CASH: AN ASSET STILL
IN ADOLESCENCE
Managing liquidity in today’s environment of extremely low
interest rates remains challenging – accentuated by the impact
of the COVID-19 pandemic and effects of regulatory considerations.
As a result, cash can be a complicated and unrewarding asset
for investors to hold.

CONTENTS
The evolving cash environment..................................................................................................................................................................4

IN THIS WHITEPAPER:

Cash: The great migration.................................................................................................................................................................................5
Impact of regulation on liquidity...............................................................................................................................................................6
Steps for building liquidity..............................................................................................................................................................................7
A holistic approach to liquidity management................................................................................................................................8
Key takeaways and next steps...................................................................................................................................................................11

Northern Trust

Insights into the evolving cash management
environment and impact of the pandemic

Ideas and potential solutions for building
liquidity through current market conditions
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BALANCING RISK AND REWARD
IN A CHALLENGING LANDSCAPE
For institutions, holding cash has been problematic for years. Published in 2017, our whitepaper
Cash: An Asset in Adolescence1 described holding cash as akin to having a rebellious teenager in
the house: it costs you more, becomes increasingly challenging – and offers you little in return.

By adopting a cash segmentation
strategy, institutions can work towards
striking a better balance between risk
and reward in their portfolios.

All that remains true since the paper was published – but in many ways, the situation has
deteriorated. Many countries’ interest rates are lower than back in 2017, while the impact of
the COVID-19 pandemic on market conditions has increased the challenges of holding cash.
Cash remains a still-rebellious adolescent, but one that is likely costing you even more money
than before.
The good news is that there are steps that institutional investors and their asset managers
can take to keep this rebellious asset class in check. This whitepaper outlines some of the most
important ways in which the market for cash and liquidity management has evolved since our
previous whitepaper. It also examines potential approaches and solutions available to help
meet the resulting challenges.
Whether investors are seeking a return on their uninvested cash, trying to minimise cash
balances or developing a broader cash management strategy, a key step will be the development
of a liquidity ladder. Asset managers and asset owners also need to focus on forecasting their
cash requirements as effectively as possible.
By adopting a cash segmentation strategy, investors can work towards striking a better balance
between risk and reward in their portfolios. And by taking a holistic approach to cash, they may
be able to enhance returns without exposing themselves to inappropriate levels of risk.
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1. THE EVOLVING CASH ENVIRONMENT
The COVID-19 pandemic has had a devastating effect on people, markets, and economies. This uncertainty has
impacted on institutions’ available liquidity and cash management. The global pandemic resulted in the most severe
global economic contraction since at least the 1930s2 and, at time of writing, no consensus exists on how long and
sustainable a recovery will be.
Against this backdrop, slower economic growth, low inflation, and low interest rates are all bringing challenges. The
outlook for interest rates is that they will remain lower for longer. The European Central Bank (ECB) began its negative
interest rate policy in June 20143 and, post-COVID-19, many countries’ interest rates are at zero or hovering near it.

Institutional investors are using cash to
protect themselves against different margin
calls, and as collateral under central
clearing requirements.

