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Zach Miller (00:19):
Hey guys. Welcome back to the NFL Players podcast. I'm your host, Zach Miller. So, last week we talked about venture capital. And this week we're going to talk about hedge funds. Both of these are private investments, private equity that you really need to know the details on this, if you're going to invest in it. Should you allocate? How much should you allocate to your hedge funds? Should you allocate any to it? We're going to answer those questions. Really look at the data, really look at where returns come from, and if it makes any sense to even put them into your portfolio. As you become an NFL player, you're an accredited investor. That means that you have access to investments that the average person doesn't have access to. So, you're going to see a lot of people pitching you these deals.
Zach Miller (01:02):
You're going to see a lot of people trying to get you invest with them. And before we really analyze this and explore this hedge fund space, I think everyone's been watching the free agency market. And as I said on a previous podcast, you've seen all the teams do the restructuring around veteran deals, pushing money out into the future, Taysom Hill's deal. You really saw that with how they manage the cap space there. And it just proves my point that I made that if teams want to keep you there, you can move the cap space around. You can finagle and move money, so that you have the guy there and push that cap space money out into the future. And so, any team that cuts a guy, because of cap space, they just didn't want the guy, or they didn't want the guy at that price.
Zach Miller (01:54):
So, once again, I think the owners are also tipping their hand at the future TV deals with the big broadcast networks. I think you're going to see a big deal with those networks signed soon, between the NFL owners and getting those TV packages. So, that'll filter into future cap space. And I think you are going to see big cap numbers down the line. So, that's great news for players and a lot of one-year deals, this year, during free agency, but expect to see a jump once these new TV deals are signed and that cap recovers in the future years.
Zach Miller (02:55):
So, with that, here we go on hedge funds. So, what is a hedge fund? I mean, you're supposed to be hedging your market risks, right? That's what the word hedge means, is you're not supposed to be as risky as the market. Now, when we look at the data, that doesn't happen to be the case and all the data and everything I cite in here, I'll put in the show notes, all the studies, all the data, all the evidence, because we have to be evidence-based investors. If we want to have the best chance to reach the outcomes we want, and that matter to us, we have to use the evidence, we have to use data to drive our investment decisions. Otherwise you just don't have a real strategy. You don't have a real plan. You're just making it up as you go along, and you don't want to do that.
Zach Miller (03:33):
You want to own your wealth as an NFL player. So, I think the easiest way to analyze this, is just see why hedge funds? What returns do they have to produce to justify allocating to them? And I'll put it in the show notes, like I just said, but really you need about a 16,5% return to outperform just a passive index of the total market, to beat the passive market. So, that's because the two and twenty fee structure, I've talked about in previous podcasts, where they charge a 2% ongoing management fee and then 20% of profits, it really makes the alternative space a really... Well, first of all, it's an extremely profitable segment for the financial services industry and Wall Street loves to charge the two and twenty model and pump it up on CNBC.
Zach Miller (04:28):
So, first of all, you got to know that the incentives are misaligned for the end investor there, and as an individual investor, if they have to clear this two and twenty hurdle, just to make profits, and then you factor in the fact of the tax implications of what taxes are putting out there, you really have to know whether that's worth it or not. And so, you always want to try to just make sure your incentives of whoever you're giving your money to, are aligned with yours as an investor. And then, as we talked about in the last episode with venture capital, the venture capital space, you have to have access to the best funds, or it's not worth it. Don't allocate any money to it. The same is true of all of private equity, including hedge funds, unless you're getting access to the best managers and the best funds, there's no point to put any money into it.
Zach Miller (05:14):
You can actually just create your own personal hedge fund. And that's what we do here at AWM, is you have, what's called, a protective reserve, and this is the highest confidence, highest reliability of fixed income and highest rated, so that when the market sells off, or when there's a bad turn of events, this protective reserve, protects you from selling assets at distress levels. And this is really just a personal hedge fund you're immunized and protected against downside, whether that's rates going up, rates going down. Whether that's economic shocks, this protective reserve serves as your own personal hedge fund, and you don't have to pay the two and twenty fees. Now, there is a cost, because you have to sacrifice potential upside equity returns in this protective reserve, but it's really your own personal hedge fund. And so, another issue with the hedge funds is the data. There's so much survivorship bias, which basically means that about every year, 17% of hedge funds close up shop. So, they're eliminated from any index or any measurable...
