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The	reduction	in	eurozone	interest	rates	announced	on	September	4	by	European	Central

Bank	(ECB)	President	Mario	Draghi	came	as	a	bit	of	a	surprise	to	some	market	players.		But

David	Zahn,	Head	of	European	Fixed	Income	and	portfolio	manager,	believes	that	this

move,	along	with	the	confirmation	of	the	commencement	of	the	bank’s	asset-backed

securities	purchase	program,	is	very	much	in	line	with	its	previous	action	and	suggests	a

central	bank	president	who	is	in	control	and	determined	to	get	the	eurozone’s	economy

back	on	track.

The	latest	measures	unveiled	by	European	Central	Bank	President	Mario	Draghi	follow	on

nicely	from	the	measures	announced	in	June.	In	fact,	it’s	not	really	a	new	package;	I	see	it

more	as	a	continuation	of	the	old	package	with	elements	that	very	much	dovetail	with	one

another.

Draghi	has	long	insisted	the	bank	would	continue	to	take	what	it	feels	is	appropriate	action

to	get	the	eurozone	economy	on	track,	and	he	reinforced	that	message	most	recently	in

August	at	the	Federal	Reserve	Bank	of	Kansas	City-sponsored	economic	conference	in

Jackson	Hole,	Wyoming.	He’d	already	taken	a	step	in	that	direction	back	in	June	when	he

announced	the	last	rate	cut	and	first	revealed	the	bank’s	asset-backed	securities

purchasing	program	and	Targeted	Longer-Term	Refinancing	Operations	(TLTROs),	but	now

he’s	reinforced	that	message	with	more	measures.	This	consistency	of	message	and	action

is	quite	a	powerful	statement	and	suggests	to	me	this	is	a	central	bank	president	that’s	in

control	and	knows	what	he	wants	to	do.	Whether	it	all	works	as	he	expects	is	a	different

question,	but	at	least	he	knows	what	he	wants	to	do.
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European	government	bonds	have	reacted	quite	favorably	to	the	latest	announcements,

specifically	in	the	peripheral	markets:	Italy	and	Spain	in	particular	have	done	quite	well.

I	thought	it	was	interesting	that	on	September	5	–	the	day	after	the	announcement	–	two-

year	government	bonds	in	Germany,	Denmark,	Belgium,	Netherlands,	Finland,	France,

Austria	and	Ireland	all	had	negative	yields.	This	is	likely	going	to	push	foreign	buyers

further	up	the	curve	looking	for	yield,	I	believe.

I	do	think,	however,	that	these	newly	announced	measures	indicate	that	inflation	(or

lack	thereof)	continues	to	give	the	ECB	cause	for	worry.	

The	ECB	forecast	for	eurozone	growth	was	lowered	to	0.9%	for	2014,	compared	with	a

previous	forecast	back	in	June	of	1%,	but	its	inflation	forecast	for	2016	is	still	sitting	at

1.4%.	That’s	still	quite	a	bit	below	its	target	and	is	based	on	its	own	numbers,	which	have

tended	to	be	optimistic	in	the	past.	The	five-year	forward	forecast	for	inflation	also	falls

shy	of	the	target	of	close	to,	but	just	below,	2%.

Cutting	the	interest	rate	by	10	basis	points	to	0.05%	and	dropping	the	deposit	rate	to

minus	0.2%,	in	my	view,	shows	the	ECB	has	done	everything	it	can	on	interest	rates.	But	it

also	suggests	to	me	that	we’re	likely	to	continue	to	have	easy	monetary	policy	for	some

time	to	come	in	the	eurozone,	and	building	on	what	the	ECB	has	already	done,	and	I’d	also

expect	it	to	do	more	in	the	future.

The	ECB	seems	to	remain	focused	on	getting	liquidity	into	European	banks	and

encouraging	them	to	do	something	with	that	money.	By	dropping	a	negative	deposit	rate

even	lower,	it	is	effectively	saying:	“You	can’t	give	that	money	back	to	us	because	we’ll

charge	you.”

The	Asset-Backed	Securities	(ABS)	purchase	program	that	Draghi	has	now	confirmed	will

start	in	October,	and	will	see	the	ECB	making	outright	purchases	of	certain	asset-backed

securities.	The	full	details	of	the	size	and	exactly	how	the	ABS	program	will	work	will	be

made	public	in	due	course.	Draghi	said	the	program	would	be	open	to	asset	owners



including	institutional	investors,	but	in	general,	in	Europe,	it	is	banks	that	hold	those

assets,	and	they	are	the	ones	that	will	get	the	liquidity.	The	TLTROs	are	also	intended	to

inject	more	liquidity	into	banks.

It’s	also	interesting	that	in	response	to	a	question	about	the	size	of	the	ABS	program,

Draghi	said	he	wanted	to	move	the	ECB	balance	sheet	back	to	its	2012	dimensions	–	about

€3.1trn	–	that’s	quite	a	bit	away	from	where	we	are	now	–	just	over	€2trn	at	the	beginning

of	September.

For	the	last	two	years,	the	balance	sheet	has	been	contracting,	while	the	economy	has	not

been	doing	well.	I	think	it’s	significant	that	Draghi	is	predicting	the	ECB	balance	sheet	will

now	start	to	expand	again.

Meanwhile,	for	the	first	time,	Draghi	has	acknowledged	that	Quantitative	Easing	(QE)	had

been	discussed	by	ECB	board	members.	I	believe	that	the	bank	is	likely	to	introduce	QE

somewhere	down	the	line,	but	this	acknowledgement	brings	it	more	to	the	forefront:

they’ve	discussed	it	and	have	now	openly	said	they’ve	discussed	it.	So	I	think	that	actually

brings	the	prospect	of	QE	further	forward.

At	the	same	time,	it	seems	to	me	the	weakening	of	the	euro	versus	other	European

currencies	and	also	against	the	US	dollar	that	we’ve	seen	in	response	to	these	latest

announcements	could	very	well	be	the	beginning	of	an	ongoing	trend.		I	believe	euro

weakness	is	likely	to	have	an	inflationary	effect	for	Europe,	which	is	part	of	the	reason	the

ECB	wanted	to	weaken	it,	but	it	should	also	help	exports	to	a	moderate	degree.	That,	in

turn	should	help	growth	potential.

With	these	latest	announcements,	Draghi	has	brought	more	of	his	tools	out	of	the	toolkit

but	not	all	of	them:	he	still	has	the	QE	option	should	he	need	it.

Lastly,	Draghi	also	seems	to	be	saying	that	the	onus	cannot	only	be	on	him	and	his	ECB

colleagues.	He	has	increased	the	level	of	his	rhetoric	on	the	fiscal	approach	across	the

eurozone,	implying	that	maybe	the	drivers	of	economic	improvement	shouldn’t	all	be

through	monetary	policy.	To	me,	Draghi	seems	to	be	hinting	that	there	needs	to	be	some



fiscal	loosening	and	perhaps	some	regulatory	change.	I	think	he’s	laying	the	groundwork

to	suggest	that	the	finance	ministers	of	individual	countries	need	to	work	with	him	to	get

the	eurozone	going	in	the	right	direction.

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
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All	investments	involve	risks,	including	possible	loss	of	principal.	Bond	prices	generally
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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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