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Changing market environment requires new ways to diversify The following publications are part of the

series Berenberg Funds and Solutions:
In addition to the increased inflation (volatility) since the coronavirus pan-

demic, many structural trends have significantly changed the market struc- Spotlight

ture and behaviour. They favour ever greater upside and downside exaggera- » Insights

tions in stock markets, while fundamentals play an increasingly minor role. Equities

The primary objective of liquid alternative investments should no longer be Fixed Income

to generate a return, as this is available from bonds again. The primary ob- Multi Asset

jective should now be to diversify or hedge the portfolio - a feature that bonds Risk-focused solutions
no longer reliably provide. Options-based risk management, as implemented Sustainability

by the Berenberg Guardian Fund, is our favoured way to address this changed Consulting

market environment. With its three-pillar approach of carry, hedging and tac-

tical opportunities, the fund aims to mimic the payoff profile of a ‘staircase Within Insights we provide yon with a decper

function’: it seeks a negative correlation to falling stock markets and an un- understanding of our investment philosophy and

correlated return to rising stock matrkets. The Berenberg Guardian thus offers thinking.
reliable portfolio diversification and a valuable source of liquidity in times of
crisis.
Rising inflation (volatility) leads to volatile markets and worsens the diversi-
fication of traditional multi-asset portfolios
After the simultaneous decline in equities and bonds in 2022, many investors had
high hopes last year that the correlation between the two asset classes would return
to negative territory. The second half of 2023 impressively proved the opposite, as
the diversification effect of bonds diminishes in periods of high inflation (volatility)
(Fig. 1). In our view, inflation is also likely to be higher on average in the coming
years than in the last decade, with significant fluctuations.!
Fig. 1: High inflation (volatility) = lower diversification Fig. 2: Shorter monetary policy cycles = greater volatility
High inflation (volatility) historically leads to a higher correlation between equities and Shorter monetary policy cycles as a result of higher inflation volatility lead to more erratic
bonds, and therefore less diversification within multi-asset portfolios economic cycles and therefore greater stock market volatility
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1 See "What comes after the inflation hump? Implications for investors", Berenberg Markets Focus,
3 November 2022.
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Reasons for this include increasingly loose fiscal and monetary policy, longer-term
commodity supply constraints, the energy transition, deglobalisation and demo-
graphic trends that are likely to lead to increasing labour shortages.

The consequence of greater fluctuations in inflation is likely to be stronger and faster Inflation volatility is likely to remain high over
monetary policy cycles and, therefore, shorter, more pronounced and more erratic the next decade, which should be accompanied
business cycles. This environment would not be entirely dissimilar to that of the by shorter business cycles.

1960s and 1970s. The result would be greater planning uncertainty for companies,
which would weigh on their valuations as investors would rightly demand a higher
return for the risks taken. Ultimately, this should also lead to increased volatility
across asset classes. The experience of the 1970s suggests that the long-term poten-
tial for stock markets in such an environment is positive, albeit limited. However,
there were three bear markets and three bull markets of considerable magnitude in
those years. For active investors, there were clear return opportunities during this

period, while passive index investments would have lost value in real terms.

A major consequence of such an inflationary environment is a higher correlation Higher inflation leads to a higher correlation
between risky assets and safe havens, and a lower correlation between risky assets between equities and bonds.
such as equities and commodities.? The long-term relationship impressively shows

that the correlation between stocks and bonds increases with higher inflation. His-

torically, a positive correlation between equities and government bonds has almost

always been observed above a core inflation rate of three per cent. Bonds still make

sense in a portfolio context, also because of the higher carry, which should cushion

potential interest rate rises much better than in the zero-interest rate environment.

However, the developments described above change the role of bonds as a reliable

diversifier for equities in a portfolio, which in turn makes risk management more

demanding. Multi-asset portfolios that rely solely on equities and bonds will find it

more difficult to effectively reduce their volatility in this environment. Investors

should therefore seck diversification in assets that are negatively correlated with

stock markets, not only empirically but also by design.

Changed market environment impacts risk management

Many structural trends have significantly altered the market structure and behaviour Structural trends have changed the market
since the global financial crisis.> In our view, five developments stand out, alongside environment since the financial crisis.

the higher correlation between risk assets and safe government bonds: (1) the in-

crease in passive investing, (2) the growing dominance of derivative markets, (3) the

prevalence of pro-cyclical behaviour among many investors, particularly systematic

investment strategies, coupled with fewer anti-cyclical value investors, (4) the high

concentration of major stock indices such as the S&P 500 (Fig. 3), and (5) the exten-

sive share buyback programs.

These changes increasingly favour sharp movements and regular overreactions (Fig.
4) both upwards and downwards in the stock markets, while fundamental factors
play an ever-diminishing role. Accordingly, it is important for investors to be able to
act flexibly, recognize opportunities, and utilize degrees of freedom—both counter-
cyclically and beyond the benchmark. Due to these structural trends, investors
should not only focus on broad diversification but also invest in assets that are

2 See "Stronger synchronisation of equities and government bonds is also likely to shape the coming
years" Berenberg Markets Focus, 30 August 2021.

