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“We always keep enough cash around, 
so I feel very comfortable and don’t 
worry about sleeping at night. But 
it’s not because I like cash as an 
investment. Cash is a bad investment 
over time. But you always want to 
have enough so that nobody else can 
determine your future.”

— Warren Buffet 



C A S H :  R E T U R N  O F  T H E  K I N G ?

2

As Buffett explains, the primary role of cash is to serve 
as a valuable pool of liquidity, available to meet investors’ 
short-term liabilities, and to protect investors from 
falling into the trap of forced asset selling to cover their 
outgoings. However, in the current market environment 
investors with high risk aversion or constraints may have 
other reasons to hold cash. 2018 reminded us of the real 
risk that bonds and equities may produce negative returns 
in the same period, with cash outperforming both in the 
United States in particular. With historically low bond yields 
following a decade of loose monetary policy in developed 
markets, the relative attractiveness of bonds is reduced 
and cash could offer tactical advantages in an investor’s 
toolkit. 
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C A S H  P R I M A R I LY  P R O V I D E S  L I Q U I D I T Y 

How much money or how many outgoings an 
investor requires from a portfolio at any one 
time can be described as the liquidity need. The 
level of liquidity required, and where that liquidity 
is sourced from, can be informed via a liquidity 
budgeting exercise. These exercises stress test 
an investor’s liability needs and asset liquidity 
together under different (including highly stressed) 
environments.

This process tests the liquidity across the asset 
base, and cash is clearly not the only liquid asset. 
However, “emergency funds” should be available 
in an emergency and cash is somewhat unique in 
this regard in being both highly liquid and exhibiting 
almost no downside risk.1

In this context, we need to be clear what we mean 
by “cash” — “cash is cash” is not a fair description 
of what is a broad universe. An investor in a cash 
fund needs it to be true to its label, and this will 
depend on the fund’s underlying construction. 
Most famously, in the global financial crisis (GFC), 
the largest US cash fund, the Reserve Fund, “broke 
the buck”2 due to a significant holding of now-

defaulted Lehman Brothers’ notes. In this highly 
illiquid environment, cash funds (as investors’ most 
liquid asset) also faced significant liquidity demands 
and, as a result, some mark-to-market losses. This 
result was akin to a run on a bank, with investors 
withdrawing money for fear their cash holding was 
not truly low default risk “cash.”3 

In the years following, regulation has limited the 
underlying holdings that a cash fund can hold, 
so that cash is truly cash, but investors should 
be aware of the underlying securities of cash 
funds and ensure that these are in line with 
their investment objectives and reasoning for 
considering a cash investment. 

Our reference to cash in this paper refers to the 
asset class invested in by institutional investors, 
with the asset class typically holding very-short-
dated fixed income instruments through pooled 
funds or segregated accounts with investment 
managers. Money market investments have 
historically been widely regarded as safe as (or 
safer than) holding deposits in a bank, while also 
providing a marginally higher yield. 

I N S T R U M E N T D E S C R I P T I O N

Treasury bills or notes Government-Issued short-term bonds (up to one year in maturity)

Bank floating rate notes Typically, longer maturity of one to five years; interest rate is tied to a 
benchmark — e.g. the central bank rate

Certificates of deposit Short-term securitized bank lending (up to two years maturity)

Commercial paper Unsecured, short-term debt instrument issued by a corporation; up to 270 
days in maturity but typically very short term in nature

Asset-backed commercial paper Commercial paper, secured against assets

Repurchase agreements Short-term lending of government debt (usually overnight but can be up to 
one year)

1. Cash is considered very low risk relative to bonds, equities and property. It is not completely risk free, however, as it has a small risk exposure in a 
number of areas (reinvestment risk, counterparty risk, liquidity risk relating to the underlying securities held).

2. This is when the Net Asset Value of a cash fund falls below $1.

3. A number of investors were invested in “cash” funds, but that held underlying securities subject to default risk.



C A S H :  R E T U R N  O F  T H E  K I N G ?

4

C A S H  I S  N O T  A  LO N G -T E R M  I N V E S T M E N T

4. Or not invested at all, in the case of investors with a cash return benchmark.

While how much liquidity is required is a strategic 
decision, how much liquidity is desired (in excess 
of that) is a function of a shorter-term or dynamic 
asset allocation process. This can include both 
the extent to which an investor has the ability to 
be opportunistic and the strength of an investor’s 
views in relation to the balance of risks and 
opportunities in investment markets at any one 
time. More opportunistic investors tend to have 
more cash around, looking for the big wins. 

 

Investors who are more long-term strategic in 
nature do not hold large pools of cash because 
of its limited return potential. In the context of 
long-term investing, a holding in cash is often seen 
as “underinvested.”4 Figure 1 clearly highlights the 
opportunity cost of investing in cash.

