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Following a period of market updraft, floating all ships higher, we see
increasing need for selectivity. Near-term disruptions to supply
chains, changing political narratives and tougher comps are all
providing pause for thought. A focus on the longer-term outlook and
astute attention on fundamentals rather than narratives can help
investors navigate these market dynamics.
As the year-onyear comparison
effect becomes
more challenging,
the importance of
selectivity is rising

Luxury goods are
down but not out.
Policy change
could create
opportunity for
growth

Rising power prices
could cause further
disruption, but also
spur innovation

Conviction gauge

Market overview and outlook
The European market has moved higher year-to-date as earnings have
recovered strongly on the back of improving activity, vaccine roll outs and
easy fiscal and monetary policy. We believe that economic growth and
aggregate market earnings still remain underpinned as we head into 2022,
particularly with continued spending through the EU recovery fund, but
raise caution on the most cyclical end of the market and the potential
impacts of the rising power price. After a rampant recovery, we believe
expectations, particularly for profitability, in some areas of the market to be
overly optimistic. Here we look at the threats of continued disruption to
supply chains and the inflationary consequences, what higher gas prices
may mean for the market and society, and assess whether China’s
changing political rhetoric will weigh on Europe’s darling: the luxury goods
sector.
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Power prices driving headline inflation likely have some duration,
markets must consider second order effects
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2

Forecast

1.5

BlackRock’s
Fundamental
European Equity
team
20 Investors
1 Data scientist
> 230 years of
experience

1
0.5

Q4 2021
Q3 2021

We have devised a
schematic to illustrate the
current strength of our
conviction on the market
and how that has changed
since last quarter. Far right
is the strongest, or most
positive, reading and far left
the weakest, or most
negative, reading. The
middle position equals
neutral.
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Raw material inflation

Once again in our quarterly update we need to revisit
inflation. The forces of disruption remain in place, which
has caused greater friction in supply chains than we
perhaps would have estimated at the onset of the year.
This affect has been treated somewhat fairly by the
market, with estimates for long-term inflation remaining
muted, but has clear impacts for the market in the nearterm. For many companies the effect of raw material
inflation is typically lagged, which leads us to see
growing threats to profitability in some areas of the
market as we move into the close of the year. This is true
of certain companies within consumer sector, such as
HPC companies, as well as cyclical and industrials parts
of the market, and becomes particularly acute when
companies lack pricing power. In an environment where
we may see a tougher comparison effect, combined with
headwinds from raw material inflation, we believe
selectivity becomes more important. Identifying pricing
power, and robust supply chains which provide
manufacturers of goods a competitive advantage in
production, can offer opportunities for strong absolute
and relative returns.
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Production and pricing

Auto OEM’s have thus far been beneficiaries of supply
chain issues. A well highlighted shortage in semiconductor chips has caused downgrades to production
and upgrades to margins as the limited chip supply is
directed to completion and delivery of the most premium
cars. The IHS shocked the market in September however,
downgrading car manufacturing volumes for 2022 to 83
million units from 91 million previously, pushing out the
sector’s recovery to 2023 (source: IHS, September 2021).
This was substantial given the IHS’ usual pattern of
guidance, small and incremental, and because it may tip
the balance from tailwind to headwind for OEMs,
particularly as the market’s expectations for their
margins over coming years is already generous.
On the other side, auto semis companies continue to
grow at a rate of 25-30% and foundries are providing
more fabrication capacity for this industry. To our mind,
the significant shortage experienced, not only for auto
companies but computing, mobile, gaming device
manufacturers and so on, creates an impetus to run
higher inventory levels going forward.
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This underlines the strength of demand we’ve so far been
experiencing in semi-conductors, whilst comments from
management teams of semi-conductor companies give
us confidence on the discipline of capacity and pricing.
Despite the great deal of strength these companies have
seen in both demand and share prices over the last year,
we continue to see further upside.
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Limits on luxury?

