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Key Takeaways: 

1) Italian political and fiscal volatility is likely to remain elevated despite an agreement to form a 
government and a commitment to remain in the Euro from both governing coalition parties.  

2) The credit fundamentals of the Italian banks have been gradually improving and the two 
largest banks, Unicredit and Intesa, are solidly profitable, well capitalized and are diversified 
with substantial businesses outside of Italian lending.  

3) Italian issuers have relatively few hybrid USD securities and have no issues in the USD $25 par 
retail market.  

4) In our opinion, the recent price weakness in both Italian and European bank hybrid securities 
sparked by Italian political volatility is overdone and has increased their relative value when 
compared to other hybrids. 

5) Many AT1 Coco securities of European banks have more attractive structures when compared 
to US bank preferred stock and trade at much higher yields despite having similar credit 
quality.   

 
What happened in Italy last week which led to current volatility? 
 
Following an inconclusive election on March 4, the two leading Italian political parties have been 
attempting to form a coalition government which would be approved by President Sergio Mattarella. 
The two leading parties are the left of center populist 5 Star Movement (36% of Parliament) and the 
right of center party, League of Italy (20% of Parliament). Both are anti-establishment parties with 
strong anti-immigrant platforms. Economically, 5 Star is mostly an advocate of increased government 
social spending, while the League is supportive of large corporate and personal tax cuts and a flat tax 
structure.  Last week, Italian President Mattarella surprised the market by not approving a proposed 
coalition government because he did not approve the choice of noted Eurosceptic economist, Paolo 
Savona, as economy minister, viewing him a threat to Italy’s constitutional treaty obligations to the EU. 
Initially, rather than change their choice of economy minister, both 5 Star and the League insisted on his 
appointment forcing the President to formally reject their proposed coalition government. The market 
sold off on this unexpected news because of increased political uncertainty and a fear that both parties 
would campaign on an anti Euro platform and that Italy was at increased risk of leaving the Euro.   
 
What is likely to happen next in terms of Italian politics? 
 
After the market selloff on Tuesday, both parties reaffirmed their commitment toward Italy remaining in 
the Euro and after some negotiation have agreed to form a coalition government with Savona as EU 
affairs minister instead of economy minister. This is a positive development as it means that new 
government was approved and new elections are much less likely in the short run which should reduce 



volatility. The focus will now be on the ability of the new government to actually implement many of its 
proposals – some of which are quite radical and likely to face opposition. Despite the pledge to remain 
in the Euro, the new government’s populist proposals including new social spending, a clampdown on 
refugees and major tax reforms that are certain to cause conflict with other countries in the Eurozone 
and could substantially increase Italy’s fiscal deficit and debt burdens. There are also potential internal 
conflicts in a coalition between 5 Star and the League which could make such a government short-lived. 
The Prime Minister is expected to be a relatively unknown academic Guiseppe Conti, who presumably 
will do the bidding of the two party leaders, Luigi Di Maio (5 Star) and Matteo Salvini (League), who will 
become Deputy Prime Ministers. Most observers expect new elections to occur within 12-18 months as 
both parties attempt to increase their standing with voters. Recent polls of voters show that the League 
has increased its popularity since the election in early March, while 5 Star has diminished somewhat.   
The League may gamble that an earlier election might give them an increased share of votes and allow 
them to lead a more stable right wing coalition government, which should be a positive for markets.   
 
Even if a future new election effectively becomes a referendum on Italy remaining in the Euro, polls 
consistently show that voters would strongly prefer parties that are in favor of keeping the common 
currency. From a practical standpoint it would be legally difficult for Italy to leave either the EU or the 
Eurozone given that both are enshrined in the Italian constitution and there is no majority popular 
support for such a move. Despite this, the recent turmoil has awakened fear regarding the Eurozone and 
some volatility is still expected over the short term given the uncertainty around Italian policy with a 
new populist anti-establishment government.       
  
How does this affect Europe in general? 
 
Italy is one of the core founding members of the European Union and is the 3rd largest economy in the 
Eurozone after Germany and France. Even if an Italian exit from the Euro looks unlikely, uncertainty 
caused by increased government deficit spending could create economic risk and potentially reduce 
economic growth and increase financial market volatility. This could increase perceived risk of Italian 
assets held by European banks and insurance companies as well as investors broadly. If economic 
growth slows then we would expect the ECB to continue to keep interest rates low. However, friction 
between Germany, France and Italy over fiscal policy also has the potential to create episodes of 
periodic headline volatility. One reaction to the increased uncertainty this week was a rally in safe haven 
government bonds such as US Treasuries, which led to lower 10yr USD yields and a slight strengthening 
of the USD vs the EUR.   
 
Which preferred and hybrid issuers have exposure to Italy? 
 
The two largest Italian banks, Unicredit and Intesa San Paolo, and the largest Italian based electric utility, 
ENEL, have institutional hybrids denominated in USD which are held in some institutional preferred 
funds and ETFs. There are no retail securities in the USD $25 par market issued by Italian banks, 
insurance companies or corporate issuers. In addition to Italian firms, many other European bank and 
insurance issuers in the USD hybrid market have exposure through ownership of Italian financial 
subsidiaries or via Italian government bonds held in their investment portfolios. Since the investment 
portfolios are adjusted with market value movements, the drop in prices on Italian government bonds 
would create an unrealized loss. However, over the past few years most European banks and insurers 
have boosted their capital ratios such that they can withstand the impact of mark to market losses even 
in a worst case scenario.       
 



