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The speech focuses on the intersection of

technology and economics, paying particular

attention to the way technological advances affect

the role of money and payments. The advent of

cryptocurrencies and distributed ledger technology

(DLT) and the emergence of fintech and big tech

affect not only the money and payments system,

but the whole of finance - from savers to borrowers.

Moreover, they have implications for the broader

macro economy, particularly price setting,

touching central banks' responsibility for price

stability.

The speaker outlined the economics of

cryptocurrencies in detail. Cryptocurrencies have

serious economic design flaws and do not scale like

sovereign money, are prone to congestion and they

miss the positive network externalities that give rise

to a virtuous circle. In order to limit the growth in

the size of the blockchain, each cryptocurrency

limits how many transactions can be processed at

any moment in time. Once transactions hit this

limit, however, the system congests, fees spike and a

long queue of pending transactions results.

Cryptocurrencies such as bitcoin cannot guarantee

the finality of individual payments. Transaction

rollbacks can occur due to forking, when

cryptocurrencies split into subnetworks of users,

which means finality forever remains uncertain.

Cryptocurrencies are unstable and their valuations

are subject to extreme volatility. This inherent

instability is unlikely to be fully overcome by better

protocols or financial engineering, as exemplified

by many failed so-called stable coins which saw a

marked loss of confidence. Keeping the supply of

the means of payment in line with transaction

demand requires a central authority, typically the

central bank, which can expand or contract its

balance sheet. The authority needs to be willing at

times to trade against the market, even if this means

taking risk on its balance sheet and absorbing a

loss.

Cryptocurrencies are hardly used for retail

payment transactions as they have turned out to be

impractical, slow, expensive and unsafe.

Cryptocurrencies are highly conducive to illegal

activities and vulnerable to digital theft. Users

generally rely on third parties to store their

holdings and since such crypto wallet providers or

crypto exchanges are unregulated, users typically

have no recourse if they turn out to be fraudulent or

fall victim to hackers. Fraud also plagues initial

coin offerings (ICOs), where cryptocurrency coins

are auctioned in exchange for participation rights

in a startup business venture. Further, the

anonymity of cryptocurrencies offers perfect cover

for people wanting to avoid capital controls or

taxes, launder money or engage in other illegal

transactions.

It is not clear what problem cryptocurrencies are

trying to fix. Part of the evolution of payments has

been electronification and, more recently,

digitization. New digital payment services are

emerging every day. In most markets, all but a few

merchants now accept credit and debit cards. And

cash itself is showing no signs of slowing down.

Actually, cash in circulation has increased in

tandem with card and electronic payments over the

last decade.

Money in a digital age: 10 thoughts

Agustín Carstens, Bank for International Settlements, November 15, 2018, Singapore

Speeches

22

D
e

ce
m

b
e

r 
2

0
1

8



C
C

IL
M

o
n

th
ly

 N
e

w
sl

e
tt

e
r

Cryptocurrencies compare unfavorably with other

payment technologies. New technologies for

payments system are being adopted by central

banks and the private sector on a continuous basis.

The real-time gross settlement (RTGS) for

interbank payments is standard today. Given the

technology cycle, many central banks are currently

looking at next-generation RTGS systems to

provide more robust operations and enhanced

services. Fast payment systems permitting real-time

settlement of retail payments have allowed other

innovations to flourish at the consumer level,

including the introduction of mobile, internet and

peer-to-peer payments. Fast payment systems are

likely to become the dominant retail payment

system in the near future. Clearly for payments

where buyer and seller never meet in person, trust is

vital. Here, a decentralized network of anonymous

computers cannot replace tried and tested

institutions like central banks.

The productive use DLT in public and private uses

remains unproven. A payments system based on

DLT does not overcome the need for credit. Most

importantly, when considering a DLT-based

system, if the cost of credit exceeds even a modest

amount, the coordination needed between

participants for a payments system to function is

not guaranteed. In all but a narrow range of cases,

the decentralised equilibrium fails to deliver the

credit needed to reproduce the high-volume

payment flows that are normal in systems backed

by the central bank balance sheet. While future

proofs of concept may rely on different system

designs, and more experimentation and experience

would be required, it casts doubt on whether central

banks can usefully and safely implement these

technologies.

It is necessary to regulate cryptocurrencies and find

a decisive public policy response. Public policy has

arguably fallen dramatically behind the curve.

There is an immediate need to apply anti-money

laundering and combating the financing of

terrorism (AML/CFT) requirements for payments

using cryptocurrencies. At the very least, there is a

need to apply minimum regulations, particularly

where such assets intersect with the conventional

financial system (such as banks). However, only if

the payment is properly recorded and verified to be

legitimate can it proceed, else it constitutes a crime.

