
A primer on  
Decentralized 
Finance (DeFi)

Grayscale Primer   |   July 2021

grayscale.com

http://www.grayscale.co


©
20

21
 G

ra
ys

ca
le

 In
ve

st
m

en
ts

, L
LC

PLEASE REVIEW IMPORTANT DISCLOSURES & OTHER INFORMATION AT THE END OF THIS PAPER 1

Decentralized Finance (“DeFi”) has become ubiquitous with digital assets, but what is 
it? In this short piece, we’ll attempt to answer these questions by providing an over-
view of decentralized finance, discussing use cases, and examining several native 
tokens associated with well-known DeFi protocols. 

What is DeFi?

Often described as “traditional finance meets decentralization”, DeFi is an umbrella 
term used to describe a variety of financial applications that use smart contracts 
to allow autonomous execution. This means that services typically provided by 
intermediaries—such as an exchange or clearing house—can instead be deployed as 
code running on an open blockchain network such as Ethereum, and are accessible 
by those who have an Internet connection and a digital asset wallet. 

The DeFi market, as measured by Total Value Locked (“TVL”), has grown from $1 billion 
in June 2020 to over $50 billion today. TVL is the value of assets locked in DeFi smart 
contracts and is an indicator of a protocol’s usage and liquidity. 

FIGURE 1: DeFi CUMULATIVE TOKEN RETURNS VS. TOTAL VALUE LOCKED (TVL)
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Decentralized Centralized 
(Crypto)

Centralized 
(Traditional Finance)

Stablecoins

Lending 
& Borrowing

Exchanges

Derivatives

Data

Asset 
Management

Defining Characteristics

DeFi supplants traditional banking & financial services through decentralized 
applications (dApps), which are designed to be transparent and permissionless, 
eliminating intermediaries.

•	 Transparent: DeFi protocols are a set of open-source smart contracts that can 
be audited and reviewed by the community. 

•	 Permissionless: Eligibility requirements prevent many people from accessing 
traditional financial services. DeFi allows any user with a crypto wallet and 
funds to participate in the protocol. 

Instead of interacting with a centralized authority to borrow, lend, or trade, users 
interact directly with decentralized protocols from their wallet. Funds are custodied by 
smart contracts and positions can be opened, closed, or rebalanced 24/7, 365 days 
per year, by anyone in the world. 

Use Cases

The largest DeFi protocols serve as decentralized analogs to many familiar services 
provided by incumbent finance institutions. The table below exemplifies a few 
decentralized protocols that act as a counterpart to both traditional and digital asset 
financial services. 
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Examining Some Well-Known Protocols

Decentralized Stablecoins

MakerDAO
The Maker protocol emerged as one of the first essential building blocks of 
DeFi by introducing one of the first decentralized stablecoins, DAI. Stablecoins 
such as Tether and USD Coin (USDC) are generally backed by dollar reserves. 
Instead, Maker smart contracts accept ETH as collateral to mint DAI. Maker 
overcollateralizes the minted DAI and uses the MKR token to maintain price 
stability. DAI is the primary stablecoin used in DeFi.

Decentralized Lending & Borrowing

Compound
The Compound protocol was one of the first DeFi apps to gain mainstream 
attention as a lending and borrowing protocol. Similar to Maker, users deposit 
collateral to borrow assets. However Compound does not issue direct loans. 
Instead, it draws from a pool of liquidity supplied by Compound users and 
institutions via the Compound Treasury. For example, a user deposits DAI to 
earn interest, and borrows ETH while paying interest. In other words, a user 
can lend assets to offset the interest payment of the user’s borrowed assets.

