TD Economics

From Laggard, to Leader, and
Back Again: Germany’s Malaise

Andrew Hencic, Senior Economist | 416-944-5307

September 25, 2024

Highlights

* Germany’s economic growth has underperformed the broader euro area for its longest stretch since the col-
lapse of communism in eastern Europe led to German reunification.

* The current malaise is also the result of a supply shock but different from the last period of underperformance.
It is expected to be less lasting too, and fade in 2025.

* Beyond that, Germany still faces a shrinking workforce, and rising old age dependency. The need for greater
public investment represents an area where incremental improvements could materially lift the outlook.

Germany looks set to underperform the euro area for a fourth year in a row in 2024. This is the longest stretch of
underperformance since the late 1990s and early 2000s when the Economist famously labelled Germany, “The Sick
Man of the euro™. The comparisons to this period are overdone. As then, there are serious challenges facing the
economy, but while the situation 20 years ago reflected the aftereffects of reintegrating East Germany, the current
malaise is the result of the inflation shock stemming from Rus-

sia’s invasion of Ukraine. As inflation continues to fade, Ger-  Chart 1: The Labor Market of the Late 90s Is a Distant
many’s growth should gradually return heading into next year, M::r‘r:;‘:ﬁzed Unemployment Rote, %

helping the economy expand 1.0% in 2025. However, challeng- =

ing structural issues, including demographic headwinds and 1,
inadequate public investment, loom on the horizon and will
need to be addressed in the coming years.

History is Not Repeating 6
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When Germany’s economy underperformed in the late nine- Germany
ties, it was in the wake of the reunification of East and West
Germany. The associated costs of infrastructure and capi-

tal upgrades, fiscal transfers and social expenditures were
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Chart 2: Weak Domestic Demand Lingered Behind Prior
Underperformance
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massive. Total transfers to the former East Germany
are estimated to have been over 1 trillion euros from
1991 to the early 2000s alone, a sizeable 3-5% of total
German GDP in each year?3. Moreover, the structural
change imposed suddenly on East Germany’s com-
munist economy saw the unemployment rate rise into
double digits by the early 2000s (Chart 1). Chancel-
lor Gerhard Schroder’s governing coalition undertook
the Project 2010 initiative in response, in hopes of kick-
starting growth and bringing down unemployment.
The Hartz Reforms restructured labor arrangements
and, in 2005, reduced long-term unemployment bene-
fits. In the years that followed, the unemployment rate
continued to fall, albeit raising the earnings penalty to
being unemployed*®. Nonetheless, the German unem-
ployment rate (adjusted to reflect euro zone measure-
ment) now sits at a low 3.4%, far below the average
across the euro area and its own historic highs.

Given that the last of the reforms were implemented
in 2005, this is a convenient cut-off point in the data
to examine the drivers of German economic growth
relative to the rest of the euro area. Between 1998 and
2005, given the high rate of unemployment, Germa-
ny’s economy relied heavily on external demand. In
that time, roughly half of GDP growth was attributable
to an improving trade balance. Conversely, the rest of
the euro area expanded at a solid clip, virtually entirely
supported by domestic demand (Chart 2).

Between 2006 and 2019 the euro area sovereign
debt crisis damaged the eurozone economies, while

Germany became an economic standout. Healthy
domestic demand and a positive contribution from
trade were the envy of Europe prior to the pandemic.
However, these were upended by COVID lockdowns
and the gargantuan spike in energy prices in the wake
of Russia’s invasion of Ukraine. Germany relied on Rus-
sia for over half of its natural gas supplies, and the
steep run-up in energy prices led to a fall in consumer
(and investor) confidence, which has depressed do-
mestic demand.

The silver lining is that the economy has weathered
the shutdown in Russian gas imports better than many
had feared. Although the energy shock profoundly af-
fected energy-intensive industries (Chart 3), the steep
reduction in energy demand, along with substitution to
alternate suppliers (mostly LNG from the U.S.) helped
the country avoid a steep economic contraction®.

Fading Shocks Lift Prospects

The good news is that the worst of the shock is likely
in the rearview mirror. Demand growth is expected to
begin to recover in the latter half of 2024 as wages
in inflation-adjusted terms continue to rise. Improving
domestic economic prospects have gradually been
translating into a bump in consumer confidence, as
the decline in living standards abates.

A revival in real wage growth (+3.0% y/y in Q2), com-
bined with falling interest rates should help private
consumption return to the driver’s seat and power

Chart 3: Energy Intensive Sectors Absorbed Initial Shock
of Energy Crisis
Industrial Production Index (Jan 2015 =100)
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growth in 2025 (Chart 4). The associated jump in con-
sumer demand will be partially offset by rising imports,
with a still lackluster global growth backdrop not provid-
ing much of a fillip to export orders.

However, the investment landscape is likely to remain
challenging. Business sentiment remains moribund. Cor-
porate sector cost structures have shifted materially in
the past four years, with the restructuring of the energy
market, and sharply higher input costs are eating into
margins (Chart 5). Moreover, the erosion in real incomes
had suppressed pricing power, limiting firms’ ability to
support margins by raising prices. This will weigh on in-
vestment prospects. Segments of industry are reportedly
suffering from overcapacity (Chart 6), with Volkswagen’s
high-profile discussions about shutting factories em-
blematic of the current state of industry’.

