LEDGERSTONE

Institutional Frameworfks for Navigating Digital Assets

When Digital Assets Should Not Be in a Portfolio
Identifying Situations Where Exposure Adds More Risk Than Value
Executive Summary

The prevailing narrative in digital asset advisory assumes that every sophisticated portfolio should include some
allocation to the asset class. This assumption deserves scrutiny. For family offices and institutional multi-asset
portfolios, the decision to include digital assets is not a default position. It is a conditional one that depends on
specific portfolio characteristics, investment objectives, and operational capabilities. This article examines the
circumstances under which digital assets may be inappropriate for a portfolio, not because the asset class lacks merit,
but because the fit between the asset and the portfolio's structure is fundamentally misaligned. For allocators
managing complex multi-asset portfolios spanning global markets, the question is not whether digital assets can
generate returns. It is whether they can do so within the constraints and requirements that define institutional
portfolio management.

When Liquidity Requirements Are Non-Negotiable

Family offices and institutional portfolios have liquidity requirements that are fundamentally different from those of
retail investors or hedge funds with flexible redemption terms. These requirements are not preferences. They are
structural constraints embedded in the portfolio's purpose.

Regular cash flow obligations are the most common constraint. A family office supporting multi-
generational wealth transfer, charitable giving, and lifestyle expenses needs predictable liquidity. Digital
assets, particularly those held in decentralized finance protocols or staking arrangements, can impose lockup
periods ranging from days to months. When a portfolio cannot afford to have capital trapped during a
specific window, digital asset exposure becomes a liability rather than an asset.

Capital call preparedness is another critical consideration. Institutional portfolios that commit to private
equity, venture capital, or real estate funds must maintain liquid reserves to meet capital calls. If digital asset
positions are the primary source of that liquidity, the portfolio faces a timing mismatch. During market
downturns, when capital calls are most likely to occur, digital asset liquidity is at its worst. The portfolio is
forced to sell into illiquid markets or default on commitments.

Rebalancing frequency creates additional friction. Multi-asset portfolios require periodic rebalancing to
maintain target allocations. Research on multi-asset rebalancing emphasizes that the choice of approach
should focus on the trade-offs between precision and transaction costs. Digital assets introduce a layer of
complexity to this calculus. Their volatility means that rebalancing triggers are more frequent, and their
liquidity constraints mean that rebalancing is more expensive and less reliable. For portfolios that rebalance
on a disciplined schedule, digital assets can become a source of operational drag rather than diversification.

When Governance Standards Cannot Be Compromised

Family offices and institutional investors operate under governance standards that are legally binding and culturally
embedded. These standards extend to every asset in the portfolio.

Fiduciary duty constraints are the most fundamental consideration. Institutional fiduciaries must be able
to demonstrate that each investment decision was made with due care, in good faith, and in the best interest
of beneficiaries. Digital assets that lack transparent governance structures, auditable financials, or
identifiable counterparties create a documentation challenge. When a fiduciary cannot produce a clear chain
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of custody, a verified audit trail, or a legal opinion on the asset's status, the asset becomes a liability to the
fiduciary's personal and professional obligations.

Conflict of interest management is more challenging in digital assets than in traditional markets. Many
protocols are governed by foundations or development teams that hold significant token allocations and
exercise disproportionate voting power. When a portfolio holds a governance token, it is effectively
partnering with a counterparty whose interests may not align with those of passive investors. For family
offices that have spent generations building reputations for integrity and alignment, this structural conflict
may be unacceptable.

When the Portfolio Already Has Sufficient Diversification

The diversification argument for digital assets is often overstated. A multi-asset portfolio that already includes global
equities, fixed income, real estate, private equity, hedge funds, and commodities may already be adequately
diversified.

Correlation benefits are diminishing. As digital assets have matured, their correlation with traditional
risk assets, particularly technology equities, has increased. During periods of market stress, this correlation
rises further. For a portfolio that already holds significant equity exposure, adding digital assets may increase
concentration in the same risk factors rather than diversifying away from them.

Risk factor overlap is frequently overlooked. Digital assets are exposed to technology risk, regulatory risk,
and liquidity risk. A portfolio that already holds venture capital, private equity technology investments, and
public technology equities is already exposed to these factors. Adding digital assets increases the portfolio's
exposure to risks it already holds in abundance while adding new risks that are not compensated by the
existing portfolio structure.

Marginal diversification benefit declines as portfolios become more sophisticated. For a simple
portfolio of equities and bonds, digital assets may offer meaningful diversification. For a family office with
exposure to multiple asset classes, geographies, and strategies, the marginal benefit of adding digital assets is
smaller while the marginal cost in complexity, risk, and operational burden remains high. The question is
not whether digital assets diversify. It is whether they diversify more than the next best alternative that the
porttfolio could add instead.

