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For the first time since the end of the financial crisis, U.S. markets adopted a more normal return profile 

in Q1 2014 as investors digested last year’s leap in share prices and a range of uneven economic and 

geopolitical news. Equities struggled for direction before closing up at a subdued and, we think, 

sustainable annual rate; bonds locked in a healthy part of our expectation for the year as a measure of 

volatility returned to the investment equation.  

A number of international markets hesitated, with Japan, China and Russia faltering significantly. 

Commodities were mixed, with gold bouncing off recent lows, oil nearly unchanged after spiking during 

a tough winter, natural gas well supported above $4, and major soft commodities seeing double-digit 

gains in the face of persistent drought conditions across much of America’s bread basket. 

These developments echo our caution at the start of the year that it would prove difficult to repeat the 

historic gains of 2013—a year in which equities grew at more than three times their historical rate amid 

volatility at or below pre-crisis levels. We maintain our general caution, even as shifts in the investment 

landscape suggest a changing blend of risks and opportunities as we enter the second quarter of 2014. 

Economic Overview 
Economic conditions in the U.S. and Europe generally remained on an upward trajectory in Q1. 

However, a marked deceleration in China and concern that last year’s giant equity surge might begin to 

abate in Japan weighed on investor sentiment. Amid these uncertainties, equity flows to emerging 

markets and Japan were negative in the quarter, while flows into U.S. equities have proven positive 

every week since the year began.  

In the U.S., a recent lull in economic data has been partly attributed to an unusually harsh winter. 

Employment, retail sales, home sales, and auto sales all suffered more than analysts expected as stores, 

schools and offices closed for days at a time. We expect the domestic economy to rebound from this 

disruption substantially in the second quarter, supported by improving fundamentals. For example: 
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 Housing prices, while less than clear this winter, continue to trend higher across multiple metrics 

on a seasonally adjusted basis. Household formation also remains an area of significant growth 

opportunity for housing demand. As the employment picture stabilizes and mortgage rates 

remain at attractive levels, we expect household formation growth to accelerate.  

 

 The Federal Reserve’s recent “stress test” was constructive. 29 of 30 banks either passed the test 

outright or, like Citibank and HSBC, received specific guidance on the path to approval. While 

this leaves some question as to the appropriate valuation multiple to place on this segment of 

the financial sector and equity market, the larger significance is that these results speak to a 

significantly healthier banking system relative to just a few years ago. 

 

 Credit fundamentals remain positive. High-yield spreads are trending at cyclical lows, which 

typically indicates that concerns are abating and several years of expansion lie ahead. 

Despite these encouraging signs, we still believe that consumption, capital spending, employment, and 

growth will remain shy of levels considered normal at this stage of a recovery, held back chiefly by long-

term structural factors such as a declining working-age population and diminishing productivity gains. 

Moreover, as we often note, equities do not necessarily follow the economy higher: they just as often 

stall as growth materializes, but fails to meet rising expectations.  

Finally, while a wide range of global inflation measures remains extremely low, improving employment 

will eventually put pressure on inflation to bounce off its current depressed levels. Although modest 

inflation would be healthy for many components of the economy, its return will present a new set of 

challenges for monetary policy makers and the economy as a whole. It will also most likely mark the end 

of the multiple expansion that has provided the greater part of equity price gains in recent years.  

Monetary Update 
The first quarter also witnessed the arrival of the new head of the Fed, Janet Yellen. During her first 

press conference, the Chairwoman indicated that the Fed could raise a key benchmark, the Fed funds 

rate, just six months after the end of the current program of quantitative easing (QE). Her comments 

suggested the possibility of a more abrupt return to normalized rates than many market observers and 

economists had anticipated. This surprised many who considered Yellen a reliable “dove” committed to 

keeping rates low; some surmised she’d made a major verbal slip. Equities fell nearly 1% in a single 

trading session.  

