
Buying a defensive share portfolio
When any given asset class outperforms and such pertormance is unlikely to continue, most assef cor-
surfanfs will recommend a switch to more defensive asset crasses. lan Murdoch and Jamie ,Vemtsas,
directors of lnveststone Wealth Management, take a look at an altemative option.

lnstead ofreducing your overall exposure to
an asset class in favor of another, what about
re-aligning the holdings within the particular
asset class so that investments with more
defensive characteristics are retained?

No-one is going to argue with the importance
of asset allocation. However, asset allocation
only tells half the story - each and every one
of us is managing investments within asset
classes. Therefore, how we spend the money
we allocate to a particular asset class becomes
just as important as making sure our overall
weighting to that asset class is appropriate.
Take for example a portfolio that has 50%
of its capital allocated to Australian shares.
The porlfolio could have one, ten or a whole
index worth of different shares and their
asset allocation would be the same - 50%
allocated to Australian shares - no mention
of sectors, growth or value profiles, valuation
etc. Another example that illustrates the short
comings of blinkered asset allocation would be
looking at holding just one share and compar-
ing the associated risks.

I f  we compare the r isks associated with
holding Wesfarmers (diversified group with
strong earnings and a reasonable valuation,
very strong managemen| to holding just ERG
(expensive at current prices, sector specific,
volatile earnings outlook). Despite the differ-
ences between these two companies, the asset
allocation would still be the same percentage
allocation to shares.

But how does an investor build a defensive
position within a particular asset class? As
the title of this article suggests, the asset class
we are considering is Australian equities.
more specifically, the direct component of
a portfolio's Australian share exposure. So,
how do we define a 'defensive'share? Well
the word 'cheap'pretty much sums it up. By
holding companies that are valued at a reason-
able price, the thinking is that these shares are
less likely to suffer than most other shares in
a market downturn or slump.

One of the reasons for this resilience is that a
key measure in assessing relative cheapness
is dividend yield. By holding companies with
high dividends (25% greater than the market
average dividend yield), this income stream (if
sustainable), should underpin returns in times
of downward price pressure.

At the height of the technology boom (March
2000), Investing Times, (originally Donnelly's
Investing Times) explored this concept further
and built an Australian share portfolio, aptly

No other factors are considered. No personal
preferences, no favorites, no black bor com-
puter programs, no six figure analyst's opin-
ion, just these three numbers. Simplel

Too many individual shares
So far, so good. However, we have found that
the portfolio has grown in size, and in fact
since inception in March 2000, the portfolio
has often held more than 37 individual hold-

CLrrrent ly the port fo l io is down to 26 in-
dir  idual  companies.  I t  is  st i l l  qui te large,
hou er er it rs important to remember that the
principles applied to building the portfolio are
quantitatir e and are l ikely to differ to those of
a personal inrestor. This is also true of some
of the conrpanies that have been removed, as
outlined abor e - not necessarily prudent ac-
tions fbr a personal investor.

The se l l  s ide

It is arnazins hou nrany DIY investors, ad-
visers and er en prof'essional fund managers
for that nratter. fall in love with individual
companies. The company might have provided
enonrous returns and increased their personal
riealth substantially, making the decision to
sell that much harder.

Conversely. people decide to hold capital in
companies that have blown up, gone wrong, or
substantially fallen in price. They might have
lost a lot of capital however they maintain their
holding on the premise that one day the shares
will return to their glory days.

Nevertheless, capital is capital. A decision
should be made on the capital basis of the
equation, ie. is my capital best allocated to
a company that has lost me 50% in the last
2 years with a questionable chance of recov-
ery, or should I realise what is left and make
an informed decision on where to place the
proceeds'/ The answer is relatively straight
forward, althou-eh emotions often get in the
wav.

. Dividend Yield less than 4.7% gross.

. A dividend covers of less than 1 .1 times

. ROE of less than 8o/o.

S imi la r  to  the  buy  s ide ,  when eva lua t ing
companies it is important to look at estimates
of 2005-06 ratios, as you should be holding
shares because you have a view on what they
can provide to you going forward, not what
they have done in the past.

named: 'Defensive Share Portfolio'. It is such in_es at various times and currently holds 26.
a portfolio that we will explore further in this For anyone that does the administration on
article. their on'n portfolio, the paperwork alone on 37

shareholdinss could fi l l  every weekendl

How does the portfol io work?
- the buy side

The portfolio is based on three quantitati\ e
criteria, the criteria are dividend yield. dir i-
dend cover and return on equity.

. Dividend yield greater than 7.5'% gross.

. Dividend cover of at least 1.25 times. and

. Return on equity of greater than I 00,0.

