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Dear Member:
We are excited about this report because, as well as the usual areas dealing with earnings growth and
performance, we are going to describe some of the strategies we use behind the scenes to help
maintain and protect your capital while taking prudent steps to grow your wealth. These strategies
include how we build positions in key companies, how we have identified major world themes and
choose companies within these themes, and how we measure success in protecting your capital.
Over the year your Capital Allocation Team has been busy looking for secure investments for your
money. Our role has four parts:
•
•
•
•

Identifying great businesses in which we have confidence that earnings will continue to grow over
the medium to long term
Whenever sensible, choosing international companies that give direction to, and benefit from,
major world trends
Occasionally investing small amounts in outstanding private Australian companies through
Teaminvest Private
In all cases ensuring that companies are only added to the portfolio when we are confident that
management is capable, trustworthy and acts in the best interests of shareholders

For each company that meets these criteria we calculate prices that we believe would result in a
healthy return under a margin of safety. Once these prices are set, we will wait until they are met
before making any significant purchases.

Earnings Growth and Performance
Aficionados of Warren Buffett know that he uses book value per share of Berkshire Hathaway as a
proxy for the inherent value of shares in the company. Over time, growth in book value per share BVpS
and growth in market price track each other.1 When there is a high growth in book value per share
over any given year, there tends to be a high growth in share price over the same period. It is similar

1

In technical terms, they are correlated.

Confidential: Do not photocopy or distribute without permission © Conscious Capital August 2017 Page 1

for low growth: low growth in one over any given year tends to be associated with low growth in the
other. This can be seen with the Berkshire data since the start of the Buffett era in 1965.
It is important, though, to recognise that this is not true for every year.
Consider data over the last 20 years. Over this time, the average growth in book value per share and
share price were both 12.3%. But this does not mean they match every year. Consider 1999: BVpS was
flat but the share price went down by -19.9%. This contrasts with 2014: BVpS up 8.3% while share
price was up much higher at 27.0%.
What about the Fund?
Since we are dealing with individual listed companies, instead of book value per share, it makes more
sense to focus on the growth of the average earnings per share over all companies in the Portfolio.
Hundreds of studies involving thousands of companies show that EPS and share price track each other
over time for individual companies. Since the Portfolio consists of individual companies we expect that
over time we will see a similar type of tracking between the growth in average EPS and the Portfolio
value.
This observation is one of the criteria we use
when choosing investments for the Fund: are
we confident that earnings will continue to
grow at a steady rate? We test this by
tracking changes in the average level of EPS.
This level is calculated by weighting the
companies according to their proportion
within the Fund including cash. The data is
normalised with a starting point of $10.
Everything is recalculated at the end of each two months. The results are shown on the preceding
chart where we see both consistent and strong growth. (The average annual growth of the weighted
EPS is 15.1%.) Our goal is to choose those companies with strong historical growth of earnings per
share and with a likelihood of this growth continuing in the future as it has in the past.
Stop Press: Earnings per share up for almost all the companies in the Fund
Now that the main Australian reporting season has just finished, we wanted to have a quick check on
the growth of net profits for the Australian investments. They were up for all companies except three
where, in each case, they had exceptionally high one-off results for the previous year. We will shortly
distribute more details in the bimonthly EPS report.
Dollar growth
Regarding changes in the actual dollar value of
an investment in the Fund, if you had invested
$1,000,000 in the Conscious Investor® Fund on
1 April 2014, it would have grown to
$1,352,731.10
(including
reinvested
distributions and after any success fees) by 30
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June 2017, a compound average annual return
of 10.22%.2
In contrast, the same investment in the S&P/ASX 200 index (included reinvested distributions) would
have grown to $1,197,181.23, a compound average annual return of 5.97%.
These results are summarised in the following table:
Growth of $1,000,000
Fund
Index

$1,352,731
$1,197,181

Total Return

Average Annual Return

35.27%
19.72%

10.22%
5.97%

Note: Even though we may compare the performance of our portfolio with the S&P/ASX 200
accumulation index or other indices, our focus is on a healthy absolute return over the longer term
with protection of capital. In other words, our focus is on building wealth for Fund Members over the
longer term.

