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26 January 2016 
 
To our partners in the Milkwood Fund 
 
The Milkwood Fund increased in value by 2.8% for 20151.     
 

 
2015 

Since 
Inception2 

The Milkwood Fund (A) 2.8% 6.8% 
MSCI World (MXWD)  -1.8% 3.9% 

 
The fund generated returns of 2.8% for 2015.  This is below what I believe the 
fund will achieve in the long term.  The fund outperformed the MSCI World 
Index (the most comparable global proxy for share price changes), the SP500 
and our peer group fund average (disappointingly we were not at the top of this 
list, but second).   
 
Our thinking on markets is important to the extent that it helps our investors 
understand the opportunities we have.  We are not indicating how markets will 
perform, as we don’t really know (if only we did!) 
 
In our half-year update, we indicated that the then current (1) “clustering” and 
(2) “Great company inflation” (not all companies can be great, can they?) are 
unlikely to be the answer to investor success.  In the draft of that letter, I did 
make reference to Valeant as an example of “clustering”, but deleted it in the 
final minutes prior to publication (nerves!).  It nevertheless was an instructive 
example of both 1 and 2 above.   
 
 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1!Please!refer!to!your!relevant!statements!for!performances!by!share!class!
2!Inception!was!14/01/2014!
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Subsequently, markets have fallen by around 15%.  Much of that selling has 
been indiscriminate, although of course there are some sectors under extreme 
fundamental stress.   
 
The result is that we have been able to add to our favourite financial 
investments at very attractive valuations. 
 
2015 in Review 
 
Reviewing 2015 seems more academic than instructive, given the upheaval in 
markets in January 2016.   
 
Our biggest contributor to performance was Menzies, which remains our largest 
holding.  I fully expect this investment to turn out to be lucrative, especially as 
we work with other activist investors to unlock value.   
 
Our biggest detractor from performance was Locamerica, the Brazilian vehicle 
lease business.  We continue to see Locamerica as being undervalued, trading 
at 70% of the market value of its vehicle fleet alone.  In addition, the weak BRL 
supports the value of imported items, such as vehicles.  Hence, the valuation is 
probably even more attractive than I assume.   
 
It is worth also noting that currency and hedging costs cost the portfolio 6% of 
performance.  The largest component of this was the GBP, which declined by 
5.6% against the USD, and to which most of the portfolio is exposed.  I expect 
this with normalize over time3. 
 
Since Milkwood began, I have not lost faith in any significant4 investment made.   

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
3!Please!see!our!2014!annual!letter!for!a!discussion!on!this.!
4!“Significant”!being!3%!or!more!of!the!fund!
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Mistakes 
 
By far the most popular part of my letters is what I get wrong – mistakes!  Let 
me not disappoint you. In my half-year letter, I wrote about Tungsten, which 
although a small investment, cost us about 100bps of performance.  (We still  
own a small amount of it, simply due to the very large potential upside if 
management are successful in what they are trying to do.  This year, that hope 
is being somewhat rewarded with a 70% move in the share price…upwards I’m 
happy to report) 
 
But, the biggest error I made in 2015 was Amazon.  During 2014, I built up a 4% 
stake in Amazon.  The reasons for buying it turned out to be wrong in the first 
place.  I had an incomplete understanding of AWS and how big this could 
become and the margins Amazon could achieve in this business.  But, I could 
justify owning it on valuation terms if reliance was placed on revenue.  
Certainly, on a relative basis, it seemed attractive. 
 
So where is the mistake? 
 
From December 2014 to March 2015, Amazon rallied a startling 26%.  And I sold 
at a price of US$390 (today it is $588).  I don’t think we will see a $390 share 
price again in Jeff Bezos’ lifetime.   
 
The mistake highlights an important point.  If your reasons for making an 
investment are wrong in the first place, you won’t have the confidence to 
hold the investment to fair value. So when you read our reasons for making an 
investment in our letters, test if the rationale is correct.  
 
