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The Coming Crypto War

The post-pandemic bull market is now get-
ting choppy as it encounters a number of
real-world headwinds -- the reduction of
monetary stimulus, growing conflicts over
further fiscal stimulus, slowing liquidity
growth, official acknowledgment of per-
sistent inflation, and the growing concern
of market participants that a Fed “policy
mistake” is unfolding.

That choppiness has been evident in bit-
coin and other cryptocurrencies, which in
spite of their strong performance during
the pandemic rally, have experienced sharp
declines from their recent all-time highs.

In the short term, digital assets are very
much correlated with the highest-risk and
most speculative risk assets, such as profit-
less thematic tech stocks and meme stocks.
Given bitcoin’s history, we would not be at
all surprised to see it correct as far as the
mid-$20 thousand mark, and many altcoins
to correct even more deeply. We would
also regard such a correction as a buying
opportunity.

We’ve recently done some person-
al exploration of the current state of
the consumer-facing crypto ecosys-
tem, and have some reflections and
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observations to report. This
information is more long-term
focused than the current toppy
speculative frenzy that has once
again enveloped digital asset
markets. (It’'s probably another
year when anyone known to have
some knowledge about cryptos
will get cornered at holiday par-
ties and pumped for opinion and
information.) Follow along to
hear about our recent cryp-
to adventures. If you have
any questions, or would like
to discuss any aspects of this
topic further, don’t hesitate
to call our office.

Getting Paid For Your Ad
Consumption

One of our analysts has been us-
ing the Brave internet browser
for much of the past two years.
Brave is a privacy-focused brows-
er derived from Google Chrome,
with a number of built-in fea-
tures to block advertising, web
trackers, and other intrusions. It
makes for a much more pleasant
browsing experience on ad-heavy
sites. Brave has implemented
a protocol by which users can
opt-in to unobtrusive pop-up
ads, and be rewarded for this
opt-in with distributions of a
native cryptocurrency, BAT
(basic attention tokens).
Over the course of the past |8
months, the Brave user in our
office accumulated BAT without
ever linking them to a wallet and
claiming them.

We decided to claim these to-
kens to see how easy they would
be to redeem for “real-world”
goods. The browser allowed us
to link to one of two online cus-
todial wallets, Uphold or Gemini,
into which we could transfer our
accumulated BAT rewards. We
chose Uphold, and after a brief
KYC process, were able to trans-
fer the BAT and use it to fund an
instantly created virtual Master-
Card debit card. We then used
that debit card for a purchase on
Amazon [AMZN], with the ac-
cumulated BAT amounting to a
small dollar figure. Real-world
goods were delivered.

Some observations on this pro-
cess. First, digital assets con-
verted quickly and easily into re-
al-world purchasing power. But
second, more interestingly, this
model upends the traditional in-
ternet advertising model. Virtu-
al reality pioneer and tech critic
Jaron Lanier is famous for saying
that if an online service is “free,”’
you are the product (that is,
the platform is harvesting data
from you and selling those data
to third parties for a profit --
users themselves are simply a
“data farm”). Brave is turning
the tables, allowing users to opt
in and directly claim a share of
the advertising revenue to spend
as they see fit. Currently, our
opt-in on Brave appears to be
generating about a dollar a week,
and it is remarkably easy to
spend that money in the real



world. Your voluntary ad consumption
-- and you can directly tailor the quantity
and type of ads you see -- will buy you
perhaps four dollars’ worth of morning
coffee a month. That seems like a wor-
thy innovation.

Perhaps more to the point, Brave’s reward
system could easily be enough to fund a
basic, secure email service, such as Swiss-
based ProtonMail. In essence, the sys-
tem permits a savvy user to see ads
they want to see, and rewards them
in exchange with enough funds to pay
for an encrypted, privacy-respect-
ing email service to replace webmail
services that track and compile their
data.

Of course, Brave’s integration also re-
sulted in a new customer for Uphold, and
we quickly used Uphold as a gateway to
other services -- using their virtual cryp-
to-funded debit card, as noted above, as
well as using a regular bank credit card to
purchase experimental positions in other
cryptos for the purpose of exploring the
cost and ease of a number of other crypto
transactions.

Our research process has also involved
testing and exploring other service pro-
viders -- Coinbase [COIN], eToro, Bakkt
[BKKT], PayPal [PYPL],Venmo, and more.

Using a Software Wallet

Having bought some other coins on Up-
hold, we wanted to experiment with tak-
ing those coins off the exchange to hold
in a software wallet. A software wal-
let is essentially a piece of software that
runs on your phone or computer, which

holds the cryptographic keys permitting
you to send and receive cryptocurrencies
-- whether bitcoin, ether, tokens on the
Ethereum blockchain, or any of the hun-
dreds of other crypto projects currently
in development. Typically it also provides
some other functionality -- market infor-
mation, portfolio management, etc.

