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ABSTRACT Abstract The centuries-old financial structure and the modern fi-
nancial system are built on physical currencies. After the global financial
crisis of 2008-2009 and the COVID-19 pandemic of 2020, along with the
introduction of all-new cryptocurrencies and stable coins, even many cen-
tral banks have voiced an interest in the introduction of digital currencies.
Hence, the pros and cons of the new central bank digital currencies (CBDC)
are the newest widely discussed topic. This paper focuses on the ways a new
instrument, central bank digital currency (CBDC),is expected to improve
the modern payment systems, increase the efficacy of monetary policy and
ensure financial stability in the new era. The study concludes that although
CBDCs might boost monetary policy effectiveness and financial stability, it
is vital to reevaluate and thoroughly analyse the geopolitical, geoeconomic,
and geostrategic implications and effects of having a CBDC.
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Introduction

was a turning point for the global economy and the financial system.

Financial structure, policy approaches, and strategic priorities have all
transformed after the crisis. Central banks have adopted new trends and pol-
icy-making has since dramatically shifted across the world. Along with the
increasing power concentration, responsibilities are also increasing. Monetary
policy and central banking instruments have also diversified. The focus within
the institutions has shifted toward more regulation, an interventionist stance,
power concentration, and market design.

The global financial crisis of 2008-2009 (the 2008 crisis, henceforth)

Major world economies (e.g. the U.S,, the euro zone, the UK, and Japan) have
since increased the balance sheet of their central banks from a little more
than $3 trillion in 2007 to almost $30 trillion in 2022 (Graph 1)." Unprec-
edented money supply and quantitative easing (QE) policies after the 2008
crisis and the COVID-19 pandemic of 2020-2021 (the pandemic of 2020,
henceforth) have turned into the new normal. These QE policies have also
predominantly worked during the past two decades. Yet, national economies
need to insure themselves against the tail risks of a new currency crisis, new
global pandemics, new rounds of negative shocks to the global economy, and
most importantly the increasing debt burden or even rising inflation risks
too.

Graph 1: Central Bank Balance Sheets

2006 2008 2010 2012 2014 2016 2018 2020 2022

Source: The Fed, the BoJ, the BoE, the ECB, retrieved from FRED, Federal Reserve Bank of St. Louis

A rationale for this expansionary case is that this increased role for central
banks could indeed be an outcome of discretionary monetary, endogenous
money, and flat LM (money and liquidity) curve assumptions. As in the
post-Keynesian endogenous money theory, the quantity of money supply
could solely be endogenously determined.” Policymakers may also be thinking
outside the box and reconsidering central bank and fiscal authority coordina-
tion, as suggested by the modern monetary theory (MMT).? Active fiscal pol-
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icy could be supported by monetary  Djgital currencies would help
policy. For example, domestic cur- k t t
rency-denominated borrowing would make cross-country payments
enrich policy options such thatecono-  l@ss costly and create more
mies would have no reason to default efficient domestic payment

on their debts.*
systems

Zero interest financing that is bene-

fited by the rich world economies with their own reserve currencies would
also be shared with their other counterparts. They could also be benefiting
from along list of literature ranging from the endogenous money theory to the
MMT, the importance of time consistency, and credible commitments to some
optimal contracts between central banks, the government, and the public.’ In
line with this view, the U.S. Federal Reserve (Fed) (Blue), the European Central
Bank (ECB) (Red), the Bank of England (BoE) (Purple), and the Bank of Japan
(BoJ) (Green) have all increased their monetary base post the 2008 crisis and
the pandemic of 2020 (Graph 1). The Fed’s interventions, in particular, are
noteworthy.

This paper focuses on the ways a new instrument, central bank digital cur-
rency (CBDC), is expected to improve the modern payment systems, increase
the efficacy of monetary policy and ensure financial stability in the new era.®
Digital currencies are also a necessity as economies go digital. As digitalization
becomes the new normal, central banks will inevitably need to issue their own
electronic or digital liabilities instead of printing money as they do now.

Keep in mind that technological transformations in finance, payment systems
as well international money transfer systems have all initially led to a rise of
private ventures of cryptocurrencies, coins, tokens, and earlier electronic or
card systems. The block chain technology behind cryptos, unlike poor imita-
tions of physical central bank currencies (cryptocurrencies), however, is likely
to remain and change finance forever. The following modern digital wallets,
mobile payment applications, cryptocurrencies, and more recently stable coins
(that are pegged to the reserve currencies), on the other hand, have all even led
national central banks to reconsider the possibility of issuing their own digital
central bank currencies.’”

