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Client Letter for Month Ending 31 August 2010 
The results for this month are not fantastic - indeed they did not meet our stated goal (beating the 
MSCI global index).  Last month’s results were actively bad.  This month is just not great. 
 
As a short summary - our shorting has been absurdly profitable, our longs however have varied from 
poor to very poor.  Our currency positioning has been awful.  This is roughly the same summary we 
gave last month though this month we have done a little better on the longs (relative to market) and 
we continue to do well on the shorts.   
 
We were very displeased with last month’s performance.  We are - despite the numbers - much 
more pleased with how it is going now and we think you should look through these numbers.  (The 
last time we said that was when we were doing very well and thought our returns were overstated.)  
When we calculated our returns versus the MSCI we were surprised we had not beat it.  Things 
internally look like they are going much better - and the reason for the miss was purely jurisdictional 
and currency (something we have little expertise in).  Most of our money is (currently) invested in 
America and we beat the S&P this month.  More generally we beat the market in the wrong 
jurisdictions.   
 
On the short side we are largely short frauds, fads and failures.  Many are small cap shorts and we 
are successfully riding lots of these down quite a long way (often 80 percent or more) and rotating 
into new shorts.  Almost no shorts are losing us money - and large groups of the portfolio have made 
over 50 percent on the short side.  Those shorts are generating considerable cash which we are 
largely putting to work in boring large cap long stocks.  We are thus building up bigger and bigger 
positions in large liquid big-cap names.  
 
Better than this - we are finding considerably more small cap shorts than we know what to do with.  
We simply have no trouble identifying names and the shorting remains absurdly profitable and we 
are very diversified on the short side.  These profits are (slowly) being fully realized as we rotate into 
new stock promotes.  A fair number are truly fraudulent Chinese stocks listed in the US - but the 
frauds are numerous regardless of jurisdiction.  We can’t fathom how there are so many small cap 
frauds out there.  But they are there - and we are having no trouble making money from them. 
 
We are also short a few larger cap companies mostly around technological obsolescence.  These 
have also been profitable - with the most notable short being on Research in Motion - the maker of 
Blackberry mobile phones.  [We think that the Google Android phone will eventually destroy their 
business.  We would like to explain why - but Scott Olsen does it far better in his blog: 
http://blog.scottolsen.net/?p=303  ]  Still - with the exception of the Research in Motion short - the 
money has been made on the frauds fads and failures.  Our biggest technological obsolescence short 
(First Solar) has not been a happy experience. 
 
On the long side things have been tough and our performance of late has been poor.  Lets first make 
an observation though.  With small and medium capitalisation stocks we see nonsense everywhere.  
We see companies with venal management and limited prospects but enormous amounts of stock 
promotion.  We see bulge bracket Wall Street brokers getting involved in the IPO of companies we 
consider to be criminal enterprises.  By contrast, with large caps we see real businesses with 
considerable cash flow (free cash flow measured in the billions and sometimes tens of billions) but 
with some business challenges.  And they are invariably being priced on a “glass half empty” basis.   

http://blog.scottolsen.net/?p=303


 
2  

             

For example General Mills (which we do not own) is priced at about 12 times earnings.  Breakfast 
cereal is a fairly stable business and whilst you would expect margin pressure we figure you would 
be better owning it than owning bonds (currently yielding well below 3 percent).  We see 
Vodaphone (which we do own) with a forward price earnings ratio of below 10 and with a large 
hidden asset (a stake in Verizon Wireless).  We could probably own it without the hidden asset.  We 
see Google priced at 16 times if you take out its enormous cash holding.   
 
Google (which we recently purchased) is a good example.  It’s still growing.  The Android phone is a 
massive innovation because it will be the first connection a couple of billion people have to the 
internet - it will be integrated with Google and it will thus generate lots of future revenue.  However 
it is challenged because - at least for some purposes - Facebook offers advertisers better results.  
Still, pricing a rapidly growing business at 16 times earnings reflects a “glass half empty” view.  There 
are challenges - but large businesses almost always have real strains - and they also have real 
opportunities for growth - and we figure that with lots of them below 10 times earnings the market 
is seeing the strains but not seeing the opportunities. 
 
