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September 28, 2018 

Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

 
Friend of Clear Harbor, 

As market participants peer toward year-end, they remain unsure of exactly how and when the 

concerns that have dominated 2018 will come to a head. Trade tensions between the U.S. and China, 

geopolitical risks ranging from North Korea to Iran to Great Britain, and a prevailing view that the 

longest economic recovery in our history must eventually end would all seem to weigh on investor 

optimism. Yet even as international markets struggle to find the traction they enjoyed last year, U.S. 

equity markets continue to defy prognostications from pundits. 

• Still Worried…But Still Climbing 

The degree of divergence between U.S. and international equity indices is both pronounced and 

somewhat unusual. U.S. large caps have gained 10.55% year-to-date, while small caps have rallied a 

notable 11.17%.1 In contrast, non-U.S. equities (as captured by the MSCI All-World Index) have declined 

2.23%. This divergence is also evident in currency and fund flows: the U.S. dollar has strengthened 3% 

versus the DXY benchmark of global currencies, as higher bond yields attracted capital from abroad. 

This contrast in performance reflects the markedly stronger economic picture in the U.S. versus its 

global peers. Consumer data, business sentiment and steady employment gains all signal that the U.S. 

economy is humming along above long-term trends and capacity. Even the oft-lamented shallowness of 

much of the recovery to date has helped to prolong it, as we have experienced few of the “boom cycle” 

spending or inventory excesses that often lead to recessions.  

At the same time, corporate earnings have trended smartly positive all year, providing tangible 

justification for the bull thesis even as we test all-time highs in major U.S. equity benchmarks. With a 

forward P/E of approximately 16.5, the S&P 500 remains far from nosebleed levels when compared with 

previous market peaks of the past several decades. 

All this positive data has kept the Federal Reserve on a clear track to continue raising rates for the rest of 

this year and through 2019. While this path toward policy normalization helps validate confidence in 

U.S. economic prospects, we see some downside risk if the drumbeat of rate increases comes to 

                                                           
1 Closing prices as of September 27, 2018. 
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outpace actual growth. A Fed funds rate that crosses above the perceived “neutral rate” could invite 

recession; the Fed may temper its pace of hikes significantly if inflation remains at bay and economic 

conditions show any sign of weakness. We will keep a watchful eye on these important trends. 

• The Global Picture 

Our enthusiasm about the trends underpinning the U.S. economy are balanced by concerns including 

the strength of the dollar and structural imbalances in key economies. Nevertheless, our base case still 

holds cautious optimism that global growth can remain steady.  

China warrants particular attention. Growth in the world’s most populous nation could be checked by 

non-performing loans or by an escalation in its trade disputes with the U.S. In fact, our base case 

envisions a trade spat to be somewhat prolonged, as both sides maneuver for public perception. 

However, we believe that the ultimate scope of tariffs may bump against both structural and political 

limits. (For example, China’s ability to match U.S. tariffs is limited by the much smaller pool of imports 

from the U.S. that they can tax.)  

It is often overlooked that the vast majority of exports from China to the U.S. are driven by U.S.-

domiciled companies with manufacturing hubs within the communist country. As a result, tariffs 

intended to pressure Chinese workers risk putting equal stress on a broad swath of U.S. companies. We 

therefore look for political pressure to limit the degree to which hawkish rhetoric might translate into 

policy actions. We also take heart from recent progress in trade talks with South Korea, which may yet 

provide a rough template for other agreements as the Trump administration pursues its agenda on a 

bilateral basis not only with China, but with Mexico, Canada and the European Union.  

At the same time, China’s own government is taking measures to stimulate their economy, primarily 

through an incrementally weaker currency, a reduction in lending standards, and a reduction in interest 

rates driven by central bank policy. This could benefit infrastructure spending. However, any 

deterioration of the current trade spat with the U.S. into a more significant economic skirmish would 

create significant headwinds to the overall corporate earnings picture in China. Conversely, any 

improvement in trade relations could provide a welcome tailwind to the world’s second-largest 

economy and its equity market, which has lost momentum of late. 

