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Aaron J. Kennon                    
Chief Executive Officer 

 

Friend of Clear Harbor, 
 
I’m delighted to share our firm’s investment outlook for 2014. Some highlights: 
 

• With the S&P 500 surging and key components of the fixed-income market faltering in 2013, the 
stage is set next year for the first full-year rotation from bond to stock funds since 2007.  

• The outlook for stocks is buttressed by improvements in U.S. employment and consumption but 
investor appetite for continued multiple expansion may decelerate from this year’s strong pace.  

• The Fed’s quantitative easing program is still near full force, and subject to changing data, will 
remain a fixture of policy for at least several quarters to come. But the first step in “tapering” 
taken earlier this week bodes well for an eventual return to a more normal policy environment.    

• Although the Eurozone is still in the midst of a difficult economic transition, it is better 
conditioned to address the structural mistakes of its founding than at any time in its history. 

• We remain cautious on China’s soft landing and transition to a consumer-led economy, and 
cautiously optimistic for continued outperformance in Japanese equities while short the yen. 

• Some emerging markets may face collateral damage from Fed tapering. But pockets of 
opportunity are beginning to emerge, judged on value relative to developed markets. 

• U.S. energy production and energy efficiency regimes continue to reshape the sector, overall 
economic prospects, and a range of previously unimaginable investment opportunities. 

• We have reduced exposures to mining equities and gold to their lowest levels since our 
founding, while seeing opportunities to expand holdings in soft commodities and technology. 
 

The following pages elaborate on these themes and provide important caveats. I hope they also inspire 
you to schedule a portfolio review, which we encourage all of our clients to have each year. As this 
outlook suggests, today’s environment, as much as any in recent memory, demands careful attention to 
ensure that capital allocations are tailored to individual investment objectives and risk tolerances. 
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2013: THE YEAR IN MARKETS 

2013 was another year of obtuse political wrangling over the U.S. debt ceiling and budget priorities, this 
time ultimately shutting down parts of the federal government for more than two weeks. Whatever the 
political costs of this most recent political theater, market participants were unfazed by the prospect of 
any real-life consequences for a still-fragile economic recovery.   

The S&P 500 approached year-end surging 30%i, without a single correction of more than 6%. 
Components of the fixed-income market fared less well, with the Barclays Aggregate Bond Index closing 
in negative territory (-1.8%) for the first time since 1999.  

Based on the trajectory of these two important benchmarks, the foundation would appear to be in place 
for the first full-year rotation from fixed income funds into equity funds since 2007. Although an 
appealing prospect for those who follow stocks, such an environment renews long-term challenges for 
investors seeking significant income without exacerbating risk. 

Historical Yield of U.S. 10-Year Treasury 

 

CLEAR HARBOR’S PERFORMANCE 

Notwithstanding the divergence between debt and equity this past year, I am pleased to report that 
Clear Harbor’s team equity and fixed-income strategies both performed well versus their benchmarks. 
While specific client allocations and outcomes will always vary, this performance in the firm’s core 
strategies, and the decision to generally overweight equities, helped clients participate meaningfully in a 
robust market environment across a wide spectrum of individual risk tolerances and return objectives. 
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Facing a mixed global economic picture, we overweighted client capital to the developed markets and 
particularly to the U.S. and Japan. These markets led the world in 2013, particularly in equities. We 
limited our exposure to China and the emerging markets generally, which underperformed the MSCI All 
World Index by a significant margin, but our incrementally constructive view on a stabilizing economic 
picture in Europe drove our exposure to the region to its highest level since the Eurozone crisis began. 

Within fixed income, we remained slightly short duration relative to our benchmark while 
underweighting U.S. Treasuries versus investment grade and high yield. These decisions proved helpful 
to performance in a challenging asset class for the year. 

Behind these strategies was an appreciation of highly accommodative monetary policy in the U.S., which 
helped support equity prices while artificially suppressing the real rate on U.S. Treasuries. As the year 
began, we also noted a continued flow of capital into bond funds relative to equity funds, which we 
perceived as a contrarian indicator that perhaps the long bull market in bonds was poised to abate. 

Indeed, the mere anticipation of some form of Fed tapering in June lifted interest rates higher by well 
over 100 basis points. Rates outside the shortest of maturities have since spiked to levels that are closer 
to historical averages relative to inflation. This reflects a dramatic return to much fairer pricing after 
years of stimulus-driven distortions—a significant development addressed at greater length below. 