We do however note that it is impossible for a two person operation in Australia to fully analyse 
Vodaphone’s prospects or the prospects of any large capitalisation global enterprise.  Indeed, 
honestly said, I doubt the management of Vodaphone have any real view of their ten year prospects.  
(If you look back at what they thought a decade ago it is clear they were wrong - almost comically 
wrong.)  We are aware of the negative - that voice telephony prices are falling by mid teen rates - 
but we also see data growing much much faster than previously.  The iPad is a classic example - it is - 
by nature - connected to the phone network for data.  Lots of new devices will fill that niche - and 
arguably Vodaphone is at the beginning of a massive growth spurt.  Whatever - it is sub 10 times 
earnings - and if we can find a dozen such stocks which are uncorrelated we will do OK over the long 
run.  With diversification and acceptable starting prices we should do very well with some positions. 
 
Having expressed the view that (a) shorting smaller cap frauds, fads and failures is absurdly 
profitable and (b) big cap stocks are on average pretty cheap - you can see what we are trying to do.  
We are shorting the small cap frauds and buying the large caps.  Hopefully, over time, we will have 
substantial positions in the large caps - in part paid for with the proceeds of shorts.  We are rotating 
the shorts very successfully.  When (if?) the large caps eventually bounce we should be very well 
positioned.  Meanwhile our stock positions are becoming larger and larger even if the market value 
of those positions is declining.  Unless all our large caps implode (highly unlikely in our view) we 
should one day do very well indeed.  Until that happens however we will continue to bleed a little bit 
- but we will not cause permanent harm to the portfolio. 
 
This month has - on this basis - been a success.  We have increased our large cap positions in a new 
and diversified range of low PE large caps without suffering too much in the down market.  We have 
done this with new cash freed up from our shorts.  That is why we are not unhappy even though the 
results were not stellar. 
 
The main new names are as follows.  The problems with them are also listed: 
 
Google - a company with almost the same amount of revenue as US network TV (but much less costs 
than US network TV).  It is - as noted above - still growing.  The problem - as noted - is primarily 
Facebook. 
 
Microsoft (on which we have take a very small position) - and which the problems were outlined in 
John’s blog.  They are (a) the rise of non-microsoft hand held devices - especially the iPad and 
Android devices and (b) virtualization removing the need for many distributed computers 
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Carrefour (a French and Global retailer - the second largest retailer in the world) which has clear 
problems in the European hypermarket format.  These problems are being driven by demographics 
and by competition from smaller efficient supermarkets.  They also have a position in Spain which is 
suffering deflation.  Carrefour has a high PE ratio but a very low price to sales ratio and we think it 
will overcome its problems - at least its non-Spanish problems. 
 
Citigroup (the problems are kind of obvious) but we keep hearing stories about bits of it that are 
doing surprisingly well.  We just think we are in glass-half-empty land. 
 
Elsevier Reed - a global information provider (Lexis Nexis, WebMD and a few others) where the 
pressures come from Google (especially Google Scholar) but the real problem has been past capital 
management.  (They did a big acquisition at the top of the US market and repurchased stock and 
then were forced to issue stock near the bottom.)   Again it is inexpensive and there is an underlying 
high quality business.   
 
Again in every case we have looked at the negatives - and do not think they are ultimately that 
threatening - and in most cases the low price-earnings ratio seems to make up many ills.  We figure 
if we can keep making money on the shorts and buy diversified longs like this we should do very well 
eventually.   
 
Our poorly performed longs 
 
Alas - offsetting this essentially good news our biggest longs have been performing very poorly.  All 
of our big positions have not done well.  One we would like to keep to ourselves for the time being - 
but the other two large positions were Bank of America and News Corp.  Here are graphs for the 
past three months.  You can see the misery we have been fighting - and the only reason that you 
(dear clients) have not been smashed is that our shorts have been so good. 
 

 
Figure 1 Bank of America 
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Figure 2 News Corporation 

 
Bank of America is a bank - and by its nature highly levered.  Valuation is tricky.  But let’s comment 
on News Corp.  It has a rock-solid balance sheet showing $8.7 billion in cash and 13.3 billion in debt 
with the debt mostly having maturities above 20 years.  It is generating cash at the rate of roughly 4 
billion per annum.  It has clear problems (declining newspapers being the most obvious but the 
decline in network TV being also pressing).  But it has some really good and growing businesses and 
the market is clearly in the glass half-empty mode.   If we did not own so much of it we would 
probably buy more.   
 