Having said that, in today’s ever-changing world, demand for cryptocurren-
cies, new digital currency technologies, digital assets and the need for more
efficient international payments or international financial transactions is also
consistently increasing. Along that line, the digitalization of the renminbi is a
recent popular example to meet this increasing demand for a safe digital me-
dium of exchange.® These developments have, in the meantime, led to volatility
and financial instability concerns in financial markets.’
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Central Bank Digital Currency

An institutional solution to many modern monetary puzzles is about the in-
strument change. After the 2008 crisis and the pandemic of 2020, along with
financial innovations such as the new cryptocurrencies and stable coins, many
central banks have today voiced an interest in the introduction of their owndig-
italmoney.'"® A CBDC is, in essence, a new form of electronic currency that is
backed and issued by a country’s central bank."" A digital form of paper money.

Increasing financial stability concerns post the 2008 crisis and the pandemic
of 2020, as well as the QE trends, stable coins and cryptocurrencies have all
contributed to the advances and acceleration in this new CBDC technology.'?
CBDCs are expected to amplify the influence of the central banks further and
reinforce their position and central power in the financial system. Central
banks could potentially gain much greater power over the money supply and
its control.

A CBDC is also important since a cash-based economy is restricted by many
weaknesses such as a zero lower bound (ZLB). In addition to many other ben-
efits, a CBDC would help avoid an effective lower bound (ELB) with a negative
interest rate (NIR)."” Digital currencies would also help make cross-country
payments less costly and create more efficient domestic payment systems.

On the other hand, while trade with national currencies is usually deemed as
a crucial component of economic and financial independence; digital curren-
cies, in particular some regional and cross-country digital alternatives to the
current dominant reserve currencies, would help achieve this flexibility much
easier. Such an alternative instrument could also be created through the coor-
dination of central banks, as recently suggested by many regional powers (Iran,
Russia, China, etc.). This could also facilitate a modern (regional or global)
alternative to John M. Keynes’ international clearing union (ICU)."

Regulation and legislation are other aspects. The need for more regulation is
becoming ever more evident in today’s much decentralized financial system.
The creation of virtual currencies (such as Bitcoin) and other financial inno-
vations introduce the issue of balance between regulation and innovation to
discussions.

China leads in this new financial technology by becoming the first major econ-
omy to introduce an official digital currency. However, China’s leadership and
the country’s standard-setting advantages could have further, much longer,
and enduring strategic financial and economic implications for the new era, as
well. Given the current demand for digital currencies and its advantage as the
first country to act, China’s digital renminbi project is also a global threat to the
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dominance of the U.S. dollar (the D|g|ta| currencies are, part

modern global reserve currency .

with exorbitant privilege)."® of the block chain-backed
transformation of the payment

Meanwhile, demand and the need . . :
: systems and will help in dealin
for paper and other forms of phys- y P g

ical money or currency are also de- with the modern decentralized

creasing all over the world.” Cash  threats to financial stabi“ty
usage is already in decline in many

world economies, including Sweden, Finland, China, and South Korea."” Dig-
ital society (as in e-Estonia) and cashless society (as in Sweden and Finland)
trends are commonplace nowadays in many advanced economies. Citizens no
longer need to carry paper or metallic currencies in their pockets.

Block chain technology and the post-pandemic digital transformation will cer-
tainly speed up this process as a catalyst. Some countries, such as El Salvador
and the Central African Republic have already accepted cryptocurrencies as
legal tender. In those cases, some form of digital currency has already replaced
physical money. The market capitalization of cryptocurrencies also reached
$2.6trillion by the end of 2021."®

On the other hand, the pandemic of 2020 has also accelerated the digitali-
zation process overall.” The globalization process, along with its increasing
transaction costs and increasing global competition, has also led to the quest
for new means to decrease costs and search for benefits in these new areas such
as the digital society and the cashless society.

Digitalization and Electronic Currencies

Digital or electronic currencies do indeed already exist in many forms. For
example, not all dollars in circulation are printed today. Modern central banks
already print money digitally. They print money digitally and share this elec-
tronic money with other financial institutions. Therefore, base money, today,
is physical cash and electronic reserves together. In that sense, the world of
finance is already familiar with the idea of electronic or digital currencies.

However, only banks and other financial institutions had access to the se
old-fashioned electronic currencies. They were allowing individual consum-
ers to use electronic money in exchange for the physical money held in bank
accounts. Therefore, consumers had access to this predecessor via credit cards,
bank cards, mobile apps, and online payment systems. The transactions were
backed by physical money in accounts. With the CBDCs, on the other hand,
these digital currencies will be in widespread use. Money itself will be digi-
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Advanced world economies  tally reserved at banks and in central bank
i inai ts.
are swiftly moving into the  ““*"""

world of dlgltal currencies, CBDC s are also proposed to complement

decentralized finance, and the conventional financial system with
! physical currencies. Therefore, they are

block chain technologles expected to complement cash. It is part of
the digital transformation in finance and

is an outcome of the central banks’ effort to adjust to the digitalization trend

and the new block chain technologies. China’s digital renminbi, or e-yuan, is

a good example. Moreover, CBDCs are predominantly built on block chain
technology (as in the Swedish e-krona), while some are not (Chinese e-yuan).*!

