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The rise in crypto-currency

e Bitcoin has become part of the everyday lexicon. We
look at its creation, use and quality as “currency.”

e To become acurrency will take a prolonged period to
establish trust and adoption. Caveat emptor.

What are Bitcoin?

Definition of a currency:
Noun: a system of money in general use in a particular
country: the fact or quality of being generally accepted or
in use.

“Bitcoin” has entered the popular lexicon, challenging our idea
of what makes a currency, currency. The definition of currency
above does not mention the physical characteristics of the
same but that it must be generally accepted.

There have been different forms of currency over the
centuries, but what is important is that users believe it to be
currency. Banknotes themselves were introduced in China in
118BC as a promissory note. Marco Polo, in the 13" Century
recorded that paper bark was used in the place of gold or
silver. The first colony in New South Wales used rum for
currency, in the absence of printing presses. These examples
show that currency or money can be different things, they are
not static and they do not have to be physically valuable in
themselves (like gold).

As such, Bitcoins can indeed be currency, as could anything
labelled as such. As long as you believe it is.

Firstly, what are crypto-currencies? Bitcoin is one of around
50 crypto-currencies, albeit the most well-known, traded and
first established in 2009. These are de-centralised digital (or
electronic) medium of exchange. They are not backed by
physical assets but rather peer security.

Primary issuance of Bitcoin is determined by computer
algorithms which require large amounts of computer power, to
validate sequences (blocks) and proof-of-work. As more
“miners” participate in calculating blocks, the required
computer power and sequence of blocks increase; thus not
allowing an increase in the speed of Bitcoin issuance despite
more mining. Participants become Bitcoin miners to claim
transaction fees and initial Bitcoin.

Indeed one claimed benefit of Bitcoin is that in a world of
quantitative easing, this alternative is designed not to increase
above the scheduled path. Bitcoin are created at a
“decreasing and predictable rate...issuance halts completely

with a total of 21 million Bitcoins in existence®.”

! “How bitcoins are created,” www.bitcoin.org

The secondary market for Bitcoin is where most participants
will acquire them for their digital “wallets” i.e. accounts. The
price is determined on exchange via demand and supply,
similar to the broader FX market.

At present there are eight dominant exchanges but there have
been more and the number changes (Chart 1). In a study of
40 Bitcoin exchanges, 18 were found to have closed and
taken customer accounts. Popular exchanges were also found
more likely to experience security breaches?.Prices may also
vary between exchanges. The most popular in the USD
market is Mt Gox, which constitutes 52% of USD volume
(based on the latest month average volume); closely followed
by Bitstamp at 46%.

Trading of Bitcoin is most popular in CNY, at 46% of the total
Bitcoin market by currency, closely followed by USD at 45%,
EUR takes up a small percentage at 4%. This makes the
China Bitcoin exchange the largest available; it makes up 47%
of total Bitcoin trading (Chart 1).

Exhibit 1: Bitcoin Exchanges Dominated by a Few (by market)
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The price on a singular exchange has been particularly
volatile recently (Chart 2). There have been calls of a bubble
in the Bitcoin price. The price tracked an average of $5.44 in
2011 and $8.29 in 2012 but has risen exponentially from
October 2013. It peaked at $1200, and has dropped back to
$575 more recently, after regulatory changes in China.

The fact that there are multiple exchanges but only 1723
registered businesses worldwide advertised as using Bitcoin®
(no doubt there are more in reality), suggests there may be
something in the idea that there is currently more people
buying Bitcoin in anticipation of an increase in Bitcoin value,
rather than buying Bitcoin in order to use them as a payment
method. That strongly suggests a bubble in the present value
of Bitcoin.

2 Moore and Christin, “Beware the Middleman: empirical analysis of
bitcoin-exchange risk,” April 2013
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Exhibit 2: Price of Bitcoin — frothy?
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Be that as it may, it does not discount the idea of Bitcoin as a
currency or payment system, albeit a presently volatile one.

Bitcoin as a desirable currency

There are a number of qualities that a currency must have to
be effective and sustainable. The NSW colony’s use of rum fit
the bill by being recognisable but it arguably wasn’t durable
when holders got thirsty! Bitcoin has certainly captured the
attention of markets and the media, but if it is to have
longevity, these tried and tested qualities must be in
existence. These are necessary but not sufficient conditions to
qualify as currency.

