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Italy: PM Conte resigns, what next?
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* Outlook: Following Lega's threat to withdraw its support
for the government, PM Giuseppe Conte announced his
resignation at the end of a heated speech in the Senate. Lega
continues to push for snap elections to capitalize on its strong
poll numbers, but it remains possible that a majority which
included M5S, PD and perhaps other parties is found in the
current parliament. Snap elections this year would delay the
approval of the 2020 budget and trigger a 3pp VAT increase,
according to safeguard clauses. This would impact domestic
demand.

* Markets: Widening sovereign spreads between lItaly and
Spain/Portugal over the last few months are indication of
market concerns about the M5S-Lega government in our
view. A M5S-PD coalition would likely introduce more fiscal
discipline, but its lifespan would likely be short. Conversely,
should elections take place, a win by the center-right might
prove more market friendly than the current government,
but the prospect of a populist win (for example a center-right
coalition excluding Forza Italia) would lead to a bumpy ride
for Italian assets.

+ What we're watching: Steps by President Mattarella
following consultations with the main parties. On 22 August
the lower house should approve a reduction in the number
of MPs, which would delay any elections until next year. On
27 September parliament should start reviewing the budget
law.

Our view
The political picture remains unclear, but we see three possible
scenarios which we rank based on their likelihood at time of writing:

- A government with a limited mandate to approve the 2020 budget
law which avoids a VAT hike before heading back to the polls. This
could involve M5S, PD and perhaps other parties and would focus
on fiscal discipline and environmental sustainability.

- Snap elections at the end of October. In this scenario, we think that
the centre-right coalition would most likely win, but the political
campaign may have populist tones. In addition, the VAT hike would
go ahead, which would impact 2020 GDP growth.

- A reshuffle of the M55-Lega government, which seems unlikely
at the moment.
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Fig. 1: BTPs lagging behind
ltalian yield (10-years) compared to Spain and
Portugal
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Source: Bloomberg as of 20 August 2019.

This report has been prepared by UBS Europe SE. Please see important disclaimers and disclosures at the end of the document.
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M5S-Lega government comes to an end
The relationship between Lega and M5S had become  Fig. 2: Political uncertainty and trade tensions
untenable after split votes on the EU presidency, high-speed impact ltalian GDP

. . I . . GDP growth contributions (%)
trains, the reform of criminal justice and ongoing parliamentary
discussions on the budget.

PM Conte announced his resignation at the Senate, formalising
a government crisis which had been opened by Lega's leader
Salvini who, two weeks ago, announced that his party might
withdraw support from the government.

Fiscal calendar offers no respite
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Timing is crucial. In fact, if elections occur at the end of = Government Consumption = Fixed Investment
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October, then the new government would not be able to draft ¢ . fiaver

the new budget on time to approve it by year-end.

Because of the safeguard clauses approved by the Monti
government, failure to approve a budget law would imply a
3pp VAT increase, pushing it to 25% (or EUR23 billion, or
1.3% of GDP). Such a rise in VAT would likely impact domestic ~ ~,
demand and therefore GDP growth next year. 200

15.0
With a government in place, the 2020 budget may consider 100
spending cuts and other taxes with more limited impact on >0
domestic demand.

Fig. 3: Change in political surveys since
general elections in March 2018 (%)
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We have reduced our growth forecasts for Italy by 0.2pp in  aso
2019 and 0.3pp in 2020. We now expect growth of 0.1% this =~ @9 v w0 e e -
year and 0.5% next year. Europa

. - - : Note: Based on the average of the latest five surveys available.
The main dr|vers Of our estimate cuts are the Weakness mn M5S=Five Star Movement; PD=Democratic Party; Fl=Forza Italia;

global trade, which affects Italy's manufacturing sector, the  LEU=Lberta e Uguaglianza; Bol=Brothers of Italy. Source:
Various pollsters including Tecng, SWG, Noto, EMG, Ipsos,

risks stemming from the introduction of car tariffs and the  piepoli, Index, Euromedia, Bidimedia, Demos, Index. As of 20

political uncertainty which is impacting companies' capex August201.
plans.

Fig. 4: Potential government coalitions in the
What may happen next? Senate
The president holds the cards as to what happens next. We 100%
expect him to test the main parties to see whether an :z: o
alternative majority can be found in the current parliament. 70%
Failing that, he would have to call snap elections as soon as 60% _f:::“
this autumn or after a transition government is formed to take .. | =D
care of the budget law before elections take place early next 30% mForza Mtalia
year. wili BN B B

0% T T |

The main parties have diverging interests regarding snap M Sarthoutlegs”
elections: Source: Senato della Repubblica.

- Lega has an interest in pushing for elections in October
to capitalize on its strong polls numbers (c37%) and
avoid to taking responsibility for a likely unpopular
2020 budget.
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- Some in M5S want to avoid elections and are reported
to be in discussions the Democratic Party (PD) to join
forces in a technocratic government to approve a
budget and thus avoid a VAT hike.

- As ever, the PD is divided. Current leader Zingaretti is
reported to favor elections while Renzi (former leader)
has announced his intention to team up with M5S to
approve a sensible budget and avoid further market
turbulence.

A center-right government ultimately may be more market
friendly than the current one. In fact, Lega is now the largest
party and could form a government with its traditional
coalition including Forza Italia and Fratelli d'lltalia. It is less likely
that a right-wing government without Forza lItalia, the most
moderate and pro Europe of the three, will be formed, but if it
were it would raise some eyebrows in the market.

