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¢ As cash usage declines, new forms of digital money are
emerging

¢ We look at cryptocurrencies and Central Bank Digital
Currencies...

¢ _..and outline the impact they could have on the economy
and policy decisions

As cash usage plummets in many parts of the world, the role played by new forms of
digital currencies in the payments chain is only going to grow. But what sort of
currencies? Cryptocurrencies? Central Bank Digital Currencies (CBDCs)?
Stablecoins? Perhaps a mix of them all? These forms of money are all solely digital —
and are either issued via the central bank or privately.

Cryptocurrencies, in particular, have been getting a lot of attention recently because
of Bitcoin’s spectacular price rise and the responses to it — with an increasing number
of institutional investors showing an interest. Stablecoins, such as Diem, led by
Facebook, have also gathered much more attention in recent years.

There is no doubt that the rise of cryptocurrencies and stablecoins has alerted
governments and policymakers, and is one reason why a number of central banks
are drawing up plans for their own digital currencies. Sweden and China are leading
the way, but these central banks have other motives too, based on the rapid
developments of digital payments in their economies.

This report will look at the differences between these forms of digital payments and
the potential economic and monetary impacts.

At its heart this will be a battle over what best serves as a means of payment and/or
store of value in the digital age. The current macro implications of both
cryptocurrencies and stablecoins are limited — but this may change depending on
how the underlying technology develops and the number of use cases grows.
Tracking how both of these factors develop will be important in the coming years.

Central bank digital currencies will likely have a greater economic impact. But the
leading pilots in China and Sweden are converging on a similar design in a way that
may mean that, while payment networks could be more efficient and secure, most of
us may not notice a difference day to day. How these pilots develop and how other
central banks react will also be key to follow.

While there has been much excitement over cryptocurrencies and CBDCs, it is just
as important to remember the implications of getting many of the millions of
unbanked people across the world access to more traditional digital payments, which
is likely to have a far greater near-term economic impact.
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The world is moving away
from cash payments
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Digital currencies

¢ The pandemic has accelerated the decline in cash usage...

¢ _..and has coincided with more interest in private forms of digital
money...

¢ _..such as cryptocurrencies and stablecoins

The demise of paper money has been accelerated

The pandemic has caused many things to change in our lives — but one trend that has clearly been
accelerated is the demise of paper money for payments. While this is a trend that is most readily
observed in developed market data, such as in the UK (chart 1), in many emerging markets we've
seen the use of digital payments rise as businesses have opted against taking in-person payments
and avoided transacting in cash due to fears of viral spread?, while in Germany, card payments are
expected to have overtaken cash payment volumes for the first time2. Sweden, where cash
payments have collapsed as a share of total payments over the past decade, shows how quickly the
world’s payments could digitise as a result of this trigger.

1. UK data shows how quickly cash usage 2. ...while Sweden’s drop in cash usage over
has fallen during the pandemic... the past decade is alesson for all
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Whilst most of this shift has taken place with cash payments being replaced by card and mobile
wallet payments, new forms of digital money — such as cryptocurrencies and central bank digital
currencies — have grown in prominence. In this report, we aim to explain the difference between
these forms of payment and how they could affect the economy and central bank decision making.

! However, many of those fears may be misplaced, as outlined in: Covid-19, cash, and the future of
payments, BIS, 3 April 2020.
2 The German Consumer: Rapid Evolution Amidst the Crisis, Euromonitor, 17 September 2020



An account-based system
requires verifying the identity
of the payer, while a token-
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What are the different types of money?

To begin with, let’s look at the different qualities of various forms of money. We all know about cash,
and about bank deposits — but the qualities of other forms of money aren’t so clear. Chart 3 shows
the BIS’ money flower — which breaks the different forms up clearly. Cash is universally accessible
and central bank issued (and a token), but it is not digital. Bank deposits are of course digital, and
while widely accessible, are not completely universally accessible.

Against this, cryptocurrencies, such as Bitcoin, operate outside of the central bank’s sphere — and
are token-based, like cash, and stored in wallets. Virtual currencies, such as those within games or
online universes are also outside of the central bank system, but are not token-based, relying on the
object used to pay — be it physical or digital. All of those currencies exist within an account, solely
within that ecosystem.

As is clear on the ‘money flower’, central bank digital currencies (CBDCs) sit in the middle of this.
These products, which we will explore in more detail later, are a form of money that is central bank
provided, digital, universally accessible, and token-based, sitting in the middle of the diagram and
clearly providing (in theory) an all-encompassing form of money.

