October 1, 2021

I use round figures to save time and they don’t include fees. See the administrator’s statement for
precise numbers.

This was the slowest quarter since | started investing back in 2018.

The only big event was the Chinese market collapse. However, | don’t expect contagion to western
economies from the Evergrande bankruptcy - or even a collapse of the Chinese real estate bubble -
because these investments are isolated from the west. Western companies with a large presence in
China will be hurt. And this could ripple over to some small countries like Thailand, which itself has a
real estate bubble with many Chinese owners. Even still, the world impact seems small. The main tail
risk is Chinese manufacturing coming to a halt - which would be a big deal - but | don’t see why it would
barring political instability. Thus, I’'m not paying too much attention to China.

| read many investing/business books this quarter. My favorite was Shoe Dog, Nike’s story.

1. Results from July 1st - September 30th, 2021

SP500 +.5%
Fund +11%

We're currently 200% long and 125% short. Short exposure is up from last quarter because | found new
great shorts and don’t want to close winning shorts at least until January in order to delay taxes.

| like having less net long exposure right now. Banks are forecasting S&P 500 forward earnings of 200,
compared to 145 in 2019. It doesn’t make sense that normalized earnings will be up 30% in 2 years,
especially right after covid. Yet the market is priced as if that forecast is plainly true. If they turn out to



be right | expect to lose a little, whereas if they’re wrong | expect to win a medium amount. | think it’s at
best a coin flip for them. | might press this bet in October, especially right before the Fed begins
tapering. While I’'m not a macro investor, this seems like two decent catalysts which coincidentally are
happening at the same time - and I'll always chase the lowest hanging fruit for any type of investing.

Long:
We’re down 2% on the long side.

The biggest loser was Energy Transfer (ET), which | mentioned in the Q1 letter. | quit part of the position
at $10.5, and then bought it back at $9. | plan on holding most of the position long term since | think this
is worth $15+. We lost .75%.

The biggest winner was American National (ANAT), which | mentioned in my last letter. The buyout
rumor was true and we won 1.5%. I'm still hopeful that the Moody family will sell National Western Life
(NWLI) in the next several years. Plus it’s cheap enough anyway despite the headwinds and problems.

Short:
We’re up 13% on the short side.
2. Crypto Cash Burn Back of the Envelope Math

This is my loose estimate on the annual cash burn of crypto, totalling $200+ billion/year while bitcoin is
$50,000:

330k new BTC/year = $16.5 billion when btc $50k

8 million new ETH/year = $24 billion when eth is $3k*

The fee to send BTC on average = $10, there's 300k per day. $1 billion

The fee to send ETH = $5, 1 million per day. $2 billion

Total for these = $43.5 billion. That's 2/3rds of the crypto’s total market cap, so total for crypto is
$65 billion.

1h 2021 Coinbase (COIN) made $3.6 billion in revenue. Robinhood (HOOD) did $870 million in
revenue, 2/3rds of which was crypto. Together annually that's $7.2 billion coin + $1.1 billion
HOOD = $8.3 billion. This is US only, and | guess this was 20% of the world's pie. If that's right,
there’s $41 billion/year in exchange fees.

A few billion for each smart contracts and NFTs. Another few billion for market maker profits.

! A counterpoint is that ETH has a deflationary feature, which can be argued either way. That doesn’t change the
final answer either way too much. This is the only push back I’'ve gotten from crypto bulls.



Taxes are the biggest item. | guessed that 75% of people lose their money which goes to 25%
who win. At 20% taxes | figured that’s probably the single biggest expense, over $100
billion/year. This is so high because bitcoin’s volatility and the leverage involved creates big
winners and big losers - and the losers don’t get a tax break.

For comparison, there’s $200 billion worth of new gold mined per year, not including other costs or other
metals.

Before doing this math and comparing crypto to gold | was neutral. While I’'m skeptical of today’s price, |
still thought bitcoin could reasonably go up many times from here. Now that seems a lot less likely
because that puts cash burn to $1 trillion+ per year, which just doesn’t seem sustainable for long. If
bitcoin doesn’t fall by then | will do a big short through tax season given the big forced outflow. And if
crypto makes another couple hundred percent move up from here, | will aggressively short once
momentum fades.

3. Leveraged Investing Strategy

A few investors have asked me good questions like, “Why bother with large caps like Netflix?” or “Why
mix in questionable companies for short term trades - shouldn’t you just focus on finding fundamentally
cheap investments?” They’re right: If | was running 100% long only, | would focus only on buying
companies with the cheapest valuation. However, when you’re investing with 300% gross leverage you
must worry a lot about volatility. And the best way to lower volatility is to increase true diversification
with different types of companies, market caps, countries, etc. When | bet long on a few grey area
companies I'm protecting myself during a market melt up, for example. Or | can opportunistically pair a
mediocre, but highly correlated long with a terrible short. Etc.

The table below isn’t as intimidating as it looks. It shows the expected return of a 300% long only
strategy that rebalances daily®. Put simply,

1. Leverage morphs returns in counterintuitive ways since you rebalance as you win and lose.
and

2. As volatility increases - as you move from left to right on the table - expected return drops.

2 A common misconception, even among smart investors | respect, is that 3x leveraged daily rebalancing ETFs have
negative expected value because of the daily rebalance. This isn’t true a lot of the time. In a low volatility
environment, where markets are trending up or down, the daily rebalance in fact increases the expected value.
Their error comes in using the average market return of 10%/year. But the reality is there are more trending
up/down years than average ones. Also, these ETFs get killed in higher interest rate environments: if the index goes
sideways for a few years the losses become enormous while paying 2.5x margin interest if it’s 5%/year.



