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a b s t r a c t

This paper examines the extent to which large swings of sovereign
yields in euro area countries during the debt crisis can be attrib-
uted to fundamentals, focusing on the inherent uncertainty in
bond yield models. We show that the outcomes are strongly
affected by modelling choices with regard to i) the confidence
bands for the model prediction, ii) the assumption whether the
model coefficients are similar across countries or not, iii) the
sample selection, iv) the inclusion of financial variables and v) the
choice of time-varying coefficients. These choices affect the
explanatory power of macro fundamentals and the extent of
mispricing.
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1. Introduction

Developments of bond yields are an issue for monetary policy as its effectiveness depends on the
transmission of money market rates into long-term bond yields (Cœur�e, 2012). Disorderly market
conditions can disturb this mechanism, if they go in tandem with excessive volatility in bond yields.
Strong swings in bond yields may be due to (fair) changes in required compensation for credit risk,
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market volatility and liquidity tensions. However, during periods of high market turmoil, bond yields
may also reflect risks associated with excessive risk aversion that is out of sync with economic fun-
damentals and market conditions.

Occasionally this may have been the case during episodes with extreme stress in European bond
markets (Fig. 1). At the peak of the debt crisis e in the summer of 2012 e government bond markets
were thought to be severely distorted due to investors' fears on the reversibility of the euro (ECB, 2012).
They took into account redenomination risk and this led to self-reinforcing upward spirals in bond
yields. The disorderly market conditions threatened the singleness of the ECB's monetary policy and
the transmission of the policy stance to the real economy. This increased the risk of funding shortages
for governments in the periphery of the euro area and for European banks that had large amounts of
government bonds on their balance sheets (Allen and Moessner, 2013). At the time, several peripheral
countries experienced sudden stops in external financing, which were reflected in the accumulation of
large imbalances in the TARGET2 settlement system (Merler and Pisani-Ferry, 2012).

In response to the disruptions in the monetary transmission mechanism, the ECB announced
Outright Monetary Transactions (OMTs) in secondary markets for sovereign bonds in the euro area.
Under appropriate conditions the OMTs are intended to be an effective backstop to avoid destructive
scenarios with potentially severe challenges for price stability. The ECB does not target a specific yield
level with OMTs, but considers a range of variables in planning any interventions (ECB, 2012). The level
of yield ceilings, but also risk spreads, market liquidity conditions and measures of volatility will be
considered. Such variables may indicate whether government bond markets are distorted and bonds
mispriced.

The announcement of OMTs has arguably contributed greatly to the decline of intra-EMU bond
spreads since the summer of 2012. Yet OMTs are not uncontroversial among policymakers, evenwithin
the ECB Governing Council. While some see OMTs as “probably the most successful monetary policy
measure undertaken in recent times” (Draghi, 2013b), others remind that money creation e which
could result from the use of OMTs e has been a policy advice from Mephistopheles in Goethe's Faust
(Weidmann, 2012).

One important reason for these differences is the lack of consensus among policymakers on the
exact nature of the fragilities in European bond markets (De Grauwe and Ji, 2013b). On one end of the

Fig. 1. Government bond yields.
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