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Quarterly Market Update 
 
 Like many throughout the Northeastern U.S., the last weekend of the third quarter finds me sitting on 
grass, listening to my nine-year-old son's football practice. But while these early fall days are crisp, clear 
and pleasant, it is also the time of year when leaves fall, and cool nights catch the complacent 
unprepared for the inevitable winter.  

Of late, Mr. Market has been displaying just such complacency, generating impressive rallies in the face 
of deteriorating economic data points, sentiment indicators, and earnings expectations. Markets have 
corrected only modestly and temporarily—generally when monetary stimulus threatened a pause.  

At Clear Harbor, we remain alert to fundamental economic developments, which could yet culminate in 
a market storm. And so looking toward year-end, we approach a presidential election in the United 
States, the much-discussed (and just-as-often ignored) “fiscal cliff,” and a host of potential international 
breakpoints acutely aware that significant risks and distortions remain embedded in the capital markets. 

Macro Overview 

The third quarter was marked by a surge in equities in the face of consistently disappointing economic 
growth. While the S&P 500 rallied 6.3 percent this quarter and the MSCI World Index (ex U.S.) closed 
better by approximately 5.9 percent, economic growth in both the developed and emerging markets 
disappointed. The Eurozone has entered recessionary territory; China’s stated growth rate is now 
trending at or below 7 percent after several years of 10-12 percent growth.  

In the U.S., growth has trended downward over the course of the year, while inflation expectations have 
trended higher. Business activity has faltered, with confidence at strikingly low levels. Durable goods 
orders fell 13.2 percent in August—clearly a bearish data point for capital spending and sentiment.  

Indeed, manufacturing activity decelerated significantly over the quarter across the globe. Real wages 
remain depressed, as emerging markets grapple with excess manufacturing capacity and developed 
economies endure historically high unemployment. This does not bode well for discretionary 
consumption anywhere: not in China, which seeks to transition from an export-driven model to a 
domestic consumer economy, and not in the U.S., which remains overly dependent on consumption.   
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Prospects are not encouraging. In the U.S., the Congressional Budget Office forecasts negative GDP 
growth of 0.5 percent for 2013, while many other reputable economists and research firms predict an 
even more marked decline as the result of ongoing congressional deadlock over how to address the 
“fiscal cliff.” Eurozone member nations including Greece, Spain, Portugal, and Italy have been forced to 
embrace significant fiscal austerity, further pressuring growth across the region, and complicating the 
work of policymakers seeking solutions in the midst of public uproar. 

As growth goes, so goes employment: in the U.S., unemployment has now remained above 8 percent 
since the equity market bottomed in March 2009. In the Eurozone, unemployment currently averages 
11.2 percent, with countries such as Greece, Portugal, and Spain experiencing 15-30 percent. Youth 
unemployment in the peripheral segments of the Eurozone is in excess of 50 percent. A vicious cycle of 
weak employment and weak spending is neigh upon us. 

U.S. and Global Monetary Policy 

Like some other market skeptics, I attribute equity market performance over this past quarter more to 
unprecedented monetary policy actions than to a perceived or tangible improvement in consumption or 
end-user demand. In particular, the aggressive pursuit of “quantitative easing” warrants attention—not 
only because of its implications for investment strategies, but because of the significant economic and 
financial risks it introduces. 

• What exactly is QE, anyway? 
 

Quantitative easing goes beyond the conventional tool set of monetary authorities, such as a reduction 
in the Federal Reserve’s funds rate, to include large purchases of sovereign and mortgage-backed-
securities through a dramatic expansion of balance sheets. Such policies are intended not only to lower 
interest rates per se, but to force investors to seek more compelling returns on their capital by taking on 
more risk, whether in higher-yielding credit, equities, master-limited-partnerships, or loan funds.   

• Why are they doing it? 
 

In the U.S., the Federal Reserve hopes such an approach will help fulfill its “dual mandate” of supporting 
full employment. As the prepared statement of the Fed’s Open Market Committee read at their last 
meeting: “If we do not see substantial improvement in the outlook for the labor market, we will 
continue asset purchases until we do.” This policy view suggests that the Federal Reserve will continue 
to emphasize employment gains over price stability (i.e., inflation concerns—the “other” half of the 
Fed’s dual mandate). In fact, the Federal Reserve has expanded its balance sheet 3.5 fold to $3 trillion 
since 2008—a massive increase in money supply that carries inherent inflationary risks. 

