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This paper is intended for academic and educational purposes and is not an investment recommendation. The hypothetical models  discussed in 
this paper do not reflect the investment performance of any actual product or strategy in existence during the periods tested and there is no 
guarantee that if such product or strategy existed it would have displayed similar performance characteristics. A decision to invest in any product or 

strategy should not be based on the information or conclusions contained herein. 

 

Cryptocurrencies experienced significant interest during the past 2 years. Many investors and companies became 
attracted to the market because of the apparently high returns they could get from this new asset class. At the same 
time, those investors who bought cryptocurrencies in late 2017 sustained a significant loss and drawdown in the bear 
market of 2018. Among these investors there were ICO companies and crypto miners, who were long cryptocurrencies 
because of the nature of their capital raising process and operations. 

These experiences made people realize the importance of having a proper risk management framework in place to 
handle the extreme volatility level and risk present in the crypto market. A possible way to reduce price risk for crypto 
holders is to implement a passive or active crypto hedging program. 

In this article, we outline how investors can hedge their crypto exposure and the relative transaction costs. In particular, 
section 1 discusses various methods of hedging a cryptocurrency exposure. The second section performs a transaction 
cost analysis (TCA) on the previously introduced methods and estimates transaction costs as a function of traded 
notional. The third section concludes. 
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Table 1 shows the main methods to trade and hedge crypto 
holdings, with both advantages and disadvantages. 

Method Pros Cons 

Spot 
trading 

• Medium-high liquidity 
• Many exchanges offer it 

• Cannot go short 
• Transaction costs can be 
high for large amounts to 
trade 
• Required to deposit the full 
amount to trade on the 
exchange 

Margin 
trading 

• Can use leverage 
• Simple hedging formula 
• Fraction hedged 
amount required as 
margin 

• Liquidity can be low 
• Not many exchanges 
provide it 
• Medium-high transaction 
costs 

Futures 

• Leverage available 
• Fraction hedged 
amount required as 
margin 
• Medium liquidity 

• Spot basis to consider while 
hedging 
• Medium transaction costs 
• Few exchanges offer it 

Swaps 

• Leverage available 
• Fraction hedged 
amount required as 
margin 
• High liquidity 
• Low transaction costs 

• Few exchanges offer it 
• Can potentially lose all 
balance on exchange if 
liquidated by exchange 
• Hedging can be complex in 
case of quanto swaps 

Options 

• Can only lose the paid 
premium 
• Provides upside 
potential with limited loss 
of premium 

• Paid premium can be a 
significant drag on 
performance 
• Few exchanges offer them 
• Low liquidity 

Table 1 Methods to trade and hedge cryptocurrencies 

In the next subsections we review the characteristics of each 
method. 

Spot trading is the simplest and most common method to trade 
cryptocurrencies. In order to do this, people need to deposit an 
amount of fiat on the crypto exchanges where they want to 
trade and start buying crypto. The main disadvantage is that 
investors cannot go short, so they cannot profit from bear 
markets like the one in 2018. Liquidity for spot trading is 
usually quite high, and it is available on many exchanges all 
over the world. 

Margin trading consists in being able to trade depositing only a 
certain percentage of traded notional (leverage). Usually with 
margin trading comes the ability to borrow and short sell 
cryptocurrencies through loans from other participants on an 
exchange. In order to do so, the borrower will pay a margin fee 
to the lender to compensate him for the service. The major 
benefit of trading of margin is the ability to go short, hence 

potentially profit from bear markets, even if in these cases 
margin costs are likely to be higher. Additionally, hedging a 
crypto exposure is possible and only a fraction of the total 
hedged amount needs to be deposited on the exchange. 
Liquidity on exchanges that offer margin trading is usually 
medium high, so transaction costs are medium-low.  

Futures are a derivative contract that allows investors to 
participate in the underlying crypto market without holding it. 
The main benefit of trading futures is the embedded leverage 
and possibility to go both long and short. Because of it, an 
investor like an ICO company or a crypto miner can hedge its 
position just by depositing a fraction of the entire amount. 
Liquidity for crypto futures is usually medium, and the product 
is offered only on a few exchanges. In addition, while hedging 
basis risk, i.e. the difference between the futures price and the 
underlying spot price before the settlement date, needs to be 
taken into account. 

