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Dear Readers,

We are at war in Europe. Inflation is deval-
uing purchasing power at a breath-taking
pace on both sides of the Atlantic. The US
Federal Reserve is panting after this devel-
opment and is in the process of turning the
monetary policy rudder to a more restrictive
policy. US dollar interest rates are skyrock-
eting and, as is so often the case, Europe
lies in the wake of developments from the
United States. In addition, the US dollar
yield curve, which has been inverted at
times, paints a sceptical picture for future
economic development. The general mood

on the capital market is accompanied by

w

the justified concern that the advantages of
economic globalisation of the past decades
cannot be continued in this way. The whole
thing sounds like fuel for a tangible stock
market crash.

But against this backdrop, why have global
stock markets surged with volatility since

the Russian invasion of Ukraine?

The answer is as complex as the risks
described. One attempted explanation is
hope, and this coincides with our basic

assumption that the terrible war will not



spread beyond Ukraine’s borders. This
assumption is of course subject to very
high uncertainties and must be put to the
test every day. While too high inflation and
rising interest rates are not exactly a Gold-
ilocks scenario for the stock markets, they
are not necessarily an omen for negative
share prices. For some market segments,
such as financials and commodity stocks,
this is even a positive environment. The
inversion of the yield curve may be a reli-
able indicator of a recession in the future,
but it is far from being a reliable indicator
of the immediate development of the stock
markets. An important prerequisite for
robust equity markets in this environment is
continued economic growth that companies

can translate into earnings growth.

In our main scenatio, we assume this and
still expect solid 3%-4% global economic
growth this year. We base this outlook in
particular on the booming US labour market

and the related US consumption.

The still stable economic situation does not
help the bond market much. It has been
ruthlessly exposed to the headwind of

sharply rising interest rates and has suffered
massive price losses. The relevant question
is to what extent the new restrictive mon-
etary policy is priced in. Currently, even
seven further Fed interest rate steps in 2022
would no longer be a surprise for the bond

market.

The commodity market has a special role
to play in the overall context, as it has a
noticeable influence as a cross-cutting issue
in production and directly on consumers.
The price fluctuations were extreme. In the

case of the oil price, however, it can be said

that the initial price jump has not continued.

The further development on the commod-
ity market is of course closely linked to the
further course of the war in Ukraine and
here we can only hope that a quick end will
be found to the brutal war.

As always, I wish you the necessary confi-

dence in these times.

With best regards,

Maximilian Hefele

Head of Asset Management
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HEAD OF ASSET MANAGEMENT

Maximilian Hefele is Head of Asset Management at Bergos since 2003. He is responsible for all
discretionary investments solutions offered by the bank. He is Managing Director, Deputy Chief
Investment Officer and member of the Bank’s Investment Committee.
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TILL CHRISTIAN BUDELMANN
CHIEF INVESTMENT OFFICER

As Bergos” Chief Investment Officer, Till Christian Budelmann regularly comments on
events in the international capital markets and examines them in the context of economic
and political trends. In close coordination with the responsible asset class heads, he and the
CIO Office define the base case scenario, which provides the foundation for the work within

the asset class teams. Budelmann is member of the bank’s executive board and heads the
investment committee.
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BASE CASE SCENARIO GDP ESTIMATES

BY TILL C. BUDELMANN, CHIEF INVESTMENT OFFICER

The global economy managed to offset the 2020 GDP decline last year (+5.7% in 2021 after -3.1% EUROZONE
in 2020). Currently, the risk factors described below obviously dominate the headlines. Nevertheless, (Co ﬁ
we still expect global economic growth between +3% and +4% for the full calendar year 2022 k
(previously: +4.2%).
GERMANY
Covid measures have a fading impact on the overall economic output. While some countries are
lifting their restrictions almost completely, few restrictions in the euro zone must still be expected for
some time. The start of warmer seasons in the northern hemisphere should additionally support the
return to normality, even if Covid and the risk of renewed restrictions will continue to accompany us.
China’s “zero-Covid policy” and the resulting local lockdowns remain a risk. SWITZERLAND

With a first rate hike of 25 basis points in March, the Fed finally initiated the interest-rate turnaround.
The median of the FOMC members expect an interest rate level of 1.75-2.0% at the end of the

year, which is already considered too low by markets. Futures markets are already pricing in a level of
around 2.5% for the end of the year. At the upcoming Fed meeting in early May, a further hike of 50
basis points is expected and a reduction of the existing bond portfolios is also likely to be decided.
With the Russian invasion of Ukraine, the ECB is facing increased inflationary pressure. Therefore,
the ECB intends to end its bond purchases as early as the third quarter of this year, provided the
medium-term inflation outlook does not weaken. An increase in key interest rates is only expected for UNITED STATES

after the end of net purchases. Nevertheless, a first interest rate hike by year-end seems possible. (Cons. +3.5%)
(Cons. +2.3%)

GREAT BRITAIN

The Biden administration will not be able to introduce any groundbreaking packages until the

November midterms due to the tight distribution of seats in Congress and disunity within the

Democratic caucus in the Senate. Biden’s approval rating remains under pressure and Republicans are CHINA

expected to gain further ground through the midterm elections. For the French presidential election,

we expect President Macron to have the upper hand in the second round of voting on April 24.

