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The Merge

It’s one of the most anticipated crypto events of 2022. The Merge will see Ethereum move from the energy-
intensive Proof-of-Work (PoW) consensus mechanism to a more efficient Proof-of-Stake system. It is not
expected to reduce Ethereum's fees and slow transaction speeds, but it will have a significant impact on
the network's energy use.

The market is so excited because it’s expected that there will be a large supply sink post-merge due to the
depreciation of PoW block subsidies and indefinitely locked validator rewards in conjunction with base
fee burns. The total Ethereum supply will not only become net deflationary, but liquid rewards earned by
validators will be reduced from 15,135 ETH per day to 1,777 ETH per day. Validators also have far lower
operating costs and a literal stake in the network, it’s reasonable to assume these players are generally
bullish on Ethereum.

The new fork

As the Merge nears, discussions around a potential hard fork for an “ETHPoW” (Ethereum Proof-of-work)
chain are getting louder. Originally Ethereum 2.0 was planned as a non-contentious protocol upgrade and
not a contentious hard fork (unlike Ethereum Classic)®. The “fork” terminology in the Ethereum 2.0 specs
is used more for public messaging than anything else. When the upgrade is complete, there will be no fork
because the network will not end up with multiple competing chains. There will only be one ETH, and the
amount of ETH you hold will remain the same.

However, some miners of the current Ethereum chain have a different view. Ethereum mining is a multi-
billion dollar industry, generating hundreds of millions of dollars in revenue (sometimes billions) to
hardware miners every month. After the Merge, the mining hardware will be useless. There will be a fight
to keep this business alive. The ETH miners will protest the Merge by forking into the new ETHPoW
chain that retains PoW validation. They already have some support from developers, who removed the
difficulty bomb2?. A migration to Ethereum Classic (ETC), which is also based on PoW was already ruled
out by a majority group. ETC cannot practically absorb all of the mining power of Ethereum.

What’s the deal?

After the Merge, every ETH holder will receive ETHPoW tokens 1:1 for every ETH held at the time of
the Merge. We experienced that with Bitcoin in 2017. The Bitcoin blockchain was forked and BTC holders
received tokens 1:1 for every new chain (BCH for Bitcoin Cash, BSV for Bitcoin Satoshi Vision, etc). But
there is a key difference between Ethereum and Bitcoin. Hard-forking Bitcoin is simple — only the native
token, BTC, remains on the network. Ethereum comes with a whole ecosystem. Not only will Ethereum
fork, but all the dapps will fork — the whole network state®. This includes hundreds of asset providers and
bridging protocols to honor claims on users’ assets. The DeFi ecosystem alone includes: stablecoins,
Lido’s staked ETH, ERC-20 tokens, NFTs, all forms of wrapped tokens that currently exist on the
Ethereum chain.

L A hard fork is when nodes of the newest version of a blockchain no longer accept the older version(s) of the
blockchain; which creates a permanent divergence from the previous version of the blockchain.

2 Ethereum difficulty bomb is a measure to exponentially increase difficulty level in Ethereum 1.0 until it
becomes unprofitable to mine.

3 Dapps are decentralized applications built on a decentralized network that combines a smart contract and a
frontend user interface.
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How to value the ecosystem?

When the token holders of a protocol vote to deploy on a new blockchain, the circulating supply of the
protocol tokens does not change to prevent dilution of value and utility. However, on a PoW fork, the
protocol will be duplicated, as will any native tokens. This means they may be likely to trade at a different
price than their counterparts on the PoS chain. While you can copy the tokens and the contracts on-chain,
you can’t duplicate the off-chain things supporting them. Think of all the developers and infrastructure
supporting the protocols. It’s the social consensus around it provides the network with value. For specific
categories, we can already conclude that they will be worthless.

One category is stablecoins: The largest stablecoin issuer USDC and Tether already announced that they
will only support the Proof-of-Stake blockchain. Fiat stablecoins like USDC and USDT will be copied one
for one, exactly like every other token, but the cash in bank accounts does not double. For every Fiat USD,
there will be 2 USD of stablecoins, which will be worthless on ETHPoW. Those stablecoins are important
money building blocks in DeFi. DAI, a decentralized stablecoin backed by 40% USDC also loses a
significant amount of the collateral backing it.

The other category is staking tokens: ETH staking will never happen on a PoW chain, therefore all liquid
staking tokens will go to zero as they are not redeemable for anything. What does this mean for Aave on
PoW, as the have a lot of StETH (staked ETH) as collateral on their platform?

