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A BRAND-NEW WORLD UNDER TRUMP

George Herman
Chief Investment Officer

As we step into 2025, the global landscape continues to evolve with events that shape financial
markets and the broader economy. At Peregrine Wealth, we remain committed to helping our clients
navigate this ever-changing environment with confidence and clarity.

A NEW US ADMINISTRATION AND TRADE TENSIONS

The inauguration of Donald Trump as the President of the United States has ushered in a new era of
policy direction. Early signs indicate a focus on trade nationalism, with proposed tariffs on imports
from China and the European Union already impacting global trade flows. These developments could
lead to shifts in supply chains, increased market volatility, and inflationary pressures. Markets have
aggressively priced in the Trump Trade and now face the risk of a reversal back to mid-2024 levels.

INFLATION STUBBORNLY STAYS ELEVATED

Despite hopes for declining price pressures, inflation remains persistent. The “sticky” nature of core
inflation reflects ongoing challenges in energy markets, wage growth, and global supply disruptions.
Central banks are likely to maintain tight monetary policies longer than expected, emphasising the
importance of portfolio diversification and hedging strategies.

GEOPOLITICAL RISKS CONTINUE TO EVOLVE

While the Russia-Ukraine war shows no sign of resolution, a ceasefire between Hamas and Israel—

along with the release of hostages—offers a rare glimmer of hope in an otherwise volatile geopolitical
landscape. These developments will undoubtedly influence investor sentiment, particularly in energy

and commaodity markets, which remain highly sensitive to geopolitical shocks.
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NAVIGATING THE YEAR AHEAD

At Peregrine Wealth, our long-term, multi-scenario approach to investing remains steadfast. By
prioritising prudence and resilience, we aim to steer our clients through the turbulence of 2025 while
identifying opportunities to grow and preserve wealth. Regardless of how events unfold, we are here
to guide you every step of the way.

Enjoy this edition of Peregrination.
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2025 - TRUMP’S MAGANOMICS

Maarten Ackerman
Chief Economist

As is usual at the start of every year, | like to unpack the key themes that we expect will dominate
over the next 12 months and will impact both global and local economies and markets. For 2025,
there are eight themes that the Peregrine Wealth Investment Team believe are going to define the
year. They can be summed up by two words — Trump and MAGA (Make America Great Again).

THEME 1: TRUMP 2.0 MAKING AMERICA GREAT AGAIN

As Donald Trump steps back into the Oval Office for a second term, we will see his policies not only
impact the United States (US) but also have a ripple effect on world economics, financial markets and
monetary policies, as well as on global geopolitics.

This first theme is the overarching refrain that will define the global economy in 2025 and, as such,
impact the next seven themes that | will address below.

THEME 2: SYNCHRONISED MONETARY POLICY, DIVERGENT GROWTH AND TIGHTER
FINANCIAL CONDITIONS

At the start of 2024, major global central banks started the year with largely divergent monetary
policies, dependent on their different inflation trends. A year on, this is no longer the case. Near the
end of 2024, most major central banks had started to cut rates. The big debate, however, is around
how long this will last and how many cuts are still in the pipeline — or even when we are likely to see
the next hike! Trump's inflationary policies, coupled with persistent inflation in certain economies,
suggest that we may not see as many interest rate cuts as initially anticipated. Additionally, the recent
rise in long-term bond yields—driven by expectations of increased fiscal spending and higher US
government borrowing—along with a stronger dollar, indicate that 2025 could signal tighter financial
conditions. Such conditions typically pose a challenge for both global economies and markets.

Included in this theme is the trend of diverging economic growth, which is termed Geoeconomic
Fragmentation. Geoeconomic Fragmentation is a policy-driven reversal of global financial integration
that is dependent on a country’s strategic considerations, monetary policy needs, geopolitics, and
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other economic considerations. In 2025, we expect to see divergence across different economic blocs
and regions. To understand the drivers of this divergence, we need to examine which factors are
impacting individual economies.

If we look at the US, the European Union (EU) and China, we see that these major economies have
started the year on different growth trajectories, as they all face different economic challenges. This
will directly impact their potential growth over the next few years.

