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Dear Clime Discrete Share Portfolio Investor,

Welcome to our first Annual Report to investors in our Discrete Share Portfolio Service. In our
attempts to be unique, you should expect this document’s format and topics to be dynamic over
coming decades as we seek to identify the right mix of education and reporting.

You will have received a comprehensive statement of activity and results for the financial year from
Perpetual Trustees. Many of you will also have online access to your Individually Managed Account —
ensuring that you can see exactly what we are doing (or not doing as is the case in Permanent Value)
on a daily basis. This report, therefore, is not designed to repeat the information in the statements
received from Perpetual or available online. Instead it should provide some insight into the thoughts
behind the investments and contain some useful information about our views for the future and our
industry. It should be educational and provide some content that could be applied to your own
investing activity.

The presentation of the report will confirm to you that costs are under control at Clime Asset
Management. This document is a report of results, not a marketing document or a sales
presentation so you won't find images of folks walking carefree along the beach apparently enjoying
their secure retirement. The only photos of people frolicking at the beach should be those in your
own photo album and should have you in them.

Many of you know that from our management fee of 1% after GST we cover all our own expenses
including the brokerage associated with transactions on your account. This is not the case elsewhere
—as you will see below. We hope this feature of our Discrete Share Portfolio service encourages you.
| am well aware that many listed and unlisted investment trusts have a completely different policy on
this matter usually covered by a clause labeled “recoverable expenses”. The audacity of some
managers however is tremendous. Here is a list of the expenses that one manager takes out of the
asset base ('your money’) priorto the calculation of the trust's unit price.

Clause 7.8 — Reimbursement of Expenses - of the prospectus

1) Costs associated with establishing the trust, including the Constitution, the Compliance Plan and
any supplemental deed

2) The appointment of actions and removal of the custodian as the Trustee

3) The preparation and promotion of the prospectus (i.e. all printing, graphic design and marketing)
4) All costs associated with dealing with assets.

5) The administration, management and promotion of the Trust. ( more marketing et al.)
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6) The costs associated with convening meetings with unit holders and any communications with
them. (covers all postage, email, telephone website expenses)

7) Taxes associated with the assets

8) The engagement of valuers, advisers and contractors

9) The preparation of and audit of the taxation returns and accounts of the trust

10) The bookkeeping and maintenance of all registers of the trust

11) Any court proceedings arbitration or dispute resolution against the manager or the custodian by
the other.

12) Traveling, hotel and other expenses incurred by any director or employee or agent of the
manager in going from the person’s usual place of residence or abroad or otherwise for the purpose
of the trust. And finally,

13) Costs, charges and expenses includes internal expenses of the Manager without limitation, costs
of appointing and maintaining staff employed.

If you have ever invested in a pooled investment trust and wondered why your unit price hasn't risen
by the rate of return being advertised by the fund manager, perhaps the 13 expenses above, if
recovered, will help explain some of the difference.

Contrarian Value

The Contrarian Value Portfolio Service uses a quantitative model for selecting ‘relatively’ cheap, large
companies listed on the Australian Stock market. Once invested it remains fully invested at all times.
The selected portfolio will therefore rise and fall with the gyrations of the market on a daily basis.
Indeed because Contrarian Value owns a weighted portfolio of only ten company’s shares, the
upward and downward gyrations in the portfolio are likely to be more pronounced. Finally, because
Contrarian Value is fully invested at all times, it has particular appeal to those individuals who have
little exposure through their assets to the share market.

Figure 1.1 represents the approximate performance (dividends are excluded) of the Contrarian Value
Portfolio to June 2003. Because of rounding and dynamic markets during the purchase of shares,
individual portfolios will not exactly match the performance shown here. The chart, however, should
reasonably approximate the returns and the gyrations should certainly be reflected here.

Capital performance of an equally weighted portfolio of the shares selected in March, to June
30,2003 was approximately 8.7% (and higher when dividends are included). At the date of writing,
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capital performance has improved to approximately 13%. Including dividends received would push
the result up another 2-3%. Access your account online through Perpetual to see your portfolio’s
exact performance. Despite the fall in Aristocrat from a purchase price of $1.78 to a low at one
point around 80 cents, the performance of the portfolio has been satisfactory. For the year to June
30, the average Australian equities super fund produced a —2% return and the second consecutive
annual negative return. The All Ordinaries Accumulation Index also finished the year with a negative
return - minus 1.71%.

Figure 1.1

Contrarian Value Performance
Daily, March 1 - July 18, 2003
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Figure 1.2 shows the capital performance of the Contrarian Value portfolio selected for July 1, 2003.
While we are pleased with the short-term performance of the portfolios, we are aware that the
model may underperform significantly over 3 and 4-year periods and therefore performance should
only be viewed with a telescope and not a microscope.
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Figure 1.2
Contrarian Value (July Portfolio) Performance
Daily July 1 - July 31, 2003
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It is common in the financial community to associate risk with volatility. The mantras “invest for the
long term” and “diversify to reduce your risk” are symptomatic of the belief that volatility is
equivalent to risk. Volatility, however, is only a good measure of risk in the short term. In the long
term it is deficient in measuring risk. Investing in cash for a short period of time has very little risk
and so the low volatility of cash correctly reflects this. But investing in cash over long periods of time
carries enormous risks — particularly the risk of loss through the erosion of purchasing power.

We believe that the best definition of risk is the one found in any dictionary.
risk, 7isk, n. hazard, danger, chance of loss or injury:

Our goal is to foster long-term relationships with fewer clients who share our values. In the interests
of transparency and explaining our values and our logic it is essential to provide as much information
as possible about the potential upside and downside inherent in our approaches.

Following is a study conducted by a client, Mr. David Kennedy, into variability of returns for
multivariate stock selection models, of which Contrarian Value is one.

This study provides relevant information for those seeking to understand the long term and individual
annual returns of such an approach.
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If you can accept the below variability of returns and individual losing years reflected in this study,
then you should be able to enjoy a long term relationship with Clime Asset Management through

the Contrarian Value Share Portfolio Service.

