PUBLIC MONEY STATEMENT

Introducing central bank digita

currency requires careful consideration

Following other countries, a debate on central bank digital cur-
rency (CBDC) has started in the Netherlands as progressive dig-
itisation is bringing introduction within reach. The Netherlands
Bank (DNB) participates in this debate with a critical attitude: do
the potential benefits truly outweigh the risks and could these
not also be achieved within the confines of existing financial
structures?

IN BRIEF

@ The introduction of this new type of money has benefits, but could
fundamentally change the structure of the financial system.

e The risks it poses to the stability of the financial system can be
overcome, but not without limiting the benefits.

e Introducing CBDC therefore requires careful consideration.

AERDT he issuance of CBDC would broaden access to
HOUBEN digital central bank money to the general public.
Director of the This type of money may be provided in the form
Financial Markets of transferable digital credits (so-called ‘tokens’)
Division at De or conventional accounts at the central bank. Currently,

Nederlandsche Bank  access to digital central bank money is limited to banks and
(DNB) and Professor  a select group of public authorities, foreign central banks,

at the University of supranational institutions and market infrastructure pro-
Amsterdam viders.

In the Netherlands, the discussion on CBDC is mainly
DION driven by a desire to provide risk-free money in digital form
REIJNDERS to citizens while imposing market discipline on banks (Buit-
Policy advisor at ink and Van der Linde, 2019; Van der Linden, 2019). More-
DNB over, it is argued that CBDC may contribute to financial

stability by offering a resilient payment infrastructure (Van
Tilburg, 2019). In the international discussion, other con-
siderations dominate. In Sweden, people consider CBDC
as a natural successor to cash, which is rapidly disappearing
from circulation as payments progressively digitise (Sveriges
Riksbank, 2018). In that context, CBDC would also main-
tain a direct link between citizens and the central bank. This
link contributes to the public’s understanding of the role of
central banks and the importance of their independence
(Mersch, 2017).

Apart from these considerations, US. economists have
proposed CBDC as a way to make phasing out cash accept-
able to the public, which they consider desirable (Good-
friend, 2016; Rogoff, 2016). A discontinuation of cash
would alleviate the effective lower bound (ELB) for policy
rates and prevent illicit use of central bank money. In addi-

256 ESB, Volume 104(4774), 6 june 2019

tion to a CBDC variant for the general public, calls have
also been made for a variant aimed at non-bank institutions
in wholesale financial markets (Box 1). The wholesale vari-
ant may make both clearing and settlement of securities and
cross-border payments more efficient and would strength-
en the transmission of monetary policy (Coeuré and Loh,
2018; Meaning et al., 2018).

Threshold for introducing CBDC is high
Introducing CBDC requires careful consideration because
of the potential far-reaching implications for our well-
functioning financial system (BIS, 2018). Traditionally,
central banks restrict access for non-banks to limit their
footprint in the financial system and foster the role

of market forces. When credit decisions are in private
hands, efficient use is made of society’s decentralised
knowledge (Hayek, 1945). Public safeguards in the form
of banking supervision, deposit insurance and central
banks’ lender-of-last-resort (LOLR) operations keep
commercial banks” deposit base stable, enabling them to
provide welfare-enhancing maturity, liquidity and credit
risk transformation. In addition, limited access to digital
central bank money, low denominations of banknotes, the
inconvenience of cash for large value storage and payments
ensure that banks’ deposit base cannot suddenly flow to
the central bank in turbulent times. Within this context,
central banks steer overall financial conditions through
monetary policy, keeping inflation in line with their price
stability mandates. In sum, our monetary system is built
on strong logical foundations - market functioning within
public safeguards - and has served us well (Jordan, 2018).
The Netherlands Bank therefore has a critical attitude
towards introducing CBDC (DNB, 2018).

Benefits cited are not undisputed

While the status quo should not be changed hastily, the
digitisation of payments, changed views on the desirability
of central bank intermediation and the rise of crypto-
assets do provide a rationale for investigating CBDC. In
doing so, the underlying arguments need to be understood
and carefully weighed against the implications for the
stability of the financial system.

There are several caveats to the arguments in favour of
issuing CBDC. Starting with the argument that CBDC
would provide risk-free money in digital form to citizens
while imposing market discipline on banks. It fails to men-
tion that the Deposit Guarantee Scheme already provides
EUR 100,000 euros per bank of risk-free money in digital
form to each citizen. Moreover, using depositors as a disci-



plining mechanism is not efficient. Small depositors bear
little credit risk as they have a relatively senior claim on
their bank. Due to the buffer role of equity and subordi-
nated debt, depositors are inherently insensitive to incom-
ing economic and bank-specific news (Holmstrom, 2015).
Within this context, the Deposit Guarantee Scheme pre-
vents unwarranted herd behaviour among depositors (Dia-
mond and Dybvig, 1983). In contrast to depositors, bank
equity and subordinated debt holders have a strong finan-
cial incentive to monitor banks — particularly given the
bail-in mechanisms introduced in Europe after the Great
Financing Crisis.

