
          

 

 

Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

          

Aaron J. Kennon        

Chief Executive Officer 

 

Market Outlook 2010        January 4, 2010 

Before delving deeply into my outlook for 2010, I feel compelled to thank my existing clients and friends 

for their expressions of encouragement and support over the last many years.  My decision to establish 

Clear Harbor Asset Management was primarily due to the fact that the opportunity was in the best interest 

of the people that we serve every day—our clients.  Clear Harbor’s platform is one that is designed for the 

2010 investment landscape.  The people, the approach to investing, and the platform are properly aligned 

to add value to our clients now and into the future.  As always, I am forever grateful to those who have 

supported this endeavor.  

This is the third year running that I commenced writing my market outlook from the comfort of my home 

atop a hill in the Green Mountains of Vermont.  Unlike last year, this Christmas Day was calm, clear, and 

sunny.  If last year’s high winds coupled with snow and sleet symbolized the high-speed economic crash 

of 2008, this year’s beautiful weather could be seen as a symbol of the improvement in the capital 

markets in 2009.  Unfortunately, this weather to economic analogy is made through the perspective of 

past events and therefore does not provide a forward looking mechanism from which one can predict the 

outcome of financial markets in 2010.  I will attempt to wade through a few important market and 

economic observations from 2009 and provide some predictions for the coming year.    

2009 was clearly a year of extremes.  We witnessed the continuation of 2008’s equity market collapse 

through the first two months of 2009 and then watched underlying equity markets rally approximately 

65% from the nadir—the most significant upward move since the 1930s.  Those investors who purchased 

equities at attractively valued levels during the height of fear are sitting comfortably today.  Conversely, 

investors who jumped on the bull market during the late 1990’s watched their economic nest egg crash.  

In both unfortunate market cycles, those who managed risk by seeking value-oriented equities and bonds 

faired significantly better than those who tagged along for the volatile ride and most likely sold at the 

bottom of the equity and credit cycle and bought at the top.  At Clear Harbor we allocate client capital 

based on the specific risk-adjusted return characteristics of individual securities across various asset 

classes.  We believe that this approach is one important differentiating factor of our firm versus most of 

our competitors.   

For example, when high-yield and investment-grade debt provided an attractive entry point for clients 

earlier this year, I allocated cash to this area of the market (investing in bonds issued by individual 

companies).  And following the significant rally seen in Q2 and Q3 of 2009 in this asset class, I began to 

adjust our asset allocation into this once highly attractive sector back to cash or into other asset classes.  
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In many cases, I merely halted the once-aggressive buying posture.  These actions were not market-timing 

decisions.  Rather, the approach was merely a moderate risk reduction exercise where the projected 

returns on those investments were no longer justifying an aggressive allocation in a particular segment of 

the capital structure. 

The ebb and flow of the markets—both fixed income and equities—provides us with a barometer that we 

use and adjust throughout the life of a client portfolio.  When equity and bond prices move higher, the 

team at Clear Harbor has a tendency to become less content.  While we attempt to assess “the herd” 

mentality in both bull and bear markets, it is our understanding of companies, their valuation, their 

management, and their earnings potential, that provides us with the proper conviction to invest in the 

midst of great uncertainty. 

                                             ***** 

The U.S. equity markets closed the year in positive territory with the S&P 500 and Dow Jones Industrial 

average closing the year up 27.7% and 18.8% respectively.  However, it is noteworthy to consider that the 

most significant rally (from the March 9
th
 to the close of this year) since the 1930s prompted the S&P 500 

to only retrace approximately 50% of its losses—yet another reason for investors to refute conventional 

wisdom which tells us all to invest our savings in “the market” in order to achieve long-term wealth.
i
 

