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When the world is running down
You make the best of what's still around
When the world is running down
You make the best of what's still around

When the World is Running Down -The Police

Click here for When the World is Running down Video

“The national budget must be balanced. The
public debt must be reduced. The arrogance
of the authorities must be moderated and
controlled. Payments to foreign governments
must be reduced. If the nation doesn’t want to
go bankrupt, people must learn to work,
instead of living on public assistance.”-
Cicero, 55 BC.

Is Debt The New Equity?

| have been negative on credit for what seems
like an eternity now. | have stated many times
that, “if you are not being compensated to take
risk, particularly credit risk, do not take credit
risk”. And so for a long time we have been void
of credit risk and to be frank, remain so. But for
those that must take risk, the credit market is
starting to seem like a far better bet than do
equities.

Before the equity market began its descent this
spring, | believed that the credit market was
sniffing out something that the equity market was
not. Please click the link for more on this (The
Tale of Two Markets). When asked many times
why | believe the stock market has corrected so

swiftly my answer has been because, “it had a lot
of catching up to do”.

The big question on my mind these days is
whether or not the equity market has corrected
enough in order to make them cheap relative to
other asset classes, particularly credit. In short,
my answer is a resounding NO!

I have stated and still believe that we are in a
secular bear market in equities that will not end
until 16 year trailing returns for the Dow Jones
Industrial Average and S&P 500 is in negative
territory. In other words, this would mean that
when we marked the high for the S&P in March
of 2000 at approximately 1500, a secular bear
low assuming a -4% annualized trailing return for
16 years would place us at around 795 in 2016.
Pretty sobering, right?

Looking at the graph below, courtesy of Ned
Davis research, we can see that secular lows
have been established in the DJIA when the 16
year trailing return range is between -4% and
0%. Considering that the secular bull market
party that went from 1982-2000 was the greatest
on record, one must expect the secular bear to
accompany it to be the nastiest on record as well.
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http://www.youtube.com/watch?v=OyOghZum-Io
http://www.atlanticadvisors.com/uploads/market-commentaries-08-11-08-the-tale-of-two-markets.pdf

Annualized 16 Year Trailing Returns for DJIA since 1916
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Notably, in the secular bear market, lows
stemming from the Great Depression (the most
similar pattern | can come up with for the mess
we face today) and the 16 year annualized
trailing returns in the range of -4% seem to be
the most appropriate level to use. Since this
credit Unwind may actually be more painful this
time around, | think that is the best we can hope
for. So while equities may seem ‘cheap’ to most,
| can accept that they will rally from time to time,
perhaps fiercely, but the sad truth is that the ‘buy
and hold’ approach that has scorched so many
the past eight years is still not the best
risk/reward proposition. This leads me to ask,
“what is the better proposition?” Debt. Yes, that
4-letter word | have been avoiding for so long.

Why Debt is Now the Best Proposition

Most market players, present company included,
are faced daily with the choice of which asset
class possesses the best risk/reward
characteristics. Considering that | believe that
earnings estimates for stocks are at best,
optimistic, or at worst, impossible to predict. This
leads us to more ‘traditional’ valuation measure
like ‘Graham and Dodd’ analysis or the ‘“Tobin Q
Ratio’ (Market Value/Net Worth).

As you can see in the chart below, the market
would need to be carved in half yet again to
reach the secular bear lows of the early 1980’s, a
number (S&P 400-500) that is actually my
ultimate goal for this bear market before rallying
back to 800 or so.
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Tobin’s Q for S&P 500

Standard & Poor's 500 Stock Index

Quarterly Data 3/31/1952 - 6/30/2008 (Log Scale)
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Got Debt?

While | have highlighted the over-leveraging of
the world over the past 10 years or so, we do get
to a point when markets fully price in bad news,
or for that matter, overshoot to the upside or
downside. | believe that long-term investors
(folks that can actually withstand interim volatility)
are now being properly compensated for taking
credit risk. Spreads could blow out further, but
the vyield along the way is an excellent
proposition, particularly when compared to
stocks.

Agency Mortgage Backed Securities (in general)
are appearing to be a good risk/reward
proposition based on an OAS (Option Adjusted
Spread) basis, and even high grade corporate
bonds and yes, even junk bonds are a good
proposition. Please note that while we are
significant players in the MBS market, we have

no position in corporate bonds, nor are we likely
to in the near future. We are completely avoiding
the preferred and hybrid (perpetual ‘fixed-to-
floating) markets as | would not be stunned to
see uncle Sam tell banks and finance companies
that they aren’t allowed to pay dividends in the
not-too-distant future (let’s face it, banks are now
socialized utilities). Considering that nearly 90%
of issuance has been in financials, | would stay
away—in fact very far away. Municipals are
tempting but lack liquidity and the housing market
has yet to be completely felt in that arena nor do |
feel capable of doing credit research on the
nearly 50,000 issuers with municipal debt
outstanding.

