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Bitcoin and the U.S. Fiscal Reckoning

Avik Roy

RYPTOCURRENCIES LIKE BITCOIN have few fans in Washington.

At a July congressional hearing, Senator Elizabeth Warren warned
that cryptocurrency “puts the [financial] system at the whims of some
shadowy, faceless group of super-coders.” Treasury secretary Janet Yellen
likewise asserted that the “reality” of cryptocurrencies is that they “have
been used to launder the profits of online drug traffickers; they’ve been
a tool to finance terrorism.”

Thus far, Bitcoin’s supporters remain undeterred. (The term “Bitcoin”
with a capital “B” is used here and throughout to refer to the system
of cryptography and technology that produces the currency “bitcoin”
with a lowercase “b” and verifies bitcoin transactions.) A survey of 3,000
adults in the fall of 2020 found that while only 4% of adults over age s5
own cryptocurrencies, slightly more than one-third of those aged 35-44
do, as do two-fifths of those aged 25-34. As of mid-2021, Coinbase —the
largest cryptocurrency exchange in the United States— had 68 million
verified users.

To youger Americans, digital money is as intuitive as digital media
and digital friendships. But Millennials with smartphones are not the
only people interested in bitcoin; a growing number of investors are
also flocking to the currency’s banner. Surveys indicate that as many
as 219 of U.S. hedge funds now own bitcoin in some form. In 2020,
after considering various asset classes like stocks, bonds, gold, and for-
eign currencies, celebrated hedge-fund manager Paul Tudor Jones asked,
“[w]hat will be the winner in ten years’ time?” His answer: “My bet is it
will be bitcoin.”

What's driving this increased interest in a form of currency invented
in 2008? The answer comes from former Federal Reserve chairman Ben
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Bernanke, who once noted, “the U.S. government has a technology,
called a printing press... that allows it to produce as many U.S. dollars
as it wishes at essentially no cost. By increasing the number of U.S. dol-
lars in circulation... the U.S. government can also reduce the value of
a dollar in terms of goods and services, which is equivalent to...infla-
tion.” In other words, governments with fiat currencies —including the
United States — have the power to expand the quantity of those curren-
cies. If they choose to do so, they risk inflating the prices of necessities
like food, gas, and housing,.

In recent months, consumers have experienced higher price infla-
tion than they have seen in decades. A major reason for the increases is
that central bankers around the world —including those at the Federal
Reserve — sought to compensate for Covid-19 lockdowns with dramatic
monetary inflation. As a result, nearly $4 trillion in newly printed dol-
lars, euros, and yen found their way from central banks into the coffers
of global financial institutions.

Jerome Powell, the current Federal Reserve chairman, insists that
2021’s inflation trends are “transitory.” He may be right in the near term.
But for the foreseeable future, inflation will be a profound and inescap-
able challenge for America due to a single factor: the rapidly expanding
federal debt, increasingly financed by the Fed’s printing press.

In time, policymakers will face a Solomonic choice: either protect
Americans from inflation, or protect the government’s ability to engage
in deficit spending. It will become impossible to do both. Over time,
this compounding problem will escalate the importance of Bitcoin.

THE FIAT-CURRENCY EXPERIMENT

It’s becoming clear that Bitcoin is not merely a passing fad, but a signifi-
cant innovation with potentially serious implications for the future of
investment and global finance. To understand those implications, we
must first examine the recent history of the primary instrument that
bitcoin was invented to challenge: the American dollar.

