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Aaron J. Kennon                    
Chief Executive Officer & Chief Investment Officer 

June 28, 2022 

Friend of Clear Harbor, 

Six weeks ago, I jump-started my usual quarterly commentary with a brief letter addressing the 
significant rise in market volatility this spring, the primary tensions driving it, and how Clear Harbor is 
approaching it on behalf of our clients. As Q2 draws to a proper close, I write to offer a more traditional 
survey of market conditions and risks, the prospects for the coming quarters, and some historical 
context as I see it. 

Market Review 

Both for the quarter and year-to-date, volatility was up and prices were down across major asset classes, 
particularly in equities and fixed income.1 On the equity front, the MSCI All World Index has declined 
13.1% for Q2 and 17.6% YTD; the S&P 500 is off 13.6% and 17.6% respectively for the same periods. 
After a weak 2021 relative to developed-market indexes, Emerging Markets have fared a bit better so 
far this year, with the MSCI Emerging Markets Index off a slightly gentler 9.2% in Q2 and 15.5% YTD. 

On the bond front, the broad U.S. fixed income benchmark, the Bloomberg Aggregate Bond Index, has 
fallen 5.7% in the quarter and 11.2% YTD. Gold, that traditional shock absorber against market bumps, is 
unchanged for the year to date, but has given up 5.9% in the quarter as the dollar surged to historically 
high levels. We view gold as an alternative currency, and therefore believe that its recent ebb is 
somewhat rational in response to dollar strength. However, as U.S. and global growth slow, I believe 
that gold is reasonably well positioned to outperform a broad mix of global fiat currencies. 

Energy is of course up dramatically, with WTI crude oil rising 9.2% in Q2 and 45.7% YTD; natural gas 
prices in North America have gained 15.2% during the quarter and 74.2% YTD. With that said, domestic 
prices have trended lower over the last few weeks: the back half of June has seen oil correct by 11.0% 
from its recent peak, with U.S. natural gas retreating an eye-catching 33.1%. Prices in Europe do remain 
quite elevated, clearly in response to sharp supply constraints from the war in Ukraine and Russia’s 
decision to withhold flow. 

 
1 Data is as of close of market on June 27, 2022. 

https://clearharboram.com/flash-and-news/market-volatility
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Base metals and materials are also correcting from peak levels with copper falling 23.8%, aluminum off 
36.9%, nickel falling 53.6%, and lumber dropping 58.2%. These abrupt reversals sent the energy and 
materials sectors of the equity market into a corrective posture just weeks after notching new highs. 
Agricultural prices have also softened, with a key index retreating 6% from its recent high-water mark on 
evidence of a strong planting season in the U.S. despite concerns about grain production in Ukraine. 
Wheat and soybeans—key staples—have fallen 28.2% and 8.0%, respectively, from recent peaks.  

To look only at the most recent price action, one might ask: Has inflation finally peaked? Such wide 
vicissitudes in commodity prices, just as in other types of financial markets, make assessments difficult. 

An Extraordinary Context 

To gauge where markets stand today, and on exactly what footing, it bears briefly reviewing the 
economic roller coaster and policy responses that got us here. The two-plus years since the pandemic, 
of course, have seen extraordinary moves and warrant scrutiny. But a broader consideration of how 
markets have been valued since World War II, too, can suggest much about the range of possible 
outcomes in the quarters and years ahead, and I will turn to this later in today’s commentary. 

First: the response to the pandemic. Just two years ago, financial markets were climbing sharply out of 
the economic crater blasted by stay-at-home Covid mandates that shuttered businesses around the 
world. In the U.S., the Federal Reserve came to the rescue by reducing interest rates and buying up 
Treasuries, mortgages and credit. This ultimately doubled the central bank’s balance sheet—already 
bloated by dramatic actions taken in the wake of the financial crisis a decade earlier—to nearly $9 
trillion. This time as before, the moves greatly calmed markets: credit thawed while interest rates 
dropped significantly. Inflation fell to the mat, and for several quarters stayed there. 

U.S. Federal Reserve Balance Sheet—Last 5 Years (in $trillions) 

 

Source: Bloomberg 
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The U.S. Congress also acted swiftly, approving direct cash payments to individuals primarily through the 
Payroll Protection Plan and unemployment bonuses. As a result, though the worst quarter of 2020 did 
see growth decline at a 31.2% annualized pace, the full-year damage proved far less, with growth only 
off by 3.5%. Makers of household goods and some service companies—for example, those offering 
technology services—enjoyed a gusher of cash as individuals found themselves with ample money to 
spend, and plenty of time at home to spend it on everything from gas grills to Netflix and Zoom. 