Decentralized Exchange

Uniswap
The Uniswap protocol is an Automated Market Maker (AMM) that allows users 
to trade Ethereum-based tokens. Trades are executed using liquidity pools 
that users deposit funds to in exchange for interest. For example, users can 
deposit ETH and USDC to earn a portion of the fees collected by the protocol. 

https://insights.glassnode.com/defi-uncovered-farming-with-stablecoins/#:~:text=DAI%20is%20the%20leading%20major,other%20types%20of%20DeFi%20protocols.
https://medium.com/compound-finance/announcing-compound-treasury-for-businesses-institutions-83d4484fb82e
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Investment Opportunity

DeFi projects create tokens to support governance and treasury spending of their 
decentralized autonomous organization (“DAO”). Treasuries are used to support 
community development with developer grants, airdrops, and lobbying. The tokens 
typically have a fixed supply and permit holders to do a combination of things, 
including:

•	 Propose & vote on protocol changes
•	 Vote on DAO Treasury spending
•	 Stake or delegate tokens for interest
•	 Protocol-specific utility

Despite the technology being in its nascent stages, DeFi usage and TVL is growing 
rapidly. As more users interact with DeFi protocols, tokens will circulate to be used 
for protocol-specific utility, yield farming, voting, and trading. DeFi protocols are also 
very profitable due to the virtually non-existent operating costs and token holders 
will have crucial voting rights over future cash flows as the ecosystem matures. The 
Internet was the last major innovation in the financial services industry and DeFi is 
creating the new paradigm built on decentralized assets where value accrues to the 
users—token holders. 

Conclusion

Today, over 2.3 billion people are excluded from the traditional financial system 
and even more lack access to sophisticated services such as borrowing, lending, 
and asset management. Decentralized digital assets are revolutionizing the global 
transfer of value and require decentralized financial services to support it. While 
DeFi is still nascent technology, it has the ability to revolutionize the global financial 
services market (estimated at $21 trillion) and pave the way for a more accessible, 
and efficient financial system.

DeFi protocols pose heightened regulatory concerns. That is because financial 
services are extensively regulated with a particular focus on intermediaries such as 
banks, broker-dealers, exchanges, clearinghouses and custodians. Any action taken 
by policymakers or regulators to address risks of DeFi could have a material adverse 
impact on an investment that derives value from DeFi. To that end, it is critical that 
investors carefully evaluate the merits of using DeFi and seek independent advice 
before investing in any DeFi protocol or underlying digital asset. Projects such as 
Uniswap are actively working to combat potential regulatory scrutiny through a 
lobbying fund. 

To the extent you are interested in investing in the DeFi, we invite you to consider 

the Grayscale DeFi Fund. Please reach out to info@grayscale.com if you have any 

questions on DeFi or any of our 14 other Grayscale products. Qualified investors can 

view the products currently available at grayscale.com/startinvesting.

https://www.investopedia.com/tech/what-dao/
https://www.centerforfinancialinclusion.org/where-are-the-financially-excluded
https://www.businesswire.com/news/home/20210310005386/en/Global-Financial-Services-Market-Outlook-2021-2030-Expected-to-Reach-28.52-Trillion-by-2025---ResearchAndMarkets.com
https://decrypt.co/72985/uniswap-effort-25-million-defi-lobbying-fund-inches-forward-despite-detractors
mailto:info%40grayscale.com?subject=DeFi%20Paper%20
https://grayscale.com/products/
https://grayscale.com/startinvesting/
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About Grayscale

Founded in 2013, Grayscale Investments is the world’s largest digital currency asset 
manager, with more than $30.4B in assets under management as of July 1, 2021. 
Through its family of investment products, Grayscale provides access and exposure 
to the digital currency asset class in the form of a security without the challenges 
of buying, storing, and safekeeping digital currencies directly. With a proven track 
record and unrivaled experience, Grayscale’s products operate within existing 
regulatory frameworks, creating secure and compliant exposure for investors. 
Grayscale products are distributed by Genesis Global Trading, Inc. (Member FINRA/
SIPC, MSRB Registered). 

For more information, please visit grayscale.com and follow @Grayscale.

mailto:www.grayscale.com?subject=
mailto:https://twitter.com/grayscale?subject=
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Important Disclosures & Other Information

©Grayscale Investments, LLC. All content is original and has been researched and produced by 
Grayscale Investments, LLC (“Grayscale”) unless otherwise stated herein. No part of this content may 
be reproduced in any form, or referred to in any other publication, without the express consent of 
Grayscale.

