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Italy – Political Shift II 
Renzinomics 
 

 Italy’s new economic policy approach is a mix of mostly demand-side 
measures and some supply-side reforms.  

 
 It’s not the plan we would have liked to see to turn way more constructive. But 

it’s a plan, and it may make the economy expand faster for some time. 
 

 Therefore, we have revised up our GDP growth forecast to 0.5%Y this year 
from near zero, and to 1%Y next year – twice as strong as Italy’s trend growth. 

 
 So, the main deficiency of the Italian economy is not that demand is weak. It’s 

that it tends to deliver little growth even when it outpaces its potential.  
 

 To have a much stronger impact on our forecast, more structural changes 
would be needed. They’re more likely the more stable the political system is. 

 
 Far-reaching institutional changes are being approved, including a new 

electoral law. They may raise the chance of seeing such changes materialise. 
 
Italy’s Policy Path 
 
What’s the plan: More and more information on Prime Minister Matteo Renzi’s ‘manifesto’ is 
coming through (see here). Short of key details, that’s still more like a list of what the premier 
and his cabinet will try to do, subject to parliamentary approval, the constitutional requirement 
of a balanced budget in the medium term, finding the necessary financial resources, and the 
European Commission go-ahead. The bulk of this agenda, rather than focusing on urgently 
needed supply-side reforms to strengthen Italy’s weak economic fabric, appears to focus on 
demand-side policies, with limited potential to change the growth outlook in a meaningful way 
beyond a cyclical boost likely to be visible over the next 12-18 months. 
 
Renzinomics – theory and practice: There’s nothing wrong with the idea of propping up 
domestic demand. Yet concentrating the scarce financial resources currently available on a 
narrower number of initiatives, e.g., cutting corporate taxes to a larger extent, may have had 
a better chance to give the economy a big shock. And, for a more durable effect, a reversed 
sequencing is likely to have worked better, i.e., first supply-side reforms to make sure that 
any stimulus does make a difference where it matters most, and then boosting demand to 
kick-start the economy. This can still be the case for the current plan, even though the sparse 
indications on some of its crucial points don’t allow one to come up with a full judgement. 
 
What would it take to upgrade our forecast much further: To turn considerably more 
positive on Italy’s medium-term outlook, we highlighted that three reforms would be key (see 
Change in Leadership, but Change in Policy? February 13, 2014): 
 
1. A boost to competitiveness by reversing the rise in labour costs along with measures to 
increase total factor – not just labour – productivity. 
 
2. A sustained pace of zero-cost structural changes, ranging from public administration to the 
taxation mechanisms and the justice system, which have proved to be very difficult so far. 
 
3. Extra efforts to contain budget slippages and reduce government debt, including a larger 
privatisation programme. 
 
Checking the boxes? The recently announced government plan hasn’t yet delivered on 
these three fronts, though it has started to touch points 1-2 to some degree. Rather, it mainly 
goes in the direction of favouring targeted stimulus measures. Yet political and 
implementation risks are high, and the commitment to address Italy’s deficiencies – while 
stronger than before – still has to translate into far-reaching actions. This is more important 
than short-term cyclical boosts and, as long as it is the case, the Italian economy is likely to 
keep underperforming its peers over the forecast horizon. But, further out, radical institutional 
changes in the process of being approved may create the conditions for broader reforms. So 
far, this is the area where policy-makers have overdelivered. 
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New Electoral Law and Constitutional Reform 
 
Getting there: The Italian parliament is in the process of approving the new electoral law. The 
Lower House has passed it, while the Senate still has to vote (no set date yet). This law 
applies to the Lower House only, as the constitutional reform of the Senate follows a longer 
and more complex process, possibly taking up to the end of 2015, according to Maria Elena 
Boschi, the minister for constitutional reform, in an interview with La Repubblica. The 
constitutional bill aims to disempower the Senate, by making the Lower House the main 
legislative chamber (see here). Along with the elimination of a sub-national level of 
government (the provinces) and of a consultative body (the CNEL), all this should expedite 
decision-making, cut the number of MPs and other politicians, and generate financial savings. 
 
