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 Quarterly Market Update       March 30, 2012 

The first quarter of 2012 was a boon to global equity markets after a year when stock gains proved 

transient.i The S&P 500—in an important milestone for market psychology—finally crossed over its high-

water mark from back in 2007. One hopes that event will be the first step in the U.S. economy’s struggle 

to excise the demons of the global financial crisis, but we still have a long way to go. 

Even as I begin writing my outlook for a new quarter, Brent oil futures prices are settling above $120-a-

barrel ($100/barrel WTI), a price that represents a severe drag on consumers and businesses in the U.S. 

and beyond. Just this past week, the IEA’s chief economist warned that high oil prices could tip some of 

the world’s largest economies back into recession and noted that every recession in the developed 

world following World War II was preceded by a significant rise in the price of oil.  We believe that the 

oil price spike of late will prove particularly challenging to the Eurozone, which is still attempting to 

address its structural deficits, remain intact, and grow.  We remain skeptical of a favorable outcome 

there as public sector spending continues to collapse while consumers shoulder the added burden of 

high energy prices.   

Oil prices spiked in the first quarter along with stock prices as the U.S. economic recovery showed new 

life, Eurozone headlines temporarily diminished, and tensions mounted in a stand-off between the U.S., 

Israel and Iran in the Persian Gulf. This raises anew the specter of inflation as monetary policy remains 

extraordinarily accommodative in the U.S. and elsewhere—not to mention the possibility of yet another 

violent conflict in a region of crucial strategic importance for global economic development. 

So, yes, investors have reason to be optimistic, but we’re still keeping the champagne on ice for now.  

Our view at the outset of this year recognized a myriad of risks to the global economic picture but 

concluded that equity market valuations remained attractive, based largely on the steep trajectory of 

corporate earnings in the U.S., which have now doubled since the depths of the U.S. recession in 2009. 

Since then, we participated in the recent rally and remain invested in the stock market, but we would 

caution clients not to expect the rest of the year to yield similar returns. 

We expect corporate earnings growth to continue but decelerate as a significant fiscal drag pulls on the 

economic momentum within the economy. Our view that the S&P 500 will generate approximately $100 



 
 

 

 
 

per share in earnings this year remains intact, and in that context, U.S. equities remain reasonably 

valued. 

We always watch Corporate America’s bottom line carefully, but one significant development in this 

past quarter was the positive trajectory of economic data. Monthly national employment reports from 

the U.S. Labor Department showed encouraging improvements, although some of the decline in the 

unemployment rate was the result of discouraged workers who dropped out of the labor force and are 

no longer hopeful enough to seek employment. Household debt levels grew in the fourth quarter for the 

first time in three and a half years while consumer credit swelled by 6.9%, according to the Federal 

Reserve, which suggests consumers are feeling more confident about their prospects and banks are 

willing to extend credit. Retail sales are improving as well.  In fact, one promising sign that the U.S. is 

possibly embarking on a more sustainable economic expansion can be gleaned from the recent 

acceleration in manufacturing activity.    

On the global front, manufacturing activity has trended upward despite negative data coming from 

China as well as the Eurozone, providing some optimism that the global manufacturing picture can 

overcome soft patches.  We began commenting on positive manufacturing trends back in June of last 

year. Manufacturing employment faltered for years leading up to the financial crisis of 2008 and 2009, 

but it has since rebounded by 4%. The number of hours that U.S. factories run on average is actually at 

its highest level since 1945, according to The Economist.  

Obviously, we welcome these developments but continue to see underlying challenges facing the 

economy. Some of these challenges could become a focus as we approach 2013. In the midst of 

heightened political noise during this election season, we see the need for leadership in Washington in 

order to address the very serious issue of deficits and spending.   With that said, we do not anticipate 

any progress on this front until 2013 and beyond.   The deficit is clearly a structural noose around the 

country that elected officials must address. The Simpson-Bowles Commission produced a workable 

blueprint last year that failed to work for the current administration, which mandated it in the first 

place.  We were frustrated to see the administration and Congress ignore sensible bi-partisan solutions 

in exchange for kicking the can down the road yet again.   

