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The risks to UK mid-cap stocks are rising. Driving 

this are rising interest rates in the UK as the bond 

market adjusts to robust domestic demand-led 

growth and inflation becomes more entrenched. 

Coming ahead of potential action by the BoE to 

reverse exceptionally accomodative monetary 

policy, the impact of rising bond yields may 

initially curtail UK growth expectations. This 

undermines the valuation premium of mid-cap 

equities. Inflationary pressures may set in motion 

asset allocation shifts out of UK fixed income and 

into UK dividends, favouring large-cap equities.  

 
 

 
 
Investors who share this sentiment may consider 
the following long equity ETPs: 
 
 
Short UK mid-cap equities:     

 
1. Boost FTSE 250 1x Short Daily ETP (1MCS) 

 
Long UK large-cap equities:     

 
1. Boost FTSE 100 3x Long Daily ETP (3UKL) 
2. Boost FTSE 100 3x Long Daily ETP (3UKL) 
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Valuation premium of UK mid-caps over large-caps at risk. Hedge! 

Summary 
 

 Robust domestic demand and entrenched inflation risk pressuring UK bond markets. The 
slowing growth effects of rising bond yields will work ahead of any action taken by the BoE.  
 

 Most at risk are UK mid-cap stocks. High valuations and strong domestic exposure to UK’s 
interest rate sensitive sectors are putting pressure on the FTSE 250. 
 

 Asset allocations out of fixed interest and into large-cap dividends stocks may work in favor 
of the FTSE 100. Its dividend beats inflation on growth and bonds on yields. 
 

 Investors who share this sentiment may consider the following Boost ETPs: 
(www.boostetp.com/products) 
 
 

Short UK mid-cap equities:            Long UK large-cap equities: 

1. Boost FTSE 250 1x Short Daily ETP (1MCS)  2.  Boost FTSE 100 3x Long Daily ETP (3UKL)  
       3.  Boost FTSE 100 2x Long Daily ETP (2UKL) 
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Chart 1: Overrated growth stocks in the UK 
Premium valuations of UK mid-caps relative to UK large-caps 

Premium / discount FTSE 250 rel to FTSE 100

FTSE 250 (RHS)

FTSE 100 (RHS)

source: Boost ETP research, Bloomberg. Data as at 18 July 2014 
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Following the recovery of global equity markets in 
2009, UK mid-cap equities have produced strong 
returns in recent years. The FTSE 250, which captures 
the UK mid-cap  equity market, has risen more than 
88% since 2010 (to 18 July 2014), almost twice the 
increase of the FTSE 100 (UK’s large-cap equivalent, 
which rose 46% in the same period). Much of the UK 
mid-caps’ strong showing came in the last two years, 
as the FTSE 250 rose by 26% in 2012, and 32% in 
2013. However, too much UK growth may now be 
priced into the UK mid-cap equity market.  
 
At 16x forward earnings, (a valuations multiple 
capturing growth expectations in equities), the 
valuation of the FTSE 250 looks rich (see chart 1 on 
previous page). Apart from the fact that these 
valuations are high relative to its own history and trade 
at an 11% premium to the FTSE 100, the strong 
growth expectations for the UK economy are 
undermined by risks of rising interest rates. What 
accompanied the UK’s economic performance since 
2010 was the extraordinarily accomodative monetary 
policy. This occurred even while indications of 
weakening inflationary pressures, such as seen in the 
US and the Eurozone, remained largely absent in the 
UK. In fact, whilst in 2012 the average monthly 
readings of UK CPI was 2.8% (y-o-y), in 2013 inflation 
did not fall below the 2% implicit target aimed at by 
most central banks of Western economies today. 
Holding back the decision to raise interest rates was 
sluggish recovery in employment, which has resulted 
in the UK’s base policy rate remaining unchanged at 
0.5% since 2009. However, following several years of 
subdued growth rates, economic growth accelerated in 
2013 driven by marked negative real interest rates that 
incentivised businesses and households to spend.  

