
By Jordan Eliseo
Chief Economist

December 2017

BITCOIN, 
BUBBLES 

& BULLION! 



1

2017 was always going to struggle to live up to the 
political upheaval we saw across the Western world 
last year. 

That is not to say the year has been uneventful, with 
escalating tensions between the United States and 
North Korea front-page news for much of the year, 
whilst the world is still trying to digest the extraordinary 
developments in Saudi Arabia.

But relative to last year, the election of Donald 
Trump, and a win for the Brexiteers, things have been 
comparatively quiet, with more mainstream parties 
winning elections across much of Europe in particular. 

Markets have been relatively quiet too, with the 
Fed successfully raising interest rates as well as 
choreographing a plan to reduce the size of their 
balance sheet, with essentially no uplift in volatility, 
which many market participants had feared.

The dollar has weakened against most major currencies, 
10-year government bond yields are essentially 
unchanged across the last 12 months, and risk assets 
have continued their climb.

It’s a far cry from the “Sell Everything” headlines that 
investors were treated to as we began 2016, with a 
far higher degree of complacency being witnessed in 
markets today.

In this final update for the year, we reflect on three key 
areas we think investors should pay attention to as 2017 
comes to a close:  

• A look at the incredible rise in cryptocurrencies 

• Market bubbles in traditional assets

• The outlook for precious metals
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Irrespective of whether you think it’s a bubble, a Ponzi 
scheme or the future of money, the spectacular rise in 
the price of Bitcoin is the most exciting story of not only 
2017, but the entire “post” GFC era.

Bitcoin also has to be one of the most beautifully 
marketed “products” of all time. If you believe what is 
on the label; Bitcoin was created by an anonymous 
“champion of the people”, who wanted to give everyday 
citizens the world over control of their financial destiny, 
taking power back from the supposedly nefarious 
characters sitting in the decision makers chairs of the 
world’s most powerful central banks. 

Invest in Bitcoin and you are apparently fighting back 
against ‘the 1%’, who many blame for not only causing 
the GFC in the first place, but also for profiting in its 
aftermath, with wealth disparity hitting its highest levels 
in decades.

The way it is marketed, Bitcoin is: 

• anti-Bank (everyone hates them these days)

• anti-Wall Street (everyone hates them too)

• anti-Government (everyone... are you detecting a 
theme here?) 

 
Bitcoin also harnesses a previously unknown 
technological power (the blockchain) now at our 
fingertips, allowing for supposedly instant settlement 
and safe, anonymous trade with anyone, irrespective of 
where they are located on the globe. 

Finally, wherever possible, we are reminded by crypto 
enthusiasts that Bitcoin itself is a form of ‘digital gold’, 
though many, including the Winklevii argue that Bitcoin 
is an improvement on the only monetary asset humanity 
has used for millennia, and one custom designed for the 
mobile, high-tech, modern economy.

BITCOIN AND THE RISE OF CRYPTOCURRENCIES!
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It is a wonderful tale, and one that more and more 
citizens want to listen to, with enough truth in it for the 
whole thing to seem believable.

Unsurprisingly, the amazing ‘story’ of what Bitcoin 
supposedly is, coupled with its promising price gains in 
its first few years has led to an ever-growing fan base. 

This has exploded in 2017 with a flood of buying interest 
that has seen the metal jack-knife higher in price, with 
Bitcoin currently trading near USD $17,000 per coin, and 
the entire cryptocurrency market now worth circa USD 
$500 billion. 

For some, Bitcoin has indeed offered life-changing gains, 
but that doesn’t change the fact that, to a large degree, 
the promise of Bitcoin, like most fairytales, isn’t true 
(so far at least). 

Far from being a “money of the people”, less than 1,000 
people are rumoured to own over 40% of all Bitcoin. 
Satoshi Nakamoto him or herself made sure he/she/they 
got to keep the first million coins (current value circa 
USD $17 billion), back when you could mine 50 Bitcoins 
at a time using a basic laptop. 

Ownership concentration aside, there are also major 
governance concerns regarding the way in which Bitcoin 
is traded, with some of the leading exchanges incredibly 
opaque in terms of how they manage risk, and how easy 
it is for clients to withdraw either cash, or Bitcoin itself. 

There are numerous stories about cryptocurrency 
traders growing frustrated with the exchanges they are 
using, which are refusing to remit actual money back 
to their clients when the try to redeem. This included 
a recent article in Business Insider, with some clients 
waiting 30 days to get money back from Bittrex, one of 
the world’s largest cryptocurrency exchanges. 