Uncertainty over whether technological

innovations are socially useful should in general

bring about a pause in regulating, as it is pointless

to regulate something that is useless or ends up

being bad.

Recent technological developments are changing

the role of money and the payments system.

Technological advances are affecting markets for all

financial services, and changing the nature and

forms of intermediation. Central banks and other

regulatory authorities need to be more proactive in

the face of rapid technological changes and scout

out opportunities where technology can help them

better meet their core mandates, assuring price and

economic stability and fostering an efficient and

resilient financial system.

Technology is only effective once it has found its

economic purpose. Many innovations take a long

time to achieve mainstream adoption, while others

never reach that point at all, but fall by the wayside.

Today's cryptocurrencies could be placed at the

peak of inflated expectations, and acknowledge

that some are already obsolete or heading that way.

While new digital payment methods may appear at

different points, it is too early to say which would

become mainstream.

Source: www.bis.org
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Banks bring together the liquidity surplus agents in

an economy with the liquidity deficit agents by

establishing an intermediation channel, thus

aiding the flow of savings in an economy towards

investments. The banking licence issued by the

regulator allows these institutions to raise

uncollateralised funds from the public in the form

of demand deposits. It is primarily from these

deposits that banks give out loans to the borrowers.

The above description, though, does not

immediately make it clear why we need banks to do

this intermediation function - why the savers

cannot directly lend to the borrowers, and why we

need an intermediation infrastructure. The answer

is that the information asymmetry inherent in such

relationships makes direct monitoring by

individual savers of borrowers both costly and

inefficient. In most cases, the borrowers have more

knowledge of their ability to pay than the lender.

Through specialised skills in project appraisals and

risk monitoring, banks are expected tocontain

default by a borrower and thus play the useful role

of delegated monitors in an economy, at

substantially lower cost than direct monitoring by

agents.

This role of delegated monitors is codified by banks

through inclusion of suitable covenants in a loan

contract. This formalisation has two dimensions -

well drafted covenants that protect the rights of the

banks if the borrower fails to perform as expected

and proper enforcement of covenants in the event

of a deviation in the performance of the borrower

from the expectations. A well-drafted covenant is to

be more of a deterrent in normal times, as it serves

to remind the borrower about the consequences of

not honouring the loan contract. Such a contract

would be the result of strong appraisal and

monitoring systems that are put in place by a

lender. The appraisal would properly price the risk

the lender is taking upon by extending a loan to a

borrower. It would also involve proper

understanding of the sector to which the loan is

extended, including the vagaries and various risks

that could potentially affect the projected cash

flows of the venture that is being financed. A good

loan contract would account for all this and more,

so that it serves as a blueprint for the bank as to how

to react in a given scenario during the lifetime of

the loan.

In India, before the enactment of Insolvency and

Bankruptcy Code (IBC), the RBI as banking

regulator had to design resolution mechanisms

that tried to emulate the desirable features of a

bankruptcy law as identified in the literature.

However, in the absence of a bankruptcy law in the

country, those schemes could not result in

meaningful resolution of the stressed loans. This

resulted in significant mismatches between the

book values of loans carried by banks and the

inherent economic value of those loans. In this

context, the enactment of the IBC is a watershed

event which has completely changed the legal

framework governing the insolvency regime in the

country. The enactment of IBC also enabled the

RBI to come out with a revised framework for

resolution of stressed assets. These initiatives by the

Government of India and the RBI are being

challenged by the defaulting borrowers in various

Some Thoughts on Credit Risk and Bank Capital Regulation

Shri N.S. Vishwanathan, Deputy Governor of the Reserve Bank of India (RBI)

at XLRI, Jamshedpur, October 29, 2018
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judicial fora.

The speaker concluded by saying that a strong and

stable banking system is essential for the

development of the economy. This strength should

be real and inherent. The real strength will come

from recognising weaknesses in the balance sheet

and making provisions for them rather than

pretending to believe that the balance sheet is

strong. The recent measures aimed to provide India

with a clean banking system. This is a work in

progress, which has started yielding results. As our

insolvency and bankruptcy regime matures, many

aspects of debt recovery and asset quality in the

Indian financial system will match the global

standards. The probability of default and loss given

default will also come down to global levels. Till

then, the regulators must guard against any push

for dilution of standards in the name of aligning

them with international benchmarks because that

will be cherry-picking and will result in banks being

strong in a make-believe sense and not in reality.

Source: www.rbi.org.in
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