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Meeting new challenges of capital markets with flexible multi The following publications are part of the
asset strategies series Berenberg Funds and Solutions:
Spotlight

A look at the recent past makes it clear: the number of extreme events in capital > Insiohts
markets has increased significantly. 2018 was already impressive, with almost the - Equities
same number of extreme events as during the 2008 financial crisis - one of the e

Fixed Income
worst recessions historically! However, 2020 was even more extreme (see Fig. 1). Multi Asset

The number of daily moves greater than four times the standard deviation of daily Risk-focused solutions

moves over the last 100 days had almost tripled. Markets have become more sus- Sustainability

ceptible to quick, sharp movements. During the Covid-19 crisis, for example, we Consulting )

had the fastest bear market ever, followed by the fastest bull market ever. This

behaviour can also be seen in Fig. 2: 2020 saw the sharpest increase in realised Within Insights we provide you with a deeper
volatility since 1928, despite a much smaller drawdown than in 1928, 2008 or dur- understanding of onr investment philosophy and
ing the TMT bubble. Even smaller drawdowns lead to higher volatility shocks! thinking.

Increased abrupt, extreme market movements are only one of the challenges inves-
tors have to face. Market behaviour has changed dramatically over the last 10 years.
Why is this and how can investors respond to these challenges?

Changed market structure as the main driver of changed market behaviour

The structure in capital markets has changed significantly in recent years. Figure 3 Three developments pose particular challenges
provides an ovetview of the multitude of developments that have contributed to for investors in the coming years

this. In our view, there are three developments in particular that are likely to con-

tinue to pose challenges to investors in the coming years.

* Increased passive investing
* Increased pro-cyclical behaviour of many investors, especially systematic in-
vestment strategies, while at the same time less anti-cyclical value investors

* Stronger synchronisation of risk assets and safe government bonds

Fig. 1: Extreme market movements in all asset classes ... Fig. 2: ... with extreme stock market volatility in 2020
Number of daily movements at least 4 times greater than the standard deviation of the daily The March 20 shock led to the largest volatility spike in the S&P 500 in history (since 1928),
movements of the last 100 days in 13 different plants. although the stock sell-off was far from record-breaking.
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Fig. 3: Changing market behaviour requires new thinking
Characteristics of the changed market behaviour
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1. Passive investing on the rise
According to the Investment Company Institute (ICI), from 2011 to 2020, approx- Retirement products and systematic strategies in
imately $2 trillion flowed out of active US-based funds, while just under $2 trillion particular are driving the trend towards passive
went into domestic index funds (see Fig. 4). In 2021, the year of record equity fund investments

inflows, active funds also saw inflows, but these were only 7% of total equity fund
inflows (see Fig. 5). A major driver of this development is the US pension market.
According to the ICI, the US retirement market is now worth nearly $35 trillion
and 64% of all US households own tax-advantaged retirement plans!. While the
older generation still primarily invested in active funds - partly due to there being
no broad availability of ETFs before the turn of the millennium - and they are now
selling them at retirement age, the younger generations are relying more on passive
products for retirement provision. In addition to the sometimes poor performance
of active funds, this is probably one reason why active funds are struggling with
outflows while passive funds are recording inflows. Systematic strategies as well as

robo-advisors also rely predominantly on index products due to their simplicity and

supposed liquidity.
Fig. 4: Two Worlds - Strong outflows among active managers ... Fig. 5:... compared to significant inflows in ETFs
Cumulative inflows into US-domiciled equity funds and net issuance of US-domiciled equity Global net equity fund inflows for ETFs and active funds per quarter since 2020 in billion
index ETFs, in billions of US dollars, monthly dollars
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1 See 2021 Investment Company FACT BOOK
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Index fund and ETF providers have now risen to become the largest asset manag-
ers in the wotld. The Vanguard 500 index fund overtook Fidelity's Magellan Fund
as the wotld's largest mutual fund in April 2000. For nine out of ten companies in
the S&P 500, the largest single shareholder is one of the big three ETF providers,
BlackRock, Vanguard and State Street. Index funds and ETFs now control at least
20 to 30 per cent of the US stock market. Although many financial institutions
offer index funds, the big three dominate the passive product market with an 80%
or more share and are gaining increasing power as well as control>. Why does this

matter?

On the one hand, the increase in passive products leads to higher correlations
within an index, especially in stress situations. ETFs are easy and cheap to trade,
which is why they are often sold first in stressed market phases, which then in-

creases the correlation between different stock regions.