This content is for informational purposes only and does not constitute an offer to sell or the 
solicitation of an offer to sell or buy any security in any jurisdiction where such an offer or solicitation 
would be illegal. There is not enough information contained in this content to make an investment 
decision and any information contained herein should not be used as a basis for this purpose. 
This content does not constitute a recommendation or take into account the particular investment 
objectives, financial situations, or needs of investors. Investors are not to construe this content as 
legal, tax or investment advice, and should consult their own advisors concerning an investment in 
digital assets. The price and value of assets referred to in this content and the income from them may 
fluctuate. Past performance is not indicative of the future performance of any assets referred to herein. 
Fluctuations in exchange rates could have adverse effects on the value or price of, or income derived 
from, certain investments.
 
Investors should be aware that Grayscale is the sponsor of Grayscale Bitcoin Trust (BTC), Grayscale 
Bitcoin Cash Trust (BCH), Grayscale Ethereum Trust (ETH), Grayscale Ethereum Classic Trust (ETC), 
Grayscale Litecoin Trust (LTC), Grayscale Horizen Trust (ZEN), Grayscale Stellar Lumens Trust (XLM), 
Grayscale Zcash Trust (ZEC), Grayscale Basic Attention Token Trust (BAT), Grayscale Chainlink Trust 
(LINK), Grayscale Decentraland Trust (MANA), Grayscale Filecoin Trust (FIL), Grayscale Livepeer 
Trust (LPT) (each, a “Trust”) and the manager of Grayscale Digital Large Cap Fund LLC (the “Fund”). 
The Trusts and the Fund are collectively referred to herein as the “Products.”  Any Product currently 
offering Share creations is referred to herein as an “Offered Product”. Information provided about an 
Offered Product is not intended to be, nor should it be construed or used as investment, tax or legal 
advice, and prospective investors should consult their own advisors concerning an investment in such 
Offered Product. This content does not constitute an offer to sell or the solicitation of an offer to buy 
interests in any of the Products. Any offer or solicitation of an investment in a Product may be made 
only by delivery of such Product’s confidential offering documents (the “Offering Documents”) to 
qualified accredited investors (as defined under Rule 501(a) of Regulation D of the U.S. Securities Act 
of 1933, as amended (the “Securities Act”)), which contain material information not contained herein 
and which supersede the information provided herein in its entirety.

The shares of each Product are not registered under the Securities Act, the Securities Exchange Act of 
1934 (except for Grayscale Bitcoin Trust), the Investment Company Act of 1940, or any state securities 
laws. The Products are offered in private placements pursuant to the exemption from registration 
provided by Rule 506(c) under Regulation D of the Securities Act and are only available to accredited 
investors. As a result, the shares of each Product are restricted and subject to significant limitations on 
resales and transfers. Potential investors in any Product should carefully consider the long-term nature 
of an investment in that Product prior to making an investment decision. The shares of certain Products 
are also publicly quoted on OTC Markets and shares that have become unrestricted in accordance 
with the rules and regulations of the SEC may be bought and sold throughout the day through any 
brokerage account. Any interests in each Product described herein have not been recommended by 
any U.S. federal or state, or non-U.S., securities commission or regulatory authority, including the SEC. 
Furthermore, the foregoing authorities have not confirmed the accuracy or determined the adequacy 
of this document. Any representation to the contrary is a criminal offense.

Certain of the statements contained herein may be statements of future expectations and other 
forward-looking statements that are based on Gray- scale’s views and assumptions and involve known 
and unknown risks and uncertainties that could cause actual results, performance or events to differ 
materially from those expressed or implied in such statements. In addition to statements that are 
forward-looking by reason of context, the words “may, will, should, could, can, expects, plans, intends, 
anticipates, believes, estimates, predicts, potential, projected, or continue” and similar expressions 
identify forward-looking statements. Grayscale assumes no obligation to update any forward-looking 
statements contained herein and you should not place undue reliance on such statements, which 
speak only as of the date hereof. Although Grayscale has taken reasonable care to ensure that the 
information contained herein is accurate, no representation or warranty (including liability towards third 
parties), expressed or implied, is made by Grayscale as to its accuracy, reliability or completeness. You 
should not make any investment decisions based on these estimates and forward-looking statements.
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Note On Hypothetical Simulated Performance Results    

