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Weekly - December 13, 2021 

The coalition agreement signed by the Social Democrats, the Greens and the 

Liberals foreshadows a resolutely European and multilateral Germany. This 177-

pages document contains all the key words that will please Paris or Brussels: 

“strategic sovereignty”, defense of the rule of law “inside and outside” Europe, for 

a “democratically consolidated EU”. The European enthusiasm of the coalition is 

such that it contemplates an evolution of the Union towards a “federal state”, 

which few governments among the “27” are ready to support, starting with 

France. Those who must worry are the countries in conflict with Brussels on the 

rule of law. V. Orban called the new coalition “pro-immigration, pro-gender, and 

federalist” and pledged to fight it “with eyes wide open”. That sounds promising! 

 

A flamboyant green tandem 

The appointment of the new foreign minister, the ecologist A. Baerbock, marks 

the return of the Greens to the Foreign Ministry, 16 years after J. Fischer. In recent 

months, she had been critical of Merkel's policy towards Russia and China... She 

advocates a policy less dictated by economic interests, and more by human 

rights and values. A tougher stance on human rights abuses in Xinjiang and Hong 

Kong is anticipated. She had openly criticized the agreement with China on 

investments, which Merkel and Macron concluded a year ago on behalf of the 

EU. Incidentally, this agreement is unlikely to be ratified by the European 

Parliament, if only because of Chinese sanctions against Members of European 

Parliament. 

This Green tandem is highly anticipated in its first steps 

A change of direction may well be underway, but… 

 

RealPolitik or getting tougher on China? 

The relations between China and Europe are sort of an old sea serpent. The 

recent episodes are not the least interesting: lately, EU recognized its naiveté in 

dealing with China; and Charles Michel committed to join Japan to uphold 

security in the Indo-Pacific. The EU position on China also evolved recently 

because of… Italy and Lithuania. M. Draghi, the Italian prime minister, used the 

anti-takeover protection (golden share) to block another Chinese takeover of an 

Italian company. Italy also confronted Chinese investors about an undisclosed 

purchase of a high-tech drone manufacturing company. Italy’s shift under Draghi 

is significant and contrasts sharply with the country’s former inclusion in the Belt 

and Road initiative (in 2019). Lithuania, by opening a quasi-Taiwanese embassy, 

has drawn the ire of China. Consequently, China downgraded diplomatic ties with 

Lithuania. 

 

In this context, a tougher German stance on China would have additional - 

profound - implications. Still, in practice, foreign ministry does not hold a 

tremendous amount of power. Most foreign policy decision-making is done in 

the chancellery. Scholz was rather elusive about China during the election 

campaign. More, he supported the now-frozen EU-China agreement and has 

spoken out against decoupling. 

PERFORMANCES  2021 

 EQUITIES  

 MSCI World +18.5% 

 S&P 500 +25.5% 

 Nasdaq +21.3% 

 Stoxx 600 +19.4% 

 SPI +20.8% 

 Nikkei +4.4% 

 China -2.4% 

 Emerging -4.1% 

  

 BONDS  

 CHF Corp  0.0% 

 US Govt -2.4% 

 US Corp -1.3% 

 US HY +4.4% 

 EUR Gvt -0.9% 

 EUR Corp +0.3% 

 EUR HY +3.0% 

   

 CURRENCIES  

 USD index +7.1% 

 EURUSD -7.6% 

 EURCHF -3.6% 

 USDCHF +4.4% 

 USDJPY +10.0% 

 EM FX -10.2% 

  

 COMMODITIES   

 Gold -5.8% 

 Silver -15.7% 

 Brent +45.8% 

 Copper +22.9% 

 CRB index +34.6% 

A German shift? 
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German mercantilism will not go away easily and remains 

an obstacle to a cohesive EU policy versus China 

 

Nord Stream 2 - The big thorn in the flesh 

The unpredictable crisis with Russia over Ukraine awaits 

the government as soon as it takes office. It will have to 

decide very quickly on the hyper-sensitive issue of the 

controversial Nord Stream2 gas pipeline. 

The German Greens applauded in 2011 the decision of A. 

Merkel to abandon nuclear power.  Indeed, the anti-

nuclear movement is very strong in Germany. However, 

today, the debate is resurfacing with the disappointment 

of renewable energy and, above all, the continued use of 

coal (up to 30%) to produce domestic electricity. 

Germany is naturally turning to natural gas, to 

compensate for its production deficit. This makes the 

country terribly Russia dependent! 

The new coalition lacks experience in a world where 

(brutal) power relations reign 

Germany’s Greens enshrined in their election program to 

abolish Nord Stream 2  

• Scholz program is promising and heralds important 

policy shifts 

• But the complexity of the forces and interests 

(RealPolitik) may well put a serious brake on it 

• Eventually, the new German coalition will experience 

a baptism of fire for foreign policy 

 

Fixed income. Baby steps toward normalization 

Christmas is a mere 2 weeks away, but the holiday will 

have to wait. The Fed, the ECB, and the Bank of England 

all have meetings this week. And amidst the current 

uncertain economic situation, the outcomes of those 

meetings are far from certain, but inflation is pressuring 

central banks to end purchases. 

