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Editorial
After the boom, the downturn
Dear Investor,
Although the current economic
upturn has now lasted almost a
full ten years, the traditional economic cycle has not been displaced. This cycle is characterized
by four phases – recession, recovery, boom and economic downturn. How long each phase lasts changes from
cycle to cycle, and is dependent on a number of
factors. The current recovery phase has lasted
for an unusually long period of time, which is also a consequence of the severe dislocations triggered by the financial crisis.
For investors, recovery is actually the best phase
in the economic cycle. Interest rates remain at a
low level, and equity markets benefit from a
combination of improved economic data and
higher corporate earnings. During an economic
boom, workers enjoy the benefits of a strong labour market and rising wages. But for investors,
the party is already over at this point. Interest rates are on the rise and equity markets are gradually turning their attention to the impending
downturn – and this is impacting on equity prices despite dazzling economic growth rates.
The question right now is whether the global
economy is already in the boom phase.
For the US economy at least, this question can
be answered with a resounding «yes» on the
basis of four key criteria. Interest rates are headed north as the Fed continues to tighten monetary policy. Spare capacity in the labour market has virtually disappeared, as reflected in a
low unemployment rate of 3.9% and the record
number of job vacancies. Commodity prices are
rising, with the price of oil having surged by
around 70% year on year. And as the long-absent missing piece in this theoretical jigsaw, in-

flationary pressure is also finally building this year. The US rate of inflation has now risen to
2.7%, above the target level set by the Fed. The
same constellation is also evident in Switzerland
and Germany, albeit in less pronounced form.
This does not mean that the downturn – and
therefore the slide into the next recession – are
imminent. Indeed, there are currently no signs
that economic momentum is starting to falter.
This in turn gives stock markets the necessary
backbone to halt and indeed reverse corrections
such as that experienced in February. But investors will increasingly scour the horizon nervously for signs that the economy is about to weaken. Volatility in the equity markets will increase as a result, as we have already seen on occasions over the last few months.
And when the signs of an impending weakening of the economy start to multiply, equity
prices will retreat on a broad front. The phase of
economic downturn is characterized by persistently high interest rates and sliding equity
markets, which are already running ahead of recession and the associated collapse in corporate
earnings. All of this weighs on investor sentiment. But at the same time, we should not forget that a recession lays the groundwork for the
next boom in equity markets – and therefore offers the best market entry opportunities.


Dr. Thomas Stucki
Chief Investment Officer
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Economy
Why America’s tariff war with China affects us all
The stand-off between China and the US over
trade tariffs has not de-escalated over the summer months. If this situation persists, it will undermine global growth. How so? And why will
this affect us all?
In the trade dispute between the two global
economic heavyweights, the US and China, tariff increases have established themselves as the
preferred means of pressure and counter-pressure. China has responded to every tariff increase on the part of the US with higher tariffs of its
own. Among other things, the US has imposed
punitive tariffs on washing machines, steel and
electrical devices. This has prompted China to increase tariffs on US foods such as pork, nuts and
soya beans, but also on US industrial goods and
aluminium.
Tariffs not a one-way street
Tariffs are a classic protectionist measure, but
they are anything but a one-way street. Although higher tariffs do protect an economy,
they also have a negative impact on domestic
export-oriented sectors. In the US, for example,
the agricultural sector is affected. Take soya beans as an example: Although the prospect of
higher tariffs initially led to an increase in exports
to China – in a situation reminiscent of stockpiling prior to anticipated price rises or supply
shortages – it is clear that China’s warehouses
are now amply filled, which means demand for
US soya beans from China should now weaken.
There are other examples too, such as American
cherries: Although these have always been expensive in China, they have also always been very popular, but prices are now so high following
the imposition of tariffs that demand has suffered accordingly. Increased tariffs lead to higher
prices in the importing country, thus dragging
down demand. The higher tariffs on food hit
Chinese people particularly hard, as they spend
around a third of their income on food. But
American consumers are also affected: prices of
imported washing machines, for example, have
already risen in the US, which is reducing demand. Higher prices are one measurable consequence of tariff disputes and a channel through
which economic output is slowed. On the one
hand, buyers have to pay more than before,
2
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while on the other suppliers suffer from lower
sales volumes due to higher prices. Higher tariffs
therefore lead to lower trade volumes, thus hurting the export-oriented sector in both the US
and China. Ultimately, therefore, a trade dispute will always have adverse consequences for
both sides.
Who is affected by higher tariffs?
For manufacturers, higher tariffs on aluminium
and steel are a negative factor. Many companies
still believe that they can adapt their globally integrated supply chains so that the tariffs will only affect the prefabricated parts or the commodities they require to a limited degree. However,
companies with production capacity in the US
will inevitably be affected. This also includes
Swiss companies such as ABB and Schindler. For
ABB, the US is an important partner and a country in which it has over 60 production locations.
The industrial giant is also a major purchaser of

