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The UK market is not the UK economy. It is far too global for
that. But the country’s mood music still matters, and for years
that mood has been overwhelmingly downbeat. As the Budget
approaches, the gloomy drumbeat crescendos. This year
brings a new Prime Minister, a new Chancellor, familiar
economic angst and very little room for fiscal manoeuvre.
The economy has held up better than the headlines suggest,
but resilience is not the same as recovery. Growth is still
modest, inflation is proving sticky, the jobs market is

cooling, and fiscal policy is constrained. All of that matters
for portfolios.

Growth: resilience without recovery

Growth has been better than many feared, helped by a durable
services sector and a consumer that has not quite rolled over. That is
encouraging, especially given the external shocks of recent months.
But the broader picture is still one of subdued expansion rather than
escape velocity. Households remain under pressure, and some of the
spending we are seeing appears to be supported by savings rather than
stronger real incomes. That can help for a while, but it is not a robust
engine of growth.

Inflation and the bank: the easing cycle has stalled

The biggest change over the summer is resurgent inflation. The earlier
sense that it was falling neatly back towards target has faded. Energy
prices became more volatile, driven by the conflict in the Middle East,
and the Bank of England is now more cautious. Markets have noticed.
The idea that lower rates would provide a straightforward boost to
domestic equities now looks much less secure. For us, that means the
recovery trade needs more scrutiny: companies must deliver in a world
where money may not get cheaper as quickly as hoped.

The labour market: low-hire, low-fire

The labour market is not collapsing, but it is clearly losing momentum.
Companies are not cutting jobs aggressively, but they are also not
rushing to hire. That 'low-hire, low-fire’ backdrop helps contain wage
pressure, which should reassure the Bank of England. But it is less
helpful for households. If inflation is rising again while job prospects
are more subdued, the consumer recovery becomes more fragile.

The consumer: less pessimistic, not yet confident

Consumers are less gloomy than they were, but they are not exactly
euphoric. Confidence has improved from a low base, and people appear
a little more willing to think about discretionary purchases. That is
useful for retailers, leisure companies and parts of the housing chain.
But the recovery is still delicate. Big-ticket decisions — moving house,
buying a car, booking a major holiday — remain sensitive to mortgage
costs, energy bills and the wider sense of economic uncertainty.

Fiscal credibility and the road to 28 October

The Chancellor has little margin for error in the upcoming Budget.
Borrowing is already running ahead of plan, debt costs are increasing,
and weaker growth makes the sums harder. At the same time, the
government's prior pledges limit the obvious tax-raising options. For us,
the issue is not predicting every Budget measure. It is whether the
government can keep fiscal credibility while still supporting growth.
The gilt market will judge that quickly, and any loss of confidence would
most likely show up first in domestically exposed shares.

The harder problem: trend growth

Can the UK improve its underlying growth rate? That's the pivotal
question. It depends on productivity, investment, labour supply and
how well companies use new technology, including AL None of this is
quick or easy. Governments often prefer short-term support because

it is more visible, but higher debt costs make that harder to sustain.

We would rather own companies that can create their own productivity
gains through pricing, product mix, process automation and disciplined
investment than wait for policy to solve the problem.

What this means for our portfolio

We think UK consumer businesses are worth revisiting, but that does
not mean buying any old thing that's linked to household spending.

The winners are likely to be companies that offer clear value,
convenience or enjoyment. Non-food retail could benefit as consumers
loosen their wallets a little, while leisure and hospitality may improve

if sentiment keeps recovering. But pricing still matters, and cost control
matters even more. Home-related retail is more exposed to interest rates
and housing activity, so our bar for investment is higher.

The same caution applies to housebuilders and the major UK banks.
Both should benefit if confidence improves and households become
more willing to make big financial commitments. Yet both are also
highly sensitive to the path of interest rates, which are almost certainly
rising in the medium term. Housebuilders need affordability to improve;
banks can benefit from higher rates through margins, but not if the
consumer weakens too much. In both cases, we still want strong brands,
disciplined pricing, resilient balance sheets and dependable cash
generation. We are avoiding businesses that need a broad consumer
boom to make the numbers work.

In short, the UK looks better than many expected, but it is not thriving.
Confidence has picked up, activity has steadied, and the consumer is
showing signs of life. Against that, inflation is proving more awkward,

the labour market is cooling, the rate-cut story has reversed and the
Chancellor faces a difficult Budget. That argues for selectivity, not broad
exposure. The domestic improvement is real, but fragile. We want
companies that can still compound if the recovery remains patchy.

The right question is not whether the UK is suddenly fixed. It is whether
share prices fairly reflect both the improvement and the risks that remain.
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Recent trading

August began with a blizzard of results, generally OK, but reflecting some
of the stresses and strains that are buffeting businesses. We have been
encouraged therefore to pay greater heed to share price momentum and
not be too greedy. We bought back into global distributor Bunzl when
they were under scrutiny for mishaps in their North American business.
Our hypothesis that this could be fixed by quick management action has
been proved largely correct, at least in terms of share price performance,
so we have trimmed our position meaningfully.

In a similar vein, we reduced our holdings in banking giant HSBC and
fabricated and galvanised metal producer Hill & Smith. Two very
different businesses, but both strong throughout the year. In the case of
the latter, Hill & Smith is regarded as a beneficiary of investment in key
infrastructure needed for the Al — and hence data centre — expansion.
We don't deny the story, but we recognise that many valuations in this
area, and therefore price risk, have rocketed higher.

By contrast, we also pruned media and data provider Relx. We added
to this as a counter-play to the Al excitement: Relx is perceived, unfairly
in our view, as an Al loser. The shares have made a gradual if haphazard
recovery. The existential risk is still there, so we have taken some chips
off the table.

The season of change ahead

The UK backdrop is improving, but only cautiously. Consumers are

less gloomy, activity has steadied, and some domestically exposed
companies are beginning to look more interesting. But this is not yet

a broad-based recovery. Inflation remains uncomfortable, so the path

of interest rates is less helpful than investors hoped. And the Budget
leaves little room for policy mistakes. Against that backdrop, we think
selectivity matters more than ever. We are prepared to add to companies
where the valuation already reflects a difficult environment and where
management can drive returns through pricing, cost control, cash
generation and disciplined investment. Equally, where share prices have
run hard, we are willing to trim. The opportunity is real, but so are the
risks; this remains a market for judgment, not blanket optimism.
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For more info on our fund, including factsheets, performance and fund
manager views, please click here.

Any views and opinions are those of the investment manager, and coverage of any assets held must be taken in context of the constitution of
the fund and in no way reflect an investment recommendation. Past performance should not be seen as an indication of future performance.

When you invest, you could lose some or all of your investment.
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