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Fear of missing out is a powerful force in investing. And it’s difficult to ignore an
asset that has gained more than 500,000% in just a few years, eliciting headline-
grabbing commentary from Elon Musk and Warren Buffett, among others.

Bitcoin and other cryptocurrencies have captured the imagination of investors, putting financial
professionals, plan sponsors and consultants at the center of an increasingly frenetic discussion
about whether to jump into the fray or steer clear.

Sure, it may be tempting to dismiss Bitcoin as a passing fad and tell clients it's inappropriate for their
portfolios. But simply discounting it won't be an adequate answer for some. Moreover, the question
itself presents an important opportunity for you to better understand your clients’ risk tolerance.

“If you have a client who really wants to buy Bitcoin, just saying ‘don't do it" is a disservice,” says
Barbara Burtin, an equity investment analyst at Capital Group who covers the banking industry. “In
fact, owning a small amount can be a learning experience — for you and the client.”

What is Bitcoin?

Bitcoin is by far the most popular variation among a class of assets designed to create a digital
currency through advanced cryptography. Other popular cryptocurrencies include Ethereum,
Ripple and Litecoin. Unlike traditional currencies, Bitcoin operates without central authority or
banks and is not backed by any government.

Bitcoin’s remarkable rise — in price and search activity
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Sources: Google Trends, Refinitiv Datastream. As of 5/6/21. Search volume data represents Google search
volume relative to the highest point for the given time period. A value of 100 is the peak popularity for

the term. A value of 50 means that the term is half as popular as the peak. Bitcoin prices are shown on a
logarithmic scale and expressed in U.S. dollars.

Investments are not FDIC-insured, nor are they deposits of or guaranteed by a bank or any other entity, so they may lose value.
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Bitcoin traces its roots to 2008, when an anonymous programmer operating under the pseudonym
Satoshi Nakamoto published a white paper outlining the technology and code needed to enable
the cryptocurrency.

Most important, the paper described the process of “mining,” which creates a supply of new
bitcoins. Bitcoins are mined using computer algorithms that solve a series of calculations. These
time-consuming computations verify bitcoins and allow for the creation of new ones. Only 21
million bitcoins can be mined, and they become more time consuming to create as the supply
grows.

Volatility in action

“"Bitcoin tends to garner a lot of attention every time it has one of these steep run-ups in value,”
explains Capital Group portfolio manager Alan Wilson. “But keep in mind, at some point it may go
in the other direction, too. Anyone speculating should be prepared for extreme volatility in either
direction.”

How Bitcoin is mined

Only about 18 million of the 21 million possible
bitcoins have been found. New bitcoins are B
created in the process of “mining.”

STEP 1

Bitcoin miners
verify bitcoin
transactions

Mining creates an incentive for individuals to verify recent
bitcoin transactions, called blocks, to the digital ledger
known as the blockchain. Individuals use powerful computers
to examine recent bitcoin transactions for errors.

Miners mathematically summarize the transaction data in the
block into a “hash.” A hash is a string of 64 random characters.
This hash must be smaller than the “target hash” — the string
expected by the network. A hash may look like this:

STEP 2

Provide “proof
of work”

000000000000002e9067f1cf7252333{7aeb619c89d220985a70ac0e015248e0)

Many miners compete to be the first to generate the hash that
matches the target hash. This process is time consuming and
somewhat random, and utilizes large amounts of computing
power and electricity.

STEP
Blocks are added
to the blockchain

After past transactions are verified, they
are added to the blockchain.

The first miner to generate the correct hash receives payment
STE P 5 in bitcoin. The amount paid is currently 6.25 bitcoin. The

reward declines over time as more bitcoins are found.

Get paid

Source: Capital Group.
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In fact, Bitcoin experienced a sharp decline on April 17, falling nearly 14% in an hour before
rebounding. The temporary plunge appears to have been triggered by unconfirmed internet
rumors that U.S. authorities were planning to crack down on money laundering involving
cryptocurrencies. A few days earlier, Bitcoin and other cryptocurrencies rose as the trading
platform Coinbase went public, attracting an $86 billion valuation.

