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Editorial
The Swiss National Bank's tightrope act
Dear Investor,
The Swiss National Bank's independence is a pivotal part in
Switzerland's economic world
view. For a small country with
such close economic ties with
other countries, maintaining a
separate and independent monetary policy is seen as essential. In the past,
however, monetary policy was not as independent as popular legend would have us believe.
The SNB's interest rate policy used to shadow
that of Germany's Bundesbank. One of the key
concerns underlying the SNB's decisions on monetary policy was the need to maintain a negative interest rate differential versus the
deutschmark so as to prevent the Swiss franc
from strengthening too much against the latter.
That said, if the state of the Swiss economy required a different approach, the SNB would not
hesitate to lower or raise interest rates more
sharply or faster than in Germany.
Since the 2008 financial crisis, the SNB has virtually given up any attempt to exercise control
via interest rates and has switched instead to
controlling the Swiss franc. With the introduction of the minimum EUR/CHF exchange rate of
1.20, it pegged the franc to the euro. When it
became clear in 2015 that the 1.20 rate had become unsustainable, the SNB abandoned this
policy and restored the negative interest rate
differential against the euro by lowering its Libor target to –0.75%. It continued nevertheless
to maintain a more or less fixed peg against the
euro at a lower level of around CHF 1.10. To secure the desired Swiss franc exchange rate, it
had to buy massive amounts of euros in the foreign exchange market, inflating its balance
sheet in the process. At the same time, its dependence on the ECB in matters of interest rate
policy became permanent.

As a result, Swiss interest rates have for years
been far too low and have not been raised despite the strength of the Swiss economy. Fortunately, this has not yet led to a sharp rise in inflation, which means that the SNB is still fulfilling its main task of ensuring price stability. Even
so, the negative side effects of an excessively expansionary monetary policy are becoming more
and more noticeable.
Property prices have surged. Despite high prices
and increasing vacancy rates, investor demand
for investment properties remains unbroken, as
even a 50%-occupied apartment block generates more cash flow than a bond with a negative
yield. In their attempts to secure the minimum
return necessary to meet their obligations, pension funds are switching to increasingly risky
and less transparent investments. Private
households are also becoming increasingly indebted, as low interest rates make it tempting
to borrow and people need large mortgages to
pay for expensive housing.
As long as the economy is doing well and the
stock markets hold firm, the consequences of
excessively low interest rates will be limited. But
if the economy weakens and unemployment rises, or if the financial markets come under major pressure for a prolonged period, correcting
the effects of this expansionary monetary policy
will become a painful burden for the Swiss economy.


Dr. Thomas Stucki
Chief Investment Officer

May 2019 Investment Strategy

1

Economy
How important is China to the Swiss economy?
At present, the Chinese economy once again appears to be battling headwinds. While the super tanker remains on track for growth, heavy
seas are increasingly slowing it down. But do we
in Switzerland really need to concern ourselves
with China's travails, or is our ship sailing in calmer waters?
China's economic strength has increased massively in recent years and is continuing to grow.
The period since the 2008 financial crisis alone
has seen its GDP triple. China has become the
world's second largest economy. By way of comparison, over the same period, the Swiss economy grew by just under 20% and ranks twentieth
in the world in terms of economic power. As a
consumer market, China has already caught up
with the US colossus. Up until now, the US in
particular has been the driving force behind the
global economy. But this is increasingly changing. It therefore seems reasonable to conclude
that Swiss companies too – embedded as they
are in globally interconnected supply chains –
will become increasingly exposed to the vagaries of China's economic fortunes.
China is still enjoying high growth
The International Monetary Fund expects the
Chinese economy to continue to grow by
around 6% over the coming years. This is well
below the 10–15% of recent years, but still high
enough to account for the lion's share of global
growth. China's 6% growth is roughly equivalent to the entire annual output of the Swiss
economy. This means that China is growing by
the purchasing power of the whole of Switzerland every year. Companies with global operations can ill afford to ignore a growth market
such as this. But how dependent are we in Switzerland on China? Aren't most of our exports
destined for Europe and the US? In 2018, Swiss
companies exported goods worth around CHF
12 billion to China. Measured against
Switzerland's total global exports of around
CHF 240 billion, this is a surprisingly low figure.
At nearly CHF 43 billion, exports to Germany
alone amount to almost four times as much. At
first glance, turbulence in China would indeed
appear to do little more than ruffle the waters
of the Swiss economy.
2
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Big differences between sectors
This is in fact the case at the moment: the Swiss
economy as a whole is relatively well placed to
take any Chinese economic turbulence in its stride. But there are big differences between sectors. The performance of the chemical and pharmaceutical industries – the pillars of Swiss export
activity – exhibits virtually no dependence on
China. For the pharmaceutical industry in particular, the US and Europe are crucial – not least
from a demographic perspective. On average,
affluent, elderly populations need more medication. However, given that China is still comparatively young and poor in per capita terms, demand for healthcare products is still low there.