• Market impacts 
 

To be sure, this search for yield and return has succeeded in reducing credit spreads to levels not seen 
since the fall of 2007, and helped equity markets continue their march higher. The combination of 
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conventional, unconventional, and unprecedented policy action has provided oxygen to formerly flailing 
financial markets. But we may have reached a break point. Bears believe the oxygen tank is now empty; 
bulls remain optimistic that the Fed will succeed in buying time for the “real economy” to find its 
footing, at which time monetary stimulus can be withdrawn in a manageable way.  

• Investment implications…so far 
 

Who is right? To date, though bears (and many bulls) have doubted the wisdom of quantitative easing, 
those who anticipated the will of the Fed have garnered the most impressive market returns. On the 
other hand, many who failed to capture their fair share of year-to-date gains are now determined to join 
the party and exploit current policy, in spite of the downward trend in economic data over the last two 
quarters.  

The Clear Harbor view has been one of caution, but also one that has accurately gauged the trajectory 
and impact of Fed policy on the capital markets.  Our concern over the work of the Fed did not keep us 
from capturing market gains since the inception of the financial crisis, including on a year-to-date basis. 
“Don’t fight the Fed” has served as our guiding view the last three years, and supported my constructive 
view on asset price valuations.  

• What’s changed  
 

The latest round of quantitative easing, known as “QE3,” is cause for reassessment. Near-steroidal levels 
of liquidity have not only distorted incentives for the allocation of capital, but invited corporations to 
overestimate the soundness of their cash flows, margins, and to a great extent, overall demand for their 
products and services. Investors have begun, rightly, to question the reported health of corporations in 
such an environment. They likewise struggle to find a clear theme from improving housing data, which 
has been distorted by the record-low mortgage rates that can only be sustained by unlimited easing.   

• Reasons for doubt 
 

From a purely economic standpoint, the benefits of quantitative easing are not firmly established. If the 
Fed’s program were stimulating growth, one might expect a spike in the flow of money through the 
economy. Instead, we have seen a marked decline. Indeed, this environment puts a significant headwind 
to those who may have a job, but very little savings and even less investment. Across the developed 
world, loose monetary policies have abetted a massive depreciation of currencies relative to gold, crude 
oil, gasoline and other commodities, reducing the interest income of retirees with limited resources, and 
the purchasing power of ordinary consumers across the board. What has “easy money” done for them?  

Clear Harbor’s view is that while an accommodative conventional policy is warranted to lower 
borrowing costs, the Fed’s attempt to buy additional time through enhanced market manipulation could 
wreak greater uncertainty and havoc on the economy.  Current policy is losing its effectiveness, and in 
fact may lead to negative intended and unintended consequences. 
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• Making the same mistake twice? 
 

Supporters argue that without unconventional action, the impact of private sector deleveraging and the 
rise of personal savings would have proved disastrous to the economy. Indeed, artificially low interest 
rates help the U.S. government to fund its ballooning deficits, consumers to purchase goods and services 
on credit, and investors to finance “carry trade” assets that generate cash flows above their cost of 
capital.    

Yet household deleveraging must continue until we have addressed at least some of the current 
imbalances. Let us not forget that the root cause of that bubble was a credit supercycle that grew for 
too many years in excess of income. Those who hope massive asset purchases by central banks will spur 
further debt-fueled consumer activity should be careful what they wish for. 

While the Federal Reserve carries outsized weight in global financial markets, decisions by other 
monetary authorities have certainly provided temporary stimulus as well. Just this past quarter, the 
Bank of Japan initiated another round of its own aggressive quantitative easing in their continuing 
attempt to weaken their currency (and buoy their export-oriented economy). And the European Central 
Bank won approval from the German Bundesbank, by way of the German constitutional court, to initiate 
a more aggressive monetary course that would involve a comprehensive policy of quantitative easing.   

The Eurozone Crisis 

While there are many nuances to the Eurozone crisis, any solution will require huge sacrifice from all 
member nations. Weaker countries must embrace severe austerity in exchange for support, while 
Germany and others grapple with the concept of a Eurobond that would leave their national balance 
sheets on the hook for the follies incurred outside their borders.  

