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Why is Bitcoin so valuable?
▪

Bitcoin is at the time of writing at 47.500 dollars which corresponds to a total Market

Cap of about 900 billion dollars for the current circulating supply of approximately 18.9
million.

▪

Market Cap = Circulating Supply * Price of a coin.
As the popularity and price of Bitcoin rises, there is also an increasing number of

people asking the question: Why does Bitcoin, an invisible and intangible asset, have value?
According to simple principles of economy, an asset has value if it checks two main
essential requirements: scarcity and utility.

Scarcity:

▪

Bitcoin is a very limited asset. There will be a maximum of 21 million that can be

created, when this number has reached, there won’t be any possibility of creating new
Bitcoins;

▪

Furthermore, it’s estimated that about 4 million Bitcoins are lost forever because

many people lost the private keys of their wallets which is the only way to recover the access
to the Bitcoins;

▪

So, theoretically there will be 16/17 million Bitcoins in circulation which makes it a

really scarce and attractive asset for investors who see this cryptocurrency as an alternative
investment asset against inflation and purchasing power;

▪

Additionally, the number of emitted Bitcoins (rewards for the bitcoin miners) is

decreased to half every 210.000 blocks which is about 4 to 4 years, so basically the rate that
Bitcoins are mined is decreasing drastically as time passes.

Utility:

▪

Bitcoin can be used for a variety of purposes, from a currency to carry out
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transactions to paying wages;
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▪

Many people consider that Bitcoin is no longer intended to be used as a currency,

and that it is now becoming a financial asset (such as gold or stocks), where investors can
invest their money safely through brokers or cryptocurrency exchanges;

▪

Many of Bitcoin's investors believe this is a better asset compared to gold and many

others because of its properties.

Properties:

▪
▪

Decentralized - No bank, government or person has control over it;
Divisibility - A single Bitcoin can be divided into several smaller units and thus have

the flexibility to reflect the value for various types of goods and services. Bitcoin's smallest
unit is called the Satoshi and is equivalent to 1/100,000,000 BTC;

▪

It is easily purchased, traded, or transferred to anyone regardless of location. Unlike

gold which is very difficult to use for transactions;

▪

Bitcoin's network is transparent and secure based on blockchain technology, where

everything is registered and can be consulted by anyone;

▪

Unlike Gold, it is a truly finite asset, with a maximum of 21 million Bitcoins in circulation

when they are all mined (at this point around 18.9 million have been mined).
After several years in which most companies and institutions denied the potential of
Bitcoin as an investment asset, many of them have been retreating from their positions and
investing in the cryptocurrency market.
Tesla, Square and MicroStrategy were some of the pioneers when it comes to
investing in cryptocurrencies announcing multi-million purchases of Bitcoin in recent
months.
Companies are increasingly integrating Bitcoin into their cash reserves as it becomes
more popular to diversify and maximize their potential profits believing in its great long-term
potential.
Although many people still think that Bitcoin is a bubble, based on the concept that
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Bitcoin has no value, there are reasons that support its value as mentioned above.
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By definition, Bitcoin is a scarce asset, and many investors believe that
cryptocurrencies are here to stay as a superior way to store and exchange value.
Having this long term strategy in mind we can try to maximize our portfolio value by
adopting some trading strategies such as taking profit on the way up and buying into the big
dips.

Buy the dips strategy:
Buy the dip is a common phrase that investors and traders hear after an asset's price
drops in the short term. After an asset's price drops from a higher level, some traders and
investors see this as an optimal time to buy or add to an existing position.
So, buying the dips is as simple as it sounds: purchasing an asset when its price has
dropped.
Methodically speaking, there’s a lot more that goes into the buy the dip strategy.
There are many things to consider, such as when is the best time to buy, or what’s the
percentage of a good dip to buy into, how much of it, should I invest all of my cash into these
dips? Should I do DCA (Dollar Cost Average) to de-risk my strategy?
Not all dips guarantee a profit, even if there was a persistent uptrend prior to whatever
happened that brought it down. Think of it as a bargain and not free real estate.
Buying downsides can be profitable in long-term uptrends, but unprofitable or harder
during secular downtrends.
Furthermore, buying into the dips can reduce the average cost of ownership of a
position, but the risk and reward of buying per dip must be constantly evaluated.

