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Dear Investors, 

"What we are facing is deflation caused principally by excess supply, and history tells us that this is good 

deflation... Don't let deflation spook you - though it will take some time getting used to. Overall, the world is in a 

deflationary phase, and it's only a matter of time before the Fed will be dragged, kicking and screaming into cutting 

short rates..." 

Gary Shilling 

A.G.Shilling & Co. 

Tick... tick... tick... these days, that's the sound of a portfolio full of not only stocks, but 
maturing fixed-income investments. In a deflationary world, the next couple of years will 
find many fixed-income portfolios with ticking time bombs as the rate of interest at 
renewal continues to ratchet downwards. 

Does the possibility of 3% bond yields sound ridiculously low? Not according to history. 
From the 1930's through the 1950's long U.S. Treasury bonds yielded 2.5% and 
Treasury bills under 1%. Today in Japan (admittedly a scenario we are not likely to face), 
long-bond yields are currently below 1% while short rates are less than 0.6%. 

The negative consequences of sustained and significantly lower interest rates will be felt 
most by those living off a fixed amount of capital (retirees). The term "poor millionaire" 
may not be an oxymoron when the annual return on GIC's and CSB's is a mere 2.5%-
3.0%. 

On a more positive note, the continued slide in interest rates is good for equities. Low 
interest rates translate in higher price/earnings ratios for stocks. The downside for stocks, 
however, is that falling prices (deflation) will eventually squeeze corporate profits. And as 
we've seen since the Toronto market peaked in April, the prospect of lower corporate 
profits has not been good for stock prices or investors' appetites. 
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According to the "experts", today we are experiencing the unfamiliar effects of deflation. 
This situation they say is being caused by an excess supply of productive capacity - 
whether that be too many pulp mills in B.C. or auto plants in Asia. 

It appears that we have entered a painful but temporary period in which companies will 
have to adjust to falling prices and lower profitability. As long as prices are falling slowly, 
corporations can adjust. The danger occurs when prices start to fall sharply, and all types 
of spending are delayed in anticipation of even lower prices. 

Given the recent headlines, you're probably very concerned about the future outlook for 
the equity markets. But first let me explain why the stock market has been beaten up so 
badly, and why the decline has been so steep. 

The basic reasons are quite simple. The one-two combination punch of A) overvaluation 
and the prospect of B) declining corporate profitability, have been the essential 
ingredients behind the recent stock market slide. 

A) OVERVALUATION: 

At Value Contrarian Asset Management I have continually pointed out the speculative 
excesses over the last 2-3 years, and the fact that it was becoming increasingly difficult 
to find good values in the stock market. This factor has lead to your fund's rising (30%+) 
cash levels over the last two years. 

At times it has been a frustrating experience for your manager, since an overvalued stock 
market in itself is not enough to cause stock prices to decline. And despite Alan 
Greenspan's "irrational exuberance" remarks of December 1996, nothing prevented 
stocks from inflating further. 

The depths of this bear market (percentage decline from the April 98 peak) has been 
especially deep. Simply stated, the rise in the stock market without a bear decline had 
been extraordinarily long (Oct 90-April 98), and the gains pushed historical valuation 
levels beyond reasonable norms. Overvalued stocks have further to fall, just as bigger 
bubbles eventually produce louder pops! 

Early in 1998 the Laurentian Bank was being served up to investors at 14.5x forecasted 
1998 earnings of $2.75. Today investors are only willing to pay 8x-10x for that same 
$2.75 of earnings power (which is within the historical valuation norms for the bank). 

Laurentian Bank shares have thus dropped from $39.00 to $24.75. 

Nothing is wrong with the Bank today or its earnings outlook next year. Rather, the stock 
price got ahead of itself and its future prospects. 

