
MARKET VIEW
EXPLORING THE ULTRA-SHORT ALTERNATIVE

An ultra-short bond strategy has the potential to provide higher income than money-market funds,  
while offering lower volatility than either short- or intermediate-term bonds. 

MONDAY, OCTOBER 17, 2016

The U.S. money-market fund sector is undergoing a sea change. 
Reforms that fundamentally change the way money-market funds 
operate were issued by the U.S. Securities and Exchange Commis-
sion (SEC) in July 2014, and took effect October 14, 2016. The 
major structural changes adopted by the SEC affect prime and 
tax-exempt money-market funds. (Prime money-market funds 
invest in non-U.S. government debt, while tax-exempt money-
market funds generally invest in short-term municipal bonds.) 
Variable net asset value (NAV) pricing now will apply to institu-
tional prime and tax-exempt funds. These funds will no longer 
operate with a NAV pricing of $1.00 per share. 

In addition, liquidity fees and redemption gates will apply to all 
nongovernment funds. These measures do not, however, affect U.S. 
Treasury and government money-market funds. (In July 2016, Zane 
Brown, Lord Abbett Partner and Fixed-Income Strategist, provided 
a detailed analysis of changes in the U.S. money-market funds.) 

Despite their low yields, investors traditionally turned to money-
market funds for two reasons. First, their NAV was fixed at $1. 

Second, money funds have provided daily liquidity, so that inves-
tors could get their money whenever they wanted. However, with 
the new reforms, the $1 NAV and the daily liquidity are available 
only from government-only money-market funds. Prime money-
market funds, which invest in corporate-related securities such as 
commercial paper and short-term corporate debt, now may be 
forced to either have a floating NAV or may have to impose redemp-
tion gates or fees in some circumstances. 

So, for many investors, there really is no reason to hold a prime 
money-market fund anymore. People who have relied on prime 
money-market funds for their stability and liquidity are faced with 
some important decisions.

WHAT HAS THE IMPACT BEEN? 

Already, investors have shifted more than $1 trillion from prime 
money-market funds to government-only money-market funds 
(see Chart 1), owing to fund manager conversions and investor 
outflows. Assets of government-only funds, which never exceeded 
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CHART 1. U.S. MONEY-MARKET ASSETS HAVE SHIFTED TO GOVERNMENT-ONLY FUNDS
TOTAL ASSETS IN INDICATED CATEGORIES, OCTOBER 14, 2015–OCTOBER 12, 2016
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Past performance is not a reliable indicator or a guarantee of future results.

https://www.lordabbett.com/content/lordabbett/en/perspectives/fixedincomeinsights/money-market-reforms-investment-consequences.html


40% of all money-market assets before December 2015, now 
account for 77% of the total, according to Investment Company 
Institute data cited in a recent Bloomberg article. Meanwhile, 
since demand for short-term, nongovernment debt instruments 
has declined by $1 trillion, yields on securities tied to the London 
interbank offered rate (LIBOR) and other short-term instruments 
have moved higher.

WHAT CAN INVESTORS DO?

Investors now face a choice: If they want the benefits of a true 
money-market fund (specifically, the daily liquidity), they are left 
with funds that invest only in government securities, which yield 
close to zero (the Lipper average government money-market fund 
yield was 0.03%, as of September 30, 2016). Those prime money-
market funds, which offer a little additional yield, no longer have 
the desired characteristics of a $1 NAV and daily liquidity.

Ultimately, money-market fund investors may tire of earning 
zero, and may wish to extend out to longer maturities in order to 
pick up additional yield. Indeed, that desire already has become 
evident, with solid demand for short- and intermediate-term bond 
funds in recent years. But in this new environment, another 
option—funds that invest in ultra-short duration bonds—may be 
an attractive option. “Ultra-short” bond funds are defined by 
Morningstar as funds investing in fixed-income securities with 
duration of less than one year, while “short-term” funds fall in the 
duration range of one to three and a half years. 

