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Editorial
The eurozone has missed the right moment
Dear investor,
The spectre of a fresh euro crisis
has recently been doing the
rounds.  The  new Italian government’s expensive election promises and calls for Italy’s debts with
the ECB to be written off spooked
the financial markets. It was reminiscent of summer 2015, with its Greek bank
closures and multi-billion euro bailouts.
There will always be structural economic differences between different regions and countries.
There are several ways of evening out such differences. In a system of flexible exchange rates
the solution is for the currency of the weaker
country to depreciate. This makes that country’s
products cheaper and more competitive on the
world market. This competitive advantage is
achieved at the expense of higher inflation and
higher interest rates. For many years, this was
the way the southern eurozone countries solved
the problem, but it is an option they no longer
have as members of the eurozone.
The second way to deal with the problem is via
labour mobility. Those unable to find employment at home move to where they can find
work. For a long time, this was how imbalances
were evened out in that other monetary union
– the United States. This approach also involves
the depopulation of structurally weak areas and
major regional differences in terms of income
and wealth. However, mobility in the eurozone
is low. This is partly due to linguistic and cultural differences, as well as differences in educational and pension systems.
If currency devaluations and mobility are not an
option, the only other way is for the stronger
economy to help the weaker economy. I am not

just thinking of transfer payments as part of a financial equalization mechanism. Rather, institutions and processes need to be established that
can be used to finance and support investments
in countries with weaker economies. Strong
countries such as Germany need to help by accepting solidarity measures for the cost-effective financing of such investments. Familiar proposals and ideas in this area include an investment fund financed by the stronger countries or
the issuing of jointly guaranteed euro bonds.
However, there are political limits to intra-eurozone solidarity. It therefore also needs to be
possible to reduce tensions within the monetary union by allowing a country to leave. Fears
that strong countries such as Germany might
leave the euro are unfounded. There would be
too much risk of their new currency appreciating so sharply within a short space of time that
their export sector would be choked off. But for
structurally weak countries such as Greece or
even Italy self-help via a weak currency may be
an alternative option.
At present, it is impossible to leave the eurozone without leaving the EU. The eurozone missed
an opportunity to take advantage of the calm
that followed Emmanuel Macron’s election victory in France to create a more flexible framework. This makes it all the more important for
the currency bloc to take the wake-up call from
Italy seriously and embark on reforms.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
Eurozone: a close shave
The eurozone was lucky. The formation of Italy’s
new government sparked unease on the financial markets and laid bare the structural and institutional weaknesses of the currency bloc. Fortunately, the storm quickly passed. Now the eurozone should tackle its weaknesses.
As so often, the stock markets’ reaction to political uncertainties was harsh, but they returned
to business as usual relatively quickly, responding with relief to the formation of the new
government in Rome. It was a different story on
the capital markets. Various aspects of the coalition agreement between the Five Star Movement and the League were at odds with existing
EU requirements. For example, the two parties
want to reverse some of Italy’s pension reforms
and introduce tax breaks, adding to the country’s
budget deficit at a time when it needs to reduce
its debt burden. The risk premiums for Italian
government bonds have since eased, but remain
high – especially in comparison with rates for
German government bonds. The euro has not
yet regained its "old" strength either.
Italy is too big for eurozone bailouts
The eurozone has come a long way since its big
crisis in 2010 and has set up a number of institutions that make the zone more stable. However, at just over 131% of GDP, or EUR 2.3 trillion in absolute terms, Italy’s debt mountain is
too large for the institutions to handle. Greece’s
national debt may have been comparable in relative terms, but the absolute amount was considerably smaller. Thanks to these institutions it
was possible to avert a Greek national bankruptcy. Italy, though, is too big to take refuge
under any of the euro bailout packages. So if
the financial markets were to lose confidence in
Italy’s creditworthiness, the country would risk
facing national bankruptcy. Given the size of its
debt burden, any increase in risk premiums
would tear an even deeper hole in the state coffers. During the 2012 euro crisis, Italy’s risk premiums – and hence its credit interest – were so
high that it was unable to access the capital
markets. Had it not been for ECB President Mario Draghi’s verbal intervention with his "whatever-it-takes" assurance, the interest on Italy’s
debt alone would have become unsustainable.
2
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Thus the toxic mix includes a very high debt burden – both relative to the country’s economic
output and in absolute terms – which Italy can
only service thanks to easy access to the capital
market and low interest rates.
Italy’s banks are another weak point
In addition to Italy’s high levels of government
debt, the country’s banking sector has also been a problem for many years. This time last year, Banca Monte dei Paschi di Siena, a bank with
a long history behind it, made headlines as it
teetered on the brink of bankruptcy. It had a
large portfolio of bad loans and no bank was
prepared to provide it with funding to cover its
short-term liabilities. To pull through this crisis it
needed state support, which it managed to secure by the skin of its teeth. This was fortunate,
as the many small savers who banked with Banca Monte dei Paschi di Siena would otherwise
have lost their savings. A bank failure could also have caused a great deal of trouble, as other
Italian banks would immediately have been tarred with the same brush. Practically all Italian
banks have high proportions of bad loans, with