Chinese government rhetoric hit the European luxury
goods sector through August as the aim for “common
prosperity” raised fears of changing consumption
patterns. This policy represents a change in motivation:
from eliminating extreme poverty to promoting social
equality. This shift hit the sentiment towards luxury
goods, which have enjoyed around 70% of their demand
growth over the last 10 years from China (Morgan
Stanley, September 2021). While social equality under
this regime may sound threatening to the future revenue
prospects of these companies, we believe the actual
underlying ambition of this policy, which is to double the
size of the middle class over the next decade, could
provide opportunity for growth. Most of the Chinese
population are still from lower-income backgrounds (see
chart below) and expansion of the middle class, not just
uber rich, can provide meaningful market growth for
luxury goods. Data shows that 69% of the middleincome consumers in China have purchased luxury
jewellery in the last 24 months whilst 46% have
purchased a luxury handbag (Source: Morgan Stanley
Research, September 2021). This has been reflected in
the results of companies such as LVMH, which recently
reported over 40% organic growth in their fashion and
leather goods business versus 2019 comparatives
(Source: LVMH, August 2021). We believe that the
structural drivers which have powered luxury demand
growth in China remain intact, despite government policy
change, and continue to see lower threat of disruption to
consumption within luxury goods particularly because of
the strong heritage the best-in-class brands exhibit. This
spurs not only consumer desire, but superior pricing
power too. In following the long-term trajectory of
earnings and cash flows, and looking through short-term
noise, we’ve retained our conviction in select European
luxury goods companies.
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Power plays
Over the course of the past three months, European natural
gas, carbon, and power prices have rapidly risen, with spot
power prices in most European countries increasing more
than 100% over the quarter and forward curves up over
60% during the same period (source: BlackRock,
Bloomberg). While it is tempting to think that these moves
will mean-revert over the medium term, there is credence to
the view these elevated levels will persist for some time,
with the tightness in the Natural Gas markets and limited
supply of carbon (both inputs into the calculation of
electricity prices) leading to a more sustained period of
elevated prices, well into 2022. The market has witnessed
some reaction to this dynamic, with the energy sector
rallying into the end of the quarter, however we see more
substantial and longer-dated impacts that could come to
pass in the market.

European Utilities:
For those companies involved in power generation, the
current higher power prices as we head into the winter
heating season is causing concern for the affordability of
consumers. While higher power prices in principle should
drive upgrades for the generators, these extra profits may
be viewed by some as a tax on the end customer, which
given the regulated nature of most of the utilities
companies, places them in the firing lines for potential
government intervention. Spain has been the only EU
country so far to introduce such measures, introducing a
gas cap, carbon auctions and temporary electricity taxbreaks in order to smooth the impact of higher energy
prices; essentially clawing back from the domestic
generators the extra profits over a six-month period that
result from the higher gas price. Not only does this result in
a meaningful negative revenue and earnings impact for
those generators affected, this action highlights the everpresent risk and subsequently the higher risk premium that
needs to be applied to regulated utilities. The second
derivative impact of this government intervention is a
pause or even withdrawal of renewables investment from
Spain, caused by increased uncertainty and lack of visibility
in the current environment, as there is no guarantee that
this emergency intervention won’t extend beyond the
proposed timeframe. We still expect the European utilities
to experience secular growth given the vital importance of

renewables investment to emissions targets; however this
phenomenon is a set-back for the industry and dampens
sentiment for Spanish exposed utilities in particular.

The social effect:
Rising gas prices and shortage of supply is also likely to
force up coal demand in various parts of the world (China
for example still generates 60% of its electricity using
coal), as through the winter countries will opt to burn coal
to generate power. This is not very efficient, and taking two
steps back from the goal to decarbonize the world. This
dynamic is one of many worrying factors, particularly when
combined with concerns around social inequality (see
chart on spending below), which have already been
exacerbated in economies globally by the Covid-19 crisis.

This is a challenging proposition – how can we incentivise
investment without penalising the industry that will enable
the transition to net-zero, while at the same time protecting
the wallets of consumers?
The underinvestment in these more highly pollutive
industries (i.e. big oil, coal-closures, driven by
sustainability motivations) mean we are less likely to see a
supply response to the price increases (companies won’t
invest if the terminal value is zero), and so the cycle
continues. Rather it is demand that must change, and
consumers have to wake up to the real issues facing the
climate and the individual responsibility to consume in
more sustainable way.

This will not happen overnight, it is a multi-decade
transition and Governments may be led to incentivize, or in
some instances force, alterations in our patterns of
demand to truly effect change. However, the magnitude of
the price moves and the potential for a longer period of
elevated levels may also stimulate further investment in,
and development of, new technologies and methods to
improve energy efficiency and support decarbonization, as
long as the capital for these investments isn’t all clawed
back.
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Expert insights from the European Equity Team
Read Sarah Thomas’ thoughts on European Health Care post an industry road show
Read Simon Hunter’s thoughts on the impact of EV transition on Europe’s OEMs
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Risks
Capital at risk. The value of investments and the income from them can fall as well as rise and are not
guaranteed. The investor may not get back the amount originally invested.
Past performance is not a reliable indicator of current or future results and should not be the sole factor
of consideration when selecting a product or strategy.
Changes in the rates of exchange between currencies may cause the value of investments to diminish or
increase. Fluctuation may be particularly marked in the case of a higher volatility fund and the value of an
investment may fall suddenly and substantially. Levels and basis of taxation may change from time to
time.