Protocols will need to determine how to manage the value of tokens held by duplicate treasuries. How will
governance rights be consolidated? Could somebody buy the cheaper PoW token and still have the same
amount of voting power as the PoS version?

Chaos is certain

NFTs:

What will happen to all the NFTs? What’s the value of a Crypto Punk on the PoW chain? Is it the original
NFT? By social consensus, the PoS Punk will be the more valuable. But it’s very likely that the value of a
forked Punk or Bored Ape isn’t zero.

DeFi:

What will happen to all these DeFi protocols? Do they support the POW chain? There are already a lot of
multi-chain protocols, why not support the new fork? Will smaller decentralized exchanges be on PoW
because they have no chance against Uniswap on PoS?

Oracles:

Keep in mind, much of DeFi relies on price oracles to function and, like the stablecoin issuers, the major
oracle network provider Chainlink has similarly signaled a lack of support for any PoW fork Ethereum
miners try to launch. Without a pricing source, a lot of DeFi protocols simply will not work.
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What will ETHPOW worth?

To value ETHPoW, we have two reference points:

1 Ethereum Classic: This coin has no state because there were no NFTs and dapps in 2016. The market
cap currently stands at 5.1 bln USD. Theoretically speaking, ETHPoW should have the same value as

ETH Classic, plus some upside for potential utility from all of the NFTs and dapps that will still be
on there.

2. ETHPoW on Poloniex: Exchanges such as Poloniex and BitMex moved ahead with futures markets
on a potential “EthPoW” network token. The token on Poloniex is trading at 52 USD. Multiply
EthPoW with the circulating supply of ETH you will arrive at a market cap of 7.1 bln USD.

Exhibit 1: ETHPoW (I10OU) Price on Poloniex
Price Chart: ETHPoW (IOU) on Poloniex
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This is just a rough estimate. No one can be sure how to value this new hard fork. But chances are the
value will be greater than zero. Expect huge volatility at the beginning. It is likely that there will be initial
selling pressure as a lot of traders will want to monetize their new ETHPoOW coins. Generally speaking,
nearly every smart contract on the PoW fork will be broken in some capacity. The idea that a fork with
PoW consensus could be useful if the Merge fails is also wrong. It would just delay the process until the
problems are fixed with the Merge a few weeks later.
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What can institutional investors do?

Before anybody can make an active decision, investors will have to check their trading setup. Will your
infrastructure support the new hard fork? Are custodians and trading counterparties listing it or prepared?
As seen with the Terra Luna Airdrop, not every investor can participate at the beginning due to critical
service providers being either incapable or unwilling to provide the necessary services.

What will we as an index company do?

At MarketVector, our hard fork policy is outlined in the index guidelines. Section 5.2 gives details on the
hard fork treatment policy*. On top of the hard fork treatment policy, indexes have some additional rules
(like custodian support defined by the index owner or the client) which might affect the treatment of the
fork in the corresponding index.

As soon as news are published, MarketVector starts tracking the development of the fork. If the
corresponding index allows the addition of the forks, forks that fulfill the rules as defined in Section 5.2.1
will qualify to be added to our indexes. After this step, we apply the following checks:

e For the indexes that have the requirement in which the index components must be listed on at least
one of the exchanges with AA/A rating by CryptoCompare’s Exchange Benchmark, the inclusion of
the fork will be dependent on the listing status at any one of the exchanges.

*  The indexes may also have the requirement in which the index components should be supported by
the designated custodians of the index owner or the index client. If the fork is not supported by at least
one custodian, it will not qualify for the index.

If the fork fulfills the rules to be added to an index, the following will be applied:

e Each additional component resulting from a fork is immediately added to the index for at least one
day, if traded. In case it does not trade, it will be kept with a price of 0 until the first price is retrieved.
It will then be kept in the index for at least one day or the next review becomes effective.

e For indexes that have fixed number of components: If the fork trades, the index component with the
lowest market capitalization is detected after the first closing file is generated. On the days announced
in the event file, the index component with the lowest market capitalization is removed from the index
to keep the number of index components at the fixed number.

e For the indexes that do not have fixed number of components: The fork will be kept until the next
review and the investability rules as defined in the index guide for the corresponding index are applied
to check whether the fork qualifies for the index.

Customized Indexes will be adjusted according to their specific rules. MarketVector will closely monitor
the situation not just around Ethereum but also around all related ERC-20 tokens. Whatever the outcome,
we will follow the rules which are transparently defined in the index guidelines. Parameters such as market
cap, pricing and community support will guide us in our decision to include or exclude a forked token.

