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The Role of Cash in a Stock Portfolio

Downside Protection and Upside Enhancement

Holding cash alongside a stock portfolio can serve as a strategic tool to mitigate losses during
market downturns and enhance returns during recoveries, particularly when cash is reinvested at
market lows.

This simple guide looks at how different amounts of cash in a portfolio affect outcomes. We
compare three setups: one with 25% cash, one with 50% cash, and one with 100% stocks (no
cash). We start with $100 in each and imagine a big market drop (50% down) followed by a full
recovery (back up 100%). Think of this as a "what if" story to show the benefits of cash.

SCENARIO SETUP PORTFOLIOS
Initial Investment: $100 in each portfolio Portfolio A:
(that's your starting money) o 25% cash ($25), 75% stocks ($75)

(a bit of cash for safety)

Portfolio B:
e 50% cash ($50), 50% stocks ($50)
Stocks fall 50% (a $100 stock drops (half cash, half stocks—balanced)
to $50), then recover 100% (back to
$100). This is like a market crash and Portfolio C:
rebound. « 100% stocks ($100)

(allin on stocks—no safety net)

ASSUMPTIONS

» Cash stays the same value (we're
ignoring interest, inflation, or fees
to keep it simple).

» We use the cash to buy stocks
right at the lowest point (when
prices are down 50%).

» No taxes or trading costs—just
focusing on the big picture.
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Phase 1: 50% Market Correction

When stocks drop 50%, only the stock part of your portfolio loses value. Cash
doesn't change—it's like money under your mattress.

PORTFOLIO A
29%0 Gash, 79% Stocks

PORTFOLIO B

90% Cash, 50% Stocks

PORTFOLIO C
100% Stocks

ANALYSIS:

Stock Value: $75 x 0.5 = $37.50

Cash Value: $25

Total Portfolio Value: $37.50 + $25 = $62.50
Loss: $100 - $62.50 = $37.50

37.5% down—ouch, but not as bad as all stocks.

Stock Value: $50 x 0.5 = $25

Cash Value: $50

Total Portfolio Value: $25 + $50 = $75
Loss: $100 - $75 = $25

25% down—cash really helps here.

Stock Value: $100 x 0.5 = $50
Cash Value: $0

Total Portfolio Value: $50
Loss: $100 - $50 = $50

50% down—the full hit.

Cash acts as a buffer. The more cash you have, the less your overall portfolio drops. With 25% cash (A),
you only lose 37.5% instead of 50%. With 50% cash (B), it's just 25% down. No cash (C) means you feel
the full pain. This is why cash is great for "downside protection"—it protects you when things go south.
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Phase 2: Reinvesting Gash at Market Bottom

Now, at the lowest point (stocks at $50), we take the cash and buy more
stocks. This is like buying on sale—you get more shares for your money. (A
"‘share” is just a piece of a company; owning more means bigger gains later.)

PORTFOLIO A
29%0 Gash, 79% Stocks

PORTFOLIO B

90% Cash, 50% Stocks

PORTFOLIO C
100% Stocks

ANALYSIS:

Initial Shares: Assume the $75 in stocks buys 0.75
shares at $100/share (for simplicity).

After 50% Correction: 0.75 shares x $50 = $37.50
Reinvest $25 cash: $25 + $50/share = 0.5 additional
shares

Total Shares: 0.75 + 0.5 = 1.25 shares

New Portfolio: 1.25 shares at $50 = $62.50

Initial Shares: $50 in stocks buys 0.5 shares at
$100/share

After 50% Correction: 0.5 shares x $50 = $25
Reinvest $50 Cash: $50 + $50/share = 1 additional
share

Total Shares: 0.5 + 1 = 1.5 shares

New Portfolio: 1.5 shares at $50 = $75

Initial Shares: $100 in stocks buys 1 share at
$100/share

After 50% Correction: 1 share x $50 = $50
No Cash to Reinvest

Total Shares: 1 share

New Portfolio: 1 share at $50 = $50

This is where cash shines for "upside enhancement.” By buying at the bottom, you end up with more
shares than you started with. Portfolio A now has 1.25 shares (up from 0.75 worth), and B has 1.5 (up
from 0.5 worth). C is stuck at 1 share—no extra buying power. More shares mean you're set up for
bigger wins when prices rise. It's like loading up on discounted goods before a price surge. Higher
cash (like in B) gives you more ammo to buy low, but timing the "bottom" is tricky in real life—

markets don't ring a bell!
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Phase 3: 100% Market Recovery

The market recovers 100%, with stock prices returning to their original value
($100/share). Now let's see the final values based on those extra shares.

PORTFOLIO A
29%0 Gash, 79% Stocks

PORTFOLIO B

90% Cash, 50% Stocks

PORTFOLIO C
100% Stocks

ANALYSIS:

Shares: 1.25
Value: 1.25 x $100 = $125
Return: ($125 - $100) + $100 = 25% gain

You're up $25 overall!

Shares: 1.5
Value: 1.5 x $100 = $150
Return: ($150 - $100) + $100 = 50% gain

Up $50—nice!

Shares: 1
Value: 1 x $100 = $100
Return: ($100 - $100) + $100 = 0% gain

Back to square one.

The recovery turns your smart buys into profits. With cash reinvested, A gains 25% overall, B jumps
50%, but C just breaks even. No cash means no chance to "buy the dip." This shows how cash isn't
just sitting idle—it's a tool to turn market drops into opportunities.
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Key Takeaways

Downside Protection
Cash softens the blow in tough times. Portfolio B (50% cash) only dropped 25%, vs. 37.5% for A
(25% cash) and 50% for C (no cash). It's like having an airbag in a car crash.

Upside Enhancement
Using cash to buy cheap stocks leads to extra gains. B ended up with 50% profit, A with 25%, and
C with zero. More cash = more buying power at lows.

Strategic Advantage:

Cash gives you options. You can wait for sales in the market. But remember, you need to time it
right—reinvesting too early or late changes things. In real life, no one knows the exact bottom,
so consider gradual buying or professional advice.

Extra Tips for Beginners:
» Whatis a "correction’ or "recovery'? A correction is a big drop in stock prices (like a sale).
Recovery is when they bounce back.
« Why shares? Think of stocks as slices of pizza. More slices mean more when the whole
pizza's value goes up.
» Real-world caveats: Markets are unpredictable. Inflation can eat into cash value over time,
and timing is hard. Diversify and maybe talk to a financial advisor.

Mixing cash with stocks can make investing less scary and more rewarding. It protects you from
big losses and lets you grab bargains during dips. In our example, 50% cash (B) gave the best
balance: less pain down (25% loss) and big gains up (50% profit) vs. all stocks (50% loss, 0% gain).
Cash isn't lazy money—it's smart strategy in shaky markets. But success relies on when you
reinvest, which isn't easy.

Ed Dowd provides expert analysis of macroeconomic trends,
including credit, debt, and equity markets, as well as the impact of
geopolitical events and Federal Reserve policies, offering clear,

insightful perspectives on global economic dynamics.
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