We at Clear Harbor took comfort that her words did not have a greater impact. Indeed, stocks reclaimed 

their lost ground the very next day, ultimately delivering a positive return for the week. We take this to 

mean that nervousness about the transition from the era of QE to more historically normal interest 

rates is increasingly balanced by rational optimism about economic fundamentals. Perhaps Ms. Yellen’s 

“slip of the tongue” was, in fact, a sly test of the market’s willingness to incrementally accelerate policy 

tightening when and if economic data, including inflation, warrant such a move.  
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These developments bolster our confidence in our base case that we articulated in December 

concerning the future of both asset purchases under QE and interest rates after QE finally ends. While 

tapering could conclude by year-end 2014, we believe the pace of any rise in rates will prove gradual, 

and in any case remain dependent on the economic outlook. The Yellen Fed is credibly asserting its 

“data dependence,” but will still most likely choose to err on the side of lingering accommodation—both 

in prospects for a somewhat prolonged tapering, and perhaps a greater pause before an actual rise in 

rates.  

Geopolitical Risks 
Geopolitical events weighed on markets this past quarter, with Russia’s posturing in Ukraine subduing 

global investor sentiment—particularly in Russia itself, which remains on the list of many an emerging-

market investor. (Clear Harbor maintains no exposure to Russia.) Russian equities have fallen 

approximately 20% (in USD terms) on the heels of President Vladimir Putin's decision to annex Crimea.  

While Russia’s historical claims regarding Crimea are unique, prospects for further adventurism in its 

former Soviet playground cannot be ruled out. After meeting with Mr. Putin two weeks ago, German 

Chancellor Angela Merkel declared that he is living “in another world.” While such candor from an 

important global leader was refreshing, the consequences of Russian action and the West’s difficulty in 

responding are unclear.  

From an economic perspective, the European Union’s significant amount of trade with Russia is at stake, 

including approximately a quarter of the Continent’s supply of oil and natural gas. Intertwined with this 

economic reality is a political calculus: at present, Mr. Putin may well have the leverage to maintain an 

aggressive posture without much risk from the bark of Western economic and political sanctions. This 

despite the economic stakes for Russia itself, which relies on EU partners for 41% of its total trading.   

Over the long term, the question is whether the U.S. and its European allies are prepared to embrace 

the investment required to harness the potential of North American energy—particularly liquefied 

natural gas (“LNG”)—to help meet hydrocarbon demand on the Continent. Should the U.S. approve new 

terminals and lift the current ban on oil exports, it would not only reduce Europe’s dependence on 

Russia, but convey a meaningful symbol of America’s commitment to long-term, strategic policies 

essential to global stability and the security of allies from complex 21st century threats.   

While we see geopolitical risks weighing on European consumer and investor confidence, the greater 

fear across the Eurozone is the specter of further deflationary pressures. German inflation barely hovers 

at 1%, while Spain announced actual deflationary data this past week. Although European Central Bank 

President Mario Draghi pledged to do “whatever it takes” to fend off inflation, Germans have typically 

maintained a posture of skepticism toward reflationary QE programs in the U.S. and Japan. More 

recently, however, even such conservative German figures as Bundesbank President Jens Weidmann 

have signaled that such unconventional policy could have a role to play in Europe’s near future. 

 
 

http://www.clearharboram.com/
http://www.ft.com/cms/s/0/6b81b8f8-b431-11e3-a102-00144feabdc0.html


 
 

 

 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 

China Update 
While news in the quarter was increasingly dominated by Russia and Ukraine, other regions retain the 

potential to destabilize this gradual and fragile global economic recovery. First among these, for 

economic more than political reasons at the moment, is the world’s second-largest economy, China, 

where demand for iron ore is faltering, spare capacity is at high levels, and bank lending is coughing up 

blood.  

At the same time, efforts by policymakers to free the economy from its structural dependence on 

exports and infrastructure spending has brought on additional growing pains. While a greater 

contribution from consumer growth would be welcome—it stands at 35% in China today, compared 

with 70% in the U.S.—the push for easier access to credit has invited perils familiar to the global growth 

story of the last century. China’s overcapacity and housing market price explosion are symptoms of this 

challenge. Moreover, we believe that capital allocations dictated by central planners carry greater risk in 

terms of credit and inventory bubbles than in less fettered markets, or than most market participants 

recognize.  

