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“We should get used to periods of higher volatility” (Mario Draghi, June 2015)  
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• There are good and bad sides to the recent rise in European bond yields. The correction has been brutal and unexpected, it has created volatility and it is 

costly and painful. At the same time, this increase suggests that stories about deflation and secular stagnation no longer have a grip on market 

psychology. In Europe, the bond market correction is a sign that the economic recovery is becoming tangible, that inflation will pick up and that the 

reflation strategy is bearing fruit. In short, it is a huge incentive to take more risks. 

• Only a few weeks ago, many feared the moment when the ten-year risk-free rate would turn negative in Germany. It bottomed out at 0.049% on 17 April, but 

was recently close to 1%. At the beginning, technical factors relating to liquidity and market positions certainly lie behind this correction, but, since it has 

lasted for several weeks now, there must be much more to it than. Bond yields reflect many parameters: the economic growth outlook, inflation 

expectations, the future stance of monetary policy and various risk premia, such as on the solvency of sovereign states. Let’s examine them in this order: 

1. Growth – For several months now, the consensus has steadily been revising up its forecasts for Eurozone growth, the reverse of what is happening in the US 

or China. 2015 began on a solid footing and growth acceleration factors exist on the bank credit and capital expenditure fronts. This is an upward factor for 

bond yields. 

2. Inflation – Inflation in the Eurozone rebounded by almost one point between January and May 2015, rising from -0.6% to +0.3%, largely reflecting energy 

price fluctuations. Inflation rates remain dangerously low, in particular relative to the ECB’s target, but they seem to have bottomed out sooner than expected. 

The deflation theme, which had compressed bond yields, is receding in favour of the reflation theme, with the reverse effect. 

3. Monetary policy – If there is one message that the ECB has constantly hammered home since the launch of its QE programme last March, it is that this 

programme will be pursued to its scheduled end in September 2016 and that, if adjustments are necessary, it is prepared to go beyond this date. The US 

experienced a bond-market correction two years ago triggered by a misunderstanding between the Fed and the market, but there is nothing of the sort today 

in Europe. 

4. Solvency – Even if the Eurozone has reduced its fiscal deficit from 7% of GDP in 2010 to 2.4% last year, public finances still bear the traces of the financial 

crisis, with public debt exceeding 90% of GDP, around 30 points higher than in 2007. It would be bold to state that the solvency question has been settled 

once and for all, especially in some peripheral countries, but factors determining the trajectory of public debt (gap between growth and interest rates, or the 

primary fiscal balance) are improving. The rise in bond yields does not reflect an increase in credit risk. Moreover, unlike in 2012, contagion of Greek risk to 

peripheral yields appears to be nil or minimal. 

• All in all, the rise in European bond yields reflects the brighter growth outlook and a decrease in deflation risk, while the ECB has pledged to continue 

providing monetary support until the end of 2016. At 0%, the yield on the Bund could not be justified in fundamental valuation terms. At 1%, this anomaly 

has largely (but not fully) been corrected. There is still some headroom before a true tightening of financing conditions is to be feared. 

• The bond-market correction is also touching the US, where a hike in the Fed Funds rate is also on the horizon. Unless it reverses course and loses its 

credibility, the Fed has all the cards in its hand – i.e. all the macroeconomic data – to justify an exit from its zero interest-rate policy before the end of the 

summer. The economy is close to full employment, inflation is set to rebound sharply in Q4 2015 and wages are starting to pick up. The US monetary 

normalisation should be seen as the reflection of a more robust economy. Here too, it is important to see the bright side of things. 
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