Chart 4: German Growth Outlook
Contribution to Real GDP Growth, Percentage Points
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Chart 5: Producer Prices Have Outpaced Consumer
Inflation
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Chart 6: Excess Manufacturing Capacity Rapidly
Accumulating
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Nonetheless, the bottom is due. Interest rates are at
multi-decade highs and are expected to continue
falling as the ECB eases monetary policy, which will
help reduce financing costs. Moreover, the rundown
in inventories that has acted as a drag is expected to
abate heading into 2025. This sets the stage for rising
real incomes to help support demand growth. Togeth-
er, the investment outlook should brighten and begin
to gradually recover in 2025.

While the private sector is expected to find its footing,
government will be slowly withdrawing its support for
the economy. The general government deficit is ex-
pected to slowly shrink over the next two years as the
fiscal rules that were suspended during the pandemic
come into effect.

Opportunities for Long-Term Prosperity

The economy is forecast to resume growth in 2025 after
roughly two years of stagnation. This will come as the
effects of shocks fade. However, like in the early 2000s,
to achieve sustained growth in living standards, policy-
makers must turn to address the challenges facing the
long-run growth. Typically, long-run growth boils down
to, how many people (and hours) are available for work,
how much they have to work with (capital), and how ef-
fectively these inputs are used (productivity). Germany
needs progress on all three fronts.

The latter is an area of great study, with former ECB
head Mario Draghi recently delivering a comprehen-
sive list of policy proposals® to boost competitiveness
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Chart 7: German Working Age Population (15-64)
Expected To Resume Decline
Population, Millions

------- Forecast Range

56
55
54
53
52
51
50
49
48

1991 1995 1999 2003 2007 2011 2015 2019 2023 2027

Source: Destatis, TD Economics.

in the European Union. For Germany specifically, a
shrinking working age population and slow capital ac-
cumulation are pressing concerns that can be readily
addressed.

First, the working age population is set to resume
shrinking after two major influxes of immigration
helped stem demographic declines (Chart 7). The Euro-
pean Commission has already estimated the impacts
on government budgets and GDP®. The total drag on
potential growth from the shrinking share of the work-
ing age population is estimated to be 0.2 percentage
points (with some offset coming from higher participa-
tion) and the added strain on government coffers pro-
jected at 1.5% of GDP by 2045. This is doubly worrying
as older workforces have also been associated with
declining productivity growth™, making the added pro-
ductivity lift needed for rising living standards harder
to come by.

The textbook answer to the challenges would be to
boost investment and participation rates. On the lat-
ter front, female labor force participation is still roughly
eight percentage points below that of men. Inducing a
greater share of women into the workforce could help
stem the tide of aging. A feat that is easier said than
done given the complex tax and cultural factors that
influence labor participation ™2,

Boosting capital available also comes with challenges
but, in Germany’s case, public investment is an area of
opportunity. Net public capital per worker has been in

a steady decline over the past two decades (Chart 8),
while general government debt-to-GDP, after peaking
around 87% of GDP in 2012, has fallen to below 62%.
The situation has been highlighted elsewhere, but the
implications of the problem were neatly summarized
in the European Commission’s annual report this year®™
that cited survey data suggesting that “the declining
quality of public infrastructure and the insufficient
modernization of public services are hindering busi-
ness activities™™.

There are a variety of factors behind the lack of
spending. To a certain extent the current fiscal rules,
enshrined in the Basic Law, limit the scale of deficit
spending outside of emergencies. However, even amid
budgetary surpluses, allocated funds had not been dis-
persed at the municipal level, as a complex permitting
environment and lack of labor impeded spending™.

The good news is that on the permitting front, some
progress is being made. Recent data suggest a healthy
uptick in the number of wind and solar projects al-
lowed to proceed' after policymakers identified it as a
priority area. There are still hurdles to getting the proj-
ects online, but the improvement is emblematic of the
types of initiatives needed to get investment flowing.

This investment will be crucial to meet climate goals”,
deepen the capital stock, and facilitate productivity
growth. Moreover, the risk that a glut of capital would
be poorly allocated is likely small, given that total capi-
tal per worker (public and private) has barely risen in

Chart 8: Public Net Capital per Worker Has Gradually
Declined Over Past Two Decades
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the past twenty years and businesses have articulated
a need for infrastructure improvements (Chart 9).

This all ultimately leads back to Germany’s ongoing
large trade surplus. Without getting into too deep an
economics lesson, Germany’s current account surplus
means that it has excess savings as a country - it’s rate
of investment is lower than domestic savings (pub-
lic and private). Despite the need for more capital at
home, Germany continues to be a lender to the world.
The expected revival in consumption expenditures and
investment in 2025 will work to eat into the trade bal-
ance, but more can be done. Increased public invest-
ments could help facilitate the next era of productiv-
ity growth, thereby helping grow living standards at a
time when the working age population again resumes
its gradual decline.

Bottom Line

German reunification ultimately resulted in large re-
forms to the labor market that contributed to the de-
cade of resilient economic performance, despite wide-

Chart 9: Capital Deepening Has Been Notably Weak Since
Labor Reforms
Growth in Net Capital Per Labor Input, Year/Year % Change
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spread weakness elsewhere in the euro area. Today,
policymakers are faced with a new set of challenges
coming out of the energy crisis. Despite the head-
winds, there is still an opportunity to set the economy
up for the next decade of prosperity. Greater public in-
vestment represents an area where incremental im-
provements could materially lift the outlook and help
address Germany’s productivity challenge.
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