3 See "Attention risk - The vulnerability of the markets is increasing", Berenberg Markets Focus, 11 Oc-
tober 2018, " Passive investments change market structure and market behaviour”, Berenberg Markets
Focus, 5 May 2021, and "The new power of the options market", Berenberg Markets Focus, 6 September
2023.
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reliably negatively correlated, especially during market upheavals, to avoid significant
portfolio losses. What we mean by this is the construction of a true multi-asset port-
folio.

Effective diversification through option strategies

Effective diversification goes far beyond historical correlation metrices and focuses Reliable diversifiers are key in this new market
on fundamental return drivers. Many approaches that appear uncorrelated in normal environment.
times show strong tail correlations during market crises, thus providing no protec-

tion when it is needed most. This means that diversification is often disappointing

when it is most needed, as correlations between many assets increase during market

stress (e.g. covid shock). This type of correlation is particularly dangerous because

investors often misinterpret low correlations in normal times as evidence of efficient

diversification. True diversification proves its worth in falling markets by effectively

limiting losses. Investments that have favourable correlations only in bull markets

contribute little to the overall risk management of a portfolio. An effective way to

address these challenges is to use option strategies that benefit from falling markets

and rising volatility. Unlike strategies that may exhibit positive correlations in stress

scenarios, such strategies are structurally negatively correlated to falling markets.

Fig. 3: S&P 500 increasingly less diversified Fig. 4: Number of extreme movements increases
Share of the top 10 holdings in the S&P 500 market capitalisation, monthly data Kurtosis is a measure of the curvature of the distribution. A distribution with a high kurtosis
has "fat tails", i.e. high or low values (here weekly returns) occur more frequently
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A common criticism from investors regarding the use of put options in a portfolio A fixced hedging budget limits the negative
is the "negative carry," which diminishes portfolio returns in good times, similar to carry, a selection of cheap hedges enables a
a recurring insurance premium (Fig. 5). A fixed hedging budget spread across vatious greater convexity.

calendar months (e.g., 4% p.a.) not only allows the investor to know the costs of
their hedging strategy in advance but can also significantly limit the negative carry
during periods of high interest rates. To maintain some convexity, the focus should
be on selecting the most cost-effective hedges (highest level of protection given the
options budget). In particular, by combining fundamental analysis with quantitative
models, taking into account factors such as the macro environment, market posi-
tioning, liquidity and leverage, the most effective and cost-efficient options can be
selected, adjusted where necessary and ultimately monetised.

Such options-based risk management not only ensures a diversified portfolio but can Option-based risk management ensures a
also contribute to higher long-term wealth growth. Many real-world examples dis- diversified portfolio and can contribute to long-
prove the notion that high returns necessarily come with high risks. A portfolio ex- term growth of wealth.

periencing a 50 percent loss requires a 100 percent return to break even, while a 75
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percent loss necessitates a 300 percent return (Fig. 6). This disproportionate impact
of large losses reduces the capital base and consequently the compounding effect,
which is crucial for achieving decent long-term returns. Thus, investments with high
average returns can lead to lower long-term wealth growth due to their high risk, as
larger losses outweigh the benefits of higher average returns.

Portfolios with the highest long-term growth are often those with lower but more
consistent returns, achieved through strategic risk reduction. It is therefore im-
portant for long-term investors, such as institutional investors, to address the lack of
diversification between bonds and equities in their portfolios and to consider alter-
native solutions. Risk management through options is not just a defensive tactic, but
a fundamental diversification strategy to ensure long-term growth and stability.

Fig. 5: Systematic hedging strategies cost money in the long term Fig. 6: Losses outweigh gains
Backtest of systematic hedging strategies on the S&P 500. The options (strikes in % of spot) The performance required until full recovery increases exponentially with the loss, as the cap-
have a maturity of 1M and are held to maturity. jtal base is reduced.
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Berenberg Guardian as a reliable diversifier
In response to these challenges, we have launched the Berenberg Guardian Fund. The objective of the Berenberg Guardian is to
From the unpredictability of stock and bond markets to the growing demand for be negatively correlated with falling and
funds that can weather financial storms and capitalise on market dislocations, the uncorrelated with rising stock markets.

Berenberg Guardian aims to fill these gaps with an intelligent approach. The fund
combines discretionary and systematic decision making. The objective of the Beren-
berg Guardian is to be negatively correlated with falling stock markets and uncorre-
lated with rising stock markets, enabling the fund to generate positive returns with
low volatility and low drawdowns over rolling one-year periods. The Berenberg
Guardian thus offers reliable diversification as well as a source of liquidity in times
of crisis.

Our approach differs from other hedging strategies, which often incur high costs in
good times, by focusing on three pillars: (1) carry, (2) hedging and (3) tactical oppor-
tunities.

