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MARKET VIEW
GAUGING THE OPPORTUNITY IN SHORT DURATION CREDIT

Short-term securities such as corporate bonds, ABS, and CMBS, recently offered  
yields near multi-year highs, with lower volatility than core bonds.

 MONDAY, JANUARY 28, 2019

LORD ABBETT

CHART 1. TODAY’S HIGHER SHORT-TERM RATES MAY OFFER INCOME INVESTORS A LEG UP IN 2019
YIELDS ON INDICATED INDEXES, DECEMBER 31, 2013–DECEMBER 31, 2018

Source: Bloomberg. Short-term corporate bonds represented by the ICE BofAML 1-3 Year BBB U.S. Corporate Index. Short-term commercial mortgage-backed securities (CMBS) represented by the Bloomberg Barclays Non-
Agency Investment Grade 1-3.5 Year CMBS Index. Short-term asset-backed securities (ABS) represented by the ICE BofAML U.S. 0-3 Year ABS Index.
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.

IN BRIEF

n While many investment categories posted flat or negative returns in 2018, U.S. short-term 
credit securities posted positive performance.

n Despite the headwind of rising short-term rates over the past three years, short duration 
credit sectors have delivered more attractive risk-adjusted returns than intermediate core 
bond holdings.

n With the much higher yields now available on short duration credit, and with investors 
apparently being undercompensated for taking on duration risk, we think short credit merits 
a closer look from investors. Stephen Hillebrecht, CFA

Fixed Income Product Strategist

CONTRIBUTING STRATEGIST
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INVESTMENT-LED. INVESTOR-FOCUSED.

In an overall difficult year for financial markets, the broad U.S. 
high-yield bond, U.S. investment-grade corporate bond, and 
global equity markets all suffered losses in 2018. The U.S. bond-
market benchmark, the Bloomberg Barclays U.S. Aggregate Bond 
Index (Aggregate Index), with a large weight in U.S. Treasury and 
government-related securities, needed a strong rally amid the 
flight to quality in the fourth quarter just to end 2018 flat on the 
year. There were, however, a few areas that generated positive 
returns (see Chart 2).

We recently highlighted a below-investment grade credit sector, 
floating-rate bank loans, that had a positive return in 2018. Here, we 
focus on another: short duration investment-grade credit (including 
short-term investment grade corporate bonds, commercial mortgage 
backed securities (CMBS), and asset-backed securities (ABS)). 

The Recent Environment

On the surface, the market environment in 2018 appeared unfa-
vorable for short-term credit. The U.S. Federal Reserve’s (Fed) 
moves to normalize monetary policy prompted a large increase in 
short-term interest rates, leading to a flattening of the yield curve 
(see Chart 3).

The target fed funds rate and the yield on the two-year U.S. 
Treasury note have both increased by approximately 225 basis 

points (bps).  In 2018 alone, the Fed raised rates 100 basis points, 
and the two-year Treasury yield rose by 61 bps.  

As a further headwind, the corporate bond markets experienced 
significant spread widening amid fears of slowing global growth, 
declining oil prices, and uncertainty surrounding Fed policy and 
U.S.-China trade negotiations. Investment-grade corporate spreads 
widened by 60 bps, while high-yield spreads jumped by 170 bps 
during the year.

Despite this backdrop, short duration credit sectors were able to 
generate positive returns in 2018, and outperform longer duration, 
“higher quality” asset classes such as U.S. Treasuries and the 
Aggregate Index.  In fact, going back over the trailing three years, 
short duration corporate bonds have generated higher returns, with 
much lower volatility, than the Aggregate Index, translating to much 
higher risk-adjusted returns (see Table 1).

How has short-term credit delivered such results during this 
period of volatility in credit and rates? This is one of the key traits of 
true short-maturity bonds.  During periods of large moves in rates 
or spreads, the prices of short-term bonds can come under pressure 
over short periods. But barring any major changes in their credit 
standing, bonds will ultimately mature at par value.  So, if a bond is 
due to mature in a year or two, price declines are typically limited. 
The “pull to par” of short maturity investment grade bonds limits 
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CHART 2. 2018 WAS A CHALLENGING YEAR FOR MANY FIXED-INCOME AND EQUITY INVESTMENTS
TOTAL RETURN FOR INDICATED INDEXES IN 2018

Source: Morningstar. Data as of December 31, 2018. Short-Term ABS (asset-backed securities)=ICE BofAML U.S. 0-3 Year ABS Index. Short-Term CMBS (commercial mortgage-backed securities)=Bloomberg Barclays U.S. 
Non-Agency Investment Grade 1-3.5 Year CMBS Index. Short-Term Corporates=ICE BofAML 1-3 Year U.S. Corporate Index. CS Loan Index=Credit Suisse Leveraged Loan Index. Bloomberg Barclays Aggregate=Bloomberg 
Barclays U.S. Aggregate Bond Index. High Yield= ICE BofAML U.S. High Yield Constrained Index. IG (investment-grade) Corporate= ICE BofAML U.S. Corporate Index. S&P 500=S&P 500® Index. Mid Cap Equity= Russell 
Midcap® Index. Small Cap Equity=Russell 2000® Index. International Equity=MSCI ACWI Index.
The information shown is for illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment. 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. Indexes are unmanaged, do not reflect the deduction of fees or 
expenses, and are not available for direct investment. Past performance is not a reliable indicator or a guarantee of future results.

