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False Belief #2: Risk-Free Investments   

By Louis Boulanger 

 

“The Fed's increased presence in the market for long-term Treasury securities also 

poses nontrivial risks. The Treasury market is special. It plays a unique role in the 

global financial system. It is a corollary to the dollar's role as the world's reserve 

currency. The prices assigned to Treasury securities--the risk-free rate--are the 

foundation from which the price of virtually every asset in the world is calculated. 

As the Fed's balance sheet expands, it becomes more of a price maker than a price 

taker in the Treasury market. And if market participants come to doubt these prices--

or their reliance on these prices proves fleeting--risk premiums across asset classes 

and geographies could move unexpectedly. The shock that hit the financial markets 

in 2008 upon the imminent failures of Fannie Mae and Freddie Mac gives some 

indication of the harm that can be done when assets perceived to be relatively 

riskless turn out not to be.” (I added the emphasis) 

- Kevin Warsh (a member of the US Federal Reserve System’s Board of Governors)  

The above was taken from his article entitled ‘The New Malaise and How to End It’ – 

see http://online.wsj.com/article/SB10001424052748704353504575596762375409760.html.  

 

For those of us who have come out of the normalcy bias, we recognise that things are no 

longer what they seem to be.  There is an overwhelming breakdown of trust in the system.  

This, I think, is principally due to the abject failure to prosecute fraud on Wall Street.  Matt 

Taibbi’s recent article (“Why Isn’t Wall Street in Jail?”) in Rolling Stone magazine says it all! 

There seems to be little attention paid to the long term consequences of extraordinary 

monetary policy decisions made over the last three years or so.  All that seems to matter is 

the immediate effect, the short term market reaction.  But, recently, there has been an 

astonishing admission, coming as it did from no less than a Governor of the Fed.  Kevin 

Warsh conceded that the Fed is effectively price-fixing on a global scale.  

As correctly pointed out by the youngest ever Fed Governor, the market for US Treasuries is 

special.  It is special because their pricing determines what is widely regarded and still used 

by the investment industry as THE RISK-FREE RATE.  This ‘risk-free rate’ is then used by the 
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industry as the foundation from which all other (and presumably riskier) financial assets are 

priced or from which future expected returns are derived for all financial asset classes.   

So, if there is price-fixing in the very foundation from which all financial assets are priced, 

what does that say about the pricing of all financial assets?  Well, it means that the level of 

risk which is inherent in investments of all sorts is being underestimated by most investors.  

As a result, higher prices are being paid for investments than would otherwise be the case 

should the (false) belief that US Treasuries are ‘risk-free’ cease to prevail.     

In other words, the bulk of the risk premiums (rewards for risk) that are assumed to exist in 

the riskier asset classes than, say US Treasuries, are simply not there for investors to enjoy.  

The risk-free rate is ‘rigged’; it’s not a sound footing to build investment portfolios on.  Why 

is this important?  Because of the way the industry works.  You see, investment portfolios 

are constructed by allocating assets between different asset classes based on their expected 

future risk premiums over and above the illusory risk-free rate.  

How will the industry break its addiction to the convenient assumption that there is a risk-

free rate?  I don’t know.  But I do know that there is no such thing as a risk-free investment.  

The origin of the now popular delusion that there is such a thing can be traced back to the 

industry’s desire for a simplified asset pricing model some fifty years ago.  That seemingly 

benign desire turned into quite a malignant one, now that we are almost forty years into a 

global fiat only money experiment. 

The only ‘risk-free’ aspect of US Treasuries, during this ongoing period of monetary madness 

or quantitative easing, is that they do offer risk-free profits to those willing to front-run the 

Fed (as described brilliantly by Professor Fekete in his writings, in particular in ‘There is No 

Business Like Bond Business’ of January 2010).  But such profits are not for everyone and 

they will come to pass eventually.   

The ‘new malaise’ Kevin Warsh alludes to in his article is not new at all.  The history of ideas 

about money shows, on the contrary, that we are dealing with a very old conflict that comes 

up periodically.  The difference is that, this time, the malaise is global: the US dollar is losing 

its global reserve currency status.  As a result, I do not share Mr Walsh’s confidence that the 

Fed’s Open Market Committee will have the tools required to end the so-called ‘malaise’.     

How it all ends is not for the Fed to say or decide.  History shows that what matters now is 

how many ounces of gold you and I own.  This is because the global financial system where 

all investments are made is based on the quiet assumption that financing the US national 

debt (or buying US Treasuries) is risk-free.  In other words, the foundation from which the 

price of virtually every asset in the world is calculated is based on... a false belief! 

 

 