Indeed, when it comes to businesses like Coinbase, 
Bitfinex and the like, there is a major question as to 
what exactly investors on these platforms are buying 
or actually own, given these platforms hold the vast 
majority of their clients Bitcoin in ‘cold wallets’ off the 
exchange itself, which are likely not linked back to 
the clients.
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This in some ways would be analogous to the ASX taking 
shares in a publically listed company like CBA off the 
market (for “safe-keeping” because leaving them on the 
exchange is too dangerous), and allowing investors to 
instead trade claims on the CBA shares via the ASX.

That alone should be enough to raise some eyebrows, 
and it would only get worse if you found out there was 
either zero or little governance or external audit to prove 
that the total claims on CBA shares held by investors 
were matched by actual shares the ASX held off market 
in custody. 

At the end of the day, whilst Bitcoin might be limited, 
there is no limit to the number of claims on Bitcoin these 
exchanges allow, in much the same way bank deposits 
are only fractionally backed by actual cash on hand.

This problem will only be exacerbated by the launch of 
exchange traded derivative products in the final months 
of 2017.

Clearly, this is a million miles away from a ‘trustless 
global currency’, with investors in Bitcoin (or more 
likely investors who have a claims on Bitcoin) entirely 
reliant on unaudited private businesses, many of which 
are incorporated in, how shall we put it, regulation lite 
jurisdictions.  

It’s hardly high tech either, for if you have to keep your 
Bitcoin in cold wallets in a safe deposit box, or on paper 
wallets (this is apparently what Coinbase do with 98% of 
customer funds), then you’re in exactly the same world 
that certain sections of the gold owning community are 
in, with many choosing to keep their assets safe in high 
security bullion vaults. 

Transaction processing is also extremely inefficient – 
with over 100,000 unconfirmed Bitcoin transactions on 
the blockchain right now, hardly a replacement for the 
payment systems in use by Visa for example, whilst it is 
also an energy blackhole. 
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Bitcoin is also not all that safe to use in many ways. 
If you transfer Bitcoin to the wrong address, overpay 
for something, or indeed pay for any good or service 
that your counterparty then fails to provide, you will be 
out of luck, with absolutely no recourse. You’d face the 
same issue if you are hacked – and someone steals your 
coins, a far cry from the protections our banking system 
(however imperfect) offers us as customers. 

Furthermore, whilst it’s possible to use Bitcoin as a 
means of payment today in a growing number of places, 
there is massive difference between this, and Bitcoin 
being a unit of account or a medium of exchange. 

Said another way, it’s one thing for your local café to 
allow you to pay for coffee with a Bitcoin swipe card, 
its quite another thing for them to quote the price of 
your morning machiatto in Bitcoin. 

Even when you can use Bitcoin, the spreads are still 
typically egregious, which the following table will 
highlight. It shows the price of Bitcoin, as well as Litecoin 

and Ethereum, from the Living Room of Satoshi (LROS), 
which is a website that allows you to pay for bills using 
cryptocurrencies. 

The table also shows the price (they were all taken 
around the same time on the morning of Friday 
December 15th 2017) of the three cryptocurrencies on 
two exchanges, BTC markets and Coinspot. Finally, you 
can see the percentage difference between the prices 
on the exchanges, and the price you’ll get for your coins 
if you use the LROS.

TABLE 1: CRYTPO PRICING

BTC LTC ETH

Living Room of Satoshi  21,317.51  348.50  875.40 

BTC Markets  22,992.00  381.00  985.00 

Coinspot  24,097.00  396.76  1,001.00 

Difference (BTC - LROS) - $  1,674.49  32.50  109.60 

Difference (BTC - LROS) - % 8% 9% 13%

Difference (Coinspoit - LROS) - $  2,779.49  48.26  125.60 

Difference (Coinspoit - LROS) - % 13% 14% 14%

Source: Living Room of Satoshi, BTC markets, Coinspot
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As you can see, spreads of 8%-15% are the norm in this 
space right now. Ouch!

Merchant acceptance isn’t one-way traffic either, with 
Steam, one of the world’s biggest video-game services 
with 67 million active users, now refusing to accept 
Bitcoin as it is too volatile, and the fees are too high.

Finally, it’s also worth reinforcing the point that the vast 
majority of the ‘use’ of Bitcoin these days is for pure 
speculation, rather than any desire by Bitcoin buyers (or 
those who have a claim on Bitcoin) to use the coins to 
engage in daily commerce. 

