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Editorial
We have forgotten what inflation means
Dear investors,
The spectre of inflation has been
looming again. Slightly higher
wages in the US have been
enough to spark fears of inflation
among investors. As a result, interest rates rose and share prices
tumbled. Two years ago deflation
was a word that inspired dread on the financial
markets. How quickly things can change!
However, very few people remember what inflation «really» means. In Switzerland, our most
recent significant episode of rising prices dates
back to 1991, when the inflation rate climbed
to 6.6%. Ten years previously an even higher
rate of 8% had been recorded. People have
more vivid memories of the 1970s and the oil
crisis, when inflation rates in the western industrialized countries remained above 10% for
quite some time.
The high inflation of 1991 had a huge impact
on the overall structure of interest rates. Savers
benefited from the Swiss National Bank’s decision to raise Swiss interest rates massively in an
effort to fight inflation. Fixed-term deposits
could be secured at interest rates of up to 10%.
This still left savers with some gains in real
terms. Borrowers, on the other hand, had to dig
deeper into their pockets. The interest rate on
variable mortgages – the usual form of mortgage loan at the time – rose to 7.9%. These
days, an interest rate that high would keep
many a homeowner awake at night. The situation was the same in 1991 and led to Switzerland’s most recent major property crisis.

I am not expecting inflation rates to return to
these levels again any time soon. Central banks
now have much more experience with inflation
drivers such as commodity prices and flexible
exchange rates. They also have a wider range of
instruments with which to control the money
supply than was the case twenty years ago. In
those days, there were also many index mechanisms. Thus, wages and the price of many goods
and services were automatically adjusted in line
with inflation. A self-reinforcing wage-price spiral was the inevitable result.
This does not mean that the central banks
would be unhappy with a higher inflation rate
than we have today. Mario Draghi is doing his
utmost to increase the inflationary pressure in
the eurozone. Some in the US argue that there
should be a phase of steeper price rises to compensate for the excessively low inflation rates of
recent years. The Swiss National Bank would
not be alarmed if inflation continued to rise in
Switzerland as well. However, no-one wants to
see inflation rates of 5% or more. The SNB in
particular knows that it would have to counter
this with a massive rate hike again. That would
inevitably lead to a recession – as happened in
1992.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
Inflation becomes more prominent
February saw the stock markets correct sharply
as fears of an unexpected rise in inflation did the
rounds. Two months later, all inflation indicators
are at similarly high levels, but have gone back
to playing a minor role in market events. Is this
how it should be, though?
Negative inflation rates have definitely become
a thing of the past for the Swiss economy in
2018. Switzerland’s inflation rate is currently
running at 0.8% and expectations are only on a
«moderately» rising trend. Inflation has after all
been edging up continuously for 24 months
now and has been back in positive territory for a
good 12 months. This is a welcome development: negative inflation or deflation is not good
news for the economy. Deflation means a downward trend in prices. For a company, the worstcase scenario is having to accept falling prices
for its products even under normal business conditions, while at the same time still having to pay
fixed wages. It then has to deal with declining
margins or may even have to lay off staff to reduce its fixed costs. So a positive inflation rate is
good for the Swiss corporate sector, as well as
strengthening business confidence in the SNB’s
ability to act. It is also a sign of a functioning economic engine in which all the various cogs are
engaging properly. The latest development
shows that a weaker franc has generated positive inflation pressure. The effect of the currency
on inflation is relatively strong, since a strong
currency leads to cheaper imports and therefore
imported deflation. The recent weakening of
the franc has had precisely the opposite effect.
For the Swiss National Bank, the inflation trend
means it can stick to its expansionary strategy
and achieve its monetary policy objectives.
US inflation is more topical than ever
While the outlook for inflation in Switzerland is
somewhat «plodding», the US inflation debate
is hotting up. The uncertainties surrounding Syria, the possibility of a US trade war and the political soap opera playing out in Washington
may have pushed concerns about inflation into
the background, but the issue has never been
more topical. The relevant inflation rate – core
inflation excluding energy and food prices – is
currently running at 2.1%, which is slightly
2
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higher than the Fed’s 2% target. But will the rate continue to rise? To answer this question it is
worth taking a look at the factors that are currently fuelling US inflation. One factor is a very
good situation on the labour market. At 4.1%,
the unemployment rate can hardly fall any
further and jobs growth has also been very
good for many months. Then there are the
Trump administration’s fiscal stimulus plans,
which could trigger further price pressure on
the demand side. On top of this there has been
a trade-weighted decline in the value of the
dollar, which is making imports more expensive
for the US consumer. On this front, there is added price pressure looming, if tariffs really are