The creation of the CBDCs was a long journey forward, too. First, it was credit
cards, bank cards, checks, and mobile apps, and now electronic, crypto and
stable currencies are replacing the conventional physical currencies. The next
step in that line seems to be the introduction of official CBDCs. Digital curren-
cies are, in essence, part of the block chain-backed transformation of the pay-
ment systems and will help in dealing with the modern decentralized threats
to financial stability, as well. In that sense, central bank digital currencies are
meant to limit the widespread usage of cryptocurrencies in payments and the
money supply process and also aim to mitigate the negative implications of
decentralized finance.

Meanwhile, the number of countries expressing willingness to issue digital
currencies is also steadily increasing (Figure 1). According to a recent BIS sur-
vey, 90 percent of central banks are exploring CBDC opportunities and more
than two-thirds of the world’s central banks consider CBDCs a very likely op-
tion within the medium term.” On the other hand, the BIS has already been
practicing the use of digital money for cross-border transactions with various
world central banks, including Australia, Malaysia, and South Africa.

China is currently leading the CBDC technology. However, the euro zone (dig-
ital euro), the UK (Britcoin), and even Estonia (Estcoin) are also watching
China closely. On the other hand, countries such as the Bahamas (Sand Dol-
lar), the Caribbean monetary union of seven countries (DCash), and Nigeria
(e-Naira) have already launched their own CBDCs.”* In some BRICS econo-
mies (Russia, China, and South Africa), many newly industrialized (Malaysia,
Thailand, Saudi Arabia, Ukraine, and South Korea) and even some advanced
economies such as Sweden, Singapore, Hong Kong, and the UAE (Project
Aber), pilot programs for CBDCs are already being deployed (Figure 1).**

In other countries such as India and Brazil (BRICS), as well as Australia, Can-
ada, Japan, and Tirkiye, CBDCs are still under development. These countries
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are still experimenting with or exploring the technology. Others such as the
U.S., the UK, Norway, and the EU, as well as developing economies such as
Iran, Pakistan, Kazakhstan, Indonesia, Mexico, and Chile, are still in the re-
search process.

The People’s Bank of China (PBOC) and the ECB have recently agreed on co-
operating on cross-border payments via CBDCs. The partnership program
was launched in November 2021. The Fed and the BoE have also been working
on digital currencies. Yet, they are still analyzing the benefits and risks of this
new instrument. In Tiirkiye, on the other hand, the ‘Digital TL project is still in
the development process and the Turkish central bank has just created a new
platform to do further research on this project.”

As is further explained in Figure 1 and endnote 26 in details, some world econ-
omies have already cancelled their CBDC projects; while in some others, the
first explanatory CBDC research projects are conducted. Many South Amer-
ican, Asian and European economies are in an advanced research stage and
have published a CBDC proof of concept. There are also countries that have
developed and tested a CBDC in a real environment, and countries that have a
CBDC officially launched (Figure 1).

Figure 1: The Current Status of Central Bank Digital Currencies (CBDC) Worldwide as of May 2022.
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Source: CBDC Tracker*®

From Stable Coins to the (BD(s

Advanced world economies are swiftly moving into the world of digital cur-
rencies, decentralized finance, and block chain technologies. As a recent Bank
for International Settlements (BIS) report demonstrates, they had a rather
neutral view as recent as 2021.” Yet, things have dramatically shifted, even in
the past one or two years. Transitioning from volatile cryptocurrencies toward
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stable coins (cryptocurrencies pegged to fiat currencies) was the first step in
this process toward digital currencies. Stable coins were usually considered a
great potential challenge to the monopoly of central banks, legal fiat curren-
cies, and their control over monetary policy. In particular, 2021 was the year
of stable coins.

Therefore, central banks had to use the same technology to maintain their con-
trol over monetary policy and their monopoly over the money supply. Hence
came the CBDCs.?® CBDCs should, meanwhile, be able to deal with modern
issues, such as the ELB. And of course, the increasing ‘financial stability con-
cerns’ following the crypto revolution. For example, recent volatilities even in
the stable coins Terra, DEI, and Tether have once again brought forth concerns
regarding the increased risk in financial stability. Cryptocurrencies and stable
coins are expanding rapidly and the risk for financial stability is ever-mount-
ing. This, of course, adds to the recent huge volatility in other standard cryp-
tocurrencies as well.

Broadly speaking, confidence in the national currency and its payment sys-
tems is maintained by: (i) Stability in monetary policy, (ii) Financial stability,
(iii) Ensuring a safe and efficient payment system. CBDCs, on the other hand,
could help in all three main areas of central banking operations: (i) Facilitating
payments, (ii) Implementing monetary policy, (iii) Ensuring financial stability.