https://www.lordabbett.com/en/perspectives/marketview/bank-loans-whats-state-floating-rate.html
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CHART 3. THE YIELD CURVE HAS FLATTENED DRAMATICALLY IN RECENT YEARS
U.S. TREASURY YIELD CURVE FOR INDICATED DATES

Source: Bloomberg.

volatility. As you extend your holding period, the likelihood of 
negative returns diminishes.  In fact, a review of calendar year 
returns dating back to the index inception, the ICE BofAML 1-3 Year 
Corporate Bond Index has had positive returns in 41 of the past 42 
years.  (The one negative year, a relatively modest decline of -2.78% 
in 2008, was followed by a strong recovery of 14.7% in 2009.) 

Going Forward

During the past three years, short duration credit has delivered 
more attractive risk-adjusted returns than intermediate-term core 
bonds.  Given the upward move in interest rates, short credit may be 
set up for an even better opportunity going forward.  

Take a look at Chart 1. First, with the large move in short-term 
interest rates, the starting yield on short duration credit instru-
ments is much higher today than it has been in recent years.  For 
example, the average yield in the ICE BofAML 1-3 Year U.S. Corpo-
rate Index rose to 3.5% as of 2018 year-end, compared to a low of 
just under 1.0% five years ago.  Starting yield is a good indicator of 
future returns for short-term bonds, so investing at today’s higher 
yields may give investors a head start in terms of future income 
returns versus what was available one, three, or five years ago. 

Second, given the tremendous flattening of the yield curve men-
tioned above, short duration credit provides a much more attractive 

As of 12/31/2018 Short-Term Corporate Bonds Bloomberg Barclays Aggregate Index

3-year Return 2.5% 2.1%

3-year Volatility 1.0% 2.9%

3-year Sharpe Ratio 1.4 0.4

Yield 3.8% 3.3%

Duration 1.9 5.9

TABLE 1. SHORT-TERM CORPORATE BONDS HAVE PROVIDED ATTRACTIVE RISK-ADJUSTED RETURNS IN RECENT YEARS
TOTAL RETURN, VOLATILITY (STANDARD DEVIATION), AND SHARPE RATIO

Source: Morningstar Direct. Short-Term Corporate Bonds=ICE BofAML 1-3 Year BBB U.S. Corporate Index. Barclays Aggregate Index=Bloomberg Barclays U.S. Aggregate Bond Index.
Past performance is not a reliable indicator or guarantee of future results. Performance during other periods may have been different. Other indexes may not have performed in the same manner under similar 
conditions. 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.
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reward for risk relative to extending duration. For example, the 
slope of the yield curve between the 10-year and 2-year U.S. 
Treasury notes had shrunk to a mere 16 basis points as of December 
31, 2018.  As the yield curve has flattened and term premiums have 
declined, investors are not being compensated for the duration risk 
in traditional intermediate-term core bond holdings.  With these 
shifts, short-term credit sectors such as investment-grade corpo-
rate bonds, CMBS, and ABS offer similar to higher yields than the 
Aggregate Index, but with one-third of the duration exposure, based 
on Bloomberg data.    

While history has shown that trying to forecast the direction of 
interest rates can be a fool’s errand, market expectations suggest 
that the pace of Fed rate hikes will slow.  Fed funds futures pricing 
as of January 25 suggests a high likelihood that the Fed will remain 
on hold for 2019, or perhaps have one additional hike.  If that holds 
true, short duration assets likely would avoid a key headwind from 
previous years.

Summing Up

In the past, we have written about the anomaly in short 
duration credit sectors: investors have historically been over-
compensated for credit exposure with additional yield.  We have 
suggested that investors may want to consider short duration 
credit strategies as a complement to, or replacement for, a portion 
of their core bond allocation.

In the face of what should have been a very difficult environ-
ment over the past few years, short duration credit has been able 
to provide attractive risk-adjusted returns relative to intermedi-
ate-term core bonds. With the much higher yields now available 
on short duration credit, and the lack of compensation for taking 
on duration, investors may want to take a fresh look at short 
duration credit strategies. 



lordabbett.com/marketview 5
5

IMPORTANT INFORMATION

A Note about Risk: The value of investments in fixed-income securities will change as interest rates fluctu-
ate 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. Fixed-income investments are subject to various 
other risks including changes in credit quality, market valuations, liquidity, prepayments, early redemption, 
corporate events, tax ramifications and other factors. Lower-rated securities are subject to greater credit 
risk, default risk, and liquidity risk. Credit risk is the risk that debt issuers will become unable to make 
timely interest payments, and at worst will fail to repay the principal amount. Mortgage-backed securities are 
susceptible to prepayment risk. 

