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Investor or Speculator - Which Are You?

By Casey Clarke

Speculative manias are incredibly difficult to navigate
without injury. For every millionaire produced by the
technology bubble of the late 1990’s, there are
countless stories of people losing their life savings or
worse. Fast-moving markets that are well beyond
any reasonable assessment of fair value can reverse
course without warning, reason, or sympathy for the
investors who don’t have the good fortune to exit
the game before the music stops. This is the problem
with speculation: because, like moths to a flame,
we’re attracted to those assets that are rapidly go-
ing up in price and garnering enthusiastic praise,
there is usually no emotionally sound reason to get
out of them before they drop in price significantly.
With the major U.S. stock indexes back to all-time
highs, it’s more important than ever that we’re
aware of the risks and rewards of chasing fast-
moving performance. These are the market periods
throughout history where the biggest and most
consequential mistakes are made, mainly because
it’s in our wiring to make them. Few would disagree
that the default human impulse is to seek safety in
the herd, go with the flow, take short-cuts whenit’s

easy to do so, etc.; all characteristics that tug on us
in these types of stock market environments. | think
most would be fibbing if they said there wasn’t at
least an occasional voice in their heads asking them
to dump everything into Nvidia, tech stocks, or
Bitcoin. Whether we listen depends on us knowing
ourselves, who we are — an investor or a speculator.

There are two ways to think about figuring this out
that might be helpful. They are the two general
approaches to investing.

Buy High, Sell Higher - The Speculator

This approach describes the speculator, or anyone
buying most tech stocks today. There is little regard
for the current price so long as it continues going up
long enough to sell at a profit. As | mentioned above,
for the emotional reasons often wrapped up in this
approach, the selling usually doesn’t take place until
after alarge drop in price at some point in the fu-
ture. You may be wondering; “What if | have rules in



place to sell before that big drop happens?”” As we discussed in our December 2023 edition of Clips, having disci-
plined exit rules around speculative markets is much harder than it sounds. Selling too early makes for inade-
quate reward for the risk we’re taking, while selling too late leaves us vulnerable to large and sudden losses. It’s
also worth noting that selling too early often leaves speculators out of the game long before the rise is over,
which in this current market means they would have sold plenty of speculative assets back in 2017, as an exam-
ple. Of course, being a speculator, the urge to chase hasn’t gone away just because this person sold out at a
small profit, and so the dilemma continues. A person adopting this technique tends to continue buying expensive
assets until they fall dramatically in price.

With that in mind, here’s some math. Say, for example, we invest in a fast-moving shiny thing that goes up by 30%
only to subsequently drop by 30%. If we start with $100, we get up to $130 before that 30% decline takes us back
through what we started with to $91. Again, since the reason for chasing this hot investment was more emotion-
al than fundamental, almost all speculators end up holding until the music stops. It’s also extremely common to
hold the falling asset much longer than one should because of the strong desire to get back to break-even. It’s
not unusual for speculative investments to eventually drop in price by 80%, and not at all uncommon for specula-
tors to hold them all the way down. The bottom line, as history so robustly informs us, is that chasing returns in
speculative manias for most is akin to a light-hearted game of Russian Roulette with a gun we’re convinced isn’t
loaded because it hasn’t gone “bang” yet. Every speculative mania comes with bullets and the risk of severe,
lasting loss. For most, the potential loss is just too great to justify the reward.

Buy Low, Sell High - The Investor

Similar to the buy high, sell higher approach, this one’s very difficult to implement effectively, but for completely
different reasons. Whereas chasing returns higher is easy to do emotionally and extremely hard to make lasting
money with over time, buying low and selling high can be hard to implement emotionally because it often re-
quires buying investments that are out of favor. Investments that are out of favor aren’t discussed very much,
which means we don’t get that validation from others that we seek as humans. Buying low often means we buy
something that hasn’t gone up a lot (yet), isn’t overly popular, and thus leaves us feeling relatively unsure. As the
low-priced investment starts working and garners more and more attention from others, it becomes easier,
especially as other more popular investments start failing and reversing course. Validation. Eventually we arrive
at the selling part of this approach where the investment has gone up in price so much that it’s morphing from
an investment into a speculation. That’s the point where selling needs to happen and capital redeployed into
better investments as gains can be wiped away quickly once in this speculative category. Over long periods of
time, buying an investment low is a much safer and more surefire way of making money than buying a specula-
tion high and hoping it will go higher.

Where Are We Now?

