
 
 
 
 
 
 
 
 
 

 
 

2001 Second Quarter 
Value Contrarian Canadian Equity 

 
Dear Investors, 
 

Only those who correctly anticipate changes in a company’s prospects that 
aren’t reflected in the current stock price will earn superior returns.  

 
Alfred Rappaport 

       Kellogg School of Management 
 

Investors should know that when valuations are high … returns will be low.  
If valuations are low returns will be high.  Many forgot that because they 
were investing for the short run.  They believed you invest today and retire 
rich tomorrow.  

 
       Felix Zulauf 
       Zulauf Asset Management 
 
Historically, the direction of interest rates, rather than the direction of profits, has been 
the decisive influence on stocks.  The U.S Federal Reserve has already reduced 
interest rates six times in the past six months in response to the slowing economy.  And 
despite the continued stream of corporate profit warnings, the major stock indexes 
appear to have bottomed in late March/ early April.   
 
Nonetheless, individual companies that fail to meet profit expectations (even by one 
penny as was the recent case with the Bank of New York), see their share prices 
plummet in value. This share price volatility is also a result of the fact that many large 
capitalization stocks remain richly valued and thus leave no room for disappointments. 
 
All that stands between a 1990’s style recession has been the proactive easing from the 
Fed and the Bank of Canada.  During the last downturn, the Fed started easing 
monetary policy in 1989, but it took 18 months to cut rates 250 basis points (2.5%).  
This time the job will be done in less than 6 months. 
 
It is interesting to note that while short-term interest rates have been falling since the 
start of the year, long-term rates (10-30 yr bonds) have moved higher, thus mitigating 
the stimulative effects of the central bank’s rate cuts.  The recovery in business profits 
will likely be a slow and grinding process, as opposed to the “goldilocks” scenario 
espoused by some on Bay and Wall Street.  We would expect to see clear signs of a 
strengthening economy by the second quarter of 2002.  Monetary policy (rate cuts) 
always need time to take effect. 



 
Closer to home, Nortel has been one of the major casualties of the glut in 
telecommunications inventory and manufacturing capacity.  Having been a poster child 
of the stock market bubble, it is now suffering from the effects of a massive slowdown in 
its sector.  Simply stated, when profitability vanishes so does inflated stock valuations. 
 
This past decade, when Nortel stumbled and thick negative sentiment surrounded its 
prospects (as was the case in 1993 and 1998), the stock dropped to 1 x sales per share 
and lower.  This year sales are forecast to fall approximately 25% from the 2000 level of 
$9.74 (US).  The stock presently trades in the $7.50 (US) range, a long way from its 
$86.00 peak.  While the company will survive and eventually prosper, stock bubbles are 
usually once in a lifetime events. 
 
Second Quarter Performance 
 
Your fund ended the second quarter of 2001 with a net asset value of $1,625.16 per 
unit, an increase of $2.39 from the December 31, 2000 asset value of $1,622.77 per 
unit. 
 
Although the TSE 300 bounced back somewhat from the lows of early spring, it is still 
nursing double-digit negative returns for the year to date. 
 
Second quarter negative earnings announcements have added to the volatility in the 
financial markets.  On the other hand, there are situations where the negative news is 
overblown.  In these cases the market is pricing in a negative as though it is permanent, 
as opposed to more of a one-time event or cyclical in nature. 
 
Our strategy has increasingly led us to companies which have hit a couple of temporary 
speed bumps/potholes, due to profit warnings or product delays/ rejections.  This gives 
us the opportunity to purchase quality names of beaten-down stocks at reasonable 
valuation levels. 
 
Guidant, a cardiovascular device maker (pacemakers, stents, etc…) is a recent 
example of this strategy.  The stock, already weak from a first quarter slowdown in 
earnings growth, was further pummelled in early July when the Food and Drug 
Administration (FDA) recommended not approving Contak CD, a device which sends 
electrical signals to a failing heart to help it pump blood more efficiently.  The stock 
dropped from $36.00 to the high twenties, giving us the opportunity to purchase shares 
at a P/E of 15.5 x 2002 earnings.  This was a stock which last year traded at over 
$70.00. 
 
If the FDA’s decision on the Contak CD device is eventually reversed, that is merely 
icing on the cake.  Nonetheless, Guidant’s business exhibits a conservative balance 
sheet, a high return on equity, good free cash flow and growth prospects.  The 
treatment of cardiovascular disease does not appear to be a dying business (pardon the 
pun).  
 
We also purchased shares in the Swiss drug maker Novartis, after it was hit with two 
setbacks within the month concerning new drug approvals.  With a pipeline brimming 
with nearly a dozen late-stage drugs, Novartis had planned to roll out a least five major 
drugs this year.  Now one drug has been delayed and the other has had approval 
withheld by the FDA.  The net result is a stock which has dropped from $46.00 to 
$33.00 over the past 12 months. 



 
Finally, U.S drug maker Schering Plough hit a major pothole when the FDA refused to 
approve Clarinex (the improved version of allergy drug Claritin), until manufacturing 
quality control issues were resolved.  This created a sell-off in the stock and a buying 
opportunity due to the uncertainty about just when the new product, which represents 
40% of company sales, would finally reach American store shelves.  Some market 
analysts see Schering as an eventual takeover candidate in the rapidly consolidating 
drug industry. 
 
Outlook 
 

It is true that most of our major market indications are bullish … But (high) 
valuations suggest only a limited bull market. 

 
        Ned Davis 
        Market Analyst 
 
Although the American economy remains weak, help is on the way in the form of six 
previous interest rate cuts, lower taxes, and lower energy costs.  These factors should 
help stimulate the world’s largest economy as the year progresses.  One must 
remember that the stock market typically leads a rebound in earnings and economic 
growth by anywhere from six to twelve months. 
 
While the major stock market Indexes are not horribly overpriced any longer, they never 
got cheap. This is why we feel another roaring bull market isn’t very likely.  Nonetheless, 
current low inflation and low interest rates probably justify higher-than average-
valuations.   
 
The second half of 2001 will likely provide investors with a bumpy ride and some tough 
sledding as third quarter earnings results become public.  In between, strong rallies 
should carry the market higher by year-end as the traditional monetary stimulus of the 
Fed jump starts the economy.   
 
The wildcard in the second half of the year would be another surprise interest rate cut 
by Mr. Greenspan or a deeper cut than expected in August.  Such a move would serve 
to ignite the equity markets.  We remain cautiously optimistic for the remainder of the 
year. 
 
 
      Enjoy your summer 

Respectfully, 
 
 
      Benjamin D. Horwood 
      Portfolio Manager 
       July 25, 2001 
      (514) 398-0808 
 
 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. 
 

P.S.  Do visit us at our web site: www.valuecontrarian.com 