This is leading to concerns about the potential ‘Japanification’ of economies in Europe and elsewhere4 – referencing
its nearly 30-years of deflation and anemic growth, characterised by extraordinary but ineffective monetary stimulus,
diminishing yields and increasing debt.5 Globally, bonds worth USD17.05 trillion now trade with a yield below zero,
according to the market value of the Bloomberg Barclays Global Negative Yielding Debt Index.6
HOLDING CASH: A ZERO-SUM GAME
The fact that interest rates are expected to remain low for the foreseeable future has significant implications for cash
management. Lower and negative interest rates mean that holding cash is a zero-sum game.
As mentioned in our previous paper, for example, prior to the past decade’s low interest rate environment, cash could
typically earn an institutional investora return of 2% to 3%. Provided inflation did not exceed the interest earned, investors
did not necessarily have to pay that much attention, knowing it could provide a steady, unspectacular return. Cash was a
necessary, but incidental, part of any portfolio – it was unlikely to cost much to simply leave in place in a deposit account
or money market fund.
But in a low interest rate environment, and especially in a negative interest rate environment, cash management is critical.
Looking at the euro’s short-term rates (€STR) shows this; in September 2020, the cost of overnight lending operations
between European banks dropped to the lowest since the €STR came into effect in October 2019.7 Recent declines in
borrowing costs are a result of the ECB’s monetary stimulus programme and show that banks are offering to pay rivals
to take money off their hands in the short-term.Institutions currently hold about €2.9 trillion more than they must for
reserve requirements – a phenomenon known as excess liquidity.8
Cash either provides value, or it detracts from it. The latter situation, referred to as “cash drag”, means asset owners need
to ensure that 100% of their assets are return-seeking.
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2. CASH: THE GREAT MIGRATION
Cash should always play a key part in any liquidity strategy. Events during 2020 showed that investors, both retail and
institutional, need liquidity – sometimes almost instantaneously.
In March, at the height of the pandemic, taxable bond funds in the US suffered record outflows of USD240 billion, ending
14 consecutive months of inflows, in which taxable bond funds collected USD479 billion.9 In contrast, money market
funds (MMFs) gathered a record USD685 billion in inflows during the month. For the quarter, these funds saw
USD694 billion of inflows, a 19% organic growth rate.10
It was a similar story in the UK, with investors needing more liquidity. In August, 32% of UK retail investors said they
planned on moving their assets to cash over their next 12 months.11
INSTITUTIONAL INVESTOR RESPONSES
Institutional investors are focused on building up liquidity to avoid becoming forced sellers just to free up cash. Incomes
have declined since the pandemic hit, with slashed dividends and decreased fund distributions from private markets.
Pension schemes must be able to settle losses from foreign exchange risk hedging to fund margin calls, and meet capital
calls from private markets. These requirements show why it is important to have a robust liquidity strategy in place.
Institutions in the UK have reacted accordingly. For example, one of the largest pension schemes in the UK publicly
said it was holding more cash than before the crisis for general liquidity purposes.12 Even before the crisis, the fund had
doubled its buffer from 1.5% to 3% to manage cash requirements related to its derivatives exposure.
Meanwhile, a Swedish pension scheme publicly said in May 2020 that it was freeing up cash to avoid being in a position
where it would have to sell private market assets or equities at the bottom of the market. To create more liquidity, it
liquidated most of its small cap equity exposure, and some of its emerging markets and high yield exposures.13
Institutional investors are also using cash to protect themselves against different margin calls, and as collateral under
central clearing requirements. For example, a Danish fund publicly said it increased its cash reserve to protect against
different margin calls.14
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If anything, meeting regulatory requirements
for liquidity has become more important
than ever, with the implications of a liquidity
mismatch being a real concern.

$240B
US TAXABLE BOND FUNDS OUTFLOWS – MARCH 2020 9

$685B
US MONEY MARKET INFLOWS – MARCH 2020 10

32%
UK RETAIL INVESTORS PLANNING ON MOVING THEIR
ASSETS TO CASH DURING THE NEXT 12 MONTHS 11
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3. IMPACT OF REGULATION ON LIQUIDITY
In our 2017 paper, we examined regulatory developments that were having significant impact on cash management.
In Europe, the European Markets Infrastructure Regulation (EMIR), and Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank) in the US, require over-the-counter (OTC) derivatives to be cleared through a central
counterparty, with stricter rules on margin, reporting, and record-keeping, as well as the introduction of more derivative
types and counterparties.
European Money Market Reform, implemented in full in March 2019, has implications for investment, risk management,
and valuations, as well. It ends traditional Constant Dollar Net Asset Value funds and breaks down short-term money funds
into three distinct categories.

As pension funds go into net decumulation,
they need a reasonable degree of inflationlinked income. They are pressured to take
more risk-on style investments and accept
a degree of illiquidity.

If anything, meeting regulatory requirements for liquidity has become more demanding than ever in present conditions,
with the implications of a liquidity mismatch still being a real concern.
LIQUIDITY CRUNCH SCENARIOS
In May 2020, for example, the ECB used transaction-by-transaction derivatives data to assess the liquidity risk faced by euro
area investment funds from variation margin (VM) calls on their derivative exposures. According to simulations of extreme
stress scenarios, and assuming the completion of the structural move to full collateralisation by VM, an additional requirement
of €30 billion was needed for an extreme one-day market shock, and €70 billion under prolonged market turmoil.15
The ECB’s data suggested that euro area funds were able to meet the increase in VM at the height of COVID-19-related
market stress, which was five times its normal level. But some funds were likely only able to do so by engaging in repotransactions, selling assets or drawing on credit lines.16
It also looked at euro area pension funds that are currently exempted from central clearing obligations under EMIR,
stress-testing Dutch pension funds as, at the end of March 2020, they accounted for 80% of the derivatives of all euro
area pension schemes. The scenario focused on interest rate swaps17 and looked at VM calls after a scenario of a +100
basis point parallel shift in the yield curve.
Under the scenario, VM calls on interest rate swaps held by Dutch pension funds could be between €36 billion and €47
billion, in an aggregate cash shortfall of €6bn to €15 billion. One scenario suggested that around 55% of Dutch pension
funds would not have sufficient cash to cover their VM calls.18
Building a robust liquidity management strategy was critical even before the present crisis. As pension funds go into net
decumulation, they need a reasonable degree of inflation-linked income. They are pressured to take more risk-on style
investments and accept a degree of illiquidity.
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And the pressure to find sources of return will only increase. In 2019, more than one fifth of the EU population was aged
65 and over and growing; people aged 80 years and above should more than double by 2100 to reach 14.6% of the
whole population.19 Given this is a pan-generational trend, investors should adjust their approach to cash management
now to ensure they are well-positioned to benefit for the long-term.
To meet the challenge, pension schemes are moving from low-yielding government bonds to assets with a significant
illiquidity premium – such as private equity or infrastructure, which involve large cash falls during their lifespans. But as a
result, they may have to set a higher proportion of cash aside, as illiquid assets cannot be included when constructing
liquidity positions as cash cannot be raised against them.20

