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June 30, 2016 
 
Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

 
Friend of Clear Harbor, 

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

As I wrote last week, the U.K. vote to leave the European Union (“Brexit”) took complacent investors by 

storm. It shook global equities: even U.S. stocks stalled their run toward the high water mark struck in 

May 2015, while a flight to safety boosted sovereign and investment-grade bond prices. Currency 

volatility was pronounced both before and after the historic event, as pound sterling plunged and the 

euro edged lower; the dollar and yen rose. 

From a purely financial standpoint, Brexit does not, in and of itself, represent the type of liquidity crisis 

that characterized the failure of Lehman Brothers in 2009: indeed, while the pound seems likely to 

remain depressed, U.K. equities today stand higher than they did before the vote. 

            

While UK equities (left) recovered quickly to near-record levels, the pound (right) remains near record lows following the Brexit vote. 

(Source: Bloomberg LP) 

Economically, Brexit simply presents an additional headwind among many others. But it risks further 

fractures within the EU, and unrest within the European Monetary Union as well.  

Let us not lose sight of the EU’s historical purpose. It was formed out of the conviction that a united 

Europe would help preserve peace in the wake of World War II, and has proved a great success on this 

account. Membership in the 28-nation pact has since enhanced the U.K.’s constructive and stabilizing 

http://clearharboram.com/flash_detail.php?FlashID=73
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influence on European and global affairs. We embrace the view that the world is less safe, and the U.K. 

economy less strong, without the U.K.’s participation.  

The political drive behind such a portentous split extends far beyond Britain, and demands recognition. 

The opacity of the EU bureaucracy has impaired public confidence over its efficacy and accountability, 

and citizens across broad swaths of Europe insist that the partial transfer of national sovereignty to 

unelected officials in Brussels is no longer tolerable.  

The political tectonic plates are also moving in response to the failure of policymakers and elected 

officials to deliver sufficient growth. With bloated debt loads further hampering governments from 

delivering promised services across the broad spectrum of social welfare programs, the populist wave is 

now felt from Sweden to Greece, Poland to Italy, and beyond.   

Parliamentary elections in Spain this past week continued to reflect strains of Euroskepticism, while the 

right-wing French leader Marine Le Pen is now calling for an outright referendum on “Frexit.” Of course, 

Americans have expressed similar frustrations through millions of primary votes for Sen. Bernie Sanders 

and Donald Trump.  

The paradox of today’s populist momentum is that it demands policies that would protract the tepid 

recovery witnessed since the crash, further constrain officials—and thus fuel frustration with the status 

quo. That disappointing reality, more than any direct financial linkage, is what connects our current 

economic moment with the financial collapse that is now nearly a decade in the rear-view mirror.  

Market Review 

Although Brexit roiled markets around the world, divergences have been significant. In the U.S., year-to-

date performancei of the S&P 500 is by 2.4%; certain defensive sectors, such as telecom and utilities, 

have actually managed significant positive returns of 20-23%. Cyclicals have fared worse, with  

technology and financials off by 1-5%. The picture outside the U.S. is less sanguine, with the MSCI All-

World ex-U.S. Index down 1.0%. 

Despite negative equity markets, soft commodities such as sugar, corn and soybeans have come back to 

life with gains of as much as a third. Brent crude oil has demonstrated important progress in its 

bottoming process with a gain of 32%, while gold has benefited as a safe haven, rising 25%. 

Within fixed income, the key U.S. benchmark, the Barclays Aggregate Bond Index, has trended higher by 

5.1%, reflecting lower interest rates and tighter credit spreads. In fact, despite the Federal Reserve’s 

decision last December to raise rates for the first time since 2007, 10-year U.S. Treasury yields have 

traded from 2.26% down to approximately 1.50% so far this year—just 11bp above its low in 2012. 

While a recession in the coming year may still seem unlikely in the U.S., such moves from the bond 

market suggest that inflation and global growth remain challenged—and that we should keep our foot 

off the equity accelerator pedal. At a minimum, the tension between the shimmerings of long-sought 

growth in some regions and persistent frustrations in producing it elsewhere pose new predicaments for 

global monetary authorities. Options are falling short—and running low. 
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Monetary Update 

Low rates, such as those in the U.S. today, are a traditional central bank response to weak economic 

conditions. In the face of the Great Recession of 2008-2009, monetary authorities went further, crafting 

“quantitative easing” (QE) programs of asset purchases to drive rates down even more. This approach 

appears to have benefited the U.S., which ended its QE program in the face of weakly, but persistently, 

rising employment and inflation measures. 

