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Just as the US Federal Reserve (Fed) announced the conclusion of its long-running
guantitative easing (QE) program, the Bank of Japan surprised markets by announcing the
expansion of its own easing regime. Mark Mobius, Executive Chairman, Templeton
Emerging Markets Group, and Michael Hasenstab, Chief Investment Officer, Global Bonds,
Franklin Templeton Fixed Income Group®, weigh in on the implications of these central
bank actions, as well as current European Central Bank (ECB) policy, and what they could
mean for investors on both the equity and fixed income side. First, some background on

guantitative easing from Dr. Mobius.

One of the most talked about subjects among global investors over the past couple of
years is actually somewhat of a misnomer and typical of the euphemisms common in
financial circles: the US Federal Reserve’s (Fed’s) “quantitative easing (QE)” program.
“Easing” really isn’t an accurate description—in actuality, it is about expanding rather than

easing. There was QE1, then QE2, and finally QE3, the last version of the Fed’s money-



creation program. QE1 started in late 2008 in response to the US sub-prime financial crisis,
in the form of a program to purchase government debt, mortgage-based securities and
other assets primarily from banks which were suffering from the decline of the value of
those assets. The original program was set at US$600 billion, but the expected economic
recovery and ending of tight credit did not materialize as expected. Hence, QE2 was
launched in 2010, and then two years later, QE3, as policy makers became more and more

desperate to create the required economic stimulus.

In total, more than US$4 trillion (close to the size of China’s foreign exchange reserves)
was spent, about six times the original plan. The result was a three-fold expansion of the
Fed’s balance sheet. In my view, what’s most important to note is that the United States
was not the only country to launch such a program during these years. In the United
Kingdom, a £75 billion (about US$120 billion) program was launched in 2009, and that
program was gradually expanded to £375 billion (about US$600 billion). The Bank of
England’s balance sheet expanded four-fold; the government was using new money to buy

back its own debt.

Subsequently, the European Central Bank (ECB) found itself with the same problem of
failing banks. So the same solution has been applied, and the ECB’s balance sheet also has

expanded as more and more assets are purchased from European banks.

Of course the Chinese, Japanese and other central banks have launched monetary
expansion programs of their own, allowing banks in many respects to be sheltered from
having to make tough decisions regarding their bad investments. Meanwhile, much of the
money has remained on the banks’ balance sheets, much to chagrin of the central bankers
who wanted the banks to initiate lending so the economies would revive. Some of the
money has also been diverted into the equity markets as well as property and other

tangible assets such as commodities.

The low interest rates we see globally in many markets now disadvantage regular bank
deposit savers and pensioners, while the equity holders have generally benefitted as the
surviving banks have grown bigger, and perhaps are now in the “too big to fail” territory.
The savers who have suffered with low interest rates could be hit with another problem of

high inflation down the road. Although inflation has generally remained low in the markets



where central banks have been engaging in easing measures, many—including me—
believe that once the banks gain the confidence to begin lending aggressively again,
inflation will likely rise. This, of course is a double-edged sword. Countries battling
deflationary forces, including Japan and the eurozone—would welcome inflation. But the
flip side is that inflation can quickly spiral out of control, and it can hit emerging market
economies particularly hard, as a higher proportion of their consumers’ budgets go to

basics like food and fuel.

For now, we believe the most recent easing efforts of Japan and the ECB should offset
concerns about the end of the Fed’s QE programs and that these efforts will continue to

provide liquidity to the markets. But, we’ll be watching for any unwelcome aftershocks.

Central bank policy has been a major driver of global asset prices over the past few years.
In October, the Fed concluded its QE program and that was pretty well telegraphed, so it
was not a surprise. Meanwhile, Europe clearly struggles internally with conflicting
dynamics and conflicting political agendas between Northern Europe and Southern Europe,
particularly some economic disparity between Germany and other parts of Europe. It
seems clear to us that the general trend is for the ECB to adopt a more easy policy,
although we haven't yet seen it play out to the same magnitude as the Bank of Japan

(BOJ)'s efforts.

The BOJ recently announced a massive expansion in its asset purchases from ¥50 trillion to
¥80 trillion a year. Basically, it equates to a similar magnitude of what the Fed was doing;
the BOJ has expanded the type of assets that it can purchase to include exchange traded
funds (ETFs) and real estate investment trusts (REITs) and expanded the tenor of what it is
buying in Japanese government bonds, moving out past seven-year maturities. The BO)

has also made the asset-purchasing unbounded in terms of the time frames.

| think the BOJ’s actions are indicative of not only how important QE is to both Japanese
Prime Minister Shinzo Abe’s “Abenomics” policy and his political legitimacy, but also as a
driver of Japan’s domestic economy. QE facilitates two major dynamics: First, it funds
massive government indebtedness. Basically, the Bank of Japan is now directly financing
the government, which is important in Japan because the government is running massive

fiscal deficits on top of a huge debt stock. At the same time, the pool of assets



domestically from the private sector is shrinking because the current account has moved
basically from massive surpluses to flat-like deficits at times, while at the same time the
population has been aging. So we believe another source of financing is needed. This is
critical, in our view, and Japan’s policy motivation is very different from the motivation of
QE in the United States or the motivation of QE in Europe, which are not really about

explicit debt financing. Japan’s debt dynamics are more of an explicit debt financing.

The other component of QE that we believe is critical in Japan’s case is that it facilitates
pension fund reform. Pension fund reform is important because changes in the Japanese
Government Investment Pension Fund’s asset allocation mix toward more domestic
equities, global equities and global bonds should allow the return on the global pension
fund to increase, which is important to help offset the higher inflation that retirees are
likely going to face. In the past, retirees enjoyed deflation because their cost of living kept
going down, but QE and Abenomics are engineered to create reflation. That is politically
very unpopular for an older population. In order to compensate in some measure for the
negative effects of inflation, a boost to investors’ asset prices would help mitigate those
effects. It also provides short-term political legitimacy to Abenomics. Abe faces the same
problem that most politicians face, which is that long-term goals and the right reforms
usually create short-term pain. Without some short-term incentive, it’s really almost

impossible for any country to bridge that gap.

Providing a boost to Japanese asset prices through QE and through pension reform could
give a boost of confidence to the domestic economy and give support to Abe. We believe
that can provide him a window of opportunity to potentially push through the harder

structural reforms that are generally more unpopular.

The implication of QE for domestic asset prices is quite clear to us. Pumping money into
the economy and changing the asset allocation mix of a trillion-dollar pension scheme has
had an impact on Japan’s domestic asset prices. Globally, it’s also very supportive, in our
view, because money is fungible. Money that is printed in Japan doesn’t just stay in Japan;
it flows into other markets. So we think Japan’s QE program is very positive for global risk

assets but will be unambiguously negative for the yen.

For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
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The comments, opinions and analyses presented herein 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.
This information intended for US residents only.
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. Stock
prices fluctuate, sometimes rapidly and dramatically, due to factors affecting individual
companies, particular industries or sectors, or general market conditions. Such

investments could experience significant price volatility in any given year.

Foreign securities involve special risks, including currency fluctuations and economic and
political uncertainties. Investments in emerging markets, of which frontier markets are a
subset, involve heightened risks related to the same factors, in addition to those
associated with these markets’ smaller size, lesser liquidity and lack of established legal,
political, business and social frameworks to support securities markets. Because these
frameworks are typically even less developed in frontier markets, as well as various factors
including the increased potential for extreme price volatility, illiquidity, trade barriers and
exchange controls, the risks associated with emerging markets are magnified in frontier

markets.
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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.

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. 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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