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Carson Block of @muddywatersre writing in the FT lays the blame of stonk

gyrations like GameStop (sub $20 on 12 Jan, up 18-fold in 10 trading days)
squarely on low rates and passive investing.

This is Hogwash, Blatherskite, Buncombe, and

Pure Trumpery.

It was 1 stock out of tens of thousands in the world which moved that way and has become a meme unto itself of
fantabulous stock and social movement.

Carson talks briefly about low rates and government bailouts, which theoretically should affect the others.

The primary causes of this market dysfunction are the prevalence of passive
investing and leverage enabled by low interest rates. The combination has
resulted in grotesque distortions of capital allocation while further bifurcating

society into haves and have nots.

The increasingly obvious fact is we do not know whether the government will
be able to perpetually bail out markets. With interest rates already hovering
around o per cent, the traditional levers of monetary policy may not be able to

rescue markets and prevent another depression.

But then he falls into the trap that many others who do not understand passive investing do.

This is NOT how passive investing works.
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One factor that made the GameStop squeeze so profound was passive
ownership. About one quarter of the available shares were owned by passive
investors. These funds run on autopilot. As new money comes in, it is allocated
to keep a constant balance among a specific combination of individual stocks or
other assets. As GameStop’s price rose to ridiculous heights, those passive

funds were almost certainly buying to maintain their balance.

To be clear: if a passive fund owns $1bn of stock of an index which has a Sum (Stock Float Shares x Price) of $1trn, that
fund will own 1/1000 of the float shares of each stock.

If the price of 1 stock rises 23-fold in 11 days, passive investors will do...

exactly nothing.

If the rise in that 1 stock leads to the index float market cap moving to $1.02trIn, then if the fund receives an extra $100mm,
it will go buy exactly $100mm/1.02trIn of the float of each stock in the index (i.e. just under 1bp - of EACH stock - Apple,
AMZN, and GME).

He then pays homage to the work done by Michael Green of Logica Funds, which is indeed quite important in explaining the
over-arching issues of the impact of passive fund flows on markets, but he adds this point, which is of dubious value.

Passive funds have a much greater impact on prices because active investors
can be patient in deploying their capital and are sensitive to the prices they pay.
Passive funds have little discretion whether and at what price to buy — they
must buy if they have inflows. Perversely, passive funds’ demand for a stock
generally grows as the price increases because the weighting of the stock in the
indices they track increases. So long as such funds have inflows, they do not

sell.

Yes passive funds "have to buy more" the same way that if the price of a meal at your favorite restaurant goes up, you have
to spend more $ for it (duh). But if you still go the same number of times per year, it does not change what percentage of
their annual covers you consume.

The price you pay goes up, but there is zero incremental squeeze. Your 1x/quarter is still 1x/quarter.

The way that works for passive flows for most major indices around the world is as below:



DAY 1

FUND

Stock 1
Stock 2
Stock 3
Stock 4
Stock 5

Price
10
20
50
100
ol

$ 100,000,000.00

Float Shares
1,000,000,000
1,000,000,000
1,000,000,000

200,000,000
1,500,000,000

Market Cap ($)
10,000,000,000
20,000,000,000
50,000,000,000
20,000,000,000

115,500,000,000

215,500,000,000

% of Portfo Position Value ($)

4.64%
9.28%
23.20%
9.28%
53.60%
100.00%

4,640,371.23
9,280,742.46
23,201,856.15
9,280,742.46
53,596,287.70
100,000,000.00

Shares Held
464,037.12
464,037.12
464,037.12

92,807.42
696,055.68

% of Float

Held
0.04640%
0.04640%
0.04640%
0.04640%
0.04640%

Stocks of differing prices and float shares outstanding combine to make up a total, and you own a percentage of the total,
therefore you own the same percentage of float of each stock as in the green section on the right.

IF Stock 1 rises 23-fold in 11 days the weight of that stock in the index is highly likely to go up, and let's say there are
$10mm of new inflows. More of the $10mm will go to Stock 1 (the same way more of your disposable income might go to

your favorite restaurant for 1 meal/yr)

but in the grand scheme of things, you will still buy the same percent of float of Stock 1 as you will of other stocks.

