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From A to B, the Italian Way

This article by MOI Global instructor Massimo Fuggetta is excerpted from a quarterly letter of
Bayes Investments, based in London.

Our quarterly return would have been higher but for the last day of September, when the MIB
index lost -3.7% and our Fund fell -1.9%. This was the day after the Italian government
disclosed its 2019 budget deficit provision, which came out at 2.4%, 50% higher than the
1.6% that Finance minister Tria had until then assured it would be.

This unwelcome development was in contrast with our expectations, which, as articulated in
our 4 June note, envisaged an acceptable compromise between the government coalition’s
electoral promises and the need to keep public debt to GDP ratio on a declining path. This
would have avoided a mutually damaging confrontation between Italy and the EU, resulting
in a positive outlook for Italian equities in the second half of the year.

We were wrong. Defying what, backed by Mr. Tria’s pledge, had become a consensus
scenario, the 5Star party, which had been losing ground to its coalition partner Lega in the
latest polls, imposed the higher deficit number as a means to bolster its popularity. The Lega,
in EU defiance mode, followed suit, and Mr Tria was side-lined. As a result, an event we were
expecting to bring about a resolution of uncertainty ended up increasing it. We will now have
to wait until the end of October, for the actual budget law to be presented in Parliament and
then evaluated by the EU and the rating agencies.

We still think that a conciliatory compromise will eventually be reached – in Italian affairs the
path from A to B is never a straight line. The real issue is not EU wrangling per se – this is not
the first dispute between the EU and a national government, and it won’t be the last – but the
overall credibility of the government plan to stimulate the economy and increase GDP growth
beyond the current consensus forecast of around 1%.

The government’s best intentions are well summarised in a document issued in early
September by the European Affairs minister Paolo Savona (the English translation follows the
Italian original). As you will recall, Savona was at the origin of the May turmoil, as the new
party coalition’s proposal to appoint him as Economics minister was vetoed by President
Mattarella on the grounds of Savona’s association with the notorious ‘Plan B’, detailing a
course of action for Italy to leave the Euro zone by stealth. Savona, who subsequently
entered the government in a different ministry, has been adamant since then to shed his
‘Eurosceptic’ image and to clarify his vision, which stresses the need to change the EU’s
economic policy architecture and endow it with effective fiscal instruments to boost
aggregate demand. This essentially coincides with Paul De Grauwe’s position we highlighted
in our June note (here again his F&W June interview).

The risks to the government stance are well summarised, with usual clarity and composure –
raising high above the cacophony of caricature and insult on both sides – in this article by ex-
ECB Director Lorenzo Bini Smaghi (only in Italian – sorry):

1. Italian fiscal policy has been expansionary and pro-cyclical for most of the last 20
years. Doing more of the same runs the risk of requiring drastic corrections in the future.

https://bayesinvestments.com/quarterly-letters/
https://bayesinvestments.com/wp-content/uploads/2018/07/Our-thoughts-on-Italian-Events.pdf
http://www.politicheeuropee.gov.it/media/4295/per-uneuropa-piu-forte-e-piu-equa-2_versione-finale-impaginato.pdf
https://www.fuw.ch/article/we-have-to-change-the-system-the-italian-crisis-makes-this-clear/
https://www.corriere.it/opinioni/18_ottobre_11/def-quattro-fattori-necessari-il-successo-ddb5a36a-cd79-11e8-9cab-4f8a118e4830.shtml
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2. Lower growth in Italy has more to do with structural bottlenecks than with low
aggregate demand. More debt-financed public expenditure may be ineffective and even
counterproductive.

3. If North-European ‘populist’ parties replicate the 5Star/Lega success in next year’s
European elections, the EU aversion to South-European high debt countries may actually
increase rather than decrease.

4. It is wrong to assume that, in case of a loss of credibility and a consequent sharp
jump in bond yields, ECB intervention through Outright Monetary Transactions (OMT)
would be unconditional. Italy cannot rely on being too big to fail: OMT could only be
conditional on a sharp correction of fiscal excesses, enough to regain market
confidence.

We shall see in the next few weeks how the saga pans out. But whatever happens, it is
important to keep in mind that, whereas heightened uncertainty may depress market prices,
the intrinsic value of our companies does not change. First half results have been strong
across the board and there is no reason to expect the second half to be any different. A good
example is Landi Renzo Group, a company we recently presented at European Investing
Summit 2018, hosted by MOI Global.

In these circumstances, price volatility creates opportunities to increase our positions at
cheaper prices.

Disclaimer: This document has been prepared by Bayes Investments Ltd, registered in
England and Wales. Bayes Investments Ltd is an Appointed Representative of New College
Capital Ltd. New College Capital (FRN 430986) is authorised and regulated by the UK
Financial Conduct Authority (FCA). This document is not intended for retail customers or any
person or entity that is a resident of or located in any jurisdiction where such distribution or
use would be in contravention of law or regulation. This document is intended for Relevant
Persons, i.e. those who benefit from an exemption under Rule 4.12 of the FCA’s Conduct of
Business Sourcebook (“COBS”), or from an exemption under FSMA (Promotion of Collective
Investment Schemes) (Exemptions) Order 2001. Investments are subject to a number of
significant risks. Investors should refer to the Atomo Sicav Prospectus, which contains details
of these risks. Any past performance contained herein is not an indication of future
performance. The value of investments and income from them may fluctuate. Investors
should have the financial ability and willingness to accept such risks for an indefinite period
of time, and the loss of the entire investment. This document may contain forward looking
statements, terms and expressions. These contain certain risks and uncertainties that could
lead to significant variations against expectations. No assurances can be given in this regard.
Whilst Bayes Investments Ltd has taken all reasonable steps to ensure that the information
contained within these pages is accurate and up-to-date, no liability can be accepted for any
error or omissions appearing in this document. If you are in any doubt as to the validity of
information made available within these pages, you should seek verification and/or contact
us. Nothing in this document is intended to constitute a financial promotion for the purposes
of section 21 of the Financial Services and Markets Act 2000. The contents of this document
are provided for general information purposes only, and is not investment advice. In addition,
nothing on this document amounts to a personal recommendation or advice on the merits of
any transaction or service. Bayes Investments Ltd is therefore not responsible for providing
you with protection and you should seek your own legal, investment and tax advice before
acting on anything contained in this document. Professional advice should always be sought
before acting or relying on any of the information, and we accept no responsibility for any
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loss which may arise from reliance on the information in our document.


