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e Friedrich Merz, Germany’s newly elected Chancel-
lor, faces the task of managing a divided country with
a struggling economy, geopolitical risks, and the
need to balance a wide budget deficit while boosting
defense spending and economic growth.

¢ In a significant shift from its previous stance,
Merz is seeking to reform the debt brake, which
would allow for higher public spending while in-
cluding the creation of two Special Funds for de-
fense and infrastructure.

e Inresponse to the U.S. halting military aid to Ukraine,
European countries, led by Germany, are ramping up
defense spending, which could significantly benefit
the European defense industry.
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* The surge in defense budgets across Europe pres-
ents significant growth potential for defense compa-
nies, and other major players across the continent.

Friedrich Merz, Germany’s newly elected Chancellor,
faces a difficult road ahead. He must govern the po-
litically divided, economically broken, and increas-
ingly fraught with geopolitical risk, core European
nation of Germany. He faces this daunting task while
trying to parse together a ruling coalition that needs
to thread the seemingly contradictory task of con-
trolling a wide budget deficit, while also increasing
military and defense spending and reigniting anemic
economic growth. Perhaps, most importantly, Ger-
many must recover its lost national confidence after
decades of being on the backfoot. How feasible is
this? We will attempt to unravel this fiscal quagmire,
analyze the chances of success, and gauge the im-
plications for the country’s financial assets, particu-
larly for its defense sector.



MARKET COMMENTARY | MARCH 2025

On February 23, Germans went to the ballots to cast
their votes in an early federal election, after the previ-
ous German three-party government led by Olaf
Scholz collapsed in November over disagreements on
the 2025 budget. Even if the polls had heralded Merz’s
eventual victory, many were still surprised by the suc-
cessful performance of the Alternative for Germany,
better known as AfD for its German acronym, which
came in second with 20.8% of the votes, doubling its
vote share versus the 2021 tally. This result arises
amidst a backdrop of soaring energy prices that have
hampered manufacturers, increased migration, and
increased green energy regulations. Not surprisingly,
Germans harbored a stark level of pessimism about
the current state of the economy, something that Merz
used to his advantage as the most economically liter-
ate candidate. Merz has echoed these German fears,
stating that the previous German business model is
untenable given that the country’s manufacturing
base is crippled by regulations and costs that com-
petitors like China do not adhere to.

One of the more sensitive issues the Merz adminis-
tration will have to address is the Schuldenbremse -
better known in English as the “debt brake.” As we
highlighted in our latest quarterly call, the initial CDU/
CSU position towards the debt brake was to retain it
and instead reduce social benefits and downsize
government employment while supporting tax cuts
and social spending. However, Merz has reversed
course lately, opening the door to reforming the
brake and shifting Germany’s fiscal outlook after
President Trump’s abrupt and increasingly antago-
nistic shift towards European tariffs and away from
its security guarantee. In a stunning shift, the CDU/
CSU has been holding talks with the SPD to form a
governing coalition, with fiscal expansion as its cen-
terpiece. They have proposed the creation of two
Special Funds — one for defense for EUR400bn, and
another for infrastructure for EUR 400-500bn. The
inclusion of these two Funds, together with a pro-
posal to raise the permissible structural net borrow-
ing under the debt brake, is estimated to increase
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the permissible structural net borrowing by more
than 2% of GDP per year for ten years according to
Barclays. Furthermore, these announcements pres-
ent an almost radical change from what the CDU/CSU
coalition had stated during the elections that any ad-
ditional expenditure was to be absorbed by savings in
other sectors. Trump may just have been the catalyst
that Europe needed to awaken it from its slumber.

— “.opening the door to
reforming the brake and
shifting Germany’s fiscal
outlook after President Trump’s
abrupt and increasingly
antagonistic shift towards
European tariffs and away from
its security guarantee.”

These proposals will be sent to the current Bundestag
for constitutional amendments, before the new parlia-
ment is sworn in on March 25. This is important be-
cause the current parliamentary composition holds the
necessary two-thirds majority if the Greens cooperate.

In regard to the brake, and against the backdrop of
the European Union presenting a plan to increase its
defense spending, the talks between the CDU/CSU
and the SPD also rendered a proposal to reform the
debt brake to allow for more public spending, which
would increase permissible structural net borrowing
up to 1.4% of GDP when the debt/GDP ratio is below
60%, and to 0.9% when the debt/GDP ratio is above
60%. It is worth stressing that this reform would also
require a two-thirds majority that will be put to the
test in the new parliamentary setup.
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Furthermore, according to an analysis by the Econo-
mist Intelligence Unit, Germany was the country most
likely to implement policy changes under a second
Trump administration, and that is proving to be true.
Within the first 100 days of the second Trump ad-
ministration, Germany has begun to implement
some of the changes required to adapt to a new re-
ality. The current backdrop of potentially higher fiscal
deficits is starting to be penciled in by German sov-
ereign debt, with the sovereign curve exhibiting a bull
steepening mostly propelled by the observed yield
increase in the 10-year tenor. Aside from an expected
wider deficit, market participants are forecasting
higher debt issuance to finance the proposed Funds,
and that expected increase in supply will probably
continue to drive yields higher.

— “With the responsibility
of defense spending now
falling on the shoulders of
the European countries,

it is the time for defense

companies to shine.”

