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To my Mother who, to this day, lovingly believes that 
I am a stockbroker.

To my Father, who had the benefi cent wisdom to inform me,
only years later, that my leaving medical school 
was the single most painful day of his life.

I love you.


AUTHOR’S NOTE

In the writing of this book, it was necessary on occasion to change the names and identifying characteristics of certain individuals. That being said, the basis of all the stories herein are true (as they say, you can’t make this stuff up!).

In any event, please note that the names of Barry Blingalot (Chapter 3); Moishe Lowenstein (Chapter 4); Joseph (Chapter 5); Jig Johnson (Chapter 6); the Global Macro Trader (Chapter 6); Karim (Chapter 8); and Joseph, Fernando, Adam, Stephen, Barry, and Michael (Chapter 10) have been changed.


Introduction

I literally fell into finance. I had no idea what it was about. I knew that these business guys pranced around New York with briefcases and walked into glassy office buildings. I had once begun to read Bonfire of the Vanities, but I put it down because I could not stomach the extreme caricatures of New York personalities. I knew nothing.

I was a biochemistry major at Columbia University. I would say that I was a “cool” geek: I was pretty cool and somewhat popular, operating somewhere between Erkel and Billy Dee Williams.

In many ways I was lucky. My mother was a teacher, the career track that many ambitious, intelligent women took in the 1940s and 1950s. My father was a surgeon. So I was always around intellectual stimulation. It was always assumed that I would go into medicine. One could not tell me otherwise.

Science was what I knew and enjoyed. I did very well but not exceptionally well, mostly because I was easily distracted by my own imagination and the unyielding need to explore other curiosities.

It is probably a politically incorrect adage to say that behind every successful man is a woman. But such is how I started my career in finance. My girlfriend at the start of my career was Hanna, who had escaped to New York and to Barnard College out of the eye of the Poland’s Solidarnosc (Solidarity) storm. She was bright, driven, and loyal. She was also keenly aware of opportunity when it presented itself, and she was tired of me being a poor science student.

Hanna had become aware of a Wall Street internship program that had accepted the boyfriend of a girlfriend’s girlfriend the previous summer. He had made $400 a week, which was an enormous sum of money for us at the time.

“You should apply,” she would say. “What’s wrong with you? How can it hurt? Just put in an application!”

Did I say I liked science? Perhaps I forgot to say that I was somewhat lazy, too. I probably had a litany of excuses, but I never got a “round tuit” to apply to the internship. Hanna, however, did not give up.

One night I was in my dorm room around midnight when the phone rang.

“What are you doing?” she asked.

“Oh, nothing,” I whispered hoarsely.

“Great! Then you won’t mind taking a pencil and writing out your personal experience on a piece of paper. It doesn’t have to be neat; I can read your handwriting by now. And don’t be lazy, I have the entire staff of the Columbia Spectator right here. They will stay the entire night with me until we finish typesetting your résumé and your application for this internship. I will be there in fifteen minutes to pick it up and you better have it done.”

I dared not disappoint her, given she had gone to such lengths. Plus, she had this look of scathing disapproval that could curl your toes. It was very effective.

“Oh, and by the way, you need to write an essay about why you want to go into finance and why you are the best person for the job.”

Still groggy, I set about putting pen to paper. I had no idea what I was talking about, let alone she. But I managed to scribble something down and write a little bit about myself. Right on time, Hanna arrived, with that disapproving smirk, to pick up the scribbled notes. As promised, she kept the staff of the Spectator at it until she had achieved the desired result: a beautifully rendered résumé and a narrative about myself that made it look and sound as if it would be foolhardy not to consider me. I was blessed to be loved, but I was too young to know it.

So that my application would have no exposure to my incapacity for timeliness, Hanna did everything. She organized it, packaged it, and licked the stamps. Off it went. Somewhere.

Would you believe it? I got an interview. I have no idea how. I grudgingly confessed to Hanna that yes, I was excited. Those who had gone through the interview process before warned me to be prepared for a long grilling conducted by three sadists. A couple of guys told me that they had been on the verge of tears. The interviewers could ask me about anything and would do so in rapid fire. What was worse, I had to somehow convince them that I was really interested in the job.

