
VALUE CONTRARIAN ASSET MANAGEMENT 
BANK OF COMMERCE CENTRE 

1155 BOUL RENE LEVESQUE W, S-2500 

MONTREAL, QUEBEC, CANADA 

H3B 2K4 

 

BENJAMIN HORWOOD, PRES. (514) 398-0808 

FACSIMILE :    (514) 398-9602 

E-MAIL :   benh@valuecontrarian.com 

WEBSITE :   www.valuecontrarian.com 

 

 

2007 Year End 
Value Contrarian Equity 

 
Dear Investors, 
 

I’ve said in the past, it’s only when the tide goes out you see who is 
swimming naked [i.e., made stupid investments]. Well, the tide is now out, 
and its not been a pretty sight.  
  
 Warren Buffett  
 Chairman Berkshire Hathaway 
 February 2008 

 
If you buy a farm as an investment, do you sit there and watch the farm 
channel…all day as they tell you corn went up a penny… you buy the farm 
and figure it’s a good investment over a period of time…[with stocks] all 
you have to do is sit there and ride a good asset over a long period of time 
[and make sure to buy well below a company’s intrinsic value].   
 
 Warren Buffett 
 February 2008 

    
 

Today, class is open for a quick session. The title of our lesson is twofold: 1) understanding the non-

bank asset backed commercial paper (ABC)/ structured investment vehicle (SIV) mess; and 2) 

understanding the significant role bond insurance companies (MBIA/AMBAC) play in the global 

financial system. 

 

In simple terms, non-bank ABC paper and SIV’s grew as a result of investor demand for higher interest 

rates and the desire of banks to move risk off their books. Both business models depended on the 

issuance of cheap short-term debt (30-60-90 days) and using the proceeds to invest in higher-yielding 

longer term assets (5-10-15 years). The “ponzi” scheme ground to a halt during the summer of 2007. 

The root of the trouble was not really a liquidity issue. Rather, when the 30-60-90 day investor crowd 

caught wind that their money was being re-invested in longer term complex derivatives (CDO’s) and 

debt instruments tied to subprime loans, the old proverbial “shit hit the fan”. “Give me back my 30-60-90 

day money now” became the “liquidity crisis”. There is nothing wrong with lending to subprime 

mailto:benh@valuecontrarian.com


 2 

borrowers. What is wrong is doing it recklessly. The net effect of the sub-prime turmoil has been a 

“repricing of risk” (i.e. higher costs to borrow money)  

 

Two or three years ago, Warren Buffett warned in his “bible-like” annual report about the dangers and 

toxic nature of derivatives. It’s interesting how many investors had no idea their portfolios contained 

derivative investment products. This was made easier when the word “derivative” was expunged from 

the Bay/Wall Street/ lexicon.  Instead, “Structured Investments” was the new sanitized version. 

Remember junk bonds and leveraged buyouts (LBO)? These investments have long ago been prettied 

up and now go under the more palatable name of “high yield” bonds and “private equity” investments.    

 

Hey, you got to give those investment bankers some credit. If they can’t push a product under its 

original name – just find a new less threatening name to disguise the products potential riskiness. 

Sounds like “misrepresentation” to me, but what do I know. I haven’t been a member of the Quebec Bar 

since 1990! I traded in my lawyer’s hat a long time ago.  

 

The second more recent issue affecting the stock markets, has been the plight of the big American 

bond insurance companies. Here is why the bond insurers play such a vital role in today’s financial 

system. 

 

First, these insurance companies insure (guarantee) principal and interest payments on some $2.4 

trillion in debt. When a municipality or a company (A) decides to issue a bond or “structured product”, it 

pays the bond insurer (B) a fee to guarantee the security. Because this should make the bond/debt 

security safer, bond investors (C) in theory, require lower interest payments to lend their money. Bond 

insurers essentially lend their AAA rating to less credit worthy borrowers. 

 

 In the past, bond insurance companies mostly guaranteed municipal bonds. However, in recent years 

bond insurers went after sexier business and insured securitized bonds and derivatives (CDO’s, 

CMO’s, which included subprime).  The bond insurers knew how to insure “chevys” (municipalities); 

they did not fully understand the risks and pricing of high octane Ferrari’s (derivatives). 

