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Introduction

Inflation is currently a more pressing concern than most other macroeconomic factors due
largely to labor shortages and supply-chain disruptions. Our economists are questioning
whether inflation could prove longer lasting than initially thought—with some taking a
contrarian view versus the prevailing market “transitory” sentiment.
In this edition of Macro Perspectives, we explore potential policy shifts in 2022, labor
dynamics, oil and gas shocks, and the implications of slower growth in China.
Stephen Dover, CFA
Chief Market Strategist
Franklin Templeton
Investment Institute

Below are a few highlights of our conversation:
I feel a little bit like a Cassandra1 but, for quite a long time, we have felt that inflation will
have more legs than others originally anticipated. We don’t think that inflation will come
down sharply in the first half of 2022. We believe we’re seeing the beginnings of what
really does look and feel and smell like second-round effects, and those tend to have more
staying power.
Sonal Desai, Ph.D., Chief Investment Officer, Franklin Templeton Fixed Income

Longer-term disinflationary headwinds could re-emerge once we get past the pandemic—
like globalization and technology. There’s been a significant amount invested in
technology over the last year. The potential of that productivity boost allows for a little
cooling in price pressures.
John Bellows, Ph.D., Portfolio Manager, Western Asset

The labor market is probably the most important dynamic to watch, and it has been a bit
of a surprise. It’s a supply shock that could affect longer-term inflation dynamics—but it’s
probably still a bit early to know.
Michael Hasenstab, Ph.D., Chief Investment Officer, Templeton Global Macro

As an investor and market observer, I need to ask myself what inflation is telling us.
Like the difference between good and bad cholesterol—there’s also good inflation, led by
unexpected demand, and bad inflation, caused by supply constraints.
Gene Podkaminer, CFA, Head of Research, Franklin Templeton Investment Solutions

We have a very serious energy price shock taking place right now, and it’s starting to
reverberate—the inflation effects are beginning to be felt in a real way. I don’t think alternative energy is equipped to respond to this shortage.
Francis Scotland, Director of Global Macro Research, Brandywine Global

I hope you find the discussions in Macro Perspectives better inform your decision-making.

Executive summary
Cooling growth meets rising
inflation
Since publishing Macro Perspectives in
August, global economic growth has
cooled from extremely high levels, while
inflation has surprised on the upside.
Each day, new inflation-related data are
debated and added to the giant jigsaw
puzzle that’s macroeconomic forecasting. All five of the Franklin
Templeton economists I recently spoke
with agree inflation appears less transitory; they’re looking for clues on how
persistent inflation may become.
So, what’s changed since our last
roundtable discussion this past
summer? A triple supply-side whammy
comprised of supply chain disruptions
stretching from Shanghai to Los
Angeles, frustrating labor shortages,
and surging energy prices. Throw in
significant policy shifts in China,
slowing Chinese economic growth and
the evolving Evergrande meltdown,
and you’ll understand we had a lot to
discuss. Below, I’ve highlighted parts of
our conversation about supply shocks
and subdued growth momentum.
Let’s start with the demand side of
inflation: Will a back-to-normal economy
unleash US consumer demand and
force an earlier-than-anticipated US
interest-rate hike?
Demand-driven inflation
If there was a clear area of agreement
between John and Sonal, it’s that
we are experiencing demand-driven
inflation that is likely to persist into
2022. They differ in the path forward
for US consumer spending. John
thinks fiscal stimulus-driven demand is
mostly behind us, while Sonal points
to the recent savings firepower of US
consumers and believes they could

begin spending more into next year. As
Sonal rightly reminded us, no country
matched the shock-and-awe combo of
US fiscal stimulus (unprecedented in its
size) and robust monetary policy.
For Gene, demand-driven inflation is a
welcome problem to have. Like good
cholesterol, this type of inflation
typically occurs when a healthy
economy heats up and runs a little too
hot. Central banks can tackle this
by raising interest rates. Supply-driven
inflation, however, poses more difficult
challenges. Like bad cholesterol,
supply driven inflation often takes
longer to resolve and risks becoming
chronic if left unchecked. If there’s
something that keeps economists
up at night, it’s supply shocks, especially if caused by disruptions in the
labor supply.
Not-in-time delivery
The first supply-side shock boosting
inflation—global supply-chain bottlenecks—is easy to spot with the naked
eye. Francis pointed to the enormous
backlog of container ships clogging
ports in the United States, Europe, and
Asia. Having spent years perfecting justin-time deliveries to amplify capital
efficiencies, abrupt shortages of key
components—like semiconductor
chips—means factories cannot match
consumer demand. (Good luck ordering
the newest iPhone!)

