Investment Strategy
Economy and Financial Markets
June 2019

Contents
Title Picture
Switzerland’s mightiest sequoia is located at Walenstadt,
Canton St. Gallen. Rising to almost 50 metres, its trunk
has a volume of some 120 cubic metres.
Photo: proarbore.com / Michel Brunner

1	Editorial
The inexhaustible source of money
2 Economy
US and China locked in power struggle
4 Interest rates and yields
Trade dispute keeps interest rates down
5	Equity markets
How important is a share's valuation?
6 Currencies
US dollar still attractive from an interest rate
perspective
7 Commodities
Movement in steel dispute and soybean trade
8 Investment Strategy
Trade dispute saps market impetus
9	Market overview
Economic data and cycles
Interest rates and currencies
Equity and commodity markets
Financial markets and forecasts

Impressum
Issuer
St.Galler Kantonalbank AG
St. Leonhardstrasse 25
9001 St. Gallen
Tel. +41 71 227 97 00
info@sgkb.ch
www.sgkb.ch
Authors
Beat Schiffhauer, CFA (Economy)
Patrick Häfeli, CFA (Interest rates and yields)
Tobias Kistler, CFA (Equity markets)
Daniel Wachter (Currencies)
Daniel Wachter (Commodities)
Beat Schiffhauer, CFA (Investment Strategy)
Editorial deadline
May 24, 2019
Release
Monthly

Editorial
The inexhaustible source of money
Dear Investor,
Proponents of Milton Friedman's
monetarist theory have some explaining to do: despite the fact
that the world has been awash
with money for the past ten years, we are not seeing any rise in
inflation. According to monetarist theory, an increase in the money supply
should only give a temporary boost to real economic growth before subsequently being neutralized by a higher inflation rate.
This missing explanation is being supplied by
adherents of Modern Monetary Theory (MMT)
who take a Keynesian view of the state as a
source of economic prosperity. Government investment programmes can be used to keep unemployment low and ensure positive growth. In
the US, this theory is particularly popular among
left-wing Democrats, who do not see the resulting increase in the national debt as a problem.
According to MMT, the state cannot become insolvent in its own currency since the central
bank can always take over the financing of the
state by creating money.
However, this conflicts with the widely recognized need for central banks to pursue independent monetary policies. A key component of
this independence is the taboo with regard to
direct financing of state spending. In reality,
things are a little different, of course. The Fed
holds 12% of outstanding US Treasuries, making it the US government's biggest creditor by
far, followed by the Chinese, who finance
around 6% of US debt. The ECB's bond purchase programme has made it the most important financier of the euro countries. As part of
the management of a bond portfolio, the SNB
also holds Swiss Confederation bonds, albeit on
a small scale. The «direct state financing taboo»

is usually circumvented by buying bonds on the
secondary market rather than at the time of
issue.
In a country with orderly structures, the notion
that the state cannot go bankrupt because the
central bank will step in to bail it out in an emergency is nevertheless untenable. In 2018, the
US deficit was close to USD 800 billion and will
continue to climb over the coming years due to
lower tax revenues and higher social spending.
Even if the Fed only has to cover half of this, its
balance sheet – and hence the volume of money circulating in the economy – will expand by
10% annually. Given that the economy is growing at a rate of well below 10%, money is
bound to be devalued by high inflation rates
and the value of the dollar will be significantly
eroded.
However, a steady fall in the value of the dollar
undermines confidence in the US currency and
makes investing in the US unattractive for foreigners – who currently fund a sizeable chunk
of the country's deficits. If they stop doing so,
the Fed will have to take on an even larger proportion of the financing, further eroding its independence. While an inexhaustible source of
money may sound good, it is simply the stuff of
fairy tales.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
US and China locked in power struggle
The trade negotiations between China and the
US are currently taking place in something of an
icy climate. Following the latest escalation triggered by higher tariffs and a declaration of a state of emergency in the telecommunications sector, the talks have hit rock bottom.

property and secondly, because joint ventures
give Chinese «competitors» access to knowhow anyway. Above all, though, the US fears
that over the medium to long term it could be
overtaken by China in the high-tech sector and
could therefore lose its military superiority.

