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Foreword

Just how much longer can equities keep setting 
record highs for, given that positive surprises may be 
harder to come by now? Not least as the momentum 
in earnings expansion, economic growth and 
monetary policy may be nearing its peak. As such, 
it may be worth considering reducing exposure to 
cyclicals and focusing on quality stocks.

In fi xed income, emerging market (EM) debt has 
recovered well since the sell-off in fi nancial markets 
in March 2020. That said, investing in the asset class 
still seems to offer value against its developed market 
peers, despite emerging markets feeling the brunt of 
the pandemic at the moment. In doing so, a cautious 
and selective approach seems warranted.

One reason developed economies are faring better 
than most EMs is due to strong fi scal stimulus. Many 
governments have placed infrastructure spending 
at the core of their stimulus measures to resucitate 
economies and in tackling climate change. Investors 
seem to be contemplating increasing investments in 
infrastructure assets. The trend towards “smart cities” 
adds to the appeal of the asset class. Investing via 
private markets might be one way to gain exposure.

Another way to tackle climate change is through a 
genuine carbon market. Carbon trading plays a role in 
encouraging companies to cut carbon dioxide emissions. 
The demand for carbon credits is set to rise. However, 
the market is fragmented and complex. For those with 
a high risk tolerance, this might offer ideal conditions 
for active management. However, selecting companies 
whose products cut emissions could be a simpler way to 
improve returns while achieving environmental objectives. 

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

Financial makets remain in upbeat mood, on recovery hopes, despite the rapid climb in COVID-19 cases in India seen 
during April. However, high levels of volatility likely lie ahead, given the uncertain backdrop.
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Julien Lafargue, CFA, London UK, Chief Market Strategist

Equities: peaks in sight?
Equity markets keep powering higher. But for how much longer, as several peaks in earnings, 
momentum and policy approach that may challenge the bullish sentiment. In this context, 
investors might look for quality and growth opportunities rather than speculative value ones.

Getting closer to our bull case
Earlier this year, following a stronger-than-expected fourth 
quarter earnings season, we revised higher our assessment 
of equity markets’ fair value. Although it is still very early 
days, initial results for the fi rst quarter of 2021 seem to be 
heading that way.

In the US, over the last three months, the consensus for full-
year 2021 earnings per share estimates has risen to $180 
from $170 for the S&P 500. While we would not change 
our fair value estimate just yet (still around 3,900), our bull 
case scenario (4,200) is becoming increasing likely given the 
strong earnings backdrop.

A note of caution
Our reluctance to be more bullish stems from our concern 
that positive surprises will be much harder to come by. 
Equity markets tend to respond to momentum, or the 
rate of change, rather than to absolute levels. This second 
derivative, is in our opinion, likely to deteriorate on several 
fronts in the coming months as we approach a series 
of “peaks”. While this is not necessarily the cue for a 
correction, it should limit short-term upside.

Peak economic momentum
The fi rst of the peaks we see on the horizon is around 
economic momentum. This is particularly true in parts 
of the world where the pandemic is being brought 
under control. In this context, China and the US look 
particularly vulnerable.

In China, while gross domestic product (GDP) leapt 18.3% 
year-on-year in the fi rst three months of the year, this was 
a function of easy base effects. On a quarter-on-quarter 
basis however, the growth rate slowed to 0.6%, pointing 
to a decelerating recovery. Similarly, in the US, the ISM 
services index jumped to a record level of 63.7 in March as 
the economy started reopening (see chart). While the next 
couple of months are likely to show continued strength, the 
momentum will inevitably slow as economic life gets closer 
to normal.

Peak monetary easing
Central banks’ accommodative policy stance has been a key 
driver of the bull run in equities over the last twelve months. 
By pumping an unprecedented amount of liquidity into the 
system and keeping interest rates low, the policy boosted 
valuations and risk appetite. However, at this stage and bar 
a resurging pandemic, it’s hard to envisage a scenario where 
central banks would become even more dovish. While 
tightening may be at least a few quarters away, the liquidity 
impulse should start slowing in the coming months.

Peak fi scal support
Just like monetary support, fi scal stimuli appear to have 
peaked. In the US, there is now a better understanding of 
the size and scope of the various plans put forward by Joe 
Biden’s administration. Importantly, additional government 
spending isn’t unequivocally positive anymore as it comes 
with offsets in the form of higher tax rates.
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In this context, the UK set a precedent by announcing a 
hike in corporate tax rates starting in 2023. In Europe, while 
there seems to be more room to manoeuvre, timing is an 
issue as member states are yet to receive money from the 
€750bn recovery package that was approved last year.

Peak earnings growth
One reason why we believe staying invested in equities 
is important is because, over the long term, there seems 
little reason to believe that earnings will stop growing. In 
the short term too, we expect positive earnings growth. 
However, the rate of that growth will likely slow significantly 
in the next few quarters.

Looking at the S&P 500, the consensus expects year-on-
year EPS growth of 34%, 57%, 21% and 15%, respectively, 
in the four quarters of this year. While companies have 
demonstrated their ability to surpass expectations, it is 
likely that growth will slow sequentially starting in the 
third quarter (see chart). This change in momentum may 
challenge valuations, especially for companies with a strong 
cyclical and value tilt.

Other peaks ahead
On top of economic momentum, fiscal and monetary 
support, and earnings growth, a couple of other variables 
may peak this year. First, at least in the developed world, 
the marginal benefits of increased vaccinations are likely to 
diminish as herd immunity is reached . Second, as we have 
explained previously, inflationary pressures are likely to peak 
in the summer. While this may be seen positively, it also 
suggests that the recovery may be losing steam.

Reasons to be hopeful
Although the best may be behind us now, there are still 
a few parameters that could keep improving. First, while 
investor sentiment is generally positive and inflows have 
been strong so far this year, positioning remains relatively 
light based on both our observations and industry surveys. 
Second, while China, the US and the UK appear to have – or 
be close to – fully recovered, the same can’t be said about 
Europe and most emerging markets. This decoupling is 
somewhat encouraging as it could help drive the second leg 
of the recovery.

Finally, parts of the economy should continue to grow 
strongly, irrespective of the what’s happening on the 
COVID-19 front. This appears particularly true for sectors 
and industries linked to climate change, new technologies 
(such as artificial intelligence, cloud computing or 
automation) and healthcare.

Stay invested and diversified
In the current context, we believe investors should stay 
invested as the medium-term outlook remains constructive. 
Similarly, appropriate diversification and targeted use of 
active management remain essential to navigate what 
remains a very uncertain backdrop.

However, because of the peaks ahead this year, investors 
might want to dial down their cyclical exposure to more 
neutral levels. This combined with a continued focus on 
quality should allow portfolios to weather what is likely to 
be a bumpier road ahead.

70
60
50
40
30
20
10

0
-10
-20
-30
-40

Q
41

8
Q

11
9

Q
21

9
Q

31
9

Q
41

9
Q

12
0

Q
22

0
Q

32
0

Q
42

0
Q

12
1e

Q
22

1e
Q

32
1e

Q
42

1e
Q

12
2e

Q
22

2e
Q

32
2e

Q
42

2e

60

50

40

30

20

10

0

US earnings growth expected to slow
Consensus S&P 500 earnings per share forecasts, 
year on year, since the fourth quarter of 2018

Ye
ar

-o
n-

ye
ar

 g
ro

w
th

 (
%

)

Ea
rn

in
gs

 p
er

 s
ha

re
 (

$)

Earnings per share ($) Year-on-year growth (%)

Sources: Refinitiv, Barclays Private Bank, April 2021

Market Perspectives May 2021 | 5

Asset classes – Equities



Julien Lafargue, CFA, London UK, Chief Market Strategist

Equities: peaks in sight?
Equity markets keep powering higher. But for how much longer, as several peaks in earnings, 
momentum and policy approach that may challenge the bullish sentiment. In this context, 
investors might look for quality and growth opportunities rather than speculative value ones.

Getting closer to our bull case
Earlier this year, following a stronger-than-expected fourth 
quarter earnings season, we revised higher our assessment 
of equity markets’ fair value. Although it is still very early 
days, initial results for the first quarter of 2021 seem to be 
heading that way.

In the US, over the last three months, the consensus for full-
year 2021 earnings per share estimates has risen to $180 
from $170 for the S&P 500. While we would not change 
our fair value estimate just yet (still around 3,900), our bull 
case scenario (4,200) is becoming increasing likely given the 
strong earnings backdrop.

A note of caution
Our reluctance to be more bullish stems from our concern 
that positive surprises will be much harder to come by. 
Equity markets tend to respond to momentum, or the 
rate of change, rather than to absolute levels. This second 
derivative, is in our opinion, likely to deteriorate on several 
fronts in the coming months as we approach a series 
of “peaks”. While this is not necessarily the cue for a 
correction, it should limit short-term upside.

Peak economic momentum
The first of the peaks we see on the horizon is around 
economic momentum. This is particularly true in parts 
of the world where the pandemic is being brought 
under control. In this context, China and the US look 
particularly vulnerable.

In China, while gross domestic product (GDP) leapt 18.3% 
year-on-year in the first three months of the year, this was 
a function of easy base effects. On a quarter-on-quarter 
basis however, the growth rate slowed to 0.6%, pointing 
to a decelerating recovery. Similarly, in the US, the ISM 
services index jumped to a record level of 63.7 in March as 
the economy started reopening (see chart). While the next 
couple of months are likely to show continued strength, the 
momentum will inevitably slow as economic life gets closer 
to normal.

Peak monetary easing
Central banks’ accommodative policy stance has been a key 
driver of the bull run in equities over the last twelve months. 
By pumping an unprecedented amount of liquidity into the 
system and keeping interest rates low, the policy boosted 
valuations and risk appetite. However, at this stage and bar 
a resurging pandemic, it’s hard to envisage a scenario where 
central banks would become even more dovish. While 
tightening may be at least a few quarters away, the liquidity 
impulse should start slowing in the coming months.

Peak fiscal support
Just like monetary support, fiscal stimuli appear to have 
peaked. In the US, there is now a better understanding of 
the size and scope of the various plans put forward by Joe 
Biden’s administration. Importantly, additional government 
spending isn’t unequivocally positive anymore as it comes 
with offsets in the form of higher tax rates.
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In this context, the UK set a precedent by announcing a 
hike in corporate tax rates starting in 2023. In Europe, while 
there seems to be more room to manoeuvre, timing is an 
issue as member states are yet to receive money from the 
€750bn recovery package that was approved last year.