Why it matters… The rather lengthy approval process, which hasn’t been much of a market 
focus so far, is a key implementation risk, in our view. One example is that the threshold for 
parties within a coalition to make it into parliament has been increased to just 4.5%, rather 
than 5% as initially proposed. Yet these institutional changes are possibly the most important 
item on the reform agenda and, at this stage, also the most concrete, we think. That a new 
electoral law was in the making has been known for some time, and therefore already factored 
into our forecasts. However, its completion is likely to create some of the necessary conditions 
for urgently needed economic reforms. So, even though tangible effects on GDP growth are 
only likely to be visible over the years, this is Renzinomics at its best. 
 
…and over which timeframe: Changing the rules of the political game, which have tended to 
create instability and short-lived governments, may contribute to strengthening Italy’s dim 
growth prospects in the medium term, we think. This is because the new mechanism is more 
likely to create broader and more homogeneous parliamentary majorities, therefore increasing 
the probability of seeing far-reaching economic policies and reforms after the next election has 
taken place (see The Rules of the Game, September 9, 2013). The current legislature can last 
until 2018, when the Italians must go to the polls by law. This seems to be the time horizon Mr. 
Renzi has in mind too for his cabinet and policy agenda, though changes in government have 
historically been quite frequent in Italy. 
 
How it works: The approval in the Lower House follows an agreement between Mr. Renzi, 
who also heads centre-left PD, and Silvio Berlusconi’s centre-right Forza Italia. The idea is 
such that the new law would provide a premium of parliamentary seats to the party or coalition 
that gains at least 37% of the votes. In case no one obtains that percentage, the two major 
parties or colalitions would run in a second round, with the winner receiving the premium: 
 
- The minimum threshold for political parties within a coalition is 4.5%, for single parties 
outside coalitions 8% and for coalitions 12%.  

- There’s a majority premium of up to 15% for a coalition or party winning the most votes, 
provided it wins at least 37% of votes. 

- If a coalition reaches 37%, it gets 320 seats; an absolute majority in the Lower House 
requires at least 316 seats out of 630.  

- The majority premium is allocated in a way such that the winner can get a maximum of 55% 
of seats, i.e., 340 out of 630.  

- If no coalition meets the 37% threshold, a second round with the top two coalitions is held, 
and the winner gets 53% of seats (i.e., an absolute majority of 327 out of 630). 

- The bill doesn’t change the electoral rules for the Senate, whose voting system remains a 
proportional one after the ruling of Italy’s Constitutional Court. 

- Once a separate constitutional reform takes place, probably by the end of next year, the 
Lower House will be the only legislative chamber. 

- In the transition period, having two different systems is a strong disincentive to trigger an 
early election. But, should this happen anyway, governability would be even more difficult and 
political uncertainty would rise again. 
 
Demand-Side Policies 
 
Settling government arrears… This follows a similar plan last year. It has to do with the 
decision to pay down the unpaid bills of the public sector by a further €68 billion (or 4.5% of 
GDP) by July. If executed in a timely manner and in full, it has the potential to make the 
Italian economy grow more strongly for some time, which is one reason why we now expect 
GDP to grow by 0.5%Y this year rather than almost stagnating as in our previous forecast, 
and 1%Y next year from about three-quarters of a percentage point before. However, the 
amount to settle is not entirely new, given that about €24 billion had already been approved 
by the previous two governments (see here), so the new payments will be equal to 2.9% of 
GDP or less than that. 
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…to give firms some respite… Implementation risk is relatively high in this case too, given 
that – at least so far – only about €5 billion of new financing, i.e., on top of what previous 
governments had already budgeted for, has been found. And up to €10 billion that’s going to 
be paid is considered capital spending, which is counted only when cash payments are 
actually made, thus affecting the budget (the bulk of the arrears are current expenditure, 
which has already been counted under accrual-based rules). So, at best, this plan looks twice 
as big as its predecessor, and could stimulate demand for a few quarters (see Paying the Bills, 
April 24, 2013). Indeed, assuming a similar pace of execution as in the previous plan – 85% of 
the payments it was supposed to do – the stimulus could well amount to 2.5% of GDP. 
 
