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EXECUTIVE SUMMARY

After a long contraction, growth is expected to
turn positive in 2015 but remains well below the
EU average and the public debt-to-GDP ratio is
set to increase further. Inflation is projected to
turn negative due to the fall in oil prices.
Unemployment remains historically high and
domestic demand is weak. Increasing global
demand, a lower euro and falling oil prices could
support economic growth in the future. Current
account surplus is expected to strengthen slightly.
The government deficit is set to reach 3 % of GDP
in 2014 and to decrease in 2015 and 2016. Italy's
public debt-to-GDP ratio is expected to peak in
2015 at 133 % of GDP based on the Commission
2015 winter forecast. The current low growth and
inflation outlook pose a challenge to its reduction.

In March 2014, the Commission concluded that
Italy was experiencing excessive macroeconomic
imbalances requiring specific monitoring and
strong policy action. This Country Report assesses
Italy’s economy against the background of the
Commission's Annual Growth Survey which
recommends three main pillars for the EU's
economic and social policy in 2015: investment,
structural reforms, and fiscal responsibility. In line
with the Investment Plan for Europe, it also
explores ways to maximise the impact of public
resources and unlock private investment. Finally, it
assesses Italy in the light of the findings of the
Alert Mechanism Report published on 28
November 2014, in which the Commission found
it useful to examine further the persistence of
imbalances or their unwinding. The main findings
of the in-depth review contained in this Country
Report are:

e Persistently low productivity growth
continues to perpetuate Italy's
macroeconomic imbalances, namely the very
high level of public debt and the weak
external competitiveness. Italy’s real GDP has
fallen to the early 2000s levels, while the euro
area GDP is more than 10 % higher. The poor
performance of total factor productivity
accounts for most of the difference and is at the
root of Italy’s declining competitiveness, while
the low growth weighs on the sustainability of
the public debt. Structural reforms —
implemented and foreseen — should reduce
public debt-to-GDP ratio and improve
competitiveness through their positive impact
on productivity and GDP. Strong commitment

to these reforms is crucial, also in the light of
Italy’s past record marked by important
implementation gaps.

The very high government debt remains a
heavy burden for the Italian economy and a
major source of vulnerability, especially in a
context of protracted weak growth. The
fiscal adjustment and easing in market
conditions have helped avert immediate
sustainability risks. Past pension reforms
should have a beneficial effect in the medium-
to-long-term. However, public debt projections
show that strong growth-friendly consolidation,
sustained nominal growth and ambitious
structural reforms are key to a substantial debt
reduction.

Italy's competitiveness has not improved
yet: sluggish productivity growth continues
to push up unit labour costs, while non-cost
factors remain unfavourable. Italy’s export
competitiveness remains weak. Unit labour
costs have been rising relative to trade partners,
driven by the slow productivity growth. Italy’s
product specialisation and high share of small
firms with a weak competitive position in
international markets further hamper its
competitiveness.

The protracted crisis has exposed the risks
inherent in the Italian banking sector’s close
relationship with the domestic corporate
sector and the sovereign. Corporate non-
performing loan ratio has increased to just over
27 %. Bank credit to corporates continues to
contract, driven by weak demand and tight
supply to SMEs with a high credit risk. Italy
has taken several measures to reform the
banking sector and diversify firms’ funding
sources. The banking sector’s exposure to
domestic government bonds is likely to remain
high, and so its vulnerability to unfavourable
market developments in the Italian sovereign
debt market.

Investment was particularly hard hit during
the crisis aggravating the long-run
deterioration in its quality. Since the crisis,
productive investment in Italy has declined
significantly and it is now 1.5% below the EU
average as a share of GDP. The decline in the



amount of investment is compounded by a
long-term deterioration in its quality.

e The Italian economy’s size makes it a
potentially important source of spillovers to
other Member States while its recovery
depends on propitious external conditions.
The trade, financial and bank funding links
harbour the potential to cause spillovers in
other EU countries. At the same time, external
demand and the inflation environment are
paramount to Italy’s export-led recovery, the
debt-to-GDP reduction effort and to recovering
competitiveness.

The Country Report also analyses other
macroeconomic and structural issues and the main
findings are:

e Weaknesses in public administration and
justice system hamper the quality of the
business environment and reduce the
capacity to implement reforms effectively.
Despite marginal improvements, inefficiencies
in the public administration and justice remain.
According to several national and international
sources, corruption is high.

e Lack of competition in product markets,
infrastructure gaps and low spending on
research on development, particularly in the
business sector, are hampering productivity
growth. Restrictions on competition and
infrastructure bottlenecks in important sectors
of the economy remain present, while a very
high number of inefficient companies owned
by local authorities weigh on the country’s
public finances and economic performance.
Investment in research and innovation is low.

e Labour market participation remains low
and active labour market policies are weak.
The participation of women, although growing,
remains among the lowest in the EU. Youth
unemployment has increased dramatically with
the crisis. Employment services do not match
the supply of labour to demand satisfactorily.

e The Italian education system continues to
suffer from long-standing problems. The
early school-leaving rate is well above the EU

Executive summary

average and school education in Italy produces
mixed results in terms of skills attainment.

e The taxation system hinders economic
efficiency. The tax burden on labour has been
reduced considerably in the past year but
remains high. Tax compliance is low and time-
consuming, posing risks to the level playing
field in the market and to the fairness of burden
sharing.

e Social and regional disparities are growing
wider. Poverty and social exclusion have
greatly increased while the social protection
system is fragmented and fails to address these
challenges properly. The southern regions have
suffered a sharper fall in employment due to
their long-standing structural weaknesses.

Overall, Italy has made some progress in
addressing the 2014 recommendations. A
significant shift of the tax burden away from
labour has been undertaken. The ongoing reform
of the labour market has a potential to address
long-standing rigidities and improve the allocation
of labour resources. Some progress has been made
to improve the education system as well as the
governance and resilience of the banking sector.
Initial steps have been taken to streamline
institutions and administration. A draft law for
competition has been adopted by the government
in February 2015. However, progress has been
much more limited, and sometimes delayed, in
several areas. The spending review is not yet part
of regular budgeting procedures, and the
privatisation programme also incurred delays in
2014. Only limited progress has been made in
addressing  corruption  and infrastructure
bottlenecks.

The Country Report shows the policy challenges
stemming from the analysis of macroeconomic
imbalances. Italy's main challenges regard growth-
friendly  fiscal ~ consolidation  and  the
implementation of structural reforms to improve
productivity growth. Other challenges concern
infrastructure bottlenecks, the efficiency of the tax
system and the efficiency of the public
administration, including justice.



1.

Macroeconomic developments

Italy’s real GDP is back to levels seen at the
start of this century, given also the sluggish
productivity performance. This stands in sharp
contrast with the euro area GDP, which is more
than 10 % higher than its early 2000 levels.
Breaking down Italy’s GDP growth between 2001
and 2013, the poor performance of total factor
productivity (TFP) accounts for most of the
difference (Graph 1.1), whereas the contributions
of the other components have been broadly in line
with those in the euro area. As the crisis hit, not
only did Italy’s GDP contract significantly more
than the euro area average, but Italy’s potential
output also declined. An ageing population and
weak labour market participation have also
contributed negatively to potential growth. In
addition, the needed government’s fiscal
consolidation effort combined with private sector
deleveraging has had a detrimental impact on
capital accumulation.

