FRANKLIN TEMPLETON

.#4/: INVESTMENTS
Beyond Bulls & Bears

Exporting the “Bacon Genie” and Other
Reasons to Be Bullish

July 2, 2015

__.._.Lf ‘

-Jh':

_* i —
# -

- e i
From “Bacon Genies” to "Snuggles " there s little doubting Americans have a thirst for

consumer goods, even those that don’t always appear to serve much practical purpose.
Brooks Ritchey, Senior Managing Director at K2 Advisors®, Franklin Templeton Solutions®,
explores how an evolving consumer culture is spreading throughout the globe, and how he
and his team are positioning their portfolios with these types of macro considerations in

mind.

Americans are the world heavyweight champions of consumption—to a fault. If one doubts
the validity of this assertion, may | suggest spending a few hours perusing the pages of
any in-flight shopping magazine? The variety of “unique” gems that have apparently found
a market in the land of Uncle Sam include the Snuggie for dogs, Bacon Genie, “Day of the

Week Clock” (yes, it exists), a “PetSweep animal-powered debris removal system” with



“one-size fits most paws” booties and, of course, the practical “ShoesUnder” bed box
(didn’t the shoes come in a box?), “designed to keep your shoes dust, moisture and bug

free.” At long last, a product for those pesky shoe bugs. Hooray!

Clearly, the United States has mastered the art of conspicuous consumption—but what
about the rest of the world? According to the United Nations, Asia (ex-Japan) represents
45% of the world’s population,! yet the region consumes less than half that of the United
States despite having 10 times the people! Said differently, there are still 3 billion potential
new consumers who have joined the global marketplace over the last several decades and
have yet to fully participate in it. Intuitively, the East’s lack of shopping stamina is a
function of many factors, including cultural, social, economic and demographic
characteristics. From an ideological/philosophical standpoint, the enlightened mind that
recognizes happiness and fulfillment are states of being to be achieved without material
excess is, of course, a good thing; | wish to be clear on that. | am not suggesting Asia
needs to “Keep Up with the Kardashians,” so to speak. That said, | do believe there are
aspects of Western consumerism that would benefit the emerging economies, were they to
embrace it, and would also benefit the global economy as well. The good news is there are

both structural and cultural shifts emerging that we believe will allow this to happen.

As the Disney song and theme park attraction of the same name suggests it is, indeed, a
small world, and getting smaller each day in terms of the landscape against which
investment decisions are made. Markets have never operated in a vacuum—save for the
theoretical playgrounds of academia—and exogenous factors have always played a part in
outcomes. More recently, however, it seems the influence and intensity of those global
factors—such as socioeconomic shifts in emerging market regions of the world—are more

pronounced. Even the most casual observer of Wall Street can bear witness to this reality.
A Global Rebalancing

Economic/structural and social tectonic plates are shifting, reflecting a paradigm change
that we believe is likely necessary if we desire sustainable growth in the future.
Structurally, significant trends in spending power across the major emerging (or rapid)
growth markets are visible. According to Ernst & Young, in less than a decade there will be

200 million emerging market households with annual incomes exceeding US$35,000.2 This
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represents a dramatic change. In China alone, the number of households earning this
amount is projected to triple to almost 80 million by 2022. In addition, Brazil and Russia
will each be home to 15 million such households, while Mexico, Turkey and India will each
have more than 10 million.3 Together, the middle classes of these rapidly growing markets

are projected to surpass that of the United States in less than 10 years, and by a

meaningful margin.

Given this possibility, it appears that at least from a

structural standpoint the East stands ready to take up a
portion of the West's shopping club mantle. It suggests
that Asian and other emerging markets will increasingly
look to their own populations to drive demand, with the

growing middle class buying a wider range of goods and services. Bacon Genie, anyone?
Cultural Changes

Second, and perhaps more importantly, cultural attitudes about consumption appear to be
shifting, perhaps for the better both in the East and West. That is to say popular behavior
in emerging/Asian economies is moving toward consuming more and conserving less,
while in the West attitudes seem to be moving in the opposite direction, toward a more
conservationist, “mindful” and minimalist state (though perhaps not quickly enough to

some observers).

In other words, there are signs that the world is moving toward more consumption

uniformity, and that the disparity between the West and Asia is narrowing.