In short: although recent wobbles in China may appear manageable today, the potential for a systemic 

economic seizure appears greater now than at any time in a decade. This can have direct consequences 

for U.S. monetary policy, including the future pace of tapering and the overall direction of Treasury 

yields. The team at Clear Harbor is keeping a watchful eye on the region, as any serious contraction 

there risks economic fallout on a global basis.  

Japan Update 
Our decision to maintain exposure to Japan was less prescient this quarter than when we first allocated 

client capital to the world’s third-largest economy in late 2012. Recent months will either prove to have 

been another buying opportunity for those not yet invested in Japanese equities, or a cautionary tale for 

those attempting to chase returns in one of the most profitable investment stories of 2013.  

We attribute some of the nearly 10% year-to-date correction in Japanese equities not only to 

speculative investors taking profits, but to skepticism that the pace of Prime Minister Abe’s reforms will 

be sufficient to spur consumption, employment and overall growth. Recent depreciation of the Yuan has 

also increased the relative competitiveness of China, in part at Japan’s expense for certain export 

markets. These reasons may be why, for the first time since the debut of “Abenomics,” the Nikkei index 

has stalled despite the Bank of Japan’s continued success in engineering a weaker (and thus more 

export-friendly) yen.  

We believe the Bank of Japan remains committed to massive expansionary policy, and we maintain an 

allocation to the country—approximately 4% in representative Clear Harbor strategies—on a 

constructive view of earnings, wages and consumer sentiment. But we will continue to evaluate the 

actions of officials there, and those in rival nations whose own relative success may yet blunt the impact 

of Abe’s grand economic policy.  
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Market Conditions 
Although developed markets continue to percolate around all-time highs, incremental volatility has 

returned around the world as investors question valuations and the potential impacts of developments 

such as those outlined above. Even in the U.S., the first quarter proved more volatile than during any 

period in 2013, with the S&P 500 off 5.72% at one point only to close the quarter better by 1.8%.   

 Throwing Out the Baby with the Bondwater? 

Many investors have responded by adopting oversimplified responses to emerging risks, creating 

opportunities for those able to distinguish between types of investments within asset classes. For 

example, it has become common to hear reports of “the death of fixed income.” I bristle at such 

sweeping generalizations: are they talking about 2-year Treasuries or 10-year Treasuries? High-yield 

bonds or mortgage-backed securities—and if the latter, agency or non-agency? Is it reasonable to sweep 

mortgage servicing rights and investment grade credit under the same carpet, let alone loan funds, 

municipal bonds, European credit and other international sovereigns?  

The first quarter illustrates the potential of a more nuanced view of market diversity. For example, our 

decision to allocate capital to mortgage REITs and preferred equities, which contributed notably to 

performance, benefited from our selection of those with the freedom to own non-agency mortgages 

and mortgage servicing rights. These two important segments of the mortgage market can very well 

react inversely to interest rates, providing a strong counterbalance to traditional mortgage-backed 

securities.  

This does not mean we reject the prevailing wisdom that the era of ultralow interest rates is near its 

end: it means only that not all fixed-income securities, let alone all mortgage securities, should be tarred 

with the same brush. In this case, we have already been rewarded: this segment of our strategy has 

gained more than 500bp so far this year, some 150% more than the 200bp increase in the Barclays 

Aggregate Bond Index benchmark.  

A discriminating view finds differences even among U.S. Treasury debt of varying durations. While yields 

across the board remain low relative to historical levels and current inflation expectations, we actually 

believe longer-duration issuance may have merit within the context of a comprehensive and diversified 

wealth management strategy. Even though we expect interest rates to stay put or rise modestly in the 

coming 12-24 months, we think the yield-to-maturity of certain issuance stands closer to fair value 

relative to inflation than at any time since the Great Recession. Stated differently, we believe that while 

Treasury yields remain low relative to any longer term historical measure, longer-dated Treasuries 

currently provide a reasonable expected total return relative to inflation and inflation expectation 

measures for those willing to hold to maturity. Market participants validated this view in the first 

quarter, with Treasuries maturing in 20 years or later rising more than 7%. 

