
On statistics and bikinis
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from favour, allowing us to purchase Leighton Holdings
(for our Starter, Growth, Income and Defensive
Portfolios), Westfield Holdings (Growth), and Cochlear
(Growth and Ethical). In fact all three provide excellent
case studies of what happens when quality businesses
are burdened with overly optimistic expectations. When

the inevitable business hiccups occur (or, in Westfield’s
case, growth doesn’t meet expectations) highly priced
companies are harshly punished. But one investor’s trash
is another’s treasure and those patient enough to wait get
the opportunity to buy good stocks at reasonable prices.

So, with these thoughts in mind, let’s now review our
portfolios’ performances over the past six months.

Please note that prices used in this report are from the
market’s close of 30 June 2004.

Mathematician Aaron Levenstein once said ‘Statistics
are like bikinis. What they reveal is suggestive, but what
they conceal is vital’. Levenstein’s remark is tongue-in-cheek
but the humour has deeper connotations.

Evaluating a portfolio involves a great deal more than
simply perusing the numbers. It’s just as important, if not
more so, to reassess each company’s place in your
portfolio and ask yourself if the reasons you included it
in the first place are still valid. The numbers, with regard
to this question, are bikinis. Having purchased a stock,
only to see its price rise, is not necessarily verification of
your justification to purchase in the first place. Similarly,
a falling share price does not necessarily indicate your
reasoning was wide of the mark.

Our recent recommendations on Leighton Holdings
are a case in point. Only when we spot a fundamental
change in a businesses’ operations, or its stock price
changes significantly, will we alter our recommendation.
Our aim is to make the market our servant, not our master.

In the past six months Mr Market has certainly lived
up to his reputation as a desperate sufferer of bi-polar
disorder. The pessimism of just over a year ago has been
replaced by untold enthusiasm. The All Ordinaries Index
has broken into record territory, making good buying
opportunities an infrequent occurrence.

Fortunately, some excellent companies recently fell

Growth Portfolio
Our growth selections failed to outperform the index but
we took the opportunity to give this portfolio a facelift.

The recent performance of the growth portfolio hasn’t
been exceptional—it’s up 4% over the past six months
and was out-performed by the All Ordinaries Accumulation
Index’s return of 9%. But during the period the portfolio
has undergone a facelift. Having disposed of Novus
Petroleum and Tab, we purchased Leighton Holdings,
Westfield Holdings, Cochlear and also increased our
stake in ROC Oil.

In fact, when we purchased Westfield Holdings we had
no idea what the following months would bring which,
as it turns out, was a new structure and a 22% price rise.
Leighton has recovered from a bout of short-term
pessimism which saw the stock sink to a low of $7.62. It’s
now up 16% since we bought in at $7.83. Cochlear has
also bounced from the price we paid, rising 19%. We can’t
see any fundamental
business changes that have
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UPDATE

Overall portfolio performance as at 30 June 2004

PORTFOLIO DATE OF % CHANGE % CHANGE SINCE
INCEPTION SINCE INCEPTION (ALL ORDS) 31/12/03 (ALL ORDS)

Growth Aug 01 21.1 (18.2) 4.0 (8.8)

Income Jul 01 91.7 (19.8) 12.7(8.8)

Defensive Mar 01 21.4 (22.2) 6.3 (8.8)

Starter Aug 01 10.7 (19.2) 4.9 (8.8)

Ethical Aug 01 89.0 (19.2) 33.3 (8.8)

AS AT 30 JUNE 2004

[  CONTINUED ON PAGE 2 ]

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. It is particularly difficult
to sit on your hands when others are profitably speculating.
We find that it is not a temptation to speculate that pulls at
you, so much as a desire to be productive. 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.’

This excellent quote came from the year-end letter to
partners in Baupost, an American investment partnership
run by Seth Klarman, a talented money manager and
author of Margin of Safety: Risk-Averse Value Investing
Strategies for the Thoughtful Investor.



