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Key points

1 Ill-fated volatility trades exacerbated a global equity selloff partly triggered 
by rising rates, but we see reason to look through near-term uncertainty.

2 Last week’s rout spread across equity factors, geographies and styles, 
but contagion to other asset classes was mostly limited.

3 A significant bump up in U.S. government spending is poised to add 
further upward pressure to bond yields.

Seeing beyond short-term volatility

A global stock selloff was exacerbated by the unravelling of strategies betting on low 
equity volatility. The rout was partly triggered by the quick run-up in government bond 
yields, yet we believe investors should take the long view amid upbeat fundamentals.

Chart of the week
Daily moves in S&P 500 vs. VIX futures, 2007-2018

Sources: BlackRock Investment Institute, with data from Thomson Reuters, February 2018. 
Notes: The chart compares daily moves in the spot VIX and S&P 500 e-mini futures since 2007.

Last Monday’s spike in the U.S. equity volatility gauge was literally off the charts. See 
the orange dot in the upper-left corner of our chart of the week. The chart shows just 
how outsized the VIX surge was relative to the move in the S&P 500. The disconnect 
between the two was more dramatic than anything seen during the depths of the 
financial crisis or in the aftermath of the Brexit referendum. The volatility spike comes 
at a time when market worries over increasing real bond yields (rather than over rising 
inflation) have taken center stage. The reason: Market perceptions are adjusting to 
higher U.S. growth and deficits. The S&P 500 ended the week down 9% from its 
record high touched on Jan. 26, bringing it back to where it was in late November 
2017.
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Digesting rising rates
The extreme volatility initially was limited to equities, as discussed in The stock swoon in context, but by the week’s end had resulted in 
some credit spread widening. Rising rates and the end of the one-way volatility-selling trade suggest markets are unlikely to return to 
the unusually calm conditions seen last year. But, for now, we do not expect the episode to spur a regime shift. An about-face would 
require a deterioration in the economy and an accompanying rise in macro volatility. We see few signs of either. Our BlackRock Growth 
GPS for G7 economies is at its highest levels in three years. Consensus forecasts are catching up to our GPS as the expected boost 
from U.S. fiscal stimulus gets baked into forecasts. We expect the rise in inflation to be modest and the Federal Reserve to tighten 
gradually, and see further yield rises capped by investor thirst for income and high global savings looking for a home.

A risk to our sanguine view is the potential for a swifter rise in rates as markets are waking up to stronger growth and rising budget 
deficits. This helped spark the equity retreat and offered a stark reminder that the pace of rate increases matters. One trigger for 
quickening that pace is the U.S. government’s ambitious spending plan – a sea change from years of fiscal consolidation. We see this 
resulting in a jump in Treasury bond issuance that markets have yet to fully acknowledge. This could put more upward pressure on
yields. 

Higher real yields change the relative value proposition of stocks and bonds, raising the bar for equities and other risk assets as 
investors re-assess risk/reward. This highlights one of our key 2018 themes: We expect investors still to be compensated for taking risk 
– but receive lower rewards. We believe the benign economic backdrop and strong earnings momentum provide a solid foundation for
putting money to work in equities. We find that equity pull-backs are short and recoveries quick in low macro volatility regimes.

Week in review
• A global equity rout led by the U.S. market spread across factors, geographies and styles. Many equity markets have 

now clocked a 10% fall from the high. Contagion was limited in other asset classes. A narrowing trade surplus in China 
and demand for U.S. dollars ahead of the Chinese New Year hit the yuan. 

• The U.S. House and Senate approved a far-reaching, two-year budget deal that significantly increases government 
spending. An extended government shutdown was averted.

• A new German coalition agreement would likely see the Europe-friendly SPD taking over the key finance and foreign 
ministries. Bank of England comments were more hawkish than expected, supporting sterling.