We’re even more concerned about the Eurozone debt crisis, despite the relative calm there following 

the recent orderly default of Greece.  As Federal Reserve Chairman Ben Bernanke noted in recent 

testimony on Capitol Hill, U.S. banks remain significantly exposed to conditions in Europe. Roughly 35% 

of assets in U.S. prime money market funds are in European holdings.   Europe confronts a challenge of 

massive proportions in attempting to enforce deficit targets through austerity.  This policy will 

undoubtedly depress growth in the near to medium term while limiting the capacity for governments to 

cover interest payments on outstanding sovereign debt.  One market observer recently referred to this 

approach as “stimsterity” and concluded that it is doomed to fail.  With the ECB also providing unlimited 

funding to Eurozone banks at artificially low rates for a period of three years, we believe the day of 

economic reckoning is now just postponed instead of resolved.  

      ***** 



 
 

 

 
 

Commodities witnessed a volatile quarter. Gold prices have continued their rally year-to-date.  However, 

the yellow metal faltered over the last month as strong economic data fed market perceptions that the 

Federal Reserve will refrain from implementing another round of quantitative easing. Later, Chairman 

Bernanke signaled otherwise, stating publicly that the U.S. economy requires further support from 

monetary policy. Gold responded by recovering some of its losses, but the market still is not fully 

grasping the massive scale of the current extraordinary actions undertaken by central banks around the 

world. These actions will devalue currencies and provide support for gold over time.  This view could 

prove incorrect in that global economic growth could experience a significant boost, public sector 

balance sheets could correct, and employment in the developed world could skyrocket.  Under this 

scenario, equity markets and high-yield corporate credit would most certainly far outpace any dollar 

decline experienced in our gold holdings. 

Here in the U.S., the Fed’s near-zero rate policy continues to serve the temporary purpose of bolstering 

confidence, growth, and employment, albeit in a manner that most market participants recognize is 

both artificial and risky.  This Federal Reserve policy has pushed investors away from seeking nominal 

returns in money markets, Treasuries, and investment grade debt, into high-yield debt, and equities.  

While we do not see most equity market valuations as overpriced, we question how this will all end and 

fear that the path toward a more normalized monetary policy will be treacherous.   In some sense, the 

Fed has abandoned its dual mandate of price stability and growth. It is now solely focused on the latter 

with the expectation that a further acceleration in inflation will either not occur or can be doused upon 

arrival with a quick policy reversal.    

***** 

Despite China’s announcement that it is targeting a growth rate of 7.5% going forward, copper has 

rallied off the lows witnessed this past fall and ended the quarter better by nearly 10%. The majority of 

agricultural commodities also started the year on solid footing, with soybean and sugar prices outpacing 

wheat and corn.  We continue to believe the inputs to agricultural commodity supply growth remain a 

critical investment theme for the long-term investor as populations grow, nations become wealthier and 

environmental resources—like potable water and arable lands—decline. 

The thrust of our investment thesis expressed in late December 2011 has proven sound as we now enter 

the second quarter of 2012. However, prudent investing is more of a marathon than a sprint, and even 

the most successful investor is bound to cramp up from time to time. 

Update On The Health of the Herd: 

At Clear Harbor, we are constantly comparing our forecasts for the macro economy with the 

conventional wisdom that prevails in financial markets. We also ask ourselves whether such wisdom is 

correct or whether a contrarian posture is justified. I will end this outlook by running through a few 

comparisons to give a more detailed glimpse into our current thinking. 

 



 
 

 

 
 

The Herd: The U.S. equity market is poised to rally over the course of the next 12 months. 

Our View: We do not attempt to time the ebbs and flows of financial markets. Rather, we assess the 

underlying values of financial securities and allocate assets based on the attractiveness of their prices in 

the public market relative to intrinsic value. As of this past quarter, corporate earnings are still growing 

at a pace that justifies U.S. stock prices, and we view overall valuations in equity markets now as more 

attractive than prices in the fixed income market generally. Improving economic conditions and loose 

monetary policies continue to bode well for equities as a place to generate wealth in excess of inflation. 

