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The second quarter 2010 was marked by a reversal of the market direction of the previous 12 months as 
equities declined, U.S. Treasuries rallied, credit spreads widened, and economic data faltered.  If the 
second quarter was an indication of future market volatility, I suspect that Q3 could provide significant 
roller-coaster-like market moving gyrations.   Year-to-date, S&P 500 is now off by -7.5% with WTI Crude 
weaker by -4.6%, and Gold surging by +13.5%.  Global equity indices closed weaker by approximately -
14% on average year-to-date.  Uncertainty over the U.S. and global recovery, Europe’s sovereign debt 
woes, China’s growth picture, significant and nagging jobless statistics across nearly every developed 
nation, and questions over whether American consumers can reduce their household debt levels 
without producing a significant economic and monetary train wreck are just a short list of concerns that 
market participants will continue to monitor with great vigilance going forward.    

The quarter commenced on a strong note with further strength witnessed in both global equities as well 
as credit.  The month of May provided a respite to the 14 month bull party with the European debt and 
banking crisis coupled with the NYSE “flash crash” providing markets with a catalyst to falter 
significantly. In fact, May of 2010 was the worst May for U.S. equity markets in 70 years.  “Double dip 
recession” is now a common buzz phrase and concern once again as the 2009 fiscal stimulus runs out of 
gas, unemployment continues to hover close to 10%, retail sales strength proves uncertain, and the first 
time homebuyer credit expires for Americans.   

While the possibility of another economic and market train wreck exists, we believe that that a double 
dip recession is unlikely within the next twelve months.  With that said, the U.S. economy is 
experiencing an economic growth trajectory and environment that is more susceptible to recession.  At 
a zero percent fed funds rate, underlying interest rates at historical low levels, we believe that there 
remains little that government can do to spark demand and therefore provide longer-term confidence 
and lasting economic growth. We believe that the U.S. Congress should pass a significant payroll and 
capital gains tax reduction.  This would provide immediate economic relief to consumers, instill a dose of 
lasting confidence back into the capital markets, and provide the velocity of money to accelerate.  
Longer term, we believe that structural challenges will persist for the U.S. government and household 



 
 

balance sheets which will hold down growth and provide a greater likelihood for negative growth in the 
medium term.   

      *****                                                                                       
In the U.S., several important economic indicators have faltered over the last several weeks and 
months—most notably housing data, payrolls, consumer confidence,  and retail sales indicators.   With 
that said, we believe that there exists significant strength in other important data points.  For example, 
Industrial Production (both in the U.S. and the Euro Zone) and the Household Survey of employment 
lead us to approach this current period of uncertainty with caution but not a sense of capitulation.  We 
believe that the market is most likely mistaking expectations of lower trend GDP growth in the future for 
a faltering recovery.   

We expect economic growth to continue for the remainder of 2010 and into 2011—albeit at a lower 
trend rate than most economists predict.  Trend economic growth over the next few years will most 
likely settle well below the recent historic range of 3.5% to 4.0%.  We believe that such a sluggish 
growth rate (of 1.5% to 2.5%) is problematic in the face of a mountain of state, national, and 
household debt.  While nearly every state in the country requires a balance budget from one year to the 
next, we believe that such forced austerity will not only increase taxes but also reduce demand as more 
Americans lose jobs and confidence diminishes.  We expect this fiscal crisis to accelerate later this year 
as 46 states grapple with a combined $112 billion worth of debt commencing in fiscal year 2011. 
Nationally, U.S. debt will top $13.6 trillion this year and approach $20 trillion by 2015—statistics that 
will continue to weigh on growth now and into the future. 

On the corporate front, we believe that companies will refrain from taking incremental risk to their 
balance sheets in the midst of current uncertainty and continue to hoard their massive cash positions 
and in some cases buy back their shares.  This will translate into fewer capital expenditure dollars and 
therefore incrementally more sluggish employment gains.  One can easily conclude that the U.S. (and 
most of the developed world) faces significant challenges in the quarters and years ahead.  

