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GERMAN REFORMS: SERIOUS PROGRESS

A series of small steps can add up to major progress. None of the many reforms on which the German
government agreed last night will be ground-breaking on its own. But on top of the major pension reform
proposal which the government had already endorsed ten days ago, the reform deal can make a real differ-
ence. If implemented, Germany can become a better place to invest and create jobs again. By supporting a
rebound in private investment, the reforms may raise Germany’s trend growth rate from the recent dismal
0.4% to 0.7% per year. With the fiscal stimulus unfolding over time, we expect German growth to accelerate
from 0.3% this year to an above-trend pace of 0.9% in 2027 followed by a miniboom with 1.4% growth in 2028
(in calendar adjusted terms). Including a positive calendar effect, we expect Germany to achieve an expansion
of 0.6% this year. For the economic outlook for Germany and Europe as a whole, German supply-side reforms
matter more than the oft-discussed fiscal stimulus stemming for more German spending on defence and
infrastructure. As Germany remains the major trading partner for most other European countries, a more
dynamic German economy should be good news well beyond the country itself.

Key elements of the reform deal

e A modest income tax reform with €10obn annual tax relief. Lower marginal tax rates for low- and
middle-income earners will be financed partly by higher rates for top earners with a 45% rate for
taxable income of more than €250k per year and 47% above €270k. According to Merz, the average
family will get annual tax relief of €600. For low and middle-income earners, lower marginal tax
rates increase the incentive to work more.

e Some cuts to red tape including faster approval procedures for infrastructure projects. Furthermore,
various reporting and documentation requirements are to be abolished, and data protection will be
reduced to the European minimum standard. The tax return process is also to be simplified.

e A federal programme to build more affordable homes.

e Relaxed dismissal protection rules for high earners. This will make the labour market a bit more
flexible. It will encourage start-ups and companies offering high-end services such as finance to take
more risks by hiring more people.

e Aslight tightening of sick-leave rules.

Other changes already in the pipeline: the reform deal which coalition leaders presented this morning
comes on top of the major overhaul of the public pension system which the government had already agreed
ten days ago - see our note: Two cheers for new pro-growth reforms (22 June 2026). The pension reform will
scale back early retirement schemes, introduce a Swedish-style statutory funded pension to complement the
current pay-as-you-go system and modestly reduce the rate of pension increases after 2031. Together will
small changes of the elderly-care system, the reform package including the pension reform should be dis-
cussed and passed by parliament in coming months to take effect in 2027. A separate law to make savings in
the healthcare system might already be passed into law before the start of the parliamentary summer break
on 10 July.

Learning a lesson: In addition to its substance, the reform deal can count as a significant success in a further
respect: the Merz coalition is finally acting in a professional way. After a year of almost relentless bickering
between and within the coalition parties, the centre-right CDU/CSU and the centre-left SPD, the coalition
managed to agree on serious policy changes smoothly and on schedule. Since Friedrich Merz (CDU) took
office as chancellor in May 2025, the deafening noise surrounding many decisions had obscured the fact that
the government was already implementing some pro-growth reforms. As our chart shows, uncertainty about
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the course of economic policy has been unusually elevated in Germany ever since the final phase of the pre-
vious government. If the Merz government can now hammer out the details of the deal and pass the respec-
tive laws without too much noise, the impression that Berlin is finally getting its act together can boost con-
sumer and business confidence und underpin stronger private sector spending. Over time, it may even help
to dent support for the right-wing AfD and the left-wing Die Linke party.

SPD endorses reforms: The German reforms are a compromise between the centre right and the centre left.
For Germany, that is not unusual. Even when the traditional major parties of the centre right (CDU/CSU) and
centre left (SPD) were not governing Germany as a coalition, as they do now, they often formed a consensus
on major reforms. A key example are the “Agenda 2010” reforms of 2003-2005, which turned Germany from
the “sick man of Europe” into a European growth engine for the 15 years thereafter before complacency took
its toll and the German economy descended into its current structural malaise. Back in March this year, SPD
co-leader and finance minister Lars Klingbeil had paved the way for a reform consensus with a major speech
already — see German reforms: Klingbeil makes his choice (26 March 2026). Even the initially hesitant other
co-leader of the SPD, labour minister Barbel Bas, has now endorsed the changes. That makes it likely that
the reforms will pass both houses of parliament without being watered down decisively.

A big part of the German problem: economic policy uncertainty
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News-based economic policy uncertainty indices, 3-month moving averages.
Sources: PolicylUncertainty.com, Haver Analytics
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Disclaimer

This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”).
The Bank has made any effort to carefully research and process all information. The information has been obtained from sources which we believe to be reliable such
as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness and completeness of all
information given. The provided information has not been checked by a third party, especially an independent auditing firm. We explicitly point to the stated date of
preparation. The information given can become incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do not assume
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this document or other statements on rates of return, capital
gains or other accession are the personal opinion of the author and we do not assume liability for the realisation of these.

This document is only for information purposes. It does not constitute investment advice or recommendation to buy financial instruments. It does not replace consult-
ing regarding legal, tax or financial matters.

Remarks regarding foreign investors
The preparation of this document is subject to regulation in the United Kingdom. The distribution of this document in other jurisdictions may be restricted by law, and
persons into whose possession this document comes should inform themselves about, and observe, any such restrictions.

United Kingdom
This document is meant exclusively for institutional investors and market professionals, but not for private customers. It is not for distribution to or the use of private
investors or private customers.

United States of America

This document has been prepared exclusively by the Bank. Although Berenberg Capital Markets, LLC (“BCM”), an affiliate of the Bank and registered US broker-dealer,
distributes this document to certain investors, BCM does not provide input into its contents, nor does this document constitute research of BCM. In addition, this
document is meant exclusively for institutional investors and market professionals, but not for retail investors or private customers. It is not for distribution to or the
use of retail investors or private customers. BCM accepts responsibility for this research document’s contents and institutional investors receiving this research and
wishing to effect any transactions in any security discussed herein should do so through BCM and not the Bank.

Please contact Berenberg Capital Markets, LLC (+1 646 949 9000) if you require additional information.

Copyright
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied, photocopied or duplicated in any form by any means

or redistributed without the Bank’s prior written consent.
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