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Upturn Remains Robust—Amid Mounting Tensions

The German economic upturn has gained both in terms of strength and
breadth. In addition to consumer spending, external trade and investments are
now also contributing to economic expansion. These are the conclusions drawn
by the economic research institutes in their autumn report for the German
federal government. Whereas the very high economic momentum in the first
half of the current year will slow slightly, expansion of economic output this
year and next will exceed production capacity growth. As a result, overall
capacity utilization will increase, with economic output exceeding potential
output. Gross Domestic Product is likely to grow by 1.9 percent this year and by
2 percent in 2018 (calendar-adjusted: 2.2 and 2.1 percent, respectively).

Table
Forecast for Germany: Key Economic Indicators

2014 2015 2016 2017 2018

Real gross domestic product

(percentage change over previous year) 1,9 1,7 1,9
Domestic employment (1 000 persons) 42 672 43 069 43 638 44 285 44768
Unemployment” (1 000 persons) 2898 2795 2691
Unemployment rate’ (in % of labor force) 6,7 6,4 6,1

Consumer price index®
(percentage change over previous year) 0,9 0,2 0,5
Unit labor costs®
(percentage change over previous year) 1,4 1,8 1,6

General government balance*

in billions of euros 9,5 19,4 25,7
in % of nominal GDP 0,3 0,6 0,8
Current account balance
in billions of euros 218,0 260,0 262,4
in % of nominal GDP 74 8,5 8,3 7,8 7,9 7,9

! Federal Employment Agency (BA) concept. %2010 = 100. * Hourly compensation of employees relative to real GDP per hour
worked. * According to national accounts definition (ESA 2010).

Sources: Federal Statistical Office; Federal Employment Agency, Deutsche Bundesbank; 2017, 2018 and 2019: forecast.
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In the first half of the year the expansion rate accelerated substantially—the
annual growth rate amounted to 2.5 percent. “Growth was driven by exports,
which gained momentum in the first half of the year. Domestic demand,
however, likewise remained a driving force behind the expansion, ,” said
Stefan Kooths, Head of the Forecasting Center at the Kiel Institute for the
World Economy. Private and public-sector investment expenditure grew
significantly. Construction activity continued to be boosted by low interest
rates and growing demand for residential housing. Equipment investments
also expanded substantially and are likely to have been stimulated by the
surge in external trade.

The number of vacancies reported on the labor market has increased
considerably, and it is taking increasingly longer to fill a vacant job reported.
In the construction sector in particular, more and more enterprises are
indicating that a lack of available labour is impairing their output. Meanwhile
prices are rising fairly sharply in this sector. Producer prices (excluding
energy) have also seen a marked rise in the course of this year, while
consumer price inflation has increased moderately.

For the second half of this year, the institutes expect further substantial
economic expansion, albeit at a slightly lower rate in comparison with the
first half-year. All in all, the institutes have forecast that Gross Domestic
Product will rise by 1.9 percent in 2017; the 68 percent forecast interval in
this context ranges from 1.7 to 2.1 percent. Adjusted for the number of
working days, Gross Domestic Product will expand by 2.2 percent, the highest
rate since the year 2010. Accordingly, the institutes have raised their spring
forecast for the current year by 0.4 percentage points.

The upturn is likely to continue throughout the remaining forecast period.
Meanwhile it rests on a considerably broader base than only a year ago.
Investments are likewise making a sizeable contribution to economic
expansion, and further robust impetus is discernible from abroad. For next
year and the year after next, the institutes expect Gross Domestic Product to
rise by 2 percent and 1.8 percent, respectively.

Investment activity is picking up noticeably, even if the expansion rates
remain below those recorded in earlier boom cycles. As the level of capacity
utilisation has become high, companies are likely to invest to a greater extent
in expansion projects.

The dynamic pace of private consumer spending is likely to decline slightly,
even though it still remains high in a long-term comparison. Dampening
factors in this regard—unless policymakers take corrective action—include
an increasing tax burden; another is the higher inflation rate. In contrast,
gross wages are likely to grow at practically unchanged rates.

Exports are being stimulated by robust global economic growth, in particular
by the ongoing upturn in the euro area; this will only partly be offset by the
recent fairly strong appreciation of the euro, which reduces price
competitiveness and therefore exerts a dampening effect.
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The situation on the labor market will continue to improve. Employment
continues to grow, albeit at a lower rate in the wake of slightly reduced
production growth. In addition, owing to scarcities and bottlenecks in some
segments of the labor market, capacity utilisation of existing personnel is
likely to increase, which is also reflected by the fact that the working time per
employed person is no longer declining. The number of employed persons is
likely to grow by 1.1 percent in 2018 and by 0.9 percent in 2019, following an
increase of 1.5 percent this year. However, measured unemployment will
continue to decline to a lesser extent than the rate at which employment is
rising. Causes of this include the increasing labor participation particularly by
women and older persons and the continuing immigration. An additional
factor is that the refugees who came to Germany in recent years are
increasingly available on the labor market following the completion of their
asylum procedures and qualification measures. The unemployment rate is
forecast to decline from 5.7 percent this year to 5.5 percent in 2018 and to
5.2 percent in the year 2019.

