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$561
billion in fixed 
income assets

25
years of  
bond index  
investing  
experience

100+
fixed income index 
strategies

The Scale to Specialise

• State Street Global Advisors’ global scale enables our portfolio managers, 
traders and investment strategists to be sector specialists and based in their 
geographic markets 

• Our dedicated capital markets teams provide 24-hour coverage 
across global markets, offering enhanced liquidity and cost-efficient* 
trading strategies 

• Entrusted with $561 billion in indexed fixed income assets, managing  
30+ currencies across 40 different countries**

Proven Track Record

• 25 years of bond index investing  — our first fixed income index fund 
launched in 1996 

• Manage more than 100 fixed income index strategies, providing choice 
for investors 

• More than 100 fixed income professionals dedicated to conducting research, 
managing risks and costs, and supporting our clients

Innovative Solutions for Bond Investors

• Comprehensive range of cost-effective* ETFs 

• Offering access to government and corporate bonds across the yield curve, 
using a consistent index methodology

*   Frequent trading of ETFs could significantly increase commissions and other costs such that they may offset  
any savings from low fees or costs.

** State Street Global Advisors, as of 30 June 2022.

A Leader in Fixed Income Index Investing



3 Bond Compass Q3 2022

Contents

04 Investor Sentiment  
— Flows and 
Holdings

A snapshot of global fixed income flows, holdings 
and valuations, based on data provided by State 
Street Global Markets.

10 PriceStats® Quarterly measure of inflation based on prices 
from millions of items sold by online retailers, 
helping investors anticipate and evaluate the 
impact of inflation.

14 Q3 Investment 
Outlook

State Street Global Advisors has identified 
the key considerations for investors in the 
coming quarter.



4 Bond Compass Q3 2022

*  The fixed income flows and holdings indicators produced by State Street Global Markets, the investment, research and trading 
division of State Street Corporation, are based on aggregated and anonymised custody data provided to it by State Street, in its role as 
custodian. State Street Global Advisors does not have access to the underlying custody data used to produce the indicators.

A snapshot of global fixed income flows, holdings and 
valuations, based on data provided by State Street 
Global Markets.*

Investor Sentiment —  
Flows and Holdings
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State Street Global Markets builds indicators of aggregated 
long-term investor behaviour in fixed income markets from a 
substantial subset of $12 trillion worth of fixed income assets 
under custody and administration at State Street.* This captures 
behavioural trends across tens of thousands of portfolios and is 
estimated to cover just over 10% of outstanding fixed income 
securities globally. 

Blame Inflation

As we close out one of the most volatile periods for financial markets with simultaneous losses for both stocks and 
bonds, inflation is the clear culprit. Surging prices globally required central banks to play catch-up after insisting 
that prices would normalize naturally. That did not happen, and our PriceStats® reading of global inflation at 6.75% is 
confirmation of what we are facing. While it has been convenient to blame inflation on the war in Ukraine, there have 
been growing signs that price gains are spreading beyond just those goods impacted by the war and COVID-19 
reopening challenges, with decades-high core inflation pushing consumer expectations higher. 

This brewing storm proved too much for the central banks to ignore, and they finally admitted what the market 
has been saying — specifically, that financial conditions needed to be tightened in order to tame prices. To be 
fair, emerging market central bankers have been aggressively raising rates for well over a year and raised rates by 
another nine percentage points in the past quarter. The developed market (DM) banks finally arrived at the party, 
fashionably late, increasing their policy rates by 550 basis points. Since the start of the year, the 50 percentage 
points of rate hikes is by far the largest quarterly move in global central bank tightening since the 2000s. Given 
that some have just started the hiking process (the Reserve Bank of Australia and Riksbank), while others have 
yet to begin (the European Central Bank), the pace will only quicken for the largest central banks over the next few 
quarters, with an additional 1,500 bps of hikes still expected over the next year. 

