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Aaron J. Kennon                    
Chief Executive Officer 

Clear Harbor Outlook: Q2 2015 

Dear Friend of Clear Harbor, 

With a significant increase in volatility, the first quarter of 2015 was full of sound and fury, 

signifying…what, exactly?  

U.S. observers checking only the final numbers could be forgiven for thinking: “not much.” After a 

number of seesaw-like swings within a 6% range, the S&P 500 ended the quarter nearly unchanged. In 

fixed-income trading, 10-year Treasury yields fell as far as 1.64% at one point, but closed the past 

quarter at 1.93%—not far from the 2.17% seen at year-end. Even the typically more stable 30-year “long 

bond” briefly recorded double-digit returns, before erasing all but approximately 4% of its gains in 

March.  

On the international stage, though, directionality was clear. Those who hedged against local currencies 

enjoyed equity gains near 20% in Europe and greater than 13% in Japan. The MSCI All-World (ex-U.S.) 

index returned 4%, versus the S&P 500’s paltry 0.9%. The sovereign bonds of every Eurozone nation 

except Greece also gained handsomely. This represents a marked departure from the dominance of U.S. 

equities—particularly large cap equities—over the last several years.  

One trend was unequivocal: the strength of the dollar, which rose against a basket of core global 

currencies by 9% after a 12.7% gain in 2014. Dollar strength directly contributed to the disparate returns 

noted above. And while the trend may not continue unabated, it reflects several persistent realities: the 

continued relative economic strength of the U.S.; the handing of the quantitative easing baton to 

Europe and Japan; and the perennial appeal of U.S. assets as investors seek their footing amid 

deflationary pressures, general weakness in global demand, and lower sovereign yields elsewhere. 

We are pleased that our firm recognized these opportunities early, and positioned our core strategies to 

benefit. However, our base case warrants adjustment as markets catch up to our thesis—in some cases 

rapidly. We must also prepare for potential shifts in major trends. Perhaps most important, we 

continuously probe beneath the surface of even apparently stable indexes for signals of significant risk 
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and divergence in relative value. Indeed, even if key benchmarks should come to rest at benign levels by 

Dec. 31, storms could prove hazardous to those who proceed without discipline between now and then. 

United States: Limits on Equity Growth 

As we move into mid-2015, U.S. GDP growth remains positive in real and nominal terms, and more 

robust than other key developed economies. This continues the clear trend seen in 2014, when the U.S. 

grew at 2.4% versus just 0.9% in the euro area and an actual decline of 0.1% in Japan.    

However, as I have previously emphasized, there is often surprisingly little correlation between GDP 

growth and near-term equity returns. Indeed, the S&P 500 has rallied approximately 250% in recent 

years in the face of consistently below-trend GDP growth.1 Fundamental measures of value, as well as 

comparisons to competing assets, are much more reliable determinants of pricing. 

What do such metrics suggest today? While U.S. equities could very well rise further, several factors 

suggest that Europe and Japan are positioned to continue their recent outperformance despite below-

trend growth in both regions. This thesis reflects several core considerations:   

 Several important U.S. economic metrics, from durable goods orders to new home sales to retail 

sales, have been less robust than employment and other data, warranting a degree of caution. 

 Some metrics of market valuation (such as trailing P/E, “Shiller P/E,” and inflation-adjusted 

market capitalization relative to GNP) suggest that current equity prices no longer provide a 

healthy margin of safety against economic or interest-rate surprises such as those noted above.   

 Although continued dollar strength is a boon to U.S. consumers, it is a headwind to the reported 

earnings of U.S. companies doing business abroad. 

 Although payrolls are increasing, wage growth across the economy remains restrained, 

representing a residual drag on household formation and personal consumption. 

 As wage growth does improve, it will weigh on margins in key labor-intensive sectors across the 

economy, while possibly benefitting those with consumer discretionary exposure.  

 We expect interest rate volatility to trend higher as investors parse the Federal Reserve’s words 

and actions on interest rates in the coming quarters. 

To be sure, we continue to applaud the overall trajectory of U.S. employment, and expect higher wages 

to gradually take hold in the coming quarters. Lower fuel costs provide an additional spur to growth, 

particularly in consumer discretionary areas: approximately 25 cents of every dollar saved from lower 

gas prices is spent elsewhere. Further, although domestic equities may be a bit stretched, they have not 

reached the frothy levels associated with past significant market corrections.  

