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Key points

1
Recent selling of emerging market  (EM) assets creates a buying 

opportunity, particularly for equities. We are more cautious on EM debt.

2
U.S. small caps hit a record high and Brent oil prices topped $80 a barrel. 

The 10-year U.S. Treasury yield hit its highest level in seven years.

3
Possible U.S. restrictions on Chinese investment – set to be unveiled this 

week -- could dampen M&A and become a stumbling block for markets.

Keep calm and carry on in EM

A wobble across emerging market (EM) assets due to tightening financial conditions 

and geopolitical tensions has tempered enthusiasm for the asset class. Yet broader 

fundamentals are robust, and we believe the drawdown presents buying 

opportunities. We prefer EM equities and selected hard-currency debt.

Chart of the week

EM equity and debt fund flows, 2012-2018 

Sources: BlackRock Investment Institute, with data from EPFR, May 2018.

Notes: The lines show cumulative flows to emerging market mutual funds and exchange traded funds expressed as a 

percentage of starting assets under management. Debt funds include both hard-currency and local-currency bond 

funds. The vertical line marks the 2013 "taper tantrum" - the start of a period of outflows from EM assets amid a surge 

in U.S. Treasury yields after Federal Reserve chair Ben Bernanke suggested the central bank may start to wind back 

its asset purchase program.

EM assets are no longer under-owned. Cumulative flows into EM debt and equities 

have recovered steadily since early 2016, following an extended period of outflows. 

The reversal is most dramatic in EM debt, as the blue line in the chart shows. A 

benign global economic backdrop and chunky yields spurred income-hungry global 

investors to pile into EM debt through 2017. Resilience to shocks such as February's 

equity volatility surge drew in more investors at ever-richer valuations. This left bonds 

exposed to sentiment shifts. Flows into EM equities have been relatively subdued, by 

contrast, as the green line in the chart shows. We favour EM equities on strong 

corporate earnings and the relatively healthier balance sheets in Asia. We see room 

for equity inflows to ramp up in coming months.
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Emerging opportunities
EM assets have suffered a setback over the past month. Rising U.S. short-term rates, a stronger dollar and worries about external debt 

loads in Argentina and Turkey sparked an unwind after months of solid inflows. EM currencies, down more than 3% in aggregate this 

year against the U.S. dollar, have borne the brunt of the selloff. EM equities have given up all their early 2018 gains. 

Has the tide turned? We do not see a repeat of last year’s heady returns. But several trends underpinning the relative appeal of EM 

assets are intact. Our BlackRock Macro GPS points to the synchronized global expansion carrying on through 2018. Chinese growth 

has exceeded expectations and authorities have shown a willingness to loosen policy to stave off any sharp slowdown. A windfall from 

higher commodity prices has helped many EM countries bolster their current accounts. Equity valuations have fallen to less than 12 

times forward earnings. And corporate earnings growth is expected to clock in at more than 20% over the coming 12 months.

The outlook for EM debt is murkier. The asset class’ skew toward regions with weaker government balance sheets dampens its appeal. 

Tighter global financial conditions have unmasked vulnerabilities among countries with large external funding needs. Worries about a 

populist victory in the July Mexican elections and uncertainty about upcoming votes in Brazil and elsewhere have stoked currency

volatility. We prefer dollar-denominated EM bonds of countries with little need to raise funds. Yields on hard-currency EM debt have 

risen to converge with local-currency debt yields for the first time since 2009, providing an attractive entry point. 

What are the risks? A sharp rise in the U.S. dollar or interest rates, causing further tightening in financial conditions, or an escalation in 

global trade tensions. Neither is our base case. We see the U.S. dollar's upside capped as major non-U.S. central banks prepare to 

wind back policy support. We also see limited scope for a full-blown trade war. Robust corporate earnings support our preference for 

equities. We like emerging Asia and Brazil. Bottom line: We see EM equities offering value in a world where value is scarce.

Week in review

• The Russell 2000 index of U.S. small-caps hit a record high on the back of strong domestic growth and accruing tax cut 

benefits. The 10-year U.S. Treasury yield hit a seven-year high. Rate-sensitive utilities and telecoms stocks fell. 