These global kinks are stalling the
economic recovery. Whereas John and
Gene offer optimism that the supply
hiccups are plain to see and will
work themselves out, Sonal worries
about a difficult holiday shopping
season. If companies cannot meet
demand, we could see higher inflation
and lower growth.

Labor shortages
When it comes to supply shocks,
Michael thinks labor supply and productivity are key to understanding inflation’s
trajectory. During our conversation, all
five economists expressed bafflement
and fascination (their words) at the
unfolding labor dynamic. Case in point:
with the recently super-sized US
unemployment benefits behind us, the
anticipated surge of labor reentering
the workface hasn’t materialized,
despite millions of US job openings.
Is rising labor productivity from
digitization and automation fundamentally altering the skills and contours
of labor participation?

In Gene’s view, answering this question
will take economists years to unpack.
Ultimately, government policymakers,
not just central bankers, should help
promote workforce skills that complement a high-tech driven economy.
In the near term, Michael’s team is
closely watching market data to see if
rising wages transition into a permanent
labor shock. We all agreed that this
belongs on our pile of economic worries.
Oil and gas shocks
The global surge in energy prices is the
third supply-driven shock scrambling
inflation forecasts. Francis traces the
supply imbalance back to climate
activists and policies, like carbon taxes,
that starve the energy sector of capital
needed to expand supply. Greener
sources like wind and solar energy lack
the scale to meet global demand. In the
United States, John notes shale-oil
production remains tepid despite the
recent price surge.

Compared with pre-pandemic capacity,
roughly half of US oil rigs remain offline,
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due partly to company downgrades and
higher costs of capital. In terms of
strange climate-related impacts,
Germany is shutting down its zerocarbon nuclear power (29.5% of its
2020 energy mix), which forces it to
largely replace it with coal-fired
sources.2 As Michael reminds us,
energy prices have thus far played a
relatively small role in terms of US inflation. Not so in Europe, where energy
has an outsized impact on inflation.
Higher diesel prices could spark visceral
reactions at the fuel pump, embed
wage increases and trigger more inflation, creating yet another worry.
A welcome cooling
China’s leveraged property sector,
including the slow-motion implosion of
its largest real estate developer
(Evergrande), has been top of mind for
global investors. And yet, our economists think the bigger story is China’s
new “common prosperity” regulatory
framework and economic slowdown.

Representing 20% of the world
economy, China is rotating the foundations of its economy away from
debt-driven growth. This has naturally
translated into a cooler Chinese
economy, which John believes can take
some heat out of the global economy.
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WORRY WILDCARDS
Here are the topics our economists are watching closely or, in some cases,
keeping them awake at night:
Inflation surprise
The US dollar may telegraph in advance if the US Federal Reserve (Fed) is
misjudging the persistence of inflation, according to Francis.
Confrontational geopolitics
Michael thinks the adversarial dynamic between China and its largest trading
partners warrants close watching.
Consumer demand
The firepower of US shoppers, in Sonal’s view, could very well heat up demanddriven inflation in 2022.
Labor markets
John finds the labor market baffling and worries the US may still be a long way
from full employment by early 2023.
Stocks vs. bonds
Although stocks are fairly priced, in Gene’s view, they still merit a larger
portfolio allocation relative to bonds.

Given the three supply-side shocks, that
cooling could be a welcome sedative.
For Francis, China’s slowdown helps
explain the strength of the US dollar.
Despite a big deterioration in the US
current account and trade deficits, the
US dollar remains buoyed (for now)
against a backdrop of decelerating
external growth, most notably in China.
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To close our discussion on a note of
optimism, we end with Francis and
Michael comparing recent technologydriven productivity gains in the US
economy with peers like Japan. Despite
mounting geopolitical tensions
between China and the United States,
all of us agree the digitization of
the US economy (especially fintech) is
an incredible development that we will
explore more in the future.

Viewpoints from the roundtable
Demand-driven inflation
Considering the pandemic, inflation is higher today than some
anticipated—what factors are
you considering when you look
at current inflation levels?
Gene: If I could take a step back, a year
and a half ago, everybody was wringing
their hands about the trajectory of
growth. And that transitioned to
concerns about inflation and what is
driving it. We look at inflation from both
the supply and demand perspective—
are there constraints on supply chains
and logistics, or is it being driven by the
demand side as the mix of goods and
services change? There’s a lot of latent
demand in the system. As we try to
understand the interplay between the
supply side and demand side, and what
that means for inflation in general, our
view is there will be elevated inflation
going forward, but it’s likely to be
largely temporary.

