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Introduction
The monetary landscape is being reshaped. Central banks are embarking upon what could be a 
prolonged phase of tighter monetary policy in response to surging inflation, as the global economy 
recovers from the COVID-19 pandemic. 

With inflation running at a-near-40-year high in the US, a first of perhaps many rate hikes by the 
Federal Reserve is now pencilled in for March. In the UK, the Bank of England, also confronted by 
inflation numbers not seen in decades, is in full rate-rising mode. Meanwhile, in Europe, consumer 
inflation has now passed through five per cent, the highest level since the euro’s launch in 1999. The 
European Central Bank has recently shifted its stance from being “very unlikely” to raise rates this 
year to opening the door for a rate hike, with the market pricing in a 15 basis points increase by the 
end of the year.  

Set against this backdrop, there has been an increased focus on the current tactical opportunity 
provided by short-duration credit strategies. We recognise the tactical opportunity, and explore it 
below, but believe there is also a compelling argument for making a longer-term, strategic allocation 
to the asset class. 

In this paper, we will:

• Explain why we believe the best risk/reward profiles are currently to be found in short-
duration credit

• Explore how short-duration credit can offer fixed income investors with flexibility the scope 
for picking up yield while mitigating duration risk

• Examine why attractive income traits and diversification benefits support the case for a 
strategic allocation to short-duration credit

The long and short of it
After the stampede for yield in recent years, and amid central bank-buying, long-dated investment-
grade credit currently offers relatively little reward for investors. Investment-grade credit supply 
has been easily soaked up by market participants, such as insurers and liability-driven pension 
schemes, as well as by central banks buying long-dated debt as part of their quantitative easing 
(QE) programmes. This has caused the yield curve to flatten and reduced the benefit of taking on 
duration risk.

Risk/reward profiles are similarly unappetising at the front end of the investment-grade credit 
yield curve. Traditionally, investors concerned about rising interest rates could opt to reduce 
duration risk by dropping into money markets (0-12 months) – these instruments offer the 
shortest duration in the fixed income spectrum.  However, the combination of increased 
regulation in the sector and low yields have put a high price on liquidity and a lid on yields. 

Money markets offer a high degree of security and capital preservation. But they must abide by 
liquidity ratios, forcing them to maintain a high level of overnight and weekly cash. This means the 
price to pay for liquidity is extremely high. Nevertheless, liquidity investors can segment their cash 
needs and allocate strategic cash to an ultra-short duration universe, striking a balance between 
liquidity requirements and potential return.

As well as the tactical 
opportunity, there is a 
compelling case for a 
long-term, strategic 
allocation to short-
duration credit.
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Figure 1.   The superior risk/reward profile of short-duration credit: 1–3-year universe offers the highest yield per unit of 
duration risk in the IG universe
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For illustrative purposes. Past performance is not a reliable guide to future performance. Source: Bloomberg. Data as of January 31, 2022.

It is a similar story in the high-yield market. A flat yield curve means investors are not being 
adequately compensated for the risks in holding long-dated high-yield debt. Part of the reason for 
the flattened curve has been demand for long-dated high-yield names from traditional buyers of 
investment-grade debt. Deterred by expensive valuations in their normal hunting ground of 
BBB-rated credit, they have sought out BB-rated debt to meet their yield targets. This has left 
yields at unattractive levels. 

Meanwhile, risk/return profiles are unappealing at the very short end of the high-yield credit curve, 
too. In the European high-yield market, for example, yields have fluctuated between negative and 
marginally positive, offering little allure.

Challenging market technicals 
As well as presently offering inadequate reward for credit and duration risks, long-dated 
investment-grade and high-yield credit face technical headwinds. 

With stretched valuations and an existing overweight bias as investors and central banks begin to 
unwind their bond-buying programmes, net supply of long-dated investment-grade debt could 
now potentially increase. This may leave long-dated bonds vulnerable.

