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Clear Harbor Flash: Monetary Policy and the Return of Volatility  

At the start of the year, and again as recently as two weeks ago, we outlined our view that equity 
markets would likely return to a more normalized return and volatility profile. We noted that this would 
contrast markedly with 2013, when volatility trended lower as the year progressed with few real 
corrections.  

Markets last week confirmed our confidence in this view as the S&P 500 lost 2.6%, the Nikkei declined 
7%, and Eurozone equities faltered 1.5%. By one common measure, the CBOE Volatility Index (VIX), 
volatility has risen 12% since April 2, to stand at 16.2—still well shy of its historical average of about 21. 
The seesaw between last week’s selloff and today’s shaky improvement may be with us for some time. 

What is driving this change? To be sure, some investors are questioning valuations after significant 
expansion in P/E multiples. In addition, earnings expectations have dropped significantly in recent 
weeks: average analyst estimates now project negative first-quarter earnings growth for the S&P 500. 
However, we believe corporate profits will improve over the course of the year as revenue rebounds 
from a very difficult winter, supporting modest and sustainable gains in equity prices.  

We believe the more significant reason to expect volatility to continue trending back toward the mean is 
that global monetary policy has entered a new and more precarious phase. After taking the lead with 
extraordinary post-crisis stimulus policies, the Federal Reserve now faces confusion over how to unwind 
them—even as the European Central Bank considers similar measures for the first time, and Japan 
debates the need to extend its own bold program. The result is greater uncertainty and inconsistency 
among the world’s three major monetary regimes than just one month ago, when market participants 
could claim a clear consensus about policy direction. In particular: 

Fed policy. One new source of market confusion is the disconnect between Fed Chair Janet Yellen’s 
dovish remarks during public Q&A following the FOMC meeting in mid-March, and the more hawkish 
tone of the official minutes released last week. Is the Fed’s communication mechanism breaking down 
as the policy path becomes less clear—even within the FOMC? Or did Bernanke make a more 
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fundamental mistake in “democratizing” the Fed by creating the precedent for Q&A? While investors 
generally still expect quantitative easing to conclude by year-end, with conventional rates beginning to 
rise by late 2015, the future path of policy has become suddenly more clouded.   

ECB policy. The ECB has clearly come to recognize the threat of outright deflation, and is paving a verbal 
path toward more dovish policy. In fact, over the weekend, ECB President Mario Draghi declared that 
recent strength in the euro “requires further monetary stimulus.” It appears that the next step is to 
reduce rates to the “zero bound,” followed by some degree of quantitative easing; the ECB might even 
start charging banks to park their excess reserves in order to encourage lending. Discussion of such 
measures is fostering market jitters, even as the tug-of-war between an emboldened ECB and more 
reluctant policymakers at the German Bundesbank over whether to implement them continues. 

European sovereign yields. The centrality of aggressive policy expectations was clear in Greece’s return 
to the bond market last week for the first time since the financial crisis. Issuance of $4.14 billion was five 
times oversubscribed at a yield below 5%. Although many Eurozone officials hailed this as a great 
success, it is clearly predicated on Draghi’s assurances to “do whatever it takes” rather than the 
fundamentals of the country, where debt-to-GDP exceeds 170% and unemployment remains epidemic.  

Could this mark a near-term end to the yield contraction that we have witnessed in the Eurozone over 
the last several quarters? Consider: Spain's 10-year sovereign yields today deliver a mere 48 basis points 
more than 10-year U.S. Treasury yields. While the U.S. certainly faces its own long-term economic 
challenges, this convergence appears far from rational. It bespeaks a complacency in the capital markets 
that can only be justified by a degree of confidence in monetary policy that at present is hard to justify.  

Since policymakers tend to react more decisively to distressed markets than to calm ones, QE may well 
come to Europe only when a significant correction in Greek debt or other areas forces a consensus. 
Which is to say: the policies already considered “inevitable,” and the basis for recent strength in 
otherwise tenuous sovereign debt, may actually come only on the heels of yet more volatility.  

BOJ policy. In another sign that monetary policy can be at least as important as economic data, Bank of 
Japan Governor Haruhiko Kuroda rattled markets by suggesting that more benign growth prospects 
might make an acceleration in asset purchases less necessary. Indeed, recent weeks have seen the yen 
strengthen, money supply growth decelerate, and equity markets falter, fueling volatility in spite of 
solidifying year-over-year employment, real estate and spending trends. 

Geopolitical developments. Tensions continued to rise over the weekend as pro-Russia gunmen fired on 
military forces in eastern Ukraine, causing casualties and prompting an emergency meeting of the U.N. 
Security Council. Sino-Japan tensions are growing over disputed territorial waters, and friction between 
North and South Korea appears to be increasing as well. Meanwhile, evidence of a new gas attack in 
Syria has raised the specter of further destabilization in the Middle East. All of these developments 
support a continued rise in volatility toward more historically familiar levels. 

I emphasize that Clear Harbor’s view of modest earnings improvement in an environment of sustainable, 
U.S.-led economic and employment growth remains intact. But even if equities do trend incrementally 
higher, the human response to volatility can sideline even the best-constructed portfolios. 
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Research suggests we are hard-wired to respond at least twice as strongly to downside volatility as to 
upside volatility. Consider: the most successful equity mutual fund of 2000s returned 18% per year, yet 
the average investor in that fund lost 11% per year. This was largely the result of emotionally driven 
decisions where “investors” felt compelled to buy at market tops and sell at temporary bottoms.  

At Clear Harbor, we acknowledge that the ability to accept volatility is different for every investor, and 
that a lower tolerance for market swings is a legitimate and important factor in portfolio construction. 
Each investor’s path at Clear Harbor begins with a conversation not only about our process, but about 
you and your needs, concerns, and goals. We go beyond general wealth management objectives to 
explore specific volatility criteria adjusted for a wide swath of past, present and foreseeable economic 
scenarios.  

How did you react when markets crumbled in 2001? In 2008? Perhaps even the summer of 2011? Your 
true ability to accept volatility is a daily focus as we deploy client capital across individual accounts. We 
do this because the nature of markets is to move; because the failure to provide for volatility poses 
tremendous risks to long-term performance; and perhaps most of all, because after a year of unusually 
calm seas, growing swells are likely on the horizon.  
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