The interview would require a bit of “equipment” preparation, as well. I did not own a suit, nor did I own a proper business shirt or shoes. At the time, I was a student-worker in the food service at school to make sufficient money to pay for my tuition and books. Hanna helped me out by punching me in for phantom shifts on the job. She was also a work-study student and, fortunately for me, she was the manager of the food service. Eventually I had enough to buy a suit, shirt, and shoes for what would turn out to be the most important interview of my life. Yes, I probably could have asked my parents for help, but being an independent lad, that option never really occurred to me.

I went to purchase my interview clothes at a place called Dollar Bills, which was a New York institution at the time for men and women who wanted to buy designer labels cheaply. It was located on Forty-second Street, in the bowels of Grand Central Terminal. “Jobber” was the term for Dollar Bills and stores of its kind, which would buy the aging or stale inventory of the high-end New York retailers for cents on the dollar, then sell it to their customers at steep discounts to the original retail price. Dollar Bills agreed not to advertise, so as not to cannibalize the high-end stores’ sales. It was a real New York insiders’ institution, especially for parsimonious shoppers like myself. I was able to buy a suit for very little money without looking cheesy. (Asian manufacturing and the Internet have since put jobbers out of business.)

Well, I bought a gray suit, black shoes, and a white shirt. I was ready. On the night before interview day, I laid them out neatly and set a few alarms to make sure that I woke up on time. I had had an incident earlier in the year where I managed to sleep through the alarm for my MCATs . . . but that’s another story. (I was permitted to take the MCATs the next day, together with those who were observing the Shabbat on the regular test day, Saturday.)

The next morning, I donned my clothes and had all but forgotten about a necktie! No matter; I remembered that I had a tie in my wardrobe that would do just fine. It was woolen, burgundy, and about one-quarter inch wide . . . but its tragic qualities were lost on me. I managed to maneuver the necktie into a knot. It looked more like a shoelace than a necktie. I grabbed a briefcase (which was a mere prop, as there was nothing in it), and off I went.

Before I left my dorm, one of my suitemates—the dark evil one of us; there is one in every group—asked me why I was dressed up. I told him that I was off to an interview. I tried to hurry away, no doubt because I didn’t want to be jinxed by his evil energy. He laughed at me. “You can’t go to an interview looking like that. Dude, let me give you a tie.”

Sherif took me into his room (the first time ever) and opened what appeared to be an armoire (yes, he had an armoire in a student dorm room) with a rack full of ties. I had never known that people my age were supposed to have those things. He handed me a blue Oscar de la Renta tie with Oscar’s name neatly scripted, in small letters, diagonally across the bottom left side. It was the first act of kindness I had ever experienced from Sherif, and I was grateful.

The interview went well. As promised, three interviewers simultaneously grilled me. One of the interviewers was particularly skeptical about my desire to work on Wall Street. He twisted his mouth, sighed disparagingly, and shot me sidelong glances. The truth is there wasn’t a shred of evidence that I had any interest in finance. I had no work experience or courses in economics. I had been smart enough to read the second and third columns of the Wall Street Journal daily for the prior three weeks, but other than that, I really knew nothing about business. The skeptical one wondered why the heck was I there. And he wondered aloud whether it would be better to groom someone who was more devoted to the field. I soldiered on. I finished the interview by saying something like, “When I am asked to do a job, I am thorough, meticulous, and complete. If you asked me to sweep the floor, I would not stop until I had removed every speck of dirt.”

Whatever I said must have been effective. I got the job.

When I arrived to work at the investment bank, it was a whole new world to me. One of the things that I had to get used to was how well dressed everyone was. Everyone looked as if they were wearing their Sunday best . . . every day! You might recall that I had only one suit, so this was something of a bind for me. Let’s just say that that suit got a lot of use, and I put my hands on whatever suits or suit jackets I could find until I had a decent wardrobe.

One of the first notions of which I was disabused was that I would find offices rife with financial geniuses. There were egos, yes, but none of the high-minded brilliance that I had expected. Mind you, I am not saying that the people were stupid, but I was, after all, a biochemistry major. The only difference between me and the best, as far as I could tell, was exposure.

