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Dear Investors, 
 

I am struck by the fact that I can�t tell you how many times in the first 25 
years I got calls where [ I was told ] : �You have to talk to brokers and 
clients because everybody�s flipping out.� It happens every couple of 
years.   
  
 Bill Miller  

 Legg Mason Value Trust 
 

� The investor�s chief problem � and even his worst enemy � is likely to be 
himself. 
  
 Benjamin Graham  

 The Intelligent Investor 
 

The toxic mix [ in the credit & stock markets] is causing markets to throw 
the baby out with the bath water. There is now a littering of high-quality 
assets whose prices are divorced from their underlying quality.    
  
 Mohamed El-Erian - CEO  

 Pimco 
 

 Mr. Buffett has pointed out that investing is much like dieting. The rules are simple, but 

not easy to follow. Everyone knows what it takes to lose weight: exercise more and eat less. 

Nothing could be simpler, but in reality much more difficult in a world full of Dairy Queen buster 

bars (500 calories each and a Berkshire Hathaway Company).  

 

Folks, those �back flips� and �front flips� are starting to be heard loud and clear (see above 1st 

quote if you missed the pun). But seriously speaking, we hear your concerns loud and clear 
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regarding the present bear-market. (A bear-market is usually defined as a minimum 20% 

decline from the previous stock index peak).  

 

Investors who last year were crowing about their emerging market returns are now huddled in 

nuclear stock shelters. As of early July the Shanghai Index was down over 52% and the Indian 

market had plunged over 33% from its previous highs. Ouch� that hurts for those who jumped 

on board during the past two years.  

 

Yes, most global stock markets have been in a bear-market since last October. We realize 

clients are anxious over their investment in the Value Contrarian fund. For most individuals, 

bear markets are not �feel good� experiences. If a bear-market was equivalent to a prescription 

drug, the label would certainly include: �nausea�, �anxiety� and perhaps �panic attacks� as 

common side effects. As one client recently pointed out, �it�s been a tough year for value 

investors, Buffett is down 20%.� Reassurance comes in many forms.  

 

For rational investors, bear-markets are seen as fleeting periods of undervaluation and rich 

investment opportunities (as long as one has cash to spend). Those who view the manic and 

volatile nature of the financial markets as a source of opportunity, rather than an accurate 

metric of risk, stand to benefit the most from investor foolishness. In fact, we would agree that 

�risk� is often lowest when it is most visible (i.e.; during panic sell-offs). 

 

One astute professional investor summed up the present situation simply by stating: �When 

risks are most visible (i.e.; Fannie Mae � Freddie Mac) not only are they on the way to being 

addressed, but the panic they generate often causes otherwise sane people to dump perfectly 

good stocks for next to nothing� If you find a cheap stock of a good company you have 

researched well, scary headlines of war fears and financial trouble should be no reason not to 

buy.�  

 

One of the greatest risks we � and all investors � face is the danger of catching falling knives: 

so called bargains that promptly become bigger bargains. No one can predict the exact length 

of this bear-market. We will not be certain until some time in the future whether the bargains of 

the summer of 2008 were truly undervalued or �merely dangerous temptation to value-starved 

investors.�  
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As we have often stated in the past, our cardinal investment strategy is to pay far less than 

what the company is worth, measured by sustainable earnings power and/or hard assets. In 

other words, we want what the famous value investor Benjamin Graham coined as a �Margin 

of Safety�. This concept is what distinguishes investment from speculation. Volatility, where 

stocks bounce up and down in a given year, has nothing to do with the concept of �Margin of 

Safety �. 

 

Patience is also a key ingredient to long-term success for both a fund manager and fund 

investor. Since 1990 (18 years) we have only experienced one calendar year of negative 

returns. We have never hidden the fact that: �The stock market can be volatile and nasty 

neighborhood. Some years our returns have been as high at +38%. Our worst year has been  

-(3.8%). We can�t predict the future. Be honest with yourself. Can your personality take the 

good years along with the not so good years?� Sleeping well and not overly stressing are 

important considerations in the investment process. Simply stated, investors must be able to 

afford periods of negative returns � they will occur again.  