Geopolitically, we are currently obviously concerned about the full-scale military escalation between

the Ukraine and Russia. Even in light of the latest developments, our basic assumption remains for JAPAN

—~

the time being that Russia will shy away from directly attacking a NATO member state and thus (Cons. +2.4 %
S. +1.7 ¢

triggering the alliance case. In China, uncertainties continue to predominate, especially with regard to
increasing regulation and Taiwan.
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ECONOMIC DEVELOPMENT AND MARKETS OVERSHADOWED BY THE WAR

BY DR. HOLGER SCHMIEDING

Putin’s brutal invasion of Ukraine is chang-
ing the face of Europe. The biggest loser,
apart from the people in Ukraine, is likely to
be Russia. In the long term, an increasingly
isolated Russia will lose its wealth and no
longer be able to afford its sizeable military
and imperial ambitions or its sprawling state
apparatus as a means of oppressing its own
people. For other parts of Europe, the dam-
age will be limited to a temporary setback
for economic development followed by an
equally temporary rise in inflation. However,
people living in the world’s poorer countries
will be hit hard. Unlike their rich European
counterparts, they will not be able to pay the
higher energy and food prices in the coming
months. It is one of the foremost tasks of
international economic policy to limit the
impact of these shockwaves.

Consequences for the economy

The Russian invasion of Ukraine and the re-
sulting increase in energy, food and key met-
al prices have stalled the European economy
for the short term. The price shock as well
as new supply bottlenecks will halt economic
development and drive inflation further in
the coming months, potentially to over 7 %
in the near term. We now anticipate that in-
flation will amount to 6.1 % in the eurozone
over the whole of 2022. In 2023, inflation is
expected to taper off at around 2.5 %, with
energy and food prices to fall back margin-
ally.

For the next few months, Europe is at risk
of stagflation. The positive impetus from
the measures taken to mitigate the impact of



the coronavirus pandemic and now drawing
to a close are initially expected to be swal-
lowed up by the shockwaves from Russia.
This is why we have lowered our 2022
growth forecasts by 1.1 % points to 3.2 %
for the eurozone as a whole, by 1.0 % point
to 2.8 % for Germany and by 0.8 % points
to 4.0 % for the UK. By contrast, the dam-
age in the US will be very limited. Although
fuel and food prices will also rise there, the
US does not need to import expensive nat-
ural gas. Furthermore, increased investment
in oil and gas extraction from fracking will
compensate for part of the losses from the
growth in private consumption. As a result,
we have lowered our 2022 growth forecast
for the US by just 0.4 % points to 3.5 %.

Our forecasts are based on the assumption
that the current exceptionally high level of
uncertainty will gradually ebb away from
May. Presumably, neither side will be able to
afford to sustain the level of warfare we are
currently observing over a longer period.

If the situation were to be at least partially
resolved — and provided that energy prices
have peaked by then — the European econo-
my could regain stability from May or June.
We are also expecting tourists to return to
the shores of the Mediterranean in the sum-
mer. Last year, there were only about half as
many tourists on holiday there as before the
pandemic, so a normal tourist season could
make a significant contribution to growth,
for southern Europe in particular.

While the sharp rise in energy and food
prices is eating away at consumer purchasing
power, most consumers saved considerably
more money than normal throughout the
pandemic. In the eurozone, these addition-
al savings in excess of customary savings
levels correspond to somewhere in the
region of 13 % of an average consumer’s
normal annual spend. Even after deduct-
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ing the higher energy and food costs, most
consumers are still better off financially
than before the pandemic. Once they have
weathered the initial shock caused by Putin’s
brutal invasion and general price increases,
consumers are expected to start spending
more money again. Companies, too, want
to invest more in expanding their capacities
and restructuring their supply chains to be
more crisis-resistant in order to manage
their full order books. Last but not least,
additional state spending on defence and

a move away from fossil fuels from Russia
will contribute to demand.

Provided the conflict does not escalate
even further (bearing in mind that even the
Soviet Union did not dare enter into a direct
military conflict with NATO states) and the
situation gradually improves from May, the
European economy could then return to a
powerful expansion trajectory. Alongside
pent-up demand, low unemployment in the
eurozone that is continuing to fall suggests
a period of robust consumer spending. In
view of the catch-up effects expected after
the current ctisis, we have raised our GDP
forecasts for the eurozone, Germany and
the UK by 0.3 % points each for 2023.

Our forecasts are based on an expected

oil price of USD 90 per barrel for Brent

oil from the beginning of 2023. If the oil
price continues to rise and settles at around
USD 150, however, we would have to raise
our inflation forecasts further, for example
from 5 % for the end of 2022 to almost

7 % for Germany and the eurozone. Any
sudden decision by Europe to immediate-
ly stop buying all of its natural gas from
Russia would likely have a similar effect. In
risk scenarios such as this one, the economy
would also be severely adversely impacted
well into 2023. If this happens, it is possible
that we may even see an appreciable reces-

sion in the short term. Whether it makes
sense to pay this price in order to hit the
Russian economy faster and harder is ulti-
mately a political decision.

