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DECENTRALIZED FINANCE (DEFI)

July 12, 2022

DEFI WORKED GREAT

“Cryptocurrencies keep nosediving . .. The chaos has spread to DeFi: Celsius, a crypto lender
with assets of around S20 billion, was recently forced to freeze deposit withdrawals. Last week,
crypto exchange FTX said it was bailing out one of Celsius’ troubled rivals, BlockFi, with a $S250
million loan, not long after rescuing crypto broker Voyager Digital.”

— Jon Sindreu, Wall Street Journal, June 30, 2022

The whole article is a screed gleefully ruing the alleged failure of DeFi.

DeFi Has an Existential Problem
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There's a huge misconception that DeFi - Decentralized Finance - failed. It didn't - it worked great!

Unfortunately the author - and all the skeptics who are promoting this narrative - have it totally backward.
DeFi’s flawless performance over the past months will be seen as a pivotal moment. DeFiis a very important
movement.

I's CENTRALIZED finance that failed. All five of the companies that the reporter listed on are CENTRALIZED.
They are just old-fashioned venture-backed start-up companies. They are not DeFi or on the blockchain at
all. Just some start-up banking entities that got overleveraged. Very old school failure actually. Nothing
new or novel about them.

DECENTRALIZED finance protocols - like Aave, Compound, Uniswap, MakerDAO - all functioned flawlessly
24x7. This crisis proves the opposite of the common narrative. It proves DeFi works great. Way better than
centralized finance firms like Celsius, BlockFi, Lehman Brothers, et al.

First, | really try to avoid having to read journalists who reference tulips. | can't recall ever reading anything
intelligent in an article with that four-hundred-year-old trope. However, my desire to support blockchain is
so strong that | dutifully muscled through the whole thing.

Let's break down the common misunderstandings contained in the article:

#1. "Remember how the banking system self-destructs every few decades? Now imagine if
banks only lent money to finance other banks, and you may get a notion of the house of cards
that is ‘decentralized finance,’ or DeFi.”

You don't need to remember. It did again. Celsius, BlockFi, Voyager Digital are all banking entities. They
are not decentralized in any way.



Those start-ups are just banks that took in short-term deposits and lent long to each other and others. They
were 20-to-1leveraged business models run by mortal humans.

DeFi, on the other hand, is not an empty house of cards. Its foundations are rock solid and totally transparent.
DeFi removes human subijectivity in financing decisions. Parties agreeing to conduct transactions openly
and transparently on the blockchain, as opposed to backroom deals by opaque, human, potentially-
conflicted financial actors, is the vision we should be striving for, rather than clinging on to inefficient
centralized financial systems.

The author holds a misguided view of yield in blockchain. He ignores that DeFi is the financial backbone for
the entire blockchain ecosystem that is used to power all manner of transactions - retail, institutional, and
even the that he claims does not exist on the blockchain. Staking yield to ensure
blockchain security and incentivization of liquidity to prevent slippage are merely some of the ways yield is
generated in crypto today.

#2. “To the glee of its critics, DeFi has ended up committing all the same sins as Wall Street,
essentially becoming a vehicle for a new generation to engage in the rampant speculation
typical of pre-2008 investment bankers.”

Oh, so sins in banking supposedly stopped in 20087 Hmmmm...I'm not sure the record supports that. Banks
have paid an astounding S321 billion in fines since their supposed redemption at the hands of us taxpayers
in 2009.

| remember one anti-bitcoin nut wrote an article “Bitcoin Is Evil”, | don’t get that. It's a piece of open source
code anybody can use. It certainly has not ever done evil to anyone. Banks, on the other hand, have been
convicted of $321 billion worth of evil deeds. (And, that’s only the ones they were caught at.)

To put that number in context: the United Nations food-assistance branch, the World Food Programme,
estimates “S6.6 billion would help stave off starvation for 42 million people across 43 countries.”

Banks spent fifty times the amount that would solve world hunger on fines. Maybe the article should have
been “Banks Are Evil”.

As further perspective, the banks’ fines are equivalent to the combined GDP of 84 nations. If banks had not
sinned they could have given all 363 million citizens of those 84 nations an entire year's wages.

DeFi has never “sinned”. The rules of engagement are coded into the smart contract. You do not
need to trust a counterparty who may be incentivized to twist the truth, nor rely on trust to engage in
financial transactions. The code just executes what both parties agreed to.