Relatively upbeat results from the U.S. consumer sector helped beat back pessimistic expectations for the retail sector.

• Brent oil prices touched $80 a barrel on tight global inventories and concerns about the U.S. re-imposing sanctions on 

oil-producing Iran. Energy stocks rallied. Gold fell on concerns over rising rates. 

• Italy moved closer to having a coalition government of the populist Five Star Movement and Lega Nord parties. Italian 

stocks fell and bond yields rose. North Korea threatened to pull out of its June 12 summit with the U.S. 

Global snapshot

Weekly and 12-month performance of selected assets

Equities Week YTD 12 Months Div. Yield

U.S. Large Caps -0.5% 1.5% 14.7% 2.0%

U.S. Small Caps 1.3% 6.4% 21.1% 1.1%

Non-U.S. World -0.9% 0.5% 13.9% 3.1%

Non-U.S. Developed -0.5% 1.3% 12.5% 3.3%

Japan 0.0% 2.5% 18.4% 2.2%

Emerging -2.3% -1.2% 17.7% 2.8%

Asia ex-Japan -1.2% 0.7% 20.4% 2.6%

Bonds Week YTD 12 Months Yield

U.S. Treasuries -0.4% -2.5% -1.9% 3.1%

U.S. TIPS -0.6% -1.7% -0.1% 3.1%

U.S. Investment Grade -0.6% -3.9% -0.8% 4.0%

U.S. High Yield -0.2% -0.2% 3.0% 6.4%

U.S. Municipals -0.4% -1.2% 0.9% 2.8%

Non-U.S. Developed -1.6% -1.1% 3.8% 0.9%

EM $ Bonds -0.9% -4.8% -0.5% 6.3%

Commodities Week YTD 12 Months Level

Brent Crude Oil 1.8% 17.4% 49.5% $78.51

Gold -2.0% -0.7% 3.7% $1,293

Copper -1.3% -5.4% 22.8% $6,855

Currencies Week YTD 12 Months Level

Euro/USD -1.4% -1.9% 6.0% 1.18 

USD/Yen 1.3% -1.7% -0.6% 110.78 

Pound/USD -0.5% -0.3% 4.1% 1.35 

Source: Bloomberg. As of May 18, 2018. Notes: Weekly data through Friday. Equity and bond performance are measured in total index returns in U.S. dollars. U.S. large caps are 

represented by the S&P 500 Index; U.S. small caps are represented by the Russell 2000 Index; non-U.S. world equity by the MSCI ACWI ex U.S.; non-U.S. developed equity by the 

MSCI EAFE Index; Japan, Emerging and Asia ex-Japan by their respective MSCI indexes; U.S. Treasuries by the Bloomberg Barclays U.S. Treasury Index; U.S. TIPS by the U.S. 

Treasury Inflation Notes Total Return Index; U.S. investment grade by the Bloomberg Barclays U.S. Corporate Index; U.S. high yield by the Bloomberg Barclays U.S. Corporate High 

Yield 2% Issuer Capped Index; U.S. municipals by the Bloomberg Barclays Municipal Bond Index; non-U.S. developed bonds by the Bloomberg Barclays Global Aggregate ex USD; and 

emerging market $ bonds by the JP Morgan EMBI Global Diversified Index. Brent crude oil prices are in U.S. dollars per barrel, gold prices are in U.S. dollar per troy ounce and copper 

prices are in U.S. dollar per metric ton. The Euro/USD level is represented by U.S. dollar per euro, USD/JPY by yen per U.S. dollar and Pound/USD by U.S. dollar per pound. Index 

performance is shown for illustrative purposes only. It is not possible to invest directly in an index. Past performance is not indicative of future results.
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Week ahead

The U.S. may announce measures restricting inbound investments from Chinese financial institutions and corporates this week, 

presenting a potential stumbling block for risk assets. The tech sector is a particular area of focus. Technological dominance is likely to 

be at the center of a new era of intensifying competition between the U.S. and China. The Committee on Foreign Investment in the

United States (CFIUS), chaired by the Treasury, has blocked the mergers and acquisitions of Chinese companies targeting American

high-tech firms on the basis of national security in the past. Such actions may intensify and dampen M&A activity. 

