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Quarterly Market Update 
 
Though free of the outright market turmoil of other recent summers, the third quarter of 2013 offered 
plenty for market participants to consider as uncertainty rose on several fronts. On the geopolitical 
front, civil war and the reported use of chemical weapons raised the specter of U.S. military involvement 
in Syria. On the other hand, Germany offered a note of stability as Angela Merkel won another term as 
the leader of her party and country. This bodes well for further stabilization in the Eurozone, even as the 
German leader seeks a coalition partner to advance key initiatives throughout the Continental economy.   

On the monetary front, the Federal Reserve’s decision to delay “tapering” of its historic policy of 
quantitative easing took markets by surprise. The Fed’s next chapter, too, remains a mystery: the 
President has yet to name his choice to succeed Chairman Ben Bernanke after the withdrawal of former 
Treasury Secretary Larry Summers from contention. Meanwhile, Congressional sparring over the budget 
and debt ceiling has put the risk of a government shutdown back in the financial headlines yet again. 

The ultimate driver of any investment outlook—economic performance—has also been mixed. The 
developed world is showing signs of stability and in many cases even growth, while emerging markets 
have alternated between signals of economic recovery and fears of 1970s-style inflation.  

In this shifting environment, investors continued to embrace risk. Global equity markets and metals 
surged during the quarter, while fixed-income benchmarks and key agricultural commodities remained 
flat or faltered as inflation fears lay dormant. Year-to-date, the S&P 500 has returned 20.5% while the 
highest-performing major global index, Japan’s Nikkei, has returned  26% in US dollar terms and a 
whopping 41% in yen terms.1   

Such headlines do, to some extent, mask pockets of weakness: the MSCI All World Index (excluding the 
U.S.) has only returned 9.7%, with Japan supporting performance despite an actual decline of 3% in the 
MSCI Emerging Markets Index. But on the whole, investors were drawn to the relative growth story in 
the United States and other developed markets as much as to the safety they represent. 

                                                           
1All year-to-date data is as of Sept. 27, 2013. 
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Further evidence that caution is losing its hold on investors came from U.S. fixed income markets, which 
have sent the Barclays Aggregate Bond Index down by nearly 2% so far this year. This represents the first 
negative absolute return in fixed income portfolios since 2006, when the Barclays Aggregate was briefly 
off by less than one percent, and may finally signal the end of a multi-decade bull market in 
Treasuries. This would seem to bear out our firm’s decision late last year to overweight stocks and 
underweight bonds within our Team Balanced Strategies, helping clients share in the move in equities 
while maintaining a disciplined, multi-asset class approach to reduce portfolio volatility while seeking 
targeted returns. 

The recent reversal of bond fortunes is a testament to how quickly the perception of a “safe” asset class 
can shift. Indeed, as returns of just 4% in the Credit Suisse Hedge Fund Index through August suggest, 
even sophisticated short-term strategies can easily miss the change of the tide as valuations, 
government policies, and other risk factors rapidly evolve. Let’s examine the most salient of these risks, 
and the adjustments they have occasioned within Clear Harbor’s long-term strategies, as we look 
toward the final quarter of 2013 and beyond. 

Washington 

Continued political posturing over the debt ceiling and the risk of a government shut-down will 
doubtless command headlines again this year, fostering an unhealthy level of volatility in financial 
markets. With that said, the stakes seem lower in this year’s showdown. A credit downgrade—which 
produced no long-term effects last time—doesn’t even seem to be in the cards today; having survived 
the $2 trillion first round of the sequester during 2013, the prospects in 2014 appear less dire. 

Whatever the political implications of holding Obamacare hostage for House Republicans, we see the 
economic risks as limited unless a protracted shutdown occurs. Meanwhile, though serious long-term 
funding challenges remain, improved revenues are improving the fiscal outlook at both the state and 
federal levels for this year and next. Investors able to withstand some near-term volatility should look 
elsewhere for the most significant threats to economic growth and asset class valuations. The foremost 
of these remains the uncertain trajectory of leadership and policy at the Federal Reserve. 

Federal Reserve Bank Policy 

Surprise: it’s QE4! 

The September 18th Federal Reserve Bank decision to continue with $85 billion in monthly asset 
purchases upended widespread expectations—and unsubtle signals from the Fed itself—that the 
purchases would begin to diminish in recognition of improved economic conditions and lower federal 
debt issuance.  