Long-term consequences for the
European economy

As long as energy prices do not continue to
spiral upwards, inflation will also even out
again. Even if Russia is no longer used as a
major supplier of oil, gas and coal, the mar-
kets will regain a new equilibrium through
energy-saving measures by consumers and
an increased offering from other countries,
for example from intensified fracking in the
US. This will return inflation to normal lev-
els, probably in the region of just over 2 %.

Nevertheless, the impact of Putin’s war in
Ukraine is likely to be long-lasting. Europe
will forge ahead with its transition in en-
ergy policy to ensure that it does not find
itself in such a vulnerable situation again in
the future. Although it will be necessary to
use more coal and — outside of Germany
— more nuclear energy in a first step, re-
newable energies — and hydrogen as a clean
energy store — will likely play a more and
more important role.

On the one hand, additional spending on
defence and the transition in energy policy
will create demand. On the other, however,
they will also tie up resources, for example a
scarcity in workforce, who could otherwise
be employed elsewhere. This could slow
trend growth somewhat. Nevertheless, this
effect could be offset for the most part if
the accelerated energy turnaround in this
sector were to prompt a surge in innovation
and Furope were to manage to sell its ener-
gy-saving technologies to the global market
at a profit.
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DR. HOLGER SCHMIEDING
CHIEF ECONOMIST, BERENBERG

Since 2010 Chief Economist of Berenberg Hamburgand one of the best-known German bank
economists. He has received several awards for his forecasts and analyses. In 2016, for example,
he was named forecaster of the year by the Stiddeutsche Zeitung and in 2015 he was voted best
banking economist for Europe for the third time in a row by more than 16,000 international
financial experts in the renowned Extel Surveys. He has worked at the Kiel Institute for the
World Economy and the International Monetary Fund, among others, and served as Chief
Economist Europe for Bank of America Merrill Lynch.

16



(&

)i Sazas

B E R G O S

CENTRAL BANKS

CENTRAL-BANK POLICY IN TIME OF WAR

BY MICHAEL AMBROS
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Persistent inflationary pressure

While central banks on both sides of the
Atlantic were guided by the assessment of
transitory inflation for much of last year, by
the end of the last quarter disillusionment
had set in. Contrary to initial expectations,
inflation continues to be dynamic and keeps
reaching new highs.

In February, the headline inflation rates of
7.9% in the United States and 5.9% in the
Eurozone exceeded its target of 2% by a
considerable margin and with no relief in
sight for the time being.

Although the first signs of a weakening of
pandemic-related price drivers could be
observed, the Russian invasion of Ukraine

again intensified inflationary pressure con-
siderably. The renewed surge in the cost of
energy, raw materials and certain foodstuffs
as a result of the war is likely to be reflected
in the overall inflation rate and keep it at a
high level for some time even after a settle-
ment of the conflict.

Furthermore, it can be assumed that the
value and supply chains, which were al-
ready impaired by the pandemic, will not
be restored as quickly as expected. The
Russian war and the sanctions imposed as
a result are placing a considerable burden
on value creation based on the division of
labour. China’s ongoing zero-Covid strategy,
under which selective curfews are still to
be expected, is also not helping to mitigate
logistical uncertainties.



With regard to the mandate of price stabil-
ity, the outlined inflation outlook accord-
ingly poses a considerable challenge for the
respective central banks.

ECB: Normalisation under the
impression of war

The European Central Bank is facing calls
for tighter monetary policy to combat run-
away inflation. However, the main drivers
of inflation are largely beyond the control
of the central bank, whose instruments
primarily influence the demand side of the
economy. Through higher key interest rates
and correspondingly higher financing costs,
it can in principle reduce aggregate demand
and thus influence the price level. However,
the central bank is unable to deal with the
explosion in commodity and food prices
resulting from the Russian war.

Moreover, Burope’s particularly pronounced
energy dependence on Russia poses signif-
icant risks for European inflation and the
economy, especially in case of a potential
energy embargo,which has already been
hinted at as a possible option by both the
European and Russian sides. At the same
time, the European economy is already con-
siderably burdened by the Russian war on
its own external border and the sanctions
imposed as a result, so that a more restric-
tive monetary policy would further weaken
the European economy.

Against this background, the ECB’s hands

seem to be tied for the time being. Accord-
ingly, the recent decision to leave key inter-
est rates unchanged is well comprehensible.

Nevertheless, the ECB is aware of the
fundamental necessity of normalising
monetary policy in order to keep general
inflation expectations in check; especially

Do

since structural factors are likely to maintain
inflationary pressure elevated even after the
current supply shock has faded. Both the
energy transition envisaged by the Europe-
an Union and the pandemic/conflict-related
deglobalisation trend to reduce international
dependencies are likely to affect the general
price level as well as future wage growth. In
the ECB’s view, this conjuncture must now
be accounted for. Accordingly, the ECB
intends to end its bond purchases as eatly
as the third quarter of this year, provided
the medium-term inflation outlook does not
weaken. An increase in key interest rates is
only envisaged after the end of net purchas-
es. Even so, a first interest rate step already
by year-end seems conceivable.

