S&P Global
Ratings RatingsDirect®

The Future Of Banking: Regulators To Decide If The
Crypto Stars Align For Libra

June 25,2019

PRIMARY CREDIT ANALYSTS

Key Takeaways Mohamed Damak
Dubai

- Libra resolves some of the main issues related to cryptocurrencies as a means of (971) 4-372-7153

exchange and store of value. mohamed.damak

@spglobal.com
- The main hurdle we see to its success is whether it will receive the regulatory approvals

required across the globe.

Alexandre Birry
London
(44) 20-7176-7108

alexandre.birry
@spglobal.com

- If successful, Libra could disrupt some financial services activities--payments and
money transfers most directly--but we don't see it becoming a reserve currency or a

significant source of credit creation at this stage.
ECONOMISTS

Paul F Gruenwald

Singapore

(1) 212-438-1710
The aims of the cryptocurrency Libra are ambitious. According to the white paper published on paul.gruenwald
June 18, 2019: "Libra's mission is to enable a simple global currency and financial infrastructure @spglobal.com
that empowers billions of people.” Marion Amiot

London
If the Libra is likely to incorporate some of the characteristics of a currency--such as becoming a +44207176 0128
means of exchange--S&P Global Ratings thinks it is unlikely to become a reserve currency. Due to marion.amiot
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cryptocurrencies. Although the founding members are targeting a first-half 2020 launch, this level
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The Future Of Banking: Regulators To Decide If The Crypto Stars Align For Libra

Libra Resolves Some Of The Problems We Identified With
Cryptocurrencies...

Based on the white paper, we believe Libra could resolve some of the main issues currently
underpinning the marginal expansion of cryptocurrencies. Traditional cryptocurrencies do not
meet the two basic requisites of a currency--an effective means of exchange and an effective
store of value (see "The Future Of Banking: Cryptocurrencies Will Need Some Rules To Change The
Game," published Feb. 19, 2018, on RatingsDirect):

- First, they are still not widely accepted as payment instruments.

- Second, the volatility in their valuation and market cap is the most meaningful evidence that
they fail the test of value storage.

One difference between the Libra and other cryptocurrencies is that it will be backed by a reserve
of assets intended to keep its value stable. According to the white paper, this reserve will comprise
a basket of "safe assets," that is, bank deposits and short-term government securities. Libra as a
currency will thus be similar to currency boards, pegged currencies, or the IMF's special drawing
rights (SDRs). In this way, it is also potentially infinite, while some cryptocurrencies are finite by
definition.

The white paper indicates that coins are minted when authorized resellers purchase them from
the association, with fiat assets (in state-issued legal tender) that fully back the new coins.
Similarly, coins are burned when the authorized resellers sell them to the association in exchange
for their equivalent in fiat assets. Therefore, we understand that the current intention is not to
create Libra without a specific fiat counterparty. This means that the Libra's value will depend on
the assets held in the reserve and not on supply and demand dynamics. How conservatively these
reserve assets will be managed will be critical to the stability of the Libra's value. Nonetheless, it
is important to note that the Libra will not be pegged to a specific currency, but will still fluctuate
as the value of the assets changes.

Libra's founding members include large payment companies, technology firms, marketplaces, and
even some service companies. Global brands such as eBay, Uber, and Vodafone are on the list.
This could help create an ecosystem that results in wider acceptance than we have seen for other
cryptocurrencies. What's more, the use of blockchain and Facebook's broad reach, with about 2.4
billion users, means the Libra will potentially benefit from a wider audience and strong
traceability. By opting for a "pseudonymous" approach, we understand that the founding
members' intention is to allow external monitoring to avoid illicit activities--another challenge the
Libra faces.

