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After keeping the federal funds target interest rate at
5.25% —5.50% since July 2023, the Federal Reserve (Fed)
recently began the process of lowering interest rates.
Investors with excess cash balances should take note.

The Fed had raised interest rates by 525 basis points
since March 2022, trying to reduce inflation to its
target goal of 2%. In doing so, Treasury yields moved
higher along the curve, and particularly in front-end
maturities. Money market funds have been yielding 5%
on an annualized basis, which has enticed investors
to participate in these funds that invest in high-quality
cash-equivalent debt instruments such as commercial
paper, Treasury bills, and repurchase agreements,
among others.

With minimal opportunity costs and expectations that
short-term rates will remain high, money market funds
reached a record of $6.2 trillion in July. However, the
Fed’s shift to lower interest rates may make money
market funds less attractive to investors as short-term
rates fall.

Framing the issue

With interest rates falling, cash-equivalent yields are
expected to decline, too. This situation presents a
conundrum for cash-heavy investors: When do you
increase allocations to asset classes with higher
expected long-term returns such as stocks and bonds?

Goals-based financial planning tailors a systematic long-
term investment strategy around each client’s personal
situation. Key Wealth Management strongly supports
this process. Cash plays an important role in all goals-
based financial plans. Cash typically is held to maintain
an emergency fund and to meet near-term liquidity
needs such as short-term projects.
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That said, holding cash over the long term comes at
a cost. According to UBS, from 1900 to 2023, real
(inflation-adjusted) annualized returns were:

® 6.5% per year for stocks
® 1.7% per year for bonds
e Only 0.5% per year for Treasury bills (cash equivalents)

UBS also examined a more recent time period
of 2004 -23. It found that real (inflation-adjusted)
annualized returns during this period were:

® 65.6% for U.S. stocks
* 1.5% for bonds
e -1.2% for Treasury bills
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In other words, after adjusting for inflation, investors’
allocations to cash over the 2004 —-23 period equated to
a loss in purchasing power.

Clearly, holding cash for an extended period has not
been a winning investment proposition.

Despite attractive current yields on cash, it is important
to remember that cash yields are high because inflation
rose sharply in 2022. After peaking in mid-2022, inflation
has begun to recede and the labor market has begun

to slow. As inflation continues to normalize toward the
Fed’s long-term target of 2%, the Fed has begun cutting
interest rates to support economic growth.

As of early November 2024, the Fed’s rate-cutting cycle
was just beginning. From an initial level of 5.25% to 5.50%,
the federal funds rate had been reduced by 75 basis
points (bps) -50 (0.50%) in September and another

25 bps in November, with more cuts expected soon.

As the Fed cuts rates, the yield on cash equivalents

will decrease quickly. At Key Wealth, our capital market
assumptions anticipate long-term returns on cash of
about 3.5% in nominal terms (not adjusted for inflation).

Key Wealth O«
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Holding cash not an
all-or-nothing proposition

Assuming our projections of an equilibrium cash yield of
about 3.5% are in the ballpark, does holding an outsized
cash position still makes sense? After all, 3.5% yield

on cash is much higher than the 0% returns on cash

we saw in the decade after the Great Financial Crisis of
2008-09.

To illustrate why holding a very large cash position does
not generally make long-term sense, we have included a
basic financial planning scenario, along with four sample
asset allocations. Each scenario estimates an ending
plan value and a probability of success, obtained by
running a Monte Carlo simulation with 1,000 different
potential market outcomes. This study is included as a
full appendix to this paper.

Typically, if a financial plan succeeds in 800 out of 1,000
Monte Carlo simulations, it is said to have an 80%
probability of success. The moral of the story: In our
sample planning scenario, a 100% cash portfolio has
zero probability of success while a balanced portfolio of
diversified assets has the highest probability of success.

See appendix for case study.
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What do | do about it?

The bottom line is that even partial investment of excess
cash can have a strong impact on end-of-plan portfolio
values. Cash-heavy investors should reassess their
liquidity needs and consider diversifying into a broad
basket of high-quality assets.

