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Europe in 2021
Germany in 2021: all eyes on September’s federal election
Angela Merkel will not step down from her 16-year tenure as chancellor until after the federal
election in September 2021, but game-changing policy shifts are already under way in Germany. The
coronavirus (Covid-19) outbreak in the country has prompted a sharp change of course on fiscal policy,
with new debt issuance for the first time since 2013 and the biggest surge in state aid in Europe. Policy
shifts will continue in 2021, but all eyes will be on September’s election and the possibility of a historic
coalition between the Christian Democratic Party (CDU) and The Greens.

A major political transition, with minor consequences
Current polls suggest that the CDU and The Greens could have enough seats between them for a
majority, forming a coalition that would uphold the status quo, but with a stronger green agenda.
The government’s decision this year to support electric vehicles but not the automotive sector more
generally, despite the industry’s large lobby and the fact it accounts for about 830,000 jobs, is an
indication of the policy direction. Voter fragmentation will continue, but the parties on the political
extremes (the Left Party and the Alternative for Germany, AfD, on the far right) will remain excluded
from mainstream debate and from the coalition.
Support for The Greens has surged since the 2017 federal election
Federal election 2017 (% of vote)

Infratest dimap poll, October 1st (% of voter intentions)
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Significant policy changes are already under way
Despite Germany’s reputation for stability and current chancellor Angela Merkel’s cautious style, there
have been some dramatic policy shifts in recent years. These include the decision to phase out nuclear
power following the Fukushima disaster; the acceptance of over a million asylum seekers during the
refugee crisis; and a U-turn on fiscal policy during the pandemic—both domestically by abandoning the
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balanced budget target, and at the European level by pushing for joint debt issuance to finance the EU
Recovery Fund. We expect the most significant policy decisions in 2021 to relate to existing trends, such
as a growing focus on industrial policy, rather than stemming from a new political vision for Germany.

External affairs: a more inward-facing Germany?
Mrs Merkel has played a leading role in Europe and on the global stage during her chancellorship,
reflecting the sheer size of the German economy (the largest in the EU) and her longevity in office
(working with five British and seven Italian prime ministers since 2004). Her successor will be
inexperienced and will not have the same international clout. Moreover, the run-up to the federal
election and coalition-building negotiations thereafter mean that Germany will be more focused
on domestic affairs in 2021. Still, Germany will remain influential in Europe, and the Franco-German
partnership will build on its new-found strength in the wake of the landmark EU Recovery Fund
agreement.

3

© The Economist Intelligence Unit Limited 2020

EUROPE IN 2021
TRENDS TO WATCH IN THREE KEY ECONOMIES

Italy in 2021: the battle to control the right
Last year saw Italy experience its deepest recession since the Second World War, with public debt
spiralling to about 160% of GDP. However, financial markets are set to remain supportive of Italian
bonds in 2021. A combination of unprecedented asset purchases by the European Central Bank (ECB),
inflows from the EU recovery fund and improved political stability since the onset of Covid-19 will
reassure investors. Aside from this, here are a few under-reported key trends that we expect to emerge
in 2021.

The Salvini-Meloni contest will shape the Italian right... and determine the
likely next prime minister
Support for the Eurosceptic right-wing Lega, led by Matteo Salvini, reached an all-time high at the
European Parliament elections in May 2019, when the party won 33% of the vote. Lega is still the most
popular party in Italy (polling at around 24%), but has lost significant ground in opinion polls since the
M5S-Lega government collapsed in August 2019. The main beneficiary has been the far-right Fratelli
d’Italia (FdI), led by Giorgia Meloni, which has more than tripled its support to 16% in mid-October
2020. With Fdl now the third-largest party in the country, 2021 will reveal if the contest between the two
parties, which have similar agendas and compete for the same electorate, will be fought at the extreme
or at the centre.
Il sorpasso: can Meloni overtake Salvini?
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Major political parties' electoral results at the March 2018 general election and May 2019 European Parliament election; estimated vote share by two-week
polling average for July 11th 2019 (before the collapse of the M5S-Lega government), September 5th 2019 (after the formation of the M5S-PD government),
and October 8th 2020.
Sources: YouTrend; The Economist Intelligence Unit.