Equities trended higher for 21 months, with the S&P 500 gaining 18.4% in 2020 and 28.7% in 2021. 
However, less than a third of this rise was directly attributable to higher corporate profit, much of which 
was concentrated in a handful of stocks. The remainder was a function of how much investors were 
willing to pay for those earnings. Stocks commanded steadily greater multiples of earnings, largely 
because the main competing asset class—bonds—was delivering little to no yield despite an 
environment of impressive price stability. 

A Great Reversal 

Many of these trends have since reversed. As the Fed kept buying Treasuries and mortgages and 
Congress poured on fiscal stimulus larger than the combined economies of California, Texas, and Florida, 
full-year U.S. GDP rose a whopping 5.7% last year—and brought inflation with it. A seemingly 
manageable 2.6% rate in March 2021 grew to 4.2% in April, and trended to 7% by year’s end. Although 
many investors began to fret, economists reasoned that inflation would soon peak as supply chains 
restarted and consumer behavior reverted to a more familiar balance between goods and services. 

As 2022 began, asset prices marched higher still amid expectations of a global post-Covid reopening, 
normalizing price levels and GDP growth rates, consumer optimism, and a timely end to extraordinary 
stimulus efforts around the globe. But then a snapback of Covid lockdowns in China—the world’s 
manufacturing floor and the second-largest economy in its own right—dealt one blow to those 
expectations, which I had generally shared. Russia’s shocking invasion of Ukraine dealt another.  

In addition to the paramount concern over the human tragedy still being inflicted in Ukraine by a rogue 
nation and nuclear power, Russia’s invasion fundamentally altered the energy picture across Europe, 
and to a considerable degree around the world. Food prices jumped significantly as well, as Ukraine has 
long been a significant exporter of wheat and corn.    

While the war in Ukraine is not the primary driver of overall inflation outside Europe, it has greatly 
exacerbated both headline inflation and inflation expectations among ordinary consumers worldwide, 
who confront sticker shock every time they visit the grocery store or gas station. U.S. consumers are 
already tightening their belts, as many now expect we will see headline inflation—most recently 
reported at 8.6%—register 9% before we see 7% amid ever-protracted supply disruptions.  

Reversing the Pendulum—Again 

Despite these headlines, there are early signs that components of inflation may already be falling. This is 
largely the handiwork of a significant pivot by the Federal Reserve. Although unable to address supply 
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constraints, the Fed has been aggressive in restraining demand, primarily through an aggressive 
approach to interest rates and the unwinding of their Covid-induced asset purchase program. Indeed, 
the Fed has already raised the Fed Funds rate to 1.75% this year, and markets are pricing in further 
increases to 3.25% by year-end and 3.50% or so during the first quarter of 2022. This is a dramatic 
acceleration from the pace of quarter-to-half-point moves that markets expected just one month ago. 

Sensing what was to come, investors began to move even before the Fed did. They pushed two-year 
Treasury yields from 0.71% at the start of the year to 3.3% by mid-June (though they have since ebbed 
to 3.1%); 10-year Treasuries went from 1.51% to 3.47% by mid-June (currently at 3.20%). The real-world 
impacts are already visible: 30-year fixed-rate mortgages have nearly doubled, from 3.1% to 5.9% today, 
putting a hard brake on an important and previously fast-rising sector. Credit spreads have widened as 
well, crimping financing for a greater number of riskier companies. 

Average 30-Year Conventional Mortgage Rate—Last 5 years 

 

Source: Bloomberg and Bankrate 

The full effect of these rapid increases is not yet clear, as monetary policy generally takes time to filter 
through the real economy. Yet signs of weakness are already evident, from certain commodity markets 
as noted above, to mortgage applications, retail sales and manufacturing activity. Though 
unemployment remains at a cyclical low, employment could be the next economic pillar to weaken amid 
disappointing growth data. In fact, the rate of change in jobless claims data over the last several weeks 
suggests that a downshift in hiring may already be underway, even as recent job openings data suggests 
otherwise. 

