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Abstract

The paper analyses the rise of the current account balance in Germany by around ten percentage
points (relative to GDP) in the period 1999-2016. A big part of the rise is due to subdued domestic
final demand which tends to suppress growth of imports. This demand-side effect has to do with
weak wage dynamics, unequal income distribution and fiscal restraint. Despite ups and downs, the
trend seems to be persistent. On the supply side, the cost and price competitiveness of the German
economy is superior in European comparison. However, much more important is the superior non-
price competitiveness in various dimensions. Exports grow in line with world exports which tend to
grow markedly faster than imports and GDP in Germany. If this wedge between growth rates of
imports and exports continues, the current account tends to rise, irrespective of short-term ups and
downs. Germany follows an unsustainable trend.

On the supply side, it is the strength of German manufacturing, the basis of the country’s surplus. It
has emerged in parallel with a process of creeping deindustrialisation in other EMU member states.
The export championship, seemingly the crown jewel of the economy, has the mirror image of an
Achilles heel. The surplus cannot be understood without the dysfunctions of the EMU which has no
mechanisms to prevent and correct current account imbalances.

Many policy makers are blinded by export success and vested interests of German export indus-
tries. They trust in “laisser-faire” and “no activism” advice, in contrast to concerns from the Europe-
an Commission and the IMF. In this sense, there exists a time-bomb for the cohesion of the Euro
area.
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Abstract

The paper analyses the rising German current account surplus and its emergence since 1999. The sur-
plus is unique in Germany’s economic history, and it is also unique in international comparison. Vari-
ous analyses in the literature differ in the range from utmost admiration, considering Germany a mod-
el for other countries, to harsh criticisms, hinting to grave hazards for the European Monetary Union
and the world economy. The main propositions and conclusions in this paper are as follows.

|n

Germany’s surplus is “structural” in the sense that it is persistent and to a considerable extent rooted
in its sectoral production structure, strongly tilted to manufacturing of investment and intermediate
export goods. To a significant extent it has become a supply side-problem. The peculiar structure has
led to path-dependency that is difficult to reverse. Despite Germany’s long tradition in export-led
growth, after the inception of the European Monetary Union (EMU) the current account ran out of
control. It tends to increase further since exports grow systematically faster than imports if long-run
trends continue. This signals heavy external disequilibrium, reflecting an internal disequilibrium. In its
nature it is a pathological feature of the German economy. The strength of German manufacturing,
the basis of the country’s surplus, has emerged in parallel with a process of creeping deindustrialisa-
tion in other EMU member states, both in quantitative and qualitative dimensions. The German sur-
plus cannot be understood without the dysfunctions of the EMU which has no mechanisms to prevent
and correct current account imbalances since balance of payment issues had been ignored in the orig-
inal design of EMU in Maastricht; the Macroeconomic Imbalance Procedure, attempting to correct the
initial design in 2011, is insufficient to solve the tasks.

Besides the causes of the surplus rooted in the structure of production, other demand-side causes
have contributed to its emergence, driven by weak domestic demand and related policies. There are a
number of problematic consequences of the surplus, of which the main ones are the divide of EMU in
three blocs with increasing conflicts and increasing dissimilarities among members of the EMU and EU,
tendencies to too low inflation and deflationary risks in recessions, especially by pushing deficit coun-
tries into internal devaluation; furthermore, with increasing dissimilarities, divergence of output per
capita among members tends to rise, vulnerability to asymmetric external shocks increases and one-
size-fits-all policies loose traction, especially monetary policy and the functioning of the external ex-
change rate to the US-Dollar. In short, increasing imbalances put the EMU at risk, as foreseen early on
by many critics of the Eurozone. If exports tend to grow faster than imports according to the long-run
trend, the trade surplus will rise into the double digits, as a share of GDP, within 10 years. Preventing
this, requires slowing down export growth or accelerating import growth significantly. Most policy
makers in Europe disregard and suppress the problem. In this sense, there exists a time-bomb for the
cohesion of the Euro area. Proposals for EU- and EMU-wide institutional change besides policy change
in Germany are discussed.
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0. Introduction

Current account imbalances are one of the key problems of the European Monetary Union (EMU)
and the entire EU. The EMU tends to be divided in a surplus bloc headed by Germany and a deficit
bloc which has improved their current account balances (CAB) recently to more or less zero or even
to mild surplus. Many of these countries are likely to fall back to deficits if domestic demand im-
proves. A third group of countries managed to keep their currents more or less in balance. The entire
EMU faces an unprecedented surplus, driven by the surplus bloc. The spread between top and low
balances of members, as a share of GDP, is for many above eight percentage points (ppts), ranging
from -5.6% (Cyprus) to France (-0.9%) to Germany with 8.3%, and the median at 1.8% (AMECO, for
2016). Germany entered the EMU 1999 with a deficit of -1.7%, and moved by 10 ppts to its peak of
8.3% in 2016. It was not a continuous move, but a clear trend upward, unprecedented in Germany’s
history (see graph A9 in the appendix) and unique in international comparison. China pushed its sur-
plus from 1.9% to 10.3% in the short period 2000-2005 but it dropped in 2016 to the old level of
2000, a full turnaround (see graph A13). Germany has by far the biggest current account surplus on
the globe. Its impact is not limited to EMU or EU.

