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Macro Mondays – Scarcity. (4-4-22) Total bitcoin production crossed the 19-million-mark last week. It is stunning
to think that more than 90% of all bitcoin assets that will ever be in existence are already in circulation (or lost).
And holders of bitcoin for more than 6 months are the highest share of supply on record at a time when institutions
haven’t even started buying. These statistics define scarcity, at least in the digital arena.
In the physical world, scarcity has emerged everywhere and is interconnected, even to digital. The latest ISM survey
is emphatic on this point. Every industry had something to say about the inability to meet demand from backlogs
to transportation. We run historical analytics that reinforce the same message. The math translates ISM details into
a probability of four states of the world – high and low activity intersected with rising and falling trends. The lowand-falling state is indicative of recession; the high-and-rising state is the signature for overheating; others are
transitional. The guts of the latest ISM survey tell us that activity is high, and the trend is falling – the prevalent
state for more than 6 months. There is a 74% chance that manufacturing stays in a high-and-falling state.
However, capacity is tight, having jumped back to a high-and-rising regime. Order backlogs, supplier delivery
times and prices being paid all point to sustained capacity constraints. This is unusual. After a long period of weaker
underlying activity, capacity constraints typically ease. It has not happened. It is a mix that warns of future recession
of the cruelest variety – an inflationary downturn. Demand is moderating because prices are forcing it to, not
because financial conditions are tight. And that impacts everything. Magnesium is key to aluminum and aluminum
is key to cars and, less obviously, to food (of the canned variety). Who do you think is more sensitive to the shortage
of magnesium? Tesla or canned beans?
And so goes the challenge of inflation – those least able to protect themselves are the ones most impacted (Figure
1). To be sure, policy will have something to say about these dynamics in the FOMC minutes this week. The
Committee is prepared to risk recession for the return of price stability. But policy is likely to confuse inflation’s
remission with a cure. The cure is orthodoxy, and that’s not the plan. Not even close (here). Regions with the
intersection of orthodoxy and scarcity will deliver the most secure asset returns. The role of assets independent of
sovereign discourse – digital ones – is entering that conversation, too.
Stablecoin. (4-22-22) Stablecoin is the talk of the town at the Spring IMF meetings. Policy officials who could not
imagine a use-case for digital assets found it with stablecoin, the elegant bridge between the traditional and digital
worlds. The cyclicality seen in various digital assets is not at all evident in the stablecoin market where growth
continues unabated. Total stablecoin assets have risen to more than $180 billion, up from $80 billion a year ago
and $10 billion two years back. This is a terrific benchmark for the growth of digital assets when the use case
becomes clear to a broader audience. And it is being noticed with yet another stablecoin launch announced
yesterday (here).
Yet, it is not algorithmic stablecoin that is catching the eye of policy. If anything, there remains great concern about
how decentralized stablecoin could pose a risk to the traditional financial system as argued by the IMF (Chapter 3,
here). The excitement is more on the integration of stablecoin into the banking system. The Federal Reserve
proposed a three-tiered system for “novel institutions,” and today is the last day for feedback (here). Shortly
thereafter, the Fed is likely to recognize the first digital bank onto its payment rails, the Fed wire.
This will be a landmark day for stablecoin. A bank will be able to issue stablecoin with the offsetting asset as a
deposit at the Federal Reserve. It is a “private Fed coin” in all but name. And policy officials are now attuned to
the fact that the digital ecosystem has selected the US dollar as the collateral of choice. Globally. We can be sure
that the US dollar was not selected for its pristine policy track record of the recent past. It is for the principles the
US dollar brings to the table such as property rights and open capital accounts. It can also lead the US dollar to
gain wholesale market share.
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What about retail payments? Who cares! The high velocity of stablecoin tells us it is used for collateral purposes,
not to hold and not to “pay” for things. Buying bubblegum and newspapers isn’t the efficiency win here, and the
decentralized digital ecosystem is likely to win at that game too with the Lightning network. The market has been
yelling this message from the rooftops and policy is now listening – China, on the other hand, shuttered its private
innovators in favor of a CBDC. What a difference a few hundred days make. And it is all just starting. $180 billion
is a drop in the bucket.
8th World Wonder? Or just a wonder? (4-26-22) Terra protocol lays claim to 2 of the 12 largest coins by market
cap (here). A year ago, neither cracked the top 20. Year to date, Terra’s governance token Luna is the 8th largest
by market cap having gained +5.9% versus the One River Digital Core Index –23.2%. Its daily transactions have
risen by almost 45% to 0.578 million a day over the last six months compared to a decline of ~20% for Ethereum
to 1.05 million a day. Even the Washington Nationals are on board, announcing a five-year sponsorship and
committing to accept UST as a form of payment.
What changed? Much of Luna’s success has come from the popularity of its algorithmic stablecoin, UST, which
has risen to be the third largest by market cap (Figure 2). But, while UST’s $18 billion market cap is close to 20%
of Tether’s $83 billion, UST’s average daily trading volume is only 1.5% of Tether’s daily turnover ($35 billion
versus $0.43 billion). Why so much capital with so little velocity? The answer explains Terra’s newfound popularity
and potential limits. Investors are incentivized to buy Luna to swap it into UST for deposit in the Anchor Protocol,
where $13 billion of total value locked (TVL) is collecting a juicy 20% annualized yield. Offsetting these highyielding deposits is only $3 billion in loans paying 11.25%. Who funds the $2.2 billion annualized shortfall?
Terraform Labs via the Luna Foundation Guard (LFG).
While the floating market cap of Luna is $31.9 billion, the fully diluted market cap is a whopping $66.9 billion.
That balance can fund Anchor deficits for 15 years at current prices. Do Kwon, CEO of Terraform, has begun
transferring Luna to the LFG. But Luna backstopping Luna is circular. LFG has been on a buying spree to convert
up to $10 billion Luna to BTC over time to diversify its holdings. However, selling Luna to defend Luna is also
counterintuitive. Supporters claim Terra needs to fund the deficits just long enough to reach escape velocity when
the subsidized yields are no longer necessary. Critics wonder if they can gather enough momentum to beat gravity
and get into orbit. It is what it is until it is not. The details matter.
Figure 1: Scarce Capacity Pricing Out Demand

Source: FRED St. Louis Federal Reserve Bank. Three-month moving average.
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Figure 2: Stablecoin Supply Dented, Not Destroyed

Source: The Block, Coin Metrics.
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Disclaimer
This communication, including any attachments, is
intended only for the use of the addressee and may
contain information that is confidential or otherwise
protected from disclosure. Any unauthorized use,
distribution, modification, forwarding, copying or
disclosure is strictly prohibited. If you have received this
communication in error, please delete this message,
including any attachments, and notify the sender
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immediately. The information and any disclosures
provided herein do not constitute a solicitation or offer to
purchase any security or other financial product or
investment and is not intended as investment, tax, or legal
advice. Unless otherwise noted, all information is
estimated, unaudited and may be subject to revision
without notice. Past results are not indicative of future
results.
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