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Outlook For 2012 
 
This past year felt more like 2008-2009 than 2010 as the global financial turmoil took center stage again 

with Europe in the lead role. Thankfully, U.S. equities have held up relatively well in the face of some 

very dark storm clouds (outperforming the FTSE World Equity Index ex-US by over 15% as of the close on 

December 20th), and our domestic economy is showing scattered signs of improvement despite what 

remains overall a period of struggle. 

Perhaps my feeling of déjà vu stems from the collapse of MF Global, the sell-off in the financial sector 

and the specter of another round of bank failures related to the Eurozone crisis. Also, we’re troubled by 

a perception that outcomes of capital flow and investment returns seem once again to be largely 

predicated on the hands of elected—and sometimes unelected—government officials. 

For example, consider the situation back in 2008 when investors peered into the abyss following the 

collapse of Lehman Brothers and asked themselves whether General Electric would be another shoe to 

drop due to their inability to roll over maturing commercial paper—a significant funding tool for the 

financial and industrial behemoth. Without a decision by policymakers to provide GE with the ability to 

issue bonds backed by the full faith and credit of U.S. government, GE stockholders would likely have 

seen the market value of their investments in a full-blown death spiral as opposed to just the steep sell-

off they wound up suffering. Investors therefore had to decide if it made sense to “bet” that the 

government would intervene in order to determine whether a particular investment decision was 

suitable. 

This example really applied to the entire banking sector, where investors who believed (correctly) that 

government assistance would come still found themselves struggling to anticipate what form it would 

take and how that might affect them. For the most part, investors buying common equity instead of 

debt in Bank of America and Citigroup for example witnessed radically different outcomes.  Equity 

investors lost approximately 90% of their investment over the course of 2008-2011 while investors in 

Bank of America and Citigroup senior debt would have received their principal and interest payments 

back in full with a net positive return over the period. 
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Bank of America Stock Price 12/31/06-Present     Source: Bloomberg 

  

 

Today, we’re observing the same sort of binary outcomes in Europe where investors need to “bet” 

again on whether the European Central Bank will eventually decide to rapidly expand its balance 

sheet and purchase the outstanding debt of distressed Eurozone nations.  They are reticent to do this 

as fiscal unification is still a concept rather than an implemented policy.  We have oriented ourselves to 

this dynamic in our macroeconomic analysis, which informs our overall asset allocation strategy. 

Meanwhile, when it comes to the selection of individual securities, we use a bottoms-up approach 

based on fundamentals and valuations.  This dual approach helped us navigate the turmoil of 2011, and 

we fully expect market volatility to continue in 2012 as the dithering back and forth in Europe seems 

likely to drag on. If and when a real tipping point arrives that brings upside or downside to financial 

markets, we feel our targeted and diversified investment approach will serve our clients well. I am 

confident that as we enter 2012, our team is ready and able to tack through these storms and find ports 

of opportunity across the investment landscape. 

*** 

This time last year, I published my outlook for 2011, which outlined our view on the U.S. and global 

economy, gold, fixed income, and equities.  Our expectation for U.S. GDP growth was below consensus 

estimates, but even that turned out to be too optimistic as growth slowed unexpectedly over the 

summer.   Nonetheless, our stock portfolio—both domestic and international—held up nicely compared 

with major market indices. On the fixed income side, we missed the rally in the Treasury market, which 

had a surprisingly good year, but we still believe owning shorter-maturity bonds will bear positive fruit in 

the future and that owning longer-duration fixed income product carries significant risk.  We did foresee 

the difficulties in Europe and we were very much attuned to the systemic risks and the stubborn debt 

problems that wound up wreaking general havoc on the markets in 2011. As a result, our approach and 

our continued focus on risk-adjusted returns proved beneficial for our clients. 
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Now that we have briefly taken a look in the rearview mirror of the year past, let’s focus on 2012 and 

beyond.   