…and sustain the economy: The basis to assess the broader macro effects is highly 
uncertain, both because the amounts are based on an estimate by the Bank of Italy for 2011 
and because the timing of the repayment is likely to be longer. For example, CDP President 
Franco Bassanini, who is involved in the mechanisms to settle the arrears, says that 
September 21, rather than July, is a more realistic deadline (see here). Therefore, any impact 
is more likely towards year-end and in 2015. The macroeconomic effect of paying down 
arrears depends on how firms make use of the amount they are reimbursed. There are three 
main ways to employ these funds: 
 
1. Carrying out investment plans otherwise shelved for lack of funds.  
 
2. Paying wages and salaries in arrears.  
 
3. Precautionary cash hoarding.  
 
Positive but Weak Pace of Expansion in 2014-15 
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What’s the boost to GDP growth? Each of these uses has a different multiplier effect, i.e., 
the amount of extra demand created by each euro reimbursed. To offer an example 
consistent with the economic literature, the Bank of Italy estimates a multiplier close to 1 in 
the case of investment in machinery and equipment; but a much lower figure of 0.3 when the 
money is used to pay wage and salary arrears, thus propping up demand by supporting 
households’ disposable income; and the effect is negligible if firms just keep the cash for 
precautionary purposes (see page 19 here). 
 
Positive – but no game-changer: This could lift GDP growth by about 0.5pp on a 
cumulative basis in 2014-15. Predicting the relative importance of the different possible uses 
of funds is subject to considerable ‘guesswork’. The Bank of Italy-Il Sole 24 Ore survey 
suggests that, for the majority of firms, they will be used mainly to pay suppliers and 
employees and to pay down debt to the financial system (see page 18 here). In particular, 
over 40% of the firms interviewed plan to use the funds to pay suppliers and employees, and 
23% to finance working capital. Almost 20% of the manufacturing and service firms and 29% 
of those in construction say that they would reduce their bank debt. Overall, about 4% of 
firms in industry and services report earmarking funds directly for new investment. 
 
Fractional Growth, but Still Depressed Levels of Production 

Italy - Industrial Production (% Y/Y) &
Business Confidence Indicator
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Income tax cuts – limited impact… The plan is to put an extra €85 per month in the 
pockets of about ten million Italian low-wage earners. At this juncture, given that we’re talking 
about a reduction of the IRPEF tax rate and not an increase of the ‘no-tax’ threshold, it’s not 
entirely clear whether this is the maximum gain for those earning €25k, i.e., whether those 
earning less than that would get a smaller sum. What’s more, because this plan will only start 
in May at the earliest, the funds available this year are about €6.5 billion – not €10 billion. 
One-third will likely go into imports, in our view, which would cut into GDP growth. But 90% of 
the remaining part would be spent on domestic goods and services, thus raising GDP growth 
by 0.1pp this year and 0.2pp next year. 
 
…just like most other cyclical measures: Small positive effects might also come from 
strengthening the fund for SMEs, boosting social housing and reviving the construction sector 
more broadly. These demand-side policies are likely to help consolidating Italy’s tentative 
recovery, but also at the cost of limiting the financial resources that could have been used for 
structural reforms, which would have had a better chance to be game-changers, or public 
investment. Other measures have to do with small cuts to the IRAP corporate tax and to the 
cost of energy for SMEs, both by 10%, though Federica Guidi, the minister for economic 
development, says that a reduction in energy costs is more likely at the end of the year – not 
in May as initially planned (see here).  
 
Supply-Side Reforms 
 
Labour market – incremental changes… A more ambitious overhaul of Italy’s main 
employment rules would have made us more positive. For now, the main innovation is the 
simplification of labour contracts for temporary workers. The benefit is to facilitate the hiring of 
young workers, at least for the first three years (after which these contracts could no longer be 
used). The drawback is that this reform may reinforce, in its present form, the duality of the 
labour market – just like was the case in Spain – with still highly protected permanent 
employees and a large share of short-term employees receiving little training or prospects for 
career advancement. There’s likely to be more than that in the revision of the labour code, 
possibly within six months, so we reserve final judgment to when extra information will be 
made available at the end of the year. 
 
…but ‘big one’ still left out: The key labour market reform we’d like to see to significantly 
upgrade our medium-term forecast has to do with measures to encourage hiring by giving 
employers more tools to adapt to changing circumstances – i.e., by promoting an adjustment 
based on negotiations around wages and working conditions more at the firm level, rather than 
based on national, regional and sectoral contracts. Put differently, we’d like to see opt-out 
clauses just like in Spain. Without them, Italy’s labour market may change more in the direction 
of the pre-reform employment practices in Spain, where excessive use of temporary contracts 
made it quite polarised, i.e., those with permanent jobs had high dismissal costs, while those 
with temporary jobs had low dismissal costs (see The New Spain, September 9, 2013). 
 
