
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
2005. 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 Employees and/or associates of The
Intelligent Investor Publishing Pty Ltd currently hold
shares in: AAC, ADZ, AEA, AFI, AGL, AHC, ANZ, ARG,
ARP, BHP, CBA, CEY, CHF, COH, CRS, CSL, DTL, EQI,
FCL, FGL, GTP, HGI, HVN, IAS, IFM, JBH, KRS, LLC,
MAP, MBL, MMA, MRC, MRL, ORL, QBE, ROC, RUP,
SFC, SGN, STO, SUN, TBC, TPX and WES.
This is not a recommendation.

Thanks to IRESS for the charts and price information.
Prices correct as at 30/06/05.

The Intelligent Investor is published 24 times a year. To subscribe or find out more, please call 1800 620 414.

Three down, two to focus on
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and we’ll start reporting a yield on the portfolio, both in
future reports and on the website.

But the big change is that we’re abolishing the Starter,
Ethical and Defensive portfolios. We’ve decided that if a
stock is cheap enough, it deserves a spot in a beginner’s
portfolio as much as any. And if it’s not cheap enough, we
shouldn’t be buying it in the first place. As for whether an
investment is ethical or not; we spent so many hours
arguing about it in the office we’ve decided to leave that
decision up to you.

Now it’s time to cue your scepticism; we’re abolishing
our two worst performing portfolios. The Starter portfolio
has been our most disappointing effort, soundly beaten
by the benchmark since inception in 2001. We made
mistakes by overpaying for good and not-so-good
businesses, which is why the benchmark beat the portfolio
by 4% per annum.

The Defensive portfolio also underperformed, although
to a less embarrassing degree. It lagged the index by 1.4%
per year but this ‘stormy weather’ portfolio was bound to
underperform in the raging bull market of the past few
years. The tough times this portfolio was designed for
haven’t yet occurred and, against that backdrop, we’re not
terribly concerned by this portfolio’s performance.

We promise you the poor performance is not the reason
we’re getting rid of them. In fact, we’ve also abolished our
best performing portfolio. The Ethical portfolio has
smashed the benchmark index by more than 17% per
annum. It’s been our star portfolio and hopefully goes
some way to allaying criticisms of cherry picking.

We apologise if we’re leaving anyone in the lurch with
these changes. They are aimed at making things simpler
and us more accountable. For those who follow the three
departing portfolios closely, we’ll be continuing to cover
every stock in them. So there’s no risk you’ll be left
holding a stock on which we’ve turned negative.

Now, without further ado, let’s take a closer look at
each model portfolio.

There’s a sly trick that some investment banks use to
boost funds under management, and thereby fee income.
The banks set up numerous small managed funds, each
with a different focus, and ‘seed’ them with a small amount
of capital—either their own or someone else’s. The benefit
of many small bets is that, while many are destined for
mediocrity or worse, a few will pay off handsomely over
the years that follow. Then, with an impressive ‘track
record’, these funds go to the public and raise vast amounts
of money. The use of such incubator funds is a handy
way for fund managers to look more prescient than a fair
appraisal of the facts would suggest.

It pays to beware of this engineered financial Darwinism.
So we trust you’ll pass a critical eye over our plans 
to revamp The Intelligent Investor’s model portfolios.

Our aim is to make the model portfolios simpler and
us more accountable. We’ll have only two portfolios, The
Growth portfolio, where we’ll place our best ideas, and
the Income portfolio for those seeking steady income to
live off.

Keeping it simple
When selecting investments for the Growth portfolio

we won’t be giving any consideration as to whether it is a
stock for beginners, a defensive stock or an ethical
investment. Our sole consideration will be ‘is it cheap?’.
That way, we’re putting our hypothetical money where
our mouth is and you will have something concrete to
judge us on at the end of every year. Incidentally, we’re
currently hard pressed finding enough opportunities for
one portfolio, let alone five.

So far the Growth portfolio has tracked the index closely,
but we’ll be disappointed if that remains the case. Our
aim is to perform much better than the average investor,
otherwise we’re not staying true to our name.

