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Quarterly Market Update

The first quarter of 2010 provided far less heartburn relative to the first quarter of 2009.  The quarter witnessed 
moderate strength as U.S. equity indices rose 5.3% (S&P 500) to 6.2% (NASDAQ Composite), outpacing global 
indices by 2% to 4% on average.

       April 1, 2010 

i  Within fixed income, the aggregate bond and government bond indices closed 
the quarter better by 1.64% and 0.93% respectivelyii

The rally in equities is also reflected in the swift decline in overall money market holdings here in the U.S.  At the 
nadir of the market, assets in money markets totaled $3.9 trillion dollars.  Today, they have broken through $3 
trillion for the first time since November of 2007.  Sentiment has improved, consumer consumption has risen, the 
unemployment rate has fallen, and manufacturing data suggests that activity is gaining momentum as well.  Some 
argue that the skeptics of economic recovery have been proven wrong.  While I have stated that the March 2009 
market and economic conditions are unlikely to return in the near future, some significant structural economic 
challenges remain that continue to prevent us from waving the “all clear flag”. 

.  The gauges of market volatility ended the quarter trading 
near a 2-year low.  The S&P 500 has rallied 70% percent off of the March 9, 2009 low-water mark.  While the rally 
is clearly significant, the market peak witnessed in October of 2007 is still approximately 25% away.  Market 
valuations have rebounded as well with earnings accelerating above consensus expectations across most sectors 
of the economy.  Consensus 2011 earnings estimates value the S&P 500 at a price-to-earnings multiple of 13.5—
not a historically expensive ratio.  The complete pessimism in the market just one year ago has shifted markedly 
toward a more balanced and even positive tone with bulls and bears more evenly split according to most of the 
recent surveys.   

The recovery that appears underway may not last.  However, if it does, it appears that the growth picture 
emerging is one where the consumer plays a less meaningful role.  This likely trend is not only due to lagging 
unemployment but also a function of a less-than robust housing recovery.  70% of the total U.S. GDP emanated 
from the consumer over the last ten years.  We expect that future incremental economic expansion will emanate 
from corporate earnings, business spending, as well as marginal export gains.  This shift from one engine of 
growth to another will most likely provide both opportunities and possible pitfalls to investors going forward.   

We continue to believe that a balanced approach to the market—an investment philosophy that not only 
attempts to benefit from  overall market movements higher but also positions portfolios to weather the storm to 
the best of our judgment—will provide the most favorable long term results for our clients.  Our view at Clear 
Harbor is that managing downside risk is difficult but deserving of significant investment focus.   

Unemployment peaked in October of 2009 at 10.2% (the highest level since April 1983) and now rests at 9.7%.  
While we believe that unemployment may rise over the next several months, the markets should not necessarily 
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interpret the headline data in a negative light as it may represent a greater level of confidence in the economy 
and return of many unemployed actively seeking a job.  Those people who have “given up” on seeking 
employment often do not register in the employment survey. 

 As I have written before, the U6 survey is relevant as it calculates those who are not only recently unemployed 
and officially seeking employment but also those who are underemployed.  This number remains at a disturbingly 
high level of 16.8% and needs to trend downward before confidence can reach a higher plateau.  The labor 
statistics will prove confusing as the economic cycle seeks a bottom and a more lasting trajectory. 

Despite the U.S. government’s attempt to provide cash to first time homebuyers and cash for clunkers, the 
process of household deleveraging appears to have accelerated.  Why is this occurring and what are the 
consequences of it?  According to J.P. Morgan, there exists $1 Trillion of delinquent consumer and mortgage loans 
on the books of banks.  The U.S. government has pressured banks to relieve many of these delinquent 
homeowners by reducing their overall principal mortgage balance or by allowing for “homeowners” to sell their 
home despite the fact that the home is worth less than the principal owed to banks.  This practice is dubbed 
“short selling” and is providing millions of people with immediate relief through the emergence of significant 
disposable income.  This trend is providing millions of Americans with an immediate mechanism by which they 
can de-lever their personal balance sheet (which is a counter argument to the commentary publish by McKinsey 
&Company earlier this year who stated that the household deleveraging process typically takes 6-7 years).  
According to the Federal Reserve, total U.S. household debt fell 1.7% in 2009 to $13.5 trillion.  This was the first 
annual drop in 65 years.    Some of this reduction of debt is taking place through outright default and personal 
bankruptcy.  However, a good deal is more likely a function of incentives taken by banks with the prodding of the 
U.S. government in order to provide households with a way out!  This trend has significant consequences (I will 
not spend this piece discussing the moral hazards involved.  I suspect we could debate the social efficacy of this 
for many years to come.) for consumer consumption across many sectors of our economy.  According to the 
Federal Reserve, banks wrote off approximately $200 billion in mortgage debt in 2009.  According to the Wall 
Street Journal, this amounts to four fifths of the total drop in household debt in 2009.  If these trends continue 
throughout 2010—which we believe they will—household debt should decline again in 2010 from the still 
precarious level of 122% of annual disposable income.   

