
How many of you have heard of the “New Normal?” And I’m not talking about the new NBC 
sitcom about a gay couple that wants a baby.

It’s the term Bill Gross, the world’s largest bond fund manager, popularized in May 2009 to 
describe the slow-growth economic environment.  He said it would last for a long time.  We 
agree.  As Hank said, we expect a muddle-through economic environment to persist for the 
foreseeable future. 

But we also think slower growth is a good thing if it is a consequence of reducing leverage 
and getting financially fit, which is what is happening.  I bet you didn’t know that U.S. 
consumer leverage has already been reduced to its level in 2003.  
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More recently, Mr. Gross said the cult of equities was dying, and that investors should expect 
annual returns averaging 2 per cent for bonds and 4 per cent for stocks.

It’s hard to argue with his perspective on bonds, with 10-year government bonds already 
yielding roughly 2 per cent in both Canada and the United States. But 4 per cent on stocks?  I 
don’t buy his argument.

Source: Wall Street Journal Blog, July 31, 2012
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Our all-stock Model Portfolio has compounded at roughly 11.5 per cent over the last 10 years 
despite a major financial crisis and deep recession in the middle.  The Model Portfolio is up 
even more over the longer-term.  I still think an average annual return of 8 to 10 per cent is an 
achievable expectation over the next 10 years. 
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Before I tell you why, I want to talk about one of my favourite books, Moneyball, which was 
written by Michael Lewis.  It was also made into a movie starring Brad Pitt and Jonah Hill. 

It’s a David and Goliath story in baseball that chronicles how the Oakland A’s general 
manager, Billy Beane, created a winning team on a shoestring budget.

I’m not a big baseball fan and I don’t normally read books on sports, but I enjoyed the 
Moneyball story in part because it has many similarities to successful investing. 

I have a movie trailer that does a good job highlighting the key elements of the story.

Cover source: Moneyball, Michael Lewis (image from wikipedia.org)

Movie poster source: Sony, Columbia Pictures (image from imdb.com)
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The backdrop is as follows: After the 2001 season ends, Billy watches his best players get 
shipped off to the New York Yankees or teams with much deeper pockets.  Financially, the 
team is at a huge disadvantage — the A’s have a player budget of $40 million versus $114 
million for the Yankees. 

So, here is the link to the clip: Moneyball Trailer

2013 Odlum Brown Annual Address 

Page 5 of 33

http://www.youtube.com/watch?v=AiAHlZVgXjk


There are three key themes that come out of the story that apply to investing:

1. Think differently.  Doing what everyone else does will lead to mediocrity.  To succeed in 
baseball and investing you must be willing to look where no one else is looking.  

2. Appreciate the difference between price and value. To the Oakland A’s, this meant 
finding players with qualities that were greatly undervalued by the market – players who 
got on base as opposed to those who “just looked like baseball players.”  Teams that 
overpay for high profile players are similar to investors who buy hot stocks that are hyped 
on CNBC.

3. Be disciplined and long-term oriented.  The A’s had a horrible start to the 2002 season 
and Billy risked losing his job, but they stayed with what made sense and ended up 
achieving a return on investment, measured by wins, that was three times what the 
Yankees achieved.  Similarly, our good performance over the last few years is largely a 
function of a strategy that was put in place more than five years ago. Our relative 
performance was poor at times and frustrating for us and clients, but by sticking to our 
discipline we’ve had a fairly satisfying outcome.

One of the notable lines in the movie that wasn’t in the trailer was from Peter Brand, the 
mathematical brains behind the A’s different approach to winning baseball.  He said, “Baseball 
thinking is medieval.  They are asking all the wrong questions.”
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The wrong questions! That is something we see all the time in the investment world.  

