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Income Portfolio plods along 

Nathan Bell, CFA

Despite being clobbered by the index in 2012, the model Income Portfolio has 
performed exactly as intended.

For the model Income Portfolio, 2012 was a bit like the banker who took delight in a 
$1m bonus until he found out his colleague got $2m.

On 1 January 2012, we would have been delighted to know that the Income Portfolio 
would return 10.9% for the year. But with the All Ordinaries Accumulation Index increasing 
18.8%, it doesn’t feel quite as good now.

Of course, measuring your performance over one year against an index with a 22% 
weighting to the big four banks, which themselves produced a stellar average annual total 
return (capital gains plus dividends) of 29%, is foolhardy. The portfolio’s aim is to preserve 
capital, produce a reliable stream of dividends (preferably fully franked) and outperform 
the index over a long period.

As you can see in Chart 1, you could drive a lorry between the performance of the 
Income Portfolio and the index since inception in July 2001, though we expect the gap 
to fall somewhat over time as the portfolio is managed more conservatively these days.

performance envy

So we won’t be suffering any short-term performance envy, a malady that can lead to 
excessive risk taking and permanent losses of capital.

China’s economy remains highly unbalanced and sits aloft a mountain of (potential) 
‘non-performing loans’. The US, Europe, UK, Japan and many other nations are involved 
in a currency war to stimulate exports, investment and employment by printing money, 
while avoiding reforms that could produce a long-term solution to consumer and sovereign 
debt burdens.

With valuations also increasing considerably in 2012, we’re still prepared to hold a decent 
amount of cash for future opportunities (the portfolio assumes all dividends are spent), 
avoid the resources sector and highly cyclical industries that feed off it, and maintain the 
conservative 6% combined bank weighting, split fairly evenly between Commonwealth 
Bank and Westpac. If their respective share prices fell significantly, we’d potentially top 
up their combined weighting to a maximum of 10%.

stock performance

Every stock in the portfolio produced a positive return in 2013 (see Chart 2), except 
QBE Insurance. QBE’s performance would be close to flat if you took the current price, 
which we believe undervalues the company.

Two cyclical companies were amongst the top three performers: advertising group  
STW Communications and virtual office provider Servcorp. Often it pays to have some 
higher growth companies in an income or conservative portfolio to help fight inflation, 
though these two stocks aren’t particularly suited to such a conservative portfolio.

Westfield Group produced a 42% total return, showing that the stockmarket is not 
always rational, as concerns about the impact of the internet on discretionary retailers and 
retail rents gave way to the hunt for reliable income stocks due to falling interest rates.

It’s hard to believe that Sydney Airport (then Macquarie Airports) reached a low of 
$1.68 in March 2009 given the record number of passengers passing through Sydney 

Portfolio update
TO deceMber 2012

Key pOiNTs

Total returns of 10.6% for 2012

Happy with performance, despite lagging index

Equities still a good bet 

Income Portfolio Index

Source: Capital IQ

50

100

150

200

250

300

000s

20122010200820062004Dec 2002

charT 1: iNcOMe pOrTfOliO 
perfOrMaNce vs all Ords. 
accuMulaTiON iNdeX



intelligent investor share advisor

2

Airport. It produced a 35% total return in 2012 and from here it is capable of at least 
producing high single-digit annual returns, which are also protected against inflation by 
regulated airport and landing charges.

poorer performers

Amongst the poorer performers, several were relatively recent inclusions (see Table 1  
for a full list of transactions) such as the ALE Notes 2 income securities, ASX and 
Commonwealth Bank. We regret not selling the Seven Network TELYS4 at higher prices, 
and Washington H Soul Pattison has suffered due to lower gas prices which could reduce 
demand for coal. Half of Soul Patts’ value resides in New Hope Coal.