United States

In the US, over the last few years, the term American Exceptionalism came to the fore. This term
refers to how the US economy has outperformed its peers and experienced relatively strong growth.
In previous editions of Peregrination, | extensively unpacked the reasons for this. These included US
support for consumers during the pandemic, which gave consumer spending a tailwind as the
economy emerged from the worst of COVID-19 and then helped them navigate the country’s cycle of
high interest rates. As COVID support has ended and consumer savings have dried up, we are
starting to see the US consumer becoming more concerned about the future. Despite the beginnings
of interest rate cuts, the US still has historically high interest rates, which are putting pressure on
highly indebted consumers. As such, we expect that while the US will dodge a recession, it will
experience an orderly slowdown throughout 2025, where the economy will dip from the 3% growth it
experienced in 2024 to around 2% over the next two to three years.

However, the situation in the US will depend on what policies Trump will be able to implement and
what the impact of said policies will have both on the US economy and the rest of the world. In the
November 2024 election, the Republicans achieved a ‘red sweep’. This means that the party controls
the White House and has majorities in both chambers of Congress, giving Trump far more power to
execute his policies than he had in his first term.

Three of Trump’s policies that we believe will have the most impact in the US, and across the world,
are trade, immigration and increased fiscal spending.

Trade

With Trump reportedly looking to implement tariffs of between 10% and 200%, his trade policies are
currently making headlines. While this exaggerated and divergent range is typical of his style, the
world can certainly expect higher tariffs in their trade with the US. China is expected to be the hardest
hit, but Trump is also talking about tariffs on some emerging markets. Here, Mexico is a particular
focus as it is used as a back door to get Chinese goods into the US. Trump is also talking about
implementing tariffs on goods from other economies, and while not a major concern, it could
negatively impact regions like the EU, which, since 2020, has continuously struggled to get out of the
doldrums.

In terms of economic growth, inflation and interest rates, these trade policies will present headwinds
for the US and, consequently, global economic growth. Increased tariffs will also contribute to sticky
inflation and have a knock-on effect on the rate-cutting cycle, which may not be as deep as predicted.

Immigration

Trump is talking tough on immigration, and he has committed to returning illegal immigrants to their
countries. By extraditing this group of people, rather than legalising them, Trump is removing a major
supply of labour, and cheap labour at that. This move will negatively impact industries like agriculture,
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and it will provide further headwinds for US economic growth. Higher labour costs will have an
inflationary effect on US goods, adding to already sticky inflation and capping any further rate cuts.

Fiscal

Trump's fiscal policies, however, may have a more positive impact on the US economy, with his
infrastructure investment plans set to put a lot of money back into the US economy. The move will
also, however, be inflationary as increased demand in the construction sector will drive prices up.

What's more, it must also be remembered that the US is already running a huge fiscal deficit. Going
back to 2016, the US economy was managing a $1 trillion deficit, which jumped to $3.5 trillion during
the COVID pandemic as the US government sought to support consumers and the economy. While
that number has now been brought down, it still stands at $1.5 trillion. If Trump goes ahead with his
spending plans, the concern is around where the funding for this will come from. This is where Elon
Musk comes in. With his business background, Musk is talking about unlocking $2 trillion in revenue
from greater government efficiencies. If Musk is successful, this could pave the way for Trump to
implement his plans and cut corporate taxes further, another key part of his agenda.

Considering all of these moving parts, we believe that if Trump goes ahead with these policies over
the course of his term, they will ultimately create headwinds to US economic growth. His MAGA
policies will be inflationary, which will impact the rate-cutting cycle and ultimately have a negative
impact on the US consumer.

Europe

The next region in our discussion around divergent economic growth is Europe. Unlike the US,
Europe has been under tremendous pressure over the last few years. The region has faced increased
energy costs due to the Russia-Ukraine conflict, and it is battling to remain competitive in the global
market. For example, the Chinese have started flooding the European market with cheap electric
vehicles, forcing the EU to load tariffs onto this import category.

The ongoing uncertainty has resulted in there being a drag on investment into the region. A slowing
global economy has had an impact on their exports, which is concerning as Europe is traditionally a
net exporter of goods. As such, Germany, the EU’s growth engine, is in an economic mess. Vehicle
manufacturing giant Volkswagen is closing down factories as it can no longer compete with Chinese
brands, and the US, the EU’s largest export market for vehicles, is threatening tariffs. Adding to this,
the country is facing a number of other challenges. One is that Germany’s governing coalition has
fallen apart, so the country is heading into new elections. All of these challenges indicate that
Germany may be in for a tough 2025.

