
A  FRANKLIN TEMPLETON INVESTMENTS NEWSLETTER

P ER E EPS SCT I V

For Broker/Dealer and Professional Use Only. Not for Public Distribution. 

The International Monetary Fund’s 
October 2010 Economic Outlook 
described a heterogeneous pace of 
recovery across advanced and 
emerging economies. We have been 
positioning for this environment for 
some time and continue to see 
attractive opportunities presented by it. 
With emerging markets growing more 
rapidly than developed markets, we 
prefer defensive duration positioning, 
see the currencies of rapidly 
recovering economies as attractive, 
and still see select credit 
opportunities—particularly in emerging 
markets.

On the interest-rate side, we are not 
finding much value in the U.S., UK, 
eurozone or Japan as the yields of 
U.S. Treasuries, German Bunds, 
British gilts and Japanese government 
bonds remain at historically low levels. 
We are worried about the ballooning 
U.S. fiscal deficits, and while interest 
rates are likely to stay low over the 
short term, the large deficits, 
quantitative easing and ongoing 
moderate economic recovery in the 
U.S. may put pressure on yields over 
the medium term. We see better value 
in other global markets with higher 
yields and less fiscal risk.

What we have been finding attractive 
are short-duration assets outside of the 
U.S. that offer yields in the 3% to 5% 
range without reflecting much duration 
or credit risk. In contrast, to get even a 
2.5% yield in the U.S., we would have 
to go far out the yield curve. The 
opportunities outside the U.S. are the 
result of robust growth environments 
that have led many central banks to 
counter inflation pressures by 
tightening monetary policy. In these
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economies that do not face the same
deleveraging challenges as developed 
economies, tightening policy has taken 
the form of interest-rate increases, less 
fiscal spending, and currency 
appreciation, all of which have 
supported our positions. For example, 
we were positioned in short-duration 
bonds in Malaysia, Poland and South 
Korea as of September-end. In addition 
to attractive yields, these positions 
could potentially benefit from the 
currency appreciation we expect in 
these economies.

Similarly, we also see opportunities 
outside of emerging markets, such as 
in Australia, Norway and Sweden. 
Australia has a public-debt burden of 
less than 20% of gross domestic 
product and has strong ties with China. 
In Europe, we favor Norway and 
Sweden, both of which have run very 
good fiscal accounts for a long time. 
Norway’s oil fund could pay down its 
entire bond market four times over. 

On the currency side, we are looking 
for countries with stronger growth rates 
that are likely to lead to higher interest 
rates. Higher returns have been 
attracting record levels of capital, which 
has been fueled by very loose 
monetary policy in the developed 
world. These inflows have lowered the 
cost of capital in these economies, 
strengthening their domestically led 
recoveries.  While there are concerns 
among policymakers about the risks of 
overheating and asset price bubbles, 
we have been encouraged by the 
prudent steps taken by policymakers 
thus far and do not see evidence of a 
bubble at this time as valuations have 
been supported by underlying 
fundamentals.
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country’s demographics. Up to 300 
million people are expected to move 
from the rural interior to cities in the 
coming decades, and all of them will 
need housing and places to shop.

Fixed Income Investing
We think the Fed is likely to keep 
short-term interest rates low for the 
foreseeable future because the U.S. 
economy is not yet robust and excess 
capacity exists across a number of 
sectors, which is keeping inflationary 
pressures quite low at this time.

Emerging Markets Investing
Much of Russia’s economic expansion 
this year has been supported by strong 
growth in exports, which were, in turn, 
boosted by higher oil and gas prices.
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Real Estate Investing
Chinese Real Estate Still Shows Potential 

At Franklin Templeton Real Estate 
Advisors (FTREA), we continue to admire 
the Chinese market relative to Europe and 
the United States, and we are excited 
about the future prospects for Chinese real 
estate investment trusts (REITs). We have 
been investing in Chinese property 
companies broadly for a couple of decades 
as they have evolved. 

