We need to talk about Germany

What’s the matter with Germany?
Europe and the Euro-zone have grown accustomed to facing crises; the history of the continent is filled with
conflicts, crises and wars. The post-war period, albeit peaceful, has not been much different at least on an
economic, monetary and philosophical level and especially so since the introduction of the common
currency.
Since the end of World War II, Germany has been associated more with the sponsorship of the common
European ideals rather than with the cause of the crises that could undermine the European project.
Nonetheless, its exploitation of the stickiness of the common exchange rate regime (what’s stickier than the
Euro?) to the detriment of other European countries has been flagged as one of the main causes for the
weakness that has arisen in the other countries.
Germany has been undoubtedly the juggernaut behind the European growth since the Great Recession, and
before (see Figure 1), and its export-driven model of growth, although not exactly replicated by the other
countries, has been a success. Others are the countries that usually bear the crux of being the profligate,
over-spending and debt-burdened bad guys. Portugal, Italy, Ireland, Greece and Spain clearly spring to mind.
Italy, for instance, is still in the crossfire and must fight against an ever-volatile spread between its interest
rates and the German ones.

Figure 1 Selected European countries' GDP growth since 2002. Source Bloomberg.

But now, for the first time since long, things are starting to look different. It feels like the wine has finished,
but we are still in the middle of the party: at first the guests share surprise and laughter, but soon
disappointment and sarcasm surface and take over. And guests try to leave.
The evident changes in Europe (and not only here) are both in social and political affairs as well as in
economic ones. With regards to the first point, we have witnessed the populist backlash which has spanned
the European continent and that looks likely to stay for the foreseeable future. It has been fuelled by antiestablishment and anti-immigration sentiments and it’s probably rooted in a deep realization among the
masses (including, crucially, the middle classes) that we are not as rich as we thought we would be (the latest
to realize it are the Gilets Jaunes in France). On the second point, it looks like Germany is now heading into
a recession.
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The arising of this populist wave has important repercussions. For example, it means that policies, and
politics, will increasingly be focused on pushing each individual country’s agenda and utility rather than
thinking the best for the entire system. Whatever one thinks of Trump, it is clear that his choices and aims
(from the border wall to the trade wars to the renegotiation of treaties) are going to be a blueprint for many
other politicians too. This means that rather than having compromises where everyone wins and loses a bit,
there will be few big winners and a lot of smaller losers.
Economic situation
Figure 2 shows that the German GDP growth has now come to a halt and certainly lower than was expected.
There could have been some one-offs situations to explain it, even so, it looks like the German engine has
come to an abrupt stop.

Figure 2 Germany GDP growth QoQ SA. Source Bloomberg.

Other pieces of hard data are in line with the overall GDP trend. In fact, Factory Orders have shown ongoing
weakness (Figure 3) and Industrial Production has been lacklustre (Figure 4) for the last 6 months and has
surprised decidedly on the downside for the last two.

Figure 3 Germany New Factory Orders MoM with 3m and 12m moving averages. Source Bloomberg.
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Figure 4 Germany Industrial Production YoY NSA. Source Bloomberg.

Additionally, leading indicators like the PMIs (Figure 6) and the IFO (Figure 7) indexes are pointing towards
further weakness. It is interesting to see that, while the Service PMI has recently rebounded, the
manufacturing index is taking an even deeper dive.

Figure 5 IFO indexes. Green: Current Assessment, White: Business Climate, Yellow: Business Expectations. Source Bloomberg.

Figure 6 Markit Germany PMIs. Source Bloomberg.

3

And finally, the Exports (Figure 7), the most important part of Germany’s growth, are showing signals of
weakness. Here Germany has slowed down due to shocks from foreign trade, in particular due to Trump’s
Trade Wars and Chinese curb on domestic credit expansion.

Figure 7 YoY change in German Export Volumes, 3m MA1.