We also recognize that markets can trade at elevated levels for some time when macro currents dictate. 

Many such macro currents—QE abroad, currency volatility, the global search for yield—exist today, and 

                                                            
1 US real GDP growth was 2.5% in 2010, 1.6% in 2011, 2.3% in 2012, 2.2% in 2013, and 2.4% in 2014 relative to an 
average growth rate of 3.2% during the decade of the 1990s and 3.1% for the decade of the 1980s.   
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should continue to support U.S. equities. Indeed, Clear Harbor remains structurally allocated to the U.S. 

for these and other reasons. 

Nevertheless, prospects are significant that the S&P 500 could disappoint many analysts who currently 

predict mid-to high-single-digit earnings growth in 2015. For clients with the mandate and risk tolerance 

to consider it, we think that after years of dramatic U.S. equity outperformance, incremental capital 

allocation abroad remains justified.   

Japan: Some Positive Signs 

Although recent GDP growth in Japan has underwhelmed most analysts, several key metrics continue to 

show promise in the island nation’s quest to reflate their economy and restore growth. In particular: 

 Wage increases are now going beyond mega-cap bellwether companies such as Toyota. This 

bodes well for consumption and domestic demand for Japanese goods and services.   

 The recent slide in oil prices is particularly beneficial for Japan, which is a significant importer of 

energy. The decline in oil has more than offset the impact of a weakened yen on energy costs. 

 Japanese land and condo prices continue to rise in key Japanese markets, promoting inflation. 

 There are early signs of increased investor activism and M&A activity. This would be a 

watershed event for corporate Japan, and perhaps attract additional international capital. 

 Other Japanese pensions seem poised to follow the lead of the $1.1 trillion Government Pension 

Investment Fund in increasing their allocations to equities. Just this past week, three additional 

public pensions with assets of some $250 billion announced such a shift. 

 Despite a sustained trend higher since the fall of 2012, the Nikkei remains reasonably valued by 

historic metrics.   

Japan skeptics have valid points. Wage inflation has yet to match nominal GDP growth; other inflation 

data, as well as recent factory orders, remain below expectations. However, temperate inflation in this 

case is largely the result of highly beneficial declines in energy costs. And with both inflation and growth 

at low levels, political support should stay strong for the Abe administration and the Bank of Japan to 

sustain their robust expansionary fiscal and monetary campaigns. We look for asset prices to benefit 

from this dynamic in Japan, just as they did throughout the Fed’s easing program in the United States. 

Europe: Getting Started 

First the U.S., then Japan—and this past month, the European Central Bank (“ECB”) finally commenced 

its own program of robust quantitative easing. The move was widely expected and welcomed by both 

bond and equity markets. We anticipate a similar cycle to that witnessed in the U.S. as the currency 

weakens further, the ECB’s balance sheet expands, and savers move further out on the risk spectrum.  

All these factors will tend to lift asset prices further over the course of the next several quarters. We also 

remain cautiously optimistic that key fundamental economic metrics may prove encouraging, as already 

seen recently in European manufacturing data (PMI), auto sales, employment and consumer confidence.  
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To be sure, a reversal in the current competitive valuation of the euro and contagion from a messy exit 

of Greece from the currency union remain significant risks. Indeed, we are watching exchange rates 

closely in the wake of the sprint in euro/$ from 140 to 105. Moreover, corporate earnings must expand 

measurably to justify current equity prices; this is not guaranteed. But on balance, we believe that, after 

years of entrenched deflationary pressures, Europe is adopting a credible monetary policy response. 

Fixed Income: The Low-Yield Churn Continues 

Although “safe yield” remains elusive around the world, U.S. Treasuries continue to provide more than 

most. At 1.93%, 10-year Treasuries return far more than comparable sovereign debt from Germany 

(0.18%), Switzerland (-.17%), Japan (0.39%), Sweden (0.40%), France (0.47%) and Italy (1.24%). Even 

small, still-troubled Portugal offers investors just 1.68% in exchange for their risk. While the ECB’s bond-

buying program may help keep rates down, such remarkably low levels leave little margin for continued 

price appreciation—and even less for safety in the event of any reversal. 

It is important to note that trading in shorter-dated Treasuries has begun to reflect expectations of an 

eventual hike in the U.S. Fed funds rate. However, the doves are not quite finished: at the last Federal 

Open Market Committee meeting on March 18th, the official statement emphasized the Fed’s “data 

dependence” on sufficient economic strength before raising rates. Even the 2-year note has since 

reclaimed some territory as a result, pushing yields lower so far this year. 