There is no guarantee that investment strategies depicted herein will work under all market conditions or are 
suitable for all investors and each investor should evaluate their ability to invest long-term, especially during 
periods of downturn in the market. 

Market forecasts and projections are based on current market conditions and are subject to change without 
notice. Projections should not be considered a guarantee. The information provided here is for general 
informational purposes only and should not be considered an individualized recommendation or personalized 
investment advice.

Past performance is no guarantee of future results and the opinions presented cannot be viewed as an indica-
tor of future performance.

This Market View may contain assumptions that are “forward-looking statements,” which are based on cer-
tain 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.

Glossary of Terms

A basis point is a financial unit of measurement that is 1/100th of 1%. 

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. Yield to maturity is the rate of return anticipated on a bond if held until it matures.

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 creditwor-
thiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds rated ‘BBB’ or above are considered invest-
ment 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.

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.

Fed funds are overnight borrowings between banks and other entities to maintain their bank reserves at the 
U.S. Federal Reserve (Fed). Banks keep reserves at Fed banks to meet their reserve requirements and to clear 
financial transactions.

Par is the face value of a bond. Generally $1,000 for corporate issues, with higher denominations such as 
$10,000 for many government issues. It is also a dollar amount assigned to a security when first issued.

Sharpe ratio is a way to examine the performance of an investment by adjusting for its risk. It is the average 
return earned in excess of the risk-free rate per unit of volatility or total risk.

Standard deviation measures the dispersion of data from the mean. Applied to a rate of return, standard 
deviation is an indication of an investment’s volatility.

Term premium is a gauge of the level of risk inherent in holding a longer-term bond versus a series of 
shorter-term securities.

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.

Yield curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality, 
but differing maturity dates. One such comparison involves the two-year and 10-year U.S. Treasury debt. This 
yield curve is used as a benchmark for other debt in the market, such as mortgage rates or bank lending 
rates. The curve is also used to predict changes in economic output and growth.

The Bloomberg Barclays Non-Agency Investment Grade 1-3.5 Year CMBS Index is a maturity-specific 

index which measures the market of conduit and fusion CMBS deals with a minimum current deal size of $300 million.

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 compo-
nents for government and corporate securities, mortgage pass-through securities, and asset-backed securities.

The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-
denominated leveraged loan market.

The ICE BofAML 2-Year U.S. Treasury Index and the ICE BofAML 10-Year U.S. Treasury Index are 
maturity-specific subsets of the ICE BofAML U.S. Treasury Index, which tracks the performance of U.S. dollar 
denominated sovereign debt publicly issued by the U.S. government in its domestic market.

The ICE BofAML 1-3 Year U.S. Corporate Index is an unmanaged index comprised of U.S. dollar denomi-
nated investment grade corporate debt securities publicly issued in the U.S. domestic market with between 
one and three year remaining to final maturity.

The ICE BofAML 1-3 Year BBB U.S. Corporate Index is a subset of the ICE BofAML 1-3 Year U.S. Corporate 
Index including all securities with a remaining term to final maturity less than three years and rated ‘BBB1’ 
through ‘BBB3,’ inclusive.  

The ICE BofAML ABS Fixed Rate 0-3 Year Index is a rate- and maturity-specific subset of the ICE BofAML 
US Fixed & Floating Rate Asset Backed Securities Index.

The ICE BofAML U.S. Corporate Index tracks the performance of US dollar denominated investment grade 
corporate debt publicly issued in the U.S. domestic market.

The ICE BofAML U.S. High Yield Constrained Index is a capitalization-weighted index of all US dollar 
denominated below investment grade corporate debt publicly issued in the U.S. domestic market.

Source: ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE BofAML INDICES 
AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE 
THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETENESS OF THE ICE BofAML INDICES OR 
ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY IN CONNECTION WITH 
THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND LORD ABBETT, OR ANY OF 
ITS PRODUCTS OR SERVICES.

The MSCI ACWI (All Country World Index) is a free float-adjusted market capitalization weighted index that 
is designed to measure the equity market performance of developed and emerging markets.  

MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with 
respect to any MSCI data contained herein. The MSCI data may not be further redistributed or used as a basis for 
other indices or any securities or financial products. This report is not approved, reviewed or produced by MSCI.

The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000 
Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index.

The Russell Midcap® Index measures the performance of the 800 smallest companies in the Russell 1000 
Index, which represent approximately 31% of the total market capitalization of the Russell 1000 Index. 

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market perfor-
mance and includes a representative sample of leading companies in leading industries.

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

The information provided is not directed at any investor or category of investors and is provided solely as 
general information about Lord Abbett’s products and services and to otherwise provide general investment 
education. None of the information provided should be regarded as a suggestion to engage in or refrain from 
any investment-related course of action as neither Lord Abbett nor its affiliates are undertaking to provide 
impartial investment advice, act as an impartial adviser, or give advice in a fiduciary capacity. If you are 
an individual retirement investor, contact your financial advisor or other fiduciary about whether any given 
investment idea, strategy, product or service may be appropriate for your circumstances.

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 perfor-
mance of any investment. Readers 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. 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 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.
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