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A process of deleveraging is underway in the digital asset industry. The events of

recent months serve as a useful demonstration of how digital assets (or “crypto”) are

merging with traditional finance—for better or for worse. The liquidation of Three Arrow

s Capital (3AC),1 alongside the increasingly apparent exposures of its lending

counterparties, have thrown a spotlight on the relatively new crypto lending industry. 

At the same time, these events have demonstrated the strengths of decentralized finance 

(DeFi) applications, which are still running smoothly, and provide transparency and

auditability as all transactions on 'defi' platforms are conducted via open source

software code and stored on distributed databases that can be checked 24/7.

DeFi vs. CeFiDeFi vs. CeFi

To start with, it is important to establish what DeFi is. The following is a succinct

definition: “Decentralized finance (DeFi) offers financial instruments without relying

on financial intermediaries as brokerages, exchanges or banks by using smart contracts

on a blockchain.”2 

According to the WisdomTree Digital Asset Taxonomy,3 the DeFi segment of the digital

asset ecosystem is less than 1% of the overall ecosystem’s market capitalization.4 The

segment comprises a set of decentralized applications (dApps) that operate on smart

contract networks (e.g., Ethereum, Polygon). These dApps provide financial instruments

or services such as trading, lending or derivatives. Examples include Aave, Compound and

SushiSwap. 

The key part of the DeFi definition lies at the end. The implication of using smart

contracts on a blockchain is that one can audit the holdings at any point, owing to the

transparent nature of distributed ledgers (blockchains) and open source smart contract

code. The rules of the contract are very clear. Those who use DeFi apps do so with their

public/private key pair5, which means that they self-custody their assets and decide when

and how those assets are used. 

DeFi stands in contrast to what some term centralized finance (CeFi). Historically these

two domains were separate in the sense that digital asset networks, like the Bitcoin

network, were created outside of the traditional financial system (indeed – Bitcoin was

created at least in part as a response to loose monetary policy over prior decades). In

recent years, however, the lines have been blurring. 

The emergence of the centralized crypto lending industry is one such example. The

industry can be broadly divided into crypto lending companies (e.g., BlockFi, Celsius,

Babel Finance), intermediaries connecting the lenders with borrowers (e.g., Genesis) and

the borrowers themselves. These borrowers were often hedge funds who in some cases took

leveraged positions on various digital assets. 3AC is one such hedge fund. If not taking

leveraged long positions on digital assets, borrowers could also invest their holdings

in DeFi apps so as to take advantage of the sometimes high yields offered.6 Much of this
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lending activity involved U.S. dollar pegged tokens (stablecoins), which is another

example of the blurring of the crypto and traditional financial rails. 

With these concepts in mind, it is possible to better understand what is currently

transpiring. 

Let the deleveraging beginLet the deleveraging begin

To understand present events, it helps to start with the collapse of Terraform Lab’s

TerraUST (UST) and the associated LUNA cryptocurrency. At the beginning of April 2022,

the LUNA cryptocurrency was valued at the equivalent of around $41 billion. By mid-May

it was worth less than $300 million.7 The peak amount of outstanding UST was over $18

billion on May 7, 2022. By July 1, 2022, one UST was trading at ¢4 on the dollar.8 

Think of the collapse of UST/LUNA as a depth charge. Now those who were exposed to the

explosion are floating to the water’s surface.

The first to show public signs of shakiness was crypto lender Celsius, when it suspended

withdrawals citing, “extreme market conditions.”9 The next was crypto lender BlockFi,

which began to cut headcount10 before revealing it was one of a number of companies

involved in the liquidation of positions belonging to hedge fund 3AC.11 It is at this

point that the interconnectedness of the various crypto lenders with 3AC (and one

another) becomes apparent. 