Macro Themes: 

Our core macro themes for 2012 are: 

1.  Slower global growth—thanks largely to economic dislocations in Europe--with expectations of 

emerging market and U.S. deceleration as well.  The year 2012 will not look statistically like a 

global recession year, but it may very well still feel like one.  Fiscal and demographic realities will 

continue to haunt policy makers and market participants in the coming years.  Consensus 

estimates for global growth in 2012 have declined significantly as we enter the new year and 

now hover at 2.50%, a level that we believe adequately reflects the deterioration of growth for 

the year.  To a great extent, a global world will most likely equate to an ever more correlated 

capital markets environment.  Slower growth in China could bring not only lower equity prices 

on the Shanghai exchanges but also on major developed world exchanges.  Slower growth in the 

U.S. or China for example may not just indicate an easier monetary policy in those two countries 

but a race to the bottom for global currencies more generally.  Convergence will prove more 

common than divergence in 2012.      

 

2. The median Wall Street estimate for U.S. growth in 2012 is currently 2.1%, a level that we 

believe is mildly aggressive given global economic realities, low employment and wage growth 

and the likelihood of a stronger dollar weighing on U.S. export growth.  The pace of job 

growth, wage acceleration, hours worked and bank lending will all serve as critical variables to 

monitor as U.S. housing seeks to find a floor from which to grow.  While the housing recovery 

has proven elusive, we expect the unsold housing inventories to decline in 2012, presenting an 

opportunity for home sales to find a more secure footing within the next few years.  With that 

said, there exists over 11 million homes in the U.S. where the mortgage amount owed is greater 

than the value of the home itself.  Despite a recent upward trend in new home sales, we believe 

2012 will paint a mixed picture for housing.   

 

Employment: 

Another disturbing trend that we have written about in the past is the lack of private sector job 

growth in the U.S. relative to any sort of historical pattern.  Since the beginning of 2001, 1.9 

million private sector jobs were lost—a failure of our economy that is unprecedented going 

back at least through our post-World War II history. By way of comparison, 1.1 million jobs were 

created in the public sector during that period, and it was the slowest post-war decade for 

government job growth. This trend certainly does not reflect the desired direction for efficient 

allocation of capital, economic growth, and a sustainable economy. State and local austerity will 

improve the private/government differential, but unfortunately, it won’t boost the overall 

employment picture in 2012.  This trend is extraordinarily troubling and requires a political 

consensus that removes regulatory and tax uncertainty in the coming years.   
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Politics of Deficit Reduction: 

 

Unfortunately, we do not anticipate any substantial progress between now and Election Day in 

November.  The can is kicking down the road and it appears that the next President will need to 

sit down with both political parties to seek out consensus in sorting out the crippling deficit that 

plagues the country.  Our recent deficits as a percentage of U.S. GDP have skyrocketed over the 

last several years (see graph below).  Policy makers are faced with the quandary of whether to 

stimulate the economy and balloon the deficit further or tackle the structural fiscal challenges 

that are bound to handicap the nation’s ability to prosper in the long-term.  Look for the debt 

ceiling debate to heat up again in 2012 as the possibility of another debt ceiling raise is real.  

This battle will ensue in the midst of a presidential election year.  Gridlock is the most likely 

outcome, a reality that the credit rating agencies surely will not reward.  If politicians kick the 

can one too many times, look for the market to force them to address the deficit in a more 

abrupt and painful fashion.  

