
To: Investor Partners of Castlereagh Equity Pty Ltd 

From:  Peter Phan 

Date:  31 March 2014 

Re: Monthly Update 

 

 Castlereagh Equity ASX All Ordinaries Relative Performance 

1 November 2013 to 

31 March 2014 

-3% 0% -3% 

 

CE started on 1 November 2013.  On the opening of trading that day, the ASX All Ordinaries was at 

5420.  On the date of this memorandum, the ASX All Ordinaries is at 5403, barely unchanged from its 

level of 5420 on 1 November 2013 and 5415 just a month ago.   

 

Portfolio cash levels remain high at about 65%. CE’s share portfolio remains unchanged for the 

month of March 2014. The shareholdings comprise of several small companies which are not widely 

followed, so we will have to remain patient and wait for value to be build up in the businesses over 

time. 

 

In March 2014, we have added two positions to the portfolio.  Once again, our new entrants have 

similar characteristics: 

 

1. No bank debt; 

2. High cash backing in excess of working capital requirements; 

3. Historical and prospective free cashflow positive from business operations; 

4. Founder/owner/operator with a significant shareholding. 

 

The purchase price for both new entrants was similar, at about 5 times free cashflow after deducting 

excess cash.  Excess cash as a percentage of purchase price for both new entrants is in the range of 

20%-30%.  We have also recently identified a few more companies having the characteristics above 

and trading at very attractive multiples, so our cash will be deployed over time. There is no rush- we 

would rather just cross the street leisurely to pick up our dollar bills. 

 

Strategy at Portfolio Level, Diversification and Portfolio Composition 

 

Our main objective is to own great companies run by capable and honest management. The problem 

in the current climate is that owning these great companies comes with a high price tag. A viable 

strategy is to sit in cash and wait patiently whilst we gain an intimate understanding on these great 

companies, and only deploy the cash when these great companies trade at reasonable prices.   

 

We have chosen a slightly different path.   

 

In effect, CE seeks to park its cash in a diversified portfolio of small companies that can be purchased 

at single digit cashflow multiples.  The basic aim is to construct a portfolio that collectively presents a 

situation of low risks and high returns. Risks are minimised by selecting companies with good 

balance sheet, honest and capable management, and paying a very conservative price. At a portfolio 

level, risks are further minimised with small holdings in different companies operating in a variety of 

industries with businesses located in many different geographical areas.  

 



Whilst this approach may not perform as brilliantly as the concentrated approach favoured by 

Buffett and Munger, we believe that this approach still presents attractive returns in return for less 

volatility. Reduced volatility provides a greater degree of comfort and confidence to our investor 

partners. The ultimate success of CE hinges significantly on maintenance of a long term working 

relationship between managers and investor partners. 

 

To a certain degree, adopting a semi-Walter Schloss approach came about because we understand 

our strengths and limitations as managers.  It would be irresponsible of us to assume that we 

possess the skill equivalent of Warren Buffett and Charlie Munger in assessing businesses and 

management, and doubly irresponsible for us to then act on that assumption by allocating a 

significant portion of capital concentrated in a few names. The chances of us making a mistake are 

unacceptably high, and the consequences of our mistakes will be heavily magnified by concentrated 

positions.  When in doubt, we always revert to Rule Number One. 

 

How will CE perform better than the market? 

 

The share market is made up of many participants. By and large, the share market is mostly efficient.  

Over long periods of time of several decades, only a very few number of investors can outperform 

the market. Some of these investors were identified by Warren Buffet in his seminal paper, “The 

Superinvestors of Graham & Doddsville.”  

 

To beat a market that is mostly efficient, it is my job to exploit the few instances where the market is 

inefficient. Conceptually, the four broad major areas where CE could possibly exploit market 

inefficiencies are: 

 

1. Informational 

2. Analytical 

3. Behavioural 

4. Structural 

 

Within each area of possible inefficiency, CE must maximise all of its advantages and minimise all of 

its disadvantages.  We will seek to buy and sell from a position of advantage.  To do this, we look 

closely at situations where sellers of shares are selling mainly due to structural and behavioural 

reasons. To date, we have identified about 8 categories where these situations will arise.  

 

For example, share prices usually rise in situations where the share is being included as a constituent 

of a relevant index such as the ASX100, the rise being driven by institutions and index funds. 

Naturally, we look at the opposite situation where shares are being dropped out of their relevant 

indices.  By exploiting inefficiencies in a consistent and rational manner, with regard foremost to 

valuation and protection of downside risks, the accumulation of small advantages over the passage 

of time will inevitably produce very satisfactory results.  As we progress along, I will explain further 

with examples as to how I go about doing this. 

 

If any investor partner wishes to contact me to discuss this memorandum or any other matters 

related to CE, please do not hesitate to do so.  Contact details can be found on CE’s website. 

 

Thank you for your trust and confidence in us. 

Regards 

Peter Phan 

Director, Castlereagh Equity Pty Ltd 


