
 
 
 
 
 
 
 
 

 
 
 
 

 
 
 
 

We’re often asked: “When is the best time to invest in 
the Value Contrarian?”  Although there is no best time, 
since it is impossible to time the market, a preferable 
entry point is when the fund has produced a month of 
negative returns or a year of underperformance.  
Unfortunately, human nature prefers the exact opposite. 
 
 
Interested investors may call our office today: (514) 398-0808
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Dear Investors, 
 
 
 Excess often departs in a painful manner.  
     
       Charlie Munger 
       Berkshire Hathaway 
 
 

This business of turning the (stock) analyst into a shill for the 
underwriting department was always present to some degree.  But it 
simply went crazy in this last period (1990’s) because there was so much 
money in doing it – given the dot-com (telecom) boom and so forth. 
 
        

Charlie Munger 
      Berkshire Hathaway 

 
 
The year 2002 marked a continuation of the bursting of the valuation hangover from 
the late 1990’s bubble.  Stock market scandals, corporate governance issues, and 
stock option thievery were all elements leaving North American investors with a 
severe case of stomach cramps!  And while we are clearly not satisfied with our 
performance during 2002 (despite beating the TSX), the bear market helped us to put 
our cash reserves to work buying quality, growing businesses. 
 
While today’s market indexes are not dirt cheap, valuations have fallen to “ok” levels.  
P/E valuation levels cannot be looked at in a vacuum.  One must also factor in the 
present record low interest rate and low inflation rate environment.   
 
It is important to realize that P/E ratios collapsed in the early 1970s due to high 
interest rates and high inflation.  A comparison of 1982 bear market P/E ratios with 
today’s ratios is not an “apples to apples” situation.  Today interest rates are not 
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hovering at 10%+, but at 30 years lows.  Low interest rates have cushioned P/Es 
from falling to the extreme undervalued levels last seen in the 1974-1982 period. 
It is our belief that picking individual stocks will prove more rewarding in 2003 than 
trying to anticipate what every move of the market is going to be.  We feel much more 
comfortable and at ease investing in today’s climate than during the “go-go” Nortel 
years. 
 
Simply stated, fear, uncertainty and a looming war have created many investment 
opportunities for your fund.  And while the short-term drivers of the stock market in 
2003 will be the unknown surprises, our long-term results will be driven by the 
purchase of superior businesses which can grow their earnings throughout the 
economic cycle. 
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2002 Performance: -(3.8%)         
 
January 1, 1997    — $1,000.00 (inception NAVPS*) 

December 31, 2002  — $1,674.07 

December 31, 2002  — $32.81 distribution per unit 

December 31, 2002  — $1,641.24 (NAVPS after distributions) 

 

Your fund ended the year with a net asset value of $1,641.24 per unit, after having 
declared a distribution on December 31, 2002 of $32.81 per unit. 
 
Your distribution was reinvested in additional units.  These new units will appear on 
your December 2002 Value Contrarian statement. 
 
Obviously I am not happy with our returns for 2002.  This will be the first time since 
the fund’s inception as a private partnership in April 1988 that we experienced a year 
of negative returns.  During this period (1988-2002) however, the TSX produced six 
separate calendar years of negative returns. 
 
Being the largest individual shareholder, your portfolio manager has also shared in 
the suffering this past year.  And while our portfolio did succumb to the effects of the 
worst bear market since the great depression, our performance –(3.8%) relative to 
the major stock index’s was much better: Dow –(16.76%) S&P 500 –(23.37%) 
NASDAQ –(31.53%) TSX –(12.4%) 
 
What happened to the equity markets in 2002 was simple.  Cutting through all the 
financial noise was the fact that too many stocks were priced too richly relative to 
company fundamentals (i.e., excessive valuations).  As earnings failed to meet 
analysts’ lofty expectations, the indexes crumbled. 
 
During the Nortel “go go” years we viewed the glass as being half empty, we now 
view the glass as half full.  This is as a result of more reasonable equity valuations 
and a lack of speculative froth in the financial markets. 
 
Going forward we are assuming that the North American economies could suffer a 
few years of below trend growth as the imbalances from the 1990s are corrected (i.e., 
economic growth below 3.0 - 3.5%).  As a result our investment strategy has led us to 
companies which can increase their earnings with only minimal sales growth. 
 
The key is finding companies with predictable levels of excess free cash flow to pay 
down debt.  Lower debt levels translate into lower interest expenses and thus higher 
earnings per share. 
 
 
 
* Net Asset Value Per Share  
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Thus we added the shares of R.H. Donnelley to the portfolio during the final quarter 
of 2002.  We knew from the sale of Bell Canada’s yellow pages to an American LBO 
firm that this was a stable, slow growth business with lots of free cash flow and an 
excellent business franchise. 
 
Our interest in R.H. Donnelley arose when it announced that it was acquiring Sprint’s 
yellow page business for $2.2 billion.  What further piqued our interest in the stock 
was that Goldman Sachs Capital Partners had agreed to invest $200 million in the 
deal, giving them approximately 23% ownership in R.H. Donnelley. 
 
