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With growth turning positive and key leading indicators 
pointing to expansion, it looks like the Eurozone is finally 
managing some sort of recovery. As the hopes for growth in 
the economy rise, so too do hopes grow amongst investors 
that investment returns will rise. The received wisdom tells 
investors that a typical upswing in growth should be good for 
risky assets and bad for sovereign bonds, and that it should 
be better for equity than credit.

This is unlikely to be a ‘typical’ upswing, so that bit of 
wisdom could end up being ill-received. But if this recovery 
in the Eurozone does turn out to be slow, perhaps we can 
learn something by looking at how assets performed in the 
past depending upon the growth rate at the time (chart 1). 
If the Eurozone is indeed facing a very slow recovery, it is 
the middle two bars of each chart that are of most interest.

As ‘risk-free’ assets, sovereign bonds tend to perform worse 
the higher the rate of growth. Sovereign bonds are typically 
expected to underperform during a recovery because that 
is typically when central banks start to raise interest rates. 
As interest rates rise, prices on bonds fall so investors in 
sovereign bonds should feel the pinch. But even then it is 
too simplistic to assume that just because interest rates are 
rising, all bonds face losses. If everyone knows that there is 
a recovery coming, and that during recoveries interest rates 
rise, then unsurprisingly some path of rate rises gets priced 
into the market. Investors get hurt when rates rise faster than 
what was priced into the market when they bought their 
bonds. They only get really hurt when rates rise but they 
were expecting cuts (as happened in the infamous US ‘bond 
massacre’ in 1994).

This time round central banks are providing an unprecedented 
amount of clarity on when rates will rise. This is the whole 
point of forward guidance in monetary policy: it stops yields 
from rising too quickly because that could harm the economy. 
So sovereign bond investors may be largely protected from 
sudden rate rises (as long as central banks are credible), 
but this means that the return they receive is the yield. 
Unfortunately, that yield is currently low.
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Source: Eurostat, BofA/ML, Bloomberg, UBS Global Asset Management
Notes: Data covers Eurozone from Q1 1999 to Q4 2012. Returns and growth 
rates are expressed over two quarters annualised. 

Chart 1: Chopped and changed

Annualised two quarter return from Eurozone assets depending on 
GDP growth at the time (showing interquartile range and highest 
and lowest values)
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The Eurozone is finally managing some sort of recovery. 
Received wisdom tells investors that a typical upswing 
in growth should be good for risky assets and bad for 
sovereign bonds, and that it should be better for equity 
than credit. However, this is unlikely to be a ‘typical’ 
upswing for the Eurozone. The growth rate of GDP is a 
big factor in how different asset classes perform. There 
are also many other factors, such as the starting point of 
what is already priced in to markets. Given the uniqueness 
of the recent crises, now more than ever it is worth 
remembering the famous disclaimer: past returns are not 
always a guide to future returns.



Equities are usually considered the archetypal pro-growth 
asset, and indeed returns do tend to rise in line with growth. 
Strong economies should translate into strong sales which 
should translate into strong profits. But this recovery in 
Europe is unlikely to be anything approaching strong. A very 
slow recovery is far less favourable for equities: yes, firms can 
earn revenues and survive, but they will not engage in the 
kind of growth strategies or mergers and acquisitions (M&A) 
that can bring healthy capital gains to investors.

For exactly the same reasons, investment grade (IG) credit 
actually prefers a slower growth environment. Credit is 
equivalent to lending to a firm, and when you lend money 
to someone you usually want them to spend it wisely, 
not splash out on risky ventures. Risky investments, M&A 
and major expansion plans all carry risks for companies, 
so they are considered bond-holder unfriendly activities. 
The ideal situation for an IG credit investor is that firms 
earn solid revenues, avoid bankruptcy, and avoid excessive 
leverage: exactly what you would expect from a slow 
growth environment. Strong growth is also difficult for IG 
credit because it could mean that central banks start to 
raise interest rates more quickly. Since credit is priced at 
a spread over government debt, the resulting rising yields 
(falling prices) for sovereign bonds would have to be offset 
by a tightening of spreads that may be difficult to achieve. 
Additionally, if growth has already been strong for a while, 
spreads may already have narrowed, leaving little room for 
gains through further spread tightening.

Bonds in the Eurozone periphery (Greece, Ireland, Spain, 
Portugal, Italy, Cyprus) are behaving more like credit than 
sovereign debt. Greece established that there is a tangible 
default risk, so these assets trade at a spread over safer core 
sovereign bonds such as German bunds. We do not have a 
history for this unusual situation, but unlike IG credit, strong 
growth should help peripheral sovereigns because it improves 
the debt sustainability of these countries.

High yield (HY) credit is different from IG credit because 
investors are lending to riskier firms at higher yields in the 
hope that those firms do not go bust. Stronger growth is 
good for revenues and means that risky firms are more likely 
to survive (even if not all prosper), and that means that these 
firms can service their debt.

A sharp-eyed reader will have spotted that since the euro 
was introduced in 1999, Eurozone HY apparently tends to 
underperform IG, and even to underperform sovereign debt. 
The comparison is not all that fair: up to 2002, the Eurozone 
HY market was under EUR 20 billion in size and focused in a 
few sectors such as technology; it is now over EUR 200 billion 
and far more diversified. Notwithstanding that, if we break 

it down a bit more there is a big difference in performance 
depending on whether the economy is in recovery or 
expansion. Growth is positive in both of these phases of the 
cycle, but during a recovery the output gap (the difference 
between actual and potential output) is negative – the 
economy is attempting to close the gap that was created by 
the preceding recession. In an expansion, there is no gap to 
close. By splitting down our charts to compare the recoveries 
with the expansions, we get a very different result (chart 2).

During recoveries, Eurozone HY credit outperforms equities, 
IG credit and sovereign debt, but during expansions HY tends 
to underperform all of them. The outperformance of high 
yield is the best during slow recoveries (growth of 0 to 1½%). 
If growth were the only determinant of returns, then any 
investors expecting a very weak recovery in the Eurozone are 
likely to be considering high yield. But when doing so there 
are many other factors to consider, not least the starting 
point of how much is already being priced into the market. If 
markets are already pricing in an improvement, you may not 
be receiving a sufficient premium to justify the risk that you 
are taking. The liquidity of assets in the event that you need 
to sell must also be a consideration. Given the uniqueness of 
the recent financial and sovereign crises, now more than ever 
it is worth remembering the famous disclaimer: past returns 
are not always a guide to future returns.
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Source: Eurostat, BofA/ML, Bloomberg, Oxford Economics, UBS Global  
Asset Management
Notes: Data covers Eurozone from Q1 1999 to Q4 2012. Returns and growth rates 
are expressed over two quarters annualised. 

Chart 2: Slowly does it

Excess return of Eurozone high yield over other asset classes, 
depending on GDP growth rate and cyclical phase
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