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Navigating Volatility — A Quest for Superior Long-Term Returns The following publications ate part of the
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Striking the right balance between capturing upside potential and limiting downside

risk has always been a challenge. Many investors turn to traditional multi-asset port- > T::;l;i?r

folios in pursuit of diversification. While this approach provides exposure to asset Equities

classes such as commodities and bonds, diversification is not always reliable and not Fixed Income

a propetly orchestrated reduction of equity risk. The recent environment of height- Multi Asset

ened inflation volatility has weakened the traditional diversification benefits of bonds Multi Asset Solutions

within multi-asset portfolios. This underscores the need for alternative risk-mitiga- Ovetlay

tion strategies, such as hedging, to protect portfolios while still maintaining mean- ESG

ingful upside participation. Recognising this challenge, we have developed an inno-

vative yet proven investment approach that harnesses the growth potential of equi- Insights provide you with a deeper understanding
ties while mitigating potential losses through options. Our Protected Equities Strat- of our investment philosophy and thinking.

egy invests in equities and uses options to reduce downside risks while secking to
achieve attractive returns by capturing equity market upside.

The Importance of Hedging and Common Misconceptions

Investing requires navigating periods of high volatility and "tail events" - rate but
extreme occurrences that can trigger significant market downturns. Understanding
these events and their characteristics is essential for effective risk management.
However, anticipating and responding tactically to these events in a timely manner
is often unfeasible due to their unpredictable nature. This reinforces the need for an
investment strategy like our Protected Equities Strategy.

During extreme market distress, losses tend to occur simultaneously across most o ) oo o
Effective risk management is essential in navigating

risk-bearing assets, as many share the same fundamental return drivers. As a result, ) i
the unpredictable nature of financial markets.

traditional diversification can fail when it is needed most, highlighting the importance
of effective risk management. Systemic risk, which affects a broad range of securities,
cannot be diversified away, making robust risk management one of the few effective
defences against severe market sell-offs. Moreover, both the length of recovery pe-
riods and the magnitude of losses often exceed the risk tolerance of even long-term

investors.

Table 1: Equity markets repeatedly experience long periods of significant

losses.
Index Drawdown Period Drawdown
Dow Jones 1929 — 1954 89%
S&P 500 1973 — 1976 44%
Nikkei 225 1990 — 2020 79%
FTSE MIB 2000 — 2021 69%
EURO STOXX 50 2007 - 2015 58%
Dax Index 2020 - 2020 38%

Source: Bloomberg, Berenberg calculations.
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There are three common misconceptions about the risk-return relationship and the
compounding of portfolio returns over full market cycles, even among professional

investors:

Misconception 1: “Lower Risk Means Lower Return”

The compounding of returns over time means that a single significant loss or draw-
down can dramatically reduce an investor's wealth. The larger the drawdown, the
greater its detrimental impact on compounding. For example, a 50% drawdown re-
quires a 100% return to break even. It is not the arithmetic average of returns that
matters, but the geometric average, which reflects how returns compound over time.
Cost-efficient protection strategies can enhance long-term returns by reducing port-

Protection strategies can enbance total wealth by
folio risk and preventing large losses. The example below highlights why com- reducing portfolio risk and preventing large losses.
pounded returns are more important than average returns for wealth accumulation.
A single major loss in year 6 - where Portfolio 1 drops 75% while Portfolio 2 declines
only 10% - can drastically change the investment outcome. Even though Portfolio 2
experiences much lower returns in strong market years, it ultimately generates greater

wealth due to its superior geometric return rate.

Table 2: Higher total return due to loss reduction and limited volatility.