Graph 1.1:  Growth accounting, 2001-13
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The Italian economy is still struggling to come
out of recession. In the first three quarters of
2014, the Italian economy underperformed the
euro area and it contracted further by 0.4 % year-
on-year. While private consumption has been
stabilising since mid-2013, the saving rate has
increased as waning inflation and new income
support measures sustain real disposable income.
Investment — both in equipment and construction —

SCENE SETTER: ECONOMIC SITUATION AND OUTLOOK

contracted substantially over the course of the first
nine months of 2014, reflecting uncertain demand
prospects as well as tight financing conditions.
Exports have continued to sustain GDP growth,
albeit only moderately (Graph 1.2).

Graph 1.2:  GDP and its components
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Financing conditions remain tight, although
they gradually loosened over the course of 2014.
Following completion of the Single Supervisory
Mechanism’s comprehensive assessment of euro
area banks, overall credit supply tightness has
decreased. Bank lending to Italy’s corporate sector,
and small firms in particular, continued to contract
by 2.3 % year-on-year in December 2014, but the
contraction has slowed in recent months. However,
small firms continue to face funding constraints
due to high risk premiums. Credit demand remains
weak due to subdued investment prospects related
to economic uncertainty and spare capacity, firms’
need to deleverage, and increased bond issuance
by medium-sized and large firms (see Section 2.3).
The cost of credit has been declining further for
both households and firms, driven by lower policy
rates. However, the very low inflation rate implies
high real interest rates, and Italy’s financing cost
(both for the sovereign and the real economy)
remains above the euro area average.

Looking ahead, external demand is expected to
trigger a slow and gradual recovery. According
to preliminary estimates, real GDP stabilised in the
final quarter of 2014. While the value added in the



service sector increased, it decreased in
manufacturing and agriculture. Overall, the
Commission 2015 winter forecast projects a
contraction of GDP by 0.5 % in 2014 and a
gradual recovery in 2015 and 2016. Real GDP is
forecast to expand by 0.6 % in 2015, supported by
exports and only moderate improvements in
domestic demand. The recovery is projected to
strengthen in 2016 as financing conditions
normalise and external demand reinforces
triggering an increase in investments.

Italy’s current account surplus has further
increased, mirroring public and private sector
deleveraging. On the external side, the 12-month
cumulative balance recorded a surplus of EUR
29.6 billion (1.8 % of GDP) in December 2014,
almost double the EUR 15.2 billion surplus
recorded one year before. The ongoing correction
in Italy’s current account is driven by the further
improvement of the trade balance (see Section
2.2), which in turn is caused by an expanding non-
energy goods surplus (%) in combination with a
shrinking energy goods deficit due also to falling
oil prices. From a savings-investment point of
view, the trend in Italy’s current account is
primarily due to a contraction in investment on
account of deleveraging by the public and private
sectors (the corporate sector turned into a net
lender in 2012), while households are restoring
their savings.

() EU sanctions on Russia impacted negatively on Italy’s
trade: exports to Russia declined by 11.6 % in 2014 year-
on-year. However, they account for less than 3 % of total
exports.

Graph 1.3:  Evolution and breakdown of Italy’s net
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Italy has turned into a net lender to the rest of
the world, but its net international investment
position has slightly deteriorated. The recovery
in foreign net portfolio investment in Italy seen
since mid-2012 continued and was mirrored by a
downward trend in foreign net other investment
related to the gradual decline in reliance on
Eurosystem liquidity. In the second half of 2014
however, this trend was interrupted by the reduced
government bond issuance due to the Treasury’s
strong liquidity position, and by Italian banks’
participation in the Eurosystem’s targeted long-
term refinancing operations. Although overall Italy
has become a net lender to the rest of the world, its
net international liabilities increased somewhat in
2014 as a result of net negative valuation
adjustments related to the substantial decline in
risk premiums on its own debt instruments. At
around 30 % of GDP in 2014, Italy’s negative net
international investment position does not pose
sustainability concerns, but the bias in its
composition towards interest-bearing debt -
reflected in the higher net external debt level —
remains a vulnerability (Graph 1.3).



Graph 1.4:  Real gross fixed capital formation, index
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Since the crisis, productive investment in Italy
has declined significantly and by more than the
euro area average. As a share of GDP, investment
fell from 21.6 % in 2007 to 17.8 % in 2013, 1.5
percentage points below the EU average (19.3 %).
As shown in Graph 1.4, following a period of
subdued growth, the non-residential component of
investment was the hardest hit, reaching a level in
2013 that was 15 % below that in 2000 in real
terms. Investment also continued to fall in the first
nine months of 2014 (by 2.2 % in real terms year-
on-year), particularly in construction (-3.4 %), but
also in machinery and equipment (-1.7 %).

The fall was common to both public and
privateinvestments. In nominal terms, investment
by the government sector fell by 18 % over the
2008-13 period, with its share of GDP declining
from 2.9 % in 2007 to 2.4 % in 2013. Investment
by the corporate sector fell by nearly as much and
accounted for 9.5 % of GDP in 2013, down from
11.3 % in 2007. Investment by the household
sector and non-profit sector serving households
was also affected, although to a lesser extent, with
a share of GDP of 6 % in 2013 (-1.3 percentage
point from 2007).

Graph 1.5:  Real net capital stock, million Euros
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The persistent fall in investment is hindering
Italy's future prospects The fall in investment
was particularly marked in the manufacturing
sector, leading to a significant depletion of net
capital stock in this sector of the economy. The
insufficient  capital accumulation ultimately
hampers Italy's potential output (Graph 1.5).

The decline in the amount of investment is
compounded by a long-term deterioration in its
quality. The marginal efficiency of capital — a
proxy for the impact of investment on growth —
has been dropping since the early 1990s and has
been consistently below the euro area average.
While capital deepening continued to have a
positive impact on labour productivity, the
observed accumulation pattern did not lead to
rapid technological change and total factor
productivity growth (Graph 1.1). This may reflect
a limited ability of the economy to reallocate
resources to more productive firms and sectors.



Graph 1.6:  HICP inflation and components Graph 1.7:  ltaly’s inflation-linked swap rates
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HICP inflation has been falling since mid-2012,
driven by sluggish domestic demand and falling
oil prices. HICP inflation averaged 0.2 % in 2014,
less than in the euro area. The price adjustment has
been substantial, particularly considering that
inflation in Italy had been above the euro area
average since the creation of the Economic and
Monetary Union. In fact, since the end of 2012,
inflation has been steadily declining driven down
by the appreciation of the euro and lower import
prices, in particular for energy products (Graph
1.6). The sluggish domestic demand contributed to
the decline in core inflation. Towards the end of
2014, the significant slump in oil prices pushed
down HICP inflation to extremely low levels
which turned negative in December 2014 and
January 2015.

