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Digital Revolution: Will Cryptocurrencies Take Over the World?
Part II: Are Stablecoins Really "Stable"?
Summary

Economist(s)

•

Jay H. Bryson, Ph.D.

Stablecoins, which are a category of digital currency, have many favorable
characteristics. Payments can be settled essentially instantaneously, and "unbanked"
individuals can easily use them. Their supplies are not limited, so potential problems
with deation do not arise with stablecoins as they potentially could with limited
forms of digital currencies.

•

Unlike other cryptocurrencies, such as Bitcoin and Ether that exhibit extreme levels
of price volatility, the values of stablecoins tend to be stable. Many stablecoin issuers
claim that their tokens are fully "backed" by reserves.

•

However, assets that can experience their own periods of illiquidity and price
dislocation represent a signicant proportion of the reserves of some stablecoin
issuers. If the condence of investors in the value of their holdings is shaken, then
stablecoin issuers can experience "runs," much like commercial banks before the
advent of deposit insurance and the creation of a robust supervisory and regulatory
framework.

•

If the explosive growth that stablecoins have enjoyed in recent years continues in
coming years, then periods of nancial market volatility could potentially become
extreme.

•

Stablecoin issuers have largely operated in a regulatory vacuum until now. But
regulators have become acutely aware of the potential risks that stablecoins present,
and they are scrambling to catch up. Some federal agencies have recommended that
Congress pass legislation that would require stablecoin issuers to become insured
depository institutions, which would be subject to supervision and regulation by the
appropriate regulatory bodies.

•

Furthermore, private stablecoin issuers may soon face competition from central banks
that are gearing up to issue their own digital currencies. We will discuss central bank
digital currencies (CBDCs) in Part III of this series.
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This commentary is provided for information purposes only and does not contain any
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the suitability of investing in digital assets, including cryptocurrencies. Investments in
digital assets carry signicant risks, including the possible loss of the principal amount
invested. It is only for individuals with a high risk tolerance who can withstand the
volatility of the digital asset market. Investors should obtain advice from their own tax,
nancial, legal and other advisors, and only make investment decisions on the basis of
the investor’s own objectives, experience and resources.
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Stablecoins: Benets of Digitization Without Price Volatility
In the rst report of our series on cryptocurrencies (a.k.a. digital currencies), we discussed their ability
to perform the three basic functions of money as well as some of their benets and drawbacks. In
terms of the functions of money, their use as a unit of account is limited at present. That is, prices of
most goods and services continue to be expressed in terms of national currencies (e.g., U.S. dollars,
euros, etc.) rather than in cryptocurrencies per se. Digital currencies are being used as mediums of
exchange, albeit still well short of the volume of transactions that are being processed via national
currencies at present. They can provide good stores of value, at least when held over long periods of
time. But the high degree of price volatility that is inherent in digital currencies can limit their ability to
serve as a store of value for individuals and businesses in the short term. Furthermore, the investment
options of cryptocurrencies are limited at present, because there has been no issuance of cryptodenominated securities, to the best of our knowledge.
But there is a class of cryptocurrencies, which are known as "stablecoins," that possess the benets
of digitization without the extreme price volatility of some other digital currencies, such as Bitcoin
and Ether. As the rst half of their name implies, prices of stablecoins tend to be stable, because
their values are essentially pegged to another asset, such as a national currency. For example, Tether,
which is the most widely used stablecoin, is convertible to U.S. dollars at a ratio of 1:1 and the issuers
of Tether claim that every token is fully backed by $1 worth of dollar-denominated assets.1 Since it
started trading in 2015, the day-to-day price uctuation of Tether has generally been less than onehundredth of a cent. That said, there have been episodes when the price has moved by signicantly
more, a topic to which we will subsequently return. Other widely used stablecoins include USD Coin
and Binance USD, which also have very low price volatility.

Stablecoins generally do not
have the daily price uctuation
that tend to be inherent in other
cryptocurrencies.