Hewing close to our investment case was helpful in bridging periods of stress. Although we remained 
extraordinarily vigilant during the last few days of 2012 as Congress debated the impending “fiscal cliff,” 
we remained steadfast in our view that some form of agreement would occur, avoiding a credit 
downgrade and opening the door to more positive economic trends in 2013. We took a similar approach 
this past fall during the government shutdown: although we positioned portfolios to protect against 
market volatility, we stayed significantly invested while the storm passed.  

A strategy of overweighting equities, underweighting fixed income, and adding a bit to cash was also 
rewarded as investors increasingly proved willing to pay more for every dollar of earnings in stocks. In 
fact, approximately 80% of the S&P 500’s performance this past year can be attributed to the expansion 
of price/earnings multiples—a trend we anticipated last year and believe can very well continue in 2014.  

To be sure, not everything went up: gold fell more than 29%, to levels last seen in the summer of 2010—
its first year of year-over-year decline in thirteen years. Since gold often jumps during times of crisis, we 
often characterize a modest allocation to gold not only as an alternative currency, but as an insurance 
policy against another 2008-like event. In this sense, we view a fall in gold prices as a very positive 
indication of how far we have come as a global economy since the 2008 crisis.  

Indeed, we enter 2014 with the lowest exposure to gold since our firm’s founding. We nonetheless 
maintain small positions in many of our firm’s bespoke portfolios as a hedge against the unforeseeable. 
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MONETARY OUTLOOK 

After a history-making run of unprecedented policy expansion in the wake of the financial crisis, Federal 
Reserve Chairman Ben Bernanke seems determined to end his tenure with a gentle nudge back toward 
normalcy. The Fed’s recent announcement to begin tapering its “quantitative easing” program of 
monthly asset purchases, from $85 billion down to $75 billion, is a welcome step. But it is just one of 
many that must be continued—month after month, quarter after quarter—before investors can sound 
the “all-clear” from the intended and unintended market distortions of this policy. 

A pace of $75 billion per month remains highly expansionary from a balance sheet and money supply 
perspective, particularly when one considers that the Congressional Budget Office expects a 
considerably smaller deficit in 2014 relative to 2013. That is to say: the Fed will still be there in 
substantial force to buy Treasuries and mortgage-backed-securities even though the supply of that debt 
will be waning, thus increasing the impact of smaller purchases. 

It is also noteworthy that the Fed remains very concerned about the subdued inflation rate, diminished 
productivity gains, and the ongoing decline in the labor participation rate. There are any number of 
scenarios in which data keeps the new chair from pausing any further—and indeed, might even provoke 
a return to larger purchases. We accordingly will keep a watchful eye on the growth of the Federal 
Reserve balance sheet and money supply, along with the velocity of money within the real economy—a 
measure of cash turnover that has plummeted with the rise in the Fed’s balance sheet to $4 trillion. 

Our most positive case is that the Fed reduces purchases at each meeting in 2014 by the same amount 
that they announced last Wednesday. That would still result in nearly $425 billion in additional Treasury 
and mortgage-backed security purchases before concluding QE in late 2014. Such an outcome can only 
occur with economic data—most notably employment and inflation—pointing consistently upward. The 
reality is that employment and economic growth, though improved, remain below trend, and historically 
low productivity gains in recent years will continue to weigh on the Fed’s decision making, and quite 
possibly push that $425 billion figure higher before they’re done .   

While continued QE at any level bodes well for equities, several specific impacts of the tapering process 
must be considered. One is that regardless of what occurs in the United States, the global monetary 
picture is likely to remain one of easy money for quite some time. In fact, in important global economies 
such as the Eurozone and particularly Japan, central bank balance sheets continue to expand in an 
attempt to address significant structural economic challenges.    

As a result, even a relatively aggressive “pause” in U.S. monetary stimulus isn’t enough to support a 
useful base case of surging interest rates for 2014. In fact, any relative tightening in the U.S. may tend to 
funnel capital back home as investors lock in incremental yield without the risk of emerging markets, 
which would mitigate any rise in rates here. Brazil, India, Turkey, and Indonesia are already experiencing 
shades of capital flight, and been forced to raise rates to stabilize their currency in an attempt to attract 
and retain foreign capital. This risk will be particularly real in economies with significant current account 
deficits and economic headwinds.  
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Finally: having never experienced monetary expansion of this type or magnitude before, there may be 
risks to the unwinding process in the U.S. that are not yet recognized. 

