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More resilient than expected
n

German economy: More resilient than expected. We have lifted our GDP
forecast for 2020 to -5.5% and see the economy expanding by 4.5% in 2021.
Even with some likely short-term moderation in August, we now expect Q3
GDP to increase by 6.0% qoq. The higher carry-over lifts our 2021 GDP
growth forecast to 4.5%, despite somewhat weaker momentum in H1 than
expected earlier.
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Labour market stabilisation – most likely temporary. The massive use of
Kurzarbeit has so far limited the rise in unemployment. COVID-19 has also
left its mark in collective wage increases. However, given the carry-over
from last year's agreements, we expect an increase of around 2% in 2020,
followed by 1.5% in 2021.
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Bilateral exports: Reassessment of the great variation. Many countries
that were already exposed to structural headwinds have been hit harder by
COVID-19 than more competitive ones. While exports to some European
countries could still be higher than in 2019, exports to the structurally weak
European countries may fall by up to 20%. By contrast, exports to key Asian
countries may emerge relatively unscathed from the crisis.
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Fiscal outlook 2020-22. Thanks to the stronger-than-expected recovery,
the fiscal fallout from COVID-19 is likely to be less severe than initially
feared. Nevertheless, a rising tax burden is looming as the financial
situation of the social security system is set to come under considerably
more pressure soon because of adverse demographics.
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German industry: Recovery is proving difficult. We expect manufacturing
output to decline by an average 12% in real terms in 2020. In 2021, growth
of about 7% appears realistic. Corporate productivity and average
profitability look set to suffer from short-term work arrangements. The
automotive industry is the industrial sector that has slowed most sharply
during the corona crisis. We expect output to decline by 25% in real terms
in 2020.
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The race for CDU leadership and federal election prospects. Municipal
elections in North Rhine-Westphalia (NRW) yielded a positive result for the
CDU and thus strengthened Armin Laschet, sitting PM of NRW, as one of
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results in its former stronghold NRW present a setback for FM and
chancellor candidate Scholz.
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Key Economic Forecasts
Figure 1: Economic Forecasts
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Figure 2: Forecasts: German GDP growth by components, % qoq; annual data % yoy
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German economy: More resilient than expected
n

We have lifted our GDP forecast for 2020 to -5.5% and see the economy
expanding by 4.5% in 2021. An important factor is that the rebound during
Q2 – when GDP contracted by 9.7% – turned out more dynamic than
expected. The momentum carried over into July. Even with some likely
short-term moderation in August, we now expect Q3 GDP to increase by
6.0% qoq.

n

Together with a 2.5% expansion in Q4, this should result in an annual GDP
drop of “only” 5.5%, compared to the 9% expected in early May at the
height of the pandemic in Europe. The higher carry-over lifts our 2021 GDP
growth forecast to 4.5%, despite somewhat weaker momentum in H1 than
expected earlier.

Forecasts and policy response
“It’s difficult to make predictions, especially about ….” – we all know how the quip
ends, and we economists have heard it all too often. The COVID-19 pandemic also
served as a brutal reminder that our models and even the most outlandish risk
scenarios cannot cover the future. While behavioural economics has taught as that
people experiencing uncertainty tend to overweight rather small probabilities, in
particular when the situation is new to them and hard to grasp, we also know that
behaviour often becomes mean-reverting unless the environment has changed
completely. The unclear combination of the two reaction patterns makes the
prediction of consumer and worker behaviour extremely difficult. Even dyed-in-thewool defenders of Germany’s black zero knew that the pandemic would lead to a
fiscal policy U-turn – and not only in Germany, which given the economic
consequences of the pandemic and the forced shutdown of parts of the economy,
was, of course, appropriate. However, the fact that expenditures are still piled up as
if there were no tomorrow is another story. With regard to monetary policy, no Uturn was necessary, but by now there is virtually no space between the metal and
the pedal. Fiscal and monetary policy cooperate so closely that the ECB’s
justification that its policy is aimed at preventing a deterioration in financial
conditions and fragmentation within the euro area can hardly disguise what is
happening under the hood. This attraction between fiscal and monetary policy
carries the risk of becoming toxic, unless one believes in the 'voodoo economics'
postulated by modern monetary policy. The growing overvaluation of assets and
mounting debt levels driven by the extremes to which monetary and fiscal policy
stimulus have moved could easily push the global economy into its next financial
crisis.

Infection uptick but no increase in social distancing
Since the end of July, the number of new infections has increased in Germany, from
below 400 to an average of more than 1,500 per day, which is – in contrast to some
other EA countries – clearly below the April peaks of around 5,600 per day. In
addition, mortality has remained low (112 per 1 mio), which probably explains why
daily mobility trackers show no discernible increase in social distancing. Moreover,
the number of patients requiring intensive care has remained low, and ample spare
capacity in the health sector (28% of intensive care beds are not used) makes large
lockdowns unlikely, even if – as widely expected – the numbers pick up further
during autumn/winter.

Deutsche Bank AG/London
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Figure 4: Pedestrians in Germany's top 10 shopping streets

Figure 3: Apple mobility index

No. of pedestrians
1200000
1000000
800000
600000
400000
200000
0
Jan 20

Mar 20

May 20

Jul 20

Sep 20

Source : Apple mobility data

Source : Deutsche Bank Research, Hystreet.com

Q3 looks better courtesy of a strong Q2 carry-over
The 9.7% drop in Q2 GDP was historic but not as extreme as expected earlier.
Similarly, the loss in Q2 global output turned out to be about 6% rather than the 7.4%
we predicted in early May. Together with the stronger-than-expected policy
response, this has prompted us to raise our global growth forecast for the whole
year to -3.9%1 compared to the -5.6% foreseen five months ago, although the
development of the pandemic has been worse than we assumed at that time.
Monthly proxies suggest that GDP was down by more than 15% yoy in April, but that
by June the yoy loss had narrowed to around 8%. This improvement provided a
positive carry-over for Q3. Survey data suggests a further acceleration during the
quarter, although hard data for July and August has shown some (expected)
moderation. The latest reading of the Bundesbank’s weekly activity index (WAI), by
contrast, suggests a qoq rate of 7.4%, which is likely to rise further in the last two
weeks of the quarter. Still, the index does seem to miss out on some sectors of the
economy that have been hit disproportionally. As for Q2, when the WAI suggested
a GDP decline of “only” 4%, we expect that the index overpredicts Q3 by a
significant margin. All told, GDP should increase by around 6%, with the biggest
growth contribution coming from private consumption.

Figure 5: GDP & Weekly Activity
Indicator
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Private consumption driving the rebound
In Q2 the lockdown-related loss in wage income (-6.6% qoq) was largely offset by
a 5.2% rise in social transfers (during Q2 around 6.7 m employees received
'Kurzarbeitergeld') limiting the drop in nominal disposable income to 0.8%. But due
to a lack of opportunity and willingness to buy, private consumption collapsed by
10.9% qoq in Q2, resulting in an almost doubling of the savings rate (21.1% after
12.2% in Q1). Although households’ unemployment concerns have moderated
slightly after spiking in April, their intention to save has continued to rise, which
does not suggest that Q2’s involuntary savings will fuel consumption as soon as Q3.
Still, some parts of consumption (tourism, dining out, haircuts) that were dormant
for most of Q2 have sprung back to life, although certainly not fully recovered.
What's more, a large portion of business that was missed in these sectors in Q2 will
not be caught up in Q3 but remain lost. This is all the more true as the recent increase
of COVID-19 infections is likely to dampen the outlook for services in particular. The
latest services PMI fell back below the expansionary threshold in September to
49.1, down from 52.5 in August.

1

Deutsche Bank Research: World Outlook Update: Recovery progressing amid uncertainty, Sep 20,
2020
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Figure 7: Consumer sentiment

Figure 6: Household income & savings
qoq
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Investment spending – no all-clear
Foreign orders jumped in June (+23.6% mom) and July (+14.4%), narrowing the
yoy loss to 7%. Export expectations (ifo) have recovered but suffered a small
setback in August, while the export assessment in the September PMI has
continued to improve. In the reminder of the year the export outlook will remain
uncertain, due to the resurgence of COVID-19 in some important export markets,
uncertainties related to the US election (trade policy) and Brexit. This will likely also
dampen the rebound in investment spending, which shrunk by 19.6% in Q2.
Moreover, capacity utilisation in Q3 was still 8.5pp below average, and operating
incomes (plus mixed income) experienced a steep drop in Q2 (-8.4% qoq). Although
SME’s capital buffers are solid on average, there is anecdotal evidence that
companies are curtailing investment plans depending on their financial situation.

