Market Notes:
Greatness
Eth-merges

Ethereum achieved a
milestone with last
week’s Merge. It is
“only” public testing,
but transactions are
being validated for
the first time. It is
working. Scaling
solutions to increase
throughput and
lower costs will
accelerate
innovation. Investor
behavior is a vote of
confidence – ether
(ETH) is being valued
as a reserve asset
with a high store of
value.
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1.

The future of finance is being built on Ethereum’s rails. Banks who have entered the digital arena have done
so using Ethereum, most notably JP Morgan on its Onyx platform. Public sector trials for bond issuance were
also executed using Ethereum, such as the one completed by the European Investment Bank (here). The
preference for Ethereum came despite periods of high transaction fees and a long list of challenging upgrades.
With the core of those upgrades close to completion, the focus will turn to scale. Why Ethereum? The inertia
of its network.

2.

Ethereum was built using an energy-intensive proof-of-work protocol, currently run on the Mainnet chain. A
consensus mechanism for proof-of-stake was always on the cards, with the Mainnet chain merging onto the
Beacon Chain. This promised a transformative path for the protocol (here). This “Merge” happened last week
with live public testing. Real transactions are being validated for the first time (here) with the proof-of-stake
mechanism. This is monumental.

3.

The value of a decentralized community is readily apparent in the testing phase. Glitches are being discovered
and resolved without any centralized coordination. Work on the protocol is driven by market incentives.
Consider the example of Tenderly. It is a platform that develops smart contracts on the Ethereum protocol.
Debugging software design is a key element of their activities. They are one of several who have identified
issues with the testing of the Merge (here). Others, such as Uniswap, are actively testing. Solutions are being
driven by the alignment of network incentives.

4.

Investors are voting with their (digital) wallets. The successful start of the Merge has increased demand to stake
ether (ETH). After the launch of public testing, ether staked on March 15 jumped by the second-highest oneday volume ever. Since then, the pace of staking is the strongest since the initial introduction of the Beacon
Chain (Figure 1here). Total ether staked is more than 2,000% the target needed to start the process as first
determined in November 2021 (here). And the percent of ether staked is still relatively low at 11% compared
to 56% for the other top five staking protocols. There is pent-up demand for ether.

5.

There are other technical nuances. The Merge will be a positive liquidity event for ether staked to the Beacon
Chain, having been locked with an uncertain timetable. But the timing of the unlock and the forward liquidity
profile is still unknown with further upgrades required (here). A longer lockup period could be deemed
desirable as a way of rewarding patient providers of staking services and avoiding excessive cyclical swings in
staking rates.

6.

One of the most surprising features of ether investors is that they tend to be as patient as bitcoin investors. In
fact, the percentage of ether supply held for longer than a one-year period, at 62.3%, is almost identical to
that of bitcoin (here). This is not by design. After all, the Ethereum protocol was built as a utility vehicle where
ether is used to pay fees to execute transactions; the use case for bitcoin is focused on its store of value. Yet,
three factors suggest that ether will maintain its value feature in the digital ecosystem.

7.

First, the protocol survived bottlenecks that were frustrating for users. The stronger the network, the greater
the volumes. But this came at a cost of higher and more volatile transaction fees. Ethereum transaction fees
peaked at an average of over $60 last year (here). Bullish, longer-term users could neutralize costs by operating
more exclusively in the native currency to the Ethereum protocol – ether. After all, the US dollar cost of
transactions rises more sharply when ether is in high demand and the protocol is successful. There is an
incentive to hold the underlying asset, particularly as it has been re-designed to be limited in new supply.
Ether takes the role of a reserve asset.

8.

Second, the merge brings Ethereum scalability into focus. High congestion in the Ethereum protocol led to
two alternative solutions – competing layer 1 protocols that promise higher throughput or cooperating layer
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2s that operate within the Ethereum ecosystem. Layer 2 scaling protocols surged alongside the increased
visibility of the Merge – total locked value rose 4-times to more than $8 billion in the past six months.
StarkNet and Polygon are two companies making layer 2 strides (here and here). It is a game-changer for
throughput.
9.

Third, ether is being transformed into a low-risk bond asset and it is cheap. The yield from staking
generates a real cash flow that is paid in ether. Additional value that is extracted by miners will redirect
to staking investors, translating to yields of around 10% in the initial instance (here). It is equivalent to a
perpetual bond. It transforms ether into the low-risk asset inside of its ecosystem, like a banking reserve.
The two forces of valuation are the bond math – increased ether demand brings lower yields and higher
bond prices – and the foreign exchange math – increased network demand to hold ether versus dollars (here).
A doubling in the value of ether to $6,000 is a low bar.

10. The Merge is done. Developers are satisfied. The focus is entirely on a rigorous testing phase to clear the
bugs and a conservative three-month window would bring the Merge live in June. The mechanism for
satisfying withdrawals of ETH from the Beacon Chain is work-in-progress. Developers are leaning to a ‘push’
approach, far more efficient though a bit slower to implement (here). The unlocking of ETH liquidity will take
a bit longer than anticipated but will be worth the wait. Strategic attention turns to scalability. The
Merge solidifies Ethereum’s foundation. The things built on it will be key to users. Recent innovations show
that the network is incredibly optimistic (here). It is increasingly clear that the future of finance runs on
Ethereum with ETH as a reserve asset to the ecosystem. It was worth the wait.
Figure 1: ETH Staking
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Disclaimer
This communication, including any attachments, is
intended only for the use of the addressee and may
contain information that is confidential or otherwise
protected from disclosure. Any unauthorized use,
distribution, modification, forwarding, copying or
disclosure is strictly prohibited. If you have received this
communication in error, please delete this message,
including any attachments, and notify the sender
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immediately. The information and any disclosures
provided herein do not constitute a solicitation or offer to
purchase any security or other financial product or
investment and is not intended as investment, tax, or legal
advice. Unless otherwise noted, all information is
estimated, unaudited and may be subject to revision
without notice. Past results are not indicative of future
results.
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Slower Trend: Implications for Crisis Alpha –
1987 Case Study
We performed the same exercise for 1987 to study a
faster risk-asset selloff event. In October 1987 the S&P
500 declined by -20.47% on “Black Monday” and
ended the month down -21.76%. Consistent with our
analysis over multiple simulated paths, longer Trend
signals are more likely to generate negative returns in
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a fast reversal. The fast nature of the selloff during
October 1987 would have generated losses of -24.8%
for the Current Trend Industry Model signals. As we
will present later, of that -24.8% gross monthly return,
-19.8% was generated on Black Monday alone.

TREND VOLATILITY COMPRESSION

October 1987 Performance:

slower to react to market reversals. This would benefit
the management company because it reduces either
the amount

The analysis above suggests that some CTAs have
made changes that ultimately make their strategies
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