ECONOMIC
AND FINANCIAL
DOCUMENT 201

[

‘*ii

aly’s Stahility Programme

i

I

I

\
i







The Economic and Financial Document (EFD) is a key step of the economic-
financial and budget planning cycle. It represents an opportunity to look to the
past, but more importantly, to imagine the future of the country’s economic and
budget policies from a European perspective.

This year, however, the preparation of the EFD comes at a particular time
with reference to the political and institutional structure of our country.
Following the general elections of 24 and 25 February, procedures are now under
way for the formation of a new government. As provided by the Constitution and
also recalled by the President of the Republic, Giorgio Napolitano, until a new
government is appointed, the outgoing Government remains in office for current
affairs and for the adoption of urgent economic measures.

The presentation of the Economic and Financial Document represents a
requirement of Law 196 of 2009 (as amended by Law 39 of 2011), which the
Government is required to fulfil for the country and for ensuring the compliance
with the European Semester deadlines. In line with the ‘prorogatio’ phase, the
outgoing Government cannot come up with future scenarios that imply
legislative/policy decisions or the introduction of new, broad-based policies that
have not already been agreed by Parliament. From an economic-financial
perspective, the 2013 EFD assumes the objective of maintaining the balanced
budget in structural terms during the reference period, as provided by the rules
of the EU Stability and Growth Pact, as amended in November 2011, and
confirmed by the Fiscal Compact, and as sanctioned by our Constitution. From the
standpoint of structural reforms, the EFD summarises what has been done in the
preceding months, and where appropriate, lists the initiatives still necessary for
implementing the reforms already approved by Parliament.

The new government, once formed, will be able to integrate this framework
by presenting an agenda of reforms, if considered appropriate, along with the
related financial compatibility, so as to continue progressing toward the
achievement of the Europe 2020 Strategy objectives.

Even in respecting these limits, the presentation of the EFD is a fundamental
step, which allows for objectively reviewing the path of the reforms completed
and for coming up with some indications about what is ahead.

First of all, the Stability Programme and the National Reform Programme
provide a snapshot of the structural reforms and transformation that have had an
intensity and a reach not always fully grasped in the day-to-day news.

MINISTERO DELL’ECONOMIA E OF THE FINANZE |



ECONOMIC AND FINANCIAL DOCUMENT

At the end of 2011, Italy became vulnerable to international market tensions
due to its public finances and the conditions of the real economy. For over a
decade, the economic and productive system had been experiencing a slow, but
steady, decline, with flat growth rates and a progressive loss of competitiveness,
due to the stagnation of productivity, an unfavourable business environment, and
other structural weaknesses that hindered the adjustment to a more dynamic and
competitive economic framework overall.

The experience of the so called 'national solidarity Government’, supported
in Parliament by a broad majority of the leading political parties, made it
possible to move beyond an impasse that had lasted for years, and to undertake,
in a relatively short time period, a programme of initiatives that led Italy out of
the financial emergency and impacted all the key sectors of economic and social
life of the country.

As proof thereof, the Government approved 45 laws and decree-laws
converted by Parliament and 24 delegated decrees coming from delegated laws
adopted by this Government or by preceding governments, as well as hundreds of
implementation measures that have been adopted or are in the process of being
finalised, as described in the various chapters of the National Reform
Programme.

This action has above all led to the rebalancing of the public finances. In
2012, Italy brought its public deficit substantially back in line with the EU's
recommended level of 3 per cent or less of GDP. In addition, in 2013, Italy will
achieve a balanced budget in structural terms, fulfilling a commitment
undertaken in mid-2011 by the Italian government at the time. On this basis, the
EU ECOFIN Council is poised to authorise, in the month of May, Italy's exit from
the excessive deficit procedure that was opened at the end of 2009. Italy
achieved this result without having to ask for a delay in the deadline, as other
countries have done. Nor did Italy have to ask for external financial assistance,
conceivably from a group of three international authorities, with the
consequence of losing a part of its sovereignty and its autonomy in deciding on
the measures needed for emerging from the crisis.

The solidity of the adjustment achieved by Italy is reflected in the attitude
of the international markets. The spread between interest rates on lItalian
government securities and German government securities is now around 300 basis
points, after a peak of 574 reached in November 2011. In 2014, the primary
surplus will be equal to approximately 4 per cent of GDP, thus ranking amongst
the highest in the Euro Area. The fiscal consolidation has also been reinforced by
rigorous action to contain and to rebalance public expenditure. The two phases of
spending review will lead to savings of approximately €11.6 billion once the
planned actions are implemented. After years of delays, the EU structural funds
were utilised in line with the plans agreed with the Commission, thanks to
targeted reshuffling within the Cohesion Action Plan and to careful management
to speed up and achieve greater effectiveness of spending. Macroeconomic
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imbalances are being absorbed, while measures for ensuring a steady reduction of
public debt have been put into place.

An adjustment of this magnitude, realised in a short time, and within a
context of economic weakness and recurring tensions on international markets,
cannot occur without significant sacrifices and short-term economic and social
consequences. Recent data show a contraction in the economy, a rise in
unemployment, and social hardships. The recession that started in the second
half of 2011 looks poised to continue in the first half of the current year. Without
firm and credible reforms, it would have been impossible to stave off the spectre
of financial collapse that was apparent in November 2011. And had action not
been taken to tackle the structural weaknesses dragging the country down, the
country would have been condemned to flat or negative growth again for many
years to come.

The 2013 EFD shows that reforms can really change the course of the
country’s economic development. EFD estimates indicate that the
competitiveness and labour market reform already implemented will lead to
additional cumulative GDP growth on the order of 1.6 and 3.9 percentage points
in 2015 and 2020 respectively, and up to 6.9 percentage points with respect to
the long-term baseline scenario. This will translate into potential growth for the
country that is approximately one percentage point of GDP greater than what
would have been possible without reforms. Such a change is the thrust that the
country needs in order to accelerate its exit from a crisis that has lasted too
long.

POTENTIAL GROWTH RATE AND IMPACT OF STRUCTURAL REFORMS (in %)
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Data on future growth presented in the EFD were based on prudent
assumptions. But the OECD's and IMF's quantitative studies on the macroeconomic
effects of the reforms implemented in Italy indicate that such effects could be
even greater than those estimated by the Government.
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Several conditions are nevertheless necessary in order to reap the benefits of
the reforms and the sacrifices. First of all, there is a need to exploit the
opportunities offered by a European framework that is currently more favourable
to investments for growth and employment. In addressing the pressure exerted at
European level, with the Government and Parliament on a united front, in March
2013, the European Council acknowledged the need for using all of the existing
margins within the Stability and Growth Pact for making it possible to stimulate
productive public investments in Member States with sound public finances.
European Commission’s willingness to consider Italy's one-off transaction to repay
past-due commercial debts of the public administration is a step in this direction.

Compared with the most acute phase of the financial crisis in late 2011 and
early 2012, when decisions had to be made without delay, it is now possible to
lay out a more detailed strategy that combines sustainable reduction of excessive
debt with reforms for removing structural barriers, stimulating productivity, and
reinstating productive public investments. In this regard, in recent days, the
Government has been able to authorise the payment of public administrations’
past-due commercial debts due to businesses. This measure will contribute not
only to easing pre-existing critical situations, but also to injecting more than €40
billion into the economy, thus reducing the pressure on firms in difficulty due to
the credit crunch.

While capitalising on these opportunities, it will be nonetheless crucial to
keep the guard up on the public-finance front. On the one hand, being part of the
group of 'virtuous' countries is the necessary premise for making use of the
leeway that is becoming available at a European level. On the other hand, the
reduction of the debt, which is at an excessively high level, is the only road
toward reducing interest costs and avoiding pressure from financial markets.

Only by staying in the preventive arm of the Stability and Growth Pact will it
be possible to obtain the margins for completing the payment of PA's past-due
commercial debts beyond the resources already mobilised, and to introduce other
initiatives, such as reducing taxation on earned income, providing incentives for
stable and high-quality employment, or investing in education, research and
innovation.

Finally, it is essential to confirm the reforms already in place. Italy is still
far away from the objectives set within the framework of the Europe 2020
Strategy, especially with regard to employment, the support of research and
development, and the reduction of poverty. Productivity trends are
unacceptable. It is thus not the time to loosen the grip. If anything, it is
necessary to speed up actions to avoid losing ground. There are no other recipes
but reforms in order to get Italy back to growing competitiveness and
productivity.

The National Reform Programme does not contain, and could not contain this
year, an agenda of priorities for the future. Instead, it provides an analysis of
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what has been done and of the preliminary results, indicating the areas of
greatest need for future intervention. There is a need to continue with spending
reviews, fight against tax evasion, and sell off public sector real estate, the last
of which can ensure margins for high-priority policy measures while steadily
reducing debt. The fiscal system needs to be reformed in order to make it less
complicated and more growth-oriented, initiating as soon as possible a gradual
reduction in fiscal pressure. Much remains to be done in the labour market in
order to strengthen active labour policies, increase the participation rate of
women and young people in the labour market, promote wage bargaining
decentralisation, and reduce the burden of taxation. Training, research and
innovation are the areas of weakness on which the efforts should be
concentrated. The fight against poverty requires a specific effort and priority
attention, albeit in view of limited resources. It is necessary to improve the
regulatory environment for businesses, and thus, lItaly's attractiveness for
investments from abroad, and the access to credit. In many areas, continuing and
completing reforms already introduced is of essence so as to allow them to fully
wield their economic effects. This is the case of the civil justice system,
deregulation, the digital agenda, and the new system for start-ups. In other
sectors, such as export subsidies, energy policy, and airport and tourism
structures, the general strategies already approved will need to be translated
into concrete actions.

Closing of the gap versus the Europe 2020 Strategy objectives is even more
important at a time of political debate about the programme for the new
legislature. The Stability and Growth Pact rules, the Europe 2020 Strategy
objectives, and the Annual Growth Survey priorities are a reference framework
that puts aside ideological options in favour of concrete actions that will make
the difference for Italy’s economic growth, employment and stability. It is with
this spirit that we present the Economic and Financial Document for 2013 to
Parliament, the independent local entities, and social partners.

Mario Monti
President of the Council of Ministers
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2013 STABILITY PROGRAMME

I. OVERALL FRAMEWORK AND ECONOMIC POLICY
OBJECTIVES

The gradual improvement in the Euro Area’s financial market situation during
2012 has not yet been fully transmitted to the real economy, delaying economic
recovery. The recession began in Italy in the second half of 2011 and continued
throughout 2012. Average annual GDP has decreased by 2.4% in real terms,
confirming estimates published in the September’s Updated to the 2012 DEF (Nota
di Aggiornamento del DEF).

TABLE I.1 : PUBLIC FINANCE INDICATORS (% of GDP)

2011 2012 2013 2014 2015 2016 2017

UPDATED TREND SCENARIO (1)

Net borrowing -3.8 -3.0 -2.9 -1.8 -1.7 -1.3 -1.0
Cumulated change in net borrowing 2015-2017 0.2 0.4 0.6
UPDATED POLICY SCENARIO

Net borrowing -3.8 -3.0 -2.9 -1.8 -1.5 -0.9 -0.4
Primary balance 1.2 25 2.4 3.8 4.3 5.1 5.7
Interest 5.0 5.5 5.3 5.6 5.8 6.0 6.1
Structural net borrowing (2) -3.5 -1.2 0.0 0.4 0.0 0.0 0.0
Change in structural balance -0.2 -2.3 -1.1 -0.4 0.4 0.0 0.0
Public Debt (including aid) (3) 120.8 127.0 130.4 129.0 125.5 121.4 117.3
Public Debt (net of aid) (3) 120.0 124.3 126.9 125.2 121.8 117.8 113.8
MEMO: Report to the Parliament (March 2013)

Trend net borrowing (4) -3.8 -3.0 -2.9 -1.8

MEMO: Updated note on 2012 DEF 2012 (September 2012)

Net borrowing -3.9 -2.6 -1.8 -1.5 -1.3

Primary balance 1.0 2.9 3.8 4.4 4.8

Interest 4.9 5.5 5.6 5.9 6.1

Structural net borrowing (2) -3.6 -0.9 0.0 -0.2 -0.4

Change in structural balance 0.0 -2.8 -0.9 0.3 0.2

Public Debt (including aid) (5) 120.7 126.4 126.1 123.1 119.9

Public Debt (net of aid) (5) 119.9 123.3 122.3 119.3 116.1

Nominal GDP (absolute values x 1.000) (6) 1,578.5 1,5659 1,573.2 1,624.0 1,677.7 1,731.3 1,7859

1) On the assumption that the tax regime on real estate property (IMU) is renewed in line with Decree Law n.
201/2011 from 2015 onwards. In case of non-renewal, the General Government Net Borrowing would increase to
-2.5, -2.1 and -1.8 per cent of GDP respectively in 2015, 2016 and 2017.