Peak earnings growth
One reason why we believe staying invested in equities 
is important is because, over the long term, there seems 
little reason to believe that earnings will stop growing. In 
the short term too, we expect positive earnings growth. 
However, the rate of that growth will likely slow significantly 
in the next few quarters.

Looking at the S&P 500, the consensus expects year-on-
year EPS growth of 34%, 57%, 21% and 15%, respectively, 
in the four quarters of this year. While companies have 
demonstrated their ability to surpass expectations, it is 
likely that growth will slow sequentially starting in the 
third quarter (see chart). This change in momentum may 
challenge valuations, especially for companies with a strong 
cyclical and value tilt.

Other peaks ahead
On top of economic momentum, fi scal and monetary 
support, and earnings growth, a couple of other variables 
may peak this year. First, at least in the developed world, 
the marginal benefi ts of increased vaccinations are likely to 
diminish as herd immunity is reached. Second, as we have 
explained previously, infl ationary pressures are likely to peak 
in the summer. While this may be seen positively, it also 
suggests that the recovery may be losing steam.

Reasons to be hopeful
Although the best may be behind us now, there are still 
a few parameters that could keep improving. First, while 
investor sentiment is generally positive and infl ows have 
been strong so far this year, positioning remains relatively 
light based on both our observations and industry surveys. 
Second, while China, the US and the UK appear to have – or 
be close to – fully recovered, the same can’t be said about 
Europe and most emerging markets. This decoupling is 
somewhat encouraging as it could help drive the second leg 
of the recovery.

Finally, parts of the economy should continue to grow 
strongly, irrespective of the what’s happening on the 
COVID-19 front. This appears particularly true for sectors 
and industries linked to climate change, new technologies 
(such as artifi cial intelligence, cloud computing or 
automation) and healthcare.

Stay invested and diversifi ed
In the current context, we believe investors should stay 
invested as the medium-term outlook remains constructive. 
Similarly, appropriate diversifi cation and targeted use of 
active management remain essential to navigate what 
remains a very uncertain backdrop.

However, because of the peaks ahead this year, investors 
might want to dial down their cyclical exposure to more 
neutral levels. This combined with a continued focus on 
quality should allow portfolios to weather what is likely to 
be a bumpier road ahead.
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Michel Vernier, CFA, London UK, Head of Fixed Income Strategy

Emerging market bonds: ten key questions
Emerging market bonds have recovered well since the depths of a financial markets sell-off 
in March last year. While opportunities remain, a cautious and selective approach seems 
warranted.

Are emerging market bonds cheap?
Since the peak of the market crisis 12 months ago, 
emerging market debt (EMD) has recovered in line with 
other riskier parts of the global bond segment. From a 
historical perspective both yields and spreads sit close to 
multi-year lows and do not appear cheap anymore. The 
average yield of the Bloomberg Barclays Emerging Market 
USD bond index is just below 4%, while spreads are just 
below 300 basis points (bp) on average.

However, in comparison to US high yield or BBB-rated US 
investment grade bonds, EMD seems reasonably valued. 
Spreads of emerging market US dollar bonds are only 20bp, 
lower than the ten-year average of 140bp. At the same time, 
EM dollar spreads offer 190bp more in yields compared to 
their BBB-rated US counterparts. Given the average rating 
of the respective EM USD bond index is at BBB-/Baa3, EM 
bond spreads seem to offer value (see chart). In order to 
draw an early conclusion, it seems crucial to consider the 
fundamental and risk aspects fi rst.

How are EM countries coping with the COVID-19 pandemic?
Coronavirus infection trends, death tolls and vaccination 
rollouts suggests that EM countries have been hit 
disproportionally hard by the crisis. Brazil initially recorded 
the largest number of COVID-19 cases after America, and 
faces the second highest death toll after the US, according 
to Johns Hopkins University. Meanwhile, the trend in India 
worsens with daily new cases of the virus regularly breaking 
300,000 in recent weeks, having overtaken Brazil on total 
cumulative cases. Also, Turkey is challenged by cases, now 
over 4.7m.

At the same time, a number of countries, like Russia, the 
Gulf region and Israel, appear to have contained infection 
rates relatively well. This seems to be largely a result 
of rapid and effective vaccine rollouts. The pace of the 
vaccine rollout and infection levels are likely to have a large 
bearing on the economic prospects and EM asset volatility 
in coming months. Furthermore, national efforts vary 
substantially which should be taken into account.

What is the growth outlook for EMs?
After the worst recession since the second world war, the 
global economy has rebounded strongly thanks to growth 
in the US and China that represents more than 40% of the 
world’s output. The higher activity and global demand is 
likely to provide a much needed boost for EM exports.

The US president’s $1.9tn US fi scal package and additional 
infrastructure plans seem particularly supportive for Asian 
exporters. While China has returned to trend growth, the 
International Monetary Fund (IMF) expects that many EM 
countries will only reach this point by 2023 at the earliest. The 
recovery in oil price is likely to help Gulf countries, Brazil and 
Russia (though detrimental for India or Turkey) while a slow 
recovery in tourism could put pressure on account balances 
of central Asia, Turkey and most Caribbean countries.
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The above underlying trends are positive, but the recovery in 
EM will differ substantially. This will likely be reflected in the 
respective bond performance and credit rating transitions in 
each country.

Will a potential US rate rise cause another 2013 sell-off?
Ever since the so-called taper tantrum in 2013, when the US 
Federal Reserve announced plans to reduce its bond-buying 
programme, market participants are more sensitised to 
higher US rates and the potential negative repercussions for 
EM assets.

Higher US rates tend to lead to lower international flows 
into EM assets as the carry return appears less attractive. 
Indeed, since US rates started to rise on the back of Joe 
Biden’s victory in the presidential election, EM bond 
performance has lagged that of US high yield bonds for 
example. But this was more a result of the longer duration 
EM bonds carry in average. EM bond spreads in turn are less 
affected by higher nominal rates and were only to a certain 
extent affected by higher US real rates.

Especially rapidly and significant moves in real rates pushed 
EM spreads higher historically. A gradual rate surge by 
comparison often accompanies better economic global 
prospects along with higher oil prices, which tend to 
support emerging markets.

Are China’s state-owned enterprises facing a default wave?
China went first into the pandemic and was one of the 
first countries to reach trend growth again. Overall, the 
outlook for the country looks constructive. It seems likely 
that China’s gross domestic product (GDP) will grow by 
9.4% this year. The brighter prospects should support 
Chinese bonds.

Markets, meanwhile, are more concerned about potential 
stress in state-owned-enterprises (SOE) after the 
restructuring of the deeply indebted asset management 
firm Huarong this year. The recent commitment of the 
central bank suggests a continuation of China’s unwritten 
support for SOEs. However, the situation may warrant 
increased selectiveness, especially with the country’s 
intention to reduce credit growth by implementing tighter 
financial conditions.

A tightening of financial conditions triggered a default cycle 
in the wider credit space in China in 2018. A repeat seems 
unlikely, but volatility may re-emerge, especially in the 
higher leveraged high yield property sector.

Will the latest sanctions put Russia’s recovery at risk?
Russia seems relatively well placed given its own vaccine, 
higher oil prices and relatively solid credit profile. Rating 
agency Moody’s expects the government debt-to-GDP ratio 
to remain below 20% by the end of this year. This is also 
reflected in relatively tight spreads in the Russian sovereign 
and corporate bond space.

The main challenge facing Russia may emerge from a 
widening of sanctions against it, after the US initiated its 
first measures under the Biden administration. While there 
is room for diplomatic solutions in the near future, bond 
markets will closely follow communications from each 
side. Russia has low dependency on external funding and 
credit quality is unlikely to be affected much. However, tight 
spread levels leave potential for volatility.

How much will the political environment affect Brazilian 
bonds?
The political landscape has already affected bond spreads 
and the currency significantly. On one hand Brazil has been 
early to implement fiscal measures in large scale. On the 
other hand, it failed to implement an effective strategy to 
contain the virus at an early stage and the president faces 
large political headwind domestically.

Record virus cases and an above average death toll rate 
are the biggest challenges for the country. Meanwhile, 
the government’s focus was on the “golden rule”, or debt 
limit. A breach has been circumvented as extraordinary aid 
spending has not been included in the deficit calculation. 
Brazil has blurred the lines between the debt rules and the 
actual spending, with a decline in investors’ confidence.

The Brazilian real has been one of the worst performing 
EM currencies versus G10 currencies since March 2020, 
reflecting a lack of trust. As of late, the government 
seems to have ended the budget deadlock with new rules 
implemented by President Bolsonaro. This paves the way for 
aid payments, while staying compliant with debt rules. Only 
time will tell if this will be sufficient to gain investors’ trust 
given higher debt levels, gross debt to GDP at almost 90%.

The central bank has the delicate task to fight inflation and 
currency weakness with rate hikes without compromising 
the vulnerable growth. Bond spreads in the region have 
underperformed, reflecting the risk to a large part (see 
chart, p8). While volatility remains likely, bonds in the region 
seem to offer carry opportunities on a selective basis.
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Emerging market bonds: ten key questions
Emerging market bonds have recovered well since the depths of a financial markets sell-off 
in March last year. While opportunities remain, a cautious and selective approach seems 
warranted.

Are emerging market bonds cheap?
Since the peak of the market crisis 12 months ago, 
emerging market debt (EMD) has recovered in line with 
other riskier parts of the global bond segment. From a 
historical perspective both yields and spreads sit close to 
multi-year lows and do not appear cheap anymore. The 
average yield of the Bloomberg Barclays Emerging Market 
USD bond index is just below 4%, while spreads are just 
below 300 basis points (bp) on average.

However, in comparison to US high yield or BBB-rated US 
investment grade bonds, EMD seems reasonably valued. 
Spreads of emerging market US dollar bonds are only 20bp, 
lower than the ten-year average of 140bp. At the same time, 
EM dollar spreads offer 190bp more in yields compared to 
their BBB-rated US counterparts. Given the average rating 
of the respective EM USD bond index is at BBB-/Baa3, EM 
bond spreads seem to offer value (see chart). In order to 
draw an early conclusion, it seems crucial to consider the 
fundamental and risk aspects first.