This aggressive schedule has raised the recessionary prospects for a number of countries, with indicators like the 
2s10s US Treasury curve at or near inverting. Recessions are not the base case for the central banks, however, 
which continue to suggest that a soft landing is still possible, even as the markets become increasingly skeptical of 
that claim. Plummeting consumer confidence readings, warnings from large retailers and weakening retail sales all 
bolster the concerns of those expecting a recession. In contrast, and in defense of the monetary authorities, most 
recession prediction models are still signaling low odds of a recession over the next year, although it may just be a 
matter of timing. 

Then there is the question of whether any of this will work at all given the exogenous factors driving many of the 
price gains, especially rising food and fuel costs. The combination of slowing growth, which is already reflected 
in lowered 2022/2023 projections, with still untamed inflation is, by definition, stagflation — the worst possible 
outcome for markets and economies. And while we find that outcome to be unlikely, it simply adds to market 
concerns that are vacillating between mild- and hard-landing scenarios. 

Fixed Income Flows and Holdings

* State Street Global Markets, as of 30 September 2021. 
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Therefore it’s no surprise that asset valuations have struggled with their worst quarter and semi-annual 
period in decades. The accelerating underperformance of corporate assets, from stocks to bonds, is a sign 
of growing recession concerns, with many valuation measures now just returning to long-term averages, 
rather than full capitulation. State Street’s investor behavior data is signaling these ongoing concerns, 
but also shows hope that the worst can be avoided. Our high-level measures of investor sentiment are 
defensive, but have clawed back from decade-low readings of risk aversion according to our Behavioral Risk 
Scorecard. As this quarter’s Bond Compass will show, institutional investors are taking a nuanced approach 
to their positioning, reflecting both hope and fear. PriceStats, our real-time measure of online inflation, is 
showing that price gains have continued and it is too early to declare victory in the fight against corrosive 
prices, which will keep central banks active and the investment landscape volatile. 
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Source: State Street Global Markets, as of 30 June 2022. Flows and holdings are as of date indicated. 
They should not be relied thereafter. *As at quarter end.

Q2 2022  
Flows & Holdings

 90-Day Flows

 Holdings*

These metrics are generated 
from regression analysis based 
on aggregated and anonymous 
flow data in order to better 
capture investor preference 
and to ensure the safeguarding 
of client confidentiality. 
The figures are shown as 
percentiles, expressing the 
flows and holdings over the 
last quarter, relative to the last 
five years. The benefit of this 
approach is that it provides 
perspective on the size of flows 
and holdings compared to their 
historical trends, whereas a 
single, dollar figure provides 
less context. 

For more information 
please visit
globalmarkets.statestreet.com
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Flows for TIPS 
and Treasuries

  Demand for TIPs 

  Demand for Treasuries 
(Total)

Demand for Inflation and Recession Protection

While inflation has been the primary factor driving the Treasury market this year, concerns over runaway prices 
have recently shared the spotlight with increasing growth concerns. The aggressive Federal Reserve pivot, 
with the dot plot now expecting up to 100 bps of restrictive policy within the next year, raises the real specter 
of a policy mistake. While this would normally cause bond investors to anticipate rate cuts as the next turn for 
monetary policy, it is far too early to signal an “all clear” on the inflation front. As a result, while we have seen 
Treasury prices improve recently, the curve remains very flat, but not inverted. This has resulted in a slight 
easing of inflation expectations, although our investor behavior data continues to show that demand for inflation 
protection remains high. Our real money flows encapsulate this environment, with overall Treasury demand 
improving from moderate selling to strong buying over the past quarter. At the same time, flows into Treasury 
Inflation-Protected Securities have remained robust, a signal that inflation protection remains as much of a 
concern for investors as it was near the start of the year. 