3. The money flower shows the different qualities of types of money

Central
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Virtual currency
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Token-based
Settlement or
reserve
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accounts (wholesale)
Private digital

CBDC
a (retail) tokens

Bank deposits,
mobile money
Venmo, M-Pesa

ryptocurrency (wholesale)

Bitcoin
\ >

What'’s the difference between them?

The practical applications of the different forms of money are outlined in the table below. The
differences are clear to see — with central bank digital currencies having the ability to achieve a mix of
the qualities of the other payment options.

Type of product
Example

Key:

CBDC = Central Bank
Digital Currency

Source: BIS



Developments in new forms
of private money may make
central banks speed up how
quickly they develop CBDCs

Free to View ® Economics & Currencies - Global
17 March 2021

4. A less technical comparison of payment tools

CBDC (e-CNY as an Alipay/WeChat  Diem (formerly Bank
Payment method example) Pay known as Libra) Bitcoin  deposits Cash
Anonymity Optional No Yes Yes No Yes
Efficiency High High High Low High Low
Decentralization ~ Maybe (at the second layer) ~ No Yes Yes No Yes
Price volatility Low Low Low High Low Low
Portability High High High High High Low
Security High Medium High High High Low
Offine Payment ~ Yes No No No No Yes
Network

technology, QR
Blockchain (maybe at the Codes,

second layer), QR Codes &  Cryptographic Public
Technology Cryptographic technology technology Consortium blockchain blockchain  Networks n/a
Programmability ~ Yes No Yes No No No
Development In In In
Progress & Status  Pilot stage >lbnuserseach  Stage Circulation ~ Circulation Circulation

Source: Bloomberg, Boxmining.com, Sina, HSBC

To show this graphically — chart 5 shows the difference between the different forms of payment.

5. A flow diagram of the different types of payment

Issuer Central Bank

1

Centralised Decentralised

Settlement Centralised

Unit of account Variable value Fixed value

Low

Value Unit of account

Form Physical

Anonymity Optional

Offline payment

Bank deposits Cryptocurrency Stablecoin

Source: HSBC

Whilst these payment methods are all independent, the developments in one may influence the
speed of adoption of others. For example, as cash usage declines, all forms of digital payments
could see increased adoption. For some central banks concerned about payments moving into this
realm, a greater use of cryptocurrencies or stablecoins could see them increase the speed at which
they develop central bank digital currencies.

Before we can think about what the implications of these new forms of digital currencies could be, we
first need to look at them a little more closely.

Cryptocurrencies

Bitcoin and other cryptocurrencies have featured increasingly in the media spotlight in recent years.
Bitcoin’s price has risen enormously — back in 2012, it was trading at roughly USD10: it has recently
hit USD60,000. A USD250 investment would have made you a millionaire in just over eight years if

you'd been willing to hold (or hodl, as the Bitcoin parlance goes?).

8 The phrase hodl has become synonymous with holding onto cryptocurrencies — it originated on 18
December 2013 when a drunken trader with the username GameKyuubi posted on a Bitcointalk forum: “I
AM HODLING”.
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designed as a means of
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Bitcoin is the poster child of the cryptocurrency universe, which now includes more than 4,000
different ones — many with different purposes — be it as a means of payment, a store of value, or a
network on which to build applications or to store digital collectibles such as artwork. However, many
of these cryptocurrencies are not as commonly used or traded.

To understand what they could mean for the broader economy, we first need to look at the different
types and how they are used.

How can cryptocurrencies be used?

Most cryptocurrencies are designed to have a primary use case, but many of those aren’t
currencies in the traditional sense. As a result, many are known as crypto tokens or coins,
rather than cryptocurrencies. There are four main uses: payments, store of value, applications,
or asset storage — and how they are used is a key determinant of how they will influence the
broader economy and policy making. For some, the distinction isn’t so clear, and they can be
placed in one or more of these categories.

Payments

The original idea behind cryptocurrencies was that they could be used for transactions in a way that
would be secure and away from the traditional financial system. But being outside the system led to
concern® in some quarters about the extent to which they could be used for illegal transactions and
money laundering. However, as more vendors have accepted cryptocurrencies, those concerns
have diminished to a degree®.

