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Market Review
America
The month opened with a risk-on tone as fiscal stimulus hopes, 2021 reflation anticipation, and
unwinds of month-end index trades put pressure on the curve. The 10-year note tested November’s
high of ~98bps on 4 December, but ultimately settled into a rangebound move sideways in the
second half of the month as light holiday volumes and lower liquidity limited any major flows.
Particularly notable from a policy perspective was the Fed’s decision not to formally extend the
weighted average maturity of buybacks during their December FOMC meeting. Although there had
been increasing market speculation that a shift might be announced, the market’s reaction to the
decision was relatively muted, and some still expect the Fed might follow through with a maturity
extension in the coming months. Heading into 2021, market consensus is still centered on a steady
grind higher in yields, a steeper curve, and a general reflation narrative, though the ongoing
Coronavirus pandemic, the Fed’s commitment to continued monetary support, and political
uncertainty surrounding January’s Georgia Senate runoff election remain significant headwinds.

No changes to the Federal Funds rate were made at the December Federal Open Market
Committee (FOMC) meeting, although the guidance on asset purchases was updated to reflect a
committee committing to keep the purchases at least at the current rate for the foreseeable future.
The unemployment rate ended the month at 6.7%, down meaningfully from the highs seen in April
and May, though the pace of the recovery is slowing and jobless claims have been elevated for
much of December. Economic data seems to be slowing slightly amidst the rise in Covid-19 cases
particularly amongst consumers with retail sales falling 1.1% in November, well below consensus.
The 2s10s curve steepened by 10 bps to reach 79 bps at month end. The 5s30s curve steepened
by 8 bps to reach 128 bps at month end.

Europe
A late December surge in new cases and a new virus variant discovered in the UK has led to
increased lockdowns and a new wave of mobility restrictions across the continent. Still, risk assets
continued to perform although to a lesser degree than in November whereas bunds have stayed
largely rangebound with the 10y hovering around -0.60% mark and the 2/10s curve flattening
marginally.

As has been widely expected, the ECB, at its December meeting, has upsized its PEPP program
and announced more TLTROs. The PEPP was increased by a further €500bn to a total of €1,850
billion with a 9-month extension to March 2022. The Governing Council also decided to extend the
reinvestment of principal payments from maturing securities purchased under the PEPP until at
least the end of 2023

The ECB also extended the favourable rate for TLTROs longer than expected, 12 months
compared to 6 months consensus. Three additional operations will also be conducted between
June and December 2021. Moreover, the Governing Council decided to raise the total amount that
counterparties will be entitled to borrow in TLTRO III operations from 50 per cent to 55 per cent of
their stock of eligible loans. Interest rates and APP parameters were held steady as expected.

On December 23rd, the United Kingdom and the European Union have finally agreed to terms of a
trade deal. This remains a large change to the status quo, and the deal struck covers the goods
trade only. Sterling – the go-to proxy for sentiment on the UK – has moved higher on the news. The
deal will provisionally apply from January 1st. The EU Parliament will vote to ratify the deal in early
2021 followed by member states’ own procedures. While this process will not necessarily be
smooth, it is unlikely to meaningfully challenge or change the deal.

In economic data, the November Euro area inflation numbers were unchanged at -0.3% YoY. Core
CPI remained at 0.2%, in line with earlier estimates. Preliminary December Composite PMIs for
Eurozone showed marked improvement to 49.8pts vs. 45.3pts prior. Consumer confidence has also
improved to -13.9pts vs -17.6pts in November. Industrial Production contraction slowed from -6.8%
to -3.8% YoY, ahead of expectations. The latest Eurozone Unemployment rate was 8.4%.
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Emerging Markets

EM assets continued to move higher in December, amid broad-based optimism about
the rollout of Covid-19 vaccines, a weaker US Dollar, and confirmation of continued
DM central bank accommodation. The accelerated market rally over the past few
months across all EMD segments ensured that EM assets finished 2020 solidly in
positive (total) return territory.

PMI prints going into year-end for DM and EM showed that the second wave of Covid-
19 had limited, if any, effect on the manufacturing sector. Emerging Asia continued to
lead the manufacturing recovery with its regional PMI growing to an all-time high,
whilst PMIs were also stronger than expected in EMEA, with Turkey, South Africa,
Poland, Hungary and Czech Republic PMIs all indicating manufacturing activity
expansion.

Following a long deadlock, Poland and Hungary reached a provisional agreement with
the European Union on linking the EU recovery fund and the rule of law as the two
countries threatened to veto the EU budget

Idiosyncratically, Turkey raised interest rates for a second month in a row from 15 per
cent to 17 per cent - its highest level in more than a year. This comes as the country’s
new central bank chief pushes on with a drive to rebuild its shattered credibility.

Israel faces a fourth round of elections within the space of two years after efforts to
keep a fractious coalition government intact failed.

Looking at returns, the JP Morgan EMBI Global Diversified index of US dollar
sovereign bonds delivered a total return of 1.90%. Of this, the spread return was
2.40% and Treasury return was -0.49%. In local currency bonds, the JPMorgan GBI-
EM Global Diversified index returned 3.48%, of which the FX component was 2.20%.
In corporate bonds, the JPMorgan CEMBI Broad Diversified index delivered a total
return of 1.47%, of which the spread return was 1.70% and Treasury return was -
0.23%.
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Japan
The Japan Government Bond (JGB) curve remained rather muted during December
despite the positive headlines around a vaccine. The Japanese government
announced additional supplementary fiscal spending. Although an upside surprise for
some economists, the impact on issuance is expected to be limited – 40-year JGB
issuance will be moderately increased.
Some economic prints displayed a slowdown in the recovery after months of strong
prints. Export numbers were largely flat after a strong recovery lasting for the past 5
months. More specifically, -0.3% MoM in November after a +2.7% print in October
and approximately +50% in Q3. On a positive note, Japan’s Tankan survey surprised
to the upside, improving to -10 for the large manufacturing DI from -27 previously,
confirming a rapid improvement in business sentiment over the quarter. Labour
conditions are also slowly improving for all industries with ‘hours completed’
recovering to its pre-Covid-19 level.
During the December Monetary Policy Meeting, the Bank of Japan held rates and
extended the term for the Special Program to Support Financing in response to
Covid-19 by six months as expected. It also indicated potentially fine-tuning policy in
its March 2021 meeting, while the main scenario was to maintain most of the current
framework.
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