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Learning Objectives

Classify different stablecoin mechanism types (fiat-backed, crypto-backed, algorithmic)
Analyze fiat-backed stablecoins (USDC, USDT)
Explore crypto-backed stablecoins (DAI, MakerDAO)

Evaluate algorithmic stablecoins and their failure modes

Compare stablecoin trade-offs (decentralization, stability, efficiency)
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The Problem: How do we create stable value on-chain?

The Challenge What We Need
Cryptocurrencies are highly volatile (BTC: $69k to $15k in
2022). DeFi needs price-stable assets for payments,
lending, and savings, but blockchain systems lack native
connection to fiat currencies.

@ System design principles

@ Price stability mechanism resistant to market shocks
and attacks

Why It Matters The Cryptoeconomics Question

o Volatility makes crypto unusable for everyday Creating systems with desired properties

payments and savings

@ Historical example: Tether (2014), DAI (2017),
algorithmic failures (Terra/Luna 2022)

Today's lesson: How Stablecoin Mechanisms addresses this challenge
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What is a Stablecoin?

Definition: A cryptocurrency designed to maintain a stable value relative to $1 USD.

Why Stablecoins?
@ Price stability (avoid crypto volatility)
o Medium of exchange, store of value
o DeFi building block (lending, trading, yield)
°

Fast, cheap cross-border payments

Total Market Cap: $310B (Dec 2025), up from $140B in Dec 2024
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Stablecoin Market Share

Stablecoin Market Share (Dec 2024)
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USDT dominates (59%, $142B); USDC 24% ($52B); fiat-backed = 90%+ of market
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Stablecoin Trilemma

Stablecoin Trilemma: Trade-offs by Type
12

I USDC (Fiat-backed)
10 [ DAI (Crypto-backed)
A UST (Algorithmic)

104

Score (1-10)

Stability Decentralization Capital
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[No stablecoin achieves all three perfectly; each type makes trade-offs

Each type sacrifices one property; no perfect stablecoin exists
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Type 1: Fiat-Backed Stablecoins

Mechanism: 1 stablecoin backed by $1 in bank account.

How It Works:
@ User deposits $100 fiat to issuer
@ Issuer mints 100 tokens, holds reserves

@ User can redeem 100 tokens for $100 anytime

Examples:
e USDC: Fully backed by cash + T-bills, monthly attestations

o USDT: Mixed reserves, largest but less transparent

Advantages: Strong peg, capital efficient, easy to understand
Disadvantages: Centralized, censorship risk, counterparty risk
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USDT Reserve Composition

USDT (Tether) Reserve Composition (2024)

US Treasuries 80%
Cash & Bank 8%
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Tether has shifted heavily to US Treasuries after 2022 criticism

Tether has shifted to 80%- US Treasuries after 2022 criticism
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Fiat-Backed: Key Risks

Centralization: Issuer can freeze addresses (OFAC compliance)
Counterparty Risk: Trust issuer to maintain reserves

Black Swan Example: SVB Collapse (March 2023)
o Circle had $3.3B deposited at Silicon Valley Bank
o Bank failure caused USDC to depeg to $0.87

o Recovered after Fed guarantee on deposits

Lesson: Even “safe” fiat-backed stablecoins have counterparty risk.
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Type 2: Crypto-Backed Stablecoins

Mechanism: Backed by crypto collateral (overcollateralized).

How It Works:
@ User deposits $150 ETH as collateral
@ Protocol mints $100 DAI (150% collateralization)
© If ETH drops, position liquidated to protect peg

Example: DAl (MakerDAO)
o Largest decentralized stablecoin ( $5B)
e Backed by ETH, WBTC, USDC, RWAs
@ Governed by MKR token holders

Advantages: Decentralized, transparent, censorship-resistant
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DAI Collateral Composition

DAI Collateral Composition (Dec 2024)

USDC FSM‘
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DAI’s decentralization reduced by USDC and RWA backing (centralized collateral)
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MakerDAQO: DAI Stability Mechanisms

1. Arbitrage
o DAl ; $1: Mint DAL, sell for profit
o DAI j $1: Buy DAI, repay vault for profit
2. Stability Fee (Interest Rate)
o High fee: Reduces supply (repayments)
@ Low fee: Increases supply (more minting)
3. Peg Stability Module (PSM)
o Swap USDC for DAI 1:1 (backstop for large depegs)

Trade-off: PSM improves stability but increases centralization.
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Type 3: Algorithmic Stablecoins

Mechanism: Maintain peg through supply adjustments (no/minimal collateral).

