
 
 

 

 

Before making any predictions about the second half we think it is crucial to briefly discuss the six months that 

we have just endured.  The market has undeniably been volatile with a euphoric 8% rally by the middle of April 

being replaced by a 15% correction and widespread despair.  In the early days of January we circulated our 

outlook for the year, which can be found on our website www.matterley.com, and we were unapologetic in making 

no attempt to forecast top down events.  In our view, elections, sovereign risk and policy response made it almost 

impossible.  Therefore, we preferred to concentrate all our efforts on putting together a portfolio that was cheap 

on an absolute basis and, therefore by definition, attractive relative to other asset classes.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

We are clearly disappointed not to have made any absolute progress in the first six months of the year but can 

draw some comfort from both the relative performance and volatility of the Fund when compared to the market.    

 

That we managed to rise more and fall less than the market was both a function of our disciplined price targeted 

approach and the concentrated nature of the fund.  With price targets in mind, our proprietary valuation matrix of 

the market started to signal fairer value by mid April. From a practical perspective this meant cash levels rose 

within the Fund as we were forced to realise profits where price targets dictated.  Only selectively did we rotate 

into more defensive names that had lagged and were exhibiting value.   However, since the collapse in equity 

markets we are now finding considerable value to invest in once again and cash levels have fallen markedly in 

recent days.   

 

With the concentrated nature of the Fund in mind, it is important to remember we are not afraid to have a 

weighting of zero in even some of the biggest names within the market.  The biggest stock specific talking 

point of the first half was BP.  However, in the run up to the Horizon disaster it was a stock that did not fit 

our valuation parameters.  Given the size of the fall, we are now being forced to reappraise this view and 

discuss it in more detail below. 

 

Our three key themes for the year were ongoing corporate activity, the importance of financial strength and a 

rerating of Telecoms and Media.  We still believe these are relevant for the second half and will discuss each in 

turn.   

 

Corporate Activity: 

There was a huge amount of M&A in the first half.  The combination of a weak currency, modest valuations and 

the need for synergies proved too compelling for many.  We benefitted from our holdings in Delta, Arriva, Brit 

Insurance and Morse.  Elsewhere BSS, Scott Wilson, Sky and Rensburg Sheppards attracted attention.  

 

The common denominator in the bid stocks we held was that they were trading below their replacement cost.  

This makes eminent sense to us as buying a competitor below its build cost is an expansion strategy that should 
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yield good results.   With record levels of cash on company balance sheets we forecast a second half at least as 

active as the first.   Given well over half of our portfolio is trading below replacement cost we hope that we will 

continue to be disproportionately lucky. 

 

Financial Strength: 

It was interesting to note that some of the worst performing shares during the recent set back (Trinity Mirror, Yell 

and Premier Food to name but a few) had the common denominator of horrendous balance  sheets.   It is our view 

that investors, having been exceptionally supportive during the rights issues of last year, are now demanding 

financial strength as a prerequisite for survival in a volatile world.  They are also keen to be repaid for their 

support and as a result any share that may require any further capital, even if it dressed up as being in the aid of 

growth such as Prudential and National Grid, will be harshly dealt with.  We continue to have strong preference for 

cash and almost half our constituents within the portfolio have net cash balance sheets. 

 

Telecoms and Media: 

 

 

 

 

 

 

 

 

 

For us, telecoms remain the underappreciated growth story of the moment and at 11% of the Fund, it is our 

biggest relative sector bet. We believe the sector is set to enjoy price inflation for the 1
st

 time in over a decade.  

This cannot be underestimated as in aggregate it is a sector that is still forecast for revenue falls year on year.  

Within the mobile space we note with interest that unlimited data packages are becoming a thing of the past at a 

time when our fascination with smartphones and data is growing at an exponential rate.  Within fixed line our 

addiction to the internet is not going to dissipate in our view, in fact quite the opposite.  At c£15 a month we think 

it is comfortably the best value for money service a consumer has in its house.  Demand in our view will therefore 

remain inelastic in the face of the price rises we are starting to see.  Should we be proved wrong in our growth 

aspirations then we draw comfort from the fact that as a sector it boasts the highest fee cash yield in the market. 

Media 

Telecoms 

FTSE All-Share 

Recent outperformance of the Telecoms and Media sectors against the 

FTSE ALL Share (H1 2010) 

                               Source: Bloomberg 
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FTSE 100 EVA Analysis 

 Undervalued 

assets 

Net cash 

Peak (July 2007) 9% 11% 

Trough (March 2009) 33% 16% 

Current ( June 2010) 28% 21% 
             Source: Matterley 

With regards to media we are encouraged by recent management meetings with companies in the sector 

that point towards a continuation in the improving trends across all sectors, as well as an expected 

acceleration into Christmas. However, many shares within the sector stand at a material discount to the 

market despite positive earnings.  With corporate activity returning to the sector we continue to believe this 

is a situation that will not exist for too much longer.  

Outlook for H2 2010 

Looking forward we are optimistic on the market. This 

is based on our analysis of the asset value that exists 

within the market, which is at a similar level to March 

2009, and the number of companies that now find 

themselves in a net cash position. 