Beyond these large and not very good longs we have had a few speculative longs.  These were small 
positions - adding up to about 9 percent of the portfolio and they were totally smashed.  The best 
thing we can say about them is that the positions are now small and so the damage has been done - 
the cumulative cost of these positions is about 6 percent.  We like them at this price - but then - hey 
- we liked them at 3x this price.  It has not been pretty and we are not buying more because the 
large-cap value stocks look much easier and much safer.  We don’t much want to name names - but - 
in the interests of self-flagellation we will name one - A123 systems. 
 
A123 is a battery company with a battery technology that is truly amazing - but with some very 
expensive hurdles in commercialising the technology.  It has a shocking cash burn.  Here is the stock 
graph. 
 

 
Figure 3: A123 

 
If you look at the accounts there is no way you would own this stock.  Two words: cash burn.  But 
before you think we are totally insane we want you to look at a YouTube video of a remote control 
plane powered by A123 batteries.  It is astonishing.  It is also however the video of an enthusiast 
who would buy A123 batteries regardless of price.  A123 will be a success if it can reduce the cost of 
the batteries about 85 percent (potentially possible with mass production) and not be overtaken by 
some new competitor when it gets to that low-cost Nirvana.  Alas they have thus far failed on the 
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first of these problems.  If they succeed we think A123 will be at least a ten bagger and probably a 30 
bagger from here.  We have only limited insight into whether the commercialisation will be a 
success. 
 
Here is the video.  Look and be astonished. 
 
http://www.youtube.com/watch?v=1Fj33NKoHso 
 
We wish we had never found this video because if we had not we would not have purchased A123 - 
and your funds would be cumulatively a couple of percent better off.  We feel the same about 
almost every speculative position in the portfolio and in all cases we had verified the key variable 
(for example the key technology as we did in the A123 case).  Verification did not help us. 
 
Now note again that we have done poorly (we have failed to meet our objectives) but we have not 
been damaged even though our longs have (to put it mildly) been disappointing.  It has been 
shorting that has done that for us.  And the proceeds of those shorts have largely been put into large 
relatively low risk and relatively cheap companies - and we think that will serve us (meaning you) 
fine in the end. 
 
Why don’t we give up the long investing and just be a short fund? 
 
We are - as stated - getting the shorts spectacularly right and the longs wrong.  Trent Gu - the 
Chairman of our soon-to-launch US entity - suggested (maybe just to test us) that we should 
consider focusing on what we were doing well and maybe go index on the longs.  We wish we had - 
but we think - over time - we will find some ways to add value on the long side.  The absurdly 
profitable shorting won’t last forever and we think we need more strings to our bow.  Besides the 
big money is usually made on the long side and when we can buy large caps on this sort of pricing 
we think we would be remiss to not take advantage of the opportunity.  
 
Alas buying problematic large cap longs has been a way to lose lots of money in this market - and our 
only saving grace has been to make it up - as best we can - on the short side - and to diversify our 
longs by jurisdiction and industry.   
 
We hope for - and on the basis of the above - expect - better times.  We think if we keep making 
pure profits on the shorts (rotating into new shorts as the opportunity arises) and we keep buying 
large cap low PE longs then the better times will be inevitable.  When they come remember we 
paved the way now...  and just as we are asking you to look through this month’s numbers we will 
ask you to look through those numbers too. 
 
 
Thank you for placing your trust in us. 
 
 
 
John 
Simon 
 
 
 
 

http://www.youtube.com/watch?v=1Fj33NKoHso
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Portfolio Management 
 

 Long Short Net Long 

USA Reference 
Account 

111.0% 42.5% 68.5% 

Australian Reference 
Account 

112.3% 46.4% 65.9% 
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Performance Data 1 
 

 
 
 
                                                             
1 All performance data is adjusted to allow for an accrual of the annual performance fee.   

USA Australia

Bronte Managed Acc. -5.02% -3.21%

-6.00%

-5.00%

-4.00%

-3.00%

-2.00%

-1.00%

0.00%

Reference Account Monthly Performance
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