How It Works (Theoretically):
o Price ; $1: Increase supply (mint, sell)

@ Price | $1: Decrease supply (buy, burn)

Examples:
o Terra UST: Failed spectacularly (May 2022)
o FRAX: Hybrid (partially collateralized)

Theoretical Advantage: Capital efficient, decentralized, scalable
Reality: Most pure algorithmic stablecoins have failed (death spirals).
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Why Algorithmic Stablecoins Fail

Death Spiral Scenario:

@ Stablecoin depegs below $1

@ Protocol mints sister token to incentivize buying
© Sister token crashes from dilution

@ Loss of confidence accelerates selling

@ Spiral to zero, total collapse

Root Cause: No intrinsic backing or demand floor.
Lesson: Algorithmic stability relies entirely on confidence. Once lost, irrecoverable.
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Stablecoin Types Comparison

Stablecoin Types: Key Characteristics
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Fiat-backed wins on reliability; crypto-backed best censorship resistance
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Stablecoin Comparison Table

Type Example  Backing Decent.  Efficient
Fiat-backed UsDC USD (1:1) No Yes
Fiat-backed UsSDT Mixed No Yes
Crypto-backed DAl ETH+USDC  Partial No
Algorithmic UST None Yes Yes
Hybrid FRAX USDC+FXS  Partial Partial

Key Insight: No stablecoin achieves all three properties (trilemma).
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Regulatory Landscape

us:

o SEC scrutiny (some stablecoins may be securities)

@ Bank-like regulation proposed (reserve requirements)
EU (MiCA):

@ Stablecoin issuers need authorization

o Reserve and redemption requirements

o Significant stablecoins face additional rules

Impact (Dec 2024):

@ BUSD shut down (Feb 2023, regulatory pressure)

o MiCA full effect: USDT delisted from EU exchanges (Coinbase, Kraken EU)
o Circle USDC MiCA-compliant (EMI license July 2024)
°

Increasing compliance costs favor large, regulated players
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Problem Solved? Stablecoin Mechanisms

The Original Problem
How do we create stable value on-chain?
How Stablecoin Mechanisms Solves It

o Fiat-backed (USDC, USDT): Simple 1:1 reserves —
strong peg but centralized

o Crypto-collateralized (DAI): Overcollateralization +
arbitrage + PSM — decentralized but capital inefficient

@ Algorithmic: Supply adjustments — capital efficient
but unstable (most failed)

Remaining Limitations

o Centralization risk: Fiat-backed requires trust in
issuer; DAI increasingly uses USDC

o Depeg events: SVB collapse (USDC), death spirals
(Terra/Luna)

o Regulatory pressure: MiCA compliance, USDT
delistings
Open Questions

o Is fully decentralized stable value achievable without
centralized collateral?

o Risk: Regulatory crackdown on unregulated
stablecoins, confidence crises

Stablecoin Mechanisms partially solves “create stable value on-chain” but introduces new trade-offs
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Key Takeaways:
o Stablecoins maintain $1 peg; $310B market cap (Dec 2025)
o Fiat-backed (USDC, USDT): Stable but centralized
o Crypto-backed (DAI): Decentralized but capital inefficient
o Algorithmic: Capital efficient but unstable (most failed)
@ Stablecoin trilemma: Can't have stability 4+ decentralization + efficiency
@ DAI's centralization debate: USDC backing vs. pure crypto
@ Regulation increasing (MiCA, US proposals)

Next Lecture: Terra/Luna Case Study.
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Questions for Reflection

@ Why do algorithmic stablecoins tend to fail during market stress?

@ How does the PSM help DAI maintain its peg? What's the trade-off?
© Would you trust a stablecoin backed by 80% US Treasuries?

@ How might stablecoin regulation impact DeFi?

© Is perfect decentralization compatible with price stability?
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Quiz Questions (1-5)

Q1. What is the primary purpose of a stablecoin?

A) To maximize returns  B) To maintain a stable value relative to $1 USD

C) To replace Bitcoin D) To eliminate transaction fees

Answer: B — Stablecoins are designed to maintain price stability, avoiding crypto volatility.

Q2. What was the approximate total stablecoin market cap in December 20257

A) $50B  B) $150B C) $310B D) $500B

Answer: C — The market cap reached $310B (USDT $187B, USDC $77B), up from $140B in Dec 2024.
Q3. Which stablecoin has the largest market share?

