
Economic Research:

Rising Domestic Demand And Net
Exports Underpin German Growth

EMEA Chief Economist:

Jean-Michel Six, Paris (33) 1-4420-6705; jean-michel.six@standardandpoors.com

Secondary Contact:

Sophie Tahiri, Paris 33 1 44 20 67 88; sophie.tahiri@standardandpoors.com

Table Of Contents

Consumer Demand Continues To Strengthen

The New Minimum Wage Should Not Meaningfully Cut Competitiveness

Residential Construction Will Boost Domestic Demand

Investment In Machinery And Equipment Will Pick Up More Gradually

Net Exports Are In Positive Territory Again

What Matters Is Where The Surpluses Are Invested

Can Immigration Solve Germany's Demographic Challenge?

Related Research

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT FEBRUARY 20, 2014   1

1261526 | 301859358



Economic Research:

Rising Domestic Demand And Net Exports
Underpin German Growth

The German economy is on track to deliver the fastest growth in the eurozone again this year and next. GDP growth

stabilized at near 0.4% per quarter in the second half of 2013 and we expect that it will keep cruising at that same

altitude this year. This should lead to an annual expansion of GDP of 1.8% this year and 2% in 2015. Yet, what will

differentiate 2014-2015 from the recent past is that overall growth will be more balanced, with both domestic demand

and net exports contributing positively to the overall revival (see chart 1).

Overview

• Rising domestic demand, as well as strong exports, will contribute to a more balanced overall growth of the

German economy over the next two years.

• We forecast that German GDP will expand by 1.8% this year and 2.0% in 2015.

• Exports will rise by about 5.5% this year and 6.0% in 2015, leading to continued strong current account

surpluses.

• We believe Germany may increasingly reinvest trade surpluses in domestic infrastructure rather than foreign

investments, thereby further boosting domestic demand.

• A surge in immigration, leading to a demographic revival, will also buoy demand at home.
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Chart 1

Consumer Demand Continues To Strengthen

German consumers' confidence has been steadily improving over the past 12 months and looks set to continue rising,

reflecting the uptrend in employment. Although real incomes only grew by about 0.5% last year, private consumption

rose about 1%, owing to a drop in the savings ratio, which hit its lowest level since 2002.

Income prospects for 2014 look brighter. The total number of hours worked in the economy regained its pre 2009

crisis level at the end of last year. Meanwhile, employment should continue to rise this year and next, lowering the

jobless rate to 5.0% by the end of next year, according to the International Labor Organization definition. This

compares with 12% for the eurozone (European Economic and Monetary Union) as a whole. Growth in negotiated

wages has picked up to about 3%, which leads us to forecast that total wages and salaries will expand by 3.1% in

nominal terms this year and 4% in 2015. Real incomes should expand by 1.2% in 2014 and 1.5% in 2015. This is

noteworthy because only twice between 2002 and 2013 has annual real income growth exceeded 1%--in 2006 and in

2011. In the short term, German households could delay this uptick in consumption if they push up their savings rate.

But the still very low interest rates provide no incentive to save significantly more.
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Overall, we anticipate that consumption will increase by 1.3% in 2014 and 1.7% the following year (see chart 2). This

may not sound like much. But bear in mind that between 2000 and 2012 consumption growth in Germany averaged

just 0.7% per year--less than half that of France over the same period. Germany's private consumption revival may

therefore be in part a catch-up process after years of weakness. But we believe it's also associated with a demographic

revival due to a surge in immigration.

Chart 2

The New Minimum Wage Should Not Meaningfully Cut Competitiveness

Germany's introduction of a minimum wage rate from 2015 has raised heated public debate. The platform adopted by

the new ruling coalition in December includes the introduction of a minimum wage rate of €8.50 per hour. This will be

brought in gradually by allowing pre-existing collective wage agreements below this threshold to be phased out on

their own terms over the next two years. Two aspects of this new measure are significant, in our view. First, this

minimum wage is likely to benefit a rather substantial share of the population--about 17% of German wage earners

make less than €8.50 at present, mainly in services agriculture, and retail. Once the minimum wage is fully

implemented, their earnings will rise by about 30%. The export sector should be able to cope with a minimum wage

rather well because its workers are generally paid above this threshold. Small and midsize companies appear more
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vulnerable. This leads to the second observation: €8.50 an hour represents 58% of the full-time median wage, which is

relatively high by international standards. The EU average is 48.3% (21 EU countries have a minimum wage), while the

highest is in France (60%).

We think the minimum wage is likely to produce two opposing effects: on one hand, it could boost consumer demand

as real incomes for 17% of the workforce surge meaningfully. On the other hand, it could negatively affect employment

prospects for unskilled workers. In particular, it is likely to speed up the substitution of capital for labor and the

offshoring of labor-intensive processes. The question, however, is what will be the net effect between these two

opposing forces?