Toward the end of World War II, in an agreement hashed out by 44
Allied countries in Bretton Woods, New Hampshire, the value of the
U.S. dollar was formally fixed to 1/35th of the price of an ounce of gold.
Other countries’ currencies, such as the British pound and the French
franc, were in turn pegged to the dollar, making the dollar the world’s
official reserve currency.
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Under the Bretton Woods system, foreign governments could re-
trieve gold bullion they had sent to the United States during the war by
exchanging dollars for gold at the relevant fixed exchange rate. But en-
abling every major country to exchange dollars for American-held gold
only worked so long as the U.S. government was fiscally and monetarily
responsible. By the late 1960s, it was neither. Someone needed to pay
the steep bills for Lyndon Johnson’s “guns and butter” policies—the
Vietnam War and the Great Society, respectively—so the Federal
Reserve began printing currency to meet those obligations. Johnson’s
successor, Richard Nixon, also pressured the Fed to flood the economy
with money as a form of economic stimulus. From 1961 to 1971, the
Fed nearly doubled the circulating supply of dollars. “In the first six
months of 1971,” noted the late Nobel laureate Robert Mundell, “mon-
etary expansion was more rapid than in any comparable period in a
quarter century.” That year, foreign central banks and governments held
$64 billion worth of claims on the $10 billion of gold still held by the
United States.

It wasn’t long before the world took notice of the shortage. In a
classic bank-run scenario, anxious European governments began racing
to redeem dollars for American-held gold before the Fed ran out. In
July 1971, Switzerland withdrew $s0 million in bullion from U.S. vaults.
In August, France sent a destroyer to escort $191 million of its gold back
from the New York Federal Reserve. Britain put in a request for $3 bil-
lion shortly thereafter.

Finally, that same month, Nixon secretly gathered a small group of
trusted advisors at Camp David to devise a plan to avoid the imminent
wipeout of U.S. gold vaults and the subsequent collapse of the interna-
tional economy. There, they settled on a radical course of action. On
the evening of August 15th, in a televised address to the nation, Nixon
announced his intention to order a 9o-day freeze on all prices and
wages throughout the country, a 10% tariff on all imported goods, and a
suspension— eventually, a permanent one—of the right of foreign gov-
ernments to exchange their dollars for U.S. gold.

Knowing that his unilateral abrogation of agreements involving
dozens of countries would come as a shock to world leaders and the
American people, Nixon labored to re-assure viewers that the change
would not unsettle global markets. He promised viewers that “the effect
of this action...will be to stabilize the dollar,” and that the “dollar will
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be worth just as much tomorrow as it is today.” The next day, the stock
market rose —to everyone’s relief. The editors of the New York Times
“unhesitatingly applaud[ed] the boldness” of Nixon’s move. Economic
growth remained strong for months after the shift, and the follow-
ing year Nixon was re-elected in a landslide, winning 49 states in the
Electoral College and 61% of the popular vote.

Nixon’s short-term success was a mirage, however. After the election,
the president lifted the wage and price controls, and inflation returned
with a vengeance. By December 1980, the dollar had lost more than
half the purchasing power it had back in June 1971 on a consumer-price
basis. In relation to gold, the price of the dollar collapsed — from 1/40th
to 1/627th of a troy ounce. Though Jimmy Carter is often blamed for
the Great Inflation of the late 1970s, “the truth,” as former National
Economic Council director Larry Kudlow has argued, “is that the presi-
dent who unleashed double-digit inflation was Richard Nixon.”

In 1981, Federal Reserve chairman Paul Volcker raised the federal-
funds rate—a key interest-rate benchmark—to 19%. A deep recession
ensued, but inflation ceased, and the U.S. embarked on a multi-decade
period of robust growth, low unemployment, and low consumer-price
inflation. As a result, few are nostalgic for the days of Bretton Woods
or the gold-standard era. The view of today’s economic establishment is
that the present system works well, that gold standards are inherently
unstable, and that advocates of gold’s return are eccentric cranks.

Nevertheless, it’s important to remember that the post-Bretton
Woods era— in which the supply of government currencies can be ex-
panded or contracted by fiat—is only 50 years old. To those of us born
after 1971, it might appear as if there is nothing abnormal about the way
money works today. When viewed through the lens of human history,
however, free-floating global exchange rates remain an unprecedented
economic experiment— with one critical flaw.

