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Dear Investors, 

"This is a momentum market in every sense. Investors are buying into stocks that are going up; tell me why Gillette 

is worth 50 times earnings or Coca-Cola is 55 times earnings with modest growth rates. There's no (rational) 

valuation in this market. It's lost all connection with valuation." 

James Melcher 

Balestra Capital 

Over the past few quarters the bull market has steadily turned into a stealth bear market. 
While the TSE 300 peaked in April and the Dow in July, this has masked the fact that as 
of July 28, the average New York Stock Exchange stock was down 24.3 per cent from its 
52-week high. Year-to-date, the TSE 300 Index has managed a meager gain of 3.5 per 
cent (excluding dividends). 

Simply stated, over the past six months, the big gains in a small number of large-
capitalization growth stocks has masked the true devastation to most stocks. This two-
tiered market (tier #1 large-cap growth stocks, tier #2 all other stocks) has meant that 
within the S&P 500, performance has accrued disproportionately to the largest 
multinationals - tier #1 stocks. 

According to a report by Salomon Smith Barney, only five stocks in the S&P 500 - 
Microsoft, Lucent Technologies, General Electric, Wal-Mart and Pfizer - provided a 
quarter of this year's index's returns. And while the Standard & Poor's 500-stock index is 
still up 15 per cent so far this year, the Russel index of smaller stocks has lost 2.5 per 
cent. 

In the Canadian market a similar two-tiered situation has also developed. The Canadian 
equivalent of the first tier would be stocks in the banking, pipeline and 
telecommunications sector. While the second tier would be comprised mainly of 
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Canadian resource stocks (gold, oil, mines and forest products) which have been dismal 
performers over the past year. 

Plunging worldwide commodity prices, in combination with the Asian flu, have adversely 
affected Canadian resource companies' profits and in turn share prices. 

It will be interesting to see how the Asian crisis plays itself out over the next six to twelve 
months. If one remembers back to 1987, the &quot;smart&quot; money was warning 
about a grossly overvalued Japanese stock market. Instead, it was the North American 
markets that suffered the steeper declines in 1987. 

Today, the consensus "smart" money is warning us about the extreme valuations in the 
U.S. stock markets. Perhaps this is an indication that the area of real concern over the 
next year could be Asia and Japan. Only time will tell. 

Second Quarter Performance: 

Your fund ended the second quarter of 1998 with a net asset value of $1,480.62 per unit, 
an increase of $138.07 from the December 31, 1997 asset value of $1,342.55. 

During the quarter we increased our holdings in Perkins Paper, a large Quebec based 
tissue paper producer. Trading at approximately 10x 1998 earnings, the company is 
presently being transformed into more of a consumer products company. 

What sets this company apart from the pack is its controlling shareholder, the Lemaire 
brothers. Most importantly, the Lemaires know how to create shareholder value by 
paying close attention to manufacturing costs while buying production assets at rock 
bottom prices. One can rest assured that the Lemaire brothers won't overpay for their 
acquisitions. 

Cominair REIT was the only new equity holding added during the quarter. This income 
producing investment is the dominant real-estate owner-developer in the Quebec City 
region. With a first year yield in excess of 12 percent, the company should grow steadily 
during the next year through additional acquisitions. The structure of this REIT has 
avoided many of the conflicts of interest prevalent in other Canadian REIT's. Most 
importantly, the management of the REIT has been internalized and the founder will 
retain a major share (40%) in the REIT. 

Going forward, higher interest rates seem to be inevitable despite the low inflationary 
environment. As we've seen in June and into July, volatility in the financial markets has 
also risen. As a result, many IPO's (new issues) have either been pulled or postponed. 
The ones that are getting done (Celestica, Tecknion, etc.) have, however, provided 
positive returns. 

However, from my quick survey, most investors have no clue as to the actual returns 
produced by Canadian stocks this year. As previously mentioned, the TSE 300 Index had 
risen a mere 3.5 percent for the year. 
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Example: 

Stockbroker (TSE rise) +17% 

Accountant     " +22% 

Financial Analyst     " +19% 

Advertising Manager     " +30% 

Chief Financial Officer     " +5% 

Garment Executive     " +10% 

Your fund's cash levels remain extraordinarily high at 32% of total net assets. Cash, 
bonds and preferred shares comprise 41% of your fund's total net assets. 

We look forward to the stealth bear market intensifying in coming months and turning into 

a full-blown bear market. The coming negative financial headlines will serve to panic 
many of the new (1990's) novice investors. Buying on the dips certainly won't be in 
fashion. Nonetheless, viewed from the proper perspective as true value investors, these 
are times of opportunity not of despair. It will also enable us to put our ample cash 
reserves to work. Somehow, it seems to make more sense to buy the merchandise when 
it's been marked down by 25% - 35%. 

Respectfully Yours, 

Benjamin D. Horwood 
August 1, 1998 

 


