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By now, you’ve probably heard the terms cryptocurrency, Bitcoin, Ethereum tossed around.  If you haven’t, well here’s 
your introduction. But even if you have heard these terms before you may still be wondering how they function in our 
current economy and society. I know I did.  

Over the last couple of weeks, I have received inquiries from many people in various industries regarding how 
cryptocurrencies work. Some questions I have received include, what is crypto? How does crypto work? How does 
cryptocurrency compare to fiat? What determines the value of cryptocurrency? The answers to these questions are 
complex; but in this article I intend to answer each one thoroughly.

Let’s Start with the Basics: What is Cryptocurrency? 
Cryptocurrency is decentralized digital currency that is transferred on a peer-to-peer network. Transactions are 
recorded on the blockchain, which is a digital public ledger; its data is securely encrypted using cryptography, a 
method of protecting information through the use of codes. Cryptocurrency strays from absolute power in that it 
functions as a decentralized system, distributing power among all of the members of its network. 

How do Cryptocurrencies work? 
Cryptocurrency works similarly to PayPal, a credit card, or a debit card. The main differences include that cryptocurrency 
transactions require the software and use of a digital wallet or crypto wallet; and, instead of banks and governments 
issuing the currency and keeping ledgers, algorithms do. One can create a transaction using the wallet software to 
transfer balance from one account (known as a public address) to another (public address). To transfer funds and 
complete a cryptocurrency transaction, one needs access to a private key (or password) associated with the account. 
In fiat terms, the private key is equivalent to a bank account. One can own many keys and own all of the funds that are 
sent to those keys. Every time a transaction is made (buy/sell/send/receive) the transaction is recorded on a digital 
public ledger known as the blockchain. 

There are many advantages to performing cryptocurrency transactions, overusing a credit or debit card, including lower 
transaction costs (since there are no third parties or intermediaries involved), time reduction, greater freedom to transact, 
choice as to which cryptocurrency one may want to use (there are thousands available in the marketplace), greater 
security, greater transparency, and the universality aspect, which offers an agent the opportunity to transact globally. 

What is the technology behind cryptocurrency transactions?
When a crypto transaction is made between peers, it is encrypted and then recorded on the digital public ledger, 
known as the blockchain, via a process called “mining.” The ledger is public, and anyone can access it. Transactions are 
pseudo-anonymous; the specific transaction amount is public but the agent who sent it is encrypted. Each transaction 
can be traced back to a unique set of keys, and whoever owns a set of keys also owns the quantity of cryptocurrency 
connected to those specific keys. In fiat terms, this is analogous to one who owns a bank account and also owns the 
money that is in the account. When a transaction is made, miners “add” these blocks of information to the blockchain. 
Essentially, the blockchain is a database that keeps a record of cryptocurrency totals and transactions. It is secure and 
immutable to hackers. The blockchain stores information and data in “blocks” that are linked or “chained” together 
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in order. Unlike traditional currency, cryptocurrency doesn’t have a central authority overseeing its ledger; instead, 
it is a distributed ledger that is viewable by all users. For a public blockchain, the creation and validation of new 
blocks is made by consensus in a process known as ‘proof of work.’ In this process, many nodes (computers in the 
network) have to agree that the transaction is valid. When a cryptocurrency transaction is made, that information is 
sent out to all users with a copy of the given blockchain. These users, known as miners, then try and solve a complex 
mathematical cryptographic puzzle using their software or hardware, which allows them to add a block to the ledger. 
Each miner is in a competition to solve the cryptographic puzzle before the others, as whoever solves the puzzle first 
gets a few newly minted coins as a reward, in addition to getting paid a transaction fee (gas fee). If most miners all 
submit the same transaction data, then consensus occurs.

