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Editorial
ECB must snap out of crisis mode
Dear investors,
The eurozone is in better shape
than it has been for many a year.
Economic growth last year amounted to +2.7%, stronger than at any
time since 2006. In addition, this
growth is no longer just being driven by Germany and a few smaller countries, but is increasingly broad-based.
The improved economic situation has finally fed
through into the labour market too. True, the
unemployment rate is still high at 8.7%, but it
has fallen by 1.0% in the last year alone. This
summer, Greece will be the last country to relinquish the euro safety net, and is also now able to
finance itself through the bond markets once
again. Things are quiet on the political front too.
Both in Paris and Berlin, Europe-friendly policy
lies at the heart of government programmes. As
a result, the euro is no longer a leper currency,
but is actively sought by investors. On the other
hand, the ECB continues to flood the eurozone
with liquidity, buying up eurozone bonds and refusing to call an end to zero interest rates.
The ECB’s ongoing programme to purchase
fixed-income assets will expire at the end of September. It has yet to decide whether it will then
discontinue the programme altogether or taper
it gradually over a period of months. The fact
that the ECB will not allow itself to be bullied into a premature monetary decision is essentially a
good thing. But it should also be singing from
the same hymn sheet when communicating
with the outside world, to avoid stoking financial market speculation unnecessarily. However,
there is precious little sign of any closing of ranks
on this issue. Mario Draghi is defending the current programme by referring to the prevailing

