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KEY TAKEAWAYS

The short-term economic recovery faces some risks. Germany is experiencing a
phase of structural stagnation after weak growth in 2025 and two preceding
years of recession, with industry and exports in crisis. A large fiscal pivot — a
€500bn off-budget fund and extra borrowing for defence — aims to rebalance the
economy and boost demand from 2026. In the longer term, we believe that
reforms could enable stronger expansion from 2027 if they are accelerated
decisively.

We believe German equities have room to continue to deliver attractive returns
in 2026 and even outperform European equities. Markets should begin to price in
an improving earnings outlook, supported by fiscal stimulus and monetary
easing, fading tariff risks and a more benign FX backdrop. Industrials and
Financials — the largest sectors — are likely to benefit from higher defence and
infrastructure spending.

The German economy has entered a phase of structural stagnation. Growth remained weak in 2025, following
two consecutive years of recession. The export sector and industry as a whole are in crisis. The shift in fiscal
policy at the beginning of the year, coupled with the relaxation of the debt brake rule, is expected to boost
growth in 2026, but to what extent? Analyses by economists differ, both within public bodies (such as the
Bundesbank, the federal government, and the OECD) and in the private sphere. These analyses pit those who
expect a rapid impact (via the classical Keynesian effect) against those who emphasise the importance and
difficulty of overcoming structural challenges. We see this difficulty more as a temporary phenomenon rather
than a general one.

Germany's structural challenges

The German economy has been stagnating for six years. Rising energy costs in certain sectors -- particularly
the automotive and chemicals industries -- and intensifying competition from high-quality Chinese products
have affected the competitiveness of German industry. Germany's industrial specialisation has had a
negative impact on its economy. Added to this is the rapid ageing of its population, which is weighing on
the economy's potential growth and is happening faster than in the rest of the Eurozone. Its list of
structural problems is long:

® Fatigue in the export model;

® Long-term unemployment;

= Excessive bureaucracy;

Relatively high corporate taxation;

High energy costs;

A shortage of skilled labour; and

A deterioration in labour market performance compared to the rest of Europe (stagnant employment
rates despite low unemployment).

The German model is experiencing a systemic crisis, the like of which has not been seen since the end of
WWIL It is likely to take many years for industry to adapt its production apparatus, but from crisis comes
opportunity. The dramatic shift in fiscal policy at the beginning of 2025 was prompted by this crisis. The aim
of public investment in infrastructure is to revitalise domestic supply and rebalance a model that is overly
dependent on the export manufacturing sector. However, despite being essential to ensuring the success
of the stimulus measures, structural reforms are still pending.
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A spectacular fiscal stimulus package

With the easing of Germany's debt brake, the federal government has
considerable fiscal leeway. A new off-budget fund of €500bn (equivalent to 11%
of GDP in 2025) was created in the spring to finance infrastructure and climate
investments over the next 12 years. In addition, the government can finance
defence and security spending in excess of 1% of GDP through new borrowing.
Excluding the Lander, the government is planning cumulative net borrowing of
around €850bn over the 2025-29 period. This means that total federal debt
(€1.7tn at end-2024) is set to increase by half over five years.

We know that in times of economic weakness, fiscal stimulus policies have a
greater impact (multipliers are higher at the bottom of the cycle). This should
be all the more evident given that the government has simultaneously
implemented measures to stimulate private domestic demand directly, by
increasing the minimum wage and offering tax incentives for investment. That
said, domestic supply must still be able to meet the increased demand. Efforts
in defence and infrastructure are primarily focused on revitalising and
diversifying the national industrial fabric. However, the shortage of skilled
labour in certain sectors, particularly infrastructure, will cap the
multiplier effect. The same applies to its cumbersome bureaucracy and
excessively slow decision-making process.

