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GROWTH MOMENTUM
Even at the end of 2018, the end of the current
growth cycle will not yet be imminent; it could become the longest cycle in post-war history.

ASSET PRICE INFLATION
SUBSIDES
Central banks are scaling back their support; and that
means less income in the capital markets.

NO ALTERNATIVE TO
EQUITIES
Higher corporate profits and the dearth of alternatives
will fuel rising equity prices; volatility will rise and the
importance of active management will grow.
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Dear reader,
You have in your hands the first issue of Horizon, the new quarterly capital markets outlook of Berenberg Wealth and Asset
Management. In this publication, we discuss the main tactical and
strategic positions of our asset management mandates and multiasset funds (pages 3 to 5). We also assess the economy and financial markets (pages 6 to 13), and focus on people, approaches,
products and special topics in the “Berenberg Insights” section.
In this issue, I also answer your questions about our future plans,
especially in the area of multi-asset strategies (pages 14 and 15).
2017 was a year of largely synchronised growth among economies
worldwide. Fears of deflation were laid to rest, despite the continuation of low inflation. Expansive central bank policies across
the world, persistently low bond yields and the weakness of the
US dollar resulted in globally loose financing conditions. Market
sentiment changed from pessimism to optimism. Equity markets
have risen on the strength of accelerating economic growth and
the associated corporate profit growth, as valuations have remained stable.
After this positive development, what should we expect in 2018?
Many market participants point to a growth cycle that is already
longer than average, the duration and strength of the bull market
in equities and the high valuations of equities. We are repeatedly
confronted with the question of whether it is now high time to
consider the possibility of a looming bear market and the next
recession. However, business cycles do not die of old age. They
typically end either cyclically due to high inflation and more restrictive monetary policy, or structurally as a result of real economy excesses. Neither of these scenarios is present today.
We expect the solid and synchronous growth to continue in 2018.
Nevertheless, we also expect the frequency of positive surprises
and the dynamic growth momentum to weaken over the course
of the year. Growth will be supported by capital spending to a
greater extent and will, therefore, be less dependent on consum-

2

HORIZON Q1 | 2018

ers. Consequently, wages, commodity prices and inflation will
gradually accelerate, central banks will switch from quantitative
easing to quantitative tightening, and the path of moderately
rising base interest rates will continue in the US and the UK.
However, we do not anticipate a recession and a resulting greater
correction of equity markets before 2019/20. Therefore, the
current cycle of the global economy will probably become the
longest in post-war history. Nevertheless, there are numerous
risks of corrections in the equity markets. Compared with 2017,
market volatility will probably rise and, consequently, the importance of tactical asset allocation is likely to increase.
We wish you all the best for 2018 and we hope you enjoy reading
Horizon,
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MULTI-ASSET STRATEGY

2018: CYCLE WILL NORMALISE, NOT COME TO AN END
IN A NUTSHELL
• The growth momentum will persist in 2018 and will continue to favour risk assets. Our investment allocation remains
high, cash remains underweight.
• A bear market in equities is improbable. We remain overweight in equities, but will only increase our position further
after a correction. We prefer the Eurozone, small caps and
emerging markets.
• The trend of moderate reflation continues. We expect losses in “safe” government bonds and prefer short durations,
inflation-indexed bonds, and bonds from emerging markets,
those from the Eurozone periphery, and corporate bonds.

Portfolio positioning at a glance: moderately optimistic

There are two main components to our active positioning. First, we

EQUITIES

–

clearly prefer equities to bonds. Second, we prefer alternative investments to cash. Why is this? We expect the strong growth momentum of the last few months to continue in 2018, thanks in part
to the fiscal stimulus resulting from the US tax reform. We do not
see an immediate trigger for a correction, although we cannot rule
it out either because there are many risks. However, we consider
the beginning of a bear market to be improbable. From our standpoint, therefore, there is still no strategic alternative to investing in
equities, even though we expect a limited total return of 6-9% in
western markets in 2018. In all likelihood, it will be difficult to
generate any positive overall return on US Treasuries and German
Bunds. In the US, debt will probably increase as a result of the
planned tax relief, while inflation will pick up and monetary policy
will become less expansive throughout the world. Our return expectations for alternative investments are in the range of 1% to 3%,
and for cash in the range of -0.5% to 0%. In terms of regions, we
see more potential for equities in the Eurozone and emerging
markets than in the US and the UK. In bond markets, we prefer
emerging-market and corporate bonds to government bonds.
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Review of 2017: Europe better, Trump weaker than expected

Investors were surprised by two developments in 2017: strong
growth in the Eurozone and the weak start to Donald Trump’s
US presidency. Contrary to consensus expectations, the euro
exchange rate rose sharply, especially after the pro-European
outcome of the French election. Furthermore, the hopes for
more inflation that were fuelled by Trump’s election victory have
subsided for now. As realised inflation was also disappointing,
inflation expectations and bond yields both fell initially in 2017.
However, fears of deflation did not gain the upper hand. As
growth momentum accelerated and the discussion of US tax
reform progressed, inflation expectations accelerated again. Cyclical stocks outperformed defensive stocks over the full year. It
should come as no surprise, therefore, that equities from emerging markets and the Eurozone (especially small caps) top the list
of winners in 2017 in common currency terms. Thanks to higher
coupons and narrowing credit spreads, corporate bonds clearly
outperformed government bonds, which continued to benefit, at
least in the Eurozone, from the narrowing credit spreads of Eurozone periphery bonds.
2018: solid growth, moderate reflation and the end of asset price
inflation