4 https://www.marketvector.com/rulebooks/download/mv_digitalassets_guide.pdf
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Contact

info@marketvector.com

Martin Leinweber, CFA

Martin Leinweber is an expert in fundamental and quantitative trading strategies. He sees cryptoassets as
a fundamental building block for investors to achieve their return targets in a low interest rate environment.
He works as a Digital Asset Product Strategist at MarketVector Indexes providing thought leadership in
an emerging asset class. His role encompasses product development, research and the communication with
the client base of MarketVector Indexes. Prior to joining MarketVector Indexes, he worked as a portfolio
manager for equities, fixed income and alternative investments for almost two decades. He was responsible
for the management of active funds for institutional investors such as insurance companies, pension funds
and sovereign wealth funds at the leading German quantitative asset manager Quoniam. Previously, he
held various positions at one of Germany's largest asset managers, MEAG, the asset manager of Munich
Re and ERGO. Among other things, he contributed his expertise and international experience to the
establishment of a joint venture with the largest Chinese insurance company PICC in Shanghai and Bejing.
Martin Leinweber is co-author of ,,Asset-Allokation mit Kryptoassets. Das Handbuch* (Wiley Finance,
2021). It’s the first handbook about integrating digital assets into traditional portfolios. He has a Master in
Economics from the University of Hohenheim and is a CFA Charterholder.
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IMPORTANT DEFINITIONS AND DISCLOSURES
For informational and advertising purposes only.

© 2022 MarketVector Indexes GmbH ("MarketVector™"). All rights reserved. The MarketVector™ family of indexes
(MarketVector™, Bluestar®, MVIS®) is protected through various intellectual property rights and unfair competition
and misappropriation laws. MVIS® is a registered trademark of Van Eck Associates Corporation that has been
licensed to MarketVector Indexes GmbH. MarketVector™ and MarketVector Indexes™ are pending trademarks of
Van Eck Associates Corporation. BlueStar®, BlueStar Indexes®, BIGI® and BIGITech® are trademarks of
MarketVector Indexes GmbH. Redistribution, reproduction and/or photocopying in whole or in part are prohibited
without written permission. All information provided by MarketVector Indexes™ is impersonal and not tailored to
the needs of any person, entity or group of persons. MarketVector Indexes™ receives compensation in connection
with licensing its indexes to third parties. You require a license from MarketVector Inadddexes™ to launch any
product that is linked to a MarketVector™ Index to use the index data for any business purpose and for all use of the
MarketVector™ name or name of the MarketVector™ Index. Past performance of an index is not a guarantee of future
results.

It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through
investable instruments based on that index. MarketVector Indexes™ does not sponsor, endorse, sell, promote or
manage any investment fund or other investment vehicle that is offered by third parties and that seeks to provide an
investment return based on the performance of any index. MarketVector Indexes™ makes no assurance that
investment products based on the index will accurately track index performance or provide positive investment returns.
MarketVector Indexes™ is not an investment advisor, and it makes no representation regarding the advisability of
investing in any such investment fund or other investment vehicle. A decision to invest in any such investment fund
or other investment vehicle should not be made in reliance on any of the statements set forth in this document.

Prospective investors are advised to make an investment in any such fund or other vehicle only after carefully
considering the risks associated with investing in such funds, as detailed in an offering memorandum or similar
document that is prepared by or on behalf of the issuer of the investment fund or other vehicle. Inclusion of a security
within an index is not a recommendation by MarketVector Indexes™ to buy, sell, or hold such security, nor is it
considered to be investment advice.

These materials have been prepared solely for informational purposes based upon information generally available to
the public from sources believed to be reliable. No content contained in these materials (including index data, ratings,
credit-related analyses and data, model, software or other application or output therefrom) or any part thereof (Content)
may be modified, reverse-engineered, reproduced or distributed in any form by any means, or stored in a database or
retrieval system, without the prior written permission of MarketVector Indexes™. The Content shall not be used for
any unlawful or unauthorized purposes. MarketVector Indexes™ and its third-party data providers and licensors
(collectively “MarketVector™ Indexes Parties”) do not guarantee the accuracy, completeness, timeliness or
availability of the Content. MarketVector™ Indexes Parties are not responsible for any errors or omissions, regardless
of the cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS”
BASIS. MarketVector Indexes™ PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES,
INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A
PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE
CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH
ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall MarketVector™ Indexes Parties be
liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity
costs) in connection with any use of the Content even if advised of the possibility of such damages.
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