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German Ifo improves but those recession
fears haven’t gone away
More sentiment improvement in Germany as the Ifo index increased
once again in February. However, the second monthly drop in the
current assessment component shows that recession risk in the first
quarter is still real

German Economy
Minister Robert Habeck

91.1 German Ifo index
90.2 in January

The inflow of optimistic data continues. After the PMI and the ZEW, it is now the latest Ifo index
reading which points to an improving outlook for the German economy. In February, it came in at
91.1, from 90.2 in January, and is back at levels last seen in the summer. It was the fifth
consecutive monthly increase. Lower wholesale gas prices and the reopening of the Chinese
economy have boosted economic confidence. However, all that glitters is not gold. The current
assessment component dropped for the second month in a row and remains weak. It is
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expectations which surged and they have now improved for the fifth month in a row.

Resilience thanks to the weather and fiscal stimulus
The German economy has been more resilient despite a long series of crises in 2022, which
threatened to push it into a deep recession. The reason for this resilience is not so much the
structure of the economy but the mild weather and a simple policy recipe that the German
government has successfully used and perfected over the past 15 years but regularly criticises
others when they try it: fiscal stimulus.

Contrary to popular belief and what German governments have often preached to other European
governments, the government prefers outright fiscal stimulus in times of crisis. This was the case
during the financial crisis, the Covid-19 pandemic and now as a response to the war and the
energy crisis. During the pandemic and last year’s crisis, German governments perfected the use
of big ballpark figures, hoping that eventually, not all the money will have to be used. During the
pandemic, outright fiscal stimulus amounted to more than 10% of GDP. Last year, after some
months of hesitation, the government decided on several stimulus and price cap packages,
amounting to around 8% of GDP.

Better is not yet good enough
Today’s Ifo index reading is good news and fits into a picture of gradually improving confidence. At
the same time, however, there is no reason to start partying. The second consecutive drop in
current assessments suggests that the economy could see another quarter of economic
contraction. Also, we should not forget that since last summer, there has been some kind of
disconnect between hard and soft data. Remember that despite the sharp drop in confidence
indicators, the German economy actually grew in the third quarter, and even the small contraction
in the fourth should have been much stronger judging from soft indicators. Looking ahead, the
question is whether the recent improvement in leading indicators will really translate into positive
hard data or whether we could not first see a reversal of last year’s disconnect, i.e. improving soft
data but disappointing hard data.

We fear we're in the middle of a structural transition

More generally speaking, the latest improvement in soft data suggests that the German and
eurozone economies are in the middle of a typical cyclical recovery, while we fear that we are
actually in the middle of a structural transition. If we are right, any rebound this year will be softer
and more short-lived than many expect and subdued growth rather than a strong rebound
remains the base case. Or in other words: not falling off the cliff is one thing; staging a strong
rebound, however, is a different matter. In Germany, industrial orders have weakened since the
start of 2022, consumer confidence, despite some recent improvements, is still close to historic
lows, the loss of purchasing power will continue in 2023 and the full impact of monetary policy
tightening still has to unfold. The Chinese reopening and lower wholesale gas prices are clearly
mitigating effects but they're probably not offsetting factors.

All in all, today’s Ifo index suggests that the worst for the German economy should be behind us.
However, numbers don't take away the risk of yet another contraction in the first quarter and,
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thus, a technical recession. The German economy is still miles away from staging a strong
rebound.
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