In effect, rather than signaling the end of QE3, the Fed’s about-face amounted to an announcement of 
QE4. Markets are now trying to determine whether the current pace of market-supporting purchases 
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will continue for another month, through year-end—or if we are now in a semi-permanent “new 
normal” of continuous balance sheet expansion at the Federal Reserve. 

It worked… 

Backing off the taper could well be read as a sort of apology for announcing the taper in the first place. 
When the first hints of an end to quantitative easing were dropped in June, a number of important 
funding mechanisms adjusted violently. Despite ambivalence in the equity markets, asset-backed 
securities that directly finance car loans, home mortgages, and corporate borrowing all saw rates rise. 
Money fled emerging markets for safer havens in the U.S. and elsewhere. Since the September 
announcement, these capital costs have retreated substantially. 

…but with diminishing returns… 

While investors seem reassured that the direction is back toward lower yields, the impact is not what it 
had been earlier in the recovery. Since the policy retrenchment,  10-year Treasury yields have fallen a 
modest 25 basis points while equities, crude oil, and gold are all nearly unchanged. Although 10-year 
U.S. Treasury yields near 2.65% remain shy of the symbolic 3% level, it’s a far cry from 1.65% seen within 
the past year. In that sense, the bang for the buck from QE is a third of what it once was. 

…just as the transition to more normal policy had seemed within reach. 

Quantitative easing is the financial equivalent of an intravenous drug, and withdrawing it was never 
going to be easy. Whatever the risks may have seemed in June, at least the end was in sight—and all the 
benefits and security of a more normal monetary environment were finally coming into view.  

Considering that markets were indeed prepared for tapering, I view the September decision as a missed 
opportunity. I think market participants remain ahead of the Fed’s thinking on the virtues of a return to 
normalcy—yet now must attempt to position for a continuation of extraordinary easing.  

Now, nobody knows what comes next… 

We are encouraged by the fact that commodity prices did not rise in response to QE4, suggesting that at 
least one unintended consequence of QE—inflation—remains contained for the moment. However, the 
Fed risks a shift in its reputation from being the body that helped resuscitate a financial system in 
freefall a few years ago, to one obsessed with micro-managing the economy, even as conditions appear 
to have stabilized. 

Amid these perceived vicissitudes, the President’s failure to propose a successor to Mr. Bernanke helps 
no one: not investors, not businesses, and not the Fed itself. It has created a woeful leadership vacuum 
during a critical period of transition period for markets, the economy, and policymakers alike. 

…and it’s possible the Fed’s “data-dependence” is a trap of its own making. 
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The Fed’s own explanation for its apparent reversal between June and September is straightforward 
enough: any reduction in stimulus must be justified by strong economic data. Until the economy is self-
sustaining, stimulus will continue. Indeed, if anything the Fed seems to have dropped any mention of its 
initial unemployment target of 6.5%, potentially freeing its hand to maintain easy policies to achieve 
other economic goals as well. 

Even if the Fed is more concerned with economic fundamentals than with market reactions, what does 
this portend for the timing of tapering? What if the anticipated improvement in data never arrives? This 
possibility was raised during public Q&A after the September meeting. 

Questioner:  

And if the economy does not speed up, that does not reach your objectives, how will you ever get out of 
quantitative easing? 

Mr. Bernanke:  

What it is, is the criterion--let me just remind you, the criterion is a substantial improvement in the 
outlook for the labor market and we have made significant improvement. Ultimately, we will reach that 
level of substantial improvement and at that point, we will be able to wind down the asset purchases. 

The Chairman seemed unable to entertain even the possibility that growth will remain weak for the 
foreseeable future. But what if the Fed’s benchmarks are never achieved? What if the structure of the 
economy is changing in ways that make them virtually unattainable? And what risks will a continued 
extraordinary policy response—years after the end of the recession—pose for portfolio construction? 

Economic Trends 

The current cognitive dissonance at the Fed is in some respects understandable in light of equally 
confusing recent economic signals. A stubborn disconnect has developed between consumer data—such 
as 7.3% unemployment, stagnating wages, and less-than-robust retails sales—and a more encouraging 
story in such areas as manufacturing and energy. Overall, the trajectory for GDP appears relatively 
positive, but in a manner that puts the self-reinforcing nature of the recovery into question.  

• Manufacturing and energy 
 

On the one hand, the manufacturing story in the U.S. continues to provide a healthy tailwind for 
equities, with production at a five-year high. In part, this has been driven by a second, even more 
impressive story: the energy renaissance in unconventional oil plays in North Dakota’s Bakken and West 
Texas’s Permian basins. These developments are directly responsible for significant production growth, 
and likely to catalyze a significant energy infrastructure spend in the coming years.  

