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What's Germany worth without the automotive industry?

Thursday 25 April 2019 After a dramatic slump in 2018, the business climate has tended to stabilise in

Germany over the last few months, which suggests that the bad news (slowing
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deal with in 2018 but it faces structural challenges in the medium term. Its weight
in the German economy is disproportionately large compared to the norm
elsewhere in Europe. That risks holding back the recovery in activity.
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Das Auto: one-off shocks and an existential crisis

The dramatic deterioration in the German economy seen throughout last year seems to
be coming to an end. Real GDP, which had declined in Q3 2018 and stagnated in Q4
2018, should, according to the Bundesbank, see a modest increase in Q1 2019.
Business sentiment across all sectors has stabilised over the last three months, at a
level which is quite some way off recessionary territory. But there is still considerable
disparity between industry, which continues to weaken, and the rest of the economy”.
Industry is, under normal circumstances, the driving force of the German economy.
Right now, it is its main weakness. In this note we examine in detail the influence of the
automotive sector on Germany’s main macroeconomic indicators.
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» Macro weight of the automotive sector

According to detailed national accounts, the automotive sector weighs in at 19.5% of
German manufacturing production, 17.1% of exports of domestic goods (€ 200bn),
7.0% of total production (€ 398bn), 4.7% of value added (€ 135bn), 4.0% of the payroll
(€ 64bn), and 2% of total employment (880,000 people), which is split 60% for major
manufacturers and 40% at their suppliers. In a sign of the sector’s past performance, its
employees are among the best paid, with wages 80% above the national average and
30% higher than the manufacturing sector average. Automotive production also has an
influence on other sectors. It absorbs 11% of rubber, plastics and metal product output
and up to 40% of foundry products. Based on the input-output accounts, we can
estimate that its total production is comprised one-third the value added of the sector,
one-third that of other domestic sectors and one-third imports. Taking account of the
indirect effects, the automotive sector accounts for 9% of value added and 5% of
employment (chart |hs).
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' See our Eco Note of 26 March 2019, "The two faces of the German economy’”.
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> Contribution to growth and to trade surpluses

After the Great recession, the automotive sector made a significant contribution to the
economic recovery, although it obviously was not the only growth driver. Since 2011,
Germany’s real GDP has expanded by an average of 1.8% per annum, with 0.3pt of
that attributable to the contribution of the automotive sector (we were at +0.1pt before
the crisis). In view of the decline in production of vehicles last year, it is clear that the
automotive sector is currently undermining Germany's growth.

The automotive sector accounts for about half of the total trade surplus and, as
such, concentrates all the anxieties of the moment: Brexit?, threats of trade tariffs
on US imports, weak external demand. A few figures by way of illustration. In terms of
the number of vehicles sold, the UK was by far the leading export market in 2017 (18%
of the total). In value terms, the UK, US and Chinese markets were almost equal (chart
rhs, p. 1). In recent years, growth in vehicle exports has been driven mainly by Europe,
due to the continent's recovery from the double dip, unlike before 2012, when expansion
was mainly outside Europe. At the same time, production abroad increased significantly,
particularly in China. According to VDA, the German Automotive Industry Association,
this represented about two-thirds of total production in 2017 (10.8 million vehicles), with
China alone accounting for almost 30% (4.9 million). In general, the more upmarket the
vehicle, the more likely it is to be produced in Germany and then exported, hence the
strong contribution to the trade surplus.

> Three shocks in 2018: China, Turkey, WLTP

The German automotive sector has suffered three distinct but cumulative shocks
in recent months: a cooling of the Chinese automotive market, an almost
complete halt in auto exports to Turkey, the introduction of WLTP emission
standards.

Regarding the Chinese shock, the segmentation of production must be taken into
account. In the sector’s total exposure to China (about 9% of the total), exports of high-
end vehicles should be excluded because their demand is relatively inert. If we limit our
analysis to exports of components used in local production in China, exposure falls to
about 5%. Assuming a 20% decline in the Chinese market, this shock may then explain
a decline of about 1% in German auto production and a 0.1 point loss in real GDP
growth. The impact is not insignificant, but it cannot explain the sector’s sluggishness. In
addition, the Chinese economy has recently given slightly more positive signs on the
business climate and activity, which should benefit Germany's exports (not just the car
sector) in the coming months.

