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Italy votes ‘no’
 By a fairly wide margin, the Italian public voted ‘no’ in
yesterday’s constitutional referendum, leading to the
resignation of Prime Minister Matteo Renzi
 The Italian president is now likely to appoint a technocratic
caretaker government, which may focus on reforming the
country’s electoral law before new elections are held
 During this period of political uncertainty, weak investor
confidence towards Italy could adversely impact large bank
recapitalisations planned for later this month and early-2017
 However, European banks are better capitalised and should
avoid significant issues, whilst European Central Bank (ECB)
policy remains highly supportive
 We therefore remain overweight on European equities, which
also continue to benefit from higher implied risk premia and
the scope for better news in profits. Meanwhile, European
government bonds remain overvalued in our view, and we
continue to hold an underweight position

The facts
In line with recent polls, the Italian public voted ‘no’ in
yesterday’s constitutional referendum on whether to reduce the
role of the upper house (Senate) of the country’s parliament, as
well as re-allocate some power away from Italy’s regions to
central government. These reforms had been a centre-piece of
Prime Minister Matteo Renzi’s ambitions to streamline the
government decision-making process and increase political
stability.
Recently, Renzi backtracked from his pledge at the beginning of
2016 to resign in the event of such an outcome. However, given
the fairly wide margin of victory for the ‘no’ camp (59% versus
41%) combined with a large voter turnout (65%), Renzi
confirmed that he would submit his resignation to Italy’s
president, Sergio Mattarella, later today.

Market reaction
A ‘no’ outcome was widely anticipated given recent opinion polls
- reflected in the recent widening of Italian government spreads.
However, the margin of the ‘no’ victory and news of Renzi’s
resignation has sent 10-year government bond yields 9bps
higher on the day at 1.99%. Some support may have come from
the European Central Bank (ECB), amid recent speculation that
Italian bond purchases could be accelerated to counter any
immediate market volatility. Meanwhile, at the time of writing,
the majority of European bourses are trading higher on the day,
including Italy’s FTSE Milano Italia Borsa (MIB) (+0.8%), whilst
the euro has retreated 0.2% against the US dollar (having fallen
by as much as 1.5% in earlier trading).

Potential scenarios
The resignation of PM Renzi plunges Italy into a period of
uncertainty, with the Italian president now likely to appoint a
technocratic caretaker government before new elections are
held.
The lower house (Chamber of Deputies) is currently subject to
the Italian Electoral law of 2015 (also known as the Italicum)
which provides a majority premium for the party that wins the
most votes, whereas the upper house is subject to an older,
more proportional distribution of power. Therefore, in order to
prevent parliamentary deadlock, snap elections before the next
scheduled round (no later than 23 May 2018) would require
these two systems to be more closely aligned. This may be
achieved fairly quickly, making elections in 2017 a distinct
possibility, especially considering the unpopularity of
technocratic governments among Italians.
Since early-2015, the populist and Eurosceptic Five-Star
movement (5SM) have significantly gained in the polls.
Therefore, there is a good chance that rival parties choose to
reform the Italicum in order to reduce 5SM’s chances of gaining
power (5SM is unlikely to enter into a coalition). In this case, the
‘no’ outcome may in fact have avoided potential future risks to
European stability (although Renzi had signalled reform of the
Italicum even if there was a ‘yes’ vote).

Investment implications
During this period of political uncertainty, investor confidence
towards Italy – already an economic underperformer with a
vulnerable banking sector – is likely to remain poor. Crucially, a
number of large bank recapitalisations are planned for later this
month and early 2017. In such an environment, these may not
go according to plan, raising the risk of politically unpopular
“bail-ins” of creditors under EU rules (more likely under a
caretaker government scenario). However, such an eventuality
should be limited to a small number of Italian lenders, with
European banks more generally better capitalised and likely to
avoid significant issues.
Importantly, we expect the ECB to extend its Asset Purchase
programme (APP) at the 8 December policy meeting. Although
there are strong arguments for a taper of the programme, the
‘no’ vote could tilt the ECB into keeping purchases at the full
EUR80bn a month level. In any case, ECB policy remains highly
supportive, whilst higher implied risk premia and the scope for
better news in profits (given the region’s earlier stage in the
recovery phase) provide strong arguments to maintain an
overweight position on Eurozone equities, in our view.
Meanwhile, despite the recent selloff in European government
bonds – not least in Italy – we believe these remain overvalued
and we continue to hold an underweight position.
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