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grow at an average of 25.2% a year compared to 14.8% for
the benchmark index. Outperformance of 10 percentage
points a year quickly adds up over a few years, but it would
be unrealistic to expect a conservatively managed portfolio
to continue such a run—we’d happily settle for one or
two percentage points per year.

The Growth portfolio’s return since inception has now
slipped slightly behind that of the benchmark. It’s not a
situation we expect to continue indefinitely. We’re confident
that the 10 stocks in the portfolio are safer and more certain
growers than the average and will serve us well, even in
less buoyant times. We’re also happy to accept the costs of
holding a significant chunk of the portfolio in cash, for the
firepower it offers if and when a few more bargains appear.

At the moment, we’re struggling to find much value in
the Australian stockmarket. Indeed we’re concerned that
investors might not be weighing up the risks correctly in
certain areas. We wouldn’t be at all surprised if people
looked back on recent events, such as the takeover of
Qantas and IAG’s UK acquisition, as the apocryphal bell
ringing at the top of the market. Today, the typical investor
seems most fearful of missing out, and that’s a worrying
sign. For our part, we’re less worried about missing out
and more concerned with preserving what we’ve got, and
those instincts for preservation are playing heavily on our
minds at the moment.

As always, the best protection against financial
catastrophe is to buy great stocks when they are cheap, and
keep your wallet shut when they are not. We’ll do our best
to help you do just that. But, if the painful times do hit, it’s
worth keeping in mind that truly great stockmarket wealth
is created in bear markets, when many great stocks are
cheap, rather than bull markets when nothing is cheap.
Those who are prepared should therefore greet bear
markets with optimism. We have our fingers crossed for
a worthwhile downturn, and suggest you do the same.

Albert Einstein had a knack for explaining his complex
findings in simple analogies accessible to the rest of us
earthlings. On the theory of relativity, he offered this pearl:
‘When you are courting a nice girl an hour seems like a
second. When you sit on a hot coal a second seems like
an hour. That’s relativity.’

Accordingly, the six months that have passed since we
last published a portfolio update should have been quite
arduous for your analytical team. While the six month
returns of 8.9% for the Growth portfolio and 13.8% for the
Income portfolio look pretty good in isolation, both were
eclipsed by the return from the benchmark All Ordinaries
Accumulation Index, which managed a whopping 14.5%
return since 30 June. Helped along by a wave of takeovers
and a resources boom, the index has set a brisk pace.

The Growth portfolio, in particular, has disappointed,
with decent returns from most of its stocks offset by losses,
hopefully temporarily, on Roc Oil, and permanently on
Betcorp. Another large factor in that portfolio’s

underperformance was its 29% cash holding, which we
conservatively assume is sitting under the mattress earning
no interest. In a strongly rising market, such a large cash
hoard presents a heavy anchor. But anchors can be very
useful at times, and that cash is likely to prove a great
asset at some stage. As the old saying goes, when it doesn’t
rain I have no need to fix the hole in my roof and when it
rains I can’t go outside to fix it.

Looking at the longer-term results, we remain content,
particularly with the Income portfolio. It has managed to
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AS AT 31 DECEMBER 2006

HORSE SENSE—‘It is one thing for a value investor to know that in the absence of opportunity you should hold cash, quite
another to actually do it … Doing nothing is doing something, we have argued again and again; doing nothing means
prospecting for potential investments and rejecting those that fail to meet one’s criteria. But emotionally, doing nothing
seems exactly like doing nothing; it feels uncomfortable, unproductive, unimaginative, uninspired and, probably for a while,
underperforming … Also, believing that better opportunities will arise in the future than exist today doesn’t ensure that they
will. Standing apart from the fully invested crowd for significant periods of time can be a gruelling, humbling and even
demoralizing experience.’—Seth Klarman, president of fund manager Baupost Group, speaking to US investment
publication Outstanding Investors’ Digest (wwwwww..ooiidd..ccoomm)