The Carry Pillar

The Carry Pillar is a carefully designed bond portfolio with a short duration, high
credit quality, and no currency risk. Up to 20 percent of this component is held as
cash. The bonds themselves consist of short-term government bonds, covered
bonds, and investment-grade corporate bonds with a maximum maturity of three
years. The bond portfolio is structured as a ladder with a duration of approximately
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one year. The Carry Pillar ensures a fundamental level of safety and stability while
also serving to finance the hedging budget of the Hedging Pillar.

The Hedging Pillar

The innovative hedging approach of the Berenberg Guardian differs both in its focus
and its investment process from many other hedging products. In the Berenberg
Guardian, we primarily focus on hedging moderate selloffs with a historically much
higher probability of occurrence. Additionally, while we heavily rely on quantitative
analysis, we ultimately make investment decisions discretionarily, considering factors
such as the macro environment, market positioning, and liquidity. To control the
costs of hedging, we employ a budgeted approach. Approximately 90 percent of the
budget is invested in liquid short-term index options, which hedge drawdowns of up
to ten percent. We select the most cost-effective hedging strategies depending on the
volatility environment with a comparably high probability of occurrence while main-
taining low path dependence. Our aim is to maximize the protection for the available
hedging budget. The remaining ten percent of the budget is opportunistically in-
vested in tail hedges whenever they are cheap and the market appears particularly
vulnerable.

The "Tactical Opportunities' Pillar

The Tactical Opportunities Pillar of the Guardian aims to provide additional returns
by exploiting market opportunities, dislocations and disruptions. This means invest-
ing in opportunities where we have a high conviction and see an asymmetric risk-
return profile, regardless of whether we are in a crisis or in a normal market environ-
ment. We allocate capital very selectively. If we do notidentify suitable opportunities,
this pillar may remain inactive. Patience, risk management, and the magnitude of
allocations are crucial for us. As in the hedging pillar, we only invest with a very clear
budget. Examples of tactical allocations include macro disruptions, market imbal-

ances, relative value trades, or seasonal patterns.

Fig. 7: Target payout profile of the Berenberg Guardian

Schematic representation of the innovative three-pillar concept
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Summary

The Berenberg Guardian stands out for its discretionary decisions within a cleatly
defined framework, based on a unique blend of fundamental and macroeconomic
analysis on one hand and quantitative analysis on the other. The fund offers reliable
portfolio diversification with its negative correlation to falling stock markets and
serves as a valuable source of liquidity in times of crisis. The innovative three-pillar
approach enables the fund to benefit from both macroeconomic distuptions and
market inefficiencies.
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IMPORTANT NOTICE

This information 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
(WpHG). As a marketing communication this document does not meet all legal requirements to warrant the objectivity of
investment tecommendations 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 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 distributed within
the framework of applicable law and in particular not to citizens of the USA or persons resident in the USA. The statements
made hetein have not been audited by any external party, particulatly not by an independent auditing firm. Any future returns
on fund investments may be subject to taxation, which depends on the personal situation of the investor and may change in the
future. Returns on investments in foreign currencies may increase or decrease due to currency fluctuations. The purchase, hold-
ing, conversion or sale of a financial instrument, as well as the use or termination of an investment service, may give fise to costs
that affect the expected income. In the case of investment funds, you should always make an investment decision on the basis
of the sales documents (key investor document, presentation of past performance, 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 opportunities and risks of this financial instrument, otherwise at least on
the basis of the product information document. An investment decision should be based on all characteristics of the fund and
not just on the sustainability-related aspects . 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 secutities 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. A fund investment involves the purchase of shares in an investment fund, but not a specific underlying asset (e.g. shates
in a company) held by that fund. The statements contained in this document are based ecither on own company sources or on
publicly accessible third-party sources, and reflect the status of information as of the date of preparation of the presentation
stated below. Subsequent changes cannot be taken into account in this document. 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. For important disclosures and information on index- and market
data, see https://www.berenberg.de/en/legal-notice/license-notice/. Past performance, simulations and forecasts are not a re-

liable indicator of future performance. Please refer to the online glossary at www.berenberg.de/glossar for definitions of the

technical terms used in this document. For investors in Switzerland: The fund‘s domicile is Germany. The fund is qualified for Joh. Berenberg, Gossler & Co. KG
distribution to non-qualified investors in Switzerland. The paying agent in Switzerland is Tellco AG, Bahnhofstrasse 4, CH-6430 Neuer Jungfernstieg 20

Schwyz and the representative is 1741 Fund Solutions AG, Burggraben 16, 9000 St. Gallen, Switzetland. The prospectus includ- 20354 Hamburg

ing the general and specific terms, the key investor information document (KIID) as well as the annual and semi-annual report Telephone +49 40 350 60-0

of the fund may be obtained free of charge and in German language from the aforementioned representative (Phone +41 58 Telefax +49 40 350 60-900

458 48 00). For shares distributed in or from Switzetland place of execution and jurisdiction is at the representative‘s registered www.berenberg.de/en/

office. Date 11.03.2024 MultiAssetStrategyResearch@berenberg.de
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