ECONOMIC OUTLOOK 

Encouraged in part by easy monetary policy, investors have become more comfortable climbing “the 
wall of worry” that was built after the market swoon in 2008. While committed contrarians might point 
to increased investment itself as a point of concern, we believe the greater consideration is the 
perception among businesses that withdrawal of QE might undermine demand for goods and services 
within the real economy. Corporate executives responsible for spending on plants, equipment, 
inventories, and hiring face this question every day.  

We think the economic fundamentals suggest good prospects for U.S. consumption and domestic U.S. 
earnings growth in 2014, without rising to the level of igniting significant inflation or forcing an abrupt 
termination of QE. Key factors supporting this analysis include relative improvement in U.S. employment 
and manufacturing data; rising spare manufacturing capacity in emerging market economies that 
continues to foster attractive pricing for export to developed markets; and an output gap that, while 
narrowing, remains historically quite wide, and therefore provides a backdrop for benign disinflation—
not deflation or significant inflation. All told, economic factors are closer to a “Goldilocks” scenario of 
low inflation, normalized but historically low rates, and lower employment than we have seen in years. 

These factors are offset by the continued deleveraging of households and varying degrees of 
government austerity across the developed world. Ultimately, what matters is that the overall trend of 
data remains positive. As long as that is the case, the chicken-and-egg game of hiring and spending will 
continue upward, even if sluggishly for a while yet to come. 

REGIONAL OUTLOOK 

• The Americas 

The Americas outside the United States offer a study in contrasts for investors to consider. Mexico 
appears on the verge of a grand political bargain that would open up key components of the country’s 
historically nationalized or oligopolistic markets in sectors such as oil, gas and telecommunications. Such 
a political and economic breakthrough bodes well for Mexican growth in 2014 and beyond. It would be 
the most transformative initiative for the country since the North American Free Trade Agreement.  

Peering further south, we see less positive economic trends. Brazil continues to suffer a significant 
deceleration in export activity to key commodity-consuming nations such as China. The decline in gold 
and silver prices—not to mention the continued weakness in key base metals, such as copper—have left 
many nations across South America without a key driver of economic activity.   
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Meanwhile, America’s developed neighbor to the north faces questions over the sustainability of a 
multi-year bull market in residential housing. The Canadian dollar has already suffered on the heels of a 
deceleration of economic activity, and given the perception that the mining sector will remain under 
pressure as the global economy improves and inflation remains at bay, we believe the country could 
underperform U.S. and global market indices again in 2014. 

• China  

On the other side of the globe, continued deceleration in economic growth and the government’s fight 
against housing inflation in several major cities remain major near-term challenges in the world’s 
second-largest economy. Over the longer term, China’s road from export-driven growth to greater 
reliance on the domestic consumer is littered with speed bumps, despite a growing need to diversify as 
it cedes the title of low-cost producer to other nations in Asia and Latin America.   

In a June 2011 Clear Harbor Flash, we highlighted prospects that the U.S. could see manufacturing 
growth for the first time in years. A core component of our view was the potential for convergence in 
wages between China and the U.S.—a potential that has steadily become a reality. As JP Morgan 
recently noted, production costs will likely remain a significant headwind for China’s export sectors, with 
wages for rural works rising at a 13% annualized rate in Q3 2013, a rise that is nearly twice the value of 
the merchandise export growth in Yuan terms over that period.  

These factors will continue to weigh on China’s ability to increase its share of good imported by U.S. 
consumers in the coming years. They are important factors in Clear Harbor’s decision to remain 
underweight the country, particularly in light of more compelling investment alternatives.  

• Japan 

In Japan, Shinzo Abe’s “three arrow” policy to reflate the domestic economy, accelerate growth, and 
awaken the economic animal spirits appears to be bearing fruit. The yen is weakening, corporate profits 
and domestic real estate sales and prices are accelerating, and the local equity market has surged 55%ii 
so far in 2013, the most among large developed economies.    

