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March 29, 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 second quarter. Some highlights: 

 Many concerns outlined in our 2016 Annual Outlook are being borne out in the data. These 

include downward revisions to earnings estimates, sluggish growth at home and abroad, and the 

increasingly clear limits of extraordinary monetary policy. 

 The bounceback in financial markets since the February low masks increased levels of volatility 

that characterized the quarter, and are likely to persist. 

 Europe and Japan have undertaken a risky experiment in negative interest rates, creating an 

environment in which we are disinclined to overweight client capital. 

 The U.S. is backing away gingerly from its own rock-bottom interest rates. The world’s largest 

economy is still the “cleanest dirty shirt,” with mixed but generally encouraging economic data.  

 Corporate profits worldwide are constrained not only by cyclical factors, but by the ever more 

salient limitations of long-term demographic trends and flat productivity gains. 

 China continues to walk the tightrope of its transition to a more consumer-led economy; 

emerging markets generally may have reclaimed some lost territory of late, but remain 

fundamentally and technically challenged. 

 Oil appears on a path back toward economically sustainable “equilibrium” levels, but investors 

in the sector must still exercise caution and risk management. 

And of course: the U.S. presidential race never ceases to surprise and delight. Look for more 

commentary as the election nears on what this year’s contest means for markets, for America, and for 

the world. 
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Clear Harbor Q2 Outlook: Still Pushing on a String 

As we’ve seen before, flat headline results from some benchmark indexes for the first quarter through 

March 29th mask significant day-to-day volatility, concerns about the underpinnings of economic growth, 

and the creeping limits of monetary stimulus. Indeed, years after the “Big Bang” events of March 2009, a 

combination of low, zero, and now even negative interest rates remain the primary nudge to risk-

taking—in effect, pushing on a string in hopes of stirring global growth.  

As we indicated in our 2016 Outlook, monetary policy alone is hardly cause to expect the market gains 

of recent years to continue in the face of widespread structural headwinds to earnings growth. With 

that said, opportunities exist, and we remain committed to exploiting them on behalf of our clients 

while keeping a steady focus on risk management, asset allocation, and the attainment of carefully 

defined financial objectives.  

This Second Quarter Outlook surveys market results, and updates our thinking on key trends that remain 

likely to influence investment opportunities in the years to come.   

Market Overview: Equities 

While U.S. equity markets started the year with a jump in volatility, major benchmarks ended the first 

quarter relatively unchanged (+0.2%)i, with the S&P 500 bouncing 12% off its February bottom. Value-

oriented indices outperformed overall and growth-specific indexes for the first time in years.  

While U.S. equity markets were certainly not robust, they outperformed most international developed 

markets as global economic uncertainty led investors to seek relatively stable growth. The MSCI All 

World Index (ex-U.S.) of developed market economies declined 1.5%. 

Market Overview: Fixed Income 

The Barclays Aggregate Bond Index, a broad measure of U.S. fixed income, gained 2.4% in the quarter, 

with component performance ranging from flat to solidly positive. Long-dated U.S. Treasuries led with a 

return of 8% as Fed Chair Janet Yellen continued to signal, at most, a conservative pace of rate increases 

in 2016. With tight credit spreads and declining interest rates abroad, the international high-yield bond 

market performed nearly as well, gaining approximately 6%.  
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Bank of America Merrill Lynch U.S. High Yield Index 

 

Source: Bloomberg 

While some of its sub-components were mixed, even the commodity-heavy Merrill Lynch U.S. High Yield 

Index performed well, reversing a steep February decline to ultimately deliver 2.8% as oil (+5.4%), gold 

(+17%) and other commodities gyrated back into positive territory after a miserable 2015 (see “Oil and 

Natural Gas” below). Municipal bonds, preferred equity, loan funds, and mortgage REITs lagged, 

returning 1.5% or less. 

The healthy returns in U.S. fixed income markets came despite ongoing discussion about inflation and 

the potential for higher rates from the Federal Reserve. While a volatile U.S. dollar has trended weaker 

on the year (-3.5%), we believe weakness will be capped by the proactive “currency management” now 

underway among central banks around the world. On a less cynical level, we also expect investors to 

reward the dollar on the basis of the superior growth profile of the U.S. relative to the rest of the world.  

Dollar Index Year-to-Date 

 

Source: Bloomberg 
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Monetary Policy 

Since the financial crisis, central banks have devised extraordinary mechanisms to nudge investors to 

venture further out on the risk spectrum in a bid to support equity and credit prices. The theory was 

that temporary use of quantitative easing, zero interest rates, and other novel policy levers would 

initiate a positive feedback loop between asset prices and economic growth.  

