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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, and 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 ar 0.35% of the application
monies received on an application, and 0.35% of the withdrawal proceeds on the amount of a withdrawal request
recetved.

Source. The source for the S&PIASX 300 Accumulation Index is Standard & Poor's. ASX 300 is the trademark
of ASX Operations Pty Limited ("ASXO"); "S&PIASX300™" exists pursuant to an arrangement between ASXO
and Standard & Poor's (S&P™ 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. Applications
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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From Inception From Latest
Total Rate of Return on 1 Jan 2006 4 May 2006*  Quarter
% Annualised % Not Annualised
Orbis/SM Australia 25.5 14.2 13.4
S&P/ASX 300 Accumulation Index 24.5 12.7 111
Relative Performance 0.8 1.3 2.1

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

For the year, the Fund performed 0.8% better than its benchmark. This is less than we aim for, but we
take some comfort from the high absolute returns. Hopefully, we can show better relative performance
in years when market returns are not so strong.

Investors can benefit from owning shares in two ways: dividends received and capital appreciation. Capital
appreciation itself has two parts: growth in earnings and a change in the price/earnings ratio (“PE”).

We examine earnings growth first and, given Australia’s unfortunate history with inflation, we find it
most instructive to look at real rates of earnings growth.
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The Australian stockmarket has shown real trendline earnings growth of about 1% per annum over the
period. This often surprises investors who expect it to be more in line with Australia’s real economic
growth rate over the period of 3-4% per annum. However, over the same period, the earnings growth
of the stockmarket is below economic growth in many industrialised countries.

The graph below shows real dividend growth of 16 countries over the last century. Dividends rather
than earnings were used, because the data is more readily available. Over the very long period in
question, however, the differences are minimal.
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As illustrated by the graph on the previous page, earnings (and dividend) growth below economic
growth is a global phenomenon. The reason for this is subtle, but instructive. Stockmarket indices
include the growth of already listed companies only. New companies are generally not listed and are
only included in the stockmarket index when they are sufficiently well established and successful to
warrant listing. Hence the stockmarket does not capture the earnings of companies during their early
years when profit growth is most rapid.

In addition, these small companies often out-compete the larger established companies in the index
destroying the latter’s profitability. The Dow Jones Industrial Average captures the returns of 30 leading
American companies. Of the original 30 component companies when the index was first calculated in
1896, only one survives today (General Electric). During the internet frenzy of the late 1990s, most
investors conceded that many of their internet investments would fail, but thought that they would at
least participate in a major winner. But the big winning internet stock, Google, was only listed in 2004
and not available to stockmarket investors during the internet frenzy.

Long-term stockmarket earnings growth is therefore unlikely to exceed inflation by much. Current
levels of earnings are well above trendline. As we discussed in September’s quarterly report, company
profit margins are the highest on record. Hence, for the next decade we may well see earnings below
trendline as profits come off a cyclical high. This is true for most countries in the world.

Changes in a share’s PE ratio are most important to a short-term investor. Newsflow that really changes
the value of a company is relatively rare, but shares change their price every trading day, often by
large amounts, driven by investor sentiment. However, most share price changes simply reflect noise
generated by traders desperately trying to outwit each other and have little to do with the underlying
economics of the company.

As aresult, these changes are of limited use to fundamental investors like ourselves. One instance where
we can benefit on your behalf is if shares can be bought on a PE ratio significantly lower than indicated
by their long-term fundamentals. As investors come to realise their mistake, the share will experience
a one-off, but likely permanent, increase in value. At the same time, particular care should be taken if
the PE ratio is abnormally high, since permanent losses can result from shares reverting back to their
long-term average ratings.
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The graph shows the PE ratio for the Australian Stock Exchange (ASX) since 1969. While the current
PE level of 15 does not look high (especially relative to recent history), this is a reflection of the
current extraordinary high level of financial and resource earnings. The high PEs in the 1990s occurred
when banks were making huge losses (early 90s) or resource prices were at record lows (late 90s). On
trendline earnings, the PE level (see the bullet in graph above) is at an all-time record (except perhaps
for a brief period in 1987). Given this, we believe that investors would be ill-advised to expect positive
returns from PE ratio re-ratings.
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Opver the next decade, returns are unlikely to be greater than those provided by earnings growth plus
dividends, and we have already noted the unexciting outlook for earnings growth. Our conclusion is
that the capital growth available to investors in the current stockmarket is unlikely to exceed inflation by
much (if at all). The only real return to investors will be the dividends paid by their stocks — currently
3.2% per annum for the ASX. At the same time, we see significant short-to-medium term downside as
earnings (and dividends) could fall from current high levels and growth could lag inflation. High PE
ratios also have downside, especially if inflation and interest rates increase further.