 

The extent of the UK’s negative real interest rate 
environment cannot be overstated. For instance, when 
adjusting for inflation, the  average yields on 5-year UK 
Gilts were -2% in 2012 and -1.3% in 2013 (see chart 
2). This is much lower compared to equivalent inflation 
adjusted yields in the US (-1.4% in 2012 and -0.3% in 
2013) or Germany (-1.5% in 2012 and -0.9% in 2013). 
The exceptionally accomodative monetary policies 
(think of the Funding for Lending Scheme to support 
businesses and the Help to Buy schemes to support 
households, coming on top of the low UK base policy 
rate of 0.5%) have spurred domestic demand led 
growth in the UK over the last two years. Reflecting 
this strong economic rebound has been the marked 
outperformance of UK mid-caps over UK large-caps in 
recent years.  
 
But a u-turn in the UK’s interest rate cycle risks cutting 
the momentum in the UK’s mid-cap equity market 
short. Tentative signs of this are evident from the rise 
of long dated UK Gilt yields since 2012 which in 
nominal terms have risen approximately 100 bps and 
in real terms have more than tripled. For instance, 
when adjusted for the actual inflation rate, the yields 
on long dated UK Gilts have been back in positive 
territory effectively since March 2014, a marked 
reversal from the persistent negative real interest rate 
environment that prevailed in the UK since 2010. 
However, against the backdrop of the improving 
fundamentals on which UK’s economy is now enjoying 
broad-based growth, the bond yields in the UK look too 
low for comfort. An ndication of pressures mounting on 
UK interest rates to rise further is the robust demand 
for UK government inflation-linked securities (ILS). 
Given the positive nominal yields of UK Gilts (of 
approx. +2%), the negative real yields of 5 year ILS (of 

approx. -0.9%) suggest a 5 year forward-looking 
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Chart 2: A Return of higher growth and higher inflation 
Inflation expectations vs real interest rates in the UK 

Actual inflation adjusted 5Y yield on UK Gilts

5Y inflation expectations *

Source: Boost ETP Research, Bank of England, Bloomberg. Data as at 18 July 2014 
* 5-year yield differential between UK Gilts and UK Inflation-linked securities 
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inflation rate of close to 3%
1
. Hence, investors are 

pricing in approximately 1% more inflation over the 
next 5 years than the latest actual June inflation 
reading of 1.9% y-o-y indicate.  
 
The difference between the higher expected rate and 
the lower actual rate of inflation may be indicative of 
future inflation increasingly carried by real demand 
forces and less by loose monetary supply conditions. It 
would represent a marked turnaround from how 
markets priced in UK inflation expectations 5 years 
ago. If the period of 2008 and 2009 was an 
environment of widespread deflation fears caused by 
the credit crunch and recession, then 2010 and 2011 
was one of reviving inflation expectations induced by 
exceptional monetary stimulus in the absence of real 
growth drivers, while 2012 and 2013 was one of rising 
inflation expectations spurred on by loose monetary in 
the presence of broad-based economic revival.  
 
Hence, given the prevailing loose monetary supply 
conditions against which economic activity in the UK is 
gaining further steam in 2014, the risk of interest rates 
going up is growing. The pressure would likely first 
occur in the long-end of the yield curve, as investors 
asset allocate away from Gilts and into FTSE 100 
stocks where dividends offer investors viable 
alternatives to fixed interest as stable income streams. 
For instance, cash dividends paid to common 
stockholders in 2013 by FTSE 100 companies totalled 
GBP 68 billion, which is a CAGR of 7% since 2010, 
and comfortably beats UK inflation of 3.2% p.a. over 
the same period. Given the large dividend cutbacks of 
FTSE 100 stock heavyweights in energy (as a result of 
the Mexico oil spill disaster in 2010, BP’s 2013 cash 
dividend of GBP 4.3 billion was still 35% below its 
2009 peak) and financials (the state ownership of 
Lloyds TSB and RBS has led to a suspension of cash 
dividends since 2009), the resilience with which 
aggregate dividends of UK large-caps have been able 
to grow and outpace inflation is testament to their 
commitment to uphold a generous payout policy. 
Furthermore, on the back of robust earnings 
performance of UK large-caps, the dividend yield of 
the FTSE 100 has steadily risen to the point where, at 
approx. 4.6%, it is 2% higher than the bond yield of 
long dated UK Gilts.  
 
