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Key events — Outlook 2020

In 2019 we've dealt with questions about the German economy, about German
politics — fiscal policy and the black zero, in particular — and, more fundamen-
tally, about Germany’s future given the risk of a more permanent reversal of
globalisation, the increased environmental focus, the challenges for the German
car industry and the widespread notion that Germany might miss the boat on the
big data economy and other technological trends. These negative narratives go
a long way toward explaining why German corporates’ investment spending has
been so lackluster and why more than two-thirds of voters are dissatisfied with
the government. That the same percentage prefers a Groko continuation is
probably an indication of a broad-based lack of orientation.

There are no straightforward answers to these structural questions. History is
likely of little help as some challenges are completely new. However, the coun-
try has gone through similar periods of foreign observers painting Germany’s fu-
ture in dark hues (“The sick man of Europe”) with notoriously skeptical Germans
joining in. This might explain our cautiously optimistic stance on these issues in
this economic outlook.

Similarly, regarding the cyclical outlook for 2020, a dose of optimism doesn't
hurt. Even with a clear Conservative victory, Brexit uncertainty has hardly disap-
peared. Chances of an encompassing trade deal before end-2020 appear close
to nil, especially given the wide-apart positions. The US-China Phase | deal
seems to indicate a temporary truce, but probably doesn't go far enough to
squash the rise in trade policy uncertainty, and it is far from clear what it might
imply for lingering US-EU trade disputes.

Assuming no setbacks on either front, we anticipate a gradual recovery in global
trade in 2020, which should enable a piecemeal recovery in exports and help
end the industrial recession. Still, we expect equipment spending to decline in
2020, as sentiment will rebound only gradually. The domestic growth pillars —
private and government consumption as well as construction — should continue
to expand at a healthy clip, given expansionary fiscal policy and, most im-
portantly, our expectation that the German labour market will hold up despite the
industrial recession. But annual GDP growth of 1% forecast for 2020 after 0.5%
in 2019 is clearly underwhelming, especially since the acceleration versus 2019
is almost exclusively the result of an unusually high number of working days in
2020.
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Economic forecasts

Real GDP Consumer Prices* Current Account Fiscal Balance
(% growth) (% growth) (% of GDP) (% of GDP)

2019 2020F 2021F 2019 2020F 2021F 2019 2020F 2021F 2019 2020F 2021F
Euroland 1.2 1.0 1.2 1.2 1.1 1.2 2.5 21 1.8 -0.9 -1.1 -1.2
Germany 0.5 1.0 1.1 1.4 1.0 1.4 7.2 6.7 6.1 1.2 0.5 0.0
France 1.3 1.2 1.2 1.3 1.3 1.2 -0.3 -0.2 -0.2 -3.2 24 -2.3
Italy 0.2 0.5 0.6 0.7 0.7 1.0 3.1 2.7 2.7 -2.2 24 -2.3
Spain 2.0 1.6 1.6 0.8 1.0 1.4 0.6 0.4 0.3 -2.1 24 -2.2
Netherlands 1.7 1.6 1.6 2.7 1.8 1.7 10.0 9.8 9.6 0.7 0.2 0.0
Belgium 1.3 1.1 1.3 1.3 1.3 1.6 -1.0 -1.0 -1.0 -1.5 -2.0 -2.0
Austria 1.5 14 1.4 1.5 1.6 1.6 2.0 1.8 1.8 04 0.2 0.3
Finland 1.6 1.2 1.3 1.2 1.1 1.1 -1.5 -1.5 -1.0 -0.9 -1.1 -11
Greece 1.4 1.7 2.0 0.4 0.3 1.7 -2.5 -2.0 -1.5 1.2 0.5 04
Portugal 1.9 1.5 1.6 0.3 0.5 1.0 -0.2 -0.5 -0.7 -0.3 -0.2 0.2
Ireland 5.4 3.0 3.5 0.9 0.9 0.8 3.0 4.0 5.0 0.4 0.0 0.2
UK 1.2 1.0 1.4 1.8 14 1.7 -5.3 -4.7 -4.3 -2.3 -2.8 -2.6
Denmark 1.9 15 1.5 0.9 1.2 1.3 7.0 6.9 6.9 2.0 0.5 0.0
Norway 2.5 1.9 1.8 2.3 1.9 2.0 6.8 6.0 6.4 7.5 7.3 7.3
Sweden 1.1 1.1 1.5 1.7 1.6 1.7 3.7 4.0 4.4 04 0.1 0.2
Switzerland 0.9 1.9 1.5 0.5 0.5 0.9 10.1 10.2 10.3 1.1 1.1 0.9
Czech Republic 2.5 2.3 2.7 2.8 25 2.3 0.9 0.7 0.9 0.8 0.4 0.3
Hungary 5.0 B9 3.5 3.3 3.3 3.4 -1.0 -0.8 -0.6 -1.7 -1.2 -1.0
Poland 4.2 3.8 3.6 2.3 2.7 2.8 -0.3 -0.7 -0.6 -1.0 -0.8 -1.1
United States 2.3 1.9 2.1 1.8 2.0 2.0 -3.0 -3.5 -3.5 -4.5 -4.5 -4.5
Japan 1.0 0.1 1.1 0.5 0.5 0.7 3.5 3.9 4.3 -2.6 -2.7 -2.6
China 6.2 6.1 6.0 2.9 3.6 2.0 1.5 1.1 0.9 -4.9 -4.9 -4.4
World 3.1 3.3 3.5 3.1 3.1 2.8

*Consumer price data for European countries based on harmonized price indices except for Germany. This can lead to discrepancies compared to other DB publications.
Sources: National Authorities, Deutsche Bank

Forecasts: German GDP growth by components, % qoq, annual data % yoy

2020 2021
2018 2019 2020F 2021F Q1 Q2 Q3F Q4F Q1F Q2F Q3F Q4F
Real GDP 1.5 0.5 1.0 1.1 0.1 0.3 0.3 0.3 0.1 0.2 0.3 0.3
Private consumption 1.3 15 1.2 1.0 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.3
GovV't expenditure 1.4 2.0 1.5 1.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Fixed investment B315) 2.7 1.9 2.1 0.4 0.4 0.6 0.6 0.3 0.4 0.5 0.5
Investment in M&E 4.4 0.7 -0.5 1.8 -0.2 0.1 0.5 0.5 0.0 0.3 0.4 0.5
Construction 25 4.1 3.7 2.7 0.8 0.7 0.7 0.7 0.6 0.6 0.6 0.6
Inventories, pp 0.3 -0.4 -0.3 -0.4 0.0 0.1 0.0 0.0 -0.1 0.0 0.0 0.0
Exports 2.1 1.0 2.3 2.1 0.3 0.5 0.7 0.7 0.4 0.4 0.4 0.4
Imports 3.6 2.3 2.9 2.6 0.7 0.7 0.7 0.7 0.6 0.6 0.6 0.6
Net exports, pp -0.4 -0.5 -0.1 -0.1 -0.2 -0.1 0.0 0.0 -0.1 -0.1 -0.1 -0.1
Consumer prices* 1.7 14 1.0 1.4
Unemployment rate, % 5.2 5.0 5.1 5.2
Industrial production™ 1.1 40 -15 1.0
Budget balance, % GDP 1.9 1.2 0.5 0.0
Public debt, % GDP 619 59.1 569 553
Balance on current account, % GDP 7.3 7.2 6.7 6.1
Balance on current account, EUR bn 241.4 246 236 220

*Inflation data for Germany based on national definition. This can lead to discrepancies to other DB publications. **Manufacturing (NACE C)
Sources: Federal Statistical Office, Deutsche Bundesbank, Federal Employment Agency, Deutsche Bank Research
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Economic growth

Real GDP, % yoy
2017 2018 2019F

2020F

us 24 29 23
Japan 22 0.3 1.0
Euroland 2.7 1.9 1.2
Germany 25 15 0.5
France 24 1.7 1.3
ltaly 1.8 0.7 0.2
Spain 29 24 20
Netherlands 29 2.6 1.7
Greece 14 1.9 14
Portugal 35 24 1.9
Ireland 8.2 8.3 54
UK 1.9 14 1.2
Asia (ex Japan) 6.2 6.2 53
China 6.8 6.6 6.2
India 6.9 74 5.1
Eastern Europe 27 29 20
Latin America 1.0 0.9 14
World 3.9 3.8 31

Sources: IMF, Deutsche Bank Research

German GDP profile
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In 2019, the German economy has avoided a technical recession by a hair’s
breadth, but on average quarterly GDP basically flatlined throughout the year,
despite the 0.5% jump in Q1 GDP, which was in part driven by catch-up effects.
The massive slowdown was brought about by the economy’s external side. Alt-
hough foreign orders seem to have bottomed, they are still down about 9% com-
pared to their peak in Q4 2018. Since mid-2018, real exports have on average
increased a meagre 0.1% qoq, and net trade has subtracted an average 0.2 pp
of GDP per quarter.

Without the world trade crunch Germany likely would have grown
1.75% in 2019

Despite global GDP expanding by about 3%, world trade (goods) will have
dropped by about 0.5% in 2019, with the US-Chinese trade conflict, Brexit and
the weakness of (trade-intensive) global capex spending being the key reasons.
Moreover, these disputes have lowered global GDP growth by almost 1% in
2019, according to Fed simulations. Although neither factor is independent and
both are derived from partial analysis, one can probably argue that with global
GDP growth at around 4% and more normal trade elasticity of 1, German ex-
ports would have grown by an additional 4 pp; subtracting higher import de-
mand, this — ceteris paribus — would have resulted in GDP growth of 1.25 pp
higher than the 0.5% expected for 2019. While this is clearly a very rough esti-
mate, it provides an indication of the welfare loss.

External headwinds are expected to ease

This counterfactual scenario highlights the importance of the assumptions for
global growth in our 2020 forecast, particularly regarding developments in the
US/Chinese trade conflict and a still-possible US tariff increase on car imports.
The Phase 1 deal confirmed by the US and China is more or less in line with
market expectations: the tariffs scheduled for mid-December have been sus-
pended, although the rollback — US tariffs on USD 120bn of Chinese imports
have been cut from 15% to 7.5% — was at the lower end of expectations. China
has committed to larger agricultural purchases. But details on these purchases
or other subjects — for example, the protection of property rights, technology
transfer or dispute resolution and measures on technology transfer — remain
vague. Furthermore, there is still no clarity with respect to US-EU trade issues,
although we do not assume that the US will impose higher tariffs on car imports.

ifo: Services / manufacturing gap

Balance Difference
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Sources: ifo, Deutsche Bank Research
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Global PMI
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Modest upward revisions for key countries

This more optimistic view — likely shared by the majority of market participants —
has already resulted in a clear reversal of global economic policy uncertainty.
This index declined to 265.8 in November from its peak of 336 in August. Since
early October, when the US administration’s tonality regarding trade negotia-
tions started to improve, the MSCI world index has gained about 10%. In No-
vember the global manufacturing PMI (50.3) climbed above 50 for the first time
since April. The Taiwanese manufacturing PMI, which tends to lead the global
index by about two months, even jumped to 54.9 — a 6.9-point rise from the July
trough. That said, the flash PMIs for December again provided less optimistic
reading. The Bundesbank’s leading indicator for global IP started to inch higher
in October/November. Our colleagues have upgraded their forecasts for both
the US and the Chinese economies. In the US, sentiment indicators have re-
bounded somewhat, the labour market has offered substantial upside surprises,
and model-implied recession probabilities have clearly fallen. Our colleagues
now see the US economy bottoming in Q4 2019, half a year earlier than previ-
ously thought, and have lifted their 2020 GDP forecast from 1.5% to 1.7%. In a
similar vein, our colleagues in Asia have raised their China forecast, expecting
growth might have bottomed in Q3 already or do so by Q1 2020 at the latest. Of
course this forecast also rests largely on our trade policy assumption, but is also
supported by fiscal expansion and monetary easing. The annual GDP growth
forecast for China has inched up to 6.1% compared to 5.9% in November.

Financial markets to remain supportive

We do not expect any change in policy rates on either side of the Atlantic in
2020. Our strategists believe US 10y yields could drift slightly lower over the
summer but end 2020 at around 1.9%, near their current level. With European
growth concerns receding somewhat during 2020 and Germany moving towards
a fiscal deficit in 2021, 10y bund yields could drift towards 0% by end-2020.
Given the decline in economic policy uncertainty and the expected stabilisation
in US and global growth during 2020, our strategists call for the S&P 500 to rise
modestly in 2020 (year-end target 3250). In such a scenario, they see oppor-
tunity for European stocks to do somewhat better given their higher beta and
lower valuations (relative to the US).