#3. “Crypto lenders’ exclusive focus on other crypto projects suggests their problems run much
deeper than a Lehman-style liquidity crisis.”

Nah...Celsius, BlockFi, Voyager were just like Lehman Brothers.

#4. "Digital currencies like bitcoin are too inconvenient to live up to their promise of ending the
concentration of money in a relatively small number of banks, asset managers and
governments.”

Why does a reporter - and here | love borrowing a classic Marc Andreessen line - “who can’t chin 12,000
followers” get to pronounce 300 million people wrong? 300 million people see the promise of blockchain.
Not my problem if a reactionary who completely misunderstands the basics can't see it.

I'm a true sportsman though. | made a serious effort to help this young whippersnapper through his
misunderstanding.


https://cointelegraph.com/magazine/2022/03/18/blockchain-projects-making-renewable-energy-reality

From: Dan Morehead

Sent: July 3, 2022 8:43 AM

To: 'jon.sindreu@wsj.com' <jon.sindreu@wsj.com>

Subject: I'M GOING TO QUOTE YOU IN AN INVESTOR LETTER TO 150,000 IMPORTANT INVESTORS
Jon,

I’'m going to quote you in my July investor letter.

I'd love to help you understand DeFi before | do.

Would you like to talk?

Dan

From: Dan Morehead

Sent: June 30, 2022 9:36 AM

To: jon.sindreu@wsj.com

Subject: You've Got A Factual Error in Your Article, DeFi Worked Great
Jon,

Your article is factually incorrect.

All the companies you reported on are CENTRALIZED finance companies. They are venture-backed
companies. The are not DeFi at all.

DECENTRALIZED finance protocols — like AAVE, Compound, Uniswap, MakerDAO - all worked
great. This crisis proves the opposite of your argument. It proves DeFiworks great. Way better than
centralized finance firms like BlockFi, Lehman Brothers, et al.

Happy to have a call if you want to really understand what’s going on.
All the best,

Dan

DAN MOREHEAD
CEO

T: 650 854 7001 EA: 650 854 7003

PANTERA

To quote from Cool Hand Luke (starring Paul Newman, 1967), “Some men, you just can't reach.”
DEFI IS SUPERIOR

The most elegant proof of the superiority of DeFi over centralized finance/banking is in head-to-head
competition. Centralized finance companies like Celsius and BlockFi did business with counterparties who
then invested funds in DeFi protocols. What happened is profound.

The centralized finance companies were forced by smart contracts to pay back the DeFi protocols.

In fact, you could say that DeFi, due to its discipline for over-collateralization, protects you from CeFi.
Celsius was forced to prioritize , Aave, and
Compound to prevent its collateral from being liquidated. There is no ability to “re-structure”/renege
on smart contracts. In DeFi “a deal is a deal” - you can'’t back out.

All centralized finance companies are forced by smart contracts to pay back the DeFi protocols. On
the flip side, centralized finance companies can lie to and then ghost their own clients.

For example, even as of this week Voyager explicitly advertised that their client's deposits were FDIC
guaranteed - when the FDIC obviously only guarantees member banks that fail. They certainly don't bail out
the business losses of a bank’s customer, like Voyager.

“In the rare event your USD funds are compromised due to the company or our banking partner’s
failure, you are guaranteed a full reimbursement (up to $250,000).”

— Voyager Website, 2019

“Your USD is held by our banking partner, Metropolitan Commercial Bank, which is FDIC insured,
so the cash you hold with Voyager is protected.”

— Still on Voyager Website, July 12, 2022

The failed centralized finance companies have gone silent to their customers. Unfortunately, their customers
are unlikely to recover their money.

DeFi never does. Customers can monitor the protocols on the blockchain and are certain that the code will
execute their transitions. Centralized finance clients have only vague website spin to believe in.

WHY DEFI IS SO IMPORTANT :: By Chia Jeng Yang, Investment Associate


https://finance.yahoo.com/finance/news/celsius-pivots-toward-paying-off-201006587.html

Of the large leading crypto lenders founded in 2017 - Aave, Compound, BlockFi, and Celsius - the DeFi
protocols have fared the best. BlockFi was essentially bailed out by FTX with a deal that provided a S400mm
line of credit and the option to buy the company at a 93% discount to their high watermark observed in the
private markets. Celsius at one point handled which is about as much as
Point72, one of the most famous hedge funds, founded by Steven Cohen in 2014, off of his 30 years of
investment experience. Celsius is now facing potential bankruptcy.

