
Economic conditions are improving steadily but in a subpar, uneven fashion.

We remain of the view that the global economy will “muddle” through. By this, we mean that 
while the recovery will continue, it will be below the growth rate typically associated with an 
economic expansion, and uneven in nature. We do not believe that North America will slip 
back into a double dip! Indeed that is a phrase we do not hear very often anymore. 

Many headwinds have dissipated or have become tailwinds, particularly in the U.S., where the 
housing market has embarked on a decent recovery.

Monetary stimulus is present almost everywhere in the developed world, the Euro bond 
markets have steadied remarkably and China appears to be headed for a pickup in growth.
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We are using the forecast of the International Monetary Fund (IMF) for world growth — it is 
typically conservative. The Bank of Canada has proven to be over-optimistic in the past and 
has had to pull back its forecasts consistently.

Forecast growth by the IMF for 2013 is 3.5 per cent and for 2014, it is 4.1 per cent.

As it is evident, growth will be uneven with Europe in recession; the Far East and emerging 
economies doing well; and North America seemingly stuck in a 2 per cent plus growth area. 
Our view is that U.S. growth estimates will be upgraded as the year goes along.

Canada has entered a soft patch and will need a further pickup in the U.S. economy to help 
exports. The Bank of Canada has had to back away from its view that it would have to tighten 
monetary policy this year. The Canadian dollar has been buoyed by massive direct investment 
and portfolio investment, and this strength is biting into our trade numbers. Also, the real 
estate market has been cooling noticeably.

Inflation is not a problem yet, despite the massive monetary and fiscal stimulus in place. 
Inflation expectations are rising to the 2.5 to 3 per cent area but there are almost no signs of a 
pickup in inflation this year.
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I thought that it was a good idea to illustrate the recovery in two of the most important sectors 
in the U.S. economy.

This slide illustrates the return to health of the employment market. While the economy is not 
generating enough new jobs monthly to make a dent in the unemployment rate, it is making 
steady progress. Estimates are that 250,000 - 300,000 new jobs monthly are required to get 
the rate down. The Fed has said that it will maintain stimulus until the rate falls to 6.5 per cent 
from the current 7.9 per cent.

2013 Odlum Brown Annual Address 

Page 3 of 27



The important housing market is staging a recovery in all categories. This shows the rate of 
price increases year-over-year as measured by the NAHB (National Association of Home 
Builders).

Strength is also evident in housing starts, building permits, sales of new and existing homes;
in addition, foreclosures are on the decline. Shortages of houses are being reported 
anecdotally in different regions. Rising house prices, of course, improve household wealth and 
consumer confidence.

I could display several other charts depicting the rise in retail sales, strong growth in 
consumer credit (mostly for big ticket items such as cars, not revolving credit card debt), 
expanding money supply and the like, but these two sectors, employment and housing, are 
all-important.
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Investors, after having had three solid years of strong returns from bonds, particularly 
Corporates, will now have to lower expectations and settle for returns close to or below zero. 
Corporate returns as measured by the DEX A Corporate Index, returned 8.36 per cent, 10.1 
per cent, and 6.85 per cent in 2010, 2011, and 2012, respectively.

If the U.S. 10-year bond ended the year at its present yield, it would produce a total return of 
0.0 per cent. If it reaches our target of 2.25 per cent, the return would worsen to -2.2 per cent. 
If its yield rose a full per cent to 3 per cent, the return would be -5.8 per cent.

Using an example closer to home in the Canadian Corporate bond market, the BMO 4.55 per 
cent of 2017 began the year at 2.30 per cent and are now at 2.40 per cent. If it ended the year 
at that yield, it would return 1.94 per cent. Should it rise by 25 basis points to 2.55 per cent, 
the return would fall to 1.16 per cent. To produce a zero rate of return, the yield would have to 
rise to 3 per cent.

We do not expect 2014 to offer any greater returns than this year as the global economy 
keeps growing and as inflation begins to rear its head. Investors should therefore reduce their 
expectations for returns from fixed income securities.
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This long-term chart on the yield on the U.S. 10-year bond going back to 1953 offers a useful 
perspective. This is a yield chart. Of course, bond prices move inversely to yields so inverting 
this chart (or standing on your head!) would produce the long-term trend in bond prices. Thus, 
the period from 1982 to the present has been marked by steady net advances in bond prices, 
which look to be ending.