Switzerland's trade balance with China
Monthly trade with China in bn CHF
1.8

1.6

1.4

1.2

1.0

0.8

0.6

0.4

0.2
2014

2015

Imports from China

2016

2017

Exports to China

2018

2019

3-month moving average
Source: Swiss Federal Customs Administration

By contrast, the Swiss watchmaking and metal
industries present a very different picture when
it comes to dependence on China. According to
calculations made in one Credit Suisse study,
these two sectors are relatively sensitive to China. This means that if the going gets tough in
China, these two sectors in particular will encounter appreciable headwinds. And it will not
just be exports to China that suffer either: many
Chinese frequently buy Swiss watches abroad –
something that is not reflected in the two countries' official trade statistics. Hong Kong in particular is an important export destination for the
Swiss watch industry. Swiss watches are often
bought there by mainland Chinese visiting Hong

Selected exports to China
Swiss exports by category
Tools/forged goods (1.8%)

Plastics (0.6%)

Organic chemical products (6.9%)
Optical devices & equipment (8.3%)

Pharmaceutical products (29.8%)

Watchmaking goods (14.2%)

Other (14.7%)
Electrical equipment, machines, appliances (23.7%)

Source: Swiss Federal Customs Administration

Kong for the weekend. However, Chinese tourists also like buying Swiss watches in Switzerland itself or in London. So economic difficulties
in China not only have a negative impact on consumer sentiment in China itself, but also abroad.
Value chains play a key role
To gauge the impact of the Chinese economy on
Switzerland, we also need to take account of
global value chains. The components in a BMW
shipped to China from Germany are not all German. The German automotive industry is an important economic factor for Swiss manufacturing companies. It follows that lower demand
for German cars will also lead to a fall-off in demand in Switzerland. Eastern Switzerland in particular has relatively close links with the automotive industry of southern Germany. It is becoming clear that the German economy in particular responds relatively sensitively to sluggish demand from China. According to figures from the
World Input-Output Database, 20% of valuegenerating Swiss exports to Germany go on to
be re-exported to China. In other words, one in
every five francs that Swiss exporters earn from
Germany originate from China. In this case, there will be some delay before a slowdown in China indirectly makes itself felt in Switzerland via
weaker demand from Germany.
China gains importance for Switzerland
China is becoming increasingly important to the
Swiss economy – and not just because of its
growth and its significance in the global economy. Another key factor is its demographic trend.
While China's population is rapidly getting richer, it is also rapidly ageing. This is increasing
demand for goods and services in the healthcare
sector, opening up big growth opportunities for
the medical and pharmaceutical sectors in particular, in which Swiss companies are major players. These sectors' current low sensitivity to China therefore looks set to change over the coming years. Admittedly, these are more in the
nature of long-term prospects. In the short term,
a storm in China will still only trigger a mild breeze in the Swiss chemical and pharmaceutical industries. Over the medium to long term, though,
attention will inevitably focus increasingly on
China.
n
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Interest rates and yields
Central banks adopt wait-and-see stance
Early April saw the International Monetary Fund
(IMF) lower its global economic growth forecasts
for the third time in succession. The IMF is expecting the global economy to grow by 3.3% in
2019 – the lowest growth rate since 2009. Several central banks have also recently significantly
downgraded their growth forecasts.

neither the Fed nor the European Central Bank
are planning to raise their key rates, the SNB will
be wary of rushing ahead on its own. We are
therefore not expecting the SNB to make its first
rate move until the second half of 2020 at the
earliest and not before a similar move by the
ECB.
n

