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Dear Investors, 

"I don't think recessions come out of any inevitable internal process within the economy, but from unexpected 

shocks. Part of the reason we've been doing so well in the last two or three years is that East Asia has done so 

badly… Well East Asia is gong to turn around. It may be the recovery of East Asia, not the opposite that causes us 

problems…. There's nothing to prevent Japan, a year or two from now, from being in a boom. And Japan's 

recovery could destabilize the U.S. economy by raising global interest rates." 

Milton Friedman  

Stanford University 

A major concern among investors has been the volatile nature of the stock market. 
Rising interest rates over the past ten months has definitely put a damper on the stock 
market's rise. More specifically, thirty-year government of Canada bonds bottomed last 
December with a yield of approximately 5.0%. Today, these same bonds are yielding 
6.35%. In the U.S., yields bottomed at 4.8%; today these long bonds yield 6.35% as well. 
As a result, fixed-income investments are beginning to provide some tough competition 
for investors' funds. 

The obvious reason for this sharp rise in yields is renewed inflationary fears brought 

about by rising commodity prices (especially oil), and the emergence of an economic 
recovery in Asia. Strip out recent oil and tobacco price increases, and the inflation rate is 
still under 2% in Canada. Only time will tell whether these inflationary fears are justified. 

The U.S. Federal Reserve Chief Alan Greenspan will most likely raise rates again in 
November. One of his goals is to engineer a slowdown in the red-hot American economy, 
not a meltdown in the financial markets. Unfortunately, if Mr. Greenspan over-plays his 
hand, his actions could eventually tip the American economy (and Canada's) into a 
recession (perils of the trade). 
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But you ask, why all the volatility? Moreover, why are there are so many stocks down 30, 
40, and 50 percent from their previous highs. The following factors may help to give you 
a better understanding of the present volatile investment environment. 

1. Rising interest rates Today there is a valid fear among investors that eventually rising 
interest rates will cut corporate profitability. And obviously, lower corporate profits are not 
good for stock prices. Moreover, rising rates cause price-earnings ratios (P/E) to 
contract, which in turn affects stock prices. In other words, investors are prepared to pay 
a lot less for each dollar of future corporate profits. 

Investors who in the past may have been willing to pay 35 X earnings (P/E ratio 35) for a 
stock, today may only be willing to pay 18 X earnings (P/E ratio 18). The result is a stock 
price that is cut almost in half, from $35.00 to $18.00. This phenomenon of P/E 
contraction has wrecked havoc on not only such "Blue Chip" stocks as Coca Cola, 
Gillette and IBM but on thousands of small and medium sized companies. 

2. Earnings disappointment and profit warnings More and more stock market analysts 
today are dependent on company management for "guidance" to the correct earnings 
forecast. This "dance" went smoothly during most of the 1990's so long as companies 
met or beat analyst's earnings estimates. With the U.S. market trading near its record 
highs, there is no margin for error when it comes to earnings disappointments. IBM, 
Mattel and Xerox are just a few recent examples of Blue Chip stocks that have been 
"torpedoed" when the bad news is announced and profit/sales expectations are not met. 

3. The Stock Market is a discounting mechanism Presently, there are not many signs that 
a recession may be looming down the road, especially with recent statistics showing 
booming auto sales surpassing the previous peak in 1989. Nonetheless, the stock 
market is gradually starting to discount a slowdown in earnings and eventual recession 
(please don't ask me when). Just as Japanese stocks bottomed in October 1998 well 
before any signs of economic recovery or positive GDP growth, many North America 
stocks will decline well before the statistics confirm an actual recession (negative GDP 
growth for two consecutive quarters). 

Right now uncertainty prevails and investors hate uncertainty. The direction of inflation 
and interest rates are the two keys to this stock market puzzle, everything else is merely 
noise and clutter -- stay tuned. 

Finally, with respect to the Y2K scare, while it does add another dose of uncertainty to 
the investment climate, it is, I believe an issue with a lot more "bark than bite." While 
European and North American companies have been working on this issue for a number 
of years, I have no doubt that the world's press will be lying in wait to pounce on a juicy 
year-end Y2K computer related disaster. 

History has demonstrated that the stock markets react much more violently to "real" 
surprises (e.g. Long-term Capital Management debacle) than to events that are well 
known in advance (e.g. January 1990 Gulf war land invasion). 

Third Quarter Performance 
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Your fund ended the third quarter of 1999 with a net asset value of $1,436.74 per unit, an 
increase of $20.26 from the December 31, 1998 asset value of $1,416.48. 

During the quarter we took opening positions in Clarica Life, Cadillac Fairview and 
Quebecor Printing. We also added to our position in Molson's. Specifically, we are 
concentrating our efforts on stocks that have reasonable valuations, good growth 
prospects and most importantly, some type of potential catalyst to unlock shareholder 
value. 

In the case of Cadillac Fairview, the catalyst is two dominant shareholders that have 
been dissatisfied with the stock price in relation to the company's break-up value. At the 
end of the third quarter, Cadillac's Management announced the hiring of Goldman Sachs 
and Blackstone Group "to assist us in exploring strategic alternatives to enhance 
shareholder value…" Molson's is a restructuring-shareholder focused new management 
play. While Clarica is a play on the consolidating Canadian life insurance industry. 

Offsetting the continued spectacular performance of our Japanese holdings has been the 
dismal showing in the interest sensitive bankng and insurance sectors. Scotia bank 
remains our largest bank holding and is on track to achieve a year of record profits. The 
stock trades at a P/E of 10.5 and its latest return on equity is in excess of 15%. The 
Canadian banking sector of 1999 is equivalent to the bargain filled resource sector of late 
1998. Patient investors will eventually be richly rewarded. 

Outlook 

According to one astute analyst, the most likely outcome is for the market to undergo a 
"series of roller-coaster corrections" over the next six months. A major collapse is highly 
unlikely with monetary policy only on a gradual tightening path. The Fed is not targeting a 
recession, only a moderate cooling. 

Despite the present negative sentiment, as Contrarians, we would not be surprised to 
see a strong year-end rally on the back of falling bond yields. And as long as commodity 
prices hold firm, the prospects for the Canadian Market over the next year are potentially 
stellar. Unfortunately, many investors may not be around to enjoy the ride as 
redemptions of Canadian equity funds hit a new high in August. RRSP investors are 
migrating to foreign funds just as the Canadian cycle is about to hit its economic sweet 
spot. 

Respectfully yours, 

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

 


