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Investor Letter 
          

23 April 2018 
 
To our partners in the Milkwood Fund, 
 
Cumulative net (A) returns in USD since inception. MSCI includes dividends. 
 
To 2017:       Milkwood  MSCI  

Fund  World 
Trailing       %  % 
6 months       -1.5              9.7 
18 months       36.6  26.2 
Two years       49.4  32.8 
Three years       37.5  24.0 
 
Compound annualised returns since launch (1/1/2014) 
Gross        11.5  6.9 
Net (A)        10.5  6.9 
 
Net Annual Performance in USD after fees (Class A): Milkwood  MSCI 

Fund  World 
%  %  

2017        7.1  24.0 
2016        31.0  8.8 
2015        2.8  1.1 
2014        3.4  2.3   
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Jesus was sitting on the Mount of Olives.  His disciples approached him with a 
question: “Tell us, what will be the sign of your coming?”  Jesus responded by giving 
them all the characteristics of his “coming”, but couldn’t be precise about timing, 
because even he didn’t know.  Perhaps noting confusion on the faces of the 
disciples, Jesus concludes: “Concerning that day and hour, nobody knows”.  
(Matthew 24, Byington translation). 
 
It seems odd that we can apply this to value investing.  In a valuation-based, 
concentrated fund such as Milkwood, a portfolio manager is put into a similar 
situation as Jesus.  We can describe all the characteristics of a potentially great 
investment, but knowing the “day and hour” when this value might be discovered is 
far beyond us.   
 
In this letter, I want to reiterate the investment opportunity in the UK, and the reasons 
why it is cheap.  To repeat a point made in previous letters - our exposure to the UK 
won’t always be as high as it is now, at 75%.  We are a global fund and can invest 
anywhere.  However, the opportunities we continue to find in the UK, (as they get 
cheaper!), make it almost impossible to ignore, save for special situations. 
 
Why is the UK so unloved? 
 
The UK is the worst performing major equity market over 18 months.  According to 
the ML Fund Manager Survey, it is also the most underweight in fund managers’ 
allocations of any major market.  What is to blame for this? 
 
The common view put forward is 1) Brexit and 2) a sluggish economy.  The issues 
may, however, require a more thoughtful response. 
 
After reflection, here are a few more responses: 
 

• No Big Tech champions 
• Advanced tech disruption 
• Brexit 
• Services economy 
• Austerity  
• Regulation 
• Housing market headwind 

 
Let’s take one not so obvious issue – “No Big Tech champions”. 
 
The biggest contributors to stock market performance in the US, (and China for that 
matter), have been tech companies.  The UK doesn’t have big tech titans on the 
scale of Nvidia, Netflix, Amazon or Google, (the UK’s tech champions that do/did 
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exist have been acquired, are too small or lost dominance), and so the UK equity 
market has few real tech champions of any size that spur interest in the rest of the 
market.  Interestingly, the S&P outperformed the FTSE All Share by 29%, (including 
dividends), since 2015.  If you exclude these tech companies, the FTSE would have 
underperformed the S&P by only 9%.1   
 
In other words, without tech champions, the UK is viewed as a pedestrian investment 
destination.  It’s just not sexy.   
 
Tech Disruption 
 
The UK equity market doesn’t benefit from the success of, say, Amazon, as the S&P 
does.  Rather the UK suffers from Amazon’s success.  To illustrate, the graph below 
shows that outside of China, the UK has the most advanced level of internet retailing 
of any country.  Who suffers?   
 
Listed retailers like Debenhams, (lucky to have survived so far), attest to the tough 
time retailers have had in the face of tech disruption.  Such failures perpetuate 
negative sentiment. 
 

 

 
 
 

																																																								
1	As an aside, perhaps only China and Russia, with listed and protected tech markets have similar attraction as the US, 
yet they lack the global competitiveness and reach of the US tech titans.   
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Austerity, Services and Regulation 
 
Austerity gave the UK an unwelcome gift - Brexit.  The blame for a decline in 
services and limited government resources was put firmly at the feet of mostly hard-
working immigrants.  Instead, government cuts accounted for the decline in service 
levels most citizens were previously used to.  Not that cuts weren’t needed.  The 
right action was taken, Brexit was merely an unintended consequence.  Although we 
may all look back on this time and wish other major economies took the same action 
as the UK, there is no escaping the tangible negative impact austerity has had on 
corporate UK.   
 