Thus, the economists of the US Federal Reserve
expect US growth momentum to slow significantly this year. This is reflected in the latest
quarterly forecasts by Fed members. The members of the Fed's Open Market Committee currently still expect the US economy to grow by
2.1% this year (December forecast: 2.3%). In
2018, US GDP grew by 3.0%. Among other consequences, these lower growth expectations have induced the Fed to loosen its monetary policy
stance since March and have persuaded it to at
least temporarily interrupt its rate hike cycle. The
Fed also intends to take a more leisurely approach to the normalization of its balance sheet.
Significant slowdown in the Eurozone
The European Central Bank has been making similar noises. The ECB's experts once again significantly scaled back their growth expectations
for the Eurozone in March. Whereas in December Europe’s economy was still expected to grow
by 1.7% in 2019, the current year is now expected to see no more than 1.1% growth. In early
March, the European Central Bank therefore
further relaxed its already extremely expansionary monetary policy by pushing back the timing of
any initial rate hike even further into the future.
It announced that it would not be raising interest
rates in 2019.
SNB's hands remain tied
This state of play also has implications for the
Swiss National Bank, even though it was one of
the few central banks not to downgrade its
growth outlook in March and is still predicting
1.5% GDP growth this year. In its scenario, the
SNB has also downgraded its growth prediction
for the industrialized countries for the first half
of 2019, although it already expects growth rates to improve again in the second half of the year. Nevertheless, the Swiss National Bank's
hands remain tied for the time being: as long as
4
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Swiss economy posts solid growth rates
GDP growth (annual rate in %)
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Equity markets
What will the start of the reporting season tell?
The financial markets showed their most positive side in the first quarter of the year. The SPI rose by 14%, more than making up for the previous quarter's loss. The current reporting season
is now putting share price gains to their first test.
After the falls in share prices in Q4 2018, the
stock markets staged an impressive performance at the start of the year. Statistically, over
the past 30 years a quarterly performance of
more than 10% – as achieved this year by the
Swiss Performance Index – has only been recorded once every 10 quarters. Despite political
uncertainties and a modest economic outlook,
the central banks generated positive sentiment,
sparking off a countermovement to that witnessed in the previous quarter. The ECB and the
Fed postponed their rate hikes. In addition, the
Fed is currently slowing down its moves to reduce the size of its balance sheet before discontinuing them altogether this autumn. Over the

First-class share performance in Q1 2019
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medium term, though, corporate earnings will
be a factor that matters for share prices and with
the reporting season now under way, this is
where the focus will once again lie.
Lower earnings expected
For the first time since the second quarter of
2016, analysts are expecting quarterly earnings
for the US S&P500 benchmark index to be down
year-on-year. Since the beginning of 2019, consensus forecasts have been revised downwards
from an anticipated increase in earnings of
2.9% to a decrease in earnings of 4.3%. Although revised forecasts are typical in the run-up
to the annual reports season, as companies try
to keep expectations low so that they can surpass them with the figures they present, at more than 7%, the scale of the revisions was more
than twice what would normally have been expected. Expectations were revised downwards
in all 11 sectors, with energy, commodity and
technology stocks bearing the brunt of the
trend. Energy stocks were burdened by a 13%
lower oil price compared with the year-back
quarter. The commodity sector is being held
back by metal and mining stocks, whereas in the
tech sector it is the semiconductor and hardware
sectors – most prominently Apple – that have hit
a cyclical low. What is striking about the forecasts is that sales are predicted to grow by 4.8%,
implying an expected decline in profitability. Rising input prices, such as raw materials costs and
higher wages, are putting margins under greater pressure.
Strengthen holdings of shares with stable earnings
The more difficult environment will make itself
felt in companies' results. We do not expect the
global economy to slide into recession, but the
current rather euphoric mood among investors
could quickly revert to uncertainty and jitters. In
our view, it makes sense to strengthen the core
of the equity portfolio with shares of blue-chip
companies. These have a stable business model
and generate profits even during more sluggish
periods. By the same token, we would scale
back positions in shares with valuations based
on hopes of strong growth or with high levels of
debt. 
n
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Currencies
Market sentiment burdens Swiss franc
The EUR/CHF exchange rate has been moving
again recently. After a phase of comparatively
little movement, late March initially saw the euro
slip back from 1.137 to 1.115 against the Swiss
franc within the space of a few days. This level
had already been tested the previous year. However, in April market sentiment once again enabled the euro to stage a countermovement.
April saw the euro/franc exchange rate climb
back above the 1.14 mark for the first time since
February. Easing concerns over the global economy and the extension of the Brexit deadline
until 31 October 2019 helped the euro gain
ground, while allowing the franc's safe-haven
role to recede into the background. In particular,
hopes of progress in the trade dispute between
the US and China boosted confidence among
market players. This was accompanied by solid
Chinese GDP growth for the first quarter of
2019. At 6.4% China's economic growth exceeded market expectations.
China improves, Eurozone remains muted
While China's data should be treated with caution, the figures do show that recent measures
such as tax breaks, reserve rate cuts for the
banks and additional government investment
are having some impact. The Chinese government responded to the cyclical slowdown in the
world's second-largest economy relatively
promptly and decisively. By contrast, the economic outlook for the Eurozone remains muted.
While April saw the purchasing managers indices – a barometer of business sentiment – stabilize at a low level, the manufacturing sector remains weak, with German industry in particular
continuing to present a sluggish picture at the
start of the second quarter. The European Central Bank had already reduced its growth forecast for the Eurozone for the current year from
1.7% to 1.1% – compared to 1.8% economic
growth the previous year. By contrast, the Swiss
National Bank is still expecting Switzerland to
post around 1.5% growth for the current year.
In its current communication the SNB nevertheless continues to focus on the interest rate differential versus the Eurozone and its readiness to
intervene in the foreign exchange market. On
the sidelines of the International Monetary
6
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Fund's spring meeting, SNB Chairman Thomas
Jordan pointed out that both instruments could
be used, depending on the situation at hand.
SNB remains true to monetary policy
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. However, the SNB regards the franc as
highly valued and believes the situation on the
foreign exchange market remains fragile. Following the ECB's decision not to proceed with its
interest rate turnaround, the euro lacks a major
positive currency driver for the time being. The
mixed economic data also mean the single currency remains vulnerable to downside risks. n