In this sense, whilst some Bitcoin enthusiasts see its 
skyrocketing price as a warning signal about the lack of 
faith people have in fiat currencies, we would argue the 
exact opposite. 

From our perspective, we believe that most late to the 
party cryptocurrency enthusiasts love fiat currency, and 
they see Bitcoin as the perfect vehicle to get their hands 
on more of it, and fast! 

This throws into question the whole concept of the 
supposed S-curve adoption that crypto enthusiasts 
argue Bitcoin is benefiting from right now. For reference, 
S-curve adoption refers to a scenario where usage of 
a good or service grows slowly at first, but eventually 
reaches a tipping point from which it increases 
exponentially in an almost vertical line throughout a 
period of mass adoption.

Facebook is a good example of a business that has seen 
genuine S-curve adoption over the past decade or so. 

When it comes to Bitcoin – as discussed above, 
the only real adoption we have seen to date is in its 
use as a speculative asset to generate explosive fiat 
currency gains, rather than for what we might call 
genuine monetary purposes (store of value, medium of 
exchange, unit of account). 

The fact that investors are levering up 15 times over, as 
clients of bitFlyer, a Japanese exchange responsible for 
some 20-30% of global Bitcoin trade, are, or taking out 
mortgages to invest in Bitcoin, lend credence to the idea 
that Bitcoin is predominantly a speculative asset today.  

6
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Crypto enthusiasts and Bitcoin hyperbulls argue that 
Bitcoin will become easier/faster/safer to use as a 
monetary medium in time, but only once the world 
has gone through a period of hyperbitcoinization (an 
actual term used amongst this community), with an 
astronomical price on offer for each coin. 

In essence, they are arguing that Bitcoin must first 
become valuable, before it can become useful – the 
exact opposite of a Facebook or a Google, both of 
which became useful (to individuals and businesses) 
before becoming valuable. 

Less we be misconstrued, despite our scepticism over 
Bitcoin specifically, we remain thoroughly convinced by 
the potential for blockchain to be used in a wide variety 
of industries, and were pleased to see Australia lead the 
way in this with the ASX this month announcing they’ll 
be using a blockchain to replace the existing CHESS 
system. 

We also see continued potential in what Incrementum 
AG called ‘infrastructure cryptocurrencies’, in their 
just released Crypto Research Report. These include 
cryptocurrencies like Ethereum and IOTA, which in 
essence, offer decentralised contracting across an 
almost limitless range of industries.

But the real world applications for blockchain do nothing 
to alleviate our scepticism about the potential longevity 
of Bitcoin as a monetary asset. 
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MARKET BUBBLES IN TRADITIONAL ASSETS

As we’ve made clear, we are quite convinced that today, 
Bitcoin is a bubble of quite epic proportions. It must be 
said though that if this is true, it finds itself in very good 
company. 

After all, consider that as year 2017 comes to a close, 
the investment landscape looks as follows:

• US Equities are trading at close to 32 times cyclically 
adjusted earnings, their second most expensive level 
in history

• Over USD $11 trillion in sovereign debt trades at 
negative yields today – that’s nearly 40 times the 
current market cap of Bitcoin for those keeping score

• The Swiss National Bank has a balance sheet with a 
value that exceeds 100% of Swiss GDP

• The Bank of Japan has a balance sheet approaching 
100% of GDP, and now owns over 45% of all Japanese 
government bonds, and more than 75% of Japanese 
ETFs

• Argentina (home of six sovereign defaults in the past 
century alone) just raised $2.75 billion through a 
100-year bond that was three times oversubscribed 

• Salvator Mundi, a Da Vinci masterpiece, just sold for 
$450 million

 
As a final example of how divorced from economic 
reality markets have become, consider the case of 
Veolia. The company is a French BBB rated corporate, 
and it recently issued a 500 million Euro 3-year bond at a 
negative yield, making market history in the process. 

The Veolia issuance was four times oversubscribed, 
meaning 75% of would be ‘investors’ that, on a yield to 
maturity basis, wanted to guarantee they’d lose money, 
went home empty handed. 
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As a quick side note, for those who think markets are 
rational, that Veolia issuance should have you feeling 
pretty bearish on the years ahead. After all, if it makes 
sense for investors to want to guarantee themselves 
small losses providing loans to such businesses, then 
there must be a sizable amount of risk out there in other 
markets like equities. 

Alternatively – you can believe investors are not rational 
(a Nobel Prize winning insight in 2017), and the price 
Veoila was able to score on their debt issuance is yet 
another example of how distorted markets have become 
after nearly 10 years of QE, ZIRP and NIRP. In this case, it 
is clearly not only Bitcoin enthusiasts who history is likely 
to judge as having subscribed to the ‘greater fool’ theory. 