That said, for those capable of doing credit risk in
the municipal market, particularly with tax
increases likely on the way, municipals make
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sense so long as you can withstand the interim
volatility. Below, | will highlight the asset classes
that | have mentioned before, and you should be
able to see for yourself that finally, folks are
being compensated to take credit risk.

Whether or not they are cheap and getting
cheaper, | will say this; the stock market will have

High Yield Corporate Spreads

great difficulty performing unless spreads tighten.
So equities are out of the question, except for a
trade here or there, until the credit markets thaw.
One other problem for equities is that since
bonds now offer ‘equity like’ returns or higher,
cash may be siphoned away from equities into
fixed income. Ultimately, this could lead to even
more relative pressure on equities.

. . Monthly Data 1/31/1983 - 10/31/2008 (Log Scale)
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Municipals versus Treasuries (now 123.6% of Treasuries)

R R Monthly Data 4730/1953 - 10/31/2008 (Leg Scale)
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Historical Perspective of Corporate Yield Spreads
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Historical Yield Spread between 30 Year GNMA 6 %% versus 5 year Treasuries
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| am fortunate to be an absolute return investor. |
am not tied down to performing in line with any
particular benchmark like so many investors. In
fact, we ask ourselves daily, “in the absence of a
benchmark, what would you buy?” | hope that
this short analysis drives the point that, as
absolute return investors, we have chosen
Mortgage Backed Securities over stocks and
Treasuries as | feel they possess the best
absolute return risk/reward characteristics.
Corporates are cheaper than equities and | doubt
that neither economy nor stocks can recover
meaningfully until credit spreads begin to
behave. So for investors with benchmarks,
corporate, junk and municipals make a ton more

Copyright 2008 Bloomberg L.P.

sense to me than stocks. This clearly beats a
market of stocks when we are grasping for what
the ‘E’ in P/E is and a dividend yield of 3% that
will likely drop as either prices fall, dividends are
cut, or likely a bit of both.

As always, if we are wrong we will still make 6-
7% with no credit risk and loads of liquidity
relatively speaking. And above all, if we are
wrong, we will have lost opportunity, not
precious, hard-earned capital.

Bennet Sedacca,
President
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LEGAL AND OTHER INFORMATION.  Any information, data, statements, opinions, or projections
made in this Newsletter may contain certain forward looking statements, projections and information
that are based on the beliefs of Atlantic Advisors as well as assumptions made by, and information
currently available to, Atlantic Advisors. Such statements in this Newsletter reflect the view of
Atlantic Advisors with respect to future events and are subject to certain risks, uncertainties and
assumptions (including, but not limited to, changes in general economic and business conditions,
interest rate and securities market fluctuations, competition from within and without the investment
industry, new products and services in the investment industry, changes in customer profiles, and
changes in laws and regulations applicable to Atlantic Advisors). Should one or more of these or
other risks or uncertainties materialize, or should underlying assumptions prove incorrect, actual
results may vary materially from those described in this Newsletter. ~ Furthermore, although carefully
verified, data is not guaranteed as to accuracy or completeness.  Any quotations of individuals other
than the authors or providers of this Newsletter are provided for informational purposes only and their
accuracy and veracity are not guaranteed.  The statements, opinions, and/or data expressed in this
Newsletter are subject to change without notice based on market and other conditions. This
Newsletter is based on information available as of the time it was written, provided, or communicated
and Atlantic Advisors disclaims any duty to update this Newsletter and any content, research or
information contained therein. Accordingly, neither Atlantic Advisors nor its principals or affiliates
make any representation as to the timeliness of any information in this Newsletter. ~ As a result of all
of the foregoing, inter alia, neither Atlantic Advisors nor its principals can be held responsible for
trades executed by the recipients or viewers of this Newsletter based on the statements, projections,
research, or any other information of any other kind included therein. Investments in securities
are speculative and involve a high degree of risk; you should be aware that you could lose all
or a substantial amount of your investment if you attempt to apply any of the information in
this Newsletter.

