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Editorial
The problem is bound to be resolved
somehow or other
Dear Investor,
The problem is bound to be resolved somehow or other. Since the
financial crisis, this seems to have
been the prevailing view on the
financial markets. It has indeed
been proved correct on a number
of occasions. After the bursting
of the subprime bubble, central banks stepped
in to solve the banking problem with ultra-low
interest rates and large amounts of extra money. Greece's impending bankruptcy was averted with bail-out funds quickly put in place by
the EU. Political institutions and central banks
have repeatedly jettisoned their principles when
faced with the need to ward off fresh turmoil on
the financial markets.
This explains how the financial markets are able
to contemplate the looming disaster of the UK
crashing out of the EU without a deal next
March with such equanimity. Warnings of economic chaos in the event of a no-deal Brexit
deal from such icons of the British economy as
the Bank of England are blithely disregarded.
This nonchalance is reflected most clearly in the
movements of the British pound.
In the run-up to the Brexit vote, when the Leave camp started to emerge as the stronger
force, sterling lost ground significantly, slipping
back from CHF 1.55 to CHF 1.35 against the
Swiss franc. The vote in favour of Brexit immediately precipitated a further plunge to CHF
1.20. The pound has since had a quieter time
and has settled down at around CHF 1.30. Amid
the media tumult surrounding the newly unveiled Brexit deal and the ensuing cabinet crisis
– complete with ministerial resignations and up-

roar in the House of Commons – the currency
market remains unfazed. Despite the stiff political resistance to the Brexit treaty, the pound suffered only minimal losses and quickly recovered.
The problem is bound to be resolved somehow
or other.
This view is not without its perils. It makes it
tempting to assume excessive risks. If it turns
out to be wrong, such risk positions will quickly
be dumped on the market regardless of losses
as traders seek to save their own skins. In this situation the financial markets – already beset by
a loss of confidence and therefore by shortages
of liquidity – will be unable to absorb the additional supply, resulting in falling share prices. In
the event of a disorderly Brexit the main casualties would be the pound, British bonds, and
shares in domestically-focused British companies.
Nobody who thinks and acts responsibly wants
a disorderly Brexit. There is therefore a strong
likelihood that a compromise will be reached.
This may be the Brexit treaty that has been negotiated. Or it may take the form of a provisional transition period or even a second referendum on whether the UK should stay in the EU.
However, it is dangerous to rely on the problem
somehow being resolved. Investors in Lehman
Brothers bonds can attest to this.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
No-deal Brexit remains a possibility
A recent news report in the media must come as
something of a slap in the face for British politicians. The CME Group is relocating BrokerTec,
Europe's largest digital financial trading centre,
from London to Amsterdam.
BrokerTec is Europe's largest electronic trading
platform for short-term securities. The platform
may not be a household name, but its low public profile does not make it any less important.
With operations in 50 countries and a monthly
turnover of around USD 240 billion it is certainly no minnow. The uncertainty surrounding the
outcome of the Brexit negotiations has now
prompted the company to take a drastic step
and abandon London for Amsterdam. BrokerTec
did not want to risk suddenly being cut off from
the European financial market. The recent draft
agreement between the UK and the EU may have brought the two sides a step closer, but that's
all.
Everything hinges on Ireland
The most important outstanding issue remains
the border between Northern Ireland and the
Republic of Ireland. Many British politicians feel
Prime Minister Theresa May has made too many
concessions to the EU in the draft agreement
and there is a good chance that it may fail to secure parliamentary approval at the first attempt.
The border between Northern Ireland and the
Republic is currently open. On this issue, the EU
– and Dublin in particular – have signalled that
they wish to keep the border open at all costs.
This is taking place against the background of
the political violence that blighted the region for
so long: the open border was a key part of the
Good Friday Agreement that brought an end to
Northern Ireland's civil war in 1998. By leaving
the EU, the UK will also be leaving both the European single market and the customs union,
potentially resulting in a hard border between
Ireland and Northern Ireland. The latest draft
now envisages that the whole of the UK will remain in the customs union indefinitely until new
arrangements are put in place on the basis of a
free trade agreement. However, this also means
that the UK will remain dependent on the EU in
matters of foreign trade. London would not, for
example, be able to negotiate its own import ta2
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riffs with the US. In a joint customs union the same tariffs apply to all goods. Being in a customs
union also obliges the UK to ensure that there is
a «level playing field». Thus the same standards
would apply as in the EU in such areas as subsidies, public procurement and labour and environmental regulations. This goes too far for the
Brexiteers. There is therefore a big risk that the
British parliament could reject the negotiated
agreement.
Importance of access to the services market
It is precisely this uncertainty that is prompting
trading platforms such as BrokerTec, that need
free access to the European financial market, to
rethink their strategy at an early stage so as to
avoid jeopardizing their entire business. After all,
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UK exports