Investors may struggle to find all the
counterparties they need if they have
more cash in their portfolios. Navigating
counterparty risk, therefore, is critical to
cash management strategies.

4. STEPS FOR BUILDING LIQUIDITY
As a first step to managing these issues effectively, it has always been important for investors to understand their
sources of liquidity, from both a provider and market perspective. In the past, institutional investors have turned to a
variety of places to build liquidity. They have used the repo markets for this because of their attractive yields compared
to many other asset classes on a risk-adjusted basis, and because of a minimum price volatility compared to other
asset classes.21
However, as market conditions evolve, this source of liquidity may be unreliable. For example, the repo market came
under stress in 2019 as demands for funds to settle treasury purchases and pay corporate taxes overwhelmed the
amount of loans readily available.22
Another factor adding to institutions’ liquidity challenges is their increasing levels of investment in largely-illiquid
alternative assets. According to Preqin’s H1 2020 alternatives report,23 the alternative assets industry has continued to
grow. Assets under management ballooned to an excess of USD10 trillion in 2020, and the impact of the pandemic
appears to have only had a limited impact on investors’ allocation plans. The majority (63%) of respondents surveyed
in this report do not expect to change their investment level. In fact, 26% of investors surveyed expect to invest slightly
more in alternatives as a result of the pandemic.24
The same is true for investors using hedging. In the UK, the volume of quarterly hedging transactions taking place on
investment bank trading desks has increased. Interest rate hedging activity rose by 3%, while inflation hedging activity
increased by 12%, as pension funds looked to hedge their liabilities.25

63%

26%

of investors expect
to change their
investment level23

of investors expect
to invest slightly
more in alternatives24

3%

12%

interest rate hedging
activity increase25

inflation hedging
activity increase25

We believe investors need to be compensated for the risks they are taking in their portfolios and increasingly that
includes cash. Investors may also struggle to find all the counterparties they need if they have more cash to invest. When
they arrange for that cash to be housed with a bank, or several banks, that may turn out to have insufficient capacity to
take on further assets. Navigating counterparty risk, therefore, is also critical to any cash management strategy.

Northern Trust

7

5. A HOLISTIC APPROACH TO LIQUIDITY MANAGEMENT
The good news is that there are many steps that can be taken to address liquidity management issues. One of the
foremost ways in which institutional investors can get on the front foot is to forecast their cash requirements to ensure
they have a supply of cash at hand to settle obligations.
BUILDING A LIQUIDITY LADDER
In practice, this involves maintaining a ‘liquidity ladder’ to forecast needs and matching it with known cash flows. As part
of this, investors should think about the performance they need to achieve, and how yield and duration could impact it.
Duration, measured in years and non-linear, looks at how sensitive a bond price is to interest rate changes. In many
circumstances, three months is probably not far out enough to drive the extra duration and, therefore, the yield that is
likely required to help meet liquidity plans. Those who put in place long-term liquidity forecasting at least a year
before they need it should be in a much stronger position.

Segmenting cash into three “buckets” of
operational, reserve, and strategic requirements
allows investors to consider investments
further along the maturity spectrum, seeking
higher yields and longer maturities beyond
cash or money market funds.

Maintaining a liquidity ladder means adopting a cash segmentation strategy. The segmentation of cash allows investors to
put a framework in place to work towards achieving a better balance between risk and reward in their use of cash.
CASH SEGMENTATION
Segmenting cash into three “buckets” of operational, reserve, and strategic requirements allows investors to consider
investments further along the maturity spectrum, seeking higher yields and longer maturities beyond cash or money
market funds.26 By doing this, investors can move beyond cash and money market products into conservative ultra-short,
and ultra-short strategies to enhance their high quality, short-duration exposure, without taking on inappropriate
levels of risk.

