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The story behind Germany’s current account

The bone of contention: Germany’s huge current account surplus reflects a mix of
structural and cyclical factors. As the exchange rate and the oil import bill have
normalised and as other temporary factors that had boosted the surplus to its 2015
peak of 8.6% of GDP are also fading, we expect the surplus to slowly decline
towards 5% within five years. Once Germany’s baby boomers start to draw on their
external savings in droves from roughly 2025 onwards, the surplus will likely
narrow substantially further.

No lack of demand: The often-heard assertion that the German surplus has been
caused by a lack of domestic demand is mostly wrong. Domestic demand had been
exceptionally weak in the early years of the euro when Germany belatedly
corrected its post-unification excesses. But that phase ended around 2005. The key
driver for the subsequent surge of the German surplus until 2015 has been the
positive supply shock from Germany’s 2004 reforms. These reforms have
strengthened the labour market and the balance sheets of government and
companies to such an extent that the country is generating surplus capital which it
uses to invest and create jobs at home and abroad.

No case for a fiscal stimulus: The gap between Germany’s fiscal surplus and
persistent deficits elsewhere may explain a quarter of Germany’s external surplus.
However, with German demand growth well above trend, a small fiscal surplus is
exactly what Keynes would have deemed suitable for Germany. The onus to correct
the imbalance should be on countries running major fiscal deficits at times of
buoyant aggregate demand and/or full employment such as the US and the UK.

No case for boosting wage inflation artificially: The period of pronounced wage
moderation in response to record unemployment is long over. Full employment
underpins solid gains in German wages and private consumption. Stoking this
process artificially could backfire for Germany and its trading partners.

More pro-growth reforms and a gradual rise in public investment, please:
Germany could do more to ease its shortage of skilled labour and utilise its human
potential better. It also has some need to gradually step up public investment over
time and to counteract a still-widespread anxiety about the future by making its
pension, health-care and nursing-care systems more sustainable. Such policies
would make sense almost any time and in almost every country, though,
regardless of the current account position.

Chart 1: The bone of contention: Germany’s current account balance as a percentage of GDP
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German current account balance in percent of GDP, West Germany until 1990. Source: Destatis, Bundesbank

n
i

E=0
&

BERENBERG

PARTNERSHIP SINCE 1590

Key macro reports

Understanding Germany — a
last golden decade ahead
13 October 2010

Euro crisis: The role of the
ECB
29 July 2011

Saving the euro: the case for
an ECB yield cap
26 June 2012

The lessons of the crisis:
what Europe needs
27 June 2014

Brexit: assessing the
domestic policy options
2 November 2016

After Trump: notes on the
perils of populism
14 November 2016

Reforming Europe: which
ideas make sense?
19 June 2017

The Fed and the shortfall of
inflation
15 September 2017

Notes on the inflation
puzzle
5 October 2017

Beyond inflation: spotting
the signs of excess
3 November 2017

2017 Euro Plus Monitor:
Into a higher gear
30 November 2017

Brexit scenarios: now for
the hard part
15 December 2017

Global outlook 2018:
coping with the boom
4 January 2018

Can productivity growth
keep inflation at bay?
5 February 2018

23 February 2018

Holger Schmieding

Chief Economist
holger.schmieding@berenberg.com
+44 20 3207 7889

Florian Hense

European Economist
florian.hense@berenberg.com
+44 20 3207 7859




Economics

Table of contents

The story behind Germany’s current account

Stylised facts about the German surplus

The history of Germany’s external surplus

w W

Savings exceed investment: the financial surplus

N

International comparison: the German exception

Lack of domestic demand?

Lack of public investment?

Reforms pay off: the German employment miracle

Excessive wage restraint?

10

1

Structural reasons for the German surplus

11

Demographics

Public finances

11

Corporate savings and investment

1

Temporary reasons for the German surplus

11

Undervalued euro exchange rate

1

Lower oil prices

Cyclicality of German exports

German angst?

