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“In fact, it is my view that the issues that the ECB and the EMU member states are tending to at the 

moment are in the first few innings of a more lengthy restructuring and reorganization of the entire 

European Monetary Union. It will prove a treacherous road to walk. With that said, the alternative to 

abandoning the EMU is for member nations to leave the euro, default on existing obligations, and 

devalue one’s new currency.” Clear Harbor Flash--June 14, 2011 

 

As we enter the second half of 2012, the Eurozone crisis is clearly the darkest of macro clouds hovering 

over the global economy.  Nearly every economic data point emanating from the 27-member region has 

declined, leaving no economy there unscathed.  A recent gauge of euro region manufacturing dropped 

to the lowest level since early 2009 with German data also recognizing downside risks due to the 

ongoing crisis.  What is clearly a recession for the Eurozone and a depression for many member nations 

is also proving a challenge for multinational corporations and other countries around the world, 

including the U.S. 

The Eurozone crisis has struck the shores of most other major global economies.  Chinese manufacturing 

contracted for an eighth straight month in June with expected real growth rate expectations trending 

sharply downward from just one year ago.  In Brazil, growth expectations are trending downward as 

global demand wanes. 

It is folly, however, to attribute the current state of the global economy solely to the turmoil in Europe.  

The U.S. fiscal predicament and the gridlock in Washington, D.C. over disagreements on how to address 

the situation from a policy perspective are hampering our domestic recovery, along with the grind of a 

weak housing market and a painful deleveraging process that is still underway for U.S. households. 

*** 

The second quarter of 2012 marked a noticeable shift in commodity pricesi and inflation expectations.  A 

slower global growth picture—particularly in countries such as China, India, and Brazil—has led to lower 

commodity prices.  As I write, Brent Crude is off by more than 23% since the quarter began, while all 
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major hard commodities trended substantially lower during the period.  Soft commodities closed out 

the quarter mixed with wheat and soybeans better on the quarter and year while corn and sugar 

remained in negative territory.  Severe Midwest drought conditions coupled with a weaker-than 

anticipated monsoon season in India has contributed to a quarter end surge in agricultural commodity 

price more generally with corn and wheat rallying approximately 15% within the last few weeks.  In 

addition to expectations of sluggish global growth, inflation expectations have declined as well with the 

futures market indicating expectations of 2.46% inflation this past week versus a rate of 2.76% in early 

April.  

Global equities trended sharply lower over the course of this past quarter with the S&P 500 losing 5.4% 

and other major global equity indices down 5% to 18% across the board.  On a year-to-date basis 

however, the S&P 500 remains in positive territory by approximately 6% while the majority of global 

indices are in negative territory.  We attribute the relative outperformance of U.S markets not only to 

the flight of capital away from the troubled Eurozone but also from large emerging economies like Brazil 

and China.   

The relatively aggressive policy response to the U.S. financial crisis in 2008 in comparison to Europe’s 

internal divisions and lack of a federal fiscal system to address its current problems have cemented 

America’s image as a global safe haven in the eyes of investors. Meanwhile, labor costs remain flat in 

the U.S. while wage inflation continues to weigh down margins abroad. Corporate balance sheets in the 

U.S. look generally healthy, and many top executives are still sounding optimistic that the recovery will 

continue to muddle through. Also, the U.S. housing market is showing some signs of stabilization, and 

consumers are making progress on delevering their balance sheets.  

At the same time, the recent downturn in national employment gains and other indicators show that 

that the U.S. has hit another weak patch, and we fear U.S. corporate earnings may contain 

disappointments over the remainder of the year.  ISI Group indicated in their recent survey that the 

percentage of sales to China from U.S. multinational corporations is at the lowest level since the second 

quarter of 2009.  This is not a bullish indicator for earnings or global growth.    

Market economists began the year with a positive outlook on the U.S. economy and the trajectory of 

growth in China, while they were only marginally concerned about the Eurozone crisis.  Since then, 

things have changed. Consensus growth estimates are declining around the world as the U.S. struggles 

to grow at 2% this year. Also, fears are rising about a hard landing in China, and the Eurozone crisis 

appears far from reaching any sort of positive resolution.  While I do not anticipate a hard landing in 

China within the next 12 months, I do believe that a more aggressive deceleration in Chinese growth is 

likely.  The days of 10% annualized real growth are over.   

