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Clear Harbor Q3 2015 Outlook: Checking the Course   
  
We reach the midpoint of 2015 with the key investment narratives identified at the start of the year 

largely intact. The U.S. economic story appears increasingly well established. Although equity valuations 

are in some cases growing more stretched and fixed income yields remain low, opportunities suitable to 

a range of investment objectives remain in both asset classes. And while near-term returns look to stay 

constrained by fundamental, cyclical and evolving structural risk factors, the spread of unconventional 

monetary policy from the U.S. to Japan and Europe is starting to bear fruit—and helping to justify the 

incremental risk-taking it is intended to promote in those regions.  

Market Recap 

U.S. equities have demonstrated little progress in 2015, with the S&P 500 up 0.5% in the quarter and 

1.4% year-to-date.i International equities continued to outpace as the MSCI All World Index (ex U.S.) 

returned approximately 0.75% in the quarter, bringing year-to-date gains to 4.7%. Markets in Europe 

and Japan were even more impressive year-to-date, with the Euro Stoxx Index better by 8.8% in dollar 

terms (while only 0.26% in Euro terms) and the Nikkei better by nearly 16% in dollar terms (13.4% in yen 

terms).  For Europe, such gains were achieved despite a -7.3% decline in the Euro Stoxx Index during Q2. 

Clear Harbor’s currency-hedged approach in these regions proved beneficial as the general trend in U.S. 

dollar strength persisted. While the dollar fell approximately 3% against the U.S. Dollar Indexii of 

currencies in the quarter, the Greenback remains stronger by 5.7% year-to-date. 

The bond market has proved less than exciting, with the U.S. fixed income benchmark, the Barclays 

Aggregate, declining approximately -1.7% in the first quarter only to end the second quarter nearly flat 

on the year (-0.2%). This trend is consistent with the view that while fixed income retains an important 

role in many portfolios, the generational rally in bond prices is most likely at or near its end.  

On the energy front, the bottom witnessed in Q4 2014 has held. WTI and Brent crude prices are better 

by approximately 11% on the year; gasoline prices have roared higher by more than 40% higher year-to-

date, but remain 27% lower than a year ago. The downward trend in agricultural commodities in 2014 
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has reversed this past quarter with wheat, corn, and soybeans all advancing by 9% to 20%.  Year-to-date, 

corn, wheat, and soybeans are better by approximately 4% while sugar is off 15%.   

 

Global Themes 

From a global perspective, three themes have been central to market performance so far this year: the 

expansion and impacts of monetary easing programs globally; the prospect of more normalized 

monetary policy in the U.S.; and Greece. They remain potent as we look into the second half. 

 Global QE Impacts 

Central bank rate reductions in countries as diverse as China, India, Sweden, and Korea—not to mention 

the expansion of unconventional policies known as “quantitative easing” to the Eurozone and Japan—

have proven expansionary year-to-date. The have produced a historically low global interest rate 

environment, pushing stock prices higher as investors of all types look past bonds to equities for 

meaningful returns. In addition, corporations have seized the opportunity to refinance or expand debt 

inexpensively. Cheap capital has also fueled a massive acceleration in mergers and acquisitions. 

In a world of rock-bottom sovereign interest rates, even institutional capital is taking on greater risk. 

Pensions from Norway to Japan are poised to increase their allocations to global equities. In addition to 

a greater degree of asset diversification, some pensions seek broader currency diversification. In Japan, 

where the yen has weakened by more than 60% since October 2011, Norinchukin Bank—a large lender 

to farmers, fishermen and foresters—expects to increase its exposure to U.S. and euro-denominated 

investments to secure not just the incremental yield, but also the currency upside available in those 

regions. This is increasingly in line with the posture of some of the largest pensions in Japan. 

Not all banks and pensions are responding to the current low-yield environment by increasing equity 

exposures. However, these capital flows remain substantial, and are critically important to monitor and 

anticipate. They have provided significant fuel to the resurgence of key global equity markets; any future 

hesitation or hint of reversal could be an important signal of possible broader market retrenchment. 

 The Fed: On The March? 

While we share the expectation of many market participants that the U.S. Federal Reserve will raise 

rates for the first time in nine years sometime during the balance of 2015, we anticipate a slower pace 

and shallower upward slope than in prior tightening cycles. We believe that the evolution of economic 

data will serve as the Fed’s guide, but also recognize—as the Fed does—that raising rates too briskly 

could elevate the cost of funding for everything from homes to cars to corporate balance sheets in ways 

that, on balance, pose unwarranted risks to the economy.   

Its first-to-market program of quantitative easing has left the Fed with a balance sheet of some $4.3 

trillion. Unwinding nearly a decade of such easy policies is unprecedented, and presents a risk to 

markets that is difficult to assess. Policymakers recognize that this risk itself is a reason to err on the side 
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of remaining dovish, in addition to legitimate concern over any lingering fragility of the underlying 

economic recovery. 

