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Introduction

In this edition of the Digital Investor, we take a look at the state of the Bitcoin and Ethereum
network. Its focus is a financial model analysis of the Ethereum ecosystem which is presented
towards the end.

We look at Bitcoin’s on-chain activity, perceived reliability as a store of value and recent
market fluctuations owing to activity of wallets linked with the now-defunct crypto exchange
Mt. Gox. Right after, we look at the state of the Ethereum network and what lies ahead for the
leading layer one blockchain.

Finally, we move to a financial model for the Ether token. The model offers a comprehensive
overview of Ethereum’s value flow and uses a different approach to understand the growth
potential of the ecosystem using the primary drivers of the ETH token without any intention
of calculating the fair price of the token. The intention is to check, keeping in mind the future
roadmap and speculative upgrades, whether Ethereum could grow as an ecosystem at a
conservative pace.




Bitcoin is being used as a flight
to safety amidst macroeconomic
uncertainty.

The network’s activity is at an
all-time high with increasing daily
transaction volume and hash rate.

Ethereum’s Shanghai upgrade last
month went smoothly and the net-
work is getting geared up for the
next two - Cancun, and Deneb.

A financial model was built for
Ethereum using a different
approach - the Country model.

Based on the model, Ethereum
looks strong which reflects in the
robust growth forecasts for the
future.

Ethereum - Self: Engine: A Fil ial Model

Bitcoin

Bitcoin is being perceived as a reliable store of value. During times of macroenvironmental
uncertainty, investors have off late used Bitcoin as a flight to safety. This was evident during
the collapse of Silicon Valley Bank (SVB) and Signature Bank when investors bought BTC (and
some Ether too) in exchange for their stablecoin and other altcoin holdings. At the time, even
Binance, the largest cryptocurrency exchange, announced that their Industry Recovery Fund
would mostly be held in Bitcoin. This show of confidence in the leading crypto asset led to a
rally in its price with the currency touching the psychologically key level of USD 30K. It then
went through a cooldown period. Earlier last week, there were rumours that wallets linked to
the defunct crypto exchange Mt. Gox and the United States government were making trans-
actions. Bitcoin’s price soon dropped 8% as the market felt that the sudden blip in activity
of long-dormant wallets would be followed by them selling. While the asset still remains vol-
atile, onchain activity is significantly higher than the better part of the past twelve months.
Transactions are currently at an all-time high. Hashrate too has been on a commendable run
touching its all-time high earlier last month.

Figure 1: Bitcoin Onchain Activity
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Ethereum

The Ethereum network recently underwent a hiccup-free Shapella upgrade. It went smoothly
with on-chain data showing improved strength for ETH. Ratio of free to staked ETH is the
same as before the upgrade. Cancun and Deneb - the next upgrades to the Execution layer
and Consensus layer respectively, are in progress. The first implementation of multi-client
devnets for the network are expected in early October this year.
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A Financial Model for Ethereum
What is Ether (Token)?

Crypto is simple but complex. Ethereum is complex - it displays the properties of all three
super asset classes: Capital asset, Consumable/Transformable asset, and Store of value
or money asset. Therefore, a simple DCF or a Relative valuation is insufficient in valuing
Ethereum. This is because for a relative valuation, for example, we need to find and compare
the closest peers. Ethereum is one of a kind, and we can compare it with other blockchains
that mostly came after it, or we can compare it with traditional world stocks such as VISA.
To compare in relative valuation, we will have to use a lot of assumptions. For example, in the
case of comparison with another blockchain, whether the blockchain is performing fairly/is
stable in close to market efficient conditions, or when comparing with VISA, the business of
taking cuts (fees) on transactions or nuances like a very high transaction per second (TPS)
of VISA is closest to Ethereum which is not the case. Using relative valuation, when investing
in a project as a venture capital or a private equity firm, we can take the hint of valuation
because it is all about who pays more for the same equity.

A brief about ETH falling into the three super asset classes:

» ETH as a Capital Asset: ETH produces cash flow received by validators/block producers
via staking (holding the native token ETH).

»  ETH as a Consumable/Transformable asset: Gas is paid in ETH to use the Ethereum
services. The higher the demand, higher is the consumption of the token.

» ETH as a Store of value asset: ETH is showing signs of retaining purchasing power like
any other store of value asset. Purchasing power increases with an increase in scarcity
or demand for the asset.