 

 

US Treasury Federal Budget Deficit or Surplus as a % of Nominal GDP  Source: Bloomberg 
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Earnings: 

 

While we believe that the global economy will decelerate in 2012, our view on the equity 

markets is that valuations are far from lofty at the moment.  In the U.S., consensus earnings 

estimates for the S&P 500 are approximately $108 per share or about 10% earnings growth from 

what we expect to see for full year 2011.  If one were to price in a 15% earnings slide from 

expected 2011 levels (the level that we believe represents our “downside” case for next year), 

while assuming a historically cheap market multiple of 13x, the S&P 500 under a worse-than-

expected fair value should trade at 1105—down about 8% to 9% from current levels.  The 

upside scenario is that economic growth picks up and the Eurozone begins to find a legitimate 

path forward.  This scenario would most likely lead to earnings performance above the 

consensus estimates (of $108) and produce moderate P/E multiple expansion.  At $110 worth of 

S&P 500 earnings and a 15x multiple, the S&P 500’s bullish 2012 year-end forecast resides at 

1650, or up 36.7% from current levels.  The upside scenario suggests that the market is four 

times more likely to achieve our bullish thesis than our bearish thesis.  Our base case thesis for 

S&P 500 earnings in 2012 is closer to the midpoint between consensus and a moderate earnings 

recession or approximately $100.  With an assumed multiple of 13.5, we expect the market to 

appreciate just over 10% in 2012, a level that places our “go anywhere” Multi Asset Balanced 

strategy slightly overweight equities (our benchmark is 50% represented by the S&P 500 index).   

 

 

 

3. 2012 will prove another year of uncertainty in the Eurozone.  The sovereign debt crisis coupled 

with a Eurozone banking crisis will continue to drag further on Eurozone growth in 2012.  Italy 

and France have already entered a recession (Greece entered deep recession/depression 

territory several months ago) with recent growth indicators also pointing to near-zero growth in 

Germany as well.  Without a resolution to the debt crisis, we see the Euro currency weakening 

further versus a basket of global currencies with the U.S. dollar serving as the most significant 

global beneficiary.  We also expect fiscal austerity across Europe coupled with tighter Basel III 

bank capital standards in 2012 to add further downward pressure on economic growth across 

the Eurozone in the coming year.  A recession in the Eurozone is our base case for 2012. 
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4. China’s rapid growth will slow but remain strong in comparison to the developed world. Its 

leaders will have to make difficult monetary policy decisions as the country faces both 

inflation due to rising food costs and deflation from falling wages and property prices. Some 

analysts have suggested that China debt-to-GDP is much larger than their published figures, 

reflecting a burden either similar to the U.S. or perhaps even as severe as Greece.  Property 

prices and equities have corrected significantly, while inflationary pressures on food products 

continue to trend higher. The fundamental data points have proven troubling of late, but we 

believe the country’s finance officials can achieve continued headline growth through the use of 

$3.5 trillion of foreign reserve holdings.  Nonetheless, we will be closely monitoring information 

flow out of China, as it is emerging as a greater point of concern for our macroeconomic 

outlook.    
 

Shanghai Composite 2011 YTD       Source: Bloomberg 

 
 

5. Look for Emerging Market growth to falter as the Eurozone decelerates further (Emerging 

markets make up 41.8% of European Union imports in 2010) and the U.S. economy strains to 

maintain a growth rate close to that experienced in 2011.  Exports and diminished lending from 

the developed world—particularly the capital-strapped Eurozone—will also negatively impact 

this segment of the global economy in 2012.   

 

6. We believe that monetary policy around the world will ease further this year as economic 

conditions deteriorate.  This outcome ought to support hard assets.  The countervailing impact 

of an easy monetary policy will be greater austerity throughout the developed world.  According 

to the Economist, developed world budget cuts will account for more than 1% of GDP in 2012 or 

twice the level of 2011 and one of the most significant reductions in government spending on 

record.  This trend will prove challenging for China and the many export-dependent economies 

of Asia that are still transitioning to a more domestic-demand driven economic model.   
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7. Look for volatility to continue this year across most major asset classes as the sovereign-debt 

crisis worsens in the Eurozone and perhaps developed nations such as the U.S. and  Japan. 

