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I n November 2021, the President’s Working Group on 

Financial Markets (PWG), in cooperation with the 

Federal Deposit Insurance Corporation, the Office 

of the Comptroller of the Currency, and the Federal 

Reserve’s Board of Governors, released a report on stable-

coins, summarizing its recommendations for regulating 

them.1 The PWG report was followed by the Federal Reserve’s 

January 2022 “discussion paper” describing its preferred 

central bank digital currency (CBDC) plan.2 Because the PWG 

report would only let “insured depository institutions” issue 

digital currency, were the proposals of both reports adopted, 

overall participation in the digital currency market would be 

limited to insured banks and the Fed itself.3

In this paper, I argue for broadening the scope for digital 

currency market competition and innovation by allow-

ing for “narrow” stablecoins, meaning ones that, though 

uninsured, are backed exclusively by Federal Reserve 

master account balances or, perhaps, by those balances 

and certain U.S. Treasury Department securities.4 While 

narrow stablecoins needn’t be riskier than either insured 

stablecoins or CBDC, allowing for them could make for a far 

more competitive digital currency market. This enhanced 

competition would in turn result in more rapid and com-

plete financial inclusion, with improved payments-system 

efficiency stemming from enhanced price and quality com-

petition and more vigorous technical innovation.

THE  MEAN ING  OF 
“D IG ITAL  CURRENCY”

Strictly speaking, “digital currency” refers to electronic 

payments media that can pass directly and repeatedly from 

one electronic, or digital, wallet to another, much as old-

fashioned paper currency can pass from one leather wallet 

to another.5 This ability makes it unnecessary for recipients 

of digital currency to have bank accounts. Consequently, 

digital currencies can allow even the unbanked, meaning 

those who can’t afford to keep bank accounts or who simply 

prefer not to deal with banks, to take advantage of the 

speed, convenience, and low cost of digital payments.

Stablecoins are privately issued digital currencies.6 They 

are token-based, meaning that, like old-fashioned banknotes, 
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they are claims upon, or liabilities of, their issuers only and 

not (like checks) liabilities of the particular persons who offer 

them in payment: someone offered stablecoins in payment 

must trust the coins and the firm that issues them; but that 

person needn’t worry that the payment will “bounce” because 

the payer lacks sufficient funds.

A CBDC, in contrast, can be either token-based or 

account-based: that is, it might simply consist of “retail” or 

“individual” central bank deposit accounts.7 The Fed’s dis-

cussion paper, for example, defines a prospective Fed digital 

currency as any “digital liability of the Federal Reserve that 

is widely available to the public.” Account-based CBDC can 

also allow unbanked persons to transact digitally, provided 

that “unbanked” is understood to mean not banked by any 

private-market depository institution.8

BENEF ITS  AND  R ISKS 
OF  STABLECO INS

The above summary should suffice to justify the PWG 

report’s claim that, provided they are “well-designed and 

appropriately regulated,” stablecoins might “support faster, 

more efficient, and more inclusive payments options,” 

including considerably cheaper cross-border remittances.9 

CBDC proponents believe it can offer the same benefits.

Any digital currency also poses risks, including the risk 

of allowing illegitimate breaches of its users’ privacy or 

of serving criminal ends. But stablecoins pose a risk of 

particular concern to regulatory authorities that CBDCs 

don’t pose, namely, the risk that an issuer might default as 

a result of losses on assets backing its digital liabilities. In 

theory, the mere prospect of such a default could inspire 

redemption runs, not only on a troubled stablecoin issuer 

but also on solvent stablecoin issuers.10 Stablecoin issuers’ 

attempts to meet such runs can result in “fire sales” of their 

less-liquid assets, spreading losses to other financial firms 

holding the same assets.

Such systemic risk is, of course, also a feature of con-

ventional systems of deposit banking, where it supplies 

the rationale for deposit insurance. The assumption that 

stablecoins might also endanger not only digital currency 

users but “the broader financial system” leads naturally to 

the PWG’s recommendation that Congress “require stable-

coin issuers to be insured depository institutions . . . subject 

to appropriate supervision and regulation at the depository 

institution and holding company level.”11

But a plan placing the U.S. stablecoin market off-limits to 

all save insured depository institutions itself poses a serious 

risk, namely, the risk of a highly concentrated or insuffi-

ciently “contestable” digital currency market, dominated by 

a small number of insured banks (or, if the Fed also enters 

the market, by them and the Fed).12 A digital currency mar-

ket with few participants is likely to result in more limited 

product variety, lower product quality, and higher fees than 

one that’s more hotly contested. It is also less likely to be 

successful in banking the unbanked. Finally, and perhaps 

most importantly, a stablecoin industry open only to insured 

depository institutions may fail to provide strong incentives 

for ongoing digital currency innovation.13

Responding to the PWG report, Fed Governor Christopher 

Waller expressed similar worries. 