Trump's MAGA policies are potentially going to have huge implications for the EU, and the region will
likely struggle to emerge from its current growth slump. We expect the EU’s growth to remain at a
mediocre 1% over the next three years, a figure it can only maintain by navigating all the challenges it
currently faces.

China

The Chinese economy was underperforming long before Trump’s re-election and this has impacted
the emerging markets that rely on China’s growth. To address this issue, the Chinese government
took some incremental steps to support the economy in 2024. Yet, the support served to avoid a
collapse rather than to be a growth impulse for the Chinese economy and its fellow emerging
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markets. We expect that over the next three years, China’s growth will likely slow from its current
levels of 4.5% to hover around 4% as China faces multiple headwinds, the biggest of which will be US
tariffs on Chinese products. US tariffs may force the Chinese government to become more serious
about the stimulus it provides, and the bazooka that we spoke about in 2024, which didn’t materialise,
may be brought out in 2025 as China tries to get its economy back onto a stronger growth path.

Global economy

All of the above-mentioned factors will result in the global economy slowing in 2025, and we expect
the growth rate to fall by about 1% when compared to the levels of the last decade. While it will not be
as serious as a recession or collapse, it will definitely slow down, with Trump’s policies, we believe,
being the primary driver.

THEME 3: TRADE WARS, A GLOBAL GROWTH RISK

Trade wars pose a definite downside risk to global growth. Trump's tariffs may result in retaliation,
which could further escalate the risk. While we expect this year will see a number of trade wars
escalating, we may also see some surprises on the sidelines.

With talk of a meeting between Trump and Chinese President Xi Jinping already being broadcast, we
could, for example, see a deal being struck between the US and China, where — as happened
between the US and Japan in the 1980s — the US is not as tough on tariffs, but in exchange, China
has to invest into the US. This could be in the form of setting up factories, for example. A deal like this
could change the dynamics impacting global trade. We will be keeping a close eye on any
developments.

THEME 4: GEOPOLITICS — A CHANGE IN FOCUS

Last year was an extremely busy year in terms of global geopolitics. A key theme for 2024 was the
inordinately large number of elections, many of which resulted in coalitions. Some of these coalitions
have already fallen apart, necessitating fresh elections in 2025.

The geopolitical situation for 2025, however, is changing, and we expect this year to have a greater
focus on collaboration. This was already apparent with the 2025 Davos World Economic Forum
(WEF) theme being Collaboration in the Intelligent Age. This followed the hype around artificial
intelligence (Al) in 2024. Over the last two years, Al has not only contributed to increased productivity
in a number of industries, but Al companies have significantly outperformed their peers on global
stock markets. This year, in January, the WEF focused on how societies can use technological
advances to enhance human potential by developing rather than dividing societies. This idea feeds
into the theme of divergent economic growth. Diverging technological growth trends lead to greater
wealth divergence and inequality, which is why the WEF is focusing on Al. It wants to ensure that the
global community develops together to avoid greater inequalities between countries. Unfortunately,
Trump’s MAGA policies will change the US from being a global contributor to a global disrupter.

Another geopolitical event that we will be keenly watching in 2025 is South Africa’s hosting of the G20
Summit this year. This is a key theme given South Africa’s position on the world’s political stage and
its relationships with both the East and the West. The G20 will see world leaders from the globe's 20
largest economies come to Africa. The event will give South Africa the opportunity to showcase its
potential and also to act as a catalyst to potentially heal some of the divisive geopolitical relationships
between the West and organisations like BRICS — all of which are members of the G20.
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THEME 5: THE MAJOR GLOBAL CONFLICTS - WAR OR PEACE?

As the powers of influence shift in 2025, we will keep a close eye on the world’s major conflict zones.
Will conditions improve or deteriorate?

When it comes to the Russia-Ukraine conflict, a war that is having a direct impact on EU countries,
Trump has said that he will end the conflict between Russia and Ukraine in 24 hours. The question is,
when will that 24-hour time period begin?