Sovereign debt: a downgrade of Italy’s rating to junk could see a huge sell-off
of bonds
Two of the three main rating agencies (Fitch and Moody’s) have Italy’s sovereign rating just one notch
above non-investment grade, and so there is a risk that the rating could be downgraded to junk status
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this year. This would be likely to result in a massive sell-off of Italian bonds, as several important bond
indices require investment-grade ratings from two of the three main agencies for inclusion.

Italy’s stance on China hardens
In April 2019 Italy was the first major economy to join China’s Belt and Road Initiative (BRI), when the
Eurosceptic Lega and the populist M5S were governing in coalition. However, the spread of Covid-19
from China, the crackdown on civil liberties in Hong Kong and concerns over market access for
European investment have led to a hardening of attitudes towards China in western Europe, including
Italy, in 2020. Even so, Italy has not gone as far as its US, UK or French counterparts in terms of banning
Huawei, leaving the decision to telecoms operators. Nevertheless, given growing pressure from the US,
it is possible that the government will tighten its IT infrastructure security regulations further in 2021,
excluding Chinese firms from future commercial opportunities in the sector.
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Turkey in 2021: balance-of-payments crisis is a near-term
danger
Turkey avoided a severe recession in 2020. The strong performance was mainly down to the biggest
credit growth boom in a decade, facilitated by Turkey’s state banks and a politicised central bank,
driven by president Recep Tayyip Erdogan’s preference for low interest rates. This, however, has led
to large external imbalances and has put strong downward pressure on the lira, exacerbating risks to
financial stability.

Government signals return to policy normality
The government’s unorthodox economies policies have kept inflation high through lira depreciation
and credit demand. However, in early November 2020 Mr Erdogan changed course and replaced the
central bank’s governor, Murat Uysal, with the former finance minister, Naci Agbal. Berat Albayrak,
the treasury and finance minister and Mr Erdogan’s son-in-law, announced his resignation and
was replaced with Lutfi Elvan, a former deputy prime minister. Mr Agbal’s appointment and an
accompanying 475 basis point policy rate hike to 15% in November 2020 pushed real rates into positive
territory and strengthened the lira. We expect Mr Agbal to retain his hawkish bias and raise rates by
another 250 basis points in the first quarter of 2021. Mr Erdogan has vowed that the central bank will
deliver price stability and administer “bitter medicine” to the economy. We believe that this U-turn in
the president’s rhetoric marks a first step towards policy normality and transparency in an attempt to
avoid a hard landing in 2021.

Expect tight fiscal, credit and monetary policies in 2021
To reduce economic imbalances in 2021, we expect that the authorities will keep fiscal, credit and
monetary policy tight in the first half of the year, but as the domestic and global economy gradually
recovers we forecast full year growth of 3.7% in Turkey. The tightening measures will allow for import
compression in the first half of 2021, and a stronger global macroeconomic backdrop next year will
Growth volatility will continue
(Real GDP; % change, year on year)
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drive a partial recovery in export growth and support the external balance. Policy normalisation and
higher real yields will also help to attract sufficient capital inflows to finance Turkey’s outstanding debt
obligations and prevent a crisis in 2021.

Risk of a balance-of-payments crisis in 2021
The risk to Turkey’s financial stability is great and the outcome will depend on investor confidence and
policy continuity. Turkey faces US$183bn external debt obligations in 2021, but has limited foreigncurrency reserves available. Net central bank reserves, after deducting central bank swap agreements
with domestic financial institutions, are negative. Rebuilding reserves and investor trust will take time
and monetary and fiscal restraint. Turkey is in need of reforms to address the structural imbalances
that underpin its recurring boom-and-bust economic cycle. If the government reverts to its preferred
policy of unsustainable rapid credit growth, there is a risk that a sudden credit stop and a potential
balance-of-payments crisis will unfold in 2021.
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Industry to watch: Financial services
Finance has not been at the centre of the current global crisis, with a highly persistent Covid-19 sparking
a severe economic downturn. However, the sector will not remain apart from its challenges and
opportunities.