An intrinsic attribute of the post-Bretton Woods system is that it
enables deficit spending. Under a gold standard or peg, countries are
unable to run large budget deficits without draining their gold reserves.
Nixon’s 1971 crisis is far from the only example; deficit spending during
and after World War I, for instance, caused economic dislocation in
numerous European countries —especially Germany — because gov-
ernments needed to use their shrinking gold reserves to finance their
war debts.
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These days, by contrast, it is relatively easy for the United States to run
chronic deficits. Today’s federal debt of almost $29 trillion—up from
$10 trillion in 2008 and $2.4 trillion in 1984—is financed in part by U.S.
Treasury bills, notes, and bonds, on which lenders to the United States
collect a form of interest. Yields on Treasury bonds are denominated in
dollars, but since dollars are no longer redeemable for gold, these bonds
are backed solely by the “full faith and credit of the United States.”

Interest rates on U.S. Treasury bonds have remained low, which many
people take to mean that the creditworthiness of the United States re-
mains healthy. Just as creditworthy consumers enjoy lower interest rates
on their mortgages and credit cards, creditworthy countries typically
enjoy lower rates on the bonds they issue. Consequently, the post-Great
Recession era of low inflation and near-zero interest rates led many on
the left to argue that the old rules no longer apply, and that concerns
regarding deficits are obsolete. Supporters of this view point to the mas-
sive stimulus packages passed under presidents Donald Trump and Joe
Biden that, in total, increased the federal deficit and debt by $4.6 trillion
without affecting the government’s ability to borrow.

The extreme version of the new “deficits don’t matter” narrative
comes from the advocates of what has come to be called Modern
Monetary Theory (MMT), who claim that because the United States
controls its own currency, the federal government has infinite power
to increase deficits and the debt without consequence. Though most
mainstream economists dismiss MMT as unworkable and even danger-
ous, policymakers appear to be legislating with MMT’s assumptions in
mind. A new generation of Democratic economic advisors has pushed
President Biden to propose an additional $3.5 trillion in spending, on top
of the $4.6 trillion spent on Covid-19 relief and the $1 trillion bipartisan
infrastructure bill. These Democrats, along with a new breed of popu-
list Republicans, dismiss the concerns of older economists who fear that
exploding deficits risk a return to the economy of the 1970s, complete
with high inflation, high interest rates, and high unemployment.

But there are several reasons to believe that America’s fiscal profli-
gacy cannot go on forever. The most important reason is the unanimous
judgment of history: In every country and in every era, runaway deficits
and skyrocketing debt have ended in economic stagnation or ruin.

Another reason has to do with the unusual confluence of events that
has enabled the United States to finance its rising debts at such low
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interest rates over the past few decades—a confluence that Bitcoin may
play a role in ending.

DECLINING FAITH IN U.S. CREDIT

To members of the financial community, U.S. Treasury bonds are con-
sidered “risk-free” assets. That is to say, while many investments entail
risk—a company can go bankrupt, for example, thereby wiping out
the value of its stock— Treasury bonds are backed by the full faith and
credit of the United States. Since people believe the United States will
not default on its obligations, lending money to the U.S. government—
buying Treasury bonds that effectively pay the holder an interest
rate—is considered a risk-free investment.

The definition of Treasury bonds as “risk-free” is not merely by repu-
tation, but also by regulation. Since 1988, the Switzerland-based Basel
Committee on Banking Supervision has sponsored a series of accords
among central bankers from financially significant countries. These ac-
cords were designed to create global standards for the capital held by
banks such that they carry a sufficient proportion of low-risk and risk-
free assets. The well-intentioned goal of these standards was to ensure
that banks don’t fail when markets go down, as they did in 2008.

The current version of the Basel Accords, known as “Basel II1,” assigns
zero risk to U.S. Treasury bonds. Under Basel III’s formula, then, every
major bank in the world is effectively rewarded for holding these bonds
instead of other assets. This artificially inflates demand for the bonds and
enables the United States to borrow at lower rates than other countries.