How are EM countries coping with the COVID-19 pandemic?
Coronavirus infection trends, death tolls and vaccination 
rollouts suggests that EM countries have been hit 
disproportionally hard by the crisis. Brazil initially recorded 
the largest number of COVID-19 cases after America, and 
faces the second highest death toll after the US, according 
to John Hopkins University. Meanwhile, the trend in India 
worsens with daily new cases of the virus regularly breaking 
300,000 in recent weeks, having overtaken Brazil on total 
cumulative cases. Also, Turkey is challenged by cases, now 
over 4.7m.

At the same time, a number of countries, like Russia, the 
Gulf region and Israel, appear to have contained infection 
rates relatively well. This seems to be largely a result 
of rapid and effective vaccine rollouts. The pace of the 
vaccine rollout and infection levels are likely to have a large 
bearing on the economic prospects and EM asset volatility 
in coming months. Furthermore, national efforts vary 
substantially which should be taken into account.

What is the growth outlook for EMs?
After the worst recession since the second world war, the 
global economy has rebounded strongly thanks to growth 
in the US and China that represents more than 40% of the 
world’s output. The higher activity and global demand is 
likely to provide a much needed boost for EM exports.

The US president’s $1.9tn US fiscal package and additional
infrastructure plans seem particularly supportive for Asian
exporters. While China has returned to trend growth, the
International Monetary Fund (IMF) expects that many EM
countries will only reach this point by 2023 at the earliest. The
recovery in oil price is likely to help Gulf countries, Brazil and
Russia (though detrimental for India or Turkey) while a slow
recovery in tourism could put pressure on account balances
of central Asia, Turkey and most Caribbean countries.
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Bloomberg Barclays EM USD Aggregate yield and spread 
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The above underlying trends are positive, but the recovery in 
EM will differ substantially. This will likely be refl ected in the 
respective bond performance and credit rating transitions in 
each country.

Will a potential US rate rise cause another 2013 sell-off?
Ever since the so-called taper tantrum in 2013, when the US 
Federal Reserve announced plans to reduce its bond-buying 
programme, market participants are more sensitised to 
higher US rates and the potential negative repercussions for 
EM assets.

Higher US rates tend to lead to lower international fl ows 
into EM assets as the carry return appears less attractive. 
Indeed, since US rates started to rise on the back of Joe 
Biden’s victory in the presidential election, EM bond 
performance has lagged that of US high yield bonds for 
example. But this was more a result of the longer duration 
EM bonds carry in average. EM bond spreads in turn are less 
affected by higher nominal rates and were only to a certain 
extent affected by higher US real rates.

Especially rapidly and signifi cant moves in real rates pushed 
EM spreads higher historically. A gradual rate surge by 
comparison often accompanies better economic global 
prospects along with higher oil prices, which tend to 
support emerging markets.

Are China’s state-owned enterprises facing a default wave?
China went fi rst into the pandemic and was one of the 
fi rst countries to reach trend growth again. Overall, the 
outlook for the country looks constructive. It seems likely 
that China’s gross domestic product (GDP) will grow by 
9.4% this year. The brighter prospects should support 
Chinese bonds.

Markets, meanwhile, are more concerned about potential 
stress in state-owned-enterprises (SOE) after the 
restructuring of the deeply indebted asset management 
fi rm Huarong this year. The recent commitment of the 
central bank suggests a continuation of China’s unwritten 
support for SOEs. However, the situation may warrant 
increased selectiveness, especially with the country’s 
intention to reduce credit growth by implementing tighter 
fi nancial conditions.

A tightening of fi nancial conditions triggered a default cycle 
in the wider credit space in China in 2018. A repeat seems 
unlikely, but volatility may re-emerge, especially in the 
higher leveraged high yield property sector.

Will the latest sanctions put Russia’s recovery at risk?
Russia seems relatively well placed given its own vaccine, 
higher oil prices and relatively solid credit profi le. Rating 
agency Moody’s expects the government debt-to-GDP ratio 
to remain below 20% by the end of this year. This is also 
refl ected in relatively tight spreads in the Russian sovereign 
and corporate bond space.

The main challenge facing Russia may emerge from a 
widening of sanctions against it, after the US initiated its 
fi rst measures under the Biden administration. While there 
is room for diplomatic solutions in the near future, bond 
markets will closely follow communications from each 
side. Russia has low dependency on external funding and 
credit quality is unlikely to be affected much. However, tight 
spread levels leave potential for volatility.

How much will the political environment affect Brazilian 
bonds?
The political landscape has already affected bond spreads 
and the currency signifi cantly. On one hand Brazil has been 
early to implement fi scal measures in large scale. On the 
other hand, it failed to implement an effective strategy to 
contain the virus at an early stage and the president faces 
large political headwind domestically.

Record virus cases and an above average death toll rate 
are the biggest challenges for the country. Meanwhile, 
the government’s focus was on the “golden rule”, or debt 
limit. A breach has been circumvented as extraordinary aid 
spending has not been included in the defi cit calculation. 
Brazil has blurred the lines between the debt rules and the 
actual spending, with a decline in investors’ confi dence.

The Brazilian real has been one of the worst performing 
EM currencies versus G10 currencies since March 2020, 
refl ecting a lack of trust. As of late, the government 
seems to have ended the budget deadlock with new rules 
implemented by President Bolsonaro. This paves the way for 
aid payments, while staying compliant with debt rules. Only 
time will tell if this will be suffi cient to gain investors’ trust 
given higher debt levels, gross debt to GDP at almost 90%.

The central bank has the delicate task to fi ght infl ation and 
currency weakness with rate hikes without compromising 
the vulnerable growth. Bond spreads in the region have 
underperformed, refl ecting the risk to a large part (see 
chart, p8). While volatility remains likely, bonds in the region 
seem to offer carry opportunities on a selective basis.
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Turkey torn between high yields and high infl ation. What is 
the way out?
In some ways Turkey appears in a similar situation to Brazil 
(high COVID-19 cases, weak currency, higher infl ation, 
higher debt levels and political uncertainties). A closer 
look reveals that the nature of the challenges differs in 
many ways. Turkey is primarily challenged by low currency 
reserves (around $45bn) and high uncertainty around the 
central bank’s policy, the leadership changing three times in 
two years.

In addition, Turkey cannot take advantage of higher oil 
prices as, opposed to Brazil or many other emerging 
markets, the country is an importer of oil. This leaves Turkey 
highly dependent on revenues from tourism. Surging 
virus cases may put a recovery at risk. On the fl ip side the 
country’s debt level is lower and leaves room for spending. 
Turkey has also managed to deliver positive GDP growth in 
2020 (1.8%).

Turkish bond spreads are generally high. While the 
banking sector may be most exposed to external funding 
uncertainties, domestic corporate bonds combine higher 
yields with reasonable stable credit profi les.

Will non-performing loans challenge Indian bank bonds?
The economic backdrop for India seems clouded given the 
surge in weekly cases which has an immediate effect on 
mobility and economic output. A fast pace vaccine rollout 
should help however to bring India back on a high growth 
path. India’s defi cit has been smaller than expected and 
leaves further room if required. In addition, the Reserve Bank 
of India (RBI) has been early to support with large scale 
measures which also supported the fi nancial sector.

Indian banks have been historically challenged with 
higher gross non-performing assets (GNPA) from its loan 
portfolios. At the same time the central bank is working 
on reforms in order to deal with a struggling shadow 
banking system. GNPA have been declining to 7.5% but the 
RBI expects that the ratio will increase by six percentage 
points (bank stress test baseline scenario) as we go along 
the crisis.

While this seems worrying, provisions are high and 
especially public sector banks should enjoy ample support 
while large private banks show solid tier 1 ratios of over 
12.4% in average. However, any setbacks may particularly 
hit smaller banks and the shadow-banking sector, possibly 
leading to higher spread volatility for the banking sector. 
While larger banks seem well insulated from distressed risk, 

comparably tighter spread levels don’t seem to compensate 
for the risk in the sector.

What are the main risks and where are opportunities?
Most larger emerging markets acted early and in signifi cant 
scale with monetary and fi scal support which should help 
in the recovery. As with developed countries, any growth 
setback poses a risk. Largely indebted countries in particular 
will reach their limits should additional support be required. 
Even if the region is fi nding its way to trend growth, infl ation 
is likely to put pressure on consumers and central banks, 
which have already responded with rate hikes.

In this environment currency volatility can rapidly lead to 
capital market outfl ows with strong price repercussions. 
Countries like India or Russia seem more insulated from this 
risk than many, but with spreads close to multi-year tights 
the risk of widening is high. At the same time, Brazil and 
Turkey appear vulnerable but spreads, at least in the case 
of Turkey, have partly priced in the elevated risk. Company 
and sector selection in each market seems the most 
effi cient approach.
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Mixed picture for emerging market spread levels
How the current spread compares with the average or 
minimum spreads since April 2015 for Brazil, Mexico, 
Russia, Turkey, Gulf, China and India
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Jai Lakhani, CFA, London UK, Investment Strategist EMEA

Infrastructure: building a new, smarter world
As we enter a post-pandemic world, can private markets play a role in helping governments 
invest in infrastructure assets in attempts to boost growth through an ESG lens?

Infrastructure investments are widely defined as physical 
assets needed for economic and social development. Large-
scale investments can boost demand in the short-run, 
through the labour employed in constructing them, and 
lower supply-side costs in the longer term.

The sector lies at the core of many governments’ efforts to 
resuscitate economies in light of the COVID-19 pandemic. 
For instance, the US president’s $2.2tn infrastructure 
proposal, the EU’s €750bn recovery fund and the strong 
infrastructure demand from China so far this year.

Investors set to boost infrastructure allocations
Investors have long recognised the importance of 
infrastructure. Among those surveyed by alternatives data 
provider Preqin for their Future of Alternatives 2025 report 
published in November, 56% expect to increase their 
allocations to infrastructure assets in the next five years, 
with just 7% expecting to lower allocations.

Preqin also forecasts that as a result of investor appetite, 
unlisted infrastructure assets under management will grow 
at a compound annual growth rate of 4.5% from $639bn in 
2020 to $795bn in 2025 (see chart).

The attractions of infrastructure
The need for infrastructure has been even more pronounced 
given the pandemic. It has highlighted the fragility of supply 
chains, the attractions of technological advancements 
(especially in sectors reliant heavily on human capital) and 
the ever-growing focus on addressing climate change. 
Solving these issues will involve “smart” infrastructure.

In furthering innovation, digital infrastructure such as fibre 
networks, data storage facilities and telecommunication 
towers will move from being desirable to a must have.

