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Greek contagion risks? Spain and Italy look safe    
   

● Could it happen again? In 2011/12, a crisis in small Greece sparked massive 
contagion to large countries with much smaller problems, in particular Spain and 
Italy, and pushed the entire currency zone into recession. Could we see a repeat in 
2015? 

● 2015 is not 2012: The Eurozone’s defences against financial contagion are much 
stronger. The European Central Bank’s 2012 Outright Monetary Transactions 
(OMT) programme looks set to survive German legal challenges. And, as part of its 
monetary policy stance, the ECB will soon buy large amounts of sovereign bonds 
anyway. 

● The Eurozone has a well-oiled crisis management system with the €500bn ESM, 
banking union and the troika. Accidents like the restructuring of private-sector-
held Greek sovereign debt without adequate defences against contagion to other 
countries are less likely to be repeated. 

● The Eurozone’s tough love strategy of financial help in return for structural 
reforms and fiscal repair has worked where it was applied stringently. Spain, 
Portugal and Ireland made clean exits from their bail-outs in 2013 and 2014. 
Growth is back; unemployment and fiscal deficits are falling. 

● However, millions of people in the former crisis countries are still suffering 
under the crisis fall-out through unemployment, over-indebtedness and lower 
wages. In many countries, many voters see reforms as imposed by the Eurozone. 

● Even in Italy and France, which never asked for financial help, Brussels’ 
monitoring of German-inspired fiscal rules is seen as intrusive. In both countries, 
output is stagnating and unemployment is still rising. Instead of pursuing the 
needed tough structural reforms, many clamour for an artificial monetary and 
fiscal stimulus as an easy way out of trouble. 

● In this note, we look at the economic and political situation in the key countries 
Spain and Italy, and ask what the impact of the new Greek crisis might be. 

● This time, neither Spain nor Italy has suffered any significant financial market 
contagion or impact on economic confidence yet. Sovereign borrowing costs are 
near all-time lows. Purchasing manager indices and the European Commission’s 
economic sentiment indicator rose nicely in both countries in January. 

● Spain’s centre-right government will be facing a Syriza look-alike in elections in 
October or November. Polls are still inconclusive, but we expect the conservatives 
to win on the back of economic competence and the negative read-across to 
Podemos of a Syriza U-turn or failure. Spain’s centre-right has no reason to cut 
Syriza any slack on reforms and may turn out to be among the fiercest opponents 
of any Eurozone softening of bail-out conditions for Greece. 

● In Italy, centre-left Prime Minister Renzi looked firmly in control after the easy 
win of his candidate for the presidential elections. However, with Berlusconi 
withdrawing support for some of the constitutional reforms, political risks remain 
substantial. Renzi has staked his political future on reforms, making a Syriza-
style reform-reversal unlikely. So far, he has managed to assemble the necessary 
majorities for his policies. Renzi may take the chance, however, to extol more 
flexibility on fiscal rules from Brussels. 

● Both countries have a vital interest in keeping Greece in the Eurozone to avoid 
contagion effects, but also to not anger Germany as the backstop (together with 
the ECB) for the Eurozone. A deal that would stabilise Greece but maintain the 
reform momentum should suit their interests best. 
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Spain: fighting Syriza at home and abroad 

Will Spain succumb to the lure of left-wing populism at elections later this year? In high-
flying Podemos, Spain’s current government is facing a “sister-party” of Greece’s victorious 
Syriza party. Elections in 13 of Spain’s 17 regions on 24 May and local elections on the same 
day will be a first test, followed by national elections later this year, probably between 25 
October and the end of November. But despite a common history as Eurozone crisis 
countries, the political and economic situation has evolved differently, making populist 
victory less likely in Spain. For starters, the economic and financial news out of Spain is 
very encouraging. 

• From crisis country to growth star: 0.7% qoq GDP growth in Q4 beat the – admittedly 
somewhat slowing – US and UK. The economy has expanded for six successive 
quarters. With confidence indicators turning up further, the government is likely to be 
able to look back on more than two years of sustained growth on election day. 