H2 2021 jolt to bring economy back to pre-crisis level
In the winter half, the catch-up effect should taper off. Higher infection rates – or just
concerns about such a rise – will likely increase social distancing again. In Q1 private
consumption of durable consumer goods will be hampered by the VAT rate going
back to 19%, after the temporary 3 pp reduction in H2 2020. The end of the
insolvency moratorium will leave its imprint in the labour market, where signs of
temporary stabilisation have emerged in recent months. So far insolvencies have
continued to fall further below their 2019 levels during this year, although yoy GDP
growth had slowed to a meagre 0.3% by Q4 2019 already. In the services sector the
assessment of the current situation (29 points below the Jan level, ifo) has
recovered far less than in industry, where the gap stands at 11 points). Moreover,
within the services sector SMEs, expectations have started to soften again in
August. This suggests that smaller companies in the services sector face the
biggest risks. In an ifo survey from July, some 20% of the surveyed businesses
perceived their existence to be in danger. The share was the highest in the service
sector (27%), with the highest levels reported by travel agencies and tour operators
(85%), hotels (76%), and restaurants (67%). Still, corporate insolvencies may rise
considerably in Q4 already as the government’s special suspension rules regarding
a company’s obligation to file for insolvency will be tightened. Starting in October
illiquid firms (even if due to corona) will have to file for insolvency again, although
overindebted but liquid firms will still be exempted until the end of 2020). In H1
2020, corporate insolvencies were down to 8,900 from 9,690 in H1 2019 (-8.2%
yoy), according to Creditreform, mainly due to the various financial aid programmes

Deutsche Bank AG/London

Figure 8: Services: Business
expectations
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Figure 9: Services: Current
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by the government but also in particular because of the suspension of a company’s
obligation to file for insolvency. Creditreform estimates the number of hidden
overindebted firms at 550,000. This would be some 15% of German companies,
which seems overly pessimistic to us.2
All in all, we foresee rather modest growth rates in H1 but expect that a widely
available vaccine will reinvigorate animal spirits and consumer optimism in the
second half of 2021, so that the economy should be back to its pre-crisis level by the
end of 2021.

Risk of an earlier rise in infection rate
The biggest risk to this forecast remains the development of the COVID-19
pandemic. The continued rise in new infections in Germany to date seems to refute
the hypothesis that this was just a spike triggered by holiday makers returning from
abroad. Moreover, with rates picking up strongly – in some cases even dramatically,
in many of Germany’s neighboring countries – infection rates might rise further and
before colder temperatures, which many see as a likely trigger for more infections,
have materialised. Even in the absence of large regional lockdowns, such a
development would weigh on consumption via increased (voluntary) social
distancing and investment spending due to the related rise in uncertainty.
Stefan Schneider, (+49) 69 910-31790

2

see FAZ as of 17 September 2020.
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Labour market stabilisation – most likely temporary
Following the corona shock in H1, the German labour market has stabilised over the
summer months. Having risen to 2.94m by June, the seasonally adjusted number
of unemployed fell in July and August, by 17k and 9k, respectively. Employment
also showed initial signs of recovery in July (+53k). According to the latest
projections by the Federal Employment Agency (BA), which cover the period up to
June, employment subject to social security contributions is likely to have risen by
40k in June on a seasonally adjusted basis. Excluding seasonal factors, however,
the number of people employed in July was still down by 1.4% or 621k yoy, at
44.69m.
Figure 11: German labour market: Increase in unemployment came to a halt
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The massive use of short-time working or 'Kurzarbeit' (peaking at 6m in Apr, Jun:
5.4m) has so far limited the rise in unemployment, while the economic upturn that
began in Q2 has recently led the demand for labour to pick up again slightly.
Following significant declines in the previous months (H1: -150k), the number of
vacancies reported to the BA also stabilised in August. Leading labour market
indicators from the ifo Institute and the IAB, as well as the employment components
of the PMI purchasing managers' indices, point to a further recovery in the coming
months.
Figure 12: Leading labour market indicators: General stabilisation during Q3
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Taking into account the development of the labour market in 2020 to date and the
upward revision of our GDP forecast for Germany to -5.5%, we now expect the
unemployment rate to reach an annual average of 6% this year. After stabilising in
Q3, unemployment is expected to rise again in the final quarter of the year. Layoffs
are expected in the hospitality industry and in the brick-and-mortar retail sector,
among others. In contrast to the usual decline at the beginning of the year,
unemployment could rise by 30k in Q1 2021. In 2021 as a whole, the unemployment
rate is likely to rise to an annual average of 6.5%, implying around 2.9m unemployed
persons in 2021. Employment should decline by almost 0.8% to an annual average
of 44.9m. In 2021, employment should rise by almost 0.3% (120k) to around 45.1m
persons.
Figure 13: COVID-19 widened the gap between persons employed and
employment s.t. social security contributions
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Despite the economic recovery, many companies could remain reluctant to hire
new staff in the coming year, thus slowing the decline in unemployment in 2021. In
the manufacturing sector, this is likely to apply in particular to the metal, electric and
steel industries, which are struggling with structural challenges and political
uncertainties. Even service companies that focus on personal interaction
(hospitality, tourism, etc.) remain susceptible to short-term slumps in demand,
whether as a result of individual consumer caution or legal requirements in the
event of a renewed rise in corona infections and quite likely also to more structural
shifts in demand. With the obligation to file for insolvency once again coming into
force, an increasing number of notifications from small companies in particular can
be expected in the coming year. Alongside these negative factors, the extension of
support for short-time working schemes could also ease the pressure on the labour
market in 2021. The period of entitlement has been extended to 24 months, with a
maximum until Dec 31, 2021. Despite the incentives for further training during
short-time working, very long periods of entitlement are viewed critically if they go
beyond bridging periods of economic weakness and tend to mask and ultimately
prolong structural problems.

Collective wage agreements in 2020
The corona crisis also had a significant impact on collective bargaining in 2020,
although this was quite different from sector to sector. The heavyweights of this
round of negotiations by number of unionised employees are the metal & electric
industry (3.8m employees), the construction industry (0.6m) and the public sector
at federal and local levels (2.7m). Most of the negotiations have already been
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concluded. In the metal & electrical industry, on the one hand, the focus was on job
security. The expired collective agreement was reinstated until the end of 2020
without any pay increase. In the construction industry, on the other hand, which
was less affected by the corona pandemic, the arbitration adopted in September
resulted in a significant wage increase of 2.1% in west Germany and 2.2% in the
east. In addition, a wage supplement for commuting as well as a one-time payment
free of tax and social security contributions (EUR 500, apprentices EUR 250) were
agreed upon. However, collective bargaining for federal and local public services is
still ongoing. The 2nd round of negotiations ended without a result on 20 September
(3rd round 22-23 Oct). Both bargaining parties adhered to their demands (trade
union: pay increase +4.8%, employers: no increase). This is an unusual situation in
which, during the strong spread of the corona pandemic, it was generally accepted
that workers should be rewarded accordingly for their efforts, but employers are
now exercising restraint. The first token strikes are now underway.
Agreements already reached in 2019 and earlier will also be relevant for the
collective wage increase of the current year. This should partly compensate for the
lower negotiation results in 2020 due to the corona effect. Job security is also likely
to be given high priority in next year's wage negotiations. We expect collective
wages to increase by around 2% in 2020, followed by around 1.5% in 2021.
Marc Schattenberg, (+49) 69 910-31875
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Bilateral exports: Reassessment of the great variation
n

We foresee a great variation among key export markets as many countries
that were already exposed to structural headwinds before the COVID-19
crisis have been hit harder than more competitive countries.

n

While exports to some European countries could still be higher than in
2019, exports to the structurally weak European countries may fall by up to
20%. By contrast, exports to key Asian countries, in particular China and
Korea, may emerge relatively unscathed from the crisis. A positive surprise
are exports to the US economy. This is noteworthy as the rapidly rising
number of infections had caused considerable uncertainty about the
development of the US economy.

n

Exports are likely to rebound in 2021. We expect that in some countries,
export growth in 2021 will offset the contractions in 2020. However,
countries with structural problems such as an ageing society, lack of
competitiveness or political risks are likely to experience a very gradual
normalization. Among these countries are DMs such as Japan and some
large European economies and also EMs such as Mexico, Brazil and South
Africa.

Rays of hope after heavy contraction in German exports
In the second quarter German real exports contracted by 20.3% quarter on quarter.
This is a sharper decline than during the GFC. In Q4 2008 exports fell by almost 6%
and in Q1 2009 by 11.5%. But despite the deepest economic slump in over 70 years,
we are experiencing a strong industrial recovery. Foreign orders and production
increased heavily in May and April and are currently roughly 10% below the precrisis level. Likewise, global trade fell by roughly 20% in April and was still 10%
below pre-crisis level in July. There are significant differences between countries.
This is also reflected in German exports, which strongly recovered nearly
everywhere – albeit the economic rebound was much stronger in Asia, led by China,
than in Europe and the Americas.