Another thing I had to adjust to was scale. Every project I worked on was a huge, multimillion-dollar deal. In the ordinary course of life, one simply did not add six, seven, or eight zeros when describing a financial transaction. I was barely comfortable discussing thousands, but every written piece of pro forma analysis was in the millions.

There were definitely raging egos at the bank, and to me that was the most perplexing of all. At that time the source of capital for the investment banks was primarily institutions. This was a time before the disintermediation that investors enjoy today. Today, if you want to make a trade you can open a brokerage account online and be trading in days, if not hours. Back then, you really needed a stockbroker to gain access to the markets. And you had to have enough money to be sure that the broker thought you were worth his time (in other words, whether he could charge you sufficiently and profitably).

Therefore, much of the money that facilitated investment banking activity was institutional money. It struck me as ironic that many of the top bankers, those who had reached “masters of the universe” status, were actually there indirectly through managing pensions, the money of common people. For example, my mother’s pension adviser, TIAA-CREF, was an investor in many of the deals we did. Maybe that meant she indirectly invested a penny of each of those deals—probably less—but it was still her money, as well as the earnings of thousands of other teachers and municipal workers. We were basically investing the money of common people—people whom some of my fellow workers might disdain—and getting rich off it. I also saw that while it was the people’s money, only a precious few—the bankers—really enjoyed the fruits in scale. In economics, I believe that’s called the “paradox of value.”

This is not to cast aspersion on those who work in the financial services industry, nor on the industry itself. As far as my experience goes, the industry has a very high density of bright and driven people. It is what has made my time on the Street the most enjoyable. The assholes-per-capita in finance was higher than in most professions, but the competition and the general level of competence was refreshing and inspiring. But they were not superhuman, which inspired me as well. “There are a whole lot of people here who make a lot of money who aren’t brighter than I am,” I would periodically say to myself to bolster my own sense of professional entitlement.

And this is what I want to convey to you, the reader. If you are reading this book, it is because you want something that has eluded you in the past. Maybe at some point you have taken over your own finances with a less-than-favorable result. Perhaps you have paid fees to a financial professional who provided less-than-anticipated results. Perhaps you have read about the magical performance of a hedge fund only to learn that you could not participate. Perhaps you simply want to sit at the same table so you can achieve some of the same gains and profits that the guys you read about do. The reality of high finance and investing probably seems so far away that it appears unachievable. But that, as I will show you, is not the case.

I do not propose to give you magic formulas or a genie in a lamp, but I do intend to debunk some myths and provide a framework for you to achieve competence in employing hedge fund techniques. The definition of a hedge fund has certainly begun to migrate, but at the end of the day you, like most investors, would like to earn profits irrespective of market conditions or direction. That’s what a hedge fund is supposed to do. There are a host of investment vehicles you can employ to do the same thing that hedge funds do. I intend to show you some of your options. More important, I would like to provide a structure whereby you can continue learning and employing these techniques for your own benefit. The providers are not better at it than you are. They simply have had greater exposure.

Mind you, hedge funds lose money, too. Losing money is an indelible reality of making money. You want more of the latter and less of the former. As many a colleague has related to me, “I had to leave the firm. I couldn’t make money on the trading desk because they wouldn’t let me lose any money. As soon as a trade went south, they would cut me, practically ensuring a loss time after time.” Pure arbitrage (a trade without risk in which you simultaneously buy and sell something for a profit) does not really exist anymore, but if you are prudent, I think I can help you meet your investment goals.

After my finance internship, I actually did go to medical school for some time, but the call of the financial markets in the 1980s was too strong to resist. I was guaranteed a job by one of the investment banks even after I matriculated to medical school. It was a great deal because I was compensated whether I showed up or not. Eventually the hours and toil of working the job and going to medical school was too much, so I resigned from medical school and dove headlong into finance. The rest is history.

Today I run a hedge fund. Over the years I have slugged it out in the financial markets and learned a lot of lessons. I have made mistakes and also hit some huge home runs. I want to share some of the strategies that I’ve developed with you.

