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Friend of Clear Harbor, 

Just three months ago, the Clear Harbor team was preparing investment strategies in anticipation of a 
year of declining profit margins, ebbing inflationary pressures, and a monetary pause or even pivot. 
While much of this is indeed evolving as expected, it is once again an “unknown unknown” that has 
emerged as the primary story shaking up investor perceptions and driving market performance: the 
collapse of Silicon Valley Bank (SVB) in California and Signature Bank in New York. These failures have 
put hundreds of other independent and regional banks under pressure from depositors and investors, 
while leaving regulators and lawmakers scrambling to understand the causes and forestall a crisis.  

Before I delve into that subject and its implications for the markets, let me state as clearly as I can: Clear 
Harbor’s commitment to safeguard client assets is expressed at many levels, from our own internal 
controls to our custodial banking relationships with financially stable market leaders such as Pershing 
and Schwab. Likewise, our collective experience during the 2008-2009 financial crisis keeps the entire 
team mindful at all times of the structure and safety of deposits and short-term cash, money market 
funds, and fixed income securities (chiefly Treasury bills).  

If your cash requirements have shifted since your last conversation with your advisor, please reach out 
to us to discuss. We prefer not to draw on non-cash investments during moments of market volatility, 
but we want to anticipate the financial impact of significant events you may experience, and propose 
modest adjustments to your portfolio where appropriate. In a similar vein, if you have cash outside of 
Clear Harbor and would like to discuss how we may be in a position to manage it within the broader 
context of your assets here, please do not hesitate to call. 

More generally, the collapse of SVB is but the latest in a long string of shocks to the system in recent 
years that have validated our commitment to discipline, diversification, and humility in the face of the 
unpredictable. These are key tenets of the investment process at Clear Harbor, and crucial bulwarks that 
can help blunt the risks that short-term market tempests may pose to long-term client portfolios. 

Q1 Market Performance 

Market volatility was particularly pronounced this quarter, especially in fixed income where key gauges 
rose to levels not seen since the financial crisis of 2008-2009. With that said, equity volatility was 
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surprisingly subdued, broadly maintaining the levels of the last several quarters, even if those levels are 
somewhat elevated versus the averages over the last decade. Indeed, whereas 2022 saw negative 
returns in both equities and fixed income, I am pleased to report that so far this year, both major asset 
classes are in positive territory. Despite current economic and geopolitical uncertainties, the MSCI All 
World Index has rallied 4.0% and the Bloomberg Aggregate Bond Index is better by 2.3%.1   

Nevertheless, these headlines mask some noteworthy divergences. In stocks, for example, small-cap 
U.S. companies as reflected in the Russell 2000 Index have declined by 0.7%; we have also noticed a 
rather significant outperformance of growth equities over value, with the CRSP U.S. Large Cap Growth 
Index rising 12.3% versus a decline of nearly 3.5% in the CRSP U.S. Large Cap Value Index.   

On the fixed income front, longer-duration Treasuries have led a broad rally, rising 5.5% to begin the 
year, while investment grade credit has gained 3.0%. High yield has significantly underperformed, rising 
just 0.7%, as credit spreads have widened by 50 basis points.  

Gold has surged 7.5%, largely in response to recent weakness in the U.S. dollar and expectations that 
the Federal Reserve will soon pause its rate hikes. Yet the Goldman Sachs Commodity Index, an 
important barometer of industrial commodities, is off 7.3%, led by declines in crude oil, natural gas, and 
key soft commodities such as soybeans, cotton, and wheat. A bright spot in commodities has been the 
relative resilience in copper and iron ore, two key inputs to China’s post-Covid reopening narrative.  

SVB and the U.S. Banking System 

The failure of two regionally prominent banks in such a short time has led many to question the integrity 
of our financial system overall. Investors, consumers, and policymakers are debating the merits of 
increased bank regulation and oversight, as well as the value of increasing the cap on deposit 
insurance—currently $250,000 per depositor—or perhaps even removing the cap altogether. As I pen 
this Outlook, both the policy debate and the market environment are fluid. 

We will learn more in the coming months about the type and degree of mismanagement at SVB. But in 
many respects, SVB collapsed in an old-fashioned bank run. A handful of prominent depositors in SVB 
lost confidence; as word spread of their concerns—at lightning speed on Twitter, no less—other 
customers raced to withdraw their own funds. The snowball accelerated from there, pushed all the 
faster by the tight-knit and tech-savvy venture capital community that SVB largely served. At that point, 
collapse was inevitable.  