Portfolio 1 Portfolio 2

Year 1 20% 6%

Year 2 20% 6%

Year 3 20% 6%

Year 4 20% 6%

Year 5 20% 6%
Year 6 -75% -10%

Year 7 20% 6%

Year 8 20% 6%

Year 9 20% 6%

Year 10 20% 6%
(erthmetc rotur p.) 105% 4.4%
Total return over the 20.0% 52 19

investment period

Misconception 2: “In the Long Run, Hedging Always Costs Money Due to
its Negative Expected Value”

The claim that hedging always costs money in the long run oversimplifies a complex
issue and overlooks several critical factors. Even if we assume, for argument’s sake,
that hedging has a negative expected value when viewed in isolation, this view fails Hedging can enbance overall portfolio performance,
to consider its broader impact on the portfolio and investor behaviour. even after acconnting for bedging costs
Firstly, as shown in Table 2, hedging can enhance overall portfolio returns through
improved compounding. By incorporating assets with a negative correlation to the
core portfolio - even if they generate negative returns individually - the reduction in

portfolio volatility and drawdowns can lead to higher geometric returns over time.
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To illustrate this, consider a simple two-asset portfolio:

* Portfolio 1 consists entirely of Asset A (100% allocation).

* Portfolio 2 allocates 95% to Asset A and 5% to Asset B, a hedge asset with a
negative expected return.

While Portfolio 2 may experience lower returns in positive yeats, it benefits from
reduced losses in downturns. As a result Portfolio 2 achieves higher total and annua-
lised returns over the full investment petiod. This example cleatly demonstrates that
adding a hedge - even one with a negative expected return - can significantly improve
investment outcomes. Therefore, the notion that hedging is unnecessary simply be-
cause it has a negative expected value is fundamentally flawed.

Table 3: Adding hedge assets to an investment portfolio can enhance overall
returns, even after accounting for hedging costs.

Single Asset Returns Portfolio Returns
Asset A Asset B Portfolio 1 Portfolio 2
Year 1 20% -100% Weights
Asset A 100% 95%
Year 2 20% -100%
Asset B 0% 5%
Year 3 20% -100% Returns
Year 4 20% -100% jreand ity 1a%
Year 2 20% 14%
Year 5 20% -100% Year3 20% 14%
Year 6 -75% 500% Year 4 20% 14%
Year 5 20% 14%
Year 7 20% -100% —
Year 6 -75% -46%
Year 8 20% -100% Year 7 20% 14%
Year 9 20% -100% Year8 20% 14%
Year 9 20% 14%
9/ -
Year 10 20% 100% Year 10 20% 14%
Average Average
(arithmetic) 10.5% -40.0% (arithmetic) 10.5% 8.0%
return p.a. — return p.a.
Total return 29.0% -100.0% Total return 29.0% 74.8%

Secondly, the downside protection from the hedge allows for higher equity alloca-
tions, which can boost long-term returns. Even if hedging incurs costs, maintaining
a larger equity allocation allows for greater participation in rising markets, ultimately
enhancing overall returns.

Thirdly, options-based hedging strategies can provide significant opportunistic ben-
efits during market crises. As asset prices decline, these hedges generate cash that Hedge instruments should be assessed within the
can be strategically deployed to purchase undervalued assets - potentially leading to broader, holistic contexct of the entire portfolio.
outsized returns when the market recovers.

Finally, a common argument against hedging is that it is consistently overpriced, ig-

noring potential market inefficiencies, which will be discussed later. Skilled investors

can identify mispriced hedging instruments, turning petceived "costs" into profitable

opportunities. While many hedges may seem expensive in isolation, their true value

lies in how they reshape portfolio dynamics and influence investor behaviour.
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Misconception 3: “Long-Term Investors Can Simply Ride Out Equity Vola-
tility Since Markets Trend Upward Over Time”.

The primary goal of hedging is to enhance long-term returns - either by improved
compounding through loss reduction or enabling more aggtessive portfolios with
lower downside risk. The larger the drawdown, the gtreater its disproportionate neg-
ative impact on portfolio growth, even over extended periods.

While stock markets have historically trended upward over the long run, they have
also endured prolonged periods of poor returns. Even with a long investment hori-
zon, expetiencing one of these downturns can significantly hinder wealth accumula-
tion. Simply "riding it out" may prevent outright losses, but it can still lead to subpar
returns - and over time, that can make all the difference.

The examples in the table below, while extreme, demonstrate that equities can deliver
poor returns even over extended periods. This challenges the widespread belief that
equities are always a good investment in the long run.

Table 4: Periods of significant losses can result in low real returns over ex-
tended periods.

