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Under the Bonnet
Investment background
Markets limped towards the year end in another macro-dominated
month. The key news was the ECB’s disappointing decision not to
undertake material further monetary easing and the US Federal
Reserve’s historic decision to increase the Federal Funds rate by
25bps after another strong non-farm payroll number early in the
month (+211,000 against expectations of +200,000). Elsewhere,
the Chinese Government’s attempts to weaken the renminbi
against the US dollar continued, with the People’s Bank of China
publishing a new trade-weighted exchange rate index, which tried
to de-emphasise the importance of the RMB/US$ rate in favour of
a wider group of currencies. The implications of continued
devaluation spooked markets further, and the RMB closed the
year at 6.49 against the dollar, down 1.5% for the month and
4.6% for the year (a large move for a historically tightly managed
rate). The last piece of key macro news related to the early
December OPEC meeting, which concluded not to take any action
despite the huge oil price declines and the clamour for production
cuts from some OPEC members. This disappointed the market and
the Brent price closed the year at US$37, down 16.4% for the
month and 35% for the year. Commodity markets in general had
another poor year, contending with the continued weakness in the
Chinese economy and the resulting oversupply fears, and
exacerbated by the ongoing strength of the US dollar. Iron ore
closed the year at US$44, up slightly for the month but down 39%
for the year. Platinum closed the year at US$892, down 26.2%,
and copper at US$4,706, down 26.1%.
The omnipotent dollar
As a result of the above, currency moves again dominated and
capped a year where US dollar strength against most currencies
was one of the key themes. Sterling fell during the month against
both the dollar (given the rate hike) and the euro (where traders
had expected more QE to be announced), by 2.1% and 4.8%,
respectively. For the year, sterling closed at 1.47 against the
dollar, down 5.4% and near its calendar lows, and at 1.36 against
the euro, an annual gain of 5.4% but somewhat below the July
high of 1.44. But it was the more commodity-exposed emerging
market currencies which bore the brunt of the losses against the
dollar. Two notable examples were the Brazilian real (down 49%
over the year) and the South African rand (down 34%). Both of
these currencies also suffered from poor domestic politics,
exacerbating the weakening economics.
Economic news over the month continued in a similar vein to
recent trends. The UK and US continued to post strong labour
market data, although in the UK, particularly, average earnings
growth data was slightly weaker than expected at 2.1% for
October and a 2.4% three-month average, representing a
continued slowdown from the summer highs of c. 2.8%. This data
is seen as key in terms of the likelihood of the Monetary Policy
Committee raising rates. Indeed, the recent slight weakening of
this data point has served to push out expectations for the date of
a first rate rise. PMI data continued in a mixed vein for both the
US and UK, with manufacturing and construction exhibiting a
continued slowdown, but services remaining in strong expansion
territory. Given the weakening average earnings and
manufacturing PMI data and continued low headline inflation (UK
CPI in November came in at +0.1%), there is now some debate
over whether there will be a UK rate rise in 2016, particularly
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given the likelihood of a 2016 referendum on the UK’s
continuing membership of the EU. ‘Brexit’ will be an often used
term in the year ahead. Eurozone economic data remained a
relative bright spot, with the Markit flash composite PMI for
December showing a reading of 54.0 versus 54.2 in November,
representing a slight slowdown but capping a strong final
quarter
and also
exhibiting positive forward-looking
employment, new business and confidence data. (N.B. the final
data post year end was confirmed at 54.3, rather than the
earlier estimate of 54.0.)
Focusing on the UK indices, size was again a major factor in
determining overall returns. The FTSE 100 was the laggard over
the year, falling by 4.9%, dragged down aggressively by the
extreme negative returns in the basic materials and oil & gas
sectors, whilst the FTSE 250, FTSE Small Cap and Aim indices all
outperformed, gaining 8.4%, 6.2% and 5.2%, respectively. This
was the fourth consecutive year of underperformance for the
FTSE 100 relative to the FTSE 250.