 

 Greek Drama: The Latest Act 

We recently provided a detailed update about our thinking on Greece. Our central point is that the most 

likely outcome at this juncture, though riddled with significant risks for Europe, is that Greece remains in 

both the Eurozone and the broader European Union. While a return to the drachma would enable 

Greece to improve its global competitiveness through a broad currency devaluation, we believe Athens 

lacks the policy leadership necessary to effect such a transition without incurring significant further 

economic and societal damage. We also think that creditor nations, though amply frustrated with 

Greece’s refusal to accept responsibility for their economic status, fully grasp that an “orphaned” euro 

nation could pose additional challenges to the West. 

Since our June 24th update on Greece, Prime Minister Alexis Tsipras has called for a national referendum 

on the bailout terms proposed by the European Central Bank, International Monetary Fund and creditor 

nations (“Eurogroup”). This referendum, planned for July 5th, could have significant repercussions for 

Greece and the future of the euro. While this event raises significant concerns for policy makers and 

market participants, it may represent no more than a desperate strategy on the part of the Greek prime 

minister to squeeze an 11th hour series of concessions from the Eurogroup or perhaps attempt to appear 

reasonable ahead of the referendum. The situation in Greece is both troubling and fluid and may 

warrant a further update in the near future.  

Economic Fundamentals—United States 

The economic picture in the U.S. continues to take shape. Encouraging trends of the last quarter include: 

 Employment continues to surge. Jobless claims remain at reassuring levels, with unemployment 

claims running below 300,000 for the last 15 weeks. In a departure from prior recoveries, we 

could see the Fed wait until unemployment falls below 5% before starting to tighten.  

 Housing is robust. Housing starts totaled 1.04 million annualized in May and 1.17 million in April, 

suggesting a positive trend for this important economic driver. The leading indicator within the 

sector is permits, which has provided further confirmation of a tightening market: permits rose 

1.275 million in May, outpacing estimates by 175,000. This reflects a significant recovery from 

the low of 513,000 witnessed in March 2009, while leaving room to grow when compared with 

the peak of 2.263 million in September 2005. 

 Household formation is recovering. Directly supportive of home sales is a long-awaited rebound 

in household formation, particularly among those aged 25-34. In fact, the most recent data 

indicates this cohort has witnessed annualized employment growth of 3.4%, enabling first-time 

purchases of homes and everything else that growing families need. 

http://www.clearharboram.com/flash_detail.php?FlashID=66
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 Labor markets are fueling consumer spending. Indeed, wages are finally accelerating across the 

broader labor market, with a current rate of 2.3%. This is directly supportive of higher consumer 

discretionary spending. We have already seen some of this feed through into higher U.S. retail 

sales data, which last week reached the most robust level in six years. 

 Auto sales have accelerated. Annualized sales have recovered levels not seen since June of 2005, 

yet the median age of the U.S. fleet stands at 11.4 years—approximately 1.4 years older than in 

June of 2005. As with housing, the trend is now clearly positive, with meaningful headroom left 

to traverse before threatening prior records. 

 Beneficial inflation. Mortgage rates remain historically low, as do rates for consumer credit, 

gasoline prices, and food costs. All these factors support price stability and consumer 

confidence, nudging consumers to reallocate incremental discretionary income from savings to 

spending. Continued dollar strength likewise remains a boon to consumers, even as it gnaws at 

the earnings of companies with significant non-dollar exposure. 

Trends that continued this quarter that question the depth of the recovery: 

 The IPO market shows signs of froth. Companies are going public and buying other companies at 

a rate not witnessed since the height of the dot-com bubble, raising suspicions that consumer 

demand is not strong enough to entice capital to better use. Our view is that recent corporate 

activity reflects unprecedented levels of available debt and equity financing, rather than poor 

economic fundamentals. In this cycle, economic growth and corporate consolidation can coexist. 

 HELOC delinquencies are ticking up. The recent rise in average home prices has dwarfed that of 

the growth of home equity line balances. However, J.P. Morgan recently reported $506 million 

of outstanding balances for home equity lines of credit issued prior to the financial crisis in 

which payments were at least 30 days late—a 55% increase from this time last year. Bank of 

America reports a 124% increase. This warrants watching for what it may say about both the 

state of the real economy and the prospects for future debt issuance in the space.    

 Labor participation has declined alongside unemployment. Some observers worry that the 

current low unemployment rate may overstate the health of the labor market, since more and 

more Americans are deciding to give up on the workforce altogether. However, we note that the 

decline in labor participation has occurred in an environment of house and equity asset price 

appreciation, as well as a fundamentally stronger employment market than just a year or two 

ago. While some long-term unemployed undoubtedly continue to face once-in-a-generation 

challenges to re-entering the workforce, it may also be that growing numbers of Baby Boomers 

are finally positioned to enjoy their retirement—and are electing to do so. 