Below are our holdings representing over 90% of the portfolio (in alphabetical 
order) at the end of January 2016. 
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Company 
Barclays 

Sector 
Financials 

Citigroup Financials 
Locamerica Logistics 
Menzies Logistics 
MetLife Insurance 
Neopost Logistics 
Sainsbury and Tesco Retail 
Santova Logistics 
 
 
With Financials being important to our future returns, I will now focus on one 
of the great opportunities in the market today – Big Banks.  You can judge from 
our rationale if you think we are on the right track, or not.  Our portfolio 
remains disciplined, under-appreciated and fully invested.  I believe strongly 
that our investments have more than 100% upside on a 3-year view.   
 
Barclays – Our Three Legged Horse (and second-largest investment) 
 
Investing in banks is simple, but not easy, as so many have said about investing 
in general. !Writing about them is neither. !
!
As the great investor Jeremy Hosking said:!
!

“a share price bakes in current expectations, just as betting odds do at a race 
track. “Good” companies (or shall I make that “Great” companies as they 
are inflatedly known today) are priced higher, and may often fail to deliver as 
a result. The share price is your starting odds. Moreover, thanks to Ben 
Graham’s friend Mr Market, these odds fluctuate over time. The phenomena of 
imitation and reinforcement lead to disproportionate changes in the odds; these 
can easily enough turn a “sure fire” winner into a likely failure or a “three 
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legged” horse into a good bet. 5 
 

Banks in general are not the great businesses they once were.  But, we struggle 
to find truly great businesses that are not overpriced.  Banks have faced 
numerous issues from regulation, fines, poor service, overselling.  I could go on.  
Global banks are also hugely inefficient.  And bankers can be…, well let’s just 
say, it rhymes with anchors. 
 
Nevertheless, we think the market is valuing banks incorrectly.  Considerably so.  
And that’s why our Three-Legged Horse – Barclays – is our second biggest 
investment.  We think it can more than double in 3 years.  We have also added 
to other financials, such as Citi and MetLife.  Overall, Financials make up 27% 
of the portfolio.   
 
Barclays is trading at 63% of tangible asset value.  I think tangible value 
understates its true value.  
 
Going back to 1690… 
 
Success in banking can be measured in many ways.  Sheer longevity is one.  
Especially in a bank, longevity indicates retention of trust in a rather intangible 
service business.  It’s no guarantee of the future, but it’s a tribute to its past.   
 
Barclays bank was founded in 1690, by John Freame.  From then until 1896 
when David Barclay, a sixth-generation descendant of John Freame took over, 
Barclays was run as a private partnership.  We can take some comfort that 
during its three-century history, Barclays has faced similar issues to what it 
does today – and survived! 
 
Let’s go back to the early 1990’s, a mere 300 years after John Freame founded 
Barclays.  The UK was in recession (from 1989).  Barclays’ capital ratios had 
fallen below 6% and the Bank of England was anxious for this to increase to 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
5!Speech!to!the!Columbia!Business!School,!2!March!2015!
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above 8%.  A “Pensions Mis-Selling” claim from the 
retail regulator resulted in provisions of £31m in 1993, increased by a further 
£27m in 1994.  There seemed no end in sight to the bad news. 
 
What happened next?   
 
Barclays appointed a new Chairman.  It sold off assets and exited businesses 
which had low returns on equity. It reinvested in IT to become more efficient.  
The regulator, realizing that capital ratios were too low, eased up on harsher 
regulation, allowing profitability to recover. 
 
The result?   
 
By 1996, Barclays had restored its capital ratio to 8.5% (acceptable back then!).  
It increased profits by 13% a year from 1993 to 1996.  And it went from trading 
below book value in 1990 to 2.2x book value in 1996.  It turned out to be a 
golden decade. 
 
Please look at the graph below. 
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It is worth noting that today we are buying Barclays - not only well below book 
value and tangible book value - but also back below the price it was trading at 
over 20 years ago! (Although the market capitalization was lower then) 
 
The situation in the 1990s was similar, although not identical, to today.  The 
outlook for banking today is more hostile.  Regulators have less patience.  But 
the solution to the problem is very similar. 
 
Why does Barclay offer such an opportunity (or why do we disagree with the 
market?) 
 
Barclays’ return on capital is around 8.3%.  The theory goes that if an asset 
returns less than its cost of capital, it should be valued at a discount – the 
discount determined by the shortfall of returns relative to cost of equity.  So if 
an asset generates a return of 8% and its cost of capital is 10%, it should be 
valued at 8/10 of its asset value.  We are ignoring any growth that may or may 
not happen, of course.   
 