Inflation is expected to be slightly negative in
2015. According to the Commission 2015 winter
forecast, the fall in oil prices is expected to feed
quickly into the energy component of HICP
inflation. This is projected to be negative on
average over the year and to increase very
gradually afterwards as economic prospects
improve and oil price rise marginally. The increase
in Italy’s VAT rate by 2 percentage points as of
January 2016, enshrined in the 2015 Stability Law,
is set to increase HICP inflation in 2016 to 1.5 %.
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The expansionary monetary stance reduces the
risk of a deflationary spiral. Inflation
expectations, measured in terms of inflation-linked
swap rates, have been declining (Graph 1.7). The
current context of i) the zero-lower bound on
official interest rates in the euro area, ii) very low
inflation and iii) high unemployment have
heightened the risks of medium-term inflation
expectations deviating substantially from the ECB
target and of second round effects of the lower oil
price on other prices and wages. However, the
measures recently announced by the ECB (see
footnote 44) are set to reduce substantially these
risks and ultimately avoid a deflationary spiral.

Employment has broadly stabilised. Following
significant labour shedding in 2012 and 2013,
headcount employment has broadly stabilised over
the course of 2014 (Graph 1.8). Another signal that
most of the labour adjustment has already occurred
comes from the slight reduction in the number of
wage supplementation hours (Cassa Integrazione
Guadagni) (%), as Graph 1.9 shows. Moreover, in
the third quarter of 2014, the total number of hours
worked returned to growth compared with the
previous quarter driven by the manufacturing and
private services sectors.

(3 Cassa Integrazione Guadagni is a scheme whereby
employees temporarily suspend or reduce their activity in
exchange of an income support.



Graph 1.8:  Headcount employment and unemployment
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Graph 1.9:  Wage supplementation schemes, million of

hours authorised

1200

1000

800

600

400

200

S
——

2005 2007 2009 2011 2013 14

e Ordinary Extraordinary
e Under-waiver Total

(1) Ordinary wage supplementation scheme (CIGO) is a
short-term working scheme granted to firms to avoid labour
shedding during period of temporary shortfalls of sales. The
special wage supplementation scheme (CIGS) is granted
to restructuring firms or those initiating a bankruptcy
procedure. The under-waiver component of CIG is for
employees excluded from CIGO or CIGS.

Source: INPS

The unemployment rate has reached
historically high levels as more people joined
the labour force. The unemployment rate
increased to the historically high level of 12.8 % in
2014 from 12.2 % in 2013, driven almost entirely
by the growth in the participation rate (See also

Section 3.3 and Section 3.5). Women contributed
most to the increase in the labour force, possibly
because household economic needs became more
pressing. The Commission 2015 winter forecast
projects the unemployment rate to remain above
12 % over 2015-16 due to the ample room for a
recovery of hours worked and more people joining
the labour force as economic prospects improve.
As shown in Graph 1.9, the high use of the
extraordinary wage supplementation scheme
(CIGS) points to the risk of unemployment rising
further, inasmuch as the 2012 and 2014 labour
market reforms aim at limiting the use of this wage
supplementation scheme to allow for labour
reallocation (see Section 2.2). This would result in
workers previously eligible for the scheme to
become unemployed. Still, the recent measures
taken to support job creation (°) may foster new
hirings and therefore provide an upside risk to the
forecast central scenario.

Long-term unemployment has been rising with
potentially damaging effects on job finding
rates and labour market matching. Persistently
low job finding rates due to a weak demand for
labour have resulted in rising long-term
unemployment, which reached 63.1 % of
unemployment in third quarter of 2014 (7.4 % of
active population). In that quarter, almost 2 million
people had been jobless for more than a year —
most of them for between 18 and 47 months
(Graph  1.10). Despite the increase in
unemployment duration does not yet point clearly
to a deterioration of matching efficiency (%),
prolonged cyclical weakness and lingering
unemployment may turn a temporary increase in
unemployment into a structural problem,
especially if the long-term unemployed get
discouraged and reduce job search intensity. The
proportion of the young population that has
experienced spells of unemployment longer than
12 months increased from about 38 % in 2008 to

() The reduction of the labour tax wedge as well as the fiscal
incentives to support the new permanent contract.

(*) Rosolia, A., 'The Italian labor market after the Great crisis'
in 'Gli effetti della crisi sul potenziale produttivo e sulla
spesa delle famiglie’, Bank of Italy — Workshops and
Conferences, No.18, 2014. The paper shows that matching
efficiency temporarily deteriorated between 2011 and
2012. From late 2013, it returned toward its pre-crisis
averages suggesting that the low job finding rate was
related to weak labour demand rather than a mismatch
between labour supply and demand.



60.6 % in third quarter of 2014. (See also Section
3.3).

Graph 1.10:  Unemployment by duration, (thousands)
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Poverty and social exclusion continued to grow.
Between 2008 and 2013, there has been an
increase by 2 227 000 of people at risk of poverty
and social exclusion (+14.7 percentage points).
Children have been those characterised by the
highest risk. Hence, Italy faces serious social
challenges in this respect (see Section 3.3).

Public finance developments

The government deficit is expected to be 3 % of
GDP in 2014 and 2.6 % in 2015, with overall no
further improvement in the structural balance
over these two years. The deficit is anticipated to
have remained within the 3 % of GDP Treaty
threshold in 2014, implying a marginal
deterioration from the 2.8 % recorded in 2013.
Overall, primary expenditure is expected to have
increased by around 1 % in nominal terms year-on-
year despite the significant increase of around 3 %
in social spending due to the tax credit of 80 EUR
per month since May 2014 to employees with low
or medium income. Despite the flat nominal GDP,
revenues increased slightly mainly thanks to higher
VAT and property taxation intakes. Lower yields
reduced the debt service bill by more than 0.1
percentage point of GDP. The 2015 Stability Law
projects a reduction of the headline deficit to 2.6 %
of GDP. The Commission Winter 2015 forecast is
in line with this projection. Thanks to the planned

savings (especially at local level) and the extension
of the public sector wage freeze in force since
2010, nominal primary expenditure is forecast to
record only a mild increase. Revenues are forecast
to grow at broadly the same pace as nominal GDP,
as the enacted cut in the labour tax wedge is
largely compensated by measures to improve VAT
collection (reverse charge and split payment for
the public sector) and by the expected pick up in
the corporate income tax after the fall recorded in
2014. The Commission forecast also factors in a
further reduction in interest expenditure (-0.4
percentage point of GDP) thanks to the significant
drop in yields over recent months. The structural
balance is forecast to remain broadly stable over
2014-2015, with a small deterioration in 2014
followed by a similarly small improvement in
2015. Negative economic conditions, with an
estimated negative potential growth and very low
inflation, make more difficult the needed
adjustment towards a balanced budgetary position
in structural terms (i.e. Italy’s Medium Term
Objective).

