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Editorial
Investors will still need strong nerves in 2019
Dear Investor,
2018 was a nerve-racking year
for the stock markets – all the
more so coming as it did after
2017, a year of uninterrupted
gains when investors could just
sit back and enjoy the ride. Things
got off to a good start. Donald
Trump's tax break for US companies prompted
investors to pile in for more of the action.
Then the market idyll was suddenly shattered.
Suddenly there was talk of an inflation problem
and of US interest rates above 3% – the cue for
investors to abandon equities for bonds. This
was all it took to wipe out ten percent of the
stock market wealth that had accumulated so
handsomely. In fact, higher interest rates are
primarily the result of an economy that is doing
well. This realisation enabled investors to breathe a sigh of relief. Bullish hopes of rising markets might have reemerged, had it not been for
President Trump's tariffs. These actions triggered recurrent rounds of fears over the future of
the global economy.
In 2018, the stock markets were dominated by
ups and downs on a grand scale. However, it
felt worse than the results actually were – provided your investments were not focused heavily
on German equities, on emerging markets or on
individual stocks that sustained losses of thirty
percent or more. The US stock market indices
are at the same levels as at the beginning of the
year. The Swiss Performance Index has not lost
much ground either.

Equity investors will need to keep their nerve
next year too, though: they are giving up on the
idea of perpetual growth in economic momentum. As a result, the ups and downs on the
stock market look set to continue for a while. Indeed, they will persist for as long as expectations of future economic performance continue
to be downgraded. This process will involve
further falls in share prices. The trend will bottom out once a majority of investors realise that
there is not going to be a recurrence of the
steep recession we saw in 2009. The preconditions for such a recession – e.g. excessively tight
monetary policies that could choke off economic activity, or the bursting of a bubble on the
financial markets that could put the financial
system at risk – are not in place. However, as we
are only at the beginning of the economic slowdown there is still some way to go before investors come to this realisation. 2019 will therefore be a challenging year for the stock markets.
It would nevertheless be a mistake to sell off
equities. The next upturn is sure to come and
will start to be priced in by the stock markets
ahead of time. At that point we shall need to be
invested in equities in order to benefit from it. In
the meantime, it is important to back companies that are going to survive the phase of economic weakness in good shape.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
Switzerland as a trading nation – open borders are crucial
The tensions over the trade dispute between
China and the US are also affecting Switzerland.
Low tariffs and minimal trade barriers are of key
importance to a small, open economy such as
Switzerland. Protectionism may seem attractive
in the short term, but its long-term impact is devastating. The Swiss beer market serves as an illustration of this.
Until 1991, the Swiss beer market was heavily
protected, both within Switzerland and against
foreign competitors. A beer cartel ensured that
the whole market was meticulously carved up.
Every large brewery knew how much beer it could
produce and what price it could sell it for. Every
restaurant had exactly one type of beer and customers would drink Hürlimann, Schützengarten or Feldschlösschen, depending on the region. Due to the absence of competition, these
beers were virtually interchangeable in terms of
taste and their quality was at best average. The
brewers had little incentive to brew good beer.
They were hardly going to lose any customers
anyway. A further factor was that the market
had long been sealed off from foreign competition. The advantages for the industry were obvious: Swiss brewers enjoyed a very high degree of
planning security and guaranteed margins. Their
employees were well paid and had job security.
The main losers were consumers, who had little
choice when it came to beer.
Demise of beer cartel led to major change
Domestic pressure from consumers and wholesalers increasingly loosened protection against
foreign beers. At the same time, individual wholesalers also opposed the cartel with their own
beer brands. From the 1980s onwards, the pressure steadily increased and the cartel was gradually undermined despite continuing legal protection (there was no effective cartel legislation).
The cartel was finally wound up in 1991, though
a number of brewers – such as Cardinal – had already pulled out in previous years. Suddenly customers were spoilt for choice. Different types of
beer became the new standard in the catering
and retail sectors, and quality increased too. Restaurants and supermarkets were able to offer a
variety of beers and set the prices themselves.
Competition breathed new life into the market.
2
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But the opening of the market also had its downside. The high level of protection enjoyed by the
brewers meant they stood no chance of holding
their own against their foreign competitors.
Their structures were geared neither to innovation nor to competition. The Swiss breweries' foreign competitors were ahead of them in terms
of both innovative beer types and marketing
strategies. However, after being sheltered from
competition for decades, the Swiss brewers were also unable to keep up in terms of their cost
structures and, when faced with the new competition, many went under. Foreign conglomerates took over practically all the local brewers,
with just a few of the larger players from the former cartel surviving. The Swiss brewers that survived were Schützengarten and Ramseier, which
belongs to the Fenaco Group. Today, together
they account for just under 8% of the Swiss beer
market. The majority of Swiss consumers always
drank Swiss beer and still do, but in the end the
result of using trade barriers and cartels to pro-