HYPOTHETICAL SIMULATED PERFORMANCE RESULTS HAVE CERTAIN INHERENT LIMITATIONS. 
There is no guarantee that the market conditions during the past period will be present in the 
future. Rather, it is most likely that the future market conditions will differ significantly from those of 
this past period, which could have a materially adverse impact on future returns. Unlike an actual 
performance record, simulated results do not represent actual trading or the costs of managing the 
portfolio. Also, since the trades have not actually been executed, the results may have under or over 
compensated for the impact, if any, of certain market factors, such as lack of liquidity. Simulated 
trading programs in general are also subject to the fact that they are designed with the benefit 
of hindsight. NO REPRESENTATION IS BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY 
TO ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE SHOWN. PAST PERFORMANCE IS NOT 
INDICATIVE OF FUTURE RESULTS.

The hypothetical simulated performance results are based on a model that used inputs that are 
based on assumptions about a variety of conditions and events and provides hypothetical not actual 
results. As with all mathematical models, results may vary significantly depending upon the value 
of the inputs given, so that a relatively minor modification of any assumption may have a significant 
impact on the result. Among other things, the hypothetical simulated performance calculations do 
not take into account all aspects of the applicable asset’s characteristics under certain conditions, 
including characteristics that can have a significant impact on the results. Further, in evaluating the 
hypothetical simulated performance results herein, each prospective investor should understand 
that not all of the hypothetical assumptions used in the model are described herein, and conditions 
and events that are not accounted for by the model may have a significant adverse effect on the 
performance of the assets described herein. Prospective investors should consider whether the 
behavior of these assets should be tested based on different and/or additional assumptions from 
those included in the information herein.

IN ADDITION TO OTHER DIFFERENCES, PROSPECTIVE INVESTORS IN A PRODUCT SHOULD 
NOTE THE FOLLOWING POTENTIALLY SIGNIFICANT DIFFERENCES BETWEEN THE ASSUMPTIONS 
MADE IN THE HYPOTHETICAL SIMULATED PERFORMANCE RESULTS INCLUDED HEREIN AND 
THE CONDITIONS UNDER WHICH A PRODUCT WILL PERFORM, WHICH COULD CAUSE THE 
ACTUAL RETURN OF SUCH PRODUCT TO DIFFER CONSIDERABLY FROM RETURNS SET FORTH 
BY THE HYPOTHETICAL SIMULATED PERFORMANCE, TO BE MATERIALLY LOWER THAN THE 
RETURNS AND TO RESULT IN LOSSES OF SOME OR ALL OF THE INVESTMENT BY PROSPECTIVE 
INVESTORS:

FOR EXAMPLE, EACH TRUST WILL HOLD ONLY ONE DIGITAL ASSET, WHEREAS THE 
HYPOTHETICAL SIMULATED PERFORMANCE RESULTS ARE INTENDED TO SHOW HYPOTHETICAL 
PERFORMANCE OF AN INVESTMENT MULTIPLE DIGITAL ASSETS. IN ADDITION, THE GENERAL 
MARKET DATA USED IN THE HYPOTHETICAL SIMULATED PERFORMANCE RESULTS DO NOT 
REFLECT ACTUAL TRADING ACTIVITY AND COULD NOT BE REPLICATED BY A PRODUCT IN ITS 
ACTUAL TRANSACTIONS. If actual trading activity was executed at levels that differed significantly 
from the general market data used in the hypothetical simulated performance, the actual 
returns achieved would have varied considerably from the results of the hypothetical simulated 
performances and could have been substantially lower and could result in significant losses.

IN ADDITION, THE HYPOTHETICAL SIMULATED PERFORMANCE RESULTS DO NOT ASSUME ANY 
GAINS OR LOSSES FROM TRADING AND THEREFORE DO NOT REFLECT THE POTENTIAL LOSSES, 
COSTS AND RISKS POSED BY TRADING AND HOLDING ACTUAL ASSETS.

