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One of the emerging themes in the UK stock market over the last month has been the return of M&A.
Whilst M&A activity has been on the rise globally, there has been a marked pick up in the amount of deals
announced in the UK in the last few months. There are currently six bids progressing in the FTSE 350, with
£22bn of proposed and announced acquisitions since August. This does not even include the two bids
announced this week! It is interesting that in most cases the acquirers are overseas - both trade and
financial buyers. We feel that this increase in deal activity is indicative of some of the opportunities that
we currently see and offers an interesting alternative view about current Brexit & COVID-19 uncertainties
and the valuation of UK PLC.
It has been discussed in previous ‘Bugles’ and the wider investment press about just how cheap the UK
Equity market has become, especially relative to other global stock markets. Whilst the large cap index has
some distorting sector weightings that make it look consistently cheap versus other geographies, we find
that the more domestic focussed UK Mid-Cap Index (see chart) is also trading at comparatively low
valuations versus global equities. What has been particularly interesting to note is how persistent this
trend has been since the beginning of Brexit in 2016. This has been the case for some period of time and
can primarily be attributed to the investor sentiment overhang created by almost five years of Brexit
uncertainty, and the associated capital flight from UK stock markets to overseas - an amount estimated at
the not-so-small sum of £11.5bn. Despite the recent rally on the back of three positive COVID-19 vaccine
announcements, the FTSE 250 is still at a 10-15% discount to Global & European markets. However, if you
were to adjust for the dispersion in stock markets over that period between growth and value, then the
discount for some sectors is even more extreme. We estimate that the bottom quartile of the FTSE 250 is
trading at a 60% discount to the index’s average, suggesting an even greater discount versus international
markets. What is additionally striking is within this subset of companies, the common theme being that
they are generally more balance sheet and capital-intensive businesses - including sectors such as
housebuilding, property, financial services, and certain industrials.
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It is worth emphasising at this point that at Tellworth we take a balanced view on the ‘growth versus value’
debate - finding equal conviction in value situations, or those companies which we feel can more than
grow into their valuations. However, in parts of the UK market there appears to be a very different view
of risk, and the cost of capital priced into some stocks versus others. It is largely logical that high growth
and high margin companies with low invested capital should trade on very high multiples - especially when
the global cost of capital is low. However, it is less logical to us that this low cost of capital is applied to
some companies and not to others, especially those that are still generating healthy returns and have
bright outlooks. We find this often to be the case in these more capital-intensive businesses even if they
are generating returns well in excess of even traditional views of the cost of equity. The conclusion might
be that Brexit and COVID-19 uncertainty is the extra risk hurdle that investors need to jump to bid up the
valuations of these companies.
It is interesting therefore that M&A has returned in these more ‘stressed’ and capital-intensive parts of
the market. Of the eight significant deals that have been agreed in the past few months over half of them
fall into this category. Two have been in the housebuilding sector, one in mining, and one in financial
services. The other areas of M&A are broad, including gaming, leisure, and healthcare. Tellworth have
been fortunate to be involved in two of them; McCarthy & Stone and Codemasters. In the housebuilding
sector private investors were able to buy out two developers at just 1x tangible asset value; McCarthy &
Stone, the retirement home developer, agreed to a buyout offer from Lonestar, and Urban & Civic have
agreed to an approach from Wellcome Trust. In both cases, the shares were trading at c.60% of tangible
book value prior to the bids. The interesting theme running through both deals is that both had long land
banks, with decent visibility on their future income streams. In financial services, RSA, the insurance
conglomerate, has been bought by two overseas buyers: Intact and Tryg. RSA has had its problems over
the years, and some had argued that its pension deficit was almost an insurmountable poison pill, yet the
valuation and quality of some of its businesses were still sufficiently attractive to justify a 45% premium to
the prevailing share price. Finally, on a different thread, Codemasters, a UK based game developer,
attracted a bid from Take-Two Interactive, an $18bn US gaming software company. We have been
shareholders in Codemasters for a number of years, believing that their stable of driving games would
deliver more growth than the market had priced in, but also recognised that the company traded at a
significant discount to international equivalents. In all cases, other investors, either with longer time
horizons, different views of Brexit risks or lower costs of capital have bid material premiums to the
valuations the UK stock market was ascribing to these companies.