The risk in our key assumption

However, the improvement has thus far taken place mainly in sentiment data
and still doesn't present an unambiguous signal. Hard monthly data has pro-
vided even more of a mixed bag. And — nota bene — until now the improvement
in financial markets and survey data such as ISM, ifo or PMIs has been driven
primarily by hopes that the easing in US/Chinese trade tensions is real. The
logic behind such a change in stance is intuitive: Both economies have started
to feel the squeeze from tariff increases hitting exports and domestic investment
spending. In an election year, President Trump should have no interest in taking
risks with the economy. But we economists should not forget that forecasting
politics based on economic cost-benefit analysis has its limits, especially when
time inconsistency issues play a role, such as the assessment that the underly-
ing conflict between the US and China can hardly be solved by a trade deal and
could well become more acute in the coming years.
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Another negative GDP print for Q4 is possible

But even if our optimism proves right, global economy momentum might remain
shallow throughout 2020. In many countries hard data has not yet deteriorated
to the extent implied by sentiment data. This is particularly salient for Germany,
where bridge models based on ifo and PMIs had predicted negative growth for
Q3 of about 2%, while the economy eked out a 0.1% gain. This desynchroniz-
ing could imply that the impact is still to come, weighing down the economy in
the winter half, or — similarly discouraging — that the budding improvement in
sentiment data is just a correction of the recent overshooting but might not be
mirrored in hard data. Either way, it does not bode well for Q4 GDP and proba-
bly the whole winter half year, for which we expect little more than stagnation.
Given its poor start — with industrial production (-1.7%), orders (-0.4%) and retail
sales (-1.6%) all down from September — Q4 could easily see another small
drop in quarterly GDP.

German economy rests on a strong domestic pillar

Given the structurally tight labour market (p. 12), income growth should remain
solid in 2020, supported by fiscal policy. Ongoing fiscal expansion should also
drive public consumption and investment (p. 11 and 14). The property market
boom seems to be taking off; the double-digit increase in housing-related credit
growth will boost construction investment, which will still be held back by various
bottlenecks (p. 22). The German economy's ongoing dichotomy shows up in the
ifo Index gap between the manufacturing and service industries, which is still
very wide — only exceeded in the 2009 crisis. In the first three quarters of 2019,
all major sectors in the service industry posted positive growth — but for those
closely related to the manufacturing sector, such as transport or corporate ser-
vices, output has been falling (qoq) since Q2.

2013-2020 Germany: GDP growth contributions n

% yoy, pp

2013 2014 2015 2016 2017 2018 2019 2020
mmmmm Private consumption Public consumption mmmm M&E Investments
Construction investments mmmmm Other investments Inventory
Net exports e GDP

Sources: Deutsche Bank Research, Federal Statistical Office

Given the at best lackluster improvement in external demand (p. 7), we expect
the contraction in corporate investment to continue into 2020. Even if uncer-
tainty related to trade recedes further, the unclear path and impact of German
and European environmental policy will likely dampen the business sector's in-
clination to invest (in Germany).
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All'in all, we expect German GDP to increase by around 1% in 2020 after 0.5%
in 2019. The positive output gap of recent years should be more or less elimi-
nated by 2020, suggesting even lower upward pressure on core inflation. As en-
ergy prices are forecast to decline in 2020, headline inflation should move back
toward 1% (p. 28).

Risk of recession* on decline in Q3 but not off the table n

WA VNN L A/
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61 63 65 67 69 71 73 75 77 79 81 83 8 87 89 91 93 95 97 99 01 03 05 0O7 09 11 13 15 17 19

*to estimate recession probabilities we utilise a probit model. Dependent variable is a binary indicator that takes value of 1 for a negative qoq GDP growth. Shaded areas are the recession estimates
by Council of Economic Experts. As controls we include new orders, ifo business climate index, Industrial production (excluding construction) as well as corporate bond yields.
Presented values are four quarter moving averages of recession probabilities.

Sources: ifo, Federal Statistical Office, Deutsche Bank Research

Recession risk not yet gone

Given that 2020 GDP growth will get a 0.4 pp boost from an unusually high
number of working days, it seems clear that the economy will remain quite frag-
ile, especially considering the structural challenges for the car industry and its
suppliers or the uncertainty stemming from the increasing gap between the de-
mands and political promises to slow climate change and the thus-far limited
amount/impact of concrete measures, which raise concerns about the likelihood
of harsher measures with even more disruptive effects on economic activity. A
renewed escalation in the US/Chinese trade conflict, higher US auto tariffs on
European cars or roadblocks in negotiating a post-Brexit trade agreement could
be enough to push the German economy (finally) into recession territory.

Stefan Schneider (+49 69 910-31790, stefan-b.schneider@db.com)

6

| December 20, 2019 Focus Germany



Deutschve Bank

nesearci

Fragile — handle with care

Global trade vs. global PMI and US-

Purchasing Managers Index: ISM
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Stronger export growth thanks to US-China deal?!

Led by restrictive US trade policy, global trade for goods and services lost more
steam in 2019 and looks set to have expanded by less than 1%. For goods, the
number was negative. The gradual escalation of the trade conflict between the
US and China dampened global demand, but the US also raised tariffs on indi-
vidual products from Europe and vice versa. The latent risk of US import tariffs
on cars weighed on sentiment throughout the year, pushing export orders in the
Purchasing Managers' Index for manufacturing to the lowest level since the fi-
nancial crisis. But the extraordinarily pessimistic mood was only partly reflected
in real exports, which look set to have edged up by around 1%. If — as expected
in our base scenario — the trade conflict between the US and China de-esca-
lates over the next year, global trade and, as a result, German exports ought to
regain some momentum. In this environment, global trade of goods should pick
up by 22%, with German exports (goods and services) up c¢. 2%. If our assump-
tion is correct, export growth — globally and in Germany — would again be below
average. Like in the preceding years, growth of global exports including services
should come in around one percentage point higher, at roughly 3%2%.

Impact of export prices and exchange rates likely to be limited

Thanks to relatively stable commodity inflation, export prices in 2019 inched up
by just ¥2%. In our view, the majority of commaodity prices will likely be trading
sideways for most of the year in 2020, too. The only exception is crude oil prices
(Brent and WTI). Here, we forecast a sharp drop of more than 10%. Based on
our calculations, export prices should actually shrink marginally in 2020, which
would limit annual nominal export growth to only c. 1%4%. Our export forecasts
are based on a sideways trend in real and nominal exchange rates. Assuming
our export elasticity estimate of -2/3, a euro appreciation from the current
EUR/USD 1.10 to 1.20 (annual averages) would slow German export growth by
around 6 percentage points. However, as a rise in the euro is generally accom-
panied by a global rebound, our starting forecast would also have to be revised
to the upside.

De-escalation of the trade conflict might trigger catch-up effects

In 2019, like in the preceding years, Germany's five largest export partners in
nominal terms were the US, France, China, the Netherlands and the UK. To-
gether, these countries absorb 37% of aggregate German exports. The core ar-
eas of the trade conflicts were clearly reflected in regional export growth. At 5%,
growth of nominal exports to the US was slightly above average, partly due to
the appreciation of the US dollar during the year. Exports to China, on the other
hand, were up only 1.5%, following double-digit expansion in the previous years.
If — as assumed — we enter a de-escalation phase in 2020, exports to China
could benefit from marked catch-up effects, the more so as the Silk Road pro-
jects and the "Made in China 2025" strategy already argue for higher sales. As a
consequence, average export growth rates of c. 5% to the US may well be ex-
ceeded. Without de-escalation, however, sales to China, in particular, would be
weak and might even shrink. In this scenario, the question could be raised as to
whether the loss of dynamics is structural, as in many sectors a rising share of
Chinese demand for German products is produced locally.

7 | December 20, 2019
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Top 5 countries: Bilateral exports
in %
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Tariffs on cars are like the sword of Damocles in the EU-US trade
dispute, ...

From a German perspective, there are two key issues in the trade dispute be-
tween the EU and the US: the illegal subsidies to aircraft producers and — more
importantly — the looming introduction of car tariffs. In 2019, cars and auto parts
to the tune of nearly EUR 30 bn were exported to the US. If the US were to fol-
low through on its threat to impose 25% tariffs, exports could decline by up to
EUR 5 bn. But thanks to the relatively low price elasticity of luxury car demand,
the negative effects of tariffs should be mitigated.

European aircraft sales volumes to the US are much lower. In October 2019, the
WTO ruled that subsidies to Airbus are illegal, and it might, if able to act, issue a
similar ruling on Boeing in the spring of 2020. However, with the US blocking the
appointment of judges to the Appellate Body, the WTQO's major settlement sys-
tem for disputes between countries, negotiations between the EU and the US
could be restricted to the bilateral level, with an uncertain outcome. After all, the
US and the EU have been quarrelling over subsidies to the civil aviation industry
for many years

... and an escalation could have sweeping geopolitical effects

A tariff shock, particularly for the automotive industry, might also have major ef-
fects on other sectors. To avoid the tariffs, German industry could push ahead
with the establishment and expansion of US production facilities. In this case,
France could overtake the US as Germany's key export market in a few years —
recovering its position of former years. Production and consumption would then
be more firmly anchored to the continent, and interest in a joint regulatory eco-
nomic area, as envisaged in the failed TTIP negotiations of a few years ago,
would increasingly fade. In the long term, transatlantic relations could continue
to erode. Recently, the EU not only announced its determination to promote a
stronger international role of the euro, particularly with respect to commodity
trade, but also is considering the establishment of EU payment systems inde-
pendent of the US. Against this backdrop, the play of thoughts on the future of
NATO does not come as a surprise. The negative effects of these potentially
"tectonic” shifts are obvious.

8 | December 20, 2019 Focus Germany
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Euro area: Goods exports to Italy losing in importance

In 2019, exports to France and the Netherlands were up by around 2% each.
For France, this marks a recovery relative to previous years, whereas exports to
the Netherlands rose at a below-average rate. Owing to the Rhine — Germany's
major inland waterway, which flows into the North Sea at the Port of Rotterdam
— the Netherlands are a logistics hub for German exporters. Consequently,
shrinking global trade has also left its mark on exports. Aggregated exports to
the euro area edged up only a marginal c. ¥2%. With the exception of Italy, ex-
ports to the major euro countries across the board rose. If goods exports to Italy
continue to shrink in 2020, Austria might overtake Italy to become the third-larg-
est export market in the euro area and the sixth-largest worldwide. For 2020, we
expect export growth to remain sluggish, with rates as in previous years slightly
undershooting those of aggregate exports.

UK exports to be supported by diminishing uncertainty and stabilis-
ing pound sterling

The uncertainty surrounding Brexit left its impact on exports during the year. In
spring and summer 2019 — the phases of intensive debate about a hard or even
chaotic Brexit — sales slipped strongly, but rebounded in early and late 2019. As
the Conservatives secured a comfortable majority in the House of Commons
election in December, uncertainty is likely to diminish further in 2020. With the
likelihood of further depreciation in the pound thus decreasing, exports to the
UK would be supported. According to current plans, the UK and the EU have
time to secure a trade deal by the end of 2020. At the crux of negotiations are
the potential border controls between Ireland and Northern Ireland, along with
the question of whether free movement of goods, services, capital and people
will be incorporated in the new deal. How exports to the UK are impacted will di-
verge strongly, depending on the scenario. First, negative effects would proba-
bly resume should uncertainty be rekindled and if another Brexit deadline were
postponed. Relative to the previous years, however, this effect might be milder,
as some business decisions against the UK have already been made over the
past few years, and many companies have prepared contingency plans to coun-
ter the disruptions caused by a hard Brexit. Second, front-loading effects are a
likely scenario should the new deal point to higher trade barriers. A free trade
agreement that underlines the to-date tight economic relations between the two
economic areas would be the most favourable outcome. In this case, strong
catch-up effects are to be expected, not least due to weak demand from 2016 to
2018.

Emerging markets, in particular the Visegrad countries, support ex-
ports

The Visegrad countries — Poland, Czech Republic, Hungary and Slovakia — are
a key growth market for German exporters. In aggregated terms, German goods
exports to these countries have exceeded those to its largest export partner, the
US, since 2007. Since then, they have gained in importance, partly because
competition has turned fiercer. Given the cost-related downsides of German pro-
duction sites (e.g. labour costs, corporate taxes, electricity prices), Germany's
exposure to these countries is likely to strengthen. In the past, imports and ex-
ports to the Visegrad were closely correlated. If, however, German companies
continue to move production abroad, entire production chains could be specifi-
cally outsourced to the Visegrad countries and German car sales would, in part,
come from production at these sites. As a result, German exports to other coun-
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tries might be dampened. The trend towards e-mobility should accelerate the re-
structuring process, as the investments required cannot be realised unless costs
are cut. We therefore expect exports to these countries to continue to rise
strongly in 2020.

Bilateral exports: Visegrad countries vs. USA

in EUR bn per annum
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Sources: Deutsche Bank Research, Federal Statistical Office

But exports to many other emerging countries are highly volatile

Exports to Turkey declined for the fourth year in a row, but rebounded in the
second half of 2019, thanks to the stabilisation of the Turkish lira and better eco-
nomic data. This trend ought to continue in 2020 — provided no further US sanc-
tions are imposed and geopolitical tensions can be avoided. Sales to Russia fol-
lowed a similar pattern, with the appreciation of the rouble and brighter eco-
nomic data pushing up exports in the latter half of 2019. Without new geopoliti-
cal tensions, another slight uptick should be possible in 2020, even if current
sanctions on Russia are extended on 15 March 2020. A sharp deterioration in
oil prices, on the other hand, would weigh on German exports to Russia. Look-
ing ahead, Russia, which is currently Germany's fourteenth-largest trading part-
ner, could gain in importance, if the recent rapprochement between Russia and
the Ukraine paves the path to peace. Before EU sanctions were introduced in
2014, Russia was close to entering the "top ten"; for German mechanical engi-
neering, it even moved up to No. 4. If catch-up effects actually materialise,
growth rates of well over 10% are likely. Exports to many Arabian countries de-
clined sharply in 2019, some at double-digit rates, and are likely to shrink further
or stagnate, at best, in 2020, led by the oversupply in global crude oil markets.
Despite German industry's export strength, exports to non-European emerging
markets continue to be relatively minor. The major markets are Mexico at No.
22, followed by India at No. 25, Brazil at No. 28 and South Africa at No. 29.
Even though exports to the above countries are rising strongly, their respective
share of all goods exports is less than 1%.