The gradual rise of inflation should continue at first, especially in
the US, as the economic environment could hardly be better. We
expect solid, synchronous growth to continue in 2018. Although
the number of positive surprises and growth momentum should
weaken over the course of the year, the end of this growth cycle

will probably not be imminent at the end of 2018; it could even
become the longest cycle in post-war history.
The bond markets seem to be ignoring this growth momentum
completely. The yields of safe-haven 10-year government bonds
did not rise on average in 2017. However, central banks are reducing their bond purchases. Aggregated central bank balance
sheets will continue to grow in 2018, but at a slower rate than
nominal gross national
“It seems inevitable that the
product; thus, quantitative
asset price inflation of the last
easing will give way to quantitative tightening. In comyears will end.”
bination with solid growth,
accelerating inflation expectations, and interest rate hikes by
central banks in the US and the UK, bond yields should rise in
2018, with the yields of 10-year US Treasuries, for example, heading towards 3%. Therefore, the search for yield should recede in
the coming years and the asset price inflation of the last few years
will end with the conclusion of quantitative easing. Achievable
gains in all asset classes will be more limited.
Bear market for equities? No. Corrections? Probably

Equity markets will probably continue their upward trend. Solid
profit growth should lead to rising dividends and a renewed increase in share buybacks and corporate acquisitions. Without a
doubt, investor sentiment has changed from pessimism to optimism, and yet the markets are not euphoric: That is a good sign.
Even though equity market valuations should hardly rise at all,
there is probably no way around equities.

Slowly advancing reflation favours cyclicals

Equities were the clear winners in 2017

Weighted 10-year breakeven inflation (US, UK, Germany, France) compared with
the relative development of cyclical stocks

Total return on asset classes in 2017, Q4 2017 and over 5 years (%, EUR)
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Nevertheless, we are only moderately overweight in equities because although a bear market is improbable, correction risks are
rising. A correction could be triggered by a sharp rise in inflation,
growth disappointments in China, fears of a hard Brexit, geopolitical conflicts, or political uncertainties in the US (eg renegotiation of NAFTA). Furthermore, the search for yield has driven
investors into less liquid asset classes, such as high-yield bonds,
for example. If they pull out of this segment, credit spreads could
widen substantially. Moreover, the long phase of low volatility in
the markets has led to a heightened risk appetite, especially under
model-based investment strategies. In such cases, therefore, there
is a risk of severe disruptions, even though the fundamental environment would otherwise not suggest a sharp rise in volatility.

Equities have more attractive valuations than corporate bonds
Dividend yield (in %) compared with the yield on corporate bonds denominated
in euros (in %); IG = Investment-grade bonds
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Riskier bonds preferred

Strong corporate profits and improving ratings point to a continuation of the environment of low credit spreads for corporate
bonds in the first half of 2018. We continue to prefer corporate
over government bonds. The increase in shareholder-friendly
measures, debt-financing acquisitions and investments are risks
that could materialise in the time after the ECB’s bond purchasing programme.
We continue to see potential for emerging-market investments,
both for equities and bonds, although they have already performed well in 2017. They should benefit from solid global
growth, a rising growth advantage for emerging-market countries,
modestly rising commodity prices and increasing investment
activity in the western world. However, slowing growth in China
could dim the sentiment for emerging-market investments, as
could rising bond yields or a strong US dollar appreciation.
We expect the EUR/USD exchange rate to remain nearly unchanged. Even though we expect the US Fed to raise base interest rates considerably more times than currently anticipated in the
market, the yield difference at the long end of the yield curve will
hardly change and will remain at around 2ppt. Furthermore, the
adverse effect of rising debt caused by tax reform in the US could
take on more importance due to the advanced stage of the economic cycle.

Relative growth supports commodities and EM equities
Real growth advantage of EM compared with developed markets (DM) and
relative development of EM equities and commodities
8
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Uncertainty in equity markets should remain limited
Equity market volatility dependent on the Fed’s base rate
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STRONG MOMENTUM HEADING INTO THE NEW YEAR
Back to the normal ups and downs of the business cycle

IN A NUTSHELL
• Green light for 2018: robust growth accompanied by only
modestly rising inflation in the US, Europe and Japan.
• Gradual reversal of interest rate policy: central banks can
stick to their timetables. The Fed will raise interest rates
four times in 2018; the ECB will end its bond purchases in
September.
• The good times will not last forever. Excessive wage inflation would be the top risk. This threat will still be minor in
2018.

