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ORBIS/SM AUSTRALIA EQUITY FUND

Investment Objective

The Investment Manager seeks long-term returns for investors that are higher than those of the S&P/
ASX 300 Accumulation Index, a broad-based index compiled by Standard & Poor's representing the 
total returns available in the Australian stockmarket.  The Investment Manager aims to achieve this 
without assuming any greater risk of loss than that of an investment in the securities represented on the 
S&P/ASX 300 Accumulation Index.

Investment Approach

The Fund is managed using the techniques developed at Allan Gray Limited and the Orbis Group 
over more than 30 years, applied to the Australian stockmarket.  The basic philosophy underlying the 
approach is the belief that while stockmarket prices are the best indicator of value for companies over 
very long periods of time, substantial deviations of those prices from their true value do occur over the 
short to medium term.  Most businesses (and thus their underlying value) do not change much from 
one week to the next.  Yet their stock prices are often subject to huge moves, often for no particularly 
good reason.  The Investment Manager focuses its efforts on calculating the real underlying value of 
various companies using the extensive technology developed by the Orbis Group over the past 15 years, 
the insights of Orbis' global team of analysts as well as a local team of analysts.  The Fund's portfolio is 
constructed by taking all the Investment Manager's best ideas (i.e. where the gap between assessed value 
and the stockmarket price is the largest) and combining them in a way that seeks to limit the exposure 
to any single underlying variable.

NOTICES

Buy/Sell Spread.  The Net Asset Value per Unit of a Class differs from the application or withdrawal price of the 
Class by the allowance for transaction costs (i.e. the Buy/Sell Spread).  The Buy/Sell Spread is the Trustee's estimate 
of the cost of acquiring, or disposing of, interests in the Fund, and is currently set at 0.35% of the application 
monies received on an application, and 0.35% of the withdrawal proceeds on the amount of a withdrawal request 
received.

Source.  The source for the S&P/ASX 300 Accumulation Index is Standard & Poor's.  ASX 300 is the trademark 
of ASX Operations Pty Limited ("ASXO"); "S&P/ASX300TM" exists pursuant to an arrangement between ASXO 
and Standard & Poor's (S&PTM is a trademark of Standard & Poor's, a division of The McGraw-Hill Companies, 
Inc.).

Returns.  Fund and Benchmark returns are quoted excluding any Buy/Sell Spreads that are payable on some 
transactions, i.e. on a "mid to mid" basis.

Other.  This report does not constitute an offer to sell, or a solicitation to buy, units of the Fund.  Subscriptions 
are only valid if made on the basis of the Fund's current Product Disclosure Statement.  Past performance is not 
necessarily indicative of future performance.  The Fund's unit price will fluctuate and is not guaranteed.
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ORBIS/SM AUSTRALIA EQUITY FUND at 30 September 2006
 From Inception  From Latest
Total Rate of Return  on 1 Jan 2006  4 May 2006* Quarter
    % Not Annualised 

 Orbis/SM Australia 10.6 0.7 5.1
 S&P/ASX 300 Accumulation Index 12.0 1.4 2.9
 Relative Performance (1.3) (0.7) 2.1
    

 *The Fund has been open to new investors since 4 May 2006 

RESPONSIBLE ENTITY	I NVESTMENT MANAGEr	 CUSTODIAN AND ADMINISTrATOr

Equity Trustees Limited	 Orbis Investment Management (Australia) Pty Limited	 State Street Australia Limited
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The Fund’s return for the quarter was satisfactory, outperforming its benchmark by 2.1%.  However, 
we are keenly aware that our performance for the year to date still lags the market and that much needs 
to be done.

We remarked in our last quarterly report that the Australian stockmarket did not offer investors many 
bargain shares. While the price/earnings ratio of the market does not look high relative to recent history, 
we take issue with the level of underlying earnings.

Over long periods of time, aggregate profits for all the companies in Australia cannot grow faster than 
the economy itself. The graph below shows the total profits of all companies listed on the ASX relative 
to the size of the Australian economy.

Data prior to 1988 is unreliable, but 1988 appears to have been a peak in profits for more than a 
decade. Profits of Australian listed companies as a percentage of the local economy thus have probably 
never been higher.  While the earnings for the next two years may perhaps reach the lofty forecasts put 
out by stockbrokers, history is not on their side. Even if it does happen, it simply increases the risk of 
a huge fall at some later date.

One thus has to be especially careful that one does not invest in a company where earnings are 
unsustainably high. Our work recently has uncovered a few of the rare opportunities where we see 
much more upside than downside. We discuss two typical examples, on different sides of the business 
spectrum. On the one hand, we look at McGuigan Simeon Wines (“McGuigan”), a well-established 
company with a long history, but operating in the wine market which has been depressed for some 
time. Expectations, and hence the share price, are low, especially relative to the established asset base of 
the company. On the other side of the spectrum we look at Acrux, a much newer company which has 
yet to make its maiden profit.