In high yield, where we have witnessed a whirl of refinancing activity in the past five years, issuers 
are confronted with a closing window of opportunity. With the interest-rate cycle turning but 
global high yield securities sitting below five per cent for now, we may see a final splurge in 
issuance as borrowers look to lock-in low borrowing costs while they still can.

These market dynamics are fostering tensions. Companies want to issue long-dated debt while 
investors, wary of assuming duration risk in the face of rising interest rates, would prefer to own 
the short-dated front end of the yield-curve. 

Long-dated 
investment-grade and 
high-yield credit face 
technical headwinds.
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This tension between demand and supply is on display in the floating-rate note (FRN) market. 
FRNs – bonds with a variable coupon equal to a money market reference rate plus a quoted 
spread – have close-to-zero intrinsic interest rate risk. And, because their coupons reset 
higher in line with base-rate rises, they have considerable appeal for investors in a rising 
interest-rate environment. 

However, the market value of outstanding FRNs has dropped from €89 billion five years ago 
to €33.9 billion today, based on the Euro Corporate FRN 500MM Liquid Index. Rather than 
issue FRNs, companies have opted to lock-in cheap borrowing costs by issuing fixed-rate 
bonds with longer maturities. A smaller pool of FRNs results in fewer opportunities to hedge 
against the actions of increasingly hawkish central banks. 

Where to pick up yield and limit duration
With the long and front ends of the investment-grade and high-yield markets offering investors 
scant reward for the associated risks and FRNs in limited supply, where can credit investors 
look to find yield without exposing themselves to too much interest rate risk?

Within the flattish investment-grade yield curve, short-duration credits – those with maturities 
between one and five years – represent a yield sweet spot. This is currently the steepest part of 
the yield curve and offers the highest carry and roll – the capital gains made when a bond’s 
yield falls in line with its time left to maturity. Short-duration credit may therefore appeal to 
money-market investors looking to earn a little extra yield while retaining limited duration 
exposure. Meanwhile, traditional credit investors with longer investment horizons but worried 
about rising interest rates may wish to reduce their duration sensitivity and drop into shorter 
maturities while still picking up yield.

For fixed income investors with flexibility, we highlight below other areas of the short-duration 
fixed income universe beyond vanilla investment-grade credit – asset-backed securities (ABS), 
FRNs, covered bonds and high-yield – that also offer scope for yield pick-up. These sub-sets 
come with limited duration exposure, as noted in Figure 2, and are liquid.

Traditional credit 
investors worried 
about rising rates  
may wish to reduce 
their duration 
sensitivity and drop 
into shorter maturities. 

Figure 2.   Beyond vanilla investment grade credit: Attractive areas for yield pick-up

Fixed income type Index Average spread  
duration

Average duration  
(years)

Asset-backed securities Eur ABS 2.11 0.10

Investment-grade  
floating rate notes

Euro Corporate FRN 500MM Liquid Index 1.54 0.13

Short-duration  
investment grade 

ICE BofA 1-3 Year Euro Corporate Index 1.96 1.90

Covered bonds ICE BofA 1-3 Year AAA Euro Covered  
Bond Index

1.90 1.90

Short duration European  
high yield

ICE BofA BB-CCC 1-3 Year Euro Developed 
Markets High Yield

1.83 2.18

European high-yield floating-  
rate notes

ICE BofA Euro Floating Rate High  
Yield Index

1.87 0.13

For illustrative purposes only. Source: Bloomberg. Data as of January 31, 2022.
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Asset-backed securities
With the currently limited opportunity to invest in conventional investment-grade FRNs, investors 
seeking attractive yields with minimal duration risk may want to consider ABS – bonds backed by a 
variety of collateral including residential and commercial mortgages, auto loans and credit cards. 

The AAA-rated ABS market is predominantly made up of FRNs, which makes them an effective 
hedge against rising rates. And, as ABS deals are secured by explicit collateral, they come with a 
yield pick-up; investors are paid a premium for the complexity inherent in these bonds. This 
necessitates in-depth analysis of both the quality of collateral and deal structure. Conducted 
properly, though, this analysis can lead to appealing risk-adjusted returns.

