
 
 

 
 

An ‘element’ of surprise 

The pessimist complains about the wind; 
The optimist expects it to change: 

The realist adjusts the sails. 
 

A May 1987 article in DISCOVER Magazine called it “the most exciting scientific project to be undertaken since the 
launch to the moon”.  Two scientists, one from Harvard the other Yale, decided the future of human beings’ survival 
was in the colonization of Mars.  To this end, they created the world’s largest “snow globe”; they created    
Biosphere 2.  Constructed over 5 years, located fifty miles outside of Tucson, Arizona, Biosphere 2 was a 3.14 acre 
sealed greenhouse containing a miniature rain forest, desert, ocean and farm.  The intent of the project was to 
create a self sufficient world in a bubble here on earth which could be duplicated for use on the Red Planet.  It didn’t 
work.   In 1999, Time Magazine listed it as one of the worst ideas of the entire 20th century. 

While Biosphere 2 is now largely viewed as a catastrophe, there were a few scientific discoveries actually made.  
One of the most unexpected findings had to do with the wind’s role in a tree’s life. The trees planted inside 
Biosphere 2 grew much more rapidly than normal; however, they fell over long before reaching maturity.   Out in the 
real world, trees are exposed to wind from the time they are saplings.  The wind pushes against the trunk and 
branches causing the tree to sway.  This movement changes the trees cell structures into something called “stress 
wood” which helps the tree stand strongly against the constant pull of gravity.  Without the stress of the wind during 
development, the trees couldn’t support their mature mass.  The lack of wind ultimately killed the trees. 

During a windstorm a few weeks ago I watched some of the mature trees in my backyard sway back and forth rather 
violently.  I wondered to myself what it would take do knock them down; a concerning thought given they were tall 
enough to fall into my house where I was sitting.  Viewed in the context of stress wood, I am thankful those trees 
experienced many storms over their lifetime. 

In the investing world we have a ‘wind’’ of our own; the ups and downs in the value of an investment, also known as 
volatility.  Most investors hate volatility.  Viewed as random gyrations, it can be nerve racking and confidence 
shaking.  However, volatility has a very positive side, a side most investors don’t consider.  In fact, without it 
investors would be much worse off, just like the trees in Biosphere 2.  Below are a few comments highlighting the 
positive side of this investment wind. 

Volatility allows investors to make a return greater than zero 

Imagine a world where investments could never decrease in value.  How much would they yield (or how much would 
they increase each year)?  The logical answer is zero.  The world we are describing is a world of exclusively GIC 
type investments; guaranteed to at least pay you back the amount you originally deposited.  In such a world, why 
would anyone provide the guarantee?  In the real world, the institutions providing the guarantee only do so because  
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they take your deposit and lend it out to someone else at a significantly higher 
rate than they are paying you.  In doing so, they recognize a profit.  However, 
there is a chance the person they lent out your deposited funds to will not pay 
them back.  This possibility of non-repayment creates volatility.  Only by 
introducing the capacity for investment loss (risk taking) is the opportunity for 
profit created and thus the ability to generate a return greater than zero.  In 
other words, if no one is going to be compensated for taking a risk, everyone 
will keep their money in their own mattress. 
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Volatility is a great teacher 

Anyone who has children or has been a child (I think that covers everyone) understands the principle of corrective 
instruction.  In the same way a parent guides a growing child’s behavior and similar to how the wind helps create 
stress wood, over time market volatility teaches us what to do and more importantly what to avoid.  By studying 
investing history, we can learn how to anticipate volatility, how to act when it arrives and how to take advantage of it.  
Understanding volatility is what allows us to create a framework for generating an acceptable level of return without 
putting permanent loss of capital at risk.  Without this teacher, all investors would be worse off.   

Volatile periods present the greatest opportunity for generating superior returns   

The average investor cannot tolerate unforeseen events and will do everything in their power to avoid any ensuing 
volatility.  This makes them prone to making rash decisions and panic selling.  That is great news for the patient 
investor.  For them it provides a terrific opportunity to buy at a highly favorable time.  While volatility may not feel 
comfortable, it is the best time to buy the baby being thrown out with the bathwater.  Without volatility we would 
never have these wonderful opportunities.   

It is important to remember that the greatest determinate of a superior investment is the price paid.  By example, 
let’s say you were looking to buy a franchise business which generates $100,000 profit per year.  There are two 
people selling similar businesses; person A who is willing to sell her franchise to you for $50,000 today because she 
believes the economy is going to slow over the next few quarters or person B who is willing to sell to you for 
$150,000 because they just realized a record year in revenue?  Person A is the obvious choice because the price is 
effectively 50% on sale and we still make money even if the business doesn’t generate exactly $100,000 profit next 
year.  On the other hand, if we buy from person B on the basis they just realized a record year of revenue we have 
to be absolutely precise about our ability to grow the $100,000 profit this year or we will lose money.  Without 
volatility we would not have the opportunity to buy from someone like person A.   

The last six years have exhibited shockingly little volatility.  Given the current environment, that is likely to change.  
The major consequences of a lack of volatility are investor complacency and overconfidence. Many investors have 
been lulled into making decisions without regard to the risks they are assuming.  Any material increase in price 
movements will catch these investors off guard.  However, this is positive news for those of us who are appropriately 
positioned. Those who have thrown caution to the wind will be the people we buy from in times of increased stress.   

Our portfolios have produced compelling returns over the past few years and we are very constructive about the 
future.  Some of the strategies that have been successful over the past few years have run their course and we 
have transitioned out of them.  This includes commodities and some smaller Canadian companies.  We continue to 
position the portfolios to take advantage of forward looking opportunities and those situations we feel may 
experience volatility (and thus opportunities) over the medium term.  These include high quality US companies and 
the US dollar.  Other opportunities are on our radar and we will wait for the right time to act.  These include select 
regions in Europe and Asia which are currently undergoing some increased stress.  As always, we look to adjust our 
sails to protect and grow your capital over time. 

Your thankful my house is still standing investment advisor,    

 

Duncan Stewart, MBA, CIMA, FCSI, CFP 
duncan@stewartfinancial.ca 
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