The boom begins

The outlook for the new year has not been this positive for a long
time. After years of subdued growth, the world economy began
to gather steam in 2017. All signs point to solid growth accompanied by only moderately rising inflation in 2018.
The economies of developed nations have been growing since
the spring of 2009, interrupted in the Eurozone only by the euro
crisis in 2011 and 2012. After the shock of the great financial
crisis of late 2008 and early 2009, caution reigned for a long time:
households saved more, businesses invested less and both were
much more reluctant to borrow. Therefore, the upswing was
muted for a long time. This changed during the course of 2017.

After years without a fresh crisis, households and businesses are
now more willing than before to take advantage of favourable
financing conditions. Investment activity is picking up and consumer spending is rising appreciably. Moreover, the end of the
emerging-markets crisis of 2015/2016 is fuelling export growth.
In the western world, therefore, the normal business cycle has
taken root again. First comes the boom, then the correction.
Despite isolated problems, including, for example, in parts of the
German housing sector and some parts of the US credit market,
macroeconomic credit growth in the US and the Eurozone has
not yet given rise to dangerous bubbles. Businesses have not built
excess capacities and inflation pressure remains low thanks to
moderate collective wage agreements. Wage growth is also dampened by globalisation and the rise of robots.
Although the risks of economic overheating are rising, there are
as yet no signs that this will happen in 2018. Instead, the current
situation suggests that the global economy can enjoy at least two
good years before overly exuberant growth leads to the kind of
excesses or imbalances that would need to be corrected by a
recession. The US will treat itself to a fiscal stimulus in 2018 even
though its robust economy does not need it. Although the corporate income tax reform will also stimulate business investment,
this should give only a small boost to inflation.

This upswing is not fuelled by credit

In the safe zone: wage inflation in the US

Economic climate in the Eurozone and real credit growth in the private sector,
year-over-year (in percent)

Rise in employment costs and hourly wages in the private sector, year-over-year
(in percent)
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Strong growth

We expect growth above the long-term trend in the US, the Eurozone, Japan and nearly all other regions of the developed world
in 2018. The only exception is the UK, which has marginalised its
future economic role by resolving to leave the EU. Although
markets will indeed be preoccupied with political risks, such as
the elections in Italy in the spring, even the radical parties in that
country are no longer demanding an exit from the euro. This
limits the risks.
China’s strongman Xi Jinping further consolidated his power at the
party congress in the autumn of 2017. He will, therefore, presumably redouble China’s efforts to bring its excessive credit growth
under control. This could have a temporarily adverse effect on the
economy and economic sentiment, and even spill over onto global
financial markets. Nevertheless, China is still not facing the prospect of a hard landing. If necessary, the country can postpone a
genuine crisis for some time by reopening the credit floodgates.
The outlook for the
other emerging markets
is predominantly positive. Additional demand from the US and Europe, coupled with
the return of stable commodity prices, will support economic
growth in many countries that are recovering from the adjustment crisis of 2015/16. There are some exceptions, however. For
example, Turkey has put itself in a precarious position through
bad economic policy and political adventures.

“The outlook is also positive for
many emerging markets.”

Subdued inflation pressure will enable central banks to gradually
exit from their extraordinarily expansive monetary policies. In the
US, we expect that the Fed will raise its base interest rates by
25bp in each quarter. At the same time, it will stick to its course
of gradually shrinking its balance sheet by not replacing as many
maturing bonds with new ones.
The ECB too will be able to follow the timetable it has already
announced. It will continue to purchase bonds at the reduced
amount of EUR30bn per month up to and including September
2018. In view of the positive economic picture, however, it will
have no reason to extend the purchases again. After a delay, we
believe it will then begin to reverse interest rates in 2019. We
expect that it will first ease the penalty interest on bank deposits
from -0.4% to -0.25% in March 2019, and then raise its three
base interest rates by 0.25ppt in both June and December 2019.
Wage inflation does not yet pose a serious risk

The greatest risk to our positive outlook could result from an
unexpectedly fast rise in wage inflation in the US. Theoretically,
this could force the Fed to throttle economic growth prematurely. Despite the lower unemployment, however, there have been
no clear signs of such a development so far. The current wage
inflation of slightly less than 2.5% is still far removed from the
danger zone, which could begin at slightly less than 4%.
Dr Holger Schmieding, Chief Economist

Macro forecasts
GDP growth (in %)
2017

Inflation (in %)