China and the US had already introduced stiff tariff increases in mid-May. Then, at the end of the
month, US President Donald Trump issued a decree declaring a national state of emergency in
the telecommunications sector. The decree bans
the use of telecoms technology, classified as posing a risk to US national security, but its main
target is China and in particular the Chinese
technology group Huawei. US companies wishing to supply telecoms technologies to Chinese
companies will now need a licence. Some, such
as Google, have already announced that they
will no longer be supplying Huawei with software. The decree has also prompted US chip manufacturers such as Intel, Qualcomm, Xilinx and
Broadcom to halt their deliveries to China. The
US has, at least, given the affected companies a
90-day transitional period within which to review their production processes. This is hardly
very long and can be seen as just a grace period,
but it also shows that the US is prepared to play
for time in its negotiating tactics and in doing so
to increase the pressure.

China backs national champions
However, this is not the only thorn in
Washington's side. The Americans would also
like to shake the foundations of the Chinese
economic system. China's economic model is
currently based on state control and administration of key sectors crucial to the economy. Socalled «national champions» such as Huawei

What does the US want to achieve?
For some time now, US firms have been complaining about technology theft in China. In
2002, the US company Cisco successfully sued
Huawei before a US court. The latter had copied certain hardware and software components
almost down to the last detail. Huawei has since
faced similar accusations on a number of occasions – notably, the recent accusations of espionage. However, that is by no means the only
thing the US is objecting to. Its main aim is to
force China to open its market and introduce
corresponding legislative changes. With a few
exceptions, foreign companies are currently only permitted to operate in the Chinese market
through a joint venture with a Chinese company – a requirement that makes it more difficult
for them to protect their technologies. Firstly,
because China does little to protect intellectual
2
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Leading indicators point to slowdown
Purchasing manager indices (PMI) in points
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play a key part in «Made in China 2025», which
embodies the country's long-term goal of becoming a global leader, especially in the high-tech
sector. Even if it is not always obvious to the outside world, these companies have close ties with
party headquarters and enjoy corresponding financial privileges and support. But it is precisely
this support that the USA views with a critical
eye. WTO rules prohibit subsidies to companies
per se. There are some exceptions, including for
countries whose economies are still catching up.
These countries are allowed to support specific
economic sectors until their companies are able
to hold their own in the global economic system.
However, the US is increasingly taking the view

Trade conflict escalating – no agreement imminent
Trade restrictions China/USA since 2018 (in US dollars)
540 bn
(total imports)

Customs tariff:
probably 25%

250 bn

Customs
tariff:
10%

Customs
tariff:
25%

50 bn
34 bn
Jul 18

Aug 18 Sep 18 May 19
!"#$%&'#$!()*

Jun 19

)(#$+,-$!().

34 bn
50 bn

110 bn

Customs tariff: 10%

Customs tariff: 10 – 25%

156 bn
(total imports)
Source: Bloomberg

that such exceptions should no longer apply to
China and that the system needs to be changed
accordingly.
Opening up the economy would have farreaching consequences
Changing China's economic system – particularly a further opening of Chinese markets and the
removal of market entry barriers – would have
far-reaching consequences. Foreign companies,
not just US companies, would gain unfettered
access to what will soon be the world's largest
domestic market. The US wants China to play by
the «WTO rules for adults». In other words, with
all companies competing for market share and
public contracts in China on a level playing field.
But it is more than questionable whether China
will go along with this. These are the rules of a
free market economy, and they are at odds with
its basic economic model of state-controlled sectors. China's objectives in this conflict are clear:
to restore normal trade with the US and the rest
of the world through concessions that are as
vague as possible. At the moment, though, this
tactic does not seem to be working.
No recession is imminent
For the moment, it seems to be difficult to find
a common denominator for the two sides' positions. A further factor is that both sides are
making political capital out of the conflict and
Trump, in particular – hoping to be re-elected
for a second term – has little interest in reaching
an agreement. Or at least not as long as the
economy is running smoothly. Could the conflict now trigger a recession in the US? We think
not. A further escalation or an extension of tariffs to all goods imported from China will leave its mark, but the impact will not be enough
to plunge the US into a recession. We expect
the US economy to continue to slow down. The
consequences for China would be slightly more serious, but the party leadership there has
more levers at its disposal to rekindle growth. It
can pursue a more expansionary monetary policy, it can exert influence through economic
policy measures and it can launch infrastructure
projects. China will continue to avail itself of
these options and in doing so will stabilize the
economy.
n
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Interest rates and yields
Trade dispute keeps interest rates down
The renewed escalation in the trade dispute between the United States and China has pushed
US interest rates to new annual lows. As usual,
rates in Europe and Switzerland have largely mirrored this trend. But how sustainable is this decline in interest rates?
In mid-May, US President Donald Trump raised
tariffs on imports of Chinese goods worth USD
200 billion from 10% to 25%. At the same time,
he announced plans for 25% tariffs on additional goods worth more than USD 300 billion. China condemned the move and countered by raising tariffs on additional US imports worth USD
60 billion.