Selective European Holidays

While the European Central Bank (ECB) was late to the hawkish bash hosted by most of the DM central 
banks, it is making a fashionably late, albeit no less grand, entrance as it sets up for its first rate hike in 
over a decade. If market pricing is correct, we may see a positive ECB rate before the summer is over, 
with expectations that Europe’s inflation situation requires at least one 50 bps hike during its next two 
meetings. The repricing of yields at the individual country level has been no less spectacular, with 10-year 
German Bund yields recently peaking at over 1.7% after starting the year well in negative territory. In light 
of this aggressive pivot, overall demand for European government bonds has been weak this quarter. 
However, they have recently picked up as recession fears and a bid for safe assets has pushed investor 
flows back into a strong buying position. Fears of fragmenting the eurozone during a period of monetary 
tightening have started to grip markets. However, attempts to stabilize the ECB’s massive balance sheet are 
disproportionately negatively impacting demand for Italian BTPs. From an investor behavior perspective, we 
have seen a rapid decline in demand for periphery debt, even as overall eurozone flows remain positive. And 
while concerns over the convertibility of the common currency are less acute relative to the 2015 European 
government bond crisis, we suspect that investor demand for periphery bonds will remain cool until a 
comprehensive plan regarding controlling BTP spreads is presented. 

Source: PriceStats, State Street Global Markets, as of June 30, 2022.
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Flows for Credit

 US Investment Grade

  US High Yield

  Euro Credit

Source: PriceStats, State Street Global Markets, as of June 30, 2022.

Keeping it Safe in Credit

It has been a challenging quarter for all bond buyers, including credit investors who were led lower by the high 
yield sector despite its 300–400 bps coupon advantage. Spread widening has repriced option-adjusted spread 
(OAS) levels to above pre-pandemic 10-year averages, although they remain well below the peak panic levels of 
2002, 2008, 2015 and 2020. Ironically, recent losses have not come with a significant rise in default rates, with 
corporate earnings remaining relatively stable as excess consumer demand provides companies with pricing 
power. Just how long this can last in the face of rising recession risk is the main question facing credit investors 
as they prepare for another volatile quarter. Increasingly, it has been the weakest borrowers that have borne the 
brunt of investor concerns, with primary market activity remaining active for better rated credits, while high yield 
borrowers are increasingly shut out from selling new issues. From an investor behavior perspective, the overall 
weakness in credit flows is starting to show some life for investment-grade borrowers, with credit flows nearing 
neutral after spending the better part of the year in liquidation territory. The same cannot be said for high yield 
or European credits, as their flows remain among the weakest we have seen in our investor data set over the 
past five years. Continued recession concerns are likely to limit high yield demand, while the start of the ECB’s 
tightening process creates additional concern as the biggest buyer of European corporate bonds is now moving 
to the sidelines.
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Quarterly measure of inflation based on prices from 
millions of items sold by online retailers, helping investors 
anticipate and evaluate the impact of inflation. 

PriceStats®
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PriceStats® provides high-frequency measures of inflation and 
real exchange rates drawn from prices on millions of items 
sold by online retailers. This real-time pulse of global economic 
trends helps investors anticipate and evaluate the impact of 
inflation, including the impact on monetary policy and the degree 
of exchange rate misalignments. 

This information is available on a daily basis from State Street 
Global Markets: globalmarkets.statestreet.com. 

Inflation: The Global Edition

The acute and spreading problem of inflation has only gotten worse since our last quarterly update. Indications 
that inflation persistence was spreading more broadly into the economy and starting to impact consumer 
expectations were enough to cause central bankers to increase their pace of rate increases. 

While the Federal Reserve (Fed) proved to be the most aggressive with a 75 basis point hike in June, it was not 
alone in surprising the market. The Swiss National Bank raised rates by 50 bps, its first rate hike in 15 years, and 
the European Central Bank (ECB) is signaling that it may soon join the 50 bps club. The Bank of Japan is proving 
to be the only outlier, keeping to its zero-interest rate policy while rate expectations for every other G-10 country 
rapidly move toward neutral. 