US labour market: could hardly be any better
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imposed on imported goods and get passed on
to consumers. US inflation will continue to rise
over the coming months.
2% would be spot on
An inflation rate of just over 2% would be perfect. This is the figure the Fed is aiming for. Inflation on this scale allows companies to pass on
price changes while keeping their margins at
least stable and under normal business conditions they will have no problems paying wages.
Many economists currently expect the Fed to
achieve this goal and keep inflation at 2% for
the next twelve months. According to the Chief
Economist at Deutsche Bank, there has never

USA: Inflation rising significantly, but not expected to overshoot
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been such a «best of all possible worlds» scenario at any time in history or in any country. So the
question remains how much US inflation might
rise over the coming months. Hyperinflation can
be ruled out. Hyperinflation means price rises of
50% per month. This is an extreme case which
occurs when a government is prepared to accept
a complete devaluation of money. An economic
situation alone is not sufficient to generate inflation rates on this destructive scale. There needs
to be a political benefit behind it. In the First
World War, for example, many countries dropped their currencies’ ties to gold to pursue an
opportunistic expansion of the money supply
designed to fill their war chests or pay off debts.
With hindsight, this approach paved the way for
hyperinflation. However, a number of additional
factors turned the spark into a wildfire. And at
the same time, the disruption brought about by
war led to supply shortages on the goods side,
which also pushed up prices. Severing the link to
gold caused a loss of confidence in the currency.
For workers to come anywhere near to keeping
up with the cost of living, wages had to rise,
which in turn drove up prices – and vice versa. It
was the start of what was to become known as
the «wage-price spiral». This spiral shows how
much psychology and expectations affect inflation. Economic agents only increase their prices
when they expect rising demand despite these
higher prices.
No galloping inflation, just a slight uptick
In addition to hyperinflation, the risk of «galloping inflation» is also frequently cited. This is
when inflation exceeds 10% per year (or 20%
by some definitions). These two figures help put
the term in perspective. The important point is
that with galloping inflation the central bank loses control of inflation and prices carry on rising.
We also see this type of scenario as unlikely. We
can well imagine that the Fed may be willing to
accept an inflation rate above its 2% mark. After all, if it were to raise interest rates faster to
ward off higher inflation, this could also weaken
the economy significantly. And that is something
the US is not prepared to do. The Fed will therefore prefer to bite the bullet and accept higher
inflation for a limited period of time, rather than
slowing down economic growth.
n
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Interest rates and yields
Inflation drives monetary policy
Only in an environment of stable prices can an
economy prosper and fully utilize its production
potential. The rate of inflation is therefore crucially important to central banks and their monetary policies.
In Switzerland, the National Bank Act tasks the
Swiss National Bank (SNB) with maintaining price stability and taking account of economic developments. In Europe too, the priority of the
central bank (ECB) is to maintain price stability.
Both the SNB and the ECB define price stability
as an annual rise in consumer prices of close to
but less than 2%.

also take its time before making its first rate move. In its latest inflation forecast, the SNB expects
prices to rise by more than 2% from mid-2020
onward. However, as it takes at least 18 months
for monetary policy stimuli to filter through to
the economy, the SNB will raise its key interest
rate sooner. We expect the time for this to come
in summer 2019. However, longer-term interest
rates will not wait that long as they will already
anticipate higher SNB interest rates. We therefore already expect to see higher capital market interest rates and a steeper yield curve this year. n

The Fed’s three monetary policy objectives
The US Federal Reserve’s monetary policy objectives are defined slightly more broadly. The Federal Reserve Act defines three objectives. Monetary policy should ensure maximum employment, while at the same time maintaining stable price levels in the United States. The Fed is also responsible for keeping long-term interest rates as moderate as possible. Despite – or perhaps
precisely because of – the difficult balance to be
struck between these sometimes conflicting demands, the inflation rate is also a central concern of the Fed.
US inflation on the rise
US inflation data have increased again recently.
March saw annual inflation jump from 2.2% to
2.4%, while core inflation, excluding the volatile components energy and food, climbed from
1.8% to 2.1%. Inflation expectations for the US
have also increased significantly since the beginning of the year. The buoyant labour market will
continue to push up wages. Wages are currently rising at an average of 2.7% and, with an unemployment rate of 4.1%, the country has virtually full employment. The Fed can therefore be
expected to maintain the same pace of rate hikes and continue to raise its key interest rate on
a quarterly basis.