For example, let’s talk about the obsession investors have with the big picture and the outlook 
for economic growth.  Given all the attention, you would think that economic growth and stock 
market returns are correlated, and that the answer to the growth question would give a good 
read on the outlook for the stock market.  BUT IT IS THE WRONG QUESTION!  Stock 
returns and economic growth are not well-correlated. 
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If growth mattered, the Chinese stock market wouldn’t be down more than 55 per cent from its 
high in late 2006.  There is a lot of research that indicates faster growing countries typically 
achieve lower stock market returns.  This is true for both developed and emerging markets.
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The chart illustrates the point.  The vertical axis plots inflation-adjusted stock market returns 
and the horizontal axis plots economic growth for a number of developed countries over a 100 
year period.  The results look a bit like they came out of a shotgun, but that best-fit 
relationship is highlighted by the line that slopes downward to the right, meaning higher 
economic growth is generally associated with lower stock market returns.
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If we rank U.S. economic growth by decade (in red) between WWII and the turn of the 
century, as we have in this chart, and compare it to stock performance (in blue), it’s interesting 
to note that the 1950s and 1990s were the two slowest growth decades, yet they were also 
the decades with the best stock market performance.  

Another interesting fact is that the best decade for stock returns, the 1950s, was also the 
decade with the highest marginal tax rates (92 per cent).   Keep that in mind when you start 
hearing that higher taxes are going to kill the stock market.
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Most fascinating and perplexing is the fact that there is a counterintuitive relationship between 
growth at the individual company level and stock performance.

James O’Shaughnessy, a Portfolio Manager and author of What Works on Wall Street, 
quantified the matter.  He studied a large universe of stocks over a long period to see how 
different trading strategies performed. One of the most shocking findings was that a portfolio 
of stocks with the highest sales growth did considerably worse than a portfolio of companies 
with the slowest growth rates.  In fact, when he rebalanced a hypothetical portfolio every year 
for 40 years with the 50 fastest growers, the compound annual return was 0.0 per cent.  It 
went nowhere! 

On the other hand, the portfolio of slowest growers compounded at an 8.3 per cent annual 
rate, miles ahead of the high growth companies.
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There are two main reasons why high growth often doesn’t translate to high returns. First, 
high growth stocks frequently get overhyped.  Take Chipotle Mexican Grill as an example.  
Mad Money host Jim Cramer was pounding the table and telling investors to buy it when 
company fundamentals were strong in April and the stock was flying high above $400.  The 
stock fell as low as $236 in October because growth wasn’t living up to investors’ lofty 
expectations. 

Source: CNBC 
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The other reason growth is not the be-all-and-end-all is that high growth attracts investment 
and competition, and that tends to put downward pressure on corporate profit margins.  That’s 
probably the main reason the Chinese stock market is doing poorly.  Chinese companies are 
experiencing a classic profit squeeze, having expanded capacity aggressively at a time when 
global demand growth is faltering.  It’s a simple case of supply overwhelming demand. 
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So, what are the right questions?!? There are two key ones:  Is it a quality business?  And 
is the price right? 

The quality question is intuitive.  More profitable businesses, businesses with high return on 
capital, make for better stocks.  
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The far more important question is price.  High quality businesses only make sense as stocks 
if they can be bought at the right price.  This chart illustrates the results from the 
O’Shaughnessy work on price-earnings multiples over the same 40-year period as the sales 
growth study.  Stocks with the best valuations, those with the lowest price-earnings ratios, 
compounded at an annual rate of 15 per cent versus less than 7 per cent for the expensive, 
high price-earnings ratio stocks.    

The price you pay for a stock has an enormous impact on subsequent returns and yet 
investors are often emotional and frequently let recent price trends overrule valuation 
considerations and common sense. 
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We think stocks, and U.S. stocks in particular, will do much better than Bill Gross’s 4 per cent 
estimate because valuations are reasonable.  History is certainly on our side. This table 
shows average 10-year returns from various starting price-earnings valuation levels.  When 
starting valuations are low, subsequent returns are good, and vice-versa.

U.S. stocks did horrible in the 2000s because they started off very expensive.

In 1999, the U.S. market was priced at a hair-raising 30x earnings, and subsequently the 
market generated an annual return of 1.7 per cent, almost bang on the 1.5 per cent average 
from that starting level. Canadian stocks were a little less expensive, at 24x, so it’s not 
surprising that they delivered a better compound annual return of 5.4 per cent (note: figures 
from December 31, 1999 to December 31, 2012).