The Global Financial Crisis (GFC), with its origins in US subprime mortgage-backed securities (and 
where investors did not always understand what they were investing in), saddled ABS with a bad 
name. A certain stigma still surrounds the asset class – undeservedly in our view - despite tighter 
regulations, constant scrutiny and strong performance since the crisis. It is worth noting that no 
losses were recorded on any GBP-denominated AAA-rated tranches during the GFC or COVID-19 
pandemic, highlighting the resilience of the sector.  

Covered bonds 
Covered bonds – debt issued by banks primarily to finance residential mortgages and public-
sector loans – also offer scope for differentiated yield pick-up with shorter duration. Covered bond 
yield curves, particularly in euros, continued to flatten throughout 2021 as investors’ hunt for 
positive spreads and yields in euros resulted in investors extending duration across 
their portfolios.

Figure 3.   BoA Euro Covered Bond Indices - Libor OAS (bps)
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For illustrative purposes only. Past performance is not a reliable guide to future performance. Source: Bloomberg. Data as of January 31, 2022.

Investors seeking 
attractive yields  
with minimal duration 
risk may want to 
consider ABS.
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With central banks starting to taper bond purchases, the long end of the yield curve poses greater 
risk, particularly for investors without duration hedges. We are therefore likely to see curves 
steepen and short-dated covered bonds outperform.

Government bond spreads versus swaps tightened significantly in Q4 2021, with central bank 
purchases outweighing supply, although we have begun to see a reversal of that trend in early 
2022. This has resulted in covered bonds looking relatively cheap versus sovereign bonds while 
potentially being less exposed to the effects of QE tapering.

Covered bonds look 
relatively cheap versus 
sovereign bonds and 
potentially less 
exposed to the effects 
of QE tapering.

Figure 4.   Covered bonds look cheap versus sovereign bonds (bps)
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For illustrative purposes only. Past performance is not a reliable guide to future performance. Source: Bloomberg. Data as of January 31, 2022.

Given continued tightening, particularly in the large euro-denominated covered bond market, it is 
important to employ a wide geographic palette for yield enhancement. For example, the Asian 
covered bond market (mainly based in Singapore and South Korea) is growing fast. With the 
requisite due diligence, Asian covered bonds can offer more yield than their European equivalents.

Within Europe, Scandinavian covered bonds also offer opportunities. Their yield curves remain 
relatively steep in the three-to-five-year segment and can offer attractive roll-down opportunities 
versus euro-denominated yield curves. In the Danish mortgage bond market, investors can also 
benefit from a yield pickup when hedging their currency exposure.
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Global high yield
If investors are looking for even higher spreads, an allocation to short-duration global high-yield 
securities within a broader portfolio should be a consideration. 

The most obvious advantage is income, since high-yield bonds typically offer significantly higher 
yields and credit spreads than investment-grade bonds as compensation for their higher default risk. 

This income advantage results in a superior risk/reward profile, as Figure 5 highlights. Short-duration 
global high yield (represented by the Bloomberg Short Duration Global High Yield Index) has 
delivered twice the return of ten-year US Treasuries (6.02 per cent versus 2.51 per cent) with slightly 
lower volatility (5.68 per cent versus 5.98 per cent).  

Additionally, short-duration global high-yield bonds have displayed lower volatility and generated 
superior risk-adjusted returns relative to the overall global high-yield bond market.

High-yield bonds 
typically offer 
significantly higher 
yields and credit 
spreads than 
investment grade.