In other regions, growth has yet to materialize. This is even true in Japan, where Prime Minister Shinzo 

Abe has implemented meaningful fiscal reforms—and where the Bank of Japan is purchasing assets so 

aggressively that the central bank is now a top 10 shareholder in some 90 percent of the companies in 

the Nikkei 225 Index. According to Bloomberg, the central bank owns more Japanese blue-chip equities 

than both BlackRock Inc., the largest money manager in the world, and Vanguard Group, with more than 

$3 trillion in assets. These are far from normal times.   

I highlight Japan because its economic experience points to secular stagnation, not cyclical factors, as a 

leading culprit in sluggish growth there—and global demographic trends suggest that other nations are 

not far behind. Each nation is unique, but an aging working-age population, lower (or even declining) 

population growth, and elusive productivity gains are on the horizon across the developed world. U.S. 

immigration policy so far has blunted the slope of these trends here, but across much of Europe, a 

similar image will be reflected in the coming decades. 

What more can monetary policy accomplish against such a backdrop? With both traditional and 

extraordinary measures exhausted, some developed nations are now pursuing the ultimate in easy 

money policy: negative interest rates. In Japan, along with Germany, Switzerland and a few others, 

savers now pay for the privilege of holding 10-year sovereign debt—a total of more than $11.7 trillion  in 

government securities worldwide.  

(Some in Japan are even contemplating monetary financing of direct fiscal stimulus to individuals and 

households—an outlier view today that may yet gain acceptance in time. Are deposits to personal bank 

accounts so very different from the tax rebate checks issued by the George W. Bush administration?) 

The embrace of negative rates crosses a frightful new line, and no doubt will prompt some capital to 

abandon regional banking systems to seek yield elsewhere. Significantly, Fed Chair Janet Yellen has 

rejected this approach for the United States. She has publicly recognized the role of secular stagnation in 

current global conditions, and the limits of monetary policy to fix it. 

Meanwhile, retirees and other savers have been run over by monetary policy makers: years of low yields 

(and the higher risks that come with the scramble for yield) have left many unable to spend as they had 

hoped to at this point in their lives. A simple reversal of monetary policy, even if one were on the 

horizon, would not resuscitate this segment of the population, or the slice of the economy they 

represent.   
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With annual U.S. growth expectations seemingly now pinned to 2% or less—far weaker than the 

historical trend of 3.0-3.5%—the time has come to consider the virtues of fiscal measures over 

monetary stimulus. Lower corporate income taxes, incentives to keep older workers at work, freer 

trade, or other measures could spur economic activity now that QE has run its course. Whether populist 

sentiment here or abroad can accept such reforms remains to be seen. 

Economic Outlook  

The many contradictions of this financial moment are clearly confounding corporate leaders trying to 

make business decisions, as well as investors trying to allocate capital. For example: 

 The debt supercycle in real estate that we thought popped in 2008-2009 for good has instead 

returned and indeed expanded across the private, public and corporate sectors, posing new 

risks to financial stability and economic optimism.  

 The efficacy of monetary stimulus is waning, even as growth remains elusive.  

 Low rates, tighter job markets, a stronger dollar and rising incomes have continued to 

successfully nudge U.S. consumers to spend, but sentiment remains cautious. 

Cautious sentiment is often a contrarian indicator that leaves room for equities to bounce on even 

modestly positive economic news. Moreover, the earnings recession of recent quarters appears to be 

bottoming. But important positive elements, such as employment gains, are entering a mature phase in 

the cycle, bringing wage inflation, compressed profit margins and, most likely, less buoyant equity 

valuations.  

With that said, broad equity markets do not seem particularly overvalued in light of consensus earnings 

estimates for 2017: they suggest the S&P 500 carries a p/e of 15.5, an earnings yield of 6.4%, and a 

dividend yield of 2.11% (versus just 1.5% for the risk-free 10-year Treasury). Still, while the current 

environment can still support gradual gains in earnings, we see reason for skepticism in light of currency 

volatility and uncertainty abroad. At a minimum, we think the average estimates of the preternaturally 

bullish Wall Street analyst community may well prove overly optimistic—a poor recipe for robust gains 

in equity prices.  

