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The	pace	of	the	eurozone’s	economic	recovery	has	been	so	slow	that	many	people	are	now

asking	whether	quantitative	easing	(QE)	is	inevitable	to	support	a	recovery	and	prevent

deflation.	But	David	Zahn,	portfolio	manager	for	Franklin	Global	Government	Bond	Fund,

thinks	recent	European	Central	Bank	(ECB)	interventions	in	the	European	financial	markets

already	amount	to	QE.	More	importantly,	he	thinks	the	extensive	set	of	measures	that	the

ECB	has	announced	not	only	may	support	Europe’s	economic	recovery,	but	bring	a	highly

favorable	backdrop	for	European	fixed	income	investments	generally.	Here’s	why.

Although	the	pace	of	economic	improvement	in	the	eurozone	is	slow,	there	is	at	least

some	growth.	We	are	optimistic	about	the	prospects	for	fixed	income	investing	in	the

region—perhaps	more	than	many	other	areas	of	the	world.1
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I	was	very	encouraged	by	the	package	of	measures	introduced	by	the	ECB	in	June.	Equally,

I’m	encouraged	by	what	the	central	bank	could	be	expected	to	do	to	encourage	banks	to

lend	where	it	is	most	needed.

There’s	been	a	lot	of	talk	about	whether	the	ECB	should	follow	in	the	footsteps	of	the

central	banks	of	economies	such	as	the	United	States	and	Japan	and	attempt	to	inject

liquidity	into	the	financial	system	by	printing	money	to	buy	bank	assets—a	process	known

as	quantitative	easing	(QE).	I	believe	in	time	the	ECB	will	most	likely	engage	in	that

particular	form	of	QE	probably	toward	the	end	of	this	year	or	at	the	beginning	of	next	year

because	it	seems	to	me	that	it	will	not	reach	its	target	for	inflation	otherwise.	In	June	the

ECB	lowered	its	forecast	for	inflation	in	the	eurozone	to	just	1.4%	in	2016,	well	below	the

official	inflation	target	of	just	under	2%.	But	to	achieve	even	that,	the	bank	is	using	what	I

think	are	optimistic	assumptions.

In	the	meantime,	I	think	the	way	the	ECB	has	begun	to	unwind	the	so-called

“sterilizations”	that	began	with	the	2010–2012	Securities	Markets	Programme	(SMP)

amounts	to	QE	in	everything	but	name.	I	also	think	that,	taken	together	with	other

liquidity-enhancing	policy	measures	it	adopted	in	June,	this	could	potentially	have	a

significant	impact	on	Europe’s	economy.

When	the	ECB	began	the	SMP	in	May	2010,	it	purchased	assets	including	the	government

bonds	of	Greece,	Ireland,	Portugal,	Spain	and	Italy.	It	then	borrowed	back	from	the	banks

the	money	it	used	to	purchase	them,	effectively	keeping	the	money	supply	stable.	Even

though	the	last	SMP	purchases	took	place	in	February	2012	and	the	program	was

terminated	in	September	2012,	the	sterilizations	continued	until	June’s	announcement.

However,	in	the	week	after	the	bank	confirmed	its	intention	to	halt	further	sterilization

purchases,	it	borrowed	only	about	€100	billion	rather	than	the	roughly	€160	billion 	that

would	have	been	required	to	cover	its	purchases,	thereby	increasing	the	amount	of	money

in	the	system	and	making	additional	liquidity	available	to	the	banks.	This	was	effectively

QE,	with	the	difference	being	that	rather	than	printing	money	to	buy	bonds,	the	ECB

bought	the	bonds	between	2010	and	2012	and	then	years	later	printed	the	money.
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The	important	policy	point	is	that	the	ECB	has	shown	that	it	can	do	QE	if	need	be	and	this

potentially	opens	the	door	to	the	central	bank	doing	it	again	in	a	more	direct	way.	I	think

this	was	why	bond	markets,	particularly	in	peripheral	Europe,	responded	so	positively.

Over	the	two	days	that	followed	the	ECB	announcements,	government	bond	yields	in	the

five-	to	10-year	in	both	Italy	and	Spain	declined	about	50	basis	points	each.

Other	measures	that	stand	to	have	a	real	impact	on	Europe’s	economy	include	the

Targeted	Longer-Term	Refinancing	Operations	(TLTRO).	These	are	designed	to	help	boost

bank	lending	to	Europe’s	non-financial	private	sector	over	the	next	two	years	by	making

about	€400	billion	of	loans	available	at	very	low	fixed	rates.

