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A Simple Proposal for Regulating

Stablecoins

By NORBERT J. MICHEL AND JENNIFER J. SCHULP

new report from the President’s Working Group
on Financial Markets explains the Biden admin-
istration’s vision for federally regulating stable-
coins, a type of digital currency whose value
is pegged to “stable” reserve assets, such as the U.S. dollar.!
The report calls for an expansive federal role and it appeals
to Congress for new legislation that would prohibit anyone
other than federally insured depository institutions from issu-
ing stablecoins. It also proposes that the Financial Stability
Oversight Council (FSOC) review whether stablecoins pose a
threat to financial stability.?
There is nothing inherently problematic about a fed-
eral regulatory framework for stablecoins, and a properly
structured one would likely spur further innovation to the
U.S. payments system, benefiting millions of people. How-
ever, the Biden administration is promoting a misguided
approach that will discourage innovation and keep benefi-
cial payments innovations—and the companies that create
them—out of the United States. This briefing paper pro-

poses a better regulatory framework for the most common

Alternatives.

types of stablecoins: straightforward rules based on prevent-

ing fraud and promoting transparency.

OVERVIEW OF STABLECOINS

Stablecoins are special cryptocurrencies designed to
maintain a stable value rather than be subject to the volatile
price movements seen with other digital currencies, such
as Bitcoin and Ethereum. The general idea behind stable-
coins is that their stable value will help promote their use
as a widespread medium of exchange, but they have not yet
achieved that status. The most common use for stablecoins
is transferring money between crypto exchanges. Currently,
the market capitalization of all stablecoins is $130 billion.*

Although the details can differ widely, all stablecoins aim
to achieve price stability by tying their value to some other
asset. Some of the most popular stablecoins tie their price
to national fiat currencies, such as the U.S. dollar, but some
anchor their price to precious metals, short-term corporate

debt, or even other cryptocurrencies. Most stablecoins try to
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achieve price stability by using cash and short-term securi-
ties as collateral, but others hold no assets in reserve.’ The
proposal in this briefing paper recommends a regulatory
framework only for stablecoins that collateralize with cash
and short-term securities.

One of the oldest stablecoins is Tether, which is fully
backed by reserves that, according to its website, include
“traditional currency and cash equivalents and, from time
to time . . . other assets and receivables from loans made by
Tether to third parties.”® Tether is also the largest stablecoin,
with a market value of $68 billion.” Another popular stable-
coin is USD Coin (USDC), which has more than $32.5 billion
in circulation and claims to be “fully backed by cash and
equivalents and short-duration U.S. Treasuries, so thatitis
always redeemable 1:1 for U.S. dollars.”® The biggest financial
risk from stablecoins is whether the issuing entity has the

reserves that it claims to have.’

THE BIDEN ADMINISTRATION'S
PROPOSALS

Multiple countries increased their regulatory scrutiny
of stablecoins when Facebook, with its network of several
billion people, announced its Libra stablecoin project (it is
now referred to as Diem). Several members of Congress, for
instance, expressed concerns that digital currencies might
undermine the dollar and potentially have an “unprecedented
impact on the global financial system.”'® Naturally, these
types of concerns ignore that monetary competition—even
just the credible threat of such competition—can help expose
weaknesses and inefficiencies in existing monetary systems.

Rather than acknowledge these possible benefits, the Biden
administration’s new report endorses several ideas that
proponents of strict stablecoin regulations have been promot-
ing for years. The report’s main recommendation—that only
federally insured depository institutions be allowed to issue
stablecoins—is profoundly anti-competitive and in direct
conflict with the administration’s stated goal of guarding
against an “excessive concentration of economic power.”"
Recommending that the FSOC review whether stablecoins
threaten financial stability is both misguided and, at best,
delays providing a clear regulatory framework.”

These and other ideas promoted by advocates for strict

stablecoin regulations are ill-advised. Some proposals fail

to provide the much-needed clarity that the cryptocur-
rency industry needs, and others are based on a funda-
mentally flawed concept of stablecoins. Some share both of
these weaknesses.

For example, regulating stablecoins like bank accounts is
not a good solution because unlike bank deposits, stable-
coins serve a niche payment function for transferring funds
between crypto exchanges without having to transfer back
and forth into a national fiat currency. The stability of a
stablecoin’s value is tied to other assets, and stablecoin
holders know that they can only convert into a national fiat
currency by selling their coins. Moreover, there is no read-
ily apparent justification for forcing federal taxpayers to
back firms that issue stablecoins.

Some have suggested regulating stablecoins like money
market mutual funds, but that solution is no better. Unlike
money market mutual funds, stablecoins are not invest-
ments and are designed to maintain a stable value without
offering the traditional principal-interest component of a
capital market investment.

