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Foreword

The €800bn European recovery fund aims to kick-start 
the eurozone’s economy, while upping sustainability and 
digital capabilities. The initiative has the potential to lift 
productivity and growth prospects. We believe this may 
amount to around 1.2 percentage points to eurozone real 
growth by 2023. That said, execution of the plans will be key.

The above stimulus could contribute to inflationary pressure 
that is being seen in Europe and elsewhere. Investors 
countinue to ponder whether higher prices are temporary, 
as we believe, or permanent. We look to mitigate this risk 
in portfolios by investing in high-quality companies with 
pricing power, inflation-linked debt and private markets.

In equities, Europe seems an ideal economic recovery 
play. After an initial promising burst, the region now 
underperforms its US peers for the year. Although 
eurozone growth may not be as strong as hoped, there 
are still opportunities at the sector and stock level. Luxury, 
industrials and healthcare companies offer promising 
prospects, in our opinion.

Turning to bonds, the European Central Bank has adjusted 
to a more flexible inflation target. For all the language, 
eurozone rates are likely to remain low for some time. 
Taking more duration or credit risk are two options when 
trying to boost portfolio yield. BBB-rated bonds seem to 
offer value in terms of the latter. Meanwhile, BB-rated bonds 
provide another route, especially with default rates on 
the wane.

In commodities, the oil price hit a six-year high in July as 
demand strengthened and supply-side restraints appeared. 
More volatility looks likely, though upside appears limited. 
We expect Brent to average $68 a barrel in 2022. Similarly, 
the gold price has bounced around much, following the 
changes in investors’ risk appetite and in bond yields. The 
spectre of the Delta varient’s impact on COVID-19 infection 
levels reintroducing lockdowns and hiking market volatility 
may see gold shine again.

Jean-Damien Marie 
and Andre Portelli, 
Co-Heads of Investment, Private Bank

Financial markets remain in confident mood, despite some inflationary concerns and rising numbers of coronavirus 
infections. With second-quarter company earnings in full swing and the European Central Bank redefining its inflation 
target, this issue of Market Perspectives looks at investment opportunities in Europe.
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There seems to be one topic investors cannot avoid thinking 
about and also fail to agree on: inflation. The disagreement 
is centred on transitory or permanent price pressures, 
with the latter a headwind to growth and likely resulting in 
restrictive monetary policy.

In June, the US consumer price index (CPI) surged to its 
highest rate in 13 years at 5.4%, UK inflation hit an almost 
three-year high of 2.5% and euro area inflation briefly 
overshot its target (see chart). In addition, Chinese producer 
prices hit an eight-year high.

Although we see inflationary pressures as transitory and 
likely to abate in the medium to longer term, we now 
analyse some important questions around the topic.

What’s been driving inflation?
The rise in inflation seen this year can be attributed to the 
previous period’s comparables, or base effects, stronger 
demand as economies reopen and consumers spending 
their excess savings, accommodative monetary and fiscal 
policy and a mix of supply-side bottlenecks and constraints.

However, much of the price pressures have been focused 
on specific goods and services exposed to reopening as 
opposed to broad-based strength. Used cars, airline fares 
and lodging away from home contributed 58 basis points 
(bp) of the 88bp hike in June’s US core inflation. Used cars 
accounted for a third of the gain in CPI with production of 
new cars limited by a shortage in semiconductors.

The semiconductor supply issue may abate once supply-
side constraints fade and pent-up demand wanes. The 
Barclays Underlying Inflation Gauge for the US, which 
excludes transitory influences, supports this notion. 
Underlying personal consumption expenditure (PCE)

inflation is firming to levels approaching 2%, but is well 
short of recent incoming inflation data (see chart, p5).

What’s the argument for higher-for-longer inflation?
The suggestion of more sustained upward price pressures in 
the US may stem from the potential impact of the Democrat 
administration’s fiscal stimulus. Professor Olivier Blanchard, 
the former chief economist at the International Monetary 
Fund, argues that President Biden’s $1.9tn stimulus plan is 
three-times the size of the output gap1, or the gap between 
actual and potential economic output.

Inflation: here today, gone tomorrow?
As inflation continues to come in higher than expected, is it time to reconsider the outlook for 
prices and portfolio positioning? We analyse the findings from Barclays’ 25th global annual 
inflation conference and what this might mean for investors.

Jai Lakhani, CFA, London UK, Investment Strategist

Soaring inflation hints at central bank headaches 
The consumer price index in the UK, US and euro area 
since 2011

Source: Datastream, Barclays Private Bank, July 2021

C
on

su
m

er
 p

ric
e 

in
de

x 
(%

)

6

5

4

3

2

1

0

-1

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

20
20

UK CPI rate US CPI rate Euro area CPI rate

1 Peterson Institute for International Economics, In defense of concerns over the $1.9 trillion relief plan, 18 February 2021 https://www.piie.com/blogs/realtime-economic-issues-
watch/defense-concerns-over-19-trillion-relief-plan



Added to that, labour shortages may increase wage 
pressures as demand rises. Wage hikes tend to be hard to 
reverse and might translate into meaningful inflation that 
requires central bank intervention.

Why might inflation pressures be transitory?
There are three points worth considering when looking 
into whether more elevated levels of inflation are transitory 
rather than permanent. We look at them below:

First, the last year has seen the strongest economic recovery 
since any recession for 80 years. Bar the semiconductor 
supply shortages, which seem to be moderating, the 
bottlenecks affecting some supply chains probably result 
from a transient shock as opposed to structural constraints.

At Barclays’ latest global annual inflation conference in June, 
World Bank economist Franziska Ohnsorge attributes nine-
tenths of inflation is the rise in demand, suggesting that 
supply is unable to react to the increase in demand. Longer 
term, the secular drivers of deflationary pressures, such as 
digitalisation and technology advancement, remain intact 
and should continue to lower input costs.