Fed: Fighting inflation

In contrast to Europe, the United States is
much less affected by the Russian invasion
of Ukraine, as economic relations with the
warring parties are insignificant and there is
no direct dependence on energy. Neverthe-
less, the US Federal Reserve was compelled
to take decisive action due to still rampant
inflation. In particular, the tight labour
market - the Fed chair even spoke of an
unhealthy level - is spurring wage growth
and fuelling fears that future inflation ex-
pectations could also rise in turn. However,
a wage-price spiral is to be prevented by all
means.

Against this backdrop, the Fed raised its key
interest rate at its last meeting in March by
25 basis points to the level of 0.25-0.5%. A
further hike of 50 basis points at the next
meeting in May is also considered extremely
likely. Overall, the median of the members
of the Federal Open Market Committee
considers a key interest rate of 1.75-2.0%
to be appropriate by the end of the year,
which is, however, considered too low by

the futures markets. They are already pricing
in roughly 2.5% at year-end. The latest
economic forecasts also tend to point to the
very spectrum of 2.0-2.5%.

What levels the key interest rate will ulti-
mately reach by the end of the year, and

at what time or to which extent the Fed

will carry out further rate hikes, ultimately
depends on the economic development and
remains to be assessed on an ongoing basis.
While the Fed would like to avoid an overly
restrictive interest-rate policy with detrimen-
tal implications to the economy, it must act
decisively enough to counteract the prevail-
ing inflationary pressure.

In this context, it can be assumed that the
Fed is likely to send a strong signal to curb
inflation as early as possible in order to keep
inflation expectations in check. In combina-
tion with a reduction of the existing bond
portfolio, which should already be resolved
at the coming meeting, and assuming a
future easing of the supply bottlenecks, the
risks of an overly restrictive interest-rate
policy could be significantly mitigated. At
the same time, the Fed could create some
room for manoeuvre in interest-rate policy
towards year-end without having to chase
the inflation trend.

Allin all, a significant tightening of mone-
tary policy is to be expected in the coming
months, although the Fed is still likely to
be guided by a certain degree of caution in
implementing the measures with a view to
the markets.
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After international stages in Russia and India, Michael Ambros joined Bergos as a portfolio
manager in 2015. Above all, he covers fixed income where he contributes to shaping both the

top-down as well as the bottom-up strategy. As member of the bank’s Investment Committee
his particular focus is on central-bank policy.
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RISING INFLATION AND THE RUSSIA-UKRAINE WAR PROVIDE A CHALLENGING
ENVIRONMENT FOR EQUITY MARKETS

BY FREDERIK CARSTENSEN

We already predicted in our last outlook that
2022 would not be an easy year for inves-
tors. And indeed, global equity markets had
an extremely challenging start to the year.
After the S&P 500 was still able to post a
new record high on the first trading day in
January, US growth companies in particular
came under increased pressure as a result of
the rapid and sharp rise in real interest rates.
The US equity market corrected by more
than ten percent from its high, whereas Fu-
ropean and emerging market equities initially
showed some significant relative strength.
From the end of February, however, mar-

kets focused on the Russia-Ukraine war and
European equities suffered due to their geo-
graphical proximity, while the US showed its
usual resilience. And from the second half
of March onwards, an exceptionally strong
market rebound was observed, again led by
the US. Measured against the global MSCI
World Index in EUR and including divi-
dends, a loss of 3.1% was recorded at the
end of the first quarter of 2022. Regionally,
US equities slightly outperformed European
and emerging market equities on balance in
the first three months.



FIGURE 1:

DEVELOPMENT OF INTERNATIONAL EQUITY MARKETS IN 2021/2022
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Uncertainties likely to persist for the
time being

The Russia-Ukraine war and the associated
uncertainties are likely to continue to weigh
on markets for the time being and will
dampen growth expectations in the short
term. The first economic effects are already
being felt and, in some cases, we had to
make significant downward revisions to our
GDP estimates — particularly for Europe. At
the same time, the prolonged inflation and
the central banks’ response to it are causing
increased uncertainty among market partici-
pants. However, investors’ concerns seem to
be more on central banks than on a slow-
down in growth at the moment.

26

Having said this, the start of Fed tightening
should not be seen as negative for equities,
at least not in the beginning. After some
initial volatility, equities have historically
reached for new all-time highs as the Fed
continues its rate hike cycle. Even an invert-
ed yield curve does not necessarily indicate
an impending recession or falling stock
prices. A look at history shows that rising
markets are quite possible even after the
point of inversion.

Pessimism prevails, outflows mainly
in Europe

With the outbreak of war in the Ukraine,
many market participants have temporarily

become somewhat more cautious. Europe,
in particular, experienced larger outflows

in the first quarter due to its geographical
proximity. The fact that equity markets were
nevertheless able rise in the second half

of March, is mainly owed to the increase

in risk appetite from extremely pessimistic
levels. As so often, the negative sentiment
has proven to be a positive contrarian signal.
Also supportive for equities is the fact that
investor positioning continues to be low.