Figure 14: Bilateral exports to countries & regions

Figure 15: Top 3 countries: Bilateral nominal goods
exports
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Asian exports remained fairly resilient
Industrial heavyweights China and South Korea seem to have managed the crisis
relatively well. In August production increased by more than 5% in China and
contracted by only -2.5% in Korea (July) in year-on-year terms. Together both
countries account for roughly half of all German exports to Asia. As a result, total
exports to Asia recorded a plus of more than 2% in year-on-year terms in June. So
they are almost back to normal as the average growth rate from 2016 to 2019 was
only above 3% p.a. However, the large sectors developed very unevenly. For
example, in July exports of the ‘other transport equipment’ sector to China were still
deeply in the red with almost 40% against July 2019 vs. the automobile sector's
exports to China, which were positive again with a plus of almost 8%. In May 2020,
we also thought that the Japanese economy would remain fairly resilient given the
positive economic and epidemiological development of important neighboring
countries. However, in Q2 the GDP shrank by an annualized 28.1% and Japanese
production in July was still down by roughly 10% versus pre-COVID. German
exports to Japan in July were also weak and down by almost 30% in year-on-year
terms. However, this was also driven by a base effect. Despite the relatively mild
economic crisis in Asia, we expect GDP in Japan to contract by more than 6% in
2020 and gain a meagre 1.7% in 2021. So German exports to Japan may increase
only little by little. Given the ageing population, the question arises whether the very
hard economic slump is not also driven by structural weakness. In this case, Japan
could lose in importance over the coming years (2019: ranked 16th of the most
important export countries).

Europe: Exports to some countries could drop by up to 20% in 2020
In comparison with the relatively mild crisis in Asia, the fall in exports to European
countries is likely to be of historic proportion. In total they account for 68% of total
goods exports. Exports to both the non-euro area (31% of total goods exports) and
euro area countries (37%) were already slightly negative before the lockdown in
March. The good news is we were too pessimistic in May when we expected much
heavier losses for the full year 2020 than we do today.
1.

2.

Exports to the euro area: The euro area's heavy GDP loss of 15% qoq in H1
will only be partially offset by recovery in H2, in our view. We still forecast
a double-digit export contraction for 2020. In April 2020 exports to the euro
area dropped by 37% year on year and are still down by almost 11% in July.
We continue to foresee a gradual recovery as aggregate demand is still not
completely restored and social distancing and the reorganisation of
production processes remain a burden, in particular in Spain, where the
number of infections and COVID-related deaths are rising again. However,
for the euro area as a whole, the economy rebounded at a quicker pace than
anticipated in May. As a consequence, we expect German exports to
contract “only” 14% in annual terms in 2020 (previously 25%).
The impact of the crisis on non-euro area countries (EU and non-EU) is very
heterogeneous. For instance, the Visegrad countries are deeply integrated
into the production chains of the German manufacturing sector. Among
these countries, Slovakia and Hungary are an integral part of the
production line of the automobile sector. These countries were hard hit and
their GDP is expected to shrink by roughly 5-7%. Hence, it comes as no
surprise that among the four Visegrad countries, April and May exports to
Hungary and Slovakia recorded particularly big declines of up to 50% in
year-on-year terms. For the sum of exports to all Visegrad countries, which
account for roughly 11% of total German exports, we expect exports to
decline by only 12% on annual average in 2020 (previously -20%). A similar
contraction is expected for exports to Russia, Romania and Bulgaria, which
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could be roughly 13% for each country in annual terms. In contrast, exports
to Turkey posted a positive surprise. After a heavy slump of almost 25% in
May, exports in July were at the same level as in July 2019. If exports to
Turkey moved sideways for the rest of the year, they would even muster a
positive growth rate. Likewise, exports to Switzerland might also be very
robust and could be even slightly positive for the year. Relatively moderate
reductions in exports seem possible for the Scandinavian countries,
despite some volatility in recent months.
3.

A severe and presumably long-standing loss is expected for the UK.
Exports plummeted by almost 15% year on year in the first quarter of 2020
due to a temporary increase in Q1 2019, i.e. anticipatory effects in the runup to the first Brexit deadline (31 March 2019) and recorded a decline of
35% in the second quarter as the UK was particularly hard-hit by the
COVID-19 crisis. Despite the latest improvements on the economic front,
we expect an annual average decline of up to 20% in 2020 (previously ‘more
than 20%’). Recently, the UK government triggered a new wave of Brexit
uncertainty when it signaled that it may not comply with the withdrawal
agreement with the EU regarding the role of Northern Ireland. This
increases the risk of a hard Brexit, once again. If it emerges that a hard
Brexit is becoming increasingly likely over the course of the rest of the year,
we assume that a new round of anticipatory effects would outweigh the
uncertainty. In this case 2020 exports could develop better than expected
and, subsequently, with the onset of a WTO customs regime, another
severe drop seems almost certain. There would then be a risk that the UK
market will become increasingly insignificant. Exports to the UK could
even fall out of the top 10 most important export countries (previously No.
3, currently No. 5).

In total, exports to non-euro area EU countries should shrink by roughly 10%.
European exports in total should decline by 12%. In our May forecast, we expected
a much heavier contraction of 19% – roughly the same level as during the GFC in
2009. So currently for the export industries, the pandemic seems to be a less severe
crisis than the GFC. However, a big difference is that the German manufacturing
sector was structurally sound pre-GFC, whereas in particular the automobile sector
had already been experiencing considerable difficulties for some time pre-COVID.

Americas: Exports to the US are likely to surprise to the upside
After the trough of 37% in May, exports to the US were still down 17% in year-onyear terms in July. However, the -17% is mainly due to a base effect. Moreover,
leading indicators imply that after the -9% GDP contraction quarter on quarter, the
US economy will strongly rebound by roughly 7% in the third quarter. Therefore, we
foresee a further normalisation of exports to the US over the rest of the year, which
would clearly be a positive surprise given the huge uncertainty in spring. As a result,
we expect that the US economy will shrink by an annual average of 4% in 2020.
Exports to the US may fall by around 8% (in May we forecasted -10%). The secondmost-important export country among the American countries in terms of volume
is Mexico. Exports to Mexico were hard hit and lost more than 60% year on year in
May. In July they were still 25% below the level in the previous year, and we think
it will take more months for a full recovery. On an annual average, exports to Mexico
are likely to decline by roughly 17%, clearly down more sharply than Mexican GDP,
which should shrink by 10%. We foresee that exports to Canada and Brazil will
shrink less than exports to Mexico, reflecting the lower importance of the
manufacturing sector in both economies. Canadian GDP should contract by 7% and
Brazilian GDP by almost 5%. As a result, we forecast that exports to Canada decline
by roughly 15% and exports to Brazil by 14% on annual average. Despite these
heavy contractions, there is also some positive economic news. Among the top 10
Page 12
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most heavily affected countries from an epidemiological perspective are four
American countries, i.e. the US, Brazil, Mexico and Peru. They have high absolute
death tolls and currently roughly 30,000 of the 60,000 patients globally who are
seriously ill. However, despite this heavy burden for the health sector, these
economies seem to be weathering the crisis relatively well.

2021 Exports: The great variation is likely to continue
We predict3 that GDP in most countries will rebound strongly and that in the largest
economic regions, i.e. the US, the euro area and China, the pre-COVID level of
economic activity will be reached in 2022, at the latest. However, in our forecasts,
Japan, UK, France, Italy, Spain among the DMs and South Africa, Mexico and Brazil
among the EMs are not back at the pre-COVID level before the end of 2022. In other
words, we foresee a great variation in which structurally sound countries recover
rapidly – and countries with various structural problems such as an ageing society,
lack of competitiveness or political risks are likely to experience much more gradual
normalisation. This variation is also reflected in our expected development of
German exports, where we assume that exports at the end of 2020 remain broadly
the same in 2021. So if we experience a quicker normalisation due to a vaccine
being available sooner than currently expected (H2) or to monetary and fiscal
impulses resulting in an overshooting of economic activity, exports would grow
even more strongly. By contrast, a second wave of infections over the winter – and
presumably more social distancing – represent downside risks to this baseline
scenario.