SNB sight deposits relatively constant
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Commodities
Gold investors hold back, central banks buy
The first quarter of 2019 brought mixed fortunes for gold. By mid-February, the price of the
precious metal had risen more than 4% to a tenmonth high of USD 1,340 per troy ounce. These price gains have since evaporated, partly because of a more upbeat mood on the stock markets and a decline in demand for gold as an investment alternative.
The shifts in investment positions are confirmed
by the performance of exchange-traded gold
funds (ETFs). In January, these gold-backed
funds initially recorded inflows. Then, in February, the monthly balance turned negative again
for the first time since September 2018, followed by a stabilization of cash flows in March. In
recent weeks, the gold price has stayed close to
USD 1,300. The ongoing trade talks between

Central banks are on the buyers' side of the gold market
Annual gold transactions since 1990 in tonnes
800

China and the US could provide fresh impetus.
According to media reports, the parties have
reached agreement on numerous points. A successful outcome to the negotiations would be
good for the stock markets and would tend to
put pressure on gold.
Central banks buy gold
By contrast, the continuing demand from central banks appears to be having a stabilizing effect on the gold price. According to the World
Gold Council, central banks purchased 651.5
tonnes of gold in 2018 – 74% more than the
previous year and the largest purchase volume
since the end of the Bretton Woods currency system in the early 1970s. According to data published by the International Monetary Fund (IMF),
numerous central banks bought gold in the first
three months of 2019, including those of India,
Kazakhstan and Colombia. Whereas gold already accounts for 75% of US currency reserves,
the figure for Russia stands at 18.9%. By comparison, China and Turkey also hold small proportions of gold (2.5% and 12.7% respectively)
in their reserves. Gold mainly still plays an important role for central banks in emerging markets,
where it serves diversification purposes. By holding gold they can reduce the proportion of dollars in their currency reserves and hence their dependence on the US currency. For the past seven
years, Russia has been the biggest buyer of gold
among the central banks. By contrast, the Swiss
National Bank has left its gold reserves unchanged since 2008. At 1,040 tonnes,
Switzerland's ranks in seventh place after the
US, Germany, Italy, France, Russia and China.
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Palladium corrects by 15%
Palladium underwent a sharp correction at the
end of March, having previously climbed significantly higher than gold for the first time since
2002. In April, palladium was trading in the range of USD 1,350 per troy ounce. The outlook for
a tight supply situation on the palladium market
is supporting the palladium price and attracting
speculators. Evidence of this is apparent from
the one-sided positioning on the futures market,
where market participants are betting on rising
prices. This leaves the precious metal vulnerable
to profit taking.
n
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Investment Strategy
Stock markets hurry ahead
The less restrictive US monetary policy has unleashed powerful forces on the global stock
markets. While analysts have significantly downgraded their corporate earnings forecasts and
are much less upbeat about the economic outlook, the stock markets have continued to rise.
The first quarter of 2019 was a very gratifying
period on the world's stock markets, with many
share indices scaling new highs. Among those
that made big gains was the Swiss Performance
Index, but the S&P500 also came within a whisker of matching its all-time high. This performance is all the more surprising given that it came at a time when the economic outlook was
deteriorating. The last time the stock markets
were trading at these levels was in the 2nd half
of 2018. However, at that time the world was
still «doing fine». Although the Fed, the ECB
and the SNB signalled only a slight change of direction in response to the strong performance of
the economy and rising inflation expectations,
the indicators clearly pointed to a tightening of
monetary policy. The leading indicators signalled strong economic growth. At the time,
analysts' earnings forecasts were also high. The
expectation that corporate earnings were set to
rise was virtually unanimous.
Gloomier economic outlook for 2019
There has been a marked deterioration in the
global economic outlook compared with last
year. The Eurozone economy in particular presents a weaker picture, especially when it comes
to manufacturing output. Not only has European industry repeatedly posted negative
growth figures, but the future outlook, as measured by the usual surveys, also signals a contraction. China's economy has managed to find
its feet again somewhat thanks to massive
government stimuli, but the bigger picture remains fragile. Only the US economy is sending
out reasonably positive signals. The Fed is expecting it to continue to grow by a moderate
2% per year. In addition to the economic uncertainties, there are also political risks that have
not been dispelled. The Brexit can has been kicked further down the road and a solution to
the US trade disputes with China and Europe
has still not been found.
8
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Monetary policy provides a boost
A glance at the outlook for the economy and
earnings reveals that the less restrictive US monetary policy holds a near magical attraction for
global stock market bulls. Although these forces
will remain at work, we are sticking to our cautious stance. There is too much of a discrepancy
between the strong stock markets and the gloomier economic outlook for our liking.
Conclusion: The underweighting of equities remains in place. In terms of regions, we continue
to prefer Swiss equities. The underweighting of
Europe will not be adjusted either. The main argument against Europe is the economic outlook.
The earnings outlook for European companies
has also been downgraded sharply by comparison and can be classed as negative.
n

