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Germany

AfD's Win Raises Questions, but Federal Risks
Remain Limited

OCBC Group Research

e The Saxony-Anhalt result matters less for immediate policymaking than for
what it signals nationally. While the AfD's victory has limited direct federal
implications, it reinforces the party's growing momentum and highlights
mounting pressure on mainstream parties as further state elections
approach.

e The mainrisk is political fragmentation rather than an AfD-led government.
As long as the "firewall" remains intact, the AfD is unlikely to enter
government. However, excluding a party polling near 25%-30% nationally
makes coalition formation more difficult, increasing the likelihood of broad,
compromise-driven governments and weaker reform outcomes.

e Markets should watch upcoming state elections and the 2027 western
election cycle closely. Strong AfD performances in Mecklenburg-
Vorpommern and Saxony-Anhalt would strengthen perceptions of
growing support. The more important test, however, is whether the AfD
can replicate its gains in large western states, which would raise concerns
about coalition formation and policy stability ahead of the 2029 federal
election.
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Election results a wake-up call for the establishment but not a shocking result

The far-right Alternative fiir Deutschland (AfD)'s provisional win in the Saxony-
Anhalt election gives it 43.8% of the vote and 39 of the state parliament's 83
seats. Although it was reported as a shocking result, it did not come as much of
a surprise for political observers, as major polling institutes had the AfD tracking
at 40% to 42% in the days leading up to the election. Immediate implications at
the federal level are also limited. Even if the AfD successfully takes power in the
state, Saxony-Anhalt only holds 4 out of 69 votes in the Bundesrat. Hence, the
wider importance of the result is the pressure it puts on mainstream parties
ahead of further elections and difficult budget decisions.

AfD support more than doubled
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AfD still short of an absolute majority; political gridlock ensues

AfD secured 39 seats, falling just three seats short of the 42 needed for an
absolute majority. The remaining parliament is deeply fractured, split between
39 seats held by a coalition of traditional mainstream parties (including
Chancellor Friedrich Merz's Christian Democratic Union (CDU)) and 5 seats held
by the populist left-wing Bindnis Sahra Wagenknecht (BSW). Because all
mainstream parties maintain a strict "firewall", refusing to govern with the far
right, the BSW has become the ultimate kingmaker, holding the balance of
power in an otherwise deadlocked legislature. If the BSW chooses to remain
neutral and abstain, the active vote between the AfD and the mainstream
parties would result in a 39-39 tie, paralyzing the state government. To break
this mathematical deadlock, the center-right CDU is under immense pressure
from federal leadership in Berlin to compromise on its core principles and strike
a highly controversial alliance with the far-left BSW.
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Impact limited at the federal level

Although the election result was shocking to the neutral observer, Saxony-
Anhalt has only four of the Bundesrat's 69 votes, and its immediate impact is
limited at the federal level. The greater risk lies in what this result may signal at
the national level, namely whether it reflects a broader shift in political
sentiment towards the far right. National polling explains why Berlin feels the
pressure. Infratest's poll, published on 3 September, put the AfD at 27%, ahead
of the CDU/CSU at 21%.

AfD leads the national poll
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Despite the election defeat, Merz's first reaction was not to abandon reform;
instead, he doubled down on it. He said that his determination to continue
economic reforms was "unbroken", including reforms to pensions and the
labour market. Fiscal plans are also unlikely to be changed. This is important, as
a large proportion of projected growth in 2026 is attributed to fiscal spending.
The German Institute for Economic Research (DIW Berlin) estimates that public
consumption and investment account for roughly 70% of Germany's 2026
growth.

Assuming that the AfD "firewall" continues to hold, there is no chance that the
AfD will form the government now or in the future. However, what is
underappreciated is that the AfD does not have to enter the federal
government to change German economic policy. If 25%-30% of parliament is
effectively excluded from coalition negotiations, future governments become
broader and ideologically less cohesive, which increases the risk of compromise-
heavy policies, weaker reforms, and unstable coalitions. This might be more
damaging than the probability of an AfD chancellor.

What to watch out for next

The 20 September elections taking place in Mecklenburg-Vorpommern and
Berlin are the immediate next tests. The latest polling makes Mecklenburg-
Vorpommern particularly significant. The AfD is averaging 35.9%, ahead of the
SPD at 30%, while the CDU is only at 9%. The composition in Berlin is different.
The CDU and the left are at around 19.7%, the AfD is at 18%, while the Greens
and SPD are at roughly 13%, suggesting yet another fragmented state vote. If
the AfD were to secure a clear victory in Mecklenburg-Vorpommern and gain
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executive power in Saxony-Anhalt, it would reinforce the impression of growing
political momentum that mainstream parties would find difficult to ignore.
Should national support rise above 35%, the risk of meaningful dilution of or
delays to the government's 2027 budget and reform agenda would increase
substantially.

While eastern state elections would provide a barometer of the AfD's
popularity, the next genuinely critical phase is the 2027 western state-election
cycle. If the AfD's gains remain predominantly eastern, markets can still
continue viewing this as a geographically concentrated trend. However, if the
same pattern starts appearing strongly in large western states, markets would
start to seriously price in a 2029 coalition problem.
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