In the equity market, austerity has negatively impacted services companies.  
Companies like Serco and Capita relied on government contracts to generate cash 
to service their leveraged balance sheets, (and cover over their acquisition 
accounting which inflated the true earnings picture).  Both have collapsed as either 
government contracts weren’t renewed or were negotiated down.   
 
All of these factors combined have been headwinds to the UK being viewed as an 
attractive investment destination.  So why are we optimistic? 
 
Much of this is in the past.  The future looks better, at least relatively. 
 
Firstly, the UK is coming to the end of austerity.  The deficit will turn into a surplus 
through 2018.  The UK has just reported the lowest level of borrowing in 11 years.  
Secondly, Brexit, while painful at first, could end up reducing regulation, particularly 
in banking.  This could reignite lending, help the housing market stabilise and 
improve manufacturing.  In summary, most of the pain has been felt. 
 
Unlikely to change is ongoing tech disruption.  The only mitigating factor is that what 
the UK has already been through, the rest of the world is still going to endure.  And 
this partly explains why running a hedged portfolio makes sense over the long-term. 
 
All this plays havoc with investor sentiment.  In the short term, we take advantage by 
buying into this “bonsella”.  But we don’t know the “day or hour” when sentiment 
changes.  It mostly happens when you least expect it.  And sentiment is a funny 
thing.  It causes some to believe implicitly in things which only through time are 
tested as to their validity.   
 
Here is a story which illustrates the point.   
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About a year ago, I was having lunch in Omaha with a very successful fund manager 
– what he lacks in personality, he partially makes up for in performance. 
 
In the course of discussing a possible investment, his reply was that he doesn’t invest 
in companies with “questionable management”.  I was surprised at his categorical 
dismissal of the idea as I felt that the management of the company I was referring to 
was not all that bad…certainly not as bad as one of his fund’s largest holdings – 
Facebook!  In my view, Facebook has one of the most questionable management 
teams of any major US company!   A year ago, Sheryl and Zuck could do no wrong. 
 
The point is that only over time can sentiment change.  Reasons preventing an 
investment decision today may well prove to be baseless tomorrow.  And we thank 
Mr Market for providing these opportunities.  Having been short Facebook during its 
recent fall helps us win when others are behaving like buyers of the Semper 
Augustus in 1637. 
 
Activity Update 
 
I have held back this letter for two reasons.  Firstly, our biggest investments report 
earnings for their financial year in March, so it makes sense to align our 
communication with you once they have made their release, and these results have 
been digested.  
 
Secondly, we have been busy working on new investments, and making changes to 
the portfolio.  
 
Since our 3Q2017 letter, (found on our website here), we have made two large 
investments which have performed well for us.  I’ll explain one of them below.  The 
other will have to wait until we have exited - something that I hoped would have 
been accomplished by the time you read this letter.   
 
Here goes our illustration of the value available in the unloved UK equity market. 
 
AA plc 
 
The AA (Automobile Association) has been around almost as long as the automobile.  
If you break down, you call the AA and they promise to get you back up and running, 
normally within 45 minutes.  In some of the old colonies, the AA is still run as a 
mutual or “not for profit” company.  But in the UK, the AA was bought out by private 
equity in 2004.  Then, in 2015, in a stroke of genius, (not really), the private equity 
owners geared up the business, (and when I say “geared it up”, I mean 7.5x EBITDA 
geared), and listed the AA on the LSE.   
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I remember looking at the AA at the time and concluding that the 3.3m loyal 
subscribers, (churn is about 14%), are worth something… but the debt and equity 
combined would make this company far too expensive to consider investing in.  After 
listing at 200p, the AA promptly doubled.  At 415p per share, the AA had an equity 
value of GBP2.5bn and net debt of GBP2.5bn, all being supported by GBP300m of 
FCF.   
 