Trump has also made it clear that he does not want to fight other countries' wars. He is a transactional
politician, so for every dollar that the US spends, Trump wants a return for the US. He is also
stressing that North Atlantic Treaty Organisation (NATO) members need to start upping their
contributions in terms of support for any NATO agendas, this war included.

The conflict in the Middle East, which has been ongoing since early October 2023, might be resolved
given the recent ceasefire agreement. However, with the deep-seated hostilities between the parties
involved, only time will tell if the conflict resurfaces over the course of 2025.

THEME 6: ENERGY AND OIL - WORLD GOES ALTERNATIVE, WHILE TRUMP PREFERS
FOSSIL FUELS

Climate change is at the top of the agenda for many economies, and over the last few years, we have
seen a rush for alternative and clean energy sources. However, with Trump back in office, the White
House will be looking at things very differently. Trump is not a proponent of climate change, and he is
not on the same page as much of the rest of the world when it comes to trends like electric vehicles.
He still believes that the US is self-sufficient in terms of oil supply, so his policies are on the side of
energy corporations, where he aims to simplify energy infrastructure and secure drilling approval for
gas on federal land. All of his speeches indicate that he is pro-oil and the traditional combustion
engine, which may be a headwind for electric vehicle manufacturing in the US, which is interesting
given his association with Elon Musk.

Trump's policies will, however, ensure an increased supply of oil globally. In a weak global economy,
however, demand may not match supply, which will have a deflationary effect on goods as the price
of oil and energy costs will fall.

THEME 7: SOUTH AFRICA FINDS ITSELF BETWEEN A ROCK AND A HARD PLACE

South Africa will find itself in the middle of two economic factions in 2025. It has a strong association
with BRICS but is hosting the G20 Summit, which includes many large Western economies like the
US and EU countries. South Africa’s association with BRICS is an issue for the US, and the US has
brought up this relationship in its discussions around South Africa’s participation in the US African
Growth and Opportunity Act (AGOA) Agreement, which provides goods from participating countries
with duty-free access to the US on over 5,000 products.

Last year saw South Africa have a better-than-expected outcome from the general elections, through
the formation of the Government of National Unity (GNU). The mood in the country has improved
because it appears that “in GNU we trust” and there is a belief that it has the potential to make
“everything” better. Essentially, the GNU is South Africa’s version of Trump’s MAGA, because the
GNU will arguably make South Africa great again. This year will be a pivotal period for the GNU,
however, because unless we see economic activity picking up with real economic growth, the GNU
may come to an end.
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In summary, South Africa is still operating in an extremely challenging environment and must remain
cognisant of the powershifts happening globally that will have an impact on the local economy.

THEME 8: SA-US RELATIONS — SA WALKING A TIGHTROPE

This year South Africa’s participation in AGOA is going to be reviewed. A review has been tabled
before, especially after news of the Lady R came out — the Russian ship that docked at Simon’s Town
Naval Base - and the African National Congress’s support of Palestine.

In addition, it must be remembered that the AGOA agreement was to benefit lower-income countries
in sub-Saharan Africa. South Africa is considered a middle-income country and has been included in
AGOA purely because it is located in the region. While China and Africa are South Africa’s biggest
trading partners, it is important for South Africa to have as many beneficial trading partners as
possible. Having a strained relationship with the US could have negative implications for the country’s
overall economic growth, which is already under pressure.

Therefore, the South African government is being proactive in trying to rebuild and strengthen its
relationship with the US. The G20 Summit may play an important role for the country to cement that
relationship even further, and it is something that we will be paying close attention to this year.

2025 IN A NUTSHELL

The consensus amongst the Peregrine Wealth Investment team is that there will be a slowdown in
global economic growth, but it will not culminate in a recession. This is good news because it means
that the risk for a significant bear market is not extremely high. We will continue to experience sticky
inflation given some of the themes | have mentioned above. This implies that interest rates will be cut
less than expected, and they definitely won’t mirror the levels seen during the pandemic.

Despite this economic background, market valuations have been running very hard over the last few
years. We have experienced significant real returns, double digits in most currencies. In 2025, we will
most likely see a moderation in real returns. While this does not mean we are entering a bear market,
returns will be under pressure. Trump’s promised corporate tax rates, however, may support the
markets, potentially leading to a continued strong performance.

