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Unexpected economic events are on the rise. With interest rates climbing faster than
anyone alive has experienced, we should expect the unexpected over the next 18 months.

We are sticking with our January letter thesis, "Buckle Up." We sensed that something in
the economy would break down under much higher borrowing costs. But we didn't predict
U.S. history's second, third, and fourth largest bank failures. But more unexpected was the
speed and power of the crowd that triggered this banking meltdown.

A Paradox

Most of the time, prudence and seriousness dominate
finance culture, and investment firms and legions of
financial pros go to great lengths to project that image. But
on occasion, the pinstriped stoic takes a sabbatical, and a
completely different persona emerges.

It is as if the finance and investment crowd have two
personalities: the prudent judgment of Dr. Jekyll and, at
times, the wildly impulsive madness of Mr. Hyde. What are
the characteristics that lead to Mr. Hyde’s madness in
markets?

This paradox is challenging, and not all finance scholars
buy into it. Nobel laureate Eugene Fama, viewed as the
Father of Modern Empirical Finance, champions crowd
wisdom. And he’s not wrong, but he also contests episodes
of irrational asset prices, bubbles, and crowd madness.

In 1841, the Scottish poet and journalist Charles Mackay introduced this rational vs.
madness market paradox in his book "Extraordinary Popular Delusions and the Madness
of Crowds." Mackay's observations of crowd behavior are timeless with solid relevance
today. The new twist on Mackay’s timeless book is that technological advances have made
it easier to spread ideas like viruses and transact quickly and effortlessly.

“Men, it has been well said, think in herds; it will be seen that they go mad in herds,
while they only recover their senses slowly, one by one.”
Extraordinary Popular Delusions and the Madness of Crowds, by Charles Mackay 1841
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Mr. Hyde’s Episodes of Madness

In the last 50 years, there have been five incredible episodes of market madness: the 1970s
Nifty Fifty, the 1980s Japanese property and stock bubble, the 2000 dot.com bubble, the
2006 US housing bubble, and the 2021 tech/cryptocurrency bubble. The latter bubble is
still deflating, but the others took at least a decade or longer to recover losses.

Each episode is different but has similar catalysts. After a period of accommodative
government support comes prosperity and credit, which can lead to enthusiasm and,
ultimately, frenzy. It’s hard to know what triggers the unplausible prices to crash, but they
always do.

Over the long term, it is unwise to be bearish. But we strongly believe that avoiding these
episodes of madness is a first principle in fiduciary asset management. Saying it is easy,
but applying it in practice is very hard. When the investment crowd is unhinged from long-
term fundamentals — valuation measures, dividend yield, profit margins — the rational
fiduciary seems like a weirdo, a carmudgeon, and missing out can be temporarily painful.

“Bubbles don’t usually stop until sensible investors, value investors, and prudent investors
have been hung out to dry and kicked around the block.”

“There is enormous pressure in the investment business to deliver good news. Trust me.
Good news sells better; stockbrokers thrive on it. Investment houses thrive on it. To go out
there in a bubble and talk about badly overpriced markets and downside risks is an
invitation to get fired. Investors simply don’t want to hear it...”

Jeremy Grantham, age 84, Founder of Grantham, Mayo, Van Otterloo - $65B under management.

Hyper-Connected Crowds

With the widespread use of social platforms, particularly Twitter and Reddit, and the ease
of online trading and banking, it is now easier than ever for a crowd to join Mr. Hyde. But
herding doesn't accurately describe what we've seen lately. Instead, we see flash mobs

speeding in or out of the latest investment fad, bank, meme stock, or one of the thousands
of cryptocurrencies. The madness is not new, but Mr. Hyde’s speed is a new phenomenon.

On the afternoon of March 9, a story came across our Bloomberg Terminal that
immediately grabbed our attention. Peter Thiel,

the elusive titan of Silicon Valley, sent an email to | RuRE—_—_‘——— kb
his Founders Fund portfolio of companies telling . i :
managers to withdraw their deposits from Silicon
Valley Bank (SVB). Within hours of Peter
Theil's email and subsequent Twitter crowd
frenzy, $60 billion in deposits left the bank,
causing SVB to fail on March 10.

Hannah|

Bank runs are nothing new, and it is not madness
to steer clear of a failing bank, but this event
highlights how fast crowds move and the
instability it creates. After the failure of SVB,
author and investment consultant Peter Atwater
said it best, we are now living in “Twitter
Time.”
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To be clear, there was madness among a large crowd of bankers. Inflation and the
subsequent spike in interest rates tore big holes in bank balance sheets. When inflation
became a persistent problem, interest rates shot higher, resulting in deep securities losses
on low-yielding fixed-rate bonds and mortgage securities. Different assets this time, but
we saw similar banker madness that caused the Global Financial Crisis.