economic risks, and to what he considers an excessively low rate of inflation. By contrast, other
ECB representatives are openly calling for an end
to ultra-expansive monetary policy. The longer
the ECB takes to give the financial markets reliable signals in this respect, the more it runs the
risk of the euro becoming an ever more popular
plaything for hedge fund activity.
Nor should the ECB wait too long to reverse the
direction of monetary policy. The eurozone economy is no longer reliant on additional liquidity
and zero interest rates. Moreover, once the first
rate hike has been pushed through, speculation
over a stronger euro will lose some of its fervour
and gradually become less of a focus for the
markets. As an additional factor, the economic
and political tranquillity that currently characterizes the eurozone will not last forever. The next
economic slowdown will come at some point, as
surely as night follows day. And when it does,
the ever-growing debt burden of the countries
on Europe’s southern periphery will once again
loom large. Investors will no longer blindly throw
their money at Italy, Portugal and Greece, as is
currently the case. When that moment comes,
the ECB will be glad to have an interest rate cushion so that it can deliver economic stimuli
through a traditional monetary tool – such as rate cuts.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
USA – China: crucial months ahead
On 22 January, the US administration announced that it would be imposing a 30% import duty on solar cells from China. This tariff came into
force on 7 February and applies for three years.
Further measures are also planned against steel
and aluminium imports. The US is indirectly accusing China of using subsidies to keep down
production costs for these products.
China is the world's leading producer of solar
cells. Chinese companies produce around 2/3 of
all solar cells installed worldwide and have massively expanded their market share in recent years. At the same time, many companies in Europe and the US have felt the impact of the fierce
competition from China, with some closing
down their operations. The Trump Administration does not like this, hence the decision now to
resort to trade barriers and import tariffs. The US
justifies this move with the need to protect its
domestic industry from unfair competition.
However, the impact of the import tariffs is likely to be felt less in China than in the US. This is
because such tariffs will push up the price of solar cells, leading to higher prices for consumers
and therefore could lower demand. This can be
expected to trigger job losses in the US installation industry, which employs around 260,000
workers as against a mere 23,000 or so workers
employed in the production of solar cells. Aluminium and steel are a slightly different case, but
for the US Administration the core issue is the
same: it is no longer willing to tolerate China's
trade surpluses.
US follows WTO recommendation
The recent punitive action against Chinese manufacturers for distorting competition through
subsidies is not entirely without basis. The EU
has already levelled similar accusations against
China. The countermeasures the US is now taking are being implemented within the framework of the legal options available under the
WTO Agreement. In imposing import duty of
30% on solar cells, the US has followed the recommendation of the international committee.
However, this is the first time that America has
taken such measures since 2003. And further
unilateral US trade measures look set to follow.
In particular, accusations of intellectual property
2
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theft are currently being prepared by the Administration.
US accuses China of intellectual property
theft
Since 2013, the WTO Agreement has also included an agreement on intellectual property
(TRIPS), which sets out minimum standards for
the legal certainty of patents, copyrights and
other intellectual property. The US was an early
champion of international protection for intellectual property back in the 20th century, as Hollywood in particular was often a «victim» of copying – as were subsequently US pharmaceutical
companies and technology groups. America is
currently trying to corner China with accusations
of intellectual property theft. To ensure its action
is on a solid legal footing, it will raise the issue in
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the framework of the TRIPS Agreement. Many
observers expect the US to accuse the Chinese
of «theft» to the tune of many billions of dollars.
More details of the complaint are to be made
known in the coming weeks. Although the consequences of these investigations remain open,
the thrust of the US Administration is clear: by
erecting trade barriers, it is trying to step up the
pressure – if necessary at its own expense – to induce China to rethink its economic policy and, in
particular, its subsidy policy.
China is not standing idly by
China does not remain idle in the face of these
allegations by the United States. An investigation is also underway into imports of US sorghum
and soybeans. Frantic efforts are being made at
diplomatic level to prevent any further escalati-
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on. However, it will be difficult to reach agreement on this. The conflict between the US and
China seems to be more than just an argument
over solar cells and soybeans. It is a fundamental
issue and, in the broadest sense, also a clash of
systems.
Clash of value systems
Very much in keeping with its historical tradition,
China is intervening relatively heavily in the management of its economy. China will always
want to control key goods and services relevant
to the core economy at state level. This was already the case in the days of the Emperor, and it
is an approach that has served the country well.
Moreover, China is still in a transition phase from
an almost total command economy to a more
market-based economy. This is an extremely fragile and complex process, and one which the
Chinese government is monitoring closely. It
would be very surprising if China were to allow
anyone to tell it what to do in matters of economic policy, let alone fall into line with the liberal
Anglo-Saxon economic model. But this is precisely what Trump is calling for. He wants less state
intervention, free currency convertibility and
thus what he would regard as «fairer trade» –
fully in line with US economic values.
Trade restrictions hurt both sides
Unilateral punitive tariffs and trade restrictions
are a row between business partners that have
to deal with each other – and yet are not really
able to. In the end, everyone loses out. Punitive
tariffs result in higher prices for consumers in the
importing country and lost jobs in the exporting
country. And the US solar industry will not be rebuilt overnight just because of temporary punitive tariffs. Nevertheless, it seems that the US
Administration is planning to send out even more signals of this kind, despite the harm it will do
to its own population. Whether this power
struggle between China and the US will end up
escalating into a trade war remains to be seen.
At the moment, many warning lights are flashing, but there has been no escalation yet. And
for the sake of all concerned it remains to be hoped that things stay that way. As with any compromise, though, it is very important whether
and how the two parties insist on their rights. n
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Interest rates and yields
Inflation back on the agenda
Inflationary expectations in the US have risen
since December. Interest rates in the US, Europe and Switzerland have responded promptly to
this development – with a sharp rise. Is this fear
of higher inflation rates justified?
The rubber-stamping of the Trump Administration's tax bill by Congress and an unexpected rise in hourly wages in the US have recently sent
inflationary expectations higher. So far, however, it has only been expectations that have been rising. In the short term at least, these have
more to do with psychology than with actual
economic data. Where the latter is concerned,
there is not much to worry the hawks. The inflation rate in the US is stable at 2.1%. Indeed,
when highly volatile energy and food prices are
stripped out, consumer prices have only been rising at between 1.5% and 1.8%, depending on
the survey. In other words, core inflation is well
below the Fed’s target of 2%. Here in Europe,
the picture is similar. There have been no enduring signs of any rapid acceleration in inflation.
In Switzerland too, the inflation rate of 0.7% is
well within the comfort zone of the Swiss National Bank. The SNB itself is likewise not predicting
any rapid rise in consumer prices in its inflation
forecast.
Low unemployment leads to higher wages
The key driver of a rise in inflation is a shortage
of capacity in the economy. For example, a low
unemployment rate will sooner or later lead to
higher wages, and therefore to a rise in inflation.
Sensitivity to an unexpected rise in hourly wage
rates is therefore understandable. But things have not yet gone that far: Wage data in the US
fluctuates heavily from month to month, and a
sharp rise in January is nothing out of the ordinary. It is common for the proportion of jobs
from low-wage sectors like retailing or construction to fall in January, which has the effect of increasing average wages without any actual pay
increases taking place.
Short-term consolidation, but trend continues
The decision-makers at the Fed take various
measures of inflation into account in their decision-making processes, and a surprising rise in
hourly wages would not on its own suffice to
4
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shift them from their «forward guidance». Moreover, the rise in interest rates both globally and
in Switzerland since December has been both
pronounced and rapid. We are therefore expecting a consolidation in the short term at the current level. That said, the trend towards higher interest rates will continue, albeit slowly and in
phases. In addition, the rise in interest rates in
Switzerland will only affect capital market rates
with longer maturities for the time being, as the
Swiss National Bank will have to wait for the
ECB’s lead before increasing rates itself. Therefore, interest rate hikes by the SNB will not be back
on the agenda until the summer of 2019.
n