With the U.S. and Canadian benchmarks currently priced at roughly 14 times earnings, history 
would lead us to believe that compound annual returns better than 10 per cent are possible.  

In Moneyball, Billy Beane talked about counting cards at the Blackjack table, and 
stacking the odds in their favour.  The same concept applies to investing.  When you 
buy cheap stocks, you greatly improve your odds of doing well.

So, you should ignore Bill Gross’s musings about the Death of Equities and focus on the 
facts. The fact is equities are attractively priced, most likely because investors are fed up with 
volatility and poor returns.
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We’ve seen the “Death of Equities” movie before and it had a happy ending. It was the 
Business Week cover story in August 1979. 

At the time, stocks were being abandoned because they had risen only 14 per cent over the 
previous 10 years. It didn’t matter that earnings had risen 10 times as much over the period 
and that valuations were outstanding.  Nobody wanted to be in an asset class that had been 
dead money for a decade.

Look what happened over the subsequent 10 years. The market rose more than 200 per cent, 
despite earnings growth of less than half the rate of the previous 10 years.  

Source: Business Week Magazine, August 1979
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These days, there are a lot of commentators debating the sustainability of earnings growth, 
but that’s another question that misses the mark.  While it’s true that earnings growth 
drives stock prices over the very long-term, there is little correlation over shorter 
periods.  

Consider the performance of the U.S. market over the last two decades.  I’ve divided the chart 
into two periods – the 1990s and the 12 years since.  Earnings more than double in both 
periods, and yet the market went up more than 300 per cent in the first period and only 2 per 
cent in the second.  The market went nowhere in the second period even though earnings 
grew a little more than the first period.  

The reason stocks did so much better in the 1990s than the subsequent period is because 
they started the decade cheap and ended very expensive. 
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Investors have a nasty habit of extrapolating price trends far into the future and ignoring 
underlying fundamentals and valuations.  Consider the attitudes of Canadian investors today 
versus the turn of the century.

At the end of the 1990s, Canadians were tripping over themselves as they rushed to buy 
overpriced U.S. stocks with 65-cent dollars because U.S. stocks produced a total return, 
including dividends, of 565 per cent in the 1990s, more than three times what Canadian 
stocks produced.  Moreover, Canadians wanted to get their money out of the country because 
there was a real concern that the Canadian dollar would go to 50 cents.  We were advising 
investors to do the opposite for the simple reason that there was much better value in 
Canada.

As it turns out, price mattered.  Canadian stocks have done much better than U.S. stocks 
since the turn of the century.  And if you avoided just one very expensive stock, Nortel, and 
focused on other neglected Canadian stocks, you would have done considerably better than 
the chart suggests.    

Not surprisingly, the superior performance of Canadian stocks has caused Canadians to 
favour Canadian stocks over U.S. stocks, despite much better value south of the border.    

Only recently are Canadians starting to realize that that is a mistake, with U.S. stocks doing 
significantly better than Canadian stocks over the last two years. 
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This chart highlights cumulative returns for the Odlum Brown Model Portfolio and the North 
American equity benchmarks since 1999.  We have done fairly well because we have tried to 
ask the right questions and focus on the things that really matter, and most importantly, 
because we have been willing to be different.

In 2000, 2001, and 2002, our portfolio went up as the market corrected because we avoided 
expensive technology stocks and instead focused on neglected Canadian equities.
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More recently, in late 2005/early 2006, we made the very controversial decision to 
recommend a major shift out of Canadian Resource stocks in favour of big American 
companies.

While we were somewhat concerned about global growth at the time, due to weakness in the 
U.S. housing market, sky-high oil prices, and tighter monetary policy, we made the shift 
primarily because high quality businesses like Coca-Cola were trading at very good valuations 
for the first time in our careers.  

Consequently, we have a Model Portfolio that looks very different compared to the market and 
how it used to be positioned.  Almost half the money is outside the country today, whereas our 
foreign content was only 10 per cent a decade ago. 
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Aside from valuation considerations, the other reason to invest outside of the country is the 
fact that there are far fewer high quality companies in Canada and much less diversity across 
sectors.  More than three-quarters of the Canadian stock market is either a Resource or 
Financial stock, as illustrated in the pie chart on the left.