 Corporate capital goods spending appears light. Capital spending is a traditional mid-cycle driver 

of employment and GDP expansion. In the present recovery, as Clear Harbor’s specialty 

manufacturing senior analyst Alex Blanton points out, the question is whether capital spending 

is proving elusive primarily because highly efficient lean and “just in time” manufacturing is 



 
 

5 
 

taking greater hold across the economy. If so, it portends a continued paradigm shift toward 

lower inventories and capital spending per unit produced and sold.  

For some Clear Harbor portfolio companies, earnings have surged in the past decade, even as 

capex has declined 50%. While such trends can tend to foster greater economic efficiency and 

resilience in the long term, they may also, like many forms of technological progress, extract a 

near-term cost in terms of lower-skilled employment and consumer spending. 

 Productivity gains have failed to trend higher. Productivity growth remains elusive not only in 

the U.S., but across much of the developed world and even the world’s second largest economy, 

China. Stephen Roach, former Chairman of Morgan Stanley Asia, recently suggested that 

productivity may be surging, but that “revolutionary technologies now driving the creation of 

new markets (digital media and computer wearables), services (energy management and DNA 

sequencing), products (smartphones and robotics), and technology companies (Alibaba and 

Apple)” may go unnoticed by traditional economic metrics.  

These are of course among the considerations the Fed will take into account before pursuing any 

sustained and significant increase in interest rates. Questions of structural transitions in workforce 

participation, productivity and capital spending are interrelated, potentially transformative for economic 

theory, and likely to be with us for some time. Stay tuned. 

Economic Fundamentals—International 

We welcome the outperformance of non-U.S. equity markets year-to-date, with expansive monetary 

policies clearly helping Europe and Japan lead the way. Particularly reassuring is that global gauges of 

manufacturing have risen off of near-deflationary levels, helping send estimates of future inflation 

incrementally higher—a central objective of quantitative easing policies. The rising trifecta of monetary 

policy, financial markets and underlying economic fundamentals is now credible. The hope is that it 

persists. 

For many commodity-producing economies such as Brazil, Russia and Chile, the recovery narrative has 

dimmed as global demand for their exports has decelerated markedly. The primary reason is the 

complex and structural transition of China from its mainstay manufacturing industries to a more diverse 

and service-centric economy. This transition carries significant investment challenges of its own—as the 

22% plunge in the Shanghai Composite Index from its high scarcely two weeks ago demonstrates. 

This plunge comes amid a deceleration in growth and an emerging bank debt crisis. At the same time, a 

flood of new equity issuance in a market characterized by high levels of embedded margin leverage—

“nearly one-fifth of the free float of shares,” according to the Financial Times—risks further 

destabilization in the coming weeks and months. Indeed, China’s mainland A share markets have seen 

margin lending quintuple in just one year to $350 billion.  

There are also concerns that the central government may bail out provincial governments by 

nationalizing and rolling over their debts—a cynical strategy that carries its own risks for banks, markets, 

and the credibility of key government officials and financial institutions. We will be watching carefully. 
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Market Outlook—U.S. Equities 

In the U.S., equity market valuations can appear stretched at 18.5x trailing 12-month earnings and well 

above the average Shiller PE multiple (16) of inflation-adjusted-earnings at 26. While the market is 

clearly not cheap, current multiples may prove justified in an environment where alternatives in fixed 

income and other asset classes are generally priced even higher. The primary risk to this thesis, 

particularly in the U.S., would be a rapid rise in interest rates—an outcome that seems unlikely over the 

next several quarters.   

At the sector level, energy remains troubled. The massive swoon in crude prices in Q3 and Q4 2014 has 

left a handful of equities in the sector at compelling levels. However, many energy names remain at lofty 

valuations, and reflect assumptions of oil at $80 to $100/barrel to justify even today’s greatly reduced 

equity prices.  

Clear Harbor has debated extensively whether the familiar corrections and supply/demand cycles for oil, 

enshrined over the last forty years or more, will still hold going forward. On the one hand, energy 

efficiency and alternative fuel development stand to rise precipitously, with electric vehicle (EV) demand 

poised to jump on the heels of a continuously declining cost curve. On the other hand, the International 

Energy Agency (IEA) has most likely understated crude oil demand growth since the 2014 correction, 

and will need to adjust their projections in the near future.  

Our base case is that near term fundamentals point to a bottoming process in oil, and perhaps even 

higher prices for the remainder of the year, but that longer-term trends could present a paradigm shift 

for how investors analyze crude oil fundamentals. This view of energy markets suggests that natural gas 

demand could outpace current expectations, while crude oil demand may disappoint.  

