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As with the United States, a rebound in economic 
activity and inflation put upward pressure on 
interest rates in Europe last year. The inflation 
surprises in 2021, however, were more noise than 
a materialization of the ECB’s policies. The central 
bank is still worried about financial conditions in 
more vulnerable eurozone countries and expansive 
accommodative measures put downward pressure 
on rates which softened the rise in sovereign yields 
and spreads. The ECB has been a key pillar for 
company funding by implementing their 1.85 
trillion euro pandemic emergency purchase 
program (PEPP). Purchases should end during Q1; 
however, a separate policy scheme will remain at a 
lower purchase rate which will continue to impact 
interest rates. Investors in eurozone bonds had a 
difficult year in 2021, but the 2.9% loss in 
intermediate maturity securities would have been 
even deeper in the absence of these measures. 

Fixed Income: International

Quicktake: International bonds are facing many of the same headwinds we are seeing in the US. A 
rebound in economic activity and a tight labor market are pushing inflation higher and many 
central banks are scrambling to adjust policies. Intentional markets are beginning to show some 
divergences in policy paths. The European Central Banks (ECB) is holding rates near 0%, 
effectively keeping many eurozone countries' yields in negative territory, and the Bank of Japan 
(BoJ) has maintained its purchases to peg interest rates at key levels. Meanwhile, the Bank of 
England (BoE) and Bank of Canada (BoC) have already started raising rates. Fiscal spending 
measures are on track to take over as policy support in many areas which should make it easier 
for the lagging central banks to also begin normalizing policies. Many emerging market (EM)
countries began aggressively raising rates through the end of 2021 and the trend is on pace to 
continue. Higher yields in EM debt may be attractive to boost income generation but exposure 
should be kept relatively low given the risk and return dynamics. Overall, with valuations near 
historical highs in many developed economies, and rate hike cycles well underway elsewhere, we 
do not recommend adding exposure to foreign debt. 
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PEPP = Pandemic Emergency Purchase Program; APP = Asset Purchase Program

ECB Asset Purchase Programs

The ECB is phasing out pandemic relief programs

As we head into 2022, many European countries have market yields sitting firmly near 0%, or in some 
cases still in negative territory. Given high valuations, extremely low yields, and the threat of rising 
inflation eating into total returns, we do not recommend adding foreign developed bonds to fixed 
income allocations this year. 
We believe the ECB will eventually follow in the footsteps of the Fed and be more accepting of tighter 
financial conditions in the bloc. The shift in perspective may be born out of necessity due to upside 
surprises in inflation and above trend economic growth. Headline inflation sits 3% above the central 
bank’s inflation target which marks the highest level since the eurozone was formed in 1999. Lagarde is 
still cautious about unwinding ultra-accommodative support and has stated her belief that eurozone 
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inflation is temporary. Relatively speaking, the ECB is a lot less hawkish than its US equal, and we think 
interest rate hikes during the first half of the year are unlikely. Just as its global counterparts, the ECB 
is trying to engineer an impeccable balancing act as it begins to reduce policy support from the 
pandemic and lay the foundation for rate hikes without upsetting financial markets and creating 
volatile price moves. Based on a history of cautiousness we expect the ECB to err on the side of 
inaction rather than action. 
Demand for European bonds should remain stable due to the ECB continuing their purchasing 
programs and traditional asset class diversification coming back in vogue after 2020 highlighted the 
benefits of risk-management and lowering portfolio correlations. Yet, in a bond market with negative 
yields, and the risk the ECB does not decisively fight inflation, eurozone bonds should be avoided. 
Overall, we have low expectations for foreign bond returns in 2022 and will be monitoring how strong 
of a policy stance the ECB takes as the European recovery plays out.
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The Bank of England was one of the first major central banks to raise rates

Unlike the ECB, the Bank of England (BoE) has been aggressive in the face of elevated inflation and a 
strong labor market. In December, they were one of the first major central banks to start raising policy 
rates. The move came despite the country’s uneven post-pandemic economic recovery and new, 
post-Brexit, trading relationship with Europe. The BoE delivered a 0.15% hike in December and 
additional hikes planned for Q1 should quickly move the key rate back near the bank's 0.5% target. We 
expect yields to move higher in the UK as the BoE continues their tightening cycle. Again, like the 
eurozone, fixed income in the United Kingdom offers a low margin of safety due to low yields and 
hotter inflation. Exposure should only be taken against unforeseen shocks, and we remain underweight 
the asset class.
Japan is one of the few inflation outliers within developed markets. Inflation is still stubbornly below 
the bank’s target and is likely to remain there for most of the year, if not longer. The BoJ forecasts the 
inflation rate to climb to just 1% by the end of 2023. Based on weak inflation and a historically dovish 
tone we do not expect the BoJ to begin a rate hike cycle this year. After shifting strategies from 
directly lowering or raising interest rates to targeting yield curve control through purchasing specific 
bonds, the BoJ has been more hesitant to lower rates. We expect this trend to continue this year as 
the country focuses on supporting fiscal reform. The long-end of the yield curve has been steadily 
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steepening, and yield-curve control on the short-end will keep rates rangebound. Policy makers will 
continue working behind the scenes buying bonds to help fund fiscal stimulus measures and manage 
interest rates. The BoJ has now cut back its gross purchases of bonds to around 69 trillion yen per 
year, and its net purchases are set to drop to less than 10 trillion yen per year in 2022 owing to an 
increase in redemptions of BoJ-owned issues. On the margin, this action could make yields more 
sensitive to exogenous factors, but the central bank’s powerful policy of anchoring rates at zero will 
likely offset any tightening because of a reduction of purchases. As with bonds in other developed 
market economies, we do not find the risk and reward outlook attractive enough to warrant an 
allocation. 
Emerging Market central banks were forced to hike rates sharply last year in the face of surging 
inflation. Inflation has risen globally, but emerging economies have felt the rise more intensely because 
of a higher sensitivity to energy and food prices.  
The asset class deteriorated quickly as the drawdown from both currency depreciation and duration 
more than offset higher coupon payments. The losses also came despite record inflows. 
However, nearly all the inflow came from China, 
which contributed to a 7.8% return in Chinese 
local debt. We expect further central bank hikes 
next year, though potentially at a slower pace 
than 2021 given the front-loading that occurred 
last year. Additionally, given the path of a tighter 
monetary policy from the Fed, a stronger US 
dollar will weigh on emerging markets bonds. 
The extra yield generated by EM bonds can add 
value for a yield-oriented investor comfortable 
with adding risk to their fixed income allocation. 
However, because of the equity-like nature of 
EM debt, we recommend keeping a relative 
allocation small and pairing any exposure with 
lower risk short-term instruments and cash to 
offset volatility.

FOREIGN DEBT IS UNATTRACTIVE 
GIVEN VALUATIONS AND THE UPWARD 
TRAJECTORY OF GLOBAL YIELD CURVES
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Emerging Market Central Bank Rate Hikes

EM central banks have been aggressively raising rates
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