In Japan, Prime Minister Shinzo Abe recently won re-election and now is on track to become the longest-

serving leader in the island nation’s modern history. His economic stimulus policies and easy monetary 

approach are most likely to continue for quite some time.  

The Japanese equity market has outperformed that of the non-US equity market not only since Abe’s re-

election in mid-September, but throughout the year. We believe that a welcome rise in household debt 

in this nation of notorious savers, along with higher wages and corporate spending, is poised to continue 

to lift consumption and growth. We expect Japan to remain one of the last major economies to maintain 

a near-zero interest rate policy in order to stimulate and reflate their economy, and look for its 

beneficial impact to continue. 
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In Europe, earnings growth has faltered year-to-date on the margin. However, recent surveys of 

corporation sales have stabilized and even shown signs of creeping up, most notably in a significant 

surge in auto sales for August. That this occurred on the heels of an increase in the regulatory 

environment for carmakers increases our conviction that Continental consumers are finding their 

footing. Even UK markets could stabilize in the coming weeks and months: although recent headlines 

highlight a stalemate between the UK and the EU over Brexit, eventual progress in these challenging 

negotiations could serve as a catalyst for bolstering pound sterling and UK equity markets.  

Emerging market economies now represent approximately 40% of global GDP, and on balance, earnings 

trends in the sector remain relatively robust. However, currency volatility has punished equity 

benchmarks across a swath of nations from Russia and Turkey to Argentina and beyond. While the 

importance and appeal of the EM universe for many investors has increased, the risks inherent in these 

markets remains real.  

Diversification, position size, selection of investment vehicles, and hedging considerations are all of 

critical importance in any portfolio with exposure to equities and credit within EM. Nevertheless, rooted 

in compelling demographics, these regions continue to represent strong long-term earnings growth 

expectations—and significant opportunities for the patient investor.   

• Decoding the Fixed Income Message 

The U.S. bond market has certainly responded to positive economic data and the rise in the Fed funds 

rate. Since short-term rates have adjusted more quickly and markedly than long-term rates, this has 

caused some to worry that we are nearing an inverted yield curve. Historically, such a condition signals a 

bearish concern that longer-term growth will prove insufficient to sustain interest rates at current levels. 

We believe that other factors more fully explain today’s flattening curve. First, the recovery from the 

extraordinarily low interest-rate environment of the past decade was always going to begin with the Fed 

funds rate, which is a short-term rate. In contrast, demand from many traditional buyers of longer-dated 

Treasuries is inherently stable. Second, investor calm “further out the curve” is particularly 

understandable with inflation at or below the Fed’s target threshold, as it remains today.  

Finally, U.S. rates of any duration are not evaluated in a vacuum: they are continuously compared with 

similar securities issued by other developed-market nations. On both an absolute and relative basis, U.S. 

Treasuries of any duration appear to provide a compelling value for global bond investors today. These 

are reassuring considerations as short-term rates start to catch up with those of longer-dated securities. 

• Investment Grade and High Yield Bonds 

We believe investment grade bonds—particularly U.S. sovereign debt securities—provide an important 

ballast within the context of a diversified and balanced client portfolio. Yes, such bonds offer lower 

anticipated returns than equities. However, a well-diversified, high-grade bond portfolio can reduce 

overall portfolio volatility. This can allow otherwise skittish investors to retain allocations to other asset 

classes and sectors that may carry higher anticipated volatility, but also higher returns.    
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Outside investment grade bonds, we reiterate that high yield presents equity-like risk within the asset 

class. In investment jargon, this means that the sector has a higher “beta” to equities than to, for 

example, 10-year Treasuries. This frames our thinking as we contemplate the embedded and anticipated 

risks across an entire portfolio.  

At times, high yield offers intriguing opportunities relative to other anticipated returns from investments 

across both fixed income and equities. However, we do not consider current opportunities within high 

yield particularly compelling, as credit spreads and default rates rest at historically low levels. Exceptions 

to this view may present themselves: unique opportunities can emerge from abrupt disruptions in the 

market. But for now, we remain less than fixated on the sector. 

