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ERC-4626: An Ethereum Token Standard for Yield-Bearing Assets

YOU ARE RESPONSIBLE FOR DETERMINING WHETHER ANYTHING CONTAINED HEREIN IS SUITABLE FOR YOUR PARTICULAR
CIRCUMSTANCES, AND FOR SEEKING PROFESSIONAL TAX, LEGAL, AND/OR INVESTMENT ADVICE AS APPROPRIATE. PLEASE SEE
THE OTHER DISCLAIMERS AT THE END OF THIS REPORT.

SUMMARY

e Decentralized Finance (DeFi) protocols allow market participants to generate yield
on their capital, often through a yield-bearing digital asset associated with the
protocol.

e Composability, which is the interoperability of components within a system, is a
crucial part of the DeFi ecosystem as it enables market participants to optimize the
value of their capital.

e There is currently no standard for developers to integrate different yield-bearing
digital assets across DeFi protocols without relying on custom solutions.

e ERC-4626 proposes to standardize yield-bearing digital assets, which will reduce
the time and effort associated with their development.

e IFfERC-4626 is implemented, collaboration and composability between
Ethereum-based DeFi protocols are predicted to benefit significantly.

OVERVIEW

As one of the most popular and widely adopted blockchains, Ethereum has multiple
token standards that enable developers to build decentralized applications on top of their
network. The most popular and well-known token standards are ERC-20, which is a
standard for fungible tokens that are interchangeable akin to equities, and ERC-721,
which is a standard for unique non-fungible tokens (NFTs).

Now, numerous Ethereum-based DeFi applications have been built to allow investors to
generate yield on their capital. To increase the composability and ease the
implementation of yield-bearing digital assets in the Ethereum ecosystem, a new token
standard known as ERC-4626 has been proposed.
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WHAT IS A YIELD-BEARING TOKEN?

At its core, a yield-bearing digital asset is a token that intrinsically receives interest due to
its use case in an associated DeFi protocol. For example, xXSUSHI is a form of staked SUSHI
that earns a reward fee of 0.05% from all trades on the SushiSwap platform and aUSDC is
a form of deposited USDC on the Aave platform that is actively earning yield from the
borrowers’ interest payments.

As the DeFi landscape continues to innovate and new business models emerge, the
number of protocols that enable yield-bearing mechanisms to attract and sustain
liquidity for the functionality of their products will continue to increase. Additionally,
composability, which allows for the interoperability of components within a system, is an
important part of the DeFi ecosystem. DeFi assets are similar to blocks that can be
stacked on top of one another to provide market participants with the ability to optimize
the return on their capital. At the same time, composability causes complexity, which
then sparked the need for a standardized interface to connect digital assets to smart
contract vaults owned by a protocol, such as in the SushiSwap and Aave examples above.
Currently, developers need to create custom solutions to integrate every different
yield-bearing digital asset.

Figure A - An Example of Composability: Yield-Bearing Tokens Being Utilized as
Collateral to Take Out Crypto Loans
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ERC-4626

The new proposed token standard for Ethereum-based yield-bearing digital assets is
called ERC-4626. First introduced by Joey Santoro, co-founder of Fei protocol (alongside
Jet Jadeja and the pseudonymous transmissionlls of Rari Capital), the ERC-4626 token
standard aims to simplify the integration of yield-bearing digital assets in DeFi protocols,
which will reduce the time and capital required from developers and enhance the
composability of the Ethereum DeFi ecosystem.

Copyright© 2022 - DIGITAL ASSET RESEARCH


https://abracadabra.money/stand

The associated proposal, titled EIP-4626, is currently under review and its code is publicly
available on GitHub. Similar to other Ethereum Improvement Proposals, the code base
will undergo an audit by multiple firms before the final merge happens and the
associated expenses will be paid by Fei Labs on behalf of Tribe DAO. Unlike EIP-1559, a
hard fork will not be necessary to implement the change as the token standard lives on
the application layer only. Adoption of this new standard would entirely depend on
organic traction from developers and founders.

A case example of a protocol that would benefit greatly from this integration, as its
founder enthusiastically said, is Alchemix. Alchemix is a self-repaying loan protocol that
allows users to deposit the DAI stablecoin as collateral and borrow up to 50% of the
deposited amount in alUSD. Alchemix then utilizes the deposited DAI to gain yield via
yearn.finance and SushiSwap, and automatically repay the loan, ensuring that the
borrowers’ debt goes down over time.

CONCLUSION

If implemented well and adopted widely in the industry, the ERC-4626 token standard
will help protocols and developers save time and capital. The enhanced level of
composability that will be made feasible by the new standard is likely to increase the pace
of innovation and enhance the state of the Ethereum DeFi ecosystem.

