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New Money IV: Will central banks go
digital?
The cryptocurrency hype may be fading, but central banks look better
placed to make use of blockchain technology

Source: Shutterstock

Tech creates new opportunities for central banks
The crypto-bubble may have burst. But one lasting effect has been to force central banks to
have a fresh look at their core functions of issuing money and conducting monetary policy. In
this article, we focus on the potential for central banks to use technology to issue new forms of
money. We see an increased probability that central banks will issue their own ‘digital
currency’ in the medium term – say within the next five to 10 years.

Peer-to-peer cryptocurrencies such as Bitcoin were often explicitly aiming to disrupt the
existing monetary order – central banks will aim for an evolutionary approach. In many ways,
central bank digital currencies (CBDC) would simply be the latest in a long line of technological
upgrades that central banks have been through over the years. 

https://www.bis.org/cpmi/publ/d174.htm
https://www.bis.org/cpmi/publ/d174.htm
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" We see an increasing probability that central banks
will issue their own ‘digital currency’ in the medium
term – say within the next 5-10 years."

What is CBDC?
Most money used today is issued by commercial banks. Only notes and coins are
issued by central banks, but their use is declining in many countries, which has sparked
a debate about about digital alternatives. 

Central bank digital currencies (CBDC) could appear in many forms: accessible to the
public or selected institutions only; administered as accounts or as tokens; anonymous
or not; interest-bearing or without interest. Moreover, CBDC services provision can be
partially or fully outsourced to private parties – as suggested by IMF Managing Director
Christine Lagarde. Arguably, 'wholesale CBDC' is already a reality: commercial banks
have been digitally keeping reserves at central banks for decades. In contrast to notes
and coins, reserves are only tradable during central bank opening hours while central
bank digital currencies are supposed to be 24/7 from the start.

CBDC: What could happen?
We foresee the first developments in 'wholesale CBDC' (with access restricted to financial
institutions only) to upgrade existing “Real-time Gross Settlement” (RTGS) systems (such as
Target2 in the eurozone and CHAPS in the UK). 

This is not a game changer for domestic systems, which, despite their rather mature
technology are efficient, and are being upgraded to 24/7 availability. Wholesale central bank
digital currencies might make it easier to widen access to central bank funds to financial
institutions beyond just banks – which may change the behaviour of interest rates and money
markets, and so generate questions for monetary policy operations.

Internationally, the case for wholesale CBDC is more obvious, where it has the potential to
improve cross-border settlement between banks – reducing the number of hoops required,
taking away time zone impediments and speeding up transactions while reducing costs and
scope for error.

https://www.imf.org/en/News/Articles/2018/11/13/sp111418-winds-of-change-the-case-for-new-digital-currency
https://www.imf.org/en/News/Articles/2018/11/13/sp111418-winds-of-change-the-case-for-new-digital-currency
https://en.wikipedia.org/wiki/Real-time_gross_settlement
https://www.ecb.europa.eu/paym/target/target2/html/index.en.html
https://www.bankofengland.co.uk/payment-and-settlement/chaps
http://www.mas.gov.sg/~/media/ProjectUbin/Cross%20Border%20Interbank%20Payments%20and%20Settlements.pdf
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"The case for wholesale CBDC is more obvious
internationally, where it has the potential to improve
cross-border settlement between banks"

Central bank digital currencies for all ('retail CBDC') could technically build on wholesale CBDC
systems while being more revolutionary in economic terms. Allowing all citizens to have
universal access to the central bank balance sheet would rewire the financial system, creating
new possibilities but also raising some new challenges for central and commercial banks alike.
CBDC could make use of “smart contracts” embedded in the ledger. It could also allow for the
implementation of a negative rate, potentially widening the existing monetary policy toolkit.

The introduction of a retail CBDC would have to be thought
through very carefully, making it a technical, economic and
political issue simultaneously

Commercial banks and central bank financial stability departments may worry about the
increased ease with which depositors could move their money out of the banking system.
CBDC would, in effect, be a new 'risk-free asset' with overnight maturity and high liquidity.
This would have an impact on the demand for government bonds, in particular, ones with
short maturities of less than a year, and on the functioning of wholesale funding markets. One
effect could be to raise the cost of borrowing for banks and governments.

Universal-access CBDC could also intensify cross-border flights to safety in times of crisis,
especially if only a subset of central banks go live with CBDC while others don’t. This, in turn,
would add pressure on foreign exchange markets. Imagine the next crisis and Switzerland
issuing a universal-access central bank digital currency.

In sum, the introduction of a retail CBDC would have to be thought through very carefully,
making it a technical, economic and political issue simultaneously.

"A retail central bank digital currency could technically
build on wholesale CBDC systems while being more
revolutionary in economic terms"

https://en.wikipedia.org/wiki/Smart_contract
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CBDC: Where could it happen?
Most central banks are looking at digital currencies in some way. The Bank of England, Bank of
Canada, Riksbank and the Monetary Authority of Singapore appear furthest ahead. 

The thinking around retail CBDC may be furthest advanced where underground markets are
problematic, or where the use of cash has dropped the most. On the latter, Norway, Sweden
and Denmark come to mind. The circulation of cash, as opposed to bank accounts, has
dropped to 5% or below in those countries as the chart below shows.

Cash in circulation as a percentage of M1
M1 is the sum of cash in circulation and current accounts. Redefinitions caused breaks in Japan
in 2003 and in Norway in 2015. 

Source: Central banks, Macrobond

CBDC: When could it happen?
We see five to 10 years as a realistic timescale. Obviously, there are all sorts of issues to solve
first. On the one hand, there are difficult technical problems to address, especially given the
need to ensure extremely high standards of reliability, alongside legal and political
considerations.

Wholesale CBDC is more likely to come first, as this is largely within existing central bank
mandates, and would only involve sophisticated institutions that, to a large extent, are
already  positive (at least in principle) about upgrading the existing settlement systems.

https://www.bis.org/publ/bppdf/bispap101.htm
https://www.bankofengland.co.uk/research/digital-currencies
https://www.bankofcanada.ca/research/digital-currencies-and-fintech/
https://www.bankofcanada.ca/research/digital-currencies-and-fintech/
https://www.riksbank.se/en-gb/payments--cash/e-krona/
http://www.mas.gov.sg/~/media/ProjectUbin/Cross%20Border%20Interbank%20Payments%20and%20Settlements.pdf
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Retail CBDC is much trickier. Even where central banks are enthusiastic like the Riksbank, it will
require political decisions (e.g. privacy is a thorny issue, and CBDC is only recently gaining
traction outside monetary circles). Central banks may also like digital currency for the more
precise monetary policy operations it makes possible (e.g. directly imposing negative rates on
cash holdings). This, however, is the same reason why some citizens dislike the idea of CBDC. In
any case, because it affects the whole population, CBDC will require an organisational and
educational effort, aside from the considerable technical challenge.

Interesting times ahead
Universal access to central bank digital currencies raises a number of important
questions that need to be researched thoroughly. This will take time. But wholesale
CBDC may, both in technical and economic terms, be a relatively small step. 

Its introduction may be only a few years away and could be considered a first step in
the digital currency revolution.
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