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G L O B A L  I N V E S T M E N T  O U T L O O K  S U M M A R Y

Reflation is going global. The signs include a rebound in inflation expectations, a 
bottoming out in core inflation and wages, and a synchronized pick-up in economic 
activity indicators and corporate earnings estimates. Our key views: 

 • Themes: We believe the reflation trade — overweighting cyclical equities — has room to run, especially 

outside the U.S. We see global yields rising further but within limits: The U.S. Federal Reserve (Fed)  

is likely to raise interest rates only gradually, and structural dynamics such as aging populations keep  

us in a low-return world. We believe investors need to go beyond broad equity and bond exposures  

to diversify portfolios in this environment, and include factor-based allocations and alternatives.

 • Risks: Sharp increases in sentiment-based indicators may fail to translate into hard data such  

as corporate investment. In the U.S., the anti-growth part of President Donald Trump's agenda 

(protectionism) could win out over the pro-growth part (deregulation and tax cuts). Any shift of 

expectations toward a faster pace of Fed rate rises could spook markets. We see upside risk in  

Europe, where we do not expect elections to deliver the populist outcomes feared by markets.

 • Market views: We prefer equities over fixed income, and selected credit over government bonds. We 

like European and Japanese stocks amid strong global growth. We see value shares such as financials 

benefitting from rising yields. We are neutral on U.S. shares because of lofty valuations and the risk that 

expectations for tax reform and deregulation may be too high. We like emerging market (EM) equities 

on reform progress in countries such as India and our view that near-term risks to China's growth are 

overstated. In fixed income, we prefer higher-quality corporate bonds and selected EM debt. 
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Liftoff at last
BlackRock GPS vs. G7 consensus, 2015-2017
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Sources: BlackRock Investment Institute and Consensus Economics, March 2017. 
Notes: The BlackRock GPS shows where the 12-month consensus GDP forecast may stand in three months’ time for G7 
economies. The blue line shows the current 12-month economic consensus forecast that we calculate by using GDP-
weighted Consensus Economics data.
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Setting the scene 

Global growth expectations are on the rise − and we see room for more 

upside surprises. Our BlackRock GPS − which combines traditional 

economic indicators with big data signals such as Internet searches − points 

to a rise in G7 growth estimates in the months ahead. See the gap between 

our gauge (green line) and consensus forecasts (blue line) in the Liftoff at 

last chart. What is different since our 2017 global investment outlook of 

December 2016? Reflation is becoming synchronized: Non-U.S. economies 

have contributed as much as the U.S. to the rise in our G7 GPS this year. 

This marks a reversal from 2016, when the U.S. was the locomotive. Our 

China GPS is also elevated, as detailed in China’s role in global growth of 

February 2017. Yet some of us caution that China’s lather, rinse and repeat 

cycle of credit stimulus followed by some monetary tightening is again in 

rinse mode. This could cause temporary hiccups in funding markets.

The global economic recovery is broadening, and we see room for 

consensus estimates to ratchet even higher as reflation gains traction.

Inflation expectations have rebounded from lows in mid-2016, and actual 

inflation is slowly following. It has bounced in the UK − driven by a weak 

sterling − and is creeping higher in the eurozone, albeit from much lower 

levels. See the An awakening of inflation chart. Energy has driven much  

of the rebound, but inflation is also broadening. A rising percentage of 

consumer price index components is clocking increases, our analysis shows. 

In China, wholesale prices have shot up after sliding for five straight years. 

What are the risks to our reflation thesis? First would be an overshoot in 

expectations of monetary tightening leading to a sharp rise in the dollar, 

tightening global financial conditions. Second, wage growth and corporate 

investment could be slower to materialize than surveys have indicated.  

This could set markets up for disappointment, particularly in the U.S. Lastly, 

any rise in protectionism could curb growth and lift inflation.

Our reflation thesis has risks: market expectations of faster monetary 

tightening, lackluster investment or wage growth, and protectionism.

S E T T I N G  T H E  S C E N E

An awakening of inflation 
U.S., eurozone and UK trimmed mean inflation rates, 2003-2017
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Sources: BlackRock Investment Institute and Thomson Reuters, March 2017. 
Notes: The chart uses trimmed mean inflation, which aims to provide a more accurate picture of underlying 
inflationary pressures. We take the official CPI basket for each country and each month exclude the largest and 
smallest movers by price volatility.   

Click to view interactive GPS
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Theme 1: Broadening reflation

We see an inflection point in growth, inflation and monetary policy. 