Inflation expectations higher, especially in US
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Equity markets
Impact of inflation on the stock markets
At the beginning of February, the stock markets
lost more than 10% within a matter of days because of worries over rising inflation and the resulting faster-than-expected interest rate rises.
But how much does inflation actually affect the
stock markets?
US inflation – currently in the spotlight – was
slightly higher than experts had predicted in January. Previously, unexpectedly sharp increases
in wages had fuelled speculation over a more
aggressive interest rate policy. The Federal
Reserve's objectives are full employment and
stable prices. While the first has been practically
achieved, inflation is still below the Fed's 2%
target. However, robust global growth means
companies are finding it increasingly difficult to
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recruit suitable staff. This would appear to suggest that it can only be a matter of time before
wages rise and with them inflation.
How does inflation affect the stock markets?
In general, during periods of rising inflation tangible assets such as equities, real estate and
commodities are preferable to financial assets
such as bonds. If inflation rises, bond yields –
which are already low as it is – may lead to losses for investors. As far as equities are concerned, their effectiveness as a hedge against inflation depends on the level of inflation. Moderate
inflation of between 1% and 3% p.a. benefits
the stock markets. Higher prices can be passed
on to consumers, depending on the company
and its pricing power. Companies then benefit
from growth in sales volumes and rising selling
prices, which compensate for higher purchase
prices. If inflation is lower or higher than this, the
stock markets usually perform less well.
What winners and losers are there?
Historically, the various sectors have responded
differently to higher inflation. Companies in the
commodity and energy sectors are normally
among the winners, for example – especially as
the prices of their products often rise particularly sharply during this phase. Banks also benefit
from the steepening yield curve and growth in
consumer spending. The losers, on the other
hand, include companies with low pricing power and often also interest rate-sensitive industries such as telecoms and utilities, which are hit
by the central banks' aggressive interest rate hikes. These companies often have to invest heavily and finance these investments by borrowing.
Diversified equity portfolio is key
It is difficult to predict how fast or by how much
inflation will rise. Warnings of an imminent upsurge in inflation have consistently proved to be
incorrect in recent years. For buy-and-hold investors, our recommendation is therefore to
hold a selection of stocks diversified across sectors. The core of the portfolio should consist of
blue chips that generate added value for investors over the full economic cycle regardless of inflation.
n
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Currencies
Euro enjoys tailwind
For months now, the euro has been one of the
strongest currencies worldwide. Indeed, the single currency has soared to a three-year high
against the US dollar. The euro is benefiting
from general economic developments and expectations of a reversal in the current monetary
trend, while pro-euro positioning in the futures
market has reached a record high.
The tide of positive economic data in the eurozone continued at the start of 2018, and with it
has come an expectation that the guardians of
monetary policy in Frankfurt will soon reverse
course. As the experience of the Fed with the
dollar has shown, when speculation grows in
the run-up to a monetary policy reversal, this pushes up the value of the corresponding currency.
With the euro, discussion over the ECB’s exit
from its extremely loose monetary policy has given a boost to the single currency in recent
months. This in turn has led to investors betting
that the euro will strengthen even further, as is
clear from a look at the one-sided nature of speculative positions in the EUR/USD future. Even
more positions were built up in January, taking
«Euro Long» positions to a new record high.
All eyes on the ECB’s March assessment of
the economic situation
At the ECB press conference in January, however, Mario Draghi indicated that a higher EUR/
USD exchange rate could ultimately have repercussions for the timing of the end of the ECB’s
asset purchase programme. The appreciation of
the single currency is having the effect of holding down inflation. Inflation currently stands at
just 1.3%, well below the ECB’s target of 2%. By
8 March, the date of the next monetary policy
decision, the latest inflationary forecasts of the
ECB will have been released. A key question will
be the strength of the impact of a stronger euro
on the forecasts for economic and inflationary
developments.
Looming elections in Italy
In addition to the ECB’s assessment of the current economic situation, we are also keeping an
eye on the parliamentary elections in Italy, which
are scheduled for 4 March. The electoral battle
has now been joined. Although these elections
6
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are barely on anyone’s radar outside of Italy yet,
the country’s debt situation remains its Achilles
heel. While it is true that the ECB brought greater tranquillity to Europe’s capital markets – in
the form of narrower credit spreads – with its
bond purchase programme, Europe’s structural
problems remain unresolved, which is why the
debt problem constitutes a long-term risk. Particularly as any resurgence in the debt problem
would weaken trust in the political stability of
the eurozone.
Test of sentiment for the euro
The euro has recently given up some of its gains
against the Swiss franc. By contrast, the single
currency has appreciated by a further 4%
against the greenback since the start of the year. The one-sided positioning of investors in the
currency markets tells its own tale. The clustering in favour of the euro is a clear indication of
market participants' expectations. These are
being fed from the cyclical side, as the economic
upturn in the eurozone keeps gathering pace.
What’s more, the euro is also gaining support
from general confidence in Europe’s political willingness to act.
n
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Commodities
Testing times for steel imports
In 2017, the US administration launched investigations into certain import practices owing to
suspicions of «price dumping» to the detriment
of domestic producers. In January, the United
States imposed new import tariffs on solar panels and washing machines. The commodities
sector is now coming under scrutiny too. Thus,
the investigations into steel and aluminium imports could lead to additional measures.

