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Germany’s assumption of the European Union presidency comes at a pivotal 
moment for bloc’s largest member as the region tackles recovery from the 
economic and social damage of Covid-19. Its motto for the presidency, 
“Together for Europe’s recovery”, signals not only the scale of ambition 
for Europe during Berlin’s six-month tenure but also the challenge for 
Germany itself in remaking its economic model to make it fit for purpose in 
a post-Covid world.

The backdrop for such ambition is tougher than had been anticipated when the first 
economic readings from the pandemic came through in May. Longer lockdowns are 
likely to cause a “significantly” deeper recession in the eurozone for the rest of the 
year, the European Commission (EC) said in its latest forecast for the bloc. 

Gross domestic product is set to fall by as much as a record 8.3%, with growth in 2021 
seen at +5.8%. We see the euro area experiencing a 7% GDP contraction this year, 
recovering to +5% growth in 2021.

Germany faces a significantly less severe contraction than other major EU 
economies, with GDP falling by 5.5% this year, recovering to grow by 4.5% in 2021. 
The EC forecasts inflation this year at 0.3% for the euro area, and 0.4% for Germany.

Avoiding a twin-track recovery within the eurozone will be key. That is at the heart of 
German chancellor’s support for the EC’s proposed EUR 750bn economic recovery 
fund, unveiled in May. Together with French president Emmanuel Macron, Merkel - 
a “chancellor reloaded”, in the words of one German official in reference to domestic 
support for her handling of the pandemic – has thrown her weight behind two things: 
tapping the capital markets in order to raise the bulk of the funds, and that they be 
largely disbursed in the form of grants to member states.

The aim is clear: by showing solidarity with countries worst affected by Covid, there 
is a fighting chance of weaving a robust new fabric that will bind all EU member 
states together with renewed collective purpose.

Opposition to the grants element of the EU’s recovery fund from the so-called “frugal 
four” – Austria, the Netherlands, Sweden and Denmark – remains a stumbling block. 
But there is a good chance that Merkel and Macron will succeed in bringing them on 
board by the time member states vote at a two-day summit on 17 and 18 July. Central 
to the EUR 500bn Merkel-Macron proposal is a recognition of a linkage between 
solidarity and the threat posed to the EU itself by the pandemic’s economic effects. 

Key takeaways

• Germany assumes the EU 
presidency at a critical moment 
for its own economy, as well as for 
Europe

• Policymakers face an uphill task 
remaking the economic model of 
the EU’s largest economy to one 
less reliant on manufacturing and 
more on innovation

• Sustainability and a “green 
recovery” are big positives in the 
German government’s domestic 
pandemic recovery stimulus

• The leadership that Chancellor 
Angela Merkel has shown in 
managing the Covid crisis and 
breaking with fiscal orthodoxy 
bodes well, but her successor 
must maintain the momentum.

https://ec.europa.eu/commission/presscorner/detail/en/ip_20_1269
https://uk.finance.yahoo.com/news/coronavirus-eu-unveils-750-bn-euro-recovery-plan-to-tackle-immense-challenge-122527589.html?guccounter=1&guce_referrer=aHR0cHM6Ly93d3cuZ29vZ2xlLmNvbS8&guce_referrer_sig=AQAAABDPNCptMPKBG8kSdSvvXRKJA1A-8DwpTnr8jnPqjsnKwFmnQgcKKtJyAcWm9PQfoM_iSHZHsxZGhPeWDVavhMpuVeYE1SuG3WJEwooxnEZysaFpX-2CQ_tT5xodV4BL95oOvJm4XfWc6MQv6A7HG791rlY6ho0ttKxQ-_WTZ0sS
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1. Germany relies on manufacturing
 Manufacturing, value added (% of GDP) 

Behind that lies an equally profound shift at home in Germany, 
where a long-held fiscal stance of balancing budgets and tight 
spending – Schwarze Null, or black zero – has had to give way 
to the reality of massive spending needs. It is hard to overstate 
the significance of this as a decisive break with a long-standing 
consensus approach. “We’re doing whatever is necessary,” 
Merkel had already signalled in March, “and we won’t be 
asking every day what it means for our deficit.” 

Yet while increased public spending will help reduce reliance 
on exports, a broader re-invention of the German economic 
model is needed too. A change in the growth profile heavily 
based on manufacturing as a proportion of GDP (see chart 1) 
and an embrace of disruptive technology should be priorities. 
Germany has made a virtue of its entrepreneurial Mittelstand, 
which sells high-value products globally. But big tech is showing 
that developing an ongoing relationship with a customer via 
data is where true value is being created. Big tech is making 
inroads into healthcare, with predictive health solutions that 
rely on data replacing a treatment and patented-medication 
model that had driven business models until now. Little wonder 
that Apple’s market capitalisation is larger than that of the 
top 30 constituents of the Dax index – many of them storied 
German manufacturing names - combined. 

