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Welcome to our third edition of the Owl’s Call quarterly newsletter.  The newsletter is a report on the stock selection system 
and criteria that we are developing and benchmarking.  We are constantly looking to improve our selection criteria, this 
newsletter, and develop other processes.  We strongly encourage our readers to provide us with questions, feedback and 
insight.   For additional insight and previous issues of the Owl’s Call visit our website at www.innovationowl.com, where 
you will find more recent graphs and holdings tables.  

 

The Quarter  in Review  
 
There are a number of changes and items to put forth: 
 
1) The newsletter has been delayed, as the authors were 

busy studying for CFA exams.  As a result, this issue 
will deal with performance and figures from Feb 20 - 
June 30. 

2) We have been running two algorithms for quite some 
time now and are for the first time presenting discussion 
and results of our Canadian Selection Algorithm.   

3) We have decided to NOT include specific stock reports.  
We have done this to avail the newsletter of room for the 
Canadian Algorithm discussion and to also focus on our 

indices as a whole rather than on individual issues.  
Although nowhere near the size of the market to the 
south, Canada does offer undervalued securities that are 
poised to achieve significant growth.  The selection 
criteria utilized by the Canadian system is similar to that 
being used in the US Small Cap Selection Index as it 
attempts to unearth companies that are fundamentally 
sound and offer outstanding return possibilities with 
limited downside risk.   

4) We have commenced an Investment Club.  Details and 
reports will follow in future issues.  Please direct 
inquiries and questions to owlscall@innovationowl.com. 
 

 

Owl’s Nest Summary (as of June 30, 2004) 

 

   

   

   

Company Name Symbol DOP 

Sanderson Farms SAFM 97 

Urban Outfitters URBN 96 

Lowrance Electronics LEIX 96 

Zenith National Insurance ZNT 90 

Choice Hotels Int’l CHH 87 

CARBO Ceramics Inc CRR 85 

PrivateBancorp PVTB 80 

Quality Systems QSII 77 

      
 Value 1 month 

return 
3 month 
return 

6 month 
return 

1 year  
return 

Since Incept. 
(Dec 10, 2002) 

Owl’s Nest 179.22 4.14% 5.56% 10.75% 44.67% 79.22% 
Russell 2000 591.52 4.09% 0.36% 4.61% 32.15% 50.33% 



Owl’s Nest Index (ONI) Discussion 

 
We are very pleased to report the Owl’s Nest achieved significant performance since our last newsletter (Issue date: Feb 
20/2004) on an absolute and relative basis.  The index was up 7.58% compared with the S&P500 and Russell2000 at -0.26% 
and 2.01% respectively.  Since inception (Dec 2002), the index has gained 79.21% while the S&P and Russell have advanced 
26.14% & 50.33%.  You’ ll find a graph and more detailed performance figures below. 
The index was populated with 17 stocks at the beginning of the quarter and currently includes 8.  Of the 17 stocks from 
February, only 1 remains.  Once again, it is interesting to note that the selected companies span a wide range of industry groups 
as illustrated by the following table. 
 

Company Symbol Industry Group 
Sanderson Farms  SAFM Food Processing 
Urban Outfitters  URBN Retail (apparel) 
Lowrance Electronics  LEIX Aerospace & Defense 
Zenith National Insurance  ZNT Insurance (Prop. & Casualty) 
Choice Hotels Int’ l  CHH Hotels & Motels 
Carbo Ceramics Inc  CRR Constr.- Supplies & Fixtures 
Private Bancorp  PVTB Regional Banks 
Quality Systems  QSII Software & Programming 

   
This is encouraging, as the ONI is not relying on one or two industry groups to carry the performance.  It also bodes well from a 
risk and potential capital drawdown perspective.   
 
The Owl’s Nest average PE ratio is 23.95, which compares with an average of 22.60 for the S&P500.  In general, we would 
expect the Owl’s Nest to have a higher PE ratio than the broad markets due to the small cap focus.  At the beginning of last 
quarter, we postulated that more stringent valuation parameters needed to be considered.  Since introducing additional valuation 
parameters (last quarter) to the algorithm, the index has lost some of the high PE stocks (eg: ELAB) while adding lower PE 
stocks (ZNT/SAFM).  We are pleased the model has adjusted and feel that we are still availing ourselves of superior returns 
while reducing the risk and volatility.  The superior performance of late is a short testament that the changes are effective. 
Lastly, highlighting some stocks in particular seems appropriate.  QSII has returned to the Owl’s Nest.  This company was 
featured in our very first newsletter (2003Q4).  QSII first appeared in the index Sept 24, 2003 at $44.82.  It fell out Feb 13, 2004 
($49.95) having reached a high of approximately $61 in late January providing a potential gain of 11.44%.  It then re-appeared 
June 1st, 2004 ($47.49) and now trades in the $50 range.  QSII has a more reasonable PE ratio (25.5) at these levels and are 
increasing their profits nicely. 
Focusing again on value, the authors like the growth prospects and valuations of the following issues: HELE, ZNT, SAFM… as 
the latter two are new additions, we’ ll save detailed commentary for the next newsletter.  Please see “Past Stock Highlights”  for 
more in depth discussion of HELE. 
 