CBDC:s could, in the meantime, be used as ‘retail CBDCs’ intended for individ-
uals or the general public (also called general purpose CBDCs), or ‘wholesale
CBDCs that are intended for financial institutions. Central banks, however,
are predominantly interested in retail CBDCs today.”” Meanwhile, while retail
CBDCs seem more likely, wholesale CBDCs (just as in the modern central
bank reserves) are also considered essential for the efficiency of international
payment.

On the other hand, block chain-based digital currencies are no longer just
private ventures. They are actively researched and debated among renowned
central banks as well. From Tiirkiye to the U.S., many world economies are
working on their own digital currency projects nowadays.*® For instance, in
the U.S., the Biden Administration recently announced a new executive order
pointing to the potential introduction of a new CBDC.* This is noteworthy, in
particular, since in the past major central banks used to think they had strong
enough payment systems and that they would not need any new instruments
to implement monetary policy.

Together, all these developments demonstrate that central banks will inevitably
opt for the creation of their own digital or electronic currencies (legal tenders).
After the 2008 crisis, this trend has become much more evident and outspoken.
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Such an instrument shift, on the other The CBDCs are d|g|ta| central

hand, would increase the role and bank liabiliti d
power of national central banks (for ank liabilities as oppose

all the reasons below). It will increase t0 other commercial bank

their power over the money supply |igbilities or digital money
and improve the efficacy of monetary

policy. It could also potentially turn transfers used in the previous

them into the ultimate financial power  fijnancial entity liabilities form
concentration centers.*

(BDCs as an Electronic Legal Tender

Bitcoin may have failed to become a new currency or a legal tender, but the
technology behind it is already transforming the whole financial industry. It
will potentially further transform the way we do financial transactions by, for
example, getting rid of the intermediaries, decreasing the costs, and increasing
the speed of transactions.

Moreover, while cryptocurrencies are decentralized, digital currencies are is-
sued by the authority of central banks, just like physical currencies. Crypto
currencies also have a limited supply constraint, while the supply of digital cur-
rencies would not be limited. This limited supply could also make cryptocur-
rencies an asset, in addition to being a medium of exchange. However, CBDCs
are not constrained by any supply amount. Digital currencies, in the mean-
time, help transform payment systems (or networks) using new block chain
technology and deal with the potential side effects of private cryptocurrencies.

Block chain technology also helps increase the use of national currencies in
international trade and decrease dependence on reserve currencies such as the
U.S. dollar.* It helps replace the conventional reserve instruments such as the
U.S. dollar and alter the dollar-denominated current global financial system.
After all, a sound alternative to the dollar-dominated modern financial system
would be either to return to the gold standard or the modern block chain-
based new instruments, such as the stable coins or CBDCs.

The CBDC:s are digital central bank liabilities as opposed to other commercial
bank liabilities or digital money transfers used in the previous financial entity
liabilities form. They neither require deposit insurance nor are they backed by
any assets, as in the commercial bank liabilities. In a CBDC case, there is no
need to back currencies with an asset or commodity or to verify the accuracy
with multiple devices all over the world. The trust comes from a central au-
thority, i.e.the central bank of the country issuing the digital currency.

In cashless economies (or digital societies), the tendency toward new means
for financial transactions is also certainly increasing. Finland, Sweden, China,
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CBDCs he|p central banks and South Korea are just a few popu-

d thei lar examples. In advanced economies
ré-emerge and resume their where cash payments are still popular

central and pOWETfUl role as and rebounding after the pandemic and

the ultimate supplier of the where they will still maintain their pop-
ularity in payments, people will still be

medium of eXChange and the using and paying with cash, even in the
money Supp'y future.**

Digitalization in Monetary Policy and Potential Benefits

Digital currencies and fintech are two critical recent monetary phenomena.
The fintech industry, improvements in payment systems, cryptocurrencies,
and CBDC have, thus, been dominating the financial progress. Meanwhile,
they are not just private ventures anymore and are actively researched and im-
plemented, even by leading central banks. Therefore, digital currencies seem
to be the future of money.

Central banks are also closely watching this new trend of digitally created cur-
rencies. After all, they affect payments, price stability, financial stability, and
the efficacy of monetary policy. They help enrich the monetary policy tool-
kit as well. Furthermore, monetary policy could even be more eftective, da-
ta-driven, timely, and seamless. Conventional issues such as the ZLB would
also be avoided as even negative interest becomes possible (via taxation, for
instance).