In our opinion, the strength of the dollar and limited wage inflation will likely lead the Fed to push their 

initial rate hike from this June to late 2015, and possibly into 2016. And regardless of when tightening 

begins, we expect a much less steep trajectory of additional hikes than in the last cycle, during which 

the Fed raised rates 25 basis points at every meeting from May 2004 until June 2006. Such a move—

from 1% to 5.25% in just two years—is not likely in the cards this time. 

Like the Fed, Clear Harbor is emphatically “data dependent”: we continuously evaluate a full 

complement of issuance to assess relative value against a changing macroeconomic and credit 

environment. While portfolio performance has recently been buttressed by longer-dated Treasuries, 

Commercial Mortgage-Backed Securities, U.S. preferred equities, mortgage REITs and U.S. high-yield, 

model allocations may adjust in the coming quarters as notes mature, risks shift and conditions change. 

Crude Oil: The Bottoming Process 

After the significant correction in crude prices last year, we are keeping a keen eye on macro trends that 

could suggest either a continuation of weakness or a reversal in price. Last quarter, we discussed natural 

decline rates, incrementally rising demand, and capex reductions. Our thesis remains: crude prices are 

currently at unsustainably low levels, and poised to trade higher. The only question is when.   

Several key industry metrics suggest that crude is indeed in the midst of a bottoming process. For one, 

the U.S. rig count has plunged some 45% just since September—a remarkably abrupt adjustment by 

historical standards. At the same time, oil prices appear to have formed a “double bottom” in technical 

parlance. While I do not often highlight technical indicators, they can provide significant insight when 
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paired with fundamental analysis suggesting a significant discrepancy between current pricing and long-

term projections of world demand.   

Brent Crude Prices 

 

U.S. Rig Count 

 

 

We believe that such a gap clearly exists today, and that technical measures suggest growing investor 

recognition that prices must rise in order to close it. But for those committed to disciplined risk 

management, the more important question may be whether the energy sector is attractive at current 

levels even if crude prices remain low indefinitely. 

On that basis, we caution investors not to chase the vast majority of oil production companies. Balance 

sheets have grown well in excess of earnings, questions of solvency abound, and many common equities 

currently trade far above our estimate of intrinsic value. Unless they see a rapid increase in cash flows 

from higher crude prices, we expect that such companies will see further erosion in their share prices.   

With that said, exploration & production companies that have managed the downturn with reasonable 

levels of leverage and excess cash are the most deserving of capital allocation at this uncertain juncture. 

Indeed, we identified a handful of attractively priced high-yield energy names early in the quarter, and 

intend to maintain those exposures in client portfolios where appropriate. 

From an economic standpoint, it is critical to remember that the recent fall in oil has been primarily a 

function of significantly expanded supply. Rather than suggesting a collapse in demand, more abundant 

hydrocarbons help spur growth. Lower costs make it easier to drive a car, ship a product, book a flight, 

and buy imported clothes—all tailwinds to U.S. consumers and with them, a wide range of equities. 

Geopolitical Risk: Yemen’s Turn 

Among the many recent geopolitical developments that warrant discussion, the Middle East once again 

poses the greatest risk today. Even as other significant conflicts there continue unabated, the civil war in 

Yemen has come dangerously close to drawing the entire region into sectarian war by proxy, with Shia-

led Iran drawing a significant response from the Sunni states of Saudi Arabia and Egypt.  
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Saudi Arabia has reportedly stationed at least 150,000 troops along their border with Yemen and 

initiated airstrikes against rebel Houthi strongholds there, while Egypt has moved to seize Bab al 

Mandab, a key oil-shipping channel from the Red Sea and Gulf of Aden to the Suez Canal. Meanwhile, 

the U.S. and Iran are working toward the same end of degrading the capabilities of the Islamic State 

(“ISIS” or “ISUL”) in Tikrit, sounding a bizarrely dissonant note as the U.S. and its European allies press 

Iran over its nuclear weapons program. In the process, Iran has maneuvered aggressively to keep 

elements of its program intact—even as it sees a path toward meaningful relief from years of sanctions.  

