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Game Theory

Peter Thiel bases his hedge fund’s strategems on some dark predictions

ETER THIEL SITS IN HIS
office on the 43rd floor
of the Bank of Amer-
ica building, with its
stunning view of down-
town San Francisco,
dressed in white, explaining how
the financial markets are going to
be shaken by severe post-bubble af-
tershocks. Thiel, the intellectually
intense proprietor of Clarium
Capital Management, a $260 mil-
lion hedge fund, is detailing how
the dollar’s decline has barely be-
gun and why deflation seems inevi-
table. And he’s explaining all this
while wearing this ill-fitting white
outfit, like he’s about to climb into
his Mr. Softee truck to sell ice
cream. He looks kind of silly, really.
And thisis largely my fault, at least
indirectly, since the white outfit is
the brainstorm of the photogra-
pher for this story. (You can see the
results on the section’s cover.)
But Thielisn’t silly. Quite the con-
trary: He’s got gravitas and com-
plex, well-conceived ideas about
the world and the financial mar-
kets, which he puts to use in his
stunningly suceessful hedge fund —
which is up 125% from its inception
in October 2002 through the end of
January. He’s a serious cookie, and
always has been. As an undergradu-
ate philosophy major at Stanford—
where he also went to law
school—he was a nationally ranked
chess player. (He reports in a con-
fessional tone that he “still plays
more chess than is healthy for me.”)

BY ERIC J. SAVITZ

For Peter Thiel, the next move for the economy could be a deflationary swoon with a devastat-
g impact on employment. That’s led him to make some highly contrary investment bets.

million of his own money invested
in start-ups. After some analysis,
he decided the risks of starting a
big venture fund were too high.
“The whole venture industry is
facing low returns for many years
to come,” he says. “There’s an $80
billion overhang in the venture busi-
ness,” he contends. “At a reason-
able pace, the industry could invest
$5 billion to $10 billion a year. Real-
istically, they will invest it faster,
and end up with low, if not negative,
returns. It’'s the worst time ever to
be a venture capitalist. But it’s a
great time to be an entrepreneur —
it’s a seller’s market to a degrce
that’s never been seen before.”
Thatsaid, Thielhas madesignifi-
cant bets on a number of start-ups,
using his own capital. The list in-
cludes Friendster, an online net-
working and dating site that sub-
sequently reccived venture fund-
ing from Kleiner Perkins and Se-
quoia Capital, and American Thun-
der, amagazine for Nascar fans.
Thiel thinks the hedge-fund
arena is getting overpopulated as
well. “Therc are an awful lot of
funds pursuing disturbingly simi-
lar strategies,” he says. He avoids
the erowds by making some highly
contrary bets. “We aren’t living in
ordinary times. We went through
the largest financial bubble in the
history of the world, which created
an incredibly distorted context on
many levels. Our mission is to
make sense of the crazy
world...and to understand where

Given his dark views on the finan-
cial markets, you'd expect him to be wearing all black.

Only 36 years old, Thiel has packed a lot into his
relatively short career. After law school, he moved to
New York, and became a corporate-securities lawyer.
He later switched to Wall Street, where he traded
derivatives at Credit Suisse. He is also an avowed
libertarian, and has been for years. In 1987, as a
Stanford undergrad, he co-founded a conservative-lib-
ertarian newspaper called the Stanford Review,
which continues to publish. In 1995, his work at the
Review led him to co-write a book called T'he Diver-
sity Myth, an attack on multiculturalism at Stanford.
Thiel even showed up on onec online list of possible
2004 Libertarian Party presidential candidates.
(While flattered, he notes that he can’t run, since he
was born in Germany.) ,

There is one other thing you need to know about

Thiel: He’s a dot-com millionaire. In 1996, after leaving
“redit Suisse, he moved back to California and set up a
small fund called Thiel Capital, starting with $1 million in
friends-and-family money. Among other things, it in-
vested in a start-up company working on encryption tech-
nology that evolved into PayPal, the online-payment com-
pany. In 1998, the company made Thielits CIEQO. Over the
next four years, PayPal turned into a huge success. In
Maxch 2000, days before the Nasdaqg began to crumble, it
raised $100 million in venture capital. PayPal went public
with a $1 billion market capitalization in February 2002,
and five months later was acquired for $1.5 billion by
eBay. For his approximate 4% stake in PayPal, he got
about $60 million in eBay shares.
That gave Thiel the grubstake to get back in the in-
vestment business. Initially, he considered starting both
ahedge fund and a venture fund—and, in fact, he has $70

