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Exploring the benefits of adding high-yield
bonds and other non-core assets to a
retirement portfolio
Are your retirement savings allocated efficiently? There is no shortage of
research speaking to retirement planning best practices. However, much of
this work focuses on traditional asset types, excluding or underrepresenting
other potentially viable options. The Multi-Asset Solutions team at New York
Life Investments believes that there is room for improvement. Our research
finds that high-yield bonds and other non-core fixed-income asset classes
can improve the risk and return characteristics of a traditional blend of
stocks and investment-grade bonds. In this paper we provide compelling
evidence to support this finding and offer decisive allocation strategies for
retirement savers.
n

Non-core fixed income offers an attractive diversified source of return.

n

Adding high-yield bonds to both a static blend and a glide path portfolio,
historically generated better returns over time, without additional risk.

n

A meaningful allocation to other non-core fixed-income investments also
historically improved a balanced portfolio of traditional stocks and bonds
as well as a glide path portfolio.

n

Non-core fixed-income assets pose some additional risk compared to core
bonds. Investors, advisors, and allocators should strongly consider the use
of active management1 in tandem with proper portfolio construction to help
fully achieve the benefits of adding non-core fixed income to a portfolio.
Proper construction can be achieved in a retirement portfolio by creating
a satellite portfolio that includes non-core and core assets.

Diversification neither assures a profit nor guarantees against loss in a declining
market.
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Approaches to retirement investing
Investors face several difficult challenges when saving and investing for retirement. The complexity of
markets and uncertainty of outcomes understandably steer investors to traditional common stock and
investment-grade bond offerings. However, this approach may overlook diversified sources of return
that may help investors better achieve their long-term goal of saving for retirement.

The classic 60%/40% blend
Also known as a balanced fund, this investment option has been popular for decades.
The diversification benefit of holding both stocks and bonds helps manage volatility, and
with appropriate periodic rebalancing, reinforces investment discipline. However, these
funds can greatly limit investment choices and often lack unique and diversified sources
of return provided by non-conventional asset classes.

Target date funds
Investors’ needs and risk tolerance change as they approach and move through
retirement. Target date funds are a compelling investment choice as they are specifically
designed to address this consideration. These “set-it-and-forget-it” investing options
help to facilitate the retirement investing process and have come to represent a large
portion of the market. However, these funds can be expensive; can greatly limit investment
choices; and may not work as intended when paired with other fund vehicles. Investors
must carefully consider risk exposures.
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Underrepresentation of non-core fixed-income asset classes
A look across some of the most popular balanced funds and target date funds shows that in some cases,
these funds fail to allocate or under allocate to non-core fixed-income asset classes including high-yield
bonds, convertible bonds, short duration credit, and taxable municipal bonds. Why? Some managers
suggest that the bonds do not add significant value to a portfolio.
This comes as a surprise to us given the broad benefits of diversification. A mix of uncorrelated assets
offering differentiated sources of return has the potential to reduce portfolio risk, the potential to provide
a hedge against market volatility, and the potential to increase return potential in the long term, and all
else equal, returns have the potential to be further improved thanks to geometric compounding 2.

Asset class

Characteristic

High-yield bonds

High-yield bonds seek to offer:
(1) Higher levels of current income potential compared to higher-quality bonds.
(2) Potential for significant capital appreciation (a rise in price) if they are purchased at a
discount and the issuer’s financial health improves, leading to a credit rating upgrade.
(3) A diversification benefit when combined with stocks and investment-grade bonds,
thanks to their imperfect correlation with those markets.

Convertible bonds

Convertible bonds seek to offer investors some equity participation as prices rise along
with the principal protection of a bond.

Short duration
high-yield bonds

Short duration high-yield bonds offer the same characteristics as their full duration
counterparts, except that they surrender some yield in exchange for lower default risk
and lower levels of volatility.

Taxable municipal
Bonds

Most taxable municipal bonds are issued to finance the shortfalls of state and local
pension funds. These bonds tend to exhibit lower default risk and attractive yield levels
than similarly rated corporate credits.
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A meaningful allocation to high-yield bonds has
historically improved a balanced portfolio
Our research shows that adding a meaningful allocation of high-yield bonds to a classic 60%/40% stock/
investment-grade bond portfolio has historically improved risk-adjusted performance. Figure 1 compares
two efficient frontiers—a set of points portraying the optimal trade-off between risk and return. One frontier
uses only two assets: a mix of equities (represented by the S&P 500) and core bonds (represented by
the Bloomberg Barclays US Aggregate Bond Index). The other frontier includes an additional non-core
fixed-income asset, high-yield bonds (represented by the ICE BofAML High Yield Bond Index),
to its investment mix 3.

