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GLOBAL BOND MARKET 
UPDATE: A DELICATE 
BALANCE

HIGHER AND VOLATILE GLOBAL INTEREST RATES PLAGUED 
FIXED INCOME MARKETS AMID PERSISTENT INFLATION AND 
AGGRESSIVE CENTRAL BANKS  
 
Global central banks’ strong resolve to fight inflation intensified. Although central 
bankers acknowledged that their economies will likely suffer, they increased the pace 
and magnitude of rate hikes. As inflation remains sticky, we expect central banks to 
prioritize lower consumer prices over economic growth or financial market stability, 
unless the economy deteriorates significantly. With more rate hikes likely, we’ve raised our 
yield expectations. We think global economic growth will decline, and we see a 50/50 
chance of U.S. recession in the next 12 months.  
 
Bonds globally produced losses in the third quarter, driven by aggressive central bank 
rate increases. Investors tried to strike a balance between higher rates and the rising risk 
of recession, sparking volatility in the quarter. We increased our six-month forecast for 
the two-year Treasury yield to 4.75% from 3.50% and our 10-year yield forecast to 4.00% 
from 3.00%, as surprisingly high inflation and solid gains in the labor market supported 
further rate hikes by the Federal Reserve.

EXHIBIT 1: A TOUGH QUARTER AND YEAR FOR BONDS 

Volatile and surging Treasury yields drove losses as investors tried to balance higher rates 
from central banks against the rising risk of recession.

Bond Market Returns (%)

Sources: Northern Trust Asset Management, Bloomberg, data as of September 30, 2022. Past
performance is not indicative or a guarantee of future results. Index performance returns do not reflect
any management fees, transaction costs or expenses. It is not possible to invest directly in any index.

Key Takeaways

• Central banks globally 
significantly boosted interest 
rates in the third quarter 
to fight inflation, spurring 
higher yields and losses 
across global bond markets.

• Investors are seeking to strike 
a balance between higher 
bond yields and potential 
economic recession sparked 
by aggressive central banks.

• U.S. high yield bonds 
outperformed in the third 
quarter, supported by 
the lowest quarterly new 
issuance since 2009 and 
relatively low interest rate 
sensitivity.
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GLOBAL CENTRAL BANKS: LASER FOCUS

Global central banks, emboldened by positive economic data and high inflation, 
reinforced their resolve to cool inflation and slow their economies. The Fed’s 
Federal Open Market Committee unanimously voted to raise rates by 0.75% at 
both the July and September meetings, ending the quarter at a target range of 
3.00% to 3.25%. Inflation continued to surprise to the upside and the labor market 
remained tight, enabling the Fed to boost rates 0.25% more than initially expected 
in the quarter. The Fed’s “dot plot” survey of committee members’ federal funds 
rate expectations shows a year-end 2022 median of 4.4%, 1% higher than the 
expectation in June, signaling more hikes to come through the rest of the year.

The Bank of England raised its base rate by 1% to 2.25% during the quarter, via two 
0.5% hikes while unanimously voting to initiate in October quantitative tightening, 
or the selling of bonds into the market to increase yields. However, as the quarter 
closed, investors aggressively sold gilts and market function deteriorated in 
response to unfunded tax cuts announced by the U.K. government. Forced to 
intervene, the bank instead purchased gilts to shore up liquidity and delayed 
the start of quantitative tightening. By the end of the quarter, market participants 
expected a year-end main financing rate of 4.6%, up from a 2.8% forecast at the 
end of June.

The European Central Bank in July increased its main policy rate 0.5%, its first hike 
since 2011, and then in September delivered its largest single hike ever of 0.75%. 
These moves set the rate back to positive territory at 0.75%. Importantly, the bank 
signaled an increased pace of hikes with greater magnitude despite risks to 
financial stability brought on by the Russia-Ukraine war and the related energy 
crisis. Several other developed market central banks also increased the pace and 
magnitude of their rate hikes, often by 0.75% to 1%, potentially increasing risks to 
their economies. 

EXHIBIT 2: THE GLOBAL FIGHT AGAINST INFLATION

Developed global central banks increased the pace and magnitude of rate hikes in a 
coordinated fight against inflation.

Central Bank Quarterly Rate Hikes (%)

Sources: Northern Trust Asset Management, Bloomberg.

The European Central Bank signaled 
an increased pace of hikes with 
greater magnitude despite risks to 
financial stability brought on by the 
Russia-Ukraine war and the related 
energy crisis.
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GLOBAL GOVERNMENT BONDS: VOLATILE AND DRAMATICALLY HIGHER 
RATES

The “higher-for-longer” chorus on interest rates harmonized with “hard landing” 
recession fears, leading to a dramatic inversion of the Treasury yield curve. The 
two-year/10-year curve flattened 51 basis points, hitting an inversion of 53 basis 
points intra-quarter, a level last experienced in April 2000. This suggests that 
investors believe the Fed will continue to raise short rates while potentially creating 
a recession. Higher yields accompanied the most volatility since the COVID-19 
pandemic and the Global Financial Crisis in 2008. Treasury inflation-protected 
securities (TIPS) experienced similar volatility, responding to stronger economic 
data including solid non-farm payrolls and higher-than-expected inflation. 

