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Overview 

 
It is well understood that the highly leveraged, securitized lending model has been 
irreparably broken and threatens to collapse the global financial system in its wake. It 
is also well understood that a new, more sober financial system will be taking its 
place, but the details are still evolving (e.g., Goldman Sachs to enter on-line banking).  
 
What is not well understood, however, is that these same destructive forces are 
undermining the integrity of the two standard investment paradigms upon which 
trillions of dollars of institutional investments have been made. These paradigms are 
Relative Return (think mutual funds such as Fidelity Magellan, T. Rowe Price, etc.) 
and Alternative Investment Funds (think hedge funds and private equity such as 
George Soros, Blackstone and Bernard Madoff). 
 
While the damage inflicted on the financial system has been well documented 
(Lehman Brothers, Bear Stearns, etc.), the damage inflicted on investors worldwide 
(Harvard Endowment Fund, State and Corporate pension funds, high net worth and 
401K investors) is just now becoming apparent. Massive losses have occurred, and it 
is our belief that, similar to the discredited 30-1 leveraged banking model, the 
Relative Return and Alternative Investment models will become equally discredited 
over time as they will fail to provide investors with adequate expected returns and 
tolerable risk exposure. 
 

The Problem 
 

Both models are based upon misunderstood long-term return assumptions. That is, 
both assume that the historical return (over the past 100 years or so) of 7 or 8% from 
the Dow Jones Index is normal and achievable in any given period, whereas in reality 
the return is random from year to year, and has only achieved the long-term average 
over an unrealistically long period of time. Both models wrongly assume this, but the 
second model, Low Volatility Alternative Investments, used by hedge funds, 
compounds the problem by introducing extreme levels of leverage and risk. 
 
Relative Return Model – is based upon outperforming a standard benchmark (DJIA, 
S&P 500) over various time horizons (1,3,5,10 years). Institutional investors use the 
Ibbotson long-term data (from the 2008 Ibbotson SBBI Classic Yearbook, see chart 
below) to establish total return assumptions for funding pension plans, 401K funds, 
insurance company annuities, etc. The problem is that, while the Ibbotson data is 



correct, the pattern by which the returns compound is random, non-linear and subject 
to extended periods of over-performance and under-performance.  
 
 

 
 
 

 
A DJIA/Rolling-20 analysis (see the next chart below) dating back over 100 years 
provides a framework to observe these extended periods of over- and under-
performance which are not obvious in the above Ibbotson chart and not taken into 
account by Relative Return investors. By not factoring these periods into their 
investment model, Relative Return investors expose their clients to significant 
performance shortfalls (Fidelity Magellan is down 50% in 2008, see Appendix I), as 



 
 
well as the failure to achieve actuarially-based expected return objectives (usually 
6%-8%). Over time, client portfolios are exposed to imprudent and unnecessary 
volatility (risk) and as a result many retirement and endowment funds are entering 
2009 in crisis mode.  
 
Here is the DJIA/Rolling 20-Year chart, with the graph-line extended to 2020 as the 
“mean reverting” takes place.  
 

 
 
 

In order for the DJIA to revert to its long-term mean return of 7.5% by 2020, its 
annualized return over the next decade would be in the range of 3%. This 
DJIA/Rolling-20 period of under-performance (2003-2020) would come on the heels 
of a significant period of over-performance (1984-2002).  
 
Alternative Investment Model – Adding to the crisis is the recent performance of the 
Alternative Investment Model (hedge funds, private equity). These funds were 
supposed to provide low-risk, consistent positive returns in both up and down 
markets. This was to be done via the astute identification of ALPHA (rare investment 
value) by ridiculously over-paid fund managers. In reality, ALPHA was nothing more 
than leverage, low-risk was incredibly high-risk, and consistent positive return 
patterns were dangerously volatile return patterns. Again, as a result of such volatility, 
many retirement and endowment funds are entering 2009 in crisis mode. 
 

The Solution 
 

The aforementioned investment models are broken … so, what can take their place? 
We believe that an Absolute Return Model underpinned by the DJIA/Rolling-20 
analysis is the best way to achieve the consistent 7% - 10% returns that are necessary 
to meet institutional funding needs, at a very low level of risk. Relative Return and 
Alternative Investment funds have failed miserably to achieve this basic, common 
sense objective. 