Durability: the unique feature of Bitcoin is that they are
electronic, and not physical money. The concept of electronic
funds has grown, and examples of electronic units of
exchange have been around for some time in the shape of,
arguably, credit cards, but also PayPal. Stories of throwing the
hard-drive at the local tip aside, crypto-currencies are durable
in their electronic records. Computer back-ups are
recommended.

Portability: similar to durability, with an electronic version of
currency, the portability of Bitcoin is less of an issue. As long
as you have a smart-phone. Clearly there are some issues
here, with access to smart phones or portable technology not
universal. There may be restrictions on use by age or location
for example. Anyone trying to just make a mobile phone call in
a remote area in Australia could perhaps attest to that.

Fungibility: or the ability to exchange Bitcoins for other
Bitcoin without cost. For example, swapping a $10 note for
two $5's. Bitcoin are fungible, although as they come in only
one denomination it is less of a concern.

Divisibility: the ability to split a whole Bitcoin. This is possible.
It is this ability to split into fraction of Bitcoin that the
proponents of the crypto-currency believe will solve the
problem of there being a finite amount ever minted. They
believe that when there is expanded use and demand for
Bitcoin, combined with a limited supply (at 21 million), that
Bitcoin will become increasingly divided or fractionalised.

The clear flaw of that plan is the concern regarding deflation. If
one Bitcoin can provide the owner with increasingly more
goods or services over time (ie. demand outstrips supply for
Bitcoin, not goods and services), that means the price of
goods and services are falling. This tends to dampen
consumption. This may occur only when the final Bitcoin is
minted and if demand for Bitcoin use continues to rise.
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Scarcity: Bitcoins are scarce as they require expensive and
time-consuming computing resources to create. Hacking or
counterfeiting is claimed to be prevented by peer pressure or
game theory to prevent an invalid increase in minting. This has
not been entirely successful, with breaches in June and August
2011 and April 2013. The security features are being adapted
over time to address problems as the system matures.

The scarcity can also be considered a flaw. The supply of
Bitcoin is inelastic. There are periods of time at which an
increase in the money supply is warranted, to meet demand
and then cyclically reduced. Bitcoin does not allow for that.
The current spike in Bitcoin is an example. Demand for it has
risen (arguably on speculative grounds), and supply cannot
match it; hence the rise from $100 to $1200 over four months.

One factor is that there are a number of alternative crypt-
currencies. Bitcoin is the dominant system now but that is not
to say that it will remain that way. Crypto-currencies may stay
around and thrive as a payment system but not Bitcoin.

Recognisability: there is a growing awareness of Bitcoin as a
payment system. But, its use is limited. Some might suggest
that its recognisability at present is concentrated on its own
price, rather than a medium of exhcange.

The Bitcoin website shows 1723 sites worldwide that advertise
their use. In Australia, there is a café in Adelaide, a website
services firm in Melbourne, a juice bar in Sydney and a
currency exchange on the Gold Coast. There are likely to be
more than that and it is growing. But it is not yet universal.

Mention Bitcoin at present and many would discuss its use as
a store of value before its use as a medium of exchange. And
this takes us to the other properties of being a currency.

Trust and Adoption are Critical

“Bitcoins have value because they are useful as a form of
»é

money
In a discussion about Bitcoin with a computer engineer |
asked “how is it created?” and had the spiel about computing
power, energy and the resources needed to identify prime
numbers. Ok, that’s great, | may never understand the maths
but | get that it requires substantial resources to compute. The
next question “so what does it produce that is valuable?”
answer — nothing.

Bitcoin are valuable because they exist, because people
believe that it may be so. It's a self-fulfilling prophecy. There
must be trust in the system, for Bitcoin to retain any value.
This is how it differs from other payment methods like credit
cards and PayPal, which have a pool of funds backing them.
Crypto-currencies may be cheaper as a payment method
because they do not have that asset backing, but it thus relies
more on trust than alternatives.

Bitcoin comes about as a response to quantitative easing and
concern regarding central banks’ printing money. But what it
cannot replicate is the revenue generating abilities of central
banks and the governments that control them, or their inflation
fighting credentials. Neither does it have the centuries of
history that gold is backed by.

4 “How bitcoins are created,” www.bitcoin.org
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Bitcoin will work as a medium of exchange as long as
participants believe in the security of the triple-counting
system and peer-to-peer security. But this takes time. Given
this, we shall likely not know for a prolonged period of time
how successful the crypto-currency experiment will be.