Table 1.1
Annual
JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC AVERAGE
2001 2002 13.0% 18.9% 19.9% 23.9% 15.6% 13.6% 17.5%
2000 2001 16.4% 4.8% 8.4% 4.6% 4.6% 7.7% 17.6% 21.8% 10.6% 15.6% 10.3% 8.9% 10.9%
1999 2000 6.3% -9.1% -7.9% -2.2% -5.9% -2.6% 1.3% -4.2% -12.3% 9.0% 5.3% 12.2% -0.9%
1998 1999 25.4% 20.1% 11.8% 9.6% 2.7% 0.9% 43.3% 25.4% 18.0% 18.1% 12.8% 13.8% 16.8%
1997 1998 20.1% 31.9% 36.4% 38.4% 38.2% 8% 16.3% 12.9% 19.2% 11.6% 19.3% 20.6% 24.4%
1996 1997 19.7% 23.9% 19.8% 19.4% 31.8% 35.7% 34.3% 38.7% 20.4% 25.4% 23.7% 28.6%
1995 1996 27.4% 26.6% 16.2% 24.0% 15.3% 20.4% 24.3% 20.2% 15.2% 18.2% 29.4% 20.9% 21.5%
1994 1995 -16.9%  -19.3%  -16.1% -9.8% -4.1% -6.2% 12.3% 8.5% 11.0% 12.8% 20.1% 31.2% 2.0%
1993 1994 35.3% 27.9% 15.3% 12.4% 16.3% 8.2% 7.5% 10.1% -2.0% -6.4% -16.2% 7.1%
1992 1993 1ot available before July 1992 16.6% 11.6% 14.7% 31.3% 7% 31.0% 22.5%
Start Month Average 16.3% 14.0% 11.5% 13.4% 12.7% 13.3% 19.4% 15.6% 12.6% 14.5% 14.3% 16.2% 14.5%

The lowest return produced by the investment program was the year beginning Nov 1993 and
ending November 1994. This period produced a negative return of -23.5%. During the same period
the ASX All Ordinaries index fell -6.33%.

Following the year that produced the lowest return, however, the years Nov 1994-95, 1995-96 and
1996-97 produced 20.1%, 29.4% and 25.4% respectively.

Therefore $100,000 invested in November 1993 - the year of the worst return - would still have
grown to $149,085.00 by November 1997. An investment in the All Ordinaries index over the same
period would have seen $100,000 grow to $124,000. The model more than doubled the market's
results despite the individual worst loss over the tested period.

The highest return produced by the investment program was the year beginning June 1996 and
ending June 1997. In this year a return of +50.0% was produced. During the same period the ASX
All Ordinaries returned +22.6%.
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Following are the simulated results for the Contrarian Value Model.

Table 1.2

Historical & Simulated Performance*

Year to June 30 Clime ASX Accum
1997-1998 6.44% 1.64%
1998-1999 28.73% 15.34%
1999-2000 1.44% 15.07%
2000-2001 55.34% 9.11%
2001-2002 46.10% -4.54%
2002-2003 7.25% -1.71%

*Not a reliable guide to future returns. No return of capital is implied or guaranteed.

Were you able to invest $100,000 in Contrarian Value in June 1997 (you couldn’t — it didn't exist),
your investment would have grown to approximately $338,300. Over the same period an index-
tracking investment would have grown to approximately $138,100. Both the returns for the index
and the returns for Contrarian Value are before dividend imputation, tax and fees.

The information above shows that multivariate stock selection models, when based on logic, have
produced excellent returns in the past. Our research entitled “10 Steps to Beating the Market”
contains further evidence of the merits of the multivariate stock selection process, it can be
downloaded at our website www.clime.com.au

While even this information, whether actual or simulated, cannot predict future returns it provides
the investor with much more information about the quality (variability) of the historical returns than a
simple statement such as “20% p.a. since inception”.

Permanent Value

Permanent Value is a very long-term share portfolio service. It's objective is to acquire at a rational
price ownership of shares in businesses with wonderful prospects and wonderful management.
Because of the different times at which investors join Permanent Value, some investors may have had
shares purchased for them that have subsequently risen beyond intrinsic value. New investors then
will not own the same shares. The intention, of course, is for all investors to have their portfolios
managed identically. This aspect is straightforward. Because of time and dynamic prices however it
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is not always possible for all investors to own exactly the same businesses in their portfolio.

In our Permanent Value Portfolio | must admit firstly to making two omissions from your portfolio
that did interest me. At the time the companies didn’t meet all of the criteria of Permanent Value
and so were omitted for good reason. However, shares in these two companies subsequently
doubled in price during the period Jan 1 to June 30, 2003 and discussing these will help me reveal to
you the logic behind the process.

| won't name the first company as we may indeed purchase it at some future date. My reason for
not purchasing - despite the fact that it was trading 30% below our deemed intrinsic value - was
that | could not gain a sufficiently confident understanding of the future competitive landscape for
the company and its products. Nor was | able to adopt a sufficiently confident stance that the
current demand for their products was robust — it was. Amid these doubts we did not purchase the
shares. The shares rose from 60 cents to over $1.00.

The second company was Aristocrat Leisure. Our intrinsic value for the company has been between
$1.20 cents and $1.35. Despite the fact the shares fell below 80 cents we refused to purchase the
shares — this time in the world’s number two manufacturer of poker machines. And you may ask
what was our inspired reason? One of our criteria is “wonderful management”. But without a CEO
or a CFO at Aristocrat, we couldn’t be confident of wonderful management. The shares rose from
the 80-cent level to over $1.70 in a matter of weeks. In some respects the fall in the share price
reminded me of the fall in Macquarie Bank and MAP in 2002 and the fall in QBE in 2001 — all
examples where | did purchase shares. One difference however, was that in both of the previous
examples competent management was in place, if not entrenched. Going forward, it remains our
view that ‘scouring the world to recruit a CEQ' rarely produces the desired result of appointing a
business ‘proprietor’. The candidate — particularly if sourced from overseas and an overseas resident
— will often treat their appointment as a short term ‘gig’ rather than a permanent move. The short-
term-gig mindset unfortunately does not lead to an alignment of interests between shareholders as
owners and management.

Rather than throwing caution to the wind in these matters | prefer to be certain about various
aspects of a business’s economics and in hindsight, while throwing caution to the wind would have
proved fruitful in these instances, over long periods of time, caution and certainty will serve us better.

