How should we think
about cryptocurrencies?
Cryptocurrencies are once again capturing investors’ attention.
Bitcoin, the sector leader, is attracting significant institutional
capital and increasingly being accepted as a method of payment
by global consumer companies. Greater regulatory attention and
efforts by central banks to create their own digital currencies is
also providing some legitimacy to this digital space.
The opportunities for investors to research and read about the
rise of cryptocurrencies seems almost endless and extends from
trying to understand the nature of the potential investment
through to ascertaining its ‘fair value’. In this article we focus on
some, though by no means all, of the key questions being asked.
For those who judge an allocation to cryptocurrencies a worthy
investment, from either a risk management perspective or a
strong belief in the long-term opportunity, we make several
observations. These include where cryptocurrencies should sit in
a diversified portfolio and the size of an appropriate position.
What is it? Should we like it?

Cryptocurrencies are
attracting institutional
capital and being
increasingly accepted for
payment by global
consumer companies…
…However, some view
them as a modern-day
version of the 17th century
tulip bubble and others
opine their lack of realworld use.

In terms of being a ‘store
of value’, keen investors
favour the fact that
Bitcoin’s supply cannot be
expanded. There are
currently 18.7 million
bitcoins, and its design
prohibits expansion
beyond 21 million.

But the main challenge to
Bitcoin and other
cryptocurrencies’ claim to
be a store of value is
their volatility.

Are cryptocurrencies a store of value?

Is it (just) a digital commodity?

Square, in its Q4 report,
noted that its cash app—a
peer-to-peer payments
platform—generated USD
1.76 billion of Bitcoin
revenue, 10 times more
than a year ago. Bitcoin is
now being accepted by
Home Depot.

Can cryptocurrencies become a means of exchange?

But Visa can process
25,000 transactions per
second. Bitcoin can only
transact at four per
second (leading some to
refer to it as ‘tap
and slow’).

Can Bitcoin pass the sustainability test?

“I don’t think that Bitcoin
is widely used as a
transaction mechanism…
…and the amount of
energy that’s consumed in
processing those
transactions is
staggering.”
Where could cryptocurrencies sit in a portfolio?

We believe
cryptocurrencies are best
positioned in the
alternatives, real assets
sub-asset class…
…But what fundamentally
drives their ‘fair value’?

“The median impact of a
2.5% allocation to Bitcoin
on a 60/40 portfolio over
a three-year period has
been to increase returns
by nearly 15%...and
boosted the portfolio’s
Sharpe ratio by 41%”.

Concluding thoughts

Cryptocurrencies should
be viewed as relatively
high-risk growth assets
within a diversified
portfolio…
…They need to be
appropriately sized and,
like gold, should be
viewed as a subjective
asset with allocations
likely below a 5% share.
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