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Investor Letter 
          

20 February 2019 
 
To our partners in the Milkwood Fund, 
 
Cumulative net (A) returns in USD since inception. MSCI includes dividends. 
 
To 31 December 2018:     Milkwood  MSCI  

Fund  World 
Trailing       %  % 
12 months       -15.1  -9.5 
Two years       -9.1  12.3 
Three years       32.8  15.2 
Five years       27.1  23.2 
 
Compound annualised returns since launch (1/1/2014) 
Gross (estd.)       5.5  4.3 
Net (A)        4.8  4.3 
 
Net Annual Performance in USD after fees (Class A): Milkwood  MSCI 

Fund  World 
%  %  

2018        -15.1  -9.5 
2017        7.1  24.0 
2016        31.0  8.8 
2015        2.8  1.1 
2014        3.4  2.3  
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Now to the letter… 
 
In a recent discussion with an investor in Milkwood, I was struggling to communicate 
why investing has changed in so many respects in the past 10 years.  This letter  
provides an update on the portfolio, and is intended to help understand why I have 
avoided investing in many companies popular with Wall Street.  Instead, I have 
focused on finding companies with good, old-fashioned value.  We are not afraid to 
call ourselves value fund managers (everything we do is valuation-based).  I hope 
this letter helps flesh out our thinking.  So here goes. 
 
Today, investing can be divided into two buckets – businesses with extraordinary 
returns on capital, influenced increasingly by technology with high intangible asset 
bases; and low return businesses, with high tangible assets. Wall Street is in love 
with high return businesses, while we are in love with lower return businesses.  Our 
argument, (detailed not so concisely below), is that the valuations of lower return 
businesses are far more attractive – or priced more appropriately considering the 
future uncertainty - than today’s high return businesses.   
 
Why?  Many of today’s high return businesses could be unsustainable.  The internet, 
or capitalism, more than ever before, causes the high returns to be disrupted.  Just as 
Eve couldn’t resist the fruit, today’s high return businesses are attractive targets 
either from disruptors or socialists.  This risk goes unnoticed or ignored by investors.  
On the other (invisible) hand, lower return businesses are already priced attractively, 
with no expectation of a recovery.   
 
Capitalism’s Issue and How Investing Used to Be: The Example of BNSF 
 
In December 2018, I read an excellent interview in the Railway Age with Matt Rose, 
the retiring chairman of BNSF (Burlington Northern Santa Fe) Railway Co.  With him 
having spent 26 years running American’s second biggest railroad, having sold this 
business to Buffett, and having a long history of working in logistics, you can 
understand why I was salivating to read it (you can find the full interview here). 
 
Here is the lesson: 
 
Rose: The day after we had our shareholder meeting, and the shareholders voted 
97% in favour of the Berkshire Hathaway transaction, it was snowing in Fort Worth.  I’ll 
never forget.  I called Warren, and I said, “Okay Warren, you now own a railroad.  
Congratulations.  What do you want me to do?  You want me to come to Omaha and 
bring a powerpoint and show you what our next five year plan’s going to be? And he 
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said, “No, I want you to run this company like you own it, and you’re going to be in 
charge of it for the next 100 years.” 
 
So how does someone do that?  The interview continues… 
 
Interviewer: Do you think shareholder value is misinterpreted? Or there’s too much 
emphasis on share price? 
 
Rose: Yes.  We’ve always looked at the value proposition of the railroad as a three-
legged stool.  Shareholders are a very important leg of that stool because they 
provide the capital for us to make investments.  The second leg of the stool is the 
employees.  They provide the services that allow us to make investments that allow 
us to make returns to provide to the shareholders.  And then finally, there are 
customers.  People are always asking, “What’s the most important?”  Well, they’re all 
important.  And if you think about a three-legged stool, if one of those legs gets out 
of whack, things don’t work very well. 
 
Interviewer: So, you believe you’ve got to have a balance.  The three legs should be 
more or less even? 
 
Rose:  Right.  You have to be worrying about all those constituencies.  And if you’re 
not, bad things are going to occur…. 
 
Please re-read this interview above.  It will take 45 seconds.  It’s the best part of this 
letter.   
 
