
MARKET VIEW
HOW SHORT CREDIT STAYED POSITIVE IN A CHOPPY 2016

In an up-and-down year for U.S. fixed-income markets,  
short-term corporate bonds were able to hold up relatively well. Here’s why.

MONDAY, JANUARY 09, 2017

As we pointed out in a previous Market View, the year 2016 was a 
bit of a roller-coaster ride for investors in U.S. fixed-income securi-
ties. The year started in “risk-off” mode, as concerns in commodity-
related sectors of the high-yield bond market led to substantial 
spread widening across corporate credit. Continuing the trend seen 
in late 2015, high-yield bond spreads (as measured by the BofA 
Merrill Lynch U.S. High Yield Master Index) widened by nearly 200 
basis points (bps) in the first six weeks of the year, with the average 
yield on the index exceeding 10%. After peaking in early February, 
high-yield spreads reversed course for the rest of the year, and 
tightened by more than 475 bps from their widest levels.

The move in U.S. Treasury yields was equally choppy. The yield on 
the 10-year U.S. Treasury note declined by 85 bps in the first half of 
the year—bottoming out in early July after the United Kingdom’s 
“Brexit” vote (to leave the European Union)—before rising by more 
than 120 bps, to end the year at 2.55%. The yield on the two-year 
U.S. Treasury note followed a similar pattern, resulting in a yield 
rise of over 20 bps for the full year. 

While the year was eventful, one outcome was fairly “normal”: 
short-maturity bonds generated another calendar year of positive 

returns in 2016, despite higher yields leading to a negative perfor-
mance for the 10-year U.S. Treasury note. Here’s a recap of how key 
short-maturity sectors performed:

n	Short-term Treasuries (as measured by the BofA Merrill Lynch 1-3 
Year U.S. Treasury Index) eked out a return of 0.9%, keeping alive a 
39-year streak of positive calendar-year returns, dating back to 
the inception of the short-term Treasury index. (See Chart 1.)

n	Short-term corporate bonds (as measured by the BofA Merrill Lynch 
1-3 Year U.S. Corporate Index) more than doubled the return of the 
one- to three-year Treasury index, with a gain of 2.4%. This marks 
the thirty-eighth year of positive returns out of 39 calendar years 
since the short-term corporate index’s inception. (See Chart 1.)

n	Investors were rewarded for moving down in credit quality, to the 
lower end of investment-grade corporates (as represented by 
the BofA Merrill Lynch 1-3 Year BBB Corporate Index, which 
gained 3.5%) and short-maturity high-yield corporate bonds (as 
represented by the BofA Merrill Lynch 1-3 year U.S. High Yield 
Index, which returned 15.1%).
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CHART 1. HISTORICALLY, U.S. SHORT-TERM DEBT HAS SHOWN CONSISTENT POSITIVE ANNUAL RETURNS
CALENDAR-YEAR RETURNS OF INDICATED U.S. SHORT-TERM DEBT CATEGORIES, 1978–2016
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Source: Morningstar. Note: One- to three-year U.S. Treasuries are represented by the BofA Merrill Lynch 1–3 Year U.S. Treasury Index; one- to three-year U.S. corporates are represented by the BofA Merrill Lynch 1–3 Year Corporate Index. 
Shaded areas represent periods during which the U.S. Federal Reserve raised interest rates. 
Past performance is not a reliable indicator or guarantee of future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Due to market volatility, the market 
may not perform in a similar manner in the future. Other time periods may have been different. The historical data are for illustrative purposes only and do not represent the performance of any portfolio managed by Lord Abbett or any 
particular investment. 



n	Similar to short corporates, short-maturity commercial mortgage-
backed securities (CMBS) outperformed similar-duration  
Treasuries (as represented by the Bloomberg Barclays 1-3.5 
Year Non-Agency CMBS Index, which gained 2.1%).