Second, the strong demand seen so far may not last long. 
In many regions, such as the US, UK and especially China, 
momentum is peaking. Furthermore, although the fiscal 
stimulus of the last year has been large, its impact could 
fade quickly, especially as we emerge out of the recovery 
and support schemes are unwound.

Finally, and most importantly, inflation expectations remain 
firmly entrenched (see chart) over the medium to longer 
term for both advanced and emerging economies. In fact, in 
emerging markets a one percentage point upward inflation 
surprise only raises the inflation expectations for five years 
ahead by 0.2 percentage points.

This has been driven by disciplined inflation targeting by 
central banks and fiscal rules being implemented. Agents in 
both developing and emerging market economies believe 
that permanent pressures in inflation will not be tolerated 
and rate hikes have begun in many emerging market 
regions. The US Federal Reserve’s hawkish surprise at its 
June meeting is further evidence of this.

What can investors do?
While investors may disagree on the underlying momentum 
of inflation, one thing remains clear: price pressures are 
likely to be higher this year and next than experienced in the 
past decade.

In trying to limit the effects of inflation risk on portfolios, 
investors can invest in high-quality companies exhibiting 
strong pricing power, inflation-linked bonds and, selectively, 
gain exposure to short-duration high-yield bonds. That 
said, upping exposure to private markets, hedge funds and 
real assets, such as infrastructure, very much warrants 
consideration (see June’s Market Perspectives).

Note: Shaded areas show 99% confidence interval. Preferred specification, 
which takes as given NAIRU estimates from the CBO and includes signals 
of longer-term inflation expectations from the Michigan Survey (5-10yr 
expected inflation), breakevens (5y5y forward), and the Survey of 
Professional Forecasters (PCE Price Inflation and CPI Price Inflation over 
next ten years).

Source: Barclays Research

Inflation: filtering out the noise 
The underlying inflation rate, as measured by the personal 
consumption expenditure rate, and central bank target 
rate since 1990
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Inflation expectations remain entrenched 
The eurozone and US five-year inflation expectations in 
five years’ time and the UK breakeven (the difference 
between nominal government bonds and inflation-linked 
alternatives) five-year rate since 2015 
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Henk Potts, London UK, Market Strategist EMEA

Will Europe’s ambitious recovery fund plan work?
The €800bn European recovery fund might be an ambitious attempt to kick-start the 
eurozone’s economy in the shadow of COVID-19. But will the initiative really lift growth 
prospects while delivering a greener economy and redefining the bloc’s financial framework?

In response to the pandemic, a change in the financial 
framework of the European Union (EU) in recent months 
aims to coordinate stimulus efforts and put the bloc firmly 
on the path to fiscal union.

The European Commission (EC) devised the €800bn 
European recovery plan known as Next Generation EU 
(NGEU). When coupled with the multiannual financial 
framework, the plan aims to repair the initial economic and 
social damage caused by the pandemic, while also creating 
a greener, more digital, more resilient Europe.

The road to fiscal union
After a period of tense negotiations between member states 
and push back from the so-called frugal four (Netherlands, 
Austria, Denmark and Sweden) an agreement was reached 
to embrace the concept of debt mutualisation.

The ratification of the own resources decision in May1 
paved the way for the EC, on behalf of the EU, to begin 
issuing bonds. Issuance started in June and by the end of 
the year the Commission plans to issue €80bn in long-term 
funding. They have targeted distributing 13% of the total 
funds upfront, most probably by the end of July for at least 
twelve countries.

The main component of the NGEU is the funding of the 
six-year Recovery and Resilience Facility (RRF), with funds 
distributed in the form of both grants and loans. In an effort 
to assist the least developed nations, 70% of grants will 
depend on each member state’s population, the inverse 
of gross domestic product (GDP) per capita and average 
unemployment rate over 2015-2019. The remaining 30% 
will be determined by rate of GDP decline since 2020, in 

order to aid the economies that have been hardest hit by the 
pandemic. For loans, each member state can request up to 
6.8% of its 2019 gross national income.

Eligibility is linked to promoting European objectives
In order to receive funds, countries were required to submit 
their National Recovery and Resilience Plans (NRRP) to the 
EC. Each plan addresses the challenges identified in the 
“European Semester” from the EU around coordinating 
economic and fiscal policy, particularly the country-
specific recommendations2.

Countries were also encouraged to focus on key areas for 
investment and reform, including clean energy, sustainable 
transport, digitalisation of public administration, data cloud 
capabilities and reskilling/upskilling. A minimum of 37% of 
the funds should focus on climate challenges and 20% to 
foster the digital transition.

“A minimum of 37% of the funds should 
focus on climate challenges and 20% 
to foster the digital transition”

The fears over the misuse of funds have encouraged 
officials to demand recipients agree to using the money 
to meet European-wide objectives, commit to extensive 
economic reforms and demonstrate progress in targeted 
areas. States are also required to establish systems to report 
and record the final beneficiaries of EU funds.

1 European Council of the European Union, Green light from all member states for EU recovery spending, 31 May 2021 https://www.consilium.europa.eu/en/press/press-
releases/2021/05/31/green-light-from-all-member-states-for-eu-recovery-spending/
2 2020 European Commission, Commission Communication on Country Specific Recommendations, May 2020 https://ec.europa.eu/info/publications/2020-european-semester-
commission-communication-country-specific-recommendations_en



Where the money will be spent
Italy will be the largest receiver of EU recovery funds in 
absolute terms, receiving at total of €205bn (12.4% of 2020 
GDP) from the NGEU facility. The Italian government plans 
to provide tax credits to companies transitioning to high 
productivity technologies. It also aims to develop a high-
speed railway between the north and south and strengthen 
labour market policies.

German policymakers will have programmes to “future-
proof” hospitals, the digitalisation of administration and 
support for the replacement of private vehicle fleets. 
Germany will also focus on providing funding for more 
energy-efficient buildings and upgrading of supply chains.

Authorities in France have pledged to modernise the 
railway network and develop public transport. They are also 
investing to improve the energy intensity of public buildings 
and support research into industrialising electrolysis and 
fuel cells technologies.

