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Abstract

This paper examines Bitcoin's economic positioning through the lens of Gresham's Law, analyzing

whether the cryptocurrency functions more effectively as a store of value or medium of exchange. The

research explores how the principle of "bad money drives out good money" influences Bitcoin adoption

patterns and market behavior.

Introduction

Gresham's Law, formulated in the 16th century, states that when two forms of money are in circulation

with equal nominal value but different intrinsic values, the money with higher intrinsic value will be

hoarded while the inferior money continues to circulate. This economic principle provides crucial

insights into Bitcoin's evolving role in the modern monetary system and helps explain the apparent

paradox of why a currency designed for transactions often behaves more like a store of value.

Theoretical Framework

Gresham's Law in Historical Context

Sir Thomas Gresham observed that when governments debased their currency by reducing precious

metal content while maintaining face value, citizens would hoard the older, more valuable coins and

spend the debased ones. This phenomenon occurs because rational economic actors prefer to retain

assets with superior long-term value while disposing of those perceived as inferior.

Application to Cryptocurrency Markets

In contemporary cryptocurrency markets, Gresham's Law manifests when Bitcoin is perceived as "good

money" relative to fiat currencies, which many Bitcoin advocates consider "bad money" due to

inflationary monetary policies and central bank manipulation. This perception creates a natural

incentive structure where individuals accumulate Bitcoin while continuing to use fiat currencies for daily

transactions.

Bitcoin as Good Money

Scarcity and Predictability

Bitcoin's algorithmically enforced supply cap of 21 million coins creates absolute scarcity, contrasting

sharply with fiat currencies subject to discretionary monetary expansion. This mathematical certainty

regarding future supply makes Bitcoin attractive as a long-term store of value, encouraging hoarding

behavior consistent with Gresham's Law predictions.

Monetary Properties Analysis



Bitcoin exhibits superior monetary properties compared to traditional currencies in several dimensions.

Its divisibility, portability, and durability match or exceed those of physical money, while its verifiability

through cryptographic proof surpasses any previous monetary system. Most significantly, Bitcoin's

resistance to confiscation and censorship provides a level of monetary sovereignty unavailable with

traditional banking systems.

Store of Value Dynamics

Hodling Behavior

The widespread adoption of "hodling" (holding) strategies among Bitcoin users exemplifies Gresham's

Law in action. Rather than spending Bitcoin on consumables, users tend to accumulate and retain their

holdings, expecting long-term appreciation relative to fiat currencies. This behavior is economically

rational when Bitcoin is viewed as superior money.

Liquidity Considerations

The store of value function is reinforced by Bitcoin's increasing institutional adoption as a treasury

asset. Companies like MicroStrategy and Tesla have allocated significant portions of their treasuries to

Bitcoin, treating it as a digital gold rather than a transactional currency. This institutional validation

strengthens the good money narrative.

Medium of Exchange Challenges

Transaction Costs and Speed

Bitcoin's current transaction processing limitations create friction for small-value payments, further

encouraging its use as a store of value rather than a medium of exchange. High transaction fees during

network congestion periods make Bitcoin economically inefficient for routine purchases, while

settlement times can be unpredictable.

Volatility Impact

Price volatility poses significant challenges for Bitcoin's medium of exchange function. Merchants and

consumers require price stability for efficient commerce, and Bitcoin's dramatic price swings create

uncertainty about purchasing power. This volatility reinforces the tendency to hold Bitcoin rather than

spend it.

Breaking Gresham's Law

Network Effects and Adoption

As Bitcoin's network effect strengthens through increased adoption, the dynamics described by

Gresham's Law may eventually shift. If Bitcoin achieves sufficient scale and stability, it could transition

from being hoarded good money to becoming the preferred medium of exchange, particularly in

markets where fiat currencies are unstable or restricted.

Layer 2 Solutions



The Lightning Network and other layer 2 scaling solutions address transaction cost and speed

limitations that currently inhibit Bitcoin's use as a medium of exchange. These technological

developments could facilitate the transition from store of value to everyday currency by reducing the

friction associated with Bitcoin transactions.

Circular Economy Development

Growing Bitcoin circular economies, where users earn and spend Bitcoin without converting to fiat,

represent potential pathways beyond Gresham's Law constraints. In these ecosystems, Bitcoin functions

simultaneously as both store of value and medium of exchange, suggesting that the binary choice

implied by Gresham's Law may not be permanent.

Policy and Regulatory Implications

Taxation Effects

Tax regulations treating Bitcoin as property rather than currency reinforce store of value behavior by

creating capital gains obligations for each transaction. This regulatory framework effectively

discourages medium of exchange use while encouraging accumulation strategies.

Central Bank Digital Currencies

The development of Central Bank Digital Currencies (CBDCs) may alter the Gresham's Law dynamics by

providing digital alternatives to physical cash. If CBDCs maintain the inflationary characteristics of

traditional fiat currencies, they may still be perceived as inferior to Bitcoin, maintaining the current

dynamic.

Conclusion

Gresham's Law provides valuable insights into Bitcoin's current market behavior and future trajectory.

While Bitcoin currently functions primarily as a store of value due to its perceived superiority over fiat

currencies, technological improvements and increased adoption may eventually enable it to serve

effectively as both store of value and medium of exchange. The key to this transition lies in achieving

sufficient scale, stability, and infrastructure development to overcome the economic incentives that

currently favor hoarding over spending. Understanding these dynamics is crucial for policymakers,

investors, and users seeking to navigate Bitcoin's evolving role in the global monetary system.