Over the past decade, oil production in the U.S. has increased by 2.1 million barrels per day to 7.8 
million. Over the next, U.S. drilling will generate growth ranging from the manufacture of flex-rigs to the 
construction of storage facilities and new roads. This renaissance has already become a potent driver for 
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a plethora of goods and services throughout the economy: auto and truck sales, construction and 
housing, the emergence of new technologies, and ultimately earnings in these and related sectors. 

• The consumer and employment 
 

On the other hand, consumer confidence remains soft in spite of a fourth consecutive month of higher 
spending in August. The risk is that growth remains below the 3% threshold that many market observers 
seek for the foreseeable future as consumers, still shell-shocked from the financial crisis and stagnant 
labor markets, remain focused on paying down debt and replacing high-priority items such as aging cars.  

The key metric is still job growth. While unemployment remains historically elevated, the trends are 
quite positive. Even the data from August—typically a weak month for employment—showed promise, 
with full-time jobs actually increasing by 118,000 despite a disappointing headline number clouded by 
the departure of large numbers of part-time workers. According to independent research ISI Group, 
unemployment can continue to decline if job growth exceeds just 75,000 per month. As they point out, 
“the Federal Reserve’s target of 6.5% unemployment will be reached sooner than currently expected.” 

Nevertheless, the ultimate impact on confidence and consumption—and hence, the greater economy—
may nonetheless be muted by emerging structural factors that have received little notice to date. Baby 
boomers are staying in the workforce longer—a benefit to those individuals, but a barrier to the 
generation behind them attempting to grow their incomes and support their families. Citing rising costs 
of daycare vs. salaries, Bernanke himself called attention to ebbing participation by women in the labor 
force. 

All told, the growth in net jobs could struggle to exceed 0.5% annually in the coming quarters and years. 
Whether one considers the various reasons positive or negative from a societal standpoint, such barriers 
to labor market entry must weigh on GDP as incomes and spending feel the effect. Coupled with 
productivity likely to trend near an average 2%, growth will most likely struggle to exceed 3% in the 
coming years, versus a rate in excess of 4% in most recoveries during the past half-century.  

• Housing 
 

Housing prices and sales volumes have been a bright light so far this year, with starts accelerating over 
the last several quarters to a current rate of 891,000 units. Though well above the low of 478,000 in 
April 2009, this is far below the unsustainable January 2006 peak of 2.2 million. Values, too, appear to 
be recovering at a manageable rate, rising 12.3% on an annualized basis through July, according to the 
S&P/Case Shiller Index. While such numbers are shy of bubble territory, it is important to recognize that 
these price gains have been supported by historically low interest rates that are likely to drift higher.  

Since early June, a 30-year conventional mortgage has risen from an average of 3.4% to 4.7% in early 
September, only to trend down to 4.3% at month’s end. While the recent pace of advances could 
continue, we would be surprised by any significant increase as buyers and builders digest higher rates.   
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Housing Starts 12/31/2005 – 8/31/2013 

 

Source: Bloomberg 

• The Fed’s predicament 
 

The tension between positive GDP numbers, continued cause for concern,  and self-fulfilling market 
jitters puts the Fed in a difficult position as it considers the timing for unwinding QE and, eventually, 
raising the Fed funds rate. Our base case is that whether or not tapering begins in December, it will most 
likely require more time to complete than the single year that Mr. Bernanke suggested in June.    

In any event: after three years in which fourth-quarter GDP was supported by some iteration of QE, 
markets had begun to price in tapering that, while still quite likely to begin in the next quarter or two, in 
theory might not occur for considerably longer. And looking ahead, investors must consider the impact 
of actions by a Fed whose leadership is still undetermined—even as it must face potential limitations to 
growth that few market participants have fully considered.  

Portfolio Implications 

• Debt vs. equity: the tide begins to turn 
 

In recent quarterly market commentaries, we have discussed the impact that the Fed’s manipulation of 
Treasury rates has had on the relative appeal of those “risk-free” securities versus such alternatives as 
high-yield corporate bonds and the S&P 500. As markets have responded to both the Fed’s QE policies 
and improvements in the economic environment, our assessment of fair value among these competing 
asset classes has continued to evolve. 

One thing is clear: the advantage of equities over 10-year Treasuries has eroded significantly since the 
heady days of 2010-12. Whereas the earnings yield of the equity market during that period was more 
than 500 basis points (5 full percentage points) higher than the 10-year Treasury at times, that spread 
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today has narrowed to 375 basis points. While still better than the average spread of 200 basis points 
during the 2000s, the shrinking gap reflects a renewed investor focus on the historical relationship 
between inflation and interest rates, rather than on the impacts of QE.   

