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Investment traffic lights

Our tactical and strategic view

General Market Overview

"What was that?" those with tender souls might say, as they
look back on the month of February. "That's it?" sturdier market
participants might reply. After all, it turned out to be a surprisingly
mild market correction, in the end. Of course, both perspectives
have some merit. After a strong start into the year, markets
surprisingly slumped at the beginning of the month. The S&P 500
lost 10% in nine days, technically went into correction territory and
ended a record-breaking run without declines of five percent or
more. February also marked the end of 15 record breaking months
that saw not a single negative total return at the end of the month
(the same is true of the MSCI AC World). That sounds dramatic.
However, that decline only set back the S&P 500 by 3 months.
Moreover, it pretty much corresponds to the average drawdown
you have tended to see at least once each year over the past 40
years, as we showed in our Chart of the Week of February 9th.
On top of that, equity markets recovered quite quickly. Most are
already at higher levels than at the beginning of 2018. One reason
for this is that technical factors played key roles in this correction.
Amongst other issues, this included forced selling by some market
participants bound by risk parameters (see CIO Flash - Back to
normality). Volatility rose far more quickly on a single day in certain
equity markets than ever before. The VIX is still well above its
average level of recent months. And yet, we would describe higher
volatility as a sign of a return of slightly more normal times. This
new normalcy is also what caused investors to fret throughout the
month of February, in terms of what it might mean for interest rates
and the dollar. To be sure, yields on 10-year U.S. Treasuries only rose
by 15 basis points, after an increase of 30 basis points in January.
But that was enough to cause the yield differential between German
and U.S. sovereign bonds to widen to multi-year peaks. Despite this,
the dollar merely stabilized at a fairly weak level.

Outlook and changes

After the market correction, we confirmed most of our year-end
forecasts in an extraordinary CIO review. This was mainly due
to the continuing strong macro-economic prospects world-wide.
While technical factors probably reinforced the correction, another
source has probably been growing inflation concerns. After all,
we saw several surprisingly strong readings on the robustness of
U.S. economic momentum at the end of January. Despite this,
we would consider inflation fears to be overdone, at this stage
and do not expect an overshooting any time soon (see also our
report "Low and slow" does not equal "Never, ever"). By the
end of 2019, we expect the U.S. Federal Reserve to have hiked
interest rates six times. We see three rate hikes in the current
year. The rise in U.S. Treasury yields has not solely been driven
by high inflation expectations. Instead, the key driver was higher
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real interest rates, as we showed in our Chart of the Week of
February 16th. This shouldn't be seen as a negative for equity
markets in our view, because it suggests that bond investors are
seeing improvements in the underlying economic outlook. So, what
would make us more cautious? An increase of (nominal) yields on
10-year U.S. Treasuries above 3.5% or an inverted U.S. yield curve.
The purchasing managers indices suggest a similar conclusion:
they remain very strong, but have lately been losing some steam.
Earnings estimates reinforce this picture: after upwards revisions in
January, they stabilized in February. That is still an unusually strong
earnings picture around this time of the calendar year and should
prove supportive for equity markets. However, it is also likely to limit
the upside. From a sector and regional perspective, we decided to
retain our tactical allocations. Our decision to maintain our exposure
to technology shares paid off, given their strong recovery.

For fixed income and currencies, by contrast, we have made some
tactical and strategic changes in February. We continue to think
that we have already seen the bulk of the rise in U.S. yields, just
as we did at the beginning of last month. Nevertheless, we have
raised our year end forecast from 2.6% to 3% for 10-year and
from 2.1% to 2.5% for 2-year U.S. Treasuries. For 10-year German
Bunds, we raised our yield forecast from 0.8% to 1%. We also cut
our spread expectations for sovereign bonds from the Eurozone
periphery which allowed us to raise Italian sovereigns (10-year) to
overweight. Our base case remains that political developments in
Europe will not spoil the market mood. However, we are well aware
of the risks surrounding Italy's parliamentary elections, which we
have described in detail in our asset-class perspective An Italian
muddle. Other risks include the coalition formation in Germany and
ongoing Brexit talks. All in all, we are tactically positioned neutral for
sovereign bonds (coming from underweight for Bunds), with a slight
negative bias. We have also cut our assessment on U.S. municipals
back to neutral.

For corporate bonds, we remain positive on investment grade in
Europe and raised our assessment to positive for U.S. investment
grade. The same is true in high yield, where we are now positive on
both Europe and the United States. The recent correction brought
more interesting valuations, while we believe fundamentals remain
solid. In emerging markets, we cut corporate bonds back to neutral
and remain positive on sovereigns. While we have been neutral on
all major currency pairs last month, we now expect the dollar to
strengthen against the euro and the Japanese yen.