2018

**

2019

**

2017

**

2018

**

2019

**

**

US

2.2

2.3

2.9

2.5

2.7

2.2

2.2

2.1

2.5

2.1

2.4

2.2

Eurozone

2.4

2.3

2.4

2.0

2.1

1.7

1.5

1.5

1.5

1.5

1.7

1.6

Germany

2.5

2.5

2.4

2.2

2.0

1.8

1.7

1.7

1.7

1.7

1.8

1.8

France

1.8

1.8

2.1

1.8

2.2

1.6

1.2

1.1

1.4

1.3

1.6

1.5

Italy

1.5

1.5

1.5

1.4

1.5

1.1

1.3

1.3

1.2

1.2

1.3

1.3

Spain

3.1

3.1

2.9

2.5

2.7

2.2

2.1

2.0

1.9

1.5

2.0

1.7

UK

1.6

1.5

1.8
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1.9

1.5

2.7

2.7

2.8

2.5

2.4

2.1

Japan

1.8

1.6

1.5

1.3

1.0

1.0

0.4

0.4

0.7

0.8

0.8

1.0

China

6.9

6.8

6.2

6.4

5.8

6.2

1.6

1.6

2.2

2.3

2.2

2.2

World*

2.8

3.5

3.0

3.6

2.9

3.4

3.0

3.0

3.0

* Berenberg-data on actual exchange rates, not purchasing power parity. PPP gives more weight to the fast-growing emerging-market countries
** Average, consensus
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EQUITIES SHOULD GAIN BY FURTHER PROFIT GROWTH
IN A NUTSHELL
• Equities can be expected to rise by 6-9% in 2018, supported
by higher corporate profits and the dearth of investment alternatives in the environment of low and moderately rising
interest rates.
• Profit margins still have room to rise before reaching historical highs; the high point of profit margins is probably
still ahead of us, especially in the Eurozone.
• Due to rising interest rates and less expansive central bank
policies, however, equity market valuations will probably
not be able to rise much further from the current levels.

2017 was a good year for equities

The S&P 500 scaled to fresh all-time highs in every month except
April, buoyed by the weaker dollar, rising corporate profits, and
the prospect of extensive tax cuts in the US. Moreover, equity
markets across the world were supported by a robust global
economy, rising oil prices and low interest rates. However, the
strong euro reduced returns on investments outside the Eurozone. Emerging-market equities and European small caps fared
the best. In euro terms, investors from the Eurozone earned
profits of more than 15% on these investments in 2017. Moreover, cyclical stocks performed much better than defensive stocks.
Analogously, German equities also outperformed their European
counterparts.

Despite the price gains, equities did not become more expensive
on a worldwide basis because global corporate profits rose by
almost 14% in 2017 over the preceding year and were, therefore,
the main driver of the strong performance of equity markets. The
profits of oil companies in particular rose after their weakness in
2016. This effect will weaken in 2018. Nevertheless, we anticipate
broad-based profit growth across all sectors.
Corporate profits likely to rise markedly in 2018

For 2018, we anticipate a consistently positive economic environment, coupled with slightly higher inflation and moderately
rising interest rates. The profitability of businesses is likely to
improve, especially in the Eurozone. Commodity prices, wages
and interest rates have risen only moderately to date, while at the
same time the limited business investment of the last few years
suggests that higher depreciation will not cut into profitability in
the short term; therefore, the high point of profit margins is
probably still ahead of us. Given the prospect of widening profit
margins combined with revenue growth, we see no need for
downward revisions of our 2018 profit estimates. Nominal
growth will be supported by fiscal policy stimulus and higher
inflation. Therefore, we expect global corporate profits to rise by
around 10-12% year-on-year in 2018.
Valuations should not expand, however

We do not expect a broad-based, global expansion of valuation
multiples, which already appear to be ambitiously high; in the US,
for example, the price-earnings ratio (PER) and the price-book
value ratio (PBV) are close to historical highs. Rising interest rates

Winners in 2017: emerging markets and European small caps

No downward revisions of profit estimates

Total return (including reinvested dividends) of selected equity indices, calculated in euros, in percent

Consensus estimate of the annual profit growth of global equities, in percent

5 Years
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and monetary tightening by the US central bank, coupled with the
phase-out of the ECB’s bond purchases, should prevent such a
development.

WHAT DO COMPANIES THINK?
Good sentiment, but no euphoria

Equity markets will continue to rise in 2018

We forecast that equity markets (including reinvested dividends)
will probably rise by 6-9% in 2018. The return potential should
be higher in the first half of the year than in the second half, due
to the traditionally better seasonal performance of equities in the
spring. The support provided by central banks should diminish in
the second half of the year due to further interest rate hikes by
the US central bank and the discontinuation of the ECB’s bond
purchasing programmes. Within Europe, we prefer the Eurozone
to the UK. The Eurozone should benefit from greater economic
momentum and not be as adversely affected by Brexit uncertainties and the associated volatility of sterling. Furthermore, rising
interest rates can be expected to put more pressure on the FTSE
100, which features one of the highest dividend yields in the
world, at more than 4%. In recent years, UK equities were an
alternative to bonds (a “bond proxy”) in the low interest-rate
environment. This search for yield will, we expect, fade in the
coming months. Outside Europe, we like emerging markets due
to their relative attractiveness and growth advantage. We are
more cautious about US equities, which are currently priced at
ambitiously high valuations, and because the economic cycle is
more developed in the US.