aluminium to its military and infrastructure, the
US does not want to become dependent on foreign production. In concrete terms, Secretary of
Commerce Wilbur Ross is proposing several options. The most far-reaching are the proposals for
steel imports, which envisage import duty of
24% (among other measures). President Trump
now has until April to adopt a position on the US
Secretary of Commerce's proposals.

To provide better protection for its domestic steel
and aluminium industries, the US administration
is looking into tightening the regulations on imports of these two metals. There are proposals for
new tariffs or quotas. The focus is on national security. Given the crucial importance of steel and

«Steel dispute» is nothing new
In the recent past, steel imports have already
triggered a number of disputes among trading
partners which have led to complaints at the level of the World Trade Organisation (WTO). In
2002, the US administration imposed duty of
8–30% on steel imports to protect its domestic
industry. The EU Commission then decided to
impose sanctions on US imports. The sanctioned
products included steel, but also clothing. At the
time, the WTO decided that the sanctions were
compatible with its rules. In 2013, the EU in turn
lodged a complaint with the World Trade Organisation relating to Chinese tariffs on steel tubes.
South Korea recently lodged a complaint about
the US plans with the WTO.

China an important market for US agricultural produce
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Investigation into US agricultural products
pending
In February, China's Ministry of Commerce announced anti-dumping investigations into imports of US sorghum and soybeans. Within the
cereals market, sorghum millet is of peripheral
importance in terms of trading volumes. Indeed,
the fact that there are any large-scale shipments
of sorghum at all is down to China: in recent years, Beijing has begun to import large quantities
of sorghum. According to the US Grains Council, China is one of the most important buyers of
US sorghum, accounting for 79% of exports. In
the 2016/17 harvest year, the proceeds of these
sales amounted to USD 867 million. However,
this is a modest sum when set against the total
trade balance between the two countries. By
contrast, the volume of trade in soybeans (USD
23 billion) carries rather more weight and makes
soybeans one of the most important American
exports to China. If Beijing were to take action on
this front, it would ramp up the trade tensions
between the two countries to the next level. n
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Investment Strategy
Put away those rose-tinted spectacles!
At the start of February, the stock markets showed their unpredictable side. On 5 February equity markets recorded a hefty slump of more than
4%. Since then, the financial markets have stabilized somewhat and seem to be returning to
«normality». But investors need to remain attentive, and those rose-tinted spectacles can definitely be put away.
The trigger for the slide in global equities actually came from the fixed income market. The
yields on 10-year government bonds in the US,
Germany, and Switzerland had been rising comparatively sharply – and not just since the start of
February. Yields had been heading north for quite some time. In the US and Europe in particular,
this development picked up at the start of 2018.
At the same time, data from the US showing
stronger wage growth stoked inflationary fears
further. These fears in turn triggered a minor collapse in equity markets.
Textbook example of a «mature market
phase»
Market observers have been commenting that
the «bull market is mature» for quite some time
now. Quite what that means was made clear by
the price losses seen at the start of February. The
movement in interest rates and the change in
the US labour market data did not come as a surprise. Nor was either shift particularly pronounced. But together they sufficed to throw
global equity markets into turmoil. For such a
small cause to have such a disproportionately
large impact on equity markets is the first indicator that reveals how «mature markets» function. In a mature market phase, small causes can
have a major negative impact. The second indicator is the duration of the slump in equities. In
mature markets, while the sell-off may be prodigious, it is over fairly soon. Thirdly, it is striking
that the weakness of the stock market poses little threat of contagion to other markets. The rush
to hit the «sell» button in February was solely
confined to equities. The credit markets, for example, looked on phlegmatically, and there was
no widening of spreads. In a bear market triggered by a weakening of economic momentum,
capital markets respond with a significant widening of credit spreads. In such a scenario, capital
8
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market participants would be basing their actions on an anticipation of an increase in default
rates.
Bear market no, greater attentiveness yes
For a bear market to set in, the leading economic indicators would have to exhibit increasing
weakness, and we see little evidence of that as
yet. Indeed, all the leading indicators point to a
further acceleration of economic growth. But a
striking feature of the current situation is that
good news is having to make itself heard with an
«orchestral fanfare». Otherwise it goes unnoticed by market participants and fails to leave its
mark on day-to-day developments. In other
words, good news is having to surprise on the
positive side. In summary, the expectations of
the economy and earnings development show
that the foundations for equity market performance are solid. We have concluded that exposure to the equity market will continue to be
worthwhile. Which is why we are adhering to
our overweight stance.
n
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	Germany: The outlook remains very good, with all leading indicators having improved yet again at a very high level.
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Interest rates and currencies
Data as of 20 February 2018; Source: Bloomberg, Graphics: own illustration