 

So how does all this bond insurance relate to the present crisis in the global financial markets? Many 

banks (think CIBC) have used these bond insurance companies to also insure (hedge) the risky 

derivatives on their books. Unfortunately, insuring risky derivative products (collateralized debt 

obligations) has not been a very smart business decision for these bond insurers. Not only have they 

exposed themselves to billions of potential losses, but most importantly the insurers are in danger of 

losing their coveted triple A credit rating. This would undercut the value of the bonds they guarantee 

(insure).  
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The loss of their triple A credit rating could have a huge domino effect in the global markets. The 

guarantee from bond insurers has allowed (in theory) banks, and other financial institutions to avoid 

writing down the value of their riskier (CDO) bond positions. Any credit rating below triple A could lead 

to credit downgrades on the $100 billion + of collateralized debt obligations (CDO’s) guaranteed by 

these bonds insurers. Furthermore, if municipal bonds lose their triple A credit rating, many money-

market fund would be forced to dump there muni-bonds. 

 

The question remains whether there will be further credit downgrades of the major bond insurance 

companies. Hopefully, these insurance companies will squeak through their problems as they are in the 

process of raising new capital from the so called “smart” money crowd.  

 

On a more positive note, the present atmosphere of uncertainty has merely created more reasonable 

valuations in the Canadian banking sector. In the next few years we will look back on this period as 

perhaps a very “bad hair” day for some of the Canadian banks. (We held our noses and bought 

opening positions in CIBC and National.)   

 

Recently, I was in the suburb of St Lambert, a 10 minute drive from downtown Montréal. On the main 

street of this small town I counted 6 bank branches, excluding the Desjardins Caisse pop. This small 

town’s (excess) banking scenario clearly illustrates the inevitability of Canadian bank mergers. In our 

opinion, mergers will happen either during a banking crisis, or after the election of a new government 

(majority or minority). However, there will only be one merger permitted. Our guess, BMO goes first or 

otherwise its Commerce.  
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2007  Performance:   +1.5%                                  
January 1, 1997    — $1,000.00  (inception NAVPS*) 

December 31, 2007  — $2,514.211  (NAVPS) 

December 31, 2007  — $100.27      distribution per unit‡ 

December 31, 2007  — $2,451.74   (NAVPS after distributions) 

 
The Fund ended the year with a net asset value of $2,451.74 per unit.  

 

Your annual distribution was reinvested in additional units. These new units appear on your personal 

December 31, 2007 Value Contrarian statement. 

 

2007 was a very deceptive year for the Canadian equity market. On the surface, the gains for the TSX 

Index appeared robust. However, if one were to scratch just below the surface, another situation 

emerged. According to the National Bank’s Year-end Quantitative Report, excluding the 7 best 

performing stocks (RIM, BCE, Alcan, etc...), the TSX would have posted negative returns for the year. 

While not exactly a “Nortel” like situation, however the stock markets breadth was indeed limited in 

2007. 

 

We must admit our 2007 returns were what one could call “lacklustre” after four consecutive years of 

double digit returns. Investors, when markets are flying high, always seem to forget that “rising tides” 

raise all ships. Don’t confuse a five year bull-market with “genius”. What really separates the men from 

the boys is capital preservation during a severe bear market. “Slow and steady” wins the race in the 

investment world. 

 

In 2007 our performance was affected by what we owned (financials) and what we did not own (gold, 

commodities, RIM). In addition, the Fund’s (10%) holdings in American securities were adversely 

affected by the Canadian dollars 17 per-cent rise against the U.S. dollar. All of our U.S. $ dollar 

holdings are converted back into Canadian dollars. Nonetheless, our top 5 U.S. stocks (i.e.; J & J, G.E, 

Microsoft) have significant foreign sales exposure outside of North America.  

 

Your Fund ended the year with 26.2% of the portfolio in cash and cash equivalents. If one were to 

include our BCE position, cash levels would rise to 31%. 

 

 

 

* Net Asset Value Per Share 
‡  Total distributions reinvested 1997-2007: $660.728(per unit) 
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At year-end we always discuss (fess-up) certain of our investments that, to put it mildly, have not 

produced the “desired” results. BCE is one such example. One of the lessons you learn very early on in 

the money management business is “humility” and the importance of “patience”.  

 

Our original investment rational for purchasing BCE was simple. The stock at the time yielded 5% and 

was undervalued. This undervaluation, combined with the companies stable cash flow, was recognized 

[lucky for us] and led to an LBO takeover offer of $42.75 in the spring of 2007 (led by the Ontario 

Teachers Pension Fund). 