Growth Portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/04 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

Cochlear (COH) 19.04 22.72 Buy—153 ($21.30) 420 9,542

Foster's Group (FGL) 5.51 4.72 Hold for the Upside—153 ($4.59) 1,270 5,994

Futuris (FCL) 1.49 1.58 Long Term Buy—150 ($1.58) 8,045 12,711

Leighton Holdings (LEI) 7.83 9.09 Buy—154 ($8.93) 894 8,126

Macquarie Bank (MBL) 30.76 33.88 Buy—152 ($32.75) 473 16,025

Miller's Retail (MRL) 1.79 1.35 Strong Buy—153 ($1.32) 10,100 13,635

National Australia Bank (NAB) 34.00 29.84 Long Term Buy—154 ($29.95) 235 7,012

Roc Oil (ROC) 1.40 1.53 Long Term Buy—152 ($1.52) 6,080 9,302

STW Communications (SGN) 2.91 3.25 Buy—152 ($3.05) 3,685 11,976

Suncorp Metway (SUN) 14.50 14.20 Hold—154 ($14.10) 500 7,100

Westfield Holdings (WSF) 12.60 15.40 Hold for Yield—150 ($14.25) 640 9,856

Cash 9,774

Total 121,056

Another outstanding performance from the Income
Portfolio and another warning that this is unlikely 
to continue.

Once again the Income Portfolio has turned in an
outstanding performance, vastly exceeding our
expectations. The 12.7% rise adds to an impressive
cumulative gain that now stands at 91.7% since its inception
in July 2001.

Our aim for this portfolio, however, is to buy stocks
delivering reasonable dividends, while at the same time
ensuring capital is maintained. That being the case, it’s
easy to see why we don’t expect the 24% per year
compound returns to be sustained indefinitely.

UNiTAB and Great Southern Plantations have led
the way with 31% and 70% gains respectively. And this
doesn’t include the sizeable dividends that have already
been paid. We certainly didn’t anticipate such large gains
in such a short time period when we purchased these
stocks. In comparison, the banks continue to totter along
gently, all three recording modest price gains and,
unsurprisingly, still paying respectable dividends. Telstra’s
recent announcement to increase its dividend payout is
welcome news—its price is up 4% since 31 December.

Unfortunately, not all has been well. In early May

Leighton Holdings fell 23% overnight. Many wouldn’t
have felt comfortable when the fear surrounding a few
bungled contracts saw the price sink to a low of $7.62 but
we took the opportunity to load up, adding 1,020 shares
to the portfolio in issue 151/May 04. The stock has since
recovered some ground and is now up 11% on our
average purchase price.

And, as many subscribers are acutely aware, Miller’s
Retail has fallen 22% since 31 December. Given its large
portfolio weighting, this has been quite a dampener. But,
as we mentioned in the introduction, we’re focused on
business fundamentals, not share price aberrations. We
expect the situation will eventually change.

Sydney Aquarium continues to pay healthy dividends
and has risen 7%, although much of that came in the final
few days of June after the approval of its long-awaited
Animal World project. The sales of Abigroup and Tab
marked the end of two very profitable holdings and also
contributed to the growing cash pile.

Just remember that cash received from dividends is
not used for re-investment but, instead, for hypothetical
living expenses. The table separates the two cash balances,
one from the sale of stocks (that can be re-invested) and
the other from dividends received (which is assumed to
be spent on day-to-day expenses).
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Growth portfolio [  CONTINUED FROM PAGE 1 ]

Income Portfolio

caused this, just a change in market perception.
STW Communications continues to impress (although

its price is unchanged) and in the December update we
said ‘if we could find nine more stocks like this one for
the growth portfolio then we’d bet that in five or 10 years’
time the overall performance would be exceptional’. Well,
we think the portfolio is starting to look pretty good right
now. In addition to STW are the likes of Macquarie
Bank, Leighton Holdings, Westfield Holdings, Roc Oil,
Miller’s Retail and Cochlear. These are all companies
with excellent management, good track records and, in

most cases, highly favourable long-term economics.
Finally, a note on our holding in Mayne Group. We

disposed of our remaining shares on the last day of the
financial year after having sold almost half our holding in
October 2001 at $7.24.

Mayne has proved to be a poor choice at our entry
price of $6.30 in August 2001. This sale should have been
made a week earlier following our downgrade to a sell in
issue 154/Jun 04. We were remiss in not doing so and
subsequently advised subscribers of the sale in our 30
June email update.