As past Clear Harbor Flashes have noted, the centerpiece of Abe’s plan is a dramatic expansion of the 
monetary supply. The Bank of Japan’s balance sheet has jumped 220% year-to-date, to ¥224 trillion 
($2.1 trillion)—more, as a percentage of GDP, than even the Federal Reserve’s QE program. This has 
kept government yields at historic lows, and flooded both the financial system and the real economy 
with liquidity. 
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Bank of Japan Balance Sheet 

 

  

Despite the clear success of this agenda to date, structural headwinds remain for Japan. Most notably, 
government deficits remain extraordinarily troubling. The government’s own projections do not envision 
a balanced budget until 2020; this stands in marked contrast to even some of the most fragile Eurozone 
nations such as Italy, where the budget, net of interest expense on debt, appears balanced for 2014. 
Moreover, Japan’s deficits are adding to a debt burden that, in excess of 200% of GDP, is already the 
highest in the developed world.  

In addition, key components of the “third arrow,” i.e., labor and other structural reforms, pose political 
challenges. Japan’s decision this month to delay the ratification of the 12-nation Trans-Pacific 
Partnership rightly serves as another reminder that the outcome of many critical reforms remains to be 
seen. Yet on balance, we believe a continued allocation to Japanese equities, while staying short the 
yen, still presents a reasonable risk/reward opportunity for further gains. Patience through a break in 
Japan’s momentum in the second half of 2013 was rewarded; the export and employment gains made 
possible by a weak yen during 2013 point to another year of growth, and gains.  

• Europe 

On the Continent, the re-election of Angela Merkel and her coalition government in Germany provided a 
welcome dose of medicine to the ailing Eurozone. Despite a near collapse of the Italian government 
earlier this year and depression-like unemployment in many key Eurozone nations, economic data 
points turned significantly more positive in 2013 as sovereign and corporate bond yields fell significantly. 
These factors helped European countries see their equity markets rise an average 19.3iii% for the year.   
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Perhaps more important, the seeds of a political consensus to finally address the structural impediments 
to a lasting monetary union through greater economic integration are now being sown. The path to 
success remains perilous, with public sentiment critical to success. But prospects for a pan-Eurozone 
banking union, a  Eurozone finance minister, and ultimately some form of absorption of Southern-tier 
debt by Germany and other prosperous nations are more advanced than we dared hope just a year ago. 

The patience of the public is critical to the outcome. For now, our hope is that consensus will build for 
an expanded Eurozone balance sheet to maintain liquidity in capital markets—and by extension, foster 
the economic, employment and social stabilization necessary for that process to unfold.   

• Emerging Markets 

While cognizant of the factors already noted holding back some emerging economies, we expect to see 
pockets of opportunity after a significant period of underperformance. Some markets now appear 
historically cheap relative to the developed markets of the U.S. and Europe, and should provide patient 
investors with opportunities for capital gains. 

DEBT VS. EQUITY: 
A PARADIGM SHIFT IN INVESTMENT MANAGEMENT 

What is true of regions is true for all of investing: decisions must incorporate an appreciation of 
historical patterns, the relationship of one asset class to another, and the willingness to recognize 
prospects for major change. After thirty years of steady declines in bond yields, we are not only 
witnessing a significant reversal in the trajectory of fixed income markets, but preparing for a paradigm 
shift in their traditional relationship to equity performance. 

Consider: at present, the Barclays Aggregate Index will return just 2.3% annually based on coupon and 
return of par value at maturity—the calculation known as “yield to maturity.” But over the past fifteen 
years, steady capital appreciation has increased total return for the index to an average 6%. To 
compensate for generally greater risk and volatility, stock investors did even better: the S&P 500 has 
historically averaged 10.5% per year. But since 1981, the gap in total return between the two asset 
classes has been smaller as not only Treasuries have rallied in price, but credit quality for investment 
grade and even high-yield bonds has generally improved. 

As a result, for an entire generation, investment managers have modeled their strategies around the 
assumption that a blended strategy combining stocks and bonds might return, on average, 8% or more. 
But managers who made that assumption going into 2013 were punished, as the Treasury market 
experienced its first year-over-year decline in recent memory. Despite the reversal in Treasuries, high 
yield continued to provide a positive return as credit spreads narrowed still further during the year. 