In essence, if the exchange is like a bank,
where the custodian has ultimate con-
trol of your assets, promises to do what
you want them to do with them, and as-
sumes responsibility for their security,
your software wallet is like a safe in
your house. You are in direct posses-
sion of the keys, and if you lose them, you
lose access to the funds. If your phone or
computer were hacked or compromised,
thieves could plunder your accounts. The
user bears the entire burden of security.
(Hardware wallets are similar, but they
are dedicated computer devices that only
serve as key repositories and do not con-
nect directly to the internet.)

We wanted to buy a few coins that were
not available on Uphold. So we bought
Dash (for about a 2% fee), a crypto known
for rapid and inexpensive transactions,
and sent it through an app called Changel-
ly, which (for about another 2% fee) will
convert almost any crypto into almost
any other crypto. Changelly received our
Dash, converted it into Solana, Cardano,
and Monero, and forwarded it on to our
software wallet.

All of these exchanges and interme-
diaries are much easier to use, and
are much more smoothly integrated
with the legacy financial system, than
they were during the crypto bubble



of 2017. However, they are still not quite
ready for prime time -- they require a sig-
nificant level of tech comfort to employ,
and less tech-confident users might well
rationally fear that a mistake could result
in lost funds.

Also, until the coins arrived at our
software wallet, they had to be acquired
and exchanged through a number of inter-
mediaries -- all of whom extracted fees,
as noted above. A strict peer-to-peer
transaction -- in which, for example,
you sent crypto directly from your
personal wallet to a recipient’s wal-
let -- can be extraordinarily cheap.
These are the sorts of transactions that
make traditional money transfer agents,
such as Western Union, tremble and look
at their growth forecasts. But for now,
at every chokepoint where crypto
intersects with the legacy financial
system, there are still intermediaries
extracting a take rate.

Crypto and the Legacy Financial Sys-
tem

The eagerness to embrace crypto on the
part of financial industry incumbents de-
rives from one of two sources: either they
are simply eager to reap speculative gains
(for example, hedge funds and prop trad-
ing desks), or they are eager to ensconce
themselves as gatekeepers between the
fiat and crypto universes. The latter in-
cludes many different actors, from disrup-
tive fintech startups to the largest banks
on the planet.

Two developments threaten this lat-
ter strategy: crypto self-sufficiency, and
decentralized finance (DeFi).

Self-Sufficient Crypto? Not Yet
First is the prospect of crypto becoming a

self-sufficient ecosystem, in which crypto
adoption becomes sufficiently widespread



that wages, salaries, goods, and services
are transacted directly in crypto, rather
than in fiat currencies. Crypto volatility,
for now, makes this problematic, with most
coins subject to such wild swings that com-
mercial and retail users attempting to rely
on crypto for daily use would be subjected
to impossible value fluctuations. Stable-
coins, which are pegged to fiat cur-
rencies, are one potential response.
(Other responses include tokens pegged
to various real-world assets; there are to-
kens on the Ethereum blockchain linked in
an auditable and verifiable way to gold bars
held in bullion vaults.)

However, stablecoins themselves are not
ready for primetime. The largest, Tether,
is suspected by many analysts to be fraud-
ulent, and lacking the dollar reserves that
allegedly back it. Most others exist on the
Ethereum blockchain, where low transac-
tion throughput has made network trans-
actions so expensive that these coins are
useless for small transactions. Ethereum is
slated for some radical changes which may
make the network more functional, but
these have not yet materialized, and oth-
er blockchains that promise better func-
tionality are still in very early development
and deployment. Until stable value and
adequate transaction throughput is
accessible in the crypto ecosystem,
widespread adoption of crypto for
daily use cases will be impossible.
However, those characteristics are visible
on the horizon.

Decentralized Finance?
Innings

Very Early

The other development that might under-
mine the role of legacy financial institu-

tions is “decentralized finance” -- a catch-
all term for financial functions that are
enacted by “smart contracts” on various
second- and third-generation, program-
mable blockchains. Trading, exchanging,
borrowing and lending, interest payments,
and many other transactions, on these
platforms, are not enacted or enforced by
any central party -- they are all algorith-
mic processes written into a blockchain
and processed in the same decentral-
ized way that bitcoin transactions occur.
Blockchain projects such as Ethereum,
EOS, Solana, and Cardano are all vying to
be the best platform for building such de-
centralized financial applications. So for
example, rather than using a centralized
exchange to trade between cryptos, us-
ers would employ decentralized exchang-
es, or “dexes,” some of which are already
live -- mostly, again, on the for-now prob-
lematically slow and expensive Ethereum
blockchain.

If the authorities decided that this or that
coin was illegal and could not be trans-
acted, they would be hard-pressed to shut
down any such network, since its nodes
might be present in dozens of national
jurisdictions. All they could do is apply
pressure to the chokepoints where cryp-
to intersects with fiat. But if a point of
adoption were reached where many
users were comfortable transacting
much of their daily life without fiat,
regulatory authorities would need to
become very ‘“creative” to maintain
their power.