The financial crisis that hit Turkey in 2018, and which plunged the country into a severe
recession (real GDP contracted by 4.5% in H2 2018), cut off Germany's automotive
exports to Turkey. In value terms, they fell from around € 3bn per year to almost zero, a
drop of nearly 90% in H2 2018. Their weight was just 2% of total exports, but in the end,
this represents a greater shock than the deceleration of Chinese demand. The Turkish
economic and financial situation remains fragile. However, Turkish demand for German
cars cannot fall any lower than it is.

On top of these demand shocks, came a regulatory shock with the introduction on 1
September 2018 of WLTP standards for the approval of new vehicle models. Not all
production lines could be adapted in the short time available, particularly at one of the
main car manufacturers. Some of them were temporarily shut down. Production was
totally disrupted for a few months. The same was true for registrations due to dealers'
strategies for managing their inventories®. The number of vehicles manufactured fell by
nearly 30% g-o-q in Q3 2018. To a large extent, production stoppages concerned entry-
level vehicles, so that industrial production in the sector (which is estimated by taking
into account the value added of the vehicles produced) fell by just 8% g-o-q in Q3.
Nevertheless, this remains a considerable shock, which, given the weight of the sector,
trimmed real GDP by around 0.8 points, all other things being equal®. In the following
months, the disruption to activity started to disappear, but very slowly, with the result
that the expected catch-up in Q4 did not materialise. The situation will probably not
completely return to normal before H2 2019 (chart Ihs, p.3).

All in all, the economic stagnation in H2 2018 is largely attributable to the
automotive sector’s lack of preparation for the new environmental standards. One

2 The new deadline for the UK to leave the European Union, possibly until 31 October 2019, provides short-term relief in that it avoids a “no-deal Brexit”
and its negative consequences for trade. However, for the automotive sector, it adds a new disruption as UK manufacturers had advanced their annual
maintenance operations to April, rather than July. The reduction in orders to German manufacturers (for spare parts) was therefore brought forward by
several months, and this was a complete waste since the Brexit did not take place on the originally planned date of 29 March 2019.

3 See our Eco Note of 12 September 2018, "Will growth in Germany come off the road in Q3?"

4 In Q3 2018, real GDP contracted by 0.2% q-0-q. The WLTP shock strongly affected several national accounts aggregates. Inventory changes added
0.8pt to GDP growth, but at the same time there was a contraction in consumer spending (-0.3% q-o-q) and exports (-0.9%). In contrast, in Q4 2018, the
contribution from inventories turned negative (-0.6pt) while consumption and exports recovered, but did not offset the decline in the previous quarter.
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of the main risks for the future is that this regulatory pressure is set to increase.
On 1 September 2019, for instance, the real driving emissions test (RDE) is supposed
to be applied to all new vehicles. This could cause similar problems to the WLTP
shock®. In the longer term, the European Union has set much more stringent norms for
COz2 emissions than today, setting forth a 15% reduction by 2025 (vs the 2021 target)
and 37.5% by 20308. Failure to comply would make carmakers liable for significant
fines. As a result, the entire automotive industry is compelled to review its production
structure comprehensively (chart rhs). For Germany, over-represented as it is in top of
the range vehicles which cause more pollution, this is a key challenge.
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» Outlook

The gloom in German industry reflects an unexpected softening of global demand along
with obstacles, real or anticipated, to trade flows (customs tariffs). The automotive
sector was in the front line for all these shocks. It is natural that cyclical problems
should ebb in the short term if the global economic scenario is for continued
expansion. A catch-up of activity in industry should take place in 2019, even if, at this
stage, confidence in the manufacturing sector has not yet stabilised. But the sources
of anxiety in industry also come from factors which might prove more lasting. In
particular, regulatory constraints are likely to change the organisation of the
entire automotive industry. This problem is not confined to Germany, but given
that the sector’s contribution to total output there is three to four times greater
than for the rest of Europe, the risk is higher. Over the next few years, the
automotive sector might not provide the contribution to German growth that we saw in
the past few years.