In Spain, the focus will be on reducing traffic levels and 
developing sustainable-mobility alternatives. Officials have 
also pledged to modernise public administration and invest 
to close the regional digital divide in the country and realise 
the full potential of 5G for phone networks.

Benefits and risks of collective debt
The establishment of debt mutualisation is an important 
change for Europe. The issuing of joint debt should reduce 
the risk of fragmentation, lower borrowing costs for a 
number of states and improve policy coordination.

Shared debt can also generate a number of challenges. 
There are concerns that fiscally reckless countries will abuse 
the credit-worthiness of other states. 

European monitoring mechanisms and enforcement of 
fiscal rules are known for being weak. As such, compliance 
is likely to create a continual problem for officials. Some 
may also argue that the switch to collective debt may 
further infringe upon national sovereignty.

Boosting productivity and growth prospects
The investment projects and reforms should increase EU 
productivity capacity and sustain above-trend growth 
in the medium term, assuming the funds are effective 
and efficiently used. The RRF should provide a sizable 
fiscal stimulus to demand from the middle of this year, 
particularly for member states that are net recipients, 
without directly increasing public debt.

“The investment projects and reforms should 
increase EU productivity capacity and sustain 
above-trend growth in the medium term”

We estimate that the national plans will contribute around 
1.2 percentage points (pp) to the bloc’s real growth by 
2023, with the growth impact particularly pronounced in 
Italy and Spain. The Commission estimates that the 
economic effect should still be positive with projected 
growth lifted by 0.5pp at the 10-year horizon. 

These growth estimates exclude the likely positive effect of 
structural reform on potential growth. However, as always, 
execution will be the key to deriving the best possible return 
on investment.
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Julien Lafargue, CFA, London UK, Chief Market Strategist

Hunting for value in European equities
With European equities underperforming US peers again and the pace of the recovery in doubt 
as COVID-19 infection levels rise, are opportunities emerging for investors in the region?

Continental European equities were seen as the perfect 
“value” trade, set to outperform in an economic reopening 
and recovery scenario, by an ever increasing proportion of 
investors earlier this year. While we were sympathetic to this 
rationale, we’ve always thought that any outperformance 
would be short-lived. Fast forward to today and eurozone 
indices are once again lagging their US peers, reinforcing 
our view that active management is key in the region.

Europe as a value play
European indices remain geared towards cyclical and value 
sectors such as financials, industrials and certain parts of 
consumer discretionary such as autos and retail (see chart). 
This makes them well positioned to profit from accelerating 
economic activity. And because European companies tend 
to be more exposed to global trade (the eurozone’s trade-
to-gross domestic product stands at 82%, versus 26% 
in the US, according to the World Bank1), the eurozone 
appears to be great global recovery play.

Timing is of the essence
However, as we’ve highlighted before, the post-pandemic 
rebound in financial markets was likely to be similar to the 
collapse that occurred in early 2020: violent and short-lived, 
requiring spot-on timing. This is exactly what happened 
as, over the first two weeks of November, eurozone indices 
outperformed their US counterparts by around 6%. After 
that, stocks in both areas moved in tandem.

More recently, in May and June, eurozone stocks extended 
their lead slightly over US peers but then lost all of their total 
outperformance in June and July as concerns over global 
growth re-emerge. Because timing both the entry and exit 
points to perfection is near impossible, we suspect most 
investors did not capitalise on this opportunity and would 
have been better off maintaining a preference for higher 
quality and higher growth exposure.

Growth may disappoint
While the late reopening of eurozone economies may hit the 
growth differential versus the rest of the world in the second 
half of this year, we remain sceptical of this view. First, we 
believe that this timing difference, in terms of peak growth, 
is well understood and therefore largely priced in markets. 
Second, with COVID-19 cases on the rise, economic activity 
may not rebound as strongly as expected.

Finally, Europe’s growth is highly dependent on the 
rest of the world and on Chinese demand in particular. 

1 The World Bank, Trade (% of GDP), July 2021 https://data.worldbank.org/indicator/NE.TRD.GNFS.ZS

Source: Bloomberg, July 2021

European indices biased to cyclical and value sectors 
The difference in sector exposures of the S&P 500 and 
MSCI Eurozone indices
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Economic momentum in China has slowed in the last few 
months and is likely to translate into lower demand for 
European exports.

Structural challenges remain
Beyond pandemic-related considerations, the eurozone’s 
long-term outlook remains unappealing in our view. 
Through the crisis, the debt load on economies has 
increased meaningfully with total non-financial debt 
approaching 300% of the region’s output, albeit with 
divergences at the country level (see chart). This burden 
may dampen growth, in particular for companies as interest 
expenses on the debt may continue to consume much free 
cash flow.

At the same time, innovation remains hampered by heavy 
regulation and the overall return on equity generated by 
European companies continues to trail US peers. Finally, 
with twenty-eight different members, political gridlocks and 
risk surrounding national elections are a regular occurrence 
in the region, creating additional sources of uncertainty 
for investors.

Reasons not to dismiss Europe
While European equities may be best suited for 
opportunistic trading-oriented investors, they should not 
be completely dismissed by those with a longer investment 
horizon. Indeed, for those willing to focus on sector or 
stock-specific opportunities, the euro area seems an 
attractive hunting ground: so far this year about half of the 
MSCI Euro index components have delivered a performance 
equal or superior to that of the S&P 500.

“So far this year about half of the MSCI 
Euro index components have delivered 
a performance equal or superior to 
that of the S&P 500”

In addition, while Europe lags in term of growth exposure, 
given the limited number of listed tech companies, the 
region is a clear leader with respect to environmental, social 
and governance (ESG) matters.

Where to focus
In European equities, similar to the US, we believe that 
investors should focus on higher quality companies 
offering strong balance sheets, pricing power and good 
earnings visibility.