Furthermore, despite the presence of the Deposit
Guarantee Scheme, banks are exposed to competition
within the broader financial sector. On the asset side, for
example, Dutch banks have lost a five percent share of the
mortgage market to pension funds and insurance compa-
nies over the past years (DNB, 2016). This indicates that
the competition arguments in favour of CBDC is not
compelling. On the liability side, depositors can also hold
financial wealth through money market funds. However,
in the Netherlands, there is limited demand for money
market funds that invest exclusively in government bonds.
This raises the question whether there is a genuine demand
for risk-free money in digital form beyond the scope of the
Deposit Guarantee Scheme.

The arguments put forward in favour of CBDC in
the international debate not have escaped criticism (Aker-
boom et al., 2018). For example, the disappearance of cash
- as may happen in Sweden - does not automatically make
CBDC necessary or desirable. Monetary policy can be
effective even without cash (Woodford, 2000), while inno-
vation and efficiency in payments generally originate from
private initiatives (Boonstra, 2019) — recently mostly out-
side the traditional banking sector.

The proposal to phase out cash in order to eliminate
the ELB has also been criticised. For example, deep-nega-
tive interest rates may provoke non-linear effects. Nor is it
immediately obvious that monetary transmission needs to
be strengthened, both with respect to savings and money
market interest rates (BIS, 2018; Potter, 2017).

It is also not self-evident that anonymous payments
should be abolished to prevent illicit payments (Mersch,
2017). Finally, a forced digitisation of payments may
exclude some parts of society (such as the elderly, digi-
tally illiterate and visually impaired) and increase the vul-
nerability of our payments system to digital interruptions

Important choices in case of eventual intro-
duction

Introducing CBDC would create considerable risks.
Frequently mentioned is the risk of digital runs to the cen-
tral bank. In this sense, cash and CBDC are not substitutes.
After all, CBDC is superior in terms of the traditional
functions of money as a means of payments and store of
value. But even in quiet times CBDC would have implica-
tions for the structure of the financial system. A portion
of the digital part of the money supply would migrate to
the central bank balance sheet. Commercial banks” deposit
base would shrink and become less stable, while the cen-
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Forms of money Box1

The money flower developed by the Bank  of central bank’s ledger, the latter does
for International Settlements (Bech and  not).

Garratt, 2017) provides an illustrative clas-

sification of money based on four charac- CBDC differs from cash by its digital form
teristics: and from conventional central bank reser-
ves by its wider accessibility. Three forms of
CBDC can be distinguished, depending on
the accessibility and technology.

- its form: digital or physical;

- the issuer: a central bank or other;

- accessibility: wide or restricted;

- technology: token or account-based (the
former allows for transactions outside
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tral bank would be forced to take more maturity, liquidity
and credit risk. This may reduce the efficiency of the overall
financial system.

An open question is whether these risks can be miti-
gated through the CBDC’s design. The modalities may
vary in terms of access, remuneration, upper limits, opening
hours and anonymity (Figure 2). For example, the poten-
tial demand for CBDC may be dampened by applying sub-
stantially lower rates or an upper limit at, for example, EUR
100,000 like under the Deposit Guarantee Scheme. Doing
so would limit the flow of funds to the central bank. How-
ever, these modalities carry new complexities: in the cur-
rent interest rate environment, applying substantially lower
rates beyond a certain amount would imply highly nega-
tive rates, and applying an upper limit would exclude the
possibility to have anonymous CBDC. Generally speaking,
the substitution effects vis-a-vis banknotes and commercial
banks deposits will be smaller for the modalities on the left
in Figure 2. However, particularly in turbulent times, the
central bank may come under public pressure to relax these
modalities.

Conclusion

The ongoing digitisation of payments raises the question
of whether central banks should provide digital money to
the general public. The advantages of CBDC are subject to
debate and need to be carefully weighed against the disad-
vantages and risks. Both the advantages and disadvantages
are multifaceted and strongly depend on the chosen vari-
ant. The technology is still evolving. It is clear that central
bank digital currency may have far-reaching consequenc-
es for the structure and dynamics of the financial system.
Many of the benefits aimed could also be realised within
the existing confines of the financial system. Introducing
central bank digital currency thus requires careful consid-
eration.
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