So how did DeFi work better than CeFi in this current crash?
Let’'s go back to why blockchain is useful once again.

Blockchain provides full transparency. Smart contracts provide automated rules for how specific financial
instruments and protocols should act, executed and governed by code, rather than relationships.

Blockchain’s visibility and transparency comes with accountability. DeFi applications can’t escape with the
funds, nor deploy them in strategies your retail investors did not agree to, nor favor one investor over another,
nor be under-collateralized without others knowing of it. With the blockchain, the whole world gets to track
your actions 24/7 and see every step that you take.

BlockFi Misrepresented the Level of
Risk in the BIA Investment Opportunity

22.  BlockFi made a material misrepresentation to BIA investors concerning the level of
risk in its loan portfolio. Beginning at the time of the BIA launch on March 4, 2019 and
continuing to August 31, 2021, BlockFi made a statement in multiple website posts that its
institutional loans were “typically” over-collateralized, when in fact, most institutional loans were
not. When BlockFi began offering the BIA investment, it intended to require over-collateralization
on a majority of its loans to institutional investors, but it quickly became apparent that large
institutional investors were frequently not willing to post large amounts of collateral to secure their
loans. Approximately 24% of institutional crypto asset loans made in 2019 were over-
collateralized; in 2020 approximately 16% were over-collateralized; and in 2021 (through June 30,
2021) approximately 17% were over-collateralized. As a result, BlockFi’s statement materially
overstated the degree to which it secured protection from defaults by institutional borrowers
through collateral. Through operational oversight, BlockFi's personnel failed to take steps to
update the website statement to accurately reflect the fact that most institutional loans were not
over-collateralized.

From an . DeFi lending protocols governed by smart contracts would not have
allowed this to have happened, since the rules of the loans would have been stated clearly in the smart
contract.

This transparency transcends specific DeFi applications but encompasses industry-level transparency for
the entire crypto community conducting transactions on the blockchain. Information on how various assets
and wallets are performing are completely visible to all. For example, we can use to see that
wallets that have taken out leverage to purchase Ethereum face significant liquidation pressures at S600
and S500 /ETH. For any actor operating in the market, on-chain market visibility is available to all, not just
those in the know. This increases everyone’s ability to understand what is going on in the markets.

Contrast that with the role of trust for CeFi. We are reliant on market rumors to get a sense of which crypto
lender one has deposited their assets with, is safe. There is no visibility into their balance sheet, nor the
actions they have taken with your funds, because there is absolutely no transparency with CeFi.

DeFi also relies almost exclusively on over-collateralization in lending protocols providing transparently
healthy risk management practices. This is similar to how banks issue mortgages against homes. The
strength of DeFi's current platforms is over-collateralization with the minimum collateralization ratio for most
DeFi platforms being 110-150%, representing a 60-90% loan-to-value ratio. In practice, we saw strong DeFi
protocols (MakerDAO, Compound, Aave) with much higher

DeFi's anonymity means that only those with strong risk management
practices will survive for long, and no leeway was given to relationship-based or gut-feel-based
underwriting/under-collateralized lending. CeFi did not have such on-chain discipline, conducting under-
collateralized lending to entities that they felt were good borrowers (until they were not), or for a range of
reasons that may not be financially sound. In contrast, if not explicitly allowed by the transparent smart
contract, DeFi protocols cannot undertake such backroom deals.


https://www.ft.com/content/1e65f37b-3ac3-4c18-be06-15d8c3744210
https://www.sec.gov/litigation/admin/2022/33-11029.pdf
https://messari.io/article/liquidation-distributions-the-hidden-details-of-debt?utm_source=twitter_messaricrypto&utm_medium=organic_social&utm_campaign=liquidation_distributions
https://www.bis.org/publ/bisbull57.pdf
https://www.bis.org/publ/bisbull57.pdf

DeFi players could also be relied upon to conduct their business in the same way before the crash, during
the crash, and now in their aftermath, with no pauses in withdrawals or requirements for emergency funding.
During the LUNA crash, for example, DEXs continued functioning as normal while some

withdrawals to the clear detriment of their users, who suffered losses as a result.

Decentralized Exchange Trading Volume
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There will be lessons learned from the crash of 2022. The strength of DeFi will be recognized and we think
that better tooling for institutions to engage with DeFi will emerge and grow in strength in the next bull cycle.