Cryptocurrency vs. Fiat
Fiat money is government-issued currency that is backed by the 
government that issued it. The value of fiat money is derived from 
the stability of the government that issued the currency and the 
balance between supply and demand in the given network of 
participants in that economy. On the contrary, cryptocurrency 
is decentralized digital currency with no one authority. While fiat 
currency is backed by central governments and declared a legal 
tender by the government, cryptocurrency is not backed by any 
central government, but rather is backed by the collective faith of 
independent investors globally. Fiat currencies are more stable and 
regulated than cryptocurrency, and the government can print an 
unlimited supply of fiat money. Many cryptocurrencies, on the other 
hand, like Bitcoin, have a limited or fixed supply. The technology 
behind cryptocurrency is different from online banking and payment 
services in that it is essentially lines of code in a decentralized 
ledger. The technology behind cryptocurrency, blockchain, 
represents a profound departure from traditional monetary systems. 
Blockchain, essentially, replaces the banking system, as there is no 
intermediary involved. Transactors can obtain full control of their 
cryptocurrency and digital assets, since ownership is conferred by 
the cryptocurrency’s private keys.

What are factors that 
determine value in an 
economy? 
There are three main factors that 
determine the value of an asset: 

1. Enough people must have the asset 

2. Merchants must accept it as a form 
of payment 

3. Society must have trust in the 
asset and believe it is and will 
remain valuable.

Like fiat, any currency or asset 
obtains its value from the backing 
of the state or government and the 
trust of the given network. For any 
currency to be established as a 
medium of exchange of value within 
a society, it is essential for the given 
network  to trust it regardless of who 
or what is backing that currency. 

Source: Euromoney Learning 2020

How does a transaction get into the blockchain?
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This graph shows the total market cap of all cryptoassets, including stablecoins and tokens.

Here are the top 7 ways in which cryptocurrency obtains value includes its fixed supply, supply and demand of the 
given network, its utility, mining, mass adoption, trust from its network, and regulation.

1. Fixed Supply
Many cryptocurrencies, including Bitcoin, have a fixed supply. Embedded in the Bitcoin code is a hard supply limit of 21 
million Bitcoin. To date, approximately 83% of the entire supply of Bitcoin has been mined and is in circulation. Around 2 
million more Bitcoins are left to be mined. As of now, the supply of new coins will not be fully exhausted until about the 
year 2140. In addition to Bitcoin’s finite supply, about every four years, the reward for mining new Bitcoin is halved. Each 
halving reduces the rate of new Bitcoin entering into supply. For example, the first halving took place in 2012 when the 
price of Bitcoin was approximately $11. Within the year, the price shot up to $1100. The second halving occured in 2016 
when the price of Bitcoin was fluctuating between $500-$1000 and then shot up to $20,000 in December of 2017. The 
third halving took place in May 2020 when the price of Bitcoin was approximately $9000. In December of 2020, the price 
shot up to $20,000. As of October 2021, Bitcoin is trading around $41,000 to $42,000. Historically, after halving events, 
the price of Bitcoin has increased; but, not immediately. Data suggests that there is a positive correlation between 
Bitcoin halving and its increase in price; however, there are many other factors that Bitcoin derives its value from.

The idea of limiting Bitcoin’s supply, among other cryptocurrencies, stands in opposition to the way in which fiat 
currencies operate. Fiat currencies, including the United States dollar, have an unlimited supply. Cryptocurrency 
is set apart from global financial systems; central banks can effectively print more fiat money through quantitative 
easing, whereas the supply of cryptocurrency, like Bitcoin, is finite. As a result of an infinite supply and, consequently, 
quantitative easing, inflation may occur. In opposition to fiat, cryptocurrencies, like Bitcoin, are deflationary in nature. 
Although there are some inherent problems associated with deflation, including the potential for hoarding and 
liquidity problems, advocates of deflation argue that this system is more stable and has the potential to completely 
revolutionize society’s approach to money.

Where does crypto get its value? 
There are many factors that contribute to the value of a given cryptocurrency. Many people get confused as to how 
cryptocurrency gains its value, given that there is no central authority supervising or distributing it. So, you may be 
asking yourself, how does cryptocurrency derive value? The answer: through its ample attributes and given network.

Source: https://coinmarketcap.com/charts

Global Cryptocurrency Charts
Total Cryptocurrency Market Cap
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2. Supply & Demand
Supply and demand are a basic economic principle and one of the most important determinants of the value of 
cryptocurrency. If cryptocurrency has a high supply with little demand from its network, then the cryptocurrency’s value 
will decrease. On the contrary, if the supply of a cryptocurrency is limited or finite and demand is high, then the value 
of the cryptocurrency will increase. What I have just described herein is linked to a concept known as scarcity. Many 
analysts report that this scarcity feature of cryptocurrencies, like Bitcoin, increases its desirability over alternative assets. 