Overall portfolio performance as at 31 Dec 06

DATE OF ANNUAL % CHANGE SINCE % CHANGE SINCE
INCEPTION INCEPTION [ALL ORDS] 31/12/2005 [ALL ORDS]

Growth Aug 01 14.5 [14.7] 8.9 [14.5]

Income Jul 01 25.2 [14.8] 13.8 [14.5]
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Growth portfolio profits but underperforms
law change in America. Our investment of $2,500 in the
stock was eventually sold for just $274—a loss of 89%. Roc
Oil is also down significantly over the period, 27% in raw
terms and 24% after adjusting for the free Roc Oil rights
(which we sold as the stock already represents a large
position for the portfolio). Most of this fall can be attributed
to the fall in crude oil prices, which are down more than
20% over the period. But we remain as excited as ever
about our investment in this company. The other factor,
which we discussed in the introduction, was the large
cash weighting of 29%. We look forward to putting this
money to good use, as and when opportunities arise.

The underperformance over the past six months means
that the return from the Growth portfolio since inception,
at 14.5%, is slightly behind that of the All Ordinaries
Accumulation Index. That’s obviously not a great result, but
equally it’s not something that concerns us. Quality stocks
tend to outperform in more difficult markets, and the past
few years have been anything but difficult. The portfolio

A couple of larger losses undid good returns from
most of our growth stock investments.

Glancing at the list of stocks below—and with the
obvious exception of Croesus Mining which lies mortally
wounded in administration—we are very happy with the
positioning of this ‘portfolio of best ideas’. Over the years
we’ve been given the opportunity to buy quite a few
excellent stocks at attractive prices. And we intend to hold
onto investments the calibre of ARB Corporation,
Cochlear, Infomedia, Macquarie Bank, Roc Oil and
Westfield Group for many years to come.

While time is on your side when you invest in such
businesses, it doesn’t mean that outperformance is assured
every six months. Between 30 June and 31 December 2006,
the Growth portfolio underperformed its benchmark index,
growing just 8.9% compared to 14.5% for the All Ordinaries
Accumulation Index. A few stocks in the portfolio, including
Infomedia, up 22%, Westfield Group, up 21%, and Flight
Centre, up 70%, have performed very well, even before the
inclusion of dividends. And others, such as ARB Corp., up
16%, Macquarie Bank, up 14%, and STW Communications,
up 16%, have performed admirably.

But these performances were partially offset by several
factors. Firstly, we lost money on our speculative punt on
Betcorp, which suffered after an adverse internet gambling

Growth Portfolio—Returns

SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 107.5% 14.5% 8.9%

All Ords Accum. 109.7% 14.7% 14.5%

Growth Portfolio current status

COMPANY NAME (ASX CODE) PURCHASE PRICE ($) PRICE ($) AT 31/12/06 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

ARB Corporation (ARP) 3.05 3.66 Long Term Buy—210 ($3.70) 3,000 10,980.00

Cochlear (COH) 19.04 58 Hold—206 ($48.50) 420 24,360.00

Croesus (CRS) 0.374 N/A No view—210 14,300 0.00

Futuris (FCL) 1.49 1.97 Hold—212 ($1.71) 4,000 7,880.00

Flight Centre (FLT) 12.21 16.86 Hold—214 ($16.73) 1,050 17,703.00

Graincorp (GNC) 7.41 9.20 Hold—214 ($8.90) 1,000 9,200.00

Infomedia (IFM) 0.58 0.76 Buy—214 ($0.86) 18,400 13,984.00

Macquarie Bank (MBL) 30.76 78.93 Hold—214 ($71.81) 250 19,732.50

ROC Oil (ROC) 1.36 3.08 Buy—212 ($3.22) 6,080 18,726.40

STW Communications (SGN) 2.91 3.27 Long Term Buy—213 ($3.22) 3,685 12,049.95

Westfield Group (WDC) 12.60 20.99 Long Term Buy—213 ($19.40) 640 13,433.60

Cash (Dividends) 59,412.76

Total 207,462.21

STOCK FOCUS—Infomedia (IFM)

This automotive software group provided just the sort of opportunity growth investors should be craving—a cheap growth
business going through a temporary hiccup. It’s been a little over two years since we first recommended the stock, although
sometimes it’s felt like longer. The loss of the exclusive Ford Europe contract has been offset by other customers, and
underlying growth is now starting to shine through.