Figure 17: Export and GDP forecasts
in % on
annual average
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Current account surplus to continue falling steadily towards 6% of GDP
Nominal global goods exports should decline by 12% in annual terms in 2020
(previously: -17%) and we expect a plus of almost 10% in 2021. Hence, the
‘pandemic’ contraction would be much smaller than what we saw during the GFC
(2009: -18%). In 2020 FX volatility is much larger than in 2019, when many
exchange rates traded in narrow bands. For example, in 2019 the EUR/USD traded
in a range 1.09 to 1.15 whereas in 2020 the range was 1.07 to 1.20. However,
despite the higher volatility, the annual average change is a meagre 0.3% (full year
2019 vs. 2020 until Sep 22). This also holds for many other exchange rates. Hence,
the FX impact on our annual export forecasts is negligible, in particular relative to
the large swings in economic activity. The main input in our export price model is
crude oil prices (Brent). Based on this model and DB forecasts, which assume that
the crude oil price is USD 42.4 and 47.5 per barrel in 2020 and 2021, respectively,
export prices should decline by roughly -0.8% in 2020 (previously: -3%) and
increase again by 0.7% in 2021. The relative large difference versus the previous
forecast reflects the better-than-expected recovery in exports and the strong
rebound in crude oil prices after a reading clearly below USD 30 per barrel in May
and even negative prices in June. As a result, export prices seem to have declined
much less than during the GFC, when -2.2% was recorded on annual average in
2009. Hence, real annual exports should shrink by 11% in 2020 (previously: -14%)
and rebound by almost 9% in 2021. In recent history, real imports grew about twice
as fast as real domestic demand. Domestic demand is expected to fall by 3.5% in
2020 and rebound similarly strongly in 2021. Accordingly, imports should fall by
roughly 7% in 2020 and rebound by more than 6% in 2021. In our forecasts this
results in a net export contribution to real GDP growth of -2.3pp in 2020 and a plus
of 1.4 pp in 2021. The 2020 current account surplus may decline by roughly 13% to

3

In Deutsche Bank Research: World Outlook Update: Recovery progressing amid uncertainty, Sep 20,
2020
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EUR 212 bn. We assume that the GDP deflator will increase by 1% and nominal GDP
will contract by 4½%. As a consequence, the current account surplus should shrink
to ‘only’ 6.4% of GDP in 2020. In 2021 the surplus is likely to increase slightly to EUR
215 bn (6.5% of GDP) due to positive net export contributions and further economic
normalisation across the globe.
Figure 18: Germany: Export prices
both y-axes: % yoy
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2020-22 fiscal outlook: COVID-19 fallout less severe than
feared, though higher tax burden is looming
n

In H1 2020, the COVID-19 pandemic led to a sizable budget gap of EUR 51.6
bn, or 3.2% of GDP. Hence, the budget swing was more pronounced than
during the global crisis. In late August, the coalition agreed to prolong
several anti-crisis measures. The additional costs for ‘Kurzarbeit‘ are
quantified at EUR 10 bn.

n

Against the backdrop of the recent economic silver lining (in August/
September, we increased our 2020 growth forecast to now -5.5%) as well
as the lately agreed deficit-raising measures – with the former dominating
the latter effect – we have lowered our fiscal deficit projections for 2020/21.
We now project the headline deficit to amount to “only” 8.2% of GDP in
2020 (compared to 9.5% in July, when we still expected a drop of real GDP
by 9%). In 2021, we see the deficit decreasing significantly to around 2.8%
of GDP thanks to a narrowing cyclical and a phasing out of the discretionary
fiscal stimulus measures. Our baseline fiscal deficit projections remain
subject to considerable downside and upside risks given high uncertainty
about economic developments, actual progress in the implemention of
public investment (like those envisaged in the "future package") and
utilisation levels regarding the government's offered financial aid
programmes (like the interim aid programme).

n

In 2021, the government wants to make use of the special clause in the
federal debt brake one more time (exceptional emergency situation). That
said, the coalition government aims to go back to normal by 2022. This
seems challenging, though not impossible as the government could utilise
its large reserve buffers (roughly EUR 48 bn; to be untouched in 2020/21)
and possibly unutilised credit market authorisations (part of the 2020
budget) to fund large chunks of spending. However, 2021 is an election year
and hence there are uncertainties about the future fiscal stance. We reckon
a black-green government would at least initially attach less importance to
consolidation as opposed to a CDU/CSU-SPD government. Moreover, in
case of a SPD-Left-Green government, consolidation is likely to take a back
seat in light of big spending wishes.

n

Based on the assumption of moderate fiscal tightening, we project the
general government’s fiscal deficit to narrow to around 1.3% of GDP in
2022. Overall, we project the public-debt-to-GDP ratio to peak at 74.1% in
2021 before falling back to 72% by the end of 2022.

n

The financial situation of the social security system is set to come under
considerably more pressure soon, because of adverse demographics –
thus, a rising tax burden is looming. The announced rise in the additional
contribution rate for health insurance in 2021 just serves as a harbinger.
Despite low interest rates, it is already clear that fiscal consolidation in the
aftermath of the corona shock will be anything but easy. Ultimately, the
government must decide whether it will increase the tax burden further
(weighing on potential growth) or set clearer and more growth-friendly
spending priorities.

Large swing in Germany’s fiscal balance in H1 2020
In the first half of 2020, the COVID-19 pandemic led to a sizeable budget gap. At the
general government level (federal government, states, municipalities and social
security funds – national accounts data), the deficit amounted to EUR 51.6 bn, or
3.2% of GDP. In H1 2019 the budget balance was still in a sizeable surplus of EUR
46.5 bn, or 2.7% (see fig. 19). Thus, the abrupt budget swing in the first half of 2020
was even more pronounced than during the global financial crisis (see fig. 20). This
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marked fiscal deterioration was caused by all levels of government: federal (deficit
of EUR 27.1 bn), states (10.2), municipalities (6.4) and the social security system
(7.8) (see fig. 21).

Figure 19: German government
posted a sizeable deficit in H1 2020

Figure 20: Swing in the financial
balance even more pronounced than
during the global financial crisis
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Figure 21: Government financial
balance with sizeable deficit in H1
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As regards government revenue, the picture was mixed: While social security
contributions continued to rise at a moderate 1.8% yoy (thanks to ‘Kurzarbeit‘), tax
revenues declined sharply (-8.1% yoy) – led by a collapse of taxes paid by firms (26.8% yoy). As a result of these diverging trends, total revenue fell by 3.6% yoy (first
decline since 2010). At the same time, the pandemic led to soaring public spending
(+9.3% yoy) because of the government’s outlays for financial aid measures (e.g.
immediate financial aid, short-time allowance, full reimbursement of social security
contributions on short-time work). The fiscal deficit outcome of ‘only’ 3.2% of GDP
should be interpreted with caution as one cannot draw conclusions from half-year
to full-year results. That said, during past downturns (like 2000-02 or 2008-11), the
fiscal outcomes in the first half of the year were better than in the second half (see
fig. 19).

Figure 22: German government
confronted with significant tax
decline in H1 2020

Figure 23: General government
spending rose strongly in H1 2020 ...

Figure 24: ... as social spending
skyrocketed
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Improved 2020 growth outlook to reduce fiscal deficit forecasts
Despite the massive fiscal deterioration seen in H1, the improved growth outlook
for the full year should help to limit the fiscal fallout from the corona crisis. Against
the backdrop of a much “smaller” GDP loss in Q2 (-9.7% vs. a DB forecast of -14%)
and the recent economic silver lining, we raised our 2020 annual real GDP growth
forecast considerably in August/September to now “only” -5.5%. As a result,
Germany’s output gap and correspondingly the general government’s cyclical
balance (part of the budget driven by business cycle fluctuations) are forecast to
become much less negative than previously feared (-5.5% and -2.8%, respectively,
compared to a previously assumed -9% and -4½%). Solely thanks to the improved
growth outlook, the 2020 fiscal deficit forecast improves by around 1.7 percentage
points of GDP. In addition, we now view the sovereign balance sheet risks –
stemming from potential losses/fiscal costs on the government’s loan/equity
participation programmes as well as the calling of public guarantees – as being
much smaller than back in July. This reassessment is based on two reasons. First,
corporate insolvencies could rise at a slower pace than we had assumed before
given the much smaller forecast loss in the GDP level for 2020/21. Second, the
amount of government guaranteed lending is likely to be much smaller compared
to what we had initially assumed during the peak of the crisis. As a result, we have
significantly lowered our fiscal loss assumptions for 2021 to around EUR 7 bn (0.2%
of GDP) from EUR 75 bn (2.2% of GDP). This also has significant ramifications for
our 2021 public debt ratio projection – much lower than what it was before.

