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ABSTRACT

This study investigates the role of cryptocurrencies in enhancing investment portfolio diversification and
managing financial risk, with a specific focus on commercial banks operating within the Zimbabwean financial
sector. The research is grounded in key financial and behavioral theories, including Principal-Agent Theory,
Modern Portfolio Theory, and Prospect Theory, which collectively provide a conceptual framework for
analyzing the decision-making dynamics and strategic implications of cryptocurrency investments. The study
explores both the theoretical justifications and empirical evidence supporting the integration of digital assets in
institutional portfolios. Findings from previous research indicate that cryptocurrencies may serve as effective
hedging tools and safe-haven assets due to their relatively low correlation with traditional asset classes.
However, challenges such as price volatility, regulatory uncertainty, and liquidity constraints limit their
universal applicability. Additionally, commercial banks in Zimbabwe employ various risk management
strategies—ranging from portfolio diversification and hedging instruments to thorough due diligence—to
mitigate exposure to the inherent risks of cryptocurrency investments. The study concludes that while
cryptocurrencies offer notable benefits for risk mitigation and portfolio optimization, their integration requires
cautious and well-informed approaches. The research thus contributes to the ongoing discourse on alternative
investment strategies in emerging markets and provides practical insights for financial institutions navigating
digital asset inclusion.
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1. INTRODUCTION

In recent years, the global financial landscape has witnessed a significant shift with the rise of
alternative assets, particularly cryptocurrencies, which have increasingly gained attention as potential tools for
portfolio diversification and risk mitigation. Unlike traditional financial instruments such as stocks, bonds, and
fiat currencies, cryptocurrencies offer unique features—including decentralization, limited supply, and high
liquidity—that make them appealing in times of economic uncertainty. In emerging economies like Zimbabwe,
where financial markets face persistent challenges such as inflation, currency instability, and limited investor
confidence, the appeal of cryptocurrencies has grown. As commercial banks explore innovative ways to preserve
capital and enhance investment performance, the integration of digital assets into portfolio strategies has emerged
as a topic of both practical importance and academic interest.

This study aims to investigate the role of cryptocurrencies in enhancing portfolio diversification and
managing financial risks within the context of Zimbabwe’s commercial banking sector. It explores the theoretical
foundations underpinning cryptocurrency investment, assesses empirical findings on their effectiveness in
reducing risk exposure, and examines the risk management strategies adopted by banks dealing with these digital
assets. By doing so, the research seeks to provide valuable insights into how financial institutions can responsibly
and strategically incorporate cryptocurrencies into their investment frameworks amid a volatile and rapidly
evolving financial environment.

2. LITERATURE REVIEW
Conceptual and Theoretical Insights
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To frame the role of cryptocurrencies in risk mitigation and portfolio enhancement, this study draws upon
three influential theories: Principal-Agent Theory, Efficient Portfolio Construction Theory, and Behavioral
Utility Theory. Each theory contributes a unique perspective on investment behavior and risk dynamics in the
context of banking institutions.

2.1.1 Principal-Agent Dynamics in Financial Intermediation

The principal-Agent Theory, rooted in economic theory and widely utilized in financial governance,
examines the relationship between a party that delegates authority (the principal) and one who executes decisions
on their behalf (the agent). In this context, Zimbabwean banks act as intermediaries managing investment
assets—including cryptocurrencies—on behalf of depositors or investors. Chiromba (2020) highlights that
discrepancies in goals and access to information can lead to conflicts of interest, creating potential inefficiencies.
Dong et al. (2019) support this view, arguing that such agency conflicts are especially relevant in cryptocurrency
investments due to asymmetric information and self-serving motives of institutional agents. On the other hand,
Raimo et al. (2021) and Braun (2021) challenge the sufficiency of agency theory in fully addressing the
complexities of digital asset investments, suggesting a need for alternative models.

Complementing this debate, Alfianto and Nugroho (2020) stress the necessity of institutional
transparency, performance monitoring, and reporting frameworks to align agent and principal interests. Triki and
Maatoung (2021) also emphasize trust and open communication as critical to mitigating agency-related risks in
cryptocurrency investment strategies. Thus, while the principal-Agent Theory provides foundational insight, it
must be considered alongside other institutional and behavioral factors to understand investment behaviors in
Zimbabwean banks.

2.1.2 Portfolio Optimization and Asset Diversification Theory

The Efficient Portfolio Construction Theory, popularly known as Modern Portfolio Theory (MPT),
introduced by Markowitz in the 1950s, proposes that investors can achieve optimal returns by diversifying assets
to balance risk and reward. As Dimmock et al. (2023) point out, this model assumes investors aim to reduce risk
without sacrificing returns. Cryptocurrencies, when added to a well-diversified portfolio, can serve as low-
correlation assets, thereby enhancing portfolio efficiency (Rahmani, 2024). This is particularly valuable in
unpredictable economic environments like Zimbabwe’s. However, some assumptions of MPT—such as stable
asset correlations and normal return distributions—have been challenged by critics like Stewart et al. (2019) and
Kevin (2022), who suggest that real-world markets are too dynamic for such assumptions to hold consistently.
Despite its limitations, MPT remains foundational in financial planning, influencing strategies like mean-
variance optimization and the development of passive investment vehicles (Platanakis & Urquhart, 2020).
Additionally, related models like the Capital Asset Pricing Model (CAPM), Arbitrage Pricing Theory (APT), and
multi-factor models have extended MPT’s core principles to accommodate broader risk considerations (Koumou,
2020; Saksonova & Merlino, 2019). In practice, MPT supports the inclusion of cryptocurrencies as a tool to
reduce volatility and enhance resilience in banking and individual portfolios, particularly in uncertain or
inflation-prone economies.