Current account surplus shrinking only slowly

The current account surplus looks set to have declined only moderately in 2019,
down to 7.2% of GDP or roughly EUR 245 bn. Marking the fourth consecutive
contraction (2015: 8.6%, 2016: 8.5%, 2017: 8.1%, 2018: 7.4%), the surplus is
shrinking steadily, albeit slowly. For 2020, we expect a continuation of this trend
and a surplus of 6 %% of GDP. Of the major countries, Germany continues to
be one of the main sources of global imbalances, though this is the decision of

10 |

December 20, 2019

Focus Germany



Deutsche Bank

Fragile — handle with care

1960-2020: Current account

in % of GDP
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millions of individual economic entities rather than the result of an economic pol-
icy strategy. Given the expected further contraction of surpluses in 2020, the
growth contribution of net exports will likely be negative again. In the years
ahead, real exports should continue to expand at a slower rate than imports.
This trend could persist, not least because of demographic effects that emerged
years ago.

Structure of current account more or less unchanged

Key features of the current account have been in place for years, and subcom-
ponents were more or less unchanged in 2019 as well. High surpluses in the
goods account and positive primary income are still accompanied by deficits in
the services and transfers accounts. Moreover, bilateral current account sur-
pluses have shrunk only marginally. The only notable exception are surpluses
vis-a-vis the euro countries and the EU states, which declined by c. 10% each,
down to EUR 75 bn and 100 bn, respectively. Surpluses vis-a-vis the US, on the
other hand, soared to a new all-time high of EUR 75 bn, led by the strong per-
formance of the US economy and heightened uncertainty with regard to the fu-
ture path of US trade policy. The resulting strength of the US dollar tends to
boost German sales prospects. In the upcoming years, the evolution of sur-
pluses will largely hinge on US trade policy and, as described above, on
whether the US imposes tariffs on car and auto part imports from the EU. As far
as we know, no deadlines are currently pending in this respect. But the issue is
likely to be back on the table when negotiations between the US and the EU re-
sume.

Jochen Mobert (+49 69 910-31727, jochen.moebert@db.com)

Private consumption remains the most important
contributor to growth in 2020

Growth in private consumer spending is likely to slow slightly to 1.2% in 2020,
while an increase of 1.5% is expected for 2019. The contribution to growth
would thus be 0.8 percentage points this year and 0.6 percentage points in
2020. Important drivers of the positive development in the past year were the
upward trend of both employment and wages, but also fiscal policy measures as
well as catch-up effects in passenger car purchases. Together with construction
investments (estimated growth contributions of 0.4 percentage points in 2019
and 2020 as well), private household consumption should continue to drive the
domestic economy in the coming year.

The slight slowdown that we anticipate in 2020 is due to weaker wage growth.
Against the backdrop of the weaker economic developments, the results of the
coming collective bargaining round (for around 10 million employees) will be
somewhat more restrained. Hence, it is likely that growth in negotiated wages
will be around 2 2% in the coming year, after around 3% in 2019. In addition,
the statutory minimum wage will be raised from EUR 9.19 to EUR 9.35 in Jan.

In the coming year, private household spending should also benefit from the
sharp rise in pensions on 1 July (West Germany: 3.15%, East Germany:
3.91%)". In addition, there are increases in basic and child allowances and the
adjustment of the income tax rates to compensate for the "cold progression".

' As a result of the latest general revision of the national accounts, gross wages and salaries have
also been revised. According to the pension formula, this would have resulted in an extraordinary
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Labour market: Near full employment
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The continuing favourable financing conditions should also support private con-
sumption. This applies as well to the decrease in the annual inflation rate (2019:
1.4% and 2020: 1%), which supports real purchasing power.

Compared to H2 2018 (11.1%), the savings rate in H1 2019 fell to 10.8%. Prob-
lems with the introduction of the WLTP standard led to delivery bottlenecks for
passenger cars in 2018. The car purchases postponed as a result were made
up for at the beginning of this year and are likely to have led to this develop-
ment. In light of the ECB resuming the asset purchase program and banks pass-
ing on negative interest rates to consumers, the propensity to save fell noticea-
bly towards the end of the year, according to the GfK survey. In this environ-
ment, the savings rate is likely to fall slightly below 10.8% in the coming year.

German labour market — marked slowdown in mo-
mentum

The German labour market developed solidly in 2019 despite the weak eco-
nomic phase. This is attributable in particular to the domestically oriented sec-
tors, which have so far been affected very little by the foreign-trade-related
headwinds. With 45.3 million employees (+0.9% yoy), a new record high will be
reached this year. Compared to 2018 (+1.4% yoy), however, growth lost mo-
mentum as expected. It is worth noting that the overall increase in employment
above all occurred in employment subject to social insurance contributions. The
upward trend was supported by immigration. In the past 12 months (as of Sep-
tember), the contribution to the increase in the number of persons employed av-
eraged around 270,0002.

Over the course of the year, the unemployment rate even fell to 4.9% for two
months, helped by active labour market policy measures. The annual average
will be at 5%.

Labour market outlook 2020

The decisive factor for labour market development in 2020 will be the end of the
recession in German industry. At present, leading sentiment indicators are sig-
naling that the bottom could be reached at the beginning of next year. The "di-
chotomy" of the German economy, with an upward trend in the services and
construction sectors but a more sideways trend in industrial production, is likely
to continue for the time being. Against this backdrop, a further reduction in the
number of industrial workers is to be expected. This is likely to affect temporary
workers in particular, while skilled workers are still in demand.

As the labour market usually reacts to economic developments with a lag of
around six months, the manufacturing industry in particular is still expected to
have a negative impact on employment development. The corresponding sub-
components of the purchasing managers' indices (PMIs) and the ifo employ-
ment barometer also signal a further decrease in the number of industrial work-
ers in the quarter ahead. Despite the prolonged industrial recession, the overall
impact on the labour market in this phase of economic weakness has so far

increase of about 2% in 2020 via the "wages" factor, in addition to the adjustment due to the 2019
wage increases. In 2021 this effect would then have been reversed according to the formula. To
avoid such a "yo-yo effect", a corresponding legislative amendment was introduced. (Bun-
desgesetzblatt No. 39, 20. November 2019).

Immigration from the new Eastern European EU member states, the GIPS states and the other
migration countries (non-European countries of origin of asylum seekers, Western Balkans and
Eastern European third countries).
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Companies show a cautious attitude to
hiring
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been rather limited. Compared with the recession of 2009, the domestically ori-
ented service sector has gained in importance, making the labour market more
independent of cyclical economic developments.

However, the employment boom of recent years has led to a general shortage
of qualified workers. It is therefore plausible, even for the weak industrial sec-
tors, to maintain their workforce and, whenever possible, avoid large-scale
layoffs. This is all the more true in view of demographic change. In particular,
the retirement of the "baby boomers", which begins in the mid-2020s, will notice-
ably reduce the labour force.

Leading indicators for the German labour market (IAB and ifo barometers) also
point to a further upward trend in employment, albeit at a weaker pace than in
2019. For 2020, we expect an increase in the number of people employed of
about 130,000 (+0.3%), after just under 400,000 in 2019 (+0.9%). Survey re-
sults for the services sector (PMls and ifo) as well as for construction point to
rising employment figures and support this forecast.

To adjust their labour input, companies affected by economic headwinds are
likely to continue making use of flexible working hours. These include working
time accounts, the reduction of overtime or short-time work. In addition, head-
count can be adjusted by not filling vacancies. We expect the unemployment
rate to rise slightly to 5.1% in 2020.

At the lower end of the wage spectrum, persistent rising cost pressure could
lead to productivity falling below the minimum wage level, thus leading to nega-
tive employment effects. So far, this has probably failed to materialise because
companies have, for example, reduced contractual working hours, increased
workload or simply increased prices to adapt. Of course the latter instrument,
price increases, is of limited value in periods of economic weakness.

Collective bargaining round in 2020

In the collective bargaining round in 2020, new agreements will be negotiated
for around 10 million employees, just under 30% of the 33.6 million employees
subject to social security contributions. The focus is likely to be on the forthcom-
ing negotiations in the metal and electrical industries (3.8 million), scheduled to
begin in April, and the negotiations for the public service of the federal govern-
ment and the municipalities (2.7 million), starting in September. Other major col-
lective agreements include temporary employment agencies (just under 1 mil-
lion) and the construction industry with about 633,000 employees.

Due to the economic weakness in the manufacturing industry, the outcome of
negotiations in the metal and electrical sectors is likely to be more restrained in
2020 than in 2018 (+4.3% plus collectively agreed supplementary payments).
The most recent contracts in the chemical industry of less than 2% could be an
indicator. Flexible working hours and on-the-job training are likely to become ad-
ditional negotiating elements. In the collective bargaining agreements in the
public sector of the federal government and the municipalities, the demands are
likely to be based on those of the 2018 collective bargaining round for state em-
ployees. Since the public sector competes with other sectors for skilled workers,
agreements of a good 3% are likely to be negotiated above all for the middle
wage groups or in their lower wage brackets.

Overall, with the collective wage agreements for 2020 likely leading to an in-
crease of around 2 2%, together with the increase in monetary social benefits
(old-age pensions) and the modest growth in employment, the nominal disposa-
ble incomes of private households should rise by just under 3%. In view of the
1% inflation rate we expect, real disposable incomes are likely to rise by a good
1 %% in 2020.

Marc Schattenberg (+49 69 910-31875, marc.schattenberg@db.com)
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Investments in equipment

German investments in equipment hampered by weak global
trade, trade risks and industrial slump ...

The cooling of the global economy (industrial slump, declining global trade) and
the high level of political uncertainty continue to damage investments. Trade
conflicts, in particular, are curbing the willingness of many export-driven indus-
trial companies involved in global value chains to invest, as they make the politi-
cal framework conditions for foreign trade (tariff rates, import quotas, trade re-
strictions) uncertain. Growth in investments in equipment (machinery, equipment
and vehicles) in both developed and emerging economies has continued to cool
noticeably over the course of the year to date (see chart 21).

According to the economic survey carried out by Germany’s Association of Ger-
man Chambers of Industry and Commerce (DIHK)? (from autumn 2019), almost
half of the industrial companies surveyed — in line with the highest figures rec-
orded since the surveys began in 2010 — view the economic policy environment
as a risk to their business development. Foreign trade risks (unresolved trade
conflict, Brexit, weak global growth) are evidently unsettling industrial companies
to an increasing extent. The noticeable deterioration in business and export ex-
pectations (well below long-term averages) has prompted companies to act
much more cautiously.

In response to the gloomy business climate, industrial companies once again
significantly lowered their investment and employment intentions in the autumn.
In total, the number of industrial companies that want to reduce their investment
budgets over the next 12 months outweighs those that are planning higher in-
vestments in the future (in net terms: -4% of companies surveyed; cf. economy
as a whole: 26% higher / 21% lower / 5% net). Producers of capital goods,
which are particularly exposed to global fluctuations in demand, have revised
their investment plans downwards particularly sharply (in net terms: -10%)

.... but the energy transition is also unsettling businesses

The motives of investment in the domestic economy are more focused on re-
placement needs (65%) and rationalisation and environmental protection
measures (32% and 19%, respectively), while measures to expand capacity
(26%) have lost importance, which is not surprising given the decline in the in-
dustrial sector’s capacity utilisation rate (see chart 22). In addition to the weaker
(global) economy and the high level of political uncertainty, around half of indus-
trial companies consider the shortage of skilled workers to be a business risk
(48%). However, the main business risk mentioned by most industrial compa-
nies, and the factor most curbing investment, remains domestic demand (rising
to 57% from 37% in autumn 2018). Yet the energy transition and the resulting
uncertainty about the coming trends in energy prices also seem to be unsettling
companies.

3 See DIHK economic survey, autumn 2019. Economic downturn.
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Since the beginning of the US-Chinese trade conflict, there has
been hardly any movement in investment in equipment

Since the beginning of 2018, i.e. more or less when the US-Chinese trade con-
flict began, investment in equipment (real, i.e. price-adjusted) has barely moved
upwards (see charts 23 and 25). In the third quarter of 2019, it even shrank by
2.6% compared to the second quarter, although this decline can essentially be
attributed to special effects, i.e. a sharp decline in government investment in
equipment (-33% year on year after an increase of just under 50% in the second
quarter). However, private investment in equipment also rose only slightly in the
third quarter (+0.7% year on year), following a decline of more than 3% in the
second quarter. The annual growth rate of investments in equipment has slowed
considerably over the past two years, from 5.9% (Q2 2018) to a meagre 0.8%
(see charts 24 and 25).