Given this outlook for the market, we have been focusing on earnings risk and downside protection
(even at the expense of potential upside) more than usual. One such investment that looks solid, rather
than spectacular, is Ridley Corporation. Ridley manufactures animal feed in Australia, Canada and
parts of the US and produces salt domestically. Both businesses are competitive with low margins and
slow growth and as such Ridley is unlikely to show 20% earnings growth for many years.

On the positive side, there has been very little new competition over the past decade and the industry
is consolidating. The business is not economically sensitive and subject to little technological change,
hence it has low re-investment requirements.

Over the long term, animal feed and salt prices are likely to track inflation. With no new entrants and
market consolidation, the modest market growth potential that does exist should accrue to existing
players. Ridley should thus grow its earnings at inflation plus a little. This is hardly exciting, but as
we have shown above, this will probably be at least as good as the growth of the average ASX company.
While there are some risks (e.g. a North American class action suit against its Canadian subsidiary), we
do not think they are larger than those facing most other companies.

At the current share price of $1.16, Ridley is trading on 10-11 times this year’s consensus earnings
estimates which are depressed by the drought and abnormal legal costs. Normal earnings should be
about $0.12. This compares very well with the average ASX industrial company on a prospective PE of
19 and with earnings well above normal. Last year, the company paid a 7¢ dividend per share putting it
on a 6% yield. The dividend is unlikely to be reduced and is likely to grow as the company has limited
re-investment needs.

Ridley thusyields 6% per annum in dividends with at least real growth in underlying earnings. Downside
is further capped by a strong tangible asset backing of more than 80% of the share price even at historic
costs (which underestimate replacement costs by a wide margin). In a depressed stockmarket, we may
well find better ideas, but with the market currently at record levels, we find few stocks with better
risk/reward characteristics and the Fund has taken a 4% position in Ridley. It may well lag a booming
market while investors keep chasing more exciting opportunities, but will hopefully provide some solid
support should the market correct.

Yours sincerely,
__.z ; "
{"}/éﬁf Ly

Simon C Marais Sydney, Australia
22 January 2007
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STATEMENT OF NET ASSETS (Unaupiren)

Market Value % of
Security A% 000’s Fund
Centennial Coal 14,897 6
National Australia Bank 13,662 6
Consolidated Minerals 11,517 5
CSR 11,045 4
Ridley 11,042 4
Santos 9,841 4
Promina 9,805 4
PMP 9,614 4
Boral 9,297 4
Newcrest Mining 7,557 S
Roc Oil 7,238 3
Pharmaxis 6,763 3
McGuigan Simeon Wines 6,733 S
Westfield 6,266 3
Australia and New Zealand Banking Group 6,139 S
Thakral 6,083 2
Tower 5,731 2
Bendigo Mining 4,951 2
Bemax Resources 4,904 2
Westpac Banking 4,817 2
Fisher & Paykel Appliances 4,745 2
AVJennings 4,285 2
Housewares International 4,105 2
Acrux 4,094 2
Riversdale Mining 3,631 2
Queensland Cotton 3,562 1
Funtastic 3,414 1
BHP Billiton 3,184 1
Structural Monitoring Systems 3,118 1
Air New Zealand 3,116 1
Alchemia 3,058 1
Commonwealth Property Office Fund 2,903 1
Clough - Common and Convertible Note 2,484 1
Positions less than 1% 17,726 7
Total Equity Exposure 231,327 94
Stock Index Futures Bought*:
SPI 200 3/2007 15,103 6
Net Current Assets 1,030 -
Net Assets 247,460 100
Net Asset Value per Unit A$ 1.2552

* All stock index futures are fully backed by cash holdings.

The Fund buys stock index futures to maintain share exposure while investing new subscriptions.

As selected shares are bought for the Fund, the stock index futures are sold.
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CHARACTERISTICS OF ORBIS/SM AUSTRALIA EQUITY FUND

Investment objective

Investments

Structure

Who should invest?

Minimum initial investment
Minimum withdrawal

Applications/withdrawals

Dealing deadlines

Fees and expenses

The Fund seeks higher returns than the Australian stockmarket

without greater risk of loss.

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.

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

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

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.

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.

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.
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