Crypto Market:
In the cryptocurrency market, there are dips on a day-to-day basis given the fact that
the market is notably volatile. During a bull run, it is normal for Bitcoin’s price to go up or
down by 5 percent per day and go up or down by 10 percent or more on a weekly basis. For
altcoins, it is normal for their prices to change by more than 10 percent per day, and they
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can easily gain or lose more than 20 percent of their value each week.
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The huge price variations for the different cryptocurrencies and their high volatility
can be explained due to being a recent market in constant update where every day there
are different events for the various cryptocurrencies.
Usually there are multiple factors causing a dip, and each of these often cause
overlapping chains of events that can turn into a vicious feedback loop.
For this strategy we will focus on Bitcoin as it’s the biggest cryptocurrency in terms
of market cap, has the highest liquidity and is the clear leader of this space being highly
correlated with most of the other altcoins.
However, it is important to point out that there is space in the market for several
cryptocurrencies with different specificities and purposes. Bitcoin has several shortcomings,
such as limited scalability, high transaction fees and relatively long transaction times. Now,
there are more than 16000 cryptocurrencies, according to CoinMarketCap.

Managing Risks
All trading strategies and investment methodologies must have some form of risk
control. When buying an asset after its fall, many traders and investors will set a price to
control their risk.
Buying assets on declines tends to work best with assets that are in an uptrend. Falls
are usually part of an uptrend. As long as the price is making higher lows (in pullbacks or
declines) and higher highs in the following trend movement of a big timeframe, the uptrend
is intact.
Once the price starts to make lower lows, the price has entered a downtrend. The
price will get cheaper as each dive is followed by lower prices. Most traders don't want to
hold onto a losing asset and avoid buying declines during a downtrend. Buys that fall into
downtrends, however, may be suitable for some long-term investors who see value in low
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prices.
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Building the Strategy
In order to analyze the Buy the Dip strategy, we analyzed the first indicator, which
was the percentage of days with a positive return after a daily return lower than X%.

Fig. 1 – Dip analysis in
S&P500

In this first chart, we analyzed the data related to the S&P500 to use as reference
when we look at Bitcoin. As we can see, there is a clear distribution that the larger the dip,
on average, the greater the probability that the following day will have a positive return. We
know that the volatility of the S&P500 is nothing like the cryptocurrency market and
especially Bitcoin. We were able to understand that when we get close to -5%, the probability
of the next day having a positive day is greater than 70%, that means, 70% of the days after
a day with a return lower than -5%, had a return greater than 0%.
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Fig. 2 – Dip analysis in
Bitcoin

Buy The Dip Analysis
Looking at the values observed in Bitcoin, we can immediately see that for the same
value of -5%, the probability of the following day having a positive return is situated slightly
below 60%. In order to obtain values similar to those recorded in the S&P500, we will have
to look for daily returns below -10%, where we find values close to 70%.
One of the biggest causes is the fact that the profile of investors in these two assets
is quite different. In the case of Bitcoin, we look at the situation of widespread fear of the
market when it has strong dips due to high volatility and dominance by large investors who
dominate a large part of the market and are able to strongly influence the value of the largest
cryptocurrency.
The generalized panic when talking about dips in the cryptocurrency market helps to
justify this type of registered values.

Average return in the day after a negative return

-15% ≤

-15% < X ≤ -10%

-10% < X ≤ -8%

-8% < X ≤ -5%

-5% < X ≤ -3%

-3% < X ≤ 0%

Fig. 3 – Average return in a day after a negative return

When we look at the average return value observed for the following day in each of the
ranges, we see that apart from dips below -10%, the average return recorded one day after
a dip tends to be quite close to 0.
Based on the previous analyses, we will have to find a range of values for which the
dip may be large enough for investors to be interested in buying, but it cannot be too large
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to the point of creating distrust in the market.
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For this purpose, based on Figure 2, we will consider the range from -7% to -11%, as
it is the one that demonstrates the highest degree of confidence. Daily return values less
than -11% present the greatest range of returns recorded the following day and due to this
uncertainty factor, we thought it best to keep the interval between these values.
We propose to look at Buy the Dip from another perspective: acquiring more Bitcoin
in order to look at long term profit.
As we know, buy and hold has been a strategy that over time, for investors who hold
their positions for a long time, has proven to be the most reliable. We now intend to analyze
when we should sell our Bitcoin due to large increases in the market.
Thus, to complement our strategy, we intend to have a range of values that tell us
when to buy depending on the probability that the next day will have a positive return and
have another range that tells us when to sell in order to look at the possibility of dips in the
market.