 

Regarding patience, please see the next page which illustrates since January 1, 1990, the 

Value Contrarian fund�s year-end net asset value per share. We encourage our shareholders 

to review this table. As you can see, we have done reasonably well over the long-term. The 

important point is that we have always bounced back. 

 

As the markets will be highly volatile for the next few months, so will the unit value of our fund. 

And if it wasn�t for fear in the markets we wouldn�t be uncovering value stocks. Remember, 

volatility is our friend, even if it causes stomach queasiness from time to time. 
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  Value Contrarian Equity Fund 
Period Ended Growth in 

$100,000 
Invested

Annual Return 

Dec. 31, 1990                 100,000 0.0%
Dec. 31, 1991                 137,000 37.0%
Dec. 31, 1992                 172,620 26.0%
Dec. 31, 1993                 231,483 34.1%
Dec. 31, 1994                 240,280 3.8%
Dec. 31, 1995                 267,431 11.3%
Dec. 31, 1996                 351,672 31.5%
Dec. 31, 1997                 486,363 38.3%
Dec. 31, 1998                 522,840 7.5%
Dec. 31, 1999                 552,642 5.7%
Dec. 31, 2000                 653,223 18.2%
Dec. 31, 2001                 700,255 7.2%
Dec. 31, 2002                 673,645 -(3.8)%
Dec. 31, 2003                 860,245 27.7%
Dec. 31, 2004                 950,884 10.5%
Dec. 31, 2005              1,087,467 14.4%
Dec. 31, 2006              1,197,301 10.1%
Dec. 31, 2007              1,215,261 1.5%
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Second Quarter Performance 

 
Your fund ended the second quarter with an net asset value of $2,243.17 per unit, a decrease 

of $208.57 from the December 31, 2007 asset value of $2,451.74 per unit (after distribution). 

 

With the recent inflow of new investors (congratulations), our cash and BCE position 

represents 35% of fund assets. We consider the BCE take-over a done deal (financing has 

been agreed upon) and expect to see our cash in early December. The absence of compelling 

valuations and speculative excesses over the past three years led us to this nice (cash) 

predicament.  

 

Yet investors often ask, �if we knew trouble was ahead, why did we not sell the entire portfolio 

beforehand and remain in cash?� And yes, if we were so smart in 2008 we could have been 

heroes and plowed all that cash into two cyclical sectors, oils and agricultural products 

(Potash, Agrium). Why bother with the pretenses of �diversification�. 

 

Unfortunately, life is not that simple. Market timing or a �bet the ranch� strategy is a �mugs� 

game. You may get it right once or twice, but over the long haul you will seriously trip up. Who 

could have predicted that on July 16 of this year, Wells Fargo stock would rocket up by 30% in 

a single day? While In 2002, at the very start of the most recent five year bull market, the Dow 

rose 7.7% in two days. Instead of completely exiting the market, the better strategy is to stay 

away from asset classes which are enjoying speculative excesses, even if that means not fully 

enjoying the party in order to preserve capital.  

 
Speaking of Wells Fargo, we swapped-out of two small regional bank positions (SunTrust and 

FifthThird) for the greater strength of Wells Fargo. We also increased our position in General 

Electric. GE has been tarred by the credit crisis as it derives about 25% of its sales from the 

financial services sector. To add insult to injury, the company missed its first quarter earnings 

and now expects minimal earnings growth for 2008. Yielding over 4% the stock trades at 12X 

2009 earnings. At its $60 dollar peak in 2000, investors were paying over 30X earnings for this 

same stock. 

 



 6

The run-up in oil prices to over $120 dollar gave us the opportunity to sell a quarter of our 

position in Nexen and Petro-Canada. Petro-Canada was a classic contrary investment. The 

stock has increased over five fold and was purchased when oil was trading in the $12-$17 

range. Although not nearly as good a commodity play, the forest products sector today 

reminds us of the time when oil was at $10 a barrel. It is a sector where we are starting to 

make some purchases and finding good long-term values.  

 

Finally, a new addition to the portfolio during this quarter was Imperial Tobacco � the world�s 

fourth largest tobacco company. Imperial operates in over 160 countries, with particular 

strength in the U.K., Germany, Spain, France, The Netherlands, Australia, Russia , and 

Ukraine. In January of this year the company completed the purchase of Altadis, making it the 

market leader in Spain and #2 in France.  