2009 also witnessed one of the most significant rallies in the corporate bond sector.  Some of our favorite 

high-yield bonds commenced 2009 yielding 16-20% and ended the year yielding 3% to 9%.  From trough 

to peak over, high yield bonds rallied from 20% yield on average to 9%!  One year ago, bonds that traded 

at less than 50 cents on the dollar accounted for more than 25% of the total high-yield market.  Today, 

only approximately 1% of the sector trades at such levels.
ii
   

The investment grade sector followed similar dramatic trends over the course of 2009.  As credit spreads 

contracted significantly into the late summer and fall of this year, valuations in many sectors did not 

justify the aggressive approach that we took to the asset class earlier in the year.  While we continue to 

believe that 2010 will provide opportunities to allocate our clients into attractively priced (relative to risk) 

fixed income investments, the landscape is one that is no longer filled with a broad array of bonds from 

which one can seek value.  Security selection is more imperative than ever. 

      ***** 

The V-shaped formation in equity markets masked some of the more concerning fundamental data.  For 

example, unemployment rose nearly every month and breached 10% (to 10.2% during the Q4 of this year, 

closing the year at the 10% level or 5.2% higher than Q1 2008!  The troubling employment data is 

comparable to that seen during the early 1980s recession.  The most notable contrasting point was that the 

Fed Funds rate during that period (December 1980 to November 1982) fell from 20% to 8.5% following a 

successful inflation-fighting campaign by then-Fed Chairman Paul Volker.  Today, interest rates are at 

historically low levels (even despite the worst one year performance for Treasuries in over thirty years 

this past year!) and the Fed Funds rate sits at zero percent!   
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While our current Federal Reserve Chairman Bernanke utilized many unconventional tools during the 

dark days of 2008 and early 2009, he is now left with an extraordinarily weak economy and an inability to 

stimulate consumer and business demand through an easy money policy.  If the hand of the Federal 

Reserve is no longer able to tinker with the stimulation of economic demand, how will the economy find 

the proper traction to sustain a recovery in the coming months and quarters?   Where will we see real 

demand in the coming quarters and years?  What will serve as the catalysts toward a longer lasting 

economic recovery and which fundamentals should investors examine in order to determine whether the 

trajectory of our economy is one that is both upward sloping and built on a more sustainable foundation?  

Despite our concerns about the future, the answer to some of these questions will provide investors with 

sufficient opportunity to seek out profitable investments in 2010 and beyond.    

Employment 

Over the last 10 years the private sector unfortunately has seen nearly zero job growth.
iii
  This is a horrible 

statistic and one that only compares closely to that of the 1930s!  And while private sector jobs 

disappeared, the public sector watched their numbers swell by approximately 2.5 million over the same 

period!  What is also a terrifying statistic is the current U-6 unemployment figure of 17.2%.  This figure 

accounts for people who are underemployed or unemployed (both those who have decided to no longer 

look for work and those that are still attempting to seek employment).  This compares to the official 

unemployment number of 10%-- a statistic clearly not worthy of celebration either.    

So, what can we do to turn the employment ship around?  There is no clear or correct answer to this very 

important question.  However, I suspect that improvement in both business and consumer demand is 

critical.  However, demand requires confidence and confidence requires a belief that governments are 

working in the best interest of economic growth.  Raising taxes and growing future government liabilities 

will not provide the country with a secure path to such growth.  

Timely Taxation Tidbit  

Exactly two years before the March 2009 market low, now Chair of the President’s Council of Economic 

Advisors and then professor at the University of California Berkeley, Christina Romer penned a not-so-

controversial analysis of the “tax multiplier effect” titled, The Macroeconomic Effects of Tax Changes: 

Estimates Based on a new Measure of Fiscal Shocks.  The study found that the tax multiplier is 3, 

suggesting that for each dollar of increased taxes will reduce private spending by $3 dollars.  A misguided 

effort to increase taxes in 2010 could prove extraordinarily damaging to the efforts that government, 

corporations, and individuals have made to resuscitate and grow our economy.  Fiscal policies that 

stimulate economic growth provide the only possible path to sustainable and future economic prosperity.       

Real Estate 

One of the most critical inputs driving our consumer-driven economy is real estate.   The Case-Shiller 

residential housing market index continues to show price depreciation across most major metropolitan 

areas of the country.  The 20 city index is off more than 30% since the peak attained in late 2005.  Annual 

purchases are off -11% year-over-year.   33% of home sales data year-to-date is due to bankruptcy.  