Notice the key points here. 

• If you going to run a business as though it is your own for 100 years (i.e. 
sustainably), you need to balance shareholders, employees and customers. 

• If you don’t, Rose warns, “bad things are going to occur”.   
 
For Rose, this way of running a business made sense.  It made sense for Buffett too 
who bought it in 2009.  And it makes sense for anyone looking make long-term 
investments, where short term share price movements are unimportant.  Balancing 
these three legs will become increasingly important in the future.  Importantly, it 
makes sense if you measure return on equity to ensure you have a sustainable ROE, 
not an ROE being subsidised by one of the three legs of the stool. 
 
However, many of the kinds of businesses that attract investor interest today - high 
return, intangible businesses - don’t operate in this way.  The attraction to businesses 
with so-called shared economics creating value, (a concept illicits an enormous 
yawn in the Milkwood office), if you look at many of these businesses 
dispassionately, their returns often appear unsustainable. 
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Let’s look at some examples of lop-sided 3-legged stool businesses.  
 
Employees Funding the Business Model 
 
To illustrate this point, let’s take the comparison between Uber and a traditional taxi 
driver in London.  
 
Uber customers get a good deal.  They pay less than the traditional black taxi, 
sometimes a saving of 35-40%. (Although this could be offset by the time taken to 
reach the destination – Uber drivers seldom have much experience navigating heavy 
traffic compared to their more qualified traditional rivals). 
 
What about shareholders? They may do well, at least in the short term.  Hence the 
business might appear attractive to investors.   
 
And employees1? Here are some numbers.  An Uber driver in London2, has to work 
60 hours a week to make GBP18k a year after tax, (see the table below), or GBP5.95 
per hour.  Uber, for connecting the driver and the customer will likely end up taking 
40% of the (after costs) revenue, (see the example below).  40% for simply connecting 
the driver to the customer.  Fair? 
 
Employees suffer, and, in effect, subsidise customers and shareholders.  
Sustainable? 
 
Now let’s compare this to a traditional black cab driver.  After studying for 3 years for 
“the Knowledge”, he can look forward to working 40 hours a week and earning, after 
costs, about GBP48k annually.  For a start, 25% of gross revenues do not go to Uber.  
The traditional cab driver relies on the technologically advanced method of 
handwaving - when our evolutionary adapted brains, developed over millions of 
years, are able to accomplish the amazing task of identify the bright yellow light, 
resulting in an instinctual lifting of the hand to wave down the taxi, to source his 
customers.  If a traditional taxi driver upped his work schedule to 60 hours, (and 
possibly employed a sharp tax consultant), he could end up earning GBP70k+.  
 
Under this example, which business is more sustainable?  Uber’s, which is taking 
advantage of its employees, who have no real chance of making this a long-term 
career?  Or the black cab driver earning a decent living which will allow him to buy a 
moderate two up/two down house somewhere in the commuter belt, go on holiday 
to Spain once a year and watch his beloved Arsenal from his season ticket seats?   

																																																								
1 Yes, Uber calls them “driver partners” but the point remains. 
2 Data precedes the licensing requirements imposed by Transport for London on Uber drivers, which may have 
reduced the supply of drivers. 
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 Annual Per Week 
 GBP GBP 

Revenue per hour 
        

16.67          16.67  

Revenue per week 50,000 1,000 
Uber Commission 25% 25% 

Uber's Commission 12,500 250 
Net Revenue 37,500 750 

Car Rental (11,750) 235 

Fuel (2,500) 50 
Cleaning (1,200) 24 

Income before tax 22,050  

Tax paid (2,400)  
National Insurance (1,793)  

Take Home Pay 17,857  
Hours worked 3,000  

Net earnings per hour 
          
5.95   

 
Put a different way, would Uber work in London if its drivers (employees) required 
the same income as a traditional taxi driver?  If that was the case, the customer 
would have to pay more.  In order to facilitate the 20-25% Uber commission, the 
traditional taxi would be back in business, and more efficient than the so-called 
shared network effect business model of Uber.  
 