Tailwind from previously high capacity utilisation lost, sharp decline
in investments in H2 2019

While the capacity utilisation rate in the third quarter of 2018 was still 88%, it fell
to just 82.7% by the final quarter of 2019, placing it once again below the long-
term average of around 84% (see chart 22). Despite exceptionally favourable fi-
nancing conditions, we believe that the negative factors will prevail in the short
to medium term. Among the factors hampering investment are increasing pro-
tectionism and the associated risks (e.g. the risk of tariffs on European motor
vehicles), the increasing shortage of skilled workers in Germany, the growth
slowdown in important export markets (e.g. China) and technological changes in
important key industries (e.g. automotive). All of these factors are bringing about
structural upheavals and therefore uncertainty for businesses. Current leading
indicators, such as the Ifo Business Climate Index or the purchasing manager
indices for the manufacturing industry, do not yet signal a turn for the better in
terms of growth. On the contrary, the gloomy business expectations of compa-
nies in German manufacturing industry and industry-related service companies
indicate that investment in equipment by the non-government sector is likely to
shrink significantly in H2 2019. We expect equipment investment (total econ-
omy) to decline by another 0.5% in the final quarter of 2019. The first quarter of
2020 could see another decline of 0.25% (see chart 26).

Outlook for equipment investment 2020/21: No noticeable recovery
in sight!

Investment activity is likely to remain sluggish at the beginning of 2020 and only
return to a slightly expansive path from the second quarter onwards (towards a
growth rate of around 0.5% per quarter) (see chart 26). A stronger stimulation of
investment would require the elimination of current risks (such as a no-deal
Brexit, potential US trade tariffs on vehicle exports to the US, uncertain political
conditions in ltaly/Spain/Germany). Based on the annual growth rate, we expect
German investment in equipment to have grown by an average of 0.7% in 2019
(after an average of just under 4% between 2015 and 2018). In 2020, it is even
likely to fall by 0.5% on average for the year, before rising again — by a slight
~2% in 2021. A significant revival of the global economy and world trade re-
mains the basic prerequisite for a return to greater momentum in capital goods.
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Other investment in the non-government
economic cycle
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Is Germany investing too little and thereby risking its future sus-
tainability?

The claim: Companies’ investment rate is poor — government “let-
ting things deteriorate”

At home and abroad, the assumption is often put forward that Germany is in-
creasingly letting its (public) infrastructure deteriorate and is dramatically losing
competitiveness. In view of high current account and budget surpluses, Ger-
many is being accused of not investing enough. German companies have often
been accused of low levels of investment, which is reflected in the relatively
weak development of investment in equipment — particularly in view of past eco-
nomic cycles. It is therefore important for policymakers to stimulate business in-
vestment in a targeted manner, for example by improving framework conditions,
increasing tax incentives for investment or subsidies.

But the government itself has also been criticised for its investment activities. It
is accused of living on the substance of its public infrastructure for many years,
if not decades, and of increasingly letting its capital stock deteriorate (e.g. roads,
railways, public buildings, etc.). The German Institute for Economic Research
(DIW Berlin), for example, has for many years identified a considerable public
“‘investment gap” in Germany, which must be closed as far as possible through
major governmental efforts. In view of allegedly considerable public investment
and infrastructure deficits, the government is being called upon to finally make
significant increases in growth-oriented expenditure (particularly in transport in-
frastructure, climate protection, digitalisation, education, and research and de-
velopment) to keep pace with other countries in the increasingly competitive
global economic environment.

With regard to the direction of fiscal policy, the German government is accused
of putting the country’s future viability and therefore future prosperity at risk by
clinging to the “Schwarze Null” (“black zero”) policy (a balanced federal budget).
In view of zero/negative interest rates for the German treasury, the critics of
Germany’s fiscal policy are of the opinion that the government is being down-
right negligent in its refusal to embark on a credit-financed investment cam-
paign. They are assuming long-term loans at zero interest rates and a strength-
ening of Germany’s growth potential, including positive spillover effects for the
eurozone and the rest of the world. In this context, it is often argued that a large-
scale, credit-financed public investment programme would not be problematic
from a sustainability perspective, as the interest rate growth differential — a cru-
cial variable for the future development of the public debt ratio — is clearly nega-
tive.

According to these critics, the debt brake enshrined in constitutional law should
also be abolished or at least reformed (e.g. excluding public investment), since it
impedes the government’s investment activity and thereby artificially limits
growth potential (“investment brake”). They are suggesting an alleged conflict of
objectives or contradiction between sound public finances and higher invest-
ments. Even the German Institute (IW), which has close ties to employers’ asso-
ciations, is calling for some adjustments to the debt brake and has proposed the
establishment of a “Germany Fund” with a volume of up to EUR 450 billion over
the next ten years. This demand now seems to have been adopted by the new
SPD leadership.
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The facts: No weakness in corporate investment discernible — sig-
nificant increase in government investments made

Alook at the investment activity of the non-government sector since the begin-
ning of the 1990s reveals that investment in equipment in particular has devel-
oped much more slowly in the current economic cycle than in previous cycles
(see chart 27). Against the backdrop of relatively high capacity utilisation (before
the beginning of the current industrial recession), (real) growth in equipment in-
vestment has been relatively weak (see chart 31).

Equipment investment in the non-government sectors vs. capacity utilisation
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However, whether this development is evidence of weak investment by German
companies can only be answered — if at all — with reference to additional indica-
tors. It is interesting to note in this context that other investments (i.e. in intellec-
tual property, research and development, software and databases) have never
been as strong as in the current economic cycle (see chart 28). The importance
of these intangible investments is constantly rising: their share of total gross
fixed capital formation has risen from around 12% in 1995 to 18.5% in 2018.
This means that today this investment is at a similarly high level to investment in
non-residential construction (roads, commercial buildings, etc.) (see chart 29). It
is therefore a plausible scenario that the weaker momentum in investment in
equipment, which was accompanied by higher momentum in other investments,
is largely a reflection of the (digital) structural change.

In principle, private investment decisions will be made on the basis of return
considerations. On the basis of available macro data from national accounts, a
politician or scientist is unlikely to be a better judge than the companies them-
selves as to whether they are investing enough and sensibly. We would still like
to examine the arguments for and against a slowdown in business investments
on the basis of established parameters.

In terms of the investment ratio (gross fixed capital formation to GDP), the Ger-
man investment ratio has been rising for several years and currently stands at
around 21.5% (see chart 30), putting it higher than the values prior to the global
economic and financial crisis, but still below the level of the mid-1990s. In gen-
eral, assessing investment activity on the basis of investment ratios is problem-
atic as it is not possible to determine the optimal investment ratio (i.e. the ideal
situation for investment). We can only make comparisons with past episodes or
between countries — which must be interpreted with caution due to country-spe-
cific circumstances (e.g. reunification boom in Germany in the 1990s, construc-
tion boom and real estate market bubble in Spain in the 2000s).
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Another weakness of nominal investment ratios is that they can shift either up-
wards or downwards depending on price effects. In principle, the real develop-
ment of (gross) investments is decisive for the formation of capital stock rather
than the mere amount of money that has been spent on it. For example, the in-
vestment ratio for capital goods (machinery, vehicles) in Germany, which is
based on nominal values, has fallen sharply since 1991. As a result, it is now at
around 6.6% and well below the figure of just under 10% in 1991 (see chart 38).

A closer look reveals that until the end of the 2000s the ratio was shifted sharply
downwards by the declining price trend for equipment goods. Even today, prices
for equipment goods continue to rise only very moderately and noticeably more
slowly than prices for the economy as a whole (measured by the GDP deflator)
(see chart 39). Excluding these relative price effects for equipment goods, the
(real) investment ratio has developed much more favourably. Even though this
investment ratio is still well below the level before the global financial and eco-
nomic crisis, it has risen since the mid-1990s and is above the 1991 level. It is
also clear that the trend growth in the equipment investment ratio on the basis of
real values was much stronger than when nominal values were taken into ac-
count (see chart 38).

For this reason, it makes sense to consider real investment activity as follows.
As shown in charts 32 and 33, real investments in equipment and other invest-
ments for both public and private sectors are — despite the current weakness in
growth — currently higher than before the global financial crisis. However, a
glance at the investment ratios adjusted for price effects (ratio of real investment
to real GDP) also shows that German investment has been following an upward
trend for several years. This upward trend is evident for the economy as a whole
as well as for the non-governmental sectors and the government (see charts 34,
35 and 36).

Even if the government investment ratio is lower than in other eurozone coun-
tries, it cannot automatically be inferred that the German government is not in-
vesting enough as this assumes that the other countries have reached an opti-
mal investment level (and Germany has not). Similarly, the comparison of public
investment ratios across countries remains problematic due to the different dis-
tribution of tasks between the public and the private sectors. For example, the
French government investment ratio is likely to be higher than the German one
in part because many hospitals, for instance, are publicly funded rather than pri-
vately funded (as they are in Germany). In the US, public investment is likely to
be higher than in Germany, partly due to significantly higher investment ex-
penditure in defence.
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And finally, the level of capital stock in an economy as well as the capital inten-
sity (i.e. the amount of physical capital relative to the working population) can
also be taken into account. For example, a decreasing (real) capital stock or de-
clining (real) capital intensity could indicate insufficient investment activity and
with it a drop in capital resources. There is no obvious cause for concern at first
glance based on the development of the capital stock used throughout the Ger-
man economy (real ratio to GDP). Although the capital stock has declined
slightly in relation to GDP since the financial crisis, it is higher than in the early
1990s (see chart 40).
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As in most other economies, German capital stock is strongly influenced by resi-
dential construction (apartments, houses) as well as non-residential construction
(roads, public buildings, commercial buildings), which together account for al-
most 80% of the capital stock. Investments in equipment and other investments
have shares of around 15.5% and 6%, respectively. While the share of equip-
ment investment has decreased slightly since the beginning of the 1990s (1991:
16.4%), other investments have noticeably increased (1991: 4.5%).
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The (real) capital stock, measured as gross fixed assets at replacement prices,
has risen steadily since 1991 both for the economy as a whole and for the busi-
ness sector (here approximated by the non-financial corporations sector) and for
the state. Furthermore, this observation applies to all capital goods, although it
is noticeable that the other investments have grown most dynamically. It also
shows that the government’s gross fixed assets in non-residential construction
(roads, motorways, administrative buildings) have been growing only very slowly
for several years (see chart 43). This could indicate that the German govern-
ment did not invest enough in non-residential construction in the past. However,
it is also clear that the German government is currently increasing its invest-
ments in this area significantly. Investments in public construction projects are
currently growing faster than they have in a long time. Prices for investments in
public construction projects are already rising more sharply than at any point
since the mid-2000s due to high capacity utilisation and the increasing shortage
of skilled workers in the construction industry (see chart 46). We therefore be-
lieve that even higher investments in construction projects at this time would be
counterproductive.
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The development of capital intensity does provide cause for concern for the Ger-
man economy as a whole, even though it is increasing only very slowly based
on the number of hours worked and is more or less stagnating based on the
number of people employed. Similar trends can be seen in the issuing of equip-
ment investments, where the capital intensity based on the working population
has (slightly) declined ever since the global financial crisis. On the other hand,
other investments are increasing steadily and with momentum. This applies both
to companies (non-financial corporations) and to the public sector. However,
there are different development trends in terms of equipment between compa-
nies and the government. While the capital intensity of equipment has risen
strongly for the government sector, it has stagnated over recent years in the
non-financial corporate sector. Falling capital intensity for public non-residential
construction points to a need to renew parts of the physical infrastructure.

Sebastian Becker (+49 69 910-21548, sebastian-b.becker@db.com)
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Digital policy: Thinking big, acting small

Warnings about the rapid pace at which Europe and Germany are falling further
behind the US and China in the global digital race have become so common that
they hardly hit the news anymore. Still, the fact that almost all big techs and the
majority of innovative “unicorns” are either in the US or China should put Euro-
pean leaders on permanent high alert. And indeed, like their counterparties
across European capitals, the German government has published detailed ana-
lyses of the underlying drivers of this growing discrepancy as well as ambitious
strategies to tackle the issue

But despite the continuous lip service over the past years to make Germany a
major player in the global platform economy, when it comes to the implementation
of the government’s strategy, two essential factors remain in notoriously short
supply: money and speed.

The German institutional framework for digital policy already illustrates many of
the shortcomings. Despite repeated calls for a German digital ministry, the gov-
ernment coalition of CDU/CSU and SPD decided after the 2017 elections to keep
the responsibilities and competencies for digital transformation distributed among
several ministries. Since 2018, digital efforts are coordinated by a “Minister of
State for Digitisation” in Merkel’s Chancellery. But as there is no digital ministry
there is no such thing as a “digital budget” independent from the budget of the
various ministries. So it cannot easily be determined how much exactly Germany
spends on digital infrastructure etc. In addition, given the overlapping responsibil-
ities of several ministries on digital policy, unfocused spending without clear pri-
orities is a serious issue. The call for a digital ministry has been taken up again
by CDU party leader Kramp-Karrenbauer but it's fair to doubt whether the next
government coalition will be more able and willing than the current one to agree
on a concentration of digital competencies under just one roof.

While Germany gradually moves forward with its “digital-made-
in.de” agenda, shortcomings and uncompleted projects line the
way

Germany continues to lag behind peers regarding its digital infrastructure as the
expansion has been carried out more slowly and less comprehensively than po-
litically intended. A special “digital infrastructure” fund was created in 2018, with
an initial financing of EUR 2.4 bn and funded through the release of EUR 6.5 bn
from the auction of 5G licenses earlier this year. 70% of the fund is reserved for
the government'’s gigabit ambitions and 30% should be spent on the “digital pact
for schools”. Looking at the pace and scope of the broadband rollout so far, it
must be questioned whether the government’s timeline to build a “converged gi-
gabit-ready infrastructure” and to provide ubiquitous 5G connectivity by 2025
can be met.