What are the potential benefits of ultra-short bonds? They  
historically have provided higher yield and total return potential 
than cash or money-market funds, but with lower volatility than 
either short- or intermediate-term bonds (see Chart 2). 
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CHART 2. ULTRA-SHORT BONDS HAVE DISPLAYED LOWER VOLATILITY THAN OTHER FIXED-INCOME INVESTMENTS
TRAILING FIVE-YEAR STANDARD DEVIATION OF INDICATED ASSET CLASSES, AS OF SEPTEMBER 30, 2016
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Data represents standard deviation statistics for the Bloomberg Barclays U.S. Aggregate Bond Index (Barclays Aggregate) and Morningstar Fund Category averages (intermediate-term refers to funds investing in fixed-income securities with duration of 3.5 to 
6.0 years; short-term, funds investing in fixed-income securities with duration of 1.0 to 3.5 years; ultra-short, funds investing in fixed-income securities with duration of less than one year). 
Past performance is not a reliable indicator or a guarantee of future results. The historical data shown in the chart are for illustrative purposes only and do 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. Due to market volatility, the market may not perform in a similar manner in the future.
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Given their low interest-rate sensitivity, ultra-short bond portfolios 
historically have fared well during periods of rising Treasury yields 
and intervals in which the U.S. Federal Reserve (Fed) was hiking 
short-term interest rates (see Tables 1 & 2).

One caveat, though, is that looking only at duration does not give 
a full picture of a portfolio’s risk. For example, a fund could, theo-
retically, hold a portfolio of 10-year, credit-sensitive bonds, and use 
interest-rate derivatives to bring the portfolio’s duration back  
to zero. However, during periods of credit-spread widening, the 
longer-term bonds can have significant price declines, even though 
the interest-rate risk was hedged away. For this reason, it is impor-
tant to look at not only short-duration bonds but also short- 
maturity bonds in order to keep volatility to a desirably low level.

A TIERED APPROACH

With the changes in money-market funds, investors may want to 
consider a new approach to their excess cash reserves. As Brown 
noted in his July 2016 analysis, one approach to striking the right 
balance between liquidity and return in this new money-market 
world may be to think in terms of liquidity tiers. That portion of short-
term assets in which immediate and reliable liquidity is vital, despite 
relatively low yield, can be allocated to a government money-market 
fund (a first-liquidity tier). The remaining short-term assets may find 
additional yield, yet adequate liquidity, through a second tier, an 
ultra-short duration portfolio (i.e., closer to a duration of 1.0), and a 
third tier, a short-duration portfolio (i.e., a duration of 2.0). 

Allocation among the portfolio’s liquidity tiers can be adjusted 
during periods of political, market, or economic uncertainty. The 
combination of a government money-market fund with a short- 
duration or ultra-short duration portfolio not only allows important 
investment flexibility but also it may yield substantially more than the 
prime money-market fund it replaces. 

A FINAL NOTE

In a previous Market View, we noted the recent moves in LIBOR 
and how they may affect the floating-rate loan market. We also 
noted that bank loans offer a number of potential advantages, 
including high income, portfolio diversification, and rising yields 
during periods of interest-rate increases, since their coupons 
adjust higher with LIBOR. While this asset class offers tremen-
dous opportunity, a floating-rate fund is a below-investment-grade 
asset class, which comes with some element of credit risk. 

However, there are other securities, such as investment-
grade corporate bonds with floating interest rates, that feature 
high credit quality and coupons that adjust with LIBOR. Due to 
the market dynamics discussed earlier, these are investment-
grade instruments (such as corporate floating-rate notes and 
commercial paper) that also have seen their yields tick higher. 
For active managers with advanced research capabilities, those 
conditions can present compelling opportunities within an ultra-
short bond portfolio. 