I understand the attraction of forcing a new product 

into an old, familiar structure. But that approach and 

mindset would eliminate a key benefit of a stablecoin 

arrangement—that it serves as a viable competitor 

to banking organizations in their role as payment 

providers. The Federal Reserve and the Congress 

have long recognized the value in a vibrant, diverse 

payment system, which benefits from private-sector 

innovation. That innovation can come from outside 

the banking sector, and we should not be surprised 

when it crops up in a commercial context, particu-

larly in Silicon Valley. When it does, we should give 

those innovations the chance to compete with other 

systems and providers—including banks—on a clear 

and level playing field.14

“NARROW”  STABLECO INS

The view that only insured depository institutions 

should be allowed to supply stablecoins rests on the 

assumption that stablecoins pose the same systemic risk 

posed by ordinary bank deposits. Such deposits are risky 

because they’re only partially backed by perfectly safe and 

liquid central bank liabilities. Otherwise, they’re backed 

by bank loans and other less than perfectly risk-free and 

liquid assets. These less-liquid and risky assets expose 
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banks to losses when their borrowers default and make it 

impossible for banks to pay off all their depositors at once 

in the event of a run. By limiting potential depositor losses, 

deposit insurance makes runs less likely.

But deposit insurance isn’t the only way deposits can be 

made safe. Another option, widely discussed if seldom put 

into practice, is full-reserve or “narrow” banking. A narrow 

bank is one that fully backs its deposits with cash reserves, 

generally meaning (in the U.S. context) either Federal 

Reserve notes or balances in their Fed master accounts.15 

Narrow banking proponents see it as a substitute for deposit 

insurance, because it would also assure depositors that 

their money is safe. It has the further advantage of avoid-

ing the “moral hazard” problem, that is, the problem of 

bank depositors being inspired by insurance to favor banks 

that take excessive risks.16

Narrow stablecoins are the digital currency counterpart 

of narrow banking, and what is proposed here is simply that 

narrow stablecoin issuers be allowed to participate in the sta-

blecoin market along with insured stablecoin issuers. Though 

they would be uninsured, narrow stablecoin issuers would 

not be exempt for other sorts of regulation. They might, for 

example, be required to meet certain standards aimed at guar-

anteeing or enhancing their networks’ interoperability.17 They 

should not, however, be subject to regulations that would be 

superfluous given the extraordinary safety and liquidity of the 

assets backing their digital currency liabilities.

A  M IDDLE  COURSE

Despite its name, the “synthetic CBDC” plan proposed 

by the International Monetary Fund’s Tobias Adrian at 

the Swiss National Bank Conference in 2019 is actually 

an example of a narrow stablecoin plan. Under it, central 

banks would offer stablecoin issuers access to their settle-

ment accounts under the condition that they fully back their 

stablecoins with settlement account balances while insu-

lating that backing from claims by other creditors. Besides 

being safe, Adrian says, this arrangement “would ensure 

interoperability” of various stablecoins “by offering a com-

mon settlement platform.”18

Although calling a narrow stablecoin plan one for a “syn-

thetic CBDC” is a bit misleading, there’s a sense in which 

such a plan represents a compromise between the options 

of a genuine CBDC and the status quo. Presently, the Fed is 

a “wholesale” supplier of digital currency only—and one 

that deals only with licensed banks, the U.S. Treasury, and 

some government-sponsored enterprises. What’s more, it 

occasionally denies master accounts to banks that are legally 

eligible for them. The Fed has been sitting on master accounts 

applications submitted by Kraken and Avanti, two uninsured 

cryptocurrency firms that received special purpose depository 

institution charters from the state of Wyoming in 2019. Avanti 

plans to offer a token-based stablecoin called the Avit.19

In a true CBDC arrangement, including the Fed’s “inter-

mediated” CBDC proposal, the central bank becomes a 

retail supplier of digital media. In the Fed’s version, it uses 

commercial banks and nonbank payment service compa-

nies as its digital currency distributors. Though it calls them 

“intermediaries,” these private-sector agents are more like 

custodians that hold and manage retail Fed accounts on 

behalf of the Fed and its retail customers.20

The narrow stablecoin alternative is a middle course: 

instead of having the Fed enter the retail CBDC business, 

it would have it offer its wholesale accounts and ser-

vices to a broad set of retail digital currency or stablecoin 

providers—and not just to insured banks and thrifts. The 

result would be a more competitive and contestable digital 

currency market and one in which separate stablecoin sup-

pliers would find it easier to interoperate with one another 

as well as with ordinary banks.

