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Dorel Industries is now a Key Stock
We’re adding Dorel Industries to our list of Key Stocks. It has grown very swiftly over

the years and should continue to do so in the years ahead. Yet Dorel remains quite cheap.

We hold a very high opinion of Dorel Industries
$30.00 (Quality rating: Average; TSE—DII; NAS-
DAQ—DIIBF; Sector: Consumer; Phone: 514-323-5701;
Internet: www.dorel.com). In fact, we like Dorel so
much that we’re adding it to our list of Key Stocks. 

Dorel makes products for three markets: ready-to-
assemble (RTA) furniture for homes and offices
(59% of operating earnings); juvenile furniture and
accessories (30%) like infant car seats, strollers, high
chairs, beds, cribs and so on; and home furnishings
(11%) including metal folding chairs, tables, bunk
beds, futons and step stools. Dorel supplies big re-
tailers like Wal-Mart. Dorel’s president and chief ex-
ecutive officer, Martin Schwartz, told shareholders
“While it appears that Dorel is categorized as part of
the ‘old economy’, let me assure you this old compa-
ny is pumping on all cylinders and then some.”

Indeed, over the past five years, Dorel has grown
fast. Sales rose from $334 million in 1994 to $929 mil-
lion in 1999—a compound growth rate of 23%. Earn-
ings grew even faster—at a compound growth rate
of over 41%. From 1994 earnings of $0.34 a diluted
share, Dorel’s earnings reached $1.91 a share in 1999.

Dorel should continue to grow quickly

Dorel should keep growing fast. It’s expected to
earn $2.39 a share (up 25%) on sales of about $1.3 bil-
lion (up 40%) this year. In the past five years, Dorel’s
gross profit margin averaged 24.6%, but edged up to
24.9% in 1999. Dorel’s profit margin before taxes im-
proved even more. From an average of 6.2% over the
past five years, the pre-tax profit margin reached
8.6%. Dorel’s larger size hasn’t hurt its growth. 

Despite fast growth and rising profits, Dorel is
surprisingly cheap. It trades at $30. Meanwhile, Dor-
el earned $2.01 a diluted share over the last four
quarters. So its trailing price-to-earnings ratio is only
14.9 times. Based on this year’s expected earnings of
$2.39 a share, Dorel’s forward price-to-earnings ratio
is just 12.6 times (see page 197). Even if Dorel’s earn-

ings per share growth slows down to 25%, it still car-
ries a very attractive Marpep Growth Index of two.

Dorel’s book value is $9.01 a share. So Dorel’s
price-to-book value ratio is 3.3. Many fast-growing
companies (especially technology stocks) trade at
much higher multiples to their book values.

Part of Dorel’s fast growth rate comes from acqui-
sitions. We sometimes get nervous when companies
grow by acquisition. After all, studies show that two
out of three acquisitions fail. In Dorel’s case, howev-
er, two things reassure us. First, Dorel is experienced
in buying and integrating companies. Second, Dorel
sticks with a disciplined acquisition strategy.

Dorel uses discipline in acquisitions

On June 6, Dorel acquired 98% of Safety 1st. This
firm sells over 200 products to more than 1,000 re-
tailers worldwide. Safety 1st is probably best known
for its ubiquitous “Baby on Board” car signs. Dorel
expects to complete the acquisition in early July.
Schwartz says “Safety 1st fits our criteria perfectly. It
is a leader in a sector we know intimately, comple-
ments our existing juvenile product lines and has
built one of the best known and respected brands.”

Dorel is changing its ways

Dorel has always reported its results in Ca-
nadian dollars. In the second quarter, however,
Dorel will start to report its results in U.S. dol-
lars. That’s because Dorel generates 88% of its
sale in the U.S. No wonder. Dorel has acquired
a number of U.S. companies (see box page 194).

Canada accounts for just 2% of Dorel’s sales.
Dorel set up a British subsidiary in 1988 to en-
ter Europe. Now Dorel owns four operations in
Europe—which accounts for most of the other
10%. Dorel’s products sell in over 60 nations.
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An experienced acquirer

Dorel has experience in making acquisitions.
In 1988, Dorel bought Cosco of Indiana. Cosco
makes children’s furniture and accessories.

In 1990, Dorel acquired Charleswood Corp.
This Missouri-based company makes and dis-
tributes ready-to-assemble (RTA) furniture.

In 1991, Dorel set up Infantino in California
to import and sell children’s products.

