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Global stocks recovered in August from their late July sell-off,
thanks to strong earnings delivery leading a risk-on mood.
While the UK hasn’t quite kept up, mid-caps in particular did
well in August. But towards the end of the month we saw rising
government bond yields around the world at the long end
start to come into focus again, dampening equity valuations.

Higher yields are coming from a few factors sharpening at the same
time and reinforcing each other: robust economic data, concerns
about unsustainable fiscal policy in the US, a surge in debt issuance
from corporates looking to deploy capex into the Al build out, and
then some fairly opaque comments from new Fed Chair Warsh.
Re-engagement between the US and Iran hasn't helped the inflation
picture either. This then flows through to the UK's borrowing rates,
as they are effectively built on top of the world's ‘risk-free’ rate (the
US government bond yield).

Higher yields haven’t derailed our fund or our holdings

This didn't stop our fund from enjoying another constructive earnings
season. In conjunction with several buy-out bids and merger offers,

this has driven good performance so far this year. Stock selection was
our key to performance — the backdrop for UK smaller and mid-sized
companies is still not as supportive as that for large-caps (which have
more international exposure and less cyclicality). So we have to be really
careful about exactly which risks we take and when, and laser-focused
with our stock choices.

Price reactions can still be quite extreme on results day, probably
exacerbated by there being fewer active managers these days to provide
a cushion. More and more market flows are dominated by passive or
machine-driven owners. This is actually a big opportunity for us: we can
take advantage of larger-than-normal price swings to secure better entry
and exit points, which should boost returns in the medium term. Yet it
also increases our short-term volatility and can, of course, mean we are
offside in the short term. We're lucky to work for a supportive, patient
business that allows us to stick firmly to our long-term, high-conviction
views. We think this environment is perfectly suited to exploit these
price-insensitive market machinations.

Our technology and tech-adjacent positions were useful this month.
Custom business software developer Kainos was our largest positive
contributor after it announced its sales and profits were likely to be
higher than forecast. They disclosed some big wins in the division
which helps the UK government to digitise its services. As a flavour,
Kainos is replacing the much larger French-listed rival Capgemini to
provide a Migration & Borders platform to the Home Office. There's

a lot more of this type of work to be won, and we're excited about
Kainos's ability to take on more of it and grow.

Listed venture capital firm Molten Ventures had a strong month
too, thanks to positive sentiment around its investments in the space
economy (including launch vehicles, a micro-satellite maker, and space-
based thermal imaging) and in challenger bank Revolut. Molten was
also buoyed by a £75-million cornerstone investment from the British
government in its new growth fund, confirmed in early September.

It's great to see the UK government investing in the next generation

of British businesses and trusting the private sector to deploy the
cash. IT services reseller Softcat also made progress as customers
continued to value its expertise in areas like cybersecurity, and cloud
and infrastructure — all necessary spending for businesses to use Al
effectively and safely.

Unsurprisingly during a risk-on month, detractors were our more
defensive names such as retailers Tesco and Marks & Spencer,
wargaming company Games Workshop, pensions consultant and
administrator XPS Pensions, and some of the real estate names in
the portfolio.

We sold our remaining holding in Melrose after the risk/reward balance
deteriorated. Uncertainty has increased around the potential costs,

and timing of their resolution, following the May safety incident at an
aircraft window manufacturer in California that Melrose owns. Added to
that, the share buyback has been paused, and a new CFO may reassess
the long-term free-cashflow guidance on which much of the valuation
rests. The shares are not obviously expensive, but neither were

they cheap enough to compensate for the broader range of possible
outcomes. Rather than continue to rely on a distant cashflow target
while near-term visibility weakened, we chose to redeploy our money
into more attractive opportunities. We will discuss a couple of these
new holdings in the coming months.
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from 31 December 2021 to 31 August; forecasts are subject to revision
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Earnings momentum is key for continued

FTSE 250 outperformance

From our meetings with company management teams, we see
generally resilient UK companies, but the strength of the recovery

in mid and small-cap stocks is uneven and is most visible in selected,
well-performing companies, rather than across the entire small and
mid-cap universe.

The crucial element for share prices to move forward isn't listing
location or even thematic, but genuine earnings momentum. It's
encouraging to see that the FTSE 250 index finally breached its

2021 price peak in August after a strong year of earnings growth, and
started outperforming large-caps year to date. Following this recovery,
selectivity is increasingly important. We think the index is shifting from
a generally depressed asset class to one where you need to identify
businesses capable of delivering earnings upgrades, stronger cash
generation, and durable returns on capital.

The UK reporting season has reinforced our view that
investors don’t need to rely on a dramatic improvement

in the domestic economy to find attractive growth. We

are seeing opportunities among companies delivering
stronger orders, earnings and cashflows, while remaining
disciplined with investment when the visibility on profitability
deteriorates, or the balance of risk and reward adjusts.

ALEXANDRA JACKSON
Fund Manager

For more info on our fund, including factsheets, performance and fund
manager views, please click here.
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