Backward-looking expectations

Outlook for the German surplus

Policy conclusions: let it run but invest more

Monetary policy seems to be adequate

A case for a German fiscal stimulus? Not really

A case for more public investment? Within limits, yes

Stimulating private investment? Why not

Pro-growth reforms: always make sense

Dealing with German angst? Better policies could help

Higher wages? The market is taking care of it

Conclusion

12
12
12

12

13

13
13
13
14
14
14
14
14
15

BERENBERG

PARTNERSHIP SINCE 1590




Economics

ey
W

Stylised facts about the German surplus

The history of Germany’s external surplus

External surpluses seem to be the norm for Germany. From 1950 until German unification in
1990, West Germany incurred an external deficit for no more than six years (see chart 1 on
page 1). The two significant West German deficits, those of 1965 and 1980, triggered a
ferocious Bundesbank response. In both cases, the monetary squeeze pushed West Germany
into a recession that served to bring inflation down and turn the external accounts around in
the process. Helped by some supply-side economic reforms in the mid-1980s and a fall in the
oil price after two prior oil shocks and amid a largely synchronised global economic
recovery, the West German surplus reached an all-time peak of 4.6% of GDP in 1989.

German unification in 1990 changed almost everything for a decade. A massive fiscal
stimulus to subsidise living standards in East Germany and rebuild the region and an erosion
of competitiveness for all of Germany through elevated payroll taxes drove Germany’s
current account into the red from 1991 until the recession of 2001. We can divide the
subsequent emergence of a huge German surplus into two phases, namely (i) the return to
roughly the 1989 surplus by 2004, de facto a correction of the unification effect, and (ii) the
following further rise in the surplus to a record of 8.5% in 2015, accentuated by a weak
exchange rate and a plunge in prices for oil imports. Since then, the surplus has receded
slightly to an estimated 7.8% of GDP in 2017.

Germany’s current account surplus is the second biggest external imbalance in the world
after the current account deficit of the US (see chart 2). In dollar terms, the German surplus
in 2017 came close to that of Japan and China combined although these two countries have
substantially larger economies. For the other 18 Eurozone members, their combined current
account surplus equalled less than 30% of the German surplus in 2017. No wonder the
German current account is a major bone of contention in global policy debates.

Chart 3 indicates one potential reason for the imbalance between Germany and many other
countries. While Germany has turned its erstwhile fiscal deficits of almost 4% of its GDP in
2001-2003 into a surplus of 1% for the average of 2016/2017, almost all its major trading
partners are maintaining significant fiscal deficits.

In geographic terms, Germany earns its vast surplus in transactions with many other
countries. Chart 4 on page 4 shows that economic exchanges with the (i) other Eurozone
countries, (ii) the US, (iii) the UK and (iv) emerging markets contribute roughly similar
amounts to the German surplus. Whereas the surpluses versus the US and UK have been
regular features over time, the surplus versus emerging markets has emerged only over the
last ten years. While Germany ran a huge and rising surplus versus the other euro members
during the times of the credit boom at the Eurozone periphery until 2008, the surplus has
fallen significantly during the subsequent rebalancing of the Eurozone. Almost two-thirds of
Germany’s remaining current account surplus with other Eurozone countries now reflects its
bilateral trade surplus with its big neighbour, France.

Chart 2: Key current account balances
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Chart 3: A major driver - the fiscal balance, as a percentage of GDP

1000 2
M Japan China EGermany B US BUK ™ Eurozone ex. Germany

800

600
400

200

0
-200

-400

-600
-800

-1000
-1200

,
BUIL

-1400 +— ——m-m-m-e e Germany us UK

1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

Japan China

Eurozone ex.
Germany

In billion US dollar, deflated by US GDP deflator, 2009=100, forecasts for 2017. Source: IMF
IMF, Berenberg calculations

Average of fiscal budget in 2016 and 2017, in percent of GDP, estimates for 2017. Sources:




Economics

ey
W

BERENBERG

PARTNERSHIP SINCE 1590

Chart 4: Germany’s surplus by major trading partners

Chart 5: Germany’s financing surplus by sector
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Savings exceed investment: the financial surplus

By definition, a current account surplus is the mirror image of a financing surplus. A country
that exports more goods and services than it imports supplies capital to the world
(abstracting from transfers that are also included in the current account). Dissecting
Germany’s financial surplus by sector in chart 5, we find that German households have
always been net suppliers of capital. The changes over time in their net lending have been
rather modest. After a dip to around 3% of GDP in the wake of German unification reflecting
largely increased spending to build more homes, the net lending of households reverted to
around 5% of GDP from 2001 onwards.

The swing in Germany’s current account from the post-unification deficit to the current
surpluses has been driven by two other sectors.

e From 2001 onwards, Germany’s non-financial corporations improved their balance
sheets strongly, turning from net borrowers into net lenders.

e From 2006 onwards, Germany’s public sector turned its previous substantial
financing deficit into a surplus, a process that was interrupted only briefly by the
post-Lehman mega-recession.