Chinese imports of US soya beans are becoming more expensive
Import costs in CNY per metric tonne
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steel and copper, and the company has already
expressed its concerns over the corresponding
tariffs. Likewise affected by the trade dispute are
technology companies, such as manufacturers
of consumer electronics and computers. As
things stand, the tech companies represented in
the S&P 500 equity index generate some 60% of
their sales abroad. This heavy dependence on
foreign business makes the tech sector susceptible to disruptions arising from the tariff dispute.
Another problem is that many of these companies have outsourced a proportion of their production to China. If, in this trade dispute, China
were to also introduce tariffs or restrictions on
semiconductors or batteries, the negative impact on production processes and costs would
be keenly felt. A good example from Switzerland
is the chip manufacturer u-blox. This company is
likewise feeling the repercussions of the trade
dispute, and has already downgraded its annual
targets. It is facing a decline in sales in China,

Higher tariffs feed through into prices of washing machines
Price development – a year-on-year comparison
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and clearly points to the tariff dispute as the underlying cause of this fall-off. Are there any sectors or companies that are not affected? Financial and pharmaceutical companies are global
players, and are not affected by the trade dispute. Manufacturers of consumer goods such as
Nike would only be adversely affected by a
further round of tariffs. Apple has been given a
verbal assurance that its products will be exempted from the tariffs. This example shows that
market power is helpful in such situations, and
that the US is prepared to make compromises
and agree «deals» – including with the Chinese
tech group ZTE.
Tariff disputes have unpredictable outcomes
Not all companies and sectors are affected by
tariff disputes to the same degree. Some companies can rapidly switch to alternative production set-ups, as they already have globally
integrated production chains. Other sectors
such as agriculture have far less flexibility in
this respect. Similarly, different product
groups in China are affected by the higher tariffs than in the US. And because the escalation of the tariff tug-of-war will continue to
drag in new products and goods, arriving at a
definitive assessment of the impact on individual companies and sectors is not yet possible. There is still plenty of potential for surprises here. The full extent of the repercussions
and in particular the spill-over effects will only become clear over the next 12 months. Nevertheless, the dispute is weighing on financial market sentiment. Major shifts in the foreign currency market and higher credit risk
premiums in the capital markets will have negative consequences for a number of countries and companies. The trade dispute on its
own will not trigger a recession. Due to the
robustness of economic growth in both the
US and China, the adverse repercussions will
remain limited and only have the effect of
slowing growth. And as the saying goes, necessity is the mother of invention, so both US
consumers and their Chinese counterparts
will be able to source a replacement for their
more expensive import products. A recession
may come, but the tariff dispute on its own
will not trigger it.
n
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Interest rates
Interest rates waiting for new stimuli
Swiss capital market interest rates rose sharply
both last fall and at the beginning of this year,
with the interest rate on 10-year CHF swaps rising from 0.20% to 0.60%. While this hardly constitutes an interest rate shock, it is nonetheless a noticeable tightening of financing
conditions.
The triggers of this development were higher inflationary expectations in the US (as a result of rising oil prices) together with the tax cuts approved by Congress in December. Resurgent fears
of an inflationary spiral saw the yield on 10-year
US Treasuries rocket from 2% to 3%. Things have calmed down on the interest rate front since
