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Executive summary

■ In line with expectations, Italy elected a hung parliament. However, the
muted performance of the mainstream parties means that there is no
possibility of a moderate centre-right/centre-left coalition to achieve a
majority, while opinion polls had implied that such an outcome was a
concrete possibility.

■ The two main populist parties Five Star and Northern League were the
key winners from the election. A coalition of 5SM +NL would arguably
make the market most nervous. However, such a coalition, although
arithmetically possible, wold not be easy to achieve.

■ A 5SM-PD coalition is also a possibility, but parties are distant on several
topics making such an agreement also difficult to achieve. In the absence
of external pressure, none of the major blocs have an incentive to
compromise.

■ Given what we know currently about the possible permutations and
combinations, this leaves a minority government as the last resort. A Five
Star-led government with the external support of the PD's may be the
most likely option.

■ This is, however, a close call with new elections in our view. Under the
Italian institutional framework minority governments are difficult to form
and extremely rare. Although the President of the Republic may have a
strong preference for a government and may want to test all options,
he may not like the formation of a government that could fall at the first
hurdle.

■ Market reactions to any government including a populist/eurosceptic
party is likely to remain muted as long as euro-membership is not
questioned, the room for fiscal comprise with Brussels is retained, the
cycle remains positive and ECB exit remains slow.

How likely is a Five Star-NL coalition?

Luigi Di Maio’s Five Star Movement and Matteo Salvini’s Northern League are
undoubtedly the main winners from last Sunday's vote. Five Star moved from
25.5% in 2013, to 32.7%, by far the most voted party in Italy. Northern League
moved from around 4% in 2013 elections to 17.4% in 2018, becoming the
main party within the centre-right alliance. After 20 years under Mr Berlusconi's
leadership, Mr Salvini is the new leader of the centre-right coalition and of the
centre-right political spectrum.

Despite their successes, however, no party or pre-election alliance obtained an
outright majority. Against this backdrop there is ongoing uncertainty about what
kind of post-election majority might be formed and, in particular, if these two anti-
establishment/Eurosceptic parties might form a coalition. Although both parties
have scaled down their rhetoric against the euro and are no longer seeking an
unilateral exit from the euro, such an alliance might be seen negatively because
of an uncertain commitment to the euro. But how likely is this coalition? Although
it cannot be ruled out, there are at least three key reasons why such an alliance
is everything but a done deal.

1) Five Star willingness to compromise.
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With one/third of MPs, any solution to the political impasse without Five Star
will be difficult. The party has recently adopted a more constructive stance,
presenting itself as a governing force, which might favour dialogue with other
political parties.

However, this does not necessarily mean that Mr Di Maio, the leader of Five
Star, is willing to compromise and form a coalition. Five Star seems open to
external support from other parties, but it is unclear if it would go as far as forming
a government coalition which would imply a compromise on a programme for
government and cabinet. The party announced its prospective cabinet just days
before the election. From an institutional point of view this act is meaningless,
but it has plenty of meaning from a political point of view. With a cabinet
presented before the vote, Mr Di Maio probably signaled that there is little room
of compromise on this front.

In addition, forming a coalition government might signal a significant departure
from the traditional party identity as "anti-establishment", something that might
affect its popularity and support in the next general election, which might be not
far away. Any coalition formed within the current parliament is likely to be the
fruit of a difficult agreement, indicating that this majority cannot be significantly
cohesive and consequently may last only for a short period of time.

2) The centre-right alliance has to implode.
To form a coalition with Five Star, Mr Salvini has to pull his party out of the centre-
right alliance, a strategy that might backfire:

■ The centre-right coalition has more seats than Five Star, suggesting that
Mr Salvini has more chances of becoming prime minster by remaining
leader of the centre-right rather than forming a coalition with Five
Star, where he would probably be just a deputy prime minster as the
leader of a junior party. Although NL recorded around 18% of the vote,
quadruplicating its support over 5 years, it remains more than 15pp
behind Five Star.