In hindsight, it is shockingly obvious that many bankers failed to ask themselves simple
questions - What if inflation persists? What if the Fed hikes rates to rein in inflation, and
our bonds get hit hard? Can the bank survive? Of course, we know now that the executives
suffered from a forthcoming - incentive bias. This risk could have been hedged, but the

cost of the hedges WO]:lld ha‘{e FDIC Q4 2022 unrealized bank losses on investment securities
naturally reduced their earnings and  yss, billions

bonuses. $150 -
. $75
Would these banks have ultimately $0
failed? Maybe. Bank portfolio -$75 -
security losses were a known factin ~ -$150 - = Held-to-Maturity Securities
2022 - hiding in plain sight. What is gigg = Available-for-Sale Securities
clear is that Peter Thiel's email was $375 -
the stick of dynamite that upended -$450 -
crowd confidence and caused an -$525 -
avalanche in the banking sector. :gggg

On May 30, Bloomberg reported the 70,50 5010 5012 2014 2016 2018 2020 2022
following “SEC Queries Private

Equity Firms That Yanked Cash as SVB Failed.” We could be right, but we will wait
patiently for the movie to confirm our theory.

Democratization of Investing

Super user-friendly trading technologies and social platforms have led to the
democratization of investing. Democratization is good - right? You no doubt remember the
2021 fledgling company GameStop that became a popular stock in a Reddit chatroom
called “r/WallStreetBets.” In this 14-million-member chat room, an investor movement
took shape in early 2021 to push GameStop’s stock higher and inflict severe pain on
several large hedge funds with short positions on GameStop. It worked out swimmingly,
and GameStop skyrocketed from $20 a share in early January to over $400 later that
month. While GameStop dominated the headlines, a similar scenario happened to
hundreds of other low-priced stocks, cryptocurrencies, and special purpose acquisition
companies (SPACs) whose prices have since crashed.

This “stick it to the pros” got
global media attention, but also
the attention of the SEC and
Congress. Why? Because this
coordinated crowd activity is a e
classic form of collusion and T T e lstreetbets
stock manipulation. After il e
Senate hearings and SEC
investigations, GameStop is back

https://www.reddit.com/r/wallstreetbets/
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to $23 a share, and very little has happened to clamp down on this illegal crowd behavior.
The question is — how can regulators clamp down on millions of members in these forums?

Behavioral Finance is Born

Mackay observed these herding and speculation tendencies in the 1800s. But it wasn't
until the 1970s and 1980s that Nobel laureates Vernon Smith and Herbert Simon proved,
in controlled laboratory experiments, that market participants herd together and suffer
from many behavioral pitfalls.

Inspired by Smith and Simon’s work, laureates Richard Thaler and Daniel Kahneman
cataloged a long list of behavioral biases that influence financial decisions. After over 50
years of study and cataloging these cognitive pitfalls, Thaler concluded in his book Nudge
that traditional economic models are poor representations of reality and that primary
studies in economics will be behavior-based.

Germaine, for this topic, we picked a list of heuristics, or mental shortcuts, that specifically
contribute to the madness of crowds.

Herding is a prerequisite feature of
investment fads and bubbles. It is the
human tendency to mimic a larger group’s
actions or social norms. Herd mentality is
a profoundly ingrained aspect of human
psychology observed in various contexts,
including fashion trends and political
movements. Fear of missing out, or
"FOMO," has played a central role in asset
bubbles from Tulip Mania in the 1700s,
Japan real estate in the late 1980s, to the
thousands of cryptocurrencies of today.
Herding creates a self-reinforcing momentum in which rising prices attract more and more
buyers, driving prices even higher until the crowd’s mood changes and prices collapse.

Bounded Rationality refers to the limitations of our attention, willpower, cognitive
ability, and the availability of tools or information to make the "correct" decision from a
rational economist's point of view. Without objective knowledge, it is common for
individuals and groups to make predictions based on the recent past (recency bias),
frequently reinforced by social influence, intuition, “experts,” or persuasive marketing.

Anchoring explains the human tendency to base decisions on a particular piece of
information or anchor to a narrow focus instead of a broad perspective. For example, if
you first see a T—shirt that costs $1,000 and then one that costs $100 — you’re prone to see
the second shirt as cheap. Whereas, if you’d merely seen the second T—shirt, priced at
$100, or the average market-wide price for T-shirts was $20, you’d probably not view it as
cheap. The anchor — the first price you saw — unduly influenced your opinion.

