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5 The politics of alternative currencies

Introduction

Until now, this book has either examined alternative currencies in general
(Chapters 1 and 2) or focused on arguments related to a limited group of them.
Chapter 3 studied the case for bounded currencies, the use of which is limited
in some way, and Chapter 4 analysed several arguments raised by the propo-
nents of LETS and local currencies against the market. This chapter is con-
cerned with two other specific currencies, namely Bitcoin and Central Bank
Digital Currencies (CBDC), whose relatively recent emergence has brought
about important changes to the way we think about money.

Relying on cryptography and peer-to-peer networks, cryptocurrencies
such as Bitcoin do not rest on a central authority nor require any centralised
management or system of payment. In the wake of criticism of the contem-
porary banking system following the 2007 financial crisis, they have gained in
popularity and have been presented as an alternative to the current pay-
ment system.

Having inspired a great number of alternative cryptocurrencies such as
Ripple, Dogecoin, and Ethereum, Bitcoin remains the most prominent crypto-
currency in terms of valuation and public recognition. I will therefore focus on
Bitcoin, but the following discussion could also apply to other cryptocurren-
cies insofar as they share Bitcoin’s aims and main characteristics.

Bitcoin has been the subject of much enthusiasm, billed by some as “the
future of money”,! or presented as “challenging the global economic order”.?
Its proponents are often highly critical of state regulations over money, some-
times conceived as inadmissible infringements on freedom, or as inefficient,
unsecure, and inflationary.

Naturally, Bitcoin has also attracted a fair amount of scepticism, some
going as far as denying that Bitcoin really constitutes a form of money,* or
noting that the valuation of Bitcoin exhibits all the characteristics of a specu-
lative bubble.* Moreover, a substantial amount of commentary on Bitcoin
focuses on its technical functioning, or on discussing the achievements and
flaws of its underlying technology.’
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Bitcoin has received much attention in the media and public debate in recent
years. Increased public attention has also triggered reflection about the role of
central banks and of monetary policy, and about possible reforms of tradi-
tional forms of money. While some see these new currencies as a potential
threat to the stability of monetary systems, most commentators — including
central bankers themselves — acknowledge that the technological innovations
associated with cryptocurrencies can have interesting applications for mone-
tary policy. In fact, several central banks are currently studying the possibility
of issuing their own digital currencies, which have been dubbed “Central Bank
Digital Currencies” (such as the e-krona in Sweden).® In any case, while their
exact form is still unclear, CBDC would allow firms and citizens access to
(a new form of) digital money issued directly by central banks.

The research literature on CBDC is growing at a fast pace, and it will not be
the purpose of this chapter to review it in its entirety. A significant part of the
literature on CBDC is enthusiastic, arguing that it would provide central banks
with new policy instruments that have the potential to challenge the influence
of private financial institutions.” The literature from central bankers them-
selves is more mixed and tends to concern technical details about the conse-
quences of CBDC for monetary policy and financial stability.®

My aim in this chapter is to analyse and compare Bitcoin and CBDC. I will
avoid dwelling too long on how the technology behind these currencies works,
and I will only briefly consider the discussion as to whether they are a form of
money.” Rather, in this chapter, I want to take Bitcoin’s and CBDC’s propo-
nents at their word: if we consider them as a form of money, are they appropri-
ate for use as a currency? Each of them, though for quite different reasons, is
often hailed for its supposed advantages over the conventional payment sys-
tem. They have been praised for being more stable, safer, and more efficient
than more conventional forms of money, or for allowing to dispense with the
need of a central authority. They could also decrease the financial system’s
reliance on the commercial banks. This chapter will inquire whether they can
effectively meet these expectations, and at what cost.

The first half of this chapter will be concerned with analysing whether
Bitcoin and CBDC can deliver on their promises.!® After a brief presentation
of Bitcoin, I will delineate the main arguments in its favour, its main promises,
and its ethical underpinnings. I will then show that Bitcoin has so far failed to
deliver on these promises, and that we have strong reasons to think that it can-
not in fact meet the expectations of its supporters. I will then turn to CBDC
and show that it is more promising as a currency (or, in fact, as a means of
payment, for, as we shall see, it would not be a new, independent, currency, but
an additional payment option available to financial institutions and private
individuals). Its main potential advantages fall into two categories: some are
technical, having to do with the efficiency and stability of the payment system;
others are political: CBDC could provide central banks with an additional
monetary policy instrument, which could significantly reduce the influence of
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the private financial system (mainly commercial banks) on monetary affairs.
However, CBDC also has its own drawbacks. Its greatest potential problem, or
so I will argue, is that it would give additional powers to already powerful (and
to a large degree, undemocratic) institutions. Thanks to CBDC, central banks
would gain additional tools to influence the economy. But without proper
democratic checks and balances, this would further exacerbate the current
imbalance of power at their advantage.

The proponents of Bitcoin and CBDC exhibit opposite views on the role of
the state in monetary affairs. I shall discuss the political philosophy underpin-
ning these different views of the state, and argue that, despite the fact that each
has its problems, the view underpinning CBDC is more palatable than the one
supporting Bitcoin. In the concluding section, I briefly discuss what place
exactly the state must take in monetary affairs and consider the appropriate
division of power between private and public financial actors.

What is Bitcoin?

As we have seen in Chapter 1, Bitcoin is not legal tender in any country (with
the exception of El Salvador) and thus constitutes an alternative currency. Yet
it differs in many respects from more “usual” examples of alternative curren-
cies. In particular, contrary to LETS, local currencies, and Time Banks, Bitcoin
is a universal currency, which can, in theory, be used to buy anything anywhere.
Bitcoin also differs in important respects from official currencies, such as the
euro or the dollar. These differences are at the centre of this chapter.

For the most part, in modern capitalist societies, money takes either of two
forms: cash or bank deposits. Cash, that is, coins and notes, is usually emitted
by the central bank of each monetary zone (the European Central Bank for the
Eurozone, the US Federal Reserve for the dollar), while deposit money, which
constitutes the vast majority of the money supply today, is made up of funds
held in deposit accounts in commercial banks. Bitcoin differs both from cash
and from deposit money. It is a decentralised cryptocurrency that rests on a
distributed repository, protected and managed through the use of cryp-
tographic protocols. Contrary to cash and deposits, it is, in theory at least,
independent from any central authority.

