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There’s more to short-maturity bonds than a tactical hedge against rising rates.
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As we’ve covered in recent Market Views, accurate and consistent 
interest-rate forecasting has proven difficult over time. Despite the 
evidence, historical mutual fund flow data suggest that investors, in 
general, have been tactically positioning for higher rates in the future 
by allocating to short-maturity strategies: net flows into funds in the 
Morningstar Ultrashort Bond and Short-Term Bond categories 
exceed $28 billion for the year-to-date period ended July 31, compared 
with full-year figures of $23 billion in 2016 and $8.7 billion in 2015. 

This makes sense, given that short-maturity bonds (particularly 
those backed by corporations, commercial real estate, or consumer 
credit) are less interest-rate sensitive than their longer-maturity 
counterparts and historically have performed well on a relative 
basis during periods of rising rates. 

But a potential change in interest-rate regimes isn’t the only 
reason why we believe short-term bonds merit a place in a long-
term investment portfolio. Whether you’re banking on more rate 
hikes from the Federal Reserve (Fed) or not, we’ve identified three 
characteristics that shape the investment appeal of short-maturity, 
credit-based bonds.

1. LOWER VOLATILITY
Barring default, the final maturity date and value of any fixed-

income instrument is known in advance. Every day that passes 
brings us closer to that final date and price. As a bond approaches 
maturity, therefore, it becomes less likely that the current price will 
differ materially from the final price, or par value. 

This “pull to par” phenomenon means that short-term bonds 
tend to provide more clarity than longer-maturity debt with respect 
to debt repayment. That clarity, in turn, serves as a dampener on 
price volatility. The result typically is a consistent, predictable return 
stream for short-maturity, fixed-income assets.

2. ATTRACTIVE RISK-ADJUSTED RETURNS 
Short-term, credit-based bonds across many sectors historically 

have outperformed short-term Treasuries on a consistent basis. For 
example, short-term investment-grade corporate bonds, high-yield 
corporate bonds, commercial mortgage-backed securities (CMBS), 
and asset-backed securities (ABS) have each outperformed short-
term government bonds in at least 90% of rolling five-year periods as 
shown in Chart 1. 

As we would expect, however, the higher returns of short-maturity 
credits also are accompanied by higher levels of price movement 
relative to short-term Treasuries. But are the excess returns enough 
to compensate for this additional risk? We can quantify whether or not 
short-credit investors are compensated for additional risk by examin-
ing the Sharpe ratio, which compares an investment’s excess returns 
(above the risk-free rate) to the volatility of its return. The higher the 
Sharpe ratio, the greater the compensation per unit of risk.

The Sharpe ratios shown in Table 1 suggest that the excess 
returns of short-term credit-sensitive bonds more than compensate 
investors for the additional volatility.

3. POTENTIAL OPPORTUNITIES FOR ACTIVE MANAGEMENT 
In our view, there are a number of inefficiencies at the short end 

of the maturity spectrum that offer active managers the opportunity 
to add value. For example, supply and demand dynamics may lead 
to mispricings on which astute managers can capitalize. Many 
short-term strategies are focused on very high-quality bonds and 
eschew lower-rated investment-grade securities and/or below 
investment-grade bonds. On the other hand, traditional high-yield 
asset managers are naturally interested in longer-maturity bonds 
whose risk profile is more closely aligned with market benchmarks 
as opposed to high-yield bonds that are nearing maturity. These 
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CHART 1:  U.S. SHORT-TERM BONDS HAVE OFFERED ATTRACTIVE EXCESS RETURNS RELATIVE TO U.S. TREASURIES 
COMPARED TO SHORT-MATURITY U.S. GOVERNMENT BONDS1 (FIVE-YEAR ROLLING BASIS AS OF JULY 31, 2017)

Source: Bloomberg Barclays and BofA Merrill Lynch.  1Bloomberg Barclays 1-to-3 Year U.S. Government/Credit Bond Index. 2BofA Merrill Lynch 1-3 Year U.S. Corporate Index. 3Bloomberg Barclays IG CMBS 1-3.5 Year Index.  
4BofA  Merrill Lynch ABS Fixed Rate 0-3 Year Index. 5Bloomberg Barclays U.S. High Yield 1-3 Year 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 or expenses, and are not available for direct investment.
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preferences can lead to mismatches in which supply exceeds 
demand. To alleviate this mismatch and bring demand in line with 
supply, short-term, credit-sensitive bonds may effectively “over-
compensate” investors by offering higher yields than their credit-
worthiness would otherwise dictate.  