Total Value Locked in DeFi Protocols
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May 10, 2021

CENTRALIZED FINANCE VS. DECENTRALIZED FINANCE

The grip centralized finance companies have on the world’s population is waning. Power being
devolved to the people is evident in the rise of decentralized finance. Ethereum - the largest platform


https://twitter.com/BlackMandrill/status/1538924930129186821
https://twitter.com/BlackMandrill/status/1538924930129186821

for decentralized finance - is now worth more than every bank except JP Morgan Chase. At its
recent rate of growth Ethereum will overtake JP Morgan Chase by the end of the month.

Centralized Finance vs. Decentralized Finance 1)1}
2018 2021

Company/Blockchain Market Cap (bn) Company/Blockchain Market Cap (bn)
JPMorgan Chase $391

Bank of America $325 JPMorgan Chase $488
Wells Fargo $308 E i $445

eum $445

Citigroup $203 Wells Fargo $192
Banco Santander S$116 Citigroup $157
\"E’t‘hereum‘ % Goldman Sachs $126
Goldman Sachs $101 Banco Santander $68
Credit Suisse $48 Polkadot $37
Deutsche Bank $39 Deutsche Bank $29
sisie Credit Suisse $25
Polkadot $0.5

February 10, 2021
GAMESTOP & DECENTRALIZED FINANCE (DEFI) — BY JOEY KRUG

| love the recent GameStop story that’s been all over the news. For those who haven'’t seen it, the
short version is that Michael Burry (the Big Short guy) and the founder of Chewy (the online pet store
company) took activist positions in GameStop earlier last year. So did a handful of Redditors, namely
one guy named “Deep!@#S%&!Value” (you can take a guess), who's been holding the position for a
couple of years (he’d been buying call options on it).

Fast forward to January this year, and a ton of prominent hedge funds are short GameStop to the
tune of about 140% of its float. You can see where this is going; GameStop was undoubtedly a
company that was fading into irrelevance for a while. Still, it wasn’t going to zero in 2020 or 2021
based on their balance sheet. Many retail traders on WallStreetBets figured out that if they bought
calls, hedging would push the price up, putting pressure on shorts and triggering cascading margin
calls. It ended up causing a hedge fund called Melvin Capital to lose over 50% in one month. A lot
of similar dynamics exist in cascading liquidations on crypto exchanges, which cause rapid price
movements. It's one of the reasons when we take risk-off, we usually do it by going to cash versus
opening a short position. Crypto is so nascent and volatile it's more like shorting GameStop if you
were to outright short something. It has a high blowup risk vs. selling to cash or buying puts to hedge.
Shorting quantitatively is something we will do as your risk is very different trading hourly vs.
discretionarily, where something can blowup overnight if you're holding a short position. The risk-
reward isn’t there yet.

There’s a lot of other exciting dynamics surrounding GameStop here. | boil it down to three different
things | think are notable. People on the internet can and are finding serious alpha with a midterm
view that many of Wall Street’s best hedge funds didn’t capture. These users realized that shorting
a stock when the company is already super beat up/oversold and has enough cash to keep kicking
for a while is extremely risky. The equity behaves almost like a call option in these scenarios.



The second is that people realized that since over 100% of the float was short, they could merely
squeeze the shorts by buying the stock. Those who remember the Icahn vs. Ackman Herbalife battle
can see the resemblance here. However, on steroids, given the massive short interest here and the
gigantic wave of retail buyers. To give you an idea, over *fifty percent* of Robinhood’s users were
long GameStop, which is just super wild, and | think more than any other stock on the platform by
far. People started piling in because they realized it was squeezing the funds who were short. Many
users bought the stock, even knowing they'd eventually lose money as a way to “stick it to the man”
because they feel like the financial system is rigged.

The third element is that brokers started limiting buys of the stock due to clearinghouses requiring
more collateral to be posted. These increases were over ten times the typical collateral needed due
to changes in value at risk due to the insanely high volatility of GameStop stock. This collateral needs
to be posted mostly as an artifact of the existing system where the trade isn't the settlement and
settlement takes two days to occur. While a centralized database could fix this problem, there’s a
massive coordination problem here and many misaligned incentive issues that make it seem unlikely
that it'll happen anytime soon, if ever in the traditional system.

What's interesting here to me is that there is a massive overlap between the decentralized finance
[DeFi] ecosystem and these themes. Since all of DeFi is open, anyone in the community can (and
people do) share their views on where they believe alpha lies in the market. This chatter is
widespread across Twitter, Reddit, and Discord groups across the cryptocurrency space. Sure, most
of it is noise and has no edge, but someone posts something with an immense edge with a well
thought out investment thesis once in a while.