2) Structural means net of one-off measures and the cyclical component.

3) Inclusive or net of Italy’s share in EFSF loans to Greece and in the ESM programme. For 2011 and 2012 the total
of such loans to EMU State Members (bilateral or through EFSF) amounts to 13.118 and 36.932 billion respectively.
Estimates for 2013-2017 include revenues from privatisation of state owned assets for about 1 percentage point of
GDP per year.

4) Inclusive of effects on net borrowing stemming from the speeding up of payments of arrears owed by the public
administration, valued to be in the order of 0.5 per cent of GDP.

5) Inclusive or net of Italy’s share in EFSF loans to Greece (projected aid for recapitalisation of Spanish banking
sector not included) and in the ESM programme from 2010 to 2015.

6) Estimates of GDP in the short run take the impact of structural reforms only partly into account.
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Government policy actions aimed at maintaining financial stability while
enhancing potential growth through major structural reforms. Despite
unfavourable economic developments, fiscal consolidation was pursued with
determination to achieve a balanced budget in structural terms in 2013. In 2012,
the deficit was at 3.0 per cent of GDP in nominal terms, already broadly in line
with EU recommendations.

Fiscal consolidation was accompanied by changes to the national fiscal
framework, first by introducing the principle of balanced budget through the cycle
in the Italian Constitution and then by making it operational. This followed a
series of reforms in European governance and commitments by the Italian
government as early as March 2011 in the context of the Euro Plus Pact and the
more stringent requirements of the Six Pact. These changes have laid the
foundation of a durable fiscal adjustment.

The current economic climate, still unfavourable, calls for fiscal consolidation
and financial stability to be accompanied by measures to support and enhance
growth and employment.

Following EU Council conclusions of June and December 2012, the European
Council of 14 March 2013 recognised the need for a differentiated approach to
fiscal consolidation, using the space available within the EU’s existing fiscal
framework for actions in support of growth and employment.

In line with this approach, the Italian Government has recently adopted a
Decree Law to inject liquidity in the economic system by unblocking payment in
arrears accumulated by the public administration toward its suppliers. This
measure is expected to boost demand already in the second half of this year.
Spread over a two year period (2013-2014), it is a one-off measure that will not
affect the fiscal consolidation process to which Italy remains firmly committed.
Taking into consideration that the budget deficit must remain below 3.0 per cent
of GDP in all years following the repeal of the excessive deficit procedure and
with a sufficient margin, the Government estimates that the fiscal leeway to
speed up payment of arrears by the public administration is approximately 0.5 per
cent of GDP.

The structural deficit is estimated to decline from 1.2 per cent in 2012 to
zero in 2013, and then turn into a slight surplus in 2014. In the following years,
projections show net borrowing to be sufficiently close to balance on the
assumption that the tax regime on real estate property (IMU) is renewed in line
with Decree Law n. 201/2011 from 2015 onwards. The full achievement of a
balanced budget in 2015-2017 would require some additional measures to close
the residual gap. Based on current projections, the primary surplus in nominal
terms should gradually increase, reaching 5.7 per cent of GDP in 2017, while the
debt/GDP ratio should start declining rapidly as early as 2014.
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1.1 INTERNATIONAL SCENARIO

In 2012, the global economy experienced a slowdown with respect to 2011.
The estimates indicate a GDP increase of 3.1 per cent and trade growth of 2.4 per
cent.

In the Euro Area, the financial markets' gradual improvement has not yet
been fully transmitted to the real economy, especially in the ‘peripheral’
countries; growth decelerated as the year progressed, so much so that GDP
contracted by 0.6 per cent, while the unemployment rate rose to 11.4 per cent.
These results were partially influenced by the weakness of domestic demand
within the countries that have undertaken fiscal consolidation policies; the
slowdown also affected Germany in the final quarter of the year. In the United
States, the economy performed positively, with GDP growing by 2.2 per cent and
the unemployment rate falling to 8.1 per cent. The Federal Reserve's maintenance
of accommodating monetary policy along with its Operation Twist allowed for
improvement in the real-estate and stock markets. In Japan, GDP rose by 2.0 per
cent, but the economic recovery has lost its momentum over time, prompting the
government to adopt an ambitious plan in order to get the country out of the
deflationary phase that has dragged on for more than a decade. Emerging and
more recently industrialised countries witnessed a confirmation of their economic
trends of recent years, with their economies continuing to react better to the
current cycle, and growth rates well above those reported by the world's most
developed nations. In 2012, China grew by 7.8 per cent, while India reported
growth of 4.9 per cent, with favourable prospects for 2013.

Global economic growth forecasts for 2013 have been revised downward,
partly due to the deterioration (albeit temporary) witnessed in the final months of
2012. The estimates confirm a GDP increase of 3.2 per cent and global trade
growth of 3.5 per cent. More specifically, the Euro Area's GDP is projected to
decline by 0.3 per cent, while its unemployment rate should grow to 12.2 per
cent. In the United States, GDP is forecast to grow by 1.9 per cent; unemployment
is pegged at 7.6 per cent. Finally, the estimates for Japan contemplate GDP
growth of 1.0 per cent, while China's economy should be back to expanding at a
rate of around 8.0 per cent.

The forecasts for 2014 indicate that the GDP growth of the global economy
should stabilise at 3.9 per cent.

Various indications coming from the international scenario are the basis for
moderate optimism. More specifically, the growth prospects for the economies of
emerging nations may represent an important thrust for accelerating the recovery
of developed countries. Added to this is the expected decline in the prices of
energy, food and industrial commodities, with positive repercussions on inflation.
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Nonetheless, elements of uncertainty remain for the future. In the Euro Area,
the position taken by the European Central Bank (‘whatever it takes’) eased the
financial market tensions that had been evident through the summer months of
2012. Even so, tensions remain, as shown by the recent banking crisis in Cyprus. In
the United States, the Federal Reserve continues to maintain an accommodating
policy, but the recovery could risk losing its momentum as a result of fiscal issues,
namely, the combination of spending cuts and revenue increases (Fiscal Cliff), the
permanent spending cuts of USD 85 billion (Sequester), and the question of the
debt ceiling. Instead, in Japan, the need to get back to solid rates of growth can
also be seen through the changes to monetary policy made by the new governor of
the central bank.

1.2 ITALY'S ECONOMY

The recession that began in the second half of 2011 dragged on for the entire
year of 2012, producing a 2.4 per cent contraction of GDP, in line with the
estimates published in September in the Update of the DEF. The trend of the
economy was very weak in the final quarter of the year.

The significant reduction in the autumn of 2012 in the spread between yields
on Italian government securities and the yields on German securities has not yet
fully wielded its beneficial effects on the credit system. In Italy and in other
peripheral countries, significant differences continue to exist in the cost of
financing on new business loans with respect to the Euro Area’s core countries.
The spread between the average cost of the new business loans in Italy and that in
Germany was equal to 1.5 percentage points in January. In addition, the difficult
cyclical conditions and the consequent increase in non-performing loans have
prompted a very conservative stance by banks in granting loans to the economy
(which have been declining in recent months).

The tightening of conditions for accessing credit, accompanied by the
inevitable fiscal adjustment, had an impact on domestic demand whose
contribution to GDP growth was equal to -4.8 percentage points. The staying
power of exports, accompanied by a reduction of imports, translated into a strong
positive contribution of net demand from abroad (3 percentage points). In the
meantime, the stocks of inventories continued to decline.

In 2012, the drop in investment in machinery grew more pronounced due to
uncertainties about demand and the low level of plant capacity utilisation.
Industrial production conspicuously decreased, in particular in consumer durable
goods and intermediate goods. Investments in construction experienced a fifth
consecutive year of decline.

During the first three quarters, household disposable income fell by 4.1 per
cent compared with the same period of the preceding year. The ongoing reduction
of real disposable income since 2008 has affected spending decisions by
households. The contraction of consumption was very pronounced (- 4.3 per cent)
and mainly referred to durable and semi-durable goods. The savings rate stood at
8.9 per cent in the third quarter.
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As a result of the fiscal consolidation measures, the Public Administration’s
real expenditure (including both employee compensation and intermediate
consumption) was reduced by 2.9 per cent.

While the trend of exports proved reassuring (+2.3 per cent), the weakness of
domestic demand was reflected in a pronounced decrease in imports. The
resulting trade surplus (+1.3 per cent of GDP) led to important improvement in the
current balance of the balance of payments, which is now near to balance (-0.6
per cent of GDP).

The recession has also had significant repercussions on the labour market.
Employment as measured in full-time equivalents (FTE) decreased by 1.1 per cent.
The number of employed reported by the Labour Force Survey experienced a
smaller decrease due to greater reliance on wage-supplementation schemes (CIG)
and an increase in part-time workers'. Indeed, the hours worked actually fell by
1.4 per cent. The hours authorised for CIG were more than 1.0 billion, getting
close to the historical high recorded in 2010. The so-called ‘tiraggio’ (number of
hours of temporary lay-off benefits actually received) was equal to approximately
50 per cent. The drop in employment was nonetheless smaller than the
contraction in GDP, and thus reflected a productivity decline.

Unlike what has occurred in other periods of recession, the labour force
participation rate increased in 2012. The increase is linked to a higher labour
force: more women and young people, but also more individuals between the ages
of 55 and 64 because of the most recently adopted pension reforms. The average
unemployment rate for the year rose to 10.7 per cent, reflecting strong growth in
the final months of the year.

Wage moderation continued. Wages per employee rose by 1.0 per cent, with
the stronger trend for contractual wages (1.5 per cent) and a negative wage-drift.
Despite the containment of wage increases, the unit labour cost increased due to
deterioration of productivity.

The harmonised index of consumer prices (HICP) rose by 3.3 per cent, also
reflecting the higher value-added-tax rates and excise tax rates introduced in the
second half of 2011. The easing of external inflationary pressure and the waning
of the effects of higher rates for VAT and some excise taxes produced a
conspicuous slowdown in inflation in the second part of 2012.

Prospects for the Italian economy

The prospects for the Italian economy will be influenced by the external
macroeconomic framework and by the developments in the crisis in Europe. After
the slowdown seen in the second half of 2012, international demand is expected
to recover gradually, thereby favouring growth of exports.

The latest indicators available are evidencing a less encouraging trend of
domestic demand, which should still be weak in early 2013. On the basis of
available information, a new decrease in GDP is expected in the first half of 2013
(albeit of a lesser magnitude than in the final quarter of 2012); this will likely be

' Within the Labour Force Survey, workers on the wage-supplementation schemes (CIG) are classified as
employed.
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followed by a gradual recovery in the second half of the year. When also
considering the negative carry-over effect on 2013 (equal to -1.0 per cent), the
GDP growth estimates for the current year have been revised downwards to-1.3
per cent from -0.2 per cent indicated in the DEF Update of September 2012 and is
in line with the figures set out in the Report to Parliament dated 21 March 2013.

The forecast incorporates the effects of the measures providing for payment
of the commercial debts owed by the Public Administration (PA). The injection of
liquidity into the economy achieved via the acceleration of such payment should
favour more rapid economic recovery as early as the second half of 2013. The
recovery should be more pronounced in 2014, with a growth rate equal to 1.3 per
cent. The effects of the aforementioned transaction should be even more visible
in 2014, including the positive impact of the carry-over effect. If the transaction
were not to be effected, it is estimated that growth could be just over 0.5 per
cent. The positive effects of paying the PA's commercial debts will also influence
growth in 2015, which is estimated to increase by 1.5 per cent.

The effects of accelerating the payment of PA's commercial debts

In the past two years, the rebalancing of the public accounts has moved forward with
determination, with a view toward the achievement of a balanced budget. In 2012, Italy
realised substantial structural improvement in public finance accounts, and further fiscal
consolidation is planned for 2013. Furthermore, in 2012, the ratio of net borrowing to GDP
(not cyclically adjusted) was substantially in line with EU recommendations.