Latest decisions are intentionally deficit-raising, federal government and
the Federal Employment Agency will have to bear the brunt of the costs
Amid the positive fiscal preconditions from the growth side, the CDU/CSU-SPD
coalition committee agreed in late August to prolong several anti-crisis measures
that had been put in place in a response to the pandemic. Two key elements of the
recently agreed fiscal measures are the extension of both the ‘Kurzarbeitergeld’
(compensation for short-time work) up to a maximum duration of 24 months (from
a regular 12 months) – but no longer than until the end of 2021 – as well as the
extension of some other special corona-related rules for short-time work. The latter
includes e.g. (a) easier access to apply for ‘Kurzarbeit’, (b) a staggered increase in
compensation levels of up to as much as 80% of net income and 87% for workers
with children (to be reached from month seven onwards), or (c) the full
reimbursement of social security contributions on short-time allowance by the
Federal Employment Agency (BA).
While the staggered increase scheme regarding short-time allowance will be
extended until the end of 2021, the BA will continue to fully reimburse social
security contributions on short-time allowance until end-June 2021 (for the period
July-December 2021, the BA will reimburse only 50% unless employees receive
vocational training). Previously, the above special rules were set to terminate by
end-2020. While these rules have proven effective in insulating the German labour
market from the corona crisis (and hence helped to stabilise private households’
income), they are costly for the German government – as is their extension. The
government quantifies the related additional costs for ‘Kurzarbeit’ to amount to
EUR 10 bn. To stabilise the unemployment contribution rate at the current 2.4%, the
coalition government committee agreed in late August to compensate the BA for
these additional costs through federal subsidies. This in line with the government’s
promise from June to keep social security contribution rates stable in 2021 at a
maximum of 40% of gross compensation of employees (‘Sozialgarantie 2021‘).
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In the first six months of the year, the Federal Labour Market Agency (BA) already
posted a deficit of EUR 14.6 bn or roughly 0.6% of GDP (compared to a surplus of
0.5 bn in H1 2019) (official monthly BA data) (see fig. 25). The financial gap was
mainly the result of surging expenses for short-time work (a total of EUR 11.6 bn).
Specifically, the BA had to bear costs of EUR 6.6 bn for the actual cycle-related
‘Kurzarbeitergeld’ (i.e. income compensation) as well as a further EUR 5 bn for
related full reimbursements of social security contributions paid on short-time
allowances (‘Kurzarbeitergeld’). The grand bill comes as no surprise as the BA
estimates that roughly 5.4 m employees worked short time in June (fortunately on
a declining trend from 5.8 m in May).
For the full year 2020, the agency might incur short-time-work–related expenses of
a total of EUR 23½ bn (EUR 13½ bn for income compensation and EUR 10 bn for
social security reimbursements), according to BA calculations (see FAZ as of 25th of
August 2020). As a result, the BA foresees a deficit of EUR 27 bn in 2020 (almost fully
covered by its financial buffers worth nearly EUR 26 bn). In 2021, the BA now
assumes another – though lower – deficit of EUR 9 bn. Hence, the BA should get
along for now with the additional federal subsidies meant to cover the additional
costs due to the coalition committee’s decisions in late August (EUR 10 bn).

Figure 25: Financial results of the Federal Employment
Agency (BA)

Figure 26: Budget outlook 2020-22
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Improved budget outlook for 2020/22, though future fiscal trajectory
remains subject to high uncertainties and downside risks
Against the backdrop of some economic silver lining (deficit reducing) as well as the
recently agreed fiscal measures (deficit increasing) – with the former dominating
the latter effect – we have lowered our fiscal deficit projections for 2020/21.
Specifically, we now assume the headline fiscal deficit to amount to “only” 8.2% of
GDP in 2020 (compared to 9.5% in July, when we still expected a drop of real GDP
by 9%) (see fig. 26). On account of significant fiscal policy easing, the structural
budget balance (i.e. the fiscal balance adjusted by cyclical effects and temporary/
one-off effects) is projected to swing into a remarkable deficit of 5.4% of GDP in
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2020 (from a surplus of almost 1% in 2019).4 In 2021 we see the headline deficit
narrowing significantly to roughly 2.8% of GDP thanks to a narrowing cyclical
deficit (to 1.2% of GDP from 2.8% in 2020) (see fig. 26) and a phasing out of the
discretionary fiscal stimulus measures (reducing the structural deficit to 1.6% of
GDP from 5.4% in 2020). That said, our baseline fiscal deficit projections remain
subject to considerable downside and upside risks given high uncertainty about
both economic developments and actual progress in the implemention public
investment (like those envisaged in the "future programme") as well as the actual
utilisation levels regarding the government's offered financial aid programmes. For
instance, as regards the government's interim aid programme for smaller/mediumsized firms and self-employed persons (non-repayable subsidies) (initially limited
until end of August, meanwhile extended until December 2020); firms have so far
only requested around EUR 1 bn, of a total programme volume of EUR 25 bn.
The latest tax estimates point to meaningful tax shortfalls for the next five years
(2020-24). Compared to the May estimates, the Working Party on Tax Revenues
predicts the German government (federal government, federal states, and
municipalities) will incur another cumulative tax revenue loss of around EUR 30 bn
over the period 2020-24. However, this additional tax gap is not the result of a
weaker economy but politically intended, as it is solely the result of the
government’s tax policy changes to stimulate the economy (i.e. such as the
temporary reduction in the VAT rate accounting for already EUR 20 bn) (see fig. 27).

Figure 27: September 2020 tax
revenue projections: Revenue loss
vs. May estimates due to tax policy
changes
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Figure 28: Estimated tax revenue
losses: Sept 2020 vs. Oct 2019

Figure 29: Tax revenues are projected
to decline significantly in 2020 (tax
estimates as of Sept 2020)

Figure 30: Tax revenues are projected
to slump by 10% in 2020
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While these tax relief measures should lead to a cumulative tax decline of nearly
EUR 60 bn, the improved growth outlook is set to raise the level of expected tax
revenues by roughly EUR 30 bn (in early September, the government revised its
2020 real GDP growth forecast upwards to “only” -5.8% from -6.3% before).
Overall, the German government will have to cope with huge fiscal losses in the
coming years. Comparing the latest September 2020 tax revenue estimates to the
pre-crisis October 2019 projections, the German government will have to grapple

4

In mid-June the Independent Council of the German Stability Council noted that the general
government’s structural deficit could amount to 5½% of GDP in 2020 (not yet capturing the budgetary
effects from the fiscal stimulus package in early June). The estimate for the structural deficit was based
on the Ministry of Finance’s extrapolation of the April Stability Program.
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with a cumulated tax revenue gap of around EUR 345 bn (for 2020-24). Just in 2020,
the government will incur a tax revenue gap of almost EUR 100 bn compared to
pre-crisis estimates, as taxes are projected to slump by 10% (see figures 28, 29 and
30). Moreover, this gap should still amount to nearly EUR 50 bn by 2024 (see fig. 28).
On 23 September the federal cabinet of ministers passed the budget draft for 2021
and the medium-term financial plan up to 2024, which consider the latest tax
estimates. According to the draft budget, the government foresees net credit
market borrowing of EUR 96.2 bn (around 2.7% of GDP) in 2021. Thus, the federal
government will have to make use of the special clause in the federal debt brake one
more time (suspension of the normal rules because of an exceptional emergency
situation). That said, the amount of credit market borrowing exceeding the
statutory ceiling of the debt brake rule reportedly amounts to EUR 86.2 bn in 2021
(2.5% of GDP) (see FAZ as of 19th of September 2020).
As regards the fiscal year 2022 (and beyond), the coalition government aims to
return to normal debt rules, meaning the federal government must not borrow more
than 0.35% of GDP in structural terms. Specifically, the government targets new
borrowing of EUR 10.5 bn in 2022, EUR 6.7 bn in 2023 and EUR 5.2 bn in 2024,
according to its medium-term financial plan. However, 2021 will be an election year
(elections for the national parliament are set to take place in September 2021). As
a result, forming a view on the fiscal policy stance beyond 2021 is subject to a
certain degree of political uncertainty. Both another edition of the grand CDU/CSUSPD coaliton as well as a new CDU/CSU-Green government seem arithmetically
possible, based on recent polls. We reckon that fiscal consolidation would be
somewhat less ambitious in the case of a CDU/CSU-Green coalition (compared to
a CDU/CSU-SPD government) as the Greens would likely be pushing hard for (even)
more green investments. But in both cases, the constitutional debt brake ultimately
drops an anchor as to where fiscal policies should go (over the medium term),
though creative accounting (via executing financial transactions that are excluded
in the calculation of the amount of structural borrowing) could lead to some sort of
circumventing the spirit of the federal debt brake. However, in the case of a red-redgreen (SPD-Left-Green) coalition government, public finances could deteriorate
considerably, e.g. due to a strong(er) rise in “green” public spending and a further
rise in social benefits. Overall, fiscal consolidation and restoration of fiscal policy
buffers lost during the crisis were unlikely to be a top policy priority of such a
government coalition.
To get a rough idea about the possible permissible amount of credit market
borrowing that is compliant with the debt brake, we take our growth projections for
the period 2020-22 as a basis for a simple back-of-the-envelope calculation. Based
on our assumptions for nominal GDP and the output gap, we infer both the
structural amount of permissible borrowing (0.35% of GDP in the year prior to
budget approval) and the cyclical deficit (which can be explicitly covered through
new borrowing under the debt brake rules). Based on this, we estimate that the
permissible amount of credit market borrowing – compliant with the regular rules
of the debt brake – could amount to around EUR 16½ bn (~½% of GDP) in 2022
(possible financial transactions are discounted in the calculation). However,
whether this amount of credit market borrowing would (economically/politically)
actually suffice to fund budget spending remains to be seen. The same is even more
true for the even lower target level of EUR 10.5 bn for 2022.
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There are at least some questions, in particular in light of substantial economic
downside risks and uncertainties regarding the path of economic recovery.
However, fulfillment of the debt brake rule in 2022 already is not entirely out of
scope as the government could utilise its large reserve buffers of roughly EUR 48 bn
(unused credit market borrowing authorised in past budget years; “refugee reserve
fund”; to be untouched in 2020/21 for the benefit of later budget years) as well as
possibly unutilised credit market borrowing (authorised for 2020) to fund large
chunks of spending. Moreover, a moderate tightening of fiscal policies would help
to considerably lower the deficit outcome already in 2022. Thus, if the next
government remained committed to a return to solid public finances over the
medium term, the headline deficit could narrow further in 2022. Based on the
assumption that the government will let its structural revenues advance slightly
more than nominal GDP (by around ½ percentage point) and ensure its structural
expenditures rise less than nominal GDP by the same margin, the headline fiscal
deficit could narrow further to around 1.3% of GDP. From 2023 onwards, the next
government will have to further tighten the fiscal belt considerably (unless there is
a major political offensive on the debt brake) as repayment of this year’s (2020)
federal excess borrowing of EUR 118.7 bn begins – initially involving annual debt
redemptions of EUR 5.9 bn (to be repaid over 20 years). The additional repayments
resulting from the planned excess borrowing in 2021 will drive the total amount of
annual redemptions further up. The exceeding of the upper credit ceiling in 2021 is
linked to a redemption plan (like this year) for 2026-42 (around EUR 5.1 bn per year
if equally split over 17 years). As a result, the government will have to repay a total
EUR 11 bn per year between 2026 and 2042.
As regards Germany’s debt trajectory for the period 2020-22, we project the general
government gross debt ratio to increase to 72.6% in 2020 and peak at 74.1% in 2021
before starting to fall again (the federal government now expects it to rise to around
75% in 2020). By the end of 2022, the gross debt ratio should decline to around 72%
of GDP (see fig. 31). Whether the public debt ratio remains on a falling trend
thereafter will largely depend on if and how the government wants to solve the issue
of strongly rising age-related public spending due to adverse demographics.

