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For some time, we have written about potential problems arising from a key fact about a central bank digital 

currency:  if a consumer or businesses chose to hold a dollar of CBDC, that dollar is no longer available for bank 

funding.  We will briefly elaborate on those problems below, but write here mostly to defend the premise.  That is 

because we have spoken with many smart people -- policymakers, bankers, journalists – who believe that in fact a 

CBDC would continue to provide funding to banks and thereby support their lending.  (They do acknowledge that if 

the CBDC were issued by the central bank in tokenized form, it would not provide bank funding, but believe that if 

a bank were to serve as an intermediary and host the CBDC in a virtual wallet, then the bank could still use it for 

funding.) 

That is wrong – really wrong. 

The defining characteristic of a CBDC is that it is a direct obligation of a central bank.  In the United States, a CBDC 

would be an obligation of the Federal Reserve in the same way as a $20 Federal Reserve note.  Regardless of the 

form it took – tokenized or account-based -- a CBDC as an accounting matter would sit on the balance sheet of the 

Federal Reserve.  On the Fed’s balance sheet, it would be a liability, and the Fed would have to hold a 

corresponding asset, presumably a Treasury security. 

Thus, if a CBDC is to remain a CBDC to the business or consumer that owns it, it could not be “deposited” in a bank, 

because then it would become a liability of the bank.  It could be transferred into a customer’s digital CBDC wallet 

managed by the bank and held in custody -- like an equity security or money placed in a safety deposit box -- but 

for it to remain a CBDC, the liability for repayment must continue to rest solely and completely with the central 

bank.  And that means it cannot at the same time also be a liability of bank, used to fund loans and other bank 

assets.  It cannot fund both Fed assets and bank assets. 

To illustrate why, consider first what would happen if a customer decided to buy $20 in CBDC using money on 

deposit at a bank.  Ex ante, the bank has a liability to the customer of $20, and holds $20 in other assets – likely, 

reserves, loans, or securities.  The Federal Reserve has nothing on its balance sheet.  If the customer decides to 

purchase $20 in CBDC, the bank would effectively liquidate those assets and transfer $20 to the Federal Reserve on 

behalf of the customer.  The bank’s balance sheet would shrink by $20, with $20 less in both assets and liabilities, 

and the Federal Reserve’s balance sheet would grow by $20.  The customer would have a $20 asset, and the Fed 

would have a $20 liability and purchase a corresponding asset.  The bank would have nothing on its balance sheet. 

Next, consider what would happen if a customer decided to no longer hold $20 in CBDC but instead return to 

having a deposit at a bank.  At that point, the customer would transfer the CBDC to the bank.  The bank would 

transfer the CBDC to the Federal Reserve, which would credit the bank with $20.  The bank would now owe the 

customer $20 as a deposit liability, and would hold reserves, loans, or securities as the offsetting asset.  But at this 

point the customer in no sense owns CBDC.  The customer would be a creditor of the bank, not the Federal 

Reserve. 

This is what happens when you take physical cash and deposit it at a branch.  The bank now holds the cash and 

becomes a creditor of the Federal Reserve.  You become a creditor of the bank rather than a creditor of the 
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Federal Reserve.  For its part, the bank has borrowed $20 from you and is now lending $20 to the Federal Reserve 

in the form of cash.  It is then free to return that cash to its local Federal Reserve Bank, or reduce its reserve 

balance at the Federal Reserve Bank, and instead lend money to a business or consumer as the asset funded by 

your deposit.  Thus, your loan to the bank is not backed by the cash you deposited, but rather by whatever assets 

that the bank chooses to hold instead. 

As earlier written, a lot follows from this fact.  To the extent that banks lost deposit funding, they would need to 

raise funds in capital markets, at significantly higher rates.  Alternatively, and particularly for small and midsized 

banks (which cannot access capital markets), banks could raise deposit rates and thus seek to entice customers to 

hold deposits rather than CBDC.  (Of course, to the extent that they were successful in this effort, many of the 

putative benefits of CBDC would disappear.)  Higher borrowing costs for banks could translate into higher loan 

rates, and lower economic activity. 

But most significantly, in the event of a market shock like 2008-09 or 2020, no interest rate may be sufficient to 

prevent corporate treasurers and investors from moving large amounts of money to CBDC.  Even if that move was 

for a day or a week, the impact on the economy would be devastating.  And that means that ex ante, regulators 

likely would reduce the ability of banks to fund themselves with deposits, given that a CBDC would transform 

deposits from a stable source of funding under stress to an unstable one.  That means that large banks would 

become increasingly market funded, at significantly higher rates.  Smaller banks might have no options, unless they 

were exempted from liquidity requirements.  

Happy holidays! 

 

__________ 
 
Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy Institute’s member banks, and are not intended to be, and 

should not be construed as, legal advice of any kind. 