Figure 1 also clearly shows the 10 years since the 
financial crisis, when cash returns were very poor 
relative to riskier assets, especially equities, due to 
low official interest rates.
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Rates during this period challenged the 
conventional wisdom that the cash rate should 
be at least equal to the rate of inflation or higher. 
Our Proxy for Real Canadian interest rates has 

been declining since the early 90’s and has dipped 
into negative territory over the past several years 
(Figure 2). 
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W I N N I N G  B Y  N O T  L O S I N G

6. Our global diversified growth portfolios, which target equity-like returns over seven years with two-thirds of the risk, do not hold any cash 
(favoring cash-plus strategies, such as absolute return bonds and hedge funds).

Although it is hard to argue a long-term return-
based rationale for holding cash,6 a stronger 
case could be made for including cash in more 
conservative portfolios to help with risk reduction. 
Total multi-asset portfolio risk can be reduced in 
one of three ways:

A. Increase exposure to negatively correlated 
assets (increase diversification and downside 
risk characteristics).

B. Increase exposure to low positive correlated 
assets (increase diversification and therefore 
risk-adjusted return).

C. Reduce exposure to higher risk assets in favor 
of lower-risk assets (reduce average risk per 
dollar invested).

Historically, sovereign bonds have met the first 
criterion. This is why bonds have historically been 
the “40” in a traditional “60/40” portfolio. Cash 
really meets only the third criterion and is why long-
term strategic allocations have preferred longer-
term bonds for risk reduction. 

However, the level of current yields and the outlook 
for bonds are such that the relative attractiveness 
of bonds is reduced. Our unconstrained balanced 
reference portfolio includes allocations to cash as 
well as sovereign bonds to manage downside risk. 
This is on the grounds that, while sovereign bonds 
may still provide some negative correlation benefit 
in a severe equity market setback, there are certain 
conditions — captured in our stress tests — that 
could see both bonds and equities fall together.

Such conditions were seen in the US in particular 
in 2018 — a poor year for investors. Investors 
were reminded that equities are indeed volatile, 
that what goes up can come down, and that in 
environments where markets become concerned 
about inflation and interest rate risk, both equities 
and bonds can experience challenging returns at 
the same time. US Equities only managed to end in 
positive territory for Canadian investors thanks to 
an appreciating US dollar. Cash emerged as a good 
choice simply by not losing (Figure 3).
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R E C E N T  C O N D I T I O N S 

Market conditions have softened in recent months, 
as outlined in Mercer’s Global Dynamic Asset 
Allocation report (April 2019), but longer-term bond 
yields could still face upward pressure (leading to 
poor bond performance).

“The shift in the Fed’s stance reduced the 
short-term risk that overly restrictive 
Fed policy could lead to a downturn. 
Moreover, it has contributed to an 
easing of financial conditions, which has 
improved the global growth outlook. Still, 
with a tight labor market, the Fed might 
eventually need to lift rates to anchor 
(higher) inflation expectations.”

Furthermore, yields are currently so low that we 
prefer shorter-duration exposure, with the yield 
curve inverted in the US. 

“With virtually no yield premium for 
extending duration (aside from liability 
hedging), we prefer shorter-duration 
exposure.” 

A near-zero or negative difference between the 
yield on a three-month T-Bill versus a 10-year 
Canada Bond (but with a 10-year Canada Bond 
having higher sensitivity to rising interest rates), 
combined with yields that are historically low, means 
that we have a preference for shorter-duration or 
cash-like bond exposure, due to the fact that an 
inverted yield curve makes cash a better alternative 
to bonds from both real and nominal perspectives. 



C A S H :  R E T U R N  O F  T H E  K I N G ?

9

Over the 10 years that have 
passed since the GFC, low 
inflation expectations and historic 
experiments in monetary policy 
have driven a bond bull market in 
investment assets. Investors with a 
strategic allocation to cash would 
have seen a significant return drag 
in their portfolio, compared to 
traditional stocks and bonds. 

However, what the next 10 years will 
hold is likely to differ greatly. 2018 
was a good example of a market that 
is wary of central banks reducing 
the support they have offered post-
GFC. Although the Bank of Canada 
no longer appears to be tightening, 
feed-through from tight labor markets 
to inflation could see central banks 
shift back from support to constraint. 
In this hypothetical environment of 
inflationary pressures and tightening 
monetary policy, negative returns 
from both bond and equity assets 
could be a realistic outcome. 

