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March 30, 2017 

 
Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

 
Dear Friend of Clear Harbor, 

I am pleased to share our firm’s outlook for the second quarter. 

The year started with equitiesi continuing the steep advance that marked the final weeks of 2016. U.S. 

equitiesii gained between 2.0% and 6.1%, international developed markets averaged 8.8%iii and      

emerging market equitiesiv rose 13.3%—all well in excess of historic first-quarter average returns. The 

primary U.S. fixed income benchmarkv returned 0.73% as credit spreads remained firm, and sovereign 

yields trended higher in the U.S. and across a broad swath of developed and emerging markets—all 

encouraging signs of economic momentum.    

These positive numbers mask an important caveat: the vast majority of equity and credit gains occurred 

in the first six weeks of the year, with signs of market unease growing in the back half of the quarter. 

Once-giddy investors have recently seemed to temper, or at least to pause, their enthusiasm in the face 

of loftier valuations and a loss of steam on fiscal and regulatory reform from Washington.  

Economic fundamentals are largely encouraging: we perceive a more synchronized upturn in economic 

data, earnings, and sentiment indicators in the U.S. and throughout the world. However, investors have 

also relied more than usual on expectations of meaningful policy reforms. We believe the coming 

months remain a critical window for such reforms. It remains to be seen whether a positive feedback 

loop of policy expectations and sustained economic improvement can be established.  

While the inability for Republicans to repeal the Affordable Care Act represented a grave breakdown in 

political and policy cohesion, we see significantly better odds that some manner of tax reform remains 

within reach. If this is achieved, equity and credit markets should benefit from rational, if incremental, 

boosts to growth projections, premised on a more meaningful and enduring awakening of animal spirits 

than the extraordinary monetary policy of recent years could guarantee.  

With that said, the tail risk of a more fractured GOP (and an even more bitterly divided Congress) 

appears larger than many market participants seem willing to recognize. The battle within the GOP over 

a proposed border-adjustment tax to offset broader cuts will not only pit conservatives against 

moderates, but populists in the White House against more conventional figures at Treasury and in 
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Congress. The internal divisions present on Nov. 8 will color many important debates that loom ahead, 

with unclear implications for our politics, the markets and the real economy. 

U.S. Economy 

U.S. employment remains robust, with both topline unemployment (4.7%) and the broader “U-6” gauge 

of underemployment (9.2%) hovering at rates not seen in more than nine years. It is also encouraging 

that the spread between these two numbers is narrowing: this suggests that a low headline for 

unemployment isn’t simply masking problems among workers who, although employed, can’t secure 

enough hours. 

Spread Between Headline U.S. Unemployment Rate and U-6 (Underemployment) Rate, 1/31/1994-02/28/2017 

  

The trend in this spread has been beneficial, but must continue if we are to witness levels seen prior to 

the onset of the Great Recession. We may be approaching an inflection point beyond which further 

progress on employment could lead to the kind of incremental wage pressures that most people 

associate with full employment. 

Of particular importance is whether any wage gains can do more than just keep up with inflation. For 

example, nominal U.S. wages in February grew 2.8% year-over-year, but this gain was offset by a 

comparable 2.7% rise in the Consumer Price Index. We maintain a watchful eye on this trend as a way to 

determine the buying power of the average American consumer. 

Market participants appears convinced that spending and hiring will continue to pick up steam, thereby 

extending the current economic cycle—already in its eighth year of expansion—for some years to come. 

Indeed, housing starts, cyclical capital spending trends, the shape of the yield curve, and the rate and 

direction of inflation relative to growth all generally appear supportive of further growth. Moreover, the 

cost of capital is still historically low, with the federal funds rate at just 1% and credit spreads historically 
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tight. This keeps the path clear for business leaders who may finally elect to increase capital 

investments—the long-creaky door to sustainable growth that a recent spike in small-business 

optimism, to a 12-year high, may finally unlock. 

US Small Business Optimism Index (NFIB) 

 

With that said, growth carries its own natural limitations. Wage gains themselves are already putting 

operating margins under pressure across particular sectors of the economy; employment gains may well 

decelerate. As such, growth may well continue more or less along its current trajectory rather than 

accelerate markedly, even as the economy trends toward a more robust picture of full employment.  

