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Emerging markets regain their appeal

Sonsoles Castillo

Investors, who have been fleeing from emerging markets for quite some time, are starting to look at these
economies again, which has been reflected in the recent portfolio flows. The most frequent data clearly
shows the change in investor sentiment with regard to allocating capital: there is greater appetite for
emerging assets, especially in fixed income, and less interest in “safe haven” assets.

This is a new development taking into consideration that capital allocation in the last two years has shown a
clearly negative trend in emerging markets. Since the Federal Reserve starting sending the first signals that
QE is drawing to a close, which was one of the primary factors driving the massive flows into emerging
markets between 2008 and 2013, capital outflows has been the dominate trend- albeit with lots of volatility.
There are two noteworthy aspects to this nascent reversal of capital flows. First, the improvement is across
the board in the main countries, although we can see that the Latin American countries appear to be
benefitting somewhat more than, for example, Asian markets, partly because they were also the hardest hit
by the period of outflows (2014 and 2015). Second, investors are discriminating by asset type; while fixed
income assets are seeing significant inflows, the equity space-more tied to the economic cycle outlook-
hasn’t managed to take off. This data should make investors take a cautious approach.

The million dollar question is if this sudden surge in investor appetite for emerging markets will continue or
lose steam sooner than later. Our analysis of the factors that underpin the recent turnaround indicate that
the latter is probably more likely. According to our estimates, capital flows into emerging markets are mainly
due to a common denominator of a global nature: less aversion to risk. Within the erratic movements we are
seeing in the markets, two factors have recently combined to increase risk appetite and, therefore, interest in
emerging economies: China has not given us any negative surprises, the price of oil has recovered on
expectations that a production cap agreement will be reached and last, but not least, the market expects the
Fed to take an ultraconservative approach to rate hikes, which weighs on dollar weakness. Of course this is
all good news, but the positive tone may be fleeting due to its very nature. In other words, if after the recent
capital flows we were to witness a more “fundamental” factor come into play, we could see a more lasting
turnaround take hold: especially considering that emerging assets have proven to be highly sensitive to
changes in market sentiment.

In any case, regardless of these reasonable doubts, we can say the outlook is slightly more positive than a
few months ago. Barring any major distress, particularly from China, the expectations of a moderate
recovery in global growth and confidence that the Fed will be able to successfully manage the rate-hike
cycle, should support capital inflows into emerging markets, although at a slower pace than we have seen
up to now. The first test will come in the next few days when China releases its growth data and the meeting
of oil-producing countries is held this weekend. Looking farther out, the risk events hovering over the global
growth scenario include the Brexit referendum or a possible Fed rate hike in June, to name two of the most
important ones.

In short, it's time to remain vigilant not only as far as emerging markets are concerned, but with regard to so-
called risk assets in general.
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic context or
market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of
any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in the information contained in this document. Those persons or entities
offering investment products to these potential investors are legally required to provide the information needed for them to take an
appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.
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