PriceStats is indicating that these policies are warranted, with inflation continuing to rise across the G-10. While 
nascent signs of stability are emerging, there are few signs of falling prices. Japan also remains an outlier from 
PriceStats’ vantage, its pricing having peaked just below 3% but more recently trending back toward 2%. 

The speed of inflation gains since the start of the year has surprised many. While there is a chance prices could 
get back to target quickly, that is not yet evident in our online price indicators. To manage risk, it may be prudent 
to expect more upside surprises and possible policy divergences from here.

PriceStats®

http://globalmarkets.statestreet.com
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Year-on-Year 
Inflation

  US

  EZ

  UK

  Japan

  Canada

Source: PriceStats, State Street Global Markets, as of June 30, 2022.
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Signs of Normalcy Emerge in the US

While prices in the US remain too high, there are increasing signs that food and fuel are responsible for a 
disproportionate share of the upward inflationary pressure. 

This gets to the core of the Fed’s capability to influence demand imbalance via discretionary spending 
categories. The Fed has often focused on core readings of inflation that exclude food and fuel, two spending 
categories nearly equally driven by supply considerations. And this is certainly the case now, with the 
Russia-Ukraine war having a large impact on energy and food costs. 

Higher prices and tighter financial conditions have already slowed demand at lower income levels, with 
mass-market retailers citing quickly expanding inventories as an ongoing challenge from retrenching 
consumers. PriceStats readings of consumer consumption categories show that while food and 
transportation costs remained well above 10-year averages in June, many other categories were closer to 
longer-term averages, suggesting a return to normalcy in at least some consumption categories. 

While these results are encouraging, the outsized gains in food and fuel will keep overall inflation levels high, 
which in turn will continue to influence forward inflation expectations. The Fed may quickly approach a 
crossroads in its commitment to fighting inflation, if falling demand begins to accelerate and overall growth 
falls more dramatically than it predicted.

Source: PriceStats, State Street Global Markets, as of June 30, 2022.
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Food Insecurity Issues Intensify

While the pain at the pump seems to get most of the attention, the rapid increase in food costs is likely 
causing an equal, if not greater, challenge to most families. This is because food is actually a much larger 
part of the average CPI basket globally, accounting for 13% of US spending and up to 40% in some 
emerging markets. 

Food costs are also very visible for most consumers, which plays into consumer expectations about future 
prices. The challenge for central bankers is that, like with energy, they have very little influence on the 
dynamics of food prices, which are surging in lockstep with other commodities. 

The war in Ukraine has been a catalyst, driving wheat, fertilizer and substitute crop prices higher. Inclement 
weather is also impacting a wide swath of countries, from droughts in the US to heat waves in India and 
flooding in Europe. This has raised concerns over food security, leading to rationing of exports by several 
countries, which in turn puts further pressure on food inflation. 

We estimate that between 25% and 33% of overall developed market and emerging market inflation gains 
are attributed to rising food costs, a trend that remains mostly intact based on our PriceStats data. The 
impact of higher food prices will be felt differently by developed and emerging markets, with advanced 
economies better able to absorb higher costs while seeking substitutes to help defray costs. 

Emerging markets, on the other hand, spend a greater portion of their budgets on food and often rely 
on imports, making their populations more vulnerable. Previously, this has led to civil unrest, the 2011 
Arab Spring uprising being a notable example — a direct result of rising food costs. So while developed 
market central banks like to strip out food and energy costs from inflation forecasts, their emerging 
market counterparts cannot be as flexible. That may keep them hawkishly active, even as demand 
challenges emerge. 

Year-on-Year Food 
Prices: EM, World 
and DM

  EM Food

  World Food

  DM Food (RHS)

Source: PriceStats, State Street Global Markets, as of June 30, 2022. EM Food and World Food relate 
to the left hand scale. DM Food is in relation to the right hand scale.
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State Street Global Advisors has identified key 
considerations for investors in the coming quarter.

