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Ethereum merge watch

Markets are in prickly territory a few weeks
away from Ethereum’s move to Proof-of-
Stake (PoS). The move away from Proof-of-
Work (PoW) is seen as the network’s largest
upgrade that slashes daily mining rewards
from around 13k ETH a day to zero. With less
selling pressure coming from miners, the
assumption is bullish for the world’s largest
smart contract protocol.

Add to the fact that lending rates have
increased substantially, funding rates are flat,
and with future premiums being negative,
short investors might believe that markets
will drop heavily.

They might not be wrong though. 'The
Merge’, expected to take place in mid-
September, would align with the two-month
anniversary of Ethereum'’s drop to $879.
Within less than a month, the cryptocurrency
rallied to over $2000, more than double.
Bitcoin saw an increase of 43% over the
same period.

Are we perhaps already in the middle of the
‘sell the news’ stage? With ETH2.0 staking
rates at 10%, traders could still be long ETH
raking in good yield but taking that short bet
in the meantime however costly.

HVB partner with MakerDAO to
transform DAO stablecoins into
interest-yielding assets

Huntingdon Valley Bank (HVB) and The
MakerDAO Protocol(MakerDAO) pioneer the
first commercial loan participation between
a U.S. Regulated Financial Institution and the
protocols own decentralized multi-collateral
stablecoin (DAI).

This process will effectively convert a digital
currency to a real-world asset that
generates a stable yield for MakerDAO's DAI
stablecoin, whilst simultaneously providing
commercial loan funding to HVB for lending
into the Philadelphia Market Service Area.

Through this transaction DAI stable coins
were converted to US Dollars by a U.S.
regulated broker-dealer and those funds
were deposited into a Delaware Trust
Account ("DTA") for the benefit of
MakerDAO. The DTA Trustee uses these
dollars to buy loan participations from HVB
through a Master Loan Participation
Agreement (“MLPA") approved by a
successful vote of MakerDAO token holders.



MakerDAO will prefund the DTA with $100
million US Dollars converted from DAl stable
coins and is making the balance of these
funds available to HVB Lenders for future
commercial loan funding in accordance with
the MLPA.

The goal of the transaction is to allow DAl to
be supported by yield-generating
commercial assets originated through a U.S.
regulated financial institution. With the
MakerDAO program, HVB benefits by having
a stable and consistent partner to sell loan
participations. This transaction also enables
HVB to expand its lending activities in the
Greater Philadelphia area because it can now
consistently syndicate portions of new loan
originations to DTA.

The majority of the DAI collateral is in fact
Circle's USDC stablecoin which has
supported the decentralised coin to remain
close to parity.

Potential Ethereum PoW forks

With the Merge looming closer, ETH miners
are still looking to capitalise on their hardware
by forking Ethereum. There are currently two
potential forked tokens: ETHS and ETHW.

1ETH will be forked into both 1ETHS and 1
ETHW, with users being able to swap their
ETHS and ETHW into ETH at the same ratio
before the Merge upgrade happens. After the
upgrade event takes place (if successful),
ETHS will be converted into ETH at a ratio of
1:1. Whichever PoW chain has the most
hashrate will serve as the main chain of ETHW
moving forwards.

Alongside this, Bitfinex has also said that
these tokens could help users in three
different ways to prepare for the Merge. If a
consensus fails to be reached in changing the
PoW chain, ETHS will expire, and Ether will be
distributed to the ETHW holders. However, if
consensus is achieved, the ETHW will expire,
and Ether will be exchanged for EHS.

When the consensus change is successful
and a fork happens, ETHW and ETHS tokens
will be exchanged for ETH. The Ethereum
Merge is slated to happen in mid-September,
and the industry is already at the edge
because of this news. Ethereum users are still
waiting to see whether the Merge will happen
during the given timeframe by the
developers.

Bluechip NFT binary loans?

Some owners of bluechip NFTs such as Bored
Apes (BAYC) borrowed ETH against their
NFTs on liquidity protocol BendDAO. NFT
floor prices collapsed, and now a large
number of NFTs (almost 3% of the BAYC
supply) are up for liquidation auction.


https://financialit.net/news/banking/huntingdon-valley-bank-access-100m-defi-funding-through-makerdao
https://insidebitcoins.com/news/bitfinex-launches-new-split-tokens-as-ethereum-merge-nears

This is causing issues, as there seems to be a
fundamental design flaw with BendDAO.
Instead of requiring more collateral as the
NFT floor price drops, BendDAO have made
the loans binary: if the loan value is 90% of
the floor, the NFT will go straight to auction.
This could potentially lead to fire sales and a
negative feedback loop that further
depresses the floor price.

Tornado Cash OFAC
censorship resistance

With Tornado Cash being sanctioned on the
8th of August, there has been large
discussions around censorship resistance at
the validator set level. Validators verify
transactions that get recorded on each
block. Validators are effectively the
gatekeepers of the entire blockchain.

Well over half of Ethereum validators seem
to be centralised exchanges and entities
such as LIDO, which would comply with any
OFAC requirements. The alternative to
complying is to shut down their very
lucrative staking business, as Coinbase
suggested it might.