Equities*

1 to 3 months until December 2018
Regions

United States  

Europe  

Eurozone  

Germany  

Switzerland  

United Kingdom (UK)  

Emerging Markets  
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Asia ex Japan  

Japan  

Latin America  

Sectors

Consumer staples 

Healthcare 

Telecommunications 

Utilities 

Consumer discretionary 

Energy 

Financials 

Industrials 

Information technology 

Materials 

Real Estate 
Style

Small and mid cap 

Fixed Income*

1 to 3 months until December 2018
Rates

U.S. Treasuries (2-year)  

U.S. Treasuries (10-year)  

U.S. Treasuries (30-year)  

UK Gilts (10-year)  

Italy (10-year)1  

Spain (10-year)1  

German Bunds (2-year)  

German Bunds (10-year)  

German Bunds (30-year)  

Japanese government bonds (2-
year)  

Japanese government bonds (10-
year)  

Corporates

U.S. investment grade  

U.S. high yield  

Euro investment grade1  

Euro high yield1  

Asia credit  

Emerging-market credit  

Securitized / specialties

Covered bonds1  

U.S. municipal bonds  

U.S. mortgage-backed securities  

Currencies

EUR vs. USD  

USD vs. JPY  

EUR vs. GBP  

GBP vs. USD  

USD vs. CNY  

Emerging markets

Emerging-market sovereigns  
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Alternatives*

1 to 3 months until December 2018

Infrastructure  

Commodities  

Real estate (listed)  

Real estate (non-listed) APAC  

Real estate (non-listed) Europe  

Real estate (non-listed) United
States  

Hedge funds  

Private Equity2  

Comments regarding our tactical and strategic view

Tactical view:

• The focus of our tactical view for fixed income is on trends in
bond prices, not yields.

Strategic view:

• The focus of our strategic view for sovereign bonds is on yields,
not trends in bond prices.

• For corporates and securitized/specialties bonds, the arrows
depict the respective option-adjusted spread.

• For bonds not denominated in euros, the illustration depicts
the spread in comparison with U.S. Treasuries. For bonds
denominated in euros, the illustration depicts the spread in
comparison with German Bunds.

• For emerging-market sovereign bonds, the illustration depicts
the spread in comparison with U.S. Treasuries.

• Both spread and yield trends influence the bond value.
Investors who aim to profit only from spread trends should
hedge against changing interest rates.

Key

The tactical view (one to three months):

• 
Positive view

• 
Neutral view

• 
Negative view

• 
A circled traffic light indicates that there is a
commentary on the topic.

• The traffic lights’ history is shown in the small graphs.

https://deutscheam.com/cio-view


//

All opinions and claims are
based upon data on 2/28/18
and may not come to pass.
This information is subject to
change at any time, based upon
economic, market and other
considerations and should not be
construed as a recommendation.
Alternative investments may
be speculative and involve
significant risks including
illiquidity, heightened potential
for loss and lack of transparency.
Alternatives are not suitable for
all clients. Past performance
is not indicative of future
returns. Forecasts are based
on assumptions, estimates,
opinions and hypothetical models
that may prove to be incorrect.
Investments come with risk. The
value of an investment can fall as
well as rise and your capital may
be at risk. You might not get back
the amount originally invested at
any point in time. Deutsche Asset
Management Investment GmbH

CRC 055492 (03/2018)

All articles are available on https://deutscheam.com/cio-view 5

The strategic view up to December 2018

Equity indices, exchange rates and alternative investments:

The arrows signal whether we expect to see an upward trend
 , a sideways trend  or a downward trend  .

The arrows’ colors illustrate the return opportunities for long-only
investors.

•  Positive return potential for long-only investors
•  Limited return opportunity as well as downside risk
•  Negative return potential for long-only investors

Fixed Income:

For sovereign bonds,  denotes rising yields,  unchanged
yields and  falling yields.For corporates, securitized/
specialties and emerging-market bonds, the arrows depict the
option-adjusted spread over U.S. Treasuries:  depicts a rising
spread,  a sideways trend and  a falling spread.

The arrows’ colors illustrate the return opportunities for long-only
investors.

•  Positive return potential for long-only investors
•  Limited return opportunity as well as downside risk
•  Negative return potential for long-only investors

Footnotes:

* as of 2/28/18

1 Spread over German Bunds in basis points

2 These traffic-light indicators are only meaningful for existing
private-equity portfolios
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Glossary

Basis point

One basis point equals 1/100 of a percentage point.

Bunds

Bunds is a commonly used term for bonds issued by the German
federal government with a maturity of 10 years.

CBOE Volatility Index (Vix)

The CBOE Volatility Index (Vix) is a trademarked ticker symbol for
the Chicago Board Options Exchange Market Volatility Index. It is a
popular measure of the volatility of the S&P 500 as implied in the
short term option prices on the index.

Emerging markets (EM)

Emerging markets (EM) are economies not yet fully developed in
terms of, amongst others, market efficiency and liquidity.

Eurozone

The Eurozone is formed of 19 European Union member states that
have adopted the euro as their common currency and sole legal
tender.

High Yield (HY)

High-yield bonds are issued by below-investment-grade-rated
issuers and usually offer a relatively high yield.

Investment grade (IG)

Investment grade (IG) refers to a credit rating from a rating agency
that indicates that a bond has a relatively low risk of default.

MSCI AC World Index

The MSCI AC World Index captures large- and mid-cap companies
across 23 developed- and 24 emerging-market countries.

S&P 500

The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.