Global snapshot
Weekly and 12-month performance of selected assets

Equities Week YTD 12 Months Div. Yield

U.S. Large Caps -8.5% -3.5% 12.5% 2.1%
U.S. Small Caps -7.3% -4.6% 9.1% 1.2%
Non-U.S. World -6.4% -1.3% 20.6% 3.2%
Non-U.S. Developed -6.1% -1.3% 19.5% 3.4%
Japan -5.1% 0.8% 19.4% 2.0%
Emerging -6.8% 0.5% 29.0% 2.8%
Asia ex-Japan -6.6% -0.2% 31.2% 2.6%

Bonds Week YTD 12 Months Yield

U.S. Treasuries -0.4% -2.1% -0.6% 2.8%
U.S. TIPS -0.7% -1.9% 0.1% 2.6%
U.S. Investment Grade -0.9% -2.1% 3.1% 3.6%
U.S. High Yield -1.1% -0.6% 4.9% 6.2%
U.S. Municipals -0.1% -1.4% 2.8% 2.6%
Non-U.S. Developed -1.4% 1.5% 10.1% 0.9%
EM $ Bonds -1.6% -1.7% 5.8% 5.6%

Commodities Week YTD 12 Months Level

Brent Crude Oil -6.9% -3.1% 17.6% $64.81
Gold -2.2% 1.2% 6.2% $1,319
Copper -3.8% -5.5% 16.1% $6,845

Currencies Week YTD 12 Months Level

Euro/USD -2.1% 2.0% 14.5% 1.22 
USD/Yen -0.6% -3.5% -2.9% 108.74 
Pound/USD -2.5% 3.0% 10.9% 1.39 

Source: Bloomberg. As of Feb. 8, 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

A budget deal approved by U.S. Congress is set to significantly increase government spending on defense and other items by roughly 
$300 billion over two years. The big spending bill, together with tax cuts, is poised to widen the federal deficit. We could see net 
Treasury coupon issuance more than doubling this year. The combined effect of government spending and corporate tax cuts could add 
roughly 1% to U.S. gross domestic product (GDP) growth this year, compared to the 0.8 percentage point we forecast in our last Global 
Macro Outlook. It could also push up inflation expectations and lead the Fed to hike rates faster.

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

Asset class View Comments

Equities

U.S. — Earnings momentum is strong heading into 2018. U.S. corporate tax cuts should boost earnings. We like 
the momentum and value style factors, financials, technology and dividend growers.

Europe ▲ We see sustained above-trend economic expansion and a steady earnings outlook supporting cyclicals. 
Euro strength is still playing out in company results and could cause more pain.

Japan ▲
Positives are improving global growth, more shareholder-friendly corporate behavior and solid earnings 
amid a stable yen outlook. We see BoJ policy and domestic investor buying as supportive. Yen 
strengthening 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 sharp rise in the U.S. 
dollar, trade tensions and elections. We see the greatest opportunities in EM Asia, and like Brazil and India. 
We are cautious on Mexico.

Asia ex-Japan ▲
The economic backdrop is encouraging. China’s growth and corporate earnings appear solid in the near 
term. We like selected Southeast Asian markets but recognize a faster-than-expected Chinese slowdown 
would pose risks to the entire region.

Fixed 
income

U.S. 
government 

bonds
▼

We expect rates to move moderately higher amid a sustained economic expansion and a tightening Fed. 
Rising inflation and lower valuations give TIPS an edge over nominal Treasuries. We are neutral on agency 
mortgages, given full valuations and the uncertain effect of the Fed’s unwinding its balance sheet.

U.S. 
municipals —

Increased issuance driven by tax reform expectations should reverse in 2018, creating a more supportive 
supply/demand balance. This, plus solid appetite for tax-exempt income, underpins the asset class. We 
favor maturities of 0-2 and 20+ years.

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 appear increasingly well 
positioned for rising rates.

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, and spreads of semi-core and selected peripheral 
government bonds to narrow.

European
credit ▼

Ongoing ECB purchases have compressed spreads across sectors and credit-quality buckets. Negative 
rates have crimped absolute yields – and rising rate differentials make currency hedged positions 
increasingly attractive for U.S. dollar investors. Subordinated financial debt is less alluring versus equities 
after a strong 2017.

EM debt —
Gradual Fed rate increases favor local-currency exposures – especially their higher yields relative to major 
bond markets. A shift by EM central banks towards tighter policy reduces our return expectations. Solid 
fundamentals and inflows should limit EM currency volatility. 

Asia fixed
income —

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

✱
Oil prices are underpinned by supply-and-demand rebalancing. We are neutral on the U.S. dollar. The 
factors driving its recent slide are likely temporary, but it’s unclear when the U.S. yield differential with other 
economies will reassert itself as the main driver.