The government debt-to-GDP ratio is still
increasing. Negative economic conditions re also
weighing on debt developments through their
impact on the primary surplus and an unfavourable
denominator effect, which are only partially
compensated by lower interest expenditure (see
Section 2.1). In 2014, the debt-to-GDP ratio is
expected to have risen to around 132 % (from
127.9 % in 2013). This was also due to the
ongoing settlement of trade debt arrears, further
support to euro area programme countries, and a
new increase in the Treasury’s liquidity buffer.
The debt-to-GDP ratio is projected to increase
again in 2015, to around 133 % of GDP, despite
some privatisation proceeds incorporated in the
forecast (0.5 % of GDP) and the expected
reduction in the Treasury’s liquidity buffer. In
2016, the higher nominal GDP growth and primary
surplus (forecast on a no-policy change basis) is
expected to allow for a small reduction in the debt
ratio.



Box 1.1: Economic surveillance process

The Commission’s Annual Growth Survey, adopted in November 2014, started the 2015 European
Semester, proposing that the EU pursue an integrated approach to economic policy built around three
main pillars: boosting investment, accelerating structural reforms and pursuing responsible growth-
friendly fiscal consolidation. The Annual Growth Survey also presented the process of streamlining the
European Semester to increase the effectiveness of economic policy coordination at the EU level
through greater accountability and by encouraging greater ownership by all actors.

In line with streamlining efforts this Country Report includes an In-Depth Review — as per Article 5
of Regulation no. 1176/2011 — to determine whether macroeconomic imbalances still exist, as
announced in the Commission’s Alert Mechanism Report published on November 2014,

Based on the 2014 In-Depth Review for Italy published in March 2014, the Commission concluded
that Italy was experiencing excessive macroeconomic imbalances, requiring specific monitoring and
strong policy action, in particular, the very high level of public debt and the weak external
competitiveness, both ultimately rooted in the protracted sluggish productivity growth.

This Country Report includes an assessment of progress towards the implementation of the 2014
Country-Specific Recommendations adopted by the Council in July 2014. The Country-Specific
Recommendations for Italy concerned public finances, taxation, public administration, access to
finance, labour market, education, market opening and business environment, and infrastructure.

Table 1.1: MIP scoreboard indicators
Thresholds 2008 2009 2010 2011 2012 2013
Current Account 3 year average -4%/6% -1.9 -2.1 -2.7 -2.8 -2.3 -0.9
Balance (% of GDP) p.m.: level year - -2.8 -1.9 -35 -3.1 -0.5 1.0
Net international investment position (% of GDP) -35% -24.7 -26.1 -24.7 -23.4 -28.6 -30.7
External imbalances Real effective exchange | % change (3 vears) +5% & +11% 18 3.6 -1.9 -3.3 -6.2 0.0
and competitiveness rate (REER)
(42 industrial countries - | p.m.: % y-o-y change - 1.4 1.2 -4.5 0.0 -1.9 1.9
HICP deflator)
% change (5 years) -6% -17.2 -18.5 -19.8 -19.6 -24.8 -18.4
Export Market shares | '+ 94 y-o-y change - 66  -42 -89  -29  -49 13
Nominal unit labour % change (3 years) 9% & 12% 85 111 8.9 5.2 2.7 4.1
costs (ULC) p.m.: % y-o-y change - 42 4.6 -0.1 0.7 2.1 1.3
Deflated House Prices (% y-o-y change) 6% -0.5 -0.1 -2.2b -2.1p -5.4p -6.9p
Private Sector Credit Flow as % of GDP, consolidated 14% 6.5 15 4.4 2.8 -0.9 -3.0
Private Sector Debt as % of GDP, consolidated 133% 113.7 120.1 121.2 120.4 120.8 118.8
Internal imbalances ™ General Government Sector Debt as % of GDP 60% 1023 1125 1153 1164 1222 1279
3-year average 10% 6.5 6.9 7.6 8.2 9.2 10.4
Unemployment Rate
p.m.: level year - 6.7 7.8 8.4 8.4 10.7 12.2
Total Financial Sector Liabilities (% y-o-y change) 16.5% -2.3 55 3.3 3.2 7.4 -0.7

Flags: b: break in time series. p: provisional.
Note: Figures highlighted are the ones falling outside the threshold established by EC Alert Mechanism Report. For REER and
ULC, the first threshold concerns Euro Area Member Stafes. (1) Figures in italic are according fo the old standards
(ESA95/BPMS). (2) Export market shares data: the total world export is based on the 5th edition of the Balance of Payments

Manual (BPMS3).

Source: European Commission




Table 1.2:

Key economic, financial and social indicators - Italy

Forecast
2008 2009 2010 2011 2012 2013 " 2014 2015 2016

Real GDP (y-o0-y) -1.0 -5.5 17 0.6 -2.3 -1.9 -0.5 0.6 13
Private consumption (y-o-y) -1.1 -1.6 1.2 0.0 -4.0 -2.8 0.3 0.5 0.5
Public consumption (y-0-y) 1.0 0.4 0.6 -1.8 -15 -0.7 -0.7 -0.5 0.7
Gross fixed capital formation (y-0-y) -3.1 -9.9 -0.5 -1.9 -7.4 -5.4 -2.6 1.0 41
Exports of goods and services (y-0-y) -3.1 -18.1 118 5.2 2.0 0.6 13 34 42
Imports of goods and services (y-o-y) -3.7 -12.9 12.4 0.5 -8.0 -2.7 0.3 2.6 4.6
Output gap 12 -4.0 -2.1 -1.7 -3.0 -4.3 -4.3 -3.5 -2.1
Contribution to GDP growth:

Domestic demand (y-o0-y) -1.1 -3.0 0.8 -0.8 -4.2 -2.9 -0.4 0.4 11

Inventories (y-o-y) -0.1 -1.2 1.2 0.2 -0.9 0.0 -0.4 -0.1 0.1

Net exports (y-0-y) 0.2 -1.3 -0.2 1.2 2.8 0.9 0.3 0.3 0.1
Current account balance (% of GDP), balance of payments -2.8 -1.9 -35 -31 -0.5 1.0
Trade balance (% of GDP), balance of payments -0.8 -0.6 -1.9 -15 0.9 2.4 . . .
Terms of trade of goods and services (y-0-y) -2.1 6.3 -4.0 -2.6 -1.4 18 21 18 -0.5
Net international investment position (% of GDP) -247 -261 -247 -234 -286 -30.7
Net external debt (% of GDP) 40.7* 453* 51.9* 50.3* 56.6* .
Gross external debt (% of GDP) 103.58 112.86 114.05 1114 1183 118.0
Export performance vs advanced countries (% change over 5 years) -6.4 -109  -124  -119 -169 -126
Export market share, goods and services (%) 33 31 2.8 2.8 2.6 2.7
$avmgs rate of households (net saving as percentage of net disposable 76 6.8 3.9 35 29 42
income)
Private credit flow, consolidated, (% of GDP) 6.5 15 4.4 2.9 -0.9 -3.0
Private sector debt, consolidated (% of GDP) 1138 1201 1212 1204 1208 1188
Deflated house price index (y-0-y) -0.4 -0.4 -2.2 -2.0 -5.4 -7.0
Residential investment (% of GDP) 5.8 5.6 5.6 53 51 4.8
Total financial sector liabilities, non-consolidated (y-o-y) -9.2 55 35 -04 5.8 0.2
Tier 1 ratio*
Overall solvency ratio®
Gross total doubtful and non-performing loans (% of total debt instruments
and total loans and advances)?
Change in employment (number of people, y-o-y) 0.2 -1.8 -0.7 0.2 -0.2 -2.0 -0.3 0.3 0.5
Unemployment rate 6.7 7.8 8.4 8.4 10.7 12.2 12.8 12.8 12.6
Long-term unemployment rate (% of active population) 31 35 4.1 4.4 5.7 6.9
Youth unemployment rate (% of active population in the same age group) 213 254 27.8 29.1 35.3 40.0
Activity rate (15-64 year-olds) 63.0 62.4 62.2 62.2 63.7 63.5
Young people not in employment, education or training (%) 16.6 17.7 19.1 19.8 211 22.2
People at risk of poverty or social exclusion (% of total population) 253 24.7 245 28.2 29.9 28.4
At-risk-of-poverty rate (% of total population) 18.7 184 18.2 19.6 19.4 19.1 .
Severe material deprivation rate (% of total population) 75 7.0 6.9 11.2 145 124 11.4
Number of p?ople living in households with very low work-intensity (% of 08 8.8 102 104 103 11.0
total population aged below 60)
GDP deflator (y-o0-y) 25 2.0 0.3 15 16 14 05 0.4 11
Harmonised index of consumer prices (HICP) (y-0-y) 35 0.8 1.6 29 33 13 0.2 -0.3 15
Nominal compensation per employee (y-0-y) 3.7 22 2.7 11 0.9 1.2 0.8 0.5 0.6
Labour productivity (real, person employed, y-0-y) -1.3 -3.9 2.4 0.3 -2.1 0.0 . . .
Unit labour costs (ULC) (whole economy, y-0-y) 43 5.2 0.1 0.7 2.3 14 14 0.3 -0.1
Real unit labour costs (y-o-y) 18 3.2 -0.2 -0.8 0.6 0.0 0.9 -0.1 -1.2
REER? (ULC, y-0-y) 23 24 28 04  -19 30 09 32 -10
REER® (HICP, y-0-y) 04 11 -5.3 -0.6 -1.3 1.6 17 -0.3 -0.5
General government balance (% of GDP) -2.7 -5.3 -4.2 -35 -3.0 -2.8 -3.0 -2.6 -2.0
Structural budget balance (% of GDP) . . -3.3 -3.2 -1.5 -0.8 -0.9 -0.6 -0.8
General government gross debt (% of GDP) 102.3 1125 1153 1164 1222 1279 1319 1330 1319

1 Domestic banking groups and stand-alone banks.

2 Domestic banking groups and stand-alone banks, foreign-controlled (EU and non-EU) subsidiaries and branches.

3 Real effective exchange rate
* Indicates BPM5 and/or ESA95
Source: European Commission, 2015 winter forecast; ECB




2 «  IMBALANCES, RISKS, AND ADJUSTMENT






2.1. HIGH PUBLIC INDEBTEDNESS

Overview and frends

High public debt is a major source of
vulnerability for the Italian economy and, given
its large size, it is considered of primary
importance for world markets. Italy’s public
debt holds back growth through the high present
and expected level of taxation needed to service it,
the high interest bill limiting the room for
productive public expenditure and the constrained
ability to respond to economic shocks. Conversely,
slow growth keeps the indebtedness level high.
Furthermore, the large stock of public debt implies
substantial refinancing risk and makes the country
vulnerable to sudden rises in sovereign yields and
financial market volatility in periods of increased
risk aversion. Risks to the financial and economic
stability of the euro area and beyond (spillovers)
are considerable due to the variety of institutions
and investors holding Italian sovereign securities
across the world (°) (see Section 2.4 on spillovers).

Since Italy joined the euro, lower interest rates
and growth dividends have not been sufficiently
earmarked to public debt reduction.
Indebtedness decreased only by 11 percentage
points from 111 % GDP in 1998 to 100 % in 2007
and then ballooned to 132 % in 2014 despite
strong fiscal consolidation undertaken in response
to sovereign debt market turmoil. Italy’s general
government debt-to-GDP ratio is now expected to
peak at around 133 % in 2015, and decline slightly
in 2016 thanks to the higher primary surplus and
nominal GDP growth. In addition, pension
reforms, once fully implemented will have a
beneficial effect on the medium-to-long term
sustainability of public finances.

More recently, negative growth and low
inflation are key factors explaining the increase
in the debt-to-GDP ratio, while the fiscal stance
and the composition of the consolidation have
kept the evolution of the nominal debt in check.
The nominal debt level at the end of 2014 was
lower than planned, thanks also to low interest
expenditure and the fact that part of the resources
earmarked for the settlement of trade debt arrears

(®) See R. C. Merton, ‘Measuring the Connectedness of the
Financial System: Implications for Risk Management’,
Asian Development Review 31(1), Cambridge, MA: MIT
Press, 2014, pp. 186-210.

was not necessary. Indeed, financing costs hit an
all-time low (see Graph 2.1.1).

Graph 2.1.1: Italy — medium and long-term sovereign
debt average yield at issuance ( %)
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Despite the large decline in Italy’s sovereign
risk premium in recent months, low inflation
raises the real implicit interest rate on
outstanding  government  debt, thereby
worsening debt dynamics. Indeed, despite
decreasing nominal interest rates, the implicit cost
of servicing debt increases in the short term
because this lower cost of financing is reflected in
the outstanding debt stock only gradually (given
the maturity of the Italian debt and the roll-over
period). This entails that the debt-increasing
impact of the implicit real cost of debt (i.e. net of
the impact of inflation) rises from around 3% of
GDP over 2011-2013 to around 4 % foreseen over
2014-2015. This more than offsets the debt-
reducing effect of the positive primary surplus
(1.8% of GDP over 2011-2013). In addition, low
inflation expectations would weigh on the real cost
of financing for the economy, worsening growth
prospects in turn. To illustrate the importance of
the risk of deviation of medium-term inflation
expectations from the 2 per cent target for price
stability, it is worth noting that a 1 percentage
point decrease in inflation per year over the 2014-
17 baseline would mechanically increase debt-to-
GDP ratio by about 5 percentage points at the end
of the forecast period, other things being equal. ()
At the same time, price-competitiveness
adjustment requires Italy to run inflation at below

(®) This estimate only considers the ‘mechanical’ denominator
impact of a higher/lower nominal GDP. In the short term, a
higher/lower inflation would also translate in a
lower/higher deficit, via tax revenue (the impact on
expenditure being limited); in the medium term the overall
impact may be close to zero as inflation will increasingly
affect expenditure.



the euro area average. Counteracting the impact of
possibly lower inflation on debt ratios would
require even lower interest rates and further
improving the primary balance in a growth-
friendly manner (e.g. by focusing cuts on
government consumption, limiting tax hikes and
preserving productive investment, as well as
spending on education and research and
development). The debt-to-GDP ratio has also
increased because of low or negative GDP growth
(1.5 % of GDP over 2011-13). This trend should
be reversed as growth becomes positive again,
while the primary surplus also contributes to debt
reduction. A fiscal framework supported by the on-
going spending review, expenditure rationalisation
programmes and the action of the newly-created
Parliamentary Budget Office, should be conducive
to an appropriate multiannual fiscal stance, and
thus help put public debt on a downward path (see
Section 3.1 for further details). Regarding the
impact of monetary policy, the European Central
Bank purchase programme of sovereign debt
announced on 22 January 2015 will cover a wide
range of medium to long-term maturities, thus
supporting the lengthening of debt maturity, while
reducing the risk deviation of medium-term
inflation expectations from the 2 per cent target for
price stability.