Swaps are derivative contracts that allow two counterparties to 
exchange payments according to a specified method. Similarly 
to futures, they allow the investor to go both long and short, 
and require only a fraction of the traded notional as margin to 
open a position. In addition, they have very low basis risk, 
since the counterparties receive payments on a frequent and 
periodic basis given by the difference between the swap price 
and the underlying spot. Liquidity is usually very high, allowing 
big holders of cryptocurrencies to hedge their position with the 
lowest transaction costs available across all analyzed 
methods. At the moment, only a handful of exchanges offer 
trading in crypto swaps, and participants on some of these 
exchanges can potentially lose all their margin or balance on 
exchange if liquidated. Furthermore, hedging can be quite 
complex for a quanto swap (e.g. Ethereum), where the 
correlation with another instrument needs to be taken into 
account. 

Options gives the buyer the possibility, but not the obligation, 
to buy (call) or sell (put) the underlying instrument at the given 
strike price at the maturity date (European style). In other 
words, crypto holders can buy the required amount of put 
options to limit their losses if the underlying crypto price goes 
below a given strike price. This allows investors to participate 
in upside potential, but limit downside losses. This benefit 
comes though at the cost of expensive option premia to be 
paid to the option seller to compensate him for the insurance 
risk taken. Very few exchanges offer crypto options as of 
March 2019, liquidity is very low, and transaction costs quite 
high. This makes option hedging not a viable method to hedge 
an exposure for large holders of crypto like ICO companies, 
miners, or other institutional investors. 
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This section analyzes the transaction costs incurred in trading 
cryptocurrencies, in particular Bitcoin, used the methods 
outlined before. We found that liquidity for trading options is 
very low, in the order of thousands of dollars, so we omit the 
analysis for options as a consequence. We used exchanges 
representative of each type of trading method. In particular, we 
chose Coinbase Pro for spot trading, Bitmex for futures and 
swaps, and Bitfinex for margin trading. Using order book data 
as of April 1 2019, we analyze the market impact costs of 
executing immediately an order ranging from $100K up to $100 
million. The costs are expressed in basis points (1 bps = 1 / 
100 % = 1 / 10000) and include both spread and market 
impact. The costs do not include fees charged by the 
exchange as they are usually dependent on monthly trading 
volume, but they roughly range from 7.5 bps to 20 bps for 
traded notional. 

Table 2 and Figure 1 show the transaction costs in bps for 
executing a sell order for various amounts of traded notional.  

 

Table 2 Transaction costs to sell Bitcoin (bps) 

 

Figure 1 Transaction costs to sell Bitcoin vs traded notional 

As it can be seen from them, in order to hedge some crypto 
holdings by going short an equivalent amount in spot or 
derivatives, swaps have the minimum transaction costs being 
the most liquid. At the same time, all other methods incur 
transaction costs which are exponential in the traded amount. 

Table 3 and Figure 2 show the transaction costs for executing 
a buy order. The same conclusion for the sell order applies in 
this case, with the linear transaction costs for swaps and 
exponential for the other three methods. 

 

Table 3 Transaction costs to buy Bitcoin (bps) 

 

Figure 2 Transaction costs in bps to buy Bitcoin (log scale) vs 
traded notional 

We now quantify the relationship between traded amount and 
transaction costs. Figure 3 shows it for spot trading in Bitcoin 
on Coinbase Pro. 
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Figure 3 Relationship transaction costs vs traded notional for 
Bitcoin spot trading 

As the figure shows, the relationship is exponential, with a very 
good approximation (R

2 
= 0.92). The following relationship 

holds: 

                         

Where: 

q = traded notional in USD millions 

TC(q) = transaction costs as a function of traded notional 

Figure 4 shows the relationship between traded notional and 
transaction costs for swaps. As the figure shows, the 
relationship is linear in this case (R

2 
= 0.99), even for large 

traded amounts. This is due to the high liquidity of the swap 
contract, being also the most actively traded as of April 2019, 
with daily traded volume around $1 billion. 

 

Figure 4 Relationship transaction costs vs traded notional for 
trading Bitcoin swaps 

The estimated relationship between transaction costs and 
traded notional in the case of swaps is the following: 

                    

Where: 

q = traded notional in USD millions 

TC(q) = transaction costs as a function of traded notional 

 

Based on the previous analyses, we can conclude the 
following: 

 There are 5 main ways to trade cryptocurrencies and 
hedge crypto exposures: cryptocurrencies present a 
significant amount of risk because of their volatility (~100% 
annualized). It is thus important for crypto holders 
considering hedging part or the entire amount of their 
crypto holdings with one of the five methods outlined 
before. Each one of them has both pros and cons, so the 
investor should consider its own particular situation and 
possibly consult with an investment professional to choose 
the most effective technique. 