Q3 Investment Outlook
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• The more symmetrical risk around rates means extending duration back toward, or potentially a 
little longer than, benchmark makes sense for investors in US Treasuries. In Europe, the picture 
is less certain but growth risks and correlations to the US also point to taking on a little more 
duration risk.

The themes in Bond Compass over the first two quarters of 2022 revolved around short-duration 
positioning. However, following the aggressive back-up in US yields, is it now time to take a more balanced 
approach to duration? 

We expect that many of the same negative themes from the past few months will persist into H2, such as 
stubbornly high inflation, tight labour markets and more tightening by central banks. These forces could yet 
push yields to new highs for the cycle but there are also some hints that the market believes the sell-off in 
bonds may have run its course. 

• The market has priced in a significant amount of policy tightening and there are fears that pushing 
further could tip some key economies into recession. The fall in PMIs, in both the US and Europe, has 
raised fears over a wider growth slowdown. It is unclear exactly how central banks will react to slower 
growth, given the backdrop of uncomfortably high inflation, but money markets are already pricing a 
probability that the US Federal Reserve (Fed) will need to cut rates in Q2 2023. Therefore, to generate 
momentum for another leg higher in bond yields, the market will want to see signs that growth is holding 
up despite rising policy rates.

• As noted in the Q2 Bond Compass, even though bond yields had undergone a significant repricing at that 
stage, it was always unrealistic to expect them to stabilise given the Fed had only just started tightening 
policy. Longer-dated forward rates typically peak close to the end of the tightening cycle, not at the start. 
While there are almost certainly more rate rises to come from the major central banks, rates further up 
the curve now look to be at historically more normal levels — for instance the US 5-year forward of the 
5-year Treasury rate is back in the range seen in 2018, when the Fed was last raising rates.

• Summertime is here for many parts of the world and that often leads to yields falling back as the market 
factors in lower government and corporate issuance over the holiday period. 

Investment Theme #1  
The Risk Pendulum Swings: Taking on Duration

Figure 1
Fed Tightening is 
Well Underway and 
has Pushed Forward 
Rates Higher

  5 Year 5 Year US Treasury 
Forward Rate

 Fed Funds Rate

Source: Bloomberg Finance L.P., as of 30 June 2022.
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In summary, the market has run well ahead of central banks and now needs them to validate some of what is 
already priced into the curve. Some further clarification on the path of growth and inflation is needed before 
there can be another decisive move higher in rates. In other words, risks are more symmetrical for US and 
European bond markets than they have been for a long time. As noted by State Street Global Advisors CIO 
Lori Heinel and her team, in their update to the market outlook,1 “While it is unclear whether we’ve seen a 
peak in the US 10-year Treasury yield, we’re certainly not too far from it. So it may make sense for investors 
to consider buying duration.”
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Targeting the Belly

Taking on some additional duration risk still makes sense if economic activity continues to slow. Central 
bank rates are likely to continue to rising but this should flatten the curve if the market senses that this 
tightening will, ultimately, have to be unwound. This should leave the middle part of the curve better 
protected, suggesting strategies that focus on the 5 to 10-year part of the US curve. 

There are some risks — the US curve is already flat. Based on the long-term regression shown in Figure 2, 
the 2 to 10-year spread is around 150bp flatter than it would have been in 2008 given the level of the 1-year 
rate. This shows the impact of QE and the $5.8 trillion of Treasuries that the Fed owns. The risk is that, as 
the balance sheet size is reduced, we could see yields rise further out along the curve. However, the fact 
that the Fed’s holdings are likely to remain high for a long time to come, with an initial cap on the roll-offs of 
Treasuries of $30 billion per month, should mean that this is a very slow process.

Figure 2
The 2 to 10-Year Slope 
is Flat Given Where 
Short Rates Are

Source: Bloomberg Finance L.P., as of 30 June 2022.
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In Europe, the ECB has yet to pull the trigger on a rate rise but has indicated that rates will rise in July and at 
subsequent meetings. Despite being at an early stage in the tightening process there are several reasons for 
pursuing a similar strategy of moving out of the very front end of the curve:

•  Europe looks even more prone to recession risks than the US, with high energy prices acting as a drag 
on both business and consumer activity. Shutdowns in China are also weighing on export growth to a 
greater degree than in the US. While the ECB will raise rates, it could be a short cycle.

