
 
 

1 
 

 

 
October 3, 2016 

Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

 
Friend of Clear Harbor, 

The sun has set on another quarter devoid of a Federal Reserve rate increase, helping both U.S. equities 

and fixed income product remain well bid. The S&P 500 rose 3.8% in the period ended Sept. 30, while 

the primary domestic bond benchmark, the Barclays Aggregate Bond Index, gained 0.38%. 

The United Kingdom’s decision to depart the European Union rattled markets earlier in the quarter, and 

on the day of this historic vote we mourned that such a strong American ally would abdicate an 

important diplomatic and economic alliance. But we also articulated that their economy and the world 

growth rate would not shutter as a result. Market participants have since adopted this view. 

Now it is the U.S. election that is fostering uncertainty. The National Federation of Independent Business 

reports that “political climate as a negative factor” has hit a record high; consumer comfort declined last 

week, with similar findings from the ISI/Evercore bank loans survey. Meanwhile, economic data remains 

mixed, suggesting a continued below-trend slog forward. Structural hurdles, including deteriorating 

global demographics and elusive productivity gains, remain in the path of any return to the growth 

trajectory witnessed in the decades prior to the Great Recession of 2008-09.  

While these near-term factors and long-term forces are undeniable, the market repercussions remain 

uncertain. As stewards of client wealth, we must confront these challenges at a moment when asset 

prices in both equity and fixed income asset classes appear historically elevated. Treasury yields are at 

narrow spreads relative to inflation, and equity P/E multiples are above fair value when viewed through 

the prism of actual rather than anticipated earnings.  

We cannot control what the market does, but we can measure current risks and anticipate future risks 

and correlations as they pertain to client portfolio holdings. We continue to seek out—and indeed, to 

successfully identify—opportunities around the world. And we remain vigilant about sentiment, as 

market participants rightly fret about the risks of stretched valuations—and that the unwinding of 

capital flows will not end well when monetary policy eventually begins to normalize.  

 

 

http://clearharboram.com/flash_detail.php?FlashID=73
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Among the more salient developments that inform Clear Harbor’s thinking as we peer toward year-end: 

1. Monetary policy remains easy, but voices for normalization are growing.  

After fostering expectations of at least three rate hikes in 2016, the Fed seems poised to deliver a single 

bump before year-end, most likely at the December meeting after the presidential election. But having 

long asserted that global monetary officials have erred in keeping rates so low for so long, we welcome 

indications of a more hawkish posture that are beginning to emerge. One such indication came last 

week when San Francisco Fed Governor John Williams went further than some of his peers by 

suggesting that he now considers the economy strong enough to accept a rate hike. 

In typical monetary fashion, Williams’s deeper message may be more nuanced. Though his statement on 

its face addressed the U.S. and global economy, it may have been intended to quietly acknowledge the 

limitations and unintended consequences of current policy. These include the excessive risk-taking that 

financial repression promotes, and the counterproductive conditioning of consumers and companies to 

delay, rather than accelerate, economic activity as short-term measures come to be seen as permanent. 

Despite such signals from Williams and others, we have not seen a rate hike since December 2015. Even 

assuming another hike this December, future increases will still likely be gradual. This has not been, and 

will probably not soon resemble, your typical tightening cycle.  

2. Economic data remains mixed.  

Economic data may likewise give the Fed ample leeway to err on the side of a moderate pace. Blended 

data both at home and abroad suggests a mixed picture, with the U.S. on a slow but steady path and 

policymakers from China and Japan signaling stepped-up fiscal and monetary stimulus in the face of risks 

ranging from troubling housing loans to chronically challenged growth prospects. 

The U.S. remains the least troubled, with unemployment claims at multi-decade lows, employers 

courting workers in many job categories, and wages finally showing signs of growth. The breadth of 

housing data remains generally quite strong, mortgage rates remain at historically low levels, and bank 

lending has improved.  

And yet, those who predicate higher equity prices on better data have much to contemplate. Corporate 

earnings among the S&P 500 have lately deteriorated rather than strengthened, employment gains have 

decelerated and wage gains have recently slipped. The steady march of nonfinancial debt—to $46.3 

trillion at the end of the second quarter—represents a gain of 5.1% year-over-year, and nearly 56% 

versus a decade ago. It will hang over households as well as many companies in the years to come. 

