ECONOMIC RESEARCH - THE WATCH

What the new coalition
government means for corporates

EXECUTIVE SUMMARY

e After eight months of political deadlock, two elections in 2019, and tedious

negotiations with the left-wing regionalist party ERC (obtaining that they

GEORGES DIB abstain rather than vote against the government), socialist PM Pedro Sdnchez

é;%mrgz;iib@eulemermes.com was finally able to secure a simple majority in Parliament (by a magin of
only two votes) and will now form a government. The PSOE (socialist party,
center-left) and UP (Unidas Podemos, left-wing) should govern together,
pushing for more social spending and a reversal of previous crisis time reforms.
However, policymaking will not be a walk in the park and the coalition will be
fragile, which could slow the implementation of structural reforms. We expect
moderate risk of early elections in the next year.

e What does it mean for markets? Markets have shrugged off the
announcements, with no sizable movements on bond or equity markets. Ten-
year bond yields slightly declined today from 0.40% to 0.38% - and IBEX 35
equities were down -0.3%. Indeed markets remain driven by the ECB monetary
easing, rather than fully pricing endogenous risks. The ECB will step up its
easing this year with an additional cut of the deposit rate to -0.6% and
continued monthly asset purchases. In addition, despite the presence of
Podemos in the government, the risk of major drift in public finances is limited.

e What does it mean for companies? We expect an improved outlook for
consumer-oriented sectors and small companies, along with potential longer-
term benefits from productivity gains due to higher spending on education.
However, competitiveness will be reduced in the short term, and higher labor
costs could indent profit margins (to below 40% of value added, down from a
peak of 44.3%) ; in addition, we expect the construction sectors, the services
sectors to be most negatively impacted by a higher minimum wage, banking
and energy by higher taxes, and the real estate sector by rent control.

¢ Inconsequence, we still expect a gradual deceleration of GDP growth in
Spain from 2% growth in 2019 to +1.6% in 2020 and +1.4% in 2021. Higher
purchasing power due to accelerating salaries and social spending will be a
modest buffer for private consumption, amid the slowest job growth since 2014
and an increasing savings ratio. Decreasing competitiveness in an uncertain
global trade environment should slow exports. But significant progress on
structural reforms and climate-related investment could help growth
accelerate again in the medium-term.

The PSOE-UP government will be the first coalition government of Spain’s recent history, against the backdrop of a highly
fragmented political landscape. Itis likely that the the government will have to make concessions to regionalist parties, and
that policymaking will be frustrated by the remaining disagreements between the PSOE and UP. But political instability is not
a new feature of Spanish politics. And most importantly, markets remain driven by the ECB monetary easing rather than fully
pricing endogenous risks. Indeed the ECB will step up its easing this year with an additional cut of the deposit rate to -0.6%
and continued monthly asset purchases. Ten-year bond yields slightly declined today from 0.40% to 0.38% - and IBEX 35
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equities were barely down -0.3%. The markets had priced in a government on January 2 when ERC officialized it would
abstain, and there was no sizable movement at that moment either. In addition, social spending will mean Spain does not
comply with Brussel's goals of deficit reduction, but will not exceed the 3% of GDP cap on the fiscal deficit. Indeed, the PSOE is
pro-European and as the economy minister, former Director-General of the European Commission for Budget (2014-2018) is
expected to remain in place. However, policymaking will not be a walk in the park and the coalition will be fragile, which
could slow the implementation of reforms. We expect moderate risk of early elections in the next year.

The coalition’s policies will create winners and losers among corporates: The winning sectors will be the most consumer-
oriented sectors in the short-term, healthcare and renewable energy in the medium term, given investment plans. Smaller
companies as a whole could also benefit from a proposed reduction in their corporate tax rate. In the longer term, we expect
productivity gains given the coalition’s plan to invest more on education, vocational training, active labor market policies
and boosting female workers participation in the labor market. Lastly, the more conciling tone of the coalition and its
apparent constructive approach on Catalonia’s political crisis could reduce political uncertainty.

However, competitiveness will be reduced in the short term, indenting profit margins, and some sectors should be more
vulnerable to the higher minimum wage. During the coalition’s mandate, we expect corporate profit margins overall to
continue declining, at a faster rate than in the Eurozone, and eventually drop below 40% of gross value added for the first
time since 2008. We identify the losing sectors: construction, real estate, tourism, professional and entertainment services
will be negatively impacted by the higher minimum wage — and rent controls for real estate; the banking and energy sector

will be subject to higher taxes. Highly processed food could also be taxed more, which could redirect consumer demand.

ECONOMIC POLICY PROPOSALS AND IMPACT ON CORPORATES

Category
Fiscal policy — taxes

Measures
Corporate taxes will rise with new minimum of 15%, 18% for
banks and energy companies

Taxes on companies with less than 1 million euros in
revenue fall to 23% from 25%

Income tax rate will rise 2pps for incomes above
EUR130,000, 4pps for those above EUR300,000

Tax on capital gains above EUR140,000 would be
increased by 4ppsto 27%

Digital tax, following EU recommendations
Tax on financial transactions: 0.2% on purchase of shares in
listed Spanish companies with a capitalization of

EUR850mn

The text also includes a review of the valuation of "ultra-
processed or high-fat and high-sugar foods".