First, Bitcoin is not backed by a state or by a central bank. Contrary to the
euro or the dollar, where a central bank is in charge of ensuring price stability
and financial stability through adequate monetary policy, there is no such cen-
tral authority in the Bitcoin system. There is no lender of last resort either, that
is, a state or a central bank that could bail out banks in the event of finan-
cial panic.

Second, Bitcoin’s payment system is entirely decentralised and rests on an
open-source cryptographic protocol. This protocol originates from an article
published in 2008 by a certain Satoshi Nakamoto (2008), whose identity
remains mysterious.!! The central innovation of Bitcoin, which puts together
previous advances in cryptography, such as the proof of work technology, is
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that it is based on a decentralised public ledger. In a conventional payment
system, banks hold a record of transactions and ensure that no unit of money
is used more than once by the same user (“double-spending” problem). With
Bitcoin, this control system is decentralised through a public ledger system
operated on a peer-to-peer network. This ledger has several important proper-
ties.!? First, every user can verify and process transactions. Moreover, the
Bitcoin protocol secures the ledger against falsifications, without resorting to
any banking institution or any central authority. Finally, an important conse-
quence of the public availability of this ledger is that Bitcoin can only preserve
a “pseudo-anonymity” for its users: details of all transactions are logged on the
public ledger, where the only indication of the identity of their parties is their
Bitcoin address.!*

A third crucial difference between Bitcoin and official currencies lies in its
creation process. Every user can participate in the creation of new Bitcoins, by
resolving a deliberately complicated series of algorithms (though in practice
this “mining” process is mainly taken up by professional miners). The first
Bitcoins were created from scratch and used by the first Bitcoins users. The first
user of the protocol, assumed to be Nakamoto himself, mined the first 50
Bitcoins in 2009.'* The following Bitcoins are created when new transactions
take place, as a reward going to those who successfully add a new block to the
ledger. More precisely, miners, by solving puzzles, try to verify each transaction
and to get the right to add it to a new “block” containing several transactions,
appended in the Bitcoin ledger (also called the “Blockchain”, for that reason).
This new block is accepted within the ledger if it contains a valid transaction
and a new puzzle solution. Miners are all competing to verify each transaction
in order to get the reward attached to the completion of a block. Along with
this reward, miners may also set a fee for processing transactions, as a comple-
mentary revenue. Eventually, every time a block is verified, new Bitcoins
are mint.'

However, the Bitcoin creation process has an algorithmic limit. The Bitcoin
protocol has a marginally decreasing rate of Bitcoin creation per block.
Therefore, the total supply of Bitcoins will asymptotically approach the
amount of 21 million, which, according to some estimations, will be reached
around the year 2040.'° The reward of miners is therefore set to decrease, being
divided by two every 210.000 blocks, while the difficulty of mining is pro-
grammed to increase along with the network size. As we shall see in later sec-
tions of this chapter, the purpose of this limit is, according to its creator Satoshi
Nakamoto, to make sure Bitcoin does not lose its value over time.

Is Bitcoin money?

Whether Bitcoin is money is a highly debated issue in the literature.!” In eco-
nomics, it is often argued that what money is relates to what money does:
something is money as long as it serves several functions, which, traditionally,
are the following: means of exchange, store of value, unit of account. On the
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basis of that theory, it has been argued that the currencies that fail to serve
these functions well should not be conceived as money.

For instance, David Yermack argues that Bitcoin is not a real currency
because it does not fulfil the traditional functions of money sufficiently well.!®
Similarly, JP. Smit and his co-authors claim that money is whatever is effi-
ciently used as a means of exchange, that is, as a device to reduce transaction
costs.!” Since Bitcoin is not largely and efficiently used as such, they argue that
it is merely a financial asset.

I think that these claims are mistaken, though.? First, the definition of
money is a controversial issue. Philosophers such as John Searle, anthropolo-
gists like David Graeber, and sociologists and economists like Nigel Dodd and
Geoffrey Ingham have, for a variety of reasons, criticised the view that money
is defined by its functions.’! Instead, money is sometimes conceived as a debt
token, or as a social relation, among other examples. It is not at all clear, then,
that the classic theory of money constitutes the right basis for assessing whether
Bitcoin is money.

I think, however, that the main issue with the claim that Bitcoin is not money
lies elsewhere. Let’s assume that the classic theory of money is the right one
and that money’s functions are well defined. How well a currency fulfils them
is difficult to assess in practice, though. In fact, no currency could be said to
fulfil all functions well for everybody all of the time. Does that mean that no
currency can properly be called money? Are we all wrong to call dollars
“money” after the 2007 financial crisis? Certainly not. But then, how well
should a currency function, and for how many people, in order to be counted
as money? J. P. Smit and his co-authors argue that Bitcoin should not count as
money because “at present, the vast majority of bitcoins are traded as a spec-
ulative investment, not as a means to lower transaction costs”.?> I wonder why
this would disqualify Bitcoin as money. Large quantities of dollars, euros, and
pounds are also traded as assets, and speculation on currencies is a profitable
business. Moreover, Bitcoins do serve as a means of payment, though maybe
not the majority of them. Finally, as we have seen in Chapter 3, some curren-
cies, such as local currencies, are used only in a very tiny geographical area.
Yet, most of their users would say they are money.

I think that what money is should not be confused with how successful it is
(whatever this means). Squeezing into the definition of money an account of
its efficiency, or of its success in fulfilling certain functions, should be avoided.

This chapter will not postulate any theory of the nature of money. Rather,
it will assume, for the sake of the argument, that Bitcoin is money. My goal is
to take its proponents at their word, and therefore, to see whether it can be
successful as a currency. Considering that Bitcoin is money, then, is a method-
ological assumption, not an ontological stance on the nature of money. I am
open to the claim that Bitcoin is in fact not money (though not for the reasons
advanced by David Yermack, J. P. Smit, and others), but this shall not matter
for the purpose of the present inquiry.
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The ethics of Bitcoin

Bitcoin’s proponents do not form a homogeneous group, and different people
may support Bitcoin’s adoption for different reasons. However, the main recur-
ring cases for Bitcoin may be summarised as follows:

- Bitcoin can constitute a more stable currency than conventional state-
sponsored money, by taking monetary policy out of the government’s hands.