3. European bank stresses are real.  

Deutsche Bank is taking its turn in the headlines on the heels of a $14 billion threatened fine from the 

U.S. Justice Department involving the bank’s role in mortgage-backed securities. Several counterparties 

withdrew their confidence and funds; European bank stocks have traded at levels not seen since 2009, 

with the increase in volatility highlighting the continued vulnerability of Italian banks in particular.  
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Still, we do not envision a Lehman Brothers scenario. News of a dramatically reduced fine, to $5.4 

billion, quickly calmed markets. We expect the ECB to address Deutsche’s remaining liquidity needs, 

evaluate solvency, and cast long-deferred attention on capital buffer sufficiency throughout the 

European system. In fact, this episode provides a constructive opportunity to pass needed reforms, 

albeit at the likely near-term cost of consumer confidence and investor sentiment.  

Of course, whether European authorities seize this opportunity remains to be seen. We still view bank 

woes as a risk to the economic trajectory in Europe, with lingering potential for contagion within the 

Continent. And the horizon includes the Eurozone elections and Italian referendum amidst continued 

debate over immigration, and the long-term debate over the precise ramifications of executing Brexit.  

4. Both bonds and traditional “safe haven” equities have grown more expensive.  

The average spread between the consumer price index and the 10-year Treasury over the last half-

century has been 237 basis points; today it stands at just 50 basis points, with bond yields near historic 

lows. Defensive sectors of the equity market, such as utilities and staples, are likewise trading at 

stretched valuations. In both asset classes, these traditional “safe haven” investments have thus taken 

on the risk of somewhat elevated pricing.  

The broader U.S. equity market is trading at multiples of trailing earnings that are shy of nosebleed 

levels, but here too, stocks have assumed a profile of higher risk for each increment of desired return 

than one year ago. Low interest rates have collapsed the so-called “risk premium” conventionally 

ascribed to equities relative to Treasuries. We believe the collapse of this premium has been the most 

significant driver of higher equity prices over the last several years—including the third quarter of 2016. 

5. Can equities keep rising on multiple expansion?  

In a world of asset prices driven largely by rock-bottom interest rates and the TINA phenomenon—the 

sense among money managers that “there is no alternative” to embracing greater risk than is 

desirable—past monetary tightening cycles offer few lessons for where equities may go next. Should the 

Fed raise rates in December as expected, the transition from a liquidity-driven, low-volatility rally to self-

sustaining, earnings-driven results may prove neither smooth, nor the resulting gains sufficient, for 

investors accustomed to years of complacency underwritten by central banks.  

At the same time, we recognize market realities. Equities can certainly continue to trend higher on a 

combination of wider price-to-earnings multiples and rising earnings. But at present, hedge fund 

managers and ordinary retail investors—two groups that often occupy opposing camps—are both 

exhibiting cautious sentiment in the face of extended valuations and visible economic headwinds. 

6. Lazy uses for easy money are dwindling.  

Against this complex and difficult monetary, economic and financial backdrop, we are hardly surprised 

that corporations have pursued—and investors have accepted—an acceleration in financial engineering 

rather than investing in business growth. It is easier, and perceived to be less risky, to simply issue cheap 

debt to buy back shares or offer dividends than it is to innovate, compete and increase profits. 
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But the easy path higher for buybacks, like that of capital markets generally, may be nearing an end. The 

graph below suggests a deceleration in buybacks over the course of Q2 2016 to the lowest level since Q3 

2013. Since buybacks contributed 90 basis points to quarterly earnings growth over the last four years, 

any deceleration is an incremental headwind to earnings going forward. It is another measure by which 

we consider average analyst earnings expectations for 2016 and 2017 to be too aggressive.   

 
Source: Evercore ISI 

7. We have reduced duration in portfolios in conventional and unconventional ways.  

One of the great investment faux pas investors have made over the last several years and even decades 

was to insist on a substantially lower average weighted duration for bonds than that of the overall fixed 

income market and related benchmark, the Barclays Aggregate. The result has been investors leaving 

money on the table, accepting the lower returns of shorter-dated issuance even as longer-dated 

securities held (and indeed increased) their value for far longer than market participants expected. 

While the team at Clear Harbor has not precisely captured every pulse of the market, our unconstrained 

Fixed and Alternative Income strategy for several years has reflected an average duration that was near 

to, or even longer than, the benchmark’s. To be sure, our approach evolved as we grappled with the 

impacts of unprecedented monetary easing on inflation. But we have largely stayed the course, finding 

that the income and correlation characteristics of maintaining a longer-duration portfolio outweighed 

the risks of short-duration bonds, particularly in the context of a multi-asset class portfolio. 