We don’t think it makes a lot of sense to have half of an equity portfolio exposed to cyclical 
resource stocks when global growth is likely to be sluggish for an extended period.  But not 
many Canadian investment managers are willing to make that bet, because of the 
career risk that comes with being different. Most money managers are more concerned 
about relative returns than absolute returns.  By that, I mean most money managers are 
thrilled if their portfolio is down 10 per cent when the general market is down 12 per cent.   

We are focused in absolute returns and are willing to be different in order to protect 
and grow wealth over the long-term. 

Not only have we been able to better diversify our risks by buying high quality U.S. stocks, but 
we also believe that we have significantly enhanced our return potential because quality 
comes at a much more attractive price in the U.S. market.  

2013 Odlum Brown Annual Address 

Page 22 of 33



Because the shares of big, successful U.S. companies have been depressed for so long, we 
think the stage has been set for a long period of outperformance.  In fact, we have seen the 
same thing unfold before.  The long-term chart of Coca-Cola illustrates the point.  

In the late 1960s/early 1970s, Coke was one of the so-called “Nifty Fifty” companies that got 
so popular and expensive that the stock went through a long period of poor performance even 
though the company’s earnings rose dramatically.  Coke’s stock dropped almost 60 per cent 
between 1973 and 1981 despite earnings rising more than 100 per cent.  

With earnings rising and the stock falling, the valuation got so cheap that the pent-up potential 
was like a coiled spring.  The stock went up 67-fold over the next 17 years, once again getting 
very expensive in the late 1990s, along with a lot of other big U.S. stocks.

From that extreme valuation, the stock went through another long period of poor performance.  
From 1998 to 2009, the stock dropped almost 60 per cent even though earnings more than 
doubled.   

The stock has roughly doubled off its 2009 low, but because the valuation is still attractive, we 
think there is still a lot of pent-up potential. 

The exciting thing is the pattern and potential is similar for a lot of big, blue chip companies.  
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Consequently, we own a lot of very high quality foreign stocks in our Model, some of which 
are highlighted in the chart.  

Most of the foreign stocks are very large multinational companies listed in the U.S., and they 
are concentrated in sectors that are not well-represented in Canada: 

1. Consumer Product companies like Coke and Starbucks; 
2. World-class Technology companies like Apple and Google; 
3. Industrial powerhouses including GE and 3M; and 
4. Solid Health Care firms like Johnson & Johnson and Stryker.

One normally has to pay a big premium for the highest quality stocks, but because 
these stocks went through such a long bear market caused by gross overvaluation in 
the late 1990s, they still represent the best value in the market.  They are not the 
misfits!
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Despite a much lower commitment to the Resource sector than the typical money manager, 
we still see some good value, particularly in the Energy sector.  For that reason, our resource 
holdings are weighted toward Energy stocks.

We like fertilizer because we believe demand will grow alongside the world population. We 
recently recommended a swap from Agrium to Potash for valuation reasons.  Potash has 
recently completed a major capital spending cycle, so cash flow should be excellent for the 
next few years.   

We also have a position in Barrick because the share price is depressed, but overall we have 
very little gold exposure compared to the benchmark.  We simply see better value in other 
sectors.  

The other notable fact is that we don’t own any mining companies like Teck, because we think 
the industry is very vulnerable to sluggish global growth and potential weakness in China, due 
to overbuilding.   
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Financial Services is a large and important sector, and another area where our positioning is 
very different than the benchmark.  

We only have a 7 per cent weight in Canadian banks, one-third of what we had a decade ago 
and half the representation in the TSX Index.  We prefer the banks that have the biggest 
foreign operations, namely TD, BMO, and Scotia, since that is where we are most excited 
about growth.

With U.S. banks trading at roughly half the price-to-book valuations of the Canadian Banks, 
and the U.S. economic outlook improving, we simply see a lot more upside in names like 
JPMorgan and Bank of New York Mellon.

Warren Buffet’s Berkshire Hathaway is another good way to participate in a brighter American 
economy, as is Howard Hughes, the real estate play that I mentioned at our Annual Address 
last year (it has rallied more than 50 per cent since).