America is not our only point of concern. In fact, the current sovereign debt crisis in Europe could 
eventually threaten the integrity of the European banking system and prompt an acceleration in 
volatility and risk to current growth.  It is currently quite clear that many banks are unable to lend 
through the international markets and are forced to draw on liquidity from the European Central Bank.  
One indication of this stress can be seen in the declining rate of European commercial paper issuance 
into the U.S. over the last several weeks.  If these stresses persist, a series of “negative feedback loops” 
could ensue and spark a significant crisis in confidence throughout the global banking system.    

We also are maintaining a watchful eye on China’s growth trajectory with the view that growth will 
decelerate but remain robust into 2011.  In fact we believe that the current growth rate of nearly 10% 
will most likely slip below the 8% level next year.       

How Is Clear Harbor Wading Through Uncertainty? 



 
 

 It is our view that despite the many challenges and concerns outlined above, compelling investment 
opportunities remain.   

For those who have followed my commentary over the last several years, gold is a prevailing theme.  
Despite recent records seen in the price of gold, we believe that the yellow metal has further room to 
run and that a portfolio of varying asset classes must reflect such a view.  In fact, most surveys of gold 
holdings among retail investors remains at historically low levels despite the rally seen over the last 
nearly 10 years.   

Gold: 

With that said, institutional and central bank holdings appear to have shifted decidedly toward acquiring 
rather than liquidating the yellow metal.  Just this past week it was reported that Saudi Arabia owned 
double the quantity of gold than expected by market experts.  And a recent survey by UBS indicated that 
nearly 25% of central banks believe that gold will outperform all other assets over the next 25 years. 

Most importantly, we believe that gold not only represents an alternative currency, but a bet against 
persistent levels of market uncertainty.  We believe that gold can perform in either an inflationary or 
deflationary environment.  As the economists debate whether inflation or deflation is a greater concern, 
look for gold bullion prices to continue to find support.  

We remain committed to the gold thesis and believe that most portfolios require a healthy allocation of 
both physical as well as select gold mining companies.  

We remain constructive on the energy sector despite sluggish growth in the developed world, the 
disaster witnessed in the Gulf of Mexico, and talk that alternative fuels will provide America and the 
world with a new way forward.  In fact, the loss of incremental oil production from the Gulf of Mexico 
coupled with ongoing uncertainty over future regulation and incremental costs to drilling in the deep 
water could provide support for the price of crude in the coming quarters.   

Oil and Natural Gas: 

While we believe that energy efficiency, the evolution of electric hybrid vehicles, and natural-gas 
powered heavy trucks are critically important components to our energy future (I encourage you to 
spend some time discussing many of these important issues with our Vice Chairman Roger Liddell who 
has spent the last 40 years engaged in finding economic-based solutions to our energy challenges), we 
are convinced that oil and natural gas will remain vital to our way of life for many decades to come. 

While we believe that production growth in the deep water may prove less robust than many analysts 
(including Clear Harbor) predicted just one quarter ago, we are concerned that estimates of future oil 
production in the oil/tar sands regions of Canada may also fail to meet market analyst expectations.   
Additionally, the average oil field is currently declining at a rate of between 5% and 7.5% annually or 
an incremental annualized natural loss of between  4.3 to 6.0 million barrels per day.  This all leads to 
an important point: despite our view that U.S. and OECD economic growth will falter in the coming 



 
 

quarters and perhaps years, the incremental supply constrains within the oil markets could thrust 
spot prices higher in the coming quarters and years.   

As a side note, this past quarter took members of Clear Harbor Asset Management to the far reaches of 
North American energy production.  One week was spent learning about the economic as well as 
environmental risks and opportunities of oil sands production in northern Alberta while another few 
days were spent touring the prolific Bakken shale region in rural North Dakota.   

We continue to focus on investment-grade and select high-yield bonds (rather than government debt) 
that provide compelling risk/return characteristics.  While we believe that deflation is the current and 
most pressing concern in the markets—and rightly so--, our medium to longer-term fear is that 
inflation and growing debt-to-GDP ratios will place significant pressure on underlying interest rates.  It 
is for that reason that we remain committed to a bond portfolio with an average duration of less than 3 
years. 

Fixed Income Comment: 

Within the high-yield component of our bond portfolios, we have concentrated on B and BB rated 
names as we believe that select issues within this segment of the market currently provide the most 
compelling risk/reward metrics.  