It seems likely a lot of the supply and
demand kinks will get worked out.
As an investor and market observer,
I need to ask myself, “what is inflation
telling us?” Do we have inflation heating
up because of rising growth—which
may need to be tamped down via policy

response—or is inflation materializing
because of supply-side issues? These
are very different types of environments.
Like the difference between good and
bad cholesterol—there’s also good inflation and bad inflation. A healthy
economy running well can cause good
inflation. If it runs too hot, central banks
have the tools to cool things off. But
bad inflation coming from the supply
side has much different implications.
There are other factors which concern
us more than inflation in the longerterm. In the short term, however, it’s
something to watch. I don’t think we’re
going to see continued month-overmonth growth in certain components of
inflation; used and new car prices can
only increase so much before they start
to normalize.

The risk of inflation may not be
quite as transitory as once
thought, are there concerns of
runaway inflation?
Sonal: For quite a long time, we have
felt that inflation will have more legs
than others had originally anticipated.
I think a lot of authorities across the
world, including the Fed, were caught a
bit off guard by the quantity of inflation
that we have been seeing. In addition

We think the inflation rate should moderate
a bit in the first two quarters of next year,
maybe in the 4% range and closer to 3%
toward year end—and then maybe even
dip below that. I think we still have a
contrarian view as to how long inflationary
pressures will last though.”
Sonal Desai

to the supply-side transitory factors
which were anticipated, in the case
of the United States, we also had
additional stimulus-driven, demanddriven inflation.
We don’t think that inflation will come
down sharply in the first half of 2022.
We continue to anticipate elevated inflation, although perhaps not at the rates
we have been seeing recently (the
September consumer price index came
in at 5.4% year-over-year). We think the
inflation rate should moderate a bit in
the first two quarters of next year,
maybe in the 4% range and closer to
3% toward year end—and then maybe
even dip below that. I think we still have
a contrarian view as to how long inflationary pressures will last though.
We believe we’re seeing the beginnings
of what looks and feels and smells like
second-round effects—those tend to
have more staying power. That’s something we are looking at very carefully.

Not-in-time delivery
Supply-chain bottlenecks are
contributing to inflation.
What factors are triggering the
bottlenecks, and will they
be resolved to meet the high
demand we are seeing?
Francis: The first supply issue I see
affecting the economic story is distribution. There are ships sitting on the US
West Coast ports waiting to be
unloaded. That’s a supply block.
Another supply issue at least in the
United States is labor. The supply of
labor is not bouncing back. It remains
to be seen whether this situation will
change much now that the federal
enhanced employment benefits have
come to an end.
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I agree much of what we’re seeing in
terms of US inflation relates to supply
effects. Looking at the crisis from
the perspective of a natural disaster,
we had an historic bust followed by an
historic boom. We’ve never seen
anything like this in recorded economic
history. The world economy has
reopened, and demand has come with
it. However, the supply side of the
economy—just-in-time delivery—was
developed over a period where we
had incremental, predictable expansion
in the global economy every year.
In the four quarters ending in June
2021, US real GDP increased over
12%—that is extraordinary.3
John: I want to make three distinct
points here. First, supply constraints are
a big part of the current inflation story.
In South Asia, the COVID-19 Delta wave
shut down factories, and that has had
ripple effects that then feed into the
ability to produce goods, which subsequently shows up in terms of
bottlenecks and higher prices in other
countries. However, those shutdowns
won’t last forever and should eventually
resolve the supply constraints.

My second point kind of dovetails with
something Sonal said—there has been
a big demand component of this inflationary environment as well. Demand
has been stronger than expected this
year, partly due to the large US fiscal
stimulus in March. However, I think a
lot of that fiscal stimulus fuel is now
behind us, and growth is now slowing in
the United States from the very high
levels previously seen when we started
to emerge from lockdowns. I think we
may be past that flurry of pent-up
demand that had boosted inflation early
in the year.
Third, the type of inflation we’ve seen is
not obviously problematic because
longer-term disinflationary headwinds
could re-emerge post-pandemic—
headwinds like globalization and technology. There has been a significant
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I would say the labor market is probably
the most important dynamic to watch, and it
has been a bit of a surprise. I think that’s
a supply shock that could really affect longerterm inflation dynamics, but it is probably
still too early to know.”
Michael Hasenstab

amount invested in technology over
the last year. The potential of that
productivity boost allows for a little bit
of cooling in price pressures. So, I
see some longer-term disinflationary
forces that are still with us, but perhaps
in the background currently.

Labor shortages
How are labor markets playing
into your inflation and growth
outlook?
Michael: I would say the labor market
is probably the most important dynamic
to watch, and it has been a bit of a
surprise. I think that’s a supply shock
that could really affect longer-term inflation dynamics, but it is probably still
too early to know. Government programs
ended and we didn’t see a surge of
labor reentering the workforce in the
United States. I think some of it has to
do with older people deciding to take
early retirement. And some of it has to
do with labor leaving the country.
Maybe there’s a lag in terms of people
coming back who were on those
programs before they reenter the labor
force. That will be very important to
watch over the next few months.