Here at home, Intact, Brookfield, and Onex are solid companies and good values, whereas 
Manulife is a cheap option on a turnaround situation.
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Overall, we are optimistic about making money in the stock market because there are plenty 
of good businesses trading at good prices.  

I haven’t talked much about the economy today, because stock prices, and not the economy, 
are the primary driver of stock market returns. 

We do think the economic recovery will remain on track and expect the world to slowly get 
better.  As that happens, businesses will grow, increase their dividends, and their share prices 
will rise as investor sentiment improves.  

Still, I’m sure you are wondering how we can be upbeat when there are so many problems in 
the world.   

Our comfort comes from studying history and knowing that it is not the current state of the 
world that matters, but rather what the world is going to look like in a couple of years. If the 
world’s problems gradually get resolved, as we expect, and we go from bad to better, 
then the market will climb the proverbial wall of worry. 

Let me be more specific and talk about the U.S. fiscal situation in particular. 

2013 Odlum Brown Annual Address 

Page 27 of 33



While the politicking in Washington is both unnerving and nauseating, I don’t see the fiscal 
debate as the mess that some people see.  Rather, I see it as a healthy, positive 
development.  

There is no doubt that the U.S. has to deal with its long-term fiscal issues.  The fact that 
everyone is focused on the problem is a good thing. 

The situation reminds me of Canada’s fiscal predicament in the early 1990s.  Our situation 
was so dire that our interest rates were sky high, our dollar was sinking, and few thought that 
we could get out from under our debts.    

I remember the Fraser Institute arguing at the time that Canadians would never vote for 
higher taxes and lower spending because more than half of Canadians were on the dole in 
one form or another.  

However, Canada ultimately got out of its mess because Canadians voted for more 
responsible government and change.  I think Americans will do the same.  

From an investment perspective, “bad” things or situations are “good” if they are 
going to get better. Let me explain by talking about budget deficits.   Intuitively, we think 
they are bad, but they are actually good for investors, because stock prices are the best when 
economic conditions are poor and deficits are big.
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The last time the U.S. had a major budget deficit was 1982, not surprisingly during a nasty 
recession.  Three years later, stocks were up by more than 50 per cent because the economy 
got back on its feet, businesses prospered, and investor sentiment improved.

Conversely, it turned out to be a bad time to buy stocks during Bill Clinton’s final year as 
President in 1999, when the economy was humming, the technology mania was in full-swing, 
and the Federal government had a budget surplus.  Stocks fell 40 per cent over the next three 
years, primarily because they started being very expensive when everyone felt good about the 
outlook.  So, “bad” is often “good” when it comes to investing. 
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This chart shows the components of the U.S. budget relative to the size of the economy, 
namely outlays and receipts as a percentage of GDP.  You will note that the difference 
between outlays and receipts is trending in the right direction.  The gap naturally widens 
during recession as spending on things like welfare, unemployment insurance and state 
assistance rise, while tax receipts fall.  The opposite happens during the recovery.  In other 
words, a large chunk of the budget deficit is cyclical and it has already gotten a lot better.

The other notable fact is that tax receipts are very low relative to the size of the economy and 
the historic norm. Because the U.S. is a very wealthy country and it has a tax base that is very 
low compared to Canada and other developed countries, it has a lot of scope to solve its fiscal 
problems.  It won’t be easy and it will take time, but it can be done.

Besides, it rarely pays to worry about something that is front-page news – it’s already factored 
into the market.  I worry about the things that few worry about, like the deterioration in 
Canada’s economic fundamentals.
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Canadians are very aware of America’s problems, yet we should also look in the mirror.

We prefer Canadian stocks over U.S. stocks because our economy and stock market have performed 
better in recent years, but, frankly, that doesn’t make sense when you consider the facts. 

The U.S. federal deficit is getting better as ours gets worse.  Late last year, Canada’s Finance Minister 
Jim Flaherty said that the budget deficit will be much wider than expected due to slower global growth 
and lower commodity prices.

Our trade balance is also deteriorating because of weak global growth at a time when the U.S. trade 
situation is improving.