A FINAL WORD 
We believe it is important that investors make the distinction 

between lower duration and lower potential risk. In our view, 
while the two terms often are used interchangeably, the more 
appropriate association is shorter maturity and lower potential 

risk. An asset manager can invest in longer-maturity bonds, but 
also can significantly lower the portfolio’s effective duration by 
using derivatives, such as Treasury futures. (It should be noted 
that with the use of derivatives, the following considerations may 
arise: counterparty risk, liquidity, leverage, basis risk, and margin 
management.) Although this approach may reduce the portfolio’s 
overall duration, the allocation to long-maturity bonds could 
mean substantial exposure to spread widening and volatility of 
returns. As we have illustrated, though, short-maturity bonds 
(which also have low duration) historically have demonstrated a 
relatively lower risk profile. 

Sources: BofA Merrill Lynch, Bloomberg Barclays, and J.P. Morgan.  
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 or expenses, and are not available for direct investment.
1BofAML 1-3 Year U.S. Corporate Index. 2Bloomberg Barclays CMBS 1-3.5 Year Index. 3Bloomberg Barclays U.S. High Yield 1-3 Year Index. 4BofAML ABS Fixed Rate 0-3 Year Index. 5Bloomberg Barclays 1-3 Year U.S. Government Index 
6BofAML U.S. High Yield Master II Constrained Index. 7JPM Government Bond Index-Emerging Markets (GBI-EM) Global Diversified Index. 8S&P 500 Index.

TABLE 1. SHORT-TERM CORPORATE, MORTGAGE, AND ASSET-BACKED SECURITIES RECENTLY OFFERED ATTRACTIVE 
REWARD FOR RISK
FIVE-YEAR RETURN VERSUS RISK IN SHORT-TERM BONDS AND OTHER ASSET CLASSES, AS OF JULY 31, 2017
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INDEX 5-YEAR SHARPE RATIO STANDARD DEVIATION

Short-Term U.S. Corporate Bonds1 2.07 0.82

Short-Term Investment Grade CMBS2 1.56 1.01

Short-Term High Yield Corporate Bonds3 1.76 3.29

Short-Term ABS4 2.37 0.43

Short-Term Government Bonds5 0.70 0.63

Bloomberg Barclays Aggregate Bond Index 0.65 2.81

Bloomberg Barclays U.S. Credit Index 0.78 3.92

High Yield Bonds6 1.24 5.26

Emerging Market Sovereign Bonds7 0.81 6.19

Stocks8 1.48 9.57



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. There is no guarantee that these investment strategies 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 indicator of future performance.

This commentary 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.

Glossary of Terms

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.

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.

Standard deviation is a measure of the dispersion  of a set of data from its mean.

The BofA Merrill Lynch 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 year(s) remaining to final maturity.

The BofA  Merrill Lynch ABS Fixed Rate 0-3 Year Index tracks the performance of U.S. dollar-denominated investment-grade asset-backed securities publicly issued in the U.S. domestic market.

The BofA Merrill Lynch U.S. High Yield Master II Constrained Index is a capitalization-weighted index of all U.S. dollar-denominated below investment-grade corporate debt publicly issued in the U.S. domestic market.

Source Merrill Lynch, Pierce, Fenner & Smith Incorporated (“BofAML”), used with permission. BofAML PERMITS USE OF THE 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 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 & CO. LLC., OR ANY OF ITS PRODUCTS OR SERVICES.

The Bloomberg Barclays CMBS 1-3.5 Year Index measures the market of conduit and fusion CMBS deals with a minimum current deal size of $300mn.

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.

The Bloomberg Barclays U.S. Credit Bond Index is the U.S. credit component of the Bloomberg Barclays U.S. Government/Credit Index. The index includes publicly issued U.S. corporate and specified foreign deben-
tures and secured notes.

The Bloomberg Barclays U.S. High Yield 1-3 Year Bond Index is the three-year (1-2.9999) component of the Bloomberg Barclays U.S. High Yield Index. The Bloomberg Barclays U.S. High Yield Index covers the universe 
of fixed rate, non-investment grade debt.

The Bloomberg Barclays 1-to-3 Year U.S. Government/Credit Bond Index is an unmanaged index that is designed to represent a combination of the Government Bond Index and the Corporate Bond Index, and 
includes U.S. government Treasury and agency securities, corporate bonds, and Yankee bonds with maturities of one to three years.

The JP Morgan Government Bond Index-Emerging Markets (GBI-EM) Global Diversified Index is a comprehensive global emerging markets index that consists of regularly traded, liquid fixed-rate and domestic 
currency government bonds.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance 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 educa-
tion. 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 performance 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.
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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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