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Dear Investors, 
 
 

Long periods of relative stability often engender unrealistic 
expectations of its permanence and, at times, may lead to financial 
excess and economic stress. 
 

      Alan Greenspan 
      July 2005  

 
 
It’s not a question of if, but only when.  When will political instability 
in Saudi Arabia, Iran or some other Middle East dictatorship bring 
about a major oil supply stoppage? 
The consequences of $80-$90 oil and rising interest rates will be 
simple; a good old fashion business recession and stock market 
bargains galore. 
 

      Benjamin D. Horwood 
      August 2005 

 
 
With oil prices continuing to set record highs, one could argue that  “we are in a demand 
shock”.  This phenomenon is in contrast to the price increases in the early 1970’s and 1980’s, 
which were caused by major supply disruptions. 
 
The relentless  rise in the price of oil over the past few years is a result of the constraints in the 
supply of oil just as global demand accelerated, fuelled by strong global economic growth (ie:  
China – U.S.A).  Moreover, the lack of excess refining capacity has further exacerbated the 
problem. 
 

mailto:benh@valuecontrarian.com


 2 

Increasingly, investors have asked what course of action (if any) they should be taking with 
respect to their existing oil and gas holdings. 
 
Our Fund’s “oil” investments (Petro-Canada, Talisman and Nexen) were classic “contrarian” 
plays.  They were initiated when the word “oil” was tantamount to a four letter word.  At that 
time oil was trading for $10-$15 a barrel.  As of this writing oil is over $60 a barrel. 
 
Today, on a philosophical level, it would be hard for us as value investors to pound the table 
and continue to add oil stocks in the belief (or hope) that this commodity will eventually hit $85 
a barrel.  Moreover, the recent action in junior Canadian oil sand stocks is reminiscent of the 
speculative fervor during the tech/telecom boom of the late 1990’s (the “get me in” period).  
 
Remember, oil is still a commodity that historically has been characterized by huge boom and 
bust cycles.  No matter how savvy the top management of Exxon or Talisman may be, neither 
can predict with any degree of certainty whether oil prices next year will drop to $40 or climb to 
$85. 
 
Yet with oil prices having risen six fold (from $10 to over $60) is it time to sell?  While the 
majority of the upside to oil has already occurred (the easy money) the potential still exists for 
a further 40%-50% increase in crude prices ($80-$90) under the right circumstances.  
 
Simply stated, history has shown on numerous occasions that oil prices spike drastically during 
periods of a major supply disruption.  It is our contention that Middle-East politics/instability will 
invariably provide the catalyst for such a supply disruption. 
 
In our opinion, a future major oil (shock) stoppage is inevitable:   It’s only a question of when, 
not if.  It is this scenario that could produce $80-$90 oil, unless a major global recession 
intervenes first to curtail world demand.   
 
Finally, it is interesting to note that recently Warren Buffett has publicly stated his intention to 
increase Berkshire Hathaway’s investments in the energy sector.  Specifically, he states a 
desire to acquire electric utilities, power transmission lines, and even the possibility of investing 
in a new generation of clean nuclear power plants.  Absent was any mention of plans to further 
invest in oil and gas producers.   
 
With a cash hoard of more than $40 billion, risk averse Buffett is obviously looking away from 
pure commodity plays and instead towards the stable reliable returns (8%-14%) that the utility 
sector can offer up. 
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Second Quarter Performance 

 
 
Your fund ended the second quarter with a net asset value of $2,159.01 per unit, an increase 
of $91.54 from the December 31, 2004 asset value of $2,067.47 per unit. 
 
During the quarter the market found its footing as stable interest rates and continued strong 
corporate profit growth finally showed up in higher stock prices.  The oil sector continued to be 
the overwhelming driver in the TSX 300 index. 
 
The income trust market also continued strong, although many of the new issues (IPO’s) were 
opportunistic (i.e., lacking in sustainability of income).  According to one industry veteran:  
“they are using the current strength in the (trust) market to strike while the iron is hot – get a 
public issue and get top dollar for their assets.”   
 
With respect to the higher quality new issue trusts, we purchased shares in Aeroplan and jam 
maker E.D. Smith.  We especially like the Aeroplan business model due to its high free cash 
flow, brand loyalty, and excellent long-term growth prospects.  And although we were not able 
to acquire a full position in this stock, from our experience the patient investor is eventually 
rewarded. 
 
Lassonde Industries was a brand new position added to the fund’s portfolio during the second 
quarter.  The company is an Eastern Canadian leader in the manufacture and marketing of 
fruit and vegetable juices as well as certain specialty food products.  Most eastern Canadians 
are familiar with the company’s flagship juice products sold under the Rougemont, Oasis, 
Everfresh and Allen’s brands.  The retail segment accounts for about 85% of overall sales 
(supermarket chains, superstores, warehouse clubs, etc.).  Canada accounts for more than 
90% of the company’s sales. 
 
Lassonde Industries would be an excellent candidate for an income trust due to its steady 
growth and stable earnings/cash flow history.  Besides natural organic growth, the company 
manages to make accretive acquisitions every few years.  Last year for example, the company 
purchased Alfresh beverages which will add approximately $60 million to its annual sales of 
$261 million.  In addition, management is very price sensitive when it comes to acquisitions 
and has history of not overpaying.   
 
We place a private market value of $42 on this stock (as an income trust) based on 10X 

ebitda.  Our original cost of under $27 gives us plenty of so called “margin of safety”. 
 
If the income trust scenario fails to materialize we still are happy with this “steady eddy” type of 
investment.  And now that the low carb Atkins diet craze has faded, Apple Juice lovers can 
breathe a sigh of relief.  And as far as we can tell, the next 25 years won’t see much 
technological change to the world of apple juice!  Lassonde Industries may not be in a “sexy” 
or “exciting” high growth industry but at least we will sleep well at night with this profitable 
investment. 

                                                 
 Earnings before interest, taxes, depreciation and amortization. 
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Outlook 

 
 

A lot of people think the recessions after oil shocks in the past were 
caused by high oil prices.  They weren’t.  They were caused by the 
tight monetary policies (rising interest rates) that the central banks 
employed to fight inflation.  

 
      Ray Dalio 
      Bridgewater Associates 

 
One of the big surprises so far this year has been the decline in long term interest rates (from 
4.89% - 4.30%).  What makes the drop in long rates all the more amazing is that it has 
occurred in the face of aggressive federal reserve interest rate hikes, inflation scares from 
soaring oil and other commodity prices and worrisome U.S. budget and current account 
deficits. 
 
The consensus opinion at the start of this year had interest rates rising – instead they fell 
during the first of half of 2005.  We would agree with those who state that investors have 
become complacent concerning the risks of rising rates. 
 
A sudden reversal of sentiment could send bond prices plunging and yields, which move in the 
opposite direction, soaring.  The negative effects of rising rates would most likely be felt on two 
booming areas of the Canadian economy – housing and income trusts. 
 
Greenspan has given investors ample warning that low (long-term) interest rates won’t last 
forever.  Don’t be surprised if Canada long bond yields are closer to 5% by early 2006, than 
nearer to 4% where they stand today. 
 

         Respectfully Yours,** 
 
 
 
         Benjamin D. Horwood 
         Portfolio Manager 
         August 10, 2005 
 
 
 
 
 
 
 
 
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.   

http://www.valuecontrarian.com/