Swiss inflation won’t top 2% until 2020

Current and expected inflation (SNB inflation forecast March 2018)
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Europe still has some time
In Europe, by contrast, the inflation pressure is
modest. With annual inflation running at just
1.3%, the European Central Bank is under no
compulsion to act. The Swiss National Bank will
4
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Equity markets
Is the tech stock boom over?
Since early March, the technology sector’s performance has been weaker. For a long time, the
rise of the US stock market was largely driven by
the soaring tech sector.
The media frequently carry reports on the FANG
stocks or the FANG+. The acronym stands for some of the most popular technology stocks: Facebook, Amazon, Netflix and Alphabet (formerly
Google). The FANG+ index, which has existed
since 2014, comprises ten stocks: the original
FANG stocks, plus stocks such as Apple and the
two Chinese heavyweights Alibaba and Baidu.
The FANG+ stocks are responsible for a large
part of the past stock boom. However, since
mid-March they have weakened by around
10%, though admittedly from a high level.
How important is the technology sector?
Recent years have seen a substantial increase in
the weight of the technology sector within the
S&P500 thanks to its above-average performance. Today, it is the most important sector
with a weight of around 25%, well ahead of the
financial sector (15%) and healthcare (14%).
Only five years ago, tech stocks had a weighting

Technology stocks on the up
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of 18%. US markets’ stronger weighting of new
technologies is certainly an important reason for
their outperformance compared with European
markets, where more traditional sectors such as
finance and manufacturing are generally overrepresented.
High growth
Technology stocks are characterized by aboveaverage growth and solid balance sheets, as reflected in their forecast of 16% earnings growth
for 2018. This does comes at a price, however:
the forecast price/earnings ratio (P/E) for 2018
stands at 18.3, as against 17 for the market as a
whole. In other words, tech stocks are trading at
a valuation premium. Valuations within the
FANG+ stocks vary widely, however. Thus Netflix
has a P/E of more than 90, while Apple’s P/E
stands at 15. Due to the major differences in corporate structure and growth momentum, it usually only makes sense to draw comparisons with
the company’s own history.
Is the tech boom over?
In addition to the higher valuations, stock-specific factors have been the main factors driving
corrections in recent weeks. The shares of Alphabet and Facebook have been the main losers
since the beginning of the year, for example.
What the two have in common is their increasingly dominant global position, which is putting
them under growing regulatory pressure. This
was highlighted by the Facebook data misuse
case which led to CEO Mark Zuckerberg being
questioned by the Justice and Trade Committee
in Washington. Whether this will lead to specific
regulatory measures remains to be seen, however. In general, though, the price dips in the tech
sector need to be seen in perspective. Thus, despite the recent correction, share prices are still
up by an average of 5% on the beginning of the
year. In the short term, many tech companies are
benefiting from the US tax reform and the current weaker US dollar. Technology companies
account for around 60% of sales abroad, which
is far more than the market as a whole. In our assessment, many technology companies have a
sustainable business model and will continue to
benefit from above-average growth in the future thanks to structural trends. 
n
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Currencies
Sterling on the road to recovery
Inflation rates in the currency areas of some of
the world’s largest industrialized nations – the
«G10» – are still well below the monetary authorities’ inflation targets. It is a different story in the
UK, where inflation has been above the Bank of
England’s target for quite some time, partly because of the fall in the value of the pound.

on 29 March 2019. However, this agreement is
tied to the negotiation of a comprehensive withdrawal agreement by the autumn of 2018. One
particularly contentious point remains the future
border regime between the EU member state
Ireland and Northern Ireland which is part of the
UK.

UK inflation rose to 3% at the beginning of the
year, which is well above the Bank of England’s
medium-term inflation target of 2%. One key
reason for the rise is the weakness of the pound,
which has pushed up the price of imported
goods. After the Brexit decision in summer
2016, the British currency fell back by up to
20%.

Agreement remains crucial
The agreement of a transition period marks an
important step on the way to an orderly British
exit. The agreement on Brexit and the transition
phase needs to be finalized by October so that it
can be approved by the EU Council, the European Parliament and the British House of Commons and can be ratified before the end of
March 2019. A positive outcome of the negotiations will be key in determining sterling’s future
performance.
n