Trade intensity exceeds GDP
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tect domestic business was that the Swiss companies either went under or were taken over by
large foreign conglomerates. Only in recent years have small, innovative brewers with local
roots regained some of lost ground. The number
of brewers has increased from 34 (1985) to 869
(2017). However, 65% of the Swiss market is
currently dominated by foreign conglomerates,
with Carlsberg and Heineken alone controlling a
combined 60% share.
Low trade barriers stimulate competition
Would the story have ended differently in the
absence of a cartel or of trade barriers? Difficult
to say, but most probably it would have.
Switzerland's food and pharmaceutical industries provide the best illustration of this. Nestlé
and Novartis are now global companies. But
Switzerland also has highly competitive companies that are global leaders in other sectors, such
as manufacturing. These are all sectors that were never able to rely on the protection of a cartel

End of beer cartel led to collapse
Beer and chocolate exports compared (indexed)

or trade barriers but were always exposed to
competition. Accordingly, they now form the
backbone of the Swiss economy and rank
among the country's most productive sectors.
They loom correspondingly large in Switzerland's
export statistics. At the other end of the scale is
Switzerland's beer industry. These days, hardly
anyone works in this sector and there are virtually no exports of Swiss beer. Beer brewing has
not even been offered as an apprenticeship option since 2001.
Trade is vital to small countries
Global trade is particularly important for small
countries such as Switzerland. It enables Swiss
companies to be active beyond their small domestic market. A company such as Buhler would never have reached its current size without the global market. Nestlé generates more than 95% of
its sales abroad. Novartis and other Swiss companies also make most of their money abroad.
Smaller, highly specialized companies in particular are heavily dependent on international markets. This would hardly be possible if Switzerland
were not well integrated into global trade rules.
However, free trade not only enables Swiss companies to operate abroad. It also means that we
currently import thousands of different goods
produced worldwide. When we go to the supermarket we can find everything from French soft
cheeses to Peruvian mangoes or Central American bananas. This would not be possible without
global trade. International trade not only promotes the exchange of goods, but also of ideas and
technology.
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Preventing a complete sell-off
So those currently clamouring for trade barriers
should be clear about which products they would
still be able to buy at what price if everything were produced in their own country. As a small economy, Switzerland benefits disproportionately
from low trade barriers, and trade intensity is correspondingly high in relation to GDP. Trade barriers are tempting, and in the short term they lead
to stability and protection in specific existing industries. In the long term, though, this supposed
protection has a devastating effect and can lead
to a whole industry being sold off, as happened
in the Swiss beer market.
n
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Interest rates and yields
The SNB set to start raising rates in autumn 2019
The Fed has already hiked its key rate eight times
since the financial crisis, on each occasion by increments of 0.25%. By contrast, the key rates of
the European Central Bank and the Swiss National Bank have remained unchanged at all-time
lows. In 2019, they will finally start to rise.
As expected, the European Central Bank took
the first step towards a slight tightening of monetary policy in mid-December by ending the
bond purchase programme it launched in March
2015. It will nevertheless continue to reinvest expiring bonds, thus keeping its balance sheet total stable. Echoing previous statements, ECB
President Mario Draghi once again emphasized
that the ECB would not be raising its key rates
this side of summer 2019. However, we do not
think the ECB will hold fire any longer than that
and expect it to make its first move in autumn
2019.
Focus still on the strong franc for now
Like that of the ECB, the Swiss National Bank's
key interest rate remains at an all-time low. This
is not going to change within the next few
months. In the SNB's December monetary policy
assessment, a further reference to the danger of
an excessively strong Swiss franc again formed
an important piece of the puzzle. Although the
Swiss franc has depreciated slightly on a tradeweighted basis since the SNB's September assessment, the central bank still sees the situation
on the foreign exchange market as fragile. Given
the economic and political uncertainties in particular, it sees a risk of sharp and abrupt exchange
rate movements. The SNB therefore remains active in the foreign exchange market as and when
the need arises and is maintaining its negative
interest rate differential versus the eurozone.
SNB shadows ECB's every move
So although the Swiss economy is expected to
have grown well above potential in 2018, the
SNB will continue to refrain from taking any action. The inflation forecast, which has been adjusted downward slightly, gives the SNB the time
it needs, particularly as it expects Switzerland's
economic momentum to slow down somewhat
in 2019. However, the growing imbalances in
the mortgage and real estate markets are a
4
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thorn in the SNB's side, and can only be curbed
by higher interest rates. The SNB will therefore
shadow the ECB's every move and raise its key
interest rate immediately after the ECB in autumn 2019.
What if the ECB delays making its move?
So the SNB's monetary policy remains tied to the
monetary policy decisions of the European Central Bank. But what if the ECB unexpectedly decides not to raise its key interest rate next year?
In contrast to what we would have said this time
last year, we would now expect the SNB to go
ahead and raise its key rate regardless. The higher level of interest rates globally, particularly in
the US, gives the SNB more room for manoeuvre on this front. The stronger US dollar will also
help the SNB to compensate for the euro’s weaker phases by preventing the franc from appreciating too sharply on a trade-weighted basis. n

