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In recent years a growing number of digital platforms have allowed companies to accept
payments in Bitcoin. In addition, social media company Facebook has launched its own
digital currency, Libra. Such digital currencies have been in the spotlight over the past few
months due to the strong performance of Bitcoin which recently hit a new all-time high.
Partly as a result of their popularity central banks have become increasingly interested in
digital currencies. In this issue of Infocus, Joaquin Thul looks at the characteristics of digital
currencies and how Central Bank Digital Currencies (CBDCs) could become a complement to

cash in the future.

Today over 45% of daily global retail transactions are
facilitated via digital methods such as contactless card
payments and mobile phone transfers. The development of
third-party mobile payment apps such as Apple Pay, Android
Pay and Alipay, which are expected to reach over one billion
users in 2020, and increased mobile phone penetration have
contributed to the growth in the use of digital payments.

As at end 2019 less than 1% of global digital payments took
place via digital currencies.? The term ‘digital currency’
refers to a specific form of money which is only available in
electronic form, is stored in applications such as electronic
wallets, and which is accessible only through electronic
devices. Digital currencies are secured by an encryption
method that prevents them from being counterfeited or
duplicated. The details are stored using a distributed ledger
technology (DLT) that contains large chronological datasets
of transaction history. Bitcoin, Ethereum and Litecoin are
examples of these currencies, also called as cryptocurrencies,
which use a decentralised form of DLT called blockchain.

Although the use of cryptocurrencies to pay for day-to-day
transactions has not yet become commonplace, over the
last year payment platform company BitPay has enabled
companies such as AT&T to accept payments in Bitcoin.?
Social media companies have also started to get involved,
with Facebook launching its own digital currency, Libra.

The increase in popularity of privately-issued digital
currencies has been reflected in the recent rise in the price of
Bitcoin, which has increased by over 300% since March 2020,
hitting a new all-time high over USD 30,000 (see Figure 1).

Another characteristic of privately-issued cryptocurrencies
is the limited supply available. In the case of Bitcoin,
approximately 18.5 million Bitcoins have been issued, or
mined, out of a maximum possible of 21 million. Therefore,

" WorldPay Global Payments Report, 2020.

2 WorldPay Global Payments Report, 2020.

3 https://about.att.com/story/2019/att_bitpay.html
“ CoinMarketCap
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the limited residual supply could have contributed to the
recent sharp price increase.

Regardless of the reason for the surge in Bitcoin's price, the
popularity of cryptocurrencies has increased significantly
over the last few years, reflected by the increase in the global
market capitalisation of cryptocurrencies from USD 237 billion
in 2019 to USD 537 billion in 2020.* However, restrictions on
their use for everyday payments, the lack of regulation and
concerns over their use to facilitate illegal activities have
so-far hindered their development as a mainstream form of
digital payment. Furthermore, the high volatility and limited
liquidity of Bitcoin and other digital currencies makes them
inappropriate as a store of value — accepting payment in
Bitcoin for an everyday item such as a cup of coffee may
result in a significant shift in value in a short space of time
when converted back to a traditional currency such as US
dollars or euros.

Separately, in response to the change in consumer payment
trends, central banks have become interested in the
technology behind cryptocurrencies, which could help them



develop a potential complement to existing forms of digital
payments. However, it is important to differentiate between
central bank digital currencies (CBDC) and cryptocurrencies
issued by private firms, summarised in Figure 2.

2. Differences between cryptocurrencies and CBDC

Aform of digital currency secured by an encryption method to make them
almost impossible to counterfeit or duplicate.

Centralised by monetary authority.
Potential to use a form of
distributed ledger as infrastructure.

Use of decentralised ledger
technology, blockchain.

Pletie) Banesl e by Issued by a country's central bank.

central bank.

Not backed by assets or regulated
by governments.

Backed by reserves and subject
to regulation.

. Supply can be controlled
LT SRS, ppbz central bank.
Could be a retail currency (cash-like)
or wholesale (only for financial
institutions)

Retail peer-to-peer use only.

Only one CBDC in operation

Over 5,000 cryptocurrencies exist. (The Bahamas)’

Source: BIS and EFGAM

A report by the Bank for International Settlements (BIS)
highlights that central banks have become concerned about
the declining use of cash, which in some countries was
accelerated by the Covid-19 pandemic. However, there are
ongoing debates regarding the need to introduce a digital
currency issued by central banks and the potential benefits
and challenges this could bring to the financial system.®

Research on the issuance of digital currencies as a means
of payment has focused on three main areas. In economies
where a large proportion of transactions have become
digital, central banks want to ensure customers continue

to have access to a publicly regulated, peer-to-peer,

means of payment, backed by reserves and with the same
characteristics as cash as a unit of account and store of
value. In addition, CBDCs could increase financial inclusion
in areas with low banking infrastructure or high levels of
informality. Also, the issuance of a wholesale CBDC, accessible
only to financial institutions as a new instrument to settle
transactions between them and with the central bank, could
help improve the speed of payment settlements.’

