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25 July 2019 
 
To our partners in the Milkwood Fund, 
 
Cumulative net returns in USD since inception. MSCI includes dividends. 
 
To 30 June 2019:       Milkwood  MSCI  

Fund  World 
Trailing         %  % 
Six months        -10.6   16.6 
One year        -19.3  6.3 
Three years        -2.1%  18.9 
Since inception (1/1/2014)      12.9%  47.2 
 
Compound annualised returns since inception (1/1/2014) 
Gross         2.4  7.3 
Net (A)         2.2  7.3 
 
 
Net Performance in USD after fees (Class A):    Milkwood  MSCI 

Fund  World 
%  %  

YTD June 2019        -10.6  16.6 
2018         -15.2  -9.5 
2017         7.1  24 
2016         31.0  8.8 
2015         2.8  1.1 
2014         3.4  2.3  

 
An F, not a D 
 
Before I discuss my poor performance (on page 8), some thoughts on today’s investment 
options. 
 
The best way I can describe these options is to imagine an irrational parent with two children.   
 
The favourite child is allowed to play games, access social media on their iPhone without limit 
and act with impunity.  The other child is given a strict regime of household chores and 
homework, and not paid any attention.    The favourite child playing on their iPhone is the US 
equity market.  The other child is the rest of the world’s equity markets, perhaps mostly 
applicable to the UK, treated differently by allocators of capital. 
 



 
	
Markets go through cycles.  Cycles based on the economy are easier to navigate and react to.  
Human behaviour also goes through cycles, which are harder to navigate.   
 
The constant with the cycle of human behaviour is that it is intent on justifying the current 
market condition, rather than spotting errors where they exist.  This behaviour is 
understandable, as for the most part, prices are generally approximately right.  It’s the 
infrequent extremes which make it dangerous.  Justifying current market conditions – optimism 
in the US; pessimism in the UK – is reinforced by such behaviour. 
 
The opportunities we have to invest in are influenced by this human behaviour cycle.  We 
notice today’s behaviour is to justify high valuations by using return on equity (or return on 
capital employed or invested capital, depending on the type of business) as a measure of 
business quality.  We often hear phrases such as “a quality company such as XYZ deserves a 
higher multiple”.  In doing so, investors are seeking to find a way to measure something 
qualitative, quantitatively.  Adam Smith said “quality…is so very disputable a matter, that I look 
upon all information of this kind as somewhat uncertain.”   
 
By seeking to measure “quality”, investors hope to provide broad justification for overpaying 
for companies that are rising in value.  And they can justify ignoring companies that appear to 
be “destroying value” because their ROEs are low.   
 
But there are problems with ROE…let’s start with returns. 
 
Returns 
 
There are two ways to generate increased returns on equity.  Increase earnings, or reduce 
equity.  The problem with “returns” is that today’s intangible companies create and destroy 
value that is not reflected in accounting measurements.  For example, if we compare a 
Sainsbury (UK retailer) store today, the value on the balance sheet, made up of the fixed assets 
and stock and working capital would roughly reflect the “value” of that store.  Compare this to 
Ocado, an online retailer selling similar (higher quality perhaps) products.  Instead of stores, 
Ocado has distribution centres.  But what would the value be of an Ocado distribution centre?  
Would the value be more than what was recorded in fixed assets and stock?   
 
Ocado has total assets of £1.3bn, liabilities of £918m, leaving an equity number (more about 
equity below) at £382m.  This compares to Sainsbury with a £8.4bn of equity. But, compare 
these numbers with the value the market places on these two businesses.  Ocado is valued at 
$8.1bn, or 25x its equity.  Sainsbury is valued at about half the value invested in the business. 
 
 
 
 
 
 
 
 
 



 
	
	 Ocado	 Sainsbury	

	 GBP	(m)	 GBP	(m)	
Intangible	assets	 																																160																									1,044		
Fixed	Assets	 																																499																									9,708		
Other	 																																			79																									5,200		
Non-current	assets	 																																738																						15,952		
	 	 	
Current	assets	 																																562																									7,589		
	 	 	
Total	Assets	 																													1,300																						23,541		
	 	 	
Liabilities	 (918)	 (15,085)	

		 	
Equity	 																																382																									8,456		
	 	 	
Market	Cap	 8103	 4451	
 
What happens is the market is adjusting for the apparent value creation in Ocado, and the value 
destruction in Sainsbury, in real-time.  In the case of Ocado, the assumption is that it has created 
enormous value not captured through the balance sheet.  This is understandable.   
 
