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Germany: a model to be revised
In the spring, the German economy was just on the verge of recession. Since then,
according to various business climate surveys, it has made… a step forward. A
contraction of activity seems unavoidable. Its duration and extent will depend on
the developments of the energy crisis. Germany is exposed to the risk of a gas
shortage, the intensity of which depends mainly on two factors, one geopolitical
(the magnitude of Russian gas shutoff), the other technical (the diversification via
other gas suppliers and other source of energy). In the longer term, Germany's
growth model is being called into question.
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Recession, no longer a question of if, but when and how far
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As soon as the war in Ukraine began, the business climate in Europe, and especially in
Germany1, began to weaken. At the time, it was difficult to say whether this was just
a one-off reaction to a shock of uncertainty - perhaps an overreaction that could
be quickly reversed - or the start of a downturn in the economic cycle. Five months
later, the scenario of a downturn is now well established.
Unlike the 2020 recession, activity was not brought to a sudden halt by the war in Ukraine,
except in the automotive sector which was deprived of essential components. At the same
time, the service sectors have benefited from the lifting of health restrictions, more or less
compensating for the deterioration in other sectors (chart lhs). The catch-up in services
is now behind us. Up to now, the Bundesbank's weekly activity indicator describes an
economy that is roughly stagnant, but not yet experiencing a sharp correction. However,
the outlook for activity has been revised down to a degree comparable to the shock of the
pandemic, judging by the IFO survey (chart rhs). No sector has been spared. The PMI
survey sends a similar signal: in July, the composite output index fell into the “recession
zone”, to its lowest level (excluding the pandemic) since the end of 2012.
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The direct cause of the fall in business confidence is the ongoing energy crisis,
which Vladimir Putin seems to be modulating to suit his interests 2. From the point
of view of the Russian authorities, a total cut-off of gas deliveries is not necessarily
desirable because it would reduce export revenues and lose leverage in the tussle with
the EU. To inflict maximum pain on Europe, reduced and disrupted deliveries are a more
effective way of creating uncertainty and stirring up divisions between countries. This can
be seen in the rather lukewarm initial reaction to the Commission's proposal to uniformly

1

See our Eco Note dated 31 March 2022: "Germany: on the brink of recession"
The Russian authorities invoke technical constraints to justify adjustments to their gas deliveries to Germany (to 40% of the normal level in mid-June, to
zero in mid-July, before a partial resumption of deliveries). They had adopted a similar tack last summer to speed up the approval of NordStream2,
unsuccessfully. This time, no sooner has one turbine been repaired than a second one, conveniently enough, urgently requires repair.
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reduce gas demand by 15% in the EU. With some Schadenfreude, several countries felt
that they did not have to make such an effort to address a problem that primarily affects
Germany. This is a short-sighted position, but one that is attributable to the memory of
the sovereign debt crises of the past decade. At that time, it was Germany that imposed
fiscal austerity measures on southern Europe. A political agreement was eventually
reached on this plan. It would be mistaken to think that the rest of the EU will not be
affected if the German economy continues to weaken.
Since the start of the war in Ukraine, German economic forecasts have been turned
upside down, but given the downside risks relating to the Russian gas crisis, we
think that further substantial revisions are still to come. Between mid-February and
mid-July, the consensus median forecast for real GDP growth was lowered from 3.5% to
1.5% for 2022, and from 2.7% to 1.5% for 2023 (chart lhs). These averages are consistent
with a stagnation over the transition from 2022 to 2023 but not with a contraction in
activity. Given the persistent energy crisis, forecasts for activity will likely have to be cut
further by at least 1 point, mainly between Q3 2022 and Q1 2023, a period in which the
risk of shortages is strongest (Insert 1 on the Russian gas shock, p.3).
At this stage, the downward revisions have primarily concerned household consumption
to reflect the impact of the massive inflation shock on real income (chart rhs). Household
purchasing power is reduced insofar as wage gains are lagging well behind prices,
despite one-off compensations in recent negotiations (Insert 2 on wages).
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To make matters worse, it seems as though everything is conspiring to dampen the
growth outlook for Germany in the next few months. Compounding the shock to
consumption is the impact of tighter financial conditions. The ECB’s monetary policy
tightening3, pre-announced in February, has resulted in a jump in mortgage lending rates.
They have risen by 200bp since the start of the year, which, all things considered, slices
around 20% off average housing affordability in a market which, in the last few years, has
shown signs of overheating (home prices have risen by 22% since early 2020). German
banks now expect a decline in mortgage demand in Q3 2022 on a similar scale to that
seen in Q1 2009 during the global financial crisis. And then there is Germany’s
exposure to foreign demand. In addition to the evaporation of exports to Russia, exports
have weakened as the Chinese economy came to a halt during the lockdowns.