Dorel bought Maxi Miliaan in 1994. This
Dutch company makes infant car seats plus
other children’s products. Maxi's sales offices
in France, Germany, Austria and the U.K. plus
its Europe-wide distribution system contribut-
ed greatly to Dorel’s European growth.

In 1998, Dorel acquired Ameriwood which
produces RTA furniture in Ohio and Michigan.

Now Dorel is acquiring Safety 1st. Six acqui-
sitions over a dozen years is reasonable. It
gives Dorel time to integrate these companies.

Acquisitions often give rise to goodwill—an
“asset” of little or no value (see page 89 of the
March 17 issue). Dorel, however, has fairly lit-
tle goodwill. At the end of the first quarter its
intangible assets totaled only $19.7 million, or
about 7.4% of shareholders’ equity. Remember,
too, that when it comes to selling to consumers,
intangibles like brand names have real value.

Safety 1st has the most market share for potty seats,
booster seats and baby bath tubs. Dorel, meanwhile,
is tops in strollers, car seats and high chairs.

From 1995 through 1998, the $5 billion child prod-
ucts industry grew at a compound rate of 3%. Dor-
el’s sales of child products, by contrast, grew at a
compound rate of 20%. Now Safety 1st, with 1999
sales of $158 million U.S., will help Dorel grow. Sav-
ings will come from lower overhead and greater
buying power leading to discounts on supplies.

In terms of marketing, Schwartz says “Both Safety
1st and Cosco have developed outstanding relation-
ships with key retailers. Putting these strengths to
use for both companies will certainly allow us to
grow at a pace which will be much faster than if
each were to go it alone.” Dorel will also put Disney
characters like Winnie The Pooh and Mickey Mouse
on some of its products. Dorel hopes to rise above its
third-place rank in the U.S. child products industry.

Dorel’s RTA furniture, too, is doing well. This
unit is benefiting from the trend of working from
home. RTA furniture is popular for furnishing home
offices. Dorel has also merged several of this unit’s
operations. Schwartz states “this new focus creates
important synergies which will help us become the
leading supplier of RTA in North America.” At
present, Dorel is North America’s fourth-largest
manufacturer of RTA furniture.

You and management share interests

Dorel thinks its Home Furnishings unit also has
bright prospects. The company writes “By incorpo-
rating knowledge and technology used with great
success at the juvenile and RTA facilities, this seg-
ment has been growing over the last four years at a
cumulative average growth rate of 28%.”

There are other things we like about Dorel. At last
count, for example, the directors owned 22.8% of the
equity. As major shareholders, they’ll want the
shares to do well—which, of course, benefits you.
And since management controls 53.3% of the votes,
Dorel will stick to its successful strategies.

Dorel uses debt cautiously (see box page 199).
Over the past year, Dorel cut long-term debt to $118
million from $145 million. Dorel also invests in re-
search to develop new products. As Schwartz puts
it, “we have placed a very heavy emphasis on new
product development. New products drive our
sales. This is a key focus and gives us the ability to
replace obsolete items with new, improved ones, a
significant advantage in the battle for shelf space.”

Dorel makes good use of its cash flow. After keep-
ing enough working capital, Dorel uses its cash flow
to buy and expand its capital assets. For example,
Schwartz says “we have implemented a major capi-
tal program in RTA.” Then Dorel uses the rest to re-
duce debt. Lately, though, Dorel has also bought
back shares. This is positive since it boosts earnings
per share. Now if only Dorel would pay dividends.

Dorel is not without risks. It faces product liabili-
ty claims. Dorel buys product liability insurance, but
you never know how high the awards will go in U.S.
lawsuits. A second risk is that Dorel deals with pow-
erful chains like Wal-Mart. Then again, Dorel is now
a major supplier. It has desirable products that con-
sumers want and need. The chains know this.

Overall, we feel that the many benefits outweigh
the risks. Buy Dorel for long-term capital growth.
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Stocks: growth and value

Professor Robert Haugen wrote a book
called The New Finance: The Case For Inefficient
Markets. In it, Haugen examines many studies
about the performance of growth stocks (ex-
pected to deliver above-average profit growth)
and value stocks (expected to grow more slow-
ly than average—which is why they’re cheap
based on traditional yardsticks of value). Hau-
gen finds that growth stocks have, over time,
performed worse than value stocks.

Haugen says that investors expect too much
from high-flying growth stocks. These inves-
tors bid the prices of growth stocks up to very
high and unsustainable levels. At that point,
good news exerts little upwards pressure on
the price of growth stocks. After all, they’re ex-
pected to do well. With the first whiff of bad
news, on the other hand, the share prices col-
lapse and inflict heavy losses on investors. 

