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Investor Letter – 4th Quarter 2015        October 6, 2015 

Highlights: 

- Worst quarter for U.S. and global stocks since 2011 

- The FED pulls a “Lucy” (hat tip to David Malpass!) 

- “The cure for low commodity prices is low commodity prices” 

- Stocks to stage a comeback rally and finish positive for 2015? 

  

The Chinese surprised the markets by devaluing the Chinese currency on August 11th.  Other emerging market 

countries followed upsetting the status quo and creating volatility in stocks and bonds.  On August 24th the U.S. 

stock market experienced a flash crash, with some stocks and ETF’s down by more than 50% in a matter of 

minutes. The next day the S&P500 had its lowest close in 2015, and since then the markets globally have 

continued to experience volatility we have not seen for many years.   

The 3rd quarter ended with the worst quarterly stock market performance since the European debt crisis in 2011.  

The S&P500 was down 8%, the Euro STOXX Index was down 10%, China’s Shanghai Composite fell 28% and the 

MSCI Emerging Markets Index fell 19%.  Commodities did not escape the damage with the Bloomberg Commodity 

Index dropping 15%.  Oil was down 26%, and emerging market currencies were down well over 10%.  Please see 

the market matrix at the end of this letter for year to date returns on various investment instruments.   

The one bright spot was U.S. Treasury’s, which rallied in the 3rd quarter, even as our Federal Reserve continues to 

threaten higher interest rates.  But the FED has a serious communication problem.   

Whoops! 

After setting the markets up the last couple months for a FED Funds rate increase this year the FED, at the 

September 17th FOMC meeting, declined to raise rates and instead released a very dovish statement supported by 

a very dovish press conference.             

On September 21st, following the FED meeting, Bill Dudley, the head of the NY FED and a permanent voting 

member, said a FED interest rate increase was still likely in 2015.  On August 23rd FOMC Chair Yellen said "Most of 

my colleagues and I anticipate that it will likely be appropriate to raise the target range for the federal funds rate 
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sometime this year." The FED’s “transparency” has only made it clear the FED has no idea what it’s doing, or going 

to do.   One thing we do know however is the markets hate uncertainty. 

This past Friday, October 2nd, the U.S. released is monthly payroll report, which is the world’s most watched data 

point every month.  Not only did the payroll report completely miss estimates, but it also revised lower prior 

month numbers, which the market had been counting on to be revised upwards.  The S&P500, after testing the 

August 25th lows in the morning, began to climb and closed higher on the day.  The markets also pushed the 

likelihood of the 1st FED tightening well into 2016 (a Presidential election year by the way; since 1990, when then 

FOMC Chair Greenspan tightened rates leading to a recession and incumbent President George H.W. Bush’s 

eventual loss to challenger Bill Clinton, the FED has never tightened monetary during an election year).  The US$ 

dropped on the news sparking a rally in the oversold (and left for dead) commodity and emerging markets, which 

tend to move inversely to the US$. 

So what’s up with commodities?  One year ago, in HarborView Capital’s 4th quarter Investor Letter, we warned of 

a collapse in the energy sector (and sold all energy related client exposures).  Energy was the last of the major 

commodities to collapse, with the top for the broader commodity indices coming in 2011, the same year the 

world’s largest commodity trade Glencore went public.  Lately the rumors of Glencore’s pending bankruptcy 

suggest to us the low is now in.  If so then Glencore has marked both the top and the bottom in the commodity 

space.  Reinforcing this thesis is the fact that many commodity companies have been forced to rationalize their 

businesses: cutting capex & production (mining companies are spending $70billion less than 2012), dividends & 

payroll, with some raising new equity, some filing for bankruptcy and a few being taken over by stronger 

competitors. This is classic bottoming behavior.   

 

The chart on the left shows U.S. oil producers recently began cutting back on oil production, illustrating for us the 

old maxim “The cure for low commodity prices is low commodity prices”.  HarborView Capital recently began 

adding commodity exposures back into client portfolios.  Emerging market stocks are highly correlated with 

commodities as well, and we have begun to nibble on this sector as a result.  The weaker US$ adds to the 

bullishness of both commodities and emerging markets.   

Of course a decline in supply is a bullish sign, but there is evidence also that low oil prices are boosting global 

demand for oil which strongly suggests it is helping boost global economic growth (right hand chart).  World oil 

demand rose 2.0% YOY to a new record high (thru August).  That’s the best growth rate since August 2011. 

Developed and developing oil demand are both growing faster with gains of 0.9% and 3.1%, respectively.  If China 

announces a large infrastructure stimulus package later this month (we are hearing rumors to this effect) then 

we’ve got an additional catalyst for a move to the upside.   
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While its clear global growth has slowed recently and impacted the U.S. economy to a degree (mainly thru a 

decrease in exports) the biggest question for U.S. based investors is this:  Is the U.S. economy heading into a 

recession, or not?  If indeed we are experiencing just a soft patch then stocks will recover after this correction 

runs its course.  If not, and we are heading into a recession, then it pays to reduce risk as we know the S&P500 

declines have averaged 30%+ in a recession.  The chart below shows the market performance during prior 

recessions. 