Using Oxford Economics' macroeconomic model as a tool, we have attempted to estimate the combined impact of the

minimum wage rate on the German economy. Our results suggest that there should be an additional boost in private

consumption of about 0.3% in 2015. But, unemployment will likely be negatively affected. By the middle of 2016, the

number of unemployed rises by 190,000 compared to pre-minimum wage projections, equivalent to about a 0.6-point

increase in the unemployment rate. Our estimate is lower than some others published at the end of last year in

Germany, which projected that unemployment would increase by as much as 450,000. Admittedly, the impact is

difficult to pinpoint precisely because Germany has not previously had a minimum wage. Nor does experience in other

European countries provide a clear comparison. The U.K., for instance, introduced a minimum wage in April 1999. In

retrospect, it didn't seem to have much of an impact on unemployment, but it is still well below the €8.50 that

Germany is about to implement. The U.K. minimum wage represents at present 47% of the full-time median wage.

Overall, our assessment is that the new minimum wage will likely have a not insignificant impact on the low-skilled

segment of Germany's labor market. However, it should not cause a meaningful deterioration in the economy's overall

competitiveness.

Residential Construction Will Boost Domestic Demand

We expect residential investment to be a strong contributor to domestic demand growth this year and next. It

experienced a long period of softness between 1995 and 2010, with the exception of 2006 when the looming expiry of

a housing subsidy and the prospect of a VAT hike provided a temporary boost. Over the past few years, however,

residential investment has been gradually recovering. Very low financing costs, a strong labor market, buoyant income

prospects, and a rise in immigration flows are all contributing to this recovery. The latest data released for construction

permits illustrate this upward trend--they were up 9.5% in October from a year earlier (see chart 3).
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Chart 3

Investment In Machinery And Equipment Will Pick Up More Gradually

The prospects for business investment appear slightly more uncertain, in our view. Capital expenditures staged a

strong recovery immediately after the 2009 recession, but the revival turned out to be short-lived as the eurozone fell

into a second downturn in 2011. As of the second quarter of 2013, business investment was still 12% below the

end-2007 level in real terms.

Most recently, soft and hard data have consistently pointed to a pick-up in investment in machinery and equipment

(see chart 4). The January IFO business climate survey revealed continued improvement in overall sentiment, with the

index back to its July 2011 level. Meanwhile, industrial production has risen steadily to 4.7% year on year in November

2013. Capacity utilization is also on the rise. Those factors, combined with still very low financing costs are likely to

boost investment this year and next. But the surge might not be as strong as in previous cycles. The weak recovery in

the rest of the eurozone, and uncertainties surrounding the prospects for emerging markets could dampen business

confidence and somewhat cap the increase in investment in machinery and equipment.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT FEBRUARY 20, 2014   6

1261526 | 301859358

Economic Research: Rising Domestic Demand And Net Exports Underpin German Growth



Chart 4

Net Exports Are In Positive Territory Again

The other side of Germany's rebalancing act is the surge in the contribution of foreign trade to overall GDP growth. As

world trade continues to recover, growing by between 4% and 5% in our forecast this year, German exports are also

likely to expand more strongly. We anticipate Germany's export of goods and services will rise by about 5.5% this year

and 6.0% in 2015. This surge will not, however, translate into an equivalent surge in net exports (exports minus

imports). This is a characteristic of German foreign trade that is often overlooked: There is a very strong correlation

between Germany's exports and its imports. Historical trends reveal that between the late 1990s and today German

exports of goods rose from 24% to 44% of GDP. By comparison, French exports have remained virtually unchanged, at

around 23% of GDP over this period. But the share of German imports has risen at the same pace of its exports, from

22% of GDP in the 1990s to 36% of GDP today. France's net import ratio, by comparison, has remained almost

unchanged, going from 21% to 25%. In other words, Germany's stronger exports generate a stronger demand for

imports of foreign products. Yet, Germany's trade surplus has nevertheless been steadily increasing because the terms

of trade have been trending favorably. Germany imports a large proportion of intermediate goods that are eventually

re-exported with a higher added value. German manufacturers have been able to take advantage of offshoring
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opportunities in lower-cost countries, such as those in the Commonwealth of Independent States or Asia, to produce

parts and components that are then assembled at home. This is the essence of Germany's overall competitiveness: the

ability to sell to the rest of the world products that are more expensive than those it buys from the rest of the world.

That said, the persistence of strong trade surpluses is unlikely to increase Germany's popularity among its neighbors

and international institutions.

