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Events this quarter solidified our view that investment managers not only need to craft portfolios to 

capture the positive winds of upwardly sloping markets but also allocate capital in a manner that attempts 

to mitigate volatility when storm clouds suddenly appear.   

We pride ourselves in seeking value in individual security selection across multiple asset classes.  In a 

volatile market, we find significant and justified comfort in our ability to speak with management as a 

way to either maintain or eliminate conviction in our holdings and investment thesis more generally.  This 

contrasts significantly with investors who allocate capital to ETFs for example where they are placing 

capital into a trading vehicle that usually represents a segment of the marketplace (geographic or sector 

specific trading vehicle).
i
 In our opinion investor conviction is highly correlated with the upward or 

downward slope of the price of the ETF—a recipe that is prone to selling with the herd instead of 

investing when perhaps others wish to throw in the towel.  It also allows those with a pure macro 

investment approach to place bets on their view while remaining devoid of the differentiation that almost 

certainly occurs within sectors or across markets.  While we can never protect against rough seas, our 

collaborative process provides significant value to our clients as we wade through these turbulent times.  

Our core investment thesis outlined in January of this year remains in place.  

Our previous quarterly commentary dubbed “outlook for 2011” concluded with a section titled 

“geopolitical uncertainty and the unknown”.  It was in this paragraph where I stated that “geopolitical 

crises evolve over a period of time and are often overlooked—or just not considered problems one day 

even though they have the potential to significantly rattle markets the next.”  While we attempt to look 

into the global crystal ball and determine such risks, we spend a good deal of our time contemplating how 

such an unknown event could positively or negatively impact client portfolios.  We did not anticipate 

several significant geopolitical events to flare up over the course of one three month period.  However, 

our client portfolios weathered the storm well on a risk-adjusted-basis. 

      ***** 

Since the start of the year, market observers have certainly faced a plethora of economic data points and 

geopolitical risks.  On the economic front, most of the trends have proven reasonably positive. We have 

observed the following improvements: 

 Business optimism and confidence 

 Consumer confidence 

 Retail Sales 

 Jobless claims  
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 Unemployment rate 

 Credit availability and expansion 

 Velocity of money indicators 

 Manufacturing and inventories 

On the geopolitical front, we have witnessed numerous flash points; from the fall of governments in 

Tunisia and Egypt, deadly protests in Syria, Yemen, and Bahrain, civil war in Libya, to a horrific 8.9 

earthquake and devastating tsunami in Japan.  Who would have ever thought that events in Japan 

would have such an immediate impact on politics in Germany?  Nuclear fears have shaken the 

European nation at its core with leading members of the ruling parties calling for drastic reductions or 

elimination of the use of nuclear power.  And just this past weekend a key coalition party in Berlin 

suffered a significant defeat in two local state elections, signifying a clear risk for the future of German 

leader Angela Merkel’s Christian Democratic Union party.  Markets have good reason to feel quite jittery 

as we enter a new quarter.  

      ***** 

As we look back over the last three months, the bears have surprisingly remained in hibernation with the 

S&P 500 closing the quarter with a gain of approximately +5.9%.  Most market technicians remain 

constructive on the current upward trajectory of the major U.S. equity indices.  In fact, Lowry’s (one of 

the leading and oldest technical research firms in the U.S.) noted recently that since 1940, bull 

markets never continue after more than one 10% correction.  That said, we did witness an 

approximately -15.5% correction in the S&P 500 from late April through early July of 2010.  Their work 

therefore suggests that investors ought to remain net long the U.S. equity markets.   

We also believe that there is good reason for caution at this moment as a sizeable portion of 

domestic and global aggregate demand has most likely emanated from aggressive quantitative 

easing policies across the developed world.  While unrealistic, the most positive economic and market 

scenario would include an acceleration in household deleveraging, a bottoming in the U.S. housing 

market (recent data suggests that we are in the midst of a new leg downward for residential housing 

prices), fiscal responsibility at the national and state levels, and a corporate earnings cycle that is less 

dependent on an extraordinarily dovish developed world monetary policy.   

With that said, we believe that some level of optimism is justified not only due to the strength of 

earnings but also historically attractive price-to-earnings multiples, S&P 500 earnings yields 

relative to BBB corporate bonds and the supposedly “risk free” 10-year Treasury yield.  We are 

also mindful of the most recent series of economic and sentiment data points and recognize that 

confidence and optimism in the economic recovery tends to become a self-fulfilling event as 

consumption resumes and accelerates, banks free up capital, credit expands, hiring commences, 

and wages finally adjust upward.  We believe that the economic recovery is less-than-robust but not 

radically disconnected from economic recoveries of the past.   

The bond market closed the quarter nearly where it left off in January with the Barclays Aggregate Bond 

Index better by just 0.42% and the 10-year U.S. Treasury off by -1.2%.  The MSCI Emerging Market 

Index ended the quarter better by +2.1%.  On the commodity front, oil (Brent) closed the quarter better by 
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+23.5% with natural gas (Henry Hub) higher by +2.1%.   Gold squeezed out a gain for the quarter as well 

with a gain of +0.8%. 

