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December 19, 2014 

 
Aaron J. Kennon                    
Chief Executive Officer 

 

Dear Friend of Clear Harbor, 

After years of complex but relatively benign market conditions, the investment story now being written 

appears divided between the diverging fundamentals of the major global regions on the one hand, and 

the response of central banks and currencies on the other. Our firm’s investment outlook for the new 

year is thus colored by the significant increase in volatility that promises to carry forward from 2014.  

2014: THE YEAR IN MARKETS 

Geopolitical and economic developments led to significant divergence in market performance in 2014. 

The U.S. emerged a clear winner, with strength in the dollar and high-grade bonds. Large caps measured 

by the S&P 500 rose 13.7% through December 18, 2014, versus a decline of 4.3% for an international 

benchmark, the MSCI All World Ex-U.S. Index.1 Chinese and Indian equities rebounded, catalyzed by 

central-government stimulus and promising national election results, respectively. In contrast, Europe 

declined amid trepidation about the course of economic growth, monetary policy, and Russian 

adventurism in Ukraine.i  

The global flow of investment capital was also significantly influenced by the steep decline in oil prices in 

the back half of the year. Brent crude plummeted 46%, benefiting net energy importers while major 

commodity exporters such as Brazil, Russia and even Australia faltered. Gold ended nearly unchanged, 

and the core soft commodities faltered, with the exception of wheat and coffee, on the heels of 

stronger-than-expected harvests and attractive weather patterns in important growing regions.    

CLEAR HARBOR PERFORMANCE 

As we pointed out in this publication one year ago, we believed that equity markets would rally in 2014, 

propelled by earnings growth rather than the P/E multiple expansion that drove prices in 2013. Client 

portfolios were positioned to participate in these gains, with positive contributions from names in the 

utilities (water and natural gas distribution), consumer discretionary, consumer staples, healthcare, 

                                                            
1 All performance figures are as of close of trading on December 18, 2014. 
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technology and financial sectors. Headwinds were most significant from energy, materials and 

industrials.  

More than in recent years, regional selections mattered. Our decision to remain overweight the U.S. and 

Japan were particularly beneficial to our strategies; our allocation to Europe, though currently smaller 

than some global benchmarks, was selective and primarily currency-hedged, and provided an additional 

modest contribution to results. 

In another departure from 2013, investors this past year witnessed significant performance divergences 

across market capitalizations. Despite headlines about records in the S&P 500, the small cap Russell 

2000 index is so far up just 3.7% for the year, while the midcap S&P 400 has gained 9.1%. Although the 

components of our major strategies kept pace on their own terms, the significant outperformance of 

large and mega-cap U.S. equities this year presented difficult comparisons for any portfolio that 

maintained a degree of diversification in terms of sector, market cap and geography. 

On the fixed income front, our contrarian view paid off: U.S. interest rates continued to attract capital 

versus competing debt instruments across the majority of the developed world. Finally, our belief that 

the U.S. dollar would rally strongly versus a global basket of currencies—particularly the yen and euro—

also provided useful guidance as we contemplated opportunities and risks to client portfolios.   

REGIONAL OUTLOOK 

As we peer into 2015, the global economy is facing the inter-related concerns of limited growth and 

disinflation. Global monetary regimes are reacting by reducing rates to extremely low levels, embracing 

U.S.-style “quantitative easing” through bond purchases, or both. Sovereign bond markets across the 

globe are reflecting this disinflationary environment, with nearly half of all sovereign bonds around the 

globe yielding less than 1%. Nor are stocks immune: according to Bank of America/Merrill Lunch, 

approximately 80% of the global market capitalization of equities is directly impacted by monetary 

policy bodies that are currently targeting interest rates at or near zero percent.   

 U.S. Equities 

Employment, manufacturing, construction, confidence and sales data all point to continued moderate 

strength for the U.S. economy in the context of restrained inflation. While dollar strength, weak global 

growth and lower oil prices present less favorable indicators, on balance we believe that the U.S. will 

remain the strongest large developed market economy in 2015. Further, the global search for high-

quality yield will most likely continue to attract international capital to dividend-paying U.S. equities. 

With that said, this relative optimism in the U.S. economic story may already be embedded in equity 

markets. Both traditional P/E multiples and the “Shiller P/E,” which is based on average inflation-

adjusted earnings from the previous 10 years, suggest that the U.S. market is either fairly valued or in 

clearly overvalued territory. Even “alternative” investment vehicles, such as private equity funds, are 

seizing on recent valuations to sell their public market holdings. Should revenue growth or margin 

expansion fail to meet expectations, asset prices could stall, or even fall from recent record levels.   
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We also note that recent signs of growing wages, while auguring well for economic growth, also carry 

the potential to cut into corporate profitability. Finally, we must consider the possibility that continued 

strength in the dollar will hamper corporate earnings for companies with significant revenue and 

earnings exposure outside the U.S. As a result, although large institutional entities around the world 

may continue to allocate to the relative safety and growth of the U.S., high valuations and new 

constraints on profits could nonetheless present something of a check on equity gains in the new year. 