Lastly, incentive bias explains why people with a vested interest in something will tend
to guide the public in the direction of their interest. As the saying goes — don’t ask a barber
if you need a haircut, a realtor if it’s a good time to sell/buy a house, or a financial advisor
if now is a good time to invest in the market.
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Taking this a step further, is it possible that incentive bias played a role in the latest bank
failures? Could the cost of prudent interest rate hedges have reduced earnings and banker
bonuses? As we learn more, Bloomberg and the WSJ reported that First Republic Bank
paid a non C-suite private banker $35 million in 2021 and the Chief Credit Officer’s
private banker spouse $8 million in 2022. With 20/20 hindsight, this quote from First
Republic Bank’s Founder, Jim Herbert, takes on a fresh hmmmm meaning today.

“This [First Republic] is not a bank.
This is a marketing organization that just happens to be a bank”.
Founder of First Republic Bank, Jim Herbert, Source: First Republic Bank’s website

Socionomics

Behavioral economics and socionomics are cousins. Robert Prechter Jr., the father of
socionomics, proposed that social moods drive cultural and economic trends. It feels weird
to talk about mood because it has nothing to do with economics. But if behavior follows
social mood, as Prechter suggests, this concept applies to crowds, the flow of money in
markets, and perhaps the economy’s future direction.

Peter Atwater, professor at William & Mary and author of Moods and Markets, posits that
social mood operates in a repeating sequence of optimism and pessimism. Media
companies place enormous attention on the aggregate mood, direction, and intensity to
sell content and advertisements. In financial markets, this concept is presented technically
in various chart forms, which try to detect collective psychology moving in a.) waves of
optimism and pessimism, b.) degrees of certainty and uncertainty, and c) control vs. lack
of control. Atwater describes these societal mood swings between opposite confidence
poles:

Us-Everywhere-Forever (UEF)
to
Me-Here-Now (MHN)

In the UEF mood state, optimism and certainty are very high. Intuitively, the UEF crowd
favors futuristic companies at any price, commits to investments with distant cash flows,
and applies limited due diligence.

Conversely, in the MHN mood state, investors focus on cash with an intense investment
focus on tangibles — dividends, quality, gold, and even home safes. In the Global Financial
Crisis and during this year's bank crisis, the I ‘
demand for home safes soared because people
felt vulnerable. But eventually, greed
overcomes MHN/fear, and the cycle starts anew.

After Silicon Valley Bank et al. failed,
complacency temporarily crashed, and gold
spiked higher. Soon after, most U.S. households
at least considered their deposit accounts:

Is my bank safe? What yield is my bank paying ; . : &
me? Circa 2008
Bed safe to protect your money under the mattress

9]
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Initially, safety was top of mind, and the FDIC responded by covering uninsured deposits.
But then another shift happened when depositors considered this trade-off:

Do I want to earn 0.30% and worry about the solvency of my bank, or do I want to earn
4.5% percent in a U.S. Treasury Money Market Fund?

With a trade-off like this, it is no wonder a staggering $1 trillion in deposits has left
commercial banks for higher-yielding money markets funds. And with the added
convenience of user-friendly online banking, this shift happened very fast. The days of the
George Bailey “It’s a Wonderful Life” style bank runs are long gone.

First Republic Bank's total deposits

Bank runs used to happen slowly. With online banking, bank runs happen in “Twitter Time.”

Duarterly change: 0 2010 te G2 2023

*$-71.9b

So, what are the key takeaways:

1.

Crowding behavior is foundational to markets. Without a crowd, there wouldn’t be a
market. But the speed and power of crowds have changed and deserve attention.
There is little doubt in our mind that this micro-evolution increases economic fragility.

. Time horizon is why studying crowd madness matters. With a 30+ year investment

horizon, you can afford to suffer some setbacks. But it makes rational sense to avoid
these episodes of madness for shorter time horizons and risk-averse investors.

. Long-term price data is valuable and informs several of our investment beliefs, but that

price data is imperfectly efficient and prone to episodes of madness.

. Anchor to valuation measures. Most traded asset classes have long-term ratios to

gauge (anchor to) whether the stock market is cheap, expensive, or at the extreme,
dangerously expensive, like in 2021. We’ve written about this extensively, but a simple
and effective anchor is a market-wide dividend yield relative to history.

. Buying stocks in the MHN state is preferred to the UEF state — similar to buying low

and selling high.
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As we exit the 3rd bubble madness episode of our careers, we hope explaining this
market paradox gives you a deeper understanding of why we anchor to value
measures. Thank you for your ongoing trust and support. We believe this is a great
time to be a value-oriented investor and are excited about the near-term prospects
for our strategy.

