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China may have dominated headlines in recent months as the e;‘forts o% its financial and
political leaders to stem the fear of a slowdown have caused ripples through the global
economy, but across the East China Sea in Japan another potentially equally important
story is playing out. It too has profound implications for global investors. Michael
Hasenstab, CIO of Templeton Global Macro, explores the dynamics currently taking place in
Japan—and whether its unprecedented policy approach to boosting growth and inflation is

working.

Our latest edition of Global Macro Shifts focuses on Japan, the world’s third-largest
economy. Japan has embarked on an unprecedented economic policy shift to finally break
out of nearly two decades of low growth and deflation. Whether or not the new strategy

succeeds will have substantial implications for the global economic outlook.


https://www.franklintempleton.com/global-macro

An understanding of why this policy shift was needed requires an understanding of how
Japan arrived at its current economic condition; the genesis, nature and magnitude of the

challenges that Japan faces today.

The first stages of Japan’s lost economic momentum began in the 1970s as the economy
moderated after a prolonged period of extremely strong growth that was sustained by the
quick and successful adaptation of imported technologies. Then, in the late 1980s, thanks
in part to easy monetary policy, Japan again enjoyed a spurt of strong growth: Real GDP

expanded by an average of 5.5% between 1987-1990.

The renewed rapid growth of the late 1980s fueled unrealistic expectations of sustained
strong economic expansion; together with easy monetary conditions, this helped set the
stage for a massive asset price bubble in stocks and real estate. The bubble then burst,
and stocks and land values collapsed. Japan entered a period that is now commonly

referred to as its lost decade(s).
The Arrival of Abenomics

About three years ago, at the end of 2012, Japan’s recently elected Prime Minister, Shinzo
Abe, launched a regime change in economic policy dubbed “Abenomics,” to address the
country’s decades of low growth and entrenched deflation. The policy was articulated in

three policy “arrows.”

The first arrow targets a far more extensive and aggressive monetary easing than previous
monetary expansions. With this new quantitative and qualitative easing (QQE) program,
the Bank of Japan (BOJ) has more than doubled the monetary base since the start of 2013,
it has significantly extended the residual maturity of the Japanese government bonds
(JGBs) in its portfolio, and it has undertaken important direct purchases of riskier assets.
This strategy has triggered important portfolio reallocations in Japanese financial
institutions and has sent an unambiguous signal of the BOJ’s determination to maintain a

powerful monetary stimulus until inflation rises to about 2% on a sustainable basis.
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e A renewed aggressive monetary easing: The BOJ switched its monetary policy target

from interest rates to the monetary base, aiming to double it by 2014; it also decided



to increase the residual maturity of its JGB purchases to 40 years, and to increase
direct purchases of riskier assets, doubling the pace of exchange-traded fund
purchases.

e Prudent fiscal policy: The government has aimed to strike the right balance between
supporting a growth recovery and helping to bring public debt onto a sustainable
path. The strategy emphasizes a credible medium-term path, reducing the burden on
short-term adjustment.

e Wide-ranging structural reforms: The government-planned reforms encompass labor

markets, energy policy, health care and agriculture, among others.
[/frk_blue_box]

The 2% inflation target has not yet been reached, partly because the sharp decline in
global commodity prices has provided a formidable headwind and partly because breaking
the inertia of entrenched expectations of near-zero inflation and changing wage-setting
behavior have proved harder than expected. QQE, however, has succeeded in establishing
core inflation solidly in positive territory, after remaining almost always below zero for over
15 years. QQE has also had a major impact on asset prices, causing the yen to depreciate
by nearly 40% against the US dollar (USD) and equity valuations to more than double since

QQE began in 2013.

The second arrow consists of a prudent fiscal policy that walks a fine line between
supporting higher growth and inflation targets and securing debt sustainability. After a
courageous consumption tax hike in April 2014 caused growth to stall, fiscal policy has
focused on providing a credible medium-term consolidation framework, while supporting

near-term growth with reductions in the corporate income tax over 2015-2016.

Japan’s gross public debt stands at a staggering 245% of gross domestic product (GDP)
and is unsustainable under current policies. So far, extremely favorable conditions have
ruled out any adverse impact on financial stability: Japan’s debt is backed by high
domestic savings, with less than 10% held by foreign investors; QQE provides additional
demand support and has helped keep interest rates near zero. These favorable conditions,

however, cannot be assumed to remain in place indefinitely.



While higher inflation is a necessary condition, Japan also needs to boost real GDP growth.
The third arrow therefore encompasses a broad range of structural reforms. While potential
GDP growth has declined over time, and now runs at a meager 0.5% rate, Japan’s
productivity growth has remained healthy, on a par with advanced economy peers such as
the United States and Germany. Structural reforms can give productivity growth a further
push, but they also need to raise the level of both capital and labor in order to have a
sufficient impact on the overall GDP growth rate. In particular, additional reforms will be
needed to offset the impact of Japan’s demographics—the rapid pace of aging is set to
shrink the labor force by several million workers by 2030. The government will need to
take additional steps to achieve a further rise in female participation, incentivize older
workers to remain in the labor force, increase selected immigration and boost labor market

flexibility.

Abenomics constitutes a true regime change and has already had a significant impact—but
the road to sustainably higher growth and inflation is still long. Prime Minister Abe
convincingly won a second term in the December 2014 snap elections, indicating that
support for the ongoing reform effort remains solid. The government, however, will need to
boost efforts across key structural reform areas, notably on the labor market. Meanwhile,
we expect the BOJ will have no alternative but to maintain an extremely easy monetary
stance, possibly boosting QQE further, resulting in a prolonged period of a weak(er) yen

and low interest rates.



Some Structural Reforms Have Advanced More than Others  _<&4Z.

Report Card for Structural Reform (Scan of 1 to 4)
Since the Start of Abenomics in December 2012 (as of July 2015)
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Source: Qualitative assessment of reforms by Templeton Global Macro, where 1 indicates the least progress and 4
indicates the most progress. Data sourced from International Monetary Fund, “Japan 2015 Article IV Consultation—

Staff Report.”
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For a more detailed analysis of Japan as well as other markets around the world, read
“Global Macro Shifts” a research-based briefing on global economies featuring the analysis
and views of Dr. Michael Hasenstab and senior members of Templeton Global Macro. Dr.
Hasenstab and his team manage Templeton’s global bond strategies, including
unconstrained fixed income, currency and global macro. This economic team, trained in
some of the leading universities in the world, integrates global macroeconomic analysis
with in-depth country research to help identify long-term imbalances that translate to

investment opportunities.
For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.

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

the Beyond Bulls & Bears blog.

Michael Hasenstab’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.

This information is 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 the prices of bonds in an
investment portfolio adjust to a rise in interest rates, the value of the portfolio may
decline. Foreign securities involve special risks, including currency fluctuations and
economic and political uncertainties. Investments in emerging markets involve heightened
risks related to the same factors, in addition to those associated with these markets’

smaller size and lesser liquidity.
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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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