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The theme of my presentation is diversification, but before I get to that, I want to share a bizarre
experience.
On a Friday night in May of last year, I ordered pizza for my two boys. When the pizza delivery guy
arrived with the pizza, he asked a very unusual question. He asked if I wanted to sell my house. When
I explained that we liked our house and weren’t interested, he told me that he had a lot of great contacts
in China and that he could get me a very good price. I again declined and he left telling me that his
name was Mike and I could contact him if I changed my mind.
Legend has it that Joe Kennedy knew that it was time to get out of the stock market before the 1929
crash when he received stock tips from a shoe-shine boy. His thinking was that by the time the shoeshine boy was excited about the stock market, there was probably nobody left to buy and drive the stock
market higher. It turned out he was right.
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Well, when pizza delivery guys are brokering homes, it might represent a top in the housing market.
Indeed, the average price for a detached Vancouver home is down about 15 per cent since topping out
last May, the same month that the pizza guy offered to sell my house.
I thought housing prices were irrational and out-of-sync with the general level of income when my wife
and I bought our first home in 2002. With Vancouver homes roughly tripling in price since then, my wife
likes to remind me that we would still be renting and waiting for a correction if it was not for her.
Fortunately, I followed her intuition and thankfully I don’t make a living predicting real estate markets.
Still, the pizza guy story is a good lead into my main point: Many Canadians have not adequately
diversified their investment risks.
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Almost 50 per cent of Canada’s benchmark equity index, the S&P/TSX Composite Index, is
concentrated in Energy and Materials stocks, which essentially makes the index a leveraged bet on
China. For Vancouverites, the exposure to China is even more extreme, when you factor people’s
homes into the investment equation.
Today, the average selling price of a home in Vancouver is nearly 11 times the average family’s income,
more than three times the long-term national average. Vancouver is a great city that should command
premium prices, but prices are so out-of-sync with incomes that there will be a huge re-alignment if
Chinese money stops flowing.
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It’s not just Vancouver that is expensive. British Columbia real estate in general is very expensive
relative to other parts of the country and the world. A company called Demographia just published an
affordability study that compares home prices with incomes in 325 cities around the world, including
cities in the U.S., Canada, U.K., Hong Kong, Australia, New Zealand, and Ireland.
Vancouver bumped Sidney out as the second least affordable market this year. Abbotsford, Victoria and
Kelowna, while not as richly priced as Vancouver, were also classified as severely unaffordable.
For comparison, the Canadian national average is about 3.5x.
While it’s obvious that Chinese buyers are responsible for skyrocketing prices in parts of Vancouver, it’s
less obvious how China is influencing real estate prices elsewhere in the province and country.
There are three indirect ways that China is influencing real estate prices:
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First, as the Chinese have flooded into Vancouver and pushed up home prices, people have moved to
the Valley, Interior, and the Island, and that migration of people has pushed up prices.
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Second, the China-driven commodity boom has had a very positive influence on job creation and wages
and that, in turn, has also stimulated housing demand and put upward pressure on prices. I know that a
lot of Albertans have bought property in the Courtenay and Kelowna markets.
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The third indirect way that China has influenced Canada’s real estate boom is probably the least
obvious but possibly the most important.
China’s economic boom has caused Canada to promote very low interest rates, which in turn has fuelled
a credit and housing boom. The chart illustrates the linkages: China’s economic boom drives up
commodity prices. That causes the Canadian dollar to appreciate. The high dollar is very hard on
Canada’s manufacturing sector, so the Bank of Canada compensates by keeping interest rates extra
low. Low interest rates attract buyers and that drives up housing prices.
Mark Carney, the Governor of the Bank of Canada, keeps lecturing Canadians about excessive debt,
yet it is his institution’s policies that have encouraged Canadians to take on debt to the point where
Canadian’s are now more leveraged than Americans. But that is besides the point.
The main point I’m trying to drive home is that China matters a lot to Canadians. The economic boom in
China has clearly had a very positive influence on Canadian stocks and real estate. I hope it continues.