What Matters Is Where The Surpluses Are Invested

Germany's current account will likely post another strong surplus this year. It has attracted a lot of attention recently

that the country's current account surplus, at 7% of GDP in 2013, is in nominal terms the largest in the world, well

ahead of China or of the biggest oil-exporting countries such as Saudi Arabia. The U.S. Treasury, in a report published

on Oct. 31, 2013, blamed part of the eurozone's problems on Germany, explaining that the combination of strong

exports and weak domestic demand made the recovery in the rest of the single currency union even more difficult to

achieve. Since then, the European Commission said it would "investigate" the German current account surplus. This

smacks of the star pupil getting into trouble in the school playground from envious fellow students. Such criticism

misses some important points. First, as we have just noted, there is a strong correlation between Germany's export

performance and its demand for foreign products. Second, and perhaps more fundamentally, because Germany has an

aging population it needs to accumulate more savings than would otherwise be the case. The cohort of people aged 60

and above will represent 78% of the cohort of people aged between 20 and 60 by 2030, compared with 60% in the rest

of the eurozone and 55% in the U.K. As more people approach retirement age, the issue for Germany as a whole is to

accumulate enough wealth to cover the costs related to pensions. The country's been achieving this through robust

growth in its GDP per capita. Between 2001 and 2013, GDP per capita in real terms rose by 16%, compared with 5%

for the eurozone as a whole, and 12% for the U.S. In nominal terms, using purchasing power parity dollars, Germany's

GDP per capita rose by 44%, versus 41% for the eurozone as a whole and 58% for the U.S. These calculations throw a

different light on Germany's growth performance compared with its peers among most developed economies.

The point is what happens to the big surpluses generated through foreign trade. Over time, Germany's made the

choice to accumulate significant external financial assets--that is, to invest its surplus abroad. This is reflected by its

overall net international investment position (IIP; the difference between its external financial assets and its liabilities),

which averaged over 40% of its GDP last year (see chart 5).
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Chart 5

Other countries with large IIPs include Japan (56%) and The Netherlands (51%). By contrast, the eurozone as a whole

has net external debt (liabilities exceed assets) of 12% of its GDP, and so do the U.S. (-17%) and the U.K. (-9%).

Retrospectively, it appears that the choice to favor investments outside Germany was not entirely efficient. Assets held

by monetary and financial institutions experienced a significant decline after 2007 (see chart 6), reflecting the

downturn in the U.S. and on the periphery of the eurozone's housing markets.
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Chart 6

Looking forward, some of the markets in Europe where those investments were concentrated are not likely to show

the same desire to absorb a significant proportion of Germany's excess savings. Indeed Spain, Portugal, or Italy have

markedly reduced their current account deficits as part of the overall rebalancing of their growth model (for further

details see: "The Eurozone's Long, Unwinding Road," published on RatingsDirect on Dec. 3, 2013). This is why some

have started to advocate that in the future the country should allocate a larger part of its excess savings to domestic

investment projects. For instance, DIW, one of Germany's largest economic institutes, published a report in June last

year claiming that investments in domestic infrastructures had been grossly neglected in the past 10 years. It estimated

that Germany should invest about €75 billion annually (3% of GDP) to revamp the country's infrastructures.

Germany's economic environment is changing. The rest of Europe is reducing its dependency on foreign funding.

Investment opportunities outside Germany will therefore diminish--not entirely a bad thing in view of past

performance. There is no reason to believe that Germany's trade surplus will meaningfully diminish in the near future,

since the country's export sector remains very competitive. Still, we can envisage that a shift will progressively take

place, whereby more of the surplus thus generated will be reinvested in the country itself, thereby boosting domestic

demand.
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Can Immigration Solve Germany's Demographic Challenge?

Germany faces a significant demographic challenge. Its population is aging and the birth "deficit" implies that it could

also be declining rapidly (see chart 7). However, the country has been increasingly relying on immigration to offset

these trends (see chart 8).

Chart 7
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Chart 8

In themselves, these net migration flows do not set Germany meaningfully apart from its neighbors. In absolute terms,

Germany's net migration rate in 2012 was 0.8 per 1,000 inhabitants, which is still below France's 1.1 per 1,000, for

instance. More striking, however, is that since 2009 an increasing proportion (80% in 2012) of immigrants to Germany

has originated from the rest of the EU (see chart 9).
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Chart 9

Between 2011 and 2012, the inflow of migrants from Italy has surged by 37%, those from Spain by 34%, and from

Greece 41%. In absolute terms, the numbers remain rather modest, but they include a majority of skilled workers who

find it relatively easy to find a job despite the initial language barrier. The German authorities have created specific

programs to ease their integration process.

The surge in net migration flows from the rest of the EU to Germany could still prove to be a temporary phenomenon,

lasting as long as important differences remain across European labor markets. But if it turns out to be more lasting, it

could also imply protracted changes in Germany's demographic dynamics and, in turn, in its domestic demand

prospects.
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