
Ethereum’s long-anticipated event known as “The Merge” is expected to occur around September 15th, 
officially transitioning the largest smart contract platform from a “proof-of-work” to a “proof-of-stake” 
consensus mechanism. Below, we outline the implications, opportunities, and risks of The Merge for 
Ethereum, the blockchain powering the next wave of the internet titled Web 3.0.
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WHAT THE MERGE MEANS FOR ETHEREUM

Smart contract platforms compete across several metrics including security, decentralization, scalability, 
and throughput. Security has been at the forefront of Ethereum’s competitive advantage relative to new 
smart contract platforms, but this in turn has limited the scalability of Ethereum. The Merge sets the stage 
for Ethereum to improve on its scalability over time. 

The remaining roadmap posts are named The Surge, The Verge, The Purge, and The Splurge. The Surge will 
be focused on scaling with Vitalik Buterin, co-founder of Ethereum, stating “Ethereum today can process 
about 15 to 20 transactions a second, [post-surge] Ethereum, including the rollups, including the sharding, 
according to math it’s going to be able to process 100,000 transactions a second.”
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While The Merge does put Ethereum on the path to sustainable scalability, there are certain open items that 
will not be improved upon until future iterations:

+ Gas Fees Will Not Be Lower: The Merge will not increase the network capacity for the blockchain and 
will therefore not lower gas fees. In times of high usage and congestion, gas fees paid to use Ethereum 
rise to levels that are unsustainable for many underlying use cases. 

+ Transactions Will Be Only Slightly Faster: Although some slight changes exist, transaction speed will 
remain mostly the same as before The Merge. 

There are some execution and trading risks around The Merge: 

+ Ethereum Fork: A Fork is a new version of a blockchain that has different characteristics than the 
developer-backed blockchain. In this case, another version (Fork) of Ethereum could take market share 
from the new main Ethereum that utilizes proof-of-stake. There are two reasons this should present 
minimal risks: 1) historically Forks are unable to take meaningful market share; and 2) prominent 
protocols and stablecoins have announced support for the proof-of-stake version of Ethereum.

+ Unlocking of Ether Supply: This could increase supply on the market (unstaking by validators will not be 
allowed until the Shanghai fork in mid-2023). With that said, long-term supply fundamentals are 
becoming more attractive with the reduction in ether new issuance and buybacks. 

+ PoS Could Lead to Centralization: Some argue that proof-of-stake (PoS) is less secure than proof-of-
work (PoW) and potentially will lead to a higher degree of centralization. PoW requires capital intensive 
equipment to verify transactions, while PoS requires the purchase and staking of ether. With the recent 
OFAC sanction of Tornado Cash, there is growing concern that Ethereum utilizing PoS could be 
censored by a central authority. 

+ Execution Risks: General execution risks during the transition to Ethereum PoS could have a negative 
impact on confidence in the network. To this point, the testnets (“dress rehearsals” for the final 
transition to PoS) have experienced minimal issues thus far. 
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WHAT’S NOT HAPPENING AND RISKS

+ More Energy Efficient: Ethereum will now use ~99% less energy than proof-of-work, making Ethereum 
ESG-friendly and eliminating one less headwind to the ether narrative.

+ Ether Supply will be Less Inflationary, Potentially Disinflationary, and Maybe Deflationary: Ether’s 
annual issuance after The Merge will decrease by approximately 90% and relates to the amount of ether 
staked. This decrease, alongside the base fees that are “burned” for each transaction (about 2.6M total 
since August 2021), will create less inflation than the proof-of-work model and may even be deflationary 
in periods of high network activity. 

+ Ether Becomes a Cash Flow Generating Asset: Ether staked in hot validators receive staking rewards as 
a form of cash-flow. It is estimated that staking rewards will be around 4-8% following The Merge. The 
actual returns vary based on the total amount of staked ether. This ability to receive a return on your 
holdings should make ether a more attractive asset.

