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Why it makes sense to

shift from cash to bonds

SEPTEMBER 2023

Many strategists and experts have been wrong about rates, both
fed funds and U.S. Treasury yields. This is why it’s important to be
well diversified in fixed income — with so many different potential
outcomes, a portfolio positioned seeking one specific outcome
could be costly if that bet is wrong. For example, selling credit in

2022 to buy long duration has cost some investors hundreds of
Director, Product Management basis points.
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Another bet we are seeing — advisors are holding large amounts
of cash on the sidelines. With the three-month Treasury currently
yielding close to 5.5%, most portfolios should have some cash.
However, it may be advantageous to start shifting some of that
cash into longer-duration bonds. And advisors know this — they
know at some point they will need to get into the game, but many
are waiting for the perfect time. Of course, timing markets is
notoriously difficult, but in this case, they don’t need to be timed
perfectly. In fact, we found that historically, being early has been
better than being late during this part of the cycle.
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Why it makes sense to shift from cash to bonds

Being early has been better than being late

We looked back at the past six rate-hiking cycles and calculated the average three-year returns of cash, core
bonds and investment-grade corporate bonds following the last rate hike. Corporate bonds outperformed core
bonds, and both massively outperformed cash.
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Source: FactSet, three-year performance start dates: 8/31/84, 5/31/89, 2/28/95, 5/31/00, 6/30/06, 12/31/18. U.S. Aggregate is the Bloomberg U.S. Aggregate Bond Index.
U.S. Corporates are represented by the Bloomberg U.S. Corporate Investment Grade Index. Cash represented by the ICE BofA U.S. 3M Treasury Bill Index. Past performance is
no guarantee of future results, which will vary. It is not possible to invest directly in an index.

We then wanted to answer the question — “What is the cost of being late?” We looked at the same three-year
periods and calculated the returns using cash for the first six months. For example, the corporate return is the
average return for the six hiking cycles, staying in cash for six months following the last rate hike, and then
invested in investment-grade corporate bonds for the subsequent 30 months. By waiting just six months, returns
were down an average of 700 basis points (bps) over the three-year periods.
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Source: FactSet, three-year performance start dates: 8/31/84, 5/31/89, 2/28/95, 5/31/00, 6/30/06, 12/31/18. U.S. Aggregate is the Bloomberg Aggregate Bond Index. U.S.
Corporates are represented by the Bloomberg U.S. Corporate Investment Grade Index. Cash represented by the ICE BofA U.S. 3M Treasury Bill Index. Past performance is no
guarantee of future results, which will vary. It is not possible to invest directly in an index.
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Reinvestment risk

Another objection we often hear is that bonds don’t offer enough incremental yield relative to the risk-free rate to
compensate for credit risk. However, we believe this logic is flawed, and here’s why:

S&P Rating Disclaimer Moody’s Rating

BB+ Ba1

D CEE /A A C G /2o

Security Details Coupon Details

Issue Status Current Coupon (%) 6.950
Offering Date 05-Jun-2023 || Coupon Type Fixed

Issue Date 08-Jun-2023 || Payment Frequency Semi-Annual
Maturity Date 10-Jun-2026 || Day Count Basis 30/360

Source: FactSet.

The example above is a high-yield issuer in the autos sector rated BB+, or one notch away from investment
grade. It recently issued a three-year bond with a 6.95% coupon. If bought at par, its yield to maturity (YTM) is
6.95%, meaning if held to maturity, an investor would realize an annualized return of 6.95% for three years. One
could argue, “That sounds good, but | can earn 5.4% with a three-month Treasury.” Is that true? That would
mean that the three-month treasury would remain at its current level for the next three years. In our view, it's
more likely that the yield will fall, which exposes an investor to reinvestment or roll risk.
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The chart above shows four hypothetical rate paths for the three-month Treasury yield, with the first one being a
constant yield over the three-year period. The yields on the right reflect the equivalent three-year yield to maturity
that would be realized for those rate paths. The important takeaway is that locking in attractive yields in bonds
may generate even greater relative returns than is suggested by comparing a bond’s yield to that of short-term
investments.
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Outperforming a bond’s yield

Additionally, it is possible for bond yields to decline, leading to bond returns that exceed their yield to
maturities. For example, the leisure company shown below started the year with a 14.7% vyield to maturity,
meaning the bond’s theoretical annualized return from January 1 until the bond’s maturity in 2030 would be
14.7%. This YTM assumes that the bond price will appreciate from 81.4 to 100 at maturity. However, what
actually occurred was this: its yield dropped sharply as its price increased to 105 in a matter of months,
resulting in a YTD return of close to 40% as of August 31. At that point, bond portfolio managers could make
the determination regarding its prospects and relative value, but this illustrates how discounted bond prices
can lead to returns that outpace their yield.
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With aggressive Fed hikes and Treasury yields at levels not seen in years, there are plenty of places to turn for
income. Many investors have stockpiled cash because, for the first time in over a decade, cash and short-term
investments can earn a competitive yield. However, we found that investment-grade bonds have dramatically
outperformed cash over three-year holding periods subsequent to a pause in rate hikes. Historically there has been
a penalty for being late to moving out of cash, so it may be better to be early than late. Additionally, longer-duration
bonds can lock in a yield to maturity, whereas the realized return of short-term cash investments have the potential
to underperform starting yields due to reinvestment risk. Having a cash allocation in a portfolio makes a lot of
sense in the current environment, but it may be beneficial for investors to start shifting some of that cash into

bond portfolios.
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Definitions