REFORM  I :  REV ISED  FED  MASTER 
ACCOUNT  GU IDEL INES

The narrow stablecoin option could be partially imple-

mented without new legislation. Many licensed banks are 

already allowed to issue digital currency. And according to 

Peter Conti-Brown, the Fed is legally obliged to grant master 

accounts to them, even if they aren’t insured.21

But as we’ve seen, the Fed has been unwilling to grant 

master accounts to uninsured institutions. Congress should 

insist that it obey the law. The Federal Reserve Board is now 

developing master account application review guidelines for 

the reserve banks to follow. These guidelines should rule out 

arbitrary refusals or delays. As I’ve suggested elsewhere, they 

should also expressly provide that no master account sought 

for by an eligible, prospective narrow stablecoin issuer be 
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denied so long as the applicant meets other requirement no 

more onerous than those that insured banks must meet.22

But the Fed needn’t insist that uninsured stablecoin issu-

ers always maintain 100 percent reserve backing of their 

currencies. It could safely relax the rules a little, making 

the stablecoin market that much more competitive, by 

allowing issuers to partially back their coins with short-

term Treasury securities, while including them among 

counterparties that can use its new standing repo facility 

to rapidly convert those securities into reserve balances 

should they ever need to do so.23

REFORM  I I :  ENCOURAGE  SPEC IAL 
PURPOSE  BANK  CHARTERS

Requiring the Fed to adopt master account guidelines that 

are friendly to narrow stablecoin issuers and already legally 

eligible for such accounts is only a first step toward achieving 

a truly efficient and dynamic digital currency market. Unless 

the set of firms legally eligible to apply for master accounts is 

itself expanded, the U.S. digital currency market might still be 

excessively concentrated and inadequately contested.

That licensed banks alone are eligible for Fed mas-

ter accounts is a legacy of the days when ordinary banks 

and thrifts were the only suppliers of private-market 

dollar-denominated payments media. It’s because these old-

fashioned suppliers of substitutes for fiat money “bundle” 

the provision of payments media with risky lending that 

such banks can be a source of systemic risk. The Federal 

Reserve Act’s denial of Fed bank master accounts and Fed 

wholesale settlement services to all firms save licensed 

banks takes the inevitability of such bundling for granted.

But new technologies can make the “unbundling” of the 

various services that ordinary banks offer not only possible 

but highly efficient.24 This unbundling allows specialized 

financial technology firms (fintechs) to compete with banks 

in lending without supplying any sort of digital payments 

media—or to compete with them in supplying digital pay-

ments media without doing any lending.

Although they aren’t banks, fintechs that supply payments 

media, including digital currency, can benefit by having the 

same access to the Fed’s accounts and services that ordinary 

banks enjoy. Today they can only access the Fed services indi-

rectly through bank correspondents. The extra cost of doing 

this is another important digital currency market entry bar-

rier. More precisely, and more importantly, it’s a major barrier 

to entry into the market for safe digital currency.

Fintechs’ entry into that market can be relaxed somewhat 

by making “bank” licenses available not only to ordinary 

banks but to providers of unbundled bank-like services. 

Wyoming’s Division of Banking and several other state 

banking authorities have taken this step, but as we’ve 

seen, the Fed still hasn’t granted a master account to any 

Wyoming special purpose depository institution.

The Office of the Comptroller of the Currency (OCC) has 

likewise made way for unbundled “banks” through its own 

special purpose national bank program. This program, 

however, was held in abeyance by lawsuits, all of which have 

since been dismissed. The program may therefore attract 

some applicants at last. The suits’ dismissals may also 

encourage the OCC to revive its 2020 “payments charter” 

proposal, an alternative to the special purpose national bank 

charter designed exclusively for fintech payments firms. 

Congress should encourage these OCC attempts to help 

fintechs, including actual or prospective narrow stablecoin 

issuers, gain access to the Fed.25

REFORM  I I I :  NONBANK  FED  ACCESS

But Congress shouldn’t stop there. It should also amend 

Section 13 of the Federal Reserve Act to allow the Fed to 

grant master accounts to nonbank fintechs. That section’s 

opening sentence begins, “Any Federal reserve bank may 

receive from any of its member banks, or other depository 

institutions, and from the United States.”26 The amend-

ment could simply replace “other depository institutions” 

with “other payment service providers.” But to coun-

ter reserve banks’ abuse of their discretion, it should go 

further by changing “may receive” to “must arrange to 

receive” or some equivalent language.

Although granting narrow stablecoin issuers and other 

uninsured fintechs direct access to the Fed may seem radical, 

it’s a less radical step than granting that access to individu-

als. It’s also a step several central banks have already taken. 

In 2018, the Bank of England, which long allowed only a 

handful of banks to have settlement accounts with it, made 

such accounts available to fintechs for the express purpose 

of making it easier for them to compete with banks.27 The 
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Bank of Lithuania did much the same thing when it estab-

lished its CENTROlink payment system around the same 

time.28 Both programs have been quite successful.

CBDC:  A  F I FTH  WHEEL?

Assuming that the proposed reforms allow a highly 

competitive stablecoin industry to flourish, we must ask: 

What more could a Fed CBDC contribute? Last August, Fed 

Governor Waller asked the same question. After critically 

assessing every possible advantage put forward by CBDC 

proponents, Waller remained “skeptical that a Federal Reserve 

CBDC would solve any major problem confronting the U.S. 

payment system. . . . Government interventions into the econ-

omy should come only to address significant market failures.” 

Waller saw no reason why the private sector should not be 

able to achieve all the benefits the Fed might achieve by issu-

ing its own digital currency.29 I share Waller’s opinion, subject 

to a qualification: in my view, the stablecoin market is unlikely 

to fail, unless the government doesn’t allow it to succeed.
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