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Overview

Ethereum, the second largest cryptocurrency by market capitalization, is a decentralized
proof-of-stake (PoS) layer 1 (L1) blockchain. Developers worldwide build decentralized and
permissionless software such as decentralized applications (dApps) and smart contracts on
top of Ethereum. Ethereum has a variety of use cases, including decentralized finance (DeFi),
non-fungible tokens (NFTs), decentralized identities (DIDs), cross-border payment solutions,
and more. Ethereum’s native token, Ether (ETH), is used to pay transaction (gas) fees and to
secure the network through staking.

Market Update

Ethereum spot ETFs were approved by the US Securities and Exchange Commission (SEC)
on May 23, 2024, following the passage of Bitcoin spot ETFs in January 2024. Spot Ethereum
ETFs will directly hold ETH and will be set up as grantor trusts. As of June 18th, 2024, the
SEC has approved rule change proposals by stock exchanges (Form 19b-4) for eight ETFs
including the 21Shares Core Ethereum ETF. The ETFs could begin trading by the end of
Summer 2024, according to SEC Chair Gary Gensler, and are just waiting for the SEC to
approve the security-specific registrations (Form S-1).

Due to the anticipated trading of Ethereum ETFs and the growing popularity of staking, the
number of ETH on exchanges has hit a nearly 9-year low. As of June 18th, 2024, data from
Glassnode showed that only 10.19% of all ETH was held by centralized exchanges [Appendix
Figure 1] and 27.2% of ETH’s total supply was staked. This data suggests that investors are
bullish on the price of ETH because they are either storing or staking their ETH, expecting it to
appreciate in the future.

Ethereum Valuation

Ethereum is a digital economy that attracts ~25M monthly active users, has an ~18% market
share, and generates a steady revenue stream captured by stakers. Ethereum is comparable
to a traditional app store like Apple’s App Store or Google Play where developers build dApps
and customers pay to use them. Ethereum generates revenue by selling its blockspace to end
users. Blockspace is a certain amount of data stored in each block of a blockchain, and users
pay gas fees to have their transactions included in the block.



Ethereum can be categorized as all three super asset classes, and my model focuses on the
capital asset valuation methodology. Since Ethereum has cash flow, its valuation process can
be comparable to any other capital asset.

To find Ethereum’s intrinsic valuation, I used a DCF model [Appendix Figure 2] and projected
10-year Revenue, Cost of Revenue (the share of fees that go to miners), Gross Profit,
Expenses (staking rewards given to validators), and Cash Flow:

● I project a high Revenue and Gross Profit growth period for the first five years of the
model based on historical growth, institutional adoption (spot Ether ETFs), network
upgrades, and expanding use cases. For the last 5 years, I project reduced Revenue
and Gross Profit growth rates to reflect market saturation and increased competition.

● I project the Cost of Revenue to remain steady based on historical growth and slowly
taper off as Ethereum matures.

● I project the Expenses growth to turn positive for the majority of the model as the total
ETH staked percentage continues to climb. For the last 3 years of the model, I predict
0% Expenses growth as the number of stakers plateau.

I calculated the discount rate of 14.3% using the CAPM approach with a risk-free rate from the
US 10-year treasury yield, a beta of comparable high-growth tech stocks like NVIDIA, and a
historical market return from the S&P 500 average returns. I calculated the 3% terminal growth
rate using the US economy’s average growth rate of 3%.

Using the calculated discount rate of 14.3%, the terminal growth rate of 3%, and project cash
flow, the intrinsic valuation of 1 ETH is $2,802, an ~18% decrease from ETH’s current price
of $3,408. In a bull case, with a higher terminal growth rate of 4% and a lower discount rate of
12%, the value of 1 ETH is $4,294. In a bear case, with a lower terminal growth rate of 2% and
a higher discount rate of 16%, the value of 1 ETH is $2,165.

This model assumes that in the next 10 years, Ethereum will maintain its large market share,
continue the high growth of users and transactions, and eventually become a mature and
stable project.

Risks

Investing in ETH has 2 major risks, regulatory and competition:
1. Regulatory Risk

○ On June 18th, 2024, The SEC closed its investigation into Consensys, alleging
that sales of ETH are securities transactions. Despite this move, several
regulatory risks still loom over Ethereum:
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■ The SEC might still classify Ethereum as a security, imposing strict
regulatory requirements that would affect its trading. The SEC's historically
conflicting views add to this uncertainty.

