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Editorial
The Eurozone needs to become more permeable
Dear Investor,
When the euro was introduced
there was a politically motivated
desire to include as many countries as possible. Everyone realised that the big economic and
structural differences between
the various countries posed a
problem. The idea was to use the Maastricht criteria – designed to limit budget deficits and
debt ratios – to discipline member states' spending and it was hoped that in time this would
result in economic convergence. This convergence was a key component of planning for the
launch of the single currency.
Everything worked quite well until the 2008 financial crisis. The weaker euro countries'
growth rates were high because interest rates
fell when they joined the euro. Borrowing was
not an issue on the financial markets. In time,
the Maastricht criteria receded into the background and various countries – including France
and Germany – exceeded the limits on budget
deficits without incurring sanctions.
Tremors from the 2008 financial crisis almost led
to the collapse of the «fair weather construct»
that was the Eurozone. It became apparent that
European banks had speculated heavily on the
convergence process: their books were full of
Italian, Spanish and Greek government bonds.
After suffering heavy losses on these bonds and
on US subprime mortgages, the banks either
had to be bailed out with government money
(as happened in Ireland and Spain) or limped on
precariously, like the Italian banks. Bank lending
dried up, followed by a sharp economic downturn and exploding government deficits.

The banks' problems immediately spread to
other sectors of these countries' economies,
precipitating a deep recession. Under the system of flexible exchange rates that preceded
the euro, the currencies of the weak countries
would have devalued in this type of situation
and their economies would have regained competitiveness through improved export conditions. However, in a system of fixed exchange
rates such as the Eurozone such a mechanism
has never been – and never will be – available,
especially if large members such as Germany
quickly resume their economic boom.
As the currency devaluation path is blocked and
convergence evidently does not work, the economic differences between the countries of the
Eurozone are becoming ever greater. Tensions
in the structure of the Eurozone will therefore
continue to increase. Efforts to even out these
tensions through transfer payments or a common budget need to be strengthened if the system is to be preserved. Weaker players have to
be helped along by the stronger ones. But this
way forward has its limits in the Eurozone, as
Germany – the biggest payer – will not play ball.
So if it is to survive in the long term, the Eurozone will need to make it possible for weaker
members to voluntarily exit the bloc and for
countries that flout fiscal discipline to be ejected.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
Eurozone: sluggish growth, but no recession
Is the Eurozone already heading for another recession? We think not, but the outlook has deteriorated significantly in recent months. The
economic picture gives grounds for caution.
The recent economic trend in the Eurozone has
been disappointing. Up until mid-2018, the
currency bloc was growing at an above-average rate and it was obvious that it would not
be able to keep up this pace of growth. But the
economic slowdown that emerged in the second half of the year was sharper than expected and will persist for a while yet.
Eurozone sentiment at low ebb
2018 was a challenging year for the Eurozone
on the political front. Numerous political uncertainties sapped business confidence. While
newspapers' business sections give prominence to the trade dispute between the US and
China, it is easy to forget that the trade dispute between the EU and the US also remains unresolved and has merely been postponed. This
is a major negative factor, especially for the
German car industry – and not just because the
US is an important market: German carmakers
also have manufacturing operations in the US.
BMW, for example, makes its X series there,
while VW produces models such as the Passat
in America. It was hardly surprising, therefore,
that German carmakers dispatched envoys to
the USA to lobby for an agreement in the interests of all concerned: US manufacturing jobs
are also at stake. The weaker global economic
trend has had a negative impact too. Thus, a
dip in demand from China added to the pressure on the German car industry, while sentiment
was further dampened by uncertainty over the
outcome of Brexit and the EU's dispute with the
Italian government. The harsher political tone
was not just confined to Italy either: in France
too, the Yellow Vest protests have fuelled
uncertainty and caution among economic players.
Disappointing performance from
Germany in 2018
Germany got off fairly lightly in the final quarter of 2018, with 0% growth. This followed a
decline in German economic output of 0.2%
2

Investment Strategy April 2019

quarter-on-quarter in Q3 2018. A further contraction in Q4 would by definition have seen
the Eurozone's largest economy slip into recession. Given Germany's particularly strong upturn after the financial crisis and its status as an
«engine of growth», this would have been very bad news for the Eurozone. The manufacturing sector is in the doldrums, particularly the