For example, it may have come up with technology allowing it to operate a distribution centre 
with robots which might pay off handsomely in future years (when I say “might”, a healthy dose 
of scepticism is required).  The point is this value is not reflected on the balance sheet.  If value 
is not reflected on the balance sheet it can’t be depreciated, or amortised.  If it’s not depreciated 
or amortised, an investor cannot rely on the “return” (or earnings) being reported in the income 
statement.  If you cannot rely on returns, ROE (and related ratios) is meaningless.   
 
To explain the point, compare Ocado with huge value creation not reflected on the balance 
sheet to Sainsbury.  Sainsbury has taken the asset through the balance sheet, and then 
depreciate or amortise this asset through the income statement, reducing earnings or returns.  
The market has however, already made a call about the value of these assets, marking them 
down by 50%.  Yet, the returns don’t adjust for this.  In some ways, lower return companies are 
penalised doubly vs. intangible value-creators.   
 
In effect, the market applies an implicit “asset” to Ocado, currently over GBP7.5bn.  As the 
market value fluctuates, the value of this implicit asset is fair valued, providing a real-time 
assumption of the value created.   
 
  



 
	
Capital Employed 
 
Another issue which make ROEs less relevant today is that the equity value and balance sheets 
are distorted by buybacks and, the cost of debt. While the unreality of earnings (discussed 
above) is cause for concern, we are far more intrigued by the market cycle which sees the 
replacement of permanent capital with temporary capital.   
 
Any capital allocator will tell you that true long-term decisions can only be made with 
permanent capital.  Berkshire Hathaway being exhibit 1.  And it’s to Mr Buffett we turn to receive 
our first piece of advice on share buybacks, from his 1999 letter (which incidentally was the top 
of the market cycle favouring buybacks, similar to today). 
 

“There is only one combination of facts that makes it advisable for a company to 
repurchase its shares: First, the company has available funds — cash plus sensible 
borrowing capacity — beyond the near-term needs of the business and, second, finds 
its stock selling in the market below its intrinsic value, conservatively-calculated.” 

 
Notice the term “sensible borrowing capacity”.  What is sensible today, might not be sensible 
in future.  More about that later. 
 
Now notice how investors behave in implementing buybacks.  Continuing the 1999 annual 
letter, Buffett writes: 
 

When available funds exceed needs of those kinds, a company with a growth-oriented 
shareholder population can buy new businesses or repurchase shares. If a company’s 
stock is selling well below intrinsic value, repurchases usually make the most sense. In 
the mid-1970s, the wisdom of making these was virtually screaming at managements, 
but few responded. In most cases, those that did made their owners much wealthier 
than if alternative courses of action had been 17 pursued. Indeed, during the 1970s (and, 
spasmodically, for some years thereafter) we searched for companies that were large 
repurchasers of their shares. This often was a tipoff that the company was both 
undervalued and run by a shareholder-oriented management.  
 
That day is past. Now, repurchases are all the rage, but are all too often made for an 
unstated and, in our view, ignoble reason: to pump or support the stock price. The 
shareholder who chooses to sell today, of course, is benefitted by any buyer, whatever 
his origin or motives. But the continuing shareholder is penalized by repurchases above 
intrinsic value. Buying dollar bills for $1.10 is not good business for those who stick 
around. 

 
Notice the cycle.  In the 1970s when buybacks were uncommon, Buffett used this as an 
indication of value.  In 1999, it was a warning to not stick around in companies that bought back 
stock excessively.  
 
Our second bit of advice on buybacks is from retailer, Next PLC.  In their 2013 annual report, 
they published 6 rules for buybacks.   
 



 
	
 
 
 
 
THE LONG GAME – THE NEXT PLC RULES OF BUYBACKS  
	
Over the long term, we have been following these rules when considering buybacks:  
 

1. Share buybacks must be earnings enhancing and make a healthy Equivalent Rate of 
Return  

2. Only use the cash the business does not need. NEXT has always prioritised investment 
in the business over share buybacks.  