What worries me is that Canadians have too much of their net worth invested in Canada and tied to
China’s fortunes. A lot of investors haven’t hedged their bets and asked themselves what would happen
if China had an economic hiccup. The answer, for many Canadians, and western Canadian
homeowners in particular, is that their net worth would take a big hit if China’s growth falters.

2012 Odlum Brown Annual Address | Page 8

Investors take growth in China for granted, but I think there is reason for caution.
China’s remarkable growth has been propelled by enormous investment spending, and that spending
has increased from roughly one-third of economic activity in the 1990s, to an astounding two-thirds of
GDP since the 2008 financial crisis, thanks to massive government stimulus and credit expansion.
For some time I’ve been pointing to empty shopping malls and ghost cities to suggest that China might
be overbuilding. If they have indeed overbuilt, I worry that a big drop in investment spending will cause
a major hiccup in the Chinese economy and create headwinds for Canada’s resource-geared stock
market.
A year ago my concern was merely a theory. However, it has becoming a reality, with an everincreasing amount of hard evidence that China’s credit and investment boom is becoming unglued.
• Home prices have rolled over and are falling in an increasing number of cities;
• Many developers are struggling and dumping properties on the market because credit has become
very tight and expensive; and
• Homebuyers are stepping back and even protesting because they have lost money on properties that
have yet to be built.
I don’t think it is any coincidence that real estate prices in Western Canada have rolled-over as
credit conditions have gotten tighter in China.
I know people have a lot of faith in China’s central command, but I wonder if the debt and investment
bubble has gotten too big to manage. A lot of the capital for the investment boom was financed by offbalance-sheet local government investment vehicles and there seems to be widespread agreement that
many of those loans will go bad and the banking system will need to be recapitalized.
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My reservations may be misplaced. I expected China to suffer much more than it did
following the 2008/09 financial crisis, but the country came roaring back thanks to massive
government spending and a huge expansion of bank lending.
For Canada’s sake, I hope they pull another rabbit out of the hat. Nonetheless, I don’t
think it is prudent to have too much riding on that outcome because once the air starts to
come out of a bubble it rarely comes out slowly.
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Let me move on to a more uplifting topic: Europe. It is commonly cited as the biggest risk for 2012. I
disagree. With hindsight, it was the big, unexpected disaster of 2011.
Now that everyone expects the region to experience a nasty recession and for the politics to remain
hopeless, it’s hard for the situation and sentiment to get much worse.
Most people don’t realize this, but the governments of the European Union collectively have less debt
leverage than the United States. It is the distribution of the debt that is the problem and the reason why
it will take time to develop and institute policies that will ease investor concerns. But there is scope for
positive change and it won’t take a lot to impress investors, because the expectation bar is already set
so low.
Back in early December, the European Central Bank lowered interest rates and, more importantly, they
put in place massive liquidity lines for the European banks. The media and the investing crowd are only
now starting to appreciate the significance of these moves. The liquidity injections have greatly reduced
the chance of a major European bank failure, and bought the authorities important time to deal with the
pressing structural issues.
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Greece continues to get all of the headlines, but everybody already knows that they are broke. I’m much
more concerned about the bigger European countries like Italy. There, things are looking brighter. The
chart highlights the yield on 10-year Italian government bonds. Yields peaked at 7.5 per cent and have
fallen to about 5.5 per cent since the ECB announced liquidity lines for the banks. That is very
encouraging.
So Europe is still ugly, but it is getting better.
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Closer to home, I remain optimistic regarding the U.S. economic recovery. In fact, it is remarkable how
the U.S. economy has picked up as Canada’s economy has slowed down. In January, the U.S. created
243,000 jobs and its unemployment rate fell to 8.3 per cent, a three-year low. Canada’s unemployment
rate, on the other hand, increased to a nine-month high of 7.6 per cent.
Not only does the U.S. job situation continue to get better, but I’d argue that the troubles in Europe and
the deterioration in China’s economy are actually helping to brighten the U.S. outlook.
• Worries about European banks have caused investors to prefer American fixed income investments,
driving U.S. interest rates even lower. Consumers and businesses are benefitting from credit that is
more available and cheaper, with mortgage rates in particular near record lows.