The Libra resolves certain governance issues faced by cryptocurrencies because its governance
rules and body will be predetermined. The association will be governed by a council comprising
one representative from each of the founding members. Decision-making will be based on a
two-thirds majority and any change in reserve management policy will be subject to a
supermajority. To ensure its financial viability in the first stage, the Libra will benefit from an initial
investment by the founding members and the reserve asset revenue will be used to cover system
costs, reduce transaction fees, and pay dividends to investors that provided seed capital.
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...But Is Unlikely To Become A Reserve Currency

Given its backing by reserve assets, the Libra can become a credible means of transaction within
its ecosystem. Users will pay for the privilege of using it by not receiving any interest. This seems
acceptable in a low-interest-rate environment, but may be questioned if rates start to rise. We see
a few hurdles for the Libra becoming more than a transaction currency. For starters, it doesn't
really meet all of the criteria to be a long-term store of value and a reserve currency:

- Investors are unlikely to rush to the Libra as a source of stability when markets are volatile, as
they do with U.S. dollars. The Libra will lack the credibility of a national currency backed by a
credible central bank (e.g. the Federal Reserve). It is not yet clear how the Libra Association will
run the reserve and act during a crisis. Meanwhile, unlike a sovereign, the lifetime of a private
initiative can be much shorter, putting the Libra at a higher risk of disappearing than the U.S.
dollar, for example. The low level of central bank policy rates and the scarcity of safe assets
currently exacerbate this risk. The resulting large amount of negative yielding bonds ($12.5
trillion according to the Institute of International Finance) worldwide could make it difficult to
establish a currency backed by a low-risk bond portfolio.

- The Librais unlikely to become a widely traded safe asset and store of value. For traders, it will
not make sense to hold the Libra, for the same reason that they don't hold the IMF's SDRs: They
would rather hold the underlying assets, and it would be costly to swap out of the Libra into
individual currencies. The Libra market might become deep and maybe liquid (in its ecosystem),
but it would be wholly derived from other safe assets.

We also don't expect it to become a source of credit running outside existing domestic financial
infrastructures. Although this might not be the initial aim, the white paper hints at using Libra to
facilitate lending across the world. For Libra to become a source of credit creation and engage in
maturity transformation, the system would have to become a significant deposit taker. Here, the
Libra runs into two issues:

- Trust: Households and firms are unlikely to trust private companies like Calibra or Facebook
more than a bank, which is not only backed by a national currency, regulation, and a credible
central bank, but also where their deposits are insured.

- Non-interest-bearing accounts: If Libra accounts don't pay interest, households and firms are
more likely to deposit their money where they can receive interest, such as in a bank account.

Unlike the current banking system, credit creation in the Libra system would mean that credit is
created across borders. Governments are unlikely to let that happen without any regulation for
two reasons:

- Monetary sovereignty: Governments are unlikely to hand over control of monetary sovereignty
to the private sector.

- Financial and macroeconomic stability: If the Libra took off as a global currency, that would
have important ramifications for financial and macroeconomic stability. After all, this is why
central banks exist in the first place. The mandate of monetary policy is to steer the economy to
its potential output by providing a stable price environment and ensuring that financial stability
risks are contained. There is no incentive for the private sector to do that, which is why
governments would likely limit the Libra's scope through regulation, most likely by treating the
authorized intermediaries as a bank if they start taking on deposits and creating credit.
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What Businesses Could Be Disrupted And When?

We believe the Libra has the potential to disrupt a number of financial services activities. The
extent and timing of disruption will depend on its acceptance by various stakeholders (including
users and goods and services providers, but most importantly, regulators and governments).

We expect payment and money transfers to be affected most. We estimate that these activities
represent on average between 10% and 15% of banks' total revenue globally, but their role in
terms of customer relationships can in some cases be even more crucial, in our view. First, the
Libra's backing by several large payment companies could potentially increase its acceptance
from inception, and embed it within the existing fiat financial system. Moreover, some technology,
market-place, and service companies would likely immediately accept it as a means of payment.
Libra could also resolve problems related to the speed and cost of executing international money
transfers. According to the World Bank, more than $600 billion is sent to various parts of the world
every year. Reducing the costs related to these remittances is even one of the U.N.'s Sustainable
Development Goals.

In our view, if widely adopted by retail clients, the Libra could eventually disrupt corporate
payments. A key to success would be the ease and security of Calibra or the Facebook-backed
digital wallet (see chart).