 

Throughout 2007 we did not have many good investment ideas and were not comfortable with equity 

valuations. However, we still had plenty of cash to invest. Once the BCE takeover was announced, we 

decided to purchase additional BCE shares as an arbitrage alternative for our growing cash position.  

 

This investment was calculated to offer higher returns then short-term cash yields, offset by the 

potential downside of deal risk. If the deal was completed within 9 months, our annual return would be 

approximately 11%. If the deal was completed within 6 months our returns would be significantly better. 

 

With BCE stock today trading in the $35-$37 range, the question remains whether the takeover will 

proceed as $ 42.75. The ensuing credit crunch has put pressure on the banks that agreed to finance 

this deal. In hindsight, Teachers Pension Fund overpaid for BCE. 

 

Should the buyout fall through, BCE would receive a billion dollar break fee, in addition to the billions it 

has received from the recent sale of its Telesat division. Combined with the Telesat proceeds, BCE has 

the balance sheet for a massive share buyback. To a certain degree, a large share buyback would 

cushion the stocks downside. 

 

It is interesting to note that in early February, credit default swaps (CDS) on BCE bonds were six times 

more expensive than insurance against a bond default by peers such as Telus or AT&T. In other words, 

the high cost of CDS insurance is indicative of the fact that the credit market still expects BCE will 

become a highly leveraged entity and therefore the deal will be consummated. The credit default swap 

market is a better barometer of whether the BCE deal will get done for the following simple reason. The 

bond market is where financing for the BCE deal must eventually come from. This makes the credit 

default swap market, according to one analyst, “closer to the financing sources”, and thus a better 

indicator of the deals likely success (rather than the stock market price of BCE). 

 

In the meantime, we are being paid to wait with a 3.5% dividend yield.  
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The unwinding of the speculative excesses (subprime loans, derivatives, LBO loans, ABC paper) 

caused by abnormally low interest rates earlier in the decade will take time to resolve itself. Our guess 

is that the markets will bottom sometime between now and late summer. 

 

It has been our experience that it is best to ignore the numerous financial “talking heads”. Simply 

stated, listen to the “smart money” crowd. Bob Rodrigues is part of this crowd because he has a 

fabulous long-term public track record running money (see quote: section Outlook 2008). 

 

Warren Buffett is probably the most famous of the “smart money investors”. Wilbur Ross who recently 

bought into a healthy bond insurance company (Assured Guarantee), is another fine example. They 

speak, we listen! 

 

Buffett, from time to time, will give investors the “heads-up” concerning potential investment “crevices” 

that may lie ahead. His investment moves and public statements are usually simple to understand and 

akin to a flashing “yellow light” ahead. Sometimes his predictions of looming disasters are like the 

cockpit voice recorder alarm that warns: “pull up, pull up, pull up”. Buffett’s past warnings have 

included: “danger technology, danger technology” and “dive, dive, -derivatives ahead.” His sale of 

Freddie Mac and Petro-China shares were forwarnings of sloppy accounting, and a China market 

bubble due for a pop. 

 

Today, Buffett warns that the markets are not cheap and inflation is a major threat. The blue chip 

index’s (Dow, TSX 60, S&P 500) have yet to enter bear market territory. Despite the present turmoil in 

the credit and stock markets, we continue to nibble away at superior businesses that we wish to own for 

the long-term. Irrational selling of quality businesses, which are temporarily out of favour, is a situation 

we view most positively. Market volatility (while hard on the stomach at times) is our friend.  

 

 
 



 7 

 
 

Outlook 2008 

Inflation never goes away as long as you have politicians and the desire to 
print money… I wouldn’t be surprised if it becomes more of a factor again.  
 
 Warren Buffett 
 February 6, 2008 
 
High interest rates didn’t cause this credit crisis, so why should interest rate 
cuts solve it? 
 
 Bob Rodriguez 
 CEO First Pacific Advisors 

       
Simply stated, the global financial system is now paying for the speculative excesses in the American 

home and leveraged loan markets (LBO’s) over the past 5 years. The U.S. federal reserve can ease 

the pain by lowering interest rates, but it cannot cure the disease. Only the passage of time will improve 

the situation and give wounded banks time to writedown their “toxic” assets, while rebuilding their 

capital base.  

 

Confidence in the global financial system will also be eased when it appears that some type of solution 

is at hand with respect to the bond insurers and the banking sector’s huge inventory of unsold 

leveraged loans. 