The company has also been experiencing growth in its new product, Superservice Menus. Although coming off a small
base, another year of 100%-plus growth is likely for this product in 2007, and it will soon be making a very decent contribution
to the company’s growth. The rise of the Aussie dollar is currently hurting profits, but if the company continues to grow at a
decent clip we’ll do OK over the long term. We’ve bought this stock at very attractive prices, and have collected good dividends
and special dividends along the way, which explains why it also sits in our Income Portfolio. Unless the price shoots up very
dramatically, we expect to hold this stock for many years to come. The share price has fallen 12% since issue 214/Dec 06
(BUY—$0.86), and Infomedia remains one of our favourite BBUUYY recommendations.
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If a regular dividend cheque is what gets your heart
racing, this portfolio might be for you.

As we’ve explained before, the main goal of the Income
portfolio is to achieve an attractive stream of dividends from
a low-risk portfolio of investments. This is not about capital
gains, so the fact that the portfolio slightly underperformed
the All Ordinaries Accumulation Index over the past six

months—13.8% versus 14.5% for the index—isn’t cause for
concern. One thing we can all but guarantee is that neither
the Income portfolio nor the index is going to average a
14% half-yearly return for long.

Over the longer term—the 5 1/2 years since the
portfolio’s inception—the Income portfolio has outperformed
the benchmark by a whopping 10 percentage points a year:
25.5% compared to 14.8% for the index. That, we assure you,
is an aberration caused by luck. Safe and high-yielding
stocks just won’t continue to beat the market by that sort of
margin; indeed you might expect them to underperform
slightly as a quid pro quo for their lower risk. We’ll aim to eke
out a slight advantage over the index over many years, but
the priority will remain safety and income, not index chasing.

During the half, we sold our Colorado shares in a private
equity takeover. We also sold our stake in Sydney
Attractions as we’ve completely lost faith in its management,
which has managed to turn a wonderful and simple
monopoly into a debt-laden security that pays pathetic
dividends. It’s infuriating to see shareholders’ interests so
completely overshadowed by management’s self-interest.
So we’re out. Also, we sold roughly half our holding in HPAL,
in line with our advice in issue 210/Oct 06 (HOLD—$1.68) to
limit exposure to this company to 3% or 4% of your portfolio.

We also abolished the rule that the portfolio can only
invest in payers of fully franked dividends, enabling us to
load up on one of our favourite income stocks, Westfield

Group. And we also bought the 3,000 share guaranteed
allotment of Telstra Instalment Receipts. That makes Telstra
the biggest investment in the portfolio, a situation we’re
comfortable with.

Some of the better performers over the half were
Commonwealth Bank, up 12%, Flight Centre, up 70%,
GWA International, up 20%, Infomedia, up 25%, MMC
Contrarian, up 16%, Ten Network, up 23% and Wilson
Investment Fund, up 14%. The biggest losers were Great
Southern Plantations, down 16%—we overlooked selling
this one when we downgraded it recently, and it will be
sold from the portfolio soon—and Santos, down 19% on
falling oil prices and several operational problems.

The portfolio earned $7,492 in dividends over the half,
including a $910 special dividend from Infomedia. The
ordinary dividends of $6,582 provided a half-yearly yield on
invested capital of 2.6%.

We’re very happy with how the portfolio is placed. Since
we assume that all dividends
are spent, the portfolio is only

Income portfolio collects the cash

[ CONTINUED ON PAGE 4 ]

is well positioned to weather any storms, and we expect
it to outperform the index over the years.

