
it has now made its way into mainstream financial conversations. With recent
developments, including regulatory clarity and the launch of spot ETFs, Bitcoin is
becoming increasingly institutionalized. As access improves and adoption grows, its
role in a diversified portfolio is worth evaluating. Despite its volatility, small,
intentional allocations may offer compelling benefits – yet the analysis is far from
straightforward. 

Let’s start with the basics. Bitcoin is a digital asset created as a decentralized
alternative to traditional currency. Launched in the aftermath of the 2008 financial
crisis, it operates without a central bank and is governed by software, not a
government. Its supply is capped at 21 million coins, meaning no more can ever be
created, which makes it inherently scarce.

Unlike dollars or euros, which can be printed in unlimited amounts, Bitcoin runs on a
technology called blockchain, a public, transparent ledger maintained by a
distributed global network. Using cryptography and consensus mechanisms, it allows
two people to transfer value over the internet without relying on a trusted third party
(like a bank). Bitcoin was the first digital asset to solve this problem at scale, and it
remains the most recognized and adopted form of "internet money" today.

Bitcoin’s early years were marked by skepticism and volatility. It was dismissed as a
fad, used in fringe communities, and known more for its price swings than its
purpose. But over the last decade, that narrative has steadily shifted. 

What began as a grassroots experiment has gained traction with major institutions.
Companies like Tesla and MicroStrategy have added Bitcoin to their balance sheets.
Fidelity, BlackRock, and other asset managers now offer exposure through regulated
investment products, including spot Bitcoin ETFs approved last year.
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B itcoin. It’s a word that excites some and unnerves others. Once confined to the
domain of Reddit forums and your eccentric cousins’ Thanksgiving rants,
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Much of the Bitcoin debate centers around how to classify it: is it a form of money, or
an investment?

As money, Bitcoin shares many characteristics with cash or gold. It is scarce, portable,
divisible, verifiable, and fungible. Its digital nature allows it to move quickly across
borders, settle in real time, and operate outside the traditional banking system. In
truth, it rarely functions that way today. It’s not commonly used for everyday
purchases, and its volatility makes it a poor short-term unit of account or stable
medium of exchange.

As an investment, Bitcoin has drawn attention for various roles:
Store of value due to its capped supply
Inflation hedge in a world of monetary expansion
Diversification via lower correlations with traditional assets
Exposure to network effects through blockchain technology

While it's not yet used widely for everyday transactions, Bitcoin’s growing acceptance
and infrastructure suggest it may serve as both, though its utility depends on how
investors choose to engage with it. Bitcoin doesn’t behave like traditional
investments. It doesn’t generate income, it’s highly volatile, and its correlation with
stocks and bonds can vary over time. But that’s precisely why we think it can play a
unique role in portfolios. When building diversified allocations, investors aim to
combine assets in a way that balances expected risk, return, and correlation to
maximize risk-adjusted performance. Adding Bitcoin follows the same logic. 
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5-Year Risky Asset Correlations with S&P 500

BITCOIN IN PORTFOLIOS

Bitcoin is not something we view as a core portfolio holding or a traditional
alternative like infrastructure or private equity. Instead, we see it as a distinct,
opportunistic asset - one that provides potential upside, exposure to a growing digital
financial system, and diversification benefits when sized appropriately. Its fixed
supply, rising institutional adoption, and increasing presence in macroeconomic
discussions make it an asset that’s becoming harder to ignore. However, Bitcoin’s
high volatility means that even small allocations can meaningfully impact a
portfolio’s risk and return profile. For that reason, we believe any crypto allocation
should remain small enough to avoid derailing long-term objectives in the event of a
major drawdown, while ensuring it is part of a well-diversified overall strategy.

We ran three portfolio scenarios to illustrate this point. Historically, even small
allocations to Bitcoin have improved both total returns and risk-adjusted returns. For
example, over the past 6 years, portfolios with a modest Bitcoin allocation
outperformed a traditional 60/40 portfolio on both a cumulative and annualized
basis. Importantly, the improvement wasn’t just in headline returns - the key
takeaway was the enhancement to risk-adjusted performance, as measured by the
Sharpe ratio.
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Index, Nasdaq 100 (NDX), and S&P/GSCI. Past performance not indicative of future results. 
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Grayscale, an industry leader in crypto investing, conducted more research to better
quantify this effect. Their simulations evaluated how adding Bitcoin to a traditional
60/40 portfolio impacted the Sharpe Ratio. Grayscale’s simulations, based on historical
Bitcoin returns since 2014, found that as Bitcoin was gradually added to a traditional
portfolio, the Sharpe Ratio improved steadily up to an allocation of about 5%. This is
where the diversification benefit is strongest as Bitcoin’s historically low correlation
with stocks and bonds helps spread out risk while offering upside potential.
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Source: Waterloo Capital. Bloomberg. Traditional 60/40 portolio is based on S&P500 index and Bloomberg Barclays US Treasury Index. Bitcoin returns
are based on Bloomberg Bitcoin Index. Data from 2019-2024. Inspiration from Grayscale Investment. Simulated or hypothetical performance results
have significant limitations. They are based on past market data and benefit from hindsight, which actual investing does not. These results do not
reflect actual trading or the costs of managing a portfolio, including the impact of market factors like liquidity. There is no guarantee that future
conditions will resemble those used in the simulation, and results may differ materially. Past performance, whether real or simulated, is not a reliable
indicator of future results. The period shown was selected based on data availability.
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its diversification advantages. In other words, a little Bitcoin goes a long way, but too
much can add additional risk without delivering proportionate returns. It’s also worth
noting that maximum drawdowns are similar in this sample set but could increase
with greater 

H owever, this benefit doesn’t scale linearly. Beyond the 5% mark, the portfolio’s
Sharpe Ratio begins to decline, as Bitcoin’s high volatility starts to overpower 

Sharpe Ratio as Bitcoin Added to 60/40 Portfolio

BlackRock conducted similar research, approaching the question from a portfolio
construction perspective. They noted that the Magnificent 7 stocks, mega-cap tech
names that dominate market performance, serve as a useful comparison. These
individual stocks, despite being part of a diversified equity allocation, contribute
disproportionately to overall portfolio risk for the average investor.

