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Editors’ Note

This journal marks the 20th anniversary of the Kennedy School Review. Twenty years of ideas, voices, and

bold visions to change the face of policy.

The first edition of the Kennedy School Review opened with the reflection that “we stand on the edge of a
world we barely recognize.” As the world around us is on trial, we once again find ourselves at the edge of
the unknown. As homes, lives, and identities are displaced, democratic institutions struggle to endure. Yet
in that displacement, we each have something to teach one another about freedom, equality, and Veritas.
There is hope in the grassroots, and thus our journal for the new decade locates policy recommendations

in those lived experiences.

The journal you are holding is the culmination of countless hours of research, on-the-ground reporting,
difficult and emboldening conversations, and writing and editing from nearly 75 people. Our passionate
and driven staff went through a record number of submissions to curate these 32 pieces. Our contributors
tackle topics ranging from contradicting narratives about Mississippi’s prisons to the rise of the evangelical
right in Brazil. They offer lessons on polarization, election security, human-centered policy decisions despite
disagreement, responsible and ethical technology, inclusion of the arts and sports in public policy, and the
climate-driven migration crisis. Our journal breaks into new forms of storytelling, including photo essays,
business ecosystem maps, and narratives from migrants in shelters far from home, reimagining not only

policy but also communication for the next decade.

The hope and resilience in this journal’s vision for public policy sets this edition apart. In our 20th year, the
Kennedy School Review grew in its size and determination to promote bold ideas and elevate new voices. We
have recruited more editors and published articles with more ambition in our print journal and our digital
edition, harvardkennedyschoolreview.com, than ever before. The digital journal expanded its content reach,
curating a special series on the 2020 US election and publishing insights on topics including the transatlantic
freeze to the Hong Kong protests. Now in its third season, our podcast released first-hand accounts from the

front lines of equitable pedagogy and interviews on right-wing extremism.

We are grateful and proud to be conduits for the power of words and ideas. We hope you keep reading and

find faith in the revolutionary capacity of our collective voice.

Vandinika Shukla
Editor-in-Chief

Margaret Kadifa and Nikhil Kumar
Managing Editors, Print
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The Case for a Digital Dollar:
Security at Home and Abroad

Jeremy Ney

The US dollar must go digital. A digital dollar will
not only benefit the US economy through financial
stability at home, it will also improve America’s
financial security abroad, particularly in light of
China’s economic rise. In 2009, the late Paul Volcker
quipped that the ATM was the most useful financial
innovation in the last 20 years—more than a decade
later, policymakers have the opportunity to create
the next great financial innovation: central bank
digital currencies.

Central bank digital currencies, or CBDCs, refer
to the digital form of fiat money. Rather than issuing
physical cash or coins, the government issues digital
tokens whose value is backed by the full faith and
credit of the government. Unlike Venmo balances
or credit card accounts, CBDC:s are the liability of
the central bank, which in turn maintains deposits,
reserves, and accounts rather than a private firm.!

America’s interest in a digital dollar emerges
from two spheres: financial security and geopolitical
realities. First, a CBDC would allow Americans to
deposit money directly at the Federal Reserve, thus
creating a truly risk-free store of value. Second, China
is currently pursuing its own digital yuan, which could
undermine America’s ability to implement sanctions
effectively, particularly against North Korea.? America
must therefore innovate in global payments not only
to maintain critical diplomatic tools but also to ensure

greater resiliency for the US economy.

Domestic Financial Stability
The most important benefit of CBDCs is the ability to
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improve the safety and soundness of the US economy.
The safest place that depositors can keep their money
is at a central bank.

Most CBDC research has focused on monetary
policy effectiveness and expected benefits in payments
systems, but less research exists to highlight how
CBDCs may impact financial stability. If depositors
switch from holding their savings at commercial
banks and instead keep these funds at central banks,
America will see significant shifts in bank business
models, lending, and risk allocation.

Current workarounds for risk-free money fall
short. The closest approximation of security is the
federal deposit insurance system, but this provides
a less-than-full guarantee. While the FDIC deposit
insurance fund totals $41 billion, it is supposed to
cover $6 trillion in insured deposits.> This means
that the $250,000 FDIC cap could only reimburse
0.6 percent of deposits kept at banks in the event of
default. As a result, bank runs may occur because
depositors know that their money is not truly safe
during crises. The government must therefore inter-
vene during periods of distress via bailouts and new
complex regulatory regimes.