The perception of de facto Iran-U.S. cooperation in Tikrit has proved unsettling to America’s traditional 

Sunni partners across the Middle East, and risks a destabilizing effect with unpredictable consequences. 

Already, the Saudi ambassador to the U.S. has suggested that if Iran retains its rights to a nuclear 

capability, Saudi Arabia might assert similar rights. 

Geopolitical risks come and go, particularly in the Middle East. Often they prove exaggerated. But at a 

minimum, rising turmoil in Yemen could spark a disruption in oil markets, which are currently pricing in 

very little premium for such an event. And while a sharp, direct escalation between Saudi Arabia and 

Iran appears unlikely, the tail risk of a strategic misstep on either side could catalyze a much wider and 

protracted disruption in global markets as the two powers race openly to acquire nuclear capabilities.  

In short: however improbable it may seem, it is in Yemen that the complexity and acceleration of risks in 

the Middle East are reaching new heights. The conflict there should have policymakers on edge. And it 

should signal to investors that, far from ending with central bank and general economic uncertainty, 

market volatility could reach a whole new level. It all turns on events in the world’s least stable region.   

Asset Allocation: Dynamic Valuation 

While risks within a given region, sector or asset class change continuously, seldom have wealth 

managers confronted such a complex and extraordinary environment as today’s. With sovereign yields 

in many developed nations now actually negative, many consider this most traditional point of 

reference—the fundamental starting point for asset allocation—to be all but literally submerged. 

How should one proceed? Should a retiree in Switzerland still maintain a massive allocation to fixed 

income, even though she pays the issuer for the privilege? How much risk should an American parent 

embrace within an incompletely funded 529 account as college comes within striking distance? Is gold, 

notwithstanding common perceptions, truly effective as an inflation hedge? Even if a bull case for it 

appears weak, might it still have a place in some portfolios as part of a balanced, holistic strategy? 

While Clear Harbor maintains a strict focus on risk, we recognize that traditional appraisals of it may not 

be complete or even adequate in an unconventional monetary, currency or geopolitical environment. 

Our dynamic focus on valuation allows us not only to express our conviction about where market value 

is greatest at a given moment, but to construct portfolios based on a more comprehensive appraisal of 

what kinds of securities, sectors, and asset classes can best achieve specific client goals. 
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Conviction and client goals are of course linked. By considering the greater global context of U.S. interest 

rates, we greeted longer-dated Treasuries at the outset of 2014 with greater enthusiasm than our peers 

(Bloomberg Radio interview, Dec. 23, 2013). And while a focus on Europe and Japan has recently come 

to be a consensus view, incorporating this view months and even several quarters earlier (Clear Harbor 

Outlook, Dec. 27, 2012) spurred notable gains in client portfolios.  

These two examples represent very different places in the traditional risk spectrum; each is appropriate 

to different investor needs. What links them is the willingness to consider fresh and even controversial 

views, provided they are subjected to due diligence through a disciplined process that guards against the 

unexpected. That is how Clear Harbor advances even the most traditional and risk-averse objectives—

even in the most unorthodox and complex of investing circumstances.  

We believe that circumstances will remain both unorthodox and complex for some time. Although 

indexes continue to bounce near highs, we consider expected returns from both stocks and bonds in the 

U.S. to be lower today than at any time since the market bottom six years ago. Indeed, if one held all the 

securities that comprise the Barclays Aggregate Bond Index until maturity, one would expect annualized 

returns of just 2%—a multi-decade low for this key benchmark. Based on current valuations and the 

metrics referenced above, the comparable return profile of the S&P 500 is scarcely higher at 2.5%.  

We caution our clients that equity returns in key global markets—particularly the U.S.—are not 

predestined to meet recent, or even long-term historical, returns. Nor are “tried-and-true” approaches 

to reaching client goals as reliable as they once were. Today more than ever, I appreciate your 

confidence in Clear Harbor, and look forward to working with you to align your wealth management 

goals and personal tolerance for portfolio volatility with the shifting risks and opportunities of global 

markets. 

 

Sincerely, 

 

 

 

 

 

http://clearharboram.com/documents/news/Kennon_Bloomberg_12_26_13-FinalB.mp3
http://clearharboram.com/documents/quarterly/Clear%20Harbor%202013%20Outlook%20-%2012%2027%202012.pdf
http://clearharboram.com/documents/quarterly/Clear%20Harbor%202013%20Outlook%20-%2012%2027%202012.pdf
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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. 

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