Sovereign bonds

Sovereign bonds are bonds issued by governments.

Spread

The spread is the difference between the quoted rates of return on
two different investments, usually of different credit quality.
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Treasuries

Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury notes
(2 to 10 years), Treasury bonds (20 to 30 years) and Treasury Inflation
Protected Securities (TIPS) (5, 10 and 30 years).

U.S. Federal Reserve Board (the Fed)

The U.S. Federal Reserve Board, often referred to as "the Fed", is
the central bank of the United States.

Volatility

Volatility is the degree of variation of a trading-price series over
time. It can be used as a measure of an asset's risk.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will
affect the value of the investments and any restrictions imposed
to prevent capital flight may make it difficult or impossible
to exchange or repatriate foreign currency. Foreign Exchange/
Currency – Such transactions involve multiple risks, including
currency risk and settlement risk. Economic or financial instability,
lack of timely or reliable financial information or unfavorable
political or legal developments may substantially and permanently
alter the conditions, terms, marketability or price of a foreign
currency. Profits and losses in transactions in foreign exchange
will also be affected by fluctuations in currency where there is a
need to convert the product’s denomination(s) to another currency.
Time zone differences may cause several hours to elapse between
a payment being made in one currency and an offsetting payment
in another currency. Relevant movements in currencies during
the settlement period may seriously erode potential profits or
significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative
and involves a high degree of risk, and is suitable only for
“Qualified Purchasers” as defined by the US Investment Company
Act of 1940 and “Accredited Investors” as defined in Regulation
D of the 1933 Securities Act. No assurance can be given that
a hedge fund’s investment objective will be achieved, or that
investors will receive a return of all or part of their investment.
Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.
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Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring. Environmental liabilities may pose a risk such that
the owner or operator of real property may become liable for the
costs of removal or remediation of certain hazardous substances
released on, about, under, or in its property. Additionally, to the
extent real estate investments are made in foreign countries, such
countries may prove to be politically or economically unstable.
Finally, exposure to fluctuations in currency exchange rates may
affect the value of a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
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a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

Deutsche Asset Management is the brand name of the Asset
Management division of the Deutsche Bank Group. The respective
legal entities offering products or services under the Deutsche
Asset Management brand are specified in the respective contracts,
sales materials and other product information documents.
Deutsche Asset Management, through Deutsche Bank AG, its
affiliated companies and its officers and employees (collectively
“Deutsche Bank”) are communicating this document in good faith
and on the following basis.

This document has been prepared without consideration of
the investment needs, objectives or financial circumstances of
any investor. Before making an investment decision, investors
need to consider, with or without the assistance of an
investment adviser, whether the investments and strategies
described or provided by Deutsche Bank, are appropriate, in
light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/
discussion purposes only and does not constitute an offer,
recommendation or solicitation to conclude a transaction and
should not be treated as giving investment advice. Deutsche Bank
does not give tax or legal advice. Investors should seek advice
from their own tax experts and lawyers, in considering investments
and strategies suggested by Deutsche Bank. Investments with
Deutsche Bank are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
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loss of income and principal invested. The value of investments
can fall as well as rise and you might not get back the amount
originally invested at any point in time. Furthermore, substantial
fluctuations of the value of the investment are possible even
over short periods of time. The terms of any investment will
be exclusively subject to the detailed provisions, including risk
considerations, contained in the offering documents. When making
an investment decision, you should rely on the final documentation
relating to the transaction and not the summary contained herein.
Past performance is no guarantee of current or future performance.
Nothing contained herein shall constitute any representation or
warranty as to future performance. Although the information herein
has been obtained from sources believed to be reliable, we do
not guarantee its accuracy, completeness or fairness. Opinions and
estimates may be changed without notice and involve a number
of assumptions which may not prove valid. We or our affiliates or
persons associated with us or such affiliates (“Associated Persons”)
may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without our
written authority. The manner of circulation and distribution of
this document may be restricted by law or regulation in certain
countries, including the United States. This document is not
directed to, or intended for distribution to or use by, any person
or entity who is a citizen or resident of or located in any locality,
state, country or other jurisdiction, including the United States,
where such distribution, publication, availability or use would be
contrary to law or regulation or which would subject Deutsche
Bank to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions. Unless notified
to the contrary in a particular case, investment instruments are
not insured by the Federal Deposit Insurance Corporation (”FDIC“)
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All opinions and claims are
based upon data on 2/28/18
and may not come to pass.
This information is subject to
change at any time, based upon
economic, market and other
considerations and should not be
construed as a recommendation.
Alternative investments may
be speculative and involve
significant risks including
illiquidity, heightened potential
for loss and lack of transparency.
Alternatives are not suitable for
all clients. Past performance
is not indicative of future
returns. Forecasts are based
on assumptions, estimates,
opinions and hypothetical models
that may prove to be incorrect.
Investments come with risk. The
value of an investment can fall as
well as rise and your capital may
be at risk. You might not get back
the amount originally invested at
any point in time. Deutsche Asset
Management Investment GmbH
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or any other governmental entity, and are not guaranteed by or
obligations of Deutsche Bank AG or its affiliates.
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