9
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THE OUTLOOK FOR PRECIOUS METALS

The bubble-like status of Bitcoin and more mainstream 
financial assets, and the build up of risk within them is 
highly relevant for precious metal investors as we enter 
2018. 

Many gold and silver enthusiasts have looked at the 
Bitcoin and cryptocurrency rally with no shortage of 
envy. 

It’s easy to understand why too, given gold enthusiasts 
have endured a multi-year period of the metal going 
nowhere, despite trillions in QE, negative real cash rates 
around the world, and no shortage of political instability. 

But there are signs that the market for precious metals 
will outperform in the years ahead. 

 

Fig. 1: 10 YEAR GOLD
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Starting with the chart above, one can see what looks 
like a fairly clear reverse head and shoulders pattern that 
formed between late 2013 and late 2016.
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This would tend to indicate that gold will be well 
supported anywhere near USD $1200oz. Futures markets 
have also worked off some of the froth that was evident 
a few months, which is usually a good sign if you’re 
looking for a base from which the market can rally.  

Secondly, the gold to silver ratio (GSR) is currently 
closing in on 80:1. This is the kind of level from which 
the metals have bounced meaningfully in the past, with 
silver tending to lead the way. Indeed the last two times 
the GSR approached 80:1 was back in early 2009, and 
again in late 2015. Both proved great times to go long 
precious metals. 

We are also encouraged by the performance of gold 
in 2017, which, despite investor apathy, has been more 
than adequate, with the yellow metal currently up 8% for 
the year. 

Note this has happened in a year where the Fed has 
raised rates twice (and is on track for a third hike in 
December), and where volatility has all but disappeared 
in risk assets. 

Gold’s performance in 2017 is even more impressive 
when one considers the fact that US equities have not 
had even one losing calendar month, but they have also 
hit successive all time highs across the course of this 
year. 

Indeed had one told me equities would continue to 
rally, global growth would strengthen, volatility would 
die, interest rates would rise, Western retail bar and coin 
demand would hit 10 year lows, and a shiny new toy 
(Bitcoin) would comprehensively steal gold’s thunder, 
then I’d have thought the metal would fall across the 
course of the year, with the only tailwind in 2017 being a 
relatively weak US dollar. 

That gold has risen despite the numerous headwinds 
it has faced this year bodes well for 2018 and beyond, 
particularly if the returns in stocks, bonds, real estate,
and now crypto, disappoint the legion of investors 
who’ve become accustomed to the largely 
uninterrupted rally they’ve all benefitted from since 2009.
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And disappointing returns are exactly what could be in 
store in the years ahead, with no shortage of warning 
signs, including the following:

• Deutsche Bank research on an equal weighted index 
of 15 developed market bond and equity markets 
going back to 1800 found valuations that had ‘never 
been more expensive’

• JPM quant Marko Kolanovic, in an October article 
titled; “What will the next crisis look like?” warned of a 
potentially significant increase in inflation, and stock 
markets that “produced zero returns for a decade”, 
in the years ahead

If you need any further convincing about the paucity 
of return likely to be on offer in risk assets in the years 
ahead, consider the chart on the next page, which 
measures the S&P 500 on a median price to revenue 
basis, essentially, how much are investors paying for a 
given dollar of sales. 

The chart comes from Grant Williams (Twitter handle     
@ttmygh) who recently included it in a must watch video 
presentation titled “A World of Pure Imagination”.

The chart shows that, relative to revenue, investors are 
paying more for stocks today than they have at any point 
in the last 30 years. 

 Fig. 2: S&P500 MEDIAN PRICE-TO-REVENUE 1986-2017
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More alarming still is the fact that they are also paying 
anywhere from 40% to 50% more than they were back 
in 1999 and again in 2007, just prior to the last two stock 
market crashes.

Another point worth thinking about in reference to the 
above is that if you think there has been no inflation 
since the GFC, this chart should make you think again.

For not only are investors in the US paying slightly more 
than double what they were 8 years ago for a dollar of 
company earnings, which is bad enough, they are paying 
more than three and a half times what they were for a 
dollar of company sales. 

As such, if you want to buy US stocks, you’re dealing 
with an annualised inflation rate of close to 9% for 
earnings, and an eye watering 15% for sales, though of 
course on Wall Street this isn’t called inflation – it’s called 
a bull market!  

In an update titled “What to expect for gold in 2018”, the 
World Gold Council also discussed the importance of 
“already expensive US equities” in terms of their potential 

impact on bullion demand. 