As volatility declines, we expect systematic
strategies to ramp up their equity exposure.

Until this happens, however, short-term
risks such as the upcoming presidential
election in France need to resolve positive-
ly. Here, the risk of a right-wing populist
candidate coming to power is limited, but
certainly possible. In our base case scenario,
we expect Emmanuel Macron to be re-elect-
ed on April 24. At least in terms of Covid,
the uncertainties and economic burdens in
the developed world are increasingly easing,
And the risk of China invading Taiwan also
appears lower than before following the
West’s unified response in the
Russia-Ukraine war.

Rising corporate earnings have a
supporting effect

Based on the fundamentals, we are still
constructive for equities. The price earnings
(PE) ratio of the S&P 500, which refers to
the expected earnings over the next twelve
months, is currently around 20 and thus
lower than at the beginning of the year. At
the same time, analyst consensus expects
global earnings to grow in the high single
digits this year. While the US is only affect-
ed to a limited extent by the current events
in Europe, corporate earnings in the euro
zone are likely to face greater uncertainty.
Here, adjustments can be expected in the

coming weeks as the economic effects of
the war become clearer.

Neutral equity allocation, US and Japanese
equities preferred

Due to the current risks described above,
our view on equities remains neutral overall
at this point in time. Especially after the
recent strong recovery, we see the upside
potential as limited in the short term.
Regionally, we continue to see the greatest
upside potential in the US and therefore
remain overweight. Here, we are particularly
encouraged by the higher expected earnings
growth. We remain neutral on European
equities and less constructive on emerging
markets. Especially, China’s “zero-Covid
policy” regarding the omicron variant is
weighing on the region. In Japan, we are ob-
serving encouraging developments in terms
of Covid and, above all, with regard to cor-
porate profits. We expect this trend to con-
tinue and therefore continue to overweight
Japan. Also, the expected rise in interest
rates in the US is likely to benefit Japanese
equities with their cyclical bias. Essentially,
we continue to argue for a more interna-
tional strategic orientation in a multi-asset
portfolio (for example, a so-called structural
“home bias” from a EUR point of view
should be avoided).

From a sector perspective, we prefer struc-
tural winners in the US, including com-
munications service providers. We are also
positive on selected cyclical stocks such

as European industrial and basic materials
companies. So-called bond proxies in the
sectors of real estate, utilities and consum-
er staples will remain underweighted on
balance.



A lot of movement below the surface,
diversification more important than ever

At the beginning of the year, we already
emphasized that active management, which
steers capital into the right regions, sectors
and sub-segments, is gaining in impor-
tance this year. And indeed, we saw a lot
of movement below the surface in the first
quarter. Sharply rising real yields led to one
of the strongest rotations ever measured in
equities, out of growth and quality stocks
and into value. Commodity prices almost
exploded in the first quarter, boosting the
energy sector in particular as a classic value
sectof.

FIGURE 2:
STYLE DEVELOPMENT IN 2021/2022
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Generally, it is expected to continue to be a
stylistically challenging year with changing
style or sector outperformance and many
rotations. Having said that, a broadly diver-
sified portfolio seems more important than
ever as the year progresses. While we con-
tinue to see potential for cyclical stocks in
times of rising bond yields, with a potential
peak in inflation, opportunities for quality
growth stocks are likely to re-emerge.
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Frederik Carstensen joined Bergos in 2015 as a portfolio manager and has since been
responsible for various equity funds and mandates. As a member of the Investment

Comumittee, he leads the top-down equity strategy and regularly comments on events in the
international equity markets.
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INFLATION AND INVASION

BY RENE

BOLHAR

The two determining events or develop-
ments of the past quarter couldn’t be more
different in their impact on the general
direction of fixed income markets. While
the widely anticipated change in monetary
policy by the US Fed in general was already
expected to have a notable impact on the
level and shape of the yield curve in form
of rising rates, Russia’s war in Ukraine
would rather be expected to foster a strong
risk-off sentiment, eventually leading to
again lower yields across the curve. Though
the situation remains to be evolving, the
invasion so far even increased the pressure

(S8

(O8]

on central banks to tackle the presumably
uncontrolled price increases for energy and
commodities in general. In addition, due

to the high contribution by Ukraine to the
world market, the prices for agricultural
commodities like grain saw a significant rise
as well, adding more pressure to the overall
situation.

Already before the long anticipated first
rate-hike by the US Fed in March, yields
began to rise significantly. The development
was most pronounced in the very short end
of the curve which makes sense given the



strong relationship between the level of ex-
pansion/contraction of monetary measures
and refinancing rates. To put the develop-
ment in perspective: while the floating rate
reference benchmark US Dollar 3 month
LIBOR (“London Interbank Offered Rate”)
started the year at around 22 basis points, it
ended the first quarter of the year shy off
1%.