Contributors to Performance
Even though performance of individual companies in the Fund is important, their proper importance
is only apparent when we know how much of each company is held by the Fund. For this reason, it is
helpful to consider the absolute contribution as measured by the dollar amount contributed to the
portfolio over the year.
On this basis, the largest contributor to the Fund’s performance over the financial year 2016-2017 in
Australian dollars was Monadelphous Group Limited which contributed +1.1% to performance. This
means that the addition of Monadelphous to the Portfolio lifted the absolute performance by +1.1%.
The next four largest contributors were CSL Limited, Apple Inc, Flight Centre Travel Group Limited and
ResMed Inc. adding +1.0%, +0.8%, +0.8% and +0.7% respectively. Conversely, the largest detractor
was Sirtex Medical Limited, which detracted -1.9%.
Since inception, the largest contributors were Domino’s Pizza Enterprises Limited, CSL and Ramsay
Health Care Limited adding 6.7%, 5.5% and 4.5%.
The main reason why Sirtex was at the bottom of the contribution list was, quite simply, we believed
too willingly statements coming from the company. For instance, on 25 October 2016, at Sirtex’s AGM,
the CEO at the time, Gilman Wong, stated that ‘we anticipate double digit dose sales growth will
continue in FY17…’, a restatement of the announcement made the day before. Two months later,
Sirtex released a Trading Update to the ASX, in which it confirmed that first half dose sales growth was
expected to drop to around 4-6%, compared to 15.7% in the prior corresponding period.
The outcome was that on 9 December 2016, share price dropped by 37% and on 16 and 19 December
it dropped a further 9%. Without the statements made by Gilman Wong, we would not have invested
so much in Sirtex.
There is now the possibility of one or more class actions regarding whether Sirtex materially misled
the market. In any case, there is a lesson to be learned: be very wary of statements made by the CEO
about the future growth of a business. Listen to their plans and strategies and judge whether they
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This performance is after success fees, data charges, transaction costs and back-office charges. It is what you
would actually see as the value of your portfolio. It does not include any taxes you may have to pay or the
monthly membership subscription.
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seem reasonable. Listen intently to their descriptions of the economic moats and risks of their
business. But take with a grain of salt their forecasts.

Building Positions in Wealth Winners
During the year we received additional funds in 31 individual deposits: mostly new Members but quite
a few top-ups from existing Members.3 We appreciate your confidence in the Fund.
When we receive extra funds, our priority is to add to our carefully-chosen existing investments. As
Buffett wrote:
I cannot understand why an investor [with the ability to evaluate companies] elects
to put money into a business that is his 20th favorite rather than simply adding
that money to his top choices - the businesses he understands best and that present
the least risk, along with the greatest profit potential. In the words of the prophet
Mae West: ‘Too much of a good thing can be wonderful.’
In the next three paragraphs we give more detail of how much of this extra cash was used to build
positions in Fund investments ResMed, Carsales.com and Berkshire Hathaway.
$0.47
$0.46
$0.45
$0.44
$0.43
$0.42
$0.41

Earnings per Share TTM

P/E Ratio at Purchase

carsales.com Ltd Over two years the Fund
35.00
P/E Ratio
EPSttm
made purchases of Carsales during 25
30.00
different weeks. During that time the
25.00
purchases increased in price from $23.61 to
20.00
$29.33. This increase was due to the increase
in earnings per share and so, from this
15.00
perspective, the purchases at the higher
10.00
prices were no more “expensive” than the
5.00
purchases at the lower prices. In fact, often
0.00
more recent prices were “cheaper”.
Technically speaking, the P/E ratios and the
estimated future return as calculated using
Conscious investor® were comparable for all
the purchases.
The columns in the preceding chart show the P/E ratios at the times of purchases and
horizonal lines show the earnings per share at these times.