SNB and ECB have some catching-up to do
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Equity markets
Fewer market winners in 2018
Despite a strong economy and encouraging reports from companies, 2018 has been rather a
sobering year for Swiss equity investors.
Looking at the annual performance of their holdings to date, investors using the Swiss franc as
their reference currency will find most of them in
the minus range. As of mid-December, the Swiss
market as a whole (SPI) was down 4%. After initially performing well, mid and small caps (SPI
Extra) also came under pressure in October, retreating by 13% over the year. Losses on European equities came to around 12%, factoring in
the impact of the weaker euro. The US stock
market was one of the few markets that managed to remain just within positive territory,
thanks in part to the stronger US dollar.
Politics impinges on stock performance
Last year's stock market volatility was already
starting to emerge at the end of January. After
an encouraging start, the markets turned negative due to concerns over rising US inflation and
resulting rapid rises in key interest rates. Investor

2018: a sobering year for equities
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sentiment was also repeatedly dampened by political factors. In the second quarter these included the uncertainties surrounding the formation
of Italy's new government and the government
crisis in Germany. The Brexit negotiations also
continued into November. At the end of the year, the most prominent issues are the question of
Italy's budget, Britain's domestic political power
struggle over Brexit and the trade conflict between the US and China.
Positive earnings performance
Amid the current share price volatility, it is easy
to forget that the economy is still growing in large parts of the world. The average trend of corporate earnings – the key factor for share prices
over the medium term – has been very positive
in 2018, with this year expected to see earnings
rise by as much as 20% in the US and by more
than 6% in Europe.
How should investors position their
equity portfolios?
The situation on the equity markets remains tense, as has once again been apparent from the
major price swings of recent weeks. The temporary agreement in the trade dispute between
the US and China provided only a brief respite
before concerns over an economic slowdown
and political uncertainties regained the upper
hand. The Swiss stock market is also currently
dominated by investor caution, with small and
mid-caps bearing the brunt of the reticence. In
light of the slowdown in the economy and the
fall-off in growth momentum, we expect share
prices to remain unsettled over the coming
weeks and months. However, we still see no
signs of the economy drifting into a recession. In
the current situation, it is important to stick to
the defined investment strategy and avoid cluster risks through diversification. It thus makes
sense to strengthen the core equity portfolio
with stocks which have strong and established
market positions and therefore create shareholder value throughout the economic cycle.
Thanks to their robust business models, companies that fit this profile are typically less susceptible to volatility even when the markets turn
choppy, and are therefore suitable for inclusion
in a long-term equity portfolio.
n
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Currencies
Swiss franc set to remain strong in 2019
Since Italy formed a government in May, the
Swiss franc has gained 6% against the euro.
The strengthening of the franc in response to
Rome's confrontation course with the EU serves
as a reminder that the currency’s legendary «safe haven» status has lost none of its significance.
The eurozone's challenges are not going to decrease in number. The dispute with Italy over the