The US treasury yield curve with fixed cou-
pon reference exposes a similar rise on the
6-month sovereign paper, 123 basis points
on one-year maturities and even around 160
basis points on maturities of two and three
years. Apparently, there was almost no place
to hide from rising yields even within a low
duration positioning,

Although interest rates continued to rise
even in maturities beyond 20 years, the
extent was much smaller at just 55 to 70

Q12022 COMPARISON US DOLLAR YIELD CURVE
31ST DEC 2021; 23RD FEB 2022; 31ST MAR 2022
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basis points. As a result, the steepness of
the yield curve began to flatten for larger
and larger parts of the curve and eventu-
ally even inverted - a possible harbinger of
worse times to come. As in the past, the
prognostic significance of an inversion is
hotly debated, but this time at a time when
the general growth outlook is also increas-
ingly being called into question.

The situation on this side of the Atlantic is
similar, albeit with certain differences. While
some factors, such as persistent inflationary
pressures, have an equal impact on markets,
others have a more damaging or detrimental
effect, so the ECB continues to take 2 more
cautious stance. Inflationary pressures may
not yet be as strong as in the US, but the
high dependence on Russian energy imports
may well cause disruptions. The fact that the
European yield curves do not yet show any
signs of flattening is probably essentially

3 months 5years 10 years 15 years 20 years 25 years 30 years

UST 31.12.2021 UST 23.02.2022 UST 31.03.2022

SOURCE: BLOOMBERG, OWN ILLUSTRATION

related to the fact that European monetary
policy lags behind US monetary policy by at
least 12 months.

At the same time - and this was a direct
consequence of the war in Ukraine - risk
sentiment deteriorated significantly during
the reporting period. Lower demand, fueled
primarily by investors’ cautious stance, com-
bined with increased new issuance activity
across the board, led to a significant widen-
ing of credit spreads. Existing cash on the
part of investors was sufficient to become
active in the primary market, so fortunately
there was little selling pressure on existing
debt instruments.

Towards the end of the quarter, risk premi-
ums stabilized. The return to lower spread
levels was supported by the still favorable
rating trend for US issuers, where the num-
ber of upgrades exceeded the number of

downgrades in the first quarter. The picture
in Western Europe is slightly negative, main-
ly due to the stronger linkages of European
companies with Fastern European coun-
tries.

Are last year’s recommendations still the
top picks for the coming months?

In an economically favorable environment,
risky investments in the fixed-income seg-
ment are also likely to meet with increased
demand. The changed situation around
Russia and Ukraine apparently led to nota-
ble spread widening on a quarter to quarter
comparison. Together with the increase in
benchmark rates mentioned earlier, yields
on fixed income investments appear more
favorable again.

The development of valuations will hence
depend on three questions:

QUARTERLY RATING UPGRADES TO DOWNGRADES RATIO
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How will the situation in Ukraine develop,
will there be a de-escalation or a spread to
other countries and regions? At this stage,
complementary sanctions seem to be in the

pipeline.

Will the level of tightening expected by
market participants be enough, or will cen-
tral banks surprisingly do even more than
already expected? Markets do not like un-
certainty, so overshooting is likely to cause
market stress.

How will companies cope with rising price
pressures, tighter refinancing conditions and
subdued demand? The ability to pass on
price increases to customers and refinance
debt is critical to maintaining fundamental
stability.

Down
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Our focus remains on risk management and
loss avoidance. In view of generally rising
yields, short duration positioning is at least
advisable. Floating rate investments offer
the advantage of participating in further
interest rate increases. A look at the histor-
ical data shows that reference interest rates
such as the US Dollar LIBOR have moved
close to the base rate in the past cycles. This
means that with each additional rate hike,
the reference rate also rises - and so does
the current yield on the securities held. Of
course, the yield on floating-rate bonds re-
acts to a widening of risk premiums just like
that on normal fixed-coupon bonds.

At present, average spreads on fixed-income
securities can be said to be more attractive
again, given the widening of recent weeks.

A further deterioration in global growth,
triggered by one of the factors mentioned,
is likely to increase the pressure on credit
spreads, as is a sharp rise in net new issu-
ance.

On the other hand, lower quality assets in
particular now offer an attractive yield again.
Looking, for example, at issuers from the
emerging-markets or the high-yield segment,
current yields represent an appealing op-
portunistic admixture in any well-diversified
bond portfolio. It must be added that both
segments are very heterogeneous in na-

ture. The ability to identify companies that
benefit from the current situation makes

the difference in achieving a stable positive
contribution within the strategy.

Generally, we prefer a combination of
floating rate exposure at the very short end
of the yield curve with longer-term bonds,
or high-quality assets with more opportunis-
tic lower quality areas. This approach has a
better risk and return profile than selectively
focusing on a specific medium duration or
medium to low quality. However, caution is
advised: Securities with a long duration pro-
file and low quality do not offer sufficient
return potential to compensate for associat-
ed risks. The same applies to combining the
highest quality assets with a short duration
profile.

