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Irrational Investing in the Spotlight
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Imagine the stock price of a company—that has not
reported any earnings in two years—skyrocketing
more than 1700% in less than a month with no under-
lying fundamental explanation. Imagine paying more
than $200K to be the owner of an online video clip of
Lebron James dunking a basketball. Or imagine a so-
cial media platform with more than five million users
providing a stage for anyone, regardless of experi-
ence, to post unsubstantiated stock tips. Surprisingly,
people listen! No, this is not your imagination. This is
some of the outlandish and speculative behaviors we
have seen infiltrate the markets this year. This noise
has fueled volatility in select areas of the market, it
has flooded media headlines, and tempted some to
question the core investment principles of due dili-
gence, patience, and discipline as keys to long term

investment success.
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How may the current economic environ-
ment be contributing to the emergence of
speculative behavior? What are some sim-
ilarities to the five distinct phases of a bub-
ble? Investors should proceed cautiously,
regardless of the rhetoric, because these
trendy products should not be considered
alternatives to traditional investments. In-
stead, the erratic behavior we have seen is
a side effect of the pandemic and the pol-
icies surrounding the past year. It is noise
that will eventually fade as responsible in-
vesting conquers foolishness.
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What is Driving Mass Speculation?

Speculative investments and market bubbles are noth- 1. Staggering surge in money supply: The actions tak-
ing new, they have been part of our society since the en by the Federal Reserve and the Federal Govern-
beginning of time. Not every bubble looks the same ment to combat the negative impact of COVID-19 led
but after the dusts settles it is relatively easy to identify the way to the largest influx of liquidity in U.S. history.
the driving forces that inflated the bubble and the signs The M2 money supply, which measures currency,
that may have been ignored. Below we outline four key checking, savings and money market accounts, has
factors that we think are fueling speculation and mak- ballooned to more than $20 trillion. (Chart 1). This
ing certain areas look bubble like. figure represents ~100% of nominal GDP and has

grown by $4.6 trillion since February 2020.

Chart 1

Supply of Money Has Skyrocketed Due to COVID
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2.Record low interest rates and frothy valuations: Not
only are short- and long-term interest rates at histor-
ically low levels but real bond yields (the rate of re-
turn taking into consideration inflation) are negative
across the yield curve. (Chart 2). In addition, there
is still more than $13 trillion worth of global debt
yielding less than zero. Lastly, the MSCI AC World
Index has made 35 fresh record highs this year alone
and the price to earnings multiple is more than 20%
above its past 20-year average (as of June 21, 2021).

3.Investing at your fingertips: The convenience and
accessibility of investing has morphed in recent
years thanks to the evolution of financial technology
(Fintech). While Fintech has many different mean-
ings, the ability for investors to utilize retail brokerage

Chart 2

Finding Yield in Traditional Bonds is Challenging

-2%
-3%
-3%

-4%

White Paper 2Q | 2021

sites and buy and sell stocks without an investment
adviser has impacted the investing world. In addition,
no fee equity trading now offered by many brokerage
firms has expanded the ability for a wide array of peo-
ple to invest.

4.Fear of missing out: While U.S. consumers were un-
der stay at home orders, they were also online and
using social media more." Digital platforms that fo-
cused on stock and investment tips emerged. These
sites provide a podium for anyone—regardless of
their investment expertise—to offer stock/invest-
ment advice. By consumers leaning more on online
sources as a means of digesting and dispensing
“news”, misguided information spread, and with it,
the psychological fear of missing out for investors.
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The Anatomy of a Bubble

Over history we have witnessed several investment/
market bubbles. The Dutch tulip mania in the 1600s,
the dotcom bubble, commodity bubbles and multiple
housing market bubbles represent just a few. While one
may be able to identify the forces behind the beginning
of a bubble, it is nearly impossible to control the human
element and typically bubbles are inflated because
of misguided human psychology. One well renowned
American economist, Hyman Minsky, astutely charac-
terized the five distinctive phases of a bubble. Below
we define each of these and then apply them to some
of the trendy investments/products we are witnessing.

There are five
distinctive phases

of a bubble
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1.Displacement

* Investors get overly enthusiastic about a new prod-
uct, theory, innovation, or investment environment.