On the other, passive investing leads to higher valuations. When an ETT provider
experiences inflows, the underlying index components are bought in proportion to
the index weighting, regardless of how expensive or cheap the stocks are funda-
mentally, i.e. investors invest more in stocks that have already performed very well
and have a higher weighting - a momentum strategy. Active investors tend to react
to inflows in a more differentiated way. If markets are expensive, they hold more
cash or invest in securities that appear relatively cheap. In our view, the huge rise in
valuations in recent years has not only been a result of low interest rates, but also,
at least in part, a result of the increase in price-inelastic capital flows. If there is a
crisis and ETFs are sold massively, this creates a gap risk. Given the high valua-
tions, fundamental investors are not prepared to buy, for example, extremely ambi-
tiously valued shares if the price falls by 10%. They would, for example, only buy
when the price falls by 30% or more - they act price-elastically.

There are also fewer and fewer value investors who act counter-cyclically, buying
stocks cheaply and selling them expensively. Value companies have performed
much worse than growth companies since the financial crisis, and money has been
withdrawn from value funds accordingly. The demographic trend is exacerbating
the situation: baby boomers who made private provisions with value funds in the
1970s and 1980s, partly because there were no index funds back then, are now
gradually retiring. This also puts pressure on the assets under management of value
equity funds.

2. Increased pro-cyclical behaviour of many investors, especially systemat-
ic investment strategies
In addition, there are more and more systematic strategies such as robo-advisors,
momentum, risk patity and target volatility approaches that also do not take valua-
tions into account in their investment decisions. They also invest mainly in index
products. Simply put, they increase the equity allocation when momentum is posi-
tive and volatility is low, and they reduce it when momentum decreases and vola-
tility increases. They behave very pro-cyclically and amplify trends up and down.
The good thing is that as an active investor, you can simulate the equity exposure
of these rule-based strategies to get a sense of how vulnerable the markets are.
When most of these strategies are almost fully invested in equities, the downside
potential for the markets is higher, such as in early, mid-2018 and eatly 2020. This

is why we watch these strategies very closely.

2 See "The New Money Trust: How Large Money Manager Control Our Economy and What We Can
Do About It", Graham Steele, American Economic Liberties Project, November 2020.
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per cent of the US stock market today
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indices...
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upward and downward trends - positioning of

systematic investors should be taken into acconnt



3. Stronger synchronisation of risk assets and government bonds of safe
issuers

What is new now is higher inflation - especially in the US, but also in Europe. And
as the long-term relationship in Fig. 6 impressively shows, the correlation between
equities and bonds increases with higher inflation - see the 1960s and 1970s. Above
a 3% core inflation rate, a positive correlation between equities and government
bonds has historically been observed almost exclusively. Moreover, a stronger
correlation between risk assets and government bonds is usually also observed in a
mid-cycle environment with more restrictive monetary policy (Fig. 7).

If the correlation increases, diversification through bonds decreases, i.e. multi-asset
portfolios that rely purely on equities and bonds will have a more difficult time in
this environment. Rather, a broad diversification across different risk assets is
necessary, because Fig. 7 also illustrates that as the correlation between government
bonds and risk assets increases, the average correlation between risk assets decreas-
es and the diversification effects of, for example, equities, commodities or high-
yield bonds increase.

Seeing new challenges as opportunities

There is no way around it. Investors must accept the changed market behaviour
and adjust their behaviour accordingly. We assume that we will continue to see
more extreme events in the future, with upward and downward exaggerations -
rapid and sharp sell-offs followed by a V-shaped recovery. It seems to us promis-
ing to take the following behavioural patterns to heart in order to invest successful-
ly even in the changed market environment - behavioural patterns that can ulti-
mately only be implemented in their entirety by flexible multi-asset strategies. Such
approaches thus seem particularly suitable for investors to meet the new challeng-

€s.

Act flexibly, recognise opportunities and use degrees of freedom
e  TFlexible asset allocation and tactical use of market opportunities - also
counter-cyclical.
e  Avoid static multi-asset approaches or approaches with target volatility or
risk parity, as these are likely to continue to have difficulties.

Increasingly pro-cyclical behaviour reinforces
upward and dowmward trends - positioning of
Systematic investors should be taken into account

Investors must accept the change in market
bebavionr and adapt their behaviour to it

Fig. 6: Higher inflation negatively affects the diversification effect Fig. 7: 2022 - stronger synchronisation of risk assets and US gov-

of bonds ernment bonds

Path of the 24M rolling correlation between long-dated US government bonds and the S&P 500 Average pairwise 12M correlation between US risk assets* and US government bonds (7-10 year
Index and path of US core consumer price inflation maturity) and the 12M change in the fed funds shadow rate

24M rolling correlation between long- 1.0
dated US-Treasuries and S&P 500

0.8
0.6
0.4
0.2
0.0
-0.2
-0.4

1
)

1

1

1

1 US-Core Inflation
1

T

I

1

1

1

-0.6
-0.8
6 1991 1996
4
2
0 - T T T T T T
1958 1968 1978 1988 1998 2008 2018
Time period: 01/01/1958 - 31/01/2022 Time period: 01/01/1991
Sources: Bloomberg, Berenberg Sources: Bloomberg, Berenberg