We will never know if the Fed’s continued priority of growth over inflation fears might have proved 
correct had China kept its factories open or Putin kept his armies at home. But under the circumstances 
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that exist now, it seems the Fed’s current aggressive approach may not be nimble enough to engineer a 
“soft landing” in the quarters ahead. In truth, it is hard to stop the pendulum exactly where you want. 

The New York Federal Reserve Bank has been a bit more blunt about this than the U.S. Fed’s chairman, 
Jerome Powell. The New York Fed suggests that odds of a “soft landing” with positive economic growth 
over the next 10 calendar quarters are now just 10%, citing the impact of inflation and the newly 
hawkish policy response. They put odds of a hard landing at 80%—up from about 50% earlier this year. 

To be clear: the Fed’s commitment to break the back of inflation before it grows intractable is laudable. 
It may well spare us from fully repeating the experience of “the 1970s,” the fear of which seems to be 
on everyone’s lips today. Indeed, price stability is a prerequisite for general economic stability, and for 
maintaining the purchasing power of every consumer. Yet it will not necessarily come without a cost, 
particularly for job-seekers: even if we avert outright recession, we—and the Fed for that matter—
expect growth to slow and unemployment to rise from their current, historically enviable levels.  

Nevertheless, recent momentum in both inflation and the economy will be difficult to derail entirely. 
Even the New York Fed’s “hard landing” assessment only calls for a 0.6% decline in growth this year and 
a 0.5% decline next year. To be sure, this is not ideal for consumers, businesses and governments trying 
try to put Covid in the rear-view mirror, tackle new geopolitical realities, or wade through a debt-laden 
global economy, higher inflation and interest rates, and rapidly decelerating growth. But it is hardly the 
type of steep decline we endured during the financial crisis—some 2.6%. 

Equity Markets: Fundamental and Historical Considerations 

Equity investors clearly think that swiftly rising rates, wider credit spreads, incrementally weaker data, 
fiscal restrictiveness, and monetary tightening will all wring liquidity from the market—the very liquidity 
that fueled so much of the gain since 2009—and thus threaten stock prices. While we do not see 
liquidity draining away entirely, it is certainly ebbing swiftly, leaving investors fearful that stocks have 
yet to bottom and bond yields have further to climb.   

Major Equity Indexes—Last 5 Years 

  

Source: Bloomberg 
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In fact, many market technicians are attempting to gauge where support might exist for the overall 
equity market. While the Clear Harbor team also consults market technicals to better understand the 
factors that can contribute to a bottoming process, our preferred approach is to consider fundamental 
valuations in the context of macro flows of investment capital. For example, even after the declines in 
Q2, the S&P 500 Index currently trades at approximately 3900, with consensus earnings for 2022 at 
approximately $225. This suggest a forward price-to-earnings multiple of approximately 17.3X, which is 
roughly in line with the 25-year average valuation for the index—hardly a panic-driven level.    

Above all, we are mindful that trying to time a market bottom is nearly impossible. But some historical 
perspective can help identify the vicinity of major goalposts—particularly concerning the relationship 
between stock prices and corporate earnings power, which remains the ultimate basis for equity value.  

These goalposts, too, give us some comfort that markets already largely capture major known risks. The 
12 recessions since WWII brought a median peak-to-trough decline of 24% in the S&P 500, with an 
average fall of 30%. The greatest was during the Great Recession of 2008-2009, with a tumble of 57%; 
the shallowest was in 1960, retreating just 14%. So far, the current decline is 18%. This seems broadly 
reasonable. In general, stock prices reflect the proportion of pain in the economy, expressed through 
earnings expectations. During the turmoil of 2008-2009, actual earnings fell 45%; thankfully, today is 
different and could prove closer to the 13% median decline experienced since WWII. While data 
emanating from Q2 suggests a measurable increase in the risk of recession this year or next, I simply do 
not envision the kind of slowdown that would deal a blow to earnings massive enough to justify a 
sustained, financial-crisis-level collapse in equity prices. 

With that said, earnings estimates should trend lower in the coming weeks, and equity markets could 
very well adjust downward in response. But the last two years have forced many companies to survive 
and even grow through a combination of financial discipline, strategic agility and sheer survival instinct. 
This period has hardly showcased the sort of corporate largesse which was on display prior to the dot-
com crash or the financial crisis. 