Former Commodity Futures Trading Commission (CFTC)
chairman Timothy Massad has suggested that the FSOC
require the Federal Reserve to regulate stablecoins as a sys-
temically important payment activity." But such an approach
merely assumes that these coins pose systemic risks to finan-
cial stability—an assumption that is not warranted."*

Similarly, all the proposals that the administration has
endorsed appear to be driven by the desire to prevent stable-
coin use from growing and to isolate the banking industry
from competition. The proposals go much farther than
needed, thus threatening to inhibit beneficial innovations in

the payments system.

SUPERIOR ALTERNATIVE PROPOSAL

The greatest risk for most stablecoin holders is whether
the issuing entity has the reserves that it claims to have.
Alack of transparency about the reserves that are used to
stabilize the coin’s value prevents a holder from evaluating
the issuer’s claims about stability and does little to protect
holders from fraudulent misconduct.

A good regulatory framework addresses this issue by
providing basic collateral requirements and requiring a

baseline for transparency. While state laws generally provide



protection against deceptive or unfair practices (and the
state of New York did sue Tether for deceptive trading prac-
tices), dealing with up to 50 separate state laws is cumber-
some and costly for both issuers and holders."” Therefore,
it makes sense to have a streamlined federal regulatory
framework for stablecoin issuers.'

This briefing paper suggests creating such a proper federal
framework by requiring a stablecoin issuer to be regulated
as a newly created “limited purpose investment company.”
Alimited purpose investment company would be subject to
basic reserve requirements and mandatory disclosure of rel-
evant information about reserve holdings. This framework
would be designed to regulate the reserves that stablecoin
issuers claim to hold and, therefore, the actions that issuers
undertake to maintain a stable coin value.

Congress could create such a framework, for example, by
amending the Investment Company Act,” which would give
the Securities and Exchange Commission (SEC) unambigu-
ous regulatory authority over most stablecoin issuers, that
is, those that collateralize with cash and securities.!® First,
Congress would need to add a new § 80a-3(a)(2) (renum-
bering the current § 80a-3(a)(2) to § 80a-3(a)(3)) to the
Investment Company Act, defining a limited purpose invest-

ment company as follows:

Alimited purpose investment company engages in
the business of issuing digital tokens, with a value
anchored, pegged, or otherwise tied to the price of
national currencies, such as the United States dollar.
The value of the digital token is maintained through
assets, including national currencies and short-term
investment-grade securities, held in reserve by the
limited purpose investment company. Only the provi-
sions of section 80a—65 of this subchapter, for the
purposes of regulatory oversight over the establish-
ment and maintenance of reserves, shall apply to such

a limited purpose company.

Second, Congress would add the following language to

create § 80a—65:

Alimited purpose investment company must adhere
to the following requirements for assets held in

reserve:

1. Average reserve portfolio maturity may not
exceed 90 days;

2. Reserves may not consist of assets with maturi-
ties greater than one year;

3. Notless than 10 percent of the reserve assets
must be held in cash or securities accessible in
one day;

4. Not less than 20 percent of the reserve assets
must be held in cash or securities accessible in
seven days or less;

5. Reserve assets must consist of only investment
grade securities; and

6. Not more than 5 percent of securities held as
reserve assets may be from a single issuer.

a. Alimited purpose investment company must
disclose in a publicly accessible manner, such
as a website, a detailed explanation of its
reserve holdings no more than five business
days after the end of each month. The detailed
explanation must include the value of the
holdings and the percentage of total assets
for each reserve asset category as defined in
(2) (2)—(4) and cash.

b. In accord with its advertised policies, a limited
purpose investment company may suspend
conversion of its digital tokens to cash for the
purpose of maintaining the token’s stable val-

ue, without notice and for any length of time.

CONCLUSION

The Biden administration has missed an opportunity to
provide the much-needed clarity that the blockchain indus-
try has been seeking for close to a decade. Its new report
claims that stablecoins pose a wide variety of risks to users
and broader markets, and argues that both the SEC and
CFTC have broad enforcement, oversight, and rulemaking
authorities that might address these risks. Yet, rather than
provide concrete proposals that address actual risks, the
administration calls on Congress to pass legislation that
might mitigate a variety of potential risks. Perhaps worse,
the report recommends legislation that would insulate tra-
ditional banks from competition and also force taxpayers to

stand behind stablecoin issuers.



Just as in other areas of the economy, excessive govern-
ment regulation prevents financial firms from best serving
the needs of their customers and, therefore, society. Federal
officials have no special knowledge regarding the best way
to serve financial-market participants. Financial companies
do not require rules and regulations that replace the judg-
ment of owners, employees, and investors with those of gov-

ernment bureaucrats. The administration’s new proposals
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