A glimpse at the chart on the following page will give us little doubt as to how extreme the situation is today. The
red line is the S&P 500, the green a U.S. Treasury Bond fund, and the yellow, gold. These three major asset clas-
ses going back to 1987 have all had separate periods of good and bad performance with stocks up the most since
then. It’s important to keep in mind, however, that just because stocks have won over this timeframe, they don’t
always come out ahead over all 38-year stretches. Investors tend to think that because stocks are “riskier” they
are certain to generate higher returns over time. This isn’t always the case, and there’s no rule that says it has to
be. Stocks, being higher on a company’s capital stack, promise the opportunity for higher returns if all goes well.


https://www.cadencewm.com/wp-content/uploads/2023/11/Cadence-Clips-December-2023-Winning-on-the-Downside.pdf

If the company fails, however, stockholders are the first to lose their money while bondholders are the last. So,
although stocks can and often do return more than bonds and gold over long periods of time, they don’t always.
This is quite literally the definition of risk. The more of it one takes, the greater the chance of a bad outcome. Just
like any other investment, stocks make the most sense when the current price implies a future gain that compen-
sates us for the risk. The idea of stocks always making investment sense is ridiculous, just as it is for any other
asset category. The price and value of an asset and resulting risk/return characteristics should be the driving
factor in selecting assets for an investment portfolio.

Those times when stocks underperform bonds and gold for long periods almost always follow speculative mani-
as — points in time where prices get far too high given underlying revenues, profits, and other economic funda-
mentals. Below, we can see the ramp up in the stock market in the late 90’s and again beginning around 2017. If
one is operating as an investor rather than a speculator and aiming to buy something low, they would be buying
treasury bonds and gold (as well as other commaodities) today and shunning the runaway stock market. Had they
done that in the late 90’s prior to the stock market bubble popping, they would have avoided 13 years of zero
performance from stocks between 2000 and 2013, and instead 13 years of very strong performance. The same
would have been true in the 1929 bubble leading up to the Great Depression, and to some extent with commodi-
ties in the late 1960’s. These were both periods where the stock market suffered negative returns for more than
10 years. Stock valuations, by most metrics, are higher today than at the height of those prior market bubbles —
1929, 1968, and 2000. There is no reason to expect we won’t see a similar resolution to this one when the eupho-
ria wanes.
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When it comes to owning long-term bonds, the vast majority of the return one gets is based on the prevailing
interest rates at the time most of the bonds were purchased. So, if we assume that twenty years ago, one
bought a portfolio of twenty-year treasury bonds and held them, they would have expected a return of over 7%,
which is exactly what they got into 2021. The green line in the chart above shows that trajectory over time. Since
long-term rates are back over 4%, an investor in bonds today could expect roughly that return over the next ten
to twenty years with some fluctuation along the way. The important question for someone considering owning
bonds now is, “Does a 4% return in long-term bonds seem more attractive than what I’d likely get in stocks over a



similar timeframe?”” At current stock market valuations, in looking at a number of different metrics, our opinion is
that the answer to this question is “yes”. With current broad stock market valuations roughly 150% above histori-

cal averages, the next 10-20 years are likely to be a very volatile trip to nowhere. The 4% from long-term bonds is a
good deal higher than 0%.

Gold (and other commodities), the yellow line on the chart on the previous page, probably offers even more
potential. When we look at valuations of companies operating in the natural resources sector as well as commod-
ities themselves, valuations are the mirror image (opposite) of those of the broad stock market, and tech stocks
in particular. Because they have been neglected for the last 10 -12 years, valuations are near historical lows. In-
vestment potential for this category of assets has almost never been better. So, to sum up our order of prefer-
ence for the big three we’re talking about here, natural resource stocks and commodities offer tremendous long-
term value, high quality bonds offer a little, and tech stocks and the major U.S. stock market indexes offer mostly
risk and very little long-term value.
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So how do we make sense of these stressful markets today? As hard as it can be to execute, the answer is pretty
simple. We decide whether we want to be investors or speculators. If we choose the former, then we need to be
willing and able to ignore what’s happening in the casino. If a few of the speculators are fortunate enough to
walk out with a bunch of new found wealth, good for them. Most won’t. We also need to be willing to accept
fluctuations that come from owning good investments and not take them as a sign that we’ve chosen poorly.
This can be harder to do when the alternatives are behaving better. We tend to compare. We shouldn’t. It’s ap-
ples and oranges. Everything worth owning fluctuates in value and that fluctuation doesn’t mean that a good
investment suddenly becomes speculative. When investing gets difficult, which it is guaranteed to do at points,
it’s usually best to step back, reassess why we’re doing what we are, and whether something’s changed in the
landscape that warrants a change in our plan. If not, as investors, we turn off the television, quiet the noise, and
focus on things that matter more. Investors will be fine in the end. Speculators almost certainly will not be. It’s
important that we know which one we are.



