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Dear Investors, 
 

A lot of investors unfortunately are chasing returns rather than 
focusing on risk.  
  
 Leon Metzger  
 Yale University 
 
Today�s �liquidity� crisis, in large part, reflects an inability to 
accurately value collateral � such as pools of mortgages 
(CDO�s/CMO�s) � and uneasiness about the computer models used 
to value complex securities. That leads those who have money to 
insist on higher rates and tougher terms�  
 
 Kara Scannell 
 Wall Street Journal 
    
 

In early July, Citigroup CEO Chuck Prince made the following comment (to the Financial Times 

of London) which has come back to haunt him. According to Mr. Prince, ��when the music 

stops, in terms of liquidity (easy credit) things will be complicated. But as long as the (LBO) 

music is playing, you�ve got to get up and dance. We�re still dancing.� 

 

Can you imagine how Warren Buffett would look if he made a similar comment to that of 

Citigroups� CEO? That would be tantamount to Mr. Buffett foolishly proclaiming, �As long as 

the music is playing and our competitors continue to write insurance policies (with inadequate 

rates), we have no choice but to do business that doesn�t properly compensate us for the risks 

taken.� That�s basically what Chuck Prince is alluding to in his banking business! Bottom line, 

smart business people refuse business if they are not receiving the  proper margins 

(regardless of what the �sheep� are doing).  
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Of course, just as Mr. Prince was making his famous comment, the music did stop with the 

onset of a severe global credit crunch. Simply stated, a credit crunch occurs when it becomes 

very hard to borrow money. For the time being, Citigroup, J.P. Morgan, Bank of America, 

Goldman Sachs, etc� have been left holding billions in unsold LBO loans on their books.  

 

Starting in 2004, the Federal Reserve began to raise rates back to �normal� levels. This 

gradual tightening process brought to an end this period of so called �easy money�. 

 

While the music was playing, the big commercial and investment banks typically resold 

(securitized) most of their LBO loans as junk bonds or collateralized loan obligation (CLO�s)*. 

But with investors already spooked in the sub-prime mortgage market, they also pulled back 

from buying the risky debt needed to finance large private equity takeovers.  

 

Only time will tell whether the banks have to take large losses when they attempt to resell 

these loans in the face of debt investors demanding higher interest rates. Credit spreads, the 

interest premium that riskier borrowers must pay over risk-free government debt yields have 

also surged since early June.   Prior to the crisis investors were not being sufficiently paid for 

owning �junk bonds� in comparison to risk free U.S. treasury bonds.  

 

The recent �credit crunch� has once again placed a negative spotlight on parts of the hedge 

fund industry. This has been due to recent high profile losses sustained through investments 

made in subprime mortgages (CDO�s & CMO�s) and other exotic debt/derivative instruments. 

In the low interest rate environment of 2003-2006, and seeking higher fixed-income returns, 

investors gravitated toward securities which were made to look safer than they actually were (a 

Canadian example:  non-bank Triple AAA rated commercial asset backed short term paper).  

 

Wall Street, instead of being good gatekeepers, pooled low quality subprime mortgages (made 

to inappropriate home buyers) and quickly resold them to yield starved investors. It was like a 

game of �hot potato�. Bank/Mortgage company accountability was sorely lacking since the �hot 

potato� (ie: subprime loans) were quickly re-sold and thus became someone else�s problem.  

                                                
* CLO�s are large pools of leveraged loans bundled together by Wall Street and sold off to investors in slices of 
varying degrees of risk. They are illiquid and hard to value investments which are bought mostly by institutional 
investors.  
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Hedge funds which ran into trouble exhibited three common characteristics: 

1) They used aggressive leverage. (e.g.: $10.00 of debt for every $1.00 of equity) 

2) They invested in �illiquid� securities. These are derivative securities linked to pools of 

subprime mortgages, LBO loans and other kinds of debt which don�t trade in an 

organized market like a stock exchange. Therefore realistic prices aren�t easily 

available. 

3) They contained �hard to value� securities. Placing a value on securities that rarely or 

never trade is a difficult task, especially during a financial crisis. Moreover, it�s often the 

funds own board of directors who are responsible for assigning an �in house� valuation 

with regards to these illiquid investments. That�s a bit like giving a fox responsibility for 

guarding the farmers chicken coup!  