One of the implied conjectures to understand Ethereum given by Justin Drake and also other
public platforms use is :

1) Profit = Fees - Issuance
or
2) Profit = Burn - Issuance

The equations above need to provide the best fit to understand system architecture. After
Proof-of-stake (PoS) is introduced in the Ethereum network, holders of the token have an
equal right to receive the rewards with validators (also holders of the tokens), unlike Proof-
or-work (PoW), where miners are rewarded, and token holders have no right to the rewards.
Expense is redistributed from token holders to validators in PoS. In PoS, ETH issuance to val-
idators is at the expense of other token holders. If any other type of issuance is introduced,
such as incentive programs, then the comparison of PoW to PoS could be apple to apple,
unlike now.



https://twitter.com/drakefjustin/status/1431735094587404292
https://tokenterminal.com/terminal/projects/ethereum/financial-statement
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The Country Model

If we ask yourself “What is the valuation of our country?”, the first thing that pops up in our
mind is the total value of everything the country produces, aka its Gross Domestic Product
(GDP). When we try to find the country's worth, we measure it relative to the GDP and its
growth rate, not the present value of something the country might produce five years down
the line.

Similarly, the best attempt to understand the value of Ethereum would be to value every-
thing it produces. The two ways to approach this would be finding the value of all the scaling
solutions, like dApps & rollups, at a given time and understanding the growth of each or find-
ing what Ethereum is earning from its services. The latter is easier and more reliable. This is
because if we try to find the value of solutions built on top of Ethereum, the number of
assumptions taken would look like a Merkle tree and still be far away from the real value.

Ethereum earns revenue for providing its services. The number of assumptions to approxi-
mate revenue are few, and it is also directly related to the quality of data available. However,
one can question whether the reasoning behind these assumptions might be less justified.
If we use a historical approach with bottom-up assumptions taken at conservative levels, it
will land us, if not close to the real value, with a much clear view of the growth potential of
the ecosystem.

The Revenue Approach

What do the basics tell us when trying to find revenue? We need to understand the revenue
drivers. In the case of Ethereum, the primary drivers that bring value to ETH are transaction
fees, token issuance, and MEV opportunities for Maximum Extractable Value. Let us under-
stand each of these components separately since they would help us understand the model
in one go and how the Ethereum ecosystem works in the simplest possible way.

Transaction fees

Ethereum’s current pricing mechanism follows EIP-1599. It is a transaction pricing mecha-
nism that includes a fixed fee per block, called a Base fee, that is burned and dynamically
controls block size within set gas limits to deal with temporary congestion. The current gas
limit for the block is 30 million with a target of keeping at 50%, i.e., 15 million gas per block.
Gas is the measurement of the network’s resources used.

Currently, the network has only one gas limit and one fee market. It means irrespective of the
services you use, whether a Decentralised Exchange (DEX) or a rollup, you will compete in the
same market, which sometimes means a congested network. Moving forward, after EIP-4844
is implemented, another layer called Data Availability (DA) will be used for “data blobs” -
instead of calldata. DA layer will have its gas limit per block and its fee market. You can find
a detailed explanation of the DA layer here.

Let us have a brief look at the Base and Priority fees:

- Base Fee: It acts as a reserve price for anyone eligible for block inclusion. The offered
price per gas must be at least equal to the base fee. The base fee depends on previous
blocks in line instead of the current block and is burned once the block is mined. The
base fee increases by a maximum of 12.5% per block to maintain the block size.

= Priority fee: It precisely resembles a tip for the services used. As mentioned above, the
base fee is burned, meaning validators have no incentives to include your transaction
in the block. Whether they validate or not, they will receive the same block reward. A
small tip is expected to include your transaction in the block, and you can pay more to
execute your transaction before others.



https://eips.ethereum.org/EIPS/eip-1559
https://eips.ethereum.org/EIPS/eip-4844
https://ethereum.org/en/developers/docs/data-availability/#data-availability-and-layer-2-rollups
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Issuance

Ethereum mints new ETH for each block to pay the validators. It is the incentive the network
provides to the validators to secure the network in exchange for staking your ETH. Issuance is
stable and low. The higher the staked amount of ETH or the greater number of validators, the
higher the issuance. Issuance rate slows, i.e., yield per validator decreases with an increase
in the number of validators. You can find the relation in the chart below:

Figure 2: Ethereum Issuance
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Maximal Extractable Value (MEV)

It is the maximum value that can be extracted from block production in addition to the block
reward and gas fee by controlling the order of the transactions in the block. MEV accrues
to the validators as they handle the execution of the MEV opportunity and by other network
participants called “searchers”. Searchers run algorithms to find profitable MEV opportuni-
ties on the blockchain and use bots to submit those profitable transactions to the network. In
exchange for quick inclusion of the transaction in the block, Searchers pay higher gas fees,
MEV, to the validators.