Being used as a means of payment was the original idea behind Bitcoin®. It has been accepted as a
means of payment by some retailers, but has not gained widespread payments usage because
transactions cannot be processed quickly or cheaply enough in sufficient numbers. Table 6 shows
the comparison in terms of network size and transaction cost between a few leading cryptocurrencies
and more traditional means of payment.

6. Can cryptocurrencies be used as mass means of payment today?

Cash Visa Bitcoin (BTC) Ethereum (ETH) Ripple (XRP)
Possible payments per
second Unlimited ~ ¢1700 7 30 (ETH 2.0 aims to handle 100k) 1500-50,000
USD15-20 (Feb  cUSD20 (Feb 2021), although can be much
Transaction cost Zero*  ¢1.5% 2021) higher in times of network stress USD0.00006

Source: HSBC, Ripple, Visa, Coindesk. Note: *while cash has a zero transaction fee to make the transaction, cash payments incur a number of relatively fixed costs such as storage, counting
and processing, making the transaction cost a function of how much it is used. As cash usage declines, the marginal cost of receiving that payment rises.

Transaction fees can be high for some cryptocurrencies because they require offering a reward for
the mining process. For cryptocurrencies that cannot process a large number of transactions quickly,
these costs can be extremely high — and if a transaction needs to happen quickly — for example at a
time of market stress — a higher fee can be offered in order to get priority in the queue. Ethereum
transaction fees (known as ‘gas’ fees on the network) have been above USD100 per transaction at
times. For those cryptocurrencies where there is no mining involved, such as Ripple (XRP), or
stablecoins (discussed in more detail below), transaction fees are much lower.

4 Sex, drugs, and bitcoin: How much illegal activity is financed through cryptocurrencies?, Sean Foley,
Jonathan R. Karlsen, Talis J. Putning, January 2018

5 The False Narrative Of Bitcoin’s Role In lllicit Activity, Forbes, 19 January 2021

6 See Satoshi Nakamoto's White Paper: Bitcoin: A Peer-to-Peer Electronic Cash System, published 31
October 2008.
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But beyond the issues of transaction fees, the volatility of cryptocurrencies has deterred many from
using them as a means of payment as the end value received by the seller could be quite different to
what they thought they had been expecting to receive. Even Ripple (XRP), a cryptocurrency with low
transaction costs has seen its price move by more than 10% in a short space of time in recent
months. Its price was 4x more volatile than the S&P500 in 2020.

In the 2021 Global Crypto User Index, when asked for their top three reasons for investing in crypto,
55% of users cited long-term investment, 38% distrust of the financial system, and 31% short-term
trading opportunities’, suggesting that many owners don’t see cryptocurrencies primarily as a means
of payment.

Store of value

As a result of the transactions fees for Bitcoin, many have turned to advocating its properties as
‘digital gold’, a store of value against high inflation or concerns about the sustainability of fiat
currency®. However, a cryptocurrency held for this purpose would be zero-yielding and have
little practical use, whilst being open to a high level of volatility that may deter people from using
it as a store of value. ESG concerns, given the high energy costs may weigh on appetite from
some investors®.

Despite that, this function has gathered more attention in recent weeks on the news that Tesla has
put USD1.5bn of its reserves into Bitcoin'® and more investors are suggesting that cryptocurrencies
can serve a purpose in terms of portfolio construction, partly by replacing gold'*. The case for using
cryptocurrencies for this purpose is built on portfolio diversification properties and a conviction in the
price increasing over the longer term, and more asset managers, including Blackrock, are looking at
the space more seriously*?.

Applications

Some cryptocurrencies, such as Ethereum, use technology known as smart-contracts to allow
developers to build and launch their own decentralized applications. These applications can vary,
from games to proof of ownership. Proponents argue that smart contracts could be used to speed up
transactions within trade finance, housing transactions, or insurance markets as these smart
contracts could cut transaction times and be more secure than using traditional forms of contracts.

Within this, decentralized finance (or De-Fi) has been a growing area. The idea is to use blockchain
technology from simple transactions to more complex financial ones. This could include loans,
insurance, crowdfunding, or betting markets, and in the simplest sense allows these transactions to
take place without a middleman.