   

While there are certainly major problems globally, at the moment we do not see a recession as imminent.  

Consider these facts: 

1) Healthy labor markets.  Initial claims have been below 300k on a weekly basis throughout 2015.  While 

the latest U.S. payroll # was soft payrolls are still growing at a +175k/monthly clip so far in 2015, and the 

unemployment rate remains low at 5.1%.   

2) U.S. auto sales just reached an all-time high in September. 

3) As mentioned above demand for oil is increasing, not decreasing even as consumers receive a positive 

boost from the oil “dividend”.   

4) Benign, but not too low inflation.  While inflation is low as measured by the headline #’s (+0.2% YOY) 

leading many to fear we are one major shock away from deflation, core inflation rates (ex-food and 

energy) are actually close to the FED’s 2% target rate (+1.8%YOY).   

5) The most recent Conference Board consumer confidence # just reached an 8yr high – while it was 

expected to show a large decrease.  Consumer confidence is well correlated with future strength in both 

the labor market and consumer spending.   

And it is true that expectations for 3rd quarter S&P500 earnings & revenue are negative compared to a year ago.  

But the same was true for estimates for the 1st and 2nd quarter of 2015, while the actual earnings & revenue both 

came in positive.  The bar is set rather low again for the 3rd quarter. 

It is also true that our Canadian neighbor has had two consecutive quarters of negative GDP growth, which is 

typically defined as a recession, and it is true that the U.S. has never escaped recession when this has occurred.  

But the most recent set of Canadian economic #’s show an impressive rebound for the 3rd quarter, and currently 

3rd quarter GDP is tracking at a 2% annual growth rate.  Here in the U.S. 2nd quarter GDP came in at 3.9%, and the 

3rd quarter GDP is tracking at a 2.1% growth rate.  Hardly recessionary. 
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Assuming then we are just experiencing a soft patch we can expect actual earnings & revenue to be positive for 

the 3rd qtr, and we should expect positive forward guidance especially with the US$ no longer being a major 

headwind for our multi-national companies, with the FED’s 1st rate hike being pushed well into 2016. 

Besides the positive seasonals heading into year-end one of the major contributors to the bull market the last few 

years has been the increase in earnings growth from stock buybacks.  November is historically the best month for 

buybacks of the calendar year. 

So while many successful investors have recently become bearish HarborView Capital does not yet fall into that 

camp.  We still see no reason the U.S. markets cant end 2015 in positive territory coupled with a significant 

rebound in global markets, even in commodity oriented countries like Australia and Canada.  This is how we are 

positioning our portfolio’s going into year end.  There are excellent values that have been created in the brutal 3rd 

quarter selloff, and we are taking advantage of them.  Stay tuned. 

On another note HarborView Capital’s quantitative AAA strategy moved to 100% risk off at the end of September, 

a position it has not taken since 2008/2009.  The AAA strategy had a positive return in September while the 

S&P500 was down       -2.54%.  While we believe stocks will do well for the remainder of 2015 it is good to know 

we have downside protection from our quant strategy if that is not the case. 

We hope everyone is well and send along our best wishes for a Happy Holiday season.  Please review this letter 

and your portfolio reports and let us know if you have any questions regarding the markets or your account. 

Best Regards, 

 

Paul Brian Gibson, Partner  

HarborView Capital Management LLC 
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Investment Product 

12/31/14 

Close 

9/30/2015   

Close 2015 YTD 

S&P500 (index) 2058.90 1920.03 -6.74% 

DJIA (index) 17823.07 16284.70 -8.63% 

NASDAQ (index) 4736.05 4620.16 -2.45% 

Total Work Stock Market (VT) 59.40 55.34 -6.84% 

Emerging Markets (VWO) 40.02 33.10 -17.29% 

Europe (EFA) 60.84 57.32 -5.79% 

China (FXI) 41.62 35.47 -14.78% 

China "A" Shares (ASHR) 37.21 32.36 -13.03% 

Japan (EWJ) 11.24 11.41 1.51% 

Latin America (ILF) 31.81 22.61 -28.92% 

Brazil (EWZ) 36.57 21.95 -39.98% 

Canada (EWC) 28.86 22.99 -20.34% 

Australia (EWA) 22.17 17.92 -19.17% 

20 Yr.+ U.S. Treasuries (TLT) 125.92 124.15 -1.41% 

Barclays Aggregate Bond (AGG) 110.12 109.35 -0.70% 

U.S. Dollar (UUP) 23.97 25.10 4.71% 

Oil (WTI spot) 53.71 45.04 -16.14% 

Gold (spot) 1184.02 1114.55 -5.87% 

AAA Strategy (no fee) 551.14 534.16 -3.08% 

 


