Mesirow

Insights

Central Bank Digital Currencies

What do CBDCs mean for the US dollar asthe world’smajor reserve currency?

Eleven nationsl have issued central bank digital currencies, a digital form of a gover nment-issued
currency that islegal tender but isn’t backed by gold or silver (like US dollars). Another 18 countriesare
piloting CBDCs while dozens of nationsarein research or development stages. The United States hasn’t
decided to issue a central bank digital currency, giving other nations a head start. How will the US's
indecision and delay affect the dollar’s status asthe world’s major reserve currency?

That USD reserve currency position isimportant becauseit resultsin lower transaction and borrowing
costsfor US citizens, businesses, and gover nment; it widensthe pool of investorsfor US investments; and
it allowsthe USto influence global monetary standards. To some, not issuinga CBDC or being a market
laggard will give other currenciesthe opportunity to catch up to or surpassthe USdollar’sreserve
currency position. Other s dismiss these concer ns; they seelittle or no connection between central bank
digital currencies and reserve currency leadership. Who'sright?

Do it yesterday

Thosein the hurry-up-and-issue-a-CBDC camp fear an early launch of China’sand other nations
currencies. China'sdigital currency will provide that nation with mor e influence with the Mideast, Africa,
Southeast Asia, Russia, and other countries. If unchallenged, a Chinese CBDC will become an accepted
global currency that will reduce US power in important regions and weaken the effectiveness of economic
sanctionsthat the USrelies so often on to achieve foreign policy aims.

In responsetotheinvasion of Ukraine, the USlevied punishing economic sanctionson Russia. The US
capped the price of Russian crude oil; blocked Russian banks from using SWIFT, the US-managed global
payment system; and froze Russian currency reserves. Russia’ s response wasto increase sales of oil to
Chinaand India. Payment for transactionswith China werein Russian rublesand Chineseyuan, astep in
the direction of making the Chinese currency globally accepted. Even beforethewar, 17 percent of
Russia’sforeign currency reserves were denominated in yuan; and among countries, Russia held nearly a
third of the Chinese currency.

Bank of russia currency and gold reserves
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This group also sees evidence of diminishing effectiveness of US sanctions. A key part of those sanctionsis
the denial of accesstothe SWIFT payment system. Alter native payment systems exist, including ones
developed by Russia and China. And it’snot just US adver saries who ar e seeking ways to do business
outside a dollar-centric world. Ten countries from the European Union2 have joined the Instrument in
Support of Trade Exchanges, developed to support legitimate trade with Iran in a‘closed loop’ financial
system (read: outside of the US payment system).

The combination of a widely accepted central bank digital currency and the overuse of financial sanctions
could drive allies and enemies alike away from US-managed financial systemsinto onesthat don’t involve
thedollar, diminishing the need for US dollar reserves.

What, meworry?

Another group seeslittle threat from CBDCsto the USdollar asthe major reserve currency. They note
that the change from one dominant currency to another takes decades, pointing to thedollar’s slow
overtaking of the British pound last century as an example. Thosein thiscamp see digital currenciesasno
different than currenciesin their moder n for m—gover nment issued without backing by gold or silver. If
thedollar hasn’t been surpassed by these forms of currencies by now, why would a CBDC that’ssimply a
liability of the issuing nation’s central bank be any different?

Thereare significant reasons why the US dollar is used so often in commer ce and finance, reasonsthat are
unlikely to change whether currenciesarein central bank digital form or not. Thedollar’ swide use
resultsin low-cost transactions, even in foreign exchange markets. For transactionsinvolving lesstraded
currencies, both currenciesaretraded against thedollar instead of directly with each other.

The depth and breadth of US markets and the resulting liquidity are chief reasons foreign nations deal in
USdollars. That investment situation is supported by a long-running political and economic stability
enhanced with a strong commitment to therule of law. Those involved in global transactions are unableto
find national or regional marketsthat are superior to US markets; no CBDC—whether foreign or US
issued—uwill change that.
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A magjor benefit of CBDCsis supposedly technological improvementsthat will settle transactions faster
and with moretransparency. Thosein the CBDCs-are-no-threat group acknowledge that cross-border
payments systems need improvement but insist that upgrades are nearing. But even if CBDC transactions
are better technologically than the existing settlement process, those improvementswill not be significant
enough to switch from thedollar. CBDCsarenot likely to alter the US dollar’sfunction asa unit of
account and store of value.

If you'renot at the table, you're probably on the menu

People could view CBDCs as a solution in search of a problem. Besides potential technological
improvements, it isuncertain how CBDCswill enhanceinternational commerce or finance. Central bank
digital currenciesarein use, however, and mor e versions are coming. It’sinvolvement — and leader ship —
that aretherefore so important at this early stage. Nations are moving forward with issuing digital
currencies, decisions are being made, and systems built. The United States should work with other nations
and businesses to develop standardsfor digital currency privacy protection, communications between
systems, compliance protocols, and gover nance standar ds. Given the private cryptocurrency implosion,
the US could takethelead on regulation, heading off problemswith CBDCsthat private cryptocurrencies
experienced.

And because the capability to apply economic pressureisimportant to the United States, developing a
digital currency and payment system in partner ship with allies could be a key factor in foreign policy
decisions and actions.

Explore

USdoallar: Currency dynasty
Isthe USD's position asthe world'sreserve currency safe, or isitsdecline inevitable?

READ ARTICLE

Nothing lastsforever. Isthe US dollar an exception?
Crisesand competition challenges USD hegemony asthe dominant foreign exchange reserve.

READ ARTICLE

1. Countriesthat have launched a central bank digital currency include Jamaica, The Bahamas, Eastern Carribean (8 countries) and Nigeria. As of 31 March 2023.

Source: https://www.atlanticcouncil.or g/chdctracker/ | 2. Republic of France, Federal Republic of Germany, United Kingdom of Great Britain and Northern Ireland,

Kingdom of Belgium, Kingdom of Denmark, Kingdom of the Netherlands, Kingdom of Norway, Republic of Finland, Kingdom of Spain, Kingdom of Sweden
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