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Cash is Trash or Cash is King?

By Sarvajeet Bodas

16" Sep 2021

We often hear contradictory cliches. Cash is trash. Cash is king. which side is right?

Cash is perhaps the most controversial component in the portfolio. Controversial because there is no correct answer
to how much cash one should hold in the portfolio.

It’s the million-dollar question!
And the answer is highly subjective.

At the one end, you have Ray Dalio of Bridgewater Associate. In a Reddit "ask me anything" session, Dalio stated, I still
think that cash is trash relative to other alternatives, particularly those that will retain their value or increase their
value during reflationary periods.’

The reasoning is that the central banks are printing ridiculous amounts of money and putting it into the financial
system.

On the other hand, you have proponents of the old adage- ‘Cash is king’.

The thinking goes that cash and liquid funds tend to be very stable investments and do not share a high correlation
with stocks, gold, or commodities. As a result, holding a healthy allocation of liquid cash can enable you to rebalance
opportunistically during market selloffs by converting some of your cash position into stocks, gold, and/or
commodities and thereby enhance your long-term risk-adjusted returns.
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Which side is correct?

Well, as | mentioned earlier, the answer is highly subjective and varies depending on the risk profile, investment
objectives, market views, alternate opportunities available and many other factors.

In that case, is there a middle way?
Well, we can consider the market itself, i.e. Let the market be a guiding force.
Let me explain this with an illustration.

Consider the current Nifty valuations.

Nifty Valuation
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If we take the normalised earnings, the current valuation is near +2 SD. This shows the market has turned expensive. A
similar level was seen during the peak of 2008 (just before the financial crisis).

Depending on the market valuations, let’s consider taking active cash calls. We have assumed a 3.5% return of cash
component and 25 bps cost of the transaction.

Our Cash calls will be based on:

NIFTY Normalised PE | Equity Allocation
Below Mean 100%
Mean to +0.5 SD 67%
+0.5SD to +1 SD 50%
+1SDto+1.5SD 33%
Above +1.5 SD 0%
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Based on valuations and the above parameter, this is how equity and cash allocation look like since 2003.

Equity and Cash Allocation
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How did the cash call portfolio perform vis a vis the market (Nifty)?
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Portfolio returns
Portfolio Returns (CAGR)
Nifty 15.9%
Cash Call Portfolio 15.3%
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From the above chart and table, we can observe the following:

¢ During the last leg of the bull run, (when the valuations reach near or above +2 SD levels), Nifty (all-stock portfolio)
outperforms the cash call portfolio. Currently, Nifty is outperforming the cash call portfolio.

¢ When the market hovers around -2 SD to +1.5 SD, the cash call portfolio outperforms.

¢ Transaction cost eats up nearly 1% returns of cash call portfolio. Without considering transaction cost, the cash call
portfolio outperforms even during the current market valuations phase. (a CAGR of 16.3% vs 15.9% CAGR for the
Nifty).

* The volatility of the cash call portfolio is lower than the Nifty with almost similar returns. The standard deviation of
the cash portfolio is 22.5% whereas, for Nifty, it is 27.1%.

With this approach, there will be some period of underperformance. However, considering the extreme valuations, it
does provide optionality.

How?

Cash is the most important asset to have when the market starts crashing. Although, no one can predict when it will
exactly happen.

Let’s understand this idea through an example where the market hypothetically corrects 25% and we assume the cash
call portfolio is 33% in cash.

. Cash call
Nifty Total Portfolio Total
Stock Cash Stock Cash
Initial allocation 100 0 100 67 33 100
Portfolio after 25% market correction 75 0 75 50 33 83
Buying in after 25% market correction 75 0 75 83 0 83
Value after 33.3% recovery 100 0 100 111 0 111

From the above table, we can observe:

® The cash component helps in minimising the damage to the overall portfolio. Overall fall is restricted to 83 instead
of 75.

o |t further provides the optionality of investing cash after the crash thereby helps to extract more returns when the
market recovers.