The Deleveraging American Household 

The deleveraging trend of 2009 and 2010 is one that should catch the “perma bears” off guard.  The script is not 
following the historic story line.  While we should not celebrate the precarious nature of the average American 
household and believe that consumption patterns will remain somewhat muted and erratic in the coming 
quarters,  government efforts are altering how economists attempt to extract lessons from past deleveraging 
cycles in order to predict the future.   

Gold 
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The last year and even the last month highlighted that most developed nations will suffer terrible fiscal deficits for 
many years into the future, pushing debt to GDP ratios to dangerous levels and prompting monetary regimes to 
maintain artificially low rates for a dangerously longer period of time.  Runaway spending will force governments 
across the globe to either dramatically reduce government spending or monetize their individual deficits.  
Mohamed El-Erian, chief executive officer of PIMCO (the world’s largest fixed income management firm), penned 
a commentary in the Financial Times on March 12th where he stated the following: 

“Countries will thus be forced to make difficult decisions relating to higher taxation and lower spending.  If 
these do not materialise on a timely basis, the universe of likely outcomes will expand to include inflating out 
of excessive debt and, in the extreme, default and confiscation.”    

We believe that inflation is a likely medium to longer-term outcome.  In fact, after removing housing from the 
most recent inflation data published by the U.S. Government (housing prices have collapsed over the last 2 years), 
real inflation rose over 5.5% annualized.    

Inflation is affecting the industrial sector of the economy as well.  Just recently, the iron ore industry raised their 
prices by up to 35%.  

I do not want to diverge too far from the principal point here: owning gold during periods of inflation or deflation 
has proven a prudent decision over the course of history.  We now live in a time when a lack of fiscal constraint on 
the part of our elected officials coupled with lax monetary policy will have long lasting repercussions for the 
future of our country, the value of our currency, and the quality of our lives.  

 We view gold as an alternative currency.  In fact, the world has viewed gold in a similar fashion over the last 
hundreds if not thousands of years.  Several central banks around the world have either publicly or clandestinely 
acquired substantial quantities of gold over the last several quarters and years.  In fact, China purchased over 450 
thousand tons of gold over the last 7 years and the World Gold Council predicts that the communist state will 
double its holdings over the next decade.  We prefer to own gold versus a basket of currencies.  If we are forced 
to own currencies, we prefer the Canadian dollar, the Australian dollar, and the Norwegian Kronor.  Look for gold 
to close the year higher for the 10th year running.   

We continue to believe that nearly every portfolio is deserving of a core gold position—some of which is reflected 
in both bullion as well as gold mining companies that have strong management, a healthy balance sheet, 
attractive finding and development costs (total cash costs!),  and a positively sloping production profile. 

We have not invested in U.S. Treasuries for quite some time.  Now is not the time to do so.  We believe that 
despite the Federal Reserve’s decision to most likely maintain a low Fed Funds rate throughout the year, yields 
are poised to rise throughout the curve—particularly in the longer end of the curve.  While higher rates could 
emanate from benign factors such as a stronger economic growth prospects for the medium to long term, and 

U.S. Treasuries and China 
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tighter monetary policy, we believe that higher rates in 2010 and beyond will represent more troubling factors.  
Marginal Treasury purchases from China will most likely wane further going forward, as the communist state 
witnesses incremental export demand to nations other than the US—particularly the emerging markets.  