The question is if the Teutonic weakness can lead to a Eurozone, and even possibly a global slowdown in
2019.
Germany has run a fiscal surplus for years and an increasing one indeed. Germany has also usually
underestimated its government revenues and under-invested in its infrastructure and military - see the US
complaint at NATO level that Europe is not contributing the agreed 2% of budget to the defence spending
commitments.
Hilariously, as things stand now, it seems that the bulk of the fiscal stimulus for the Eurozone is coming from
France (as a reaction to the Gilets Jaunes movement) and Italy (as part of the political programme of the
current government). Exactly the two countries which can least afford it, given their limited fiscal capacity they have consistently run fiscal deficits for years and their Debt/GDP ratios are not compliant with the
Maastricht treaty. Therefore potentially worsening future imbalances.
Germany needs to consider delivering some fiscal stimulus. It is like feeding garlic to a vampire, but probably
not as deadly. German politicians fear budget deficits and policies that undermine strong exports.
Nonetheless, a positive stimulus now could deliver more benefits than its costs. A stronger domestic German
demand would help its trading partners (mostly European) through the Imports channel. It would also help
to cushion the negative effect of Brexit, both in its soft and hard version, which is still a distinct possibility.
Moreover, stronger internal demand would be valuable to offset the effects of the Trade Wars and of the
possible new tariffs. True, the Trade Wars seem to be easing due to the ongoing negotiations between China
and US on their new terms of engagement. Anyway, it would be foolish to think that the menace of US tariffs
on European cars would go away. On the contrary, given that they worked for China, they have become more
probable now for Europe as well, at least as a negotiating tactic on the US part. This is a particularly hot point,
given the reliance on exports and the importance of the car industry in Germany.
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This chart comes from Brad W. Setser’s blog “Follow the Money” at the Council on Foreign Relations,
cfr.org/blog/Setser “The Case for a Significant German Stimulus Is Now Overwhelming”, 11/02/2019.
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Finally, Germany still enjoys high savings, low inflation and very low/negative interest rates, so the financing
of the stimulus would be cheap. Furthermore, spending on internal projects and investments is usually an
easy sell to the general public.
Is Germany Europe’s next nightmare?
There has been a long debate, which still rages on, about the fact that Germany’s “undervaluation regime
has brought Europe on the brink of collapse”2. Germany, with its powerful institutions, banks, industrial
conglomerates and political pressure has been able not only to impose its regime on everybody else, but also
to maintain it by setting the debate in terms of ethical and moral terms of right and wrong, saint and sinners,
honest and profligate – terminology that makes it easier to win debates without debating by appealing to
emotions rather than rational accounting. Like it or not, the German undervaluation regime is the most
nationalist policy of all because, after all, it is a beggar-thy-neighbour one and it is not used to solve any
current balance of payments crisis.
The rest of the world has gone along with it because in part it could do nothing about it and in part it also
benefitted by a strong Germany and its economic growth. Particularly in Europe, the widespread acceptance
of the common currency, and its costs, has been supported by its perceived or promised higher benefits, for
example, low interest costs, stability, positive feedback from growth in other countries, better governance
of public budget and reduction of inefficiencies.
As the public opinion and political agendas have shifted, in EU as well as in US, will the acceptance of past
regimes stay intact, especially if their perceived benefits disappear?
Germany is failing to take the leading role in innovating the European Union, by avoiding realizing that
Europe can no longer live on the terms and balances of the post-war era. Military, economically and socially
Europe needs to stand on its own feet, if it wants, together with the US, to uphold the common values of
liberal democracies and if it wants to reach enough clout on its own to withstand American, Russian as well
as Chinese bullying.
Whether Germany will adapt or not is a matter of life or death for the European project: not an immediate
collapse, rather a sequence of recurring crises that will take their ultimate toll on the system. Greece in
2009: public debt crisis; Hungary since 2010: illiberal state; Italy in 2011: public budget and debt crisis; Brexit
since 2016; Poland since 2017: clash with EU over democratic norms and rules; Italy again in 2018: budget
deficit and veiled threats to exit the Euro - those are just the first instances of what can become a long series.
When the wine runs freely it’s easy to keep everyone happy, instead when the flow stops the complaints
start coming in. Germany has gained immensely from the stickiness of the system and its exchange rate
undervaluation policy, now it’s time to give something back if it really cares about the future of Europe.

Nicola Marinelli
Senior Portfolio Manager
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“The German Undervaluation Regime Under Bretton Woods – How Germany became the nightmare of the World
Economy”, Martin Höpner, Max Planck Institute for the Study of Societies, Discussion Paper 19/1.
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Disclaimer
This material has been prepared by Valeur Capital Ltd. The information contained in this document has been provided as general market commentary
only and does not constitute any form of personal advice, legal, tax or other regulated financial service. It is intended only to provide observations
and views of some of the portfolio managers of Valeur Capital Ltd. Observations and views expressed herein may be changed by Valeur Capital Ltd at
any time without notice. Valeur Capital Ltd accepts no liability for losses arising from the use of this material.
This material does not purport to contain all of the information that an interested party may desire and, in fact, provides only a limited view of a
particular market. It is not investment research, or a research recommendation for regulatory purposes, as it does not constitute substantive research
or analysis. The information provided is not intended to provide a sufficient basis on which to make an investment decision and is not a personal
recommendation or investment advice. While it has been obtained from or based upon sources believed by the portfolio manager to be reliable, each
portfolio manager does not represent or warrant its accuracy or completeness and is not responsible for losses or damages arising from the use of
this material.
This material is provided to you by Valeur Capital Ltd solely for informational purposes, is intended for your use only and does not constitute an offer
or commitment, a solicitation of an offer or commitment, or any advice or recommendation, to enter into or conclude any transaction (whether on
the indicative terms shown or otherwise).
This material has been prepared by Valeur Capital Ltd based on assumptions and parameters determined by it in good faith. The assumptions and
parameters used are not the only ones that might reasonably have been selected and therefore no guarantee is given as to the accuracy, completeness
or reasonableness of any such quotations, disclosure or analyses. A variety of other or additional assumptions or parameters, or other market factors
and other considerations, could result in different contemporaneous good faith analyses or assessment of the transaction described above. Past
performance should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is
made regarding future performance. Opinions and estimates may be changed without notice. The information set forth above has been obtained
from or based upon sources believed by Valeur Capital Ltd to be reliable, but Valeur Capital Ltd does not represent or warrant its accuracy or
completeness. This material does not purport to contain all of the information that an interested party may desire. In all cases, interested parties
should conduct their own investigation and analysis of the transaction(s) described in these materials and of the data set forth in them.
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