Fig. 4 – Percent of positive
days after a return > x%

When we look at the chart above, we see that the range that gives us the lowest
probability of the next day being positive is the range between 6% and 12% with a probability
that the next day will have a positive return of around 40%.

Testing the Strategy
Taking into account the above analyses, let's test a strategy where we start with a

Page

9

Bitcoin portfolio and every time, we register a daily return between 6% and 12% we will sell
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20% of our portfolio and for daily returns between -7% and -11%, if we have any money from
previous sales, we will use it in its entirety to acquire Bitcoin. In order to maximize the return,
we will test different values for these intervals.
Regarding the methodology used, we will use the timeframe from September 9, 2017,
to December 31, 2020, as our training model where we will test various values for the
intervals in order to maximize the return during this timeframe.
Our test model will be from the 1st of January 2021 until the 27th of December 2021.
For our training set, we were able to see that daily returns between 8% to 10% to sell and 8% to -9.5% top buy bitcoin, were the ones that showed the best results, increasing our 1
Bitcoin portfolio to about 2.3 , during the respective timeframe, however, when we used the
cross validation technique in this time period, we understood that we were facing an overfitting situation that was resolved by increasing the range to daily returns between 8% to
12%. Through this new range that proved to be the second best in terms of returns and
solved the over-fitting problem, we obtained a portfolio with 1.93 Bitcoins at the end of this
time period.
Test set: (From 01/01/2021)

Portfolio Value BTC/USD + Cash

BTC/USD Value

Cash
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Fig. 5 – Portfolio performance compared to BTC value - Test set (2021)
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As we can see in the image above, which compares the BTC/USD to the portfolio
value, the algorithm managed to outperform the BTC/USD during 2021. Between April and
July 2021, BTC dropped in value by more than 55% and the algorithm took advantage of
that time to get rid of its large cash position and bought heavily into the huge dip.
Prior to this big drop there was a huge price surge, and the algorithm converted the
majority of the BTC into USD to benefit from the dips that could occur, this is why the
algorithm underperformed in the first months as it was taking profits on the way up so it
could have cash available to accumulate during the huge dips. This proved to be a smart
move as over that period it managed to increase the BTC portfolio amount.

Fig. 6 – Portfolio performance / annual growth

Taking a look at the annual growth of the portfolio over the test set period we can see
that at the start of the year, Bitcoin was trading at $28994 and increased in value by 74.66%
as it increased to $50640. The portfolio managed by the algorithm outperformed the
BTC/USD in the test set (during 2021) having approximately 1.13 BTC in the end of the time
period which corresponds to a total portfolio value of $57289 which is an annual growth of
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97.59%.
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Conclusion
Given the intrinsic properties, utility, and scarcity of Bitcoin we believe that Bitcoin will
continue to climb up in value over time and there are many investors and indicators that
support this. Our objective with this strategy is always acquiring more Bitcoin as we see it as
a better inflation hedge than gold with unique properties that can’t be overlooked. We
consider that buy and hold is a good long-term strategy for investors who see the benefits
of holding into the best performing asset of the decade. There are many day traders who try
to outperform the returns of Bitcoin and can’t achieve it over the long term.
In general, we can see that our algorithm outperformed the buy and hold strategy
which was the main objective of our buy the dips trading strategy.
Although this performance was registered during this time period we cannot
guarantee these performance results for the future. That stated we will continue to analyze
this strategy and further improve it.

Portfolio Value BTC/USD + Cash

BTC/USD Value

Cash
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Fig. 7 – Portfolio performance compared to BTC value
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Our Club
ISCTE Trading & Investment Club (ITIC) is a non-profit student organization of ISCTE
Business School, who promotes training and research in Finance and Investment. The
club intends to train the best professionals in the industry and promote its analysts by their
commitment to producing useful and truthful information and analysis based on excellence.

#FinancialKnowledge
More content in www.itic-iscte.com
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Disclaimer: All content present in this newsletter has only an informative nature and should not be seen as financial advisory of any sort.