Investment Strategy
––

–

Neutral

+

++

liquidity
bonds
convertible bonds
equities
Switzerland
Eurozone
North America
Asia Pazific (ex. Japan)
Emerging Markets
alternative investments
commodities: Gold
others

Source: own graph

Market overview
Economic data and cycles
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China: The signs currently point to an improvement again. But it is still too early
for a sustained upturn.
India: India’s economic development remains solid. However, India can only escape the global slowdown to a limited extent. In addition, the current elections are
having a negative impact.
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. Higher oil prices
are supporting the economy.
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Interest rates and currencies
Data as of 22 April 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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Switzerland: Weaker economic momentum, particularly in
the Eurozone, coupled with persistently low inflation is keeping capital market interest rates low.
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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.
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2018

Euro in US dollar

2019

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.

Equity and commodity markets
Data as of 22 April 2019; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
At present, the main positive effect on the stock markets stems
from the stance of the US Federal Reserve, which has clearly deviated from its restrictive policy.
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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 prices: Opec's production cuts have been in effect since January, which is boosting the oil price. However, the booming
shale oil industry continues to pose a challenge for the traditional oil-producing nations. For the price to recover significantly, fears of a slowdown in the global economy would need to
be dispelled.
Gold price: One reason why gold has held its own recently despite the positive performance of the stock markets is that the
Fed's monetary policy is becoming more cautious. More volatile markets will keep gold in investors' field of vision.
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Financial markets and forecasts
Closing prices as of 22 April 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

1.50 % – 1.75 %

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.

0.13%

-0.17 %

-0.29 %

-0.30 % – -0.10 %

-0.30 % – -0.10 %

10-year German Bund

0.64%

0.23 %

0.03 %

0.05 % – 0.25 %

0.05 % – 0.25 %

10-year Treasury

2.98%

2.74 %

2.59 %

2.60 % – 2.90 %

2.60 % – 2.90 %

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.1943

1.1325

1.1432

1.10 – 1.15

1.10 – 1.15

USD/CHF

0.9782

0.9949

1.0154

0.97 – 1.02

0.97 – 1.02

EUR/USD

1.2209

1.1381

1.1257

1.11 – 1.16

1.11 – 1.16

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

69

53

66

55 – 65

55 – 65

Gold (USD per oz)

1325

1283

1275

1250 – 1350

1300 – 1400

Equity markets

YTD

Valuation
(est. P/E)

Current Index

Trend
last 3 Months

Forecast
3 Months

S&P500 (local currency)

16.7 %

17.5

2908

EuroStoxx50 (local currency)

17.3 %

14.0

3499

SMI (local currency)

16.1 %

15.9

9571

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.