Figure 5.   The superior risk/reward profile of SDGHY: Risk versus return for various asset class (per cent)
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Figure 6.     Superior risk-adjusted returns by maturity bucket

 
Maturity

Cumulative  
return (per cent)

Annualised  
return (per cent)

Annualised standard 
deviation (per cent)

Sharpe ratio (risk free  
rate at 0 per cent)

Total 384 7.9 9.1 0.87

1 - 3 years 388 8.0 7.3 1.10

3 - 5 years 361 7.7 8.3 0.93

<5 years 367 7.7 7.8 0.99

5 - 7 years 355 7.6 9.5 0.80

7 - 10 years 339 7.4 10.1 0.74

10 - 20 years 797 11.2 10.0 1.11

> 20 years 1,502 14.4 13.5 1.07

For illustrative purposes only. Source: Bloomberg. Based on data for the period April 30, 2001 – December 31, 2021.

The asset class also brings multiple diversification benefits. As seen in Figure 7, short-duration 
global high-yield is negatively correlated with US Treasuries.

Figure 7.     SDGHY exhibits negative correlations versus global treasuries
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Treasuries

0.756 0.898 1.000

US IG Credit 
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0.276 0.432 0.582 0.907 1.000

Global HY 
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-0.324 -0.278 -0.100 0.661 0.677 1.000

Global 
HY 

-0.245 -0.192 0.037 0.687 0.716 0.983 1.000

EM HC 
Agg

0.034 0.085 0.220 0.782 0.795 0.818 0.851 1.000

For illustrative purposes only. Note 10 years data. Source: Bloomberg. Data as of January 31, 2022.

Furthermore, the global nature of high-yield debt markets gives investors access to a wide range of 
companies and sectors, potentially providing more opportunities to deliver outperformance. It also 
facilitates arbitrage possibilities, both by region and in the case of multi-currency issuers, where it is 
possible to take advantage of inefficiencies in the capital structure between multi-currency tranches of 
the same issuer. 
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In addition, as demonstrated in Figures 8, 9 and 10, short-duration global high-yield returns are typically 
less sensitive to a spread-changing environment than broad global high yield, as well as being less 
sensitive to interest-rate changes.

Figure 8.   Bloomberg Short Duration Global High Yield Index

Price ($) 102.48

Yield to maturity (per cent) 4.80

Spread (bps) 337

Yield to worst (per cent) 3.96

Current yield (per cent) 5.24

Past performance is not a reliable guide to future performance. Source: Bloomberg and Aviva Investors. Data as of December 31, 2021.

Figure 10.   Market scenario analysis

Scenario 1 Scenario 2 Scenario 3 Scenario 4

Default rate (per cent) 5.00 3.00 1.50 1.00

Hypothetical recovery (per cent) 30 35 45 55

Spread change (bps) 400 50 -25 -75

Treasury change (bps) -100 0 50 75

Hypothetical return SDGHY (per cent) -3.4 3.0 4.3 5.1

Hypothetical return GHY (per cent) -8.6 2.0 3.7 4.8

Forecasts are not a reliable indicator of future returns. The value of an investment and any income from it can go down as well as up. Investors may not get back the 
original amount invested. Hypothetical return is calculated by summing the per cent change from spreads per cent change from Treasury per cent change from 
defaults and the hypothetical current yield. Calculations do not include amortisation or accretion.  
Source: Bloomberg and Aviva Investors. Data as of December 31, 2021.

Figure 9.   Bloomberg Global High Yield Index

Price ($) 102.97

Yield to maturity (per cent) 4.69

Spread (bps) 311

Yield to worst (per cent) 4.10

Current yield (per cent) 5.01

Past performance is not a reliable guide to future performance. Source: Bloomberg and Aviva Investors. Data as of December 31, 2021.
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Just as we see in investment-grade credit, the current opportunity in high yield is in shorter-duration 
bonds. The spread curve is currently flat and offers wider spreads in the zero-to-three years part of the 
curve versus the three-to-five years section. Investors can therefore find attractive compensation in the 
short end of the yield curve for half the duration exposure of the broader market. 

High-yield FRNs
High-yield FRNs are an attractive sub-set of the sector and can prove complementary to short-
duration high-yield bonds with a fixed coupon. 