Loss of confidence in Italy
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around one in five regarded as non-performing.
Many Italian banks are also large creditors of
the Italian state, holding just over 20% of outstanding government bonds. Eight years ago,
the French banks were also major investors in
Italian government bonds, but have since reduced their exposure by just over 50%. This is a
good thing, as it means that a potential Italian
default would no longer be sufficient to bring
down the entire European banking sector.
Stalked by spectre of ATM shutdown
The state of the banking sector is crucially important for the economy, for payment systems
and above all for the public at large – and that
goes for any country, not just Italy. Again, this is
best illustrated by the example of Greece: when
a possible Greek exit from the euro and the possibility of national bankruptcy started to be seriously discussed, many Greeks took their money
abroad. The loss of confidence meant that the
Greek banks had already been facing a steady
outflow of cash on a significant scale for some
time, but the pace accelerated during this phase. The outflow of cash and the flight of capital

Imbalances have increased
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left the banks more dependent than ever on
short-term refinancing, which no-one was any
longer prepared to provide. The story ended
with Greece closing its banks, introducing capital controls and in June 2015 paralysing its already struggling domestic economy shortly before
the high season in the tourist industry. At the beginning of June, a similar scenario was looming
for Italy. The country’s deficit in Target-2 intraEuropean payment transactions has been rising
for months. It stands at EUR -426 billion. Only
Spain’s Target-2 is at a similarly low level. Contrast this with Germany’s plus EUR 902 billion.
The Target-2 balance shows that Italy’s cash is
flowing abroad. While payments for imports account for some of this outflow, some consists of
money that Italians are sending abroad in an attempt to keep it safe. If the capital outflow were
to accelerate and if at the same time the financial markets were to lose confidence in Italy and its
financial sector, then the Italian banks would have to close their doors at some point. It seems
likely that the new government’s avowed commitment to the euro also has something to do
with fears of an "ATM shutdown".
What happens next? – outlook and recommendations
For the time being, a combination of the financial markets and fears of a national bankruptcy
and closed banks have brought the new Italian
government to heel as far as questions of economic policy are concerned. However, this has not
moderated the positions of the two governing
parties, and the risk that destabilizing signals
from Italy could undermine confidence in the
eurozone has not been banished. The actions of
the other member states and the European institutions are therefore all the more important.
The member states should call on Italy to play
fair, but should also abide by the rules themselves. And the eurozone should seize the "Macron" opportunity and give serious consideration
to his reform proposals aimed at promoting integration and equalization. Last but not least,
the eurozone needs a plan setting out how it wishes to "deal with" state bankruptcies and how
an exit from the currency bloc might take place.
After all, recent weeks have made it plain that
such a contingency plan is definitely needed. n
July 2018 Investment Strategy