In a traditional 60/40 stock and bond portfolio, each of the Magnificent 7 names
contributes, on average, a similar amount of risk as a 1–2% allocation to Bitcoin. The
takeaway is consistent: a small allocation to Bitcoin can be reasonable from a risk-
budgeting standpoint. 
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However, increasing that exposure significantly causes Bitcoin’s share of total
portfolio risk to rise sharply, mirroring the concentrated risk seen in dominant
single-stock holdings.

B y allocating no more than 2% to bitcoin, investors would introduce a very
different source of return and risk while managing risk exposure to bitcoin.

Bitcoin’s growing legitimacy, institutional adoption, and distinct risk-return profile
have made it an increasingly relevant, if unconventional, tool in modern portfolio
construction. It doesn’t behave like traditional assets, and that’s exactly why it
matters. When used thoughtfully and in moderation, Bitcoin can complement a
diversified portfolio much like other high-risk, high-reward exposures. Still, its role is
far from static. As adoption expands and trading deepens, Bitcoin’s volatility and
correlation dynamics may shift potentially allowing for higher allocations while
simultaneously reducing its outsized impact on portfolio risk. Yet broader adoption
could also dampen its upside potential, weakening the case for a permanent
allocation. 

For now, we believe a small, intentional exposure can offer both diversification
and an attractive risk-reward profile. But like the asset itself, the decision to hold
Bitcoin should remain dynamic, guided by ongoing evaluation rather than set-and-
forget conviction.
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Source: BlackRock. Data from Bloomberg, as of December 2024. Past performance is not a reliable indicator of current or future results. This information is not
intended as a recommendation to invest in any particular asset class or strategy or as a promise – or even estimate – of future performance. 



This report is for informational and educational purposes only and does not constitute an offer to sell or the solicitation of an
offer to buy any security, digital asset, or investment product. This material is not intended to provide, and should not be
relied upon for, accounting, legal, or tax advice or investment recommendations.
Investing in Bitcoin and other digital assets involves a high degree of risk and may not be suitable for all investors. Digital
assets are highly speculative, subject to significant price volatility, and may become illiquid at any time. Investors should be
prepared to lose their entire investment. Past performance is not indicative of future results. Bitcoin is not insured by the
Federal Deposit Insurance Corporation (FDIC) or protected by the Securities Investor Protection Corporation (SIPC). Digital
assets are not legal tender, are not backed by any government, and are not subject to the same regulatory protections as
registered securities. The regulatory landscape for digital assets in the United States and globally is rapidly evolving. Future
changes in laws, regulations, or guidance from regulatory authorities (including but not limited to the SEC, CFTC, and IRS)
could materially impact the use, transfer, valuation, and legality of Bitcoin and other digital assets.
Custody of digital assets involves unique risks, including the risk of loss due to cybersecurity breaches, fraud, operational
failures, or technological vulnerabilities. Investors are responsible for understanding the custody arrangements and security
protocols in place. Any references to specific investments or strategies are included for illustrative purposes only and do not
constitute an endorsement or recommendation. Waterloo Capital, LP, its employees, or affiliates may hold positions in
Bitcoin or other assets mentioned in this report and may transact in such assets without further notice. All information is
believed to be reliable at the time of publication but is not guaranteed as to accuracy or completeness and is subject to
change without notice.

The commentary set forth herein represents the views of Waterloo Capital Management and its investment professionals at
the time indicated and is subject to change without notice. The commentary set forth herein was prepared by Waterloo
Capital Management based upon information that it believes to be reliable. Waterloo Capital Management expressly
disclaims any responsibility to update the commentary set forth herein for any events occurring after the date indicated
herein or otherwise. The commentary and other information set forth herein do not constitute an offer to sell, a solicitation to
buy, or a recommendation for any security, nor do they constitute investment advice or an offer to provide investment
advisory or other services by Waterloo Capital Management. The commentary and other information contained herein shall
not be construed as financial or investment advice on any matter set forth herein, and Waterloo Capital Management
expressly disclaims all liability in respect of any actions taken based on the commentary and information set forth herein.
Hedge funds, private equity and other alternative investments involve a high degree of risk and can be illiquid due to
restrictions on transfer and lack of a secondary trading market. They can be highly leveraged, speculative and volatile, and an
investor could lose all or a substantial amount of an investment. Alternative investments may lack transparency as to share
price, valuation and portfolio holdings. Complex tax structures often result in delayed tax reporting. Compared to registered
mutual funds, hedge funds, private equity and other alternative investments are subject to less regulation and often charge
higher fees. Alternative investment managers typically exercise broad investment discretion and may apply similar
strategies across multiple investment vehicles, resulting in less diversification. Trading may occur outside the United States
which may pose greater risks than trading on US exchanges and in US markets. Alternative Investments generally are
offered through private placements of securities which are unregistered private placements and are available only to those
investors who meet certain eligibility criteria. The above summary is not a complete list of the risks and other important
disclosures involved in investing in alternative investments and is subject to the more complete disclosures contained in the
Fund’s confidential offering documents, which must be reviewed carefully prior to any investment
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