BBVA ‘ Research

Italy complicates the European panorama

Diario Expansion (Spain)
Miguel Jiménez
12 Mar 2018

We already knew that the Italian elections would prolong the difficult 2017 European electoral cycle well into
2018. Last year’s results, for better or worse, meant a certain return to the political centre ground for all the
countries involved, despite the fact that the most extreme political options have gained force and will
certainly not be disappearing any time soon from the European political landscape.

In Italy, although the results did not diverge much from the predictions, the surprises favoured the two most
populist options: the Five Star Movement (M5S, 32% of the votes), and the League, which with 17% ousted
Berlusconi’s party as the most-voted party in the centre-right coalition. These two parties, as well as
embodying the anti-establishment mood that we saw in the Brexit vote and in the US elections, have similar
positions on some economic issues: both M5S and the League have at some point called for a referendum
on exiting the euro, although they abandoned the idea during the campaign. Also, both propose measures
that would greatly increase the public deficit, and reverse some of the (very few) structural reforms that have
been approved by recent Italian governments, especially in the area of the labour market and pensions.

The formation of a government remains wide open, and there are many options, but in almost all of them it
seems that the M5S will play an important if not preponderant role. Beyond a transversal coalition that would
include most of the parties, which for now seems unlikely, the option that seems to best support the Italian
business world at this moment would be an alliance between the M5S and the Democratic Party (PD),
although the latter is divided on this possibility and most of its parliamentarians want to go into opposition.
This option is perceived as the most favourable for economic stability, probably because it has been noted
that the M5S seems sufficiently pragmatic to discard the most radical proposals, and it is a party that defines
itself as transversal (although admittedly both its leaders and its voters are more skewed to the left). For its
part, the PD has been the only consistently pro-European party in Italy. The more vocal populism of the
League seems to scare the markets more, and the “grand coalition” between the PD and Berlusconi’s party
would not have nearly enough seats to be truly grand.

Whatever form the new government takes, the two main problems of the Italian economy - low growth due to
anaemic productivity, and very high public debt - are not going to just disappear, and there is no indication
that the new government is going to be any more combative in fighting them than was the outgoing
government of Paolo Gentiloni. All the Italian parties have made very aggressive spending or tax reduction
proposals during the campaign, with increases in the deficit estimated by Carlo Cottarelli and Roberto
Perotti, two prestigious Italian economists, of between 3 and 10 percentage points of GDP, depending on
the parties. Although we all know that many of these promises are not going to be fulfilled, they accurately
reflect the lackadaisical attitude of Italian politicians to fiscal matters, in the country that can least afford it.

The outcome of the elections may have negative consequences for the European negotiations to reform the
governance of the euro zone. Right now, the scarcest asset in European politics is trust between the
northern states and those of the periphery. The small-country "New Hanseatic League", led by the
Netherlands, which aims to introduce mechanisms to restructure sovereign debt - before giving assistance
through aid programmes - never ceases to remind us of this, and places Germany almost at the centre of
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the debate over the future of the euro, rather than among the hawks.

Even if France and Germany manage to design some reform to move towards greater integration, the
agreements will require a balance between the reduction of risks demanded by the north and the
mutualisation of risks called for by France and the periphery. And with the third-largest European economy
lacking a reliable fiscal anchor and with the risk of reversing the reforms approved in recent years, the
chances of reaching a substantive agreement in the coming months are diminishing.
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic context or
market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of
any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in the information contained in this document. Those persons or entities
offering investment products to these potential investors are legally required to provide the information needed for them to take an
appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.
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