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New wave of infections delays economic recovery in Germany

The lockdown is causing production in Germany to decline at the end
of the year. When restrictions will be relaxed again, the recovery is
likely to pick up pace only slowly, partly because the temporary reduc-
tion in value-added taxes is expiring. In spring, milder temperatures
and an increasing portion of the population being vaccinated are likely
to support the German economy to expand more strongly. The Halle
Institute for Economic Research (IWH) forecasts that gross domestic
product will increase by 4.4% in 2021, following a 5% decline in 2020.
In East Germany, both the decline and the recovery will be significantly
less pronounced.

Table
Forecast for Germany: Key Economic Indicators® for Germany, 2020-2022
2019 2020 2021 2022
percentage change over previous year (price adjusted)
Germany 0.6 -5.0 4.4 3.2
East Germany® 1.3 -2.8 3.6 2.4
percentage change over previous year in %
hours worked 0.6 -4.3 2.0 1.5
hourly union wages 3.2 2.5 1.6 2,4
hourly actual wages 3.1 3.0 -0.4 1.7
unit labour costs® 3.2 4.3 2.7 0.4
consumer price index 1.4 0.5 1.2 1.4
1 000 persons
employment (domestic) 45 269 44 822 44 857 45 282
unemployment® 2 267 2 698 2 666 2 464
in %
unemployment rate? 5.0 59 5.8 54
East Germany® 6.4 7.3 7.2 6.7
in % of nominal GDP

general government overall balance 1.5 =5.1 -4.3 -1.8
current account balance 7.1 6.1 538 6.7

2 East Germany including Berlin. - ® Per hour (IWH calculations). - ¢Federal Employment Agency (BA) concept.—
4 Unemployment in % of civilian labour force (Federal Employment Agency (BA) concept).
Sources: Federal Statistical Office; 2020-2022: IWH forecast (as of December 16, 2020).

The international economy seems bifurcated: While economies in East Asia and, to a
lesser extent, major emerging economies such as India and Brazil continue to recover
from the pandemic-related slump in spring, North America and large parts of Europe
are expected to experience a weak winter. Particularly in Europe, a surge in infections
and accompanying containment measures are likely to lead to declines in production. In
early summer, the pandemic is expected to subside in the face of milder weather condi-
tions in the northern hemisphere. This forecast assumes that the advanced economies
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will gradually succeed in bringing the pandemic under control with the use of vaccines
in summer 2021. Production will then expand quite strongly in Europe and in the USA.

“The current lockdown in Germany will cause production to contract, albeit to a
lesser extent than in spring since the decline is likely to be confined to parts of the
services sector involving physical interaction,” says Oliver Holtemoller, head of the
Department Macroeconomics and vice president at the IWH. By contrast, the
manufacturing sector continues to benefit from a rebounding global economy. In the
first quarter of 2021, positive effects from lifting restrictions will outweigh the drag
from the expiration of the VAT (Value Added Tax) reduction. It is assumed that
progressive vaccination of the population starting in summer 2021 will steadily
reduce infections. The economy will then recover, supported by fairly strong growth
rates in private consumption and investment. While employment has fallen more
sharply since the start of the pandemic than during the financial crisis, it is projected
to rise again from spring 2021. Consumer price inflation will remain moderate
throughout the forecast period. The stability of real household incomes as well as
the low number of corporate insolvencies are largely attributable to fiscal policy
relief measures. The general government deficit ratio is expected to remain excep-
tionally high at 4.3% in 2021, after 5.1% in 2020.

According to Holtemoller, uncertainty about the efficacy of vaccinations to end the
pandemic poses the main risk to the German economy. However, the current surge
in infections throughout Europe also carries risks, such as the renewed faltering of
demand from nearby European countries or supply chain disruptions. Supply chains
could for example be compromised if illness or the closure of daycare centers and
schools forces some workers to stay at home.

The extended version of the forecast (Neue Pandemiewelle verzogert konjunkturelle
Erholung in Deutschland) contains the following four info boxes:

Box 1: Price developments of selected goods (in German)
Box 2: Estimation of potential output (in German)

Box 3: Financial assistance during the pandemic (in German)

Box 4: Collapse of travel services during the pandemic (in German)

Publication

Brautzsch, Hans-Ulrich; Claudio, Jodo Carlos; Drygalla, Andrej; Ex3, Franziska; Hei-
nisch, Katja; Holteméller, Oliver; Kémpfe, Martina; Lindner, Axel; Miller, Isabella;
Schultz, Birgit; Staffa, Ruben; Wieschemeyer, Matthias; Zeddies, Goétz: Neue
Pandemiewelle verzdgert konjunkturelle Erholung in Deutschland. IWH, Konjunktur
aktuell, Jg. 8 (4), 2020. Halle (Saale) 2020.
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The IWH list of experts provides an overview of IWH research topics and the
researchers and scientists in these areas. The relevant experts for the topics listed there
can be reached for questions as usual through the IWH Press Office.

The Halle Institute for Economic Research (IWH) — Member of the Leibniz Association was founded in
1992. With its three research departments — Macroeconomics, Financial Markets, and Structural
Change —, IWH conducts economic research and provides economic policy recommendations, which
are founded on evidence-based research. With the IWH's guiding theme “From Transition to European
Integration”, the institute’s research concentrates on the determinants of economic growth processes
with a focus on efficient capital allocation in a national and European context. Particular areas of
interest for the institute are macroeconomic dynamics and stability, microeconomic innovation
processes, productivity and labour markets, the dynamics of structural adjustment processes, financial

stability and growth and the role of financial markets for the real economy.

The Leibniz Association connects 96 independent research institutions that range from the natural.
engineering and environmental sciences via economics. spatial and social sciences to the humanities.
Leibniz institutes address issues of social. economic and ecological relevance. They conduct knowledge-
driven and applied basic research. maintain scientific infrastructure and provide research-based

services. For further information see http://www.leibniz-gemeinschaft.de/en/home/.
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