The great thing about DeFi is that it's global, has relatively low fees (once Ethereum scales), few
intermediaries, transparent fair rules for everyone, and the trade is the settlement. It gets rid of the
rigged system and replaces it with a shared public infrastructure that cannot be rigged. No broker
can ratchet up collateral requirements because there is no gatekeeper broker. The clearinghouse is
just a smart contract. Since everything is automated and happens via smart contracts, a trade either
happens or it doesn’t. There is not + 2 days, but instead “trade intent” + 30 seconds. Once your trade
gets confirmed on Ethereum, it’s final, and that’s it. And since these systems are global, anyone can
access them anywhere in the world; it just takes a smartphone or computer and some
cryptocurrency. The advent of DeFi mitigates the main problems and rigged parts of the system
these Redditors were frustrated with.

When you use DeFi, you'll realize finance is never going back. The moment | internalized that this
was for sure the way the future is going was in 2020. This may surprise some people, given that I've
been building in the DeFi space since 2014. But | was 90% confident for a very long time, and it
wasn't until last year when | became 99.9% convinced that DeFi is the future of finance. | wanted to
trade from one asset into another. | had one cryptocurrency that was a token on Ethereum. | needed
dollars to send to an OTC desk to get me a cryptocurrency from an exchange that didn’t trade in
the US market. | used a decentralized exchange aggregator (a site that routes your order across
dozens of decentralized token exchanges and gets you the best price) and traded that first token
for USDC. The price | got was better than any OTC desk quoted me for the same trade. Ordinarily, |
would’'ve had to send it to a centralized exchange first, wait a while, trade it, and withdraw the USDC,
which usually retakes a bit. Once | had the USDC, | sent the USDC to an OTC desk (at about 2 AM,
when the banking system would’ve been closed). The OTC desk bought me the new token and then
sent it to my wallet for that blockchain a few hours later.

So what just happened there is insanely cool. I'd have to sell the initial position in traditional finance,
withdraw dollars after waiting for settlement, and wait for the wire to process (so three days so far).
Then the foreign OTC desk could buy me the asset | needed. And I'd probably pay a fair amount of
fees along the way too. And | certainly couldn’t have done it at 2 AM because nothing would've been
open (neither my bank nor the market). Crypto markets trade 24/7.



Just the other night, | was getting indicative quotes on a 1000 ETH trade, and decentralized exchange
aggregators offered lower slippage than Coinbase Prime. This feels like a watershed moment for the
DeFi space. Not only is it a better system in theory, but it is also actually starting to become more
useful to crypto users than other centralized systems. Companies like Coinbase will always help
onboarding users to crypto from fiat/USD. Still, for crypto to crypto and stable coins <> crypto, DEXes
will begin to dominate.

Ethereum is the asset at the forefront of all of this. Even after its recent run-up, it still trades at a P/S
ratio of 40x, which will become earnings for ETH stakers when value switches to Ethereum 2.0.
Revenue on Ethereum has grown over 400x since January 2020. It's an insanely cheap asset
compared to anything else in the public markets with that kind of growth relative to its revenue
multiple. It's not entirely crazy to see Ethereum being able to 5-10x from here, especially when
compared to traditional equities markets. Ethereum is the base layer of this new open financial
system. The vast majority of the value in that system is transacting on top of smart contracts written
on Ethereum. The net present value of the global settlement layer’s transaction fees for all of finance
is a considerable number. We have positioned the Pantera Liquid Token Fund around the
opportunities surrounding decentralized finance and the Ethereum ecosystem for all the reasons
above.

The fund was up 98% in January versus BTC up 15%. We think that similar to the last cycle, Bitcoin
dominance (BTC's percent of overall market cap in the space) will eventually go down into the forties
again. In our view, the primary beneficiaries are likely to be Ethereum and Ethereum based
decentralized finance assets, as well as eventually DeFi assets on other chains like Polkadot later
in the year. This outperformance so far has mainly been due to our positioning surrounding DeFi (and
some due to catching an opportune time to take some risk off after BTC hit S40k). These significant
innovations we talked about above are only *4%* of the total cryptocurrency market cap. By the end
of this cycle, we think they could potentially be 20%, or a relative outperformance of 5x.

