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Flash comment
Italy is falling back into old habits
Italy has been plunged into a new government crisis, after three of the four biggest
parties of Mario Draghi’s unity government (Five Star Movement, League and Forza Italia)
announced they would not support him in a confidence vote. For the past 18 months, Draghi
has served as a rare unifying force in Italian politics and has overseen the implementation
of important structural reforms (e.g. in the justice system) that are a pre-requisite to receive
NGEU funds. If no alternative parliamentary majority can be formed – which currently
seems unlikely – President Mattarella would likely have to call for early elections (possibly
held on 25 September), just as the crucial budget season is kicking off in autumn. With the
exception of Brothers of Italy, early elections are not in the interests of most parties and as
a result of recent constitutional changes, lower and upper house seats will be reduced by a
third after the next election. Based on current polling, a centre-right coalition led by
Brothers of Italy might be the most likely outcome in our view, although a lot could still
change once the election campaign gets underway.
While Italy has a tradition of recurrent political turmoil, the government crisis could
not have come at a worse time. The economy has lost momentum at the end of Q2 and a
drought is putting one-third of agricultural production at risk. Renewed political
uncertainty, coupled with tighter financial conditions and persistently high inflation, risks
weighing further on investments and consumption. Despite recent diversification efforts,
Russia still supplies 25% of Italy’s gas (down from 40% since the start of the year), and a
complete Russian gas cut-off could lead GDP to decline by 2-3% next year (according to
Bank of Italy and IMF estimates). Overall, we see the recession risk increasing for H2 22.
The political crisis also has negative repercussions for Italy’s long-term growth prospects,
as structural reform implementation will likely slow down, in the worst case even
endangering continued NGEU disbursements (EUR145.5bn still outstanding).
A renewed spike in yields could reignite market fears about a looming Italian debt
crisis. The debt to GDP ratio stands at 150% of GDP and neither the Italian Finance
Ministry nor the EU Commission expect Italy to run a primary surplus before 2025. While
Italian borrowing costs remain below levels seen during the Eurozone crisis or the 2018/19
government crisis, it would not take much in terms of yield rise to bring the debt ratio to a
dangerous upward-sloping trajectory (see chart on the right), especially if potential growth
remains stagnant. That said, the country has succeeded in lengthening the average maturity
of its outstanding debt to c.7.7 years, giving it at least some breathing space to address
adverse public debt dynamics, before rollover risk becomes a concern.
If early elections are called, we would expect further underperformance of Italian
government bonds as well as the EUR. We see scope for BTP-Bund spreads widening to
250-260bp, but expect them to remain below 2018/19 crisis levels, as Euroscepticism has
been toned down. Pressure on the ECB to limit a blowout in peripheral spreads will likely
increase in the near term in our view. However, bond buying under the new Transmission
Protection Mechanism would still be tied to conditions. We doubt the ECB would cap
spread widening if it ultimately reflects dimming growth prospects and rising fiscal
vulnerabilities, especially if the political situation should turn more EU hostile.
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Further rise in Italian yields could
reignite debt crisis fears in the market
5.0%

5.0%

4.0%

4.0%

3.0%

3.0%

2.0%

2.0%

1.0%

1.0%

0.0%

0.0%

-1.0%

-1.0%
DE

FR

IT

ES

EA19
(swap)

Market rate at weight average debt maturity
Required interest rate for stable debt ratio

Source: Bloomberg, Macrobond Financial, Danske
Bank
Note: Past performance is not a reliable indicator
of current or future results.

Senior Euro Area Analyst
Aila Mihr
+45 45 12 85 35
amih@danskebank.dk

https://research.danskebank.com

Flash comment

Disclosures
This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Aila Mihr, Senior Analyst.
Analyst certification
Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.
Regulation
Authorised and regulated by the Danish Financial Services Authority (Finanstilsynet). Deemed authorised by the
Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and limited regulation
by the Prudential Regulation Authority. Details of the Temporary Permissions Regime, which allows EEA-based
firms to operate in the UK for a limited period while seeking full authorisation, are available on the Financial
Conduct Authority’s website.
Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.
Conflicts of interest
Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.
Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.
Financial models and/or methodology used in this research report
Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.
Risk warning
Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.
Expected updates
Ad hoc.
Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer
This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).
This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.
The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.
This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

2|

20 July 2022

https://research.danskebank.com

Flash comment

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

Disclaimer related to distribution in the United States
This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.
Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.
Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom
In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (II) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (III) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area
This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.

Report completed: 20 July 2022, 20:19 CET
Report first disseminated: 20 July 2022, 21:00 CET

3|

20 July 2022

https://research.danskebank.com