The hypothetical simulated performance results do not reflect the impact the market conditions may 
have had upon a Product were it in existence during the historical period selected. The hypothetical 
simulated performance results do not reflect any fees incurred by a Product. If such amounts had 
been included in the hypothetical simulated performance, the results would have been lowered.

AS A RESULT OF THESE AND OTHER DIFFERENCES, THE ACTUAL RETURNS OF A PRODUCT MAY 
BE HIGHER OR LOWER THAN THE RETURNS SET FORTH IN THE HYPOTHETICAL SIMULATED 
PERFORMANCE RESULTS, WHICH ARE HYPOTHETICAL AND MAY NEVER BE ACHIEVED. Reasons 
for a deviation may also include, but are by no means limited to, changes in regulatory and/or tax 
law, generally unfavorable market conditions and the Risk Factors set forth below.
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Certain Risk Factors 

Each Product is a private, unregistered investment vehicle and not subject to the same regulatory 
requirements as exchange traded funds or mutual funds, including the requirement to provide certain 
periodic and standardized pricing and valuation information to investors. There are substantial risks in 
investing in a Product or in digital assets directly, including but not limited to:

•	 PRICE VOLATILITY  				  
Digital assets have historically experienced significant intraday and long-term price swings. 
In addition, none of the Products currently operates a redemption program and may halt 
creations from time to time. There can be no assurance that the value of the common units of 
fractional undivided beneficial interest (“Shares”) of any Product will approximate the value of 
the digital assets held by such Product and such Shares may trade at a substantial premium 
over or discount to the value of the digital assets held by such Product. At this time, none of the 
Products is operating a redemption program and therefore Shares are not redeemable by any 
Product. Subject to receipt of regulatory approval from the SEC and approval by Grayscale, in 
its sole discretion, any Product may in the future operate a redemption program. Because none 
of the Products believes that the SEC would, at this time, entertain an application for the waiver 
of rules needed in order to operate an ongoing redemption program, none of the Products 
currently has any intention of seeking regulatory approval from the SEC to operate an ongoing 
redemption program.

•	 MARKET ADOPTION                                                                                                                                         
It is possible that digital assets generally or any digital asset in particular will never be broadly 
adopted by either the retail or commercial marketplace, in which case, one or more digital 
assets may lose most, if not all, of its value.

•	 GOVERNMENT REGULATION                                                                                                                                       
The regulatory framework of digital assets remains unclear and application of existing 
regulations and/or future restrictions by federal and state authorities may have a significant 
impact on the value of digital assets.

•	 SECURITY                                                                                                                                            
While each Product has implemented security measures for the safe storage of its digital assets, 
there have been significant incidents of digital asset theft and digital assets remains a potential 
target for hackers. Digital assets that are lost or stolen cannot be replaced, as transactions are 
irrevocable.

•	 TAX TREATMENT OF VIRTUAL CURRENCY                                                                                                                                         
For U.S. federal income tax purposes, Digital Large Cap Fund will be a passive foreign 
investment company (a “PFIC”) and, in certain circumstances, may be a controlled foreign 
corporation (a “CFC”). Digital Large Cap Fund will make available a PFIC Annual Information 
Statement that will include information required to permit each eligible shareholder to make a 
“qualified electing fund” election (a “QEF Election”) with respect to Digital Large Cap Fund. Each 
of the other Products intends to take the position that it is a grantor trust for U.S. federal income 
tax purposes. Assuming that a Product is properly treated as a grantor trust, Shareholders of 
that Product generally will be treated as if they directly owned their respective pro rata shares 
of the underlying assets held in the Product, directly received their respective pro rata shares 
of the Product’s income and directly incurred their respective pro rata shares of the Product 
’s expenses. Most state and local tax authorities follow U.S. income tax rules in this regard. 
Prospective investors should discuss the tax consequences of an investment in a Product with 
their tax advisors.

•	 NO SHAREHOLDER CONTROL                                                                                                                                          
Grayscale, as sponsor of each Trust and the manager of the Fund, has total authority over the 
Trusts and the Fund and shareholders’ rights are extremely limited. 