 
The Absolute Return Model starts by targeting the DJIA long term mean return and 
delivering that return on an annual basis. The term “absolute” refers to a positive 
return (an “absolute” return) every year, as opposed to seeking to “beat the Dow” 
even if the Dow is losing value. So, rather than benchmarking the year-by-year DJIA, 
which is random and volatile, the annual benchmark is the stable DJIA/Rolling-20 
long-term mean of 7.5%. The investment objective is to achieve the long-term DJIA 
return annually while avoiding wild market swings. This approach eliminates the 
rollercoaster periods of over-performance and under-performance not captured by the 
Ibbotson chart as well as the difficult timing associated with them. The investment 
benchmarks of the two orthodox models and the proposed model are shown below: 
 
 

INVESTMENT BENCHMARKS 

 

PARADIGM ANNUAL RETURN TARGET 

Relative Return Model DJIA/S&P 500, Russell 2000, etc. 

Alternative Fund Model  Maximum Return/Performance Fee 

Absolute Return Model 7.5% (Long-term Mean DJIA) Annually 

 
The bottom line is to achieve the same long-term DJIA return (7.5% annualized) 
without the annual, volatile index swings (e.g., the DJIA down 34% in 2008). A 
conservative portfolio structured to consistently achieve 7.5% each year is easily 
accomplished using accepted dividend discounting and bond mathematics principles 
(Present Value/Future Value, etc.). As a result, the Absolute Return Model 
predictably achieves the expected return that the Relative Return Model is supposed 
to provide. In addition, it also achieves the low risk, consistent return pattern that 
Alternative Funds have failed to provide, and without the inherent risk and at a much 
lower cost in fees. Importantly, a 7.5% DJIA Targeted Return achieves a 100% 
aggregate return (doubles your money) in less than 10 years. Anything less than this 
result should be deemed inadequate for the funding needs of both individual and 
institutional investors. 
 

Fundamental and Technical Support for the DJIA/Rolling-20 Thesis 
 

We believe that the global economy is in the midst of a great credit unwind. Between 
2009 and 2020 we expect the global financial system to shrink significantly. Global 
debt recently reached 350% of global GDP, an unsustainable level. As the global 
financial system delevers to a more manageable level, we expect the DJIA to revert to 
its relationship mean relative to a reduced level of earnings and its historic price to 
gold, specifically the 2-5 ounce level historically achieved between peak periods, as 
shown in this chart: 
 
 
 
 
 



 

 
Specifically, our market outlook is as follows: 
 

1. A DJIA trading range of 5,000 – 9,000 over the next 5-7 years, reaching 
12,000 by 2020. 

2. A gold trading range of $1,200 - $2,000 per ounce over the next five years, 
reaching $3,000 by 2020. 

3. There will be excellent opportunities to achieve a 7.5% annualized return in 
the corporate bond market. 

 
The above stock market returns (only 3% annually) will be inadequate to fund 
burgeoning retirement liabilities over the next decade; however, a Targeted Absolute 
Return of 7.5% will be more than adequate to accomplish this objective. 
 
In addition, these aforementioned outcomes are supported by the fundamental and 
technical research of such noted analysts as Bill Gross of Pimco, Nouriel Roubini of 
NYU, Peter Schiff of Euro Pacific Partners, David Roche of Independent Strategy, 
David Rosenberg of Merrill Lynch, Felix Zulaf of Barron’s Roundtable, Merideth 
Whitney of Oppenheimer and Jim Grant of Grant’s Interest Rate Observer.  
 

Back to the Future 
 

The Absolute Return Model has an established pedigree because it is essentially a 
“liquid” GIC (Guaranteed Investment Contract) with a targeted 7.5% annual return. In 
the more sober pre-hedge fund days (before 1995), GICs, along with equities and 
fixed income securities, were a standard component of a Pension/Endowment asset 
allocation. Insurance companies such as Prudential and Metlife offered GICs in 3-, 5- 
and 7-year maturities based on prevailing interest rates. Subsequently Hedge Funds 
and Private Equity arrived and sold pension consultants and fiduciaries on a scheme 
that “provided” 10% absolute returns with little risk. These funds then replaced GICs 
in the asset allocation. (See Appendix II for GIC-Based Absolute Return “tool set.”) 
 



