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To Bitcoin or not to Bitcoin? —An Update

In the middle of 2021, when Bitcoin prices tripled over a short period of time to around $60,000,
we penned the following essay. In the ensuing time period, the price dropped sharply - bottoming
around $16,000 before recovering to $68,000 prior to last November’s election. The election of
what is perceived as a more pro-crypto administration and speculation around a possible
“strategic bitcoin reserve” have again moved prices sharply higher, recently exceeding $100,000.
We have once again started to field questions around this asset and believe many of the points
we explored three years ago remain relevant. Below is that essay, followed by an update
reflecting our current thoughts.

To Bitcoin or not to Bitcoin?

Can you explain Bitcoin? Should we buy some? Clients have frequently asked some version of
these questions. As students of the financial markets, and generally curious, one might think we
would have this cryptocurrency phenomena solved — we do not.

A recent Barron'’s article did a nice job of describing the origins of Bitcoin. “The story starts with
Satoshi Nakamoto, a mysterious figure—or group—who developed a digital currency that anyone
could send and receive through a decentralized computer network. Transactions are validated
and recorded by independently operated computers, known as miners, who compete to solve
cryptographic puzzles, known as “proof of work” (hence the term cryptocurrency). The miner who
solves the puzzle first shares the results across the network. . . In return for running the network
miners earn newly minted Bitcoin and a share of the transactions fees.”

With that knowledge, the next logical question is what purpose does it serve? Here the investment
community is divided. Positive perspectives include those who see Bitcoin as a currency,
ultimately rivaling all fiat currencies in the world (including the US dollar) - and those who view it
as a store of value or “digital gold.” Alternative viewpoints are that Bitcoin is something ranging
from a manic bubble to a giant ponzi scheme. We will examine the “positive perspectives.”

A currency is most simply a system of money shared by a group of people such as the US Dollar,
Euro, or Yuan. Money is often defined as having six characteristics: durability, portability,
divisibility, uniformity, acceptability, and limited supply. In this context, durability is the notion that
money can be used repeatedly without being destroyed. In this sense Bitcoin is even more
durable, it is digital and therefore does not wear out. In addition to being durable, it is infinitely
portable. It exists in the internet and can be accessed from any location with an internet
connection. Itis also divisible to 8 decimal places so it definitely checks that box. Uniformity, as
it relates to money, is the idea that people can readily and easily identify the denomination of
currency that is being used. For example, everyone knows what a $100 bill looks like and how
much value it represents. That is a little harder with Bitcoin as it is digital and if you were handed
a flash drive containing $100 in Bitcoin that would require significantly more effort to verify. This
leads into acceptability where Bitcoin is still rarely accepted as a form of payment. The underlying
code that validates Bitcoin acts as a hinderance here as the Bitcoin network today can only
process about 14,000 transactions an hour. Visa on the other hand processes 236 million
transactions an hour. Lastly, Bitcoin clearly passes the limited supply test. It is limited to 21



million coins and the last one will be mined in 2140. Looking at it objectively, Bitcoin would
appear to pass four of the six tests. Good but not great, particularly when considering that
acceptability seems to be an important issue!

Even if Bitcoin never becomes a readily used medium of exchange, perhaps it could still serve as
a unit of measurement or a store of value. Units of measurement are often used in reference to
the price of a good or service. Consider the example ‘Remember when a candy bar was a nickel.
Well now they are a buck’. These are units of measurement denominated in the same currency
that inform our understanding of relative value at different points in time. We will let you decide if
the dollar became worse or the candy bar became better. Being virtually infinitely divisible, Bitcoin
clearly could potentially serve this purpose.

But can Bitcoin really be a store of value? We think not. If a Tesla Model S plaid+ cost 5 Bitcoins
in January, 2 Bitcoins in April, and 5 Bitcoins in June measuring the price in Bitcoins is not very
helpful. Bitcoin enthusiasts would point out that as Bitcoin becomes more accepted as a store of
value, the volatility of its price would decline and thus it would become more useful in this regard.
That is a fair point, however, the underlying assumption is that people desire or want an alternative
store of value. To the extent that is true, it is likely a direct result of the monetary liberties central
bankers have taken over the past decade. Collectively, they have violated the “limited
supply” characteristic of currencies. Perhaps individuals seeing this abuse of the printing
press have collectively decided that they would rather have a fixed supply alternative.

If Bitcoin were able to attain price stability, there would be potential for its use as a store of value
and, as a result, more acceptance. Will Bitcoin ever have a stable value? Having no underlying
physical properties or alternative uses, it is hard to envision its price as ever being described as
stable.