If you go to the restaurant once a year, you will not consume more of their capacity (float) compared to other restaurants just

because they raised prices.

DAY 1

FUND

Stock 1
Stock 2
Stock 3
Stock 4
Stock 5

DAY 12

Price
10
20
50
100
77

NEW INVESTMENT

Stock 1
Stock 2
Stock 3
Stock 4
Stock 5

230
20
50

100
i

$ 100,000,000.00

Float Shares
1,000,000,000
1,000,000,000
1,000,000,000

200,000,000
1,500,000,000

$ 10,000,000.00

1,000,000,000
1,000,000,000
1,000,000,000

200,000,000
1,500,000,000

Market Cap ($)
10,000,000,000
20,000,000,000
50,000,000,000
20,000,000,000

115,500,000,000

215,500,000,000

230,000,000,000
20,000,000,000
50,000,000,000
20,000,000,000
115,500,000,000
435,500,000,000

% of Portfo Position Value ($) Shares Held

4.64%
9.28%
23.20%
9.28%
53.60%
100.00%

52.81%
4.59%
11.48%
4.59%
26.52%
100.00%

4,640,371.23
9,280,742.46
23,201,856.15
9,280,742.46
53,596,287.70
100,000,000.00

5,281,285.88
459,242.25
1,148,105.63
4569,242.25
2,652,124.00
10,000,000.00

464,037.12
464,037.12
464,037.12

92,807.42
696,055.68

22,962.11
22,962.11
22,962.11

4,592.42
34,443.17

% of Float

Held
0.04640%
0.04640%
0.04640%
0.04640%
0.04640%

% of Float
Purchased
0.00230%
0.00230%
0.00230%
0.00230%
0.00230%

You will buy the same portion of float of Stock 1 as you buy of all the other stocks when incremental flow comes in.

And if Stock 1 rises 23-fold and no inflows come in, the portfolio weight increases...



BUT THERE IS NO ADDITIONAL BUYING JUST BECAUSE IT WENT UP.

There are a few more problems.

| can assure Carson that lower contributions to 401Ks does not mean passive funds have to sell. That's not the way the
arithmetic works.

To be sure, if there is a giant macro hit to the economy, some people may sell stocks, ETFs, funds, etc

The real risk to markets is that passive flows go negative (if widespread lay-offs
lead workers and employers to cut their 401K contributions). If that were to
happen, passive fund selling would quickly overwhelm the market. Such a

crash could resemble 1929-1932 in magnitude but at 2021 speed.

but that has not been different than prior macro risk-off situations. Markets go up and markets go down.

His penultimate paragraph is odd.
Yes, one should not ignore societal impacts of bubbles. But the rest of the first para there does not necessarily follow.

We should not ignore the societal impacts of bubbles. Their most insidious
result is the transfer of wealth from the many to the few. Societies face dark
years while they try to navigate the disenfranchisement generated by

inequality.

The way to fix the markets’ contributions to instability is to address the
distortions arising from passive investing’s growth, including looking at funds
through the lens of antitrust issues and as systemically important financial

institutions.

We must find a way to deleverage our economies and markets. We live in a
time when governments seem to lack the will and competence to do hard

things; but the results of delay are not pretty. Let’s choose wisely.

Passive funds introduce distortions, but if the three major players became 300 with the same assets because fund size was
capped by law, that would... mean nothing?



As to "markets' contributions to instability” it is not clear to what instability markets contribute. Their own?

As to the impact of rates on all this... | can pretty much guarantee that the fact of near-zero rates did not CAUSE Gamestop
to rise 23-fold in 11 trading days.

One could argue that the far-outlying events become more dramatic under zero-interest rate environments, but we have

a very small sample set and who is to say if rates were 2% we would not be seeing the same events. Prove it.

| get the urge to use a widely observed phenomenon to raise one's voice.

()

If it's rates, talk about broader impact.

If passive is the problem, do it right.

If markets are too rich, say so, but all the factors noted existed before GME went above $20 less than 1mo ago.

If less expert policymakers need expert input, it needs to be better than that.
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