ETHER BECOMES A MORE ATTRACTIVE ASSET
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Investment advisory and management services are provided by Eaglebrook Advisors, Inc., a registered investment advisor. Information presented is for 
educational purposes only and should not be construed as providing investment advice. Past performance is no indication of future results. Investing in 
digital currency comes with significant risk of loss that a client should be prepared to bear, including, but not limited to, volatile market price swings or 
flash crashes, market manipulation, economic, regulatory, technical, and cybersecurity risks. In addition, digital currency markets and exchanges are not 
regulated with the same controls or customer protections available in equity, option, futures, or foreign exchange investing. Eaglebrook does not offer tax 
advice. Neither consultations nor information published by Eaglebrook should be construed as offering or providing tax advice.

Volatility Risk: Digital currency is a speculative and volatile investment asset. Investors should be prepared for volatile market swings and prolonged bear 
markets. Digital currency can have higher volatility than other traditional investments such as stocks and bonds and market movements can be difficult to 
predict.

Economic Risk: The economic risk associated with digital currency is in the lack of widespread or continuing digital currency adoption. The market and 
investors could decide that digital currency should not be valued at the current market capitalization due to a variety of factors.

Regulatory Risk: Digital currency could be banned or highly regulated by governments that would deter investors from buying or holding digital currency. 

Technical Risk: Digital currency is a dynamic network with a codebase that is updated to add new security and functionality features. The updated code 
that is merged by the core developers could potentially have an error that threatens the security or functionality of the digital currency network.

Cybersecurity Risk: Digital currency exchanges and wallets have been hacked and digital currency has been stolen in the past. This is a potential risk that 
clients must be comfortable with when investing and holding digital currency. Theft is less likely when holding digital currency at a qualified custodian in 
offline systems (cold storage) with institutional security and controls.

Digital Asset Service Providers: Several companies and financial institutions provide services related to the buying, selling, payment processing and 
storing of virtual currency (i.e., banks, accountants, exchanges, digital wallet providers, and payment processors). However, there is no assurance that the 
virtual currency market, or the service providers necessary to accommodate it, will continue to support Digital Assets, continue in existence or grow. 
Further, there is no assurance that the availability of and access to virtual currency service providers will not be negatively affected by government 
regulation or supply and demand of Digital Assets. Accordingly, companies or financial institutions that currently support virtual currency may not do so in 
the future. 

Custody of Digital Assets: Under the Advisers Act, SEC registered investment advisers are required to hold securities with “qualified custodians,” among 
other requirements. Certain Digital Assets may be deemed to be securities. Currently, many of the companies providing Digital Assets custodial services 
fall outside of the SEC’s definition of “qualified custodian”, and many long-standing, prominent qualified custodians do not provide custodial services for 
Digital Assets or otherwise provide such services only with respect to a limited number of actively traded Digital Assets. Accordingly, clients may use 
nonqualified custodians to hold all or a portion of their Digital Assets. 

Government Oversight of Digital Assets: The regulatory schemes - both foreign and domestic - possibly affecting Digital Assets or a Digital Asset network 
may not be fully developed and subject to change. It is possible that any jurisdiction may, in the near or distant future, adopt laws, regulations, policies or 
rules directly or indirectly affecting a Digital Asset network, generally, or restricting the right to acquire, own, hold, sell, convert, trade, or use Digital Assets, 
or to exchange Digital Assets for either fiat currency or other virtual currency. It is also possible that government authorities may take direct or indirect 
investigative or prosecutorial action related to, among other things, the use, ownership, or transfer of Digital Assets, resulting in a change to its value or to 
the development of a Digital Asset.

The indexes presented are unmanaged portfolios of specified securities and the performance shown is gross of fees which do not reflect any initial or 
ongoing expenses. Indexes cannot be invested in directly. Returns for digital assets may differ significantly from the returns of indexes which hold 
securities. Returns are for the time periods shown. 

For more information, please see our Form ADV Disclosures and Privacy Policy on our website.
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