Did not Powell already signal that the Fed would accelerate 

the taper? Yes, a faster taper looks very likely, but what lies 

beyond this decision is extremely interesting. The updated 

economic and interest rate forecast (“dots”) will be key. 

While there has been a sizable repricing in US short term 

rates, longer out the pricing does not look that aggressive. 

The market is pricing in less than 150bps of total tightening 

over the next 2 years, which looks quite moderate given 

that the US economy could be facing the most challenging 

inflation outlook in decades. Even in the previous Fed 

hiking cycle in 2015-18, the Fed raised its rate a cumulative 

225bps. And in that cycle, excessive inflation pressures 

were not a real driver of the moves. 

 

The recent drop in primary-dealer holdings of front-end 

Treasuries is another warning of potential market 

dislocation heading into the year-end liquidity vacuum. 

Primary dealers i.e. large banks were on the whole betting 

against 2- to 3-year Treasuries rather than buying. They 

had net short positions of just over $9 billion, near the 

most bearish levels since 2017, signaling a pullback by 

buyers that provide crucial liquidity for older Treasury 

issues. 

 

Front-end extreme short will be  

challenging at year-end time 

Source: Bloomberg, CFTC 

 

The ECB is expected to recalibrate its monetary policy 

instruments. Omicron is indeed quickly spreading, leading 

to more restrictions, which could weigh on the decision-

making process. However, European inflation has picked up 

quicker than anticipated while the growth outlook is murky. 

This will result in a patient approach to monetary policy in 

2022, but with the optionality to recalibrate in 2023. The 

first ECB inflation projection for 2024 should be below but 

close to 2.0%. This combined with real rates hovering 

around historic lows, allows room for a recalibration.  
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Post European debt crisis Italy-Germans 10-year spread 

Source: Bloomberg 

 

The ECB will scale back its QE. Officials have reiterated 

their confidence that it will not derail the economic 

recovery. The influential ECB Schnabel made the case for 

phasing out asset purchases as the recovery gains 

traction. The ECB will confirm the pandemic purchasing 

program to end in March 2022, as originally planned. The 

main beneficiaries of ECB purchases have been 

peripheral bonds. The 10-year Italy-Germany spread has 

recently widened close to 2021 widest levels. It has 

already erased a brief tightening episode on the back of 

rating upgrade. The Italian Tesoro announced that it will 

cancel year-end scheduled auctions given the relatively 

high amount of cash (EUR60bn) and low funding needs. 

However, the big buyer will step down. 

• Italian-German spread will continue to widen to 

150/170bps early next year 

• Short-term yields will have a challenging year-end 

changeover 

 

Fixed income. Further decoupling of Chinese 

government bonds 

Several factors have caused Chinese government bond 

yields to remain well above developed markets peers, 

like developments in monetary, economic, and financial 

regimes. Although US yield spreads fell from 220bps to 

130bps this year, the bond yield gap remains substantial. 

 

Decoupling of Chinese monetary policy from the G7 

Source: Bloomberg 

The US Treasury market has experienced large swings over 

the last 3 years, mostly due to pronounced swings in Fed 

policy rates. While the Chinese policy rates have been set 

largely independently. And unlike the G7, the Chinese 

financial regime did not change after the GFC, the PBoC 

did not lower rates to zero or below, and/or adopt QE 

programs. Experience since the COVID-19 shock has again 

shown the continuing divergence between China and the 

rest of the developed world. Even after their spike during 

the COVID pandemic in Q1 2020, Chinese yields have 

rapidly mean-reverted. 

 

Finally, given the property crisis, the central bank has finally 

decided to act. The PBoC Q3 Monetary Policy Report 

recently signaled that Beijing is shifting towards a looser 

policy stance. Since then, the PBoC has announced the cut 

of the Reserve Requirement Ratio by 0.5% from December 

15
th

 to 11.5%. The PBoC will also guide financial institutions 

to allocate more resources to small and medium-sized 

companies, green and manufacturing sectors.  

 

In a 2
nd

 time, the PBoC announced a hike to 9% from 7% in 

banks RRR for their foreign currency deposits, effective 

from December 15
th

 too. The foreign exchange RRR has 

become a key tool to manage the RMB exchange rate and 

belongs to China’s monetary policy. 

