Australian Ethical® Investment

Trusts — Annual report 2005
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Performance summary

For greater detail, see the reports on the following pages.

Large Companies Share Trust

Equities Trust

Balanced Trust

Return for the year: 23.6%.

Rank in ASSIRT category, Multisector Equity:

1st out of 19 funds on the basis of one-year returns
1st out of 17 funds on the basis of three-year returns
2nd out of 8 funds on the basis of five-year returns.
Funds at year end: $72 million.

Return for the year: 19.3%.

Rank in ASSIRT category, Australian Equity General:

equal 154th out of 170 funds on the basis of one-year returns
equal 68th out of 119 funds on the basis of three-year returns
equal 66th out of 73 funds on the basis of five-year returns.
Funds at year end: $119 million.

Return for the year: 14.9%.

Rank in ASSIRT category, Multisector 60:

5th out of 42 funds on the basis of one-year returns

1st out of 30 funds on the basis of three-year returns
equal 2nd out of 19 funds on the basis of five-year returns.
Funds at year end: $153 million.

THE BALANCED TRUST WON THE STANDARD AND
Poor’s AustraLian Funp Awarp 2005 IN THE
CATEGORY, BALANCED FUNDS — NEUTRAL.

Income Trust

Return for the year: 4.9%.

Rank in ASSIRT category, Australian Fixed Interest

General (although the trust is structurally quite

different from other funds in this category):

35th out of 43 funds on the basis of one-year returns

equal 23rd out of 37 funds on the basis of three-year returns
equal 22nd out of 27 funds on the basis of five-year returns.
Funds at year end: $17.6 million.



Distributions

Distributions from Australian Ethical Investment trusts at the end of the 2004—05 financial year were
large compared with previous years. This swing was due to realised capital gains. In a strongly rising
market, the majority of share sales are at prices higher than the purchase price. Many other funds have
also paid large distributions as a result of the market rise.

When the amount to be distributed is paid to unitholders, the unit price falls by that amount. The unitholder
does not lose any of the value. Those who reinvest their distribution are credited with new units to the value
of the distribution. The distribution statement mailed in July set out the information needed for tax returns.

Investors in the Australian Ethical Equities Trust, the
Australian Ethical Large Companies Share Trust and
the Australian Ethical Balanced Trust will be aware that
trust distributions at the end of the 2004—05 financial
year were large compared with previous years.

Each trust distributes to the unitholders income
(generally net taxable income) earned through its
investments. This includes such items as interest

on cash balances and debt securities, dividends on
shares, rental income on properties, and the income
component of distributions from investments in other
trusts. Historically, these types of income have been
reasonably stable from year to year.

The biggest swing factor in trust income from period to
period is realised capital gains.

Unlike the other forms of income noted above, realised
capital gains are only included in the distribution at the
end of the financial year (the other forms of income are
distributed each six months). This is because there is
always the possibility that capital gains realised in the
first half of the financial year will be offset by capital
losses realised in the second half of the financial year.

The level of realised capital gains on share investments
is also inherently less constant year-to-year than is, for
example, interest or dividend income.

At Australian Ethical Investment, we run a disciplined
portfolio rebalancing process. Each stock, when
approved to be held in a trust, is given a limit
(expressed as a percentage of portfolio) reflecting a
maximum amount that the Investment Committee
believes should prudently be held in that stock. If the
price for that stock runs ahead of other stocks, pushing
the holding above its percentage limit, that necessarily
generates selling — and hence realisation of capital
gains.

Further, within that limit system, the investment team
sets target holding percentages based on which stocks
it sees as relatively better value than others (more

is held in stocks seen as relatively better value). The
team constantly rebalances the portfolio towards those
targets. Selling of shares in a particular company may
occur, therefore, due to price surges in a particular
stock — moving it into overvalued territory — or due
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to a re-rating by the investment team based on new
information.

As a simple example of rebalancing, if a stock is
assessed as being a strong buy, a trust may take an
aggressive position in it. For the Australian Ethical
Equities Trust, or the Australian Ethical Large
Companies Share Trust, an aggressive position may

be around 5% of portfolio (for the Australian Ethical
Balanced Trust, a 3% position would be an aggressive
stock position). If it turns out that the investment team
has called the stock correctly, let’s say that, over time,
the stock doubles or triples in price. Without some

sort of rebalancing, the trust may end up holding 10%
or more of the portfolio in that stock. Remembering
that one of the advantages of investing in a portfolio

of stocks is to achieve efficient diversification, this is a
higher percentage than it would generally be prudent to
hold in any single investment.

Australian Ethical Investment’s portfolio construction
systems would generally see disciplined selling into the
stock’s price rise — keeping the holding around the 5%
level for as long as it was continued to be assessed as
good value. If the price rise saw it reassessed as only
moderate value, the position might even be reduced to,
say, 3% (or even lower).

So shares in a stock may be sold due to price rises
pushing the holding over limit (or target), due to a stock
re-rating by the investment team or due to the surfacing
of ethical issues which force divestment.

Sometimes share sales will yield realised capital gains
and sometimes realised capital losses. In a strongly
rising market (the share market as a whole is up a
cumulative 52% over the last two financial years),
inevitably the majority of share sales will be at prices
higher than the purchase price — that is, there will be
realised capital gains.

Many other funds have also paid high levels of
distribution for the 2004—05 financial year as a result of
this general market rise.

Aside from understanding the reasons behind the size
of this year’s distribution, it is also useful to understand
the mechanics of the distribution and how it affects unit
prices.



Until the distribution takes place, the income (including
realised capital gains) that has been earned over the
preceding period is embedded in the unit price. On

30 June, Australian Ethical’s finance team works out
how much of the value in the unit price is income and
therefore needs to be distributed. This amount is then
taken out of the unit price and paid out to unitholders
(although as a major accounting exercise, requiring
audit, it is a few weeks before the payments take place).

On 30 June, therefore, the unit price falls by the amount
of distribution (in finance jargon, the unit price ceases
being quoted ‘cum distribution’ and starts being quoted
‘ex distribution”). This does not mean that the trust has
suddenly made losses — Australian Ethical received

a number of calls in early July from unitholders who
were concerned to see the quoted unit value fall — it just
means that some of the unit value is being paid out to
unitholders as their distribution of income.

Take a simple numeric example. If the unit price starts
the period at $1.00 per unit and the trust earns 20%
over the period, of which $0.05 is in the form of realised
income, then the unit price will rise to $1.20 (the

cum distribution unit price). On 30 June, the finance
team will work out that unitholders are entitled to a
distribution of $0.05 income per unit from the trust.
This amount is taken out of the unit value and put aside
to be paid out to unitholders a few weeks later. So,
assuming this unit value remains current at the time of

distribution, the unit price will then fall to $1.15 (the ex
distribution unit price) and the unitholder will receive
$0.05 in income.

The unitholder has not lost any of the $1.20.

For those unitholders who reinvest (the majority),
rather than receiving a cheque or credit to their bank
account when the distribution is paid, the unitholder
will be credited with new units to a value equivalent
to their distribution. There is no contribution fee to
be paid to the trust as normally applies with other
investments.