Emerging Interest: India and Latin America 

Dislocations such as Brexit can illuminate, or even create, pockets of opportunity. Assuming trade 

barriers are managed reasonably, a weaker pound bodes well for U.K. companies doing business in 

Europe and around the world, with prospects for beneficial currency translation; Japan need not 

accelerate briskly for select exporters to thrive. In fact, even broad economic growth—and the 

demographics to sustain it—can still be had in some markets.  

With 1.3 billion people, India is both young and growing. More than half of its population is below the 

age of 25; by 2020, the average age in India will be 29, versus 37 for China and 48 for Japan. India is 

poised to buck the world’s demographic headwinds for many decades to come; we keep a watchful eye 
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on Prime Minister Narendra Modi’s regulatory and economic reforms as he strives to restructure the 

economy and raise living standards for hundreds of millions in the world’s largest democracy.  

While we are considering direct investments in Indian firms, exposures can be gained through 

companies domiciled in the developed world. From mobile phones and energy-efficiency technologies 

to defense contracting, electric vehicles and semiconductors, many of our investments can benefit from 

the growth trends and consumption patterns of emerging economies. 

Those seeking consolation from the political reverberations of Brexit and the U.S. presidential campaign 

might also turn their gaze South. While Brazil will continue to claim headlines for high-level corruption 

and its failure to prepare adequately for the Olympics, citizens in Argentina and Peru have ended the 

multi-decade populist experiment in their countries and replaced it with more moderate governments. 

Having witnessed the tragedy of excessive populism, these nations are swinging the pendulum the other 

way, to the likely benefit of their citizens and economies—as well as that of prudent investors. 

Portfolio Considerations 

Clear Harbor is a conservative firm that puts a high premium on risk management. We are inclined at 

this juncture to err on the side of lower long-term return assumptions in modeling potential portfolio 

performance against your anticipated cash draw rates, expenditures, and overall financial and life goals.  

In an environment of political instability, heightened currency volatility, sluggish growth, and 

unprecedented monetary policy, we also believe that it is critical to think creatively and objectively 

about what constitutes a responsible asset allocation for a given client’s risk profile and objectives. 

Correlations that were relevant last year, or even for decades, may not hold true in the future; on the 

other hand, two different asset classes may have come to share similar risk or return characteristics, 

with one priced more attractively than the other.  

Such considerations are at the heart of our process for individual portfolio construction. Speaking 

generally, what are some ramifications of a high-debt, slow-growth, politically unpredictable world 

within a given portfolio? 

 We continue to own sectors of the economy where cash flow generation and dividend growth is 

more predictable. We believe the market will continue to reward this view despite historically 

elevated valuations in sectors such as utilities and consumer staples.    

 Broad swaths of the equity market offer consistent dividends, relatively predictable earnings 

streams, and favorable opportunities to report international sales in weaker domestic currency.    

 In a low- to zero-interest rate environment, we expect gold to perform reasonably well as an 

historically reliable alternative currency, particularly when considered against longer-term tail 

risk of a gradually unraveling European currency union and unsustainable social welfare state.  

 We seek alternative investments that can generate income beyond that of the major equity and 

fixed-income benchmarks, without significantly increasing exposure to credit and equity 

markets. While there is no free lunch, appropriate options for many client portfolios include 

mortgage REITs, non-levered arbitrage funds, managed futures and preferred equity. 
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In some sense, Brexit was both a symptom of, and a potential further spur to, economic 

disappointment. However, the root causes of below-trend growth seem increasingly to be secular, not 

transient in nature. The full spectrum of dovish policy is ill-suited to address such causes; so is the 

political urge to retreat from trade in favor of denial. 

Of course, possibilities remain that the vote might be reversed, or that the EU will seize the opportunity 

for meaningful internal reform. Whatever moves major governments make next, Clear Harbor remains 

committed to considering unpopular truths, as well as the unexpected ramifications of popular wisdom.  

On behalf of our team, I wish you a happy Independence Day.  

American style, that is. 

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 

Harbor, including fees and services, send for our disclosure statement as set forth on Form ADV from Clear Harbor 

http://www.adviserinfo.sec.gov/
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using the contact information herein. Please read the disclosure statement carefully before you invest or send 

money. 

i YTD data is as of close of markets on June 29, 2016 and may reflect exchange traded fund performance designed 
to mirror specific market benchmarks. 

                                                           