Back in the U.S., the lack of fiscal and regulatory clarity and the so-called “fiscal cliff” that we’re 

approaching could very well depress growth in 2013 substantially.  Meanwhile, the majority of the 

mandates prescribed by the Dodd-Frank legislation have yet to be enacted or even clarified, casting 

another layer of uncertainty over the business community.    
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At the outset of this year, I made 10 predictions about the coming year and have highlighted these 

below with brief, updated comments for your review: 

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

emerging market and U.S. deceleration as well.”  
 
The global economic picture has certainly darkened as global consumption has decelerated and 
manufacturing data have deteriorated in China, Brazil, India, and the Eurozone, for example. 
Cross-border bank lending is currently a huge headwind to global growth.  The Bank for 
International Settlements (BIS) reported in Q4 of 2011 that cross-border lending had declined to 
levels not seen since Q4 2008.  According to the BIS, “in developed countries as a whole, total 
cross-border lending to banks and non-banks contracted by $630 billion; the most notable 
exceptions were Japan and Switzerland, where it increased by $71 billion and $13 billion, 
respectively.” The Eurozone banking and sovereign debt crisis is clearly central to this trend. 
As the crisis accelerates and banks in Greece and other southern European countries experience 
more capital flight, lending conditions will almost certainly deteriorate further.   

 
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.” 
 
I maintain this view and believe that U.S. GDP growth could fall short of current consensus 
expectations for growth in 2013 of 2.4% as the Eurozone crisis continues to weigh on global 
growth, employment remains stubbornly elevated, and corporations lack clarity on the fiscal cliff 
and longer-term trajectory of economic policy. 

 
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.”  
 
It is tragic to see that an idea to unify a part of the world with the best of initial intentions lacked 
any sort of economic and fiscal structure that would make the project viable in the face of a 
financial crisis.  We maintain that in order for the Euro to survive in its current form, fiscal, 
regulatory and banking centralization must occur.  Right now, such reforms seem unlikely. 
 

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.”  
 
It was just three years ago that the world witnessed 11% growth in China.  China grew at 10.4% 
in 2010 and 9.2% in 2011.  We believe that the country will most likely grow at the newly revised 
rate that Beijing has set at close to 7.5% this year with downward pressures on growth in the 
years ahead.  Transitioning from serving as a global manufacturing and export engine for the 
world to a more domestic demand driven economic model is essential for China.  However, the 
odds of a seamless transition are unlikely.  In fact, it appears that electricity demand has fallen 
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dramatically in many of the manufacturing regions of the country while coal inventories remain 
at historically high levels, suggesting that a slowdown is underway. 

 
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)...”  
 

The trajectory of economic data has supported our 2012 view of emerging market growth.  
However, we generally believe that investors must take a longer-term view on this segment of 
the global economy as it will provide the vast majority of incremental growth for many years to 
come.   

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

conditions deteriorate.”  
 
We have seen both monetary expansion and other stimulus policies accelerate this year around 
the world.  The most recent policy move from the Federal Reserve Bank was an extension of 
“Operation Twist” whereby the Federal Reserve enters the market to purchase longer-dated 
Treasury securities with the hope of reducing interest rates and making other asset classes and 
lending vehicles more attractive.  As I wrote recently in a Clear Harbor Flash titled, “Time for The 
Fed To Step Aside,” I believe that the Federal Reserve has exhausted its ability to positively 
impact the capital markets without causing further distortions to asset prices and significant 
risks to investors.  As market participants realize that monetary options have been exhausted, 
equities could prove vulnerable. With that said, we expect the Fed as well as global monetary 
regimes to try to provide further stimulus to the global financial system.    

 
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.”  
 

While stock market volatility is reasonably low of late, volatility across global equity markets, 
foreign exchange, hard commodities, soft commodities, and fixed income appear particularly 
pronounced.  We expect a lack of transparency as it relates to fiscal woes confronting nations 
and regulatory challenges facing vast sectors of the global economy to continue to cause greater 
volatility in the quarters ahead.  

 
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.”  
 