However, use cases have so far been relatively small scale — owing to the capacity limits within
Ethereum or the limited usage of other networks. This could change as network capacities increase,
other cryptocurrencies gain prominence, and new projects are launched. But already the most
common form of De-Fi is stablecoins, which are discussed in more detail below. An emerging
example is for so-called flash loans, which are issued instantly by a lender without needing
checks. If a borrower defaults, all transactions in the chain (i.e. payments made by the borrower
with the flash loan funds) simply reverse. For now, the biggest use case is in market arbitrage,
but these sorts of innovations may find broader use cases in the coming years. Example tokens
include: ETH, ADA, LINK

72021 Global Crypto User Index, Binance Research, 28 January 2021

8 Beyond digital gold: unlocking the true value of bitcoin, City AM, 11 December 2020

9 Bitcoin Is an Incredibly Dirty Business: This is virtual money with a real carbon footprint, Bloomberg, 26
January 2021

10 Tesla sends bitcoin to record high with $1.5bn investment, FT, 8 February 2021

11 Bitcoin hits records as US financial giants embrace cryptocurrency, Financial Times, 11 February 2021
12 $8.7 Trillion Asset Manager BlackRock Is Exploring Bitcoin As Institutions Flood Crypto, Forbes, 17
February 2021
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Non-fungible tokens (NFTs) — crypto collectibles

In a combination of both applications and stores of value, one of the newest use cases for
cryptocurrencies is within digital assets, known as non-fungible tokens or NFTs. An item — usually a
collectible or a piece of art — is minted as a token that is not interchangeable, meaning that it acts as
a proof of ownership and authenticity. These assets have become popular in the past year, with
sales of digital characters, artworks, and basketball moments reaching millions of dollars per day on
digital auction houses. For example, the sale of Beeple’s artwork, ‘Everydays: The First 5000 Days’
for more than USD69m at Christie’s auction house gathered much attention'3. However, going
forwards, this sort of technology could find more real world use cases, such as in ticketing of events
to fight touting, scalping or fraud. Example tokens are ENJ, FLOW, MANA.

What is a stablecoin?

Stablecoins are a subset of cryptocurrencies designed to address the issue of price volatility. This is
because they are pegged to the value of other assets such as USD or gold. This allows them to
benefit from the transparency, security, and privacy of cryptocurrencies (as the same technology is
used) without absorbing the risks of sudden, extreme, and often unpredictable price shocks. This
makes them more functional in terms of facilitating transactions.

There are four types of stablecoins, which are all collateralised differently: fiat, commaodity, crypto,
and non-collateralised. The most common is fiat-collateralised, and it is very simple: when a
consumer wishes to redeem their coins for fiat currency the entity managing the stablecoins takes
out the equivalent fiat money value of the stablecoins from their reserves and sends it to the user’s
bank account. USD Coin (USDC), a stablecoin that runs on Ethereum, allows for payments between
Ethereum wallets at a guaranteed level of USD and has grown in popularity given this use case.

7. A simple guide to how a stablecoin works

Issuer
Stablecoin L e
w
Bank
transfer /
Bank i i
) No relationship
Stablecoin
transfer ‘ / with issuer l
PY ® \ @
Source: HSBC

Stablecoins are particularly useful for overseas payments as they require no foreign exchange fees
and remove currency volatility from the transaction. They also allow for self-executing contracts
without any third party or central authority executing them, and the transactions remain transparent,
traceable, and irreversible; ideal for regular payments such as rent or salaries across borders.

13 Buyer behind $69m record-breaking art sale revealed, CNN, 13 March 2021
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Stablecoins can therefore be extremely useful for remittances, or even cross-border payments where
workers wish to keep some form of anonymity for personal privacy reasons.

However, they have their drawbacks, notably surrounding the stability of the networks. One of the
most popular stablecoins is Tether, the third-largest trading cryptocurrency by market capitalisation.
The US Department of Justice is investigating whether Tether holds sufficient reserves of US dollars
to back up all of the tokens it has issued. As such, stablecoins operated by large companies will
require regular audits and perhaps even a regulator to protect financial stability and consumers’
deposits in case of any network failures. Whilst the technology could provide a legitimate solution to
cross-border payments, there are still risks attached to them.

The Diem association (formerly Libra)

To get around this issue, the most famous proponent of stablecoins, the Diem Association (the
consortium set up by Facebook), aims to use a centralised model — relying on the trust in the
association itself. Originally, the plan was for Diem to be backed by a basket of currencies, but due to
globally regulatory concerns that has now changed — and the association plans to launch a series of
single-currency backed coins.