However, there remain a series of challenges in the
implementation of CBDCs. Although the potential issuance
of a digital currency could complement central banks’
monetary policy tools by providing an additional way to inject
or withdraw funds into or out of the economy, it could also
undermine the financial stability of commercial banks. In an
indirect model, commercial banks distribute the CBDC to end
users while they maintain reserves deposited with the central
bank. In the direct model, central banks distribute CBDCs

to end users, becoming a direct competitor to commercial
banks and potentially risking their financial stability. The

ease of access to a liquid asset that can be safely stored and
is backed by the central bank could accelerate bank runs in
times of uncertainty if customers turn away from commercial
bank deposits.

In addition, while most CBDCs would be issued for domestic
use, if one CBDC were to be adopted across multiple countries
it could dilute a country’s monetary sovereignty by reducing
the attractiveness of the local currency. In the case of
inflationary economies, this could potentially accelerate the
process of dollarisation.

Finally, the increase in the demand for privacy, as seen by
the rollout of GDPR directives across the EU in 2018 and the
intensification in regulation against money laundering and
financing of illegal activities, means that any central bank
regulated currency will have to strike a balance between
observing the appropriate rules and regulations and the
privacy of its users.

In summary, the issuance of digital currencies by central
banks still has considerable hurdles to overcome and it is not
entirely clear that central banks will want to embark in issuing
a form of cryptocurrency which could disrupt the functioning
of their financial systems. However, in some specific cases,
retail CBDCs could complement the use of cash or help with
financial inclusion.

A key difference with existing digital payment methods,

such as Apple Pay, which are used for transactions between
businesses and consumers, is that CBDCs could also operate
for peer-to-peer payments. However, it is not expected

that cash will cease to exist as the safest form of money. In
designing CBDCs, consideration will need to be given both
to the safety and stability of central bank money and the
convenience and accessibility of electronic payments.

5 0n 20 October 2020, the Sand dollar became the first CBDC, representing the digital version of the Bahamian dollar (BSD). The central bank wanted to leverage
from the 90% mobile device penetration in the population to solve a problem of low access to banking infrastructure across the country’s archipelago of more
than 700 islands and cays. Issuing a digital currency, which can operate 24-hours a day as a peer-to-peer digital payment, became a way to improve financial
inclusion. The CBDC has a 1:1 peg to the BSD, which is in turn pegged 1:1 to the US dollar.

® The ECB Governing Council announced the purchase of Government bonds in January 2015, but President Draghi hinted at it in August 2014 at the Federal

Reserve’s annual Economic Policy Symposium in Jackson Hole.
7 https:/ /www.bis.org/publ/othp35.pdf
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Important Information

The value of investments and the income derived from them
can fall as well as rise, and past performance is no indicator
of future performance. Investment products may be subject
to investment risks involving, but not limited to, possible loss

of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus,
advertisement, public offering or placement of, nor a recommendation to buy,

sell, hold or solicit, any investment, security, other financial instrument or other
product or service. It is not intended to be a final representation of the terms and
conditions of any investment, security, other financial instrument or other product
or service. This document is for general information only and is not intended as
investment advice or any other specific recommendation as to any particular
course of action or inaction. The information in this document does not take into
account the specific investment objectives, financial situation or particular needs
of the recipient. You should seek your own professional advice suitable to your
particular circumstances prior to making any investment or if you are in doubt as to
the information in this document.

Although information in this document has been obtained from sources believed
to be reliable, no member of the EFG group represents or warrants its accuracy, and
such information may be incomplete or condensed. Any opinions in this document
are subject to change without notice. This document may contain personal opin-
ions which do not necessarily reflect the position of any member of the EFG group.
To the fullest extent permissible by law, no member of the EFG group shall be re-
sponsible for the consequences of any errors or omissions herein, or reliance upon
any opinion or statement contained herein, and each member of the EFG group
expressly disclaims any liability, including (without limitation) liability for incidental
or consequential damages, arising from the same or resulting from any action or
inaction on the part of the recipient in reliance on this document.

The availability of this document in any jurisdiction or country may be contrary to
local law or regulation and persons who come into possession of this document
should inform themselves of and observe any restrictions. This document may not
be reproduced, disclosed or distributed (in whole or in part) to any other person
without prior written permission from an authorised member of the EFG group.
This document has been produced by EFG Asset Management (UK) Limited for

use by the EFG group and the worldwide subsidiaries and affiliates within the EFG
group. EFG Asset Management (UK) Limited is authorised and regulated by the UK
Financial Conduct Authority, registered no. 7389746. Registered address: EFG Asset
Management (UK) Limited, Leconfield House, Curzon Street, London W1J 5/B, United
Kingdom, telephone +44 (0)20 7491 9111.

If you have received this document from any affiliate or branch referred to below,
please note the following:

Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities Commission

of The Bahamas pursuant to the Securities Industry Act, 2011 and Securities Industry
Regulations, 2012 and is authorised to conduct securities business in and from The
Bahamas including dealing in securities, arranging deals in securities, managing securities
and advising on securities. EFG Bank & Trust (Bahamas) Ltd. is also licensed by the Central
Bank of The Bahamas pursuant to the Banks and Trust Companies Regulation Act, 2000 as
a Bank and Trust company.