• Moreover, the slowdown in China has taken the edge off of commodity prices, alleviating the pressure
on corporate profit margins and leaving more money in consumer wallets.
There is no doubt that slower global growth will have a negative effect on U.S. exports, but the overall
U.S. economy will likely prove to be resilient because exports represent a relatively small 15 per cent of
economic output. The U.S. is not like Canada or Germany, where exports represent 45 per cent of the
economy. It’s a very insular economy that will probably stay on the recovery path despite problems
elsewhere in the world.
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Contrary to the hoopla in popular press, investors remain confident in the credit of the United States.
The yield on 10-year Treasury bonds has fallen from more than 3.5 per cent a year ago to less than 2
per cent today. U.S. interest rates would not be falling if America was facing an imminent crisis.
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The monstrous U.S. budget deficit may rightfully scare investors, yet large deficits are normally followed
by good stock market returns. It is hard to believe, but if you study history you will note that stocks
generally perform much better in years following big budget deficits than they do following years of
surpluses.
Consider what happened after the spike in the U.S. budget deficit during the nasty recession in 1982.
Three years later, U.S. stocks were up more than 50 per cent, as highlighted by the left hand bar.
Conversely, the budget surplus during Bill Clinton’s presidency in 1999, during the technology mania,
was anything but a recipe for good things to come. Three years later, the benchmark U.S. stock index
was down 40 per cent.
While I’ve highlighted a couple of extreme examples, the pattern is fairly consistent and there is actually
a logical explanation for the outcome. There is a lot more room for improvement and potential for
investors to be positively surprised following periods of economic adversity than there is following
periods of prosperity. Stock market returns are greatly influenced by starting valuations, and they are
the best during troubled times.
I am most enthusiastic about the U.S. economy and stock market simply because there is a lot of scope
for improvement and because sentiment is still very negative.
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I’m less enthusiastic regarding the outlook for our economy and stock market simply because there is
less room for improvement. The housing and resource sectors, in particular, have been huge drivers of
the Canadian success story, but both are likely to slow. Canadian consumers are over-leveraged and
after years of prudent fiscal management, government finances have started to deteriorate. So, at the
margin, Canada is looking less attractive.
I have seen some fairly negative articles about Canada recently, like the February 2012 cover story from
Canadian Business titled CRASH – Why house prices are about to fall. Talk about going from one
extreme to another. Last year, the media couldn’t say anything bad about Canada and now they say we
are going to go off a cliff.
I disagree. I think Canada will muddle along just fine, mainly because our export-oriented businesses
will benefit from renewed U.S. economic strength.
Canada was on TOP of the WORLD for a long time and I have always said that the best you could do
from that point is stay on top of the world. It looks to me that the U.S. is poised to do better than Canada
for a while.
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Let me summarize.
Overall, I feel good about the economic outlook. It’s not going to be a barnburner but the global
economy will hold up better than many fear.
Stocks are off to a good start in 2012 ̶ the best start in 21 years ̶ because investors can see that there
is a lot of room for improvement:
• The U.S. economy is strengthening
• Europe is looking “less bad”
• Central banks all over the world are loosening monetary policy, which should ultimately lead to
stronger economic conditions
There is still a high level of skepticism and a lot of attractively priced stocks, so I’m optimistic about the
prospects of making money in the stock market.
Before I conclude, I want to say a couple of words about dealing with negative headlines and news
reports, the so-called “noise.”
While we are repeatedly told that we should lower our expectations and batten down the hatches for the
“new normal” economic reality, it’s important to remember that the conventional thinking of the day is
often wrong.
The crowd was certainly dead wrong about almost everything last year, including bonds, commodities,
currencies and stocks.
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The table above highlights 2011 equity market returns, including dividends, for the world’s major equity
markets, measured in Canadian dollar terms. The results may surprise you.
Last year, the experts were touting emerging markets and the masses were buying, because it was a
good story. Except it didn’t work.
Even though emerging markets led the world in growth, investors got trampled. Chinese stocks were
down 15 per cent and that was the best showing of the so-called BRIC countries - Brazil, Russia, India
and China. Indian stocks were down almost 35 per cent.
