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“There’s not been a prior meeting at which matters have had more gravity and at which I’ve 

been more concerned about the future of the global economy.” –Former U.S. Treasury 

Secretary Lawrence Summers speaking with Bloomberg News last weekend during the IMF 

meeting in Washington, D.C. 

We entered the second half of 2011 expressing skepticism about earnings expectations on Wall Street 

for the back half of the year and the sustainability of the U.S. economic recovery. Three months later, it 

appears that we were not pessimistic enough in our assessment. Over the summer, we witnessed a 

steady deterioration in global economic conditions exacerbated by the actions of incompetent and 

irresponsible public officials from Washington, D.C. to Brussels. Meanwhile, the onset of a new political 

season here in the U.S. suggests gridlock will continue to prevent substantive fiscal policy action to 

address the situation, and with its stock of real ammunition depleted, the Federal Reserve has been left 

firing BBs at elephants in its attempts to reverse the tide of economic decay with monetary policy.  

The markets this past quarter were rattled by several forces: 

1) The acceleration of the Eurozone crisis and the inability of European leaders to agree on a 

solution. 

2) Faltering economic data in the U.S., Europe and emerging markets. 

3) The realization that the Federal Reserve has a limited number of policy options left, while the 

European Central Bank remains hesitant to ease despite cascading economic data and a decline 

in money supply. 

4) The downgrade of U.S. government debt by Standard & Poor’s and the lack of political will from 

politicians to address the dire nature of the structural problems facing governments throughout 

the West. 

The combination of these forces, coupled with persistent weakness in the U.S. housing and job markets, 

have weighed on consumer and investor confidence, leading to sell-offs in equities around the world. 

The S&P 500 shed nearly 13% during the third quarter, leaving it down 8.4% for the year. In 

commodities, Brent crude oil futures dropped 7.7% in the quarter, but they’re still up 9.4% for the year. 

Gold prices have also tumbled recently, but they remain up 13.1% year-to-date, while copper prices are 

down over 27% in 2011. U.S. Treasury yields hit historic lows while credit spreads and financing rates 



2 
 

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

gapped sharply wider to levels usually seen only during recessionary periods. In Europe, the picture over 

the last quarter is even more dire as German and French credit default swaps gapped to record levels, 

Italian sovereign debt was downgraded and European banks in “strong” Eurozone nations like France 

witnessed a wave of downgrades. Funding conditions in Europe continue to deteriorate, and in our 

opinion, require an aggressive policy response from the European Central Bank. 

The situation has created enormous uncertainty for investors about the near-term future of the global 

economy. The risks of a double-dip recession in the U.S. and elsewhere are elevated, and even the 

prospect of more shocks to the financial system like those we experienced in 2008 has become a 

common subject of conversation and speculation throughout the commentariat. 

The team at Clear Harbor has been focused on identifying the myriad of risks confronting the market 

and addressing them in our portfolio management, while also searching for select opportunities that can 

present themselves during an anxiety-ridden and highly volatile investing environment. We believe 

recent developments have validated our cautious approach, with our focus on capital preservation as 

well as tactical diversification between stocks, bonds and other asset classes. Our clients have fared 

relatively well throughout this period, and we don’t think conditions warrant mass liquidations of our 

positions, although we are trimming some investments here and there while also purchasing positions 

that provide compelling risk adjusted return profiles.  

For instance, our clients have benefited substantially from exposure to gold, and we think that the 

commodity complex more generally is facing more near-term pressure as the herd turns to safe havens 

like the U.S. dollar and Treasuries, so we have taken profits in some of these positions. We have also 

trimmed our holdings in some small-cap equities, but by and large, Clear Harbor is confident that its 

stock portfolio is fundamentally undervalued by financial markets and downside there is limited while 

the ultimate rewards for patient investors will be bountiful. 

      ***** 

We recently completed extensive research on the relationship between GDP growth and S&P 500 

earnings, looking at data going back to 1987. Rather than attempt to predict whether or not the U.S. 

economy will fall into recession—a notoriously difficult exercise, to say the least—we wanted to create a 

matrix of potential outcomes for both corporate earnings and potential stock returns under a number of 

different GDP scenarios. Assuming price-to-earnings ratios on par with those encountered during the 

2008-2009 market collapse, we currently see fair value for the S&P at about 1,070 if the U.S. experiences 

a 1% to 2% decline in GDP. With the index currently at about 1,150, we think the market has now 

partially discounted a moderate recession in the U.S. 

And there are other factors that bode well for equities now. In our view, some of the greatest 

opportunities for investors become available when fear pervades the market and information is at its 

murkiest. Right now, the end-game in Europe is not clear to anyone, and the ripples it could cause in 

global markets are unknown. Consumer confidence in the U.S. has plunged to levels not seen since the 

depths of the global financial crisis two years ago. Treasury yields and the Fed funds rate are at all-time 

lows, stock prices have been on a roller-coaster and the four-week average of those bullish on index 
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futures, as shown by a Consensus Inc. survey of major professional brokerage firms and advisers, was at 

32%--the lowest reading since the market bottom spring of 2009. A recent reading from the Sentiment 

Survey conducted by the American Association of Individual Investors shows just 25% of respondents 

were bullish on stocks, while 48% were bearish. 