Throughout global history, we’ve seen
that if supply shocks last long enough,
if it changes inflation expectations more
permanently, and they become
embedded in real wage adjustments,
then the probability is they become
more permanent shocks. If they are
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temporary and you don’t get permanent
real wage adjustments, then inflation
expectations would come back down.
If that is the case today, I think the
argument of them being temporary can
also make sense.
Sonal: I feel the jury is still out in terms
of the labor market, simply because
we are in completely uncharted waters.
We have large numbers of unemployed—close to 8 million in the
United States as of the end of
September4—but a substantially greater
number of unfilled job openings.
So, unless we think something dramatic
happened over the course of the last
year, which widened the existing skills
mismatch, we probably need to admit
we’re seeing some baffling trends in the
labor market. Have people’s desires to
work changed? Could it be pent up
savings? We are starting to see the
sunsetting of a lot of the extraordinary
pandemic-led labor market measures
that governments put into place—will
that have an impact?

The labor market certainly impacts our
growth outlook, but there are two
more factors. On the one hand, US
COVID-19 cases have more than halved
from their September peak;5 this
suggests that the growth reduction in
the third quarter—when services slowed
down quite considerably—should prove
transitory. On the other hand, supply
constraints are limiting factory production levels and could hold back growth.

The fourth-quarter holiday shopping
season will be very telling in terms of
our outlook on growth and inflation.
Gene: It’s hard to ignore the labor
market when we think about growth and
interest rates. Maybe now is the time to
reflect on what full employment means
today, compared to what it meant two
years ago, or 10 years ago, or 20 years
ago. We must consider the mismatch
Sonal referred to in terms of people out
of work versus open positions. And what
is driving that mismatch—is it skills,
geography, or something else? Has the
labor market changed somehow—has
technology and productivity enabled a
different type of labor-force participation than what we’ve seen before?

Ultimately, when you boil everything
down in terms of growth, what really
matters is the size of the population and
how productive it is. Let’s assume the
population is a given for now. But how
productive is it? What’s the mix of labor
versus capital? Those are some of the
fundamental questions that underlie all
economies. There’s a different mix in
the United States and other developed
markets, versus emerging markets. But
specifically in the United States,
perhaps we are at an introspective
moment in understanding what it means
for workers to be gainfully employed.
Which sectors see greater demand for
labor and which sectors or industries
have higher productivity catalyzed by
technology and automation, and thus
need less human capital?

These are profound and fundamental
questions operating on long horizons—a
five or 10 or 20-year question that ultimately will underpin economic growth in
the United States and some of the other
major economies. We need to look at
the composition of the labor market in
terms of the demand for workers, the
types of skill sets that are involved, and
the mix of goods and services
consumers in the United States and
elsewhere are demanding in order to
understand how those come together
and what it means for policy, and
society, going forward.

Oil and gas shocks
Energy prices have climbed
significantly in recent months—
how are prices and the potential
for energy shocks factoring into
your outlook?
John: I think higher energy prices are a
clear example of the supply constraints
we’ve been discussing. And one of the
big supply issues going on in the oil
market is the tepid rebound in US shale
oil supply. Rig counts are roughly half of
what they were pre-pandemic, even
though world prices are higher.6 One of
the likely reasons is the higher cost of
capital. But whatever the reasons are,
supply is more constrained than what
we had pre-pandemic and that pushed
up prices.
Francis: This is a big issue. Energy price
increases always have consequences. In
my view, this is also a by-product of
concerns about global climate

change—generally viewed as the existential threat to the planet. The policies
that have been brought to bear on this
threat have been mainly repressive,
such as carbon taxes and/or pollution
quotas. We also have financial and
activist pressure. The cumulative effect
of these developments is to starve the
traditional oil and gas sector of capital,
which compromises the ability of
companies within the sector to respond
to rising prices with increased supply.
I don’t think alternative energy is
equipped to respond to the developing
shortages—a risk many have highlighted. And I can’t see alternative
energy meeting that demand within the
next 10 years. So, we have a potentially
serious energy price shock unfolding.
The inflation risks are apparent: rising
energy prices are visceral; people can
see it at the gas pump and on their
heating bills. They can be expected to
go back to their employer and demand
higher wages especially if there is a
labor shortage.
Historically, if a supply shock reduces
the ability of the economy to grow at a
non-inflationary pace, then the central
bank needs to react. And historically,
that’s what the Fed did. Over the last
25 or 30 years, the Fed reacted to
energy supply shocks and rising energy
prices/inflation by tightening monetary
policy. This time they are not. So, it will
be interesting to see how policymakers
react to this energy shock if the supply
side can’t respond. I think it’s quite
serious from the point of view of where

