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Growth in much of Europe is slow—some observers even say the economy is moving

sideways. Lately, the eurozone seems to have more in common with Japan, whose
economy has been idling for years, than it does with the UK or the United States. The
European Central Bank (ECB) has recently launched programs to inject capital into the
economy, and David Zahn, head of European fixed income and portfolio manager, says
they’re a good start. He urges a long-term approach driven by both the ECB and the
governments of individual countries, which all have to do their part to get the European

economic engine running on all cylinders.

We at the Franklin Templeton Fixed Income Group believe Europe in general will be in a
slow-growth, low-inflationary environment for a considerable time. With that backdrop, we

think a long-term, accommodative approach is needed to help spur the economy.



While the European Central Bank (ECB) has a role to play in the eurozone’s economic
recovery, we think the core economies should do a bit more to achieve necessary reform.
We don’t think the authorities are doing nearly enough in France, for example. Their deficit
is quite high, and, in the latest draft budget, the French government has effectively said it
can’t meet the deficit target and will try to meet it at a later date. The country needs

economic reform, in our view, and it doesn’t appear to be working hard enough on it.

Germany, we believe, is meeting its fiscal requirements very well. Still, when most other

countries in Europe are in fiscal austerity, maybe Germany can afford not to be so austere.

| think some of the eurozone’s core countries could take a lesson from the so-called
periphery economies. In many of the periphery countries, the authorities have enacted
necessary reforms. They have put plans into place that successfully reduced their budget
deficits. I'm not saying some of the periphery countries shouldn’t do more, but many

reforms have been passed, and we’re starting to see them implemented.

Still in Europe, but outside the eurozone, the UK economy is moving in a positive direction,
in my opinion. Growth is good, inflation appears to be under control, and the country’s
central bank is in a very different place than the eurozone’s. The central bank—the Bank of
England—is considering raising interest rates, and we believe it’s not a matter of if, but
when it will raise rates. | think that’s a good sign for the UK economy and, as a result, we
don’t believe UK Gilts offer a lot of value. For UK investors, there may be a case for looking
at opportunities elsewhere in Europe because the economies appear to be moving in

different directions.
Common Bonds

Looking globally, I believe the eurozone has more in common with Japan than with the
United States or the UK at this point, and | think that trend will likely continue. Inflation in
the eurozone is running at 0.4%, which is a far cry from the ECB’s 2% target. My team and
| expect inflation will likely rise a little next year, but it’s likely not going anywhere near
2%. | think that’s what ECB President Mario Draghi is primarily concerned about. He has
said the ECB is fully behind undertaking whatever measures are necessary to combat low

inflation.
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David Zahn on the ECB’s Ongoing Actions

Ko far, the prescriptive actions taken by the European Central Bank
{ECB) have been helpful, in my view, even if their execution was a bit
underwhelming. On the positive side, the ECB cut rates to levels that
moaost central banks have never gone to—into negative territory. And its
covered bond program is scheduled to start in mid-October, while its

asset-backed plan should begin by the end of the year.

The ECB alsa has embarked on a targeted lang-term refinancing
operations (TLTRO) program. The plan allows banks to borrow money
from the ECB for four years at an extremely low interest rate, 0.15%, to lend to borrowers. Maost
market watchers had predicted banks would borrow mare than €100 billion during September’s
issuance, but the total reached only €82.6 billion,* which was slightly, but not dramatically, less
than projected. 5till, the result was disappointing, especially since ECB President Mario Draghi
said he thought the TLTROs would have a sizable impact on the ECB’s balance sheet. 5o far that

doesn’t seem to be the case, based on what we saw in September.

[ think many banks may be waiting until after the ECB completes the banks” asset-quality
reviews this month before they consider using TLTROs. If you were a bank, would you want to
borrow a substantial amount of money right before you see the results of your stress test?
Mayhe the test will find that you need more capital; borrowing a lot of money is not going to

help you meet you capital requirements.

The ECB is planning to offer another tranche of TLTROs in December, and more next year. | look
forward to seeing the results of the upcoming releases—and everything else the ECB has up its
sleeve to help generate growth in the eurozone. As we’ve said before, it's going to be a long

ride.

1. Source: European Central Bank, 10/06/2014.

accommodative to combat deflation and low inflation in their respective countries. Much

has been made about the amount of liquidity the US Federal Reserve Bank (Fed) has

pumped into the US economy during its quantitative easing (QE) program. But, when you

take into account what Japan and Europe combined are currently contributing to their QE

programs, it probably more than matches what the United States was doing. So, on a

global scale, we have probably just as much or more liquidity being created now than

when the Fed was acting alone.

Divergent Paths

Meanwhile, the US economy has been performing relatively well. In the United States, the

Fed has indicated it is going to stop its QE program this month, and its next focus will be

on when to raise interest rates.



That’s a strong differential to make, and it has ramifications for the currencies. | think the
euro should probably weaken against the US dollar and, to a lesser extent, the British
pound—it has already weakened quite a bit against the pound—because the economies

are on different trajectories.

That might suggest to investors that European bonds may be a good place to look for

potential opportunities. In the fund, we have taken a long-duration posture in Europe.!

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

To get insights from Franklin Templeton delivered to your inbox, subscribe to the Beyond

Bulls & Bears blog.

For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

Franklin Global Government Bond Fund

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
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
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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, risk, 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. Duration is a measure of the sensitivity of the price (the value of principal) of a fixed

income investment to a change in interest rates. It is expressed as a number of years.
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Important Legal Information
FINRA's BrokerCheck
You can check the background of your investment professional on FINRA’s BrokerCheck.

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.
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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.

All investments involve risk, including possible loss of principal.

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. FTIl 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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