• Oil 

Oil prices continued the upward trend higher that began after the 2014 crash in which Brent crude 

prices collapse from $115 per barrel to $28 per barrel. Today oil stands at approximately $81 per barrel, 

a price supported by falling inventories, relatively robust global demand, and the emergence of a few 

key supply bottlenecks (most notably, transportation challenges in bringing crude to market from the 

Permian Basin in Texas).  

While we are not shying away from oil and gas companies, we are reminded that the sector has 

historically underperformed broader equity benchmarks. Rather than shun the sector altogether, we 

seek out highly disciplined operators that have a proven track record of prudent capital allocation. 

Indeed, producers that expanded their balance sheets during the boom period prior to the June 2014 

peak, yet have witnessed lackluster cash flow and production growth as oil has rebounded, have seen 

their stock prices significantly underperform the commodity ever since.   
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• Market breadth 

Part of prudent investing lies in distinguishing conventional wisdom from actual wisdom. At present, this 

requires examining oft-heard concerns about “market breadth.” 

It seems almost daily that I hear or read that gains in U.S. equities have been concentrated in a handful 

of the largest companies, and that most other stocks are languishing. This could not be further from the 

truth: both the market-cap weighted S&P 500 and the equal-weighted S&P 500 are at all-time high 

levels. This suggests that the rally in U.S. equities has proven broader than many realize. 

Where performance has proven most divergent this year is at the geographical level: the non-US market 

has indeed underperformed the broad U.S. market by approximately 12.78% year-to-date. Yet in 2017, 

the non-U.S. market outperformed by some 6.1%.2 

* 

While I am hesitant to wade into today’s roiling political waters, ignoring the risks inherent in this fall’s 

midterm elections would approach malpractice. A better-than-expected showing from Republicans 

would restore momentum to the policy prescriptives of the Trump Administration on issues ranging 

from trade and financial regulatory reform to the implementation of the new tax law.  

On the other hand, should the conventional wisdom prove correct—Democrats recapture the House of 

Representatives; Republicans maintain a slim majority in the Senate—gridlock could return in force. And 

a larger Democratic turnover in the House—let alone a possible change of hands in the Senate—would 

embolden an agenda diametrically at odds with the current course emanating from the White House.  

Of more fundamental concern than any specific policy choices are the underlying divisions in our society 

that drive political polarization. Today, many yearn for a return to a bipartisan approach to relationship-

building. But our poisoned political well can only discourage good people from entering the arena—

which is the only long-term solution to the near-mockery of governance now practiced in Washington.  

Things were never perfect: politics has always been a rough-and-tumble game played by flawed, deeply 

ambitious individuals. But that game has devolved into a knife fight with no room for the kinds of deals 

once struck by Ronald Reagan and Tip O’Neill. Such compromises—the 1986 tax deal is an excellent 

example—laid the foundation for a generation of prosperity at home, and a unified front as we stared 

down the Soviet Union. Where Bob Dole and Sam Nunn sparred under the even-handed observation of 

Walter Cronkite, today’s partisans merely retreat to their respective media camps to re-arm. 

There is a great deal of blame to go around. It extends from K Street offices to the halls of universities, 

and all the way to our own dinner tables. Each of us must take responsibility for our own demeanor, 

particularly in how we approach those with whom we disagree. Someone unable to resist the echo-

                                                           
2 The S&P 500 Index and the MSCI All-World ex-U.S. Index were used in this analysis. 
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chambered distraction of “news by cellphone” is most likely poorly prepared to meet the demands of 

informed citizenship. The onus is on each of us to do better. Only then can we ask more of our leaders. 

* 

As I look forward to the fall colors here in New England, I remain committed to do our utmost as 

stewards of client wealth and your own financial roadmap. In our work at Clear Harbor, we always strive 

to provide our clients with the most objective understanding possible of their financial picture, and to 

partner with families in working through their complex financial lives. None of us can do this alone. 

We remain awed by the responsibility and trust you have placed in us. Never hesitate to reach out with 

questions, reflections or concerns as we look toward the final quarter of this often tumultuous year. 

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 

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 

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