Developed ex-U.S. government bonds sold off similarly during the quarter as 
global central banks intensified or initiated rate hikes, with the U.K.’s market the 
center of attention. Newly appointed Prime Minister Liz Truss and her Conservative 
Party government announced a radical new “mini-budget” largely focused on 
unfunded tax cuts while falling short of directly targeting the rising cost of energy 
weighing heavily on U.K. households. Following the announcement, chaos ensued 
through quarter-end as gilt yields surged higher triggering financial instability in 
the region. On September 28, the two-year gilt yield touched an intra-day high 
of 4.7% while the 10-year yield reached 4.6%, levels not seen since the Global 
Financial Crisis.

The Bank of England swiftly responded to support the flagging market, with plans 
to buy up to £65 billion of long-term gilts for a two-week period. For the quarter, 
the two-year gilt yield rose 237 basis points to 4.20% and the 10-year yield rose 
186 basis points to 4.08%. Contagion spread to other developed-market regions, 
which also face challenges from the energy crisis, Russia-Ukraine war and hawkish 
central banks. The German two-year bund yield rose 112 basis points for the 
quarter and the 10-year yield rose 90 basis points. 

EXHIBIT 3: VOLATILITY TRIGGERED BY UNCERTAINTY

Hawkish central banks and economic uncertainty caused Treasury yield volatility to reach 
levels not experienced since the COVID-19 pandemic and, before that, the Great Financial 
Crisis in 2008. 

Treasury Yield Volatility

Sources: Northern Trust Asset Management, Bloomberg, from September 29, 2006 to September 30, 
2022. Average true range measures the moving average daily high-low range of Treasury yields over a
21-day period.

Higher yields accompanied the 
most volatility since the COVID-19 
pandemic and the Global Financial 
Crisis in 2008.
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SHORT-TERM BONDS: SUPPLY-DEMAND MISMATCH

Treasury bill issuance remained low during the quarter while investor demand for 
short-term bonds increased to take advantage of higher rates, creating a supply-
demand mismatch. With the imbalance, money market funds turned to the Fed’s 
Overnight Reverse Repo Facility, which offers a higher yield than the market on 
overnight paper, to set a new record balance of $2.4 trillion on September 30. This 
reflects investors’ high cash balances and of lack of liquidity in the market. Without 
the facility, rates would likely drift meaningfully lower. We do not expect facility 
usage to drop meaningfully until the Fed balance sheet normalization process is 
well under way. Until then, we think there will be a lack of supply of Treasury bills 
to meet the demand of money market funds holding high cash balances. As we 
think the supply/demand mismatch will continue, short government bond yields 
will likely continue to trade at or below the repo facility’s rate. 

The Bloomberg U.S. Corporate 1-3 Year Index lost 1.23% for the quarter, 
outperforming the intermediate and long corporate index thanks to their shorter 
duration as rates rose. Spreads on 1-3 year credit tightened 4 basis points during 
the quarter, albeit not linearly. As markets priced in more aggressive central bank 
action, the 1-3 year segment widened from mid-August into quarter-end, nearly 
wiping out the compression earned early in the quarter.

EXHIBIT 4: LOW LIQUIDITY DRIVES REVERSE REPO USAGE

Investors have turned to the Fed’s Overnight Reverse Repo Facility (RRP) because of a 
shortage of short-term bonds.

2022 Fed Reverse Repo Daily Usage ($ trillion)

Sources: Northern Trust Asset Management, Bloomberg,  from December 31, 2021 to September 30, 
2022.

We think there will be a lack of supply 
of Treasury bills to meet the demand 
of money market funds holding high 
cash balances.

2.6

2.4

2.2

2.0

1.8

1.6

1.4

1.2
Jan-22

2.43

Mar-22Feb-22 Apr-22 Jun-22May-22 Jul-22 Sep-22Aug-22



Northern Trust Asset Management 5

GLOBAL BOND MARKET UPDATE: A DELICATE BALANCE

CORPORATE BONDS: A TALE OF TWO HALVES

Corporate bonds found solid footing early in the quarter on positive 
fundamentals and low supply, as spreads tightened across the credit ratings 
spectrum. However, spreads and returns reversed course in mid-August, 
following a surprise positive U.S. jobs report and increasing hawkish rhetoric, as 
investors abandoned hope for a Fed dovish pivot.

U.S. investment grade spreads tightened 24 basis points through mid-August 
before widening 28 basis points into quarter-end, ending up 4 basis points 
higher for the quarter. Bonds across the investment grade credit ratings 
spectrum experienced losses, led by bonds rated AA (-5.4%). The broader 
economic backdrop and higher interest rates deepened the decline in 
investment grade corporate issuance. High grade companies issued $287 billion 
worth of bonds in the third quarter versus a five-year third quarter average 
of $323 billion. By the end of the quarter, there were 59 days with zero new 
issuance, the highest ever through the first three quarters of a year. 