Many companies are reporting fully utilised capacities and difficulties in finding suitable employees. This would suggest higher business investment and wage increases in 2018. In general, sentiment
is good and companies are not being distracted by political uncertainties. Many companies expect modest advantages from US tax
reform, although the exact effects cannot yet be quantified.
The automotive sector is mainly focused on electric vehicles and
this has overshadowed the positive results of car makers. Suppliers
are reporting that they are benefiting from increased spending by
OEMs and the higher percentage content of technology in automobiles. Global consumer brands are preoccupied with the changing
behaviour of customers. How strong are global brands? Are local
and small, innovative brands growing at a much faster rate and
stealing market shares? Luxury goods companies continue to see
strong demand in China, where growth is being driven by the consumption of the widening middle class.
Companies are reporting good growth in most regions of the world:
The Eurozone is recovering and emerging-market countries like
Brazil appear to have turned the corner. Only the UK is showing
restraint in construction and consumption. The positive sentiment
of companies should support growth in 2018, and yet there are no
signs of euphoria and the attendant build-up of excess capacities.
Matthias Born, Head Portfolio Management Equities

Ulrich Urbahn, Head Multi Asset Strategy & Research

US equities seem expensive, EM bonds seem more attractive
Historical distribution of valuation multiples; orange point = current level, black
line in the box plot = median, bottom line = minimum, top line = maximum
21
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Forecast summary: upside potential for equities should be greater
in the first half of 2018
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BUMPIER ROAD FOR BONDS AHEAD
IN A NUTSHELL
• No upside potential for the government bonds of core
Eurozone countries: Losses are to be expected. “Eurozone
periphery” countries offer relative added value.
• European corporate bonds: clear skies to variable cloudiness in the first half of the year, thunderstorms likely in the
second half.
• Emerging-market bonds: income advantage in absolute
terms, attractive in relative terms.

will be supported by a fast-growing economy and an inflation rate
that could rise well above 2%. In the UK, the Bank of England
will raise its base interest rate by a total of 50bp (assuming the
absence of severe Brexit turbulence) to counteract the most recent inflation reading of 3.1%. These are not good prospects for
investors
in
the
traditional
safety
trio
of
“Bunds/Treasuries/Gilts”, as rising yields and falling prices are to
be expected in all three segments. We see better chances in government bonds of the “Eurozone periphery” countries, these
offer a decent yield pick-up. Moreover, we expect the convergence within the Eurozone to continue, so that falling spreads
will add value, at least in relative terms.

Be careful of supposedly safe government bonds

Corporate bonds: mixed picture in the year ahead

The trend that first appeared in mid-2016 can be expected to
continue in 2018: the days of falling yields in Eurozone core
countries are in the past. The ECB’s bond purchases will be cut
in half to EUR30bn a month from January. This, coupled with
robust economic growth and rising inflation expectations, leads
us to expect that the yield on 10-year German Bunds will rise to
0.80% in the middle of 2018 and 1.10% by the end of that year.
Investors employing a buy-and-hold strategy in 10-year German
government bonds would, therefore, sustain losses in the singledigit percentage range. However, even US Treasuries and UK
Gilts are not lucrative alternatives for investors. The US Fed
should continue normalising its balance sheet and stick to its
course of interest rate increases. We expect an increase in the
federal funds rate of 25bp in each quarter of 2018. This scenario

Many companies boast healthy balance sheets, as can be seen in
the positive rating trends of investment-grade and high-yield
bonds. However, the relatively high valuations are a cause for
concern. At present, for example, 23.5% of investment-grade
bonds have negative yields. Over the last five years, spreads in the
European high-yield market have been below the tenth percentile, near historical lows. Central banks will also reduce their stimulus, so the outlook for 2018 is rather subdued. We expect an
initially positive start to the year, with inflows to corporate bonds
and numerous new issues. From the summer, however, the waning influence of central banks and the high valuations should put
the brakes on the corporate bond market.

Forecasts: base interest rates and government bond yields (in %)

Government bonds: total return in 2017 and expected losses in 2018

Comparison of Berenberg and consensus forecasts, values at mid-year and yearend

Performance of 10-year government bonds in 2017 versus 2018 (expected), total
return from yield rise/price loss, coupon income, roll-down effect.

18/12/2017

30/06/2018

31/12/2018

*

*

USA

US Treasuries

18.16%

8.36%

UK Gilts

2%

Central bank rate
10Y Treasury yield

1.25-1.50

1.75-2.00

1.85

2.25-2.50

2.20

2.39

2.80

2.69

3.00

2.88

0%
-2%

Eurozone
Central bank rate

0.00

0.00

0.00

0.00

0.00

10Y Bund yield

0.31

0.80

0.69

1.10

0.89

UK
Central bank rate

0.50

0.75

0.55

1.00

0.70

10Y Gilt yield

1.15

1.60

1.50

1.80

1.66

** Average, consensus
Source: Bloomberg
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-4%
-6%
Total Return
(2012-2017)

Total Return 2017

Forecast Berenberg

18.95%
Average Consensus

Total amount of 10-year government bonds, simplified illustrations/assumptions
Source: Bloomberg, own calculations, iBoxx government bond indices (7-10 years, TR)

Many corporate bonds have negative yields

100%
90%

Accumulated Weight

For 2018, therefore, we expect total returns of -1.0% to 0% on
European investment-grade corporate bonds and an appreciation
of 0% to +1.0% for high-yield bonds. We plan to successively
reduce our exposure to corporate bonds over the course of the
year. We prefer financial bonds to traditional corporate bonds,
and favour issuers that are not represented in the ECB’s bond
purchasing programme. In the high-yield segment, we will avoid
the broad market, instead selecting individual, highly promising
enterprises. We are cautious about issuers in sectors that face
specific challenges, such as retail and automotive.

