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BACKGROUND 

European long-term sovereign yields experienced a notable increase in 
the second half of 2016 and at the beginning of 2017 before stabilising 
or even falling again in some countries. Different factors are at play, 
including: i) country-specific risks (political uncertainty); ii) improved 
expectations for growth and inflation in the euro area; iii) spill-overs from 
normalisation of US monetary policy and/or a potential fiscal policy shift; iv) 
rising uncertainty about markets’ expectations.  

To some extent, recent developments can be considered as a return to 
normality after the record low level reached in 2015-2016. But one cannot 
exclude the risk that the resumption of bond sell-off from investors could 
generate a rise in long-term interest rates to levels not in line with 
fundamentals (overshooting), thereby endangering the smooth functioning 
of monetary policy and adding pressure to public finances. As Keynes once 
said, “the market can stay irrational longer than you can stay solvent.” In such 
a scenario, monetary policy must react. 
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Against this background, the (four) papers below prepared by the Policy Department A upon request of the 
ECON Committee for the May 2017 session of the Monetary Dialogue  review recent developments in 
European long-term bond rates, assess the risks of possible interest rates overshooting in the short-
term and raise issues regarding monetary policy and the potential response by the European Central 
Bank (ECB).  
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IN-DEPTH ANALYSES 
In-Depth Analysis on 'Is the recent increase in long-term interest rates a threat to the euro-area recovery?' 
by Grégory CLAEYS and Konstantinos EFSTATHIOU (Bruegel) 
After reaching historically low levels, EU long-term sovereign yields experienced a notable rise in the 
second half of 2016 and at the beginning of 2017, before stabilizing in the recent months. This increase 
resulted from a reassessment of the economic situation by the markets: higher expectations for growth, 
inflation and short-term policy rates in the euro area, and external factors, in particular increasing US 
yields. In addition, country-specific risks in France and Italy led to an increase in spreads relative to 
Germany. The magnitude of the rise is still rather modest and is mainly driven by good news. It does not 
represent a strong tightening of financial conditions, nor does it endanger public finances. The ECB 
should monitor the situation carefully but it should not be a major concern for the moment. If in the 
future yields drift away from levels compatible with economic fundamentals, or threaten the European 
recovery and the return of inflation towards 2%, the ECB’s expanded toolbox could be used to influence 
the yield curve.  

 

In-Depth Analysis on ‘Rising long-term interest rates: Is the European bond market overshooting?’ by 
Andrew HUGHES HALLETT (Department of Economics, Copenhagen Business School) 
Rather than chronicle recent developments in European long-term interest rates as such, this paper 
assesses the impact of increases in those interest rates on economic performance and inflation. It evaluates 
the economic pressures for further rises in those rates, the first question posed in this assignment, and the 
scope for overshooting (the second question), and then makes some illustrative predictions of future 
interest rates in the euro area. The authors find a wide range of effects: rising interest rates, mostly small 
and mostly negative, focused on investment spending, debt service costs and shrinking fiscal space. There 
are also countervailing positive effects, which render the net negative effects on spending and the real 
costs of borrowing relatively small. The illustrative projections, based on techniques derived from an 
analysis of how financial markets work, support that conclusion. Forecasts of long rates for the near future, 
and of short rates further out, both show a weak tendency to rise further. But they both remain small by 
historical standards.  
The recommendation for the ECB is therefore not to react by undertaking any major policy changes until 
the emerging European recovery is on a firmer basis and capable of overcoming increases in the cost of 
borrowing and shrinking fiscal space. There is an implication that worries about rising/overshooting 
interest rates often reflect the fact that inflation risks are unequally distributed: larger in some places, but 
offset by their absence elsewhere. That is a matter for domestic policy, not ECB policy (concerned as it is 
with average European outcomes, not with outcomes in a particular economy). 

In-Depth Analysis on ‘Fundamentals versus market sentiments in the euro bond markets: Implications for 
QE' by Paul DE GRAUWE (London School of Economics), Yuemei JI (University College London and London 
School of Economics) and Corrado MACCHIARELLI (Brunel University London and London School of 
Economics) 
Despite the partial realignment of European long-term government bonds after the crisis in 2012, there 
has been some renewed divergence in yields in the last years. We analyse the sources of these divergences 
and find that the government bond markets in the euro area are highly sensitive to changing market 
sentiments, both in time and across countries. This paper analyses the implications of this finding for the 
quantitative easing (QE) programme. The analysis of the bond markets and macroeconomic developments 
of the euro area suggests that pulling the plug on QE too soon might undo some of the benefits of the QE 
in the countries of the periphery and may lead to increases in the refinancing costs of member states with 
little or no fiscal space. 