 

So why is there a crisis now? Simply stated, subprime debt and its derivatives (CDO�s & 

CMO�s) are illiquid, and valuing them is difficult. It has taken the surprise announcement of 

losses by a Bear Stearns� managed hedge fund to trigger the rush to reprice these securities. 

 

When these derivatives were repriced around the world many investors simply said: �get me 

out�. Fear spreads, emotions takeover, investors start to redeem, and finally there is a 

stampede for the exits. And �voila�, a crisis (opportunity) is born!  
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Second Quarter Performance 
 
Your fund ended the second quarter with an net asset value of $2,630.54 per unit, an increase 

of $116.33.40 from the December 31, 2006 asset value of $2,514.21 per unit. 

 
During the quarter long term bond yields touched 4.6% after starting the year at 4.0%. This 

dramatic rise in yields were clearly felt in the equity markets. It was also another confirmation 

that the days of low interest rates and easy credit were coming to an end.  

 

There was not significant activity in your portfolio over this past quarter. We sold our position in 

U.S. drugstore chain CVS after almost doubling our money. We took advantage of CVS�s 

share price appreciation in advance of the company�s merger with Care-Mark. In addition, we 

also sold our holdings in First National Financial income fund at a significant profit. We did not 

feel comfortable owning a canadian mortgage company in light of the potential for irrational 

investor  behaviour resulting from the sub-prime debacle south of the border. Cogeco Cable 

was another name in which we trimmed our exposure after significant share price appreciation. 

 
During the quarter we added to our existing G.E. position. This is a company selling at a 

reasonable valuation, with global business exposure, solid dividend growth and a huge share 

buy-back program.  

 

A �classic� value stock we added during this quarter was Hartco Income fund. The stock yields 

over 14%, although there is the possibility of a distribution cut. This is a Benjamin Graham �net 

net� working capital situation. In simple terms, if one took all the company�s current assets and 

subtracted all of its debt, $3.45 per share would be left.  This $3.45 does not attribute any 

value to the companies �fixed assets� � land, buildings, equipment, etc� In other words one 

receives Hatco�s fixed assets for free! 

 

The owner of Hartco is in his early seventies (we wish him good health!) and we put a private 

market valuation of $5.50 - $6.00 on the company. Our purchases were made in the $3.00 - 

$3.45 range. With the recent market turmoil we are uncovering additional Ben Graham classic 

value stocks. Stay tuned!  
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Outlook 

Dictators constantly underestimate the strength of democracies, and 
democracies provoke war through their love of peace, which the 
dictators mistake for weakness. 
 
 Joshua Murvachik 
 American Enterprise Institute 
 
Iraq after an American defeat will look very much like Iraq today � a land 
divided along ethnic lines into Arab and Kurdish states, with a civil war 
being fought within its Arab part. 
 
 Peter Galbraith 
 Former U.S. Diplomat  

       
The worlds central bankers in recent days have unexpectedly intervened to alleviate the �credit 
crunch� plaguing global financial markets. In layman�s terms this intervention is akin to �the 
central bank giving every financial institution � for a limited period � a credit card with a 
subsidized interest rate and no spending limit�.  
 
Who is the ultimate beneficiary of this intervention? In our opinion its� all the major commercial 
and investment banks. At the end of the day the big banks are too big to fail. These battle 
ships get to sail another day and into another storm. Eventually the credit squeeze crisis will 
straighten itself out and liquidity will return to the markets.  Unfortunately there will be some 
surprise �road kill� along the way.  
 
It will be interesting to see what type of catalyst is necessary, a �systemic� blow to the financial 
markets or the failure of a specific institution before the feds initiate an interest rate cut?  My 
�guess� is that the present crisis peaks either by the end of August or sometime between early 
September and early October.  
 
Kindly remember that �volatility� and �fear� are a value managers best friend. We are finding 
good values, especially in the beaten down financial services sector.  
 
For those of you who understand the concept of buying �dollar bills for sixty cents�, these are 
times of opportunity, not despair. 
 
Finally, keep a watch on the geo-political front regarding Iran. This is a region full of �issues� 
which always manage to come back and bite investors in the �A�..� 
 
         Respectfully yours ** 
 
 
         Benjamin D. Horwood 
         Portfolio Manager 
         August 21, 2007 

 
P.S.  Do visit us at our web site: www.valuecontrarian.com  
 
** 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.  