2001 2006 2011 2016 2021

Average correlation of risk assets* with safe-haven assets
Average correlation among risk assets
= US Fed Funds Shadow Rate 12m Change (in ppts, rhs)

31/01/2022

* US-Large Caps, US-Small Caps, US-High Yield, Commodities, REITs

4/8 Joh. Berenberg, Gossler & Co. KG « Berenberg Funds and Solutions - Insights




Balanced positioning, broad diversification and hedging
e No strong focus on one investment style
e Use of all diversification opportunities offered by the market, i.e. "true
multi-asset”.
e Investments with hedging character are likely to become or remain ex-
pensive in historical comparison. One must also hedge opportunistically.

Use knowledge about systematic and passive investors and look for niches
e  Active investors should be aware of the opportunities and risks of passive
and systematic capital flows, and make use of this knowledge. The analy-

sis of sentiment, flows and positioning data takes on a more central role.
e  Use of ETFs especially for tactical positions or in efficient markets. Oth-
erwise, moves are made into niche markets that have little or no ETF

penetration.

Berenberg Variato - Our response to the changed market environment

At Berenberg, we take these behaviours to heart in all multi-asset strategies to the
extent that the respective strategy allows. However, a market benchmark, prede-
fined quotas, a dedicated ESG ot distribution focus, investment restrictions and/ot
a lack of derivatives capability often limit flexibility and thus the exploitation of
opportunities.

That is why we launched the Berenberg Variato Fund in December 2018 in re-
sponse to the changing market structure. "Vatiato" is derived from "Variatio De-
lectat”" - "Variety delights"! The fund has no benchmatk, no fixed asset class quo-
tas, invests in a broad range of asset classes and financial instruments, is very flexi-
ble and aims for a target return of 4% or more p.a. over a five-year cycle (after
costs). The fund has an innovative portfolio concept consisting of a core portfolio,
thematic investment, tactical opportunities and a risk overlay (Fig. 8).

Variato invests around 40% of its assets in a core portfolio where we believe a
return of 4% or more is likely over the long term. In the core portfolio, we focus
on low-correlated niche segments such as micro caps, convertible bonds, frontier

Fig. 8: Multi-asset funds at a glance
Portfolio structure Berenberg Variato
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ZOOM I In times of low capital market returns, investors need to be
tactical and selective about investment classes.

BERND MEYER
Chief Investment

Strategist and Head of
Multi Asset

ZOOM II: Investors are increasingly behaving procyclically and in the
same direction, increasing the number of recurring and abrupt corrective
movements - good prospects for opportunistic investors.

ULRICH URBAHN
Head of Multi Asset
Strategy & Research

PORTFOLIO STRUCTURE

Theme investments (30%) Risk Overl
Profiting from megatrends and Targeted management of risks via
structural developments derivatives

Prof. Dr. Bernd Meyer and Ulrich
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Core portolio (40%)
Participate in attractive capital BERENBERG
market segments over the long term VARIATO

Tactical opportunities (30%)
Exploit short-temm market
opportunities also contrary to
market consensus

BERENBERG MULTI-ASSET PORTFOLIO WITH HIGH years. From 2013 to 2017, under the
VARIATO DEGREES OF FREEDOM responsibility of Bernd Meyer, they
* No benchmark « Focus on high-opporturnity investments from all asset classes, were among the best three muldi-

* No fixed bandwidths per asset research teams worldwide —
asset class

* Target retum min. 4% p.a.*

* Fund volume €306.5 million

regions and segments - deliberately detached from a benchmark
* Benefit from the best investment ideas of the entire

Berenberg platform
* The goal is an attractive return with limited risk

honored by the renowned Excel
Survey. Bernd Meyer and Ulrich
Urbahn also invest personally in

the funds they manage.
[ Read more: wwwberenberg.de/
2 e

ity

since inception

fund-disclosure

Sources: Berenberg

5/8 Joh. Berenberg, Gossler & Co. KG « Berenberg Funds and Solutions - Insights

Restrictions often do not allow all desirable

bebavionrs to be implemented

The Berenberg 1V ariato Fund is free of restrictions
and the most flexible strategy of our multi-asset
funds

Innovative portfolio structure with core portfolio, ...




market bonds, etc. micro caps, convertible bonds, frontier market bonds, etc.
These ate intentionally, mostly, segments for which no/hatrdly any ETFs are avail-
able. ETFs are often the first to be sold in times of crisis and thus increase the
volatility and drawdown of the portfolio.

In the thematic area, we invest mainly in megatrends such as robotics, platforms,
artificial intelligence, security, but combine these often technology-heavy mega-
trends with more defensive themes such as ageing populations, urbanisation (e.g.
real estate) etc., in order to dampen the volatility of the portfolio and be less de-
pendent on one risk factor.