Atlantic Advisors is not registered as a securities broker-dealer either with the U.S.  Securities and
Exchange Commission or with any state securities regulatory authority or with any foreign country.
This Newsletter should not be construed by anyone as Atlantic Advisor's solicitation or offer to effect
or attempt to effect transactions in securities or the rendering of personalized investment advice (or
an offer thereof) for compensation.  This Newsletter, and any information and research contained
herein, do not represent recommendations of investment advice to buy or sell securities or any
financial instrument nor are they intended as an endorsement of any security or investment. ~ This
Newsletter is for informational purposes only and any watch list, portfolio, trading signal or
information contained in this Newsletter represents the writer's or provider's own investment
opinions, and should not be construed as personalized investment advice. Atlantic
Advisors has not assessed, verified, or guaranteed the suitability of any particular investment
to any personal situation and the reader of this Newsletter bears complete responsibility for
its own investment research and should seek personalized advice from a qualified investment
and/or tax professional prior to making any investment decisions.  Atlantic Advisors may only
transact business or render personalized advice, and offers of service can only be made, in those
states, countries, and/or international jurisdictions where Atlantic Advisors is registered or where an

exemption or exclusion from registration is available. ~ Nothing herein is an offer of any service that
is not legal for offer into any particular jurisdiction with Atlantic Advisor's current licensure (if any).

Atlantic Advisors and its respective officers, directors, employees, clients, and/or associated persons
may have positions in, and may from time to time make purchases or sales of, the securities
discussed or mentioned in this Newsletter. Furthermore, Atlantic Advisors and their respective
officers, directors, employees, clients and/or associated persons may implement any strategies
discussed in this Newsletter before or after such strategies are disclosed to recipients of this
Newsletter.  The profitability of any strategies communicated through this Newsletter may depend
upon a limited number of persons implementing and knowing about the strategies. As a result of
Atlantic Advisors and their respective officers, directors, employees, clients and/or associated
persons trading and implementing the securities and strategies, respectively, discussed in this
Newsletter, before or after such securities or strategies are discussed or disclosed to recipients of this
Newsletter, such recipients may face decreased or no profitability and increased competition in the
marketplace when seeking to implement such strategies or trade such securities.  The principals of
Atlantic Advisors might not purchase or utilize in this Newsletter, or make any reference therein to,
the securities or strategies, respectively, used for any client affiliated with Atlantic Advisors or its
principals.

NO WARRANTY. ATLANTIC ADVISORS, ITS AFFILIATES, AND THEIR OFFICERS,
DIRECTORS, PRINCIPALS, AGENTS AND EMPLOYEES MAKE NO REPRESENTATIONS OR
WARRANTIES, EXPRESS OR IMPLIED, REGARDING THE SUITABILITY OR OTHER
CHARACTERISTICS OF THE INFORMATION AND MATERIALS CONTAINED IN OR PRESENTED
THROUGH THIS NEWSLETTER.  ALL SUCH INFORMATION AND MATERIALS ARE PROVIDED
"AS IS", WITHOUT ANY WARRANTY OF ANY KIND.  ATLANTIC ADVISORS HEREBY FURTHER
DISCLAIMS ALL WARRANTIES AND CONDITIONS WITH REGARD TO SUCH INFORMATION
AND MATERIALS, INCLUDING ALL IMPLIED WARRANTIES AND CONDITIONS OF
MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE TITLE, NON-INFRINGEMENT
AND AVAILABILITY.

LIMITATION OF LIABILITY. IN NO EVENT SHALL ATLANTIC ADVISORS, ITS AFFILIATES, OR
THEIR OFFICERS, DIRECTORS, PRINCIPALS, AGENTS AND EMPLOYEES BE LIABLE FOR ANY
CLAIMS, LIABILITIES, LOSSES, COSTS OR DAMAGES, INCLUDING DIRECT, INDIRECT,
PUNITIVE, INCIDENTAL, SPECIAL, CONSEQUENTIAL DAMAGES (INCLUDING BUT NOT
LIMITED TO, LOST PROFITS OR TRADING LOSSES), OR DAMAGES OF ANY KIND
WHATSOEVER ARISING OUT OF OR IN ANY WAY CONNECTED WITH THIS NEWSLETTER
(INCLUDING WITHOUT LIMITATION, THE CONTENT, INFORMATION, RESEARCH OR
SERVICES INCLUDED THEREIN) WHETHER BASED ON THEORIES ARISING IN CONTRACT,
TORT, STRICT LIABILITY OR OTHERWISE. SUCH LIMITATIONS APPLY EVEN IF ATLANTIC
ADVISORS, ITS AFFILIATES, OR ANY OF THEIR OFFICERS, DIRECTORS, PRINCIPALS,
AGENTS OR EMPLOYEES HAVE BEEN ADVISED OF THE POSSIBILITY OF DAMAGES.
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