3

The irony is that the ECB monetary policy tightening reflects a return to the fore of strict monetary orthodoxy of which the Bundesbank is the supposed
guardian. Bye, negative rates, welcome to the era of positive rates! See our Eco Note of 20 July 2022: "The ECB and its inconsistencies"
This is a non-contractual document, it is strictly for the private use of the recipient, and the information it contains is based on sources we believe to be reliable, but whose accuracy and completeness cannot be guaranteed. The
opinions given in the document reflect our appraisal at the time of publication and may therefore be revised at a later date.
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In 2021, the German economy underperformed its main Eu partners as it depended
on external demand, particularly from China and, as a result, was more vulnerable
to disruption in global supply chains. In 2022 and 2023, it could again suffer more
than other countries because of its energy dependence on Russia. It is a bit too
soon to draw definitive conclusions for the medium term, but, at first sight, the
growth model that has been the basis of Germany’s success for the last two
decades and more has been shaken. Its sizeable industrial sector benefited from
low and, more importantly, stable energy costs, and from fast-growing foreign
demand. For the foreseeable future, the former advantage has vanished and there
are as yet no great efforts to boost domestic demand to replace foreign demand.
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Insert 1: what do the impact studies of a Russian gas supply shutoff tell us?
Energy dependence on Russia poses an economic and an ethical problem. Ethic-wise, it goes without saying that we should halt all Russian imports in
order not to give Vladimir Putin’s regime any resources to finance his war of aggression against Ukraine and deprive him of any means of exerting
geopolitical pressure. In reality, it is a trickier problem to address. In the medium term, Europe/Germany are in a position to do without this gas, but in
the short term, transforming the energy mix will involve adjustment costs to find other suppliers, to substitute other sources of energy or to adapt demand
to production capacity. There are many complex mechanisms at work. In practice, we need to reckon with contradictory objectives: ultimately, completely
removing Russian gas from the equation, but in the meantime, importing it in order to build up the largest possible stocks in preparation for the winter(a).
In the last few months, various studies have tried to model this shock and to estimate its cost in terms of the loss of output relative to a base scenario
with no restrictions. The main conclusions of the existing literature are summarised in the table below(b).
Impact of Russian gas shutoff on German GDP
Study
ECB
OECD
Bachmann & al.
Schnittker & al.

Date of publication

German economic experts
Bundesbank
Bundesbank

March 2022
April 2022
June 2022

IMF

July 2022

Gas loss (%)
10
20
30
9
36
30
40
31

March 2022
March 2022
March 2022
March 2022

12

GDP loss*
0.7
0.9
0.25 to 3
1.5
3.4
2
5
1.5 in 2022
6.75 in 2023
3 with frictions
0.4 without frictions

