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Abstract

There is no cash flow attached to COMP at this stage. However, there may be a proposal in future that
allows COMP holders to capture value from platform's usage . Currently, COMP value is derived purely
from governance rights embedded into the token. When there is a value capture proposal in place
COMP can be valued using DCF or multiple of TLV (Total Value Locked) along with governance

premium. We do not think that valuing COMP as money is prudent in early days.

Introduction

The market for native and non-native crypto-assets has come a long way in just a decade
and the ecosystem of traders, investors, and speculators has developed at a breakneck
pace. However, the ecosystem is not as sophisticated as legacy financial markets, which
offer a wide range of products that allow participants to trade time value of assets.
Platforms that allow users to borrow assets against collateral have come in vogue after the
successful launch of the Compound (COMP) token. This does not mean that there were no
lending/borrowing platforms; the so-far viral success of COMP lied in its token economics.
In this article, we discuss the Compound protocol, various aspects of COMP token, and

how we can value it.

How the Compound protocol works

Unlike other crypto lending/borrowing platforms where users on each side are matched to
borrow and lend, the Compound protocol pools and combines the liquidity of each token
and then lends it to borrowers. For instance, when users deposit their USD coin (USDC), it
becomes a fungible resource within Compound to make pooling and accounting easier.
These are known as cTokens, so USDC becomes cUSDC and all cUSDCs are pooled. While
lending, cUSDC is converted to USDC. Every asset has a collateral factor which decides the

percentage of the amount a user can lend. The collateral factor for USDC at the time of
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writing was 75% "kl Borrow rate is adjusted dynamically based on the supply and demand
of the particular asset. A small portion of borrow interest, known as reserve, is set aside by
the protocol as insurance, and the remainder is split among asset suppliers on a pro-rata

basis.

Supply APY=Borrow APY x Utilisation x (1-reserve factor)

APY = Annual Percentage Yield Reserve factor decides what percentage of the borrow APY

goes to reserves which can be thought of as insurance against unexpected liquidations.

However, this mechanism was not the sole driver of the stupendous growth of the value
locked in the Compound protocol. The centrepiece of the Compound attraction was the
distribution of its governance token, COMP. Compound launched COMP and started
distributing it on June 15, 2020. COMP is an ERC-20 token with governance rights
embedded in it. Every day, around 2,880 COMP tokens are distributed based on the total
value of borrowings of an asset on a given day and they are split equally between suppliers
and borrowers. For example, on July 16, the total value borrowed using Compound was
about USD 1.02 billion with DAI contributing about USD 810 million of the total borrowed
value. Therefore, the daily COMP being distributed to DAl lenders and borrowers is about
2,287 [2880*0.81/1.02 = 2287]. So, 1143.5 COMP are distributed among DAI suppliers and
1143.5 among DAl borrowers. As users are rewarded for providing liquidity to the system, a

distribution such as the above is termed as liquidity mining.

As COMP is a governance token, we must understand the crux of the Compound’s

governance. It works in the following manner:

1. Any address with over 100,000 COMP tokens delegated? to it may propose governance

actions. Governance proposadls are executable code.

2. Once the proposal is created, the community (COMP holders) may vote within three

days.
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3. If a majority and at least 400,000 votes are cast for the proposal, they are queued in a

time lock and then implemented after two days

Soon after COMP token distribution commenced, it started trading on Uniswap followed by

Coinbase?. Compound started trading on Uniswap for about USD 60 and, after the
Coinbase listing, it briefly traded for about USD 427 before gradually falling to around USD
160. As COMP has been trading for just over a month, we think that it is still undergoing
price discovery. The high price of COMP tokens allows users to lend and borrow through

platform almost without any risk. We demonstrate this through the following example.

Consider that a user supplies 1,000 USDC to Compound and USDC has a collateral factor
of 75%. Therefore, the user is allowed to borrow any other asset worth 750 USDC. The user
then borrows 750 DAI. In the next round, the user can supply 750 DAI and borrow assets
worth 75% of 750 DAl and so on.