Although priority fees paid by the network users also contain a part of the MEV. The higher
the tip, the higher the chance of including a transaction in the block and, as a result, more
profit for the validator. We will leave further detailed discussion of the MEV for another time.
Until then, you can find the doc on MEV here for the curious ones out there.

Model Completion

Now, we understand how the value flows in the Ethereum network. We can implement the
model to its completion. The model tries to project the revenue for the next three years.
| have divided the model as per flow: Validator yield via issuance, Execution layer revenue
via Base fee, Priority fee, and MEV using MEV boost as the data input and proxy for MEV
revenue, and finally, the revenue generated in the Data Availability layer via base fee and
priority fee.

Projected revenue works on the assumptions keeping upcoming upgrades in mind, such as
Proto danksharding (EIP-4844). MEV burn, Enshrined rollups, single slot finality, and a
few other upgrades are in line, but the research is still ongoing, and the expected
timeline is unclear. MEV opportunities in the DA layer are also not considered as it will be
too much of an assumption as we have yet to be aware of the working. The fee mechanism
for the base fee is also tested only under simulations; you can find the fee market
analysis here. Since the base fee and priority fee were enough to reflect the revenue
growth, we can leave the incorporation of MEV and other revenue possibilities after the
upgrade is implemented and runs successfully for some time.



https://www.eip4844.com/
https://ethresear.ch/t/eip-4844-fee-market-analysis/15078
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Staking return

We assume that the number of validators grows at its historical growth rate and that it
stabilizes to block growth rate over time to keep the yield per validator attractive. The time-
line assumed for growth stabilization is two years. However, it will further depend on the net-
work’s upgrades, but the staking return will look almost the same irrespective of the timeline.
We can find the relation between the yield and validators over time.

Figure 3: Staking return (APR) and Number of Validators
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Execution layer

In this component, the base fee reflects historical data, and the priority fee, for simplicity, is
kept constant at the average priority fee paid over the past few months. The base fee is cal-
culated on gas used, keeping 50% block utilization as the target. MEV blocks produced are
also taken based on the long-time average block percentage of the total blocks produced,
and MEV gas utilization is kept fixed based on the share MEV of the block value over the past
14 days. Deviation from the percentages used is minimal over time, as the historical data
attests. You can find the MEV boost dashboard here.

Figure 4: Revenue (ETH)
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https://mevboost.pics/
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Data Availability (DA) layer

DA layer also generates revenue via base and priority fees in this model. We take incremental
blob bytes to arrive at the total revenue. Proto-Danksharding introduces data blobs that can
be sent and attached to the block. Blob carrying transaction is similar to a regular transac-
tion except that it carries an extra piece of data called a blob. Blobs are measured in bytes.
The target size of the throughput is 4 blobs, i.e., 0.5 MB, with a limit of 1 MB. The current
average block size is 90kb.

Incremental blob bytes measure the gas in the form of bytes, so it calculates over the current
block size (90kb) till the target of 4 blobs is achieved.

Finally, the revenue from transactions is the sum of individual components of the Execution
and DA layer. Also, the increasing total validator revenue shows growing network security.
The higher the revenue, the higher the incentive for validators to participate in the network
and, ultimately, the higher the security of the network.

The supply curve also points in the direction of net deflationary hence more demand for the
token with time.