For the rest of the financial system, what matters is why depositors most likely lost confidence in the 
first place. The answer is that as the Federal Reserve jacked up interest rates for new bonds, the value of 
existing assets within the bank’s “held to maturity” portfolio cratered. When SVB reported a decline in 
the market value of these assets, some depositors feared the bank might not be able to manage a 
sudden demand for withdrawals—and by acting on that fear, they made it a self-fulfilling prophecy.  

 
1   All market data referenced in this outlook are per Bloomberg LP as of close of market on March 28, 2023. 
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Unable to close the shortfall by issuing stock to recapitalize—a non-starter for a bank in crisis—SVB 
instead liquidated part of its loan portfolio. This forced the bank to revalue every asset in their “held to 
maturity” portfolio to reflect current and depressed prices due the dramatic rise in interest rates over 
the last several quarters. Receivership followed within days. 

While SVB’s position may have been uniquely precarious for several reasons, many banks are grappling 
with the same fundamental challenge: to convince their uninsured depositors that their assets are safe, 
while also offering them competitive deposit rates. So far, the primary beneficiaries of this stress are the 
largest banks in the country: Bank of America, J.P. Morgan, Citigroup, and others deemed “too big to 
fail”—a phrase that does little to assuage fears for those who recall the financial crisis. In fact, after 
Bloomberg News reported that midsized banks were asking the Federal Deposit Insurance Corporation 
(FDIC) to abandon the $250,000 cap, and bolster confidence by guaranteeing all deposits for two years 
to stem the tide of deposit outflows, withdrawals only accelerated.  

This request occurred on the same day that the Swiss central bank strong-armed UBS to buy its giant 
rival Credit Suisse due to the latter’s own financial impairment. To be sure, Credit Suisse’s predicament 
differed in many important respects from SVB’s. But a rapid rise in the cost of capital exacerbated both 
situations in ways that proved fatal for the most vulnerable and the least prepared institutions.  

Stabilizing Interest Rates 

Some have commented that the unprecedented pace of the Federal Reserve’s interest rate hikes was 
“bound to break something.” In part because SVB’s collapse was quite arguably the first such 
“something” to be so visibly broken, the Fed increased its primary funds rate by just 0.25% at their 
meeting on March 22, and downgraded their expectations for further rate hikes this year.  

After a prior pace of increasing rates by 0.50-0.75% per meeting, this marked deceleration has altered 
market expectations. Bond prices now suggest that rates will peak at their current 5%, with only a 50% 
chance of one more 0.25% bump within the next two months. Markets also indicate that the Fed will 
pivot to outright cuts not long after that, bringing the fed funds rate down by 0.75% by year-end, 1.0% 
by April of 2024, 1.5% by late summer 2024, and 1.75% by the end of 2024.  

• Yield Curve Signals 

Beyond the closely watched trajectory of the fed funds rate for short-term securities, longer-dated 
Treasuries are sending important signals as well. In particular, it is telling that in early March, the 
difference in yield between 2-year and 10-year Treasuries reached nearly -110bps—meaning that 
investors would earn a full additional percentage point of annual income from bonds maturing in two 
years versus those due in ten. This is an inversion of the normal curve, in which bond buyers are 
rewarded with higher yields only if they lock up their capital for a whole decade.  

Such a dramatic inversion of the curve typically indicates a recession on the horizon. However, 
immediately prior to a recession, such inversions tend to normalize and even turn positive as the likely 
scope and scale of the downturn comes into clearer focus. This seems to be happening: in just the short 
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time since SVB’s collapse, the curve has already flattened substantially, with a yield differential 
narrowing to just -50bp. A final observation: investors are also pushing credit spreads wider, reflecting a 
higher degree of perceived risk from lower-quality borrowers. We shall see, but if history is any guide, all 
of these bond market signals suggest that the long-discussed U.S. recession may finally be drawing nigh. 

U.S. Economy: Macro Trends 

Metrics well beyond the bond markets have also begun to indicate mounting economic strain. Tighter 
bank lending standards, accelerating default rates on consumer and auto loans, and rising credit card 
debt and home equity lines of credit balances all suggest the consumer is under stress, despite 
unemployment at historically low levels. This is not necessarily a contradiction: employment tends to 
crack late in an economic cycle, so strong labor markets today are poor insurance against a recession 
later this year or into 2024. Next week, market observers will focus heavily on the March employment 
data for signs the impressive resilience of the last several quarters will finally show signs of fatigue.  

Meanwhile, other data reassures us that inflation continues to abate. From oil and natural gas to lumber 
and iron ore, key commodities that drove price spikes during the pandemic continue to stabilize near 
more normal levels. Although two important and notoriously sticky inflation inputs, rents and wages, 
have yet to correct substantially, just last week the Philadelphia Fed survey showed early signs of wage 
disinflation. I expect rents to soften more substantially in the quarters ahead, with wages following suit.  