That’s	a	good	start,	I	believe,	in	terms	of	bringing	liquidity	to	bank	balance	sheets	because

these	measures	should	encourage	lending	in	those	parts	of	Europe	where	it	is	needed

most.	Equally	encouraging	was	the	ECB’s	indication	that	it	could	continue	to	conduct	these

kinds	of	auctions	on	a	regular	basis.	So	it	has	set	the	stage	to	do	TLTROs	in	the	future—

potentially	as	often	as	quarterly—thereby	continuing	to	support	bank	balance	sheets	and

thus,	banks’	ability	to	lend.

I’m	also	encouraged	by	the	ECB’s	acceleration	of	plans	to	make	outright	purchases	of

certain	asset-backed	securities	(ABS).	While	in	other	markets	such	as	the	United	States,

these	kinds	of	financial	securities	backed	by	receivables	from	pooled	assets	are	held	by	a

broad	range	of	investors,	ABS	in	Europe	are	relatively	insignificant	outside	of	the	banking

system.	So	for	the	ECB	to	purchase	ABS	outright	from	banks	is	another	way	to	increase

liquidity	on	their	balance	sheets	and	therefore	encourage	lending.

I	wouldn’t	want	to	understate	the	daunting	task	of	economic	reform	that	many	countries	in

Europe	continue	to	face,	and	there	will	be	bumps	along	the	way	as	countries	work	through

particular	issues	that	come	up.

Yet,	I	believe	there	is	value	to	be	found	in	European	bonds.	We	think,	for	example,	that

peripheral	eurozone	countries	such	as	Spain	and	Italy	continue	to	offer	value	in	the	five-	to

10-year	part	of	the	curve,	particularly	in	relation	to	Europe’s	core	markets	in	Germany	and
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France,	because	these	have	already	seen	yields	decline	quite	significantly. 	German	10-

year	Bunds	are	currently	yielding	1.18%, 	so	we	wonder	whether	buying	bonds	when

yields	are	approaching	1%	makes	sense	as	an	investment,	so	we	are	looking	to	other	high-

yielding	government	bonds	right	now.

But	overall,	when	you	look	at	all	of	the	factors	that	are	present	in	the	region—very	low

growth	with	low	to	no	inflation	and	a	central	bank	that	is	implementing	very

accommodative	monetary	policies—I	think	European	fixed	income	has	the	potential	to

perform	well.

David	Zahn’s	comments,	opinions	and	analyses	are	for	informational	purposes	only	and
should	not	be	considered	individual	investment	advice	or	recommendations	to	invest	in
any	security	or	to	adopt	any	investment	strategy.	Because	market	and	economic
conditions	are	subject	to	rapid	change,	comments,	opinions	and	analyses	are	rendered	as
of	the	date	of	the	posting	and	may	change	without	notice.	The	material	is	not	intended	as
a	complete	analysis	of	every	material	fact	regarding	any	country,	region,	market,	industry,
investment	or	strategy.

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.

CFA®	and	Chartered	Financial	Analyst®	are	trademarks	owned	by	CFA	Institute.

All	investments	involve	risks,	including	possible	loss	of	principal.	Changes	in	interest	rates

will	affect	the	value	of	the	fund’s	portfolio	and	its	share	price	and	yield.	Bond	prices

generally	move	in	the	opposite	direction	of	interest	rates.	Thus,	as	the	prices	of	bonds	in

the	fund	adjust	to	a	rise	in	interest	rates,	the	fund’s	share	price	may	decline.	Special	risks

are	associated	with	foreign	investing,	including	currency	rate	fluctuations,	economic

instability	and	political	developments.	Investments	in	developing	markets	involve

heightened	risks	related	to	the	same	factors,	in	addition	to	those	associated	with	their
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relatively	small	size	and	lesser	liquidity.	Changes	in	the	financial	strength	of	a	bond	issuer

or	in	a	bond’s	credit	rating	may	affect	its	value.	Derivatives,	including	currency

management	strategies,	involve	costs	and	can	create	economic	leverage	in	the	portfolio

which	may	result	in	significant	volatility	and	cause	the	fund	to	participate	in	losses	(as	well

as	enable	gains)	on	an	amount	that	exceeds	the	fund’s	initial	investment.	The	fund	may

not	achieve	the	anticipated	benefits,	and	may	realize	losses	when	a	counterparty	fails	to

perform	as	promised.	Currency	rates	may	fluctuate	significantly	over	short	periods	of	time,

and	can	reduce	returns.	The	fund	is	also	non-diversified,	which	involves	the	risk	of	greater

price	fluctuation	than	a	more	diversified	portfolio.	These	and	other	risk	considerations	are

discussed	in	the	fund’s	prospectus.