The United States also benefits from the heft of its economyas well
as the size of its debt. Since America is the world’s most indebted coun-
try in absolute terms, the market for U.S. Treasury bonds is the largest
and most liquid such market in the world. Liquid markets matter a
great deal to major investors: A large financial institution or government
with hundreds of billions (or more) of a given currency on its balance
sheet cares about being able to buy and sell assets while minimizing the
impact of such actions on the trading price. There are no alternative
low-risk assets one can trade at the scale of Treasury bonds.

The status of such bonds as risk-free assets—and in turn, America’s
ability to borrow the money necessary to fund its ballooning expendi-
tures—depends on investors’ confidence in America’s creditworthiness.
Unfortunately, the Federal Reserve’s interference in the markets for
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Treasury bonds have obscured our ability to determine whether finan-
cial institutions view the U.S. fiscal situation with confidence.

In the 1990s, Bill Clinton’s advisors prioritized reducing the deficit,
largely out of a conern that Treasury-bond “vigilantes” — investors who
protest a government’s expansionary fiscal or monetary policy by ag-
gressively selling bonds, which drives up interest rates—would harm
the economy. Their success in eliminating the primary deficit brought
yields on the benchmark 1o-year Treasury bond down from 8% to 4%.

In Clinton’s heyday, the Federal Reserve was limited in its ability to
influence the 10-year Treasury interest rate. Its monetary interventions
primarily targeted the federal-funds rate — the interest rate that banks
charge each other on overnight transactions. But in 2002, Ben Bernanke
advocated that the Fed “begin announcing explicit ceilings for yields on
longer-maturity Treasury debt.” This amounted to a schedule of interest-
rate price controls.

Since the 2008 financial crisis, the Federal Reserve has succeeded in
wiping out bond vigilantes using a policy called “quantitative easing,”
whereby the Fed manipulates the price of Treasury bonds by buying and
selling them on the open market. As a result, Treasury-bond yields are
determined not by the free market, but by the Fed.

The combined effect of these forces— the regulatory impetus for
banks to own Treasury bonds, the liquidity advantage Treasury bonds
have in the eyes of large financial institutions, and the Federal Reserve’s
manipulation of Treasury-bond market prices— means that interest
rates on Treasury bonds no longer indicate the United States’ credit-
worthiness (or lack thereof). Meanwhile, indications that investors are
growing increasingly concerned about the U.S. fiscal and monetary
picture—and are in turn assigning more risk to “risk-free” Treasury
bonds—are on the rise.

One such indicator is the decline in the share of Treasury bonds
owned by outside investors. Between 2010 and 2020, the share of U.S.
Treasury securities owned by foreign entities fell from 47% to 32%,
while the share owned by the Fed more than doubled, from 9% to 22%.
Put simply, foreign investors have been reducing their purchases of U.S.
government debt, thereby forcing the Fed to increase its own bond pur-
chases to make up the difference and prop up prices.

Until and unless Congress reduces the trajectory of the federal debt,
U.S. monetary policy has entered a vicious cycle from which there is no
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obvious escape. The rising debt requires the Treasury Department to is-
sue an ever-greater quantity of Treasury bonds, but market demand for
these bonds cannot keep up with their increasing supply. In an effort to
avoid a spike in interest rates, the Fed will need to print new U.S. dollars
to soak up the excess supply of Treasury bonds. The resultant monetary
inflation will cause increases in consumer prices.

FIGURE 1: U.S. TREASURY SECURITIES OWNED BY THE FED
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Source: Board of Governors of the Federal Reserve System (U.S.), <https://fred.stlouisfed.org/series/TREAST>.

Those who praise the Fed’s dramatic expansion of the money supply
argue that it has not affected consumer-price inflation. And at first glance,
they appear to have a point. In January of 2008, the M2 money stock
was roughly $75 trillion; by January 2020, M2 had more than doubled,
to $15.4 trillion. As of July 2021, the total Mz sits at $205 trillion—nearly
triple what it was just 13 years ago. Over that same period, U.S. GDP in-
creased by only 50%. And yet, since 2000, the average rate of growth in the
Consumer Price Index (CPI) for All Urban Consumers—a widely used
inflation benchmark — has remained low, at about 2.25%.

