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“Bitcoin is a scarce asset by

definition, but is it still an
illiquid asset?”

To crypto enthusiasts, Bitcoin’s function as a global currency with no central organisation controlling supply makes it
valuable. The question for financial investors, is how valuable? The dominant valuation methodology for bitcoin at the
moment is the stock/flow model, popularised by Plan B, and freely available here Modeling Bitcoin Value with Scarcity |
Medium. The idea is that scarce assets will have value. The scarcer the asset, the more valuable it will become. To try and
model scarcity, Plan B looks at precious metals. The note was published in March 2019. The key column is the 3rd one,
which takes the stock of the metal and divides it by its flow or supply

Source: Plan B, data as at March 2019

Bitcoin supply is programmed to fall by half, every four years, which naturally boosts the value of bitcoin in a Stock/Flow
model. Using the precious metal terms above, Bitcoin starts like platinum, with large flow and small stock, and ends like
gold with large stock and small flow. Visually, Plan B shows this with the below chart. The key point to remember is that
there will only be 21 million Bitcoin ever produced, which implies flow will be trending towards 0, and hence Bitcoin
will trend towards infinity. Few understand this.
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Source: Plan B, data as at March 2019

While the Plan B Stock/Flow model is elegant and intriguing, Stock/Flow models do have a history of failing. The
relationship between the stock/flow multiple of gold, and its market cap seems to be spurious over time. From 1980 to
2000, despite having a stock flow multiple of 50, its market capitalisation remained at USD 1 trillion.

Source: World Gold Council
Alternative valuation models for gold tend to link gold directly to the number of US dollars in circulation. It goes without
saying the US currency in circulation has seen exponential growth, which explains why you very rarely meet a bearish
gold investor.
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Until 1972, the US dollar was fixed to the price of gold. When we compare the value of US gold reserves value (reserves
times gold price) and compare to US currency in circulation, we see that gold reserves covered all currency in circulation
in 1952, and again in the late 1970s and 1980s. This leads many gold bulls to target a price of gold that would again make
gold reserves equal money in circulation. This gives a current price target of roughly USD 7000 per ounce. This was the
original Stock/Flow model. As can be seen below, this analysis has been wrong for 40 years now.

Stock/Flow models are tricky, and lack of supply has often been used as a reason to drive asset prices to very high levels.
When I look at Bitcoin, I see some recent changes in the behaviour of the market that suggest liquidity has been a bigger
driver of price movements. Shares outstanding in the biggest Bitcoin security (Grayscale Bitcoin Trust) has surged in line
with Bitcoin.
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At the same time shares outstanding has increased, the Grayscale Bitcoin Trust has moved from trading at a premium to a
discount for the first time.

Bitcoin is a scarce asset by definition, but it was also an illiquid asset. That is no longer true. Will Bitcoin’s price now
diverge from the Stock/Flow model, just like gold diverged from the money supply model in the 1980s and 1990s? Time
will tell.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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