Volatility Index        Source: Bloomberg 

   

8. Demographic trends will provide significant challenges and opportunities in 2012 and beyond as 

many developed economies (including Eastern Europe and Russia) present a more challenging 

birth/death picture that will place significant fiscal challenges on already beleaguered 

economies for the next several years and even decades.  The U.S. and Canada are in significantly 

stronger positions than the vast majority of developed nations from the standpoint of 

population growth, birth/death rates, and the ability to tackle social spending for the baby 

boomer generation.  We recognize that there exist political and economic impediments to 

positive change but the reality is that there does exist a “way forward” and a path to economic 

sustainability for N. America.  The picture in much of Europe (excluding countries such as 

Sweden and Norway that have healthier public and private balance sheets and significantly 

more positive demographics than their other European friends to the south) remains quite bleak 

given the various headwinds, like excess government spending, heavy debt burdens, a lack of 

growth, and a structurally flawed Euro structure.   

 

9. Next year will bring heightened political uncertainty as many key economic and political 

countries either hold elections or witness a transition of power.  For example, the U.S. will hold 

Presidential elections and China will see a transition of leadership later in 2012 as well.  We are 

not naïve enough to believe that election outcomes can determine the ultimate destiny of a 

country.  However, it is interesting to note that those countries that could see a change in 

leadership this year represent about 50% of global GDP.  The stakes are quite high and the policy 
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and regulatory outcomes this year are significantly predicated on leadership outcomes in 

democratic and communist nations.    

 

10. Geopolitics will also weigh on risks to global confidence and recovery as events in Iran continue 

to remain fluid as leadership attempts to produce a functional nuclear weapon in the near 

future.  Look for further saber rattling in this region to keep an above-average risk premium on 

crude oil prices.  The evolution of events in Syria, Tunisia, Egypt, and Libya will undoubtedly 

impact the evolution of key news events and markets in the new year as well.  The vacuum 

caused by the departure of U.S. forces after nine years in Iraq will most likely spark further 

ethnic and religious friction and uncertainty between Sunni insurgents, rival Shi’ite militias and 

other neighbors within the region.  We also expect further escalation of tensions between China 

and America’s allies to the north and south as global growth slows, and currency and trade 

tensions rise. 

Investment Themes: 

Before delving into specific investment themes for 2012, I wanted to outline the unfortunate state of 

the average U.S. investor.  If one takes a look at the last dozen years, investors watched the technology 

bubble of the late 1990s seduce many to allocate heavily to the sector and the frenzied dot-com names 

more specifically only to see the value of their holdings plummet dramatically.  From the peak on March 

10, 2000 to the trough struck on October 9, 2002, investors in the technology-focused NASDAQ Index 

would have lost approximately -58% of their capital. Those investors that remained in publicly-traded 

equities got hit with another market surprise in 2008 as the financial crisis sent equities into an epic 

swoon.  And if you are a pension fund or a member of the “Baby Boomer” generation, this decade of 

market volatility could not have come at a worse time.  Just when you were poised to draw down on 

savings, the equity markets sent your best-laid-plan into disarray.  Anxiety is high and fear is prevalent.  

In fact, fund flows away from equity funds and into fixed income funds paint a picture of heightened 

fear and lower risk tolerance.  Over $230 billion have left equity mutual funds in the U.S. since 2009 with 

fixed income mutual funds receiving inflows of over $700 billion.  While these flows make conceptual 

sense, my contrarian instincts fear that investors may have shifted their capital at precisely the wrong 

time.  Does anyone know a friend or an investor who at the height of the late-1970s inflation scare 

(when the prime rate was over 21.5%) jumped head first into the fixed income markets just as then 

Federal Reserve Chairman Paul Volker attempted to slay the inflation dragon?  There were only a few 

lonely investors willing to allocate capital in such a capacity at such an opportune time.  In some sense, 

March 2009 was a similar event for the equity markets.  The point here is not to suggest that the retail 

investor is always wrong and that the active manager is always correct.  Far from it.  But our investment 

process not only undertakes a thorough fundamental approach to investing but also attempts to “size 

up” the investment herd’s location and sentiment in the market.  This is only a piece of our greater 

investment management process but it is one that has protected our firm’s investment strategies from 

significant declines in the equity markets while capturing the upside.   