Listed company profits / size of Australian economy
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ORBIS/SM AUSTRALIA EQUITY FUND at 30 September 2006

McGuigan makes wine - some to sell under its own labels, but mostly to supply other wine merchants, 
most notably the large supermarkets in the United Kingdom, for own label use. McGuigan’s great 
strength is its large size and focus which puts it very low on the cost curve.

Current earnings are depressed as Australia’s wine industry is under tremendous pressure. The reason is 
not consumption – world-wide consumption of our quality products has continued to grow unabated. 
In fact, three years ago Australia overtook France as the largest supplier into the UK. The problem is 
excess supply. During the ‘fat’ years, numerous vines were planted by farmers in response to the demand 
growth. Vines take a number of years to come into production. When supply finally matched demand, 
there were still a large number of vines growing which continued to add to supply. The result was 
catastrophic for growers and producers with prices for bulk wine plunging by as much as 80%.

In this environment, it has only been McGuigan’s position near the bottom of the cost curve that 
allowed it to make an operating profit last year. The outlook is equally dire with management stating 
that they expect ‘flat earnings for the year, but with downside to that forecast and no upturn expected 
until 2009’.

However, the wine industry has not fundamentally changed. People still drink wine, and the 
manufacturing process has remained essentially unchanged for centuries. While profits are depressed 
in the current down cycle, there is no reason to believe McGuigan’s profitability has been permanently 
damaged. In fact, it improved its debt position last year and will do so again this year, while Evans & 
Tate (the other listed wine producer) is flirting with bankruptcy.

The graph above shows McGuigan’s asset base (mainly wineries and wine stock), earnings and share 
price over the past 10 years. Over the past decade, McGuigan has averaged a 14% return on its net 
tangible asset base. There is no reason to believe this will be different in future. If anything, future 
returns could be higher, because management has recently written down the company’s assets.

After the write-down, the value of McGuigan’s net tangible assets is conservatively recorded at $2.42 
per share. Yet only a few weeks ago, we could buy the stock for less than $2 per share. As a long-term 
shareholder, we expect McGuigan to earn similar returns on its capital as in the past - hence about 14%. 
This will accrue to us either as dividends or an increase in the company’s net asset value. Management 
is unlikely to waste the money – McGuigan’s Chairman, David Clarke, has also been Chairman of 
Macquarie Bank since inception in 1985.  In addition, if we sell the share for more than its net asset 
value (as it has always traded until this year), our returns will be higher than this.

Companies that have yet to make a profit are not typical investments for us, because the risks of a 
company not yet tested by the market are hard to assess. However, sometimes the market will incorrectly 
price or neglect certain stocks to such an extent that they become interesting even for us. Currently, the 
bio-technology sector in Australia offers such opportunities.
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Yours sincerely,

Simon C Marais	 Sydney, Australia
	 19 October 2006

There are approximately 130 companies listed in the bio-tech sector, but given the patchy history of 
the sector, there is no interest in the stocks whatsoever. Even to get five people interested in a (free) 
lunch with management can be difficult.  Admittedly, most stocks are of a very poor quality, but hidden 
among them are a few very exciting opportunities.

One of our favourites is Acrux. Their technology is simple enough that even a financial analyst can 
understand it. They have developed a mechanism whereby certain drugs can be delivered directly 
through the skin in a measured amount. The technology consists of a cheap dispenser which contains 
the drug and chemicals found in sunscreens to assist transfer across the skin. Rather than take a pill, 
wear a patch or spread a gel over most of your body, you put the Acrux device against your forearm 
and press. The drug forms a reservoir under your skin and is delivered into the bloodstream. Not 
surprisingly, marketing studies have shown almost total preference for this mode of delivery, especially 
relative to patches and gels. The technology is well protected by patents up to 2026.

The income generated from licensing their dispenser for this one drug should be more than enough to 
make Acrux profitable. But the huge upside in the stock is that the company has a bulging pipeline of 
other products in various stages of clinical development. While each drug must be registered separately, 
the trials are very similar to that for Evamist and hence are unlikely to fail. 

It is very difficult to make any accurate earnings projections for Acrux, but the potential upside is 
enormous. One can easily see that in five to seven years the company will have received regulatory 
approval to license its dispenser for half a dozen or more drugs on the market generating profits in 
excess of a hundred million US dollars. At a minimum, the single product about to go into registration 
should be enough to make the company profitable. The company has no debt and enough cash for at 
least two years. Yet you can buy the whole company today for only A$100 million.

Subsequent to quarter-end, we managed to buy a large parcel of shares in a special placement taking our 
total holding to 3% of the Fund. We recognise there may be some risks that we are not aware of – invariably 
the case with a new company. Therefore to spread our risk, we have taken limited stakes in a number of 
bio-tech companies. These include Pharmaxis, Alchemia, Peplin and Chemgenix. While one or more of 
them may ultimately fail, they each have very specific risks that should be completely uncorrelated. If only 
one is as big a success as we expect, it will make the whole bio-tech portfolio worthwhile. If two make it, 
the returns will be very good and if we have three successes, it will make a big contribution to the Fund.