What else may make a difference: Because of these deep changes, Spain has seen wage 
growth moderating, with wages and salaries in the public sector and in large firms having 
actually fallen, and more and more firms are using the increased flexibility to cut working hours 
rather than jobs, as opt-outs are increasing. By copying these best practices, Italy may achieve 
just the same. More broadly, we’ll be looking at whether political capital is spent on fixing the 
main deficiencies of the Italian economy, from the public administration to the taxation 
mechanisms and the justice system, with the goal of boosting overall competitiveness and 
reducing government debt. These items are listed in the plan, and details are likely to be 
announced between April and June, though to what extent these will already be tangible steps 
remains to be seen. 
 
Why bother with all this? Italy’s main problem is not so much that actual growth is weak. It’s 
that what its economy can deliver over the next several years (i.e., potential growth) is quite 
low even if the pace of growth was at trend. So, from our perspective, that GDP is barely 
expanding today would be less of a worry if prospects of accelerating tomorrow were 
significant. But they aren’t, given the structural impediments holding back the economy. So 
carrying out these reforms – while quite tough in the best of all circumstances – can bring 
substantial rewards and raise GDP by more than 15% over time, according to the European 
Commission (see here) and the IMF. 
 
What’s the experience of other European economies? The southern economies that have 
been doing substantial reforms over the past 4-5 years (e.g., Spain and Portugal) have started 
to see some positive effects, though it has taken 2-3 years for these effects to feed through. 
They have been pushed by market discipline or entered a macroeconomic adjustment 
programme – or at least applied for financial assistance to recapitalise the banking system – 
supervised by the Troika. Political stability, with one party or a very tight coalition having an 
absolute majority, and more generally at least one full legislative term (i.e., four or five years) 
to pass and implement all these changes have helped too. 
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Structural versus cyclical – is the distinction always so clear-cut? That Italy appears to 
be focusing more on short-term demand-side policies doesn’t mean that medium-term supply-
side reforms won’t be coming through, or that the current plan won’t necessarily work (though 
it could be less effective in terms of sequencing, and therefore less preferred). After all, some 
measures mainly designed to boost the economic cycle may have more permanent effects, if 
properly designed (e.g., a more effective use of the EU structural funds). 
 
One key example: Taking the plan to settle government arrears, beneficial effects might also 
come from the full application of the EU directive on public authorities’ compliance with a 
definite and limited timeframe for payment, which entered into force at the beginning of last 
year. This is important and might stimulate the economy further, given that a lower degree of 
uncertainty about cash flows would make firms’ financial planning more efficient, thus 
facilitating their investment decisions. 
 
The Growth Dividend of Stronger Reforms 
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Impact on the Public Finances 
 
How to pay for the stimulus: All this will likely be financed by reductions in central 
government spending, extra borrowing and by resources freed up thanks to the recent fall in 
Italy's borrowing costs, rather than entirely by structural spending reductions. What’s more, 
their relative importance remains undisclosed, at least in part, and even some of the essential 
details of each of these aspects are broadly unknown. The uncertainty around the financing 
of this plan is perhaps its biggest weakness at the moment, we think. And the reductions in 
the IRAP corporate tax and in the cost of energy for SMEs are to be financed by an increase 
in taxation of income from financial instruments to 26% from 20%, with the notable exception 
of government bonds. 
 
Wider deficit, higher debt: The budget deficit goal will likely be raised while remaining 
below the EU’s ceiling of 3% of GDP, though the margins to do so are very limited, we think, 
as the government balance has already finished 2013 right at that threshold. So government 
debt is likely to increase at a faster pace – and from an already high level (almost 133% of 
GDP). Therefore, there’s a risk that Italy may be fined by the EU and put back into the 
Excessive Deficit Procedure. This should also be seen in the context of a likely downgrade of 
the government own economic forecasts, which currently envisage an optimistic scenario of 
GDP growth of 1.1%Y in 2014, versus not even half that pace in our baseline scenario. 
 
Structural spending cuts – more to do: It seems that the commissioner for the spending 
review, Carlo Cottarelli, expects that the general government could save around €5 billion this 
year (annualised), but given that a few months have already passed, this is likely to come 
down to €3 billion, some €4 billion short of Mr. Renzi’s estimate (see here). Mr. Cottarelli aims 
to save about €34 billion from 2016 and may perhaps manage to bring forward some of that, 
e.g., defence spending cuts. Yet, at least for now, all this appears rather uncertain, and may 
imply risks of seeing additional government bond issuance this year relative to our interest 
rate strategists’ forecast of €227 billion (see 2014 Global Rates Outlook, December 6, 2013). 
 
