
Germany – is this the turning point?

The slight increase in real GDP in the first quarter and the improved sentiment

among companies point to a recovery in the German economy, especially as the

burden from monetary policy and energy prices is easing. We have therefore raised

our growth forecast for Germany slightly this week. However, the weak trend of

orders in construction and industry to date and the poor mood among consumers

suggest that growth will not speed up until the middle of the year. In addition, the

momentum is likely to be restrained because monetary policy will only loosen slightly

and the numerous structural problems remain largely unresolved.

 Dr. Jörg Krämer
 

Dr. Ralph Solveen

Signs of hope: growth in Q1 ...
Since last fall, many institutions and economists have significantly lowered their economic forecasts for Germany. It is therefore

remarkable that the German government recently did not reduce its growth forecast for this year any further, but instead increased

it slightly from 0.2% to 0.3%. We also raised our forecast this week, which was justifiably well below the consensus forecast for most

of last year. We now expect the German economy to stagnate this year instead of shrinking by 0.3%. This upward revision was mainly

due to the fact that, contrary to original expectations of a renewed drop, the GDP increased slightly by 0.2% in the first quarter

compared to the fourth quarter of 2023. This has improved the starting point for our 2024 forecast.

... and better sentiment among companies
In addition, the Ifo business climate has risen three times in a row by now. As a consequence, the 6-month average has turned

upwards, which has usually been a reliable turning signal in the past. However, the mood has not only improved in Germany, but

also in many other countries. The combined PMI for the manufacturing and service sectors in the eurozone has risen four times in a

row and has clearly left the recession zone behind. The global purchasing managers' index for the manufacturing industry has also

recovered somewhat since the turn of the year.

This time probably not an "expectations bubble", ...
Skeptics will object that the improvement in the indicators merely reflects mostly positive expectations that are not yet substantiated

by an improved economic situation. They might fear an expectations bubble, as it was observed in the Ifo business climate in the

winter half-year 2022/23 (Chart 1). While companies revised their business expectations for the subsequent six months significantly

upwards at the time, they hardly improved their assessment of the current business situation. In fact, there was no upswing

afterwards, but the economic downturn continued.
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Chart 1 - Ifo: Firms gain hope
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This false signal in business expectations can be explained above all by the extensive decline of Russian gas supplies some time after

the start of the Russian war against the Ukraine. Fears of a gas shortage initially prevailed, causing business expectations to plummet.

As it slowly became clear in autumn of 2022 that an energy crisis could be avoided thanks to alternative gas supplies and savings,

sentiment recovered again. Therefore, the rise in business expectations in the winter half-year 2022/23 mainly reflected relief over the

avoidance of gas shortages and was not a signal of a cyclical upturn.

... but a recovery signal
This time, however, the recovery in sentiment indicators is likely to signal an economic recovery. This is because two negative factors

that previously caused the downturn have now become less significant:

• Key interest rates: The bulk of the ECB's interest rate hikes, which began in mid-2022, are more than a year past. Companies have

increasingly become accustomed to higher interest rates. This also applies to most Western countries, which explains the slight

recovery in the global PMI for manufacturing.

• Energy prices: The weighted energy prices of German companies were more than three times higher at its peak in autumn 2022

than at the beginning of 2021 amid fears of an energy crisis. It has since reversed around two thirds of the increase, which is mainly

due to the normalization of gas and electricity prices (Chart 2). As a result, production in the energy-intensive industrial sectors has

recently recovered somewhat, even if it is unlikely to return to its original level due to the relocation of production facilities.
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Chart 2 - Energy prices much lower, but still high

Energy prices: Average of producer prices for lignite, natural gas, heating oil and electricity weighted by the share of energy

consumption in industry in 2021; production of energy-intensive industrial sectors; monthly figures and 2015=100 in each case
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But the recovery is still a little way off ...
The easing pressure from these factors is therefore a good reason to expect the economy to pick up again in the medium term.

However, real GDP is unlikely to increase further in the second quarter, but only starting from the middle of the year. This is because

companies' order books do not yet appear to show any signs of an upturn in demand. In the Ifo survey, even more industrial

companies stated in April that they assess their order books as "too small". Negative assessments also clearly dominate in the

construction sector (Chart 3). Against this backdrop, the assessment of the situation by companies has not yet improved significantly.

In the industrial sector, the respective sub-component of the Ifo business climate was even worse than in the autumn of 2020, three

and a half years ago.
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Chart 3 - No turn-around in assessment of order backlog yet

Assessment of the order backlog in the Ifo survey, proportion of companies that describe it as "relatively large" minus the proportion

of companies that consider it "too small", in percentage points
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The hard figures available so far also suggest that real GDP will stagnate in the second quarter. The trend in incoming orders in the

industry has pointed downwards until recently, casting doubts over the sustainability of the fairly strong increase in production in the

first two months of this year.

The same applies to construction. Incoming orders appear to have stabilized at a low level. However, activity in building construction

has not yet adjusted to the previous slump in orders, meaning that a decline can be expected here for some time to come. The strong

increase in production in February is likely to merely reflect the unusually mild weather and will therefore be corrected again in March

(see also data preview).

Caution is also still warranted with regard to consumption. It is true that the purchasing power of many private households is

increasing again following the stronger rise in wages and lower inflation. Nevertheless, private consumption fell in the first quarter.

Private households are evidently still very unsettled by the recent surge in consumer prices. The GfK consumer climate index remains

at a disastrously low level and has not yet signaled a turnaround, even though it has risen slightly in the last three months.

The current combination of more positive sentiment indicators and rather weak "hard" figures are not unusual for a turning point and

they are not an argument against a recovery in the course of this year. However, they do suggest that the recovery will take a few

more months and that the German economy will probably stagnate at best in the second quarter before a recovery sets in during the

second half of the year.

... and is unlikely to be particularly dynamic
A number of factors suggest that this recovery is unlikely to be particularly dynamic. Unlike many upward movements in the past,

it will hardly receive any tailwind from monetary policy. It is true that the ECB is likely to cut its key interest rates starting in June.

However, given that the core inflation rate will probably remain stubbornly above its inflation target, this is unlikely to be the start of a

full-blown cycle of interest rate cuts. Instead, the cuts only represent a correction of the current rather high level of key interest rates

by around 100 basis points in total. As a result, there is unlikely to be any noticeable revival in demand in the construction sector.

Another argument for only a moderate recovery are the numerous structural weaknesses in the German economy, which are

significantly impairing its competitiveness. A prominent example of this are the still high energy prices despite the decline in recent

months, which is why many energy-intensive industries are more likely to invest outside Germany. In addition, there are other well-
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known weaknesses such as high taxes on profits compared to many other countries, extensive and complicated regulation and high

wage costs compared to other countries.

The consequences for the eurozone and the ECB
Following a probable stagnation in the second quarter, the German economy should recover somewhat from the middle of the year

onwards. This picture also applies in principle to the eurozone, although growth there is always slightly higher due to Germany's

structural problems.

The moderate recovery of the economy is making it easier for companies to pass on higher wage costs to consumers. This

effect increases inflation risks and supports our forecast that core inflation will settle at 3% rather than 2% at the end of the year.

Nevertheless, the ECB is likely to cut its key interest rates at the beginning of June, as it has in fact already announced this move. We

expect three further rate cuts of 25 basis points each between now and the beginning of 2025, as some time will pass before the ECB

realizes that the inflation problem has not yet been solved.
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