Before they can license their device to dispense 
a drug, Acrux has to conduct clinical trials.  The 
drugs they use are well known, but they have to 
show that it is delivered into the blood in the 
right concentrations.  They have just successfully 
completed the final Phase 3 trial in the US for 
administering Evamist, an estrogen replacement 
therapy for women.  An application for registration 
with the Food and Drug Administration has been 
filed and, after approval (typically a 12 month 
process), the product can be sold freely.
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Statement of Net Assets (Unaudited) 
 Market Value % of

 Security A$ 000’s Fund

 streetTRACKS S&P/ASX 200* 10,439 13 
 National Australia Bank 5,341 6 
 Centennial Coal 4,902 6 
 PMP 4,052 5 
 Boral 3,764 4 
 Ridley 3,309 4 
 Promina 3,299 4 
 Newcrest Mining 2,971 4 
 Consolidated Minerals  2,791 3 
 Westfield 2,533 3 
 Thakral 2,474 3 
 Pharmaxis 2,469 3 
 Santos 2,455 3 
 Australia and New Zealand Banking Group 2,420 3 
 BHP Billiton 2,365 3 
 Hardman Resources 2,348 3 
 Housewares International 2,207 3 
 McGuigan Simeon Wines  1,963 2 
 AVJennings 1,843 2 
 Alchemia 1,505 2 
 CSR 1,436 2 
 Air New Zealand 1,435 2 
 Pacifica 1,339 2 
 Clough 1,293 2 
 Bemax Resources 1,131 1 
 Acrux 1,084 1 
 Astron 1,014 1 
 Promentum 982 1 
 Commonwealth Property Office Fund 842 1 
 Positions less than 1% 6,268 7 

 Net Current Assets 1,030 1

 Net Assets 83,304 100

 Net Asset Value per Unit A$ 1.1064

 * The Fund holds Exchange-Traded Funds (ETFs) to maintain share exposure while investing new subscriptions.
		  As selected shares are bought for the Fund, the ETFs are sold.  The Fund received a significant subscription on 
		  the day before quarter-end.
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CHARACTERISTICS OF ORBIS/SM AUSTRALIA EQUITY FUND

	 Investment objective	 The Fund seeks higher returns than the Australian stockmarket 
without greater risk of loss.

	 Investments	 The Fund is designed to remain continuously invested in 
selected Australian equities.  These equities are selected using 
extensive proprietary investment research undertaken by the 
Investment Manager.

	 Structure	 Registered Managed Investment Scheme aimed at Australian 
investors, available to Wholesale Clients only.

	 Who should invest?	 Only investors who qualify as Wholesale Clients can invest in 
the Fund.  The Fund is designed for investors who seek income 
and long-term capital appreciation by investing in an actively-
managed portfolio of Australian equities.  This portfolio may 
deviate meaningfully from the performance of its benchmark 
in pursuit of superior returns.	

Minimum initial investment	 A$500,000.  Subsequent investments minimum $100,000.

Minimum withdrawal	 A$100,000.  Minimum investment balance is A$100,000.

Applications/withdrawals	 Weekly, normally each Thursday at the Net Asset Value per 
Unit, after allowance for transaction costs, calculated at 5:00 
p.m. (Australian Eastern Standard Time) on that day.

Dealing deadlines	 Written applications for Units received by the Administrator 
by 2:00 p.m. Sydney time (the “Deadline”) on or before the 
particular Dealing Day will be processed, and Units will be 
issued as at that Dealing Day, provided that sufficient cleared 
funds have also been received by the Administrator in Sydney 
by the Deadline.  All applications are irrevocable after the 
Deadline.

	 Withdrawal requests should be received by 2:00 p.m. Sydney 
time on a Dealing Day for processing on that Dealing Day.  A 
Unitholder who submits a request for a Significant Withdrawal 
must make that request by 2:00 p.m. on the day that is 10 
Business Days before the Dealing Day.  All withdrawal requests 
are irrevocable after the deadline for their submission described 
above.

Fees and expenses	 The Management Fees payable from the Fund have a fixed 
component (the "Base Fee") and a performance component 
(the "Performance Fee").  The Base Fee is 0.75% per annum of 
the Net Asset Value of the Fund.  The Performance Fee is 20% 
of the extent to which the Fund outperforms its Benchmark 
once the Fund has reached a new High Water Mark.  Other 
expenses such as stamp duty and GST will be deducted from 
the Fund as appropriate.



ORBIS INVESTMENT MANAGEMENT (AUSTRALIA) PTY LIMITED •LEVEL 2, CHALLIS HOUSE, 4-10 MARTIN PLACE, SYDNEY, AUSTRALIA NSW 2000
TELEPHONE: +61 (02) 82248600  • E-MAIL: clientservices@orbisfunds.com.au  WEBSITE: www.orbisfunds.com.au

ORBIS