Against this challenging background, Italy’s
public debt management office continues to
deliver in terms of risk management and
anchoring of market expectations. The average
maturity of public market debt currently stands at
6.4 years (against 7 years back in 2011) and given
the currently large liquidity buffer and relatively
smooth redemption profile, the refinancing risk
remains rather low. Auctions are usually met with
high demand, as the successful issuance in mid-
January 2015 of EUR 6.5 billion 30-year bonds at
an average yield of 3.29 % shows. The investor
base is very stable, with about 60 % of government
securities held domestically, a third of which by
Italian banks (seesection 2.3). Demand is solid in a
number of market segments and international
investors are increasing their exposure. Market
conditions allowing, some issuances are also
planned in 2015 on the dollar market.

The privatisation programme of some state-
owned enterprises and the sale of public real
estate is set to contribute to the debt-reduction
effort. While there have been some delays in

implementation, the privatisation programme is set
to accelerate in 2015 and to generate proceeds
amounting to 0.7 % of GDP per year over the
period 2015-17. More precisely, this year should
see the privatisations of Poste Italiane (up to 40
%), ENAV (up to 49 %) and Ferrovie dello Stato,
through initial public offerings as well as the sale
of Grandi Stazioni. Administrative procedures for
dismissals, privatisations and valorisation of public
real estate have been accelerated. Invimit and
Cassa Depositi e Prestiti, both state-owned, are
involved in the valorisation and sale of unused
public real-estate assets. Sale of local real-estate
assets generated proceeds of some EUR 600
million in 2014. Until 2017, yearly proceeds of
around EUR 1 billion from the sale of real estate
assets of local governments and of the Ministry of
Defence are to be expected. These funds can then
be directed to the Sinking Fund for the
Redemption of Debt Securities to buy back public
debt, though with no significant impact expected,
given current figures.

Assessing ltaly’s debt sustainability

Bearing in mind that there is no fixed threshold
for debt sustainability, a number of criteria
should be considered for its analysis. Italy’s
scoreboard on variables relevant for debt
sustainability shows a mixed picture. The high
level of indebtedness and the large financing needs
of the country exert upward pressures on the
refinancing costs and the roll-over risk. But on
external debt, the current account and the net
international investment position, which are also
very relevant for investors, Italy has a relatively
good record and stands out against south European
countries with a negative net international
investment position of only 30 % GDP as of end-
2014. One should, however, bear in mind that this
does not make Italy immune to a reversal of
foreign capital inflows as experienced in mid-
2011. From this perspective the larger share of
domestic creditors (about 60 % for Treasury
bonds) can also be seen as a shelter from volatility
in international market sentiment.

There are three channels through which a
decrease in public debt over GDP can be
achieved: higher GDP growth, lower interest
rates on government debt and a higher primary
surplus. A country’s public debt is generally
considered sustainable if, as a percentage of GDP,



Graph 2.1.2: Italy — Gross debt-to-GDP
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it declines over the medium term under plausible
macroeconomic assumptions. A debt sustainability
analysis for Italy is presented in what follows. (7)
Debt projection results are presented under
alternative scenarios, aimed at assessing the
possible future evolution of debt under different
macroeconomic conditions.

Baseline debt projections presented below are
based on European Commission forecasts (%) and
the assumption of no fiscal policy change beyond
the forecast period (after 2016). Debt projections
are additionally presented under an alternative
scenario reflecting the macro-fiscal context
reported in Italy’s 2015 Draft Budgetary Plan. (°)
The government structural primary balance is kept
at 3.5 % - 3.7 % of GDP beyond 2016 for the two
scenarios respectively. Under this condition, the
Italian public debt is put on a decreasing path, as
shown in Graph 2.1.2.

() The debt sustainability analysis presented here is based on
the European Commission's Debt Sustainability Monitor
model (for more details, see ‘Assessing Public Debt
Sustainability in EU Member States: A Guide’, European
Economy Occasional Paper No. 200, September 2014.).

() Long-run convergence assumptions covering real interest
rate, GDP growth rate and inflation are used, in line with
what agreed with the Economic Policy Committee.

(®) This Draft Budgetary Plan or DBP scenario is also based
on the assumption of no fiscal policy change beyond the
programme horizon.

Additional scenarios provide an assessment of
the impact that changes in the macro-fiscal
context would have on projected public debt
dynamics. Given the persistently disappointing
growth performance of the Italian economy over
the seven-year long crisis, a scenario (scenario 3 in
Graph 2.1.2) is run to capture risks from lower
GDP growth and inflation. Under this scenario, the
indebtedness level would peak in 2017 at 136.4 %
GDP and then stay broadly flat over the remaining
projection  period. Investor confidence s
underpinned both by fiscal performance and
macroeconomic prospects. In a protracted low-
growth, low-inflation environment, an increase in
sovereign yields, especially for countries with high
indebtedness ratios, could take place. An
alternative debt projection scenario (scenario 4) is
therefore run in which lower growth and inflation
are combined with an increase in sovereign bond
yields (an increase by 2 percentage points phased
in over 2015-17, followed by a gradual return to
baseline assumptions on the interest rate). Under
this scenario, the increased debt service would lead
to a debt-to-GDP level that keeps increasing,
reaching almost 143 % of GDP in 2025. Assuming
a persistent accommodative monetary policy
response to low growth and inflation, the interest
rate on government debt would be brought down.
This is represented in scenario 5 (where a gradual
and permanent 1 percentage point decrease in the
interest rate is assumed). In this case, public debt
over GDP would again be slightly decreasing after
2017. Finally, in a context of low growth and low



inflation, it would be more difficult to pursue rapid
fiscal consolidation. Scenario 6 shows the impact
that this would have on debt dynamics. Fiscal
fatigue in the form of a 1 percentage point
decrease in the structural primary balance would
lead the debt-to-GDP ratio to rise rapidly, reaching
148 % in 2025.



Box 2.1.1: Impact of fiscal consolidation and structural reforms on public debt

DSGE simulations (using QUEST) allow carrying out an impact assessment on debt of fiscal and structural
policies, in a dynamic way (Y). The interactions between policy and macroeconomic variables are indeed
embedded into the model. Simulations combining and macroeconomic shocks with different fiscal-structural
policies show the latter’s potential impact on debt-to-GDP. The elements of the simulations are detailed
individually below before assessing their combined effects.