FOCUS

With the cyclical phase still unfavourable, the achievement of the budget balance and the
respect of financial stability will need to be rounded out by measures to support and
relaunch growth and employment.

In evaluating the effects of a similar initiative on the real economy, it was noted that a
portion of the payments to the PA suppliers will go to the credit sector, since a portion of the
suppliers' receivables (i.e. the PA's commercial debts) has been transferred to banks (with
or without recourse). If on the one hand, this flow of funds will reduce the direct impact on
the economic system, on the other hand, it will contribute to reducing the tensions within
the credit system; it can thus be expected that the result will be a decrease in customer
borrowing rates and some easing of the credit crunch.

The portion of the liquidity injection that remains within businesses is likely to be used
mostly for revising investment plans or for improving working capital management
(including, for example, possible payments of amounts due in arrears to employees). The
plan to accelerate the settlement of the PA's commercial debts should also help to reduce
the number of businesses being closed (a phenomenon that has grown more pronounced in
recent months). As a result, considerable improvement in the trend of domestic demand
and employment can be expected vis-a-vis what would have occurred without the initiative.

The stimulus to the economy should also lead to a partial change in the mix of demand.
Even though the components of domestic demand should improve, the balance of goods in
the balance of payments is expected to remain in a surplus position, while the current
balance could approach to balance. The unemployment rate is projected to peak in 2013,
before gradually beginning to decline in subsequent years.
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MACROECONOMIC SCENARIO - SUMMARIES AND COMPARISONS

2012 2013 2014
Final data Before Delta  Stability Before Delta Stability
payments Programme payments Programme
of PA trade 1) of PA trade 1)
debt debt

GDP -2.4 -1.5 0.2 -1.3 0.6 0.7 1.3
Imports -7.7 -1.3 1.0 -0.3 2.9 1.8 4.7
Final national consumption -3.9 -2.0 0.3 -1.7 0.3 0.6 0.9
Household consumption -4.3 -2.1 0.4 -1.7 0.5 0.9 1.4
Investments -8.0 -3.3 0.7 -2.6 1.3 2.8 4.1
- Machinery, equipment & other -9.9 -3.9 0.9 -3.0 1.8 3.3 5.1
- Construction -6.2 -2.8 0.5 -2.2 0.8 2.3 3.1
Exports 2.3 2.1 0.1 2.2 3.1 0.2 3.3
GDP deflator 1.6 1.7 0.1 1.8 1.6 0.3 1.9
Consumption deflator 2.8 1.9 0.2 2.0 1.7 0.3 2.0
Memo item: planned inflation 1.5 1.5 0.0 1.5 1.5 0.0 1.5
Employment (FTE) -1.1 -0.8 0.5 -0.3 -0.2 0.8 0.6
Unemployment rate 10.7 11.7 -0.1 11.6 12.1 -0.3 11.8

1) The data correspond with those in the report presented to Parliament on 21 March 2013.

The principal components of domestic demand are likely to contract markedly
with respect to 2012. Thereafter, the forecast calls for growth of consumption
that is almost in line with GDP and a more pronounced acceleration of investment
(following a cumulative contraction of an estimated 15 per cent between 2011 and
2013).

The recovery of employment is also not expected to occur before 2014, and
its scale should be more limited with
respect to the growth of GDP. The  [LLGATRENTTIRCT AT (=0 (VYR
unit labour cost is projected to  Iimbibibbibdba
decline, while the reduction of the
unemployment rate will start to be
more evident only near the end of the
forecast period when it should fall
below 11 per cent. This last scenario
incorporates a progressive increase of
the participation rate .

The specific circumstances in

which the l]qudlty injeCtion is 051 @ Potential GDP growth rates
occurring will ensure that the 1o @ Closure of Output gap
initiative can have long-term effects ' Real GDP growth rates
on the economic system, with a 15

reduction of the risk of permanent
loss of productive capacity.
Nevertheless, in the years  Note: MEF analyses

immediately following 2013, the

recovery of the growth process can be explained by the gradual closing of the
output gap as favoured by improvement in demand. In the medium term, the
contribution related to structural factors (potential GDP growth) becomes
prevalent; Chart II.1 shows the breakdown estimated with the use of methodology

2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
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agreed at European level. Potential GDP growth (which corresponds with actual
GDP growth in the long-term projections) is significantly influenced by the reforms
put into effect in recent years.

It is mostly for the effect of such reforms that GDP growth will remain above
1.0 per cent. It is estimated that the total impact of the reforms on potential GDP
will get to 6.8 percentage points of GDP in the long term, thus ensuring
incremental GDP growth of approximately one-half percentage point per year. The
official growth forecasts are dependent on the methodologies developed at
European level, particularly for the long term, and they do not fully incorporate
the effects of the reforms.

2012 structural measures: the overall impact on growth

The table below shows the overall impact of the growth-stimulus reforms that were
introduced in 2012. The NRP contains detail of the new measures introduced as of mid-
2012, along with a precise evaluation thereof. Some of the simplification and deregulation
measures were evaluated previously in the 2012 EFD. According to the estimates done, the
total effect of the measures on GDP can be quantified as an additional 1.6 percentage
points of growth in 2015. By 2020, the increment rises to 3.9 percentage points, and then
rises to 6.9 in the long term. The data supplied indicate the change in GDP versus the level
of GDP without the reforms.

FOCUS

MACROECONOMIC EFFECTS OF THE 2012 REFORMS

(GDP - percentage shifts compared to the baseline simulation)

2015 2020 Long term
Deregulation and simplification measures 0.9 2.4 4.8
Growth Decrees 1 and 2 0.3 0.5 0.7
Labour reform 0.4 1.0 1.4
Total 1.6 3.9 6.9

Source: MEF analyses using the ITEM, QUEST Il - Italy (European Commission) and IGEM models.

The impact of the structural reforms on the potential growth rate over the medium term
(until 2025) is evidenced through a counterfactual analysis.

First, the production function methodology agreed at a European level was applied to the
macroeconomic framework assumed as the reference. A potential GDP growth rate was
derived from this scenario for the 2012-2017 period. For the years from 2018 to 2025, the
potential growth rate was extrapolated on the basis of convergence assumptions (agreed at
a European level) for certain variables that are part of the determination of potential GDP
(such as the unemployment rate structural (NAWRU), capital stock, and the rate of
participation). It is noted that the methodology agreed at a European level could only
incorporate part of the impact of the reforms on potential growth since such methodology
projects the underlying components through statistical techniques that are based primarily
on values of the variables of reference observed in recent years2.

2 The level of convergence for the NAWRU was derived through a panel estimation over a sample of the
leading EU countries on the basis of data that include the main structural determinants of the labour market,
such as: the substitution rate of unemployment subsidies, an indicator for active labour policies, a tax-wedge
indicator and an indicator of the rate of unionisation. For the baseline scenario, it is assumed that the structural
NAWRU converges at a level even higher than 9 per cent. For the capital stock, it is assumed that convergence at
the stationary state level occurs in 2030. Finally, the baseline scenario incorporates the favourable effects on the
rate of participation in the labour market that are derived from pension reform as simulated through the Cohort
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In order to keep the analysis conservative, the macro framework (and thus the underlying
potential output) incorporates only part of the impact of the reforms estimated in the table
above. It can be assumed, in order to maintain consistency in the means of representing
the scenarios, that the projections of potential GDP after 2017 done with the EU
methodology, will underestimate the effect of the reforms by an equal amount.

In order to evidence the full effect of the reforms on potential growth, two alternative
scenarios were defined. The first, unlike the reference scenario, includes the entire impact
of the reforms, whereas the second excludes any structural reform introduced in 2012. In
cumulative terms, the shift between the two alternatives scenarios coincides with the
values set out in table above.

The analysis presented is useful in showing that the GDP growth rates could be higher than
those set out in the baseline scenario.

POTENTIAL GDP GROWTH AND IMPACT OF THE STRUCTURAL REFORMS (in %)

02
02 A
01 A —

— -
01 A
00

e Baseline scenario
-01 1 === Scenario without reforms
Scenario including reforms

-01

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

Source: MEF analyses using the ITEM and IGEM models and production function.

TABLE I1.1 BASE ASSUMPTIONS

2012 2013 2014 2015 2016 2017

Short-term interest rate (1) 0.8 1.2 2.7 3.7 4.4 4.9
Long-term interest rate 5.7 4.8 5.3 5.7 6.0 6.2
USD/EUR exchange rate 1.29 1.35 1.35 1.35 1.35 1.35
Change of the nominal effective exchange rate 5.4 2.6 0.0 0.0 0.0 0.0
World GDP, excluding EU 4.0 4.1 4.6 5.1 5.2 5.3
EU GDP growth -0.3 0.1 1.6 2.0 2.0 2.2
Growth in Italy's key foreign markets 1.4 3.2 5.6 5.9 5.9 5.9
World import volumes, excluding EU 3.8 4.4 6.1 6.7 6.9 6.9
Oil price (Brent, USD/barrel) 111.6 1135 1064 106.4 1064 106.4

1) Short-term interest rate: the average of the forecast rates on 3-month government securities issued during the
year; long-term interest rate: the average of the forecast rates on 10-year government securities issued during the
year.

Simulation Model (CSM). The scenario presents an uptick in the growth rate in 2018. This is due to the means of
inclusion of such effects that occurs, starting in 2017, by increasing the growth of the rate of participation by a
coefficient estimated by European Commission on the basis of the CSM, and that reflects the employment impact
of pension reform.
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TABLE I1.2A. MACROECONOMIC PROSPECTS

2012

Level (1) % Che. 2013 2014 2015 2016 2017
Real GDP 1,389,948 -2.4 -1.3 1.3 1.5 1.3 1.4
Nominal GDP 1,565,916 -0.8 0.5 3.2 3.3 3.2 3.2
COMPONENTS OF REAL GDP
Private consumption 819,812 -4.3 -1.7 1.4 1.1 1.1 1.2
Public consumption (2) 290,171 -2.9 -1.7 -0.4 0.7 0.3 0.1
Gross fixed investment 244,483 -8.0 -2.6 4.1 3.2 2.6 2.4
Inventories (% of GDP) -0.6 -0.1 0.1 0.1 0.0 0.0
Exports of goods and services 414,120 2.3 2.2 3.3 4.1 4.0 3.9
Imports of goods and services 370,977 -7.7 -0.3 4.7 4.4 4.1 3.8
CONTRIBUTION TO REAL GDP GROWTH (3)
Domestic demand - -4.8 -1.9 1.4 1.3 1.2 1.2
Change in inventories - -0.6 -0.1 0.1 0.1 0.0 0.0
Net exports - 3.0 0.7 -0.2 0.1 0.1 0.1
1) In€ mn

2) General government and NPISH
3) Slight discrepancies, if any, are due to rounding.

TABLE I1.2 B PRICES

2012
Level % Chg. 2013 2014 2015 2016 2017
GDP deflator 112.7 1.6 1.8 1.9 1.8 1.8 1.8
Private consumption deflator 115.9 2.8 2.0 2.0 1.9 1.8 1.8
HICP 117.5 3.3 2.0 2.0 1.9 1.8 1.8
Public consumption deflator 110.6 0.4 -0.5 0.3 0.9 1.0 0.9
Investment deflator 116.6 1.3 1.5 2.3 2.1 1.7 1.8
Export deflator 114.5 1.9 1.2 2.1 2.1 1.9 1.9
Import deflator 122.6 3.1 0.7 1.7 1.8 1.7 1.9

TABLE I1.2 C LABOUR MARKET

2012
Levelt % Chg.

2013 2014 2015 2016 2017

Employment, persons (national accounts) 24,661 -0.3 -0.4 0.4 0.7 0.6 0.8
Employment, hours worked 43,212,145 -1.4 -0.3 0.6 0.8 0.6 0.9
Unemployment rate 10.7 11.6 11.8 11.6 11.4 10.9
Labour productivity, persons 58,534 -1.3 -1.0 0.7 0.7 0.6 0.5
Labour productivity, hours worked 32.2 -1.0 -1.0 0.7 0.7 0.7 0.4
Compensation of employees 668,859 -0.2 0.6 1.9 2.3 2.5 2.6
Compensation per employee 39,268 1.0 1.0 1.2 1.5 1.6 1.6

1) Units of measure: employment (persons and hours worked) in thousands of units; labour productivity in euro at
constant values; total employee compensation in millions of euros; compensation per employee in euros.
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TABLE I1.2 D SECTOR ACCOUNTS (% OF GDP)
2012 2013 2014 2015 2016 2017

Net lending/borrowing with the rest of the world -0.4 0.2 -0.2 -0.1 -0.1 0.0
Balance of goods and services 1.2 2.1 1.9 1.9 2.0 2.1
Balance of primary income and transfers -1.8 -2.0 2.1 2.1 2.1 2.2
Capital account 0.1 0.1 0.1 0.1 0.1 0.1
Net lending/borrowing of private sector 2.7 3.0 1.6 1.4 0.8 0.4
Net lending/borrowing of the Public Administrations? 2.9 n.a. n.a. n.a. n.a. n.a.
Net lending/borrowing of the Public Administrations? -3.0 -2.9 -1.8 -1.5 -0.9 -0.4

Statistical discrepancies
1) ESA95 series. Most recent historical data available: 2012.
2) EDP series.