$0.40

the broken

Over the two years of purchases, earnings per share grew from 41.5 cents to 46.1 cents and total
shareholder return for Carsales was 19.34% per annum.
ResMed Inc Over three years the Fund made purchases of ResMed during 14 different weeks. During
that time the purchases increased in price from $4.86 to $9.10. As for Carsales, this increase was due
to the increase in earnings per share and so, from this perspective, the purchases at the higher prices
were no more “expensive” than the purchases at the lower prices. Over the time of the purchases in
ResMed, earnings per share grew from 22.7 cents to 48.0 cents and the total shareholder return was
18.24% per annum.

3

As a reminder, we usually count an investor, their spouse or partner and their super or family trust as
one investor for the purposes of the membership fees. Sandy and I have recently made a new investment
separate from our original investment.
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Berkshire Hathaway Inc Historical tracking of purchases for Berkshire is done slightly differently.
Earnings per share is less relevant for Berkshire since they don’t include the earnings of the
investments in listed companies, just the dividends. Further, these dividends are often low or nonexistent in the US. For this reason, we follow Warren Buffett and focus on book value which is equity
per share. Buffett also reasons that book value markedly undervalues the “true” value of Berkshire
Hathaway shares since the fully-owned subsidiaries are carried at book value.
Buffett has written:
Today, the large – and growing – unrecorded gains at our “winners” make it clear
that Berkshire’s intrinsic value far exceeds its book value. That’s why we would be
delighted to repurchase our shares should they sell as low as 120% of book value.
At that level, purchases would instantly and meaningfully increase per-share
intrinsic value for Berkshire’s continuing shareholders.
This means that a price to book value of 120% acts as a type of floor to the price on Berkshire. We
have never been able to add shares at this level, but have made purchases as low as 130.8%.
Another difference between Berkshire and other companies is that we have made purchases in both
the A and B shares. For simplicity, everything has been converted to B shares.
Over the past two years, 20 groups of purchases have been made in Berkshire ranging in price from
$130.82 to $166.90. As for the previous examples, this increase was due to the increase in book value
per share and so, from this perspective, the purchases at the higher prices were no more “expensive”
than the purchases at the lower prices
Over the two years of purchases, the book value per share of Berkshire Hathaway B shares grew from
$97.46 to $118.72 and total shareholder return was 17.01% per annum.
How much cash?
Most of you will know that Warren Buffett has made comments along the lines that he likes to have
at least US$20 billion in cash. (Currently it is nearer US$100 billion.) He wants to be able to buy billiondollar companies at very short notice. Since these purchases are usually all-or-nothing, if he is not able
to come up with the required funds in a matter of days, he may lose the opportunity.
It is quite a different situation for the Conscious Investor® Fund. If we came across a quality company
selling at a desirable price, we can add virtually any amount of money depending on what we have on
hand. This applies whether we already have an investment in the company or it is a new company.
We have no ability in predicting trends of the overall market and I have never seen any evidence of
anyone having this ability. On the other hand, I have seen lots of examples of prices of companies
suddenly making sizable upward jumps in prices.
The outcome is that, all in all, we like to be as fully invested as possible provided, of course, suitable
opportunities are available. As Peter Lynch, the former manager of the giant Magellan fund in the US,
wrote: “I’m always fully invested. It’s a great feeling to be caught with your pants up.”
At the end of June we had approximately 1.8% in cash although during the year it had been over 8%
for a brief period.
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When do we sell?
We don’t like to sell preferring to follow Buffett when he wrote: We continue to think that it is usually
foolish to part with an interest in a business that is both understandable and durably wonderful.
Business interests of that kind are simply too hard to replace. (Buffett 1993)
However, from time to time a company in the portfolio no longer meets our criteria. Generally, this is
because of one of two reasons:
1. We are no longer confident management is capable, trustworthy or acts in the best interests
of shareholders.
2. We are no longer confident that earnings will continue to grow at a healthy rate.
It may happen that a company we sell continues to perform above average. Even so, if keeping it in
the portfolio meant more risk, then we don’t regret the decision. Just the same, we like to track the
performance of companies that have been completely sold from the portfolio. The average annual
return of these companies was a capital loss of -1.22% not including dividends. In other words, by
making these sales we avoided a negative contribution of -1.22% to performance.

