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CBDC (Central Bank Digital Currencies)
Impact on Banks and on the Monetary System

Currency is already digital, and has been
for years. But the basic model of banking is
largely unchanged. This is because the system
is based on the notion that digital currency
issued by commercial banks is convertible
into paper cash, which is a central bank
liability. What would happen if central banks
started to issue digital currency directly ?
Analysts believe that it would upend the
traditional banking system. A switch to
Central Bank Digital Currency (CBDC)
would be safer for depositors (because
CBDC is a direct liability of the issuing
central bank, not ofacommercial bank), would
eliminate the need for commercial banks
to directly take deposits from consumers
and households, render much of the physical
infrastructure of banking redundant,
enable more effective monitoring and
regulation of the financial system, and prove
more inclusive.

Over 97% of the money in circulation today
is from deposits - fiat currencies deposited
and converted into a string of digital code
by a commercial bank. The digitization of
credit and debit card transactions and the
development of banking apps has moved many
traditionally cash-based transactions into
digital space.

Ongoing digitalization of the economy is
changing the way people pay. The use of
cash, the only form of central bank money
available to the public, is falling in many
jurisdictions and the pandemic has accelerat-
ed this significantly.

By : DR. ANDRE GHOLAM *

With thousands of cryptocurrencies now
in use across the globe, and one in ten
people invested in them, demand for digital
currencies has become impossible for
central banks to ignore. Faced with a parallel
monetary system that’s completely out of
their control, central banks around the world
are stepping up to create their own digital
currency options.

These CBDCs have far more in common
with cash than most major cryptocurrencies
and represent a natural digital evolution of
traditional monetary systems. In comparison
to other speculative crypto currencies and
tokens, the CBDCs are created and offered
directly by central banks and are typically
backed in similar ways to cash; whether that’s
by gold or by reserves, thereby creating the
trust and ensuring consumer protection.

So far, the shift to digital has left the bank-
ing business relatively unscathed, at least
in the West, where new players such as
Paypal still rely on customers linking the
service to their bank debit and credit cards.
A few online-only banks have materialized,
such as Chime and Nubank, but, again,
these ride on existing rails. The Chinese
financial sector has seen more disruption, as
illustrated by the emergence of Alibaba’s Ant
Financial and Tencent’s WeBank, which have
leveraged looser data privacy protection and
smart data analytics to dominate consumer
paymentsandhavealso entered retailand small
business banking. Broadly speaking, though,

* Consultant Informatique - PHD, CISA, CISM, CRISC, Professeur a L’US].
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traditional banks have adjusted well to the
digitization of money.

That Could be About to Change.

The impetus for more radical change is
coming from China, whose central bank has
been running an experiment with a form of
cash called Central Bank Digital Currency
(CBDC), which it envisions as the cash of the
future, ultimately eliminating the need for
paper money.

In a CBDC world, the di gital code for each
virtual currency unit will be held in a digital
wallet and transferred seamlessly by the wal-
let-holder to other people’s digital wallets. In
China, these services will be licensed to four
state banks and three telecommunications
companies, who will act as wallet distributors
rather than cash depositories. Users will scan
barcodes on their phones to make in-store
payments or send money to other mobile
wallets. The People’s Bank of China (PBOC)
will periodically receive copies of customer
transactions, stored on a mixed central and
blockchain database.

Part of China’s motivation for introducing a
CBDC is to reduce the country’s dependence
on Alipay and WeChat, which currently
account for 94% of online transactions, $16
trillion in value. It also helps reduce the
threat from independent digital currencies
such as Bitcoin, which could potentially
threaten governments’ ability to manage their
economies, not a prospect that a Chinese
government would view with equanimity.
But China is not the only the only country
interested in CBDCs: Sweden, Singapore,
and South Korea are among 13 other coun-
tries testing pilots. The US is likely to follow
suit; the Federal Reserve Bank of Boston,
in collaboration with MIT, is currently
designing a CBDC prototype. Possibly the
US is worried about being left behind and the
potential threat from China’s digital Yuan and
its potential emergence as the global reserve
currency supplanting the US dollar.

