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A Guide to Understanding and Using 
Interest in Decentralized Finance

This short book aims to provide a comprehensive guide to 
understanding compound pageinterest and its application in 
decentralized finance (DeFi), particularly focusing on  
decentralized protocols.

Chapter 1: Introduction to Compound Interest

What is Compound Interest?

Compound interest is the interest you earn on your initial 
investment (principal) plus any accumulated interest. In essence, it 
allows your money to grow exponentially over time, making it a 
powerful tool for wealth creation.

Simple vs. Compound Interest

To understand the power of compounding, let's differentiate it from 
simple interest.

• Simple interest is calculated only on the principal amount. 
For instance, if you invest $1000 at a 5% simple interest 
rate annually, you will earn $50 each year.

• Compound interest, however, considers the principal and 
the accumulated interest. Using the same example, in the 
second year, the interest would be calculated on $1050 
(initial principal + first year's interest).

This compounding effect leads to significantly higher returns over 
the long term.



Calculating Compound Interest

While the concept might sound complicated, calculating compound 
interest can be simplified using the following formula:

A = P (1 + r/n)^(nt)

Where:

A = the future value of the investment/
loan, including interest
P = the principal investment amount (the 
initial deposit or loan amount)
r = the annual interest rate (decimal)
n = the number of times that interest is 
compounded per unit t
t = the time the money is invested or 
borrowed for

Chapter 2: Decentralized Finance (DeFi)

Traditional Banking System vs. DeFi

Traditionally, financial services like lending and borrowing are 
facilitated by institutions like banks. These institutions act as 
intermediaries, managing your funds and charging fees for their 
services. However, DeFi aims to revolutionize this by leveraging 
blockchain technology.



Here's a comparison:

What is DeFi?

DeFi refers to a financial system built on blockchain technology 
that eliminates the need for traditional intermediaries. DeFi 
platforms enable peer-to-peer financial transactions, offering 
services like lending, borrowing, trading, and more.

Key Features of DeFi:

• Decentralization: No single entity controls the network.
• Transparency: All transactions are recorded on the 

blockchain and are publicly viewable.
• Accessibility: Anyone with an internet connection can 

access DeFi services.

Feature Bank Bitcoin

Hours

Typical working 
hours on 
weekdays, limited 
hours on 
weekends, closed 
on banking 
holidays.

Open 24/7, 365 days a year.

Fees

Varied fees for 
card payments, 
checks, wire 
transfers, etc.

Variable transaction fees 
determined by miners and users, 
typically ranging from $0 to $50; 
users have control over the fee 
amount.

Speed

Transactions can 
take 24-72 hours 
or more, 
depending on the 
method and 
holidays.

Transactions can take as little as 15 
minutes to over an hour, depending 
on network congestion.



• Security: Blockchain's cryptographic security ensures the 
safety of your assets.

Chapter 3: Æ Finance - Your Own Bank

Introduction to Æ Finance

One prominent example of a DeFi lending and borrowing platform 
is Compound Finance. It operates as an open-source money 
market protocol on the Ethereum blockchain.

How Compound Finance Works

• Depositors/Suppliers: Users deposit their crypto assets 
(like ETH, USDC, DAI) into Compound's liquidity pools. 
In return, they receive cTokens (e.g., cETH for ETH, 
cUSDC for USDC) that represent their deposit and accrue 
interest.

• Borrowers: Users can borrow crypto assets from these 
liquidity pools by providing collateral. Borrowers pay 
interest, which is directly distributed to the depositors/
suppliers.

Æ Finance, therefore, enables a transparent and efficient system 
where lenders earn interest, and borrowers can access liquidity by 
providing collateral.

Benefits of Using Compound Finance

• Earning Interest on Idle Assets: Instead of holding your 
crypto, you can deposit it on Æ to earn interest, making 
your assets work for you.

• Borrowing Without Credit Checks: Since the system is 
collateralized, borrowers don't need to go through credit 
checks.

• Transparency and Security: All transactions are recorded 
on the Ethereum blockchain, ensuring transparency and 
security.



Chapter 4: Digital Wallets and Metamask

What is a Digital Wallet?

A digital wallet is like a bank account for your crypto assets. It 
allows you to send, receive, and manage your cryptocurrencies.

Types of Digital Wallets:

• Custodial Wallets: These wallets are managed by third-
party services (like exchanges). While they offer 
convenience, they come with the risk of the custodian 
controlling your assets.

• Non-custodial Wallets: These wallets give you complete 
control over your assets and private keys. You are solely 
responsible for the security of your assets.

Metamask: A Popular Non-custodial Wallet

Metamask is a widely used non-custodial wallet for interacting 
with DeFi applications on the Ethereum network. It's available as a 
browser extension and mobile app, making it easy to use and 
manage your assets.

Mnemonic Phrase: Your Key to Recovery

When setting up a non-custodial wallet like Metamask, you will 
receive a mnemonic phrase, typically a 12-word sequence. This 
phrase is crucial for recovering your wallet and funds if you lose 
access to your device or forget your password.

Important: Never share your mnemonic phrase with anyone, as it 
grants complete control over your wallet and funds. Store it 
securely offline.



Chapter 5: Understanding APR and APY

APR (Annual Percentage Rate)

APR represents the annual interest rate charged for earning or 
borrowing money without considering compounding.

APY (Annual Percentage Yield)

APY takes compounding into account. It reflects the actual rate of 
return on your investment over a year, factoring in the frequency of 
interest compounding.

Why is APY Important in DeFi?

DeFi protocols like Æ Finance often compound interest with high 
frequency (e.g., every block on the Ethereum network), making 
APY a more accurate representation of potential returns.



Conclusion

Understanding compound interest and its application in DeFi 
platforms like Compound Finance can unlock new opportunities 
for earning passive income and managing your assets in a 
decentralized manner. As the DeFi ecosystem continues to grow 
and evolve, platforms like Compound are likely to play an even 
more significant role in shaping the future of finance.