Tweets from Tesla CEO Elon Musk have also famously contributed to Bitcoin’s price volatility. For
instance, his initial pledge in February to accept Bitcoin as payment for Tesla vehicles sent the
cryptocurrency soaring. Then his reversal of that pledge in May triggered a slide. Meanwhile, the
Securities and Exchange Commission issued a statement on May 11 calling attention to mutual
funds with exposure to the Bitcoin futures market, noting that investors should “focus on the level of
risk they are taking on” and whether they are comfortable with that risk.

With Bitcoin basics out of the way, what are the key issues to consider when discussing
cryptocurrencies with clients? Several Capital Group professionals who've studied cryptocurrencies
offered these four ideas:

1. Suggest limits, and treat it as a learning experience

It's easy for investors to extrapolate how $100,000 invested in Bitcoin five years ago would be worth
over $14 million today. But it's your responsibility to explain that such spectacular past results are
not predictive of future performance.

Given Bitcoin's extreme volatility, you might tell clients who are convinced they must own it to
dedicate no more than 1% of their portfolio to any cryptocurrency, Burtin suggests. “If a client
insists, 'l must put money into this,’ advise them to invest no more than they can afford to lose,” she
adds.

In addition, owning a small amount of cryptocurrency could be useful as an educational exercise,
Burtin notes. Having “skin in the game” is a way to encourage clients to learn about cryptocurrency.
It's also a way to assess their true risk tolerance and observe reactions to high levels of market
volatility.

Bitcoin’s correlation to U.S. equity markets spiked in 2020
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Source: Refinitiv Datastream. As of 4/15/21. Data represents correlation over a rolling six-month period, using
daily returns. Correlation indicates the tendency of two assets to move in the same direction. In portfolio
construction, lower or negative correlation between two assets means that the assets have tended to move in
opposite directions, which can help reduce portfolio volatility.
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2. Explain the significant risks
Some clients might reconsider the idea of buying Bitcoin once they learn its limitations, says
Douglas Upton, an equity investment analyst at Capital Group who covers metals and mining.

Risk 1: Bitcoin is impractical as a means of exchange from a resources standpoint. Bitcoin supply
is limited, and new bitcoin can only be “mined” using high-powered computer systems that crunch
algorithms. The process requires so much computing power that cryptocurrency mining consumes
roughly 0.6% of the world's electricity — more than that used by the entire nation of Argentina,
according to the Bitcoin Electricity Consumption Index maintained by Cambridge University's
Centre for Alternative Finance. As the price soars, it becomes more profitable for speculators to
install high-powered computers for mining operations. If it rises further, then so will electricity
consumption, much of it in places where electricity is coal-based and therefore generates
significant CO2 emissions, says Upton.

Risk 2: Governments are unlikely to allow bitcoin usage to flourish without controls, Upton says.
“Bitcoin seeks to replace sovereign currencies,” he notes. “If allowed to proliferate, it could reduce
the ability of governments and central banks to set monetary policy, and to tax earnings and
wealth.” Accordingly, lawmakers around the world could decide to make the use of Bitcoin more
difficult. South Korea recently introduced legislation to regulate cryptocurrencies to curb potential
money laundering and other illegal activities. China, which has cracked down on cryptocurrencies
in the past, just introduced its own digital currency, and the U.S. may someday follow suit with a
“digital dollar.”

Risk 3: Bitcoin is not a store of stable value. Some investors may be drawn to cryptocurrencies
thinking they're an asset to store value, but there have been several cases of bitcoin theft. Some
unfortunate owners have lost access to their funds by misplacing or forgetting their private digital
keys. Since Bitcoin isn't controlled by any central authority, there’s no one to contact for assistance.

