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Clear Harbor Outlook: Q4 2014   
  
Q3 Market Review 

From secession efforts in Scotland to further unrest in the Middle East to continued Russian intrusions in 
Ukraine, an American looking through the lens of geopolitics might presume that financial markets 
suffered mightily in the third quarter of 2014.1 Such an investor would be wrong. 

The S&P 500 continued its advance for the year, edging up 1.6% in the quarter for a total year-to-date 
gain of 8.9%. While other global equity indices proved mixed—the MSCI All World (ex-U.S.) Index is 
better by just 0.5% on the year—the drumbeat of poor headlines did not provoke a marked downturn. 
For example, the Euro Stoxx 50 Index, representing leading blue-chip companies across 12 Eurozone 
nations closed the quarter unchanged in euro terms, even as tanks rolled in Eastern Ukraine. 

To be sure, geopolitical concerns, along with reasonable growth in the U.S., helped the dollar rise 
against other major currencies in the quarter, resulting in declines for unhedged U.S. investors abroad. 
The euro fell approximately -7%, causing dollar-based investors in the Euro Stoxx 50 to experience a 
return of -7%. Japan saw similar trends, as the yen depreciated from 101.33 to 109.30/$US.  

Chaos in the Middle East and North Africa failed to send energy higher: on the contrary, Brent crude 
faltered by nearly -14% in the quarter, and is now off -12.5% on the year; NYMEX natural gas declined -
10.7% in the quarter, and is now down -5.8% on the year. Agricultural commodities exhibited similar 
declines, with the primary crops (corn, wheat, soybeans and sugar) all off by 6-30% year-to-date, as 
optimal weather in key global bread baskets—particularly the U.S. Midwest—produced bumper crops.  

The key U.S. fixed income benchmark ended Q3 nearly unchanged from June 30, 2014 levels, 
maintaining its improvement of nearly +4% on the year—and its yield advantage on an absolute and 
relative basis over the primary international sovereign alternatives.  

                                                             
1 All references to Q3 and YTD data reflect trading through September 26, 2014. 
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Behind the U.S. Outperformance 

The year-to-date outperformance of U.S. markets over other regions reflects fundamental differences 
across the global economy. While U.S. growth appears to have accelerated to an annualized rate in the 
vicinity of 3%, European growth and inflation expectations have disappointed analysts.  

In China, a sustainable recovery remains elusive, with an official growth objective of 7.5% seeming out of 
reach amid faltering real estate markets and consumption. The government has pledged 500 billion 
yuan in new liquidity for banks to accelerate lending, but skeptics question the implications of such 
action amid household debt levels that already invite comparisons to the U.S. prior to the financial crisis 
of 2008-09. Meanwhile, regulatory reform has been insufficient to invite international confidence in 
Chinese capital markets. 

The divergence of the U.S. economy is also the primary driver of the rally of the dollar versus the yen 
and euro. We believe this trend will only accelerate, as U.S. monetary policy takes a more conventional 
path just as European and Japanese central banks expand their balance sheets through an embrace of 
asset purchases and outright quantitative easing. While such actions reflect urgent concerns over 
faltering growth, they bode well for European and Japanese equities over the medium term. 

QE Goes Global 

Although we were a bit early in our timing, the Clear Harbor view that the ECB would ultimately 
embrace quantitative easing is now gaining broader acceptance, with market strategists now 
anticipating a move in the first half of 2015. Japan is further along in its monetary expansion, and we 
expect authorities there to continue to act aggressively to reflate the economy.  

• Japan 

Since we highlighted our modest bullishness on the Japanese equity market in December of 2012, the 
Nikkei has outperformed the MSCI All World (ex-US) by approximately 5%. In domestic terms, the Nikkei 
has already attained a new near-term record. However, I suspect that further weakening in the yen will 
continue to reward U.S. dollar investors, sending the Nikkei—and particularly its export-driven 
components—back above the last high-water market of December 2013 in dollar terms.  

While further advances in growth and inflation have eluded Japan in recent months, wages and 
consumption have gained, auguring well for job creation. We look for monetary policy to weigh further 
on the yen, keep sovereign yields low relative to inflation, and help seduce domestic and international 
investors to buy Japanese equities and other risk assets. 

• Eurozone 

Between May 2011 and July of 2012, the euro declined from 1.48 to 1.20 over the uncertain future of 
the Eurozone itself, before rebounding on reassurances from German and ECB officials. Since March 
2014, the euro has fallen from 1.39 to 1.27 on economic fundamentals. We expect asset purchases by 
the ECB to send the currency still lower—this time without such a speedy rebound.  
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While many project levels to stabilize around 1.20, what could prevent the euro from reaching dollar 
parity, as we saw shortly after the currency’s debut? While this view is clearly contrarian, we believe 
that the negativity toward European assets has grown disproportional to their inherent risk, suggesting 
that some allocation to equities in the region—with appropriate currency hedging—is warranted. 

