
 

 
 
 
 
 

Investor Letter 
          

2 December 2020 
 

To our partners in the Milkwood Fund, 
 
Just over a month ago I wrote to you outlining my optimism that the combination of value 
and disinterest in the UK equity market would offer up outstanding future returns. 
 
As a reminder, a copy and paste from that letter, below: 
 
“UK Value 
 
Not only does value investing matter, but investing in UK value is particularly attractive.  The UK 
market offers incredible opportunities following a decade of underperformance.  Why will it 
change and isn’t the UK structurally disadvantaged? 
 

 
 
We can think of 5 factors which are positive for UK value stocks, even in the short term: 
 

1. Coupled with low valuations, the Covid crisis has forced companies to restructure their 
balance sheets, raising capital and reducing debt and pension fund liabilities.  Low 
valuations no longer need to be discounted because of high debt (examples National 
Express, Menzies and Mears as we discuss at the end of this letter).  

2. Brexit – the key reason for UK equity outflows since 2015 – will be over, one way or the 
other, in the next 3 months.  What will the excuse be then to not own UK equities? 

3. The UK is likely to be the first western country to roll out the vaccine for Covid-19, thanks 
to local development. 

4. The UK is an island nation, meaning that the cuts to aviation, tourism and travel have 
disproportionately hit the economy.  A recovery is likely to happen quicker than the US 
or in Europe. 

5. Valuations are so attractive that either management teams or private equity investors 
(or perhaps both) will take advantage of them, to unlock value.  This month, we have 
noted 4 investments that have attracted private equity interest, one being our holding 
in McCarthy & Stone. 

 
Conflating the value to growth switch, is the extrapolation of Covid-19 related anomalies with 
long-term trends.”   
 

10/2011 to 10/2020 Brexit to 10/2020

Russell Growth 12.38% 11.10%

Russell Value 7.48% 3.50%

FTSE ALL Share -0.44% -3.28%



 

 
A month later, fortuitously, we are closer to some of these points being a reality.  For example, 
today, the UK is the first country to approve the Pfizer Covid19 vaccine, with the rollout to begin 
immediately.  The UK is also very close to resolving Brexit.  
 
Markets have taken notice and our portfolio has increased over 50% since our previous letter (c. 
47% in the month of November).   
 
Some have asked:  

1. “is this a good time to allocate capital to the fund”,  
2. “how much upside is left” and,  
3. “what changes have you made to the portfolio”? 

 
The answer to question 1 is up to you.   
 
I’ll answer questions 2 and 3 below, in more detail, but the cheat sheet is: 2. A lot, and 3. Not 
many. 
 
Question 2: How much upside is left? 
 
In our letter a month ago, I discussed how value investing matters.  The outperformance of 
growth over value is cyclical, driven by technology capital cycles and availability of money, more 
than anything else.  Value is out of favour in an extreme way, as shown in the graph below.  
Anecdotally, when last did you hear a fund launch with “value” in its title1?   
 
If you look at the graph below the small recovery in “value” since October is really just a blip. 
 

 

 
1 Google provided this link to a hedge fund name generator: https://namecampaign.org/hedge-fund-
names/#hedge_fund_companies_names.  None had the word “value”, but we did think that name “Churchill, Cicero, 
Armstrong and Christ” was not only original, but covered many investment philosophies. 

https://namecampaign.org/hedge-fund-names/#hedge_fund_companies_names
https://namecampaign.org/hedge-fund-names/#hedge_fund_companies_names


 

 
Once again, look below.  On the left of the table, we show the share price movements of our 
investments since the end of October 2020.  That is of lesser importance compared to the right-
hand side which shows the expected upside. These are our estimates. We could be too 
conservative in our expectations. 
 
Menzies is an interesting example.  Menzies will generate net profit of £42m in FY2022.  What 
kind of multiple would that cash flow stream justify with interest rates at close to zero?  Our 
estimate of fair value at 500p with 159% upside, suggests a multiple of 10x (84m shares in issue 
has remained unchanged since the start of the year – no rights issue here).  However, as we 
discussed in the previous letter, some comparisons would suggest I’m still living in the land of 
10%+ discount rates.   
 
These are good problems to have, and we look forward to crossing that potential bridge.  
 

 
 
A further point about being stuck in the past is: what is the value of $100 of cash flow today vs 
the start of the year?   
 
If the $100 of cash flow is generated by a business, I would suggest it is considerably higher today, 
than 12 months ago.  The business would have shown that it can survive the fiercest stress test 
imaginable.  Being able to survive a once-in-a-hundred-year event should demonstrate some 
resilience.  It would also mean that the business will face a market with less competition in 
future than it did 12 months ago.   
 