The secular, or long-term, rise in yields ended in 1981-82 and since then, yields have 
progressively fallen. It is likely that this phase has ended or is in the process of ending; thus, 
returns will be disappointing henceforth for bond investors.

This process could take several years, with yields moving sideways at best, especially with 
the Federal Reserve continuing to influence bond prices and yields by purchasing massive 
quantities of bonds.
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On a more short-term note, this is the price chart for a 25-year Government of Canada bond. 
From July 23rd, this bond has dropped by more than twelve full dollars.

Why July 23rd? That was the day that the head of the ECB, Mario Draghi, drew a line in the 
sand, stating that he stood ready to do whatever was necessary to save the Euro. He has yet 
to buy a single bond, but bond yields in the peripheral countries such as Spain, Italy, and even 
Greece, have fallen sharply.
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This is a yield view of the previous chart, since bond prices and yields have an inverse 
relationship. Bond yields rise when bond prices fall and the inversion of this bond displays 
how long-term yields moved up in the last half of 2012.
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Corporate bonds have not been immune to this bond market sell-off.

This 5-year corporate bond has fallen by only 2 points since July 23rd as a result of its shorter 
term. It fell at a slower pace than 5-year government bonds.
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Not a day goes by without someone grumbling to me about how low yields are, yearning for 
the good old days when yields were double digit.

In the following three slides, I attempt to display how expensive bonds are. 
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Bonds are supposed to yield more than inflation. The Ibbotson-Sinquefield study, dating back 
to the mid-1920s revealed that government bonds should produce returns that are two 
percentage points higher than inflation. The comparable number for equities is six per cent 
after inflation. In other words, in the long run, ownership beats creditorship. If it didn’t, 
capitalism would fail.

This chart clearly displays how expensive this bond is with the yield actually falling below the 
inflation rate several times since 2008.

A return to historical norms based on current inflation would put the yield at 3.75 per cent. In 
addition, forward inflation expectations are in the 2.5 - 3 per cent area, implying a possible 
yield of 4.5 - 5 per cent for this bond.

I must take great pains to state that this is not a forecast. The extraordinary monetary stimulus 
in place will keep yields artificially low for some time. Absent that, yields would gravitate to 
these levels.
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In this slide, we show the relationship between bond yields and the Standard & Poors
earnings yield. The earnings yield is merely the inverse of the P/E ratio and obtained by 
dividing the earnings of the S&P companies by the index level.

There is a school of thought, often dubbed “the Fed Model,” which concludes that the yield on 
10-year treasuries should be equal to the earnings yield. The Fed has never endorsed this 
model. It was introduced by Economist Ed Yardeni.

It has not been a reliable indicator consistently, but given the massive intervention in debt 
markets by the Fed, it shows how expensive bonds are compared to equities.

The two yields were tracking closely until 2008. Since then, bond yields have fallen well below 
the earnings yield, indicating that bonds are expensive and equities are inexpensive, or some 
combination of the two.

Once again, this is not a forecast but another indicator of relative value.
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This is a more real world example. Here we display the after-tax yield, based on B.C. tax 
rates, of a 5-year Bank of Montreal bond compared to the after-tax yield of BMO’s common 
shares.

They should be close to the same but as this illustration shows, the after-tax yield of the bond 
is a mere 1.32 per cent compared to 3.34 per cent for the common shares. Put another way, 
the bond would have to offer a pre- tax yield of 5.94 per cent to match the dividend yield. That 
is a long way from 2.35 per cent!
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One outcome of the great credit recession has been the flight of capital to perceived safe 
havens. 

Canada emerged relatively unscathed during the post-recession environment, garnering 
international praise for the stability of its banking system plus the relative strength of its fiscal 
position. It remains one of the few AAA credits in the world. As such, our economy attracted 
significant direct investment and portfolio investment.
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This trend is depicted here with over $300 billion being invested by foreigners in our bond 
markets. This flow peaked in the middle of 2012 and, as many global headwinds are calming 
down, the flows are below peak levels but still positive with no signs of reversing.

These flows have hurt our economy by helping to boost our dollar to the point where exports 
have suffered.

These flows will continue in some fashion but at a markedly lower rate and there may be 
some months of disinvestment yet to come with the obvious implications for the dollar at the 
margin.
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Investment flows into investment funds have been solidly skewed towards bond funds since 
2008.

Fixed income mutual funds attracted over $50 billion net in the past three years, right up until 
December 2012. If I were to put up the chart for mutual equity fund sales, it would show 
almost an exact mirror image of the fixed income funds, with net redemptions in excess of $50 
billion for the same period. With the solid performance of corporate bonds mentioned earlier, 
these investors have done well.