Even in the absence of a tightening 
monetary policy environment, the 
outlook for global growth and trade 
remains uncertain, and certain 
investors with the governance 
allowance could be wise to keep some 
“dry powder” in their portfolio, ready 
to deploy in the case of significant 
market turmoil. 

For these reasons, cash could 
potentially wake from its decade-long 
sleep to become a useful and desired 
tactical asset class in any investor’s 
portfolio. 

C O N C L U S I O N



A B O U T  M E R C E R
At Mercer, we make a difference in the lives of more than 115 million people every day by advancing their health, wealth, and 
careers. We’re in the business of creating more secure and rewarding futures for our clients and their employees — whether 
we’re designing affordable health plans, assuring income for retirement or aligning workers with workforce needs. Using analysis 
and insights as catalysts for change, we anticipate and understand the individual impact of business decisions, now and in the 
future. We see people’s current and future needs through a lens of innovation, and our holistic view, specialized expertise, and 
deep analytical rigour underpin each and every idea and solution we offer. For more than 70 years, we’ve turned our insights into 
actions, enabling people around the globe to live, work, and retire well. At Mercer, we say Make Tomorrow, Today.

H O W  M E R C E R  C A N  H E L P
Wealth and investment require sophisticated solutions. We offer research and advice on how to assess risk and design Wealth 
and investment require sophisticated solutions. We offer research and advice on how to assess risk and design investment 
strategies while keeping in mind the need to optimize throughout changing times. Along with more than 140 manager 
researcher with in-depth knowledge of the complexities and ever-changing factors that impact investment, Mercer’s 
consultants can help you make effective decisions that align with your business needs and ensure more rewarding futures for 
your employees.

For further information, please visit www.mercer.ca

Join the conversation:

     @MercerCanada          Mercer Canada 

Important Notices

References to Mercer shall be construed to include Mercer LLC and/or its associated companies.

© 2019 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was provided by Mercer. Its content may not 
be modified, sold or otherwise provided, in whole or in part, to any other person or entity without Mercer's prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without notice. They are not intended to convey any 
guarantees as to the future performance of the investment products, asset classes or capital markets discussed. Information contained herein may have been obtained from 
a range of third party sources. While the information is believed to be reliable, Mercer has not sought to verify it independently. As such, Mercer makes no representations or 
warranties as to the accuracy of the information presented and takes no responsibility or liability (including for indirect, consequential or incidental damages), for any error, 
omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial instruments or products or constitute a 
solicitation on behalf of any of the investment managers, their affiliates, products or strategies that Mercer may evaluate or recommend.

The value of your investments can go down as well as up, and you may not get back the amount you have invested. Investments denominated in a foreign currency will 
fluctuate with the value of the currency. Certain investments, such as securities issued by small capitalization, foreign and emerging market issuers, real property, and illiquid, 
leveraged or high-yield funds, carry additional risks that should be considered before choosing an investment manager or making an investment decision.

If applicable, assets under advisement data (Data) reported here include aggregated Data for Mercer Investment Consulting, Inc. and its affiliated companies globally 
(Mercer). The Data have been derived from a variety of sources, including, but not limited to, third-party custodians or investment managers, regulatory filings, and client 
self-reported data. Mercer has not independently verified the Data. Where available, the Data are provided as of the date indicated (the Reporting Date). To the extent 
information was not available as of the Reporting Date; information from a date closest in time to the Reporting Date, which may be of a date more recent in time than the 
Reporting Date, was included in the Data. The Data include assets of clients that have engaged Mercer to provide project-based services within the 12-month period ending 
on the Reporting Date, as well as assets of clients that subscribe to Mercer’s Manager Research database delivered through the MercerInsight® platform.

If applicable, assets under management data reported here include aggregate data for Mercer Investment Management, Inc. and its affiliated fiduciary management 
businesses globally as of the date shown.

Mercer has developed and implemented a methodology for measuring the value added through their manager research recommendations.  If applicable, value added data 
shown are based on this methodology, and the results of the analysis, for periods to December 31, 2018 are described in the accompanying report.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.

This does not contain investment advice relating to your particular circumstances. No investment decision should be made based on this information without first obtaining 
appropriate professional advice and considering your circumstances.

Mercer does not provide tax or legal advice. You should contact your tax advisor, accountant and/or attorney before making any decisions with tax or legal implications.

Investment management services are provided by Mercer Global Investments Canada Limited. 

Investment consulting services are provided by Mercer (Canada) Limited and Pavilion Advisory Group Limited.

Private wealth services are provided by Pavilion Advisory Group Limited.

6009682-GB

Copyright 2019 Mercer LLC. All rights reserved

https://www.mercer.ca/en.html
https://twitter.com/mercercanada?lang=en
https://ca.linkedin.com/company/mercercanada

