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Designed to over come price volatility, could stablecoins become a mainstream medium of
exchange?

Fanstout cryptocurrencies asa new medium of exchange, a digital currency to pay for goods and services.
But cryptocurrencies are volatile, and people are reluctant to use them when prices change rapidly.
Sellersareworried that a cryptocurrency might drop significantly in priceright after they make a sale of
agood or service, while buyersdread a big increase. Both can leave a transaction wishing they had waited
for a better price.

Stablecoins, a type of cryptocurrency, offer a solution to the volatility of traditional cryptocurrencies.
Stablecoins minimize volatility by fixing, or pegging, their valueto that of another asset such asa

currency or commodity. The pegisintended to assure buyersand sellersthat the stablecoin’svalue will be
nearly the same before and after the transaction.

Types of stablecoins

Stablecoins can be pegged to a single asset or a combination of assets. Table 1 presents categories of
stablecoins, how they maintain stability, and some examples of stablecoinswithin the category.

TABLE 1: STABLECOIN TYPES, BACKING, AND EXAMPLES

Stablecoin category Stability is maintained by Examples

Reserves of currencies such as

the US dollar or euro Tether, USD Coin

Currency-backed

Reserves of commodities such

Commaodity-backed as gold

PAX Gold, Tether Gold

An algorithm that directs the
Other cryptocurrencies purchase or sale of underlying  Dai, Frax
cryptocurrencies
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Computer programs that buy
Unbacked and sell the stablecoin to
match demand and supply

TerraClassicUSD
Destablecoin HAY

Sour ce: https://www.bis.or g/publ/bppdf/bispap141.htm

Market value

Stablecoin market value is approximately $163.9 billion, or about 6.8% of total cryptocurrency value of
$2.3 trillion (as of July 31, 2024).

Thereare 172 stablecoins, but thetop five stablecoins represent 96.5% of the cryptocurrency category
value (Table 2). Given the combined value of Tether and USDC, currency-backed stablecoins dominate
the category.

TABLE 2: TOP FIVE STABLECOINSBY VALUE

Stablecoin Backing Value %
Tether USDT Currencies, mostly US dollar $114,523,658,219
@ USDC USDC uSD $33,105,539,764
DAI DAI Cryptocurrencies $5,294,328,701
@ Ethena USDE Cryptocurrencies $3,196,044,313
9 First Digital FDUSD uSD $2,016,626,996

Note: Valueis market capitalization, Source: coingecko.com July 31, 2024
Stablecoin uses

Figure 1 presentstypical stablecoin uses. Thelargest category isasatrading asset. Sometradersfind the
wild swingsin cryptocurrency prices advantageous for achieving large profits, but the volatility of most
cryptocurrencies hamperstheir use asa medium of exchange. The price stability of stablecoins makes
them mor e useful for cryptospheretransactionslike buying or selling tokens, digital representations of
tangible and intangible thingslike art and intellectual property.
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Stablecoins pegged to a currency such asthe US dollar make them useful for investorswho want the US
dollar for a store of value. People who struggle with currency controls (say in China), high inflation
(Argentina) or nations experiencing US-imposed sanctions (Russia) may find it difficult to own the US
dollar. A USD-backed stablecoin can give buyers exposureto the US dollar that they might otherwise be
unableto obtain.
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Stablecoins can also be useful for lending and borrowing, bridging the worlds of centralized and
decentralized finance. Centralized finance involves or ganizations such as banks and brokerages that
manage financial transactions. In decentralized finance, those or ganizations ar e replaced with
transactionsthat are peer-to-peer. Investors can borrow fundsfrom a centralized-world bank as
stablecoin collateral and lend those fundsin the decentralized finance world.

Stablecoins might find a particularly strong use casein cross-border transactions. Because the priceis

stable and therelationship to an underlying asset can be deter mined, stablecoins eliminate the need for
currency transactions, reducing cost by eliminating theintermediariesinvolved in exchanging currencies.

Tether

Tether, thefirst currency-backed stablecoin, is also one of the more popular cryptocurrencies—it
accountsfor about 5% of the cryptocurrency market (figure 2).
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Given its popularity, Tether’sUStreasury holdings, used to support its1to 1 US dollar peg, rival those of
some foreign nations. The process of issuing and redeeming USDT stablecoinsis asfollows:

Step 1: A user depositscurrency into Tether's bank account

Step 2. Tether issuestokens (USDT) and sends them to the user’swallet address (user’s deposited amount
less fees)

Step 3. Tether tokens (USDT) can then be used by user’sfor transactions, traded, or stored for later use
If the user decidesto redeem their USDT into currency, then

Step 4: Theuser deposits USDT into their Tether account

Step 5: Tether removesthose coins (USDT) from circulation

Tether istheonly party that can take Tether coinsinto or out of circulation.
Stablecoin problems

Stablecoins might become the dominant form of money, but so far there’sno sign of an everyday digital
currency. Stablecoins are a small segment of cryptocurrencies, and cryptocurrencies are an even smaller
portion of total net private wealth - lessthan 0.5% of $454.4 trillion in 2022.

For stablecoins popularity to increase, usersneed to trust that the asset backing a stablecoin isliquid, high
quality and audited. Stablecoins struggle to achieve these characteristics. The Bank for International
Settlements (BIS) reported that, at the end of September 2023, the largest currency- and commodity-
backed coins published infor mation about the reserves backing the coins, but information for crypto-
backed coinswas opaque.

Few stablecoins publish their asset backing information daily; reporting is more commonly monthly,
guarterly and even semi-annually. I nfrequent updates to information about underlying assets make it
difficult to assessreal-time backing quality. The adequacy of reservesis questionable, too: Currency-
backed stablecoins hold debt instrumentsthat may beliquid and easily redeemable for cash in normal
financial conditions but may be difficult to exchange for par during market panics. And from published
data, BIS could not always decide whether the asset backing had been verified or audited by an
independent certified public accountant.

Even stablecoins stability isin question. BISreported that of the 68 stablecoinsthat it evaluated, no
stablecoin was able to maintain their closing pricesin parity with their peg. Currency-backed stablecoins
wer e best at maintaining a close peg; stablecoins backed by other cryptocurrencies experienced the lar gest
deviationsin tracking their peg.

Other issueslimit stablecoin popularity. Stablecoins are designed to reduce volatility, but sometraders
might prefer riskier cryptocurrency assetsif they'relooking for speculative profits. Those volatile
cryptocurrencies can offer higher returnsthan stablecoins. Othersdon’t want to use stablecoins because
they’'re pegged to centralized assets such as currencies and commodities. They prefer a decentralized
option instead. M ost worrisome, stablecoins can —and have — failed.
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With improvements, stablecoins could make transactions less costly and mor e efficient, could offer a
stable stor e of value, and could usetheir price stability to make it easier to trade other cryptocurrencies.
But theworld of digital money isin flux, and stablecoins—and cryptocurrenciesin general - must compete
against instant payment systems and central bank digital currenciesif they intend to become a popular
medium of exchange. It'sall about the assets backing stablecoins —those with transparent, liquid, and
audited backings stand the best chance of becoming a mainstream means of payment.
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