• Correlations to the US mean a decline in US yields should also drag European yields lower. For instance, 
the correlation on the levels of the 10-year Bund and Treasury is 98.6% over the past year.2 

•  The steepness of the euro area curve means that there are greater rewards from extending up the curve, 
with the yield-to-maturity on Bloomberg 3–5 Year Euro Treasury Bond Index +45bp to that of the 1–3 
Year Index.3 

1 Tightening “Tsunami” Increases Recession Risk. https://ssga.com/uk/en_gb/institutional/etfs/insights/tightening-tsunami-increases-recession-risk.

2 Source Bloomberg Finance L.P., as of 30 June 2022. Based off 12 months of daily data.

3 Source Bloomberg Finance L.P., as of 4 July 2022.

https://www.ssga.com/uk/en_gb/institutional/etfs/insights/tightening-tsunami-increases-recession-ris
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Investment Theme #2  
Growth Dynamic Points Toward Investment Grade Credit

• After a bleak start to the year for credit investors, with both government bond yields rising and 
spreads to them widening out, markets appear to have stabilised. There is still a high degree 
of market volatility but risks around Treasuries are looking far more balanced and this could 
provide more stability to credit during Q3. 

Wider credit spreads allow investors to benefit from the higher yields on offer. The main risk to that strategy 
is that they widen further. Two of the key drivers of credit spreads are credit quality and volatility. Volatility is 
already high based on the ICE Bank of America MOVE Index of Treasury volatility. It is approaching the peak 
levels seen during the COVID crisis, which should limit any further increase. For credit quality, the market has 
already moved to price in a meaningful slowdown. 

Figure 1 shows US corporate AAA and BBB spreads to Treasuries. They are slightly above the levels seen in 
late 2018 when the US economy was slowing post the Fed tightening cycle. It is a similar story for high yield, 
although the spread move has run a little further, suggesting that there is already some bad economic news 
in the price, although not a full-blown recession (quarterly growth never went negative at the end of 2018).

Figure 1
US Corporate Spreads 
Now Price a Slowdown, 
But Not a Severe One

  ICE BofA AAA U.S. 
Corporate Index

  ICE BofA BBB U.S. 
Corporate Index

  ICE BofA U.S. High 
Yield Index

Source: ICE BofA, Bloomberg Finance L.P., as of 30 June 2022.

Given the aggressive path of rate rises that the Federal Reserve could deliver (a further 175bp of rate rises 
to the end of Q1 2023 is priced by money markets), growth concerns for 2023 will persist. This uncertainty 
means we favour investment grade (IG) exposures for now. While it looks like non-IG spreads have moved 
further, evidence that there is a clear turn in US CPI, alleviating some of the pressure on the Fed to continue 
hiking rates, or the discounting by the market of a more extreme slowdown needs to be seen to make the 
riskier areas of the credit spectrum appealing. 

There are few signs of finanacial distress in IG. Figure 2 shows that US IG issuers still enjoyed a considerable 
degree of ratings upgrade momentum in Q2 2022. 

There is a yield pick-up to US Treasuries of more than 150bp on the Bloomberg U.S. Corporate Bond Index,1 
meaning an all-in yield-to-worst of around 4.7%. The duration on corporate debt is slightly longer than for 
an all-maturities Treasury fund so, for those investors not comfortable with longer-duration positions, a 
maturity-constrained approach could be better.