EU exports

18.4%

Other

24.7%

33.7%

USA

Other
58.6%

9.6%

EU

China

22.8%

13.4%

18.9%

USA

UK

China

Source: Bloomberg, own graph

access to the European services market – and
hence to the financial market – is vital for many
UK companies. But what exactly are we talking
about here? Within the EU, the free movement
of services applies. This allows entities such as
banks, insurance companies and other service
providers to offer their products throughout the
EU without requiring additional approvals. For
the City of London, which conducts a great deal
of business in the EU directly from London, the
loss of this access would be painful. Even after losing access, British companies would still be able
to operate in the EU, but their operations would
entail higher costs and considerable effort. It is
therefore easier for companies like BrokerTec
that earn most of their income in the EU to move their registered office to the EU.

Brexit agenda
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What are the remaining options?
The British Parliament is expected to vote on the
agreement in December. The clock is ticking. 29
March 2019 is the official «Brexit Day» when the
UK will leave the EU and the transition period will
start. And between December and March, all 28
national parliaments of the EU member states also have to approve the Brexit deal. But what happens if Prime Minister May fails to secure parliamentary approval? Would this result in a so-called
no-deal Brexit? Yes, it might. But if the House of
Commons were to vote down her Brexit deal,
Theresa May would be very likely to try to call a
referendum to settle the matter. Another option
would be to extend the UK's membership of the
EU by another year. This would allow more time
for negotiations and possibly fresh elections. Ultimately, though, all of these ideas are just speculation for now. The crucial point for the markets
is that the companies affected will not stand by
and watch these antics for too long. They all have emergency plans in place and will implement
them unless a viable solution emerges soon.
Toxic mix for the markets
At the moment, the currency and equity markets
are mostly relaxed. In the end, most market players expect a solution to be found that is acceptable to both sides. However, the closer the departure date gets, the more nervously the British
markets will respond to individual news reports.
Companies are already holding back with investments until it becomes clear what the «post-Brexit landscape» will look like. In addition, they are
currently having to spend more time on emergency plans than on their business operations. This
does not bode well for the British economy. If it
comes to a no-deal Brexit, we can expect to see
significant declines in growth, if not a recession.
At the same time, the British pound will come under pressure. But we have not reached that point
yet. The departure of trading platforms such as
BrokerTec is painful, but London can still take
such developments in its stride. However, the
closer we get to New Year, the more companies
will have to activate their emergency plans, fuelling market volatility in the process. BrokerTec's
relocation from London to Amsterdam could
then soon become just one of many news reports.
n
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Interest rates and yields
Brexit is holding back the Bank of England
Historically, British monetary policy has always
taken its lead from the Fed. However, while
the period since the financial crisis has seen
the Fed raise its key interest rate to 2.00%2.25% in a total of eight steps, at 0.75% the
Bank of England's base rate is only slightly
higher than in 2009.
As for most central banks, the financial crisis
represented a historic turning point for the
Bank of England (BoE). Prior to 2008, the official bank rate had never been less than 2%
at any time in the Bank's history. However, in
a bid to provide the economy with cheap liquidity after the outbreak of the financial crisis,
the Bank of England lowered its key interest
rate within 6 months from 5% to a new alltime low of 0.5%. Like the Fed and the European Central Bank, it also supported the British economy with bond purchases to the tune
of GBP 435 billion.
Brexit referendum led to further easing
However, while the Fed raised its key interest
rate for the first time in December 2015, the
Bank of England actually had to go for a
further easing of its monetary policy in August
2016. The fear of an economic downturn in
the wake of the vote to pull Britain out of the
EU (Brexit) prompted the Bank of England to
slash its key interest rate to 0.25%. This despite the fact that the depreciation of sterling
triggered by the Brexit decision simultaneously fuelled a temporary uptick in the rate of inflation to over 3%.