The government’s strategy for “Al made in Germany” announced in 2018 aimed
at an investment of around EUR 3 bn in Al until 2025 (i.e. ~ EUR 500 m p.a.).
This could be a good starting point even though — accounting for just ~0.15% of
the overall budget — it can hardly be called ambitious. And it is dwarfed com-
pared to the US, where public spending on non-defence Al research alone
should reach USD 1 bn in 2020, and China, for which Al R&D spending is esti-
mated between 1.7 and 5.7 USD bn in 2018, according to CSET.# On top of
that, the German Al budget was slashed this year to only EUR 1 bn until 2023
against a more constrained fiscal outlook.

4 https://cset.georgetown.edu/wp-content/uploads/Chinese-Public-Al-RD-Spending-Provisional-
Findings-2.pdf
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The two examples illustrate what can be seen as a common thread in the Ger-
man response to the technological challenges over the past years: thinking big
and acting small.

The visible pressure of the digital transformation on Germany’s economy might
still be too low to enforce a serious rethink of this approach. But the risks of re-
sponding too slowly or too little cannot be ignored any longer, in particular re-
garding sectors where Germany is still well positioned (robotics and automation,
industry 4.0, networked mobility etc.). The delusion that sufficient time will be left
to later compensate for current shortcomings and delays is a dangerous one.

Kevin Korner (+49 69 910-31718, kevin.koerner@db.com)

Housing market: Boom unlikely to end soon ...

Housing market fundamentals look set to remain more or less intact in 2020.
Supported by robust income growth and the solid labour market, demand for
housing continues to be high. Moreover, we expect immigration — despite
weaker data during the summer — to decline only moderately in the years
ahead, whereas new housing supply will likely be limited for a multi-year period,
given the lack of skilled workers across the entire building sector and many ad-
ditional regulatory and political obstacles. Another factor arguing against sharply
increasing supply is the rising number of political interventions in the housing
market. Building permits, as a consequence, have stagnated in 2019 and even
point to the downside for residential buildings with three apartments and more.
Furthermore, there is some anecdotal evidence to suggest that developer activ-
ity in the metropolitan areas and some large cities is declining. Following con-
tractions in the preceding years, in 2019 permits may have suffered further, par-
ticularly in densely populated cities.

Monthly permits (estimated building costs)
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...despite or possibly because of the wave of regulation

A key driver is the "socialist" housing policy of the City of Berlin and its an-
nouncement of a five-year rent price cap from 1 January 2020. With the ruling in
the envisaged judicial review proceedings against the rent price cap likely forth-
coming in the second half of the year, the housing sector will probably keep a
keen eye on Berlin in 2020. How the court will decide is a controversial issue
among lawyers. It hence remains to be seen whether the existing bill is ap-
proved, adjusted or declared null and void. In the latter half of the year, Berlin
may also hold a referendum on expropriating large landlords with more than
3,000 apartments. Although the referendum is not legally binding, it would add
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to political pressure, if adopted, particularly in view of the election of the Berlin
Senate in autumn 2021. Triggered by the Berlin initiatives, tendencies towards
more comprehensive market interventions can also be seen elsewhere in Ger-
many, sparking massive unrest among investors and in the construction industry
with respect to Germany as a whole. The existing shortage of housing is hence
cemented or even aggravated. It would be a positive step if new construction
were promoted as vigorously as socialist measures. Along with being the best
safeguard against a house price bubble and macroprudential risks, only vacan-
cies help to ensure market normalisation and prevent further divisions in society.

Credit cycle started: Up 10% on the previous year

From an economic perspective, housing policy seems even more ambivalent if
credit growth gathers momentum. In 2019, the mortgage loan book of all banks
expanded at a double-digit rate for the first time since 2009. The rapid expan-
sion of credit pushed house prices up sharply this year, and credit-driven price
impulses are likely to persist in the housing market in 2020, as the ECB looks
set to maintain its zero interest rate policy over the next few years. Should credit
dynamics remain at high levels in the years beyond, the risk of a house price
bubble increases and with it that of regulatory interventions by the Financial Sta-
bility Committee (FSC). Enabling the countercyclical capital buffer in spring
2019, the Committee has to date implemented only minimal measures that are
litle more than symbolic gestures. In the face of current strong credit dynamics,
however, political pressure to take further measures is likely to increase. But
tightening regulations — such as a cap on mortgage lending value or additional
capital requirements — would limit overall lending. Macroprudential measures,
like socialist housing policy, have an ambivalent impact. They have a negative
effect on new construction and, as a consequence, cement the existing supply
shortages in the housing market. Nor does the FSC have the information it
needs to regulate the housing market in a target-oriented manner. Whether
mortgage loans in Germany are used to finance a new building or to buy an ex-
isting home is not captured in a survey. And this is unlikely to change, even
though data from one of the most comprehensive statistical collections, the
AnaCredit statistics — a multi-year project of European central banks — is due to
be released from year-end 2020. In recent years, the leverage of banks when fi-
nancing property has increased (see Financial Stability Report of the Bundes-
bank). Now, higher private household debt could temporarily push up house
prices, which would boost the risk of sharp setbacks — though it may be many
years before we see this happen — and, as a result, negative equity.

Rents and prices for houses and apartments picked up in 2019

Given low supply, prices continued to rise in 2019. According to bulwiengesa
(126 cities), house prices and apartment prices rose 6.3% on average. As in the
preceding years, the strongest price increases were registered in metropolitan
areas and large cities. However, many smaller cities also experienced signifi-
cant prices rises, and in only 3 of the 126 cities did prices decline. The price
boom has an impact on rents, too. In 2019, rents for newly completed and exist-
ing homes rose by c. 3 ¥2% and 2 2%, respectively. The momentum in rental
growth declined again. Here the uncertainty of the regulatory environment is tak-
ing its toll. For 2020, we expect the cycle to continue, with price and rental dy-
namics slowing only marginally.
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Building investment: Slowing residential construc-
tion ...

Regulatory headwinds have unsettled the sector as a whole, as reflected by the
ifo index for construction. Whilst the current assessment is still near its all-time
highs of autumn 2018, companies are increasingly less confident with regard to
their expectations for the next six months ahead. Currently, they are neutral. As
the construction industry's assessment of the business situation has been far
too pessimistic throughout the entire cycle since 2009, we interpret this index
trend as a continuation of the fairly sluggish investment growth that character-
ised the whole building sector over the past years. For residential construction,
on the other hand, we expect a slowdown, not least due to lackluster order in-
take in 2019. Following 4% yoy in 2019, a slight decline to below 3% seems
likely for 2020. The loss of dynamics is also reflected in building permits. Against
this backdrop, the number of completed apartments should come to under or
close to 300,000 in 2019 and beyond, well below annual demand. Supply short-
ages will hence dominate the housing market in the years to come. We there-
fore stick to our view of recent years that "the cycle looks set to continue until
2022 or beyond". In summer 2019, however, net migration slowed to an all-time
low since 2010. For now, we believe this phenomenon to be only temporary, as
labour demand in industry has weakened. If this trend continues, however, the
cycle might end sooner than we currently expect.

... Wwhereas shortages in office space should stimulate commercial construction

In the face of regulatory uncertainty, particularly in residential construction, in-
vestment will likely be shifted to commercial construction, pushing up activity in
this sector. In 2019, order intake remained on a sharp uptrend. Moreover, em-
ployment growth in the services sector and extraordinarily low office vacancy
rates in some cities argue for buoyant building activity. Following a rise of c. 2
2% in 2019, we expect investment in commercial construction to accelerate to 3
%% in 2020. Civil engineering activity reflects the investment barriers in the pub-
lic sector. Despite strong annual growth of roughly 6% in 2019, capacity bottle-
necks and declining order intake in 2019 — in the civil engineering sector and in
roadworks — point to a slowdown. For 2020, we therefore expect growth of c.
5%. This would push total building investment up by just over 3% in 2020, after
around 4% in 2019. As the political and regulatory measures that are currently
being discussed will not do away with tight supply but may — as described above
— aggravate shortages, putting an end to the house price cycle is probably
doomed to fail. Irrespective of the looming ruling in the judicial review proceed-
ings surrounding the rent price cap, regulatory uncertainty is likely to subside in
2021. In our base scenario, we expect investment in residential construction as
well as total investment to expand by over 4% — even though the likelihood of
worst-case scenarios has increased.

Jochen Mobert (+49 69 910-31727, jochen.moebert@db.com)
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Fiscal outlook 2020/21: Surpluses
to vanish, but debt ratio remains on
downward trend
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Fiscal surpluses to vanish by 2021 — public invest-
ment rising briskly, but increasingly constrained
by supply-side bottlenecks

Government to post a lower, though still sizable financial surplus in
2019

Notwithstanding the strong cyclical headwinds in the domestic economy and the
federal government’s continuous expansionary policy agenda, Germany’s con-
solidated general government sector — comprising the federal government, the
federal states, local authorities and the social security system (pension, health,
unemployment, care) — will again post a sizeable surplus in 2019, possibly
amounting to more than EUR 40 bn (equivalent to ¢. 1.2% of GDP). That said,
the government surplus will already be much lower than in 2018, when it
reached a post-reunification record high of around EUR 62 bn (or 1.9% of GDP)
(see chart 54).

Higher social spending weighs on sustainability of public finances

A weak point of the 2020 budget and the current financial plan until 2023 is that
the federal government is diverting an ever larger share into social spending in
particular the public pension system. This is problematic as social spending is
not lifting Germany’s growth potential but is harmful to the former as it is fi-
nanced through already high social security contributions and taxes (Germany’s
tax ratio stood in 2018 at an all-time re-unification high (see chart 61). While to-
tal federal government spending is set to grow on average at a modest 1.2%
p.a. over the 2020-23 period, social spending will rise at the same time by 2.8%.
At an average annual growth rate of 3.8%, federal government subsidies to the
public pension system will grow even more strongly and finally exceed the EUR
100 bn threshold in 2020 (and by then accounting for c. 28.3% of total federal
spending).The share of social spending will increase from around 50% in 2019
to 53.4% by 2023 (see charts 56 and 60).

Social spending has outpaced public investment
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With regard to the medium-term sustainability of public finances — and in view of
the considerable demographic challenges that will put a larger burden on Ger-
man public finances from the mid-2020s — the further substantial increase in
statutory pension expenditures (e.g. pensions for mothers) and other pension
promises beyond that are especially problematic. Admittedly, the key promise of
the federal government, the "double stop line" (contribution rate for the statutory
pension system does not exceed 20%, pension benefit level does not fall below
48% until 2025) will not yet weigh considerably on the federal budget — at least
in the current legislative period. But starting in 2025 (when the current pension
programme of the government expires), considerable adjustments may be re-
quired (e.g. withdrawal of current promises, more rapidly rising federal transfer
payments to the pension scheme and/or an increase in retirement age).

In terms of fiscal policy priorities, not much will actually change in the years to
come. Rather than using the still-large fiscal coffers for more meaningful tax cuts
and/or reductions in high social security contributions to boost potential growth,
the lion's share is diverted to even higher social spending or new costly social
goodies of partially disputable value.

In this context, it is worth noting that social spending has clearly outpaced other
spending items (such as public investment) since 2011. Moreover, it seems that
the large cumulative savings from falling public interest payments were mainly
used to finance a growing public welfare state (see charts 57 and 64).

Investment is rising briskly but remains constrained by supply-side
bottlenecks

The government has raised its investment expenditures substantially already,
but this has not silenced calls to raise public investment more strongly. Demand
for public investment will likely remain high over the next decade given the need
to renew large parts of the country’s physical infrastructure (schools, roads,
highways) and to expand the digital network.

Social spending is accounting for a rising share of spending, tax ratio remains very high

Social spending* and tax revenue of the general government sector (national accounts data)
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At the current junction, it is not lack of finance that is preventing a stronger in-
crease in (real) public investment. Instead implementation of public investment
projects is being delayed by a series of supply-side bottlenecks. These bottle-
necks relate to both capacity constraints and skills shortages in the construction
sector as well as lack of administrative (i.e. planning) resources at (mainly) the
municipal level (which carry out the bulk of public construction investment). Ac-
cording to the CDU’s fiscal expert, Eckhardt Rehberg, more than EUR 20 bn
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Public Investment spending has risen
strongly in recent years
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that were budgeted for public investment projects are ready to be withdrawn and
spent (see FAZ from 8" September 2019). Furthermore, there is anecdotal evi-
dence that red tape and resistance by citizens to investment projects (e.g. to-
wards wind power plants) are further complicating the timely and effective imple-
mentation of public investment.

A look at Q3 2019 national accounts data shows that public investment is al-
ready expanding briskly. In Q3 2019 public investments increased by a high
9.7% yoy in nominal terms (compared to Q3 2018 on the basis of rolling annual
sums) (2018: 8.7% yoy). Among subcomponents, capital expenditures surged
11.5% yoy (11.9% yoy), while investment in construction expanded at 11.5%
yoy (9.6% yoy). In 'real' (price-adjusted) terms total public investment expanded
by a still-strong but much lower 5.5% yoy (thereof: capital expenditures at 10.0%
yoy and construction at 5.6%). The exceptionally large increase in the deflator
for public investment, most notably in public construction investment (+5.7%
yoy), is a clear indication of supply-side constraints (high capacity utilisation,
skill shortages), key impediments to higher (real) investment at present (see
charts 58 and 59).

