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QUARTERLY INVESTMENT REPORT

March 31, 2008
Dear Investor:

As sure as chickens come home to roost and summer follows spring, asset excesses inflate till they burst. Time and again, in the investment milieu, people get blind with greed which turns to stark fear.  A few savvy souls, like Warren Buffett and the smart chaps at Goldman Sachs, know enough to get off the train before it rides off the rails. Other prudent folks, like yours truly, know better than to play at all in the wild outer-banks of complex investments when “simple” can be difficult enough. 
The recent real estate bubble and the technology dot-com bubble of the late 1990’s are the most recent examples of investor irrationality. On the next page you can see the bubble abnormality in terms of market capitalization. On both occasions massive amounts of excess capital were generated for a limited time based on hopes and prayers, finally to be lost by the last investors in the door as prices reverted back to their normal trends. In the late 1990s stock offerings got carried away by the novelty of the internet only to crash on the carcasses of nonsensical business models based on internet hits.
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11% annual growth derived from pre-bubble




valuation (peak occurred March 10, 2000, when




the NASDAQ traded as high as 5132.52 and 




closed the day at 5048.62).






(chart from Harper’s Magazine 2/08) 

In the first half of this millennium real estate values increased as a result of low interest rates, tremendous liquidity enhanced by derivative securities, and very lax lending practices.  As the extrapolated curve of the real estate graph below depicts, realistically the housing market should have another year, at least, of price adjustment. 

TOTAL MARKET VALUE: REAL ESTATE
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Actual market value from “Federal Reserve




Flow of Funds Accounts of the United States.”

 



Historical trend from Robert J. Schiller,





Irrational Exuberance.

(chart from Harper’s Magazine 2/08)
It can be a fun pastime to speculate on when and where the next bubble will form. Will it be Alternative Energy? Recycling? Green Consumer Products? Nanotechnology? Biotechnology?  Usually, the What and the When take most investors by surprise.  Rational investors would do well to rely on true asset fundamentals and values to guard against greed in the next bubble.

How Did We Get Here?
Over the last five years there has been a disproportionate creation of derivative debt by financial companies.  Derivatives are not inherently bad investments: For more than a decade they have transformed our economy in positive ways.  The creation of new securities has brought more buyers and sellers into the marketplace, providing liquidity and spreading risk.  Derivative securities of subprime mortgages provided funds for mortgage lenders (to fuel the housing bubble) and investments for investors hungry for “secure” returns. Unfortunately, the institutions in charge of slicing and dicing these particular types of securities got carried away and lost the truthful relationship between the underlying credit and the derivative security. 
Regulatory Response
Accounting

In the 4th quarter of 2007 a new accounting rule was devised that will require all commercial and investment banks to divide their tradable assets into three “levels” according to how easy it is to get a market price for them. Level 1 assets have quoted prices in active markets. At the other extreme, Level 3 assets have only unobservable inputs to measure value and are therefore valued according to the individual banks’ own models.  It turns out that Bear Stearns had about $20 billion in Level 3 assets, which is at least 30% of its total capital. While there are other firms with even higher Level 3 ratios, Bear’s overall smaller size made it considerably more fragile.
Not all of the Level 3 assets are subprime mortgages up for default. There is a huge potential for certain types of Level 2 assets to descend into Level 3 assets and make the balance sheet even riskier. These level 2 securities might include prime mortgage securities, securitized credit card obligations, leveraged buyout bridge loans, asset backed commercial paper, complex derivative contracts, and credit default swaps. Apparently, Bear’s sizable portfolio of risky assets had begun to threaten an all-out “run-on the-bank” cascade. Lenders are now extremely skittish about lending and have severely curtailed credit liquidity.

Mortgage Restructuring
The regulatory response to the subprime fall-out has been to have housing agencies, such as the FHA, work to help families restructure their mortgages to keep their homes.

Liquidity

The Treasury has urged Fannie Mae and Freddie Mac to buy an additional $200 billion of mortgage-backed securities to help liquefy the mortgage market. The Federal Reserve response to the frozen credit market has been to lower bank borrowing rates by 300 basis points over the last year and the Fed has recently set-up an unprecedented $50 billion funding facility open to all financial firms at rates almost as low as the 2.25% Fed Funds rate. Another $100 billion of funding is planned for in the next few months. The Fed is also backing JP Morgan’s purchase of Bear Stearns.