If more commercial and retail users begin
to believe that crypto is superior to fiat --
whether because of a desire to evade tax-
es and regulations, or because fiat is per-



ceived to be poorly managed and eroding
in value due to inflation -- that will ap-
ply market pressure to speed the devel-
opment of crypto ecosystems as noted
above. We believe this is most like-
ly to occur initially in nations with
deeply corrupt and failing monetary
and financial systems.

Crypto War

The picture sketched above explains the
conundrum faced by financial authorities
in developed countries. Ultimately, the
emergence of a functioning crypto finan-
cial system -- parallel to and independent
of the legacy financial system -- would
threaten the ability of authorities
to conduct monetary and tax policy.
With the development of third-genera-

Investment implications: Devel-
oped- world financial authorities
are unlikely to be willing -- or po-
litically able -- to resort to the dra-
conian measures employed against
cryptocurrencies by countries such
as China. Crypto is already em-
bedded enough that outright bans
will be unlikely, particularly in the
United States. More likely, they will
continue to apply pressure to the
chokepoints where crypto interacts
with fiat, and continue to develop
state-managed digital assets, such
as central bank sponsored digital
currencies and their derivatives, in
an attempt to manage the risks of
crypto while still permitting a lev-
el of financial innovation. Still, the
crypto universe has developed by

tion blockchains, decentralized finance,
and stablecoins, such emergence is al-
ready discernable, and you can be sure
that authorities are paying attention. We
read recently that financial authorities
enjoined several crypto exchanges from
paying high interest rates they had offered
on stablecoin deposits, up to 12% in some
cases. How the regulators will re-
spond when those interest rates are
being paid not by a centralized ex-
change, but by a decentralized block-
chain algorithm on a global network,
and the proceeds can be converted
into untraceable privacy coins on de-
centralized exchanges, is a question
with no certain answer. This conflict
will likely be an endemic one for many
years to come -- until a pax vivendi of one
shape or another is finally reached.

leaps and bounds since the last cryp-
to bubble burst at the beginning of
2018, and even if a similar decline is
in the cards after the most recent
crypto run, ongoing development of
crypto will continue, and continue
to pose new problems for regulators
-- and fertile ground for speculators
and early adopters. Decentralized
finance is still in its infancy.

Please note that our mention of any
crypto projects or service providers
in this article does not constitute an
endorsement of those providers or
of any tokens associated with those
projects. All potential crypto specu-
lators must perform careful due dil-
igence before using any service or
purchasing any crypto asset.



Market Summary

We do not regard current market action
as favorable; it is likely the harbinger
of a possible near-term correction. As
we indicated in our last letter, we be-
lieve that 2022 will be a year marked
by volatility; the inflation landscape, the
Fed’s evolving response, and potential
political turmoil surrounding mid-term
elections all suggest a year of ramps,
declines, and rotations. Beyond a core
portfolio of long-term holds, tactically
minded investors would be well-advised
to attend to rotations (which we have
observed and other analysts have noted
have become faster and more difficult),
sell ramps, and buy declines in areas of
thematic interest when they are more
appropriately priced. Overall we would
not be surprised to see a flattish year
in the S&P 500 during 2022, with sever-
al corrections, and index-holders on a
roller-coaster that ends up with a small
gain or loss. Selling ramps and buying
dips will be one method to harvest that
volatility to improve on broad market
performance.

As expected, the Fed has finally retired
the word “transitory,” doubled the pace
of its taper of crisis-policy asset pur-
chases, and teased three rate hikes in
2022. In the opinion of Allianz’ Mo-
hamed El-Erian, it was “slightly more
hawkish than consensus expectations
(though somewhat less than what | think
is needed).” The acceleration of the un-
wind of crisis policy is, on the face of it,
dollar bullish, and bearish for gold and
tech stocks trading on untenable multi-
ples of earnings or even of revenues.

On the other hand, tax-loss sales of gold
may be reaching a point of exhaustion,
setting the stage for gold to begin re-
sponding in its more traditional fashion
to inflation anxiety.

El-Erian’s suggestion that the Fed’s shift
was not hawkish enough is likely con-
nected to inflation, which at 6.8% CPI and
9.6% PPl is running at levels not seen for
many decades (indeed, if you account for
changes in inflation calculations, the high-
est ever). We’'ll update our in-house re-
al-world inflation measure, the Guild Ba-
sic Needs Index, next week.

Needless to say, the market’s initial pos-
itive reaction to the Fed announcement
and press conference is not the last word;
the initial positive response was probably
related to buying by funds which had re-
duced overall exposure to stocks ahead
of the announcement. We remain cau-
tious on the beneficiaries of specula-
tive fervor.

We noted last week that the “pandemic
crisis was over.” To clarify, this does not
mean that the virus is no longer spreading,
that vulnerable populations are not still
at risk, or that the subject will disappear
from the news. In this letter, we focus
on the economic, financial, and monetary
ramifications of current events -- and our
observation is simply that markets have
pretty much digested pandemic risks and
are moving their concern to the Fed.

Thanks for listening; we welcome your
calls and questions.
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