Germany’s financing surplus means that the country as a whole is saving much more than it
invests. In principle, this may reflect elevated aggregate savings and/or weak investment.
Chart 6 shows the ratio of net savings and net investment in German nominal GDP. From
1970 to the early 1980s, savings and investment declined in tandem. While the current
account surplus of the late 1980s was caused by a rise in savings (more precisely, more
household savings and less dissaving by non-financial corporations), a surge in net
investment and a plunge in savings pushed the current account into negative territory after
German unification. Except for a rise just before and after unification in 1990, the trend
decline in the share of net investment in GDP continued until 2005 before levelling off amid
significant short-term fluctuations around the financial crisis of 2008/2009. Seen from this
angle, the rebound in national savings from 2004 onwards — unmatched by a rebound in
investment — explains the emergence of Germany’s major current account surplus.

Taken at face value, the long decline in the German investment rate in chart 6 on page 5 may
suggest that Germany suffers from a significant investment shortfall. However, chart 6
overstates the investment weakness story for two reasons.

1. Nominal versus real: The current account and the investment/savings statistics used
for the current account debate are nominal concepts not adjusted for changes in prices.
In real terms, the German investment ratio has fallen by far less than in nominal terms
as prices for investment goods have risen much more slowly than the overall price level.
In the national accounts, the deflator for investment has lagged behind the overall GDP
deflator. In relative terms, it has become cheaper to invest. More bang for the euro. The
shift in relative prices accounts for three percentage points of the decline in the German
investment ratio since the early 1990s (see chart 7 on page 5). For overall economic
performance expressed in terms of real GDP, however, it is the real investment that
counts.

German financing balance In percent of GDP, estimate for 2017. Sources: IMF, Destatis,
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2. Gross versus net: Chart 6 depicts savings and investment net of depreciation; chart 7
shows gross investment. Interestingly, Germany’s gross investment ratio has trended up
again after 2005 (chart 7) whereas, net of depreciation, it has largely moved sideways
(chart 6). Ultimately, the calculus net of depreciation matters more than the gross data
because only net investment adds to a country’s capital stock. However, adjusting actual

Writing off the old
expensive investment
weighs on net investment
- gross investment has
trended up since 2005

investment spending for the imputed depreciation of the existing capital stock is tricky.
Because the relative price of investment goods has come down over time, it is now
cheaper to replace the capital stock than it used to be. The need to write off the old
expensive investment adds up to a cumulative depreciation beyond the amount that
companies and households would have to spend now to replace the old investment. As
companies can replace and expand capacities more cheaply while having to write off the
old, relatively more expensive investment of the past, data for net investment after
depreciation understate by how much such investment now augments the capital stock.

Chart 6: Germany’s saving-investment balance

Chart 7: German nominal vs. real gross investment - mind the gap
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International comparison: the German exception

Chart 8 shows how strongly Germany’s current account position (the financing balance) has
deviated from that of other major western countries since 1995. Whereas the German balance
has turned into a major surplus in the years after 2001, the UK and - to a lesser extent — also
France have incurred rising deficits, followed by a small Brexit-induced correction in the UK
from 2017 onwards. The US current account has remained consistently in the red throughout
this period. After narrowing between 2006 and 2013, the US deficit is likely to widen again in
the next couple of years as the US grants itself a fiscal stimulus at a time when its domestic
production capacities are almost fully utilised anyway.

Chart 8: Current account: the German exception
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Relative to other major advanced countries, the German exception is driven more by an
increase in savings than by a drop in net investment. As charts 9 and 10 show, Germany’s
savings and investment rates were similar to that of its peers in the late 1990s. From 2003
onwards, a gap has opened up between higher German savings and somewhat reduced
savings elsewhere despite some recent rebound in aggregate savings in the US, the UK and
France. In terms of net investment, Germany has fallen back from a position in the middle to
the bottom of the league. The gap between Germany and the other countries is more
pronounced for the aggregate savings ratio (6-9%) than it is for the investment ratio (2-3%).