Nearly a decade out, and in the midst of the one of the shallowest (albeit one of the longest) recoveries 

in memory, the conversation has turned. Tools once considered temporary and extreme are now 

deemed usual and even inadequate in many quarters, creating an historic divergence and new 

challenges for policymakers. While the U.S. Federal Reserve has started inching back toward more 

normal rates, the Bank of Japan and the European Central Bank have accelerated their race into the 

unknown by embracing a negative interest rate policy (“NIRP”). Their hope is to stimulate economic 

activity, and finally beat back the worrisome specter of disinflation.  

We have repeatedly cautioned that the return to a more normalized monetary regime would carry 

untested tail risks of policy error for both financial markets and underlying economies. We question 

even more strenuously the wisdom of straying yet further into unmapped monetary territory, and 

generally maintain underweight exposures (relative to the MSCI ALL World Index) in regions now 

attempting to do so.  

   NIRP’s Failure to Reflate: Pushing on a String? 

To be sure, in the U.S. and to a lesser extent Japan and 

the Eurozone, employment gains, earnings growth and 

consumer spending have indeed recovered 

meaningfully from the 2008-09 period. But 

extraordinary easing policies have further bloated 

global debt loads at the household, corporate, and 

sovereign levels. As such, easy money may have 

“bought time” by helping economies recover today only 

to burden it more in the years to come. This suggests 

the significant rise in asset prices since 2009 is poised to 

decelerate as investors realize that recent returns are to 

some extent on loan from the future.   

Even as the Fed wrestles with these important 

questions as its retreat from unconventional policy 

begins, global authorities now embracing NIRP face two 

new concerns. First, unlike earlier forms of 

unconventional policy, there is little evidence that NIRP 

has actually sparked demand: in fact, inflation continues 

to trend lower outside the U.S. Second, negative rates 

directly undermine bank profitability and risk 
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management instincts—cornerstones of sustainable economic growth under conventional business and 

financial models.  

We do not believe the U.S. will follow the path of negative interest rates. Employment gains remain 

strong, core inflation readings have trended incrementally higher, and measures of GDP are decidedly, if 

tepidly, positive. Yet the Fed does not operate in a vacuum: as global growth decelerated and Japan and 

Europe embraced NIRP, Yellen abruptly ratcheted down her rhetoric on tightening, reinforcing caution 

again this very afternoon. The Fed now gestures toward two rate hikes for 2016, down from the four 

moves telegraphed just months before.  

In fact, markets now price in a single hike for the year—and that could still prove aggressive. While easy 

money until now has fueled speculation and asset price growth, we believe more and more investors 

will take it for what it really is: a persistent signal of lackluster growth at home and renewed risk abroad. 

Economic Growth 

While we question certain recent policy choices, monetary authorities are right to feel mounting 

pressure to act. Global growth has been stubbornly stagnant, with the International Monetary Fund and 

World Bank recently lowering 2016 growth forecasts yet again. Leading indicators have trended 

downward; deflationary pressures, while not present in the U.S., continue to burden the animal spirits 

of consumers in both developed and emerging markets. Earnings growth, even excluding the uniquely 

challenged energy sector, is poised to disappoint.   

In fact, recent U.S. corporate earnings growth has already been abysmal: profits sank 7.8% in the fourth 

quarter, and 3.2% for full-year 2015. This is the first such annual decline since the Great Recession of 

2008-09. Retail sales have softened, manufacturing has trended into a contractionary realm, and 

services are decelerating. These trends are even more pronounced at a global level. 

JP Morgan Global Composite PMI (Manufacturing and Services) –Last 3 Years 

 

Source: Bloomberg 
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In contrast to the crisis scenario of 2008-09, impediments to global growth today are largely structural 

rather than cyclical, and therefore inherently less responsive to monetary stimulus. A few highlights: 

 Global demographics: challenged 

As we reported in our 2016 outlook, with the notable exception of India, global population growth is 

decelerating, the working-age population is declining, and the remaining workforce is aging. Investor 

focus on unfavorable global demographics is casting shadows on the case that high growth will return. 

 Global productivity: absent 

Global productivity gains have also proved elusive. This critical indicator of worker output peaked in 

2003-4, fell to an extraordinarily sluggish 0.3% annual rate beginning in 2010, and recorded an outright 

decline in 2015. According to J.P. Morgan, this depressed rate of productivity looks particularly 

unfavorable when viewed against the solid annual gains of 1.7% between 2003 and 2007.  

