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September 30, 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 fourth quarter. 

While recent months have seemed defined by hurricanes, wildfires and North Korean saber-rattling, 
financial markets have proved remarkably resilient. Indeed, even as the world witnessed the destruction 
in Texas, Florida and across the Caribbean, several key asset classes continued their upward trend. 

The markets’ march higher is not without reason. Earnings continue to improve across an impressive 
complement of major markets, including the U.S., Europe, Japan and emerging markets. The broader 
economic environment remains one of subdued inflation readings, elevated business and consumer 
sentiment, improved employment data, expanded global manufacturing, and increased retail sales. At 
the same time, low volatility in equity markets has coaxed incrementally more positive capital flows 
from investors, further bolstering price-to-earnings multiples and year-to-date returns.  

While we certainly prefer stronger results to sagging ones and economic sunshine to hurricanes, 
investing—like storm preparation—requires continuous monitoring and planning to anticipate possible 
shifts. In fact, periods of good weather are precisely the time to assess the prospects of significant 
storms on the investment horizon, and to prepare accordingly.  

Economy and Markets 

Over the last few quarters we have discussed the emergence of a more synchronized growth landscape 
in both developed and emerging economies, and the global recovery now appears well underway. The 
consensus projection is currently for full-year global GDP growth to accelerate to 3.2% in 2017, with a 
broad swath of emerging market economies leading the way and developed markets contributing to 
above-trend growth as well.1 Earnings have followed suit broadly in services and manufacturing sectors 
alike. Even in historically slow-growth Japan, 70% of companies have exceeded analyst estimates year-
to-date.  

                                                           
1All data is as of close of trading on September 29, 2017. 
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We are encouraged to see this. Investors around the world are as well, and have responded with a 
renewed embrace of risk: while the main U.S. benchmark, the S&P 500, is better on the year by a 
substantial 14.2%, the broader MSCI All-World ex-U.S. Index is up a whopping 21.6%.  

What is particularly encouraging is that the upward trajectory in equity markets has come despite recent 
strides toward monetary normalization. In the U.S., a retreat from the Federal Reserve’s longstanding 
crisis posture is already underway—albeit more slowly than some expected or desired—and discussions 
are now beginning at the European Central Bank. It was not long ago that mere mention of monetary 
normalization by policymakers could, and sometimes did, spark a selloff in equities and credit, creating a 
flight to safety that helped the U.S. outperform. Clearly, investors are instead choosing to spread their 
wings, and explore new territory more than they have in some time. 

Monetary and Interest Rate Considerations 

The Fed has announced that they will soon start to allow assets on their balance sheet to mature at a 
rate of about $10 billion per month. While this may mark the beginning of the end of extraordinary 
measures such as quantitative easing, conventional monetary policy remains highly accommodative. 
Funds rates are still well below target inflation rates in nearly every major global region. Central banks 
have maintained this posture even in the face of healthy economic growth in an attempt to revive 
inflation, which remains stubbornly below trend.  

Despite perennial predictions of a more consistent ratcheting higher in the Fed Funds rate, monetary 
policy is unlikely to tighten according to a traditional playbook unless and until inflation itself gains 
steam. In particular, the lack of wage growth continues to frustrate policy markers at home and abroad.  

One constructive data point emerged in the most recent U.S. measure of inflation, which finally 
accelerated in August after five months of readings below analyst expectations. However, dovishness 
may yet reign for additional quarters and perhaps years. The Japanese experience of fighting 
deflationary pressures stands as a stark reminder to the Fed that acting too cautiously in easing policy 
can prove more debilitating, and that returning too quickly to a hawkish stance can stifle a recovery.  

10-Year US Treasury Yields YTD 
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Indeed, in what has become an annual ritual in recent years, warnings from Wall Street analysts in 
January have again been followed—at least so far—by a notably strong year for the entire asset class. 
The U.S. fixed income benchmark, the Bloomberg Barclays Aggregate Bond Index, rose by approximately 
0.85% over the course of the third quarter and is now better by nearly 3.1% year-to-date. Credit markets 
have likewise marched higher, with the U.S. High-Yield Index better by 7.0% year-to-date.  

