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What is normal?

Whether or not the U.S. did in fact experience an economic recession is open to question,
especially after the fourth quarter GDP figure was revised upwards into positive territory. Under
one definition — two or more consecutive quarters of negative “growth” in GDP — clearly we did
not, as the chart below illustrates. Under another definition — a general and widespread slowing
in economic activity — clearly we did. Whatever unpleasantness the economy just experienced, it
was not a “normal” recession. But what do we mean by a “normal” recession anyway? Typical?
Average? Ordinary?

Is there such a thing as a “typical” recession? This past one felt more like a hangover from a
capital-spending binge in the late 1990s, whereas the one in 1990-91 was a hangover from a real
estate development and junk bond binge, and the one before that in 1981-82 was a hangover
from the oil and commodities bacchanalia that was the 1970s. The one thing that all three have
in common is that they were deliberately engineered by the Federal Reserve in order to remove
some perceived “excess” in the system, be it inflation in the prices of commodities, physical or
financial assets. After all, the Fed sees as one of its responsibilities taming, but not crushing,
investors’ “animal spirits.” An “average” recession implies some kind of statistical measure, which
raises the issue of whether we are talking about the mean, the median or the mode, each a type
of average. Recalling that the “mean” is the simple arithmetic average, the “median” is the one in
the middle, and the “mode” is the most prevalent in a group, one begins to wonder if these
definitions are useful in explaining something as complicated as an economy. Perhaps we
should use the same definition that Supreme Court justice Potter Stewart used when defining
pornography — you know it when you see it. It sure felt as if we saw something like a recession.
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In discussing the concept “ordinary,” | think it is helpful to borrow another concept from statistics,
that of the “normal” distribution, also known as the bell curve. The bell-shaped curve of a nhormal
distribution illustrates graphically the notion that in any group of observations most of the
observations will cluster around some average value with progressively fewer observations higher
and lower than the average. Those observations can be anything — height of men in a
population, test scores, or length of recessions. It is probably fair to say that the recent recession
was out on the left “tail” of the bell curve — it was one, but it was rare in its brevity and mildness.

The bell curve is also useful in understanding what it is that we seek here at Diamond Portfolio
Advisors. We seek to invest in those few companies out on the right tail of the curve in terms of
their competency and character. We use the Leadership Diamond® as a model in order to map
the Greatness of organizations, which translates to their capacity to achieve extraordinary results.
We are not interested in “ordinary” companies; by definition there are many of these. We are only
interested in investing in those companies whose Diamond prognosis indicates the wherewithal to
survive and thrive in the face of unknown future challenges.

While our holdings are not completely immune to the forces at work in their industries, nor are
their stocks insulated from what is happening in the stock market in the short run, we do see
evidence that there is something fundamentally different about the way they operate and execute.
Best Buy has continued to surprise investors to the upside, recently guiding earnings estimates
up, even as rivals Circuit City and Radio Shack have fallen short. Pfizer has a portfolio of 8
drugs with over $1 billion in annual sales, none of which faces imminent patent expiration, even
as Merck, Bristol-Myers and Schering-Plough struggle with empty pipelines and important patents
expiring. Nokia has maintained its profit margins and gained market share during the slowdown
in handset sales, even as Motorola has lost money hand-over-fist and Ericsson has thrown in the
towel by forming a joint venture with Sony. Southwest Airlines came through the latest crisis
profitable and without layoffs, and is already adding more planes, routes and personnel. And
Vodaphone, with its gold-plated balance sheet, stands apart from the rest of the telecom world in
terms of financial and strategic strength.

Yet, as Heraclitus pointed out, the only constant is change, and we did implement a couple of
changes in the Diamond Portfolio this quarter. We were beginning to worry that management at
Colgate-Palmolive had just about squeezed all of the toothpaste out of the tube that they can in
terms of Earnings Per Share growth. They have done a noble job of wringing enormous
efficiencies out of a relatively slow growth category, but the high and increasing debt leverage
gives us pause. When the company stumbles, the penalty will be severe. We replaced it with
Nike, a company that we believe has overcome its prior hubris, and is now successfully executing
in their core business while also expanding the brand geographically and across more sports.

We also swapped our position in Sun Microsystems for First Data Corp. Sun appears mired in
a time that has passed. The chairman regrettably is not maturing as we had hoped and
continues his ceaseless fixation and predictable tirade against Microsoft. He even filed a
distracting $1 billion lawsuit, when we believe he must be focused more on reviving sales of his
product, where Sun is facing a potential squeeze between Dell on the low end and IBM on the
high end. With revenues down 40%, headcount has only been reduced 8%. First Data, the
world’s largest transaction processing firm, is focused on global growth, assisting merchants and
consumers direct payments between almost any two points on the planet. Having acquired
Western Union a few years ago, First Data is positioned to benefit from the rising tide of
immigrant workers who send their earnings to loved ones back home.

Our core belief is that Greatness matters. Using the Leadership Diamond® to identify the truly
great companies, discerning the few extraordinary amongst the many ordinary, improves our
chances of building superior portfolios for our clients.
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