Potential impact on corporates
The banking and energy sectors are also set to lose more as they
will be taxed more (18% vs. 15% for other corporates).

However first estimates point out that this would affect 0.4% of
taxpayers and 0.7% of companies.

Taxing highly processed foods could redirect consumer demand
and hence hurt the sector’s turnovers.

Welfare and social
spending

Minimum wage to rise gradually to 60% of average salary
(see Figure 2)

Restrictions on increases in rents

Spending 7 percent of GDP on the national health service
by 2023 — it amounted to 6.24% in 2018

Eliminate the formula that links pensions to life expectancy,
as well as getting rid of the revaluation index, which sees
pension rises subject to the performance of the Spanish
economy

Higher budget for culture

The sectors that will be the most impacted by the government'’s
measure are those with the lowest average compensation by
worker (where the SMI — minimum wage — hike has the highest
likelihood of incurring costs) and the highest labor intensity (ratio of
compensation of employees to GVA). Those are construction and
selected services such as those related to tourism (wholesale, retail,
transport, accommodation and food; arts, entertainment,
recreation, and professional scientific and technical activities (see
Figure 1).

Real estate will be under additional pressure to new rent controls

Structural reforms
and investment

A significant overturning of the 2012 labor market reform

> Companies lose right to fire staff after long absences due
toillness

> Sectoral wage agreements to take priority over firm-wide
deals: limit companies’ ability to unilaterally modify
contract conditions

In the short-term, overturning the labor reform should accelerate
the competitiveness reversal in Spain. Higher labor costs could slow
Spanish exports, and harm corporate margins.

In the medium to long term, the healthcare sector could benefit
from higher government spending in this area and the renewable
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> Limit outsourcing to specialized services outside the main
activity of the company

The European Commission repeatedly warned that it would
be a mistake for the Spanish government to depart from
the reforms passed after Spain’s 2012 bailout.

By 2050, 100% of electricity would be renewable, which
should drive the energy transition

Invest in the workforce, through education and vocational
training, active labor market policies, spending on research
and development as well as improving women'’s access to
employment.

energy sector as well.

Increasing female participation to the labor force could help
reduce a notorious disparity in the Spanish job market and lower
the overall rate of unemployment.

Investing in education should help unlock some of Spain’s growth
potential by raising productivity and workforce utilization.

Figure 1: Sectors that are most vulnerable to a higher minimum wage
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Figure 2 : Minimum wage as a share of median wage, and projected in 2023 for Spain
Spain (2018)

Germany
Belgium
Netherlands
Ireland
Greece
Spain (2019)
United Kingdom
Romania
Spain (2023)
Portugal
France

0%

10%  20%  30%  40%  50% 60%

Sources: OECD, Euler Hermes, Allianz Research

Emll EULER HERMES

Allianz ()




ABOUT ALLIANZ

The Allianz Group is one of the world's leading insurers and asset managers with more than 86 million retail and
corporate customers. Allianz customers benefit from a broad range of personal and corporate insurance services,
ranging from property, life and health insurance to assistance services to credit insurance and global business
insurance. Allianz is one of the world'’s largest investors, managing over 650 billion euros on behalf of its insurance
customers while our asset managers Allianz Global Investors and PIMCO manage an additional 1.4 trillion euros of
third-party assets. Thanks to our systematic integration of ecological and social criteria in our business processes and
investment decisions, we hold the leading position for insurers in the Dow Jones Sustainability Index. In 2017, over
140,000 employees in more than 70 countries achieved total revenue of 126 billion euros and an operating profit of
11 billion euros for the group.

ABOUT EULER HERMES

Euler Hermes is the global leader in trade credit insurance and a recognized specialist in the areas of bonding,
guarantees and collections. With more than 100 years of experience, the company offers business-to-business (B2B)
clients financial services to support cash and trade receivables management. Its proprietary intelligence network
tracks and analyzes daily changes in corporate solvency among small, medium and multinational companies active in
markets representing 92% of global GDP. Headquartered in Paris, the company is present in over 50 countries with
5,800+ employees. Euler Hermes is a subsidiary of Allianz, listed on Euronext Paris (ELE.PA) and rated AA- by Standard
& Poor's and Dagong Europe. The company posted a consolidated turnover of €2.6 billion in 2016 and insured global
business transactions for €883 billion in exposure at the end of 2016. Further information: www.eulerhermes.com,
LinkedIn or Twitter @eulerhermes.

These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks
and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such
forward-looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets
(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including
from natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v)
persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii)
currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax
regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures, and (xi)
general competitive factors, in each case on a local, regional, national and/or global basis. Many of these factors may
be more likely to occur, or more pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save
for any information required to be disclosed by law.
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