There is only a limited amount of literature on Germany’s current account surplus, despite heavy
international policy debates, mirrored in the media, and despite strongly deviating analyses and con-
clusions in the academic and policy related literature. There is no mainstream consensus in this issue,
or put differently: there is no mainstream. The profession has no consensus. The main poles of the
debates are set, firstly, by the German Council of Economic Experts (majority) (CEE 2014), secondly,
by the International Monetary Fund in its 6™ External Sector Report 2017 and its Article IV Review of
Germany (IMF 2017a and b), and thirdly by the Country Review of Germany of the European Com-
mission (EC 2017) in the framework of the Macroeconomic Imbalance Procedure (MIP). The CEE
(2014) sees no problem with the German surplus, beside problems of deficits in the peripheral EMU
members which did not follow sufficiently EU rules, especially regarding fiscal deficit and debt pre-
scriptions. They warn against “activism” in this regard and discern no problems for Germany or the
functioning of the EMU. The MIP of the EC is valued as unnecessary, since the EU’s Fiscal Compact
and the Banking Union suffice to avert possible problems of imbalances.

In contrast, the IMF (2017a) identifies Germany as the biggest surplus country on the globe, heading
a small group of advanced surplus countries like Japan, Korea, Switzerland, Netherlands and joined
by China. The diagnosis is that this group has persistent high surpluses with severe negative reper-
cussions for the global economy, which require multilateral action. The main problem of the global
imbalances is seen in deflationary risks of the world economy, apart from the problems suffering
from too high deficits with limited space for rebalancing. The surplus group of advanced countries
has replaced since 2008 the oil exporters as the main surplus generators. Germany is advised to
boost domestic demand to reduce the excessive surplus which is estimated in the range of 3-6% of
GDP. The report of EC (2017) uses the guidelines and the 14 indicators of the MIP methodology and
concludes that Germany’s surplus is unsustainable. The alarm lines of a 6% surplus are exceeded
since 2012, the 3-years average alarm line since 2014. Despite harsh critique of the surplus, including
hinting to negative spillovers for the EMU as a whole, EC does not classify Germany’s surplus as “ex-
cessive”, but this conclusion does not seem to be in line with the content of the report. Classifying it
as excessive would initiate a formal procedure with possible sanctions. Until now, the EC has never
qualified a surplus as excessive despite a number of in-depth-reports.

The spectrum of opinions expressed in the academic literature is amazingly broad. Dustmann et al.
(2015) praise Germany’s high competitiveness and award the economy the label “superstar”. Fel-
bermayr, Fuest and Wollmershaduser (2017), leading economists from the German ifo-institute, see
no problem in the surplus which they consider mainly rooted in demographic reasons which will lead
in the future to a moderation. Similar positions are asserted by the German Federal Ministry of Fi-
nance and the Federal Ministry of Economics; they hint to specific adverse shocks. Several other au-
thors emphasize also a number of adverse shocks that had pushed Germany into the surplus, and



expect moderation in the future; they don’t analyse long-run trends. Some authors using a Dynamic
Stochastic General Equilibrium Model (DSGE) hint to around two dozen different shocks which are
forecast to fade away towards a moderated equilibrium surplus (Kollmann et al. 2014). It is amazing
that that there are apparently so many unidirectional shocks, but no re-balancing shocks. The built-in
methodology of DSGE models forecasts by rebalancing — by assumptions. The German Bundesbank
(2013) argues that Germany as a mature economy tends to more saving and providing excess capital
to less advanced countries and doubts that demographic change has had or will have relevant impact
on the current account. Bechetoille et al. (2017) found three main contributions to the build-up of
the German surplus: 3 ppts as a result of wage restraint, 2-3 ppts due to demographic factors, and
the rest caused by fiscal restraint and other factors. The methodology, however, disregards demurs
raised by other authors such as Horn et al. (2017) regarding the low price elasticity of trade and pric-
ing to markets. Flassbeck/Lapavitsas (2013, 2015) see below average unit labour costs, austerity
policies — imposed on Mediterranean EMU countries — and low growth in Germany as key causes of
the surplus which is considered critical for the survival of the EMU. Gabrisch (2017) and
Gabrisch/Staehr (2015) see capital flows at the root of the problem when capital exports change
interest rates and real exchange rates which induce excessive net imports and as a mirror image net
exports of surplus countries. Scharpf (2017 and 2017a) diagnoses a long tradition of institutional
dissimilarities in the heterogeneous EMU, reflected in diverse movements of wages, prices, debt and
trade, in Northern and Southern Europe which render the common currency system as unsustaina-
ble. He pleas, similar to Stiglitz (2016) in one of several options proposed, for a divide of the Euro-
zone in two parts, among other reasons because of the imbalances. Von Weizsacker (2017) regards
the imbalances as hazardous and sees their roots in a global “saving glut”, understood as a long-run
trend to excess saving accumulated to stocks of unproductive financial wealth. In Herr/Priewe/Watt
(2017), also in Sawyer (2017), the architecture of the Euro area is criticised for disregarding BoP im-
balances within the EMU and not providing any policies to mitigate them, so that no replacement for
nominal exchange rate adjustments exists.

