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CIO Flash

Italian takeaways

Budget haggling in Rome and Brussels looks set to

continue. No wonder markets are nervous.

In recent days, Italy has once again caused plenty of market jitters.
At one level, that should come as no surprise. Whatever the budget
plans other flaws or merits, the new coalition in Rome has done a
poor job in managing investor expectations.

For weeks, finance minister Giovanni Tria has been sending
reassuring messages. Based on this, markets were led to expect
a deficit target of around 1.6% of gross domestic product (GDP)
for 2019, potentially followed by further fiscal consolidation in
subsequent years. That would have been both broadly in line with
Italy's commitments to its European partners and quite sensible.
After all, Italy already has accumulated public debt of just over
130% of GDP.

Instead, Italy is now aiming to run a deficit of 2.4% of GDP not just
in 2019, but for two years thereafter. It is no wonder that markets,
not to mention other European policymakers were miffed. Officially,
all Eurozone countries are supposed to get public debt down to 60%
of GDP, though to be fair, few do. When it comes to budget rules,
the European Commission (EU Commission) has a long history of
occasionally going easy on large countries, especially at politically
sensitive moments. Then again, the European Commission might
feel that it has rarely been as indulgent for quite as long, as in the
Italian case.

Seen through the lens of recent domestic Italian politics, things
look rather different. Skepticism towards the European Union
has been on the rise for several years. It contributed to the
defeat of Matteo Renzi, prime minister at the time, in the 2016
constitutional referendum as well as the defeat of Mr. Renzi's
centre-left Democratic Party in the general election of March 2018.
How large that contribution was is debatable. As we wrote about
the two parties now governing in Rome back in February: "Both Five
Star and the Lega have lately toned down their rhetoric on Italian
membership in the Eurozone, but it remains anybody's guess how
lasting this change will prove."

What is not debatable, based on both polling data and voting
patterns, is that Italian voters were fed up with austerity. From that
perspective, it is worth noting that the cumulative impact of all of
the electoral promises by the right-wing Lega and the populist Five-
Star movement probably would have led to a deficit to the tune of
6% of GDP. Since those initial fears first caused market jitters earlier
on this year, we have seen a couple of selloffs in Italian bonds,
usually followed by reassuring tones from Rome and a return of
relative market calm, however temporary.

In a nutshell

• The haggling over Italy's
budget continues. Compared
to initial plans, however, the
new Italian government has
already moved quite a bit.

• We expect bond-market
tensions to persist, but no
default and no Italian exit
from the Eurozone for the
foreseeable future.

• The role of rating agencies
will be critical.
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It seems plausible that this will also be the pattern ahead, in coming
weeks and months. One way to think about this is to imagine
that the government has been trying to test out limits for deficit
spending, in order to gauge the reaction by financial markets, rating
agencies and the European Commission. If so, you might imagine
that a certain level of pushback by the Commission is necessary
in order to reign in excessive demands by populist politicians.
Between two rational sets of decision makers, initial harsh rhetoric,
followed by face-saving compromises, would have benefits for both
sides. This would probably include accepting some fairly optimistic
GDP-growth assumptions from 2020 onwards. Perhaps, there could
also be a tacit or explicit agreement that these will be revisited,
following European parliamentary elections in May 2019, which will
help determine the composition of the European Commission too.

The new budget needs to be submitted to Brussels by October 15.
The outgoing commission might not like what will be presented.
However, Brussels has little incentive to trigger an escalation
and has limited powers to interfere directly in the short term.
Parliamentary approval in Rome will proceed in parallel. Key political
dates to watch are:

• October 20, the latest date by which Italy's government has to
present its final budget proposal to parliament.

• November 30, when the EU Commission will give an initial
assessment of the draft budget.

• December 31, by which date the budget must be approved by
both houses of the Italian parliament.

So, what could possibly go wrong in the coming months? In
descending order of probability, we see three potential sources of
risk. First, the role of rating agencies in general and Moody's in
particular will be critical. Moody's has had Italy on negative watch
and will probably review the rating by the end of October, at the
latest. Our base case remains a downgrade of one notch. This would
still leave Italy one notch above junk.

However, there are risks to the downside of this base case.
Depending on the political noises coming out of Rome in the
coming weeks, it is possible, though unlikely, that one of the rating
agencies will lose its nerves and deprive Italy of its investment credit
rating. That could have potentially catastrophic consequences, with
knock-on effects not just in government-bond markets, but also
the financial sector of Italy and the broader Eurozone. In a milder
version of such a risk scenario, a Moody's downgrade accompanied
by a negative outlook could also cause stress in financial markets.
Events of recent weeks as well as market movements certainly have
made it harder for Moody's to issue a single notch downgrade,
while insisting the future outlook is stable going forward.

So what? Some investors might feel reasonably sanguine about
market volatility and even rating agencies remaining vigilant. A
few might perhaps even welcome market pressure as a budgetary
disciplining device. By all accounts, Italian policymakers are closely
watching bond-market volatility as well as higher spreads – the
spread of 10-year Italian government bonds over German bonds
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reached almost 300 basis points. However, we would caution
investors to be careful with what they wish for, which takes us to
the third source of risk.

From the very beginning, many observers have described the latest
Italian crisis as more "political" than "economic." At one level, that
distinction is sensible enough. Following the period of austerity
under the previous government, Italy's finances improved when
Lega and Five Star got in. Modest supply-side reforms also helped
Italy's growth prospects. To be sure, some of them, such as the
pension reform, have since been scaled back. It is too early to say,
however, what the new government could mean for longer-term
growth prospects.

