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Market Review 

We close the first half of 2014 with the global economy continuing to notch regular improvements. 

Despite a pronounced degree of deceleration in China, where stocks declined, growth elsewhere—in 

conjunction with continued monetary stimulus around the globe—has supported a continued rise in 

equity prices, and pushed down real sovereign rates and spreads for both investment-grade and high-

yield credit across the developed world, particularly in the Eurozone.  

Year-to-date, the S&P 500i rose 6.95%, while the MSCI All Worldii (ex-US) Index gained 4.84%. The 

Barclays Aggregateiii, our fixed-income benchmark, returned a total 3.75%. While each Clear Harbor 

client account is independently constructed, I am pleased that our core debt and equity strategies 

continued to outperform their benchmarks over the period.  

Economic Growth 

Our view of continued economic growth is predicated on manufacturing data in the U.S. and Eurozone, 

the acceleration of merger & acquisition activity, and relatively subdued if incrementally more volatile 

energy prices. Versus 2013, when almost 30% of global economies contracted, just 5% are shrinking 

today.iv Greater global synchronization may help catalyze capital spending, a critical element in a 

virtuous economic cycle that has proved elusive throughout the global economic recovery to date. 

 United States 

In the U.S., we are witnessing signs that household formation is accelerating, prompted by 

improvements in employment among educated adults between the ages of 16 and 24. The 

employment-to-population ratio of this segment is 47.7%, up from 45% on average for 2010 and 2011.  

Similar trends are also emerging in the 25-54 segment of the U.S. population. This bodes well for overall 

consumer consumption and, in particular, residential real estate. 
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We share the prevailing view that the recent revision for Q1 GDP to a negative 2.9% stands in contrast 

to a wide range of more recent data, including the surge of the May Purchasing Managers Index to an 

all-time high and other indications that suggest Q2 GDP is trending close to a positive 3%. Much of the 

Q1 decline is no doubt attributable to the brutal winter across much of the country; other factors 

include a surprising contraction in net exports and consumer spending, especially on healthcare, and the 

inherent noisiness of quarter-over-quarter data. We consider these legitimate points of scrutiny, but do 

not believe they warrant excessive concern given the totality of the recent data flow.  

 Europe 

The Eurozone is also showing signs of expansion, with industrial output rising twice as fast as expected 

and retail sales and durable goods orders appearing to trend positively as well. This bodes well for Q2 

GDP expansion to exceed previous forecasts of 0.2%—a welcome sign of overall stabilization in what 

nonetheless remains a weak and disjointed economic picture in many parts of the Continent. 

 Japan 

In Japan, President Shinzo Abe’s “third arrow” of systemic reform has flown less than smoothly, with the 

public giving mixed reviews to the belated introduction of his full agenda. I suspect that a meaningful 

recovery in Japan is underway, but will not persist in a seamless and predictable fashion. Speed bumps 

will appear, and how policymakers adjust to them will be extremely important for the island nation. We 

believe that a great deal of “fast” money has left the market, but that another round of stimulus and 

growth will help support the Nikkei.  

With that said, our Clear Harbor equity strategies remain underweight Japan versus the MSCI All World 

Index, reflecting our concerns about long-term structural impediments to sustainable expansion. In the 

near term, we also recognize that Japan’s significant need to import energy continues to weigh on the 

trade deficit. The resulting currency flows will tend to strengthen the yen, dampening efforts to help 

exports (and equity prices) with a weaker currency. 

 China 

Meanwhile, China continues to experience economic headwinds. Housing prices continue to falter in 

nearly all major cities as the supply of units significantly outpaces demand. Although the government is 

attempting stimulus measures, the trajectory of economic data is quite uncertain.  

We are also mindful that any further rise in commodity price volatility—particularly crude oil—can have 

a more meaningful impact on some markets than others. Nations with limited domestic resources and 

significant trade imbalances, including India, Japan and Korea, are quite vulnerable to higher oil prices. 

The First-Half Rally: The Specter of Complacency? 

The favorable market trends of the first half of the year occurred despite a rise in geopolitical 

uncertainty, most notably the standoff between Ukraine and Russia, the offensive posturing of China in 
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the South China Sea, and a broad and striking level of unrest within the Middle East. Have investors—

with little fanfare, and in the face of real risk—crossed the line from cautious to complacent, as has so 

oft proved a warning sign in the past?  

Our concern does not arise from equity market valuations, which on broad measures do not appear 

greatly inflated. Rather, we look through the lens of realized volatility: by the standard of the VIX, a key 

gauge of market fear or complacency, volatility has reached multi-year low levels. Even if earnings do 

justify recent market highs, the path to these levels has without doubt been uncommonly smooth. 

