
A boost for the German economy from fellow

euro countries?

The other eurozone countries combined are much more important as export markets for
German companies than the US or China, and thus have a noticeable impact on the German
economy. Their economies will also increasingly benefit from the looser monetary policy.
However, fiscal policy is likely to act as a brake here, and the boost from the substantial inflows
from the EU's recovery fund is likely to weaken. Also, their economies are suffering from higher
US tariffs. Overall, therefore, the eurozone economy excluding Germany is likely to grow
somewhat more slowly next year than in previous quarters, thus providing no additional impetus
to the German economy.
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Eurozone much more important as export market than US and China
Is the German economy picking up steam? This will also depend on the demand from abroad. While the US and China truly play a significant role in
the discussion about the growth prospects of the German economy, developments in other eurozone countries, however, are largely ignored. Yet, these
countries combined are more than twice as important as the US plus China as export markets (title chart).

Ups and downs in growth rates largely parallel, ...
This inattention in the current discussion can probably be explained by the fact that the German economy and the other countries in the monetary union
are developing in roughly parallel (Chart 1). This is hardly surprising, as many of the factors driving the economy are similar for all of them: monetary
policy, movements in euro exchange rates, and economic developments outside the euro area.

Chart 1 - The Euro area economy has grown stronger than the German economy
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... but significant differences in growth recently
However, this does not rule out the possibility of significant differences in growth rates. For example, the German economy grew significantly more
slowly than the economy of the other eurozone countries at the start of monetary union, only to outshine them during the sovereign debt crisis. In recent
years, the German economy has once again clearly grown below-average, although the general profile is similar to the average of the other eurozone
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countries: After a noticeable economic slowdown in 2022 and 2023, during which the average growth rate of the other eurozone countries did not slip
into negative territory, unlike in Germany, the year-on-year rate has improved at least somewhat over the last year and a half.

Monetary policy pushes...
But what happens next? Of the common factors, monetary policy points to slightly stronger growth. After all, the ECB lowered its key interest rates by a
total of 200 basis points between summer 2024 and mid-2025. The positive effect of these interest rate cuts may already have kicked in, but is likely to
intensify in the coming quarters. This in itself points to a further upturn in the economy.

... but foreign trade is likely to slow down...
At the same time, however, the outlook for exports is likely to deteriorate. Although the growth rate of trading partners outside the eurozone is unlikely
to change significantly, exports to the US will certainly suffer noticeably from the significantly higher US tariffs. This is unlikely to be offset by the
demand effect of Germany's more expansionary fiscal policy, especially as the recent strengthening of the euro, which is likely to continue in the coming
months, particularly against the US dollar, will reduce the price competitiveness of European products on the world market.

It is also questionable to what extent the strong rise in service exports will continue (Chart 2). This was also driven by a significant increase in IT
services from Ireland, technical services from the Netherlands, and other professional business services from France and other countries. However,
booming tourism, particularly in Italy and Spain, has certainly made a considerable contribution, and capacity is likely to be largely exhausted here
soon.

Chart 2 - Booming exports of services, sluggish goods exports
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... as well as fiscal policy
Unlike in Germany, fiscal policy is also likely to be a drag on the eurozone economy. In particular, the governments of the eurozone's largest countries
after Germany – France and Italy – need to consolidate their budgets in view of the significant increase in public debt in recent years. This is made
more difficult by the fact that interest payments on this public debt will rise significantly in the coming years, which governments will have to offset with
additional savings or tax increases (Chart 3).
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Chart 3 - Interest payments will rise significantly
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In addition, the EU's recovery fund (NGEU), from which southern European countries in particular have benefited greatly in recent years, will come to
an end at the end of 2026 (Chart 4). Since payments from this fund are only made once the supported investments have been implemented, the boost
to the economy from this source is likely to diminish in the course of next year.
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Chart 4 - Italy and Spain taking strong profit from NGEU
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No boost from other eurozone countries, ...
The bottom line is that the German economy is unlikely to receive any stronger boost from the rest of the eurozone than it has recently. In fact, unlike
in Germany, the economy there is likely to grow at a slightly slower pace in the coming year than in previous quarters. Although the positive effect of
the ECB's interest rate cuts will intensify, exports – especially to the US and of services – are likely to grow at a slower pace than recently. And unlike in
Germany, this will not be (over)compensated by a significantly more expansionary fiscal policy; instead, governments are likely to tighten the reins. As a
result, the eurozone economy excluding Germany is likely to grow more slowly in 2026 than this year (forecast: 1.1% after 1.7% in 2025).

... and higher growth in Germany is unlikely to be sustainable
According to official figures, the German economy will grow more strongly than the average for other eurozone countries next year, at 1.4%. However,
this should not be overestimated for two reasons: First, the annual growth rate reported by the Federal Statistical Office is not adjusted for the effects
of a changing number of working days, and next year more public holidays will fall on weekends, resulting in a higher number of days worked and thus
higher economic output. Adjusted for this effect, we forecast that German real GDP will grow by only 1.1% in the coming year, which would be the same
rate in the other eurozone countries. Second, the improved economic situation in Germany is likely to be based to a considerable extent on massive
increases in government spending, and the examples of other eurozone countries in particular suggest that such a policy is not sustainable and that the
stronger economic growth it generates will prove to be a flash in the pan without structural reforms.
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