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On 14 March our Investment Committee met, and as always, we started out on a discussion of our risk stance, i.e. our risk assessment. From my point of view, four findings of the
discussion are worth bringing up here:

We have become bolder in our asset allocation. Our risk stance has increased from 70% to the maximal risk exposure of 75%. This is also in line with our risk assessment of the market,
which increased from 48% in February to now 55%. The first message is therefore: we are still willing to assume risk and, from our point of view, more so than the market.

The second finding was the fact that we act pro-cyclically. After the correction in February our willingness to take risk had declined, but now, as some time has passed and prices have
increased, we are ready to up the risk again. If this pro-cyclical risk assessment turned out to be the norm, things might become expensive. The degree of cyclicality is only slightly
higher (from 70 to 75%), but it is crucial to remain vigilant all the same.

A large part of the discussion was about the question of what more or less risk in a mixed portfolio meant. We were on the same page that in the current environment the less risk would
mean more cash, i.e. a scenario of limited attraction. The negative correlation between equities and government bonds, which used to be something you could rely on in the past, does
not seem that cogent anymore going forward.
The fourth finding was our unanimous opinion that equities would pick up some more within this cycle, as a result of which we expect prices to close the year at higher levels than today.
However, opinions were divided on whether we have seen the other side of the February correction or not. Here, even the most recent past fails to provide us with any insight into the
imminent future: since 2010, the S&P 500 index has corrected four times by more than ten percent within very short periods of time. In all cases, the pre-crisis highs were recuperated,
but within largely different time frames (38 to 110 trading days). Also, as a rule, the upward trend would not pick up immediately nor continuously after the correction.

At that point we started the general discussion about the market.

Economic growth is still broad and strong, but many indicators suggest that the wave is about to break. Thus, they confirm what in the current phase one would be expecting anyway.
After an acceleration phase, a phase where the economy continues to grow above trend ideally follows; however, at that point, the growth rates are in decline: the classic late boom
phase.
The inflation surprises of January and February have been absorbed. The market has accepted that inflation can also rise again, and with this piece of news having been priced into the
expectations of interest rate hikes and many asset prices, the topic itself has moved out of focus a bit. In fact, the inflation expectations for the USA priced into the market (for example
the 5Y5Y inflation swap) have even fallen in the past weeks. The contributions made by our equity managers were also interesting in this context. While many US companies have
reported that the tight labour market impedes their future growth and could result in higher wages (and thus lower margins), the numbers do not yet reflect that. For example, within the
framework of the previous earnings season, the US companies were producing bigger surprises in earnings than in sales. If the wage pressure were to make itself felt already on a
broad scale, it would probably have to be the other way around.

The question of what industries were particularly susceptible to overheating – especially in view of the tax reform – yielded a similar result. While the positive impulses of the tax reform
cannot be attributed to certain industries without fail, there is agreement that mainly companies that focus on the domestic market (retail, utilities, telecoms, oil & gas) should benefit.
Here, too, we can see only few signs of overheating caused by the labour market so far.

In this scenario we expect the Fed to raise interest rates four times in 2018, starting at the next FOMC meeting on 21 March, by 25bps each (N.B. 100bps = 1 percentage point). At the
beginning of the year, we had expected three rate hikes of 25bps each. This means that at the end of the year, the bandwidth of the Fed funds rate should be 2.25 to 2.50%.



We were discussing tariffs and other protectionist measures at length in our meeting. Protectionism was generally regarded as negative for the economy and the financial markets. The
effects are multifaceted, ranging from less growth, higher inflation, and lower trade activity to higher economic uncertainty. Companies are faced with a situation where their plans for the
future could become practically void as the result of a signature. While this is undoubtedly true, one has to point out that the extent of protectionism at this stage is still very limited (N.B.
as a colleague summed it up: the entire US steel industry is worth less than the upswing in market value of Netflix this year). Also, the status quo is not overly different than what we have
seen in similar cases in the past. As Max Weber said, trade policy is like drilling through hard boards. This gives us hope that we will not see any real trade war. Trade requires focus,
persistence, and patience. Those are not exactly the fortes of the current US Administration.

The relative high twin deficits (i.e. elevated budget and current account deficits) expected for the coming years in the USA were another item on our agenda. For the coming three
years, a budget deficit of more than 5% and a current account deficit of about 3% are expected. These values would have resulted in a mission by the IMF in the 1990s. Our
discussion indicates that there is a large bandwidth of opinions with regard to this topic, which is potentially important and may stay with us for a while. The aforementioned
bandwidth suggests that we will have to talk about this issue in more detail in the coming weeks.

This led us to look at the risk scenarios for the coming three months.

From our perspective, the biggest three risks (in terms of probability of occurrence and potential effect) are an (3) increase in inflation, which leads to a more aggressive Fed policy, (9) the
normalisation of the monetary policy (i.e. the end of the bond purchasing programme by the central banks), and the generally (6) high valuations on the financial markets. The risks we
downgraded were the (8) effects of the US fiscal reform and (11) negative effects of a position unwind [1]. The former will merge into the topic of twin deficits in the long run, and the latter
has partially happened in February, as a result of which the risk itself has declined.

[1] In view of the very low volatilities and the strong positioning in some illiquid market segments (e.g. derivatives on the VIX) we were concerned about the risk that an increase in the volatility among many instruments (e.g. VIX ETFs, some

of which lost more than 90% of their values in February) or pro-cyclical hedging strategies (e.g. PPI concepts) might set off a selling spiral (losses trigger automatic sale orders, which in turns takes prices even lower).

Peripheral government bonds overweighted – equities of developed markets continue to harbour significant upward potential

We have reduced interest rate risks in the government bond segment. The peripheral countries (except Italy) have been overweighted. We expect corporate bond spreads to increase until
the end of the year, both in the investment grade and the high-yield segment. In the USA, we regard this segment as better supported by the earnings profile and tax reform, which is why
we expect spreads to remain stable and prefer these market segments in the asset allocation. We still see upward potential for equities. With regard to developed vs. emerging markets, we
believe that the outperformance by the emerging markets has come to an end.

The EUR/USD development from here on out has been a special topic over the past months already. While the discussion yielded numerous different points to consider, a short vote did
produce a relatively clear result: a large majority of participants expects the US dollar to appreciate.

The chairman by seniority of our Committee (>60 years) had the final word. Whatever applies to getting older also applies to the late stage of the cycle: you do the same, but more
cautiously!
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