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Sunday Wrap
The Italian referendum – not the risky proposition the media
like to make it
The Italian referendum on December 4 is not this big test of populism it
has been made out to be. I’ll explain the referendum and the electoral
law – and how I would read each of the two possible outcomes.
On December 4, Italy will go to the polls to vote – quite simply – yes or no to
a far reaching change in the constitution. The issue is complex, but we are
lucky to have Loredana Federico, our Lead Italy Economist in Milan, in our
team, who can take you though all the conceivable ins and outs of the
scenarios and risks involved.
Below, I’ll give you my summary of the key issues, what I think are the most
likely scenarios as well as my assessment of the risks.
The proposed changes (already approved by parliament, but only by a
simple majority, hence the need for a referendum) will significantly cut the
size of the senate, change it from being a directly elected body to an upper
house representing local governments, and reduce its influence to mainly
constitutional and EU matters. The change will also simplify regional
governance and centralise a bigger share of decision-making.
Opinion polls have long suggested a small, but steady majority in favour of
a no-vote, with a large share of the population undecided. But the gap has
widened this past week, and the last opinion poll on Friday, before further
polling becomes forbidden, showed 42% for a no, 37% for a yes, and 21%
still undecided.
Broadly speaking, opinion polls have indicated that a majority of voters
inclined to support Renzi’s Democratic Party (PD) and the Center Parties
(NCD and UDC) are planning to vote yes, while supporters of all other
parties, including the Northern League, Five Star Movement and
Berlusconi’s Forza Italia are inclined to vote no. Reflecting this, the biggest
majorities for “no” are likely to come in the North-East of the country. Agewise, the young are more likely to vote no, while those over the age of 54
are more likely to vote yes – illustrating one important difference from the
issue of populism in other countries.
Separately, and yet connected, Italy is also facing uncertainty with respect
to the future of the electoral law (the Italicum), which entered into force in July.
The Italicum was designed, and passed, with a view to the expected
constitutional change. Basically, it changes the electoral law for the lower
house from a proportional system to a system, which grants a large number
of bonus seats to the biggest party; specifically 340 seats (out of
parliament’s 630) to the party winning at least 40% of the votes, or to the
party winning a second round between the two biggest parties.
The constitutionality of the Italicum has been challenged in court, and a final
ruling will be delivered some time in the first half of next year.
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Regardless of the outcome of the referendum on the constitutional changes and the legal
ruling, the Italicum will be revised. Renzi has made a political commitment to change it, and
there is broad political support for that. If the constitutional referendum delivers a yes-vote, the
change may make the bonus seats available not just to a single party, but to a coalition. If the
constitutional changes are rejected, you would assume that the change will re-establish broad
consistency between the way the two houses are elected.
Here is my assessment:
I hope it’ll be a yes-vote because Italy needs a simpler governance system and I trust that the
Italicum will then be changed within a year to eliminate what is now virtually “winning party
takes it all” system. A “winning party takes it all” system is too dangerous in a multi-party
system with an out-of-mainstream radical party in the running. This means that following the
2018 election Italy would most likely be governed by a pretty mainstream coalition
government, with a fair probability that it’ll be able to pass some reforms. Therefore, if we get
a yes-vote, BTPs should rally significantly.
If the opinion polls are right, and it’s a no-vote, Renzi would surely hand in his resignation,
and the president would possibly ask him to return to parliament and ask for a confidence
vote. And if he receives that (very likely), he’ll proceed to change the Italicum, and run the
country until elections in early 2018. However, this past week, Renzi indicated that he would
not accept this scenario, but rather step down.
If so, the president would turn to one of 2-3 possible people to ask that a care-taker
government be established with only one mandate, namely to change the Italicum and then
call early elections, possibly for the latter part of 2017. I note that care-taker governments
around Europe has not been bad for growth or yields!
Hence, in a nutshell, you are facing two scenarios: A yes-vote would usher in a system of
simpler governance and a more powerful government; a no-vote would mean a continuation
of the past (and present) state-of-affairs.
Now, just to be sure, this past and present system is not necessarily a terrible system. In the
past, it delivered some of Europe’s most comprehensive pension reforms (which has reduced
the Italian government’s contingent liabilities to the lowest level of any major OECD country),
it has maintained years of one of the highest primary budget surplus in the OECD area, and it
delivered substantial labour market reforms, which – on OECD data – make it less rigid than
e.g. Germany’s and France’s. But it’s a bit tedious, and certainly costly.
So, given that opinion polls have pointed to a no-vote for quite a while, I think – if we get a novote – after an initial wobble, BTPs might trade broadly sideways for a few weeks while
people try to understand what it means, and then they’ll probably start to tighten towards the
levels we saw some months ago – the classic “sell the rumour, buy the fact”.
And here is an important point for the sceptics: If you are prone to greater levels of anxiety than I
am, then you probably do want to hope for a no-vote – and the reason is all about the Italicum.
If your obsession is fear of populism (in Italy in the most likely form of the Five Star
Movement), then the huge number of bonus seats assigned for the biggest party under the
Italicum should be your number one concern, and you should therefore hope for the outcome
that maximises the probability of the Italicum being significantly changed to sharply reduce, if
not eliminate the premium seats before the next election.
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There is surely only a very small risk of that not happening, but legislative changes do take
time and the risk is not that anyone changes his or her mind, but that the clock simply runs
down and it’s not completely done by spring 2018, when the next election comes around. I
think it’s fair to say that that risk is slightly higher in a yes-vote scenario than a no-vote
scenario because this latter scenario will immediately involve the president and a discussion
with the key political leaders, all of whom will want the Italicum changed.
So there you have it: A yes vote on December 4 will be very positive, but you’ll want to keep
an eye on the progress that the Italicum actually does get changed (it will) – a no-vote is a
set-back for Renzi, but it’ll have nothing in common with the Brexit or Trump stories. Indeed,
it’ll put additional space between reality and the Five Star Movement – and that’s good for
Italy and for BTPs.
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