Little is expected, by contrast, from value
stocks. So if these companies deliver poor re-
sults, their share prices fall little, since they
were expected to generate below-average
growth. If they deliver unexpectedly strong fi-
nancial results, on the other hand, their share
prices often appreciate significantly.

Haugen’s conclusion is that investors should
go for value stocks. In other words, it’s better
to pay too low a price for a company with me-
diocre prospects than to pay too high a price
for a company with fantastic prospects. To a
certain extent, we agree with Haugen. That’s
why, for example, we rate Nortel Networks a
hold. While it’s an excellent company, we view
it as over-priced and due to fall at some point.

But we also disagree with Haugen on one
score. We say go for growth stocks. Just make
sure that they’re priced like value stocks. That
is, they should consistently generate profits,
trade at low price-to-earnings ratios, low price-
to-book ratios, pay high dividend yields, carry
high Marpep Growth Indices and so on.

We believe Dorel Industries (examined on
pages 193 and 194) fits the bill. While it pays no
dividends, it trades at a low price-to-earnings
ratio and offers a high Marpep Growth Index.
It’s price-to-book value is reasonable as well.
Finally, this high growth appears sustainable.

Following Philip Fisher 

Philip Fisher studied at the Stanford Univer-
sity Graduate School of Business Administra-
tion, worked as an analyst at a bank, then as a
broker and finally founded his own investment
firm, Fisher & Company. Fisher is probably
best remembered for his book Common Stocks
and Uncommon Profits, first published in 1958.

Before buying a company, Fisher first spoke
to the company’s competitors. He noticed that
while executives worry about saying too much
about their own company, they always have an
opinion about their competitors. We spoke to a
competitor of Dorel Industries (examined on
pages 193-194) who spoke about the company
in glowing terms. In fact, the owner of this
competitor bought Dorel shares himself “just
in case I ever screw up”.

Fisher wanted companies worth investing in
for decades. One thing that Fisher looked for in
a company was the ability to grow sales and
profits faster than the industry average over
many years. Dorel has succeeded in this, par-
ticularly with regards to children’s products.

Fisher also considered research and devel-
opment vital—even for low-tech businesses.
Dorel considers research & development a cru-
cial competitive tool and always invests in it.

Fisher also believed that a strong sales or-
ganization is critical. Besides boosting sales,
the sales force can also spot new trends and
unfulfilled client needs. Dorel considers its
sales force one of its key strengths.

On page 33 of his book, Fisher writes “All
the sales growth in the world won’t produce
the right type of investment vehicle if, over the
years, profits do not grow correspondingly.”
So Fisher paid attention to a company’s profit
margins and the direction in which these mar-
gins are moving. Dorel has managed to main-
tain and improve its profit margins over time.

Fisher also cared about profits because these
enable a company to grow without having to
issue new shares. After all, new shares dilute
the ownership of the existing shareholders. The
number of Dorel shares has risen at a com-
pound rate of just under 2.5% since 1992. This
is impressive considering Dorel’s acquisitions.
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Not a day goes by without another merger or ac-
quisition. One reason for this is that companies seek
to generate what they like to call synergy or rational-
ization. These words are often euphemisms for cost
cutting. For example, rather than keep two adminis-
trations, merged companies make do with just one.
In fact, GTC Transcontinental Group did just that af-
ter acquiring Plesman Communications and Teleme-
dia Publications (see page 198). One consequence of
these mergers and acquisitions is that many employ-
ees are sent off with severance packages.

Similarly, many governments and government
agencies trimmed their payrolls over the years to
eliminate their deficits. While most such cuts are
probably over, some provincial governments (nota-
bly B.C.) still run deficits. As a result, governments,
too, often give employees severance packages as
they downsize. Consider the case of Ms. V. 

Ms. V. worked as a senior office manager for the
federal government for 20 years—from 1978 to 1999.
Last year, she accepted a $50,000 severance package.
Then Ms. V. thought of taking a well-deserved vaca-
tion, taking courses to fulfill a long-standing desire
to become a financial planner, renovating her home
or paying down her mortgage.

Shelter from taxes money you receive

What no one told Ms. V. was that she could put
most of this severance into her RRSP tax free. If Ms.
V. simply took the severance package, it would
count as income of $50,000. Because she pays the top
marginal tax rate, Ms. V. would have to pay close to
half of her severance to the tax collector. Far better to
earn a tax refund to finance her other goals.