One of the main reasons we like investing 
in China’s real estate market is because 
China is a relatively easy place to do 
business. While the country has long been 
open to foreign capital, previously there 
were uncertainties regarding repatriation 
and taxes. Today the situation is the 
reverse: It is harder to get in the door, but 
rules on repatriating money are pretty clear. 
In addition, the way the Chinese have run 
their economy is not comparable to the 
U.S., in our view. Beijing has been 
managing liquidity, not inflation, which has 
resulted in stable economic growth.

Nevertheless, there may be property price 
bubbles in certain parts of the Chinese 
mainland’s market, but they are not a 
major concern to us compared to the big-
picture opportunity in mass-residential real 
estate, which exists because of the 
country’s demographics. The wave of 
immigration from the rural interior to cities 
and the coast has not run out of steam. Up 
to 300 million more people are expected to 
make this journey over the coming 10 to 20 
years, and all these people will need 
housing and places to shop.

In terms of REITs, the REIT structure 
emerged in Asia much later than in the 
other markets where we invest, though it

has not yet been established in mainland 
China. On the listed stock side, Chinese 
exposure is typically through companies 
listed in Hong Kong and Singapore. On 
the private equity side, FTREA has had 
exposure to China since 1997 when we 
made our first Chinese investment.

We think it will be some time before the 
REIT structure is established in China and 
we see that sector listed in Shanghai. 
Several tax and logistics issues will have 
to be sorted out by the Chinese 
government before REITs are allowed. 
For example, Chinese officials are not yet 
certain whether they would list REITs on 
the inter-banking exchange or permit 
foreigners to invest in them. Nevertheless, 
we think it will be really exciting once 
REITs emerge in China because REIT 
investors can potentially gain access to 
quality developers and owners of real 
property in China. 

In the interim, we believe the investment 
opportunities are still robust. When we 
research the Greater China commercial 
real estate market, we search for high-
quality names trading at favorable or 
attractive valuations, as we do when 
choosing any real estate securities for our 
portfolios. As of September-end, our 
global REIT portfolios were nearly 60% 
invested in U.S. commercial real estate 
and nearly 4% exposed to Greater China 
through stocks listed in Hong Kong and 
Singapore. We think that latter percentage 
is likely to increase over time.

Overall, we feel it is an advantageous 
time to be investing in global property—
particularly in the Asian markets.

Jack Foster
Managing Director and Head 
of Global Real Estate
Franklin Templeton Real 
Estate Advisors
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Fixed Income Investing
Low Interest Rates Continue to Support the U.S. Economy

Since U.S. interest rates last peaked in 
April 2010, we have seen dramatic 
declines in short-, medium- and long-term 
rates. Intermediate-term interest rates, in 
particular, have moved lower since the 
fourth quarter of 2009 and the first 
quarter of 2010 when U.S. economic 
growth was slightly higher. As growth 
slowed in the second quarter, U.S equity 
markets moved lower, and it is not 
unusual to see interest rates decline and 
U.S. Treasury prices increase in such 
conditions. Conversely, when markets 
rally, interest rates typically move higher. 
This has, historically, been the pattern we 
have observed.

For those investors concerned about the 
prospects for rising interest rates, we 
believe it is important to remember that 
the U.S. Federal Reserve (Fed) primarily 
controls short-term interest rates. We 
think the Fed is likely to keep short-term 
interest rates low for the foreseeable 
future because the U.S. economy is not 
yet robust and excess capacity exists 
across a number of sectors, which is 
keeping inflationary pressures quite low 
at this time. Also, the Fed’s discussion of 
adding more U.S. Treasury securities to 
its portfolio as a means of quantitative 
easing shows that it is being challenged 
to use many different types of monetary 
policies to help move the economy in the 
right direction. 

The U.S. banking system, which 
continues to undergo change, is also 
being carefully monitored by the Fed. 
Banks can borrow at the currently low 
short-term interest rates and invest in

longer-term, higher-yielding investments, 
with the difference in those rates 
potentially boosting their capital. 
Consequently, possible changes in 
capital ratio regulations remain an 
important consideration.

