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At the end of 2024, German production is barely above its pre-COVID level.
The grand coalition of CDU/CSU-SPD, formed after the snap elections, plans a
massive investment in defense and infrastructure, outside the traditional
debt framework. Public investment thus potentially becomes the key to
Germany's economic recovery.
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Germany: Public Investment to the Rescue of Growth

After two years of recession, the German economy remains marked by sluggish
consumption, a slowing industry, and a crisis in the construction sector. Adding to the
economic crisis is political instability: following the snap federal elections on February 23,
a“grand coalition” between the CDU/CSU and SPD emerged as the only viable option to
form a stable government. On April 9, a 140-page coalition agreement was presented,
outlining the main directions of the future government led by Friedrich Merz. In addition to
tightening immigration policy and implementing fiscal and social reforms, this agreement
provides for an increase in public investments, particularly in defense and infrastructure
modernization.

The coalition agreement thus builds on the previous political agreement reached in early
2025 to launch a massive public investment plan in infrastructure and defense. This
plan, financed outside the usual debt constraints, is expected to play a driving role in the
recovery. Thanks to a strong budgetary impulse, Germany would regain growth of 1.5%
in 2026. Public investment thus potentially becomes the key to Germany’s economic
recovery. However, given the tense international context, marked by threats to foreign
trade, and the first apparent cracks within the “grand coalition,” the future of German
growth remains uncertain.

"Current discussions on the coalition agreement are marked by disagreements on social and fiscal
issues, particularly the minimum wage and taxation of low incomes. On the minimum wage issue, the
CDU insists that any changes remain the responsibility of the independent commission, rejecting an
automatic increase through legislation. This position has caused internal dissension within the SPD and
criticism, particularly from the Jusos (the party’s youth wing) and the left wing.
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2024: Second Consecutive Year of Recession

In 2024, gross domestic product (GDP) declined by 0.2% compared to the previous year;
by the end of 2024, it was barely above the 2019 average. This poor performance can
be explained by three factors: low private consumption despite dynamic real disposable
income; a decline in manufacturing production, particularly due to loss of price competi-
tiveness; and a crisis in the construction sector, with a loss of one-fifth of value added
between the fourth quarter of 2019 and the fourth quarter of 2024.

Although public consumption increased significantly (+3.5% in 2024), private household
consumption expenditures remained limited, increasing by only 0.3% in 2024, despite
the sustained growth in real disposable income (+1.5% in 2024), driven by dynamic real
wages (+2.9%). Thus, households preferred to save due to economic uncertainty and
a gloomy employment outlook marked by an increase in the unemployment rate; the
savings rate increased by one point to 11.4% in 2024. In 2024, strong wage growth and
weakening productivity led to a significant increase in real unit labor costs. However,
this is actually a normalization, given the past declines in real wages linked to the resur-
gence of inflation.? On the private investment front, gross fixed capital formation (GFCF)
contracted by 2.6% in 2024, with a particularly sharp decline in investment in machinery
and equipment (-5.1% in 2024). In the construction sector, GFCF also fell by 3.2% in
2024; however, the fourth quarter showed an increase, partly due to favorable weather
conditions. In 2024, the contribution of foreign trade to German growth was strongly
negative (-0.6 percentage points), mainly due to a decline in exports. Thus, in the fourth
quarter of 2024, exports of goods and services decreased significantly (-2.2%) compared
to the third quarter of 2024, despite strong global demand. This is due to the loss of
competitiveness of German industry, particularly vis-a-vis China: in 2024, goods exports
to China were 20% lower than their 2019 level (figure 1). Furthermore, the divergence
is growing between the evolution of gross value added in volume in manufacturing and
in the services sector. In the fourth quarter of 2024, the value added of manufacturing
decreased by 0.6%, marking the seventh consecutive decline.

2The level of real wages in the fourth quarter of 2024 is still 1.2% lower than its level in the fourth
quarter of 2019.
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Figure 1: Germany-China Bilateral Trade Balance
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A Gradual Recovery, Accelerating in 2026

The federal elections of February 23, 2025, placed the CDU-CSU at the top with 28.6%
of the votes. The CDU leader, Friedrich Merz, expected to be the future chancellor,
reached a preliminary agreement to form a coalition with the Social Democrats (SPD),
who came in third place. This government agreement marks a major turning point for
Europe’s largest economy; it notably provides for massive investment in infrastructure
and defense, which should stimulate the German economy in the short term and increase
long-term production potential (box 1). Thus, we anticipate a budgetary impulse of 1% of
GDP in 2026, which would translate into an additional 1 percentage point of growth.