Inflation is likely to only slightly accelerate in the forecast period. The
institutes anticipate an increase in consumer prices by 1.7 percent in each of
the current and the coming year, and by 1.8 percent in 2019.

The general government's financial situation will continue to improve in the
forecast period. Government revenues will remain highly copious since
expansion supported by domestic consumption yields substantial tax income,
assuming that no extensive tax cuts will be enacted. Government
expenditure—based on current budget figures—is likely to grow but at
slightly declining rates over time. Indications are that this year’s general
government budget surplus will rise from 26 billion euros to 28 billion euros.
This surplus is likely to grow to 37 billion euros in 2018 and to 44 billion euros
in 2019. The general government budget surpluses are only to a lesser
degree due to cyclical factors. The general government’s debt level will
continue to decline in relation to economic output, falling below the 60 per-
cent threshold in the year 2019. “If the next federal government makes use
of the scope provided by structural government budget surpluses in order to
lower the tax burden or increase its spending, financial policy would have an
expansionary stance, not only in this but also in the extended forecast
period; otherwise, it would have a more or less neutral effect as of the
coming year,” said Kooths.

Economic policy was hardly growth-oriented in nature during the last
legislative period. It is worthy of emphasis, however, that the fiscal
consolidation policy adopted in recent years actually succeeded in lowering
public-sector debt in relation to economic output, which means that
Germany today has a public sector that is able to take action based on a
strong economy.

The general government budget surpluses likely to be unfolding for the

forecast period, equivalent to % percent of economic output, should be
utilised in order to improve the economic conditions; in view of the high
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capacity utilisation in any case, there currently is no need for policy with
short-term cyclical objectives in mind.

From the institutes’ perspective, more attention should be paid to the
general government’s revenue side of the equation. In view of the high
burdens imposed on labour incomes in the form of levies and a particularly
sharp increase in direct tax revenues, the focus should be on the income tax
rate curve. However, there is also scope for action in terms of social security
contributions, which are also of particular significance to low-income
workers, especially as regards unemployment insurance.

Corrections in the field of social security contributions are also necessary in
view of the forthcoming demographic challenges. In particular, the situation
regarding statutory pension insurance is likely to deteriorate to a marked
degree in the medium to long term. So far, demographic change has not
made itself felt all that clearly, but the process of ageing is already in full
swing. “The German economy is currently undergoing an interim high in
terms of potential growth rates, which will turn out considerably lower in the
coming decade for demographic reasons,” said Kooths.

Annex

Long version (German):
Projektgruppe Gemeinschaftsdiagnose: Upturn Remains Robust—Amid Mounting
Tensions. Autumn 2017. Kiel 2017.

The report can be downloaded from the following website as of 11:00 a.m., 28" September
2017: www.gemeinschaftsdiagnose.de/category/gutachten/.
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The Joint Economic Forecast in autumn 2017 was prepared by the following
institutions:

Deutsches Institut fir Wirtschaftsforschung (DIW), Berlin
www.diw.de

Pressekontakt Tel.: (030) 89789 152, E-Mail: presse@diw.de
in Kooperation mit:

Osterreichisches Institut fiir Wirtschaftsforschung

www.wifo.ac.at

Leibniz-Institut fiir Wirtschaftsforschung Halle e.V. (IWH)
www.iwh-halle.de

Pressekontakt Tel.: (0345) 7753 720, E-Mail: Stefanie.Mueller@iwh-halle.de

ifo Institut — Leibniz-Institut fir Wirtschaftsforschung an der Universitat
Minchene. V.

www.ifo.de

Pressekontakt Tel.: (089) 9224 1218, E-Mail: Schultz@ifo.de
in Kooperation mit:

KOF Konjunkturforschungsstelle an der ETH Ziirich

www.kof.ethz.ch

Institut fur Weltwirtschaft (IfW), Kiel
www.ifw-kiel.de

Pressekontakt Tel.: (0431) 8814 411, E-Mail: mathias.rauck@ifw-kiel.de

RWI — Leibniz-Institut fiir Wirtschaftsforschung e.V., Essen
www.rwi-essen-de

Pressekontakt Tel.: (0201) 81 49 213, E-Mail: sabine.weiler@rwi-essen.de
in Kooperation mit:

Institut fur Hohere Studien Wien

www.ihs.ac.at

Kontakt-E-Mail: weyerstr@ihs.ac.at

-y
W

Holle Wirtschaftsforschung
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