One contrarian view expressed by Albert Edwards of Societe Generale’s London office this past week was that U.S. 
Treasury purchases by China would wane due to what he predicts will be a trade deficit for China in 2010.  
However, Edwards notes that this may not necessarily translate into higher U.S. Treasury yields.   

“To the extent that China’s trade surplus is “shifted” elsewhere (e.g. Canada), these countries may be larger 
consumers of US goods and hence the US may see a quicker reduction of its own trade deficit.  If that is the 
case, the US could become more like Japan, funding purchases of Treasuries out of domestic savings.  Or to the 
extent the commodity nations see larger trade surpluses and do not peg their currencies in the same way as 
China, they will see intensifying upward pressure on their own currencies, helping to clear recent extreme 
global imbalances which were at the heart of the recent credit crisis.” 

While many market observers—including many of us at Clear Harbor—have pointed to the concept of economic 
mutually assured destruction where the U.S. accepts China’s human rights records and breech the rules of 
engagement on trade while China continues to maintain our low cost of funding our deficit and artificially high 
household consumption through the purchase of US Treasuries, the narrative could dramatically shift if China’s 
trade deficit persists.  As the relationship between the two nations becomes less mutually dependent, disputes 
over commercial trade, cyber attacks, energy, and foreign policy will become significantly more frequent.  Stay 
tuned! 

With that said, we believe that opportunity exists to purchase high-yield debt—particularly B to BBB-rated 
securities at reasonable yields to maturity of 4% to 7.0%.  Our focus is on bonds that mature within 5-years.  
However, we maintain somewhat of a laddered approach in the event that our inflationary view is proven wrong.  
While there exist – from time to time – opportunities to purchase investment-grade bonds, much of the “easy 
money” was made 12 to 16 months ago.  We are happy to confess that our clients were the beneficiaries of such 
attractive valuations during that period of the market and economic cycle.  The opportunity to buy 3-year 
Goldman Sachs senior debt at a yield-to-maturity of approximately 8% to 9% has ended. 

Corporate Debt 

The acceleration of corporate earnings coupled with a rapid acceleration in corporate cash flow will most likely 
provide selective corporate bond investors with above-average fixed income returns throughout the remainder of 
2010.  We remain focused on allocating capital into selective corporate names going forward.     

The investment team at Clear Harbor Asset Management has spent considerable time analyzing the supply and 
demand fundamentals within the uranium industry.  We believe that the price of uranium has bottomed and is 
most likely destined to move considerably higher in the coming years.  The basis for this view emanates from 

Gone Nuclear 
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fundamentals in the supply and demand side of the market.  The ability for production to accelerate markedly in 
important producing nations such as Kazakhstan (which currently represents approximately 20% of world 
production) are constrained by national politics and a near-term leadership vacuum within the uranium mining 
industry in the country.  Mine permitting remains strict around the world, which limits the predictability of supply 
going forward.  On the demand side, the number of planned and proposed nuclear reactors in nations such as 
China, India and Japan will provide the uranium market with strong demand in the medium to long term.  In China 
alone, 17 nuclear reactors are currently under construction with 52 reactors globally.  Another 139 reactors are 
planned across the globe with 295 currently under proposal. With the industry average cost of production at 
about $30 to $35/lb according to Raymond James’ Canadian-based analyst, several mining companies have 
reduced production due to negative cash flow generation.  We believe that with supplies tight, demand growing, 
and the need for additional supply obvious to the industry, the price of spot uranium will most likely rise from its 
current $40/lb level.       

There do exist some attractive investment opportunities within the uranium mining sector of the economy—
particularly from those production companies that have the ability to add incremental growth to their portfolio 
through the expansion of existing mines or through the successful permitting and production of future projects.  
We seek such opportunities on behalf of our clients and believe that these alternative investments provide the 
type of deserving non-correlation to the underlying equity and fixed income indices.  