With the technology sector being a small universe in the 
region, companies exhibiting these characteristics are most 
frequently found in industries such as luxury, industrials 
(software-driven or linked to the energy transition) and 
healthcare. Given valuation levels and the risk around 
growth in China, the healthcare sector may be better 
positioned in the short term, in our opinion.

Source: Bank for International Settlement, July 2021

Eurozone credit to non-financial sector on the rise 
Eurozone credit to the non-financial sector as a percentage 
of gross domestic product since 2005 has climbed
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Michel Vernier, CFA, London UK, Head of Fixed Income Strategy

New wording, but the same old problems for euro yields
The search for positive yield in the euro area looks set to remain challenging for some time, 
despite the European Central Bank’s new inflation targeting regime. ECB president Christine 
Lagarde has understood that the key to success is finding a compromise.

Negative rates to stay
There seems little positive news for euro bond investors as 
they have been provided with some news by the ECB, but 
the overall message and direction has not changed: rates at 
the short end are likely to stay negative while those at the 
longer end may not have much room to rise.

In July, the European Central Bank (ECB) introduced its new 
inflation target after an 18-month review. The main upshot 
is the central bank’s change from its previous inflation 
target, from “just under 2%” to 2%. Additionally, the ECB 
now tolerates periods of above-target inflation.

ECB copycats the US
While the central bank’s framework seems to mirror the 
US Federal Reserve’s more accommodative framework 
introduced a year ago, the tone appears subtler. According 
to the new strategy, actual inflation can rise moderately 
above 2% for a transitory period if the economy and interest 
rates are at the “lower bound”.

Reading between the lines, and listening to previous 
ECB comments, the central bank wants to ensure that 
under the new framework such an overshoot of inflation 
is only tolerated when the economy is operating at the 
lower bound, thus at lower interest rate levels. The Fed, 
by comparison, seems more determined to target higher 
average inflation. It also incorporates employment in its 
mandate which provides a more aggressive mandate to 
push inflation compared to the ECB.

Lagarde’s sensible move
While the ECB’s approach is now more “dovish”, Lagarde 
had to find a compromise to win a majority among central 
bank members, something she can do best and was hired 
to do.

In contrast to the previous president, Mario Draghi, she has 
kept more defensive members, like those from Germany 
or Belgium, on board and avoided resignations (as seen 

with Axel Weber and Juergen Stark in 2011 and Sabine 
Lautenschlaeger in 2019). “We had a very friendly, open, 
substantive discussion around these issues – the Governing 
Council was together on these,” she commented regarding 
the new forward guidance and framework.

Inflation thought to be transitory
During July’s monetary meeting, the ECB guided around 
inflation and the rate path over coming quarters. First, 
president Lagarde recognised some improvement “inflation 
has picked up though this increase is expected to be mostly 
transitory”. After climbing to 1.9% in 2021, the central 
bank expects inflation to moderate towards 1.5% in 2022, 
echoing consensus.

Source: Bloomberg 

Inflation undershoot, rates undershoot 
The differences between US and German 10-year yields 
and the US and EU consumer price indexes core inflation 
since 2006 
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As for the policy rates, the ECB stated that the “Governing 
Council expects the key ECB interest rates to remain at 
their present or lower levels until it sees inflation reaching 
two per cent well ahead of the end of its projection 
horizon and durably for the rest of the projection horizon”.

Avoiding past mistakes
Even if inflation should rise above forecast, the ECB is 
unlikely to react immediately. Lagarde emphasised that 
an “element of patience” has been embedded in the new 
guidance which is “intended to avoid premature tightening 
that would be detrimental to the economy”.

In 2011, the ECB committed a policy error by hiking rates, 
which was followed by a recession, something the central 
bank would like to avoid at all costs. The harsh reality is that 
there seems little economic reason to lift interest rates for 
now and a rate hike before 2024 seems unlikely.

“The harsh reality is that there seems little 
economic reason to lift interest rates for now 
and a rate hike before 2024 seems unlikely”

Bond buying to persist
During the summer the pandemic emergency purchasing 
programme (PEPP) received much attention. While 
the ECB accelerated its bond buying earlier this year to 
counteract then rapidly rising yields, the pace of purchase 
has slowed and spurred concerns of a gradual tapering of 
the programme.

While a slightly slower pace of bond purchasing is possible 
from September, the ECB is likely to use the entire envisaged 
amount of €1.85tn by March 2022. From then on part of 
the temporary programme is likely to be transferred to 
the longer term asset-purchase programme (APP), so 
continuing bond buying.

EU yields with less upside risk
Given all the efforts, the euro area seems trapped in a 
low yield environment. The inflation differential to the UK 
or the US is substantial and with a less determined and 
aggressive monetary framework, eurozone rates are prone 
to stay substantially lower than US ones, for example 
(see chart, p10). History shows that euro long-end rates 

tend to undershoot US rates in times when inflation is 
relatively lower. A scenario which seems very likely in the 
foreseeable future.

The great escape from negative yields
The question is how to avoid negative rates in the euro area. 
Within the bond market, we see three ways. First, take on 
duration. In isolation this seems the least effective option, 
given that even French 10-year government bonds yield 0% 
at most after July’s downward move in rates. Even single 
A-rated corporate bonds only offer positive yields in average 
beyond 7-year maturities (see chart).

Another option is taking on credit risk. With BBB-rated 
bonds, for example, positive yields can be achieved with 
5-year maturities. Furthermore, the segment seems to offer 
the most value given moderate interest rate risk combined 
with positive yields. At the same time, BB-rated bonds 
from the high yield segment may provide a larger step-up 
in yields.
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Biggest jump in premium can be realised with BB bonds 
The yields for single A, BB and BBB-rated bonds across the 
yield curve
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BB-rated bonds, another option
Admittedly, spreads have compressed to historically 
tight, and expensive, levels and credit risk is generally 
higher compared to the investment grade segment. 
Default rates have dropped substantially and are likely to 
drop even further, helped by the recovery and extremely 
accommodative financial conditions, according to the rating 
agency Moody’s (see chart). Given the recently observed 
higher dispersion in credit quality and spreads in the 
segment, selection looks like being key.