This recent experience helps illustrate what we have pointed out 
in previous Market Views, that despite periods of rising interest rates 
and volatility in credit spreads, short-term corporate bonds histori-
cally have exhibited low levels of volatility and positive returns over 
almost all calendar year time periods.  

Why would this be the case? First, because of the low duration of 
true short-maturity bonds, big changes in yields or credit spreads 
have only a modest impact on prices relative to longer-maturity 
bonds. Second, income is generally the primary driver of total return 
for any bond investment. This is especially true in the case of short-
maturity bonds, since price movements are generally muted. Even 
in cases where market volatility leads to temporary price declines in 
short-maturity bonds, they tend to recover fairly quickly, as inves-
tors realize their principal is set to be returned in the near future, in 
the absence of a true credit event, at maturity. As a result, the 
starting yield on the investment is usually a good predictor of the 
expected total return. (A recent article by Tim Paulson, Lord Abbett 
Investment Strategist, examines in greater detail the key character-
istics of short-maturity debt.)

THE LONGER VIEW ON SHORT CREDIT

Taking a slightly longer-term view, one can see that, over the 
past few years, short-term credit has generated positive returns in 
the face of rising short-term interest rates. While the recent 
increase in the 10-year U.S. Treasury yield has received much 
attention, investors in short-term bonds would be more affected 
by moves in the short end of the yield curve. Looking back over the 
past five years (see Chart 2), for example, the yield on the two-year 

U.S. Treasury note started and ended 2012 at a yield of 0.25%. With 
its recent move up to more than 1.25% at the end of December 
2016, the yield on two-year Treasuries has now risen by more than 
100 bps off its low point below 0.20%, reached in May 2013.

In the face of rising short-term yields, short-term Treasuries 
have generated modestly positive returns over the trailing five years. 
But short-term investment-grade corporate bonds and CMBS have 
more than doubled the return of short Treasuries over the trailing 
one-, three-, and five-year periods, as Chart 3 shows. Moving down 
the credit spectrum, short-maturity corporate debt in the ‘BBB’ 
rated and high-yield categories have generated even higher returns. 
[Although due to market volatility, returns during other time periods 
may have had different or negative results, there is no guarantee that 
the markets will perform in a similar manner in the future.]

But a key benefit of short-maturity credit is its historically lower 
volatility: Over the past five years, short-term corporate bonds have 
had less than one-third the volatility of the Bloomberg Barclays U.S. 
Aggregate Bond Index (Bloomberg Barclays Aggregate), a bench-
mark for the broader U.S. fixed-income market. Even moving down 
to lower quality, the standard deviation of short-term ‘BBB’ rated 
corporate debt is still a fraction of the Bloomberg Barclays Aggre-
gate. Over this period of rising short-term rates, and volatility in 
long-term rates and credit spreads, short-duration credit-sensitive 
sectors have generated attractive return and better risk-adjusted 
returns than either short-term Treasuries or the broader Bloom-
berg Barclays Aggregate.

The outperformance of short-term credit should come as no 
surprise: these sectors have had a long history of generating higher 
returns than short-term Treasuries. Over rolling five-year periods, 
short-term corporates, short-term high-yield, and short-term 
CMBS indexes have outperformed comparable maturity Treasury 
indexes over 94% of the time.
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CHART 2. TRACKING THE TRAJECTORY OF SHORT-TERM U.S. TREASURY YIELDS
YIELD ON TWO-YEAR U.S. TREASURY SECURITIES, DECEMBER 31, 2011–JANUARY 6, 2017
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Source: Morningstar and Bloomberg (historical yield data). 
Past performance is not a reliable indicator or guarantee of future results. Due to market volatility, the market may not perform in a similar manner in the future. Other time periods may have been different. The historical data 
are for illustrative purposes only and do not represent the performance of any portfolio managed by Lord Abbett or any particular investment. 



WHAT’S NEXT?