3. Use surplus cash flow, not ever-increasing amounts of debt. We have never allowed 
our share buyback programme to threaten our investment grade credit status and will 
not do so going forward.  

4. Maintain the dividend at a reasonable level through growing dividends in line with EPS. 
NEXT will continue to increase dividends in line with EPS.  

5. Be consistent. NEXT has been buying shares every year for more than 10 years, 
reducing the shares in issue by more than 50%.  

6. For share buybacks to be an effective use of shareholder cash, the core business must 
have the prospect of long term growth. 

 
 
Today’s buybacks  
 
Besides overpaying, US corporations have replaced the benefits of permanent capital – equity 
- with temporary capital – debt.  Even more concerning is that this temporary capital is now 
only covered by a cashflow stream, and nothing tangible.  Yes, it is not only tech companies 
that have intangible balance sheets.  This means far greater trust is placed on earnings and 
cash flows not being as cyclical as before.  So, at a time when the threat of disruption and 
change in tastes is elevated, capital allocators in corporate America have decided to replace 
permanent, flexible capital, with temporary, inflexible capital.  Said another way, cutting a 
dividend to shareholders is a decision the board makes; repaying debt when due is a decision 
lenders make – corporates in America have lost control over future capital allocation decisions).   
 
Here is the example of McDonalds. 
 
McDonalds has made a deliberate attempt to move its predominantly company-operated 
stores to a franchise base. In 2012, 70% of sales were through its own stores vs 50/50, today.  
This has apparently allowed McDonalds to free up capital on its balance sheet.   
 
Since 2009, invested capital of McDonalds has remained at US$24bn, but the constituents of 
this invested capital has changed.  Now, the invested capital of McDonalds is debt.  Thanks to 



 
	
buybacks, equity is negative to the tune of US$6bn, but debt has gone up from US$10bn in 
2009 to US$31bn in 20181.   
 
Amazingly, the cost of borrowing US$10bn in 2009 cost US$550m to service.  Today, the cost 
of US$30bn of debt costs about US$350m more.  3x the debt, 0.6x more interest.  Magic indeed.  
The net result is that cashflow has remained unchanged since 2009 at US$4.3bn.  With cash 
flow unchanged, the re-rating in McDonald’s stock has been through a multiple re-rating – 
from a P/E of 14x in 2009 to 29x today.  Buybacks help P/E re-ratings, dividends don’t.   
 

 
 
 
With no equity on the balance sheets, the debt:equity ratio is dead.  It has been replaced by 
the debt:EBITDA ratio.  When I was an analyst on the sell-side, I can remember balance sheets 
of media and telecoms operators gradually increasing from 1 to 2 to 3x net debt:EBITDA…and 
then the cycle swung back to 2x and eventually settling at 1.5x.  With no equity to be found, 
lenders (and shareholders) need to be even more sure that the quality of this EBITDA is reliable, 
as it is being used as a proxy for cash flow to service interest and dividend payments, and one 
day, even repay debt.  In the case of McDonalds, it is intriguing that FCF has been unchanged 
since 2009, but EBITDA margins have increased from 33% to 44%.  With debt capacity being 
based on EBITDA, we would be highly circumspect when we see continuously increasing 
EBITDA margins that do not translate into cash flow. 
 
Which brings us to the latest term…adjusted EBITDA 
 
BAML quoted this graph below to highlight the increase in the use of adjusted EBITDA in 
syndicated loan deals in the US.  This year, adjusted EBITDA is now a feature of 43% of 
syndicated loan deals.   
 

																																																								
1 Under IFRS 16 rules, debt is actually now closer to US$45bn, but what’s US$15bn of debt when interest rates are 
3%?.   



 
	

 
 
There are warning signs aplenty showing that we should avoid investing in today’s high flyers.  
The favourite child – US equities – can do no wrong in the eyes of the capital allocating parents.  
But as outsiders, we can see the issues which leads us to invest with the other kid.  The one 
doing its homework, the one obeying the rules.  This child might be unloved for now, but the 
end result will be a far better outcome.   
 
