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TARGET GROWTH TOO

Think about purchasing power when assessing dividend yields

OORINGFORANEXTRA $25,000 OF INCOME
from shares is simple. But simple does not mean easy.
Picking up extraincome without risking capital loss
is the challenge and happily I have a few steps that
will belp achieve just that. But first, a dividend 101
lesson: If you buy 2 share for $2 and the company
peys a dividend of 15¢ a share, your dividend yicld
is 7.5%. Many investors seek the highest possible
dividend yields. But perhaps the single dumbest
piece of advice perpetuated on sharemarket investors
w0 desire income is to buy high-dividend-vielding
stocks. If you are ever the recipient of this advice, zip up your waller.

Buying the shares of financially weak or economically inferior companies
simply because the comparisor: of price and dividend yields anattractive number,
is as sure away to lose real money as buying shares in One.lel or ABC Learning
Centres. Had you chosen these businesses, not only would have you Jost dividend
income but all your capital toc.

But it’s not just realised losses vou should be concerned about. If vou have
$1000 right now, you could enjoy a very nice dinner for, say, six people. If you
still only have 1000 in 10 years’ time. that $1000 may only buy dinner for four
people. You are actually worse off.

This loss of purchasing power is ane of the single biggest risks facing retirees who
believe they should stick with something “safe”, such as fixed-income investments,
when they retire. You need to go for growth - in income and in capiral value.
And you must do everything you can to mitigate the risk of opportuniry costs.

Being invested in a business with poor economics - Qantas for example, whose
share price today is lower thar it was 10 years ago - means you will miss out on
being invested somewhere the purchasing power of vour money is protected and
maintained. And even if you purchased shares in Qantas because it displayed
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an attractive d:vidend yield at the time, that
would count for nought when the company
suspended its dividend.

Look for discounts to value

Investing pure’y on the basis of an attractive
dividend yield can be a cataclysmic one for
your portfolio - just ask anyone who bought
Telstra a few years ago because their adviser
told them it had an attractive dividend yield.

Sowhat docs all this have to do with building
an income-producing portfolio? Simply this:
you don't build a great income-producing
share portfolio by searching for high dividend
yields. There is no point in earning $25,000
ofincome if you lose $50,000 in capital value.

You build greatincome portfolios by jgnoring
dividend yields and instead buying pieces of
extraordinary businesses with strong cash flow
and competitive advantages and with all the
characteristics I list in my book, Value.able.

Extraordinary busincsscs arc those with
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AN EXTRA $25,000 A YEAR

A A . . .
COMPANY ASX | MOR FORECAST PRICE ~ NOOF | AMOUNT | INCOME
CODE e Py  SHARES | INVESTED
CHANGE = VIELD' A |

Westpac WEC | Al | 34% | 699% | $2195 | 4085 | $89€93 | $6270
ANZ Bank AZ | A3 T1% | 6.44% | $2200 | 3830 | $84270 | $5427
Codan | ca | a2 46% | 640% | $125 | 12000 | $15000 8360
Thirk Smart TSM | A2 | 170% | 637% | $068 | 11,51 | $eO $516
Nick Scali I NCK Al 10.0% 6.79% $1.51 78395 $11624 $750
Cabchargefust | CAB | A3 | 68% | 523% | $524 | 3315 | %0000 | #1046

§ Tth_rg Cj’fmp _]Gf\ __,A%,,, _6_9% 5.171% $212 6542 $14 507 £750
Harvey Norman HWN | A3 | 187% | 509% | $251 13911 | SHBOXO | §1782
BrevileGroup | BRG 2 §8% | 473% | $335 | 5070 | $20000 3946

. BHiFi PH | Al | 230% | 447% | $1700 | 4200 | $71404 | 32192

' Flight Centre AT | A2 79% | 394% | $2168 | 2767 | 360000 | %2364

- Seymour Whyie SWL | A3 | 207 | 339% | $236 | 12499 | $29499 | 81000

! 4459396 | 325,002
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An intrinsic value portfolio

It's now time to corsider
a portfolio that gererates
$25,000 a yearin income.,

To put together this list
of stocks abowvg, | have con-
sidered a number of things.
First, the companies had to
have received my Al, A2,
A3, Bl or B2 quality rating.
My team calculate quality
scores for every listed com-
pany and they are rankad Al
down to C5. The vary best
Al companies hava the low-
est probability of something
awtul happening to them.
Of course, the share price
could still fall but it has a
batter survival rate.

The second step | fol-
lowed was that each com-
pany had to be trading close
toits intrinsic vali= and its
intrinsic value had to be

rising at 2 good clip on cur-
rent expectations. Finally,
| ranked them by their
dividend yield. The reason
for the last step was that
| could shaw you that by
invasting less for the same
income, you coud achieve
some diversification.
Having produced the
list. a couple of wamings.
First the intrinsic values
can change. If a company
announces a downgrade or
the economic enviranment
detariorates, tha compzany’s
performance and its vakue
could decline. Value can
also decline if interest rates
nse. That's business.
Second, | have not baen
endowed with any special
power to forecast prices.
Even if the value of a com-

pany remainsunchanged,
its share price can halve.
And, finally, you should seak
and take personal profes-
sional adwice before taking
any action.

It will be interesting to

. watch this portfolio over the
' next few years, to see how
| it performs compared with

the broader market and
also to see if and how the
ncome it produces grows.

Oh and remember this,
vou are buying into busi-
nesses, Business can ba
risky, competitve and influ-
enced by factors outside
the company s control.
Because the risks are high-
er, the rewarcs can be toa.
it's one of the reasons why
those in business populste
the rich lists.

bright prospects or withatemporary issua thar
is being treated as permanent by the market.

When purchasing these businesses, do so
not on the basis of an attractive yield, but on
the basis of asteep discount to intrinzic value,
The lower the price you pay, the higher your
return. Extraordinary businesses, acquired at
meaningful discounts to intrinsic value, will

produce desirable income erither in the form
of dividends, buybacks or even from the sale
of a few shares.

Extraordinary businesses are able togenerate
attractive rates of return on equity. High
returns and low amounts of capital required
to generate those returns means there is
less capital required to be reinvested in the

Many investors
seek the highest
possible dividends

business and more free cashto be handed back
to owners. Asashareholder, you are anowner.

Capital versus cash

Let me show you what [ mean. Suppose two
businesses earn $1 million in profits from
$10 million in sales.

One business, Company A, however has $10
million in capitzl tied up in property, plant
and cquipment running at full capacity. The
other business, Company B, has only $1 million
ticd up in plant and cquipment.

1f we imagine that both companies wish
to double sales and profits, we may assume
that they need to also double their assets. In
the case of Company A, the company will
increase sales to $20 million and profits will
rise to $2 million, but in so doing it will need
to invest another $10 million back into the
business. There is no free cash to distribute
O OWners.

Company B on the other hand will double
sales to $20 million and profits to $2 million,
but only another $1 million is required to be
reinvested. Very soon there will be ample
additional cash to hand back to owners.

Return on equity

Businesses like Company Bhave high rates of
rc¢turn on cquity, some compcetitive advantages
to help sustain those high returns and, when
they are available at cheap prices, produce
returns more likely to march those being
generated by the underlying business.

‘Take for example the four-wheel drive parts
and accessorics manufacturer and distributor
ARB Corporation. In 2002, ARB’s shares
traded at $1.88 ahead of vielding a dividend
of just 4.25%. To earn an income of $25,000
you would have to purchase $588,232 worth
of shares.

In 2002, that $588,235 would have also
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