Why all three legs need to be balanced 
 
In a recent letter by Howard Marks, he wrote about the challenges to capitalism.  The 
letter reads: “In short, the tide is no longer rising to the same extent, (in other words, 
since WW2, many in the workforce are not benefiting from the wealth effect), and 
fewer people are happy with their circumstances and outlook, (would you be happy 
earning GBP5.95 an hour, stuck in London traffic? Perhaps only marginally happier 
than the Amazon packer with timed toilet breaks).  Their unhappiness crystalizes in 
populism.  And it needs a target.  Why not capitalism?”  Marks could have easily 
avoided the question mark and left it as a statement.  Marks is 100% right, of course, 
in his warning.   
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When employees are the “funders” or enablers of the business model, the rage 
against capitalism is a plausible outcome.  Most of the high return businesses 
influenced by intangible assets and technology would be far less profitable if the 
three legs of the stool all received their fair share.   
 
 
It is an intellectual challenge to think of investments in this way.  For example, if a 
delivery industry takes advantage of employees, are there industries where the 
employees take advantage of shareholders and customers?  The only industry we 
can think of where the shoe is on the other foot, (employees are the beneficiaries at 
the expense of shareholders and customers), is possibly banking.  And even in 
banking, the pendulum has swung back from the pre-2008 extremes, (although most 
of the bankers I know are still grossly overpaid – my pre-Milkwood self included).  
  
While there are numerous social consequences of what might happen in the future, 
(drivers replaced by self-driving cars etc.), the point is that today’s high return 
businesses might simply be taking advantage of employees, (one leg of the stool), 
rather than being a truly great business model.  That makes their returns 
unsustainable in a world where the focus on capitalism is the target.  
  
Where the Customer gets Screwed 
 
In this current technology cycle, businesses which have screwed customers for too 
long, (and hence shown high returns), have been quickly found out.  Technology 
disruption has been ruthless in exploiting these opportunities.  For example, cable TV 
providers used to screw customers by bundling bouquets with stuff no one watched, 
and charging customers for it.  Customers were paying for something they didn’t 
want.  Technology sorted this problem out, with the result that customers benefited, 
(unbundling the bouquet), and shareholders of cable providers paid the price.  High 
returns were not sustainable.  The three legs of the stool normalised.  Shareholders 
paid the price. 
  
Today, some examples still exist, but technology disruption will normalise this leg of 
the stool quickly. 
 
One such example, almost inexplicably still exists today in the form of academic 
publishing.  Companies like Reed Elsevier have an oligopoly on academic publishing, 
which is a greater example of monetising user-generated content than YouTube, 
Facebook or Google have accomplished.  In effect, academics and scientists submit 
their research papers for free, but the libraries and universities where the academics 
work end up paying millions of dollars for access to their completed product.  You 
can read more about it here: 
 



 
	

	 7 

https://www.theguardian.com/science/2017/jun/27/profitable-business-scientific-
publishing-bad-for-science. 
 
You can also listen to how Academia.edu is disrupting it here: 
https://lnns.co/4DYEb8L-31f 
 
When either or both employees and customers get a fairer deal, it’s future 
shareholders who pay the price.  Our warning is that in today’s world, a normalisation 
of returns happens faster than investors expect, or can predict.   
 
Before we move on to the Milkwood Portfolio, the social issues many high ROE, 
technology companies could face, is worth considering.   
 
To start with, these businesses scale because they are highly replicable, across most 
countries.  If they work in California, they are likely to work in London, throughout 
Europe, etc. That’s great when consumers are benefiting.  Shareholders benefit too. 
 
But fast-forward a bit.   
 
Let’s take the example of Uber again.  25% of gross revenues end up in the hands of 
Uber directors, to be allocated as they see fit.  In this case the UK would mostly miss 
out on those revenues, and the US would benefit. This is replicated to many other 
internet business models.  The fact is that the US is a “producer” of the internet, and 
much of the rest of the world (ex China and Russia of the major countries) are 
“consumers” of the internet.  In the Uber example, the UK will get the lost jobs of the 
traditional taxi drivers, more Uber drivers earning below the minimum wage, and less 
revenue for the Exchequer – overall, a net loser.  Will governments sit back and 
accept this while their populations increasingly become unhappier?  The bigger the 
slice of revenue that ends up outside the country where business is generated, the 
sooner regulation, taxation and workers rights will end up normalising the three-
legged stool, and, in turn, ROE’s.     
 
