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GERMAN ELECTION FLASH: IT COULD BE MESSY
Berenberg Macro View

New government without fiscal space? The centre-right CDU/CSU has won the German election - but pos-
sibly only sort of. As expected, the CDU/CSU has come well ahead of the right-wing AfD (in second place)
and the two centre-left parties (SPD and Greens) of the current rump government. CDU/CSU leader Friedrich
Merz will almost certainly be the next chancellor.

However, first projections available by 18:40h local time do not yet provide a clear answer to the two key
questions:
(1) Will Merz be able rule in a coalition with one centre-left partner (SPD), or will he have to forge a
more messy alliance of his CDU/CSU with two other mainstream parties for a government that has
a 50%+ majority of seats in the Bundestag?
(2) Will the populist protest parties from the right (AfD) and the left (The Left and the BSW) garner
more than one third of the seats in the Bundestag?

Judging by these projections, the risk that a three-party coalition will be needed and that the parties from the
political fringes get more than one third of seats and could thus jointly block any changes to the German
constitution is serious. If so, they could veto any loosening of the debt brake enshrined in the constitution.
At atime when it is crucial to raise spending for the military and Ukraine and ease the tax burden for workers
and firms, Germany may struggle to find the fiscal space to do so. A failure to ramp up military spending
could get Germany into deep trouble with its NATO partners. By infuriating US president Donald Trump, it
would also add to the risk of a US-EU trade war.

The average of the projections (ARD and ZDF) shows 28.8% for the CDU/CSU, 19.75% for the AfD, 16.25% for
the SPD, 12.75% for the Greens, 8.75% for the Left, 4.95% for the FDP and 4.9% for BSW. Whether the FDP or
(less likely) the BSW will clear the 5% threshold to gain seats in parliament remains unclear based on the
projections. Relative to pre-election polls, the CDU/CSU has done slightly less well and the SPD a bit less
badly than expected. Riding a wave of support due a slick social media campaign and a pro-migration stance
that has energised the minority of Germans who want to keep borders open for uninvited immigrants, the
Left party has exceeded expectations. Whether or not the FDP and BSW make it into parliament could deci-
sive.

The chart below gives the share of seats based on the average of projections. The four scenarios differ in the
assumptions whether or not the FDP and/or BSW cleat the 5% hurdle. In three of the four scenarios, a two-
party alliance between CDU/CSU and SPD would not command a majority of seats. Furthermore, in two of
these scenarios, the four mainstream parties (centre-right CDU/CSU, centre-left SPD, centre-left SPD and
centre-right FDP) would not have the required two-thirds majority to change the constitution.

What if?

A key issue is whether or not protest parties will get one third of seats and thus a blocking minority against
changes to the constitution. The three relevant fringe parties, the AfD, the Left and the BSW differ on many
counts. But they oppose aid to Ukraine. The mainstream would not negotiate a change to the constitution (or
any other issue) with the AfD. Getting the left-wing fringes (The Left and BSW) to agree to more defence
spending including more help for Ukraine could be close to impossible as well. The Left wants to ditch the
debt brake. But its policy platform of (soak the rich, raise welfare spending, cut military spending) is exactly
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the opposite of what Friedrich Merz wants (pro-growth tax cuts, a pruning of welfare spending and more
money for the military).

Without more fiscal space, Merz would find it difficult to convince his potential centre-left partner(s) to agree
to serious pro-growth reforms. In addition, he would lack the fiscal space to ramp up military spending de-
cisively while increasing public investment and easing the burden on companies and households with sig-
nificant cuts in taxes and electricity charges at the same time.

But even in this case, a new coalition between, say, the CDU/CSU and the SPD, could still find some fiscal
space by pruning some welfare spending, reforming the inefficient energy policy and injecting capital into
semi-public institutions such as KfW development bank or the railways to enable them to borrow more. Merz
may even raise the value added tax (hiking the standard rate from 19% to 20% could yield cigbn per year).
However, this would be highly unpopular as people still reel from the 2022/23 surge in inflation.

To mitigate the risks from a lack of fiscal space somewhat, Germany may in this case consent to more com-
mon borrowing on the European level for a one-off common defence and/or Ukraine support fund in addi-
tion to the likely redirection of some unspent funds from the post-pandemic NextGenEU funds for these
purposes. If the situation in Ukraine deteriorates badly, as seems quite possible after the recent pro-Russian
moves by US president Donald Trump, the new German government may also declare a national emergency
with a simple majority and suspend the national debt brake temporarily as Germany had done during the
pandemic. However, the legal hurdle for that is high as the Constitutional Court would only accept this under
genuinely exceptional circumstances and not for a long-term rise in public spending.

We will distribute an update once the result has become clear, probably after the preliminary official result
has been published.
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Chart: Potential majorities (seat shares in % for mainstream parties)
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Simple majority for a government coalition and 2/3 to change the constitution.
Seat shares depending on whether the FDP and/or BSW clears the 5% threshold to
enter parliament. Based on average of projections as of 18:40 German time. Source:
ARD, ZDF.
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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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