It all sounds easy.  So Barclays generates returns of 8.3% which must imply it 
has a cost of capital of 13% (as it trades 63% of tangible book value). This is the 
first point we disagree on.  With interest rates at 2% and an equity risk 
premium of even 500bps, and even an additional 100bps for the risk of 
regulation etc., we still only get to 8%.  So returning 8% on 8% means that 
either Barclays should be trading at its book value, or the market thinks 
earnings will decline.  Not 30-40% below!  If interest rates rise, this benefits 
Barclays.  
 
What if interest rates fall?  Unless we see extreme negative interest rates 
Barclays should be fine (as should banks in general).  Lower interest rates will 
serve to strengthen the argument that the cost of capital used to value banks is 
too high! 
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It gets better.   
 
Barclays has a list of bad banking assets which distort its current returns.  In 
2015, Barclays generated returns of 8.3% (on tangible equity).  As one of the 
consequences of the financial crisis in 2008/9, banks split themselves into Core 
and Non-core businesses, or good and bad parts of the business.  The bad or 
non-core parts were put up for sale, or marked for disposal of over time (or 
hopefully to be forgotten about).  If we exclude the bad bank part of Barclays, 
returns on tangible equity rise to 12.7%!  Run the calculations and you get 1.2-
1.3x tangible book value as a reasonable fair value for Barclays.   
 
But that’s just dreaming.  Exiting bad bank assets is not as easy as a spreadsheet 
entry.  These bad bank risk-weighted assets amount to £55bn and make a loss 
of about £1bn annually.  They absorb about £9bn of tangible equity.  Even so, 
looking out three years, the drag from non-core is set to reduce by over 60% 
and we wouldn’t be surprised if this figure turns out to be higher.  
 
…and better… 
 
One risk for Barclays is that its capital is deemed to be too low.  Because of the 
regulatory environment, it is then penalized even more aggressively.  In short, 
most UK banks are targeting a CET1 of 13%.  Currently, Barclays sits at 11.1%.  
(The expression Core Equity Tier 1 (CET1) measures the equity required against 
the banks’ assets.  As some assets require more capital to be held than others 
because they are assumed to be “riskier”, risk weighted assets is used by 
regulators and the banks.  In the case of Barclays, its Equity is about £5bn more 
than its CET1). 
 
How does Barclays solve this shortfall?   
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The market thinks Barclays will have to raise equity to fill this shortfall.  
However, a simpler way to make up this shortfall is the sale of Barclays’ African 
subsidiary.  Barclays Africa (or ABSA, as it used to be called) is listed on the 
Johannesburg Stock Exchange and could release 155bps of CET1.   
 
Bears on Barclays will point out that it takes away the growth potential of 
Barclays.  Facts suggest otherwise.  Barclays Africa’s earnings contribution to 
Barclays PLC has declined by 25% since 2012.  Mostly, the “growth” from Africa 
has been offset by a weakening currency. 
 
The point is that no one is assuming any growth when an asset sells at 63p/£.  
No matter the outlook, right now the most pressing matter for Barclays is to 
regain investor confidence and thereby to eliminate the discount to book in its 
rating.   
 
…and better… 
 
Barclays management need to make tough decisions to regain this confidence?  
There is precedent.   
 
Prior to his role as Barclays Chairman, John McFarlane spearheaded the 
turnaround of Aviva, a UK-based insurer.  During his time as Chairman of 
Aviva, he: Brought in a new CEO.  Sold off non-core assets.  Cut costs.  
Improved capital.   
 
And he watched the share price double. 
 
So far at Barclays, we have seen a very similar strategy being implemented.  Our 
only criticism is that management has thus far not been aggressive enough in 
cutting costs.  Banks – particularly investment banks with low returns – can risk 
firing too many rather than too few bankers.  No one will raise much of an 
objection. 
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And better… 
 
Regulation is easing.  In December 2015, the Governor of the Bank of England 
said: 

• All should be clear: there is no new wave of capital regulation coming” 
• With today’s announcement, the basic amount of capital our system 

requires is settled 
• There is no big wave of additional capital 

 
In 2016 we expect further positives to be announced on bank regulation and 
capital requirements.   
 