then. New stimuli will be needed before the next
stage in the normalization of the interest rate
environment kicks in and interest rates resume
their upward march.
SNB rate hike off the agenda until 2019
Stimuli for interest rate developments are frequently triggered by expectations in respect of
the monetary policies of central banks. The likelihood that the Fed will hike key rates a further
0.25% at the end of this year will have no direct
impact on interest rates in Switzerland. More important here are the actions of the ECB and above all the SNB. In mid-September, ECB President
Draghi confirmed that the Eurozone’s first rate
hike in the current economic cycle would not
come for at least a year. With the Swiss franc
strengthening again, the SNB is unlikely to strike
out on its own in this respect. We are therefore
expecting the SNB’s first interest rate increase to
come in September 2019. However, capital market rates will not wait for the SNB to press the
button. Investors will factor the timing of SNB interest rate hikes into their expectations, which
should see capital market rates start to rise in advance of the actual rise in key rates. The yield
curve will steepen. That said, September 2019 is
still some time away, which is why the impact of
the impending shift in SNB interest rate policy on
the yield curve is unlikely to be felt until the first
half of 2019.
Rising US yields impact on Switzerland too
The second source of stimulus is a rise in bond
yields in the US. As a rule, higher interest rates in
4
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the US tend to have a knock-on effect in Switzerland, as we saw in both the summer of 2016
and the autumn of 2017. Slowly but surely, a
tight US labour market is starting to put upward
pressure on wages. At 2.9%, August saw the
highest year-on-year rise in average hourly wages than at any time since the financial crisis,
and the figure had already been rising for some
time. Alongside higher commodity prices, higher wages are a key driver of rising rates of inflation. It is therefore quite possible that the issue
of inflation will come to the attention of the capital market once again. The consequence
would be a rise in Treasury yields towards 3.50%
within a short space of time, including a spillover
of interest rate fears to Switzerland.
Higher interest rates just a matter of time
The seed has now been sown for the next surge
in longer-term capital market rates. Quite when
this will take place is difficult to predict. While interest rates should remain unruffled over the
next few months, both stimuli will have had an
impact by next summer. Investors should then
expect capital market rates in Switzerland to be
some 0.50% higher than they are now, together
with a much steeper yield curve.
n

Calm has returned after interest rate rise at start of year
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Equity markets
How to profit from value investing
Value investing can be traced back to Benjamin Graham and David Dodd, who co-wrote
the book «Security Analysis» back in 1934. This
investment style has become as popular as any
since then. Below we look at what value investing actually means, and how elements of it are
incorporated into the equity analysis of St.Galler
Kantonalbank.
Today there are a number of different forms and
definitions of the «value» investment style. But
essentially it all boils down to a single fundamental consideration. The market price of a
company or share need not always tally with its
intrinsic value. The value investor tries to identify
equities whose market price is significantly
below their intrinsic value. And as soon as this
gap closes, the investor then cashes in by selling
the share. As a rule, this requires a long-term investment approach.

Patience is key
The value investment style has proved very successful in the past. But it also requires high risk
tolerance and plenty of patience. Value investors
frequently swim against the current, and often
steer well clear of the latest trends. They pay little heed to day-to-day market fluctuations. For
this reason, value-oriented investing often requires a long-term mindset and close scrutiny of the
investment in question.

