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CHAIRMAN’S LETTER 
 
What we do is quite simple and we will not waver from the method and approach we 
promised we would follow and outlined in our prospectus prior to commencement.  We 
apply a valuation model and philosophy to those companies we believe house excellent 
businesses and if the share price is higher than our estimate of value, we walk away.   In 
2004/05 we wore holes in our shoes from all of the walking away we did.  Yes we are 
acutely aware that the market has gone up and that even the most died-in-the-wool-
index-hugging-fund-manager has done a great deal better but we remind you of some 
simple arithmetic:  If $1.00 grows by 22% in the first year and then falls by 15% in the 
second, the average annual compounded return is just 1.8% per annum. 
 
In any event, external pressure to invest in a hurry or to use some other technique, is for 
us, no different to the batsman in cricket who must play whilst enduring the crowd in the 
stands shouting “swing you lazy mug”.  We won’t swing for the sake of being active or to 
chase momentum for short-term profits in an overextended market. 
 
When you own shares in Clime Capital Limited (“the Company” or “Clime Capital”) you 
are acquiring a stake in a company whose portfolio is managed using a very strict set of 
guidelines about what companies can be purchased and at what price.  While we will 
make some mistakes along the way, we will not diverge from the stated path – not for 
another 24 years anyway.  The manager should not change his canoe or its direction 
mid stream.  We haven’t yet and won’t start now.  Historically, it is consistency that has 
been the hallmark of every great investor. 
 
THE MARKET 
 
Those perennial bulls – many of whom generate their income from transactions - 
suggest that the market is reasonably priced.  Leaving aside the fact that one should not 
ask a hairdresser whether one requires a haircut, these sanguine to bullish forecasts for 
the year ahead, are at least sometimes based on the observation that average P/E’s are 
reasonable.  Such ‘analysis’ reminds of the two actuaries who shot at a crow on a fence.  
The first shot slightly to the right and the second, shot slightly to the left.  They then 
congratulated each other that ‘on average’ they shot the crow. 
 
Price earnings ratios have little if anything to do with ‘value’ and merely reflect the 
current price.  Take two companies, both have a price earnings ratio of ten at the time of 
purchase and sale and both produce a return on the same amount of equity of 5%.  The 
only difference is that one company pays all of its earnings out as a dividend and the 
other retains all of its profits.  The reality is that the company that retains all of its profits 
will return just 5% to its buyer while the other will produce 10%.  Clearly if you can  
 

4



 

CHAIRMAN’S LETTER (continued) 
 
generate a return of greater than 5% elsewhere, the company that retains its profits must 
be worth less than the other company paying all of its earnings out to you. And so even  
though both companies had P/E ratios of 10, they both have very different valuations 
and produce very different returns.  The P/E ratio of the market may thus misguide 
unwary investors. 
 
Nothing has really changed in the Australian economy since the Cinderella Property Ball 
ended.  Every binge is followed by a correspondingly-sized hangover and so far we have 
managed to avoid one.  That however does not mean that it won’t happen.  The property 
boom was a symptom of not only the cheap cost of funds – a condition fuelling 
simultaneous property booms in many countries - but also the artificial fuel that comes 
from government subsidies.  Give every Australian a $14,000 first-share-portfolio- 
buyer’s grant and see what happens.  The result will not be rational evaluation of 
company fundamentals but a cash-fuelled share market bubble, which eventually ends 
when all people who qualify for the subsidy have bought or have missed out because 
prices have moved too far and too quickly. 
 
None of the imbalances that result from the above conditions have worked themselves 
through yet so financial asset shocks are a possibility.  But we don’t invest based on 
what might be.  We simply buy assets when they are available for purchase at prices 
that are lower than their value.  The question is are they?   
 
To look at the value of the market in aggregate at the time of writing, as opposed to the 
price - which is all that the P/E ratio offers us - there is a requirement to understand the 
mechanics of a business.   
 
