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GERMAN BUDGETARY SHIFT: TOWARD A 2026 UPSWING AND STRONGER GROWTH EFFECTS
Marianne Mueller

March 4 will mark the first anniversary of Germany’'s announcement of its plans for massive investments in defense and
infrastructure. The increase in public spending in Germany has already contributed to end the two-year recession (2023-2024) by
2025 - mainly through defense investments, according to our estimates. Infrastructure investments, on the other hand, are currently
below the planned amounts. 2026, however, is expected to see a clear acceleration of these programmes, which should bolster a
strong pickup in growth and restore Germany's role as a driving force in the euro area.

TWO-SPEED INCREASE IN GOVERNMENT SPENDING EARLY SIGNS OF ECONOMIC RECOVERY

180 105
160 100
140

95

120
% 100 (+313% 90
c 80
S I 85
40 (33789 gy 0
0 64,7 __(53%) 613 75
janv. févr. mars avriL mai juin juil.  ao0t sept. oct. nov.
0 New domestic orders to industry
2024 2025¢ 2026p — [Ndustrial Production Index, Specialised Construction Activities
Investment expenditure m Defense Industrial Production Index, Capital Goods
SOURCE: GERMAN MINISTRY OF FINANCE, BNPP ESTIMATES AND CALCULATIONS SOURCE: FEDERAL STATISTICAL OFFICE

Note: Infrastructure spending estimates include federal core budget spending and disbursements from the SVIK special fund, excluding transfers to the Lander and municipalities
and to the KTF fund.

The Merz government has placed the economy at the heart of its agenda, with a focus on infrastructure and defense, coupled with support for private sector
investment. 2025 saw the implementation of the government's strategy, with two major exemptions from the debt brake:

- A special off-budget fund of EUR 500 billion over 12 years dedicated to infrastructure and the low-carbon transition (SVIK);

- An exception from the debt brake on defense spending exceeding 1% of GDP (the goal is to increase defense spending to 3.5% of GDP in 2029, up from 2.4%
today).

Increase in public spending. Under this impetus, federal spending has already risen significantly in 2025, by +6.2% y/y according to our estimates, supported
by social and pension spending (+7.4%, contributing 3 percentage points to the increase in public spending), as well as defense (+8.9%, contributing 1.1 pp)
and public services (+4%, contributing 1 pp). Conversely, the increase in investment spending remains limited (+2.9%); with budget allocations for public
transport and road, rail, and communications infrastructure even decreasing (-18.7%). This decline seems to be explained by an accounting shift from
core federal spending to the SVIK fund. Overall, our estimates - which include both federal spending and the SVIK special fund - point to a decrease in
infrastructure investment in 2025 compared to 2024 (left-hand graph). This decrease can largely be explained by the lateness of the vote on the budget and
the implementation of the SVIK, and by administrative simplification that has yet to be completed: unlike defense, which quickly benefited from simplified
procurement procedures, administrative modernization remains at the stage of a published reform agenda, with concrete measures still to come.

First signs of growth in 2025. The gradual rollout of this policy has already begun to support growth, which reached +0.3% y/y in 2025, driven mainly by public
consumption, expected to have risen by 1.5% over the year. Early signs of economic spillovers also appeared at the end of the year (right-hand chart), with a
recovery in industrial production in November, particularly in capital goods, and a strong rebound in new domestic orders. In construction, the recovery is less
clear, but production has been rising since October in specialized construction, breaking with its downward trend.