Figure 1: Optimal trade-off between return and volatility in a 60%/40% portfolio,
1980 – 2019
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Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Annual historical total return data for 1980-2019. MAS proprietary
asset allocation optimization model estimates. This example is for illustrative purposes only and does not represent an actual investment. The solutions presented
are not appropriate for all investors. Past performance is not indicative of future results. An investment cannot be made in an index.

The shift upward in the curve represents the positive benefits of adding high-yield fixed income exposure
to a portfolio. For any given level of risk, the return potential was historically greater — alternatively, for any
given level of return, the corresponding level of expected volatility was less.
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Over a four-decade period ending in January 2020, the optimal portfolio (B) which includes high-yield
fixed income sourced from the equity portion of a 60%/40% blended portfolio achieved an additional
annual return 0.2% higher than the original classic 60%/40% portfolio (A) with a similar level of volatility
(figure 2). Over 40 years, this generated nearly 7% in cumulative outperformance. The 60%/40%
portfolio without high yield, had more equity exposure, and thus suffered more severe drawdowns during
equity bear markets (figure 3).

Figure 2: Comparing the path of two portfolios
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Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Annual historical total return data for 1980-2019. MAS proprietary
asset allocation optimization model estimates. See footnote four for allocation details. This example is for illustrative purposes only and does not represent an
actual investment. The solutions presented are not appropriate for all investors. Past performance is not indicative of future results. An investment cannot be
made in an index.
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A key measure of risk for many investors is drawdown. Drawdowns are important for measuring the
historical downside risk of different investments under extreme conditions. In historic simulations, an
optimal portfolio mix that includes high yield in addition to equities and core bonds resulted in smaller
relative drawdowns as depicted below.

Figure 3: During major market sell-offs, downside risk was historically lower in
high-yield portfolio
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Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Annual historical total return data for 1980-2019. MAS proprietary
asset allocation optimization model estimates. See footnote four for allocation details. This example is for illustrative purposes only and does not represent an
actual investment. The solutions presented are not appropriate for all investors. Past performance is not indicative of future results. An investment cannot be
made in an index.

On average, over the period studied, high-yield bonds have shown some correlation to stocks and core
bonds (figure 4). However, the correlation is imperfect, meaning that they do provide a diversification
benefit, helping to alleviate downside risk, since periods of severe losses generally do not occur at the
same point in time 5.

Figure 4: High-yield corporate fixed income has only moderate historic correlation
with U.S. equities
Correlation, 1980–2019 (annual data)
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Source: New York Life Investments Multi-Asset Solutions
Team, Bloomberg; as of 2/28/2019. Annual historical total
return data for 1980-2019. Past performance is not indicative
of future results. An investment cannot be made in an index.
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A 20% allocation to high yield also improved
target date fund metrics
Admittedly, target date funds represent a more difficult challenge for our comparative analysis and
research. Target date funds are meant to be well-diversified and carry an appropriate level of investment
risk based on the number of years until retirement. Coupling a diversified product with other investments
before understanding its underlying securities might leave you under- or over-exposed to risk relative to
your retirement savings goals. However, given the diversifying nature of high-yield fixed income, we
continue to expect that this will provide a different kind of risk premia to a portfolio. We find in historical
simulations that shifting 20% of assets from popular target date options to high-yield bonds improved
the trade-off between risk and return over the life of the product (figure 5). That observation held true
for each of the target date suites tested, offered by the four largest vendors competing in that market.

Figure 5: Average improvement to target date funds
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Source: New York Life Investments Multi-Asset Solutions Team, Morningstar; as of 2/28/2019. Average represents a composite average of the improvement in
risk and return across the four largest target date funds studied; however as noted in the text, the improvement held across the four largest vendors individually.
In the study, we shifted 20% of total assets allocated from the available target date options to the high-yield fund. For all funds, we began the study as of the first
month for which data was available for that series. This example is for illustrative purposes only and does not represent an actual investment. The solutions
presented are not appropriate for all investors. Past performance is not indicative of future results. An investment cannot be made in an index.
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What about other nontraditional asset classes?
An initial comparison of correlations across these assets (figure 6) suggests that the benefits of
diversification are not limited to high-yield fixed income alone. These lower correlations may also provide
a diversified source of return that improved the portfolios’ historical returns.