Back in 1981 Warren Buffett pointed out that with tax exempt US bonds offering 14% 
yields and the average American corporation generating a 14% return on its equity, an 
investor on a 50% tax bracket would be wise not to spend more than 50 cents for each 
dollar of equity in a business that paid 100% of its earnings out as a dividend.  The 
valuation formula that results from this assertion is a simple one for companies whose 
dividend payout ratio is 100%: ROE / pre tax RR x equity per share.  The formulae has a 
few more elements if the company does not pay all its earnings as a dividend and one 
must assume that given more risk associated with a business, that a higher discount rate 
is required than a government bond rate.  Nevertheless from this we can begin to 
examine where the market stands currently in price relative to value. 
 
Remember that price is what you pay and value is what you receive, the simple task in 
investing is to only buy when you can pay a lower price than the value you receive. 
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CHAIRMAN’S LETTER (continued) 
 
According to the September 1 Market Comparative Analysis sheets for the top 100 
companies released by the ASX, the average return on shareholders funds is now  
17.76% up from 16.29% last year.  With 10 year government bond rates at just 5.12% 
down from 5.30% in July, franked dividends a reality, even someone on the top marginal 
tax rate would find that each dollar of equity is worth much more than one dollar 
irrespective of whether the company paid all its earnings out as a dividend or not.  And 
the value of Australian companies has risen with the decline in interest rates and the rise 
in profitability.  But to use the current bond rate as a comparison would be a mistake.  
The reality is that after actual inflation (not the nonsense reported as CPI) and tax, a 
negative real return is produced by an investment in a government bond.  For those who 
consider bonds low risk, ask yourself this:  What could be more risky than an investment 
with 100% certainty that your money will have less buying power in the future?  So 
bonds it would seem are not the best comparison to use.  Buffett offered the suggestion 
that a 10% pre tax hurdle should be used so that would reduce the multiple over equity 
that an investor should pay for each dollar of equity in a business. 
 
Investing has nothing to do with averages, each company must be assessed 
independently, but for the sake of expediency we will look at the market aggregates.  
According to September data, the average top 100 company returned 17.76% on its 
equity for the year has $3.89 of equity per share and pays 66% of its earnings out as a 
dividend.  (we note that following reporting season, average equity per share has fallen 
and the average payout ratio has risen).  If we assume 1) that a 10% pre tax return on 
our investment is required to compensate us for the risk associated with investing in 
shares and inflation and tax and the possibility that in the next ten years interest rates 
will rise from the current 5%, 2) that the current return on equity is sustainable for ten 
years (it isn’t – some companies will go under or be acquired for too much by one of 
their fellow top 100 companies, thus diluting return on equity) and 3) that the current 
average payout ratio is maintained, then we could say that the valuation of the average 
top 100 company is worth about 2.23 times its equity per share or $8.67 (up from $8.20 
in July).  The average price of the ASX 100 however is $11.99, up from $11.57 at the 
close on June 30 and so the market does indeed appear to be overvalued.  Strangely, 
as the oil price and Australia’s imports continue their ascent and the policy of the 
government and some large companies to transfer wealth from the country’s producers 
to consumers becomes entrenched, the market continues to rise. 
 
Indeed the price of the average top 100 company (remember its an artificial company, it 
doesn’t exist) would need to fall by 27.68% to get to a reasonable valuation based on the 
above assumptions.  Of course the market isn’t using a 10% discount rate, it appears to 
be using a pre tax return of 8.10% which suggests the market is not in a speculative 
bubble, but value investors want more for the risk associated with the possibility that a  
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CHAIRMAN’S LETTER (continued) 
 
17.76% return on equity may not be sustainable over the next few years.  (Readers 
Note: We reckon a speculative bubble would be an implied required return of 7% which  
would require the market to rally a further 25% with no improvement to profitability and 
no changes to interest rates.) 
 
This of course is not a forecast, I have absolutely no idea where the market will go but 
for the above reasons I share the somewhat bearish outlook for the market, of several 
clever investors.  That means the continued holding of cash and very conservative 
assumptions for companies we are valuing. 
 
 
 
 
 
 
R. Montgomery 
Chairman 
Dated 29 September 2005 
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