■ Mr Salvini, is now the new leader of the centre-right political spectrum
after around 20 years of Berlusconi's leaderships. Dissolving the centre-
right alliance might undermine Mr Salvini's future chances of becoming
prime minister. The next election might not be far away and Mr Salvini
might prefer remaining leader of the centre-right and taking advantage
of the positive momentum that he and his party are experiencing.
Dissolving the centre-right coalition and forming a government with Five
Star might undermine this positive dynamic.

3) Programme similarities with a key exception.
Several elements in common in their programme….The party manifestoes of
Five Star and NL suggest the two have several points in common. Although both
parties have scaled down their rhetoric against the euro, they share a critical
view on several European-related issues. Both parties want to change the fiscal
compact and are willing to raise the deficit close or even above the 3% of
GDP limit, risking a corrective procedure from the European Commission. Other
similarities include reversals (partial or total) of past reforms such as the 2012
pension reform, the recently introduced labour market reform dubbed Jobs Act
(for more see Italian Elections: Focus on Fiscal) and they share relative strong
view on immigration.
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...with a key difference. The details of their fiscal programmes show, however,
a key difference. Both are proposing significant fiscal expansionary measures.
However, while the NL wants to introduce an income flat tax as a way to reduce
the distortion of taxation, Five Star is proposing to reduce taxes for low income
families by increasing the tax-free allowance and pledging the introduction
of a basic income, a measure targeting mainly at young unemployed people.
These divergences reflect the different electoral bases of the two parties. 5SM
supporters are mainly young people, mainly from the economically-challenged
South of Italy and closer to the left of the political spectrum. NL voters are
mainly older people from the productive North. It came as no surprise that the
NL recorded a significant success in the North of Italy and M5S in the South.
Negotiating a common policy platform could be very difficult. For NL to accept
the Five Star policy stance without negotiating -as implied by the "contract for
government"- could be very costly for Mr Salvini.

What are the other options?

Centre-right does not have the numbers
Salvini and its centre-right is 56 MPs short of reaching a majority in the lower
house, according to the data provided by the interior ministry. Even if some
independent MPs or some MPs elected under the rank of other parties were to
move towards the centre-right coalition, the gap seems too large to be easily
closed, reducing the chances that a centre-right government emerges over the
coming weeks.

Five-Star+PD, technically possible..but difficult to achieve
As we pointed out in our previous note (Italy post-election results: initial thoughts),
one technically possible solution would be a Five-Star-PD alliance. After recording
a significant defeat, Matteo Renzi, the leader of the PD said that he will step
down as party secretary after the formation of the government, adding that the
party will go into opposition. His decision to postpone his resignation and to go
into opposition is creating tensions within the party. A minority of the party has
opened to the possibility of a discussion with Five Star.

The PD is in a difficult situation. Support for the party has been on a downward
trend for more than 1 year and Sunday's significant defeat showed that the decline
has intensify. Against this backdrop the party would probably want to avoid
testing the vote again soon. However, making an alliance with Five Star after
that the two parties have been fighting hard during the campaign might not be
understood by the PD electoral base and might backfire, weighing on its support.
As we stressed above, whatever coalition emerges within the current parliament
risks to be relatively weak and may not last long.

Even though the PD could start dialogue with Five Star, several question marks
remain, making an agreement difficult to achieve. The two parties are divided on
several economic issues, particularly on the merit of past reforms. For the PD, the
2012 pension reform, which managed to stabilize pension expenditures, and the
2015-16 labour market reform which introduced some flexibility and addressed
the duality in the labor market by drastically reducing the number of atypical
contracts, are a key elements for enhancing the sustainability of public finances
and to promote employment and growth. For Five Star these two reforms need
to be partially or totally reversed. Reaching an agreement on these points seems
very difficult.
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The two parties share some criticism on the EU fiscal rules, particularly on
the fiscal compact. However, they are proposing a significantly different fiscal
stance. The PD is focusing on the benefits of reducing the debt ratio and interest
payments and wants to further proceed on the consolidation of public finances,
smoothing the adjustment by asking some flexibility from EU rules in exchange
of structural reforms. Lower interest rate payments and flexibility from EU rules
would produce some room of maneuver for stimulating growth. Five Star wants to
proceed on a significant fiscal expansion, raising the deficit above the 3% of GDP
for a couple of years to stimulate growth. According to Five Star, stronger growth
would then help to significantly reduce the debt ratio over the coming years.