“Default rates have dropped substantially 
and are likely to drop even further, helped by 
the recovery and extremely accommodative 
financial conditions”

A third potential way to gain yield premium is by taking on 
structural risk in the bond market. In this respect, the most 
prominent segment is subordinated hybrid bonds from 
financial, but also non-financial, issuers. The more complex 
nature of the bonds, which usually feature extension risk, 
coupon risk and additional capital risk, means they warrant 
additional analysis, investment experience and appropriate 
risk appetite.

While the eurozone offers little scope for high returns, the 
balancing act is between avoiding a certain loss (-0.5% 
short rates) and not being too exposed to potential losses 
(duration risk/credit risk). Investors might best consider 
a mix of taking on duration and some credit risk as an 
effective compromise.
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Default rates set to decline this year 
The 12-months trailing default rate and Moody's base-line 
forecast since 2002 
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Jai Lakhani, CFA, London UK, Investment Strategist

As oil soars, can gold recover its shine? 
With economies reopening and demand recovering, supply pressures on oil have increased while 
investors have shifted away from gold, for now. How much is the outlook for commodities likely 
to be affected by OPEC+’s recent agreement and rising cases of the Delta variant?

Crude oil briefly touched six-year highs in July, with Brent 
hitting $76 a barrel as a result of strong demand, supply-
side constraints and lower inventory levels. However, 
prices have since moderated as the OPEC+ group of the 
Organization of the Petroleum Exporting Countries and 
peers agreed to increase production and renewed COVID-19 
concerns as Delta variant infections rise rapidly globally.

OPEC+ mood music sours
The mood music among the OPEC+ members was that 
of disarray, as the cartel abandoned its meeting without 
a deal. The joint ministerial monitoring committee had 
proposed to increase production by 400,000 barrels per 
day (kbpd) between August and December, extending the 
current agreement through to the end of 2022 versus April 
next year.

The objection to this came from the United Arab Emirates 
(UAE) which opposed extending production cuts to 
negotiate a higher baseline output level.

Last April’s initial agreement left the country’s baseline 
unchanged from previous meetings, with Saudi Arabia 
receiving an uplift of almost 400kbpd. It has meant that as a 
percentage of production capacity, the UAE’s baseline level 
sits at 80% versus Saudi Arabia’s 90%.

UAE gains output concession
It is worth noting that setting the UAE’s baseline level at the 
90% too, would have released around 450kbpd in July, other 
things being equal. Either way, the recovery in the country’s 
oil output since the pandemic struck lags other leading oil 
producers (see chart).

Thus, in a concession to the UAE, they have been awarded 
a higher output baseline, to 3.5mbpd from 3.2mbpd, from 
April 2022. In order to keep OPEC+ unity, Saudi Arabia 
and Russia’s baseline was lifted by 500kpd, while Iraq and 
Kuwait had a baseline raise of 150kpbd.

This means that there will be a 400kbpd increase in output 
from August until the end of December 2022, which would 
restore output cuts from the early days of the pandemic by 
the end of the period.

With the US entering “driving season”, supplier 
discipline from American producers and global demand 
strengthening, there was much pressure on oil prices and 
inventories which have been depleted rapidly in recent 
months (see top chart, p14).

Source: IEA, EIA, OPEC, MEES, Barclays Research and Barclays Private Bank

UAE lags Saudi Arabian oil supply recovery 
Change in oil production levels, based on fourth-quarter 
levels in 2019, for the US, Saudi Arabia, Russia, UAE, Iraq 
and Kuwait from April 2020 
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Oil demand set to increase
The agreement should help stabilise both these factors and 
avoids a split in the wider group. However, it is worth noting 
that output for the second half of the year still remains tight 
given the strength of the global recovery. US mobility data 
shows US travel far exceeding pre-COVID levels in recent 
weeks and OPEC data points to a projected increase in 
demand of 5mbpd in the second half of this year.

Despite some weakness in China and concerns over rising 
Delta variant cases, recent policy support from the world’s 
largest crude importer, strong Chinese refineries (see 
bottom chart) and the increase in vaccinations suggests 
a significant demand shock, similar to that seen at the 
beginning of the pandemic, is unlikely.

We revise our Brent forecast for the fourth-quarter higher to 
average $75 a barrel. However, given OPEC’s agreement to 
release more supply than previously forecast and increased 
supply from non-OPEC producers next year, Brent is likely to 
average $68 a barrel in 2022.

Gold loses some shine
While oil prices have recovered this year, gold has struggled. 
Risk-off episodes, central bank purchases and inflationary 
fears helped support gold prices. However, these were 
insufficient to offset the impact of a more supportive 
macroeconomic backdrop and expectations that bond 
yields would rise.

With investors questioning the momentum behind inflation, 
there are some arguments that higher inflation expectations 
could improve gold’s prospects given its inflation hedge 
credentials. In years when the US consumer price index has 
exceeded 3%, gold has returned 15% annually on average 
since 1971.

However, should central banks hike interest rates, this would 
be a negative. But a hike remains unlikely in the near term. 
Additionally, any increase would probably be small and 
gradual given the potential harming of a rate hike on the 
economic recovery.

A continuation of risk-off sentiment and the recovery may 
reduce investors’ exchange-traded fund holdings in the 
yellow metal. However, it may also fuel consumer demand 
for jewellery, especially in China and India.

Source: EIA, Barclays Research and Barclays Private Bank

Oil storage shrinking  
Cushing oil storage capacity utilisation levels since 2017  
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Production at Chinese refineries strong
Chinese net oil imports and refinery production runs 
since 2019
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Furthermore, we cannot ignore the uncertainty over the 
recovery and the pandemic. With cases of the Delta variant 
soaring and the potential for tighter restrictions once more, 
to counter the virus, sentiment can turn negative quickly 
and play to gold’s status as a safe-haven asset (see chart).