Our thesis on agriculture has not substantially changed over the last several months.  We believe that a growing 
population will require more agricultural production in the coming years and decades.  Additionally, many experts 
predict that we could witness the complete destruction of our critical agricultural top soil over the next fifty years.  
Planet earth also has fewer incremental arable acres available for food production.  This coupled with mandates 
by governments around the world—particularly in the U.S.—to consume nature’s harvest for the purpose of 
inefficient biofuel production will place further upward pricing pressure on corn, wheat, and soybeans in the 
coming years and decades.  The demand for increased crop yields will accelerate the demand and global 
utilization of water efficiency technologies, fertilizers, and genetically modified crops.     

Agriculture 

We believe that the all important natural phosphate and potash nutrients supply/demand cycles have bottomed 
and now are trending upward.  Recent longer-term contracts of phosphate and potash sales to India have 
suggested that a floor is now set in the fertilizer market.  For example, contract prices of potash have risen from 
$325/ton last year to approximately $400/ton today.  According to several reports, smaller contracts of 10 to 20 
thousand tons are trading close to $500/ton.  Concurrent with that trend, merger and acquisition activity within 
the potash and fertilizer space more generally has accelerated.  We believe that the pure play potash and fertilizer 
space is poised to perform well in the coming months.   Clear Harbor continues to seek out investments within 
this important segment of the economy.   

Technology 
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The proliferation of personal computers, mobile phones, and “smart” appliances should benefit leaders in 
semiconductor equipment and technology in the coming quarters and years ahead.  Intel is the largest 
manufacturer of semiconductors worldwide and will benefit from these trends.  Intel’s strong management, 
leading edge advantage, and record of providing shareholders with healthy dividends (Intel paid out 70% of their 
net income to shareholders last year) through strong and weak cycles, provides us with the confidence that this 
“boring” titan should exist in most client portfolios.  

We continue to believe that while government legislation to address CO2 emissions and greenhouse gases is 
unlikely to resurface for quite some time, the economics of demand response services can stand on their own 
merits for both producers of electricity as well as consumers.  Additionally, we believe that states (and perhaps 
the EPA) will continue to mandate that utilities maximize demand response technologies and services before 
spending capital on expanding their generation capacity.  These two variables are here to stay and will benefit 
companies such as Boston-based EnerNoc for many years to come.   

Energy Efficiency 

Energy Comments from New Orleans 

I returned from the 38th annual Howard Weil conference in New Orleans last week with a few thoughts worthy of 
reflection.  Most of the chief executives whom I met with over the course of four days remained significantly 
bearish on the near term outlook for the price of natural gas and decidedly bullish on the price of crude.  I often 
find consensus disturbing as history suggests that “the herd” is often wrong.   Oil closed the quarter higher by 
3.8% while natural gas ended the period off by -28%

Oil 

iii

Despite our often contrarian bias, our energy focus at Clear Harbor Asset Management tilts significantly toward oil 
exploration and production (rather than natural gas) as well as the oil and gas service sector which provides the 
critical technologies, services, rigs, and operational infrastructure required to seek, extract, and deliver oil and 
natural gas to market.  We believe that the ultra-deep water segment of the oil services arena remains a 
compelling area as we witness significant growth in such projects in areas such as Brazil, the Gulf of Mexico, 
African coast,  North Sea, etc…  Lastly, in addition to strong supply/demand fundamentals, we  believe that an 
acceleration of geopolitical uncertainty in regions such as Iran, Nigeria, N. Korea, Yemen, etc…  will most likely 
prompt oil to remain well bid throughout the year.    

.    

Andrew Gould, the CEO of the world’s largest oil and gas service company—Schlumberger—provided opening 
remarks to the conference attendees by stating that: 

Natural Gas 

“For five of the last six years, I stood here and said that the problem with oil and gas is supply (a lack of it!).  The 
issue is both demand and supply this year.”   
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Larry Nichols, the CEO of Devon Energy, provided further insight to Mr. Gould’s comment when he remarked over 
lunch that he is not seeing any signs of industrial demand growth this year despite the improved sentiment in the 
economy and financial markets.  Mr. Nichols perception was that the natural gas producers continue to spend too 
much capital despite the fact that the return on invested capital for most companies in the majority of the 
unconventional shale locations around the country is currently negative.  According to Nichols, $44billion worth of 
capital—both debt and equity—infused the industry last year—providing scores of companies with significant 
capital relief and capacity to drill wells at a net marginal cash loss.  Why would management decide to act in an 
irresponsible manner?  The conversations and presentations at the conference point to two important reasons: 

 Firstly, many natural gas companies spent hundreds of millions (if not billions) of dollars over the last five years 
purchasing leases on lands that require specific drilling activities within a specified period of time before the right 
to the lease is “put” back to the landowner.  As a result, the industry continues to aggressively drill for 
uneconomic gas—preventing “true” market pricing from providing equilibrium to the commodity.  The country 
is oversupplied (some argue less than the government has indicated but oversupplied nonetheless) and prices 
have fallen as a result.   