Feb. 12 OPEC monthly oil report

Feb. 13 IEA report

Feb. 14 U.S. CPI, eurozone flash GDP

*Given the breadth of this category, we do not offer a consolidated view. ▲ Overweight      — Neutral      ▼ Underweight
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BlackRock Investment Institute
The BlackRock Investment Institute (BII) provides connectivity between BlackRock’s portfolio managers, originates market research 
and publishes insights. Our goals are to help our fund managers become better investors and to produce thought-provoking content for 
clients and policymakers.

This material is prepared by BlackRock and is not intended to be relied upon as a forecast, research or investment advice, and is not a 
recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy. The opinions expressed are as of 
Feb. 12, 2018, and may change as subsequent conditions vary. The information and opinions contained in this material are derived
from proprietary and nonproprietary sources deemed by BlackRock to be reliable, are not necessarily all inclusive and are not
guaranteed as to accuracy. As such, no warranty of accuracy or reliability is given and no responsibility arising in any other way for 
errors and omissions (including responsibility to any person by reason of negligence) is accepted by BlackRock, its officers, employees 
or agents. This material may contain ‘forward-looking’ information that is not purely historical in nature. Such information may include, 
among other things, projections and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon
information in this material is at the sole discretion of the reader. This material is intended for information purposes only and does not 
constitute investment advice or an offer or solicitation to purchase or sell in any securities, BlackRock funds or any investment strategy 
nor shall any securities be offered or sold to any person in any jurisdiction in which an offer, solicitation, purchase or sale would be 
unlawful under the securities laws of such jurisdiction.

In the U.S., this material is intended for public distribution. In the EU issued by BlackRock Investment Management (UK) Limited (authorised and regulated by the Financial Conduct 
Authority). Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Registered in England No. 2020394. Tel: 020 7743 3000. For your protection, telephone calls are usually 
recorded. BlackRock is a trading name of BlackRock Investment Management (UK) Limited. This material is for distribution to Professional Clients (as defined by the FCA Rules) and 
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Limited is an authorised Financial Services provider with the South African Financial Services Board, FSP No. 43288. In Dubai this information can be distributed in and from the Dubai 
International Financial Centre (DIFC) by BlackRock Advisors (UK) Limited — Dubai Branch which is regulated by the Dubai Financial Services Authority (“DFSA”) and is only directed at 
‘Professional Clients’ and no other person should rely upon the information contained within it. Neither the DFSA or any other authority or regulator located in the GCC or MENA region 
has approved this information. This information and associated materials have been provided to you at your express request, and for your exclusive use. This document is not intended 
for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution would be unlawful under the securities laws of such. Any distribution, by whatever 
means, of this document and related material to persons other than those referred to above is strictly prohibited. For investors in Israel: BlackRock Investment Management (UK) Limited 
is not licenced under Israel's Regulation of Investment Advice, Investment Marketing and Portfolio Management Law, 5755-1995 (the “Advice Law”), nor does it carry insurance 
thereunder.In Singapore, this is issued by BlackRock (Singapore) Limited (Co. registration no. 200010143N). In Hong Kong, this material is issued by BlackRock Asset Management 
North Asia Limited and has not been reviewed by the Securities and Futures Commission of Hong Kong. In Korea, this material is for Professional Investors only. In Japan, this is issued 
by BlackRock Japan. Co., Ltd. (Financial Instruments Business Operator: The Kanto Regional Financial Bureau. License No375, Association Memberships: Japan Investment Advisers 
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(Professional Investor is defined in Financial Instruments and Exchange Act). In Taiwan, independently operated by BlackRock Investment Management (Taiwan) Limited. Address: 28/F, 
No. 95, Tun Hwa South Road, Section 2, Taipei 106, Taiwan. Tel: (02)23261600. In Australia, issued by BlackRock Investment Management (Australia) Limited ABN 13 006 165 975, 
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correct as at the date of publication. While every care has been taken in the preparation of this material, no warranty of accuracy or reliability is given and no responsibility for the 
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material is made by BIMAL or any entity in the BlackRock group of companies. For other APAC Countries, this material is issued for Institutional Investors only (or 
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