A minority government?
If forming a post-election coalition seems quite difficult, what are the other
options left? Other countries, such as Spain, have managed to escape from similar
political impasses through the formation of minority governments. Technically
speaking a minority government is a possibility for Italy too.

Two options would be available here: a centre-right led minority government and
a Five Star led minority government. The former has the advantage of needing the
external support of a relatively small number of MPs as the centre-right alliance
is the closest political force to an absolute majority. The difficulty here is that the
PD and Five Star are unlikely to provide an external support to the centre-right.

A Five Star minority government would need even more external support. In the
lower house, for instance, 5SM needs slightly less than 100 MPs to get an outright
majority. However, as we stressed above, there is an ongoing discussion within
the PD, with some suggesting that the party should start dialogue with Five Star
and even provide external support to Five Star. A minority government fits quite
well with the attitude of Five Star, which seems to be open to dialogue with other
parties but seems less keen to compromise on a coalition government.

However, forming a minority government is not an easy task in Italy. The
government has to receive a positive vote of confidence from both houses
of the parliament within 10 days from its formation. A minority government,
therefore would imply an agreement between the proposed government and the
opposition, with the latter abstaining during the vote in the lower house and not
participating to the vote in the Senate, where abstention counts as a negative
vote. With a confidence vote being a normal legislative procedure in Italy as a way
to speed up the legal process (linking the government life to the approval of the
law), a minority government would face serious difficulties in implementing its
agenda. It comes as no surprise that only two out of 64 governments since Italy
became a Republic in 1947, were minority governments. After the inconclusive
elections in February 2013 the attempt to form a minority government by the
then PD leader, Pierluigi Bersani, failed. Fiscal policy could be the stumbling block
for the minority government (for more details on party programmes see Italian
Elections: Focus on Fiscal).

Risks of new elections have probably increased

To avoid a period of instability, we expect the President of the Republic, Sergio
Mattarella, to work hard to find a compromise among political parties. However,
the President has to guarantee stability and the continuity of institutions. He may
not like the formation of a minority government that risks failing whenever there
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is a difficult issue such as the approval of the budget and structural reforms to
quote but a few.

Against a backdrop of a fragmented parliament, significant party differences and
a lack of willingness to compromise, the risk of a second election has probably
increased.

The election of the presidents of both houses of parliament, whose process will
start on 23 March, might provide some indication on what kind of majority can
be formed. Such an agreement could provide the basis on which Mr Mattarella
would try to solve the political impasse, to appoint a prime minster and to form a
government. Consultations are likely to start around the end of March - beginning
of April. If the consultations prove to be inconclusive and a minority government
proves too risky and lacks sufficient support to guarantee stability and continuity,
the President will have no alternative but to call new elections.