- Bitcoin can provide a more secure and efficient payment system, compared
to a system relying on trusted third parties.

- Bitcoin can dispense with the need of coercive institutions such as states and
central banks, by achieving a decentralised securing of transactions through
cryptographic proof.

- Bitcoin helps protect users’ privacy against abuse of state power through
government surveillance.

Let me analyse each of these claims in turn.

Is Bitcoin a stable currency?

First, Bitcoin is often hailed as a means to achieve a more stable monetary
system.? As Satoshi Nakamoto stresses, with conventional currencies, “the
central bank must be trusted not to debase the currency, but the history of fiat
currencies is full of breaches of that trust”.?* This criticism reminds the neolib-
eral critique that state monopoly in the issuance of money will necessarily lead
to over-inflation, resulting in depressions and unemployment. Friedrich Hayek,
perhaps the most vocal proponent of neoliberalism, argues that governments
have a tendency to abuse their monopoly power over money by systematically
creating too much money, hence fostering inflation.” Milton Friedman, the
influential neoliberal economist, argued that monetary policy should “avoid
wide swings” and proposed to tie the hands of the central bank by setting a
fixed annual rate of growth of the money supply.® His argument is based on
historical evidence, but also on his own theory, which, similar to Hayek’s, pre-
dicts that excessive money creation is inflationary and cannot impact employ-
ment in the long run.

The Bitcoin protocol is designed in this spirit: since no central agencies can
control the Bitcoin’s supply, whose rate of growth is set to decrease steadily, it
is immune from inflation. Actually, unless a majority of nodes decides collec-
tively to modify the protocol itself, there is no procedure for altering the rate of
Bitcoin creation.

It is not my purpose to discuss the economic merits of such a fixed or “algo-
rithmic” monetary policy, an issue which is the subject of an extensive litera-
ture.”’ Leaving that theoretical issue aside, I will focus on the day-to-day
workings of Bitcoin as a currency and examine whether it does in fact abide by
its own promises. I will argue that, in practice, its high volatility compared to
other currencies seriously undermines its quality both as a means of exchange
and as a store of value.
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Financial economists have studied Bitcoin’s volatility in depth. Gerald
Dwyer finds that Bitcoin’s average volatility is always higher than that for gold
or a set of foreign currencies.?® Econometric analysis also shows that the price
of Bitcoin exhibits speculative bubbles.”” These studies show how, for many
users, Bitcoin is mainly used as a speculative asset, which people buy and sell
for the sake of rapid financial profit, explaining why, as a consequence, its
value has varied sharply throughout time.

Why does volatility matter? First, a volatile asset is a less secure asset, from
an investor’s point of view. Contrary to gold or government bonds, it might
yield a greater return but bears the risk of abruptly losing its value. Second,
volatility means that one cannot predict the value of a commodity (labelled in
Bitcoin) even in the very near future, because the valuation of the currency
tends to fluctuate constantly and in a random way. This means that Bitcoin
cannot be a stable unit of account as it is unable to represent adequately the
value of goods and services. Volatility exacerbates uncertainty and undermines
the possibility of contracting in Bitcoin, which cannot, therefore, constitute a
reliable means of exchange and a secure store of value.

In sum, the empirical evidence from Bitcoin’s financial records appears to
contradict the claim that Bitcoin can provide a stable means of payment and
store of value, and thus dashes the hope that it can function as a stable cur-
rency, in line with the theoretical prescriptions of Milton Friedman and
Friedrich Hayek.

Does Bitcoin provide a secure payment system?

Bitcoin is often presented as the basis for a more secure and efficient payment
system, which allows to dispense altogether with the need for a trusted third
party.*® According to James Angel and Douglas McCabe, Bitcoin “represents
a technological solution that creates appropriate incentives for honesty with-
out needing a government to enforce laws against dishonesty”.3! This motiva-
tion originally comes from a distrust of banking institutions, which, in the
context of the 2007-2008 global financial crisis, many consider as unsafe.’
Presenting Bitcoin in the aftermath of the crisis, Satoshi Nakamoto has some
harsh words for our current banking system: “Banks must be trusted to hold
our money and transfer it electronically, but they lend it out in waves of credit
bubbles with barely a fraction in reserve”.** Bitcoin’s payment system is pre-
sented as safer, since it does not require trusting any particular payment inter-
mediary. Moreover, Nakamoto also points to two other disadvantages of
having to rely on a trusted third party: the transaction costs it induces and the
possibility of fraud through reversal of transactions.* By providing “a system
based on cryptographic proof instead of trust”, Bitcoin purports to reduce
transaction costs due to the absence of intermediary and to reduce opportuni-
ties for fraud by making transaction irreversible.*

However, while Bitcoin’s protocol itself has been remarkably secured against
possible abuses or manipulations, this security is undercut by the difficulty for
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users of securing their Bitcoins against fraud or loss. Indeed, Bitcoin users are
faced with a dilemma between ensuring their own security and trusting inter-
mediary services.

Storing one’s wallet on one’s computer is not much different than keeping
one’s money in a safe: unsecure password can be cracked, stolen through
“phishing” scams, or simply forgotten. And because Bitcoin transactions are
non-reversible, victims are left without recourse in case of theft.

Therefore, for many users, online wallet services and even Bitcoin exchanges
can appear as safer alternatives for storing and trading one’s Bitcoins, just as
banks are considered safer than keeping one’s money in safes. But if one
resorts to such online intermediaries, Bitcoin is not any more secure than con-
ventional currencies, where one has to rely on banking and payment interme-
diaries. It can be even less secure, as few of these services are (for the moment)
regulated beyond the usual protection of general contract and insolvency law
(the main focus of legislators having been the use of cryptocurrencies for
money laundering).

Users of cryptocurrencies are therefore left without much protection against
fraud or bankruptcy. As the European Banking Authority rightly highlighted
shortly after the advent of Bitcoin, “no specific regulatory protections exist
that would cover you for losses if a platform that exchanges or holds your vir-
tual currencies fails or goes out of business”.*

On the contrary, centralised payment systems, such as the Euro system, are
partly protected from such events. In Belgium, for instance, banking deposits
are guaranteed by the state up to 100,000€ per person.’’ Of course, the protec-
tion of deposits differs from the protection of payments. However, the fact that
deposits are protected is an indirect protection of payments: people are ensured
that their money is safe (or a large part of it) and the continuity of payments is
therefore guaranteed. Moreover, states usually play the role of lender of last
resort. If banks go bankrupt, that is, if they cannot honour their debts any-
more, states can usually bail them out to avoid a collapse of the economy.*
These two kinds of protection are absent from the Bitcoin’s payment system,
which exposes users to frauds and to bankruptcies of exchange platforms.