German car industry was under pressure in 2018
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automotive industry. In the wake of the diesel
scandal, Germany's carmakers are struggling
with homegrown problems, but sales to China
are not looking rosy either. German car exports
followed a downward trend in 2018. The weakness in the manufacturing sector will persist in
2019, only coming to an end in the second half
of the year. Overall, though, the outlook for the

France: Sentiment indicators are weakening
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German economy in 2019 is solid. The domestic economy in particular will make a positive
contribution. The outlook for the service sector
is good. Close to 55 points, the purchasing managers index for the service sector is in the expansionary range.
Italy's woes continue
In the second half of the year, Italy's economy
slipped into recession after two quarters of negative GDP growth. Italy's political uncertainties weighed heavily on growth. Many companies held back with investments and consumer
spending also declined. The Italian government's
big spending plans gave rise to growing uncertainty on the capital markets, pushing up the
country's credit risk premium. When Italy and
the EU reached agreement on the budget deficit in December, the situation eased slightly and
the economic data also stabilized. Italy will remain dogged by political uncertainty in 2019
and this will continue to weigh on the economy. The outlook for the French economy is not
better. With values close to 50, the leading indicators signal weak growth in the manufacturing and service sectors. Low inflation and economic policy measures, such as the increase in
the minimum wage, should provide the economy with some stimulus.
Outlook cautious, but no recession
Our economic outlook for the Eurozone is muted. The manufacturing sector in particular leaves us feeling unimpressed. We are not anticipating an upturn here until the second half of
the year. By that time, we expect China's economy to have regained some of its strength,
leading to increased demand for European exports. We also think that at the end of the day
the US does not want to become embroiled in
a never-ending trade dispute, but is primarily aiming to «reshuffle the cards». Thus an agreement seems likely to emerge in the trade dispute between the US and the EU, resulting in a
slight revival in overseas exports. We expect domestic demand to be positive, as the situation
on the labour market is still benefiting from the
upturn in the first half of 2018. Consequently,
we think that the economy will recover slightly
in the second half of the year.
n
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Interest rates and yields
Fed capitulates, SNB in the impasse
May brings a fresh start, a German folk song
tells us. But in 2019, it is March that has ushered
in a comprehensive overhaul of monetary policy. The Fed has loosened its grip on the monetary reins, the ECB is surprisingly negative and
the SNB has no room for manoeuvre.
Starting at the end of 2016, the Fed gradually
raised its key interest rate from 0.375% to
2.375%. As recently as December 2018, most
market players were expecting it to continue
with its «normalization process». Further rate
hikes were expected, along with a steady reduction in the size of the Fed's balance sheet. However, in January Fed Chairman Jerome Powell indicated that the Fed was considering interrupting its policy tightening. The financial markets
reacted strongly to this information. It is one of
the key reasons for the stock markets' sharp positive countermovement since the beginning of
the year and the lower interest rates on the capital markets. At its meeting at the end of
March, the Fed followed up its words with action and made it clear that there would be no
further rate hikes for the time being. In response to the gloomy economic outlook and lower
inflationary pressure, and probably also due to
the turmoil on the financial markets at the end
of 2018, the Fed will not be implementing
further hikes in its key interest rate. It will also
adopt a more leisurely approach to reducing the
size of its balance sheet. In May, the monthly
amount will be cut from USD 30 billion to USD
15 billion and in September 2019 the reductions will stop.

ry move, it has once again limited its room for
manoeuvre, which we see as negative.
SNB tied to the ECB
Even if the Libor rate remains at -0.75%, the
SNB's forecast indicates that inflation will not rise to 2% by the end of 2021. The SNB is therefore in no danger of jeopardizing its main mission of ensuring price stability. According to its
way of thinking, the SNB can afford to focus its
monetary policy solely on the risks of a rise in
the value of the Swiss franc and can therefore
continue to align itself with the ECB's monetary
policy. Thus a rate rise in 2019 is also off the
agenda in Switzerland. After the changes in US
and European monetary policy, we do not see
any chance of an initial rate rise until autumn
2020. This is incidentally also the view of the capital market, which has seen long rates ease in
response to the loosening of monetary policy.
For the time being, there is no tailwind driving
rates and we expect a sideways movement. n

