
TIME TO LOOK AGAIN AT 
SHORT‑TERM BONDS

A key theme that has dominated global 
fixed income markets over the past 
year has been the flattening of yield 
curves, the most extreme of which has 
occurred in the U.S. During our latest 
policy meetings, the investment team 
took the opportunity to revisit the global 
opportunity set and discuss the markets 
and sectors where the sell‑off in shorter‑ 
maturity bonds has created value.

With several major central banks moving 
toward tightening monetary policy, it is 
not surprising that short‑term bonds have 
been under pressure. At the same time, 
a lack of meaningful inflation has kept 
the long end in check, resulting in an 
overall flattening of yield curves. In some 
places, these moves may have gone too 
far and present an attractive entry point to 
buy shorter‑maturity bonds. “We should 
not overlook short‑term bonds in the 
current environment,” said Saurabh Sud, 
a portfolio manager and member of the 
global fixed income investment team. 
“There are lots of opportunities across 
markets and sectors.”

The U.S. Treasury market in particular 
stands out as a potential area of 
opportunity as the sell‑off in short‑term 
bonds has created appealing valuations, 
while short‑term dollar‑denominated 
credit also looks attractive. In the U.S., 
the gap between two‑year Treasury 
yields and the Federal Reserve’s 
benchmark overnight lending rate 
has become extremely steep, and 

the investment team noted that 
concentrating risk in the short end of the 
curve could therefore be a defensive way 
of taking credit risk in an environment 
where the Fed is expected to raise 
interest rates “gradually.”

Three main reasons were highlighted: 
First, a number of interest rate hikes are 
already priced in by the market, so there 
are attractive roll‑down opportunities; 
second, the backup in short‑term 
yields means this area is also likely to 
be less sensitive to the overall direction 
of interest rates than the long end, 
which is looking expensive given the 
flattening move; and third, recession is 
still a distant enough prospect to mean 
that the risk of rising corporate defaults 
does not necessarily have to be factored 
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Once a month, our fixed income 
experts, helped by our analysts and 
traders, conduct an in‑depth review 
of the full fixed income opportunity 
set. This article highlights a particular 
theme that dominates markets today.

“Investing in short‑term 
corporate bonds 
has been out of 
fashion for a while 
due to the low‑rate 
environment, yet it 
has many defensive 
qualities for investors.”
–Saurabh Sud, Portfolio Manager
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into the price. “Investing in short‑term 
corporate bonds has been out of 
fashion for a while due to the low‑rate 
environment, yet it has many defensive 
qualities for investors,” said Mr. Sud. 

Within credit markets, it is not just a 
story of traditional investment‑grade 
corporate debt that can benefit from 
the shape of the curve—the team 
believes there are also many areas 
that can benefit from investing in 
shorter‑maturity bonds. This includes 
Asia corporate bonds denominated 
in U.S. dollars, an asset class with 
an attractive risk premium due to 
its defensive characteristics relative 
to other emerging market sectors. 
Sector specialists also highlighted 
the attractiveness of highly rated 
securitizations backed by pools 
of nonqualifying mortgages and 
shorter‑duration AAA collateralized 
loan obligation (CLO) refinancing 
transactions with two‑ to three‑year 
reinvestment periods.

Turning attention to global government 
bond markets, the investment team 
assessed whether recent action by 
central banks has created potential 
opportunities in short‑maturity bonds. 
In emerging markets, there have been 
a flurry of interest rate hikes as central 
banks respond to a combination of 
their currencies depreciating and 
domestic inflation pressures rising. In 
some instances, countries are nearing 
the peak of their tightening cycles, 
providing a potentially attractive entry 
point to invest in short‑maturity bonds. 
“Countries like Romania and Mexico 
are near the top of their hiking cycles 
and are prime candidates for potentially 
reverting to cutting interest rates over 
the medium‑term horizon,” said Mr. Sud.  

Another point that came out of the 
discussions was the importance 
of earning defensive carry in the 
current climate when there are limited 
opportunities for capital gains and 
volatility may begin to increase. “We are 
at a point in the cycle where we need 
to look for attractive carry and roll‑down 
opportunities rather than take more 
risk for potential price appreciation 
when many asset prices are priced to 
perfection,” Mr. Sud said. 

This is true for high yield, where 
short‑term securities remain attractive 
from a carry perspective but might 

offer limited appreciation potential 
due to the potential of being called 
early. More importantly, however, the 
team identified specific opportunities 
in hard currency bonds, where our 
bottom‑up research analysis highlighted 
several quasi‑sovereign bonds with 
a low‑duration profile and robust 
fundamentals that currently stand out 
for their attractive income features. “The 
search for carry is influenced heavily by 
our bottom‑up research analysis to find 
the best risk‑adjusted ideas, rather than 
by the temptation induced by income 
alone,” Mr. Sud concluded.

FIGURE 1: The Yield On Short‑Term Bonds Has Risen
As of October 12, 2018
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Sources: Bloomberg Barclays U.S. Aggregate 3‑5 Year Bond Index—Yield To Worst and Federal Reserve. 
Analysis by T. Rowe Price. 

“Countries like Romania and Mexico are near 
the top of their hiking cycles and are prime 
candidates for potentially reverting to cutting 
interest rates over the medium‑term horizon.” 
–Saurabh Sud, Portfolio Manager



T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 

To learn more, please visit troweprice.com.

ID0001786
201810‑634131	 10/18

Important Information
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any nature, including 
fiduciary investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice before making any investment 
decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products 
and services. Past performance is not a reliable indicator of future performance. The value of an investment and any income from it can go down as well as up. 
Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any 
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ 
accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject 
to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the 
material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is 
provided upon specific request.  

It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited 
Investors as defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment 
management services.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International 
Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA—Issued in the European Economic Area by T. Rowe Price International Ltd, 60 Queen Victoria Street, London EC4N 4TZ which is authorised and regulated by 
the UK Financial Conduct Authority. For Professional Clients only.

Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 21/F, Jardine House, 1 Connaught Place, Central, Hong Kong. T. Rowe Price Hong Kong 
Limited is licensed and regulated by the Securities & Futures Commission. For Professional Investors only.

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer 
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or 
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in 
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10‑02 Wheelock Place, Singapore 238880. T. Rowe Price 
Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange 
Commission. For Institutional Investors only.

© 2018 T. Rowe Price. All rights reserved. T. Rowe PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks 
of T. Rowe Price Group, Inc.