Key interest rates for selected central banks
Switzerland: The SNB will still align its monetary policy on
that of the ECB. Inflation remains low.
Outlook: The SNB will wait for the ECB to make its first interest rate move and so will not raise its key rate before summer
2019.
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Capital markets: yields on individual 10-year government bonds
Switzerland: Negative interest rates, low inflation and demand for bonds are keeping interest rates low.
Outlook: We expect interest rates to rise slightly in the medium term in step with the eurozone.
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EUR/USD: The euro is benefiting from the economic upswing
coupled with the expectation of a turnaround in monetary policy. One-sided positioning in favour of the euro on the futures
market is reaching record levels.
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of the US economy is growing (overheating or slowdown?).
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2017

Euro in US dollar

2018

EUR/CHF: The euro's strength against the Swiss franc has
eased a little. The National Bank will continue on its present
course for the time being, though we would expect it to intervene if the euro weakens.

Equity and commodity markets
Data as of 20 February 2018; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
In general:
	The equity markets have become rather more nervous. They
have stabilized again following the sharp price falls at the
start of February.
	Higher inflation expectations and firmer interest rates gave
rise to short-lived jitters.
	The outlook for earnings is positive.
	Uncertainties arising from political events will remain in the
background as they have so far not had any economic impact.
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Valuations: estimated P/E ratio for selected regions and markets
In general:
All valuations are above the ten-year annual average and the
markets remain expensive despite the price falls.
The New Year always leads to a dip in valuations as analysts
adjust their forecasts.
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Outlook:
All markets show positive earnings growth.
Forecast earnings growth currently shows good momentum
in the eurozone and Switzerland.
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Commodity markets: Price trend for oil and gold
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Oil price: Falling inventory levels have brightened the outlook for the oil market. The upward trend has been stopped
temporarily following the previous months' price surge.
Outlook: Any substantial price rise will be counteracted by
growing US oil production.
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.
Outlook: 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 20 February 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

0.00 %

0.00 %

0.00 %

0.00 %

0.00 %

FED

0.50 % – 0.75 %

1.00 % – 1.25 %

1.25 % – 1.50 %

1.50% – 1.75%

2.00 % – 2.25 %

Capital market yields

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

–0.12%

–0.14 %

0.17%

0.10 % – 0.30 %

0.40 % – 0.60 %

10-year German Bund

0.30%

0.35%

0.74%

0.70 % – 0.90 %

1.15 % – 1.35 %

10-year Treasury

2.43%

2.36 %

2.89%

2.70 % – 3.00 %

3.00 % – 3.30 %

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

EUR/CHF

1.0640

1.1638

1.1550

1.13 – 1.18

1.10 – 1.15

USD/CHF

1.0097

0.9914

0.9361

0.93 – 0.98

0.93 – 0.98

EUR/USD

1.0536

1.1738

1.2337

1.18 – 1.23

1.15 – 1.20

12 Months ago
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Current

Forecast band
3 Months

Forecast band
12 Months
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17.4
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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.