It’s hard to ignore the labor market when we think about growth and
interest rates. Maybe now is the time to reflect on what full employment
means today, compared to what it meant two years ago, or 10 years
ago, or 20 years ago.”
Gene Podkaminer
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we end up a year or two from now—
both in terms of the real economy as
well as the level of inflation.
Michael: Francis raises an interesting
point on the energy side. If it’s a
permanent sort of climate-change
effect, then that’s not as much of a
temporary shock. If it’s just a supply
disruption that is more temporary
and eases, then there is less of a
concern. But if it is the former, that
could be more structural in nature.

If you look at inflation decomposition
between Europe and the United States,
European inflation is being driven by a
lot of energy price effects, but less so
in the United States. In the United
States, we see more of a hit from things
like automobile price increases and
other narrow components. That provides
comparison case studies to evaluate
whether these price increases lead to
demands for higher wages. How long do
people tolerate higher energy prices
without demanding higher wages to
keep their personal consumption in line?
I think Europe will be an interesting
part of the world to watch because
Europeans are being hit by energy
prices at an even greater magnitude
than the United States.

Continuing with that idea,
Michael, what’s your outlook
on Europe?
Michael: The issue in Europe has a few
factors. One is how the energy shock
flows through their economies, whether
this is permanent or temporary. We
probably won’t know the answer to that
for a couple of months. It also feeds
into the big supply disruptions
underway. Huge supply disruptions,
particularly in places like Germany,
are stalling some of the economic
recovery that would have otherwise
been occurring because the demand
was there, but companies simply cannot
get the goods to the end consumers.
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I think we need to be thoughtful in terms of
the ramifications of slower-than-anticipated
growth. In the United States, growth in the
third quarter slowed significantly. A few
months ago, most people thought US growth
in the third quarter was going to be around
7%, and now it’s looking more like 3%.”
John Bellows

These are the same questions that we’re
asking in the United States; we need to
understand the inflation dynamics
vis-a-vis whether certain shocks are
permanent or temporary—do they feed
through into wages and how quickly
can the supply respond to allow growth
to normalize?

A welcome cooling
Global growth looked strong this
summer but slowed due to the
resurgence of the COVID-19
Delta variant and regulatory
shifts. What are the implications
in the United States and China?
John: I think we need to be thoughtful
in terms of the ramifications of
slower-than-anticipated growth. In the
United States, growth in the third
quarter slowed significantly. A few
months ago, most people thought
US growth in the third quarter was
going to be around 7%, and now it’s
looking more like 3%.

In China, I think it’s possible the
country had zero growth in the third
quarter. China represents about 20% of
the world economy, so to have zero
growth in the third quarter is a big deal.
When you think about what’s been going
on in China, there was a large focus a
few weeks ago on Evergrande and the
potential for a “Lehman moment,” but
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that may not be the most important
story there. The bigger story in China
may be slowing growth.
As the regulatory backdrop tightens a
little bit, that weighs on the property
market, and property markets have linkages to the rest of the economy—the
US mortgage-backed security crisis that
triggered a slowdown in US consumption being a clear example. Even if
China successfully navigates its way
through the Evergrande situation, which
seems a likely outcome, the risks are
still there, particularly the growth risks.
Slower growth could be a good thing in
terms of taking some of the heat out of
the global economy and the risks of
inflation we have been discussing.
Francis: The world economy is slowing
and a large part of that is because of
China. We can break it down into some
secular themes, policy themes, but
President Xi Jinping’s pursuit of a policy
called “common prosperity” has so far
been a repressive campaign against
private enterprises. We have seen crackdowns on internet platforms, fintech,
tutoring, data privacy, crypto trading,
and property speculation and leverage.
As such, it’s no wonder that growth
targets have been tossed out. The headlines are full of new regulations with
which the Chinese authorities have been
saddling the economy.