Or take the case of the once high flying Northern Telecom stock which was recently 
taken out to the wood shed and shot. Its stock crashed from $98.00 to $43.00 due to 
analysts' fears of a slowdown in sales growth, earnings, and disdain for its acquisition of 
Bay Networks. 
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Behind all the flak is the fact that an overheated market boosted some fine, high-quality 
stocks like Nortel to excessive valuations. Bear market declines often serve to act as 
"reality checks", flushing excessive stock valuations and other speculative excesses out 
of the system. The above are just two examples amongst many. Unfortunately for Nortel 
investors, the "pop" was much louder. 

B) DECLINING CORPORATE PROFITABILITY: 

If an overvalued stock market is not by itself enough to cause stock prices to decline, 
then what will? 

Either falling corporate profitability and/or rising interest rates are the two key ingredients 
that must be present in order to topple stock prices. With the Asia flu lapping at the 
shores of the North American economy, the prospect of lower profits has arrived. What 

we are experiencing today is a correction of overoptimistic earnings forecasts. Falling 
stock prices are one of the early victims. 

Specifically, with profit estimates coming down for a host of blue chip American stocks, it 
looks increasingly likely that the S&P 500 earnings could decline in the third quarter. This 
would mark the first quarterly drop in earnings since the third quarter of 1991, according 
to Chuck Hill, Director of Research at First Call. 

Herd instincts can drive markets excessively upwards in good times and downwards in 
bad. Such overshooting on the downside is when values are most likely to surface. 

For a number of years, funds I have managed have been rather successful by 
purchasing superior businesses during periods of extreme adversity (civil wars, S+L 
banking crisis, recessions, etc...). As Baron Nathan de Rothschild supposedly said on the 
eve of the Battle of Waterloo, "There's money to be made when blood is running in the 
streets." 

Stock markets don't fall 20% or more without some sort of very frightening news. 
Unfortunately, the scary headlines that always accompany economic turmoil can ruin the 
party. 

THIRD QUARTER PERFORMANCE: 

Your fund ended the third quarter of 1998 with a net asset value of $1,301.72 per unit, a 

decrease of $40.83 from the December 31, 1997 asset value of $1,342.55. 

During the nine months period, your fund had a total return of -(3.0%). During the same 
period, the TSE 300 total return was -(15.2%). 

The fund's performance during the quarter was poor, probably the worst, or close to the 
worst, I've experienced as a money manager since I first started the fund n 1988. During 
the month of August alone, the TSE 300 Index dropped by 20%. 
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But as you can see from the Bell Chart performance rankings of Canadian equity funds 
(see attached pages), your fund remains well placed at #11/305. Nonetheless, I realize 
your disappointment with these short-term results, especially our newer investors. Our 
goal remains to achieve consistent long-term results. Any short-term performance and 
market volatility is beyond our control. 

During the third quarter decline, cash and T-bills have practically been the only safe 
havens for equity funds. Our outperformance for the year to date is principally due to the 
fund's abnormally high levels of cash (33.3%). Bonds and cash represented 37.4% of the 
fund's assets at the end of September. 

DOOM, GLOOM & UNCERTAINTY = OPPORTUNITY 

The future is never clear; you pay a very high price in the stock market for a cheery 

(Goldilocks) consensus. Uncertainty actually is the friend of the buyer of long-term 
values. 

Warren Buffett 
Berkshire Hathaway 

From the point of view of a value contrarian investor, the past two and a half years of a 
"Goldilocks" economic environment have been trying times to say the least. It was during 
this period when values in the stock market were increasingly difficult to uncover (as 
opposed to the 1990-1995 period). But with the recent 30% decline in the TSE 300 
Index, the situation has started to turn in our favour. 

For example, it was during the third quarter of this year when we were given the 
opportunity to increase our position in the automobile insurer, Kingsway Financial. We 
initially established our position when the company went public in December of 1995 at 
$2.50 ($10.00 pre split). 

Here is a well managed, growing company, with a 15%+ return on equity and low debt 
levels. The company consistently produces underwriting profits and knows the 
importance of shareholder value. A stock buyback was recently announced. 