This commentary is intended to recognize that our individual and institutional client’s risks, goals, and 

overall needs evolve throughout their lives.  We are a nimble and creative firm that recognizes this 
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reality.  You may also notice that some of the themes expressed below are an update on some of our 

previous thinking over the course of the last several years.   It is our view that while our investment 

themes evolve and change over time, investment management is more than just the selection of 

companies that we think can perform well over time.  In fact, we recognize that asset allocation and 

sector allocation is critical in the portfolio management process.  And even within assets and sectors, 

our firm’s strategies keep a keen eye on position sizing and rebalancing. 

Energy and Agriculture: 

Despite headwinds to economic growth, population growth and economic trends in China and the 

emerging markets will prove significant in the coming years and decades, providing significant 

investment opportunities across many sectors of the economy.  While natural resource and energy 

consumption will ebb and flow due to their cyclical nature, we believe that hydrocarbon demand, 

natural resources and key inputs to the growth of agricultural yields (water, fertilizers, seed genetics, 

and infrastructure) will provide investors with opportunities in 2012 and beyond. 

Agriculture: 

For example, cumulative increased corn demand over the next 5 years is expected to shift from 0.5 

billion bushels in 2012 to 2.5 billion bushels in 2017 and cumulative soybean demand is expected to 

increase from 0.2 billion bushels in 2012 to 1 billion bushels in 2017.  The cumulative increase for corn 

and soybeans equates to 7.7 billion and 3.5 billion bushels respectively or an approximate market 

opportunity valued at nearly $70 billion dollars.  Global corn consumption is expected to grow from 

nearly 600 million tons in 2000 to 1 billion tons in 2012 and over 1.1 billion tons in 2030.  And net arable 

land per capita continues to decline significantly.  In 1961, arable land stood at 1 acre per capita and 

today the number is approximately 0.5 acres with this trend continuing in a downward slope in the 

coming decades.i  With a rising population and a significantly expanded global middle class growing from 

approximately 1.8 billion in 2009 to 3.2 billion in 2020 with the middle class in Asia Pacific growth 

surging from 525 million to 1.7 billion over the same period.ii  The demand for commodities, 

hydrocarbons, and extensive technological and industrial infrastructure and services will continue to 

provide additional opportunities for the patient investor.  

Crude Oil & Natural Gas: 

According to the International Energy Agency (“IEA”), global energy demand will increase by one-third 

from 2010 to 2035, with China and India accounting for 50% of the growth.   The most significant source 

of energy growth will come from natural gas where the IEA predicts the growth in natural gas demand of 

2.5% per year over the next 5 years which is twice the current rate of oil.  With that said, oil demand is 

expected to increase 7 million barrels per day between 2010 and 2016 to reach 95 million barrels per 

day (with global GDP growth in 2012 estimated at 3.3% annualized).  The agency also pointed to the 

rapid growth of Liquified Natural Gas, which is now 9% of global demand.  A few other interesting 

findings in the report is their view that conventional gas will make up 85% of the total gas supply over 

the next five years and that shale gas resources are estimated at 6 times higher than those of the U.S., 

even though shale gas currently makes up about 25% of U.S. production.iii  
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The point in all of this data is to suggest that massive investment is required to meet global energy 

demands in the coming years.  We remain focused on this sector of the market and continue to seek out 

new investments while reviewing our existing positions.  I am proud of that fact they we were one of the 

earlier investors in the Bakken oil shale of North Dakota as well as an early entrant in the Marcellus 

natural gas shale of Pennsylvania.  We have equity investments in several international-listed companies 

with operations not only in North America but also South America, Southeast Asia, Africa, and Australia.  