And then Pennyhill happened… 
 
Pennyhill Park Hotel, (just up the road from our office), is the place where the 
England Rugby Team bases itself for serious training.  It was also the place where 
the Springboks based themselves in the 2015 Rugby World Cup.  (Both teams should 
consider a different location perhaps, to improve their performances!)  Pennyhill also 
hosts some corporate events and company strategy events, (a.k.a. paid piss-ups).   
 
On 24 July 2017, Pennyhill was the venue for the AA strategy meeting.  At that 
meeting, then AA CEO Bob Mackenzie was presented with the idea of splitting the 
AA into an insurance business by merging with Hastings, (a UK insurer), and 
continuing with the vehicle breakdown business.  
 
Well, Bob didn’t like the idea, which was presented by bankers from CSFB.  Bob then 
took out his frustration on the AA’s Head of Insurance, who took a few punches from 
65-year-old Bob who was hoping to emulate a front row prop taking on a scrumhalf. 
The whole event took 2 minutes, but had lasting implications for the AA. 
 
Bob was fired a week later.  His defence – that alcohol and medicine made him 
aggressive – didn’t stick.   
 
Investors however, took this as a reason to sell.  The AA’s share price fell 70% in the 
next 7 months, squeezing the equity value to just GBP450m.  At GBP450m, the AA 
was trading on 4x adjusted earnings.  But as Charlie Munger says, “debt is always 
100%”, so the enterprise value was still close to GBP3bn, or 10x FCF. 
 
So, what attracted us to the AA?   
 
We knew two things: 

1) the world is increasingly being driven by data. 
2) Hastings saw something attractive in the insurance business.  

 
We found that the AA does indeed have an amazing opportunity to convert more 
roadside subscribers to its insurance products.  Currently, only 9% of its customer base 
are insurance customers.  You see, Bob had decided that debt reduction was a priority 
and didn’t invest in the open goal opportunity of the insurance business.  Just think, 
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the AA knows so much about its customer already, (more recently, it is deploying 
technology to monitor its customers to prevent breakdowns by deploying Trakm8).  It 
is in a prime position to increase penetration into this captive market.   
 
At 4x earnings, with an insurance subsidiary grossly under-appreciated, we thought 
the opportunity was too good to miss.  We made this a 5% position in the fund (not 
larger, as the debt still concerned us).   
 
Why am I telling you about the AA? 
 
We have now almost sold out entirely from the AA.  Why?  Because the stock has 
doubled from its lows.  It has happened quickly, in about 6 weeks.  But stocks don’t 
send out an invitation with a date and time when they will re-rate.   
 
Our portfolio has other companies which are even better value than the AA was at its 
lows.  We don’t predict the “day or the hour”, but the characteristics are very much 
there, presenting outstanding value.  For what it’s worth, I believe that most of our 
portfolio has 80% upside. 
 
Which brings us on to our performance… 
Our performance in 2017 was below the S&P and the MSCI World, offsetting some of 
our outperformance from 2016.  Our +7.1% was made to look below-average relative 
to the S&P’s nearly 19%, the MSCI World of 24% and, most painfully, vs. our peers of 
18%.   
 
But this should be expected.  Having a concentrated portfolio of 8-10 ideas means that 
it’s anyone’s guess how it will perform over a relatively short period of time.  Rather, 
we gauge success of our investments in the short term by comparing the output, (the 
signs), of the company to our investment thesis.   
 
Earlier, I said that we made two new investments and both have performed well.  In 
fact, both are up over 90%.  Offsetting this has been headwinds from the rest of the 
portfolio.  But let me stress, this is share price performance, not what we see 
operationally.   
 
Here are how our two largest investments are doing relative to our investment thesis: 
 
Menzies PLC 
 
1. Unlock value by disposing or unbundling the Distribution business 
Menzies has been actively seeking out buyers for the distribution business.  From our 
discussions, we expect to see this disposal imminently.  
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A standalone airline services business will likely trade at a significant premium to its 
current valuation – we have seen transactions at 2-3x Menzies’ current valuation, (see 
our previous letter for details).  
 