Since its inception the Income portfolio has trounced
the index by an average of 13%. We don’t expect that to
continue but we’ll continue to look for high yielding stocks
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Growth portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/05 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

ARB Corp (ARP) 3.05 3.05 Long Term Buy—175 ($3.19) 3,000 9,150.00

Cochlear (COH) 19.04 39.20 Hold—178 ($38.80) 420 16,464.00

Fantastic Holdings (FAN) $3.57 $3.57 Hold—174 ($4.00) 2,000 7,140.00

Futuris (FCL) 1.49 1.82 Long Term Buy—177 ($1.79) 8,045 14,641.90

Flight Centre (FLT) 15.92 14.00 Buy—177 ($14.50) 450 6,300.00

Infomedia (IFM) 0.58 0.49 Buy—174 ($0.52) 18,400 9,016.00

Leighton (LEI) 7.83 11.50 Hold—175 ($9.75) 894 10,281.00

Macquarie Bank (MBL) 30.76 59.75 Hold—178 ($57.61) 473 28,261.75

Miller's Retail (MRL) 1.79 0.75 Hold—177 ($0.79) 10,100 7,575.00

ROC Oil (ROC) 1.36 1.93 Long Term Buy—176 ($1.66) 6,080 11,734.40

STW Communications (SGN) 2.91 2.80 Long Term Buy—177 ($2.88) 3,685 10,318.00

Westfield Group (WDC) 12.60 17.74 Long Term Buy—178 ($17.67) 640 11,353.60

Cash (Dividends) 5,425.19

Total 147,660.84
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Growth portfolio holds its own
the remainder of our holding in Suncorp-Metway, selling
250 shares at $20.11 each.

As for the proceeds, we’re adding 3,000 ARB
Corporation (ARP) shares at $3.05 each. This impressive
little Melbourne-based manufacturer of four wheel drive
accessories is just the sort of stock that’s perfect for
growth investors—refer to issue 170/Mar 05 (LONG TERM
BUY—$3.78) for a more detailed explanation. And we’re

also slotting in 2,000 shares of Sydney-based furniture
manufacturer and retailer Fantastic Holdings at $3.57 a
piece. We’ve been waiting for another buying opportunity
in this well-managed company for some time and the
current bout of pessimism surrounding retail stocks has
provided it. Our full review in issue 179/Jul 05 explains
further. Those two purchases will leave a cash balance
of $5,425.19.

Over the past six months, the portfolio has grown
4.9% versus 5.7% for the benchmark index while, over
four years, the respective returns are roughly equal at
10.5% per annum. While our investment in Miller’s
Retail has hurt the portfolio, bringing results back
down to average, the portfolio is full of stocks that we
believe will outperform over the years. With a renewed
focus we expect this group to perform well.

The Growth portfolio has continued to perform in line
with the benchmark index. We’re disappointed with
that performance and expect things to improve.

The main aim of the Growth portfolio pretty much
speaks for itself: buy, at reasonable prices, great stocks
that are likely to experience above-average earnings
growth and—for the most part—simply hold on to them.
Over the past four years, that strategy has produced an
average annual return of 10.5%, almost identical to the All
Ordinaries Accumulation Index. While that’s disappointing,
we do expect our style of investing to outperform the
index in tougher markets.

The biggest gains over the years have come from stocks
like Cochlear, Macquarie Bank and Westfield Group,
companies that have experienced strong earnings
growth. One stock that doesn’t really fit our criteria any
more is Foster’s Group; although it has provided decent
dividends, capital gains have been scarce. And, with its

push into wine through the acquisition of Southcorp,
we think future capital gains will be lacklustre. So, despite
our Hold recommendation, we’re taking this opportunity
to sell the portfolio’s 1,270 Foster’s shares at $5.32.

Along similar thought lines, we’re selling our 235
National Australia Bank shares at $30.76. We don’t
really take issue with those who consider big bank
stocks a core holding, but we think our money can work
harder elsewhere, so out they go. We’re also clearing out

Growth portfolio—Returns
SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 47.7% 10.5% 4.9%

All Ords Accum. Index 47.5% 10.5% 5.7%

Growth portfolio—Transactions
STOCK BUY/SELL NO. OF SHARES PRICE VALUE

Foster's Group Sell 1,270 $5.32 $6,756.40

Nat. Aust Bank Sell 235 $30.76 $7,228.60

Suncorp Metway Sell 250 $20.11 $5,027.50

ARB Corporation Buy 3,000 $3.05 $9,150.00

Fantastic Furniture Buy 2,000 $3.57 $7,140.00

SHOPTALK All Ordinaries Accumulation Index—A proxy
for the return produced by the overall market which
assumes dividends are reinvested. If you include dividends
in your own return calculations, as we do, then this is the
best index for comparison.
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Income portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/05 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