budget rules will escalate. Italian politicians will
portray themselves as victims of the EU and of
German austerity policies. However, the greatest
threat to their plans comes from within the
country. Italians will increasingly withdraw money from Italian banks and move it abroad. This
capital flight will exacerbate the banks' already
critical refinancing situation. To prevent a collapse, the government will have to come to some
arrangement with the EU. However, it will be a
bumpy ride getting to that point and the euro
will repeatedly come under pressure. A further
factor is that Germany and France – the two guarantors of stability in the eurozone – both have
governments struggling with problems of their
own. In Germany, the search for a successor to
Angela Merkel is tying up resources and in
France Emmanuel Macron's opponents have
tasted blood after the protests against the planned increase in fuel tax. In this environment, the
ECB will have to decide after the summer whether it finally wants to tighten its monetary policy and raise interest rates. If it backtracks, confidence in the euro will diminish even further.
Dollar defies US turmoil
On the domestic political front, the conflict between President Trump and the democraticallycontrolled House of Representatives will become
more acute. The expected report by special investigator Mueller has the potential to prompt irrational counter-attacks from the White House. So far,
though, the dollar has taken the political turbulence in its stride. It has benefited from the strong
economy and the attractive investment opportunities in the US. Even if America’s economic growth
slows down in 2019, the dollar will continue to benefit from this factor. Moreover, the Fed will follow
up with further rate hikes. This will further widen
the interest rate spread versus other economic areas, thus giving the dollar additional support.
6
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Lower euro, stable dollar
The USD/CHF exchange rate will remain reasonably stable in 2019. As in 2018, the exchange
rate will fluctuate in the region of parity. The
EUR/CHF exchange rate will show more movement. Recurrent bouts of weakness will tend to
push the euro lower. During the intervening periods it will only partially recover the ground lost.
Over the course of the year, the EUR/CHF exchange rate will fall below the CHF 1.10 mark.
The Swiss National Bank will closely monitor this
movement, but will refrain from further interventions for the time being.
n

Euro euphoria has subsided
Trend of selected currency pairs
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Commodities
An eventful year
We are nearing the end of an eventful year on
the commodity markets. After climbing to a
four-year high, a falling oil price made the headlines towards the end of the year. The precious
metals sector also saw our «old friend» palladium stage a comeback.
A supply overhang coupled with an upsurge in
economic concerns put oil prices under pressure, and this was further compounded by the liquidation of speculative long positions in the futures market. While worries over a supply shortage set the direction for oil prices in the run-up
to the imposition of the new Iran sanctions, the
dominant assessment afterwards was that the
oil market was facing a supply glut.
OPEC on the defensive
All of this put the classic producer countries under pressure to act. There was a prolonged standoff until on 7 December, after tough negotiations, a production cut of 1.2 million barrels per
day was announced. The Organization of the Petroleum Exporting Countries (OPEC) is to contribute two-thirds of this, with Saudi Arabia leading the way. The remaining third will come
from other producer countries – notably Russia.