There are so many instruments and strategies and investments and styles available to the average person today that, armed with a few disciplines, you will soon be competing with the bigger funds and maybe even outperforming them. That is my goal in this book—to strip away the veils of mystery and obfuscation that have surrounded hedge funds and help you, the average investor, generate the skills and confidence to compete with the big boys.


Chapter 1

INVESTABLE INSTRUMENTS

Sometimes I sit in my office in midtown Manhattan and marvel at all the tall buildings around me. Each one teems with financial professionals who are focused on one thing: investing in the financial markets. Finance is to New York what movies are to Hollywood. Thousands and thousands of the best and the brightest minds are collected on the tiny (and tony) island of Manhattan, focused intently and obsessively on investments. The tall buildings in London, Los Angeles, Paris, Munich, Japan, Frankfurt, and every other major (and developing) city across the globe also teem with smart people focused intently on the same thing: investing and profiting in the financial markets. 

One has to wonder, with all of the millions of participants and the trillions of dollars that they have at their disposal, how in the world is it possible to discern and implement an idea in the financial markets that no one has thought of before? Forget about being unique. How can one identify investment ideas that will remain profitable when so many others, both locally and abroad, are poring over the same opportunities?

Some market theorists would argue that the markets are efficient. In an efficient market, an investor cannot really outperform the normal stock indexes, like the Dow 30 or the S&P 500 Index. No matter how enlightened your stock selections, the efficient-market theorists believe that the market will eventually outperform you. There is some truth to this. Take a look at the average investment manager, and nine times out of ten the S&P 500 outperforms him.

The efficient-market theorists would argue that all market information is known, available, understood, and measured by the market. Given that most market participants are aware of the same risks and opportunities, there are no free lunches or secret opportunities. When all the good opportunities are known, everybody piles on and achieves the same return. Perfect knowledge, then, enables an investor to market perform, while less-than-perfect knowledge dooms an investor to underperform the market.

Suppose you did find an investment idea that was unique and profitable. That insight wouldn’t last for long. Like the pileup of tacklers in a football game, other market participants would eventually learn and perfect your idea and drive the profitability out of it. Sometimes the latecomers even overdemand the opportunity, which can create a bubble. In the end you are either long on the trade opportunity (which means you own it) or you are not. The expected outcome is not absolutely certain, but the market establishes a consensus for both the reward (the price return) and the risk (the potential loss or variability in that expectation). The potential for risk and reward are already reflected in the price you would pay. The efficient-market  theorists argue that over the long term, the market consensus is always right, and cannot be beaten.

I am on the side that argues that the market is inefficient. This position is not necessarily inconsistent with those who believe in efficient markets; it depends upon the time frame of reference. If an investor were to purchase a static portfolio of stocks, then the efficient-market theory would hold true. Any buy-and-hold strategy would have difficulty outperforming the broad market indices, like the S&P 500 or the Russell 1000. But there are many other ways to play the market besides buy and hold. Indeed, today there are investors who trade 100 percent turnover a day with just seconds separating each trade. There are quasimarket makers who reap a “riskless” profit with every trade they make. So while it is true that market information is widely available, investors’ rate of information uptake is asymmetrical; it is based on the timing of its dissemination, a person’s ability to understand the information, risk preference, capital availability (cost), mood, greed, skill, and so on. Irrespective of the known market data, there are pricing dislocations—both short term and long term—that occur in real time that can offer great profit  opportunities.

The prospect of market efficiency assumes that market participants learn of and use information intelligently, immediately, and at the same time. It does not happen that way. For example, every investor knew that the technology market was overvalued in 1999. The NASDAQ was surging in 1999, from 1050 in December 1995 to a high of 5048 in March of 2000, an average annual return of 48 percent per year. Everyone knew it was a bubble; companies without profits—and without revenue, for that matter—were trading in the tens if not hundreds of millions of dollars in value. StarMedia, for example, was an exciting start-up, promising a Spanish-language Web site for Latin Americans. It was a great idea. Before it could even squeak out a decent spate of revenue, StarMedia debuted at a valuation of $1.2 billion. In 1999, at its peak, it was valued at $3.9 billion. In 2002, after the bubble, StarMedia was sold to the Spanish Internet provider eresMas Interactive for $8 million cash. Intelligence in this atmosphere did not prevail; the lust for profit—greed, in other words—hindered rational thinking. My point is that dislocations and mispricings can and frequently do occur for discrete periods. Certainly, the markets are inefficient periodically.