The European response to ramp up defense spend-
ing comes at a time when the US has halted all mili-
tary aid to Ukraine and is keen to see Europe increase
spending for its own defense. With the responsibility
of defense spending now falling on the shoulders of
the European countries, it is the time for defense
companies to shine.

When it comes to defense, Germany has a very im-

insigneo

portant role to play, not only for itself, but for the en-
tire continent. Out of all the countries in Europe, Ger-
many has the second largest defense industry on the
continent, behind only France. Germany’s spending
on defense as a percent of GDP increased by close
to 50% from 2023 to 2024, rising by more than USD
30 billion to USD 97.7 billion by the end of last year,
surpassing NATO’s current spending target of 2% of
GDP. The country appears highly committed to in-
creasing its defense spending, to the point that the
government is planning to amend the Constitution
to exempt military and security infrastructure
spending from its fiscal spending limits and create
an EUR 500 billion fund to increase spending on de-
fense infrastructure over the next ten years, in what
Merz described as a “fiscal sea-change”. Germany
is effectively leading the charge for increased spend-
ing on defense across the entire continent. In re-
sponse, Europe has proposed EUR 150 billion in loans
to jumpstart spending in the region. Additionally, Eu-
ropean Commission President Ursula von der Leyen
is planning to enact measures that will allow member
countries to spend additional funds up to EUR 650
billion on defense over the next four years, without
incurring penalties for restriction violations on bud-
getary spending.

The hundreds of billions of Euros that are being ear-
marked for defense spending are astounding in
their own right. However, coupled with the relatively
short times frames being discussed for the imple-
mentation of spending levels of this magnitude, this
dynamic could create a meaningful and sustainable
tailwind for the defense industry in Europe and
around the globe. During its 2014 summit in Wales,
NATO agreed that each member country should aim
to spend 2% of GDP on defense, to bolster the alli-
ance’s footing on a global scale. However, not every
member was meeting this goal, with a handful of
members exceeding it, while most missed the target.
As pressure increases on the European members of
the alliance to hold up their end of the deal, there
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are talks that NATO could agree to increase its de-
fense spending target to 3% by this summer and
possibly above that level by 2027. In fact, countries
such as Denmark have already agreed to meeting a
new 3% target. Again, such large increases in spend-
ing in a short period of time could create powerful
tailwinds for defense contractors around the world.

Unlike the United States, China and Russia, where
the military-industrial complexes of these countries
tend to be mostly domestically focused, Europe
tends to operate with a cooperation-based “region-
al” defense industry mentality. In this model, different
countries on the continent cooperate towards a
common goal, leveraging each other’s strengths to
achieve scale through a value-added driven strategy.
These countries are stronger working together than
alone. A case in point was the creation of Europe’s
premier fighter aircraft in the 1990s, the Euro Fighter
Typhoon. Defense companies in the United Kingdom,
France, Germany, and Spain came together to create
one of the most successful aircraft programs in the
history of Europe, where each country specialized in
contributing to a certain part of the program. This
time, the region is likely to approach a similar strate-
gy, on a much larger scale.

France’s Airbus will likely be the biggest beneficiary
from this trend, as it is involved in multiple defense
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programs across multiple countries in the region.
However, other companies such as France’s Thales
and Dassault Aviation, BAE Systems in the UK, Leon-
ardo in Italy, and Saab in Sweden are also likely to
benefit, coming together for a common goal. Within
Germany, several companies stand to benefit from
increased spending in its military-industrial complex,
with the largest defense contractor in the country,
Rheinmetall standing to be the biggest winner. Rhein-
metall is one of the leading manufacturers of tanks
and combat vehicles in the world. Additionally, the
company also manufactures advanced ammuni-
tions, sensors, and electronic equipment used on
weapon platforms across the globe. At the same
time, a number of diversified companies in the coun-
try, such as metals producer Thyssenkrupp and engi-
neering powerhouse Siemens, are also likely to benefit
from increased spending across the continent.

The potential impact of increased defense spending
in the region could prove to be a blessing in disguise
for Europe. Having little choice but to stand on its
own two feet, this dynamic might give the region the
spending jolt that it needs to revive its economy. Ger-
many’s incoming Chancellor Merz said it best when he
recently stated that Germany is prepared to do “what-
ever it takes” to be able to defend itself. If so, then the
rest of Europe will likely be ready to do the same. m
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House Views Matrix

TACTICAL CYCLICAL
(UP TO 3 MONTHS) (UP TO 12 MONTHS)

Global Asset Allocation
Equities NEUTRAL NEUTRAL
Fixed Income NEUTRAL OVERWEIGHT
Cash OVERWEIGHT NEUTRAL
Regional Breakdown
US Equities’ NEUTRAL OVERWEIGHT
European Equities OVERWEIGHT NEUTRAL
Japanese Equities OVERWEIGHT NEUTRAL
Chinese Equities OVERWEIGHT NEUTRAL
US Treasuries? NEUTRAL OVERWEIGHT
Investment Grade Fixed Income NEUTRAL NEUTRAL
High Yield Fixed Income NEUTRAL NEUTRAL
Emerging Market Sovereign NEUTRAL NEUTRAL
US Dollar NEUTRAL OVERWEIGHT
Precious Metals OVERWEIGHT OVERWEIGHT

'Relative to global equities in USD
2Relative to aggregate fixed income markets in USD
° Relative to an overall commodity allocation
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