Value investing pays off in the long term
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Quality is an important characteristic
Value investors determine the value of a company
on the basis of fundamental data. However, there are a number of different approaches here.
For example, founding fathers Graham and
Dodd analysed the value of a company's equity
capital on the basis of its financial statements.
From their perspective, if the market price of a
company was below the value of the equity capital or the book value, the share was worth buying. Value equities often exhibit a comparatively low P/E ratio and a high dividend yield. In
addition to quantitative ratios such as the above-mentioned price/book ratio, quality is also a
decisive factor for the majority of value investors. Perhaps the most famous value investor of
all is Warren Buffett. He is renowned for focusing on the following qualitative criteria when
making his investments: the company should
have a sustainable competitive advantage. In addition, the company should have a predictable
business model that is as simple as possible,
along with a convincing management team.

MSCI World Value Index

Source: Bloomberg

Influence of the value style in our analysis
Many aspects of the value investing style feed into our selection of quality stocks for our «Attractive» category. For example, we subject all companies in our equity universe to fundamental
analysis. In order to be included as a quality
stock in the «Attractive» category, companies
must have a robust balance sheet and generate
added value for the shareholder across the full
economic cycle. This in turn presupposes a longterm, robust business model that is difficult for
competitors to replicate. For buy-and-hold investors we therefore recommend a diversified
portfolio in which high-quality stocks can be
augmented with our suggested opportunities.n
October 2018 Investment Strategy
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Currencies
Central banks rather than interest rate differential
The gap between US and Swiss interest rates
continues to widen. This makes investments
in dollars more attractive, which conventional wisdom cites as a reason for the dollar to
strengthen. But reality is not playing along this
time.
When the Fed hiked interest rates for the first
time in the current economic cycle at the end of
2015, the euphoria surrounding the dollar was
all too apparent. Forecasts for the greenback
pointed skywards. Within a short space of time,
the value of the dollar surged from CHF 0.96 to
CHF 1.03. In time there will be a gulf in interest
rates between the US and Switzerland that will
make investments in dollars more attractive.
Interest rate differential not delivering
what it promised
The logical consequence of this increasing interest rate gap should be a shift of capital from Europe and Switzerland to North America, the only real question being the point at which the
floodgates open. Money market rates in the US
have risen by 2% since that first hike by the Fed,
whereas 3-month CHF LIBOR has remained
stuck at around -0.75%. But the appreciation of
the dollar – hoped for or feared, depending on
one’s standpoint – has actually not come to
pass. Instead, the CHF/USD rate has fluctuated
sideways within what is (for this currency pair) a
relatively narrow bandwidth of eight Swiss centimes.
Inflation differential is key
The key economic influences only have an impact
on currency developments over the long term. As
inflation in the US is on average just under 2%
higher than it is in Switzerland, the dollar loses
some 2% of its value every year against the franc
over time. Every so often this trend is broken by
phases of a strong dollar, as was the case between 1995 and 2001. But over entire economic
cycles, the compensating factor of inflationary
differences – or purchasing power parity – has
functioned very predictably. By contrast, the impact of interest rate differences on currency developments is overestimated – not least because
higher rates of inflation are an important factor
behind comparatively higher interest rates.
6
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Economic factors nullified
Another factor in the mix since the financial crisis of 2008 is the tendency of central banks to
intervene in currency markets. In some cases
(like the SNB) this has taken the form of direct
intervention, whereas in other cases (like the
ECB) the preferred approach is to provide the
market with future monetary policy guidance.
As a result, the basic long-term trend in currency development has been more subject to a central bank overlay than it has in the past. Shortterm factors are becoming increasingly significant. Both the SNB and the ECB have an interest in maintaining a stable exchange rate
against the dollar – a point they have been making clear to the currency markets. As a result,
exchange rate fluctuations will be less pronounced over the next few months than was
the case prior to 2008. The long-term downward trend of the greenback due to high inflation will continue, however, as soon as the SNB
and the ECB return to the path of «normal»
monetary policy.
n

Interest rate differential ever wider
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Commodities
When will China’s oil inventories be full?
China has been building up its strategic oil reserves significantly ever since 2016. Indeed, an
estimated one third of the growth in global demand for oil over the last three years is attributable to this phenomenon. China’s goal is to be
able to cope without oil imports for at least 90
days. And it is now closing in on its long-term
reserve target.

na can now cover its oil import requirement for
85 days, which means it is not far off reaching its
target of 90 days. It is therefore only reasonable
to assume that China will scale down its oil
purchases somewhat in the medium to long
term. So without simultaneous supply shortages, the oil price will come under selling pressure when this occurs.