Stability requires a tether of some sort. For example, like Bitcoin, gold is not controlled by any
one government. However, people that possess gold in its alternative uses, such as jewelry, may
see the price of gold skyrocket and choose to melt the gold to exchange it for another good.
Conversely, when the price is low, people may perceive it as a good time to buy a necklace. Itis
tethered by competing alternative uses and perceptions of value. This helps stabilize the swings
in price and has allowed it to serve as a store of value for centuries. Bitcoin currently lacks any
tether or alternative use to help inform price. Famed investor, Bill Miller said that bitcoin gets less
risky the higher it goes. This is analogous to saying it has value because it has value! It is the
Kardashians of currency. If this is the case, the outcome is eventually a pool of tears. The history
of asset bubbles tells us they all end the same way, eventually the crowd gets bored and leaves.

Having explored both sides of the coin, pun intended, our view is that this conversation would not
be happening were it not for the monetary experiment that global central banks have undertaken.
When the cost of speculation is zero, people will speculate. If the experiment continues,
cryptocurrencies in general - and potentially Bitcoin - may become the new global reserve
currency or unit of measurement. Or maybe Elon Musk was right when he said on Saturday Night
Live “Yeah it's a hustle.” With both outcomes as possibilities, we ultimately consider this to be
a speculation. There have been many profitable speculations that became excellent
investments. Perhaps this is one. What we know for certain is that we are investment managers
and not speculation managers. Thus, we are not compelled to sit at this particular table.

Update

Uniformity and acceptability were the two boxes that we believe Bitcoin struggled to check three
years ago. In that interim period, the regulatory environment has shifted such that there is an
ecosystem being built around the bitcoin network. The infrastructure has enabled considerably
easier access to Bitcoin. This has opened the floodgates for pension funds and investors of all
sizes to access this asset class. In fact, direct investment in Bitcoin ETFs is possible in many



self-directed 401K plans. The increased understanding and acceptance of Bitcoin as an “asset
class” has led many to conclude that, indeed, Bitcoin is a currency. We would be remiss not to
point out that the stable value part of the equation has yet to be resolved.

Contributing to the heightened price volatility is the presence in the market of a very large vocal
purchaser. Michael Saylor, CEO of MicroStrategy, has made it his company’s purpose to acquire
Bitcoin. To that end, he is frequently issuing shares and convertible debt. To date, he has spent
$27 billion to acquire 2% of the total supply. These Bitcoins are now worth approximately $42
billion. Recently, he announced his desire to be given permission to issue enough shares to buy
all of the Bitcoin on Earth. A little more than 10 billion shares at current prices. Who can blame
him, the enterprise value of the company at that time was $125 billion. As he gleefully remarked
in @ CNBC interview last month, “I'm selling $1 bills for $3, sometimes a million times a
minute.” Easy work if you can getit. In a market with limited supply and a large whale purchasing
at any price, speculators are bound to show up willing to ride the wave higher, knowing they can
sell to him at a higher price. One cannot help but conjure up memories of the Hunt brothers’
attempt to corner the silver market.

The Hunt brothers acquired nearly 1/3 of the world’s silver via physical holdings and large futures
contracts, driving the price from $6 in early 1979 to nearly $50 by the end of that year. On January
7, 1980, the commodity exchange rules regarding leverage were changed, and heavy restrictions
on the purchase of commodities on margin were instituted, resulting in a drop of nearly 50% over
the next 4 days. Silver currently changes hands around $30 an ounce 45 years later. While there
are differences between silver (relatively unlimited supply given a price impulse) and Bitcoin, the
use of leverage to magnify purchasing power in a market with relatively fixed short-term supply is
still just as dangerous. To his credit, Saylor is structuring his debt out several years and issuing
loads of equity and convertible bonds. The last deal consummated several weeks ago for $2.6
billion was issued with a 0% interest rate and converts into stock at $672.40, a tidy 55% premium
to the then current price. This inexplicable capital market arbitrage continues to enable his
activity, for the time being.

We contend the conclusion of the prior essay rings true still today.

When the cost of speculation is zero, people will speculate. If the experiment continues,
cryptocurrencies in general - and potentially Bitcoin - may become the new global reserve
currency or unit of measurement. Or maybe Elon Musk was right when he said on Saturday Night
Live “Yeah it's a hustle.” With both outcomes as possibilities, we ultimately consider this to be
a speculation. There have been many profitable speculations that became excellent
investments. Perhaps this is one. What we know for certain is that we are investment managers
and not speculation managers. Thus, we are not compelled to sit at this particular table.

What we are compelled to do is what our clients task us with; setting, maintaining, and achieving
their financial goals. Most of the time, this is not nearly as exciting as participating in the leading
edge of a bull market. However, as the saying goes “don’t mess with the bull you’ll get the horns”.
We do not seek the horns; we strive to stridently shepherd our clients through what are frequently
turbulent financial markets. As 2024 turns into 2025, it is cliché to say now is a good time to
reevaluate your plan. Sometimes, clichés are clichés for a reason. We have had a long,
prosperous bull market in equities, and there are now once again attractive, viable alternatives in
the fixed-income market for investors willing to lock in some of their gains. One thing we know
for sure is that there will be another bear market, and reducing risk exposure leading up to that
will enable long-term investors to continue prudently compounding their capital-