Having anticipated this move toward the end of 2012, we at Clear Harbor now believe Treasury bonds 
have reached a generational peak in capital appreciation, and are poised to drift lower in value in the 
years and even decades to come as yields rise—that is, for the balance of the current economic cycle. If 
this thesis proves correct, that blended portfolio won’t be able to deliver the same results investors 
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have become used to unless stocks grow fast enough and credit quality improves significantly, offsetting 
the expected weakness in underlying Treasury prices. While that could happen—it certainly did in 
2013—it is a dangerous assumption to rely upon in crafting portfolios. 

For those responsible for developing investment strategies, this change in traditional expectations of 
bond performance makes it more difficult to target a specific return without increasing risk. At Clear 
Harbor, we are using a total return expectation for our primary fixed income benchmark, the Barclays 
Aggregate, that is four percentage points lower than its 15-year average. Once again this year, will we be 
using yield-to-maturity alone in our bond models, without any reliance on capital appreciation. So while 
we take pains to seek out superior value and potential in stock selection, we believe investors in 
blended portfolios should prepare for a future of generally lower returns. 

Why is this happening? Among other reasons, the forces driving the bond market forward, from low 
inflation to Federal Reserve policy, are ebbing; those challenging its appeal, such as investor confidence, 
are growing; and at the short end of the curve, there is little room left for yields to fall beyond the lows 
of this summer.   

With appreciation no longer enhancing bond returns, investors have begun a rotation into stocks. And as 
we projected this time last year, for the first time since the 1990s, multiple expansion has become a 
more significant driver of equity performance than earnings growth.  

Importantly, internal fundamentals suggest the stock market is priced to accommodate further gains. 
With S&P 500 earnings per share for full year 2013 trending toward $109, the broad market is trading at 
a trailing P/E multiple of 17x. For 2014, Bloomberg consensus estimates are settling at approximately 
$120, indicating a forward multiple of 15.1x at current prices. This represents a historically average 
valuation, which can be expected to expand as expectations of growth firm up.  

To be sure, this does not augur for a repeat of 2013’s performance. After a surge of some 40% from the 
last technical correction in June of 2012, a healthy degree of caution is warranted in U.S. equities; those 
who have participated in this historic move would do well to adjust their expectations. It is also worth 
noting that the relative value between the two major asset classes has narrowed materially. the trailing 
earnings yields on the S&P 500 has compressed, from 7.4% at the start of 2013 to 6.0% today, while 
“risk-free” 10-year Treasury yields have expanded to nearly 150 basis points above the rate of inflation. 
Comparisons of stocks to investment-grade bonds look less compelling than just one year ago, as well.   

Other headwinds for stocks include weak labor participation and the reluctance of Baby Boomers to join 
the rotation of funds into higher-risk assets as retirement beckons. But we believe the larger forces now 
at work outweigh such factors. Even if consensus earnings estimates trend lower over the course of 
2014, as they have in recent years, we believe that single-digit earning growth coupled with even 
minimal multiple expansion could boost share prices past the average return assumption of 6% that we 
use for modeling purposes.  
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It is also important to note that some areas of fixed income remain more fairly valued than others. For 
example, 10-year rates are more easily justified at current levels than 2-year rates; some mortgage REITs 
are very compelling relative to investment grade and high-yield bonds. Moreover, an allocation to areas 
of fixed income remain a critical way to lower portfolio volatility, and to help hedge against falling equity 
prices. Nonetheless, in portfolios where we have complete flexibility to underweight one asset class 
over another, we remain incrementally bullish on equities, and incrementally bearish on bonds—
certainly more than the historical relationship between the two would suggest. 

APPROACHING 2014:  
SELECT THEMES 

• Utilities 

Although we believe that fixed income plays a critical role in a balanced and income-bearing portfolio, 
and continue to seek out individual fixed income investments that meet our risk/return profile, we 
cannot justify a positive posture for these asset classes for the coming year. We prefer to overweight 
natural gas and water utilities and select preferred equities, rather than increasing high-yield exposures. 
Our natural gas and water utility exposure provided a significant outperformance relative to the S&P 
500 Utility Index in 2013, and we see continued opportunity looking into the new year.  