Table 1: iNcOMe pOrTfOliO TraNsacTiONs
sTOcK  buy/sell  shares (NO.)  price ($)  value ($)  daTe

WesTfield reTail  Sell  2,343  2.51 5,881  30/01/12

perpeTual  Sell 400 24.43 9,772  24/02/12

WhK  Buy 4,000 0.84 (3,360)  3/04/12

Treasury WiNe  Sell 417 4.155 1,733  3/04/12

sparK iNf.  Sell 7,000 1.42 9,940  20/04/12

iaG  Sell 2,150 3.36 7,224  16/05/12

asX  Buy 200 29.87 (5,974)  8/06/12

ausTralaNd  Sell 3,060 2.45 7,497  29/06/12

asX  Buy 80 29.26 (2,341)  29/06/12

cOMpuTershare  Buy 780 7.38 5,753)  29/06/12

ale NOTes 2  Buy 60  100.50 (6,030)  28/06/12

beTashares usd eTf  Buy 750 9.90  (7,425)  29/06/12

MeTcash  Sell 2,500 3.25 8,125  10/7/2012

ale prOperTy  Buy 2,800  2.09 (5,852)  27/7/2012

WesTpac   Sell 120  25.74 3,089  15/10/2012

cOMM. baNK  Buy 100  57.05 5,705)  15/10/2012

challeNGer iNf.  Capital return 3,600  1.16  4,176  27/11/2012

We also sold Insurance Australia Group too early, as it recently sold its lousy UK 
divisions and has been pushing though premium increases and raising its dividend (although 
selling is a fine art, see Sold out early? The one that got away). It’s currently on the cusp 
of a downgrade.

The portfolio collected $8,033 in dividends, which is down significantly from the peak 
of the boom when dividends were unsustainably high (see Chart 3), and 16% of the 
portfolio is currently held in cash for future opportunities (the figure increases to 20% 
if you include the US dollar ETF). In 2013 we’ll begin earning interest on these amounts 
calculated monthly, conservatively using the official cash rate rather than much higher 
term deposit rates.

What now?

Many investors that have held firm since the global financial crisis are wondering if they 
should be cashing in their gains. In response, Steven Johnson, Chief Investment Officer of 
the Intelligent Investor Value Fund emphatically says Don’t sell your stocks just yet.

We agree that stocks are still a good bet given the dearth of favourable investment 
alternatives, but we would say that wouldn’t we? We’d be satisfied with a high single-digit 
return from the Income Portfolio in the current environment, particularly given the portfolio’s 
defensive settings, such as the large cash weighting. As always, individual stock valuations 
will guide our decisions.

Just in case you’re missing the days of regular double-digit returns, François Sicart of 
Tocqueville Asset Management offers solace in Short-term Gratification and Long-term 
Return: ‘In my observation,’ says Sicart, ‘more capital is lost or wasted as a result of poor 
life choices than because of inadequate investment performance.’

Disclosure: Staff own many of the stocks discussed, for a full list please refer to the Staff portfolio on the 
website.  First published online 30 Jan 2013.

Source: Capital IQ
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http://shares.intelligentinvestor.com.au/portfolios/staff/
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Growth Portfolio nudges  
out index 

Nathan Bell, CFA

The Growth Portfolio’s 19.4% annual return included virtuoso performances from 
several dogs of 2011. As Nathan Bell explains, buying cheap means buying unloved.

‘Face up to two unpleasant facts’, councils Warren Buffett; ‘the future is never clear, 
and you pay a very high price in the stock market for a cheery consensus. Uncertainty is 
the friend of the buyer of long-term values.’

On 30 December 2011, Macquarie Group’s share price closed at $23.79. Shareholders 
were complaining about the low return on equity of 5.7% and egregious staff bonuses. 
Profits from the company’s three market-facing businesses were barely significant. In 2008 
they had been $4bn but four years later they had fallen to practically zero.

And yet on 5 Aug 11, we upgraded Macquarie to our strongest possible recommendation 
(Strong Buy—$22.97) and recommended it many times thereafter.