Diem’s long-term plan is to roll out stablecoins backed with single currencies e.g. EUR, USD, GBP,
as well as a ‘digital composite’ of all of its tokens. The initial launch will only include a single coin
backed one-for-one with the US Dollar*4.

Next, we look at what central banks are doing in the space.

14 Facebook’s Libra currency to launch next year in limited format, Financial Times, 27 November 2020
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Central bank digital currencies

¢ Central banks are starting to think more about digital forms of
payment

¢ China’s PBoC and Sweden’s Riksbank are furthest ahead...

¢ __.butinterest in the space is growing

What are central banks doing in this space?

Given the rise in digital currency alternatives and the demise of cash usage, it's no surprise that
more central banks are taking a greater interest in the space. 2020 saw a lot of progress from
central banks all over the world, with the major ones taking more of an interest for the first time
— partly due to the rapid decline in cash usage during the pandemic and partly due to
improvements in underlying technologies and the greater usage of private forms of digital
payments. This push has come from central banks themselves —in an attempt to modernise the
payments infrastructure.

Why?

The BIS*® shows that central banks in the developed world are researching central bank digital
currencies (CBDCs) to promote the safety and robustness of the payments system, or domestic
payments efficiency, while for emerging market economies financial inclusion is an important
motivation. A CBDC could, in theory, provide a highly efficient and almost costless means of
payment, both peer-to-peer and at point-of-sale. A CBDC can co-exist with current means of
payment, and would most-likely not completely replace cash given the demands for paper
money from certain pockets of society.

Milton Friedman argued?® in 1960, that: “something like a moderately stable monetary
framework seems an essential prerequisite for the effective operation of a private market
economy. It is dubious that the market can by itself provide such a framework. Hence, the
function of providing one is an essential governmental function on a par with the provision of a
stable legal framework.” If central banks agree that this still holds in the digital age, then as
alternative forms of digital payments grow, they will need to continue to play a pivotal role.

Amongst bigger central banks, the two leaders in this space are China’s PBoC and Sweden’s
Riksbank, but more central banks across the world are putting time and energy into research
projects in the space. In Sweden, cash is no longer universally accepted and accessible, and so
the central bank is thinking about whether it needs to offer an alternative. The PBoC is thinking
about tackling the decline of cash usage, addressing challenges posed by foreign digital forms
of money, increasing oversight of money flows to improve policymaking, and to raise the
efficiency of cross-border payments and pave the way for RMB internationalisation.

15 Ready, steady, go? — Results of the third BIS survey on central bank digital currency, BIS, January 2021
16 M Friedman, A program for monetary stability, Fordham University Press, 1960
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Whilst these are the reasons to explore CBDCs, there are many drawbacks — notably the risks
that they could create for the commercial banking system. If customers could hold their CBDCs
directly with the central bank, there would be little incentive to keep a commercial bank account,
unless the commercial bank were to offer higher interest rates. This may make them less
profitable (and therefore potentially less willing or able to lend, or they would have to lend at
higher rates). We could in theory see more bank runs if switching from one form of digital money
to another is very easy. These issues have to be considered when working on the design of a
CBDC and are why a direct approach is unlikely to be eventually adopted.

Aside from Sweden and China, progress is still relatively slow — but that could change as these
other forms of digital payments grow in prominence. Whilst today cryptocurrencies are not
widely used for payments and stablecoins are being used in a few specific cases, any growth in
their uses may encourage more central banks to accelerate their plans to issue their own
CBDCs in order to satisfy some of the demand for a new form of digital payment.

What are the leaders doing?

Whilst the Bahamas launched its Sand Dollar to the general public in October 2020, most of the
progress from larger central banks is coming from China’s PBoC (called e-CNY) and Sweden’s
Riksbank (called e-Krona). The PBoC has made significant progress towards an eventual
launch of e-CNY — more than 10,000 merchants participated in domestic trials in 2020. The
testing pace is likely to accelerate this year, rolling out across more cities.

Sweden is carrying out a pilot to assess how an e-Krona could work in future. It aims to create
“a digital krona that is simple and user-friendly and, at the same time, complies with critical
requirements for security and performance”. Both central banks could be in a position to issue a
CBDC in 2021.

Whilst the tests and pilots from these two central banks won’t necessarily generate a template
for other central banks to follow, they will give some indications of how a CBDC could look and
the impact that it could have.