Contrary to the expectations of somewhat smug Canadians, our equity benchmark dropped nine per
cent in 2011, weighed down by the poor performance of resource stocks. Beneath the surface, however,
there were plenty of Canadian stocks in less cyclical sectors that did well. Companies that pay good
dividends did particularly well. BCE, for example, produced a total return of more than 25 per cent.
Almost everyone was convinced that the U.S. economy, stock market and dollar were doomed. Instead,
they all did relatively well in 2011. In fact, the three major U.S. equity indices had the distinction of
producing positive total returns for Canadians, led by the 30 Dow Jones Industrial Average stocks with
an average return of 11 per cent.
So, don’t believe everything you hear and read. And remember that doom and gloom creates good
prices and sets the stage for better returns.
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Despite all of the negative headlines and volatility last year, someone with a diversified portfolio – one
with bonds, quality foreign multinational stocks and ample representation across economic sectors –
actually did okay.
Diversification hasn’t mattered much over the last decade, but I think it will be increasingly important.
Canadians have been conditioned to keep their money in Canada and concentrate their investments in
the cyclical parts of the market that have benefitted from China’s economic boom, because that is where
the best returns have been in recent years.
Many Western Canadians who own Canadian stocks and a home have essentially doubled-down on
China.
I think that is a risky strategy and one that will end badly if China has a hard economic landing, if Europe
blows up, or if there is a global recession.
I don’t think any of those things are going happen in the near-term, but they are risks that are worth
hedging.
I think my house is grossly overvalued, but I’m not calling the pizza guy to sell our home. Instead, my
family has diversified its investment risk by buying U.S. equities. I think it is something that others
should consider.
I think most people are comfortable with owning great, worldly U.S. companies like Coca-Cola, General
Electric and Apple, so I’ll instead conclude by trying to open your mind to a more controversial domestic
theme – specifically a U.S. Housing Recovery.
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Unlike the B.C. Real estate market, the U.S. housing market has been beaten to
smithereens. Home affordability is at its best level in decades, thanks to the big drop in
housing prices and record low interest rates. I don't know how quickly the U.S. housing
market will recover but I do know that it has a lot more upside than homes in my
neighborhood.
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There are a bunch of ways to invest. You can buy a U.S. bank like JPMorgan. Or you could buy shares
in TD Bank, which has more U.S. branches than Canadian branches. Alternatively, you could buy a
timber company like Weyerhaeuser that will make a lot more money when housing starts improve, or
you could buy a home improvement retailer like Lowe’s, which is actually doing okay despite a dismal
housing market.
Howard Hughes Corporation is a company that you might not be familiar with. It’s essentially a U.S.
land play. The company owns, manages, and develops residential, commercial, and mixed-use real
estate spanning 18 U.S. states.
The company was spun out of General Growth Properties, one of the largest mall operators in the U.S.
General Growth itself was bought out of bankruptcy by Brookfield Asset Management, one of our
favourite companies.
We believe this is a classic spin-off story that could lead to attractive future returns for investors.
Howard Hughes was overlooked under its previous ownership as it was only a small segment in a large
company. Now that the company is owned and operated as a standalone entity, it has greater flexibility
to maximize the value of its vast real estate portfolio.
Hughes has a terrific management team in place that has a lot of their own money invested in the stock
and the right incentives to create value. Aside from Brookfield, there are some other well-known
investors who bought in near-current prices, including Pershing Square, which is the same firm that has
orchestrated the hostile management shakeup at CP Rail.
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This slide puts Howard Hughes in perspective.
For $1 million you can buy a ‘crack shack’ on Vancouver’s east side, or you can buy Howard Hughes
stock.
$1 million in Hughes will give you a pro rata interest in 7.6 acres of Master Planned Communities, 1,400
ft2 of rentable commercial space, and a free option on future developments. It’s pretty clear where the
value is.
Investing in a U.S. housing recovery is not a popular theme, but neither were ‘old economy’ dinosaurlike resource stocks a decade ago. Unpopular themes have a habit of working out pretty well.
Thank you.
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