Bahrain: EFG AG Bahrain Branch is regulated by the Central Bank of Bahrain with registered
office at Bahrain Financial Harbour, West Tower - 14th Floor, Kingdom of Bahrain.
Bermuda: EFG Wealth Management (Bermuda) Ltd. is an exempted company incorporated
in Bermuda with limited liability. Registered address: Thistle House, 2nd Floor, 4 Burnaby
Street, Hamilton HM 11, Bermuda.

Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority for

the conduct of banking business pursuant to the Banks and Trust Companies Law of

the Cayman Islands. EFG Wealth Management (Cayman) Ltd. is licensed by the Cayman
Islands Monetary Authority for the conduct of trust business pursuant to the Banks and
Trust Companies Law of the Cayman Islands, and for the conduct of securities investment
business pursuant to the Securities Investment Business Law of the Cayman Islands.
Chile: EFG Corredores de Bolsa SpA is licensed by the Superintendencia de Valores y
Seguros (“SVS”, Chilean securities regulator) as a stock broker authorised to conduct
securities brokerage transactions in Chile and ancillary regulated activities including
discretionary securities portfolio management, arranging deals in securities and
investment advice. Registration No: 215. Registered address: Avenida Isidora Goyenechea
2800 Of. 2901, Las Condes, Santiago.

Cyprus: EFG Cyprus Limited is an investment firm established in Cyprus with company

No. HE408062, having its registered address at Kennedy 23, Globe House, 6th Floor, 1075,
Nicosia, Cyprus. EFG Cyprus Limited is authorised and regulated by the Cyprus Securities
and Exchange Commission (CySEC).

Dubai: EFG (Middle East) Limited is regulated by the Dubai Financial Services Authority
with a registered address of level 15, Gate Building, Dubai International Financial Centre,
Dubai, UAE.

r

Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey
Financial Services Commission.

Hong Kong: EFG Bank AG is authorised as a licensed bank by the Hong Kong Monetary
Authority pursuant to the Banking Ordinance (Cap. 155, Laws of Hong Kong) and is
authorised to carry out Type 1 (dealing in securities), Type & (advising on securities) and
Type 9 (asset management) regulated activity in Hong Kong.

Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial Services
Commission in the conduct of investment business under the Financial Services (Jersey)
Law 1998.

Liechtenstein: EFG Bank von Ernst AG is regulated by the Financial Market Authority
Liechtenstein, Landstrasse 109, PO. Box 279, 9490 Vaduz, Liechtenstein.

Luxembourg: EFG Bank (Luxembourg) SA. is listed on the official list of banks established
in Luxembourg in accordance with the Luxembourg law of 5 April 1993 on the financial
sector (as amended) (the “Law of 1993"), held by the Luxembourg supervisory authority
(Commission de Surveillance du Secteur Financier), as a public limited company under
Luxembourg law (société anonyme) authorised to carry on its activities pursuant to
Article 2 of the Law of 1993. Luxembourg residents should exclusively contact EFG Bank
(Luxembourg) SA, 56 Grand Rue, Luxembourg 2013 Luxembourg, telephone +352 264541,
for any information regarding the services of EFG Bank (Luxembourg) SA.

Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a
company registration no. 90 S 02647 (Registre du Commerce et de UIndustrie de la
Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorised and regulated by the French Prudential Supervision and Resolution Authority
and by the Monegasque Commission for the Control of Financial Activities. Registered
address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue d'Ostende - BP 37 — 98001
Monaco (Principauté de Monaco), telephone: +377 93 15 11 11. The recipient of this
document is perfectly fluent in English and waives the possibility to obtain a French
version of this publication.

People’s Republic of China (“PRC"): EFG Bank AG Shanghai Representative Office is
approved by China Banking Regulatory Commission and registered with the Shanghai
Administration for Industry and Commerce in accordance with the Regulations of the
People’s Republic of China for the Administration of Foreign-invested Banks and the
related implementing rules. Registration No: 310000500424509. Registered address: Room
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Portugal: The Portugal branch of EFG Bank (Luxembourg) SA. is registered with the
Portuguese Securities Market Commission under registration number 393 and with the
Bank of Portugal under registration number 280. Taxpayer and commercial registration
number: 980649439, Registered address: Av. da Liberdade, No 131, 60 Dto - 1250-140 Lisbon,
Portugal.

Singapore: The Singapore branch of EFG Bank AG (UEN No. TO3FC6371)) is licensed by the
Monetary Authority of Singapore as a wholesale bank to conduct banking business and is
an Exempt Financial Adviser as defined in the Financial Advisers Act and Exempt Capital
Markets Services Licensee as defined in the Securities and Futures Act.
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and regulated by the Swiss Financial Market Supervisory Authority (FINMA). Registered
address: EFG Bank AG, Bleicherweg 8, 8001 Zurich, Switzerland. Swiss Branches: EFG Bank
SA, 24 quai du Seujet, 1211 Geneva 2 and EFG Bank SA, Via Magatti 2 6900 Lugano.

United Kingdom: EFG Private Bank Limited is authorised by the Prudential Regulation
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