Renewed concern among manufacturers

The latest Federation of German Industries’ (BDI) report highlights low capacity
utilisation, particularly in the core sectors of German industry: chemicals,
mechanical engineering and steel. Production from the chemical sector is
currently at a 30-year low, with factories operating at less than 72% capacity -
the lowest level since 1991. Since the beginning of the year, Germany has
imported more machinery from China than it has exported. Furthermore,
despite its rapid expansion, the defence sector in Germany remains too small
to offset the decline in the automotive industry. A lack of industry
diversification is hindering the recovery. It is hard to envisage how fiscal
stimulus could stop these sectors from declining. Given this situation, it is
unsurprising that the business climate has deteriorated since the spring
upturn. Surveys show no increase in industrial orders, and business leaders are
starting to question the prospects of a recovery.

Taking out loans does not necessarily result in immediate expenditure.
Without viable projects to invest in, they simply swell the government's coffers.
During its first month of existence in October, the special off-budget fund for
infrastructure and climate took out loans amounting to around €13bn (one
third of what was planned for 2025). Only €35bn has been spent of the €100bn
armed forces fund created in 2022. Defence spending in 2025 amounts to
€45bn (€24bn less than the target for the year). Military procurement
amounted to €10bn, against a target of €22bn. Meanwhile, investment
expenditure totalled €44bn (€19bn below the investment target set for 2025).

“Efforts in defence
and infrastructure
are primarily focused
on revitalising and
diversifying the
national industrial
fabric. However, the
shortage of skilled
labour in certain
sectors, particularly
infrastructure, will
cap the multiplier

effect.”

— —— E—
€500bn €850bn €1.7tn
New off-budget fund. Planned cumulative net Total federal debt at end-2024.

borrowing over the 2025-29
period.

Source: Amundi Investment Institute.
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IFO business climate index
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2027 if reforms
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Source: Amundi Investment Institute, Bloomberg. Data is as of 10 December 2025.

In these circumstances, there are growing indications that the additional funds are being diverted to current
expenditure. While this may impact growth next year, it should be noted that investment is necessary to
increase potential GDP in the medium term. Overall, we believe that the risks to growth remain skewed to
the downside in the short term. The expected upturn in activity will not be as strong as expected next year.
However, we are optimistic about the medium term and anticipate a more substantial recovery from
2027 onwards, provided the pace of reforms accelerates.

Increased defence and infrastructure spending is expected to give a moderate boost to GDP growth in 2026.
Such spending could add around 0.3-0.5 percentage points to growth next year, with further positive effects in
2027 and beyond as government investment increases and multiplier effects take hold. Infrastructure
improvements will enhance economic efficiency, while defence spending could stimulate technological
innovation and private-sector R&D. However, the initial impact in 2026 is expected to be limited due to the
high import content. Overall, despite the short-term risks, there are potential upside risks on the horizon
for 2027-28.

Our scenario at a glance

The German economy is close to stagnation, with moderate inflation, rising deficits and debt, and we
remain sceptical about the recovery. Meanwhile, households seem keen to maintain a high savings
rate, and fiscal policy is shifting from a slightly restrictive stance in 2025 to being much more
expansionary from 2026 onwards. As a result, Germany is entering a phase of gradual stabilisation.
Real GDP is almost flat in 2025, after a prolonged slowdown in industry and weak external demand.
Defence and infrastructure spending will increase from next year, boosting growth in the
coming years. The main risks are prolonged weakness in industry and exports, tighter global financial
conditions, and insufficient structural reforms, which could keep growth low and debt on an upward
trajectory.

Forecasters expect a gradual acceleration of growth to around 0.7-1.3% in 2026 and 1.2-1.6% in 2027,
supported by public investment and household consumption. We are much more cautious,
expecting growth at 0.8% (2026) and 1.1% (2027). The most recent surveys suggest that businesses
remain sceptical about the recovery. Meanwhile, households seem keen to keep a high savings rate.
Headline inflation has returned close to target, while core inflation remains slightly higher, but
tends to decelerate. We expect headline inflation at 1.9% in both 2026 and 2027, after 2.1% in 2025.
The general government deficit is around 2.5-3.0% of GDP; public debt stands at 60-65% of GDP
and is on a slight upward trajectory following the post-Covid increase.

Key risks

Industrial stagnation, especially in chemicals, machinery and autos.

Energy transition: high energy prices remain a structural drag; policy uncertainty persists.

Fiscal uncertainties: implementation risks remain around the new special funds and interactions with
the Constitutional Court.