Somewhere in those shiny buildings in cities all around the world are another subset of investors, the Quants. Quants, or quantitative analysts, use primarily quantitative techniques rather than intuition or discretion to evaluate and effect market bets. They do not read annual reports or use discretion in constructing their strategies. In many cases, because computers select their portfolios, the managers may not even know the contents of their portfolios. The Quants are devotees of Arbitrage Pricing Theory, Capital Asset Pricing Models, Black-Scholes models, Markowitz optimizations, cointegration models, factor models, Bayesian Algorithms, neural nets, and the like. 

Quant approaches generally benefit from the inherent market inefficiencies that may not be visible to the naked eye. I have been a fan of the quant strategies because they eliminate the emotional component of investing and depend exclusively on the rational, concrete calculations of hard data. I always felt that I could count on the computer to have consistent judgment; human beings, on the other hand, have weaknesses: fatigue, emotionally driven escalations of commitment, the need to party, domestic problems, etc.

Quants deploy mathematical models to not only identify market inefficiencies but to trade on them in a structured way, eliminating the human element from their trading. These structured algorithms—predesigned, rule-based, often computer driven decision-making schemes—seek out price dislocations, whether they are short term (milliseconds) or long term (months), with a cool, calculated precision.

The financial markets also have their share of Chartists, who look at the markets like Rorschach tests—“blots” of historical market performance. Embedded in the historical price actions of securities are various “formations”—head and shoulders,1 double tops,2 resistance points,3 etc.—and as a result Chartists believe they can project how the market is going to move in the near future. A projection like that would be a valuable tool because it would enable the investor to position his trade to profit from the next tick. But in my opinion, Chartists are not always so accurate since their insights are based upon hindsight. They are about as accurate as the average weatherman. Don’t bother to bring your umbrella.

Inside traders deserve a mention. These are the rogues of the lot, trading upon ill-gotten information that only trusted fiduciaries know. They come upon inside information through illicit means or simply through a breach of trust of sensitive information in order to make a trade with a guaranteed profit. This can obviously be an enormously profitable investment strategy. The only drawback is that it is illegal. If you knew ahead of time that Bear Stearns would collapse or that the Fed would raise interest rates or that the Pentagon was ready to award a lucrative contract, imagine the profits you could make by being able to trade on that information without risk! Some of the most successful practitioners of trading using inside information have had commensurate sentences in federal prison, because they are crooks.

Recently Bernard Ebbers (WorldCom) and Jeff Skilling (Enron) each received long prison sentences for securities fraud and trading on insider information, respectively. Ebbers was sentenced to twenty-five years in prison for his role in the record $11 billion accounting fraud that brought down WorldCom,4 while Skilling was sentenced to more than twenty-four years in prison for his role in the collapse of Enron, which had a peak market cap of $66 billion. Even Martha Stewart spent a little time in the Big House for an amount that is comparably infinitesimal. Martha Stewart’s real offense was lying to federal agents, but the transaction in question was a mere $45,000. Most recently, a jury found the former Credit Suisse banker Hafiz Muhammad Zubair Naseem guilty of one count of conspiracy and twenty-eight counts of insider trading for relaying insider information to Ajaz Rahim, a high-level banker in Pakistan.5 Not everyone gets caught, though. I knew of a trader at a well-known investment house who routinely received timely “tips” from his friends on merger activity. He converted very small positions to million-dollar payouts more than once.

Insider trading is not only perpetrated by insiders. In the 1980s, there was the enterprising Merrill Lynch broker William Dillon, who traded stocks based on articles in advance copies of BusinessWeek magazine. That was 1988. Ten years later another broker executed almost the exact same scam again! Eugene Plotkin, a former Goldman Sachs associate, formed a network that traded on sensitive information gleaned from, you guessed it, an analyst at Merrill Lynch and prepublication issues of BusinessWeek magazine. Plotkin pleaded guilty to one count each of conspiracy to commit securities fraud, insider trading, and felony criminal contempt in connection with violating a grand jury oath of secrecy.

