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Well, this year has certainly been an extraordinary one for investors. In our 2007 outlook piece, we
highlighted that volatility would be a defining characteristic of the year given the amount of debt and leverage
in the global financial system, and that has certainty proven to be the case.
We were perhaps too bearish at the start of the year, as we thought that while the market might swing around
wildly, returns would be flat. Despite the current late year sell-off, the All Ords is still up around 10 percent,
not including dividends. Whether the market can hold on to these gains for the last few weeks remains to be
seen.

Our main theme for the year has been to favour resources, or ‘real’ assets, over financials or ‘paper’ based
assets. This has broadly played out, although not without considerable volatility.
The year began on shaky ground with oil and commodity prices in general falling. At the start of the year, the
oil price reached a low of US$49.90 and many investors expected it to continue falling. However, as the chart
below shows, that wasn’t to be. We maintained an US$80 price target at the start of the year and to many
investors’ surprise, oil breached that limit easily and even challenged the US$100 mark.

As the hype around private equity began to simmer, investors soon began to realise that resource stocks
represented fundamentally good value, and the sector enjoyed a significant re-rating. Essentially, this means
investors were happy to pay, for example, 15 times for a company’s earnings rather than 9 times as was the
case earlier in the year. In this example, the ‘re-rating’ accounts for a 66 percent share price gain without a
change in earnings.
Of course this didn’t happen to all stocks in the sector. Many miners fell victim to high costs and shrinking
margins, and despite high commodity prices, profitability remained constrained for many companies.
Despite this, the materials (or resources) sector was the standout performer of the year, no doubt led by the
strong performance of heavyweights BHP Billiton and more recently Rio Tinto. As shown in the chart below,
the materials and energy sectors have comfortably outperformed the industrials and financial sectors this
year.

The main reason for this underperformance is due to the fact that these sectors were ‘priced for perfection’ at
the beginning of the year. Private equity involvement in most industrial sectors pushed prices well above fair

value and the belief in feely available and cheap credit (debt) saw financials and leveraged infrastructure
companies all trading at very optimistic levels.
In stark contrast to many of the resource stocks, industrials and financials have undergone somewhat of a
‘de-rating’ throughout 2007. We are quite pleased with this development, as it provides many opportunities
for 2008.
While we will discuss these in more detail in our outlook piece (to be published in the second week of
January) we believe that there are emerging pockets of value in the industrial sector...a situation we have not
seen for some time.
As we expected, 2007 was another strong year for gold. While gold has gained increased acceptance as an
investment over recent years, we still detect great scepticism from the wider investment community over the
merits of gold.

We believe this is a strong indication that gold is still in the midst of a bull market. Real and enduring bull
markets tend to confound the sceptics and we do not think gold will prove any different.
However, while there are still sceptics, gold stocks will always be considerably more volatile than the market.
We have seen such volatility in the past few days, despite the Aussie dollar gold price remaining firm. We
encourage Members not to be shaken out of their positions because of wild price swings, but rather to remain
focussed on the underlying picture, which continues to be bullish for gold.
From a big picture perspective, we are pleased to say we saw the US housing slowdown and associated
credit issues coming from a mile away and have attempted to minimise any exposure to these related events.
Of course, when the market is in panic mode, as has been the case recently, both good and bad companies
face selling pressure. However, we remain confident that we have avoided the worst of the credit market
issues in terms of our recommendations.
We took profits on a number of our positions this year, in addition to booking a few losses. For new Members,
keep in mind we tend to hold stocks for a multi year period, in order to let our investment thesis play out.

Although it’s always tempting to take profits after a stock has gained 10 or 20 percent, or to cut losses after a
similar fall, we wholeheartedly believe that this is the road to achieving mediocre returns.
The table below details our sell and sell half recommendations completed throughout the year. The ‘return’
column is the total return from our initial buy price or average entry price, including dividends.
We took some profits or exited many of our longer held positions throughout the year for some solid gains.
On the downside, we took a large loss on Mcguigan Simeon Wines. For more detail on the reasons behind
our selling decisions, please refer to ‘Where we took profits and cut losses in 2007’, including in this week’s
report.

With respect to our recommendations in 2007, we had some solid hits this year but too many misses.
Newcrest Mining was a well-timed buy among others and our recommendation to buy many large cap
resource stocks at the height of volatility in August proved a profitable call.
However, we are disappointed that many of our other recommendations were wide of the mark, at least in the
short term. For example, we thought the insurers looked like good value in a heated market and soon after
buying, both IAG and Suncorp suffered a harsh claims environment from storms and floods. And in IAG’s
case, the performance of the UK business has not met early expectations.
Sp Telemedia was another disappointment. Despite having one of the few fibre infrastructures in the telco
industry, management have been unable to build scale and profitability has suffered.
Despite these setbacks, we remind ourselves constantly that we are investing in companies, not share
prices, and when a company encounters hurdles on the operational front, things do take time to get back on
track.

Below we include a table of our current portfolio. We show year-to-date returns as well as returns since
inception, both total and annualised.

Continuing an ongoing tradition at Fat Prophets, we have once again invited Members to award us a grade
between A and D. An A being excellent and D representing a very poor effort. As evidenced by the 2006
Report Card, Members on balance have been satisfied with our performance this year, with a ’B’ being the
average grade awarded.
We extend our thanks to all those who voted and provided feedback; both the good, bad, and even the ugly!
While we can’t respond to all the comments, we do take note of your comments and we will be looking to
make a number of improvements to the report next year.
If we haven’t lived up to your expectations so far, we hope that our hard work will provide better rewards in
2008.
We wish all Members a happy and safe Christmas, and a very prosperous New Year.
Signing off for 2007, we take this opportunity to thank you for your continued support.
Best wishes,
Fat Prophets
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