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Dear Investors, 

"Many years ago we gave up what's been labeled the "cigar butt" approach to investing - which is where you try 

and find a really pathetic company that sells so cheap that you think there's still one good puff left in it... But those 

are companies with low returns on equity. If a business is earning 5% or 6% on equity and you hold it for a long 

time, you are not going to do well investment wise - even if you buy it cheap to start with... 

If you own a business (stock) that's earning 20-25% on equity and it does that for a long time, time is your friend. 

But time is your enemy if you own a low return business." 

Warren Buffett 

Berkshire Hathaway 

1997 Annual Meeting 

What a roller-coaster ride 1998 has been. Up +15%, then down -32%, and now back up 
again. Nineteen ninety-eight has certainly reacquainted Canadian investors with the 
notion of stock market volatility. 

One could say this past year has produced ideal market conditions, that is for the 
purveyors of stomach, ulcer and related anti-angst medications. Personally, there were 
moments when we could have used a Pepto-Bismol infusion to soothe our stomach 

linings a touch. 

Yet through all the commotion, nothing has really changed as 1999 commences. The 
global long-term disinflationary/ deflationary trend remains intact; long bonds yield less 
than 6%; the Nikkei is still around 14,000; the Far-East remains in a depression (with 
Latin American now pulling up the rear); corporate earnings estimates for the coming 
year are overly optimistic; "irrational exuberance" remains in the North American stock 
markets and tulip bulb mania has found a new home -internet stocks -otherwise known 
as "bubble.com"! 



 2 

But most ominous is the narrow concentration of a few stocks (i.e., Dell, Cisco, Intel, 
Microsoft/ BCE, Nortel, RBC) that are powering the stock markets to new heights while 
masking the true picture. The true picture is that most stocks are well off their 52-week 
highs. According to a Merrill Lynch report, a mere 12 stocks accounted for 50% of the 
S&P 500 markets gains during 1998. 

Moreover, this narrow concentration is clearly illustrated in the small number of stocks 
making new 52-week highs on the New York Stock Exchange. On January 8, 1999, with 
the Dow at a record 9,643, only 93 stocks made 52-week highs. Contrast this with the 
Dow at 8,259 in August 1997, when 749 NYSE stocks made 52-week highs. Or in 
February 1997, with the Dow at 7,000, 601 new highs were made. 

Today's two-tiered market of the "favoured few" is reminiscent of the early 1970s when 
the so-called "nifty fifty" (IBM, Polaroid, Avon, Xerox, etc.) were bid up to unsustainable 
earnings multiples. When the 1973-74 oil crisis and bear market hit, investors finally 
realized that this favoured group of "growth" stocks could not justify their sky-high P/E 
multiples. 

Nifty growth stocks like Avon (1973 P/E ratio 58) crashed from $130 to a mere $30 by 
late 1974. Today Dell is a great computer company with good long-term growth 
prospects, but at $80, it trades at a nose bleed 75x expected 1999 earnings. There's no 
room for disappointment built into the stock prices of today's "favoured few", let alone a 
recession. In this situation, an investor's only salvation of buying "high" is in the hope of 
selling "higher", otherwise known as finding a "greater fool". 

When you have a fully valued stock market that's being powered primarily by massive 
amounts of liquidity and the hope of lower interest rates, by definition it's vulnerable to 
sentiment swings. Thus 1999 will once again be full of thrills, chills, and those ever-
unpredictable spills! 

The past year has also reinforced some of the observations that we have often alluded 
to, namely: 

 Markets don't fall merely because they are overvalued or "high". Stock markets (as 
opposed to individual stocks) can remain overvalued for many years before reality takes 
over. In August of 1987 the Nikkei Index in Japan was supposedly overvalued at 26,380. 
However, from 22,100 in December 1987, the Nikkei peaked at 38,915 two years later in 
December of 1989. It appears we are in the process of duplicating the Japanese stock 
market bubble of the late 1980s. (Please don't quote me on that, it won't be good for 
business!) 

 Investors should not fear volatility in the stock market. Volatility is the friend of the value 
investor because wild swings lead to mispriced securities. 

 Attempting to time when to get in or out of the stock market is a fool's game. It's "time in 
the market, not market timing" that will make you rich. For most investors, the two basic 
human emotions of fear and greed control the timing of their investment decisions. Our 
phones were not ringing off the hook when the merchandise was being "discounted" in 
August, September and October of last year. That was a period in the financial markets 
when fear, uncertainty, and volatility were in abundant supply. Instead, human nature 
feels more comfortable investing after markets have stabilized and stock prices have had 
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a significant run-up. Getting back on the bull market train is always much harder than 
getting off. 

1998 PERFORMANCE: +7.5% 

January 1, 1997 $1,000.00 

December 31, 1998 $1,442.95 

December 31, 1998 ($26.47) distribution 

December 31, 1998 $1,416.48 NAVPS* after distribution 

Your fund ended the year with a net asset value of $1,416.48 per unit, after having 
declared a distribution on December 31, 1998 of $26.47 per unit. 