And so on, and so on. There are scores of other characters in the financial markets with their own idiosyncrasies too numerous to mention. The short of it is that the financial markets are crowded. A vast group of market players sits at the table, looking for the same opportunities to turn a profit. Their activities will collectively have a direct impact on your own ability to make money.

The Homegrown Trader

Until relatively recently an individual needed to be wealthy to have the privilege of a stockbroker. Today, the average investor can open a brokerage account online in seconds. As a result, there are a lot more eyeballs scouring the markets. Thus, over the last twenty years, there has been a significant increase in the daily volume of stock trading. Take a look below at the charted history of the S&P 500 Index. Starting in 1995, the S&P 500 began a steep upward trend. This “up” regime of market performance was concurrent with the beginning of the market’s interest in technology companies (America Online, for example) as well as the growth of individuals’ trading access. Concurrent with the index’s advancement, there is a substantial increase in the volume of shares traded, represented by the shaded blue area at the bottom right of the graph. It illustrates a parabolic explosion of increased volume and market activity.
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This graph illustrates a few other interesting points. First, the efficient-market crowd would point out that an investor would do quite well to have simply bought the S&P 500 Index and forgotten about trying to trade to beat the market. On the whole, the S&P 500 has yielded a pretty attractive return over time. Sure, there were a few bumps along the way, but for patient, long-term investors, the market return has been competitive. A passive S&P 500 investor would have tripled his investment between 1995 and 2007, by buying an S&P 500 mutual fund. Proponents of the market’s inefficiency propose, however, that the bumps, the variability of the index day to day, month to month, ignored by the “efficient” passive crowd, present huge profit opportunities. Market dislocations do happen, and they can be profitable if you know they’re there and how to benefit from them.

The market conspires to prove that by buying anything other than an S&P 500 mutual fund, you will yield an inferior return. And for the most part, that is true. Only approximately 10 percent of all long-only managers outperform the S&P 500 Index. The other 90 percent are all dedicated, educated, and smart people, but the odds are that the market will outperform them. They will, nonetheless, collect their fees. I used to be quite amused by the Wall Street Journal dartboard, where more often than not a portfolio comprised by throwing a dart randomly at a list of stocks would outperform portfolios selected by professional money managers. The success of the dartboard may be the reason why the newspaper discontinued the feature. There are some managers who almost never make money but manage vast sums of money and earn, if that’s the right word, sizable management fees. I cannot figure out how they stay in business . . . but they do. I think you, the reader, can do as well on your own, even if only by taking the passive route.

But it is a challenge. For every security you would sell or buy, there is someone on the other side of the trade who believes just the opposite of what you do. All of the other investors just like you add up to a vast collection of opinions otherwise known as the Market. It is difficult to “hear” one opinion in the racket of the Market, but taken together, the Market yields an indelible harmony that is difficult to outdo. Indeed, to outperform the market consistently takes an enormous amount of skill.

With the admitted difficulty of outperforming the market at all, I will attempt to show you how to create your own hedge fund strategies. This is an undertaking, but by adhering to simple principles, I can put you in a position to at least compete.

We should start by considering the fundamentals of what makes a hedge strategy. One of the fundamental, distinguishing characteristics of a hedge strategy is a virtually unlimited investment universe. What I mean is that the hedge manager is compelled to consider a vast range of investment securities. Vast and complex as these financial instruments are, they generally fall into three main categories: stocks, bonds, and commodities/futures.