What effect will this have on the oil price? For
the time being, China will continue to be an important player in the market and a corresponding driver of demand. But how long China will
be a buyer at current volumes is another question altogether. It is currently estimated that Chi-

Iran as key short-term driver
In the short term, however, the focus will remain
on supply shortages. US sanctions against Iran
will resume on 4 November. Iran is an important
exporter of crude oil, and so these sanctions will
have the effect of squeezing supply. Moreover,
the US will do everything in its power to ensure
that other countries such as India and China adhere to the sanctions too. Previously this was not
the case. Up until now, Iran has been producing
some 4 million barrels of oil every day, and a significant proportion of this production will now
cease. Whether OPEC can and will compensate
for this shortfall is not yet clear. However, at its
last meeting in Algeria, the Organization of Petroleum Exporting States officially announced
that it could live with higher oil prices.
Declines in Venezuela and Libya
But Iran is not the only major oil producer struggling with declining production volumes. Wartorn Syria and crisis-ridden Venezuela are also
producing less and less oil. In neither case is an
end to the domestic strife in sight. The only
country currently increasing output sharply is
the US. Whereas production here amounted to
8.5 million barrels a day back in August 2016, it
has now reached almost 11 million barrels. Here
too, no reversal of the trend appears to be in
sight.

China's hunger for crude oil still unsated
Oil imports in million metric tonnes
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Crucial influence of business cycle
On the demand side, both the US and China are
key players. The US economy, which is already
performing well, appears to be picking up even
greater momentum. This is providing support to
the oil price for now. But when China starts to
scale back its purchases, it will be interesting to
see how OPEC can respond – particularly if the
US continues to expand production capacity in
an almost unlimited way.
n
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Strategy
Risks creeping closer along the time axis
Economic developments are truly rosy right
now. But a number of familiar risks are increasingly casting long shadows. They are creeping
closer along the time axis, and looming ever larger over the economic picture.
The current shadow landscape of risks represents quite a potent cocktail. Admittedly, the US
announcement of additional tariffs on Chinese
goods to a value of USD 200 billion hardly came
as a surprise. Italy’s budget plans are an ongoing
problem that will preoccupy us more over the
next few weeks. Everyone is aware that the United Kingdom is running out of time to arrange
an orderly Brexit, and there is nothing new about
the US mid-term elections on 6 November. So all
these risks are «knowns». But what really matters in our view is the time axis. All of the risks
sketched out above will impact on the «here and
now» over the next few months. Quite what repercussions these individual risks will have for
equity markets is another matter. Here we see a
whole spectrum of different shades. But in the
overall picture, there is also a powerful counterweight to these shadows: The opportunities side
is not short of light beams.
Economic momentum unbroken
The shadow cast by the cluster of risks is well-balanced by a colourful bouquet of positive economic reports. On the one hand there are the surveys of purchasing managers. These reveal in
particular that the new order situation for companies looks extremely positive. In other words,
consumers are buying, companies are supplying,
and many companies are needing an increasing
amount of time to work through their order
backlogs. That’s a good sign. These findings are
further bolstered by the positive earnings development of companies. This trend is picking up
in the US and Switzerland in particular, and is an
important driver of equity market performance:
the shares of companies that can both promise
and deliver higher earnings will attract buyers.
Tariff dispute as greatest risk
However, the picture does become slightly clouded when one notes that companies view the
trade dispute between US and China as the greatest imponderable in their calculations. Alt8
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hough the actual announcement of the latest
batch of tariffs has removed some of this uncertainty, these tariffs will now increasingly feed
through into company figures and the corresponding forecasts. In summary, this much is
clear to us: The economic kaleidoscope may be
dazzling, but the spectrum of shadows closing in
has removed some of the lustre. We are thus
maintaining our neutral equities stance. Due to
positive earnings development in the US, we
continue to favour the US economy at a regional
level.
n
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Market overview
Economic data and cycles
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going forward.
Eurozone: Economic development is convincing, but the phase of rapid expansion
is losing some of its momentum. Growth is weakening.
Germany: The outlook remains positive. Companies are optimistic about the future, Momentum is waning, however.
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China: China has loosened its monetary policy significantly with a view to countering the current growth weakness. Any escalation of the trade dispute would
prove an additional drag.
India: India’s economic development continues to pick up. The outlook remains
bright.
Brazil: The outlook has taken a turn for the worse again. The recovery phase is
still struggling to establish itself. In addition, elections are just round the corner,
which is increasing the current level of uncertainty.
Russia: Russia is benefiting from the rise in oil prices. The outlook is slightly positive, but not euphoric.
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Interest rates and currencies
Data as of 19 September 2018; Source: Bloomberg, Graphics: own illustration