Fed's monetary policy is required not only to ensure maximum employment, but also to maintain price stability in the US. This poses a dilemma for the Fed since, like it or not, the extra tariffs on consumer goods will also affect product
prices. This will push up inflation, which will in
turn strengthen the case for higher interest rates. The Fed will therefore be wary of rushing
to cut rates in response to the threat of tariffs.
We expect it to opt for the middle way and leave its key interest rate on hold for the next few
months. The slide in interest rates seen in recent weeks will therefore soon be followed by a
countermovement.		
n

Interest rates tumble
The response from the capital markets was swift.
The uncertainty over the outcome of the exchange of blows weighed on investor sentiment, thus also dragging down yields on government bonds that are regarded as safe. Increased
demand for security was not the only factor that
drove interest rates lower, however. A good
70% of market participants now think the Fed's
first rate cut is likely to come before the end of
the year, reasoning that the trade dispute will inevitably have an impact not only on China, but
also on the US economy and hence on the Fed's
monetary policy.
Tariffs harm the economy
Although US economic data show little sign of
any significant deterioration thus far, the impact
of US tariffs has up until now been confined almost entirely to intermediate products and has
barely been noticed by American consumers.
But if the US were to make good on its threat to
implement additional tariffs, these would increasingly also affect consumer goods. Consumers
would then feel the pinch on their wallets. This
would probably have a negative impact on consumer sentiment in particular, and hence on
consumers' willingness to spend – which would
hit US economic growth.

Market players expecting Fed to lower key interest rate
Probability in % (calculation based on Fed Funds Futures)
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But things are not quite that simple
In our view, it would be simplistic to expect this
to prompt the Fed to support the economy with
a rate cut. Under the Federal Reserve Act, the
4
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Equity markets
How important is a share's valuation?
The financial markets often use so-called «market multiples» to value companies and indices.
The main advantage of the multiples method is
its simplicity.
These figures express the market value of a company or an index level as a ratio. This allows them
to be compared with competitors and relative to
their own history. For reference purposes, figures from the balance sheet, income statement or
cash flow statement are set in relation to the
market value as determined by the share price.
Index multiples are based on the same principle
in aggregated form. The main advantage of the
multiples method is its simplicity. The values
used for comparison can easily be read and calculated from a company’s business figures.

