@ FRANKLIN TEMPLETON

q#~2: INVESTMENTS
Beyond Bulls & Bears

FIXED INCOME

European QE: Has It Been Worth the Effort?

October 20, 2015

- . -
. L)

S5 i
Despite unprecede;\ted accommodative monetary policy, including near-record-low
interest rates and a massive asset-buying program, the eurozone’s economy is
languishing. Exports are slowing and inflation is hovering below 0%.! Some observers are
now questioning the European Central Bank’s (ECB’s) strategy and asking whether its
guantitative easing policy can be effective. David Zahn, head of European Fixed Income,

Franklin Templeton Fixed Income Group, backs the ECB’s approach so far, but thinks a

further shot in the arm is needed—and quickly.
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Just over six months into the European Central Bank’s (ECB’s) quantitative easing (QE)
program and nine months after it was officially announced, it is tempting to look at the

results and ask whether it has been worth the effort.

Although inflation continues to hover below the 0% mark—significantly below the ECB’s
2% target—and the euro exchange rate is largely unchanged versus the US dollar from six
months ago,? we think the program has been important in getting the eurozone back on
track. However, we recognize that further action will likely be required and expect the ECB
to announce further accommodative measures, possibly as early as this month’s

Governing Council meeting on October 22.

In recent months, Europe has largely been spared much of the volatility afflicting global
markets, but it is likely to feel the knock-on effect of sluggish global growth forecasts this

year.

As a result, the eurozone export machine for this year and next year likely won’t be as
robust as the depreciation of the exchange rate might have led observers to expect. The
evidence of that is starting to show through in data such as German export figures for

August, which were down 5.2% month-on-month.3

We don’t think exports from the eurozone are going to collapse, but we do recognize a
slowdown is likely. As a result, we expect the ECB to take further action. However, we think
the central bank has done as much as it can on interest rate levels and hold the view that
cutting rates further in Europe would not help spur growth and inflation. Rather, we believe
the ECB should be looking to adapt its QE program to inject liquidity. Specifically, we think
the ECB should be looking to extend QE past its current September 2016 deadline.

We consider the other option—increasing the size of purchases per month—would be more
problematic both politically and practically. For example, assuming the ECB intends to
maintain its policy of buying assets on a pro-rata basis for all countries, it could quickly run
out of German government bonds, also known as Bunds, to buy should it increase the

monthly purchases.
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The recent local election results in Spain, in which the pro-independence movement in
Catalonia won a significant if not overwhelming victory, is likely to lead to some

uncertainty in Spain in the lead-up to the general election on December 20.

After that election, we expect to see detailed negotiations between the Catalonian
government and Spain’s new central government about some kind of agreement to ensure
the country remains intact. This may lead to some volatility in Spain. We still think Spain
presents a good credit story, but we also think a potential Catalonian secession is a risk
factor that we want to keep on our horizon. Furthermore, while we think Spain has done a
good job of reining in its deficit, we fear any loosening of the fiscal purse strings post-

election could cause some problems.
Brexit

In the United Kingdom, preparations for the referendum on the country’s membership of
the European Union—due to take place in 2016—have stepped up a gear in recent weeks.
Campaign groups on both sides have begun unveiling their leadership teams and outlining

their arguments.

The outcome, in our view, depends on whether UK Prime Minister David Cameron can
extract some concessions from the European Union that he can take to voters to persuade
them to remain part of the union. As the debate heats up, we think discussions over a
possible “Brexit”—a UK exit from the European Union—are likely to create a fair amount of

volatility. We figure that will intensify as the vote gets closer.
In our view, that volatility in the United Kingdom may present investment opportunities.
[/frk_blue_box]

Looking at the headline metrics since the current QE program came into effect may
prompt investors to ask whether it has been as effective as the proponents hoped. We
have not, for example, seen as much impact on the strength of the euro as many

observers were expecting, nor have exports grown as substantially as many anticipated.



However, we think the outcome so far is partially down to the large current account
surplus that Europe runs. That surplus may mean the euro remaining relatively range-
bound in the foreseeable future. It's difficult for us to see the euro declining substantially.

So, prospects of an export boost to eurozone growth look reduced.

In considering the efficacy of the ECB’s approach, we think it’s also important to look back
to the lead-up to the QE announcement and to remember the program had been flagged
well before the actual implementation. Between June 2014 and January 2015 when the
program was formally unveiled, we saw a 20% depreciation in the euro,* largely, we think,

in anticipation of QE coming into play.
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Source: European Commission. There is no assurance that any estimate or forecast will be realized.
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Euro Strength over the Last Decade

FRANKLIN TEMPLETON
INVESTMENTS

Trade-Weighted EUR, CPI Deflated
115

110

105 1\ ﬁf A~ \ [\/‘/\J \
\/\A/\/Es::;::; A \ Sovemlgndebt

100 FED

QE1 L\/\ M \Market
ets on
95 FED

QE2 \/" Fep

[ qE3 ~
ol
80 . . [
L1} '
takes ECB "
8 5 T T T T T T OF \ - T
L =
Jan-05 May-06 Sep-07 Jan-09 May-10 Sep-11 Jan-13 May-14 Sep-15

Source: European Central Bank.

Another area where QE has been effective, we think, is in encouraging bank lending,
particularly in periphery eurozone countries. Lending rates have come down and loan
demand has started to show signs of an uptick,” so we recognize that QE has lowered the
exchange rate from where it was before the program was introduced and has eased
lending conditions as well. Both of these factors have been positive for the eurozone

economy.
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Source: ECB Bank Lending Survey, 2Q15; NFCs are non-financial corporations.

Now, we feel the time is right for a further shot in the arm. In our view, it's not a question
of whether the ECB will extend QE, it’s a question of when: Will the announcement come in
October or December? Few ECB watchers are expecting an announcement this month, so
any change at this time could produce a bigger impact because it is relatively unexpected.

The general feeling, however, is that the ECB is more likely to act in December.

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.
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This information is intended for US residents only.

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.

CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.
What Are the Risks?

All investments involve risks, including the 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. Special
risks are associated with foreign investing, including currency rate fluctuations, economic

instability and political developments.

. Source: Eurostat, September 2015
. Source: Bloomberg
. Source: Statistisches Bundesamt, October 2015

. Source: European Central Bank
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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
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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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