Income Portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/04 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

ANZ Bank (ANZ) 16.28 18.28 Hold for the Upside—150 ($18.88) 406 7,422

Commonwealth Bank (CBA) 27.39 32.58 Hold for the Upside—153 ($32.90) 205 6,679

Great Southern Plantations (GTP) 0.66 2.88 Hold for the Upside—152 ($2.38) 9,091 26,182

Leighton Holdings (LEI) 8.18 9.09 Buy—154 ($8.93) 1,710 15,544

Miller's Retail (MRL) 1.57 1.35 Strong Buy—153 ($1.32) 11,515 15,545

Santos (STO) 5.98 6.93 Hold for the Upside—154 ($7.15) 2,008 13,915

Sydney Aquarium (SAQ) 3.40 5.30 Hold for Yield—151 ($4.76) 2,353 12,471

Telstra (TLS) 4.60 5.03 Hold for Yield—154 ($5.00) 3,040 15,291

UNiTAB (UTB) 2.62 8.30 Hold for the Upside—150 ($7.65) 3,817 31,681

Westpac (WBC) 13.49 17.60 Hold for the Upside—154 ($17.70) 741 13,042

Cash (Dividends) 22,471

Cash (Dry Powder) 11,415

Total 191,658
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Income Portfolio [  CONTINUED FROM PAGE 2 ]

Defensive Portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/04 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

Australian Infrastructure Fund (AIX) 1.45 1.71 Hold for the Upside—151 ($1.61) 4,000 6,840.00

Foster's Group (FGL) 4.75 4.72 Hold for the Upside—153 ($4.59) 1,895 8,944.40

Leighton Holdings (LEI) 7.83 9.09 Buy—154 ($8.93) 894 8,126.46

Macquarie Bank (MBL) 21.63 33.88 Buy—152 ($32.75) 230 7,792.40

Miller's Retail (MRL) 1.66 1.35 Strong Buy—153 ($1.32) 7,310 9,868.50

MMC Contrarian (MMA) 0.91 0.97 Buy—148 ($0.91) 4,500 4,365.00

National Australia Bank (NAB) 30.40 29.84 Long Term Buy—154 ($29.95) 296 8,832.64

Rio Tinto (RIO) 34.41 35.95 Hold for the Upside—154 ($35.50) 262 9,418.90

Suncorp Metway (SUN) 12.69 14.20 Hold—154 ($14.10) 931 13,220.20

Telstra (TLS) 5.75 5.03 Hold for Yield—154 ($5.00) 2,432 12,232.96

Westfield Holdings (WSF) 13.54 15.40 Hold for Yield—150 ($14.25) 665 10,241.00

Westpac (WBC) 13.90 17.60 Hold for the Upside—154 ($17.70) 647 11,387.20

Cash 10,130

Total 121,399

Miller’s Retail stake by adding another 4,110 shares in
issue 151/May 04 after further price falls, much as we did
with 894 Leighton Holdings shares.

Westpac has been a double-digit gainer with a 10%
rise. Conversely, Australian Infrastructure Fund,
Foster’s, Macquarie Bank, National Australia Bank,
Rio Tinto and Telstra have changed little in price over
the past half-year. But this masks a lot of action. National
Australia Bank has suffered from a currency trading
scandal and boardroom shenanigans, Foster’s has been
writing down wine investments and Telstra has been
continuing its acquisition spree while acquiring a new
chairman. But what doesn’t change is that this is a group
of stocks that should hold its value in tough times. The
cash balance has risen significantly, but we’re in no rush
to start using it given the current lack of opportunities.

Defensive Portfolio
In the December 2003 update little had changed in 
the Defensive Portfolio, but over the last six months
significant alterations have been made.

The Defensive Portfolio has seen action aplenty over
the past six months although its respectable 6.3% rise was
outperformed by the All Ordinaries Accumulation Index’s
9% return. We sold Brambles for a 47% loss but were
content to end this partnership. The sale of Tab
concluded a much happier relationship that realised a
total capital gain of 81%.

