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   Dear Investors, 
 

We won’t see deflation in any significant amount in your lifetime … We’ve 
taken action in fighting the economic war that we face that certainly sows the 
seeds of substantial inflation down the road. Not in the next six months or 
year or two years, but we have done things that raise the probability of really 
high rates of inflation at some point. We’re flooding the system with dollars… 
 
Our economy was like a fellow going down in quicksand last September and 
up to his shoulders and somebody tosses a rope. You can tie it around and 
yank him out with a truck, you may dislocate a couple of shoulders but it still 
pays to get him out. And we may dislocate the economy in certain ways. 
    
 Warren Buffett 
 CNBC Interview 
 June 24, 2009   
  
There are few things as risky as the widespread belief that there’s no risk, 
because it’s only when investors are suitably risk-averse that prospective 
returns will incorporate appropriate risk premiums. 
    
 Howard Marks 
 Oaktree Capital 
 July 8, 2009   

 

Between 2003-2007 (a period of double digit stock market returns), the cry of investors was 

simple: “GET ME IN!!” By the first quarter of 2009 with asset prices collapsing, the new cry was 

also simple: “GET ME OUT! I JUST DON’T WANT TO LOSE ANYMORE!” Both attitudes 

towards risk were unbalanced.  

 

Howard Marks of Oaktree Capital wisely states that, “just as risk premiums disappear when 

risk is ignored, so can prospective returns soar when risk aversion is excessive. In late 2008, 
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economic fundamentals were terrible, technical conditions consisted of forced selling and an 

absence of buyers and market psychology melted down. Risk aversion predominated, and fear 

of missing out disappeared. These are the conditions under which assets are likely to be 

available for purchase at prices way below their fair value. They’re also the conditions in which 

most people go on buying strikes. In the future, hopefully investors will remember to fear risk 

and demand risk premiums.”  

 

History has shown that investors learn an “enormous amount over a short time, quite a bit in 

the medium term and absolutely nothing in the long term.” [Jeremy Grantham] Unfortunately, 

the 1982-2007 bull market run dulled the “risk gene” in most investors.  

  

Looking back, the credit crisis was able to manifest itself due to the “sketchy” (borderline) 

behavior of many different actors (ie; mortgage lenders, investment banks, speculative   home-

buyers), including the credit rating agencies. According to one astute observer, the credit rating 

agencies (Moody’s / S&P) with their triple “A” wands were able to turn 100 pounds of 

hamburger meat (subprime), into ten pounds of dog food, forty pounds of sirloin and fifty 

pounds of filet mignon.  

 

Obviously the “truth-in-labelling” rules were not functioning properly in relation to piles of 

subprime residential mortgages that were turned into high grade steak, (collateralized debt 

obligations – CDO’s).  In Canada, a similar type of “puppy chow” (non-bank ABCP – asset 

backed commercial paper) was also magically transformed into a triple “A” paper, thanks to the 

Dominon Bond Rating seal of approval. 

 

Another key takeaway from the current economic crisis is the importance, not only of ethical 

behavior but also of business leadership. According to Robert Bruner, Dean of the University 

of Virginia Business School, “good leaders are present and engaged and alert… the best 

leaders have an awareness that is almost an ability to see around corners, a capacity to look 

ahead, think strategically and imagine consequences…  An example would be Jamie Dimon 

[J.P. Morgan CEO].”  

 

At Value Contrarian Asset Management we would agree that superior business leadership 

entails “being ahead of the curve.” Looking around corners means not being mesmerized by 
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long periods of benign glorious weather.  Climate (like the business environment) is never 

static. Various clues and warning signs are usually in evidence before major storm clouds roll 

in.  

 

Likewise, being ahead of the curve entails realizing that hurricane winds do not last forever. 

The sun will indeed come out again. Understanding business cycles and economic history 

enables us to think strategically, while avoiding the obvious unethical excesses. 

 

The U.S.  financial crisis of 2007-2009 was a long brewing manifestation of a 

business/regulatory system that rose to tolerate borderline or blatantly unethical behavior. 

Usually it’s during financial panics that the world settles up with unethical behavior. If you look 

at the discoveries of past Ponzi schemes, they often coincide with severe business recessions 

and stock market corrections. 

 
The recent wave of unethical behavior in the investment management business reminds us 

that: “It takes 20 years to build a reputation and five minutes to lose it. If you think about that 

you will do things differently.” [Warren Buffet]  Simply stated, at Value Contrarian Asset 

Management, Ken and I prefer to conduct “first class” business in a “first class” way.  –  Period! 
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Second Quarter Performance 
  
Your fund ended the second quarter with a net asset value of $2,101.76 per unit, an increase 

of $307.56 from December 31, 2008 net asset value of $1,794.20 per unit (after distributions). 

 

As we stated in our last letter, despite what on the surface seems illogical (in light of the 

economic tsunami which has hit the U.S. and global economies), it is entirely consistent with 

past stock market downturns and business recessions for equities to move up dramatically well 

in advance of the economic recovery.  

 

We are not economists, but the consensus opinion seems to believe that any business 

recovery will be feeble at best and slow to take hold. Stock-picking skills will thus become 

paramount if we enter a “W” or “see-saw” type recovery. 