Can Bitcoin avoid formal governance?

A third argument contends that Bitcoin may contribute to lessening the level
of state coercion facing individuals, by putting money out of the control of
government or any centralised institution. Indeed, another common objection
to the exercise of monetary policy by states, besides stability, stems out of a
libertarian concern for the protection of the rights and liberties of individu-
als.* Safeguarding these rights and liberties puts limits on what others can
legitimately do to people without their consent. The state should keep only a
marginal role, which basically consists of protecting property rights from theft
or fraud.* Apart from that, state intervention in the economy encroaches on
individual freedom (i.e., it amounts to coercion) and is therefore wrong.
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This argument clearly rejects the possibility of the state’s monopoly over
money. In the words of Murray Rothbard, such a monopoly allows the state to
act as a “legalized, monopoly counterfeiter” and use monetary creation as “a
giant scheme of hidden taxation”, thereby violating individual property
rights.* Similarly, for Friedrich Hayek, “legal tender is simply a legal device to
force people to accept in fulfilment of a contract something they never
intended”.* It thus violates their freedom to set voluntarily the terms of a
contract.

Libertarianism constitutes an important philosophical root among Bitcoin
proponents.* For libertarians such as Kevin Dowd, Bitcoin safeguards “the
freedom of the individual to trade, and the freedom of the individual to accu-
mulate, move and protect his or her financial wealth — in other words, financial
freedom”.* Because it supposedly allows to dispense with the need for any
central institution, Bitcoin may significantly weaken the hold of coercive insti-
tutions over individuals’ lives.

Whatever the merits of the underlying libertarian argument, it is dubious
that Bitcoin can dispense altogether with any formal governance or trust in
some privileged actors. While Bitcoin has indeed no formal governance (there
is no constitution or founding principles setting decision-making procedures),
a set of practices have emerged, in the interplay of three categories of actors:
core developers, miners, and users.

Taking over from Nakamoto’s initial drafting of the protocol, the core
development team enjoys a sort of moral authority over the community,
which entrusts it for technical decisions. As with many open-source develop-
ment projects, Bitcoin follows an “autocratic-mechanistic” model, where any-
one is free to contribute code, but a small group of co-opted developers (the
core developers) can ultimately decide which changes get implemented in the
software.®

However, it is important to note that the Bitcoin core development team
cannot impose any modifications to the existing Bitcoin protocol without the
consent of at least a substantial number of miners or users. Since Bitcoin relies
on an open-source software, any user could refuse to update its software and
continue to use its older version or propose an alternative change to shift the
software development in a different direction, thereby creating a “fork™ (an
alternative branch of a software development). In the case of Bitcoin, this can
happen essentially through two mechanisms.

The first is called a “soft fork” and consists of adding stricter rules deter-
mining which blocks or transactions are valid. A soft fork can be imposed on
the existing network with the collaboration of miners with a mere majority of
hash-power, which can enforce the new rules by rejecting blocks or transac-
tions that do not conform to the change. The second is called a “hard fork”,
which touches on the fundamental characteristics of the protocol such as block
structure or difficulty rules. As it is not backward compatible, a hard fork
requires all full nodes to upgrade, or the blockchain could split between users
using the new updated version and those using the old version.
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For a long time, these issues of governance were mostly ignored, due pri-
marily to the idea that the developers’ role was purely technical and unlikely to
cause deep ideological divergence. In the last few years however, the Bitcoin
block size controversy has brought to light the importance of governance and
what Primavera de Filippi and Benjamin Loveluck call the “invisible politics”
of Bitcoin.*

A first risk of split occurred in 2015 when some Bitcoin core developers
proposed a fork called “Bitcoin XT”, aiming to increase its block size from
1 to 8 Mb. After much debate, the Bitcoin community stayed loyal to the orig-
inal Bitcoin protocol (billed “Bitcoin Core”), thus avoiding a definite split. But
the attempts by the reformists pursued, and during 2016 and 2017 various fork
proposals have been made, either by consortiums of miners or by users. To
succeed, these reform proposals generally require reaching a particular adop-
tion rate of a qualified majority of miners or users before a given date. This
process remains complex and risky for the integrity of Bitcoin’s blockchain.
And indeed, it already generated its first major split: in August 2017, after
months of Bitcoin scaling controversy, a group of users successfully hard-
forked Bitcoin, as well as its whole transaction history, into a new cryptocur-
rency with a block size of 8 Mb, named Bitcoin Cash. While the hard fork did
not cause the rate of Bitcoin to crash, as some feared, it nonetheless showed
that the risk of a Bitcoin schism was a very real possibility.

The risk of schisms is a huge problem for cryptocurrencies, where network
effects are crucial: a currency can only function as such if enough people are
willing to exchange it or accept it as a means of payment. Schisms could signif-
icantly weaken Bitcoin by diminishing its attractiveness as a medium of
exchange. Admittedly, until now the existence of a great number of alternative
cryptocurrencies has apparently not curbed user enthusiasm for Bitcoin.
However, there is a significant risk that the ongoing multiplication of Bitcoin
clones (such as “Bitcoin Cash”, “Bitcoin Gold”, and “Bitcoin Diamond”) will
constitute a factor of confusion for the broader public, thereby threatening its
ability to be used as a mainstream medium of exchange.

Therefore, not only is Bitcoin not the self-governing, radically decentralised
currency that some of its supporters would want it to be. Bitcoin’s informal
governance, plagued by the risk of schisms, also constitutes a significant threat
to its sustainability as a currency.

Consequently, either the Bitcoin community retains its own libertarian form
of “governance”, with risks for its governability, user base, and security, or it
recognises that some degree of formal central governance is inevitable. But that
recognition leads to what Vili Lehdonvirta bills the “blockchain’s governance
paradox”: if Bitcoin users address the problem of governance by trusting a
central institution to make the rules, then why do they need a decentralised
cryptocurrency anymore?*’

The prevailing scepticism against governance among the Bitcoin commu-
nity has made any change in its algorithmic regulation very difficult and long
to achieve and prevented putting in place any structural reforms. As a
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consequence, Bitcoin’s informal governance model cannot meet its promise to
provide a reliable alternative to the allegedly flawed centralised banking system.