Gold excels in mediocrity
Performance in US dollar (indexed)
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This stabilized the oil price. Two years ago the
producer countries achieved a breakthrough
with a similar announcement, but now the initial response has been more cautious. This is because the booming US shale oil industry is putting the classic oil countries under pressure. A
touchstone for the effectiveness of the agreement will come at the beginning of 2019 when
the first production data since its entry into force
are published, revealing the extent to which the
production cuts are being implemented.
Palladium price overtakes gold
Palladium, last year's high flyer, once again lived
up to its reputation as a precious metal with large price fluctuations. Having plummeted by a
quarter up until August, the price of palladium
shot up by 50%. At USD 1,260 per ounce as of
the end of the year, the price of palladium has
overtaken gold again for the first time since
2002. Palladium has a «narrow market» compared with other commodities and special market
conditions can push the price in either direction.
Speculative investors on the futures market have also played a part in recent weeks. But at this
level, palladium becomes vulnerable to profit-taking. We are therefore watching for a deterioration in the fundamentals, and particularly for
signs of potential saturation in the key Chinese
and US sales markets.
Gold benefits from market environment
The gold price also steadily recovered from its
annual low in mid-August, gaining 6% in dollar
terms in the second half of the year. Whether the
yellow metal can end a third consecutive year in
positive territory remains to be seen. In mid-December, it was still trading roughly 4% lower
than at the beginning of the year. However, the
volume of exchange-traded gold funds reflects
an increase in investor interest. After falling to
an annual low at the beginning of October, fund
holdings are now increasing. Potential trouble
spots remain in the form of the Brexit debate,
Italy's budget dispute and the US trade war with
China. Another important factor affecting the
gold price is the performance of the US dollar.
Also crucial again for next year are the US monetary authorities' outlook for the economy and interest rates – as discussed elsewhere here.
n
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Investment Strategy
Fox running riot in the henhouse
The global stock markets are in turmoil. The
state of the markets might be likened to conditions inside a henhouse where a fox is on
the loose. The marauding fox has sparked panic among the chickens and they are flapping around in disarray. Uncertainty is running high.
2018 was definitely not a replay of the bull run
of 2017, which saw almost any investment
transformed into gold as if by magic. Investors
were handsomely rewarded for taking risks. No
trading week in 2017 saw a negative performance of more than 3%. Little wonder, then,
that at the end of 2017 many observers were talking about a «Goldilocks» scenario combining a
booming economy, low interest rates and rising
stock markets. That golden window has now
closed. Instead, investors now live in fear of the
«fox» in the form of rising interest rates, a festering trade dispute between the heavyweight
players USA and China and an economic downturn.
How dangerous is the fox?
The fox certainly poses a potential threat. But
less so than current market sentiment and index declines suggest. The setbacks are reminiscent of a recession, but we are not expecting
such a negative economic scenario. Although
we too see US economic momentum slowing
down over the coming year, we continue to anticipate positive GDP growth. We also expect rising interest rates in the US and therefore in
Switzerland and the eurozone as well. While
this will put both the stock markets and the
global economy under pressure, it will not trigger a sustained stock market slump. After all,
higher interest rates alone will not spark a recession. The trade dispute between China and
the US can certainly also be included among
the risk factors, and its repercussions will become apparent in the coming year. But we do
not expect the negative impact to be felt across
the board. Individual companies and sectors
will struggle with shrinking margins as they will
be unable to pass on the higher tariffs. However, some of the extra costs will be borne by
consumers. Again, this is a negative factor, but
not one that could trigger a recession.
8
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Caution counts, but staying invested too
During challenging market phases in particular,
it is worth waiting for the noise to die down –
even if that requires some patience and steady
nerves. People often sell off positions at the very
point when they have already fallen sharply and
offer renewed positive potential. Although the
numerous risks are fuelling greater market fluctuations and are leading to ups and downs in
share prices, the outlook for earnings and the
economy still favours equities. Our aim should
be to keep a watchful eye on the fox while seeking refuge in a well-diversified portfolio.
n
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Market overview
Economic data and cycles
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Switzerland: Switzerland's growth momentum remains strong, but is showing
signs of waning.
USA: The US economy is in good shape and the leading indicators are at high levels. Economy is gradually entering a 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 oil 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 disrupt the recovery considerably.
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Interest rates and currencies
Data as of 12 December 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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USA: For now, positive economic data point to further rate hikes ahead. Growth momentum will nevertheless weaken in
2019. We expect one more interest rate move in 2018 and two
more in 2019.
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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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from the financial markets in the event of political uncertainty.
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Equity and commodity markets
Data as of 12 December 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.
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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, the momentum of earnings growth
has decreased slightly, but remains high. In the eurozone it is
returning; in Switzerland it has levelled off.
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Commodity markets: Price trend for oil and gold
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Oil price: Following tough negotiations, OPEC and other producer countries were able to agree on a production cut. For the
price to recover significantly, fears of a slowdown in the global
economy will need to be dispelled.
Gold price: After a six-month period during which gold languished in the doldrums, more volatile markets have recently rekindled interest in the metal.
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Financial markets and forecasts
Closing prices as of 12 December 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 %

-0.25 %

ECB

-0.40 %

-0.40 %

-0.40 %

-0.40 %

0.00 %

FED

1.00 % – 1.25 %
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2.50 % – 2.75 %
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Capital market yields
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12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.1655

1.1287

1.1294

1.10 – 1.15

1.08 – 1.13

USD/CHF
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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.