Chart 9: Aggregate savings: the German exception

ey
W

BERENBERG

PARTNERSHIP SINCE 1590

Germany, the odd one out
- France, the UK and the
US run deficits

Germany’s surplus is
driven more by strong
savings than by weak
investment

Chart 10: Net investment: Germany lagging behind
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Two sectors account for almost the entire gap between Germany and its peers: non-financial
companies and the public sector. As chart 11 shows, the domestic net lending of German
corporations matched that of companies in other countries for a long time. From 2012
onwards, however, German companies have further improved their savings/investment
balance whereas companies elsewhere have gone the other way. German companies are saving
more than they invest at home. That is not the case for the average of the US, UK and France.

In the public sector, the gap started to open up in 2002. Germany kept its public deficit under
control and moved towards a surplus, interrupted only during the post-Lehman great
financial crisis. However, other countries started to run much larger public deficits. Although
these deficits have narrowed significantly during the recent economic recovery, they remain
in stark contrast to the German surplus (see chart 12).

Chart 11: Corporate surplus: net lending of non-financial companies
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Chart 12: Fiscal balance (net lending of the government)
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Lack of domestic demand?

Germany saves more and invests less than other countries. This German exception reflects
primarily the huge financial surplus of its non-financial corporations and the gap between
Germany’s modest fiscal surplus and the fiscal deficits elsewhere. These findings raise an
obvious question: is Germany suffering from a lack of domestic demand?

At first glance, the data seem to corroborate this hypothesis. Since the start of the euro in
1999 final domestic demand has risen by slightly less in Germany than elsewhere in the
Eurozone and lagged far behind the increase in the US (see chart 13, for business investment
only see chart 14). However, a second look reveals a much more nuanced story: from 1999 to
2005, German domestic demand has indeed been exceptionally weak. This corresponds
roughly with the return of Germany’s current account from the post-unification deficit to the
substantial surplus which Germany had run in the late 1980s.

Chart 13: Final domestic demand - cumulative increase in percent

Financing balance of the government in percent of GDP, average of US, UK and France is
GDP-weighted. The data differ from the Maastricht deficit definition. Sources: OECD, IMF
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This is an old story, though. Since 2006, the gains in final domestic demand have far
outpaced those in the Eurozone. The cumulative increase comes close to that seen in the US
despite the major difference in the fiscal stance between Germany and its top trading partner
across the ocean. Reaping the benefits of its 2004 reforms, Germans are spending.

Looking at investment, the picture becomes even clearer: after an exceptional weakness in
German investment while the country was suffering from its post-unification blues in the
1999-2005 period, investment has grown even faster in Germany than in the US thereafter
(see chart 14).

Lack of public investment?

The data provide some evidence to support the claim that the German public sector is not
investing enough. As chart 15 shows, real public investment in Germany has consistently
lagged behind that in France, the US and, since 2006, the UK as a share of GDP (this is also
the case in nominal terms). As a result, the quality of German infrastructure as measured by
the World Economic Forum’s annual Global Competitiveness Report has slipped over time
(see chart 16). However, the relative decline started from a high level. Having been well above
other countries, Germany has fallen to slightly below France and the US and on a par with
the UK in this ranking.

Chart 15: Real public investment
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Chart 16: Quality of infrastructure: down to the average
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Reforms pay off: the German employment miracle

Why did Germany’s current account surplus widen after 2005 despite rapid gains in
domestic demand? Most analyses of the external balance focus merely on the demand side: is
final domestic demand rising faster in country A than in B or should country A boost demand
through additional government expenditure? However, economics is about supply and
demand. To understand the German exception since 2005, we need to consider the supply
side of the economy.

Around 2004, Germany implemented a series of supply-side reforms. The changes were a
policy response to the protracted post-unification malaise, for which we had coined the term
“Germany: the sick man of Europe” back in 1998. Having failed to streamline the West
German welfare state upon adding more than 16 million east Germans to it who had never
paid into the system and whose employment prospects soured decisively after the surge in
East German labour costs in the wake of unification, Germany had become too expensive and
rigid to thrive. By the early 2000s, German unemployment had surged beyond the Eurozone
average. Embarrassingly for the traditionally stability-oriented Germans, their country even
breached the 3% deficit limit of the Maastricht Treaty from 2001 to 2005.

The reforms to treat the malaise, many of which were passed under the label “Agenda 2010”,
went quite far. For example, Germany liberalised temporary work contracts to allow
companies to get around the rigid dismissal-protection rules. It also cut pension, health-care
and unemployment benefits to reduce payroll taxes and made it more difficult for the
unemployed to reject job offers. Forced by credible threats that companies would otherwise
relocate further lines of production to cheaper countries in eastern Europe or east Asia, the
weakened trade unions agreed to make working hours significantly more flexible.

