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Worstis over in German manufacturing sector

e 1In 2023, Germany's economy fared the worst among major economies, with GDP
declining by 0.3% year-on-year and industrial production dropping by 2.5%
compared to 2021. This can be attributed to its heavy reliance on manufacturing,
past reliance on Russian gas, weak construction sector, and reduced global trade.

o Thecyclical factors explaining the weak manufacturing sector are expected to ease
further so the German manufacturing sector will be able to muddle through near-
term and seize growth opportunities.

e The German manufacturing sector faces significant structural challenges from a
declining work force, higher energy prices, and uncertainty about climate and
fiscal policies, which means structural growth will be weak in coming years.

German economy lags peers due to reliance on manufacturing

The German economy's underperformance compared to peers is largely due to its
heavy reliance on manufacturing. Industrial production in Germany has declined over
the past two years, notably dropping by 2.5% in 2023 compared to 2021. This decline
mirrors a broader trend seen across the euro area, attributed to the significant increase in
borrowing costs following ECB policy tightening. The impact on the German economy is
amplified by the substantial contribution of manufacturing and construction sectors,
accounting for 31% of the economy, exceeding the euro area average of 23%.

Germany falters due to Russian gas supply shutdown

The German manufacturing sector has faced pronounced challenges compared to its
euro area counterparts, largely due to its historical dependence on Russian gas. In
2021, 60% of German natural gas consumption came from Russia, with 33% and 24% of
oil and coal, respectively, also originating from there. The cessation of Russian gas imports
in 2022 exacerbated the increase in energy prices for German manufacturing. As a result,
energy-intensive sectors experienced a notable 16% decline in production since 2021, while
overall industrial production decreased by 2.5%. These energy-intensive industries
accounted for 26% and 22% of total industrial production in 2022 and 2023, respectively.
In 2023, these sectors, making up 16% of manufacturing employment, saw a 0.2% decrease
in employment, while others’ rose by 1.3%, and thus, marginally cooled the labour market.

Germany weak due to openness of the economy

The highly open nature of the German economy has rendered it particularly
vulnerable to the downturn in global trade witnessed last year. With trade to GDP ratio
standing at 90% in Germany, in stark contrast to 67% in France and 18% in the US, the
German economy's heavy reliance on exports is evident. Notably, vehicles, machinery, and
electric equipment collectively constitute 45% of German goods exports. The reduction in
the volume of world trade coupled with subdued demand for manufactured goods in trading
partner nations, as indicated by our German export barometer (see chart on next page), have
coincided with the decline observed in German exports.

German GDP unchanged since pre-
pandemic following decline in 2023
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Rising energy prices have hurt the
German industry
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Decline in global trade hurts Germany

gg -%vy/y World trade volume growth (rhs) % V/y- 25
20 - Germany export growth (lhs) - 20
- 15
&5 =
- 10
= 5]
- 0
= =B
==i@
=BE = = =05
=28= = =20
U T R
00 02 04 06 08 10 12 14 16 18 20 22 24

Source: Destatis, CPB, Macrobond Financial

Analyst, euro area macro research
Rune Thyge Johansen

+45 40 26 04 36
rujo@danskebank.dk

https://research.danskebank.com


mailto:rujo@danskebank.dk

REsSEARCH

Spillovers from construction sector weakens manufacturing

The German construction sector faces significant challenges, with production
declining by 4.5% in 2023 compared to 2021 levels. Particularly in residential
construction, the business situation assessment is at its lowest level in almost two decades,
according to the Ifo survey. Additionally, low demand has resulted in a 7.2% year-on-year
decrease in house prices in 2023. This weakened state of the construction sector has also
impacted energy-intensive manufacturing sectors, with reduced demand for building
materials such as steel, concrete, and glass. Combined with the supply shock of elevated
energy prices, this has led to a significant production slump in these sectors.

German manufacturing to muddling through near term...

We expect the German manufacturing sector to muddle through and possibly seize
short-term growth opportunities as cyclical headwinds fade further. Leading indicators
from Asia signal a rebound in the global manufacturing cycle, see Research Global:
Manufacturing recovery to continue into the summer, 15 April. This, coupled with a
recovering global economy and increased spending on goods, will bolster German exports.
Additionally, the recent decline in energy prices is expected to facilitate the recovery of
energy-intensive industries in Germany, with latest data indicating a 4.2% increase in
industrial production in these sectors in both January and February, surpassing the total
industry growth rates.

Improved financial conditions since October will bolster the manufacturing sector
and stabilize construction activity. However, despite these positive developments, PMI
and Ifo surveys indicate ongoing subdued performance in the German manufacturing
sector. We anticipate a scenario of muddling through rather than a robust rebound in
activity. Upside risks to the outlook are a faster recovery in the factors mentioned above
and stronger domestic demand following lower inflation and easing of monetary policy.
Geopolitical tensions and higher inflation pose downside risks to the outlook.

.. but structural problems spell low growth ahead

Despite near-term tailwinds, the German manufacturing sector confronts significant
structural hurdles, signalling weak growth prospects in the medium term. Gas futures
remain 70% higher than pre-COVID levels in Europe, contrasting with average levels in
the US. This, coupled with rising EU carbon allowance prices, places Germany at a
competitive disadvantage, as noted in the Ifo survey, with industrial companies reporting
their poorest competitive position on record. Additionally, the workforce is projected to
decline by 10% from 2023 to 2030, according to the UN, leading to expected structural
GDP growth of merely 0.4% year-on-year in the coming years. Furthermore, uncertainty
surrounding fiscal and climate policies are dampening investment sentiment.

Gas futuresin Europe 70% higher than
pre-covid average

Prime working age population to
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Financial conditions have eased
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Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation
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Conflicts of interest
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obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc
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General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.
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This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (II) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (I11) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.
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