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Rising sovereign yields point to a more restrictive financial environment

Sovereign bond yields have increased significantly
across major advanced economies in recent months,
marking a clear shift from the declining interest rate
environment that had taken hold following the post-
Covid pandemic tightening cycle. What was shaping
up as a gradual normalization towards lower inflation
and easing monetary policy, has instead given way to
a more challenging scenario, characterized by
renewed price pressures, a reassessment around the
path of policy rates, and rising fiscal borrowing
needs.

These forces are common to the major advanced
markets and help explain the scale and persistence of
the recent increase in sovereign yields. In this
context, higher yields reflect a broad repricing of
macroeconomic conditions. In this article, we discuss
how the key factors are shaping yield dynamics in the
US, the Euro Area, and Japan.
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In the United States, the rise in sovereign yields
reflects the combined effect of persistent inflation
pressures, a reassessment of monetary policy
expectations, and larger fiscal borrowing needs. The
recent surge in energy prices, as well as ongoing
tariff-related pressures, have contributed to keeping
inflation above the 2% target. Headline inflation has
recently increased to around 4.2% year-on-year,
while core inflation remains elevated at 2.9%,
pointing to underlying price pressures that are
proving difficult to fully contain. As a result, markets

now anticipate policy rates to remain higher for
longer, shifting out previous expectations for
monetary easing.

At the same time, fiscal dynamics have become an
increasingly important driver of US sovereign yields.
Public debt has risen to around 120% of GDP, while
the fiscal deficit remains elevated at approximately
6—7% of GDP, translating into an annual Treasury
net issuance exceeding USD 2 trillion and
significantly increasing the supply of long-duration
securities that the market must absorb. This comes at
a time when foreign official holdings of US
Treasuries are no longer expanding in line with rising
issuance. The combination of increasing supply and
more selective demand is reinforcing the upward
pressure on US sovereign yields.
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In the Euro Area, the rise in sovereign yields is
primarily driven by renewed inflation pressures and
a reassessment of monetary policy expectations. The
recent surge in oil and gas prices has led to a renewed
increase in inflation, with the headline measure rising
to 3.2% in May. This reversal has challenged the
European Central Bank’s progress in bringing
inflation sustainably back to its 2% target, prompting
markets to reassess the outlook and assign a higher
likelihood to rate hikes, reinforcing upward pressure
on sovereign yields.
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Fiscal dynamics are also beginning to play a more anticipate a continued increase in policy rates from
visible role in the Euro Area. The shift toward a more previously ultra-low levels, exerting upward
expansionary fiscal stance in key economies, pressure on government bond yields.

particularly Germany, is expected to increase
sovereign borrowing needs and bond issuance over
the coming years. At the same time, the reduction of
the European Central Bank’s balance sheet, as asset
purchase programmes are gradually unwound, is
reducing the degree of policy support for sovereign
bond markets. The combination of higher issuance
and reduced central bank demand is contributing to a
gradual increase in term premia, thereby reinforcing
the upward movement in sovereign yields.

At the same time, structural changes in demand for
government bonds are reinforcing this trend. The
reduction in the Bank of Japan’s bond purchases,
together with regulatory changes affecting domestic
institutional investors, has weakened traditional
sources of demand for long-duration Japanese
Government Bonds. The combination of reduced
demand and steady supply is contributing to a
significant increase in term premia, further
amplifying upward pressure on Japanese sovereign
In Japan, the rise in sovereign yields reflects a more yields.

fundamental shift in the macroeconomic
environment, following decades of ultra-low
inflation and  exceptionally = accommodative
monetary policy. Inflation has moved decisively
above historical norms, supported by higher
imported energy costs and sustained wage growth.
This has prompted the Bank of Japan to begin a
gradual normalization of monetary policy, including
the end of negative interest rates and the removal of
yield curve control. As a result, markets now

All in all, the rise in sovereign yields across major
advanced economies reflects a broad repricing of
macro-financial conditions, driven by more
persistent inflation, a higher-for-longer outlook for
monetary policy, and increasing sovereign
borrowing needs. Taken together, these dynamics
signal a transition to a more restrictive financial
environment, where higher interest rates are likely to
weigh more heavily on growth and challenge fiscal
sustainability.
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