On a more profitable note, we purchased shares in three companies, two of which have risen
substantially. For a typical portfolio that owned all three companies, the return produced to the date
of writing was just over 2%. On the funds actually invested the return from March 1 has been just
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over 12% for a typical portfolio. More than 85% of funds remain in cash for reasons discussed later
in this report.

Shares in a Developer/Retirement Village operator were purchased and as is our practice we began
with a small purchase, looking for a further decline below intrinsic value to acquire more shares. We
weren't accommodated: the shares subsequently rising from our initial purchase price of $1.76 to
over $2.50.

The company is in good financial shape, has excellent prospects, is well managed and the balance
sheet is strong. Recording the financial flows between owners and the company reveals an internal
rate of return in the mid to high teens and the business produces a return on equity in a similar
range. | am usually uncomfortable in absolute terms with a company capitalising as high a
percentage of its development expenses as this company does. This caused me to take a more
cautious approach and wait for a larger discount to intrinsic value before purchasing more shares.
In hindsight the fact that the company has been selling its developments at a significant profit
suggests that the rate of expenses capitalisation is not unreasonable.

In determining intrinsic value we used a discount rate in one of our models of 15% (the other
models simply use the long term government bond rate) - sufficient compensation for the risks
associated with our expected downturn in Australian property and the high expense capitalisation,
and produced an Intrinsic Value around the $1.80 mark. After purchasing the shares, the company
was also included in the S&P ASX 200 index giving the shares a further boost and so moving
substantially away from the level that would allow us to purchase more shares. So far we have
devoted less than 2% of portfolios to the company. In coming years we may be given another
mouth-watering opportunity to raise our stake.

We also purchased shares in the car and truck dealer Adtrans. This company is one of the best-
managed and most owner-oriented businesses listed in Australia. We liked having Steve Officer, the
CFO, working for our interests — every expense above $500 has to be approved by him. We would
have liked him to work for us a bit longer but after more than 3 decades in the game he is stepping
down. There is another car dealer listed on the Australian market and while it is common practice
to compare the two, we believe there is no comparison. Despite the fact that share price
performance has favoured AP Eagers, (rising 38% this year versus Adtrans’ 11% gain, AP Eagers has
internal rates of return and return on equity half those of Adtrans and we expect the gap to
continue. The superior price performance of AP Eagers simply reveals the lack of correlation over
short periods of time between the factors that define a truly wonderful business and its share price.
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Between 1989 and 1992 (the recession we had to have) shares in Adtrans fell from 58 cents to 20
cents - equivalent to a decline of 65%. Car dealerships tend to lose money during recessions and
even well run dealerships either make only very small profits or break even. And periodically for
Adtrans, no dividends were paid. Over long-periods however, well-run, privately owned car
dealerships in Australia have placed their owners amongst the wealthiest individuals in the nation.
Any recession in the next decade will see economic performance decline and share prices fall but that
may merely represent an opportunity to purchase more shares and increase our ownership stake.

Those who own it will know the third company we have purchased shares in. It is a service business
with very little in the way of tangible assets and has already produced a small special dividend. Given
the very high return on equity (boosted by the relatively high debt to tangible assets) we expect
further benefits in the future. As the shares are still trading below the initial purchase price however
we may engage in further transactions in the shares and so reserve the right not to disclose the name
of the company here.

Thoughts on Value v Growth

Almost daily we see the evidence of uncertainty about the subject of investing (as opposed to
speculating). The uncertainty seems no more apparent than in the discussion about whether
“growth” or “value” style investing has greater merit.

In an article taken from the Reuters news service entitled Money flows back into stock funds and
published in the AFR on July 24, 2003, the author writes;

“Managers of value funds look for stocks that are considered cheap
based on price-to-earnings ratio and price-to-book ratio...Managers of
growth funds invest in companies that are experiencing rapid revenue
and earnings growth.”

First, it is important to note that book value, P/E ratios and the like have precious little to do with
value. Note first that if book value were the guide to value, a company would be worth more simply
by purchasing more assets regardless of the productivity of those assets. A company might engage
in folly and buy a machine that manufactures vinyl records or it might buy a steam engine and
thereby increase its book value (and be ‘earnings accretive’) and according to the above statement,
render the company more valuable. In a moment we'll address the other issues but first a few more
qguotes:
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“At most, the big investors might accept the value approach — buying
shares selling at lower price-earnings multiples and higher yields — only
for part of their portfolio.

AFR, July 25, 2003

“For years, two great armies of investors have done battle on Wall
Street. In one camp stand the growth investors, willing to pay dearly for
companies that they believe can generate big profits for years to come.
In the other camp are the value investors. They're leery of the rosy
forecasts. They’'ll buy only into companies with real assets and solid
earnings in the here and now and at bargain prices.”

Jeffrey M. Laderman

Source: Business Week Page 47

Saturday, 12 June 1999

“But there may be a more profound reason for value (investing's)
underperformance ...What has changed is the economy. It is no longer
driven by manufacturing and smokestack industries, but by rapid-fire
innovations in technology and services. In this sort of economy, big
winners are not metal-benders, such as General Motors, but those that
can manipulate bits and bytes, like Microsoft Corp. The traditional
measures that value investors use to pick the stars on the investment
horizon, such as low price-earnings or low price-to-book value ratios,
give the wrong answers."”

Jeffrey M. Laderman

Source: Business Week Page 47

Saturday, 12 June 1999

“There are still many sceptics who say the value rally won't last long, and
it already has wilted a bit in recent weeks. Mr Markus Barth, director of
international quantitative strategy at Merrill Lynch in London, says value
stocks will soon be giving back much of their gains in the present
environment of higher interest rates and slower earnings growth. Value
managers have had their moment in the sun, and they will be left with a
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nice tan if they take profits in value stocks before they come down
again, Mr Barth said.”
Source: The Wall Street Journal
Page27
Wednesday, 4 October 2000

"...whether using the value approach or the growth approach, fund
managers are forever constructing their models and feeding information
into computer models in an unending search for the true touchstone of
value and ultimate outperformance. ...So, how do we know if shares are
cheap or not? It's a case of back to the old fundamentals of dividend
yield, P/E ratios, price-to-book value and even more exotic measures.”
Source: AFR, Page 38
Saturday, 11 October 1997

“The pace-setting US stock markets still look relatively high. Large
growth stocks still dominate but most of the leading investment
managers interviewed ... were looking for a gradual readjustment to
reality as value replaced growth in investors minds.”
Source: AFR, Page 37
Saturday, 17 July 1999

So is anything wrong with the above excerpts? In short yes. For starters, Value and Growth are not
some opposing investment styles that really exist.