My one cautionary note is that we foresee the possibility of a more challenging environment in equity 

markets in the back half of this year as the market contemplates the outcome of the U.S. presidential 

election and realizes that fiscal stimulus spending turns into a drag in 2013.  Additionally, the significant 

Eurozone tail risk appears to have subsided for the moment which leads us to believe that the trajectory 

of economic data will become more critical to the continued upward move in equities.  And because we 

expect a resurgence of the crisis in Europe as troubles in Portugal and elsewhere grow, equity price 

appreciation in the second half of this year could prove elusory.  Conclusion: The herd is a bit too 

enthusiastic but directionally correct. 

The Herd: Investors ought to sell all of their gold exposure now. 

Our View: We are constantly attempting to challenge our thinking, particularly on long-held core 

investment positions, like gold. While we recognize that the U.S. economic picture is improving and that 

the U.S. banking system is far healthier now than it was before the financial crisis, we continue to see 

potential gains for the yellow metal. This view rests on our observation that global monetary policy has 

eased in recent years—a trend that has gained steam recently, despite the improvements in the 

economy. This trend will remain in place and provide a tailwind for gold prices for the foreseeable 

future. 

GOLD PRICE OVER LAST 12 YEARS 

 



 
 

 

 
 

We also must contemplate the prospect of rising interest rates on gold. We know that Treasury rates 

will eventually break significantly higher, but we don’t see it happening this year. We also look to the 

world’s two largest contributors to global gold demand—China and India—where inflation remains 

elevated and central banks continue to appreciate the benefits of accumulating hard assets instead of 

Treasuries and other government securities. 

Gold has rallied every year for the last 11 years, and we expect it to remain in positive territory again 

this year. That said, we acknowledge that such a prediction could well be wrong. The good news is that if 

we’re wrong, that would most likely mean the global economy is poised for strong growth, which would 

give rise to a surprisingly hawkish Federal Reserve and another substantial rally in our equity portfolio. 

We could live with that outcome. 

The Herd: Ben Bernanke is correct—inflation is under control. 

Our View: The most recent FOMC minutes indicated that officials are not concerned about rising 

inflation. In fact, the statement pointed out that inflation expectations will most likely trend downward 

as oil prices turn lower. That forecast could prove right, however it sounds more like blind hope than a 

thoughtful calculation to us. Unit labor costs are rising, diffusion indicators are surging and inflation 

expectations as expressed by the U.S. TIPS (Treasury Inflation Protected Securities) have spiked since the 

fourth quarter of last year from approximately 1.7% to 2.4%. What is also interesting is that the last time 

unit labor costs were at current levels, 10-year Treasuries were approximately 200 basis points higher 

than their current 2.15% level. We think the Fed is downplaying the threat of inflation as they recognize 

that the fiscal outlook for the country is bleak and allowing inflation is the only way to deflate the 

deficit. This view fuels our conviction that while we worry about the future trajectory of GDP growth, 

(currently struggling to trend above 2% on an annualized basis) Federal Reserve policy will ignore 

inflation in favor of promoting employment and economic growth. This outlook is central to our 

willingness at this juncture to invest in real assets like gold and other metals, soft commodities and 

equities. 

The Herd: Treasury yields are poised to surge. 

Our View: We believe the recent upward shift in Treasury yields is justified but will prove limited as the 

Fed continues to purchase Treasuries and keep rates low across the curve to support the economy. We 

also believe the Fed’s ability to maintain artificially low, short-maturity Treasury rates will prove far 

easier than “Operation Twist”—its plan to maintain lower rates in longer dated Treasuries.  With that 

said, we do expect operation twist to evolve into a program to purchase mortgages instead of treasuries 

in the back half of 2012. 

Equity earnings yields (currently estimated at approximately 7.1% for the S&P 500) look attractive 

relative to 10-year Treasury yields. However, a shift in longer-dated Treasury rates could alter this 

dynamic and dampen the bullish equity sentiment that is currently prevalent. James Grant, the well-

known financial writer, recently called the bond market a “value desert,” which sounds about right to 

us. 