Foreign trade

In 2012, Italy's foreign trade reflected a slowdown with respect to the
previous year, in line with the trend of global industrial production and trade. The
overall trade balance was a surplus of approximately €11 billion (0.8 per cent of
GDP), thus significantly improving over the deficit of €25.5 billion for the
preceding year. The change is due to the growth of exports (3.7 per cent) and the
reduction of imports (-5.6 per cent). From a geographic perspective, both the
export and import flows were more robust with respect to non-EU markets.

In 2012, the total exports of goods in volume terms were slightly lower year
on year (-0.5 per cent), although having expanded with respect to non-EU
markets. Imports experienced a much larger decline (-9.4 per cent), which refers
to all geographic areas. More specifically, exports rose mainly to the OPEC
countries (18.0 per cent), Japan (11.3 per cent) and the United States (8.2 per
cent). Among the European countries, exports increased only with respect to the
UK (2.5 per cent). Imports in volume rose only from the OPEC countries (4.2 per
cent).

In the European area, imports from the UK reflected the biggest decline (-
15.2 per cent). At a sector level, the highest increases in exports were reported
for pharmaceutical products (7.1 per cent), petroleum products (5.8 per cent),
metal products (4.0 per cent) and the food sector (2.5 per cent). Imports
decreased for all sectors, especially for transport vehicles (-23.1 per cent) and
textiles and apparel (-14.3 per cent).

The 2012 trend of average unit values (AUV) shows a similar increase for total
exports and imports, rising by 4.3 per cent and 4.1 per cent, respectively. At a
geographic level, the highest AUV increases for both exports and imports were
seen with respect to non-EU markets. For exports, the increase extended to all
countries, but was lower (from 8.2 per cent for the United States to 3.8 per cent
for Russia) than the most important increases reported for imports (14.6 per cent
from OPEC, 10.5 per cent from Russia, 6.8 per cent from non-EU countries, 6.0 per
cent from Japan and 3.3 per cent for China). From a sector perspective, the same
sectors (petroleum products, textiles and apparel, pharmaceutical products and
machinery) reported the largest increases in exports (from 15.1 per cent for
petroleum products to approximately 6.0 per cent for pharmaceutical products
and machinery) and in imports (from 9.9 per cent for petroleum products to 6.1
per cent for machinery).
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CHART I1.2: EXPORTS AND IMPORTS VOLUMES BY GEOGRAPHIC AREA - 2012

(% change y/y)
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*) DAE is the acronym for Dynamic Asian Economies. Such aggregate includes the following Asian countries:
Singapore, South Korea, Taiwan, Hong Kong, Malaysia and Thailand.
Source: Calculations on ISTAT data contained in the COEWEB Databank.

CHART I11.3: EXPORT AND IMPORT VOLUMES BY SECTOR - 2012
(% change y/y)

EXPORTS IMPORTS

A
CA
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cC
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CE
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CH

(¢]]
CcJ
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-23.1

Total

-10.0 -5.0 0.0 5.0 10.0 -30.0 -20.0 -10.0 0.0

A= Agriculture, forestry and fishing; CA= Food, beverages and tobacco; CB= Textiles and apparel; CC=
Wood and wood products; CD= Petroleum products; CE= Chemical products; CF= Pharmaceutical
products; CG=Plastic materials and non-metal mineral products; CH= Metals and metal products
(excluding machinery and systems); Cl= Computers, electronic devices and optical devices; CJ= Electrical
devices; CK=Machinery; CL= Transport vehicles ; CM=Other manufactured products. Source: Calculations
on ISTAT data contained in the COEWEB Databank.
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According to provisional data for 2012, the inward foreign direct investment

(FDI) in Italy amounted to approximately €6.8 billion, a major decline when
compared with the roughly €17.8 billion reported for 2011 (€24.7 billion)®. This
trend was rather widespread also in the Euro Area, where France, Ireland and the
UK were the only countries to record an increase in incoming flows*.

FOCUS

The performance of the Italian manufacturing companies during the crisiss

Considering Italy's exports represent an important driver of the recovery in the current
economic cycle, an analysis of several aspects of Italy's entrepreneurial system can provide
some insight about the prospects for exports. The analysis first examines the exports growth
of manufacturing companies present in foreign markets for the entire 2010-2012 two-year
period, and then looks at the expansion strategies implemented by such companies in
2012 and those planned for 2013, along with what are considered the main obstacles and
the possible policy measures deemed most useful by businesses. The Italian exporters
(about 45,000) had positive performance overall during the 2010-2012 period, despite the
economic crisis. In 2012, these companies exported goods and services with a value of
more than €260 billion, with sales abroad for the January-November 2012 period rising by
10.9 per cent over the same period of 2010. Such companies can be subdivided into two
very different groups: the more competitive companies (35.7 per cent of the total, or
approximately 16,000 companies) which increased exports to both European and non-
European countries; and the companies (16 per cent of the total, or approximately 7,200
companies) that had fewer sales abroad in both macro market areas.

This performance was considerably influenced by the company size. Indeed, the large- and
medium-sized companies appear more capable of capturing global market share, and are
more oriented toward non-European countries, whereas the smaller companies find it easier
to expand within the European market. One critical aspect is the large number of companies
that increased sales abroad, thereby consolidating their position in the EU, though seeing
their positions eroded in non-European markets. This points to a potential setback with
respect to the main competitors from emerging markets. In November 2012, ISTAT
conducted an ad hoc survey® with regard to the strategies adopted by the companies in
order to deal with the difficulties of the current economic crisis. In the past two years, the
companies have focused on both (i) strategies to improve quality or to increase the range
and technological content of the products, and (ii) measures to hold down selling prices.
Some 75 per cent of the companies employed the first type of strategies (with the figure
being no less than 70 per cent in any given sector). The sectors where the percentages were
particularly high were electronics, mechanical and traditional Made-in-ltaly goods (textiles,
apparel, leather and accessories). The strategies to hold down prices have instead been
used as a tool for defending competitive positioning for approximately 80 per cent of the
companies, particularly in the electronics sector and in transport vehicles. It is noted that
the companies intend to implement the same strategies in 2013. Indeed, more than 75 per
cent of the manufacturing companies plan to improve product quality or to expand the
product line, while more than 60 per cent of them are aimed at holding down selling prices.

3 Bank of Italy, ‘Balance of payments and International Investment Position’, Supplements to the Statistical

Bulletin, Monetary and Financial Indicators, n. 15, New series, Year XXIlIl, 25 March 2013.

4 UNCTAD, ‘Global Investment Trends Monitor’, n. 11, 23 January 2013.
5 The text is a summary extracted from ISTAT's ‘Report on the competitiveness of productive sectors’,

published in February 2013.

¢ In this survey, some 50 per cent of the sample companies indicated they were exporters.
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FOCUS

Finally, it is noted that the sectors in which the average size of the business is larger have a
more detailed strategic plan. In the past two years and in the months to come, this group of
companies has combined initiatives to support a business presence abroad and to reinforce
supply capacity abroad with price- and product-quality-related measures. In essence, during
the 2010-2012 period, the manufacturing companies have used a combination of
‘traditional’ tools based on competing in terms of price and product differentiation both
vertically (improvement of quality and more technology) and horizontally (expansion of
product range). The employment of more complex strategies (that might also include
organisational initiatives and/or changes in the production/distribution chain) appears to be
more limited.

According to the companies participating in the survey, there are numerous obstacles to
increasing exports (distinguished between internal or external constraints). The principal
element slowing expansion is the difficulty in squeezing production costs (according to 75
per cent of the total companies). This factor is significant not only because it affects the
entire manufacturing sector, but also because, if associated with the use of price-
containment strategies, it presents a risk of structural contraction of profit margins.
Contrary to what is generally affirmed, the companies do not believe they have
organisational/managerial difficulties, and size is not perceived as an impediment
(according to approximately one in five companies). The absence of such internal obstacles
stands out mostly in the sectors marked by a strong presence in foreign markets (both
through exports and in terms of production), such as pharmaceuticals, transport vehicles,
and electrical equipment. Another important, but external, factor regards the limitations on
accessing credit (40 per cent of the companies). Such difficulty is mostly seen in the
traditional sectors and in sectors with large economies of scale (such as transport vehicles,
chemicals, wood, machinery and rubber and plastic materials). Finally, with respect to the
intervention of economic-policy authorities, about 50 per cent of the manufacturing
companies believes that additional export credit or guarantee measures are needed. This is
evident particularly in the sectors experiencing greater difficulty in accessing credit (such as
coke, transport vehicles, chemicals, machinery, and textiles).

Roughly one in ten manufacturing companies is looking for measures to support network
solutions, but the figure doubles for companies in the food, beverage and tobacco sector.
The demand for support in offering services in Italy and abroad is much less important
(indicated by an average of 20 per cent of the manufacturing sector); partial exceptions are
the pharmaceutical sector with respect to services in Italy and the electrical equipment
sector with respect to service abroad.

Recent performance of spreads between yields on Italian debt securities and yields on
German bunds

In Italy, the tensions on the government securities market intensified in mid-2011,
prompting an expansion of the spread between the yields on Italian government securities
and the yields on German securities.

In December 2011, the Governing Council of the European Central Bank (ECB) launched two
long-term refinancing operations (LTRO). Such operations were implemented to respond to
the funding difficulties that banks in several European nations were experiencing due to the
sovereign debt crisis. In the first LTRO carried out on 21 December, the ECB provided gross
financing of approximately €489 billion. The second LTRO took place on 29 February 2012,
and provided funding of €530 billion. The actions undertaken contributed to reinstating
market confidence, leading to a reduction in the spread between the yields on lItalian
government securities and the yields on German securities. The decrease in yields was also
made possible by Italy's financial rebalancing and its adoption of structural reforms. In the
spring of 2012, however, the tensions flared again. At this point, the inevitable fiscal
consolidation initiatives already put into place by national governments, and in particular, by
Italy, were rounded out with an additional crucial lever of actions agreed at the level of the
main European institutions.
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On 28 and 29 June 2012, the summit of the heads of state and of government of the Euro
Area and the European Council announced important measures aimed at easing the
financial markets tensions and reinstating investor confidence. The European summit called
for the institution of a single bank oversight system. The summit also came to a decision
about greater flexibility and efficiency in the use of the financial support mechanisms
(European Financial Stability Facility (EFSF) and European Stability Mechanism (ESM)) in
order to stabilise the conditions for the financing of the nations most exposed to the market
tensions, subordinating such action to the respect of the commitments undertaken at a
European level.

In order to ensure that the transmission of monetary policy would be working properly within
the Euro Area, on 6 September 2012, the Governing Council of the ECB established the
means for implementing Outright Monetary Transactions (OMT) which consist of purchasing
government securities on the secondary market. Such purchases are subordinated to the
respect of rigorous conditions linked to the implementation of a financial aid programme on
the part of the EFSF or the ESM for the Member State making a formal request therefore.
With this initiative, the markets' response was more decisive and longer lasting.

The spread between the yields on 10-year Italian government securities and the yields on
German securities contracted markedly following: i) the announcement of the OMT; ii) the
fiscal consolidation measures undertaken by the member states most exposed to the
sovereign debt crisis; and iii) the progress made toward the realisation of the banking union.