On top of that, these assets’ underlying fundamentals should grow proportionate to the price of ETH.
As ETH goes up, total value locked and volumes go up, which increases revenues, which increases
the prices of these DeFi assets. As the market gains confidence that DeFi is here to stay and isn't a
fad, multiples will go up too, and things will begin to be valued by price/revenue/growth in DeFi. |
think muiltiples could expand 4-5x across the board from here. As the protocols get more liquidity
and their valuations go up, they also become more useful. There's a massive recursive reflexive
positive cycle of reinforcement here that leads us to believe DeFi is the best opportunity in the crypto
space since Bitcoin and Ether themselves.

DECENTRALIZED FINANCE (DEFI)

As we wrote in our January investor letter, we're very bullish on Ethereum. We're even more bullish
on the DeFi projects built on top Ethereum and Polkadot.

The non-bitcoin+ethereum market share has grown from 16% to 23% in the past 4 weeks. Watch
this space. That's where the largest gains are likely to be.

Pantera Liquid Token fund is currently long 68% non-bitcoin+ethereum.
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DECENTRALIZED FINANCE GROWTH METRICS

Decentralized exchange volume is beginning to take off. Total trading volume across DEXes
surpassed S60bn in January 2021,

Pantera has positions in these decentralized exchanges:

e Ox
e Injective
e linch

e PowerTrade
e Balancer

e SushiSwap
e DODO

e Uniswap
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In parallel, the total value locked in DeFi protocols is continuing to rise. As of February 5th, the amount
of value in DeFi was around S35bn. At the same time last year, it was just about S1bn in total.

Value Locked in Decentralized Finance m
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January 14, 2021
WHY ETHEREUM IS UNDERVALUED - BY JOEY KRUG

Ethereum is the leading asset in the cryptocurrency space for developers who want to write smart
contracts and decentralized finance (DeFi) applications. It's the base money collateral for this new
financial system. On Ethereum, DeFi has grown from S1bn in Jan 2020 to $16bn in Jan 2021, has more
fees paid than Bitcoin, trades at an implied P/E multiple of 79, is down 14% from its all-time high, and
we believe is undervalued on a relative basis to Bitcoin. Especially when we see Bitcoin’s share of
the overall market above 70%, which tends to be the higher end of its range in recent years.

When Ethereum launched in 2015, it was easy to write off as an inflationary cryptocurrency with an
economic model inferior to Bitcoin’s, but this missed the forest for the trees. Ethereum’s launch was
a watershed moment in finance and enabled for the first-time financial contracts without requiring a
trusted third party to engage in a financial transaction. Bitcoin did this for digital gold/wealth storage,
but Ethereum is doing it for finance. This new parallel system in the long run will be more globally-
accessible, cheaper, and enable rapid experimentation on the level that the internet saw with
information consumption, but this time for financial markets. With Ethereum, anyone can participate
in or even create a new financial market in a few clicks. You can take out a loan at 3am on a
Saturday night if you want, and pay it back the following Sunday. Instead of needing an exchange
or OTC desk, you can swap from one asset to another using sites like and , and often
get a better price. And you can send someone digital dollars 24x7x365 in 30 to 60 seconds, and
they actually receive it in that timeframe too.

Like most revolutionary new technologies, it's often hard to use, seems complicated, and many of
the use cases feel like toy use cases. Is the future of finance really going to have things like Sushi
(a Japanese-themed decentralized exchange) as core components of it? Maybe, maybe not, but
does it really sound that much crazier than the term NASDAQ (National Association of Securities
Dealers Automated Quotations)? Not really. Ethereum will be useful initially to practically no one
beyond its investors (2015-16), then to people within crypto as a fun toy (2017-18), and now we're in


https://1inch.exchange/
https://matcha.xyz/

the era of Ethereum actually being very useful and having found product market fit for people within
crypto (2019-21). Over the course of this year, | believe this growth will continue and Ethereum will
provide even more value for crypto users as a platform for decentralized exchanges (DEX’s), lending
protocols, synthetic asset trading protocols, etc.

This product-market fit is very real, exchanges on Ethereum have grown over 100x in the last year,
and the same is true for lending. Ethereum itself now has more daily transaction fees than Bitcoin.
Ethereum as an asset gives exposure to all of these developments, since Ethereum will receive
transaction fees when staked after Ethereum finishes the migration to Ethereum 2.0. On top of that,
Ethereum is used as collateral in many of these DeFi applications (Ethereum collateral is the
mechanism by which Dai, a stablecoin pegged to the USD, is issued, as an example).

