FIXED INCOME

September 3, 2019

As European investors and market practitioners return from their summer vacations and prepare for the final
third of 2019, our Head of European Fixed Income David Zahn highlights the issues he thinks will drive markets in
the coming months. Here’s what he views as the most important issues for global investors following
developments in Europe.

Eurozone Monetary and Fiscal Policy
In our view, the main focus right now for European investors returning from their summer holidays will be the
European Central Bank’s (ECB) meeting on September 12.
The question is whether the ECB can deliver on market expectations, given how much European bonds have
moved in the last three months.
In the past, the ECB has had a reputation for over-delivering. However, our concern now is whether its
communication will be enough to support the market.
We expect a number of announcements:
An interest-rate cut
We don’t think it really matters the extent of that cut—it might be 10, 15 or even 20 basis points—as long as
it’s meaningful.1
Tiering
We expect the ECB also to introduce tiering—effectively lowering the charges that banks pay on some of
their excess cash—to help the banking system. The introduction of tiering would signal to the market that
rates will likely remain low for an extended period. If it were going to cut rates for the short term (with the
expectation of hiking them again in six months or a year) it likely wouldn’t go to the bother of introducing
tiering.
A restart of quantitative easing (QE)
We expect a restarted asset purchase program predominantly centered on government bonds, but probably
with more focus on corporate bonds than previously.
Raising or removing the asset purchase cap

We think the ECB will probably announce an intention to reconsider/adjust the percentage of each issuance it
can buy. Currently, the ECB is limited to purchasing no more than 33% of any issuance. We’d expect that
policy to be revised. Under its asset purchase program, the bank can purchase €30 billion a month but with a
33% cap it will very quickly exhaust the asset pool.

The Need for a Fiscal Response
Markets have high expectations of the ECB, and our concern is that if it fails to deliver as expected, yields could
move up significantly.
We believe there’s also an impetus for a fiscal response from the government to accompany central bank
monetary policy action in Europe, likely in the form of a major infrastructure project.
Given the strong performance of the Green Party in the European parliamentary elections, we think fiscal support
could take the form of a greening infrastructure project to make the European Union (EU) carbon neutral by
2050. Such a project could be a way of satisfying that electorate and showing politicians doing something.
We’d expect to see ECB involvement through its buying of bonds issued by a supranational body such as the
European Investment Bank (EIB). The resultant sustained extra spending could potentially act as a boost to
growth in Europe and possibly inflation.
So, while many commentators are assuming yields are only going to go down, we see one of the big risks for
Europe is a big project like that could potentially see yields rise.

A New Government for Italy
The political situation in Italy has been generating headlines through the summer.
In recent weeks, we’ve seen the collapse of the unorthodox coalition of Lega and Five-Star and the emergence of
a new government featuring Five -Star and the center-left Democratic Party (PD).
We’ve long argued that change in government in Italy might not be overly disruptive. In this instance, we believe
it could be positive for Italian government bonds (BTPs) as it brings one of the centralist parties into government.
We expect the new government to have a less aggressive spending agenda than its predecessor. PD has also
signaled an interest in parliamentary reform, notably reducing the number of members of parliament.
Of course, there’s no guarantee the new government will last the full term. Lega remains the most popular party
in Italy according to opinion polls, and its leader Matteo Salvini is likely to maintain a high profile. His rhetoric will
likely increase and could provoke some volatility that might present buying opportunities.
However, with the new government in place, we’d expect to see some progress toward reforms and some fiscal
constraint in Italy. Couple that with a likely reignited QE program in the eurozone, and we’d expect to see Italian
bond yields compress towards German bunds.

Expectations of a No-Deal Brexit Grow
Ever since Boris Johnson took over as UK prime minister, we’ve felt the chances of a no-deal Brexit have gone up
significantly.
Johnson has made it clear he intends to take the United Kingdom out of the EU on October 31 with or without a
deal. We don’t think the chances of Europe returning to the table with a better offer are zero—the EU has a
reputation for brinksmanship—but we see little room for maneuver.
Given where gilts and sterling are, we think markets are now starting to price in the real chance of no-deal.
While we expect a lot of noise and volatility between now and October 31, the real question then is how the UK
government and the EU will respond to no deal. We’ve yet to see the detail of that. In general, we expect the
story for the rest of 2019 to be continued volatility in markets.

Our analysis suggests markets are getting more stretched. We expect we’ll see increased volatility in the
markets, because the impact of a policy error or geopolitical shocks could be higher.

To get insights from Franklin Templeton Investments delivered to your inbox, subscribe to the Beyond Bulls &
Bears blog.
For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
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What Are the Risks?
All investments involve risks, including possible loss of principal. Bond prices generally move in the
opposite direction of interest rates. Thus, as prices of bonds in an investment portfolio adjust to a rise in interest
rates, the value of the portfolio may decline. Investments in foreign securities involve special risks including
currency fluctuations, economic instability and political developments.
_____________________
1. A basis point is a unit of measurement. One basis point is equal to 0.1%.
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