Can Bitcoin improve payment privacy?

Bitcoin’s fourth alleged advantage flows from the previous one: because
Bitcoin’s payment system (supposedly) does not rely on trusted intermediaries,
it would better protect the privacy of its users than conventional means of
payments. For instance, Satoshi Nakamoto complains that “we have to trust
[banks and payment intermediaries] for our privacy [and] trust them not to let
identity thieves drain our accounts”.®® In the aftermath of the NSA surveil-
lance scandals, which has shown that private intermediaries could rarely be
trusted to protect the privacy of their customers against overreaching state
authorities, privacy has often been viewed as one of Bitcoin’s main appeal.

There are many good reasons why people might seek privacy in their trans-
actions. They might wish to avoid mass data collection of their transaction
history by private companies for targeted marketing, or they can be political
opponents, fearing retribution from authoritarian regimes.

However, these privacy-protecting features are also what makes Bitcoin a
particularly suitable tool for engaging in fraud, illegal business and tax eva-
sion, which has been a recurrent concern for lawmakers. Yet is Bitcoin really
protecting its users’ privacy?

At the core of the Bitcoin protocol are two distinct features, which have
opposite tendencies in terms of anonymity. On the one hand, Bitcoin’s public
ledger tends to make it more transparent, as all transactions are logged in a
publicly accessible ledger. On the other hand, Bitcoin’s peer-to-peer network
tends to make it more anonymous (as it does not rely on the presence of finan-
cial intermediaries holding all the users’ information).

As others have noted, Bitcoin only provides pseudo-anonymity, in that
while a given transaction only lists the pseudo-anonymous Bitcoin address of
the sender and receiver, details of all transactions are logged on the public
ledger. Therefore, as Jason Luu and Edward Inwinkelried put it, “[i]f a Bitcoin
address could somehow be associated with a specific identity, the pseudo-
anonymity would be penetrated”.* Parties to a transaction could be traced
back to the holder of an exchange account, by using identification techniques
such as traffic analysis and transaction graph analysis. State authorities could
use such information to identify customers of cryptocurrency exchanges, pro-
vided that “Know Your Customer” obligations are imposed on these exchanges.
In the EU, for instance, all payments and transactions in cryptocurrencies are
subject to obligations for financial operators to report transactions suspected
of being the proceeds of criminal activity or being related to money laundering
or terrorist financing.%

Therefore, until Bitcoin use becomes sufficiently widespread that an auton-
omous Bitcoin economy could be imaginable, the position of gatekeepers held
by exchanges in the flow of Bitcoin appears to undercut the claim for Bitcoin
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to be any more privacy-protecting than conventional currencies. Indeed, nei-
ther Bitcoin nor the euro or the dollar is entirely disintermediated; they are just
relying on different sorts of financial intermediaries.

Of course, users could possibly resort to exchanges or mixing services based
in lax or lawless jurisdiction, in order to minimise the risk that their data be
handed over to the authorities by such services. They would however face an
important issue of trust, as those unregulated mixing services are also likely to
be the less reliable, with little guarantee of seeing one’s money back in case of
fraud. This apparently happened to Sarah Meiklejohn and her co-authors
while studying these services. They note in their article that “[o]ne of these
[mixing services], BitMix, simply stole our money”.%!

The latter example illustrates how the decentralised (although not entirely
disintermediated) nature of cryptocurrencies like Bitcoin comes with one
important drawback for user privacy: without banks or other financial institu-
tions, users are solely responsible for the privacy of their transaction. And any
average — not particularly tech savvy — consumer will be more likely to commit
some privacy oversight in its Bitcoin transactions. Therefore, paradoxically, the
many flaws in Bitcoin’s privacy protection mean that unsophisticated users
might enjoy a lesser level of transaction privacy by using such a pseudo-
anonymous cryptocurrency than by relying on traditional financial
intermediaries.

Central Bank Digital Currencies

The previous section has shown that Bitcoin cannot deliver on its promises to
constitute a stable, secure, and decentralised currency. Neither can Bitcoin
effectively protect its users’ privacy. Could public alternatives be more success-
ful? CBDC provides a fitting example to answer this question.

As 1 already noted earlier, most money today consists of deposits on
accounts in private banks or other financial institutions. A small share of the
money supply is also constituted of cash (coins and notes), though the use of
cash is slowly and consistently decreasing in many countries. Alongside cash
and bank deposits, there is also a third form of money: central bank reserves.
These are the deposits that the private banks hold at the central bank. Reserves
are a digital form of money but underwritten by the central bank and mainly
used to facilitate inter-bank payments.

How would CBDC fit into this picture? Despite its name, CBDC would not
constitute a new currency but a new means of payment, labelled in a national
official currency and available to all individuals and firms, alongside cash and
bank deposits. CBDC could then take either of two shapes: it could be a form
of digital coin or token, making it similar to cash, or it could be a form of
digital account, making it similar to bank deposits and central bank reserves.>
In practice, virtually all CBDC proposals are “account-based”, as this option
is easier to implement, safer, and under direct control of the central bank.3
In essence, then, CBDC is an extension of the system of central bank reserves
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to the general public. While only commercial banks (and a few financial arms
of companies) are allowed to take part in that system today, CBDC would
open it up to all citizens and firms.

People could have access to CBDC either directly from their central bank or
indirectly through accredited commercial institutions. One option would be to
give to everyone the possibility to hold an account at the central bank — like
commercial banks today. Another would be to let commercial banks or specific
agencies administrate a system of indirect accounts, labelled in CBDC. The
possibility of the first scenario depends on the capacity of modern technology
to reduce significantly the cost, for a single institution (which is currently unac-
quainted with this task), of managing millions of accounts. For example,
J. P. Koning’s “Fedcoin” proposal assumes that the Federal Reserve could cre-
ate a digital currency whose circulation and emission would be managed
through a “distributed ledger” technology, much like Bitcoin.** In this scenario,
then, the Federal Reserve itself would manage the whole payment system.
Alternatively, central banks could leave this task to commercial banks or spe-
cific non-bank intermediaries.”> The money would then stay at the central
bank, and be legally its money, but accredited financial intermediaries would
provide access to these accounts to the public. These intermediaries would be
the interface between firms or citizens and the central bank, and they could
also deliver classical banking services labelled in CBDC.