80%
70%
60%
23.5 % of the European investment
grade universe yields are in
negative territory, around three
quarters below 1 %

50%
40%
30%
20%

10%

Emerging markets: catch-up potential for local currency bonds

Although the environment for global emerging-market bonds was
very constructive in 2017, a closer look makes it clear that a distinction must be made between bonds in hard currency and those
in local currency. Hard currency bonds benefited from rising
growth, increasing commodity prices and the low interest rates in
developed markets. However, the high current yield in local currency-denominated bonds was almost completely absorbed by
the weak development of emerging-market currencies compared
with the euro. Even after the strong performance of hard currency bonds, there are good reasons for investing in this segment.
Although the days of risk-free interest rates appear to be over,
this asset class continues to benefit from strong capital inflows.
Furthermore, the fundamental situation of emerging markets
continues to brighten, meaning that the growth numbers should
improve again. The modest decline in issuance activity in the
primary market that is to be expected will probably also have a
positive effect on bond prices. And finally, the bonds of emerging-market countries still offer a certain yield advantage over
those of developed regions. This advantage is not limited to the
high-yield segment, but can also be found in the bonds of countries with BBB and A ratings. From the standpoint of a euro
investor, the recent below-average performance of local currency
bonds naturally implies that there is catch-up potential; nevertheless, investors must always be prepared to accept temporary
phases of weaknesses in this segment.
Martin Mayer, Senior Portfolio Manager Multi Asset
Christian Bettinger, Head of Fixed Income
Robert Reichle, Head of Emerging Markets Selection

-1.0%-0.5% 0.0% 0.5% 1.0% 1.5% 2.0% 2.5% 3.0% 3.5% 4.0% 4.5%
Effective Yield
As of: December 2017
Source: Berenberg, ICE

Credit spreads at close to historical lows
Historical 10-year distribution of credit spreads; orange point = current level,
black line in box plot = median, bottom line = minimum, top line = maximum
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Emerging markets: catch-up potential for local currency bonds
Indexed performance of the EMBIG Diversified Index (EM hard currency bonds)
and the GBI EM Index (EM local currency bonds)
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MIXED OUTLOOK FOR COMMODITY PRICES
Based on fundamentals, the price of crude oil should fall

US oil production is likely to rise and put pressure on the price of oil

In May 2017, OPEC’s members agreed with a few other oilproducing countries to cut production by 1.8m barrels per day until
march 2018 to curb the excess supply in the oil market. Due to
initial doubts about the implementation of this cut, the price of
Brent crude fell below USD45 in June 2017 before a trend reversal
took hold. Since November, a barrel of crude oil has cost more
than USD60, although the price has, in particular, been driven up
by the net long positions of financial investors looking to earn roll
yield on the declining futures curve. Despite robust demand for oil,
the worldwide oversupply still exists. As a result, in late November,
OPEC decided to extend its production cut by another nine
months to the end of 2018. However, the tightening of supply
could be offset in part by the continued growth of US oil production as more rigs begin operating in response to higher prices.
Therefore, we expect the price of Brent crude to fall to and oscillate around USD60 in 2018, as long as geopolitical risks or production interruptions do not flare up.

Price of WTI crude oil (in USD/barrel) shifted four months to the future versus
the number of active drilling rigs in the US
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Source: Bloomberg

Moderate recovery potential for gold in 2018
Gold price in US dollars per ounce versus the net long positioning of noncommercial traders and financial investors (in k contracts)
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Do not be too quick to write off precious metals
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Supported by the weak US dollar, the price of gold made gains on
a dollar basis in 2017. Recently, however, headwinds have increased. The expectation of rising US base interest rates and real
interest rates, the higher risk appetite of financial investors and
subdued demand for physical gold have recently brought the
price down again. These factors remain in effect. However, considering our expectation of rising volatility in financial markets, as
well as the many smouldering geopolitical conflicts and the acceleration of inflation numbers, we believe there is positive potential
for gold in 2018. Gold continues to be an advisable portfolio
element due to its safe-haven function in case of crisis.
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Industrial metals could present opportunities in the medium term

As growth momentum picks up across the world, many industrial
metals could make substantial gains in the second half of 2017.
The growing demand will come up against limited supply because
production capacities and investments were cut in reaction to
falling prices in the previous years. Therefore, industrial metals
could offer opportunities for investors in 2018. In the short term,
however, the weakening real estate sector in China remains a risk,
especially considering that China accounts for half of worldwide
demand for industrial metals.
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Industrial metal prices could resume their upward trend
The price developments indexed to 100 at 1 January 2012 show how heterogeneous and volatile industrial metals are
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Time period: 12/12/2012–12/12/2017
Source: Bloomberg, CFTC

Guido Urban, Analyst Multi-Asset Strategy & Research
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CURRENCIES: RENEWED EURO RALLY NOT IN SIGHT
The upswing in the Eurozone will, in our view, continue in 2018.
Therefore, the outlook for the euro is fundamentally positive. On
the other hand, a large part of the positive outlook was already
priced in after the rapid rise of the euro exchange rate in mid-2017.
As a result, we do not expect a renewed rally in the coming year. At
any rate, however, the currency markets will not be dull.
US monetary policy harbours potential for surprises