 It is important to choose the most appropriate hedging 
technique considering traded notional and its related 
transaction costs: when trading and hedging large amount 
of cryptocurrencies, it is important to perform a transaction 
costs analysis (TCA) to choose the least expensive 
method. We have in fact determined that for all methods 
except swaps the transaction costs due to market impact 
are in fact exponential with respect to traded notional. An 
investor should then consider the amount expected to 
trade in order to minimize its trading and hedging costs. 
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https://www.blueskycapitalmanagement.com/crypto-hedging-services-ico-miners/?utm_source=whitepaper&utm_medium=pdf&utm_campaign=quantitativeResarch&utm_term=crypto_hedging_tca
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This report is prepared and circulated for informational and 
educational purposes only and is not an offer to sell or the 
solicitation of an offer to buy any securities or other 
instruments. The information contained herein is not intended 
to provide, and should not be relied upon for investment, 
accounting, legal or tax advice. This document does not 
purport to advise you personally concerning the nature, 
potential, value or suitability of any particular sector, 
geographic region, security, portfolio of securities, transaction, 
investment strategy or other matter. No consideration has been 
given to the specific investment needs or risk-tolerances of any 
recipient. The recipient is reminded that an investment in any 
security is subject to a number of risks including the risk of a 
total loss of capital, and that discussion herein does not 
contain a list or description of relevant risk factors. As always, 
past performance is no guarantee of future results. The 
recipient hereof should make an independent investigation of 
the information described herein, including consulting its own 
tax, legal, accounting and other advisors about the matters 
discussed herein. This report does not constitute any form of 
invitation or inducement by Bluesky Capital to engage in 
investment activity.  

The information contained herein reflects, as of the date 
hereof, the views of Bluesky Capital Advisors, LLC (together 
with its affiliates, “Bluesky Capital”) and sources believed by 
Bluesky Capital to be reliable. No representation or warranty is 
made concerning the accuracy of any data compiled herein. In 
addition, there can be no guarantee that any projection, 
forecast, or opinion in these materials will be realized. Certain 
information contained in the presentation discusses general 
market activity, industry or sector trends, or other broad-based 
economic, market or political conditions and should not be 
construed as research. The views expressed herein may 
change at any time subsequent to the date of issue hereof. 
These materials are provided for informational purposes only, 
and under no circumstances may any information contained 
herein be construed as investment advice or an offer to sell or 
a solicitation of an offer to purchase (or any marketing in 
connection thereof) any interest in any investment vehicles 
managed by Bluesky Capital or its affiliates. The information 
contained herein does not take into account your particular 
investment objectives, financial situations, or needs, and you 
should, in considering this material, discuss your individual 
circumstances with professionals in those areas before making 
any decisions. Alternative investments can be highly illiquid, 
are speculative, and may not be suitable for all investors. 
Investing in alternative investments is only intended for 
experienced and sophisticated investors who are willing to 
bear the high economic risks associated with such an 
investment. Investors should carefully review and consider 
potential risks before investing. Bluesky Capital may make 
investment recommendations and decisions that are contrary 
to the views expressed herein, and may sponsor and hold 
interests in investment vehicles that have holdings that are 
inconsistent with the views expressed herein. 

Bluesky Capital makes no representations, express or implied, 
regarding the accuracy or completeness of this information, 
and the recipient accepts all risks in relying on this report for 
any purpose whatsoever. This report is being furnished to the 
recipient on a confidential basis and is not intended for public 

use or distribution. By accepting this report, the recipient 
agrees to keep confidential the existence of this report and the 
information contained herein. The recipient should not 
disclose, reproduce, distribute or otherwise make available the 
existence of and/or all or any portion of the information 
contained herein to any other person (other than its 
employees, officers and advisors on a need-to-know basis, 
whom the recipient will cause to keep the information 
confidential) without Bluesky Capital’s prior written consent. 
This report shall remain the property of Bluesky Capital and 
Bluesky Capital reserves the right to require the return of this 
report at any time. 

This paper is intended for academic and educational purposes 
and is not an investment recommendation. The hypothetical 
models discussed in this paper do not reflect the investment 
performance of any actual product or strategy in existence 
during the periods tested and there is no guarantee that if such 
product or strategy existed it would have displayed similar 
performance characteristics. A decision to invest in any 
product or strategy should not be based on the information or 
conclusions contained herein. 

Some of the images, logos or other material used herein may 
be protected by copyright and/or trademark. If so, such 
copyrights and/or trademarks are most likely owned by the 
entity that created the material and are used purely for 
identification and comment as fair use under international 
copyright and/or trademark laws. Use of such image, copyright 
or trademark does not imply any association with such 
organization (or endorsement of such organization) by Bluesky 
Capital, nor vice versa.  

© 2019 Bluesky Capital Advisors, LLC. All rights reserved. 
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