TSX Growth Selection Index Discussion 

 
Market Commentary: 
The Canadian marketplace in general follows along very closely with the US.  Swings in the market may differ in magnitude, 
but generally as the US goes, so goes Canada.  Over the course of the second quarter, several dominant themes have developed 
that will likely continue for the duration of 2004.   
 
Economic indicators have been pointing towards a recovery for many months.  However, one piece of the puzzle had been 
missing.  It wasn’ t until the March Non Farm Payroll release in the US that job growth decided to join the economic recovery.  
The strong Payroll number in March was followed up with subsequent strong numbers in April and May.  This evidence of 
strong job growth led to a severe sell off in the US (and Canadian) bond markets, along with a sell off in North American equity 
markets as it became evident that interest rate hikes by the Fed are on the horizon.   
 
In addition, inflation began creeping into the economy as the market received several stronger than expected CPI readings.  The 
stimulus provided through historically low interest rates and generous tax cuts by the Bush administration to ward off deflation, 
has obviously worked.  Upward pricing pressure, led by a number of sectors (commodities in particular) is here.  An interesting 
scenario now presents itself to the powers that be in removing this stimulus without upsetting the apple cart.  Stay tuned! 
 
 



System Commentary: 
The difficult environment that developed in the second quarter (not that it’ s ever easy) and an uncertain future has put even 
more emphasis on effective, disciplined stock picking.  At the beginning of the second quarter, the TSX System held 67 stocks 
that met its criteria.  Approaching the end of the quarter, only 16 stocks remain.  Twelve of the current holdings were there at 
the beginning of the quarter, and four have been added.  This speaks volumes about the state of the market.  There just doesn’ t 
seem to be a lot of value out there right now.   
 
Another current market trend reflected by the System is the lack of income trusts that are currently in the Portfolio.  The income 
trust has been a relatively recent innovation in the Canadian market and has provided many an investment banker with a lifeline 
during a time of depressed M+A activity.  These trusts have had great success with interest rates being at historical lows and 
yield tough to come by.  Investors have utilized the trust sector to make up the income portion of their portfolios.  With interest 
rates on the rise, and bond yields backing up, trusts will no longer have a yield advantage over the fixed income market and will 
require stronger fundamentals to attract the same investors.  At the beginning of the quarter, the System held 10 income trusts.  
The end of the quarter finds the System without any, primarily due to the fact that the System filters out equities with 
exceedingly high dividend payout ratios. 

   

   

   

Company Name Symbol DOP 

TriCan Well Service Ltd TCW 86 

Sun-Rype Products Ltd SRF 82 

Pason Systems Inc. PSI 81 

Rona Inc. RON 76 

Progress Energy Ltd PGX 74 

Manulife Financial Corp MFC 70 

Shoppers Drug Mart SC 68 

Stantec Inc. STN 55 

Mullen Transportation Inc. MTL 55 

Great-West Lifeco Inc. GWO 48 

Saputo Inc. SAP 47 

Shire Pharmaceuticals SHQ 46 

Canadian Western Bank CWB 46 

National Bank of Canada NA 45 

IGM Financial Inc. IGI 42 

      

 
Current System Composition: 
As mentioned above, the portfolio has shrunk considerably over the course of the quarter as conditions in the market have 
changed.  The portfolio is currently made up of mostly small cap stocks.  Sectors that will perform well in these difficult times 
are represented with holdings in Energy and Consumer Staples.  The Financial sector is also represented in the current holdings.  
Of note, none of the big five banks have made the cut.  A rising interest rate environment traditionally spooks investors from 
investing in banks.  Two large insurance companies and a mutual fund company along with two predominantly retail oriented 
banks account for the holdings in the Financial sector.   
 
The following table gives some key metrics and compares the composition of the Owl’s TSX portfolio to its benchmark.  
Information for the beginning of the year and the beginning of Q2 is provided for comparison purposes.  The current small cap 
bias in the portfolio is evidenced by the lower dividend yield and payout ratio.  This is a common characteristic of a small, 
growth oriented company, as they prefer to keep cash to grow the business rather than pay it out to shareholders.  The 
conservative nature of the portfolio is also demonstrated with a lower P/E ratio, lower D/E ratio, and higher CF/Debt ratio.  Note 
how these ratios have changed from the beginning of the year as the investing environment changed.  Even though the portfolio 
is conservative in nature, the Quarterly Earnings Surprise figure at the bottom of the table shows that the companies in the 
portfolio are often beating analyst estimates to the upside.  Not a bad problem to have. 