In Europe, positive economic data and light bond issuance pushed spreads 
broadly lower during the first half of the quarter, but reversed course in August 
as sentiment deteriorated. Soaring gas prices in the U.K. and the ongoing 
energy supply crisis in the region drove the consumer price index higher in the 
U.K. and Germany and weighed on growth expectations. Inflation in the U.K. and 
Germany hit all-time highs during the quarter, with eurozone inflation at 10%. 
The Sterling Corporate Index option adjusted spread ended the quarter 26 basis 
points higher, and the Euro-Aggregate Corporate Index option adjusted spread 
increased 7 basis points during the quarter. 

U.S. high yield bonds performed the best among fixed income sectors, largely 
supported by the lowest quarterly issuance of new high yield bonds since the 
first quarter of 2009. Investors holding high cash balances took advantage of the 
relatively attractive entry point to deploy cash in the absence of new issuance. 
High yield spreads, like those for investment grade bonds, seesawed during the 
quarter, but in the end declined by 17 basis points for the quarter. CCC-rated 
bonds, with less sensitivity to interest rates, performed best versus other credit 
ratings, recouping some of their second quarter loss. 

The European high yield market slowed even more in the third quarter, with just 
€2.9 billion issued by the end of the quarter. This brings year-to-date issuance 
down 80% versus 2021 and 70% lower than the five-year average. Facing supply 
constraints similar to the U.S., the euro high yield credit spreads fell 22 basis 
points, ending the quarter at 628 basis points. Euro CCC-rated bonds were also 
the best performers, returning 0.76% versus a 0.96% loss for the broad euro 
high yield Index. Having said that, the rise in risk-free rates has meant that yields 
ticked up 70 basis points over the period, negating the income earned by CCC-
rated bonds.

By the end of the quarter, there were 
59 days with zero new issuance of U.S. 
investment grade bonds, the highest 
ever through the first three quarters 
of a year.
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EXHIBIT 5: NEW ISSUANCE DRYING UP 

Third quarter and September investment grade and high yield corporate supply fell 
well below historic averages as issuers sat on the sidelines amid rising interest rates and 
volatility.

Source: Northern Trust Asset Management, JPMorgan

STRUCTURED PRODUCTS: RECESSION RISK WEIGHS ON PERFORMANCE

Hawkish central banks, recession concerns and market volatility drove a 5.20% 
loss in structured products. Mortgage-backed securities, representing more 
than 90% of the structured products index, lost 5.35% in September alone, the 
worst month in over three decades. Mortgages underperformed Treasurys while 
the yield spread over Treasurys increased 42 basis points to 69 basis points 
during the quarter, the highest since 2010. Lower coupon mortgages fared the 
worst during this period. 

Asset-backed securities lost 1.34% during the quarter but outperformed 
Treasurys. Spreads fell 28 basis points to 53 basis points, driven by auto-loan 
securities. Valuations remain attractive, but the quarter finished with some selling 
among lower quality esoteric portions of asset-backed securities. Commercial 
mortgage-backed securities lost 3.85%, underperforming Treasurys by 26 basis 
points, as spreads hit the highest for the year during the quarter. While a decline 
in new issuance supported commercial mortgages, September ended with high 
selling to push spreads up 10 basis points. Thus, we believe valuations ended 
the quarter at attractive levels.

We believe valuations of commercial 
mortgage securities ended the 
quarter at attractive levels.
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U.S. MUNICIPAL BONDS: MUTUAL FUND OUTFLOWS HURT RETURNS

Municipal bonds lost 3.46% for the quarter as mutual fund investors sold on 
worries over rapidly rising interest rates. However, demand increased among 
institutional buyers, including banks and insurance companies, as after-tax 
yields became more attractive versus yields on corporate bonds. The 3.84% loss 
in September was the worst month since the pandemic-induced selloff of March 
2020. Short- and intermediate-term municipal bond yields climbed to their 
highest since 2007, while 30-year yields reached the highest since 2013. 

Overall supply continued to shrink compared to the beginning of the year 
and 2021. Low supply is typically positive for returns, but selling pressure 
mounted through the end of the quarter and overwhelmed the positive 
technical environment. Mutual fund outflows totaled $3.5 billion during the 
last week of September alone, bringing the year-to-date total to $91.5 billion 
through the end of the quarter, the most since 1992. The third quarter selloff 
left most AA-rated bonds relatively more attractive. The winding down of 
record U.S. government economic stimulus, slowing economic growth and an 
aggressive Federal Reserve is fueling concern about slower revenue growth and 
deteriorating pension funding levels among states, which issue municipal bonds. 
We remain biased to higher rated credits and sectors, particularly state and local 
general obligation bonds, along with higher coupon bonds.

Low supply is typically positive for 
municipal bond returns, but selling 
pressure mounted through the end 
of the quarter and overwhelmed the 
positive technical environment.
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