Nature and Her Assets

Whether you believe in Darwinism or Intelligent Design, the original assets that make all market activity possible are the earth and sun. Don’t laugh. It is the yield from these two assets that drives the world economy. Nature provides the raw fuels for a company’s growth, such as consumable goods (grains, water), labor (human capital, beasts of burden), and energy (potential and kinetic energy, oil, heat). From an historical perspective, the cultivation of natural assets made it possible for us humans to evolve from hunter-gatherers to civilized people. Instead of hunting barefoot and hungry for each meal, we were able to harvest the “free” production of the earth by farming. A civilization that can cultivate, store, and distribute food no longer requires that all of its subjects should hunt. Hunting and gathering wild food were activities that would consume the majority of effort and time for the hunter-gatherer. When the whole population was no longer required to hunt, the sedentary population—those that were no longer required	to hunt—pursued other activities, such as textile making, home building, art, and military technology.6

Another name for nature’s assets is commodities, and they are tradable in the hedge fund manager’s playbook. Commodities include basic resources and agricultural products, such as iron, crude oil, coal, ethanol, sugar, soybeans, hogs, beef, aluminum, rice, wheat, gold, and silver. The labor leverage implicit in the earth’s production of commodities and our ability to enhance and control its yield is what has led to the development of civilization as we know it.

Do not overlook the impact and importance of commodities when considering any potential investment strategy. The total volume in commodities traded daily is tens of billions of dollars. Every company in which you might consider investing is somehow directly dependent upon the consumption of commodities. Therefore the prices, and the trends in prices, for commodities will directly affect the profitability of any company you might consider. Commodities have a bearing upon every one of your trading ideas. Trading commodities will be a tool for your hedge strategy, either directly by trading actual commodities, or indirectly by trading companies that are active in commodities.

Real Assets Versus Financial Assets

There are two principal types of investment assets available to the investor—real assets and financial assets. In simple terms, real assets are those that one can touch or hold, such as real estate, automobiles, airplanes, metals, fine stones, and jewelry. Financial assets are those that derive their value from labor, such as services, labor, intellectual property, and common stocks. Throughout history the growth of organized societies fueled the need for financial assets. With financial assets, such as currency, came the ability to trade using a recognized conduit to convey value.

Financial assets derive their value from their underlying productive capacity. The ownership of a restaurant company has the capacity to generate revenue, for example, and would therefore represent a financial asset. The restaurant would make use of real assets to generate revenue for its owner, including the real estate on which the restaurant conducts its business, the kitchen machinery used to prepare the foods, and the cars used to deliver the food to the surrounding neighborhood. The restaurant also makes use of almost all the aforementioned commodities, including the grain to create the final products; the energy to prepare its food and to innervate the premises; the metals for pans, stoves, sinks, and knives. Still, ownership of the company is a financial asset. Therefore, financial assets derive their value from the exploitation of real assets. The ownership of a financial asset, such as company stock, represents the “right” to participate in the production of revenue and therefore profit from the utilization of real assets. The real assets in this restaurant enterprise would be referred to as book value. The term “book value” is used to describe the practice of accounting for purchases of real assets in the “book” of the business enterprise.

A quick story on the importance of book value. One of my friends from Stanford School of Business, Bill Browder, is one of the most successful hedge fund managers in the world and an early pioneer in investing in eastern Europe. He is the founder of Hermitage Capital Management, which generated 2,500 percent returns to its investors over a ten-year period. But his beginning was inauspicious. 

Intelligent, bright-eyed, and ambitious, Bill joined the London office of Salomon Brothers investment bank in the early 1990s, not long after graduating from business school. Salomon Brothers had a reputation for having a hard-charging environment. It had clawed itself up the ranks of the investment banks through the sheer grittiness of its bond-trading operations. In fact, Salomon Brothers was a snarling snake pit of naked Wall Street ambition. The bank was not really known for corporate investment banking, however, so when Bill arrived, there was no mentor, no welcome, no training program, no secretary, no love. The new bosses even seemed a bit surprised when he showed up on his first day. They showed him to his desk, pointed him to the telephone, and shoved a box of business cards into his chest. “And by the way,” they noted earnestly, “you will need to generate fees at least four times what we are paying you or you will be fired.” Rising to the challenge, Bill set about looking for ways to earn four times his salary.

But the going was tough. One of the rules when working in a snake pit is that territory is staked out pretty aggressively. Each cohort banker claims his territory, his business opportunities, like a dog would mark a fire hydrant. Each time Bill seemed to get a great idea about how to develop business, some senior banker would let him know in no uncertain terms that he was unwelcome. As a consequence, all of the choice ideas and clients in western Europe were already taken.