 U.S. Fixed Income 

We do not enter 2015 looking to sell bonds. Although the Federal Reserve has stopped adding to its 

bond-buying program, we believe that inflation (and inflation expectations), the remaining slack in the 

labor market, the recent plunge in crude prices, and weak global growth generally will provide ample 

justification for the Fed to remain incrementally dovish. Moreover, although key rates remain near rock 

bottom, the core U.S. fixed income market still offers attractive yields relative to Europe and Japan.  

Furthermore, investors outside the U.S. may seek assets denominated in a strong greenback to help 

stave off erosion of wealth in their own faltering currencies. 

To be sure, the Fed’s long-anticipated move off the “zero bound” is very possible for 2015. However, we 

believe that any move in rates will be most pronounced in extremely short-duration notes. As the Fed’s 

explicit market-distorting activities slowly but steadily ebb, we expect longer-dated interest rates will 

react more to the fundamentals of inflation expectations, which remain subdued.  

Put another way: those who have maintained a short duration portfolio since 2010 out of concern that 

QE will stoke inflation have underperformed the overall bond market significantly, leaving considerable 

coupon payments on the table. Yet deflation is now as real a threat as inflation, and the global hunt for 

reasonable and safe yield is only accelerating. As such, it would not surprise the Clear Harbor investment 

team if the key U.S. fixed income benchmark, the Barclays Aggregate Bond Index, once again provided a 

positive total return in 2015 as US investment grade, sovereign bonds, and mortgage-backed-securities 

provide attractive yields relative to other large developed markets such as Germany and Japan.  

Although the long-awaited rotation out of core fixed income did not materialize in 2014, the past year 

did witness significant dislocations across the high yield market. We believe this will present 

opportunities in select individual securities. In particular, the significant correction in oil prices has 

placed massive pressure on the debt of hydrocarbon producers.  

In individual cases, the debt of these companies provides a more attractive total return profile, on a risk-

adjusted-basis, than the equity when considered in light of cash flow and balance sheet strength, cost of 

production, and ultimately default expectations.  

While high yield has become incrementally more attractive, we also note with care that high yield is 

highly correlated to equities, and provides many of the same risks. For some investors, this represents 

an opportunity to take well-defined additional risk while maintaining asset class diversification; for 

others, it is a reason to stick with more conservative allocations.    
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As we look beyond the U.S., the global economy presents more of a mixed bag than in recent years, with 

many regions trending well below expectations and historical rates.   

 Japan 

We believe that innings remain in the opportunity to benefit from growth in Japanese equities while 

hedging the yen. The Abe government continues to push the Bank of Japan to expand its balance 

sheet—now nearly 60% of the domestic economy—through the purchase of Japanese sovereign debt 

and, more recently, equities. In addition, the $1.2 trillion Japanese Government Pension Fund has 

announced an intended allocation of 25% to domestic and foreign equities. These moves are a boon to 

asset price reflation at home and abroad. 

The underlying domestic economy should also benefit from loose monetary policy, as well as from 

further wage increases in 2015. In addition, some of Abe's structural reforms could yet make a 

difference. Notable efforts include those to liberalize Japan's trading policies with the U.S. and much of 

Asia, and enhancements to productivity, fairness, and the nation’s leadership in the global economy by 

promoting women—after far too long a wait—to roles that maximize their own potential as well as the 

nation’s growth profile.   

To be sure, we remain increasingly vigilant of the risks of increased debt, stagnant productivity and 

challenging long-term demographics in the island nation. However, we believe they remain outweighed 

for the time being by the compelling financial dynamics of a steadily weakening currency, and prospects 

that aggressive policy will yet spark incremental demand in the real economy. We believe these longer-

term factors warrant a degree of patience, particularly in the context of political stability assured by the 

recent landslide re-election of the governing Liberal Democratic Party. 

 Europe 

Like the Bank of Japan, the European Central Bank in 2014 finally embraced more aggressive monetary 

policy as growth, inflation expectations, equity markets and the euro itself all underwhelmed. With the 

lonely exception of Greece, Eurozone sovereign yields continued to fall in the face of these factors. As 

such, we expect the ECB to ultimately win its bid to expand QE to include outright purchases of 

sovereign debt in 2015, brightening the outlook for inflation, growth and earnings fundamentals. 