All this is consistent with a recent deceleration in the money supply, whose dramatic leap higher as 
pandemic-era stimulus flooded the economy was a major driver of inflation, as discussed in previous 
Outlooks. These trends are also helping to keep longer-term inflation expectations anchored (currently 
at 2.3%). Inasmuch as inflation is often a self-fulfilling prophecy, it is encouraging to see expectations 
remain low despite more than a year of vocal debate and widespread concern over rising prices. 

U.S. Economy: Banks and Credit Availability 

Unlike the savings & loan crisis of the 1980s or the financial crisis of 2008-09 (and thankfully so), the 
current problem with the banking system is not one of bad loans, but rather a failure to maintain 
deposits to support generally healthy loans carried by individual banks. In time, lawmakers may increase 
FDIC insurance limits or even pass unlimited deposit protection. But to date, the Fed’s response alone 
has done much to stem the outflow of deposits, and greatly reduced the risk of some cascading failure 
of regional banks or other systemic collapse in the short to medium term.  

From an economic standpoint, protecting the regional banking system is critical, as 70% of loans in the 
U.S. are originated by local or regional banks. But the medicine may have a bitter taste: in order to 
reduce risk, banks are poised to tighten lending standards in the coming months, further reducing credit 
availability. This is hardly good news for an economy already teetering at the edge of recession.  

Furthermore, in addition to consumer, business, and residential loans, regional banks also have 
approximately $2 trillion of commercial real estate (CRE) loans on their balance sheets, representing 
nearly a third of their asset base. The bottom line is that in the aggregate, these “smaller” or “mid-size” 
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regional banks are very much “too big to fail,” yet additional challenges lurk as large swaths of these CRE 
loans reset in the coming quarters and years. 

Banks are facing these woes just as geopolitical uncertainty remains elevated, fiscal stimulus is waning 
from the nosebleed levels of recent years, and wages have become stickier across key segments of the 
labor force. At a 30,000-foot level, this is not a great recipe for accelerated revenues and wider profit 
margins across the corporate landscape. But on balance, the disinflationary forces within a credit-
constrained economy should give the Fed leeway to bring its tightening cycle to an end soon, and for 
major central banks around the world to eventually reverse course and cut rates, helping to set the 
stage for a new economic cycle.  

Q2 Market Outlook 

As the discussion above may imply, stocks appear to be somewhat vulnerable so long as inflation 
remains elevated and the Fed stays hawkish. However, we believe we are entering a period of transition 
in which the Fed is poised to pause and ultimately reduce rates. While this turn could take months or 
even a few quarters, when it does occur it will likely increase our appetite for equity and credit.  

Of course, some clients have a higher risk appetite and a very limited need to withdraw funds. We 
recognize that such clients may prefer to forego the relative safety of such investments in favor of 
greater exposure to equities, which carry higher long-term return prospects. Particularly during 
moments of pronounced market swings such as this, we are always willing to review your positions with 
you, revisit their alignment with any shifts in your risk tolerance, and consider introducing multi-asset 
strategies that can reduce portfolio volatility where desired. 

• U.S. Fixed Income 

So far this year, bonds have provided useful ballast to portfolios amidst rising economic uncertainty, 
buttressed by expectations that the Federal Reserve will soon end their tightening cycle. While we were 
most constructive on the asset class a few weeks ago when nominal rates were at high-water marks for 
the cycle, we still see Treasuries and U.S. government agency mortgage-backed securities as grounding 
elements as growth appears to decay and inflation continues to ebb. Again, all of us at Clear Harbor are 
happy to review your current financial picture to determine what place any of these portfolio “shock 
absorbers” might warrant in your own long-term wealth plan.  

For many clients, fixed income and certain alternative asset classes can not only mitigate portfolio 
volatility, but also generate current income—and at current interest rates, much more income than we 
have seen in many years. Still, much of our fixed income exposure is intended to complement rather 
than correlate to equities. For this reason, despite the superior income potential of high-yield bonds, we 
generally limit exposure to that sector, which tends to trade more in line with stocks. 