A) USDC B) DAl C)USDT D) BUSD

Answer: C — USDT (Tether) dominates with 59% market share ($142B).

Q4. What does the stablecoin trilemma state?

A) All stablecoins will fail  B) Only 3 stablecoins can exist

C) No stablecoin can achieve stability, decentralization, and efficiency D) Stablecoins need 3 types of collateral
Answer: C — Each stablecoin type sacrifices one of the three properties.

Q5. How does a fiat-backed stablecoin maintain its peg?

A) Algorithmic supply adjustments  B) 1:1 backing with USD reserves

C) Overcollateralized crypto D) Community voting

Answer: B — Users deposit $1 fiat, issuer mints 1 token backed by reserves.
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Quiz Questions (6-10)

Q6. What is the main disadvantage of fiat-backed stablecoins?

A) High volatility ~B) Centralization and counterparty risk

C) Low liquidity D) No use case

Answer: B — They are centralized and require trust in the issuer to maintain reserves.
Q7. What caused USDC to depeg to $0.87 in March 2023?

A) Hacker attack  B) Algorithmic failure

C) Silicon Valley Bank collapse D) Regulatory ban

Answer: C — Circle had $3.3B at SVB; recovered after Fed guarantee.

Q8. How does a crypto-backed stablecoin like DAI work?

A) 1:1 fiat backing  B) Overcollateralized with crypto assets

C) No collateral D) Government bonds

Answer: B — Users deposit $150 ETH to mint $100 DAI (150% collateralization).
Q9. What is DAI's approximate market cap?

A)$1B B) $5B C) $50B D) $100B

Answer: B — DAl is the largest decentralized stablecoin at $5B.

Q10. What collateral types back DAI?

A) Only ETH B) ETH, WBTC, USDC, RWAs

C) Only USDC D) Gold and silver

Answer: B — DAI uses diversified collateral including crypto and real-world assets.
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Quiz Questions (11—

Q11. What is the Peg Stability Module (PSM)?

A) A voting mechanism  B) 1:1 swap between USDC and DAI

C) An insurance fund D) A liquidation bot

Answer: B — PSM allows swapping USDC for DAI 1:1, backstopping large depegs.
Q12. What is the trade-off of using the PSM in MakerDAO?

A) Higher fees  B) Lower liquidity

C) Improved stability but increased centralization D) Faster transactions
Answer: C — PSM relies on USDC (centralized), reducing DAI's decentralization.
Q13. How do algorithmic stablecoins theoretically maintain their peg?

A) Fiat reserves  B) Supply adjustments (mint/burn)

C) Overcollateralization D) Central bank intervention

Answer: B — They increase supply when price j§ $1, decrease when price j $1.
Q14. Which algorithmic stablecoin failed spectacularly in May 20227

A) USDC B) DAl C) Terra UST D) FRAX

Answer: C — Terra UST collapsed in a death spiral, losing its peg completely.
Q15. What is a “death spiral” in algorithmic stablecoins?

A) Slow decline in price  B) Depeg triggers sister token dilution, accelerating collapse
C) Government shutdown D) Network congestion

Answer: B — Loss of confidence causes selling, sister token crashes, spiral to zero.
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Quiz Questions (16-20

Q16. What is the root cause of algorithmic stablecoin failures?

A) Poor marketing  B) No intrinsic backing or demand floor

C) High transaction fees D) Slow block times

Answer: B — They rely entirely on confidence; once lost, there's no recovery mechanism.
Q17. What percentage of Tether's (USDT) reserves are in US Treasuries?

A)20% B)50% C)80%+ D)0%

Answer: C — Tether shifted to 80%-+ US Treasuries after 2022 criticism.

Q18. Which stablecoin was shut down in February 2023 due to regulatory pressure?
A) USDT B)USDC C)DAI D) BUSD

Answer: D — BUSD was shut down following regulatory action.

Q19. Under EU MICA regulation (Dec 2024), what happened to USDT?

A) Approved for all EU exchanges B) Delisted from major EU exchanges

C) Given special exemption D) Banned globally

Answer: B — USDT was delisted from EU exchanges like Coinbase and Kraken EU.
Q20. Which stablecoin became MiCA-compliant with an EMI license in July 20247
A) USDT B) DAl C) USDC D) FRAX

Answer: C — Circle’'s USDC obtained EMI license and became MiCA-compliant.
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