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Quarterly Market Update 
 
For a third consecutive year, we find ourselves at the midpoint of the calendar with improved economic 

and market performance from the first half giving way to abruptly renewed concerns among global 

market participants. Rather than Congressional bickering over spending or debt ceilings, the questions 

this time revolve around the duration and scale of global monetary policy—a persistent area of focus at 

Clear Harbor. 

Perceived shifts in asset purchases by central banks and their anticipated impacts on earnings and 

growth have driven interest rates higher, global equity prices and currencies lower (with the principal 

exception of the United States), and dramatic reversals in some commodities. Volatility, as measured by 

the CBOE VIX index, spiked nearly 65% from May 17th through June 20th. 

Impacts were seen across global financial markets, but were especially pronounced in bonds. U.S. 

investors pulled capital out of fixed income funds at a rate not seen since the financial crisis, affecting 

risky and “safe haven” assets alike: both 10-year Treasuries and emerging market currencies and credit 

spreads weakened considerably. The Barclays Aggregate Bond Index—a key fixed income benchmark in 

the U.S.—has fallen 3.36% year-to-date, with the vast majority of the decline occurring in June. 

Declines spilled over into equities, leaving the MSCI World Index (ex-US) off 2.36% for the year. Despite 

the reversal of recent trading sessions, the S&P 500 has returned 12.4% so far in 2013, further 

demonstrating the relative appeal of U.S. markets to global investors. (Unless otherwise indicated, all 

data is as of the close on June 26, 2013.) 

While we believe that much of the recent financial market volatility has been exacerbated by the broad 

unwinding of short-term trading strategies, the beginning of the third quarter provides an important 

moment to review monetary and economic conditions, as well as the reasoning behind the construction 

of long-term portfolios. I begin with the most significant subject affecting markets today: the continuing 

dance between monetary authorities and market participants. 
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Monetary Policy 

The U.S. Federal Reserve, the Bank of Japan, and the European Central Bank are all at historical 

crossroads. In the U.S., a significant question exists as to the timing and quantity of the eventual 

withdrawal of quantitative easing ("QE") from the markets. In Japan, “Abenomics” is producing an 

extraordinary monetary expansion. And in the Eurozone, expectations of a more flexible ECB following 

elections in Germany are buttressing market optimists. 

 The Federal Reserve: Whispers of a Return to Normalcy 

Our commentaries over the last several years have addressed both the benefits and risks of 

extraordinary U.S. monetary easing. Our general investment conclusion has been to embrace the 

Federal Reserve's actions and allocate portfolios in a manner that reflects an expanding Federal Reserve 

balance sheet, as well as a near-zero Fed funds rate.  

We have also pledged to reassess this approach as both policy signals and economic conditions 

evolve. While I remain uncomfortable with current Fed action because of the long-term risks it is 

embedding in the economy, investors must continue to position their portfolios with monetary policy in 

mind—in particular its impact on flows of domestic and international funds.  

I believe the degree to which the Fed is manipulating asset classes and the shape of the yield curve is 

reducing the confidence and conviction that investors would otherwise have at this moment in the 

economic cycle. I also question how far Federal Reserve policy can drive economic activity, and the 

sustainability of earnings and margin trends premised on its unprecedented scope. These concerns have 

real-life consequences for how investors perceive risk and allocate portfolios. The fact that an extremely 

high amount of cash remains on the sidelines is in part testament to this fact.   

There are signs that Chairman Bernanke does see a path to a more normalized monetary policy. Last 

week, the Fed's crucial Open Market Committee released a carefully crafted statement at their regularly 

scheduled meeting. The Fed described its inclination to reduce the pace of asset purchases, but only 

once economic growth and employment gains appear assured to continue trending sufficiently upwards. 

As such, we believe the market will live with the QE experiment longer than the past week’s market 

dislocations might suggest, particularly should earnings growth prove less than robust, and GDP remain 

well below historical trends—as Wednesday’s disappointing final reading on Q1 growth seemed to 

indicate. 

Our view has always been that the Fed's decision to taper its QE program would prove extraordinarily 

data dependent. However, we believe that the rationale for tapering is strong, and that the Fed should 

not tarry in reducing their size of asset purchases once economic conditions warrant. In fact, there is a 

reasonable argument to be made that with a smaller-than-expected annual budget deficit in the U.S., 

the Fed could reduce their asset purchases simply in order to reflect a smaller supply of Treasuries 

entering the market. 
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 The Federal Reserve: The Predicament Continues 

While we strongly believe that returning to a more recognizable monetary foundation will provide 

positive long term economic encouragement for investors, we recognize that capital markets could 

falter further for some period of adjustment. Indeed, even though the most recent selloff in bonds may 

be at least partly justified after years of unimpeded price gains, there is good reason to believe that it is 

not only overdone but also a cause for concern for equity holders. Another significant increase in 

Treasury yields, accompanied by another wave of widening credit spreads, could tip the advantage back 

from equities, and toward bonds.   