What does this suggest about what a CBDC could look like?
In practice, the concepts being used in China and Sweden are very similar — suggesting that
this approach could be the dominant one going forwards.

Both central banks have opted for an indirect approach — which means that CBDC would be
issued by the central bank to nodes within the network — be it banks or online payment service
providers. Both central banks are expecting their CBDCs to be widely available. No decision
has been made by either over whether a CBDC will be issued via an account or a token. The
Riksbank has suggested that a token-based approach may be no better than an account-based
approach in terms of replicating the qualities of cash, such as being peer-to-peer, offline, or
anonymous'’. Meanwhile Agustin Carstens at the BIS*® has argued that a token-based
approach may not provide sufficient levels of trust and security, sensing that an account-based
approach is more likely, but both are plausible.

The Riksbank’s proposed architecture is in chart 8, and the e-Krona network will be based on
DLT technology. Because the network will be private and only accessible for participants
approved by the Riksbank, the energy costs will be akin to current payment networks and allow
for highly efficient transactions. Another key angle is for the technology involved to ensure that

17 0On the possibility of a cash-like CBDC, Sveriges Riksbank Staff memos, February 2021.
18 Agustin Carstens, Digital currencies and the future of the monetary system, 27 January 2021



Other central banks will start
to be more involved in the
coming years

Free to View ® Economics & Currencies - Global
17 March 2021

payments can be made 24/7, offline — something that could be possible — based on the
technological solution proposed?®.

8. Sweden’s Riksbank’s pilot conceptual architecture for a CBDC
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Source: Sveriges Riksbank, HSBC

Of course, these are just the two central banks that are furthest ahead in this journey. Their
progress, as well as other digital currency developments and the continuing decline in cash
usage, accelerated by COVID-19, is spurring other central banks to look much more closely at
the issue. In the second half of 2020 there were key reports released by both the ECB? and the
BoJ?! following closely behind a joint report?? from seven major central banks and the BIS that
outlines the foundational principles and core features of CBDCs. The progress in this space will be
worth watching in the coming months and years.

Not all central banks can be expected to issue their own CBDCs, at least not soon. Even Sweden’s
pilot programme clearly states that there is no confirmed decision over whether to issue a CBDC at
this stage, and other central banks may struggle to work out a solution that improves the current
financial infrastructure without creating additional risks. While improvements in the underlying
technologies and big steps from the likes of Sweden and China may make it more likely, according to
the BIS, 60% of central banks indicated that the pandemic has not changed their priority or
preference for issuing a CBDC and just 14% of the world’s central banks are currently engaged in a
pilot based on the same BIS survey.

19 See, for example: Towards a Two-Tier Hierarchical Infrastructure: An Offline Payment System for Central
Bank Digital Currencies, Mihai Christodorescu et al, December 2020

20 Report on a digital euro, ECB, October 2020

2 The Bank of Japan's Approach to Central Bank Digital Currency, October 2020

22 Central banks and BIS publish first central bank digital currency (CBDC) report laying out key
requirements, BIS, 9 October 2020.
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Internationalisation?

One key question is whether CBDCs will just be used domestically or internationally. It is
possible that the e-CNY could become used outside China — especially in those countries that
may have weaker institutions, high inflation, and economic linkages with China, contingent on:

(i) the e-CNY being at the forefront of digital currencies when it comes to user
friendliness, security, and settlement technology;

(ii) the Chinese authorities further relaxing capital restrictions, in particular, to allow capital
outflows more freely; and

(i) international acceptance of the RMB and e-CNY rising further.

T CBDCs work For some central banks, this is an important component. The ECB, for example, has said that
internationally, this could the initial aim of a CBDC would be to complement cash within the eurozone for domestic
have ramifications for residents — households and firms.

currency markets But the ECB said in a report about the digital euro that “it should potentially be accessible

outside of the euro area in a way that is consistent with the objectives of the Eurosystem and
convenient to non-euro area residents.” Otherwise, the ECB said the international role of the
EUR could weaken at the expense of other CBDCs. Recall, strengthening EUR
internationalisation is an official policy of EU institutions and a digital currency appears to be
part of this strategy.

The ECB believes the international role of the EUR is stable but its composite measure? also
shows that this has been weakening for more than the past decade. If CBDCs are eventually
designed to be international, then this could have clear currency market implications.

Next, we look at what all of this could mean for the economy and policy.