Digital Asset Research (DAR) is a specialist provider of crypto data and research. Since 2017, DAR has
combined its expertise in traditional financial services and the crypto space to meet the needs of
institutional clients, including asset managers, banks, custodians, family offices, fintech firms, fund
administrators, hedge funds, and venture capital firms; flagship clients include FTSE Russell, who partners
with DAR to deliver FTSE DAR crypto-asset reference prices and indexes, and Bloomberg, who uses DAR's
taxonomy and pricing data in the Bloomberg Galaxy DeFi and Solana Indexes. DAR’s core offerings include
Clean Pricing & Verified Volume Data, a Crypto Events Calendar, a Reference Data Master, an Industry
Taxonomy & Taxonomy Themes, Exchange Diligence, and Token Diligence, as well as related crypto market
research.

Contact us to learn more.
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DISCLAIMERS

You are permitted to store, display, analyze, modify, and print this report, but only for your own use. You are not
permitted to (a) reverse engineer, decompile, decode, decrypt, disassemble, or in any way derive source code
from this report; (b) modify, translate, adapt, alter, or create derivative works from this report; (c) copy (except as
expressly permitted in the Subscription Services Agreement), distribute, publicly display, transmit, sell, rent, lease
or otherwise exploit this report or grant any third party access to it; (d) frame or scrape or in-line link to the this
report or use web crawlers, web spiders or other automated means to access, copy, index, process and/or store
any of the information herein; (e) create apps, extensions, programs or other products or services that use any of
the information herein; or (f) make or have made a service or product using similar ideas, features, functions or
graphics of or providing a similar benefit as that provided by this report.

DAR DOES NOT MAKE AND HEREBY EXPRESSLY DISCLAIMS ALL WARRANTIES, ORAL OR WRITTEN, EXPRESS OR
IMPLIED, INCLUDING WARRANTIES OF NON-INFRINGEMENT, MERCHANTABILITY, AND FITNESS FOR A
PARTICULAR PURPOSE. WITHOUT LIMITING THE FOREGOING, YOU AGREE THAT YOUR USE OF THIS REPORT IS
AT YOUR SOLE RISK AND ACKNOWLEDGE THAT THIS REPORT IS PROVIDED “AS-IS" AND DAR DOES NOT MAKE
ANY WARRANTIES WITH RESPECT TO THE OPERATION, AVAILABILITY, RELIABILITY, ORIGINALITY OR ADEQUACY
OF THE SAME. THIS REPORT (INCLUDING ANY INFERENCES OR CONCLUSIONS DRAWN HEREIN) IS BASED ON
INFORMATION DAR CONSIDERS RELIABLE, HOWEVER, DAR DOES NOT REPRESENT IT AS ACCURATE OR
COMPLETE, AND IT SHOULD NOT BE RELIED ON AS SUCH. THIS REPORT (INCLUDING ANY INFERENCES OR
CONCLUSIONS DRAWN HEREIN) IS PROVIDED FOR GENERAL INFORMATIONAL PURPOSES ONLY AND YOU ARE
RESPONSIBLE FOR DETERMINING WHETHER ANYTHING CONTAINED HEREIN IS SUITABLE FOR YOUR
PARTICULAR CIRCUMSTANCES, AND FOR SEEKING PROFESSIONAL TAX AND/OR INVESTMENT ADVICE AS
APPROPRIATE. DAR DOES NOT GIVE TAX, LEGAL OR INVESTMENT ADVICE OR ADVOCATE THE PURCHASE OR
SALE OF ANY SECURITY, INVESTMENT, CRYPTOCURRENCY OR DIGITAL ASSET. NONE OF THE INFORMATION
CONTAINED IN THIS REPORT CONSTITUTES OR IS INTENDED TO CONSTITUTE A RECOMMENDATION BY DAR TO
ACQUIRE, HOLD, INVEST IN, OR USE ANY PARTICULAR COIN, TOKEN, CRYPTOCURRENCY, PROTOCOL, COMPANY
OR FOUNDATION.

You assume the entire risk of any use you make or permit to be made from this report. Without limiting the
foregoing and to the maximum extent permitted by applicable law, in no event shall DAR have any liability
regarding this report for damages, even if notified of such possibility.

The information contained herein is as of the date hereof and is subject to change without prior notice. We may
provide oral or written market commentary or trading strategies to our clients that reflect opinions that are
contrary to the opinions expressed in this research. Information containing any historical information, data or
analysis should not be taken as an indication or guarantee of any future performance as past performance does
not guarantee future results. None of DAR's products or services recommend, endorse, or otherwise express any
opinion regarding any “coin”, “token”, “cryptocurrency” “protocol”, “company” or “foundation” and none of DAR's
products or services are intended to constitute investment advice or a recommmendation to make (or refrain from

making) any kind of investment decision and may not be relied on as such.
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