Almost 1 in 10 of every prime mortgage loan is either delinquent or in foreclosure.  41% of all subprime 
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loans are delinquent or in foreclosure. 
iv
 The state of the housing market is far from secure despite a 

deceleration in the rate of deterioration from 2008.    

A combination of higher unemployment, rising rates, and tight credit will prevent real estate prices from 

making positive headway in 2010.  The bottoming process requires a return of confidence to the 

consumer, their balance sheet, and their state of employment.  And until real estate makes a turn, the U.S. 

economy will lack the necessary traction to move in an upwardly sloping direction. 

Not a Typical Recession 

Recessions are most often driven by a state of excess inventory.  This most recent recessionary cycle was 

not sparked by such an “overshoot” in inventories but rather was initially driven by significant 

deleveraging on the part of the consumer which not only sparked a significant inventory build but also 

served to deflate nearly every core asset class.  Equities, corporate bonds, commodities, and hard assets 

such as timber all felt the wrath of the most recent recessionary cycle.  The excess in the system was that 

of excess leverage driven by excess credit.  For the consumer, the era of mc mansions has come to an end.  

For the approximately 65% of Americans who own homes and have a mortgage (an estimated 35% of 

homeowners do not have a mortgage), the aggregate loan-to-value is approximately 100%.  Home equity 

has evaporated in three years!  These figures are not going to provide the confidence boost required to 

accelerate consumption!  And all the beneficiaries of the boom—from home depot to home realtors, from 

bankers to bricklayers, from  coffee shops to car dealers—are experiencing the shocking fallout from the 

deleverage process as well.  Will history repeat itself and witness the return to the days of excess credit?  

You bet it will.  With that said, the short to medium term will most likely provide a new normal state of 

economic growth—a period of fragmented and limited growth where the consumer is pinned against the 

economic wall of worry.  

Some of my most recent commentaries over the last few quarters highlight the degree to which consumer 

credit has declined.   Until the most recent economic crisis, consumer credit had not declined markedly in 

close to 75 years (The Great Depression) The current statistics are clear—real credit to consumers is 

declining sharply.  Credit card lines have been reduced or eliminated, mortgage credit is significantly 

more strict, and small business loans opportunities are tight.  These trends point to a cash-strapped 

consumer for many quarters if not years to come.    

Gold 

Despite significant rallies in both global equities and corporate credit, the price of gold still found 

significant momentum to move forward over the course of the year.  Gold closed higher for nine 

consecutive years this past year with an annual gain of 27%.  Gold has outperformed every major 

currency since 2005.  Lax monetary policy coupled with a weak economic recovery and evidence that 

gold production is now on a downward path has placed upward price pressure over the course of the last 

several quarters.  Additionally, gold ore grade has fallen consistently over the last several decades.  In 

1950, gold mining companies produced 12 grams of gold for every ton of material mined whereas today 

that figure is estimated at 3 grams. Environmental regulations have also tightened significantly over the 

last several decades with key gold producing countries such as the U.S., Canada, and Australia placing 

particular scrutiny on the permitting of new gold mining projects. 
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The view that peak gold is in fact upon us is not merely shared by a fringe segment of the investment 

community.  On November 13
th
, the president of the largest gold mining and production company, 

Barrick Gold, articulated why the company decided to remove their gold hedged positions (which would 

have provided them with an opportunity to safeguard against a declining future gold price).  He noted that 

after ten years of declining production, the trends are not about to change.  And let us not forget that gold 

is the only currency that has survived the last 3000 years of human history!  Clear Harbor believes that a 

portfolio that maintains some leverage to the price of gold is particularly prudent at this juncture. 