DEX Trading Volume Growth
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Ethereum is also used to pay transaction fees by users (and at some point there’s a plan to burn
some transaction fees too). Long run, Ethereum could potentially even be a deflationary asset that
earns fee revenue, is used as collateral, and is used to pay fees. Each of these properties alone
make it a fascinating asset from an investment standpoint, but combined they make it unlike anything
else in the market. The implied P/E multiple based on current transaction fees is about 79, and for
something where underlying usage is growing 25x (total value in DeFi) — 100x (DEX'’s) year over
year, that feels incredibly low compared to assets in the equities markets.

Ethereum is currently down 37% from its all-time high and we believe undervalued on a relative basis
to Bitcoin (not that they should be compared that much, as digital gold and DeFi are two different
things), but still we’re overweight Ethereum. Bitcoin dominance has been hitting above 70% recently,
which tends to be at the higher end of its range in recent years, and as the bull market continues,
we think people will take some of their Bitcoin gains and roll them into Ethereum. In addition, once
CME ETH futures launch, it legitimizes Ethereum as something institutional investors can own, and
it's actually a fairly easy bucket for them to allocate to (it fits in their tech disruption buckets). And
as more and more holders stake their ETH in Ethereum 2.0, that locks up Ethereum, which means
less sell pressure on the price. These two things, combined with the fundamentals and historically
low valuation relative to Bitcoin, should provide a lot of positive pressure on Ethereum’s price in 2021,
and for that reason we're very bullish on Ethereum.

March 16, 2021



WHY ETHEREUM IS UNDERVALUED WITH JOE LUBIN

Last month’s thematic call was a very special one, Why Ethereum Is Undervalued, with Ethereum
co-founder Joe Lubin. Joe and | went to Princeton together — the ecosystems have evolved a great
deal since then.

Despite Ethereum being close to its all-time high, we believe both it and DeFi assets built on top are
undervalued relative to their long-term potential.

Below are some highlights from the conversation. You can watch the full episode
at .

Q. Can you tell us a little about why Ether has value and what its role in the Ethereum network
is?

Joe Lubin: “The main reason that Bitcoin and Ether and other cryptocurrencies have had value early
on, is that they represent a store of value or a means of payment. A very speculative context as
these systems are still quite young; however, these massive value propositions are materializing
now and certainly going to grow.

Ether is being used to power programs and to store data — but it's also being used to stake. There
are millions of Ether being locked up on Ethereum 1.0, and for the Ethereum 2.0 Beacon Chain. It's
being used in pretty enormous quantities around 2.0. It's about five times larger in terms of dollar
value of fees, compared to Bitcoin, on a daily basis. | think there're approximately $27,000,000 in
fees being generated each day. The top three applications on Ethereum equal all the fees that are
generated on Bitcoin.

Finally, Ethereum 1559 is coming — a protocol that will enable a much more effective fee structure,
that will have better scalability and availability. You'll be able to pay a fee to make sure that your
transaction gets into a block pretty quickly and that’s going to have a side effect of burning Ether.
The narrative that Ether’'s monetary base is uncapped is probably going to go away -it will give quasi
stable equilibrium most likely or deflationary.”

Q. Of the consumer-use cases being built on Ethereum right now, what ones are you most
excited about?

Joe Lubin: “I'm really excited about DeFi. DeFi is just an astonishing innovation. The web and internet
protocols represent the democratization of access to information globally, the ability to publish
information, the ability to engage in e-commerce, the ability to engage in social networks. That sort
of power of democratization is being brought to the financial infrastructure. The financial
infrastructure hasn’t really been changed that much by the internet until recently.

“Real deep infrastructure changes are now possible because we're creating money on decentralized
protocols — whether it's stablecoins, bitcoin, central bank digital currencies. We're creating these
financial protocols that act together like Legos for lending, borrowing, insurance, equity issuance,
bond issuance, automated portfolio management and so many more use cases. This financial
infrastructure is being built by innovators, it's being built by technologists and entrepreneurs and it's
enabling use cases like flash loans that are astonishing, use cases that were never really thought
possible before.

“I'm confident that discussions with regulators in different countries is going to bring in tremendous
value creation. We're moving from an analog and friction-filled society to a natively digital society,
and that’s going to enable us to squeeze all the frictions and delays out of our economies, and drive
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tremendous value. DeFi is going to enable the world to re-architect its systems again because it
needs that financial encryption structure to sit on.

