
We're back from out two-week hiatus and I'm struggling not to attempt to write 
this Commentary in Espaňol! Since we had not only a fruitful, but also a good 
time, I thought I'd start off this week's with a little tongue in cheek humor -- en 
ingles! (no, that's not the grocery store chain)! 

A Brief Letter From The Smartest Guys On Wall Street 

 
Recently, The Economist printed a hypothetical letter from a hedge fund 
manager to the fund's investors. While this is done in fun, there is so much truth 
in it that it certainly could be taken as genuine. For some of our uninitiated 
investors and friends, here is a quick explanation of some of the terms you 
might not be quite familiar with: 
 
Alpha -- the Greek letter used to describe the amount of return that is added by 
a manager's skill above the market rate of return. 
 
Beta -- A measurement of the amount of risk compared to the market itself. 
Referred to as β, the β of an investment or stock of 1.00 would represent the 
same risk or volatility of the entire market. As an example, a β of 1.25 would 
be 25% more volatile than the market and, conversely, a β of .75 would be 25% 
less volatile or "risky." 
 
Hedge -- to offset some risk exposure. 
 
2 & 20 -- Often how hedge fund managers are compensated: 2% of the assets 
under management plus 20% of the profits. No Virginia, they don't equally 
share in any losses suffered by investors! This latter part gets quite interesting. 
Often, by the terms of the engagement, if a fund suffers losses, the managers 
don't share in any future profits until some predetermined "high water mark" is 
obtained (i.e. 6%). However, some crafty managers have gotten around this by 
terminating poorly performing funds and then immediately starting a new fund. 
Ergo, right back to the 2 & 20 from the gitgo! 

"From alpha to smart beta 

The industry's language is changing 
Feb 18th 2012 | from the print edition  

Dear investor, 

In line with the rest of our industry we are making some changes to the language we use in our 
marketing and communications. We are writing this letter so we can explain these changes 



properly. Most importantly, Zilch Capital used to refer to itself as a hedge fund but 2008 made it 
embarrassingly clear we didn't know how to hedge. At all. So like many others, we have 
embraced the title of alternative asset manager. It's clunky but ambiguous enough to shield us 
from criticism next time around. 

We know we used to promise absolute returns (i.e., that you would make money regardless of 
market conditions) but this pledge has proved impossible to honour. Instead we're going to give 
you risk-adjusted returns or, failing that, relative returns. In years like 2011, when we delivered 
much less than the S&P 500, you may find that we don't talk about returns at all. 

It is also time to move on from the concept of delivering alpha, the skill you've paid us such fat 
fees for. Upon reflection, we have decided that we're actually much better at giving you smart 
beta. This term is already being touted at industry conferences and we hope shortly to be able to 
explain what it means. Like our peers we have also started talking a lot about how we are multi-
strategy and capital-structure agnostic, and boasting about the benefits of our unconstrained 
investment approach. This is better than saying we don't really understand what's going on. 

Some parts of the lexicon will not see style drift. We are still trying to keep alive two and twenty, 
the industry's shorthand for 2% management fees and 20% performance fees. It is, we're sure 
you'll agree, important to keep up some traditions. Thank you for your continued partnership. 

Zilch Capital LLC"  

 

More Smart Guys On The Street 

The foregoing, obviously, was poking some fun at the supposedly super smart 
guys running hedge funds. Of course, you hear about the "stars" and the 
hundreds of millions they've taken down and, in some cases, even billions 
because of the spectacular returns. Most, however, have performed as the 
hypothetical letter alludes to. 
 
Worse, is illustrated below, which is an actual piece from Yahoo Finance. This 
fully illustrates the folly of attempting to predict market movements as well as 
market reactions to hard economic and political information. What is 
particularly interesting is something I've alluded to before in my own past -- 
whereby you are absolutely correct in your assessment of the factual situation 
but, yet, the market(s) react in a totally different and maybe even an irrational 
way (see below Bill Gross / Pimco and Meredith Whitney).  
 
One of the lessons we saw learned with the bursting of the dot.com bubble, in 
2000, was that many really smart investors were absolutely correct in 
evaluating these high tech and growth stocks as essentially worthless or 
extremely overvalued. Nevertheless, the market wiped many of them out well 
before they were ultimately proven correct -- albeit too early!  



 
The great mistake that many make is that the market operates with the same 
logic that they do and follows the same timetable. Nothing could be further 
from the truth. We and other individuals take into account inputs that we 
receive from our individual sources. The market incorporates not only our input 
but also the input of all six billion inhabitants of this planet and they do not 
necessarily operate with the same logic, rationality and timetable that we do! 
 
The markets are always "ultimately" right, unlike we mere mortals! 
 