Dividend Yield - this measure is used fbr tri 'o
reasons;firstly, to compare the companv to the
rest of the market. A -ueneral rLrle of thumb is
to buy companies that are "u"ielding 25u u higher
than the average market dir idend (7.50 b gross)
or, if you l ike. the shares are 300.n cheaper
than the rest of the rnarket - on dir idend yield
anlnvay. Secondly'. i f you are obtainin_s over
15%in dividends. then the -qro\\ 'th in the share
price only has to be around 30/o or equal to CPI
to obtain a double dieit total return.

Div idend Cover -  The div idend cover is
really used to verify if the dividend wil l be
covered by the company's current earnings.
Some companies pay out high div idends
- however, they don't have the earnings to
back it up and thus are distributing capital to
the shareholder. Also, if the company has a
short term profit downgrade, a company with
a high dividend cover can sustain its dividend,
rather than cut the dividend, The market typi-
cally deals harshly with the share price of any
company that cuts its dividend. A dividend
cover of 1.25 is generally sufficient to satisfy
this criteria.

R e t u r n  o n  E q u i t y  -  T h i s  i s  u s e d  t y p i c a l l v  r . ^  r _ ^ : r j  ,  , ,  . .  .  r , ,  ,  ,
to assess the company's internut ut,itity tt i,1::':':i^:li::::::]:'l::'^""T,1"t1 li'?l:
senerate a return on shareholder tunds atier llill;) ::::j-"^::T:l::Tp::]:::Tl^t:;
iny costs of f inance. A return on equirv ol ' : l f: |.: 

cnaracterrstrcs or tne ones tnat looK

over l0% would be one of the inoi.ut*rirri i  
erpensive e'g' unsustainable payout 

:uli?t'
a company is uti l ising shareholder capital l::, i ' t l :,^t:::ff:t^:t l::?l^t:f l:J:::
u isely. 

' : l ,1o.l; *t tnerelore can use tne same tnree
crltena ln reverse:
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It is also interesting to note that a book that
was reviewed in the February 2006 issue of
"The Investing Times" - 'The Litt le Book
That Beats The Market'- also uses some very
similar characteristics in the US market. with
quite remarkable results.

The performance of the
Defensive Share Portfolio (DSp)
since inception in March 2000

The last 12 months has seen resources rally
rapidly, investment banks double in value and
high PE stocks get even higher. Not really a
market for a conservative delensive oriented
portfolio of Australian shares like Investins
Times' Defensive Share Porrfolio (DSp)! I;
these types of market conditions you would
not expect the portfolio to perform anywhere
near the benchmark, therefore rt ts of much
surprise that the DSP actuallv outperformed
the All Ordinaries index for the year ended to
3 lst December 2005. The DSp returned 26%.
compared to the All Ordinaries that returned
22% - a3.3% out performance.

The portfolio performed very well across
the board with only a handful of stocks that
recorded a negative income and growth return
for the year.

The best performing stock was Santos, return-
ing near 50% over the year, closely followed
by the Commonwealth Bank of Australia
(CBA), CSR andAdelaide Bank (ADB). The
portfolio return from inception annualised,
now sits at20%. This return is without frank-
ing credits, so you could add approximately
another |.5%. The index has returne d l2o/o oa
over the same period.

Given we have been going on about the real
performance of this portfolio for the last
couple of years, we thought that it may be
better to show it graphically. As you can see
from the chart below the return ofthe portfolio
compared to the All Ordinaries is quite amaz-
ing. i f  not  sober ing.

Using the three basic criteria and a handful
of other investment portfolio rules, the DSp
has added a lot of value. For example, if you
had invested $10,000
in  the  A l l  Ord inar -
ies in March 2000, Company Name

#J"ff1irffi'rf.l? rerstra (rLS)
you followed the DSP Wesfarmers (WES)
mechanism of select-
ing stocks then you
would have over $32.000.

Once per year the portfolio is critically anal-
ysed and rebalanced.

The following is a summary of the quantitative
parameters that the portfolio uses as a frame-
work to make its investment decisions.

$10,000 Inve$ed in lT Defensive Share portfolio
Vs ASX Al l  Ordinar ies
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Criteria

Gross Dividend Yield

Return on Equity (ROE)

Dividend Cover (times)

Take the emotion out of the
decision

Our intention in sharing the defensive port-
folio with you is not to show-off anv stock
picking prowess or to promote "The invest-
ing Times" newsletter and the firm. What we
want readers to take away is that to manage
an Australian share portfolio, you need some
kind of framework to make decisions with. a
framework beyond asset allocation.