Social security system will soon come under considerably more financial
pressures – thus, a rising tax burden is looming
One can assume that the future course of fiscal policies will become a dominant
theme in the legislative election campaign. The initiated debate by the SPD about
higher taxation (capital levy, higher taxation of top income earners) as well as the
CDU's warning to revert to solid public finances as soon as possible are only the
beginning. Despite low interest rates (and hence falling interest payments despite
higher debt) it is already clear that fiscal consolidation in the aftermath of the corona
shock will be anything but easy. In the current financial plan, the government faces
a financial gap of more than EUR 42.5 bn (almost EUR 10 bn for 2022 and more than
EUR 16 bn in both years 2023/24), according to press reports (see FAZ as of 19th of
September 2020). For now, the government has not come up with concrete plans
on how it aims to close this gap. However, it is clear: If the economic engine does
not run more strongly than expected, the government will be forced to raise the tax
burden (taxes, social contributions) and/or cut public spending.

Figure 31: Public debt dynamics
(2020-22) (DB baseline projections)
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Adverse demographics and the expansion of social benefits in the good years will
become an increasing financial burden for the social security system. The shock to
the financial situation of the social security system has aggravated the outlook even
more. It is already clear that the contribution rates to the social security system will
need to rise significantly in the coming years, even though the government wants
Deutsche Bank AG/London
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to stabilise the social contributions at a maximum of 40% of gross compensation
of employees this and next year ('Sozialgarantie 2021') (in case of need, by granting
even more federal subsidies). At the moment, social contributions for employees
with children are still marginally below 40% (at 39.75%), though they are already at
40% for employees without children (they have to pay on their own an additional
contribution rate of 0.25% to long-term care insurance) (see fig. 32). The announced
rise in the additional contribution rate for health insurance in 2021 (by 0.2
percentage points from 1.1% on average to 1.3%) will push the overall contribution
rate for employees with children to 39.95% already by next year and hence very
close to the 40% threshold (see fig. 33). At the same time, the overall contribution
rate for employees without children is set to rise to 40.2% and hence will exceed the
government’s self-declared maximum threshold of 40%.

Figure 32: Social security
contributions still slightly below 40%

Figure 33: Contribution rates to the
social security are at the risk to rise
strongly
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Starting in 2023, the burden on contributors is likely to rise further as the temporary
decline in the unemployment contribution rate to 2.4% will terminate (going back
by +0.2 pp to the normal rate of 2.6%). And finally, the contribution rate to the public
pension system is likely to jump higher during the next legislative period. Even
though the contribution rate remains capped at a maximum of 20% until 2025
(double stop line), a rise in the current rate of 18.9% is likely to take place rather
sooner rather than later. That said, this would mean a jump in the contribution rate
of 1.4 percentage points after all. Given this dire outlook, policymakers will not get
along talking about how they want to finance all of these financial gaps. Ultimately,
the government must decide whether it will increase the tax burden (which will
raise employment costs further, reduce working incentives and weigh on potential
growth) or set clearer and more growth-friendly spending priorities.
Sebastian Becker, (+49) 69 910-21548
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German industry: Recovery is proving difficult
n

We expect manufacturing output to decline by an average 12% in real terms
in 2020. In 2021, growth of about 7% appears realistic. Manufacturing
employment is likely to decline by about 3% yoy in 2020 and stabilise or
decline marginally in 2021. Corporate productivity and average profitability
look set to suffer from short-term work arrangements. However, these
measures help to secure employment.

n

The automotive industry is the industrial sector that has slowed more
abruptly and quickly than all others during the corona crisis. In April 2020
alone, output (as measured by the production index) dropped 76% from its
already-low March level. We expect output in the auto sector (including
suppliers) to decline by 25% in real terms in 2020. This will be the third
decline in a row. Despite this huge economic setback, structural
developments (such as CO2 regulation) are likely to be a more important
challenge for the (German) auto industry.

Figure 34: Beyond the trough

Figure 35: Order intake has recovered of late
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Historic slump in output in Q2 2020
German manufacturing output dropped like a stone in Q2 2020; it was down by
more than 19% qoq. This was by far the biggest decline since German unification.
Remember that in Q1 2009, i.e. at the peak of the economic and financial crisis,
German industrial output shrank “only” just above 13% qoq. The reason behind the
historic slump in Q2 2020 was that companies from key industrial sectors
(voluntarily) shut down their factories due to the coronavirus pandemic. While the
public lockdown regulations did not extend to the industry, many companies
decided to cut back to protect their employees from infection and to keep goods
from piling up in their warehouses. Moreover, they implemented hygiene
regulations, and some used this time to realise restructuring measures. Above all,
auto industry and mechanical engineering companies reduced their output
considerably. Short-time work arrangements made it easier for managers to decide
on temporary lockdowns, as the government pays for a large chunk of the wage
costs.
April 2020 marked the trough of the “corona cycle”. In that month, domestic output
fell 21% mom. While output has steadily increased since and was more than 25%
above the April level in July, it is still considerably below the pre-crisis level. In July
2020, total output was still down 17% from its peak reached in May 2018. In
addition, the manufacturing sector was already in a recession even before the virus
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hit. In fact, industrial output has been shrinking since Q3 2018 (!), i.e. eight quarters
in a row now. This is the longest industrial recession since German unification. In
2019 as a whole, industrial output declined by 4.2% in real terms.

Figure 36: Sharp decline in business expectations due to
corona

Figure 37: Slight recovery in capacity utilisation in Q3
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Upswing in H2 and 2021, but setbacks along the way
Industrial output is likely to trend upwards during the remainder of H2 2020 and in
2021. However, we will probably see some setbacks in month-to-month figures, as
many important export markets will remain in their pandemic-related crisis mode
for months to come. This will dampen both investment and consumption activity.
Indeed, we will probably see a decline in industrial output in August compared to
July, as car production (in unit terms) was down by more than 38% month-onmonth.
Encouragingly, however, overall order intake in manufacturing was up by more than
46% in July compared to the trough in April; this means that orders have risen more
strongly than output. Moreover, important leading indicators point to a pick-up in
industrial activity. Business expectations in the manufacturing sector rose for the
fourth time in a row and are back in positive territory. Still, some caution is
warranted when interpreting these data; after all, it is no surprise that a larger
number of companies become more optimistic about the future when a temporary
shutdown of their facilities is in the past. Moreover, participants in the survey are
mostly sceptical about the current situation. Nevertheless, the industrial sector
looks to have passed the trough. Capacity utilisation figures also point in this
direction. While capacity utilisation rose again at the beginning of Q3, it is still
considerably below the long-term average. And finally, it is a good sign that the
number of short-term workers in the industry is declining (slowly but) steadily.
Overall, we expect manufacturing output to decline by an average of 12% in real
terms in 2020. In 2021, growth of about 7% appears realistic. Manufacturing
employment is likely to decline by about 3% yoy in 2020 and stabilise or decline
marginally in 2021.
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Figure 38: Negative employment expectations in the
German manufacturing sector

Figure 39: Output still significantly below pre-crisis level
despite recent recovery
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Corporate productivity and average profitability look set to suffer from short-term
work arrangements. However, these measures help to secure employment. In the
aftermath of the economic and financial crisis, short-term work already enabled
companies to hold on to their regular staff and rely on them during the subsequent
upswing. Nevertheless, the extension of short-term work arrangements until end2021 and of the insolvency moratorium until the end of 2020 increases the risk of
“zombie” companies, which are artificially kept alive and would not be competitive
without government support. Healthy companies will suffer from this, too.