Spread to Treasury (bp)

0

1,200

1,000

800

600

400

200

Jul
2017

Mar
2018

Dec
2018

Aug
2019

May
2020

Jan
2021

Oct
2021

Jun
2022

1 Source: Bloomberg Finance L.P. As of 30 June 2022.



18 Bond Compass Q3 2022

Europe, the Land of Confusion

The situation in Europe looks less clear with many countervailing forces at work. Inflation continues to  
head higher and, with ECB official rates at -50bp, there is an urgency to get interest rates up. The ECB  
has pointed to a 25bp rate rise in July 2022, followed by a potential 50bp rate in September. However, 
many ECB members are also acutely aware of slowing growth momentum. The surge in energy prices 
and tighter monetary conditions, which includes the end to new bond purchases, could well tip the euro 
area into recession. For this reason, there has been no real (public) discussion on terminal rates for the 
euro area to act as some sort of anchor to market expectations. 

The credit markets already reflect the higher levels of recession risk in the euro area. With spreads to 
government bonds on the Bloomberg Euro Aggregate: Corporates index of close to 215bp, this is getting  
out to the wides seen during the COVID crisis (+247bp). In contrast, the repricing in euro non-IG credit does 
not seem as extreme, with spreads on the Bloomberg Liquidity Screened Euro High Yield Index approaching 
+700bp, still well short of the wides seen during the COVID crisis. In 2020, ECB buying capped the degree to 
which IG credit sold off. While new ECB purchases have come to a close, there will still be the reinvestment 
of proceeds from maturing issues, which should still benefit the IG credit sector. 

The combination of the greater relative repricing of IG versus high yield, the risk of recession and the fact 
that the ECB will maintain its stock of IG credit means we favour IG exposures in Europe. However, given 
the lack of guidance on how high rates may rise, a shorter-duration profile may make sense to reduce 
price volatility. 

ESG credit exposures could also help to reduce volatility. Over the past year, the volatility and returns of the 
Bloomberg SASB Euro Corporate ESG ex Controversies Select Index versus the straight market-weighted 
Bloomberg Euro Corporate Index have been similar. Over 3 and 5 years, however, the ESG strategy has 
typically delivered similar returns but with lower levels of volatility. 

Figure 2
No Signs of 
Financial Stress for 
Investment Grade 

  IG

  HY

Source: S&P Ratings, Moody’s, Bloomberg Finance L.P., as of 30 June 2022. Figure shows the average 
between S&P and Moody’s ratings upgrades divided by downgrades. 
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Investment Theme #3  
Emerging Market Diversifiers

• EM debt had a difficult first half of the year, with some material losses associated with the 
exclusion of Russian debt from portfolios. Following this decline there is scope for a rebound 
as EM debt, including China Treasury, catches up with the decline in US Treasury yields. It can 
potentially be used to enhance a portfolio’s running yield and reduce volatility. 

It is always wise to be wary of emerging market (EM) debt during a Federal Reserve tightening cycle. 
However, the fact that many EM central banks were already well advanced in raising rates, and current 
account balances were not obviously a destabilising factor, gave investors some confidence. Indeed, EM 
debt held up well during the early part of 2022 but the chaos caused by war in Ukraine prompted a sell-off 
from which risk appetite has yet to recover. 

This parallel sell-off with developed market (DM) debt has undermined one of the cornerstones of EM debt, 
that of diversifying portfolio risk. There were some idiosyncratic factors that hit EM more than DM, notably 
the invasion of Ukraine, which dragged Eastern European debt and currencies sharply lower. But there was 
already an unusually high degree of synchronisation, with COVID shutdowns having driven most economies 
into recession together and then a boom when the lockdowns ended. High inflation is also a global issue, 
related to supply chain disruption and tight labour markets. However, there are still places that are not 
entirely aligned with this global cycle, and that can provide diversification and some stability to portfolios. 
The China Treasury market is one such place. 

As a fixed income allocation, China Treasury has drifted out of favour since yields were overtaken by 
Treasuries. However, the PBoC remains a long way from raising rates while DM central banks have some 
distance to go before their policy cycle comes to an end. As is evident from Figure 1, correlations of China 
Treasury bonds to other bond markets over the past 15 years have been low and, given the performance of 
the market for 2022 so far, the correlation remains low. 