Very truly yours,
Scott A. Roads Julia E. Zaino
Founding Principal Principal

P.S. This letter was not written by the artificial intelligence tool ChatGPT. But for fun, we
asked ChatGPT to compose a poem on the madness of crowds in the stock market — see
Exhibit C. It’s pretty good!

If you are not a current client of Spectra, this letter is for entertainment purposes only and not
intended as, nor does it constitute, an offer or solicitation in any form to buy any security or other
financial instrument. Investing involves the risk of loss, and we encourage you to research investing
with a high degree of due diligence and skepticism. © 2023 Spectra Investment Management.
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Exhibits

A. First Republic Bank stock price (white) and real-time Twitter post (blue) sorted by
positive (green) and negative (red) language processing.

Influencers like Elon Musk, with his 140 million followers, and Thiel move crowds and
asset prices. When influencers post a note to a social media platform like Twitter, it can be
reposted again thousands, sometimes millions of times, nearly instantaneously.

Several years ago, stock market data services started buying Twitter data because social
media was moving markets. For example, the Bloomberg function below shows total
Twitter post data sorted by positive or negative tone with a stock price overlay. It is a chart
function we glance at periodically, mainly for curiosity. Still, we were taken aback by this
social media frenzy in First Republic Bank stock as it moved closer to failure.

=

B. Google Trends data on keyword/phrase “bank deposits” and “safe bank” in March 2023

Google Trends Home Explore  Trending Now

® bank deposits » safe banks

Search term Search terrr

+ Add comparison

United States v Past 12months ¥ All categories ¥ Web Search ¥

Interest over time @ ER S
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C. OpenAl, often called ChatGPT, is an artificial intelligence machine that produces
content. We asked ChatGPT “Please write a poem about the madness of
crowds present in the history of stock markets.” Within 10 seconds, the
following poem was created.

In the realm of stocks, where fortunes are made, A tale unfolds of madness, a wild charade. Behold
the crowds, with fevered minds afire, A swirling frenzy, a collective desire.

It starts with whispers, rumors spread like flames, Whispers of riches, and untold gains. The crowd
begins to gather, their hearts aflutter, Eager souls drawn to the allure of plunder.

A flicker of hope, a glimmer of chance, And reason takes leave, in this fervent dance. The market's
heartbeat quickens, a frantic pace, As buyers and sellers join this fevered race.

News becomes the oracle, the guiding light, Each headline, a catalyst for soaring heights. Greed
and fear entwined, like a twisted thread, As fortunes are made or lost, with each word said.

Bullish cries echo, hope fills the air, As the crowd roars with bullish fervor, unaware. Stocks rise like
rockets, reaching dizzying heights, With no thought to the consequences of these flights.

But soon, the whispers turn to a deafening roar, As panic spreads like wildfire, shaking the floor. A
single crack, a tremor in the crowd's belief, And fear takes hold, causing hearts to heave.

The mad rush to sell, a stampede in motion, Reason abandoned, drowned by emotion. Stocks
plummet, fortunes crumble like sand, Leaving shattered dreams and trembling hands.

In the aftermath, a sobering truth remains, That crowds are fickle, driven by irrational reins. The
madness of markets, a lesson to be learned, As history repeats, the pages forever turned.

Yet in the chaos, some see opportunity's gleam, For those who stay calm, it's not all as it seems.
They seek value in turmoil, where others see despair, Navigating the madness with caution and
care.

So let us heed the lessons, as the markets sway, And remember that crowds can lead us astray. In
the madness and mayhem, find a steady hand, And let wisdom guide you through this volatile
land.
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Important Disclosures:

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. THE
POTENTIAL FOR PROFIT IS ACCOMPANIED BY THE RISK OF LOSS.

Spectra Investment Management, LLC (SIM) is registered as an investment adviser based in
Stuart, Florida and West Palm Beach, Florida. SIM is registered with the SEC and only
conducts business in states where it is properly registered or is excluded from registration
requirements. Registration is not an endorsement of the firm by the SEC and does not mean
the adviser has achieved a specific level of skill or ability.

There is no guarantee investment strategies will be successful. Investing
involves risks including possible loss of principal. All expressions of opinion are
subject to change. This article is distributed for informational purposes, and it is not to be
construed as an offer, solicitation, recommendation, or endorsement of any particular
security, products, or services. Clients should under no circumstances rely upon this
information as a substitute for obtaining specific legal or tax advice from their own
professional legal or tax advisors. Readers other than clients should seek professional advice
before investing in any security or fund.

Spectra Investment Management, LLC
401 SE Osceola Street, Ste 202, Stuart, Florida 34994 Phone: 772-324-5640
501 Palm Street, Ste B-6, West Palm Beach, Florida 33401 Phone: 561-623-8305
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