Stablecoins have a number of benets, some of which are inherent to all digital currencies and some
of which are specic to stablecoins. Similar to all cryptocurrencies, payments made in stablecoins
can be settled essentially instantaneously. This is especially important for payments that are made
across national borders, which historically have been time-consuming and characterized by high
transactions costs. In addition, stablecoins could be used to make costless payments for "unbanked"
individuals, which we discussed in more detail in Part I. But what sets stablecoins apart from other
digital currencies is that the former do not have wild swings in value, thereby enhancing their property
as a short-term store of value. Furthermore, the supply of stablecoins is not limited. Consequently, the
potential deation issue associated with a limited money supply that we discussed in our rst report
does not arise with stablecoins.
But stablecoins do not overcome some notable drawbacks of digital currencies. Similar to other
cryptocurrencies, there has been no issuance to date, to the best of our knowledge, of securities
that are denominated in stablecoins. Therefore, individuals who own stablecoins earn a rate of return
of 0%, unless they place those tokens in a crypto savings account, which we briey noted in Part
1. But because stablecoins do not have wild swings in value, corporate treasurers in coming years
could potentially start to issue securities that are denominated in stablecoins, which would enhance
their quality as a store of value. In addition, stablecoins could be used increasingly by individuals and
businesses to make payments due to their stable values.

Stablecoins Are Potentially Vulnerable to "Runs"
But there is a more signicant drawback to stablecoins that was highlighted in a recent speech by
Federal Reserve Governor Christopher Waller. Specically, stablecoins are issued by the private sector
and, in essence, stablecoin issuers resemble 19th century commercial banks. As long as depositors
in that bygone era were condent that they could withdraw all of their money from their bank, the
system was sound. But as soon as that condence was shaken, a "run" on the bank could ensue that
could lead to the collapse of the bank. In a full-blown panic, such as what occurred in 1893 and again
in 1907, the entire banking system was potentially at risk. The Federal Deposit Insurance Corporation
(FDIC) estimates that about 9,000 American banks failed between 1930 and 1933, which contributed
to the depth and the severity of the Great Depression.
In response, Congress created the FDIC in 1933 to guarantee the value of banking accounts. Today,
the FDIC guarantees checking and savings accounts up to $250,000 per depositor, per insured bank.
Furthermore, deposit-taking institutions are regulated and supervised by federal and state agencies.
The existence of deposit insurance in conjunction with a robust supervisory and regulatory framework
gives individuals condence in the safety of their deposits. Bank runs, which were commonplace prior
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to the establishment of the FDIC and federal regulatory bodies, have been exceedingly rare since
1933.
In contrast, the value of stablecoins are not guaranteed and stablecoin issuers are not currently
regulated. Many stablecoin issuers claim that their coins are "backed" by some other asset(s). For
example, the issuers of Tether state that "every Tether token is always 100% backed by our reserves,"
which include traditional currency and cash equivalents and, from time to time, may include other
assets and receivables from loans made by Tether to third parties." In that regard, the most recent
independent accountant's report, which was published in September 2021, showed that "commercial
paper and certicates of deposit" accounted for more than 40% of Tether's assets. Normally, the
commercial paper (CP) market is deep and liquid with interest rates on high-quality CP only a few basis
points above rates paid on Treasury bills (Figure 1).

Values of stablecoins are not
insured and issuers of stablecoins
are not regulated.

However, the CP market can become illiquid during times of nancial stress. As Figure 1 makes clear,
CP spreads spiked during the 2008 nancial crisis and again in March 2020 when the global economy
was going into free fall amid the onset of COVID-19. This sharp rise in CP interest rates relative to Tbill rates implies that prices of CP nosedived. In other words, the value of the assets that, at least in
part, "back" stablecoins fell sharply, and owners of stablecoins no longer had assurance that each token
they owned was fully convertible into one U.S. dollar. Selling of stablecoins ensued, causing their prices
to fall. As shown in Figure 2, the price of Tether dipped to $0.97 in March 2020. The price of USD Coin
also fell during that period.
Figure 1

Figure 2
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Periods of market dislocations, as occurred in March 2020, can potentially initiate negative feedback
loops. That is, marked declines in CP prices can lead to weakness in stablecoin prices. Selling of CP by
stablecoin issuers to nance redemptions puts added downward pressure on CP prices, which can then
lead to further price declines of stablecoin prices, etc. Furthermore, dislocations in one asset market,
such as the CP market, can quickly spill over to other asset markets. The Federal Reserve moved
quickly to pump liquidity into nancial markets in March 2020, but the price dislocations experienced
in the CP and stablecoin markets during that period could have been more extreme and long-lasting
had ocials not acted so nimbly and adeptly. Stablecoins had not yet been created in 2008, but
the sharp price declines experienced in the CP market during the global nancial crisis undoubtedly
would have put signicant downward pressure on prices of stablecoins, had they existed at that time.
Because the size of the stablecoin market has grown exponentially—the market capitalization of
Tether, which is just one stablecoin among many, has shot up from about $4 billion at the beginning of
2020 to roughly $78 billion at present—stablecoins represent a potential risk to the nancial system.