Global Growth & Currencies 

We continue to believe that emerging market growth will continue to diverge from developed nation 

growth in 2010 as developed nations continue to struggle with significant personal and government debt 

loads, high unemployment, rising taxes, and increased protectionist economic policies.  Emerging markets 

will continue to provide a significantly greater contribution to global growth in the coming year as 

domestic consumption in Asia (in particular) accelerates.  It is for this reason that while we believe the 

dollar will most likely keep approximate pace (but not in the long run!) with the Euro, Yen, and British 

Pound, the Greenback will falter versus emerging market and commodity-based currencies (such as 

Canada, China, Korea,  and Australia) in 2010.  The one risk that would alter this view is a significant 

economic hiccup in Asian economic growth—most notably China.          

The Fed will continue to struggle with the timing of their change from a zero interest rate Fed Funds 

policy in 2010 and monetary regimes such as the Bank of England will grapple with the prospect of future 

inflationary pressures in the midst of an ongoing Quantitative Easing policy.  We continue to believe that 

the Federal Reserve, the ECB, and the Bank of England will raise their equivalent funds rates by less than 

the expected 0.85% to 1.00% suggested by the futures market.  We do not see the recent tightening 

decisions by Australia and Norway as harbingers for the U.S. going forward.   

Energy Markets                          

The energy markets provided much drama this year.  Crude oil (WTI) closed the year at $79.86/barrel or 

nearly $50/barrel higher than one year earlier!  NYMEX natural gas ended the year at $5.57/Mcfe— 

relatively unchanged from the spot price one year ago despite significant downward price volatility from 

Q1 through Q3.  While we believe that domestic natural gas—particularly unconventional gas discoveries 

in areas such as the Haynesville Shale in Louisiana and the Marcellus Shale in Pennsylvania—will have a 

tendency to oversupply the gas markets in the near term, the ability for natural gas to play a significantly 

greater role in our domestic energy consumption mix in the coming years is quite significant.  For 

example, coal-fired utility companies often have the ability to switch to a natural gas producing option 

(particularly for peak electric demand load).  Pricing differentials between coal and natural gas (on a BTU 

adjusted basis) will continue to provide upside demand surprises to gas.  Additionally, we believe the 

regulatory initiatives driven by individual states as well as the U.S. Government (perhaps even through 

initiative mandated by the Environmental Protection Agency) will serve as additional “tailwinds” for 

natural gas in the coming years.  Lastly, with over 80% of the increase in natural gas demand from now 

through 2030
v
 emanating from the developing nations of the world, we continue to believe that liquefied 

natural gas demand will continue to direct incremental supply away from the U.S. market.      
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The demand for power generation will continue to drive the coal and natural gas markets for many years 

to come.  World electricity demand is expected to grow at an annual rate of 2.5% to 2030 with additions 

to power generation totaling 4,800 gigawatts by 2030—the equivalent of five times the current electric 

power generation capacity in the United States.  28% of the future additions (to 2030) to power generation 

will emanate from Chinese demand.
vi
    

Oil 

The IEA World Outlook points to the need for significant investment (over half of which needs to take 

place in developing countries) over the next 20 years.  According to the IEA, $26 Trillion is required over 

the next 20 years (or $1.1 trillion per year) to address surging energy demand.  The incremental capital 

required to address future demand will not only emanate from increased CAPEX on the part of 

exploration and production companies, LNG terminal construction, pipeline development, etc…but also 

from the development of energy efficiency technologies and services.    

Despite a weak economic recovery among OECD nations, our oil thesis remains constructive.  While we 

do not believe that oil prices will close 2010 above the approximately $145 per barrel level witnessed in 

mid-2008, fundamentals continue to support crude’s recent strength at current levels above $60 per 

barrel—a level that many industry experts would agree is a decent estimate on the marginal cost of oil 

production.    

The International Energy Agency (“IEA”) provided their 2010 oil demand outlook for 2010 in early 

December, increasing demand nearly 1.5 million bpd to 86.3 million bpd.  The supply picture on the other 

hand continues to look more bleak with non-OPEC supply expected to increase by only 380,000 bpd 

above levels seen in 2009.   The economic crisis has highlighted the lack of capital expenditures required 

to meet global energy consumption going forward.  An aggressive acceleration of spending is most likely 

required to prevent demand for oil from further outstripping production as the global economy rebounds 

from the darkest days of the 2008/2009 recession.  