Currency effect waning
This inflationary currency effect is gradually waning. The prospect of a tightening of British monetary policy has boosted sterling. Sterling has
been on the road to recovery since last November, when the Bank of England raised its key interest rate for the first time in around ten years.
A stronger currency is in turn moderating the
upsurge in inflation. Judging by the economic
data, UK growth is holding up at a pleasing level. While the British economy cannot keep pace
with growth in the eurozone, the Bank of England has recently upgraded its GDP growth forecast for the current year to 1.8%. Market views
on whether the BoE will already go for another
rate hike in May are currently divided. A total of
three rate hikes are expected by the end of
2019.
Brexit transition phase designed to buy time
After months of negotiations between Britain
and the European Union on the detailed terms
of the separation and future relations, March
saw the process move forward a step on the political level. The parties agreed on a 21-month
transition period after Britain’s withdrawal from
the EU in March 2019. This means that Britain
will remain a kind of «passive EU member» until
the end of 2020. This transition period provides
legal certainty for companies and is intended to
avoid a «cliff edge» situation in which trading
relations would suddenly be disrupted by tariffs
and checks after Britain officially leaves the EU
6
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Inflation: Currency effect waning
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Commodities
Palladium recovering
While the gold price has performed positively
since the beginning of the year, the precious metal has not managed to break out of its narrow
price range. Even February’s sudden upsurge in
US inflation worries failed to provide sufficient
impetus. In April, palladium in particular stood
out in the precious metals sector.

USD 60. In the run-up to the Fed’s rate hike on
21 March, gold was on the defensive and briefly dipped to USD 1310, but recovered again afterwards, just as it did after the Fed’s previous rate hikes. In mid-April, the gold price made another abortive attempt to rise above its 2016 annual peak of USD 1366 per ounce.

The gold price has performed positively in 2018.
However, since the beginning of the year, gold
has been trading in a narrow price range around

Regional differences between gold buyers
Support for the gold price is coming from gold
investors with a more long-term focus. This
much is evident from the development in the
holdings of funds backed by physical gold (ETFs),
which are experiencing moderate inflows. However, there are some striking regional differences
within this group of buyers. In 2017, investor interest was driven by Europe, whereas in the first
quarter of 2018 it mainly came from North America. According to the World Gold Council, 85%
of all inflows into gold funds came from North
America. In the US at least, gold has regained
greater prominence as a hedge against inflation.
While inflationary pressure still remains subdued
in the eurozone, US inflation has been heading
higher recently. Geopolitical tensions should also keep gold on the investor’s radar. Examples
include both the existing trade conflict between
China and the US and the deterioration in USRussian relations, which could fuel greater market volatility. This is providing the gold price with
additional support.

Palladium: more movement than gold
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US sanctions push up palladium prices
In 2018, palladium has posted the weakest price performance in the precious metals sector. At
the beginning of April, last year’s high-flyer was
down 17% in dollar terms. However, after the
focus returned to Russia, the palladium price
jumped by 12% within a week. Russia is the largest palladium producer. The new US sanctions
against Russian oligarchs and their companies
are fuelling concerns about supply problems as
the sanctions also have implications for the commodity sector. The palladium market is «narrow» compared with the gold market. Whereas
gold is in demand all over the world and there
are a range of different buyer groups, the palladium market is essentially one-sided. Special
market conditions, such as the current US sanctions, can quickly filter through to prices.
n
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Investment Strategy
All fine, but has been better
The global financial markets are still in good
shape, but things have been better. Above all,
the markets have lost their sense of optimism.
Uncertainty and heightened price volatility will
continue to dominate day-to-day developments.
The leading indicators for the US economy, the
eurozone and Switzerland have been extremely
high in recent months, signalling strong growth
momentum. In March and April, these indicators
have still been pointing to continued economic
growth. However, they have receded noticeably
from their extreme highs, signalling that economic momentum is likely to wane considerably
over the coming months. This is not in any way
a portent of impending recession. On the contrary, we expect further positive GDP growth.
What will be lacking in the future, though, is the
conviction that even more might be on the
cards. We expect the number of positive surprises to decrease significantly. This will put pressure on stock market performance, since increasing economic optimism is the life-blood of bull
markets.
Psychology no longer right
In addition to sound fundamentals, it takes positive market momentum to drive the stock markets higher. In response to the decline in the leading indicators and the uncertainties selectively
impinging on the financial markets from geopolitical conflicts, the positive underlying mood –
and hence the positive momentum – has levelled
off significantly. A further factor is the steady
tightening of US monetary policy. While this
does not come as a surprise (we expect three
more rate hikes this year), over time more restrictive monetary policies will deprive the bull market of the oxygen sustaining it.

gative corrections will also be followed by positive market phases of the type we saw in midApril.
Conclusion: We are reducing the equity allocation from overweight to balanced. As the positive outlook for European equities has diminished
due to the stronger euro, and with the European
market now more sensitive to risks, we are scaling back equities in this region.
n

Investment strategy
––
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Neutral