Looking at the markets as a whole, we can expect geopolitical volatility and uncertainty surrounding
trade tariffs. A cautious and well-diversified strategy will continue to be key during 2025 to make sure
that we protect our clients’ wealth in what is likely to be another volatile year in the markets.

Harold Strydom will offer a more in-depth look at the Peregrine Wealth Investment Team'’s three-year
High Conviction Strategy for 2025.
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ASSET VALUATION SIGNALS

Harold Strydom
Investment Strategist

MEDIUM-TERM EXPECTED RETURNS

Scenario modelling has formed part of Peregrine Wealth’s investment philosophy for over two
decades, and it enables us to better understand potential market outcomes and construct stronger
portfolios. The Peregrine Wealth Investment team has a core or “High Conviction” scenario based on
a three-year view, which is expressed as macroeconomic and market assumptions, including
economic growth, inflation, interest rates, price-earnings multiples, and credit spreads, to list a few.
Based on these assumptions, our asset valuation models produce expected returns for various asset
classes. This section is used to summarise our High Conviction view and the resulting asset signals.

Our High Conviction scenario assumes that the global economy will grow close to capacity over the
next three years. Growth in the United States (US) is expected to moderate, China should maintain its
growth through government stimulus, and we anticipate a slow recovery in Europe. Inflation
moderated in 2024 but remains sticky and above target in some regions. Central banks (except for
the Bank of Japan) should continue to cut rates, but at a more gradual pace in 2025 and into 2026.
While lower rates should support economic and earnings growth, the impact will vary across regions
and unfold with differing time lags.

The US market (making up 65% of the MSCI All Country World Index) returned more than 20% over
two consecutive years. While initial gains were driven by valuation expansion, earnings growth has
picked up strongly (primarily driven by the “Magnificent 7” tech giants). Under our High Conviction
scenario, we expect earnings growth to continue and broaden to other sectors and regions. Based on
price-earnings valuation, the US market is historically expensive, but we assume valuations will
remain elevated over the near-term because of the index weights and growth potential of the US tech
giants. Emerging markets (EMs), Europe, and Japan are trading closer to historical averages. Over
the medium term, global and US equities are rated neutral, while the UK, Europe, Japan, and EMs
have moved to an above-neutral rating following the recent sell-off.
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US dollar cash remains attractive over the next three years, despite the assumed rate cuts. US bond
yields rose sharply and are above our fair value assumptions. Government bonds are rated neutral.
Investment grade and high yield bonds are also rated neutral due to attractive yields, despite spreads
tighter than our fair value assumptions.

The United Kingdom (UK) economy is in a period of stagflation with weak growth and high inflation.
The Bank of England has a difficult job but should be able to cut rates further, which should support
consumers and businesses. UK bonds saw a sharp sell-off and yields are above our fair value
assumptions and government bonds are rated above neutral. Credit spreads are fair and corporate
bonds are also rated above neutral. The UK equity market continues to be attractive from a valuation
perspective, but the earnings outlook weak. On a medium-term basis expected returns have an above
neutral outlook.

The chart below shows the three-year expected return versus the historical standard deviation of each
asset class, based on our High Conviction scenario.
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NEAR-TERM ASSET CLASS VIEWS

Our investment process is anchored by a High Conviction macroeconomic scenario and the
corresponding expected returns for asset classes. This foundation helps us form expectations about
how markets should behave. However, we are keenly aware that short-term market behaviour
frequently deviates from these expectations. We’ve long recognised that medium-term, valuation-
based signals are often poor guidance for short-term asset performance.

To address this, we've developed a range of tools and indicators to enhance our short-term analysis.
These include a close examination of market dynamics, cross-asset correlations, and currency and
commodity trends, and several other technical factors. These insights help us adapt our views and
make more informed short-term decisions.

The diagram below gives a visual representation of how these two parts of the process play into each
other.
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How the market should be acting How the market is acting

Global Fundamental Technical Market

macro Valuations = factors sentiment

In addition to our top-down analysis, we integrate the bottom-up insights provided by our analysts.
Their detailed research on individual companies and sectors plays a crucial role in shaping our overall
views. When bottom-up analysis reveals strong fundamentals that contradict broader market signals,
we adjust our stance accordingly. This dynamic approach allows us to balance macroeconomic
factors with granular insights, ensuring our investment decisions reflect both the broader market
environment and underlying asset strength.

