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SUMMARY 

• The rise in interest rates has brought back into focus discussions about debt 
sustainability in highly-indebted countries, like Italy.  

• Italy’s debt-to-GDP ratio has fallen in 2021 and 2022 despite massive public 
spending to counter the impact of the pandemic and the war in Ukraine. This 
might seem counterintuitive, but higher nominal GDP growth (thanks to high 
inflation) has played a big role in improving the debt picture.  

• After some widening around the snap elections, the 10-year Italian sovereign 
spread against the Bund fell again below 200 bps, to 186 bps (on 16 February), 
sustained both by the relative fiscal rectitude of the new right-wing government 
and by the dissipation of the energy price crunch. 

• Considering the improving outlook for Italy, we expect the 10-year spread to 
hover below 200bps in H1, before increasing slightly towards 220bps by year-
end. Our expected spread widening later this year is primarily related to our 
concerns over an elevated policy rate and new price-sensitive buyers as the 
European Central Bank reduces its footprint. This could translate into higher 
Italian sovereign bond yields and could again spark concerns with regards to debt 
sustainability, so we remain underweight on euro periphery government bonds 
overall. 

THANK YOU ELEVATED NOMINAL GROWTH  

The forceful policy response of governments to Covid-19 and the war in 
Ukraine in the context of raising interest rates has put public debt sustainabil-
ity back into focus, particularly for highly-indebted countries like Italy. A key de-
terminant of debt dynamics and sovereign sustainability analysis is the difference 
between the average interest rate that governments pay on their debt and the nomi-
nal growth rate of the economy. When the nominal growth rate is higher than the 
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average interest rate, the government can run a primary deficit while keeping the 
debt ratio constant. From 2000 to 2020, the average interest rate was higher than 
the nominal growth rate in Italy, while the picture changed from 2021 (see chart 1). 

Italy’s debt-to-GDP ratio fell from around 155% in 2020, to 150% in 2021 and 
145% in 2022, thanks to strong nominal GDP growth. This downward trend is 
likely to continue in 2023, as still-elevated inflation will keep nominal growth 
higher.  

Furthermore, given the high average residual maturity (7.8 years), the recent in-
crease in Italian sovereign bond yields will be relatively slow to feed into higher in-
terest payments. Nevertheless, in 2022 the Italian government saw its interest ex-
penses surge to EUR76 bn from a historic low of EUR57 bn in 2020. These financ-
ing costs are likely to rise further in the years ahead due both to primary defi-
cits and elevated yields. 

Chart 1: Italy’s government cost of funding and nominal GDP growth  

 
Source: Pictet Wealth Management, AMECO, European Commission, Bloomberg LP, as of 
15.02.2023 

THE NEW GOVERNMENT IS NOT ROCKING THE BOAT 

On 5 August 2022, Moody’s downgraded Italy’s sovereign rating outlook to neg-
ative, opening the door for a downgrade of its rating to high yield (HY) (Moody’s 
assigns a Baa3 rating to Italy, which is one notch above HY). At the time, Moody’s 
primary concern was the derailment of the structural reforms planned in the Na-
tional Recovery and Resilience Plan (NRRP) by a new government following the res-
ignation of Mario Draghi. After some widening around the snap elections, the 
10-year Italian sovereign bond (Buoni del Tesoro Poliennali, BTP) spread against 
the Bund fell again below 200bp, to 186bp (on 16 February, see chart 2), sustained 
both by the relative fiscal rectitude of the new right-wing government and by the 
dissipation of the energy price crunch.  

In mid-December, the EC stated that Italy’s 2023 Draft Budgetary Plan was in line 
with the fiscal stance outlined in the Council recommendations. In addition, last 
November, Italy received EUR21bn (€10 bn in grants and EUR11 bn in loans) under 
the second tranche of National Recovery and Resilience Plan (NRRP) funds, 
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bringing the total funding received so far to almost EUR67 bn. The payment of the 
third instalment of NRRP funds (EUR 19bn) will be made in the coming months.  

The grants and loans available from the EU have enabled Italy to partly spend 
without tapping the bond market. Despite a general government borrowing re-
quirement amounting to EUR54 bn in 2022, Italy’s net issuance of medium- and 
long-term bonds stood at only EUR15.9 bn last year (down from EUR87.2 bn in 
2021), thanks in part to EUR22 bn financed by loans from the European Union. The 
Department of the Treasury foresees about EUR50 bn of net issuance this year. 

Additionally, the improving growth outlook and the recent fall in energy prices 
could further improve the state of the government finances. Finally, recent regional 
elections in Lombardy and Lazio have confirmed centre-right’s dominance. Ahead 
of the May 2024 European elections, there are no other major electoral events, 
so that could mean calm waters on the political front. 

Chart 2: Ten- and two-year Italian sovereign bond 
spreads 

 
Source: Pictet Wealth Management, FactSet, 16.02.2023 
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Chart 3: Amount of Italian sovereign debt held and 
the two-year bond yield 

 
Source: Pictet Wealth Management, DataStream, December 
2022  

REDUCED SHORT-TERM CONCERNS, BUT A STILL CHALLENGING OUTLOOK 

As illustrated by the two-year BTP spread tightening back to historical lows (to 
46bp on 16 February, see chart 2), market participants seem to have much less 
short-term concerns with regard to Italy’s public debt sustainability. This is 
likely also to be the case for ratings agencies. Moody’s next review of Italy on 19 May 
is unlikely to result in a downgrade to HY. If the Italian government stays the course 
on structural reforms and deficit reduction, and if a recession is averted, Moody’s 
could well put Italy’s rating outlook back to stable in H2, reducing the threat of an 
HY rating.  