Essentially Donnelley consummated a leveraged buyout (LBO) of Sprint’s yellow 
page business with Goldman Sachs as partners.  We’ve decided to go along for the 
ride at a purchase cost of 10.5 X earnings.  Due to Donnelley’s excess free cash flow 
and ability to pay down debt, its earnings in future years will rise despite the Sprint 
yellow pages being a slow growth business. 
 
Del Monte Foods was another great opportunity that we added to the portfolio during 
the fourth quarter, at an average cost of $7.65 with a P/E of 10.25.  Here is a 
company which doubled in size through the acquisition of certain brands from H.J. 
Heinz (Starkist Tuna, 9-Lives cat food, etc…).  In return for those assets, Heinz 
received approximately 150 million Del Monte shares.  On December 20, these Del 
Monte shares were spun-off to individual Heinz shareholders.  That created short-
term selling pressure on the shares as index funds and small Heinz shareholders 
dumped Del Monte stock.  We were waiting for our Del Monte food shares like 
African crocodiles patiently awaiting the wildebeest river run.  Del Monte Foods is 
now our largest foreign holding. 
 
Contrarian investments added to the portfolio of late include shares in printer 
Quebecor World, Magellan Aerospace 8.5% convertible debentures, and a doubling 
of our exposure to Japanese stocks through the Fidelity Japanese Value Fund.  This 
latter investment was purchased at a 15% - 18% discount from its liquidation value. 
 
Finally, with war jitters abounding and hotel stocks slumping, we increased our 
position in Fairmont hotels.  What do we like about Fairmont?  Unique, irreplaceable 
properties (Plaza, Lake Louise, Banff, etc…), prudent shareholder friendly 
management, and a business line that is growing and not subject to technological 
obsolescence.   
 
As the population ages, health care, financial services and travel are the sectors we 
are searching for profitable growth opportunities.  The key is profitable growth, as 
opposed to companies that are merely increasing sales but not profits.  
 
Our investment mistakes during 2002 were a learning experience we hope not to 
replicate.  They resulted primarily from not fully understanding the business or its 
risks.  This was the case with Annuity Life & Re, a Bermuda based reinsurance 
company whose stock plummeted from $22 to $4.00 (ouch!) when the companies 
business model blew up.  However, due to the funds diversification policy the impact 
was muted. 
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2003 - Outlook 
 

I do not believe that the Iraqis will fight hard for Mr. Hussein…The cruelty 
of his rule ensures that the crowds who are now forced to support him 
will dance in celebration round his coffin…The danger is not of a 
prolonged war but of what happens next. 

 

       Lord Hurd 
       Former U.K. foreign secretary 
 
The threat of an Iraqi war has been dogging the financial markets for almost a year.  
With the war only a few weeks away, a significant amount of bad news has already 
been discounted into today’s stock prices. 
 
Absent the surprise overthrow of Saddam, the battle will not be as quick as in the 
1990 Gulf War.  Analysts feel Iraqi troops will probably hunker down in the cities 
(Baghdad), where some of America’s technological advantages will be muted, and 
where the possibility of civilian casualties would hamper U.S. operations. 
 
An important question is whether Iraqi commanders will carry-out a “scorched-earth” 
policy and destroy the country’s oil fields.  Higher oil prices are one of the greatest 
threats to continued economic growth.  According to one astute observer: “oil is that 
pickpocket on Times Square.  It is stealing money from the consumer and we need to 
get it down to under $25…”  Unfortunately the Venezuelan situation has further 
aggravated the tight oil markets.  However, on a positive note, in contrast to what 
happened during the 1990 Gulf war, Kuwait’s production of two million barrels per 
day will not be removed from the markets. 
 
Despite the pervasive doom & gloom, we are more optimistic about 2003 than most.  
Everyone is expecting negative surprises, the psychology is terrible.  Once this “wait 
and see” attitude lifts, the markets should see a sizeable rally.  But don’t expect that 
rally on day one of the war.  One scenario is that, should the American war plans 
manage to gain the backing of the U.N. Security Council, the markets will rally 
upwards on signs of a positive vote.   
 
In the final analysis, positive investment gains will return to the equity markets in 
2003, as the fog of “geo-political” risks lift and positive earnings surprises take hold.  
Just as investors needed to be wary of the “go-go” Nortel years, they should not be 
overly pessimistic right now. 
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Management Note 
 

Probably 99.9% of investment management firms that sponsor mutual 
funds are there to take your money for management fees… 
We’ve taken the approach that if we do a good job of managing these 
portfolios and we’re the largest shareholder in the funds, the 
performance will take care of South eastern’s revenue growth – i.e., the 
funds will grow and happy shareholders will add more capital and 
eventually the word will get out and others will partner with us. 

 

       Mason Hawkins 
       Longleaf Partners 
 

As we have always stated in the past, we cannot promise any particular results, only 
that investments for your fund will be selected based on value, not popularity.  Our 
goal is to keep permanent loss of capital to a minimum, the upside will take care of 
itself. 
 
Being the largest shareholder and manager of your fund is certainly no guarantee of 
superior long-term results, but it may raise your comfort level having my financial 
interest aligned with yours.  We would like to thank our shareholders for their 
continued support during the past year. 
 
 

        Respectfully Yours, 
 
 

 
Benjamin D. Horwood 

        February 25, 2003 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
P.S.  Do visit us at our web site: www.valuecontrarian.com 
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