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The world of cryptocurrencies has been top of mind for many investors since the collapse of FTX in November, previ-
ously one of the largest platforms to exist in the space. Following its bankruptcy, questions have arisen about whether the
ongoing crypto devaluation is a risk is to the economy. We have collected some of the common questions and made our
best attempt at answering them here.

Questions

1. November's FTX collapse fueled fears of a more generalized financial crisis. Why have these fears not been borne out?
2. Why did so many companies in the crypto world fail in 20227

3. Even if cryptocurrency losses are contained, aren't the losses bad for the economy?

4. How can we know if another crypto platform will end up like FTX?

5. Is this the end for cryptocurrencies?

Q1. November's FTX collapse fueled fears of a more generalized financial crisis. Why have these fears
not been borne out?

FTX's bankruptcy had knock-on effects across the class of digital assets and companies operating in the space, but the
fallout seems to have been contained within the sector.

Chart 1: Indicators of Financial Stress Fell During
Key Moments of FTX's Collapse

'The last time the collapse of a financial institution had economy-

wide effects was in 2008 when Lehman Brothers collapsed. At 4 OrR ndees” Fol Compostindleetor™ a6
that time, Lehman Brothers was both so large and so entangled 3 0.35
with the entire financial system that its collapse had a large im- 2 0.25
pact on overall financial activity. ! 015

0 — 0.05
These two conditions are absent in the case of FTX. While its -1 M OFR Global (LHS) i -0.05
peak market capitalization of $US 32 billion is not small, it is 2 by RS S Index (RHS) -0.15
orders of magnitude smaller than the $US 600 billion balance 'j 'zi:

sheet of Lehman Brothers in early 2008. Similarly, the closed- Jan2e  Mar22  May22  Ju22  Awg22  Oct22
loop nature of digital asset financing has helped contain the fall-

Note: Greater values indicate higher stress levels. *0 = Average stress levels.

out. FTX'S largest unsecured Cl'editors - thOSC WhO can take a **0=No Stress; 1= High Stress. Source: ECB, Office of Financial Research, TD Economics.

http://economics.td.com %W @TD_Economics


http://www.td.com/economics/special/rk0409_g20.pdf

Chart 2: Cryptocurrencies Remained Small
Compared to Total Assets
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total loss if the company fails — are all identified in its
bankruptcy filings as "customers," which is to say they are
account holders. While undoubtedly painful for FTX's
customers, these losses are unlikely to impair the func-
tioning of the financial system as a whole.

Chart 1 shows that following the run on FTX beginning
in early November, indicators of stress in financial mar-
kets declined. In fact, there were greater signs of stress in

early December when the EU oil embargo and OPEC

meeting were top of mind in financial markets.

The SEC's complaint against F'TX also identifies FTX's
investors — primarily private equity and venture capital
funds — as taking losses due to F'TX's activities. These
funds are accustomed to making riskier investments and
so it is not surprising that their losses, even on this large a
scale, were not destabilizing to the financial system.

Q2. Why did so many companies in the crypto
world fail in 20227

One reason is that there was a domino effect from FTX's
bankruptcy. The company had obligations to a number
of companies, which its bankruptcy means it could not
honour. For example, FTX was set to assume control of
BlockFi, a crypto platform which failed earlier in the
year, and make their customers whole after it was on the
edge of bankruptcy. FTX was no longer able to do so af-
ter itself declaring bankruptcy, leading BlockFi to file for
bankruptcy in November.

But another, more general factor is that the collapse in
value of the Terra/Luna ecosystem earlier in 2022 dimin-
ished confidence in the asset class in general, posing fund-
ing challenges for all crypto issuers and exchanges. The
platforms and issuers that failed throughout 2022 tended
to have losses related to the collapse of Terra/Luna. FTX
is the latest and largest such company, for now.

The year also saw most asset classes fall in value, as inter-
est rates increased, and it is against this backdrop that
cryptocurrencies fell in value'. As interest rates have
marched higher, retail and institutional investors alike
have reduced their risk appetite, and this has driven some
of the correction in both the asset value of digital assets,
and the value of companies issuing or trading them.

Q3. Even if cryptocurrency losses are contained,
aren't the losses bad for the economy?

Losses last year are undoubtedly painful for those who had
deposits with affected companies, and the companies that
failed were valued in the billions. But even these large fig-
ures pale in comparison to global assets. Chart 2 shows that
over the last several years, even the highest market value
achieved by all digital assets in aggregate is just a fraction
of the net worth of US households and non-profits.

Additionally, the exposure seems to be manageable at the
individual level for most holders of cryptocurrency. Among
those who hold cryptocurrency, the median holdings are
less than one week of income across the income spectrum.”
There is also evidence that investors in cryptocurrency tend
to be higher-income and wealthier, meaning that they have
some cushion for to absorb losses.> We would therefore ex-
pect any hit to household consumption from this loss of
wealth to be fairly small.

Q4. How can we know if another crypto plat-
form will end up like FTX?

The short answer to this question is that we cannot. Six
months ago, FTX appeared to outsiders to be on firm
footing and a leader in the industry. But like FTX, similar
platforms today largely raise funds in private markets and
from depositors, do not make meaningful financial disclo-
sures, and are opaque about what is on their balance sheet
and how they manage risks. At a minimum, the lack of
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transparency makes it impossible to know whether other
exchanges would be able to handle a similar run on depos-
its or sudden withdrawal of funding.

One consequence of FTX's fallout is that there are now
greater pressures for exchanges to offer proof of reserves,
and to increase their transparency generally. There may also
be more activity from regulators to avoid a repeat of this
episode. If protective measures grow, through the prolif-
eration of best practices and through regulation, it will be-
come easier for investors to have confidence that they are
not simply waiting for another shoe to drop.

Q5. Is this the end for cryptocurrencies?

'The so-called "crypto winter" of 2022 may be the end of
the regime that we grew familiar with over the past few
years, one in which new cryptocurrencies, platforms, and
exchanges sprung up, grew exponentially and then just as
quickly disappeared.

But investor interest in the industry seems to have some
durable motives. Investors with high risk tolerance have
an interest in pursuing the potential high upside from in-
novative technology. And there will likely always be some
interest in decentralized assets and payment mechanisms
not controlled by governments. Today's weaker valuations
and funding conditions may give the largest remaining
exchanges opportunities for consolidation and diversifica-
tion of their funding sources, and to position themselves
for future innovations.

We anticipate that there will continue to be interest in the
industry, but the use cases which attract the most atten-
tion are likely to evolve over time. The near-term outlook
may be a case of consolidation and stabilization, while
looking further out the industry's future hinges on what
innovations lie ahead.
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Footnotes

1. See Cryptocurrency, Not a Safe Haven in 2022.

2. https://www.jomorganchase.com/institute/research/financial-markets/dynamics-demographics-us-household-crypto-asset-cryptocurrency-use

3.  https://www.philadelphiafed.org/consumer-finance/consumer-credit/cryptocurrency-ownership-insights-from-the-cfi-covid-19-survey-of-consumers
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