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Summary

May overview: Tariffs continued to dominate the May news cycle, as financial markets tried to come to grips with outcomes and some 

tariff-related effects surfaced in economic data. Actual inflation outcomes are still benign so far, but concerns remain about the impact of 

tariffs. Developed market central banks continued the cautious easing cycle in May, with some staying on hold and others reducing rates at 

a moderate pace. Policymakers continue to voice concern about the effects of tariffs on growth and inflation. The US dollar (USD) 

weakened modestly against most currencies over the course of the month. US bond yields rose on a credit rating downgrade and fiscal 

concerns. Sovereign bond yields were also higher across most other developed markets but mixed among emerging markets.  

Outlook: Tariffs pose downside risk to growth and upside risk to inflation. We continue to monitor policy developments under the 

new US presidential administration for their possible effects on the economy and financial markets, and to identify which countries are likely 

to be positively or negatively affected by the new tariff environment. Other risks to the growth and inflation outlook include geopolitical 

developments, such as ongoing conflicts. Global monetary policy is broadly expected to remain in a moderate downward cycle (with the 

principal exception of Japan), but tariffs pose a threat here too. We believe the USD remains broadly overvalued even after its depreciation 

this year, and our portfolios focus on specific currencies and bonds where we see value across both developed and emerging markets. 

General market and economic overview

As the back-and-forth on tariff negotiations continued over much of May, financial markets tried to align with outcomes. 

Sentiment surveys in both the United States and elsewhere mostly continued to show the negative effects of both uncertainty and tariff 

expectations on consumer and business confidence, though some were better than prior readings. The latest University of Michigan 

consumer confidence survey again recorded sentiment falling while inflation expectations leapt. Manufacturing purchasing manager 

indexes are soft while services are more resilient, but still close to break-even. The labor market remains resilient, with the unemployment 

rate at 4.2%. Tariffs are likely the reason that US imports jumped (due to front-loading ahead of tariff increases), with the corollary that 

exports increased in a number of Asian countries (including China and South Korea) as well as Canada. As geopolitical shifts continue 

around US tariff imposition, China and the European Union (EU) are taking steps to warm relations while the United States and United 

Kingdom announced a trade deal. Political developments included German Chancellor Merz being elected by Parliament, a short-lived 

conflict between India and Pakistan, and elections in Australia and (just after month-end) presidential elections in Poland.
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US Consumer Sentiment Remains Weak Amid Tariff Uncertainty

Exhibit 1: University of Michigan Consumer Sentiment Survey (Index, 1966 = 100)

Sources: University of Michigan. There is no assurance that any estimate, forecast or projection will be realized. 
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After strengthening earlier in the month, the USD fell back thereafter to end the month little changed. The US Dollar Index 

(DXY) edged down by 0.1% over May, bringing its year-to-date loss to 8.1%.1 On a broader basis, most currencies were largely flat or 

modestly higher against the USD over the month, though a few currencies depreciated.  

Recent inflation progress has been uneven across countries. US headline Consumer Price Index (CPI) inflation edged down by 

0.1% to 2.3% year-over-year (y/y) in April, while core CPI was unchanged at 2.8% y/y, still its lowest level since early 2021. Preliminary 

euro area (EA) inflation data fell to 1.9% in May (from 2.2% in April). Inflation in Japan was unchanged and still robust at 3.6% y/y in 

April, with its current headline inflation rate remaining the highest among the G10. Tariffs have introduced upside risk to the inflation 

outlook in a number of countries.

Developed markets mostly remain in moderate monetary easing cycles, with an already-cautious approach toward the pace of 

rate cuts underlined with uncertainty over the effects of tariffs. The US Federal Reserve (Fed) kept rates on hold in May, while 

Australia and the United Kingdom cut rates on contained inflation outlooks. Though the Bank of Japan (BoJ) remains an exception to 

other developed markets as it is in a tightening cycle, it also left rates unchanged in May; the last rate increase was in January 2025. 

By contrast, a number of emerging markets are much further into their easing cycles, with some now slowing or pausing their 

rate cuts while a couple of countries are already raising rates again. In Latin America, Brazil raised rates again in May. Across other 

emerging markets with May policy meetings, central banks either remained on hold or eased moderately. China eased a variety of 

monetary measures in May to cushion the economy, likely in anticipation of negative effects from tariffs.