Moreover, as the financial system transforms, digitalization trends and global
economic synchronization become more evident, payment systems, monetary
policy, the international financial system, and even the modern financial sanc-
tions will also need to be reorganized and re-designed. Increased digitalization
in monetary instruments, financial transactions, and payment systems may
also, in return, increase the influence of central banks, their high power over
the money supply, and central power within the financial system.*

Whether CBDCs will be interest-bearing or not is also a huge policy choice
to be made. If they are interest-bearing, they could be assessed as very attrac-
tive assets, especially during financial turmoil. Such a choice would have huge
financial structure and monetary policy implications. It would, for example,
affect choices between a CBDC and other financial assets such as the T-Bills,
repo agreements, etc.

Meanwhile, a ‘cashless (or digital) society’ makes it possible to keep all the
money in the banking or the financial system. Hence, policy analysis (data
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assessment and observation) would be much easier. After all, cash holdings
limit the effectiveness of central bank policy shocks (e.g. decreasing efficacy of
negative rates). Eliminating cash from the financial system and the economy
would, hence, increase the power and control of the central banks over the
money supply, the financial system, and the economy.

CBDCs may also help create a ‘bigger money multiplier’ and hence a much
more effective monetary base. This is (as in equation one - E1- below) con-
sidering ‘c=0" such that the money multiplier (or the financial accelerator) is
much bigger (also see footnote 46). After all, almost any monetary or macro
textbook likes to point out that one problem with the efficacy of monetary
policy is money or cash in circulation, that is ‘c>0.%

1
m= —< (EI)
r+e+c

One should also keep in mind that conventional monetary policy has run its
course, and to accommodate for changes, modern central banks need to switch
to unconventional. However, the new units of account (in this unconventional
setup) should also be stable in value. They should possess all the stability fea-
tures of conventional physical currencies. Unstable instruments are already
negatively impacting the financial system.

CBDC:s help central banks re-emerge and resume their central and powerful
role as the ultimate supplier of the medium of exchange and the money sup-
ply. They help central banks regain full control over the money supply and
payment systems that was recently lost to cryptos to some extent. They would
also increase the central bank’s power over the financial system, as well as turn
them into the ultimate center of financial power.

CBDCs may also help ‘maximize the seignior age’ (as in equation two — E2)
revenue.” That is, the cost of printing money would be further decreased. After
all, under the current ample reserve regimes, central banks pay little attention
to the money supply and amount of reserves (see footnotes 2 and 3). The focus
is rather on short-term interest rates. With the CBDCs, on the other hand, the
focus is also likely to shift to the amount of the CBDC supplied and its growth.

M¢— My_q
Pt

Se = (E2)

Furthermore, national central banks may also have different priorities and mo-
tivations to issue digital currencies. However, CBDCs should be structured
in such a way that they primarily support the two main concerns of central
banking: price stability and financial stability objectives. CBDCs help bring
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back financial stability, the efficacy of monetary policy, and payment system
integration by re-directing the demand from nonbank financial systems and
cryptocurrencies.

They help central banks regain control over the money supply and payment
systems that is lost to cryptos to some extent, decreasing bureaucracy and in-
creasing monetary policy efficiency. They could also provide an opportunity
to ‘avoid constraints such as the ZLB, which the 2008 crisis has once again
reminded us of.** Via negative rates and helicopter money, central banks can
help overcome the ELB issue. However, as interest rates go further down into
negative territory, it should be expected that deposits and savings in banks
and other financial institutions would also recede.”® People would be much
more likely to use cash directly instead of checks, credit cards, or other deposit
accounts linked to negative interest-paying banks and other financial institu-
tions. Banks could even eventually be dysfunctional.*’

‘Safety’ is another huge plus on the part of CBDCs. The earlier quasi-digi-
tal monetary system or the electronic money that was used in the past few
decades was backed by physical central bank money at bank accounts. And
it always had the risk of being lost either due to bankruptcy, heist, or other
forms of robbery or laundering. Governments would provide guarantees for
just certain limits of that money. CBDCs, on the other hand, are much safer
digital currencies and are backed by central banks like conventional physical
currencies. Digital currencies allow you to keep your money in a much safer
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digital form, either with you or at the bank. Block chain technologies
They are also used safely for digital payments .
decrease office costs

and transfers.
and provide a much
Moreover, ‘price stability’ (as a building block safer environment as a

of modern monetary economics) is another . .

crucial potential benefit of CBDCs (see foot- distributed Iedger

note 35). After all, the cryptocurrency rev-

olution and the DeFi trends lack price stability, regulation, and supervision.
Hence, they have negatively affected price stability, as well as macro and finan-
cial stability.* Replacing physical cash and the elimination of currently highly
volatile crypto currencies will therefore make it easier to achieve macro goals
such as financial stability, macroeconomic stability, and price stability.

