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Crypto crash exemplifies the six stages of asset bubbles

MARK J HIGGINS

COUNTLESS bubbles have inflated
and burst over the course of histo-
ry and it is an absolute certainty
that more will come.

Bubbles recur so often because
hundreds of thousands of vears of
evolution have hardwired the herd
instinct into the human brain.

Despite the recurrence, every
bubble feels unigue in its own
warped way. But after studying
dozens of them, | have found that
investors can protect themselves
by recognising the trajectory that
most follow.

The crypto mania of the 2010s
and 2020s is just the latest exam-
ple, and as far as bubbles go, it fits
the pattern quite well.

A bubble’s life stages

1. A new innovation with
potential mass market
applications emerges

Tulip manias notwithstanding,
most asset bubbles tend to form
around some promising new tech-
nology that can radically trans-
form society. Think canals, rail-
roads, consumer electronics, and
e-commerce, Mass-market appeal
is what makes asset bubbles diffi-
cult to identify in the moment.
They can only happen when many
believe they are not happening,
which ensures that the concerns of
sceptics are suppressed by the
noise of the crowd.

The circular logic of crypto ad-
vocates holds that cryptocurren-
cies represent the foundation of a
new decentralised, unregulated fi-
nancial system that will render tra-
ditional central banking and fiat
currencies obsolete, They forget
that central banks were designed
specifically to mitigate the very
dangers of a decentralised, unreg-
ulated financial system.
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2. Early investors make

a windfall

First movers have a distinct advan-
tage and often generate gargan-
tuan returns. But their good for-
twne tends to owe more o luck
than skill. They were simply firstto
arrive at the buffet. Mevertheless,
as Louis D Brandeis observed: “The
weakness of human nature pre-
vents men from being good judges
of their own deservings.”

Early investors boast of their
achievements, attributing their
success to their investment acu-
men. Emboldened by adulation in
the media, they encourage new in-
vestors to join the stampede,
which increases their wealth even
further. The self-reinforcing hype
cycle intensifies, and the lucky first
movers - the Sam Bankman-Frieds
- are heralded as market gurus of a
NEW era.

3. Late adopters inflate
the bubhble

Fuelled by the reckless evangelism
of these newly minted gurus, the
fear of missing out (Fomo) galvan-
ises many more to join the frenzy.
The flood of new capital inflates

prices beyond even the most opti-
mistic metrics of fundamental val-
ue. Battle-tested investment prin-
ciples are discarded and replaced
with new ones developed to ratio-
nalise the insanity: dotcom compa-
nies no longer need to generate
profits, they just need to acquire
Users; cryptocurrency exchanges
no longer need the protections of a
well-regulated  banking  system
that were designed to prevent the
very abuses in which they engage.

4. The supply of

money tightens

The mania may eventually reach a
point when inflated asset values
and tight labour conditions stoke
inflation. Central banks react by
tightening monetary policies and
reducing the money available to
drive prices up further. Crypto in-
vestors are now experiencing this
pressure.

Without central bank interven-
tion, the mania might persist until
the money simply runs out on its
own. Then, when the crash comes,
there is nothing to stop or mitigate
the deflationary death spiral. Sto-
ries from the so-called “hard times”

History’s best
investors — the Hetty
Greens and Warren
Buffetts —
demonstrate
extraordinary
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understand that
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is more like watching
aint dry than
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in the mid-1800s testify to the mi-
sery of such an experience.

5. Panic and crash
As the pool of new capital dries up,
sellers begin to outnumber buyers.
Before long, investors conclude
that the innovation may not be as
world-changing or as valuable as
they thought. The pain of falling
asset prices soon morphs into ter-
ror that total capital loss is possi-
ble. The price of the asset crashes.
In the aftermath, ruined inves-
tors discover that many companies
and bubble evangelists were, at
best, wildly optimistic and, at
waorst, clueless grifters or outright
frauds.

6. Forget and repeat

Chastened investors pledge never
to make the same mistake again.
But as John Kenneth Galbraith
noted: “For practical purposes, the
financial memory should be as-
sumed to last, at a maximum, no
maore than 20 vears.” 5ure enough,
within a decade or two, few inves-
tors keep their promise. Entrepre-
neur Michael Saylor exemplifies
this principle: he was caught in

both the dotcom and crypto bub-
bles, which were separated by 21
years.

Protection from the next bubble

So how can we resist the updraft of
the next asset bubble? It won't be
easy, but holding to a few princi-
ples may help.

1. Resist the temptation
to cheat time
History's best investors - the Hetty
Greens and Warren Buffetts — dem-
onstrate extraordinary patience.
They understand that successful
investing is more like watching
paint dry than hitting the jackpot
on a slot machine. Asset-bubble
victims often suffer from a desire
to compress the time required to
turn a little money into a lot. But
there are more dead-ends in invest-
ing than there are shortcuts,
Remembering this principle will
help us see bubbles for what they
are and avoid turning a lot of mon-
ey into a little.

2. Prepare to be lonely

Bubbles expand only when a size-
able portion of the market believes
the frenzy is justified. This, in turn,
galvanises Fomo. The rare voice of
reason is rarely heard. In the run-
up to the Great Depression, Char-
les E Mermrill, founder of Merrill
Lynch, warned that stock prices
had reached absurd levels,

He was correct, but the market
rose for more than a year before
the crash in October 1929. In the
meantime, he suffered relentless
ridicule and came to question his
own sanity before seeking psychi-
atric treatment.

The principle to remember is
that those who recognise asset
bubbles will find that few people
agree with their assessment. Per-
haps the only consolation is the
tight correlation between the
depths of a contrarian's loneliness
and the supply of money available
to fuel an asset bubble.

When there is nobody left to
feed the bubble, the collapse is im-
minent. So, the lonelier a contrar-
ian feels, the closer the bubble is to
deflating.

3. Seek wisdom from sceptical
and successful investors

We don't have to fall for asset bub-
bles. Some investors have repeat-
edly avoided them and have long
and successful track records in the
markets. Two of the most promi-
nent examples today are Buffett
and Charlie Munger. Neither in-
dulged in the go-go stocks of the
19605, the dotcom bubble of the
19905, or the crypto mania of the
2010s and 2020s.

Maybe they missed a few oppor-
tunities along the way, but that
hardly offsets their accomplish-
ments. As a Pl“ECﬂL‘HJLJE ernplmr-ee
of Ray Dalio’s Bridgewater once
said: “When you ask someone
whether something is true and
they tell vou that it's not totally
true, it's probably by and large
true.”

A corollary principle applies
here. 50 when Buffett wamns that
crypto mania is a delusion that at-
tracts charlatans or Munger de-
scribes the craze as “an investment
in nothing”, we should listen.

4. Study financial history like
it's your job

Almost every financial event - and
certainly every asset bubble - has
at least one compelling historical
parallel. Investors who follow the
lessons of financial history rather
than the constant noise of the fi-
nancial news will discover that the
present isn't as mysterious as most
people think. Investors living in
the moment may not detect the on-
set of the next bubble, but those
who have studied dozens of previ-
ous bubbles are more likely to rec-
ognise the red flags. So, we need to
study financial history like our
wealth depends on it - because
there is a good chance that some-
day it will.

Asset bubbles are a feature of fi-
nancial markets that will never dis-
appear. They are hard to detect and
difficult to resist. But hopefully
some of these lessons will help us
abstain from participating in the
next one.
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