Markets are catching up to these fast-changing dynamics. Case in point:  

A synchronized global recovery in corporate earnings is supporting 

equities. This is not only about reflation. Cost discipline (resources), hopes 

for regulatory easing (financials) and innovation (tech) are all contributing  

to strong 2017 earnings expectations. Earnings momentum is particularly 

strong in Japan and EMs, while solid in Europe. This supports our 

preference for stocks in those regions. See the Earnings upswing chart. 

In the U.S., the “Trump trade” appears to be taking a breather. U.S. small 

caps and value stocks such as banks have been underperforming this year 

after a post-election run-up. Yet strong equity returns globally, including 

Japan small caps, suggest our reflation theme is intact.

Spreading global reflation is driving a long-awaited rebound in global 

corporate earnings, with the sharpest recoveries seen outside the U.S. 

Strengthening reflation reinforces our view that we have seen the bottom 

in bond yields globally after a multi-decade slide. See the chart Coming 

up for air. As a result, we see most government bond markets challenged 

this year. Many lack the buffers to defend against capital losses as yields 

rise. Yet we do see limits to how high yields can go. Central banks in Europe 

and Japan appear set to keep running ultra-easy policies. Many investors 

are ready to jump on higher yields to lock in income. Aging populations 

and historically weak rates of economic growth also act as brakes. 

Our expectation of higher yields underpins our overall preference for 

equities over bonds. Stocks have historically done well in reflationary 

environments because they are geared to global growth and offer 

diversification benefits, in our view. We do believe U.S. Treasuries and 

similar government bonds still have a key role to play in helping stabilize 

portfolios during "risk-off" episodes, when downside surprises roil markets.

Yields look poised to rise, but there are limits to how high they can go. We 

see risks to fixed income, and prefer Japanese, European and EM equities.

T H E M E S  B R O A D E N I N G  R E F L AT I O N

Earnings upswing
Changes in corporate profit estimates, 2012-2017
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Coming up for air
10-year government bond yields, 1980-2017
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Theme 2: Low returns ahead 

Our capital market assumptions point to muted returns across asset 

classes in the coming five years — but show investors can still be rewarded 

for moving out the risk spectrum into credit, equities and alternatives. We 

see a classic 60/40 portfolio of U.S. equities and diversified bonds returning 

less than 4% annually over the next five years — far below annual returns of 

10% from 2012 to 2016. See the Relative value chart. 

Our assumptions are for market returns, or beta. Active management can 

potentially enhance returns, especially in asset classes where specialist 

knowledge is key, managers have a track record of outperformance, the 

opportunity set is larger than benchmark indexes, and few liquid and low-cost 

passive alternatives are available. Think alternatives, credit and EM assets. 

Our subdued return outlook means investment strategies need a rethink. 

We see a greater role for non-U.S. and EM stocks, credit and alternatives. 

The search for yield is still on in the low-return environment − and 

income-producing assets are in short supply. This partly explains why  

yield curves have flattened, along with the Fed's lifting rates at a quickening 

pace. The long end of the yield curve effectively runs into a wall of demand 

− especially from liability-driven investors pouncing on yield spikes to lock 

in higher income streams. 

The challenge for investors? Some of the largest fixed income sectors,  

such as government bonds, offer paltry or even negative yields. See the 

blue bubbles in the So little yield, so much duration chart. Many, such as 

Japanese government bonds, are also relatively long duration. Ultra-low 

yields expose holders to significant interest rate risk. Yet the few sectors 

offering decent yields are relatively small and becoming pricey. Examples 

include U.S. high yield or EM corporate debt. This mismatch is one reason 

to be cautious and dynamic in fixed income and guard against the risk of 

sudden yield back-ups.

The fixed income universe is dominated by government bonds offering 

little buffer against yield rises. Investors may want to consider credit.

L O W  R E T U R N S  A H E A D  T H E M E S

So little yield, so much duration
Global fixed income yields and duration, March 2017
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Relative value
BlackRock's five-year asset class return assumptions, January 2017
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Theme 3: Different diversification

Equity market volatility is historically low despite persistent political 

uncertainty. See the What, me worry? chart. In fact, volatility looks 

unusually depressed across asset classes, with the exception of foreign 

exchange. Global reflation and ample liquidity have consistently trumped 

politics in recent years. Yet a lot is now brewing under the surface. Correlations 

between stocks and equity sectors, for example, have declined markedly in 

the U.S. and Europe, our research shows. 

Volatility is subject to sporadic outbursts that can wrong-foot investors.  