SEGMENT CASH BASED ON WHAT YOU NEED AND WHEN YOU NEED IT

OPERATIONAL

RESERVE

STRATEGIC

One day to three month horizon

Three to nine month horizon

Nine to 18 month horizon

• Intermediate or uncertain
spending needs

• Long-term spending needs

• Slightly reduced liquidity

• Seeks highest possible yield
while preserving principal

• Day-to-day spending needs
• Highly liquid, invested conservatively
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USE OF CONSERVATIVE ULTRA-SHORT AND ULTRA-SHORT STRATEGIES
The present environment has also seen conservative ultra-short come to the fore. These strategies cover the yield curve
from one day to two years for fixed-rate securities, providing some of the stability and liquidity of money market funds,
alongside the higher return potential of short duration bond portfolios.
Their objective is to outperform money market funds on a total return basis by taking modest interest rate, credit, and
liquidity risk. Whereas money market funds operate with a duration of up to two months, conservative ultra-short strategies
have durations of around six months. These strategies can invest in securities outside of traditional money fund
opportunity sets, and include fixed and floating rate agencies, corporate bonds, and prime asset-backed securities.

ESG investment criteria can be readily
incorporated into conservative ultra-short
and ultra-short strategies due to the
sector’s diversification.

They can also be adjusted to accommodate the requirements of investment policies – for instance by integrating
sustainability into the investment process. Environmental, social and governance (ESG) investment criteria can also be
readily incorporated into these strategies due to the sector’s diversification.

CONSERVATIVE ULTRA-SHORT
Historical return versus money market funds (USD)
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Source: iMoneyNet and Barclays Live, as of 30 September 2020
Money market fund= IMMFA MMI USD Prime Avg. /one to three year corporate = Bloomberg Barclays USD 1-3Y corporate index
Excess return = ultra-short*/conservative ultra-short**/historical excess returns – money market fund return
*50% money market/50% one to three year corporate
**75% money market/25% one to three year corporate
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Sustainable investing and bond portfolios
can make for a good marriage because risk
is a focus of both.

ULTRA-SHORT
Historical return versus money market funds (USD)
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INCORPORATING ESG FACTORS INTO CASH INVESTING
Sustainable investing and bond portfolios can make for a good marriage because risk is a focus of both. Bonds issued
by companies with favourable ESG ratings tend to trade at tighter credit spreads and longer durations and have offered
downside mitigation during periods of market turbulence. That said, uncertainty remains around the timing, nature and
magnitude of ESG risks. While keeping ESG in mind, investors should still focus on the primary drivers of fixed income
returns such as key rate duration, sector, issuer and option-adjusted spread.
Integrating ESG in front end of the curve can be complex, especially within money market funds. Investment parameters
and the instruments eligible reduce the investment universe and typically result in a high concentration in financial issuers.
Implementing negative screens on money market funds is impactful on the ‘G’ of ESG, but often neglects the ‘E’ and ‘S’.
For a more impactful solution investors could consider an ultra-short strategy. This is because, as outlined earlier, these
strategies can invest in securities outside the traditional money fund opportunity set, allowing for a wider sector diversification
in fixed and floating corporate bonds. Broader diversification does not solely benefit risk, but also allows for an approach
to ESG investment that often proves more impactful.
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6. KEY TAKEAWAYS AND NEXT STEPS
It is not always easy to address the needs of your rebellious teenager, and no single conversation or solution is the same.
Similarly, when it comes to cash, investors need to move away from a ‘one size fits all’ approach of putting money in a
bank deposit or money market fund and simply leaving it there long-term.
It is crucial that investors realise holding cash can cost them. Institutional investors and their asset managers should
adopt a proactive approach to cash management in order to navigate through uncertain market conditions.

Many investors and their asset managers
may benefit from adopting a more proactive,
holistic approach to cash management.

Many investors and their asset managers may benefit from adopting a more proactive, holistic approach to cash
management. If they do not do so already, they should regularly forecast their cash flow needs and consider segmenting
cash into different “buckets” according to their requirements.
Cash remains a challenging, still adolescent asset class. You cannot necessarily predict what a teenager will do, but you
can always endeavor to prepare for the consequences.
By taking the steps outlined in this paper, in combination with revisiting their cash investment strategies to ensure they
remain fit for purpose, investors can enhance their high quality, short-duration exposure – and build a holistic approach
to liquidity management.

Holding cash can cost you money.
Institutional investors and their asset
managers should adopt a proactive
approach to cash management.
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Investors should seek solutions
that are tailored to their needs.
There is no “one-size-fits-all”
approach to cash management.

Investors should assess their
required duration to inform
cash segmentation strategy.

Conservative ultra-short and
ultra-short duration strategies
may be part of the solution.
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