2.Expansion/Boom

» The excitement spreads and investors/consumers
start buying the product at a feverish pace, push-
ing prices higher than anyone can justify. Typical-
ly, this gets widespread attention and psychology
shifts to the dangerous “fear of missing out.”

3.Euphoria

+ Given the astonishing momentum, all rationale
valuation of the product disappears. At this point
the price rises to new heights. The idea that you
can get rich quick, and the price will never drop
becomes a common misperception.

4.Crisis

+ This stage is nearly impossible to predict. It takes
a small number of investors whose euphoria turns
into skepticism. Once the price starts falling, inves-
tors that were driving the price to unexplainable
levels begin to rush to sell.

5.Contagion

+ As the asset rapidly declines, margin calls get trig-
gered and investors panic by selling at any price.
Depending on the bubble and how infiltrated it is
in the markets and/or economy, the bursting can
spread into other areas of the market.
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Table 1

Identifying the Steps in an Investment Bubble

Bubble Phase MEME Stocks SPACs Cryptocurrency NFTs
Displacement v v ve Ve
Expansion/Boom v v v v
Euphoria v v v v
Crisis v v v v
Contagion v X v X

As can be seen in Table 1, several of these acronyms

o Chart 3
and speculative investments/products that we have
seen blossom over the past year already have exhibited GameStop: A MEME Stock Bubble
many of these characteristics. For example:
« GameStop (ticker: GME) a well-publicized MEME $400
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GameStop has already gone through all five stages. §300
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+ Special Purpose Acquisition Companies (i.e.,
SPACs) fell into bear market territory and have re-
mained stagnant for months. Once investors realized
that SPACs could not compete with the traditional
private equity market, the speculation quickly turned
sour. The only factor we have not seen is contagion,
possibly because SPACs are smaller and are target-
ed to a narrower investment group.

+ Cryptocurrencies look like the dotcom bubble when
investors had to own any company with a dotcom on
the end of it because they were convinced the price
could never go down. Similarly, the cryptocurrency
market has turned into something that was once de-
veloped from a product that may have some under-
lying value (i.e., blockchain) into a new “coin” being
concocted nearly daily. Some of which were created
as a joke (e.g., Dogecoin) and investors jumped onto
purchasing these once the price moved higher or a
social media site listed the product as going “to the
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moon." The dangerous “fear of missing out” emerged
and novice investors flocked to the product. These
buyers have seen a roller coaster that has even
sparked temporary volatility in the broad market.

Non-Fungible Tokens (i.e., NFTs), in our view, are the
wildest products of all the speculative things we have
witnessed over the past year. When purchasing an
NFT the purchaser acquires a digital asset such as
art or a video. The purchaser gets “bragging rights”
and while the image may be unique there is no way to
prevent someone from copying it off the internet and
replicating it. The buyer owns the rights to the image
but not the actual image. For example, someone paid
nearly $3 million to purchase the rights to the image
of Jack Dorsey's (CEO and founder of Twitter) first
tweet. We have seen this product lose its allure as
overall sales of NFTs peaked at nearly $180 million
in early May and have since plummeted to under $10
million.?

Some cryptocurrencies were initially created as
a joke (e.g., Dogecoin) and investors jumped to

purchase these once the price moved higher or
a social media influencer listed the product as

going “to the moon.”
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Is Speculation the New Alternative?

Too often do we hear that some of these speculative in-
vestments are displacing the importance of traditional
alternative investments (e.g., private equity, currencies,
real assets) in a well-diversified portfolio (see our de-
tailed explanation of what a true alternative invest-
ment is, see our 3Q2020 white paper >> link). That
is a misguided perception of these products. Some of
these products have no underlying value as the price is
not driven by earnings or valuations but only by what
someone else is willing to pay for it. What happens to
the price when there are no buyers? In some instances,
we have seen acronyms that traditionally help a respon-
sible investor choose an investment like ROE (i.e., return
on equity), EPS (i.e., earnings per share), PE (i.e., price
to earnings multiple) or YTM (i.e,, yield to maturity) be
replaced with YOLO (i.e., you only live once), FOMO (i.e.,
fear of missing out) or DD (i.e., double down). These are
to name a few; the others are too profane and offensive
to even mention.