there are great opportunities for
returns. Not many people are asking the big questions.”
Which questions? “Questions about what globalization
means for the U.S. and other developed countries,” he
says. “Questions about what sectors of the economy were
massively underinvested-in over the past 20 years. The
world is much different than in the 20th century. There is
asingle worldwide cconomy, but more than 250 countries,
far more than in 1945, The trend is toward unity on an eco-
nomic level, more fragmentation on a political level. The
central question is the role of the U.S. in that world.”
The fund manager (oresees wrenching change in real
estate and financial services. “Real estate is consider-
ably more expensive than it was four years ago,” he says,
owing to an explosion in consumer leverage. “People are
borrowing more, and saving less. The savings rate is
barely above zero percent. What makes that not just ex-
treme, but insane, is that we're talking about 40-some-
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thing and 50-something baby boomers who
should be saving like crazy for retirement,
because government won't be able to take
care of them, since Social Security will be
broke. People are spending as though they
will get a heart attack and die on the day
they turn 65. People will reach 65 with a big
house and no savings and have to work until
they’re 85.”

Thiel argues the popping of the equity
bubble should have been followed by
deleveraging of the economy. But that
didn’t happen, thanks to plunging interest
rates. “Under normal cireumstances, the
bubble collapse would have led to a depres-
sion,” he says. “Unemployment would have
gone up like crazy, it would have been areal
economic disaster in the short term. But in-
stead, Fannie Mae and others were encour-
aged to lend more money than ever. People
are pretending the situation in the U.S. is
totally normal, when you can buy a house
with 3% down, or borrow 125% of the eq-
uity in your house, or buy pets on the install-
ment plan.”

Thiel thinks the real-estate market is
cooling down: “Prices are going up more
slowly than before. It’s taking longer to sell
houses. Insiders at big property develop-
ers are selling shares like crazy. The game
is nearly over.” What that will eventually
mean, Thiel maintains, is deflation. He
thinks we are headed for a period like 1990s
Japan, with annual deflation of 1% to 2%.
“Nobody thinks this is in the cards,” he
says. “Everyone is asking when the Fed
will have to start raising rates. But the real
question is: When does the Ifed throw in
the towel and cut rates all the way to zero?
They have one more noint to go.”

Such a deflationary environment would
“be catastrophic on the employment side,”
he says. “Construction, housing, the ser-
vice sector...all of that will come under
enormous pressure. And it isn’t just about
people losing jobs. It becomes a negative
lottery. When too many people lose jobs, ev-
eryone else becomes anxious.”

With that as the backdrop, Thiel’s hedge
fund is betting on four themes. The first is
deflation. “In trading, people always over-
emphasize the immediately previous analo-
gous event,” he says. “In this case, people
look to the early ’Nineties recession. In
1994, there was a painful bond-market sell-
off, the worst since 1926. That’s what every-
one is remembering. But the reality is, we
weren't nearly as leveraged then as we are
now. And when you’re that leveraged, even
asmallincreascinrates would derail things.
The Fed understands history a lot better
than people in the private sector. This is our
single biggest bet right now.” In short, Thiel
thinks rates will go even lower, so he’s
loaded up on 10-year Treasury bonds.

His second big bet is on the dollar’s
continued slide, which he believes has an-
other 50% to go. “During the bubble, enor-
mous capital inflows into the U.S. created
a superstrong dollar, which is why
[former U.S. Treasury Secretary Robert]

Rubin could have a strong-dollar policy
under Clinton,” he says. Thiel says one
reason the buck hasn’t already fallen
more is the political incentive for a strong
dollar in the export-oriented Asian econo-
mies. “China’s government is happy to
spend $100 billion or $150 billion a year
buying dollars to keep the buck artifi-
cially strong,” he says. “It’s a way of en-
suring domestic tranquility. But the situa-
tion isn't sustainable in the long run.”
Thiel has been long a basket of currencies
against the dollar, including the New
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Clarium Capital
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Deflation:ds coming,
The dollar will drop dramatically.
Crude-oil prices will rise sharply,

Stocks are near the top of a wide range;
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Nope, despite appearances, he’s no ; P o
’ ’ Caduceus Capital 4.62 52.94 14.53 69.00 Sector
Mr. Softee.m Caduceus Capital Ltd 4.70 52.80 1555 198.00 Sector
Cambrian Fund (A) 0.52 34.74 66.87 335.00 Global Est
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Canyon Capital Arbitrage Fund 1.7 8.01 45.95 71.00 Mkt Neutral
Canyon Value Realization Cayman (A) 1.96 20.26 41.35 1400.00 Event-Driv
0 . T . e eyt i T LT Canyon Value Realization Cayman (B) 1.93 19.74 39.63 820.00 Event-Driv
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Catalyst Associates 3.61 31.51 65.49 3375 Global Est
Catalyst Fund 3.53 27.56 11.53 33.50 Event-Driv
CDC European Events (Euro) 5.00 na na 58.75 Event-Driv
Cedar Street Offshore Fund 2.33 21.83 na 31.69 Global Est
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