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Returns on cash continue to disappoint

Since the onset of the Great Recession returns on all cash deposits, in the markets of the
developed world, have been at very low levels. As investors are aware, this is an inevitable
consequence of the heavy intervention by central banks such as the Federal Reserve, Bank of
England, Bank of Japan and the European Central Bank. All these institutions recognised that
the financial crash of 2008 needed an urgent response. Consequently they provided plentiful
liquidity at extremely cheap interest rates. In fact short rates in the UK are at their lowest level
since the Bank of England was founded in 1694. In Japan, Switzerland, and Sweden we now
have negative interest rates actively punishing savers who hold cash.

Interest rates have collapsed
Savers who put money aside at the present time, which they intend to spend in the future, will
earn little by the way of interest. To accumulate a target lump sum, they will need to save
much more capital in current conditions than they needed to before the onset of the Great
Recession. In addition current deposit rates provide minimal protection against future inflation.
Negligible interest rates have had a pervasive impact on global capital markets. There have
been many reports of substantial holdings of liquidity by high net worth individuals across
different wealth bands. The loss of income suffered by these wealthy families will have
significantly lowered their returns. In fact these low returns served to reduce the opportunity
cost and perceived risk of indulging in investments of passion. This almost certainly helps to
explain the buoyancy of fringe markets ranging from classic cars, stamps and vintage wine to
fine art.

How safe is cash?
The anchor investment for short term investors has always been cash. Cautious investors who
want more security and the certainty of low volatility in capital values have always invested a
large proportion of their wealth in cash. Books on investment theory often proceed as if cash
was always invested in Treasury bills. This is rarely the case. Most of the time investors use
money market funds, bank deposits and certificates of deposit. Usually small and medium sized
investors do not have sufficient cash to be able to invest directly in Treasury Bills.
One of the most shocking features of the credit crunch’s early stages in 2007-08 was the
sudden erosion of confidence in cash investments held at virtually all global banks and in
money-market funds. This was coupled with uncertainty about the attitude of governments
towards bailing out depositors in the event of bank failures and the extent of any government
deposit insurance. It was a ripe environment for crowd behaviour by savers as they responded
to rumours of impending bank failures.
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The first major financial collapse was that of British retail bank, Northern Rock, in September
2007. Its online cash withdrawal service was overwhelmed and customers formed long lines in
the street to remove their savings from Northern Rock’s branches. It was the first run on a
British retail bank since 1866. One year on, a $64bn US money market fund, Reserve Primary
Fund, “broke the buck” by marking down its unit price to 97 cents following losses caused by
the failure of Lehman Brothers, a global financial services firm. As a result, within days
investors withdrew over half the assets managed by the fund and US authorities moved to
shore up confidence in money-market funds by providing a temporary guarantee to underpin
their value.
There were other signs of sudden loss of depositor confidence in banks. But concerns about
the security of bank deposits were allayed by the clarification of deposit guarantee schemes,
and in particular by the growing understanding shortly after September 2008 that deposits at
major banks would be protected, not least by the steps taken to bolster bank capital. It remains
the case that unguaranteed cash investments in banks need careful due diligence.

Time Horizon
Private wealth has a particular problem. Families continue from generation to generation, but
family wealth gets spent. There is much less scope for the following generations to accumulate
wealth exponentially as may have been achieved by the founding entrepreneurs. Private
wealth is consumed, dissipated in fees, paid in taxes, or donated to charitable foundations. If
this did not happen, the parsimonious among the wealthy could become stupendously
wealthy. For example, in the 113 years to December 2012, the cumulative return from US
equities after inflation, but before all costs, was 6.3% a year!
This implies that a very wealthy family with perhaps $20m in 1900, the equivalent of $500m
today, could have an inherited a fortune of almost $500bn if it had been invested in the
diversified US stock market. This fortune would be even greater if that family had consumed
nothing apart from what they earned independently of their invested wealth and had contrived
to pay absolutely no costs. Such a scale of wealth or parsimony does not seem to exist!

Unexpected inflation
Due to the pervasive existence of inflation over time, there is no place for cash as a major asset
in long-term models. This is because cash is volatile relative to inflation-linked bonds and it
normally offers no performance advantage. At the same time, the future relationship between
inflation-linked bonds and conventional government bonds is sensitive to views on inflation. It
should be assumed that these inflation risks cannot be properly reflected in any set of
modelling assumptions, and that it will be necessary to rely heavily on judgemental opinions.
Furthermore, the judgements of “experts” should probably not count for more than the views
and experiences of informed investors on issues such as inflation expectations. However, the
apparent views of the financial markets on the break even rate of inflation should always be
used as a point of comparison.
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Conclusion
Cash investments are billed as the typically safe investment. It has always been a primary goal
of investment to preserve capital. Before the Great Recession, one could rely on receiving
predictable returns from solid financial institutions to help achieve some of this protection.
Today there is a strong probability that these predictable returns will be too small to satisfy
one’s long term investment goals. This does not detract from the use of cash in a diversified
portfolio to manage risk and take advantage of investment opportunities, but at the present
time too much cash will not provide sufficient income or preserve wealth.

As mentioned above, the major downside to holding cash is the historical persistence of
inflation. Even during periods of low inflation in the developed world, returns on cash have not
kept up with consumer price increases. Thus, the value of cash in real terms will diminish over
time. Inflation and taxes erode the long-term returns on all assets, but cash is the only asset
class that has consistently lost money over time.
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Regulatory Statement
The comments and views expressed in this publication are solely those of Delmore Asset Management Ltd and are provided for
information purposes only and should not be used as the basis for taking any investment decisions. Delmore Asset Management Ltd
shall not be liable for any actions taken in reliance on the content of this publication. Professional advice must be sought before
investing. The information has been compiled using sources of data believed to be accurate at the time of publication; however, no
responsibility is accepted or assumed by Delmore Asset Management Ltd for any inaccuracies contained herein. The Financial
Services Authority does not regulate all forms of investment mentioned in this publication which may not be suitable for all investors.
Please ask for details of those investments which are not regulated by the Financial Services Authority. The price and value of
investments and the income derived there from can decrease as well as increase. You may get back less than the amount you invested.
Past performance should not be seen as an indication of future performance. E&OE
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