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June 25, 2017 
 
Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

 

Friend of Clear Harbor, 

I’m pleased to share our firm’s outlook for the third quarter. 

While the front pages remain filled with political drama both here and abroad, the business pages so far 

this year have come to describe a kind of “Goldilocks” equilibrium in which economic growth, inflation, 

and the state of corporate credit are all neither too hot nor too cold. Although growth has been 

considerably less robust than in some past expansions, economic data has proved stubbornly balanced 

enough to paint a supportive backdrop for both equity and fixed income markets. 

In the U.S., the S&P 500 has gained 9.9% year-to-date, while internationally, the MSCI All-World Index 

has gained 12.2%.i The MSCI Emerging Markets Index has risen by 18.4%, with countries such as India 

benefitting from investor perceptions of a robust demographic profile, as well as ongoing structural 

reforms to address half a century of inefficient capital allocation and unlock greater productivity. 

Within fixed income, the leading U.S. benchmark, the Bloomberg Barclays Aggregate Bond Index, rose 

by 2.0% over the course of the current quarter, with YTD performance of 2.9% on the back of a 

significant rally in Treasury and mortgage prices. In fact, the U.S. 10-Year Treasury yield has compressed 

24 basis points (0.24%) during the quarter and 30 basis points YTD. This has occurred despite 0.25% 

increases in the Fed Funds rate in December, March and June, and clear signals that the Federal Reserve 

intends to raise rates at least once more before year-end.  

The message from the bond markets is that below-target inflation and below-trend growth may lead the 

Fed to temper its announced pace of rate increases. Whether this proves true—and what it might augur 

for stock valuations—remains to be seen. 

 Economic Data: Trending Positive 

The general trend over the last several months has been one of a mild but synchronous expansion of 

economic conditions, with employment patterns in developed markets appearing to trend upward. In 

the U.S., Q1 GDP and wage growth expectations recently missed analyst targets, but credit growth, 

business and consumer confidence, and leading economic indicators have all been generally stronger. 
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Europe has benefited from a reassuring outcome from elections in France, helping stabilize investor 

sentiment in developed markets after the dramatic election upsets in the U.S. and Britain.  

In Japan, we are witnessing an acceleration in female employment—a welcome tailwind in a country 

yearning for reflation and growth after decades of deflationary pressures and seemingly intractable 

demographic headwinds. Household formation there is already responding positively; if the similar 

transition experienced in American society during the 1970s is any guide, the incrementally greater 

domestic consumption from such a cultural shift may help create a more stable platform for long-term 

economic growth.  

In addition, Japan may prove ahead of the global curve in finding ways to embrace the benefits of highly 

advanced automation while managing its workforce impacts. Indeed, some measures paint a much 

more positive picture than is often depicted. For example, while aggregate GDP has stagnated in Japan, 

per capita growth metrics have nonetheless managed to rise. While demographics will remain crucial to 

any country’s total growth profile, we will note with interest whether the island nation’s experience in 

the coming years can ultimately challenge the conventional wisdom that economies intrinsically rely on 

younger cohorts to drive not only growth, but standards of living and other important metrics of a 

society’s economic success.  

One crucial economic factor seems clearly at bay across the developed world: until contrary evidence 

emerges, inflation expectations seem likely to remain below trend. Indeed, recent Consumer Price Index 

data in the U.S. indicates inflation below expectations, echoing a downward trend in retail sales. This 

remains a weight on growth expectations—and interest rates—around the world. 

 U.S. Corporate Earnings: Optimism Growing 

Our friends at Evercore ISI Group recently revised their earnings estimate for the S&P 500 upward, 

projecting an acceleration in earnings per share into double-digit territory going into year-end. If 

realized, such data would certainly help justify the rally witnessed year-to-date in U.S. equities, and help 

quell concerns of recessionary pressures looking ahead toward 2018.  

Analyst projections of EPS often prove optimistic, and we at Clear Harbor take a conservative approach 

that balances many factors in evaluating individual stock prospects. While there is indeed evidence of a 

broadly improving U.S. and global corporate earnings environment, we note that energy markets have 

recovered somewhat from extremely depressed levels in 2016. This has lent greater support to 

aggregate reports of earnings: absent this factor, performance appears less impressive.   

 Equity Markets: Location and Large-Caps 

Beyond the headline numbers of the major benchmarks, two recent trends bear mention. 

First, although positive economic news has been fairly widespread both globally and within the U.S., 

international equity performance has been particularly pronounced, with the MSCI All World ex-U.S. 