Using the same example, if a unitholder has 100 units in
a trust at 30 June worth $1.20 each (cum distribution),
they will notionally be paid a distribution of 100 x $0.05
= $5.00. Instead of receiving this $5.00, the unitholder
will be issued $5.00 worth of new units. $5.00 worth

of units at the unit price of $1.15 (assume that the
reinvestment price is the same as the ex distribution
price) will mean the unitholder will be issued a further
4.35 (approximately) units, ending up with 104.35
units. These units have value equal to the 100 units held
before distribution.

Whether the distribution is reinvested or not, the
unitholder will still receive a distribution statement
setting out the information the unitholder will need for
their annual tax return.



Australian Ethical Large Companies Share Trust

Responsible entity’s report
for the year to 30 June 2005

The Large Companies Share Trust returned 23.6% for
the year to 30 June 2005. Based on this and returns for
the past several years, the trust has the highest returns
in its peer group category — ASSIRT’s Multisector
Equity classification — for one and three years and
second in its group for five years.

Out of the 23.6% return, the trust paid a total
distribution of 29.86 cents per unit, as shown in the
table below.

6 month period, Full year
cents per unit return®
to to cents o
31 Dec 2004 30 June 2005 per unit  7°
Distributions 1.18 28.68 29.86 17.8
unit value 27.11 -17.51 9.60 58
change
Netearnings o oq 11.17 3946 236

result
*assumes reinvestment of half-yearly distribution.

Performance comparisons

For each of the Australian Ethical trusts, management
chooses an appropriate benchmark against which
long-term performance is compared. For the Australian
Ethical Large Companies Share Trust, the benchmark
is the Standard and Poor’s (S&P) ASX 200 index. This
is an index of 200 of the largest companies listed on the
Australian Stock Exchange.

For the 2004—05 financial year, the ASX 200 rose by
26.4% — slightly higher than the trust’s return.

Unlike many other funds, there is generally a fair bit
of year-to-year variation between the returns of this
trust and the benchmark index. This is due to the
structural differences between the trust portfolio and
the ASX 200. In particular:

- the index includes many large resources companies
(for example, Rio Tinto, BHP Billiton, Woodside)
not held by the trust

- the major banks make up a substantial part of the
index and are not held by the trust

- the trust holds proportionately more in healthcare
stocks and utilities than benchmark index
proportions would suggest

- the trust holds proportionately more of relatively
smaller stocks — only a handful of the trust’s stocks
are in the top 50 of the index.

As aresult, if there is any variation in performance
between different components of the index (for
example, if the major banks or mining companies do
relatively better than, or relatively worse than, the index
generally), then there may be periods where the trust
will do better than the benchmark index, and periods
where it will do worse.

This year the strongest-performing stocks on the
Australian Stock Exchange were resources stocks.
Boosted by high energy (oil) prices and strong demand
for commodities, mining stocks generally rose strongly
— the energy sector was up 68.9% for the year and the
materials sector was up 37.2%.

The Australian Ethical Charter encourages Australian
Ethical to seek out investments in companies that make
a positive contribution to environmental and social
sustainability and to avoid companies which have a
significant negative environmental impact. As a result
of the application of the charter through our screening
processes, no mining stocks are currently held and
therefore the Australian Ethical Large Companies Share
Trust did not get the benefit that other funds did from
this resources sector boom.

Obviously, during periods where the resources sector
underperforms relative to other stocks, there would be
a corresponding positive impact on the trust’s relative
performance.

One way to abstract from the impact of the resources
sector boom on relative performance is to compare the
trust’s returns with the Standard and Poor’s ASX All
Industrials index (stocks outside the resources sector),
which rose by 22.6% for the year, against the trust’s
return of 23.6%.

While missing out on the direct short-term benefits

of participation in the mining boom, the trust is still
generating returns comparable with its peers. In the
long run, the economic logic of ethical investing is based
partly on the belief that the demand for fossil fuels
which is driving up both fossil fuel prices (and fossil fuel
company stock prices) is also the driver for renewable
energy technologies (and renewable energy technology
companies). Similarly, the demand for materials (such
as metals), which has helped other mining companies
this year, is also the driver for increased demand for
recycling services. To some extent, these relationships
are already apparent through the value the market is



apparently imputing to the renewable energy credits
being generated in stocks like Pacific Hydro (wind
power) and Energy Developments (waste to energy) and
to the metal recovered by Sims Group (metal recycler).

The table below shows the year-by-year performance of
the trust against the benchmark index.

ASX 200
Trust performance
performance
per year % o
%
1998-99 26.0 156.3
1999-00 35.7 15.5
2000-01 6.1 9.1
2001-02 -10.1 -4.7
2002-03 3.7 -1.7
2003-04 20.6 21.6
2004-05 23.6 26.4

In terms of peer group comparisons, fund manager
rating agency ASSIRT Pty Ltd has categorised the
Large Companies Share Trust in its Multisector
Equity classification. The trust’s relative performance
within this group and its compound return against the
benchmark index and against the ASX All Industrials
index are shown in the table below.

Performance
Tust  Asx200 | ASXAl - within ASSIRT
returns index Inqlustnals group,
% % |n0dex Multisector
% Equity
1 year 23.6 26.4 22.6 1st of 19 funds
3 years 15.6 14.7 12.7 1st of 17 funds
5 years 8.1 9.4 7.6 2nd of 8 funds

All figures are expressed as compound annual returns.

Despite what remains a prevailing prejudice that ethical
investing necessarily involves a sacrifice of returns, the
table suggests that, over a reasonable period, the trust
has delivered returns better than much of its peer group
and comparable with the market (somewhat better than
the market if the recent strength of the resources sector
is adjusted out).

Interestingly these returns have been delivered with a
decreasing month-to-month volatility of returns over
the last few years (driven by improved diversification).
This suggests that the return performance has not been
at the expense of increased risk-taking.

Importantly, unitholders should be aware that past
performance is not necessarily a reliable predictor of
future performance and that future performance cannot
be guaranteed.

Performance details

Some of the better performing stocks over the 2004-05
financial year included:

- renewable energy company, Pacific Hydro (+84.2%)
— taken over during the year and so sadly no longer
available as an investment

- hearing technology company, Cochlear (+72.5%)

- Macquarie Communications Infrastructure Group,
which owns the broadcasting towers used by the
ABC and SBS (+71.2%)

- blood products company, CSL (+51.2%)

- renewable energy company, Energy Developments
(+48.4%)

- Waste Management New Zealand (+41.7%)
- Sonic Healthcare (+37.8%)

- condom and surgical glove manufacturer, Ansell
(+29.6%)

- metals recycler, Sims Group (+29.5%) and

- manufacturer of sleep apnoea products and
humidification equipment for infants, Fisher and
Paykel Healthcare (+24.2%).

Other strong domestic performers included
Computershare, Alinta (gas), and the Australian
Pipeline Trust (natural gas pipelines).