While we were able to capture these favorable prevailing winds, we caution clients that current 
employment and growth trends are reducing slack in the labor market significantly, increasing prospects 
for wage inflation and constrained bond prices in the coming quarters. Our team remains sensitive to 
overall fixed-income portfolio duration, and anticipates that while four rate hikes through 2018 may 
prove optimistic, at least two hikes of 25 basis points remain highly likely. 

Across the proverbial pond, the European Central Bank has also remained relatively dovish as it faces 
inflation that, while trending higher, is still decisively below its target. Even as we continue to worry 
about the health of the European banking sector, recent credit growth data has been encouraging for 
the overall economy and particularly the manufacturing sector.   

Next month the ECB will revisit its own asset-purchase program, which in 2016 helped maintain a broad 
swath of the region’s sovereign debt at negative rates of interest. An unwinding of these extremely 
accommodative policies may well send Eurozone bond yields higher. To the extent that we have 
allocated client capital to the Eurozone, we have emphasized active management since owning broad 
fixed-income benchmarks in the region currently generates a yield-to-maturity of scarcely 0.56%.   

Commodities & Currency Impacts 

On the currency front, the U.S. dollar has weakened year-to-date by approximately 9%. While such a 
move is significant and bears watching, the greenback continues to trade above its 5-year average. At 
the same time, after two years of lackluster growth and subdued inflation, recently renewed strength in 
the Eurozone economy has prompted the euro currency to rally some 12% YTD year-to-date. Taken 
together, we see these moves as a healthy feature of the increasingly synchronized global growth story 
rather than a signal of trouble in one region or another. 

Euro strength represents a headwind to Eurozone exporters. However, we believe the balance of 
economic data remains in favor of Europe’s developed and emerging economies, with consumer and 
business confidence rising and earnings trended nicely. We remain constructive on Europe, and see 
reasonable valuations there relative to the U.S. on the equity side. Within fixed income, we remain 
overweight the U.S. relative to Europe. We believe a significant allocation carries risks amidst historically 
low rates and the possibility of higher inflation.   

In Japan, where the fight against deflation has raged longest, extraordinarily easy monetary conditions 
seem poised to continue despite a recent series of strong growth and earnings data. This supports our 
conviction that the yen may weaken further from current levels, helping attract capital to the island 
nation’s export-heavy equity market—and contributing another piece of the global growth puzzle.  

 



 
 

4 
 

Brent Crude Prices—Last 5 Years 

 

The quarterly rebound in commodities has proven quite noticeable, with copper rallying 9% and crude 
better by more than 20% since June. The rise in commodities reflects an improving supply and demand 
profile coupled with a boost from the weaker U.S. dollar.  

Crude oil, too, has moved notably higher over the last quarter due to the lower dollar, as well as to 
declining inventories, expectations of continued OPEC production cuts and incrementally stronger 
demand. Continued strength in oil and gas prices could boost a sector that has been a drag on the S&P 
500 for the last few years. 

Portfolio Considerations 

Despite strength in key asset classes so far this year, we remain vigilant on areas of particular risk 
embedded in each client’s overall wealth picture. Low levels of volatility on the heels of consistently 
positive economic data both home and abroad have allowed for price-to-earnings multiples to expand 
across the globe. Geopolitical risks, though quite salient this summer, had very little impact on markets 
so far this year. It is the nature of such risks to manifest themselves in market moves very suddenly—a 
fact of human nature that we take into careful account in constructing portfolios. 

We believe several factors favor allocations to the financial sector. One is loan growth arising from 
economic expansion. Another is the likelihood of “yield curve steepening” as monetary policy officials—
particularly the Fed—wait for inflation and economic data to gain steam before tightening. This should 
help banks by expanding net-interest margins.  