Gold: 

We reduced our gold position back to our target allocation after a significant multi-year run.  The 

rationale for reducing our gold exposure was due to the fact that we question whether the ECB can and 

will step up and monetize the debt of many Eurozone nations.  This tighter than expected monetary 

policy should serve as a moderate headwind for gold in the near term while medium to longer-term tail 

winds of global monetary easing coupled with sluggish growth and continued market volatility will send 

gold to new all-time highs.   

Gold Price YTD        Source: Bloomberg 

 

Technology: 

Some of the most compelling valuations in years can be had within the technology sector even though 

this is one of the few sectors of the economy providing substantial double-digit growth opportunities, 

healthy balance sheets with significant cash cushions, and a long-term growth thesis that remains intact.  

The rapid adoption of tablet devices and cloud computing is a broader commentary on what we believe 

will be a significant growth profile for the semiconductor industry.  We also believe that the unfortunate 

but historic floods witnessed in Thailand will reduce global semiconductor supply for throughout 2012.    

 

 



 
 

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

 

Utilities: 

The outlook for water and natural gas distributors remains bright despite current economic 

uncertainties.  Both segments benefit from projects upgrading the integrity of their pipeline systems, 

with immediate cost recovery within existing regulatory mechanisms.  Water is the essential utility 

service, with growth arising as a consequence of both water shortages and contaminants identified in 

wells and aquifers.  Likewise, waste water standards are tightening in response to discharges from 

treatment plants now recognized as potential public health threats.  For gas distributors, opportunities 

abound in displacing liquid fuels like #2 and #6 heating oil, offering significant reductions in respiratory-

related health care costs and returns to shareholders.  In the longer term, plentiful gas supplies may 

transform electric generation, rendering obsolete inefficient and costly steam cycle coal and even 

making nuclear far less compelling.  

Financials: 

While the financial sector as a whole was a dismal performer in 2011, declining approximately 18% (as 

of close on December 20th) and underperforming the total equity market by about 16%, we expect to 

maintain our cautious positioning as we enter the New Year. While money center banks have continued 

to heal from the severe credit losses of 2008, they’re still facing the dual challenge of weak loan demand 

and a flattening yield curve. Accordingly, our allocation within this sector remains heavily weighted 

towards Property & Casualty insurance companies, where recent evidence suggests a multi-year bear 

market in industry pricing may be coming to an end.  Additionally, we have found opportunities in 

certain loan funds, with solid credit profiles and ample liquidity, trading at less than 1 times book value. 

In contrast to the opaque nature of the typical money center bank balance sheet, these funds offer 

understandable exposure to corporate credit at what appears to be compelling valuations. 

Health Care and Biotech: 

The healthcare and biotech sectors have become an increasing focus for the team at Clear Harbor not 

only due to their attractive valuations but also because we believe that emerging research and 

development—particularly in biotech and the healthcare technology field has an opportunity to 

accelerate quality of life advancements in a market that still provides compelling economic rewards.  

Even big pharma appears attractive trading at single digit P/E multiples and generating significant free 

cash flow and healthy dividends.  We also see opportunities to allocate capital to those companies 

benefiting from the manufacturing and distribution of generic prescriptions drugs.  We expect to 

maintain a watchful eye on this sector in 2012 and believe that healthcare and biotech has an 

opportunity to provide healthy returns with less correlation to the global economic cycle as well as the 

underlying equity market indices.  

Fixed Income: 

While the team peers through the lens of multiple asset classes and therefore seeks value across the 

corporate capital structure, we continue to believe that interest rates in the U.S. will trend higher for 

longer-dated-maturities.  We do not see deflation as a base case for 2012 but do see that continued 
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delays in addressing the budget deficit will ultimately catch up to the bullish U.S. Treasury thesis.  The 

Federal Reserve can certainly control short-dated rates and influence the longer-dated part of the yield 

curve.  But markets will ultimately dictate the direction of rates.   
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