Index Time period Return p.a. (real)
Dow Jones 1929 — 1974 | 45y 0%
NASDAQ-100 20002019 | 19y 1%
EURO STOXX 50 2000 - 2024 | 24y 1%
FTSE MIB 2000 — 2024 | 24y 0%
FTSE 100 20002011 11y 0%

Source: Bloomberg, Berenberg calculations.

The psychological aspect of investing is also a necessary consideration. Many inves-
tors sell during drawdowns, not because they believe it’s the right time to sell, but
because they fear further losses or feel external pressure. By mitigating losses, hedg-
ing can help investors stay the course through turbulent periods, avoiding costly,
emotionally driven mistakes. It's easy to claim you won’t sell in the next drawdown
when you're not currently in one and can think rationally, but that mindset can
change quickly in periods of distress. Additionally, circumstances change, and inves-
tors may not remain as long-term focused as they initially intended.

The Market Cycle and Cost of Hedging

Tail events, or large losses in financial markets, usually stem from significant shifts
in aggregate investor sentiment. Understanding these dynamics can provide a strate-
gic advantage in navigating volatile markets. Large losses typically arise from a nega-
tive shift in sentiment leading to a rapid repricing of securities with a more pessimis-
tic outlook.

Historically, the more positive the sentiment, the greater the risk of a sharp negative
reversal, potentially leading to large losses. When sentiment is overly positive, asset
prices tend to be inflated, and negative news or an unexpected event can trigger a
sharp shift in sentiment and a repricing of expectations, leading to potentially larger
losses compared to periods where the outlook is already negative, and prices are less
inflated.
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Martkets can exhibit extended periods of low
returns.

Hedging helps investors maintain discipline during
market downturns by minimising losses and
preventing emotionally driven decisions that conld

lead to costly mistakes.



The cost of hedging depends on and fluctuates with market sentiment. Like any
other security, the price of hedging is directly linked to its demand: when demand is
high, prices rise, and vice versa. However, the timing of this demand often runs in-
versely to when hedging is most needed, creating a unique cyclical pattern.

During periods of negative sentiment, hedging costs tend to be higher, reflecting
heightened perceived risk and increased demand. Fear during these periods can drive
an exponential demand for hedging, causing prices to surge. Ironically, this surge in
demand often comes after substantial losses have already occured, when the likeli-
hood of further significant declines diminishes. As a result, investors often end up
overpaying for protection when the risk of further losses is low.

Conversely, during periods of positive sentiment, hedging costs are generally lower.
With fewer investors seeking protection, demand for hedges declines. As a market
rally continues, complacency sets in. Investors forget the painful losses of the past,
chase returns, and overlook emerging risks. This tends to occur when sentiment is
strongest - just as the risk of losses rises - creating an opportunity to purchase hedges
at lower prices when they are most needed.

Long-term investors can capitalise on this cyclical mispricing to gain a strategic edge
across market cycles. These market dynamics highlight the importance of maintain-
ing a well-designed hedging strategy across market cycles, even if it may result in
slightly lower portfolio returns duting positive years.

Protected Equities Strategy

Our Protected Equities Strategy is designed to capitalise on the long term upward
trajectory of equity markets by investing in equities while using options to hedge
downside risks. What sets our strategy apart is its well-designed risk management
framework. By incorporating options, the strategy adds a layer of protection, effec-
tively reducing the risk of significant losses. This combination of upside participation
and downside protection allows investors to grow their investments while aiming to
reduce losses in adverse market conditions.

During the live track record period, there have been no major drawdown events.
The results below demonstrate how the strategy has successfully captured most of
the market upside during a strong equity market rally while maintaining downside
protection at all times.
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During periods of positive market sentiment,
hedging costs decline as investors grow complacent.

Long-term investors can capitalise on cyclical
mispricing, securing bedges at lower prices and
gaining a strategic edge across market cycles.

Robust risk management framework that integrates
options for added protection, enabling investors to
capture upside potential while aiming to mitigate
losses.



Chart 1: Berenberg Protected Equities live track record since inception.