 

China 10-year government bond yield 

Source: Bloomberg 

 

It is also interesting to note that this is happening after the 

US Treasury FX Report showed a change in the criteria, 

making it – in theory - harder for a country to be labelled a 

manipulator. China is nowhere concerned. It appears that 

the narrative of China welcoming a stronger yuan (largely 

on the back of higher commodity prices) is fading. The 

currency could have reached levels that are too high for 

comfort for the PBOC, especially given the recent efforts by 

both the central bank and the Chinese government to ease 

the strains in the economy. Daily fixings in the coming days 
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will tell us more about PBOC intentions on the CNY 

appreciation   

• Towards a more stable CNY in 2022 

• Further stimuli could support government bond 

market. Monitor the technical support 

• Chinese government bonds remain an attractive 

fixed income portfolio diversifier 

 

Equities. Rise in indices for the end of the year 

Coming from an oversold situation a week ago, stock 

indices are confirming their rally. The S&P 500 broke its 

resistance last Friday to reach a new high at 4'712, paving 

the way for 4,850 for the end of 2021, despite US 

inflation slightly above expectations. The MSCI World can 

grow 5% by the end of the year. 

 

The S&P 500 broke its resistance last Friday 

Source: Bloomberg 

 

The indices should pass the Fed’s Wednesday meeting 

without too much problem. We will write about this 

again in our next strategic quarterly, The Compass, but if 

history is any guide, the S&P 500 generally records 

positive performances for 6 months after the 1st increase 

in Fed Funds. Thereafter, the course of stocks depends 

on the speed of monetary tightening or whether a 

plateau is reached. In general, stock indexes don't like 

the end of a tightening cycle. 

 

Two weeks ago, investors’ sentiment indicators had fallen 

sharply on the news of the new Omicron variant. Investor 

sentiment remains cautious despite a strong rally in 

equities. As a reminder, stock indices are close to a 

pause, when these indicators show high optimism and 

close to a rally, when they show fear. Today, statistically, 

there is a 75% chance that the stock indexes will rise in 

the next 3 months. 

Fear & Greed Index, still in the Fear zone  

despite the stock market rebound 

• Positive stock market outlook for the remaining 3 weeks 

2021: upward technical breakouts, neutral momentum 

and support from investors’ sentiment indicators 

 

Equities. Increase in arms sales 

For the 6th year in a row, military arms sales generated by 

the industry's Top 100 rose 1.7% in 2020 to $ 531 billion 

according to Stockholm International Peace Research 

Institute (SIPRI). The United States dominates with $ 285 

billion, or 54% of total sales, followed by China with $ 66.8 

billion (15% of total sales), Great Britain with $ 37.2 billion. 

China is starting to develop very sophisticated weapons. 

Russia continues its decline observed since 2017. In 2020, 

military budgets had also increased, reaching $ 2 trillion, up 

2.6%. The United States leads by far alone with a budget of 

$ 780 billion, followed by China with $ 260 billion, India $ 

73 billion, Russia $ 62 billion, Great Britain $ 60 billion, 

Arabia Arabia $ 57.5 billion, Germany $ 53 billion, France $ 

52 billion, Japan $ 49 billion and South Korea $ 46 billion. 

In terms of spending relative to GDP, Russia’s ratio is 4.3%, 

the US 3.7%, Great Britain 2.2%, France 2.1%, China 1.7%, 

Germany 1.4%. 

 

Major global armaments companies 

Source: SIPRI 

  

December 13, 2021 



 ♦ 5 

Military spending will continue to increase over the next 

few years. The geopolitical situation will remain tense this 

decade with China seeking to integrate Taiwan and 

increase its influence in the Pacific zone, and Russia 

seeking to recreate regional power with Belarus and 

Ukraine. But investing in the Military sector is difficult, 

most companies underperforming the global indices. 

Many banks cannot buy military companies. Then, 

companies must invest heavily before a product can be 

sold few years later. Initiated in 2001, the F-35, a very 

high-tech stealth fighter aircraft developed by Lockheed 

Martin, is in a financial hole, as orders begin to arrive; the 

cost of the F-35 would be $ 450 billion. Then, the 

ordering process is political, so there is little visibility. 

 

Pure military companies. Only General Dynamics and 

Northrop Grumman (with more volatility) have 

outperformed the MSCI World. Mixed companies 

(commercial / military) are Airbus, Boeing, Safran, 

Leonardo, Raytheon Technologies. 

Source: Bloomberg 

 

• Even if geopolitics are tight and military spending 

increases, it remains difficult to invest in the defense 

sector 
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Disclaimer - This document is solely for your information and under no circumstances is it to be used or considered as an offer, or a 

solicitation of an offer, to buy or sell any investment or other specific product. All information and opinions contained herein has been 

compiled from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to 

their accuracy or completeness. The analysis contained herein is based on numerous assumptions and different assumptions could 

result in materially different results. Past performance of an investment is no guarantee for its future performance. This document is 

provided solely for the information of professional investors who are expected to make their own investment decisions without undue 

reliance on its contents. This document may not be reproduced, distributed or published without prior authority of PLEION SA. 
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