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A stable of stablecoins and
a challenge to banking

Described by many as the first “killer app” of the Web3 space, stablecoins have become

a rapidly growing tool used to facilitate liquidity in the crypto domain, transform cross-border
trade and collateralize wallet-based finance and derivatives trading. Such utility marks

a significant expansion from the original intent of stablecoins to act as on- and off-ramps
between fiat currencies and crypto.

Yet, the extension of stablecoin use cases is just getting started, and the ultimate winner in the
race to be the leading provider of stablecoins is far from decided.

Regulatory call: progress on legislation

Regulatory certainty is beginning to emerge. The US Securities and Exchange Commission
(SEC) recently issued stablecoin guidance. Bills are working their way through the US
Congress. The European Union has laid out its own requirements in their recently implemented
Markets in Crypto Assets (MiCA) legislation. Global financial organizations such as the Bank of
International Settlements (BIS) have been weighing in with their own views.

More issuers of stablecoins are emerging from crypto natives, payment processors and,
increasingly, from regulated, traditional financial entities. As the implications of stablecoin
growth and usage are becoming better understood, a growing set of firms is likely to join these
ranks and issue their own stablecoins.

Playing defense: an indefinite hold?

In part, new issuers from the traditional financial ecosystem are likely to enter the space as

a defensive play. This is because the behavior of stablecoin holders is not following the path
originally envisioned for the vehicle. Stablecoin users are proving to be “HODLers” in cryp-
to-speak—holding on for dear life. Only a small portion of stablecoins in circulation are being
burned to redeem the underlying fiat currency. Instead, holders are keeping their stablecoins
in their wallet and treating them like an on-chain checking account, leaving balances in place
to be ready for future transactions. Stablecoins are enabling the emergence of a parallel
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wallet-based ecosystem—one that is having the effect of removing fiat currencies from today’s
dominant economies for extended periods of time.

Instead of a US dollar (or euro or any other fiat currency) being placed into the reserve pool of
a stablecoin issuer for a single transaction and quickly being transitioned out of the collateral
reserve via redemptions, it is becoming increasingly common for dollars placed in stablecoin
reserves to remain in such pools indefinitely. Indeed, each stablecoin can pass from user to
user an infinite number of times without ever being redeemed into fiat currency, so long as that
exchange is being done with another wallet-enabled transactor.

Playing offense: collateral damage?

The semi-permanence of stablecoin balances is also allowing potential issuers to examine the
space through an offensive lens. Though each dollar of stablecoin issuance is supposed to be
backed 1:1 by a dollar of collateral, low stablecoin redemption rates are allowing issuers to
extend the variety and duration of assets in their collateral pools beyond the fiat currency itself.
A significant portion of the money that leaves the fiat banking system to back stablecoins is
being invested rather than held in cash. This allows the stablecoin issuer to obtain yield on the
collateral pool.

Paying out this yield directly or indirectly via rewards to holders of stablecoins risks having the
stablecoin declared a security. Thus, the incentive is for the issuer to keep their reserves in
yielding assets and collect that yield themselves. This dynamic results in further removal of
fiat currencies from circulation. It also underscores the importance of having stablecoin
regulation that mandates transparency into stablecoin collateral pools, requires issuers to
attest to their “proof of reserves” and lays out strict guidelines about the required liquidity
profile of such reserves.

Under pressure: increased temptation for potential issuers

Together, the low redemption rate from stablecoin holders and the ability to earn yield by
investing the stablecoin collateral pose a significant challenge for commercial banks that rely
on cash deposits to generate margin. If those cash deposits begin to disappear, pressures are
likely to grow. The latest estimates put stablecoin assets at just over $200 billion, but Standard
Chartered has forecast that market to grow 10x in the next three

years following the passage of US stablecoin regulation.! Faced with such growth

prospects, many banks are likely to amend their business models and become issuers of their
own stablecoins.

This would allow them to replace lost earnings on deposits with collateral pool yields. Moreover,
having their own stablecoin would offer a vehicle that banks could use to “trap” liquidity in their
network by recirculating their own stablecoins continually across and between their clients.
Indeed, banks are likely to quickly identify ways of incentivizing such behavior through cost
savings or loyalty programs.

The deliberation at hand
On one hand, such a move would help accelerate the migration of today’s economy away from
account-based, multi-ledger activities to a wallet-based, single ledger future on blockchain.

On the other hand, the potential complexity of having hundreds or even thousands of stable-
coins could introduce unforeseen risks and frictions.

Central banks have been focused on digitizing their own currencies, but their ultimate role may
end up being a sort of clearing house for stablecoins—acting as the buyer to every seller and
the seller to every buyer to ensure the stability of their underlying currency.

1. Source: “Stablecoin Sector May Reach $2 Trillion: Standard Charted.” Bloomberg. April 15, 2025. Note, there is no assurance that any
projection, estimate or forecast will be realized.
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WHAT ARE THE RISKS?
All investments involve risks, including possible loss of principal.

Blockchain and cryptocurrency investments are subject to various risks, including inability to develop digital asset applications or to capitalize on
those applications, theft, loss or destruction of cryptographic keys, the possibility that digital asset technologies may never be fully implemented,
cybersecurity risk, conflicting intellectual property claims, and inconsistent and changing regulations. Speculative trading in bitcoins and other
forms of cryptocurrencies, many of which have exhibited extreme price volatility, carries significant risk; an investor can lose the entire amount of
their investment. Blockchain technology is a new and relatively untested technology and may never be implemented to a scale that provides
identifiable benefits. If a cryptocurrency is deemed a security, it may be deemed to violate federal securities laws. There may be a limited or no
secondary market for cryptocurrencies.

Digital assets are subject to risks relating to immature and rapidly developing technology, security vulnerabilities of this technology, (such as theft,
loss, or destruction of cryptographic keys), conflicting intellectual property claims, credit risk of digital asset exchanges, regulatory uncertainty,
high volatility in their value/price, unclear acceptance by users and global marketplaces, and manipulation or fraud. Portfolio managers, service
providers to the portfolios and other market participants increasingly depend on complex information technology and communications systems
to conduct business functions. These systems are subject to a number of different threats or risks that could adversely affect the portfolio and
their investors, despite the efforts of the portfolio managers and service providers to adopt technologies, processes and practices intended to
mitigate these risks and protect the security of their computer systems, software, networks and other technology assets, as well as the
confidentiality, integrity and availability of information belonging to the portfolios and their investors.

IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or
solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may not be
reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at publication date and may
change without notice. The underlying assumptions and these views are subject to change based on market and other conditions and may differ
from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a complete analysis of every
material fact regarding any country, region or market. There is no assurance that any prediction, projection or forecast on the economy, stock
market, bond market or the economic trends of the markets will be realized. The value of investments and the income from them can go down as
well as up and you may not get back the full amount that you invested. Past performance is not necessarily indicative nor a guarantee of future
performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon in
that connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this material
and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although information has been obtained from
sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information may be incomplete or
condensed and may be subject to change at any time without notice. The mention of any individual securities should neither constitute nor be
construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding such individual securities (if any)
is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for any loss arising from use of this
information and reliance upon the comments, opinions and analyses in the material is at the sole discretion of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates and/or their
distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact for
further information on availability of products and services in your jurisdiction.
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