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A turning point for UK mid-caps
by Mark Wright, CFA Portfolio Manager

So far, the year 2022 has been one that 
investors in UK mid-capitalisations (mid-
caps) would probably prefer to forget. The 
first six months of this year witnessed the 
worst relative performance of UK mid-
caps vs UK large capitalisations (caps) on 
a rolling six-month basis since 1986 (as far 
back as I could find data). By 30th June, they 
had underperformed UK large caps by a 
staggering 18%. The performance gap has 
since widened a little to over 19% on a year-
to-date basis1.  The absolute performance of 
UK mid-caps is not as stomach churning, but 
at -15% it is still poor. 

The miserable returns are not because 
earnings have fallen. They have grown 
significantly. Profits in the first six months 
of this year (H1 22) were 80% higher than 
the first six months of 2021 (H1 21), because 
companies benefitted from increased 
demand for their products and services, as 
COVID-19 restrictions were loosened. 

Earnings were clearly depressed in H1 21, 
making for an easy comparative. However, 
earnings in H1 22 were still ahead of the last 
six months of 2021 (H2 21) by 6%. If forecasts 
are to be believed (questionable), earnings 
in the second half of this year (H2 22) are 
expected to increase by a healthy 36% on
H1 22. 

So, it’s clearly not earnings that are the 
problem. Or maybe I should be more precise 
with my words… it is not THIS year’s earnings 
that are the problem. Of course, stock 
markets are a discounting mechanism, and 
all eyes are on the outlook for profits in 2023. 

One needn’t be a member of Mensa to see 
that there might be a squeeze on corporate 
earnings next year (higher interest rates, 
higher taxes, higher costs etc.) and that will 
no doubt be one reason why UK mid-caps, 
which generate a much larger percentage 
of revenues from the UK economy than UK 
large-caps, have suffered so much this year. 

But have they suffered too much? We all 
know markets overshoot in both directions, 
because ultimately share price moves are 
the result of human behaviour which itself 
is victim to the uncontrollable influence of 
animal instincts (fear and greed). 

Fearful investors heading for the exit have 
crushed valuations this year by driving down 
share prices. At the start of 2022, UK mid-
caps traded at 1.8x book value (net assets). 
On 12th October they traded at just 1.1x book 
value. That is the lowest valuation they have 
traded in the last two decades, matched only 

during the first quarter of 2009, in the nadir 
of the Global Financial Crisis (GFC), and in 
the depths of the pandemic during the first 
quarter of 2020.    

Pricing the equity of companies at close 
to book value implies that investors don’t 
believe those companies will be able to earn 
a return over and above their cost of equity 
ever again. I find that hard to believe. 

There are simply too many vested interests 
in improving returns for shareholders. 
Companies do not stand still, boards and 
management work hard to improve returns 
on equity, regardless of the environment 
they are operating in. Over the last decade, 
prior to the pandemic, UK mid-caps earned 
a return on equity exceeding 10%, which is 
above any reasonable estimate of the cost 
of equity for a developed market such as the 
UK.
 
It is also notable that companies have much 
stronger balance sheets now than when 
they were heading into both the GFC and 
the pandemic. So, as is customary as we 
enter December, I am going to put my head 
above the parapet and make a prediction for 
2023 (hopefully no one will remember if I am 
wrong). I think there is a very good chance 
that the market for UK mid-caps bottomed 
on 12th October and that returns in 2023 will 
be much better than they have been this 
year, which is why we have an overweight 
position in our portfolios. 

Aside from attractive valuations and stronger 
balance sheets, the 4% upward move in UK 
mid-caps on the day of softer than expected 
US inflation data (10th November) warrants 
attention. It was the second biggest daily 
rise in the market this year. For the chartists 
out there, there is a growing number of 
companies with share prices now trading 
above their 200-day moving average. This is 
presently the case for almost half of UK mid-
caps2. Less than two months ago, the figure 
was just one in ten company share prices.  

Going back to valuations, a look at history 
provides further reason for optimism. If we 
look back at 18-month returns following 
similarly low valuations, such as 18 month 
returns from the end of Q1 2009 and end of 
Q1 2020, the numbers are +73% and +57%. 
Maybe this time is different, but that’s usually 
a phrase that leaves people with egg on 
their face.

Sources
1 31st December 2021 to 24th November 2022
2 As of 24th November 2022
Unless stated, all data from Bloomberg Finance L.P.
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Belvest Investment Services Limited
研富投資服務有限公司
9th Floor, Centre Mark II
305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest 
Investment Services Limited and/or 
Belvest related companies (collectively, 
and individually Belvest) solely to its 
clients, qualified prospective clients or 
institutional and professional investors. 
Unless stated otherwise, any opinions or 
views expressed in this communication do 
not represent those of Belvest. Opinions or 
views of any Belvest company expressed 
in this communication may differ from 
those of other departments or companies 
within Belvest, including any opinions or 
views expressed in any research issued by 
Belvest. Belvest may deal as Distributor or 
Agent, or have interests, in any financial 
product referred to in this email. Belvest 
has policies designed to negate conflicts of 
interest. Unless otherwise stated, this e-mail 
is solely for information purposes.

This message may contain confidential 
information. Any use, dissemination, 
distribution or reproduction of this 
information outside the original recipients 
of this message is strictly prohibited. If 
you receive this message by mistake, 
please notify the sender by reply email 
immediately.

Unless specifically stated, neither the 
information nor any opinion contained 
herein constitutes as an advertisement, an 
invitation, a solicitation, a recommendation 
or advise to buy or sell any products, 
services, securities, futures, options, other 
financial instruments or provide any 
investment advice or service by Belvest.

No representation or warranty is given as 
to the accuracy, likelihood of achievement 
or reasonableness of any figures, forecasts, 
prospects or return (if any) contained in the 
message. Such figures, forecasts, prospects 
or returns are by their nature subject to 
significant uncertainties and contingencies. 
The assumptions and parameters used 
by Belvest are not the only ones that 
might reasonably have been selected 
and therefor Belvest does not guarantee 
the sequence, accuracy, completeness 
or timeliness of the information provided 
herein. None of Belvest, its group members 
or any of their employees or directors shall 
be held liable, in any way, for any claims, 
mistakes, errors or otherwise arising out 
of or in connection with the content of this 
e-mail.

This e-mail and any accompanying 
attachments are not encrypted and cannot 
be guaranteed to be secure, complete or 
error-free as electronic communications 
may be intercepted, corrupted, lost, 
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore 
does not accept any liability for any 
interception, corruption, loss, destruction, 
incompleteness, viruses, errors, omissions 
or delays in relation to this electronic 
communication. If verification is required 
please request a hard-copy version. 
Electronic communication carried within 
the Belvest system may be monitored.
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