The political situation in Europe eased after the presidential election in France. As a result, the EUR/USD rose surprisingly fast
(even for us euro optimists) from 1.06 in April to 1.20 in September. We do not expect a comparably striking development in
2018. Therefore, we expect the euro-dollar exchange rate to trade
in a volatile sideways pattern at around the current level of 1.18
over the course of the year. Nevertheless, the US Fed could surprise currency market actors. Due to the solid economy, rising
prices and US tax reform, we now expect the Fed to raise interest
rates on four occasions by 25bp at a time in 2018. We, unlike
consensus, believe that the Fed will be somewhat more resolute
in its course of action. Accordingly, the US dollar could strengthen further in the first half of the year and push the euro exchange
rate down temporarily in the direction of 1.15. In the further
course of the year, however, markets will probably focus more on
the ECB’s monetary policy. The end of the bond purchasing
programme and the prospect of rising interest rates in 2019 will
strengthen the euro exchange rate again. Rising US government
debt could weaken the dollar, at least modestly.

The euro should benefit from a narrowing interest rate differential
EUR/US dollar and 10-year interest rate of US Treasuries and German government bonds (in percentage points)
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Source: Bloomberg, own calculations.

British pound: between Brexit risks and interest rate speculation
Euro/British pound and inflation in the UK (in percent)
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Is Brexit losing its sting?

For months, sterling has been pulled in opposing directions by two
driving forces. Whereas the decent economy and the prospect of
rising interest rates have supported the pound, the uncertainties
surrounding Brexit have pushed the exchange rate down. As a
result, sterling has fluctuated sideways against the euro. In the
coming year, we expect the Bank of England to raise interest rates
two more times and believe that market interest rates are also likely
to rise. Furthermore, Brexit has indeed lost some of its sting after
the breakthrough in negotiations in December. We do not expect a
substantial rise in the exchange rate, but in turn this means that the
pound is better protected on the downside. Therefore, we see
EUR/GBP remaining below 0.90.
Dr Jörn Quitzau, Senior-Economist

Exchange rate forecasts: No strong currency trends
18/12/2017
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*

Currency forecasts

*
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INTERVIEW WITH DR BERND MEYER
Dr Meyer, you have been on board with Berenberg Wealth and
Asset Management as Head of Multi-Asset Strategies and Chief
Strategist for three months now. Why did you join Berenberg?

The Berenberg Wealth and Asset Management Division is currently undergoing an interesting transformation. Promising business models are being combined into a greater whole and bolstered by new, complementary disciplines, such as equity fund
management. The goal is to create an efficient platform for clients and products that will allow for further growth. It is an exciting challenge to work on this development with my colleagues. I
certainly do not need to mention Berenberg’s outstanding reputation among our clients, but I will say that this attitude is also
reflected in the bank’s corporate culture. I noticed immediately
that the bank’s employees are proud to work for Berenberg. They
are motivated, dynamic and performance-oriented – a marvellous
work environment. For me personally, the switch from multiasset strategist to asset manager for multi-asset products after 20
years opens up new perspectives and the chance to develop my
abilities in new fields.
What would you like to change in asset management for clients?
What are your goals?

The primary goal, of course, is the good performance of the asset
management mandates and mutual funds we offer. There is always room for improvement in that regard. In addition, a transparent and structured investment process is important to me. Our
clients must be able to understand the reasons behind our decisions. As everyone knows, investment decisions will not always
be right in the financial markets. But we need to ensure that all
our decisions are backed by good, analytically sound reasons that
clients can understand. With this approach, the percentage of
successful decisions is bound to rise, in my experience. That is
why, beginning with this first issue of Berenberg Horizon, we are
publishing and discussing the tactical and strategic positioning
behind key allocation decisions in more detail than before. We
think our clients will appreciate this transparency.
What is your investment philosophy?

I am a big proponent of discretionary, active asset allocation in
the context of multi-asset products. A particular emphasis is
placed on opportunistic, tactical positions that run contrary to the
market consensus. When it comes to the selection of individual
securities, we rely on the bank’s outstanding expertise. If such,
expertise is not available in specific instances or if sufficient diversification cannot be achieved with individual equities or
14
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bonds, we think it makes sense to deploy passive products or
actively managed funds. Naturally, we must constantly monitor
risks in the multi-asset mandates and make adjustments when
necessary. The important thing for me, however, is a long-term
investment horizon, which makes it possible to stomach limited
fluctuations in value. After all, the alternatives would either be an
extremely defensive basic orientation of asset allocation or the
continuous hedging of risks. However, the former approach
yields hardly any return opportunities in the current environment
of persistently low interest rates, and the latter approach leads to
overly high hedging costs, so that the attainable returns would be
too low even if riskier investments are given a higher weighting.
Ultimately, the goal is to collect risk premiums precisely in the
present low interest rate environment.
How will you and your team make investment decisions in the
future?