Nevertheless, despite rays of sunshine, clouds remain on the horizon. For one, the 
European Central Bank (ECB) is on track to hike its policy rate to our 3.5% expected 
level, and it could well maintain it in the coming years. This is likely to push the 
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seven-year BTP yield up from 3.93% (on 16 February), to above the 4.5% thresh-
old we have identified as sensitive for medium-term debt sustainability (see It-
aly government bond update).  

Second, as the ECB embarks on quantitative tightening (QT) in March, it will slowly 
reduce its large footprint in the Italian sovereign bond market (it owns 26% of 
bonds outstanding). It means that a price-insensitive actor will be replaced by 
more sensitive ones. Aside from foreigners (27% share), non-financial residents 
could make a comeback, in particular Italian households. The Italian govern-
ment is exploring ways to incentivise Italian savings into domestic sovereign bonds. 
In the past, the best incentive has been attractive yields (see chart 3). And with a 
share of only 7%, non-financial residents have scope to increase their holdings if 
history is any guide (they owned 53% in 1990). Nevertheless, this will likely re-
quire yields to remain elevated and could also mean much more volatility. 

Considering the improving outlook for Italy, we expect the 10-year BTP spread to 
hover below 200 bps in H1, before increasing slightly towards 220 bps in H2. 
Our expected spread widening later this year is primarily related to our concerns 
that the clouds mentioned above (elevated policy rate and new price-sensitive buy-
ers) could translate into higher Italian sovereign bond yields and that it could 
again spark concerns with regard to debt sustainability. Hence, we remain un-
derweight on euro periphery government bonds overall.   
 

 

https://www.pictet.com/ch/en/insights/italy-government-bond-update
https://www.pictet.com/ch/en/insights/italy-government-bond-update
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not to be used or considered 
as an offer, an invitation to of-
fer or solicitation to buy, sell 
or subscribe for any securities, 

commodities, derivatives, (in 
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and/or the particular needs of 
any recipient of this docu-
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employees thereof) may act 
inconsistently with the infor-
mation and/or opinions pre-
sented in this document. 
The information used to pre-
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Hong Kong  
This document is not directed 
to, or intended for distribu-
tion, publication to or use by, 
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sional investors” within the 
meaning of the Securities and 

Futures Ordinance (Chapter 
571 of the Laws of Hong 
Kong) and any rules made 
thereunder (the “SFO”) or any 
person or entity who is a citi-
zen or resident of or located in 
any locality, state, country or 
other jurisdiction where such 
distribution, publication, 
availability or use would be 
contrary to law or regulation 
or would subject Pictet HK 
Branch and any of its affiliates 
or related corporations to any 
prospectus or registration re-
quirements. If you do not want 
Pictet HK Branch to use your 
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to 
stop doing so without incur-
ring any charge to you. In dis-
tributing investment products 
as agents for third party ser-
vice providers, Pictet HK 
Branch is an agent of the third 
party service provider and the 
product is a product of the 
third party service provider 
but not Pictet HK Branch. In 
respect of an eligible dispute 
(as defined in the Terms of 
Reference for the Financial 
Dispute Resolution Centre in 
relation to the Financial Dis-
pute Resolution Scheme) aris-
ing between Pictet HK Branch 
and you out of the selling pro-
cess or processing of the re-
lated transaction, Pictet HK 
Branch is required to enter 
into a Financial Dispute Reso-
lution Scheme process with 
you; however any dispute over 
the contractual terms of the 
product should be resolved 
between directly the third 
party service provider and 
you. 
Banque Pictet & Cie SA is a 
limited liability company in-
corporated in Switzerland. It is 
an authorized institution 
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.  
Distributor: Pictet Bank & 
Trust Limited, where regis-
tered office is located at Build-
ing 1, Bayside Executive Park, 
West Bay Street & Blake Road, 
Nassau, New Providence, The 
Bahamas. 
The document is not directed 
to, or intended for distribution 
or publication to or use by 
persons who are not Accred-
ited Investors (as defined in 
the Securities Industry Regula-
tions, 2012) and subject to the 
conditions set forth in the Se-
curities Industry Regulations, 
2012 or to any person or entity 
who is a citizen or resident of 
or located in any locality, 
state, country or other juris-
diction where such distribu-
tion, publication, availability 
or use would be contrary to 
law or regulation or would 
subject Pictet Bank & Trust 
Limited to any prospectus or 
registration requirements. Pic-
tet Bank & Trust Limited is in-
corporated in The Bahamas 
with limited liability. It is a 
bank and trust company that 
is licensed in accordance with 
the Banks and Trust Compa-
nies’ Regulation Act and is 
regulated by the Central Bank 
of The Bahamas.  Additionally, 
Pictet Bank & Trust Limited is 
registered with the Securities 
Commission of The Bahamas 
as a Broker Dealer II and is ap-
proved to (i) Deal in Securities 
1.(a) & (c ); (ii) Arrange Deals 
in securities; (iii) Manage Se-
curities; (iv) Advise on Securi-
ties.  
Warning: The content of this 
document has not been re-
viewed by any regulatory au-
thority in The Bahamas.   You 
are, therefore, advised to exer-
cise caution when processing 
the information contained 
herein. If you are in any doubt 
about any of the content of 
this document, you should ob-
tain independent professional 
advice. 