Zach Miller (07:43):
And with hedge funds, you really need to understand where the risks are and what their sources of returns are, they're coming from. So, in previous podcasts, we've talked about enterprise risk, and this is just the business risk, the risk you take by putting your money with a business that, they might do well, they might not do well. And so, you deserve to be compensated for that. And, there's other premiums there, but the value size premiums, and then credit and term premiums on the fixed income side. But, I don't want to go into too much detail. What the hedge funds do though, is they engineer risk. This is a lower confidence of return, because they're borrowing money. And then, investing that in more enterprise risk. And there's also the illiquidity premium of tying up your money for so long and not be able to have access to it.
Zach Miller (8:27):
So, they're really engineering more risk that doesn't have as high a confidence, as your enterprise risk. And then, the other thing that hedge funds will try to sell you, is their manager skill. And while there are some managers that have skill, for an individual investor, it's almost impossible to predict who will perform the best ahead of time. And so, if you're not going to get access to the best funds that have proven they can do it year in and year out... Don't even allocate to any of the alternatives or hedge funds, because it's not worth it. Even the venture capital space, only the best people get the best return. So, if you don't have access and you keep in mind, you're competing with the likes of Yale, Stanford, these endowments that want access to this venture capital, these private equity firms, you're competing with them for an allocation.
Zach Miller (9:14):
So, unless you can get a special access to these alternative investments, it's really not worth it. You're better off doing it with a low cost, low tax protective reserve on your own with a tailored custom portfolio and not even having any allocation to alternatives. So, unless you can get the best access, you really have to understand that you're not going to have a very high confidence in these returns. And especially if you concentrate, if you concentrate and you're not diversified in your alternatives, you only get one shot at it. So, you might not have very good returns or you could have great returns and you have to question, is it worth it? As an NFL player, you've already done well, you can start saving and start really building your wealth. Does it make sense to be throwing Hail Marys?
Zach Miller (10:00):
Does it make sense to be throwing deep bombs when you're already ahead by three, four scores. You have to really think about that analogy as, if you're allocating to alternatives, what's the point? Are you trying to protect against risk? Are you trying to diversify? Because really, risk is not a great measure for a portfolio for an individual investor. Maybe it's a good measure for volatility, is a good measure for a casino in Vegas, but really what you're worried about is uncertainty. And those negative outcomes that really can cause a disastrous financial consequence. And so, protecting against those, you actually need to rely on that protection. And that's what the value of a protective reserve is, is to be able to have that, so you don't have to sell equity assets in a downmarket, in distress prices.
Zach Miller (10:50):
So, to sum it all up, you really have to have a team that allocates this with a process. You can't willy-nilly, just do all these direct placements and private placements with no strategy. You need to have a comprehensive financial strategy. That if you do want to allocate to alternatives, make sure you have the access and then keep it to a smaller percent of your portfolio, then your public equity and your public fixed income. So, you really have to have the strategy in place, so that you get the expected returns that you deserve and have high confidence in them, because that is the core of your investment strategy. Not relying on some random investment you placed here, random private equity deal there, or the hedge fund that's not actually hedging. It's really just increasing your market risk. So, I...
Zach Miller (12:27):
One other thing to note about the hedge fund space, is the fact that the turnover is just so massive, it's like the NFL. 17% of hedge funds each year, fold up shop, they go out of business. So, this stuff doesn't get accounted in the data either. There's definitely some bias in the data, when you look at hedge fund returns and keep in mind that to justify those fees and extra taxes, you really have to do that much better. The data shows about 16,5% over a passive portfolio. Just to even justify allocating to the hedge funds. And then, I mean, the core fundamentals are always true of all investing, you've got to keep your expenses low, keep your taxes low, stay longterm invested. Don't be fooled by Wall Street. Don't get tricked by, hedge funds have so much money to allocate to their marketing and they have some of the smartest people, because that's where the money is. Don't be fooled and tricked into thinking that, just because they're complex means that they're doing some strategy, that's going to generate some return that you couldn't get in the public markets.
Zach Miller (13:27):
So, really appreciate you, everyone watching today. And do me a favor. I know it's hard, but can you just like, subscribe, give me a rating, send me any questions at zmiller@awmcap.com. And then as always, we want to become a good investor and own our wealth and we need to break the conditioning Wall Street has over us. So, I'll see you next time.
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