In the 1995 federal budget, Finance Minister Paul
Martin phased out this tax-saving opportunity.
However, you can still benefit from the tax-free roll-
over to a limited extent (unless you only started
working at your present job in 1996). Called a “retir-
ing allowance”, it not only includes severance or ter-
mination pay, but also court awards or settlements
for wrongful dismissal. It also includes a payment
by an employer for long service on retirement. 

Here's how to figure out how much you can roll
over. For each year, or part of the year that you

worked for your employer before 1996, you can put
$2,000 in your RRSP. You can add an extra $1,500 for
each year before 1989 if you weren’t part of the com-
pany’s pension plan or deferred profit sharing plan. 

Ms. V. can contribute $36,000 ($2,000 a year multi-
plied by 18 years, since she can’t include 1996 to
1999). She’s not eligible to contribute the extra $1,500
a year because she belonged to the government’s
pension plan.

Here’s how much you can contribute

The amount contributed does not count towards
your RRSP contribution limit, so put as much in as
you can. Remember, you can contribute the full
$2,000 even if you worked for a small part of the
year. Let’s say, for instance, that you worked from
December 1991 to January 1994; that would count as
four years and not just two years and one month.

It’s not necessary for your employer to roll your
retiring allowance directly into your RRSP. But if
you take the money into your hands, you must roll
those funds into an RRSP within 60 days after the
end of the year in which you received the payment
(as with regular RRSP contributions). Since Ms. V.
received her settlement package earlier last year, she
had until February 29, 2000, to roll it over into her
RRSP. Ms. V. did so when we told her of this option.

Rollovers avoid the AMT

Let’s say you rolled over your retiring al-
lowance into an RRSP before 1998. And say it
produced a large enough deduction so that
you didn’t have to pay taxes. You were still
obliged to pay the Alternative Minimum Tax
(known as the AMT). The AMT is designed to
ensure that those who take advantage of tax
shelters and other legal “tax preferences” still
have to pay at least some tax.

Indeed, the “retiring allowance” rollover to
an RRSP used to be subject to the AMT. Begin-
ning in 1998 and retroactive to 1994, however,
tax-free rollovers of retiring allowances will no
longer attract the AMT.

Roll your severance pay into an RRSP
Roll into an RRSP severance or termination pay, court awards or settlements for

wrongful dismissal and payment for long service. Put in $2,000 for each year you worked
before 1996 and another $1,500 if you weren't part of the pension or profit-sharing plans.
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Following up earlier advice
We regularly follow up all previous recommendations on Key and non-Key stocks.

FOLLOW UPS:

" TRAILING AND FORWARD P/Es
   You can calculate price-to-earnings
ratios (known as P/Es) in two basic
ways. When you use earnings for the
latest fiscal year or the latest four
quarters, you calculate a trailing P/E
ratio. When you use earnings esti-
mates for the year ahead, on the oth-
er hand, you end up with a forward
P/E ratio. Both approaches have ad-
vantages and disadvantages.
   The advantage of trailing P/Es is
that they’re based on earnings that
the company actually made. Earn-
ings estimates used in forward P/Es,
by contrast, often miss the mark. As
new information about a company
emerges, earnings estimates often
change. In other words, trailing P/Es
are more reliable than forward P/Es.
   The thing is, the market is forward-
looking. That is, expected future
earnings are a key force driving stock
prices. So, forward P/Es are more
relevant than trailing P/Es.
   We mostly calculate forward P/Es.
Still, calculating trailing P/E ratios
(as for Dorel on page 193) can
present a more complete picture. 

" SPLIT ADJUSTED COST BASES
   When one of your stocks splits, so
does your adjusted cost base (the av-
erage price you paid for the shares).
Consider the recent two-for-one
stock split of Nortel Networks.
   Many investors acquired Nortel
from BCE’s spinoff of its former sub-
sidiary. In our May 26 issue, we not-
ed that BCE believes that your “ad-
justed cost base should be allocated
as follows: BCE shares, 30.79%; Nor-
tel Networks shares, 69.21%.” Since
Nortel’s split, however, you should
allocate 34.605% to each Nortel share.
   Say you bought BCE at $50 a share.
Under BCE’s recommended alloca-
tion, the adjusted cost base of your
BCE shares fall to $15.395 ($50 times
0.3079). Meanwhile, your two Nortel
shares now have an adjusted cost
base of $17.3025 each ($50 times
0.6921 divided by two).

