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GERMANY'S ELECTION SHOULD BE SUPPORTIVE

On the 24th of September, Germany will hold its general
election to pick the members for the 19th Bundestag (lower
house). Currently the centre-right Christian Democratic
Union/Christian Social Union (CDU/CSU) party, headed by
Angela Merkel is leading comfortably in the polls.

As it looks obvious who will win the election, the more
interesting question is who will be the next coalition partner
for Chancellor Merkel. The current government is made of
CDU/CSU and centre-left Social Democrats (SPD). This so called
“Grand Coalition” has never been the most desired option for
anyone, as the partnership of the two main political blocks
precluded the formation of a real opposition. Nevertheless, the
combination had become necessary after the last election, as
the CDU/CSU’s first partner of choice, the business friendly
Free Democratic Party (FDP) was not able to clear the 5% vote-
hurdle. Most recent polls indicate that the FDP might make a
comeback in the next election. However, just one coalition
partner might not suffice and a combination of CDU/CSU, FDP
and the Green Party, the alternative party focused on
ecological issues, might become necessary. The latter has been
recently implemented in Schleswig-Holstein, one of Germany's
states.

The formation of coalitions has become difficult in Germany in
recent years, as the party system became increasingly
fragmented. In the next election, the far-right party Alternative
for Germany (AfD) will most likely enter the parliament and
worsen the situation. It will also be the first time that a far-right
party enters the Bundestag. Nevertheless, populist parties
haven't seen the same traction in Germany as they have in
other European countries and recent polls indicate that AfD is
losing its momentum.

Regardless of what combination Merkel chooses when she
starts her fourth term, no one should expect significant
changes to the current “status quo”. A combination with one
of the centre-left parties will probably reduce some of the
recent economic dynamics, as seen during the current
parliamentary term, i.e. introduction of a minimum wage. A
partnership with the FDP could at least bring some modest
business friendly changes to taxes. However, the FDP might be
less comfortable with French president Emmanuel Macron’s
European agenda, as it recently criticized his desire for Euro
bonds and a eurozone-specific budget, managed by an
eurozone finance minister. More clear is the picture with
regards to Brexit. All four major centre parties support Merkel's
stance, where no “cherry picking” will be allowed.

In the post-war era in Germany, coalitions have always reigned
and politicians are used to developing a consensus. Currently,
even if a law passes the Bundestag, it still has to pass the
Bundesrat (upper house), where three political parties (CDU,
SPD & Green) are in the position to block any law. Therefore,
even with a clear win in the general election, Chancellor
Merkel will have to strike deals continuously with the
Bundesrat, which consists of the head of states and has to
approve all laws affecting state competency and constitutional
changes.

The biggest changes after the election will most likely be seen
on the spending side. Germany might increase its
infrastructure and defence investments, as well as
expenditures for the integration of refugees. However,
additional spending will potentially disappoint some of
Germany'’s critics that demand a reduction of austerity
measures and a significant increase in spending. Berenberg’s
economists assessed in a recent publication (“The German
problem? It's complacency, not the current account” by Holger
Schmieding) that the surplus of Germany’s federal budget is a
result of economic strength rather than austerity measures.
Furthermore, the economists pointed out that Germany’s
competitive advantage, represented by a solid current account
surplus, could shrink in the next few years. Labour costs in
Germany have increased by 15% between 2010 and 2016 and
none of the main political parties plan major structural reforms,
so the current account should decline via lower exports. This
partly explains why only a modest rise in investments and
expenditures should be expected and some prudence will be
required in the years to come.

Besides Germany’s economic strength and its need to form
coalitions, another factor differentiating the country from the
rest of Europe is its complicated voting system. Half of the
members of the parliament (299) are directly elected in their
districts. The rest of the seats get allocated based on the
percentage of the votes received in the election. Every voter
gets two votes, one to pick the candidate in its district and the
second to support a party. The second vote is all-important, as
it determines the ultimate percentage of allocated seats. If a
party gains more seats directly than its percentage weight is
suggesting, the number of members of parliament
(“Ausgleichsmandate”) will be increased to bring the
percentage weights back in line with the percentage share of
the second vote. The system was design to combine elements
of a parliamentary democracy and the desire to enable voters
to choose a local candidate.
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The peculiarities of the voting system gain particular
importance in close elections. However, current polls are
suggesting that this won’t be the case this time. Chancellor
Merkel’s CDU/CSU leads by 15% (Figure 1) which suggest that
there seems no other party currently able to stop her from
winning a fourth term. But is there any tail risk for a surprise on
Election Day? It doesn’t look so. A recent article
(http://www.zeit.de/gesellschaft/zeitgeschehen/2017-

07/wahlkampf-merkel-schulz-wohlstand) in ZEIT ONLINE, the
online version of one of Germany’s main political newspapers,

described Germans as complacent and focused on their
private life, i.e. the next holiday, rather than overly politically
inspired. Most of this seems driven by Germany’s economic
success and a desire to keep their wealth. Germans obviously
recognize the threads coming from the outside world, i.e.
Brexit, Trump, terrorism, etc., but Merkel is seen as a guarantor
to tackle these problems and keep them away from home.
Martin Schulz, party leader of the SPD, and its chancellor
candidate, tried to score by pointing out some of the outside
world’s problems, like the still ongoing refugee crisis; however,
beside a positive blip in the opinion polls at the beginning of
the year, his strategy hasn’t succeeded so far.

Figure T — Advantage Merkel: German opinion polls
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Source: National opinion polls, Berenberg calculation

Conclusion

As the outcome seems obvious, it remains unclear who will be
Merkel’s coalition partner and how the election will impact
financial markets. It doesn’t look like much will happen, and
most market participants are pricing in Merkel’s victory and a
continuation of current policies. Nevertheless, one coalition
model might be better than the other. If the business friendly
FDP joins, that will possibly be seen as more positive for the
future of the German economy than any combination with
centre-left parties. On a long-term basis, the latter would likely
negatively impact equity valuations, as the above-mentioned
higher labour costs would probably continue to reduce the
country’s competitiveness. Furthermore, it is unlikely that any
government coalition will launch major structural reforms.
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However, for investors with a mid-term time horizon, bonds
from German “Mittelstand” companies, particular in the health
care and auto parts sector, look attractive, as their credit
profiles have benefited from the strong economy and their
yields are still relatively appealing.

In sum, it looks that Election Day in September will be quite
uneventful, although a government including the FDP should
be more business minded. This presents a sharp contrast to
the French and Dutch elections earlier in the year, where the
market feared victories for populist parties that didn’t
materialise. Nonetheless, some stability and continuation
might be welcome during turbulent times and present some
investment opportunities in select German corporate bonds.
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be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
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document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
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Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and

en.nikkoam.com


http://www.zeit.de/gesellschaft/zeitgeschehen/2017-07/wahlkampf-merkel-schulz-wohlstand
http://www.zeit.de/gesellschaft/zeitgeschehen/2017-07/wahlkampf-merkel-schulz-wohlstand

GERMANY'S ELECTION SHOULD BE SUPPORTIVE

Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
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situation and particular needs of any specific person. You should seek
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Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
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purposes only. This material does not take into account the objectives,
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New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
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Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
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This document does not constitute investment advice or a personal
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document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
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mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.

Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investmentin
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
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Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.

The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration

thereof).

No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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