Developed market sovereign bonds mostly drifted higher in May. Moody’s downgraded the US credit rating to Aa1 from Aaa, 

becoming the last of the three major ratings agencies to strip the United States of the highest credit rating. This added to tariff 

uncertainty and the expansionary fiscal proposals under consideration in the United States to undermine bonds there. The yield on the 

10-year US Treasury note rose 24 basis points (bps) over the month to 4.40%, while in the EA, the benchmark German Bund yield rose 

6 bps to 2.50%. Japan's 10-year government bond yield rose by 18 bps to 1.49% in May, off its most recent peak but still close to its 

highest levels since 2009, partly due to reduced government purchases and weak investor demand. 

Emerging market local-currency bond yields were mixed over the month. Yields generally fell in Asia and in South Africa, while 

rising in emerging Europe and showing mixed performance in Latin America. Overall, local-currency emerging market indexes rose in 

May. Emerging market sovereign debt also generally gained in May. The JP Morgan Emerging Markets Bond Index Global (EMBIG 

Global) rose by 0.9% in the month.2

Outlook and positioning

Tariffs have jeopardized the view that US and global growth will have a soft landing. Regardless of where tariffs actually settle, 

the prevailing uncertainty is likely to be detrimental to investment as well as some types of consumer spending. Globally, growth is 

likely to be weaker as the effects of tariff impositions play out. That said, we do not expect an outcome of deep recession. In the United 

States, consumers remain relatively healthy, and the Fed has several tools at its disposal to help cushion growth. In Europe, external 

headwinds include tariffs, though sentiment about domestic growth prospects improved following the announcement of the ReArm 

Europe Plan in March. Japan's structural shift toward reflation continues, though tariff uncertainties could weigh on growth in the near 

term. The International Monetary Fund’s latest World Economic Outlook forecasts global growth at 2.8% in 2025 and 3.0% in 2026. 

Emerging markets are expected to grow by 3.7% in 2025 and 3.9% in 2026, while advanced economies are projected to grow 1.4% this 

year and 1.5% next year. Within emerging markets, Asia (forecast at 4.5% growth in 2025 and 4.6% in 2026) remains the strongest 

region.3

Risks have also risen around the inflation outlook. Although the global inflation cycle is currently in a downtrend, shorter-term 

setbacks in some countries may become more permanent if tariff-related increases result in second-round effects to become 

embedded in inflation. A rise in inflation expectations (in some instances to multiyear highs) across a range of consumer surveys raises 

concern in this regard, and a range of central banks—including the Fed—have highlighted the potential risks to inflation. In addition, the 

final outcome of the US budget bill may complicate the inflation outlook. We will monitor developments on these fronts.

Global monetary policy trends became asynchronous during the easing cycle, and the current heightened uncertainty adds to 

forecast risk. Cycles have become desynchronized, with various countries at different stages of their easing cycles; Brazil is already 

beyond the end of its easing cycle and raising rates again. Japan remains a notable exception to the global-inflation and interest-rate 

downtrend, as the BoJ continues to normalize policy in response to reflationary conditions. Global risks around tariffs are significant 

here too, and a number of central banks have highlighted tariff uncertainty as clouding the interest-rate outlook.
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The tariff and policy outlook emanating from the United States cast some clouds over a generally positive emerging markets 

environment. Sounder policies and reforms in a number of emerging markets have led to improved economic fundamentals, while we 

also expect various emerging markets to benefit from reshoring initiatives. Wherever tariffs finally settle, different countries will likely 

benefit or suffer from the trade realignments that will follow. In general, we think the imposition of tariffs will likely also underpin the 

current global trend of regionalization and reshoring. Possible lower global capital flows in the current environment may also pose a risk 

to some countries. Moreover, some countries generally remain more vulnerable to weaker fundamentals, and some will be hurt more 

than others by tariffs and changing US foreign policy. We therefore closely monitor idiosyncratic factors in different countries to identify 

relative valuation opportunities among countries. 

In our view, the USD remains broadly overvalued. While some currencies may stay soft or weaken against the USD, we expect a 

number to gain against the greenback. This view factors in cyclical factors (interest rates and slowing growth) and structural ones 

(particularly the United States’ twin current account and budget deficits), as well as a pivot in financial asset flows away from the United 

States from investors (and sometimes officials) reacting to the new US administration’s policies. With this as a base view, we see 

opportunity in non-dollar assets in select countries within both developed and emerging markets. 