3

Interest rates and yields
Draghi’s passivity takes market by surprise
The press conference that followed the last meeting of the ECB’s Governing Council in mid-June made it clear that ECB President Mario Draghi was once again pushing Europe’s interestrate turnaround further into the future. The European Central Bank’s decision to restrict its own
room for manoeuvre when it is under no compulsion to do so comes as a surprise.
In the run-up to the meeting of the ECB’s Governing Council it was already clear that the ECB
was no longer planning to raise its key interest
rates this year. Despite the fact that the ECB is
expecting 2018 to see solid economic growth of
2.1% and although inflation currently stands at
1.9% – hot on the heels of the ECB’s desired limit of 2% – the main refinancing rate remains at
0%. At -0.4%, the deposit interest rate for commercial banks is in fact still negative.
End of bond-purchase programme in sight
Before it can even think about an initial rate hike, the European Central Bank will first need to
end its bond-purchase programme, which is currently still underway. Mario Draghi has now announced the timetable for this. The ECB will
continue to buy bonds to the tune of EUR 30 billion per month until September. This figure will
then be halved to EUR 15 billion per month for
the following three months before bond
purchases cease altogether at the end of the year. However, even after that the ECB will continue to reinvest maturing bonds. This means that
it intends to keep its balance sheet stable for quite some time, very much in line with the example set by the US Federal Reserve.
ECB spells out its forward guidance
Somewhat surprisingly, the ECB has already been talking about the timing of a possible initial
rate hike. The forward guidance applicable up
until now, which stated that interest rates would
stay at their current level for quite some time and
well beyond the time horizon for bond purchases,
was spelled out in more specific terms. The ECB’s
monetary authorities announced that key rates
would stay at their current level at least until the
end of summer 2019 and in any case as long as
necessary. This practically rules out an initial rate
hike before September 2019.
4
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No key rate hike until September 2019
This new forward guidance significantly restricts
the ECB’s room for manoeuvre in terms of raising key interest rates and does so for no apparent reason: the eurozone economy is still doing
well and the wrangling over Italy is off the agenda for now. However, there will now need to be
compelling grounds for considering the possibility of a rate hike this side of September 2019. In
our view, the ECB’s passive stance on the interest
rate front means that it has missed another opportunity to bring European interest rates into
line with the state of the economy.
n

Key interest rates remain low despite rising inflation
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Equity markets
Attractive Swiss insurance stocks?
Switzerland is home to a large number of listed
insurance companies. How do they earn their
profits and are they a good investment? Economic conditions are quite an important factor in
this context, as are interest rates.
Swiss insurers generate the bulk of their earnings from non-life business. The strong growth
opportunities here are generally heavily dependent on economic growth. Apart from the major international players Zurich Insurance and
Swiss Re, which benefit from global economic
growth, Baloise, Helvetia and Swiss Life have a
predominantly European focus, with the main
emphasis on Switzerland. The smallest of the six
insurers is Vaudoise, which concentrates entirely on Switzerland. Efforts to improve profitabili-

ty usually focus on costs. On this front, Swiss insurers still have potential for improvement. Costcutting programmes are currently underway at
Swiss Life and Zurich Insurance, for example.
The current low-interest environment which has
been persisting for years now is detrimental to
earnings in the life business.
Strong equity position
Swiss insurers’ equity base is currently inflated
by the low level of interest rates. This has meant
that bond valuations in particular have risen in
their portfolios and valuation reserves have increased. As a result, it has become more difficult
for insurers to generate high returns on equity.
A slow rise in interest rates without any rapid rise in inflation would generally represent a favourable scenario for insurers. It would push up
both bond yields and – with some delay – sales
and earnings. Solvency ratios – i.e. the capital
base – would also rise. The Swiss Solvency Test
(SST) specifies the minimum amount of equity
insurers are required to hold. Compared with
the equivalent European requirements, the Solvency II rules, Swiss regulations are more restrictive. All Swiss insurers meet the minimum requirement of 100% without any problems.
Sector is not cheap
Swiss insurers’ valuations, which are close to
book value (or equity per share), look reasonable by sector standards. However, a 10-year historical comparison shows that valuations have risen in parallel with a slight decline in returns on
equity. Thus the sector is not cheap. The sector
valuations close to book value are due to a combination of moderate returns on equity in comparison with the cost of capital and low growth.