In last year’s outlook, we noted that gas and water utilities were dramatically under-represented in 
analyst coverage, and that many offered significant value compared with the more visible electric 
utilities. Over the past year, a drop of nearly 2.5% in electricity consumption highlighted our thesis. This 
may be an unprecedented occurrence amid economic growth in the postwar period, and a challenge to 
longstanding expectations of permanent sales gains among electrics. This contrasts visibly with 
regulated gas distributors, who are the beneficiaries of commercial and residential conversions from not 
just electricity, but fuel oil and propane—all of them more expensive than gas.  

The water industry is growing, as well, hooking up new customers for both potable water and sewage 
treatment service. As with our favored group of regulated gas companies, their growth opportunities 
appear to be sustainable on both a near-term and long-term basis. We see mid- to high-single digit ROE 
growth for select providers along with ongoing dividend increases. We believe these prospects offset 
the risks inherent in expansion into segments of the country where water utilities have historically been 
owned and operated by municipalities.   

• Energy 

Investments in energy production and energy efficiency technologies remain significant positions in our 
balanced portfolios. Our equity exposure to rising natural gas prices bolstered a key component of our 
energy allocation in 2013, with purchases relevant to the Marcellus Shale in Pennsylvania as gas traded 
below $2/mcf proving effective. Our emphasis on experienced capital allocators with low-cost 
production further enhanced returns.  
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Looking ahead, oil remains an important story as well, as U.S. drilling soars to levels not seen since the 
Reagan era. In just the past 10 months, domestic production has grown from 7 million barrels per day to 
approximately 8 million. Continued growth should benefit not only the sector but U.S. economic growth 
generally for years to come. Our investment thesis is twofold: attractive production characteristics 
today, and the outlook for price support in the future. Both spring from the revolution in extraction 
technologies. 

Unconventional formations, such as the Bakken in North Dakota and the Permian in Texas, offer skilled 
producers access to light sweet crude that commands a premium in the market, at a low cost of 
production. Clear Harbor was early to this development, and continues to invest in producers and 
service companies where management is respected,  their allocation of capital is commendable, and the 
valuation represents a discount to intrinsic and relative value. 

At the same time, unconventional production has average decline rates much higher than traditional 
wells—sometimes exceeding 80% in the first year of drilling, and 60% in year two, versus typical decline 
rates of 3-6% for conventional methods. As reliance on hydraulic fracturing and horizontal drilling in 
these shales increases, we anticipate an increase in the decline rate in the coming years, providing 
support to the price of crude both at home and abroad.   

It also appears that global oil demand is trending higher than most analysts anticipated, while OPEC 
supply appears poised to disappoint in the coming year. Given these factors, we are comfortable 
modeling current oil prices in our base case for 2014—and even to consider expanded production as a 
force for good in narrowing the trade deficit, and perhaps make a surprise contribution to GDP as well. 

While supply represents the more traditional opportunity in energy, we believe that investments in 
efficiency will also attract attention from investors as the economic and environmental benefits become 
better known. Such a trend will provide a boost to regulators, policymakers, and ultimately companies 
seeking market share in this area. In a white paper on this subject earlier this month, McKinsey & 
Company put the potential value creation at more than $1 trillion to services providers, industrials and 
end users through 2020. 

• Soft Commodities 

Soft commodities were also soft in pricing this year, with soybean, wheat and corn lower on a robust 
harvest globally. Cotton provided the only significant positive return. While we have in the past found it 
difficult to identify well-priced opportunities in soft commodities, we believe this area holds promise in 
the years to come.  

While crop prices are always difficult to predict, we believe that exposure to agricultural commodities, 
either directly or through strategic equity investments, are prudent to include in long-term strategies. 
Rising levels of population and global wealth remain supportive of sustained increases in protein 
demand, directly increasing bids for soft commodities over time.  
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As a matter of portfolio construction, commodities represent something else of value: an asset class that 
historically does not simply rise and fall alongside stock markets. This helps address a persistent 
challenge for investors seeking a way to help smooth returns amid current and prospective volatility. 
And as we enter 2014, select commodity-oriented equities are approaching attractive valuations. 