KEY STOCK

FOLLOW UPS:

" MAGNA INT’L INC. $74.65
   We included Magna International
in our March income portfolio. Mag-
na’s price of just $58.25 a share at the
time meant that it provided a high
yield. We wrote “The yield reflects a
major decline in Magna’s share price.
It now trades about 40% below its 52-
week high of $96.25 a share. In fact,
Magna trades just a touch above its
book value of $54.93 a share. This is
too low given its rising profits and
strong consumer spending which
should keep the good times rolling.”
   At $74.65 a share, Magna is no long-
er a bargain. Still, its performance is
impressive. In the first quarter, Mag-
na made $146 million (all figures ex-
cept share prices in U.S. dollars), or
$1.55 a diluted share versus $104 mil-
lion, or $1.17 a share, a year earlier.
Sales rose 19% to $2.7 billion, reflect-
ing an 11% and 10% rise in North
American and European content per
vehicle. Higher sales and economies
of scale lifted the operating margin to
12.5%, up from 10.9% a year earlier.
Cash flow from operations was up
30.5% to $269 million.
   Despite higher interest rates and
gasoline prices, consumer confidence
and demand for new cars remains
strong in North America and Europe.
Magna is taking advantage of this
and its $504 million of cash to make

Slowdowns: A slowdown in the North American heavy-
duty truck market has hurt Western Star Truck Holdings Ltd.
$18.50 (TSE: WS). In the nine months ended March 31, WS made
$1.89 a diluted share from continuing operations, almost double
$0.95 a share a year earlier. But in the third quarter, profit from
continuing operations fell 47% to $0.40 a share from $0.75 a share.
The slowdown is due to higher gas prices, an oversupply of used
trucks and rising interest rates. So WS plans to cut production to
20 trucks a day, lay off 200 workers and extend its summer shut-
down. The new South Carolina plant is making four trucks a day.
After-market parts should keep offsetting the slowdown as opera-
tors spend more on maintaining truck fleets. Meantime, new or-
ders for Orion buses means the recent selloff is overdone. Buy WS.

acquisitions and grow faster than its
competitors. For example, Magna ac-
quired the other 40% interest in a Eu-
ropean metal-forming unit. It’s also
investing in hydroforming (using wa-
ter pressure to make parts). Hydro-
forming may become a $12 billion
market. That’s because it cuts the cost
and weight of parts. With increasing-
ly tough emission standards and
higher gas prices, lighter parts and
hydroforming should be popular.
   Our Investment Policy Committee
rates Magna a “hold”. You might
consider the company, however, if
you own too few manufacturers. 

TSE—MG.A; Rating: Conservative; Sec-
tor: Manufacturing; Dividend: $1.20 U.S.;
Yield: 2.4%; O/S shares:78.5 million; MRI:
4.5; MGI: 0.7; Five-year return: 4.1%; 52-
week range: $90.00—$55.10; Debt-to-
equity: 7%; ROE: 13.6%; Directors (and
employees) own: 6.6%; Phone: 905-726-
2462; Internet: www.magnaint.com.

NON-KEY STOCK

FOLLOW UPS:

" ABITIBI-CONSOLIDATED $15.15
   Abitibi earned $6 million, or $0.03 a
share, in the first quarter. It writes
that this “was an $89 million im-
provement compared to the first
quarter of 1999 net loss of $83 mil-
lion”. But in last year’s first quarter
Abitibi took after-tax restructuring
charges of $92 million. Otherwise,
Abitibi would have earned $9 mil-
lion, 50% more than in this year. Part
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of the charges were for “restructur-
ing” and “synergy”. We see little evi-
dence of synergy in Abitibi’s results.
   Abitibi acquired Donohue on April
18. As this was after the end of the
quarter, Donohue has yet to contrib-
ute to Abitibi’s performance. Abitibi
still expects the merger to create $250
million in “annual synergy savings”.
   A concern is that Abitibi’s long-
term debt at the end of the quarter
was $2.9 billion, up 8% from a year
earlier. It exceeds Abitibi’s equity of
$2.7 billion and is a hefty 27 times
last year’s cash flow. Worse, Abitibi
plans to draw $1.6 billion from a
bridge loan to help pay for Donohue.
Abitibi writes “management expects
to replace this bridge financing with
longer-term instruments at competi-
tive commercial rates prior to the end
of its (18-month) term.” 
   The addition of Donohue and a fa-
vourable outlook for the prices of
newsprint, paper, pulp and lumber
should make this loan more manage-
able. Still, if higher rates stop this his-
torically long expansion anytime
soon, Abitibi’s enormous debt would
hurt the company’s profits.
   Then there are the industry-wide
risks. The adoption of tougher new
environmental regulations and laws,
for example, could hurt Abitibi’s
business. So could a strike by the
workers and so on.
   In the May 26 issue, we wrote “con-
sider taking some profits from Abiti-
bi if you’re a conservative investor”.
This advice still stands.