This view is more of a reality than a prediction, and the reality will become more apparent over 
the coming years as demographic pressures increase.  While the U.S. has one of the more 
positive demographic profiles, its population is aging, which will become a tougher drag on state 
and federal budgets in the years to come. According to the Congressional Budget Office, the 
number of people age 65 and over will nearly double over the next 25 years.  According to the 
Peterson Foundation, spending on Social Security as a share of GDP will climb almost 25%--from 
5% of GDP in 2012 to 6.2% of GDP in 2037.  And the U.S. picture is far less concerning than other 
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nations such as Japan, Russia, and China, where an aging population will weigh on domestic 
growth and ultimately global growth as earners become savers and savers are supported by 
fewer earners.  This is a troubling trend for the developed world and a segment of the emerging 
markets as well.  On the positive side, the birth/death rate in the U.S. is one of the most 
attractive in the developed world.  Additionally, the “echo boom” population, or the offspring of 
the baby boomer generation, is of the age when they typically form households and purchase 
homes.  While unemployment is elevated and wage growth is flat, market observers view the 
“echo boom” generation as possessing the potential to add incremental demand growth to 
segments of the domestic economy—most notably housing.   
 
Another important demographic trend is occurring in China, where the number of working age 
people (15-64 years old) is decelerating rapidly. By 2015, it will begin to contract on an absolute 
basis.  This has significant repercussions for China’s already high savings rate and its ability to 
successfully transition from an export driven economy to a domestic consumption driven 
economy.  While the trajectory of Chinese growth remains more positive than when compared 
to the world’s other large economies, we see elevated risk of further GDP deceleration in the 
coming quarters and years.    

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

countries either hold elections or witness a transition of power.”  
 
Recent elections in France and Egypt are clearly weighing on markets.  The change of leadership 
in France has provided a greater sense of fragility to the not-so-united Franco-German front to 
preserve the Eurozone.  Just this past week, Egypt elected its first democratically elected 
president, and the winner was a candidate backed by the Muslim Brotherhood, a group that is 
hostile to the U.S. and global capitalism.  This the first time in the country’s 5,000 years of 
recorded history that the people have elected their own president, but the outcome bodes ill for 
U.S. relations with Egypt and the stability of the Middle East.  The U.S. will hold presidential 
elections in November where polls currently indicate a close race and the outcome will 
obviously be consequential.    

 
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.”  
 
The United Nations has placed further sanctions on Iran.  The crackdown in Syria is evolving into 
a civil war and broader Middle East conflict.  Just this past week, Syria shot down a Turkish 
fighter jet that was flight near Syrian air space.  Uncertainty remains in Egypt as elections there 
have proven less-than transparent.  The genuine posture of the new North Korean leader is still 
not clearly known by diplomats.  The transition of communist power in China appears to have 
proven far from smooth this year.  Argentina has recently revisited the the Falkland Islands 
dispute with the United Kingdom.  Asian nations continue to disagree over the ownership and 
territorial rights of important segments of the South China Sea.  The list goes on and on.  And 
this year, the list appears to have expanded.     

 

*** 



 
 

 

 Visit our web site: www.ClearHarborAM.com or call us at +1 (212) 867-7310 

 

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

As this past quarter has shown, we are living and investing in extraordinary and uncertain times. The 

uncertainty breeds fear, which causes swings in market prices, or volatility, and that creates 

opportunities for the discerning investor. As professionals, it’s our job to keep our heads in this 

environment and help our clients take advantage of the opportunities that become available.  In order 

to do so, we employ a thorough, fundamental analysis of the companies that we follow, and we merge 

that with an asset allocation strategy that guages the evolution of global macroeconomic conditions. 

This process is orchestrated to minimize volatility in the market value of your portfolio, while also 

positioning you to capitalize on gains in market values when they come. We’re strong believers in this 

strategy, but success requires patience and perseverance when market prices go down and times get 

tough. Too many investors sell in market downturns and buy in upswings when they should be doing to 

exact opposite. Their long-term performance suffers mightily as a result, and part of our job is helping 

you avoid this folly. 

The team at Clear Harbor collaborates constantly on our best ideas and prudent investment 

management approaches during these uncertain economic times in order to provide clients with the 

most optimal portfolio allocation given their objectives, risk tolerance and cash flow needs. Our client 

retention rate is one of the highest in the industry and we are proud of this fact.   

We thank you for your continued trust in our people and our process and look forward to touching base 

soon.  

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.   

The material contained herein is intended as a general market commentary. The commentary may contain general 

information and views that are not directly relevant to your particular account. Opinions expressed herein are 

those of Aaron Kennon and may differ from those of other employees and affiliates of Clear Harbor Asset 

Management LLC. 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. 
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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. 
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 Note that prices and rates mentioned are as of the market close on June 27, 2012.  
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