What is money? and
Is crypto money?
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— only stablecoins work as unit of account, and only with
reference to fiat money

* medium of exchange: money and crypto

e unit of account/measure of value

e store of value: inflation and deflation

— some cryptos can be used as stores of value, but this is
very unpredictable

b.




* barter requires a coincidence of wants: I have
what you want, and you have what I want

Medium of eXChange

* people have bartered Valuable things since
prehistory

* in contrast, everyone wants money: if I have
money I can go to the market or the store and buy
what I want when I want it

* gold coins are first attested from the kingdom of
° Lydia under king Croesus in 550BCE -
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Crypto as a medium of exchange

* as envisioned by Satoshi Nakamoto, almost any cryptocurrency
can be exchanged for goods

— if a merchant wants to accept crypto but not deal with the
technology, they can hire a service such as bitpay or similar services

— crypto is designed for a networked world (cannot spend dollar bills
on the Internet)

* cryptocurrencies can be used for small payments:

— 1 satoshi ~= 0.07 cents, or 1400 satoshi = $1
— 1 wel ~= 0.0000000000002 cents

* (rypto transactions are irreversible

@ - unless the blockchain is forked, and then only on the fork
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Crypto as a medium of exchange:
practical problems

* each transaction typically requires a fee

— as the crypto gains value, the fee may become
significant

* on bitcoin and related systems, 6 confirmations
take about an hour

* many cryptocurrencies are so volatile that
businesses won't set prices at a fixed number of

coins

— stablecoins are the exception
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Medium of exchange:
reducing transaction fees

* layer 2 protocols combine many transactions into a single
commitment on the blockchain, sharing the transaction fee
among the many individual transactions

* alternative coins (altcoins, alts) often have lower fees

— sometimes due to lower overall traffic

— often due to different design of the blockchain, e.g. perhaps more
centralized

— often due to the lower value of the altcoin

* fees are used to prioritize transactions during times of
scarcity, so waiting long enough sometimes gives lower fees.
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Unit of account and measure of
value

* volatile cryptos are usually not used as a unit of
account or measure of value

* instead, people generally use regular currency as
unit of account

— most people ask “how many $$ is crypto X today”,
rather than “how many crypto X is 1 $ today”

* even stablecoins are pegged to regular fiat currency

— or to gold, or other assets
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Store of value

* some Cryptos seem to appreciate over time

— many cryptos don’t
* many cryptos have a limited maximum issuance

— famously, there will never be more than 21,000,000 bitcoin
* in contrast, most fiat currencies are inflationary

— there is no limit to how many can be produced

— there is often a semi-independent body (in the U.S., the Federal
Reserve or Fed) to decide how much currency to issue

* the U.S. Fed has set a goal of 2% inflation per year
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— 2020 was the last year they met that goal




* some crypto gets lost over time, so having a fixed
maximum limit actually makes the crypto ultimately
deflationary

Store of value: deflation

* people who set money aside for the future like
deflationary money, because with inflation their
savings lose value over time

* electronic equipment is famously deflationary: if I
want to buy a computer with X GB of RAM, I’ll
probably pay less for it if I wait and buy it later

® - somy $$ are worth more GB of RAM at a later date

L.




Store of value: inflation

* deflation rewards saving, not spending: if the person
who in 2010 paid 10,000 bitcoin for two pizzas knew
then how much bitcoin is worth today, they might have
chosen to save instead

— deflation discourages purchasing and thereby lessens
economic activity

— which is why politicians don’t like it

* inflation is ultimately from the growth of the money
supply exceeding the growth of goods and services

— when a bank lends out my money while assuring me that it is -
still my money, that increases the money supply
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Inflation and governments

* since governments may create as much currency as they wish, some do
* this allows the government to spend without requiring them to collect taxes

* such spending stimulates the economy (as long as people spend the
money), encouraging growth

* but more money for the same goods and services causes inflation

* as people start to expect prices to go up, they expect to be paid more,
creating an inflationary spiral

— people suffer if they don’t have power to demand more

e Zimbabwe, Argentina, Lebanon, 1930s Germany

* some countries have chosen to use U.S. dollars as their currency, including
Panama, El Salvador, Ecuador, and several island states *
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Crypto as an imperfect store of
value

* even with cryptos that have a limited supply, the prices are often
very volatile

— volatility can also happen with foreign currencies, e.g. the Japanese Yen is
currently worth about 1/3 fewer $ than it was just a few years ago

— over a longer term, the same has happened to AU$, NZ$, CA$
* the prices of crypto are generally unpredictable

* in comparison, gold is also used as a store of value, and is much less
volatile than most crypto

~ but gold is not digital!

— like crypto, gold has little intrinsic value, and its value comes from the
belief people have that it is valuable

— gold's history as a store of value is much longer than crypto's!

@ volatility is not all bad, it may bring upsides as well as downsides
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Is crypto money? Other issues

* the government of El Salvador made bitcoin legal
tender in 2021, alongside the U.S. dollar

* the U.S. government considers crypto a capital asset,
similar to houses or cars or stocks/securities

— if you buy low and sell high, you have to pay capital gains
on the difference

* the SEC has sometimes said most altcoins (possibly
including Ethereum) are securities and should be
regulated

— the SEC has said bitcoin is not a security, because there is
no agreement to benefit from the efforts of others |
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