To be sure, longer-term growth expectations both in the U.S. and globally should diminish as population 
growth slows and workforces age in many advanced economies. This will present secular challenges to 
many industries. We are also mindful that equity markets typically don’t bottom until after the Fed’s 
tightening cycle is complete—which the central bank’s own estimates suggest in this case will continue 
well into 2023. Nevertheless, the resilience recently shown by corporates both at home and abroad 
gives me a degree of conviction that earnings will prove more durable than many doomsday 
prognosticators are articulating. A shallow earnings recession closer to the 13% median decline 
experienced since WWII seems far more likely to me than a deep and broad swoon. 

Fixed Income: The Return of…Positive Returns 

The contrast between today’s markets and prior major dislocations is even more illuminating in fixed 
income. While bonds rallied 7.2% during the 2007-2009 crisis, they have recently faltered by 11.1% right 
alongside the correction in equities. The big difference? Inflation. Expectations that the Fed will continue 
to normalize its balance sheet and raise rates to tame inflation have sent yields soaring and prices 
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falling. In fact, the pace of declines in bond values over the last six months has been historic: it is the 
worst start to the year since the fixed-income benchmark, now known as the Bloomberg Aggregate 
Bond Index, was created in 1976. 

Nearly as unusual as the depth of this move lower is the volatility that has accompanied it. Until the Fed 
proves it has been effective in reducing inflation nearer its 2% target, bond prices may remain volatile, 
with yields liable to stay elevated relative to longer-run expectations of inflation.  

An important point is that while inflation is high today, these longer-term expectations for its trajectory 
are generally within a range of just 2.25% to 3%. This suggests that investors expect an encouraging 
degree of normalization on the horizon. Another constructive tea leaf: recent University of Michigan 
surveys also point to a deceleration in inflation expectations among consumers. Such data offer a 
welcome retort to the Fed’s quite reasonable concern that consumers might come to accept high 
inflation as a permanent and self-reinforcing phenomenon.  

As reassuring as these data points may be, the Fed’s Open Market Committee is unlikely to abandon its 
pledge to raise rates over its next several meetings until Consumer Price Inflation registers a marked 
move downward. In the meantime, the combination of tighter liquidity conditions, an increasing risk of 
recession, and rising nominal and real interest rates should help investors feel more comfortable 
increasing the duration of their bond holdings. For the first time in many years, this opens a window for 
allocators to add meaningful nominal yield to portfolios without taking on substantially greater risk. 

Beyond The Current Gloom 

It is often at the darkest moments, when panic has turned long-term buyers into hasty sellers, that 
sunlight appears. Whatever else may seem unique about this moment, in this one regard, we do not 
believe “this time is different.” Clouds will eventually clear in financial markets; and businesses, more 
inspired by the profit motive than daunted by various challenges, will find ways to grow earnings and 
seek new areas of opportunity. We also see the Federal Reserve achieving its goal of reducing inflation 
in the quarters ahead, creating an environment with real returns for bond investors as well as room to 
“reload the monetary bazooka” should the need to intervene resurface. 

Indeed, for the patient investor, we already perceive opportunities with strong relative value or other 
attractive characteristics across the investment landscape. These include incremental value in mortgage-
backed-securities relative to broad fixed income benchmarks; broad swaths of the municipal bond 
market relative to taxable fixed income returns; specific companies or equity funds relative to broad 
benchmarks; and alternative holdings that offer less correlated returns to help balance a portfolio.  

With that said, volatility remains a byword of markets at a moment that still warrants great caution. As 
we consider how the range of available opportunities might intersect with your own investment goals, 
we remain grounded in a disciplined approach to asset allocation, particularly with respect to your own 
tolerance for risk. Some may wish to increase their liquidity reserves; others may wish to consider 
putting incremental cash to work in the markets. It is a good time to call us and discuss such options. 
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For many of you, our work also links investment management with the sometimes mundane, but often 
complex and interrelated demands of estate planning and other aspects of your financial life. Our goal is 
to manage and simplify these aspects in a holistic fashion in concert with legal, tax and other advisors. 
Where appropriate, we want to coordinate with them to explore, say, how recent declines might 
present potential tax opportunities within individual portfolios. Again: it is a good time to reach out. 

Finally: during periods of market transition, it is natural to feel anxious and unsettled. These remain 
extraordinary times, and we are mindful that what happens in the markets bears directly on the 
financial future of your family or organization. As always, we look forward to discussing your concerns, 
aspirations, and general updates, large and small. All such conversations help us to better advance your 
objectives.  

On behalf of the firm, I appreciate the trust and confidence that you have placed with us.   

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 Connecticut. 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.  