The reduction of the tensions on government securities had an important impact on ltaly's
public accounts, favouring, albeit with the usual delay, a reduction in the average rate of
interest paid on the public debt. When compared with the projections presented in the DEF
Update in September, the interest expenditure for the public administration would be about
€7.7 billion lower in 2015. This improvement could not have occurred, had it not been for
the Government's firm action in terms of the rebalancing the public finances and the
structural reforms for growth.

SPREAD OF 10-YEAR GOVERNMENT SECURITIES VERSUS BUNDS.

6.0
—— 28-29 June
21 Dec. European
LTRO/1 Council
5.0 25 Jan.
European
banking
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17 May
4.0 Portugal rescue
28 Nov.
15 Sept.
Lehman Brothers bankruptcy Ireland rescue
X 3.0
24 Apr.
Greece debt downagrade
2.0
: M
0.0

Jan-08 Jul-08 Jan-09 Jul-09 Jan-10 Jul-10  Jan-11  Jul-11  Jan-12  Jul-12  Jan-13
Source: Thomson Reuters Datastream.
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I11.1 THE PATH TO A TURNROUND - EXCESSIVE DEFICIT PROCEDURE

The fiscal objectives presented in the Stability Programme for 2012 in April
last year were revised downwards in the course of 2012 due to a worsening of the
economic cycle, partly caused by a sharpening of tensions in the sovereign debt
market.

TABLE Ill.1: DIFFERENCES COMPARED TO THE PREVIOUS STABILITY PROGRAMME

2012 2013 2014 2015

GDP GROWTH RATE

Stability Programme 2012 -1.2 0.5 1.0 1.2

Stability Programma 2013 2.4 -1.3 1.3 1.5

Difference -1.2 -0.8 0.3 0.3
NET INDEBTEDNESS (% of GDP)

Stability Programme 2012 -1.7 -0.5 -0.1 0.0

Stability Programme 2013 -3.0 2.9 -1.8 -1.5

Difference -1.3 2.4 -1.7 -1.5
PUBLIC DEBT (% of GDP)

Stability Programme 2012 123.4 121.5 118.2 114.4

Stability Programme 2013 127.0 130.4 129.0 125.5

Difference 3.6 8.9 10.8 11.1

In July 2012, on the basis of the European Commission’s evalutations of the
macroeconomic and fiscal situation outlined in the previous Stability Programme,
the Ecofin Council recommended Italy to implement the budget consolidation plan
to secure a correction of the excessive deficit by 2012, appropriate progress
toward the medium-term objective (MTO) and debt reduction, while complying
with the expenditure benchmark.

In September, with the Update Note of the Economic and Financial
Document, budget forecasts were updated to take into account the weakening of
the macroeconomic scenario for the 2012-2015 period (about 1.8 cumulative
percentage points), the reports on the performance of macroeconomic aggregates
as well as the impact of the three-year corrective measures introduced in the
summer by two legislative packages. These two packages were meant to introduce
a comprehensive revision of public spending (spending review), by the measn of
the achievement of structural savings and selective cuts', as well as take care of

' Decree Law No. 95/2012 converted by Law No. 135/2012.
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enhancing the value of and selling government real estate throughout investment
funds as a means to reduce the stock of public debt?.

New estimates placed the general government net borrowing at 2.6 per cent
of GDP in 2012, exceeding the April figure by 0.9 percentage points, as a result of
revenues performance that was less favourable than expected and of a higher cost
of debt servicing, which was more than offset by a more moderate increase in
other current expenditure items. The deficit was expected to gradually decline
over the 2013-2015 period, in line with previous forecasts. In structural terms, the
fiscal consolidation effort was confirmed, as a balanced budget was achieved in
2013 and substantially maintained in the following years. The Stability Law,
adopted in October, identified the measures to achieve the policy objectives.

In December, a reinforced law implementing the structural balanced budget
rule, now enshrined in the Constitution, was adopted in line with the
commitments undertaken in the Euro Plus Pact, the Six Pack and the Fiscal
Compact.

Finally, in March 2013 and ahead of the deadline for submitting The Economic
and Financial Document, the Government informed the Parliament of the new
growth prospects for the economy and fiscal performance for the years 2013 and
2014. This was done because of the urgent need for measures to inject liquidity
into the economy to support growth and employment by speeding up the
settlement of general government payables to suppliers. The new estimates of
public finance, developed on the basis of data relating to the new macroeconomic
scenario and incorporating the impact of the measures introduced to speed up
the settlement of general government payables to suppliers®, showed a net
borrowing of 2.9 per cent of GDP in 2013 and 1.8 per cent in 2014, with a
worsening equal to 0.6 and 0.3 percentage points over the estimates in the
Update Note of the Economic and Financial Document.

More specifically, the end of 2012 showed a 1.3 percentage point deviation
from the net borrowing objective set in the previous Economic and Financial
Document. The greatest deviation is on total revenues, whose percentage on GDP
has declined by about 1.0 GDP percentage points, entirely due to less tax
revenues (about 1.0 percentage points). Less important seems to be the deviation
on the expenditure side (about 0.3 percentage points) whose greater incidence as
a proportion to GDP, solely as a result of a smaller denominator, is to be
attributed to increasing welfare benefits (about 0.3 percentage points) and to
debt servicing (about 0.2 percentage points), while the other expenditure items
are either in line with forecasts (such as employees’ compensation and
intermediate consumption) or edging down (such as social transfers in kind and
other current expenditure equal to 0.1 percentage points).

Therefore, with regard to results achieved last year, general government net
borrowing declined by about 12.4 billion in 2012, to 47.6 billion. As a proportion
of GDP it was -3.0 per cent, improving by 0.8 percentage points over the value

2 Decree Law No. 87/2012 which was incorporated and converted by Law No. 35/2012.
3 Decree Law No. 35/2013.Under the existing accounting and public finance law a similar measure requires
the updating of the previously set fiscal policy objectives, by submitting a specific Report to Parliament.
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TABLE I11.2: GENERAL GOVERNMENT BUDGETARY PROSPECTS 1

2012 2012 2013 2014 2015 2016 2017

Level (2) % of GCP % of GDP % oE GDP % of FDP % of GDP % of GDP
Net lending (EDPB.9) by sector

1. General government -47,633 -3.0 29 -1.8 -1.5 -0.9 -0.4
Cumulated change in net borrowing 2015-2017 0.2 0.4 0.6
2. Central government -53,660 -3.4 2.4 -1.7 -1.6 -1.2 -0.9
3. State government -52,612 -3.4 2.2 -1.5 -1.6 -1.1 -0.8
4. Local government 2,724 0.2 -0.7 -0.2 -0.3 -0.3 -0.4
5. Social security funds 3,303 0.2 0.2 0.2 0.2 0.2 0.2
General government (S13)
6. Total revenue 746,879 47.7 48.2 48.0 a47.7 47.5 47.3
7. Total expenditure 794,512 50.7 51.1 49.8 49.4 48.8 48.3
8. Net lending/borrowing -47,633 -3.0 2.9 -1.8 -1.7 -1.3 -1.0
9. Interest expenditure 86,717 5.5 5.3 5.6 5.8 6.0 6.1
10. Primary balance 39,084 2.5 2.4 3.8 4.1 4.7 5.1
11. One-off and other temporary measures (3) 1,512 0.1 -0.2 -0.1 -0.1 0.0 0.0
Selected components of revenue
12. Total taxes 472,164 30.2 30.4 30.4 30.3 30.2 30.1
12a. Taxes on production and imports 233,554 14.9 15.3 15.4 15.5 15.4 15.3
12b. Current taxes on income, wealth, etc. 237,235 15.1 15.0 15.0 14.7 14.7 14.8
12c. Capital taxes 1,375 0.1 0.1 0.1 0.0 0.0 0.0
13. Social contributions 216,669 13.8 14.0 13.9 13.8 13.7 13.6
14. Property income 8,631 0.6 0.6 0.6 0.6 0.6 0.6
15. Other 49,415 3.2 3.3 3.1 3.1 3.0 3.0
15a. Other current revenue 44,448 2.8 2.8 2.8 2.8 2.7 2.7
15b. Other capital revenue 4,967 0.3 0.4 0.3 0.3 0.3 0.3
16=6. Total revenue 746,879 47.7 48.2 48.0 47.7 47.5 47.3
p.m. : tax burden 44.0 44.4 44.3 44.1 43.9 43.8
Selected components of expenditure
17. Compensation of employees+ 254,434 16.2 15.8 15.2 14.9 14.6 14.3
intermediate consumption

17a. Compensation of employees 165,366 10.6 10.4 10.0 9.8 9.5 9.2
17b. Intermediate consumption 89,068 5.7 5.4 5.3 5.2 5.2 5.1
18. Social payments 354,624 22.6 23.1 23.0 22.9 22.7 22.6
of which: Unemployment benefits 12,967 0.8 0.9 1.0 0.9 0.9 0.8
18a. Social transfers in kind supplied via market producers 43,211 2.8 2.8 2.7 2.7 2.7 2.6
18b. Social transfers other than in kind 311,413 19.9 20.3 20.3 20.2 20.1 20.0
19=9.Interest expenditure 86,717 5.5 5.3 5.6 5.8 6.0 6.1
20. Subsidies 15,842 1.0 1.0 0.9 0.9 0.8 0.8
21. Gross fixed capital formation 29,224 1.9 1.8 1.7 1.7 1.7 1.6
22. Capital transfers 18,374 1.2 1.7 1.0 1.0 0.8 0.8
23. Other 35,297 2.3 2.4 2.2 2.2 2.2 2.1
22a. Other current expenditure 35,068 2.2 2.4 2.2 2.2 2.1 2.1
22b.0ther capital expenditure 229 0.0 0.0 0.0 0.0 0.0 0.0
24=7. Total expenditure 794,512 50.7 51.1 49.8 49.4 48.8 48.3
p.m. : Goverment consumption (nominal) 314,200 20.1 19.6 19.0 18.7 18.3 17.9

1)Rounding of the first decimal figure may cause differences between the sum of the various expenditure and revenues
items and the total expenditure and total revenues, respectively.

2) Figures in millions

3) The plus sign shows one-off measures to reduce the deficit.

Note: The first line of the table shows policy scenario targets, the remaining figures show performance at unchanged
legislation. As of 2015, the indicator figures shown in the table are calculated considering that real-estate taxation regime
introduced by Decree Law No. 201 of 2011 will remain unchanged. Data concerning total revenues and total expenditure
differ from those of the general government accounts published in Section Il of the Economic and Financial Document
due to a different method of presenting the accounts: under EC Regulation No.1500/2000 in Section |, while under the
traditional version in Section Il. A connection between the two versions is published by Istat annually at intervals of a few
months. Data relating to 2011 and 2012 are ISTAT pre-end-of -year and end-of- year data that have not been published
yet. For the years 2013-2017 data are forecasts by the Ministry of the Economy and Finance.
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recorded in 2011 (-3.8 per cent)*. The primary surplus doubled from 1.2 per cent
of GDP in 2011 to 2.5 per cent in 2012.

Total revenues have increased by 2.5 per cent over the previous year. Current
revenues increased by 2.6 per cent: in particular, indirect taxes went up by 5.2
per cent, mainly driven by revenues from the property tax (Imposta Municipale
Unica -IMU) and the increase in excise duties on mineral oils. A similar increase
(5.0 %) was recorded by direct taxation, essentially due to the increase of
personal income tax (IRPEF), the IRPEF regional surcharge and the withholding tax
interest and other capital incomes, which reflects changes in the taxation regime
of financial rents. Social security contributions remained substantially stable (-0.1
per cent). There was a clear contraction of capital revenues due to the lack of
one-off payments of the substitute tax on the realignment of accounting values to
the international IAS standards that had sustained revenues in 2011. Overall, total
revenues reached 47.7 per cent of GDP in 2012. The tax burden was 44.0 per cent,
on the increase compared to 42.6 per cent in 2011.

On the expenditure side total outlays recorded a moderate increase
compared to 2011 (0.7 per cent) showing an increase similar to that of current
outlays (0.8 per cent). In particular, employees’ compensation declined by 2.3 per
cent, following the cut in general government employees and the freeze on
contract renewals; after measures to cut public expenditure were introduced,
intermediate consumption went down by 2.4 per cent; welfare benefits in cash
increased by 2.4 per cent, in line with growth in pension and annuity expenditure.
Interest paid stood at about 86.7 billion in 2012, with a 10.7 per cent increase
over 2011. As regards capital expenditure, declining by 0.6 per cent, gross fixed
investment decreased by 6.0 per cent.