2 The international role of the euro, ECB, June 2020

12
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How will the economy and
policy be affected?

¢ Getting people banked could be the biggest impact of new forms of
digital payments

¢ At least for now, the impact of cryptocurrencies on the economy is
limited...

¢ ...and CBDCs could have a bigger impact, but a lot will depend on
how they are designed

Digitising matters most

First, while all of the excitement over digital payments technologies has been focused on
cryptocurrencies and CBDCs, the implications of getting many of the millions of unbanked
people across the world access to digital payments is likely to have a far greater near-term
economic impact. Increasing access to digital payments in the emerging world could help to lift
growth by providing access to savings vehicles and credit, and streamlining businesses, as well
as helping to increase tax takes and cut crime.

The share of payments made in cash in many of the economies on the left hand side of chart 9
could fall sharply in the coming decade, with the most progress likely to be made in terms of
mobile payments given the growing access to smartphones across the world and the
improvements in the technology used for this form of payment.

9. Many parts of the world still rely on cash
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However, this process could be helped by these new forms of payment. We could see
cryptocurrencies become more widely adopted in some emerging markets (particularly if
challenges over volatility and transaction speed can be ironed out), facilitating more digital
payments. We could see stablecoins play a bigger role in remittances, which may help to
digitise more domestic payments in emerging markets. Across the world, CBDCs could allow
more people access to digital money than ever before and could make digital payments even
cheaper — incentivising their usage.

Will cryptocurrencies matter to the economy?

A lot of this will come down to the progress made in terms of blockchain technology in the
coming years. Right now, many cryptocurrencies don’'t have the capacity to process enough
payments quickly enough to play a substantial role in global payments, while many businesses
are also reluctant to take payments while these instruments are so volatile. This could of course
change in future if cryptocurrency markets become much more stable.

In some emerging markets, this impact could be sooner rather than later, however, given that a
greater share of the population have or use cryptocurrencies today, according to Statista’s
Global Consumer Survey, which reports that the main reason for use is for overseas payments,
although local spending is becoming more regular — particularly in emerging economies where
use and ownership of cryptocurrencies is reported to be higher than in the developed world.

Of course, the role of cryptocurrencies could change over time. As today’s younger generations,
who are more willing to own or use cryptocurrencies, become a bigger share of the world’s
consumers, we could see more widespread adoption and trust in using cryptocurrencies as a
means of payment. Many polls?* have suggested that younger age groups are more willing to
buy Bitcoin and more likely to be optimistic about its future uses. So while widespread practical
usage that could replace more traditional means of payment may be some way off, how younger
generations interact with these new technologies may be telling about future adoption rates.

10. Younger generations may be more likely to buy or use cryptocurrencies
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Source: Blockchain Capital/The Harris Poll. Note: Data based on US respondents.

But away from payments — we could see a much wider adoption of cryptocurrencies as a store
of value or as an investment asset. This segment could continue to grow even without
improvements in the underlying technology, particularly amongst younger populations: in the
latest Blockchain Capital poll, of those aged 18-34: 38% prefer Bitcoin to government bonds

24 Such as a regular survey commission by Blockchain Capital facilitated by The Harris Poll
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(up from 30% in Spring 2019), 35% prefer Bitcoin to stocks (up from 27% in Spring 2019), 33%
prefer Bitcoin to real estate (up from 24% in Spring 2019), and 31% prefer Bitcoin to gold (up
from 22% in Spring 2019). Of course, these numbers could be supported by the recent run-up in
prices, and attitudes may change depending on future price developments.

This, of course, would have far greater implications for assets that are typically seen as a store
of value than for the economy. The price of gold or its share in portfolios does little in terms of
affecting global economic activity — and the same may well apply to cryptocurrencies if this ends
up being the primary use.

Decentralised finance (De-Fi)

The role of decentralised finance remains to be seen. While many within the crypto space are,
unsurprisingly, extremely bullish on the possibility of De-Fi replacing some more traditional
financial infrastructure, this may be some way off — as fast enough networks and highly trusted
applications will be needed to get to widespread adoption. A key step on that path could be the
upgrade from Ethereum 1.0 to Ethereum 2.0 through 2021 and 2022, which will allow more
transactions to go through the network. If this were to happen, more traditional financial activities
within the likes of insurance, housing transactions, and lending could be disrupted — but the
nature of how quickly and when will depend heavily on the progress on the technology front.