* %-deviation from baseline scenario with no shutoff

A number of comments can be made here. This work, as rigorous as it may from an analytical and technical perspective, seeks to describe a situation
that has never occurred. There is no real pertinent reference point from which to calibrate the models effectively (calculation of the elasticities of
substitution for gas). It is tempting to draw parallels with the 1970s oil embargo, but this is risky: apart from the fact that energy intensities have shifted
immensely since then, the gas market operates differently from that of oil. In an integrated market, a shock primarily affect prices which will rise until the
market is balanced. In a fragmented market, the shock may lead to shortages, whatever the price level. The impact on production is not the same in
either case.
Logically, the loss of output is greater the more severe the rationing scenario, but this is not the only factor to cause a gap. It is worth noting that the first
studies published in March, just after the war in Ukraine began, put the shock of a Russian gas shutoff at a lower level than the more recent ones. These
include the direct effects on energy sector production and the indirect effects such as the drop in supply of intermediate goods and services to companies
(via input-output sector tables) or heightened economic uncertainty. Some of the assumptions of these studies are quite severe, notably as regards the
limited price-elasticity of demand. In fact, since the start of the year, gas demand has fallen considerably in Germany (-14% from January to May
compared to 2021, -5% compared to the 2017-2021 average). In their recent studies, the IMF and the European Commission estimate that Germany is
likely to reduce its gas consumption by 15% (relative to the 2017-21 average) to absorb the halt to Russian supplies in the event of a normal winter. If
the winter is harsh, however, stricter administrative rationing will be needed, with a much greater fallout for industrial sectors. An additional difficulty in
terms of analysis relates to estimating the flows of Russian gas re-exports from Germany to other countries. The problem of dependence on Russian
gas is not limited solely to the German economy. According to the IMF, the cost of rationing would even be higher in Italy, and much more so in eastern
European countries(c).
All told, the studies cover a broad range of possible scenarios, from a fairly minor shock (less than 1 point of GDP) to situations involving severe
recessions (up to 5 points of GDP). The Bundesbank model shows that the impact could be significant over the winter quarters and much lower otherwise
(chart lhs). According to the German government’s council of economic experts, with natural gas prices at around their recent levels (a range of €150200/MWh), the impact on GDP would be close to the realistic estimates of the IMF and the European Commission at around 2 pts of GDP. The worstcase scenario, in which GDP losses would reach 5 points, sees prices doubling or tripling (chart rhs).
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(a) See our Eco Note dated 29 June 2022: "Gas rationing".
(b) For the exact references, see IMF (2022), "The Economic Impacts on Germany of a Potential Russian Gas Shutoff", working paper, July.
(c) See IMF (2022), “Natural Gas in Europe - The Potential Impact of Disruptions to Supply”, working paper, July

Insert 2: Update on wage negotiations in Germany

Wage agreements react with a delay to economic developments. In Germany, the average duration of a collective agreement is around 24 months. Only
half is renegotiable each year. It is therefore reasonable to wonder whether the relative lull on wages to date is not the prelude to a surge over the
coming months and quarters in response to the exceptional rise in inflation (more than 8% y-o-y). Recently, employees in the steel industry obtained an
increase of 6.5%. The agreement covered 18 months and there had been no wage review since 2019 due to the health crisis. In the chemicals sector,
negotiations have been pushed back from the spring to the autumn. In the metal sector, union demands are for an increase of 8% in the next round of
This is a non-contractual document, it is strictly for the private use of the recipient, and the information it contains is based on sources we believe to be reliable, but whose accuracy and completeness cannot be guaranteed. The
opinions given in the document reflect our appraisal at the time of publication and may therefore be revised at a later date.
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In Q1 2022, negotiated wages showed a marked acceleration in Germany with a peak of more than 6% y-o-y. This caused a stir amongst some
observers, including the central banks which are above all fearful of triggering a price-wage loop. On closer inspection,, this acceleration is due to the
last “corona bonus” payments (special bonuses linked to the pandemic) which were tax-exempt until March. Excluding the bonus, the increase in wages
was more or less stable and remains below the average rate of 2.6% per annum observed over the decade before the pandemic (chart lhs, p.4).

Economy
Wednesday 27 July 2022
negotiations. In the past, agreement has been reached at around half of the initial demand (chart rhs). This time, the agreement could be more favourable
to employees, but overall, we have observed no significant deviation from the behaviour that led to wage moderation in the past (no spiralling unit labor
costs). The Bundesbank forecasts a 2.7% increase in negotiated wages in 2022 and 2.8% in 2023(a), after +2.2% in 2020 and +1.6% in 2021.
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Another element that should be taken into account is the one-off adjustment in the minimum wage. It is set to increase by 25% from € 9.6 per hour in
2021 to € 12 by this coming October. This increase will only concern a minority of employees and an even smaller share of the total payroll. According
to the Bundesbank, this single revaluation of the minimum wage will have an impact of 0.8 points on the total level of compensation.
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(a) See Bundesbank (2022), “Outlook for the German economy for 2022 to 2024”, Monthly report, June.
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