Macroeconomic risks: below-target inflation and financial market pressures

Two macroeconomic risks are considered. First, the risk of very low inflation, decoupled from the euro-area
average. This is modelled by a negative demand shock which confines inflation in Italy to 1 % for the first two
years of the simulation period, the baseline level for the rest of the euro area being 2 %. The second risk is that
of financial market turmoil that translates into a protracted period of higher sovereign spreads (meaning higher
borrowing costs for the government). Currently the implicit interest rate on debt is 3.6 %, while the sovereign
interest bill stands at some 5 % of GDP. This financial market risk is modelled by a shock that increases by 2 %
the effective government interest rates and which is phased out once it has gone over the whole debt stock
(assuming a 6-year average maturity).

Fiscal stance: increase or reduction of the primary surplus by 1 % of GDP

As fiscal consolidation is of primary importance to put public indebtedness on a downward path, the impact of
an increase or reduction by 1 percentage point of the primary surplus is considered. In light of the recent tax cuts
and spending review, consolidation is assumed to be implemented in a growth-friendly way (%), opting for
expenditure cuts rather than tax increases.

Structural policies: tax shift, simplification, deregulation, and labour market reforms

Structural reforms affect economic activity and, through the related denominator and tax-base effects, debt
dynamics. These policies usually generate negative (nominal) GDP effects in a first phase, as prices decline,
before yielding positive growth benefits in the medium term. Some of the main reforms fully legislated in Italy
in 2013-14 are considered here:

-Tax shift: while the VAT rate has already been raised in 2013, 2014 saw the enactment of three reforms to
shift the tax burden away from productive factors: (i) the cut in IRAP (regional corporate income tax) through
the deduction of labour component from the tax base, (ii) the IRPEF (labour income tax) reduction for low-
income earners or € 80 bonus, (iii) the strengthening of ACE (aid to economic growth measures) leading to a
deduction of notional cost of equity from the corporate income tax base. The quantification of the impact and
financing of these measures are translated by negative shocks on the implicit tax rates on labour (-1.5 p.p.) and
capital (-0.2 p.p.).

-Administrative simplification: several measures have been taken to simplify the administrative framework for
citizens and business in 2012-14. To capture their effect, overhead labour costs are reduced by 3%. Reductions
are phased in for a full effect within 3-4 years.

() In the model, current debt is a function of debt in the previous period, related interest payments and the current primary
budget deficit. Both the real GDP and the GDP deflator that make up the denominator in the deficit-to-GDP and debt-to-
GDP ratios are endogenous variables, as are tax revenues and benefit payments for given tax and replacement rates.
Hence, structural reforms affect economic activity, which then feeds back to budgetary variables and debt dynamics.

(3 For an illustration of the effects of fiscal consolidations according to their composition see In't Veld, I., ‘Fiscal
consolidations and spillovers in the Euro area periphery and core’, European Economy, Economic Papers 506, October
2013, http://ec.europa.eu/economy_finance/publications/economic_paper/2013/ecp506_en.htm.

(Continued on the next page)
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Box (continued)

-Product market reforms and deregulation: measures taken in 2012-13 aimed at deregulating and simplifying
procedures for setting up a business. They have been quantified as leading to final goods mark-up reduction of
0.09 p.p.(%) compared to an initial level of 13%(*). In the model, these measures are captured by the respective
mark-up reduction.

-Labour market reforms: the June 2012 labour market reform lightened the employment protection legislation
(among others). This is modelled by a gradual increase in labour-augmenting productivity by 0.7 %.

Some reforms with a potential impact on GDP growth and, hence, the debt-to-GDP ratio are not included,
either because of modelling limitations (justice reform described in Section 3.1, duration of work contracts
reform described in 3.3), or because the final legal texts were still forthcoming at the time of writing (Jobs'
Act, annual law on competition, education reform).

Privatisation programme

In May 2014, the Italian government re-launched a privatisation programme with increased receipts targets,
namely €30 bn over 2014-2017 that should be allotted to reduce public debt.

None of the above-described measures is to be implemented on its own. Instead, a reforming government
would rather adopt a combination of them. We develop five fiscal-structural policy combinations and show
their respective impact in Graph 1. The simulation results for the debt-to-GDP level are displayed as
percentage-point deviations from its baseline path. Hence, deviations indicate the additional effect of the
measures considered (translated into shocks) and are in general combinable with different assumptions about
the underlying baseline. In particular, the baseline could be the continuation of the status quo, or could already
incorporate fiscal and structural measures other than the one analysed here (e.g. the baseline presented in the
debt sustainability analysis). The simulations can hence also be seen as an assessment of positive and negative
risks around a baseline projection for debt dynamics.

(®) European Commission calculations based on Thum-Thysen, A., and Canton, E., ‘Service sector mark-ups and product
market regulation’ (forthcoming)

() ECFIN's methodology to estimate service sector mark-ups takes into account the level of product market regulation
(PMR) as measured by the OECD's PMR indicators. With a 13% mark-up on the final goods sector, Italy is doing rather
well, as the best euro area performers register a mark-up level in the final goods sector of 9.6 %.

(Continued on the next page)




Box (continued)

Graph 1: Italy — Impact of fiscal-structural policy combinations on debt-to-GDP
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Source: European Commission, simulations carried out using QUEST.

. Combination 1: Primary surplus undershoot, tax shift, structural reforms

This policy combination includes a loosening of the fiscal consolidation stance by 1 % of GDP combined with
the implementation of the tax shift, product market deregulation, administrative simplification, and labour
market reform. In this combination, despite the structural effort, the fiscal relaxation leads to an increase of the
debt level of +10 % of GDP by 2028 relative to the baseline. In other words, the measures undertaken on the
structural side have, given their limited size and scope, a limited positive impact on public finances through the
denominator and tax-revenue effects, which does not compensate the negative impact of less ambitious
discretionary fiscal measures on public finances.

Combination 2: Primary surplus overshoot, tax shift, structural reforms

The only difference to combination 1 is the tighter fiscal stance. The opposite debt evolution with this
combination (-19 % of GDP relative to baseline by 2028) shows clearly the pre-eminence of the fiscal stance in
curbing public indebtedness in the set of policy measures considered. The simulation results do not address the
question of the political palatability of protracted fiscal consolidation given consolidation fatigue and the
electoral cycle, however.

. Combination 3: Combination 1+ market confidence shock

The sovereign crisis has shown that in times of high policy scrutiny, sovereign spreads are usually dependent on
key fiscal variables such as the deficit or gross debt. Therefore, it seems more likely that a country would face
higher borrowing costs if its fiscal stance is looser than expected. The shock increasing sovereign yields is
therefore implemented with combination 1 (as opposed to combination 2). The effect of such a shock to
financing costs is very large. Indebtedness rises to 10 % of GDP above the level in combination 1 by 2020.

. Combination 4: Combination 3 + privatisation

Adding privatisation to combination 3 shows that privatisation alone is certainly not a solution to the Italian
high indebtedness as the contribution to lowering debt-to-GDP is incremental.