The results of the German reforms have been spectacular. Chart 17 shows the surge in the
number of employed people earning enough to be subject to payroll taxes (“core
employment”). Since the trough in early 2006, the number of people paying into the German
social security system through their payroll taxes has surged by 24% (+6.3 million people) to a
new record of almost 33 million.

The contrast with France also highlights the success of the reforms. Just ahead of the
changes, Germany’s employment rate was only slightly above that of France. Since 2005,
German employment has surged while the French employment rate has flatlined. As a result,
the German employment rate is now 10 points above that of France. If France were to raise
its employment rate to approach the German level it could enjoy a spectacular surge in its
GDP. Incidentally, we expect the Macron reforms to deliver exactly that over time, laying the
basis for a French golden decade in the 2020s. The process seems to have started (chart 18).

The reforms of the years around 2004 have turned Germany from a basket case among the
major European countries into the continent’s new economic powerhouse. Instead of losing
jobs to countries with lower labour costs and less stringent regulatory regimes, Germany has
become a good place to invest and create jobs.

Chart 17: German core employment
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Chart 18: Employment rate Germany versus France
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As a result of some modest austerity until 2007 and - far more importantly — the rise in the
number of people paying income and payroll taxes, Germany’s public finances improved
spectacularly from deficits of 3-4% of GDP in 2001-2005 to a surplus of 1.2% in 2017.

As a follow-up to this turnaround, Germany cut its corporate taxes in 2008, bringing the
effective rate from roughly 40% to around 30%. This increased the profitability of German
companies, which had already benefited mightily from the supply-side reforms, even
further. Partly as a result, the net financial balance (savings minus investment) of German
companies improved strongly (see chart 11 on page 7).

Excessive wage restraint?

International observers often accuse German policy makers of keeping wage inflation
artificially low to gain an unfair competitive advantage for the country. Once again, we can
find a kernel of truth in these allegations. Germany had indeed gone through a period of
unusual wage restraint from 1995 to 2007. Policy changes which had contributed to a weaker
bargaining position of trade unions may well have contributed to that. Nonetheless, this
focus on wage restraint in a particular period misses the bigger picture.

In the wake of the German unification boom, German wage costs soared in the early 1990s
(see chart 19). Other countries in Europe did not follow suit. Many were forced to devalue
their currencies against the deutschmark instead. As a result German wage costs far
exceeded those elsewhere in the Eurozone-to-be in the mid-1990s, propelling Germany into
a prolonged adjustment crisis.

Pronounced wage restraint in Germany caused by rising unemployment and strong gains in
labour costs elsewhere, notably after the start of monetary union in 1999, turned the
situation around. Germany became cheaper, other countries became too expensive. By 2007,
many other Eurozone members had lost their competitive edge over Germany. Reacting to
mounting unemployment in the wake of the 2008/2009 financial crisis and - in some cases
— under pressure from the euro crisis, many non-German members of the Eurozone had to
tighten their belts and contain their wage costs from 2009 onwards. At the same time,
Germany’s robust labour market allowed companies in Germany to grant their workers
higher wages again.

By 2017, German nominal unit labour costs were back to where they had been in 1990
relative to those elsewhere in the Eurozone (see chart 19). After Germany had over-corrected
its post-unification excesses in the years 1995-2007, the remainder of the Eurozone had
brought its labour costs back in line with Germany from 2009 onwards.

Chart 20 makes a similar point: Since late 2004, the increase in German gross and net wages
has been roughly in line with the rise in nominal GDP. Disposable income did not keep pace
with the overall rise in wage incomes as benefits — such as payouts to the unemployed —
lagged behind, mostly because of the fall in the number of unemployed. In addition, income
from profits and rents also fell short of the overall rise in GDP. For the last ten years, the data
do not back up the allegation of overdone wage restraint in Germany at all (chart 20).