So far it is thought that 3AC had over $200 million in exposure to LUNA12 —and that is

the start. Crypto broker Voyager Digital has revealed in public filings that 3AC was

unable to meet payments on a loan of 15,250 BTC, worth about $305 million, and $350

million of USD Coin (USDC).13 Market maker and lender Genesis is thought to have hundreds

of millions of dollars of exposure to 3AC.14 

At this time, a number of takeover and bailout efforts have been initiated but not

concluded. Crypto exchange FTX is one of the main parties.15 Crypto investment firm

Morgan Creek Digital is another.16 Time will tell how this will play out.  

If this story sounds familiar it is because you are thinking about Long-Term Capital

Management (LTCM)—minus the Nobel Prize winning economists (or government bailout). The

outcome of taking large, leveraged, long positions in markets that are as volatile as

digital assets is hardly surprising. It is worth noting that the lack of transparency

around the leveraged positions of hedge funds, like 3AC, and the level of

collateralization of the positions of lenders such as BlockFi or Celsius, stand in

contrast to the transparency and auditability that, as we noted above, are

characteristics of DeFi. 

In the coming months, expect digital asset prices to remain subdued. The forced

liquidation of digital asset positions puts additional supply into markets that have

been characterized by a risk-off sentiment since January 2022. Even networks or dApps

that have nothing to do with the liquidated positions and insolvencies, and continue to

operate smoothly, are likely to end up collateral damage. Also expect more insolvent

parties to emerge, particularly as trading volume dries up on small crypto exchanges. 

The path to responsible DeFiThe path to responsible DeFi

The good news is that the liquidation and bankruptcy of these entities has not yet had

material impacts via contagion on the traditional financial system.17 However, as lines

between the crypto and traditional finance systems continue to blur, it is hard to

imagine regulators not taking an even closer look at activities in and around the

digital asset ecosystem. What is likely to emerge will be a more ‘responsible DeFi,’

spurred on by a more stringent set of regulatory requirements and oversight in

industrialized economies. This trend was already apparent with the Executive Order on

Ensuring the Responsible Development of Digital Assets18 in the U.S. and with the soon-

to-be-passed Markets in Crypto Assets (MiCA)19 in the EU. It will continue to gain pace

in the near future.20
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Important Risks Related to this ArticleImportant Risks Related to this Article

Benjamin Dean is an employee of WisdomTree UK Limited, a European subsidiary of

WisdomTree Asset Management Inc.’s parent company, WisdomTree Investments, Inc.

Information provided by WisdomTree regarding digital assets, crypto assets or blockchain

networks should not be considered or relied upon as investment or other advice, as a

recommendation from WisdomTree, including regarding the use or suitability of any

particular digital asset, crypto asset, blockchain network or any particular strategy.

WisdomTree is not acting and has not agreed to act in an investment advisory, fiduciary

or quasi-fiduciary capacity to any advisor, end client or investor, and has no

responsibility in connection therewith, with respect to any digital assets, crypto

assets or blockchain networks.  
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this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONSDEFINITIONS

CryptocurrencyCryptocurrency  : a digital or virtual currency that is secured by cryptography, which

makes it nearly impossible to counterfeit or double-spend.

Decentralized Finance (DeFi)Decentralized Finance (DeFi)  : A system by which financial products become available

on a public decentralized blockchain network.

Open SourceOpen Source  : Open source refers to a software program or platform with source code

that is readily accessible and which can be modified or enhanced by anyone. Open source

access grants users of an application permission to fix broken links, enhance the

design, or improve the original code.

BlockchainBlockchain  : a distributed ledger system in which a record of transactions made in

cryptocurrencies are maintained across computers linked in a peer-to-peer network

Centralized Finance (CeFi)Centralized Finance (CeFi)  : A type of financial practice within the cryptocurrency

sphere where users can earn interest and get loans on their digital assets through a

centralized platform.

StablecoinStablecoin  : Stablecoins are cryptocurrencies the value of which is pegged, or tied, to

that of another currency, commodity or financial instrument.

Risk-on/risk-offRisk-on/risk-off  : refers to changes in investment activity in response to perceived

risk. During periods when risk is perceived as low, investors tend to engage in higher-

risk investments. When risk is perceived as high, investors tend to gravitate toward

lower-risk investments.
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