How can this be?

The answer lies in the relationship between monetary inflation
and price inflation, which has diverged over time. In 2008, the Federal
Reserve began paying interest to banks that park their money with the
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Fed, reducing banks’ incentive to lend that money out to the broader
economy in ways that would drive price inflation. But the main reason
for the divergence is that conventional measures like CPI do not accu-
rately capture the way monetary inflation is affecting domestic prices.

In a large, diverse country like the United States, different people and
different industries experience price inflation in different ways. The fact
that price inflation occurs earlier in certain sectors of the economy than
in others was first described by the 18th-century Irish-French economist
Richard Cantillon. In his 1730 “Essay on the Nature of Commerce in
General,” Cantillon noted that when governments increase the supply
of money, those who receive the money first gain the most benefit from
it—at the expense of those to whom it flows last. In the 20th century,
Friedrich Hayek built on Cantillon’s thinking, observing that “the real
harm [of monetary inflation] is due to the differential effect on different
prices, which change successively in a very irregular order and to a very
different degree, so that as a result the whole structure of relative prices
becomes distorted and misguides production into wrong directions.”

In today’s context, the direct beneficiaries of newly printed money
are those who need it the least. New dollars are sent to banks, which
in turn lend them to the most creditworthy entities: investment funds,
corporations, and wealthy individuals. As a result, the most profound
price impact of U.S. monetary inflation has been on the kinds of assets
that financial institutions and wealthy people purchase —stocks, bonds,
real estate, venture capital, and the like.

This is why the price-to-earnings ratio of S&P soo companies is at
record highs, why risky start-ups with long-shot ideas are attracting
s$100 million venture rounds, and why the median home sales price has
jumped 24% in a single year— the biggest one-year increase of the 21st
century. Meanwhile, low- and middle-income earners are facing rising
prices without attendant increases in their wages. If asset inflation per-
sists while the costs of housing and health care continue to grow beyond
the reach of ordinary people, the legitimacy of our market economy will
be put on trial.

THE RETURN OF SOUND MONEY

Satoshi Nakamoto, the pseudonymous creator of Bitcoin, was acutely
concerned with the increasing abundance of U.S. dollars and other fiat
currencies in the early 2000s. In 2009 he wrote, “the root problem with
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conventional currency is all the trust that’s required to make it work.
The central bank must be trusted not to debase the currency, but the
history of fiat currencies is full of breaches of that trust.” Bitcoin was
created in anticipation of the looming fiscal and monetary crisis in the
United States and around the world.

To understand how bitcoin functions alongside fiat currency, it’s
helpful to examine the monetary philosophy of the Austrian School
of economics, whose leading figures —especially Hayek and Ludwig
von Mises — greatly influenced Nakamoto and the early developers
of Bitcoin.

The economists of the Austrian School were staunch advocates of
what Mises called “the principle of sound money” — that is, of keep-
ing the supply of money as constant and predictable as possible. In
The Theory of Money and Credit, first published in 1912, Mises argued that
sound money serves as “an instrument for the protection of civil liber-
ties against despotic inroads on the part of governments” that belongs
“in the same class with political constitutions and bills of rights.” Just
as bills of rights were a “reaction against arbitrary rule and the nonob-
servance of old customs by kings,” he wrote, “the postulate of sound
money was first brought up as a response to the princely practice of
debasing the coinage.”

Mises believed that inflation was just as much a violation of some-
one’s property rights as arbitrarily taking away his land. After all, in
both cases, the government acquires economic value at the expense of
the citizen. Since monetary inflation creates a sugar high of short-term
stimulus, politicians interested in re-election will always have an incen-
tive to expand the money supply. But doing so comes at the expense of
long-term declines in consumer purchasing power.

For Mises, the best way to address such a threat is to avoid fiat curren-
cies altogether. And in his estimation, the best sound-money alternative
to fiat currency is gold. “The excellence of the gold standard,” Mises
wrote, is “that it renders the determination of the monetary unit’s pur-
chasing power independent of the policies of governments and political
parties.” In other words, gold’s primary virtue is that its supply increases
slowly and steadily, and cannot be manipulated by politicians.