Many of us can attest to creating wealth by tak-
ing no action at all, for example on any bank-
ing stock in the last ten years you would have
increased your capital four fold. However, it
is easy to say that most of these assets have
increased substantially because the govern-
ment under-estimated what the true value of
the individual companies really were.

Going forward, free rides like the ones that
were available in the 1990's may not be around
and review rules and decision making tools
may be more crucial in building a successful
portfolio than ever before.

to include a new share to sell a share

Franking 06 (%) RoE 06 (%) yietd 06 (%) Market cap. ($M)
100

100

>7.5o/o

>10.0o/o

> 1 . 2 5

<4.7o/o

<8.0%

< 1 . 1 0

rules that allow you to take the emotion out
of  investment select ion and review. Also
avoiding the tendency to subordinate the
logic of investing to any one principle, be it
asset allocation, diversif ication or investment
horizon, wil l put you in good stead. By build-
ing a portfolio in this manner you are holding
today's winners, not yesterday's heroes, or
tomorrow's dreamers.

A Defensive Share Portfolio for
today

Using the above criteria in the current market
we have put together a portfolio of stocks that
could be purchased. Some are in "lnvesting
Times" newsletter's long term core share
portfolio already. A number of new additions
have been made and will be put into the defen-
sive share portfolio from this issue onwards.
Not all the recommendations strictly make
all three criteria however we have reviewed
each stock and are satisfied that overall they
fit the defensive characteristic of this portfolio
as a whole.

Which stocks are out?

46,005.00

13,696.5

Div Cov (%)

0.79

1 . 0 8

Both Telstra and Wesfarmers fail on dividend
cover. We state that a dividend cover of L I
must be obtained. Even though we like both
of these companies, and both are core hold-
ings in the long term share portfolio in ,,The

Investing Times", we are sticking to the rules
and selling both at market prices.

24.2 9.2

32.1 7.0

So, to sum this all up, building a defensive
position does not have to be a complicated
task and yet it can be very rewarding. A
magic ball or gifted stock picking ability is
not required.

What wi l l  help is a set  of  s imple,  logical
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Which
stocks
are in?

Gompany Name

Alesco (ALS)

BlueScope Steel (BSL)

Five new com- Gr. South plantations (GTP)
p a n i e s  h a v e
come up on the lnsurance Australia Group (lAG)
radar of the de-
fensive share 

Macarthur coal Ltd (Mcc)

por t fo l io  and
al l  f ive are going to be added. ALS only
narrowly makes one field ie. dividend cover,
nevertheless it covers all three criteria. It 's
interesting to note that we have five different
companies in five different sectors. Their
inclusion in the portfolios wil l add further di-
versity to the current make up of the defensive
share portfolio.

Profiles of the five new
investments

1. Alesco Corporat ion Limited (ALS)
- formerly Atkins Carlyle Ltd
Alesco is a wholesale distribution company
with leading positions in niche markets operat-
ing in four business units - Br"rilding & Reno-
vations, Construction & Mining, Scientif ic &
Testing and Garage Doors & Openers. The
company's long-term Industrial Consumables
division was sold along with the Atkins Car-
lyle name to Howard Smith (Blackwoods)
in late March 2001. The company has made
several acquisitions over the past few years.
These include Parbury, Biolab, Robinson In-
dustries, B&D Garage Doors & Openers and
Dominator International.

ROE 06 (%) Franking 06 (%) Yield 06 (%) Market Cap. ($M) Div Cov (%)

14.54 100

1 5 . 6 6  1 0 0

27 .94 100

20.35  100

44.10  100

2. Bluescope (BSL)
Bluescope is Australia's largest steel producer.
and also has NZ,Asian and US rnanuf'acturins
operations. It is Australia's only flat products
producer, accounting for 80% of the local
market. The purchase of pre-engineered build-
ing maker Butler has further enhanced BSL's
downstream operations, and boosted its pres-
ence in both the US and China. BSL's strong
balance sheet and its evolving Asian-based
growth strategy are attractions. However, it's
image has been hurt by some recent profit
downgrades.

3.  Great Southern Plantat ions (GTP)
Great Southern is an inr estrnent manager, spe-
cialising in the agribusiness sector. The com-
pany's prirnary interests are in the Australian
plantation timber industry. GTP is involved in
forestry activit ies. ri 'hich wil l. fbr some years
yet, account fbr the bulk of total revenues.
GTP has also dir ersif ied into the vit iculture
business, organic olives and the company has
recently taken over the management of a beef
cattle managed investment scheme, although
these interests are quite small compared to the
plantation business. A point of difference with
GTP is that they own allthe property that they

689.97

5,257.91

1,525.71

9,565.15

977.50

1.264

1 . 7 0 4

1.924

1.728

2.037
Figures are forecasted for 2006

run the plantations on, eventually providing a
hu-rre land bank.

