
 

ASSET MANAGEMENT 

 

THE GREAT BRITISH BREAK-OFF 

An overview of UK equity markets 

Despite predictions that a vote to leave the European Union would result in an economic apocalypse, UK equities 

have shown the market equivalent of a stiff upper lip: bouncing back, keeping calm, and carrying on. Although the 

road towards Brexit remains clouded in uncertainty, UK equities offer a range of opportunities to investors seeking 

returns against a backdrop of low bond yields. 

We talk to our managers Martin Cholwill, Richard Marwood and Henry Lowson about the UK equity market, and 

they offer an overview of some of the opportunities on the horizon across their income, growth and smaller 

companies strategies. 

Smaller companies: cracks in the surface? 

In the immediate aftermath of the Brexit vote, there was a marked divergence in performance between the 

FTSE100 index and the small and mid-cap indices, with the FTSE100 proving much more resilient. The weakness 

of sterling after the referendum proved to be beneficial to large companies with more international earnings 

streams. Smaller domestically focused firms were hit by the backlash of a hasty flight away from UK assets.   

Nevertheless, smaller companies bounced back during July and August, returning to pre-referendum levels as a 

new prime minister took the helm and the Bank of England activated further monetary support. It is also worth 

noting that although in 2016 the FTSE100 has outperformed the smaller indices, it has been the small and mid-cap 

stocks over the last five years which have outperformed larger companies.  Indeed, market swings and bouts of 

volatility can provide opportunities to take advantage of indiscriminate selling to purchase attractive companies at 

low valuations.  

However, we seek to invest in companies that not only exhibit attractive bottom-up fundamentals, such as good 

cashflow and strong management, but also those that are supported by long-term market drivers, economic 

tailwinds and ‘self-help’. By this process, the Fund’s investments are less likely to be influenced by the ebb and flow 

of the normal economic cycle. The nature of smaller companies means that they are at an earlier stage of their 

lifecycle and therefore offer attractive growth potential. Furthermore, the hunting ground is large, with around 

1,500 firms in the smaller companies investment universe. 

Growth: sweet and sour 

Sterling has lost a significant proportion of its value against the US dollar this year.  While a low currency is likely to 

prove challenging for companies that rely on imports, for those with export-focussed operations, it may provide a 

competitive edge over overseas peers.  It also makes British companies attractive targets for overseas buyers – we 

have already seen some activity in this field, with the acquisition of Arm Technologies by Japanese firm Softbank 

over the summer.  

The current low-yield environment may be beneficial for domestic debt-funded mergers and acquisitions, as 

companies are able to take advantage of lower borrowing costs. We look very carefully at companies’ capital 

structures and earnings growth in order to assess their cashflow profile and stability, which are crucial to their long-

term potential and sustainability of dividend payments.  By focusing on firms that are fundamentally sound and 
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avoiding those that are over-leveraged and built on shaky foundations, we aim to protect our portfolios from short-

term volatility.  We look at each individually, and with a view to holding the stock for the long term.    

Dividends: running out of ingredients?  

Dividend cuts have been a popular topic over recent weeks, particularly following the Bank of England’s rate cut. 

For companies with defined benefit pension schemes, liabilities have soared as a direct result of the sharp decrease 

in UK government bond yields, thereby widening the gap between the sums to be paid out and the value of assets 

available to fund these payments. As a consequence, a number of firms have hit the headlines with their decisions 

to divert cash away from dividends, and instead to use it to decrease their pension deficits. 

Clearly, a company that struggles to generate free cash, that is highly levered and that has a significant pension 

deficit will struggle to pay dividends. Dividends are funded out of free cashflow. The decision to pay a dividend to 

shareholders is a reflection not just of cash being available, but of the company’s own decision that this is the best 

use for the cash. We think that a company’s pension deficit should be included in the enterprise value calculation, 

and regular payments towards reducing this deficit should be accounted for when looking at the company’s free 

cashflow, which is the source from which dividend payments will be made.  Thorough analysis not only of a 

company’s cashflow position, but also its management capabilities, are crucial in selecting those investments best 

placed to generate sustainable, long-term returns against a backdrop of record-low government bond yields. 

Recipe for the future 

All eyes are now on the Autumn Statement, which is widely anticipated to provide the fiscal counterpart to the 

Bank’s liquidity response. We are sceptical about how effective August’s interest rate cut will be in stimulating 

economic growth.  Lower interest rates and more quantitative easing may have the unintended consequence of 

making pension-fund deficits balloon even further, which is unlikely to encourage those companies to invest in job-

creating capital expenditure; it is more likely to provoke cost cutting.  One area of the market where we are keeping 

a close watch is inflation, which would be likely to spark an increase in interest rates.  Although growth is sluggish, 

a weak currency means that inflation could easily be imported through higher prices of foreign goods and services. 

While it is probable that the government will announce further supportive spending measures, we are still 

positioned for an anaemic outlook. The Brexit negotiations throw uncertainty into the mix, so we still expect growth 

to be positive, albeit weak. Government bond yields are likely to remain low for the near future, putting further 

pressure on investors to broaden their search for yield. Against this backdrop, UK equities offer a broad range of 

opportunities; for us, one of the most important challenges is to identify companies that are well-placed to offer 

long-term earnings and dividend growth and able to weather the bouts of volatility that are likely to hit as Brexit 

negotiations begin. 

We still believe the UK is likely to experience an extended period of political and economic uncertainty and we will 

continue to monitor economic developments closely. We believe it best to avoid knee-jerk changes to our portfolios 

until the implications of Brexit become clearer. Our funds are underpinned by cautious economic growth 

assumptions, and their focus on strong market positions, growing earnings, stable cashflows and robust balance 

sheets seeks to provide resilience across a range of possible economic outcomes.   
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