Deposit insurance actually distorts market pricing
in two ways. First, it explicitly lowers the risk premium
charged by banks. In other words, banks know that
the government is responsible for repaying losses to
depositors in the event of a bank failure — thus, they
do not accurately price their products according to
the true risk they are taking. Economists have noted

that this can distort the risk premium charged by

harvardkennedyschoolreview.com



banks by as much as 25 basis points.*>¢7

Second, FDIC deposit insurance implicitly reduc-
es market discipline. The World Bank summarizes
this effect well: “When deposits are insured . . .
bank depositors lack incentives to monitor. The lack
of market discipline leads to excessive risk-taking
culminating in banking crises.”® While insurance is
helpful to defend against bad outcomes, the current
system has incentivized poor risk-taking practices.

The goal of CBDCs, in turn, is to provide the
same type of risk-free store of value without the
subsequent market distortions. Rather than creating
a convoluted set of intermediates that require heavy
oversight and engender moral hazard, CBDCs can
provide a truly risk-free store of value. CBDCs thus
become the public policy good that was desired all
along. The obvious next question is how we can
ensure that CBDCs do not cause similar or worse
market distortions.

The International Monetary Fund’s (IMF) 2018
framework, Casting Light on Central Bank Digital
Currencies,” sheds light on this exact question. The
IMF categorizes the risks of rolling outa CBDC into
two different scenarios: the risks of disrupting bank
business models in tranquil financial times and the
risk of bank runs in times of systemic financial distress.
The report notes that CBDCs may reduce lending
in the short term, but if implemented correctly, this
economic shift will be counterbalanced by a long-
term improvement in credit quality. In other words,
deposits will flow out of commercial banks and into
central banks, yet this will ensure that the lending
that banks do engage in will be of a higher quality.

There are, however, some challenges in imple-
menting CBDCs. First, the Federal Reserve would be
responsible for executing such a policy, yet it would

need to develop the technical capabilities to allow

“If China is the architect of this new
global payments system, the United
States may struggle to monitor
transactions and maintain sanctions.”
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all retail depositors to hold accounts there. Second,
bank business models would have to evolve as these
institutions lose a significant source of their funding
to CBDC:s. Deposits are considered a sticky asset, and
banks may have to offer higher interest rates in order
to attract regular deposits. Third, CBDCs may have
disproportionate impacts in geographic locations
in which community banks are especially reliant
on deposits to fund their lending models. Despite
these challenges, consumer safety and soundness

remain paramount.

National Security and Statecraft
America’s international interests greatly outweigh
any obstacles to implementing a central bank digital
currency. America’s influence in the global economy
rests on two pillars. The first pillar is the strength of
the US economy, which emerges from America’s
capacity to withstand financial shocks, to grow its
GDP, and to maintain the US dollar as the global
reserve currency. The second pillar is the financial
infrastructure and payments processing that America
and its allies rely on to track payments, including
those by countries that violate sanctions. A digital
currency created by a foreign country could weaken
that second pillar of American influence if it became
the standard for global payments. In such a scenario,
countries could deploy digital currencies to bypass
international sanctions, undermining a key instrument
in America’s foreign policy toolkit.

The largest threat to US economic primacy in
international digital payments comes from China
and its push to develop its own digital currency.
The People’s Bank of China (PBoC) has proposed!
releasing a digital yuan and has filed over 50 patents'!
fora CBDC, which would allow anyone transacting
in the new currency to operate outside of traditional
payments infrastructure. This traditional infrastructure
is currently operated by SWIFT, the Society for
Worldwide Interbank Financial Telecommunication.
Congressmen French Hill (R-Arkansas) and Bill
Foster (D-Illinois) penned a letter to Federal Reserve

Chairman Jerome Powell, noting that “the US dollar
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could be in long-term jeopardy from wide adoption
of digital fiat currencies.”!?

China’s economic strength and size makes the
digital yuan much more potent. In a country where
annual mobile payment volumes are nearly $800
billion" (10 times that of the United States), a digital
currency could be rapidly adopted.

Surveillance may be at the heart of China’s
decision to move forward with a digital currency.
Privacy concerns have mounted as the PBoC has
been compared to Big Brother!* in its quest for insight
into civilian transactions.