In 2012 the deficit reduction path was marked by a clear worsening of the
economic cyclical phase and a resumption of tensions in financial markets, leading
to an increase in interest rates. Measures to contain expenditure, on which
Government action was focused, was accompanied by a corresponding revenue
reduction in order to support economic growth.

Two years after the start of the excessive deficit procedure (EDP)’, the level
of net borrowing achieved in 2012 and forecasts of its further reduction for the
following years show fiscal consolidation in line with the Recommendations of the
European Union. The changes made to the national regulatory framework have
laid the foundations to achieve a balanced budget that will last in time.

“# According to SEC 95 version, which is not valid for EDP purposes that considers swaps, the ratio of net
borrowing to GDP was 2.9 per cent, thus showing a 0.8 per cent improvement over 2011 (revised downwards from
3.8 per cent to 3.7 per cent.

> With the start of the excessive deficit procedure against almost all European countries at the end of
2009, Italy was asked to bring the deficit below 3.0 per cent of GDP by 2012 and to ensure an average yearly
fiscal effort of at least 0.5 GDP percentage points over the 2010-2012 period.
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TABLE I11.3: FISCAL CONSOLIDATION PATH (as a percentage of GDP)!

2011 2012 2013 2014 2015

Economic and financial document (April 2012)

Net indebtedness -3.9 -1.7 -0.5 -0.1 0.0
Structural net indebtedness -3.6 -0.4 0.6 0.6 0.4
Primary surplus 1.0 3.6 4.9 5.5 5.7
Interest 4.9 5.3 5.4 5.6 5.8
Public debt (including loans to euro area) 120.1 123.4 121.5 118.2 114.4
Public debt (excluding loans to euro area) 119.2 120.3 117.9 114.5 110.8
1) Decree Law no. 95 (July 2012)

Impact on net indebtedness 0.04 0.00 0.00 0.04
Higher net revenues -0.21 -0.42 -0.61 -0.60
Lower net revenues -0.25 -0.42 -0.61 -0.63
2) Stability Law (October 2012)

Impact on net indebtedness -0.15 0.01 0.02
Higher net revenues -0.12 -0.05 -0.02
Lower net revenues 0.03 -0.06 -0.04
Impact of macroeconomic forecast revision -0.81 -1.02 -1.24 -1.08
Impact of debt servicing revision -0.12 -0.05 -0.19 -0.37
Update of DEF (September 2012)

Net borrowing -3.9 -2.6 -1.8 -1.5 -1.3
Structural net borrowing -3.3 2.8 -0.6 0.6 0.5
Primary surplus 1.0 2.9 3.8 4.4 4.8
Interest 4.9 5.5 5.6 5.9 6.1
Public debt (including loans to eu area) 120.7 126.4 126.1 123.1 119.9
Public debt (excluding loans to euro area) 119.9 123.3 122.3 119.3 116.1

1)Rounding of the first decimal figure may cause differences between the values shown in the table.

For 2013 and 2014, net borrowing is expected to remain respectively at 2.9
and 1.8 per cent of GDP in line with forecasts made in the March Report to
Parliament.

In the following years, fiscal performance, discounting the IMU experimental
tax regime that will be maintained, shows a net borrowing profile close to the
level needed to achieve a structurally balanced budget. However, achieving a
balanced budget in the years 2015-2017 could require measures to bridge the
residual gap.

Based on policy scenario trends, the primary surplus in nominal terms is
expected to increase gradually, reaching 5.7 per cent in 2017.

Any additional measures will be fine-tuned to ensure that expenditure
increases remain in line with the provisions of the expenditure rule set at
European level.
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TABLE I11.4: EXPENDITURE TO BE EXCLUDED FROM THE EXPENDITURE RULE

2012 2013 2014 2015 2016 2017
Level (1) % of GDP % of GDP

Expenditure on EU programmes fully matched
by EU funds 4,499 0.3 0.3 0.3 0.3 0.3 0.3
Cyclic component of expenditure on
unemployment benefits (2) 3,777 0.2 0.3 0.3 0.2 0.2 0.2
Discretionary expenditure adopted in 2012 (3) 20,380 1.3 1.8 1.6 1.6 1.6 1.5
Revenue increases already laid down by law 0.0 0.0 0.0 0.0 0.0 0.0 0.0

1) In millions of euros.

2) As a first application, over the (2013-2017) forecasting period the cyclical component was identified as the gap
between the forecast figure and the average value of expenditure over the years 2008-2012. increased by 2 per
cent for each of the forecast years. For 2012 the gap was calculated on the average figure of the 2007-2011
period. increased by 2 per cent. The expenditure variable considered is the ‘expenditure for safety-net benefits in
cash’. which is a subset of category D62 of SEC95.

3) Discretionary revenues include the net impact of revenue reduction resulting from budget package measures
(Decree Law No. 95/2012 and Stability Law No. 2013-2015) and revenue increases ordered with previous de-
crees (Decree Laws No. 201/2011. No. 70/2011. No. 98/2011 and No. 138/2011, net of the safeguarding
clause on tax expenditures).

The expenditure rule

The expenditure rule introduced by the New Stability and Growth Pact in 2011 strengthens
the commitments relating to fiscal rules, further qualifying convergence towards the
medium term objective. This rule has been applied since 2012 and has already been
transposed into Italian legislation with law No. 243/2012.

More specifically, every year the reference expenditure aggregate is the sum of total general
government expenditure, net of debt servicing, of expenditure in European programmes fully
matched by EU funds, and the non discretionary component (i.e. linked to the economic
cycle) of expenditure on unemployment benefits. In addition, the aggregate expenditure
considered should be adjusted for the intrinsic volatility in the investment series,
substituting for the annual figures of investment series their average calculated between
the t year and the previous three years. According to the recent changes made to the
calculation method, the expenditure aggregate is also adjusted by the impact of
discretionary revenues. which, based on the previous method, were considered as a
component for offsetting any overshooting of the expenditure aggregate with respect to the
benchmark rate.

For countries that have achieved their MTO, the expenditure aggregate . expressed in real
terms, may change in line with the medium-term growth rate of potential GDP. For those far
from achieving their MTO, increase in the expenditure aggregate should be smaller than the
potential GDP rate of growth over the medium term by a shortfall that secures a cut in the
structural budget balance of at least 0.5 percentage points every year.

The maximum limit to growth in the expenditure aggregate set at European level and
applied to Italy for the 2012-2013 period is -0.8 per cent a year in case of failure to achieve
the MTO and 0.3 if the MTO is achieved. In the next three-year period (2014-2016) the
benchmark has been updated and is equal to -1.1 per cent a year if the MTO is not achieved
and 0.0 per cent if the MTO is achieved. When the benchmark was updated the growth rate
of the GDP deflator for each country was also indicated in line with the European
Commission’s forecasts, so that it could be considered in assessing compliance with the
rule over the 2011-2013 period, in line with the European Commission’s forecasts. The
benchmark rates for Italy are 1.90 per cent in 2011, 1.87 per cent in 2012 and 1.88 per
centin 2013.

FOCUS
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Based on these criteria and considering that the figures in general government accounts
are based on the unchanged policy scenario and do not include the impact of any further
budget packages that may be introduced by the Government, the fiscal framework appears
to be in line with the rule for the whole period (2011-2017) that has been considered,
except for the years 2015 and 2017.

APPLICATION OF THE EXPENDITURE RULE *

2011 2012 2013 2014 2015 2016 2017

millions of euros

1.Total expenditure 788.894 794.512 804.087 808.264 829.391 845.137 862.595
2.Higher expenditure at unchanged

policy 0.0 0.0 0.0 0.0 2061 4441 7.073
3.Expenditure funded by the EU 3.508 4.499 4499 4499 4.499 4499 4499
4. Cyclic component of

unemployment benefits 2.828 3.777 3961 4.493 3811 3560 3.335
5.Interest 78.351 86.717 83.892 90.377 97.465 104.387 109.289
6.Gross fixed investment 31.097 29.224 28.257 28.156 28.289 28.669 28.761
7.Gross fixed investment-average

on the last four years 34.260 32.760 30.240 29.184 28482 28.343 28.469
8.Step 1: Expenditure aggregate

benchmark (1+2-3-4-5-6+7) 707.370 703.054 713.717 709.923 725.869 736.806 752.252
9.Discretionary revenues (2) 5.036 20.380 27.624 26.784 27.668 27.722 27.188
10.Step 2: Expenditure aggregate

benchmark (8-9) 702.334 682.675 686.093 683.138 699.201 709.084 725.064

11.Step 3: Growth rate of the
expenditure aggregate in nominal

terms -1,3 -2,8 0,5 -0,4 2,2 1,6 2,3
12.Step 4: Growth rate of the
expenditure aggregate in real terms -3,2 4,7 -1,4 -2,3 0,4 -0,2 0,5

13.Benchmark (maximum limit to

the growth of the expenditure

aggregate) -0,8 -0,8 -0,8 0,0 0,0 0,0 0,0
1) The benchmark used is consistent with meeting the medium-term objective by 2013 and maintaining it in the
following years. The aggregate expenditure benchmark is consistent with figures presented in the general
government accounts (Table 111.2), by subtracting from total expenditure at unchanged policies the amount for
debt servicing, expenditure matched by EU funds, the cyclic component of unemployment benefits and
considering the average expenditure for investment (calculated on the years from t to t-3 . Discretionary measures
on expenditure have also been subtracted (Table II.5). the benchmark growth rate for expenditure was deflated
through the rates provided by the Commission during the years 2011-2013, while in the following years the
growth rate of the GDP deflator shown in Table 11.2b was used.

2) In line with the definition agreed in the Output Gap Working Group, the discretionary measures on revenues
correspond to measures that have already been adopted and to other measures planned with a margin of
certainty (European Commission, Methodological requirements for the reporting of discretionary revenues
measures, Note for the OGWG, 3 October 2012.). See also (European Commission, Complementary information on
the functioning of the expenditure and debt benchmarks, Note for the Alternates of the Economic and Financial
Committee, 27 June 2012.). The figure for 2011 shows the expected increase in total tax revenues , compared to
2010 end-of-year data, from the main measures introduced during the 2010-2011 two-year period.
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TABLE I11.5: SCENARIO AT UNCHANGED POLICIES

2012 2013 2014 2015 2016 2017
Level (1) As % of GDP As % of GDP

Total revenues at unchanged policies 746,879 47.7 48.2 480 470 46.8 46.6
Total expenditure at unchanged policies 794,512 50.7 51.1 498 496 49.1 4838
Detailed expenditure items (2)
Current expenditure 753,255 48.1
Employees’ compensation 165,366 10.6 10.4 10.0 9.8 9.6 9.3
Intermediate consumption 132,279 8.5 8.2 8.0 7.9 7.9 7.9
Other current expenditure 57,480 3.7 3.7 3.5 3.5 3.5 3.4
(net of interest and welfare benefits)
Current account expenditure 46,617 3.0
(net of property sale)
Gross fixed investment 29,199 1.9 1.8 1.8 1.7 1.7 1.6
(net of property sale)
Contributions to investment 17,487 1.1 1.2 1.0 1.0 0.7 0.7

1). In millions of euro.
2) Detailed expenditure data are consistent with the general government accounts published in Section Il of the Economic
and Financial Document .

2012 2013 2014 2015 2016 2017

State Sector Balance -49,500 -53,674 -31,387 -37,044 -29,422 -28,580
As a % of GDP -3.2 -3.4 -1.9 2.2 -1.7 -1.6
Central Government Balance -49,397 -53,404 -30,791 -36,344 -28,769 -27,924
As a percentage of GDP -3.2 -34 -1.9 2.2 -1.7 -1.6
Local Government Balance -1,505 -1,229 -979 -729 -430 -292
As % of GDP -0.1 -0.1 -0.1 0.0 0.0 0.0
Social Security and Welfare Institutions Balance 0.0 0.0 0.0 0.0 0.0 0.0
As % of GDP 0.0 0.0 0.0 0.0 0.0 0.0
Public Sector Balance -50,903 -54,635 -31,770 -37,073 -29,200 -28,217
As % of GDP -3.3 -3.5 2.0 2.2 -1.7 -1.6

111.2 FINANCIAL IMPACT OF THE MAIN REFORMS

In the National Reform Programme for 2013, ten policy areas have been
identified (public expenditure containment and efficiency , federalism,
administrative efficiency, product market and competition, employment and
pensions, innovation and human capital, business support, support to the financial
system, energy and the environment, infrastructure and development) shown in a
Table annexed to the document®.