■ The U.S. lacks a unified regulatory framework for cryptocurrencies,
leading to a gray area between the SEC and CFTC on Ethereum’s
classification. This gray area creates the potential for inconsistent
enforcement and legal challenges.

■ Ethereum's shift to proof-of-stake raises questions about its regulatory
status, as staking rewards could make it more like a security.

2. Competition
○ Alternative Smart Contract Platforms

■ Solana and Binance offer faster transactions and lower fees, potentially
drawing developers and users away from Ethereum.

○ Layer 2 Solutions and Sidechains
■ Solutions like Arbitrum and Optimism improve Ethereum’s efficiency but

also compete by offering faster and cheaper transactions, which could
lead to less revenue for Ethereum.

○ Interoperability Projects
■ Cosmos and Polkadot create interconnected blockchains, challenging

Ethereum’s dominance by offering cross-chain solutions that allow users
and digital assets to transcend traditional blockchain silos.

Ethereum: The Next Internet

Ethereum will become the foundational layer of the internet. In the next 10-20 years, almost all
internet applications, media, finance, and websites will leverage blockchain technology.
Ethereum will be at the forefront.

Similar to how social media transformed the internet by adding a social dimension to
information sharing (Web1 to Web2), Ethereum adds a decentralized, accessible, public, and
fully transparent layer (Web2 to Web3). Ethereum will shift control from centralized institutions
to individuals. Unlike Web2, where data and services are controlled by a few large
corporations, Web3 is a more equitable ecosystem. Ethereum allows anyone with internet
access to participate in the network. This inclusivity can empower underserved populations by
providing them access to financial services and other digital resources. Besides accessibility,
Ethereum utilizes a public ledger, providing transparency and traceability for all transactions.
Ethereum will fundamentally transform the digital landscape, creating a more open and
autonomous internet.
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Institutional Explanation

I would explain to an institutional investor that Ethereum is the second-largest cryptocurrency
and has been around since 2015, making it one of the most established and influential projects
in the ecosystem. I would further explain that Ethereum’s essential feature is its smart contract
functionality. Unlike Bitcoin, which primarily functions as digital gold, Ethereum primarily
functions as a global app store with dApps built on smart contracts. Ethereum is a digital
economy that attracts ~25M monthly active users and generates steady cash flow. Finally, I
would make sure the institutional investor understood key terms, such as “smart contracts”,
“dApps”, and “Ether”.

Ethereum is a valuable addition to an investment portfolio based on its diversification benefits,
positive impact on risk-adjusted returns, and significant growth potential.

● Diversification: ETH has a low correlation to traditional asset classes. For example,
ETH’s current 90-day rolling average daily return correlation with the S&P 500 is 0.23
[Appendix Figure 3]. Since ETH and traditional asset classes’ price changes are not
closely related, a portfolio that includes ETH has reduced risk through increased
diversification.

● Risk-adjusted Returns: Researchers found that as the allocation of Ethereum
increases in a 60/40 portfolio (up to 3%), the Sharpe ratio improves with minimal impact
on drawdown. These findings indicate a favorable risk-return tradeoff.

● Growth: The potential for growth in the crypto sector is substantial, especially over the
next decade. Ethereum, at the forefront of Web3 innovation, is well-positioned to
capitalize on potential 50%-100% year-over-year growth [Appendix Figure 2].

Ethereum ETF Benefit

An Ethereum investment via an ETF offers investors several advantages:
1. Convenience: ETH ETFs can be purchased directly through brokerage accounts,

making it easy for investors to gain exposure to Ethereum without needing to navigate
cryptocurrency exchanges. ETH ETFs will directly hold ETH for investors, removing the
security risk of personal custody.

2. Regulation: ETH ETFs will be regulated by the SEC and CFTC, providing a layer of
protection and oversight that can reduce the risk of fraud and market manipulation. The
SIPC will also provide $500,000 of insurance.

3. Simplicity: Investors do not need to understand how to (1) open a crypto wallet, (2)
manage private keys, (3) purchase tokens on a crypto exchange, and (4) store tokens.
The Ether ETF will handle these technical aspects, making it simpler for traditional
investors to participate in the cryptocurrency market.
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