International Tailwind Themes
It is an obvious statement that the world is changing at an incredible rate—and that the rate of change
is getting faster and faster. Think, for example, of the evolution of the mobile phone. Initially they
were like small (but expensive) bricks that could only be used for communication. Today they are an
integral part of life used for everything from communicating via voice, image or text, doing banking,
making share trades, ordering an Uber, listening to music and to watching movies.
Yet, our basic needs are much the same: having good health care, purchasing consumable and
essential goods, being freed from routine and unnecessary tasks, spending time with family and
friends, personal security and security over finances.
In the future there will be needs that we have not yet thought of. Nevertheless, over time, most likely
the investments that will be consistently successful will be those that use modern technology to solve
and fulfil our basic needs as just described.
With this mind, we have developed a number of future themes to act as guides when choosing
companies for the Fund. Each Fund purchase is tested against these themes. We call them
International Tailwind Themes.
I am going to describe these Themes and how the companies we have in the Conscious Investor® fund
will benefit from and support these themes. The Themes are:
Theme 1: Health maintenance and care
Theme 2: Automation and exploitation of routine tasks
Theme 3: Efficient sale of consumable and essential goods and services
Theme 4: Cashless society, efficient financial transactions
Theme 5: Energy production, support and services

Theme 1: Health Maintenance and care
According to Abraham Maslow’s hierarchy of needs, immediately after food, clothing and shelter
comes safety made up of personal security, financial security, health and well-being, and a safety net
against accidents or illness and their adverse impacts.
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This helps us understand why developed societies spend huge and increasing amounts of money on
health and healthcare. For instance, according to WHO figures, the average expenditure on health
(public and private) per person in the US was $9,403 in 2014 compared to $3,788 20 years ago, an
average increase of 4.9% per year. In Australia, it was $4,357 in 2014 compared to $1,641 20 years
ago, an average increase of 5.3% per year. (In both cases, the figures are adjusted for 2011
international dollars.)
Tailwinds: Ageing populations, increasing obesity, more disposable income, and more reliance by the
elderly on outside help (not families).
Investments: Approximately 22.3% of Fund
was invested in health maintenance and care
in June 2017.
CSL is an example of a company in this area.
The adjacent chart shows the growth in its
earnings per share from $1.30 to $3.80.
Since first purchase, CSL has had a total
shareholder return of 26.3% per annum.

Theme 2: Automation and exploitation of routine tasks
Growth in living standards is firmly based on increase in efficiency. Even though we have had
efficiencies from increased power of computers for many decades, the last decade has shown even
greater increases with applications in areas such as banking, mining exploration, and environmental
protection. For example, many forecasts assert that within ten years 15-20% of new cars sold will be
autonomous, an outcome of the development in this area.
Alphabet (Google) is by far the leader in the technology of autonomous vehicles using their Waymo
technology. Consider the notion of disengagement defined as how far an autonomous vehicle can
travel before a human ‘safety driver’ in the vehicle needs to take control to avoid an accident.
A recent report by the California Department of Motor Vehicles states that Waymo-equipped vehicles
have driven over 600,00 miles during 2016 with an average ‘disengagement’ rate of slightly over 5,000
miles. This is far higher than the ten other companies listed in the report that are also developing
autonomous vehicles.
Tailwinds: Massive increase in computing power, artificial intelligence,4 database management, cloud
computing