Further out, the pressure on interest rates would likely 
come from the BoE, which so far has avoided raising 
the policy rate for fear of destabilising the regional 
economies outside London and the South-East, where 
the property market has been stagnant and is showing 
no evidence of overheating. Last month’s policy action 
by the BoE, which is aimed at curtailing bank mortgage 
lending to overextended households, is unlikely to 
have a major effect on UK economic growth, not least 
because, following years of balance sheet repair, UK 
banks themselves have become more prudent in 

                                                           
1 Based on the 5 year bond yield differential between UK Gilts and UK 
inflation-linked securities 

extending credit. Hence, without a major policy 
reversal coming from the BoE anytime soon, domestic 
demand-led growth in the UK is likely to continue 
unabated. In so doing, the BoE is prepared to allow 
inflation expectations to become more entrenched than 
they already are. But while employment growth is 
gaining momentum, the UK equity market is lacklustre. 
If this year’s growth is merely a reflection of what the 
equity investors have priced in to UK mid-cap’s stock 
prices last year, then the 1.6% pull back of the FTSE 
250 so far this year (to 18 July 2014) may be a prelude 
to the looming risks ahead for UK growth stocks. In 
this environment it may be prudent to hedge your UK 
mid-cap equity exposure and seek inflation protected 
income in UK large-caps. 
 
 
All data is sourced from Boost ETP, the Bank of England and 

Bloomberg 
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This communication has been provided by WisdomTree Europe Ltd., which is 

an appointed representative of Mirabella Financial Services LLP which is 

authorised and regulated by the Financial Conduct Authority.   

 The Market Model is proprietary and has been prepared by Boost based on 

assumptions and parameters determined by it in good faith. The Model is not 

an investment recommendation and no investment decision should be made 

on the outcomes of the Market Model, nor should reliance be placed on the 

accuracy or outcomes of the Model. The assumptions and parameters used 

are not the only ones that might reasonably have been selected and therefore 

no guarantee is given as to the accuracy, completeness or reasonableness of 

any such quotations, disclosure or analyses. A variety of other or additional 

assumptions or parameters, or other market factors and other considerations, 

could result in different contemporaneous good faith analyses.  

The products discussed in this document are issued by Boost Issuer PLC (the 

“Issuer”) under a Prospectus approved by the Central Bank of Ireland as 

having been drawn up in accordance with the Directive 2003/71/EC (the 

“Prospectus”). The Prospectus has been passported from Ireland into the 

United Kingdom and is available on the websites of the Central Bank of Ireland 

and the Issuer. Please read the Prospectus before you invest in any Exchange 

Traded Products (“ETPs”). Neither the Issuer nor WisdomTree Europe Ltd. is 

acting for you in any way in relation to the investment to which this 

communication relates, or providing investment advice to you. The information 

is not an offer to buy or sell or solicitation of an offer to buy or sell any security 

or investment. You are advised to seek your own independent legal, 

investment and tax or other advice as you see fit. 

The value of an investment in ETPs may go down as well as up and past 

performance is not a reliable indicator of future performance. An investment in 

ETPs is dependent on the performance of the underlying index, less costs, but 

it is not expected to match that performance precisely. ETPs involve numerous 

risks including among others, general market risks relating to the relevant 

underlying index, credit risks on the provider of index swaps utilised in the 

ETP, exchange rate risks, interest rate risks, inflationary risks, liquidity risks 

and legal and regulatory risks.              

ETPs offering daily leveraged or daily short exposures (“Leveraged ETPs”) 

are products which feature specific risks that prospective investors should 

understand before investing in them. Higher volatility of the underlying indices 

and holding periods longer than a day may have an adverse impact on the 

performance of Leveraged ETPs.  As such, Leveraged ETPs are suitable for 

institutional and retail investors who are financially sophisticated, wish to take 

a short term view on the underlying indices and can understand the risks of 

investing in Leveraged ETPs. Investors should refer to the section entitled 

"Risk Factors" and “Economic Overview of the ETP Securities” in the 

Prospectus for further details of these and other risks associated with an 

investment in Leveraged ETPs and consult their financial advisors as needed. 

Neither WisdomTree Europe Ltd. nor the Issuer has assessed the suitability of 

any Leveraged ETPs for investors other than the relevant Authorised 

Participants. 

This marketing information is intended for professional clients (as defined in 

the glossary of the FCA Handbook) only and has been derived from 

information generally available to the public from sources believed to be 

reliable. WisdomTree Europe Ltd. does not warrant the accuracy or 

completeness of such information. All registered trademarks referred to herein 

have been licensed for use. None of the products discussed above are 

sponsored, endorsed, sold or promoted by any registered trademark owner 

and such owners make no representation or warranty regarding the 

advisability on dealing in any of the ETPs. 
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