Chart 19: Back to balance: the wage cost story
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Chart 20: Too much wage moderation in Germany?
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Structural reasons for the German surplus
Demographics
Germany is a rapidly ageing society with a birth rate of just 1.5 children per woman, well Demographic factors
below the 2.1 rate required to keep the population constant without net immigration. Due to (ageing society, baby-

a dearth of babies to populate the next generation of workers, Germans need to save while
they work to provide for their old age. That some of these savings are invested abroad,
especially in countries with more favourable demographics, makes perfect sense. In addition,
most baby boomers are now at an age when they have mostly done their key investment,
namely to build or buy a house or a flat, but are not yet retired and are thus not yet drawing
down their savings. They are roughly at the peak of their savings/investment surplus. These
demographic factors may account for a persistent German current account surplus of some
2% of German GDP. This part of the surplus will only vanish with a major change in the
demographic situation, for instance when most of the baby boomers have retired. That will
probably be the case from 2025 onwards.

boomer effect) account for
2ppt of the surplus

Public finances

Thanks largely to the employment miracle spawned by the reforms implemented around Solid public finances
2004, Germany’s public finances are in much better shape than those elsewhere. Countries
with a major bilateral current account deficit versus Germany (notably the US, the UK and
France) are running serious fiscal deficits (of an estimated 3.6%, 2.7% and 3.0% of their GDP,
respectively, in 2017) while Germany enjoyed a surplus of 1.2% of its GDP. The fiscal gap
probably explains some 2 percentage points of Germany’s current account surplus.

explain another 2ppt

Corporate savings and investment

The “Agenda 2010” and other related reforms have strengthened Germany’s corporate sector As Germany suffers from
and turned the country into a better place to invest. However, Germany is suffering from a a lack of qualified labour...
dearth of qualified labour. Officially registered job vacancies at the German labour office

have surged from a low of 206k in 2004, that is before the supply-side reforms could work

their magic, to a record of 786k in January 2018. Because many job searches bypass the

labour office, these data may understate actual vacancies by almost a factor of two.

As they cannot easily find enough suitable workers at home, German companies are ...corporations need to
investing a bigger share of their savings abroad. This shows up in the current account invest more elsewhere —
surplus. Although we have no estimate how significant this impact may be, we would not be this may account for up to
surprised if it could account for up to two percentage points of the Germany surplus. The

relevance of this factor is probably increasing over time. As shown in chart 11 on page 7, the 2ppt of the surplus
gap in the financial surplus (net lending) of German non-financial corporates versus the

average of their US, UK and French counterparts equals roughly 2.5% of GDP.

Temporary reasons for the German surplus

Undervalued euro exchange rate

The euro exchange rate can explain part of the surge in the German current account surplus Undervalued euro

to its peak in 2015. Following the financial crisis of 2008/2009, the euro depreciated versus contributed more than
the US dollar and many other currencies amid concerns about the cohesion of the currency 1ppt...

union. The lower euro helped the peripheral countries to correct their external imbalances by
making their exports cheaper. Although high-end “made in Germany” exports sell more on
quality than on price, the cheaper euro also gave German exports a competitive edge on
markets outside the Eurozone (see chart 21 on page 12). Measured against its 37 major
trading partners, Germany’s price competitiveness improved from 2003 to 2015 due to a
combination of relative wage restraint (until 2010) and a weaker euro exchange rate. The
undervaluation of the euro that was most pronounced in 2016 probably contributed more
than 1 percentage point to the German surplus at the time. This undervaluation has now
largely evaporated. For example, we consider an exchange rate of $1.25 to $1.30 per euro as
roughly fair value. As a result, Germany’s current account surplus should continue to decline
slowly.
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Lower oil prices

The significant decline in oil prices from late 2013 to early 2016 also contributed to the spike
in Germany’s current account surplus (see chart 22). With the normalisation of both the
euro’s exchange rate and the oil price, the current account surplus started to narrow slowly
in 2016.

Chart 21: A lower exchange rate boosts price competitiveness
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...while lower oil prices
also accentuated the
current account surplus

Chart 22: Current account surplus accentuated by oil prices
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Cyclicality of German exports

Germany specialises in high-end machine tools, cars and many chemical products that also
tend to be highly cyclical. As a result, German exports move more with the global business
cycle than those of many other countries. Conversely, German consumers react less to wealth
effects than those elsewhere, making consumer demand for imports less cyclical. As a result,
the German current account surplus tends to move with the business cycle. As the global
cycle picked up some steam in 2017, this factor may keep the German surplus higher as long
as the boom lasts than other factors would suggest.

German angst?

Germans tend to worry, especially about risks to financial and price stability. The German
angst became very visible during the euro crisis and in reaction to the non-standard
measures that the European Central Bank (ECB) had to deploy to defuse the crisis. The lurch
into high inflation, which many German academics and media seemed to expect from 2011
onwards, never happened. There was no reason for it. However, the underlying anxiety may
well have raised the penchant of many Germans to save for a while. After years in which
inflation failed to rear its ugly head and with the return to calm at the euro periphery, this
particular reason to trigger German caution is probably fading.