On a regional basis, we find select countries in the Asia-Pacific region attractive. We focus on countries with positive fundamentals 

and undervalued currencies, as well as those we expect to be more insulated from tariff effects. We expect the Japanese yen to benefit 

from Japan’s structural reflationary shift and monetary policy normalization, as well as reshoring. Australia has solid macroeconomic 

fundamentals, which should provide upside potential while limiting downside risk. In India, continued progress with structural reforms 

and benefits from reshoring underpin a positive view. Malaysia is well entrenched in the global supply chain and is also likely to benefit 

from reshoring. We also believe all these countries are relatively more protected against tariffs. We expect the Chinese authorities to 

continue a trend of supporting domestic growth when needed, which should help underpin its Asian neighbors and trading partners.

In Latin America, we favor countries with prudent macroeconomic policies, relatively high yields and what we regard as undervalued 

currencies. The independence of central banks in certain countries and resultant proactive monetary policy is a key strength, in our 

view. Additionally, Mexico’s geographic proximity to the United States has made it an attractive destination for nearshoring. We can 

expect to see some political campaigning ahead of midterm elections in Argentina later this year and general elections in Brazil and 

Colombia in 2026, and we will monitor potential implications for policy.

Beyond these two broad regions, which remain our largest regional exposures, we also see opportunity in certain emerging and frontier 

markets in both local-currency and hard-currency assets. In our assessment, certain African countries have seen fundamentals improve 

noticeably and offer attractive opportunities for potential yield pickup, and we have increased exposure in some portfolios in select 

African countries, as well as certain countries in frontier Asia. 

In local-currency positions, we favor select countries in both developed and emerging markets where we see value in their 

currencies, bonds or both. We remain highly selective at the sovereign level, given significant variations in economic fundamentals 

and policy responses. Our portfolios are constructed to capture potential upside in currencies we consider to be undervalued against 

the USD, while we also hold net-negative positions in others where we have identified specific weaknesses. Our long currency 

exposures focus on countries with strong trade dynamics, sustainable current account positions, better fiscal management and stronger 

growth potential. In bonds, we hold positions in select countries where we identified opportunities from various factors, including 

inflation and interest-rate outlooks, fiscal progress and other economic reforms and/or reshoring. We aim at a relatively high overall 

portfolio yield by holding higher-yielding, local-currency positions in specific emerging and (where relevant) frontier markets that we 

view as having resilient fundamentals and attractive risk-adjusted yields. 

Given the current stage of the global rate cycle, as well as improving fundamentals and policy responses in some emerging and frontier 

markets, we have expanded our holdings in select hard-currency-denominated sovereign credit.

Geopolitics have impacted markets significantly at times over the past few years, and we continue to closely monitor 

developments.
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WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. Past performance is no guarantee of future results. Please note that an 

investor cannot invest directly in an index. Unmanaged index returns do not reflect any fees, expenses or sales charges.

Fixed income securities involve interest rate, credit, inflation and reinvestment risks, and possible loss of principal. As interest rates rise, the value of 

fixed income securities falls. Low-rated, high-yield bonds are subject to greater price volatility, illiquidity and possibility of default.

International investments are subject to special risks, including currency fluctuations and social, economic and political uncertainties, which could 

increase volatility. These risks are magnified in emerging markets. Investments in companies in a specific country or region may experience greater 

volatility than those that are more broadly diversified geographically. The government’s participation in the economy is still high and, therefore, 

investments in China will be subject to larger regulatory risk levels compared to many other countries.

Currency management strategies could result in losses to the fund if currencies do not perform as expected.

Concentrations of certain securities, regions or industries is subject to increased volatility. Investment strategies incorporating the identification of 

thematic investment opportunities, and their performance, may be negatively impacted if the investment manager does not correctly identify such 

opportunities or if the theme develops in an unexpected manner.

Diversification does not guarantee a profit or protect against a loss. 

Endnotes

1. Source: Bloomberg. The DXY measures the value of the US dollar relative to a basket of foreign currencies, often referred to as a basket of US trade partners' currencies. Indexes 

are unmanaged and one cannot directly invest in them. They do not include fees, expenses or sales charges. Past performance is not an indicator or a guarantee of future 

performance. See www.franklintempletondatasources.com for additional data provider information. 