Update Monetary Policy: 

We continue to believe that the Fed is working in an economic environment where there is very 

little room for error as they attempt to withdraw stimulus.  Determining the sustainability of the 

current U.S. economic recovery devoid of monetary assistance is akin to a tweetie bird’s first 

attempt at flying—a combination of anxiety, ruffled feathers, and perhaps a few injuries along the 

way.  Will they maintain an easy monetary policy this coming quarter or perhaps withdraw stimulus 

through the elimination of treasury purchases (dubbed “quantitative easing”)?  While future economic 

data will most likely guide the Fed as they contemplate a shift in policy, ultimately the decision to tact is 

one based on “a view” or “judgment” as to whether future  data will prove more or less positive and 

sustainable.   We believe that it is time to nudge the tweetie bird out of its nest while recognizing that 

there exist significant risks in doing so.  

 

We believe that the next course for Federal Reserve policy is to attempt a soft landing by 

withdrawing stimulus through the deceleration in Treasury purchases.  This could prompt the 

FOMC to reduce bond purchases commencing in April, May, and June while extending 

purchases—albeit to a less significant degree—into the late summer and perhaps fall.  This would 

not require a QE3 program but rather takes the current QE2 purchase path and extend it while 

reducing the size of monthly purchases over the next quarter.   

Current U.S. monetary policy is proving problematic for those countries that maintain a peg to the U.S. 

dollar, resulting in the U.S. being an exporter of inflation. To a great extent the Fed’s near-zero rate policy 

has artificially compressed short-term interest rates and encouraged speculation and risk taking in other 

asset classes—most notably equities and commodities.  Is the Fed creating another set of bubbles?  The 

Kansas City Fed President, Thomas Hoenig sure thinks so.  As recently as March 30
th
, he stated that “the 

longer policy remains as it is the greater likelihood these pressures will build and ultimately undermine 

world growth”.  It is important to note that Mr. Hoenig has dissented with the FOMC’s rate decision at 

the last eight policy meetings. 
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In China, we expect their central bank (SAFE) to continue raising rates in an attempt to reign in excess 

lending, skyrocketing property valuations, and surging soft commodity prices.  We believe that significant 

“tail risks” remain in China but embrace the view that government officials recognize that they must 

continue to achieve economic growth and full employment.  China is attempting their own high wire act 

as they try to transition their manufacturing-based economy into a more balanced economic vehicle where 

domestic consumers contribute more meaningfully to aggregate demand.  Both the U.S. and China face 

significant risks as future monetary policy actions could provide less-than optimal outcomes for 

economic growth.   

Update on Q4 2010 Corporate Earnings & Economic Growth: 

Q4 corporate earnings proved stronger than consensus forecasts.  Over the last 2 years, we have witnessed 

a 70% rebound in U.S. corporate earnings.  In fact U.S. GDP and corporate profits are both at new all-

time nominal highs while the S&P 500 is approximately -20% off of its peak achieved in October of 

2007.  With that said, we remain constructive yet cautious on equity valuations with our year-end S&P 

500 target unchanged since January at 1395 or approximately 5% higher from current levels.   

     ***** 

While we remain committed to our 3% annualized U.S. GDP estimate, our view on U.S. growth 

commenced the year at the lower end of the spectrum of published analyst expectations and just over the 

last several weeks appears to have moved well within the range of newly revised street estimates. We 

have seen several large firms such as J.P. Morgan reduce their 2011 growth estimates within the last two 

weeks due to rising oil prices and the economic impact of the disaster in Japan.  We do recognize that 

events in Japan and the Middle East have shaken some confidence (and temporarily GDP) out of the 

global recovery story.  In fact, recent evidence just this past week suggests that Japan—the world’s 

third largest economy with a 9% share of the global GDP—continues to face significant risks at the 

six-reactor nuclear facility in Fukushima. Radiation at the nuclear plant has soared again within the last 

week with readings indicating contamination 100,000 times normal in water at reactor No. 2 and 4500 

times normal in the nearby sea.  This is a devastating trend for a nation seeking to rebuild the country and 

provide sufficient infrastructure and economic opportunities for its citizens.  Despite the task ahead for 

Japan, we believe the island nation will overcome these challenges in the coming quarters and years 

ahead.      

     ***** 

Conclusion: 

While we enter Q2 aware that many structural imbalances risk derailing the global economy, we believe 

that the equity market resilience year-to-date has the ability to endure through the remainder of the year. 

With that said we see risks to our thesis and maintain a balanced approach to our client’s assets as we 

seek value across the capital structure.  

This coming quarter is one filled with conferences, dozens of meetings with companies, analysts, and 

clients.  We sail into the nervous waters around us with the confidence of knowing that each of the 

investment professionals at Clear Harbor remains intensely focused on providing clients with optimal 

investment management service and advice.    
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As always, please do not hesitate to call or email if you care to discuss our investment management and 

advisory services. 

 

Regards, 

 

Aaron J. Kennon 

 

 

 

 

 
 
Disclosure: 

Clear Harbor Asset Management, LLC (“Clear Harbor”) is an SEC registered investment adviser with its principal 

place of business in the State of New York. 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.  

Presentations contained herein may contain general information that is not directly relevant to your particular account. 

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. 

  

                                                      
i
 It is important to note that we value in some ETF products where investors otherwise cannot easily access an asset 

class or strategy.  The commodity-based ETFs are an example of this.   
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