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New Money III: Why the crypto debate is far
from over
One clear example of “New Money” is cryptocurrency, which fits into the
broader category of crypto-assets. The market suffered huge losses last
year casting some doubt on the future of alternative currency regimes.
But we offer two reasons why the crypto debate is not going away and
explain how it fits within the current economic and monetary discussion
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The debate around crypto is far from over
There is no doubt that 2018 was a reality check for crypto enthusiasts. Q4 2018 saw a strong
contraction in the cryptocurrency market, which led to a 45% loss of almost $100 billion in market
capitalisation. This is hardly surprising: the value of peer-to-peer cryptocurrencies has no clear
economic or legal basis. As we argued elsewhere, they do not satisfy the three basic functions of
money: store of value, means of exchange and unit of account. Therefore, the steep increase in
the exchange rate in the early stage of their adoption was simply unsustainable. However,
although the hype around Bitcoin is rapidly fading away, the debate around crypto remains quite
active and far from over, so here are few reasons why you do need to keep watching this space.

The rules of the game: “in algorithm we trust”?
Crypto supporters often argue that with blockchain technology and cryptocurrencies it is possible
to build a financial eco-system with decentralised governance. Yet there are several issues with
this idea. Firstly, before you can trust an algorithm you need to trust its coder. Ultimately, the
“money” business is a “trust” business. Some people say: trust the code, instead of the
intermediary. But most people cannot interpret the code. So people need to hire someone to vet
the code for them. But wait, that's just an intermediary. Only this time, it's an auditor.
Secondly, we think that a centralised governance is more likely to succeed given the strong
economies of scale behind the proliferation of digital assets. The economic forces driving digital
assets are no different than a platform-dominance game: the value increases (for all customers)
as more clients join. For example, having one phone in a network is useless, but having 10 phones
is much more useful. By extension, the value of the network increases as more people join the
phone network.
An area where algorithms could potentially assist is in the conduct of a monetary policy rule (e.g.
Taylor rule). However, it is hard to imagine monetary policy on "autopilot" without some form of
public accountability. What would happen when things go wrong and who would bear the
ultimate responsibility? But more importantly, monetary policy is often discretionary rather than
rules-driven. There is a difference between decentralised software, and a market without public
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intervention. Maybe technology could help to address the first issue, but market failures do exist
irrespective of technology. Therefore, don’t expect public intervention to disappear following a
technological innovation – not even a breakthrough one.

Can cryptocurrencies escape the “impossible trilemma” curse?
So, what is stopping governments from adopting cryptocurrencies? There are two main issues, one
relates to technology, the other one to international finance and politics.
The first issue is the Scalability Trilemma, which describes the impossibility, at least with current
technology, to have scalable, secure and fully decentralised cryptocurrencies all at the same time
(Fig.1). In other words, you can pick and choose two out of three options, never all of them
together. Bitcoin, for example, prioritised security and decentralisation over scalability. Conversely,
if you want a decentralised and scalable cryptocurrency, you have to make concessions on
security. You can’t have them all.

Fig. 1 - The Scalability Trilemma

Source: Vitalik Buterin, J.Dwyer

The second issue relates to another popular Impossible Trinity, which states that a country cannot
achieve free capital mobility, monetary policy autonomy and a stable exchange rate all at the
same time (Fig. 2). As an example, if a small open economy decides to peg its exchange rate to
that of a more developed country, then according to the trilemma, the smaller country is
confronted with a choice: either it preserves the freedom to conduct monetary policy in the
presence of capital controls, or alternatively it binds its monetary policy to that of the other
central bank preserving free capital movements. If two countries had, for example, two different
policy rates in the presence of free capital mobility, strong capital flows would add further pressure
to break the parity.
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Fig. 2 - The Policy Trilemma

Source: Source: Lars Oxelheim (1990). The chart is a reproduction appeared
on The Economist.

So, how do cryptocurrencies fit within the latter? On the one hand, governments can shut down
cryptocurrencies at any time. However, the main point here is that even if governments were to
adopt a cryptocurrency as their legal tender, the Impossible Trinity would bind governments to
stick to either option A or B in the chart above, effectively diminishing their “policy menu”.
These are two important reasons why we don’t expect a wide adoption of cryptocurrencies in the
new future. In our view it is more likely to see progress on central bank-issued digital currency,
which is the topic of a separate New Money article. Moreover, the blockchain technology
underlying cryptocurrency remains promising. One area where we see a lot of potential is that of
securities trading on a blockchain platform: security tokens, which we will also address in a
separate New Money article.
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