External demand: China slowdown and supply-chain fragmentation.

Demographics: Declining labour force threatens medium-term growth.
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German equities have seen strong performance over the year (+20% for the
MSCI Germany Total Return index*) in absolute terms. However, relative to the
benchmark (MSCI Europe), they have been flat and actually underperformed
over the last six months, as investors have grown increasingly sceptical about
the ability of the new government to deliver the planned fiscal stimulus.

We recognise that the process will take time, but believe that momentum
is there. Therefore, German equities are poised to see attractive returns
from here and are likely to outperform European equities.

MSCI Germany vs. MSCI Europe
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Source: Amundi Investment Institute, Bloomberg. Data is as of 8 December 2025.

The MSCI Germany index currently trades at a 12m forward PE of 14.5x, well
above its 15-year average of 12.5x, but slightly below the benchmark (14.8x for
MSCI Europe). From such levels, earnings will have to do the heavy lifting to
drive market performance. The IBES consensus EPS growth for 2026 stands at
+14% (+12% for MSCI Europe), which seems a bit too optimistic. Nevertheless,
given the German fiscal and global monetary easing, fading tariff worries and
a more benign FX environment, the earnings outlook for next year looks
much better than this year.

Looking within the market, German stocks are exposed to a variety of near-
and long-term themes. The two biggest sectors are Industrials (28%) and
Financials (22%, based on MSCI GICS). The former is a diverse sector and
should see tailwinds from higher spending on defence and infrastructure, as
well as electrification. Financials - especially banks - have performed very well,
yet still look cheap. They have seen strong earnings revisions and have
delivered high shareholder returns.

* Source: Bloomberg as of 11 December 2025.
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weakness, we
believe German
equities are set to
deliver attractive
returns in 2026,
with Industrials
and Financials in
focus.”
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IMPORTANT INFORMATION

This document is solely for informational purposes.

This document does not constitute an offer to sell, a solicitation of an offer to buy, or a recommendation of any security or
any other product or service. Any securities, products, or services referenced may not be registered for sale with the
relevant authority in your jurisdiction and may not be regulated or supervised by any governmental or similar authority in
your jurisdiction.

Any information contained in this document may only be used for your internal use, may not be reproduced or redisseminated in any form
and may not be used as a basis for or a component of any financial instruments or products or indices.

Furthermore, nothing in this document is intended to provide tax, legal, or investment advice.

Unless otherwise stated, all information contained in this document is from Amundi Asset Management SAS and is as of 10
December 2025. Diversification does not guarantee a profit or protect against a loss. This document is provided on an “as is"
basis and the user of this information assumes the entire risk of any use made of this information. Historical data and analysis
should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The views
expressed regarding market and economic trends are those of the author and not necessarily Amundi Asset Management SAS
and are subject to change at any time based on market and other conditions, and there can be no assurance that countries,
markets or sectors will perform as expected. These views should not be relied upon as investment advice, a security
recommendation, or as an indication of trading for any Amundi product. Investment involves risks, including market, political,
liquidity and currency risks.

Furthermore, in no event shall any person involved in the production of this document have any liability for any direct, indirect, special,
incidental, punitive, consequential (including, without limitation, lost profits) or any other damages.

Date of first use: 15 December 2025.
Document ID: 5064494.

Document issued by Amundi Asset Management, “société par actions simplifiée”- SAS with a capital of €1,143,615,555 - Portfolio manager
regulated by the AMF under number GP04000036 - Head office: 90-93 boulevard Pasteur - 75015 Paris - France - 437 574 452 RCS Paris -
www.amundi.com
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Amundi Investment Institute

In an increasing complex and changing world, investors need to better
understand their environment and the evolution of investment
practices in order to define their asset allocation and help construct
their portfolios.

This environment spans across economic, financial, geopolitical, societal and environmental dimensions. To help
meet this need, Amundi has created the Amundi Investment Institute. This independent research platform
brings together Amundi's research, market strategy, investment themes and asset allocation advisory activities
under one umbrella; the Amundi Investment Institute. Its aim is to produce and disseminate research and
Thought Leadership publications which anticipate and innovate for the benefit of investment teams and clients
alike.
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