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Clear Harbor Flash – Time For The Fed To Step Aside 
 

I write today in the midst of the fifth year of the global financial crisis that began in the U.S. and 
has now spread to the shores of Europe and the developing world. The crisis began as a 
liquidity crisis and has evolved into a banking crisis in Europe, a currency crisis globally, and an 
extraordinary crisis of confidence for both retail and institutional investors.  

The equity markets have shuddered recently due to a combination of waning domestic and 
global growth, acceleration in the Eurozone crisis, and a perception that further monetary 
stimulus will have limited impact on equity markets and the real economy. Over the last several 
days and weeks, markets have received word that manufacturing in China and employment 
growth in the U.S. are decelerating at a pace well below economist expectations. Also, attempts 
to seek solutions to the Eurozone crisis appear untenable as Greece approaches its June 17th 
election and peripheral Eurozone nations such as Spain and Portugal witness a disturbing rise in 
sovereign debt rates. 

Equity markets closed the week on a terrible note, with all major global indices down 
significantly and commodities faltering as well (with one exception: gold). U.S. Treasuries 
continue to rally with 10-year Treasuries now trading at levels not seen since the early 1950s. 
What is equally disturbing is that the market appears to have priced in another round of 
extraordinary Federal Reserve bond purchasing (a.k.a. quantitative easing) this summer or fall 
while equity markets decline around the world. The pressure appears high for some policy 
action. We believe the next series of proactive U.S. policy actions to stimulate the economy 
should come from Congress and not the monetary vehicle of the U.S.. 

The morphine drip of previous quantitative easing actions could provide the market with less of 
a “high” than those seen since the crisis began in 2008 as interest rates, mortgage rates, and 
credit spreads are already trading at historically low levels. Any further effort to stimulate the 
economy with the printing of dollars through the expansion of the Federal Reserve’s balance 
sheet will have minimal impact on stimulating economic activity at this point. The other core 
point worth considering at this point in the economic crisis is that the U.S. and developed world 
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faces a debt crisis of epic proportions. Governments continue to address this crisis by piling 
more debt atop already unsustainable debt burdens.  

The liquidity crisis of 2008-2009 is over and monetary policy needs to return to a more 
traditional approach that recognizes that the markets can only find a real, sustainable floor in 
asset prices when the Federal Reserve has removed the current policy of near-zero rates and 
has therefore withdrawn the stimulus implemented over the last several years. This era of 
extreme volatility will remain until the authorities take a different policy course. Unlike in 2008, 
the consequences of action (QE, near zero fed funds rates) now by the Federal Reserve appear 
more dangerous than the consequences of inaction.  

I recognize that this view is at odds with the mainstream consensus, but I see the irrational 
price actions of major asset classes driven by a misguided global monetary policy, which is 
proactively distorting asset prices and the shape of yield curve. For example the Federal 
Reserve’s quantitative easing policies have maintained a low absolute rate environment, tighter 
credit spreads, and artificially low mortgage rates. The natural consequence of this has been a 
distortion not only in the fixed income markets but also that of equities and commodities. 
Savers who once looked to Treasuries and CDs in order to generate income from their savings 
are now forced to gamble on yields provided by riskier vehicles like master limited partnerships, 
dividend paying equities, and other creative structures such as leveraged mortgage funds as 
well as business development companies.  

Not only are investors forced to alter their mode of investing but corporations are forced to 
play to the Federal Reserve fiddle as well. We have seen cash-rich companies issue debt while 
buying back stock as the cost of funding interest on their debt stands at artificially low levels 
while the earnings yields on most major U.S. corporations remains quite high (S&P 500 earnings 
yield is currently 7.8%).  

Investors and companies are attempting to arbitrage the Federal Reserve policy. These 
activities will work until they do not work anymore.  

All this begs the question: how exactly can our current policy course lead us to a normalized 
interest rate environment on solid fiscal footing with sustainable economic growth? This is 
perhaps the most pressing question for investors at this juncture in the market cycle. I have not 
heard Chairman Bernanke articulate an “end game” solution. I have only heard monetary 
officials address the crisis through the context of providing a stimulus, or a “bridge,” for a 
period of time so that aggregate demand can somehow accelerate and a perceived cyclical 
economic downturn can finally find more legitimate traction to evolve into a multiyear period 
of economic growth. I reject this thesis. The evidence suggests that there are structural 
challenges to growth that the Federal Reserve cannot address.  

This brings me back to an earlier point: not only is it time for the Federal Reserve to reverse 
course on policy accommodation, but Congress is running out of time to tackle the structural 
impediments to growth in our economy. The heavy lifting has been done by the Federal 
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Reserve over the last four years, while Congress has abdicated its responsibility to serve as 
stewards of sound economic policy. Instead of altering tax rates at the corporate level, we have 
the Federal Reserve reducing interest rates and providing an indirect tax cut to corporations. 
Instead of Congress tackling social security, Medicare, and Medicaid reform, we have the 
Federal Reserve forcing retirees to extract yield in their savings through equity investments 
rather than the historic safety of Treasuries. Today we view Treasuries as return-free risk 
instead of risk-free return. The paradigm must return to the mean. Fed policy must return to 
the mean. 

There are other serious consequences to a lax monetary policy that one could have ignored in 
2008 and 2009. However, we are now approaching 2013 and the monetary gas pedal is still 
pressed to the floor. Financial markets are trembling at the notion that the Federal Reserve 
may have erred and now needs to return to the drawing board. I say let the debate begin on 
the critical question of the day: what will the future hold if we do not change course on the 
monetary and fiscal front? Investors and consumers yearn for clarity to that question. 

Just over the last few days, Larry Summers, Ken Rogoff, and Paul Krugman have articulated 
their views with respect to fiscal deficits and the appropriate way forward for the U.S. 
economy. Their opinions and approaches vary. However, until the Federal Reserve changes 
course with regard to monetary policy, the fiscal debate will remain in the background. The 
Federal Reserve has served as the front-line infantry soldier for too long, and the central bank 
now needs to step aside and let Congress and the President take the lead.  
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