In particular, high-quality bonds may be a good option
for risk-averse investors. Bond yields have increased
from the very low levels reached during the 2020
COVID-19 pandemic. Owning bonds allows investors
to lock in yield with the potential for price appreciation
should interest rates fall.

Falling benchmark rates help boost the broader bond
market. A look at Fed rate-cutting cycles since the
1990s reveals that the average return on cash-like debt
instruments (i.e., Treasury bills that mature in a year

or earlier) was 3.65% in the year after the first interest
rate cut in an easing cycle. In contrast, the Bloomberg
US Aggregate Bond Index (the Agg), a proxy for the
broader bond market, returned an average 5.5%
during those periods. The Agg comprises a diverse
range of longer-term securities, including government
Treasury securities, corporate bonds, mortgage-backed
securities (MBS), and asset-backed securities (ABS).
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Equities remain a central part of balanced portfolios

to help meet growth for longer-term needs. Alternative
investment strategies and real assets, where
appropriate, can provide additional diversification and
portfolio resilience if inflation remains stickier than
expected. These strategies should also help improve
portfolio returns in different market regimes. Private
assets and hedge funds fall into this bucket of portfolio
diversifiers.

In summary, historical data shows that high-quality,
fixed-income assets have outperformed cash
equivalents during rate-cutting cycles. Additional
diversification in the form of high-quality equities,
alternatives and real assets improves projected returns
and bolsters the resilience of financial plans across a
variety of scenarios. Please see the appendix for our
sample financial planning scenarios that support these
assertions.

The following charts and scenarios highlight that
time in the market, not market timing, is an investor’s
best friend.
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Treasury bills (cash equivalents) have barely outpaced inflation over time.
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Past performance is no guarantee of future results

Past performance is no guarantee of future results. Hypothetical value of $1 invested at the beginning of 1926. Assumes reinvestment of income and no transaction costs
or taxes. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index.

©Morningstar 2024 and Precision Information, dba Financial Fitness Group 2024. All rights reserved.
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Returns can vary over shorter time horizons, but the range of outcomes tends to decrease over longer periods.

Time, Diversification and the Volatility of Returns

Range of stocks, bonds and blended returns B Stocks

Annual total returns, 1950-2023
60% Stocks 11.5% $880,148 = 50/40
50% )

N 52% Portfolio
40% 60/40 Portfolio 9.0% $562,115
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Sources: Bloomberg, FactSet, Federal Reserve, Robert Shiller, Standard & Poor’s, Strategas/Ibbotson, J.P. Morgan Asset Management

Returns shown are based on calendar year returns from 1950 to 2023. Stocks represent the S&P 500 Shiller Composite for periods prior to 1936 and
the S&P 500 thereafter. Bonds represent Strategas/Ibbotson for periods prior to 1976 and the Bloomberg Aggregate thereafter. Growth of $100,000 is
based on annual average total returns from 1950 to 2023.

U.S. Data as of August 31, 2024.
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Even through periods of stress such as 2000 or 2008-09, patient investing is usually rewarded, with outcomes
skewed positively.
Asset Allocation — Risk and Reward