I have touched on some unusual aspects of investing (for us at least) in this letter.  I 
have done this purely with the purpose of explaining the reasons why we avoid 
many of the popular technology stocks today, preferring to focus on undiscovered 
companies where ROEs can either improve from depressed levels, or where 
expectations are unrealistically low.  Today’s popular stocks, I fear, may be factoring 
in an overly optimistic future.  
 
Which brings us to the Milkwood portfolio (finally!).   
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The Milkwood Portfolio 
 
Companies we own continue to perform well - operationally.  We await results from 
Menzies and Barclays, our two biggest holdings, but indications are positive on both 
investments.   
 
In the case of Menzies, its most recent trading update, (Jan 15, 2019), indicated 
trading has continued to be in line with estimates, with reduced net debt thanks to a 
renegotiated pension scheme.  
 
In the case of Barclays, peers RBS and Lloyds (which are both Q4 2018 additions to 
the fund) reported strong results. This bodes well for Barclays (although RBS and 
Lloyds don’t have an investment bank).  As expected, RBS increased its return OF 
capital, with a share buyback of 4.99% from the UK government and a special 
dividend of GBP1.5bn, (hence improving its future return ON capital).  Both Lloyds 
and RBS will return 10% of their market cap back in dividends and buybacks over the 
next 12 months.   
 
As I have written many times before, the US banks re-rated when they started 
returning capital to shareholders.  Post Brexit, UK banks will have a clear runway to 
do the same.   
	
In line with the theme of owning companies where returns on capital are already 
depressed, we are seeing signs of UK bank returns improving.  RBS, for example, is 
forecasting 12% in 2020, vs. a cost of capital (we estimate) of 8%.  Barclays will be 
above 10% next year, also ahead of its cost of capital.  So why these banks are 
trading at 30%+ discounts to NAV is perplexing, (nauseating might be more accurate). 
 
However, if I write any more about banks and Menzies, I’ll lose my audience I’m sure.  
So here is a discussion on a low return, ugly duckling – Argent Industrial.  We have 
been buying Argent for 3 years and own a significant stake in the company.   
 
Argent – the Ugly Duckling 
 
While on holiday in South Africa in 2012, I thought the best use of my free time would 
be to visit some local listed companies.  I came across a logistics company called 
Santova, which was a holding of Milkwood when we started out.  It ended up 
returning 400%+ as an investment, and I happily exited this investment in 2017.  
Unfortunately, the holding was small. 
 
A few years later, I visited a steel trading company in South Africa called Argent.  
Argent, meaning “money” in French, is anything but a money spinner, as the share 
price graph below attests.  
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Argent started life as a steel trading business, being spun out of a bigger mining 
conglomerate.  This mining conglomerate eventually went bankrupt, following 
enormous fraud, with directors implicated.  What’s not to like, I hear you shout?   
 
Well, there is more. 
 
Argent set about acquiring industrial companies following on a well-timed rights 
issue (if you look at the share price graph above, you can guess when they raised 
capital).  This resulted in a portfolio of companies now numbering 17 which includes 
security gates (Xpanda), fireplace manufacturing (Jetmaster), a cement plant, a 
quarry, steel trading businesses, mining supply companies etc.  The kind of 
businesses that require a booming economy, and favourable labour laws, which has 
not been the case in South Africa for many years. 
 
None of this sounds all that interesting, besides a security gate business in South 
Africa perhaps.  But scratch underneath the surface and you will find three very 
attractive points to Argent: 
 

1. Valuation – we estimate that the valuation of the three main parts of Argent at 
potentially 3x the market cap, post buyback.  Importantly, Argent is profitable, 
trades on 3.5x earnings, and has net cash, (cash in the UK offsets small South 
African debt). 
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2. The UK and US businesses are highly attractive, have been acquired recently, 
and in two of the cases we found the acquisitions and introduced them to 
management. 