‘Monetary policy efficacy’ is another priority that should not be missed. As
digital currencies increase their share in financial transactions, and as the use
of physical currencies and cryptocurrencies go down, central banks should
be expected to increase the power and efliciency of their monetary policy.
All transactions will be under control, access to the data will be easy, and
therefore control, management, supervision, and guidance of the financial
system by the central bank will be much easier. Financial flows will be further
under central banks’ control, as will their ability to supervise and regulate
all the financial data and management. Data-driven policy approaches will
increase the efficacy of policy-making. Monetary policy will hence be much
more effective.

Implementation of monetary policy is also a critical factor that differenti-
ates advanced and emerging economies in their motivation for CBDCs, with
emerging economies having a higher motivation for monetary policy imple-
mentation. It is also much easier, less costly, faster (less bureaucracy), and
more secure to issue digital currencies, compared to conventional physical
currencies. World economies are therefore nowadays looking for ways to ef-
fectively use cryptocurrencies, stable coins, and digital currencies that would
allow economies to go fully digital.

Accordingly, digitalization in currencies is expected to strengthen central
banks and the efficacy of monetary policy. Their hegemony and power over
monetary policy should be expected to amplify and transform them further
into the ultimate center of financial power. This process is also a necessity in
the era of digital transformation. It lets policy-making processes accommodate
the new trend of innovative technologies.

‘More efficient payment systems’ is another potential benefit. The current
payment systems, in particular the cross-border payments, are limited by
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Cryptocurrencies and stable the shortcomings such as concurrent

. I t business hours, complexities due to
coins were surely a grea the transaction sequences or chains,

potential chaIIenge to the and the accruing costs of transactions.

CBDCs could potentially address these
monopoly of central banks, issues. CBDCs could also enable a new

their Iegal fiat currencies, and platform of cost-efficient and faster
their control over monetary international payments. They could

. . make cross-border payments and
policy and money supply in

transfers more affordable, much easier,
the market faster, and cheaper.*

They would hence make payment systems much more efficient. Block chain
technologies decrease office costs and provide a much safer environment as a
distributed ledger. Wholesale CBDCs, in particular, focus more on cross-bor-
der payment efficiency, both in advanced economies and emerging economies.
They could help deal with many cross-border frictions, including the long
transaction chains and the limited operating hours in conventional financial
systems.

Digital currencies could also help avoid conversion commissions and spreads
in exchange rates. This was also one of the reasons for switching to a common
currency in the euro area (see footnote 14). They could also increase the ef-
ficiency of fiscal transfers (during the pandemic, for example) and decrease
black market activities. Payment options could also be diversified, made more
efficient, and accessible to the public. ‘Macro-financial stability’ concerns have
also stepped during the period after the 2008 crisis and the pandemic of 2020.
Together with the gradual elimination of currently highly volatile cryptocur-
rencies, it will be much easier to achieve macro goals such as financial, macro-
economic, and price stability.

Graph 2: Motivations to Issue a Retail CBDC
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Source: 2021 BIS central bank survey on CBDCs and digital tokens.*®
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Digital currencies could make critical contributions to financial stability as
well. A safe and secure, easily accessible as well as liquid (fast conversion to
the other forms of money) CBDC could also lead to runs on financial institu-
tions.* Such severe shifts could have disastrous effects during financial crises.
Deposit holdings of private banks may ultimately become less stable and cost
issues could step in. Therefore, new digital currencies should have features to
prevent bank runs during financial turbulence.*® After all, flight-to-safety is
potentially the most critical issue to be addressed, in particular during finan-
cial turmoil.*

Cryptocurrencies and stable coins were surely a great potential challenge to
the monopoly of central banks, their legal fiat currencies, and their control
over monetary policy and money supply in the market. They could also let
national economies avoid current volatilities and speculative motivations over
the cryptocurrencies, the sister currencies of digital currencies. CBDCs could
limit the expansion of stable coins and cryptocurrencies and hence increase
financial stability.

In particular, retail CBDCs aim to increase financial stability and improve
the efficacy and safety of payment systems. This tendency is even higher in
advanced economies, especially considering the increased use of cryptocur-
rencies and the systemic risk they may cause. In that sense, increased us-
age of cryptocurrencies has actually accelerated efforts toward more stable
CBDCs.

‘Improved financial inclusion’ is another potential benefit of CBDCs and the
accompanying digitalization.”” Access to financial products, banking services,
and financial services, in general, will be much easier, especially in remote ar-
eas. Low-income, underserved individuals and rural residents will have ac-
cess to more affordable and secure savings, banking, investment and payment
options. As the 2021 BIS central bank survey on CBDCs and digital tokens
demonstrates, in addition to the financial stability and efficacy of payment sys-
tems, financial inclusion is another critical instrument for the recent re-emerg-
ing interest in retail CBDCs, especially in emerging markets (EMDEs or the
blue symbols on Graph 2). Furthermore, EMDEs (blue symbols) seem to be
more concerned about financial inclusion than the AEs (Advanced Economies
or the red dots on Graph 2), over time.