As Charlie Munger of Berkshire Hathaway once said:

“The whole concept of dividing it up into value and growth strikes me as
‘twaddle’. It's convenient for a bunch of pension fund consultants to
get fees prattling about a way for one advisor to distinguish himself from
another. But, to me, all intelligent investing is value investing.”

If share market investing is about identifying wonderful businesses and purchasing those businesses
at prices likely to produce an above average rate of return - and what else is investing if not this? (all
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else becomes some form of speculation) - the inputs required include expected future sales growth,
profit margins and return on equity. ‘Growth’ therefore becomes a component of determining
‘value’. The same inputs are required and outputs produced whether the company is accepted as a
‘value’ stock like WAN today or a ‘growth’ stock like Cochlear. Let's examine a quick example to
hopefully put the matter to rest.

Table 1.3
Company A Company B

'Growth' 'Value'
Price $25.00 $25.00
EPS $0.60 $2.40
Dividend $0.02 $2.00
EPS growth* 15.00% 4.00%
Dividend Yield 0.06% 8.00%
Price Earnings Ratio 42 10
IRR 15% 14%

* we 'know' what growth will be for 40 yrs

In table 1.3 Company ‘A" — according to the excerpts above — would be the growth stock. The
dividend yield is less than 1% and the Price earnings ratio is 42 times earnings. Company B, with a
dividend yield of 8% and a P/E ratio of 10 would be labeled the ‘value’ stock. If we make an
assumption that we know exactly what the growth of retained earnings and dividends will be over
the next four decades we find that purchasing shares in company A will produce the higher return.
The higher return suggests the buyer of shares in the ‘growth’ stock received better ‘value’.

Dividend Yield and Price Earnings ratios have very little if anything to do with determining value.
Company A represented better value even though it had a lower dividend yield and higher price
earnings ratio.

Some investors and marketing departments agree with the above but then justify their use of the
growth and value labels to define portfolios rather than individual shares. The belief is that you can
better understand the behaviour of a share portfolio by defining it as ‘growth’ or ‘value’. Value
portfolios tend to outperform at different times to growth portfolios. Often a chart such as the one
appearing at the top of the following page is produced leading to the conclusion that investors
should invest in a ‘blend’ or 'mix’ of ‘growth’ and ‘value’ fund managers.
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Clime Asset Management Discrete Share Portfolio Annual Report 2003

Aside from suggesting that such a strategy serves to produce mediocre returns and incur high fees,
our response to this is: if the portfolio is made up of both West Australian News and Cochlear is the
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portfolio a growth portfolio or a value one? Then, if it cannot be defined, the above dissection is
inventive at best at fanciful at worst. It is true that portfolios made up of all Cochlear type company
shares will behave differently to a portfolio made up of all West Australian News type company
shares, but who would build such a portfolio in the first place?

In an attempt to clear up the confusion regarding the growth and value dichotomy, Warren Buffett
wrote in the 1992 Berkshire Hathaway Letter to Shareholders

"the two approaches are joined at the hip: Growth is always a
component in the calculation of value, constituting a variable whose
importance can range from negligible to enormous and whose impact
can be negative as well as positive. "

A company can therefore represent good value even if a high price to book ratio, high price-earnings
ratio, and/or a low dividend yield exist. According to Buffett,

"growth benefits investors only when the business in point can invest at
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incremental returns that are enticing - in other words, only when each
dollar used to finance the growth creates over a dollar of long-term
market value. In the case of a low-return business requiring incremental
funds, growth hurts the investor."

Table 1.4 helps to explain what Buffett may be referring to above when he says “/n other words,
only when each dollar used to finance the growth creates over a dollar of long-term market value”.
Suppose a company with $5.00 of equity per share is able to generate returns on incremental capital
of 20%.

Table 1.4

Year 1 Year 2
EQPS $5.00 $6.00
ROE 20.00%  20.00%
EPS $1.00 $1.20
DPS $0.00
P/E 10 10
Price $10.00 $12.00

The company’s earnings per share would equal $1.00. If the dollar was retained in the business and
the company in the second year was again able to generate a return on equity of 20%, this would
equate to 20% growth in earnings which if multiplied by a constant price earnings ratio of 10
produces $2.00 of additional market value. The one-dollar retained has created $2.00 of market
value.

Table 1.5 however reveals the impact on market value for a company generating a low return on
equity of 5%.

Table 1.5

Year 1 Year 2

EQPS $20.00 $21.00
ROE 5.00% 5.00%
EPS $1.00 $1.05
DPS $0.00

P/E 10 10
Price $10.00 $10.50
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In this example the company has again generated $1.00 of profits that will be retained. Because the
Return on Equity is only 5%, the equity we are required to enter for illustration purposes to generate
$1.00 of earnings is $20.00. The additional dollar retained however has generated only 50 cents of
market value. In other words the “growth” has in fact had a negative impact to the tune of 50%.
For every dollar retained by this company, shareholders will lose 50 cents. Businesses only able to
generate low rates of return on equity should not “grow” but instead return profits to shareholders
by way of dividends. As we quoted Buffett earlier, “In the case of a low-return business requiring
incremental funds, growth hurts the investor.”

And as Buffett also notes,
"irrespective of whether the business grows or doesn't, displays volatility
or smoothness in its earnings, or carries a high price or low in relation to
its current earnings and book value, the investment shown by the
discounted-flows-of-cash calculation to be the cheapest is the one the
investor should purchase. "

...And finally as John Burr Williams wrote,
" The value of any stock, bond or business today is determined by the
cash inflows and outflows - discounted at an appropriate interest rate -
that can be expected to occur during the remaining life of the asset. "

The Property Boom.