In 2020, China was the first major
economy to renormalize after the
COVID-19 pandemic, cutting back on
fiscal policy. The central bank raised
interest rates, and the bond markets
responded—the 10-year Chinese bond
yield actually peaked in November of
2020,7 and yields have been trending
lower ever since. In fact, the yields are
not far off from where they were at the
beginning of the pandemic.
So, the economy is slowing; fiscal and
monetary policy are behind the curve.
The Chinese authorities have stepped
back from a more conventional counter-cyclical approach based on
Keynesian and monetary-type stimulus
measures. Instead, they have adopted a
policy called cross-cyclical, not counter-cyclical. The idea is to resist policy
extremes at the peak and trough of
each cycle in order to dampen down the
subsequent boom/bust tendency
encouraged by the policy extremes.
The authorities blame a lot of the
excess leverage in their system on the
previous counter-cyclical approach, so
they are really trying to hold back.
All of that is preventing a reflationary
reaction to the current slowdown playing
out in the economy. The last thing
I would add about this is to factor in
what’s happening in the property sector.
China is trying to rotate the foundations
of its financial sector away from the
property sector.
Evergrande may turn out to be a
controlled implosion of the largest property company in the country. None of
this is really a surprise, but there is also
a demographic cloud hanging over the
property sector in China as well; the
labor force peaked in 2015. And, the
authorities want to pivot away from the
reallocation of savings toward other
sectors of the economy.
To be clear, I’m not looking for an
implosion in the system. Chinese household wealth is concentrated in property,

I find Japan a fascinating country to understand. Japan was the poster country to
explain what’s been going on for the 20–25
years preceding the pandemic. It’s the
excess savings story: a by-product of
technology/productivity, demographics and
competition. The supply side of Japan’s
economy has been expanding due to
productivity, but Japan’s population has
been contracting.”
John Bellows

and for that reason the authorities will
not allow it to implode. And even
though they are trying to deleverage to
some degree, total credit growth is still
expanding faster than nominal GDP.
But, this is a deflationary shock to the
system at a time when the economy was
already slowing. In the global context,
what’s happening in China is a big
reason why the global economy is
slowing and could to some extent mitigate some of the inflation story we’re
seeing in other parts of the world.
China is really on a different tack than a
lot of the Western economies.

productivity, but Japan’s population
has been contracting. As a result,
internal demand has been weak, which
creates a deflationary wedge. To counter
these forces, the Japanese government
has been running budget deficits of
5% to 7% for 20 years and since 2012,
has been practicing Modern Monetary
Theory8 with the Bank of Japan
expanding its balance sheet.

Ending on optimism
We spoke about the disinflationary aspects of technology
innovation. Is the United States
really that different technologically than peers like Japan?

Taking a broader global perspective,
demographics haven’t changed since
the pandemic, and globalism/competition isn’t changing that fast either.
Productivity has changed but in a very
positive way. Many people managed
to get through the pandemic working
from home because of technology. The
digitalization of the United States is
accelerating. Going back to Japan, when
I think in the context of this secular
story that’s been supporting the bond
market all these decades, how much of
that has gone out the window with all
these changes that we’ve incurred
during the pandemic? My sense is that

Francis: I find Japan a fascinating
country to understand. Japan was the
poster country to explain what’s been
going on for the 20–25 years preceding
the pandemic. It’s the excess savings
story: a by-product of technology/
productivity, demographics and competition. The supply side of Japan’s
economy has been expanding due to

Almost two years into this pandemic,
the story in Japan has not changed
much. Inflation and bond yields are
near zero. The Japanese yen has been
remarkably stable.
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these underlying secular themes that
we see so strongly in Japan will
continue to persist. They haven’t vaporized in any kind of material way just yet.

Michael, how has Japan’s
labor market and approach to
digitalization evolved?
Michael: There’s a lot of inertia
regarding the challenges that Japan has
faced for decades. There’s no question
new Prime Minister Fumio Kishida is
likely to take a more centrist
approach—not really changing a whole
lot, but there have been a couple of
things that are interesting at the margin.

One was a big move to increase female
labor participation, which had really
lagged, through effective efforts in
terms of childcare and working hours.
Half the population has not been participating as much as they should’ve been
in the labor force, and that is starting to
change. Japan is one of the few countries that has meaningfully increased
female participation in the labor force.

We are also seeing change in terms of
corporate governance. It had been very
opaque for a long time and some positive steps were made there. Japan’s
labor shortage mandated a lot of automation, which will place it at the
forefront of the technology trends going
forward. I wouldn’t say Japan will be
able to shift longer-term inertia overnight, but there are positives that are
beginning to unfold.

The global economy is working
through supply shock implications stemming from the
pandemic. Francis, when you
step back and look at the
world through a currency lens,
what do you see?

We’ve had a huge expansion of the
Fed’s balance sheet since the start of
the pandemic. We’ve incurred unprecedented budget deficits, a significant
expansion in public debt, a bigger
current account deficit, negative real
rates—you name it. And now we
have a tax-and-spend US administration, policies normally thought of
as compromising long-term growth.
Yet, the dollar against the major currencies is only a few percentage points
below pre-pandemic levels. Something
very constructive is supporting the
dollar. Perhaps its productivity; the
United States may be the strongest
player on the field right now in terms of
digitalization and its impact on underlying real economic trends.