With all the uncertainty weighing on the
markets, the coming quarter will likely
require an active and flexible approach to in-
vesting, 2022 will certainly be a challenging
year for fixed-income investments. Actively
dealing with emerging uncertainties and
periods of weakness and responding quick-
ly and decisively will help to successfully
manage the coming months of heightened
uncertainty and volatility.
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BY SOUMAILA TEKETE

Alternative Credit & Private Debt

Corporate financing through private and
alternative channels allows for higher
returns than the traditional bond market
Many of these products offer protection
against inflation and interest rate risk
through floating rate

The asset class represents an attractive
alternative and complement to traditio-
nal bond portfolios

Accordingly, it should gain more mar-
ket share and importance in corporate
finance markets
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Given the situation in the bond and inter-
est rate markets, alternative forms of debt
investment are likely to continue to gain in
importance in 2022. While the traditional,
liquid market for government bonds and
corporate bonds offers only very low yield
potential and is likely to face some challeng-
es through the upcoming interest rate hikes,
alternative parts of the debt investment
market, some of which are even less crowd-
ed, offer significantly more opportunities
and more attractive starting conditions.

The choice of strategies and products

in this alternative financing area are very
numerous and diverse. There is a multitude



of investment and possible forms. Howev-
er, as different as these individual forms of
investment may be, they often have some
things in common - they are mostly debt
investments that offer a significant yield
premium over comparable credit risks in
the liquid part of the bond market. In direct
comparison to conventional bond invest-
ments, alternative credit & private debt
investments thus have reduced liquidity and
tradability - in return, however, the investor
can achieve significantly higher returns.
Another positive feature, in addition to the
higher yield, is the low interest rate sensi-
tivity of these investments. Many of the
underlying loans and credits have a variable
interest component - the current interest in-
come is thus adjusted to the prevailing inter-
est rate level. Unlike conventional corporate
bonds, which can be very sensitive to rising
interest rates due to their duration, they are
therefore almost entirely protected from
direct interest rate risks. This is a feature we
value in view of the expected interest rate
hikes.

Private financing channels are largely chosen
by small and medium-sized companies as
mean of financing, as a traditional bond
issue accompanied by rating agencies would
be too complex or too large. Accordingly,
private debt products closely approximate
the credit risk of high yield or unrated cor-
porate bonds. However, compared to their
liquid counterparts, private & alternative
loans usually have an advantage in terms of
seniority. For example, senior secured loans
have precedence within the capital structure.
This means that in the event of a company’s
insolvency, they are serviced first and thus

42

come before the payment claims of bond
investors. This is a feature that has proven
advantageous in the past and we consider it
valuable in view of rising financing costs.
The volume of these segments has grown
steadily in recent years - accordingly, their
share should continue to gain importance in
well-diversified portfolios. However, despite
the many advantages and opportunities

of this asset class, one should be selective
when investing, as information asymmetries
are much higher and liquidity much low-

er in private markets than in public bond
markets. At the same time however, active
and highly specialized managers with the
appropriate network, sourcing and anal-
ysis capabilities have more opportunities

to develop an information advantage and
translate it into performance. Therefore, in
our opinion, thorough analysis and manager
selection play an essential role in the suc-
cessful implementation of a strategy in this
market segment.
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Under the spell of war and inflation

In the first quarter, two topics dominated
the foreign exchange market: 1. inflation/
money policy, 2. the Russia-Ukraine war. At
first, inflation rates were surprising because
they continued to remain at a very high level
since the beginning of the year and did not
go into reverse as expected. Meanwhile, in-
flation rates have even shot steeply upwards
again. Almost all observers are surprised by
the dynamics of the upward trend in prices.
Relatively early on, it became apparent that
the US Fed and the Bank of England were
ready to change course on monetary policy.
The Bank of England has raised the key
interest rate three times since December
2021 and the US Federal Reserve began the
rate hike cycle in March with a first-rate step
to now 0.25-0.50%. In view of the surpri-

singly strong upward pressure on prices, the
markets and also, we expect a strong tight-
ening of US monetary policy. By the end of
the current year, the key interest rate could
stand at 2.25-2.50%.

In contrast, the European Central Bank has
so far remained hesitant in its fight against
inflation. In fact, inflation, which rose from
5.1% to 7.5% in the Eurozone from Janua-
ry to March (year-on-year), is more due to
the price explosion in the energy market.

In contrast, inflation in the USA is to a
greater extent due to excess demand, which
the central bank is better able to combat.
Nevertheless, inflation rates in the Eurozo-
ne have moved too far away from the ECB’s
target of 2% for the ECB to continue to
retreat to an observer role. As a consequen-
ce, the euro was initially under pressure on



EUR in US-Dollar
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the foreign exchange market. Only at the
ECB press conference at the beginning of
February did Christine Lagarde seem to be
able to turn the tide for the euro. Her state-
ments fuelled speculation in the markets
that the ECB could initiate a turnaround

in interest rates this year after all. The
common currency rose to almost 1.15 US
dollars per euro.