Upswing in 2026. The ramp-up is expected to reach a new level in 2026. The budget (including the SVIK) has already been approved, which will allow for
faster deployment of public investment. In addition, the administrative reforms announced in 2026 and coming into force the same year should allow for
better transmission of economic policy to the real economy. In the defense sector, geopolitical tensions and the launch of optional military service should
further support German investment in this sector. The rise of German fiscal policy and its knock-on effects on the country’s economy and the Eurozone as a
whole support our growth forecasts of 1.4% in 2026 and 1.5% in 2027, with nearly 1 pp attributable to public spending (see Germany: the country launches its

new growth cycle).
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The information and opinions contained in this document have been obtained from, or are based
on, public sources believed to be reliable, but there is no guarantee of the accuracy, comple-
teness or fitness for any particular purpose of such information and such information may not
have been independently verified by BNPP or by any person. None of BNPP any of its subsidiary
undertakings or affiliates or its members, directors, officers, agents or employees accepts any
responsibility or Liability whatsoever or makes any representation or warranty, express or im-
plied, as to the accuracy and completeness of the information or any opinions based thereon
and contained in this document and it should not be relied upon as such. This document does
not constitute research, as defined under MIFID II, or form any part of any offer to sell or issue
and is not a solicitation of any offer to purchase any financial instrument, nor shall it or any
part of it nor the fact of its distribution form the basis of, or be relied on, in connection with
any contract or investment decision. Information and opinions contained in this document are
published for the information of recipients, but are not to be relied upon as authoritative or
taken in substitution for the exercise of judgment by any recipient, are subject to change without
notice. In providing this document, BNPP does not offer investment, financial, legal, tax or any
other type of advice to, nor has any fiduciary duties towards, recipients. Any reference to past
performance is not indicative of future performance, which may be better or worse than prior
results. Any hypothetical, past performance simulations are the result of estimates made by
BNPP, as of a given moment, on the basis of parameters, market conditions, and historical data
selected by BNPP, and should not be used as guidance, in any way, of future performance. To
the fullest extent permitted by law, no BNPP group company accepts any liability whatsoever
(including in negligence) for any direct or consequential loss arising from any use of or reliance
on material contained in this document even when advised of the possibility of such losses. All
estimates and opinions included in this document are made as of the date of this document. Un-
less otherwise indicated in this document there is no intention to update this document. BNPP
may make a market in, or may, as principal or agent, buy or sell securities of any issuer or person
mentioned in this document or derivatives thereon. Prices, yields and other similar information
included in this document are included for information purposes however numerous factors will
affect market pricing at any particular time, such information may be subject to rapid change
and there is no certainty that transactions could be executed at any specified price. BNPP may
have a financial interest in any issuer or person mentioned in this document, including a long
or short position in their securities and/or options, futures or other derivative instruments based
thereon, or vice versa. BNPP, including its officers and employees may serve or have served as
an officer, director or in an advisory capacity for any person mentioned in this document. BNPP
may, from time to time, solicit, perform or have performed investment banking, underwriting
or other services (including acting as adviser, manager, underwriter or lender) within the last
12 months for any person referred to in this document. BNPP may be a party to an agreement
with any person relating to the production of this document. BNPP may to the extent permitted
by law, have acted upon or used the information contained herein or in the document, or the
analysis on which it was based, before the document was published. BNPP may receive or
intend to seek compensation for investment banking services in the next three months from or
in relation to any person mentioned in this document. Any person mentioned in this document
may have been provided with relevant sections of this document prior to its publication in order
to verify its factual accuracy.
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BNP Paribas is a société anonyme incorporated in France, licensed and supervised as a credit
institution by the European Central Bank (ECB) and as an investment services provider by the
Autorité de controle prudentiel et de résolution (ACPR) and Autorité des marches financiers
(AMF), and having its registered office at 16, boulevard des Italiens, 75009 Paris, France.

Some or all of the information contained in this document may already have been published on
https:/globalmarkets.bnpparibas.com.

For country-specific disclaimers (United States, Canada, United Kingdom, Germany, Belgium,
Ireland, Italy, Netherlands, Portugal, Spain, Switzerland, Brazil, Turkey, Israel, Bahrain, South
Africa, Australia, China, Hong Kong, India, Indonesia, Japan, Malaysia, Singapore, South Korea,
Taiwan, Thailand, Vietnam) please type the following URL to access the applicable legal notices:
https:/globalmarkets.bnpparibas.com/gm/home/Markets_360_Country_Specific_Natices.pd.
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