Fund update
The Fund returned -1.54% in December and -0.43% for the
calendar year. This represented underperformance versus its
benchmark, the FTSE All-Share Total Return index (12pm
adjusted), which returned -1.39% in December and 1.25% for
2015. An attribution breakdown reveals this was due in
aggregate to allocation effects, with stock selection being
positive for the year. As stock pickers, though, the story for us
lies at the stock level, in particular owning Anglo American.
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Sector Attribution over Period
Weight Weight Mean,
Return,
Return
Mean
Benchmark
Benchmark

Effect –
Effect –
Effect Market
Total
Selection
Allocation
Attribution

Oil & Gas

11.69

11.56

-14.49

-16.43

-0.06

0.24

0.17

Basic Materials

7.35

5.97

-50.93

-39.31

-0.78

-1.39

-2.17

Industrials

16.45

10.14

16.72

4.03

0.10

2.01

2.11

Consumer Goods

4.30

15.20

10.35

16.77

-1.60

-0.13

-1.73
-0.04

Health Care

8.77

8.54

5.27

5.92

0.02

-0.07

Consumer Services

11.44

12.12

14.29

10.04

-0.07

0.53

0.46

Telecommunications

4.46

5.09

12.02

11.57

-0.12

0.08

-0.05
-0.42

Utilities

2.40

3.70

-17.68

-0.03

-0.04

-0.38

Financials

29.74

26.06

6.14

1.90

0.08

1.15

1.24

Technology

1.74

1.60

-2.08

18.53

0.03

-0.26

-0.23

Cash

1.67

0.00

0.00

0.00

0.26

0.00

0.26

Total

100.00

100.00

0.58

0.97

-2.18

1.78

-0.40

Source: JOHCM. Data as at 31 December 2015.

Momentum trumps all in 2015
In a tough year for UK plc, with the highest number of profit
warnings in Q3 since the credit crisis, and a similar vein running
through Q4, negative events for the Fund were actually quite
isolated. However, in a very unforgiving stock market, the
penalties for underperformance as the year progressed were
ever more severe, driven by an increasingly risk-averse attitude
and an acutely short-term focus by market participants on both
the long and short side. As a result, according to Morgan
Stanley1, momentum (price momentum and revisions) was the
single most important factor in European investing (and also in
Asia ex Japan and EM) in 2015. There was, therefore, a very
Morgan Stanley Global Quantitative Research: ‘Momentum, Factor of the Year
2015’, by Charles Clavel (7 January 2016)
1

dramatic disparity between the winners and losers on a sector
basis over the year, as the market was unwilling to look through
the short term on both the positive and the negative side.
Valuation as a factor was therefore irrelevant, and once again
‘growth’ as an investment style beat ‘value’.
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through-cycle or long-term valuation basis in the face of such
balance sheet uncertainty, and in the face of an extremely
momentum-focused stock market, was just wrong. As
managers, our continued backing of the shares as they fell was
based on faith in the ability of the board to take the right
decisions in order to assuage the market's concerns, and also
that the market would eventually look through and see value in
the extremely real and long-lived asset base. This faith, in both
cases, sadly proved misplaced. Whilst the major damage had
already been done, by the middle of Q3 we had stopped buying
the shares as they fell and had switched to selling into any share
price strength. At the end of Q2, the Fund’s active position was
3.33%; by the end of Q3, we had reduced this to +2.49%; and,
by the end of Q4, it had reduced further to +1.3%, with the
majority of these share sales made at prices between 550-600p.
The shares closed the year at c.299p (c. 0.25x price-to-book).
This was a painful decision given our previous high conviction,
the low long-term valuation and also given the crystallisation
(for now) of the prior losses that had been suffered. But it was
the right decision to take, not just in share price terms, but
because this lowered position now gives us the ability to more
rationally assess the next move for the Fund.