2.1.3 Behavioural Perspectives on Risk: Prospect Theory

Prospect Theory, introduced by Kahneman and Tversky, offers a behavioral framework that contrasts
with traditional rational investor models. It posits that individuals evaluate investment decisions based on
perceived gains or losses relative to a reference point—not absolute outcomes—and tend to avoid losses more
strongly than they seek equivalent gains. This framework is relevant to understanding investment in
cryptocurrencies, especially in contexts marked by economic instability. Investors may favour digital assets
during downturns as a hedge against losses rather than for potential profit (Oehmke, 2023). Ruggeri et al. (2020)
emphasize Prospect Theory’s strength in explaining real-world decision-making under uncertainty, in contrast to
models based solely on rationality.
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However, other scholars, like Wang et al. (2020) and Xiao (2020), argue that the predictive power of
Prospect Theory may be limited due to its experimental foundations. They advocate for frameworks that also
consider contextual variables, investor profiles, and macroeconomic influences. Still, researchers such as Werner
and Zank (2019) acknowledge that while not exhaustive, Prospect Theory provides a valuable complement to
other financial models, especially in understanding investor behavior in times of market stress.

2.2 Synthesis of Empirical Findings

This section explores empirical evidence related to the study’s core themes: the practical benefits and
challenges of cryptocurrency investments, the role of such assets in managing portfolio risk, and how
commercial banks handle related risks.

2.2.1 Rewards and Limitations of Cryptocurrency Investment

Cryptocurrencies are often viewed as hedges against traditional financial risks, particularly in
hyperinflationary economies. Hernandez and Janabi (2020) found that digital currencies can retain purchasing
power and serve as a buffer against devaluation. Cepni et al. (2022) also noted that such assets exhibit low
correlation with conventional investments, thereby contributing to diversification. However, challenges exist.
Sikiru and Salisu (2021) flagged volatility and regulatory uncertainty as key barriers. Huynh (2020) emphasized
that cryptocurrency values are influenced by investor sentiment, regulatory news, and global trends, making them
highly reactive. Conversely, Huang et al. (2022) noted that some investors still perceive cryptocurrencies as
stable long-term stores of value, particularly when compared to unstable fiat currencies. Other studies (Chen et
al., 2023) highlight psychological factors—such as perceived control and asset tangibility—which influence
investor confidence. Cultural, legal, and infrastructural differences across regions (Ahmed et al., 2022) further
shape the adoption and management of cryptocurrencies as part of diversified portfolios.

2.2.2 Digital Assets in Portfolio Diversification and Risk Adjustment

Many empirical analyses support the use of cryptocurrencies as strategic tools for risk management and
diversification. Soja (2019) and Lin et al. (2021) argue that digital assets provide effective hedging due to their
limited correlation with equities and bonds. Eskandari et al. (2019) suggest that during market shocks,
cryptocurrencies may serve as alternative safe-haven assets. Pho et al. (2021) propose that investors seeking
protection against fiat devaluation or market turbulence may favor cryptocurrencies for their decentralized and
borderless nature. McCathy (2019) concurs, suggesting that cryptocurrencies appeal to those emphasizing capital
preservation. Various instruments exist for cryptocurrency exposure, from direct wallet ownership to exchange-
traded products or blockchain-based tokens (Lamine et al., 2023; Matinhire, 2020). Each mode has unique
implications for risk, return, and access. However, Rehman and Vo (2020) caution that findings differ
significantly across contexts, and the risk-return profile of cryptocurrencies may not remain constant. Hence,
investor awareness and ongoing research are essential for integrating digital assets into effective portfolio
strategies.

2.2.3 Institutional Risk Strategies for Cryptocurrency Exposure

Banks exploring cryptocurrency investments adopt a range of risk management techniques. Elamer et al.
(2020) highlight that diversification is widely used to minimize concentration risk. Ekinci and Poyraz (2019) also
discuss hedging through derivative contracts as a common approach to stabilize digital asset exposure. Due
diligence is especially critical. Leo et al. (2019) emphasize the importance of verifying digital asset sources,
ensuring regulatory compliance, and securing digital wallets. Authentication and custody risks must be
proactively managed.

Challenges remain, particularly concerning market volatility. Aziz and Dowling (2019) suggest that price
swings in cryptocurrencies can significantly affect balance sheet stability, even with controls in place. Kobrin
(2022) adds that market liquidity and transaction processing speeds are also concerns, making real-time liquidity
management essential for institutions. Overall, risk management strategies surrounding cryptocurrencies demand
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agility, technological infrastructure, and regulatory awareness—especially in evolving financial environments
like Zimbabwe’s.
3. CONCLUSION

In conclusion, this study highlights the emerging significance of cryptocurrencies as alternative
investment instruments capable of enhancing portfolio diversification and improving risk management strategies,
particularly within Zimbabwe’s commercial banking sector. While theoretical and empirical evidence supports
the integration of digital assets due to their low correlation with traditional financial instruments and potential as
inflation hedges, their adoption is not without challenges. Issues such as price volatility, regulatory uncertainty,
and liquidity constraints require banks to adopt robust risk management frameworks and conduct thorough due
diligence. Despite these limitations, the strategic inclusion of cryptocurrencies presents an opportunity for
financial institutions to build more resilient investment portfolios. As Zimbabwe continues to navigate economic
instability, the exploration of such alternative assets could prove crucial for financial innovation and long-term
stability in the banking sector.
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