The following table shows results of the three rounds where the user supplies and borrows

assets.

Table 1 - lllustration earnings by supplying and borrowing assets using the
Compound protocol

Annual Costs Daily Costs mﬁa Daily earnings By By Total COMP
Supply Borrow (UsD) (UsD) (UsD) (UsD) supplying borrowing earned
Round 1 1000 USDC 750 DAl 19.17 0.05 19.00 0.05 0.0005 0.0011 0.0016
Round 2 750 DAI &52UsSDC  32.14 0.09 16.44 0.05 0.0010 0.0009 0.0019
Round 3 542 USDC 421 DAl 10.76 0.03 10.68 0.03 0.0003 0.0004 0.0009
Total 62.06 0.17 46.12 013 0.0043

Source: SEBA Research, Compound.finance

At current prices, the annual yield translates to around 25%.
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Table 2 - lllustration of annual yield on Compound

Daily profit on $1000 $ 067

Annual Yield 24.52%

Source: SEBA research, Compound.finance

A user can always switch between different assets to maximise their gains3 where
additional rounds are also possible. As long as the COMP price remains high, profits with
little risk are possible. Users need to be active to maximise yields as they are dynamic and

the opportunities may often be short-lived.

The ability to re-supply assets creates leverage in the system and, thus, more risk. For

example, there are just over 200 million DAI'"kL in existence; however, DAI supplied via

compound is about 942 million, that is, Compound has 3.8X the number of existing DAI.

Why valuing COMP right now is futile

Before diving into how COMP is valued, we need to answer a few questions. Is the COMP

token required? Why should COMP have any value at all?

Theoretically, the platform can function without an embedded token; the team aims to

decentralise governance and COMP represents a vote in that process. Votes could be
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dynamically distributed based on the value locked in the protocol, and delegation could
work in the same manner. For example, if each vote is worth USD 1, a user who supplies USD
1,000 worth to the protocol can delegate 1,000 votes to another user without an ERC20
token; but, it would still have to be accounted for, and it makes accounting easier if there is
a separate token. Moreover, the team was funded by venture capitalists (VCs) for building
the protocol. Therefore, how do the VCs and the team aiming to build a decentralised
money market protocol benefit from it? In this context, the team and their VCs building a

public good get funded through a token. Thus, the token becomes vital.

Unlike for MakerDao, there is no value capture mechanism on Compound at present?,
meaning that there is no spread between borrowers and suppliers which goes to the
protocol. Only a reserve factor exists for every asset, which can just be thought of as rainy-
day insurance. Therefore, in traditional terms, there are no expected cash flows attached
to COMP tokens. Does this mean that COMP should have zero value? In our view that would
be premature to declare it worthless on these grounds; there could be two reasons for

ascribing a non-zero value to COMP.

First, although there exists no value capture mechanism now, there could be one in the
future. Token holders can propose a change to charge a small fee to users which gets
distributed among COMP holders. Alternatively, users may propose other means of
capturing value. At the moment, early-stage start-ups can be thought of as analogous to
Compound’s no-spread model. Start-ups funded by seed investors are often encouraged to
capture customers without requiring significant customer spending during the early days.
In other words, costs are borne by investors during the early stages on the premise of
acquiring expected returns later. Similarly, early investors of Compound are funding the

growth of the platform now.

Second, there are discussions on treating COMP as money. Like bitcoin, COMP tokens can
also be thought of as money. Money is a belief system; it is a social contract. Just as there
are investors who believe that bitcoin has value, there are those who believe that COMP
has value as well. However, we believe that COMP is a far lesser form of money than bitcoin

because of several reasons, as elaborated below:
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1. COMPis not a native token as the platform is built on Ethereum; Ether secures it.
Therefore, platform security is dependent on Ether and not on COMP, which exists to

fund the team building a public good.

2. COMP derives its value, if at all, from the governance; and the governance is only

strong when COMP (or the votes) is well distributed. Currently, it is far from well

distributed. The first account on the leaderboard I"klhas more than 345,000 votes

while the 100th account has just 4 votes.