None of this means that the stock market is necessarily at a bottom now, but it does mean that fear is 

carrying the day, and intelligent investors with a healthy time horizon should be looking for those rare 

opportunities to become owners of great companies at a low price. So, Clear Harbor is taking a good 

look at a number of high-quality businesses that we know well, and we won’t hesitate to pull the trigger 

when a bullseye enters our sights. 

Now, I’ll address some of the macroeconomic issues facing the global economy and explain how they 

inform our approach: 

The Eurozone Crisis: 

The evolving financial crisis in Europe has some eerie similarities to what we experienced in the U.S. two 

years ago, along with some important distinguishing features. Most notably, Eurozone countries are 

linked by a common currency, but they lack the proper federal government structure or any mechanism 

to meld together their fiscal fortunes. In some sense, Europe’s decentralized fiscal structure is not only 

the root cause of its crisis but also a key reason why arriving at an effective solution looks like a more 

challenging task than what faced Americans in 2008.  Famed investor George Soros touched on this 

recently when he suggested that the crisis in Europe is worse than the global financial panic following 

the collapse of Lehman Brothers. 

“In 2008, the right authorities to deal with the crisis were in place,” Soros said. “Now they have to be 

created.” 

In other words, there is no central Treasury or Ministry of Finance in Europe on the fiscal side with the 

authority to infuse capital into European banks or make other critical decisions.  The European Central 

Bank appears handicapped by dissention among each member nation but most likely will eventually 

need to expand its balance sheet significantly in order to purchase sovereign debt and undertake 

quantitative easing.  The timeliness, size, support, and coordination of Eurozone policy actions will 

determine whether they can avoid something other than a light recession in 2012.    

We outlined a few solutions to the Eurozone crisis back in June but commented that “significant political 

fortitude is required in order to embrace an outcome that preserves the political union while adding the 

critical fiscal tool at the federal level.”  The most sensible policy response to the Eurozone crisis 

(assuming that the goal is to keep the Eurozone intact) requires the ability for Brussels to tax nation 

states and therefore maintain some sort of leverage over each Eurozone nation to take significant 

responsibility for its actions.  Today less than 1% of the income from the Eurozone’s 17 nations is sent 

to the Federal government. By comparison, about 20% of U.S. national income is sent to Washington 

D.C.  This lack of federalism is at the heart of Europe’s woes.  We believe that without a federalized 

fiscal mechanism, the Eurozone's structure will fold and further crisis will ensue.    The road to a more 
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permanent Eurozone solution is fraught with unintended consequences.  But it is a road that must be 

travelled.   

Emerging Markets: 

We’re seeing signs of cracks in the fast-growing emerging economies, like China, casting doubt on 

whether they can continue to provide a much-needed source of growth for the global economy while 

Europe and the U.S. muddle through their issues. In China, we have seen the Shanghai Property index 

correct by nearly 25% since April, prompting questions about the quality of loans on the balance sheets 

of Chinese banks and therefore the overall health of that nation’s banking system.  Also, inflationary 

pressures from Brazil to Bangkok are evident—from wages to industrial materials. In the midst of a 

decelerating global economy, this is unwelcome news for investors. We expect these trends to add to 

the downward pressures placed on global growth in 2012. 

The U.S. Economy: 

The U.S. has a significant amount of unproductive capital tied up or frozen in real estate, and the weak 

housing market continues to be a major drag on our economy. Some believe more action from the 

Federal Reserve can help remedy this, but we don’t see businesses and consumers suffering from a 

lack of credit. The economy’s ailment has shifted from a credit crisis to a demand crisis, and the gridlock 

in Washington makes it unlikely that we’ll get any quick fixes to address the lack of demand. In fact, we 

continue to believe—to a great extent--the recession of 2008-2009 would not have ended if it were 

not for the insulin shot placed into the economy by the Fed’s extraordinary actions and large amounts 

of government spending.  This merely shifted incremental deficits from the private to the public sector 

and in our opinion has delayed the ability for the economy to project the honest price signals that 

would facilitate the process by which the business cycle rejuvenates itself over time.  However, banks 

in the U.S. are better capitalized and better equipped today than in 2008-2009 and are significantly 

better positioned to confront a global economic recession and even a European sovereign debt and 

bank capital crisis.  Moreover, U.S. corporations have tidied up their balance sheets and slashed their 

cost structures, and they’re sitting on large mounds of cash, leaving them in a strong position to weather 

a double-dip and start hiring and investing when new opportunities arise. 

While this thought may provide comfort to some market participants, the vast majority of investors still 

characterize the current economic and political environment as one riddled with thick fog. We believe 

that the prevailing economic currents point to the unfortunate reality that the U.S. will either 

continue to muddle along with slow GDP growth and high unemployment for some time or suffer a 

double-dip recession that causes a slight contraction in GDP.  We expect the unemployment rate will 

remain above 8% over the course of 2012. This paints a rather bleak picture for the world’s largest 

economy, but the ongoing downward trend in unit labor costs coupled with upward sloping trends in 

productivity suggest that a deceleration in global growth can maintain reasonably healthy corporate 

profits and margins.   
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While we cautiously approach the last quarter of the year and peer into 2012, we are maintaining a 

balance between the need to heed warnings from the markets and the understanding that risks are 

always prevalent in a market that has the capacity to provide returns on invested capital.  

Regards, 

 

Aaron Kennon 

 

*All price quotes included above are as of the market close on September 28, 2011. 
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