 

 



 
 

6 
 

• U.S. Equities 

On the corporate front, profit margins in the U.S. peaked over a year ago, and we think they will 
continue to weigh on profitability as many companies focus instead on preserving or growing revenues. 
On a fundamental basis, the broad equity markets appear neither extraordinarily expensive nor 
particularly cheap. The price-to-earnings ratio of the S&P 500—currently ~18.5x estimated 2023 
earnings projections—and the equity risk premium versus the risk-free rate of U.S. Treasuries at just 200 
basis points both suggest that this asset class still appears a bit elevated relative to historical averages.  
If a recession does occur, we would expect price-to-earnings multiples to contract from today’s levels, 
denting prices; conversely, an economic soft landing paired with lower rates from the Fed could well 
justify current prices, based on historical averages.   

With that said, economic cycles change, and well-run companies that successfully navigate economic 
downturns often emerge with enhanced market share and stronger momentum than their peers. While 
we do not try to time the top or bottom of either financial markets or economic cycles, our investment 
team blends our disciplined bottom-up approach to analyzing companies with a constant evaluation of 
the macroeconomic, credit and liquidity environments. By combining these perspectives, we better 
equip ourselves to identify significant shifts in relative value among asset classes, and bolster our 
conviction around specific investments in the context of evolving market conditions. 

• International Opportunities 

In some respects, U.S. investors in international markets may find the relative value of stocks and bonds 
reversed compared with the situation at home. For example, whereas U.S. government debt remains 
quite attractive, our investment team reduced or eliminated exposure to international developed-
market debt from many client portfolios this past quarter in light of the more hawkish posture struck by 
the European Central Bank and the Bank of Japan. We continue to underweight these regions as 
regional differences in inflation pressures increase the likelihood that the Fed will pivot to a neutral or 
even accommodative posture before other central banks, incrementally benefiting holders of U.S. debt. 

In equity markets, the picture is reversed: while U.S. stocks appear somewhat vulnerable, European 
companies have observed incremental tailwinds from a 36% decline in oil prices since June 2022 and an 
even more significant downward shift in natural gas prices, and exporters on the Continent will benefit 
from the post-Covid reopening in China, a major destination for European goods. These same factors, 
coupled with a weaker U.S. dollar, have increased optimism for Emerging Markets equities as well. 
While both Europe and Emerging Markets have seen volatility akin to that in the U.S., European stocks 
have surprised to the upside of late, rising more than 6.7% year-to-date with Emerging Markets up just 
over 2.9%. We continue to find opportunities within both regions, and see merit in a thoughtfully 
diversified portfolio that includes select equities both in the U.S. and around the world.   

Portfolio Considerations 

We maintain that stocks remain the biggest contributor to the growth of wealth over time. However, 
this requires a degree of patience: giving in to the temptation to sell broadly in times of uncertainty in 
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hopes of buying shares back when clouds have dissipated has historically invited investors to lock in 
losses, repurchase at a premium, and incur significant tax penalties along the way. 

This is not to say that one “buys one day, then walks away.” Far from it: having a sense of the economic 
cycle may not avoid all losses or guarantee gains, but it is a prerequisite to appreciating when 
circumstances and risks shift, changing the relative appeal of investment opportunities across asset 
classes, economic sectors, geographies, and individual companies.  

For example, in several of my missives and media opportunities in 2022 and early 2023, I commented on 
incipient signs of decelerating inflationary pressures, declining fiscal stimulus, ebbing personal savings 
rates, and increased credit utilization in autos, credit cards, and other key areas. These observations did 
not enable us to precisely time shifts in market structure. But they did lend a degree of conviction as we 
adjusted portfolios so as to reduce risks associated with the next potential turn in the economic cycle. 
And while some of these points may have seemed specific to the bond markets, where the pulse of 
credit and liquidity is reflected in prices quite quickly, a degree of relevance to equities and other asset 
classes would come to the fore soon enough. 

This is not our first financial rodeo. Taking a step back to the Dot-Com bubble of the early 2000s, the 
ready availability of credit enabled the meteoric rise and eventual collapse of equity prices. Companies 
went public quickly, with capital flowing in abundance from retail investors and venture funds—aided 
and abetted by falling interest rates that spurred the next round of new ventures. When cheap funding 
disappeared, inventories and spare capacity rose, equity market valuations peaked abruptly, and the 
economic cycle came to a sharp halt.  

All of which is simply to say: The causes of our current economic, banking and monetary uncertainty 
differ in important ways from those of the past, and the timing of any cycle is unpredictable. But credit, 
economic change, and greed often follow a similar pattern of expansion, correction and finally, the start 
of a new chapter with its own risks and peculiarities. On behalf of the firm, I am grateful for your trust 
and confidence as we balance our appetite for what is new in every quarter with our respect for 
fundamental lessons that too many disregard at their peril. 

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 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 
using the contact information herein. Please read the disclosure statement carefully before you invest or send 
money.  
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