As we enter 2017, most market participants expect the U.S. 
Federal Reserve (Fed) to continue on its path of slowly raising the 
fed funds target rate. So once again, as we did at the start of 2016, 
we commonly hear the question, “If the Fed is going to raise rates, 
should I avoid short-term bonds?”  

As illustrated in Chart 1, a look at the past few decades shows 
that short-term bonds historically have generated positive returns 
over any calendar year, even in those years when the Fed is raising 
rates. More recently, when two-year Treasury yields (which are 
most closely tied to Fed policy) have already risen by 100 bps, 
short-term bonds have generated positive returns. And short-
term credit-sensitive sectors such as ‘BBB’ rated corporates and 
CMBS have generated higher returns than Treasuries and more 
attractive risk-adjusted returns than the longer-duration Bloom-
berg Barclays Aggregate.

Will short-term yields continue higher this year? While we don’t 
base our fixed-income strategies on making interest-rate calls, 
we do have a few thoughts to keep in mind:

n	Higher rates would not be a surprise to the market, as higher 
future fed funds rates are already priced into current bond yields.

n	Short-term yields have already risen by more than 100 bps over  
the past three years; despite this move, short-term bonds have  
generated positive returns over that period.

n	Short-term Treasuries (as measured by the BofA Merrill Lynch 1-3 
Year U.S. Treasury Index) eked out a return of 0.9%, keeping alive a 
39-year streak of positive calendar-year returns, dating back to 
the inception of the short-term Treasury index. (See Chart 1.)

n	One of the benefits of a true short-maturity bond strategy is that there 
is a constant stream of cash flow coming due to reinvest at the prevail-
ing higher market yields in the case of a rising rate environment).

Many things are uncertain as we enter 2017, but previous expe-
rience has shown that short-term, credit-sensitive areas of fixed 
income historically have provided a source of attractive income 
with lower volatility and higher risk-adjusted returns relative to 
the broad U.S. bond market (as measured by the Bloomberg 
Barclays Aggregate), and have generated positive returns during 
periods of rising rates. (See how a Lord Abbett short-duration 
strategy performed in the most recent period of rising rates.)
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CHART 3. HISTORICALLY, SHORT-MATURITY CREDIT HAS PROVIDED ATTRACTIVE RISK-ADJUSTED RETURNS
TOTAL RETURN AND STANDARD DEVIATION FOR INDICATED U.S. ASSET CLASSES, DECEMBER 31, 2011–DECEMBER 31, 2016

TRAILING 5 YEARS AS OF 12/31/16 RETURN STANDARD DEVIATION SHARPE RATIO
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Short-Term High Yield 6.53 3.55 1.78

Bloomberg Barclays Aggregate 2.23 2.91 0.73
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Source: Morningstar Direct. Short-term U.S. government bonds (“Short-Term Treasuries”) represented by the BofA Merrill Lynch 1-3 Year U.S. Treasury Index.  Investment-grade, short-term corporate bonds (“Short-Term Corporates”) 
represented by the BofA Merrill Lynch 1-3 Year U.S. Corporate Index. ’BBB’ rated short corporates (“Short-Term BBB Corporates”) represented by the BofA Merrill Lynch 1-3 Year U.S. Corporate Index. Investment-grade, short-term collater-
alized mortgage-backed securities (“Short-Term CMBS”) represented by the Bloomberg Barclays U.S. 1-3.5 Year CMBS Investment Grade Index. High-yield bonds with maturities of one to three years (“Short-Term High Yield”) represented 
by the Bloomberg Barclays U.S. 1-3 Year High Yield Bond Index. “Bloomberg Barclays Aggregate” refers to the Bloomberg Barclays U.S. Aggregate Bond Index. 
Past performance is no guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the 
deduction of fees and expenses, and are not available for direct investment. 