How will CBDCs Change Banking?

In the traditional model of banking, some
two centuries old, individuals or institu-
tions receive money that they deposit with
banks, which then use the money to make
loans, setting aside a proportion mandated
by regulators available for depositors to
withdraw and convert into cash. Banks
make a profit on the difference between the
interest they pay to the depositors they
market to and the interest they receive on
loans to business customers or investments
in equivalent financial securities.

What is different about CBDC and regu-
lar digital cash issued by commercial banks
is that each CBDC unit of cash will have a
unique, unchanging digital identity. It will
also be a direct liability of the central bank,
just as paper dollars or yuan currently are.
This is a key differentiation from today’s
digital currency, which is a liability of the
issuing bank, even though it is in theory
convertible into paper cash on demand - a
feature predicated on that cash being avail-
able to the bank in physical form. It is this
differentiation that largely explains why the
CBDC is likely to disrupt the basic model of
the banking system, which has always been
based on paper cash (or convertibility into it).

What are the key implications of a CB-

DC-based banking model:

» An end to bank runs

e An end to paper cash and private bank
deposits

« Easier regulation and policy execution

o Greater inclusivity

CBDCs are sure to impact national and
international monetary systems. How can
they likely affect major stakeholder groups in
the monetary system ?

Retail Customers
CBDCs provide consumers with convenient
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digital payment options without exposing
them to the volatility of cryptocurrencies.
Designed as a medium for spending, they
have the potential to make payments faster,
cheaper, safe and frictionless, while address-
ing some of the dependencies in the current
payment network and systems.

Corporate Customers

Corporate customers understand the advan-
tages about CBDCs’ potential to reduce costs,
time and settlement risk involved in interna-
tional payments. By enabling the use of smart
contracts, CBDCs could be used to automat-
ically pay taxes or make other payments to
the government as a part of routine transac-
tions. Plus, digital audit trails can simplify
and streamline financial compliance.

Domestic Banks

For domestic banks, views of CBDCs are not
quite as positive. When central banks issue a
digital currency directly and provide interest
on it, domestic banks’ roles as a deposit-taker
and essential intermediary are undermined.

Less deposit-taking means fewer resourc-
es to work with, which in turn limits a
domestic banks’ ability to provide credit to
customers. In that sense, the growth of
CBDCs represents a real threat to current
domestic banking operating models.

Wall Street bankers are concerned that a
Fed-backed digital dollar could severely
damage banks, according to a letter lobbyists
sent to the U.S. central bank.

The American Bankers Association argue
the digital dollar would lead to “deposits
accounting for 71% of bank funding are at
risk of moving to the Federal Reserve.” This
in turn would increase the cost of funding in
banking to an “unsustainable” level.
“Current research overwhelmingly under-
mines the purported benefits of a CBDC

and instead indicates that a CBDC would
seriously disrupt the financial system,
significantly harming consumers and
businesses,” Greg Baer of the Bank Policy
Institute, wrote in a letter.

The BPI letter also argued the digital curren-
cy would not actually lead to more financial
inclusion and that “we are unaware of any
substantiated use case for CBDC that would
benefit low- and moderate-income people.”
It also states it would only support a CBDC
if “research points to benefits for households,
businesses, and the economy overall that
exceed the downside risks, and indicates that
CBDC is superior to alternative method”

International Banks

CBDCs have the potential to completely
transform the role of international banks,
especially when it comes to international and
cross currency trade. International banks
need to step up and re-invent their role in a
CBDC driven economy.

It is a shift that will require those banks
to participate in new networks, work with
new digital ledger types and collaborate with
fintechs. Creating the infrastructure need-
ed to support international CBDC transfers
at scale carries a significant resource and
innovation burden in the short term.

Fintechs

For fintechs, CBDCs are creating new
opportunities to innovate at all levels. From
building user-friendly transaction services
for consumers to helping create a stable
and scalable foundation for cross-currency
transactions, the shift toward cashless
digital finance represents the largest
opportunity fintechs have seen to date.