How would CBDC be introduced into society? The most common scenario
is that CBDC is introduced as a complement to other forms of money, at least
in the initial phase. The role of the central bank could be either reactive or
proactive. In the reactive scenario, CBDC is simply offered as a voluntary
alternative. In the proactive scenario, the central bank takes active measures to
increase the use of CBDC over time. These measures could in turn vary in
strength: for example, the central bank could set a favourable exchange rate
between bank deposits and CBDC to raise incentives. Alternatively, it could
seek to inject CBDC directly into the economy.

There are several possible channels for the direct introduction of CBDC. For
example, CBDC could be issued through exchanges against government bonds
or other financial assets, which is the scenario imagined by John Barrdear and
Michael Kumhof.*® Another suggestion is that central banks should issue
CBDC directly to people’s accounts, which is sometimes called the “helicopter
drops” proposal.”’

Would CBDC accounts function like normal bank accounts, for example, in
accruing interest over time? Michael Bordo and Andrew Levin think that
CBDC should be remunerated in a way similar to commercial bank accounts.
They state that interest-bearing CBDC “could constitute a secure store of
value” and that “the CBDC interest rate could serve as the main tool for con-
ducting monetary policy”.® An interesting feature is that remunerating CBDC
would allow central banks to go beyond the Zero Lower Bound — that is, to set
up a more pronounced negative interest rate. This is difficult in the current
system as economic agents will prefer to hold cash (whose nominal yield
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is zero) rather than deposits (whose nominal yield would be negative). Without
cash as an alternative to CBDC, central banks could set a negative interest rate
on reserves and CBDC to boost investments.”® However, this will only work if
all cash is substituted for CBDC, which seems somewhat unrealistic. Thus, Ben
Dyson and Graham Hodgson argue for a purely cash-like and unremunerated
version of CBDC. They contend that remunerating CBDC would be difficult
and may endanger the central bank’s or the state’s budget. Since the latter ver-
sion seems less controversial in the debate, I will assume an unremunerated
CBDC for the remainder of this chapter.

It is interesting to consider to what extent CBDC would be similar to Bitcoin
and other cryptocurrencies. One of the main issues here is whether CBDC
requires some form of centralised bookkeeping, as in the current system, or may
rely on a “distributed ledger” technology, such as the one underlying Bitcoin.

As we have seen, Bitcoin relies on a decentralised payment system, which
records all transactions on a ledger that is distributed across an online net-
work; “miners” compete to verify transactions, and the “winner” gets a reward
for registering it on the ledger. This technology has several important proper-
ties. First, it is public. Every user can verify and process transactions. Second,
cryptographic technologies secure the ledger against falsifications, without
resorting to any financial institution or central authority. Finally, the fact that
the ledger is publicly available means that Bitcoin can only preserve a “pseudo-
anonymity” for its users, who can be identified by their Bitcoin address.

As things stand, some central banks are actively thinking about “decentral-
ising” their payment system.®! A decentralised payment system would have sev-
eral advantages. The main advantage would be a reduction of the costs of
handling payments (for individuals) and verifying payments (for central banks)
since decentralised payment systems would allow settlements directly between
parties, without resorting to a central agency. It could also make settlements of
cross-border transactions safer and more rapid. Finally, it could reduce the risk
of technological failure of the payments system: as a larger number of pay-
ment providers will connect to the central bank, the bankruptcy or technolog-
ical failure of any single actor would be less likely to threaten the overall
system.®

However, there are also disadvantages associated with a decentralised pay-
ment system. The cost-saving property may be exaggerated since making it
work on a large scale could incur huge costs, as the case of Bitcoin illustrates.
Bitcoin’s proof-of-work mechanism entails that huge volumes of computing
power are invested in “mining” facilities by private companies, which seek to
get the reward associated with the validation of a transaction. The economic
and environmental costs of mining cannot be underestimated and could seri-
ously threaten the viability of a payment system such as CBDC, which would
be implemented on a much bigger scale.® Finally, Bitcoin’s payment system has
also experienced several technical failures and serious security breaches during
its short history — two prospects that would be a real nightmare for cen-
tral banks.
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Therefore, it seems that the most likely scenario is that CBDC would run on
a centralised payment system, and hence not constitute a cryptocurrency but
“merely” a digital currency. In other words, in technical terms, CBDC would
actually be closer to the current system of central bank reserves than to Bitcoin
or other private cryptocurrencies.

The ethics of Central Bank Digital Currencies

Apart from its promise to smooth the payment system, which was briefly dis-
cussed earlier, CBDC retains at least three other major potential benefits. First,
it would provide central banks with an additional monetary policy option that
can be used in economic downturns, namely to credit citizens’ accounts
directly.® Second, CBDC has the potential to reinforce financial stability since
it would provide a “safe haven” outside of the private financial sector.®® Both
of these promises rely on a third and more fundamental promise, namely
CBDC's ability to challenge the excessive level of power held by private finan-
cial institutions over our current monetary system.

Commercial banks retain both structural and infrastructural power in our
current monetary and financial system. Commercial banks (collectively) wield
structural power because of the central role they play in our economy, which
relies heavily on bank intermediation for the provision of credit and the crea-
tion of money. Their structural power comes from the hard fact that modern
capitalist economies, as they are currently designed, cannot do without them.
Under the current system of fractional reserve banking, commercial banks
provide the fuel of our economies, that is, credit. Because credit is so essential
to the functioning of our economy, commercial banks have acquired a struc-
turally dominant position within the financial system.

Moreover, the role of banks within the financial system gives them infra-
structural power: they have (collectively) extensive powers over the transmis-
sion channels of the central bank’s monetary policy. Central banks have no
direct access to the economic activities or accounts of citizens or firms. All they
can do is to manipulate the interest rate on central bank reserves. Interest rate
manipulations are then “transmitted” to the economy through commercial
banks, which, it is hoped, will adapt their own rates in response to the change.
Because of this, central banks can only steer the economy indirectly, through
the financial infrastructure provided by commercial banks and the financial
industry. Hence, commercial banks have acquired significant infrastructural
power over their regulator.%

It must be noted that these powers are collective: a single bank does not have
any real structural or infrastructural power. But, together, commercial banks have
significant powers. Moreover, these powers are the product of complex interac-
tions among many actors. Commercial banks have not “robbed” these powers
from the state or gained them by other means simply by their own will. They have
acquired them through a long historic process and partly as the unintended con-
sequence of past regulatory decisions by states, central banks, and regulators.®’
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The main promise of CBDC is exactly that it could address these problems:
it could deflate the structural and infrastructural powers of commercial banks
— for two main reasons.