On the other hand, as monetary accommodation recedes, we will remain cautious of sectors that 
benefited from the “reach for yield” from consumer staples companies deemed safe. While we consider 
many such companies to be well positioned for growth as the global economy expands, we are mindful 
that valuations within this segment of the equity market are stretched.  

 

 



 
 

5 
 

Stocks, Growth and the Factory Floor 

“Lean” manufacturing initiatives continue to bring extraordinary efficiencies to the factory floor, 
including a substantial reduction in inventory needed and a supply chain more responsive to changes in 
demand. For example, at Caterpillar's investor day this month, executives forecast that when the 
company’s annual sales recover to a base level of $55 billion, operating margins will be 2-5% higher than 
the last time sales were at that level—moving from roughly 12% in the past to a record 14- 17%, if not 
higher.  

We are not making a case for a market devoid of correction, or an economy devoid of recession. In fact, 
the irony of a manufacturing renaissance in the U.S. is that it is unlikely to bring the same jobs and 
economic boost traditionally associated with the sector. This has political and economic consequences 
that we—as investors and as a society—are just beginning to ponder. However, we do believe that a less 
volatile and more predictable economy can support higher equity valuations and greater multiples than 
are currently the case, even in an environment of slower job creation and economic growth. 

Update on Positive Corporate Governance Trends in Japan 

We have often highlighted that the Japanese economy is dependent on allowing more inflows of 
residents and significant corporate governance reform. This is also the view long expressed by Prime 
Minister Shinzo Abe. Happily, progress is being made on both fronts. 

Not only are the number of new Japanese residents rising well above historical patterns, but the 
composition of corporate boards is improving. According to BCA Research, in the three years from 2013 
to 2016 the share of independent directors rose from 18% to 79%. Over the same period, the number of 
companies that link compensation to performance rose from 640 to 941. We expect these trends to 
continue, and to provide a positive earnings backdrop in Japan in the coming quarters and even years.    

Geopolitical Update 

While we, like most of you, are quite concerned about so many geopolitical uncertainties of late, we do 
not see any one of them immediately impacting markets. Clearly, a rogue North Korea provides little 
comfort to market observers. However, it would appear that a military intervention on the part of the 
U.S. and its allies is unlikely as the catastrophic loss of life not only on the Korean peninsula but perhaps 
in other regions such as Japan would prove far too costly. We maintain a watchful eye toward this 
region as well as other areas of friction. 

In Europe, we took note of the recent German parliamentary elections which returned Angela Merkel’s 
party (CDU) to power even as right-leaning populist support surprisingly surged. While this outcome 
maintains the status quo in some respects, evidence of an underlying populist angst among meaningful 
segments of the German electorate may present headwind to negotiations underway within the 
Eurozone on further integration on such matters as banking regulation.  
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In the U.S., the possibility of tax reform is a tantalizing prospect that could be incrementally positive for 
asset prices. However, we are mindful of the many hurdles to a successful reform package, and reluctant 
to predicate any allocation decisions on such prospects. 

Where The Rubber Meets The Road At Clear Harbor 

Each client has unique circumstances and objectives that require customized solutions across a range of 
wealth management disciplines. In just the last few weeks, we have had conversations with clients 
about subjects including: 

• Comprehensive estate planning 
• Personal cash flow analysis   
• Career transition  
• Business succession planning 
• Establishing a more effective employer-based 401K 
• Transitioning from work to retirement 

Every member of the Clear Harbor team is committed to developing, implementing and monitoring a 
unique roadmap toward achieving the financial goals of each individual, family or organization who puts 
their trust in us. On behalf of all of us, I thank you for the opportunity to listen, advise, and establish a 
lifelong partnership with you. 

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 those 
of Aaron Kennon and may differ from those of other employees and affiliates of Clear Harbor Asset Management 
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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/

