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THE FINANCIAL SYSTEM

Overview

Output from the Chinese economy was only 40-
50% of its usual capacity last week. The threat
hanging over the world economy is that the coro-
navirus will prevent companies from functioning
normally, thereby disrupting supply chains and
leading to a shortage of components. No doubt,
the coronavirus will pin back economic growth in
China, which could grind to a standstill in the first
quarter of 2020 — with potential knock-on effects

among investors seems strange at a time when
multiples are on the rise. In fact, investors are
pricing in a recovery following the temporary hit to
growth. Rising share prices also signal that they
expect central banks to chuck some more easy
money at the situation. The People’s Bank of
China recently injected some more liquidity in the
form of medium-term loans to banks while cut-
ting the repo rate in an attempt to boost lending.
Speaking before a congressional committee last
week, Jerome Powel sounded a reassuring note,
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Fears of for the global economy, considering that China — expressing a viewpoint that the US was on a firm
recession accounts for 18% of global GDP. However, all  foundation and a recession was unlikely. Job cre-
dispelled in these effects are being labelled as ‘temporary’ by  ation over the last three months has been posi-
the US most. tive for consumer confidence and spending. We
therefore think that the coronavirus would have
The German economy is in a worrying state, to make a lasting impact for the Fed to change
even before the coronavirus. GDP went almost  monetary policy and resume rate-cutting. Yet this
nowhere in the final quarter of 2019, edging up by eventuality remains an option in the minds of in-
a meagre 0.4% year on year. The euro continues  vestors, contributing to higher equity-index levels.
to languish in forex markets, trading at its low-
est level since April 2017. US retalil sales rose by  In bonds, the quest for yield continues apace with
0.3% in January versus the previous month and  the Greek 10-year sovereign now returning 0.9%,
4.4% on an annual basis, in line with estimates. In  at the same level as Italian BTPs.
Japan, figures showed GDP decreasing by 1.6% -
in the fourth quarter of 2019. The hike in the sales )
11'000 Swiss Market Index
tax on 1 October dampened consumer spend-
ing, which plunged by 2.9% in the period under "
review. Business investment similarly fell sharply. ™
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Swatch bearer share (ISIN: CH0012255151, price: CHF 253)
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By past standards, Swatch is trading on an
attractive 16x estimated 2020 earnings, but all
is not as rosy as it seems.

First of all, the luxury segment — to which
Swatch belongs - has many constituents
whose business is far more upscale than
Swatch’s. Take Richemont and Hermes, for
example. Being a less luxurious group means
lower margins, compared with peers. And a
less prestigious market position exposes it
more heavily to economic conditions. HNWIs
are obviously less responsive to changes in
the business climate.

Additionally, over 60% of sales stem from
Asia, compared with 45% at Richemont, ma-
king the group more vulnerable to events there
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(coronavirus and demonstrations in Hong
Kong). Swatch is less inclined to adapt costs
to fluctuations in the business cycle. It tends
not to fire people to safeguard margins, as this
is not part of its business culture.

Swatch is nonetheless a rock-solid firm that
has zero debt and cash reserves equivalent
to 11% of its market capitalisation. Although
2019 figures were down relative to 2018, the
dividend yield of 3% has been reaffirmed.

At current levels, the ratio between the Swatch
registered share and the Swatch bearer share
is relatively neutral by past standards, at mi-
dpoint in the channel. In the short term the
share is likely to ebb and flow with events in
Asia.
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