While there is no specific magic threshold that marks the boundary for all investors, Treasuries have 

certainly become incrementally more attractive. Ten-year Treasuries have already shifted from 

providing approximately 50 basis points of negative real return earlier this year, to 50 basis points of 

positive real return today. But yields will have to continue their recent rise in order to remain attractive 

if inflation kicks in.  

The ultimate predicament that the Federal Reserve faces is thus unchanged. If they unwind their 

quantitative easing program, they can provide a more normalized rate environment for investors 

seeking to allocate capital—but they also risk derailing the housing recovery, muffling GDP and 

employment gains, and eliminating an inducement to risk-taking across the capital and corporate 

markets. If they maintain an extraordinarily unprecedented posture, it will represent a continued bid to 

suppress costs of capital at historic lows for households and businesses—but only by suppressing the 

natural forces of efficient capital markets in equal measure.   

 The Federal Reserve: Impacts on Current Positioning 

Since the Fed clearly emphasizes that its future actions will be driven by key economic metrics of 

growth, inflation and employment, the proverbial "Bernanke put" on the equity market remains intact. 

With that said, ultimately it is earnings that drive equity prices. For purposes of portfolio construction, 

our models maintain assumptions of single-digit earnings growth for U.S. equities in 2013. This implies 

that the S&P 500 is currently trading at fair value to historical fundamental measures, and remains 

attractively valued relative to other competing assets classes—particularly U.S. Treasuries and fixed 

income credit. 

Clear Harbor’s Balanced Strategy (which includes equities, fixed income, cash, and commodities) thus 

continues to favor equities over fixed income and credit over rates, partly in recognition that equities 

continue to provide historically reasonable valuations based on earnings multiples, free cash flow yields, 

and returns on equity. Although valuations appear to have already priced a great deal of optimism, an 

environment of tepid inflation, softening commodity prices, and weakening bond prices could support 

expanded price-to-earnings multiples for stocks across key sectors of the economy.  
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We also note that further moves higher in U.S. Treasury yields can be expected once the Fed moves 

beyond hypothetical statements, and begins to take concrete actions to tighten credit. While significant 

deceleration in economic data over the summer could delay the start of tapering, steady improvement 

could indeed hasten it. 

Long-term investors recognize the importance of looking through near term volatility, and resisting the 

temptation to time the markets in defiance of a carefully constructed portfolio that incorporates specific 

client objectives and risk profiles. With that said, the recent move in fixed income markets, and the 

negative real returns for the asset class year to date, have not been seen in many years, and warrant a 

note on our current positioning.  

In a Clear Harbor Flash near the start of the year, we articulated why the significant appreciation in bond 

prices in recent years appeared poised to end. We positioned our balanced portfolios to reflect this 

view, remaining significantly underweight fixed income relative to our benchmark and maintaining a 

higher-than-average cash position. While these two decisions helped the fixed income component of 

these portfolios outperform their benchmark, year-to-date absolute returns remain slightly negative, 

and below an equities-only strategy for the period.  

With that said, June witnessed several days akin, in one respect, to how markets reacted during the dark 

days of the 2008-09 financial crisis: a sudden and broad correlation in the performance of several asset 

classes. As in 2008-09, June 19th and 20th  in particular saw equities, bonds, and commodities all fall 

significantly in unison, and the market action of recent days accounts for nearly all of the 

underperformance of this strategy year-to-date.  

Even as markets appear to readjust daily from this most recent jolt, this is a reminder that even a 

carefully constructed portfolio can be vulnerable to short-term volatility—and even amid economic 

conditions in the U.S. today that are significantly more positive than in 2008. Given the analysis above, 

we maintain our confidence in current model allocations. As always, we at Clear Harbor look forward to 

discussing the specific implications of market conditions for your own portfolio—not merely in pursuit of 

maximum returns at any cost under all circumstances, but in the context of evolving investment 

objectives and risk tolerances. 

 Bank of Japan: A New Hope? 

Our recent travels to Tokyo confirm our view that “Abenomics” is the most significant monetary and 

fiscal policy initiative that Japan has witnessed in the last quarter century, and significantly improves 

prospects that Japan can succeed in reflating its economy. We would also expect QE to begin to prod 

individual Japanese investors to reduce their government bond holdings in exchange for the asset class 

that has the potential to keep pace or even surpass inflation: equities.  
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A move to equities would mark a tremendous shift in the expectations of Mr. & Mrs. Watanabe, who for 

30 years have seen domestic equities provide all the associated volatility without any of the promised 

returns. Indeed, equities have delivered negative returns over that time, while Japanese government 

bonds have provided positive real returns—along with lower volatility. While we are constructive on 

Japan, including Japanese equities, more meaningful flows from fixed income to equities on the part of 

domestic investors could thus require more patience than many Western investors realize. 