When addressing the current account imbalances, first and foremost we have to understand their
genesis, in particular Germany’s surplus. Therefore, we concentrate in this paper on five issues:

(1) We analyse the driving forces for the rise of the German surplus and investigate whether it is a
“structural”, or an “accidental” surplus, resulting from a series of adverse shocks with a tendency to
moderate in the near future. In this context we want to solve the puzzle why the dynamics of imports
are so much weaker than the one for exports. We attempt to focus on the long haul 1999-2016, not
an annual ups and downs.

IM

(2) We elaborate a simple projection of the German surplus for the period 2016-2026 and look at
potential market-driven stabilisers for rebalancing.

(3) We investigate whether the making of the surplus and concurrently the deficits in the South-
Western periphery (and the second periphery in Eastern Europe) were caused by price or non-price
competitiveness and which role real effective exchange rates as well as unit-labour (ULC) played,
subject of heated debates.

(4) We discuss whether and in what ways the German surplus is problematic, both for Germany and
for the functioning of the EMU. This is, amazingly, one of the key contested issues in academic dis-
courses.

(5) We discuss the contours of possible policy options for Germany and the EMU in general in the
framework of the MIP.

Our main propositions and conclusions are as follows. Germany’s surplus is “structural” in the sense
that it is persistent and rooted in its sectoral production structure, strongly tilted to manufacturing of
investment and intermediate export goods. This structure has led to path dependency that is difficult
to reverse. Despite Germany’s long tradition in export-led growth, since the inception of EMU the
current account ran out of control. It tends to increase further since exports grow systematically
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faster than imports if long-run trends continue. This signals heavy external disequilibrium, reflecting
an internal disequilibrium. In its nature it is a pathological feature of the German economy. The sur-
plus cannot be understood without the dysfunctions of the EMU which has no satisfactory mecha-
nisms to prevent and correct current account imbalances since balance of payment (BoP) issues had
been ignored in the original design of EMU in Maastricht; the Macroeconomic Imbalance Procedure,
attempting to correct the initial design in 2011, is insufficient to solve the tasks.

Besides the causes of the surplus in the structure of production, other causes have contributed to the
surplus, mainly driven by weak domestic demand and related policies. The bulk of excessive saving
emerged from the corporate sector. There are several problematic consequences of the surplus, of
which the main ones are the divide of EMU in three blocs with increasing conflicts and increasing
dissimilarities in EMU and EU, tendencies to too low inflation and deflationary risks in recessions,
especially by pushing deficit countries into internal devaluation. Furthermore, with increasing dis-
similarities, divergence of output per capita among members tends to rise, vulnerability to asymmet-
ric external shocks increases and one-size-fits-all policies loose traction, especially monetary policy
and the functioning of the external exchange rate to the US-Dollar. In short, increasing imbalances
put the EMU at risk, as foreseen early on by many critics of the Eurozone.

We proceed as follows. In chapter 1, we provide a descriptive empirical overview on Germany’s sur-
plus and its genesis, against the backdrop of the key structural features of the German economy.
Chapter 2 looks at different analytical approaches regarding BoP imbalances. We discuss the deter-
minants of exports and imports and the identities of national accounting, before synthesizing both
views on the BoP. Chapter 3 provides more in-depth evidence on the determinants of exports and
imports in the context of Germany’s often admired super-competitiveness. Based on the analysis, we
calculate a simple projection of the trade surplus performance of Germany for the period 2016-26 in
chapter 4. In this vein we discuss in chapter 5 the meaning of “national competitiveness” or “compet-
itiveness of nations”, criticised by Krugman as “dangerous obsession”. Chapter 6 investigates the
contested question what the real problems with the German surplus are. Chapter 7 discusses policy
options for Germany and the reform of the MIP.

1. Germany’s rising surplus — overview on key empirical features
First, we give a basic overview on the current account performance of the German economy in the period
1999-2016. Then we turn to the supply side base of German exports and the related financial issues.

1.1 Basic overview

In 2016 Germany’s current account surplus (CAS) is the highest on the globe in absolute numbers, viz.
8.3% of GDP (measured in Euro). Germany is the q* biggest economy in the world (counting the GDP
in current prices). In absolute value of the surplus, number 2 and 3 are China and Japan, both around
one third less than Germany’s. The German surplus is roughly 20% of all surpluses held globally, and
therefore also of 20% of all deficits. The next biggest surplus makers are Korea, Switzerland, Nether-
lands and Taiwan whose combined surplus is only a bit larger than Germany’s (data from WDI 2017).
This demonstrates the IMF’s concern that since 2008 a group of advanced countries, besides China, is
the driver of the reconfiguration of global imbalances, while OPEC countries lost their role as prime
surplus countries. The spearhead of this group is Germany. The IMF (2017a) considers this surplus
club as stable, without market-driven forces towards rebalancing.