Notice that the light grey cells have a higher return than you might expect, while the dark grey ones have
a lower return:

Estimated Fund Return Over One Year When the Fund Objective is to Seck Daily Investment Results, Before Fund Fees and Expenses and Leverage Costs, that
Correspond to Three Times (3x) the Daily Performance of an Index.
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This is a very rough proxy for how leverage impacts the returns of my portfolio. One big difference is
that I'm only 100% net long. Another is that | don’t rebalance every day on the way down, but only after
10%+ drawdowns. This means the dark grey cells above aren’t nearly as punishing for what | do. But
still, the general idea is true: if you mix too much leverage with too much volatility you’ve set yourself up
to fail from the outset. You simply cannot win. And yet | know people who want to be professional
investors that mix high leverage with heavy concentration.

Notice that leverage increasingly magnifies the edge as the edge gets bigger, while mediocrity gets
punished severely. This is why | feel strongly about maintaining a large edge with a small fund when
running with such high gross leverage. If | run a larger fund in a few years | would not run with nearly as
much leverage. This is also why leveraged funds with a questionable edge should be avoided.

4. Inflation

| have a few bets on inflation®. I’'m risking a few percent over a couple years if it doesn’t come and we’ll
win perhaps 10% if it does - and far more if it’s big inflation. My thesis is simple: The market still prices
inflation as if it’s very unlikely. While I'm not super confident the recent spike in prices will continue, |
am pretty sure that the odds are great. Too many large variables changed last year for anyone to really
know. | believe this opportunity exists because everyone that had been betting for inflation is out of
business, while funds generating “alpha” by making leveraged bets against inflation are complacent.

3| linked this Milton Friedman video on Twitter last year. “What produces inflation is too much government
spending and too much government creation of money, and nothing else.” | think that view is too black and white,
but | do think that’s in fact a key variable.



https://www.youtube.com/watch?v=F94jGTWNWsA

Hilariously, almost nobody knows how to bet on inflation, a sign that the market is offsides.

| like a basket of ideas for various outcomes. The fed could keep rates low and ignore inflation, which
causes inflation to accelerate. Or the fed could raise rates, which causes inflation to decelerate. A few
specific ideas:

1. Short eurodollar futures/options for ‘23 and ‘24. A bet on short term rates going up.

2. Shorting long dated government bonds via TLT. A bet on long term rates going up.

3. Long commaodities like Black Stone Minerals (BSM) or Russia (RSX). A bet on inflation.

4. Long companies with long term fixed rate debt who can raise prices. Also a bet on inflation.

5. Detailed Broker Reports*

Beta increased this quarter as volatility on bad companies came down, not because | changed much.

Risk Analysis Value Added Monthly Index (VAMI)
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As always, thanks for investing with me,
David Orr

% Results of the legacy account; and by long/short. | put less liquid investments into the fund account since | know
the old one will liquidate soon. They take up more margin so the fund has less gross leverage. Despite the
outperformance of the legacy account, | believe the fund’s account is superior when ignoring tax consequences.


https://gyazo.com/f9ab577d1191faf611a4ddc8adfbcada
https://gyazo.com/e46b90adf643e70f57dfe2b8e95c051d

LEGAL DISCLAIMER

The information contained herein reflects the opinions and projections of David Orr, founder and
portfolio manager at Militia Capital as of the date of the letter. Mr. Orr’s opinions and
projections are subject to change without notice.

All information provided in this letter is for informational purposes only and should not be
interpreted as investment advice or a recommendation to purchase or sell any specific security.
While Mr. Orr believes that the information presented herein is reliable, no representation or
warranty is made concerning the accuracy of the data presented. Indeed, this letter is NOT an
offer to sell or the solicitation of an offer to buy any interests in any Fund managed by Militia
Capital or David Orr. Any such offer to sell or solicitation of an offer to buy will be made only
pursuant to definitive subscription documents between the Fund and the Investor.

Performance returns — gross and net — are computed by Mr. Orr. Net returns are net of
performance fees and management expenses, if any. Upon request, Mr. Orr can provide
additional information regarding how gross and net returns are computed.

Except for the year end 2021-2024 net returns at the top of this letter, the figures provided are
unaudited.

Past performance is not indicative of future results.

Each investor / Limited Partner will receive individual statements from the funds’ administrator
showing actual returns.

Reference to the S&P 500 does not imply that Militia Capital will achieve returns, volatility, or
other results similar to that index. Indeed, while the S&P 500 is a long-only index primary of
large capitalization companies, Militia Capital takes long and short positions in many securities.
As such, Militia Capital’s portfolio may often differ materially from the S&P 500, hence the
manager’s consistent reference in this letter to a lack of correlation.

The specific investments identified and described in this letter are not a representation of all
potential positions or strategies used by the Fund and, to the contrary, may represent a small
percentage of activity. This information is presented to provide insight into explaining the Fund'’s
performance, Sharpe ratio, or commenting on investment principles such as valuation.