Looking more closely at China in particular, there seems to be a willingness among the
population to adopt more Western-centric behavior in terms of purchasing habits.
Anecdotally, an article in Bloomberg Markets magazine 4 told the story of a Chinese
grandmother pacing the aisles of an IKEA store in Beijing, looking for a small bed with toys
for her grandson. The woman was not looking to purchase the bed, however, but rather
simply seeking a place for the 1-year-old child to take a nap. Curious? Not really, when,
according to the article, on any given Saturday afternoon every bed in the 43,000-square-
meter Beijing home furnishings store is occupied, with both children and adults fast asleep

under the covers. For many Chinese, visiting the IKEA store is not necessarily about buying
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as much as it is about the experience (like Westerners visiting Walt Disney World’s Epcot).
IKEA naturally welcomes the trend, as the more Chinese residents visit the store, the more
likely it is they will consider IKEA when the time comes to actually purchase a new sofa.
Given the projected growth in disposable income for the average Chinese citizen, that time
appears to be quickly approaching.

In addition, the current teenage population in China was
born after the Tiananmen Square incident (in 1989),
coming of age in a time of economic expansion and
prosperity. As such, they likely have very different
attitudes about spending than their parents. For example,
Chinese adolescents are surprisingly heavy users of

technology, particularly given current income levels. A

study by the Boston Consulting Group found that the
Chinese spent more time online than people in any other large developing country.® The
study also found that in rural China nearly half of all Internet users were under 20, while

80% were under 30.°

Furthermore, the Chinese government has also embraced the idea of stimulating internal
consumption, cultivating a more capitalist sentiment among its population with the intent
of ultimately building a more sustainable economy. Chinese leaders have called this
initiative the “balanced and harmonious society,” where citizens can afford more comforts
of modern life, better housing, clothing and technology. The Chinese government is very
aware of its country’s changing demographic landscape, and the eventual need to rely
more on internal consumption for future growth. Fewer new workers are expected to enter
the labor pool (one-third fewer 16- to 24-year-olds over the next 12 years) while more

senior citizens are projected to exit.”

In short, China’s position in the world as the assembler of choice based on the cheapest
and most reliable labor force is gradually changing. It seems inevitable to us that China
will be forced to make the transition from manufacturing economy to innovation economy,

from a net exporter to a net buyer.
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We believe this shift is a good thing, because for the rest of the world the Chinese
consumer is one of the best hopes for future prosperity. In the years ahead, if the United
States, Europe and Japan have no choice but to slow spending and tighten belts, China will

hopefully be in a position to take the lead on spending.

Indeed, millions of Americans could end up with jobs that exist, at least in part, to design,

make or sell goods and services to China.
The Rebalance and Global Investing

For many emerging countries, transitioning to a service economy from an industrialized
one will be difficult, certainly more challenging than that of moving from agrarian to
industrial. The farmer can be moved into the city only once. Beyond that, emerging
economies will need to manufacture goods that are not only cheaper than the competition,
but better as well. The idea is to cultivate a healthy domestic consumption market, so that

its own consumers can pick up the slack when exports inevitably slow.

Again, looking at China as a proxy, many Westerners
who visit the country are awed by its
accomplishments and explosive growth. Cities have
sprouted from nothing, rural highways are smoother

than many airport runways in the West, and bullet

trains can cover the distance between New York and Washington in one hour. The United
States is on course to have such trains, hmm, maybe never. Even for those who have not
physically visited China, one need only recall the television broadcasts depicting the
spectacle and wonder that was the Beijing Olympics to appreciate the extent of China’s

dramatic potential change.

Nonetheless, the question remains, can an economy growing as rapidly as China’s backfill
the framework of its economic infrastructure with the mortar necessary for it to self-
sustain? In other words, will wages rise fast enough, consumption expand and

entrepreneurial innovation flourish? We shall see.

The Bottom Line



The global economy is at a crossroad of sorts, facing a paradigm shift that is necessary for
sustainable growth in the future. In our view, modifications in policy and consumer
behavior will be requisite in both developed and emerging nations. In Asia in particular, a

pattern change in cultural thinking and behavior is evolving.

| believe nearly everyone would agree these trends are for the better—better for humanity
and populations in the less prosperous parts of the world, better for the strength and
sustainability of the global economy as a whole, and—as fate would have it—better for

creating opportunities in global investing as well. And last but not least, better for bacon?

Brooks Ritchey’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.

To get insights from Franklin Templeton Investments 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?

All investments involve risks, including the possible loss of principal. 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 risks associated with these markets’ smaller
size, lesser liquidity and the potential lack of established legal, political, business and

social frameworks to support securities 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
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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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© 2017. Franklin Templeton Investments. All rights reserved.
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Click to view our Privacy Policy
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