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Europe: Into the Void 
Over the last 12 months, core European government bond yields tumbled from over 

2% to below 1%, while European peripheral yields declined by even more, continuing 

their re-convergence with core country yields. This brief paper provides some 

perspective on these watershed shifts in valuation, their probable causes, as well as 

what’s likely to come next. 

Core European Bond Yields Fell Due to the Flagging Economic Outlook, Below 

Target Inflation & Aggressive ECB Policy 

 

Source: 10-year German Bund Yields via Bloomberg as of September 2014 

As the preceding chart shows, core European bond yields have dropped into a new 

realm—why? In contrast to expectations for eurozone growth to gain momentum this 

year, it has instead faltered. Furthermore, inflation in the eurozone has decelerated 

and, at less than 1%, is uncomfortably below target. Perhaps worse yet, some of the 

peripheral countries have not only seen growth disappoint, but have literally slid into 

mild deflation. And as for the prospects for improving European growth, the odds 

look long as geopolitical risks emanating from the Ukraine situation may very well 

dampen confidence and economic activity in the months ahead. Thus, geopolitics
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complement the existing list of daunting headwinds that are led by fiscal consolidation and financial 

institution deleveraging. 

Mario Draghi, President of the ECB, clearly depicted the gravity of the situation and the need for 

action in his recent Jackson Hole speech, which accelerated the nearly year-long rally in European 

bonds. Although yields rose a bit in the wake of the ECB's subsequent asset purchase plan and rate 

cut announcements, ultimately, the slowing growth picture, combined with well below target 

inflation, is likely to keep core eurozone yields rangebound at very low levels—e.g., the 10-year bund 

closer to 1% than 2%—for the foreseeable future. 

G-3 Yields Regroup Part I: Core Europe Separates from the U.S. 

 
Source: Bloomberg as of September 2014 

After sharing the same zip code for many years, core European government bond and U.S. Treasury 

yields have now diverged by over 100 bps across the curve. What's driving this divergence and will it 

persist?   

With the rate of U.S. nominal growth looking set to continue at around 4% while Europe struggles to 

eke out 1% nominal growth, a wedge of roughly 3% has arisen between the two nominal growth 

rates. In the quarters ahead, the policies of the two central banks will head in diametrically opposed 

directions as the ECB moves towards a more aggressively accommodative policy, including asset 

purchases, term financing, and negative interest rates on excess reserves. In contrast, the Fed 

continues to wind down its asset purchases and clear the way to raise rates next year. Between the 

differential in nominal growth rates and the divergence in monetary policy, a gap between European 

and U.S. rates of at least 50-150 bps across much of the yield curve seems likely to persist for some 

time. 
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G-3 Yields Regroup Part II: The European Core Joins Japan 

 
Source: Bloomberg as of September 2014. 

While the situations in Europe and Japan have many differences, some subtle and some not, certain 

key common characteristics that are conducive to low yields are likely to be in place for a prolonged 

period. Perhaps the key difference is the current bounce in Japan's rate of nominal GDP. This is 

partly owed to the significant depreciation of the yen, resulting from a combination of aggressive 

quantitative easing and a stark deterioration in Japan's trade deficit in the wake of the Fukushima 

disaster. In addition to the recent consumption tax hike, these events have resulted in a largely 

temporary increase in the rate of inflation.  

Meanwhile, growth has accelerated on optimism over Abenomics, fiscal stimulus, and demand that 

was pulled forward before the consumption tax hike. Given the demographic headwinds and the 

fiscal tightening scheduled to take place over the next decade, however, most of these recent gains 

in growth and inflation are, unfortunately, probably temporary. And so in pricing JGBs, the market is 

largely looking through the current pop in nominal GDP and seeing an economic horizon similar to 

that in the eurozone, which begets ultra-low, long-term interest rates. Namely, an aggressively 

accommodative central bank policy that is characterized by a low central bank target rate and long-

term asset purchases, coupled with an economic backdrop that is characterized by low nominal 

growth as a result of headwinds coming from fiscal tightening, ageing demographics, and the need 

for structural reforms. 
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Similar Nominal GDP Pictures for Japan and the Eurozone (YoY) 

 
Source: Bloomberg as of September 2014 

European Peripheral Spreads Continue to Re-converge 

Without a doubt, the periphery’s drop-off in growth and, in some cases, slide into mild deflation in 

recent months and quarters has been a significant fundamental setback. It has confounded their 

efforts to trim their budget deficits and stem the slide in their credit metrics, while also increasing 

the domestic political hurdles to implementing painful structural reforms. In the face of fundamental 

credit deterioration, however, spreads have continued to tighten. Why? 

  

Source: Bloomberg as of September 2014 

Kicked off by the assurances of the ECB in 2012, fiscal commitments, and various support 

mechanisms, the recent tightening of peripheral yield spreads is perhaps best seen as a 

continuation of the trend in place since mid-2012. Initially inspired in July 2012 by the famous 
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Draghi quote: “believe me, it will be enough,” the combination of fiscal commitments made by 

European governments and the subsequently announced support mechanisms, such as the OMT 

program, have triggered a fairly steady tightening trend in peripheral spreads.1 Another factor that 

may have contributed to the trend on the margin is the eurozone's mid-2013 ratings agency reset, 

after which peripheral ratings have stabilized.2   

So in short, with a strong perception of ECB support and stability on the ratings front, faced with 

falling yields on core European bonds and low cash rates, investors have been increasingly drawn to 

peripheral debt. They appear to have turned a blind eye to the challenged fundamentals, instead 

focusing on the prospects for incremental yield and possibly even capital appreciation from further 

spread contraction. 