The ZLB Constraint and the NIR Policy

The ZLB was a critical limitation to the conventional policy measures in cen-
tral banks’ efforts to deal with modern recessions. Central banks should be
able to deal with modern issues such as the effective lower bound.”® Along
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with the invention of non-standard policies (QEs), the recent central bank
negative rates on certain deposits and negative rates on bonds have resulted
in the historic case of negative nominal interest rates. The ZLB was no longer
a lower bound.

Monetary policy should not, at its core, be restricted by physical cash and
other monetary issues related to physical currencies. In that line, economists
have been suggesting much lower negative rates, even below the zero bound.
Negative interest rates were an instrument to overcome the weak demand
problem. They stimulate weak demand, encourage borrowing and spending,
and decrease the tendency to save. They were effectively implemented in some
cases, as in the central bank loans or the long-term safe bonds but were usually
not accepted by the public.

However, negative interest rates are also very likely to damage commercial
banks and other modern financial institutions. This is because their profits
are also directly affected by the rate moves. Therefore, the main criticism of
the NIRP was also from the financial institutions. Critics were claiming that
neither inflation nor growth rates would rise and that even productivity would
go down with the NIRP.

For instance, if deposits are taxed with negative interest rates, then nobody
would deposit their savings into bank accounts. In such cases, a move toward
alternatives to the physical central bank currency (gold, silver, or even crypto)
or even toward digital currencies will increase their popularity.* Alternatively,
the trend could even be toward a barter economy. However, capital markets
are deepening, and the role of banks is already decreasing, so the negative im-
pact (of negative rates) on banks may not be that critical.

Moreover, as of the spring of 2022, central banks in Sweden, Denmark, Swit-
zerland, the eurozone, and Japan (almost a quarter of the world economy)
have all implemented negative rates, below the ZLB. Central banks cut the
policy interest rates to the negative territory in an effort to discourage cash
holdings (at the central banks for instance) and force the financial institutions
to lend out more, increase economic activity and help raise the inflation rate to
the target levels (in particular in deflation prone advanced economies).

All in all, the ZLB is not a law of nature. And it is always possible to go way
beyond the zero-lower bound. Indeed, there is even a set of tools that makes
it possible to go deep into the negative territory without huge administrative
costs. Taxation is just one of these tools.

After the 2008 crisis and the pandemic of 2020, QEs were used instead of
the then-inapplicable negative interest rates. Now is the time to go uncon-
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ventional and use new instruments such as taxes.” _

This process could even be much easier with the in-

troduction of digital currency. After all, a negative  The world is moving
interest rate is, indeed, indirect taxation of physical . .

money holding. Digital currencies would enable toward dlgltal'

a very easy process of taxation of currencies and cashless societies
hence create the much-needed negative interest

rate. Central bank digital currencies will also, in that line, make it easier to
directly charge a tax or negative interest on the public’s cash holdings.

On the other hand, banks could also impose some fees for cash withdrawals or
cash holdings (maybe something equivalent to the negative interest the ECB
used to charge on borrowing). These fees would prevent flight-to-cash, in par-
ticular in large cash demand cases. Indeed, similar policies are already in effect
today in physical gold withdrawals from bank accounts in Tiirkiye. However,
it is also crucial to understand how it works in policymaking.

Critical Analysis

The world is moving toward digital, cashless societies. Credit cards, pay and
pass systems, touch-free systems, etc. have all transformed finance and pay-
ment systems. Given the level of current developments in communication,
payment systems, and electronic equipment infrastructures, the CBDC is an
easily accessible electronic form of safe and liquid central bank money. How-
ever, regulatory processes, cybersecurity risks, and bank run risks should all
be carefully analyzed before issuing one. The need for more regulation and
financial stability is also more evident today.

Meanwhile, an important result of the geopolitical tensions and modern sanc-
tions (e.g. due to the war in Ukraine) has been a pursuit of alternatives to the
Swift system, an increase in the tendency toward trade with national curren-
cies, and the accelerating trend that is experienced in the transition to accept-
ing cryptocurrencies such as Bitcoin or to the new national digital currencies.”*

In that sense, CBDCs may also help world economies deal with hegemonies of
the all-powerful intermediary payment systems of the West. A digital currency
could help skip international messaging systems and communication mech-
anisms such as Swift and costly cross-country money travels. In that sense, it
could also negatively affect conventional sanctions. CBDCs could also poten-
tially allow every country or region to have its own reserve currency or clear-
ing system, just as in Keynes’ ICU, and hence create its own Bretton-Woods
systems. China’s digital renminbi (e-yuan or e-CNY) could also potentially
have such ambitions.