Stablecoins

We could see stablecoins gain more prominence in some forms of payment, but because of the
risks associated with the stability and sustainability of the networks, right now it may be hard for
widespread adoption beyond a few use cases for international payments or between
cryptocurrency wallets. However, this could change — particularly if there is more faith in the
networks. If we were to see more widespread usage, the focus in terms of policy may well be on
supervisory initiatives, as discussed below.

The impacts on central bank policy?

In terms of central bank digital currencies, many of the possible implications for the economy —
the impact on monetary policy transmission, the likelihood of negative rates, and whether any
end users in the economy notice a difference from current payment systems will depend on the
choices made by central banks.

If an indirect approach is chosen — whereby users still interact with commercial banks, then the
macro implications of the introduction of a CBDC may be very limited. Most people wouldn’t
notice a difference in their day to day banking, but payments would be faster and essentially
costless to all parties (whereas today, while consumers may not typically pay for digital
payments, retailers incur a charge which would be minimal or zero within a CBDC system),
which may act as a small efficiency gain for the economy. If a CBDC allows banks to offer
accounts based on CBDC to more people (for example, such as making it easier to set up a
bank account without a fixed address or ID) then we could see a much faster adoption of
digital payments — a notable benefit for many emerging market economies with low levels of
financial inclusion.

Monetary policy is an interesting space. If a CBDC is made to be interest bearing, then this
could make negative interest rates far easier to implement — as the interest rate on the CBDC
could be changed easily. But equally, a non-interest bearing CBDC could make negative rates
far less likely due to the existence of zero-yielding central bank money. Of course, any
existence of caps or limits could counteract that issue. At present, it looks most likely that a
CBDC would not be interest bearing, based on pilots in Sweden and China. Either decision is
unlikely to have an impact on the viability of asset purchase programmes.
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Ongoing research and pilots suggest that a CBDC is more likely to be indirect (via commercial
banks rather than direct with the central bank), but if this approach isn’t followed, and individuals
and businesses are able to essentially bank directly with the central bank, then we may see far
greater economic implications. We could see a far greater impact on the commercial banking
system, which would have to compete with CBDC accounts, and this could bring with it many
risks involving financial stability, such as increasing the risk of bank runs from commercial
banks. Based on the pilots and research, it seems unlikely that this option would to be adopted
at this time.

Regulatory issues

When thinking about the other forms of digital payments, the challenge is much more likely to
be associated with risks in terms of financial stability or regulatory issues, such as tackling fraud
and money laundering. If stablecoins and cryptocurrencies that are outside of the traceable
financial system pose these risks, then central banks may have to think about how these could
be addressed. The BIS?® has suggested, for example, that supervisory requirements could be
embedded into stablecoin systems, allowing for “embedded supervision” where compliance is
automatically monitored by reading the ledger of the stablecoin network.

This may be harder to do with other digital assets such as cryptocurrencies, which are much
more anonymous, but most global central banks aren’t too worried about this at the moment:
the BIS’ 2021 survey on central bank digital currency?® found that the majority of respondents
expected cryptocurrencies to be only trivially used or used by niche groups at both the domestic
and cross-border level. This could, of course, change, and will be worth monitoring — as
widespread usage for payments could make central banks adapt more quickly — either in terms
of regulation over the usage of cryptocurrencies or development of CDBCs.

Summary

Despite huge changes happening in the payments space, the impact on the economy may
prove to be relatively limited — at least for now.

This could change over time — if cryptocurrencies become more widely used for payments, more
central banks may look into accelerating their plans with regards to CBDCs. If stablecoins
become more commonly used, how they are regulated may change.

The development of CBDCs could have the biggest impact on the way we think about money.
But the current pilots in China and Sweden suggest a solution that most people wouldn’t notice
as being any different from the system they use today, although transaction times and costs
may be cut, and the system may be more robust. But, if over time research and pilots lean
towards a more direct approach (however unlikely that is), where retail customers bank directly
with the central bank, then the implications could be much greater. If central banks opt to make
a CBDC interest bearing, it could influence policies such as negative rates going forwards.

That is why following developments in how CBDCs, cryptocurrencies, and stablecoins progress
in terms of their underlying technologies and how they are used is going to be important.

2 Stablecoins: risks, potential and regulation, BIS, November 2020
2 Ready, steady, go? — Results of the third BIS survey on central bank digital currency, BIS, January 2021
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