4

Defining artificial intelligence is not easy. My working definition is that AI machines have some sort of selflearning ability so that outcomes are often surprisingly more powerful or advanced than the underlying
program. A key example is AlphaGo developed by Google’s DeepMind. Earlier this year, AlphaGo played a
series of games of Go with Lee Sedol, considered to be the world’s greatest exponent of Go. Part of AlphaGo’s
training routine was to play millions of games against itself to continually learn. Some moves by AlphaGo were
so inventive they overturned hundreds of years of established wisdom. AlphaGo won four games out of five.
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Investments: Approximately 13.4% of the
Fund was invested in companies related to
automation and the exploitation of routine
tasks.
Apple Inc is an example. The adjacent chart
shows the growth in its earnings per share
from $0.60 to $8.30.
Since first purchase, Apple has had a total
shareholder return of 31.5% per annum.

Theme 3: Efficient sale of consumable and essential goods and services
We hate to wait: we want everything as quickly as possible and there are many companies that provide
this service whether it is an application for a home mortgage or the delivery of a pizza. (Consider
Domino’s Pizza. For many areas of Australia, Dominos guarantee delivery in 20 minutes for a small
extra fee. Their aim is to bring this down to 15 minutes.)
Tailwinds: The expectations of wide choices supplied quickly: online sales, hyper-efficient supply
chains, disintermediation
Investments: Approximately 18.4% of the
Fund was invested in companies providing the
efficient sale of goods and services.
Domino’s Pizza is an example of a company in
this area. The adjacent chart shows the growth
in its earnings per share from $0.18 to $1.46.
Since first purchase in the Fund, Dominos has
had a total shareholder return of 61.2% per
annum.

Theme 4: Cashless society, efficient financial transactions
How long since you used a cheque? What about travellers’ cheques? In the ten years to December
2016 the Australian Payments and Clearing Association's Milestones Report stated that cheque use
plummeted by 66%. Many people do not even carry cash and rely completely on cards or their phone
to make transactions. A quick tap of a credit or debit card is all that is needed at most retail outlets.
Mastercard and Visa are the giants in this area. It is also interesting to note that many of the other
cashless systems are owned (or partially owned) by Mastercard and Visa or piggyback off them. They
also own numerous companies associated with artificial intelligence to gather extra insights into their
transactions and assist in making even more accurate fraud decisions. Recently, Mastercard purchased
Brighterion, Inc., a software company specializing in artificial intelligence to help in these areas.
Tailwinds: Move away from cash and cheques towards smart and interconnected mobile devices;
customers demand security with global reach.
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Investments: Approximately 12.7% of the
Fund was invested in companies related to the
cashless society and more efficient financial
transactions.
Visa is an example of a company in this area.
(The Fund also holds a comparable investment
in Mastercard.) The adjacent chart shows the
growth in its earnings per share from $0.24 to
$2.69.
Since first purchase in the Fund, Visa has had a
total shareholder return of 21.0% per annum.