«New» expectation and lower inflation puts pressure on yields
Yields on individual 10-year government bonds
4.0%

ECB in crisis mode
At its March meeting, the European Central
Bank too made it clear that because of the economic slowdown the Eurozone would be dependent on the ECB's strongly expansionary
monetary policy for longer. Rate hikes this year
– as heralded in 2018 – are therefore no longer
on the agenda: the ECB announced that it
would not be raising rates in 2019. In terms of
its communications, it has painted itself into a
corner with these statements. The announcement leaves the ECB stuck in crisis mode and incapable of action. It makes its already difficult
task even harder. In what amounts to a volunta4
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Equity markets
Automotive sector facing challenges
While the automotive sector may look cheap
based on valuation ratios, it entails numerous
risks. What factors influence the sector and
what is the outlook for the future?
The automotive sector is highly cyclical. According to provisional production figures, last year
saw the sector's growth decline for the first time
since 2009. China, the US and Europe account
for a combined total of just over 70% of global
car sales. The Chinese market is dominated by
Chinese companies. The biggest manufacturers
in the US are General Motors, Ford and Fiat
Chrysler. These three have a roughly 45% share
of the US market. The biggest manufacturer in
Western Europe by some margin is Volkswagen,
with a market share of 20%, followed by Renault and the PSA Group (including Peugeot) with
shares of around 10% each. The two German
premium carmakers, Daimler and BMW, have
market shares of 6% to 7%.
Chinese demand slackening off
At the moment, China, the most important market, is showing signs of slowing down. 2018
saw the Chinese market, which accounts for

Cyclical car industry

Index of automotive shares compared to the world equity index (in USD, indexed Jan. 2009=100)
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around one third of global demand for cars, contract for the first time in 30 years. Sales figures
are coming under pressure because of a combination of China's economic slowdown and
uncertainty stemming from the country's trade
dispute with the United States. The problems
have been compounded by the Chinese
government’s decision to end subsidies for new
cars, which has had a noticeable impact on sales.
Americans and Europeans already have cars
After reaching a record level in 2016, North
America, the world's second most important car
market, is continuing to show signs of saturation. In recent years the Western European market has also benefited from a robust economic
trend and the improved employment situation in
Europe. However, the potential for further
growth remains limited, as some degree of saturation has been reached at a high level. The
growth slowdown has recently been further accentuated by delays in vehicle certification according to the new Worldwide Harmonized
Light Vehicle Test Procedure (WLTP).
Challenging CO2 targets
Regulators in the world's most important car
markets have formulated specific CO2 emissions
targets. In Europe, the lower target value needs
to be achieved by 2020. Similar objectives are
being pursued in other regions. Car manufacturers that fail to meet these targets face the threat
of fines. The car industry now has to square the
circle of satisfying customers' desire for ever faster, ever larger vehicles, while still delivering the
lower exhaust emissions demanded by regulators.
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Challenging times
The car industry is caught between regulatory
requirements, technological change and cyclical
demand. The changes mean carmakers are having to make major investments which have to
be paid for from their existing business. Moreover, in all three key global markets, the signs are
currently pointing to a slowdown. Although investors are already pricing in a slowdown in
growth, these challenges lead us to take a cautious view of the automotive sector. 
n
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Currencies
Little movement in currencies in response to monetary policy
Amid mixed economic data, March saw the attention of the foreign exchange markets turn to
central banks. As a glance at the trade-weighted exchange rates shows, monetary policy assessments had little impact on the exchange rate picture.
March saw a flurry of monetary policy assessments. Slightly out of step with the rest,
Norway's central bank raised its key interest rate
by a quarter of a percent to 1%. The hike had
been expected, but in March it was the only central bank to make such a move. The response of
the Norwegian krone was nevertheless muted.
This partly had to do with the Eurozone: the economic outlook for Norway's main trading partner remains lacklustre. Owing to the slowdown,
the European Central Bank clearly signalled its
unwillingness to accelerate the monetary policy
turnaround, instead postponing a possible first
rate rise until 2020. The ECB's relaunch of longterm loans to commercial banks confirms its
cautious stance. Across the Atlantic, the Fed was
also sounding a more cautious note, limiting the
upside potential for the US dollar. However, the
greenback is still favoured by the positive interest rate differential versus the euro and the
Swiss franc.
The SNB and the Swiss franc
The Swiss National Bank is also maintaining its
expansionary monetary policy. Even in its choice
of words the SNB remains true to the Swiss
franc, taking account of the currency situation
as a whole and continuing to intervene in the
currency market when necessary. Since the
SNB's December 2018 monetary policy assessment, the Swiss franc has lost ground slightly on
a trade-weighted basis. In recent months, the
CHF has traded within narrow trading bands
against Switzerland's two most important trading currencies, the US dollar and the euro.
Weekly data on banks' sight deposits with the
SNB give some indication of whether the SNB
has been actively supporting the EUR/CHF exchange rate. Based on this data, its last largescale intervention was in spring 2017. Since
then, sight deposits have remained relatively
constant. Although the franc has strengthened
against the euro since summer 2018, it has ne6
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ver matched the rate of CHF 1.07 per euro
reached in 2017. We expect the SNB to continue
to keep a close watch on movements on the foreign exchange market, but do not expect it to intervene for now.
Euro burdened by uncertainty and ECB
Despite March's monetary policy «makeover»,
the exchange-rate picture is extremely stable. As
expectations regarding key interest rates have
been revised downwards for all currency areas,
this does not result in any direct need for action
in relation to our currency assessment. The euro
continues to serve as a «barometer» of confidence in the Eurozone. In relation to the single
currency, the franc will retain its reputation as a
safe haven in times of market turbulence. However, the main factor needed to enable the euro
to strengthen against both the Swiss franc and
the US dollar would be some sign that the European economy was recovering.
n