Asset class views

Views from a U.S. dollar perspective over a three-month horizon

Asset class View Comments

Equities

U.S. ▲
Extraordinarily strong earnings momentum, corporate tax cuts and fiscal stimulus underpin our positive view. We 

like the momentum and value style factors, as well as financials and technology.

Europe —
We see economic expansion and a steady earnings outlook supporting cyclicals. Our neutral stance

acknowledges that earnings momentum lags other regions. Euro strength also is a source of pain.

Japan ▲
Positives are improving global growth, more shareholder-friendly corporate behavior and solid earnings. We see 

Bank of Japan policy buying as supportive. Any yen appreciation would be a risk.

EM ▲
Economic reforms, improving corporate fundamentals and reasonable valuations support EM stocks. Above-

trend expansion in the developed world is another positive. Risks include a further sharp rise in the U.S. dollar, 

trade tensions and elections. We see the greatest opportunities in EM Asia and India.

Asia ex-Japan ▲
The economic backdrop is encouraging. China’s growth and corporate earnings are solid. We like selected 

Southeast Asian markets but recognize a faster-than-expected Chinese slowdown or disruptions in global trade 

would pose risks to the entire region.

Fixed 

income

U.S. 

government 

bonds
▼

We see rates rising moderately amid economic expansion and Fed normalization. Shorter maturities offer a more 

compelling risk/reward tradeoff. They and inflation-linked securities can be buffers against rising rates and 

inflation. We like 15-year mortgages relative to their 30-year counterparts and to short-term corporates.

U.S. 

municipals
—

Solid retail investor demand and muted supply are supportive of munis, but rising rates weigh on absolute 

performance. A more defensive stance is warranted near term, we believe, though any material weakness due to 

supply may represent a buying opportunity. We favor a barbell approach focused on two- and 20-year maturities.

U.S. credit —

Sustained growth supports credit, but high valuations limit upside. We prefer up-in-quality exposures as ballast 

to equity risk. Higher-quality floating rate instruments and shorter maturities are well positioned for rising rates, in 

our view.

European

sovereigns ▼
The ECB’s negative interest rate policy has made yields unattractive and vulnerable to the improving growth 

outlook. We expect core eurozone yields to rise. We are cautious on peripherals given tight valuations, political 

risks in Italy and the prospect of the ECB reducing its asset purchases.

European

credit ▼

Recent spread widening driven by increased issuance has created some value, while ongoing ECB purchases 

should support the asset class. Negative rates have crimped absolute yields — but rising rate differentials make 

currency-hedged positions increasingly attractive for U.S.-dollar investors. Subordinated financial debt looks less 

compelling versus equities.

EM debt —

Recent price moves have brightened valuations for hard-currency bonds, making them relatively more attractive 

than local-currency bonds. Supply should slow going forward and EM fundamentals are still strong. Sharp dollar 

strength is a risk.

Asia fixed

income
—

Regional growth and inflation dynamics are supportive of credit. China’s rising representation in the region’s

bond universe reflects its growing credit market. Higher-quality growth and a focus on financial sector reform are 

long-term positives, but any China growth slowdown would be a near-term challenge.

Other

Commodities 

and

currencies
✱

Declining global crude inventories underpin oil prices, with geopolitical tensions providing further support. We are 

neutral on the U.S. dollar. Factors driving its recent strengthening are likely temporary, but higher global 

uncertainty and a widening U.S. yield differential with other economies may provide support.

May  21
Deadline for U.S. to propose investment 

restrictions on China

May  23
U.S. Federal Reserve minutes, flash 

manufacturing PMI in Japan, Germany and the 

eurozone

*Given the breadth of this category, we do not offer a consolidated view. 
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May  22
U.S. President Donald Trump to meet South 

Korean President Moon Jae-in
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