Index outpacing the S&P 500 by 4.50% to gain 14.5% YTD. This in part reflects global capital flowing to 
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more appealing valuations still available in select markets outside the U.S., and partly to a relaxation of 

investor anxiety over worst-case scenarios initially floated around contentious votes in Europe. 

Second, in U.S. markets the small-cap focused Russell 2000 Index has underperformed the large-cap S&P 

500 by approximately 5% so far this year. In part, this reflects the earnings growth of late from larger 

companies overall, as well as the degree to which small cap valuations had risen into the close of 2016 

to now trade at a 30% premium to their long-term median.   

It also reflects the degree to which a select few mega-cap companies are not only capturing a greater 

proportion of revenues within an index, but forcing a tectonic shift in how industries traditionally 

function. For example, Amazon today is testing the future not only of corner booksellers, but of corner 

grocers—and even Microsoft’s hold on cloud computing. Such companies have established significant 

barriers to entry, operating leverage and legitimate profit potential. 

In addition, the migration toward passive investment strategies has produced a self-reinforcing effect of 

further bolstering the market capitalizations of large companies. While passive investing may very well 

have an important role in many allocation strategies—indeed, Clear Harbor employs a wide range of 

such vehicles on behalf of a many of our clients—the impact of this migration in the aggregate on 

company valuations is too often overlooked.  

 Technology: Under the Microscope  

Despite the correction witnessed in technology stocks earlier this month, the sector has outperformed 

all others YTD by a significant margin. While analyst expectations of further advances over the next 

several quarters may be a bit optimistic, we are far from the fantasy valuations of the dot-com era. 

Many companies at the heart of innovation today are soundly managed and highly profitable; we 

continue to look to the sector as a primary engine of long-term earnings growth, and believe it warrants 

a healthy allocation as part of a broadly diversified equity strategy.  

S&P 500 Sector Level Performance YTD (as of June 23, 2017) 

 

 Emerging Markets: Rising Fast 

We have been incrementally more constructive on emerging market equities over the last several 

quarters. From a macro standpoint, our view has been predicated largely on valuations, demographics, 
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and subdued U.S. interest rates, which translate into lower borrowing costs for dollar-denominated 

corporate borrowers abroad.  

Speaking tactically, we are drawn to smaller companies, which include fewer materials and energy 

companies and instead offer greater exposure to the domestic technology, consumer services and 

financial sectors. While this approach has proved rewarding year-to-date, in the future this strategy may 

correlate more closely to developed markets, where technology has dominated gains of late.   

We believe that diversification into emerging markets is warranted by the fact that these economies 

represent 47% of global GDP, yet capture only 10.8% of global equity market capitalization and 

represent just 3.6% of the average U.S. investor’s equity allocationii. This segment warrants incremental 

allocation in a world of excess money supply and limited investment opportunities. While its recent 

outperformance has stretched valuations somewhat and most likely reduced expected returns over the 

near term, we maintain our long-term commitment to the growth that select markets represent.   

We also note that many companies in the developed world derive a meaningful degree of earnings 

growth from emerging markets. Direct allocations of capital to emerging economies are not the only, 

nor always the best, way to capture exposure to this broad segment of global opportunity.  

 Fixed Income: Flattening Out 

If the big picture in financial markets is one of stocks and bonds rising in unusual tandem, a close-up on 

fixed income reflects a flattening yield curve—and reinforces a picture of benign inflation. This trend 

was witnessed not only in the U.S., but around the developed and swaths of the developing world where 

inflation has faltered of late. Over the course of the second quarter, 10-year sovereign yields fell 24 bp 

(0.24%) in the U.S., 7 bp in Germany, 11 bp in the U.K. and 33 bp in Australia.   

With inflation at bay and most economies still nominally positive or better, public policy or other 

catalysts could yet spark a welcome uptick in growth. However, at this advanced stage in the credit 

cycle, it is difficult to argue that a dramatic steepening of the yield curve is around the corner.  

 Monetary Policy Outlook 

The recent weakening of inflation pressures is weighing on interest rate considerations around the 

globe, and creating new tensions for monetary authorities to consider and resolve. On the one hand, 

economists point to the many perils of unconventionally low rates, and monetary authorities are 

anxious to replenish their “dry powder” so that they will have room to act when the next recession 

comes. On the other, acceptance appears to be growing that a protracted period of lower growth, 

productivity and inflation must spell a shallower trajectory for interest rate rises going forward. 