As we enter 2009, Pension and Endownment fiduciaries wish they had never heard of 
Hedge Funds and Private Equity as both their funds and careers are in jeopardy. It is 
now time to return to more prudent investment models such as the GIC based 
Absolute Return and to abandon the high risk Alternative Investment Model. 

 
Conclusion 

 
The economic fundamentals (as outlined by Gross, Roubini, Schiff, et al) and long-
term stock market under-performance trends as suggested by the DJIA/Rolling-20 and 
DJIA/Gold analyses lead us to believe that the asset/credit bubble will not be easily 
unwound over a period of 18 months. This “great unwind” will more than likely take 
at least a decade and the investment management/Wall Street community will have to 
adjust to this new reality.  
 
The Relative Return Model, despite its volatility shortcomings, is transparent, honest 
and provides daily liquidity. Therefore, it will remain a cornerstone of the 
Asset/Liability funding process in the future. However, the Alternative Investment 
Model is broken and needs to be replaced (see Post-Madoff addendum). We propose 
the GIC-Based Absolute Return Model as a best-of-both-worlds replacement that 
provides the honest transparency of the Relative Return Model, while achieving the 
consistent low risk 7% - 8% return that Alternative Investment Model failed to 
provide.  
 
While it would be too ambitious to refer to the Absolute Return Model as the Holy 
Grail, by focusing on a sensible annual benchmark (7.5%) and applying a risk-
adjusted return analysis, such as the widely used Sharpe Ratio, it is a significant 
improvement over the two existing models. (See Appendix III) 
 

 
 

 

 

POST-MADOFF ADDENDUM 

Why the Alternative Investment Model (Hedge Funds & Private Equity Funds) 

Died on December 11, 2008 

 
As previously discussed, Pension Funds (CalPers) and Endowment Funds (Harvard, 
Yale) are entering 2009 in crisis. The crisis ratcheted up significantly when the 
Bernard Madoff scandal broke. This scandal underscores all of the failures of the 
Alternative Investment Fund model: 
 

1. No Transparency – After an investor’s funds are wired, he or she has no idea 
what the money is invested in (or if it even exists). A NON-DTC/SIPC 
statement is mailed once a year that provides no clear explanation as to what 
the investor holds or how it is priced. As a result, investors are trapped in a 
“secretive conspiracy” in which they know nothing and fund managers know 
everything. 

2. No Liquidity – Hedge Funds and Private Equity Funds are the “ROACH 
MOTELS” of the investment world … you can check in, but you can’t check 
out. This is both crazy and intolerable for the “Prudent Man” fiduciary. The 



inability of investors to redeem their funds is completely at odds with the 
Federal ERISA law governing pensions. 

3. Dubious Pricing & Performance Data – Unlike investors in transparent, liquid 
securities (registered stocks and bonds, invested in brokerage accounts and 
mutual funds), Alternative Funds are invested significantly in opaque, illiquid 
derivatives and private placement securities that are subject to dubious 
(fraudulent?) pricing. Fund managers fabricate many prices, and resultant 
performance data, rather than pricing their portfolios on a fair and open 
exchange.  

4. Lack of 24/7 Website Access – Investors require round the clock review 
capability, which is not provided. 

 
Transparency, liquidity and “honest pricing” are basic principles of intelligent 
investing. Investors who have disregarded these basic principles in recent years 
(Pension Funds, Endowment Funds, high net worth investors) are in panic regarding 
the degree of their eventual losses (still unknown). It is now painfully obvious to 
prudent fiduciaries that investing significantly in Hedge Funds and Private Equity 
Funds was a dangerous mistake, lacking in common sense and not to be repeated in 
the future. Legal concerns alone should preclude Pension and Endowment fiduciaries 
(as well as consultants) from approving any new contributions to Alternative 
Investment Funds until the extent of the crisis is known. 
 
Paul Hutter is a former Vice President of Travelers Insurance company where he was 
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Appendix I 

 

The stock market and, more specifically, Relative Return Funds, have generated 
negative returns for the past decade. We expect this trend to continue. 
 