Secondly, most natural gas production companies leverage their activities through the equivalent of an “equity 
line of credit”.  In the commercial banking business, such a line is dubbed a “revolving line of credit”.  In order to 
maintain such a “line” or “borrowing base”, banks often review the existing line and determine whether more or 
less credit should exist for the given company.  In the case of natural gas and oil production companies, the price 
of the commodity itself (natural gas and/or oil) is an important component to this calculation as it impacts cash 
flows and earnings in a very fundamental manner.  Most companies who borrow through such lines are obligated 
to “hedge” a portion of their future production in the futures market in order to reduce the risk of repayment to 
the banks.  This hedging has also provided an incentive for natural gas companies to drill and produce even 
when pricing is less-than-favorable.  In my opinion, the race to drill land in order to maintain leases is having 
greater impact on producers than their obligation to hedge.  However, both variables are worthy of 
consideration.   

We ultimately believe that the market will sort this out as investors prove more hesitant to fund inefficient energy 
production through the purchase of equity and debt.  Mother nature will also serve to provide equilibrium to the 
market as a typical unconventional natural gas well declines at a rate of approximately 80% in year one—
providing swift supply destruction to the market.  We also believe that the natural gas futures market may flatten 
to a degree where producers are no longer incentivized to hedge future production at prices significantly above 
that seen in the current or “spot” market.  This too will impact future supply.   

As natural gas prices continue to falter, electric generating plants are more incented (to the degree that they can) 
to exchange coal for natural gas.  Additionally, efforts on the part of the environmental community (The Sierra 
Club and the Natural Resource Defense Council for example) have prevented new coal-fired electrical generating 
plants from coming online in the U.S... 
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There also exists chatter in the markets that the EPA could either regulate CO2 emissions or force coal-fired 
electrical generation to fade into the sunset in the coming years and decades.  We expect some clarification on 
this issue in January of 2011.   Today, many utility companies are seriously contemplating a future where their 
primary source of fuel (historically) is no longer a long-term viable option.    Natural Gas is the obvious solution.   

To quote the CEO of Devon once again, “natural gas is easily dispatchable (unlike wind or coal for example) and is 
50% cleaner than coal.”  We believe that while the short-term looks highly uncertain for natural gas production 
companies, the medium to long term could provide significant tailwinds for those companies that have the capital 
and balance sheets to weather the storm.   

January of 2011 will witness significant increases in income tax rates for those Americans who pay taxes.  The U.S. 
economy will most likely find such a headwind intolerable.  Unlike the great recession of 2008 where the Federal 
Reserve lowered the Funds rate by 350 basis points (from 3.5% to 0%), any future significant economic bumps in 
the road will be met by a Fed Reserve that has nearly run out of ammunition to fight another economic battle.  
And if inflation starts to ring alarm bells, I suspect that the Federal Reserve’s ability to fight it will be met by 
populist cries from the halls of Congress.  We should all hope and pray that “double dip” does not become part of 
the daily business lexicon in the coming quarters.  We just may not have the will to fight this time around. 

Washington and Beyond 

 The professionals at Clear Harbor are busier than ever before.  We continue to maintain our relentless focus on 
our client capital and risk management in an ever uncertain world.  It is the collaboration of professionals and the 
analysis that we undertake that provides us with a series of assumptions to move forward with confidence about 
the future.   

Conclusion 

On behalf of the team at Clear Harbor Asset management, we thank you for your continued support.  

Regards, 

 

Aaron J. Kennon 

                                                   
i As of March 30, 2010 closing prices 
ii As of March 30, 2010 closing prices  The bond market indices referenced are those sponsored by Barclays Capital  
iii Prices as of March 30, 2010 