For a sense of perspective, what would a “normalized” 10-year Treasury rate look like absent QE? We 
would look for around 200 basis points above the inflation rate—which would result in a yield of about 
4% today. If one were to seek an additional 2 percentage points from the S&P 500 to compensate for 
the risk of investing in equities, you’d need an earnings yield of about 6%, with a forward P/E multiple of 
about 16.7, for equities to remain at fair value.  

Where does that leave equities right now? With EPS growth for 2013 trending nicely toward our 
assumption of $109 at the start of the year—representing roughly half the growth rate estimated by 
Bloomberg’s survey of sell-side analysts, as it happens—we would assign a fair value of 1888 for the S&P 
in 2014, suggesting a return of 11.6% from current levels and a modest 5 percent earnings growth rate.  

Lower inflation or economic expectations, and/or a monetary policy error, might very well lead us to 
reduce the equity premium by 50 basis points; that would equate to a P/E ratio of 15, and suggest that 
the market is currently trading at fair value. What matters is that a clear view, subject to adjustment as 
evidence comes in, is the starting point for the portfolio construction, asset allocation, and security 
selection process. And while we remain cautiously optimistic concerning key economic indicators in the 
U.S.—and committed to equity within our blended strategies—we caution clients that equity markets 
appear far less attractive today, on both a relative and absolute basis, than they did just one year ago.   

• Equities: prospects for multiple expansion 
 

While we do not look to GDP alone to carry equities higher, there is a compelling argument that multiple 
expansion could. History suggests that in the absence of significant inflation, investors at this stage of a 
recovery will be willing to pay more for each dollar of earnings. In fact, approximately 80% of the S&P 
500 performance year-to-date can be attributed to P/E multiple expansion rather than earnings growth.    

Is this an investment paradigm shift for the next several quarters and perhaps even years? We do not 
applaud the slowdown in earnings, but accept that as long as inflation stays at bay, multiples could 
expand over the coming quarters. The next phase in equity markets could be marked by incremental 
multiple expansion, even as earnings growth tends to underwhelm—a trend not seen since the 1990s.  

This is no time for complacency, given the risks of monetary policy error, earnings growth 
disappointment, or greater equity market volatility than we have seen of late. But in light of significant 
global spare capacity, weakened emerging economies, and stagnant wage and employment growth in 
the developed world, the stage is set for a prolonged period of contained inflation which could translate 
into higher realized price-to-earnings multiples.   
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• Equities: sector considerations 
 

Within equities, we have made adjustments to our energy, metals and mining exposures to reflect rising 
valuations, weakening commodity pricing, and geopolitical risks. While we maintain positions in these 
sectors across several strategies, we are beginning to see greater relative value in industrials, utilities 
and select technology companies, and look forward to exploiting significant expertise in these areas 
among Clear Harbor’s core equity team. 

• Europe 
 

Europe is certainly not out of the woods:  the Italian government was on the verge of collapse this past 
month, the banking system remains woefully undercapitalized, and key elements of a sustainable 
Eurozone such as debt mutualizaiton and a pan-Eurozone banking system are still in the fantasy stage.  

But despite the remaining obstacles, the trajectory of economic and political events in Europe is toward 
optimism for the first time in memory. Manufacturing is clearly improving, and growth has unexpectedly 
accelerated—albeit from significantly depressed levels—across much of the region.   

We added incrementally to our Team Equity Strategy exposures in Europe over the course of the 
quarter, as valuation discounts to the U.S. market appeared to justify the perceived risk. We will be 
monitoring financial, economic and political events as we continue to evaluate the actions of elected 
and unelected policymakers—and the willingness of European voters to accept the real sacrifices still 
ahead for nation-states, citizens, and perhaps even the Continent’s global partners.   

• China 
 

Manufacturing indices have trended upward in China, with the Purchasing Managers Index trending 
upward over the last three months. While this provides evidence that the Chinese economy has turned a 
corner, equity markets recaptured only 9% of the year’s losses over the second quarter, and remains 
down 4.8% year-to-date.  

In part this underperformance is explained by concerns about excessive non-performing loans within the 
Chinese banking system and the true potential of authorities to rein in housing and other inflated 
components of the economy. We share these concerns—and note too that nearly half of China’s GDP is 
infrastructure spending, which can lead to rapid deceleration in growth when it is curtailed.  