The international equities portfolio was again a positive
contributor, with best returns from US organic and
natural foods retailer, Whole Foods (+24.1%), and
Japanese bicycle component manufacturer, Shimano
(+21.2%).

Investments held by the trust

Portfolio diversification remains high, with no holdings
in the trust above 5.4% at 30 June. The capacity added
in 2003 to include a small proportion of international
stocks in the portfolio has enabled the trust to sustain
a portfolio of around 40 stocks (39 at end June 2005)
significantly above the levels held before 2003. The
responsible entity has also increased the size of

its equity analyst team to enable coverage of more
stocks around the world which are making a positive
contribution to the environment and society.

New limits approved this year included US rail freight
company, Genesee and Wyoming, aged care group,
DCA, IBT Education, Sonic Healthcare and Insurance
Australia Group (IAG).



Growth of the trust

Over the 2004—05 financial year, the trust grew in size
to $72.0 million, up from $47.7 million a year earlier.
This growth has continued into early 2005—06 reaching
$80.6 million at 31 August 2005. Trust unit values
increased by 6.1% over the two months to that date.

e D

David Ferris
Investment Manager
Australian Ethical Investment Ltd

2 September 2005

Australian Ethical Large Companies Share Trust

Portfolio
as at 29 June 2005

% of fund
Cash 7.39
Cash and equivalent
Equity: listed Australia and New Zealand 82.22

ABC Learning Centres Ltd

Alinta Ltd

Ansell Ltd

Australian Pipeline Trust

Bendigo Bank Ltd

Brambles Industries Plc

CSL Ltd

Cochlear Ltd

Computershare Ltd

Energy Developments Ltd

Envestra Ltd

Fairfax (John) Holdings Limited

Fisher and Paykel Healthcare Corporation Ltd
GasNet Australia Trust

IBT Education Ltd

Insurance Australia Group

MYOB Ltd

Macquarie Communications Infrastructure Group
Macquarie Office Trust

% of fund

Origin Energy Ltd

Pacific Hydro Ltd

ResMed Inc

Sigma Company Ltd

Sims Group Ltd

Sonic Healthcare Limited

St George Bank Ltd

Technology One Ltd

Telecom Corporation of New Zealand Ltd
Toll Holdings Ltd

Waste Management New Zealand Ltd
iiNet Ltd

Equity: listed international 10.39
Baldor Electric Company

Boiron Group

Genesee and Wyoming Inc

SLM Corporation

Shimano Inc

Trex Corporation Inc

United Natural Foods Inc

Whole Foods Market Inc



Australian Ethical Large Companies Share Trust

Directors’ report
for the year ending 30 June 2005

Australian Ethical Investment Ltd, the responsible
entity of the Australian Ethical Large Companies
Share Trust (the scheme), presents its directors’ report
together with the audited financial statements of the
scheme for the year ended 30 June 2005 and the
accompanying independent audit report.

Responsible entity

Australian Ethical Investment Ltd was appointed
the responsible entity by election of unitholders on
20 August 1999 and the trust was registered as a
managed investment scheme on 2 November 1999.

The directors of Australian Ethical Investment Ltd
during or since the end of the financial year are
disclosed in note 13 to the financial statements.

Principal activities and review of year’s
operations

The principal activity of the scheme is to pool investors’
savings to invest in a portfolio of equity investments
mainly in large domestic and international listed
companies. Investments are sought to pursue the goal
of a just and sustainable society and the protection

of the natural environment as well as providing
unitholders (the scheme investors) with a competitive
financial return.

There were no significant changes in the nature of the
scheme’s principal activities during the year.

The scheme achieved an overall return of 23.6% for the
financial year. The scheme paid distributions of 29.86
cents per unit over the year.

The value of the scheme’s net assets as at 30 June 2005
was $62,651,882. The investments of the sheme are
valued at market value, estimated realisable value or
cost, as disclosed in the attached financial statements.

Distributions from the scheme were larger than in
previous years due to realised capital gains in a rising
share market.

Events subsequent to balance date

During the period between the end of the financial
year and the date of this report, there were no items,
transactions or events of a material and unusual nature
likely, in the opinion of the responsible entity, to affect

significantly the operations of the scheme, the results of

those operations, or the state of affairs of the scheme in
future financial years.

Distributions paid and/or payable

Distributions paid and/or payable by the scheme during
the year are shown in the accompanying statement of
financial performance.

Indemnities and insurance premiums
for the responsible entity and auditors

No insurance premiums are paid for out of the assets

of the scheme for insurance cover provided to the
responsible entity, its officers or auditor of the scheme.
So long as the responsible entity acts in accordance with
the trust constitution and the law, the responsible entity
is generally entitled to an indemnity out of the assets

of the scheme against losses incurred while acting on
behalf of the scheme. The auditor of the scheme is not
indemnified out of the assets of the scheme.

Interest of the responsible entity

Fees paid to the responsible entity and its associates out
of scheme property and interests held in the scheme are
shown in note 8 of the attached financial statements.

Interests in the scheme

Full details of interests in the scheme issued during the
financial year, withdrawals from the scheme during
the financial year, and the number of interests in the
scheme at the end of the financial year are contained in
note 2 of the attached financial statements.

Auditor’s declaration

A copy of the auditor’s independence declaration as
required under section 307C of the Corporations Act
2001 forms part of this report and follows at the end of
the report.

Signed in accordance with a resolution of the Board of
Directors of Australian Ethical Investment Limited.

& o /Q :J%ﬂ,%

George Pooley

Director

Australian Ethical Investment Limited
ABN 47 003 188 930

12 September 2005
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Australian Ethical Equities Trust

Responsible entity’s report
for the year to 30 June 2005

The Equities Trust returned 19.3% for the year to 30
June 2005.

Out of the 19.3% return, the trust paid a total
distribution of 33.32 cents per unit, as shown in the
table below.

6 month period, Full year
cents per unit return®
to to Ceg:S y
31 Dec 2004 30 June 2005 Enit °

Distributions 1.01 32.31 33.32 217
Unit value 25.38 —28.98 -3.60 2.4
change
Net earnings 26.39 3.33 29.72 193
result

*assumes reinvestment of half-yearly distribution.

Performance comparisons

For each of the Australian Ethical trusts, management
chooses an appropriate benchmark against which
long-term performance is compared. For the Australian
Ethical Equities Trust, the benchmark is the Standard
and Poor’s ASX 300 index. This is an index of 300 of
the largest companies listed on the Australian Stock
Exchange.

For the 2004—05 financial year, the ASX 300 rose by
26.0%.

Unlike many other funds, there is generally a fair bit
of year-to-year variation between the return of this
trust and the benchmark index. This is due to the
structural differences between the trust portfolio and
the ASX 300. In particular:

- the index includes many large resources companies
(for example, Rio Tinto, BHP Billiton, Woodside)
not held by the trust

- the major banks make up a substantial part of the
index and are not held by the trust

- the trust holds proportionately more in healthcare
stocks and utilities than benchmark index
proportions would suggest

- the trust holds proportionately more of relatively
smaller stocks — only a handful of the trust’s stocks
are in the top 50 of the index.