The following asset classes have a different short-term signal, to the medium-term fundamental
valuation or expected return signals:

e US treasuries’ medium-term signal is neutral, but we see a short-term buying opportunity after
a sharp sell-off in US bonds as the market grapples with pricing in the effects of Trump’s
policies.

e UK, European, Japanese, and EM equities are attractive from a valuation perspective and
have a medium-term above neutral signal; from a shorter-term perspective they remain
marked down to neutral given the lack of earnings growth and the challenging economic
landscape.
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Our latest asset class views are summarised below.
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NAVIGATING CHANGE: EUROPE’S ENERGY
POLICY IN A SHIFTING LANDSCAPE

VICTOR VON REICHE
Portfolio Manager

Arguably one of the most important events of 2024, which received relatively little media coverage,
was the release of Mario Draghi's report, titled The Future of European Competitiveness. This was
commissioned by Ursula von der Leyen, the President of the European Commission and presented in
September, last year. In the report, Draghi warns that Europe faces declining productivity and growth
when compared to the United States (US) and China. He urges drastic action to reverse this trend
and argues that Europe must double its post-World War Il rebuilding investment levels, requiring an
extra €800 billion a year, to stimulate the continent’s economies. The comprehensive report outlined
several key areas for reform, which include energy policy, critical raw materials, digitalisation and
advanced technologies, semiconductors, energy-intensive industry, defence, and clean technologies,
among others.

We think energy policy is something which investors don’t pay enough attention to, and it is not a
coincidence that it was the first policy chapter addressed in the Draghi report. This article delves into
how it has impacted on Europe’s competitiveness, with Germany being used as a case study given its
stature as the largest European economy.

INTRODUCTION

Germany is undergoing a significant energy transition, termed Energiewende. This plan aims to
achieve climate neutrality by 2045. The approach has many parts, such as the elimination of fossil
fuels, increasing renewable energy sources and focusing on energy efficiency. While the plan has
helped add more renewable energy sources, it has also faced criticism for its high costs and mixed
environmental results.

Electricity prices in Germany are among the highest in Europe, which heavily affects businesses and
consumers. This has created difficulties for the country’s manufacturing competitiveness, causing
some companies to move production to countries with lower energy costs. German consumers are
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also increasingly unhappy, given the high energy costs, which has resulted in local pushback against
new wind turbine projects. These changes in government policies highlight the struggle to balance
environmental goals with economic stability and reliable energy supplies.

In terms of technology and infrastructure, the intermittent nature of wind and solar power has required
support from fossil-fuel power plants, which reduces the environmental gains of renewable energy
sources. The national electricity grid has also struggled to keep up, having difficulty integrating a
higher share of renewable energy production and causing more inefficiencies. Moreover, a quick
departure from nuclear energy after the Fukushima event in 2011 unintentionally increased reliance
on coal—especially lignite, which is extremely polluting—and natural gas from Russia. These issues
have weakened Germany'’s efforts to significantly lower carbon dioxide emissions. In addition,
geopolitical problems, like the conflict in Ukraine, have made Germany’s energy security even more
precarious.

REASONS FOR THE DIFFERENCES IN EUROPEAN AND US ECONOMIC COMPETITIVENESS

There are many well-known reasons for the differences in economic competitiveness between Europe
and the US, which can be summarised as follows:

e The United States benefits from a large, diverse market that drives innovation and economies
of scale, coupled with relatively flexible regulations and tax policies favouring business growth

e High levels of investment in research and development propel technological advancement

e Robust financial markets and an active venture capital ecosystem facilitate capital access

e Renowned universities and a culture valuing entrepreneurship sustain innovation

e The US dollar’s reserve-currency status and strong geopolitical influence bolster global trade
competitiveness

In addition to these factors, the absolute scale of the US'’s energy advantage is often
underappreciated and is a crucial enabler of cost stability, energy security and manufacturing
competitiveness. The US was the top oil producer which includes total oil liquids, including crude,
condensates and natural gas liquids (NGLs) globally in 2023, accounting for 22% of world production
as per Figure 1.
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Figure 1: Top 10 oil-producing countries in 2023 (EIA, 2023)

Peregrine Wealth Limited (registration number 39538) and Peregrine Guernsey Limited (registration number 36784) are
licensed by the Guernsey Financial Services Commission. Peregrine Wealth Limited is licensed as a financial services provider
in terms of the Financial Advisory and Intermediary Services Act, 2002. Peregrine Wealth Limited and Peregrine Guernsey
Limited are members of the Citadel Group in South Africa.