Libra Could Accelerate And Simplify The Payment Model

Customer Retailer
Issuing Traditional ;
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Source: S&P Global Ratings.
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We also believe the Libra could increase the penetration of financial services in several countries,
although we don't expect its launch will be as transformative as the advent of mobile banking. In
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some African countries, for example, some people have a Facebook account but not a bank
account. Depending on the availability of services and whether regulators will tolerate it, Libra and
Calibra could potentially enhance financial inclusion in many countries, given their limited
prerequisites. A smartphone, a data plan, a national ID, and a fiat asset accepted by Libra would
be the only requirements, and depending on that last factor could open up a very large potential
customer base. Demand for micro-credits denominated in Libra could even emerge
spontaneously, in places that are difficult for banks reliant on non-digital infrastructure to access.

We don't think the Libra will disrupt banks' lending businesses, at least in the short term. Unlike
fiat money, Libra cannot be created without a fiat counterparty. However, shadow banking could
get a boost as peer-to-peer Libra lending or, potentially, there could be the creation of entity that
collects Libra from users for a small fee and lends it to other domestic or foreign users. It remains
to be seen whether the Libra's creation process will change in the future or if the founding
members and regulators will allow companies to use it as a currency for lending. We haven't seen
this with traditional cryptocurrencies, given their significant volatility and the anonymity of users,
which makes counterparty credit risk assessment virtually impossible.

Libra's Success Depends On Support From The Relevant Authorities

We believe that if Libra is to take off, it will be subject to a substantial regulatory approval process.
To date, some governments have been more flexible with cryptocurrencies, while others have
banned their use. We expect similar divergence in the regulatory stance on Libra across the globe.
The Bank of England, for example, has asserted that it will approach Libra "with an open mind but
not an open door." On June 23, 2019, as part of its annual economic report, the Bank for
International Settlement published "Big Tech In Finance: Opportunities And Risks," which urged
regulators to ensure a level playing field between Big Tech and banks under the "same activity,
same regulation" motto. The founding members target a first-half 2020 launch, but we believe
scrutiny by regulators, central banks, and other authorities will create delays or limit the scope of
the initial roll-out.

In our view, factors fueling regulatory interest in this initiative will include, to name a few:

- The potential systemic nature of Libra, if it succeeds, and the macroeconomic implications in
terms of monetary policy and financial stability if, for instance, Libra takes a large share of
deposits, monetary policy transmission to the real economy via banks could be undermined.

- Consumer protection and data privacy, with the potential for very different legal and regulatory
stances across the globe.

- The potential for Libra holdings to be perceived as pseudo-deposits.

- Therisk of money laundering and financial crime, especially in the context of heightened
awareness of this risk for banks (see Related Research).

- The possibility for the Libra to be seen as securities, given its link to a basket of assets, which
could lead to oversight by bodies such as the U.S. Securities and Exchange Commission (SEC).

- Tax. How and where to tax related activities, especially given the existing debate on the fiscal
treatment of big tech?

- Technology transfers from digital giants to central banks, some of which have expressed an
interest in issuing digital currencies.

It's interesting that there are no banks among the 28 founding members, which raises the
question of whether they are skeptical of Libra's potential success, wary of possible risks in light
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of the regulatory environment, or simply concerned that it could hurt their business model and
revenue streams. Whether it gains material scale or not, Libra has already placed a spotlight on
the current financial system's shortcomings, such as slow and expensive cross-border payments
or transfers.

Either way, we expect that the evolution of payment infrastructure will accelerate. All actors are
grappling with what is at stake. For governments and central banks, regulating this
transformation will be a prerequisite to avoiding a possible privatization of monetary policy, and
for banks and other financial services providers, keeping up with evolving customer preferences
and further adjusting the pricing of payments and transfers appears unavoidable.

Related Research

- The Future Of Banking: Will Retail Banks Trip Over Tech Disruption?, May 14, 2019

- Tech Disruption In Retail Banking: China's Banks Are Playing Catch-Up To Big Tech, May 14,
2019

- Europe’s Banks Must Step Up To Crack Down On Financial Crime, April 18, 2019

- The Future Of Banking: Five Fintech Expectations For Business And Consumer Payments And
The Ratings Implications On Banks And Nonbank Financial Institutions, Feb. 13, 2019

- The Future Of Banking: Blockchain May Be The Sukuk Industry's Missing Link, Oct. 24, 2018
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