It may appear as if gold was an arbitrary choice as the basis for cur-
rency, but gold has a combination of qualities that make it ideal for
storing and exchanging value. First, it is verifiably unforgeable. Gold is
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very dense, which means that counterfeit gold is easy to identify —one
simply has to weigh it. Second, gold is divisible. Unlike, say, cattle, gold
can be delivered in fractional units both small and large, enabling pre-
cise pricing. Third, gold is durable. Unlike commodities that rot or
evaporate over time, gold can be stored for centuries without degrada-
tion. Fourth, gold is fungible: An ounce of gold in Asia is worth the
same as an ounce of gold in Europe.

These four qualities are shared by most modern currencies. Gold’s
fifth quality is more distinct, however, as well as more relevant to its
role as an instrument of sound money: scarcity. While people have used
beads, seashells, and other commodities as primitive forms of money,
those items are fairly easy to acquire and introduce into circulation.
While gold’s supply does gradually increase as more is extracted from
the ground, the rate of extraction relative to the total above-ground
supply is low: At current rates, it would take approximately 66 years to
double the amount of gold in circulation. In comparison, the supply of
U.S. dollars has more than doubled over just the last decade.

When the Austrian-influenced designers of bitcoin set out to create a
more reliable currency, they tried to replicate all of these qualities. Like
gold, bitcoin is divisible, unforgeable, divisible, durable, and fungible.
But bitcoin also improves upon gold as a form of sound money in sev-
eral important ways.

First, bitcoin is rarer than gold. Though gold’s supply increases slowly,
it does increase. The global supply of bitcoin, by contrast, is fixed at 21
million and cannot be feasibly altered.

Second, bitcoin is far more portable than gold. Transferring physi-
cal gold from one place to another is an onerous process, especially in
large quantities. Bitcoin, on the other hand, can be transmitted in any
quantity as quickly as an email.

Third, bitcoin is more secure than gold. A single bitcoin address car-
ried on a USB thumb drive could theoretically hold as much value as the
U.S. Treasury holds in gold bars—without the need for costly milita-
rized facilities like Fort Knox to keep it safe. In fact, if stored using best
practices, the cost of securing bitcoin from hackers or assailants is far
lower than the cost of securing gold.

Fourth, bitcoin is a technology. This means that, as developers iden-
tify ways to augment its functionality without compromising its core
attributes, they can gradually improve the currency over time.

81



NATiONAL AFFAIRS - FALL 2021

Fifth, and finally, bitcoin cannot be censored. This past year, the
Chinese government shut down Hong Kong’s pro-democracy Apple
Daily newspaper not by censoring its content, but by ordering banks
not to do business with the publication, thereby preventing Apple Daily
from paying its suppliers or employees. Those who claim the same
couldn’t happen here need only look to the Obama administration’s
Operation Choke Point, a regulatory attempt to prevent banks from do-
ing business with legitimate entities like gun manufacturers and payday
lenders — firms the administration disfavored. In contrast, so long as
the transmitting party has access to the internet, no entity can prevent
a bitcoin transaction from taking place.

This combination of fixed supply, portability, security, improvabil-
ity, and censorship resistance epitomizes Nakamoto’s breakthrough.
Hayek, in The Denationalisation of Money, foresaw just such a separation
of money and state. “I believe we can do much better than gold ever
made possible,” he wrote. “Governments cannot do better. Free enter-
prise...no doubt would.”

While Hayek and Nakamoto hoped private currencies would directly
compete with the U.S. dollar and other fiat currencies, bitcoin does not
have to replace everyday cash transactions to transform global finance.
Few people may pay for their morning coffee with bitcoin, but it is also
rare for people to purchase coffee with Treasury bonds or gold bars.
Bitcoin is competing not with cash, but with these latter two assets, to
become the world’s premier long-term store of wealth.

