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Dear Investors, 

 
This economic cycle is different from its predecessors.  The 
recession was caused not, as before, by inflation taking off, but by 
the bursting of an asset-price bubble … The awkward fact is that 
post-bubble economies tend to be deflation-prone. 

 
The Economist 
September 14, 2002 
 

 
The expulsion of Mr. Hussein which looks likelier than not, could 
turn the oil market upside down.  This is because Iraq, with its vast 
reserves, is the only country that could (eventually) challenge the 
Saudis by throwing open the taps … The transition to a post-
Saddam oil world will be messy – and that such a world could still 
have a forceful OPEC in it. 
 
      The Economist 
      Special Report Sept 7, 2002 

 
 

Today, we are not witnessing a Post World War II garden variety bear market.  
Usually, as bond yields fall, so do interest rates and therefore the cost of borrowing, 
which should stimulate economic growth … and eventually higher stock markets.  
Instead, we have been experiencing a “deflating asset price bubble on a global 
scale”.  According to stock market history, in every bear market since the early 
1930’s, the stock market has risen within a year of aggressive Federal Reserve rate-
cutting.  This time, the Federal Reserve began aggressively cutting interest rates 18 
months ago and stocks are still down.  So what’s going on?   
 



The financial markets are going through a painful adjustment period.  The excesses 
of the 1990s continued to be purged, and it won’t happen in a neat or short fashion.  
Our economy is in the process of doing what all free-market economies have done in 
the past.  When we allocate way too much capital to technology, telecommunications 
and airlines, we end up having to (painfully) correct it.  According to the well known 
American economist Henry Kaufman: “if we could all commit excesses and sins and 
not be punished, what do you think we’d be doing?  In the long term we will have a 
better system.” 
 
Specifically, stock market weakness in September and October is due to the 
numerous negative third quarter earnings results and the uncertainties posed by a 
potential war with Iraq.  A lacklustre economy is being masked by oil patch 
prosperity, a booming housing market, and 0% car financing. 

 
Time and patience will be part of the medicine investors must endure as the financial 
system cleanses itself.  Unfortunately, just as stock markets overshoot on the way 
up, so they will overshoot on the way down … thus creating bargains in the process. 
 
As value investors we feel comfortable with our portfolio of quality businesses.  The 
present environment of deep pessimism and volatility has made equity valuations 
more compelling, while creating new investment opportunities for us.  Fear has 
replaced greed in most investors’ minds, and in a sense that is good. 
 
As Buffett has often stated, “volatility is our friend” since it allows valuable business 
assets (stocks) to go on sale. 



Third Quarter Performance 
 
 

Your fund ended the third quarter (September 30, 2002) with a net asset value 
of $1,568.41 per unit, a decrease of $171.89 from the December 31, 2001 asset 
value of $1,740.30.                                                  
 
Since the beginning of April, the stock market has produced six consecutive months 
of negative returns.  While the market seemed to be bottoming in July, new profit and 
sales warnings during September contributed to continued weakness.  Our portfolio 
was certainly not immune.  Companies we own such as Guidant, Baxter, Bank of 
N.Y., Certegy and Philip Morris were all caught in this downdraft.  In certain instances 
the sell-offs were overdone and we added to our existing positions. 
 
H.J. Heinz was a new position added during the quarter.  The company has been a 
lacklustre performer over the past few years.  What aroused our interest is the 
company’s agreement to spin-off to Del Monte’s slower growing, non-core brands 
such as Starkist and 9Lives pet food.  In exchange, Heinz shareholders will receive 
shares in Del Monte foods.   
 
In the process, Heinz rids itself of slower growing commodity products, and reduces 
its debt load while becoming a more focused free cash flow generating company.  
And if, as a result of this restructuring, Heinz becomes a more attractive takeover 
candidate in the consolidating food industry, I’ll buy that ketchup! 
 
On the Canadian side of the portfolio, worries about bad debts and loan loss 
provisions is taking its toll on the banking sector.  T.D. is presently the bad boy of the 
group as a result of major mistakes made in its corporate lending portfolio.  The 
company look at third quarter loss of $428 million and upped its loan loss provisions 
by a whopping $870 million to put the telecom issue behind it.  Investors are 
obviously wary of T.D. after these losses.  In our opinion, T.D. has an excellent retail 
bank and a world-class discount brokerage arm, but investors are taking a “show me” 
attitude.  When capital markets recover, so will T.D.’s share price.  In the meantime 
the stock yields 4.3%. 
 
Finally, we continue to make opportunistic investments in the Income Trust sector.  
This past quarter we purchased units in SFK Income Trust, a world-class low cost 
pulp mill located in Quebec.  In addition, Abitibi has guaranteed investors a 12% yield 
for an 18-month period.  Thereafter, the payout will depend on the price of pulp.  The 
future of pulp prices is always an unknown and thus we sold half our position for a 
quick 10% gain. 



Outlook 
 
 

The market is in the bottoming process.  There are lots of 
uncertainties out there, so you can’t be table poundingly bullish.  
But it’s a much better time to buy stocks than it is to sell them. 

 
Byron Wien 
Morgan Stanley 

 
 

 Barring unexpected positive news (i.e., the demise of Saddam Hussein), the 
next 90 days will likely produce a volatile stock market environment.  Tax loss selling, 
geopolitical uncertainty, and normal early autumn weakness in the markets are not 
creating the conditions that warm the hearts of the average equity investor. 
 
The key to a sustained rally in stocks will be a turnaround in corporate profitability, 
and thus a curtailment in the number of “profit warning” announcements.  If history is 
any guide, the markets will be moving up well before any hostilities with Iraq are over 
and well before the end of all the negative earnings surprises. 
 
Nonetheless we remain optimistic because, as value contrarian investors, we realize 
that uncertainty and volatility actually work in our favour.  When the world is all 
“peaches and cream” assets are selling for top dollar.  Bargains are more likely to 
appear when it’s time to take out the bottle of Pepto Bismal. 
 
Recently there is very little talk of a market bottom, a small but positive sign.  
Potential pleasant (catalyst) surprises during the next three to four months could 
include an unexpected interest rate cut, the overthrow/assassination of Iraq’s leader, 
and eventually falling oil prices.  Stocks could also power ahead on any news of 
Saddam’s exile. 
 
Hang in there – 2003 will be a much better year for stocks. 
 
 

Respectfully Yours, 
 
 
        Benjamin D. Horwood 
        October 11, 2002 
 
 
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 Fund?”  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. 

http://www.valuecontrarian.com/