TSE—A; Rating: Conservative; Sector:
Resources; Dividend: $0.40; Yield: 2.6; O/
S shares: 190.6 million; MRI: 8.0; MGI: —;
Five-year return: -3.4%; 52-week range:
$20.55—$11.05; Debt-to-equity: 105%;
ROE: -9.7%; Directors own: 0.1%; Phone:
514-394-2176; Internet: www.abicon.com.

" GTC TRANSCONTINENT. $16.90
   GTC Transcontinental Group did
well in the second quarter and first
half of fiscal 2000 (fiscal years end
October 31). The second quarter
made it 21 quarters in a row of grow-
ing revenues and profits. In the first
half GTC earned $28.9 million, or
$0.78 a share, up 36.8% from $21.3
million, or $0.57 a year earlier.
   GTC’s vice-president and chief fi-
nancial officer, Daniel Denault, said
“Our strong growth in earnings con-
tinued thanks to numerous synergy

initiatives which helped lower costs
and increase productivity”. GTC’s
publishing division, for example, is
digesting the recently-acquired Ples-
man Communications and Télémedia
Publications. The centralization of
administrative tasks is one area that’s
paying off.
   In 1996, GTC promised to grow its
revenues and earnings by at least
15% a year. So far, it has exceeded
15%. This year, GTC is expected to
earn $1.62 a share, up 33% from $1.22
a share in 1999. Based on its current
price, GTC trades at a forward price-
to-earnings ratio of only 10.4 times.
Since its growth rate is well over
15%, we believe that it’s a bargain.
  Analysts agree with us. One calls
GTC “massively undervalued”. He
raised his target price from $27 to $29
a share. Another analyst sees GTC
rising to $24 a share. If GTC hits even
just this lower price target, it would
deliver capital gains of 42% over the
coming year.
   While you wait for capital gains,
you’ll pick up a yield of 1.18% from
the dividends. After all, GTC raised
its dividend this year to $0.20 a share,
up from $0.16 a share last year.
   We’re also impressed by manage-
ment’s methodical step-by-step ex-
pansion within existing markets and
into new markets. They know how to
make their industry pay.
   Buy GTC while it’s still a bargain.

TSE—GRT.A; Rating: Average; Sector:
Consumer; Dividend: $0.20; Yield: 1.18%;
O/S shares: 37.1 million; MRI: 9.2; MGI:
1.5; Five-year return: 14.1%; 52-week
range: $20.90—$15.75; Debt-to-equity:
83%; ROE: 11.4%; Directors own: 27.9%;
Phone: 514-954-4000; Internet:
www.transcontinental-gtc.com. 

Diversify:  ATS Automation Tooling Systems Inc.
$27.95 (TSE: ATA) overcame the loss of a big microelectronics
contract by adding lots of new work in old markets plus in a new
market, health care. ATS also won fibre-optics business (3% of fis-
cal 2000 sales) and set up a unit to serve semiconductor markets.
Its successful diversification program should protect it from over-
reliance on any one client or industry. That’s why in fiscal 2000
(ended March 31) it earned $0.63 a share (before unusual items),
down only 9% from $0.69 a share last year. ATS recently added
340 employees and spent $26 million to expand its plant. ATS can
fund future expansion as needed and recently acquired 42 acres of
land for long-term growth. ATS began fiscal 2001 with a lot of mo-
mentum and expects to benefit from solid and profitable growth.

" LAIDLAW INC. $0.68
   Safety-Kleen Corp. and 73 of its
U.S. subsidiaries filed for Chapter 11,
under which U.S. companies seek
protection from their creditors. This
is another blow for Laidlaw, which
owns 44% of Safety-Kleen.
   Peter Chapman, the president of
Bankruptcy Creditors’ Service Inc.
said “Don’t look for Safety-Kleen’s
restructuring to be short and sweet.
These cases have the hallmarks of a
long and arduous restructuring: $3.1
billion of debt to restructure, an ex-
ceedingly complex capital structure,
unreliable financial statements, and
staggering environmental liabilities.
Further, Safety-Kleen’s tumble into
Chapter 11 is likely to be followed by
an insolvency proceeding by Laidlaw
Inc., given the amount of Safety-
Kleen debt for which Laidlaw is on
the hook.”
   Indeed, it’s hard to see how Laid-
law could raise money. After all, on
May 18 Laidlaw stopped paying in-
terest saying “The cessation of bank
and public debt interest payments
will ensure our operating businesses
have adequate working capital.” 
   Laidlaw is in negotiations with its
bankers. The only positive thing is
that Laidlaw owes so much that its
lenders may decide they can’t afford
to let Laidlaw fail. Laidlaw is only for
speculators able to accept very high
risk for potentially big gains. 