Canadian consumers continue to borrow and spend and we are now more leveraged than American 
and British consumers.  Canadian consumer leverage is at a record high whereas American consumer 
leverage is back down at 2003 levels.  

The U.S. housing market is in the early stages of recovery, whereas our housing market is losing 
steam.  Housing is a key driver of employment and since the U.S. housing outlook is much better than 
Canada’s, the odds are good that job growth will be better south of the border.

The U.S. economy is very insular compared to Canada’s export leveraged economy, and therefore it 
will likely fare better in a slow growth world.  

Because Canada will benefit from a stronger America, I’m not overly concerned about our country and 
stock market.  Nonetheless, I think we should reflect on our own situation and appreciate that 
there is a lot more scope for economic improvement in America.  
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The bottom line is we shouldn’t get too hung up on economics because there is no evidence 
that growth and stock returns are correlated.  

I run into a lot of people that think my job must be tough given all the problems in the world.  I 
feel quite differently.

I get out of bed every day excited about the opportunities in the market because there are 
many good companies trading at reasonable prices.  As long as that is the case, there is no 
reason not to expect equity returns of 8-10 per cent over the long-term.

Thank you.  
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Please read our Odlum Brown Limited Disclaimer and Disclosure - It is important!  
 
Odlum Brown Limited is an independent, full-service investment firm focused on providing professional investment advice and objective research. We 
respect your right to be informed of relationships with the issuers or strategies referred to in this report which might reasonably be expected to indicate 
potential conflicts of interest with respect to the securities or any investment strategies discussed or recommended in this report. We do not act as a 
market maker in any securities and do not provide investment banking or advisory services to, or hold positions in, the issuers covered by our research. 
Analysts and their associates may, from time to time, hold securities of issuers discussed or recommended in this report because they personally have 
the conviction to follow their own research, but we have implemented internal policies that impose restrictions on when and how an Analyst may buy or 
sell securities they cover and any such interest will be disclosed in our report in accordance with regulatory policy. Our Analysts receive no direct 
compensation based on revenue from investment banking services. We describe our research policies in greater detail, including a description of our 
rating system and how we disseminate our research, on the Odlum Brown Limited website at www.odlumbrown.com.  
 
This report has been prepared by Odlum Brown Limited and is intended only for persons resident and located in all the provinces and territories of 
Canada, where Odlum Brown Limited's services and products may lawfully be offered for sale, and therein only to clients of Odlum Brown Limited. This 
report is not intended for distribution to, or use by, any person or entity in any jurisdiction or country including the United States, where such distribution 
or use would be contrary to law or regulation or which would subject Odlum Brown Limited to any registration requirement within such jurisdiction or 
country. As no regard has been made as to the specific investment objectives, financial situation, and other particular circumstances of any person who 
may receive this report, clients should seek the advice of a registered investment advisor and other professional advisors, as applicable, regarding the 
appropriateness of investing in any securities or any investment strategies discussed or recommended in this report. 
 
This report is for information purposes only and is neither a solicitation for the purchase of securities nor an offer of securities. The information contained 
in this report has been compiled from sources we believe to be reliable, however, we make no guarantee, representation or warranty, expressed or 
implied, as to such information’s accuracy or completeness. All opinions and estimates contained in this report, whether or not our own, are based on 
assumptions we believe to be reasonable as of the date of the report and are subject to change without notice.  
 
The Odlum Brown Model Portfolio was established by the Research Department in Dec. 1994, with a hypothetical investment of $250,000. The Model 
provides a basis with which to measure the quality of our advice and the effectiveness of our disciplined investment strategy. Trades are made using the 
closing price on the day a change is announced.  Return figures are gross figures before fees. Past performance is not indicative of future performance. 
 
Please note that, as at the date of this report, the Research Analyst responsible for the recommendations herein, associates of such Analyst and/or 
other individuals directly involved in the preparation of this report hold securities of some of the issuer(s) referred to directly or through derivatives.   
 
No part of this publication may be reproduced without the express written consent of Odlum Brown Limited.  Odlum Brown Limited is a member of the 
Canadian Investor Protection Fund. 
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