The shale revolution in the United States significantly boosted natural gas production by enabling the
extraction of previously inaccessible reserves through advanced techniques like hydraulic fracturing
and horizontal drilling. This transformation turned the US into a leading global producer of natural gas,
ensuring energy independence and creating surplus for export as per Figure 2.
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Figure 2: Gas production by country/region

The US’s abundance of hydrocarbons (the chief components of oil and natural gas) also provides it
with a significant cost advantage when compared to Europe and Asia. US natural gas is currently
trading at $3.6/MMBtu (one million British thermal units) versus $14/MMBtu in Europe and Asia as per
Figure 3.
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Figure 3: Comparative differences between US and Europe, Asia gas prices (Enterprise Product
Partners, August 2024)

THE SHIFT IN GERMANY’S ENERGY MIX

Germany’s energy mix has changed dramatically over the past decade with an increasing focus on
renewable energy and wind, and the complete phase-out of nuclear energy in 2023. As evidenced in
Figure 4, thermal power (coal, gas, oil) generation capacity has been maintained, in order to ensure
crucial redundancy — to guarantee reliable supply during disruptions - with the development of new
renewables.
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Figure 4: Germany’s changing electricity mix (Fraunhofer Institute, ERCOT)
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Concerningly, Germany's energy production, which is a useful proxy for economic health, fell in 2023
and 2024, as is shown in Figure 5, and is lower than any year since reunification. Even as Germany
plans to electrify its economy, it's making and using less electricity, not more.
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Figure 5: Germany’s total energy production between 2002 and 2024 (Energy-charts.info)
Germany'’s high cost of energy

One of the significant challenges associated with Germany's energy transition is the high cost of
energy. In the first half of 2024, Germany had the highest electricity prices for household consumers
in the EU, at 37% above the EU average. Figure 6 clearly shows how much higher Germany’s
average spot electricity prices are when compared to its Western Europe counterparts over the last
five-year period as well as the growing divergence between electricity prices which is impacting the
country’s industrial competitiveness.
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Figure 6: Average wholesale spot electricity prices for EU in 2019 and 2024 (Energy-charts.info)
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Several factors are contributing to Germany’s high energy costs:

o Taxes and levies: Germany imposes high taxes and levies on electricity, which significantly
increase the final price for consumers

* Renewable energy support: Subsidies for renewable energy, while crucial for driving the
transition, have also contributed to higher electricity prices

e Grid expansion and modernisation: The expansion and modernisation of the electricity grid
to accommodate the increasing share of renewable energy sources require substantial
investments, which are ultimately reflected in electricity prices

o Phasing out nuclear power: The decision to phase out nuclear power has led to increased
reliance on fossil fuels, particularly natural gas, which can be subject to price volatility in the
global market.

UNDERSTANDING THE EUROPEAN ELECTRICITY MARKET

In the European electricity market, prices are mostly established via a day-ahead auction system
grounded in marginal cost principles. Here, electricity producers present bids indicating how much
power they can supply and at what price for the next day, allowing suppliers and consumers to plan.
Producers are sorted based on their production costs, with renewable sources like wind and solar
usually being the least expensive, given lower operating costs. The system uses a merit order to
decide which power plants will generate electricity, starting with the cheapest sources to fulfil demand.

