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Agenda

• The Value of Cash

• Hedging vs. Insurance

• Hedging Funds

• Natural Hedging

• Q&A
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The Value of Cash
Eh… It depends…
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The Academic Perspective
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• Cash is safest investment, 
and only generates, at most, 
the overnight rate

• In modern portfolio theory 
(MPT), cash is considered a 
terrible asset to invest in –
creates a “drag” on a 
portfolio
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Framework Perspective
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• The value of cash depends 
on the availability of 
investment opportunities

• Cash as a call option

• Cash as a put option
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Framework Perspective
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• The value of cash depends 
on the availability of 
investment opportunities

• Cash as a call option

• Cash as a put option

• The problem is that people 
tend to reverse investment 
timing

• Cash value is negatively 
correlated with market 
directionality

3/31/2000, 7.2%

9/30/2001, 11.1%

3/31/2005, 8.5%

6/30/2009, 18.1%

6/30/2017, 9.0%

0.0%

2.0%

4.0%

6.0%

8.0%

10.0%

12.0%

14.0%

16.0%

18.0%

20.0%

7/24/1998 4/19/2001 1/14/2004 10/10/2006 7/6/2009 4/1/2012 12/27/2014 9/22/2017 6/18/2020

Institutional Money Funds as a Percent of GDP

https://frameworkinvesting.com/


Framework Perspective
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• Cash forms the “kernel” of 
an investment portfolio

• Cash represents potential 
return

• A “hedge” represents 
potential cashCash
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Framework Perspective
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• Cash forms the “kernel” of 
an investment portfolio

• Cash represents potential 
return

• A “hedge” represents 
potential cash

• We should judge our hedge 
versus opportunity cost and 
assess its option value

• A hedge offers leverage

CashHedge
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Hedging vs Insurance
Can you succeed with Black Swan investing?
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Insurance
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• Insurance is a negative 
expected value transaction

• In some cases, though, it 
does make sense

• Would you pay $100,000 / 
year to insure your $1 million 
home?

• Most real assets depreciate 
over time (or the value 
grows only slowly)
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Hedging
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• Most of the time, stocks drift 
upward

• Must always consider level 
and timing

• For this insurance, you are 
paying 100k / year for $1 
million coverage (and / or 
you have a very high 
deductible)
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Black Swan Insurance
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• Concept made famous by 
Nic Taleb – humans don’t 
price fat tails well

• Spend 10% / year on far 
OTM puts in different 
markets – payout is huge

• The Black Swan sold many 
copies

• Actual results are dubious
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My Experiment with Brexit
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• I was exactly right

• My timing was perfect

• My net return on day 1 was 
100%

• My net return on day 2 was 
(100%)

• I would have been happier if 
I had fallen into a 24-hour 
coma
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Hedging Funds
How the pros hedge
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The Jones that No one Keeps Up With
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• Alfred Jones – PhD 
sociologist and journalist 
created a private partnership 
to pool investing assets in 
the 1960s

• Paired long positions with 
short ones – birth of a 
“market neutral” strategy
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Equity Long/Short
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• 130 / 30 allocation – 130% 
long, 30% short

• Proceeds from shorts pay for 
levered longs

• Ideally, every investment will 
generate a positive return

• Value-based and 
quantitatively-based
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The Institutional Imperative
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• Reduce volatility around 
earnings so as to maintain 
AUM – single stock

• Reduce overall volatility in 
market declines

• Client pays for the reduced 
volatility, so the strategy is 
nearly riskless for the fund 
manager
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Natural Hedging
Let’s not call it market timing
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“I hate cash”



Berkshire Hathaway’s Cash
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• Buffett’s comments are 
critical of short-selling and 
dismissive of hedging

• He talks about cash as a 
burden and he only keeps it 
long enough until he has a 
good idea

• As ideas come more slowly, 
cash builds up
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Berkshire Hathaway’s Cash
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• Buffett’s comments are 
critical of short-selling and 
dismissive of hedging

• He talks about cash as a 
burden and he only keeps it 
long enough until he has a 
good idea

• As ideas come more slowly, 
cash builds up
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Framework’s Take on Hedging
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• Solving a hedging problem or 
an allocation problem?

• Perfectly hedged = risk-free 
return

• Valuation is crucial to be able 
to utilize natural hedging

• Hedges ideally should be 
positive expected value 
investments

• Cash is a hedge – unlevered

• Options are efficient potential 
sources of cash – levered

• Black Swan insurance sells 
books…
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Thank You
Q&A Session
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