The primary problem bitcoin was invented to address— the devalu-
ation of fiat currency through reckless spending and borrowing —is
already upon us. If Biden’s $3.5 trillion spending plan passes Congress,
the national debt will rise further. Someone will have to buy the
Treasury bonds to enable that spending.

Yet as discussed above, investors are souring on Treasurys. On June
30, 2021, the interest rate for the benchmark 1o-year Treasury bond was
1.45%. Even at the Federal Reserve’s target inflation rate of 2%, under
these conditions, Treasury-bond holders are guaranteed to lose money in
inflation-adjusted terms. One critic of the Fed’s policies, MicroStrategy
CEO Michael Saylor, compares the value of today’s Treasury bonds
to a “melting ice cube.” Last May, Ray Dalio, founder of Bridgewater
Associates and a former bitcoin skeptic, said “[plersonally, I'd rather
have bitcoin than a [Treasury] bond.” If hedge funds, banks, and foreign
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governments continue to decelerate their Treasury purchases, even by
a relatively small percentage, the decrease in demand could send U.S.
bond prices plummeting.

If that happens, the Fed will be faced with the two unpalatable op-
tions described earlier: allowing interest rates to rise, or further inflating
the money supply. The political pressure to choose the latter would
likely be irresistible. But doing so would decrease inflation-adjusted
returns on Treasury bonds, driving more investors away from Treasurys
and into superior stores of value, such as bitcoin. In turn, decreased
market interest in Treasurys would force the Fed to purchase more such
bonds to suppress interest rates.

AMERICA’S BITCOIN OPPORTUNITY

From an American perspective, it would be ideal for U.S. Treasury
bonds to remain the world’s preferred reserve asset for the foreseeable
future. But the tens of trillions of dollars in debt that the United States
has accumulated since 1971— and the tens of trillions to come — has
made that outcome unlikely.

It is understandably difficult for most of us to imagine a monetary
world aside from the one in which we’ve lived for generations. After
all, the U.S. dollar has served as the world’s leading reserve currency
since 1919, when Britain was forced off the gold standard. There are only
a handful of people living who might recall what the world was like
before then.

Nevertheless, change is coming. Over the next 10 to 20 years, as
bitcoin’s liquidity increases and the United States becomes less credit-
worthy, financial institutions and foreign governments alike may replace
an increasing portion of their Treasury-bond holdings with bitcoin and
other forms of sound money. With asset values reaching bubble propor-
tions and no end to federal spending in sight, it’s critical for the United
States to begin planning for this possibility now.

Unfortunately, the instinct of some federal policymakers will be to
do what countries like Argentina have done in similar circumstances:
impose capital controls that restrict the ability of Americans to exchange
dollars for bitcoin in an attempt to prevent the digital currency from
competing with Treasurys. Yet just as Nixon’s 1971 closure of the gold
window led to a rapid flight from the dollar, imposing restrictions on
the exchange of bitcoin for dollars would confirm to the world that the
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United States no longer believes in the competitiveness of its currency,
accelerating the flight from Treasury bonds and undermining America’s
ability to borrow.

A bitcoin crackdown would also be a massive strategic mistake, given
that Americans are positioned to benefit enormously from bitcoin-
related ventures and decentralized finance more generally. Around 50
million Americans own bitcoin today, and it’s likely that Americans
and U.S. institutions own a plurality, if not the majority, of the bitcoin
in circulation—a sum worth hundreds of billions of dollars. This is
one area where China simply cannot compete with the United States,
since Bitcoin’s open financial architecture is fundamentally incompat-
ible with Beijing’s centralized, authoritarian model.

In the absence of major entitlement reform, well-intentioned
efforts to make Treasury bonds great again are likely doomed. Instead
of restricting bitcoin in a desperate attempt to forestall the inevitable,
federal policymakers would do well to embrace the role of bitcoin as a
geopolitically neutral reserve asset; work to ensure that the United States
continues to lead the world in accumulating bitcoin-based wealth, jobs,
and innovations; and ensure that Americans can continue to use bitcoin
to protect themselves against government-driven inflation.

