Bitcoin and Money

         Virtual currencies, especially bitcoins, have attracted much public attention and scholarly interest over recent years, particularly concerning whether bitcoins could be qualified as “money” despite the fact that they do not have legal tender status in any jurisdiction.

          The Bitcoin System

          Generally speaking, bitcoin is an online payment system that can be used to transfer electronic units of value among users of a peer-to-peer network. The nominal unit of the network is referred to as Bitcoin or BTC. The transmission and receipt of bitcoins is performed by a software or web application called “wallet”, which stores all the information necessary to transact bitcoins.

          The most salient feature of the bitcoin network compared to usual bank-to-bank transfers is that the proof and transfer of ownership of a bitcoin is performed without the involvement of a designated third party. The ownership of a Bitcoin-unit is determined on the basis of a publicly accessible transaction history called the “blockchain”. In order to add transactions to the blockchain and thus confirm them irrevocably within the bitcoin network, the user community needs to provide their computing power. This is done by users performing cryptographic tasks using appropriate software tools. If the result of that task lies within a certain parameter, a “block” involving new transactions will be added to the blockchain and the person finishing the computational work required to validate those transactions will be credited with a certain number of bitcoins. This primary form of acquisition of bitcoins is commonly referred to as “mining”. As the number of bitcoins generated per block is set to decrease geometrically, the possible amount of circulating bitcoins is limited to approximately 21 million units.

However, a single Bitcoin-unit can be subdivided into eight decimal places.

Bitcoin and Money

          Money is an instrument of economic organization. It differs from traditional means of exchange in that it does not need to match the individual and immediate needs of the exchange partner. Due to its widespread acceptance, money eliminates the need for a “double coincidence of wants” between two transacting parties because, depending on the particular circumstances, everyone is willing to trade goods or services for money in some greater or lesser quantity. This results in easier and less expensive trading. Any item used as money takes on three basic functions: It has to work as a medium of exchange, a store of value, and a unit of account.

Medium of Exchange

          The most important function of money is that it can facilitate transactions in an attempt to satisfy the needs and wants of the person holding it. The functional character of a medium of exchange thus depends on its widespread acceptance among transacting parties.                 

          According to some recent press reports, bitcoins are currently accepted by over 500,000 businesses worldwide. Among them are the computer giants Dell and Microsoft as well as the online travel portal Expedia. However, out of the leading 500 online retailers, only a small minority currently accepts bitcoins. Apart from e-commerce, bitcoins also enjoy some minor acceptance in everyday commercial activity. For example, in the so-called “Bitcoin-Kiez” in Berlin’s Kreuzberg district, around 20 to 25 retail shops and companies accept bitcoins as a means of payment for goods and services.

          Store of Value

          In order to act as a medium of exchange, an item must hold its value over time. This allows one to acquire this item one day and then use it to purchase goods and services at a later date. Obviously, bitcoins embody value in so far as there continues to be an ongoing demand. Since November 2013 the exchange value of bitcoins towards the U.S. Dollar has always exceeded USD 150, and in December 2017 it reached a high, exceeding USD 19,000.

Unit of Account

Money functions as a unit of account in that it provides for a common denominator to designate the prices of the goods or services being exchanged. The value of every good and service can be expressed in terms of a monetary unit, i.e. a national currency unit such as the Euro or the U.S. Dollar. The Bitcoin-system also provides for a nominal unit (BTC) that can be used to quantify the values of goods or services and make them comparable. However, the value of a Bitcoin-unit is more volatile than practically any other state-sanctioned currency.

          Prospects for virtual currencies

          It is not currently possible to say whether and to what extent acceptance of bitcoins or other virtual currencies will increase in the future. Empirical data indicates that, in most cases, bitcoins are used to acquire investment assets rather than as a means for transactions in goods and services. As the supply of bitcoins is not subject to the control of a central authority and the possible amount of units in circulation is limited to approximately 21 million, bitcoins and other virtual currencies could offer an alternative to conventional state-sanctioned banking systems. Like in the case of gold, bitcoins obtain their value from the fact that they are not reproducible in unlimited quantities but – unlike physical items – offer most of the cost and flexibility advantages that go along with using non-cash means of payment. In view of a worldwide capitalization of virtual currencies to the amount of approximately five billion U.S Dollars, as at January 2015, the number of units in circulation will, however, not provide a solid basis to compete with national currencies1.

Excerpt from: Benjamin Beck, Do Bitcoins Fulfil the Classic Economic Functions of Money? An Analysis and its Legal Implications, Lichter-FilmFest Frankfurt International Programm (2016)

1. The market capitalization of bitcoins stands approximately at USD 159 billion, as at 8 May 2018. The price per bitcoin unit currently stands at $9,354

EXERCISE 1 Comprehension

True / False Circle the correct choice and justify your answer

1. Bitcoins can undoubtedly be considered as “money”. T / F

2. The proof and transfer of ownership of a bitcoin require the involvement of a third party. T / F

3. There is no upper limit to the acquisition of bitcoins. T / F

4. Trading without money is likely to be more difficult between two transacting parties if there is not a “double coincidence of wants”. T /F

5. Bitcoins meet the criterion of acceptance as a medium of exchange between businesses only in the area of e-commerce. T / F

6. The ongoing demand for bitcoins is evidence that they are viewed by users as a store of value. T / F

7. The author believes that bitcoins are able to fulfill the basic economic functions of money. T / F

   8. Bitcoin’s volatility is not viewed by the author as a drawback. T / F

9. Users of bitcoin or of other virtual currencies do not see them primarily as a convenient means of exchange. T / F

)10.Bitcoins are compared to gold because they are not reproducible in unlimited quantities. T / F