We still see bonds acting as effective shock absorbers in portfolios in such 

times of market stress. But they offer little safety cushion at today's still-low 

yields. We believe investors should consider a broader diversification 

approach than a traditional bond/equity mix, including adding factor 

exposures and asset classes such as private credit and real estate. 

We brace for sporadic spurts of volatility. Bonds are still effective shock 

absorbers, but we also see room for factors and alternatives as diversifiers. 

Depressed volatility is also covering up falling correlations across asset 

classes. Our multi-asset concentration index — a measure of correlations 

across 14 global asset classes — is hovering well below its post-crisis 

average, according to our Risk and Quantitative Analysis group. See the  

Go your own way chart. This is a break from recent years, when many asset 

classes rode a wave of central bank liquidity and moved in near lockstep. 

To be sure, correlations can change quickly − especially under a scenario  

of a downward jolt to growth expectations. Yet weakening correlations,  

low volatility and room for animal spirits to improve further all point to  

an environment where risk-taking is likely to be rewarded, in our view. 

We see the investment landscape increasingly being dominated by the 

differentiated effects of reflation, and, in economies such as the U.S.,  

by politics and policy. 

We see weakening correlations, low volatility and still-muted risk appetite 

favoring risk taking and putting a premium on security selection.

T H E M E S  D I F F E R E N T  D I V E R S I F I C AT I O N

What, me worry?
U.S. economic policy uncertainty and equity volatility, 2014-2017
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Go your own way
BlackRock Multi-Asset Concentration index, 2009-2017
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R I S K S  T H E M E S

Managing expectations
Rate expectations of policymakers and markets, 2017 to long run
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Notes: The chart shows the market's projection and the Fed’s outlook for the fed funds rate. The market outlook is  
based on overnight indexed swap rates, while the Fed's is the median projections from policymakers on the Federal  
Open Market Committee.

European disconnect
Eurozone PMIs and Europe ex-UK equity flows, 2012-2017
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Risks

A lot is hinging on the new U.S. administration’s growth agenda. Many 

U.S. stocks that sprinted ahead on prospects of tax reform, deregulation 

and stimulus have already fallen back. To be sure, fundamentals also have 

driven U.S. equity performance, with the tech sector benefiting from rising 

demand and high oil inventories sapping sentiment in the energy sector. 

Yet failure to pass a new health care bill has revealed a fractured Congress, 

calling into question meaningful pro-growth reforms and raising risks of 

protectionism. This could set up stocks for more policy disappointments. 

By contrast, we believe European elections risks are overstated as we find  

it hard to see populist candidates gaining actual power in the near term. 

We see demand for perceived safe-haven bonds weakening and investors 

rediscovering European equities: Flows into European equity funds are 

lagging a spurt in economic activity. See the European disconnect chart.

We see Europe’s political risks as overstated. European stocks could 

benefit as investors wake up to the region’s economic recovery.

A key risk is that expectations of monetary tightening catch up to those 

of the Fed — or even overshoot them. Markets today are pricing in a much 

gentler pace of rate rises than Fed officials. See the Managing expectations 

chart. Hawkish Fed rhetoric or expectations of tax cuts boosting growth 

could be catalysts for a repricing. To be sure, any repricing would happen 

in the context of a slower pace of tightening and lower peak fed funds  

rate than in the past because of aging populations and subdued growth. 

A likely shake-up to the Fed’s leadership − including the chair in 2018 − 

adds to policy uncertainty. And relatively narrow credit spreads leave little 

room for error. Higher rates eventually make cash more attractive and could 

bite into demand for risk assets, as detailed in Normalizing normalization 

of March 2017. Lastly, any overshoot in Fed tightening expectations could 

boost the dollar, hurt commodity prices and tighten financial conditions.

The quickening pace of Fed rate rises could upset the benign market 

backdrop; low volatility and tight spreads exacerbate this risk.

20170331-129301-362456
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M A R K E T S  G O V E R N M E N T  B O N D S

Deflating deflation fears
U.S., eurozone and Japanese medium-term inflation expectations, 2010-2017
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Note: The lines show the market expectations for five-year forward inflation in five-years’ time. Inflation expectations 
are based on five-year/five-year forward inflation swaps.

A good rate rise
Drivers of U.S. Treasury yield changes, 2013-2017
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Government bonds

Global reflation has led markets to start contemplating a normalization  

of monetary policies — even outside the U.S. Treasuries have led the rise in 

global yields. This rise has been a "healthy" one driven by two key factors: 

inflation and real interest rates. It contrasts with the “taper tantrum” of 2013, 

when the move was driven by increased risk premiums. See the A good rate 

rise chart. We see global yields rising further, with long-term bond yields 

remaining somewhat capped by subdued growth expectations and 

demand for yield from investors seeking to match long-term liabilities. 