In 2025, GDP would stagnate; the weak economic environment and high levels of
uncertainty would still weigh on investment, but these constraints would ease in 2026.
Therefore, Germany should experience a recovery in 2026 with growth of 1.5%: in addi-
tion to aless restrictive monetary policy, itis the increase in public and private investments
that would support growth. Given the significant deterioration in the productivity cycle
since 2019, most of this growth would translate into productivity gains per capita, and
employment would stagnate between the last quarter of 2024 and the last quarter of 2026,
with a consequent increase in the unemployment rate (from 3.4% to 3.8% between 2024
and 2026). Due to the fiscal stimulus, the public deficit is expected to widen, reaching
3.1% of GDP in 2026, and public debt is expected to rise from 63.3% of GDP in 2024 to
65.2% in 2026.

Despite the budgetary stimulus, several factors will weigh on growth. Foreign trade
would make a negative contribution: the increase in tariffs and the prospect of greater
fragmentation of global trade will have a negative effect on German exports. Furthermore,
real household disposable income is expected to stagnate in 2025 before increasing
slightly in 2026. Indeed, the decline in inflation—linked in 2025 to the projected drop in
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energy prices—should lead to a slower increase in real wages. Although the return of
growth and the decline in inflation would argue for a decrease in the savings rate—which
has been durably higher compared to the pre-COVID period—it would decrease only
slightly between 2024 and 2026 due to economic uncertainty and the increase in the
unemployment rate. Overall, private consumption would increase by 0.4% in 2025 and
0.8% in 2026.
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© Box 1: Public Investment: Key to Germany’s Recovery

On March 14, 2025, an agreement was reached between the Christian Democrats
of the CDU/CSU, the Social Democrats of the SPD, and the Greens to vote on a
massive investment plan dedicated to infrastructure and defense. This agreement
required an amendment to the Constitution (Grundgesetz) and therefore had to be
approved by both parliamentary chambers with a two-thirds majority. On March 18,
the text was adopted by the outgoing majority of the Bundestag, and then on March
21 by the Bundesrat. The text provides for three measures: 1) defense expenditures
will be subject to the debt brake rule only up to 1% of GDP, with amounts beyond this
limit financed through borrowing; 2) a special fund for investments in infrastructure
and climate neutrality will be enshrined in the fundamental law®@. These funds will not
be counted under the debt brake and must be financed through loans amounting to
500 billion euros over 12 years; 3) the Lander will be able to borrow up to 0.35% of
GDP in the future, whereas the limit was previously set at zero.

Based on this information, there is considerable uncertainty about the amounts
invested in 2025 and 2026. We assume that defense expenditures, which accounted
for 2.1% of GDP in 2024, will reach 2.5% of GDP in 2026, representing an additional
expenditure of 6 billion euros in 2025 and 20 billion euros in 2026. As for infrastructure
expenditures, Dullien et al. (2021) from the IMK Institute estimated that the amount
of investment needed to modernize Germany would total 460 billion euros over ten
years, including 100 billion euros for the rail network alone®.Given the time required
to implement these infrastructure projects—particularly rail and road projects—we
assume a public investment of 20 billion euros in 2026 (0.5% of GDP). If we add
the other budgetary measures, the impulse for 2026 would reach 1% of GDP. With
a fiscal multiplier close to unity©), this would contribute to boosting German growth
by one percentage point, particularly through the channels of private investment and
public consumption (Table 1).

Table 1: Budgetary Impulse and Economic Effect

(a) Special funds (Sondervermégen) are exceptional budgets created outside the
ordinary federal budget, often intended to finance specific projects such as the
modernization of the military or the energy transition, without directly affecting
Germany’s strict debt rules. There are 29 such funds, with the oldest dating back

to 1951.

(b) Dullien, S., Jurgens, E., Paetz, C., and Watzka, S. (2021). Macroeconomic effects
of a credit-financed investment program in Germany, IMK Report, 168, May 2021.

(c) Thefiscal multiplier is calculated as the weighted sum of the multipliers associated
with each type of measure.

Table 2: Forecasts for Germany: 2025-2026


https://www.imk-boeckler.de/de/faust-detail.htm?sync_id=HBS-008024

	Germany: Public Investment to the Rescue of Growth
	2024: Second Consecutive Year of Recession
	A Gradual Recovery, Accelerating in 2026