3. Bitcoin miners need to sell BTC to cover their operational expenses. In a way, the
distribution of BTC is a forced by-product of incentivising network security. The same
cannot be said about liquidity miners who earn COMP tokens by supplying liquidity to
the protocol. A wider distribution of COMP is necessary for successful governance; the

current method of distribution does not ensure COMP’s wide distribution.

4. Bitcoin has gained trust over the years. The network effects of bitcoin are far higher

than any other cryptocurrency that claims or aims to be money.

Therefore, the journey for COMP being regarded as money is long and fraught with

obstacles. And COMP as money is not the best of arguments to justify its current price.

Should every COMP have equal value?

COMP derives value from governance. An account that holds 10,000 COMP is virtually
worthless against an account that has 340,000 COMP. In practice, users will pay
incrementally more to acquire COMP in case of a tie. In that case, each token should not

have the same value. COMP in larger accounts should get a premium.
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Possible ways of valuing COMP

The first way to value COMP is to discount expected cash flows, just as few have done in
the case of Maker (MKR). However, the valuation exercise cannot be performed now as
there are no such proposals and making any assumptions may be rendered useless.
Nevertheless, we think that it is not too far-fetched to assume that at some point there will

be a proposal that suggests a certain value capture mechanism for COMP holders.

The second way could be based on multiples of total loans issued, as done for traditional
businesses. The catch here is that traditional businesses are given multiples with an
assumption that their loan book will generate non-zero revenue. Without any value capture
mechanism, assigning a multiple to total loans generated by the Compound protocol may

not be prudent.

Thirdly, it can be valued as money but we do not think that as this stage it is a prudent

argument.

How reflexivity affects COMP price

In 1987, legendary investor George Soros published The Alchemy of Finance wherein he
mentioned the theory of reflexivity. It states that investors’ views are imperfect, and they
are shaped by what they believe. For example, if investors think that markets are efficient
then their belief influences the way they invest and this, in turn, changes the nature of the

market.

What does COMP have to do with reflexivity? Value locked in Compound is linked to COMP
price as COMP price allows users to earn risk-free profits. The more value people think

COMP has, the more will be value locked to earn more COMP, further increasing the value.

When an alternative to COMP arises such as Yearn Finance®, value locked in Compound
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seeks a new shelter to earn more profits, thus, lowering the perceived value of COMP. It

then acts as a headwind for COMP.

COMP Reflexivity

Positive Reflexivity Negative Reflexivity

Source: SEBA Research

Conclusion

There is reflexivity associated with COMP. Competition could reduce the allure of the
Compound protocol. Permissionless and open-source nature of DeFi allows the code to be
forked. When there's a platform with rewards more attractive than those of Compound,

capital will flee to that platform.

We think that COMP has non-zero valuation because there will be a value capture proposal
in future. Once the path to value capture is known we can make assumptions and value
COMP.
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1 Users can delegate their votes to addresses they do not control.
2 Coinbase is also one of the VC investors in Compound Labs Inc.

3 Given the constraints such as supply and borrow APY, and collateral users may choose to optimise for the best pair.
Readers should bear in mind that the current gas fees on Ethereum are very high. As a result switching costs may be

prohibitive and may render the exercise counterproductive.

4 In simple terms, MakerDao is like a decentralised central bank. Users borrow DAl against collateral. And the
platform charges users a fee to perform operations that keep DAl at USD 1. This fee is used to burn MKR tokens as a

mechanism to distribute value to MKR holders

5 Yearn Finance has already started attracting value from Compound
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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. This document is for distribution only under such circumstances as may be permitted by applicable law. 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.
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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 constitutes 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. Furthermore, 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 cryptocurrencies 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 or income
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 affiliate 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.

Austria: SEBA is not licensed to conduct banking and financial 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 Supervisory 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 fiir 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
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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, publication to or use by, persons who are not accredited investors, expert investors or institutional
investors as defined 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 office 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 Promotion) 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 £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 £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 £5 million share capital / net assets
requirement is reduced to £500,000); (i) a partnership or unincorporated association with net assets of at least £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 £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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