The full center-right coalition (which includes Lega, Forza Italia
and Fdl) is now polling close to 51%, which implies that it
could form a government on its own if new elections were
held. The ultimate market reaction to such development may
be positive because a center-right coalition government may
prove more market and business friendly. Nevertheless, some
parties may focus their electoral campaign on populist topics
which may lead increase volatility in Italian assets for several
months.

Fig. 5: Political surveys since general elections
in March 2018 (%)
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Note: Based on the average of the latest five surveys available.
M5S=Five Star Movement; PD=Democratic Party; Fl=Forza Italia;
LEU=Liberta e Uguaglianza; Bol=Brothers of Italy. Source:
Various pollsters including Tecng, SWG, Noto, EMG, Ipsos,
Piepoli, Index, Euromedia, Bidimedia, Demos, Index. As of 20
August 2019.
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Appendix

Terms and Abbreviations

Term / Abbreviation Description / Definition Term / Abbreviation Description / Definition

A actual i.e. 2010A comM Common shares

E expected i.e. 2011E GDP Gross domestic product

Shares ofs Shares outstanding up Underperform: The stock is expected to

underperform the sector benchmark

Clo UBS WM Chief Investment Office
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by FINMA in Switzerland) or its affiliates ("UBS").

The investment views have been prepared in accordance with legal requirements designed to promote the independence of investment research.
Generic investment research - Risk information:

This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment or other specific product.
The analysis contained herein does not constitute a personal recommendation or take into account the particular investment objectives, investment strategies, financial
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and warrant to UBS that you will not use this document or otherwise rely on any of the information for any of the above purposes. UBS and any of its directors or
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itself or to/for any company commercially or financially affiliated to such issuers. At any time, investment decisions (including whether to buy, sell or hold securities)
made by UBS and its employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments may not be readily realizable
since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult to quantify. UBS
relies on information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures
and options trading is not suitable for every investor as there is a substantial risk of loss, and losses in excess of an initial investment may occur. Past performance of
an investment is no guarantee for its future performance. Additional information will be made available upon request. Some investments may be subject to sudden
and large falls in value and on realization you may receive back less than you invested or may be required to pay more. Changes in foreign exchange rates may have
an adverse effect on the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel,
sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting market information.

Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice and makes no representations
as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client's circumstances and needs. We are of necessity
unable to take into account the particular investment objectives, financial situation and needs of our individual clients and we would recommend that you take financial
and/or tax advice as to the implications (including tax) of investing in any of the products mentioned herein.

This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly prohibits the distribution
and transfer of this material to third parties for any reason. UBS accepts no liability whatsoever for any claims or lawsuits from any third parties arising from the
use or distribution of this material. This report is for distribution only under such circumstances as may be permitted by applicable law. For information on the ways
in which CIO manages conflicts and maintains independence of its investment views and publication offering, and research and rating methodologies, please visit
www.ubs.com/research. Additional information on the relevant authors of this publication and other CIO publication(s) referenced in this report; and copies of any
past reports on this topic; are available upon request from your client advisor.

Important Information about Sustainable Investing Strategies: Incorporating environmental, social and governance (ESG) factors or Sustainable Investing
considerations may inhibit the portfolio manager’s ability to participate in certain investment opportunities that otherwise would be consistent with its investment
objective and other principal investment strategies. The returns on a portfolio consisting primarily of ESG or sustainable investments may be lower than a portfolio where
such factors are not considered by the portfolio manager. Because sustainability criteria can exclude some investments, investors may not be able to take advantage
of the same opportunities or market trends as investors that do not use such criteria. Companies may not necessarily meet high performance standards on all aspects
of ESG or sustainable investing issues; there is also no guarantee that any company will meet expectations in connection with corporate responsibility, sustainability,
and/or impact performance.

Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland AG, UBS Europe SE, UBS Bank, S.A., UBS
Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS
Menkul Degerler AS are affiliates of UBS AG. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial Services
Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a
US person in the securities mentioned in this report should be effected through a US-registered broker dealer affiliated with UBS, and not through a
non-US affiliate. The contents of this report have not been and will not be approved by any securities or investment authority in the United States or
elsewhere. UBS Financial Services Inc. is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section 15B
of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views contained herein are not intended to be, and do not constitute,
advice within the meaning of the Municipal Advisor Rule.

External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or an External Financial
Consultant, UBS expressly prohibits that it is redistributed by the External Asset Manager or the External Financial Consultant and is made available to their clients
and/or third parties.

Austria: This publication is not intended to constitute a public offer under Austrian law. It is distributed only for information purposes to clients of UBS Europe SE,
Niederlassung Osterreich, with place of business at Wachtergasse 1, A-1010 Wien. UBS Europe SE, Niederlassung Osterreich is subject to the joint supervision of
the European Central Bank ("ECB"), the German Central Bank (Deutsche Bundesbank), the German Federal Financial Services Supervisory Authority (Bundesanstalt
fur Finanzdienstleistungsaufsicht), as well as of the Austrian Financial Market Authority (Finanzmarktaufsicht), to which this publication has not been submitted for
approval. UBS Europe SE is a credit institution constituted under German law in the form of a Societas Europaea, duly authorized by the ECB. Bahrain: UBS is a Swiss
bank not licensed, supervised or regulated in Bahrain by the Central Bank of Bahrain and does not undertake banking or investment business activities in Bahrain.
Therefore, clients have no protection under local banking and investment services laws and regulations. Brazil: This publication is not intended to constitute a public
offer under Brazilian law or a research analysis report as per the definition contained under the Comissdo de Valores Mobiliarios ("CVM") Instruction 598/2018. It
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regulated by CVM. Canada: In Canada, this publication is distributed to clients of UBS Wealth Management Canada by UBS Investment Management Canada Inc..
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