Stable currencies in Q1 2019
Trade-weighted exchange rates (indexed, Jan. 2014=100)
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Commodities
Palladium soars
A special market constellation can currently be
observed on the platinum market. While palladium soared to new highs in March, its sister
metal, platinum, has not really been going anywhere.
Having slumped by 25% last year, the price of
palladium has surged by 90% since summer
2018 – one of the biggest gains in the commodities sector. Over the same period, gold and platinum gained around 10%. Palladium has now
supplanted gold as the world's most expensive
precious metal. A glance at the platinum metals
provides an impressive picture of the price movement. In March, the price of palladium was
USD 700 per troy ounce higher than that of platinum. This is the biggest price premium palladium has ever commanded. In 2010 the situation
was the reverse, with platinum trading at USD
1,000 more than its sister metal.
Narrow palladium market
Compared with other commodity markets, such
as oil and gold, the palladium market is a «narrow» market. While gold is mined all over the
world and has a range of different categories of
buyers, the palladium market presents a more
one-sided – i.e. a «narrower» – picture. Specific
market situations can push the price of palladi-

Palladium trading at a premium
Spread between the prices of palladium and platinum (in USD per ounce)
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um in either direction. For example, five years
ago, Russia and South Africa – the two main
producer countries – were at the centre of attention. At the time, a strike in South Africa's mines
that went on for several weeks made headlines.
The Ukrainian conflict fuelled additional concerns over supply problems amid talk of sanctions against the Russian commodity sector. The
result was that the price of palladium rose by
30%. There has been recent speculation that
the big palladium suppliers from Russia and South Africa have started hoarding the precious metal instead of bringing it onto the market.
Mixed signals from the automotive industry
On the demand side, the platinum metals have
one thing in common: the automotive industry
is by far the most important buyer of both. In addition to jewellery applications, platinum is used
mainly in catalytic converters for diesel engines.
85% of palladium demand is for use in the production of catalytic converters for petrol engines. While the loss of confidence in the wake of
the diesel scandal is continuing to have an impact and the outlook for platinum has become
more muted, reports from the automotive sector
have generated additional impetus for palladium. In March, Fiat Chrysler announced that it
was retrofitting catalytic converters to around 1
million petrol vehicles in an effort to meet emissions targets.
Focus on investors and carmakers
Palladium is living up to its reputation as a precious metal subject to major price fluctuations.
The palladium price is gaining support from the
likelihood that the tight supply situation on the
palladium market will persist for the rest of this
year. At the same time, this is also making the
metal more attractive for other market players.
Evidence of this is apparent from the one-sided
positioning on the futures market, where market players have positioned themselves for a price rise. Thus palladium is vulnerable to profit-taking by this group of investors. We are paying
particular attention to developments in the automotive sector and to the question of whether
platinum's high price premium will prompt a rethink among carmakers. This would boost platinum and put palladium under pressure.
n
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Investment Strategy
Monetary policy paved the way for bull run
While the economic data are not exactly persuasive, central banks have been deciding – successfully – to implement less restrictive monetary policies. They have once again provided the equity
markets with positive impetus.
The economic data have been better than they
are at present. The leading indicators for the Eurozone now signal only modest expansion. The
Chinese economy is already slackening, with