These areas include the new action measures introduced by the new
regulations that have become effective since April 2012’.

¢ For a description of the table layout and its contents, see the guide on “ How to read the tables annexed
to the National Reform Programme’ in the Appendix to the National Reform Programme 2013 in a Table attached
to the document.

7 Even if these measures also include provisions concerning the measures that had already been introduced
in previous years, referred to as update of the regulatory and financial aspects of the National Reform
Programmes for 2012 and 2011, this subsection does not analyse the impact resulting from updating the measures
of the National Reform Programmes published in the last two years and contained in the Table attached to the
National Reform Programme for 2012.
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TABLE I11.7: FINANCIAL IMPACT OF THE NEW MEASURES OF THE NRP 2013

2012 2013 2014 2015 2016 2017
millions of euros

Public expenditure reduction

Higher expenditure 0.0 588 0.0 0.0 0.0 0.0
Higher revenues 30 1,972 2,251 2,326 1,988 1,988
Expenditure cuts 0.0 7,391 7,906 8,098 7,136 7,101
Decrese in revenues 0.0 562 586 568 568 562
Administrative efficiency
Higher expenditure 0.0 10 0.0 0.0 0.0 0.0
Infrastructure and development
Higher expenditure 70 320 70 70 70 70
Decrese in revenues 4 4 4 4 4 4
Product market. competition and administrative
efficiency
Decrese in revenues 0.0 9 9 9 9 9
Employment and pensions
Higher expenditure 0.0 3,492 4,266 3,877 3,831 3,422
Higher revenues 0.0 988 1,554 1,800 1,800 1,400
Decrese in revenues 0.0 941 1,349 1,206 0.0 0.0
Innovation and human capital
Higher expenditure 0.0 279 169 109 108 108
Business support
Higher expenditure 0.0 667 453 507 497 497
Decrese in revenues 0.0 77 150 121 121 112
Higher revenues 0.0 0.0 0.0 33 0.0 28
Energy and the environment
Higher expenditure 0.0 0.0 5 10 10 10
Financial system
Higher expenditure 0.0 1,617 0.0 0.0 0.0 0.0
Decrese in revenues 0.0 11 8 9 11 13

1) Data do not include the financial updates of measures in the NRP for 2011 and 2012.
Source: MEF-RGS calculations on data from Annexes 3, Technical Reports and Information provided by the relevant
Ministries.

For each macroarea of action the impact on the State budget has been
assessed in terms of higher or lower expenditure and higher or lower revenues
from the measures affecting them (Table 111.7)%; however, there are measures that
have no impact because it cannot be quantified when the measure concerned is
adopted or because they do not entail any additional or higher costs for the
government budget.

For more details on these measures see Chapter Il .4 of the National Reform
Programme (which is part of the Economic and Financial Document).

& The table does not contain the area relating to federalism, as the new measures concern legislative bills
that are still being considered by Parliament (XVI legislature). The update of the regulatory and financial aspects
concerning progress on the implementation of the decrees implementing the enabling act No. 42/2009 is
contained in the table annexed to the National Reform Programme 2012 (measures 19-24).
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111.3 CYCLICALLY ADJUSTED BUDGET BALANCE

In the course of 2012 Parliament adopted a series of legislative measures’
that, in compliance with the European legislation, firstly introduced in the
Constitution and then implementated, the balanced budget principle. Under the
new national legislation, a balanced budget is achieved when the structural
balance stands at the level of the Medium-Term Objective (MTO)™.

In the case of Italy, the Medium-Term Objective coincides with a structural
balanced budget. This shifts the focus of fiscal surveillance on the assessments
made in structural terms, that is net of the economic cycleand of other temporary
measures.

Estimates carried out on the baseline macroeconomic scenario (Chapter IlI)
show the performance of potential growth' for 2013 which stands at around zero,
after the 0.5 percentage point contraction in 2012. This performance is mainly
due to the contribution, which was already negative in the past, of total factor
productivity, offset by the positive contribution of the labour factor'. Forecasts
for the 2014-2017 period point to a gradual recovery. As early as 2014 potential
GDP is expected to start growing again at a rate of 0.2 per cent, while in 2017
growth is expected to reach 0.5 per cent.

The labour and capital factors are forecast to make a positive contribution to
potential growth, while only by 2016 would total-factor productivity go back to
making a marginally positive contribution. It should be noted that the growth rate
estimate presented in this Section is based on a conservative and prudential
assessment of the impact of structural reforms (see Chapter Il).

The output gap, that is to say the variable that measures, in relative terms,
the distance between the level of potential vis-a-vis that of actual output, is
forecast to widen further compared to previous years and to reach -4.8 per cent
of potential GDP in 2013. Future performance, i.e. between 2014 and 2017, should
enable a gradual closing of the gap; indeed, output gap is forecast to record
negative values, which will be ever less negative and finally reach -0.8 per cent by
2017.

° These measures are the Constitutional Law No. 1 of 20 April 2012, on the “Introduction of the balanced
budget principle in the Constitution” and Law No. 243 of 24 December 2012 on “ “Provisions for the
implementation of the balanced budget principle under Article 81. paragraph 6, of the Constitution”

© The Medium-Term Objective is defined in structural terms (net of the economic cycle and other
temporary factors) on the basis of specific indicators for each country such as the long-term potential growth
rate, the current debt-to-GDP ratio and the amount of implicit costs related to the ageing population

" Estimates of potential output and the output gap of the Italian economy are based on the use of the
production function method shared by all EU countries and approved by ECOFIN. This method is regularly
discussed and reviewed within the Economic Policy Committee of the Output Gap Working Group ( EPC-OGWG).
For further information see: D’auria et al. 2010. The production function methodology for calculating potential
growth rates and output gaps, European Economy, Economic Paper, No. 420.

2 As regards the labour factor, it should be noted that estimates of the participation rate used to derive
the potential growth rate and output gaps are based on a definition of the active population that considers 15-74
cohorts instead of the 15-64 age group. This change, agreed at European level, became necessary to include the
employment impact of the recent pension system reform, which contributed to notably raising the retirement
age and the length of working lives in Italy and elsewhere.
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TABLE I11.8: CYCLICALLY-ADJUSTED BUDGET (as a percentage of GDP) *

2011 2012 2013 2014 2015 2016 2017

GDP growth rate at constant prices 04 24 -13 13 15 13 14
Net borrowing -38 30 29 -18 -15 -09 -04
Interest paid 50 55 53 56 58 60 6.1
Potential GDP growth rate 04 05 00 02 03 03 05
Factor contribution to potential growth:

labour 03 04 02 03 03 02 0.2

capital 02 00 00O 01 O01 02 02

Total factor productivity 0.1 -02 -02 -01 -01 00 01

Output gap -1.8 -36 -48 -38 -26 -17 -0.8
Cyclic component of the budget balance -1.0 -20 -27v 21 -15 -09 -05
Cyclically adjusted budget balance 28 -11 -02 03 01 00 00
Cyclically adjusted primary surplus 22 45 51 59 57 61 61
One-off measures 0.7 01 -02 -01 -014 00 0.0
Budget balance net of one-off measures 45 -31 -27 -17 -15 -09 -05
Cyclically adjusted budget balance net of one-off measures 35 -12 00 04 00 00 0.
Cyclically adjusted budget balance net of one-off measures 15 44 53 6.0 58 6.0 6.1
Budget balance change net of one-off measures -0.2 -13 -04 -10 -02 -05 -05
Cyclically adjusted budget balance net of one-off measures 0.2 23 -11 -04 04 00 00

1) Rounding of the first decimal figure may cause inconsistencies between the values shown in the table.

The cyclical component, which provides an approximate measure of the
impact of cyclic fluctuations on the government budget, is defined as the product
between output gap and the elasticity of the budget balance to economic growth.
The EU Economic Policy Committee adopted the semi-elasticity concept, with
effect from this year'. Therefore, instead of measuring the impact of changes in
economic growth on the absolute level of the budget balance, the change in the
budget balance as a percentage of GDP with respect to changes in economic
growth is considered. Unlike the previous indicator, this determines elasticity to
be equal to about zero with respect to the ratio of tax revenues and GDP and
brings it close to 0.5 with respect to the ratio of expenditure and GDP. Overall,
the parameter of semi-elasticity is equal to about 0.55 in the case of Italy™. With
these innovations, the cyclical component is expected to reach -2.7 per cent in
2013 and then progressively decline, reaching -0.5 per cent by 2017.

In line with the government’s medium-term objective, the structural balance,
which considers the ratio of borrowing to GDP net of the cycle and one-off
measures, is forecast to be balanced by 2013 without any need for further
corrective measures. In 2014 the structural balance is expected to stand well
above the medium-term objective, reaching a surplus of 0.4 per cent of GDP.
Conversely, over the 2015-2017 period, the next Government should implement

3 Mourre, G., Isbasoiu, G.M., Paternoster, D., Salto, M., 2013, The cyclically adjusted budget balance in
the EU fiscal framework: an update; European Economy, European Commission, Directorate- General for
Economic and Financial Affairs; Economic Paper No. 478.

' Moreover, for each individual countries the specific weights representing the structure of revenues and
expenditure and the relative shares of the individual items as a percentage of the total amount have been
updated, i.e the structure of revenues and expenditure and the relative quotas of the individual categories they
are composed of. Both the change to semi-elasticity and that concerning the relative weights have no major
effect on the calculation of the cyclical component, while they have a significant impact on the separate
calculation of structural revenues and expenditure.
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additional budget measures, with overall effects of 0.6 per cent of GDP in order to
secure a structural balanced budget.

111.4 PUBLIC DEBT

In 2012, as in 2011, public debt was managed in a situation made more
difficult both by extreme volatility in financial markets (especially the segment of
government securities of the euro area) and the economic downturn. However,
market performance during the year was far from even. The lingering effects of
the extraordinary measures taken by the European Central Bank to inject liquidity
at three-year interval were still being felt during he first months of the year. More
specifically, in February the second Long Term Refinancing Operation was made
for an additional € 530 billion with the participation of 800 banks. The market for
Italian government securities benefitted significantly from these operations, also
thanks to the role played by Italian banks, which used part of the liquidity thus
received to buy government securities, thereby making more than a mere
marginal contribution to the reduction of rates and the return to satisfactory
liquidity conditions in the secondary market. From early January to early March
rates for one-year maturity securities declined by 260 basis points while interest
rates on ten-year-maturity securities went down by about 230 basis points.

FIGURE lil.1: PERFORMANCE CURVE OF RETURNS ON GOVERNMENT SECURITIES
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At the same time, also the return differential with the German Bund declined
notably from 530 basis points in early January to 290 in early March for 10-year
maturity securities. This trend was strengthened on the one hand by further fiscal
consolidation measures adopted by the Government at the end of 2011, in
addition to those that had already been implemented in earlier months, and on
the other by the approval at EU level of the Fiscal Compact, aimed at ensuring
more effective fiscal surveillance of Member States and closer monitoring of the
sources of potential macroeconomic risk.
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In March, and at the end of July, market volatility raised its head again and
was more intense, at the same time as the impact of the two extraordinary
liquidity operations by the ECB abated. This new bout of market turbulence was
caused on the one hand by the problems linked to debt restructuring in Greece,
which were compounded by its complex situation of political instability, also
triggered by negotiations on aid tranches, and, on the other, by Spain’s worsening
fiscal scenario, as well as by the need to proceed with major recapitalization
programmes for the Spanish banking sector. Against this backdrop the prices of
government bonds worsened further, which, in turn translated into a more costly
debt servicing: over the whole period from early March to mid July, interest rates
went up by about 130 basis points for one-year maturity securities, while for ten-
year maturity securities the increase was equal to 90 basis points, causing a
noticeable flattening of the return curve, a new alarm symptom on the credit risk
front.

FIGURE Ilil.2: 10 YEAR BTP-BUND YIELD DIFFERENTIAL
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In June, important agreements were reached at EU level for the Spanish
banking sector, with an aid plan of up to €100 billion from the European vehicles
EFSF/ESM, and with regard to the roles to be played by these funds to support
government securities of countries experiencing stress. However, the market
situation has not shown signs of a significant improvement, which is also partly
due to Italy’s downgrading by Moody’s in July.