TSE—LDM; Rating: Speculative; Sector:
Multi; Dividend:—; Yield: —; O/S shares:
325.9 million; MRI: —; MGI: —; Five-year
return: -94.2%; 52-week range: $11.40—
$0.59; Debt-to-equity: 747%; ROE:     
-44.9% (in 1999); Directors own: 0.4%;
Phone: 905-336-1800; Internet:
www.laidlaw.com. 
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Investment opinion: How to assess debt
One of the measures we always use in our back

page is the debt-to-cash flow ratio (long-term debt
divided by annual cash flow). A more commonly-
used measure is the debt-to-equity ratio (long-term
debt divided by shareholders’ equity). In both cases
a lower number is better, of course. Between these
two measures, however, we prefer the debt-to-cash
flow ratio. That’s because the debt-to-equity ratio
suffers from several drawbacks.

Distinguish between equity and liquidity

First, a company may find it hard to turn equity
into cash to meet its debts. Intangible assets like
goodwill, for example, are most likely of no value
(though strong brand names have value). Selling ob-
solete machinery or old inventory may fetch little. In
other words, it’s important to distinguish between
equity and liquidity. The ability to generate cash is
critical to paying interest and repaying the principal
in a timely manner. Cash flow is, of course, the de-
nominator in the debt-to-cash flow measure.

Second, many non-cash items affect shareholders’
equity. Recently, for example, the Accounting Stan-
dards Board of the Canadian Institute of Chartered
Accounts issued two new recommendations. These
relate to how to account for employee future bene-
fits and income taxes. Both recommendations usual-
ly result in companies taking charges against their
retained earnings. When you reduce retained earn-
ings, of course, you worsen the debt-to-equity ratio.
Yet this book-keeping change has absolutely no im-
pact on a company’s cash flow or liquidity. So it has
no impact on the debt-to-cash flow ratio (see box
this page for example involving Dorel Industries).

Non-cash items change debt/equity ratios

Similarly, what we like about the debt-to-cash
flow ratio is that it compares the size of the debt to
cash items only. You get the cash flow figure from
the statement of cash flows. It’s cash flow from oper-
ations before changes in non-cash working capital.

From the statement of cash flows, you start with a
company’s profit or loss. Then you add back non-
cash items. Consider, for example, depreciation. You
must deduct depreciation in calculating the compa-
ny’s profit or loss. But keep in mind that there’s no
actual cash payment for depreciation (you paid out
cash only when you originally bought the asset). So
adding back depreciation to the net income helps

you arrive at the true cash flow. Similarly, you add
back amortization, minority interests in losses of
subsidiaries, equity in the losses of associated com-
panies, a rise in deferred taxes, losses on the disposal
of assets and so on—in short, anything that reduced
earnings yet involved no actual cash payments.

Conversely, you deduct any items that increased
earnings yet provided no cash inflows. This is the
opposite of the above adjustments. For example, de-
duct the minority interest in income of subsidiaries.
Just remember to annualize the quarterly cash flow
(unless the firm’s cash flow fluctuates from quarter
to quarter). Annualizing will tell you the yearly
amount of cash flow available to carry the debt.

Once you’ve made all the above adjustments, you
know exactly how much cash flow the company
generated during the quarter or year. This gives you
a very accurate picture of whether the company can
carry its debt load. Certainly a more accurate picture
than the debt-to-equity ratio gives.

Dorel has little debt

Dorel Industries is now a Key Stock (see
pages 193 to 195). Dorel’s debt-to-cash flow ra-
tio is only 1.3 times—a very manageable level.
The company’s debt-to-equity ratio is 0.44 to
one (or 44 cents for every dollar of equity).

On this page we show why we prefer debt-
to-cash flow ratios over debt-to-equity ratios.
Consider, for example, the two new accounting
standards relating to employee future benefits
and income taxes (described on this page). 

Dorel took a $9.1 million charge against re-
tained earnings to account for employee future
benefits. Dorel charged off another $3.1 million
in accordance with the new standard relating
to income taxes. On March 30, Dorel’s debt-to-
equity ratio was 0.42 to one. The next day,
when the charges were taken, the debt-to-
equity worsened to 0.44 to one.