This view has produced tail winds to date. However, recent months have prompted us to recalibrate and 

reduce our duration exposure within the asset class. We do not expect the Fed to raise rates 

precipitously and are not bearish on bonds, but recognize that the bull market in the asset class—now 

35 years and counting—is aging. It presents ever-diminishing potential upside for longer-dated issuance 

on a purely mathematical basis. 
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Note also that a multi-asset class portfolio offers ways to reduce duration without eliminating long bond 

positions and the ballast and certainty of income that they offer to maturity. Within our Fixed and 

Alternative Income strategy, we have reduced or removed preferred equities, which represent not only 

long-duration exposure but also equity and credit exposure. Reducing such exposures can be a very 

appealing route for a number of preferred equities that are now trading at historically expensive levels. 

One size certainly does not fit all: before implementing this view within a given client portfolio, we must 

consider the implications of any taxable event generated, as well as the after-tax cost of transferring the 

proceeds to a given alternative income-bearing allocation with more desirable characteristics. 

8. The OPEC story may be less than it seems. 

News that OPEC has agreed on its first cut in output in eight years sent both debt and shares in the 

sector immediately higher. Clear Harbor remains vigilant as risks and opportunities ebb and flow 

continually in this sector. Inventories are still quite elevated, and we believe the cartel is less influential 

on the fundamental supply-demand dynamics of crude than ever before. Ultimately, the announcement 

may prove to be a largely symbolic attempt to muscle the expectations of speculators after years of 

waning leverage over total global production. 

9. Alternative strategies. 

While markets in general appear to keep “climbing a wall of worry,” Clear Harbor continues to scour 

equities for select pockets of particular value in sectors ranging from technology to consumer products 

and financial services. We are also finding opportunities to allocate capital to investment strategies that 

we believe should provide returns that are uncorrelated to equities and traditional bonds.  

Examples include merger arbitrage strategies, where positive returns are dependent on the completion 

of already-announced merger transactions, and insurance-linked securities funds, which earn returns by 

assuming a broad range of risks in the insurance market. Components of the mortgage market, separate 

and apart from traditional REITs, also present compelling opportunities. We believe the risk and return 

of each strategy will evolve independently of broader equity and bond market risk factors; their 

inclusion in a portfolio can thus help lower overall risk without necessarily sacrificing return.   

 

* 

 

Our firm strategies have performed well year-to-date. Clients have experienced continued significant 

gains in our water and natural gas distribution utilities this year; recently we have rebalanced this 

segment where appropriate as valuations rose substantially. We also welcomed the significant rise in 

semiconductors, and consider this a multi-year trend. In short: Our belief in relative value and 

investment opportunity is alive and well, and we maintain an opportunistic eye even in areas of the U.S. 

and global investment landscape that conventional wisdom has yet to recognize.  
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Even considered broadly, an incrementally more hawkish Fed could serve to attract fund flows from 

abroad, helping drive asset prices to more expensive levels. While this amounts to making the bear case 

for a bull market, realists recognize that this has been the investment story of the last seven years.  

What is important at this point—with U.S. equity markets up some 250% from their generational lows—

is that while some risks have been significantly mitigated, any number of others have not gone away. 

And while we haven’t positioned most clients for a worst-case scenario, we remain concerned that 

earnings in key economies—particularly the U.S.—will continue to disappoint, even as inflation and GDP 

growth remain weak.   

The impacts of political change on the economic equation will soon be known as well, offering a new 

catalyst after a multi-year rebound in prices and earnings driven largely by the most aggressive 

monetary easing in the history of the world. With the benefits of that easing now plainly diminished and 

monetary policy finally in the slow process of normalization, it is time for tax reform and fiscal stimulus 

to lead the policy charge. A productive working relationship between the next Congress and the next 

president could attract foreign earnings back to the U.S., provide much-needed infrastructure spending, 

and perhaps even generate a dialogue about tax reform. We shall see. 

Even amidst complex asset-class and sector cross-currents, we believe the most fundamental step in 

managing wealth is to candidly identify client risk appetite and return needs. Those who fail to accept 

the emotional impact of portfolio volatility on investment decisions have historically underperformed 

markets by a wide margin.  

One recent study found that from 1991-2010, the average stock mutual fund investor achieved gains of 

only 3.8% annually, even though the average stock mutual fund returned 9.9%. This very significant 

difference arose because, when market volatility tested investors’ will, those who had taken on more 

risk than they could tolerate lacked the discipline to remain invested.  

All of us at Clear Harbor are committed to bringing our experience, discipline and focus to bear on 

achieving your wealth management objectives. We look forward to our next discussion with you, 

whether it concerns a change in professional or family status, estate planning needs, other factors that 

affect your investing goals—or simply a question about the unforgiving corners of today’s market. 

Sincerely, 
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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/