Despite the still fragile economic 
recovery, we do not think the U.S. 
economy is headed for another 
recession. That said, the U.S. 
unemployment rate continues to be a 
challenge, particularly for U.S. consumer 
spending. Other challenges that the U.S. 
economy faces include higher levels of 
government debt and households that 
continue to deleverage, or reduce their 
debt levels.

To protect one’s investments against 
unforeseen events, like a dramatically 
lower pace of economic activity, we 
believe it is prudent to consider a wide 
range of fixed income assets. One asset 
class to consider as part of a diversified 
portfolio is higher-quality U.S. fixed 
income securities like Ginnie Mae 
mortgage pass-through securities, which 
remain the only mortgage-backed 
securities (MBS) that are backed by the 
full faith and credit of the U.S. 
government.

Additionally, although recent headlines 
about the U.S. economy have appeared 
quite challenging, one of the benefits of 
the Franklin Templeton organization is 
our global perspective—and we think 
many parts of the globe are humming 
along quite nicely at this time. 

Roger Bayston, CFA*, Senior Vice 
President
Director, Fixed Income
Franklin Templeton Global Fixed Income 
Group®

*CFA® and Chartered Financial Analyst® are registered trademarks owned by the CFA Institute.
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Emerging Markets Investing  
Visiting Russian Metals and Mining Companies

and specialty steel, carbon long products and 
nickel, and coal. It is virtually self-sufficient in 
its raw material needs. In addition, the 
company owns logistics assets, including three 
ports, a railway with a rolling stock of over 
4,000 wagons, and an electric power 
generating plant with more than 1,200 
megawatts of capacity. 

We also visited one of the world’s biggest 
integrated manufacturers of titanium products, 
where sales were improving. The firm makes 
titanium that is used in aerospace, energy, 
auto, medical and industrial applications, and it 
has contracts with Boeing and Airbus, giving it 
a more than 50% share of the total titanium 
supplied to these aerospace majors. It recently 
launched a special facility to produce titanium 
stampings for the Boeing 787 Dreamliner.

Finally, we met with the management of one of 
the world’s largest producers of aluminum and 
alumina, which had established its leading 
position through a merger of three related 
companies. The company operates aluminum 
smelters, alumina refineries, bauxite mines, 
powder metallurgy plants and silicon smelters, 
as well as secondary aluminum plants, 
aluminum foil mills, cryolite plants and a 
cathode plant across five continents. 
Currently, a key concern for Russian 
aluminum companies is rising electric power 
prices—electricity can account for 
approximately 25% to 40% of aluminum 
production costs. However, this particular 
company has access to low-cost power 
because it owns several hydropower plants 
across the country. Overall, we continued to 
learn about the investment opportunities in the 
country. 

Both the Russian stock market and economy, 
like those of other emerging markets, have had 
a remarkable recovery since late 2008 and 
early 2009. By 30 September 2010, Russian 
equities had more than doubled from their 
recent low in January 2009.1 Although the 
Russian economy contracted 7.9% in 2009, it is 
expected to grow by 4.0% in 2010 and by 4.3% 
in 2011.2 Much of Russia’s economic 
expansion this year has been supported by 
strong growth in exports, which were, in turn, 
boosted by higher oil and gas prices. Oil and 
gas now account for almost 70% of Russia’s 
exports. 

Our recent trip to Russia included visits to 
several companies to evaluate their current 
performance and to learn more about their 
future plans. We visited companies across 
many different industries such as oil and gas, 
metals and mining, brewing, food processing, 
IT services and electricity generation. Here are 
a few highlights from our meetings with metals 
and mining companies. 

Our first stop was a steel and mining company 
that produces 17 million tons of steel annually 
in three integrated steel plants in the Urals 
region and in Siberia. Like other Russian 
companies, this corporation has expanded 
globally through acquisitions in Italy, the Czech 
Republic and the U.S. The company benefits 
from having its own iron ore and coal mines, 
which supply its steel plants. It also has a 
commercial seaport in far eastern Russia 
where its steel is shipped to Asia. 

The second vertically integrated steel and 
mining company we visited was one of Russia’s 
leading producers in many fields: coking coal

Mark Mobius, Ph.D.
Executive Chairman
Templeton Emerging 
Markets Group
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