Investors	should	carefully	consider	a	fund’s	investment	goals,	risks,	charges	and	expenses
before	investing.	To	obtain	a	summary	prospectus	and/or	prospectus,	which	contains	this
and	other	information,	talk	to	your	financial	advisor,	call	us	at	(800)	DIAL	BEN/342-5236	or
visit	franklintempleton.com.	Please	carefully	read	a	prospectus	before	you	invest	or	send
money.

	

1.	As	of	6/30/14,	Franklin	Global	Government	Bond	Fund	geographic	breakdown:	EMU

32.95%;	North	America	20.77%;	Europe/Non-EMU	12.67%;	Asia	11.82%;	Latin

America/Caribbean	7.75%;	Australia/NZL	5.57%;	Africa	1.60%.	Holdings	subject	to	change.

2.	Source:	European	Central	Bank,	June	2014.

3.	Source:	Bloomberg	LP,	as	of	July	25,	2014.

4.	Source:	As	of	6/30/14,	Italian	government	bond	holdings	represent	15.23%	and	Spanish

government	bond	holdings	represent	4.49%	of	total	net	assets	of	Franklin	Government

Bond	Fund.	Holdings	subject	to	change.

5.	Source:	Bloomberg	LP,	as	of	July	25,	2014.
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diversification,	investing	in	global	bonds

Important	Legal	Information
	

You	can	check	the	background	of	your	investment	professional	on	FINRA’s	 .

Links	can	take	you	to	third	party	sites/media,	directly	or	through	new	browser	windows.	We
urge	you	to	review	the	privacy,	security,	terms	of	use,	and	other	policies	of	each	site	you	visit.
You	use	any	third-party	site,	software,	and	materials	at	your	own	risk.	Franklin	Templeton	does
not	control,	adopt,	endorse	or	accept	responsibility	for	content,	tools,	products,	or	services
(including	any	software,	links,	advertising,	opinions	or	comments)	available	on	or	through	third
party	sites	or	software.

Franklin	Templeton	welcomes	your	feedback	on	this	blog.	To	keep	the	conversation	respectful
and	focused,	please	follow	our	current	Commenting	Guidelines.	We	review	comments	and
reserve	the	right	to	block	any	comment	or	commenter,	including	those	that	we	may	deem
inappropriate	or	offensive.	We	may	block	any	comment	or	commenter	whose	posts	include
investment	testimonials,	advice,	or	recommendations,	or	advertisements	for	products	or
services,	or	other	promotional	content.

Questions	or	comments	about	your	Franklin	Templeton	account	or	customer-service	issues?
Please	contact	us	directly	but	never	include	account	or	personal	financial	information	in	your
comments.

The	comments,	opinions	and	analyses	are	the	personal	views	expressed	by	the	investment
manager	and	are	intended	to	be	for	informational	purposes	and	general	interest	only	and
should	not	be	construed	as	individual	investment	advice	or	a	recommendation	or	solicitation
to	buy,	sell	or	hold	any	security	or	to	adopt	any	investment	strategy.	It	does	not	constitute
legal	or	tax	advice.	The	information	provided	in	this	material	is	rendered	as	at	publication	date
and	may	change	without	notice	and	it	is	not	intended	as	a	complete	analysis	of	every	material
fact	regarding	any	country,	region,	market	or	investment.

Investors	should	carefully	consider	a	fund’s	investment	goals,	risks,	charges	and	expenses
before	investing.	To	obtain	a	summary	prospectus	and/or	prospectus,	which	contains	this	and
other	information,	talk	to	your	financial	advisor,	call	us	at	(800)	DIAL	BEN/342-5236	or	visit
franklintempleton.com.	Please	carefully	read	a	prospectus	before	you	invest	or	send	money.

Data	from	third	party	sources	may	have	been	used	in	the	preparation	of	this	material	and
Franklin	Templeton	Investments	(“FTI”)	has	not	independently	verified,	validated	or	audited
such	data.	FTI	accepts	no	liability	whatsoever	for	any	loss	arising	from	use	of	this	information
and	reliance	upon	the	comments,	opinions	and	analyses	in	the	material	is	at	the	sole
discretion	of	the	user.
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