In 1987 Warren Buffett, Chairman of Berkshire Hathaway and the world’s second richest individual
wrote in his letter to shareholders,

"Ben Graham, my friend and teacher, long ago described the mental
attitude toward market fluctuations that | believe to be most conducive
to investment success. He said that you should imagine market
quotations as coming from a remarkably accommodating fellow named
Mr. Market who is your partner in a private business. Without fail, Mr.
Market appears daily and names a price at which he will either buy your
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interest or sell you his. Even though the business that the two of you
own may have economic characteristics that are stable,

Mr. Market’s quotations will be anything but. For, sad to say, the poor
fellow has incurable emotional problems. At times he feels euphoric and
can see only the favorable factors affecting the business. When in that
mood, he names a very high buy-sell price because he fears that you will
snap up his interest and rob him of imminent gains. At other times he is
depressed and can see nothing but trouble ahead for both the business
and the world. On these occasions he will name a very low price, since
he is terrified that you will unload your interest on him.

Mr. Market has another endearing characteristic: He doesn't mind being
ignored. If his quotation is uninteresting to you today, he will be back
with a new one tomorrow. Transactions are strictly at your option. Under
these conditions, the more manic-depressive his behavior, the better for
you.

But, like Cinderella at the ball, you must heed one warning or everything
will turn into pumpkins and mice: Mr. Market is there to serve you, not
to guide you. It is his pocketbook, not his wisdom that you will find
useful. If he shows up some day in a particularly foolish mood, you are
free to either ignore him or to take advantage of him, but it will be
disastrous if you fall under his influence. Indeed, if you aren’t certain that
you understand and can value your business far better than Mr. Market,

you don't belong in the game. As they say in poker, "If you've been in
the game 30 minutes and you don’t know who the patsy is, you're the

patsy."

Ben’s Mr. Market allegory may seem out-of-date in today’s investment
world, in which most professionals and academicians talk of efficient
markets, dynamic hedging and betas. Their interest in such matters is
understandable, since techniques shrouded in mystery clearly have value
to the purveyor of investment advice. After all, what witch doctor has
ever achieved fame and fortune by simply advising, "Take two aspirins"?

The value of market esoterica to the consumer of investment advice is a
different story. In my opinion, investment success will not be produced
by arcane formulae, computer programs or signals flashed by the price
behavior of stocks and markets. Rather an investor will succeed by
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coupling good business judgment with an ability to insulate his thoughts
and behavior from the super-contagious emotions that swirl about the
marketplace. In my own efforts to stay insulated, | have found it highly
useful to keep Ben’s Mr. Market concept firmly in mind.”

Mr. Market is alive and well in the property market today. Everyone is dancing at the property ball
but unlike Cinderella’s ball, the clock on the mantelpiece has no hands. When the witching hour
arrives, the mad rush to the only exit will be too late and will leave many party-goers dressed only in
the emperor’s clothes.

| would like to say that in aggregate, property purchasers today are expecting far too much and the
current prices being paid for some properties are unlikely to be justified by the income those assets
will produce. Parts of the property market are therefore in a speculative bubble. Again, this is
evidenced by the divergence between prices and income for those properties. Historically all bubbles
end the same way. This time is not different.

Importantly, while | would like to discuss the general level of property prices in Australia, / wil/ not
and cannot predict the next move.

The present value of an investment can only be calculated by estimating the future cash flows an
investor is likely to receive from owning the investment over a period of time. These cash flows will
include rent and interest less maintenance expenditure. They will also include an assumed value at a
future date, which by necessity must be related in some rational way to the income that the
investment will produce at that time. This is a fundamental building block to investing successfully
and all expert opinion suggesting a property bust won't transpire at all are conveniently ignoring this
point.

Those ‘investors’ — | use the term loosely — that purchase a property on a yield of less than 2.5% are
engaging in an activity no different to that popularised during the boom in technology stocks:
Momentum Investing. For momentum investing to be successful, the Greater Fool principal must be
alive and well. A greater fool may indeed come along and pay a higher price than you for your
property but if one doesn’t, what then?

Quite obviously, properties in areas with desirable supply and demand characteristics and purchased
on gross yields of 5% or higher may prove to be more resilient.

In the early to mid 1990's the low inflation environment in Australia had most experts convinced that
it would be sustained. The experts got that right. They then concluded that in low inflation
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environments, property would perform poorly and they got #Aatwrong.

In his 1994 book Money, Paul Clitheroe wrote a chapter comparing renting a property to buying a
property and then concluded that renting is a financially more prudent decision. On page 88, in his
concluding remarks the author noted:

“Remember our key assumptions in our figures are 4 per cent growth in
house prices and no increase in rental charges. If house prices rise by 6
or 7 per cent, buying a house and selling becomes a better financial
decision than renting. Because of our current low inflation environment,
the chance of this happening in Australia’s immediate future is not
great.”

Author Paul Clitheroe wasn’t alone — many property experts, and participants agreed; the following
quotes help to put you in the mood of the early to mid 1990's.

On January 28, 1993 The Australian Financial Review reported the link between inflation and asset
performance,

“How much will prices rise in the next few years, and when will they
start to climb? Is there any danger of further falls in some areas?
Continued low inflation will take a lot of heat out of asset price rises,
including houses. ”

For the Cover Story for the BRW in September 1993, Margaret Lyons noted,

“In the late 1980s we had come out of a long period of very low real
growth in house prices. In Sydney, house prices had actually fallen back
between the early 1980s and 1987 by about 25%. Through the whole
of the 1980s, a period of high inflation, the growth in house prices
lagged inflation, and was less than that of the 1960s. But this time
around there are other economic and social factors in play, particularly a
far higher level of entrenched unemployment than could have been
imagined in the 1960s.”

On October 8, 1993 John Kavanagh recorded that participants were nervous about low inflation,

"...Yields of 7-8%, as good as returns available in the fixed interest
market, are not difficult to find and houses are more affordable than at
any time during the past decade. Still, some investors are not convinced;
they worry about the effect of low inflation on asset appreciation and
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the impact of continuing high unemployment on vacancy rates for
investment properties..."

To gain some perspective about prices and yields an example provided by Margaret Lyons in
December 1993 will help.

“Car salesman Stephen Ellett decided last year that he did not want to
pin his future solely on his superannuation. | don’t want to turn 55 or 60
and just have enough to get by, he says. Ellett had no savings but he did
have considerable equity in his house. His best option, he decided, was
to borrow against this equity to buy an investment property, negatively
gear it and let the tenant and the tax office pay off two-thirds of it.
Following advice from a property consultant, Ellett bought a two-
bedroom apartment in the inner-Melbourne suburb of Richmond for
$136,000, which is rented to a desirable tenant for $155 a week.”