4.  Insurance Austral ia Group ( lAG)
IAG is the largest general insurance group in
Arrstralia and New Zealand. More than 600/o
of prernium revenue is derived from itsAustra-
l ian personal insurance business, with motor,
home and contents being the main product
lines. The group's Australian insurance brands
include NRMA (NSW), SGIO (WA), SGIC
(SA) and CGU. Its New Zealand brands in-
clude State Insurance. NZI and Circle.

5.  Macarthur Coal  L imited (MCC)
Macarthur is a coal mining, processing, explo-
ration and development company, primarily
focused on the production at the Coppabella
and Moorvale coal mines. located near Mo-
ranbah in Queensland's Bowen Basin. All of
the company's projects are exclusively located
in Queensland. Like any resource company,
the underlying profitability willdepend on the
spot price ofcoal, year to year.

All in all the portfolio has had another stellar
year. With some tilting here and there we are
set for  another exci t ing year.

The portfolio has a little bit of everything,
from the Banking Sector, to Diversified In-
dustrials. The average yield achieved from
investing in this portfolio is a huge 8.32%
gross per year which is very attractive when
interest rates are only around 5.5%. a

Notes:
l. All figures are based on l'orecast ROE, Gross

Yield and Dividend Cover.
2. The above information mav Drove to be incorrect

at a later date.

This art ic le was wri t ten by Ian Murdoch
and Jamie Nemtsas, directors of Investstone
Wealth Management who is the publisher
of the investment newsletter "The Investing
Times" : www.investingtimes.com.au

DISCLAIMER: This art icle provides
general information only. l t  is not
intended as investment advice and
must not be rel ied upon as such. You
should obtain professional investment
advice tailored to your specific
circumstances and needs prior to making
any investment decisions.

6.01

5.85

6.90

5.59

7.65

CURRENT DEFENSIVE SHARE PORTFOLIO

Alesco -ALS -  new
Adelaide Bank Limited -  ADB
ANZ Banking Group Ltd -  ANZ
AWB Limited - AWB
Bluescope Steel  L imited -  BSL -  new
Boral  L imited -  BLD
Coates Hire Limited - COA
Commonwealth Bank of Australia Ltd - CBA
Crane Group Limited -  CRG
CSR Limited -  CSR
David Jones Limited -  DJS
G.U.D.  Ho ld ings  L imi ted  -  GUD
Great Southern Plantat ions Limited -  GTP - new
Insurance Austral ia Group Limited -  IAG * new
Just Group Limited -  JST
Leighton Holdings Limited -  LEI
Macarthur Coal  L imited -  MCC - new
NationalAustral ia Bank Limited -  NAB
Qantas Airways Limited - QAN
Santos Limited - STO
SIMS Group Limited -  SGM
Spot less Group Limited -  SPT
St.  George Bank Limited -  SGB
Suncorp-Metway Limited - SUN
Tabcorp Holdings Limited - TAH
Westpac Banking Corporation - WBC

14.54
1 4 . 9 0
1 8 . 8 0
1 1  . 5 0
1 5 . 6 6
1 5 . 1 0
1 7 . 1 0
1 9 . 9 0
9 . 9 0

2 1 . 8 0
2 1 . 6 0
30.30
27.90
2 0 . 3 5
64.50
25.40
44.10
1 4 . 8 0
11.20
22.30
16.70
1 5 . 8

22.20
20.70
1 5 . 8 0
2 1 . 6 0

8.66
6 . 3 9
6 . 3 1
1 0 . 0 6
8 . 3 0
5.68
4.54
6.90
7.67
4.54
6 . 8 1
1 1 . 2 1
9.79
7.93
6.53
4.05
1 0 . 8 6
6.22
8.52
4.87
5 . 1 1
6.95
7 . 3 1
7 . 1 0
8.36
6.67

1 . 2 6
1 . 5 0
1 . 5 4
1 . 4 2
2.24
1 . 8 8
2 . 0 1
1 . 3 5
1 . 2 3
1 . 8 8
1 . 2 9
1 . 1 7
1 . 9 2
1 . 7 3
1 . 7 3
1 . 5 8
2.04
1 . 4 1
1 . 3 4
2.84
2 . 8 5
1 . 1 3
1 . 3 1
1 . 6 1
1 . 1 7
1 . 5 5

Securitv Name ROE Gross Yield Div/Cov
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