Awaiting Brexit outcome
With the uncertain outcome of the Brexit negotiations hanging over the British economy like
some Sword of Damocles and with companies
to holding back with investment as a result, the
Bank of England must be glad of this respite. As
long as the outcome of the negotiations remains
unclear, the consequences for the British economy simply cannot be predicted. So for the time
being the Bank of England will simply wait and
see, keep calm and have another cup of tea – in
keeping with best British practice.
n

Bank of England lags behind
Key interest rates in the US and UK
8%

No need to tighten monetary policy yet
In the meantime the Bank of England has also
raised its key interest rate by a quarter of a percentage point on two occasions. However,
there is currently insufficient justification for
any further hikes. With the latest figures
showing year-on-year growth running at
1.5%, the economy looks solid and, like its US
counterpart, the British labour market is also
booming. However, the inflation rate has since
returned to levels close to the Bank of
England's 2% target, allowing it to bide its
time for now. There is no need to tighten monetary policy yet.
4

Investment Strategy December 2018

7%

6%

5%

4%

3%

2%

1%

0%
1998

2000

2002

2004

2006

BoE

2008

2010

2012

2014

2016

2018

Fed
Source: Bloomberg

Equity markets
Brexit and the equity market
The Brexit negotiations are having an impact on
the British stock market. If the withdrawal agreement with the EU falls through, Britain will face
the threat of a «hard» Brexit in March 2019. This
would result in the introduction of a large number of trade barriers overnight. In the following
we explain the implications and show which sectors and companies would be affected.
One of the characteristic features of the FTSE
100, Britain's leading share index, is that – like its
Swiss counterpart – it reflects the country's domestic economy only to a limited extent. Its largest companies earn most of their revenues abroad. The FTSE is dominated by financial, consumer goods, energy and commodity companies.
The largest companies are the big bank HSBC,
the multinational oil companies Royal Dutch
Shell and BP, the pharmaceutical groups AstraZeneca and GlaxoSmithKline and the alcoholic

