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Dear Investors, 
 

In three years every product my company makes will be 
obsolete.  The only question is whether we'll make them 
obsolete or somebody else will... Ask anybody who's ever 
worked at Microsoft and they'll tell you that if there's one 
cultural quality we have, it's that we always see ourselves as 
an underdog... If we don't maintain that perspective, some 
competitor will eat our lunch... One day an eager upstart will 
put Microsoft out of business.  I just hope it's fifty years from 
now, not two or five. 
 

      Bill Gates 
Chief Executive 

                Microsoft 
 

 
Considerable volatility characterized the second quarter. While the excesses in 
the U.S. stock market were working themselves out, the Canadian market has 
been a major beneficiary of the new economy ($30 oil has also helped!).   
 
Over the past few months the speculative "bubble" in Internet and Biotech stocks 
has cracked, while at the same time investors began to develop an interest in 
"value" stocks again.  The new economy will continue to undergo an extended 
"sorting-out" process. Thus, the discovery stage in the Internet in which stock 
price gains bear little relationship to earnings power, appears over.  
 
 Where there are low barriers to entry, such as e-tailing and in many B2B sites, 
most of the business will likely go to those companies who are either "first 
movers", or who strategically align themselves with established brick & mortar 
players. 
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As we've stated in the past, the long-term internet winners are most likely to be 
the infrastructure and architecture suppliers. Of the four diversified 
telecommunication "oak trees" --- Lucent, Nortel, Erikson, and Motorola --- only 
Nortel is still standing tall (ie: not far from its 52 week high).  All four companies 
have been priced for perfection, and any slight sales or earnings disappointments 
will send these shares into a steep slide, as was the case the previous week with 
Lucent and Erikson. 
   
Investors must realize that volatility in the tech sector is a direct result of their 
"nosebleed" valuation levels.  The idea of buying blue chip tech stocks at any 
price can be a dangerous game. 
 

The U.S Fed has raised rates six times since June 1999, amounting to a 175 
basis-point interest rate hike.  Our guess is that the Fed will have to raise rates 
one more time before they are convinced the economic slowdown is for real.  
Certainly we are closer to the end of the tightening cycle than the beginning.  
Investors (in the future's market) are almost fully pricing in an another quarter 
point increase by the end of the year. 
 

One of the myths that Wall and Bay Street analysts continue to promote is the 
concept of the soft economic landing.  Quite frankly, a less than positive 

economic outlook does not help to sell their basic product - stocks. The implied 
premise behind a soft economic landing is that it translates into a soft stock-
market landing.  Investors must realize that sharp stock-market declines often 
occur during periods of decent economic growth, as was the case in 1987 and 
most recently in April and May of this year.  It could be argued that these types of 
declines serve to cleanse the financial market of speculative excesses.   
 

Greenspan's recent efforts might result in what we would call a "mushy" landing.  
By that we mean slower (but not necessarily recessionary) growth, along with 
lower earnings in 2001.  Unfortunately, stock prices don't take kindly to lower 
earnings, unless at some point interest-rates start to fall dramatically. 
 
 

 
 

Second Quarter Performance 
 

Your fund ended the second quarter of 2000 with a net asset value of $1,550.80 
per unit, an increase of $89.34 from the December 31, 1999 asset value of 
$1,461.46. 
 

During the quarter "value" stocks came back to life, led by the oil and financial 
service sectors.  Declining long bond yields were a big catalyst in lifting most 
interest sensitive stocks.  Our largest position remains I-Units, which continues to 
be powered ahead by its holding of Nortel (I-Units TSE 60 represents 60 blue 
chip Canadian stocks). 
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It is interesting to note that one stock, Nortel, now accounts for 35% of the TSE 
300 Index.  It was only on July 13th  that the TSE 299 (meaning the TSE 300 
minus Nortel) finally eclipsed its previous high, which stood unchallenged since 
April 22, 1998.  In other words, Nortel's significant gains over the past two years 
masked the dismal performance of the TSE 299. The TSE 299's new record is a 
positive indication that the markets' advance is broadening out, as apposed to 
rising only on the back of a few select high tech and communication stocks. 
Nonetheless, sentiment swings either for or against Nortel will keep the Toronto 
market highly volatile in the months ahead.   

 
Most recently, we received a $22.75 take-over offer for our shares in plumbing 
and electrical distributor Westburne.  These shares were purchased over the 
past two and a half years at an average cost of $13.95.  On March 31st of this 
year Westburne shares closed at $12.75 having peaked in the second quarter of 
1998 at $19.75.  This poor share performance occurred despite Westburne's 
solid earnings track record (1997 - $1.06; 1998 - $1.30; 1999 - $1.52; 2000 - $1.80 

est.), which was being ignored in the "high tech" gold rush.  At the end of the day, 
Westburne demonstrates that value always rises to the surface for the patient 
investor. 

 
Other takeovers in your fund this year have included Cadillac Fairview, Perigee, 
CT Trust and Imasco. Consequently, your fund's cash level has been rising. 

 
Company valuation levels, catalysts and the stage of the business cycle, will 
determine specific buying opportunities for us in the equity markets. Going 
forward we intend to use our cash position to increase our ownership of quality 
businesses, with added emphasis on the following five sectors:  

 
1) Healthcare/Pharmaceutical 
2) Telecommunications 
3) Financial Services 
4) Entertainment/Media content 
5) Industrial/Manufacturing Cyclicals 

 
Our strategy late in the business cycle also leads us to invest in quality 
companies suffering from some type of temporary setback.  Bristol Myers is a 
recent example, after having had to withdraw its new application for blood-
pressure drug Vanlev.  Although the application will be resubmitted in 2001, the  
stock was hammered on  expectations of slower future growth.  
 

 
American Home Products is another U.S. pharmaceutical company whose share 
price has suffered under the cloud of diet drug lawsuits, despite bright long-term 
prospects.  Both these companies will eventually be merged or bought out in the 
on-going global consolidation of the drug industry. 
 



4 

Finally, Dun & Bradstreet is another new position.  This is a situation whereby the 
sum of the two parts are worth more than the whole.  The jewel of D&B is 
Moody's, the bond and credit rating service (a unique franchise along with 
Standard & Poors). 
 
By October the company has agreed to spin - off fast growing Moody's to unlock 
the unit's hidden value.  This will allow management to concentrate its efforts on 
the credit information part of the business (which will eventually be a takeover 
candidate). 
 

 
Outlook 
 
With the bulk of interest rate hikes over, the stock market would dearly love a 
"soft " economic landing.  Nonetheless, the markets are attuned to the possibility 
of slower growth, which explains why cyclical stocks such as railroads, auto part 
producers, furniture manufacturers, etc., are well off their highs despite record 
profitability.  
 
Barring an unforeseen financial or political crisis on the world stage, the 
Canadian market will likely grind upward by year-end, albeit at a reduced rate 
from the first half of the year. Nortel and interest rate surprises are the two 
wildcards in this scenario. 
 
However, should long bond yields fall to the 5% - 5.25% level, the market could  
pleasantly surprise on the upside.  
 
      Respectfully yours, 
 
 
 
       
      Benjamin D. Horwood 
      Portfolio Manager 
      July 27, 2000  
 
 
 
 
 

 
 

 
*Since this report was written the Finish cell-phone manufacturer Noikia dropped 25% in value 
 due to warnings of an expected slowdown in future earnings. 