Auto industry: Structural challenges more serious than demand shock
from corona crisis
The automotive industry is the industrial sector that has slowed more abruptly and
quickly than all others during the corona crisis. In April 2020 alone, output (as
measured by the production index) dropped 76% from its already-low March level.
Almost all car producers and many suppliers stopped all or most of their production
lines in that month. While production in the sector has recovered, it is still far below
its normal level. In unit terms, output dropped again considerably in August, not
least because a larger share of holiday closedowns took place in that month than
in 2019.
During the coming months, car demand is likely to rise again in important markets,
if from a low level. One reason is pent-up demand as in many countries people were
simply unable to buy cars during the lockdown in spring 2020. In China, for
example, car sales have been exceeding their pre-year levels since May. Europe and
the US are still lagging in that respect. Cars produced in German car factories mainly
serve to meet European demand, whereas the Chinese and the US markets are
supplied to a (considerably) larger extent by local factories.
To some extent, pent-up demand will be offset by the crisis-related increase in
unemployment and lower household income expectations in all sales markets.
Many corporate clients will be cautious about large investments, too. On average,
global car demand is likely to drop by a two-digit rate in 2020. However, it looks set
to recover palpably in 2021 and thus stimulate domestic car production.

Deutsche Bank AG/London

Page 25

24 September 2020
Focus Germany

Figure 40: Chinese car market turned to positive growth
rates again
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Overall, we expect output in the auto sector (including suppliers) to decline by 25%
in real terms in 2020. This will be the third decline in a row (after -1.7% in 2018 and
-11.3% in 2019) and the strongest since German unification. In 2021, a significant
upswing is likely. Output may increase by about 30% yoy on average, not least due
to a huge statistical overhang; in fact, such an outcome would not even require
considerable momentum during 2021. But even if this growth rate materialises, car
output would still be down by more than 10% compared to 2017.
Over the last few years, the auto industry has already gone through several phases
of weakness on the demand side. Nevertheless, a simultaneous drop in demand in
all key markets, as during the pandemic, is an exceptional event, which leads to
painful losses and makes capacity adjustments necessary. Global demand for cars
looks set to pick up again sooner or later and rise in the long run, as many
households in emerging markets do not yet own a car. Thus, several structural
developments are likely to be a more important challenge for the (German) auto
industry. Take, for example, strict CO2 emission limits in the EU. If the car industry
wants to comply with the limits to avoid to avoid fines, it will need to put more
electric vehicles on the road. Electric cars are treated as zero-emission vehicles by
the regulation (even though that is obviously not the case in real life). At the same
time, there is, as of yet, no market in which demand for electric cars is steadily rising
without large-scale subsidies. For several reasons, most customers are not yet
convinced of electric mobility. With governments intervening heavily in propulsion
technology, the auto industry as a whole needs to make considerable investments
in a market segment that is still very small. According to press reports, the EC is even
considering a ban on combustion engines (without a concrete date being
mentioned yet). It is not yet clear whether and at what point in time a sufficient
number of customers will be willing to buy unsubsidised electric cars, a crucial
determinant for capacity adjustments in German car factories. For cost reasons,
German production sites might lose out in the long run. Looking at battery
production, for example, Asian sites have significant advantages over their
European peers.
International trade policy results in other structural challenges for the auto sector.
The US threat of levying customs on car imports from the EU is not off the table. In
addition, negotiations between the EU and the UK about an after-Brexit trade
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agreement are turning out to be quite difficult. As the EU and the UK are closely
linked (and not just in the car industry), a failure of these negotiations will give rise
to enormous risks. Trade relations to other countries will have an impact on
carmakers’ decisions about factory locations.
Overall, we believe that German carmakers are better prepared for dealing with the
structural challenges than Germany as a car production location. While production
facilities in Germany may remain under pressure in the long run, domestic research
and development activities should continue to play a major role in the coming years.
Ultimately, however, it seems doubtful whether the car industry can maintain its
role as a long-term industrial pillar of growth in Germany.

Mechanical and electrical engineering: Diverging developments in the
crisis, stimulus from rising demand for capital goods
At the peak of the corona crisis in March and April, output was reduced
considerably more strongly in mechanical engineering than in electrical
engineering. Production even remained quite stable in some subsectors of
electrical engineering, such as medical technology. In addition, electrical
engineering got off to a good start into 2020 (before the pandemic), whereas
mechanical engineering output tended to move sideways at the beginning of the
year. These developments will feed through to the results for the year as a whole.
We expect mechanical engineering output to decline by 13% in real terms this year
(2019: -3.1%). This forecast is less pessimistic than that of the Mechanical
Engineering Industry Association (VDMA), which recently predicted a decline of
17%. Domestic electrical engineering output looks set to decline by c. 8% (2019:
-2.4%).
Business expectations in both sectors have recently improved again. In addition,
order intake rose from its trough in spring, even though it is still below the pre-crisis
level. Both mechanical and electrical engineering should benefit from stronger
demand for capital goods at both the domestic and the international level. In 2021,
we expect output to rise by 7% in mechanical and by c. 3% in electrical engineering.
The firm euro may cause German companies to lose orders to foreign competitors.
However, German producers’ ability to provide tailor-made mechanical and
electrical equipment will protect them to some extent against an exchange rate
appreciation.

Metals industry suffering from weakness in customer industries
With production in key customer industries declining, it is no surprise that the
metals industry is in for major output losses in 2020, too. The sector as a whole looks
set to experience an output decline of 16% in real terms (2019: -4.3). Losses will
probably be similar in both subsectors: metals production and metal product
manufacturing. In 2021, growth of 5% appears possible. From a structural vantage
point, the outlook for metals production seems more clouded than for metal
product manufacturing. Metal production is suffering from global overcapacities
and uncertainties about climate and energy policy in Germany and the EU. The
sector’s capital stock in Germany has been declining for years. Metal product
manufacturers are less dependent on energy policy, as their production is
considerably less energy-intensive than metal production. Instead, their output
depends on the extent to which customers from the capital goods industry keep
producing in Germany.
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Figure 42: Divergent development

Figure 43: Real net fixed assets decline in energy-intensive
sectors
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Chemical industry with moderate losses
Many chemical producers are currently working round the clock. This applies
particularly to large facilities in the basic chemicals sector. Production interruptions
in such factories are usually planned far in advance, and interruptions at short
notice are avoided, if at all possible, because it is very expensive to stop production
quickly and resume it later. That is why the sector suffered relatively moderate
losses during the peak of the crisis, at least compared to other industrial sectors.
Indeed, output in the chemical industry was down “only” 11% qoq in Q2 from the
high level of Q1.
In 2020 as a whole, chemicals output in Germany is likely to decline by 4% in real
terms. However, it should rise only 1% in 2021, according to our forecast. Overall,
the chemical industry in Germany looks set to remain structurally weak in the
coming years, which means that domestic production is likely to trend downwards
or stagnate at best. Similar to the metals sector, the capital stock in the chemical
industry has been deteriorating for years. The reasons are the same as well.
Uncertainties about long-term climate and energy policy decisions make
management reluctant to invest, particularly since the plants are meant to be used
for decades.