These sales freed plenty of much-needed cash which
we didn’t have a problem deploying. We purchased 4,500
shares of MMC Contrarian, which was selling at an 8%
discount to net tangible assets at the time. MMC has
risen 7% since we bought in. We also topped up our



Ethical Portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/04 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

Blackmores (BKL) 6.35 10.00 Hold/Take Part Profits—78 ($6.20) 1,969 19,690

Cochlear (COH) 22.72 22.72 Buy—153 ($21.30) 1,000 22,720

CSL (CSL) 47.60 22.30 Hold for the Upside—146 ($19.55) 262 5,843

Energy Developments (ENE) 6.49 2.83 Hold while Unstable—116 ($2.22) 1,926 5,451

Great Southern Plantations (GTP) 0.57 2.88 Hold for the Upside—152 ($2.38) 33,148 95,466

Cash 39,421

Total 188,590

Starter Portfolio current status
COMPANY NAME (CODE) PURCHASE PRICE ($) PRICE ($) AT 30/06/04 LAST RECOMMENDATION—ISSUE # (PRICE AT REVIEW) SHARES VALUE ($)

Foster's Group (FGL) 4.87 4.72 Hold for the Upside—153 ($4.59) 2,053 9,690

Leighton Holdings (LEI) 7.83 9.09 Buy—154 ($8.93) 766 6,963

Macquarie Bank (MBL) 29.39 33.88 Buy—152 ($32.75) 340 11,519

Miller's Retail (MRL) 1.91 1.35 Strong Buy—153 ($1.32) 5,760 7,776

Rio Tinto (RIO) 33.90 35.95 Hold for the Upside—154 ($35.50) 295 10,605

Suncorp Metway (SUN) 12.75 14.20 Hold—154 ($14.10) 784 11,133

Telstra (TLS) 4.46 5.03 Hold for Yield—154 ($5.00) 2,850 14,336

Westfield Holdings (WSF) 18.12 15.40 Hold for Yield—150 ($14.25) 883 13,598

Cash 25,069

Total 110,689

Our starter selections have been hampered by a couple
of purchases early in the portfolio’s life. In retrospect,
these were mistakes.

The All Ordinaries Accumulation Index outperformed
the Starter Portfolio over the six months to 30 June 2004.
But of more concern is the small gain the portfolio has
made since its inception in August 2001—11% against the
All Ordinaries Accumulation Index return of 19%. We’ve
made some poor choices in this portfolio and we’re the
first to admit these errors.

Firstly, we paid too much for quality when we bought
Westfield Holdings. Secondly, we overestimated the
worth of Brambles’ businesses. Since we first purchased
them in 2001 those stocks are down 15% and 39%

respectively. But a 14% rise in Brambles’ share price did
offer us an opportunity to sell out, given our concerns
about this stock.

Suncorp’s share price has risen 15% over the past six
months and, if the price climbs much further, we’ll
consider selling—we’re not overly impressed with its new
management. Telstra, Rio Tinto, Foster’s and Macquarie
Bank are all relatively unchanged. These are the kind of
large, dividend-paying businesses, spread across various
industries which afford a new investor the opportunity to
learn more about the market. We’ve also added Leighton
Holdings because it’s a reliable, well-managed business
that provides more diversity to the portfolio. With $25,069
cash in the bank, we’re eagerly awaiting the opportunity
to buy some bargains.

Starter Portfolio
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It hasn’t been easy finding ethical stocks at attractive
prices but of those we have purchased, we’re quite
pleased with the result.

We’ve struggled to find attractively priced stocks to add
to our ethical portfolio and, consequently, it has a large cash
holding—currently 21% of the portfolio. But this hasn’t
stopped a blockbuster performance, with a gain of 33%
since 31 December, thoroughly trouncing the All Ordinaries
Accumulation Index. In fact, since inception it’s up 89%,
with much of that increase coming in the last year.

The main reason is the continued run up in Great
Southern Plantations although, as we mentioned in our

last update, some believe we have misjudged Great
Southern’s ethical credentials. Blackmores has benefited
greatly from the demise of Pan Pharmaceuticals which
has been reflected in the 28% price rise in the last six
months. But we’re still down 53% on CSL, despite its 25%
rise since 31 December.

We’ve also kept a watchful eye on Cochlear and, just
before accountants drew the 30 June line in the sand, we
bought 1,000 shares at $22.75 as advised in our email update
on the day. If subscribers have any suggestions regarding
what they believe constitutes an ethical investment, we’d
love to hear them. In the meantime we’ll remain patient
and wait for suitable opportunities to come along.

Ethical Portfolio