INVESTMENT-LED. INVESTOR-FOCUSED.
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IMPORTANT INFORMATION
A Note about Risk: The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. Generally, when interest rates rise, the prices of debt securities fall, and 
when interest rates fall, prices generally rise. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general market risks. High-yield securities, sometimes called junk bonds, carry 
increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. Moreover, the specific collateral used to secure a loan may decline in value or become illiquid, which 
would adversely affect the loan’s value. Longer-term debt securities are usually more sensitive to interest-rate changes; the longer the maturity of a security, the greater the effect a change in interest rates is likely to have 
on its price. Lower-rated bonds may be subject to greater risk than higher-rated bonds. No investing strategy can overcome all market volatility or guarantee future results.

Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner under similar conditions in the future.

This article may contain assumptions that are “forward-looking statements,” which are based on certain assumptions of future events. Actual events are difficult to predict and may differ from those assumed. There can be no 
assurance that forward-looking statements will materialize or that actual returns or results will not be materially different from those described here.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed 
as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

A bond yield is the amount of return an investor will realize on a bond. Though several types of bond yields can be calculated, nominal yield is the most common. This is calculated by dividing the amount of interest paid by 
the face value.

Duration is the change in the value of a fixed-income security that will result from a 1% change in market interest rates. Generally, the larger a portfolio’s duration, the greater the interest-rate risk or reward for underlying 
bond prices.

The fed funds rate (U.S.) is the interest rate at which a depository institution lends immediately available funds (balances at the U.S. Federal Reserve) to another depository institution overnight.

Spread is the difference in yield between two different investments.

The BofA Merrill Lynch 0-3 Year U.S. Asset Backed Securities Index is a subset of the BofA Merrill Lynch U.S. Asset Backed Securities Index including all securities with an average life less than 3 years.

The BofA Merrill Lynch BBB-Rated 1-3 Year U.S. Corporate Index is an unmanaged index comprised of U.S. dollar-denominated investment-grade corporate debt securities publicly issued in the U.S. domestic market 
with between one and three years remaining to final maturity.

The BofA  Merrill Lynch 1-3 Year U.S. Treasury Index is a subset of the BofA Merrill Lynch U.S. Treasury Index including all securities with a remaining term to final maturity of two years. 

The Bloomberg Barclays 1-3 Year Asset-Backed Securities Index is a maturity-specific component of the Bloomberg Barclays Asset-Backed Securities (ABS) Index, the ABS component of the Bloomberg Barclays U.S. 
Aggregate Index.

The Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The Index covers the U.S. investment-grade fixed-rate bond market, with index components 
for government and corporate securities, mortgage pass-through securities, and asset-backed securities. Total return comprises price appreciation/depreciation and income as a percentage of the original investment.

The Bloomberg Barclays U.S. 1-3 Year Government Bond Index is an unmanaged index that includes U.S. government Treasury and agency securities with maturities of 1 to 3 years.

The Bloomberg Barclays U.S. 1-3.5 Year CMBS Investment Grade Index measures the market of conduit and fusion CMBS deals with a minimum current deal size of $300 million. The index includes bonds that are 
ERISA eligible under the underwriter’s exemption.

The Bloomberg Barclays U.S. 1-3 Year High Yield Bond Index is the 3 Year (1-2.9999) component of the Barclays U.S. High Yield Bond Index. The Barclays U.S. High Yield Bond Index covers the universe of fixed rate,  
non-investment grade debt. Original issue zeroes, step-up coupon structures, 144-As and pay-in-kind bonds (PIKs, as of October 1, 2009) are included.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

The credit quality of the securities in a portfolio is assigned by a nationally recognized statistical rating organization (NRSRO) such as Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s creditworthiness.  
Ratings range from ‘AAA’ (highest) to ‘D’ (lowest).  Bonds rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’ and below are lower-rated securities. High yielding, non-investment-grade bonds involve 
higher risks than investment-grade bonds.  Adverse conditions may affect the issuer’s ability to pay interest and principal on these securities.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as 
a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Read-
ers should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on 
the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making an investment decision.
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
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