Pharmaceuticals output even slightly up in 2020
While most industrial sectors considerably reduced production in March and April
2020, the pharmaceuticals sector did quite well. Output rose by more than 2% qoq
in Q1 2020 and declined only marginally in Q2. While there is no standard drug
against COVID-19 yet, some consumers probably restocked their medicine chests
during the lockdown as a precaution. Foreign demand for German pharmaceutical
products also increased during the crisis; in H1 2020, German pharmaceutical
exports were up 10% yoy in nominal terms. We expect pharmaceutical production
to rise further during the remainder of 2020 and in 2021. Overall, we believe output
is likely to increase 1% in 2020 and 5% in 2021, respectively (both in real terms). In
terms of domestic production, the pharmaceutical sector remains the most
dynamic industrial sector in Germany in the long run. In addition, it has large R&D
expenses at home.
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Food industry remains a haven of stability
The food industry is usually unaffected by cyclical effects. Major output volatility is
rare. Nevertheless, the corona crisis has had an impact on the sector, which is
characterised by a large number of medium-sized companies. Output fell unusually
strongly in April and May 2020. It seems that some food companies reduced output
to implement new hygiene standards at their facilities and/or protect their
employees from infection at the peak of the crisis. There was no specific severe
decrease in production in the meat processing industry, where several local
outbreaks have occurred during the corona crisis. Meanwhile, output in the food
industry has recovered, so that losses look set to be moderate in the year as a whole.
We forecast a loss of 3% for 2020 and an increase of 2% for 2021. The market power
of food retailers and their ability to exercise price pressure remain the sector’s
biggest challenges. What is encouraging is that the food sector is increasingly
entering foreign markets. In 2019, the sector's export ratio was already above 24%
(up from 18% in 2005).
Eric Heymann, (+49) 69 910-31730
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The race for CDU leadership and federal election prospects
n

Municipal elections in North Rhine-Westphalia (NRW) yielded a positive
result for the CDU and thus strengthened Armin Laschet, sitting PM of
NRW, as one of the three contenders in the CDU leadership race.

n

The open question of who will become CDU chairperson and chancellor
candidate is weighing on Merkel’s party with the unclear role of the
Bavarian PM Söder further complicating the power play.

n

The SPD’s weak election results in its former stronghold NRW present a
setback for FM and chancellor candidate Scholz, possibly related to strong
criticism over his role in Wirecard and cum-ex scandals.

While municipal elections usually are dominated by local issues, the most recent
one in Germany’s most populous state NRW was the first ballot after the corona
crisis and matters in at least three ways for overall political trends.

Figure 44: Rating of potential CDU/
CSU chancellor candidates
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First, the CDU was the winner – albeit losing 1.3 ppt compared to the last elections
– which Armin Laschet, sitting PM of NRW and one of three contenders in the race
for CDU leadership, interpreted as a welcome tailwind for his candidacy. While
Laschet (and his running mate Spahn) had to prove himself in (regional) corona
crisis management, Merz and Röttgen kept a low profile and have only recently
stepped up their campaigning. So far (the latest surveys were conducted before the
NRW election), Laschet trails behind Merz for the CDU chair and – incl. Bavarian MP
Söder – as potential chancellor candidate (see figure). However, public opinion
might not be the best indication for judging the election probabilities for the next
CDU chair given the specific party-internal election process. At the party
convention on Dec 4, the 1,001 delegates will be called to decide on the new leader
in a secret ballot. These delegates are usually party rank and file, balanced
according to regional and social representation and based primarily on party
membership numbers – with Laschet’s regional NRW association being the largest.
Our base case remains that Laschet will win the CDU leadership race and will
eventually be picked as the chancellor candidate (for a more detailed discussion see
Focus Germany, August 10). Still, given the secret ballot and the uncertainty around
the post-corona situation of the German economy, Merz appears to retain a realistic
chance.
Second, for the SPD the loss of votes in NRW is a blow to its hopes for recovery
following the nomination of FM Scholz as chancellor candidate. While there had
been a small upward movement in federal polls recently, the surprisingly smooth
nomination of Scholz as the SPD’s chancellor candidate has not provided the party
with a discernable boost. Doubts in the public remain that in the end the
programmatic positions of the SPD and its candidate do not overlap sufficiently.
According to a survey by Allensbach, 48% of the public have doubts that Scholz can
really count on the backing of his party – and even every third SPD supporter shares
this view. The current polls do not suggest a realistic chance for the SPD to govern
in a leftish coalition with the Green and the Left. Thus, the only arithmetically
possible option for the SPD remains another grand coalition, which has been ruled
out explicitly by its party leaders and implicitly by FM Scholz.
Finally, the Green party’s robust performance in NRW – they were the clear winner
based on gains with respect to the last local elections in NRW – together with the
good scoring of the CDU in NRW corroborates the overall political pattern of a
conservative-green majority in Germany. Current polls (see figure) see a 50%+
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Figure 45: A coalition of CDU/CSU
and Greens is currently most
supported
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Figure 46: Major political parties'
popularity & result of the last federal
election
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likelihood for the CDU/CSU and the Green party – and such a coalition government
is the favorite of the German electorate, too (ZDF Politbarometer). With the CDU
turning more moderate under Merkel, e.g. on refugee policy, and putting climate
change at the top of their political agenda, the two parties might have more in
common than perceived earlier. Also, it serves as a reminder that in 2017 the
coalition talks between CDU/CSU, Greens and Liberals were spoiled by the FDP at
an advanced stage. Based on current sentiment, a conservative-green coalition
seems the most likely outcome of the federal elections in 2021.
Barbara Böttcher, (+49) 69 910-31787
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Deutsche Bank German Macro Surprise Index
The DB German Macro Surprise Index compares published economic data with
market forecasts and thus provides clues as to the direction of future forecast
revisions.
Figure 47: DB Macro Surprise Index
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Germany: Data calendar
DB forecast

Last value
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*An earlier data release may be possible due to the Federal Statistical Office.
Source : Deutsche Bank Research, Federal Statistical Office, Federal Employment Agency, ifo, IHS Markit
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Financial Forecasts
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Germany – Data monitor

Business surveys and output
Aggregate
Ifo business climate
Ifo business expectations
Industry
Ifo manufacturing
Headline IP (% pop)
Orders (% pop)
Capacity Utilisation
Construction
Output (% pop)
Orders (% pop)
Ifo construction
Consumer demand
EC consumer survey
Retail sales (% pop)
New car reg. (% yoy)
Foreign sector
Foreign orders (% pop)
Exports (% pop)
Imports (% pop)
Net trade (sa EUR bn)
Labour market
Unemployment rate (%)
Change in unemployment (k)
Employment (% yoy)
Ifo employment barometer
Prices, wages and costs
Prices
Harmonised CPI (% yoy)
Core HICP (% yoy)
Harmonised PPI (% yoy)
Commodities, ex. Energy (% yoy)
Crude oil, Brent (USD/bbl)
Inflation expectations
EC household survey
EC industrial survey
Unit labour cost (% yoy)
Unit labour cost
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Hourly labour costs
Money (% yoy)
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M3 trend (3m cma)
Credit - private
Credit - public
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2019
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91.1
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0.4
0.3
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Jul
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80.1
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79.8

74.4
69.7

79.7
80.6

86.3
91.6

90.4
96.7

92.6
97.5

90.0
-1.9
-2.5
82.9

77.5
-19.2
-22.6
71.4

84.9
-11.0
-15.0

72.8
-21.2
-26.1

76.7
10.0
10.4

82.9
11.1
28.8

87.9
2.8
2.8
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0.8
7.2
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4.6
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-2.0
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-0.7
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1.1
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-0.5
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0.6
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0.2
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-4.6
1.0
-20.3

-14.0
0.1
-47.4

-7.6
-2.2
-37.7
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-61.1

-14.8
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-1.9
-32.3
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-0.1
0.6
-0.6
57.7

-1.1
0.6
0.7
57.7
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-3.5
-2.3
52.3

-28.6
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25.1

-15.9
-11.8
-5.3
12.6

-28.9
-23.9
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3.1

8.7
9.0
3.4
7.5

23.6
14.9
7.0
14.5

14.4
4.7
1.1
18.0

5.0
22.7
0.8
98.9

5.0
-7.3
0.6
98.9

5.0
-11.0
0.3
96.9

6.2
549.7
-1.1
89.1

5.0
0.0
0.0
93.4

5.8
372.0
-0.9
86.4

6.3
237.0
-1.3
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-1.3
92.4
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-17.0
-1.2
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1.0
0.9
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1.5

1.5
1.3

0.7
1.1

1.3
1.3

0.8
1.0

0.5
1.1

0.8
1.1

0.0
0.7

-0.1
0.6

6.3
62.1

5.3
62.5

2.1
50.7

-5.5
33.1

-2.5
33.9

-7.3
26.9

-4.8
32.6

-4.2
40.5

-5.7
43.2

6.7
45.0

33.7
2.2

31.6
2.7

34.3
2.2

38.9
-4.9

33.3
0.0

42.3
-4.6

44.0
-6.0

30.4
-4.0

24.2
-0.5

26.6
-0.4

2.7
3.4
2.7

2.9
2.5
3.4

4.6
2.3
4.7

8.4
-2.7
6.8

5.1

4.6

6.7

6.9

6.7

6.3

7.2

6.9

7.1

4.5
3.1

4.9
-5.9

5.3
5.0

4.7
3.1

5.3
5.0

5.3
2.5

5.4
-0.4

4.7
3.1

0.0
5.8

74.4

-20.0

6.4
-9.0

% pop = % change this period over previous period.
Source : Deutsche Bundesbank, European Commission, Eurostat, Federal Employment Agency, German Federal
Statistical Office, HWWI, ifo, IHS Markit
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