Francis: I’m struck by what’s not
happening in the US dollar. I think
more than any other single market price
out there, the dollar may be the most
significant, even in terms of the
inflation story. The odds of a material
deterioration in the outlook for inflation
seems remote without a breakdown
in the dollar.

Endnotes
1. The Cassandra complex is a psychological phenomenon in which an individual‘s accurate prediction of a crisis is ignored or dismissed.
2. Source: Appunn, K. “The history behind Germany’s nuclear phase-out,” Clean Energy Wire, March 8, 2021.
3. Source: Bureau of Economic Analysis.
4. Source: Bureau of Labor Statistics.
5. Source: Ourworldindata.org.
6. Source: Bloomberg, Baker-Hughes Oil Rig Count, January 1, 2020, and September 1, 2021.
7. Source: Bloomberg.
8. Modern Monetary Theory (MMT) says monetarily sovereign countries which spend, tax, and borrow in a fiat currency that they fully control, are not operationally constrained by
revenues when it comes to federal government spending.

10

Supply shocks, stalling growth and inflationary surprises

About Macro Perspectives
Macro Perspectives allows the Franklin
Templeton Investment Institute to feature economists from across the firm dissecting key
macroeconomic themes driving markets. The
mission of the Investment Institute is to
deliver research-driven insights, expert views,
and industry-leading events for clients and
investors globally through the diverse expertise
of our autonomous investment groups,
select academic partners and our unique
global footprint.
Two related Franklin Templeton Thinks publications of note are Allocation Views, produced
by Franklin Templeton Investment Solutions,
which offers you our best thinking on multi-asset
portfolio construction; and, Global Investment
Outlook, from our Investment Institute’s strategists, highlighting managers’ views on markets
across the firm.

Contributors
Sonal Desai, Ph.D.
Chief Investment Officer
Franklin Templeton Fixed Income

John Bellows, Ph.D.
Portfolio Manager
Western Asset

Michael Hasenstab, Ph.D.
Chief Investment Officer
Templeton Global Macro

Gene Podkaminer, CFA
Head of Research
Franklin Templeton Investment Solutions

Francis Scotland
Director of Global Macro Research
Brandywine Global

WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. The value of investments can go down as well as up,
and investors may not get back the full amount invested. 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. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting individual
companies, particular industries or sectors, or general market conditions. Investments in foreign securities involve
special risks, including currency fluctuations, economic instability and political developments. Investments in
emerging market countries 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. Such investments could experience significant price volatility in any given year. Investing in
the natural resources sector involves special risks, including increased susceptibility to adverse economic and regulatory developments affecting the sector. China may be subject to considerable degrees of economic, political and social
instability. Investments in securities of Chinese issuers involve risks that are specific to China, including certain legal,
regulatory, political and economic risks. Actively managed strategies could experience losses if the investment manager’s judgement about markets, interest rates or the attractiveness, relative values, liquidity or potential appreciation of
particular investments made for a portfolio, proves to be incorrect. There can be no guarantee that an investment
manager’s investment techniques or decisions will produce the desired results. There is no assurance that any estimate, forecast or projection will be realized. Past performance is not an indicator or a guarantee of future results.

