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— Six months after the inconclusive December vote, Spain will face fresh general elections on Sunday (Jun 26). Opinion
polls still point to a hung parliament and the negotiations over government formation will remain difficult in any case.

— The Socialists (PSOE) will remain the kingmaker. A People’s Party (PP) minority government with the abstention of
the PSOE or a pact between the latter and the left-wing Unidos Podemos seem both plausible in our view.

— The increasing consensus for Unidos Podemos could however favor the latter scenario. Such an event, jointly with a
possible victory of the ‘Leave’ camp in the UK, would inevitably weigh on Spanish assets in the short term.

— That said, the Podemos risk should not be overrated in our view. Mr Iglesias’ party would have to cooperate with the
fiscally more diligent PSOE. In addition, their more pragmatic approach on Catalonia — opposed to PM Rajoy’s fierce
rejection of separatists’ requests — could reduce the risk of a unilateral secession.

With all market attention deployed to the EU membership
referendum in the UK tomorrow, the new general elections
in Spain on Sunday (Jun 26) have remained on the side-
lines. Indeed, the fears of a Brexit — and the hopes for a
victory of the ‘Remain’ camp — have been the major driver
in financial markets, which temporarily overlooked other
political issues in the euro area. That said, the strong mo-
mentum of Unidos Podemos - the electoral alliance
among the major Spanish left-wing forces — in opinion
polls could shift the balance of powers in the country on
Sunday’s vote. Yet, a hung parliament and prolonged ne-
gotiations over the new government formation are still the
most likely outcome. Investors have repeatedly shown
signs of unease with Podemos because of its anti-austerity
stance and its support to a referendum over the independ-
ence of Catalonia. Such worries would likely intensify
greatly in case of a simultaneous victory of the ‘Leave’
camp in the UK and a strong performance of Mr Iglesias’
party, weighing on Spanish assets in the short-term. That
said, we believe that the Spanish political landscape de-
serves a more in-depth analysis to better assess the ulti-
mate implications of the Sunday vote.

A hung parliament again but Podemos advances

In early May, King Felipe VI dissolved the parliament and
called snap elections following the failure in the negotia-
tions for the new government after the inconclusive De-
cember vote. The mutual vetoes between the left-wing Po-
demos and the centrist Ciudadanos (C’s) impeded a 3-
party coalition led by the Socialists (PSOE), thus allowing
PM Rajoy to remain at the helm of a caretaker cabinet.

In recent months, Podemos has been very active in ex-
panding its influence by striking several electoral agree-
ments with other left-wing forces both at national and re-
gional level. The most important was the one with United
Left (IU-UP), a party that secured 3.7% of total votes but
which has only 2 seats (out of 350) in the Spanish Con-
gress. The alliance — announced by the two party leaders
on May 9 — was named Unidos Podemos.

Spain: Opinion polls for Jun 26 elections
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Thanks to the peculiarity of the Spanish electoral system —
which favors larger parties and coalitions over small par-
ties — Unidos Podemos is now expected to become the
second largest force in the Congress in terms of seats
even though the current poll consensus (24.8%) is only
marginally higher compared to the sum of the votes se-
cured in the December vote (24.4%). According to opinion
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polls, Unidos Podemos would gain 88 seats (from 71 be-
fore), surpassing the PSOE (down to 82 from 90 seats).
On the center-right side, both PM Rajoy’s People’s Party
(PP) and C’s would lose some seats despite small gains in
voting intentions. The remaining seats would be secured
by the two Catalan separatist parties (ERC and DL) and by
the Basque regionalists.