Today the stock is trading at 10x 1998 earnings and under 1.5x tangible book value. 
Perhaps investor expectations were unduly inflated in the past, just as they are being 
overly pessimistic today. But one thing is certain, the stock has dropped from $19.25 to 

$7.50, and with it the bulk of the risk. When the dust settles, Kingsway's earnings will be 
higher in 1999, along with its book value and share price. Potential acquisitions are mere 
icing on the cake. 

During the third quarter we increased our holdings in some of our "golden oldies" such 
as: Westburne (10x earnings), Laurentian Bank (9x earnings), Perkins Paper (8.5x 
earnings) and Kingsway Financial (11x earnings). New positions opened included Scotia 
Bank Split Corp. and Intergrated Oil NT Corp., which is a leveraged play on Shell, 
Imperial, Suncor and Petro Canada. We also purchased shares in a Japanese closed-
end fund trading in London at a 20% discount to its net asset value. 
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Bear markets are humbling experiences because they quickly expose one's mistakes. 
The most glaring mistake your fund manager has made over the past year relates to the 
purchase of supposed good value in the cyclical forest and pulp sector. More specifically, 
it has been a trying experience watching month after month as Alliance Forest Products 
and St. Laurent Paperboard turned into negative return investments. 

Lesson learned: "Undervalued" resource stocks with meager earnings are very likely to 
become much bigger bargains during the lethal combination of bear markets and 
deflation. Moreover, the earnings predictability of these companies is on par with buying 
a lottery ticket. 

On a more positive note, in early October we received an $8.00 takeover offer for our 
12,000 Kaufel shares. We opened our position in this lighting manufacturer in July of 
1997 at prices between $3.00-$4.00. Kaufel is a good example of the low risks involved 
when a business is purchased at a reasonable multiple of earnings (10x) in a non-
glamorous industry. 

This is the second takeover in your portfolio this year, Ideal Metal having occupied in 
March. Both takeovers were in Quebec-based companies where we continue to find 
excellent investment opportunities. Those who are wary of Quebec investments, may feel 
more secure after surveying the devastation that has occurred in the chaotic markets of 
Asia, Latin America, and Russia. In comparison, Quebec is a veritable oasis of tranquility 
for one's investment dollar! 

OUTLOOK 

Since peak in April, the TSE 300 has fallen approximately 30%. From a historical 
perspective, the only declines of a greater severity since the Second World War were the 
bear markets of 1973-1974 (-37.0%), and 1980-1982 (-45.0%). 

In all likelihood the American market has not fully discounted lower earnings expectations 
or a full-blown recession. So far, the S&P 500 (at its worst close) has fallen only 19.3% 
from high to low. To qualify as a full-blown bear, the slippage must be at least 20%. Many 
of our investors would like to know the outlook for the North America business 
environment, in light of the recent global financial turmoil. Moreover, most, I am sure, 
would like to know the outlook for the stock markets over the next year or two. 

One thing is certain, I didn't call the Toronto market peak this past April nor will my 

forecasting skills be any better at calling a market bottom. My predictive skills on these 
"weighty" matters have in the past been poor at best. I prefer to listen to the experienced 
"smart" money instead of the constant barrage of alarming media headlines and so 
called "experts". 

A key to success during these months of global turmoil is to stay focused on what's 
"important" and "knowable". Thus, according to Buffett: "We ask ourselves: 'What's 
important and knowable? And what among these things can we translate into some kind 
of [investment] action that's useful for Berkshire?' There are all kinds of important 
subjects that Charlie and I don't know anything about. And therefore, we don't think about 
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'em. Our view about what the world will look like over the next 10 years in business or the 
state of U.S. competitiveness - we're just no good [at that]. We do think we know 
something about what Coca-Cola's going to look like in 10 years... or some of our 
operating subsidiaries... We care a lot about that. We want to be right about that. If we're 
right about that, then the other things [predicting recessions or the future stock market 
direction] become less important." 

In conclusion, today all news is bad news, just as a year ago all news was good news. 
The truth, as always, lies somewhere in between. We remain cautiously optimistic. 

Respectfully yours, 

Benjamin D. Horwood 
Portfolio Manager 
(514) 398-0808 

 