How has the Italian economy been performing recently? 
 
Over the past four years the Italian economy, as measured by real GDP growth, has been growing slowly 
and steadily in the 1.0% to 1.4% range. This growth has followed several years of recession after the 
2008 financial crisis, which hurt the competitiveness of Italian industry and led to higher levels of 
unemployment and underemployment. Despite recent growth, Italy’s GDP recovery has lagged other 
larger European countries such as Germany, France and Spain, which has led to increased support for 
anti-establishment parties such as 5 Star and the League. On the fiscal side, Italy has been running 
primary budget surpluses (excluding debt interest) which have allowed the debt to GDP ratio to remain 
relatively stable around 131% and their overall deficit to trend below the EU maximum allowed 3% of 
GDP. Additionally, Italy runs a current account surplus in its balance of payments showing there is 
limited need to finance the fiscal deficit externally. This is somewhat similar to Japan which has a public 
debt to GDP ratio well above 200% but finances it entirely via domestic savings at very low cost. The fear 
is that an expansionary new government will run larger deficits and fiscal debt burden levels will 
deteriorate, especially if the government’s financing costs rise.    
 
How strong is the Italian banking system? 
 
The Italian banking system has sharply improved its fundamentals since 2015 as the large stock of non-
performing loans generated after the 2008-2011 financial crisis has reduced in size by almost 50% and 
been heavily provisioned, particularly by the largest two banks. In addition, a secondary market in bad 
loans has developed which is allowing the banks to sell off sizable pieces of their non-performing loans. 
Finally, the two largest banks in Italy, Intesa and Unicredit, raised equity capital in recent years and are 
now well capitalized and solidly profitable. Intesa and Unicredit have also diversified their businesses 
away from the Italian lending market: Intesa now generates over half its revenue from low risk fee 
generating asset management activities and Unicredit has over half its banking businesses outside of 
Italy in Germany, Austria and Central Europe. Both banks have been upgraded in recent years reflecting 
this credit improvement which should reduce their vulnerability to sovereign risks. Both of the major 
banks are also strongly funded with customer deposits in Italy, which is viewed as less sensitive than 
more wholesale market funding. The smaller banks in Italy, below the level of Intesa and Unicredit, are 
still grappling with credit quality issues but they have no securities outstanding in the USD hybrid 
market.     
 
Are bank and corporate credit quality in Italy linked to the sovereign? 
 
The short answer is yes, but only indirectly. Italy does not control its own currency and therefore senior 
debt ratings of the banks and companies in Italy are not strictly capped by Italy’s sovereign issuer ratings 
which are Baa2/BBB from Moodys/S&P. Moodys has recently placed Italy’s ratings on watch negative 
but that only affected the deposit rating for Italian banks, while the debt ratings were unchanged. The 
biggest link between the banks/corporates in Italy and the government is the economy. If political risk 
and uncertainty regarding the Euro or the fiscal deficit leads to slower economic growth in Italy, it can 
flow through to the banks in the form of higher future loan losses and more expensive funding costs.    
 
How does volatility in Italy affect other European banks and insurers?   
 
Non-Italian banks and insurers have varying levels of exposure directly to Italy via investments in Italian 
government bonds and indirectly via investment in Italian companies and banks. For the most part these 
are minor holdings and potential worst case loss scenarios are easily manageable given improving 



profitability and capital measures experienced in recent years. French and Spanish banks have more 
exposure to Italy than UK, Nordic, Benelux and German banks. Initially we saw broad price declines in 
most European bank AT1 Coco securities on the initial Italian political headlines. However, as time has 
passed, these prices have partially recovered. We continue to believe that most European banks are 
likely to show gradually improving fundamentals in a slowly strengthening economic environment in 
Europe. 
 
How do European hybrid securities differ from those issued by US banks and why does that matter? 
 
In the USD denominated hybrid market, most of the securities issued by European banks are regulatory 
capital instruments called Contingent Convertible notes or Cocos for short. These instruments serve the 
same role in Europe that preferred stock does for banks in the US: they count toward each bank’s 
Additional Tier 1 (AT1) regulatory capital requirement. AT1 Cocos of European banks are typically 
structured as fixed-to-floating rate bonds with relatively high backend reset spreads calculated off of a 5 
year Swaps benchmark rate versus somewhat lower backend resets spreads calculated off of 3 month 
Libor for US banks with greater call optionality. Although European bank Cocos contain an explicit 
conversion or write-down feature tied to their capital ratios, we believe the coupon and reset structural 
features of most European AT1 securities are superior to most US bank preferred issues. The risk of both 
Cocos and US bank preferred stock is similar in case of severe credit problems at the issuer bank, where, 
in a worst case scenario, investors will be wiped out with zero recovery via the intervention of 
regulators. European AT1 Cocos generally are trading 1.5% to 2% higher on a yield to call basis 
compared to similar duration and quality US bank preferred stocks. We believe many of the European 
AT1 Cocos also appear to have less extension risk potential than many US bank preferred issues given 
their superior reset structures. Since 2016, we have gradually increased our holdings in AT1 Cocos of 
select European banks and believe they offer attractive relative value compared with many other hybrid 
securities.   
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All opinions expressed constitute judgements as of the date of release and are subject to change without 
notice. There can be no assurance that any forecasts will be achieved. The information is taken from 
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