Backward-looking expectations

The “Agenda 2010” reforms have probably strengthened the German economy by more than
households and companies expected. Underestimating the positive supply shock delivered by
these reforms and thus not quite trusting the good times yet, households and companies
probably did not fully adjust their spending and their domestic investment behaviour to the
improved outlook for future incomes. Absorption thus trailed behind production,
contributing to a surplus of savings over investment as visible in the current account balance.
As expectations adjust to reality, this factor should fade over time.

German oil and gas imports in percent of GDP (left), Brent crude oil prices in euro per
barrel (right), estimates for 2017. Sources Destatis, ECB, Bloomberg

German exports a highly
cyclical, German imports
less so

German angst about
inflation may have
intensified age of caution

Household consumption
and business investment
have yet to adjust fully to
the good times
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Outlook for the German surplus

Most of the temporary reasons for the unusually wide German surplus are fading. The
exchange rate and oil prices have returned to roughly normal levels, German wages are
increasing faster than those elsewhere in the Eurozone and the spending and investment
behaviour of German companies is adjusting to the largely positive economic outlook.
However, the strong cyclicality of German exports will keep the German current account
surplus elevated. As a result, we expect the German surplus to decline by only 0.5 percentage
points of German GDP per year while the global economy is booming. Once the global upturn
loses momentum, the German surplus could fall to roughly 5% of German GDP. It will likely
oscillate around that level until German baby boomers start to draw on their external savings
in droves from roughly 2025 onwards — or until other countries reduce their fiscal shortfalls.

Policy conclusions: let it run but invest more

Above, we have identified the key factors behind the persistent German current surplus. We
expect the surplus to decline modestly in the coming years but remain elevated for structural
reasons. Below, we discuss whether this means that Germany and/or the European Central
Bank (ECB) ought to change their policies.

Monetary policy seems to be adequate

Could the German surplus be the result of an overly expansionary — or overly tight —
monetary policy so that the policy should be adjusted to address the issue? Not really. First of
all, the ECB needs to look at the entire Eurozone, not just at its single biggest member,
Germany (some 27% of Eurozone GDP). Ever since the ECB finally put an end to the euro
crisis in July 2012, the Eurozone and the German economy have recovered. Judging by GDP
growth (finally well above trend), core inflation (still just 1% yoy), credit growth (bank
lending to the private sector at around 3% yoy in December 2017 in the Eurozone) and the
exchange rate (almost back to normal versus the US dollar in purchasing power parity
terms), ECB policies seem to be fully adequate for the Eurozone. Second, even though
following a simple Taylor rule would result in a tighter monetary policy for Germany, ECB
policies have been serving Germany quite well. Since the start of monetary union in 1999,
German consumer prices have been more stable than ever before, with less inflation and less
volatility in consumer price inflation than any German central bank had delivered before.

Whether the expansionary effect of ECB policies, which should boost German domestic
demand and imports, outweighs that part of the recent temporary euro weakness and hence
that boost to German exports that may have been the result of ECB policies is an open
question. On balance, monetary policy probably contributed little to the German external
surplus.

A case for a German fiscal stimulus? Not really

The fiscal gap between Germany and most other countries is one major cause of the German
surplus. But does that — in a normative sense — mean that Germany should loosen the fiscal
reins to bring down its external surplus that way? No. Even by textbook Keynesian
standards, Germany’s overall fiscal stance is fully adequate. In good times, countries should
create the fiscal space that gives them the leeway to loosen fiscal policies in bad times
without putting pubic debt on a steep upward trajectory on trend. With growth well above its
1.5% trend, Germany ran a modest fiscal surplus of 1.2% of its GDP in 2017. It is thus building
room for a fiscal stimulus in the next downturn.

While the relative fiscal position between Germany and other countries is one significant
reason for the current account imbalances, the onus to act should be on other countries. The
US, the UK and - to a lesser extent - also France should use the period of above-trend growth
in aggregate demand and/or full employment (US and UK) to strengthen their supply
potential and adjust their fiscal stance in order to put their fiscal positions on a sustainable
trajectory.
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Surplus could fall to 5% of
GDP as temporary factors
fade

Does Germany or the ECB
need to change its stancer

The ECB’s stance suits the
Eurozone...

