
To: Investor Partners of Castlereagh Equity Pty Ltd 

From:  Peter Phan 

Date:  30 June 2017 

Re: Monthly Update 

 

 Castlereagh Equity ASX All Ordinaries Relative 

Performance 

CE Net Asset 

Value 

1 November 2013 

to 30 June 2017 

50.5% 6.4% 44.1% 132.7 cents* 

1 November 2013 

to 31 January 

2015 

6.2% 2.4% 3.8% 106.2 cents 

1 February 2015 

to 29 January 

2016 

19.4% -9.2% 28.6% 126.8 cents 

1 February 2016 

to 31 January 

2017 

19.7% 12.5% 7.2% 151.8 cents 

1 February 2016 

to 30 June 2017 

-1% 1.6% -2.6% 132.7 cents 

 

To aid in understanding the tables above: 

 

1. CE commenced on 1 November 2013 with shares issued at $1 per share, backed by $1 of 

cash per share. 

2. The first row of the table above provides a summary of CE’s performance since its 

commencement on 1 November 2013 until the date of this memorandum. It also compares 

CE’s performance with the benchmark All Ordinaries index over the same period. 

3. The second row of the table provides a summary of CE’s performance for its first reporting 

period (15 months period from 1 November 2013 to 31 January 2015).  

4. The third row of the table provides a summary of CE’s performance for its second reporting 

period (12 months period from 1 February 2015 to 29 January 2016). 

5. The fourth row of the table provides a summary of CE’s performance for its third reporting 

period (12 months period from 1 February 2016 to 31 January 2017). 

6. The fifth row of the table provides a summary of CE’s performance for its fourth and current 

reporting period (period commencing 1 February 2017 to the date of this memorandum). 

7. *CE NAV is after payment of dividend and director fees in Feb 2017. These payments 

“resets” the NAV from 1.52 to 1.34. 

 

The XAO started at 5420 on 1 November 2013 and ended at 5769 on 30 June 2017. In percentage 

terms, the XAO gained 6.4% for the 44 months period since the start of the CE fund. CE’s 

performance over the same 44 months period is 50.5%. 

 

For the month of June 2017, the XAO was flat with no movement. The CE portfolio was also flat for 

the month. 

 



The cash component of the CE fund is just below 21%. We have done some bargain shopping during 

the month. 

 

The quality end of the market continues to run away from us. Several months ago, we considered 

RWC to be pricey at $1.5b which put it at about 20x earnings. It is now trading at over $1.8b. CSL 

continued to climb on the back of an acquisition in the huge China market. Cochlear COH continues 

to fly to all time highs, trading at an eye watering 40x historical earnings.  

 

Interestingly, the small, cheap and generally dreadful end of the market is now throwing up some 

surprising opportunities. We uncovered about 9 names, bought 2 of them, continuing to work on 

another 2, and discarded the rest for one reason or another. 

 

 

Principle 3: Invest with a Large Margin of Safety 

 

Before we proceed with the third principle, let’s briefly recap. In my memorandum of May 2017, I 

discussed the second principle: namely that the market functions in our service by providing us with 

regular price quotations. However, we do not allow the market to be our master in terms of being 

the final arbiter of value. This contradicts the central tenet of the Efficient Market Hypothesis, and 

also other price-based trading methods such as charting, which holds that the market price at any 

given time correctly reflects value. 

 

Value investing philosophy also holds to the faith that the market is often, over long periods of time, 

quite accurate in pricing the value of shares. We just do not believe that the EMH is always true all 

the time. Pockets of inefficient pricing in the market will turn up from time to time. These can be 

exploited by well prepared participants. Inefficiencies capable of being exploited for profit are rare 

occurrences. How could it be otherwise? 

 

Why do inefficiencies arise?  

 

The excellent book Priceless: The Myth of Fair Value by William Poundstone provides compelling 

evidence in support of the proposition that humans understand and set prices based on relative 

factors, often by comparing other prices. In other words, humans do not set prices at an absolute 

independent level. In short, we know the prices of everything but know the value of nothing. From 

the works of Kahnemann and Tversky, there is now strong evidence to show that when humans 

make judgments under uncertainty (such as determining the price to buy or sell shares), they are 

prone to behavioural biases such as representativeness, availability and anchoring. 

 

If we accept the proposition that pricing of shares by market participants are quite often driven by 

irrational biases, then it logically follows that volatility of share prices presents a profit opportunity 

for those willing to accept Principle 1 and Principle 2. There is irony in the fact that we seek to profit 

from volatility when volatility is considered a risk by nearly every student of modern finance. A 

further irony is apparent when one considers the many things that can go wrong if we fail to 

distinguish price from value. We end up in a world where we think a lettuce selling for $100 is cheap 

because it has been discounted from $200. 

 

William Poundstone puts the central problem of the market rather eloquently:  

 

“The misfortune of the real market is that memories are short and too much time elapses between 

bubbles. The investing public as a whole never has the opportunity to make decisions, see their 

consequences, and change their behaviour accordingly.”  



 

Curiously, this also probably underpins the theory of momentum investing, which I will deal with 

some other day in case some of you are still awake after my recent monologues. 

 

Market volatility, driven by human psychology acting in a crowd, is precisely the mechanism by 

which we seek to purchase shares at a price presenting a large margin of safety to its true value 

(reasonably assessed), and to sell shares when the opposite situation is true. We demand a margin 

of safety because we know the futures of businesses are inherently uncertain, and whilst we hope 

for the best, we prepare for the worst by allowing plenty of room for errors. This is the third 

principle of value investing as espoused by Li Lu- invest with a large margin of safety. In a market 

dominated by price-based mechanisms, EMH proponents, indexers and lots of humans acting under 

behavioural biases, it is a logical inference that this principle will not be acceptable to 95% of market 

participants. 

 

Lastly, if you have followed my writings on the problems of indexing, you can now easily infer that 

exploiting volatility is the exact method by which we seek to achieve long term returns superior to 

the market index. 

 

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.   

 

Thank you for your trust and confidence in us. 

Regards 

Peter Phan 

Director, Castlereagh Equity Pty Ltd 