Both charges are non-cash write-offs that
have no impact at all on Dorel’s cash flow or li-
quidity. As a result, the debt-to-cash flow ratio
remained unchanged. So it’s a better indicator
of Dorel’s ability to carry its debt load. 
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The Market Outlook
While central banks control the short end of the yield curve, the long end

reflects supply and demand. Conditions now favour long-term borrowers.
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Auto stocks

See about ATS Automa-
tion, Magna and Western
Star on pages 197 and 198.

We now rate Ballard
Power Systems a “sell”.
Ballard is making progress
in commercializing its fuel
cell. But competing tech-
nology and no fueling in-
frastructure means Ballard
is likely to keep losing
money. It may eventually
have to issue new shares
to finance its growth—a
disadvantage according to
Fisher (see page 195). Its
extremely high share price
reflects expected growth.

While most of the firms
in the table have low P/E
and P/CF ratios, this is
common for cyclical firms
in an upswing. They may
become expensive if, for
example, higher rates hurt
their sales and earnings.

Normalizing (for one-
time items) and annualiz-
ing Reko’s cash flow (see
page 199) pushes up its P/
CF and D/CF ratios. Still,
Reko should soon benefit
from recent investments
and design changes asso-
ciated with new car pro-
grams. It truly is cheap
and trades far below its
tangible book value of
$6.70 a share. Buy Reko.
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The Toronto Exchange by Sectors
Price/earnings ratios remain high, so be cautious.

Consumer
Financial
Manufacturing
Resources
Utilities

Investment
sector

% change in
past week

% change in
past month

% change in
past year

9819.63 9679.65 6895.62
29.24 28.66 32.84

1.11% 1.13% 1.55%
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THE BACK PAGE
 A weekly feature that examines the market outlook, with a focus on a particular industry.
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The Yield Curve

The yield curve depicts the relationship between the yield on bonds with different maturity dates. The slope
of the yield curve is important because it indicates the current state of the market. If the slope moves positively
from bottom-left to top-right, it’s a bullish market. When it’s flat, markets are neutral. A negative-sloping curve
(top-left to bottom-right), indicates a bearish market.

Two auto parts stock buys
Below are two auto parts stocks that offer capital gains potential over the
next few years. Note their quality ratings and our current advice. 

Book Earnings / share Quality
Company & Symbol Price Value P/CF* D/CF** P/E 1999 2000E Rating      Advice
Reko International (REK) $2.40 $6.91 1.3 2.5 5.2 $0.92 0.46 Speculative Buy
Western Star Truck (WS) 18.50 20.83 2.5 3.0 8.4 1.99 2.20 Average Buy
Magna Int’l (MG.A) 74.65 69.43 4.9 1.4 10.8 6.90 6.93 Conservative Hold
Linamar Corp. (LNR) 13.75 6.73 6.6 0.0 13.2 0.92 1.04 Average Hold
ATS Automation (ATA) 27.95 6.07 24.1 0.8 38.3 0.65 0.73 Higher Risk Hold
Budd Canada (BUD) 23.00 23.77 5.5 0.0 9.6 2.27 2.46 Higher Risk Hold
Decoma Int’l. (DEC.A) 11.20 6.66 10.5 2.4 9.5 0.81 1.18 Higher Risk Hold
Uni-Select Inc. (UNS) 10.40 5.98 8.3 0.2 10.3 1.01 1.01 Higher Risk Hold
Ventra Group (VTA) 1.55 3.23 1.2 2.3 5.2 0.35 0.30 Higher Risk Hold
Ballard Power (BLD) 118.60 11.62 120.0 0.0 -130 -0.89 -0.91 Higher Risk Sell

E - Earnings for 2000 are estimated. In some cases estimates are for fiscal 2000.
*Price-to-Cash Flow - Stock price divided by cash flow per share; a number below 5.0 may be a buy indicator.
**Debt-to-Cash Flow - Long-term debt divided by cash flow; a number below 2.0 times indicates a company can  
adequately manage its debt-loads.

+1.21 -2.09 +8.74
+0.86 +7.25 +15.31
+1.23 +11.60 +107.43
-0.91 -5.64 +10.11
+0.41 +1.45 +29.99

10614.06 10794.76 10490.51
20.70 21.40 25.50

1.58% 1.53% 1.63%

Dow Jones
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Div. Yield

June 9 June 2 One Year ago