Getting it wrong - and acting quickly to make it right
Protecting from share price declines is a key part of the UK
Dynamic process. Whilst of course we don’t get every decision
right, we do pride ourselves on our ability to rectify mistakes as
and when they are made. There are two ways that we seek to
do this. Firstly, more qualitatively through the continued
assessment of the Fund’s ongoing investments as events play
out. Secondly, more quantitatively through strict portfolio
construction disciplines around, for example, minimum market
cap requirements and certain dividend-paying requirements.
With this in mind, it is worth reflecting on a few decisions that
were taken in 2015 which protected from material value erosion.

Source: FTSE as at 31 December 2015

Premier Oil

2015 stock review

In Q1 2014, the Fund bought a position in Premier Oil. The
shares subsequently had a tough year as the oil price collapsed.
In Q2 2015, we took a decision to sell the position given the
declining oil price environment and the knock-on effect to the
balance sheet and to dividend-paying capabilities. We waited for
an opportune moment to sell and, having watched the shares
fall to c.120p in Q1 2015, sold the position at 184.4p in the
middle of Q2. It gives us no satisfaction in writing this, but we
note that the shares closed the year at 48.5p, down 74% from
our selling price.

Although across the portfolio stock selection was a positive
contributor to relative performance, there was one inescapable
reason for the underperformance in 2015: our overweight in Anglo
American, where the shares fell by a headline 75% (putting the
stock in danger of falling out of the FTSE 100), compared to a
46% fall in the FTSE 350 basic resources index. At the start of
2015, Anglo American was the Fund’s largest holding and for
much of the year a top three position. This resulted in a
substantial negative contribution of 328bps. The Fund’s basic
materials holdings over the year also included Rio Tinto and
Acacia Mining, which, whilst performing materially better than the
sector, still accounted for a further c. 60bps of negative
contribution. These negatives were offset by a c. 150bps positive
relative contribution from not holding BHP Billiton and Glencore.

Anglo American: lessons learned
When the Anglo American shares were first bought for the Fund in
late 2013, net debt:ebitda was less than 1.5x, with clear targets
from the new management team to improve productivity, free
cash and return on capital – a clear and cash flow-focused change
story, very much in keeping with the UK Dynamic investment
process. However, as events transpired, the commodity market
did not give management the time needed to get their house in
order, and, as prices slumped, the balance sheet position
worsened materially. Management action proved too slow, and
perhaps too reactive, and by year-end 2015, on spot pricing, net
debt:ebitda had ballooned to c. 5x. The resulting woeful
performance from Anglo American shares in 2015, as they traded
ever more like stub-equity, served as yet another reminder of the
sometimes incredibly damaging effects of marrying both financial
and operational gearing together at the wrong time in one
investment.
As we reflect on the year and what we did as managers of this
investment, it is clear that continuing to back the shares on any

Speedy Hire
In Q1 2015, the Fund took a c. 1% active position in Speedy
Hire, which in early Q3 2015 had a profit warning and CEO
change. The shares were sold after this news, at c.53p, and
closed the year, after two further warnings, at a price of 41.75p,
down 21% from where we sold them (having touched a low of
28p).

DX Group
In Q2 2015, after a year invested in DX Group, we decided to
sell the Fund’s holding. The genesis of this change in stance was
sparked by a difference in view with management over the
purchase and fit-out costs of a huge new distribution hub (at a
cost of c. £35mn), which we felt were excessive and partially
unnecessary. Added to revenue headwinds in a competitive UK
delivery market and despite a seemingly cheap valuation (P/E
below 10 and yield in excess of 6%), we decided that the
balance sheet margin of safety was being eroded and decided to
sell the shares. By the time the company announced a major
profit warning in Q3, the position was down to c. 28bps of the
Fund (from c. 100bps), with the majority of the shares sold at
c.86p. The shares were trading at 85p prior to the warning (and
dividend cut) and immediately fell more than 50%. We sold the
majority of the residual position as soon as we could, at 38.5p.
The shares closed the year at 19.8p.