Not to mention, behaviourally, it can reduce the chances of panic-based selling when markets get volatile.

I know, | know, it is very difficult to sit on cash during a strong bull market. Particularly, when stocks’ daily returns are
equivalent to yearly cash returns. It’s hard to step aside and watch the party from the sidelines.

All we want is to stay fully invested and enjoy this wonderful rally.

But this is pro-cyclical behaviour.
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The American research firm Dalbar has been publishing a report ‘Quantitative Analysis of Investor Behaviour’ every
year. From this study, the researchers have observed that investors behaviour is pro-cyclical to their detriment rather
than being anti-cyclical.

Pro-cyclical actions are reinforced by various social effects-herding, conventionality, peer risk and human tendency to
extrapolate.

This is one side (i.e., to remain fully invested).
Let’s look at the other side.

Holding too much cash over the long term is not optimal as inflation rates being way higher than returns on cash and
equivalents. The adage- ‘cash is king’ really reflects our behavioural bias. It reflects loss aversion bias, i.e., we hate
losing money much more than we enjoy making it.

In such a dilemma, it is important to remember the basics.

Investors can only earn the underlying return on a business. It is a claim on a long stream of future cash flows. The
underlying return is not unbounded i.e., it is finite.

The more you pay for an asset relative to its underlying fundamental returns as a business, the less return you should
expect to receive going forward as a shareholder.

In our example, when the market valuations are below the mean level, we are considering 100% investment in the
market. And when the valuations start becoming expensive as it moves from mean to +0.5 SD to +1 SD and so forth,
we start trimming and start moving to cash.

So, finally, cash is trash or cash is king?

I’d say, ‘let the market be a guiding force.’
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Statutory Details:
Multi-Act Equity Consultancy Private Limited (SEBI Registered Portfolio Manager — Registration No. INPO00002965)
Disclaimer and Disclosure:

The views expressed in this article are for educational and reading purpose only. Multi-Act Equity Consultancy Private Limited (MAECL) does not
solicit any course of action based on these views and the reader is advised to exercise independent judgment and act upon the same based on
its/his/her sole discretion, their own investigations and risk-reward preferences. This article and the information do not constitute a distribution,
an endorsement, an investment advice, an offer to buy or sell or the solicitation of an offer to buy or sell any securities mentioned in this
Document or an attempt to influence the opinion or behaviour of the Investors/Recipients. The article is prepared based on publicly available
information, internally developed data and from sources believed to be reliable. Due care has been taken to ensure that the facts are accurate,
and the views are fair.

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility for, or
warrant the accuracy, completeness, adequacy and reliability of such views and consequently are not liable for any direct, indirect, special,
incidental, consequential, punitive or exemplary damages, including lost profits arising in any way for decisions taken based on the said article.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, the associates, employees, affiliates of MAECL
may have interests in securities referred to in the information. The contents herein — information or views — do not amount to distribution,
guidelines, an offer or solicitation of any offer to buy or sell any securities or financial instruments, directly or indirectly, in the United States of
America (US), in Canada, in jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are
particularly not for US persons (being persons resident in the US, corporations, partnerships or other entities created or organized in or under
the laws of the US or any person falling within the definition of the term “US person” under Regulation S promulgated under the US Securities
Act of 1933, as amended) and persons of Canada.

General risk factors

e Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the investments will be
achieved.

e Past performance of the Portfolio Manager or its affiliates does not indicate its future performance.

¢ As with any investment in securities, the value of investments can go up or down depending on the factors and forces affecting the capital
market. MAECL is not responsible / liable for any losses resulting from such factors.

e Securities investments are subject to external risks such as war, natural calamities, and policy changes of local / international markets which
affect stock markets.

e MAECL has renewed its SEBI PMS registration effective December 04, 2020 and has commenced its portfolio management activities with effect
from January 2011.
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