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Bitcoin - A New Asset Class? - Part 2 of a 2 Part Series

In part one of the series, we examined the evolution of Bitcoin and its historical performance. This week, as promised, we will explore how portfolio managers
and investors can use Bitcoin in a portfolio context. Before we look at scenarios, let us look at how the crypto currency performed over the last two weeks.
At the time when published our last article, February 12, 2021, the crypto traded at US$47,251.90. Since that time the price of the coin went all the way up to
US$57,355 and back down to US$47,230 yesterday, March I, 2021, almost where it was two weeks ago. Not quite a roller coaster, but you get the point.

Now back to the matter at hand. For investors who are comfortable taking on a bit more risk, an investment in Bitcoin might be appropriate. However, with
that said, those who view Bitcoin as the 'Redeemer’ in a time of high uncertainty and low interest rates, should remain careful.

Given Bitcoin’s great surge over the last three years, it should come as no surprise to find that the inclusion of Bitcoin in a traditional 60:40 (equity/bond) port-
folio would have increased the overall portfolio returns. However, a complete assessment can only be done if its impact on the overall risk of the portfolio is
evaluated, in addition to its return enhancement properties. Therefore, to evaluate the impact of Bitcoin on a diversified portfolio, factored on a risk and re-
turn basis, we consider the impact of adding various allocations of Bitcoin

to a portfolio. This demo portfolio consists of a 60% allocation to the Van- TABLE I. PORTFOLIO PERFORMANCE METRICS (January |, 2014 - September 30, 2020)
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The analysis shows that adding Bitcoin to a portfolio has historically had a

Slgmﬁcant positive impact on Iong-term pOthOlIO returns on both an abso- TABLE 2. CONTRIBUTION OF A 2.5% BITCOIN ALLOCATION TO A TRADITIONAL PORTFOLIO USING
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consideration, a quarterly rebalanced portfolio with a 2.5% allocation to
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from 0.54 to 0.75. The Sharpe ratio is defined as the measure of the risk- Scurce: Bitwise Asset Management
adjusted return of a financial portfolio and is used to help investors under-
stand the return of an investment compared to its risk. Therefore, the higher Sharpe ratio, in our example, suggests that the portfolio would have improved

with the inclusion of the crypto currency.
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The positive impact of Bitcoin’s addition over the period is notable and unsurprising since it captures a period during which Bitcoin’s price appreciated substan-
tially. Part one would have highlighted this. To evaluate Bitcoin’s contribution to a portfolio over variable performances, a rolling-period analysis to simulate
different holding periods over all possible time frames instead of point-in-time analysis was used. Using a quarterly rebalancing frequency and allocating to
Bitcoin proportionally from the stock and bond side of the portfolios, we found that a 2.5% allocation to Bitcoin has a win rate or likelihood of positive returns
in a diversified portfolio of 100% for holding periods of three-years, 97% for two-years periods, and 74% for one-year periods since 2014.

Over each of the three durations, the portfolio impact has been both significant and skewed on the positive side. For example, the median impact of a 2.5% al-
location to Bitcoin on a 60/40 portfolio over a three-year period has been to increase total returns by 14.65%. Negative impacts, when and where they have
occurred, have been limited. Again, similar to the point-in-time analysis, this positive impact came without a significant rise in portfolio volatility. So, we see
again that although Bitcoin in and of itself is very volatile, its positive impact on returns has outweighed its negative contribution to risk, leading to significant
increases in risk adjusted returns as measured by the Sharpe ratio. This is also evident in the 41% on average boost in the portfolio’s Sharpe ratio when there
was a 2.5% allocation to Bitcoin over a three-year holding period.

To conclude, we understand that crypto currency is a highly volatile asset class, but when compared to other traditional asset classes, the risk-reward ratio
makes it more digestible. The asset's scarcity, growing popularity, and demand continues to drive the price higher, raising the asset's medium to long-term re-
turn outlook. Even if this comparison appears to be as optimistic as it appears, there is no guarantee that Bitcoin will boost a portfolio's risk-adjusted returns in
the future to the same extent it did in the past.

Another risk associated with Bitcoin investment is increased competition from other crypto currencies, which
may result in lower Bitcoin demand and a price decline, wiping out all previous gains. However, unlike most
other crypto currencies, Bitcoin is now accepted through a range of payment channels, but its exchange for real
goods or services is restricted. Bitcoin is also unregulated by central banks or governments, and some countries
have outright banned it, especially given the security concerns surrounding cybercrime and other illegal activi-
ties.

Is it worthwhile to invest in Bitcoin? Yes, indeed. When compared to traditional strategies, investors can be
much more effective when investing in this asset class, but it is important that they fully understand the risks

and develop a portfolio that suits their risk appetite and desired return.
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