Supply shocks, stalling growth and inflationary surprises

11

IMPORTANT LEGAL INFORMATION
This material is intended to be of 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. This material may
not be reproduced, distributed or published without prior written permission from Franklin Templeton.
The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as of the publication date
and may change without notice. The underlying assumptions and these views are subject to change based on market and other conditions
and may differ from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a
complete analysis of every material fact regarding any country, region or market. There is no assurance that any prediction, projection or
forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. The value of investments and
the income from them can go down as well as up and you may not get back the full amount that you invested. Past performance is not
necessarily indicative nor a guarantee of future performance. All investments involve risks, including possible loss of principal.
Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon
in that connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this
material and Franklin Templeton (“FT”) has not independently verified, validated or audited such data. Although information has been
obtained from sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information
may be incomplete or condensed and may be subject to change at any time without notice. The mention of any individual securities should
neither constitute nor be construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding
such individual securities (if any) is not a sufficient basis upon which to make an investment decision. FT 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.
Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates and/or
their distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional
contact for further information on availability of products and services in your jurisdiction.
Issued in the U.S. by Franklin Distributors, LLC, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-5236,
franklintempleton.com - Franklin Distributors, LLC, member FINRA/SIPC, is the principal distributor of Franklin Templeton U.S. registered
products, which are not FDIC insured; may lose value; and are not bank guaranteed and are available only in jurisdictions where an offer or
solicitation of such products is permitted under applicable laws and regulation.
Australia: Issued by Franklin Templeton Investments Australia Limited (ABN 87 006 972 247) (Australian Financial Services License Holder No. 225328), Level 19, 101 Collins Street,
Melbourne, Victoria, 3000. Austria/Germany: Issued by Franklin Templeton International Services S.à r.l., Niederlassung Deutschland, Frankfurt, Mainzer Landstr. 16, 60325 Frankfurt/
Main. Tel: 08 00/0 73 80 01 (Germany), 08 00/29 59 11 (Austria), Fax: +49(0)69/2 72 23-120, info@franklintempleton.de, info@franklintempleton.at. Canada: Issued by Franklin
Templeton Investments Corp., 200 King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Netherlands: Franklin Templeton
International Services S.à r.l., Dutch Branch, World Trade Center Amsterdam, H-Toren, 5e verdieping, Zuidplein 36, 1077 XV Amsterdam, Netherlands. Tel: +31 (0) 20 575 2890. United
Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate,
East Wing, Level 2, Dubai International Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100 Fax: +9714-4284140. France: Issued by Franklin Templeton International
Services S.à r.l., French branch, 55 avenue Hoche, 75008 Paris France. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught Road
Central, Hong Kong. Italy: Issued by Franklin Templeton International Services S.à r.l.—Italian Branch, Corso Italia, 1 – Milan, 20122, Italy. Japan: Issued by Franklin Templeton Japan Co.,
Ltd., registered in Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 417,
Member of the Investment Trust Association, Japan, the Japan Investment Advisers Association, and Type II Financial Instruments Firms Association. Korea: Issued by Franklin Templeton
Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968. Luxembourg/Benelux: Issued by Franklin Templeton
International Services S.à r.l.—Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette, L-1246 Luxembourg. Tel: +352-46 66 67-1 Fax: +352-46
66 76. Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has not been reviewed by
Securities Commission Malaysia. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124. Warsaw. Romania: Franklin Templeton International Services
S.à r.l. Luxembourg, Bucharest Branch, at 78-80 Buzesti Str, Premium Point, 8th Floor, Bucharest 1, 011017, Romania. Registered with Romania Financial Supervisory Authority under no.
PJM07.1AFIASMDLUX0037/10 March 2016 and authorized and regulated in Luxembourg by Commission de Surveillance du Secteur Financier. Tel: + 40 21 200 9600. Singapore: Issued by
Templeton Asset Management Ltd. Registration No. (UEN) 199205211E and Legg Mason Asset Management Singapore Pte. Limited, Registration Number (UEN) 200007942R. Legg Mason
Asset Management Singapore Pte. Limited is an indirect wholly owned subsidiary of Franklin Resources, Inc. 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987, Singapore. Spain:
Issued by Franklin Templeton International Services S.à r.l.—Spanish Branch, Professional of the Financial Sector under the Supervision of CNMV, José Ortega y Gasset 29, Madrid, Spain.
Tel: +34 91 426 3600, Fax: +34 91 577 1857. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an authorised Financial Services Provider. Tel: +27 (21) 831
7400 Fax: +27 (21) 831 7422. Switzerland: Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. UK: Issued by Franklin Templeton Investment Management
Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL. Tel: +44 (0)20 7073 8500. Authorized and regulated in the United Kingdom by the Financial Conduct
Authority. Nordic regions: Issued by Franklin Templeton International Services S.à r.l. Swedish Branch, filial, Nybrokajen 5, SE-111 48, Stockholm, Sweden. Tel: +46 (0)8 545 012 30,
nordicinfo@franklintempleton.com, authorised in Luxembourg by the Commission de Surveillance du Secteur Financier to conduct certain financial activities in Denmark, Sweden, Norway,
Iceland and Finland. Franklin Templeton International Services S.à r.l., Swedish Branch, filial conducts activities under supervision of Finansinspektionen in Sweden. Offshore Americas:
In the U.S., this publication is made available only to financial intermediaries by Franklin Distributors, LLC, member FINRA/SIPC, 100 Fountain Parkway, St. Petersburg, Florida 33716. Tel:
(800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. Investments are not FDIC insured; may lose value; and are not bank guaranteed. Distribution
outside the U.S. may be made by Franklin Templeton International Services, S.à r.l. (FTIS) or other sub-distributors, intermediaries, dealers or professional investors that have been
engaged by FTIS to distribute shares of Franklin Templeton funds in certain jurisdictions. This is not an offer to sell or a solicitation of an offer to purchase securities in any jurisdiction
where it would be illegal to do so.

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.
CFA® and Chartered Financial Analyst® are trademarks owned by CFA Institute.

© 2021 Franklin Templeton. All rights reserved.

MACA4_4Q21_1121