Over the past six months, we have sold our positions
in Betcorp and Fantastic Holdings, and were forced to
sell our Burns Philp holding in Graeme Hart’s successful
takeover. We also sold our Roc Oil rights as explained
above. We picked up some shares in GrainCorp at a
drought-induced bargain price. Early in 2007 we expect to
be reluctant sellers of our stake in Flight Centre, with the
bid to take the company private likely to be successful. So
the cash pile may well get bigger before it gets smaller.

We probably made a couple of errors of omission by
not buying Corporate Express and Treasury Group
when we recommended them at lower prices. But both
still attract our Long Term Buy recommendation and so
remain high on our list of candidates for inclusion. We’ll
let you know if we decide to pull the trigger.

STOCK FOCUS—Westfield Group (WDC)

If your idea of intelligent investing is buying stocks in
superb businesses and leaving them in the bottom
drawer, retail property juggernaut Westfield should be
high on your list of targets. We’ve owned it for years in
our Growth portfolio, and recently added it to the Income
portfolio. Under Lowy family management, the business
has a superb record of converting development
opportunities into shareholder wealth. And the
development pipeline today looks very impressive. We’ve
said it all before, so check out past reviews for a better
understanding of this wonderful business. The stock is
up 8% since issue 213/Nov 06 (LONG TERM BUY—$19.40)
but our recommendation remains LLOONNGG TTEERRMM BBUUYY.

Growth Portfolio—Transactions

STOCK BUY/SELL NO. OF SHARES PRICE VALUE ($)

GrainCorp (GNC) Buy 1,000 7.41 7,410

Fantastic Holdings (FAN)Sell 1,100 2.85 3,135

Fantastic Holdings (FAN)Sell 1,100 3.58 3,938

Betcorp (BCL) Sell 820 0.335 275

Burns Philp (BPC) Sell 8,000 1.10 8,800

Roc Oil rights (ROCR) Sell 2,280 0.33 752

Net Sales 9,490

For those interested in starting a portfolio today, five
of the stocks in this portfolio currently attract a positive
recommendation and they’d make a good starting point.
You might also like to read our special report, Building &
managing your portfolio, which is available on our website.

Income Portfolio—Returns

SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 205.7% 25.2% 13.8%

All Ords Accum. 112.5% 14.8% 14.5%
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sitting on $16,284 of investable cash—although that will rise
to roughly $35,000 assuming the Flight Centre takeover is
successful and we sell our Great Southern shares. The aim
of the portfolio is to be fully invested, so hopefully we’ll find
some worthwhile opportunities over the next six months.
Unfortunately, there are not a lot of decent income
opportunities at this very moment, reflected by the fact that
only four of the stocks in the portfolio currently attract a
positive recommendation. But, if history is any guide, further
opportunities will pop up soon enough.

Income portfolio collects the cash [ CONTINUED FROM PAGE 3 ]  

Income Portfolio—Transactions

STOCK BUY/SELL SHARES PRICE VALUE ($)

Telstra Instalments (TLSCA) Buy 3,000 2.00 6,000

Westfield Group (WDC) Buy 1,000 19.40 19,400

HPAL (HPX) Sell 3,000 1.68 5,040

Sydney Attractions (SAQ) Sell 1,177 5.75 6,767.75

Colorado (CDO) Sell 1,500 4.18 6,270

Net Purchases 7,322

Important information about The Intelligent Investor.
WARNING This publication is general information
only, which means it does not take into account your
investment objectives, financial situation or needs.
You should therefore consider whether a particular
recommendation is appropriate for your needs before
acting on it, seeking advice from a financial adviser or
stockbroker if necessary.
The Intelligent Investor and associated websites are
published by The Intelligent Investor Publishing Pty Ltd
(Australian Financial Services Licence number 282288).