As a result, if there is any variation in performance
between different components of the index (for
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example, if the major banks or mining companies do
relatively better than, or relatively worse than, the index
generally), then there may be periods where the trust
will do better than the benchmark index, and periods
where it may do worse.

This year the strongest-performing stocks on the
Australian Stock Exchange were resources stocks.
Boosted by high energy (oil) prices and strong demand
for commodities, mining stocks generally rose strongly
— the energy sector was up 68.9% for the year and the
materials sector was up 37.2%.

The Australian Ethical Charter encourages Australian
Ethical to seek out investments in companies that make
a positive contribution to environmental and social
sustainability and to avoid companies which have a
significant negative environmental impact. As a result
of the application of the charter through our rigorous
screening processes, no mining stocks are currently
held. The Australian Ethical Equities Trust currently
holds no mining stocks and therefore did not get the
benefit that other funds, and the market index as a
whole, got from this resources sector boom.

Obviously, during periods where the resources sector
underperforms relative to other stocks, there would be
a corresponding positive impact on the trust’s relative
performance.

Correcting the index for the mining stock issue, the ASX
All Industrials (which excludes resources stocks) rose
by 22.6%, 3.4% lower than the broader index.

A second structural reason why the Equities Trust

did not rise as strongly as its benchmark index this
year is that 2004—05 was a year where mid cap stocks
(large stocks outside the top 20) performed about 4

to 5% better on average than small cap stocks. As the
Australian Ethical Equities Trust has proportionately
more small cap stocks than either the benchmark index
or other funds, this affected relative returns.

This latter point is also the main reason why returns to
the Equities Trust were a few percentage points below
returns to the Large Companies Share Trust for 2004—

05.

While it is always impossible to predict with certainty
how different parts of the market are likely to perform
in future, there have been a number of studies which
suggest that, in the very long run (at the level of
decades), small cap stocks have tended to outperform
their larger counterparts.



The table below shows the year-by-year performance of
the trust against the benchmark index.

Trust performance ASX 300
per year performance
% %
1995-96 25.3 15.8
1996-97 14.2 26.6
1997-98 -6.3 1.6
1998-99 23.6 15.3
1999-00 35.0 15.1
2000-01 9.2 9.1
2001-02 -12.7 -4.5
2002-03 4.7 -1.6
2003-04 14.3 21.7
2004-05 19.3 26.0

In terms of peer group comparisons, fund manager
rating agency ASSIRT Pty Ltd has categorised the
Equities Trust in its Australian Equity General
classification. The trust’s relative performance within
this group and its compound return against the
benchmark index and against the ASX All Industrials
index are shown in the table below.

ASX Al Performance
Trust  ASX 300 Indistrials within ASSIRT
returns index . group,
% % index Australian
Cy .

° Equity General
1year 193 26.0 206 eq;’?(')‘fﬁﬁéhso“
3years 126 14.7 12.7 eﬂ"fg’ %8;25“
5years 6.4 9.5 7.6 equalfﬁﬁ;k; of 73

All figures are expressed as compound annual returns.

The Australian Ethical Equities Trust retains probably
the strongest ethical profile of the Australian Ethical
trusts, with the flexibility to support some of the
smaller, more cutting-edge ethical stocks such as CDS
Technologies (waste water technology), Quantum
Technology (a range of computer and other products for
the sight-impaired), CVC Renewable Energy Equities
Funds and CVC Sustainable Investments (private equity
ethical portfolios), and Mornington Park Development
(a world class waste transfer station in Hobart), as well
as some strongly ethical stocks added to the portfolio
this year which are noted below. It remains the belief

at Australian Ethical, and among ethical investors
generally, that there is a long-run financial pay-off to
supporting such companies, in addition to the intrinsic
social and environmental benefits.

In the shorter time frame of the last few years, in a
period where mining stocks and larger stocks have

been the place to be, the Equities Trust has not quite
kept up its ranking in a mainstream peer group which
has benefited from those trends. However, returns
remain within a few percentage points of the index and
of most competitors for all periods and, when adjusted
for the mining stock issue (the ASX All Industrials
comparison), are highly comparable to the mainstream.

Importantly, unitholders should be aware that past
performance is not necessarily a reliable predictor of
future performance and that future performance cannot
be guaranteed.

Performance details

In line with the discussion above, most of the better-
performing companies in the Equities Trust were
among the larger ones held in common with the Large
Companies Share Trust, such as:

- renewable energy company, Pacific Hydro (+84.2%)
— taken over during the year and so sadly no longer
available as an investment

- hearing technology company, Cochlear (+72.5%)

- Macquarie Communications Infrastructure Group,
which owns the broadcasting towers used by the
ABC and SBS (+71.2%)

- renewable energy company, Energy Developments
(+48.4%)

-  Waste Management New Zealand (+41.7%)
- Sonic Healthcare (+37.8%)
- metals recycler, Sims Group (+29.5%) and

- manufacturer of sleep apnoea products and
humidification equipment for infants, Fisher and
Paykel Healthcare (+24.2%).

Performance amongst the smaller stocks was not

as impressive, but there were positive returns from
wastewater and stormwater technology company, CDS
Technology, from Scantech, a small company which
produces advanced industrial scanning technology for
raw materials which allows more efficient production,
and from a new investment in Lipa Pharmaceuticals,

a main supplier to Blackmores. The responsible entity
closely monitors its investments in smaller companies,
including maintaining contact with the companies and
visiting them as often as possible. While not reflected
in share price rises this year, continued investments

in these companies reflect an assessment by the
responsible entity as to their operational soundness.
Generally, investment in smaller companies is longer
term in nature.

The small portfolio of international companies
continued to contribute to trust performance, with
the star performers being US natural and organic food
retailer, Whole Foods (+41.7%), and Japanese bicycle
component manufacturer, Shimano (+21.2%). There



were also positive contributions from United Natural
Foods, French homeopathic company, Boiron, and from
new investments in US rail freight company, Genesee
and Wyoming, and from Canadian water treatment
company, Zenon (manufactures membranes for
filtration).

Investments held by the trust

Portfolio diversification continued to improve over
the year with the addition of several new companies
following the recruitment of new analysts by the
responsible entity. The trust held investments in

54 companies at the end of June 2005 — compared
with 35 in June 2000 — with no holdings in the trust
above 5.5% at that date. The increased resources have
allowed identification and coverage of a number of new
companies which are making a positive contribution
to society and the environment, and have also been
assessed as suitable investments.

New limits approved over the year include:

- hot rocks company, Geodynamics. This company
is aiming to produce significant amounts of clean
electricity by running water under pressure through
high temperature subterranean rocks in the Cooper
Basin to generate steam to drive turbines.

- renewable energy company, Novera. This company
owns (through a joint venture) a number of waste
to energy and wind power assets in the United
Kingdom.

- Pro-Pac Packaging, a leader in the production of
biodegradable packaging.