Below is the transcript from the Yahoo video (my comments in red): 

 

"Stocks have now entered the 4th year of a bull market that began on March 9, 2009. The 
benchmark indexes are up more than 100% since the bottom and it would be easy to pat ourselves 
on the backs and compile a list of great picks or classic hits. Unfortunately, that would also be 
useless, since most of our best learning is born of our mistakes.(Unfortunately many continue to 
repeat the mistakes, often under the guise of a "new paradigm" -- but this time its different!) 

So with the benefit of hindsight, we've put together a list of 3 mega-mistakes, all of which 
happened in the past 3 years and also carry a common theme. 

Atop the list, not only in dollars, but arguably in terms of the breadth of impact, is the premature 
burial of the bond market - before it's proverbial heart had actually stopped beating. Sure we are 
closer to the bottom than the top when it comes to yields, which have been steadily falling for 30 
years, but when the 10 year Treasury hit its first trough at 2.1% in mid 2008, calls that the bond 
bubble was over proved to be premature. And yet, once again in early 2010, the fixed-income 
morticians were choosing burial plots, including the biggest, baddest bond buyer on the planet - 
Bill Gross of PIMCO. 

Of course now we all know how that worked out, and have learned that an historic black mark on 
the nation's credit report at the hand of Standard & Poor's does not a selling event make. In fact, 
the lead-up and loss of our AAA rating last August triggered a flight to - not from - Treasuries, 
exactly the opposite of what had been predicted. Oops. (Violating the first rule of the intelligence 
community: "minimize assumptions!" The only thing that moves markets is what is either 
unknown or unexpected. Simple: if you know it, it is already incorporated in the price[s] unless, 
of course, you're trading on "inside information," which is illegal.) 

Our 2nd "mega mistake" is also culled from the fixed income patch, but specifically, from the 
corner where municipal bonds normally thrive in relative anonymity. That all ended in late 2010 
when the news magazine 60 Minutes grabbed a scoop from the business press and shared it with 
the masses. (The magnification of the media). 

Renowned analyst Meredith Whitney staked her reputation (earned from correctly calling the 
banking meltdown) on a prediction that there would be "a spate of municipal defaults" that would 
cost "100's of billions of dollars." It never happened. (So what about a previous correct 
prediction? Even a stopped watch is right twice a day!) 



"Hey, it intellectually made sense," Macke says, "but turns out, it didn't work out." (Tell that to 
the market! Can an investor retire on her intellect?) 

And finally, the bronze medal for blunders goes to the commercial real estate market, which 
defied conventional wisdom and refused to become "the 2nd shoe to drop," as was often 
predicted. As the mortgage mess spread and further contaminated both the market and financing 
of residential real estate, it seemed only logical that the same dynamics would ultimately find 
their way in to the commercial side of the business too. Again, it never materialized; or as Macke 
says, "that's why pencils have erasers and traders have stops." (Just further proof that 
"conventional wisdom" is mostly "conventional" and often not "wisdom!") 

Our exercise of errors would be incomplete if we failed to identify a common thread that we can 
take forward to perhaps better arm us for the next battle. (Just like the French -- fully prepared to 
fight the LAST WAR!) In this case, all three predictions met their doom at the hands of "trillions 
of dollars of stimuli that was dumped into the system in various ways." (Gee, they didn't see that 
coming. What makes them think that they'll be any more prescient in the future?) 

At every turn, it seems whenever the Fed was thought to be out of bullets or painted into a corner 
or over-extended, they were able to counter with something new, and deliver enormous support to 
the markets in unprecedented and unimaginable size. This is not to say that everything was right 
or just or proper or even legal, but it is clear that getting caught on the other side of the Fed's 
intentions has proven to be lethal". (No s--t Dick Tracy! The trick, of course, is figuring out their 
intentions. Good luck with that!) 

Quick Factoid On Gold 

 

I keep getting asked about gold -- most recently while I was out of the country. 
This is like the beast that won't die no matter what you do to slay it -- it just 
keeps on coming back. 
 
One of the smartest people in the universe is Thomas Sowell, noted economist -
- and one who's is not only logical and rational but also understandable -- who 
provided this calculation on the return on gold in his book: Basic Economics: 
 
"...$1 investing in U.S. stocks in 1800 and held for about 200 years would be worth 

$500,000. $1 in gold would be worth $0.78...." 
 
As the following chart shows (as well as data that I've provided before), you 
can see that forgetting for a moment, the two hundred year history and just 
focusing on the most recent and relevant past to the current date from say 1979 
till today, the price has about doubled (about $1,640 p/oz). Using the rule of 72 
and dividing that number by the number of years, which is 32, we can calculate 
the rate of return on this speculation: 2.25%!  
 
How's that for keeping pace with inflation? More to the point, suppose that you 



needed the growth that gold was supposed to provide and you needed that 
money for retirement or a child's education or some other financial need, how 
would you have fared if that need occurred anywhere over the years up until the 
last few? Look at the last few years and tell me if you believe that trees will 
continue to grow to the sky! 

 
 
Nuff said! 
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