 Below we show our proprietary analysis of the FTSE 100 and our portfolio and we continue to see a clear 

valuation arbitrage between our portfolio and the market as a whole. 
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Outlook given the budgetary position  

We are heartened by performance of the 

coalition government to date in its approach to 

addressing the huge debt and public sector 

over spend we have in the UK. Financial 

markets share this sentiment and accordingly 

gilt yields have tightened form 4% to 3.3%. 

This leaves the equity market at an unusual 

and arguably unjustifiable yield premium  

which historically has been a good buying 

opportunity. 

Past performance of markets in periods of austerity 

From a stock market perspective periods of fiscal tightening are not to be feared.  The following chart shows 

the relative performance in previous periods late 70Ăs with the IMF bailout, early 1980Ăs under Thatcher and 

mid 90Ăs. 

 

 

 

 

 

 

 

 

Coupled with this we have a time when corporate balance sheets are strong, the private sector has taken 

the pain and, as alluded to above, is now approaching the world with more confidence. 

 

 

 

 

 

 

 

 

 

10 Year Gilt Yields (YTD) 

Source: Bloomberg 

Source: Datastream, Goldman Sachs Global ECS Research 

UK Market Performance in Periods Of Fiscal Adjustment (1973-2010) 

Source: Factset, Worldscope, MorganStanley Research 

UK Plc sitting on £140bn of cash ÿ equivalent to 11% of market cap or 8% of total assets 

(1995-2010)  
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BP discussion  

The Fund is relatively concentrated and we are not afraid to have a weighting of zero in even some of the 

biggest names within the market.  BP was a stock that did not fit our valuation parameters; stocks trading 

above their tangible book value must trade at a multiple justified by their returns. Fortunately, when BP was 

at 600p, just prior to the crisis, the shareĂs return on invested capital (ROIC) was not sufficient to command 

their 2.5x multiple of book value. Not owning the stock in the wake of the Horizon disaster has added 

approximately 3% to performance.  However, the share price collapse means that BP is now trading at a 

discount to book value for the first time since 1992.  As value investors, the dramatic change in valuation 

forces us to reappraise our position.  

 

The critical criterion for all stocks within the Fund is a strong balance sheet and, therefore, our book value 

analysis includes draconian assumptions detailed below. 

  

Although in reality the costs will be spread over a number of years, we have assumed a total cost of $40bn 

that will be taken entirely in 2010 and no dividend payments in 2010 or 2011.   

 

We have assumed that the entirety of the $20bn compensation fund agreed with Obama is a given and that 

this will be paid entirely by BP. Currently, it is unclear what the well partners will take on.  

 

Clean up and containment has been estimated at $15m/day to $40m/day.  We have assumed $50m/day and 

that it will take 200 days to stop the leak. This gives a total cost of $10bn. Again, it is unclear if the partners 

will help pay for this or if BP can offset these expenses against tax. However, it seems appropriate to 

assume for the moment that BP take all the costs.  

 

The biggest unknown is the litigation cost.  Make no mistake; the only winners from this will be the lawyers, 

not the people who live in the GoM, the fisherman or the workers.  Again, there is uncertainty over who will 

take the blame and bill for this - the companies that provided the equipment, the drilling company who 

owned the rig or will the part owners of the well (donĂt forget BP only owned 65% of Horizon). Although these 

costs will be spread over many years, we have assumed $10bn of costs again taken entirely in 2010.  

 

We have assumed that there are no disposals.  

 

Given these harsh assumptions, the business has total assets minus current liabilities of $165bn and net 

debt of $60bn. BP now trades at a discount to this book value with a market cap of $86bn (at £3) having 

fallen $100bn since the disaster. To put this in context, BP has not traded at this discount to book value 

since 1992. The price to earnings ratio is largely irrelevant to us, we believe that the market is undervaluing 

the true asset value of the business. Therefore, we have been buying the shares.  The stock will remain 

extremely volatile, and will continue to be buffeted by comments from politicians and the press. However, 

we now finally have some certainty on the road map for the solution.  

 

We continue to thank investor for their continued support.  

 

The Matterley Team (8/7/10) 

Disclaimer: 

The information contained in this document does not constitute advice or a personal recommendation, nor does it constitute an 

invitation to purchase units. Investment should be made on the basis of the Prospectus and Simplified Prospectus, available on 

request. You are recommended to seek advice concerning suitability from your investment adviser.  

The information in this document is based upon sources we believe to be reliable, but its accuracy cannot be guaranteed.  

Please note past performance is not a reliable indicator of future returns. The value of investments, and the income from them, can go 

down as well as up and may be affected by exchange rate variations. The levels of taxation and their respective treatment depend on 

your individual circumstances and the applicable law, which may be subject to change in the future.  

The S&W Matterley Undervalued Returns fund is managed by Charles Stanley & Co. Limited, which is authorised and regulated by the 

Financial Services Authority. This document is issued and approved by Charles Stanley & Co. Limited. Registered office 25 Luke Street, 

London EC2A 4AR. Registered in England no. 01903304. 
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