Automotive accounts for 5% of GDP, with more than two-thirds 
of production exported, yet is facing wholesale disruption as a 
result of e-mobility and automation. Efforts are being made to 
turn the ship around. In a EUR 130bn fiscal stimulus package 
for Germany unveiled on 29 June, Berlin allocated around EUR 
46bn, according to Bloomberg calculations, in sustainable 
investments for a “green recovery”. A significant share of that 
is to go towards e-mobility and research and development in 
battery technology. 

Pulling on these two levers to improve the German economy 
would have positive implications for the whole region. But it 
remains to be seen how these radical shifts can be implemented 
at pace in an economic model that has relied for so long on 
consensus, with unions represented on boards and regulatory 
and oversight gaps that need to be addressed, as the Wirecard 
saga has highlighted.

Yet the task is difficult and urgent, for another reason: 
competitiveness. The German economy fell to seventh place 
globally in the latest WEF competitiveness rankings, down by 
four places – the most of any country except Indonesia in the 
first 50 countries in the ranking.

Public investment will play a large role. Germany’s gross 
fixed capital expenditure has been significant and steady, 
albeit nowhere near as China’s levels (see chart 2). But public 
investment cannot do the whole job. Berlin last year promised 
to spend EUR 3.5bn on installing 1m charging points across 
Germany while raising subsidies to encourage people to buy 
electric vehicles. The UK experience of charging infrastructure 
has shown that while government grants have been vital to 
encouraging early adoption of electric vehicles, it is increasingly 
falling to the private sector to build out the network on a 
commercially viable basis, according to a recent report by 
consultants at PwC. 

Germany also needs to raise its digital game – specifically on 
broadband connectivity. The country’s biggest weakness in 
the WEF competitiveness rankings was a relatively low level 
of information and communications technology adoption, 
placing Germany behind a number of Gulf states, China and 
Russia. Encouraging signs came in the 29 June package, which 
included EUR 5bn for the build-out of a national 5G network  
by 2025. 

*latest data available for the US 2017
Source: World Bank
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https://www.ft.com/content/6f69433a-40f0-11ea-a047-eae9bd51ceba
https://www.ft.com/content/6f69433a-40f0-11ea-a047-eae9bd51ceba
https://www.bloomberg.com/news/articles/2020-06-05/germany-s-recovery-fund-gets-green-hue-with-its-focus-on-climate
https://www.weforum.org/agenda/2020/07/germany-green-recovery-billions-sustainable-investments/
https://www.weforum.org/agenda/2020/07/germany-green-recovery-billions-sustainable-investments/
https://www.ft.com/content/e68d4353-60c5-44e9-b7a6-de01b38179ab
https://www.weforum.org/reports/how-to-end-a-decade-of-lost-productivity-growth
https://www.reuters.com/article/us-germany-autos/germany-to-hike-electric-car-subsidies-as-vw-launches-car-idUSKBN1XE1AK
https://www.pwc.co.uk/power-utilities/assets/powering-ahead-ev-charging-infrastructure.pdf
http://www3.weforum.org/docs/WEF_TheGlobalCompetitivenessReport2019.pdf
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Such leadership as has been shown by Merkel will now  
be required of whomever succeeds her to make the corporate 
and economic reinvention of Germany a reality in the  
post-Covid era. 

The contest to replace the chancellor when she stands down 
next year looks very different from even six months ago. Armin 
Laschet, prime minister of the state of North Rhine-Westfalia, 
had for months been widely expected to succeed Merkel as 
Christian Democratic Union (CDU) leader in December. But 
a recent TV poll propelled Markus Söder, prime minister of 
Bavaria, ahead of Laschet as the preferred CDU candidate for 
chancellor, based on his tough handling of the coronavirus.

That does not appear to have changed Laschet’s front-runner 
status and Söder, who also leads Bavaria’s ruling Christian 
Social Union (CSU) party, has since tacked towards the more 
liberal lockdown approach taken by his rival, notably by 
allowing Munich’s beer gardens to re-open in May. 

Whoever ends up in the Chancellery in Berlin will be drinking 
a long draught of challenges. Investors will be watching closely.

They will be particularly interested to see how Germany’s Dax 
stock market index reflects global growth prospects, given how 
German corporates’ performance is closely linked to the global 
economy through the materials, financials and industrials 
sectors – sectors to which the Dax is heavily weighted. The index 
underperformed the MSCI World Index during the March sell-
off, before recouping losses in early June when sentiment rose. 

Meanwhile, German 10-year Bund yields have been trading 
between -0.75% and -0.20% over the past 12 months. This 
reflects the European Central Bank’s negative deposit rate of 
-0.5%, expectations of accommodative monetary policy for 
the next three years, and limited-to-no risk of inflationary 

pressures. German yields are therefore likely to stay negative 
and stable for longer. 

Source: Bloomberg
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