Key interest rates for selected central banks
Switzerland: The SNB will continue to align its monetary policy
with that of the ECB. It is therefore waiting for the ECB to make
its first interest rate move and will raise its key interest rate in
September 2019.
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Switzerland: Negative interest rates, low inflation and demand for bonds are keeping interest rates low. However, we
expect interest rates to rise slightly in the medium term in step
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USA: The economic outlook is positive. Further interest rate rises will follow. We continue to expect a slight uptrend in yields
due to the rate-hiking cycle and rising inflation.
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EUR/USD: The interest rate advantage is supporting the dollar.
However, America's twin deficits and the latent trade conflict
remain potential negative factors for the greenback.

1.4

1.3

USD/CHF: Further US interest rate hikes favour USD. By contrast, political wrangling is resulting in uncertainty and giving rise to doubts over the development of the US economy.

1.2

1.1

EUR/CHF: The franc is a good indicator of confidence in the
eurozone. The euro remains susceptible to negative reactions
from the financial markets in the event of political uncertainty.
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Euro in US dollar

Equity and commodity markets
Data as of 19 September 2018; Source: Bloomberg, Graphics: own illustration

Equity markets for selected regions (indexed)
The trade conflict is still hanging over the markets like a sword
of Damocles. Markets are benefiting from healthy economic
and earnings developments. The outlook for the current
earnings season is positive. Turkey and the Italian budget discussion are currently weighing on European markets.

250

225

200

175

150

125

100

75
2013

2014

SPI

2015

DAX

2016

S&P 500

2017

2018

Emerging Market Index

Valuations: estimated P/E ratio for selected regions and markets
Valuations are still high, but have decreased thanks to increases in earnings. All markets are expected to enjoy positive earnings growth. Forecasts for US earnings growth have been
upgraded once again. In Switzerland too the wind has turned, and estimated earnings growth is gaining momentum. In the eurozone, estimated earnings growth has flattened off.
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Commodity markets: Price trend for oil and gold

2’000

120

1’800

100

1’600

80

1’400

60

1’200

40

1’000
2013

2014

2015

Gold (USD per Oz)

2016

2017

2018

Oil price: The new US sanctions against Iran have triggered a
rise in prices. While global demand and falling inventories are
improving the outlook for the oil market, record high US oil
production is preventing a substantial price increase.
Gold price: Gold has had a hard time of it recently. Even the
uncertainty surrounding the trade dispute between the US and
China has failed to boost this precious metal. Instead, the gold
price has been taking its cue from the US dollar in recent
months.
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Financial markets and forecasts
Closing prices as of 19 September 2018; Source: Bloomberg; Forecast: SGKB
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Capital market yields
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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.