The Bloomberg U.S. Aggregate Bond Index is a broad-based benchmark that measures the Investment Grade, U.S. dollar-denominated, fixed-rate taxable bond
market, including Treasuries, government-related and corporate securities, mortgage-backed securities (agency fixed-rate and hybrid adjustable-rate mortgage
pass-throughs), asset-backed securities, and commercial mortgage-backed securities.

The Bloomberg U.S. Corporate Bond Investment Grade Index measures the investment grade, fixed-rate, taxable corporate bond market. It includes USD
denominated securities publicly issued by US and non-US industrial, utility, and financial issuers.

The ICE BofA 3-Month U.S. Treasury Bill Index is an unmanaged index that is comprised of a single U.S. Treasury issue with approximately three months to final
maturity, purchased at the beginning of each month and held for one full month.

Incremental yield typically refers to a yield on an investment that is positive, as the word “incremental” indicates an additive value.
Risk-free rate of return is the theoretical rate of return that an investor would expect on an investment with zero risk.
Yield to Maturity (YTM) represents the expected annual rate of return earned on a bond under the assumption that the debt security is held until maturity.

Bond ratings are expressed as letters ranging from AAA, which is the highest grade, to C (“junk bonds”), which is the lowest grade. Different rating services use the
same letter grades but use various combinations of upper- and lower-case letters to differentiate themselves. To illustrate the bond ratings and their meaning, we’'ll use
the Standard & Poor’s format: AAA and AA = high credit-quality investment grade; AA and BBB = medium credit-quality investment grade; BB, B, CCC, CC, C = low
credit-quality (non-investment grade), or “junk bonds”; D = bonds in default for non-payment of principal and/or interest.

About risk

Past performance is no guarantee of future results, which will vary. All investments are subject to market risk and will fluctuate in value.

Treasury Securities are backed by the full faith and credit of the United States government as to payment of principal and interest if held to maturity. Interest income on
these securities is exempt from state and local taxes.

Bonds are subject to interest-rate risk and can lose principal value when interest rates rise. Bonds are also subject to credit risk, in which the bond issuer may fail to pay
interest and principal in a timely manner, or that negative perception of the issuer’s ability to make such payments may cause the price of that bond to decline. Investing
in below-investment-grade securities may carry a greater risk of nonpayment of interest or principal than higher-rated bonds. These securities can also be subject to
greater price volatility.

Important disclosures

This material contains the opinions of its authors but not necessarily those of New York Life Investments or its affiliates. It is distributed for informational purposes only

and is not intended to constitute the giving of advice or the making of any recommendation to purchase a product. The opinions expressed herein are subject to change
without notice. The investments or strategies presented are not appropriate for every investor and do not take into account the investment objectives or financial needs

of particular investors.

This material represents an assessment of the market environment as at a specific date, is subject to change, and is not intended to be a forecast of future events or a
guarantee of future results. This information should not be relied upon by the reader as research or investment advice regarding any funds or any particular issuer/
security. The strategies discussed are strictly for illustrative and educational purposes and are not a recommendation, offer or solicitation to buy or sell any securities or
to adopt any investment strategy. There is no guarantee that any strategies discussed will be effective.

Any forward-looking statements are based on a number of assumptions concerning future events, and although we believe the sources used are reliable, the
information contained in these materials has not been independently verified, and Its accuracy is not guaranteed. In addition, there is no guarantee that market
expectations will be achieved.

New York Life Investments and its affiliates do not provide tax advice. You should obtain advice specific to your circumstances from your own legal, accounting, and
tax advisors.

This material contains general information only and does not take into account an individual’s financial circumstances. This information should not be relied upon as a
primary basis for an investment decision. Rather, an assessment should be made as to whether the information is appropriate in individual circumstances and
consideration should be given to talking to a financial professional before making an investment decision.
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New York Life Investment Management LLC engages the services of federally registered advisors. MacKay Shields LLC is an affiliate of New York Life Investment Management.

“New York Life Investments” is both a service mark, and the common trade name, of certain investment advisors affiliated with New York Life Insurance Company. Securities are
distributed by NYLIFE Distributors LLC, 30 Hudson Street, Jersey City, NJ 07302, a wholly owned subsidiary of New York Life Insurance Company. NYLIFE Distributors LLC is a
Member FINRA/SIPC.

5940074 MS27g-09/23


https://www.newyorklifeinvestments.com