Ultimately, gold can protect portfolios during volatile 
periods. Complementing it alongside riskier assets therefore 
makes sense. However, the precious metal is unlikely to 
provide significant upside in the long term.

“Gold can protect portfolios during volatile 
periods. Complementing it alongside riskier 
assets therefore makes sense”

Gold provides calm for investors during uncertain times 
The performance of the gold price against Economic Policy 
Uncertainty’s economic policy uncertainty index since 1997

Source: Refinitiv Datastream/Barclays Private Bank
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Damian Payiatakis, London UK, Head of Sustainable & Impact Investing

Can the EU get into shape with its “Fit for 55” 
green package?
With climate breakdown becoming more apparent, in July the EU set out an ambitious 
sustainability plan. What do investors need to know to manage risks and spot opportunities on 
the continent?

At the United Nations High-Level Political Forum in July, 
the European Union stated “The global recovery must be 
sustainable, green, digital, circular, inclusive and just.”1

At the same time, it was proposing a legislative package 
designed to deliver on this global aspiration for its own 
jurisdiction. It further backed its words with action by 
linking its fiscal stimulus to fight climate change (see Will 
Europe’s ambitious recovery fund plan work? on p6).

The proposal has significant implications for investors, 
pointing to a wide range of industries likely to be affected as 
the EU transitions to a sustainable economy.

The next step in the journey
With its announcement, the EC sets a blueprint for how the 
bloc aims to cut greenhouse gas emissions by at least 55% 
by 2030 from 1990 levels, hence calling the plan “Fit for 55”.

This next step follows the release the European Green Deal 
in December 2019, which has the goal of making Europe the 
first climate neutral continent by 2050. Followed, in January 
2020, with the European Green Deal’s Investment Plan 
(EGDIP)2 (also called the Sustainable Europe Investment 
Plan) which aims to support the transition by mobilising at 
least €1tn in sustainable investments over the next decade.

In addition, the approved Next Generation EU (NGEU) 
recovery funding has minimum green requirements within 
its €800m spending commitments.

The proposed “Fit for 55” legislative package aims “to 
make all sectors of the EU’s economy fit to meet this 

[sustainability] challenge” and “to reach its climate 
targets by 2030 in a fair, cost effective and competitive 
way”3. Realistically, before the legislation comes into 
force, negotiation may take years to gain approval by the 
European Parliament and national governments. However, 
even given timeframes and potential changes, there 
are significant implications ahead for European citizens 
and industry.

Accelerating transformation across industries
When reviewing the plans, the breadth and scale of the 
ambitions is remarkable. Along with the NGEU budget, 
which is targeting 30% of its spending to fight climate 
change, the result would accelerate a reconfiguration of the 
European economy, including how people live and travel, 
how key industries operate and even how the EU trades 
with partners.

Notable sectors affected by the plans
Renewables will be boosted with the proposal to increase 
the binding target of renewable sources in the EU’s energy 
mix to 40% by the end of the decade. Having overtaken 
fossil fuels for European energy generation in 20204, 
producers of renewable energy, as well as adjacent sectors, 
will continue to have support to aid growth.

In transport, particularly passenger cars, emissions from 
new cars would drop by 55% from 2030 and to zero from 
2035 under the proposals. The result implies significant 
pressure for hybrid and fully electric vehicles in the 
EU. It also suggests increased demand for underlying 
technologies and materials, as well as the required 
charging infrastructure.

1 EU, General statement on behalf of the European Union and its member states, July 2021 https://sustainabledevelopment.un.org/content/documents/28973European_Union.pdf
2  European Commission, The European Green deal investment plan and Just transition mechanism explained, 14 January 2020 https://ec.europa.eu/commission/presscorner/detail/
en/qanda_20_24

3  European Commission, Delivering the European Green Deal, 14 July 2021 https://ec.europa.eu/info/strategy/priorities-2019-2024/european-green-deal/delivering-european-green-
deal_en

4 Ember, EU power sector in 2020, January 2021 https://ember-climate.org/project/eu-power-sector-2020/



Similarly, aviation and shipping, previously partially or 
fully exempt from the requirement, would pay for their 
greenhouse gas pollution by coming into the scope of 
the EU’s Emissions Trading System. This will force these 
industries to account for their externalities, generating 
higher input costs. This is likely to affect industry dynamics 
and prices, as well as spur innovation in alternative fuels 
and more efficient (or electric) planes and ships.

Wider implications
Beyond the European industries affected, the Carbon Border 
Adjustment Mechanism seeks to provide relief for home 
companies who will face higher regulations relative to their 
foreign competitors. By introducing a levy for imports on 
goods such as steel, cement or aluminium produced in 
countries with lower environmental standards, it will afford 
some pricing protection to European companies.

Finally, the plan sets aside funding to support 
disadvantaged or vulnerable citizens and workers faced 
with increased costs from the transition. In addition, the 
legislation incorporates support for biodiversity both as a 
carbon sink and a critical foundation to our food systems.

Portfolio positioning
As we’ve noted previously, investors should be expecting 
these, and further, policy and fiscal responses to address 
climate breakdown. To review their portfolios, two lens can 
be useful.

First, assessing the environmental practices of all 
companies they hold. Even where sectors are not directly in 
scope for legislative change, they may still face implications. 
For example, given that companies require energy, European 
requirements for greater renewable energy will affect power 
costs and consumption. This is where assessment of the “E” 
of ESG considerations, notably carbon intensity, is valuable.

Second, legislation may open up new opportunities for new 
entrants and disruptors in specific sectors. The industries 
noted earlier in the article, and in the rest of the legislation, 
will need to evolve. Companies providing solutions to their 
issues and wider climate mitigation or adaptation will 
be attractive for their long-term growth potential, as we 
reviewed in Greening the Economy last November.

Starting now, not later
As noted, the proposed EU legislation will take time to be 
approved and then implemented. As such it might appeal to 
wait to take action until final changes are in law.