ETFs had a similar experience ($7 billion in 2012 and $4 billion in 2011).

There has been much ado about “The Great Rotation” of investment flows out of bonds and 
into equities, but it is not manifesting itself in these flows. Although there are some signs of it 
beginning in the U.S. market. Once investors observe their fixed income returns faltering after 
three consecutive good years, they may begin to rethink their allocations.
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Given this view and the forecasts, what are investors to do? For the balance of my 
presentation, I will discuss a practical approach to fixed income investments.

While our forecast is for modest returns from fixed income investments for the next two years, 
it is nevertheless a forecast and subject to revision.
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On November 15, 2012, John Heinzl wrote a Globe and Mail article asking this question. I 
could pick nits with this approach as he used the identical yield and par value. With $100,000, 
you would buy $100,000 par value of GICs and, using his numbers, $95,000 of a premium 
bond selling at $105. Except that he used $100,000 of premium bonds in his example. He 
used identical yields as well, not a likely occurrence.

The smaller par value and higher bond yield would mitigate his claim somewhat, but the 
bottom line is:

Investing in the GICs at par is more tax effective than buying a bond at a premium.

This article caused a stir in the investment world.

I raise it to make two key points:

1. His article refers to making a new investment rather than considering a trade out of bonds 
into GICs. Those investors who have owned bonds for a period of time may have a cost at 
or near par and, in that case, this argument does not apply. The comparison is only for 
new purchases. It is not prudent, in my view, to sell a premium bond to purchase a GIC. 
Taking a capital gain is another thing altogether!

2. Now that we are facing a period when bond yields may rise, we may see bonds trading at 
a discount from par value and this would make them more attractive than GICs, reversing 
the argument.
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Yield is very important to fixed income investors, but so is preservation of capital. There 
remains a lot of fear of loss of capital so bonds will continue to attract investors even at these 
low yields.

There are many kinds of yields: dividend, yield to maturity, real yield, after-tax yield, trailing 
12- month distribution yield, yield to call date and so on. 
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Thus, it is paramount not to seek out the highest yield investments at this stage, they are 
usually the longest term and the lowest quality, and offer the risk of capital loss. Indeed, there 
are many new products coming to market which purport to offer you “safe” and high yields. 
These can be illusory and it is prudent to analyse them carefully. 
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When in doubt, avoid the temptation to reach for yield by employing the opposite of the Nike 
motto: JUST DON’T DO IT.
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GICs and investment grade corporates in the 4- and 5-year term offer better income than 
money market investments, but without significant price risk. 

With the passage of time, they move closer to maturity and the return of your principal. Their 
price risk also goes down as they get closer to maturity.
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It is no secret that I am a strong advocate for owning individual bonds and GICs in fixed 
income portfolios. There is greater certainty in the return of capital.

ETFs and Mutual Bond Funds never mature, so your capital remains at risk. When bond 
yields rise, the value of Mutual Bond Funds and Fixed Income ETFs goes down. Should 
yields stay up or move higher, the value of these funds will not recover. It has been a very 
good experience (and it leads to marketing) for most funds during a period of declining yields. 
It will take several quarters or years before unitholders become disillusioned and begin to 
seek better returns elsewhere.

At today’s low yields, MERs eat up much of the return. While ETFs have much lower fees, 
they are not ideal. Take XCB, a popular corporate bond ETF which tracks the DEX Corporate 
Universe. It has an annual tracking error of 75 basis points, only partly explained by the 44 
basis points MER. The balance of the error is caused by the inability of the Fund to buy all the 
corporates in the index because of illiquidity. They employ a method called “sampling” in an 
attempt to replicate the index.

In addition, the index has about 50 per cent financial bonds in it so there is a diversification 
problem. My preferred approach is to have no more than 10 per cent of a fixed income 
portfolio in any one sector or credit.
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Diversification remains of paramount importance for fixed income investors. It is tempting to 
invest in nothing but short-term bonds and await the rise in yields. 

What if they do not rise? 

The opposite situation could also prevail if investors invested in a disproportionate amount of 
longer term bonds and long-term yields went up. Investors then have an opportunity cost, so it 
always pays to keep maturities diversified.

Credit exposure is also important. Maintaining a diverse list of corporates and GICs is 
important for capital preservation.
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Please remember that this is a forecast only so one should prepare for all eventualities!

Image source: BMO
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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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