2022 SUMMER 205



LUAN(«RY BILAL BAGIS

CBDCs could contribute Looking forward, central banks should be ex-

. . ope pected to regain more control over the money
to financial Stablllty supply and payment systems they have partly

and increase monetary lost to crypto currencies. Other significant is-

olicv efficac sues related to physical money and cash in cir-

P y y culation will also be dealt with, as everything

will be digitalized. The disadvantages of CBDCs,

however, can be avoided with more regulation. Hence, a good balance between
regulation and innovation is needed.

By replacing physical cash and supporting the elimination of currently highly
volatile cryptocurrencies, it will be much easier to achieve macro goals such
as financial stability, macroeconomic stability, and price stability. Financial
flows will be under central banks’ control. Potential negative implications for
financial stability should be noted though. They could pose some risks to the
financial sector and its market structure. Impacts on credit markets (the cost
and availability) should all be well assessed.

The CBDCs are central bank liabilities as opposed to the electronic money
transfers used in the old-fashioned commercial bank liability form. Therefore,
with the CBDC, deposit holdings of private banks may also ultimately become
less stable. After all, banks rely on individual deposits for funding. The amount
of deposits in bank accounts affects credit availability, the cost of loans, and
expenses (as well as profitability) of banks. Thus, the CBDCs, by replacing or
substituting commercial bank money, could potentially affect the profitability
of commercial banks.

Without an innovative mechanism to prevent panic moves, bank runs could
also potentially be inevitable. There should, therefore, be a way to prevent bank
runs during financial turbulence. After all, a safe and secure, easily accessible
as well as liquid (fast conversion to other forms of money) CBDC could lead to
runs on financial institutions. An interest-bearing CBDC, in particular, could
affect the markets and other financial instruments and even fundamentally
alter the financial system. Potential effects on monetary policy and its efficacy
are also noteworthy. There are certain difficulties regarding a cashless economy
and the changing financial market structure as well.>*

One thing is for sure, though, digital currency still does not hold all the sig-
nificant properties of a common physical currency. Lack of access to financial
markets on some citizens’ side is one critical issue. Another issue is being to-
tally dependent (total dependence) upon energy or electricity for any payment
or transfer. Disadvantaged groups and those living on a continuous payment
cycle may also face issues such as the inability to keep a bank account or an
up-to-date payment instrument.
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CBDC:s should be designed as innovative new tools. Hence, they should not
turn into attractive assets leading to financial firm runs. They should rather
focus on the trend toward cashless societies, enabling negative interest rates,
being a safe digital instrument, helping deal with conventional restrictions of
a cash-based economy, and helping deal with modern restrictions and limita-
tions of the payment systems.

Conclusion

At first, it was the inflationary taxes that led to the interest in other forms of
payment instruments such as the cryptos. Then, it was the monopolistic (and
sometimes oligopolistic) structure and power concentration in the financial
system that led to anger, mistrust, and a search for alternative instruments.
Even credit card payment systems that intermediate payments between stores
and financial institutions are dominated by a few international players today.
And then there were cryptocurrencies increasing financial volatilities and the
ZLB limitation for monetary policy.

After the 2008 crisis and the pandemic of 2020, along with innovations such as
the all-new cryptocurrencies and stable coins, many central banks have voiced
an interest in the introduction of their own digital money. Such a move is ex-
pected to increase the influence of central banks and policy-makers further.
They will once more be gaining much greater power over the money supply
and its control, reinforcing their central power and position in the financial
system.

CBDCs could contribute to financial stability and increase monetary policy
efficacy. There will certainly be a need for more regulation and supervision
for private cryptos too. CBDCs will also increase the popularity of and the
trust for cryptocurrencies and block chain-backed financial technologies in
general.

They should be expected to replace stable coins and other private venture
cryptocurrencies for payment. Cryptocurrencies, on the other hand, are likely
to be forced to serve specific objectives, in unique areas and niche markets.
They will potentially transform into special-purpose instruments in gam-
ing and other related virtual reality areas. Looking forward, there will also
probably be more need to integrate other cryptocurrencies into the world of
CBDCs.

Geopolitical, geo-economical, and geostrategic implications and consequences
of having a CBDC should be re-evaluated and well-assessed. In particular,
China’s leadership and its standard-setting advantages could have much longer
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and enduring strategic implications for the new era. China has already created
its own digital currency, and the historic U.S.-China rivalry may also force the
U.S. to retaliate by issuing its own CBDC.

To sum up, physical currencies will inevitably be digitalized, one way or the
other. So, why not embrace the trend and the new technology, regulate and
then make sure digital currencies satisfy all the functions of a regular con-
ventional physical currency? Central banks seem to unavoidably be heading
toward or converting to this innovation in the near future. Meanwhile, many
central banks have already voiced their willingness to use such a new policy
tool. That being said, like the transformation from cash to credit cards, the
e-money revolution will also (most probably) be a very natural transition. @
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