However, like addressing climate change itself, making 
smaller portfolio changes earlier can have disproportionate 
benefit and provide more flexibility over timing and 
selecting investments. It may pay for investors to consider 
current portfolio positioning before market movements and 
sentiment force the issue.

“Like addressing climate change itself, making
smaller portfolio changes earlier can have 
disproportionate benefit and provide 
more flexibility over timing and selecting 
investments”
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Alexander Joshi, London UK, Behavioural Finance Specialist

Beware the urge to bias investments too close to home
While investors may be more comfortable investing locally than exploring opportunities further 
afield, internationally diversified portfolios are more likely to maximise investment returns over 
the long run.

European attractions
We believe there are many reasons for investors to have 
exposure to Europe in portfolios. The potential benefits to 
investors of adding European equity exposure, where they 
may not have had much in the past, involve:

1. diversification away from the US, where many investors 
are anchored;

2. the ability to gain exposure to high-quality mid-to-large 
capitalised stocks, versus the mega-cap companies that 
dominate the US market; and

3. less demanding valuations.

There’s no place like home
European investors may require little convincing to add local 
exposure to a portfolio. After all, their home market tends to 
be the most familiar one.

However, a common finding is that investors over-invest 
in their home market due to a preference for domestic 
equities, and/or a concentrated exposure to their 
employer’s stock. This is known as home bias, where 
investors overweight their own market and so invest 
disproportionally more in assets locally compared to their 
share in the global market.

Home bias has been well documented and is seen 
across countries, asset types and both individual and 
professional investors, though the degree to which it occurs 
varies substantially.

“Home bias…is seen across countries, asset 
types and both individual and professional 
investors, though the degree to which it 
occurs varies substantially”

Some home bias is expected for investors living in the 
world’s largest economies, such as the US. It can make 
sense to prefer investing in companies operating in the 
countries with the strongest economic standing. This 
may explain US-centric portfolios even for investors 
outside America.

Home bias explained
Why do many investors exhibit home bias? A range of 
explanations are typically given, including a general 
optimism for, and strong belief in, domestic assets, 
ambiguity aversion, perceived competence and past 
experience, foreign currency risk and transaction costs. We 
tackle these below.

A key behavioural explanation stems from the desire for 
familiarity. Familiarity can give us a feeling of control; 
we feel we can influence the outcome. Investors may 
perceive an information asymmetry concerning foreign-
based companies, attaching more risk to investing abroad 
than is deserved simply because overseas companies are 
understood less.

There tends to be an aversion to ambiguity, and since most 
people are ambiguity-averse, this can breed home bias. 
Investors may also perceive themselves as more competent 
about assessing domestic assets and overestimate 
their judgements.

Another reason relates to foreign currency exchange risk. 
Many investors invest locally to trade in their home currency 
and avoid hedging currency exposure. Exhibiting a home 
bias may be seen as hedging against additional uncertainty.

Familiarity can cost
While a home-biased portfolio may provide an investor 
with comfort, it risks limiting financial returns and lifting 
portfolio risk.



Much of the reason that many investors prefer local assets 
that they are familiar with is the feeling of control over the 
outcomes. In other words, investing in these assets is seen 
as less risky.

However, a home-biased portfolio can do the opposite. 
The investor will be overly exposed to the specific risks 
inherent to that particular country or region. Having a 
portfolio that is overly concentrated in a particular region 
increases the risk in a portfolio relative to one with a wider 
geographical spread.

“Having a portfolio that is overly concentrated 
in a particular region increases the risk in a 
portfolio relative to a portfolio with a wider 
geographical spread”

Risk of lower performance
By overly concentrating on one region versus others an 
investor can miss out on particular sectors that play an 
important role in economic growth. For example, European 
indexes lack the large technology component of US peers, 
which have driven stock market valuations in the latter to 
record highs.

Our perceived knowledge and experience of our home 
region is independent of the factors driving its performance, 
or that of regions that an investor may overlook or 
underweight. If the region we focus on performs well, 
but underperforms relative to others, an investor will not 
maximise their returns.

There’s a bigger world out there
So what is the implication for investors?

While having over or under exposure to a region may boost 
returns for some time, for reasons specific to that time 
period (which are likely to be clear only with hindsight), this 
is unlikely to be in the best interest of long-term investors.

We believe a diversified portfolio provides the best building 
blocks for sustained investing success. While diversification 
is frequently discussed in relation to asset classes, this 
also applies to investment locations. Because international 
markets rarely move in the same direction at same time, 
a period of lower returns in one region can be offset by 
outperformance of others in the portfolio.

Focus on the outcome
Investors have a balance to strike between the comfort 
provided by a home-biased portfolio and potentially more 
profitable investments which they are less familiar with. 
This can also extend to factors such asset classes and 
financial instruments.

Familiarity and emotional comfort may make the investment 
journey more enjoyable. However, it is the outcome at the 
end of that journey that is most important.

Arguably an investor’s key concern is whether they 
are utilising all of the tools at their disposal to have the 
best chances of reaching their financial goals. Regularly 
reviewing your existing portfolio and speaking to your 
advisor about whether you are best positioned to meet your 
goals, seems to be a sensible first step for this.
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Julien Lafargue , London UK, Chief Market Strategist

Multi-asset portfolio allocation
Barclays Private Bank discusses asset allocation views within the context of a multi-asset class 
portfolio. Our views elsewhere in the publication are absolute and within the context of each 
asset class.

Cash and short duration bonds: high conviction
• Given the significant impact of recurring waves of the 

COVID-19 virus globally, a preference for higher quality 
and liquid opportunities – which translates into our 
positioning in short duration bonds – is maintained

• Although real interest rates remain negative in most 
jurisdictions, a high conviction in the asset class seems to 
make sense from a risk management perspective.

Fixed income: low conviction
Only modest opportunities are likely in fixed income given 
market dynamics. Although sovereign rates appear less 
attractive in the context of low yields, they offer protection 
in very weak economic environments. For this reason, 
a small overweight is maintained in developed market 
government bonds.