The German surplus emerged from a small deficit of -1.7% 1999, the birth of the EMU, to balance in
2001, reached then 6.8% (2008) before the financial crisis during which it dropped somewhat and
reached then its record peak, so far, in 2016 (graph 1.1). Hence there are four phases, the short peri-
od 1999-2001, the rise by 6.8 ppts 2002-2008, after the subsequent fall in 2009 by 1.2 ppts came
another rise by 2.9 ppts 2010-2016. While most of the surplus 2002-2008 occurred against other
EMU and EU members which fell in strong deficits, the rise after 2009 came about with a switch to-
ward surplus with extra EMU countries, especially the US, apart from the UK after the demise of the
Pound Sterling (graph 1.2), hence despite appreciation of the Euro against the Pound.
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Current account balances comprise the trade balance, which accounts for Germany in 2016 7.6% of
GDP, the net income balance (NIB) and the net transfer (or secondary income) balance with the rest
of the world, which rose to 1.7% of GDP (2016). The NIB results mainly out of net property income
from abroad (profits, interest, dividends) which reflects the income from net assets held abroad. This
component rises the longer a trade surplus persists and the higher the latter is. Even a constant trade
balance surplus would lead to rising net incomes from abroad and hence a rise in the current ac-
count. The net income balance reflects the high net international investment position (NIIP) of Ger-
many’s wealth owners (including central bank reserves), which rose from around zero per cent of
GDP to 55% in 2016 (EC 2017), thus turning other countries with long standing current account defi-
cits into ever increasing net debtor countries (see below). The accounting counterpart of the CAS is —
according to the rationale of the BoP accounting system — the net capital exports of Germany, mean-
ing rising foreign assets held by German residents relative to Germany’s liabilities owed to abroad. In
other words, without the parallel capital exports the CAS could not exist.

Germany has long-standing deficits in the trade of services, but the deficit trends to shrinking. Net
transfers, like government contributions to NATO or EU or development cooperation, are negative
and have remained almost constant as a share of GDP (around 1.2%).

Graph 1.1

Germany: current account balance,and its components, % of GDP
(current prices), 1999-2016
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Source: AMECO

Germany’s surplus grew in a surplus bloc with Netherlands, Luxembourg and Ireland and a few oth-
ers, recently joined by Italy with a small surplus. Yet, Germany is the elephant in this group. Until
2008, the bloc surplus was mirrored by the ballooning deficits, led by Spain, apart from Italy, Greece
and Portugal. Since 2007, France joined the Mediterranean neighbours. After the financial crisis, the
deficits shrank and moved to balance or slight surplus, but the surplus bloc moved upward too so
that the EMU-internal imbalance remained in the form of differential surpluses, but against the rest
of the world, mostly to the US and the UK. EMU’s surplus reached in 2016 3.5% of GDP, a huge abso-
lute amount with corresponding deficits spread over all continents (graph 1.2).



Graph 1.2

Current account balances of members of the Euro Area
1999-2016 in bn Euro
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A group of four countries in EMU, headed by Germany, had a mean CAS (above 1% of GDP) over the
period 1999-2016, here dubbed “surplus bloc”, joined by Denmark and Sweden outside EMU (table
1.1), altogether comprising one third of EU GDP. The “deficit bloc” within EMU with a mean deficit
below -1% of GDP, comprises mainly smaller countries, apart from Spain; the deficit group outside
EMU but in EU embraces seven countries, with UK as the largest. The GDP of both periphery groups
(in the South-West and in the East) together accounts also for about 1/3 of EU output, as does the
rest, dubbed “balance bloc”, of six countries whose mean CAB is within a band of +/- 1% of GDP.
Some of them, like Ireland, Italy, Belgium had been often in more negative territory, or hover above
and below the zero line. The deficit groups would be larger if the recent trend to surplus had been
excluded. Despite the swing to balance or surplus after 2012, we see a clear and stable divide among
EMU and EU. Since the mean CAB was almost balanced, the surplus group and the other groups
match each other by absolute values of the CAB.

Table 1.1: Surplus and deficit countries in EU/EMU

Surplus bloc  Deficit blocin EMU  Deficit bloc outside EMU Balance bloc
Germany Greece Bulgaria Belgium
Luxembourg Estonia Czech R. Ireland
Netherlands Spain Croatia France
Austria Cyprus Hungary Italy
Denmark Latvia Poland Malta
Sweden Lithuania Romania Slovenia
Portugal UK
Slovakia
Finland
Per cent of EU GDP (mean bloc unweighted CAB 1999-2016 in parenthesis)
33.6 (+5.6) 12.4 (-4.2) 22.1(-3.7) 31.2(-0.1)

Note: Surplus and deficit countries have a mean CAB > 1% or < -1% of GDP, the rest is in the
band from -1 to +1%. GDP shares from 2016. EU CAB mean was -0.3%. For a few countries
data were not available over the whole period so that the bloc averages were put in paren-
theses.

Source: AMECO



We return now to the main surplus country. Germany remained a strong surplus country against
most other EMU partners over the whole period for the trade of goods (graph 1.3), using data from
German official data (Destatis). The trade surplus emerged more and more with EU partners not in
EMU, especially vis a vis UK, and with other countries outside EU (extra EU28). In 2016, roughly one
third of the trade surplus (only goods) was made with EMU partner, 28% with other EU partners and
38% with the rest of the world. The shift to the extra EMU trade surplus came after the financial cri-
sis. German data use for imports and the initial country of origin, not necessarily the country from
which the imports came into Germany. This makes intra EU imports smaller compared to data used
by Eurostat, shown in the AMECO database. Eurostat data use for imports not the country of origin,
but the country from which imports entered the final destination, here Germany. In graph 1.3a we
see the marked difference: the intra EMU-surplus shrank strongly in the Eurostat-data until 2016 to
29% of the Germany’s total trade surplus, while with Destatis data the surplus occurred with still 62%
vis a vis EU partners. Destatis data show a better picture of the EU imbalances in trade. For example,
imports from China going though the Netherlands are counted here as imports from China, not from
the Netherlands. Although the trend is similar with increasing extra EU trade surplus, the internal
trade imbalance within the EU has not faded away.