Deficit financing: The decline of Italy’s government bond yields has resulted in extra cash 
that could be deployed elsewhere. Our interest rate strategists expect this trend to continue 
for some time, and see Italy’s 10-year yield some 30bp lower than its current level – and 
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lower still in the first part of next year. However, relying on these expectations to finance 
permanent policy measures can be risky and perhaps too complacent – if market sentiment 
was to change.  
 
Policy backstops, risk appetite… Two behavioural drivers have stabilised the market: 
 
1. Investors perceive the ECB’s “whatever it takes” commitment as credible and effective 
(despite the German Constitutional Court having voiced strong objections). 
 
2. As condition 1 is perceived to be in place, investors continue to shift towards higher-
yielding assets in pursuit of higher returns than those offered by ‘risk-free’ assets. 
 
…and a touch of complacency – both on the fixed income… Both drivers have continued 
to play out recently. But assuming an ever-improving trend, or that markets stay permanently 
well-behaved, may perhaps be too optimistic. As such, this source of financing can be highly 
unreliable and probably not best suited to fund spending increases (e.g., tax cuts). In a 
sense, well-behaved markets, by and large a positive factor, have also resulted in moral 
hazard, as the fiscal stimulus is being partly financed by savings due to lower sovereign bond 
yields relative to the official government forecast – which are uncertain and volatile by 
definition – rather than by structural, and therefore more permanent, spending cuts. 
 
10-Year Sovereign Bond Spreads Likely to Decline Further (bp) 
Quarter Austria Netherlands France Belgium Ireland Spain Italy Portugal Greece

1Q14 38.2 32.3 58.8 71.2 144.0 174.8 182.4 270.0 485.0
2Q14 34 32 55 66 130 150 165 255 445
3Q14 32 30 50 57 120 135 155 240 410
4Q14 29 31 47 55 110 125 145 230 390
1Q15 26 25 45 52 100 115 135 220 370

Source: Morgan Stanley Research forecasts 

 
…and on the equity side: The level of investor interest in peripheral Europe has risen sharply 
this year, with peripheral ETFs reporting strong inflows. From a contrarian standpoint, this 
sudden burst of optimism for the periphery provides some cause for concern – for example, the 
relative outperformance of the periphery versus the core is now over two standard deviations 
above its 12-month average, a level that has often coincided with a tactical correction in the 
periphery. 
 
Peripheral outperformance – warranted… However, our equity strategists suggest four 
areas where the fundamental case for buying the periphery is improving (see Has the 
Periphery Recovery Trade Run Too Far? March 10, 2014). Specifically:  
 
1. Peripheral funding costs have largely normalised – however equity performance and 
valuation have lagged. 

2. ROE recovery potential is the key to peripheral outperformance – Peripheral ROE is at a 20-
year low to core ROE. 

3. Attractive normalised valuations – although the periphery looks expensive on current 
earnings, it still looks good value on a normalised valuation approach. 

4. Improvement in macro newsflow – e.g., the services PMIs for the periphery are outpacing 
the corresponding indicators for the core. 
 
…but the periphery doesn’t really exist: Conditions 1-4 are in place in Italy too, but the last 
one, i.e., a better economic outlook, is much more tentative than in Spain and Portugal. This is 
not to say that the Italian business cycle hasn’t improved. It does look slightly better, though 
much less than in the Iberian economies. Yet the problem with the Italian economy is that its 
structural deficiencies hold back any prospect of a meaningful acceleration – at least for now.  
 
Macro versus micro: Put differently, Italy’s potential growth, at just 0.5%Y, is one of the 
slowest across DM countries. Without an improvement on this front, which does require years 
of commitment to reform and political stability, the risk is that some of the better micro stories 
we’re seeing these days are happening despite the macro situation, not because of it. So 
they may not necessarily flourish or be sustainable in the medium term. 
 
What really has to change to make us bullish: This structural vulnerability of the Italian 
economy appears to have taken a backseat in investors’ thinking around the Italian economy 
and markets. But it may come back to the fore if institutional reforms – the most encouraging 
part of Renzinomics so far – and short-term stimulus are not followed by deep economic 
reforms over the medium term. 
 
Daniele Antonucci, Senior European Economist 
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