Your distribution was reinvested in additional units. These new units will appear on your 
December 1998 statement. 

Our +7.5% performance compares favourably with the TSE 300 total return of -(1.6%) in 
1998. Your fund's performance during the year can be attributed to the following factors: 

 Cash, cash, and more cash. Our large cash position greatly tempered the fund's 
volatility during the market turmoil of late summer and early fall. 

 Trees, rocks, and gold. Our exposure to the natural resource sector was small. Dismal 
earnings and deflation hammered resource stocks in 1998. It was not a good place to 
make money. (We have now made our lifetime quota of mistakes in this area.) 

 Adherence to a "capital preservation" strategy that emphasizes investment "singles" and 
"doubles" as opposed to "home runs". 

High levels of cash in the fund throughout the year are merely indicative of our refusal to 
pay ridiculous prices for the businesses we like, and not as a call on the future direction 
of the stock market. 

For the long-term, we continue to favour the banking and insurance sectors. During the 
fourth quarter we took an opening position in Fairfax Financial, a consolidator in the 
global property and casualty insurance business. We also increased our position in the 
Laurentian Bank, an institution that has no foreign exposure, minimal exposure to volatile 
capital markets, and lots of earnings predictability. Indeed, sometimes a dull and boring 

bank is actually beautiful. 

Finally, year-end tax loss selling and negative coal pricing news gave us the opportunity 
to open a position in Westshore Terminals, the coal seaport outside of Vancouver. 
Westshore is in the business of loading western Canadian coal onto ocean-going cargo 
ships. 

This long-life income trust came public two years ago at $10.00 and recently traded as 
low as $5.40. We like the business because it's a quasi monopoly that could not be easily 
duplicated. The business requires low amounts of maintenance capital expenditure, and 
has high barriers to entry along with lots of free cash flow. 
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Despite our constant apprehensions about high valuations, pockets of investment 
opportunities are always cropping up. A recent example includes some Bermuda 
insurance stocks. These are very profitable, high return on equity businesses. Due to 
pricing weakness in their sector, and a host of other factors, they are now trading at 
slightly above book value. 

1999 - THE YEAR AHEAD 

History is littered with premature obituaries of the business cycle. As far as we know 
business recessions haven't been outlawed, despite the fact that the trough of the last 
recession was in March of 1991. We don't see 1999 producing two consecutive quarters 
of negative growth - the official definition of a recession. However, the year 2000-2001 
might just bring in more than the new millenium. 

This expansion and business cycle is different in that it won't be ending in an inflationary 
and rising interest rate environment (other than temporary spikes). Moreover, as far as 
we know, there is no such thing as a "Goldilocks" recession, despite the existence of 
Alan Greenspan. 

Volatility will continue in the stock markets because valuations are high by almost any 
measure. Nonetheless, there are always pockets of undervaluation to be found. The hunt 
today for value requires pinpoint precision, as opposed to the early 1990s when an 
elephant gun would have been sufficient. 

The million-dollar question remains when and what will be the external/ internal shock 
that causes the speculative market bubble to burst? 

An event that causes American interest rates to rise sharply would certainly catch the 
stock markets off-guard. As the Canadian experience of last August demonstrates, 
interest rates can temporarily rise despite the absence of inflationary pressures. In our 
case, a falling Canadian dollar was the catalyst. A tumbling U.S. dollar might also prompt 
the Feds to raise rates. 

Our forecast for the Canadian market is the same as last year. "Superior results will 
accrue to the tenacious stock picker. Unless commodity and natural resource prices 
suddenly explode on the upside, Canadian equities will not produce outsized gains for 
the year. Expect positive single digit returns." 

FINAL THOUGHTS 

As we have always stated in the past, we cannot promise any particular results, only that 
investments for your fund will be selected based on value, not popularity. We prefer to 
buy high quality businesses at most reasonable prices. These are businesses with a high 
return on equity, generating free cash flow, and have management that know how to use 
excess capital to the benefit of shareholders. For us, return on equity is a key investment 
criteria, because a company creates value by generating returns on capital above their 
cost of capital. As always, our goal is to keep permanent loss of capital to a minimum; 
the upside will take care of itself. 
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We believe that controlling the overall size of the Value Contrarian Fund is most 
important to maximizing future returns to our shareholders. Although we are small today, 
in the future your Fund may be closed to new investors as a method to deal with rapid 
growth. 

Today, most investment money is managed by "hired hands" with none of their own 
money at risk. Being the largest shareholder and manager of your fund is certainly no 
guarantee of superior long-term results, but it may raise your comfort level having my 
financial interests aligned with yours. 

Respectfully yours, 

Benjamin D. Horwood 
January 25, 1999 

Call today to find out more about the Value Contrarian story. 
Ms. Susan Mak: (514) 398-0808 

 