 

Obviously, a reversal in declining U.S. home prices will be a positive sign that the economy is on the 

mend. Nonetheless, the stock markets will likely touch bottom prior to the bottom in home prices and 

prior to any recession trough. Remember, the stock markets anticipate six to twelve months into the 

future.  

 

The blue chip stock indexes (TSX,S&P, DOW) have not, as yet, suffered a 20%+ bear market decline. 

The “smart money” (Buffett) has said: “The inflation problem, in my view is very real”. Left unsaid is the 

negative effect inflation would have on interest rates, the stock market, and price to earnings ratios. 

Inflation serves to reduce the amount investors are willing to pay for each $1 dollar of corporate 

earnings. 

 

Has the 30 year cycle of falling interest rates (15% down to 4%) finally ended??  

The answer will have a profound impact on the future direction of stock markets. Presently, 30 year 

Canadian bonds yield 4.1%. No one today is talking about yields rising to the 5%-6% levels over the 

next few years. Such a precipitous rise in long-term interest rates could certainly push the stock 

markets deep into bear territory. Don’t be surprised to see long bonds yielding 5%-6%; that is one of 

our main concerns over the next 5 years (inflation induced higher interest rates).  
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Like Buffett, we also are “giddier” when the market drops 370 points in a day. However, we would be 

more at ease if the blue chip indexes dropped into bear market territory. Unfortunately, our crystal ball 

is long past its due date. Falling rates are no guarantee preventing the occurrence of a bear (20 %+) 

decline. We expect to see more pain and suffering before this “credit crunch” is over. 

 

In 2008, where do we see the greatest investment opportunities? Hold onto your stomach or sit down 

first: Home builders and Financial stocks. The very sectors which have been crushed over the past 12-

24 months will likely be next year’s biggest winners! 

 

And when will the stock markets finally bottom out? The day Value Contrarian Asset Management 

receives a phone call from that “special” client of ours instructing us to sell “XYZ bank” shares because 

they can’t stomach market volatility anymore. A perfect contrary indicator!  Translation: when the 

financials bottom, the stock market will bottom. 

 

Our job, over the next twelve months, will entail the very simple (yet psychologically difficult) strategy of 

“being greedy when others are fearful”.    
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   Year-End Management Note 

 

Probably 99.9% of investment management firms that sponsor mutual 
funds are there to take your money for management fees… 
We’ve taken the approach that if we do a good job of managing these 
portfolios and we’re the largest shareholder in the funds, the performance 
will take care of South eastern’s revenue growth – i.e., the funds will grow 
and happy shareholders will add more capital and eventually the word will 
get out and others will partner with us. 

 

       Mason Hawkins 
       Longleaf Partners 
 
 
 

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 view our fund shareholders as our 

partners, and we assure you that the protection and growth of your capital will continue to be 

paramount in our thinking. 

 

We aim not to be the biggest, but one of consistent performance (especially during bear market), even 

if that means limiting the Fund’s size or closing it in the future.  We want to enjoy coming to work 

everyday.  We view the Value Contrarian Fund more as a private partnership, where “membership has 

its privileges”.   

 

Being the second 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 interest aligned with yours.   

 

We would like to thank our shareholders for the trust you have placed in us during the past year.     

 

Special thanks to my editor Karen Molgaard who, as usual, has done a fine job of keeping my words 

and opinions on the “straight and narrow”. Karen is always a joy to work with – especially when I agree 

with her desired modifications.   

 

Candy Yu, my assistant has managed to keep our company in business for another year as a result of 

her diplomatic and deft handling of the numerous (and constantly growing) security rules and 

regulations. Most importantly, we appreciate her patience and client relation skills.  

 

The prize for last year’s most ridiculous new securities law involves the requirement for money 

management firms to maintain a client “Complaint Register”. Yes, the criminals and fraudsters will be 

the first to file all the complaints they received against themselves with the Securities Commission. 

Perhaps a much more effective solution against fraudsters in the investment world would be to institute 
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a simple “whistler blower” law with a big fat reward. If anyone has information on the whereabouts of 

Osama, please do call us!  

 

We do appreciate your referrals of qualified new fund investors.  Next entry-date into the Value 

Contrarian Fund:  March 31, 2008. Call today (514) 398-0808. 

            
 

                                            Respectfully yours,     

 
 
 
 
         Benjamin D. Horwood 
         Portfolio Manager 
         March 1, 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.  


