“Prediction is very difficult, especially if it’s about the future.”
— Niels Bohr
As we ring in another new year, we enjoy exchanging holiday cards, making resolutions and
reading about everyone’s forecasts. In our industry, everyone’s favorite subject is to predict
the market: “Where are stocks going in 2014?”
Many try to answer the question by using a variety of economic and earnings metrics that
should help explain stock market returns. It turns out that most are not very useful.
Curiously, the amount of rainfall was a more useful predictor than corporate profit margins.
Future Stock Market Returns Explained by Metrics (1926–2012)
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Figure 1: Bar chart displaying the R2 of a regression model of 10-year real, annualized stock
market returns on each metric between January 1926 and June 2012. Figure based on analysis
done by Vanguard. 1
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https://personal.vanguard.com/pdf/s338.pdf
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With or without data, predicting the future is hard enough, let alone predicting something as
volatile as the stock market. If you could predict the market with 70% accuracy in any given
year, you would be considered a market sage. Now how about being able to correctly predict
it three years in a row? This would be a significant feat.
The odds of correctly predicting the market three years in a row with 70% accuracy per year
would be:
70% (year 1) × 70% (year 2) × 70% (year 3) = 34%
Even though the probability of being right in any one year is high, to be consistently right over
time is much less likely. It is more likely to be wrong!
Most market predictions are accompanied with colorful stories. The more colorful the story,
the more believable it sounds. While stories make the predictions sound credible, the longer
and more involved the story, the less likely the probability of success.
Here is a hypothetical example of a prediction for 2014:
“I predict that previous accommodative policy from the Fed will create jobs and the
unemployment rate will fall back below 6% (I feel I can predict employment data with
70% accuracy).
I then predict this will cause the Fed to significantly taper its quantitative easing as a
result of stronger economic data (I feel I can predict the Fed’s movements due to
economic data with 70% accuracy).
I then predict earnings will suffer because interest rates will rise and real estate prices
will stagnate causing consumers to tighten their belts again (I feel I can predict the
relationship between earnings and consumer confidence with 70% accuracy).
I finally predict this slowdown in earnings will cause the stock market to drop 10% in
2014 (I feel I can predict movements in the stock market due to earnings with 70%
accuracy).”
All of these stories are plausible. This prediction may be correct but for all the wrong reasons.
For the whole story to play out for all the right “reasons,” the probability is only 0.704 = 24%.
Is there a different way? While many spend all of their energy predicting the market direction
and the variety of nuanced reasons why it will get there, what else can be done to generate
profits?
Ultimately, the goal is to make money in the market, not to predict the market. The two are
often very different things. You can make money in the market without predicting the market.
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There are countless businesses that exist solely for the purpose of helping everyone else solve a
challenging problem. Someone had to provide pick axes, shovels and blue jeans to all the
miners during the gold rush. Someone had to provide the servers and rack space to all the
tech startups that built websites during the Internet bubble. Someone had to provide the title
transfers and appraisals for all the homes purchased leading up to the housing bubble.
Someone has to provide liquidity in the financial markets so investors can predict and express
their views year in and year out.
These businesses all provide an important service to meet the demands of the public. They are
competitive and require infrastructure in order to scale, but, before that, they must have a
reason to exist. Why should the business profit? Is there an edge that does not rely on
predicting the market?
We do not know if the price of gold will go up or down but we are certain that it is worth
something. We are certain gold producers, consumers and investors all require insurance and
hedges for their activities.
In the same way, we may not know if the stock market is going up or down, but there may be
investors who do. Some will be right and some will be wrong. We are certain, however, that
investors need to hedge. They buy and sell options and futures on their holdings.
This year will bring its share of predictions as happens every year. There is no easy playbook
to follow with all of the unknowns surrounding the Fed and the consequences for U.S. dollardenominated assets.
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Important information regarding the information provided herein.
Not an offer and confidential. This communication is provided for your internal use only. The information contained herein is
proprietary and confidential to Lake Hill Capital Management LLC (“Lake Hill”) and may not be disclosed to third parties or duplicated or
used for any purpose other than the purpose for which it has been provided. Although any of the information provided has been obtained
from sources which Lake Hill believes to be reliable, we do not guarantee its accuracy, and such information may be incomplete or
condensed. The information is subject to change without notice. This communication is for information purposes only and is not intended
as an offer or solicitation with respect to the purchase or sale of any security or of any fund or account Lake Hill manages or offers. Since
we furnish all information as part of a general information service and without regard to your particular circumstances, Lake Hill shall not
be liable for any damages arising out of any inaccuracy in the information.