Swiss insurers are attractive dividend payers
Comparison of forecast dividend yields compared to market as a whole
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Good dividend stocks
Swiss insurers are excellent dividend stocks. At
4.6%, the average expected dividend yield is
well above the 3.4% yield for the Swiss market
as a whole. The international insurers Zurich Insurance and Swiss Re in particular stand out in a
positive light with dividend yields of around 6%.
Due to their solid equity base and sustainable dividend policy covered by operating business, we
regard the majority of insurers as excellent dividend stocks.
n
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Currencies
Euro hit by doubts
In May, the problems in Italy coupled with worries over a renewed flare-up of the euro crisis
brought some movement on the currency markets. The temporary upsurge in doubts was reflected in the Swiss franc exchange rate, which
rose against the euro.
The threshold of CHF 1.20 per EUR just appeared
to have stabilized when the euro slipped below
CHF 1.15 again. The political uncertainties in Italy had dealt the euro a significant blow over the
preceding weeks. After a few turbulent days, the
dust has now settled. The Five Star Movement is
now able to form a government with the League,
allowing the potential uncertainties of fresh elections to recede into the background. However,
the reactions on the currency and capital markets underscored the seriousness of the situation. The Swiss franc in particular benefited from
the loss of confidence. The euro lost 5% against
the franc within the space of a month. In a seemingly unrelenting decline, the currency pair fell
from CHF 1.20 to an annual low of CHF 1.14.
SNB supporting EUR/CHF exchange rate?
Exchange rate movements such as these raise
the question of whether the Swiss National Bank
(SNB) has been intervening to support the EUR/
CHF exchange rate. Clues can be found both in
the monthly figures the SNB publishes on its foreign exchange reserves and in data on banks’
sight deposits with the SNB. The underlying
principle is that when the SNB intervenes in the
currency market to buy euros it credits the equivalent amount in Swiss francs to the commercial
banks in their SNB accounts, increasing the
banks’ sight deposits accordingly. Based on these sight deposits, the SNB’s last large-scale intervention was in spring 2017. In the run-up to the
French elections, the sight deposits increased by
several billion francs per week, when the franc
was in high demand and the EUR/CHF exchange
rate plummeted toward CHF 1.06. Since then,
the sight deposits have been relatively constant,
which suggests that there have not been any interventions – or at least only small ones.
Swiss franc reflecting sentiment
Although the EUR/CHF exchange rate is still
much higher than it was a year ago, the SNB
6
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will remain on a heightened state of alert.
Thus a familiar pattern has been confirmed,
with the Swiss franc exchange rate reflecting
sentiment towards the eurozone. As far as Italy is concerned, the new government’s stance
– particularly on Europe – is still open. The euro would remain particularly vulnerable, if the
foreign exchange market were to brace itself
for tougher wrangling over this issue between
Rome and its European partners.
Sentiment barometer: financial investors
We are keeping an eye on the positioning of financial-sector investors as a barometer of sentiment. Recent weeks have seen this investor
group reduce some of its one-sided positioning
in EUR/USD futures. In addition to Italy, the European monetary authorities have also contributed to this. While the euro received a boost
from the outlook for a political turnaround in
the currency bloc, it was dealt a blow from this
quarter. At its interest rate meeting in June, the
European Central Bank made it clear that it
would not be moving too fast. ECB President
Mario Draghi held out the prospect of an initial
interest rate hike in autumn 2019.
n
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Commodities
OPEC eases quotas, US stands firm
On 22 June, the the Organization of the Petroleum Exporting Countries (OPEC) met to discuss their strategy. On the face of it, the purpose of the meeting was to address a simple question: should the production cuts introduced one
and a half years ago be relaxed? Recent political developments added greater complexity to
the decision.
OPEC has agreed to step up its oil production by
600,000 barrels per day. The aim is to eke out
the production limit of 32.5 million barrels in
force since 2017. Another reason for the increase is the fact that the cartel’s current production
volume has been below its self-imposed limit for
months. Special circumstances have contributed
to this. In crisis-ridden Venezuela, production recently fell to a multi-year low, causing the South
American country to fall well short of its quota.
OPEC: milestone reached
In the run-up to the meeting, there was a wide
divergence of views on whether to ease quotas.
Saudi Arabia argued in favour while Iran and Venezuela expressed reservations for fear of losing
additional market share. This raised doubts
about whether cooperation among the oil-producing countries would hold. After all, a key objective has already been achieved: prices have recently settled down at between USD 60 and
USD 80 per barrel. Given the agreement that has
been reached, these doubts have receded into
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the background – partly thanks to OPEC’s continuing cooperation with the largest oil producer,
Russia. One question still fraught with uncertainty for the commodity markets is how the situation will develop on the trading level.