growth running at just over 6%. This trend is
further compounded by the smouldering trade
dispute with the US. We take a positive view of
the fact that the Chinese government has already launched a whole arsenal of stimulus measures. Previous action of this type could always be
relied on to get China's economy back on track
for growth. The measures include lowering the
reserve rate for banks in an effort to boost lending and tax cuts to revive consumer spending.
The Chinese leadership has also recently advocated better protection for property rights. This
can certainly be seen as a concession in the trade
dispute with the US. So there are some glimmers
of hope. In comparative terms, the US still presents the rosiest picture. However, the overall
economic assessment remains unchanged compared to the previous month: The slowdown is
taking its course.
Monetary policy raises high hopes
On the other hand, monetary policy has taken
the lead again in the current market environment. Since the beginning of the year, when the
Fed announced a lengthy pause in its rate hike
cycle and indicated that it was thinking of adopting a slower approach to cutting back its balance sheet, a strong sense of optimism has spread
on the stock markets. Some market players are
already expecting the Fed to cut interest rates,
giving a further boost to the equity markets. But
is this great hope justified? Is a return to a more
expansionary monetary policy a good sign and
are the markets' expectations not going too far?
The roots of the return to a more expansionary
monetary policy lie in an economic slowdown,
which is why we basically see this as a negative
development. What the equity markets really
need if they are to perform positively is a sustained upturn. The realignment of monetary policy
8
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does have two positive aspects, however. The
first is its signal effect, already demonstrated by
rising stock markets. However, this positive aspect has already been exhausted following the
sharp rise. The second aspect relates to the real
economy. By adopting a less restrictive stance,
the Fed is supporting economic activity over the
medium term.
Hope is a bad advisor
It is quite possible that expectations of a more
expansionary monetary policy will provide the
stock markets with some further support. However, our fear is that the markets have overly
high expectations and that, after their roaring
start to the year, they have not yet sufficiently
priced in the more sluggish economic outlook.
We shall therefore be reducing our risks in the
mandates, scaling back the equity allocation
and, in doing so, will lock in some of the positive performance.
n
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Market overview
Economic data and cycles
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USA: The US economy is in good shape. However, the leading indicators point to
a slowdown.
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Momentum is waning.
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China: China has taken steps to counter the current growth weakness. Any escalation of the trade dispute would prove an additional drag.
India: India’s economic development remains promising. However, India can only
escape the global slowdown to a limited extent.
Brazil: The recovery phase is still struggling to establish itself. It currently looks as
though things could improve, but the prospects for this are hanging by a thread.
Russia: Outlook moderately positive, but no cause for euphoria. The positive trend
of oil prices is supporting the economy.
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Interest rates and currencies
Data as of 20 March 2019; Source: Bloomberg, Graphics: own illustration

Key interest rates for selected central banks
Switzerland: The growing imbalances in the real estate market
are a thorn in the side of the SNB. However, concerns over the
European economy are preventing it from making a move on interest rates.
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Eurozone: Key rates remain low. The slowdown in economic
momentum in Europe rules out any rate hike for now.