According to the laws of supply and demand, the finite overall supply and decreasing supply of Bitcoin over years 
should increase the demand for Bitcoin, and thus increase its price. 

3. Utility 
One of the most influential features that have a big bearing on the price of cryptocurrency is the level of utility or, 
essentially, how useful the coin is. Many see the role of cryptocurrency as a store of value and investable assets; but 
its potential use cases are limitless in the broader economy. One cryptocurrency that has a high utility is Ethereum. 
The Ethereum blockchain functions as a basis for innovation and development; and, its currency Ether, which offers 
access to the Ethereum network, realizes inherent value from it. Among others, there are five main reasons as to why 
Ethereum has a high intrinsic value. The first reason relates to Ethereum’s smart contract capability. Ethereum was 
built with the capacity to have programmatic smart contracts and applications run on it, via Ether. Its blockchain can 

Source: https://cmcmarkets .com

History of Bitcoin Halving
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execute smart contracts that power decentralized applications, including decentralized finance and non-fungible 
tokens (NFTs). Decentralized applications, or dApps, are smart contracts that are programmed for a distinguished and 
repeated use. Decentralized finance, or DeFi, allows users to trade, borrow, and lend assets without an intermediary 
involved, like a bank. Ethereum powers myriad cryptocurrencies in the DeFi sector and hosts more than 200,000 ERC 
tokens on its platform. The second reason that Ethereum has a high intrinsic value is due to its connectivity power. 
Ethereum’s infrastructure has the potential to revolutionize the finance space and technology sector, among others. 
As mentioned, Ethereum hosts many currencies and capabilities on its platform, and its applications are expected 
to impact economic markets, governance, public service, and contribute to a whole new type of connectivity and 
innovation layer that will inherently drive Ethereum’s value. Ethereum already has an active community and user 
base and its network is only becoming more diverse, which will also lead to an increase in its value. The third reason 
relates to Ethereum’s Proof-of-Stake model. Essentially, in this model, transactions require a network-wide consensus 
by miners in order to verify and confirm the given transaction. These miners, in return, are rewarded for their mining 
efforts, processing transactions, and executing smart contracts. In the coming months, Ethereum 2.0 is expected to 
succeed, and in this model, transaction validators will replace miners. These transaction validators will be required 
to own Ether and put their Ether stake on the line in order to validate a block. This system will omit any malicious 
behavior on the part of the validator, as their stake will be at risk. With Ethereum 2.0, the blockchain will become 
more scalable and have more transaction-processing capabilities. The fourth reason includes Ethereum’s speed 
and scalability. Ethereum’s block time is much faster than other cryptocurrencies, such as Bitcoin. Ethereum’s block 
time, for example, is approximately 10 to 15 seconds, while Bitcoin’s block time is approximately 10 minutes. When 
Ethereum’s 2.0 upgrade happens, its transaction speed will be even faster and more scalable. The fifth reason is 
Ethereum’s disinflationary supply. Unlike Bitcoin that has a finite supply of 21 million Bitcoin, Ethereum has an unlimited 
supply of Ether but caps the amount of Ether released each year. Ether’s supply increases each year via mining, but it 
is adjusted as the network matures. With Ethereum 2.0, validators will earn a transaction fee for each transaction and 
smart contract they validate as a reward; the more Ether that is staked, the higher the value, since there will be fewer 
Eth in circulation. Staking is the process of locking up an amount of currency for a given period of time in order to earn 
network rewards and assure the security of the blockchain.

Source: https://coinmarketcap.com/charts

Ethereum DApp Activity by Category
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4. Mining 
Cryptocurrencies can derive some value from the process of mining. Mining is the process by which cryptocurrencies 
are created. In this process, various computers are racing to finish a complex mathematical problem. In some 
instances, the mining difficulty of a proof-of-work model increases the value of a given cryptocurrency; for example, 
a higher mining difficulty would infer that it is more difficult to increase the supply of a cryptocurrency and thus, 
may cause upward pressure on the price when demand is high. In addition, the miners, exchanges, developers, 
merchants, and investors are fully vested in the success of the cryptocurrency. For example, those who hold Ether 
are more incentivized to build apps and other products on the Ethereum blockchain/network to increase the value 
of their own cryptocurrency. 