What if OFAC one day tells validators to
censor certain transactions from
addresses that interacted with a
protocol they don't like? Is the US
government effectively controlling
Ethereum usage?

Bear in mind, that while this is a direct risk of
control, other cryptocurrencies and digital
assets aren't immune either. Lack of privacy
across even Bitcoin could also break it from
within, for example, OFAC banning US
exchanges from interacting with Bitcoin
from a specific exchange or protocol.

This censorship effect could have a much
broader reach if it were to hit stablecoins, as
the Treasury Department also established
that all transactions in the US that involve any
Tornado Cash wallets or contracts are
prohibited unless exempted by OFAC. The
extent of the impact on DeFi from this rule
may be much harder to track, as participants
in the ecosystem do not necessarily have
control or clarity over the source of funds
received, depending on the transaction type.
It's still unclear whether the risk is binary or
based on the proportion of a given wallet's
exposure. For example, decentralized
exchange dYdX has started to flag accounts
that have immaterial amounts associated
with Tornado Cash.

According to Chainalysis, 49.6% of the
US$7.6B in ETH that Tornado Cash received
since August 2019 came from DeFi protocols,
while 17.7% came from sanctioned entities
and 10.5% from stolen funds. DeFiLlama
reports that the total value locked on
Tornado Cash as of August 11is US$434M.

It's still unclear how far the effects of these
sanctions could stretch, though they have
reignited debates about privacy and the risks
to infrastructure providers (like Infura) as well
as decentralized applications more broadly.
There are also both operational and
introspective concerns about penalizing a
protocol vs a natural person. This could make
people reconsider their obligations before
sending or transacting assets on DeFi
platforms in the future.


https://blog.chainalysis.com/reports/tornado-cash-ofac-designation-sanctions/
https://www.bloomberg.com/news/articles/2022-08-23/nft-lender-seeks-to-ease-liquidity-crisis-with-protocol-changes#xj4y7vzkg
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Disclaimer

THE INFORMATION CONTAINED WITHIN THIS COMMUNICATION IS FOR INSTITUTIONAL CLIENTS, PROFESSIONAL AND
SOPHISTICATED MARKET PARTICIPANT ONLY THE VALUE OF DIGITAL ASSETS MAY GO DOWN AND YOUR CAPITAL AND
ASSETS MAY BE AT RISK

Copper Technologies (Switzerland) AG (“Copper”) provides various digital assets services (“Crypto Asset Service") to
professional and institutional clients in accordance with the Swiss Federal Act on Financial Services (FinSa) of 15 June
2018 as amended and restated from time to time.

This material has been prepared for informational purposes only without regard to any individual investment objectives,
financial situation, or means, and Copper is not soliciting any action based upon it. This material is not to be construed as
arecommendation; or an offer to buy or sell; or the solicitation of an offer to buy or sell any security, financial product, or
instrument; or to participate in any particular trading strategy in any jurisdiction in which such an offer or solicitation, or
trading strategy would be illegal. Certain transactions, including those in digital assets, give rise to substantial risk and are
not suitable for all investors. Although this material is based upon information that Copper considers reliable, Copper
does not represent that this material is accurate, current, or complete and it should not be relied upon as such. Copper
expressly disclaims any implied warranty for the use or the results of the use of the services with respect to their
correctness, quality, accuracy, completeness, reliability, performance, timeliness, or continued availability. The fact that
Copper has made the data and services available to you constitutes neither a recommendation that you enter into a
particular transaction nor a representation that any product described herein is suitable or appropriate for you. Many of
the products described involve significant risks, and you should not enter into any transactions unless you have fully
understood all such risks and have independently determined that such transactions are appropriate for you. Any
discussion of the risks contained herein with respect to any product should not be considered to be a disclosure of all
risks or complete discussion of the risks which are mentioned. You should neither construe any of the material contained
herein as business, financial, investment, hedging, trading, legal, regulatory, tax, or accounting advice nor make this
service the primary basis for any investment decisions made by or on behalf of you, your accountants, or your managed
or fiduciary accounts, and you may want to consult your business advisor, attorney, and tax and accounting advisors
concerning any contemplated transactions.

Digital assets are considered very high risk, speculative investments and the value of digital assets can be extremely
volatile. A sophisticated, technical knowledge may be needed to fully understand the characteristics of, and the risk
associated with, particular digital assets.

While Copper is a member of the Financial Services Standard Association (VQF), a self-regulatory organization for anti-
money laundering purposes (SRO) pursuant to the Swiss Federal Act on Combating Money Laundering and Terrorist
Financing (AMLA) of 10 October 1997 as amended and restated from time to time. Business conducted by us in
connection with the Crypto Asset Service is not covered by the Swiss depositor protection scheme (Einlagensicherung)
or the Financial Services Compensation Scheme and you will not be eligible to refer any complaint relating to the Crypto
Asset Service to the Swiss Banking Ombudsman.

It is your responsibility to comply with any rules and regulations applicable to you in your country of residence,
incorporation, or registered office and/or country from which you access the Crypto Asset Service, as applicable.
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