In June 1993 Margaret Lyons also highlighted high yields,

“As house prices fall but rents remain stable, or fall only slightly, yields
go up. The average yield on good-quality residential property dropped to
4.5% during the boom but hit 12% when prices came off, according to
marketing manager, Geoff Davey. During a 10-year period, average yield
on the properties tracked by Mirvac was 8.8%. There is plenty of
evidence that some rental properties are returning above average yields.
Recently, a Melbourne-based real estate agent sold for just $81,500 a
renovated one-bedroom apartment in South Yarra, which was
earning$160 a week in rent, a yield of 10.2%. With investment
mortgage rates at 10.5%, that property would be almost self-
funding...Mirvac is selling two-bedroom units at Sydney’s Chipping
Norton, which are let for about $220 a week, for just$120,000-- a gross
yield of 9.5%."

The Cover Story of the July 1995 Edition of the Business Review Weekly declared:

"Housing Tumbles; Home prices are on the way down in
Australia, and they have further to go. Interest rates are only one
factor; others are oversupply, low inflation and demographic
change. Sara Clafton reports.”
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The article continued,;

“In 1991, Sydney real estate developer Kelvin Baker gambled that he
could make a small fortune by selling a $2.25 million house he had built
in the trendy eastern suburb of Double Bay. He lost. As the recession hit,
it sold for $1.58 million, 30% below expectation. He was not the only
one to drop a bundle on the house: several subsequent owners have lost
on it. The latest sale, last month, was at $1.1 million, more than
$200,000 below the figure it was bought for 12 months earlier.

Although the Double Bay house might be seen as a smart buy for its
latest owner, it signals that home ownership is no longer a fast track to
wealth. The 1990s have brought with them low inflation and, for a
while, lower interest rates. But a byproduct is that, for the first time in
25 years, the average Australian can no longer rely on rising house prices
as a tax-free means of getting rich...”

In December of 1995, the economist Don Stammer wrote

"...don’t expect too much from house prices: increases are likely to
resemble those of the 1960s."

Only hindsight brings clarity to what was previously uncertainty. Forecasting nevertheless is a
dangerous game with very low odds of success and those who participate in it need to heed the
observation of Mr. Martin Indyke — the former US ambassador to Isreal. He wryly observed,

“pundits see the future with 20/20 vision and recall the past with selective amnesia.”

The Sydney median house price in March 1992 was $174,000, and had fallen from $210,000 in
March 1989 — a 17.14% decline in three years. Between 1991 and 1995 the Double Bay house
mentioned earlier, notionally fell 50%. But today the Sydney median house price is $467,000 and
during the decade headline inflation has been relatively low. It seems, contrary to expert opinion in
the early 1990's, asset bubbles can occur even when inflation is non-existent. Many experts now say
that property prices cannot fall unless interest rates rise — time may indeed prove that can be
incorrect also — just take a look at property prices and interest rates in Japan! If people lose their
jobs, housing affordability moves even further out of reach and prices can drop in a climate where
interest rates need to be cut.

Regardless, in aggregate the tide has turned completely from that which existed in the early to mid
1990's. Once-high relative and absolute yields are now low. Housing affordability, having reached
all time highs in the early nineties, is at the lowest level for more than a decade. In the June quarter
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of 1993, average mortgage repayments constituted 21.6% of median family income. Mortgage
repayments now constitute 40.6% of median family income despite the low interest rates. Interests
rates need not rise much at all to result in real problems for borrowers. A high level of speculative
activity may also be indicated by the high proportion of mortgages taken out for investment property
purposes. Almost half of all mortgages are for investment properties. This compares to a historical
average closer to 25%. Despite these factors, the continuing boom has seen forecasters of a bust
forced to eat the ground-up glass of their crystal balls.

Turi Condon reflected the consensus at the time when writing in the Business Review Weekly,
February 4, 2000;

“The residential housing market is looking shaky. The top end is fuelled
by a volatile stock market boom, while at the bottom end, affordability
will be eroded as interest rates rise. Somewhere in the middle, hopes are
pinned on continued economic buoyancy. The market will slow down,
but probably not until the end of this year.”

Many forecasters are now throwing in the towel and jumping on the booming house-price
bandwagon. Most recently, articles such as the following published in the Syadney Morning Herald
on July 6 of this year reflect the swing back to a rosy future for property prices,

“If you are already staggered by Sydney's booming real estate market
you'd better sit down - the median house price has been tipped to reach
$1 million by 2012.

And, as many more suburbs joined the million-dollar club, more
Sydneysiders will find themselves sitting on a property goldmine. ...
Based on data provided by research group Home Price Guide, the
national Ray White Million Dollar Index has measured Sydney property
market trends over the past 10 years.

And it's not just houses that will be attracting large cheques - the
million-dollar median price for Sydney units is likely to come in 2013.”

It is important to note that the above study has on/y “measured Sydney property market trends over
the past 10 years.” At least an article recently published in the Economist and looking at Australian
property, went back to the 1970’s.

If you can see a pattern in the above excerpt you have been paying attention. What you can see is
something cognitive psychologists call ‘representativeness’. Representativeness is our tendency to
believe that the future will look exactly like the past. If share prices or property prices are falling, the
future will look the same. If prices are rising, they will go on doing so in the future. It is because of
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representativeness that inexperienced investors tend to buy at the highs and sell at the lows.
Representativeness is what Benjamin Graham’s character Mr. Market suffers from.  And
representativeness is what is being applied in all of the “this time is different” analysis of the
property market currently.

In an October 1993 Edition of 7he Economist, Ed Shann echoed John Burr Williams when he
observed;

“The real estate adage, location, location, location should probably be

replaced by price, price, price. Paying over the odds for any asset is not

likely to bring about a good investment.”

And it was John Burr Williams who noted,
"The value of any stock, bond or business today is determined by the
cash inflows and outflows - discounted at an appropriate interest rate —
that can be expected to occur during the remaining life of the asset."

Current property forecasts may not only be suffering from the representativeness suffered by Mr.
Market, but they may also be failing to take into account the foundation stone of investing. An asset
is not merely worth what someone else is willing to pay. An asset is worth the discounted value of
the future income that asset can produce. Regardless of interest rates, inflation, recession or
otherwise all investing must consider demand, supply and ultimately its impact on the cash inflows
and outflows associated with a property.