With that said, the longer-term trends in the Baltic Freight Index suggest that the perceived cost of 
shipping dry freight across 23 global routes is rising. The index has risen by more than 192% so far this 
year, and 67% just this past quarter. The ultimate benefit to China (and other emerging economies) may 
be muted by spare labor and manufacturing capacity there. But those same factors are helping to lower 
inflation and provide a consumption tailwind to the developed world.   
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• Japan 
 

The Abe administration continues its frantic race to spark economic growth amidst skyrocketing deficits 
that have brought total debt to 240% of GDP, and continue to grow at nearly 10% annually. These 
inflationary policies led us to embrace Japanese equities in the back half of 2012. While we are pleased 
to see the Japanese stock market up over 40% so far this year, we believe that further balance sheet 
expansion by the Bank of Japan, coupled with anticipated tax and regulatory reforms, would raise the 
odds that Japan can achieve key policy goals over the course of the next 12-24 months.  

Data over the last several months already confirm an upward trajectory on economic activity, 
consumption, and growth. August Condo sales in Japan surged 53.3% on annualized basis, and 
construction spending jumped 17%. And an economy that has struggled with deflation for years is now 
witnessing positive reflationary trends.   

With a large share of anticipated gains already approaching fruition, our attention turns to longstanding 
questions of the country’s financial, economic and demographic stability. Can the Bank of Japan expand 
its balance sheet at the current pace through 2014, maintain a cap on interest rates, and still provide the 
growth required to reduce its projected deficits? Can Japan tackle its long-term energy needs in the 
wake of Fukushima? Will its trade deficit prevent the yen from depreciating significantly further from 
current levels? Such questions will continue to test our thesis in the coming quarters, and help identify 
the time to reduce our commitment to the undeniably compelling story unfolding in Japan. 

• Gold 
 

Since December 2000, gold has risen approximately 385%; the S&P 500 has gained approximately 60%. 
Put bluntly: we do not expect this past performance in gold to guarantee future results, and have 
reduced client allocations to both gold and gold mining equities over the course of the quarter. 

However, we believe gold still has a role to play in portfolios, particularly in light of the eventual inflation 
risk embedded in continuing global monetary policy. We are also mindful of rising economic instability in 
some emerging market nations, particularly those that rely on foreign capital to fund their current 
account deficits.  

But while gold will retain its hallmark tendency to rise on moments of market volatility, we do not see a 
catalyst for a further surprise on the scale of that seen during the financial crisis. Our base case scenario 
is to see the dollar hold reasonably well versus the euro or even yen, while the world’s oldest currency—
gold—may appreciate over time, but not at anything like the clip of the last dozen years.   

 

* 
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Seldom has comprehensive risk management been more important in portfolio construction than it is 
today. Stewards of clients capital must not only allocate their capital for a “base case” concerning 
particular sectors or companies, but consider the consequences of an error in gauging elements of the 
broader financial environment that are truly unprecedented.  

What if the dovish Janet Yellen takes the reins of the Federal Reserve just as economic data points here 
and abroad deteriorate significantly, and the monetary spigots in the U.S., Europe and Japan flow even 
more freely than they have since 2009? Portfolios would be well served by maintaining some position in 
gold, which could provide ballast in a difficult market, as well as currency for opportunistic purchases as 
markets decline. Yet should stimulus end amid accelerating growth with few hiccups, a smaller 
“insurance policy” in the yellow metal might enhance returns.  

The question, as ever, is one of creating strategies that address specific investment objectives, while 
respecting individual risk tolerance—and providing for the simple possibility of being wrong. As asset 
allocators and protectors of wealth, we embrace a disciplined process intended to prepare portfolios to 
absorb inevitable bruises, and perhaps even the occasional broken bone, without risking a more 
permanent injury to any client’s financial health.  

In our view, the year is poised to end with less attractive valuations and different risks than when it 
began. Our core mandate—to protect and preserve wealth on a tax-adjusted and inflation-adjusted 
basis—remains front and center, even as we examine fresh opportunities to enhance returns.  

On behalf of all the partners and professionals at Clear Harbor, I invite you to call any time to discuss 
your own allocations and wealth management priorities. And as ever, I appreciate your continued trust 
in our team and our approach. 

 

Disclosure: 

Clear Harbor Asset Management, LLC (“Clear Harbor”) is an SEC registered investment adviser with its principal 
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 
maintains clients.  Clear Harbor may only transact business in those states in which it is notice filed, or qualifies for 
an exemption or exclusion from notice filing requirements.   

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 
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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. 
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