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The Liquidity Mirage: Why Your Digital Asset Portfolio is Less Liquid Than You Think

How capital call cascades, exchange fragmentation, and regime-dependent market depth create hidden
illiquidity - and a framework for stress-testing your exit assumptions.

Executive Summary

Most institutional investors assess digital asset liquidity by looking at volume, bid-ask spreads, or exchange order
book depth. These metrics create a dangerous illusion. During periods of market stress, liquidity does not simply
shrink - it undergoes a phase change. What was a deep, functional market becomes a fragmented, discontinuous one
where execution prices deviate wildly from quoted prices. This article unpacks the structural drivers of hidden
illiquidity in digital assets: the capital call time bomb embedded in fund structures, the regime-dependent nature of
exchange depth, and the cascading effects of forced selling. We then present a repeatable, adversarial stress-test
methodology (grounded in Ledgerstone's Five-Pillar Framework) that surfaces these risks before they materialize.

The Anatomy of a Liquidity Spiral

Liquidity in digital assets is not a static property. It is a dynamic, self-referential phenomenon that can collapse in a
teedback loop. Consider the sequence:

1. Exchange Outflows: A major event (regulatory action, protocol exploit, macro shock) triggers large withdrawals
from centralized exchanges to self-custody.

2. Spread Widening: As order books thin, market makers widen spreads to compensate for increased adverse
selection risk and inventory carrying costs.

3. Forced Selling: Leveraged positions face liquidation. Funds with redemption requests must sell into thinning
books. The resulting price decline triggers further outflows.

This is not theoretical. During the May 2022 Terra collapse, the BTC-USDT spread widened from a typical 0.01%
to over 0.15% at peak stress. During the November 2022 FTX event, aggregate exchange order book depth for
ETH dropped by approximately 70% within 48 hours. The gap between "available" and "executable" liquidity
became a chasm.

The Capital Call Time Bomb

A less visible but equally dangerous source of hidden illiquidity is structural: the mismatch between fund-level
liquidity terms and portfolio-level exit capacity.

Many digital asset funds offer quarterly or even monthly redemption windows. Investors assume this means their
capital is redeemable on that timetable. But this ignores the portfolio composition. If a fund holds 40% of its NAV
in venture-stage tokens with 12-month lockups, 30% in illiquid OTC positions, and 30% in exchange-traded assets -
the "liquid" portion is only 30% of the portfolio, not 100%.

When multiple investors submit redemptions simultaneously, the fund must sell its most liquid assets first. This
creates a cascade: the first investors to redeem get liquidity; later investors face gates, side pockets, or in-kind
distributions. The portfolio's effective liquidity is always worse than any single position suggests because of this first-
mover advantage dynamic.

© Ledgerstone 2026


http://www.ledgerstone.org/

LEDGERSTONE

Institutional Frameworfks for Navigating Digital Assets

During the 2022 bear market, several prominent funds suspended redemptions entirely. Investors discovered that
their "liquid" allocation was only as liquid as the least patient fellow investor.

Exchange Fragmentation and Regime-Dependent Depth

The fragmentation of liquidity across dozens of exchanges creates another hidden risk. Aggregated volume figures
mask the reality that liquidity is unevenly distributed and often concentrated on exchanges with the weakest
operational resilience.

Consider a simple stress test: assume the exchange holding the largest share of your portfolio's liquidity becomes
unavailable for 72 hours. For many institutional portfolios, this would mean losing access to 40-60% of their
executable liquidity. The remaining exchanges, facing order flow concentration, would see spreads widen and depth
diminish.

This is not a tail risk scenario. It happened in November 2022. It happened in March 2023 with the USDC depeg. 1t
will happen again.

The key insight is that liquidity is regime-dependent. In calm markets, fragmentation is a feature - it provides
optionality. In stressed markets, fragmentation becomes a bug - it prevents efficient price discovery and amplifies
dislocations.

A Repeatable, Adversarial Stress-Test Methodology

How should an institutional investor assess portfolio liquidity under worst-case assumptions? We propose a five-
step adversarial framework:

Step 1: Map True Liquidity by Instrument
For each position, determine not just CEX volume and spread, but also: lockup schedules, vesting cliffs, OTC

market depth, and the operational status of primary exchanges. Classify each position into one of four liquidity tiers:
Immediate (T+0), T+1-7, T+8-30, and Illiquid (30+ days).

Step 2: Run a Contagion Scenario

Assume the exchange holding the largest share of your liquid assets becomes unavailable. Recalculate your
portfolio's liquidity profile under this constraint. What fraction of your portfolio can still exit within your target
timeframe?

Step 3: Model Simultaneous Redemptions

Assume all investors in your fund submit redemptions simultaneously. Using the fund's redemption queue
mechanism (pro-rata, first-in-first-out, or gates), calculate the effective exit timeline for a new investor entering
today.

Step 4: Apply Historical Stress Multipliers

Using data from May 2022 and November 2022, apply observed spread widening and depth reduction factors to
current market conditions. If spreads widened 10x during those events, what would your execution cost be today
under similar stress?
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Step 5: Identify the Capital Call Trigger

Map the conditions under which your fund would need to issue capital calls or suspend redemptions. What
sequence of events - exchange outage, correlated drawdown, lockup expiry - creates a liquidity crisis for your
specific portfolio construction?

Connecting to the Ledgerstone Five-Pillar Framework

This liquidity stress-test methodology sits at the intersection of two of Ledgerstone's Five Pillars of Digital Asset
Due Diligence:

Technical Resilience: The operational health of the exchanges and custodians through which liquidity is accessed.
A position is only as liquid as the infrastructure supporting it.

Economic Architecture: The structural alignment (or misalignment) of fund-level terms, portfolio composition,
and investor rights. Hidden illiquidity often lives in the gap between what the fund documents promise and what the
portfolio can deliver.

By stress-testing both pillars simultaneously, investors can surface risks that conventional due diligence misses
entirely.

Conclusion

The liquidity of a digital asset portfolio is not a number on a dashboard. It is a property that emerges from the
interaction of market structure, fund design, and investor behavior. It can change abruptly and without warning.
The portfolios that survive the next crisis will not be those with the highest "available" liquidity metrics. They will be
those whose managers have honestly stress-tested their exit assumptions under adversarial conditions - and built
porttfolios that can withstand them.

If you would like to discuss how this framework applies to your portfolio, Ledgerstone offers bespoke liguidity stress-test engagements for
institutional allocators.

© Ledgerstone 2026


http://www.ledgerstone.org/