We made clear in our 2014 Outlook and in public interviews that we did not consider the bond market 

fundamentally overvalued. Indeed, bonds in the U.S. overall outpaced equities in Q1 as yields fell and 

credit spreads reached cyclically low levels. Although each Clear Harbor investor’s account is custodied 
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and constructed separately, we are pleased with how our firm’s major strategies performed, and remain 

alert to event-driven dislocations that offer promising long-term results.  

 Equity Update  

As with fixed and alternative income, our equity strategies outperformed our stated benchmarks in the 

quarter. Our underweight of consumer discretionary companies proved timely, as mixed economic 

reports persuaded investors to question price-to-earnings multiples that expanded dramatically in 

recent years. Our healthcare, financials, consumer staples, technology and energy selections contributed 

the most to performance, while our industrial and relatively few consumer discretionary stocks 

detracted.  

As with fixed income, our ability to draw distinctions continues to reward our long-term investors in 

segments of the equity market. For example, media coverage of utilities is dominated by electric 

companies, which as a group experienced a decline in demand last year and remain littered with cost 

overruns and low returns on equity. We prefer companies engaged in water and natural gas distribution, 

which offer high-single-digit ROE and exhibit price volatility more akin to a high-yield bond than to a 

typical equity in the S&P 500. Both groups outperformed the S&P 500 in the first quarter, but carry very 

different growth and risk characteristics looking ahead. 

Individual Portfolio Construction 
While I am pleased with the outperformance of our firm’s core strategies in Q1, our focus is the long 

haul—not quarterly sprints. This is particularly true after years of fast-rising markets raise legitimate 

questions about the race between asset valuations and underlying profitability, inflation and growth. 

Volatility seems less threatening once it is past, and those who judge the dollar value of their portfolios 

only once they have receded a year—or better yet, a decade—in the rear-view mirror may well see 

higher returns than those who attempt to manage positions on a daily basis. However, all of us are 

human beings—not robots—living in a world where real-time financial information feeds our worst 

instincts.  

A great deal of our work at Clear Harbor is geared to checking the human tendency to work against our 

own best interests. To that end, we strive not only for superior security selection, but disciplined overall 

portfolio construction that maps individual goals against the realities of shifting market risk.  

This philosophy is what leads us to include a modest representation of longer-dated Treasuries in many 

portfolios today. It is not because of a “bullish call” on the sector, or an inflexible belief in adding bonds 

as an investor ages, but because we think this segment of the market currently offers relative value and 

a counterbalance to other characteristics of our firm strategies. We likewise recognize that many 

segments of the credit markets are actually more closely correlated with equities than with Treasuries—

a factor that might lead us to exclude such securities in client accounts where capital preservation is the 

primary priority.  
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Such considerations comprise the science and art of portfolio construction. They are the key to 

bolstering performance in difficult or sideways markets, and to countering the natural human reaction 

to volatility. They require a keen understanding of asset correlation and evolving market risk. I believe 

they are what allow Clear Harbor to shine, and to help safeguard client interests through times good, 

bad or uncertain.  

Above all, we are committed to understanding changes not only in the marketplace, but in our clients. A 

change in circumstances may present temporary tax advantages in one retirement vehicle over another; 

as risk appetite changes, a portfolio may come to benefit from the inclusion of alternative investments 

to enhance diversification. For many clients, our ability to collaborate with trust and estate attorneys is 

integral to the success of family wealth management strategies.   

In every case, we are honored to work as your partners on your financial journey. I thank you for your 

continued trust, and look forward to our next discussion about your own evolving needs, concerns and 

wealth management 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. 
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