Continuing with a theme that I highlighted to clients last year—the oil and gas services sector—we 

continue to believe that select company valuations exist at current levels and deserve capital allocation.  

Additionally, we maintain our view that a healthy allocation in the energy (oil and gas in particular) 

exploration and production sector remains prudent at this time. 

Iran & Geopolitics 

As stated six months ago, I continue to believe that events evolving in energy critical regions such as Iran, 

Saudi Arabia, and Nigeria will continue to provide upside volatility to oil prices.  While we evaluate 

companies on their fundamental merits, further disruption in the oil supply chain appears more likely than 

not in the coming year.  We believe that Iran’s public and aggressive approach to acquiring a nuclear 

weapon will prompt the West (and/or Israel) to address this situation in a manner that could significantly 

destabilize the global markets—particular the price of crude oil.  Militant attacks on key government 

officials in Saudi Arabia (near the Yemen border) and disruptions in the Nigerian oil pipelines are 

increasingly common and have the potential of destabilizing those particular governments.  Look for 

continued oil price volatility in 2010! 

 



                    

Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

Energy Efficiency 

In June of 2008, I first articulated the value in seeking out investments in demand response technologies 

and services.  The oil and gas markets had just begun to crack and the market was distracted by falling 

equity prices and the demise of Bear Stearns.  With that said, I spent weeks and months investigating 

opportunities within the sector.  Such a strategic decision proved extraordinarily timely as our top equity 

selection within the energy efficiency sector outperformed nearly every stock in the NASDAQ index this 

past year.  We continue to believe that electrical generating capacity constraints that were once addressed 

through the expansion of supply can now find solutions through the demand side.  This thought is not 

nearly a wish or a desire but now is evolving into an economic and regulatory reality throughout the U.S.  

Utility companies see the economic value of not spending precious capital on building additional capacity 

and regulators view demand side energy efficiency as a critical and impactful solution to global warming 

and a cleaner planet.  Demand response technologies have a critical role to play today and into the future 

and will continue to provide opportunities for the patient investor.  

Agriculture & Water 

Agriculture and water are two areas that are deserving of significant investment.  While most soft 

agricultural commodities trade in the form of futures on various commodities exchanges throughout the 

world, water in its purest form does not.  With that said, we live in the midst of an enormous human 

challenge: as our population is expected to expand from 6.5 billion today to approximately 9.5 billion in 

2050, how will we feed and hydrate our people?  We have observed drought-stricken nations such as 

China and Saudi Arabia purchase vast amounts of agricultural lands in South America over the last few 

years.  The race for food resources is ultimately a battle for water and security.  Without clean water, food 

production is not possible.    

In addition to surging population growth and real demand, other core trends over the last century have led 

us to a possible tipping point.  From the emergence of bio fuels to the dearth of potable water, from soil 

degradation to the economic instability, from the decline of fish stocks to deforestation, the causes of our 

current crisis are vast.  Jacques Diouf, director-general of the UN’s Food and Agriculture Organization 

(FAO), was recently quoted in the Financial Times
vii

 with a dire warning that the world is not doing 

enough to prevent another food/commodity crisis.  In an interview with the FT, Mr. Diouf stated that 

“when the [economic] recovery picks up, we will be back to square one.”  He outlined the fundamental 

problems as being a lack of investment and strong emerging market demand—particularly in China and 

India.        