Political developments get things moving
In May, the US announced that it was withdrawing from the nuclear deal concluded with Iran
in 2015. This means that American economic
sanctions – including on oil exports – will be reintroduced. International companies with US operations are likely to pull out of Iran. For example,
the US authorities could once again start targeting international banks handling Iranian oil exports. How hard this will hit Iran will also depend
on how its trading partners respond. They do
not act in unison. China and India – the main
buyers of Iranian oil, accounting for 50% of sales – have both ignored the Iran sanctions so far.
Another factor that continues to have a bearing
on this question is the trade conflict between
the US and China. Beijing has signalled that in
another round it might consider imposing punitive tariffs on American oil (around a fifth of US
oil exports are destined for China). It is possible
to imagine that China might also increase its
purchases of Iranian oil.
Dollar puts gold on the back foot
Political uncertainties have not given any boost
to the gold price recently. Neither the announcement of new US sanctions against Iran nor the
smouldering trade conflict between Washington and Beijing have had any lasting impact in
terms of dampening investors’ risk appetite. By
contrast, June’s monetary policy decisions in the
US and the eurozone reminded many investors
of the growing US interest rate advantage. Afterwards, a familiar pattern once again emerged:
while the dollar benefited, gold was pushed
lower. The close relationship between the gold
price and the US dollar remains intact. The gold
price would be adversely affected by any significant strengthening of the greenback. This is not
a development we are anticipating, however, as
it would require a sharp increase in interest rates.
The cautious approach being adopted by central
banks suggests that there is limited potential for
surprises on this front.
n
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Equities deserve a chance
The equity markets present a mixed picture:
While the trade dispute between the United States and China is sending out negative signals,
the outlook for the US economy has improved.
June saw a noticeable improvement in the cyclical outlook for the US economy. The sentiment
indicators, which are based on surveys of US
companies, point to stronger growth momentum in both the manufacturing and service sectors. This is good news for the equity markets:
strong confidence in the growth potential of the
American economy is a solid pillar for a positive
performance on the equity markets. The upbeat
outlook in the service sector reflects the robust
performance of the domestic US economy, and
the expectations for the manufacturing sector
show that the net exports could also make a more positive contribution. However, this has
nothing to do with the tariffs being imposed on
Chinese exports. These will enter into force on 6
July at the earliest, assuming no solution is
found. At the same time, there has been a
further improvement in the earnings outlook for
US companies, and above-average growth is expected. This is good news, too, and suggests
that the US stock market in particular should
turn in a positive performance.
Trade dispute is a risk
However, the hostile posturing between China
and the United States poses a risk for the equity
markets. In June, the two sides tried to force
each other to back down with threats of ever
higher tariffs on more and more imports. As
both protagonists were prepared to keep raising
the stakes, making the situation increasingly unpredictable with each exchange of verbal blows,
the dispute triggered negative share price movements on some trading days. Protectionism is
bad news – especially in the long term. History
shows this to be the case, as does economic
common sense. However, while current developments will place less of a burden on the global economy and the financial markets in the
short term, they will above all undermine confidence in international trade policy over the medium to long term. And a loss of confidence
does not make itself felt straight away, but
exerts its effect in the background. In the short
8
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term, the debate over protectionism dominates
market events – mainly because it attracts very
extensive media coverage. Once this fades away,
the markets will turn their attention away from
this topic and its impact on market events will
wane.
Equities deserve a chance
The outlook for the economy and earnings remains very promising for equities. Monetary policy will be tightened and phases of rising interest rates will depress activity on the equity markets at times. As the fundamentals are solid,
however, we shall be increasing our allocation
and expanding our exposure to US equities. n
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Market overview
Economic data and cycles
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China: China is opening the monetary sluice gates a little (reserve ratio) to mitigate any negative effects of the trade dispute. The economic engine is continuing to perform solidly.
India: No euphoria, but very solid growth prospects.
Brazil: The outlook is mixed, the political situation in particular is a stress factor.
Russia: Russia is benefiting from the rise in oil prices. The weak rouble is a providing welcome support for the export sector.
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Interest rates and currencies
Data as of 22 June 2018; Source: Bloomberg, Graphics: own illustration
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USA

