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January 2019 – Causes of Volatility 

 
The Dow Jones industrials advanced from 66 to 11,497 in the 20th 

Century, a staggering 17,320% despite four costly wars, a Great Depression 
and many recessions…. Since the basic game is so favorable, Charlie [Munger]  

and I believe it is a terrible mistake to dance in and out of it. The risks of  
being out of the game are huge compared to the risks of being in it. 

 
Warren E. Buffett, Berkshire Hathaway 2012 Annual Report 

 
 
Volatility Strikes Back 

As the markets hit all-time highs during the year, volatility struck back in extreme measure. It should 

come as no surprise that U.S. equity-market investors have seen handsome rewards over this decade. 

(The Great Recession bottom came in March 2009.) During this decade the S&P was up more than 180% 

on a total-return basis according to the website Marketwatch. These are very strong gains, but what is 

to be noted is that markets were unusually quiet during this decade in terms of volatility. There were 

pullbacks, but for the most part they were short and infrequent. It should not be surprising to see 

volatility return. Now the question on everyone’s mind is: What is going on and why, all of the sudden, is 

fear gripping the markets? 

Many may choose to compare this sell-off to the recession back in 2008/09. However, it should be noted 

that back in 2008, the world economy was crashing, unemployment was at very high level, there were 

excesses in the real estate market, and above all, the nation’s banks were collapsing due to 

unmanageable systemic risk. Fast forward to 2018, and we have an economy that is growing at around 

3% (although expected to slow), unemployment is below 4% (the lowest in recent memory), and banks 

have plenty of liquidity and are in much better financial condition to avoid a systemic risk type crisis.  

Having said that, stock markets tend to look at the future and a host of issues such as slowing global 

growth, dysfunctional politics, and a growing fiscal deficit seem to be plaguing the markets. But none 

are more important than the two described below, which are now often in the news. 

Monetary Policy 

The primary factor behind the market’s gains since 2010 was the unusually accommodative monetary 

policy by the Federal Reserve and the subsequent introduction of the Quantitative Easing (QE) bond 

buying program. The Federal Reserve pushed interest rates to historic lows after the Great Recession 

and also increased the size of its balance sheet by buying bonds. Since 2016, the Federal Reserve has 

embarked on the process of raising the Fed Funds rate and, having raised rates four times in 2018, they 

have pushed the Fed Funds rate to 2.25%. The Federal Reserve is also selling $50 billion worth of bonds 

per month, previously purchased as part of the QE program. (Even at this rate it will take seven years to 

bring its balance sheet to pre-crisis levels.) With the economy expected to slow, the Federal Reserve 

may hike rates one to two times in 2019 and then take a pause. It is important to remember that the  
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interest rates are still low by historical standards and lower than the dividend rates offered by stocks 

such as Procter and Gamble, Pepsico, Exxon, Chevron,  McDonald’s and others. Interest rates cannot 

stay this low forever and policy normalization was going to happen sooner or later. 

Trade War 

President Trump has undertaken a trade battle with China by imposing tariffs on goods imported from 

China, which some believe needed to be fought. Without going into the political merits of such an 

action, it is important to understand that generally there are no winners in a trade war. China’s huge 

population and a very fast-growing middle class are an incentive for American and other international 

companies to play ball with China and gain broader access to their markets. As the U.S. is the largest 

customer of China (driven by our consumer spending), it is expected that we have significant leverage. If 

the battle is fought long and hard, companies will start to feel margin pressures from input costs and it 

will take a bite out of consumption as U.S. consumers will ultimately pay higher prices. Undoubtedly, 

China will be impacted and their government is stepping in with policies to counter some of the impact. 

By selectively imposing tariffs, rather than applying them to all Chinese goods, the U.S. is hoping the 

Chinese will offer concessions. The stakes are high and both sides need a resolution. Ultimately a 

resolution will be found but this will require significant effort. All of this creates market uncertainty 

which the markets hate with a passion. 

What Should Investors Do? 

Simply put, focus on the long term. As we have said in our January and July 2009 letters, we don’t know 

what the market will do day-in and day-out. But we know that decades of empirical data show that 

stocks have been enormous wealth creators. The U.S. has some of the best companies managed by 

some of the most capable individuals. Our political system may leave a lot to desire but it still works and 

entrepreneurism is still alive and well. Stocks are, and continue to be, one of the best investments you 

can make. In fixed income instruments, higher interest rates are offering solace in terms of short-dated 

certificates of deposits, but are by no means wealth creators. Whatever your age, stocks should form a 

component of your asset allocation.   

As always, we wish to thank you for allowing us to serve you and help you achieve your financial goals, 

and Happy New Year. 