Perhaps most striking: rates have remained muted even as central bank experiments in quantitative 

easing have receded, official benchmarks such as the Fed Funds Rates have been explicitly raised, and 

equities have continued their climb. Indeed, the phenomenon of persistently low rates is one factor in 

the sustained rise in equity values, since companies themselves benefit from lower borrowing costs. 



 
 

5 
 

Expectations of central bank action are being adjusted accordingly. Here in the U.S., investors who 

gamely accepted two 25 bp rate hikes from the Fed earlier in the year now question clear signals from 

the Fed for another increase by year-end. The legacy of quantitative easing remains vague as well. Just a 

few weeks ago, Fed officials highlighted their desire to begin withdrawing monetary stimulus from the 

real economy and to slow the reinvestment of maturing bonds into the Treasury and mortgage-backed 

markets. We respect the Fed’s determination to do so after a multi-year unconventional asset purchase 

program, but expect the bank to proceed incrementally so as not to spook investors in those markets. 

Elsewhere, accommodative policy seems even more assured. The Bank of Japan maintained their ultra-

dovish posture earlier this month; the European Central Bank is also keeping money cheap in the face of 

low inflation expectations. Data over the coming weeks and months will certainly influence whether the 

Fed errs on the side of its dovish peers, or proceeds with its third rate hike in 2017. 

 Gold 

Gold Bullion Prices as of June 23, 2017

 

Those who insist that gold is an effective and simple hedge against equities will have a hard time 

explaining its 10% gain year-to-date amidst rising prices for other major asset classes. Nonetheless, 

gold’s upward march may echo signals of caution emanating from the bond markets: that global 

uncertainty remains, equity valuations have risen, and the current environment of historically low 

volatility may prove unsustainable.  

In a landmark 1986 paper, co-author Larry Summers argued that gold tends to perform well when other 

asset classes appear unable to deliver attractive returns. At present, investors seem satisfied with the 

prospects for equities to improve earnings, and for bonds to outpace inflation. However, were a 

recession to compromise prospects for equities and lead central banks to hold yields at depressed 

levels, the yellow metal could find a new tailwind.  

Gold may also be responding to the unspoken question of our financial time: in a U.S. and global 

economy challenged both demographically and by debt—particularly at the public sector level—are we 
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monetizing our liabilities? Put another way: are central banks tacitly printing money in an attempt to 

“inflate our way” out of financial commitments that are growing increasingly unsustainable?  

At a macro economic and global monetary level, the Institute for International Finance recently reported 

that public and private debt has risen to 325% of global GDP, making the consequences of a spike in 

rates unpalatable at best. This statistic provides further support for the thesis that global monetary 

policies will remain accommodative relative to historic metrics of inflation and growth for some time. 

 Geopolitics 

Markets so far this year have survived a significant series of political uncertainties. While the vote for 

Macron in France was expected, the U.K. Prime Minister’s decision to hold a “snap” parliamentary 

election ahead of crucial Brexit negotiations with EU officials flopped, costing the Tories their majority 

and potentially crippling political momentum. It also remains to be seen whether the next round of 

Italian elections—always a spectacle—hold the power to disrupt the sanguine response of markets so 

far. 

Here in the U.S., hopes for tax and regulatory reform appear stymied by declining approval ratings for 

President Trump. Complicating matters is the reality that some outcome for healthcare legislation must 

be decided first. Furthermore, after the August recess of any president’s first year, jockeying for 

midterm Congressional races tends to take center stage. For all these reasons, the odds of 

accomplishing tax and regulatory reform in 2017 have diminished but have certainly not dissolved.  

In hindsight, politics more often than not prove relatively insignificant to global financial markets. 

Nevertheless, I harken back to our argument of February 9th of this year that geopolitical uncertainty 

could wreak havoc for an unusual reason: at the moment, the epicenter of such instability rests with the 

world’s largest economies. It is sobering that the primary political caveat to the bull case today remains 

strongest right here in the land where the economic bull case itself is considered most compelling. 

After the many shocks of recent years, today’s low volatility signals to some only that markets are 

resilient. To us, it is a reminder that prudent investors do not react skittishly to headlines, but instead 

consider the full story carefully in evaluating and challenging their long-term financial strategies. 

 

Sincerely, 

 

http://www.clearharboram.com/blog/geopolitical-uncertainty-market-complacency
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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. 

                                                            
i All data is as of close of trading on June 23, 2017. 
ii Source: Goldman Sachs 

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