What’s more, data storage facilities, alongside 5G networks 
and the internet of things (IoT), have the potential to 
revolutionise urban areas into “smart cities”. Urbanisation is 
a very important trend. According to the World Bank, urban 

areas are responsible for 85% of economic activity and as 
the world’s population increases, activity in cities will only 
go up.

Consequently, new transport systems will be required, 
buildings will need to be transformed and water and 
waste management facilities will have to address the extra 
demands of higher populations.

Helping to deliver smart cities and ESG goals
Infrastructure will help to develop smart cities that are 
more connected, while doing so through the lens of 
environmental, social and governance (ESG) factors. 
Around 70% of future greenhouse gas emissions may come 
from infrastructure yet to be built. That means that data 
storage centres, for instance, will likely be evaluated against 
their energy usage given that they produce the same carbon 
footprint as the aviation sector.

Transport systems will need to be designed with clean 
energy and electric cars will likely continue to increase 
as the technology is developed and they become more 
affordable. This in itself provides an opportunity for 
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Turkey torn between high yields and high inflation. What is 
the way out?
In some ways Turkey appears in a similar situation to Brazil 
(high COVID-19 cases, weak currency, higher inflation, 
higher debt levels and political uncertainties). A closer 
look reveals that the nature of the challenges differs in 
many ways. Turkey is primarily challenged by low currency 
reserves (around $45bn) and high uncertainty around the 
central bank’s policy, the leadership changing three times in 
two years.

In addition, Turkey cannot take advantage of higher oil 
prices as, opposed to Brazil or many other emerging 
markets, the country is an importer of oil. This leaves Turkey 
highly dependent on revenues from tourism. Surging 
virus cases may put a recovery at risk. On the flip side the 
country’s debt level is lower and leaves room for spending. 
Turkey has also managed to deliver positive GDP growth in 
2020 (1.8%).

Turkish bond spreads are generally high. While the 
banking sector may be most exposed to external funding 
uncertainties, domestic corporate bonds combine higher 
yields with reasonable stable credit profiles.

Will non-performing loans challenge Indian bank bonds?
The economic backdrop for India seems clouded given the 
surge in weekly cases which has an immediate effect on 
mobility and economic output. A fast pace vaccine rollout 
should help however to bring India back on a high growth 
path. India’s deficit has been smaller than expected and 
leaves further room if required. In addition, the Reserve Bank 
of India (RBI) has been early to support with large scale 
measures which also supported the financial sector.

Indian banks have been historically challenged with 
higher gross non-performing assets (GNPA) from its loan 
portfolios. At the same time the central bank is working 
on reforms in order to deal with a struggling shadow 
banking system. GNPA have been declining to 7.5% but the 
RBI expects that the ratio will increase by six percentage 
points (bank stress test baseline scenario) as we go along 
the crisis.

While this seems worrying, provisions are high and 
especially public sector banks should enjoy ample support 
while large private banks show solid tier 1 ratios of over 
12.4% in average. However, any setbacks may particularly 
hit smaller banks and the shadow-banking sector, possibly 
leading to higher spread volatility for the banking sector. 
While larger banks seem well insulated from distressed risk, 

comparably tighter spread levels don’t seem to compensate 
for the risk in the sector.

What are the main risks and where are opportunities?
Most larger emerging markets acted early and in significant 
scale with monetary and fiscal support which should help 
in the recovery. As with developed countries, any growth 
setback poses a risk. Largely indebted countries in particular 
will reach their limits should additional support be required. 
Even if the region is finding its way to trend growth, inflation 
is likely to put pressure on consumers and central banks, 
which have already responded with rate hikes.

In this environment currency volatility can rapidly lead to 
capital market outflows with strong price repercussions. 
Countries like India or Russia seem more insulated from this 
risk than many, but with spreads close to multi-year tights 
the risk of widening is high. At the same time, Brazil and 
Turkey appear vulnerable but spreads, at least in the case 
of Turkey, have partly priced in the elevated risk. Company 
and sector selection in each market seems the most 
efficient approach.
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Mixed picture for emerging market spread levels
How the current spread compares with the average or 
minimum spreads since April 2015 for Brazil, Mexico, 
Russia, Turkey, Gulf, China and India
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Infrastructure: building a new, smarter world
As we enter a post-pandemic world, can private markets play a role in helping governments 
invest in infrastructure assets in attempts to boost growth through an ESG lens?

Infrastructure investments are widely defi ned as physical 
assets needed for economic and social development. Large-
scale investments can boost demand in the short-run, 
through the labour employed in constructing them, and 
lower supply-side costs in the longer term.

The sector lies at the core of many governments’ efforts to 
resuscitate economies in light of the COVID-19 pandemic. 
For instance, the US president’s $2.2tn infrastructure 
proposal, the EU’s €750bn recovery fund and the strong 
infrastructure demand from China so far this year.

Investors set to boost infrastructure allocations
Investors have long recognised the importance of 
infrastructure. Among those surveyed by alternatives data 
provider Preqin for their Future of Alternatives 2025 report 
published in November, 56% expect to increase their 
allocations to infrastructure assets in the next fi ve years, 
with just 7% expecting to lower allocations.

Preqin also forecasts that as a result of investor appetite, 
unlisted infrastructure assets under management will grow 
at a compound annual growth rate of 4.5% from $639bn in 
2020 to $795bn in 2025 (see chart).

The attractions of infrastructure
The need for infrastructure has been even more pronounced 
given the pandemic. It has highlighted the fragility of supply 
chains, the attractions of technological advancements 
(especially in sectors reliant heavily on human capital) and 
the ever-growing focus on addressing climate change. 
Solving these issues will involve “smart” infrastructure.

In furthering innovation, digital infrastructure such as fi bre 
networks, data storage facilities and telecommunication 
towers will move from being desirable to a must have.

What’s more, data storage facilities, alongside 5G networks 
and the internet of things (IoT), have the potential to 
revolutionise urban areas into “smart cities”. Urbanisation is 
a very important trend. According to the World Bank, urban 

areas are responsible for 85% of economic activity and as 
the world’s population increases, activity in cities will only 
go up.

Consequently, new transport systems will be required, 
buildings will need to be transformed and water and 
waste management facilities will have to address the extra 
demands of higher populations.

Helping to deliver smart cities and ESG goals
Infrastructure will help to develop smart cities that are 
more connected, while doing so through the lens of 
environmental, social and governance (ESG) factors. 
Around 70% of future greenhouse gas emissions may come 
from infrastructure yet to be built. That means that data 
storage centres, for instance, will likely be evaluated against 
their energy usage given that they produce the same carbon 
footprint as the aviation sector.

Transport systems will need to be designed with clean 
energy and electric cars will likely continue to increase 
as the technology is developed and they become more 
affordable. This in itself provides an opportunity for 
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infrastructure in terms of the growing need to adapt car 
parks into charging stations.

The G20 Global Infrastructure hub estimates that there will 
be an $18tn infrastructure gap in the period to 2040 to meet 
the UN’s Sustainable Development Goals. While there are 
government initiatives aimed at boosting infrastructure, it 
is doubtful that administrations can do it alone with fi scal 
constraints also tying their hands (see chart).

Opportunity available to private markets
Furthermore, due to the innovation required, private 
markets appear more tailored to developing smart cities, 
improving internet infrastructure and driving the internet of 
things among other areas. Private markets certainly appear 
to be increasingly up for the challenge, with the capital 
raised growing rapidly over the past decade (see chart).

The chart highlights that the number of private markets 
funds investing in infrastructure assets has increased 
signifi cantly. In other words, there is a wider opportunity set 
for investors to choose from.

Uninvested funds falling rapidly
Data from Preqin shows that dry powder’s, or un-invested 
funds, share of assets under management has fallen from 
42% of infrastructure fund assets in 2010 to 35% at the 
end of 2019, suggesting fund managers are sourcing 
opportunities as the sector grows.

Private markets: mitigating equity and fi xed income 
market risks
Investors currently face equity valuations that are, at least 
at an index level, somewhat stretched along with elevated 
levels of volatility. In the fi xed income market, even after 
accounting for the recent rate sell-off, yields are at historical 
lows and in real terms, deeply negative and infl ation risk is 
a rising concern. Accessing private market infrastructure 
opportunities could help to mitigate these problems.

Investing through infrastructure assets can provide a hybrid 
between equities and fi xed income in terms of the return 
profi le. Not only is there potential for assets to experience 
capital appreciation, but the assets themselves generate 
cash fl ows through rents which can provide a stable source 
of income.
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Infrastructure, being a real asset, has the added benefit 
of its income being tied to inflation. Thus, as markets 
increasingly focus on the risk of inflation being higher than 
expected in coming months, infrastructure assets can help 
put investors’ minds at ease (see chart).

Manager selection and ESG appear key to outperformance
The need for more infrastructure investment appears clear. 
Private markets offer a route to investing in infrastructure 
and the popularity of such investment seem poised to grow.

However, manager and fund selection is crucial. 
Furthermore, managers likely to outperform, and avoid 
regulatory risk, will deploy capital on infrastructure that 
is applied through an ESG framework and aimed at 
technological advancements. The trend towards smart 
cities in an increasingly urbanised world adds to the appeal 
of infrastructure assets.
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infrastructure in terms of the growing need to adapt car 
parks into charging stations.

The G20 Global Infrastructure hub estimates that there will 
be an $18tn infrastructure gap in the period to 2040 to meet 
the UN’s Sustainable Development Goals. While there are 
government initiatives aimed at boosting infrastructure, it 
is doubtful that administrations can do it alone with fiscal 
constraints also tying their hands (see chart).

Opportunity available to private markets
Furthermore, due to the innovation required, private 
markets appear more tailored to developing smart cities, 
improving internet infrastructure and driving the internet of 
things among other areas. Private markets certainly appear 
to be increasingly up for the challenge, with the capital 
raised growing rapidly over the past decade (see chart).

The chart highlights that the number of private markets 
funds investing in infrastructure assets has increased 
significantly. In other words, there is a wider opportunity set 
for investors to choose from.

Uninvested funds falling rapidly
Data from Preqin shows that dry powder’s, or un-invested 
funds, share of assets under management has fallen from 
42% of infrastructure fund assets in 2010 to 35% at the 
end of 2019, suggesting fund managers are sourcing 
opportunities as the sector grows.