• The recovery is reaching ordinary people: Unemployment has fallen by 676k from the 
March 2013 peak; the rate dropped to 23.7% from 26.3%. Youth unemployment has 
dropped to 51.4% from 55.8%. Less job insecurity and falling petrol prices are boosting 
household spending, with retail sales rising by more than 6% yoy in December 2014. 

• The adjustment process is nearly complete: Spain has reduced the unit labour cost 
gap over Germany, which opened up since 1998, by 67% from its 2008 peak (see Chart 
3). Its current account balance has turned from -9.6% of GDP in 2007 to +1.5% in 2013, 
due to export growth and a correction of the import bubble. The fiscal deficit remains 
one of the highest in the Eurozone, but has dropped from 11.0% of GDP in 2009 to 5.6% 
in 2014. Finally, Spain has made huge progress towards restoring financial stability. 
Banks have been recapitalised and passed the ECB’s comprehensive assessment in 
October. Non-performing loans have fallen by €21bn to €177bn; the NPL ratio has 
declined to 12.7% in November 2014 from a peak of 13.6% in December 2013. 

But will the improving economy save the conservative party in the elections, despite 
several corruption scandals and the memory of hardship of recent years? Spain’s Syriza 
equivalent, Podemos, surged in national polls last year, topping the charts in December. 
Although the party has fallen back marginally since, it is still polling around 26%. That 
would make it impossible for either the ruling centre-right PP or the opposition centre-left 
socialists to form governments. Due to the complicated seat allocation algorithm, the latest 
polls would give the conservatives around 130 seats in the 350-seat parliament, 26 short of 
the majority. The socialists and Podemos oscillate between 80 and 100 seats each. On 
current polling, a previously unseen Grand coalition or a coalition of Podemos and the 
Socialists would be most likely outcomes. 

But it is too early to make predictions for the new government. First, the economic upturn 
should continue to benefit the government. A Podemos/Socialists coalition might still be 
possible but would have less claim to a democratic mandate. Second, Syriza could become 
a major liability for Podemos. Having made impossible promises like Podemos on the 
campaign trail, Tsipras’ double-populist coalition is now forced to either make a radical 
policy U-turn or lead Greece into the abyss of euro exit. Neither would benefit Podemos. Of 
course, Podemos might correctly argue that big Spain has better bargaining chips than 
small Greece. However, Spain has only borrowed €41.33bn from the EFSF, compared to 
Greece’s €193bn of EFSF and bilateral loans. Threatening to default over such a relatively 
small amount makes no sense. What is more, the mere risk of financial chaos similar to 
Greece might put people off voting for Podemos and scare away potential coalition 
partners. 

Spain’s centre-right government has a strong interest in not letting Syriza get away with 
reneging on Greece’s bail-out conditions. In fact, the more Syriza is seen as either an 
economic failure or as reneging on election promises, the better for the established parties. 
Spain (and also Portugal and Ireland) might well turn out to be among the fiercest 
opponents of any Eurozone offer to Syriza. That does not preclude that, if Syriza does 
accept the tough strings attached to further aid and gets debt relief in return, any Spanish 
government might request the same. 

We reckon a strong Podemos showing at the regional elections is possible. Voters will see 
these elections as a protest vote against the corruption scandals of the established parties, 
not necessarily against their economic policies. But we expect reason to prevail at the 
national elections. While an outright victory of the reforming PP looks unlikely for now, we 
do not expect Podemos to get in a position similar to Syriza’s this autumn. 
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But what if Podemos did manage to come to power? Its policies are hardly more promising 
than Syriza’s. 

• Labour market: Reversal of the 2012 reforms, especially on collective bargaining and 
severance payments. Profitable companies to be banned from firing workers. Working 
week reduced to 35 hours from 40. 

• Debt: Public debt restructuring, but only after holding talks with European peers and 
creditors. 

• Social policies: Minimum income for the poor. Limit on maximum ratio between 
lowest and top salaries. Debt relief for households struggling with mortgages 
repayments. Pensions, wages, public and private investment and welfare spending 
should be increased. Elimination of the Popular Party’s 2013 pension reforms, which 
severely restricted index-linking of pension pay-outs and planned to gradually raise 
the retirement age from 65 to 67. Higher taxes on capital and high incomes. 