All of the above structural impediments to higher investment cannot be over-
come overnight — thus, the calls for even more public investment spending are
ill-founded. More public (infrastructure) investment spending will not lead to
more construction — i.e. improve the country’s physical infrastructure — but only
drive construction prices even higher. Therefore, it is the government’s task to
set clear spending priorities and work towards a gradual (not abrupt) increase in
public investment — something it seems to be doing. At the same time, the gov-
ernment should implement policy measures that mitigate the adverse effects of
the skill shortage (e.g. improved education), increase its own administrative ca-
pacity where needed and reduce unnecessary red tape.

Budget surplus to vanish by 2021 amid weak growth and expan-
sionary policies

Overall, the environment for public finances remains mixed over the next two
years. While the government will continue to benefit from ever-falling interest
payments (due to very low or even negative yields on Bunds in light of ultra-ex-
pansionary monetary policies), government revenue growth should slow due to
almost-stalling growth. Given both the further considerable rise in primary gov-
ernment spending (social expenditures, public investment) and moderate tax re-
lief (e.g. cold progression allowances, partial abolishment of the solidarity sur-
charge starting in 2021), the general government budget position should
weaken rapidly in structural terms — as reflected in a projected deterioration in
Germany’s structural primary budget balance of around 0.6 percentage points of
GDP next year and a further 0.5 pp in 2021 (see chart 65). Overall, we expect
the general government’s financial surplus to narrow sharply to just %2% of GDP
in 2020 and to vanish in 2021. This notwithstanding and thanks to a negative in-
terest rate / GDP growth differential, Germany’s general government debt ratio
should continue to trend lower, undershooting 60% in 2019 and falling further to
56.9% in 2020 and 55.3% in 2021 (see charts 54 and 55).
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Inflation to decline towards 1% amid weak growth
and lower energy prices

Inflation remained extraordinarily moderate in 2019

Inflation — as measured by the consumer price index — has remained tepid in
most mature economies this year. In the euro area, inflation rates have differed
strongly in the five largest economies. In Germany (1.1%) and France (1.2%),
annualised rates based on the harmonised index of consumer prices (HICP)
were slightly higher than on average in the euro area (1.0%) in November 2019,
whereas inflation in Italy and Spain continued to be particularly subdued, at
0.4% and 0.5%, respectively. The only exception was the Netherlands, where
inflation in November came in at 2.6%, well above the ECB's inflation target.
The clear inflation difference relative to the other countries, however, was
largely caused by an increase in the VAT rate at the beginning of the year. With
the exception of the Netherlands, core inflation dynamics in the EMU remained
weak, with the most recenty rates of 1.2% in Germany and France and only
0.7% and 1.0% in Italy and Spain, respectively (see chart 66).

Dichotomy in core inflation: Goods point to the downside, services
to the upside (for now)

Aggregate German core inflation rates, i.e. consumer prices excluding volatile
energy and food prices, hardly moved upwards this year — despite the still rela-
tively robust labour market and buoyant domestic demand/services activity (see
chart 67). When looking more closely at core inflation, however, we can see that
the rate of goods (industrial goods ex energy) seems to have decoupled from
the services rate (ex health) of late. Whilst the core services rate continues to
edge up (to over 2%; on the basis of the HICP), core inflation of industrial goods
slipped sharply (to under 1% currently) (see chart 69). This dichotomy can be
easily explained by the chasm that runs through the German economy, with in-
dustry still stuck in a persistent recession, whereas the performance of services-
oriented domestic activity is presently relatively sound.
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Higher energy and food prices lifted
the inflation rate upwards in 2017
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Rising capacity utilisation shoud lead
to upward pressures on core inflation
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Inflation rate pushed lower by declining energy prices

Recently, energy prices have been putting strong downward pressure on Ger-
man inflation dynamics (see charts 67 and 68), partly because crude oil has
traded lower. In Germany, annualised energy inflation (household energy and
fuels) as defined by the national consumer price index (CPI) plunged to -2.1% in
October (down from +4.6% in April 2019) (see chart 67).

DE: Overall no big movements in core inflation, though core services inflation has risen E
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For the year ahead, weak oil demand (global industrial recession, lackluster pro-
pensity to invest, slowing global trade), together with a structural oversupply, ar-
gues against higher oil prices. Based on our estimates, the price of a barrel of
oil (Brent) looks set to drop from around USD 65 this year to on average USD
54 in 2020.

In combination with a slightly stronger euro, oil prices calculated in euro — the
relevant measure for the energy component of German inflation — might plum-
met from just under EUR 57 per barrel to only EUR 47. For 2021, we assume an
uptick to roughly USD 62 per year. In the euro calculation, however, the in-
crease would be far more subdued, given the expected appreciation in EUR.

Core inflation to reach its peak in 2019

In the face of the structural problems and the slackening trend in Germany's ex-
port-driven key industries (automotive, mechanical engineering, chemicals) as
well as current economic uncertainties, we expect wages per employee — an im-
portant leading indicator for core inflation — to rise at a much slower rate in
2020/21 than it did this year. In our view, wage growth of only c. 2.5% per an-
num ought to be in sight, following an expected 3.2% in 2019 (2017/18: 2.5%
each) (see chart 72). Moreover, capacity utilisation in German industry looks set
to remain on the decline, and the (positive) aggregate output gap is likely to
close further or might even turn negative (see chart 71).

The to-date strong performance of (services-oriented) domestic demand should
slow as the recession in industry drags on, which in turn should leave its mark
on core services inflation — albeit with a time lag. Until industry is back on a sus-
tainable growth path, industrial goods core inflation will likely remain subdued.
German core inflation therefore looks set to reach its peak at 1.4% in 2019. For
2020, we expect a decline to only 1.2% (annual average), followed by a modest
uptick to 1.3% in 2021.
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Core inflation vs. compensation of
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Headline inflation falling to 1% in 2020

Headline inflation peaked in 2018 at 1.7% (see chart 74) and looks to have
fallen to around 1.4% this year. Given the expected decline in the core inflation
rate and negative energy price inflation, a further decline in 2020 should occur,
which would send the headline rate down to only 1.0% (CPI) [resp. 1.2%
(HICP)]. By itself, the contribution of energy prices to headline inflation should
reduce the national rate by around one-tenth of a percentage point (see chart
74). In 2021, the CPI might rise to 1.4%, thanks to moderate acceleration in core
inflation and higher energy prices (HICP: 1.3%).

On balance, inflation should remain subdued over the next two years. Even
rental prices are likely to remain under control, despite the booming housing
market and the increasing shortage of residential space (October 2019: +1.4%
yoy based on the CPI and +1.5% based on the HICP) (see chart 69).

Current leading indicators such as the subcomponents of the purchasing mgers'
survey on input and output prices point to sharply declining price pressure, with
readings of just over 50 (the index value marking the threshold between increas-
ing and decreasing prices) arguing for only moderate price inflation (see chart

73).

Consumer price inflation outlook for 2019/20
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Industrial recession not over yet
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German industry: Momentum to remain sluggish
again in 2020 — risk of structural weakness is in-
creasing

German manufacturing output looks set to decline by c. 4% in real terms in
2019. This is the first decrease in output since 2013 and the strongest since
2009. Back then, German industrial output shrank by more than 17% due to the
global economic and financial crisis. The manufacturing recession began in Q3
2018 and should continue until end-2019. Even in 2008/09, German industrial
production declined only for four quarters in a row (and remained stagnant for
another quarter).

There are several reasons for this long industrial recession, some of which will
remain in place in 2020. The first is obviously the weakness in global trade with
goods. Indeed, trade decreased slightly in 2019, and trade growth should re-
main moderate in 2020, at 2.5% in real terms. The persistent trade conflicts, in
particular between the US and China, have dampened trade activity for some
time now. In addition, the increase in uncertainty is weighing on the global pro-
pensity to invest.

The trade dispute between the US and China is not the only problem; the US
has been threatening for months now that it may introduce tariffs on auto im-
ports from the EU, and that controversy is not over yet. While the original dead-
line of mid-November 2019 went by without a clear statement by the US govern-
ment, this does not mean that the matter is closed.

German industry is heavily focused on capital goods exports and is therefore
suffering particularly from the weakness in world trade and the overall reluc-
tance to invest in machinery and equipment.

Cyclical and structural challenges in the auto industry weighing on aggregate in-
dustrial output

German industrial output has also been dampened by the weak momentum in
Germany's automotive industry. The auto industry is the biggest industrial sector
in terms of sales and gross value added; in 2017, its share in aggregate value
added in manufacturing amounted to almost 21%. Moreover, it is often the most
important domestic customer of other industrial sectors. The auto industry was
and is faced with a number of challenges that had an impact on domestic pro-
duction in 2019 and will partly continue to make themselves felt in 2020.

— At the end of 2018, the shift to the new WLTP emissions test standard dis-
rupted the sector. Several models were temporarily not available, which
caused both new registrations and domestic output to decrease considera-
bly towards the end of the year. The negative impact from the WLTP shift
continued into 2019.

— The WLTP effect gradually petered out during 2019, only to be replaced by
general weakness in demand, which is still visible in all three major car mar-
kets (although the reasons are different). In particular, car sales in China fell
much more strongly than expected in 2019. The trade conflict between the
US and China led to higher import tariffs on cars produced in the US and
weighed on consumer confidence. In addition, tax incentives supported Chi-
nese car sales until mid-2018 and made consumers bring forward their
planned car purchases. In response, car sales in China fell at a two-digit
rate in 2019. Overall, global car sales shrank for the second year in a row in
2019. We expect the global car cycle to recover slightly in 2020, with uncer-
tainties to this forecast stemming mainly from the economic and political
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Decline in output particularly strong in
the automotive industry
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framework conditions in China. After almost two years of declining sales,
there is probably some pent-up demand in China, which may prop the mar-
ket up in 2020. Our local research colleagues have explained this in more
detail in their latest outlook for China. If the government introduces incen-
tives for car purchases, the Chinese market might even surprise to the up-
side in 2020. In turn, German industrial output should benefit, even though a
large share of Chinese demand for cars is met by local factories.

— Domestic car production also suffered from the fact that the lifecycles of
several important car models produced in Germany ended in 2019. As a
rule, demand for car models declines towards the end of their model lifecy-
cles because customers tend to wait for their successors. That is why Ger-
man carmakers were able to maintain or even extend their market shares in
many markets despite domestic output falling considerably. German produc-
ers kept their output abroad relatively stable. This one-off effect will run out
in 2020 once the German factories start to build important models. Overall
output should benefit from the ramp-up of production.

— And finally, some production capacities were not available in 2019 because
several factories are being refurbished for electric car production. The struc-
tural shift towards e-mobility and global demand weakness are key reasons
for cost-cutting programmes at many German carmakers and suppliers, to
be continued in 2020. Component suppliers in particular are cautious about
their near-term production plans.

Output of other capital goods contracted as well

Overall, automotive production was probably down 10% in real terms in 2019 —
the second decline in a row (2018: -1.7%) and the strongest since 2009 (-
21.7%). Contrary to expectations, output was still down in year-on-year terms to-
wards the end of the year, even though the basis had already been dampened
by the WLTP effect in 2018. This was caused by the global weakness in car de-
mand and the one-off effects mentioned above. Output in the automotive indus-
try shrank more strongly than in other capital goods sectors, such as mechanical
engineering (2019: c. -3% in real terms) or electrical engineering (-4%). Produc-
tion in the chemicals and metals sectors probably declined 3-4% in real terms in
2019. Overall, all major industrial sectors contracted in 2019. The food sector,
which is less cyclical, was the only sector that likely registered a small increase
in output.

The bottom is in sight, but the recovery in 2020 will likely be slow

Manufacturing orders have been mixed over the last few months. While foreign
orders stabilised during 2019 and even rose in the last few months, domestic or-
ders have been trending downwards.

Business expectations in manufacturing have been negative since December
2018. However, the downtrend has not continued in the most recent surveys,
which suggests that the situation is at least not deteriorating further. While a
small majority of industrial companies are still optimistic about their current situ-
ation, their number has declined significantly from the highs seen around the
turn of the year 2017/2018. The deterioration in capacity utilisation also contin-
ued until the beginning of Q4 2019 at least. While capacity utilisation is currently
just below the long-term average, it is still c. 12pp above the level seen in mid-
2009. This means that the current underutilisation is small in historical context,
and most companies should be able to handle it.
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Turnaround in business expectations
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Capacity utilisation still on the decline

Capacity utilisation in the manufacturing industry
in Germany, %

Some companies may find that the cyclical slowdown provides a welcome op-
portunity to improve internal procedures, particularly since such efforts may
have fallen by the wayside in the last few years due to the good order situation
and the search for qualified labour. According to the latest survey by the Ger-
man Chambers of Commerce and Industry (DIHK), export-oriented industrial
companies no longer regard the lack of qualified labour as the most important
business risk for the first time since autumn 2016. Instead, they mentioned cycli-
cal factors, such as domestic and foreign demand, and the economic framework
conditions.

Output to decline again in 2020

All'in all, these indicators suggest that German industry is moving towards the
bottom of the cycle and might reach it at the beginning of 2020. However, this is
true only if the trade conflicts abate as expected.