Déja Vu All Over Again?

By Tom Shiffer
“Those that fail to learn from history are doomed to repeat it.” Winston Churchill

After reporting 4th quarter earnings and revenues last week that topped Wall Street’s forecasts, Nvidia solidified
its spot as the current market darling. At the time of this writing, Nvidia has seen its stock price soar 237% over
the past year. Nvidia’s market share of data-center GPU chips (graphics processing unit) is estimated to be 98%
and NVIDIA's non-GAAP gross margin increased to 76.7% year over year. Nvidia added $1.7 trillion in market cap
since the end of 2022 and has now passed Amazon and Alphabet (Google) to become the world’s 4th largest
company, behind only Microsoft, Apple, and Saudi Aramco. The stock is priced to perfection. This doesn’t mean
that Nvidia cannot continue its rise into the stratosphere, but it is important to remember the lessons of past
high flyers who led technological breakthroughs.

The Tech Bubble of the late 90’s and early 2000’s was a time of exciting new innovations and growth of the inter-
net as worldwide users went from 16 million in 1995 to 513 million by 2001 (Global Policy Forum https://
archive.globalpolicy.org). Intel was the dominant supplier of the PC microprocessor chip that was in almost every
personal computer and Cisco made the equipment you needed to put your network together. As the dominant
players of their time, Intel saw its stock price climb in a little over 5 years, from $3.99/share at the beginning of
1995 to a high of $75.81/share in 2000. Over the same 5-year period, Cisco saw its share price climb from $1.89/
share to $82/share. Both increases are eerily similar to Nvidia’s recent 5-year rise. What happened to Intel and
Cisco’s stock price and once unassailable position? Intel faced increasing competition from the likes of AMD, and
saw a decline in its once dominant market share. Throw in a tech meltdown and even though Intel was ranked in
the Fortune 500 list of largest US corporations by revenue from 2007-2016, the stock is off of its all-time high of
$75.81 by -43% some 24 years later. Cisco also faced stiffer competition from the likes of Alcatel-Lucent, Juniper
Networks, and Huawei. Even though Cisco saw increasing revenue and net income each year after reaching $82/
share, Cisco could not keep increasing its revenue to justify the dizzying share price and now trades -41% lower
than its all-time high 24 years ago.

Is Nvidia out over its skis as well? Possibly. Will other companies like AMD challenge Nvidia’s market dominance?
They will most definitely try. Who manufactures all of Nvidia’s advanced semiconductors? Taiwan Semiconductor
does, making any geopolitical conflict between China, Taiwan, and the United States a huge concern for Nvidia.
Lastly, who are
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So, not only would any slowdown in purchases from these 6 companies really hurt Nvidia’s revenue, but Mi-
crosoft, Meta, Amazon, and Alphabet are already working on their own Al processors which would greatly reduce
their need for Nvidia’s expensive GPU chips (Nvidia’s H100 graphics cards are selling for more than $40,000,
www.cbnc.com).

Here’s one more nugget from history to consider. Back in the late 90’s, Enron was an energy-trading and utility
company based in Houston, Texas that grew to be the 7th largest corporation in the US. However, Enron’s execu-
tives used accounting tricks that falsely inflated the company’s revenues. These accounting tricks also masked
massive amounts of debt the company was incurring, and once the scandal came to light, Enron filed for bank-
ruptcy within 4 months. Enron’s name was the biggest, but you may also remember other companies like World-
com and Tyco who also had other similar accounting scandals. By no means am | saying Nvidia is engaging in the
same type of scandalous practices or fraud, but there is an interesting article written recently by Bryce Elder on
February 5th in The Financial Times in which he references conclusions made by Barclays credit research analyst,
Sandeep Gupta. The crux of the issue is that Nvidia’s venture capital arm made 33 investments between January
and October of 2023, and that an increasing share of Nvidia’s revenues from the past few quarters can potentially
be due to startups Nvidia has funded itself. This self-funded demand is a risk because it is dependent on Nvidia’s
own investment spending, and it may misrepresent demand for its chips.

Does all of the above mean that Nvidia is going to lose its dominant position, experience a huge drop off in sales,
see its stock crash, or that it is guilty of cooking the books anytime soon? Most definitely not! But it is important
to remember history and what has come before. The main lesson learned here is that when there is a huge run up
in a company’s stock price, what you pay for that stock matters in the long run. Just ask those who invested in
Intel and Cisco in 2000. It’s now 24 years since then with billions & billions in profits earned by those companies.
Investors who came late to the party (if they’ve held on this long) are still underwater. Over the long run, price
matters, and while it may not be sexy or exciting, slow and steady wins the race.
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