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Higher yields in Europe are sending
more than one message

Jenny Zeng
CIO Fixed Income

Bond yields are rising in Europe
driven by global spillover and
political uncertainty, but price moves
also reflect a resilient eurozone
economy, which could favour
long-term investors.

Eurozone government bond yields
have continued to grind higher, and
the move can no longer be explained
by energy prices alone.

The initial sell-off earlier this year was
straightforward. Higher energy prices
following the Iran conflict pushed
inflation expectations higher and led

markets to price a more restrictive

posture from the European Central
Bank (ECB). While energy markets
have since retraced a meaningful
portion of that shock, sovereign yields
have not. In fact, eurozone yields

are now above their spring highs,
suggesting other forces are at work.

We see three drivers behind the move.

1 Spillover from
global trends

Bond markets do not operate in
isolation, and the repricing of duration
globally has inevitably spilled into
Europe. Higher yields in the US, UK
and Japan have placed upward
pressure on eurozone borrowing costs
regardless of the region’s domestic
fundamentals. For Europe, this
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represents an imported tightening

of financial conditions, particularly
challenging for the more fragile parts
of the bloc.

2

The second is political. The fiscal

Political uncertainty

raises risk premia

debate in France remains unresolved,
and investors are increasingly
demanding compensation for the
risk that public finances continue

to deteriorate ahead of the 2027
election cycle. Political uncertainty is
also rising elsewhere across Europe.
While this is far from being a replay
of the eurozone sovereign crisis,
lingering political risks keep risk

premiums higher.

3

prospects

A resilient eurozone

offers good growth

The third driver, and arguably the
most important, is more constructive.
Beneath a generally negative news
flow, eurozone economic data

have quietly improved. Growth has
stabilised, surveys have recovered
from their post-Iran-war weakness,
and Germany is finally showing more
convincing signs of emerging from
several years of stagnation. Corporate
earnings are accelerating. The
backbone of this recovery is Europe’s
macroeconomic shift towards
domestic reflation and investment.
This is most visible in the earnings of
sectors that are at the heart of the
shift and that have room to catch up
after deflation suppressed earnings
in the decade after the European

sovereign debt crisis.

The recovery remains modest,

but it is increasingly difficult to
argue that Europe is sliding into
recession. Therefore, higher yields
are more a reflection of improving
growth prospects in a reflationary
environment than a sign of economic
or political stress. These rising yields
have also coincided with stronger
equity performance and positive
earnings revisions.

Rising yields may point
towards an attractive long-
term backdrop

Higher yields can reflect stronger
economic growth, higher inflation,
or investors demanding additional
compensation for the risk that
government debt becomes less
sustainable. This distinction matters
in determining how we construct
portfolios and identify alpha
opportunities.

Today'’s rising yields are not simply a
story of fiscal risk or imported market
pressures. They are also a reflection
of an economy that is more resilient
than many expected. That may keep
upward pressure on yields in the near
term, but it is also creating a more
attractive backdrop for long-term
fixed income investors. Higher yields
mean higher income, stronger carry
and greater scope to benefit from
curve roll-down. After years of
searching for yield, investors are once
again being paid to own bonds. The
question is not whether to own fixed
income but how to own fixed income
to take advantage of the higher-for-
longer yield environment.

Seeking opportunities with
an active, multi-strategy
approach

We continue to favour an active
approach, with tactical and country-
relative value opportunities in core
rates over large directional duration

positions.

Within European rates, our
positioning currently reflects two

key themes. First, having already
delivered an initial rate hike and with
markets now pricing more than 50
basis points of additional tightening,
the ECB stands out as aggressively
priced relative to other major

central banks. Second, Germany is
embarking on a path of substantially
increased debt issuance to finance its
large-scale fiscal package. Against
this backdrop, we see value in shorter-
dated euro government bonds versus
US Treasuries. At the same time, the
relative issuance dynamics lead us

to hold an underweight in ultra-long
German Bunds relative to UK Gilts
and bonds issued by the European
Union.

For strategic allocations, we favour
high-quality European investment
grade credit, offering attractive

all-in yields, where carry continues to
provide both a compelling source of
income and a cushion against market
volatility.

Beyond Europe, we continue to see
merit in a global multi-strategy fixed
income approach that seeks resilience
and alpha across sectors, regions

and risk premia. Diversification
remains a valuable shock absorber,
particularly during periods of elevated

uncertainty.
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Investing involves risk. The value of an investment and the income from it may fall as well as rise and investors might not get back the full
amount invested.

Past performance does not predict future returns. If the currency in which the past performance is displayed differs from the currency of the
country in which the investor resides, then the investor should be aware that due to the exchange rate fluctuations the performance shown may
be higher or lower if converted into the investor’s local currency.

This is for information only and not to be construed as a solicitation or an invitation to make an offer to buy or sell any securities. The views
and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of
publication. The data used is derived from various sources and assumed to be accurate and reliable at the time of publication, but it has not
been independently verified; its accuracy or completeness is not guaranteed and no liability is assumed for any direct or consequential losses
arising from its use, unless caused by gross negligence or willful misconduct. The duplication, publication, extraction or transmission of the
contents, irrespective of the form, is not permitted, except for the case of explicit permission by Allianz Global Investors.

This material has not been reviewed by any regulatory authorities.

This document is being distributed by the following Allianz Global Investors companies: In Australia, this material is presented by Allianz Global
Investors Asia Pacific Limited (“AllianzGl AP”) and is intended for the use of investment consultants and other institutional/professional investors
only, and is not directed to the public or individual retail investors. AllianzGl AP is not licensed to provide financial services to retail clients in
Australia. AllianzGl AP is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001

(Cth) pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGl AP is licensed
and regulated by Hong Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws; in the European Union,
by Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt fiir Finanzdienstleistungsaufsicht
(BaFin) and is authorized and regulated in South Africa by the Financial Sector Conduct Authority; in the UK, by Allianz Global Investors (UK)

Ltd. company number 11516839, authorised and regulated by the Financial Conduct Authority (FCA); in Switzerland, by Allianz Global Investors
(Schweiz) AG, authorised by the Swiss financial markets regulator (FINMA); in HK, by Allianz Global Investors Asia Pacific Ltd., licensed by the Hong
Kong Securities and Futures Commission; in Singapore, by Allianz Global Investors Singapore Ltd., regulated by the Monetary Authority of Singapore
[Company Registration No. 199907169Z]; in Japan, by Allianz Global Investors Japan Co., Ltd., registered in Japan as a Financial Instruments
Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424], Member of
Investment Management Association of Japan and Type Il Financial Instruments Firms Association; In mainland Chinag, it is for Qualified Domestic
Institutional Investors scheme pursuant to applicable rules and regulations and is for information purpose only; in Taiwan, by Allianz Global Investors
Taiwan Ltd., licensed by Financial Supervisory Commission in Taiwan; in Indonesia, by PT. Allianz Global Investors Asset Management Indonesia
licensed by Indonesia Financial Services Authority (OJK); and in the Abu Dhabi Global Market by Allianz Global Investors Middle East Limited, which
is authorised and regulated by the ADGM Financial Services Regulatory Authority.
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