Figure 6: Cross asset correlations suggest other non-core fixed-income assets
historically improved portfolio performance
Correlation, 1997–2019
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Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Past performance is no guarantee of future results. An
investment cannot be made in an index. Annual historical total return data for 1980-2019. This example is for illustrative purposes only and does not
represent an actual investment. The solutions presented are not appropriate for all investors. Past performance is not indicative of future results. An
investment cannot be made in an index.
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Figure 7 illustrates historical efficient frontiers depicting the optimal trade-offs between return and
volatility through the incremental addition of non-core fixed-income assets. Notably, the lowest
return potential is on the frontier along which only equities and core bonds are in use. The addition
of convertible bonds and short duration high-yield bonds provided the best opportunity set of risk
and return potential.

Figure 7: Optimal trade-off between return and volatility
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Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Annual historical total return data for 1980-2019. MAS
proprietary asset allocation optimization model estimates. See endnotes for additional information on optimized allocations. This example is for illustrative
purposes only and does not represent an actual investment. The solutions presented are not appropriate for all investors. Past performance is not indicative of
future results. An investment cannot be made in an index.

In our simulation, taxable municipal bonds provided additional improvements to a portfolio’s risk and
return profile. However, limited historical return data reduces the statistical significance of these
improvements. We choose not to provide additional allocation guidance.
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A note on risk
Due to the unique return distributions of high yield and other non-core fixed-income asset classes,
investors should be aware of potential caveats to improved risk and return — risk distribution and the
funding source for non-core fixed income.
While adding assets to a portfolio can create a diversification benefit, non-core fixed-income asset
classes return distribution varies significantly from core fixed income due to the elevated default risk.
These bonds therefore exhibit risk and return characteristics more typical of equities. As a result, our
optimizations favor funding non-core fixed-income assets with equities where the risk profiles are more
akin. In practice, funding an allocation to high yield using the proceeds of a proportional reduction in fixed
income and equities would lead to a higher risk profile. Investors should follow their strategic plan with
respect to risk, so a strategic satellite allocation approach may be necessary.
Non-core fixed income also historically exhibits return asymmetry. For example, high-yield fixed-income
returns have historically negative skews — the tendency for more instances of large losses than a normal
distribution of returns assume. Put simply, defaults and write downs greatly impact the return of non-core
fixed-income assets.
The key to performance, then, is dependent on (1) the funding source of portfolio allocations. And (2) the
use of an active manager who has historically generated alpha through loss avoidance.

The key to performance, then, is dependent on (1) the funding source of portfolio
allocations. And (2) the use of an active manager who has historically generated
alpha through loss avoidance.
What does this mean for someone saving for retirement?
Balanced funds and target date funds are common approaches for retirement investing, but these funds
limit investment choices and sometimes lack unique diversifying sources of return. Risk control and
consistency are of utmost importance to our clients and partners in pursuit of their financial goals.
Therefore, we recommend a core satellite structure as a sensible approach to designing a retirement
savings portfolio.
A satellite allocation to non-core fixed-income asset classes may help achieve improved investment
outcomes in the long term. In the examples on the next page, we assume a retirement investor starts
out with a $1M portfolio invested in a classic 60%/40% portfolio mix. We provide a satellite strategy
that addresses an investor’s risk tolerance while improving overall return.
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Figure 8: Using satellite portfolios in conjunction with balanced and target date
funds to maintain risk tolerance at optimized levels
Example 1: Adding high yield to a 60%/40% portfolio
Based on historical data over the last 40 years, the optimal portfolio shift (from point A to B in figure 1),
which enhanced returns without increasing risk, was accomplished by the following re-allocation:

$1 million classic
60%/40% portfolio

Equities

Sell $500K

Core bonds

Use $500K to buy $375K
of high-yield bonds and
$125K of core bonds

High-yield bonds

$1 million portfolio mix
becomes 30% equities,
38% high-yield bonds,
and 32% core bonds

Example 2: Adding high-yield fixed income and convertible bonds
to a 60%/40% portfolio
Starting with a $1M investment in a 60%/40% portfolio mix, historical patterns show that an investor
improved returns without increasing risk with the following re-allocations:

$1 million classic
60%/40% portfolio

Equities

Sell $500K

Core bonds

High-yield bonds

Use $500K to buy $250K
of high-yield bonds and
$250K of convertible bonds

Convertible bonds

$1 million portfolio mix
becomes 30% equities,
25% high-yield bonds,
20% core bonds and
25% convertible bonds
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Constructing a portfolio with non-core fixed income
We believe there is no single “right way” to invest. Instead, we advocate prioritizing good investor
behaviors over a singular focus on maximizing returns. A strategic plan that can be followed during good
times and bad is often the most important determinant of investment success. Investors who fail to follow
their plan via an under allocation, failure to appropriately rebalance or making a large allocation shift under
volatile market conditions may quickly erode investment returns.
Our optimized portfolios discussed in this paper allocated a significant portion of assets to high-yield and
non-core fixed-income assets. While the historical performance was supportive of this allocation, past
performance may not be repeated in the future, and significant exposure (as high as 38%) to credit risk
could lead to unexpected investor outcomes and a significant deviation from benchmarks. Given these
potential impacts, we recognize that some investors may find a nontraditional approach to their strategic
plan difficult to follow during times of underperformance or stress. Therefore, we tend to favor an
approach that generates less tracking error and in turn may increase the likelihood of maintaining
investment discipline in the long term.
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Figure 9: Allocations and statistics for historical portfolio, 1997-2019
Portfolio 1

Portfolio 2

Portfolio 3

Portfolio 4

% Allocation

% Allocation

% Allocation

% Allocation

U.S. large cap equities

60%

48%

40%

37%

U.S. core fixed income

40%

37%

30%

28%

High-yield corporate bonds

0%

15%

15%

10%

Convertible bonds

0%

0%

15%

15%

Short duration high-yield bonds

0%

0%

0%

10%

7.01%

7.05%

7.35%

7.41%

8.45

8.06

Historical return
Historical standard deviation

10.55

Return per unit of risk

Portfolio Performance ($100 = 12/31/1996)

Allocation to non-core fixed income

10.09

0.66%

0.70%

0.87%

0.92%

0%

15%

30%

35%

500

Portfolio 1

Portfolio 2

2001

2006

Portfolio 3

Portfolio 4

400

300

200

100

0
1997

2011

2016

Source: New York Life Investments Multi-Asset Solutions Team, Bloomberg; as of 2/28/2019. Annual historical total return data for 1997-2019 includes reinvestment of dividends and interest. Returns are average arithmetic annual returns. Standard deviation is a measure of risk. The standard deviation is a statistical
measurement of the amount of variation or dispersion of a set of values. This example is for illustrative purposes only and does not represent an actual investment.
The solutions presented are not appropriate for all investors. Past performance is not indicative of future results. An investment cannot be made in an index.
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Data and assumptions throughout the paper
All data is historical, annualized, total return (assumes reinvestment of dividends and interest).
n

Equities: The S&P 500 is a stock market index that measures the stock performance of 500 large companies
listed on stock exchanges in the United States. It is one of the most commonly followed equity indices, and many
consider it to be one of the best representations of the U.S. stock market. We use total annual returns including
dividends, 1980-2019.

n

Core bonds: Are a broad base, market capitalization-weighted bond market index representing intermediate term
investment-grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring
the performance of the U.S. bond market. Performance represented by the Bloomberg Barclays US Aggregate
Bond Index total returns, 1980-2019.

n

High-yield bonds (junk bonds): A high-yield bond is a term in finance for a bond that is rated below investmentgrade. These bonds have a higher risk of default or other adverse credit events, but typically pay higher yields than
better quality bonds in order to make them attractive to investors. For the purpose of our optimization, high-yield
returns are a mix of two indices. From 1980-1986, we use the Bank of America Merrill Lynch High Yield 100. We
resort to the preferred ICE BofAML High Yield Bond Index when it became available in 1987. For historical portfolio
statistics we rely solely on ICE BofAML High Yield Bond Index 1987-2019.

n

Short duration high-yield bonds: Short-duration high-yield bonds are represented by the ICE BofAML US Cash
Pay High Yield BB-B Rated 1-5 Year Index, which is a subset of the ICE BofAML US Cash Pay High Yield Index
including all securities with a remaining term to final maturity less than 5 years and rated BB through B inclusive.
1997-2019.

n

Convertible bonds: A convertible bond is a fixed-income debt security that yields interest payments but can be
converted into a predetermined number of common stock or equity shares. Convertible bonds are represented by
ICE BofAML US Convertible Index 1986-2019.

About the optimization
For optimization purposes we use annual data for excess returns (vs the FFR) for asset classes from 1980-2019.
Source: Bloomberg. We optimize the portfolio assuming returns are in line with historical excess returns plus a
projection of the level for the FFR over the longer run (the FOMC currently projects the longer run (“neutral”) level
to be in the 2.4%-2.8% range, and we use the midpoint, i.e. 2.6%).

