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SUMMARY

o With no major improvements in economic outlook or public finances in sight, we
expect 10-year Italian and Spanish sovereign spreads versus the Bund to be range
bound next year (between 150 bps and 200 bps in Italy and between 80 bps and
110 bps in Spain). Decent yields of 3.7% for 10-year Italian government bonds and
3.0% for their Spanish equivalents (on 15 December) mean that we have raised our
stance on periphery sovereign bonds from underweight to neutral.

o At the same time, we remain overweight core euro sovereign bonds as core
countries have more fiscal space than either Italy or Spain where risks to
medium-term fiscal sustainability remain. Market participants are likely to be
unforgiving should we see fiscal slippage or should governments in these
countries fail to implement much-needed structural reforms.

FISCAL CONCERNS AT THE FORE FRONT AGAIN

Growth in euro zone periphery countries has been relatively resilient this year
thanks to strong construction activity in Italy and a pickup in tourism, especially in
Spain. We expect growth to be subdued in early 2024 before picking up somewhat.
In Italy, weak global demand, the impact of high interest rates and the gradual phas-
ing out of tax credits (the so-called ‘Superbonus’) are the main risks. At the same
time, rising real household income should still support economic activity. We ex-
pect Italian GDP to expand by 0.8% in 2024, slightly up from 0.7% in 2023. Mean-
while, we expect Spain’s GDP to expand by 1.2% in 2024 thanks to resilient house-
hold spending, but this would be down from 2.4% in 2023.

Fiscal policy will remain a key focus next year amid risks of fiscal slippage, particu-

larly in Italy. The Italian government raised its budget deficit forecast for 2023 from
4.5% of GDP to 5.3% and for 2024 from 3.7% to 4.3%. Although forecasts for 2025 and
2026 were also revised up, the government still expects the budget deficit to fall just

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.

FLASH NOTE

FLASH NOTE



2024 OUTLOOK - ITALIAN AND SPANISH SOVEREIGN BONDS PICTET WEALTH MANAGEMENT

below 3% (2.9%) by 2026. The large upward revision of the 2023 budget deficit pri-
marily reflects the statistical treatment of the ‘Superbonus’. In Spain, the newly re-
elected Socialist-led government is planning to reduce the fiscal deficit to 3% of GDP
in 2024. Even if we expect the EU Commission to use some discretion, both coun-
tries are at risk of an Excessive Deficit Procedure (EDP) in spring 2024. A lot will also
depend on whether we have a deal on EU fiscal rules or not.

More positively, the EU’s post-pandemic recovery fund, Next Generation EU
(NGEU), is likely to continue to support economic activity in 2024. Its roll-out so far
has been relatively successful in Spain, whereas Italy is struggling to meet many of
the plan’s objectives on time. Any further delays in payouts from the EU’s recovery
fund could hurt the growth outlook and raise worries about Italy’s debt sustainabil-
ity in a context of still-high interest rates.

MANAGEABLE CHALLENGES AHEAD

Euro periphery bonds have put in a resilient market performance. Ten-year Italian
and Spanish sovereign bonds have outperformed their French and German counter-
parts, posting a positive total return performance year-to-date of 12.1% and 7.9%,
respectively, on 15 December (in euros). This is partly due to the more elevated yield
they offer (3.7% on Italian 10-year bonds and 3.0 % on Spanish ones) and partly due
to spreads tightening against German Bunds.

This was particularly true for the 10-year Italian government bonds (called BTPs),
the spread on which narrowed from 210 bps to 170 bps between the start of this year
and 15 December. The right-wing Italian government’s pragmatic approach in terms
of budget and European policies, resilient (albeit slowing) growth and ongoing dis-
inflation have helped stabilise market pricing of Italian debt. The existence of the
ECB’s Transmission Protection Instrument (TPI) backstop in the background has
been another important factor helping reduce spreads.

Furthermore, the three main rating agencies, Fitch Ratings, S&P Global and
Moody’s, have maintained their investment-grade (IG) ratings of Italian sovereign
debt. Moody’s produced a positive surprise in November when it raised its outlook
on Italy’s rating from ‘negative’ to ‘stable’. As Moody’s has the lowest rating among
the three (at Baa3, the bottom of the IG scale), this significantly reduces the risk of a
downgrade of Italy’s rating to high yield (HY) next year. Yet the spread on 10-year
BTPs over Bunds (170 bps on 15 December) compared to Italy’s average rating sug-
gests that market participants continue to discount a significant risk of a downgrade
to HY (see chart 1).

Moody’s had lowered the outlook on Italy’s rating to negative in August 2022,
around the time that technocrat Mario Draghi resigned as prime minister. The No-
vember revision of the outlook back to neutral reflects Moody’s acknowledgement
that Italy’s economic and public debt dynamics have stabilised. Moreover, Italy’s
rating is supported by implementation of Italy's recovery and resilience plan and
the ECB's pledge to counter any unwarranted rise in a country’s borrowing costs
(through the TPI).