• Nationalisation of the banking system, re-nationalisation of strategic infrastructure 
and services. 

• ECB: Adding full-employment target to ECB mandate. 

Any Spanish tinkering with public debt should make markets more nervous than in the 
case of Greece. Spain’s debt pile of 96.8% of GDP (Q3 2014) is almost entirely held by private 
investors and especially foreign investors, who have increased their share from 33% in 
August 2012 to 49% in November last year. A restructuring of the €41bn held by the EFSF 
and the, by then, probably around €70bn held by the ECB would not improve Spain’s fiscal 
position very much, which might make the more radical elements in Podemos look for a 
private sector debt restructuring. However, contrary to Greece, Spain depends on further 
funding from investors even in a best-case scenario, as it still runs the second highest 
primary fiscal deficit in the EU after the UK at 2.3% of GDP in 2014. Podemos’ policies 
would widen that deficit. Spain would be forced to continue borrowing from day one of a 
Podemos-led government. A debt restructuring with a loss of capital market access would 
be self-defeating for Podemos. Ironically, Podemos’ plans cannot work because Spain did 
not do enough austerity to deliver a primary surplus. 

As in the case of Greece, Spain’s real risk is an anti-growth reform rollback. Tightening the 
labour market rules again might not unleash financial crisis, but would seriously 
undermine Spain’s new-found competitiveness and thus job creation in the export-
dependent sector. The current account might swing into deficit again, aggravating Spain’s 
external debt of 92.6% of GDP (2013 data). Reform setbacks would also make it much 
harder to reduce public deficits and debt, as Germany found out in the late 1990s and 
France found out in 2013. 

Chart 1: Spain and Portugal: ahead on lowering unemployment Chart 2: Too close to call – current Spanish polling 

 

 

Unemployment rates, sa, %. Source: Eurostat 
Average of last three polls, %. Sources; Sigma-2, GAD3, Metroscopia, La 

Vanguardia et al. 
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Italy: Renzi’s reform commitment unwavering? 

Italy’s weak economy may make it more vulnerable to financial contagion from Greece. But 
with Prime Minister Renzi having staked his future on supply-side reforms and in firm 
political control, and with no general elections scheduled before 2017, risks of a complete 
policy U-turn are small. Implementation risks remain due to his fractious coalition, but 
Renzi has demonstrated so far that he is able to assemble the necessary majorities. 

Italy’s economy remains one of the weak spots in the Eurozone. Q3 2014, during which 
GDP shrank by 0.1%, was the 13

th
 successive quarter without any meaningful output 

expansion. Since Q2 2011, after which the recession started, the economy has shrunk by 
5.1%, with private consumption (-7.0%) and investment (-16.0%) down even more and net 
exports the only offsetting factor. But even that is little reason to cheer as the decline in 
imports (-11.1%) exceeded export growth (+4.3%), suggesting that most of the improvement 
is cyclical as the domestic recession compressed imports. 

As in other countries, the debate over what went wrong rages in Italy. In our view, the key 
underlying reason for Italy’s underperformance is the lack of structural reforms. In 2012 
under Mario Monti, the Italian government did what was necessary to complete the fiscal 
adjustment by raising taxes, improving tax collection and reducing entitlements, especially 
pensions. With a structural primary deficit of 3.8% in 2014 and nominal interest rates for 
Italy’s average bond maturity of seven years at 1.2%, fiscal sustainability is easily within 
reach once Italy returns to its modest trend growth and inflation. However, Monti did not 
make progress on labour reform. As a result, companies were unable to adjust work forces 
and pay and thus improve labour productivity. As a result, unemployment continued to rise 
gradually, even when it started to fall in the reformed crisis countries. 