Notes on optimized allocations (figure 7)
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Index Definitions
The S&P 500 Index is an American stock market index based on the market capitalization of 500 large companies having common stock listed on the NYSE or NASDAQ.
Bloomberg Barclays US Aggregate Bond Index or the AGG, is a broad base, market capitalization-weighted bond market index representing intermediate term investment-grade
bonds traded in the United States.
FFR tracks a market-cap-weighted index of REITs in developed Europe, Asia and North America.

Definitions
The Federal Open Market Committee (FOMC) is the branch of the Federal Reserve Board that determines the direction of monetary policy—specifically, by directing open market
operations. A target date fund is type of mutual fund or ETF that automatically adjusts its mix of stocks, bonds and other assets based upon a specified year or target date.
Typically, a target date fund will reduce its exposure to stocks as it approaches its planned target date and maintain a fixed allocation for the remainder of time. The “target date” in
a target date fund is the approximate date an investor plans to start withdrawing money. Because target date funds are managed to specific retirement dates, investors may be
taking on greater risk if the actual year of retirement differs dramatically from the original estimated date. Target date funds generally shift to a more conservative investment mix
over time. While this may help to manage risk, it does not guarantee earnings growth nor is the fund’s principal value guaranteed at any time including at the target date. Investors
do not have the ability to actively manage the investments within target date funds. The portfolio managers control security selection and asset allocation. Target Date funds
allocate their investments among multiple asset classes which can include U.S. and foreign equity and fixed-income securities. High-yield securities (junk bonds) have
speculative characteristics and present a greater risk of loss than higher quality debt securities. These securities can also be subject to greater price volatility.
Funds that invest in bonds are subject to interest rate risk and can lose principal value when interest rates rise. Bonds are also subject to credit risk which is the possibility that the
bond issuer may fail to pay interest and principal in a timely manner.
Issuers of convertible securities may not be as financially strong as those issuing securities with higher credit ratings and are more vulnerable to changes in the economy. If an
issuer stops making interest and/or principal payments, these securities may be worth less and the fund could lose its entire investment.
Municipal bond risks include the ability of the issuer to repay the obligation, the relative lack of information about certain issuers, and the possibility of future tax and legislative
changes, which could affect the market for and value of municipal securities. Investing in below investment-grade securities may carry a greater risk of nonpayment of interest or
principal than higher-rated securities.
1. Active management typically charges higher fees.
2. Compounded returns are the mathematical expression of interest on interest or returns on returns. Geometric compounding considers both the size of returns and the order of
return as opposed to simple averages. All else held equal, portfolio volatility is detrimental to your wealth. Diversification to non-core fixed-income assets historically helped to
reduce portfolio volatility and increase geometric return.
3. The MAS team uses a proprietary optimization tool to find the optimal mix of assets given a set of parameters for risk and return. The tool estimates the optimal portfolio (i.e.
least risky) for a given set of returns and maps the combinations of risk and return that are optimal. These combinations are typically referred to as the ‘efficient frontier’ as this
represents the most efficient way of utilizing the assets in terms of the risk/return trade-off. The tool considers the uncertainty around return estimates.
4. The optimal portfolios described historically exhibited the same volatility as the 60/40 portfolio. This portfolio is a blend of the 31% Bloomberg Barclays US Aggregate Bond
Index, 38% ICE BofAML High Yield US Corporate Bond Index, and 31% S&P 500 Index. In practice, however, one may not be able to change the allocations of a target date or
balanced fund. To achieve the proper risk profile, an investor must include core bonds and equities in their satellite allocation. For example, an investor with $1M allocated to a
traditional 60/40 portfolio could reduce the 60/40 allocation $500K and invest the proceeds in a blend of 76% HY, 2% SPX and 22% AGG – achieving the historically optimal portfolio described above. A rough approximation to consider is to add a mix of 75% HY and 25% AGG alongside the 60/40 achieving a 30%/32%/38% mix. Adding high yield alone,
without core fixed income, results in movement along the curve rather than full shift upwards. Adding a supplemental mix, of which a large part is high yield, but with some core
bonds too, achieves an upward shift in the frontier, thus enhancing returns without increasing overall risk.
5. Many investors will recall recent history of the correlated sell-offs between stocks and bonds during the 2008 Global Financial Crisis (GFC). The GFC was an outlier, given the
underlying characteristics. Historically, there are many examples of market turmoil in which high yield and equities behaved significantly differently. We find over longer periods
only moderate correlation between equities and high-yield corporate bonds.

This material represents an assessment of the market environment as of 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 the
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.
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 advisor before making an investment decision.
“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 distributed through NYLIFE Distributors LLC, 30 Hudson Street, Jersey City, NJ 07302, a wholly owned subsidiary
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