As I first expressed in June 2011, I believe the Eurozone will only survive in the long run if it embraces 
fiscal central centralization (i.e., the equivalent of a U.S. Treasury secretary who resides in Brussels), 
debt mutualization at some important level, pan-Eurozone banking regulation, and uniform deposit 
insurance across all Eurozone nations. Understanding what is required is far easier than enacting such 
dramatic and structurally significant policy measures.  

I have spoken extensively with citizens of Germany and other “strong” nations, and considered recent 
polling data across the Eurozone. It is my view that officials truly desire a solution, but that they will 
need the political cover of a “Lehman moment” before they can summon the boldness to forge a more 
economically integrated Eurozone.  

I believe that “Lehman” moment is Greece. The vast majority of Germans believe that Greece lied their 
way into the Eurozone, and should leave. Because this public perception is so strong, it is my view that 
policymakers in Germany, led by Angela Merkel, will require a Greek exit from the Eurozone before 
asking the German people to risk their national balance sheet for the sake of the rest of the Eurozone.    
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With that said, I expect that deleveraging of banks will continue within the Eurozone for quite some 
time. This process will continue to weigh heavily on European growth, particularly in those southern 
nations that shall bear the brunt of fiscal austerity measures. So while the headlines understandably 
emphasize the future of the euro, the fate of European economies warrants equal consideration. 

The U.S. “Fiscal Cliff” 

The proverbial “fiscal cliff” risks slashing government spending across the board, including defense, 
while raising taxes on capital gains, dividend income, and ordinary income. From an investment 
standpoint, the outcome of tax policy will cause some asset classes and market segments to become 
more or less attractive than they are today. Let’s focus on the implications for an area dear to most U.S. 
investors: dividend stocks.  

Under current budget rules, going over the fiscal cliff will see the dividend tax rise from 15 percent to 
43.8 percent in 2013. If taxes on interest remain at ordinary income tax rates, but rates on dividend 
stocks nearly triple, will investors feel incrementally more compelled to own credit over equity?  

While some investors believe expectations of a fiscal cliff are overstated, such questions may not remain 
academic much longer, and we discuss them extensively at our weekly investment committee 
meetings. The outcome of tax and fiscal policy is terribly uncertain, and when combined with growing 
unease over the impacts of Federal Reserve policy, has weighed on earnings multiples across equity 
markets.  

Equities 

Equities remain a significant allocation for our clients, and we enter the final quarter of 2012 with a keen 
eye on valuations. In the U.S., the S&P 500 is trading at a trailing 12-month (“TTM”) earnings multiple of 
approximately 14.5, versus an historical average of about 15 over the last nearly 150 years. By this 
standard the market may be considered fair value. However, we are mindful of the pitfalls in looking at 
TTM PE levels. For example, if one were to just look at the spring of 2009 (at or near the multi-year 
equity market low), the TTM PE ratio was in excess of 100. This was clearly not the moment to bail on 
the market, and on the contrary was precisely the time to allocate capital to it.   

Another metric to consider is the cyclically adjusted 10-year PE ratio (“PE10”). The PE10 is currently at 
22, which given an historical average of 16 may appear a bit overvalued. This ratio is often used by 
investors to smooth out the extreme fluctuations in the economy and business cycle which can 
temporarily shock shorter-term measures. 

Perhaps most important is a consideration of available alternatives. We compare equity valuations to 
other asset classes, such as fixed income.  Today, the market offers equity investors an earnings yield of 
approximately 7 percent, while bonds with credit characteristics comparable to the S&P 500 offer a 
yield-to-maturity of 3.3%.i This comparison suggests that equities continue to provide a compelling risk-
adjusted reward profile relative to the corporate bond market. 
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With that said, corporate earnings expectations continue to adjust downward both in the U.S. and 
abroad. Additionally, fourth-quarter forecasts for the S&P 500 still call for year-over-year profit growth 
of 14 percent, which still appears aggressive to us. In addition to earnings disappointments in Q4 2012, 
we anticipate impacts as the market digests a new election and the risks of a growing fiscal crisis 
described above. In this environment, sector and security selection, with keen attention to earnings 
quality and stability of cashflows, is a critical component of risk management. 

Housing 

While the majority of U.S. and global economic data has disappointed over the last few quarters, there 
have been a few areas of optimism—most notably in the prospect that housing has finally 
bottomed. Household formation clearly stalled over the last four years as the credit bubble burst, 
plummeting to an average 500,000 per year from 2008-2010 from the 1997-2005 average of 1.5 million. 
Indeed, new housing units peaked in early 2006 at an annualized rate of nearly 2.3 million units, before 
plummeting to just 478,000 in April 2009. 