Equities: 

We have attempted to maintain a generally consistent cash position from Q1 to Q2.  Most adjustments 
within our equity sector allocations have proven more defensive in nature.  For example, we added 
select insurance companies to the portfolio last quarter that are trading at or below book value. While 
the pricing cycle in the industry has yet to take a turn to the upside, we find high quality franchises such 
as Travelers, W.R. Berkley, Chubb and Montpelier RE, trading under 10x earnings and at or below book 
value, to be compelling investments in an uncertain economic climate.  While we expect pricing 
conditions in the industry to remain weak for the remainder in the year, select companies remain well 
positioned to take on significant amounts of highly profitable business when the cycle inevitably turns.   

Defensive Posture: 

While market volatility will most likely remain a theme for many months and quarters to come, we 
believe in the merits of our positions-- investments that we believe will provide the patient investor with 
outsized returns over the medium term. 

Unique Opportunities Abound: 

For example, we continue to spend a good deal of our time monitoring the evolution of demand 
response technologies that provide an economic benefit to utilities seeking to address peak demand 
challenges through demand dispatch technologies and services instead of allocating significant capital to 
toward building out physical electricity generation capacity.  Demand response is a theme that my long-
standing clients have read about over the last few years.  We believe that this sector of the investment 



 
 

universe is finally experiencing a meaningful following from the investment and analyst community.  
This coupled with regulatory tail winds, international opportunities, and obvious environmental benefits 
provide us with the confidence to remain invested in this important sector of the economy.  

On the energy front, we continue to find attractively valued opportunities in the international energy 
arena.  From small market capitalized oil companies with operations in Columbia and Thailand to large 
cap global diversified energy companies trading at attractive levels versus booked reserves and peer 
valuations, we continue to find investments within this critical sector.    

Heightened instability in the Middle East, Thailand, Kyrgyzstan, North Korea, etc… highlights that the 
best laid investment thesis can sometime become temporarily or permanently derailed by events 
beyond the control of any one company.  Political instability in Thailand negatively impacted some of oil 
investments in the region for example.     

Geopolitics: 

Uncertainty can also pose opportunities for the prepared investor.  We remain deeply concerned that 
events evolving in Iran and new intelligence emanating from the U.S. Central Intelligence Agency could 
prompt the Obama Administration toward a more resolute stance against Iran in the coming quarters.  
Just this past week, the CIA released findings that Iran has enough fissile material for two atomic bombs, 
and that it could develop nuclear weapons within the next 24 months.  Despite the soft stance of the 
Obama Administration toward Iran to date, we suspect that the risks are rising that a policy shift away 
from purely strict economic sanctions is rising.  The next 12 to 24 months should provide oil markets 
with one more growing variable to consider beyond both supply and demand.   

While the Middle East provides observers with an obvious threat, we also believe that issues such as 
cyber warfare and non-state sponsored terrorism will continue to influence the markets in the future.   

While the global economy has rebounded from the Great Recession of 2008-2009 reasonably well, 
serious concerns remain embedded in the market.  Monetary and fiscal authorities must fight near term 
deflation and not worry yet about battling with the inflationary forces in 2012 and beyond.  A victory by 
“Mr. Deflation” would erode purchasing power and justify an S&P 500 price-to-earnings multiple of 
below 10x 2011 estimates.  As the stimulus of 2008 wears off throughout the remainder of 2010, 
economic demand from the all-important American consumer will most likely find less-than sturdy legs 
from which to support continued growth at historic trend levels.  This reality coupled with anemic 
employment growth in the U.S., slower growth in China, and significant sovereign debt challenges in 
Europe will prompt economists to ratchet down growth expectations in the coming months.   

Conclusion: 

While the world continues to debate fiscal austerity versus a Keynesian-style stimulus, deflation 
versus inflation, and recovery versus double dip, we remain cautious but constructive that market 
sentiment and earnings expectations have been ratcheted down to levels that provide us with 
reasonable risk-adjusted return opportunities going forward. 



 
 

The investment team at Clear Harbor Asset Management remains vigilant and aware that we are most 
likely entering a period when calm waters can quickly transform into a significant hurricane.  

As always, thank you for your continued confidence and support as we attempt to achieve risk-adjusted 
returns for your portfolio.     

 

Regards, 

 

Aaron J. Kennon 

  

  

 