 
 

 

 
 

 

 

The Herd: There is no end in sight to excess North American natural gas supply. 

Our View: Those who have read our previous quarterly commentaries know that we have taken a more 

guarded view on natural gas relative to crude oil.  We believe that natural gas prices are far closer to a 

historic low than a high. For that reason, there are some equities available in the market priced at levels 

that provide a margin of safety for those seeking exposure to gas—particularly those natural gas 

companies that not only produce but transport gas from the well to the pipeline.  This incrementally 

more constructive view rests on our observation that natural gas rig counts and production rates as well 

as capital expenditures have declined markedly.  In fact, the U.S. gas rig count is now at its lowest level 

since 2002 according to Baker Hughes Inc. with oil rigs now accounting for approximately two-thirds of 

the total share of land rigs.  We have also witnessed significant switching from coal fired electric 

generation to natural gas—a trend most likely to accelerate into 2013.  Lastly, we do expect more 

balance sheet stress and corporate restructuring to serve as a catalyst in providing bears with less 

enthusiasm to maintain their positions.    
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The Herd: The Eurozone crisis is winding down. 
 
Our View: The world finally witnessed a Greek default—albeit one perceived as orderly due to the all the 

preparation that came before the announcement.  Credit-default swaps were triggered, and the world 

did not come to an end.  Still, Greece faces two main challenges at the moment:  one is to implement 

policies that can generate growth to elevate their economy from a depression to a recovery.  I think any 

attempt to do this without abandoning the Euro currency will prove difficult--and perhaps impossible--

because its membership in the European Union leaves it with little ability to influence its own monetary 

policy and deflate away its debt. This leaves Greece with only fiscal levers to pull in order to deal with its 

troubles, which brings us to its second challenge—the upcoming elections there. The societal strains 

caused by fiscal austerity measures are stoking populist fervor in Greece, which could result in a revolt 

at the ballot box that would derail the progress technocrats have made in steering the country in the 

right direction.  

 

We also suspect that the debt crisis is spreading to other nations on the fringes of the Eurozone, such as 

Spain and Portugal and this could renew the threat of shocks to the European financial system and 

beyond—a worst-case scenario and unfortunately, a possibility. 

 
 

The Herd: A recovery in the U.S. equates to a recovery for global growth. 
 
Our View:  The Clear Harbor outlook for 2012 outlined our view that Chinese growth would ebb but a 

hard landing was not likely this year.  Our view is unchanged, but the global economy continues to 

appear fragile, with growth struggling to exceed 3% this year.  U.S. economic growth of 2% this year will 

do little to alter the general downward trajectory of global growth.  Key economies like Brazil are 

wrestling with a slower global economy and a strong local currency relative to major exporters, such as 

China.  In fact, Brazil’s finance minister Guido Mantega was recently quoted in the Financial Times 

stating: 

 

“We are not going to just sit by and watch while other countries devalue their currencies to give them a 

competitive advantage.” 

 

This was a direct attack on countries around the world attempting to grasp the upper hand on global 

demand through easy monetary policy and currency devaluation.  A slower global economy driven by a 

deceleration in export activity is a recipe for trade wars, capital controls, and inefficient global capital 

flows.  This is not a bullish trend for growth.   

 

Conclusion 

 

The team at Clear Harbor spent the last quarter meeting with scores of companies in our offices, at 

conferences, and on the road.  The first half of this year will take members of our team to Southeast 

Asia, China, South America and Canada.  We see great value not only in meeting with management but 



 
 

 

 
 

also visiting factories, mines, oil fields, local management, regulators, etc. We will continue to forge 

ahead with our mission of providing a thoughtful approach to allocating client capital as we enter this 

new calendar quarter, and we’ll keep you posted on our progress. 

 

As always, please do not hesitate to reach out with any questions or comments that you may have. 

 

Thank you for your continued trust and support. 

Regards, 

Aaron J. Kennon 

                                                           
i
 Note that quarterly data is as of the March 29, 2012 close. 
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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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