Russia-Ukraine war nips euro hopes in
the bud - “safe havens” in demand

No sooner had some hope for the euro
been raised than the escalation in the Rus-
sia-Ukraine conflict turned the mood again.
The classic “safe haven” currencies were
now in demand again: the US dollar, the
Swiss franc and the Japanese yen rose again
and pulverised the previous euro gains. The
euro had a hard time in this mixed situation
because the war clouded the economic out-

look in the eurozone again and the ECB’s
monetary policy change may now be de-
layed again. For the time being, the ECB

is again taking a more “sighted” approach,
but it will still not be able to avoid the fight
against inflation in the long run. At the

end of March, the common currency was
able to stabilise somewhat. It even went

up significantly against the yen - after the
first setback immediately after the start of
the war - which, however, is not due to the
strength of the euro but to the problems of
the yen. While interest rates in Europe and
the other major economic regions are rising,
interest rates in Japan are hardly moving;
So, the interest rate differential is rising, It
is questionable whether the Japanese central
bank can let interest rates rise at all in view
of the horrendous national debt (a good
240% of GDP). If not, the interest rate
differential will widen even more and weigh
on the yen.

EUR/ USD: THE WAR WEIGHS ON THE EURO EXCHANGE RATE
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The longer-term outlook for the euro is li-
kely to be somewhat clouded due to its pro-
ximity to Russia. The peace dividend that
had resulted from the East-West détente has
now probably been used up. The euro could
suffer more from this than geographically
more distant countries and their currencies
(US dollar, yen). For the time being, the
development of the euro exchange rate de-
pends primarily on the information on the
Russia-Ukraine war. Provided the war does
not escalate further, the EUR/USD ex-
change rate should rise slightly in the course
of the year.

British pound remains firm

The Bank of England (BoE) has initiated
the interest rate turnaround even before the
Fed. With a triple step of 15 basis points

in December and two regular steps of 25
basis points each, the BoE has come for-
ward. Thanks in part to this support from

the central bank, the pound was able to
hold its ground at a high level. At times, the
common currency has fallen to 0.82 pounds
per euro. Overall, the pound is somewhat
stronger than we expected. However, the
economic uncertainties associated with the
war in Ukraine (supply bottlenecks and
rising energy prices) are narrowing the cor-
ridor for a soft landing of monetary policy.
The exchange rate should continue to settle
in the range of 0.85 pounds per euro.

Swiss franc as always, a “crisis” winner

In view of the widespread uncertainty,
investment money again sought the Swiss
franc as a safe haven. The euro exchange
rate dipped briefly to parity against the franc
at the beginning of March and then reco-
vered only slightly. The franc thus remains
highly valued, and in its monetary policy
assessment of 24 March the Swiss National
Bank (SNB) again signalled its willingness to

EUR/ GBP: BRITISH POUND STRENGTHENED BY MONETARY POLICY
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intervene in the foreign exchange market if
necessary to counter the appreciation pres-
sure on the franc. Unlike in previous years,
however, a high exchange rate is currently
helping to alleviate inflationary pressures.
The Swiss inflation rate rose to 2.4% in
March. However, it is still well below the
international level. A strong external va-
lue of the Swiss currency stabilises import
prices and thus helps the SNB in its fight

against inflation. The willingness to inter-
vene is therefore likely to be less pronoun-
ced at present than in previous years. The

exchange rate will probably be driven mainly

by the news situation regarding the Russia-
Ukraine war. Provided that this does not
escalate further and financial market players
gradually turn their attention to other issues,
there is moderate upward potential for the
euro against the franc.

EUR/CHF: STRONG FRANC COUNTERACTS INFLATION
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This publication only serves information and marketing purposes. The
information provided is not legally binding and does not constitute
financial analysis, nor a sales prospectus, nor an offer for investment
transactions, nor asset management, nor investment advice, and is not
a substitute for legal, tax, or financial advice. Bergos AG (referred
to hereinafter as »Bergos«) reserves the right to change the offering
of services and products, as well as prices, at any time without prior
notice.Bergos assumes no responsibility for the topicality, correctness,
or completeness of the information. Bergos refuses any and all liability
for the realisation of the forecasts or other statements concerning
returns, price gains, or other asset appreciation contained in this

publication.
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This publication was not prepared in compliance with the Directives
on the Independence of Financial Research and is also not subject
to the prohibition of trading after the dissemination of financial
research. The investment suggestions and investment ideas stated
herein have not been tailored to your personal circumstances.
Investment decisions should always be made on the basis of a given
portfolio and consideration should always be given to your personal
situation, risk appetite, and risk tolerance. Because investment
suggestions and investment ideas can exhibit different risk charac-
teristics, we ask that you read the specific product information and
brochure entitled »Particular Risks in Trading Securities« and consult
your client advisor if you have any questions. It is possible that Bergos
itself or its directors or employees have invested, currently invest, or
will invest in investment instruments concerning which this document
contains information or opinions. It is also possible that Bergos has
provided, currently provides, or will provide services to the issuers
of such investment instruments. It can also not be ruled out that
employees or directors of Bergos have worked, currently work, or
will work for the issuers of such investment instruments. Therefore,
Bergos itself or its directors or employees could have an interest in
the future performance of investment instruments. This information
is only intended for use by the recipient and may not be forwarded to
third parties. The present information may not be copied in part or in

full without the written consent of Bergos.
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