Figure 5: Ethereum Supply Curve
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Conclusion

There are a lot of other possibilities to introduce in this model, which could paint for us a
more accurate picture but simultaneously make the model more complex. However, as
mentioned before, this model helps us understand the Ethereum network’s growth poten-
tial with an understanding of the ETH value flow. It helps understand the growth potential
of the ecosystem irrespective of the dollar value. Based on the above findings and the
fundamental understanding, Ethereum looks very strong and reflects robust growth in the
future.
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Disclaimer

This document has been prepared by SEBA Bank AG (“SEBA”) in Switzerland. SEBA is a Swiss bank and securities dealer with its Head Office and legal domicile in Switzerland. It is authorized
and regulated by the Swiss Financial Market Supervisory Authority (FINMA). This document is published solely for information purposes; it is not an advertisement nor is it a solicitation or
an offer to buy or sell any financial investment or to participate in any particular investment strategy. It is not directed to, or intended for distribution to or use by, any person or entity who
is a citizen or resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or would
subject SEBA to any registration or licensing requirement within such jurisdiction.

No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained in this document, except with
respect to information concerning SEBA. The information is not intended to be a complete statement or summary of the financial investments, markets or developments referred to in the
document. SEBA does not undertake to update or keep current the information. Any statements contained in this document attributed to a third party represent SEBA's interpretation of the
data, information and/or opinions provided by that third party either publicly or through a subscription service, and such use and interpretation have not been reviewed by the third party.

Any prices stated in this document are for information purposes only and do not represent valuations for individual investments. There is no representation that any transaction can or
could have been effected at those prices, and any prices do not necessarily reflect SEBA’s internal books and records or theoretical model-based valuations and may be based on certain
assumptions. Different assumptions by SEBA or any other source may yield substantially different results.

Nothing in this document constitutes a representation that any investment strategy or investment is suitable or appropriate to an investor’s individual circumstances or otherwise consti-
tutes a personal recommendation. Investments involve risks, and investors should exercise prudence and their own judgment in making their investment decisions. Financial investments
described in the document may not be eligible for sale in all jurisdictions or to certain categories of investors. Certain services and products are subject to legal restrictions and cannot
be offered on an unrestricted basis to certain investors. Recipients are therefore asked to consult the restrictions relating to investments, products or services for further information. Fur-
thermore, recipients may consult their legal/tax advisors should they require any clarifications. SEBA and any of its directors or employees may be entitled at any time to hold long or short
positions in investments, carry out transactions involving relevant investments in the capacity of principal or agent, or provide any other services or have officers, who serve as directors,
either to/for the issuer, the investment itself or to/for any company commercially or financially affiliated to such investment.

At any time, investment decisions (including whether to buy, sell or hold investments) made by SEBA and its employees may differ from or be contrary to the opinions expressed in SEBA
research publications.

Some investments may not be readily realizable since the market is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult to
quantify. Investing in digital assets including crypto assets as well as in futures and options is not suitable for every investor as there is a substantial risk of loss, and losses in excess of an
initial investment may under certain circumstances occur. The value of any investment orincome may go down as well as up, and investors may not get back the full amount invested. Past
performance of an investment is no guarantee for its future performance. Additional information will be made available upon request. Some investments may be subject to sudden and
large falls in value and on realization you may receive back less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on the
price, value or income of an investment. Tax treatment depends on the individual circumstances and may be subject to change in the future.

SEBA does not provide legal or tax advice and makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific
investor’s circumstances and needs. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of individual investors and we would
recommend that you take financial and/or tax advice as to the implications (including tax) prior to investing. Neither SEBA nor any of its directors, employees or agents accepts any liability
for any loss (including investment loss) or damage arising out of the use of all or any of the Information provided in the document.

This document may not be reproduced or copies circulated without prior authority of SEBA. Unless otherwise agreed in writing SEBA expressly prohibits the distribution and transfer of
this document to third parties for any reason. SEBA accepts no liability whatsoever for any claims or lawsuits from any third parties arising from the use or distribution of this document.