Graph 1.3
Germany's trade balance (goods) with EMU, other EU and extra EU
countries, bn Euro and % of total, rhs (German data)
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! Data provided to the author by Destatis (November 1, 2017).
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Graph 1.3a

Germany's intra EU net exports, as percentage of total trade
balance (goods, current prices), in German and EU data
(Destatis and AMECO)
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e Destatis: net intra -EU exports, % of trade balance

e AMECO: net intra -EU exports, % of trade balance

Source: AMECO and Destatis from G301- 47 - Genesis-Table

Using the German data, the UK and the US are the biggest bilateral deficit countries against Germa-
ny, accounting each for almost 20% of the German trade surplus in 2016 (without services)(Destatis
2017). Among the EU, Germany has the biggest bilateral surplus against France, and France’s deficit
is mainly a bilateral one with Germany. For France, the bilateral deficit with Germany makes up 1.5%
of its GDP (again without services).

Within EU, Germany has all the time concentrated its surpluses against the larger countries France,
UK, Spain, Italy and against Austria (Destatis 2017). The German surplus against other mostly smaller
EU countries is small in absolute numbers. France and Austria have sizable surpluses against other EU
members which compensate more or less their deficit vis a vis Germany. Germany’s surplus against
the GlIPS-countries (Greece, Ireland, Italy, Portugal and Spain) was at the peak of intra EMU imbal-
ances in 2008 not more than 21% of Germany’s overall trade surplus (data only for trade with goods).
It must be kept in mind that bilateral trade balances do not match necessarily bilateral net capital
flows. Germany, together with France, invested huge amounts of finance in GIIPS assets, for Germa-
ny around 20% of its GDP (cp. Chen et al. 2011, 39f.). France and also Germany received in 2008 huge
financial inflows from the rest of the world (outside EMU) which were channelled to GIIPS as short-
term finance.

Since 2001, Germany’s exports of goods and services grew — in nominal values — continuously
stronger than its imports (graph 1.4), except in 2009 when exports were hit more than imports. In
the whole period 1999-2016, exports grew by 5.7% p.a., imports by 4.7%. The wedge between ex-
ports and imports increased in absolute terms continuously. If we use another base year close to
1999, trend growth rates and the wedge between ex- and imports change insignificantly. As the
trade and current account balance are expressed in nominal terms and related to the nominal GDP,
the ratio is increasing also by low growth of nominal GDP, based on both low real GDP growth and
below-target inflation (1.2% p.a. GDP deflator). Nominal domestic demand grew only by 2.1% p.a.,
and real domestic demand by not more 0.8% p.a. Low GDP and especially domestic demand growth
dampened imports, while exports flourished alongside buoyant high world exports’ growth. Around
one third of Germany’s real GDP growth was induced by the growth of the trade surplus, the rest by
domestic demand (we discuss this in more detail in chapter 3). The low domestic demand trend came
about despite only a small drop during the financial crisis and despite growth picking up after the
crisis.
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Graph 1.4

Germany: growth of exports and imports (incl. services), GDP, domestic
demand and GDP deflator
(in current Euro, index 1999 = 100)
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Source: AMECO

Germany managed to keep its share of exports in world exports almost constant (graph 1.5) since
1999, but hovered between 7.1% (2012) and 8.7% (2004). Note that here intra-EU trade is included.
The big losers in this period were Japan, US, UK and France, shrinking their shares by 2-3 ppts, after
2008 the oil exporters. China increased its share by 8 ppts, a stellar success, catching up with the US,
and Korea gained a bit, like Switzerland. Germany could stand its ground against China, as the only
larger OECD country, besides the smaller ones, headed by Korea, Switzerland, Netherlands and a few
more. Note that the data do not change if we calculate the shares in US-Dollar. If we look at export
shares in constant prices, the comparison shows fluctuations due to terms-of-trade changes. Roughly
spoken, terms of trade deteriorated for Germany and other OECD countries somewhat until the
global financial crisis and reverted afterwards close to the initial values. For the long haul over this
period terms of trade played — for Germany — a negligible role. The US and also Germany could with-
stand the competition from China with the support of China’s appreciation against the US-Dollar and
the Euro (from peak 2008 until October 2017 the RMB appreciated against the Euro by around 30%
[ECB online], which is under somewhat higher inflation rates in China a real appreciation against the
Euro area by around 20%). German exports were subdued after the financial crisis due to reduction
of deficits in deficit countries and their slow recovery. Once the recovery in the former deficit coun-
tries leads to revitalised domestic demand, Germany likely increases its exports growth and its mar-
ket share which suffered a slight dent from 2009 until 2012.
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Graph 1.5

Export smarket hares in world exports
(goods and services, measured in current Euro)
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The reshuffling of market shares among EMU members (graph 1.8) was and still is dramatic. France
and Italy lost from 1999 until 2016 4.0 and 2.8 ppts, respectively, of their market shares in total EMU
exports (intra and extra) which they held in 1999, while Germany increased its already big share by
2.8 ppts (also Ireland, Luxembourg and Slovenia).