ANZ Bank (ANZ) 16.28 21.75 Hold—175 ($21.61) 406 8,830.50

Comm Bank (CBA) 27.39 37.95 Hold for Yield—178 ($37.73) 205 7,779.75

CBA PERLS (CBAPA) 203.85 204.10 Buy for Yield—178 ($203.75) 100 20,410.00

Flight Centre (FLT) 13.05 14.00 Buy—177 ($14.50) 770 10,780.00

Great Southern Plantations (GTP) 0.66 4.21 Hold—178 ($4.21) 2,000 8,420.00

Great South. Plant. Trees2 (GTPGA) 100.00 115.00 Hold for Yield—170 ($120.00) 98 11,270.00

HPAL (HPX) 1.75 1.695 Long Term Buy—176 ($1.68) 6,500 11,017.50

Infomedia (IFM) 0.58 0.49 Buy—174 ($0.52) 26,000 12,740.00

Leighton (LEI) 8.18 11.50 Hold—175 ($9.75) 1,710 19,665.00

Mortgage Choice (MOC) 1.00 1.17 Long Term Buy—178 ($1.17) 10,000 11,700.00

Miller's Retail (MRL) 1.57 0.75 Hold—177 ($0.79) 11,515 8,636.25

Sydney Aquarium (SAQ) 3.40 5.55 Take Part Profits—178 ($5.64) 1,177 6,532.35

Santos (STO) 5.98 11.32 Hold—177 ($10.58) 2,008 22,730.56

Telstra (TLS) 4.60 5.06 Hold—178 ($5.06) 3,040 15,382.40

Westpac Banking Corp (WBC) 13.49 19.95 Hold—175 ($19.12) 741 14,782.95

Cash (dividends + dry powder of $9,780) 39,666.20

Total 230,343.46

Designed for income-focused investors, safety and
income are what really matter for this portfolio.

Safety of capital and a steady, rewarding income stream
are the main aims of this portfolio. Fortuitously, we’ve also
made significant capital gains over the past four years, with
the portfolio producing a total return of 130% versus 49%
for the All Ordinaries Accumulation Index. Income investors
can rest assured, however, that success won’t go to our
heads—capital preservation and steady income remain

the bedrock of this portfolio. So here’s the regular refrain—
don’t expect past returns to be repeated. In the six months
to 30 June 2005, the best performers have been
Commonwealth Bank, up 20%, and Santos, up 29% due to
a booming oil price and exploration success. The biggest
losers include Infomedia, down 32% on Ford Europe
concerns, Leighton, down 8% and Miller’s Retail, down
30%. All up, the portfolio grew 4.4% versus 5.7% for the All
Ordinaries Accumulation Index.

Over the more statistically significant period of four years
since inception, the portfolio has averaged 23.4% per annum
versus 10.6% for the benchmark index. The biggest winners
over that time were Great Southern Plantations, in which
we now own a significantly reduced stake, and UNiTAB,
since sold. And it almost goes without saying that the biggest
disappointment has been Miller’s Retail.

Over the past six months we’ve put much of the
portfolio’s financial ‘dry powder’ to work. The aim of this
portfolio is to stay fully invested unless there are no
opportunities that meet our strict requirements, so it’s been
good to load up on new opportunities including CBA
PERLS, Flight Centre, HPAL and Mortgage Choice.
We’ve also added to the existing position in Infomedia.

We’re very happy with the portfolio’s current
investments. Some of the companies are run by
outstanding management teams, and most have above-
average management. The economics of most companies
in the portfolio range from good to great and their stock
prices fall somewhere between reasonable and outright
cheap. The portfolio has $9,780 of financial dry powder,
while a further $29,886 of accrued dividends have provided
useful income for paying grocery and medical bills. We’ll
hopefully find a few bargains from time to time, enough
to keep ourselves ahead of the index.

Income portfolio—Returns
SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 130.3% 23.4% 4.4%

All Ords Accum. Index 49.5% 10.6% 5.7%

Income portfolio—the good news story

Are we leaving novice investors out in the cold by
closing down this portfolio? We hope not.

The first of our portfolios to get the chop, the Starter
portfolio, has proved a disappointment almost since
inception. The lesson this has driven home is that, when

investing, it pays to look at the downside first because
mistakes hurt. By avoiding mistakes, it only takes a few
winners to provide above average returns. Overpaying for
stocks like Westfield Group in 2001 and losing significant
sums on Brambles and
Miller’s Retail have given the

Starter portfolio—no-one to blame but ourselves

[  CONTINUED ON PAGE 2 ]
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Good for the environment, good for people and good for
your pocket.How can we justify shutting down the most
successful of our model portfolios?