Private markets: mitigating equity and fixed income 
market risks
Investors currently face equity valuations that are, at least 
at an index level, somewhat stretched along with elevated 
levels of volatility. In the fixed income market, even after 
accounting for the recent rate sell-off, yields are at historical 
lows and in real terms, deeply negative and inflation risk is 
a rising concern. Accessing private market infrastructure 
opportunities could help to mitigate these problems.

Investing through infrastructure assets can provide a hybrid 
between equities and fixed income in terms of the return 
profile. Not only is there potential for assets to experience 
capital appreciation, but the assets themselves generate 
cash flows through rents which can provide a stable source 
of income.
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Infrastructure, being a real asset, has the added benefi t 
of its income being tied to infl ation. Thus, as markets 
increasingly focus on the risk of infl ation being higher than 
expected in coming months, infrastructure assets can help 
put investors’ minds at ease (see chart).

Manager selection and ESG appear key to outperformance
The need for more infrastructure investment appears clear. 
Private markets offer a route to investing in infrastructure 
and the popularity of such investment seem poised to grow.

However, manager and fund selection is crucial. 
Furthermore, managers likely to outperform, and avoid 
regulatory risk, will deploy capital on infrastructure that 
is applied through an ESG framework and aimed at 
technological advancements. The trend towards smart 
cities in an increasingly urbanised world adds to the appeal 
of infrastructure assets.
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Getting real with returns as inflation dawns
With the recovery accelerating and consumers boosted by fiscal stimulus and accommodative 
monetary policy, inflation looks set to rise. While investors might alter traditional assets to 
protect against price pressures, could including real assets to portfolios be more effective?

Jai Lakhani, CFA, Investment Strategist, London, UK
Nikola Vasiljevic, Head of Quantitative Strategy, Zurich, Switzerland

An investor’s main goal is to grow portfolio assets. But 
achieving this goal could become more diffi cult for 
institutions with liabilities that are linked to infl ation and 
expectations of higher infl ation growing. Allocating to real 
assets may be part of the solution to this conundrum.

Macroeconomic backdrop
When reviewing the health of the global economy a year 
on from the pandemic, fi scal stimulus provided an essential 
boost, record-low interest rates prevented a tightening in 
fi nancial conditions and quantitative easing injected further 
liquidity. All helped alleviate the worst economic effects 
of coronavirus.

As the consumer returns to the market, fuelled by stimulus 
payments and pent-up savings, demand looks set to drive 
growth. At the same time, supply chains seem to be moving 
away from a fully globalised model due to more domestic 
ones and supply bottlenecks are already evident.

The above trends suggest a period of supressed infl ation 
in the last decade could be ending soon. From an investor 
standpoint, preparing portfolios to manage higher infl ation 
seems essential.

Preparing for higher infl ation: the traditional approach
The traditional approach would be to focus equity selection 
on companies with strong pricing power, something 
highlighted in April’s Market Perspectives. However, this 
approach is likely to increase volatility, especially given 
stretched equity valuations.

On the fi xed income side, the use of infl ation-linked bonds 
and increased exposure to high yield debt, which tends 
to perform well in demand-pull infl ationary periods, are 
potential options.

However, infl ation-linked bonds are based on infl ationary 
expectations. If fi nancial markets already expect increased 
prices, realised infl ation needs to be higher than these 
expectations to compensate investors. While this may be 
affordable in the US market, the UK breakeven rate of 3.5% 
is at the top of the range of the last seven years already 
(see chart).

When evaluating high yield bonds, spreads have been 
supressed in the search for yield and are at historical lows 
in the CCC-rated market. Not only is there increased default 
risk in this sector, but investors may not be compensated 
accordingly for taking on the risk. Furthermore, many 
institutions have regulatory constraints preventing them 
accessing this market.
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Equity-bond correlation increases with inflation
Another issue worth considering is the diversification profile 
of an equity and fixed income portfolio as inflation rises. 
Our research shows that the two asset classes become 
more correlated to each other as inflation rises, limiting the 
protection such a portfolio provides.

Getting real
A solution which can be incorporated with traditional 
assets is the addition of real assets. Real assets are tangible 
physical assets that have inherent worth rather than 
intangible contractual rights. They range from commodities 
and infrastructure investments to real estate and tend to 
provide a store of value and are linked to inflation.

Commodities comprise of raw metals, energy and 
agriculture. These components are key to input costs and 
it is no surprise they make up a significant weighting in 
consumer price indexes.

What’s more is that they are pro-cyclical, furthering the 
rationale for considering commodities portfolio allocations. 
Commodity prices have already performed strongly this year 
as the economy recovers (particular in China, a commodity-
intensive region). Furthermore, aggressive infrastructure 
investment, the climate change agenda and food shortages 
provide the perfect cocktail for raw metals, energy and 
agriculture prices to do well.

The data shows that since 1981, the Bloomberg spot 
commodity index has returned on average 6.2% year on 
year when US consumer price index (CPI) exceeded 3%. 
Thus, commodities seem a useful inflation hedge and their 
pro-cyclicality provides further reasoning for adding them 
to a portfolio.

Inflation-hedging - real estate
Taking a look at real estate and infrastructure in more detail, 
rental income in general is tied to inflation, providing a 
hedge. Indeed, UK real estate has significantly outperformed 
UK inflation-linked bonds since 1986 (see chart, p14).

Furthermore, the return profile of real estate provides 
almost a hybrid between equity and fixed income in terms 
of the capital appreciation of the asset and cash flows 
through rental income.

Illiquidity risk
One of the key concerns with real assets, such as real 
estate and infrastructure, is illiquidity. Once investors inject 
capital into chosen funds or projects, there tends to be 
lock-up periods where investors cannot get their money 
back. Valuations are also reported on a less frequent 
basis than assets like equities and bonds, meaning that 
investors withdrawing early don’t receive the true value of 
the investment.

As such, liquidity premiums need to reflect this inherent 
risk. On average, investors receive a compensation of one to 
four percent for bearing the liquidity risk.

Real assets in a portfolio context
Incorporating real assets to a portfolio comprised of 
equities and fixed income appears to enhance the risk/
return profile in times of rising inflation. Before (after) the 

Equity-bond correlation in different inflation regimes 
The US equity-bond correlation across different inflation 
regimes from 1979 to 2021. The correlation is measured 
on a three-year rolling window basis. The inflation proxy 
is the consumer price index (CPI), year on year 

0.5

0.4

0.3

0.2

0.1

0.0

-0.1

-0.2

-0.3

Inflation regime (%)

Equity-bond correlations, inflation below central bank’s 
2% target

-2
 to

 0

0 
to

 2

2 
to

 4

4 
to

 6

6 
to

 8

8 
to

 1
0

10
 to

 1
2

12
 to

 1
4

A
ve

ra
ge

 e
qu

ity
-b

on
d 

co
rr

el
at

io
n

Equity-bond correlations, inflation above central bank’s 
2% target

Source: Bloomberg, Barclays Private Bank, April 2021

Market Perspectives May 2021 | 13

Alternatives – Real assets



Getting real with returns as inflation dawns
With the recovery accelerating and consumers boosted by fiscal stimulus and accommodative 
monetary policy, inflation looks set to rise. While investors might alter traditional assets to 
protect against price pressures, could including real assets to portfolios be more effective?

Jai Lakhani, CFA, Investment Strategist, London, UK
Nikola Vasiljevic, Head of Quantitative Strategy, Zurich, Switzerland

An investor’s main goal is to grow portfolio assets. But 
achieving this goal could become more difficult for 
institutions with liabilities that are linked to inflation and 
expectations of higher inflation growing. Allocating to real 
assets may be part of the solution to this conundrum.

Macroeconomic backdrop
When reviewing the health of the global economy a year 
on from the pandemic, fiscal stimulus provided an essential 
boost, record-low interest rates prevented a tightening in 
financial conditions and quantitative easing injected further 
liquidity. All helped alleviate the worst economic effects 
of coronavirus.

As the consumer returns to the market, fuelled by stimulus 
payments and pent-up savings, demand looks set to drive 
growth. At the same time, supply chains seem to be moving 
away from a fully globalised model due to more domestic 
ones and supply bottlenecks are already evident.

The above trends suggest a period of supressed inflation 
in the last decade could be ending soon. From an investor 
standpoint, preparing portfolios to manage higher inflation 
seems essential.

Preparing for higher inflation: the traditional approach
The traditional approach would be to focus equity selection 
on companies with strong pricing power, something 
highlighted in April’s Market Perspectives. However, this 
approach is likely to increase volatility, especially given 
stretched equity valuations.

On the fixed income side, the use of inflation-linked bonds 
and increased exposure to high yield debt, which tends 
to perform well in demand-pull inflationary periods, are 
potential options.

However, inflation-linked bonds are based on inflationary 
expectations. If financial markets already expect increased 
prices, realised inflation needs to be higher than these 
expectations to compensate investors. While this may be 
affordable in the US market, the UK breakeven rate of 3.5% 
is at the top of the range of the last seven years already 
(see chart).

When evaluating high yield bonds, spreads have been 
supressed in the search for yield and are at historical lows 
in the CCC-rated market. Not only is there increased default 
risk in this sector, but investors may not be compensated 
accordingly for taking on the risk. Furthermore, many 
institutions have regulatory constraints preventing them 
accessing this market.
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Equity-bond correlation increases with infl ation
Another issue worth considering is the diversifi cation profi le 
of an equity and fi xed income portfolio as infl ation rises. 
Our research shows that the two asset classes become 
more correlated to each other as infl ation rises, limiting the 
protection such a portfolio provides (see chart).

Getting real
A solution which can be incorporated with traditional 
assets is the addition of real assets. Real assets are tangible 
physical assets that have inherent worth rather than 
intangible contractual rights. They range from commodities 
and infrastructure investments to real estate and tend to 
provide a store of value and are linked to infl ation.

Commodities comprise of raw metals, energy and 
agriculture. These components are key to input costs and 
it is no surprise they make up a signifi cant weighting in 
consumer price indexes.

What’s more is that they are pro-cyclical, furthering the 
rationale for considering commodities portfolio allocations. 
Commodity prices have already performed strongly this year 
as the economy recovers (particular in China, a commodity-
intensive region). Furthermore, aggressive infrastructure 
investment, the climate change agenda and food shortages 
provide the perfect cocktail for raw metals, energy and 
agriculture prices to do well.

The data shows that since 1981, the Bloomberg spot 
commodity index has returned on average 6.2% year on 
year when US consumer price index (CPI) exceeded 3%. 
Thus, commodities seem a useful infl ation hedge and their 
pro-cyclicality provides further reasoning for adding them 
to a portfolio.