International Economy 

Optimism about a more self-reinforcing economic trajectory also seems to be taking hold on a global 

basis. Manufacturing data is particularly strong in Europe, buttressed by a weak currency by historical 

measures—albeit one that has regained 2.3% versus the U.S. dollar so far this year. Service-sector 

activity is also trending higher, suggesting significant support for better-than-anticipated growth in 

2017. Jobs are returning throughout the Eurozone, with unemployment declining from its recessionary 

peak of 12.1% to 9.6% today. According to Eurostar, some 153.9 million Eurozone citizens are now 

working—the healthiest employment picture in the region since the third quarter of 2008. 

In fact, if one peers across the entire EU region, employment numbers are at an all-time high, with room 

to add more—all against the backdrop of an incremental rebound in earnings and a gradual rise in 

inflation. Despite significant political uncertainty built into the European calendar this year, particularly 

around upcoming elections in France and Germany, the data appears supportive of further earnings 

improvement across a broad swath of the Continent—and base-case expectations already appear to 

provide for a few negative political outcomes in the region in 2017. 

In Asia, all eyes were on India, where earlier this month Prime Minister Modi’s BJP party won a 

resounding political victory in Uttar Pradesh, the country’s most populous province. This development 

bodes well for Modi’s prospects for further reforming the economy and combating persistent 

corruption—both essential to realizing the immense promise of India’s future. While we believe this 

political momentum represents a legitimate tailwind to growth and largely explains recent gains in 
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Indian equities, we believe valuations have grown elevated on a relative and absolute basis, pricing in 

substantial policy progress that has yet to be implemented.  

In China, industrial activity has accelerated after a prolonged period of lackluster growth, with industrial 

production last month surging 6.3% and producer prices rising 7.8% versus the prior year. This marks six 

months of improvement following more than four years of deflation, and are the direct result of state-

orchestrated building projects focused on infrastructure and housing.  

Such initiatives are not new for China, and in fact could very well represent disappointment on the part 

of policymakers in their long-sought transition from infrastructure spending to a more self-sustaining, 

consumer-driven economy. We share in this disappointment—as well as a degree of concern about the 

highly correlated increase in copper and other base metals and materials, which among other things 

would be vulnerable to any substantial reversal in the world’s second-largest economy.  

Geopolitical Considerations 

Earlier this year, we pointed to the unique political dimensions of the U.S.-China relationship and 

associated economic risks. Since then, we welcomed reports of a phone conversation in which President 

Trump bucked some of his campaign rhetoric—and contrary signals to Taiwanese President Tsai Ing-

wen—to unequivocally reassure President Xi Jinping that the U.S. continues to honor the “One China” 

policy that has been the framework for U.S.-China relations since 1979. While any single exchange can 

ultimately prove inconsequential, we view Trump’s abrupt shift as an important de-escalation of 

rhetoric between the world’s two largest economic powers and geopolitical rivals on a core matter of 

Chinese national identity. 

Significant geopolitical challenges in the region remain. China continues to challenge standard trade 

practices, engage in significant corporate and government cyberespionage, and project greater military 

strength in the Pacific. North Korea remains a regime hostile to democracy, predictable only in its 

commitment to increase its military reach.  

Even in Europe, the fate and role of NATO remains uncertain—a departure from postwar norms just as 

probes into Russia’s role in the U.S. elections draw scrutiny. Meanwhile, markets must continue to 

digest the coming quarters, and indeed years, during which the contours of Brexit will gradually take 

shape. In all of these matters, in ways large and small, much hinges on the American President’s future 

conduct of diplomacy.  

Monetary Policy 

On the monetary front, we see the seemingly interminable accommodation in central bank policy finally 

moderating toward incremental normalization—with the emphasis on “incremental.” During the past 

quarter, most major developed-market central banks had the opportunity to turn hawkish, yet refrained 

from doing so: the Bank of England, the European Central Bank, and the Bank of Japan kept their 

overnight lending rates unchanged. And while the U.S. Federal Reserve raised rates 0.25%, they signaled 

http://www.clearharboram.com/blog/geopolitical-uncertainty-market-complacency
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a desire to maintain an accommodative posture, with limited inflation and room left to close the 

underemployment gap. 

