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UK stock market

Scope for further upside in UK large-cap stocks

The reasons why UK stocks have been out of favour with global investors
for a very long time, particularly since the June 2016 Brexit vote, are well
documented, and the lack of interest in UK companies has resulted in very
attractive absolute and relative UK valuations. To provide some context, in
1997, UK pension funds and insurance companies owned more than 45%
of the UK market. However, by the end of 2023 their ownership had fallen
to 4.2%, which is a record low. With the largest 100 UK companies index
recently hitting a new high, in this brief note we discuss why this is
happening and whether the improvement in investor sentiment towards
large-cap UK stocks can continue.
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Source: International Monetary Fund (IMF), World Economic Outlook, April 2024 update.
Note: p is projection.

Recently released data points show that the UK economy is improving and, based
on IMF projections looking out to 2025, the UK has the highest growth outlook of
the G7 nations outside of North America. UK inflation is proving to be less sticky
than in the US, as UK core inflation continues to decline, which means that the
Bank of England could lower interest rates before the Federal Reserve is able to do
so. Areduction in UK interest rates is likely to put pressure on sterling and boost
the translated value of the earnings of UK multinational companies; around two-
thirds of the largest 100 UK companies’ earnings are generated overseas.

Regarding overseas appetite for UK stocks, according to Gervais Williams (head of
equities at Premier Miton Investors), the UK large-cap index hitting new highs could
encourage further interest due to a ‘fear of missing out’. This behaviour was
apparent in Japan in 2023 when the Nikkei 225 Index rallied by ¢ 30%, reaching
levels not seen for around 25 years.

If there is further appreciation in large-cap UK stock prices, Williams suggests that
local sellers could be overwhelmed by demand from UK corporates, which are
increasingly returning cash to their shareholders, including via share repurchases.
This is likely to fuel further demand for UK large-cap stocks.

Although there is an upcoming UK general election, UK political risk has diminished
as there is less divergence between the policies of the two main parties. Both party
leaders are very mindful of the negative market reactions to former Prime Minister
Liz Truss’s plans for unfunded tax cuts.
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UK market performance and valuation

As shown in Exhibit 1 (left-hand side) the largest 100 UK companies index has hit a new high.
However, in aggregate, UK stocks continue to look very attractively valued. On a forward P/E
multiple basis, the Datastream UK Index is trading at around a 30% discount to the Datastream
World Index. The UK is trading at a ¢ 10% discount to its 10-year average compared with global
equities, which are trading at a ¢ 7% premium to their 10-year average. Also, in aggregate, UK
stocks offer a superior dividend yield.

Exhibit 1: Market performance and valuation

Performance of UK 100 Index over the last 10 years Valuation metrics of Datastream indices (at 15 May 2024)
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Source: LSEG, Edison Investment Research

Mergers and acquisitions

An acceleration in M&A activity would send a clear signal that even if there is a general lack of
appetite for UK stocks, there are some major investors that see value in the UK market. So far this
year there has been a series of deals announced. These include UK packaging company Mondi’s
bid for DS Smith, which was subsequently trumped by a higher bid from US-based International
Paper. More recently, cybersecurity firm Darktrace was bid for by US private equity firm Thoma
Bravo; the two companies had previously held informal talks in 2022. Also, Anglo American, the
world’s largest platinum producer, is trying to fend off a revised bid from BHP. A couple of examples
of domestic transactions are Virgin Money, which was bid for by Nationwide Building Society, and a
pending merger between two UK housebuilders, Barratt Developments and Redrow.
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