2.0%

1.0%

USA: The US economy is still performing well, but the pace of
growth has slowed recently. The US rate hike cycle has therefore ended for the time being.
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Capital markets: yields on individual 10-year government bonds
Switzerland: Weaker economic momentum, particularly in
the Eurozone, coupled with persistently low inflation is keeping capital market interest rates low.
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trend sideways.
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EUR/USD: Positive interest rates are buttressing the US dollar.
On the other hand, the trade conflict and America's twin deficits remain potentially negative factors for the greenback. The
euro, too, will have to contend with political uncertainties in
2019 however.
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2018

Euro in US dollar

2019

EUR/CHF: The euro continues to serve as a «barometer» of
confidence in the Eurozone. The franc will retain its reputation
as a safe haven during turbulent market phases.

Equity and commodity markets
Data as of 20 March 2019; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
The trade disputes between the USA and China and between
the USA and the EU are a negative factor. Then there are the
uncertainties surrounding a possible hard Brexit. The outlook
for the current earnings season is increasingly fading as a
positive driver. At present, the main positive effect stems from
the stance of the US Federal Reserve, which has deviated
from its tight policy.
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Forecast earnings growth (in %)
Forecast corporate earnings growth has turned negative in
the EU and the emerging markets. The USA is continuing to
show solid growth, though at a significantly lower level than at
the end of 2018.
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In Switzerland, forecast growth is lower, but still within the
positive range.
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The trend of earnings forms an important basis for share price
performance.
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Commodity markets: Price trend for oil and gold
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Oil price: Following tough negotiations, OPEC and other producer countries were able to agree on a production cut. For the
price to recover significantly, fears of a slowdown in the global
economy will need to be dispelled.
Gold price: The gold price is receiving support from investors.
More volatile markets have rekindled the interest in gold. One
indication of this is the performance of exchange-traded gold
funds.
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Financial markets and forecasts
Closing prices as of 20 March 2019; Source: Bloomberg; Forecast: SGKB

12 Months ago

3 Months ago

Current

Forecast
3 Months

Forecast
12 Months

SNB

-0.75 %

-0.75 %

-0.75 %

-0.75 %

-0.75 %

ECB

-0.40 %

-0.40 %

-0.40 %

-0.40 %

-0.40 %

FED

1.25 % – 1.50 %

2.25 % – 2.50 %

2.25 % – 2.50 %

2.25 % – 2.50 %

2.25 % – 2.50 %

Capital market yields

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

10-year Conf.

0.09%

-0.23 %

-0.33 %

-0.25 % – -0.05 %

-0.25 % – -0.05 %

10-year German Bund

0.59%

0.25 %

0.08 %

0.15 % – 0.35 %

0.15 % – 0.35 %

10-year Treasury

2.88%

2.79 %

2.53 %

2.70 % – 3.00 %

2.70 % – 3.00 %

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.1719

1.1300

1.1328

1.10 – 1.15

1.08 – 1.13

USD/CHF

0.9497

0.9938

0.9926

0.97 – 1.02

0.97 – 1.02

EUR/USD

1.2338

1.1372

1.1413

1.11 – 1.16

1.09 – 1.14

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

65

46

60

50 – 60

50 – 60

Gold (USD per oz)

1332

1257

1313

1250 – 1350

1250 – 1350

Equity markets

YTD

Valuation
(est. P/E)

Current Index

Trend
last 3 Months

Forecast
3 Months

S&P500 (local currency)

13.2 %

17.0

2824

EuroStoxx50 (local currency)

12.8 %

13.5

3372

SMI (local currency)

13.2 %

15.5

9463

Key interest rates

Currencies

Commodities
Oil (WTI, USD per barrel)
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Disclaimer: The information contained on this Recommendation List and specifically the descriptions of individual securities constitute neither an offer to purchase the securities
nor an invitation to engage in any other transactions. All of the information contained in this document has been carefully selected and obtained from sources that the Investment Center of the St.Galler Cantonal Bank AG fundamentally believes to be reliable. Opinions or other representations conveyed in this document are subject to change without
notice. No guarantee is assumed as to the accuracy or completeness of the information. St.Galler Cantonal Bank AG is regulated and supervised by Swiss Financial Market Supervision
Authority FINMA, Einsteinstrasse 2, 3003 Berne, Switzerland, www.finma.ch.