As the Australian Financial Review reported on June 3, of 1994,

“The demand for housing is influenced by a small group of powerful
factors. According to the Indicative Planning Council for the Housing
Industry (IPC), the Governments principal advisory body on housing, the
short-term demand for housing is affected by the populations
"household formation behaviour", which is in turn determined by
prevailing economic conditions. These include employment and inflation
levels and the affordability of houses. Housing affordability is
determined by a range of factors, including the price of houses, the
financial resources of prospective purchasers, conditions on the granting
of mortgages and interest rates. The long-term demand for housing, on
the other hand, is determined more by demographic factors, which are
in turn, affected by immigration levels.”

We have of course no predictive ability whatsoever (this neither hinders nor enhances our investment
performance) but it is easy to see that only the realisation of the most optimistic forecasts about the
future can possible justify the high prices and low yields being paid by some purchasers in today’s
markets.  History shows that asset prices and the income from those assets cannot diverge
indefinitely. The inescapable fact is that the value of an asset over the long term cannot grow faster
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than its earnings. Prices cannot continue rising indefinitely without a commensurate rise in income.
If the income rise fails to materialize the asset value falls. We have seen this most recently in the fall
out from the speculative frenzy in the shares of technology companies and we will be witness to it
again in other asset classes — property is no exception.

The impact of a housing crash (should one indeed transpire) through the wealth effect, on the
spending habits of individuals and by implication on the state of the economy, has not been lost on
the Government and the Reserve Bank who have been constantly warnings investors. The impact for
the share prices of banks if investors overreact and for the suppliers of building materials is also easy
to imagine but less clear will be the impact on the popularity of home-improvement reality television
programs.

The Long-Term Stock Market Outlook.

As with our discussion of property above, | will chat briefly about the level of the stock market. You
should know however that | have absolutely no predictive ability whatsoever in this arena either.
Despite devoting part of my career to being a market strategist, my conclusion is that being able to
forecast the market direction accurately is both a waste of time and unnecessary to successful stock
market investing. So while | will discuss market levels | cannot predict the direction of the next move
in the stock market.

Most recently we have been reading research that suggests a recovery in economic growth in the
United States will result in a recovery in share prices. Indeed the rally witnessed since March is no
doubt in anticipation of such a recovery. Unfortunately economists and strategists who cite a
correlation between economic growth and stock market performance have once again not looked
back far enough to gain perspective.

Between December 1964 and December 1981 the US stock market as measured by the Dow Jones
Industrial Average rose a miniscule 1/10" of a percent. During this period however the US economy
as measured by GDP rose by 370%! Economic output was almost five times higher in 1981 than in
1964. Between 1965 and 1982 the Dow lost nearly as much in real purchasing power as it did in the
years after the 1929 crash. In inflation-adjusted terms, between 1965 and 1982 the Dow lost almost
2/3rds of its purchasing power.

Why didn’t the stock market surge ahead as the economy expanded? There are two reasons.
During this period /nterest rates rose dramatically from around 4% to more than 14.5% in 1981 and
after tax corporate profits as a percentage of GDP fell. The proportion of every dollar of GDP that
goes into the pockets of shareholders declined into 1981 from much higher levels a decade and half
prior.
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As many of you already know there exists an inverse relationship between a bond'’s price and its
yield. It may not be as apparent initially, but that inverse relationship with interest rates exists for all
assets. When interest rates rise, the rate of return investors need must necessarily rise to remain
above the risk free rate — that rate available from bonds. If a government bond is offering a rate of
5%, then shares, property or any other asset only makes sense as an investment if it can offer a rate
of return that is higher and remember that because returns for all assets other than a bond held to
maturity, are uncertain, the return on offer by the asset needs to be in some cases substantially
higher than a bond to compensate for that risk and uncertainty.

From 1981 to the end of the millennium however, the economy in the US, as measured by GDP, less
than tripled and yet the Dow Jones rose tenfold. Once again economic growth had very little
correlation with the performance of the stock market. What did drive the market were once again,
interest rates — which were falling — and corporate profits — which as a percentage of GDP rose.

Australian has also witnessed similar periods where economic performance and stock market
movements have not shown strong correlation. For example in the 15 years to December 1999, the
Australian Economy as measured by GDP grew by 170%. During the same 15-year period, the All
Ordinaries Index rose 330%. The fifteen years to September 1974 however shows very strong
economic growth of 308% and yet the All Ordinaries index managed to decline over this period by
Ya of one per cent.

What can we add to these wonderful insights, largely brought to the attention of the public by none
other than Warren E. Buffett? Firstly it seems that the economists today are looking at a very short-
term window. They are indeed trying to drive a car by looking through a microscope — it cannot be
done. The long-term performance of the stock market will ultimately be dependent on corporate
profits and interest rates. Every time interest rates double, the value of equities roughly halves - if
interest rates rise in the next ten years that will have a negative effect on valuations.

Over long periods of time the growth of the corporate profit component of Australia’s economic
output cannot exceed the rate of the economic output. It is impossible over long periods for a
component to grow faster than the aggregate. If economic growth is 3% after inflation in the
future (which is as likely to be on the high side as on the low side) then equities on average should
grow by this amount. Returns to shareholders in aggregate then are likely to be the same plus the
dividend yield. (Remember this is the return ‘in aggregate’ and not for every individual — some
individuals will do much better than this). The dividend yield for the top 100 companies at June 30
this year averaged 4.4%. When added to economic growth of 3% the total suggests at best a
return of 7.4% - provided interest rates don’t change. |If interest rates rise to 6.00% - a 25%
increase from present levels — the returns drop by the same magnitude — from 7.4% to 5.50%.
Single digit returns appear likely over the next decade for share investors in aggregate.
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For further evidence we ran some very quick calculations over the top 100 companies at June 30,
when the ten-year government bond rate was around 5.00%, and found that while the earnings
yield using data available at June 30, 2003 was 4.77%, the dividend yield was 3.87% or 81% of the
earnings yield. That means 81% of earnings in aggregate are being paid out as dividends. Without
further capital raisings, corporate profits can only grow by the rate of retained return on equity. If a
company with one dollar of equity generates a return on that equity of 5%, pays 50% of the
earnings as a dividend, and maintains its profitability next year, earnings can only grow by the 5%
return on equity multiplied the percentage of earnings retained — 50%. Therefore earnings growth
can only be 2.5%. Given the average return on equity for the top 100 companies was 12.37% and
those companies are retaining only 19% of their earnings, growth in earnings (without additional
capital) can only equal 2.31% (12.37% multiplied by 19%) — and close enough to our real economic
growth estimate of 3%.