- Codan. This company makes high quality
communications equipment for use in remote or
emergency-stricken areas.

- Ceramic Fuels Cells.

Growth of the trust

Over the 2004—05 financial year, the trust grew in size
to $119 million, up from $101.4 million a year ago. This
growth has continued into early 2005—06, reaching
$125.6 million at 31 August 2005. Trust unit values had
risen by 6.7% over the two months to that date.

ol D’

David Ferris
Investment Manager
Australian Ethical Investment Ltd

2 September 2005
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Australian Ethical Equities Trust
Portfolio

Cash
Cash and equivalent

Equity: listed Australia and New Zealand
ABC Learning Centres Ltd
Alinta Ltd

Australian Pipeline Trust
Bendigo Bank Ltd
Blackmores Ltd

Brambles Industries Plc
CDS Technologies Ltd
Cochlear Ltd

Codan Ltd

Compumedics Ltd

Energy Developments Ltd
Envestra Ltd

Environzel Ltd

Fisher and Paykel Healthcare Corporation Ltd
GasNet Australia Trust
Geodynamics

IBT Education Ltd
Insurance Australia Group
Lipa Pharmaceuticals Ltd
MYOB Ltd

% of fund

7.98

78.69

Macquarie Communications Infrastructure Group

Novera Energy Limited

Orbital Engine Corporation Ltd
Origin Energy Ltd

Pacific Hydro Ltd

Pro-Pac Packaging Limited
ResMed Inc

as at 29 June 2005

% of fund

SAl Global Ltd

Scantech Ltd

Sigma Company Ltd

Sims Group Ltd

So Natural Foods Australia Ltd

Sonic Healthcare Limited

St George Bank Ltd

Technology One Ltd

Timbercorp

Vision Systems Limited

Waste Management New Zealand Ltd
Webcentral Group Limited

iiNet Ltd

Equity: listed international 11.38
Baldor Electric Company
Boiron Group

Genesee and Wyoming Inc
Shimano Inc

TOMRA Systems ASA
Trex Corporation Inc
United Natural Foods Inc
Whole Foods Market Inc
Zenon Environmental Inc.
Equity: unlisted 1.39
Equity — unlisted Australian
Interest-bearing (loans) 0.56
Mortgage loans
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Australian Ethical Equities Trust

Directors’ report
for the year ending 30 June 2005

Australian Ethical Investment Ltd, the responsible
entity of the Australian Ethical Equities Trust (the
scheme), presents its directors’ report together with
the audited financial statements of the scheme for
the year ended 30 June 2005 and the accompanying
independent audit report.

Responsible entity

Australian Ethical Investment Ltd was appointed
the responsible entity by election of unitholders on
20 August 1999 and the trust was registered as a
managed investment scheme on 2 November 1999.

The directors of Australian Ethical Investment Ltd
during or since the end of the financial year are
disclosed in note 14 to the financial statements.

Principal activities and review of year’s
operations

The principal activity of the scheme is to pool investors’
savings to invest in a diversified portfolio of equity
investments, including longer term unlisted shares and
shares in international listed companies. Investments
are sought to pursue the goal of a just and sustainable
society and the protection of the natural environment
as well as providing unitholders (the scheme investors)
with a competitive financial return.

There were no significant changes in the nature of the
scheme’s principal activities during the year.

The scheme achieved an overall return of 19.3% for the
financial year. The scheme paid distributions of 33.32
cents per unit over the year.

The value of the scheme’s net assets as at 30 June 2005
was $98,512,249. The investments of the scheme are
valued at market value, estimated realisable value or
cost, as disclosed in the attached financial statements.

Distributions from the scheme were larger than in
previous years due to realised capital gains in a rising
share market.

Events subsequent to balance date

During the period between the end of the financial

year and the date of this report, there were no items,
transactions or events of a material and unusual nature
likely, in the opinion of the responsible entity, to affect
significantly the operations of the scheme, the results of
those operations, or the state of affairs of the scheme in
future financial years.

12

Distributions paid and/or payable

Distributions paid and/or payable by the scheme during
the year are shown in the accompanying statement of
financial performance.

Indemnities and insurance premiums
for the responsible entity and auditors

No insurance premiums are paid for out of the assets

of the scheme for insurance cover provided to the
responsible entity, its officers or auditor of the scheme.
So long as the responsible entity acts in accordance with
the trust constitution and the law, the responsible entity
is generally entitled to an indemnity out of the assets

of the scheme against losses incurred while acting on
behalf of the scheme. The auditor of the scheme is not
indemnified out of the assets of the scheme.

Interest of the responsible entity

Fees paid to the responsible entity and its associates out
of scheme property and interests held in the scheme are
shown in note 9 of the attached financial statements.

Interests in the scheme

Full details of interests in the scheme issued during the
financial year, withdrawals from the scheme during
the financial year, and the number of interests in the
scheme at the end of the financial year are contained in
note 2 of the attached financial statements.

Auditor’s declaration

A copy of the auditor’s independence declaration as
required under section 307C of the Corporations Act
2001 forms part of this report and follows at the end of
the report.

Signed in accordance with a resolution of the Board of
Directors of Australian Ethical Investment Limited.

& ffﬁ,/Q, %ﬂ%

George Pooley

Director

Australian Ethical Investment Limited
ABN 47 003 188 930

13 September 2005



Australian Ethical Balanced Trust

Responsible entity’s report
for the year to 30 June 2005

The Balanced Trust achieved an overall return of 14.9%
for the financial year ended 30 June 2005. Based on
one-, three- and five-year comparisons with its peer
group, the trust remains one of the top-performing
multisector funds. The fund was the winner of the
Standard and Poor’s 2005 Australian Fund Award in
the category of Balanced Fund — Neutral. Other finalists
were major mainstream players, Perpetual and ING.

As shown in the table below, the trust paid total
distributions of 16.11 cents per unit over the year.

6 month period, Full year
cents per unit return®
to to cents o
31 Dec 2004 30 June 2005 per unit

Distributions 1.75 14.36 16.11  138.0
Unit value 11.81 -9.35 246 20
change
Netearnings 5 qq 5.01 1857 149
result

* assumes reinvestment of half-yearly distribution.

Performance comparisons

For each of the Australian Ethical trusts, management
chooses an appropriate benchmark against which
long-term performance is compared. For the Australian
Ethical Balanced Trust, the current benchmark is the
ASSIRT Multisector 60 index. This is an index of the
performance of all multisector funds with a reasonably
comparable asset allocation. Multisector or balanced
funds are funds which have different types of assets
within their portfolios — for example, fixed interest,
property, Australian shares and international shares.
Funds which have up to 60% of their portfolios in
growth assets (shares and property) are classified by
fund manager research agency ASSIRT Pty Ltd into the
Multisector 60 category. There are also Multisector 20,
Multisector 40, Multisector 80, and Multisector 100
categories.

The index of returns for fund managers in the ASSIRT
Multisector 60 category for the 2004—05 financial year
grew by 12.4%, so the Balanced Trust returned 2.5%
better than its benchmark index.

