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valueLine: step two 
– avoid the duds

by roger montgomery

PORTFOLIO POINT: Building a portfolio of great businesses 
means ignoring the hype and the hubris … and the duds.

This week we make the leap from theory to Applied Value 
Investing and reveal that you already know everything you 
need to about identifying a great business. To build a portfolio 
of great businesses, all that you need to do is avoid the duds. 

If you can separate yourself from the noise, the hype and 
the hubris – all that is left for you to do is to put together a 
universe of the best businesses, then estimate their values 
and finally simply wait for them to be offered to you at prices 
below their intrinsic value.

Follow these steps and – provided you are not in too 
much of a hurry – you cannot help but do well.

Suppose we go back to 1999 and the two of us have 

decided to start a business.
We reach into our pockets and write cheques for a total 

of $1.9 billion, using our own money, to kick the business off. 
That $1.9 billion represents our equity in the business. We also 
head down to the bank and ask the manager to lend us $3 
billion. 

So the business in 1999 kicks off with $1.9 billion of our 
equity and $3 billion of debt, borrowed from the bank. We 
have a total of close to $5 billion invested and our loan-to-
value ratio is 60%. Most people reckon that’s pretty safe; but 
another way to think about it is that we owe more than we 
own. 

After the first year of being in business, the manager 
we hired to run it for us reports a profit of $515 million. 
Pretty good, don’t you agree? Half a billion profit on our $1.9 
billion of equity is roughly a 25% return. It is always useful to 
compare this return to what we can get elsewhere, and you 
can’t get that in a bank account. Well done!

Now fast-forward to the present day and look back over 
the past decade. Over the past decade, profits have gyrated 
around and have been as high as $970 million in one year and 
as low as $300 million in another. But this year, our 10th year 
in business, the company will make just $100 million. That’s 
less than a quarter of the profit we made 10 years ago! 
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The ValueLine portfolio, as at January 19, 2010
Company Buy 

price 
Price 
today 

Est 
value 

Margin of 
safety 

Shares 
bought 

Invested Capital 
value 

Divs 
rec 

Total 
return 

Total 
return

JB Hi-Fi 14.8 21.74 25.76 15.6% 845 $12,500 $18,361 0.29 $6,106 48.85%
Cochlear 56.36 64.98 56.3 -15.4% 102 $5,744 $6,623 0.95 $975 16.98%
CSL 31.81 31.3 32.87 4.8% 163 $5,197 $5,114 0.4 -$18 -0.35%
Woolworths 26.16 27.5 26.85 -2.4% 206 $5,377 $5,653 0.56 $391 7.26%
Reece 17.8 25 14.83 -68.6% 236 $4,209 $5,912 0.33 $1,781 42.30%
Platinum Asset Mgt 4.06 5.5 3.95 -39.2% 854 $3,467 $4,697 0.12 $1,332 38.42%
CommBank 46.51 56.64 52.81 -7.3% 215 $10,000 $12,178 0 $2,178 21.78%

Since July 1, 2009 
Security Value $58,537
Cash Value $56,635
Total Value $115,172
Total Return ($) $15,171.99
Return Invested (%) 29.74%
Total Return (%) 15.17%
All Ords change 14.60%

Outperformance of invested portion 15.14%
Outperformance of total portfolio 0.57%
Negative watch 
Company July 1 

price 
Price 
today 

Est 
value 

Margin of 
safety 

  Divs 
rec 

Total 
return

ISOFT 0.635 0.71 0.19 -273.7% 11.81%
Amcor 4.79 6.11 3.63 -68.3% 27.56%
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To add insult to injury, we have, over the past decade, 
tipped in an additional $2 billion of our own money and 
borrowed another $3 billion from the bank. Now, we have also 
collected about $3.7 billion in dividends; but what we have 
taken out in dividends we have had to tip right back in, and 
then some. And this hasn’t gone towards growing the business 
because there hasn’t been any growth. 

So we have a business that we have been running for 10 
years. We have tipped in a total of $4 billion of our own money 
and borrowed $6 billion from the bank and we are going to 
make just $100 million this year. That $100 million is equal to 
a 2.5% return. If you put $4 billion in the bank for five years, 
you could get a return of more than 5%, with much less risk, 
and you wouldn’t have to worry about going to work every day 
to run the business either.

So do you think this is a good business? Do you think you 
would be happy to own it outright? Or do you think you would 
you like to try and get out of it? 

The answer to the first question of course is no, it is not 
a good business. But you didn’t need me to tell you that. You 
already knew. You are actually losing money by letting the 
business continue to operate because you could have put the 
money in the bank and got a better return for a lot less risk. 

Applying this to the real world is easy. The example I’ve 
used is not even a hypothetical. It’s Qantas. Back in December, 
the market got a little excited when Qantas announced a profit 
upgrade for 2010. The company announced that it expected a 
profit BEFORE tax of $50–150 million. According to reports, the 
market cheered. Well, pardon me for yawning.

Over the long term the economics of most businesses 
rarely change. The above business is one to avoid if you want 
to do well in the stockmarket over the long term. You cannot 
help but do well building a portfolio without such businesses 
included.    u

Next week: Step 3 – How to value a business.

Roger Montgomery is an independent analyst and managing 
director at rogermontgomery.com.
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