Of course, each buyer has slightly different rationales behind each deal with different levels of strategic or
financial reasoning, but it is noteworthy that three of these deals have happened at both the ‘value’ and
smaller cap end of the market. To us, this confirms that there are some material opportunities that have
been presented by this confluence of Brexit and COVID-19 and leaves us excited about our portfolios and
our current opportunity set.
Johnnie Smith is a Fund Manager at Tellworth Investments.
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Disclaimer

Tellworth Investments LLP (“Tellworth”) is an appointed representative of BennBridge Ltd (“BennBridge”),
based at Eagle House, 108-110 Jermyn Street, London SW1Y 6EE. BennBridge is a limited company
registered in England with registered number 10480050. The registered office is Windsor House, Station
Court, Station Road, Great Shelford, Cambridge CB22 5NE. BennBridge is authorised and regulated by the
Financial Conduct Authority (FRN: 769109).
BennBridge was the appointed investment manager to the Schroders’ SARFCO UK Dynamic Absolute
Return Fund and Schroders’ SAS UK Dynamic Absolute Return Fund on 2 October 2017. As of 14 November
2018, the SAS UK Dynamic Absolute Return Fund (the “Contributing Fund“) contributed all of its assets and
liabilities in kind to Schroder GAIA UK Dynamic Absolute Return Fund (the “Receiving Fund”). Shareholders
in the Contributing Fund received the equivalent value of shares in the Receiving Fund in place of their
current shares in the Contributing Fund. The Contributing Fund will close following the Contribution. The
investment manager of the TM Tellworth UK Select Fund is BennBridge Ltd and the authorised corporate
director is Thesis Unit Trust Management. The Fund is authorised in the United Kingdom and regulated by
the Financial Conduct Authority. Please see the prospectus and key investor information document for
full details.
Any projections, market outlooks or estimates contained in this letter constitute forward looking
statements, and are based on certain assumptions and subject to certain known and unknown risks.
Accordingly, such forward looking statements should not be relied upon as being indicative of future
performance or events. Past performance is not indicative of future results. The value of investments and
the income from them may go down as well as up and investors may not get back the amounts originally
invested. In the United Kingdom, this document is only available to persons who are (i) investment
professionals within the meaning of Article 19 of the Financial Services and Markets Act 2000 (Financial
Promotion) Order 2005 (“FP Order”), (ii) high net worth companies and certain other entities falling within
Article 49 of the FP Order; or (iii) to any other persons to whom such communications may lawfully be
made. It must not be acted, or relied, upon by any other persons. This document may not be reproduced
or distributed by the recipient, in whole or part, except that this document may be provided to the
recipient’s advisers in connection with an evaluation of a potential investment. This document is being
provided by BennBridge for informational purposes only and should not be construed as investment
advice. It is not a recommendation of, or an offer to sell or solicitation of an offer to buy, any particular
security, strategy or investment product. BennBridge’s research for this presentation is based on current
public information that BennBridge considers reliable, but BennBridge does not represent that the
research or the presentation is accurate or complete and it should not be relied on as such. The views and
opinions contained herein are those of Sebastian Jory and John Warren, Fund Managers. They do not
necessarily represent views expressed or reflected in other BennBridge investment communications or
strategies and are subject to change.
Risk Factors
The counterparty to a derivative or other contractual agreement or synthetic financial product could
become unable to honour its commitments to the fund, potentially creating a partial or total loss for the
fund. The fund can be exposed to different currencies. Changes in foreign exchange rates could create
losses. A derivative may not perform as expected, and may create losses greater than the cost of the
derivative. If a fund uses derivatives for leverage, it makes it more sensitive to certain market or interest
rate movements and may cause above-average volatility and risk of loss. Equity prices fluctuate daily,
based on many factors including general, economic, industry or company news. In difficult market
conditions, the fund may not be able to sell a security for full value or at all. This could affect performance
and could cause the fund to defer or suspend redemptions of its shares. The fund may take positions that
seek to profit if the price of a security falls. A large rise in price of the security may cause large losses.
Failures at service providers could lead to disruptions of fund operations or losses.
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