The other condition that Bitcoin needs to be successful is
adoption. It needs to become broadly used and accepted. Its
(short) history so far has mostly encapsulated illegal activity
characterised by the deep-web site Silkroad; subsequently
shut-down. As already noted, there are only

four businesses in Australia registered on the Bitcoin User site
showing they accept it as a medium of exchange.

The connection between Bitcoin and illegal activity will have to
be broken before it becomes widely trusted and accepted.
Again, this takes a long time to establish. So while we cannot
say that Bitcoin will definitely not become a medium of
exchange, what we can say is that it will take a prolonged
period of time to prove.

The Regulatory Environment

The increased focus on Bitcoin has led to a wealth of
commentary and legal stance on its use from central banks
and regulators. A few are outlined below, no country has
wholeheartedly adopted its use:

Australia — RBA’s Stevens: “maybe there will be a world in
which currencies based on some computer algorithm to limit
supply as opposed to physical gold or something. There have
been many such currencies through the ages...the ones that
will survive will be the ones that hold their value which is why

we have an inflation target which we're hittings.”.

China’s PBoC have banned the use of Bitcoin by commercial
banks and the clearing of payments in Bitcoin by third-party
providers. China has been the most vocal and proactive in
preventing the use of Bitcoin as an alternative to local
currency in the major nations using (or investing in) Bitcoin.
With the Chinese market for Bitcoin the largest so far, this
may be a natural response to protect the central bank’s
authority on the money system. Needless to say, the price of
Bitcoin in CNY fell sharply on the latest announcement (18
December 2013).

The Swiss have taken a slightly different tack, by preparing to
declare Bitcoin as a foreign currency. This ensures that it is
not a domestic alternative but that it can be tracked and must
be declared so as to meet tax and money-laundering laws, but
not banning it altogether.

Germany has acknowledged its existence by declaring it a
“unit of account” for tax purposes. It is not a foreign currency
but “private money.” It now attracts a 25% capital gains tax.

The EU banking regulator has warned on the use of Bitcoin, in
regards to theft, price fluctuations and the lack of central bank
backing or security on the same. This has been followed by
the French Central Bank which said its use is highly
speculative and poses a financial risk to users. Dutch Central
Bank President Wellink noted that Bitcoin hype was akin to
the 17" century tulip bubble (but didn’t result in a flower at the

° “Bitcoin in ‘an interesting space,” says Glenn Stevens,
The Australian, 13 Dec 2013.
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end of it). The Dutch central bank has warned against their
use as they are not regulated and there was no underlying
liability. There is no deposit guarantee scheme.

Most jurisdictions treat Bitcoin as assets and require tax to be
paid on capital gains. The Norwegian government said that
Bitcoin were not considered money or currency and will tax it
as an asset, similar to Germany, at 25%,

Thailand was the first country to ban its use as it was ruled
not to be a currency.

In November, the US held a Senate hearing on the use of
crypto-currencies. Much of the discussion was positive and
upheld their use as “legal means of exchange™” There are
ongoing concerns about its use in illegal activity.

In a world that is used to being bailed out when the financial
system fails, Bitcoin’s decentralised system is a benefit to
those in favour of limited government control, but is a distinct
disadvantage to those who are used to the final bill being
picked up by governments. If the present leap in Bitcoin price
proves to be a bubble, it will be the individuals picking up the
tab, not governments. There is no deposit scheme or any “too
big to fail.” While investment in Bitcoin is small, that poses
individual risk. If Bitcoin use becomes much broader, that
becomes a risk to financial stability. Caveat emptor.

Bitcoin to replace the AUD? Not Now

We have established that Bitcoin meet most, but not all the
conditions required to be a currency. The rest may follow, but
that it will take a very long time to be proven. Its success (or
failure) will depend on establishing trust and adoption.

Bitcoin may not be the most efficient monetary system, given
the costs to create, and that the supply set-up can be seen as
both an advantage (hyperinflation is not possible) but also a
disadvantage (there are conditions which may create
deflation). But, if enough people believe in it, and use it, it may
be here to stay as a payment system.

However, there is a large red flag saying buyer beware at
current levels of price and use. With no macroeconomic
backing, it is impossible to determine fair value for Bitcoin
aside from demand and supply — but the chart of AUD/BTC
(Chart 3) below shows, BTC'’s trajectory is not one of a stable
currency.

Exhibit 3: AUD/BTC — Buyer Beware
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