By 30 Dec 2012 Macquarie’s share price was $35.49, up 49% on the year, netting the 
model Growth Portfolio a total return (capital gains plus dividends) of 56%. It was the 
Growth Portfolio’s second best performer (see Chart 1), yet the business is still limping 
along. All that’s changed are investors’ perceptions of it, and their expectations that in a 
new bull market, Macquarie is set to fly.

performance

Perhaps. But the value on offer just over a year ago illustrates the point of this portfolio—a 
collection of our best ideas.

In 2012 the portfolio produced a total return of 19.4%, edging out the 18.8% return 
of the All Ordinaries Accumulation Index. Since inception, the returns are 8.7% and 7.3% 
respectively (see Chart 1).

Only five stocks produced an annual return below 5%, but aside from QBE Insurance 
they were small positions and didn’t have much impact on the portfolio’s performance. 
QBE would be almost flat if you took the current share price, up 7% so far this year, but 
it’s still a long way from our initial purchase price.

Of the major winners (see Chart 2), CSL has exceeded all expectations, recently 
announcing that it expects to report a 20% increase in earnings in 2013. If CSL can keep 
producing innovative products, discover new uses for existing products and expand its 
markets, this company could grow much larger than it is today.

The turnaround at Aristocrat Leisure is gaining traction too, producing a 47% total 
return. We’ve also underestimated ARB Corporation, which is now a four-bagger since 
the low of $2.61 reached on 9 March 2009. Both companies will need to produce strong 
earnings growth to justify their current share prices, however.

Westfield Group, Servcorp and Sydney Airport were discussed in the review of the 
model Income Portfolio whilst News Corp has continued to rise after the phone hacking 
scandal, which quickly became ancient news, at least for investors.

At the beginning of the year we had an excellent portfolio of cheap companies, which 
is why the full list of changes to it shown in Table 1 shows few major adjustments.

We sold Metcash for a tolerable loss after the company announced several acquisitions 
designed to counter the discounting war between Coles and Woolies that was attracting 
shoppers from Metcash’s IGA. These moves may produce satisfactory shareholder returns 
but shareholders were also unnecessarily punished by the delay in regulatory approval of 
the Franklins deal.

Given the rapid appreciation of most large positions in the portfolio, the stocks within it 
are clearly not as cheap as they once were (see Chart 3). That’s why our expectations from 
here are much lower. If earnings growth fails to materialise for companies like Macquarie 
Group, then recent capital gains could be fleeting.

On the other hand, if the global economy improves then valuations aren’t at all excessive 
and the returns from stocks should beat alternative investments. If there is another economic 
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shock, the businesses in this collection of stocks will survive, making money for years to 
come and paying dividends and buying back shares.

We also have 18.9% of the portfolio in cash, ready for opportunities. From 2013, the 
cash will receive interest paid monthly at the official prevailing cash rate, significantly lower 
than term deposit rates.

While headlines in 2012 were mostly nasty, making money simply involved holding 
on. Our best protection against poor returns was extremely low share prices and a  
cheap portfolio.

Unfortunately, that’s no longer the case. If valuations exceed reasonable expectations, 
then we must be prepared to sell and hold cash if we’re unable to find attractive opportunities 
(as recently discussed in Sold out early? On the one that got away). As US investor  
Bill Nygren says, ‘what’s the point of being a value investor if you don’t sell when a company 
reaches your valuation? ’

Nevertheless, last year was a good one for the portfolio. It remains stocked with 
reasonably priced (but not cheap), high quality businesses. But if stock prices continue to 
rise, you’ll see the cash portion of the Growth Portfolio increase.

Disclosure: Staff own many of the stocks discussed, for a ful l list please refer to the Staff portfolio on the 

website.  First published online 5 Feb 2013.
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Strong Buy 4.7% 0%
Buy 8.7% 0%
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