Ten Year Returns
January 1950 — June 2024

W Wworst Return I Best Retumn Portfolio od - Average XTI TeTT Be aroe T
Average Return "A' Re o Retu ail Re egative | Deviatio '.'
10.1% Stocks 90%
18.0% | No Bonds 11.7% -2.8% -1.0% 10.1% 10.4% | 18.0% 3% 4.5 84%
-2.8% Cash 10%
9.6% Stocks 80%
172% | Bonds 10% | 10.6% -1.9% -0.9% 9.6% 9.7% | 17.2% 1% 4.1 84%
1.9% Cash 10%
9.1% Stocks 70%
16.4% | Bonds 20% 9.4% -1.0% -0.5% 9.1% 9.2% | 16.4% 1% 3.8 84%
1.0% Cash 10%
8.6% Stocks 60%
15.7% Bonds 30% 8.2% -0.1% -0.1% 8.6% 8.6% | 15.7% 0% 3.4 84%
-0.1% Cash 10%
8.1% Stocks 50%
15.0% Bonds 40% 7.0% 0.8% — 8.1% 8.1% 15.0% 0% 3.2 84%
0.8% Cash 10%
7.7% Stocks 40%
14.2% Bonds 50% 5.9% 1.7% — 7.7% 77% | 14.2% 0% 2.9 86%
1.7% Cash 10%
7.2% Stocks 30%
13.7% Bonds 60% 4.7% 2.6% — 7.2% 72% | 13.7% 0% 2.8 87%
2.6% Cash 10%
6.7% Stocks 20%
13.2% Bonds 70% 3.5% 2.8% — 6.7% 6.7% | 13.2% 0% 2.7 87%
2.6% Cash 10%
6.2% Stocks 10%
12.7% Bonds 80% 2.3% 1.7% — 6.2% 6.2% 12.7% 0% 2.8 85%
1.7% Cash 10%
5.7% No Stocks
F 12.3% Bonds 90% 1.2% 0.6% — 5.7% 57% | 12.3% 0% 2.9 84%
1.7% Cash 10%

The Consumer Price Index for June 2024 is preliminary.
Data: Rolling 10 year returns using monthly data (774 Observations)

Stocks: Standard & Poor’s 500 Stock Index e Bonds: Intermediate Treasury Bonds e Cash: 90-Day Treasury Bills e Inflation: Consumer Price Index
Sources: Standard & Poor’s Corporation; Merrill Lynch, Pierce, Fenner & Smith Inc.; Bloomberg Finance L.P.; Bureau of Labor Statistics

The information presented herein was compiled from sources believed to be reliable. It is intended for illustrative purposes only, and is furnished without responsiblityfor
completeness or accuracy. Past performance does not guarantee future results.

This illustration is subject to the terms & conditions at www.crandalJpierce.comJusage.pdf. Under no circumstances may this illustration be copied, reproduced or
redistributed in wrote or in part including the data contained herein, without prior written permission.

©2024 Crandall, Pierce & Company- All rights reserved- 14047 West Petronella Drive- Libertyville, lllinois 60048 e 1-847-549-6015 e Internet: www.crandallpierce.com

For more information, please contact your advisor.
Key Wealth =
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The Key Wealth Institute is a team of highly experienced professionals representing various disciplines within wealth
management who are dedicated to delivering timely insights and practical advice. From strategies designed to better
manage your wealth, to guidance to help you better understand the world impacting your wealth, Key Wealth Institute
provides proactive insights needed to navigate your financial journey.
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The Key Wealth Institute is comprised of financial professionals representing KeyBank National Association (KeyBank) and certain affiliates, such as Key Investment Services
LLC (KIS) and KeyCorp Insurance Agency USA Inc. (KIA).

Any opinions, projections, or recommendations contained herein are subject to change without notice, are those of the individual author(s), and may not necessarily represent
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Appendix

Case study: Assumptions

Client and her/his spouse are 60 years old. Their primary
objective is to live a comfortable lifestyle, generating
$100,000 in annual income, net of taxes, and adjusted
upward annually at 2.5% to adjust for inflation. Client is
planning for 30 years’ life expectancy.

Client’s investment portfolio value is $2.5 million and
$1.5 million of the total is held in non-retirement (taxable)
accounts. The rest, $1 million, is held in retirement
accounts.

All calculations are based on Key Wealth’s Chief
Investment Office 2023 Long-Term Capital Market
Assumptions. For the purposes of this case study,
assume no additional assets or income sources.

Exhibit 1

Now, assume Client can choose from four investment
options:

Portfolio A
100% is invested in cash, with assumed annual average
return of 3.50% for the 30-year investment period.

Portfolio B

50% is invested in cash, while the other 50% is invested
in a diversified, balanced portfolio made up of nearly
equal allocations to bond and equity asset classes.

