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 After enjoying one of the most placid years on record during 2017, volatility came roaring 

back to the markets both early and late in 2018. The market fluctuated violently leading up to the 

Christmas holiday and suffered its worst December since 1931, declining 9.2%. Fortunately, our 

conservative positioning proved highly beneficial during this period. The sharp correction was 

triggered by investors rapidly reassessing the risks underlying their financial assets. As we have 

discussed and emphasized at length for the past 18 months, we are very concerned about growing 

risks being ignored by the market. Since the financial crisis, central banks have been encouraging 

risk-taking behavior which comes with unintended consequences, such as lowered lending 

standards. In this letter, we discuss how investors have been pressured to take on more risk and 

how that has created instability in many asset classes.  

 

 Modern investors can choose from an enormous number of options to generate a return. In 

general, an investor should receive a higher return for taking on more risk. As an example, an 

investor can currently capture a 2.5% annual return for lending money to the U.S. government. This 

means even a high-quality corporation will need to offer at least a 3.5% return to compensate 

investors for taking on greater risk. The following chart depicts the risk versus return tradeoff on a 

very basic level. 

 

 
 

 Beginning with the dotted line on the chart, we assume this is a normal risk/return 

relationship. Note the least risky asset at the bottom left of the chart is a U.S. Treasury bond. A 

Treasury will offer the lowest expected return because the bond is considered risk-free. As you 

follow the line upward, the investments listed become riskier, but should offer higher returns. Please 
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be aware this chart does not include all assets and is simplified to portray the key relationships. 

Reality is far more complicated.  

 

 The solid second line on the chart describes what occurs to assets as a bull market matures. 

Due to investor psychology and “animal spirits”, investors naturally begin to take on more risk for 

either the same amount of return or for even less return. This is a typical scenario in every stock 

market cycle. As disciplined value investors, our job is to recognize this pattern and move back 

down the risk spectrum to assets offering safer albeit lower returns. A common scenario would 

have us trimming stocks late in a bull market and reallocating the proceeds to quality municipal or 

corporate bonds.  

 

 While this would be our typical strategy, the bull market over the past decade has not been 

an ordinary cycle. Normally during a recession, central banks will lower interest rates temporarily 

to stimulate demand. Once growth returns, central banks will raise interest rates back to a neutral 

level and allow the economy to function on its own merits. During the current cycle, the central 

banks did not stop at their normal policy response due to the severity of the recession. They moved 

much more aggressively and introduced experimental policies whose unintended consequences are 

not well understood. For instance, the U.S. central bank reduced interest rates on short-term 

Treasuries to 0% and kept them pegged there for over 7 years. At a 0% return, there is almost no 

reason for an investor to hold this asset. Therefore, investors moved up the risk spectrum to at least 

municipal or corporate bonds to receive a return. Keep in mind that Europe and Japan implemented 

negative interest rates on their government bonds, a policy not considered possible until shortly 

before it was introduced.  

 

 Although 0% interest rates for an extended period was a very aggressive response from the 

Fed, they felt it was still insufficient. In addition, the world’s central banks adopted a policy now 

known as Quantitative Easing (QE). QE was a program where central banks went out and purchased 

assets to drive down interest rates for homeowners and businesses. In the U.S., the Fed has 

purchased about $3.5 trillion in U.S. Treasuries and mortgage-backed securities since the housing 

crisis. By reducing interest rates, investors were pushed out of these low-risk securities and forced 

to buy assets further up the risk spectrum to generate higher returns. In Europe, the central bank 

went a step further by also purchasing corporate bonds during their program. Meanwhile, Japan 

went to yet the next stop on the risk curve and directly bought large-cap Japanese stocks. Referring 

to our simple chart, you can see how investors have been ushered into riskier assets throughout this 

cycle.  

 

 Outside of the concrete steps the central banks undertook, they also provided the markets 

with a psychological safety net. Since the financial crisis, the central bank in the U.S., and later 

Europe, essentially told investors they were watching out for them and would step in if asset prices 

dropped too much. A notable example was the European crisis in 2011/2012 which was only 

arrested when the President of the European Central Bank promised to do “whatever it takes” to 

keep the Eurozone from collapsing. This implicit guarantee may have been the most powerful tool 

used by the central banks over this period and is something current Fed Chair Jay Powell is trying 

to reverse.  
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 While these aggressive policies successfully brought the world economy back from a severe 

recession, we must now worry about the unintended consequences in asset markets. Central bank 

policies encouraged risk-taking which drove up asset prices, loosened lending standards, and 

provided an explosion of funding for startup companies and private equity buyouts. While ample 

funding for startups may be viewed as an economic positive, falling lending standards will lead to 

heavier loan losses in the future. This is the same way that looser mortgage lending standards during 

the housing bubble led to the foreclosure crisis that followed. The important difference today is that 

investors, not banks, are holding many of these potentially problematic loans which were given to 

corporations and international governments. As these borrowers become stressed, they will impact 

asset prices across the risk spectrum.  

 

 It is impossible to know the full-extent of the consequences triggered by the aggressive 

central bank actions and even more difficult to understand how they will ricochet through the global 

financial system in the years to come. What we do know is the risks underlying many assets have 

increased while their expected returns have declined. This leads us to our current conservative 

positioning that includes a healthy dose of the risk-free asset, U.S. Treasuries. 

 

 Looking forward, the market is likely to rally from its sharp decline in December. However, 

it is hard to say if it will regain the all-time highs set in September. Over the next few months, we 

look to further reduce risk by trimming expensive positions on sharp rallies while also purchasing 

beaten down high-quality companies during market weakness. Amazingly, some consumer staple 

companies are down enough to yield over 5% and at valuations we haven’t seen in many years. 

These stocks should become more popular as the heightened volatility we are now experiencing 

continues. We also reiterate the importance of maintaining our allocation to U.S. Treasuries. 

Unfortunately, we expect negative surprises to become more common in 2019. As discussed in this 

letter, hidden risks have built up beneath many asset classes and will begin to come to light as the 

flow of credit slows and investors become more skeptical. Holding higher levels of Treasury bonds 

will allow us to adapt to any surprises by having a ready reserve of deployable capital if asset prices 

become disjointed. In summary, we are likely entering a period of heightened emotional and 

investor stress, but this should provide us with some of the best buying opportunities in years. Our 

task is to stay away from the major pitfalls while remaining ready to acquire discarded gems as 

they present themselves.  

 

Truly yours, 

        

 

Keating Investment Counselors, Inc. 

 
 

 

 