Risk 4: Negative carry. Investors are normally paid to hold most major currencies, including the U.S.
dollar, in the form of interest, Upton notes. That's not the case with Bitcoin as investors who hold
the asset may lose out on earned interest. The same is true of gold. This is called a negative carry,
meaning investors can lose money simply holding the asset.

Risk 5: Bitcoin is not always a hedge against U.S. equity risk, says Capital Group currency analyst
Jens Sondergaard. A common assertion of Bitcoin enthusiasts is that it may help provide downside
protection when equity markets decline. While that has been the case at times, Bitcoin did not act
as an effective hedge during the bear market in late February and March 2020. The price fell
sharply, followed by a rebound and then a huge run-up. “It remains an open question whether
Bitcoin can act as a hedge,” Sondergaard says. “Investors should be careful assuming too much
about how it will behave in various market environments.”

3. Acknowledge the potential of the underlying technology

While there are certainly big risks associated with Bitcoin and other cryptocurrencies, there are
also groundbreaking innovations, says Ninou Sarwono, a Capital Group emerging technologies
specialist.

Innovation 1: Blockchain. Think of Bitcoin as the first application of blockchain, the underlying
technology that powers digital ledgers that can be shared over public or private networks and
tracks transactions. These ledgers are created from transactions, approved by network participants
and recorded as blocks of information. As more blocks of transactions pile up, they are securely
chained to older transactions. These chains of data can be shared and added onto by trading
partners, providing an easier and more efficient way to handle financial transactions.

Bitcoin’s underlying technology is already used by many large financial institutions. No matter the
fate of Bitcoin, blockchain's future looks very promising, Sarwono says.

Innovation 2: Initial coin offerings (ICOs). ICOs are a way for companies to raise money for their
operations using cryptocurrency. The proceeds fund new projects while the buyers receive
“tokens” that in many cases can be traded or used to buy goods and services from the issuing
company. Tokens are akin to rewards points like frequent flier miles, Sarwono explains.
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Such innovations could change the way companies raise money and widen the pool of companies
‘E' available for investment. But again, the possibility has pitfalls. Government regulators have warned
that ICOs are not registered and, therefore, are easy targets for fraud. Indeed, there have been

— quite a few problems associated with these vehicles.
Voted #1 for . . .
G Innovation 3: New alternatives for some parts of the world. The attractiveness of cryptocurrency
thought leadership . o . . . ;

tends to be greater in countries with less stable currencies, Burtin says. Like gold, cryptocurrencies
may be seen as a way to store value. Additional regulation could be a good thing in preserving the

CAPITAL benefits of cryptocurrencies while controlling the negatives.
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4. Consider using Bitcoin to better understand investor psychology

Although it may seem prudent for advisors to discourage any attempt by clients to buy Bitcoin or
other cryptocurrencies, there are valid reasons to explore the options. The best of which may just
come down to investor psychology.

If a client buys Bitcoin, you can gauge their reaction to high levels of market volatility. This is a
valuable, realistic way to understand true risk tolerance beyond what's captured in a standard client
survey, Burtin explains. That insight into a client’s psychology could be useful when crafting an asset
allocation plan for their portfolio.

“Behavior is so important when investing,” she says. “It's more than Bitcoin. It's a social experiment.”

*Source: Marketing Support: The Advisor View, July 2021. FUSE Research survey of 720 financial advisors identifying the “most-read asset manager
thought leaders.”

The Cambridge Bitcoin Electricity Consumption Index provides a real-time estimate of the total electricity consumption of the Bitcoin network.

Standard & Poor's 500 Composite Index is a market capitalization-weighted index based on the results of approximately 500 widely held common
stocks. The index is unmanaged and, therefore, has no expenses. Investors cannot invest directly in an index.

Standard & Poor's 500 Composite Index is a product of S&P Dow Jones Indices LLC and/or its affiliates and has been licensed for use by Capital
Group. Copyright © 2021 S&P Dow Jones Indices LLC, a division of S&P Global, and/or its affiliates. All rights reserved. Redistribution or
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