I am a friend of structured approaches. The systematic, sober
monitoring of economic, fundamental and technical factors, as
well as market sentiment, is an important element of a discretionary investment approach, in my opinion. In contrast to purely
quantitative approaches, however, these factors only affect the
portfolio indirectly; after we carefully weigh the many pieces of
information, our investment decisions are always made on the
basis of discretionary judgement. Models can support decision
making and are helpful for generating ideas. Even though all
portfolio managers contribute to the bank’s overall view, portfolio allocation among asset classes, regions and segments is ultimately decided by a small group of experienced portfolio managers and multi-asset specialists, so that decisions can be reached at

any time. Every member of this committee has more than 10
years of experience in the capital markets; for example, Henning
Gebhardt, the Head of Wealth and Asset Management, and I
have each worked in the capital market for more than 20 years.

BIOGRAPHY

Dr Bernd Meyer is the Chief Strategist for Wealth and Asset ManDo you use the expertise that Berenberg has in other areas?

agement and is responsible for Berenberg's discretionary multi-

Of course! The proven expertise of our colleagues in other
areas of the bank and other units of Wealth and Asset Management is bundled within our multi-asset products. Let me give
you an example: our colleagues in Quantitative Asset Management offer currency
“The proven expertise of our colhedging strategies and
leagues in other areas of the bank
various selection apand other units of Wealth and
proaches on the basis of
Asset Management is bundled
purely quantitative models. In my opinion, it
within our multi-asset products.”
would be negligent to
completely disregard this knowledge in making decisions for
our multi-asset mandates and funds. In the same way, our
products also incorporate the expertise of our economists led
by Dr. Schmieding, and our Equity Fund Management team led
by Mr Born.

asset strategies, including asset management mandates. He was

What challenges do you see as a result of rising regulatory requirements?

I consider many of the regulatory requirements, including for
instance the rising transparency obligations, to be generally reasonable. Unfortunately, they tie up many resources and cause
costs that must ultimately be borne by the customers of the financial industry. As in the case of many other regulatory requirements, it remains to be seen if the advantages of heightened
transparency outweigh the associated costs or not.

previously responsible for building up global cross-asset strategy
research at Commerzbank from 2010 and, before that, he was the
Head of European Equities Strategy at Deutsche Bank. Dr Meyer has
received numerous awards. In the prestigious Extel Survey, for
example, he and his team were placed among the best three multiasset research teams worldwide in each of the last five years. He is
also a Chartered Financial Analyst (CFA) and visiting lecturer for
empirical capital markets research at the University of Trier.

principles: the highly individualised and personal support of our
clients and very active, discretionary fund and portfolio management, especially with respect to asset allocation and the selection
of specific European equities. In our equity selection, we place a
strong emphasis on quality enterprises, growth stocks and lowcap stocks. These are all factors that should generate additional
income for our clients in the medium term, as proved by academic research.

To what extent are technological innovations like fintechs changing
your business model?

The growing competition posed by fintechs essentially requires
asset managers to adopt a clear differentiation strategy. With
respect to Berenberg Wealth and Asset Management, I am convinced that we serve very different client needs and segments
than robo-advisors and therefore robo-advisors are more complementary to us than they are to our direct competitors. Nevertheless, we must clearly communicate what we stand for. In my
view, Berenberg Wealth and Asset Management stands for two
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IMPORTANT NOTICES
This document is a marketing communication. The document does not constitute an
investment strategy pursuant to Article 3(1) No. 34 Regulation (EU) No 596/2014 on
market abuse (market abuse regulation) nor an investment recommendations pursuant
to Article 3(1) No. 35 Regulation (EU) No 596/2014, both provisions in connection
with section 85(1) of the German Securities Trading Act (WpHG) or a solicitation to
purchase financial instruments.As a marketing communication this document does not
meet all legal requirements to warrant the objectivity of investment recommendations
and investment strategy recommendations and is not subject to the ban on trading prior
to the publication of investment recommendations and investment strategy recommendations. This document is meant to give you an opportunity to get an idea of a certain
investment. However, it is not a substitute for legal, tax or individual financial advice.
Your investment objectives as well as your personal and financial situation have not
been considered either. We therefore expressly point out that this document does not
constitute personal investment advice. The document has not been revised by an
independent audit firm nor any other independent expert. You should always make
investment decisions on the basis of the sales documentation (key investor information,
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sales prospectus, the current annual report and, if applicable, the half-yearly report),
which provide detailed comments on the opportunities and risks of the financial
instrument.
The statements contained in this document are based either on the company’s own
sources or on publicly accessible third-party sources, and reflect the status of information as of the date of preparation of the presentation. No consideration can be given
to subsequently occurring changes.The information given can become incorrect due to
the passage of time and/or as a result of legal, political, economic or other changes. We
do not assume responsibility to indicate such changes and/or to publish an updated
document. Past performance, simulations and forecasts are by no mean a reliable
indicator of future performance and custody fees may occur which can reduce overall
performance
Please refer to the online glossary at www.berenberg.de/glossar for definitions of the
technical terms used in this document.
Date: 20 December 2017
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