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Digital assets and blockchain technology

Blockchains, Web3, the metaverse, NFTs, cryptocurrencies, Bitcoin, Dogecoin, dApps and
DAOs. These terms have surged into mainstream media, from nowhere over a decade
ago. At time of writing the total value of crypto assets, if instantaneously and in a costless
manner converted to USD (a large assumption), sits at around $2tn’. To provide some
perspective, Microsoft’s total market capitalization currently sits at around this figure?.
Are they now too big to ignore? This note explores ten important points to remember if
considering an allocation to digital assets.

1.

Complexity and perceived sophistication do not make something a good investment:

An innovative product will not necessarily be revolutionary. There are many highly technical
solutions in the digital assets space with exciting prospects, but without the benefit of hindsight it
is impossible to know what technologies will become commonplace.

‘Investors read confusing, jargon-laden articles and become convinced that
smarter people than themselves are investing, so they should too’ 3

For most, it is not necessary to gain an in-depth understanding of the mechanics and nuances of
digital assets and blockchain technology. Many people drive cars without a detailed knowledge of
how the gearbox works or how the engine uses the fuel to generate power. It is, however, useful
to understand some high-level characteristics and considerations.

There are legitimate challenges to the future of many digital assets: A philosophical

debate exists around what derives an assets’ ‘value’. What gives a verifiably ‘owned’ 600x600
digital image — which can be infinitely reproduced — worth? Why is a bitcoin®, with little use in
daily life and not in physical form, valued at tens of thousands of dollars based simply on its
verifiable scarcity? Why Bitcoin, and not any of the other 10,000 or so cryptocurrencies? How
can widespread adoption get round the challenge of high transaction fees and slow transaction
times — Ethereum (another decentralised blockchain) for example can only process up to around
30 transactions per second®, whilst Visa claims capacity for over 65,000%? It’s difficult to give firm
answers to these questions, though they are valid challenges for these technologies to overcome
to achieve mainstream adoption.

Watch out!: Fraudulent activity, hacks and outright theft are real risks that exist in the space,

with little-to-no route to compensation for investors. Currently, there do appear to be some
significantly vulnerable points — in the process of purchasing digital assets — whereby illicit activity
occurs at a cost to investors. Examples of hacked wallets, stolen funds, corrupt exchanges, and
fake cryptocurrencies are frequent in financial media. These are unfortunate realities that exist.
The Twitter account @webg3isgreat provides insights into illicit activity in the digital assets space,
with a sobering regularity”.

Transaction costs are high: Owning digital assets directly can be costly. Transaction fees are
high, and liquidity could reasonably be an issue, particularly at time of large market swings.
According to bitinfocharts.com, median transaction fees for bitcoins tend to be around $1, though
have been as high as $28 in 2021. Ethereum’s fees have been higher and more variable®. There
are limited options to buy pooled investment products to gain exposure to digital assets, and
those that are available are expensive.
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5. Much of the digital assets world is unregulated: A reasonable starting point as an investor is to
first avoid any investment that is unregulated. A lack of regulation gives rise to increased risks of
criminal activity at a cost to the investor, and most likely an investment in which it is more difficult
to know the true inherent risks. Much of the digital assets world is unregulated. This may change
in time, though the very nature of true decentralisation makes it difficult for a central regulator to
engage in necessary oversight.

6. Environmental impact concerns are valid and material: Although the digital assets industry is
broadly aware of the issue and has taken steps to improve the climate impact, it is still significant.
The method of verification of bitcoin transactions is energy intensive, as miners compete for
newly minted bitcoins by producing the most powerful processing units. The Cambridge Bitcoin
Electricity Consumption index provides some interesting comparisons®, such as the fact that the
estimated energy usage from mining bitcoins is comparable to the energy usage of countries
such as Poland and comprises over 0.6% of global energy consumption. As another example,
energy consumption of the Bitcoin network in a single year could power all kettles in the UK for
over 30 years!

7. There have been some great innovations: There is no doubt that there are some exciting and
potentially disruptive innovations in the space. The challenge investors face is that without the
benefit of hindsight it is impossible to know which innovations will pervade.

8. Many investors can benefit from indirect exposure to digital assets: By owning a
diversified basket of securities one can own the public companies that are developing, selling
or implementing the technology. Investors calculate the expected future cashflows of firms —
giving them a market value — and so owning these firms in a market weight gives investors the
aggregate view of each company’s future.

9. Ownership of many digital assets comes with a highly volatile journey: Significant price
swings are regular in the world of digital asset ownership. In the past five years, the price of a
bitcoin has seen daily movements of up to +26% and down to 39%. It's a bumpy ride.

10. Many are unaware of the tax consequences of ownership: Many investors are unaware of any
potential tax liabilities that may arise due to ownership. A nationwide survey'! in the US issued
by Wakefield Research — commissioned by CoinTracker — found that just 3% of respondents
correctly answered a list of questions correctly relating to when crypto investors would be liable
to pay tax. Proceeding without due caution can land investors in hot water.

Revolutionary technological advancement is a brilliant consequence of the capitalist system,

and a key factor in economic growth. The world of digital assets and blockchain technology is
exciting and it would not be entirely surprising to see some of the innovations (many of which
might not even exist today) become commonplace. There is, however, a relatively deep technical
knowledge required to understand digital assets, even at a high level. This does not make them a
sensible investment, and any investment in cryptocurrencies should be seen as a sunk cost.
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Other notes and risk warnings

Use of Morningstar Direct© data

© Morningstar 2022. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/

or its content providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate,
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising
from any use of this information, except where such damages or losses cannot be limited or excluded by law in your
jurisdiction. Past financial performance is no guarantee of future results.

Risk warnings

This article is distributed for educational purposes only and must not be considered to be investment advice or an
offer of any security for sale. The reference to any products is made only to make educational points and must, in no
circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a
recommendation of any particular security, strategy or investment product. Information contained herein has been
obtained from sources believed to be reliable but is not guaranteed.

Past performance is not indicative of future results and no representation is made that the stated results will
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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