Now it must be said that the median price to revenue 
measurement, as well as other popular valuation metrics 
like the Shiller CAPE or market cap to GDP have been 
flashing warning signals for some time, so it doesn’t 
imply a crash is imminent.

But it does suggest that caution is warranted, and that 
one can hardly be accused of being an investment 
Cassandra, or some kind of hyper-bearish EOTWAWKI 
prepper for warning about the potential for substantially 
lower real returns from traditional financial assets in the 
decade ahead, and the subsequent need to diversify.   

And when it comes to diversification, you could do a lot 
worse than look at the precious metals sector, for given 
the excessive valuations in financial assets, it should be 
no surprise that commodities are at record lows on a 
relative basis. 

This is clear from a look at the chart below, which plots 
the relative value of the Goldman Sachs Commodity 
Index divided by the S&P500. 
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FIG. 3: GOLDMAN SACHS COMMODITY INDEX 

 Source: Incrementum, In Gold We Trust 2017

As you can see, commodities are, on a relative basis, at 
their lowest level in nearly 45 years, with this ratio also 
a long way below the median reading across this time 
period. 

Of all the commodities that we expect to prosper in the 
period ahead during which this ratio most likely narrows 
significantly, we think gold and silver offer the safest bet. 

Whilst the whole commodity complex could benefit 
(particularly if growth continues to surprise to the upside) 
it is only the precious metals that will benefit from rising 
monetary demand, as investors seek uncorrelated 
returns and tangible safe havens.

This increase in demand will come from all types of 
buyers. Central banks will continue to build up their gold 
holdings as a foreign exchange reserve, especially if 
geopolitical tensions continue to fester, as we expect. 

For institutional investors, gold more so than any other 
commodity will be the best diversifier, and the easiest 
way of improving risk adjusted returns. It will also, as 
a general rule, improve the liquidity profile of most 
diversified fund strategies. 

At a retail level, physical gold demand will rise as not 
only is gold the easiest commodity to buy and store, it’s 
the safest, simplest and also most cost effective.  



15

We should also see continued growth in gold demand 
from the all important markets in China and India, whilst 
the World Gold Council points out that banks and mints 
are continuing to develop Shari’ah-compliant gold 
products, which should help foster demand from the 
Middle East.

For Australian dollar investors, the future looks even 
brighter, as not only do we expect a multi-year period of 
rising USD gold prices, but also a substantial devaluation 
of the Australian dollar. 

Yield differentials between Australia and the US are back 
to where they were at the turn of the century, when the 
local currency was barely fetching USD $0.50, whilst 
short-term cash rates could well crossover at some point 
in 2018.

The Australian economy also faces major headwinds in 
the years ahead too, including record low wage growth, 
record high household debt to income ratios which is 
about to hit the 200% mark, and a savings rate that is 
negative once superannuation is factored in. 

We also face a slowing housing market, both in terms 
of household construction, and growth in residential 
values. Up until the mid point of 2017, housing related 
strength had been one of the primary factors keeping 
the economy out of a technical recession since the 
mining boom popped.

Indeed, many forecasters are now discussing the 
potential for a 10% nationwide drop in the value of our 
housing market. That’s a bad morning for a Bitcoin 
investor, but for late to the party Australian residential 
property investors and owner-occupiers, it would likely 
be enough to wipe out most if not all of the equity they 
have in their houses. 

At a macro level, given Australia’s obscene property 
valuations, a 10% decline in the value of our housing 
stock would wipe over AUD $650 billion of wealth off 
the national balance sheet.

Maybe things won’t turn out that badly, though given 
the excess build up in housing related leverage in the 
Australian economy (see charts on the next page), it’s 
impossible to rule out. 
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Fig. 4: ULTRA LONG TERM MORTGAGES TO GDP (%)
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At the very least what has been an important tailwind for 
the Australian economy in the last few years has all but 
petered out, with negative implications for employment, 
growth and the ASX, not to mention federal and state 
budgets.

Add all this up and the likelihood of a significant 
devaluation in the AUD in the coming years is impossible 
to rule out, a view shared by Morgan Stanley, who 
have stated that selling the AUD is their number one 
recommended trade in their global 2018 outlook across 
asset classes. 

Therefore, whilst we see no need for investors to go 
over the top with their allocations, physical precious 
metals should remain a core portfolio holding in 2018 
and beyond.

Wishing you every investing success.

Jordan Eliseo

Chief Economist

ABC Bullion 

19th December 2017
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