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Why does cash play an integral part in portfolio management?

Cash is the only asset class that poses limited capital risk. However, that's not to say that there 
aren't any risks with cash – you could see the spending power of your money fall if inflation is 
higher than the interest rate you receive. This is known as inflation risk. 

Given the length of the current market advance, deteriorating internals, high valuations, and 
weak economic fundamentals, including cash as an asset class in your allocation may make 
some sense. 

Despite many clear warnings that suggest that current risk outweighs the reward, investors fail 
to take money off the table due to the "Fear Of Missing Out" (aka FOMO). 

There are several psychological factors which make managing risk extremely difficult:

    • Investors are slow to react to new information (they anchor), which initially leads to under-
reaction but eventually shifts to over-reaction during late-cycle stages. 

    • The "herding" effect ultimately drives investors. A rising market leads to "justifications" to 
explain overvalued holdings. In other words, buying begets more buying. 

    • Lastly, as the markets turn, the "disposition" effect takes hold, and winners are sold to 
protect gains, but losers are held in the hopes of better prices later. 

 

https://www.metastockswiss.ch/
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Reasons To Hold Cash

● Traders are speculators, not investors. They buy stocks at one price with hopes of selling 
at a higher price. Such is speculation in its purest form. When risk outweighs reward, cash 
is a good option.

● 80% of stocks move in the direction of the market. If the market is falling, regardless of 
the fundamentals, the majority of stocks will decline also.

● The best traders understand the value of cash. From Jesse Livermore to Gerald Loeb, 
each believed in "buying low and selling high." If you "sell high," you have raised cash to 
"buy low."

● Roughly 90% of what we think about investing is wrong. Two 50% declines since 2000 
should have taught us to respect investment risks.

● 80% of individual traders lose money over ANY 10-year period. Why? Investor 
psychology, emotional biases, lack of capital, etc.

● Raising cash is often a better hedge than shorting. While shorting the market, or a 
position, to hedge risk in a portfolio is reasonable, it also merely transfers the "risk of 
being wrong" from one side of the ledger to the other. Cash protects capital and 
eliminates risk.

● You can't "buy low" if you don't have anything to "buy with." While the media chastises 
individuals for holding cash, it should be somewhat evident that without cash you can't 
take advantage of opportunities.

● Cash protects against forced liquidations. One of the biggest problems for Americans is a 
lack of cash to meet emergencies. Having a cash cushion allows for handling life's "curve-
balls," without being forced to liquidate retirement plans. Layoffs, employment changes, 
etc. are economically driven and tend to occur with downturns that coincide with market 
losses. Having cash allows you to weather the storms.
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Short term Investment vehicles 

Short-term investments do have a couple of advantages. They’re typically highly liquid, so 
you can get your money whenever you need it. Also, they tend to be lower risk than long-
term investments, so you may have limited downside or even none at all. Here are the most 
common forms of short-term investment vehicles:

● Savings accounts

● Short-term corporate bond funds

● Short-term US government bond funds

● Money market accounts

● Certificates of deposit

● Cash management accounts

● Treasurys
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Savings Accounts

A savings account at a bank or credit union is a good alternative to holding cash in a 
checking account, which typically pays very little interest on your deposit. The bank will 
pay interest in a savings account on a regular basis.

Short-term corporate bond funds

Corporate bonds are bonds issued by major corporations to fund their investments. They 
are typically considered safe and pay interest at regular intervals, perhaps quarterly or 
twice a year. Bond funds are collections of these corporate bonds, and these collections 
consist of bonds from many different companies, usually across many industries and 
company sizes. This diversification means that a bad-performing bond won’t hurt the 
overall return very much. The bond fund will pay interest on a regular basis.

Short-term US government bond funds
    
Government bonds are like corporate bonds except that they’re issued by the U.S. federal 
government and its agencies. Government bond funds purchase investments such as T-
bills, T-bonds, T-notes and mortgage-backed securities from government-sponsored 
enterprises such as Fannie Mae and Freddie Mac. These bonds are considered low-risk.

Money market accounts

Money market accounts are another kind of bank deposit, and they usually pay a higher 
interest rate than savings accounts, though they typically require a higher minimum 
investment, too. Be sure to find a money market account that is FDIC-insured so that your 
account will be protected from losing money, with coverage up to $250,000 per depositor, 
per bank. Like a savings account, the major risk for a money market account occurs over 
time, because their low interest rates usually make it difficult for investors to keep up with 
inflation. In the short term, however, that’s not a significant concern.
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Certificates of deposit

You can find certificates of deposit, or CDs, at your bank, and they’ll generally offer a higher 
return than you could find in other bank products such as savings accounts and money market 
accounts.

CDs are time deposits, meaning when you open one, you’re agreeing to hold the money in the 
account for a specified period of time, ranging from periods of weeks up to many years, 
depending on the maturity you want. In exchange for the security of having this money in its 
vault, the bank will pay you a higher interest rate.

The bank pays interest on the CD regularly, and at the end of the CD’s term, the bank will 
return your principal plus the earned interest.

Cash management accounts

 A cash management account allows you to put money in a variety of short-term investments, 
and it acts much like an omnibus account. You can often invest, write checks off the account, 
transfer money and do other typical bank-like activities. Cash management accounts are 
typically offered by robo-advisers and online stock brokers. Cash management accounts are 
extremely liquid, and money can be withdrawn at any time. In this respect, they may be even 
better than traditional savings and money market accounts, which limit monthly withdrawals.

 Treasurys

Treasurys come in three varieties – T-bills, T-bonds and T-notes – and they offer the ultimate in 
safe yield, backed by the AAA credit rating of the U.S. federal government. So rather than 
buying a government bond fund, you might opt to buy specific securities, depending on your 
needs. U.S. government bonds are the most liquid bonds on the exchanges, and can be 
exchanged on any day the market is open.

End of Class 4 - Using Cash as an Asset Class
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