Live track record (11.11.2022 - 30.01.2025)
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Total Return Return p.a. Volatility p.a. Max. Drawdown
= Protected Equities in USD 42.1% 17.1% 11.2% -9.6%
== MSCI World in USD 43 3% 19.4% 12.3% -10.4%

Source: Bloomberg, Berenberg calculations. Past performance is no indicator of future per-
formance and does not guarantee future performance. Returns are inclusive of transaction
costs and management fees.

The Protected Equities Strategy offers several compelling benefits. These can be
broadly categorised into four areas: reducing losses while aiming for upside partici-
pation, enhancing long-term returns, enhancing diversification, and improving the
predictability of returns.

Loss Reduction and Upside Participation

The strategy's ability to limit losses is particulatly beneficial for long-term investors The strategy helps long-term investors manage risk
and those with specific risk tolerance levels. By mitigating significant drawdown by limiting losses, enabling higher equity exposure,
risks, the strategy allows investors to increase equity exposure without drastically and providing liguidity during market downturns.

altering the portfolio’s overall risk profile. Furthermore, during periods of market
distress, profits from the options can serve as a source of liquidity for equity inves-
tors to purchase stocks at lower prices. In our “tail risk protection” version, we aim
to limit annual drawdowns to around 20%.

At the same time, the strategy provides a high level of upside participation, allowing
investors to achieve attractive returns in rising markets. For the tail risk protection
version, we aim to capture around 90% of positive equity market performance in
bull markets.

Enhancing Long-Term Returns

Investment outcomes over full market cycles are the result of how much is gained Cost-¢ffective tail risk bedging has the potential to
in good years multiplied by how much is lost in bad ones. A strategy that captures a enbance long-term compounded growth.

high degree of upside in positive years while significantly limiting losses during mar-

ket downturns has the potential to outperform a purely equity-based approach over

time. This can lead to higher returns - not because of taking on more risk, but by

reducing it. Our strategy seeks to achieve this by cost-effectively hedging against tail

risks, thereby enhancing long-term compounded growth potential.

Improved Predictability of Returns
Historically, protected equities have demonstrated greater return predictability com-

pared to pure equity investments. This is achieved through the strategy’s hedging
component, which not only reduces losses but also narrows the distribution of

6/8 Joh. Berenberg, Gossler & Co. KG « Berenberg Funds and Solutions - Insights



returns. By keeping returns close to their long-term average, the strategy reduces the
likelihood of extreme deviations resulting in a more consistent performance over

time.

Improved Diversification

Investors often diversify across multiple asset classes in the hope that correlations The strategy aims for effective diversification and
will prove favourable during drawdowns. However, asset correlations during draw- low correlations during market downturns.

downs usually depend on the underlying cause of the market downturn. In severe
market downturns, widespread sell-offs in risky assets often drive correlations higher
across securities and asset classes, diminishing the benefits of diversification precisely
when they are needed most. Instead of solely relying on diversification among dif-
ferent assets, our strategy uses options to limit downside risks, providing a safeguard
against losses through the put option overlay. This ensures favourable diversification
benefits and lower correlations during periods of market distress, precisely when
diversification is most valuable.

Conclusion

Protected equities can add value for long-term equity investors who focus on full
market cycles, as well as for investors with lower risk tolerances who might otherwise
not be able to allocate as much to equities. The strategy aims for attractive upside
participation in rising markets, while also offering substantial loss reduction during
drawdowns. Our strategy can cater for different levels of protection, making it suit-
able to a wide range of investors with varying risk tolerance profiles.