5. Mass Adoption
Mass adoption is a major factor that influences the value of a cryptocurrency. Mass adoption and the value 
of cryptocurrency have a positive correlation; as mass adoption rises, the value of a cryptocurrency, like Bitcoin, 
also increases. 

6. Trust
Cryptocurrencies, like Bitcoin, have value because many people think that they have value. Unlike other assets or 
commodities, cryptocurrencies derive their value from the network; a Bitcoin, for example, has no value outside of 
its network. Kiana Danial, author of “Cryptocurrency Investing for Dummies,” once stated that “gold is just dirt that 
people decided that, OK, this dirt that is kind of shiny, it has value to people.” In the same way, crypto has gained value 
because the people have assigned value to it. Many people believe that Bitcoin will one day be worth way more than 
its current value. Many view cryptocurrencies, like Bitcoin, as a store of value that should be treated like a macro asset, 
akin to gold. Many trust cryptocurrencies various properties, including its security, privacy, and transferability.

7. Regulation 
Many governments initially took a passive stance to cryptocurrencies; but, over time this has changed. The rise in 
mass adoption and integration of cryptocurrency and blockchain technology into our society and various industries 
have forced regulators to begin blueprinting rules for defining administrative policies in the sector. To date, almost 
every country has begun to regulate cryptocurrency and blockchain in different ways. El Salvador has adopted Bitcoin 
as a legal tender, while other countries, like China, have banned cryptocurrency altogether. The United States has 
just begun to take a position, but rules and regulations have not been entirely defined. Policymakers under the Biden 
administration have stated that they plan to regulate cryptocurrencies and the emerging DeFi sector more strictly 
but that both do not fit neatly into the current regulatory framework. The difficulty in regulation revolves around 
developing rules that limit financial risk, without impeding innovation. 

Regulations can affect the user’s access to cryptocurrency, and as a result may influence the prices of cryptocurrencies. 
By imposing controls on cryptocurrency, governments can limit people’s access to it and affect the scarcity of the 
cryptocurrency in the market. This could lead to either an increase in price, as the asset becomes more valuable, or 
it can lead to a decrease in price as access becomes restricted and the investor’s confidence and bullish perspective 
on the asset class declines. Regulation, though, can lead to a diminishing sense of fear among potential investors, for 
people will have more confidence in the asset class with increased regulatory policies.
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I hope from this article you were able to gain some insight into cryptocurrency and the factors that drive its value. The 
one notion I want you to take away, however, is that society is still in its early stages of cryptocurrency mass adoption; 
many are still discovering the utility and many use cases that cryptocurrency and blockchain technology offers across 
industries. Digital assets are here to stay and as the creator of Bitcoin, Satoshi Nakamoto, once said, “if you don’t believe 
it or don’t get it, I don’t have the time to try to convince you, sorry.”

Recommended Resources: 
A great resource to understand how cryptocurrencies, like Bitcoin, work: 

https://www.youtube.com/watch?v=bBC-nXj3Ng4
https://www.youtube.com/watch?v=AABkJ55Zz3A
https://www.goldmansachs.com/insights/pages/crypto-a-new-asset-class-f/report.pdf

Disclaimer: Cryptocurrencies are risky and volatile investments. These comments above should not be perceived as 
investment advice.

About the Author:
Jordana Cohen, Writer and Associate, Alpha Sigma Capital

Jordana joined Alpha Sigma Capital in November 2020 as a writer and associate. Jordana graduated magna cum laude from 
Tulane University with a business major in finance and a minor in Spanish. In addition to her academic accomplishments, she has 
substantive experience in management and marketing endeavors through her establishment of several start-up events to fundraise 
for pediatric cancer research. Alpha Sigma Capital is a pioneering digital asset fund that invests in growth companies, private and 
public equity, mergers and acquisitions, and special situations. Alpha Sigma Capital believes in a fundamental research approach 
for investing and supporting the blockchain economy; and, it is rigorous in determining the value of such organizations.

Source: Thomson Reuters Regulatory Intelligence; CFR research.
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