Johnston Press
The shares were the second-worst performer for the Fund over
the year, costing 114bps. The poor performance – again serving
as a lesson on financial gearing – was prompted by a minor
downturn in trading in the middle of the year, which was
announced in early Q3. This led to a c. 7% decline in ebitda and
c. 12% decline in eps forecasts, but a 20% fall in the shares on
the day and a somewhat harsher 47% fall by the end of Q3. As
the share price fell, it went below our lower threshold market cap
level (free float-weighted) at c. 100p. The lowest price we bought
shares was 114p. Once they fell below this level, we were
restricted by portfolio construction discipline to add to the holding,
but we gave the shares time to recover. The recovery never came,
and so we were forced to start selling the position. The shares
closed the year at 50.4p, some 55% lower than the last price we
had paid. By the end of the year, the Fund had been left with a
residual 25bps position.

2015’s portfolio winners
Betfair
A quote that caught my attention last year came from a broker
friend. In a discussion about the current challenges for 'value'
managers, he said that he thought lots of 'value' investors were
“loitering” in stocks that had long given up their 'value' credentials
for fear of losing out on the pure momentum on offer. Although
we do not see ourselves as pure 'value' managers, with far more
flexibility built into our process, we agree with him. There is no
better example in the Fund than Betfair, the second-best
performing stock for the Fund in 2015 (+113bps) and for the
second year running. Having begun to reduce this very successful
investment position in the first half of 2015 on valuation concerns,
when the P/E had climbed to 34x consensus 2016 earnings, we
decided to reverse course and rebuild some of the position on the
announcement of a merger with Paddy Power in August. Our view
(see ‘Under the Bonnet’, September 2015) was that the deal had
huge scale benefits and synergies that were not being priced
correctly. That is why we decided to “loiter” for longer in Betfair.
By year end, four months later, the shares had moved to 3900p,
exactly 50% higher (pre-dividend) than when the Paddy Power
deal was announced and a standalone P/E of c. 45x. This is a
dangerous game. This once excellent change story is now an
undoubtedly high-priced momentum story that captures the
zeitgeist of today’s stock market. How much longer we can hold
on to this stock is currently a source of rigorous debate on the
desk.
2015: The widening jaws of momentum
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Other established ideas with large active positions which also
contributed positively to performance were National Express,
(+73bps) e2v technologies (+51bps) and DS Smith (+46bps).
All three are well-established businesses with high market
shares, but which had materially underperformed under prior
management and where a new team had come in over the last
few years to radically change and/or reinvigorate strategy, with
a focus on margins, cash generation and return on capital. DS
Smith has been in the Fund for over five years, National Express
for nearly three years and e2v for nearly two years. It is
therefore very pleasing to note that our patience has paid off
with these investments and that in each case they continue to
outperform.
New bloomers
It wasn’t just established ideas that made pleasing contributions
in the year, but some new positions as well. The most significant
of these in 2015 was McBride, a business that we knew
historically – we backed DS Smith in 2010 because of the great
job Miles Roberts, the incoming CEO, had done as both FD and
then CEO of McBride – and had watched with interest for a
number of years. McBride is a European market leader (number
one by revenues) in private own-label manufacturing. Under a
new CEO and FD in early 2015, it has become a pure change
story based on a manufacturing turnaround, with clear targets
to recover margins and return on capital. We will detail the
investment in a future edition of ‘Under the Bonnet’, but so far
the management’s attempts to recover the business have
captured the stock market’s imagination and the shares have rerated from a P/E of less than 10x to a P/E of 15x (to April 2016).
Expectations have started to build, so 2016’s share price
performance will depend upon the speed with which the
turnaround is embedded and delivered, but we are quietly
confident.
Other new ideas that entered the portfolio in 2015 were TT
Electronics, Electrocomponents, De La Rue and Chemring, all in
the industrials sector, Urban & Civic and Ashmore, in financials,
and, in consumer services, Saga and Majestic Wine. We will
write more on these stocks in the months ahead.