The Balanced Trust’s returns have also been higher
than its benchmark index for longer periods and it
has earned high returns relative to its peer group
competitors.

Trust Benchmark  Performance within
returns index ASSIRT group,
% % Multisector 60
1 year 14.9 12.4 5th of 42 funds
3 years 11.6 8.0 1st of 30 funds
5 years 9.7 4.9 equal 2nd of 19 funds
10 years 9.5 7.9 not applicable

All figures are expressed as compound annual returns.

Critics of ethical investment often argue that support for
ethical activities can only be achieved with the sacrifice
of financial performance. As the table shows, over a
considerable time period, the Balanced Trust has more
than matched the performance of its peer mainstream
funds.

Importantly, of course, unitholders should be aware
that past performance is not necessarily a reliable
predictor of future performance and that future
performance cannot be guaranteed.

Investment strategy 2004-05 and into
2005-06

Through most of the last two financial years, the
Balanced Trust has operated close to its prescribed
maximum level (60%) of the fund in growth assets
(equities and property) in order to position it to benefit
from the strong share market.

Late in the 2004—05 financial year (and into the current
financial year), the trust was moved to a somewhat
more cautious position, with growth assets reduced to
closer to 50% of the portfolio.

The table below shows the percentage of assets held in
various categories at the end of June 2005.

%
Total yield assets 51.2
Private loans 2.7
Cash and interest-bearing securities 44.3
Cross-holding in Australian Ethical Income Trust 4.2
Hybrid assets 6.2
Total growth assets 42.5
Domestic equities 28.9
International equities 7.0
Property 6.6
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The category hybrid assets includes a number

of convertible instruments (preference shares or
convertible notes) which were initially bought mainly
as yield instruments. However, appreciation in the
share price of the ordinary shares in these securities
has effectively put most of them in the money in terms
of their conversion options. When this occurs, the
securities start to behave much more like equities,
raising classification issues. This has been solved by
showing them as a separate category.

Asset categories

The trust invests in a balanced range of different asset
categories and in a range of investments within each of
these categories. This is done to reduce the variability of
returns over time and to spread the financial risk which
is attached to any one investment or any one asset
category. The proportions invested are set out in the
table above, and are described in more detail below.

Equities

The trust strategy remains to focus, both domestically
and internationally, on relatively mature, stable
companies with a history of performance, with a
preference for companies paying franked dividends.
This asset class earned close to 30% (gross) over the
full year. The international exposure was managed
conservatively, reducing slightly over the year.

Generally, the Balanced Trust’s equities portfolio

was subject to the same influences as the Australian
Ethical Equities Trust and the Australian Ethical
Large Companies Share Trust (see preceding reports).
Better-performing domestic stocks included Pacific
Hydro (taken over during the year), Cochlear and the
Macquarie Communications Infrastructure Group,
while the best of the overseas stocks were US natural
and organic foods retailer, Whole Foods, and Japanese
bicycle component manufacturer, Shimano.

Property

As foreshadowed last year, property investment rose

as a percentage of trust to 6.6% from 5.8%, and has
risen further in July 2005 with a major direct property
acquisition. Generally, the responsible entity sees it

as appropriate that a balanced fund with a long-term
investment outlook should have a reasonable exposure
to property. This can take the form of direct property
ownership, investment in property trusts, or syndicates.

From an ethical perspective, the responsible entity
considers both the tenancy/use of the property and
the building itself (energy efficiency and heritage
characteristics). Our screening standards have been
such that it has been difficult to identify sufficient
indirect property investments (that is, property trusts)
to build a major portfolio. Our investments in this area
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have focused on childcare properties and the Macquarie
Office Trust, which historically has had a high
percentage of tenants providing public services. There
do seem to be some trends emerging towards property
trusts focusing on energy-efficient buildings; Australian
Ethical hopes to be able to identify some opportunities
in that area.

In the interim, Australian Ethical has looked to

expand in direct property, focusing on energy-efficient
buildings in the southeast region. The latest investment
is in an efficient building with a government tenant

in Canberra; the trust also holds investments in low-
income units and in eco-village developments.

The property asset class as a whole returned around
20% (gross) for the financial year.

Private loans

Ideally this attractive asset class would be expanded,
but the responsible entity is very selective in its
identification of loans. They must meet the lending
criteria arising out of the trust’s risk-control framework.
New loans did increase this year — from 1.9% of

the trust to 2.7% of the trust, with further loans to
independent alternative schools as well as increases to
some existing borrowers.

This asset class earned around 10% (gross) for the year,
slightly above the ongoing weighted average rate on the
portfolio of around 8.5%.

Interest-bearing securities

Throughout the year, the interest-bearing securities
part of the portfolio was kept on the short side in terms
of interest rate risk as the interest rate cycle moved into
an upswing. The responsible entity has avoided locking
the trust into fixed interest rates which may depress
returns relative to the market if interest rates rise.

The majority of the fixed interest portfolio is held in
AAA mortgage-backed securities (10.8% of the trust)
and in the debt of the regional banks (St George Bank,
Suncorp, Bendigo Bank, Bank of Queensland, Bank
of Western Australia and Adelaide Bank — 22.7% of
the trust) — in a mix of senior (14.9% of the trust) and
subordinated debt instruments.

The trust also holds investments with the Australian
Central Credit Union, the Maleny Credit Union and
Members Equity Credit Union. Other debt securities
include Medfin Trust securities (securitised loans to
medical practices), securities of the US student loan
organisation, Sallie Mae, and of natural gas distributor,
Envestra.

The gross return to the interest-bearing security
portfolio for the year was slightly above its current
weighted average yield of just over 6%.



At the end of the financial year, the Balanced Trust
maintained a significant holding of 4.2% in the
Australian Ethical Income Trust. This has been an
efficient means of giving the Balanced Trust access

to the income-bearing securities market without
duplicating the investment management function of the
Income Trust. The responsible entity rebates back to
unitholders that proportion of management fees arising
from such double investment in Australian Ethical
trusts.