“It’ll be tough but maybe I can do something in eastern Europe,” he thought nervously after several months of generating goose eggs in fees. He had heard rumors that Salomon Brothers was holding an internal meeting to discuss the privatization of Malév Hungarian Airlines. “That sounds pretty promising.” The fact that he had had to rely on the rumor should have been a clear signal that he was not invited. “We are all on the same team,” he shrugged, and managed to find out where the meeting was being held so that he could scout for potential business.

When Bill walked into the room it was as if a steaming sack of garlic was sitting on top of his head. He walked over to a chair as the room of bankers silently glared at his every step. It was like the EF Hutton commercial of old: the music and conversations stopped, and people looked up, visibly annoyed, as if to say, “What the hell are you doing here?” Of course he was not welcome. The Salomon bankers in the room were trying to earn four times their own pay. That goal would certainly be in jeopardy if another banker were allowed in. They pulled him aside. “Whoever you are, we have enough people here to get this done. Thanks.” Bill quietly slithered out of the room, and the conversations ensued, undeterred, without him.

A couple days later he heard again of an internal discussion regarding the privatization of the main Polish telecommunications company. This time Bill thought he would be more aggressive. He would insert himself into this meeting in a manner consistent with the aggressive character of his cohorts. But the bankers on the Polish transaction were equally aggressive about telling him to get lost. This time, they yelled from their seats. “Not only are you not welcome here, but don’t even think of flying over Poland.”

Exasperated and perhaps resigned to failure, Bill decided that he had to stake out an area of opportunity that was not yet claimed by his ophidian colleagues. Russia was an area where Salomon had zero banking activity, and for good reason: there was none to be done. Nonetheless, Bill loudly declared himself the banker for Russia at the Monday-morning meeting and waited for his phone to ring so yet another senior banker could curse at him to stay away. The phone never rang, and Bill officially became the Russia banker for Salomon Brothers. No matter that there was no business—he finally had a territory of his own! But the only intelligence on Russia that the bank had was a (short) list of “dead” or failed, transactions. It was like selling panties to Britney Spears.

Starting from scratch, he spent weeks fruitlessly pursuing meetings, networking, going to conferences, and cold calling, but nothing worked. Eventually Bill got a nibble. The management of a Russian fishing fleet wanted advice on whether to purchase their company as part of Russia’s privatization program. They had asked a UK law firm to contact all of the major investment banks and to encourage those banks to submit a proposal.

Bill knew nothing about fishing (or Russia, for that matter). And Salomon Brothers had no experience in fishing industries other than a smattering of advisory assignments that they had conducted for the Japanese whaling industry fifteen to twenty years prior. Desperate, Bill used his best fiction-writing skills and concocted a proposal that suggested he could advise the fleet competently as compared with his competitors.

Bill is convinced that his was the only presentation submitted because the very next day, he received a phone call. “Mr. Browder? We would like to hire you to advise us on this transaction. But first we have to negotiate fees.” “Oh, jeez,” Bill thought. They continued, “We will pay you $50,000 for two months’ consultation.” It was, indeed, a short negotiation. Now, to give some perspective, supermodel Linda Evangelista famously declared that she would not even get out of bed for less than $10,000 per day. Certainly no investment banker would get out of a Bentley for a paltry $50,000 fee over two months. But $50,000 was better than the zero he had earned thus far, so Bill took the assignment.

The headquarters of the fishing fleet was a town called Murmansk, located in the extreme northwestern part of Russia, with a seaport on Kola Bay, not far from Russia’s borders with Norway and Finland. As far as distance goes, it is about as north as one can physically go on the globe. Even Santa Claus doesn’t go that far north. The only way to get there was a four-and-a-half-hour flight to St. Petersburg, which arrived at 9:00 p.m., then a trip in a small Soviet-era plane that took off at 4:00 a.m. for Murmansk. On the approach to Murmansk, the flight was diverted because there were large potholes in the runway at the Murmansk airport. One can only imagine how big the holes must have been that they were too large to risk landing the airplane there. So the plane was forced to land at a nearby—classified—military airbase amongst rows of rusted-out MiGs.
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