First, CBDC would decrease the structural power of banks, since the eco-
nomic system would be less reliant on commercial banking. Namely, the intro-
duction of CBDC would offer an alternative payment system that is not
managed by the commercial banking sector. This would have several advan-
tages. Individual and private firms would have more options available as to
where to deposit their money. They would be able to hold their savings at the
central bank, an option which, by definition, would be safer than a commercial
bank account.® Moreover, by allowing people to bypass (at least to some
degree) the banking system, CBDC would also reduce the “too-big-to-fail”
problem.

This latter problem proves particularly acute during a financial crisis.
Governments may be in a situation where not saving the banks that go bank-
rupt would hurt the economy, and, therefore, the prospects of the electorate, so
much that letting them fail is not a viable policy option for politicians seeking
re-election. They will bail out bankrupt commercial banks to save the economy
(and their chance of re-election) — even if the behaviour of these banks was, by
all standards, reckless. Commercial banks (or their governing bodies) antici-
pate this: they know that, whatever the risk they take, governments will bail
them out. Commercial banks, given their structural power in the economy, and
given the realistic assumption that governments will bail them out, thus have
an incentive to take excessive risks, and, hence, precipitate the very crisis that
government intervention is meant to avoid. The Too-Big-To-Fail problem, in
other words, is a clear case of moral hazard, in which an actor (here, commer-
cial banks) has an incentive to take excessive risks because it does not bear the
full negative consequences of these risks.

CDBC would greatly reduce the TBTF problem, because government will
have fewer incentives to bail out failing commercial banks, given the existence
of a fall-back mechanism, that is, accounts at the central bank. Consequently,
CBDC has the potential to reduce financial instability. CBDC’s success in these
regards would, of course, depend on its rate of adoption among citizens
and firms.

Second, CBDC could reduce the infrastructural power of banks and thereby
help central banks regain control over their monetary policy. Since CBDC
would provide central bankers with a direct monetary channel to reach house-
holds and firms, central bankers would no longer be dependent on commercial
banks to transmit their monetary policy. Instead, CBDC could give central
banks access to a new kind of monetary policy instrument, namely, to credit
the accounts of both firms and citizens directly.

The latter possibility has been called the “helicopter money” proposal. It is
not new, and, it must be noted, not necessarily linked to CBDC. Yet, CBDC
would greatly help its implementation by allowing central banks to credit citi-
zen’s accounts directly and efficiently. The helicopter money proposal was
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originally a thought experiment of Milton Friedman in which he envisioned
central banks “dropping” newly created cash directly into households’
accounts.® In the aftermath of the 2007-2008 financial crisis, NGOs and think
tanks resurrected the proposal and called it “Quantitative Easing for the
People”, arguing that it would allow central banks to support a broader range
of policy goals, such as reducing inequality and promoting environmental
sustainability.”

Yet, policy reforms often come with unintended consequences, whose costs
might outweigh the benefits. Despite its promises, the CBDC proposal may
have (at least) two negative consequences. First, the introduction of CBDC
may increase the risk of bank runs and thus threaten financial stability. Second,
it may further expand the already great powers of central bankers, without
proper democratic checks.

First, as argued earlier, CBDC would provide a “safe haven”, away from the
traditional banking system. However, the existence of this safe haven may in
fact threaten financial stability, rather than reducing it. The existence of CBDC
may increase the likelihood of bank runs, that is, situations in which a large
number of customers withdraw their money from a commercial bank at the
same time.”! If a significant number of people decide to move their money
away from banks onto their CBDC account, this would significantly threaten
the stability and liquidity of commercial banks, which are nevertheless needed
as providers of credit in a market economy. Another issue is linked to the fact
that, due to increased competition from public institutions, private banks
could lose access to safe assets to back their lending activities. Hence, CBDC
could force commercial banks to rely on riskier sources of funding, which
would make the whole financial system less stable.”

These risks may be exaggerated, though, as current regulations protect con-
sumers’ accounts against defaults.” Similarly, many central banks, such as the
central bank of Sweden, which is seriously considering introducing CBDC,
have made clear that this would not weaken their pledge to act as a lender of
last resort in case of crisis.” But we may ask whether that pledge will be credi-
ble enough. CBDC puts a heavier weight on central banks to safeguard finan-
cial stability in all situations. This is a problem if, for example, the reputation
of the central bank would come into question. CBDC may increase the risk of
reputation loss due to conflict of interests, as central bankers would now be
tasked with monetary policy, financial supervision, as well as providing bank-
ing services themselves (either directly or indirectly).

Second, it seems clear that CBDC could challenge the excessive power that
commercial financial institutions have over our current monetary system.
However, it seems equally clear that CBDC comes with a major drawback: the
cost of reducing the power of commercial banks would be to increase the
power of (unelected and independent) central bankers. In most developed
economies, central banks are independent from political interference, and the
extent of their prerogatives is generally defined in their mandate, which deline-
ates the policy objectives and the monetary policy instruments available to
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them. The introduction of CBDC gives rise to several difficult decision prob-
lems that are beyond the legitimate realm of central bankers. Consider, for
example, the issues pertaining to financial inclusion. Who should be allowed to
open CBDC accounts? Do you need a specific citizenship or visa to register?
These questions become even more difficult if we factor in the “helicopter
drops” proposal: What citizens or firms should receive the money? How much
should they get? And should the amount vary according to wealth and income?
These questions go far beyond the realm of competence and legitimacy of
central bankers as we know them. In short, the introduction of CBDC would
greatly extend the role and responsibility of central banks beyond their origi-
nal contract of delegation as defined in their mandate.

In sum, the introduction of CBDC creates a dilemma: on the one hand, it
would significantly reduce the structural and infrastructural power of com-
mercial banks. On the other hand, it would give greater powers to already pow-
erful institutions, and it could actually threaten financial stability. The political
question at its core, then, concerns the adequate balance of power between
commercial banks, central banks, and the state. I take up this task in the next
section.