Portfolio C
100% is invested in a diversified, balanced portfolio.

Portfolio D
100% is invested in a diversified, all-equity portfolio.

Relationship Between Risk and Return for All Portfolios

Rate of

0,
Return 8%

7%

6%

5% e (B) 50% Cash + 50% Balanced

4%
o (A) 100% Cash
3%

0% 1% 2% 3% 4% 5% 6% 7%

Less Risk/Volatility

(D) 100% Equity e

e (C) 100% Balanced

8% 9% 10% 1% 12% 13% 14% 15% 16%

P More Risk/Volatility

Source: : Envestnet Moneyguide

As shown in Exhibit 1, if we plot Client’s four investment options, we can visualize the relationship between the selected
portfolio and its projected annual average rate of return and expected risk/volatility. Portfolio A (100% cash) has the
lowest risk but also the lowest return. Conversely, Portfolio D (100% equity) has the highest projected return, but is also
the most volatile (riskiest). We will come back to the blue shaded area later.

This is a typical relationship in portfolio theory:
lower risk = lower return, while higher risk = higher reward.

Key Wealth O«
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Exhibit 2 Percentage Probability of Success for All Four Portfolios, Based on Case Study Assumptions

100%

Confidence Zone

75%

50%

25%

Probability of Success

(A) 0%
0% A

Let’s step back for a minute and recall this hypothetical
client’s objective. Goal is to spend $100,000, each year,
for 30 years, net of taxes and adjusted for inflation.
Since we do not know how markets will perform in the
future, we use a simulation to determine the likelihood
(or probability) that the client can successfully achieve
their spending goals. The higher the probability of
success, the greater the odds that Client can navigate
through the ups/downs of the markets and fully fund
their needs for the next 30 years.

To determine plan probability of success, we run 1,000
unique “trials” (various combinations of risk, return,
timing of market ups and downs) to assess which
percentage of the 1,000 possibilities are successful. For
example, Portfolio C (Balanced), has a 90% probability
of success. This percentage translates to a positive
outcome in ~900 of 1,000 scenarios at plan end. Only
100 trials failed. These simulations will include bull
markets, bear markets, and everything in between. In
general, we prefer to see a probability of at least 75% to
have confidence in the plan’s success.

Key Wealth O«
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909
(C) 90% (D) 81%

Source: : Envestnet Moneyguide

Refer to Exhibit 2. If the client chooses the “safest”
option — Portfolio A (100% cash) — their likelihood of
successfully funding their spending needs is 0%. Why?
While it is the least volatile option, when considering the
cash flow needed, time horizon, and impact of inflation,
projected cash returns of 3.5% annually are insufficient.
Portfolios B, C, and D all point to successful outcomes
(green area of the graph indicates the “confidence zone”),
meaning that any of these investment options would
result in client having enough money at the end of the
plan to have fully funded their 30-year spending plan.

All results assume Client stayed invested through ups/
downs in the market, and portfolios rebalance/reset
allocations each year.

Based on the probability of success shown in Exhibit 2,
we can reach a definitive conclusion — Portfolio A
(100% cash) is not a viable option. We also know that
based on this metric alone, Portfolio C (Balanced) yields
the best outcome, providing the highest probability

of success of the four portfolio options. Finally, note
that Portfolio D (100% equity), while successful with
81% probability, is not the best option for this client

to consider. Even though Portfolio D has the highest
average rate of return, it also has the highest risk. And
based on Client’s spending goal, Portfolio D is not the
optimal solution.
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Exhibit 3

Plan Values at the End of Plan Based on Various Market Environments and Applied Across All Portfolios

75th percentile

Portfolio and Probability

markets/returns
of Success

better than expected

50th percentile
markets/returns
normal, as expected

25th percentile
markets/returns
worse than expected

Portfolio A (0%) $0 $0 $0
Portfolio B (80%) $2,124,333 $1,108,320 $203,680
Portfolio C (90%) $6,677,523 $4,124,680 $1,807,149
Portfolio D (81%) $12,671,426 $5,717,705 $1,165,746

Before we apply the final test and reach our conclusion
in this case, let’s revisit the blue shaded area in Exhibit 1.
Portfolios in that blue area indicate best combination

of risk/return for this client based on their spending
goals. When measuring this client’s ability to reach
their goal, we must consider (i) minimum risk needed to
successfully achieve the goal and (i) maximum risk the
client can afford to take to achieve the goal. Note that
Portfolios A and D fall outside of the blue zone. Portfolio
A (100% cash) returns are too low to achieve the final
goal, while Portfolio D (100% equity) may contain too
much risk for many clients.