In-Depth Analysis on 'Are European bond markets overshooting?’ by Christophe BLOT (Sciences Po, 
OFCE), Jérôme CREEL (Sciences Po, OFCE & ESCP Europe), Paul HUBERT (Sciences Po, OFCE) and Fabien 
LABONDANCE (CRESE, Université de Besançon & Sciences Po, OFCE) 
The recent rise in euro area long-term interest rates could jeopardize the on-going recovery if interest rates 
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went beyond what the fundamentals require. This paper investigates possible overshooting after 
identifying the main determinants of long-term interest rates in the euro area and in some of its Member 
States since 1999. The analysis includes four categories of fundamentals (macroeconomic, financial, 
expectations, international). It finds that monetary variables, spill-overs from US financial markets, 
expectations and sovereign risks are the main determinants of long-term interest rates in the euro area. 
The empirical model has a very good fit and does not identify recent overshooting. The observed rise since 
August 2016 is attributed to two factors. The first one is the increase in US long-term interest rates after the 
reversal in the Fed’s monetary stance. The second factor stems from the political tensions in France, Italy or 
Spain which generated higher perceived political risk. While the former factor might continue to drive euro 
area interest rates up, the second one might have receded with the results of the French presidential 
elections and drive interest rates down. 

 

ADDITIONAL PUBLICATIONS ON MONETARY POLICY available on ECON 
website 

February 2017: 
1. Extending QE: Are there additional risks for financial stability? – Compilation of notes 
2. Side effects of non-standard monetary policy: How long is the short-run? – Compilation of notes 

November 2016:  
1. An assessment of the impact of Brexit on euro area stability - Compilation of notes 
2. How do low and negative interest rates affect banks’ activity and profitability in the euro area? - 

Compilation of notes 
3. Transmission channels of unconventional monetary policy in the euro area: Where do we stand? - 

Compilation of notes 

September 2016:  
1. Ultra-low/Negative yields on euro-area long-term bonds: reasons and implications for monetary 

policy - Compilation of notes 
2. Financial market fragmentation in the euro area: state of play - Compilation of notes 

June 2016: 
1. Why has ECB’s very accommodative monetary policy not yet triggered a rebound of investment? – 

Compilation of notes 
2. Effectiveness of the ECB programme of asset purchases: where do we stand? – Compilation of 

notes 

February 2016: 
1. Implications for the euro area of divergent monetary policy stances by the Fed and the ECB - 

Compilation of notes 
2. Limits in terms of eligible collateral and policy risks of an extension of the ECB’s quantitative easing 

programme - Compilation of notes 
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POLICY DEPARTMENTS 
The five policy departments are responsible for providing - 
both in-house and external - high-level independent 
expertise, analysis and policy advice at the request of 
committees and other parliamentary bodies. They are 
closely involved in the work of committees which they 
support in shaping legislation on and exercising 
democratic scrutiny over EU policies. Policy departments 
deliver policy analysis in a wide variety of formats, ranging 
from studies and in-depth analyses to briefings and the 
Fact Sheets on the EU. This written output serves a variety 
of purposes by feeding directly into the legislative work of 
a specific committee or serving as a briefing for 
delegations of members. 

CONTACTS 
Policy Department A:  Economic and Scientific Policy  
ECON - ENVI - EMPL - IMCO - ITRE - PANA  
poldep-economy-science@ep.europa.eu 
 

MONTHLY HIGHLIGHTS 
The Monthly highlights provide an overview, 
at a glance, of the on-going work of the 
policy departments, including a selection of 
the latest and forthcoming publications, and 
a list of future events. To receive this 
publication send an email to: 
Ep-policydepartments@ep.europa.eu 

SUPPORTING ANALYSES 
Access all Studies, In-depth analyses, 
Briefings and At a glance notes produced by 
the Policy Departments.  
 
 
All publications: 
www.europarl.europa.eu/supporting-
analyses 
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