This comparison may put things in perspective.  The aggregate buybacks in the UK’s FTSE350 
in 2017 and 2018 was about US$25bn (excluding employee stock payments).  How does this 
compare to the US?  McDonalds Corp alone, bought back around US$30bn over the same 
period!  Since 2010, US corporations have bought back about US$4tn of stock.  Why don’t UK 
companies buy shares back like the US counterparts?  After all, valuations and interest rates 
are lower than the US, so if the justification can be made for US companies to buyback shares, 
surely the same could be said for UK companies?  I don’t know the answer to this, except to 
say that the markets work in cycles.  Today’s cycle sees UK companies de-gearing, cutting 
costs and supporting their balance sheets.  This makes it fertile ground to find great investment 
ideas compared to the favourite child. I would not be surprised to see buyback activity increase 
across other markets, at far more attractive valuations. 
 
Milkwood Portfolio 
 
Our new addition to the portfolio has a Return on Capital Employed (capital + debt) of 14%, a 
dividend yield of 7.5% (having just paid 11%), and a P/E of 4.4x.  Unfortunately, it’s an airline. 
 
IAG 
 
How do we justify investing in an airline?  After all, it was Buffett who said that the Wright 
brothers should have been shot as a gift to capitalism.  We think airlines – IAG’s brands 
especially (it owns British Airways, Aer Lingus, Vueling and Iberia) – are far friendlier investment 
options (at bargain valuations) than they have been before.  In reality, airlines have become a 
great play on the low interest rate world we live in.  How so? 
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Principally, airlines are now able to renew their fleet through a variety of financing options 
besides buying planes. An example is the plethora of aeroplane leasing funds around – you 
might even have been sent a pitch book.  IAG’s fleet is 28% leased now, at low rates and with 
far more flexibility (renting and returning planes is easier than outright ownership).  In future, 
this number will trend up to 40% of the fleet – a very meaningful flexibility margin.  A newer 
fleet means more control over costs – but the costs are also very often lower after fuel costs 
are added in.  Already, IAG’s average age of the fleet is down to 10 years, vs. the major US 
airlines which are running at between 17-23 years, making IAG more in line with the low-cost 
airlines against which it competes in Europe. 
 
Above we showed how IAG has improved its returns.  IAG targets a ROIC of 15%, which it 
achieves.  This is helped by a focus on increasing cash returns to shareholders.  Debt is around 
1x EBITDA, so any additional cash generation not required is returned to shareholders.   
 
Since 2016, IAG has returned EUR4bn to shareholders via dividends, buybacks and special 
dividends, compared to today’s market cap of EUR9.4bn.  With low interest rates, a relatively 
new fleet, and moderate demand, the dividend should be maintained, yielding at least 7.5% 
with additional returns through buybacks or special dividends increasing the yield.   
 
Valuation on other metrics is also confoundingly attractive – a P/E of 4x, with 3-6% revenue 
growth.  This compares to US airlines at 9-11x earnings, and low-cost carriers in Europe on 13x 
(IAG has similar returns and growth to low cost carriers).   
 
But IAG is cheap for a reason, other than simply being an airline.  The issue is not an operational 
one, but a Brexit one.   
 
As a stockpicker, rather a macro or political expert, how do we deal with an issue such as Brexit?  
We don’t know how things turn out.  The UK has a new Prime Minister in Boris Johnson, and 
like all political appointments, our default view is that they will disappoint.  Boris Johnson has 
one benefit – expectations cannot be lower, so the chance to surprise on the upside are 
probably greater than other situations.  However, the key question we ask when a new 
government is formed in any country is “will they be good for capitalism, or bad?”.  If good, we 
don’t worry any further.  If bad, it’s not investable.  The conservative government is clearly 
supportive of capitalism! 
 
More importantly, how would IAG’s operations be impacted by Brexit?  About 24% of IAG’s 
revenue is between Europe and the UK.  In many ways, they are less exposed than the low 
cost airlines which are over 70% exposed (IAG is made up of 4 airlines, not 1), and yet their 
valuations have been less impacted. 
 
But the technical aspect of IAG and Brexit is the issue we believe makes IAG so compelling to 
own.  EU rules requires that a European airline must be majority owned by EU nationals (add 
Switzerland, Norway, Iceland or Liechtenstein to the term EU nationals).  Currently, IAG is 22% 
owned by Qatar Airways, and 25% by US investors.  If Boris goes rogue and follows through on 
a no-deal Brexit (a scenario we don’t believe happens), UK shareholders of IAG may lose their 
voting rights on IAG shares. We think UK holders have acted pre-emptively and reduced their 
holdings, hence share price weakness.   