Currencies: rates for selected currency pairs
EUR/USD: The interest rate advantage is supporting the USD.
However, the US twin deficits and the latent trade conflict remain potential stress factors for the greenback.

1.4

1.3

USD/CHF: Further US interest rate hikes favour the USD. On the
other hand, the political toings-and-froings are stoking uncertainty and doubts over the direction of the US economy.

1.2

1.1

EUR/CHF: The political turmoil in Italy dealt a blow to the euro
and pushed up the value of the Swiss franc. The franc is a good
indicator of confidence in the eurozone.
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2017

2018

Euro in US dollar

Equity and commodity markets
Data as of 22 June 2018; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
■

225
■

200
■

The equity markets have stabilized again following the sharp
price falls at the start of February.
Trade policy disputes, geopolitical uncertainties and political
developments in Europe remain on the radar.
The outlook for earnings remains positive.
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Valuations: estimated P/E ratio for selected regions and markets
■

21

■
■

19

17

		Falls in share prices and rises in earnings mean that valuations
have eased significantly.
All markets show positive earnings growth.
		Forecast earnings growth is currently showing good momentum in the US, but has flattened off at a high level in the Eurozone and Switzerland.
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Commodity markets: Price trend for oil and gold
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Oil price: The new US sanctions against Iran caused a price
surge. While global demand and falling inventories are improving the outlook on the oil market, record high US oil production is preventing a substantial price increase.
Gold price: As in previous years, the start of the year was a
good time for gold. But there was no upward breakout in the
price. The prospect of higher interest rates limits the potential
for the gold price. Moreover, demand for safe investments
continues to provide major support for gold.
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Financial markets and forecasts
Closing prices as of 22 June 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 %

–0.75 %

ECB

–0.40 %

–0.40 %

–0.40 %

–0.40 %

–0.40 %

FED

1.00 % – 1.25 %

1.50 % – 1.75 %

1.75 % – 2.00 %

2.00 % – 2.25 %

2.75 % – 3.00 %

Capital market yields

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

–0.16%

0.06 %

–0.04 %

0.05 % – 0.25 %

0.40 % – 0.60 %

10-year German Bund

0.26%

0.53 %

0.34 %

0.50 % – 0.70 %

0.90 % – 1.10 %

10-year Treasury

2.14%

2.81 %

2.89 %

3.00 % – 3.30 %

3.20 % – 3.50 %

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.0872

1.1769

1.1517

1.15 – 1.20

1.12 – 1.17

USD/CHF

0.9724

0.9456

0.9881

0.98 – 1.03

0.95 – 1.00

EUR/USD

1.1182

1.2444

1.1651

1.15 – 1.20

1.15 – 1.20

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

43
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65 – 75

Gold (USD per oz)

1245

1354

1271

1300 – 1400

1300 – 1400

Equity markets

YTD

Valuation
(est. P/E)

Current Index

Trend
last 3 Months

Forecast
3 Months

S&P500 (local currency)

4.0 %

17.3

2755

EuroStoxx50 (local currency)

0.1 %

13.7

3442

–6.0 %

15.0

8617

Key interest rates

10-year Conf.

Currencies

Commodities
Oil (WTI, USD per barrel)

SMI (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.

