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Clear Harbor Flash – Hold That Spinnaker  
The first month of the year has been a rude awakening to those who expected the extraordinary gains of 

2013 to continue without interruption. Stocks have fallen around the world, while flight-to-quality 

currencies, commodities, and sovereign debt have all rallied. The 10-year Treasury is now well below the 

3% level seen at the start of the year, and this past week the S&P 500 witnessed its most significant 

weekly correction in 19 months.   

The Clear Harbor team does not believe that price action for any three-week period seals the fate for 

the whole year. However, neither do we consider this the moment to raise the flying spinnaker and 

hope for the best. Instead, we continue to focus on the mainsail of protecting our clients’ overall 

financial condition, while keeping the trysail at the ready to stay nimble where appropriate.  

Let's quickly review some of the perceived sources and implications of recent market volatility. 

Many commentators have identified less-than-stellar Chinese manufacturing data as the primary 

catalyst for the recent market shift. However, most economists have noted the deceleration in the 

Chinese economy for some time, and the Shanghai Composite actually outpaced most global equity 

market indices by a wide margin this past week. With that said, Chinese trust companies that cannot 

repay loans related to investments in the coal industry may well default, sparking concern that Chinese 

authorities might not be able to contain this corporate bloodshed. The world’s second-largest economy 

retains its potential to shock global markets, and bears watching.  

Investors also fear for other Asian markets and emerging economies generally, reasoning that with the 

Federal Reserve finally tightening monetary policy and interest rates becoming more attractive in the 

U.S., capital will flee weaker countries with significant current account deficits. Indeed, currency swoons 

were felt last week from Thailand to Turkey.  

On the other hand, we find those who point to the devaluation in Argentina less persuasive: the 

Kirchner regime has been a disaster for several years, and such a small component of the global 

economy should not drag down U.S. markets. We do not expect the current administration to airlift in 

Larry Summers to negotiate another financial rescue for a neighbor to the south. 
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Despite the carnage in some currencies and in equities across the board, the flight to quality has 

benefited bond issuers in Europe and the U.S., with investment credit spreads remaining near the 

tighter end of the recent range as we head into the thick of earnings season. In Japan, it appears that 

key components of Prime Minister Abe's “third arrow” of policy reform have taken flight, with several 

large corporations announcing wage increases. However, the yen has strengthened as investors seek 

safety, more than offsetting those advances.  

And so, renewed investor attention to currencies and capital ratios returns us to the dominant question 

of the post-crisis era: what will key central banks do next, and how will their decisions affect markets? 

While the Bank of Japan has expanded its balance sheet less than expected last month, we anticipate 

another round of money printing in the near future. In the U.S., the Federal Reserve continues to 

contemplate “tapering” without a clear picture of how markets will react. If history is any guide, equity 

market bulls have reason for concern: the Fed’s pattern has been to welcome the rise in equity markets 

from each round of QE, and to lament their fall as market participants feared any lull in the morphine 

drip of QE. For example, the peak-to-trough decline in the S&P 500 was nearly 20% between the first 

whispers that QE would end in mid-2011, and the start of “Operation Twist” that fall.  

Investors appear conditioned to expect more of the same, even as the Fed attempts a gradual 

withdrawal of stimulus. The lingering hand of monetary officials on global capital flows undermines any 

thesis evaluating equities relative to bonds—even as U.S. 10-year Treasury yields remain the most 

attractive since early 2011 in light of subdued inflation. And when confidence about the real economy 

softens just as the monetary jet fuel that propelled equities higher over the last four years appears to be 

running low, market indigestion is perhaps understandable.  

Trying to prove causality in every market shift is futile—and when it distracts from structurally important 

trends in the market and the fundamentals of an asset class, sector or company, potentially risky. 

Broadly speaking, this month’s market moves so far—many of which we identified as risks in our 2014 

Outlook just a few weeks ago—has not changed our core views.  

In particular: 

 We remain incrementally disposed toward U.S. equities over Treasuries, while acknowledging 

the growing relative appeal of the latter so long as inflationary pressures remain subdued. 

 

 We retain our enthusiasm for Europe, where we believe employment trends are just starting to 

turn positive and the outlook for inflation is even weaker than in the U.S.  This bodes well for 

European corporate earnings and multiple expansion.   

 

 We believe the “Bernanke put” remains in place, even as tapering has commenced and Janet 

Yellen takes the helm at the Fed.  So long as the Fed continues to greet lackluster economic data 

with continued stimulus, markets should find solace in an apparently bottomless balance sheet.  
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Ultimately, significant gains in U.S. employment could finally raise expectations for inflation and margin 

contraction at the corporate level.  Higher inflation would most likely represent a headwind for both 

equities and bonds—an outcome that the Fed has not faced for many years, and hopes to dodge in the 

quarters and years to come. How they will do so in this unprecedented monetary environment remains 

the $16 trillion question, from here to Shanghai and back again. 
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