Infl ation-hedging - real estate
Taking a look at real estate and infrastructure in more detail, 
rental income in general is tied to infl ation, providing a 
hedge. Indeed, UK real estate has signifi cantly outperformed 
UK infl ation-linked bonds since 1986 (see chart, p14).

Furthermore, the return profi le of real estate provides 
almost a hybrid between equity and fi xed income in terms 
of the capital appreciation of the asset and cash fl ows 
through rental income.

Illiquidity risk
One of the key concerns with real assets, such as real 
estate and infrastructure, is illiquidity. Once investors inject 
capital into chosen funds or projects, there tends to be 
lock-up periods where investors cannot get their money 
back. Valuations are also reported on a less frequent 
basis than assets like equities and bonds, meaning that 
investors withdrawing early don’t receive the true value of 
the investment.

As such, liquidity premiums need to refl ect this inherent 
risk. On average, investors receive a compensation of one to 
four percent for bearing the liquidity risk.

Real assets in a portfolio context
Incorporating real assets to a portfolio comprised of 
equities and fi xed income appears to enhance the risk/
return profi le in times of rising infl ation. Before (after) the 

Equity-bond correlation in different inflation regimes 
The US equity-bond correlation across different inflation 
regimes from 1979 to 2021. The correlation is measured 
on a three-year rolling window basis. The inflation proxy 
is the consumer price index (CPI), year on year 
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global fi nancial crisis, CPI was 2.9% (1.5%) year on year on 
average. The inclusion of real estate and commodities in an 
equity-bond portfolio can enhance risk-adjusted returns in 
infl ationary periods.

Although the incremental Sharpe ratio has been negative 
since 2008, the outlook for real assets in a portfolio has 
steadily improved over the past twelve months. In particular, 
with March’s CPI reading of 2.6%, real assets have improved 
the Sharpe ratio by 0.12, the largest monthly increase since 
June 2008 (see chart).
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Carbon trading: a new market for investors?
Carbon markets play a critical role to support companies and governments transition to a low-
carbon economy. Do they offer an opportunity for investors to boost returns while making a 
better world?

Damian Payiatakis, London UK, Head of Sustainable & Impact Investing
Olivia Nyikos, London UK, Responsible Investment Strategist

More governments and companies are committing to net 
zero targets, where any greenhouse gas (GHG) emissions 
are balanced by absorbing an equivalent amount from 
the atmosphere.

But achieving this ambition is not possible immediately; 
nor potentially at all for some industries. Carbon credits 
and offsets provide a mechanism to counterbalance GHG 
emissions by paying for another activity that avoids or 
reduces the equivalent emissions. 

With increasing demand and, in some cases, a limited 
supply, investors are starting to consider whether carbon 
markets provide an attractive market play. We review 
whether the carbon credit market can generate alpha as 
well as to make a positive contribution with their capital. 

Understanding carbon credits
A carbon credit, or allowance, is a tradable permit or 
certificate that provides its holder with the right to emit, 
or have emitted, one ton of carbon dioxide (CO2) or an 
equivalent of another greenhouse gas. 

Carbon credits were created to mitigate climate change 
by encouraging the reduction of GHG emissions. They 
generally come from four categories of activity: avoided 
nature loss (including deforestation); nature-based 
sequestration of carbon, such as reforestation; avoidance or 
reduction of emissions, such as reducing methane release 
from landfills; and technology-based capture and removal 
of carbon from the atmosphere. 

Two types of markets
Carbon credits are available through two types of markets: 
cap-and-trade and voluntary. Cap-and-trade markets 
(also known as compliance or regulatory markets) are 
those which have mandatory upper limits (“caps”) on the 

carbon emission a single unit can produce. Governments 
or regulatory authorities set the caps on greenhouse gas 
emissions at either national and/or sector levels. 

For some companies within the regulation, the reduction 
of emissions is not economically viable, and instead, they 
purchase carbon credits to comply with their emission 
cap. Conversely, companies that achieve their emissions 
reductions are usually rewarded with additional carbon 
credits. This surplus can be sold to generate revenue or 
subsidise future projects for reducing emissions.

Voluntary carbon credits do not have any governmental 
mandate but exist due to the willingness of private 
investors, governments, non-governmental organisations 
and businesses to reduce their net emissions. Carbon 
credits are typically referred to as “offsets” and originate 
from carbon reductions outside of regulated industries.

The evolution of trading credits
Carbon trading began as part of the 1997 UN Kyoto 
Protocol, the first international agreement to cut CO2
emissions. Its Clean Development Mechanism (CDM) 
allowed industrialised countries with commitments to 
reduce or limit emissions to implement emission-reduction 
projects in developing countries. 

Since that time, the popularity of carbon trading has been 
varied. Some regional schemes, such as the EU’s emissions 
trading system (ETS), have gained ground. But, so far, they 
cover between them just 16% of emissions and are still 
priced below the $40-$80 per ton level recommended, 
according to the Carbon Pricing Leadership Coalition1. 

There are significant differences in pricing between credits 
generated by regulation in specific industries and approved 
offsets in alternative industries and projects. 

1 CPLC, Report of the High-Level Commission on Carbon Prices, May 29, 2017  https://www.carbonpricingleadership.org/report-of-the-highlevel-commission-on-carbon-prices
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global financial crisis, CPI was 2.9% (1.5%) year on year on 
average. The inclusion of real estate and commodities in an 
equity-bond portfolio can enhance risk-adjusted returns in 
inflationary periods.

Although the incremental Sharpe ratio has been negative 
since 2008, the outlook for real assets in a portfolio has 
steadily improved over the past twelve months. In particular, 
with March’s CPI reading of 2.6%, real assets have improved 
the Sharpe ratio by 0.12, the largest monthly increase since 
June 2008 (see chart).

6
5
4
3
2
1
0

-1
-2
-3

20
01

20
04

20
07

20
10

20
13

20
16

20
19

Real assets increase Sharpe ratio in inflationary periods
Incremental Sharpe ratio based on the inclusion of 5% real 
estate and 5% commodities into equity-bond portfolio 
relative to the 60-40 equity-bond portfolio since 2001

In
fla

tio
n 

ra
te

 (
%

)

Sh
ar

pe
 ra

tio
  

Incremental Sharpe ratio, year on year (RHS)

Consumer price index year on year (%)
Source: Bloomberg, Barclays Private Bank, April 2021

-0.60

-0.40

-0.20

0

0.20

0.40

0.60

1900

1700

1500

1300

1100

900

700

500

300

100

D
ec

-1
98

6

D
ec

-1
99

4

D
ec

-2
00

2

D
ec

-2
01

0

D
ec

-2
01

8

Real estate outperforming inflation-linked bonds
Total return of the Investment Property Databank (IPD) 
index against the total return on UK inflation-linked bonds
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Carbon trading: a new market for investors?
Carbon markets play a critical role to support companies and governments transition to a low-
carbon economy. Do they offer an opportunity for investors to boost returns while making a 
better world?

Damian Payiatakis, London UK, Head of Sustainable & Impact Investing
Olivia Nyikos, London UK, Responsible Investment Strategist

More governments and companies are committing to net 
zero targets, where any greenhouse gas (GHG) emissions 
are balanced by absorbing an equivalent amount from 
the atmosphere.

But achieving this ambition is not possible immediately; 
nor potentially at all for some industries. Carbon credits 
and offsets provide a mechanism to counterbalance GHG 
emissions by paying for another activity that avoids or 
reduces the equivalent emissions. 

With increasing demand and, in some cases, a limited 
supply, investors are starting to consider whether carbon 
markets provide an attractive market play. We review 
whether the carbon credit market can generate alpha as 
well as to make a positive contribution with their capital. 

Understanding carbon credits
A carbon credit, or allowance, is a tradable permit or 
certifi cate that provides its holder with the right to emit, 
or have emitted, one ton of carbon dioxide (CO2) or an 
equivalent of another greenhouse gas. 

Carbon credits were created to mitigate climate change 
by encouraging the reduction of GHG emissions. They 
generally come from four categories of activity: avoided 
nature loss (including deforestation); nature-based 
sequestration of carbon, such as reforestation; avoidance or 
reduction of emissions, such as reducing methane release 
from landfi lls; and technology-based capture and removal 
of carbon from the atmosphere. 

Two types of markets
Carbon credits are available through two types of markets: 
cap-and-trade and voluntary. Cap-and-trade markets 
(also known as compliance or regulatory markets) are 
those which have mandatory upper limits (“caps”) on the 

carbon emission a single unit can produce. Governments 
or regulatory authorities set the caps on greenhouse gas 
emissions at either national and/or sector levels. 

For some companies within the regulation, the reduction 
of emissions is not economically viable, and instead, they 
purchase carbon credits to comply with their emission 
cap. Conversely, companies that achieve their emissions 
reductions are usually rewarded with additional carbon 
credits. This surplus can be sold to generate revenue or 
subsidise future projects for reducing emissions.

Voluntary carbon credits do not have any governmental 
mandate but exist due to the willingness of private 
investors, governments, non-governmental organisations 
and businesses to reduce their net emissions. Carbon 
credits are typically referred to as “offsets” and originate 
from carbon reductions outside of regulated industries.

The evolution of trading credits
Carbon trading began as part of the 1997 UN Kyoto 
Protocol, the fi rst international agreement to cut CO2 
emissions. Its Clean Development Mechanism (CDM) 
allowed industrialised countries with commitments to 
reduce or limit emissions to implement emission-reduction 
projects in developing countries. 

Since that time, the popularity of carbon trading has been 
varied. Some regional schemes, such as the EU’s emissions 
trading system (ETS), have gained ground. But, so far, they 
cover between them just 16% of emissions and are still 
priced below the $40-$80 per ton level recommended, 
according to the Carbon Pricing Leadership Coalition1. 

There are signifi cant differences in pricing between credits 
generated by regulation in specifi c industries and approved 
offsets in alternative industries and projects. 

1 CPLC, Report of the High-Level Commission on Carbon Prices, May 29, 2017  https://www.carbonpricingleadership.org/report-of-the-highlevel-commission-on-carbon-prices
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Demand set to rise
However, as efforts to decarbonise the economy increase, 
demand for carbon credits will likely continue to rise. 
Consultancy McKinsey estimates that the annual global 
demand for carbon credits could reach 1.5 to 2.0 gigatons 
of carbon dioxide (GtCO2e) by 2030 and up to 7 to 13 
GtCO2e by 2050.