Chicago Board Options Exchange SPX Volatility Index 

Source: Bloomberg 

Some point to high cash allocations as a contributor to relatively smooth markets. Many investors, 

including ultra-high-net-worth individuals, remain risk-averse in the wake of the financial crisis: by 

staying on the sidelines altogether rather than rushing in and out of the markets, the argument goes, 

the “skittish money” no longer rocks the boat with every passing headline.  

Data pertaining to cash levels can sometimes mask a wide range of forces, most having nothing to do 

with “investors on the sidelines.” At present, for example, we believe that high cash levels are as much 

the result of demographic shifts as of risk aversion, as aging Baby Boomers make a traditional rotation 

away from equities in retirement. But admittedly, the longer volatility stays low, the greater the pull that 

some investors will feel to participate in the rally they so often hear discussed at barbeques and cocktail 

parties as we watch the summer months unfold. And should volatility rise in the midst of an incremental 

retreat from caution, actual portfolio returns would suffer for a typical investor prone to the common 

tendency to “buy high and sell low,” notwithstanding their stated investment objectives.   
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Central Bank Policy: Finding the Bottom…of the Punchbowl 

Whether it is a case of unwarranted complacency or well-justified comfort, the question is: will investor 

confidence continue? Central banks still seem committed to sustaining it. Through various combinations 

of words and actions, monetary authorities from the U.S., Japan and Europe have urged that we trust 

them not only to provide liquidity and stimulate inflation where needed, but to rehabilitate and solidify 

investor and business confidence whenever it flags. And for half a decade now they have managed, with 

a remarkable degree of success, to induce calm where greater volatility would have otherwise 

flourished. 

The risk is that excessive calm may breed an excessive backlash when and if the time should come. In 

the 100-year history of the Federal Reserve, there have been several periods during which stimulative 

monetary policy succeeded in prodding consumers to consume and invest. While this has created 

opportunities for many to expand household wealth, it has led others to over-consume and over-invest, 

generating more demand and growth than the economy could manage. The price of mitigating the 

bottom in growth was, often enough, a swifter correction to a deeper trough from a greater peak than 

probably would have occurred without the policy intervention. Absolute weakness may be minimized, 

but the yo-yo will have further to travel in both directions. 

Should a similar pattern ensue at the end of this policy cycle, it will be from uncharted heights of 

monetary stimulus. Yet the duration of the easing has been so protracted as to foster perceptions of a 

new status quo—one that promises to continue almost indefinitely. This confidence is central to the 

current absence of volatility: investors seem more certain now that at any other time in the last decade 

that monetary officials will simply keep the asset-appreciation party going.   

Any number of factors could prod authorities to change their tune, and investors to consider the exits. In 

the U.S., we note that the Consumer Price Index recently registered its first print above 2% since the fall 

of 2012. Could this prompt the Fed not only to end its program of asset purchases, but to raise rates 

sooner than markets anticipate? On the other hand, how would Fed policy address a rise in inflation 

expectations if employment gains should stall, and how would markets price in that response? Would 

the resulting discussion provide a foundation for higher market volatility going forward? 

Nor is the Fed the only important actor on the stage. For its part, the European Central Bank has 

provided a negative deposit rate regime and appears poised to embrace quantitative easing; the Bank of 

Japan is expanding its balance sheet at an unprecedented pace as it attempts to coordinate economic 

growth, reflation, currency devaluation, and even support for the Nikkei. These policy adventures have 

generally benefited financial markets to date, but the final outcomes remain riddled with risk.  

Loose Lips…Tighter Policy? 

Unlike most economic developments, the risks of monetary policy are often carried on mere words. 

Market participants may have misinterpreted Fed Chairman Janet Yellen’s comments on June 17th: 

despite her avowal of rising economic data and inflation, most fixed strictly on her emphasis on 



 
 

 

 Visit our web site: www.ClearHarborAM.com or call us at +1 (212) 867-7310 

 

        Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

continued policy accommodation. And while this Fed has taken pains to trumpet its “data dependence,” 

few observers seem prepared for the natural reaction of monetary authorities to continued 

improvement in the economic data—including an eventual rise in the Fed funds rate.       

After years of habitual accommodation, has the market grown more dovish than the Fed itself? What if 

expectations that Fed will maintain asset prices and cheap credit outlive the data? While a seamless 

transition to normalized rates is perhaps possible, it would be unprecedented. I find it difficult to believe 

that the path to conventional monetary policy will be marked by historically low volatility and 

continuously rising equity markets devoid of a single 10% correction—something now absent from the 

market for more than two and a half years, the fifth longest such dearth on record.  

Those attempting to gauge future policy actions from the Fed’s body language should remain nimble. 

Should the Fed change gears, a near-term correction could prove abrupt—and not necessarily brief, as 

individuals and even some institutions reassess their own tolerance for risk after years of relative calm. 