Government financing will fail to arrest a spike in bad loans
Bankruptcies and debt defaults will rise sharply in 2021 as Covid-19 response efforts such as special
government financing and forbearance programmes reach an end. Such official initiatives have kept
many ailing firms alive and many foundering households above water. However, appetite for the heavy
fiscal spending required is already ebbing in most of the developed world and is likely to be wound
down, though central banks will continue to pursue extremely low interest rates, quantitative easing
and targeted business lending.
US banks build reserves while European lenders lag behind

(Loan-loss reserves as percent of total loans at major US, Chinese and European banks)
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Covid-19 will continue to turbocharge digital payments
Digital payments were already spreading rapidly before the onset of Covid-19, and now their uptake
is being turbocharged by efforts to maintain physical distance between people and avoid contacts
with cards, touchscreens and cash. We expect the trend to continue, even after the distributions of an
effective vaccine for the disease. The transformation is likely to marginalise further cash, cheques and
even chip payments cards in favour of mobile apps, wearable devices and contactless cards.

Brexit will pose challenges and opportunities for the City of London
From 2021, the City of London, the preeminent financial centre in Europe, will leave the single market
and lose its “passporting” access to the EU that allowed for frictionless trade in financial services.
Estimates of the total pre-Brexit amount of financial sector activity in the City that is directly
dependent on access to Europe have found that about 20% of total activity would require passporting,
but much of that business has begun to move already. This loss will see a modest decline in London’s
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importance, particularly as compared to its global rival of New York. However, the City’s openness to
global investment, deep talent pool, flexible legal system, and the presence of major financial market
infrastructure such as clearinghouses and exchanges will endure as advantages in the medium term.
Additionally, no single EU centre has disproportionately benefited from London’s departure for the EU:
businesses leaving London are dispersed among Frankfurt, Dublin, Paris and Amsterdam. As a result,
we expect London to remain first among equals in a more polycentric financial system in Europe. The
weakening of its role as an access point to Europe has forced the City of London to look to innovation
to remain competitive, with early investment in innovative financial sectors such as green finance and
fintech likely to ramp up in the coming years.
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We monitor the world to prepare you for what’s ahead

Country Analysis provides you with the best forward-looking data and analysis to understand a
country’s political, policy and economic outlook.
From financial institutions to corporates, governmental departments and universities, the world’s
leading organisations rely on our Country Analysis service to keep them informed about the world and
what it will look like tomorrow. Included in our service:
l Global outlook and daily insights spanning politics, economics and market-moving topics.
l Overviews of country forecasts over the medium-term outlook.
l Medium-term country forecasts on 200 countries’ political and economic landscape.
l Long-term country forecasts on the structural trends shaping 80 major economies.
l Industry analysis on the outlook for six major industries in 70 markets.
l Regulatory intelligence on the policies that will impact the business environment in 50 key economies.
l Commodity forecasts on supply, demand and prices of 40 critical goods.
l Macroeconomic data on forecasts, as well as historic trends.
l Industry data on demand and supply of key goods, now and in the future.
l Proprietary ratings on the business environment.

How Country Analysis helps you to stay ahead
Unparalleled coverage - global, regional and country-level analysis for over 200 markets. 20,000 data
series every month, led by our worldwide network of expert analysts and on the ground contributors.
360-degree view - our approach is unique; deliberately designed to intersect politics, policy and the
economy, our methodology leads to a more nuanced perspective than simple number crunching.
Beating consensus - with over 70 years of experience, we have a track record of making bold calls and
getting them right.
“Severe contest” - our editorial team is fiercely independent and rightly so. This ensures you can trust
our analysis and apply the insights it offers with confidence.
Find out more information about our service features, delivery platforms and how Country Analysis
could benefit your organisation by visiting:
eiu.com/n/solutions/country-analysis
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