 
	
 
IAG is worth easily double of where it currently trades.  It may take a reduction in Brexit 
uncertainty and further delivery on capital discipline for this to be appreciated, but we are 
naturally attracted to owning businesses which are trading at the wrong prices for technical 
reasons.   
 
What we own in the Milkwood Fund reflects the choices we have available to us.  Above, I have 
described an example of why we believe many US equites are overpriced, and we are short 
companies that have overextended themselves through the pursuit of enhancing returns at 
the cost of long-term capital flexibility. 
 
An F, not a D 
 
Let me address my performance in running the fund.  My performance has been very poor.   
 
Quoting further from Berkshire Hathaway’s 1999 letter, a year which Buffett underperformed, 
reflects my thinking:  
 

“My performance reminds me of the quarterback whose report card showed four Fs 
and a D but who nonetheless had an understanding coach. “Son,” he drawled, “I think 
you’re spending too much time on that one subject.” My “one subject” is capital 
allocation, and my grade for 1999 most assuredly is a D.” 

 
While never wanting to produce poor performance, I sincerely believe that the value of our 
investments have over 100% upside to fair value (not expensive value, just fair value).  
Reflecting on how to explain this, I point to the performance of our investments in the table 
below. 
 
Top	5	Milkwood	Portfolio	Investments:	Return	on	Capital		
	 	 	
	
	 2015	 2016	 2017	 2018	 1Q19	 P/E	

Menzies	 9.6	 13.3	 14.5	 18.6	 19.6	 9.6	
Argent	 4.8	 6.7	 6.9	 7.6	 9.4	 4.5	
Barclays	 -	0.7	 3.6	 -	1.2	 8.5	 9.2	 6.8	
RBS	 -	8.4	 -	17.3	 2.2	 4.8	 8.3	 7.1	
IAG	 7.1	 12.5	 11.2	 12.3	 13.6	 4.4	
 
Our portfolio has underperformed in share price terms.  But the performance of the 
companies has followed a path quite different to their share prices.  Our top holdings have all 
shown increasing returns, with scope for this to continue.  For example, the UK banks 
generate returns on equity greater than their cost of capital, yet are valued by the market at 
about half their tangible asset value.   
 



 
	
As Buffett said in the same letter “Over time, of course, the performance of the stock must 
roughly match the performance of the business”.   
 
Other factors that have contributed to my poor performance: 
 

• Our investments are mostly in GBP, and we report in dollars.  This has cost us 30% of 
performance since 2015.  It has been my decision to not hedge the GBP/USD rate, 
currently the wrong one.   

• The Milkwood portfolio is very concentrated.  The above 5 investments make up over 
50% of the portfolio.  Short-term negative price reaction to newsflow has a material 
effect on monthly performance.  For example, in one of our investments, offers have 
been made for the company at nearly double the current share price by private 
buyers.  This is unknown to the market, which reacts to short-term newsflow.   

 
I thank you once again for the privilege of using our combined resources to invest in the best 
opportunities we can find.  Temporarily, it takes courage to go against the crowd.  It would be 
much easier to invest in overvalued US companies with increasing share prices, but this is not 
the right way to generate great long-term returns.  Investing in what is disliked and ignored 
simply has to offer a better long-term outcome.  I look forward to reporting on the progress of 
the market value of our investments reflecting their business values.   
 
As I mentioned at the 2018 letter, Monday and Wednesday afternoons are the best times to 
contact me should you wish to discuss our thoughts on the portfolio.  So far, this is proving 
quite popular.   
 
Cordially,  
 
Rhys 
_____ 
 
 
Book suggestions: 
 
1931: Debt, Crisis and the Rise of Hitler by Tobias Straumann 
Alchemy: The Surprising Power of Ideas by Rory Sutherland 
The Blue Zones: Lessons for Living Longer by Dan Buettner 
Why We Sleep: The New Science of Sleep by Matthew Walker  
The Heretics: Adventures with the enemies of Science by Will Store 
Peter the Great: His Life and His World by Robert Massie 
 
 
 
  



 
	
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 .  
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