When Operational Infrastructure Is Not Adequate

Family offices considering digital asset allocation must assess not just the asset but their own operational readiness.
Many family offices that manage over $100 million in investable assets face a decision about whether to build
internal capabilities or outsource. Digital assets amplify this decision.

Custody and security requirements are fundamentally different from traditional assets. Digital assets
require private key management, multi-signature arrangements, and cold storage protocols that most family
offices do not have in house. The cost of building this infrastructure, or the fees for outsourcing it, must be
weighed against the expected returns from the allocation. For smaller allocations, the operational costs can
consume a significant portion of expected returns.

Reporting and valuation complexity is higher for digital assets than for traditional assets. Many digital
assets trade on multiple exchanges at different prices, and some have no liquid market at all. Providing
accurate, timely, and auditable valuations to stakeholders requires systems and expertise that many family
offices do not possess. When stakeholders expect the same reporting standards they receive for public
equities and bonds, digital assets create a gap between expectations and capabilities.
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Tax and legal compliance burdens are disproportionate to the size of the allocation in many cases.
Digital asset transactions generate taxable events that are complex to track and report. The legal status of
digital assets varies by jurisdiction and is subject to change. For a family office operating across multiple
jurisdictions, the compliance burden of a small digital asset allocation can exceed the compliance burden of
much larger traditional allocations.

When the Investment Horizon Is Too Short or Too Long
Digital assets have a specific time hotizon profile that may not match the portfolio's needs.

Short horizon mismatches occur when the portfolio needs liquidity within one to three years. Digital
assets are highly volatile over short time periods and may be in a drawdown precisely when the portfolio
needs to access capital. For portfolios funding near-term obligations such as college tuition, real estate
purchases, or business investments, digital assets introduce unacceptable timing risk.

Long horizon mismatches are less obvious but equally important. Multi-generational family offices have
investment horizons measured in decades. Digital assets have existed for approximately 15 years. No digital
asset has demonstrated the ability to preserve value across a full economic cycle of expansion, contraction,
and recovery. The technology, regulatory landscape, and market structure have changed so dramatically in
that short period that extrapolating future performance from past data is unreliable. For a portfolio
designed to last 100 years, an asset class with a 15 year track record may be an experiment, not an
investment.

Intergenerational transfer complexity is a long horizon consideration that is frequently ignored.
Transferring digital assets to heirs requires technical knowledge, secure key management, and legal
structures that are still evolving. If the next generation is not equipped to manage digital assets, the
allocation becomes a burden rather than a bequest.

When the Portfolio Does Not Need the Return

The most overlooked reason to exclude digital assets is that the portfolio may already be achieving its objectives
without them.

Return requirements are already being met. Many family offices and institutional portfolios have return
targets that are achievable through traditional asset allocation. Adding digital assets introduces additional
risk, complexity, and volatility without a clear benefit. The argument for digital assets often assumes that
higher returns are always desirable. For portfolios that are on track to meet their objectives, higher returns
come with higher risk that may be unnecessary.

Risk budgets are fully allocated. Every portfolio has a finite risk budget. If the portfolio's risk budget is
already allocated to strategies and asset classes that the investment committee understands and trusts,
adding digital assets requires reducing exposure to something else. The question is what gets reduced. If the
reduction comes from a well-understood, liquid, and reliable source of returns, the trade-off may not be
favorable.

Opportunity cost is real. The capital allocated to digital assets is capital that is not allocated to something
else. For a family office that has access to proprietary deal flow, direct investments, or relationship-driven
opportunities, the opportunity cost of allocating to digital assets may be higher than the expected return
from digital assets themselves.

The Disciplined Decision to Exclude
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The decision to exclude digital assets from a portfolio is not a judgment on the asset class. It is a judgment on fit.
Digital assets may be appropriate for some portfolios and inappropriate for others. The difference depends on the
portfolio's liquidity requirements, governance standards, existing diversification, operational capabilities, investment
horizon, and return objectives.

Family offices and institutional allocators face a landscape where the pressure to include digital assets comes from
multiple directions: peer institutions, media coverage, and the constant flow of new products and narratives. The
discipline to say no, when the analysis supports it, is a mark of sophistication, not conservatism.

For allocators who determine that digital assets are appropriate for their portfolio, the work of due diligence, risk
management, and ongoing monitoring begins. For those who determine that digital assets are not appropriate, the
work is equally valuable. It is the work of knowing what belongs in the portfolio and what does not, and having the
conviction to act on that knowledge.

Ledgerstone provides independent due diligence and strategic advisory for family offices and institutional allocators navigating digital
assets. Our approach begins with fit before it considers return. For a confidential discussion of whether digital assets belong in yonr
portfolio, please reach out.
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