For some time we’ve struggled to define what constitutes
an ‘ethical’ stock. And we’ve also struggled to find enough
stocks that meet both of our hurdles: ethically-sound and
reasonably-priced. So, when we have occasionally found
such situations, the portfolio has taken some pretty big
bets. That’s led to
huge winners in
the past including
Blackmores,
Novogen,
Cochlear and
Great Southern Plantations. And we’re hoping that
newer investments in Calliden, Flight Centre and
Infomedia will prove as profitable. But such a focused
strategy has meant the portfolio has been uncomfortably
concentrated in a few stocks. At the time of our last
portfolio update, the Ethical portfolio owned only four

stocks. While we’re not big believers in widely diversified
portfolios, four stocks is not enough for us to sleep
soundly at night. And the six stocks we hold today isn’t a
big improvement on that situation. That, combined with
the dilemmas over what constitutes an ethical investment
and what doesn’t, has led us to close the portfolio.

Over the past six months, good returns from Cochlear
were partially offset by a fall in Infomedia’s share price. All
up, the portfolio did a little better than the All Ordinaries

Accumulation Index, up 6.3% since 31
December 2004. Over a more useful
period, the 28.3% average annual
return since inception smashed the
10.9% per annum return from the
benchmark index. So it might seem a

shame to be closing the portfolio. But we think it’s unfair not
to attribute at least some of the excess return to a highly
concentrated portfolio and a fair bit of luck. And, given
our difficulty in deciding what’s ethically-suitable and what’s
not, perhaps it’s best to leave the decision in the hands of
someone more appropriate to make that decision—you.

Ethical portfolio creates too many arguments

don’t fluctuate wildly through cycles means the boom-time
gains aren’t as impressive as those of cyclical companies.
Over the past six months, the portfolio has increased 5.2%,
versus 5.7% for the All Ordinaries Accumulation Index.
Strong performers over that period include Macquarie
Bank, Rio Tinto and the newly-added ABB Grain.
Leighton, MMC Contrarian and Miller’s Retail were the
biggest disappointments.

All up, the portfolio has averaged 8.8% per annum since
inception, versus 10.2% for the benchmark index, which
has a much greater reliance on cyclical stocks.

We’ll never get to see how this portfolio performs in a
bear market but many of the attributes investors seek from
the Defensive portfolio can be found in the Income portfolio.
There, we focus on a stock’s downside first, so the portfolio
should do relatively well in a market that turns truly stormy.

Defensive portfolio’s fair effort in unsuitable times
Dependable, defensive stocks do have a downside—
they don’t go up as readily when everything else booms.

On a perfect cloudless day, carrying around an umbrella
may prove wise if the weather turns. If it stays sunny,
however, an umbrella will become an unnecessary burden.
But how do you know when the weather will turn?

The Defensive portfolio has been carrying such a weight
over the relatively sunny market of the past four years.
Sticking with steady, rock-solid companies whose earnings

Defensive portfolio—Returns
SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 44.1% 8.8% 5.2%

All Ords Accum. Index 52.4% 10.2% 5.7%

Ethical portfolio—Returns
SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 160.2% 28.3% 6.3%

All Ords Accum. Index 48.7% 10.9% 5.7%

All Ordinaries Accumulation Index a head start that has
proven very difficult to rein in.

The biggest disappointments in the six months to 
30 June 2005, were Miller’s, Infomedia, Leighton and

MMC Contrarian, offset by decent gains in Macquarie
Bank and Rio Tinto. We added to our position in Infomedia,
and acquired stakes in Harvey Norman and Templeton

Global Growth Fund. We also sold half our holding in
Suncorp Metway. The portfolio returned 3.0% over this
period versus 5.7% for the benchmark index. Over a more
useful period, the portfolio’s 6.6% average annual return
since inception is clearly disappointing next to the 10.9%
achieved by the index.

Our justification for closing up shop on the Starter
portfolio stems from its unnecessary nature. Beginner
investors will be just as well-served looking at the Growth
and Income portfolios. The rules of value investing don’t
change—if a company is well managed, has good
economics and is cheap, it should be equally attractive to
both experienced and new investors alike.

Starter portfolio—Returns
SINCE INCEPTION AVERAGE ANNUAL LAST 6 MONTHS

Portfolio return 28.0% 6.6% 3.0%

All Ords Accum. Index 48.7% 10.9% 5.7%