THE NEW YORK TIMES, JANUARY 30, 2009 

Large-Capitalization Stock Funds 

 

 
 
LARGEST FUNDS 

 
% total returns (annualized) 

Fund name Type Daily YTD 1 year 3 years 
5 

years 
Expense 

ratio 
Assets 
(mil.$) 

Amer Funds Gr Fund A LG +2.80 –1.30 –35.30 –11.00 –1.60 0.62 52,596 
Fidelity Contrafund LG +3.00 –2.70 –31.60 –8.00 +1.80 0.89 45,195 
Amer Funds Inv Co Am A LV +2.10 –2.70 –32.30 –9.00 –2.00 0.54 43,244 
Vanguard Tot Stk LB +3.50 –2.90 –33.70 –10.40 –2.70 0.15 39,440 
Vanguard 500 Index LB +3.40 –3.10 –33.90 –10.30 –3.20 0.15 38,778 
Amer Funds WashingtonA LV +3.00 –4.30 –31.60 –8.60 –2.40 0.58 38,539 
Dodge & Cox Stock LV +3.90 –3.40 –40.70 –14.60 –4.00 0.52 32,742 
Vanguard Inst Idx LB +3.40 –3.10 –33.80 –10.20 –3.10 0.05 31,543 
Amer Funds Fundamen A LB +3.00 –2.60 –36.50 –9.20 0.00 0.57 24,448 
Fidelity Growth Company LG +2.90 +0.80 –33.50 –9.30 –0.70 0.93 21,563 
Fidelity Magellan LG +4.00 –1.60 –44.20 –15.40 –6.40 0.72 18,948 
Vanguard Windsor II LV +2.80 –3.40 –34.80 –10.40 –1.70 0.32 18,229 
Fidelity Equity-Inc LV +4.40 –4.90 –40.00 –13.30 –4.70 0.66 17,311 
Davis NY Venture A LB +4.50 –4.30 –38.50 –12.20 –3.30 0.85 17,192 
Vanguard PRIMECAP LG +2.70 –1.40 –28.90 –7.40 +0.70 0.43 14,688 
Fidelity Spar US Eq Inv LB +3.40 –3.10 –33.90 –10.20 –3.20 0.09 13,814 
T. Rowe Price Gr Stk LG +3.00 +1.40 –34.20 –10.60 –3.00 0.67 12,612 
T. Rowe Price Eq Inc LV +3.90 –5.70 –35.60 –10.20 –2.50 0.67 12,492 
Amer Funds Amer Mut A LV +1.90 –2.10 –27.10 –7.10 –1.00 0.57 11,115 
Amer Funds AMCAP A LG +3.10 –1.00 –33.70 –11.20 –3.70 0.65 10,351 



3-year and 5-year returns are annualized. 
01/28/2009 
 
Leaders and laggards are among funds with at least $50 million in assets and include no more than one 
class of any fund. Fund types in this category: LB Large Blend. LG Large Growth. LV Large Value. NA 
Not available. YTD Year to date. 

 
 

 

 
 

 

 
 

Appendix II 

 

GIC-Based Absolute Return “Tool Set” 
In order to construct a portfolio that generates a consistent, positive absolute return, 
the following securities can be tactically deployed: 
 
Portfolio Objective – 7.5% annual return while providing daily liquidity, 24/7 website 
transparency and honest pricing. A 100% total return (2x original investment) in <10 
years 
 
Portfolio Asset Mix – customized around a range of 65% bonds and 35% 
equities/gold 
 
US Government Bonds – including TIPs, GNMAs, Zero Coupons 
 
Corporate Bonds – investment grade (BBB or better) and selected high yield bonds 
with maturities < 10 years 
 
Equities – selected high dividend as well as consistent dividend growth stocks 
 
Convertible Securities – specifically, those with “put” provisons 
 
Exchange Traded Funds – primarily for hedging purposes 
 
Gold – using GLD ETF and/or selected gold mine stocks 
 
Notable Quotations – a “back to the future” return to common sense: 
 
“The biggest trend in investing in 2009 will be the movement away from the so-called 

sophisticated financial engineering / portable Alpha strategies that have caused so 

many problems in recent years, and back to the basics of investing in great American 

companies that generate attractive compounded returns over time.” 

- Mario Gabelli, CEO of GAMCO Investors, quoted from CNBC 
 



“There is going to be a move to simplicity after this market downturn [and the failure 

of] aggressive promises and complex strategies … to me, all of that spells investors 

saying, ‘what’s the point.’” 

- John Rekenthaler, VP of Research, Morningstar Inc., quoted from The Wall Street 

Journal 
 

“Trust but verify.” 

- Ronald Reagan, who could have been referring to the dubious (fraudulent?) 
pricing and performance claims of the hedge fund industry.  

 
 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


