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Fourreasons why a fiscal boost is not around the corner

With the surprise win of Norbert Walter-Borjans and Saskia Esken, two staunch ‘Groko’
critics have taken over the leadership of the Social Democrats (SPD). Their outspoken
critique of the government’s balanced budget policy (‘black zero’) has rekindled hopesin
the market about more expansionary fiscal policies. In this publication we outline four
arguments why we think investors (still) should not get too excited about a big German
fiscal policy boost in the near-term.

1. ‘(_}f“oko’ collapse nota foregon_e_conclusion: The n_ew SPI? leaders _have been staunch Both SPD and CDU/CSU would lose
critics of the current grand coalition (‘Groko’) during their campaign. Although we seats in a new election
think the risk of a government crisis has risen, new elections in Q1 2020 are still not T Opinion palls
our base case (see scenarios on next page). Judging from current polling, neither the 35-
SPD nor the Conservatives (CDU/CSU) have an interest inan early election that would 30-
see their share of the vote diminished compared with 2017. The latest noises from the
SPD also suggest such an awareness and the lead motion for this weekend’s party

Cbu/csu

convention will apparently not call outright for an end tothe grand coalition. Instead, 10-  Secton| SPD
we expect the new SPD leaders to start exploratory talks with CDU/CSU in the coming o a01s eore
weeks and months on key demands, such as revisions to the climate package (raise the Source: Macroband finandial, Danske Bank

CO2 price from EUR10 to EUR25/t), additional investments (in the volume of
EUR459bn) and an |ncrea§e in the mlnlrr?u'rr? wage (from EUR9 to EL.JR12/hr.)..M inor AKK lacks public backing, while Scholz
concessions on these topics are a possibility to uphold the governing coalition for is probably out of the chancellor race

another year, but we doubt a grand scale fiscal policy ‘rethink” will be part of it.

Politicians popularity (scale -5 to +5)
—— Angela Merkel =——Annegret Kramp-Karrenbauer ——O0laf Scholz

2. The open chancellor question: Internal divisions continue to haunt the SPD, both
when it comes to policy priorities and personnel. The new party leaders are relatively 12 L2
unknown in political Berlin (and to voters for that matter) and it is doubtful whether gz v
one of them would receive the backing as a candidate for chancellor from all party 05 %,0.5
wings. The most obvious (and popular) candidate, Finance Minister Olaf Scholz, has Y
just suffered a major political defeat in the leadership battle, making his candidacy to LTSS IS ST ST P
lead the party into new elections highly unlikely. However, it is not only the SPD which

is missing a strong chancellor candidate. The same problem can be seen in the CDU,
where party leader Annegret Kramp-Karrenbauer (AKK) has so far failed to emerge
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from Angela M erkel’s shadow and convince voters of her leadership qualities. In sum, Two—_thirds-majority in Bundestag not
we think neither the SPD nor CDU/CSU currently have a strong chancellor candidate FEEBlBT N EE sl S el e |
to lead the parties into an election, again raising the risk that an early election call would ':,‘ B! “:‘ " Savsants
. 9, ' = SpD
backfire. a0 ".‘~ RO Y 152 seats
mEE g -
3. Debt brake still limits spending: Even if the CDU/CSU would be willing to O 77 Ssaats
. . R R L. . ":':.'==“‘“:0"" = The Left Party
compromise on the ‘black zero’, the constitutional debt brake would still limit fiscal Ol daamss, o oeeels L
i ) ) ~~..==="’ 971112:1:: 90/The Greens
space and hamper any ambitions of a large scale investment package. As we discussed QRS * indspentnt Mo
in Loosening the brake, theroom for extra fiscal spending is limited by the debt brake Source: Bundestag
to some EUR5-6bn (0.2% of GDP) in 2020. While it is relatively easy to abandon the
‘black zero” which is just an voluntary rule, the debt brake can only be abrogated in the
event of natural catastrophes or ‘exceptional emergencies’ (neither of which currently i_‘f”’?/? f”"’ysr
A ila Mihr
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A constitutional change to tweak the debt brake would require a two-thirds majority in
parliament (both Bundestag and Bundesrat). Without the CDU/CSU on board that
would not be achievable and we doubt there is the political appetite for this at the
moment.

Financing is just one part of the puzzle: Even if the SPD and CDU/CSU can
somehow agree on the financing of a large scale investment package, implementation
is far from certain. Apart from the drawn out legislative process to change the debt
brake, a more tangible problem stems from capacity constraints in the construction
sector to implement such a programme. Labour shortages and planning approva
bottlenecks add to the list of impediments, especially at the local government level
where most construction investment is realized. In sum, agreeing on the financing is
one part of the puzzle. Implementing infrastructure investments on the ground is quite
another.

Capacity constraints in construction
sector hampers investments

4 -Standardized

Construction

-2- --10
[T T A S S R T S T
92 94 96 98 00 02 04 06 08 10 12 14 16 18

— Labour shortage (lhs) — Capacity Utilization (lhs) — Investment growth (rhs)

Source: Ifo, Destatis, EU Commission, Macrobond
Financial, Danske Bank

German politics is entering some turbulent weeks

‘Groko’ critics Norbert Walter-Borjans and
Saskia Esken elected as new SPD leaders

SPD seeks re-negotiation of coalition
agreement with CDU/CSU

Substantial . .
Minor concessions

No concessions to

concessions to

SPD to SPD

Key SPD demands:
* Review balanced budget policy
(‘black zero’) for more investments
* Increase in minimum wage to

SPD
—

Breakin grand
coalition before

12€/h (from 9€/h) year-end
* Changes to climate package
! } !

Scenariol: Scenario 2: Scenario 3: Scenario 4:

Grand coalition New elections Jamaica coalition CDuU/Csu

continues until called for ([CDU/CsU, Greens, FDP) minority
electionin 2021 \_ Q1 2020 talks restart government

Probabilities =65% 20% 10% <5%

Source: Danske Bank
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