What does it all mean for stock and bond markets today?
Terrified Bears?
The economy is a mess right now…or is it? There are two extreme schools of thought, each with equally passionate views.  There are those who are terrified as they expect a deep economic recession and vow to keep their capital “safely” parked in money market funds, CD’s and treasury bonds. They cite deterioration in housing, manufacturing, retail sales, consumer confidence, consumer debt levels, the dollar, and GDP. They also point to the billions of dollars in write-downs by financial companies so far and the lurking write-downs to come. The government bail-out for Bear Stearns was a shock as that company was presumed solvent just a month ago and traded as high as $93 a share in 2008 (it traded as low as $2.84 a share in March 2008).
Ecstatic Bulls?
Then there are those who are calm and even quietly ecstatic with this “opportunity” to invest in well-run companies at discounted prices.  They point to the extreme negative sentiment (a bullish indication) and high levels of shorted stocks (that must be bought in). These optimists relish the fact that declines in the housing and auto industries (which account for about 10% of GDP) have not spread to the rest of the economy.  The remaining 90% of GDP rose by a healthy 3.8% in 2007.  Furthermore, the optimists note that though overall S&P500 profit growth will continue to be dragged down by financial companies, for most companies, the record-setting string of double-digit profit growth continues. And, in aggregate, the level of net cash to capital spending for all U.S. corporations remains at one of its highest levels in the post-war era.  Finally, the market enthusiasts recount again and again the positive export numbers that deserve so much credit for keeping GDP positive (a silver lining of the weakened dollar). 
Our experience aligns us with the optimists rather than the pessimists.  We live in a global community with innovative minds and a highly functioning global financial infrastructure. We believe that the worst may be behind us.
Ascend Capital Management is always cautious and we manage our client asset allocations carefully according to economic cycles of strength and weakness.  For the last year our imperative has been to protect capital through sizable allocations in treasury and other fixed income securities.  This strategy has been very successful.  We have also been quite nimble with our stock choices and have outperformed the S&P500, net of fees, in 2007 as well as year-to-date in 2008. 
We sympathize with capitalist purists who denounce government intervention as a superficial stop-gap that does not properly punish greedy behavior.  Yet we see a flawed world comprised of flesh and blood people with real bills and real families and we do not condemn the use of interventions.  Cash stimulus (tax rebates), drastically lowered borrowing rates, and mortgage renegotiation programs may not be textbook capitalist salves for hard times, but the alternative of inaction could be disastrous.
We look forward to speaking with you and we will continue to invest with fortitude and zest.

Sincerely,
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Ellen Powers Le, CFA
President
10 Maple Lane • Glen Mills, PA 19342 • Phone: 610-558-0787 • Fax: 610-558-0787

www.ascendcapmgt.com
epl@ascendcapmgt.com

The Rise (And Fall?) Of The Dollar[image: image4.bmp]
By the end of World War II the United States proved to be an emerging power and became the country with the biggest economy.  The dollar, a currency with the greatest purchasing power, emerged as the center of the world financial system. It was tied to gold in 1944 at $35 per ounce. Before then, the British pound had been the dominant global currency from the eighteenth century to the mid-twentieth century.
Post WWII deficit spending, as so many dollars flowed abroad, led to fears that there wasn’t enough gold to back the currency and finally in 1971 Nixon ended the gold backing of the dollar. By 1972, after the dollar could float freely against gold, it depreciated to $70 per ounce.  Without a gold standard the United States can print as much money as it wants.  The end of the cold war in the late 1980’s made hundreds of millions of people instantly eligible and eager to participate in the capitalist world. The U.S. government obliged and printed dollars to meet the overseas demand.  Much of today’s globalization is owed to the dollar’s freedom from gold and to the world’s eagerness to hold the U.S. currency. A single stable currency used internationally reduces transaction costs of converting one currency to another and therefore enhances more trade and investment.
By the 1990’s several Asian countries became economically powerful. After the financial meltdown in Southeast Asia in the late 1990’s, many Asian countries built up large dollar reserves for future rainy days.  Additionally, Middle Eastern OPEC countries are paid for oil in dollars and, as oil has surged, have built up huge dollar stockpiles.   Now, Americans aren’t the only ones who worry about the strength of the dollar.  Foreign holders worry about the huge U.S. current account and trade deficits.  

The good news is that it’s not in the best interest of foreign countries to have a declining dollar since their dollar investments would be hurt. But, that won’t stop nations from gradually diversifying reserves out of the U.S. dollar if they feel that the dollar will continue to weaken.  And now that a new stable currency, the Euro, has emerged, there is a currency alternative for global trade.  Some analysts project that over time there will be several currencies used globally, the U.S. Dollar, the European Euro, and the Chinese Yuan.  In order for the U.S. dollar to maintain its global prominence, the U.S. will need to decrease its deficits, increase interest rates, and keep inflation in check.
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Trivia
Currency paper is composed of 25% linen and 75% cotton. Red and blue synthetic fibers of various lengths are distributed evenly throughout the paper. Prior to World War I the fibers were made of silk. 

Have you ever wondered how many times you could fold a piece of currency before it would tear? About 4,000 double folds (first forward and then backwards) are required before a note will tear.
Martha Washington is the only woman whose portrait has appeared on a U.S. currency note. It appeared on the face of the $1 Silver Certificate of 1886 and 1891, and the back of the $1 Silver Certificate of 1896.
On the back of the $1 bill is a pyramid with 1776 in Roman numerals at the base. The pyramid stands for permanence and strength. The pyramid is unfinished, signifying the United States' future growth and goal of perfection. A sunburst and an eye are above the pyramid, representing the overseeing eye of a deity.
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