As simple the calculation, as controversial the interpretation can be

Price/earnings ratio of Swiss Market Index (SMI)
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Limited information value
The best known multiple is the price-earnings ratio (P/E ratio). This presents a company’s share
price in relation to its earnings per share. The advantage is therefore its simplicity. However, it
does have its limitations: it cannot be applied to
loss-making companies, for example. The information value of the earnings used can vary according to differing accounting standards. When
it comes to their interpretation, P/E ratios can be
as controversial as they are simple to calculate.
Assuming profits remain constant, a P/E ratio of
15 tells us that a company will earn the equivalent of its market capitalization within 15 years.
A low P/E tends to indicate a cheaper valuation,
while a high P/E points to an expensive valuation.
However, comparisons only make sense within
the same industry, or in relation to the company’s
own historical valuation. P/E ratios based on earnings forecasts for the current or following year
take account of the forward-looking nature of
current share prices. The fact that these are
based on expectations is a problem in that they
are subject to a great deal of uncertainty.
It’s in the mix
The clearest picture can be obtained from a combination of different valuation multiples. For example, in the case of financial companies it makes sense to take account of the price/book value ratio. In any event, the information value of
the P/E always needs to be verified and it is therefore helpful to consider it in its overall context.
Various factors, such as market position, indebtedness, earnings volatility and earnings quality,
also have a direct impact on the P/E ratio and can
put its significance into perspective. In the current valuation environment, the prices of many
shares are still at high valuation levels. This entails risks as the buoyant mood of recent months
increasingly gives way to uncertainty and nervousness. Price swings can therefore increase,
especially when valuations are high. Despite this,
it does not make sense only to buy shares with
low P/E ratios. The core of an equity portfolio
should consist of shares in companies with stable business models capable of generating profits
even during slacker periods. This is precisely
where it makes sense to examine valuation indicators in combination with other factors. 
n
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Currencies
US dollar still attractive from an interest rate perspective
Recent months have seen the US dollar gain
ground against almost all major currencies, including the Swiss franc. At the end of April, it
climbed above the CHF 1.02 mark for the first
time for more than two years. The greenback
was buoyed by economic data which cast the
US economy in a comparatively positive light at
a time of waning global momentum.
From an interest rate perspective, the US dollar
remains attractive. It still has the biggest interest
rate advantage among the currencies of the ten
leading industrial nations, the so-called «G10
currencies». USD rates on three-month investments are currently 3.25% higher than Swiss
franc rates. Canada comes closest to US rate
levels, with Canadian money market rates just
0.50% lower than their US equivalents. In the
first quarter of 2019, US economic growth was
stronger than expected, reaching an annualized
3.2%. Closer scrutiny reveals that this growth
was mainly driven by the two most volatile GDP
components: inventories and foreign trade. Looking ahead to the rest of the year, US consumer sentiment in particular remains decisive
precisely because consumer spending accounts
for 68% – or more than two thirds – of US GDP.
US politics: buck faces test of sentiment
On the foreign policy front, US trade policy is currently in a difficult phase and the dispute with
China appear unlikely to be resolved in the near
future. This is leading to fears that the conflict
could slow down the US economy, militating
against dollar gains. The G20 summit in Japan at
the end of June offers at least the opportunity
for a further round of talks. On the domestic political front, the power struggle between Democrats and Republicans led to the longest budget
stand-off in US history at the beginning of the year. The president's demand for government funding for his border wall with Mexico led to a 35day partial shutdown of the administration. The
budget for the new fiscal year needs to be approved by Congress by this autumn. Otherwise, the
Treasury Department sees a risk of a payment default in late autumn. The financial markets and
the US dollar have responded calmly so far. After
the experiences of recent years, the markets are
not expecting Congress to risk any default.
6
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Swiss franc in demand during turbulent
market phases
We expect the US key interest rate to remain unchanged over the course of the year. Despite the
Fed's interest-rate standstill, the US currency
continues to benefit from the existing high interest spread. This spread is an important argument, but not the only one. The Swiss franc's response to May's escalation in the trade dispute
between the US and China showed that betting
on a weak franc is not a risk-free option. For
the next few months, we continue to expect
the USD/CHF currency pair to trade at around
parity.
n

USD/CHF exchange rate still close to parity
Dollar index
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Commodities
Movement in steel dispute and soybean trade
The world's two largest economies have been
imposing ever higher tariffs on each other for
more than a year now. This is also affecting the
commodities sector.
Last year, the US government's announcement
that it would be tightening its regulations on imports of steel and aluminium made headlines.
Washington has since imposed import tariffs of
25% on steel and 10% on aluminium. The move sparked criticism from the trading partners directly affected, prompting some to take countermeasures. China's response included applying tariffs to US agricultural products.
«Steel dispute» is nothing new
A study by the Peterson Institute for International Economics has examined the impact of US
import tariffs. The tariffs on steel and aluminium
produced at least as many losers as winners. Not