Yet depressed volatility across asset classes points to market complacency. 

Any signs of a more hawkish Fed — or signals that the European Central 

Bank (ECB) is getting ready to tighten policy or the Bank of Japan (BoJ) is 

shifting its yield target — could lead to turbulence.

Global yields are rising on improved growth. This is fueling expectations 

of an eventual pullback in global monetary policy accommodation. 

Inflation expectations have sprung back to life around the world. The 

recovery has been from a low base − particularly in Europe and Japan − 

but the direction of travel since mid-2016 is clear. See the Deflating 

deflation fears chart. This represents a move away from the obsession over 

weak growth that had many investors fretting about deflation and “secular 

stagnation” just a year ago. It is effectively a return to normal, mostly driven 

by a rise in the inflation risk premium, our research shows. Yet we do see 

risks in the near term as markets may be too hopeful about the speed at 

which signs of wage growth arrive. A potential slide in oil prices is another 

risk as the energy rebound has been a big factor in the reassessment. 

We still see reasons to favor inflation-protected over nominal bonds in the 

medium term, especially in the eurozone. Our base case is that the ECB and 

BoJ will likely keep policy accommodative to ensure that inflation moves 

closer to target — market jitters about policy shifts notwithstanding.

We see medium-term opportunities in inflation-linked bonds, but some 

risk of disappointment in the near term as wage growth remains elusive. 

20170331-129301-362456
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C R E D I T  M A R K E T S

Credit

We see opportunities in credit. Investment grade corporate debt offers 

higher yields than long-end Treasuries at less than half the volatility, our 

five-year capital market assumptions show. See the Fixated on fixed income 

chart. We see it as attractive in the tradeoff between yield and risk. 

Within riskier fixed income areas, we believe EM hard-currency debt offers 

value in the medium term with relatively high expected yields at moderate 

volatility. We also like selected local-currency EM debt due to higher yields, 

easing concerns about rapid dollar gains and diversification benefits. 

Unusually low volatility and relatively rich valuations across credit markets 

leave little margin for error, however. This is why we prefer to take risk in 

equities, rather than in EM debt and equity-like bonds such as high yield.  

We favor U.S. credit and EM debt over government bonds, but prefer to 

take risk in equities due to elevated credit valuations across the board.

Credit is attractive for its income and ability to buffer a portfolio from 

higher rates. Yet the asset class's past success in having done so leaves 

credit spreads with less room to tighten further. As a result, we are starting 

to see more downside risks from any negative shocks than upside potential 

from global reflation. Eurozone credit looks particularly vulnerable against  

a backdrop of heady valuations and rebound in growth and inflation 

expectations. Eurozone investment grade spreads have compressed  

more than those on U.S. peers. See the Vanished value chart. 

Credit is not cheap across the board, so we focus on quality. Example:  

At the beginning of 2016, U.S. high yield spreads were among the widest 

versus investment grade since the financial crisis. A year later, that ratio is 

back near post-crisis lows, making investment grade relatively attractive. 

Our bottom line: Reflation favors equity over debt. Within a world of tight 

credit spreads, we prefer higher-quality corporates. 

We favor U.S. investment grade credit and an up-in-quality stance in high 

yield. We are underweight European credit due to heady valuations.

Vanished value
U.S. vs. eurozone investment grade credit spreads, 2014-2017
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Fixated on fixed income
BlackRock's five-year return and long-term volatility assumptions, January 2017
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are not intended to be indicative of any fund or strategy's performance. It is not possible to invest directly in an index.
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Odd man out 
Sources of equity total return since U.S. election, March 2017
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Performance improvement
EM equities relative performance and profitability, 2000-2017
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Equities

U.S. equities do not look cheap, and gains since the presidential election 

have been powered mostly by multiple expansion. This explains our 

preference for European, Japanese and EM equities, where valuations look 

more reasonable and gains have been driven more by expected earnings 

growth. See the Odd man out chart. To be sure, forward earnings expectations 

have a dismal track record of hitting the mark, with overoptimistic forecasts 

often ratcheted down as the year drags on.

Yet we see reason for optimism in 2017. Non-U.S. markets tend to have 

greater leverage to growth in global industrial production, our research 

suggests. We see this pointing to an even bigger earnings boost from stronger 

global activity. We expect small caps, cyclicals and banks to benefit as 

reflation broadens. As a result, we like the size and value factors. The latter 

still looks cheap to us globally despite solid post-election performance.