While a new global payments system may appear
dangerous to US interests, the current system is not
perfect either. SWIFT has come under considerable
pressure in recent years, as notable cyberattacks,
like the $81 million theft by North Koreans against
the Central Bank of Bangladesh,” have highlighted
end-point weaknesses in payments infrastructure. In
this case, North Koreans were able to compromise a
SWIFT computer to route payments to bank accounts
across the world and would have stolen $1 billion
were it not for several fortunate mistakes on the part
of the hackers. As such, the infrastructure associated
with a US CBDC could provide the technological
rails to build a more secure ecosystem for transactions.

If China is the architect of this new global pay-
ments system, the United States may struggle to
monitor transactions and maintain sanctions. For
some nations (and non-state actors) that want to
avoid US sanctions and oversight, the ability to skirt
such regulations would be incentive enough to
adopt the digital yuan. Former chief economist of
the IMF Ken Rogoff has pointed out these threats:
“Just as technology has disrupted media, politics, and
business, it is on the verge of disrupting America’s
ability to leverage faith in its currency to pursue its
broader national interests.”'®

The United States may increasingly need to rely
on military force if American economic influence
wanes. Since September 11, America has deployed

»17

« . .
smart sanctions,”'” which focus on arms embar-

goes, capital restraints, and asset freezes. President
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‘America must therefore innovate in
global payments not only to
maintain critical diplomatic tools
but also to ensure greater

resiliency for the US economy.”

George W. Bush’s passage of executive order 13224
and section 311 of the Patriot Act gave the Treasury
Department broad powers to engage in sanctions.
Several economists have noted® that sanctions are
a non-violent solution that reduce the propensity
toward war; actions that diminish the effectiveness of
sanctions as a policy tool may spur the United States
to rely increasingly on kinetic options.

China is not alone in trying to develop a new
economic system beyond US control. Russia,'” Iran,?
and Venezuela? have all announced that they are
considering developing (or have already developed)
digital currencies to liberalize the flow of money into
their countries. President Maduro has claimed? that
the Venezuelan digital currency, dubbed the “Petro,”
has raised over $3.3 billion since its launch in February
2018. President Trump signed an executive order
banning Americans from purchasing crypto Petro.

Other cryptocurrencies, like Libra or Bitcoin,
do not pose as serious a threat to US economic
primacy. Today, roughly 5,000 digital currencies
have a total market value of over $263 billion.?
Of these, Bitcoin has the largest circulation, but it
pales in comparison to the $1.75 trillion US dollars
in circulation.?* “While we debate these issues, the
rest of the world isn’t waiting,” Mark Zuckerberg, the
Facebook chief executive, said during his testimony
in front of the House Financial Services Committee.
“If America doesn’t innovate, our financial leadership
isn’t guaranteed.””

In sum, the Federal Reserve, US Treasury, and
Congress can work together to help America outma-
neuver China. Former Commodity Futures Trading
Commission (CFTC) chair Christopher Giancarlo
and former CFTC chief innovation officer Daniel

Gorfine argue that just as the Soviet launch into space

harvardkennedyschoolreview.com



threatened US technological dominance, “recent
developments in digital currencies similarly threaten
the dollar’s dominance.” They posit that “a network
of Beijing-dependent states trading a digital yuan
.. could end the delicate world economic order
Americans have long taken for granted.”*
Economic statecraft remains a critical tool in any
country’s arsenal. The above agencies must ensure
that China does not gain the upper hand in soft

power competition.

Conclusion

The US financial system can be restructured by giving
universal direct access to credit risk-free central bank
money. In the ten years since the financial crisis,
technological advancements and regulatory tools
have laid the foundation for the emergence of central
bank digital currencies.

American policymakers must understand three key
benefits and threats that digital currencies pose. First,
digital currencies created by competing states may
threaten economic primacy by allowing countries to
bypass sanctions that provide a critical tool for Amer-
ican economic diplomacy. Second, digital currencies
may improve US financial stability by providing a
risk-free store of value for retail depositors. Third,
policymakers at the Treasury Department and Federal
Reserve ought to consider how CBDC design impli-
cations may disrupt bank business models, lending,
and certain communities in America. As the global
economy becomes increasingly interconnected and
as technology continues to shape economic statecraft,
CBDC:s have emerged as a method to fundamentally
reshape the financial system and promote long-term

financial stability.

Jeremy is a dual-degree graduate student at
MIT Sloan and the John F. Kennedy School

of Government at Harvard University (MBA/
MPA) studying the intersection of technology,
policy, and income inequality. He previously
worked at the Federal Reserve Bank of New
York focused on developing new approaches
to forecasting and crisis readiness.
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