We have seen similar swings before. New housing units plummeted during the recession in 2001 before 
logging a marked improvement to 1.1 million. Today, units have rebounded to hover around 750,000, 
yet remain far below current rates of household formation. While elevated unemployment and 
incremental “shadow inventory” will most likely dampen expectations for a dramatic further recovery, 
the trends in housing undoubtedly look more positive than any time over the last several years.    

U.S. Building Starts: September 2005-August 2012 

 

 

 

  Source: Bloomberg, U.S. Census Bureau  
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Natural Gas 

Despite sluggish U.S. economic growth, we mentioned in our March 30th Quarterly Market Update that 
the herd was most likely wrong in believing that natural gas prices in North America would remain low 
for a long time. Since then, natural gas prices have surged approximately 15 percent. The recent trend 
higher looks well-defined on a technical basis, with prices now trending above 50-day, 100-day, and 200-
day moving averages. Additionally, we have seen a series of higher lows (in price) in both June and 
August following a low for the year in April.   

On a fundamental basis, so far this year we have seen the natural gas rig count fall by half. Decline rates 
in natural gas wells represent a second significant contributing factor in decelerating natural gas 
production. (It is typical for shale gas wells to witness a decline of 80 percent or so after the first year of 
production.)  

This decline in supply is accompanied by continued long-term growth in demand. The U.S. has witnessed 
significant switching from coal-fired generation to natural gas, spurred by attractive pricing, 
replacement cycles for aging coal plans, and new clean air regulations. According to the Sierra Club, plan 
operators have announced 106 retirements of coal facilities—some 13 percent of total U.S. coal 
production capacity. The federal Energy Information Agency expects that natural gas consumption in the 
U.S. will increase by 21 percent from 2011 levels by 2035.   

After years of poor pricing prospects, producers now increasingly hold the cards. At current gas prices, 
many producers continue cap wells and reduce capital expenditures on new drilling. Higher prices will 
required to incentivize producers to drill aggressively, and support the continued march of shale gas 
from 23 percent of U.S. natural gas production in 2010, to as much as 50 percent by 2035. 
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We are mindful that natural gas futures are predicting higher prices over the next few years. If this 
further rally should occur, we would expect incremental switching back to coal to occur. Such a response 
could cap the acceleration in gas prices, but is unlikely to fundamentally alter the upward trend now in 
place.    

Gold 

Faithful readers of Clear Harbor’s quarterly commentaries will note that this past quarter proved 
challenging for those who expected gold to continue its upward trend. Trading in the yellow metal was 
buffeted by the likelihood of significantly easier monetary policy from the ECB on the one hand, and 
uncertainty over quantitative easing in the U.S. and Japan.  

Nonetheless, gold struck an intra-year low of $1539.57 per ounce in May, and has since rallied nearly 15 
percent, for a year-to-date appreciation of nearly 13 percent. Despite the inevitable short-term 
fluctuations, we believe that developed economies will continue to expand their monetary balance 
sheets and devalue their currencies versus gold. 

Fixed Income 

Treasury rates continue to trade well below inflation rates and expected future inflation levels. This 
presents significant challenges to fundamental investors who seek investments that provide positive 
inflation-adjusted returns.  

Our firm’s strategies remain significantly underweight Treasuries, focusing instead on carefully selected 
investment-grade and high-yield issuance that we believe offer either equity-like return characteristics 
(in the case of select high yield names) or at least a fighting chance of keeping pace with inflation. We 
also see significant value investing in select loan funds managed by highly talented individuals. The vast 
majority of these investments provide capital to the less cyclical segments of the economy—particularly 
consumer goods and healthcare. In many cases they lend at 12-14 percent, yields and pay out more than 
10 percent to shareholders.   

We do not see value in taking significant interest rate risk at this juncture, and maintain an average 
duration significantly shorter than that of the Barclays Aggregate Index.    

Agriculture 

The price of corn, wheat and soybeans all rose again this past quarter, and have now appreciated by 
16.9, 38.2 and 33.5 percent respectively year-to-date. For the world’s largest agricultural commodity, 
corn, strong demand, coupled with significant drought conditions both in the U.S. and abroad, has 
provided one of the tightest markets in memory.  

