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With short-term interest rates seemingly stuck at unprecedented 
low levels, a key challenge for investors today is how best to 
obtain compelling yields for cash balances as part of an overall 
portfolio while maintaining safety and principal protection. 
Exhibit 1 shows the current yields on various cash balance product alternatives. 
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Note: Subject to change with fluctuating interest rates over time. Current yield range for short duration high yield 
municipal bond fund shown as tax-equivalent yield for investors in the highest tax bracket.
Sources: U.S. Treasury, Federal Reserve, eVestment, bankrate.com; as of November 20, 2020.

Exhibit 1:  Current Yields on Various Cash Alternatives

Cash Alternative Current Yield (%)

Traditional Bank Savings/Checking Account 0.01–0.05

1-Year U.S. Treasury Bond through TreasuryDirect 0.11

Treasury/Government/Prime Money Market Fund 0.05–0.07

Enhanced Cash/Ultra Short-Term Bond  
(0-1 Year Government/ Credit) Strategy

0.20–0.50

Short Term Bond (1-5 Year Government/Credit) Strategy 0.70–0.90

Online Bank “High Yield Money Market” Account 0.60

3-Month to 2-Year CD 0.50–1.00

Short Duration High Yield Municipal Bond Fund 1.00–3.00
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Shown in Exhibit 2 is the dramatic decline in short- to intermediate-term yields over the last 40 years, 
corresponding to the 40-year bull market for bonds.

As we can see from Exhibit 2, short term rates have fallen to near-zero, making it difficult for many cash 
alternatives to generate profitable yields. Taking the lessons learned from a review of German and Japanese 
pensions and foundations over the last decade as they struggled with extremely low to negative rates, 
their general approach has been to maintain liquidity at the cost of low or negative yield, and diversify, 
diversify, diversify. 

The following are some arrows in the proverbial quiver to consider in terms of how to approach structuring 
an optimal cash allocation as a component of an overall broader portfolio given today’s persistent low 
yields. Larger clients with more diversified portfolios may want to consider utilizing a combination of the 
following arrows. Smaller, more focused plans may want to focus on a single, lower-risk approach. 

CASH BALANCE PRODUCT ALTERNATIVES & RECOMMENDATIONS
1. Bear the low yields in Treasury, Government, and Prime money market funds. Although income is limited, 
this option offers unlimited liquidity for portfolios. The Federal Reserve and Treasury have prioritized 
maintaining liquidity for Treasury, agency, and corporate bonds as well as Treasury, government, and prime 
money market funds. Liquidity trumps the cost of extremely low to potentially (though unlikely) negative 
yields.

2. Extend the cash balance to include a modest amount of duration and credit risk. Clients may want to 
consider segmenting their cash balances based on liquidity with a first segment of Treasury, government, 
and prime money market funds to match liabilities shorter than three months; a second segment of an 
ultrashort duration government/credit separate account or mutual fund to match three-month to one-year 
liabilities; and a third segment of a short duration government/credit separate account or mutual fund to 
match one- to three-year liabilities, as shown in Exhibit 3 on the following page.

Exhibit 2:  The Decline in Short- to Intermediate-Term Yields Over the Last 40 Years

Source: Federal Reserve as of November 20, 2020.
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3. Direct Treasury bond holdings through the U.S. Treasury’s TreasuryDirect program. This may be a lowest-
fee, highest-yield, highest-certainty and highest-safety approach, because the investor would be directly 
purchasing a Treasury bond ranging from a 1-year T-bill to a 30-year Treasury bond with a set yield and 
no fee, backed by the full strength, stability, and safety of the U.S. government. Held to maturity, these 
Treasury bonds will produce their specified yield without a fee. But if the investor wishes to sell earlier, she/
he could do so by transferring the T-bill held at the U.S. Treasury to a broker-dealer to be sold at any time, 
subject to a small bid/ask spread. If the investor wants to match this Treasury bond with a liability that is 
to occur in one year, but would like higher yields, she/he can purchase a Treasury bond further out on the 
curve, such as a 10-year Treasury bond. But that 10-year Treasury bond would then be subject to duration 
risk: if interest rates rise, the 10-year Treasury bond could drop in price if the investor were to sell earlier 
than 10 years, say, in one year in order to pay that one-year liability. In this example, buying a 1-year T-bill 
and holding it until maturity to pay the one-year liability would eliminate any interest rate/duration risk.

4. Deposits at banks — traditional savings/checking accounts. The key here would be to diversify deposits 
across a wide number of banks, which may become a logistical nightmare. The FDIC insures up to $250,000 
per account, but this would be negligible for most institutional clients. These deposits would be highly 
subject to the credit/default risk of each bank, which may put a strain on liquidity when in stress.

5. CDs at banks. Same with the deposits, the key here would be to diversify across a wide number of banks: 
again, a logistical nightmare. CDs are also insured by the FDIC up to $250,000 per account, but this would 
be negligible for most institutional clients. The main concern is that investments would be tied up for the 
life of the CD, a major give-up in liquidity. Furthermore, the bank itself in a liquidity/credit crunch could 
translate to severe credit/default risk.

6.  A “High Yield Money Market” account at an online bank. A recent phenomenon arising due to traditional 
bank accounts yielding only 0.01%–0.05% today are “High Yield Money Market” accounts provided by 
online banks. These accounts with an online bank really are just regular savings accounts. They are called 
“High Yield Money Market” accounts but have nothing to do with money market funds that hold the 
typical commercial paper, repurchase agreements, etc. Instead, they are just like a savings account with 
Bank of America or Citibank where they take the deposits and turn them into mortgage, auto, or personal 
loans that yield 4–6% to the bank. The only difference is that with a brick and mortar bank like Bank of 
America and Citibank, they have higher internal operations costs so the rates they can provide on their 
deposit accounts are only 0.01–0.05%. An online bank can provide a rate of 0.60% on its deposit accounts 
because internal operations costs are lower without any brick and mortar locations. Generally speaking, 
we would recommend avoiding these “High Yield Money Market” accounts because they are so new and 

Exhibit 3:  Segmenting a Cash Allocation
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provided by smaller, more volatile banking organizations that have only an Internet presence. In the event 
of a downturn these online banks might suffer from instability and potentially cease to continue as going 
concerns. They would likely not have the federal support that a large global financial money center bank 
like Bank of America or Citibank might. 

7.  A short duration high yield municipal bond fund. This is an available option for taxable investors including 
family offices and high net worth individuals. The duration on these funds typically range from three to 
five years, and they hold a diversified portfolio of several hundred to several thousand sub-investment 
grade municipal bonds ranging from general obligation to revenue bonds issued by schools, airports, toll 
roads, bridges, power authorities, and water authorities. We recommend that short duration high yield 
municipal bonds be a small allocation as an addition to the segmented money market/ultrashort/short 
duration allocations for taxable investors, given the sub-investment grade nature of short duration high 
yield municipal bonds and their inherent higher volatility.

CONCLUSION
In summary, we recommend diversifying the approach to cash management by holding low-yielding 
Treasury and Government money market funds purely for their safety and liquidity and where possible, 
extending portions of the cash balance out in duration and credit risk with an enhanced cash/ultrashort 
bond and/or a short-term government/credit bond fund. Lastly, for taxable investors such as family offices 
or high net worth individuals, diversifying with an added allocation of short duration high yield municipal 
bonds might help provide more yield in a tax-advantaged manner to segmented cash balances within 
overall portfolios.
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