So are things looking up in 20207 Not at all. As explained in our chapter on Ger-
man exports, global trade, including German exports, is likely to grow more
strongly in 2020 than in 2019, which was a weak year. Still, the momentum is
limited. We therefore expect only a moderate pick-up in output growth in 2020..
Due to the significant statistical underhang around the turn of the year 2019/20,
the uptrend will not be sufficient to result in a rise in aggregate production for the
year as a whole. Indeed, we expect manufacturing output to decline 1.5% in real
terms in 2020.

Most capital goods sectors (mechanical and electrical engineering) and their up-
stream sectors (e.g. metals and plastics industries) are likely to see output de-
cline slightly or stagnate. The weakness in the chemicals sector will probably
continue, particularly since it is increasingly due to structural reasons (shrinking
capital stock in Germany). Following a significant decline in 2019, the automo-
tive industry might see output rise slightly in 2020, provided that the global de-
mand weakness abates (particularly in China) and that customers like the new
models produced in Germany. The evolutionary shift towards e-mobility is likely
to play a minor role for now. Still, to avoid fines for non-compliance with the car-
bon limits, producers will probably aim to sell more e-cars and are expected to
cross-subsidise e-car sales.®

Risks in both directions

Over the last few quarters, we have regularly mentioned economic and geopolit-
ical uncertainties as risk factors for our forecasts. Downside risks have predomi-
nated. And indeed, a further escalation of the trade conflict between the US and

100
China remains the most important singular risk. However, there are some up-
20 side risks to our forecast for German industrial output, too. If the US and China
80 or the US and the EU resolved their trade conflicts, the agreements might
quickly stimulate global investment activity and thus prop up the business of
70 German companies. In any case, we are likely to see some pent-up demand.
60 We have already mentioned that a significant increase in Chinese car demand
might support a stronger pick-up in industrial activity. It is quite possible that our
50 outlook for the industry for 2020 is somewhat too pessimistic.
mmmmm Capacity utilisation
Average since 1992
Source: ifo Institute
5 See Heymann, Eric (2019). E-mobility: Remaining a niche phenomenon for now — at least without
subsidies. Deutsche Bank Research. Germany Monitor. Frankfurt am Main.
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Dangers to Germany’s attractiveness as an industrial location

Regardless of the current cyclical developments, there is a risk that Germany
will become less attractive as an industrial location in the long run. For example,
costs as an industrial location in the long run. For example, costs have risen in
the last few years. Labour costs and effective average corporate tax rates are
among the highest in an international comparison, as are industrial electricity
prices. Energy-intensive industries have been cautious about investing in Ger-
many for years now because the long-term thrust of German and European cli-
mate and energy policies is unclear. Their domestic capital stock has been de-
clining for some time.

The auto industry may shift an even larger share of its investments in plants,
machinery and equipment abroad to offset cost increases (for example, invest-
ments in alternative propulsion systems necessary to comply with carbon limits
or higher labour costs). Many German carmakers have announced or already
made investments in Hungary, the US or Mexico, and capacities in China look
set to be expanded further as well. Related sectors will probably follow suit. Dur-
ing the last few years, foreign investments in the auto industry had not eaten
into Germany’s status as a car-producing country. In almost every year, more
than 5 million units were built — a quite satisfactory number. In addition, better
features in cars have led to considerable qualitative growth. In 2019, however,
car output dropped well below 5 million units, and it will not be easy to push it
above this threshold again.

In addition, the German workforce is likely to decline considerably in the long
run, which is why some political decisions, such as reducing the retirement age
to 63 or taking back measures that make the labour market more flexible, are
counterproductive. In view of these structural difficulties and the likelihood that
global trade growth looks set to remain moderate in 2021, we are cautious
about industrial output in 2021 as well. We do not think the losses of 2018/19
will be offset by then. Political decisions will have a major impact on the attrac-
tiveness of Germany as an industrial location. After all, manufacturing remains a
key driver of innovation and technical progress. But even the most innovative
companies cannot be competitive if the country where they are located cannot
keep up with international standards.

Eric Heymann (+49 69 910-31730, eric.heymann@db.com)
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Continuation of the Groko
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German politics: Groko - quibbling but not quitting

German politics has received attention beyond its borders throughout 2019 —
less because of policy decisions, more with regard to the fortunes of Groko. This
is not a surprise as Germany and Chancellor Merkel are still seen as a stability
anchor in a European Union characterised by the unstable governments of other
big EU partners such as Italy, Spain or UK and increased electoral uncertainty.
The recent peak of interest in German politics was the election of new SPD
leadership team and calls for adjustments in Groko's policy course in the second
part of the term (see details below). But while we continue to consider the risk of
an early break-up of the Groko rather low, with the German political landscape
fundamentally reshaping, politics are unlikely to move toward quieter waters.

Federal election in 2021 casting its shadow. With the federal election in autumn
2021 already casting its shadow, the coalition parties have to walk the fine line
of sharpening their respective profile and at the same time maintaining construc-
tive cooperation to fulfill the electorates’ mandate — a broad majority of Germans
still wants to see Groko finish its term and opposes snap elections (Deutsch-
landTrend, ZDF Politbarometer). More importantly: Neither the CDU nor the
SPD is as united a party as in the past and both need time to prepare for elec-
tion campaigns. The CDU must reconcile the economically liberal wing with the
more pragmatic wing that has supported Chancellor Merkel’s policy course of
the last years. The SPD, too, is split between the more leftist wing, which domi-
nated the recent party convention and voted for the new leadership duo, and the
more conservative, pragmatic wing that favours continuation of Groko. This en-
vironment will further fuel existing controversies between the coalition partners
and produce significant political noise in Q1/ 2020 when agreement over the
new political priorities needs to be reached and implementation of the climate
package and the basis pension ensured.

Popularity ranking of important German politicians E

Survey: "Are you very content/content with the political work of ... ?, % of total replies

0. Scholz (SPD) 47
A. Merkel (CDU) 47
H. Maas (SPD) 44
J. Spahn (CDU) 42
R. Habeck (Greens) 41
H. Seehofer (CSU) 41
C. Lindner (FDP) 35
A. Baerbock (Greens) 30
A. K.-Karrenbauer (CDU) 24
S. Schulze (SPD) 23
K. Kipping (Linke) 22
J. Meuthen (AfD) 14
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Source: infratest dimap, DeutschlandTrend Dec 2019

Difficult decisions about frontrunners for 2021 federal election. The implications
of the — policy (and electoral poll) driven — splits within the parties extend to the
question of whom to choose as candidate for chancellor in the next election
campaign. Usually, the respective party leader has (informal) prerogative. But in
the case of the CDU, party leader Annegret Kramp-Karrenbauer (AKK) is not
uncontested in her party, to say the least, and rather unpopular among the pub-
lic. Only 35% of CDU/CSU supporters believe that AKK will become frontrunner
for the next election (ZDF Politbarometer, Nov 29). Other party seniors such as
the PM of NRW, Armin Laschet or Friedrich Merz are considered possible con-
tenders for the CDU chancellor candidacy. CSU party leader and Bavarian PM
Markus Sdéder has scotched any speculation (for the time being) that he would
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aspire to the position but emphasized that the CDU/CSU will nominate a joint
candidate. Sentiment in the CDU is difficult to appraise, but the party will most
likely gravitate towards a candidate who is open to and compatible with multiple
coalition options after the election. With this in mind, the frontrunner might in the
end be someone not yet on radar screens.

SPD: Two heads cause a headache. With regard to the SPD, this question is
even more delicate. One reason is that the party just elected a new leadership
duo. Saskia Esken and Norbert Walter-Borjans won over the team of Finance
Minister Olaf Scholz and received a strong mandate for repositioning the SPD.
Their expressed aim is to double the SPD’s share of the vote to 30%, but 70%
of Germans do not believe in the success of this ambition; even among SPD
supporters, 46% are sceptical (DeutschlandTrend, Nov 5). Thus, it seems fair to
say that not many party members are likely to consider either of this rather un-
known and unexperienced duo ready to lead the SPD as chancellor candidate
into the electoral campaign. Walter-Borjans even doubted in a public statement
(WELT, Nov 6) that the SPD - given its poor polling around 15% — would need
to nominate a candidate at all. Judged by general approval rates, FM Scholz
might still be seen as a better candidate to lead the SPD into the 2021 elections,
but the party is more than critical towards his role in Groko. Another name men-
tioned in the media is the current Minister for Family Affairs in Merkel’s cabinet,
Franziska Giffey. All in all, the internal positioning of candidates and some in-
fighting of the parties’ wings are likely to distract CDU/CSU and SPD from effec-
tive governing.

Green party kingmaker of the next government. The Greens are watching the in-
ternal problems of CDU/CSU and SPD from the sidelines while also sending
strong signals that they are willing to assume responsibility in a federal (coali-
tion) government further down the road. The two party leaders, Annalena
Baerbock and Robert Habeck, have achieved approval rates not previously
seen in the party’s history. For the time being, they have managed to reconcile
the ideologically fundamental positions among some of the Greens with the
party’s more pragmatic majority, preparing the ground for potential coalitions
with the mainstream parties. They can build on the experience of (different) coa-
lition governments in ten of the sixteen German states. Profiting from the popu-
lar topic of climate change and polling at around 20% for quite some time al-
ready, they aim to broaden their portfolio. But surveys (e.g. Civey for Spiegel,
Oct 2019) show that many voters tend to see the Green party as a “one-topic
party” with a focus on climate policy. In addition, the Green party is primarily es-
tablished in western Germany, above all in metropolitan areas. Based on these
considerations, it seems questionable whether the Green party could become
the senior partner in a possible conservative-green coalition (the only combina-
tion that could promise a majority in the parliament, according to current polls).
Nonetheless, for the first time ever, the Greens are discussing nominating a
candidate for chancellor. Given the party’s preference for direct democracy,
there seems a high probability that they will put the final decision to a member
ballot.

State elections in Hamburg one signpost in 2020. While this year the parties had
to fight several state elections back to back, 2020 foresees just one in the city-
state of Hamburg, on February 23. It will be the first test for the SPD party lead-
ership with its new policy course in a city-state where the SPD has fielded the
First Mayor for much of the past (one being FM Scholz). Polls (wahlrecht.de) in-
dicate that the SPD might be challenged by the Green party, which tends to per-
form particularly strong in urban places. These prospects might further motivate
the new SPD leadership to seek a successful renegotiation with the CDU/CSU
on policy priorities for the second term of Groko in time for this state election.
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Impediments for public investment

Survey among financial market experts, %
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No red lines for Groko but mandate to renegotiate policies. In contrast to earlier
concerns, SPD delegates at the recent party convention gave their new leader-
ship the mandate to continue the SPD work in the government but at the same
time asked them with a clear majority to reopen discussions with their coalition
partners CDU/CSU on a package of policy issues that focus on more left-leaning
SPD positions. After these talks, the party executive under the new leadership
should decide whether Groko should be continued. The major topics are:

Reconsidering black zero and debt brake. There was no call for an immedi-
ate abolition of black zero, but the leadership duo in its statements heavily
attacked the support for black zero by the party establishment. The moder-
ate wording in the party convention’s motion was not least aimed at prevent-
ing further damage for FM Scholz who defended the black zero publicly. In
his most recent public interventions, though, he seems to have distanced
himself from this political goal to a certain extent. According to the party res-
olution, the "debt brake" limiting the structural deficit to 0.35% of GDP
should be overcome in the medium term to allow more public investment. If
“overcoming” means abolition of the constitutional anchored debt brake, this
would require a two-thirds majority in the Bundestag and the Bundesrat (up-
per house) — an unrealistic prospect given the party composition of the two
bodies.

(Even) more public investment. Over the next 10 years, the SPD wants to
invest an additional EUR 450 bn for education, transportation, digital infra-
structure and climate protection (currently the federal level is investing about
EUR 40 bn p.a.). This number was brought to public debate by a rare alli-
ance of the representatives of industry (BDI) and unions (DGB). While there
is no dispute that Germany’s public infrastructure needs a broad upgrade,
severe capacity constrains in the construction industry as well as in public
administration already hamper making full use of the current budget, let
alone further spending. Still, the current fiscal situation beyond the already
approved 2020 budget might allow additional (investment) spending in the
lower-single-digit EUR billions even under the black zero paradigm and thus
offer some leeway for reconciliation between the SPD and the CDU (see
section on fiscal policy).

Increase in minimum wage. The delegates demanded a minimum wage of
EUR 12 (from EUR 9.35 as of 2020) further down the road. The coalition
treaty already foresees the evaluation of the minimum wage law and the
work of the independent Minimum Wage Commission in 2020 which will
form the basis for talks between the new SPD leadership and the
CDU/CSU. These talks will take place next year and a possible compromise
between the CDU and SPD might be to modify the mandate of the Commis-
sion to allow more scope for minimum wage adjustments. An increase to-
wards EUR 12 seems rather unlikely given the CDU/CSU position.