Spanish Congress: Seats distribution
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Government formation: Beyond mutual vetoes

As happened in December, no political force would be able
to rule on its own in such a scenario. As a result, a new
round of negotiations will start soon after the vote. While
remaining the largest party in terms of votes and seats, the
center-right PP would again be in an unfavorable position
as the other three major forces have repeatedly affirmed
their refusal to back a cabinet led by the outgoing PM Ra-
joy. Should the latter resign, the centrist C's would be
more willing to support the PP given their similar economic
agenda, but such a coalition would fall well short of the ab-
solute majority (it would control only 155 seats combined,
down from 163 before and too distant from the absolute
majority of 176). The PP needs to secure the support (or at
least the abstention in the investiture vote) of the center-
left PSOE, whose leader, Pedro Sanchez, is however firm-
ly against such a solution. Only the combined resignations
of PM Rajoy and Mr Sanchez could provide the green light
to a grand coalition government between the PP and the
PSOE or, more likely, to a PP-led minority cabinet with the
abstention of the PSOE. This could however result in a se-
vere erosion of consensus for the Socialists to the benefit
of Unidos Podemos.

The most likely alternative scenario consists of a pact be-
tween the PSOE and Unidos Podemos. Such an alliance
could count on around 170 seats (up from 161 before),
thus approaching the threshold for the absolute majority. A
strong showing by the left-wing force, like the ones shown
by the most favorable pollsters, could even lead to a thin
outright majority. However, arithmetic alone would not suf-
fice to secure a durable deal between the two. Indeed,
several hurdles remain in place. First, Mr Sdnchez blames
Podemos for having opposed to the pact between the
PSOE and C’s which was at the basis of the negotiations
in the past months. In addition, he recently rejected the
possibility to back Mr Iglesias as Prime Minister should
Unidos Podemos surpass the PSOE, as suggested by the
current opinion polls. A leadership issue would inevitably
materialize. Second, the Socialists and Podemos would
need to define a common strategy with regard to fiscal pol-

icies. We believe that Podemos will have to soften its
spending increasing proposals and to support the more
ambitious adjustment plan depicted the Socialists. Third,
the PSOE urged Podemos to withdraw its support to the
referendum on Catalan independence and to join the ef-
forts to reform the constitution with a more federalist foot-
print. Last but not least, a leftish cabinet requires Mr
Sénchez to survive resignation pressures from the hardlin-
ers of his own party in case of an electoral defeat. Under
these hypotheses, a deal between the PSOE and Unidos
Podemos would become reality. Only in a less likely sce-
nario, Spain could be forced into the third snap election in
less than one year.

Which medicine for public finance?

The anti-austerity stance of Podemos would clearly be a
cause of concern for investors. Indeed, Mr Iglesias’ party
aims to postpone the reduction of the fiscal deficit below
the 3% threshold to 2019, three years beyond the original
deadline set by the European Commission (EC). It also
proposed to increase public spending by € 60 bn in the
next four years in order to fund welfare projects. No doubt
that the EC and financial markets would escalate the pres-
sure should this plan materialize.

As said above, Unidos Podemos will have to find a com-
promise with the PSOE in case of victory. The two parties
share a common ground on fiscal — no further cuts to the
income tax, increase in social spending and introduction of
a minimum income, reduction of regressive tax deductions,
an increased role of wealth taxes — and economic policies
— revision of PP’s 2012 labor market reform in order to re-
duce temporary contracts — but Mr Sanchez has publicly
labelled the projected increase in expenditure foreseen by
Podemos’ proposal as unsustainable. We believe that a
common platform would be based on a less aggressive
increase in social spending and less growth-impactful tax
hikes, in order to bring the deficit below the 3% threshold
by 2018 as proposed by the PSOE.
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While markets could rightly be concerned about the less
business-friendly policy mix proposed by the two leftish
parties, the PP’s fiscal framework comes with its own
shortcomings. The alternative plan proposed by the PP
foresees a reduction in the deficit based mainly on persis-
tently strong economic growth, but it lacks credibility in our
view. Indeed, the Spanish government has repeatedly
missed its budget targets in recent years. In 2015, the def-
icit declined only to 5.1% of GDP (from 5.7% in 2014)
compared to a target of 4.2%, despite the above expecta-
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tions growth performance (real GDP expanded by 3.2% in
2015, the fastest pace since 2007). A large part of the
slippage can be attributed to the widening deficit of the so-
cial security fund. Indeed, the gap rose from 0.1% of GDP
in 2011 — when PM Rajoy assumed the office — to an un-
precedented 1.3% of GDP in 2015. The PP has tapped the
Social Security Reserve Fund aggressively, with total
withdrawals of € 47.2 bn in the last four years, more than
halving the fund’s assets. The increase in pension ex-
penditure accounts for the bulk of this deterioration (up
from 12.5% of GDP in 2011 to 14.0% in 2014) since it has
not been matched by a comparable rise in social contribu-
tions. The latter have actually decreased both in GDP and
per-employed terms (see graph in previous page) since
the approval of the labor market reform in 2012, which sig-
nificantly contributed to the reduction in unit labor costs.
While PM Rajoy played down this issue during the elec-
toral campaign, the PSOE seems ready to promptly tackle
it. On the other hand, the increase in taxation and the cor-
rections to the labor market reform planned by the Social-
ists would compress corporate margins, likely weighing on
the recovery in investments.