Graph 1.6

Market shares: exports of goods and services to total EMU
exports, current prices, 1999-2016, change in ppts
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The dramatic changes came with quite divergent structural changes in the sector composition of the
member states. The exports/GDP ratio rose in Germany (and Luxembourg) by 70%, reaching in Ger-
many 46% in 2016, in France, Italy and Spain it rose little and stood around only 30% in 2016 (table
1.4, last columns, below). This change is paralleled by Germany’s increase in manufacturing (value-
added as share of GDP), while in France the share shrank by 30% so that manufacturing as a share of
GDP stood at 9.6% in France (2016) and 19% in Germany (cp. graph 1.7). Italy and Spain also deindus-
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trialised, like others too, but not as much as France did. This raises the question whether Germany is
over-industrialised and others overly deindustrialised, similar to UK and US.

As will shown below in table 1.4, Germany’s exports of goods and services as a share of GDP rose
from 27% (1999) to 46% 2016. Also so share of imports rose, but not as much, namely from (graph
1.7). In none of the other EMU countries the shares of ex- and imports in GDP rose so blusteringly.
The key point is that about 40% of imports are destined for exports — the import content of export is
40%, according to input-output analyses of Destatis, the German Statistical Office (table 1.2).

Graph 1.7

Germany: exports and imports of goods and services, % of
GDP
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Source: WDI

Unfortunately, there is no long time-series for the increasing content of the import content of ex-
ports in the framework of growing international value chains. .> Roughly 25% of imports are inter-
mediate goods for exports, further 15% of imports are re-exports. They enter Germany, also the pro-
prietor changes, and are exported again. If the owner of these goods does not change, say Polish
goods are transported via Germany to Antwerp to be shipped abroad, the goods are not counted in
the rubric of re-exports. So, the high share of re-exported imports is not due to the geographic func-
tion of Germany as a transit country from Eastern to Western Europe. Simple contracted domestic
processing of imported goods (“Lohnveredelung” in German) is not included if the ownership of the
goods does not change when imported. Also, intra-firm re-exports of imports are excluded from this
definition of re-exports since ownership does not change. Hence this category is not easy to inter-
pret. It is likely that much of these re-exported imports are part of international wholesale trade;
apparently, they are thought to differ from imported intermediate goods for exports.

? Since data provided by Destatis differ from the data set of Eurostat on value added trade, for which time se-
ries exist, we are cautious to use Eurostat data for this purpose. Destatis offers only data for 2010-2013. The
German CEE (2014) used different data without disclosing the source (chart 62, no. 458). They show for the
period 1991 until 2010 an increase of intermediate imports for exports from 19.6 to 24.3% of the export value,
while imports intended for re-export grew from 7.1 to 19.8% of total exports. The domestic value of exports
shrank from 72.0% (1991) to 60.7% (2000) to only 54.7% (2010). Destatis has changed its methodology in 2014
so that the CEE-data are no longer considered valid (information from Destatis to the author).
14



Table 1.2

Import content of exports and other indicators
2010 2011 2012 2013

Exports of goods and services 100.0 100.0 100.0 100.0
Imported intermediate goods for exports, % of exports 24.8 ‘ 26.0 ‘ 259 ‘ 25.0
Re-exports of imports, % of exports 152 155] 153 15.9
Domestic VA of exports, % of exports 60.0 585 58.8 592
Import content, % of exports 40.0 415 412 40.8
Domestic value added of exports, % of German gross VA 27.1  28.1 289 287
Domestic value added of exports, % of GDP 243 252 260 259
Exports, % of GDP 413 439 451 451
Imports, % of GDP 37.0 399 399 394
Import content of consumption, % 184 19.7  20.0 19.8
Import content of gross fixed capital formation, % 279 27.6 275 27.0
Exports-dependent employment, % of total employment 229 236 246 246

Source: Destatis 2017, unpublished 2018 (sent to author on 23 January 2018).

In 2013, around 59% of exports consists of domestic value added. This means that the domestic val-
ue added in total exports amounted in 2013 to almost 26% of GDP, 19 ppts less than the ex-
ports/GDP ratio. The employment share in Germany used directly or indirectly for exports was 24.6%
in 2013. It is amazing that the import content of consumption is only 20%, of gross capital formation
27%, despite the fact that imports account for 38% of GDP (2016). The low import content of con-
sumption and investment explains to a considerable extent the lower level of imports compared to
exports and the depressed dynamics of imports compared to exports.? For instance. the low import
content of domestic consumption implies, that a rise of consumption in Germany by 1% requires —
with a constant import coefficient — 0.2% growth of imports. Put differently, a 1% rise of imports, to
be used for domestic final consumption, requires 5% growth of consumption.

Although the input-output data seem to be technically determined, they actually reflect Germany’s
price- and non-price competitiveness. It is both competitiveness of exports and competitiveness of
domestic production against imports.