Does this Mean the Peripherals’ Credit Problems are Behind Us? 

While the market environment described above may keep peripheral spreads narrowing over the 

near to intermediate term, over the long term, fundamentals at some point will once again move to 

the fore. While lower interest rates may help reduce their financing costs and boost growth in the 

interim, low rates are not a substitute where structural reforms and long-term fiscal stabilization 

programs are needed. Although it varies country to country, ultimately, peripheral countries still have 

much work ahead to boost growth through structural reforms and to ensure their fiscal situations are 

on a sustainable path. 

 

Conclusion 

The past two years have been a watershed period for the eurozone government bond markets. Core 

European government bonds yields have left the realm of U.S. rates and instead have joined the 

ultra-low yield territory occupied by Japanese government bonds. Given the economic fundamental 

and monetary policy backdrop, this new configuration is likely to persist for quarters, if not years, to 

come.  

Meanwhile, with negative cash rates and rock bottom yields on core European governments and the 

current stabilization of peripheral credit ratings, investors have seemingly pushed aside concerns 

about peripheral credit risk, fueling a massive compression in yield spreads. While fundamentals will 

eventually reassert themselves, over the interim, the search for yield is likely to further compress 

peripheral spreads, particularly while ECB policy remains aggressively accommodative. 

 

                                                 
1 OMT refers to Outright Monetary Transactions.  

2 “Stricter Rules for Credit Rating Agencies to Enter into Force,” European Commission, June 18, 2013.  
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Notice 

These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions, asset 

classes, securities, issuers or financial instruments referenced herein. Certain information contained herein has been obtained from 

sources that the Firm believes to be reliable as of the date presented; however, the Firm cannot guarantee the accuracy of such 

information, assure its completeness, or warrant such information will not be changed. The information contained herein is current 

as of the date of issuance (or such earlier date as referenced herein). The underlying assumptions and our views are subject to 

change without notice. The Firm has no obligation to update any or all of such information; nor do we make any express or implied 

warranties or representations as to the completeness or accuracy or accept responsibility for errors.  

Distribution of this information to any person other than the person to whom it was originally delivered and to such person’s advisers 

is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without 

prior consent of Prudential Fixed Income (the “Firm”) is prohibited. These materials are not intended as an offer or solicitation 

with respect to the purchase or sale of any security or other financial instrument or any investment management services 

and should not be used as the basis for any investment decision. No investment strategy or risk management technique 

can guarantee returns or eliminate risk in any market environment. Past performance is not a guarantee or a reliable 

indicator of future results and an investment could lose value. No liability whatsoever is accepted for any loss (whether 

direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. 

The Firm and its affiliates may make investment decisions that are inconsistent with the recommendations or views 

expressed herein, including for proprietary accounts of the Firm or its affiliates. 

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not 

intended as recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No 

determination has been made regarding the suitability of any securities, financial instruments or strategies for particular clients or 

prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must make its own 

independent decisions.  

Any projections or forecasts presented herein are as of the date of this presentation and are subject to change without notice. Actual 

data will vary and may not be reflected here. Projections and forecasts are subject to high levels of uncertainty. Accordingly, any 

projections or forecasts should be viewed as merely representative of a broad range of possible outcomes.  Projections or forecasts 

are estimated, based on assumptions, and are subject to significant revision and may change materially as economic and market 

conditions change.  The Firm has no obligation to provide updates or changes to any projections or forecasts. 

Conflicts of Interest: The Firm and its affiliates may have investment advisory or other business relationships with the issuers of 

securities referenced herein. The Firm and its affiliates, officers, directors and employees may from time to time have long or short 

positions in and buy or sell securities or financial instruments referenced herein. The Firm’s affiliates may develop and publish 

research that is independent of, and different than, the recommendations contained herein. The Firm’s personnel other than the 

author(s), such as sales, marketing and trading personnel, may provide oral or written market commentary or ideas to the Firm’s 

clients or prospects or proprietary investment ideas that differ from the views expressed herein. Additional information regarding 

actual and potential conflicts of interest is available in Part 2A of the Firm’s Form ADV. 

The Firm operates primarily through Prudential Investment Management, Inc., a registered investment adviser and a Prudential 

Financial, Inc. (“Pramerica Financial”) company. In Europe and certain Asian countries, Prudential Investment Management and 

Prudential Fixed Income operate as Pramerica Investment Management and Pramerica Fixed Income, respectively. Pramerica 

Financial is not affiliated in any manner with Prudential plc, a company incorporated in the United Kingdom.  

In Germany, information is presented by Pramerica Real Estate International AG. In the United Kingdom, information is presented 

by Pramerica Investment Management Limited (“PIML”), an indirect subsidiary of Pramerica Investment Management. PIML is 

authorised and regulated by the Financial Conduct Authority of the United Kingdom (registration number 193418) and duly 

passported in various jurisdictions in the European Economic Area. In certain countries in Asia, information is presented by 

Pramerica Fixed Income (Asia) Limited, a Singapore investment manager that is registered with and licensed by the Monetary 

Authority of Singapore. In Japan, information is presented by Prudential Investment Management Japan Co. Ltd., a Japanese 

licensed investment adviser. Pramerica, the Pramerica logo, and the Rock symbol are service marks of Pramerica Financial, and its 

related entities, registered in many jurisdictions worldwide.  

© 2014 Prudential Financial, Inc. and its related entities. 
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