Performance driven by weaker pound

Performance of UK stock market and currency after the Brexit vote (indexed)
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beverages manufacturer Diageo. The biggest
impact on the leading index is therefore indirect
via the pound sterling, which reacts to the Brexit
debate.
Brexit winners and losers
A hard Brexit would mainly hit the financial sector. Banks such as Barclays need access to the
European market. A hard Brexit would also probably lead to a weaker economy and lower interest rates, further adding to the pressure on financial stocks. Thus, banks such as Lloyds and
Royal Bank of Scotland, which are exclusively or
predominantly focused on the UK, would be
badly affected. At the same time, all companies
oriented to the single market would suffer. Real
estate stocks, for example, would be hit by rising
vacancy rates as a result of companies relocating
to the EU, and the telecoms sector would feel
the impact of the feared economic slowdown.
Those that would fare best would be large-cap
multinationals that generate most of their sales
outside the UK – companies from the commodity and energy sectors such as Glencore and Royal Dutch Shell or the luxury goods group Burberry. These companies would see their business figures boosted by currency gains resulting from
translation effects – i.e. from the impact of a
weaker pound on their balance sheets.
How should investors position their
equity portfolios?
Most British large caps have an international focus and are affected more by global trends than
by Brexit. By contrast, domestically oriented sectors would feel the impact of a hard Brexit more
keenly. This once again underscores the importance of having a well diversified equity portfolio spread across a range of sectors and sales
markets. The negotiations between the EU and
the UK are keeping the international stock markets on tenterhooks. Over the next few weeks
we can expect to see some ups and downs. In
this environment, it makes sense to strengthen
the core of the equity portfolio with stocks of
companies that have stable business models capable of generating profits even during weaker
phases. By the same token, positions in stocks
based on hopes of growth should be scaled
back.
n
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Currencies
Sterling not sending out any stress signals
The British pound readjusted to a lower trading
range in the months following the 2016 Brexit
vote. In relation to Brexit, the pound will remain
the most sensitive indicator of market sentiment
over the next few months.
In the run-up to the 2016 Brexit vote and immediately after the decision to leave the EU, the
pound suffered a significant decline in value.
Against the Swiss franc, the British currency
slumped by more than 20% from CHF 1.55 to
CHF 1.20. Since then, it has been comparatively
stable. The GBP/CHF exchange rate is currently
caught in a sideways, albeit volatile, trend in the
region of CHF 1.30. Over the past few months,
the UK has been engaged in intensive negotiations with the European Union over the terms of
the separation and the future relationship.
Brexit clock ticking
Both parties have an interest in securing an orderly Brexit. However, until the political issues
are resolved, we shall continue to take a cautious view of the British currency. One uncertainty is the ratification of the negotiated «divorce
agreement» in the House of Commons. The nervousness of many investors is also evident from
the options market: with the departure date approaching, recent weeks have seen an increase
in demand for hedging against the downside
risks to the pound. The pound would be one of
the losers in the event of an uncontrolled separation in the spring of 2019. The same applies to
the euro, although to a lesser extent. The uncertainty would also have negative repercussions
on the eurozone.

has also rejected Italy's revised draft budget, raising the spectre of a deficit procedure being
launched. This is a multi-stage procedure which
also includes the possibility of sanctions. If the
conflict between the Italian government and the
EU were to intensify, that would clearly be a negative for the euro.
n

Brexit timetable sets the direction
Exchange rates for selected currency pairs
1.60

Brexit vote

Euro has lost some allure
At 1.14, the EUR/CHF exchange rate is still up 8
centimes on its lowest point in 2017. However,
the euro has lost some of its allure recently. The
eurozone has seen a decline in economic momentum. While the European economy grew
strongly in the first half of the year, it lost momentum over the summer. Moreover, as well as
keeping an eye on Brexit we are also monitoring
developments in Italy. The dispute between the
Italian government and the EU over Italy’s draft
budget for 2019 has been in the headlines several times in recent weeks. The EU commission
6
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Commodities
Sentiment in the oil market has turned
At the beginning of October, US West Texas Intermediate crude was trading at USD 76 per barrel. By November, the price had fallen by USD 20.
A price slump of more than 20 percent in just
over a month is not a frequent occurrence even
for oil prices, which are prone to hefty swings.
After reaching a four-year peak in October, sentiment in the oil market turned. There are figures to corroborate this: the oil price fell for twelve trading days in succession in November. The
last time there was a similar slump was in 2014.
November saw a number of negative pricing factors come together: a supply overhang coupled
with general fears over the economy put oil prices under pressure. This was then compounded
by the liquidation of speculative long positions in
the futures market.