In credit, the higher quality segment most appeals. But as 
spreads have recovered remarkably from their highs during 
the peak of the crisis, our risk budget is allocated towards 
equities. In high yield, selection is key, and our exposure is 
low given the tightness of spreads. We prefer high yield, and 
emerging market (EM) hard currency debt over EM local 
currency debt considering the risk facing their economies 
and currencies.

• Developed market government bonds: high conviction
• Developed market government bonds have been under 

pressure in recent months as investors reprice inflation 
and interest rate expectations for a strong economic 
recovery this year. We continue to see the asset class 
as an important diversifier, however, and maintain our 
holding at a small overweight

• Although US dollar real rates remain at historically low 
levels, they are still marginally more attractive relative 
to other developed market bond markets. Amid the 
COVID-19 outbreak and more active central bank 
behaviour, UK and European bonds have somewhat 
synchronised with US rates. However, depressed yields 

make it difficult to find both markets attractive, apart 
from in respect of managing portfolio risk.

• Investment grade bonds: neutral
• Significant central bank intervention during 2020 

helped to offset a large economic contraction and 
allowed markets to digest a substantial increase in 
leverage ratios and a higher risk of downgrades

• As spreads are now back to tight levels, selection will 
be key

• With a potential recovery over the course of 2021 there 
is still room for spread compression in more cyclical 
sectors

• Conviction towards the asset class was reduced 
recently, with proceeds moved into cash.

• High yield bonds: low conviction
• Amid the market turmoil of a year ago, spreads 

widened to historically elevated levels before retracing.

• We had previously sought to take advantage of higher 
spreads in high yield bonds during last year’s sell-off, 
however the impressive recovery since means that 
spreads over Treasuries are close to their pre-pandemic 
levels and well below the long-term average.

• Consequently, we have reduced our exposure to the 
asset class to reflect the lower returns on offer.

• Emerging market bonds: low conviction
• Emerging market hard currency debt is preferred to 

local currency debt considering the risk facing the 
respective economies and currencies

• Many EM economies run high debt deficits, low 
currency reserves and potentially lack capacity to 
deal with the COVID-19 crisis. The recovery from the 
pandemic differs in EM and is mostly linked to infection 



rates, with Latin America, South Africa, Israel, the 
Philippines and India under pressure

• However, the US Federal Reserve’s dovish stance should 
continue to provide some relief to the largely dollar-
denominated emerging market debt market

• Although corporate fundamentals are less robust 
and default rates are gradually rising, the majority of 
EM central banks have helped issuers by maintaining 
policy rates at very accommodative levels by historical 
standards. With rising COVID-19 infections starting to 
affect EM economies and forex, we are more cautious 
on local currency debt

• Given downside risks from geopolitical issues, 
we maintain low conviction to the asset class 
as margin pressure may increase in the current 
volatile environment.

Equities: high conviction
Portfolios have been positioned in high-quality, 
conservatively capitalised businesses for the long term. 
Valuations remain elevated by historical standards but are 
unlikely to revert to their mean until central banks’ support 
is reduced. With a blue-sky scenario (from an earnings’ 
perspective) largely priced in already, we believe investors 
will need to be selective.

Regionally, compelling opportunities exist in both developed 
market equities and emerging market equities from a 
risk budgeting perspective. However, not all emerging 
markets are created equally and so warrant selectivity, 
with Asia appearing to provide a broader opportunity set 
than elsewhere.

• Developed market equities: high conviction
• Equity markets have rallied significantly, and are still 

optimistic but remain cautious of rising Delta variant 
cases globally

• Further out, market events have created an opportunity 
for those willing to take a longer term view and be 
selective

• The rapid and sizable response of central banks and 
governments to events means that policy should be 
favourable when a recovery takes hold

• Most importantly, active management and selective 
stock picking of companies with strong balance sheets 
is favoured. We focus on businesses with high cash 
returns on capital, with conservative capital structures 
and ideally an ability to reinvest cash in future growth 
at equally high rates of return. The US tends to offer 
us more opportunities to invest in such businesses, 
meaning that North America remains the largest 
geographical weighting within the equity allocation.

• Emerging market equities: high conviction
• Emerging markets have suffered from country-specific 

risks and a slowdown in the region, particularly after 
the impact of COVID-19

• While the area may suffer significantly for the pandemic 
in the short term (especially in Latin America), a secular 
shift from investment to consumption should support 
growth over the medium term

• Furthermore, the region should benefit from the benign 
rate environment

• Asia seems a more attractive prospect for growth than 
Latin America

• While markets appear increasingly cautious, emerging 
market equities should benefit from attractive 
valuations. Our position in the asset class was increased 
in January.

Other assets: low conviction
Alternative asset classes will continue to diversify our 
portfolio, but are not expected to be the main drivers of 
returns. Gold’s should keep its status as a safe haven asset, 
and for this reason we maintained our allocation to the 
asset class. Conversely, real estate and alternative trading 
strategies are underpinned by a weak investment case, in 
our view.

• Commodities: neutral conviction
• The sole exposure in commodities continues to be our 

position in gold. Despite a weaker gold price in the past 
few months, we see this allocation as complementary 
to the other risk-mitigating assets in the portfolio

• The asset class has little appeal outside of 
precious metals and our risk budget can be better 
deployed elsewhere.

• Real estate: low conviction
• Real estate should continue to provide mild 

diversification benefits, helped by loose monetary 
policy. That said, we maintain a low conviction due 
to structural headwinds, such as the shift to online 
retailing, as well as the higher leverage in the sector.

• Alternative trading strategies: low conviction
• The low conviction in alternatives reflects the high 

expense and lack of investment opportunities in the 
space. However, strategies that have low correlations to 
equities, such as merger arbitrage, appear preferable

• Nonetheless, sudden spikes in volatility, which are likely 
to materialise more often in a volatile environment, may 
lift the asset class at least in the short term.
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Go further, 
Reach higher, 
See beyond.