Opportunities and Risks

Opportunities

*  The strategy of equities combined with options enables participation in the up-
side potential of selected equity markets

*  The strategy has a focus on providing downside protection in falling markets

*  Solvency II investors can benefit from the reduction in capital requirements

*  The investor benefits from attractive risk-adjusted returns

*  The strategy can be customised to meet the individual needs of investors

Risks
*  The prices of the assets are subject to daily fluctuations and may also decrease
*  The performance depends on the general development of the capital market
*  The targeted reduction in solvency capital ratio requirements cannot be guar-
anteed
*  The reduction of the equity risk is partly financed by the purchase of call op-
tions. In strongly rising stock markets, the performance participation of the
strategy may be limited

7/8 Joh. Berenberg, Gossler & Co. KG « Berenberg Funds and Solutions - Insights



BERENBERG

PUBLISHER INFORMATION The following publications are

part of the series Berenberg Funds
o and Solutions:
PUBLISHER
Spotlight
Prof. Dr. Bernd Meyer, CFA | Chief Investment Strategist & Head of Multi Asset .
P Insights

Equities

AUTHOR

Fixed Income
Multi Asset
Multi Asset Solutions
Overlay
ESG
Philipp Loehrhoff | Portfolio Manager and Head of Multi Asset Solutions
Philipp is an expert in quantitative investment strategies and multi-asset solutions
with a particular focus on derivatives, equities and fixed income.
+44 20 3753 3074 | philipp.loehrhoff@berenberg.com

www.betenberg.de/en/

Manuel Hochsam, CFA | Portfolio Manager - Multi Asset Solutions

Manuel is an expert in quantitative investment strategies and multi-asset solutions
with a particular focus on derivatives, equities and fixed income.

+44 203 753 -3075 | manuel.hochsam@berenberg.com

IMPORTANT NOTICE

This document is a marketing communication for professional investors in the United Kingdom.

Investing involves risk. The value of an investment and the income from them may go down as well as up and you may not get back the
amount originally invested. Past performance is not a reliable indicator of future performance. This information is not, nor is it intended
to be, a personal recommendation, advice on investments or an offer or solicitation to buy or sell financial instruments or other invest-
ment or banking products. Nothing in this document is intended to constitute, or be relied upon as, financial, investment, legal or tax
advice. You should consult your own advisers on such matters as necessary. All reasonable care has been taken to ensute that the facts
stated in this document are accurate and that any forecasts, opinions and expectations are fair and reasonable. In preparing this document
we have only used information sources which we believe to be reliable. However, the information contained in this document has not
been independently verified and accordingly we do not watrant or represent that it is complete or accurate. No reliance should be placed
on the accuracy or completeness of the information. Please note the stated date of preparation. The information contained in this
document may become incorrect due to the passage of time and/or as a result of subsequent legal, political, economic or other
changes. We do not assume tesponsibility to indicate or update you of such changes and/or to prepare an updated document. We do
not assume liability for the realisation of any forecasts contained in this document or other statements on rates of return, capital gains
or other investment performance. By accepting this document and/or attending this document, you agree to be bound by the provisions
and the limitations set out in, or imposed by, this document and to keep permanently confidential the information contained in this
document or made available in connection with further enquiries to the extent such information is not made publicly available (otherwise
than through a breach by you of this provision). The distribution of this document in jurisdictions other than the United Kingdom may
be restricted by law and persons into whose possession it comes should inform themselves about, and observe, any such restrictions.
Any failure to comply with these testrictions may constitute a violation of laws of any such other jurisdiction. Nothing contained in this
Important Notice shall exclude or restrict any liability for which we are not permitted to exclude or restrict by the Financial Conduct
Authority, under the Financial Services and Markets Act 2000, or any other applicable regulatory authority or legislation. Berenberg is
deemed authorised and regulated by the Financial Conduct Authority (firm reference number 222782). The nature and extent of con-
sumer protections may differ from those for firms based in the UK. Details of the Temporary Permissions Regime, which allows EEA-
based firms to operate in the UK for a limited period while seeking full authotisation, ate available on the Financial Conduct Authority’s

website. For the explanation of used terms please visit our online glossary at http://www.berenberg.de/en/glossary Joh. Berenberg, Gossler & Co.

Copyright Joh. Berenberg, Gossler & Co. KG (the Bank) reserves all the rights in this document. No part of the document or its content KG

may be rewrtitten, copied, photocopied or duplicated in any form by any means ot redisttibuted without the Bank’s prior written consent. Neuer Jungfernstieg 20
© 2024 Joh. Berenberg, Gossler & Co. KG 20354 Hamburg

Date: 24.02.2025 www.berenberg.de/en/