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
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Chart 1: Euro area sovereign spread and ratings Chart 2: Euro area 10-year government bond yield
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A NEUTRAL STANCE ON PERIPHERAL BONDS

With no major improvements in terms of economic outlook or public finance in
sight, we expect 10-year Italian and Spanish sovereign spreads versus the Bund to be
range-bound next year (between 150 bps and 200 bps in Italy and between 80 bps
and 110 bps in Spain). At 170 bps and 97 bps, respectively on 15 December, both
spread levels remain well above their historic lows, but are not particularly wide ei-
ther. Even if the outlook for Italian spreads has brightened recently (hence our ex-
pectations for spreads to remain range-bound next year), there are factors that could
potentially lead to spread widening from current levels. Among them, we can men-
tion the risk of fiscal slippage, resulting in the budget deficit overshooting the offi-
cial target and the potential launch of an EDP. In theory, an ‘excessive deficit’ proce-
dure could make Italian government bonds ineligible for the TPI, though we would
not underestimate ECB’s “flexibility” in dealing with this type of situation. There
are also risks of further delays in the execution of Italy's recovery and resilience
plan, which could lead to renewed investor nervousness around rating reviews and
Italy’s debt trajectory. A sharper than expected growth slowdown could also be a
risk.

On the positive side, one uncertainty has been removed with ECB’s announcement
to taper its Pandemic Emergency Purchase Programme (PEPP). Indeed, at its De-
cember meeting, the ECB announced a very gradual phasing out of the reinvest-
ments under the PEPP in the second half of 2024. The decision did come earlier than
expected but the ECB chose to take a more cautious approach than some feared. Re-
investments will continue in full during H1 2024, and then in H2 the ECB intends to
reduce the PEPP portfolio by €7.5 billion per month. Since PEPP reinvestments are
estimated to be around €15bn per month of which roughly 15% are in BTPs, we're

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
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talking about relatively small amounts compared to the ECB’s aggregate balance
sheet and to the gross issuance of Italian bonds expected next year. The gross issu-
ance minus gross purchases (where gross purchases refer to the reinvestment of
PEPP bonds) is expected to decrease slightly. It will still remain at a relatively high
level compared to previous years.

With the PEPP decision out of the way, the focus will be the (inflation) data in the
next couple of months to determine the timing of the first rate cut. Our baseline
scenario has been for the ECB to start cutting rates in June, with a risk of an earlier
move in April, but a lot will also depend on the Fed, whether the ECB likes it or not.
Any aggressive pre-emptive move from the Fed might force the ECB’s hand too,
which is the reason why markets are close to pricing in a full ECB rate cut in March.

In all, at 3.7% and 3.0% respectively (on 15 December, see chart 2), Italian and Spanish
10-year government bonds offer historically decent absolute yields and therefore a
comfortable coupon. Hence, we have changed our stance on euro periphery sover-
eign bonds from underweight to neutral.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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firming to Pictet London your
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spective KID/other product
document. If you have not
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access the relevant document,
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what the latest version of the
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Pictet London Branch is not
the manufacturer of the prod-
uct(s) and the KID/other prod-
uct document is provided by a
third party. The KID/other
product document is obtained
from sources believed to be
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does not make any guarantee
or warranty as to the correct-
ness and accuracy of the data
contained in the KID/other
product document. Pictet
London Branch may not be
held liable for an investment
decision or other transaction
made based on reliance on, or
use of, the data contained in
the KID/other product docu-
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By subscribing to the prod-
uct(s) proposed herein, you
acknowledge that you have (i)
received, in good time, read
and understood any relevant
documentation linked to the
product(s), including, as the
case may be, the respective
KID/other product document;
(i) taken note of the prod-
uct(s) restrictions; and (iii)
meet the applicable subjective
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tions to invest in the prod-
uct(s).

Pictet London Branch may, if
necessary, rely on these
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ble for any particular investor,
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tions. Furthermore,
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own professional adviser(s) as
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This document is not to be re-
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tioned in this document may
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political factors, time to ma-
turity, market conditions and
volatility, and the credit qual-
ity of any issuer or reference
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may have a positive or adverse
effect on the value, price or in-
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tioned in this document. Ac-
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willing and able to assume all
risks and may receive back
less than originally invested.

Past performance should not
be taken as an indication or
guarantee of future perfor-
mance and no representation
or warranty, expressed or im-
plied, is made by BPCAL/Pic-
tet HK Branch regarding future
performance.

This document does not con-
stitute the investment policy
of BPCAL/Pictet HK Branch,
or an investment recommen-
dation, and merely contains
the different assumptions,
views and analytical methods
of the analysts who prepared
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein reflect
a judgment at its original date
of publication and are subject
to change without notice and
without any obligation on
BPCAL/Pictet HK Branch to
update any of them.
BPCAL/Pictet HK Branch may
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other reports or documents
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sented in this document.

While the information and
opinions presented herein are
from sources believed to be
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Branch is not able to, and do
not make any representation
or warranty as to its accuracy
or completeness. Accordingly,
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
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on this document presented
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use any of the information in
this document at any time, in-
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BPCAL/Pictet HK Branch and
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thereof) may or may not have
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interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
circulated to employees
and/or one or more clients of
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
BPCAL/Pictet HK Branch.

This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole or in
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
(“MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA") and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.
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cial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved directly
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within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset

management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.
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