Important information
This material is for distribution to Professional Clients (as defined by the Financial Conduct
Authority or MiFID Rules) only and should not be relied upon by any other persons.
In the UK and Non-European Economic Area (EEA) countries: this is Issued by BlackRock Investment
Management (UK) Limited, authorised and regulated by the Financial Conduct Authority. Registered
office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: + 44 (0)20 7743 3000. Registered in England
and Wales No. 02020394. For your protection telephone calls are usually recorded. Please refer to the
Financial Conduct Authority website for a list of authorised activities conducted by BlackRock.
In the European Economic Area (EEA): this is Issued by BlackRock (Netherlands) B.V. is authorised and
regulated by the Netherlands Authority for the Financial Markets. Registered office Amstelplein 1, 1096
HA, Amsterdam, Tel: 020– 549 5200, Tel: 31-20-549-5200. Trade Register No. 17068311 For your
protection telephone calls are usually recorded.
For qualified investors in Switzerland: This document is marketing material. Until 31 December 2021,
this document shall be exclusively made available to, and directed at, qualified investors as defined in the
Swiss Collective Investment Schemes Act of 23 June 2006 (“CISA”), as amended. From 1 January 2022,
this document shall be exclusively made available to, and directed at, qualified investors as defined in
Article 10 (3) of the CISA of 23 June 2006, as amended, at the exclusion of qualified investors with an
opting-out pursuant to Art. 5 (1) of the Swiss Federal Act on Financial Services ("FinSA"). For information
on art. 8 / 9 Financial Services Act (FinSA) and on your client segmentation under art. 4 FinSA, please see
the following website: www.blackrock.com/finsa
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Important information
The information contained in this document is intended strictly for sophisticated institutions who meet
the description of a Professional Client under the Conduct of Business (COB) Module of the Dubai
Financial Services Authority (DFSA) Rulebook, and who are: in the Kingdom of Saudi Arabia – Exempt
Persons, Authorised Persons or Investment Institutions, as defined in the relevant implementing
regulations issued by the Capital Markets Authority (CMA) of the Kingdom of Saudi Arabia; in the United
Arab Emirates (other than the Dubai International Financial Centre (DIFC) and the Abu Dhabi Global
Market (ADGM) financial free zones) – non-natural Qualified Investors as defined by the Securities and
Commodities Authority (SCA) Chairman Decision No. 3/R.M. of 2017 concerning Promoting and
Introducing Regulations; The information contained in this document, does not constitute and should
not be construed as an offer of, invitation, inducement or proposal to make an offer for, recommendation
to apply for or an opinion or guidance on a financial product, service and/or strategy. Whilst great care
has been taken to ensure that the information contained in this document is accurate, 58 no
responsibility can be accepted for any errors, mistakes or omissions or for any action taken in reliance
thereon. You may only reproduce, circulate and use this document (or any part of it) with the consent of
BlackRock. The information contained in this document is for information purposes only. It is not
intended for and should not be distributed to, or relied upon by, members of the public. The information
contained in this document, may contain statements that are not purely historical in nature but are
“forward looking statements”. These include, amongst other things, projections, forecasts or estimates
of income. These forward looking statements are based upon certain assumptions, some of which are
described in other relevant documents or materials. If you do not understand the contents of this
document, you should consult an authorised financial adviser. None of the various financial regulatory
authorities in the jurisdictions above (the “Authorities”) are responsible for reviewing or verifying any
information contained within this document or any other materials in connection with this document.
Accordingly, the none of the Authorities have approved this document or any other associated
documents, nor have taken any steps to verify the information set out in this document and have no
responsibility for it. Blackrock Advisors (UK) Limited - Dubai Branch is a DIFC Foreign Recognised
Company registered with the DIFC Registrar of Companies (DIFC Registered Number 546), with its
office at Unit 06/07, Level 1, Al Fattan Currency House, DIFC, PO Box 506661, Dubai, UAE, and is
regulated by the DFSA to engage in the regulated activities of ‘Advising on Financial Products’ and
‘Arranging Deals in Investments’ in or from the DIFC, both of which are limited to units in a collective
investment fund (DFSA Reference Number F000738).
For investors in Israel: BlackRock Investment Management (UK) Limited is not licenced under Israel's
Regulation of Investment Advice, Investment Marketing and Portfolio Management Law, 5755-1995
(the “Advice Law”), nor does it carry insurance thereunder.
South Africa:
Please be advised that BlackRock Investment Management (UK) Limited is an authorised Financial
Services provider with the South African Financial Services Board, FSP No. 43288.
Any research in this document has been procured and may have been acted on by BlackRock for its own
purpose. The results of such research are being made available only incidentally. The views expressed do
not constitute investment or any other advice and are subject to change. They do not necessarily reflect
the views of any company in the BlackRock Group or any part thereof and no assurances are made as to
their accuracy.
This document is for information purposes only and does not constitute an offer or invitation to anyone
to invest in any BlackRock funds and has not been prepared in connection with any such offer.
© 2021 BlackRock, Inc. All Rights reserved. BLACKROCK, BLACKROCK SOLUTIONS, iSHARES, BUILD
ON BLACKROCK and SO WHAT DO I DO WITH MY MONEY are trademarks of BlackRock, Inc. or its
subsidiaries in the United States and elsewhere. All other trademarks are those of their respective
owners.
FOR MORE INFORMATION: blackrock.com
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