2. Grow the Aviation business to leverage its scale  
Menzies acquired ASIG in 2017.  As a reminder, ASIG is the fuel station for aeroplanes 
and has an almost monopoly position.  But the real benefit of this acquisition is the 
ability to sell peripheral services to new customers gained through acquisition.  This 
strategy helped Menzies add 150 new contracts in 2017, the most in its history.   
 
In April 2018, Menzies continued with this successful strategy by acquiring a de-icing 
business in the UK called Airline Services, (subject to CMA approval).  If successful, this 
will add new airports and airlines which the group can convert into new contracts.   
 
Barclays 
 
1. Fix the balance sheet 
When we initiated our investment in Barclays, their capital ratio was below 10%.  
However, we thought that with a disposal of their investment in Barclays Africa, (now 
ABSA), they would convert this consolidated investment into equity, bolstering their 
balance sheet.  And they did just that. 
 
Barclays ended 2017 with a capital ratio of 13.4%.  They did in fact sell their African 
subsidiary.  This, together with disposing of portfolios of non-performing European 
loans, supports a balance sheet now above their 13% target. 
 
2. Increase returns above cost of capital 
Barclays can be thought of as being two distinct businesses.  The UK bank with the 
credit card business generates returns of 1.7x its cost of capital.  But the investment 
bank generates returns of only 3-5%.   
 
We were comforted by recent management guidance that they see FY19 as the year 
that returns across the bank will be above 9%, and they expect to achieve above 10% 
in 2020.  We estimate the cost of capital at 7-8%.  Aswath Damodaran (the writer of the 
CFA text books) believes it to be 5%. Who are we to argue? 
 
3. Settle legal disputes to free up access capital 
Barclays has a range of legal claims against it.  Most date back to the banking crisis 
and have been partially provided for.  However, capital returns, and positive stress test 
results depend on definitive outcomes of these legal claims.  The largest item is the 
Residential Mortgage Backed Securities (RMBS) claim made by the US government.  
Remembering that Barclays has a market cap of GBP30bn, a claim of GBP3.5bn is 
material.   
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In March 2018, Barclays successfully challenged the US government and settled the 
RMBS claim for GBP1.4bn.  Tick. 
 
Some issues are still outstanding, but they are, in aggregate, smaller than the RMBS 
settlement. 
 
4. Return capital to shareholders by way of buybacks  
With excess capital, and returns above 10% expected next year, there is no reason for 
Barclays to hold onto capital.  As we saw with the US banks, returning cash through 
buybacks while trading at a discount to tangible book value, (Barclays is on 0.73x P/B), 
will very likely be a reality by end 2018. 
 
With both Menzies and Barclays, execution on our investment thesis is consistently 
being achieved.  Over time, we expect the share prices to follow. 
 
With the portfolio undervalued, we are in good shape to generate long term returns 
in excess of the market, whenever that “day and hour” may be. 
 
Patience is required.  The AA is a good example of how quickly sentiment changes, 
and we look forward to seeing how other opportunities fare in the months and years 
ahead.   
 
Your support and loyalty are appreciated.  More than that, it is a privilege to manage 
your money alongside mine, and something I am grateful for every day.   
 
 
Cordially,  
 
Rhys Summerton 
 
P.S. Here are some books which we enjoyed reading recently:  
- “Building the Happiness-Centred Business” by Paddi Lund  
- “Iceland – Best Served Cold” by Malcolm Walker 
- “Hired: Six Months Undercover in Low-Wage Britain” by James Bloodworth 
- “The Art of the Good Life” by Rolf Dobelli 
- “The Elephant in the Brain” by Kevin Simler and Robin Hanson 
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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.  
 
 
 
 
 
 
 

M i l k w o o d  C a p i t a l  i s  a u t h o r i s e d  a n d  r e g u l a t e d  b y  t h e  F i n a n c i a l  C o n d u c t  A u t h o r i t y  F R N  
6 0 7 3 5 6 .  

 
A d d r e s s :  

1 2  P a r k  S t r e e t  
W i n d s o r  

B e r k s h i r e  
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