Market Outlook—U.S. Fixed Income 

In the near term, the yield-to-maturity of a given portfolio or benchmark is the best indication by which 

to assess future returns. On this basis, prospects remain muted for bonds. At the start of the year, the 

yield-to-maturity on the Barclays Aggregate Index was approximately 2%; today it is 2.3%. This range 

contrasts significantly with an annualized return of approximately 4.5% from 2004 through 2014.  

Such data is yet another reminder that a given portfolio of bonds, and even a blend of equities and 

bonds, is likely to offer a lower total return profile over the next 10 years versus the previous decade.iii 

Viewed against historic patterns, the current relationship between inflation, GDP growth, and 10-year 

Treasury yields likewise suggests that U.S. Treasuries are deeply overvalued.  

With our eyes wide open to these considerations, we nonetheless see continued value in fixed income 

when constructing portfolios targeting certain risk and return profiles. In particular, we point out: 

 The ultimate direction of interest rates will depend on economic data and the expected slope of 

the tightening cycle in the U.S. We expect the FOMC to take a gradual approach to tightening, 

generally erring on a Federal Funds rate toward the lower end of the expected range.  
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 U.S. Treasuries remain more attractive than other sovereigns. For example: the U.S. 10-year 

currently yields 2.35% versus inflation expectations of about 1.8%, suggesting a real return of 

0.55%; the German Bund yields 0.76% versus expected Eurozone inflation of 1.2%, for a real 

return negative return of -0.44%. On an absolute basis, the U.S. 10-year Treasury yield yields 

more than all developed-nation sovereign debt markets except Greece, Iceland, New Zealand, 

Australia, Portugal and Singapore. That’s right: Italy, Spain, Ireland, and France have lower rates 

than the U.S.! While the U.S. could begin to tighten later this year, the European Central Bank, 

Japan, and even China are likely to keep policy loose—and to do so in generally weaker 

currencies. As a result, capital will likely flock to the U.S. to sop up, and thus limit, any 

incremental rise in yields. 

Our posture on fixed income is not bullish: as we articulated last year, it has become mathematically 

challenging for future returns in the asset class to even approach those of the past decade. But pursuing 

outsize returns is not the only objective of our asset allocation work. For many clients, elements that 

carry the potential to mitigate portfolio volatility and reduce the risk of permanent capital loss are 

essential components in the pursuit of specific financial goals.  

Anticipated correlations for key components of the fixed income market are another important reason 

we maintain an allocation of fixed and alternative investments for many clients. Just year-to-date, 

interest rate-sensitive equity sectors such as utilities have underperformed, while small caps—bearing 

little to no dividend characteristics—have outperformed. The interplay of interest rates with capital 

allocation across asset classes will be critical going forward, as monetary policy and economic data alter 

the interest rate framework in the U.S. and around the world.  

 

 

Market Outlook—International 

We maintain a keen eye on the trajectory of economic and market data to determine whether prices in 

particular geographies and asset classes provide sufficient margins of safety for us to allocate client 

capital. For now, our allocations outside the U.S. remain concentrated chiefly in Europe and Japan, 

where the risks are known and the long-term narratives outweigh unmistakable near-term concerns.  

* 

As we check our course at midyear, we still see opportunities in U.S. equities, but think the broad indices 

are not compelling for those seeking above-average returns over the coming quarters. At the same time, 

a candid perspective on fixed income remains vital us as we design, allocate, and monitor portfolios for 

our clients. This remains critically important at a time when the total return expectations for fixed 

income, and indeed for a blended portfolio of equities and bonds, continue to trend lower.  

The guideposts we identified at the start of 2015 remain relevant. With higher real rates still a ways off, 

our focus is on evaluating news flow for signs that challenge our base case, or any shifts in risk or 

relative value that warrant adjustments to allocations. For clients whose return objectives and tolerance 
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for risk and volatility permit it, we also stand ready to discuss the viability of alternative investments 

with differentiated return profiles, such as long/short equity, global macro or quantitative funds. 

On behalf of our team, I wish you a good summer, and thank you for your continued confidence in Clear 

Harbor. 

 

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 Note that data is a best estimate based on closing levels as of 4PM EST and does not represent official index data. 
ii The US Dollar Index is an index of the value of the US Dollar relative to a basket of global currencies.  The Euro, 
Yen, British Pound Sterling, Canadian Dollar, and Swedish Krona make up approximately 57.6%, 13.6%, 11.9%, 
9.1%, and 4.2% of the index respectively.   
iii Note that from 2004 through 2014, a blended 50% Barclays Aggregate Bond Index/50% S&P 500 portfolio 
returned 6.07% on average (with the Barclays returning 4.48% and the S&P 500 returning 7.66%).   

http://www.adviserinfo.sec.gov/