. Combination 5: Combination 2 + negative demand shock leading to lower inflation
(Continued on the next page)
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Box (continued)

The latest data has shown very low inflation in Italy, prompting fears of a debt-deflation spiral, and so a policy
response combining strong fiscal consolidation and structural reforms to counter act this adverse effect would be
most likely (combination 2). A negative demand shock that reduces inflation by 1 % below baseline implies an
increase in the debt-to-GDP ratio relative to baseline: (i) nominal debt (numerator) increases given the reduction
in tax revenues in response to lower domestic demand (deterioration of the primary balance), while (ii) nominal
GDP (denominator) decreases because of lower growth and inflation. This results in a 13 % of GDP increase in
public indebtedness within three years, before the effects of the shock are gradually phased out and debt is put
back on a downward path through strong and protracted consolidation. Should similar negative demand shocks
occur in the entire euro area and put downward pressure on prices in a low interest environment, the impact on
Italian output and debt would be even more adverse, because falling prices in Italy would not (or less) translate
into real depreciation and competitiveness gains. Thus, net trade would contribute less to supporting economic

activity amid weak domestic demand (®).

(®) In the model, Italy has a trade openness ratio (sum of export and imports over GDP) of 58% and a trade openness  ratio

towards the rest of the euro area of 25%.

The analyses presented in this section show that
the first lever determining the pace of debt
reduction is fiscal consolidation but that the
condition for its success is a growing GDP. To
achieve a larger reduction of public
indebtedness, the second and necessary policy
lever is that of large-scope structural reforms.
The current structural fiscal position — if further
improved and maintained — will reduce the public
debt imbalance. Keeping the structural primary
balance at 3.5 % (as a minimum) is key to bringing
public debt over GDP below 110 % by 2025. A
large primary surplus could help preserve market
confidence (and keep the risk premium low) even
if growth prospects and inflation remain weak in
the short to medium term. However, past
experience  suggests that achieving and
maintaining a high primary surplus is challenging.
All the more when economic activity remains
subdued and when there are deflationary pressures.
Forceful consolidation to put debt on a downward
path in a depressed macroeconomic context could
indeed be self-defeating. Hence the only policy
lever left is that of structural reforms large enough
in scope and impact to push GDP significantly up
in the medium-term (as the short-term effects of
structural reforms are usually mixed and positive
effects come in only with a few years' lag). In Box
2.1.1, these fiscal, structural and macroeconomic
interactions are integrated in a dynamic model.
Simulations show that some recently implemented
reforms (on taxation, simplification, deregulation
and labour market) bring about growth gains so
that debt is also reduced thanks to the higher GDP
and tax intake. Additional reforms, as those
foreseen for instance on competition or on the

labour market, would bring the debt-to-GDP ratio
further down. (Privatisation can only be a
complementary measure and would not suffice to
bring public indebtedness significantly down in the
medium term). Following previous announcements
by the Ministry of Finance and endorsed by the
Italian Government on 20 February 2015, Italy
committed to adopt and implement an ambitious
agenda of structural reforms.’® If implemented,
these reforms should increase Italian GDP by a
few percentage points over the medium-term,
thereby contributing to the long-term sustainability
of Italy’s public finances.
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2.2. LOSS OF EXTERNAL COMPETITIVENESS

External position and export performance

The improvement in Italy’s current account
balance is mostly non-cyclical, reflecting the
decline of potential growth and thus import
demand. Having returned to surplus in 2013,
Italy’s current account is expected to have further
increased to 1.8 % of GDP in 2014. The positive
trend in the trade balance is primarily explained by
shrinking nominal imports, whereas nominal
exports have grown only moderately (Graph
2.2.1). In 2014, the gap between nominal growth
of exports and imports is expected to have
narrowed, but mainly owing to a smaller
contraction of imports in the context of Italy’s
slow exit from economic recession. The
improvement in its cyclically-adjusted current
account (1) by 3.3 percentage points between 2008
and 2013 mainly reflects Italy’s negative potential
growth since the start of the crisis. The resulting
decline in potential output constrains Italian
domestic and thus import demand below pre-crisis
levels. For export capacity to become the driver of
significantly higher potential growth, Italy would
need a reallocation of resources towards the
tradable sectors but this shift does not seem to be
happening so far.

(*Y) The cyclically-adjusted current account balance is the
current account balance which would prevail if the output
gaps of a country and of its trade partners were at zero, and
therefore both domestic demand (determining a country’s
imports) and external demand (determining a country’s
exports) were at their potential.

Graph 2.2.1: Breakdown of the year-on-year change in
goods components of Italy’s trade balance
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Italy’s recent export performance has been
largely driven by external demand
developments. The contraction in demand from
euro area trade partners over 2011-2012 was
reflected in a similar fall in exports to those
markets (Graph 2.2.2). In this period, falling
demand from vulnerable euro area countries was in
fact compounded by weak demand also from
countries with no financial constraints in the euro
area, like Germany. (*?) With some lag, Italy’s
exporting firms have taken advantage of the very
gradual recovery in demand from the euro area,
which started at the beginning of 2013. The fall in
the euro exchange rate and steady demand had
instead supported exports to non-euro area markets
in 2011 and 2012. However, in 2013 and 2014
demand from some emerging markets faltered,
while the euro appreciated again until the first
quarter of 2014. As a consequence, Italy’s export
performance towards non-euro area trade partners
suffered. The depreciation of the euro boosted
exports to outside the euro area again in the second
half of 2014. Further favourable exchange rate
developments, together with strengthening external
demand, are expected to be the main engine to
restart a gradual recovery in economic activity in
2015 and 2016.

(*») See for instance in 't Veld, J., 'Fiscal consolidations and
spillovers in the Euro area periphery and core', European
Commission — DG ECFIN Economic Papers, No. 506,
2013
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Graph 2.2.2: Italy’s export performance since mid-2010,
intra and extra euro area breakdown
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The shares of tradable sectors in Italy’s gross
value added and employment have fallen
significantly over the last two decades, mainly
driven by the declining share of manufacturing
industries. Between 1995 and 2013, the share of
Italy’s tradable sectors (*¥) in total gross value
added declined from 53 % to 44.5 % (Graph
2.2.3). This decline has been common to most
advanced economies, with the exception of
Germany, and it reflects the reorientation of
economic activity away from industry towards
services. In Italy, the shift is mainly driven by the
declining share of manufacturing industries, which
in 1995 accounted for roughly 21 % of total gross
value added and fell to 15 % in 2013. In particular,
the evolution of the manufacturing sector’s gross
value added slowed down already after Italy’s
adoption of the euro in 1999 and turned strongly
negative in 2008 when the crisis started (Graph
2.2.4). The declining importance of the tradable
sectors is also visible in employment terms: over
the period 1995-2013, the share of tradable sectors
in Italy’s (full-time-equivalent-based) employment
decreased from 53.8 % to 48 %. Again, the bulk of
the shift is explained by manufacturing sector’s
lower share of employment. Apart from
manufacturing, gross value added and employment

(**) Following the NACE rev. 2 classification of economic
activities, the tradable sectors are agriculture