3. Activism - management, detested by the market, have been completely 
supportive and aligned to our moves to unlock value, evidenced by the 
ongoing buyback of shares, and their personal acquisition of shares in the 
market. 

 ZAR(m) 

 NAV 
Properties             250  

SA Business             450  
UK and US Businesses             350  

          1,050  
 
Cash to be utilised for buybacks                50  

Post buyback shares in issue (m)                71  
Value per share (Zar)          14.08  

Current share price (Zar)            4.46  
 
When we explained this opportunity to an investor in Milkwood, he asked the 
question: “Of all the companies you can buy globally, why would you buy Argent?”  
When you consider the opportunities available which protect our capital, (not share 
price), on the downside, but has 3x upside, we cannot find a better risk/reward 
anywhere.   
 
In line with the theme of sustainable and unsustainable returns, Argent is profitable, 
but has low returns on capital at 8%, (which for South Africa we would like to see 
closer to 20%, considering the risk).  We are working with management to improve 
capital allocation within the group, which has already resulted in the disposals of 
properties, closing of divisions, and ongoing share buybacks. 
 
The opportunity presents itself because the company is small, investors and analysts 
have not visited Argent in a few years (although I hear one is visiting next week), and 
sentiment towards industrial companies in South Africa is dire.  While poor sentiment 
is not without merit, (and I am far from being optimistic about South Africa), where we 
can find opportunities to unlock value, we will take them.  In the case of Argent, there 
are various ways to unlock this value, and we have seen positive progress already.  
This ugly duckling, while unlikely to ever be a swan, might take flight soon. 
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Conclusion 
 
2018 was a tough year in many respects, for the fund, and personally. However, there 
were two bright points, which I will end on.   
 

1) We didn’t make significant mistakes.  Compared to other years, when 
performance was better, and where we suffered a permanent loss of capital, I 
don’t believe we experienced anything like that in 2018.  All our major 
investments performed relatively well, operationally. 

2) Carrying shorts throughout the year ended up protecting us in the 4th quarter, 
ending up adding 6% to the fund.  Although we closed many of the shorts 
during the 4th quarter, we see opportunities now to exploit the current myopic 
thinking in the US market in particular3.   

Our portfolio has heaps of value, and the portfolio is positioned in a way where 
returns should be generated irrespective of what happens to global markets – good 
or bad.  Patience is required, and I thank you for the patience you have shown in 
being invested in Milkwood and me.  I have absolute confidence in our portfolio and 
the potential performance of all our investments.   
 
I recently read the book “Digital Minimalism” and picked up a very practical hint, 
which I seek to implement.  To ensure the line of communication is kept open with 
our investors, I will be available weekly at 4:30pm (BST) on Monday and Wednesdays 
for any investors to call up and chat.  Our office line is +44 (0) 1753 378 570.  You don’t 
need a reason to call.   
 
I look forward to our discussions, and reporting on our successes and failures in 
future. 
  
Cordially,  
Rhys 
 
PS - Other books you might enjoy reading, (in my order of preference), are: 
 

• Laws of Human Nature – Robert Greene 
• Across Boundaries – Ton Vosloo (he was the chairman of Naspers and 

employed Koos Bekker) 

																																																								
3 I recently watched a documentary called “The Price of Everything”.  It was one of the most valuable lessons in 
investor psychology that I have had, and I would encourage you to watch it.  The documentary profiles the pricing of 
contemporary art from the viewpoint of the buyer, the seller, and the artist.  There are many parallels with the price 
of art and the price of other publicly disclosed assets, including equities, as sentiment plays a huge role in the short 
term.  The bubble in Art appears to have been going on for over 30 years, which puts the current bull market in 
equities in perspective. 
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• Plain Talk – Ken Iverson 
• John Law – James Buchan 
• History’s Greatest Deceptions and Confidence Scams – Rodger and Lazaroff 
• Merger Masters – Tales of Arbitrage 
• The Signs were there – Tim Steer 
• Punch and Judy Politics (the story behind Prime Ministers Questions) – Tom 

Hamilton 
 
__ 
 
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  

U n i t e d  K i n g d o m  
S L 4  1 L U  