Growth of the trust

The 2004-05 year saw further growth in the size of
the trust from $114.2 million to $153 million on 30
June 2005. This had grown further to $161.4 million
at 31 August 2005, with unit values increasing by 2.6%
over the two months to that date.

ol D’

David Ferris
Investment Manager
Australian Ethical Investment Ltd

2 September 2005
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Australian Ethical Balanced Trust

Portfolio

as at 29 June 2005

% of fund
Cash 2.39
Cash and equivalent
Cross-holding 4.19
Australian Ethical Income Trust
Debt equity instruments 6.24
ABC Learning Centres Ltd
Alinta Ltd
Timbercorp
Toll Holdings Ltd
Vision Systems Limited
Equity: listed Australia and New Zealand 28.54

Alinta Ltd

Australian Pipeline Trust
Bendigo Bank Ltd

Blackmores Ltd

Brambles Industries Plc
Cochlear Ltd

Codan Ltd

Energy Developments Ltd
Envestra Ltd

Fairfax (John) Holdings Limited
Fisher and Paykel Healthcare Corporation Ltd
GasNet Australia Trust

IBT Education Ltd

Insurance Australia Group
MYOB Ltd

Macquarie Communications Infrastructure Group
Origin Energy Ltd

Pacific Hydro Ltd

ResMed Inc

SAl Global Ltd

Sigma Company Ltd

Sims Group Ltd

Sonic Healthcare Limited

St George Bank Ltd
Technology One Ltd

Telecom Corporation of New Zealand Ltd
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Waste Management New Zealand Ltd
iiNet Ltd

Equity: listed international
Baldor Electric Company
Boiron Group

Genesee and Wyoming Inc
SLM Corporation

Shimano Inc

Trex Corporation In

United Natural Foods Inc
Whole Foods Market Inc

Equity: unlisted
Equity — unlisted Australian

Interest-bearing (general)
ABC Learning Centres Ltd
Adelaide Bank Ltd

Australian Central Credit Union
Bank of Queensland Ltd

Bank of Western Australia Ltd
Bendigo Bank Ltd

Envestra Victoria Pty Ltd

IAG Finance (NZ) Ltd

Maleny and District Community Credit Union

SLM Corporation
Securitised Debt

St George Bank Ltd
Suncorp-Metway Bank Ltd
TAPS Trust

Interest-bearing (loans)

Mortgage loans

Property

Australian Education Trust
Childcare Property Trust No. 1
Macquarie Office Trust
Property

% of fund

6.97

0.31

41.99

2.74

6.63



Australian Ethical Balanced Trust

Directors’ report
for the year ending 30 June 2005

Australian Ethical Investment Ltd, the responsible
entity of the Australian Ethical Balanced Trust (the
scheme), presents its directors’ report together with
the audited financial statements of the scheme for
the year ended 30 June 2005 and the accompanying
independent audit report.

Responsible entity

Australian Ethical Investment Ltd was appointed
the responsible entity by election of unitholders on
20 August 1999 and the trust was registered as a
managed investment scheme on 2 November 1999.

The directors of Australian Ethical Investment Ltd
during or since the end of the financial year are
disclosed in note 15 to the financial statements.

Principal activities & review of year’s
operations

The principal activity of the scheme is to pool investors’
savings to invest in a portfolio of short, medium

and long term investments, both domestic and
international. Investments are sought to pursue the
goal of a just and sustainable society and the protection
of the natural environment as well as providing
unitholders (the scheme investors) with a competitive
financial return.

There were no significant changes in the nature of the
scheme’s principal activities during the year.

The scheme achieved an overall return of 14.9% for the
financial year. The scheme paid distributions of 16.11
cents per unit over the year.

The value of the scheme’s net assets as at 30 June 2005
was $138,376,943. The investments of the scheme are
valued at market value, estimated realisable value or
cost, as disclosed in the attached financial statements.

Distributions from the scheme were larger than in
previous years due to realised capital gains in a rising
share market.

Events subsequent to balance date

During the period between the end of the financial
year and the date of this report, there were no items,
transactions or events of a material and unusual nature
likely, in the opinion of the responsible entity, to affect

significantly the operations of the scheme, the results of

those operations, or the state of affairs of the scheme in
future financial years.

Distributions paid and/or payable

Distributions paid and/or payable by the scheme during
the year are shown in the accompanying statement of
financial performance.

Indemnities and insurance premiums
for the responsible entity and auditors

No insurance premiums are paid for out of the assets

of the scheme for insurance cover provided to the
responsible entity, its officers or auditor of the scheme.
So long as the responsible entity acts in accordance with
the trust constitution and the law, the responsible entity
is generally entitled to an indemnity out of the assets

of the scheme against losses incurred while acting on
behalf of the scheme. The auditor of the scheme is not
indemnified out of the assets of the scheme.

Interest of the responsible entity

Fees paid to the responsible entity and its associates out
of scheme property and interests held in the scheme are
shown in note 10 of the attached financial statements.

Interests in the scheme

Full details of interests in the scheme issued during the
financial year, withdrawals from the scheme during
the financial year, and the number of interests in the
scheme at the end of the financial year are contained in
note 2 of the attached financial statements.

Auditor’s declaration

A copy of the auditor’s independence declaration as
required under section 307C of the Corporations Act
2001 forms part of this report and follows at the end of
the report.

Signed in accordance with a resolution of the Board of
Directors of Australian Ethical Investment Limited.

& ffﬁ,}/Q %ﬂ%

George Pooley

Director

Australian Ethical Investment Limited
ABN 47 003 188 930

12 September 2005
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Australian Ethical Income Trust

Responsible entity’s report
for the year to 30 June 2005

The Income Trust achieved a full-year return of 4.9%,
ahead of its long-term performance target of the
consumer price index (CPI) plus 2%. The CPI rise for
the year was 2.7%.

Out of this return, the Income Trust paid two
distributions, totaling 4.57 cents per unit, as shown in
the table below.

6 month period, Full year
cents per unit return®
o o oS
31 Dec 2004 30 June 2005 Enit °

Distributions 2.26 2.30 4.57 4.8
Unit value 0.07 0.01 008 0.1
change
Net earnings 033 2.31 465 4.9
result

*assumes reinvestment of half-yearly distribution.

The following table of returns shows that the Income
Trust has recorded six consecutive years of stable
performance; this performance taking place during a
period of generally low (historically) interest rates.

Trust performance per year

% CPI + 2%
1999-00 4.6 5.2
2000-01 4.6 8.1*
2001-02 4.7 4.9
2002-03 52 4.7
2003-04 4.9 4.5
2004-05 4.9 4.7

*impact of GST introduction.

Stable returns is another way of saying low volatility of
returns. Volatility of returns is how investment analysts
generally measure risk.

As mentioned in last year’s annual report, the low
volatility of returns for the Income Trust (which has
continued into this year) helps explain why, despite

a generally lower level of returns than the other
Australian Ethical trusts, it was rated by the fund rating
agency, ASSIRT Pty Ltd, as being in the top 20 funds

of all types in Australia on the basis of risk-adjusted
five-year returns as reported in The Australian
Financial Review on 28 July 2004 in the article ‘Safe
and steady wins performance race’ (pp25—26).
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Importantly, unitholders should be aware that past
performance is not necessarily indicative of future
performance and that the future performance of the
trust is not guaranteed.

In terms of peer group comparisons, ASSIRT has
categorised the Income Trust into the group Australian
Fixed Interest General. Strictly the Income Trust’s
portfolio is structurally somewhat different from other
funds in this category. Firstly, few, if any, other funds in
this class would have a mortgage-secured private loan
portfolio like that of the Income Trust. Secondly, most
other funds in this category would tend to hold longer-
dated government and semi-government bonds. This
latter point can mean that the Income Trust will appear
to be performing well relative to the peer group when
interest rates are rising (as this year) and less well when
interest rates are falling. The Income Trust’s returns
will tend to move broadly in line with the general level
of interest rates, whereas portfolios with interest rates
locked in for longer periods will tend to have returns
which reflect more where interest rates have been.