“Another incredibly exciting use case, that is possibly going to be bigger than DeFi commercially, is
NFTs (non-fungible tokens). NFT's are basically creating digital representations or just gain some
ownership for lots of different things in the world, whether they’re natively digital, like digital art or
music, or whether they represent physical objects.

“NFT’s are a part of DeFi. They will implicate DeFi in some use cases, but are also just going to be
relevant to so many more people. There are going to be so many use cases in art and music —
people like collecting things and organizing things as a species.”

Q. How do you think about the competitive landscape of Ethereum competitors — projects like
Polkadot — how do you think they fit in?

Joe Lubin: “There have been so many Ethereum killers over the years and there really was no
competition for a very long time, but now there’s some good projects that are emerging and gaining
some solid traction. These projects are still very immature. They still have tiny ecosystems in
comparison to Ethereum. They don’t have a great developer experience. They have minimal
infrastructure. But | think they’re playing an important role. Ethereum is doing astonishingly well, but
it is experiencing lots of growing pains. These are good pains to experience rather than the kind of
pain that you might experience if you build something that you think is cool and nobody else thinks
it's cool. Growing pains, combined with real desire to utilize a system, bring lots of capital into the
context and humans are really good at what they think is valuable. Ethereum has a lot of scalability
projects underway, some of them coming online.”

Q. Ethereum as an asset class for institutions and potentially even corporations. | think we're
starting to see that narrative this year with Bitcoin, where institutions are coming into our funds
looking to get exposure to even Bitcoin specifically. And then of course, MicroStrategy and
Tesla are seeing Bitcoin as a way to store value from their treasury. Do you sort of see the
same for Ethereum and what does that look like in terms of the timeline?

Joe Lubin: “Things are really heating up on the enterprise front. We have entities like PayPal making
use of digital assets, cryptocurrencies. Michael Saylor has done an amazing job of researching how
one might line their treasury with Bitcoin, laying out all of the thinking, strategies, and procedures to
enable organizations to do that. All of that is applicable to Ethereum and we've been talking about it
internally — how we might present a much more compelling case for organizations to hold some
Ether.

“It has all the benefits of holding Bitcoin on your balance sheet but is also much more functional than
Bitcoin. Yes, it's still the Wild West, and yes, these systems are still sharp around the edges, but the
potential is just so awesome that many will come very soon. | expect lots of enterprises will be using
Ethereum and DeFi over the next 12 months.”

Q. What sort of hurdles do you see, that Ethereum needs to achieve, and even more specifically,
maybe even touching upon some of the regulatory hurdles for Ethereum going forward too?

Joe Lubin: “Usability, scalability, and regulatory certainty. Corporations don’t do well in environments
of uncertainty and especially regulatory uncertainty. The issues on the security side, | think, have
been significantly addressed. Some might argue with that, but, I'm reasonably comfortable with the
approach as we understand it at ConsenSys — we can issue tokens that we believe are utility tokens,
with a clear expression on what they can do and what they can’t do. It should be about utilization
rather than speculation. Utility tokens aren’t seen as securities. The Office of the Comptroller of the
Currency did our industry a couple of solids recently in writing a letter indicating that financial
institutions like banks can custody digital assets, like cryptocurrencies. More recently, they indicated



that the same institutions can use the DeFi rails. They can use Bitcoin rails, Ethereum rails, run nodes,
and transact on things like stablecoins — a pretty good opening.

“Gary Gensler, the new head of the SEC, is very well acquainted with the technology and so | don't
anticipate difficult regulatory hurdles going forward. Though decentralized finance is going to be
really interesting.

“I think it will be incumbent on the developers of decentralized finance protocols to understand the
law well with their legal counsel and to build protocols that enable them to operate without incumbent
laws.

“Scalability is being addressed — we're going to see lots of applications making use of layer 2
technology. Usability is also getting addressed — our wallet system, MetaMask, has 1.6 million
monthly active users. We're focusing on usability for the consumer and it’s starting to make a real
impact.”

BEST-PERFORMING CURRENCY

There are over 200 paper currencies on Earth. We've limited the cryptocurrencies to just the top
five.

Even with that, a cryptocurrency has been the best-performing currency nine of the past eleven
years.

In the era of unlimited money printing, paper money is no bueno.

Currency Performance
+460%
+85%
+3%
+32,204%
+773%

+38%
+0%
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