Figure 1
China Treasury has 
Low Correlations to 
Other Bond Markets

USD Unhedged China 
(Treasury)

Australia 
Govt

US 
Treasury Euro Govt UK Govt Global 

Govt
EM LC 

Govt Asia LC Govt

China (Treasury) 1.00

Australia Govt 0.18 1.00

US Treasury 0.18 0.19 1.00

Euro Govt 0.21 0.71 0.31 1.00

UK Govt 0.13 0.60 0.20 0.59 1.00

Global Govt 0.29 0.50 0.77 0.62 0.44 1.00

EM LC Govt 0.19 0.82 0.08 0.72 0.54 0.40 1.00

Asia LC Govt 0.41 0.78 0.32 0.68 0.48 0.59 0.83 1.00

Source: Bloomberg Finance L.P., Correlations based of 15 years of monthly data. Data as of 31 May 2022. JPM GBI-EM GD index used for EM LC 
Govt. iBoxx Pan Asia Index used for Asia LC Govt. ICE BAML indices G0CN, G0T0, G0Q0, EG00, UK00, and W0G1 are used as a representative 
of China Treasury, Australia Govt, US Treasury, Euro Govt, UK Govt, and Global Govt respectively. Past performance does not guarantee future 
results. Correlations are based on Last 15 years monthly returns. Diversification does not ensure a profit or guarantee against loss. 



20 Bond Compass Q3 2022

There has also been plenty of noise around the CNY weakening. This appears to have run its course with the 
CNY remaining stable versus USD since early May, despite USD strength. The Bloomberg China Treasury 
100BN Index, which is constructed around the most liquid China Treasury bonds, returned -3.31% in H1 2022 
in USD terms, but for EUR-based investors the news was far more positive, with a return in EUR of +5.17%. 
This is a strong performance in an environment where the Bloomberg Global Aggregate Index returned 
-6.5% on an unhedged EUR basis.1 

Scope for a Rebound in Hard Currency Exposures

The strength of the USD continues to weigh on local currency exposures. However, our view that US 
Treasury yields may have hit a near-term top gives us some confidence to look at USD-denominated EM 
debt. This approach has several potential benefits:

• Historically High Yields Yields have risen with the yield on the JP Morgan EMBI Global Diversified 
Index is at its highest since Q2 2009. Moreover, due to the fact that central bank rates have risen globally, 
yield curves have flattened. This means that it is possible to get a high yield without taking on too much 
duration risk. For instance the ICE BofA 0–5 Year EM USD Government Bond ex-144a Index has a 
duration of less than 2.5 years with a yield of over 5.5%.2

• Diversification The ICE BofA 0–5 Year EM USD Government Bond ex-144a Index has 58 country 
issuers. A deteriorating global growth outlook is not a constructive backdrop for EM debt but the worst-
rated issuers are excluded, with just 1.1% of bonds rated below single B, against more than 5% for the JP 
Morgan EMBI Global Diversified Index.3 This spread of issuers can assist in portfolio diversification: the 
ICE BofA 0–5 Year EM USD Government Bond ex-144a Index has had a correlation of just 16% to US 
Treasuries based off weekly data over the past 10 years, despite being a USD-denominated asset. It is 
also worth noting that many nations that issue USD-denominated debt are oil producers that receive a 
large proportion of their foreign earnings in USD. 

1 Source for all return numbers: Bloomberg Finance L.P. As of 30 June 2022.

2 Source Bloomberg Finance L.P., as at 30 June 2022.

3 Source: Bloomberg Finance L.P., using Bloomberg composite rating, as of 30 June 2022. Diversification does not ensure a profit or 
guarantee against loss.

Figure 2
Yield to Worst on ICE 
BofA 0–5 Year EM USD 
Government Bond 
ex-144a Index Close to 
COVID Highs

Source: ICE BofA, as of 7 July 2022.
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