Reopening climate package. Regarding the Groko's just-agreed climate
package, the congress called for a higher price on CO2 emissions above the
currently foreseen EUR 10 per ton from 2021 onwards without putting a
specific number to it. In speeches and statements, though, party co-leader
Esken frequently mentioned a CO: price of EUR 40 for the not-so-distant fu-
ture. A quick and substantial price increase had been rejected not least by
the SPD state PMs on the grounds of burdening the man on the street with
excessive costs. Still, there had been the chance to alter the package as it
was subject to talks in the conciliation committee between the lower and the
upper houses as tax issues related to the climate package such as compen-
sation for commuters, lower VAT on train tickets or tax allowances for ener-
getic housing require the approval of the upper house (representation of the
German state governments, in some of which the Greens enjoy a strong
role). Reportedly, the conciliation committee has meanwhile come up with a
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Performance of the Groko
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government in the policy resort of...,
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compromise of more than doubling the COz price while providing for a
higher compensation including a stronger social component (see section on
climate policy). This should please the new leadership duo for the time be-
ing.

= Wealth tax revival in the context of fair taxation. Delegates also decided on
a 1-2 percent wealth tax affecting citizens with a net wealth of EUR 2 million
(single) and EUR 4 million for couples while acknowledging that the imple-
mentation of it would take quite some time. Corporate wealth should be ex-
empted partly from the tax to avoid double taxation. Nonetheless, the presi-
dent of the ifo Institute, Clemens Fuest, warned that such a tax could raise
the tax burden at the top from currently 47.5% to 72.5% with corresponding
effects for growth and competitiveness. According to SPD plans, the reve-
nue of such a 1% tax would be around EUR 9 bn. After a critical ruling by
the Constitutional Court on an earlier design of a wealth tax, the tax has not
been imposed since the 1990s. Taxing the “rich” will rank high on the profil-
ing agenda of the SPD. New co-leader Walter-Borjans has earned the nick-
name of the taxpayers’ “Robin Hood” earned through his fight against tax
evasion. But reducing the tax burden beyond the already-agreed partial
abolition of the solidarity charge becomes even less likely in the new SPD
set-up. This holds true for meaningful corporate tax reform as well. Esken
said in an interview (Studdeutsche Zeitung) that this would require compen-
sation elsewhere. FM Scholz just tabled plans for an FTT which at first sight
fits neatly into this profiling — the impact of the FTT in its current design,
though, would hit everyone, including the “small man on the street” saving
for private old-age provisioning.

SPD repositioning to increase Groko tensions, but breakup unlikely. Overall,
representatives from the CDU/CSU disapproved of the demands coming out of
the SPD convention, with CDU leader AKK being particularly clear against rene-
gotiations. This is understandable given the party-internal pressure on her to not
continue the “social democratisation” of the CDU/CSU. Her CDU deputy, Armin
Laschet, PM of North Rhine-Westphalia, showed himself more open to renegoti-
ating the climate package. CDU/CSU and SPD leadership will meet before
Christmas to discuss further proceedings. In the end, the tone of the SPD party
congress as well as the responses from the CDU/CSU still support our view that
the coalition partners will aim to find a working basis for continuing the govern-
ment coalition. We expect that the Groko partners will continue their muddling
through in the second part of their term without major policy shifts. As mentioned
above, some face-saving compromises should be possible. Tensions between
the two coalition partners will increase, though, given that

= The SPD is now represented by a leadership team less supportive of the
Groko work, which might be tempted to criticise the work of their own party
colleagues, who are part of the government. Esken, in particular, seems
prepared to go down this road with her repeated critical comments about the
role of FM Scholz (and more generally SPD cabinet members) — also raising
questions about how long Scholz will accept this tone from new party lead-
ership.

= Both coalition partners are keen to sharpen their political profiles ahead of
the elections in 2021, which makes it more difficult to strike compromises
even where a fundamental understanding of the need for policy action might
prevail.

Political dynamics will remain difficult to predict and the risk of a break-up early
next year remains, though the coalition parties' weak performance in current
polls should significantly lower their appetite for snap elections. According to the
latest ZDF Politbarometer (Dec 13), at 69% a clear majority of SPD supporters
consider staying in the government the superior option to going into opposition.
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Fallout from coalition bickering on Germany’s EU presidency in H2/ 2020. There
is a significant risk that the internal tensions among the coalition partners
weaken the government’s negotiation position when Germany takes over the ro-
tating EU presidency in the second half of next year. Ironically, Merkel will be
faced with similar challenges as during her first, successful EU presidency in
2007, when she managed to strike an ambitious deal on climate and energy pol-
icy (the EU targets agreed for 2020 have been met only to a certain extent,
though) and set the course for another EU treaty reform. This time, it will be
about the plans of Commission President von der Leyen on a European Green
Deal with the Commission’s proposal presenting highly ambitious targets on
CO2. In addition, to achieve the goals vdL wants to invest EUR 3 tr in climate
protection through 2030, half of it from the EU budget. This will not be possible
without an increase of the EU budget for 2021-2027 from the current 1% of GNI
to 1.14%, an increase that meets strong resistance by net-contributors including
Germany. Given the controversies, there is a high probability that a last-minute
agreement can only be found under a German presidency with Germany making
substantial concessions in terms of funding. Furthermore, the EU agenda in-
cludes sensible topics such as the future of trade multilateralism, future relations
with the UK and the German-French initiative to organise a convention on the
“Future of Europe” possibly leading to institutional changes. Against this back-
ground, we still think that despite the political noise, neither SPD nor CDU/CSU
senior politicians — let alone the German electorate — would want to miss out on
Chancellor Merkel’'s experience and standing.

Barbara Bottcher (+49 69 910-31787, barbara.boettcher@db.com)
Kevin Korner (+49 69 910-31718, kevin.koerner@db.com)

German climate package: Limited effect in all re-
spects

The macro-economic and fiscal effects of the German climate package will be
within the range of statistical inexactness both in 2020 and in later years. The
climate package does not change the general course of fiscal policy. While it
does contain additional (cumulative) government spending of more than EUR 54
bn for the years 2020-2023 (or c. 1.6% of 2019 GDP), it should be largely self-
financing, as it not only involves additional spending but also leads to additional
revenue.

The climate package consists of four major elements. First, it contains general
funding programmes for climate-protection measures and technology-specific
subsidies. Second, it includes setting up a uniform pricing system for CO2 in the
transport and heating sectors (buildings). Third, revenues from carbon pricing
are to be either reinvested in climate-protection measures (such as e-mobility or
the envisaged swap premium for old oil-fired heating systems) or used to com-
pensate private households for higher energy prices due to carbon pricing. The
fourth element consists of additional command and control measures that will be
specified or introduced later on, through 2030.

Introducing a carbon price in the transport and heating sectors aims to make cli-
mate policy more cost-efficient. The German conciliation committee worked out
a compromise with a starting price of EUR 10 (from 2021) that is scheduled to
rise to EUR 55 per tonne by 2025. Thus, the initial price signals are moderate:
At EUR 55 per tonne of CO2, less than 15 cents will be added to the cost of a
litre of petrol or diesel. The ecological steering effect of higher fuel prices of this
size is limited, given that the price elasticity of fuel demand is relatively low.
What's more, car drivers usually get used to higher fuel prices after a certain
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time.® The climate package also includes a lower VAT rate on long-distance rail-
way travel, a higher commuter allowance and a decline in the EEG levy.

The climate package is a typical political compromise. It is an attempt to support
global climate protection by means of national measures without putting too
much pressure on private households and corporates. From today’s vantage
point, the measures will be clearly insufficient to reach the 2030 climate target of
reducing CO2 emissions by at least 55% compared to the level of 1990. To
reach this goal, higher carbon prices and/or stricter command and control regu-
lation would be necessary. The climate package contains an annual monitoring
process. Additional climate policy measures can be introduced if it becomes ap-
parent that climate targets will be missed. However, fringe parties would likely
gain momentum if the financial burden on private households rose sharply due
to climate policy measures.

The uncertainties about the long-term direction of German climate and energy
policy will remain a drag on domestic investment spending in several sectors. In
particular, this applies to energy-intensive industries such as the metal and
chemical industry. In absolute terms, electricity prices are not the most important
burden for most energy-intensive companies because they usually benefit from
exemptions within the framework of the German Renewable Energy Act (EEG)
or the EU Emissions Trading System (EU ETS). Instead, investment activity is
ishampered by uncertainty about how long these exemptions will remain in
place. Overall, real capital stock has been declining in these sectors for many
years.

Eric Heymann (+49 69 910-31730, eric.heymann@db.com)

& Under the so-called eco tax in Germany, taxes on petrol and diesel were raised by more than 15
cents per litre in five steps between 1999 and 2003. As a result, domestic fuel sales initially de-
clined, but largely due to "fuel tourism” and more efficient vehicles. After a number of years, do-
mestic fuel sales increased again. The motorised individual transport volume increased quite
steadily despite the eco tax.

40 |

December 20, 2019

Focus Germany



Deutsche Bank

Fragile — handle with care

Key events — Outlook 2020

2020 Calendar of the year

January 15 Gross domestic product 2019 incl. press conference of the Federal Statistical Office

January 31 Brexit deadline: UK expected to leave the EU

February 14 Gross domestic product Q4 2019, flash reading without details

February 23 Elections in the City State of Hamburg

February 25 Gross domestic product Q4 2019, 2nd reading with details

March 15 Expiry (and possible extension) of current EU sanctions against Russia

April* Start collective bargaining rounds 2020 in the metal and electrical industries in 2020: Usually two
to three rounds of negotiations in following two months

May 15 Gross domestic product Q1 2020, flash reading without details

May 25 Gross domestic product Q1 2020, 2nd reading with details

Mid-May Working party on tax estimates will publish tax revenue projections

End-May/early June Publication of construction completions 2019, Federal Statistical Office

May/June* Financial Stability Committee (AFS): Report to the German Bundestag on financial stability.
Possible proposals/interventions in mortgage lending with effects on the real estate market

June 18-19 European Council to finalise Green Deal

June 30 Deadline for UK requesting extension of post-Brexit transition period

July 1 Germany takes over EU Council Presidency until the end of 2020

August 14 Gross domestic product Q2 2020, flash reading without details

August 25 Gross domestic product Q2 2020, 2nd reading with details

September* Collective bargaining rounds 2020 in the public sector (federal government and municipalities):
Usually two to three rounds of negotiations in following two months

Autumn* Judgement on the complaint of review of the norms for the Berlin rent cap

Autumn* Berlin referendum on the expropriation of real estate companies with more than 3,000
apartments

November 3 US presidential elections

November 13 Gross domestic product Q3 2020, flash reading without details

November 24 Gross domestic product Q3 2020, 2nd reading with details

Early November
December 10-11
Early/mid-January
2021 September*

*presumably

Working party on tax estimates will publish tax revenue projections

European Council to agree on multiannual financial framework

Gross domestic product 2020 incl. press conference of the Federal Statistical Office
Federal election

Source: Deutsche Bank Research

41 | December 20, 2019

Focus Germany



Deutsche Bank

Research /

Focus Germany

» Outlook 2020: Fragile — handle with care ............. December 20, 2019
» Economic weakness, political turbulence ............... November 4, 2019
Our publications can be accessed, free of
charge, on our website www.dbresearch.com » Climate package:
You can also register there to receive our No game changer for fiscal policy ......ccccccceeunnenes September 30, 2019

publications regularly by E-mail.

. . _ » Only a technical recession?
Ordering address for the print version:

Deutsche Bank Research Itis all about risks! ........cccccmiiiiieiii e, August 19, 2019
Marketing . .
60262 Frankfurt am Main » A looming black-green coalition:
Fax: +49 69 910-31877 Painful compromises needed ............ccccoeeiiiiiiiiiiineeee, July 8, 2019
E-mail: marketing.dbr@db.com
» Not out of the woods, politics of no help .......ccccceeeene. May 20, 2019
Available faster by E-mail: » Exports and autos weigh heavily
marketing.dbr@db.com on the German economy in 2019 .......cccceeeererererererererenennnns April 9, 2019

© Copyright 2019. Deutsche Bank AG, Deutsche Bank Research, 60262 Frankfurt am Main, Germany. All rights reserved. When quoting please cite
“Deutsche Bank Research”.

The above information does not constitute the provision of investment, legal or tax advice. Any views expressed reflect the current views of the author,
which do not necessarily correspond to the opinions of Deutsche Bank AG or its affiliates. Opinions expressed may change without notice. Opinions
expressed may differ from views set out in other documents, including research, published by Deutsche Bank. The above information is provided for
informational purposes only and without any obligation, whether contractual or otherwise. No warranty or representation is made as to the correctness,
completeness and accuracy of the information given or the assessments made.

In Germany this information is approved and/or communicated by Deutsche Bank AG Frankfurt, licensed to carry on banking business and to provide
financial services under the supervision of the European Central Bank (ECB) and the German Federal Financial Supervisory Authority (BaFin). In the
United Kingdom this information is approved and/or communicated by Deutsche Bank AG, London Branch, a member of the London Stock Exchange,
authorized by UK’s Prudential Regulation Authority (PRA) and subject to limited regulation by the UK’s Financial Conduct Authority (FCA) (under
number 150018) and by the PRA. This information is distributed in Hong Kong by Deutsche Bank AG, Hong Kong Branch, in Korea by Deutsche
Securities Korea Co. and in Singapore by Deutsche Bank AG, Singapore Branch. In Japan this information is approved and/or distributed by Deutsche
Securities Inc. In Australia, retail clients should obtain a copy of a Product Disclosure Statement (PDS) relating to any financial product referred to in this
report and consider the PDS before making any decision about whether to acquire the product.

Printed by: HST Offsetdruck Schadt & Tetzlaff GbR, Dieburg

ISSN (Print) 2510-5248 / ISSN (Online) 2512-0824




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