•	 LACK OF LIQUIDITY AND TRANSFER RESTRICTIONS                                                                                                                                   
An investment in a Product will be illiquid and there will be significant restrictions on transferring 
interests in such Product. The Products are not registered with the SEC, any state securities 
laws, or the U.S. Investment Company Act of 1940, as amended, and the Shares of each Product 
are being offered in a private placement pursuant to Rule 506(c) under Regulation D of the 
Securities Act of 1933, as amended (the “Securities Act”). As a result, the Shares of each Product 
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are restricted Shares and are subject to (i) a one year holding period or (ii) a six month holding 
period after the Product has been subject to the reporting requirements of Section 13 under the 
Exchange Act for a period of 90 days in accordance with Rule 144 under the Securities Act. In 
addition, none of the Products currently operates a redemption program. Because of the holding 
period and the lack of an ongoing redemption program, Shares should not be purchased by any 
investor who is not willing and able to bear the risk of investment and lack of liquidity for at least 
one year or six months, as applicable. No assurances are given that after the one year holding 
period, there will be any market for the resale of Shares of any Product, or, if there is such a 
market, as to the price at such Shares may be sold into such a market.

•	 POTENTIAL RELIANCE ON THIRD-PARTY MANAGEMENT; CONFLICTS OF INTEREST                                                                                                           
The Products and their sponsors or managers and advisors may rely on the trading expertise and 
experience of third-party sponsors, managers or advisors, the identity of which may not be fully 
disclosed to investors. The Products and their sponsors or managers and advisors and agents 
may be subject to various conflicts of interest.

•	 FEES AND EXPENSES                                                                                                                                         
Each Product’s fees and expenses (which may be substantial regardless of any returns on 
investment) will offset each Product’s trading profits.

 
Additional General Disclosures

Investors must have the financial ability, sophistication/experience and willingness to bear the risks 
of an investment. This document is intended for those with an in-depth understanding of the high 
risk nature of investments in digital assets and these investments may not be suitable for you. This 
document may not be distributed in either excerpts or in its entirety beyond its intended audience 
and the Products and Grayscale will not be held responsible if this document is used or is distributed 
beyond its initial recipient or if it is used for any unintended purpose.
 
The Products and Grayscale do not: make recommendations to purchase or sell specific securities; 
provide investment advisory services; or conduct a general retail business. None of the Products 
or Grayscale, its affiliates, nor any of its directors, officers, employees or agents shall have any 
liability, howsoever arising, for any error or incompleteness of fact or opinion in it or lack of care in 
its preparation or publication, provided that this shall not exclude liability to the extent that this is 
impermissible under applicable securities laws.
 
Carefully consider each Product’s investment objectives, risk factors, fees and expenses before 
investing. This and other information can be found in each Product’s private placement memorandum, 
which may be obtained from Grayscale and, for each Product listed on the OTC Markets and/or 
registered with the SEC, such Product’s annual report, which may be obtained by visiting the SEC’s 
website for Grayscale Bitcoin Trust (Symbol: GBTC) or the OTC Markets website for Grayscale Bitcoin 
Cash Trust (Symbol: BCHG), Grayscale Ethereum Trust (Symbol: ETHE), Grayscale Ethereum Classic 
Trust (Symbol: ETCG), Grayscale Litecoin Trust (Symbol: LTCN) and Grayscale Digital Large Cap Fund 
(Symbol: GDLC). Reports on OTC Markets are not prepared in accordance with SEC requirements 
and may not contain all information that is useful for an informed investment decision. Read these 
documents carefully before investing.
 
The Products are distributed by Genesis Global Trading, Inc. (Member FINRA/SIPC, MSRB Registered).

© 2021 Grayscale Investments, LLC. All rights reserved. The GRAYSCALE and GRAYSCALE 
INVESTMENTS logos, graphics, icons, trademarks, service marks and headers are registered and 
unregistered trademarks of Grayscale Investments, LLC in the United States.



General Inquiries: 

info@grayscale.com
Address: 262 Harbor Drive, 1st Floor, Stamford, CT 06902 
Phone: (212) 668-1427
@Grayscale

https://twitter.com/grayscale