Nonetheless, unlike Japan, the Eurozone remains mired in internal political strife over fiscal and 

monetary policy, with Germany expressing particular resistance to the proposed expansion of QE. We 

likewise recognize that a U.S.-style QE program may not be as impactful in Europe, where home and 

equity ownership rates are significantly lower. Perhaps most significantly, the geopolitical uncertainties 

in Ukraine remain with us, and economic integration within the currency bloc remains critical to the 

long-term viability of the single currency. The final chapter of the euro is yet to be written. 

However, we believe any nudge of Eurozone savers away from cash and into credit and equity 

investments will prove constructive at the margin. We are also mindful—as with Japan—of the benefits 

of a weaker currency for greater competitiveness in supporting tourism and exports. As such, we 
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continue to allocate incrementally more capital to European equities, which we consider undervalued 

on fundamental measures relative to the U.S., while hedging the euro.  

 China 

In China, the government keeps its heavy hand at the key “command and control” levers of the 

economy while hoping to avoid the “hard landing” threatened by its lending practices and other 

questionable policies. We continue to dispute the integrity of Chinese economic data, and the 

regulatory environment remains less than desirable for capital allocation. We do believe strongly in the 

“growing middle class” thesis, but prefer to express that view primarily through companies outside of 

China that sell products and service to consumers within the country. 

 Russia 

The significant collapse in the price of crude oil is wreaking particular havoc on economies where oil-

related revenues and tax receipts represent a significant portion of government revenue. Just this week, 

in the face of a massive devaluation of the ruble, Russia attempted to stem the tide of capital fleeing its 

borders by raising rates to 17%. However, if the Russian currency crisis of 1998 is any guide, investors 

will look past these measures, and continue to shun a teetering economic model and demographically 

challenged country. While some degree of bounceback is possible, Russia represents only 2.6% of the 

global economy, and in our view is a market that international investors can afford to neglect for now. 

More worrisome is the prospect that a financially and economically ruined Russia—and more to the 

point, its leader, Vladimir Putin—might rattle geopolitical stability through an increased projection of 

military force. While his goals might be to reverse the slide in crude oil and project strength to his 

people, the true impacts might be neither—yet much more far-reaching for investors worldwide. We 

will continue to monitor the interplay between crude prices, the global economy, and geopolitics as 

events in Russia can still reverberate far beyond their borders. 

 Latin America 

South America is either overly exposed to the downward spiral in industrial commodity demand (i.e. 

Brazil), or struggling to expand in the midst of failed fiscal policies implemented by populist leaders (i.e. 

Argentina). Mexico’s path toward deregulation and privatization offers a compelling thesis, but publicly 

traded investments accessible to U.S. investors are primarily those that stand to suffer, rather than 

benefit, from reform. The Clear Harbor team remains alert to the emergence of new vehicles that can 

provide beneficial exposure to this appealing international story close to home. 

 India  

India’s new prime minister, Narendra Modi, is stoking hopes that the world’s second most populous 

nation can finally address longstanding structural impediments to growth. We would expect India’s 

economy to keep improving in 2015, with a significant helping hand from benign inflation and oil costs. 

With that said, considerable optimism appears already reflected in the significant gains equities saw in 

2014; any disappointment at these levels could prove difficult for markets to absorb.     
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COMMODITIES & ALTERNATIVE INVESTMENTS 

 Oil 

The swoon in oil certainly caught many investors, including the professionals at Clear Harbor, off guard 

in 2014 as crude traded below $60/barrel for the first time since 2009. Rather than a singular economic 

event akin to the 2008-09 financial crisis, this sharp decline can be attributed to a very significant ramp 

in global supply colliding with a simultaneous decline in demand growth, as China and other large 

economies decelerated meaningfully.  

Since the price of oil is ultimately determined by the price of the last barrel required to meet global 

demand, the conversation in industry circles has focused on production by the “swing producers” who 

provide that last barrel. Recently the key has been unconventional producers in the U.S., which have 

provided all incremental production growth in recent years—most prominently, the oil shale fields in 

North Dakota (the Bakken and Three Forks shales) and Texas (Permian and Eagleford).  

While we can’t know when or at what price oil might bottom, understanding the fundamentals of 

unconventional and global production can inform our observations and aid our decisionmaking. 

Together, these fundamentals paint a picture of a modern oil industry that requires considerable activity 

to keep pace with even slack demand; and one that is capable of adapting more quickly than ever in 

some ways, but prone to surprisingly uneconomical behavior in others. 

Key points for investors to consider include: 

 Demand is slowing, but still growing. The International Energy Agency recently lowered its 

forecast for 2015 global oil demand by 230,000-900,000 barrels/day, to a total of 93.3 million 

barrels/day. Nonetheless, this represents growth from 92.4 million barrels/day in 2014.  

 The world needs to find approximately 5 million new barrels/day in 2015 just to meet 

expected demand. Because all wells—both conventional and unconventional —decline in 

production over time, new sources must be found continuously even when demand growth is 

weakening. 