5 See INSEE (2019), "The European automotive sector has stalled".
6 See ICCT (2019), "CO, emission standards for passenger cars and light-commercial vehicles in the European Union".
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Disclaimer:
Disclaimers for Distribution by ODDO BHF SCA to Non-United States Investors:

This publication is produced by ODDO BHF Corporates & Markets, a division of ODDO BHF SCA (“ODDO”), which is licensed by the Autorité de Controle
Prudentiel et de Résolution (ACPR) and regulated by the Autorité des Marchés Financiers (“AMF”).

This document, when distributed outside of the U.S., is intended exclusively for non-U.S. customers of ODDO and cannot be divulged to a third-party without prior
written consent of ODDO. This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any
investment. This document has been developed by our economists. It does not constitute a financial analysis and has not been developed in accordance with legal
requirements designed to promote the independence of investment research. Accordingly, there are no prohibitions on personal dealing ahead of its dissemination.
“Chinese walls” (information barriers) have been implemented to avert the unauthorized dissemination of confidential information and to prevent and manage
situations of conflict of interest.

At the time of publication of this document, ODDO and/or one of its subsidiaries may have a conflict of interest with the issuer(s) mentioned. While all reasonable
effort has been made to ensure that the information contained is not untrue or misleading at the time of publication, no representation is made as to its accuracy or
completeness and it should not be relied upon as such. Past performances offer no guarantee as to future performances. All opinions expressed in the present
document reflect the current context which is subject to change without notice. The statements, assumptions and forecasts contained in this document reflect the
judgment of its author(s), unless otherwise specified, and do not reflect the judgment of any other person or of ODDO. This document does not constitute a
personal recommendation or take into account the particular investment objectives, financial situations, or needs of individual clients. Clients should consider
whether any advice or recommendation in this document is suitable for their particular circumstances and, if appropriate, seek professional advice, including tax
advice.

This document is for institutional investors only. It may not contain information necessary for others to make investment decisions. Consult your financial adviser or
an investment professional if you are not an institutional investor.

Disclaimers for Distribution by ODDO BHF New York Corporation to United States Investors:
Please refer to the most recent research reports on the subject companies for complete information and relevant disclosures.

This document is produced by ODDO BHF Corporates & Markets, a division of ODDO BHF SCA ( “ODDOQ"). It is distributed to U.S. investors exclusively by ODDO
BHF New York Corporation (“ONY”), MEMBER: FINRA/SIPC, and is intended exclusively for U.S. institutional customers of ONY and cannot be divulged to a third-
party without prior written consent of ONY. This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or
subscribe for any investment. This document is being furnished to you for informational purposes only and should not be relied upon as sufficient to form a basis for
any investment decision.

At the time of publication of this document, ODDO, and/or one of its subsidiaries may have investment banking and other business relationships with any of the
companies in this report. While all reasonable effort has been made to ensure that the information contained is not untrue or misleading at the time of publication,
no representation is made as to its accuracy or completeness and it should not be relied upon as such. However, ODDO has no obligation to update or amend any
information contained in this publication. Past performance offers no guarantee as to future performance. All opinions expressed in the present document reflect the
current context which is subject to change without notice. This document does not constitute a personal recommendation or take into account the particular
investment objectives, financial situations, or needs of particular clients. Clients should consider whether any advice or recommendation in this document is suitable
for their particular circumstances and, if appropriate, seek professional advice, including tax advice.

This document is not a research report as defined in FINRA Rule 2241(a)(11) because the material in it is limited to one or more of the exclusions of the definition of
research report in Rule 2241(a)(11)(A). This document is for institutional investors only. Consult your financial adviser or an investment professional if you are not
sure you are an institutional investor.

Disclosures Required by United States Laws and Regulations:

Rule 15a-6 Disclosure: Under Rule 15a-6(a), any transactions conducted by ODDO, and/or one of its subsidiaries with U.S. persons in the securities described in
this document must be effected through ONY.

Contact Information of firm distributing investment recommendations to U.S. investors: ODDO BHF New York Corporation, MEMBER: FINRA/SIPC, is a wholly
owned subsidiary of ODDO BHF SCA; Philippe Bouclainville, President (pbouclainville@oddony.com) 150 East 52nd Street New York, NY 10022 212-481-4002.

Statement of conflict of interests of all companies mentioned in this document may be consulted on Oddo & Cie’s research site .
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