With governments accelerating their commitments to net-
zero timelines, this likely means that the supply of available 
credits will shrink even faster. Indeed, from 2013 to 2020, 
the volume of issued EU permits fell by 1.7% annually. 
From this year, the permits will drop by 2.2% until 20302. 
This has revived EU emissions trading system (ETS) prices 
(see chart). Oversupply of available credits caused a price 
collapse in 2012. On the current trajectory, this would mean 
pricing the cost of emissions could be between $50-80 per 
ton by 2024. 

A challenging market 
A market with growing demand and, in some cases, limited 
supply should provide scope for attractive for potential 
investment opportunities. However, the opportunity seems 
less clear than economic theory would suggest. 

While credits provide the most direct and regulated 
markets, most of the available opportunities are in offsets. 
Credits from independent crediting mechanisms in this 
voluntary market have accounted for almost two-thirds of 
those issued in 20193.

While offsets grow in availability, high-quality ones are 
scarcer given diverging accounting and verifi cation 
methodologies. Some offsets have represented emissions 
reductions that were questionable at best. Additionally, 
credible emerging arguments suggest that offsets should 
only be available as a last choice, rather than fi rst, for 
companies to mitigate their emissions.

Even when using science-based verifi cation, suppliers 
endure long lead times to get assurance for new offsets. 
Then, they face unpredictable demand and highly variable 
spot prices. Limited pricing data makes it diffi cult for 
suppliers to manage the risk they take on by fi nancing and 
working on carbon-reduction projects without knowing 
how much buyers will ultimately pay. It can also be 
challenging for buyers to know whether they are paying a 
fair price.

Regulatory risk
Even the value of existing credits may be called into 
question as they age or become “legacy” projects which 
may be a decade or older. A risk exists that regulators, 
wanting to accelerate GHG emissions reduction, may 
withdraw acceptance of these credits, rendering them 
worthless at a particular point. 

Given various country and regional schemes, each with its 
own systems, this divides the overall market further. Some 
efforts to coordinate and connect various schemes have 
been initiated, such as  Swiss and European emissions 
trading systems becoming interchangeable in 2020. But 
overall, much awaits COP26 in November as carbon markets 
and pricing are key topics for the conference. 

The market potential 
The result of the above challenges is a carbon trading 
market that is fragmented and complex. Overall, it can be 
characterised by low liquidity, scarce fi nancing, limited risk-
management services and imperfect data availability. 

For those with strong risk tolerance and a willingness to 
speculate, these may provide ideal conditions for active 
investment. For most, accessing the market directly and 
trading in offsets is likely to be more a wager than an 
investment. However, new offerings have started to come 
to market to structure and, partially, de-risk the carbon 
trading market. Such markets may provide investors access 
and more clarity along with additional costs for those 
considering the long-term investment potential. 

For investors looking to profi t from the transition to a lower-
carbon economy, selecting companies whose products 
and services reduce emissions may offer a simpler and 
more direct way to achieve environmental objectives and 
attractive returns. 
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Phasing in investments can add comfort plus returns
Timing the market is a difficult sport. Phasing in investments over an extended period may be  
more sensible. Getting invested and maximising the time that your capital has in the market 
may provide the best chance of meeting your long-term goals.

Alexander Joshi, London UK, Behavioural Finance Specialist

There is a cost to holding cash – the erosion of real value 
due to inflation – which increases with the rate of inflation 
and the time period held for. At present rates, holding 
a sum in cash for 10 years would erode your wealth by 
10%, requiring a return of 26% just to regain the original 
purchasing power1.

While recognising the costs of waiting too long, some 
investors may want to time their entry into the market, in 
an attempt to prevent potential losses and capitalise in 
the short term from current or impending events (which 
may or may not materialise). Market timing is however a 
difficult sport.

The difficulties of market timing
Last year was particularly volatile. The MSCI World index 
started 2020 at 2,358, rising to 2,431 at its 19 February 
peak, before falling 34% to its 23 March low of 1,602. A 
spectacular rise of 68% then took it to 2,690 on the last 
trading day of the year, ending up 14% on the year. Quite an 
eventful ride.

Investing on 1 January 2020 provided a total return, 
including dividends, of 22% before fees of at the end of 
March 2021. Timing the market perfectly meant investing 
at the point of maximum drawdown, on 23 March, and 
returned 78%. Given the sharpness of the pullback, timing 
the entry point produced returns over four-times larger than 
those of getting invested on 1 January (see chart).

In hindsight, waiting and getting invested at the low makes 
perfect sense. Executing this is extremely difficult:

• Firstly, predicting the direction of the market in the short 
run can be difficult; markets were hitting all-time highs 
days before the sharp and extremely fast-paced downturn 
began last year

• Secondly, when markets fall (precipitously), and 
it is unclear where the nadir is, investing requires 
much composure.

Timing the market low involves acting quickly; waiting just 
a day from the low and investing on 24 March reduced the 
additional returns to 43% from 58%. Waiting a fortnight 
would cut this bonus to 30%, and by a month cuts it 
to 23%.

The danger of staying in cash
There are periods where holding cash would outperform 
being invested, though the risk is missing out on 
participating in a market recovery. How would an investor 
who decided to sit out the uncertainty of last year and wait 
before investing have fared?
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Demand set to rise
However, as efforts to decarbonise the economy increase, 
demand for carbon credits will likely continue to rise. 
Consultancy McKinsey estimates that the annual global 
demand for carbon credits could reach 1.5 to 2.0 gigatons 
of carbon dioxide (GtCO2e) by 2030 and up to 7 to 13 
GtCO2e by 2050.

With governments accelerating their commitments to net-
zero timelines, this likely means that the supply of available 
credits will shrink even faster. Indeed, from 2013 to 2020, 
the volume of issued EU permits fell by 1.7% annually. 
From this year, the permits will drop by 2.2% until 20302. 
This has revived EU emissions trading system (ETS) prices 
(see chart). Oversupply of available credits caused a price 
collapse in 2012. On the current trajectory, this would mean 
pricing the cost of emissions could be between $50-80 per 
ton by 2024. 

A challenging market 
A market with growing demand and, in some cases, limited 
supply should provide scope for attractive for potential 
investment opportunities. However, the opportunity seems 
less clear than economic theory would suggest. 

While credits provide the most direct and regulated 
markets, most of the available opportunities are in offsets. 
Credits from independent crediting mechanisms in this 
voluntary market have accounted for almost two-thirds of 
those issued in 20193.

While offsets grow in availability, high-quality ones are 
scarcer given diverging accounting and verification 
methodologies. Some offsets have represented emissions 
reductions that were questionable at best. Additionally, 
credible emerging arguments suggest that offsets should 
only be available as a last choice, rather than first, for 
companies to mitigate their emissions.

Even when using science-based verification, suppliers 
endure long lead times to get assurance for new offsets. 
Then, they face unpredictable demand and highly variable 
spot prices. Limited pricing data makes it difficult for 
suppliers to manage the risk they take on by financing and 
working on carbon-reduction projects without knowing 
how much buyers will ultimately pay. It can also be 
challenging for buyers to know whether they are paying a 
fair price.

Regulatory risk
Even the value of existing credits may be called into 
question as they age or become “legacy” projects which 
may be a decade or older. A risk exists that regulators, 
wanting to accelerate GHG emissions reduction, may 
withdraw acceptance of these credits, rendering them 
worthless at a particular point. 

Given various country and regional schemes, each with its 
own systems, this divides the overall market further. Some 
efforts to coordinate and connect various schemes have 
been initiated, such as  Swiss and European emissions 
trading systems becoming interchangeable in 2020. But 
overall, much awaits COP26 in November as carbon markets 
and pricing are key topics for the conference. 

The market potential 
The result of the above challenges is a carbon trading 
market that is fragmented and complex. Overall, it can be 
characterised by low liquidity, scarce financing, limited risk-
management services and imperfect data availability. 

For those with strong risk tolerance and a willingness to 
speculate, these may provide ideal conditions for active 
investment. For most, accessing the market directly and 
trading in offsets is likely to be more a wager than an 
investment. However, new offerings have started to come 
to market to structure and, partially, de-risk the carbon 
trading market. Such markets may provide investors access 
and more clarity along with additional costs for those 
considering the long-term investment potential. 

For investors looking to profit from the transition to a lower-
carbon economy, selecting companies whose products 
and services reduce emissions may offer a simpler and 
more direct way to achieve environmental objectives and 
attractive returns. 
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Phasing in investments can add comfort plus returns
Timing the market is a difficult sport. Phasing in investments over an extended period may be  
more sensible. Getting invested and maximising the time that your capital has in the market 
may provide the best chance of meeting your long-term goals.

Alexander Joshi, London UK, Behavioural Finance Specialist

There is a cost to holding cash – the erosion of real value 
due to infl ation – which increases with the rate of infl ation 
and the time period held for. At present rates, holding 
a sum in cash for 10 years would erode your wealth by 
10%, requiring a return of 26% just to regain the original 
purchasing power1.

While recognising the costs of waiting too long, some 
investors may want to time their entry into the market, in 
an attempt to prevent potential losses and capitalise in 
the short term from current or impending events (which 
may or may not materialise). Market timing is however a 
diffi cult sport.

The diffi culties of market timing
Last year was particularly volatile. The MSCI World index 
started 2020 at 2,358, rising to 2,431 at its 19 February 
peak, before falling 34% to its 23 March low of 1,602. A 
spectacular rise of 68% then took it to 2,690 on the last 
trading day of the year, ending up 14% on the year. Quite an 
eventful ride.

Investing on 1 January 2020 provided a total return, 
including dividends, of 22% before fees of at the end of 
March 2021. Timing the market perfectly meant investing 
at the point of maximum drawdown, on 23 March, and 
returned 78%. Given the sharpness of the pullback, timing 
the entry point produced returns over four-times larger than 
those of getting invested on 1 January (see chart).

In hindsight, waiting and getting invested at the low makes 
perfect sense. Executing this is extremely diffi cult:

• Firstly, predicting the direction of the market in the short
run can be diffi cult; markets were hitting all-time highs
days before the sharp and extremely fast-paced downturn
began last year

• Secondly, when markets fall (precipitously), and
it is unclear where the nadir is, investing requires
much composure.

Timing the market low involves acting quickly; waiting just 
a day from the low and investing on 24 March reduced the 
additional returns to 43% from 58%. Waiting a fortnight 
would cut this bonus to 30%, and by a month cuts it 
to 23%.