Productivity tends to come in waves surrounding the adoption of wholly new technologies. It surged 

during the early 1990s and 2000s amidst dramatic gains in supply chain efficiency and the emergence of 

the Internet. What will be the next technology to asymmetrically increase what workers can achieve 

with less effort?  

Whatever its particular form, productivity is unlikely to jump until we experience a new singularity event 

analogous to the Internet or the Industrial Revolution. And with growth in the labor supply limited by 

demographic headwinds, productivity—or lack thereof—must drive the bulk of global GDP gains. While 

we at Clear Harbor keep our ear to the ground of both leading and little-known firms with the potential 

to change how the world works, we shall err on the side of staying anchored in current realities as we 

construct client portfolios. As yet, those realities present few reasons to expect GDP to revert toward 4% 

in a sustainable fashion—or thereby lift all earnings boats as many investors still hope.  

Beyond these overarching considerations, regional stories continue to unfold. Of particular interest: 

 Chinese growing pains  

The Chinese economy appears increasingly challenged to achieve growth even close to the levels 

officially proclaimed by the communist nation. The country is grappling with skyrocketing unfunded 

liabilities, and chronic frustrations in its transition from a manufacturing-based economy to one driven 

by consumer consumption. The safety margin during this transition has eroded further as global demand 

for manufactured goods has decelerated, dampening Chinese corporate profits across multiple sectors.  

While prices for goods and services continue to fall, demands for higher wages appear strong. This does 

not bode well for the margins and valuations of Chinese equities. On a constructive note, we were 

heartened recently by the People’s Bank of China Governor Zhou Xiaochuan declaring that Chinese debt 

is too high—and “especially corporate debt.” This explicit recognition of unhealthy leverage in the 

world’s most populous nation is an important step…and yet only the first of a thousand before China’s 

growing pains will likely subside. 
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 South America 

While Clear Harbor does not currently allocate capital directly to Latin America, we note with interest 

the dichotomy emerging among the major regional stories. Pressured in part by plunging commodity 

prices, Brazil and Venezuela are on the economic and political brink; on the other hand, Argentina, with 

a new leader in Mauricio Macri, is taking some necessary and welcome steps to reenter the 

international capital markets and stimulate growth in this once wealthy nation. We remain significantly 

underweight these countries, and indeed the entire emerging market universe, but will keep a watchful 

eye for opportunities that present a compelling balance between risk and reward. 

 The United States 

Against this backdrop, and with superior economic fundamentals to those of the rest of the developed 

world, the U.S. remains our favored destination for most client capital. Yet its long-running, slow-motion 

recovery is beginning to show signs of fatigue, with concerns outlined in past Clear Harbor reports 

increasingly borne out in recent data.  

Credit has recovered since mid-February, but remains strained. Interest rates remain low, but the U.S. 

Treasury curve continues to flatten. The once-robustly rebounding services sector appears to be 

decelerating, and manufacturing activity shows signs of contracting to levels not seen since 2009.  

Signs do exist that a virtuous economic cycle is taking hold. Housing data has stayed positive, with 

existing home prices at levels last seen in 2005 and mortgage rates below 4%. Housing is now supported 

by rising employment and household formation among Millennials (25-34), up 2.3% year-over-year. 

Other signals are inherently mixed. Wage growth in the U.S. has accelerated as unemployment has 

fallen below 5%—a welcome trend for the economy and for families, but an additional headwind for 

U.S. corporate earnings. Similar, the relative firmness we see in the dollar speaks well of relative U.S. 

economic strength, but blunts the appeal of U.S. exports.  

Markets capture the depth of the muddle: despite a long-awaited rate hike by the Fed and recent dovish 

commentary, the 10-year Treasury yield has actually fallen, from 2.27% to 1.80% year-to-date. 

Moreover, long-term Treasuries (TLT) have gained 8% year-to-date; recession-resistant utilities are up 

15.2%; and safe-haven gold has gained 17.1%. We think the driving force behind all these moves is the 

deceleration in inflation expectations, global growth, and ultimately earnings expectations that we 

highlighted last year, and see continuing. 

Oil and Natural Gas 

We continue to see evidence that the supply/demand fundamentals of the oil market are finally moving 

back toward balance. Global demand is trending higher, and many producers are ramping down supply 

in response to a prolonged period of sub-economic pricing for the commodity.  

As we have noted, the duration of such a significant decline was more determinative of the health of the 

industry than the depth of any further decline. Balance sheets remain less than healthy, and many 
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companies will continue to struggle to cover their interest payments if uneconomic pricing for oil 

persists through 2016 and 2017. We remain allocated to the sector, but in a highly discerning manner 

and with a healthy dose of caution.   

