
 
 

 

 

An Elementary Misunderstanding  

 

Sherlock Holmes and his loyal friend and student Watson were together on a camping trip. After a good meal, they lay 
down for the night and went to sleep. Some hours later, Holmes awoke and nudged his faithful friend awake. 

"Watson," he said, "look up at the sky and tell me what you see." 

"I see millions and millions of stars," Watson replied. 

"What does that tell you?" Holmes questioned. 

Watson pondered the question and said, "Astronomically, it tells me that there are millions of galaxies and potentially 
billions of planets. Astrologically, I observe that Saturn is in Leo. Horologically, I deduce that the time is approximately 
a quarter past three. Theologically, I can see that God is all-powerful and that we are small and insignificant.  
Meteorologically, I suspect that we will have a beautiful day tomorrow. What does it tell you?" 

Holmes was silent for a minute before speaking. "Watson, you idiot!" he said with a measure of restraint. "Someone 
has stolen our tent!" 

 

In a fast moving culture as we have today, misunderstandings are common.  Unfortunatley, the investing arena is an area ripe 

for misunderstandings.  It is a confidence shaking event when assets perform differently than planned.  Most investors assume 

things will perform as they have in the past; if an asset displays little volatility over the past few years, it is generally assumed it 

will behave that way indefinitely.  This is especially true when the investment has performed consistently over a long period of 

time. 

Unfortunately, historical observations can be deceptive and can lead us to incorrect conclusions.  As statistician Nassim Taleb 

amusingly noted a few years ago “I have just completed a thorough statistical examination of the life of President Bush.  For fifty 

eight years, close to 21,000 observations, he did not die once. I can hence pronounce him as immortal, with a high degree of 

statistical inference.”  Misunderstanding the nature of why some phenomenon has been consistent over time, whether in 

investing or mortality, can lead to serious error. 

About 15 years ago there was a fundamental shift in investor interest caused by the explosive growth of Emerging Markets, 

particularly China.  Within one generation these countries transformed from impoverished, repressive states into economic and 

political powerhouses.  Canadian investors have been a major beneficiary of this fundamental shift primarily because we 

possess many of the things these nations needed to grow.  Emerging Markets have spent trillions of dollars building physical 

infrastructure, a good deal of it supplied by Canadian companies, to support their growing economies. 

The sectors most heavily influenced by the growth of Emerging Markets have been Energy (Oil and Gas) and Mining/Materials 

(Iron, Copper, other Commodities).  Fifteen years ago these two sectors represented 15% of the total Canadian stock market.  

Today they represent almost 50%.  While this has translated into strong positive returns for Canadian stocks, it is unreasonable 

to assume this relationship will last forever.  Emerging Markets simply do not need these products in anywhere near the same 

quantities as they have in recent past.   
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Canadian investment markets have a history of major sector changes because 

of our small global footprint.   As point of reference, back in the late 1990’s the 

Canadian market was almost 60% invested in just the Technology and Telecom 

sectors due to the American boom in those industries.  That 60% weighting has 

shrunk to less than 10% of our total market today.   
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I suspect most investors would be surprised to hear that investing in Canadian stocks has meant experiencing the same 

investing pattern as investing in stocks in China, Russia, Columbia, Mexico and Brazil.  I think most Canadians believe it should 

be “safer” to invest in Canada than in far-off lands.  Can investing in local companies, TD bank for example, be the same as 

investing in Malayan Bank (Malaysia) or Itau Unibanco (Brazil)?  Well, for the past 15 years or so it has, and we have benefited 

from their growth.   

So if Emerging Markets don’t need our natural resources in the same magnitude as in the past, what is likely to be the impact on 

Canadian markets?  A key to answering this question is to look at the relationship between Canadian and Emerging Markets 

before the most recent boom.  The graph below shows this period, 1987 to 2000.  You can see there is no consistent 

relationship between the two markets; the return patterns between Canada and the Emerging Markets display no similarity 

whatsoever.    

 

As China and other emerging markets focus less on expanding their infastructure, and concentrate more on improving domestic 

consumption, their pattern of growth will undoubtedly change.  This is not to suggest Emerging Markets won’t continue to 

mature, nor am I suggesting Canadian markets are doomed.  I am proposing however, that Canadian investment markets will 

not perform well over the next decade simply because Emerging Markets are growing.  This relationship may have worked in the 

past, but it would be a major misunderstanding to think this pattern is repeatable in the period ahead.   

Over the past few years our portfolios have tilted away from Emerging Market themes.  Instead, our response has been to find 

opportunities, Canadian or otherwise, in areas that are not dependant on Emerging Market growth.  Understanding where future 

opportunity lies, and avoiding rearview thinking, is critical to our clients’ investing success. 

 Your hoping the upcoming winter is dis-similar to last year’s winter investment advisor,    

 

Duncan Stewart, MBA, CIMA, FCSI, CFP 
duncan@stewartfinancial.ca 
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Canada has a history of leveraging itself to growing sectors of foreign economies.  In the short run this can be positive for 

investors, but might this be a problem over the longer term?   The chart below shows the return pattern of the Canadian 

stock market against the return pattern for the Emerging Market index since the early 2000’s.  As you can see, the pattern is 

in lock-step.  The correlation between the two patterns is approaching 100%, which means statistically they are identical.  In 

other words, over the past 15 years, an investment in the Canadian stock market has experienced an identical return pattern 

as an investment in the Emerging Markets.   
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