1.2 Supply-side structure, macroeconomic performance and financial issues

In this section we analyse first the manufacturing base of German exports and its performance rela-
tive to other EMU members. Then we look at Germany’s GDP growth, an important determinant of
the growth of imports, and on price differentials within EMU. The last part shows the financial long-
term results of chronic current account imbalances, namely the international investment positions of
countries. Finally, we show the main criteria for the MIP of the European Commission and the con-
comitant scoreboard in order to evaluate the gravity of the imbalances.

The basis for such a high and — by and large — stable export market share is Germany’s well-cultured
endowment with production of manufactures, as shown in graph 1.8. With some fluctuations, Ger-
many’s share in value added of manufacturing to GDP rose slightly, contrasting all other countries
except Korea and Ireland. Ireland’s sudden rise in 2016 is a statistical artefact, due to problematic
change in national accounting related to taxation of multinational companies. Germany shows no
sign of deindustrialisation, viz. rise of the service sector in terms of value added, as all other OECD
countries and most emerging economies too. On the global level, the share of manufacturing in glob-
al GDP is shrinking gradually, despite the rise of emerging economies.

® Data in table 1.2 result from a change in the methodology in calculating value added exports and the defini-
tions for imports. Data from trade differ from data from national accounting and BoP statistics. Data show in a
time series by the German CEE (2014, 243), graph 62, showing a strong increase in imports for re-exports from
1991 until 2010 relied on data which had been revised in the meantime. Data from the German input-output
analyses differ somewhat from Trade in Value Added (TiVA) from OECD.
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Graph 1.8

Manufacturing value added, % of GDP, in selected countries
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70% of German exports of goods and services are manufactured goods, whereas only 56% of imports
are manufactures (2016). In 2016, Germany exported more than three times as much manufactured
goods as the country used as final demand for consumption or investment; in other words, more
than twice of what is produced — in terms of manufactures — for German domestic final demand is
produced in Germany. In 1999, exports of manufactures exceeded manufactures used for domestic
use by only 36% (calculated with data from WDI). Imports of manufactures, final goods or intermedi-
ate goods, exceeded in 2016 domestic output of manufactures slightly, including goods earmarked
for re-export; thus imported manufactures plus almost half of domestic manufactures output is ex-
ported (Destatis 2017 reports that in 2012 46.7% of German production of manufactures was ex-
ported). The trade balance of manufactured goods nearly doubled from 1999 until 2016, from
around 5.4 to 10.5% of GDP. Hence, the core of the German surplus is a huge manufacturing sector,
augmented by even more manufacturing imports, mostly intermediate inputs (graph 1.9). Germany’s
function as a stronghold in manufacturing is potentised by imported intermediate goods in the
framework of global value chains.

Graph 1.9

Manufacturing in Germany, 1999-2016, % of GDP
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Source: World Developing Indicators, own calculations. Note: for “Manufactures for domestic final demand”
series NV.IND.MANF.CD and NY.GDP.MKTP.CD (for GDP) were used.
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The German industrial powerhouse” is better visible in comparison to the other EMU partner coun-
tries. Germany’s share in EMU GDP is 30% (2016). Its share in manufacturing output of EMU rose
from 35.2 1999 to 38.5%. Half of the total increase of manufacturing in EMU 1999-2016 was pro-
duced by Germany. Manufacturing per capita (in constant prices) rose in Germany by 39% (table 3.1),
in EMU without Germany by 12%. In 2016, Manufacturing output per capita is almost twice as high as
in EMU ex Germany. Only Ireland has a higher share, but data are likely flawed for this country. Espe-
cially the big countries France, Italy and Spain have a much smaller base. If one has in mind that the
main traditional tradeables are manufactures, the gap between Germany and the rest of EMU is ris-
ing. There is not much evidence that manufactured tradeables can be replaced in sufficient magni-
tude by tradeable services, at least not for large countries. The data presented so far do not account
for the technology content of manufactures; Germany ranks qualitatively in upper middle technolo-
gy, but is gradually moving toward high technology. The trade balance for high technology goods has
in recent years advanced from deficit to balance (Destatis 2017).

Table 1.3
Manufacturing value added in EMU countries 1999-2016 (2010 prices)
Share in EMU value added, Share in increase Manufacturing per
% 1999-2016, % capita, in Euro

1999 2016 1999-201 1999 2016
Austria 3.1 3.5 5.0 4837 6410
Belgium 3.4 3.4 3.5 4081 4750
Cyprus 0 0 0 1115 638
Estonia 0 0.1 0.4 795 1977
Finland 1.9 1.8 1.3 4572 5166
France 15.0 14.0 10.5 3023 3280
Germany 35.2 38.5 50.2 5224 7283
Greece 1.3 0.9 -0.4 1565 1433
Ireland 1.8 5.0 16.4 6096 16676
Ttaly 19.4 14.7 -1.8 4163 3807
Latvia 0.1 0.1 0.2 698 1258
Lithuania 0.1 0.4 L1 667 2213
Luxembourg 0.2 0.1 0 6313 4281
Netherlands 4.8 4.5 3.6 3742 4215
Portugal 1.7 13 0.1 2081 2109
Slovak Republic 0.3 1.2 4.2 805 3511
Slovenia 0.3 0.4 0.7 2215 3441
Spain 10.3 9.0 4.4 3106 3035
EMU 100 100 100 3797 4579
EMU ex Germany 3305 3713

Source: WDI. No data for Malta. Data for Ireland may not be reliable.

