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Wake Up Europe!
David F. Hoffman, CFA   |   

In June of 1984 I was a young portfolio manager finding myself at odds with the wisdom of the day. Yields on
30-year Treasuries had rebounded from 10% to 14% as inflation had bounced from 2.5% and was running at just
over 4%. The leading sages of the day were very bearish on bonds, as they had been rewarded for that view for
the prior 20 years. At the time, I loaded up on 30-year bonds and 30-year zero-coupon bonds—those were
positions we can only dream about today. However, the point of this blog is not that there was great value 35
years ago. Instead, my point is that the U.S. was issuing bonds that were a ridiculous burden on Americans. Real
30-year bond yields 10% higher while the rate of inflation began a secular decline is something we have seldom
seen again—and a waste of taxpayer money in my opinion. The great inflation had been broken and did not need
to be crushed again. 
Now, we have Europe. Something is not working in Europe, but the authorities don’t seem to be able to figure it
out. European Central Bank (ECB) rates hit zero in 2012 as President Mario Draghi said he would do whatever it
took to counteract his predecessor Trichet’s disaster of a rate rise in 2011. Rates continued to drop reaching
minus 40 basis points (bps) in early 2016. This was all in the effort to get inflation to rise. As of today, money
supply is growing, but inflation is not. We believe that the ECB has done all it can and that what Europe needs is
demand. Central bankers seem to harken back to the world where they could turn on the credit spigot and
borrowers would line up. The last decade’s challenges have reminded borrowers that they must pay back the
principal, and the ECB’s fears about deflation make them fearful as well. 

So, what is Europe to do? Europeans should be happy to borrow at negative yields and use the proceeds to
invest in much-needed infrastructure that might increase the region’s growth rate. One might go so far as to
imagine Germany spending money on Italian infrastructure that could have positive feedback into German gross
domestic product (GDP) by a few basis points. While in 1984 I was incredulous to pay 10% real for my
government’s debt, it now seems equally foolish to not borrow money at negative cost to invest in projects that
may have a positive return. I don’t think finding such projects is a high hurdle. 

Let’s play a hypothetical mind game for a minute. Germany issues ten times its GDP in 10-year Bunds at the
current yield of -0.4%. Germany issues the bonds to the ECB for newly minted €1 billion notes, at the current
price of 104% of par. The 33,000 notes—100% of par value—are then put in the vault, so they don’t get “loose”
and cause the much-feared German hyperinflation. With the 4% bonus—in other words, 40% of GDP—the
government either spends like mad on infrastructure or pays down two-thirds of outstanding German debt. 

While this hypothetical scenario is highly unlikely, policymakers are already down Alice’s rabbit hole of free
debt, so why not try to fully enjoy the opportunity? More realistically, eurozone countries could issue
negative-yielding debt to spend on infrastructure, or anything that contributes to growth, at least until rates
move above zero. Bond yields were crazy high in the early 1980s and now they’re crazy low—therefore, Europe
should wake up and take advantage of this negative yield anomaly. 

Groupthink is bad, especially at investment management firms. Brandywine Global therefore takes special care
to ensure our corporate culture and investment processes support the articulation of diverse viewpoints. This
blog is no different. The opinions expressed by our bloggers may sometimes challenge active positioning within
one or more of our strategies. Each blogger represents one market view amongst many expressed at Brandywine
Global. Although individual opinions will differ, our investment process and macro outlook will remain driven by
a team approach. 
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Social Media Guidelines

Brandywine Global Investment Management, LLC ("Brandywine Global") is an investment adviser registered with the U.S.
Securities and Exchange Commission ("SEC"). Brandywine Global may use Social Media sites to convey relevant
information regarding portfolio manager insights, corporate information and other content.

Any content published or views expressed by Brandywine Global on any Social Media platform are for informational
purposes only and subject to change based on market and economic conditions as well as other factors. They are not
intended as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy. This information should not be considered a solicitation or an offer to provide any Brandywine Global service
in any jurisdiction where it would be unlawful to do so under the laws of that jurisdiction. Additionally, any views
expressed by Brandywine Global or its employees should not be construed as investment advice or a recommendation
for any specific security or sector.

Brandywine Global will monitor its Social Media pages and any third-party content or comments posted on its Social
Media pages. Brandywine Global reserves the right to delete any comment or post that it, in its sole discretion, deems
inappropriate or prevent from posting any person who posts inappropriate or offensive content. Any opinions expressed
by persons submitting comments don't necessarily represent the views of Brandywine Global. Brandywine Global is not
affiliated with any of the Social Media sites it uses and is, therefore, not responsible for the content, terms of use or
privacy or security policies of such sites. You are advised to review such terms and policies.