• Technology 

2014 should see a continuation of the ”Internet everywhere” phenomenon enabled by more powerful 
cellular networks and the proliferation of LTE-capable devices and cloud-based applications and 
services. Supporting this trend, the new year should see the first mainstream introduction of wearable 
devices such as Google Glass and Apple iWatch. This is a worldwide war among the titans with many 
component players aiming to be the arms suppliers. As component suppliers are at a distinct 
disadvantage to their larger customers and table stakes are prohibitive to play in this game, we expect 
supplier consolidation to continue. Other trends that may signal opportunity include sustained pressure 
on traditional enterprise providers from cloud-based competitors and commoditization, and attractive 
pricing among select legacy players who have started to deliver more viable alternatives to high-flying 
new entrants, particularly after the latter group’s strong rally over the past year. 

WEALTH MANAGEMENT CONSIDERATIONS 

Ultimately, assessing the changing relative value of sectors, regions, and asset classes is only the first 
step in wealth management. It is equally important to grasp the objectives and tolerances of the 
individual investor, and craft strategies to withstand a range of potential market developments.  

The purpose of portfolio construction is not to select a set of investments that we think will rise over the 
next twelve months. It is to strive for a desired return appropriate to a particular investor, while 
minimizing the risk and impact in the event that our thesis proves wrong or the world changes.   

Some prize current income; others, steady appreciation with relative security. Both are challenging goals 
as we contemplate the likely end of a thirty-year bull market in bonds. But like any strategy, they benefit 
from an internal process based on the constant evaluation of changing circumstances. 

How will the portfolio fare if the U.S. economy decelerates, instead of accelerating? If inflation surges 
across the economy, which elements of a portfolio would be most affected, and what would be the 
impact of the likely monetary response? What odds do we place on these possibilities?  

The list of questions raised at our weekly investment committee meetings is long, and many have no 
certain or immediate answer. But sharing ideas and testing one thesis against another is central to our 
operation as investors and as a firm.  

Our cross-examination within a portfolio is equally rigorous. As we consider the inclusion of investments 
across asset classes, we assess how each position within the portfolio would correlate with others under 
different economic scenarios. The paucity of reliably non-correlated assets is one reason we continue to 
evaluate gold and soft commodities for inclusion in many balanced portfolios. 
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Such stress-testing of individual portfolios is particularly essential as we enter a period where historical 
equity and bond allocations may not provide the same annualized return that investors have seen over 
the last several decades. As investment legend Howard Marks recently expressed it:  

Unlike the smugness, complacency and obliviousness of the pre-crisis years, today few people 
are as confident as they used to be about their ability to predict the future, or as certain that it 
will be rosy. Nevertheless, many investors are accepting (or maybe pursuing) increased risk.  

The reason of course, is that they feel they have to. The actions of the central banks to lower 
interest rates to stimulate economies have made this a low-return world. This has caused 
investors to move out on the risk curve in pursuit of the returns that they want or need.iv   

Individuals and institutions facing this dilemma have but two choices: maintain a portfolio that respects 
their risk and volatility tolerances, while accepting the prospect of lower returns; or increase their 
exposure to asset classes with higher return assumptions, but take on higher volatility and risk. Those 
who pursue the latter course, Marks concludes, “often forget to apply the caution they should.”  

Although I am proud of our firm’s outperformance in certain strategies, our first commitment is to 
provide that caution. We keep a watchful eye on the intrinsic value of each and every investment 
relative to the price that the investing herd is willing to pay. Testing the relative value of asset classes 
based on past patterns, monitoring capital flows in the current day, and constantly questioning our own 
assumptions help secure the foundation of client portfolios.   

Our success depends on understanding each client we serve. Before we attempt to minimize risk for 
every increment of your targeted return, we must ask: can risk reasonably be lowered in this portfolio? 
Should it? Are our return assumptions right to begin with, or should they be adjusted to accommodate 
some change in the past year? In taking up these fundamental questions, we give particular attention to 
tax awareness in coordination with each client’s accountants and attorneys. Again, I hope you will call 
schedule a portfolio review at your convenience. 

On behalf of Clear Harbor, I wish you and your family the best for the holidays. I thank you for your 
continued trust, and look forward to renewing our conversation about your long-term financial goals in 
the new year. 
 

Sincerely, 
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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 
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. 

                                                           
i All data making reference to 2013 performance is as of the close of markets on December 20, 2013. 
ii The Nikkei closed the year better by +28.3 in US Dollar terms. 
iii This data references the iShares European exchange-traded-fund which tracks the S&P Europe 350 Index. 
iv Market commentary, December 2012. 
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