Rather than relying on a domestic rotation in funds from bonds to stocks, our Japan thesis for the next 

12-24 months is premised on a yen that remains weak despite recent volatility, and prospects for an 

acceleration in economic activity and earnings. However, a more durable shift within the Japanese 

economy will require achieving some historically elusive structural reforms. Often dubbed the “third 

arrow” of Prime Minister Abe’s economic program, these challenges include reforming rigid labor laws 

that have all but stifled much-needed corporate consolidation, along with a move toward wage inflation 

through stable salary increases, rather than bonuses.  

Lastly, a weak yen is critical to the outcome of all of Abe’s policy initiatives. The current and expected 

growth of the Bank of Japan’s balance sheet in proportion to that of the U.S. Federal Reserve is 

illustrative of why we expect the Yen to remain relatively weak for the foreseeable future. For more on 

our Japan view, please see last week’s Clear Harbor Flash on the subject. 

 The Eurozone: A Tug-of-War on Hold  

In the Eurozone, we see elections in Germany providing a pause in monetary policy action until Q4. We 

maintain that the European Central Bank is constrained as the healthier northern Eurozone members 

balk at the notion of a uniform banking system and debt mutualization. We also consider the leverage, 

and therefore the risks, in the Eurozone remain firmly in place, and bank capital adequacy remains a 

concern. While our equity strategies allocated a modest amount of capital to Europe during this past 

quarter, we remain significantly underweight the region.  

 

Gold, Currencies and Oil: Maintaining Balance 

While the monetary front is likely to remain central to both economic and market outcomes for the 

foreseeable future, other important trends remain important—whether in conjunction with policy 

actions or in their own right. 

The performance of gold over the course of the quarter and on a year-to-date basis has proven 

extraordinarily negative in dollar terms, with the yellow metal off approximately 23% for the quarter 

and 26.6% year-to-date. Yet for investors in countries where currencies have weakened, gold has held 

up significantly better. I raise this point not to defend our firm's allocation of gold within some 

strategies, but to highlight our view that gold should itself be considered as a currency that functions in 

harmony with other elements of a thoughtfully constructed portfolio.  

http://clearharboram.com/flash_detail.php?FlashID=54
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Our response to recent market moves illustrates this thinking. Rather than reduce gold exposure (which 

in many cases would result in reduced, but still significant, long-term gains), we have lowered our 

foreign currency exposure in Australia, New Zealand, and other countries where a stronger currency is 

closely tied to base metal and raw material demand, particularly from China. This helps us adjust for 

shifting risks, while maintaining overall portfolio balance. 

We have even trimmed some of our oil exposure on the belief that emerging market growth is 

decelerating and the U.S. dollar is most likely poised to remain strong for the foreseeable future. 

However, we retain significant commitments in select companies that we believe are exceptionally 

positioned to deliver reliable operating performance and, over time, appealing risk-adjusted returns for 

clients in this area of enduring economic importance. 

In short: while we have managed certain allocations in sectors that tend to underperform in a strong-

dollar environment, we believe that neither economic fundamentals nor monetary policies warrant 

broad shifts in most client allocations. And we still see value in maintaining some position in gold as a 

hedge against unforeseen tail risks that could negatively impact other asset classes represented in our 

firm’s strategies.   

With all that said, the headwinds for gold do appear likely to remain with us for some time. A healthier 

U.S. economy and dollar relative to the rest of the world, and higher interest rates despite subdued 

inflation expectations, all suggest a difficult environment for gold as we look toward year-end. Market 

timers who approach gold as a short-term “play” independent of other portfolio considerations would 

do well to proceed with caution. 

 

Emerging Markets 

In recent weeks, emerging markets have witnessed a swoon across the board—equities, sovereign credit 

and corporate fixed income. We attribute the violence of these downdrafts to a reversal in the flow of 

capital to the emerging markets from the developed world, particularly the U.S., where quantitative 

easing had succeeded in pushing investors into riskier asset classes. The expectation of future QE 

tapering has effectively recalled this capital home, to safer assets that now carry incrementally higher 

yield.  

On a fundamental level, emerging markets continue to present a blend of headwinds and opportunities. 