Fragile sentiment in oil market
Price trend of benchmark oil varieties (in USD per barrel)
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Market worries: from bottleneck to oversupply
Within just a few weeks, market sentiment has
turned from very bullish to very bearish. The key
question for us is whether the sharp fall in the oil
price heralds an economic slowdown and therefore significantly weaker demand for oil. Our impression is more that the decline is based on a reassessment of the supply side because US sanctions against Iran are being less strictly enforced
in the oil sector. Contrary to its tough rhetoric,
the US government is allowing eight countries
that are major buyers to continue sourcing oil
from Iran. These notably include Italy, Greece
and Turkey. However, China, India, Japan, South
Korea and Taiwan are also on the «waiver» list,
which is initially valid for 180 days. The scale of
the waivers came as a surprise to many market
participants. While concerns over a supply shortage set the direction for oil prices in October,
the dominant assessment in November was that
the oil market was facing an oversupply situation.
What signals are coming from OPEC?
We see the recent price fall as exaggerated.
From a technical point of view, the speed and
scale of the price fall pushed the oil market into
oversold territory, which often triggers a countermovement. The decisive factor will be the response of the Organization of the Petroleum Exporting Countries (OPEC). The rise in oil inventories in recent weeks has increased the likelihood
that the OPEC meeting on 6 December will decide to cut production in 2019. Also with reference to current estimates: for 2019 the International Energy Agency (IEA) predicts that the increase in supply from non-OPEC countries
should exceed the increase in demand (1.9 million vs. 1.4 million barrels per day). This means
less demand for OPEC oil. Saudi Arabia has floated the idea of cutting production by 1 million
barrels per day. We expect the OPEC heavyweight to push through its proposal. An agreement with other producer countries («OPEC+»)
would have an even stronger signal effect. The
focus here is on non-OPEC member Russia,
which has so far responded with reticence. News
from this quarter should keep oil price volatility
high over the coming weeks.
n
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Equity markets are not a one-way street
November brought no relief to the global equity markets, which remained shaky amid correspondingly high daily fluctuations. In the climate of market agitation, positive aspects have taken a back seat.
The list of political risks did not really get any
shorter in November. The test of strength between the EU and Italy over the latter's budget
plans continued. On the Brexit front, British Prime Minister Theresa May returned home with
a 585-page agreement, but the deal's passage
through the House of Commons is far from assured. After the G20 meeting at the end of November, the United States wants to sit down at
the negotiating table with the Chinese, but an
agreement is not guaranteed.
Asset classes reflect uncertainty
Political uncertainties with economic implications are making themselves felt in the markets
and are not just reflected in equities. The US
dollar thus strengthened, and for the first time
for months gold funds attracted renewed inflows. The economic slowdown in the emerging markets and the appreciation of the US
dollar are causing them some concern. Another
worry is the possibility of higher US interest rates, which would push up the cost of finance.
Given the pro-cyclical nature of industrial companies in particular, these developments are
impacting on the already shaky stockmarket
sentiment.

hence leading to stronger daily fluctuations.
We need to re-accustom ourselves to higher
price volatility.
Riding out the choppy waters – US equities
preferred
The outlook for earnings and the economy continues to favour equities. On the other hand, the
many risks will leave investors feeling uneasy,
leading to ups and downs in share prices. Given
the outlook for the economy and earnings, we
are sticking to our balanced weighting. And
with earnings expectations positive, we are keeping US equities overweight.
n

Investment Strategy
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Positive aspects drowned out
During market phases such as these, positive
aspects are drowned out by bearish market
sentiment. However, some signals still point to
a conciliatory end to the year. The slowing in
the economic trend, for example, in no way
points to a recession. On the contrary: both the
US economy and the global economy are set to
grow. The corporate earnings outlook also remains positive. The economy is simply entering
the «mature» phase of expansion. This is reflected in the fact that inflation rates are moving up
while unemployment has already fallen and interest rates are trending higher. Equity investors
are positioning themselves accordingly. This is
introducing greater unrest into the markets and
8
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Market overview
Economic data and cycles
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Switzerland: The outlook for the Swiss economy remains good. The strong franc
will eat into company earnings to a certain extent, however.
USA: The US economy is in good shape and the leading indicators are at high levels. Economy gradually entering mature phase.
Eurozone: Economic growth is solid, but the phase of expansion is losing momentum. Growth is weakening.
Germany: The outlook is bright, despite recurrent brief phases of weakness. 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. As a major importer, it
is being additionally helped by the weak oil price.
Brazil: The recovery phase is still struggling to establish itself. But confidence is
back thanks to new «law and order» President Bolsonaro.
Russia: Outlook moderately positive, but no cause for euphoria. The weak oil
price in particular could cut short the recovery.
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Interest rates and currencies
Data as of 20 November 2018; Source: Bloomberg, Graphics: own illustration

Key interest rates for selected central banks
Switzerland: The SNB will continue to align its monetary policy
with that of the ECB. It is therefore waiting for the ECB to make
its first interest rate move and will raise its key interest rate in
September 2019.
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Eurozone: The ECB will end its bond-buying programme in December 2018. Key interest rates will remain low even after the
end of the bond purchase programme. We expect the ECB's first
rate hike to come in September 2019.
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USA: Positive economic data, particularly on the domestic economy, will be conducive to further rate hikes. The Fed will
therefore continue to raise its key rate gradually. We expect
one more interest rate hike in 2018.