2. Source: Bloomberg. The JP Morgan EMBI Global tracks total returns for traded external debt instruments in the emerging markets. Indexes are unmanaged and one cannot directly 

invest in them. They do not include fees, expenses or sales charges. Past performance is not an indicator or a guarantee of future performance. See 

www.franklintempletondatasources.com for additional data provider information. 

3. There is no assurance that any estimate, forecast or projection will be realized.
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IMPORTANT LEGAL INFORMATION 

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or solicitation 

to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may not be reproduced, 

distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at publication date and may 

change without notice. The underlying assumptions and these views are subject to change based on market and other conditions and may differ from 

other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a complete analysis of every material fact 

regarding any country, region or market. There is no assurance that any prediction, projection or forecast on the economy, stock market, bond market 

or the economic trends of the markets will be realized. The value of investments and the income from them can go down as well as up and you may not 

get back the full amount that you invested. Past performance is not necessarily indicative nor a guarantee of future performance. All 

investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon in that 

connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this material and 

Franklin Templeton ("FT") has not independently verified, validated or audited such data.  Although information has been obtained from sources that 

Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information may be incomplete or condensed and 

may be subject to change at any time without notice. The mention of any individual securities should neither constitute nor be construed as a 

recommendation to purchase, hold or sell any securities, and the information provided regarding such individual securities (if any) is not a sufficient 

basis upon which to make an investment decision. FT accepts no liability whatsoever for any loss arising from use of this information and reliance upon 

the comments, opinions and analyses in the material is at the sole discretion of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates and/or their distributors 

as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact for further information on 

availability of products and services in your jurisdiction.

Brazil: Issued by Franklin Templeton Investimentos (Brasil) Ltda., authorized to render investment management services by CVM per Declaratory Act n. 6.534, issued on October 1, 

2001. Canada: Issued by Franklin Templeton Investments Corp., 200 King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, 

www.franklintempleton.ca. Offshore Americas: In the US, this publication is made available by Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906. Tel: (800) 

239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. US: Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL 

BEN/342-5236, franklintempleton.com. Investments are not FDIC insured; may lose value; and are not bank guaranteed.

Issued in Europe by: Franklin Templeton International Services S.à r.l. – Supervised by the Commission de Surveillance du Secteur Financier – 8A, rue Albert Borschette, L-1246 

Luxembourg – Tel: +352-46 66 67-1, Fax: +352-46 66 76. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124 Warsaw. Saudi Arabia: Franklin 

Templeton Financial Company, Unit 209, Rubeen Plaza, Northern Ring Rd, Hittin District 13512, Riyadh, Saudi Arabia. Regulated by CMA. License no. 23265-22. Tel: +966-112542570. 

All investments entail risks including loss of principal investment amount. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an authorized Financial 

Services Provider. Tel: +27 (21) 831 7400, Fax: +27 (21) 831 7422. Switzerland: Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. United Arab 

Emirates: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, 

East Wing, Level 2, Dubai International Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100, Fax: +9714-4284140. UK: Issued by Franklin Templeton Investment 

Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL. Tel: +44 (0)20 7073 8500. Authorized and regulated in the United Kingdom by the 

Financial Conduct Authority. 

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), Level 47, 120 Collins Street, Melbourne, 

Victoria 3000. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 62/F, Two IFC, 8 Finance Street, Central, Hong Kong. Japan: Issued by Franklin Templeton 

Investments Japan Limited. Korea: Franklin Templeton Investment Advisors Korea Co., Ltd., 3rd fl., CCMM Building, 101 Yeouigongwon-ro, Yeongdeungpo-gu, Seoul, Korea 07241. 

Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has not been reviewed by 

Securities Commission Malaysia. Singapore: Issued by Templeton Asset Management Ltd. Registration No. (UEN) 199205211E, 7 Temasek Boulevard, #38-03 Suntec Tower One, 

038987, Singapore.

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.

The views and opinions expressed are not necessarily those of the broker/dealer; or any affiliates. Nothing discussed or suggested should be construed as permission to supersede or 

circumvent any broker/dealer policies, procedures, rules, and guidelines.
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