For now, the question that can be asked is; should we be paying 20 times earnings (the P/E of the
top 100 at June 30) for 2.31% growth? The relatively high prices certainly provide a reason for the
stronger performance of, and rally observed in, small companies.

Using data available on the top 100 companies as at June 30 we compared the internal rate of return
from a Government bond over five years to an investment over the same period in the top 100
shares. Using earnings as the coupon and growing those coupons over five years at the rate of
retained return on equity, table 1.6 suggests that the return from investing in the top 100 shares
should approximate the return from investing in a risk-free government bond. The table makes the
assumption that in aggregate earnings growth will approximate the rate of return on equity that is
retained (implied growth) and that one can sell the shares in five year's time at the price for which
they were purchased - $762. If however the shares could be sold in five year’s time at the current
price earnings ratio of almost 21 times, then the internal rate of return rises to 6.89% - still far short
of sufficiently compensating for the additional risk of investing in shares. Indeed to achieve a 6%
equity market risk premium over bonds in the internal rate of return, the selling price in the fifth year
would need to be at a price earnings ratio of 26 times.

Alternatively, Table 1.7 shows that sufficient value would present itself, if prices in aggregate for the
top 100 dropped by 16%. The internal rate of return on shares as represented by the top 100 would
be 11.00% assuming a future selling price earnings ratio of 20.95 and of course assuming no
change to interest rates. If interest rates, quite obviously the share market sell-off required to
produce a sufficiently high IRR to compensate for the risks inherent in shares, would need to be
larger.
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Table 1.6
The June 30 price of the top 100
Jun-30 /
YEAR Bond Top 100
Cash outflow for
J 0 -762 -762 < purchase of bond or
Price $762.00 1 38.1 37.22402 shares
10yr CGS Yield — ¥ Bond Yield 5.00% 2 38.1 37.94616 q—__ Earnings growing at
EPS $36.38 3 38.1 3868232 , ~ rate of retained ROE
EPS Growth 2.32% 4 38.1 39.43275
5 800.1 $802.20
IRR 5.00% 5.07% .
Earninas implied Growth (Retained ROE) Resultant comparative
Internal Rate of Return
(IRR) - this needs to be
Bond coupons significantly higher than a
risk free bond to warrant a
purchase of shares.
Table 1.7
Jun-30
YEAR Bond Top 100
0 -642 -642
Price $642.00 1 321 37.22402
Bond Yield 5.00% 2 321 37.94616
EPS $36.38 3 32.1 38.68232
EPS Growth 2.32% 4 321 39.43275
PIE 5 6741  $882.34

IRR 5.00% 11.01%

Table 1.7 shows that a potentially sufficient equity market risk premium might exist if shares prices
dropped by around 16% today. Its nonsense of course because the table assumes no capital raisings
and that you can sell your interest for the same (high) multiple above earnings (20.95) that you
purchased it for. If you believe that you might receive a lower P/E for selling your interest in the
future, then the required drop would be larger. Alternatively, if you believe that future capital
raisings will boost corporate earnings growth beyond economic growth in the near term, then the
required drop needed to present value is smaller.
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Since March 2000, the US stock market as measured by the S&P500 index has fallen 40% and the
worst peak to valley decline was 49%. An important result of the decline has been a compression of
valuations between the most overvalued and the most undervalued companies. Indeed as measured
by price to book values, the highest quintile in March 2000 was more than 20 times the value of the
lowest quintile at that time. Currently the spread is just under 5 times against a long-term average
of around 4.5 times. The compression of valuations suggests less volatility down the track and a
better environment for stock-picking. Conversely lower general levels of volatility suggest a less
profitable environment for short sellers.

All of the above however suggests that in the short term, sustaining the recent double-digit rally
produced by the market since March is difficult to justify and paying current prices for shares
therefore may not be rational if they are to be held for a long period such as a decade. Many
commentators are now being quoted saying that the old ideas about diversification, risk and
balancing a portfolio no longer apply and that a new period will emerge, where stock-picking is
necessary. Our view is that “stock-picking” has always been necessary and has never been
successfully replaced usurped by the previously popular methods.

Of the 300-400 companies we have valuations for (notwithstanding the fact that only 20 can be truly
defined as ‘wonderful businesses’ for the purposes of Permanent Value) just 2 (two) companies are
trading at a discount of more than 15% to their calculated intrinsic value! One of them we already
own a sufficient quantity of and the other operates in a sector that does not have bright prospects
for the next five years - not by any measure is the market cheap. At present we are short of
opportunities but we have ample cash to take advantage of them when they arise. At some point in
our investment lifetime the opposite to our current circumstances will exist - we will be flooded with
ideas and find ourselves with insufficient cash to take advantage of all of them.

Finally it is also important that as /nvestors we remember our future returns will largely be
determined by the prices we pay. At June 30, the earnings yield for the ASX 100 — total earnings per
share divided by share price — was 4.70%, a rate lower close to the rate on a ten-year government
bond. A rational investment in shares however can only occur if the yield offered is sufficiently
higher than the yield offered on a risk free government bond. Shares represent ownership of a
business, which has significantly higher risk than claims to the debt obligations of the Australian
Government - otherwise regarded as 'risk-free’. It follows then that the purchase of shares to be
held for a decade or more should occur when the yield offered is sufficiently higher than that offered
by the government on its debts to compensate for the risk of business ownership. In other words
shares generally are not cheap at present.
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At Clime we will continue to ignore expert opinion about valuation, diversification and the future, we
will eschew the notion that ‘this time is different’ and instead we will follow long-term investment
strategies that over many years in the past, have produced returns superior to those achieved by the
index. While neither you nor | can be certain about what the future holds for the markets, you can
be certain Clime will doggedly adhere to its stated approach for both the Contrarian Value and
Permanent Value portfolios.

Yours Sincerely

Roger J. Montgomery
Clime Asset Management Pty Limited
July 2003.
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