In fact, here in the U.S., the corn supply is now dropping below last year’s domestic consumption levels. 
According to Bloomberg, this is only that third time in U.S. history where we have witnessed such a 
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trend. Production for 2012 plus inventories is expected to reach 11.8 billion bushels—less than the 12.4 
billion bushels consumed or exported in 2011, according to USDA.  

Record heat this past summer is the primary catalyst for this trend.  However, more disturbing as we 
look to the coming years is the degree to which the water table in the U.S. bread basket is dropping. 

The agricultural trends over the course of this year also support an important component of Clear 
Harbor’s Natural Resources thesis: rising populations, surging emerging market wealth, and growing 
demand for foods and fuels which will ultimately provide tailwinds to the sector and opportunities to 
the careful and patient investor. Severe droughts in the U.S. highlighted limitations to supply growth. 
However, we also believe this highlights significant opportunities in the areas of energy and water 
efficiency. The team at Clear Harbor continues to seek out best-in-breed investments in this segment of 
the investment landscape.    

For example, a natural gas shale well requires well over 3 million gallons of fresh water in order to 
initiate the fracking process and begin to produce gas. The ability to either reuse or seek out alternatives 
to fresh water is not only critical to the environment, but also the energy industry and their ability to 
sustainably grow production.   

Geopolitical Risks 

The team at Clear Harbor remains mindful of the significant geopolitical risk currently embedded in 
investor psychology and confidence, as well as specific sectors of the economy. From the policy crisis 
between China and Japan over the status of uninhabited islands, to territorial disputes between China, 
Vietnam, and the Philippines in the South China Sea, to further unrest and uncertainty in North Africa 
and the Middle East, to the populist winds that appear to be gaining momentum in Europe, to the ever 
evolving rules over capital flow in Argentina, to the debate and diplomatic frictions over drilling for 
hydrocarbons in the Arctic, geopolitical risks are ever present and significant contributors to market 
volatility around the world. 

Conclusion 

This was a good quarter for the markets. And yet, it is an odd and difficult moment. The stock market 
rally is approaching its third full calendar year anniversary with rising trepidation, fewer long-term 
holders of equities, and a series of dark clouds and questions before it.  

While the economy has trended downward over the last three months, global monetary policy 
continues to provide a catalyst for higher equity prices and real assets generally. Capital will seek the 
most prudent risk-adjusted allocation, and while “dry powder” must be set aside in advance of market 
opportunities, remaining purely in cash is an investment decision in itself. And in recent years, that 
decision has proved costly relative to inflation and the purchasing power of the dollar. 

As the U.S. presidential campaign nears its close, we are reminded that capital markets remain voting 
machines, not weighing machines, with upsets surprisingly common and conventional wisdom often 

http://www.clearharboram.com/�


 
 

 
 Visit our web site: www.ClearHarborAM.com or call us at +1 (212) 867-7310 
 
        Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

challenged. Even the most reasonable thesis must be risk-tested to gauge the impacts of being wrong. A 
bearish view on the economy need not translate into inaction or withdrawal from the marketplace. 

Indeed, while no roadmap is assured, the Clear Harbor team remains attentive to the pitfalls as well as 
the opportunities of this particular economic and monetary moment. While client objectives vary, 
analytical rigor, continuous vigilance, and a clear-eyed view toward risk remain our bywords as the 
seasons, the political world, and the markets themselves continue to turn.   
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place of business in the State of New York.  Clear Harbor and its representatives are in compliance with the current 
notice filing requirements imposed upon registered investment advisers by those states in which Clear Harbor 
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directly into an index, which are unmanaged and do not reflect the deduction of advisory fees.  This brochure is 
limited to the dissemination of general information pertaining to its investment advisory services.  The current 
account composition is intended for informational purposes and allocations are subject to change. 

For information pertaining to the registration status of Clear Harbor, please contact Clear Harbor or refer to the 
Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov).  For additional information about Clear 
Harbor, including fees and services, send for our disclosure statement as set forth on Form ADV from Clear Harbor 
using the contact information herein.  Please read the disclosure statement carefully before you invest or send 
money. 

 

                                                           
i The investment-grade companies in the S&P 500 represent 87% of the total market capitalization of the S&P 500 and 94% of its total 
debt. 
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