The danger of staying in cash
There are periods where holding cash would outperform 
being invested, though the risk is missing out on 
participating in a market recovery. How would an investor 
who decided to sit out the uncertainty of last year and wait 
before investing have fared?
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Holding fi re last year and investing on the fi rst day of this 
year returned 6% to the end of March, much lower than 
being invested from day one 2020 (see chart).

One could point to a scenario of waiting less and getting 
invested on 1 July 2020, avoiding the downturn but 
capturing more of the recovery. However, the correction, 
and speed of it, seen last year and equally impressive 
recovery is a low probability event.

Markets are much more likely to rise with small corrections 
along the way, making waiting costly. So, such a strategy 
makes sense only with the benefi t of hindsight.

Phasing in investments has merits
One way of entering into the markets for those with 
concerns may be to phase entry. Entering according to 
defi ned rules is a sensible approach, with a common one to 
split up a lump sum into equally sized investments made at 
regular intervals over a given period.

Phasing in investments may help nervous investors, 
dampening the impact of volatile periods through an 
average entry price over the phasing period.

An investor phasing their investment in 2020 into six 
equally sized trades at the start of the month, from January 
to June, would have experienced approximately half of the 
maximum drawdown versus the day one investor. Due 
to the lower entry points, phasing would have returned 
34% to 31 March 2021, compared with 22% for the day 
one investor.

The last decade: fi nding a more ‘representative’ year
When looking at the dispersal of annual returns for stocks 
and bonds there is no such thing as a representative year 
in investing2. Going back a decade to 2010, as markets 
were starting to recover from the great fi nancial crisis, we 
examine the impact of phased investment on returns over 
the following decade.

Investing in equities on day one 2010 produced a gross 
nominal annual return of 12%, whereas phasing over the 
fi rst six months returned 14%, and at the end of March 
these returns would be 201% and 206% respectively – a 
small relative improvement. More striking is the impact that 
waiting 12 months to get invested made. Waiting until the 
start of 2011 to get invested lowered the gross return to 
173% as at 31 March 2021 (see bottom chart).

Staying invested often pays off
As with waiting, the success of phasing versus getting 
invested on day one is governed by the market performance 
in that given year. Last year it reduced the volatility 
experienced while boosting returns, whereas in 2010 the 
additional benefi ts were muted.

Given the historical long-term direction of markets has been 
up and the power of compounding, it pays to invest sooner 
rather than later. Waiting for a more opportune entry point 
for getting invested has risks.

We believe that investors maximise the chances of 
reaching their fi nancial goals by investing with a long-term 
perspective in a diversifi ed portfolio comprised of quality 
companies. While markets can be volatile, putting money 
to work quicker increases an investor’s investment horizon, 
maximising the chances of receiving returns closer to the 
long-term averages, which have been better than cash. 

For investors who may have concerns about getting 
invested in markets, phasing investments in gradually might 
be worth considering.

Investing on day one or phasing in over six months 
outperforms holding cash 
MSCI World total return from investing on 1 Janaury 
2020, waiting 12 months, and phasing in over six 
months to 30 June, excluding fees, to 31 March 2021
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India pins recovery hopes on vaccine rollout
As another wave of COVID-19 infections sweeps India, the economic outlook rests on the drive 
to vaccinate people. With volatility likely to be elevated in financial markets, staying the course 
in Indian equities and debt and diversifying portfolios through global equities, gold and private 
markets might be considered to help protect wealth.

Narayan Shroff, India, Director-Investments

India faces a faster spreading COVID-19 virus as a second 
wave of infections hits the country. While quicker spreading 
mutations and variants are being blamed, so are lax 
safety protocols as the economy reopens and large events 
were held.

And while tighter restrictions on people related to the 
pandemic are being introduced in some areas, the severity 
and length of such measures introduced by some state 
governments and local authorities still seems less than seen 
last year.

The increase in new cases follows increased testing, partly 
aimed at getting employees back to work. However, the 
situation is raising concerns due to the gaps in medical 
infrastructure, causing delays in testing and treatment, 
limiting availability of hospital beds and even oxygen 
shortages in coping with new cases.

Rapid vaccination rollout
India may have the second worst number of COVID-19 
infections globally, according to Johns Hopkins University 
in the US, but the country’s vaccination drive seems to be 
going well. That said, as vaccine manufacturers report raw 
material shortages, there are shortage in the doses in some 
parts of the country.

The central government is aiding the vaccination drive 
with the widening of eligibility to those of 18 years old and 
over, approvals for more vaccines, liberalised distribution 
and pricing to incentivise producers and suppliers, a 
relaxed policy on vaccine imports and plans to significantly 
increase vaccine production. These should help the recovery 
prospects in the medium term. 

In its third serological survey of India released on 4 February, 
the Indian Council of Medical Research (ICMR) noted 
that more than one in five Indians have been exposed to 
coronavirus. The recovered and/or vaccinated cases (at 
least first doses) are growing at much faster pace compared 
to newly reported positive cases in the country.

Economic outlook aided by rollout success
Although every death is tragic, COVID-19 led death rates 
remain relatively low in India given its vast population and 
those more vulnerable are fast being vaccinated. Critical 
illness requiring hospitalisation or resulting in deaths 
appears to be falling following vaccination.

Allowing businesses to reopen with vaccinated staff and 
other strict safety protocols may provide more certainty 
to businesses. This should ultimately help improve 
employment and income visibility and aid growth in 
demand and consumption.

While the second wave may delay the economic recovery 
timelines, the focus on vaccination also increases the 
hope that this may be the beginning of an end. While the 
second quarter may experience some contraction in growth 
through this volatility and uncertainties, the second half 
of the year is likely to see a sharp recovery in business and 
market sentiment.

Fiscal and monetary policy to support the recovery
Full normalcy looks sometime away in India as the best 
case scenarios suggest that 40-50% of the population will 
be vaccinated by the end of this year. Therefore, safety 
and precaution measures are likely to be in place for some 
time; travel restrictions, especially international travel, 
may still be needed; and fear of variations/mutations of 
virus and another wave may keep demand recovery below 
full potential.

India’s fiscal and monetary policy support, with “whatever 
it takes” vaccination stance, should continue longer than 
expected (growth-supportive guidance from policymakers 
are already aligned). Financial markets may look through 
the inflation risks for now, aided by normal Monsoons and 
the government’s policies to allay any supply-side pressures 
or tax rate normalisation (such as on oil).

In the near term, markets may fear supply chain pressures, 
including labour migration; a slowdown in inventory build in 
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non-essentials; plus pressures on lenders from any potential 
interest moratoriums and stress on small and medium 
enterprises (SME’s). Hence, banks and non-banking 
financial companies may come under pressure. However, 
investors may start looking through this phase sooner 
rather than later, especially if helped by extra support 
announcements like additional targeted long-term repo 
operations and/or targeted fiscal initiatives to support these 
lenders and smaller businesses.

Returning liquidity flows and diverging growth prospects
The seemingly successful virus vaccination has been key to 
driving global liquidity flows into the country. The economic 
recovery in US in that respect, and to some extent China, 
has been better than that seen in India. 

The dispersion in growth prospects in the recovery, and 
positive signs in the biggest economies, should continue 
to help Indian exporters in the near term, who are also 
benefiting by the recent depreciation in rupee against 
the US dollar. However, short-term volatility in risk assets 
remains likely. Diversification, active management and a 
barbell strategy to allocating portfolio assets may help 
protect wealth at such times.

Despite another wave of infections in India, with a sharper 
pent-up demand-led recovery likely, valuation corrections 
seem to be attracting flows back to the country. Businesses 
and investors hoping to see the recovery sooner rather than 
later and fearing missing out again on any sharp bounce 
back should keep their risk allocations and investment 
plans intact.

Cautiously optimistic on Indian equities 
The outlook for Indian equities remains positive, the asset 
class benefiting from the cyclical rebound being seen in the 
global economy. Earnings momentum continues to improve, 
driven by sales growth (including of the reflationary variety), 
market share gains, a lower cost of financing and cost cuts. 
Indian equities continue to attract more foreign inflows, a 
trend that will probably persist given the revival in activity 
and earnings. However, valuations are coming under 
pressures from factors toggling between higher global bond 
yields and second wave concerns.

Any market corrections may be shallow and short-
lived. Volatility remains likely in the near term, providing 
opportunities to build positions opportunistically if so 
desired. Given the elevated level of valuations, we remain 
cautious on Indian equities for now. 

We prefer “quality”, sustainable businesses with strong 
earnings growth momentum, resilience and pricing power. 
While the gap in valuations between large capitalised (cap) 
and small and mid-caps has narrowed over the last few 
months, we prefer small and mid-caps as the headwinds 
facing these businesses recede, looking through any 
second wave problems. Participation in the equity market 
continues to broaden. A relatively strong global recovery 
should also continue to support cyclicals like metals and 
cement producers.

High credit spreads should narrow 
Despite the near-term risks from rising coronavirus 
infections, the outlook for growth remains positive. Gross 
domestic product expansion in fiscal year 21/22 is likely to 
be around 10%, albeit with some downside risk. Inflation 
should remain within the Reserve Bank of India’s (RBI) 
acceptable band (2% to 6%) in the coming months. 

For now, systemic liquidity is expected to remain ample 
with the central bank redeploying liquidity towards more 
productive opportunities at the longer end of the yield 
curve. While foreign portfolio investor flows into bonds 
remain negative, ample liquidity and buoyancy in domestic 
participation and flows are expected to keep demand-
supply dynamics on an even keel. 

India’s economic revival should eventually normalise 
monetary and liquidity conditions but in the medium term 
we feel that the RBI is unlikely to significantly change 
monetary policy stance until a durable and sustainable 
recovery is underway. On the credit front, the outlook for 
Indian issuers seems to be improving. With the recovery 
and the RBI’s continued support, high credit spreads should 
narrow. Judiciously, we continue to add issuers in sectors 
which may gain from economic revival.

Asset allocation
As the effects of, and uncertainty around, the pandemic 
linger and as the economy revives, Indian assets are likely 
to experience periods of elevated volatility and sharp 
sector rotation. As such, allocating assets with appropriate 
diversification remains key and allocations to global 
equities, gold and private assets (both debt and equity) may 
be worth considering.

“Allocating assets with appropriate 
diversification remains key and allocations 
to global equities, gold and private assets 
(both debt and equity) may be worth 
considering”
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