Concluding remarks: money and the state

What lessons can we draw from the critical discussion of Bitcoin and CBDC?

As we saw, it is dubious that Bitcoin, as it is now, can deliver on its promises.
First, Bitcoin’s financial record detracts from any claim of being a stable cur-
rency: its highly volatile value makes it risky for merchants to accept, and
inconvenient for consumers to use. Second, Bitcoin’s promise to provide a
secure store of value or means of payment is not supported by evidence from
its use. Third, Bitcoin’s pseudo-anonymous payment system provides a very
limited layer of protection for the privacy of user transactions. Paradoxically,
for the average user, Bitcoin might even provide a lesser level of transaction
privacy than traditional financial intermediaries. And fourth, the promise of
making Bitcoin a currency independent from central authorities has been
largely a double-edged sword. Even if the Bitcoin protocol is an achievement
of a currency run by a radically decentralised network, it is highly unlikely that
it can act as a reliable and governable currency without some formal govern-
ance mechanisms, and without resorting to some financial intermediaries.
Without formal governance mechanisms, Bitcoin ultimately relies on trusting
the goodwill of its users — the very thing it purported to avoid!

The analysis of Bitcoin thus indicates that some form of central governance
may still have some usefulness after all. First, the example of Bitcoin reminds
us that, without guarantees from the state, there is a significant risk that money
will not function as a stable means of payment and as a secure store of value.
Of course, one cannot conclude, on the basis of this analysis, that money with-
out state is always a failure. It would be a mistake to build a general theory of
monetary policy based on the analysis of one quite peculiar currency. Yet, the
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case of Bitcoin gives credit to the claim that state’s involvement in monetary
affairs is one way, certainly imperfect, to make sure that the payment system is
safe and stable. Second, the example of Bitcoin makes clear that some central
governance is necessary in monetary affairs. It does not tell, though, what
exact sort of governance we need. The study of CBDC has been the occasion
to raise that question and has given some insights as to which actor — the state,
independent central banks, or the commercial financial sector —is best equipped
to face the challenges of the governance of monetary affairs.

In this chapter, I have briefly investigated whether CBDC is a desirable addi-
tion to our current monetary system. I have highlighted both its promises and
its perils in terms of circumventing financial power. On the one hand, the pres-
ent state of the private financial sector is indefensible, and regulators cannot
turn a blind eye towards the problems created by the structural and infrastruc-
tural power of financial institutions. In that context, CBDC has the potential
to curb the structural and infrastructural power of commercial banks and may
therefore constitute a valuable addition to the arsenal of central banks. On the
other hand, implementing CBDC comes with risks of its own, such as that of
creating a “Frankenstein scenario” where too much power is given to unelected
technocrats.

This dilemma is related to the pivotal but difficult role of central banks. On
the one hand, central banks must ensure a certain level of confidence in the
monetary system: they need to control the channels of transmission of mone-
tary policy and avoid creating situations of moral hazard when they intervene
in the financial system. On the other hand, if they exert an excessive level of
control over the production of money and the allowance of credit, they will go
far beyond the remit of their mandates — and the confidence of both economic
agents and the general public can also be undermined.

What, then, is to be done?

It may be worth looking at history for a brief moment. Many of the prob-
lems currently facing the financial sector stem from the several decades of
financial deregulation that started with the policies of Ronald Reagan and
Margaret Thatcher in the 1970s and 1980s. It does not seem unreasonable,
then, to seek remedies to the problems in some form of re-regulation of the
commercial financial sector.

In the aftermath of the 2007-2008 financial crisis, there was indeed some
political momentum for financial re-regulation. Several of the new regulations
that came into place were designed to tackle exactly the problems of TBTF and
financial instability. For example, the Dodd-Frank Wall Street Reform and
Consumer Protection Act was passed in the US in 2010. Some of its main pro-
visions were to separate banks’ speculative activities from their retail opera-
tions (the so-called Volcker rule), restrict or regulate trade in very speculative
investments (such as credit default swaps), create a new oversight council for
financial stability, and increase the powers of various financial supervisory
authorities. In a similar vein, European regulators introduced the Basel 111
framework in 2010. Some of its main provisions were to impose higher
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liquidity ratios and stricter capital requirements on commercial banks.
Moreover, the EU created the so-called Single Resolution Mechanism in 2014
in order to have an orderly process of bankruptcy for financial institutions
(which they partly would have to pay for themselves).

While I cannot evaluate these policies here, their appeal lies in their poten-
tial of addressing the problems of TBTF and financial instability while avoid-
ing the negative consequences associated with CBDC and Bitcoin. For example,
challenging the structural power of commercial banks may not require ever
more powerful central banks, but could instead be done through a re-regulation
of the appropriate size and service mix of commercial banks. Similarly, safe-
guarding the stability of the financial system may not require the creation of a
“safe haven” outside the private market, but could instead involve the imposi-
tion of appropriate levels of risk-taking, liquidity, and capital reserves on
financial institutions. In short, as Sheila Dow argues, re-regulation measures
taken at the national and international level would probably fare better than
CBDC to regain control over financialised economies.’

Obviously, one should not forget that, in practice, re-regulatory efforts have
often been too mild. A case in point are the attempts of separating commercial
banking from investment banking (such as the US Volcker rule and the UK
Banking Act) which were weakened significantly during the legislative process
and may therefore include too many loopholes to end the TBTF problem. The
recent EU experience is a further case in point: the European Commission’s
proposals on structural banking reforms were shelved in 2018 because of the
lobbying efforts of large European banks.” In sum, despite partial regulatory
improvements, the lack of stringent structural reforms after the crisis allowed
a resurgence of risky financial activities and unsustainable business model in
the banking industry.

If all other reforms to address the TBTF problems were doomed, CBDC
could emerge as a desirable policy option, despite its shortcomings. If not,
regulation of the financial sphere has to be preferred. The state, therefore,
emerges from this discussion as an important player in monetary affairs: its
role comprises securing the payment system against fraud, guaranteeing pri-
vacy, regulating financial activities to avoid (or minimise the risk of) instability
and moral hazard, and, more demanding still, offering a democratic platform
for the governance of monetary affairs.
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