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To invest or not to invest in Digital assets, that is the question!

Or at least, you might think that it is the question if you have read anything written about the recent
drawdown in digital assets. Such a question paints the choice in stark, black-and-white terms: as if the
only two choices available were blind trust or complete distrust with nothing in between. There is a far
more pertinent question to ask — but it requires a more nuanced perspective.

Contrast this stance with the recent discussions around the current equity drawdowns and the potential risk
of recession are never framed in black and white terms. There is no mention of divesting fully out of equities.
In their outlooks or investment commentaries, asset managers discuss: underweighting equities, rotating
out of cyclical into defensive stocks, focusing on high quality companies. All nuanced and thought-out
strategies that allow one to apprehend the situation and its many uncertainties.

Investing, in digital assets or other assets, is no Shakespearean play. Investors never deal in absolutes. It
is all about scenarios and probabilities.

Why should an investment in digital assets be any different? Why would investors not apply the same
nuanced approach to their investment in digital assets? Whether one takes a market portfolio approach,
mirroring digital assets’ 1% weighting amongst all asset classes, or whether one takes a longer-term
approach to benefit from digital assets’ effects on the Sharpe ratio, there are many ways to make an
allocation that balances the risks and opportunities of this emerging asset class.

1% in Digital Assets, the rational choice?

Not investing in digital assets is, in fact, an active decision. It may reflect a belief that the digital asset space
will disappear completely over time. This view could be an ambitious position to take. Digital assets’ market
capitalisation reached up to USD$3 trillion in November 20211. Despite the current drawdown, in recent
months, the ecosystem and number of use cases have been growing steadily for over a decade. Digital
assets’ size is still on par with emerging market small-caps, listed real estate investment trusts (REITS),
or global high yield bonds: assets that are part of most asset allocation and portfolios.

Figure 1 showcases the current market portfolio, that is, the different listed assets available to investors
weighted by their total market capitalisation. The total market represents around USD$160 trillion after
the recent drop in risky assets, and digital assets represent around 1% of that. To minimize this deviation
from the hypothetical Market Portfolio, a passive investor or an uninformed investor should in theory have
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around a 1% investment in digital assets. This is the rational choice in absence of any view or added
information. This is a safe position that allows one to benefit from the continued growth of the space in
positive scenarios and that allows one to cap losses (at 1%) in more negative scenarios.

Figure 1: Today’s Market Portfolio

Source: Bloomberg, WisdomTree. As of 31st May 2022. Market caps are shown in US Dollars billion.
You cannot invest directly in an index.

Why is 6% per annum enough to justify an investment in digital assets?

The main investor's pushback when it comes to investing in digital assets is usually the volatility and the
drawdown risk. However, such worries tend to overlook two important facts:

e Whatever the volatility of digital assets, if an investor invests only 1% in digital assets, the maximum
loss is 1%. In the context of a multi-asset portfolio, losing 1% happens multiple times per month
because of equities or any other risky asset.

e Thereturn required to justify digital asset-like volatility is not as high as investors expect. Digital assets
growing north of 6% a year would be enough to justify investment in the hypothetical portfolio.

In the recently released ‘WisdomTree Insights - A New Asset Class: Investing in the Digital Asset Ecosys-
tem’ the taxonomy, we use multiple allocation techniques to figure out the risk/benefit balance offered to
a long term investor in digital assets. Figure 2, for example, shows the difference in the Sharpe ratio of

a portfolio investing 1% in digital assets, compared to a portfolio without digital assets. The illustrative
portfolio invests consistently in:

*  59% in the MSCI All Country World
* 40% in the Bloomberg EUR Agg
1% in digital assets

The performance and risk of equities and fixed income are estimated using J.P. Morgan Asset Man-
agement’s Long-Term Capital Market Assumptions (LTCMASs) 2022. These assumptions aim to estimate
returns, volatility, and correlation for the next ten years. The historical correlation of digital assets with
equity and fixed income is used. We vary the annualised performance and volatility of digital assets from
0 to 100% to study the impact on the illustrative portfolio.

Figure 2: Digital assets’ future volatility and return would need to change dramatically not to benefit
a multi-asset portfolio

Source: Bloomberg, WisdomTree. From 31 December 2014 to 31 May 2022 2022. Calculated in EUR on
monthly returns.

You cannot invest directly in an index. Historical performance is not an indication of future
performance and any investment may go down in value. For illustrative purpose only.
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Itis clear that for most levels of digital assets’ volatility and returns, the Sharpe ratio of the portfolio benefits

from their inclusion (‘green’ in Figure 2). Digital assets returned 99.2% per annum with 97% volatility in the

last seven years or so. Whether digital assets can perform like that for the next ten years is doubtful but,

assuming that the volatility remains the same (99%), the Sharpe Ratio of a 60/40 portfolio is improved by

the inclusion of digital assets as long as they return at least 6% per annum.

Faced with this analysis, investors might finally argue that it is too late to invest in digital assets and that
exponential growth is behind us. However, from an asset allocation point of view, this is not that relevant.
Looking at Figure 2, rather than asking the Shakespearean ‘to invest or not invest in digital assets?’, the

only relevant question actually is: Will digital assets grow by more than 6 or 7% going forward?

If the answer is “yes”, then they deserve to be considered for some allocation.

1 https://www.coingecko.com/en/global-charts
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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