 Unconventional wells have steep production decline rates. Production from unconventional 

wells decline in excess of 75% after year one, versus an average global decline rate for 

conventional oil of as little as 3.5%. Unconventional oil production thus requires a significant 

amount of investment and drilling activity just to maintain a flat production profile.   

 Lower oil prices will continue to reduce CAPEX (capital expenditures) and drilling in 2015. At 

current crude prices, we look for production to decelerate as early as the first half of 2015, and 

ultimately fall in 2016. 
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 America’s unconventional shale basin economics are maturing. The Bakken shale in North 

Dakota, for example, which witnessed its first few years of unconventional production in the 

midst of the financial crisis in 2008, is now a mature basin. Drilling costs per barrel are lower 

than ever before, and significant future production will occur from drilling the same well 

“pad.” These efficiencies suggest that the economics will improve after the first well drilled on 

each “pad.” 

 The risks of hedging (and making) one’s bets. Many producers have hedged more than half 

their expected 2015 production at prices above $90/barrel. This could support an artificial level 

of production that otherwise would reduce CAPEX (and therefore production) even further. In 

fact, some companies could be emboldened by their hedges to drill new wells at less-than-

economic levels in a bet on imminently higher prices and cash flows—all while exacerbating or 

prolonging the global glut. 

 Production and prices in 2016. While hedged producers may largely stick to production 

schedules in 2015 despite low spot prices, things could turn quickly in 2016 as hedges expire, 

excesses are consumed, CAPEX reductions catalyze higher prices, and global demand recovers. 

 OPEC’s long game. It also appears that OPEC member nations—particularly Saudi Arabia—are 

more willing to continue producing at current levels. With low costs of production, they seem 

intent on maintaining market share with key global buyers—particularly Asia—and willing to 

wait out higher-cost producers around the world.    

What are the implications for investors, including those in Clear Harbor’s Natural Resources Strategy? 

We have already described the opportunity in high yield debt (see above), where energy bonds have a 

heavy allocation in key indices (roughly 9-19%) and have been a significant contributor to the correction 

in high yield so far in Q4.  

Of course, both debt and equity of energy companies will be predicated on the direction of crude and 

natural gas prices. Oil prices at $60/barrel can push some companies into insolvency, but will most likely 

not spark sufficient new production to meet future demand over the medium to long term.  

For example, a recent report by Scotia Bank suggested that the U.S. decline rate in oil production is 

approximately 30% industrywide, versus closer to 20% during the last major correction in June 2008 

when unconventional production was not yet a significant factor. As companies decide to produce less, 

the impact on supply should be felt more rapidly than in the past.   

This bodes well for companies that have strong balance sheets, are in lower cost oil basins, and can 

therefore wait out the storm that is clearly creating significant headwind for current investors. In fact, 

Clear Harbor is currently “shocking” a wide range of energy names to ensure that they have proven 

reserves that are developed and producing; that their total debt and cost of debt are sustainable over a 

multi-quarter contraction in oil given a realistic cost of production; and that we are comfortable with the 

level at which oil must trade before equity is eliminated from each company’s share valuation. 
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 Gold 

We remain wary of overweighting gold exposure in the current environment, predicated on evidence of 

significant global liquidity and tame global inflation pressures. An important caveat to our base is the 

possibility of a deterioration in the global financial picture in 2015, which could prompt a flight to safety. 

Such a development would likely increase incremental demand for longer-dated high grade sovereign 

bonds, as well, which we prefer for the yield they carry along with perceived safety.    

 Alternative Investments 

While strategies in the world of alternative investments may be unsuitable for many investors, others 

may afford them greater consideration as we progress through 2015. As correlations within and 

between asset classes diverge, long/short equity funds, global macro funds, and market-neutral 

strategies may have better prospects of generating returns in excess of blended risk-adjusted 

benchmarks. While always mindful of the impact of fees on total performance, we are happy to discuss 

the risk-adjusted characteristics of a large spectrum of vehicles, and whether any might have a role to 

play in achieving your individual investment objectives. 

 

* 

 

As 2014 comes to a close, I am reminded how fortunate I am to work with such a talented and diverse 

group. Just this past year, we welcomed three professionals to Clear Harbor: Tim Schantz, Steve Shaw, 

and Christian Thalheim. Tim brings an extraordinarily broad investment perspective to our firm’s 

collaborative framework, and has particular expertise serving not-for-profit organizations. Steve has a 

deep background across both equities and fixed income, and further enhances our institutional outlook.  

And Christian is providing the firm with additional operational resources as our clients, and our ability to 

provide expert counsel to them, both grow.   

On behalf of our entire team, I wish you the best of the season. I thank you for your continued support 

and trust as we move together into 2015.   

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 The comment references European equity prices in U.S. dollar terms.   
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