Theme 5: Energy production, support and services
There is a massive increase in the world demand for energy as shown in the following chart.
Despite this demand, it is not clear which
companies are going to benefit the most from
this increase. It is also not clear which forms of
energy will be the most common in the future.
The failed attempt by BHP to become a major
operator in the US shale market is a salutary
example.
There is little doubt that renewable energy is the
future direction of energy production. Again, it is
difficult to have much precision in how this will
take place.
Consider Berkshire Hathaway. Most do not
realise that 30% of its revenue comes from
energy or energy related services.
Two facts stand out regarding Berkshire’s role in this area. First, 47% of the energy supplied by
Berkshire companies to Iowa retail customers will be supplied from wind. Second, the energy is
supplied for 7.1c per KWH and this price is guaranteed to at least 2019. To give an idea how low this
is, the average across Australia is US20.5c per KWH.
Tailwinds: Huge and growing demand for energy, conventional and alternative.
Investments: Approximately 23% of Fund
investments relate to energy production,
support and services.
Berkshire Hathaway is an example of a
company held by the Fund in this area. As
shown in the adjacent chart, book value per
share for the A shares has grown from
$78,000 to $172,000.
Since first purchase in the Fund, Berkshire
Hathaway has had a total shareholder return
of 14.6% per annum.
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Capital Protection
Bottom line performance is important. But the Fund will never take actions that might improve the
bottom line but would risk capital. As warren Buffett has said on numerous occasions: the first two
rules of investing are
Rule1: Don’t lose money.
Rule 2: See Rule 1.
Over time, stock markets fluctuate so it is inevitable that there will be periods when there are negative
returns. The Capital Allocation Team looks at these periods and compares the market return with the
return of the Fund.
Looking at rolling three-month periods, the market lost money 13 times. Over 85% of those times, the
fund members lost less money or made money.
Specifically, the average loss of the index for the 13 losing three-month periods was -3.88%. Over
these same periods, the Fund gained an average of 0.08%.
Conclusion: The portfolio was successful in protecting capital during losing markets.

Investments in Private Companies
At the end of June 2017 the Fund had two small investments in private companies through Teaminvest
Private, together around 1.5% of funds under management.
The two companies are Whites Diesels and Icon
Metal. Whites Diesels has over 25 years of servicing
the buses and trucks and is a leading importer and
distributor of automotive components. It operates
through seven branches across Australia.
Icon Metal designs and installs architectural metal
and has had projects in prestige buildings and
structures across Australia in cluding the Sydney
Opera House. The image at the left of Wynyard
station in Sydney shows the steel railings and
balustrades designed, built and installed by Icon
Metal.

Conscious Investor® and the Teaminvest Methodology
The investment process used by the Capital Allocation Team for the Fund consists of four steps:
Filtering using Conscious Investor®; Applying the Teaminvest investment methodology; Calculating the
price to pay and when to sell; and a Final Checklist. Full details of these steps are contained in the
Information Memorandum. Here we just give a brief summary of the first two steps.
Conscious Investor® filters and analyses all companies listed on the ASX in three steps: Filter, Research
and Return. The main components of the filter stage zero in on companies with attributes such as
strong and stable growth in earnings and sales, high and consistent return on equity and not too much
debt. The research stage helps to limit the results to companies for which these attributes are likely
to continue. Finally, the return stage calculates what maximum price to pay to be confident about
getting the required rate of return over the long term. It uses automatic margin-of-safety calculations
based on stress testing the investment assumptions.
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The Teaminvest Methodology focuses on the following four areas. Wherever possible the Capital
Allocation Team scores the areas to increase the precision of the decision process.
•
•

•

•

How does the company make money? What is the business of the company? Who are its
customers?
Investments should be like castles with deep moats: What are unique features of the business
that separate it from its competitors? These “economic moats” are scored in terms of depth
and durability.
Risks need to be identified: All businesses face risks that could weaken the continuing success
of their operations. These risks are identified and are scored according to the likelihood of
their occurring over the next economic cycle and their potential damage if they do.
Is management honest, open and rational? As part of examining the business, evaluation is
made of the board and senior management: are there any signs that they are not acting
honestly, rationally and in the best interests of shareholders? Specific areas that are looked
at include the number and type of related party transactions and the remuneration structure
for the CEO and senior management. The Capital Allocation Team scores remuneration in
terms of clarity, alignment and quantum.

The Capital Allocation Team prepared this report for members of the Conscious Investor® Fund. It does not take
into account anyone’s personal circumstances. Remember, what happened in the past is not always what will
happen in the future.
Questions? Contact us:
Conscious Capital Limited AFSL 427 216 9/2 Kochia Lane, Lindfield NSW 2070, ph (02) 9416-1941.
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