On the one hand, many emerging market manufacturers and exporters face renewed competition from 

the weakening Japanese yen; on the other hand, uncertainty over corporate transparency and 

regulation in China has provided opportunities such as Vietnam, Malaysia, and Thailand to capture 

market share.  
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The sun has certainly not set on emerging markets. But the recent market swoon is a shot across the 

bow to those who assume that growth is always and everywhere correlated to the direction and slope of 

domestic credit and equity markets.    

  

China 

China's equity markets remain in a corrective pattern after having peaked in 2009, with growth also 

trending lower over the last several years. In fact, the World Bank recently cut their 2013 global GDP 

forecast from 2.4% to 2.2%, and their China forecast from 8.4% to 7.7%. Several global investment banks 

have also reduced their expectations for China growth. 

We have observed China through an investment lens since our founding. We have both recognized its 

promise and shared in the disappointments of the greater market. Of particular concern today is China’s 

exploding credit relative to the size and growth of GDP.  

In an interview with the Economist earlier this month, Nomura's chief China economist Zhand Zhiwei 

discussed the matter in these terms: 

Mr. Zhang points out that several economies have suffered financial crises after their stock of credit grew 

by about 30% of GDP in a span of five years or less. Japan fell afoul of this rule in the latter half of the 

1980s; America broke the limit in the years before 2007. 

Now Mr Zhang is worried about China. At the end of 2008 total credit to firms and households amounted 

to less than 118% of GDP, according to a new measure calculated by the Bank for International 

Settlements (BIS). By September 2012 the total stood at over 167%. 

The article went on to mention that "Mathias Drehmann of the BIS calculates that when the deviation 

exceeds 10% of GDP, it serves as a reliable early warning of a crisis within the next three years.” 

According to The Economist's calculations, the credit ratio in China now exceeds its trend by 14 

percentage points. 

Nor does this credit appear to guarantee growth. A recent update from HSBC on the growth of Chinese 

manufacturing came in at contractionary levels (48.3) last seen in October 2012. This weakness, coupled 

with an apparent lack of confidence among Chinese banks, is particularly troubling to those seeking a 

soft landing in China. Seven-day lending rates last week surged 270 basis points to 10.77%. According to 

Bloomberg, this was the highest level seen since March 2003. Overnight lending rates have also followed 

a similar trend with the most recent one-day rate seen rising by 527 basis points to an all-time high of 

12.85%.   

In some important sense, Chinese officials are attempting to rein in less efficient credit after years of 

building manufacturing capacity in a world of persistently low utilization levels. But altering the mindset 

of allocators of credit in an economic system more driven by command and control than supply and 

demand will doubtless be difficult.  
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Indeed, China's housing indices suggest that the government has failed to cap house price appreciation 

despite a deceleration in growth. As Chinese officials attempt to adapt to current global economic 

realities while maintaining policies geared toward lifting domestic consumers, their challenges will test 

the will of investors both at home and abroad.    

 

* 

 

Had the first half of 2013 ended on June 15, this might well have seemed a very different report. Yet, 

late-breaking market gyrations can throw valuable light on our continuous assessment of sector and 

asset class allocations across our core strategies and individual client portfolios.  

In another sense, weeks such as the one just past are perfect tests of our commitment to build, 

evaluate, and maintain durable investment strategies for our clients. They remind us of the importance 

of judging how one position in a portfolio could or should correlate with others, which is a critical risk 

management function of our team. Indeed, such judgments are intrinsic to our daily investment 

process. And that process continues in calm markets as well as turbulent ones.  

For example, we are currently evaluating how a portfolio of Australian government bond holdings 

correlates to the positions reflected in the natural resources segment of our equity portfolio. One 

consideration is that the return for a U.S. investor is significantly geared to the directionality of the 

Australian currency relative to the U.S. dollar, rather than the fluctuation of underlying government 

interest rates. Currency volatility is greater than interest rate volatility, and a U.S. investor takes on both 

risks when investing in such securities.  

I look forward to sharing insights like this from our investment committee over the course of the coming 

quarter. I thank you for your trust in Clear Harbor. As always, I hope you will reach out with questions 

about our views of the marketplace, and the positioning of your own portfolio. 
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The material contained herein is intended as a general market commentary. The commentary may contain general 

information and views that are not directly relevant to your particular account. Opinions expressed herein are 

those of Aaron Kennon and may differ from those of other employees and affiliates of Clear Harbor Asset 

Management LLC. The information contained herein should not be construed as personalized investment 

advice.  Past performance is no guarantee of future results.  Information presented herein is subject to change 

without notice and should not be considered as a solicitation to buy or sell any security.  Any comparison to an 

index, including the S&P 500 and Russell 2000, is for comparative purposes only.  An investment cannot be made 

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. 

 

http://www.adviserinfo.sec.gov/