Tactical ideas can be very short-term. On the shelf, however, we keep tactical ideas
3-6 months. These ideas are often macro- or event-driven. We mainly want to take
advantage of the changing market structure. To do this, we use individual stocks,
ETFs, certificates or derivatives. With so-called pair trades, we also bet on the

relative developments of two investments.

A changed market environment requires modern risk management

As a flexible multi-asset fund, risk management is key. We want to participate in
upward market movements, but above all we want to achieve a better performance
when the market moves significantly downwards. Therefore, we rely on three dif-
ferent pillars for risk management: a diversified portfolio construction, a risk over-

lay and opportunistic hedges (Fig. 9).

In portfolio construction, we pay attention to correlations, but also to some softer
factors such as ETF penetration. In the overlay, we always have a set of limit or-
ders for short positions in equity indices (short triggers) in our portfolio to auto-
matically reduce our equity exposure when markets fall by around 3-5%. These
short levels are discretionary. When they are triggered, we decide on an ad-hoc
basis what to do. We usually set a stop-buy above these triggers, which we adjust
downwards if markets continue to fall, to protect our overlay profits in case there is
a quick rebound. And the final pillar consists of opportunistic hedges. If there are
cheap hedges, we include them in our portfolio. These can be puts, puts spreads, pair
trades or VIX calls.

Our risk management approach has so far allowed us to (significantly) mitigate the
maximum loss in the Berenberg Variato during most equity market stress petiods -
in December 2018, during the US-China trade war in 2019 and ahead of the US

Fig. 9: Berenberg Variato
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Fig. 10: Losses could be limited so far
Maximum loss of MSCI All Country World Index and Berenberg Variato (since inception)
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elections in November 2020. During the Covid-19 crisis in Q1 2020, the Berenberg
Variato peaked down around 12% on a daily basis, while most global equity mar-
kets lost between 35 and 40% (Fig. 10).

We managed this relatively small loss in value during the Covid-19 crisis thanks to
our flexible approach. For example, we lowered our equity exposure from around
55% in January to around 25% in mid-March 2020, before raising it to over 40% at
the end of March. We benefitted from the fact that we bet on falling US small caps,
among other things. Our extensive positioning and sentiment analyses, which we have
been following for more than a decade, helped us with these allocation decisions.

Thanks to this flexibility, we were thus able to limit our quarterly loss in Q1 2020
to below 7%. Due to the subsequent recovery rally, the Berenberg Variato was one
of a few funds that was already up on a YTD basis at the end of April. Since the
end of 2018, we have thus outperformed the median fund in our Morningstar peer
group - and with lower volatility (Fig. 11).

Fig. 11: Berenberg Variato so far with higher performance at lower risk than the Morn-
ingstar peer group since inception
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IMPORTANT NOTICE

This document is a marketing communication. This information and references to issuers, financial instruments or financial
products do not constitute an investment strategy recommendation 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
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publication of investment recommendations and investment strategy recommendations. This document is intended to give you
an opportunity to form your own view of an investment. However, it does not replace a legal, tax or individual financial
advice. Your investment objectives and your personal and financial circumstances were not taken into account. We therefore
expressly point out that this information does not constitute individual investment advice. Any products or securities described
may not be available for purchase in all countries or only in certain investor categories. This information may only be distribut-
ed within the framework of applicable law and in particular not to citizens of the USA or persons resident in the USA. The
statements made herein have not been audited by any external party, particularly not by an independent auditing firm. In the
case of investment funds, you should always make an investment decision on the basis of the sales documents (key investor
document, sales prospectus, current annual, if applicable, semi- annual report), which contain detailed information on the
opportunities and risks of the relevant fund. In the case of securities for which a securities prospectus is available, investment
decisions should always be made on the basis of the securities prospectus, which contains detailed information on the oppor-
tunities and risks of this financial instrument, otherwise at least on the basis of the product information document. All the
aforementioned documents can be obtained from Joh. Berenberg, Gossler & Co. KG (Berenberg), Neuer Jungfernstieg 20,
20354 Hamburg, Germany, free of charge. The fund sales documents and the product information sheets for other securities
are available via a download portal using the password »berenberg« at the Internet address
https://docman.vwd.com/portal/berenberg/index.html. The sales documents of the funds can also be requested from the
respective investment management company. We will be pleased to provide you with the specific address details upon request.

The statements contained in this document are based either on the company‘s own sources ot on publicly accessible third-

party sources, and reflect the status of information as of the date of preparation of the presentation stated below. Subsequent Joh. Berenberg, Gossler & Co. KG
changes cannot be taken into account in this document. The information given can become incorrect due to the passage of Neuer Jungfernstieg 20
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