Consider: a weaker euro will support European exports, boosting corporate revenues and earnings. 
More broadly, an embrace of QE will signal growing acceptance of economic realities, and the need for a 
constructive policy response. And ultimately, such strong policy action can lay the groundwork for 
reforming and restructuring Eurozone banks, whose bad loans remain a significant drag on lending and 
liquidity. For while ECB President Mario Draghi has already travelled a long road, only a multi-national 
reform structure will signal that banks have truly seen the worst, and can once more return to their 
essential role in economic growth. 

Fixed Income    

Over the course of the third quarter, our firm strategies eliminated exposure to bank loans, and 
welcomed the cash raised through the maturity of high yield bond holdings for reallocation to other 
assets. We still consider the U.S. sovereign rate market generally attractive relative to Japanese, German 
and greater European sovereign debt.  

The key term is “relative.” While many market prognosticators have screamed for higher rates for 
several years now—and surely will be rewarded at some point—they tend to think of Treasuries versus 
stocks, rather than other segments of the bond market. Many large investors, such as insurance 
companies or endowments, must choose among these segments: they do not have the luxury to shift 
between bonds and equities as an individual does. Constrained by mandates or other factors from 
flocking to other asset classes, institutional capital must maintain large commitments within the fixed 
income universe, keeping pressure on rates even when equities appear more attractively priced.  

In short: the U.S. fixed income market is more grounded in fundamentals than many would have you 
believe. It has certainly been a boon to foreign holders of $6 trillion in U.S. Treasuries, who have 
captured positive absolute returns even as prices have fallen over the past month. With a strong dollar, 
a positive yield relative to inflation, and a large and growing yield spread relative to the rest of the 
developed world, the U.S. government remains an appealing destination for global institutional capital. 

Oil Dynamics 

The dynamics of oil continue to experience significant shifts, both cyclical and structural. Recently 
demand has proved weak, particularly in Europe and the BRIC nations. While economic lethargy in those 
markets is one important factor depressing global pricing, a stronger dollar and steady gains in energy 
efficiency in the United States are increasingly relevant as well. All these forces are helping blunt the 
impact of recent real or feared supply disruptions in conflict-ridden producers.  

The longer-term story remains the expansion of North American supply, even amid headwinds to 
production growth elsewhere. With global supply growth projected to exceed demand growth in 2015 
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and beyond, we look for OPEC to reduce output. Lastly, it is worth noting that as North America takes an 
ever-greater share of the total global supply picture, average decline rates for future oil production 
should rise. The basis for this view is simple: production growth will emanate primarily from 
unconventional oil shale plays that have “year one” decline rates in excess of 75%, versus a typical 
global decline rate of 3.5-6.5%. This has significant implications for the types of companies that will be 
able to thrive as the regional rebalancing and technological transformation of the industry continue. 

        * 

After years of focusing primarily on the Federal Reserve in the U.S., the world is now entering a new and 
more complex phase of currency-based friction and geopolitical risk. An incrementally stronger dollar 
should benefit capital flows in the U.S., as well as exports in the Eurozone and Japan. But a more violent 
adjustment could prompt fundamental concern over the weakening currencies, and prove a significant 
competitive disadvantage for the U.S. Precisely why currencies move, and how fast, matters. 

This speaks to the challenge of monetary policy today, as well as for those of us charged with the 
stewardship of client capital. We have long maintained that the transition from QE to more conventional 
policy would mark a period of market uncertainty. As we first expressed in our outlook for 2014, the 
volatility we have seen come back to the markets in recent days has reason to persist. This is not to 
suggest that equity markets will move straight down, but rather that we should be prepared for a 
reversion to the historical mean going forward. The last few years—including the bulk of 2014 so far—
have been uncommonly devoid of drama; we do not presume this condition to be permanent.   

As this multi-year rally continues, investor sentiment offers a compelling gauge of market risk. 
Historically, equity markets tend to correct when individuals grow more bullish than institutional 
investors. At the moment, most sentiment indications point to greater bullishness among institutions, 
while individuals at best slowly climb a wall of worry. Equity flows speak to this trend: according to 
Bloomberg, individual investors pulled $5.8 billion from funds that invest in U.S. stocks even as the S&P 
500 rose 3.8%. 

While a low-volatility environment can breed complacency, it is in fact the ideal time to review your 
holistic financial picture, investment objectives and specific portfolio positioning. Furthermore, the 
fourth quarter of any calendar year is the time to evaluate the full spectrum of taxable events you may 
have incurred, and identify opportunities to offset them within your portfolio. Coordinating these 
decisions can be as important to your long-term financial health as the adjustments to your holdings 
over time.  

On behalf of the Clear Harbor team, we are thrilled to partner with you on your financial journey. Each 
of us looks forward to our next conversation. 

Best, 
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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. 
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