Lessons from today’s stock
turbulent tale of Majestic Wine
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We will finish with a story about Majestic Wine, which we think
neatly encapsulates the current trends in stock market
investment: short-termism and momentum-chasing.
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we commented that this CEO change was good news and was to
be backed, not feared (the shares had fallen 12% on the
announcement of Leo Quinn leaving). We also stated that the
new CEO had been left a strong legacy and had the chance to
generate material share price growth through effective capital
allocation decisions. One year later, we are happy to report that
this is exactly what is happening. A new and impressive, more
growth-focused CEO, Steve Wadey, has begun a programme of
targeted growth investment at the same time as committing to
returning excess capital to shareholders.
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QinetiQ
The best-performing stock of the year for this Fund was QinetiQ.
This is highly satisfying to report as it has been a key position for
a large number of years and remains a very misunderstood and
under-owned stock. We had to patiently wait almost two years for
the story to start moving forward again after a hiatus created by
the continued pressures and uncertainties over defence spending
in the UK and US, as well as the resignation at the end of 2014 of
the prior CEO, Leo Quinn, who, in combination with the finance
director, David Mellors, had executed an excellent balance sheet
turnaround. At the time (see ‘Under the Bonnet’, November 2014),

The shares peaked at 590p in Q3 2013, with a market cap of
£388mn. Five months later, the company profit warned on tough
markets and the need to invest more in the future. In January
2015, there was a further warning, which prompted the
departure of the CEO and resulted in the shares falling to 298p
or £195mn market cap (-50% from the peak). During the next
six weeks, we started to build a position on the premise that the
board’s decisive action would lead to more capital discipline, a
slower store roll-out and a focus on digital investment to drive
revenues. We liked this thesis, particularly at the valuation (P/E
c. 10x, ev:ebitda c. 5.5x).
In April, the market reacted negatively to the acquisition of
Naked Wines and the appointment of its CEO, Rowan Gormley,
as CEO of the combined group. To us, this more radical
approach advanced the capital-light strategy beyond our original
thesis, and so we bought more stock at c. 300p. Over the next
two months, the capital-light emphasis of the Naked Wines

transaction captured the market’s imagination, and the shares rerated to a high of 471p, or market cap of £333mn. Whilst
supportive of the transaction, it was too early to re-rate the
shares by 60% on the promise of future upgrades, so we sold
about one third of the Fund’s position at these highs.
Around that time, an analyst put a note out with a sell rating
questioning the deal – unfairly in some ways, fairly in others – and
the shares fell over the next four months to a closing low of 296p,
a market cap of £209mn. The only company update during this
period was the announcement of interim results in November,
where core store like-for-like sales had improved after some test
investment. The early strategic success from this test investment
meant the group decided to invest more meaningfully in the P&L
(hence lower earnings) but paid for out of reduced store roll-out
(and so free cash flow stayed the same). We saw this investment
as imperative for the future health of the business, but also saw it
as lower risk given the proven success of the test phase. No
matter. The resulting earnings downgrades meant the shares
went down. We rebuilt the Fund’s position and more.
Majestic Wine: A turbulent tale
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Let’s roll forward to the present day. Christmas 2015 trading was
announced in early January. Like-for-like trading increased more
than 7% over the Christmas period. Having closed the year at
exactly 300p and a market cap of £210mn, the shares today (two
weeks later) trade at 375p (as at close 12 January, 2016), a
market cap of £265mn, as there could again be an earnings
upgrade.
The message of this story is clear. These are treacherous
conditions in which to invest. Price momentum in either direction
builds a head of steam in this return-chasing market and
continues until something breaks the trend. Valuation, therefore,
is only a loose anchor in the short run. More worryingly, long-term
investment decisions that are for the good of businesses but that
may cause short-term downgrades are not being rewarded; in
fact, they are being discouraged. Short-term eps maximisation
strategies (cost cutting and M&A, for example) are being
rewarded, whether they are right for a business or not. This is
troubling, but, one hopes, transitory behaviour. It should be seen
as an opportunity for rational long-term investors to build
positions in good companies with decent management and
sensible strategies. If this type of volatility is the cost of doing
business in today’s market, we must understand, embrace and
adapt to it. Patience and rational long-term thinking will therefore
be our key competitive advantages in 2016.
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