 

The Value Contrarian portfolio was well positioned to participate from the oversold levels of 

early March. Fear of another great depression fuelled irrational selling by stock market 

participants. Despite the present market rally (and the notion that rising tides raise all ships) we 

always look first to our downside risk. The upside will take care of itself. 

 

In our opinion, the March 9th bottom represented a “generational” low in the stock markets. 

That means going forward, we feel future bear markets will not drop below the March 9, 2009 

lows. Our downside risk has thus become more quantifiable. That’s the good news.  

 

The more difficult news is that the major indexes are likely to be stuck in a trading range for the 

foreseeable future. In reality, on closer examination, a trading range is not such a terrible 

situation to be in. The key point is that “cataclysmic” stock market risk has been removed with 

the recent March bottom. This was the most severe bear market since the great depression. 

 

Remember, from 6,547 (March/09 Dow low) the Dow would double if it reached 13,000. 

However, from the market’s peak in October 2007 (14,164), the Dow would have to reach 

28,000 in order to double. Sorry for not being overly pessimistic, but sometimes a bear market 

can actually work in our favor. It’s sometimes just a question of simple math! 
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In previous years, our cash levels rose to in excess of thirty percent (30%) of the Value 

Contrarian fund. This situation resulted from high valuations and an inability to find securities 

meeting our quality parameters. Today, our cash position is below 5%. The previous nine 

months have given us ample opportunities to buy quality businesses at bargain prices.  

 

Having the right temperament to buy stocks when adversity and negativism is “off the charts” is 

a skill we try to adhere to. To be truthful, it is not an easy task as there is muted client support 

and little positive reinforcement from others. It’s always far easier to succumb to the cowering 

crowds and consensus opinion! That’s typical human nature. 

 

By the end of July we eliminated our position in BCE. Any growth prospects the company may 

have are continually being undercut by new competition in wireless and the steady loss of 

home telephone customers. According to a recent report in The Economist, U.S. telecom 

operators are seeing customers abandon landlines at a rate of 700,000 per month (including 

your portfolio manager, make that 700,001). As of this Friday I will still be switching to 

Videotron home telephone and internet services at an annual savings of over $300 per year. 

The recession has obviously accelerated the cord-cutting with Ma-Bell. 

 

While BCE appears reasonably priced, barring a merger between Bell and Telus, this 

investment will likely remain a “value trap”. When interest rates eventually rise, this stock will 

have to fall in order to provide investors with a juicier yield. There are much better 

opportunities out there today, especially if inflation picks up. New management is making the 

best of being dealt a difficult hand.  
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OUTLOOK 
 

 
Washington’s printing presses will need to work overtime. Slowing them down 
will require extraordinary political will…  Legislation will correctly perceive 
that either raising taxes or cutting expenditures will threaten their re-election. 
To avoid this fate, they can opt for high rates of inflation which never require a 
recorded vote and cannot be attributed to a specific action that any elected 
official takes. In fact, John Maynard Keynes long ago laid out a road map for 
political survival amid an economic disaster…  “By a continuing process of 
inflation, governments can confiscate, secretly and unobserved, an important 
part of the wealth of their citizens… 
   
 Warren Buffet 
 OP-ED N.Y Times 
 August 19, 2009 

 
 
There you have it folks, looking ahead of the curve regarding inflation. The only question 

remains “when”. The lack of political backbone seems to make the resurrection of the inflation 

curse inevitable. 

 

I know some of you are tired of hearing Warren’s opinions and predictions. Why listen to 

someone who always seems to be confiscating the punch bowl from the party. True, his 

predictions are often years ahead of any blow-ups – but more often than not, Buffet eventually 

hits the hammer dead on the nail. It’s like having your own personal “canary in a coal mine”. 

 

Warren rightly predicted the internet bubble would end in tears. He warned us in late 1999-

2001 that going forward returns from stocks were due to fall dramatically. He likened 

derivatives to “financial weapons of mass destruction”. This was long before derivatives 

became synonymous with the word “toxic assets” and subprime mortgages. On a positive 

note, he gave investors the nod to consider equities in October 2008. 

 

And now, looking ahead, maybe 2-5 years out, Warren and many other “smart money” types 

are giving investors the “heads-up” concerning inflation. One thing is certain, in an inflationary 

environment cash and bonds will be the worst investments if one wants to stay ahead of rising 

prices.  

 



But before inflation takes hold, most investors and the mainstream media won’t be seriously 

talking about this issue. It will become a situation of the little boy having cried “wolf” one too 

many times. A few years of anemic and lackluster economic growth will lull many into the belief 

that inflation remains dormant. However, just at that point the “inflation hyena” will sneak from 

its cage. - 

 

On a final note, today everyone is talking about an impending stock market correction. Indeed, 

a 10%-15% correction would be healthy. Just don’t expect this to happen in September, when 

everyone is bracing for such an occurrence.  
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 Respectfully yours,     

 

 
 
 
          

Benjamin D. Horwood 
         Portfolio Manager 
         August 25, 2009 
 
 
 
P.S.:  Please see attached June 30, 2009 Value Contrarian statement – National Bank Trust is 

the Fund’s custodian. 
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