 

What drew us to this company? As particularly distasteful as the product may be, cigarette 

companies produce prodigious amounts of free cash flow, high returns on equity and have 

significant barriers to entry. It is also a business with very good pricing power. This serves to 

offset continual slow volume declines in the more mature tobacco markets. 

 

 In order to satisfy its bankers and pay down the Altadis acquisition debt, Imperial recently 

raised over $10 billion dollars through a rights offering. This dilution caused the stock to drop 

excessively and provided us with an excellent opportunity to own a more stable consumer 

products company with a history of rising dividends (yield over 3%). Being the fourth player in 

the global market, we would not be surprised in 5 or 10 years to see Imperial being taken over 

by one of the existing big three tobacco companies. Imperial remains a long-term growth 

investment for the fund (but please don�t smoke near us). 
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Outlook  
 
 

It is interesting that the [financial] industry has invented new ways to lose 
money when the old ways seemed to work just fine.   
  
 John Stumpf � CEO  
 Wells Fargo Bank  
  
Israel� has proved in the past it is not afraid to take action when its vital 
security interests are at stake�  
 
We must work toward an accord [with Iran], but if there is none, then we 
must strike our enemy when it is required�  
  
 Ehud Barak 
 Israeli Minister of Defense 
 July 2008  
    

The million dollar question on investors� minds is, �when will we reach a market bottom?� With 

the July failure of California based Indy Mac Bank and the effective nationalization of mortgage 

lenders Freddie Mac and Fannie Mae, our opinion is that a bottom has been reached in the 

banking sector. The American government drew a line in the sand on July 15th when the SEC 

chairman invoked �emergency� measures that banned naked short selling in 19 financial 

services companies. Only time will tell if mid-July marked a general stock market bottom or is 

merely another (thanks to the Feds) bear-market rally. 

 

As crazy as this may sound, we would feel more confident that a general market bottom was at 

hand if the simmering feud between Iran and Israel erupted into an actual attack (or a nuclear 

agreement was signed). Any ensuing hostilities would certainly lead to a short-term financial/oil 

panic. This would provide the classic stock-market situation of investors �throwing the baby out 

with the bath water�. The conflict would sow the final seeds of �demand destruction� with 

respect to conventional oil use.  

 

Is the Israeli threat to destroy Iran�s nuclear facilities serious or mere posturing? You be the 

judge. We attach (see last page) the June 8, 1981 �Statement by the Government of Israel on 

the Bombing of the Iraqi Nuclear Facility�. Pay close attention to the last two sentences of the 

press release. Today, a key question is whether the Americans will permit the Israelis to fly 

(direct) through Iraq on route to the targets in Iran. No permission, no attack.  
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What are the probabilities of such attack before year end?  Eighty percent according to one of 

our savviest long-term Value Contrarian investors.  This highly successful, self-made Israeli 

Canadian often has an excellent �old school� gut feel for these situations. Some things can�t be 

taught from the latest and greatest MBA program. 

 

The seriousness of the situation comes as time is running out for a solution before President 

Bush�s term ends in January. Just this week the United States announced it will send a top 

diplomat to the international nuclear talks with Iran. This is the highest-ranking meeting 

between the two countries in three decades. 

 

Obviously the United States is showing the world its good faith by making a very public and 

visible (one-off) gesture to engage the Iranian regime over its uranium enrichment program. 

The danger is that again Iran will try to play for time. However, if the United States walks away 

with no agreement, this will in our opinion be the signal to prepare for a potential attack by 

Israel. (Preliminary reports say Tehran has refused to halt its uranium � enrichment program). 

Geopolitically, investors may have to prepare for a very hot upcoming autumn in the Persian 

Gulf. The beginnings of a crisis/showdown are clearly taking shape.  

 

The positive story is that should these talks eventually succeed, and/or oil drops to $100 (or 

below), the situation brightens considerably for the global economy and financial markets. 

Regardless, any sustained stock market rally will be on the back of falling oil prices. Temporary 

war induced oil price spikes won�t fool the markets for very long. Any such turmoil will merely 

speed the process of demand destruction.   

         Respectfully yours ** 
 
 
         Benjamin D. Horwood 
         Portfolio Manager 
         July 25, 2008 
 
 
 
 

 
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.  