To begin such an initiative, federal regulators should make it easier
to operate cryptocurrency-related ventures on American shores. As
things stand, too many of these firms are based abroad and closed off
to American investors simply because outdated U.S. regulatory agen-
cies— the Securities and Exchange Commission (SEC), the Commodity
Futures Trading Commission, the Treasury Department, and oth-
ers— have been unwilling to provide clarity as to the legal standing of
digital assets. For example, the SEC has barred Coinbase from paying
its customers’ interest on their holdings while refusing to specify which
laws Coinbase has violated. Similarly, the agency has refused to approve
Bitcoin exchange-traded funds (EFTs) without specifying standards for a
valid EFT application. Congress should implement SEC Commissioner
Hester Peirce’s recommendations for a three-year regulatory grace pe-
riod for decentralized digital tokens and assign to a new agency the role
of regulating digital assets.

Second, Congress should clarify poorly worded legislation tied to a
recent bipartisan infrastructure bill that would drive many high-value
crypto businesses, like bitcoin-mining operations, overseas.
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Third, the Treasury Department should consider replacing a fraction
of its gold holdings —say, 10% —with bitcoin. This move would pose
little risk to the department’s overall balance sheet, send a positive signal
to the innovative blockchain sector, and enable the United States to ben-
efit from bitcoin’s growth. If the value of bitcoin continues to appreciate
strongly against gold and the U.S. dollar, such a move would help shore
up the Treasury and decrease the need for monetary inflation.

Finally, when it comes to digital versions of the U.S. dollar, policy-
makers should follow the advice of Friedrich Hayek, not Xi Jinping.
In an effort to increase government control over its monetary system,
China is preparing to unveil a blockchain-based digital yuan at the 2022
Beijing Winter Olympics. Jerome Powell and other Western central
bankers have expressed envy for China’s initiative and fret about being
left behind. But Americans should strongly oppose the development of
a central-bank digital currency (CBDC). Such a currency could wipe
out local banks by making traditional savings and checking accounts
obsolete. What’s more, a CBDC-empowered Fed would accumulate
a mountain of precise information about every consumer’s financial
transactions. Not only would this represent a grave threat to Americans’
privacy and economic freedom, it would create a massive target for hack-
ers and equip the government with the kind of censorship powers that
would make Operation Choke Point look like child’s play.

Congress should ensure that the Federal Reserve never has the author-
ity to issue a virtual currency. Instead, it should instruct regulators to
integrate private-sector, dollar-pegged “stablecoins” —like Tether and USD
Coin—into the framework we use for money-market funds and other
cash-like instruments that are ubiquitous in the financial sector.

PLANNING FOR THE WORST

In the best-case scenario, the rise of bitcoin will motivate the United States
to mend its fiscal ways. Much as Congress lowered corporate-tax rates
in 2017 to reduce the incentive for U.S. companies to relocate abroad,
bitcoin-driven monetary competition could push American policymak-
ers to tackle the unsustainable growth of federal spending. While we can
hope for such a scenario, we must plan for a world in which Congress
continues to neglect its essential duty as a steward of Americans’ wealth.

The good news is that the American people are no longer destined to
go down with the Fed’s sinking ship. In 1971, when Washington debased
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the value of the dollar, Americans had no real recourse. Today, through
bitcoin, they do. Bitcoin enables ordinary Americans to protect their
savings from the federal government’s mismanagement. It can improve
the financial security of those most vulnerable to rising prices, such as
hourly wage earners and retirees on fixed incomes. And it can increase
the prosperity of younger Americans who will most acutely face the
consequences of the country’s runaway debt.

Bitcoin represents an enormous strategic opportunity for Americans
and the United States as a whole. With the right legal infrastructure,
the currency and its underlying technology can become the next great
driver of American growth. While the 215t-century monetary order will
look very different from that of the 20th, bitcoin can help America main-
tain its economic leadership for decades to come.
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