What has become increasingly clear, however, is that Italy has
become ever more politically fragmented and less governable. By
all accounts, Tria's unexpected U-turn on the deficit target was
basically the result of some last-minute brinkmanship on the part
of the Five-Star movement. Having promised a "government of
change" and, perhaps, mindful of its disappointing performance in
public opinion polls in recent months, its leader Luigi Di Maio saw
an opportunity to score a political victory. His fellow deputy prime
minister, Lega leader Matteo Salvini, had little choice but to give in –
or risk charges of betraying his voters. All this does not sound like a
rational attempt to test Brussels or market-imposed limits. Nor will
it be the last time that political and financial-market instability in a
Eurozone country will interact in potentially volatile ways. Against
this backdrop, it is no wonder that the euro has been weakening
against the dollar, that gold has strengthened and that Italian bond
and equity markets look set to remain under pressure, until the dust
clears.
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Glossary

Basis point

One basis point equals 1/100 of a percentage point.

European Commission (EU Commission)

The European Commission (EU Commission) is the executive
body of the European Union (EU) which represents the interests of
the EU.

Eurozone

The Eurozone is formed of 19 European Union member states that
have adopted the euro as their common currency and sole legal
tender.

Five Star Movement

The Five Star Movement is a populist political party in Italy. It is
led by the popular comedian and blogger Beppe Grillo, who was
also among its founders in 2009. It is considered anti-establishment,
environmentalist, anti-globalist and Eurosceptic.

Gross domestic product (GDP)

The gross domestic product (GDP) is the monetary value of all the
finished goods and services produced within a country's borders in
a specific time period.

Lega

The Lega (formerly "Lega Nord") is a right-wing populist party in
Italy. It was founded in 1991 through the merger of various parties.
It is considered anti-globalist and Eurosceptic.

Moody's

Moody's is a firm providing credit ratings and other financial
research and analysis.

Spread

The spread is the difference between the quoted rates of return on
two different investments, usually of different credit quality.

Volatility

Volatility is the degree of variation of a trading-price series over
time. It can be used as a measure of an asset's risk.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will affect
the value of the investments and any restrictions imposed to prevent
capital flight may make it difficult or impossible to exchange or
repatriate foreign currency.

Foreign Exchange/Currency – Such transactions involve multiple
risks, including currency risk and settlement risk. Economic or
financial instability, lack of timely or reliable financial information
or unfavorable political or legal developments may substantially
and permanently alter the conditions, terms, marketability or price
of a foreign currency. Profits and losses in transactions in foreign
exchange will also be affected by fluctuations in currency where
there is a need to convert the product’s denomination(s) to another
currency. Time zone differences may cause several hours to elapse
between a payment being made in one currency and an offsetting
payment in another currency. Relevant movements in currencies
during the settlement period may seriously erode potential profits
or significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative and
involves a high degree of risk, and is suitable only for “Qualified
Purchasers” as defined by the US Investment Company Act of 1940
and “Accredited Investors” as defined in Regulation D of the 1933
Securities Act. No assurance can be given that a hedge fund’s
investment objective will be achieved, or that investors will receive
a return of all or part of their investment.

Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
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or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.

Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring.

Environmental liabilities may pose a risk such that the owner or
operator of real property may become liable for the costs of removal
or remediation of certain hazardous substances released on, about,
under, or in its property. Additionally, to the extent real estate
investments are made in foreign countries, such countries may
prove to be politically or economically unstable. Finally, exposure
to fluctuations in currency exchange rates may affect the value of
a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Important Information – EMEA

The following document is intended as marketing communication.

DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.

The information contained in this document does not constitute
investment advice.
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All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.

Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.

Past performance, [actual or simulated], is not a reliable indication
of future performance.

The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.

This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.

DWS Investment GmbH 2018.

Important Information – UK

Issued in the UK by Deutsche Asset Management (UK) Limited.
Deutsche Asset Management (UK) Limited is authorised and
regulated by the Financial Conduct Authority.

DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.

This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.

This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
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financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.

Past performance is no guarantee of future results.

The products mentioned in this document may be subject to
investment risk including market fluctuations, regulatory change,
counterparty risk, possible delays in repayment and loss of income
and principal invested. Additionally, investments denominated in
an alternative currency will be subject to currency risk, changes
in exchange rates which may have an adverse effect on the value,
price or income of the investment. The value of an investment can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.

DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.

No assurance can be given that any investment described herein
would yield favorable investment results or that the investment
objectives will be achieved. In general, the securities and financial
instruments presented herein are not insured by the Federal Deposit
Insurance Corporation (”FDIC“), and are not guaranteed by or
obligations of DWS or its affiliates. We or our affiliates or persons
associated with us may act upon or use material in this report
prior to publication. DWS may engage in transactions in a manner
inconsistent with the views discussed herein. Opinions expressed
herein may differ from the opinions expressed by departments or
other divisions or affiliates of DWS.

This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this material.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking
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statements or to any other financial information contained in this
document.

DWS conducts its business according to the principle that it must
manage conflicts of interest fairly, both between itself and its clients
and between one client and another.

As a global financial services provider, DWS faces actual and
potential Conflicts of Interest periodically. DWS’s policy is to take all
reasonable steps to maintain and operate effective organisational
and administrative arrangements to identify and manage relevant
conflicts. Senior management within the firm are responsible for
ensuring that the firm’s systems, controls and procedures are
adequate to identify and manage Conflicts of Interest.

DWS is a trading name of Deutsche Asset Management (UK)
Limited. Registered in England & Wales No 5233891. Registered
Office: Winchester House, 1 Great Winchester Street, London EC2N
2DB. Deutsche Asset Management (UK) Limited is authorised and
regulated by the Financial Conduct Authority. Financial Services
Registration Number 429806

This document may not be distributed in Canada, Japan, the United
States of America, or to any U.S. person

© Deutsche Asset Management (UK) Limited 2018.

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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