 Value 1 month 
return 

3 month 
return 

6 month 
return 

1 year  
return 

Since Incept. 
(Dec 10, 2002) 

TSX Selection Index 141.36 1.68% -2.85% 2.67% 31.57% 41.36% 
S& P TSX Comp. 8,545.58 1.52% -0.89% 4.04% 22.37% 25.17% 



  
TSX Holdings 
Jan. 1, 2004 

TSX Holdings 
Apr . 1, 2004 

TSX Holdings 
June 30, 2004 

TSX Composite 
(June 30, 2004) 

Beta 1.15 0.91 0.51 1 
P/E Ratio 15.99 15.51 14.87 15.30 
P/E Ratio (trailing) 18.21 17.45 16.26 18.62 
Debt to Equity 0.79 0.55 0.3 0.64 
Cash Flow to Debt 0.49 0.41 0.85 0.38 
Expected Dividend Yield 1.6 2.03 1.24 1.75 
Expected Payout Ratio 10.65 22.76 20.58 26.92 
Quarterly Earnings 
Surprise -3.67 0.87 1.77 1.42 

*  - data generated from CPMS (Computerized Portfolio Management Services) 
 

Reflections on our  Previously Highlighted Stocks 
Last issue, we highlighted two stocks in particular: SSNC & 
HELE.  Neither stock is found in the Owl’s Nest at this time.  
We have decided to stop featuring individual stocks but rather 
pay attention to the selection set as a whole.  We believe this 
will give readers a better understanding of trends and 
composition while allowing them to conduct their own 
research and make their own investment decisions. 
SSNC dropped out of the Owl’s Nest on March 17th when the 
price was $24.26.  When we highlighted the stock, we 
suggested that an appropriate stop loss be its 50-day moving 
average, which was $24.66 (split adjusted as the stock split 3 
for 2 on March 8th).  The stock has since dropped to its current 
level of $18.05.  We originally highlighted the stock in Nov. 
2003 when it was trading at $18.30.  Selling through the stop 
or as it dropped out of the list would have netted the investor a 
34% gain.  In addition, it would have saved the investor a 30% 
drop in price.  We believe the company is still attractive and 
was merely bid up too high by momentum traders.  The stock 
now has a more reasonable P/E ratio of 27, which is in line 
with current growth trends.  Authors do not hold a position in 
this stock at this time. 
HELE on the other hand has continued to trend higher.  The 
company announced very positive quarterly earnings, a new 
licensing agreement with Sunbeam Products, and issued 
$225M in notes to finance the acquisition of OXO 
International.  The stock was trading at $27.98 in mid March 
and now trades at $36 for a period gain of 28.66%.  The stock 
was identified in May 2003 when it was at $14.82.  The stock 

however fell out of the Owl’s Nest on March 4th when it was 
trading at $29.13.  This would have represented a total return 
of 96.55% in less than 12 months.  HELE currently trades at 
16.15 times trailing earnings and the authors, in addition to 
owning the position, still feel the stock is attractively valued. 
 
 
The Degree Of Preference (DOP) 
The Owl’s Nest Degree of Preference© (DOP) is an 
indicator developed by InnovationOwl Technologies for 
ranking stocks that meet a predefined set of criteria.  The 
DOP combines various ratios, financial statement values, 
and statistics into an integer number in the range of 0 to 100 
using a proprietary formula where 100 is the highest score 
and zero the lowest.  Essentially the DOP indicator provides 
a metric of how well a stock matches with our defined 
criteria which has been evolving over time.  Stocks within 
the Owl’s nest are ranked in terms of their DOP. 
 
Owl’s nest and Benchmarking 
We refer to the subset of stocks in the U.S. Small Cap 
universe that meet our defined criteria as the Owl’s Nest©.  
It is our opinion that some of the stocks from this list are and 
will continue to be extremely successful growth companies.  
The Owl’s Nest is maintained using a computer algorithm 
that is focused on quantitative number crunching.  The 
performance of the selections are tracked and benchmarked 
to the major indexes using the Owl’s Nest Index© (ONI) 
which was initiated on Dec. 10, 2002 at $10. 
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� � � � � � � Due to space limitations, abbreviations for 
trailing twelve months (ttm) and most recent quarter 
(mrq) are used 
 
 

Disclaimer - This newsletter is for informational purposes only and it is not recommending that you buy or sell particular securities and is not to be 
interpreted as personal investment advice.  Always consult a financial advisor before making any investment decisions.  Information is believed, but not 
guaranteed, to be accurate.  Past performance does not guarantee future performance.  We do not offer investment advice nor do we charge for the 
production or distribution of this newsletter.  The authors may hold positions in the stocks listed in this newsletter. 


