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IS CRYPTO BECOMING MAINSTREAM?

Unprecedented trading volumes and dizzying price rallies have sparked a dramatic uptick in

interest in cryptocurrencies as of late. No longer perceived as niche technological curiosities,

cryptos are now the subject of heated discussion in financial circles and in the boardrooms of

world-class companies. In this focus series, we drill down into this relatively new asset class and

explore the question on everyone’s lips: Is crypto becoming mainstream?

The series begins with a refresher on what cryptocurrencies and the underlying technology –

blockchain - actually are. We will then go on to question whether cryptocurrencies could ever be

considered as a viable alternative to money. Thereafter, we will look at cryptos through the lens

of a portfolio manager. Finally we will look at what we think the future may hold for cryptos as

regulators turn up the heat and central banks enter the fold.
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Part I

A REFRESHER: WHAT ARE CRYPTOCURRENCIES?

 

In 2018, John Oliver, on his famous “Last Week Tonight” show, made an episode on

cryptocurrencies. At that time, he described them as “everything we don’t understand about

money combined with everything we don’t understand about computers”, while also mentioning

that it is always dangerous to make predictions about where tech is going.

Cryptocurrencies have gone from little-known, niche technological curiosities to rapidly

proliferating financial instruments that are the subject of intense public interest.

With the media full of stories around crypto entrepreneurs becoming millionaires, not to

mention fervour on Reddit and Twitter, short-term investors and speculators are experiencing

the FOMO effect (Fear of Missing Out). Crypto obviously had great momentum and accelerated

adoption in 2020, like a lot of other things during the pandemic.

There are many different cryptocurrencies out there that serve different purposes. At its most

fundamental level, a cryptocurrency is simply a peer-to-peer digital payment system. The world’s

most valuable cryptocurrency is Bitcoin [1]. Bitcoin has extended its 2020 rally, which saw it

skyrocket over 300%, into the new year. Following Tesla’s announcement that it bought $1.5

billion worth of bitcoins in February 2021, its price surged to new highs above $50,000. In 2021

alone, up to February 26th, its price is up roughly 58%.

Graph 1: Bitcoin price in USD
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Source: Bloomberg, BIL

With some corporates adopting bitcoins and putting those on their balance sheets, we are now

observing a reversal of career risk for CFOs and fund managers. Not so long ago, discussing and

commenting on cryptocurrencies was unconceivable. It’s now publicly discussed in many areas,

from investment strategy to corporate treasury. 

The spectrum of views on cryptocurrencies is broad: Some see them as the future of monetary

and payment systems that will displace government-backed currencies, others see them as a

passing fad with little real value.

Everyone knows something about Bitcoin, but not so many can say what exactly it is. If you are

familiar with the main concepts of Bitcoin, you can skip right ahead to Part II of our series.

 

BITCOIN: WHAT IS IT? HOW DOES IT WORK? WHAT IS THE POINT?

The short answer is that Bitcoin is a cryptocurrency or digital asset made secure by

cryptography. It appeared in 2009 [2] as a digital decentralized currency, being open source, not

controlled by governments, corporations or any individual. Rather, it is a peer-to-peer network

powered by its users.

Bitcoin is based on blockchain technology, chaining all historic transactions carried out on the

network. In each block we find all transactions by all users over the past 10 minutes. Any

transaction carried out in bitcoins is registered in the blockchain; a public record that anyone

can download and check. Data is encrypted and while all transactions are visible, the identity of

users is hidden. Only the Bitcoin protocol can know exactly who owns what and only when there

is a transaction request. The balance of each person’s accounts is never entered as such in the
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blockchain, only the key provided by a user, known by this person alone, allows this person to

check his accounts. The accounts of each user remain anonymous, yet it is impossible to spend

money that you do not have. 

In blockchain technology, data is not stored in a central server, but across a huge network of

computers, which is constantly checking and verifying if the records are accurate. This makes

hacking a lot harder, if not impossible. Since Bitcoin came into existence, the entire network has

not been hacked. There have been instances of exchanges or wallets being hacked [3], but not

the entire network.

 

Computing power is needed for the blockchain to verify transactions. Instead of having servers,

the protocol uses machines from some network members who have requested to be checkers.

These verifiers are called miners. In addition to validating data relating to transactions that will

form a block, miners - or rather their computers - must solve math problems[4], some sort of

computationally-intensive puzzle. The complexity of these problems constantly varies in

accordance with the number of miners connected, which makes it possible to maintain a block

validation time of close to 10 minutes. It is named the proof of work and it is one of the

essential points that secures the blockchain. An extra layer of complexity is that there is also a

random variable to ensure that it is not always the same miner who validates all the blocks.

Miners are paid by the protocol in newly-created bitcoins. This is the only way to create new bitcoins.

 

The amount of new bitcoins released with each mined block is called the "block reward." The
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block reward is halved every 210,000 block transactions. The last bitcoin halving was in May

2020; at the current pace, the next halving will occur sometime in 2024. [5]

As every block has the identifier of the block below it via an encryption key, all blocks are linked

to each other (hence the name blockchain). Modifying a block at any point in the chain, means

invalidating all the blogs which are above it. For end users, Bitcoin is nothing more than a

mobile app or computer program that provides a personal Bitcoin wallet, allowing a user to

send and receive bitcoins. Bottom line:

Bitcoin is based on the properties of mathematics rather than relying on physical properties (like gold or silver) or

trust in central authorities (fiat currencies).

Bitcoin investors believe that because there is a theoretical cap on the number of bitcoins that

can ever be mined, the cryptocurrency will become increasingly valuable at a time when central

banks have been printing more money than ever before. That is why some of those investors

call bitcoins “digital gold”.

 

In our next article in the series, we question whether cryptocurrencies could actually serve as an alternative form of money,

looking at the key economic functions that money serves: to act as a medium of exchange, a unit of account and a store of

value.

 

Footnotes:

According to Coinmarketcap.com, bitcoins total value accounts for almost two-thirds of1.

all cryptocurrencies in February 2021

The Bitcoin whitepaper was published in 2008 by a pseudo-anonymous author named2.

Satoshi Nakamoto. It was the first time ever that somebody put together the ideas of a

digital currency and blockchain technology.

In February 2014, Mt Gox, the largest cryptocurrency exchange at the time, filed for3.

bankruptcy after 744,000 bitcoins were stolen.

he math problem that these mining computers solve serves no purpose other than to4.

secure Bitcoin's network from attackers wishing to "double spend". Miners receive

bitcoin as a reward for verifying "blocks" of transactions on the blockchain.

At inception, each bitcoin block reward was worth 50 bitcoins. As of February 2021, one5.

block reward was worth 6.25 bitcoins.
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such use or distribution would be contrary to law and/or regulation. If you have obtained this Publication from a source other than the Bank

website, be aware that electronic documentation can be altered subsequent to original distribution.

As economic conditions are subject to change, the information and opinions presented in this outlook are current only as of the date indicated in

the matrix or the publication date. This publication is based on data available to the public and upon information that is considered as reliable. Even

if particular attention has been paid to its content, no guarantee, warranty or representation is given to the accuracy or completeness thereof.
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