Financial Network Players
Domestic and international CBDC transac-
tions demand new standards that have yet to
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be set. Banks will likely want to work along-
side established innovators to determine the
best standards for their currencies and estab-
lish a robust distributed ledger infrastructure.

If they want to remain key players in the CB-
DC-driven global economy, todays major
financial network organizations like Swift,
Visa and Mastercard, will need to consider
their position in this emerging space and
ensure they have the skills, capabilities and
technologies to provide that foundation.

Central Banks

For central banks themselves, CBDCs
represent a huge shift in operations. They
can significantly reduce the costs of print-
ing, transporting and managing cash, freeing
up resources to meet the new challenges of
CBDC management. And they can fight fraud
automatically, thanks to policies embedded
within currency and transaction code.

Desire to move quickly and seize first-mov-
er advantage, the creation of a new global
reserve currency and addressing the increased
threat of disruption by decentralized finance
players could all fundamentally transform
the global financial and political landscape.

CBDCs have implications for every data-driv-
en element of finance. From managing Know
Your Customer data to tracking illegal activi-
ty across billions of transactions, the detailed
audit trail that comes with a digital currency
can help tackle some of central banks’ biggest
challenges.

What Does it all Add up to?

These changes stand to take out many of the
costs and risks implicit in the traditional
system, which was built at a time when
customers needed secure branches to deposit
bags of cash. The needed infrastructure costs
hundreds of billions a year to run.

But if customers no longer need to physi-
cally deposit cash, then the annual billions
spending on physical infrastructure is a
complete waste of money. Beyond the
unnecessary waste of the physical infra-
structure, the system is slow and expen-
sive: payments take an average of 1-3 days
to settle, and card processing fees eat up
half of retailing profit margins. Cross-bor-
der transfers are extortionary With CBDC
and central banks holding deposits, banks
cannot overstretch customer deposits as they
currently do, which will significantly de-risk
the banking system. Also, with CBDC’s ins
tantaneous transactions, money circulates
faster, reducing the need for short-term
credit, which would reduce overall debt levels.

What is the Catch?

CBDC is not without its problems. One
obvious risk is to privacy. A number of U.S.
lawmakers argue that China will use digital
yuans for domestic surveillance. “Central
banks increase control over money issuance
and gain insight into how people spend their
money but deprive users of their privacy;,’
notes Congressman Tom Emmer (R-MN),
adding, “CBDCs would only be beneficial if
they are open, permissionless and private.”
Other concerns revolve around the role
of a central bank as a wholesale lender of
first resort. State-controlled credit could
potentially be susceptible to political pressure
for sector-focused lending. Would there be
formal criteria for determining which banks
would qualify for central bank funding? How
easywould thesebe to manipulatein some way?
Perhaps the biggest concern is with secu-
rity, particularly cyber security. You can
argue that the existing system, with multiple
banks responsible for their own security, is
exposed to more frequent but possibly more
localized breaches of security. According to
this logic, if the central bank gets hacked,
then the whole system could be fatally
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compromised, although the risk of a breach
actually occurring is perhaps reduced -
given that a central bank would have the
cyber expertise of its government at its
disposal. Essentially, the trade-off would be
between recurring but manageable breaches
and highly infrequent but catastrophic ones.
A central bank would definitely be too big
to fail.

That said, the technology of the blockchain
is highly secure and transactions are high-
ly compartmentalized, which means that
the central bank could potentially operate
a highly distributed and compartmental-
ized system, thereby spreading the risk and
consequences of any possible cyber-security
breach more widely. Indeed, the future use
of blockchain for cybersecurity is expected to
improve on the present situation.

However, those benefits demand a steep up-
front cost. Securing buy-in from all stake-
holders will not be easy — especially at the
consumer level. Retraining and re-education
will be necessary, new infrastructure will
need to be established and central banks will
have to define and master a new era of digital
finance in which cyber warfare and threats
will be of top concern.

It is a big journey, but it starts with the right
preparation and partnerships. There is no
doubt that the move to CBDCs is a daunt-
ing undertaking for central banks. But, just
like the move to cash, it is a necessary step
to support the evolution of our society and
monetary system.

Source : Harvard Business Review, The Eco-
nomic Times
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