Non-U.S. equities look attractive to us. We see them playing a role in 

creating more diversified portfolios for the medium term.

EM equities are showing signs of life again. An encouraging sign is a 

bottoming out of the return on equity in EM markets relative to that of  

the developed world. See the Performance improvement chart. Investors 

have been slow to shift funds into EM equities, but we believe they are too 

cautious. Reasons include global reflation accelerating and broadening, 

solid consumer demand across the EM world and cost discipline boosting 

earnings in the resource sector. Recent recessions in Brazil and Russia as 

well as worries about trade protectionism have kept many investors away. 

Potential for an unexpectedly strong U.S. dollar also looms as a risk. Yet  

if the worldwide expansion powers ahead and trade keeps recovering  

as PMIs suggest, we expect EM equities to be among the biggest 

beneficiaries. We see opportunities in Chinese equities, as detailed in 

Warming up to China of February 2017, and like EM financials.

We like EM equities because we see companies improving profitability 

and benefiting from global reflation.
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▲  Overweight     —  Neutral     ▼  Underweight

Assets in brief
Views on assets for Q2 from a U.S. dollar perspective

Asset class View Comments

Equities

U.S. — Prospects of tax reform and deregulation are supportive. Timing and implementation are uncertain, however, and valuations have 

risen. We like value, financials, selected health care, dividend growers and shale oil companies.

Europe ▲
We see global reflation and an improving earnings outlook supporting cyclicals and exporters, particularly industrials and 

multinationals with EM exposures. We believe the risk of populist outcomes in upcoming elections is overstated in the near term.

Japan ▲
Positives are improving global growth, more shareholder-friendly corporate behavior and earnings upgrades amid a stable yen 

outlook. We see BoJ policy and domestic investor buying as supportive. Risks are yen strength and rising wages.

EM ▲
Economic reforms, improving corporate fundamentals and reasonable valuations support EM stocks. Reflation and growth in the 

developed world are other positives. Risks include shifts in currency policies and trade conflicts. 

Asia ex-Japan ▲
Financial sector reform and rising current account surpluses are encouraging. China’s economic growth momentum and corporate 

earnings outlook look strong in the near term. We like India, China and selected Southeast Asian markets.

Fixed income

U.S. government 

bonds ▼
A reflationary outlook challenges nominal bonds. TIPS valuations have risen, but we still favor them for the long run. A widening of 

agency mortgage spreads has improved valuations, yet changes to the Fed’s reinvestment policy are a longer-term concern.

U.S. municipals — Higher rates post election and muted issuance have restored value, and investor interest has perked up amid positive performance 

and market expectations that tax reform may be delayed or watered down. We are neutral on duration and favor 7-10 year bonds.

U.S. credit ▲
Stronger growth favors credit over Treasuries. We generally prefer up-in-quality exposures and investment grade bonds due to 

elevated credit market valuations. Floating-rate bank loans appear to offer insulation from rising rates, but we find them pricey.

European 

sovereigns ▼
Improvement in economic data and high valuations make us cautious. We see political risks waning after key elections. This should 

cause core eurozone yields to rise, and spreads of semi-core and selected peripheral government bonds to narrow.

European credit ▼
Risks are tilted to the downside amid heady valuations and the possibility of shifting market expectations for central bank support. 

We are defensive and prefer selected subordinated financial debt.

EM debt — We see broadening of growth beyond the U.S. benefiting EMs and limiting risks from dollar appreciation. This makes local-

currency debt more attractive to us. We see selected opportunities, but high valuations keep us neutral overall.

Asia fixed income — We like markets with positive fundamentals and reform momentum, such as India. The upside is limited as spreads have 

compressed. A positive cyclical outlook for China is supportive, but U.S. trade protectionism is a risk.

Other
Commodities and

currencies — We see oil prices as range-bound amid stabilizing U.S. inventory growth. We expect the U.S. dollar to rebound from recent 

weakness in the medium term due to higher growth expectations and interest rate differentials with many other economies.
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BlackRock Investment Institute
The BlackRock Investment Institute (BII) provides connectivity between BlackRock’s portfolio managers, originates economic and markets research, develops investment views for clients, and 

publishes insights. Our goals are to help our portfolio managers become even better investors and to produce thought-provoking investment content for clients and policymakers.

20170331-129301-362456

https://www.blackrock.com/corporate/en-us/news-and-insights/blackrock-investment-institute