Chart 4

Volatility Does Not Fit With Traditional Asset Classes
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We believe the volatility alone has no place in a well-di-
versified portfolio of traditional liquid and illiquid invest-
ments. In addition, we believe the level of risk one must
take to potentially “hit it big” coupled with limited cor-
relation statistics makes it impossible to warrant these
products as something that can replace a traditional
alternative investment or justify them as a separate
asset class. They do not fit in the category of alternative
investments which one can fundamentally value, have
low correlations and in some instances low volatility.
In addition, compared to traditional liquid investments
such as stocks, bonds, commodities and currencies,
the daily volatility of these underpin our view that the
risk is too high to justify the reward. (Chart 4). The
chance of perfectly timing a product that has such vi-
olent daily swings is nearly impossible. Instead, an in-
vestor has tied up capital that could be used to allocate
to their well-diversified portfolios. Capital that could be
lost completely.

U.S. Dollar Index Bloomberg Barclays
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The Verdence View

The Federal Government's stimulus and extraordinarily
easy monetary policy have pushed the money supply
to astonishing levels. This is coinciding with equity val-
uations looking frothy as well as interest rates hovering

near record lows. As a result, we have seen an increase |f YOU have any questions or

in the number of people speculating and using the ‘I
can't lose” or “It's easy money” mentality when invest- comments, please feel free to

ing. They are chasing returns by following momentum reach out to your financial advisor.
or the latest trend instead of reason. This narrow mind-

ed, undiversified way of investing is an idea that runs

counter to the foundation of how we advise our clients

seeking long term investment success.

While investing has become increasingly accessible
for anyone through the evolution of technology, it does
not mean that to be responsible one can abandon due
diligence, patience, diversification, underlying valua-
tions (e.g., price-to-earnings multiple), and fundamental
analysis. To quote the great, Warren Buffet, “risk comes
from not knowing what you are doing.” It is notewor-
thy that throughout this white paper, | rarely call these
products investments. This is for good reason; some
have no investment characteristics and no clear way to
establish concrete value. Instead, these products offer
a new way to gamble.

History suggests that to be a successful long-term
investor, it is important not to chase risk in hopes of
timing the market perfectly. Speculative “get rich quick”
investments tend to ascend far above expectations and
ultimately crash below what can be explained. Those
investors who are tempted to jump on the specu-
lation bandwagon should first consider this quote
from esteemed economist, John Maynard Keynes,
“Markets can stay irrational longer than you can stay
solvent.”
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Important Disclosures:

The information and statistics contained in this commentary
have been obtained from sources we believe to be reliable but
cannot be guaranteed. Any projections, market outlooks or esti-
mates in this commentary are forward-looking statements and
are based upon certain assumptions. Other events that were not
taken into account may occur and may significantly affect the Additional notes:
returns or performance of these investments. Any projections,

outlooks or assumptions should not be construed to be indic-

ative of the actual events which will occur. These projections,

market outlooks or estimates are subject to change without

notice. Please remember that past performance may not be

indicative of future results. Different types of investments in-

volve varying degrees of risk, and there can be no assurance

that the future performance of any specific investment, invest-

ment strategy, or product or any non-investment related con-

tent, made reference to directly or indirectly in this commentary

will be profitable, equal any corresponding indicated historical

performance level(s), be suitable for your portfolio or individual

situation, or prove successful. Due to various factors, including

changing market conditions and/or applicable laws, the content

may no longer be reflective of current opinions or positions. All

indexes are unmanaged, and you cannot invest directly in an

index. Index returns do not include fees or expenses. Actual

client portfolio returns may vary due to the timing of portfolio

inception and/or client-imposed restrictions or guidelines. Ac-

tual client portfolio returns would be reduced by any applicable

investment advisory fees and other expenses incurred in the

management of an advisory account. Moreover, you should

not assume that any discussion or information contained in

this commentary serves as the receipt of, or as a substitute

for, personalized investment advice from Verdence Capital Ad-

visors, LLC. To the extent that a reader has any questions re-

garding the applicability above to his/her individual situation of

any specific issue discussed, he/she is encouraged to consult

with the professional advisor of his/her choosing. Verdence

Capital Advisors, LLC is neither a law firm nor a certified public

accounting firm and no portion of this commentary’s content

should be construed as legal or accounting advice. A copy of

the Verdence Capital Advisors, LLC's current written disclosure

statement discussing our advisory services and fees is available

for review upon request.

© 2021 Verdence Capital Advisors, LLC. Reproduction without
permission is not permitted.
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