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Executive summary
PATRICK KRIZAN e Preliminary GDP in Q4 came out significantly below expectations at
Senior Economist -0.3% qogq. If this figure is confirmed, real growth in Italy will have
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stagnated in 2019. Slipping back again into technical recession can
no longer be ruled out.

e We keep our growth forecast of 0.4% for this year but see clear
downside risks. As for 2021 we stay with 0.8%.

e Although political uncertainty will persist, its effect of on economic
activity should ease. As in the rest of the euro area, private
consumption should be the main pillar of growth.

e On the capital markets, political uncertainty has so far been
reflected only in higher sovereign spreads.

According to today's flash estimate, the Italian economy retracted by
-0.3% in Q4 2019 bringing the annual real growth down to 0.0%.

Overall, this is a very disappointing figure as consensus was expecting a
slight increase of GDP by 0.1% qog. Even if the figure might see some later
upwards revision, the dynamic remains worrisome. The country still seems
to struggle with the combination of declining in foreign demand (particularly
evident in the reduction of inventories) and subdued domestic demand as
especially with private consumption still affected by political uncertainty.

Given the continuing weak leading indicators especially in the manufacturing
sector, a negative quarter in Q1 2020 seems now possible. This would mean
a relapse into a technical recession. However, in 2020, we are confident that
the negative impact of political uncertainty on growth will ease. The risk of
snap elections has been reduced after the recent regional elections, giving a
victory for the ruling Social Democrats in the important region of Emilia
Romagna. There are also no signs that the government seeks to deviate from
its conciliatory course with Brussels on the budget. In this environment we
expect a moderate acceleration of Italian growth to 0.4% in real terms in
2020. For 2021, we expect real growth to reach 0.8% Italy should thus
remain below the euro area (1.0% in 2020 and 1.2% in 2021), but the growth
gap should narrow.

Private consumption will remain the main pillar of growth

As in the rest of the euro area, domestic demand should become the main
pillar of growth. In Italy it will mainly be driven by private consumption
thanks to stable employment and moderate real wage increases. Gross fixed
capital formation, on the other hand, which in 2019 proved surprisingly
robust, is likely to lose momentum as capacity utilization declines and
sentiment in the manufacturing sector remains depressed. Foreign trade is
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also unlikely to provide any strong stimulus. In relative terms, Italy’s foreign
trade was less affcetd last year thanks to its geographical focus (less China
and UK) and the higher share of final goods in markets where private
consumption was rather robust (US and euro area).This resilience may be
challenged as external headwinds should persist and spread to consumer
goods.

Dealing with stable instability in politics

Despite its success in the regional elections, the governing coalition of Social
Democrats and M5S remains fragile. The weak economic perormance could
cause additional trouble. However, snap elections seem unlikely given the
poor results of the coalition parties in the polls. For this year, we therefore
expect the coalition to persist in an environment of stable instability.

Political uncertainty costly for the sovereign

On capital markets, the effect of political uncertainty is currently limited to
elevated sovereign yields. For the 10-year maturity, the premium over
Germany amounts to around 130 bp. Our analyses show, however, that this
spread currently only reflects the uncertainty about Italy's fiscal sustainability
while the risk of euro exit (implicit currency risk) is entirely priced out. In
contrast, Italian households and companies are not subject to significantly
higher financing costs than their German counterparts. Currently no clear
risk spillover can thus be observed despite the traditionally strong link
between the sovereign and the banking sector (ltalian banks still hold around
20% of domestic government bonds). This supports our view that the Italian
private sector shows a certain degree of resilience to political developments,
at least in this periods of usual instability.

Mind the doom loop

This resilience could be challenged, however, if a massive increase in the
Italian sovereign spread were to put pressure on the banking sector and/or a
large banking institution were to become distressed and require government
assistance. In that case there would be a risk of a self-reinforcing doom loop.
However, we currently assess this risk as relatively low. Despite remaining
vulnerabilities (shown by the recent stress tests), the situation of the major
financial institutions has generally improved and a massive increase in the
sovereign spread would imply a significant re-pricing of the exit risk.
However, this topic has now almost disappeared from the political agenda.

Figure 1 — GDP growth (% y/y) Italy versus Euro area
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Source: Refinitiv, Allianz Research
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These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward -looking
statements that are based on management's current views and assumptions and involve known and unknown risks and
uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward -
looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets
(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from
natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency
levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency
exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x)
the impact of acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive
factors, in each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or
more pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for any
information required to be disclosed by law.

=80 EULER HERMES Allianz @