In addition, banking provisions for misdemeanors are more historic than 
prophetic.  As we saw in the early ‘90’s, eventually common sense prevails and 
banks are once again “allowed” to make sustainably higher returns to increase 
capital. 
 
We could be wrong 
 
The gap between the market value and book value is about £18bn, or 60% of 
Barclays market cap.  That’s a huge buffer in case we are wrong.  But here are 
some things which could happen to derail a re-rating: 
 

! The biggest risk in a bank is its leverage.  Banks gear their capital 
10, 20, sometimes 30x.  A 10%, 5%, or 3% mistake will wipe out all 
capital.  So it’s understandable that when talk of economic 
weakness starts surfacing, banks get hurt. 
 

! Dividends might be reduced to increase capital.  This is not 
something that concerns us much, but it may be an added reason 
for the shares to weaken. 
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! Regulation could end up being more draconian, for longer.   
 

! And management could end up being failures.  They could raise 
capital instead of disposing of assets.   

 
Nevertheless, we are not buying Barclays because it’s a perfect asset (“sure-fire 
winner”).  We own Barclays as we wait for the value already on the balance 
sheet to be reflected by the market.  I don’t know when that will happen.  But 
while we wait, value should build up in the bank to the tune of 33p per share 
annually.  That’s an 18% return on the current price, without the upside of the 
discount to book value being unlocked.  It seems very likely to us that in 3 years 
we should return over 100% on our second largest investment. 
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Conclusion 
 
The fund has attractive investments, mostly justified by a discount to hard asset 
values. Our portfolio is concentrated, and has become more so during January 
2016.   
 
Also, we have a great set of investors in the fund who understand that a share 
price will always be more volatile than the value of the underlying businesses.  I 
would encourage you to focus on the process and the investment value in our 
holdings, which are undervalued.  I always welcome a discussion in person or 
on the phone.   
 
Our search for attractive investments continues.  Our pipeline of ideas is strong, 
but we often end up increasing our investment in existing holdings as our 
thinking leads us back to what we already own.  We are fully invested and 
remain open for increased investment. 
 
Thank you for your support, and most of all your patience. It is a privilege to 
manage your money. 
 
Cordially 
 
Rhys 
 
PS – The best investment book recommendation for this letter is Capital 
Returns by Edward Chancellor.  It’s a great read.  For other recommendations, 
please see our reading room at http://milkwoodcap.com/index.php/reading-
room. 
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Terms of Business 
 

! Treat investors as partners 
 

! Your returns are my returns 
 

! Maintain a lean cost structure 
 

! Highlight and honestly analyse mistakes 
 

! Conduct ourselves with integrity and fairness in all our dealings 
 

! Follow our ideas and convictions even at the expense of short term pain 
 
!
!
!
!
!
This letter is issued by Milkwood Capital Ltd, advisor to The Milkwood Fund (the “Fund”). The Fund is an unregulated collective 
investment scheme (“UCIS”) and the promotion of the Fund either within the UK or from the UK is severely restricted by statute. 
Consequently, access to this letter is only made available to professional clients and eligible counterparties as defined by the Financial 
Conduct Authority. Shares in the Fund should only be purchased by persons with professional experience of participating in 
unregulated schemes and any other person should not act upon the content of this website. This letter and the information contained 
herein does not constitute an offer or a solicitation, or a recommendation to purchase or sell any investment instruments, to effect any 
transactions, or to conclude any legal act of any kind whatsoever. The information contained in this letter is issued for information 
only and is not intended to constitute financial, legal, tax, investment or other professional advice and should not be relied upon as 
such. Applications to invest in the Fund can only be made based on the information contained within the Funds offering memorandum 
and prospective investors should consult with their own professional advisors and read the offering memorandum in its entirety prior 
to making a decision to invest. The investments described herein are not publicly distributed. The content of this letter is confidential 
and for the use of only those persons to whom it is lawfully transmitted. Information herein may not be reproduced nor passed to non-
qualifying persons or to a non-professional audience. If you are in any doubt about your status, please seek advice from your own 
professional advisers!