+
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liquidity
bonds
convertible bonds
equities
Switzerland
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Combination is crucial
We anticipate weaker growth momentum over
the coming months and expect the markets to
remain in «stay alert» mode. Therefore, we do
not anticipate the market being dominated by
positive momentum and risk appetite again in
the near future. Thus the bull market lacks key
stimuli. But we do not expect the economic
slowdown to turn into a recession: while the
stock market remains vulnerable to volatility, ne8

Investment Strategy May 2018

Asia Pazific (ex. Japan)
Emerging Markets
alternative investments
commodities
others

Source: own graph

Market overview
Economic data and cycles
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Macro scenario
	Switzerland: The Swiss economic engine is increasingly picking up speed, albeit
with slightly weaker momentum. The stronger euro is a help.
	USA: The US economy is in good shape, but the leading indicators suggest that
expansion will be more moderate than it has been up until now.
	Eurozone: The economy is performing well, though the phase of rapid expansion
is slowing down. The strong euro is starting to act as an additional brake.
	Germany: The outlook remains positive. Companies are optimistic about the future, but activity will not continue at the same pace.
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Macro scenario
China: China’s figures remain solid. The trade conflict with the United States will
lead to a further opening. This is positive over the medium term.
India: India’s economic development remains promising. No euphoria, but very
solid growth prospects.
Brazil: An economic spring is gradually spreading. Just one fly in the ointment:
unemployment is rising again.
Russia: Russia is benefiting from the rise in oil prices. Some of the latest sanctions will have a negative impact, but commodity prices remain the key factor.
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Interest rates and currencies
Data as of 19 April 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 interest rate move and so will not raise its key rate before summer 2019.
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Eurozone: Despite positive economic data, the ECB will continue to buy bonds (EUR 30 billion per month) at least until September 2018.
Outlook: The debate over the ECB’s first rate hike will already
push up interest rates toward the end of 2018.
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USA: Positive economic data, particularly on the domestic economy, will favour further rate hikes.
Outlook: The Fed will continue to gradually raise its key rate.
We expect three more rate moves in 2018.

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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Eurozone: The economic outlook is positive, and yet the bond
purchasing programme will continue until September 2018.
Thus the ECB is unlikely to raise its key interest rates before
2019.
Outlook: Discussion over initial ECB rate hike will see capital
market rates rise towards the end of 2018.
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USA: Positive economic prospects. Wage pressure firming
slowly. Other interest rate hikes will follow.
Outlook: We expect rising yields in the medium term owing to
the cycle of interest rate rises and balance sheet reduction.

Currencies: rates for selected currency pairs
EUR/USD: While the euro is proving resilient, the outlook for the
dollar remains muted despite its interest rate advantage. Positioning in favour of the euro on the futures market remains at record levels.
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Equity and commodity markets
Data as of 19 April 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.
Trade policy differences, geopolitical uncertainties and sector-specific uncertainties (technology) have led to short-term
price setbacks.
The outlook for earnings remains positive.
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Valuations: estimated P/E ratio for selected regions and markets
In general:
Falls in share prices and rises in earnings mean that valuations
have eased significantly.
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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: Since last year’s price surge, the uptrend has eased.
Worries over fresh US sanctions against Iran are a potential driver for oil prices.
Outlook: 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.
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.

Oil (USD per barrel)
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Financial markets and forecasts
Closing prices as of 19 April 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

0.75 % – 1.00 %

1.25 % – 1.50 %

1.50 % – 1.75 %

1.75% – 2.00%

2.50 % – 2.75 %

Capital market yields

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

–0.19%

0.01 %

0.11%

0.10 % – 0.30 %

0.40 % – 0.60 %

10-year German Bund

0.24%

0.57%

0.60%

0.60 % – 0.80 %

1.15 % – 1.35 %

10-year Treasury

2.23%

2.66 %

2.91%

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

1.0703

1.1793

1.1992

1.15 – 1.20

1.12 – 1.17

USD/CHF

0.9987

0.9618

0.9713

0.93 – 0.98

0.93 – 0.98

EUR/USD

1.0717

1.2262

1.2345

1.20 – 1.25

1.17 – 1.22

12 Months ago

3 Months ago

Current

Forecast band
3 Months

Forecast band
12 Months

50

63

68

60 – 70

60 – 70

Gold (USD per oz)

1282

1334

1346

1300 – 1400

1300 – 1400

Equity markets

YTD

Valuation
(est. P/E)

Current Index

Trend
last 3 Months

Forecast
3 Months

S&P500 (local currency)

1.3%

17.2

2693

EuroStoxx50 (local currency)

0.3%

14.0

3487

-3.8%

15.4

8833

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.

