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Global Bond Update

More than anything, the Italian election outcome represents an enormous vote against the status 
quo of Italian politics. It is disturbing to global bond investors that the election results are a clear 
repudiation against austerity, not to mention a source of uncertainty due to the lack of a clear 
winner. The phenomenal surge in popular support for Beppe Grillo’s Five Star movement has 
generated even more uncertainty because he is viewed as anti-establishment, non-conformist, 
and populist. Bond investors were happier with “Rigor Montis,” as Grillo refers to Mario Monti. 
Monti lacked humor, but he focused on what matters most to bond investors: deficit reduction.

The issue now becomes whether Italy’s political developments alter the outlook for the budget 
or compromise the country’s ability to call upon the European Union (EU) / European Central Bank 
(ECB) for help. The rally in Italian bonds since July is due mainly to the ECB defusing the risk of 
a euro breakup. ECB President Mario Draghi pledged to buy the debt of any peripheral country in 
unlimited quantities as long as it was in compliance with an EU budget “adjustment” program. 
The move prompted countries like Italy and Spain to adopt budgets that mimic this compliance 
program—the focus of which has been on taxation—and yields have come down accordingly. 
The election results are perceived to challenge these trends.

We think that Italian bonds remain worth holding. We don’t expect much, if any, backsliding in terms 
of reforms implemented to date, and the outlook for the primary budget surplus looks very stable. 
Italy’s primary budget dynamics were always better than many of the other PIIGS—troubled euro 
zone countries Portugal, Italy, Ireland, Greece, and Spain—because Berlusconi did not stimulate 
fiscal policy following the great financial crisis. Even at 5% to 5.5%, the primary budget surplus is 
big enough to stabilize Italy’s debt. The bigger issue is, and always was, the growth outlook for the 
economy, which is really what the election results were all about in our view.

We think that the election results speak to something more profound and possibly quite positive 
than just a vote against austerity. We see the outcome as a repudiation of Italy’s political 
system and a massive vote, particularly by the youth, against the politicians and the system that 
got Italy’s public finances and crippled economy into the state it is in today. Just as the great 
financial crisis of the U.S. may have represented the ultimate collapse of 30 years of excess 
credit growth, the current Italian election could end up being a turning point in the multi-decade 
deterioration of Italy’s underlying productivity, competitiveness, and growth potential.

Bersani and Berlusconi are viewed as the henchmen of the old system. Bersani underperformed in 
the lower-house elections while Berlusconi won the senate because of Italy’s arcane voting rules. 
Monti was thrashed because he is viewed as an elitist and out of touch with ordinary Italians. By 
far the most significant development was the meteoric success of Grillo’s Five Star movement.
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Investors may find it worthwhile to read the blog entries of the leader of the Five Star movement. For the uninformed, his blog entries read like 
an unabashed supply-sider fed up with high taxes, which he believes are crushing Italian small business and entrepreneurialism, weakening the 
economy, and generating high unemployment. He has championed major cuts in government spending at every level of Italian governance and is 
particularly bloodthirsty about ridding the Italian Parliament of corruption.  

Grillo is very clear in his blogs that he believes Italy’s taxes are suffocating the economy and that the reason for the high levels of taxation is to 
support the lifestyle of Italy’s political elite, who have grown increasingly corrupt.  

His reputation as a leftist and populist stems from his endorsement of a plan for some sort of guaranteed income for citizens—a kind of minimum 
level of economic support from the government for the unemployed. But his proposal for this plan is part of a broader program aimed at restoring 
competitiveness in Italy’s small- and medium-sized businesses by making it easier for business to hire and fire, by reducing taxation and by 
eliminating government red tape. In essence he is seeking greater automatic stabilizers in the economy but wants to shrink government and lower 
taxes.

Grillo swept the under-25 age category in the elections. The youth of Italy don’t like their inheritance and are angry about having to foot the bill 
for decades of corruption and abuse. They are rebelling against the political elite’s determination to use punitive taxation to finance the retiring 
generations’ generous pensions. Observers who think of Grillo as a left-wing radical may be surprised at his proposals for dramatic reductions in 
old-age pensions.  

In some ways, the election results in Italy could be the vanguard for a wave of intergenerational conflict, not just in Italy but in all developed 
countries. In Italy’s case, the combination of no independent monetary policy, weak demographics, and the dire state of finances have conspired to 
accelerate the confrontation.   

It is impossible to say how the political narrative plays out at this juncture. But as many have noted, the traditional parties do not want another 
election because Grillo’s momentum is too strong. So the prospect of another election seems low at the moment.

Commentators are speculating that a Bersani/Berlusconi coalition, which existed prior to the election, may re-emerge. This would represent a 
continuation of the status quo and would be a positive for bondholders.

Other media outlets are speculating that Bersani may seek to run a minority government and would pass legislation on a case-by-case basis—
ostensibly working closely with the Five Star movement to earn their voting support. This outcome might foster uncertainty in markets because Italy 
has no history of running parliament this way.  However, we would view this development as a potential positive because it is more constructive 
for the growth outlook in Italy than the current trajectory of policy initiatives engaged by Monti. And despite Monti’s departure, a new minority 
government might still enact some of Monti’s proposed labor reforms, albeit in the context of greater support for the unemployed. Grillo’s proposals 
for reduced government spending, less red tape, and lower taxes are textbook supply-sider prescriptions for economic growth. Until now, these 
policies had been missing in the discourse on solutions to the European economic crisis. 

COnClUSIOn

Volatility and uncertainty are likely to prevail in coming weeks, owing to the unique situation in Italy. But at the moment, we have no reason to 
believe that Italy is about to back-track on the austerity measures that put its fiscal sustainability in question. A Bersani/Berlusconi coalition would 
represent a continuation of the status quo. On the other hand, a minority government motivated by the policy direction of the Five Star movement 
could actually turn out to be a positive. We suspect that fund managers will be spending a lot of time over the next few weeks getting more familiar 
with the recommendations of Grillo. They may be surprised by what they find.  
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The potential outcomes of Italy’s political stalemate suggest that a return to crisis-level bond yields is unlikely. We feel confident at this 
stage that maintaining our position in Italian debt represents an attractive risk given the compelling combination of carry and the potential for 
capital appreciation.
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