Once the President has dissolved the Parliament, elections have to take place
not sooner than 45 days and no later than 70 days from the dissolution on
the parliament. Should this happen in mid-April, elections can be held in June.
September, after the summer recess, is another possibility. However, it cannot
be excluded that political parties and coalitions decide to leave Mr Gentiloni to
manage all the budget processes and negotiations with Brussels, implying an
election might not take place until early next year.
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*Prices are current as of the end of the previous trading session unless otherwise indicated and are sourced from
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on. Analysts are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment
banking, trading and principal trading revenues.
?
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not necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank provides
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have shorter-term trade ideas that may be inconsistent with Deutsche Bank's existing longer-term ratings. Trade ideas
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have a near-term or medium-term impact on the market price of the securities discussed in this report, which impact
may be directionally counter to the analysts' current 12-month view of total return or investment return as described
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if an opinion, forecast or estimate changes or becomes inaccurate. Coverage and the frequency of changes in market
conditions and in both general and company-specific economic prospects make it difficult to update research at defined
intervals. Updates are at the sole discretion of the coverage analyst or of the Research Department Management, and the
majority of reports are published at irregular intervals. This report is provided for informational purposes only and does
not take into account the particular investment objectives, financial situations, or needs of individual clients. It is not an
offer or a solicitation of an offer to buy or sell any financial instruments or to participate in any particular trading strategy.
Target prices are inherently imprecise and a product of the analyst ’ s judgment. The financial instruments discussed
in this report may not be suitable for all investors, and investors must make their own informed investment decisions.
Prices and availability of financial instruments are subject to change without notice, and investment transactions can lead
to losses as a result of price fluctuations and other factors. If a financial instrument is denominated in a currency other
than an investor's currency, a change in exchange rates may adversely affect the investment. Past performance is not
necessarily indicative of future results. Performance calculations exclude transaction costs, unless otherwise indicated.
Unless otherwise indicated, prices are current as of the end of the previous trading session and are sourced from local
exchanges via Reuters, Bloomberg and other vendors. Data is also sourced from Deutsche Bank, subject companies, and
other parties.
?
?
The Deutsche Bank Research Department is independent of other business divisions of the Bank. Details regarding
organizational arrangements and information barriers we have established to prevent and avoid conflicts of interest with
respect to our research are available on our website under Disclaimer, found on the Legal tab.
?
?

Page 8 Deutsche Bank AG/London

http://gm.db.com/


7 March 2018

Focus Europe Special

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise
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cause a loss. The longer the maturity of a certain cash flow and the higher the move in the discount factor, the
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to a typically short-dated interest rate reference index) are exchanged for fixed coupons. Funding in a currency that differs
from the currency in which coupons are denominated carries FX risk. Options on swaps (swaptions) the risks typical to
options in addition to the risks related to rates movements.
?
?
Derivative transactions involve numerous risks including market, counterparty default and illiquidity risk. The
appropriateness of these products for use by investors depends on the investors' own circumstances, including their
tax position, their regulatory environment and the nature of their other assets and liabilities; as such, investors should
take expert legal and financial advice before entering into any transaction similar to or inspired by the contents of this
publication. The risk of loss in futures trading and options, foreign or domestic, can be substantial. As a result of the
high degree of leverage obtainable in futures and options trading, losses may be incurred that are greater than the
amount of funds initially deposited – up to theoretically unlimited losses. Trading in options involves risk and is not
suitable for all investors. Prior to buying or selling an option, investors must review the "Characteristics and Risks of
Standardized Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp. If you are unable to
access the website, please contact your Deutsche Bank representative for a copy of this important document.
?
?
Participants in foreign exchange transactions may incur risks arising from several factors, including: (i) exchange rates can
be volatile and are subject to large fluctuations; (ii) the value of currencies may be affected by numerous market factors,
including world and national economic, political and regulatory events, events in equity and debt markets and changes in
interest rates; and (iii) currencies may be subject to devaluation or government-imposed exchange controls, which could
affect the value of the currency. Investors in securities such as ADRs, whose values are affected by the currency of an
underlying security, effectively assume currency risk.
?
?
Deutsche Bank is not acting as a financial adviser, consultant or fiduciary to you or any of your agents with respect to
any information provided in this report. Deutsche Bank does not provide investment, legal, tax or accounting advice, and
is not acting as an impartial adviser. Information contained herein is being provided on the basis that the recipient will
make an independent assessment of the merits of any investment decision, and is not meant for retirement accounts or
for any specific person or account type. The information we provide is directed only to persons we believe to be financially
sophisticated, who are capable of evaluating investment risks independently, both in general and with regard to particular
transactions and investment strategies, and who understand that Deutsche Bank has financial interests in the offering of
its products and services. If this is not the case, or if you or your agent are an IRA or other retail investor receiving this
directly from us, we ask that you inform us immediately.

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the
investor's home jurisdiction. Aside from within this report, important risk and conflict disclosures can also be found at
https://gm.db.com on each company ’ s research page and under the "Disclosures Lookup" and "Legal" tabs. Investors
are strongly encouraged to review this information before investing.

United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and SIPC.
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