Nonetheless, central bankers appear to sense that financial markets are ready to accept a policy posture 

that at least aspires to normalization. While electing to maintain the ECB’s bond-buying program, 

President Mario Draghi remains committed to an incremental tapering of monthly purchases, from €80 

billion to €60 billion beginning in April. Furthermore, there is evidence that the ECB may not necessarily 

wait for the tapering program to end before raising rates. Such a move would signal a desire to step 

back from the unconventional policies first implemented in January 2015, while maintaining a degree of 

certainty about the trajectory of their market interventions. 

Accordingly, we would not be surprised if monetary strategy in the coming quarters shifted globally 

from divergence to convergence, and generally nudged toward a more normalized policy where 

economic data permits such moves—so long as financial markets do not tighten significantly. No one in 

Washington, Brussels or beyond wishes to kill the investor sentiment that seems to be helping lift not 

only financial markets, but the animal spirits on which both healthy inflation and real growth depend. 

We believe this also highlights why the U.S. dollar has moderated recently relative to the euro, yen and 

several other major currencies.  

The Productivity Problem 

While much of the above paints a more encouraging picture than the recent past has depicted, we 

caution investors against the assumption that the developed world will soon trend back toward the 

growth rates of the postwar decades. The demographic profile of the world has changed, with fewer 

entrants into the developed-world work force, an overall deceleration in population growth, and a 

steady deterioration in average GDP growth. In the U.S., it has declined from 3.4% in the post-World 

War II period to 3.1% since 1965; it still registers barely 2% today, years after the last recession’s end. 

This reality leaves productivity as the most important long-term candidate to drive growth. Although 

gains have proved elusive over the last decade, it is our view that productivity arrives like a birth, with 

notice measured in months, not years—and often as not when no one particularly looked for it in the 

first place. We remain optimistic that our age of technological and molecular innovation will deliver 

productivity gains as the industrial revolution and the Internet did: unpredictably and messily, but 

eventually, and with tremendous coattails for those who keep their eyes sharp in neglected corners.  

Wealth Management: The Clear Harbor Approach 

We at Clear Harbor restrain ourselves from assuming that near-term market movements are rational. 

Through a rigorous process that engages the deep experience of our entire team, we take pride in our 

efforts to identify value, avoid unwarranted risk, and construct superior portfolios in often challenging 

market environments. 

As important as asset allocation and portfolio construction are to our clients’ long-term success, we 

founded our firm because we perceived an opportunity to provide a much broader kind of professional 
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value. The allocation of your capital is but one important part of our larger role as the quarterback of 

your family’s long-term, holistic financial game plan. We take pride in acting as an “outsourced CFO” 

who coordinates with your attorneys and accountants as needed, and can develop a comprehensive 

roadmap that takes into account personal risk and cash flow management, retirement planning, 

multigenerational wealth transfer strategies, portfolio and estate tax optimization, guidance on 

philanthropy,  or even how to best finance a child’s education or your own executive MBA.  

This approach to wealth management requires a deep understanding of “what makes you you.” Our 

entire client process is designed around this, beginning with our comprehensive onboarding 

questionnaire for new clients and an ongoing conversation about changes in your financial and often 

personal life.  

Our strong relationship with you can also directly drive long-term investment performance. A clear and 

candid appraisal of emotional pressure points and personal views on market turbulence allows us to be 

more effective in counseling against short-term instincts that too often inflict long-term harm on family 

portfolios. Whether your capital is allocated directly by our team or resides unvested in a current 

employer’s 401(k) plan, how you think about it as you ponder the latest news on CNN is important to us. 

In life as in financial markets, fluctuations are difficult to predict and often multi-variable in nature. By 

understanding both you and the broader financial world in which we all must participate, we strive to 

remain a steadfast partner ready to help you evaluate opportunities, overcome challenges, and address 

any questions life presents. 

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 
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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
 All Q1 2017 performance reference is through the market close on March 30, 2017. 
ii
 The iShares Russell 2000 Index ETF—a  broad measure of the small-cap US companies returned 1.8% from 

12/31/2016 through 03/30/2017 while the S&P 500—a broad measure of large-cap US companies returned 6.0% 
over the same period.   
iii
 The international data is a reflection of the performance of the iShares MSCI All World ex US Index ETF—a broad 

measure of non-US developed market equity performance. 
iv
 The emerging markets data is a reflection of the performance of the iShares MSCI Emerging Markets Index ETF—

a broad measure of emerging market equity performance. 
v
 Reference: Bloomberg Barclays Aggregate Bond Index 

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