The composition of exports can roughly be classified in in manufactured goods, non-manufactured
goods and in services (table 1.4). Germany has among EMU countries a very high share of manufac-
tures, which dropped slightly since 1999, but the share of services doubled. France has a 30% share
of services in total exports, but the export/GDP ratio hardly increased since the inception of the Euro.
It seems that countries with a small rise in the export/GDP share have a higher share of services in
exports, especially countries like Greece which are strongly dependent on tourism.

4 Industry includes — besides manufacturing — also mining and construction. Manufacturing comprises in the
ISIC classification divisions 15-37, in German statistics “Verarbeitendes Gewerbe”.
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Table 1.4: Composition of exports in selected EMU-countries 1999-2016

Manufactures, % of | non-manufactured services, % of total | total exports of goods
total exports goods, % of total | exports and services, % of GDP
exports

1999 2016 1999 2016 1999 2016 1999 2016
Austria 67.6 62.2 9.6 13.2 22.6 24.4 39.3 51.6
Belgium 64.8 54.3 14.1 16.5 21.3 29.2 63.8 82.8
France 69.2 55.4 14.7 13.6 15.5 30.4 25.7 29.2
Germany 78.8 70.0 12.2 13.2 8.5 16.4 27.0 46.1
Greece 20.3 17.7 19.7 29.9 59.3 51.9 19.2 30.4
Ireland 70.9 30.5 12.3 4.1 16.6 65.1 86.6 121.5
Italy 719 69.4 8.6 13.4 18.5 16.4 23.2 29.8
Latvia 36.8 43.0 28.2 30.3 34.5 26.5 35.0 60.0
Luxembourg 24.3 9.7 3.8 2.3 71.7 87.8 130.8 221.2
Netherlands 57.6 na 24.2 na 17.7 10.8 60.2 82.4
Portugal 62.8 52.1 9.4 15.7 27.2 31.8 26.4 39.9
Spain 49.0 51.3 13.3 19.4 37.6 29.1 26.3 329
Euro area 67.8 64.0 14.1 15.0 17.6 20.6 31.7 44.0

Source: WDI; for Belgium AMECO. Based on current prices of exports and GDP

Germany exports mainly investment and intermediate goods (see graph A2) and improved in both
fields strongly since 1999. In a more detailed sectorial view (graph A A3), the bulk of exports of goods
rests on automotive and machinery industry, to a lesser degree on chemical and pharmaceutical
products. All these sectors contributed strongly to the rise of the trade surplus, while also a slight
surplus was achieved in consumer goods. Sectoral deficits accrue only in agricultural products and
energy, hence in primary goods, apart from a small slice in “others”. The energy deficit rose until
2008 with the rise of commodity prices and shrank with their fall afterwards, with little change in
2016 compared to 1999.

Regarding changes in the regional structure of net exports, the bulk of increased German net exports
(goods) since 1999 came from EU countries (graph A4), to a lesser extent from net exports vis a vis
other continents. However, the net exports of goods increased regarding all other continents, includ-
ing Asia, i.e. against export-led emerging market economies, in strong contrast to the US and other
OECD countries. The list of countries with a bilateral trade surplus with Germany has become very
short. Since the deficit in the trade with services shrank too, the features mentioned became more
pronounced.

The performance of imports depends of course strongly on nominal GDP growth, apart from imports
used for exports. Germany ranks amongst the lowest growing OECD countries in the period analysed
(graph 1.10), with 1.3% p.a. (in constant prices), only 0.4 ppts better than Japan, but far below US
and UK or Sweden. With low inflation, nominal GDP growth is even further subdued. Germany was —
in the long trend 1999-2016 — a low-growth plus low-inflation economy, and in this way a contributor
to deflationary risks in the EU and the EMU in the critical period 2009-2015°. This becomes even
more severe if less competitive countries turn the wage-price-spiral downward to increase their price
competitiveness or at least to compress imports.

> Note that Germany’s real GDP per capita growth was not much less than in the US, due to lower population
growth.
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Graph 1.10

GDP growth 1999-2016 in constant prices, % p.a., in EU and
selected other OECD countries
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It is often held that Germany’s competitiveness rests mainly on non-price competition on export
markets. This diagnosis is not fully in line with evidence (graph 1.11). Germany’s export price inflation
had always been below most other EMU members. The price index for exports of goods and services
shows a huge divergence in EMU, similar to consumer prices, until 2012. Then the price level fell in
most countries while it picked up slightly in Germany. Parallel export price deflation is not conducive
to rebalancing in deficit countries. Yet, the price level divergence between Germany and several oth-
er member states is by far not abandoned (up to 20 ppts in 2016). It is noteworthy observing that
France and Germany had followed a very similar track in export prices despite a huge difference in
export performance. Germany’s below-average price level amongst EMU neighbours added to com-
petitiveness, hence there is no either-or of price and non-price competition, it is rather a mix of both.
Germany’s exporters were (are) capable to play on both instruments simultaneously.

Graph 1.11

Index of the price deflator of exports of goods and service