The Draghi report points out a key issue with the merit order system concerning gas prices and their
effects on electricity prices in Europe. The report states that even though gas makes up only about
20% of electricity generation on average across the EU, it determines the marginal price for electricity
63% of the time, meaning that electricity prices are often influenced by the cost of the most expensive
fuel necessary to satisfy demand at a specific moment. This system creates a strong link between gas
and electricity prices, regardless of actual gas consumption, while also adding an element of
uncertainty in pricing.
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A weather-dependent electricity system

Given the high correlation of gas to electricity prices, due to the merit order system and Europe’s lack
of energy self-sufficiency, gas storage levels become a key driver of short-term electricity pricing.
From October 2024 to the end of December 2024, gas withdrawals from underground European
depots amounted to over 250 terawatt hours (TWh), the second largest ever for the period, and well
above the 10-year average of 165 TWh, see Figure 7.
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Figure 7: European gas inventory drawdown (Bloomberg, Gas Infrastructure Europe)

The reason being that for two consecutive winters, Europe enjoyed unusually warm, wet, and windy
winters — ideal for both curtailing heating demand and generating wind-generated electricity,
reducing the call on gas-fired power stations. This luck in the weather protected the region when it
was most needed — at the height of the energy crisis. But the 2024-25 winter has turned cold, calm
and dry, boosting gas demand.

In December 2024, Germany faced an energy crisis due to a weather phenomenon called
Dunkelflaute, which involves cloudy and windless weather, which negatively impacts the production of
renewable electricity. As a result, wholesale electricity prices increased significantly this winter,
reaching almost €1 000 per megawatt-hour (MWh), the highest level seen in 18 years, as shown in
Figure 8 below. Countries like Norway and Sweden were aggrieved because the rise in Germany's
energy demand also pushed up prices in their countries. This crisis has sparked talks about changing
energy relations across Europe and raised concern about Germany's energy transition strategy. This
strategy depends on renewable sources but faces challenges during times when generation capacity
is low.
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Figure 8: Day ahead prices for some European counties on December 12th, 2024 (Epexspot)
The economic impact of Germany’s energy transition

Germany stands out as the laggard for economic performance among the G7 countries over the last
five-year period (Figure 9 (a)). A key driver of this underperformance is industrial production which
has tumbled, especially in energy-intensive sectors Figure 9 (b).
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Figure 9: GDP estimate for G7 countries and German industrial production

A number of companies operating in energy-intensive sectors have announced plant closures over
the last couple of years citing high energy costs, including vehicle manufacturer Volkswagen,
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chemical manufacturer BASF, and industrial conglomerate ThyssenKrupp. In addition, low growth in
China and Europe has hurt Germany’s exports, and, as such, prospects for a quick fix for Germany
look limited.

No other industry exemplifies the significant impact on European industrial production more so than
auto manufacturing. While Europe, the US, and Japan have all been market share donors to China,
Europe stands out, see figure 10. In a 2023 report titled “A road map for Europe’s automotive
industry”, McKinsey cites some of the specific reasons, which include the changing landscape from
internal combustion engines to electric vehicles but also rising energy costs, inflation, and geopolitical
tensions in Europe.
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Figure 10: Global share of automotive car production (Bloomberg, International Organization of Motor
Vehicle Manufacturers, Europe = Germany, Spain, France, Italy and the United Kingdom)

Another key focus area is the expansion of artificial intelligence (Al) technologies which is significantly
increasing the demand for data centres, which in turn is driving up energy consumption. This trend
underscores the need for efficient energy management and investment in cost effective and reliable
power sources to support the burgeoning digital infrastructure, see figure 11a. Given the massive
power consumption of data centres, we can expect the US to continue benefitting from cheap
abundant energy. Energy Product Partners estimates that 35 GW of additional power generation will
be needed over the next decade in the US (see figure 11b). A significant portion of this power will be
supplied by gas. In December 2024, an article in the New York Times cited Exxon Mobil’'s plan to
enter the power generation business by building large natural gas power plants specifically to supply
electricity to data centres, which would crucially be operating independently from the main power grid,
underscoring how quickly the landscape is changing.
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Figure 11a: Global data centres in units in 2023 Figure 11b: projected growth in power consumption
for new build out (Enterprise Product Partners, August 2024)

CONCLUSION

While the Energiewende has catalysed global conversation on energy transition, its implementation in
Germany has been fraught with challenges. The policy has not managed to balance economic
viability, environmental goals, and energy security as initially hoped. High costs, continued
dependency on fossil fuels, and the industrial sector's struggles paint a complex picture of an
ambitious policy that has not fully met its objectives. This scenario serves as a cautionary tale for
other nations considering similar transitions, emphasising the need for a well-planned, coherent
strategy that considers all facets of energy policy, from economic impacts to technological feasibility
and public acceptance.
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