DISCLAIMER This publication has been prepared
from a wide variety of sources, which The Intelligent
Investor Publishing Pty Ltd, to the best of its
knowledge and belief, considers accurate. You should
make your own enquiries about the investments and
we strongly suggest you seek advice before acting
upon any recommendation.
COPYRIGHT The Intelligent Investor Publishing Pty Ltd
2007. No part of this publication, or its content, may
be reproduced in any form without our prior written
consent. This publication is for subscribers only.

DISCLOSURE In-house staff at The Intelligent Investor
Publishing Pty Ltd currently hold shares in: AAU, AEA,
AHC, AMO, ANZ, ARA, ARP, CBA, CEY, CHF, COH, COS,
CRS, CXP, DBS, DEX, DOW, FLT, GLB, GNC, GTP, HVN,
IAS, IFL, IFM, IVC, JBH, JST, KRS, LIP, LMC, LWB,
MBL, MLB, MMA, MRC, MRL, NABHA, OEQ, ORL, PBA,
QMT, ROC, SFC, SGB, SGN, SOF, SPT, STO, TGR, TLS,
TLSCA, TRS and WDC. This is not a recommendation.

Thanks to IRESS for the price information. Prices
correct as at 31/12/06.

Income Portfolio current status

COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 31/12/06 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

ANZ Bank (ANZ) $16.28 28.21 Hold—212 ($29.80) 406 11,453.26

Comm Bank (CBA) $27.39 49.48 Hold—206 ($44.55) 205 10,143.40

Flight Centre (FLT) $13.05 16.86 Hold—214 ($16.73) 770 12,982.20

Great Southern Plantations (GTP) $0.66 2.82 Sell—214 ($2.97) 2,000 5,640.00

GTP Trees2 (GTPGA) $100.00 101.75 Hold for Yield—214 ($103.00) 98 9,971.50

GWA International (GWT) $3.19 3.78 Hold—212 ($3.52) 2000 7,560.00

HPAL (HPX) $1.75 1.875 Hold—211 ($1.95) 3,500 6,562.50

Infomedia (IFM) $0.58 0.76 Buy—214 ($0.86) 26,000 19,760.00

MMC Contrarian (MMA) $0.95 1.04 Hold—214 ($1.045) 21,250 22,100.00

Mortgage Choice (MOC) $1.00 2.67 Take Part Profits—197 ($2.48) 5,000 13,350.00

Santos (STO) $5.98 9.87 Hold—210 ($10.75) 1,500 14,805.00

Ten (TEN) $3.34 3.29 Hold—211 $3.42) 4,430 14,574.70

Telstra (TLS) $4.34 4.14 Long Term Buy—213 ($3.64) 5,300 21,942.00

Telstra Instalment Receipts (TLSCA) $2.00 2.69 Long Term Buy (same as TLS) 3,000 8,070.00

Westpac Banking Corp (WBC) $13.49 24.24 Hold—212 ($24.36) 741 17,961.84

Westfield Group $19.40 20.99 Long Term Buy—213 ($19.40) 1,000 20,990.00

Wilson Inv. Fund (WIL) $0.932 1.08 Long Term Buy—206 ($0.98) 19,689 21,264.12

Cash (Dividends) $50,305.52

Cash (Investments) $16,283.99 

Total $305,720.03 

STOCK FOCUS—Telstra (TLS)

According to US investor Arnold Van Den Berg, when investors feel apathy or disgust towards a stock, a bargain is likely on offer.
But it’s even better when they feel anger. Telstra generates anger from many investors, especially those who bought in the 1999 T2
float, and also from customers. That mood has found it’s way into the stock price in recent years, which is why we loaded up on the
recent T3 float. Telstra is not without its problems, but the valuation on offer is attractive, as is the yield. The stock is up 14% since
issue 213/Nov 06 (LONG TERM BUY—$3.64) and our recommendation remains LLOONNGG  TTEERRMM  BBUUYY.