The market agrees with this.  Let’s take no/slow growth Apple, the value stock acting like a 
growth one.  Pre-Covid, consensus estimated it would earn US$3.89 in 20212, and the share price 
was US$80.  Today, analysts believe it will earn US$3.91, roughly the same, yet the share price 
is US$122, 50% higher.  If the market is right, US$100 today of earnings is clearly worth more 
than it was in January 2020.   
 
 
 

 
2 For FY2022, the numbers are similar. 

Price End Oct 

2020

Current 

Price % Change Commentary Fair Value

% 

Upside

Menzies 
112.00            193.00       72% Recovery in passenger travel to 70% of 2019. 4x FY22 P/E; average 16x 500.0       159%

Argent (ZAR) 5.20                6.20           19% Ongoing share buyback, continued extraction of value 18.0         190%

IAG 101.00            164.00       62% Recovery to 80% of 2019 transatlantic travel 350.0       113%

Easyjet 518.00            864.00       67% Recovery to 90% of travel 1,500.0    74%

Lloyds 28.50              38.00         33% TNAV trade to 1x 80.0         111%

National Express 154.00            235.00       53% Recovery in US school attendance and WC unwind 400.0       70%

Barclays 97.00              145.00       49% 90%+ of TNAV of 284p 250.0       72%

Foxtons 35.00              44.00         26% Execution of roll up strategy of London rental agents - an incredible opportunity80.0         82%

NWG 115.00            155.00       35% Share buyback and dividend payments 240.0       55%

C&C: 1.97                2.30           17% Lifting of lockdown in north and Ireland. 4.0           74%

Allied Minds 40.00              36.60         -9% Disposal or IPO of underlying assets 75.0         105%

Coats 55.00              66.00         20% Consolidation and delivery to forecasts will drive re-rating 90.0         36%

MCS 115.00            116.00       1% Unlock of value from owned real estate portfolio 125.0       8%

New Investment

Mears 150.00            155.00       3% See discussion below. 300.00     94%



 

 
Our stocks of course are not anywhere near levels of January 2020.  We show that % upside to 
Jan 2020 market prices below, adjusted for rights issues where appropriate. 
 

 
 
Question 3: What changes have we made to the portfolio with such short, sharp share price 
moves? 
 
The companies we own have been very open to maintaining a dialogue during this crisis.  Perhaps 
due to working from home in some cases, their availability has been better than before.  Or 
perhaps they are being more attentive to appear visible.  The vaccine news has made a noticeable 
change in their outlook too – from survival….to proactively looking for opportunities.   
 
This, coupled with the upside to our valuations, means we see little reason to make many changes 
to the portfolio.  However, our discussions with management teams have resulted in 
understanding some opportunities better than before.  One example is Foxtons, a London Real 
Estate agent.   
 
70% of Foxtons revenue is generated from the lettings market, 30% from commission on sales of 
property.  The beauty of the lettings agency is its repeating nature.  When landlords decide to 
rent their property, they tend to use the same agent as before – 95% of the time! On average, 
London rentals have an 18-month duration, resulting in the agent collecting 11% commission on 
the tenancy – upfront. This compares to selling a property, a once in a decade event, where just 
30% of the business is repeat.  In any other sector, the annuity nature of Foxtons would be viewed 
as an incredible earnings stream and valued appropriately.  But mention the words UK, property, 
London, Brexit, moving to the suburbs, the end of cities, etc, investors flee to the “safety” of 
the latest giant Duracell bunny with a marketing plan - a SPAC EV. 
 
But back to Foxtons.   
 
The opportunity that Foxtons has spotted is in acquiring rental books from mom and pop agents, 
about to retire.  This works, especially now that the threat of capital gains tax makes a sale so 
attractive for the retiring agent.  For example, Foxtons acquired a rental book recently for 

Price End Oct 

2020 Current Price

Prices Jan 

2020

% Upside to 

Jan 2020

Menzies 
112.00            193.00            480.00            149%

Argent (ZAR) 5.20                6.20                6.15                -1%

IAG 101.00            164.00            444.00            171%

Easyjet 518.00            864.00            1,512.00         75%

Lloyds 28.50              38.00              63.00              66%

National Express 154.00            235.00            450.00            91%

Barclays 97.00              145.00            187.00            29%

Foxtons 35.00              44.00              95.00              116%

NWG 115.00            155.00            244.00            57%

C&C 197.00            230.00            400.00            74%

Allied Minds 40.00              36.60              55.00              50%

Coats 55.00              66.00              78.00              18%

MCS 115.00            116.00            160.00            38%

New Investment

Mears 150.00            155.00            310.00            100%



 

 
GBP2.2m.  The seller of this business (we calculate) was able to get out, after taxes, around 
GBP1.9m.  However, if capital gains tax rises to, say, 40%, the net proceeds fall to GBP1.3m for 
the seller – hence the incentive to sell up now3. Hence the opportunity for Foxtons to buy now. 
 