US farmers' silos currently full to bursting with soybeans
US soybean stockpiles (millions of bushels)
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surprisingly, domestic steel groups and aluminium producers were able to impose higher prices
once foreign competitors became subject to
special tariffs. At the same time, though, on the
buyers' side higher steel prices had a negative
impact on the US metalworking industry, which
includes many small and medium-sized businesses employing a total workforce of 1.4 million.
At the international level, steel imports have already led to a number of disputes between trading partners in the past, culminating in complaints being brought to the World Trade Organization (WTO). In the present instance, the EU
and other countries, including Switzerland, have
lodged a complaint with the WTO. The WTO
proceedings on US steel tariffs are pending and
a ruling is not yet in sight. By contrast, May saw
some signs of an easing of tensions in US trade
relations with its neighbours. Canada and Mexico will no longer be subject to trade barriers for
steel and aluminium products.
Shifts in the soy market
In July 2018, China responded to the US tariffs by imposing special levies on US agricultural
products such as soybeans, pork, beef and dairy
products. The US, along with Brazil, is one of the
most important of the 94 soy-producing countries. On the buyers' side, no country imports as
much soy as China, which consumes a quarter
of global production. In 2017, US farmers exported around 60% of American soybean production to China, mostly for use as animal feed
in the farming sector. China has responded to
the tariffs imposed by the US administration by
slapping a 25% surcharge on US soybeans. The
consequences of the trade conflict are now visible on the soybean market. Imports from the US
have fallen sharply, with Chinese customers increasingly switching to soy from Brazil. The silos
of farmers in the US Midwest are currently full
to bursting with soybeans. In mid-May, the price
on the Chicago Board of Trade (CBOT), the most
important trading centre for US soybeans, was
20% lower than a year ago. The pressure on soy
prices is unlikely to diminish any time soon. Firstly because of the record high soybean stocks in
the US and secondly because the signs are that
the trade negotiations with China are currently
at a standstill.
n
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Investment Strategy
Trade dispute saps market impetus
The uptrend in stock markets, supported by the
central banks, have recently been pausing for
breath. The latest resurgence of the US-China
trade conflict took some wind out of the sails of
share prices.
Despite weaker economic data, until the escalation in the trade conflict the stock markets only
moved in one direction: full speed ahead. Their
positive performance has mainly been thanks to
the central banks. The Fed called a halt to its policy tightening and stopped its cycle of rate hikes, while all other major central banks left their
monetary sluice gates wide open. This dispelled
the economic fears that were still widespread in
December and bolstered share prices. Many
market players were wrongfooted by the recent
escalation in the trade conflict between the US
and China. They were expecting an agreement
to be reached, culminating in the signing of a
trade deal in June. Such hopes appear to have
been dashed for now.
Additional tariffs cyclically negative
In comparison with last year, the global economic outlook presents a mixed picture. In addition to the already sluggish economic situation in
the Eurozone, the US is also generating increasingly weak data. Moreover, the forecasts have
yet to factor in the consequences of the renewed escalation in the trade dispute. If the US
makes good on its threat and also imposes tariffs on the remaining goods it imports from
China, this will have a significant negative impact on US growth. This is because the remaining goods mainly consist of consumer goods.
The tariffs currently in force are primarily on intermediate products. Although these also make
themselves felt in terms of costs to end customers, their impact is delayed and in some cases
attenuated. However, if tariffs are imposed on
all consumer goods imported from China, this
will have a painful and direct impact on US consumers' wallets.

the markets also expect the Fed to cut interest
rates. But we see this as a tricky bet. Higher tariffs on consumer goods could well push up inflation, limiting the Fed's room for manoeuvre.
Conclusion: We are not joining in this risky
game and are therefore continuing to underweight equities. In terms of regions, we continue to favour Swiss equities and are underweight in European equities due to the frail outlook for the economy and earnings. 
n

Investment Strategy

––

–

Neutral

+

++

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

Markets play risky game
For the time being, negotiations between the US
and China are continuing and hopes of an agreement have returned. In the event of a further
escalation and an economic slowdown, many in
8
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Market overview
Economic data and cycles
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outlook has not improved so far.
Germany: The industrial sector burdens the German economy. Momentum is
waning.
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China: China's economy is looking more stable again; the government's measures
are having an impact for now. However, momentum remains below average.
India: India's economic development remains solid, but the re-elected Modi government has a lot of work ahead of it.
Brazil: The recovery phase is still struggling to establish itself. It is heavily dependent on the Chinese economy.
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 21 May 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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Equity and commodity markets
Data as of 21 May 2019; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
The exchange of blows between the US and China is dominating market sentiment and putting pressure on share prices.
We currently see little prospect of the conflict being settled.
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Forecast corporate earnings growth has turned negative in
the eurozone 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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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 21 May 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 % – 2.5 %

2.25 % – 2.5 %

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.

0.10%

-0.29 %

-0.35 %

-0.30 % – -0.10 %

-0.30 % – -0.10 %

10-year German Bund

0.56%

0.10 %

-0.06 %

0.05 % – 0.25 %

0.05 % – 0.25 %

10-year Treasury

3.06%

2.65 %

2.43 %

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

1.1693

1.1338

1.1285

1.10 – 1.15

1.10 – 1.15

USD/CHF

0.9928

1.0004

1.0111

0.97 – 1.02

0.97 – 1.02

EUR/USD

1.1779

1.1335

1.1161

1.11 – 1.16

1.11 – 1.16

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

72

57

63

55 – 65

55 – 65

Gold (USD per oz)

1291

1329

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)

15.2 %

17.2

2864

EuroStoxx50 (local currency)

15.0 %

13.5

3387

SMI (local currency)

17.4 %

16.0

9624

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.