As mentioned above, the structure of FRNs protects against duration risk. However, they have a 
shorter non-call period than high-yield bonds, exhibiting stronger negative convexity – when a 
bond's duration increases alongside an increase in yields – than high-yield bonds, but give the 
issuer the opportunity to keep the repricing flexibility of the loan market. 

High-yield FRNs also provide comparable income to a similarly ranked high-yield bond. And they 
have attractive technical dynamics due to a diversified investor base – high-yield FRNs attract 
investors from the bank loans market, the collateralised loan obligations (CLO) market and 
high-yield bond funds. 

Furthermore, as each investor group has different investment objectives and time horizons, the 
flows and pricing of FRNs tend not to correlate with high-yield bonds; they tend to be stickier and 
less volatile. That said, the presence of CLO and bank loan investors, who are less active in the 
secondary market, also results in potentially lower liquidity in FRNs. In a worst-case scenario, in 
times of credit deterioration, closed-end funds can be forced sellers after credit rating downgrades.

Figure 11.   Bloomberg Global High Yield excluding CMBS and EMG 2 per cent Cap Index Hedged US$ spread curve
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High-yield FRNs  
have attractive 
technical dynamics 
due to a diversified 
investor base. 
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How the different short duration credit asset classes 
interact with each other
One of the main attractions of the different sub-sets of short-duration fixed income is their 
diversification profile. As can be seen in Figure 12 – which covers European fixed income markets 
but serves as a decent proxy for global fixed income markets – all the asset classes have moderate 
to low correlations with European interest rates, as represented by European Treasuries. 

Other takeaways from this correlation matrix are the independence of long-term returns in ABS, 
with very low correlations between ten-year returns of ABS and other asset classes. It is also worth 
noting that while short-duration investment-grade and covered bonds have high correlations with 
investment-grade debt, they offer good diversification with high-yield, ABS and investment-
grade FRNs.

Short-duration 
credit asset classes 
have moderate to 
low correlations 
with European 
interest rates. 

Figure 12.     Diversification benefits of short-duration asset classes

Short duration 
European 

investment 
grade

European 
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bonds

European 
investment 

grade floating 
rate notes

European 
asset-backed 

securities

European high 
yield floating 

rate notes

Short duration 
European high 

yield

European 
investment 
grade index

European 
treasuries 

 index

Short duration 
European 

investment grade
1.00 0.69 0.47 0.05 0.50 0.62 0.93 0.52

European  
covered  
bonds

1.00 0.06 0.04 0.06 0.11 0.71 0.59

European 
investment grade 
floating rate notes

1.00 0.18 0.62 0.53 0.37 0.09

European 
asset-backed 

securities
1.00 0.06 0.07 0.04 0.05

European high 
yield floating rate 

notes
1.00 0.73 0.40 0.12

Short duration 
European high 

yield
1.00 0.50 0.19

European 
investment grade 

index
1.00 0.68

European 
treasuries  

index
1.00

For illustrative purposes. Note: Ten-year period.  Source: Bloomberg. Data as of December 31, 2021.
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Key takeaways
There is a strong tactical rationale behind the current interest in short-duration credit strategies 
given the macroeconomic climate. Finding inflation to be more entrenched than anticipated, 
the tone from central bankers has become more hawkish. The QE experiment is being wound 
down and global interest rates are increasing. This supports allocations away from the long end 
of the credit yield curve.

However, we believe a strong case can also be made for a more strategic and long-term 
allocation to short-duration credit. The combination of a diverse stream of attractive risk-
adjusted returns from different sub-sectors, from ABS to global high-yield, and relatively low 
correlations across these asset classes, all of which are individually large, liquid markets, 
provides a solid rationale for long-term exposure.

Key risks
Past performance is not a guide to future performance.

Investment risk
The value of an investment and any income from it can go down as well as up. Investors may not 
get back the original amount invested.

Credit risk
Bond values are affected by changes in interest rates and the bond issuer's creditworthiness. 
Bonds that offer the potential for a higher income typically have a greater risk of default.
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