Research will initiate, update and cease coverage solely at the discretion of SEBA. The information contained in this document is based on numerous assumptions. Different assumptions
could result in materially different results. SEBA may use research input provided by analysts employed by its affliate B&B Analytics Private Limited, Mumbai. The analyst(s) responsible for
the preparation of this document may interact with trading desk personnel, sales personnel and other parties for the purpose of gathering, applying and interpreting market information
The compensation of the analyst who prepared this document is determined exclusively by SEBA.
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Austria: SEBA is not licensed to conduct banking andfinancial activities in Austria nor is SEBA supervised by the Austrian Financial Market Authority (Finanzmarktaufsicht), to which this
document has not been submitted for approval. France: SEBA is not licensed to conduct banking and financial activities in France nor is SEBA supervised by French banking and financial
authorities. Italy: SEBA is not licensed to conduct banking and financial activities in Italy nor is SEBA supervised by the Bank of Italy (Banca d’Italia) and the Italian Financial Markets Su-
pervisory Authority (CONSOB - Commissione Nazionale per le Societd e la Borsa), to which this document has not been submitted for approval. Germany: SEBA is not licensed to conduct
banking and financial activities in Germany nor is SEBA supervised by the German Federal Financial Services Supervisory Authority (Bundesanstalt fir Finanzdienstleistungsaufsicht), to
which this document has not been submitted for approval. Hong-Kong: SEBA is not licensed to conduct banking and financial activities in Hong-Kong nor is SEBA supervised by banking
and financial authorities in Hong-Kong, to which this document has not been submitted for approval. This document is not directed to, or intended for distribution to or use by, any person
or entity who is a citizen or resident of or located in Hong-Kong where such distribution, publication, availability or use would be contrary to law or regulation or would subject SEBA to any
registration or licensing requirement within such jurisdiction. This document is under no circumstances directed to, or intended for distribution, publication to or use by, persons who are not
“professional investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made thereunder (the “SFO”). Netherlands: This
publication has been produced by SEBA, which is not authorised to provide regulated services in the Netherlands. Portugal: SEBA is not licensed to conduct banking and financial activities
in Portugal nor is SEBA supervised by the Portuguese regulators Bank of Portugal “Banco de Portugal” and Portuguese Securities Exchange Commission “Comissao do Mercado de Valores
Mobiliarios”. Singapore: SEBA is not licensed to conduct banking and financial activities in Singapore nor is SEBA supervised by banking and financial authorities in Singapore, to which
this document has not been submitted for approval. This document was provided to you as a result of a request received by SEBA from you and/or persons entitled to make the request on
your behalf. Should you have received the document erroneously, SEBA asks that you kindly destroy/delete it and inform SEBA immediately. This document is not directed to, or intended
for distribution to or use by, any person or entity who is a citizen or resident of or located in Singapore where such distribution, publication, availability or use would be contrary to law or
regulation or would subject SEBA to any registration or licensing requirement within such jurisdiction. This document is under no circumstances directed to, or intended for distribution, pub-
lication to or use by, persons who are not accredited investors, expert investors or institutional investors as declned in section 4A of the Securities and Futures Act (Cap. 289 of Singapore)
(“SFA”). UK: This document has been prepared by SEBA Bank AG (“SEBA”) in Switzerland. SEBA is a Swiss bank and securities dealer with its head offce and legal domicile in Switzerland. It
is authorized and regulated by the Swiss Financial Market Supervisory Authority (FINMA). This document is for your information only and is not intended as an offer, or a solicitation of an
offer, to buy or sell any investment or other specific product.

SEBA is not an authorised person for purposes of the Financial Services and Markets Act (FSMA), and accordingly, any information if deemed a financial promotion is provided only to
persons in the UK reasonably believed to be of a kind to whom promotions may be communicated by an unauthorised person pursuant to an exemption under the FSMA (Financial Promo-
tion) Order 2005 (the “FPO”). Such persons include: (a) persons having professional experience in matters relating to investments (“Investment Professionals”) and (b) high net worth bodies
corporate, partnerships, unincorporated associations, trusts, etc. falling within Article 49 of the FPO (“High Net Worth Businesses”). High Net Worth Businesses include: (i) a corporation
which has called-up share capital or net assets of at least GBP 5 million or is a member of a group in which includes a company with called-up share capital or net assets of at least GBP 5
million (but where the corporation has more than 20 shareholders or it is a subsidiary of a company with more than 20 shareholders, the GBP 5 million share capital / net assets requirement
is reduced to GBP 500,000); (ii) a partnership or unincorporated association with net assets of at least GBP 5 million and (jii) a trustee of a trust which has had gross assets (i.e. total assets
held before deduction of any liabilities) of at least GBP 10 million at any time within the year preceding the promotion. Any financial promotion information is available only to such persons,
and persons of any other description in the UK may not rely on the information in it. Most of the protections provided by the UK regulatory system, and compensation under the UK Financial
Services Compensation Scheme, will not be available.
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