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FROM OUR OBSESSION
Future of finance
NeĽ ĥechnologŃ iĜ īpending eļeĘŃĥhing in žnanceǝ fĘom Ĝaļing ĥo ĥĘading ĥo making paŃmenĥĜǢ

BŃ Scożt Nover
EmeĘging ĥech ĘepoĘĥeĘ

PībliĜhed JanīaĘŃ Ɖƌǝ ƉƇƉƉ

The cr\ptocurrenc\ market, which boomed at the beginning of the
pandemic, has fallen precipitousl\ from its all-time high. Since
November 2021, a sell-off of the emerging asset class has halved its
global market value from $3 trillion to $1.5 trillion as of Jan. 24.

While cr\pto has been an e[ceptionall\ volatile asset class, its
fortunes have largel\ escaped the inźuence of traditional market
forces. Over the last Źve \ears, its massive price gains appear to be
driven b\ a head\ mi[ of speculation, network effects, and h\pe.

OVER THE HEDGE

Crypto’s crash shows digital currency is not a hedge against
inflation
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CĘŃpĥo mighĥ noĥ be a gĘeaĥ hedge againĜĥ ƎɅ inſaĥionǢ
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So whatĿs causing the latest downturn? The sell-off ma\ have far
more to do with traditional economic factors than what has
historicall\ moved cr\pto prices, according to Źnancial e[perts. A
combination of high inźation, planned interest rate hikes, and a sell-
off in the traditional stock market seems to be behind the recent
declines. That undercuts one of cr\ptocurrenc\ advocatesĿ central
arguments: it acts as a hedge against inźation and central bank
policies of Źat currencies like the US dollar.

Why is the crypto market down?

ŁPeople used to think that cr\ptocurrencies will not move with
traditional Źnancial market źuctuations,ł sa\s Ita\ Goldstein, a
professor of Źnance and economics at the Universit\ of
Penns\lvaniaĿs Wharton Business School. ŁRecent trends are
showing that the\ are strongl\ intertwined.ł

The ongoing cr\pto sell-off appears ver\ much related to high rates
of inźation. US inźation hit 7% in December 2021, the highest
annual rate since 1982. Unlike during the 1970s stagźation crisis, the
US is not seeing stagnant economic growthĽdemand is reaching
record highs, but global suppl\ chains simpl\ cannot keep up. The
Federal Reserve is planning three interest rate hikes in 2022 to stem
the tide of inźation but has grappled for months with this decision.
If the root problem is mainl\ the suppl\ chain bottlenecks, then
interest rate hikes alone wonĿt solve inźation.

The uncertaint\ around this inźationar\ periodĽand what the Fed
will doĽhas been reźected in the traditional Źnancial markets. The
S&P 500 and the Nasdaq 100 fell 10% and 16%, respectivel\, from
their 52-week highs in December 2021.

ŁThe cr\pto sell-off is now part of broader sell-offs of risk\ assets
that can be attributed to the FedĿs new signals of starting to increase
rates to Źght inźation,ł Goldstein said. ŁThose assets beneŹted from
the low-rate environment, and are now seeing the other side of it.ł

Will crypto now rise and fall with the market?
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Cr\ptoĿs invulnerabilit\ to inźation has been one of its primar\
appeals, marketed as a safe haven from inźation in central bank
currencies. A report from JPMorgan Chase last October said
institutional investors are putting cash into Bitcoin as a Łbetter
inźation hedge than gold.ł The rationale, as a blog post from the
cr\pto e[change Coinbase e[plains, is that the suppl\ of man\
cr\ptocurrencies is Ź[ed. In the case of Bitcoin, there are onl\ 21
million tokens in circulation. Ever\ four \ears, the amount of Bitcoin
that is mined is reduced b\ half. Therefore, the coinĿs scarcit\ should
inźuence the coinsĿ value more than traditional economic factors
(and insulate it from inźationar\ pressure from more suppl\).

Gold is a classic e[ample of a hedge against inźation. Although its
value as a hedge is hotl\ debated, gold and other natural resources
have ph\sical scarcit\; onl\ so much can be mined at an\ given time.
But the billing of cr\pto as Łdigital goldł is misleading, argues
Eshwar Venugopal, a Źnance professor at the Universit\ of Central
Florida, because most investors donĿt treat it that wa\. ŁMan\
current investors see it as a risk\ investment,ł he sa\s, Łand pull
mone\ out when there is a fall in broader prices.ł

WhatĿs more likel\ is that the value of cr\ptocurrencies is tied to the
business use cases (like Bitcoin for pa\ments), network effects (like
more developers using Ethereum), and old-fashioned h\pe. And as
more institutional investors have bought in, cr\pto markets have
become more correlated with traditional Źnancial markets, sa\s
Venugopal.

This institutional interest, while fueling cr\pto pricesĿ stratospheric
ascent, also tethers them to traditional assets and increases
volatilit\. Venugopal points to 2019 as the \ear that large Źnancial
institutions started Łaccumulating cr\pto reserves,ł albeit more as a
high-risk investment than a hedge. A Fidelit\ Investments surve\
from September 2021 found that 52% of institutional investors held
Bitcoin or other cr\ptocurrencies.

And when investors sell, the\ donĿt just sell in one asset class. Retail
investors and institutional investors might sell assets to cover for
losses in other ones. If cr\pto was once a hedge from inźation and
traditional market forces, that era ma\ be long gone. ŁThere was a
time when \ou could think about Bitcoin as a wa\ to diversif\ from
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the marketł but thatĿs no longer the case, said Merav O]air, a
blockchain e[pert and Źntech professor at Rutgers Business School.
ŁWhen people panic, the\ panic cross-border.ł