Stablecoins represent a potential
risk to the nancial system.

There is also the issue of market power. There are numerous issuers of stablecoins at present, but
as demonstrated by other tech platforms over the past few decades, one company can become
dominant due to network eects. For example, there initially were many "word processing" software
programs available when the technology was rst developed. But Microsoft Word eventually emerged
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as the program that essentially all individuals wanted to adopt, because a "critical mass" of other
individuals were using it. The same winnowing process could eventually occur with stablecoins, which
could lead to an undue amount of market power for that issuer. Is it good public policy to allow the
payment system of an economy to be controlled by a small handful of private companies without
public sector oversight?

Regulators Are Increasing Their Focus on Stablecoin Issuers
As noted previously, stablecoin issuers are not regulated at present. But regulators are attuned to
the risks that stablecoins potentially pose, and they are increasing their focus on them. The Federal
Reserve, the FDIC and the Oce of the Comptroller of the Currency (OCC) recently conducted a series
of "policy sprints" and, as highlighted in a recent joint statement, they plan to begin issuing guidance
"on whether certain activities related to crypto-assets conducted by banking organizations are legally
permissible." As these agencies note, this guidance will apply only to the activities of banks, not to
other platforms. But the use of the word "sprint" reects the sense of urgency that the explosive
growth in digital currencies, and its associated implications for the nancial system, has imparted on
regulators.
Regarding regulation that is specic to stablecoins, the President's Working Group on Financial
Markets (PWG) recently issued a report in November 2021 that asks Congress to pass legislation
requiring stablecoin issuers to become insured depository institutions.2 These institutions would have
access to the liquidity facilities of the Federal Reserve, and the value of the tokens that are issued
by these institutions would be guaranteed, up to a limit, much as bank deposits are guaranteed up
to $250,000 by the FDIC. These institutions would also be subject to supervision and regulation by
the appropriate regulatory bodies and to liquidity and capital requirements, much as "traditional"
depository institutions (i.e., commercial banks and credit unions) are currently subjected. Furthermore,
the PWG report recommends that stablecoin issuers be restricted from aliating with commercial
entities, much as commercial banks are generally prohibited from owning or being owned by a nonbank enterprise.
It is an open question whether Congress will ultimately choose to follow the PWG's recommendations.
Congress could enact its own set of guidelines or choose to ignore the issue entirely. But even in the
event that Congress does not authorize a broad and comprehensive regulatory framework, there may
be some limited steps, which were highlighted in a recent speech by Treasury Undersecretary Liang,
that agencies can take under current authorization to provide some regulatory oversight of stablecoin
issuers. In short, the days of laissez-faire in the stablecoin market are probably numbered. Not only are
regulators poised to undertake some degree of oversight, but some central banks are gearing up to
issue their own digital currencies, which could create competition for privately-issued stablecoins. We
will turn to central bank digital currencies (CBDCs) and their implications for the nancial system in
Part III of this series.

Conclusion
Similar to all digital currencies, there are some signicant benets associated with stablecoins.
They allow payments to be made essentially instantaneously, and "unbanked" individuals could use
stablecoins provided they have a mobile phone. Issuance of stablecoins can be unlimited, so the
potential deationary risk that arises with digital currencies with limited issuance does not arise. Their
attractiveness as a short-term store of value is enhanced by their generally stable values.
But there is a notable drawback to stablecoins at this time. Specically, their values are not insured,
as commercial bank deposits are, and stablecoin issuers are not regulated at present. Consequently,
in periods of heightened nancial stress, such as autumn 2008 and March 2020, stablecoin issuers
could potentially experience destabilizing "runs." If the explosive growth that stablecoins have enjoyed
in recent years continues in coming years, then periods of nancial market volatility could potentially
become extreme.
Government regulation usually lags developments that occur in the private sector, and stablecoin
issuers have largely operated in a regulatory vacuum. But regulators are becoming attuned to the risks
that stablecoins potentially present, and they are scrambling to catch up. Although it is not clear what
sort of legislation Congress may eventually enact, the days of laissez-faire in the stablecoin market are
probably numbered. Furthermore, private stablecoins issuers may soon face competition from digital
currencies that are issued by central banks, which is the topic of our next report in this series.
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Endnotes
1 tether-assurance-sept-30-2021.pdf. (Return)
2 The PWG was created in 1988, and it is chaired by the secretary of the Treasury. Other members

include the chair of the Board of Governors of the Federal Reserve System, the chair of the Securities
and Exchange Commission, and the chair of the Commodity Futures Trading Commission. (Return)
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