So, we are down to Portfolio B and Portfolio C. Recall
that with Portfolio B, Client kept 50% in cash and
invested the other half in a diversified portfolio. Portfolio
C assumes all money is invested in a diversified,
balanced portfolio. Refer to the table in Exhibit 3. Values
shown in each column indicate Client’s safety margin, or
amount remaining at the end of plan.

Let’s start with the dark gray middle column (labeled
50th percentile). If we assume that markets behave
normally, with cyclical ups and downs, how much
money would this client have at the end of their 30-year
plan, while spending $100,000 annually? As mentioned
earlier, Portfolio A will not work, showing $0 final
balance. Portfolio D has the highest final expected value
of $5.7 million. Portfolios B and C each have a healthy
cushion.

Key Wealth O«
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Source: Envestnet Moneyguide

The green shaded column (left, labeled 75th percentile)
assumes markets perform better than expected. And
while investors would welcome such an outcome, for
this client, as they begin a 30-year spending plan, hoping
for a better outcome is not a good strategy. It is usually
prudent to “plan for the worst and hope for the best.”

That brings us to the most important set of values in
this test — red shaded column (right, labeled 25th
percentile). What if markets underperform? Which
investment option offers the highest remainder value
under worse-than-expected conditions? Which portfolio
would provide the return needed while offering some
peace of mind? Portfolio C, with $1.8 million end of

plan value, is the best choice. While Portfolio D did
better under normal and favorable market conditions,
Portfolio C would be the best option for this client —
providing more than sufficient cushion under any market
conditions.
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Exhibit 4a

$3M
$oM

$1M

Portfolio Value

©“%
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-$1M
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Exhibit 4b

$20M

$15M

$10M

Portfolio Value

$5M

2042 2044 2046 2048 2050 2052

Portfolio A (100% Cash) Portfolio Values Over Time

0%

Probability of Success

e Below Confidence Zone

Prior Trials
——— Average Return

Source:
Envestnet Moneyguide

Portfolio C (100% Balanced) Portfolio Values Over Time

%
90%
Probability of Success

In Confidence Zone

Prior Trials

$0

-$5M

2024 2026 2028 2030 2032 2034 2036 2028 2040

In conclusion, the hypothetical client in our case study
should strongly consider a diversified portfolio. Cash
may feel good to hold when markets experience
declines and volatility. But one of the biggest mistakes
investors make is trying to time the market.

The consequences of timing in and out of cash can

be devastating. This is especially true for investors
approaching or already in retirement. In our case study,
if choosing a Balanced portfolio still feels uncomfortable,

Key Wealth O«
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——— Average Return

Source:

2042 2044 2046 2048 2050 2052 Envestnet Moneyguide

our hypothetical client can take a step in that direction
with Portfolio B (50% stays in cash and 50% is invested
in a diversified balanced portfolio).

What is beyond dispute, based on assumptions in
this case, is that 100% cash is not a viable option,
regardless of market performance over the next three
decades. In fact, based on this analysis, cash is the
“riskiest” option. And for our hypothetical 60-year-old
investors, that’s not a risk worth taking.
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The Key Wealth Institute is a team of highly experienced professionals representing various disciplines within wealth
management who are dedicated to delivering timely insights and practical advice. From strategies designed to better
manage your wealth, to guidance to help you better understand the world impacting your wealth, Key Wealth Institute
provides proactive insights needed to navigate your financial journey.
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