It also works because there is very little competition for these acquisitions.  Countrywide and 
Connells – the UK’s two largest agents – are involved in a take-over tussle, taking them out of the 
market.  Other smaller agents don’t have the footprint in London to make acquisitions work 
(Foxtons has 86 branches, so after acquiring a local agent, there are immediate synergies), or 
they don’t have the capital.  Foxtons raised capital at the start of the Covid outbreak, to use for 
these acquisitions.  Foxtons has net cash on the balance sheet of GBP43m, no debt, and can 
therefore execute quickly.   
 
It’s the valuation which is really attractive.  Foxtons is able to buy these rental books with a 
payback of 3-3.5 years.  Remember, this is annuity business.  By FY2022, Foxtons could generate 
group profit close to GBP of 25m, a P/E of 5.7x.  A business with this annuity revenue, and a 
beneficiary of the Covid crisis, should be well into double-digits.     
 
Mears Group 
 
Mears isn’t a company we have written about before, although we have followed it for a long 
time.  Mears provides repairs and maintenance to council estates across the UK.  In winter, a 
broken boiler is no joke, especially if you find yourself in a 70’s style concrete block of flats.  
You need to get it fixed, quickly!  The budget to pay for Mears services comes from a mix of the 
tenant’s rental (low and subsidised), and government subsidies.  For years, austerity has placed 
this budget under pressure, although to the government’s credit, they have protected these 
subsidies for the most part.   
   
That’s the good part of the business.  
 
The business took a decision in 2014 to diversify into other sectors.  It acquired and tried to grow 
care home facilities, incurring debt and losses.  This left the group with too much debt entering 
into the Covid crisis. 
 
That WAS the bad part of the business. 
 
Mears with new management and facing a fight for survival, has sold or closed their non-core 
businesses (it’s funny how quickly parts of businesses become non-core in a crisis).  This has 
reduced debt to a near net cash balance sheet and allowed an increased focus on servicing council 
estates.   
 
Covid Lockdowns 1.0 and 2.0 have resulted in some boilers not being repaired, even if the 
plumber promised to wear a mask.  There is pent up demand for services to resume.  And when 

 
3 According the FT, “the CGT take hit £72m in October, compared with £4m in the same month last year, figures from 
HM Revenue & Customs showed. CGT raised £9.5bn in the 2018-19 tax year. The majority is paid annually between 
January and March. Since the start of the tax year in April, capital tax gains receipts have risen sharply every month, 
with each monthly total higher than the corresponding month last year. In April, CGT raised £7m, rising to £69m in 
September. In 2019, the corresponding monthly totals in this period ranged between £4m and £8m.”  
https://www.ft.com/content/ebb9f536-d905-4327-942e-050a70184779 



they do, we think that Mears will generate GBP30m of FCF in 2021 and GBP35m in 2022.  Being 
a capital-light business, its returns on capital are above 25%, even with an ungeared balance 
sheet. 

Today’s market cap of Mears is GBP175m, (155p per share), 5x cash flow.  Historically, this 
business was valued at 15-18x cash flow.  Why isn’t Mears Group at 300p per share? 

As mentioned at the start of the letter, the market has been slow to identify the positives from 
the Covid crisis. Our first point is: 

“Coupled with low valuations, the Covid crisis has forced companies to restructure their 
balance sheets, raising capital and reducing debt and pension fund liabilities.  Low 
valuations no longer need to be discounted because of high debt”. 

Mears is a prime example of this.  It has repaired the balance sheet and has a renewed focus on 
its core business.  

It serves to highlight the opportunities we have in UK equities right now. 

Conclusion 

Of course, we have no idea where share prices go in the short term.  There is some optimism 
that the vaccine works, and life will return to normal. Yes normal.  We have more investment 
ideas than we have funds to apply to them.  Nevertheless, volatility is bound to remain high, and 
we will take the opportunities Mr Market offers us. 

Thanks for the continued support, especially over the rocky patches.   

Please give me a call should you want to discuss any of the above.  We are in the office! 

Cordially, 

Rhys Summerton  

PS. For those looking for book ideas:

• Crude Awakening by Tony Hopfinger
• Extreme Economies by Richard Davies (a book to make you feel optimistic).



 

 
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 wo o d  C a p i t a l  i s  a u tho r i s e d  a n d  r eg u l a t e d  b y  t h e  F i n a n c i a l  C o n du c t  A u th o r i t y  F R N  6 0 7 35 6 .  
 

A d d re s s :  
1 2  P a r k  S t r ee t  

W i n d so r  
B e r k s h i re  

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

 