No easy solution for Catalonia

The other hot topic of the electoral campaign is the stance
on Catalan independence and the possibility of a referen-
dum on it. While all the four major parties are against a
separation, Podemos’ support to a popular vote on the is-
sue has scared investors and contributed to the failure of
the previous round of negotiations between Podemos and
the PSOE. A victory of the ‘Leave’ camp in the UK and a
strong showing by Unidos Podemos in the Sunday’s vote
could ignite speculations over an ultimate break-up of
Spain via a unilateral secession of Catalonia.

Catalonia: Support to separatist parties

% of votes / voting intentions
60 -
50 A
40 -
30 A

20 A

10 4

Sep 2015
(reg. elections)

Dec 2015
(gen. elections)

Jun 2016
(gen. elections, polls)

m Pro-independence parties ~ ®Podemos & allies

Once again, however, things are not that simple. The
PSOFE'’s stance is central given its kingmaker position and
Unidos Podemos will have to adapt if it wants to strike a
deal for the new cabinet. In the last week, Mr Iglesias
stressed the need for a stronger coordination between the
Partido de los Socialistas de Catalufia and En Comu Po-
dem — the Catalan representation of the PSOE and Unidos
Podemos — on this issue and hinted that the referendum
proposal may not be a red line in the negotiations. We be-
lieve that these statements represent an attempt of Po-
demos to free itself from its controversial position, but
surely the PSOE will ask for much more clarity on that.

When comparing the PP and the PSOE’s solutions to the
Catalan issue, we believe the Socialists’ one has higher

chances to avoid a further surge of the separatist move-
ment. Indeed, PM Rajoy and the PP have constantly re-
jected any dialogue with Catalan regional parties, contrib-
uting to aggravate the crisis. On the other hand, the PSOE
is more willing to find a compromise while preserving the
national unity. This would require a reform of the constitu-
tion granting more powers to regions, especially in terms
of stronger fiscal autonomy and cultural recognition of the
so called ‘nacionalidades’. Nevertheless, the reform would
not be an easy task despite the strong support for Unidos
Podemos in those autonomous communities more impact-
ed by regionalism. Indeed, the constitutional reform has to
be approved also by the Senate, which would likely remain
under the control of the PP though. This constitutes a key
obstacle to a swift settlement of the Catalan issue.

In conclusion, we reiterate our view of a hung parliament
as a baseline scenario. Given the very fragmented political
landscape and the ideological differences among the par-
ties, we also expect a prolonged period of negotiations
similarly to the experience seen earlier this year. That said,
we slightly favor an agreement between the PSOE and
Unidos Podemos as the most likely outcome. In that case,
the likely initial negative reaction to the rise of the left-wing
party would ultimately be tempered by the kingmaker role
of the PSOE. Moreover, in contrast to Greece and various
other EU countries, moderate and pro-European parties
will still make up for more than two thirds of members of
parliament. Despite difficult and prolonged negotiations,
we see little risk of a repetition of the disruptive Greek ex-
perience in the longer term.
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