A growing global population coupled with rising standards of living worldwide will undoubtedly present 

challenges to policy makers while providing potential opportunities for investors.  It is only through the 

allocation of significant investment in infrastructure upgrade and expansions in both developing and 

emerging markets coupled with aggressive research and development in, water metering technologies, 

crop genetics and fertilizer science that will provide the planet with the ability to adequately feed itself in 

the coming years ahead.  With well over 1 billion people in the developing world lacking access to clean 

water, investments in this sector achieve an economic and tangible social benefit.  We continue to seek 

out investments that reflect this thesis.    
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U.S. Government Debt 

The U.S. increased its total debt by approximately $1.9 trillion in 2009.  Despite the aggressive 

quantitative easing policies on the part of the Federal Reserve, foreign buyers still represented the largest 

buyers of Treasuries in 2009.
viii

 The total U.S. debt outstanding as of Christmas Day 2009 stood at just 

over $12.1 trillion.  According to the Obama Administration, the deficit in 2010 will most likely approach 

$1.5 trillion.  And the independent Congressional Budget Office predicts the U.S. deficit to expand by 

$10 trillion over the course of the next decade with GDP assumptions in 2010 and 2011 of 3.8% and 4.5% 

respectively.  It is important to note that the 2010 consensus GDP forecast is 2.7%. 

An additional and troubling statistic pertains to our growing debt level when calculated on a per capita 

basis.  The recession that I have mentioned on several occasions in the past was the recession of 1981-

1982.  The U.S. Debt per capita (adjusted for current U.S. Dollars) was $10,426 in 1982.  In 2008 (last 

official data point), the number rose to $35,016 per person.  By the end of the next decade the interest that 

we pay on our national debt is expected to increase by an additional $600 billion annualized to $774 

billion.  This equates to nearly 15% of total outlays—up from 5% in 2009.  And again, this assumes 

healthy and sustainable economic growth coupled with historically low interest rates—a bet that I do not 

feel comfortable making at this juncture. 

Those who are bullish about economic growth going forward should feel queasy about the ability for the 

U.S. to manage its balance sheet.  Those who are less enthusiastic about the CBO’s economic forecasts, 

are downright petrified about the ability for the U.S. Government to fund its debt in the coming years 

without significant structural changes to the way that citizens and politicians contemplate American 

superiority and its future role in the world.  The battle for fiscal responsibility is not all lost.  However, its 

forces have retreated to the economic equivalent of Dunkirk.  The question that we all must contemplate 

is whether we will experience a safe exit from such a dangerous position. 

While poll after poll indicates the public’s disinterest in the largess of the U.S. deficits, the real actors and 

influencers of American policy could shift from its citizens to its bankers.  There exists a syncidate of 

bankers that fund the U.S. government and keep it afloat.  These bankers are the countries that have 

provided credit to the nation (with varying motivation—political and economic).  These nations are the 

holders of U.S. government debt.  The largest member of the U.S. banking sydicate is China.  China has 

extended approximately 25% of the credit to the U.S. and therefore brings to bear the most significant 

political and economic leverage. While there exists somewhat of a symbiotic relationship between the two 

nations, the lack of growth in the U.S. and OECD as a whole coupled with continued strong growth in 

much of the emerging market nations provides little incentive for China to continue  purchasing our debt 

in the future to such a voracious degree that it has in the past.  This is the moment when the U.S. Treasury 

and the Federal Reserve needs China to purchase increasing amounts of our debt.  I suspect we are 

approaching a cross roads where China’s appetite wanes (but does not disappear) but its leverage to 

achieve beneficial ground on issues of economic and foreign policy accelerates. 

While our 2009 outlook correctly predicted that Treasury yields would move higher over the course of the 

year, we maintain this view for the course of 2010. 
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Conclusion 

Looking back over the last decade, U.S. equity markets have returned near zero percent to investors—the 

worst performance in approximately 180 years!  I close with this fact as it speaks to the ongoing need to 

think about investments not merely within the context of one asset class—equities—but also within the 

context of a multi-asset class strategy.  At Clear Harbor, we view the investment landscape in such a 

manner and believe that our approach provides attractive risk-adjusted opportunities to the patient 

investor.       

With a sense of purpose and excitement, Clear Harbor Asset Management looks forward to the next 

decade of investment opportunities.  

On behalf of the team at Clear Harbor Asset Management, I wish you a very healthy and happy New 

Year.   

 

Sincerely, 

 

Aaron J. Kennon 
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