Capital markets: yields on individual 10-year government bonds
Switzerland: Negative interest rates, low inflation and demand for bonds continue to keep interest rates low. However,
attention will increasingly focus on the first SNB key rate increase next year. Capital market interest rates will rise further in
the run-up to this first hike in key rates.
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Eurozone: The economic outlook is positive, though slightly
weaker. An initial ECB interest rate hike is on the cards for the
end of summer 2019. The debate over the ECB's first rate increase should bring higher interest rates by mid-2019.
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USA: The economic outlook is positive. Further interest rate rises will follow on a quarterly basis. We continue to expect an uptrend in yields due to the rate-hiking cycle and rising inflation.

Currencies: rates for selected currency pairs
EUR/USD: The interest rate advantage is supporting the dollar.
However, America's twin deficits and the latent trade conflict
remain potential negative factors for the greenback.
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Equity and commodity markets
Data as of 20 November 2018; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
The current market situation is volatile. Falling oil prices and rising interest rates are fuelling growth fears. Other persistent
trouble-spots are the Italian budget dispute, the US trade dispute with China and the Brexit debate. The outlook for the
current earnings season remains positive for now and is supporting equity prices.

250

225

200

175

150

125

100

75
2013

2014

SPI

2015

DAX

2016

S&P 500

2017

2018

Emerging Market Index

Valuations: estimated P/E ratio for selected regions and markets
Valuations have declined as a result of recent stock market
falls. All markets continue to exhibit positive estimated earnings growth. In the US, estimated earnings growth continues to gain momentum. In the Eurozone and Switzerland it has
levelled off, however.
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Commodity markets: Price trend for oil and gold
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Oil price: The increase in risk aversion has triggered concerns
over the economy and put a significant damper on the oil price. Attention is turning to December's OPEC meeting, at which
possible production cuts will be discussed.
Gold price: The stock market correction in October put an end
to the weak performance of gold over the previous six months.
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Financial markets and forecasts
Closing prices as of 20 November 2018; 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 %

-0.50 %

ECB

-0.40 %

-0.40 %

-0.40 %

-0.40 %

-0.20 %

FED

1.00 % – 1.25 %

1.75 % – 2.00 %

2.00 % – 2.25 %

2.25 % – 2.50 %

3.00 % – 3.25 %

Capital market yields

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

-0.14%

-0.12 %

-0.05 %

0.05 % – 0.25 %

0.50 % – 0.70 %

10-year German Bund

0.35%

0.33 %

0.35 %

0.55 % – 0.75 %

1.00 % – 1.20 %

10-year Treasury

2.36%

2.83 %

3.06 %

3.10 % – 3.40 %

3.50 % – 3.80 %

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.1638

1.1401

1.1317

1.10 – 1.15

1.08 – 1.13

USD/CHF

0.9914

0.9855

0.9954

0.97 – 1.02

0.97 – 1.02

EUR/USD

1.1738

1.1571

1.1370

1.11 – 1.16

1.09 – 1.14

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

57

67

53

60 – 70

70 – 80

Gold (USD per oz)

1281

1196

1222

1200 – 1300

1250 – 1350

Equity markets

YTD

Valuation
(est. P/E)

Current Index

Trend
last 3 Months

Forecast
3 Months

0.5 %

16.1

2642

EuroStoxx50 (local currency)

-7.8 %

13.1

3116

SMI (local currency)

-3.5 %

15.6

8769

Key interest rates

10-year Conf.

Currencies

Commodities
Oil (WTI, USD per barrel)

S&P500 (local currency)
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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.