...and Germany

Keynesian logic suggests
that Germany runs an
adequate fiscal policy...

...while other countries do
not

13



Economics

A case for more public investment? Within limits, yes

Whereas Germany’s overall fiscal stance is adequate, we find some tentative evidence that
Germany’s public sector is not investing enough (see the discussion on pages 7-8). This
argues for a gradual shift in public expenditure towards above-average growth rates in
public investment while reining in the expansion of public consumption. However, given
Germany’s lengthy planning procedures, this should be a long-term process rather than a
short-term fiscal boost. Incidentally, Germany is already planning to do so according to the
plans agreed by CDU/CSU and the SPD for chancellor Angela Merkel’s likely fourth term in
office. Investments in education, innovation and digitalisation will be beefed up.

Stimulating private investment? Why not

We find no evidence that Germany is suffering from insufficient private investment relative
to other countries. Germany can boast full employment and an advance in productivity at
least in line with the results elsewhere in the western world. With an annual average
increase in output per hour worked of 1.1% since 2010, German productivity growth exceeds
the average for other Eurozone countries of 0.9%. In this sense, German companies invest
enough at home to deliver favourable results for their home country. Of course, any country
could always do more to stimulate private investment and job creation at home.

Pro-growth reforms: always make sense

Some deregulation and a streamlining of administrative procedures and the tax code could
turn Germany into an even better place to invest and create jobs. With job vacancies at a
record high, a major impediment to more investment and faster productivity growth seems
to be a lack of suitably qualified labour. To raise investment and productivity, Germany
should thus aim to revamp its immigration regime to attract the skilled labour which the
country needs. More importantly, Germany should make better use of its own human
resources. First and foremost, that would require serious reforms of its education system,
especially for very young children, and a better integration of those immigrants who are
already there.

Dealing with German angst? Better policies could help

To the extent that a specific German angst contributes to the strong household savings rate
(up from 8.9% of disposable income in 2013 to 9.8% in 2017), measures to ease concerns
about the future may help to stimulate household demand and reduce the current account
surplus slightly. In Germany’s rapidly ageing society, reforms to make the public pension,
health-care and especially the nursing-care schemes more sustainable in the long run could
brighten the outlook for those Germans who save a lot to provide for future needs. A gradual
further rise in the retirement age beyond the 67 years planned for 2023 and a system that
allows and rewards people for working well beyond the standard retirement age could be a
major step. Unfortunately, the envisaged coalition between CDU/CSU and SPD wants to
make pension entitlements more generous instead. In the coming years, this may be one
factor keeping the German current account surplus somewhat elevated.

Higher wages? The market is taking care of it

In response to full employment and record job vacancies, German wage growth has picked
up in recent years. Since 2012, wages in manufacturing, construction and services have risen
at an average annual rate of 2.4% in Germany versus an average of 1.3% elsewhere in the
Eurozone. The market is taking care of the wage issue (see also chart 19 on page 10). Faster
wage growth in Germany beyond what the market is already yielding could be
counterproductive. In many sectors, companies could easily relocate production abroad or
replace workers by robots if domestic wage costs surged too much. Incidentally, a shift in
production abroad would show up as a rise in the current account surplus for a while as it
would redirect investment abroad and away from home. Also, higher wages could make it
more difficult for the less skilled workers to find a job. Arguably, a less robust labour market
could stoke the German angst. It may stimulate private savings rather than consumer
spending and thus cause the external surplus to widen instead of narrowing.
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A case for gradually
raising public investment

Private investment is
strong enough to deliver
good results

Any country could always
do better — so could
Germany

Making Germany'’s safety
nets fit for the future may
help to combat angst

No case for any policies to
boost wage growth
artificially
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Conclusion
All in all, we see only a limited need for Germany to adjust its policies. The country needs no More public investment
fiscal stimulus. An attempt to boost wages artificially beyond the market driven increase in and more pro-growth
German labour costs could backfire. reforms make sense...
A gradual modest increase in German public investment would make sense. More ...as they would in many
importantly, Germany could do more to utilise its human resources and become a better other countries regardless
place to invest. As a by-product, such policies could strengthen domestic absorption and of the current account

reduce the current account surplus modestly. However, this policy advice does not have
much to do with the current account issue. Pro-growth structural reforms and a gradual and
sustained redirection of public spending towards more investment would make sense in all
advanced economies regardless of their current account position.
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