Date 10-Year U.S. Treasury Barclays U.S. Aggregate
Bond Index

Morningstar Ultrashort
Bond Category

12/15/1986 – 09/04/1987 -6.32% -0.78% 2.06%
03/28/1988 – 02/24/1989 2.47% 3.41% 6.03%
02/03/1994 – 02/01/1995 -7.11% -2.04% 2.59%
06/29/1999 – 05/16/2000 -0.25% 2.02% 4.43%
06/29/2004 – 06/29/2006 1.87% 6.06% 5.54%

TABLE 2. …AND U.S. FEDERAL RESERVE INTEREST-RATE HIKES
TOTAL RETURN BY INDEX OR MORNINGSTAR FUND CATEGORY DURING INDICATED PERIODS OF U.S. FEDERAL RESERVE RATE HIKES

Source: Federal Reserve Bank of New York, Bloomberg Barclays, Citigroup, and Morningstar. 10-Year Treasury represented by Citigroup 10-Year Treasury Bond Index. Morningstar Ultrashort Bond Category represents funds investing in fixed-income securities with 
duration of less than one year. 
Past performance is not a reliable indicator or a guarantee of future results. The historical data shown in the table are for illustrative purposes only and do 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. Due to market volatility, the market may not perform in a similar manner in the future.

TABLE 1. ULTRA-SHORT BONDS HAVE OUTPERFORMED DURING PAST PERIODS OF RISING U.S. TREASURY YIELDS…
TOTAL RETURN BY INDEX OR MORNINGSTAR FUND CATEGORY DURING INDICATED PERIODS OF INCREASES OF 100 BASIS POINTS OR MORE IN THE 
YIELD ON 10-YEAR U.S. TREASURY NOTES

Date 10-Year U.S. Treasury Barclays U.S. Aggregate
Bond Index

Morningstar Ultrashort
Bond Category

09/30/1993 – 11/30/1994 -10.30% -3.50% 2.45%
01/31/1996 – 08/31/1996 -6.00% -1.80% 2.73%
09/30/1998 – 01/31/2000 -10.10% -0.80% 5.70%
06/30/2005 – 06/30/2006 -5.80% -0.80% 3.27%
12/31/2008 – 12/31/2009 -9.90% 5.90% 7.23%
08/31/2010 – 03/31/2011 -6.10% -0.80% 0.94%
07/31/2012 – 12/31/2013 -8.70% -1.60% 1.15%

Average -8.13% -0.49% 3.35%

https://www.lordabbett.com/content/lordabbett/en/perspectives/marketview/floating-rate-no-need-to-wait-libor-day.html
https://www.lordabbett.com/content/lordabbett/en/perspectives/marketview/floating-rate-no-need-to-wait-libor-day.html


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 finan-
cial market trends are based on current market conditions, which will fluctuate. An investment in a money market fund is not a bank deposit and is not insured or guaranteed by the Federal Deposit Insurance Corporation 
or any other government agency. Although retail money market and government money market funds seek to preserve the value of your investment at $1.00 per share, these funds cannot guarantee they will do so; it is 
possible to lose money by investing in a money market fund.

For investors who require access to their cash in times of stress, a liquidity fee may be levied in order to pay for that liquidity (that is, investors might be required to pay a fee if they redeem shares during this time). This 
may be applied at the discretion of the board of directors in the best interest of shareholders of the fund. A redemption gate is a temporary measure that may be implemented by a fund’s board of directors that limits 
redemptions in a fund for a short period of time (up to 10 business days in a 90-day period). Its purpose is to prevent a run on a fund in times of market stress. 

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.

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 Citigroup 10-Year Treasury Bond Index is a broad measure of the performance of the medium-term U.S. Treasury securities.

Morningstar Category Averages: Mutual-fund research firm Morningstar classifies funds into categories according to their actual holdings rather than the objectives stated by the fund management company. Morn-
ingstar then calculates category average data for several metrics, including performance, expenses, portfolio exposures, and more. 

A basis point is one one-hundredth of a percentage point.

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 underly-
ing bond prices.

LIBOR is an interest rate at which banks can borrow funds, in marketable size, from other banks in the London interbank market. The LIBOR is fixed on a daily basis by the British Bankers’ Association. The LIBOR is 
derived from a filtered average of the world’s most creditworthy banks’ interbank deposit rates for larger loans with maturities between overnight and one full year.

Mutual funds generally must calculate their net asset value (NAV) at least once every business day, typically after the major U.S. exchanges close. The NAV of a single share of a fund (or the “per share NAV”) is 
calculated by dividing the fund’s NAV by the number of shares that are outstanding.

Standard deviation is a measure of a measure of volatility. It indicates the variability of an investment’s returns.

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.

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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