This document should not be the basis of an investment decision. An Investment decision should be based on your customary
and thorough due diligence procedures, which should include, but not be limited to, a thorough review of all relevant term sheets, offering
documents, strategy descriptions as well as consolation with legal, tax and regulatory experts. Any person subscribing or considering an
investment must be able to bear the risks involved and must meet the suitability requirements of the particular fund (each a “Fund” and,
collectively, “Funds”) or account. Some or all alternative investment programs may not be suitable for certain investors. No assurance can
be given that any Fund or Strategy will meet its investment objectives or avoid losses, including a complete loss. A discussion of some, but
not all, of the risks associated with investing in the Funds or Strategies can be found in the private placement memoranda, subscription
agreement, limited partnership agreement, articles of association or other documents as applicable to the given Fund or Strategy
(collectively the “Offering Documents”), among those risks, which we wish to call to your attention, are the following:
 Future looking statements, Performance Data and Strategy level performance reporting: The information in this
communication is NOT intended to contain or express exposure recommendations, guidelines or limits applicable to a Fund or
Strategy. Investors should understand and consider risks when making an investment decision. This communication is not intended
to aid an investor in evaluating such risks. The terms set forth in the Offering Documents are controlling in all respects should they
conflict with any other term set forth in other marketing materials, and therefore, the Offering Documents must be reviewed carefully
before making an investment and periodically while an investment is maintained. Statements made in this communication include
forward-looking statements. These statements, including those relating to future financial expectations, involve certain risks and
uncertainties that could cause actual results to differ materially from those in the forward-looking statements. Unless otherwise
indicated, Performance Data is presented “net” of Management Fees and other Fund Expenses (i.e. legal, accounting and other
expenses as disclosed in the relevant Fund’s Private Offering Memorandum) and “net” of Performance Fees. Performance Data is
unaudited and subject to revision. Performance Data may be hypothetical, based on simulated or backtested data. Performance
information should not be relied upon as a precise reporting of gross or net performance, but rather merely a general indication of
past performance. Accordingly, the performance is not necessarily indicative of results that the Funds or Strategies may achieve in
the future. If index information is included, it is merely to show the general trend in the markets in the periods indicated and is not
intended to imply that the portfolio was similar to the indices in either composition or element of risk. This communication may
indicate that it contains hypothetical or actual performance of specific strategies employed by Lake Hill, such strategies may comprise
only a portion of any specific Fund’s portfolio, and therefore, the reported strategy level performance may not correspond to the
performance of any Fund for the reported time period.
 Investment Risks: The Funds and Strategies are speculative and involve varying degrees of risk, including substantial degrees of risk
in some cases. The Funds or Strategies may be leveraged and may engage in other speculative investment practices that may
increase the risk of investment loss. Past results of the Funds, Strategies and investment manager are not necessarily indicative of
future performance and performance may be volatile. The use of a single advisor could mean lack of diversification and,
consequently, higher risk. The Funds and Strategies may have varying liquidity provisions and limitations. There is no secondary
market for investors’ interests in any of the Funds or Strategies and none is expected to develop.
 Not Legal, Accounting or Regulatory Advice: This material is not intended to represent the rendering of accounting, tax, legal
or regulatory advice. A change in the facts or circumstances of any transaction could materially affect the accounting, tax, legal or
regulatory treatment for that transaction. The ultimate responsibility for the decision on the appropriate application of accounting,
tax, legal and regulatory treatment rests with the client and his or her accountants, tax and regulatory counsel. Potential Investors
should consult, and must rely on their own professional tax, legal and investment advisors as to matters concerning the Fund or
Strategies. Prospective Investors should inform themselves as to: (1) the legal requirements within their own jurisdictions for the
purchase, holding or disposal of Shares; (2) applicable foreign exchange restrictions; and (3) any income and other taxes which may
apply to their purchase, holding and disposal of Shares or payments in respect of the Shares of the Fund or Strategies.
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