Brent Crude Oil Prices  

 

Source: Bloomberg 

On the natural gas front, we see reason for long-term optimism as pipeline constraints have limited 

production growth in some of the most economic basins in the country. Additionally, we believe that the 

staggering decline in the North American oil rig count—from approximately 1,950 in 2014 to 468 

today—is poised to reduce the natural gas supply associated with those wells.  

 Baker Hughes Rig Count 

  

Source: Bloomberg 
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We also believe a widening proliferation of electric vehicles (EV) is upon us, as performance measures 

and the cost curve to produce and maintain EVs are preparing to intersect those of the internal 

combustion engine. Since automobiles account for 50% of U.S. oil demand, a dramatic increase in EV use 

could bring, for the first time ever, a declining demand profile for oil even amidst economic growth.   

Because of oil’s significance not only as an investable sector but as a barometer and determinant of 

economic growth, we will offer more detailed comment in a future Clear Harbor Flash.   

Global Economics: Forcing a Political Paradigm Shift? 

The acrobatic displays of markets sometimes offer opportunities for highly disciplined investors. But 

they also present traps, particularly for those liable to “sell low” and “buy high” under pressure. And 

investment decisions today are fraught with opportunities for emotional response. 

Many market observers see policymakers as powerless to improve economic outcomes. The negative 

interest rate policies embraced by the ECB and Bank of Japan are akin to pushing on a string, with 

successive waves of debt delivering ever-diminishing returns. Meanwhile, the fiscal levers in the U.S.—

or the elected hands that wield them—seem to have rusted out altogether.  

Even if the results seem scant, the price tag is all too real. Although federal deficits in the U.S. have 

ebbed meaningfully since the expiration of crisis-era stimulus, they persist—and are all but assured to 

re-accelerate soon. In just a few years, anticipated federal revenue will only cover Medicare, Medicaid, 

Social Security, defense, and interest on the debt—leaving precious little for all other government roles. 

Incidentally, such projections assume that economic growth continues to muddle forward. Add the 

prospect of a recession within the next few years, and we may encounter skyrocketing annual deficits in 

the midst of slow to negative growth—hardly an elixir for economic confidence.   

The resulting discontent is threatening to upend the political landscape in the U.S. and around the 

world. An economic pie that fails to grow challenges the social contract and limits economic opportunity 

for workers in nations large and small, developed and emerging. Appetites are growing for bold 

initiatives to stimulate growth; the court of public opinion will weigh both proposals and results.   

The court may not be equipped to do so even-handedly. Free trade is now debated as if it were toxic—

even in the U.S., which is home to more multination corporations than any other country and, with just 

5% of the world’s consumers, must reach outward for its most promising markets. Even as candidates 

decry “currency manipulation” abroad, we have scarcely tapped the brakes of our own printing presses 

for fear of impeding our own global competitiveness.  

While the policies and personalities of America’s remaining presidential candidates have yet to provoke 

a market response, embedded political risk has seldom been higher in the world’s leading democracy. It 

may also be that neither monetary nor fiscal policymakers can build a bridge big enough for the U.S. or 

other societies to escape the structural impediments to growth. Disappointment over failed policies may 

resurface for years to come. 
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I do not intend to sound the alarm: Clear Harbor has not yet put your assets into a diversified basket of 

bullion, canned goods and ammunition. Indeed, many of you know me as a “glass half full” person. But 

not every soggy market is just a temporary part of a normal cycle. New paradigms do emerge, and both 

relative safety and generational opportunity accrue disproportionately to those who see them coming. 

* 

Beyond the long-term opportunities created by structural shifts, old-fashioned market dislocations 

continue to offer both relative and intrinsic value. At present, for example, Clear Harbor has or is 

considering opportunistic new commitments within the fixed and alternative income universe. On the 

other hand, for many clients, more familiar long-dated Treasuries and investment-grade corporates 

represent comforting shock absorbers across the many potholes of today’s investing environment. 

Embracing an optimal asset allocation, patiently awaiting to allocate to specific alpha-generating 

opportunities, and managing risk are the drivers behind Clear Harbor’s unrelenting focus on 

individualized portfolio construction. However, only close coordination between you and your 

investment or wealth manager can ensure that we are working toward the right goals. Never hesitate to 

reach out to advise us of a change in circumstances, objectives, or simply to review your holdings and 

comfort level in today’s current market environment. 

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 portfolio managers 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 Benchmark data in this document is as of end of day March 29, 2016. 
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