A tailwind for asset prices today can certainly evolve into a headwind tomorrow. 

Market Opportunity 

Although we caution that measures of volatility can turn abruptly and urge clients to prepare for such 

prospects, our investment methodology is predicated on market and company fundamentals, not 

shifting sentiment. Within long-term allocations across our strategies, we highlight the following areas 

that bear watching going into the second half of the year. 

 Equities 

As we stated at the commencement of the year, the gains in the back half of 2013 are most likely taking 

away from what otherwise could serve as a reasonably robust year for equities in 2014. And while we 

certainly have not seen the same degree of equities gains, they continue to outpace historical averages.  

Although it is nearly impossible to predict the expected gains or losses for any single asset class over the 

course of a quarter or even a year, our longer perspective across all major asset classes supports 

important comparisons. As the pendulum of equity returns continues the upward swing that began in 

March 2009, at some point markets could trend well above our perception of fair value. If and when 

that happens, we would expect projections for equity returns to contract, with volatility trending back 

toward more familiar levels. 

With that said, the markets in both the U.S. and globally still display reasonably attractive valuations 

across many companies and sectors.  We look to seek out investments to provide our clients with 

risk/reward profiles that are in excess of their peers across sectors and asset classes.  

 Fixed Income 

What certainly surprised most investors over the last six months was the strength of the U.S. Treasury 

market despite the Fed's steady tapering of its asset purchase program. At the start of the year, we 
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threw a bit of caution to the wind: while acknowledging that 10-year Treasuries were all but 

mathematically barred from repeating the returns of the past several years, we wrote that their value 

relative to other developed-world sovereign debt yields was compelling. We recently provided further 

depth on our view, arguing that current Treasury strength is rooted in lower supply and ample inflation-

adjusted yield versus other sovereign debt instruments, rather than a “flight to quality” amid concerns 

over economic growth or geopolitical stability.  

Treasury yields should also be considered in the context of what we continue to see as steadily 

gathering economic steam. With that said, in the wake of the very weak Q1 GDP revision, the pace of 

growth must average 4% for the rest of the year in order for the U.S. to see 2% for full-year 2014. While 

GDP is not historically correlated to equity market returns, we believe that the first-half performance, 

coupled with heightened geopolitical risk abroad and relatively benign inflation expectations, justifies 

the contraction in longer-dated Treasury yields year to date.  

We also maintain a watchful eye on the relationship of short-dated interest rate to longer-date rates. 

Shifts in the “shape” of the interest rate maturity “curve” can provide insights into market expectations 

for both future monetary policy and the trajectory of the overall economy. 

Since the beginning of the year, the difference in yield between 2-year and 10-year Treasuries has 

contracted by nearly half a percentage point—from nearly 265 basis points (2.65%) to 207 basis points 

(2.07%) today. This has primarily been the result of 10-year yields coming down, rather than 2-year 

yields going up. If the Fed does in fact move to raise rates more quickly than the market currently 

expects, we could very well see 2-year and 10-year yields come even closer together—this time, as the 

shorter- maturity Treasuries quickly price in a future rise in the Federal Funds rate.  

Should such a trend develop, the impact would be felt not just on bonds and alternative income 

investments, but on segments of the equity market as well. As Treasuries offer more generous yields, 

companies must be willing to offer still more—a “spread” above whatever investors can get from the 

government, to compensate them for taking on additional risk. Should the cost of capital in the private 

sector increase, everything from homes to cars to corporate R&D will become more difficult to fund. Of 

all the reasons to remain vigilant as the era of quantitative easing winds down, this may carry the most 

direct economic significance—as well as significant potential to disrupt market complacency. 

Wealth Management  

An appreciation of the under-appreciated tail risks posed by this unique moment in monetary history 

informs our evaluation of all major asset classes at our disposal: equities, fixed income, hedge funds, 

private equity, and commodities. But the greatest considerations in the construction of individual 

portfolios remain your own wealth management goals and your tolerance for risk. On behalf of the Clear 

Harbor team, I thank you for your confidence not only in the proverbial “engine room” of our 

investment committee, but in the partnership that we forge with you-to ensure a comprehensive and 

holistic process.  

http://clearharboram.com/documents/flash/Dollar%20Flash%20-%2006-03-2014.pdf
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As always, I invite you to schedule a consultation at any time. We look forward to reviewing your 

investment priorities and confirming the best possible alignment of risk, opportunity, and individual 

wealth objectives.   

Sincerely, 

 

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 Data is for the SPDR S&P 500 ETF as of June 30, 2014 
ii Data is for the iShares MSCI All World (ex-US) Index ETF as of June 30, 2014 
iii Data is for the iShares Core U.S. Aggregate Bond Index ETF as of June 30, 2014 
iv Wells Capital Management 
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