Not having a major risk of the capital gains and losses
which can be associated with locked-in interest rates (if
interest rates rise, a 10-year fixed rate bond will fall in
market value) also contributes to the relative stability of
Income Trust returns.

Performance within

Trustretums — \sqieT group, Fied

% Interest General
1 year 4.9 35th of 43 funds
3 years 5.0 equal 23rd of 37 funds
5 years 4.9 equal 22nd of 27 funds

All figures are expressed as compound annual returns.

Asset classes

Private loans

The private loan portfolio is an important feature

of the Income Trust. As well as offering the highest
yields of the portfolio’s assets, it also provides the

most direct support for activities viewed as positive
under the Australian Ethical Charter — for example,
schools offering holistic and non-competitive education
alternatives or farms engaged in sustainable agriculture.

Some further loans to schools increased the proportion
of private loans to 14.2% of the trust — up from 12.5%
last year. Ideally, this asset class would be increased
even further as it offers attractive returns and the



portfolio is well secured against real property. The

trust operates to a minimum standard of a 66.7% loan
to valuation ratio. That is, loans are generally made
only up to 66.7% of the value of the property which
secures the loan. As at 30 June 2005, all loans met that
standard, with a weighted average loan to valuation
ratio of approximately 33%. One loan was slightly in
arrears of repayment. The weighted average yield on the
loan portfolio as at the same date was 8.47%.

Interest-bearing securities

Apart from private loans, the trust held a further
78.65% of its portfolio in interest-bearing securities
as at 30 June 2005. This can be broken up into the
following credit risk categories:

- senior debt of credit unions — 1.2% of the trust

- subordinated debt of credit unions — 1.4%

- senior debt of the regional banks — 35.8%

- subordinated debt of the regional banks — 2.9%

- regional bank perpetual subordinated debt — 3.9%

- residential mortgage-backed securities, all AAA
rated — 28.8%

- Medfin Trust securities (AAA-rated securitised loans
to medical practices) — 1.2%

- rated investment-grade debt (Sallie Mae) — 3.4%.

Generally, the AAA-rated mortgage-backed securities
and the senior bank debt would be regarded as the
most creditworthy of these securities, although the
responsible entity monitors the creditworthiness of
all its investments. Senior debt means that the debt
ranks first in obligations to be met, ranking ahead of
subordinated debt. Perpetual debt is higher risk than
fixed-term debt. After the regional banks, the debt of
the credit unions would be on a lower tier.

The AAA-rated mortgage-backed securities formally
have long-dated maturities, but the responsible entity
selects lines of these securities which in practice have
a very short weighted average life. Of the rest of the
interest-bearing securities portfolio, 5.1% of the trust
has maturity dates beyond 5 years (this includes
perpetual instruments), 12% matures in the 3 to 5-year
range, 12.9% matures within 1 to 3 years and the rest
matures over the coming financial year.

There is very little interest rate risk in the portfolio.

Of the 78.65% in non-private loan, interest-bearing
investments, less than 2% has interest rates fixed for
more than 1 year. The rest of the portfolio held at 30
June 2005 either matures within, or had an interest
rate reset before, the end of September 2005. It is for
this reason that it would be expected that the yield on
this asset class will move broadly in line with the level of
interest rates.

Growth of the trust

Over the 2004—05 financial year, the Income Trust
grew in size from $16.0 million to $17.6 million. The
trust return for the two months to 31 August 2005 was
0.9%.

sl D

David Ferris
Investment Manager
Australian Ethical Investment Ltd

2 September 2005

Australian Ethical Income Trust

Portfolio
as at 29 June 2005

% of fund

Cash 7.16

Cash and equivalent

Interest-bearing (general) 78.66
Adelaide Bank Ltd

Australian Central Credit Union

Bank of Queensland Ltd

Bank of Western Australia Ltd

Bendigo Bank Ltd

Maleny and District Community Credit Union
SLM Corporation

Securitised Debt

St George Bank Ltd

Suncorp-Metway Bank Ltd
Interest-bearing (loans) 14.18
Kinma School Ltd

Mortgage loans
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Australian Ethical Income Trust

Directors’ report
for the year ending 30 June 2005

Australian Ethical Investment Ltd, the responsible
entity of the Australian Ethical Income Trust (the
scheme), presents its directors’ report together with
the audited financial statements of the scheme for
the year ended 30 June 2005 and the accompanying
independent audit report.

Responsible entity

Australian Ethical Investment Ltd was appointed
the responsible entity by election of unitholders on
20 August 1999 and the trust was registered as a
managed investment scheme on 2 November 1999.

The directors of Australian Ethical Investment Ltd
during or since the end of the financial year are
disclosed in note 14 to the financial statements.

Principal activities and review of year’s
operations

The principal activity of the scheme is to pool investors’
savings to invest in a portfolio of capital stable, interest
bearing securities of short, medium and long term
duration. Investments are sought to pursue the goal of
a just and sustainable society and the protection of the
natural environment as well as providing unitholders
(the scheme investors) with a competitive financial
return.

There were no significant changes in the nature of the
scheme’s principal activities during the year.

The scheme achieved an overall return of 4.9% for the
financial year. The scheme paid distributions of 4.6
cents per unit over the year.

The value of the scheme’s net assets as at 30 June 2005
was $17,230,833. The investments of the scheme are
valued at market value, estimated realisable value or
cost, as disclosed in the attached financial statements.

Events subsequent to balance date

During the period between the end of the financial
year and the date of this report, there were no items,
transactions or events of a material and unusual nature
likely, in the opinion of the responsible entity, to affect

significantly the operations of the scheme, the results of

those operations, or the state of affairs of the scheme in
future financial years.
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Distributions paid and/or payable

Distributions paid and/or payable by the scheme during
the year are shown in the accompanying statement of
financial performance.

Indemnities and insurance premiums
for the responsible entity and auditors

No insurance premiums are paid for out of the assets

of the scheme for insurance cover provided to the
responsible entity, its officers or auditor of the scheme.
So long as the responsible entity acts in accordance with
the trust constitution and the law, the responsible entity
is generally entitled to an indemnity out of the assets

of the scheme against losses incurred while acting on
behalf of the scheme. The auditor of the scheme is not
indemnified out of the assets of the scheme.

Interest of the responsible entity

Fees paid to the responsible entity and its associates out
of scheme property and interests held in the scheme are
shown in note 9 of the attached financial statements.

Interests in the scheme

Full details of interests in the scheme issued during the
financial year, withdrawals from the scheme during
the financial year, and the number of interests in the
scheme at the end of the financial year are contained in
note 2 of the attached financial statements.

Auditor’s declaration

A copy of the auditor’s independence declaration as
required under section 307C of the Corporations Act
2001 forms part of this report and follows at the end of
the report.

Signed in accordance with a resolution of the Board of
Directors of Australian Ethical Investment Limited.
George Pooley

Director

Australian Ethical Investment Limited
ABN 47 003 188 930
12 September 2005
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