Renzi has recognised the problem and staked his political future on solving it. The key part 
of his reform agenda is a labour market reform which will: (1) make it easier for companies 
to fire by largely abolishing automatic reinstatement of workers through courts, (2) make it 
easier to hire by introducing a uniform wage contract with tenure-based job protection and 
(3) soften the potential blow to laid-off workers by strengthening unemployment benefits. 
The programme resembles the very flexible Danish flexicurity system. Despite resistance 
from the left, parliament adopted the reform. The important details will be legislated in the 
first half of this year in a series of decrees. Italian companies have been reluctant to act on 
the base of reform promises so far, so it may take more time in Italy than it did in, say, 
Spain for the reforms to have a measurably impact. However, economic confidence has 
rebounded since December, suggesting Italy may be about to graduate from the group of 
reform laggards with France (see Chart 4). Following Syriza’s bad example and tightening 
labour market rules would be an unlikely complete U-turn for Renzi.  

Much of the debate in Italy and beyond is about the need for a fiscal stimulus to accompany 
the reforms. In our view, public investment programmes are neither necessary, as the 
return of growth in Spain shows, nor advisable, as the mis-investment and debt-pile in 
Japan shows. In particular, we would not expect a much-demanded public investment 
offensive in Germany to have any major impact on Italian businesses’ confidence to invest 
at home. But if it helps Renzi push the reforms and fend off left-wingers in his party and 
coalition, Germany and Europe will continue to grant Italy some flexibility. 

Politically, the contagion risk seems small. For the first time since the start of the crisis, 
Italy in 2015 looks like one of the politically more stable Eurozone countries. One year after 
acceding to power, Prime Minister Renzi has built a history of winning key votes in 
parliament (on senate reform and labour market reform), despite the alleged fractiousness 
of his coalition and of his own party. His latest coup, the election of the new president of 
the republic with a comfortable majority in only four rounds, has tightened his grip on 
Italian politics even further. The last general election was held on 25 February 2013, 
meaning the next election would be called in 2017, unless the government falls. 

Renzi’s political strength is not founded on his broad coalition, but on his popularity with 
voters. His centre-left Democratic Party (PD) is polling around 37%, nearly double the share 
of the largest opposition party, Beppe Grillo’s 5-Star Movement (M5S), which has gradually 
been shedding support and polls below 20%. Berlusconi’s centre-right Forza Italia is in 
disarray and musters merely 15%. Contrary to Greece’s former Prime Minister Samaras, 
Renzi can use snap elections as a threat for his coalition partners as his party would 
increase its voting share by 12 percentage points over 2013, while the centrist parties would 
probably lose. Even Grillo’s anti-everything M5S is struggling with a schism in the populist 
camp. The former separatist Lega Nord has risen from corruption scandal oblivion to 
around 12% in the polls on the back of an anti-EU, anti-German and anti-French rhetoric. 
Its leader Matteo Salvini has transformed the party into an equivalent of France’s Front 
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National. Salvini is now the key populist threat to watch. But his rise is aided by the 
implosion of Berlusconi’s party. Once a new mainstream centre-right emerges, Salvini may 
lose some of its appeal. It is worrisome that 48% of Italians intend to vote for anti-
European parties (M5S, Lega Nord, Forza Italia). But a Greek-style double-populist anti-
reform coalition government does not seem likely. 

We expect Renzi’s Italy to stay the reform course but use Syriza’s populist threat to 
consolidate the extra flexibility on fiscal rules it already got from Brussels. Like Spain, Italy 
has no interest in throwing Greece out of the Eurozone, but also no interest in letting 
Syriza get away with a complete reform reversal, as Renzi acceded to power on the basis of 
reform promises. Syriza’s victory may strengthen the PD-internal opposition to supply-
side reforms, but Renzi’s popularity is likely to allow him to keep his government on track. 

Chart 3: Lack of competitiveness costs Italy dearly Chart 4: Confidence – Italy switching sides from France to Spain? 
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DisclaimerDisclaimerDisclaimerDisclaimer    
 
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 a financial analysis within the meaning of § 34b or § 31 
Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment advice or recommendation to buy 
financial instruments. It does not replace consulting regarding legal, tax or financial matters. 
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The preparation of this document is subject to regulation by German law. The distribution of this document in other 
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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. 
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This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg Capital Markets LLC, an 
affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers, Berenberg Capital Markets 
LLC does not provide input into its contents, nor does this document constitute research of Berenberg Capital Markets LLC. In 
addition, 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. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC (+1 
617.292.8200), if you require additional information. 
 
CopyrightCopyrightCopyrightCopyright    
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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