What radically changed the context at the end of July was the firm
commitment by the ECB to start considering every option in order to secure the
single currency’s survival. This was followed, in early August, by the presentation
of the new plan for the purchase of securities (OMT Outright Monetary
Transactions), whose operational details were set out in early September. With
these market initiatives the government securities market of the whole Euro Area
stabilized, with strongly declining returns in all the so-called peripheral countries,
a sharp reduction in the volatility of security prices and a notable increase in
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traded volumes, with a non-negligible return of investors from both Northern
Europe and other areas such as the U.S.A and Asia. In the case of Italy, all of the
above resulted in a notable decline, that lasted until mid February last year, of
the spread with the German Bund, which from being above 530 basis points at the
end of July 2012 reached about 255 basis points in Febraury 2013. Conversely, the
shape of the return curve normalized quite rapidly; as early as September the
curve became a slope again, in line with that of early March, declining further
until it reached rates similar to those of the first half of July 2011. What stopped
this trend, without actually reversing it, was only the looming general election of
late February, whose outcome appeared ever more uncertain.

FIGURE Ili1.3: 2-YEAR BTP-BUND YIELD DIFFERENTIAL
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Despite such a difficult situation, the Treasury succeeded in ensuring a rather
regular and predictable policy in terms of issuance and management of the
circulating debt, thereby ensuring an efficient allocation of debt both in terms of
costs and consolidation of the risk-minimization results at the end of 2011. Italy’s
government securities have been placed satisfactorily, both in terms of demand
for them and in terms of costs, considering that a large part of placements was
done at prices that were basically in line with those of the secondary market.

In the most favourable months, the Treasury succeeded in refinancing
securities reaching maturity, speeding up the pace of issuance of all securities
with maturity up to ten years and especially of BOTs. Improved conditions during
the last few months of 2011 enabled the issuance in March of BTP Italia, a type of
securities with four-year maturity indexed to the FOI inflation index (FOI Indice
delle famiglie italiane di operai ed impiegati) intended for retail investors and
listed on the MOT (Mercato Telematico delle Obbligazioni). This bond was issued
again in June and October, and was quite successful especially in October, also
due to particularly favourable market conditions.

30 MINISTERO DELL’ECONOMIA E DELLE FINANZE



I1l. NET INDEBTEDNESS AND PUBLIC DEBT

TABLE 111.9: FACTORS DETERMINING PUBLIC DEBT (% of GDP)*

2011 2012 2013 2014 2015 2016 2017

Level (net of aid) (2) 120.0 1243 1269 125.2 1218 117.8 1138
Impact of aid (3) 0.8 2.7 35 3.8 3.7 3.6 35
Level (including loans) (2) 120.8 127.0 1304 129.0 1255 1214 1173
Changes over the previous year 1.5 6.2 3.4 -1.4 -3.5 4.1 -4.1

Factors determining changes in public debt
(as a percentage of GDP)

Primary Surplus (on a cash basis) -1.2 -2.5 2.4 -3.8 -4.3 5.1 5.7
Snow-ball effect 3.0 6.5 4.7 1.5 1.7 2.1 2.4
Of which interest (on a cash basis) 5.0 5.5 5.3 5.6 5.8 6.0 6.1
Stock-Flow adjustment -0.3 2.2 1.1 0.9 -0.9 -1.1 -0.8
O which: difference betiveen cash-basis 04 00 03 01 08 08 -04
Net accumulation of financial 0.6 0.4 0.2 0.6 05 0.7 0.8

assets (4)
Of which: Proceeds from

T ; 0.0 -0.5 -1.0 -1.0 -1.0 -1.0 -1.0
privatization operations

Impact of Debt evaluation 0.5 0.5 0.3 0.3 0.4 0.3 0.3
Other (5) -1.0 2.1 1.3 1.4 0.0 0.1 0.1
p. m. Implicit interest rate on Debt 4.2 4.5 4.2 4.4 4.7 4.9 5.2

1) Rounding of the first decimal figure may cause inconsistencies between the figures presented in the Table.

2) Including and excluding Italy’s share of EFSF loans to Greece and the ESM programme. For the years 2011 -
2012 the amount of these loans to EMU Member States (bilateral or through the EFSF)) is equal to € 13,118 and
36,932 billion respectively. Estimates for the years 2013-2017 include proceeds from privatization operations for
an amount equal to about 1 percentage point of GDP a year.

3) It includes the impact of Italy’s contribution to support the euro area: contributions to the Greek Loan Facility
(GLF), EFSF and ESM.

4) It includes the impact of contributions to GLF and the ESM.

5) the item ‘Other’, a residual item compared to the previous ones, includes: changes of active deposits of the
Ministry of the Economy and Finance with the Bank of Italy; statistical discrepancies; contributions to support the
euro area envisaged by the EFSF programme; effects of Decree Law No.35/2013.

At times of great turbulence, the Treasury never resorted to sudden changes
in strategy: it resorted to a gradual rescheduling of the issuances of securities
with 2-10 year maturity, favouring those at three - and ten - year maturity, as
against a reduction in the number of securities with 15-30 year maturity, on the
variable - rate component (CCTeu) or the euro-area-inflation indexed bonds
(BTP€i). Conversely at these times the supply of off-the-run securities has been
stepped up, while in one case a share swap transaction was made, with the aim of
supporting Euro-Area inflation linked BTPs, which under certain market conditions
have shown a very negative performance also in terms of secondary market
liquidity.
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ABLE I11.10 RAL GOVER DEBT BY SUBSECTORS !
n millions of euro and as a percentage of GDP)

2011 2012 2013 2014 2015 2016 2017

Level net of financial aid to
euro area countries(2)

General government bodies 1,894,275 1,945,993 1,995,916 2,032,816 2,043,870 2,040,114 2,032,295
as % of GDP 120,0 124,3 126,9 125,2 121,8 117,8 113,8

Central government (3) 1,785,363 1,838,855 1,887,547 1,923,468 1,933,793 1,929,606 1,921,854
Local government (3) 135,159 131,810 133,039 134,018 134,747 135,177 135,469
Social security and welfare

agencies (3) 135 149 149 149 149 149 149
Level including loans to euro area
countries (2)
General government 1,907,392 1,988,658 2,051,352 2,094,275 2,105,502 2,101,937 2,094,348
as % of GDP 120,8 127,0 130,4 129,0 125,5 121,4 117,3

Central Government (3) 1,798,480 1,881,520 1,942,983 1,984,927 1,995,425 1,991,429 1,983,908

Local government (3) 135,159 131,810 133,039 134,018 134,747 135,177 135,469
Social security and welfare
agencies (3) 135 149 149 149 149 149 149

1) Rounding of the first decimal figure may cause inconsistencies between the figures among the various figures
presented in the Table.
2) Including and excluding Italy’s share of EFSF loans to Greece and the ESM programme. For the years 2011-
2012 the amount of these loans to EMU Member States (bilateral or through the EFSF)) is equal to € 13,118 and
36,932 billion respectively. Estimates for the years 2013-2017 include proceeds from privatization operations for
an amount equal to about 1 percentage point of GDP a year.
3) Including non-consolidated interest.
Source: Bank of Italy, Supplement to the statistical bulletin ‘Finanza pubblica, fabbisogno e debito’ of 15 March
2013.

111.5 EVOLUTION OF THE DEBT- TO- GDP RATIO

While in 2011 the debt-to-GDP ratio was only marginally revised upward, from
120.7 per cent, reported in last Semptember’s Update Note of the Economic and
Financial Document, to 120.8 per cent, the figure for 2012 now stands at a level
which is higher than that forecast in the DEF Update, as it has now reached 127
per cent. While in the first case the revision was due to standard statistical
revisions relating to both the aggregate stock of public debt (by the Bank of Italy)
and GDP (by ISTAT), what caused the increase over the forecasts for 2012 was
mainly the performance of the debt volume, which was €12 billion higher than the
September estimates 2012". This evolution is partly accounted for by a higher-
than-expected increase in the public sector borrowing requirement and partly by
an accelerated pace of bond issuance, which contributed to consolidating the
Treasury’s cash position at the end of the year .

For 2013 the debt-to-GDP ratio is forecast to increase further by over 3 GDP
percentage points compared to 2012, thus reaching 130.4 per cent, a figure which
is about 4.3 percentage points of GDP higher than the estimate made in the DEF

'3 In line with forecasts, the 2012 debt stock was affected by the privatization operations of Fintecna, Sace
and Siemest, for a total amount of about € 7.8 billion; the operation will be completed in the course of the year
and will involve another 0.9 billion.
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Update of 2012. This evolution has different causes: a smaller role is played by the
‘carry-over’ effect from 2012 (about 0.7 points of GDP) and a GDP level for the
year estimated to be slightly smaller (by about 0.5 percentage points), while the
most significant factor is a substantial upward revision of the public sector
borrowing requirement (by about 3.3 points of GDP), also due to the measure to
unfreeze the payment of general government payables to suppliers'®. Compared to
the DEF Update, no major changes result from the impact of loans granted to Euro
Area countries, whose overall effect on debt, in terms of GDP for the years 2012
and 2013, remains basically unchanged; however, the impact of the rescheduling
of the loan to Greece was taken into account.

In 2014 we witness a first, albeit moderate, reduction of the debt-to-GDP
ratio, which is forecast to stand at 129 per cent, slightly less than 6 percentage
points of GDP and above the September forecast. In addition to the obvious
reason, i.e. the higher level of the previous year, in this case this figure is also
due to a much higher (by about two GDP points) level of the public sector
borrowing requirement compared to that predicted in the DEF Update estimates,
mainly because of the impact of the above-mentioned Decree Law.

FIGURE lil.4: EVOLUTION OF THE DEBT-TO-GDP RATIO (including and excluding loans to euro-area

countries)
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From 2015 onwards the pace at which the ratio declines appears to be quite
sustained, about 4 GDP percentage points a year. The dwindling financial impact
of the mentioned Decree Law, combined with its positive impact on the real
economy are certainly the key factors underlying this decline, which is also clearly
favoured by the virtuous performance of the borrowing requirement from 2016
onwards and the prospect of proceeds from the sale of real estate properties,
constantly fetching amounts equal to about 1 GDP percentage point a year also
after 2015.

In 2017 the ratio will reach 117.3 per cent, which, net of loans to Euro Area
countries, corresponds to about 113.8 per cent. Although this is still a high figure,

16 Decree Law No. 35/2013.
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if one compares it to the 126.9 per cent forecast for this year, it is evidence of a
constant and sustained consolidation effort.

111.6 THE DEBT RULE AND OTHER RELEVANT FACTORS

In order to promote economic stability, restore business confidence and
prevent future crises in the Euro Area and in the European Union, the European
Parliament and the Council adopted in October 2011 a package of six new
legislative acts, the so-called Six Pack. The latter changes the regulation (UE
1467/97) governing the excessive deficit procedure. The main novelties are the
introduction of a numerical criterion to assess the reduction of the debt-to-GDP
ratio and convergence towards the 60 per cent threshold as well as the
identification of a series of important factors to be considered in assessing
compliance with that criterion.

The debt rule

The criterion introduced with the so-called Six Pack envisages that Member
States, whose debt exceeds 60 per cent of GDP, should reduce that ratio at an
appropriate pace and converge towards the benchmark. For the reduction to be
considered adequate the distance of the debt-to-GDP ratio from the 60 per cent
threshold should be reduced at a pace of a twentieth a year, calculated on the
basis of the average of the three years before the assessment.

At operational level, failure to comply with the debt rule is assessed on the
basis of three successive quantitative conditions. If none of these conditions are
met, an excessive deficit procedure is triggered. More specifically, in case the
debt is higher than 60 per cent of GDP and moves away from the benchmark
developed on the basis of the average of the last three years, two further criteria
must be taken into account, that is to say: a) if, based on forecasts at unchanged
policies, a debt correction is expected in the two years following the first year
when the assessment is made; b) if there are significant effects that are due to
the impact of the economic cycle that explain the gap with the benchmark. Only
if both (a-b) conditions are not met, the excessive deficit procedure is triggered
and a report is drafted under Article 126(3) of TFUE.

For Member States currently undergoing the excessive deficit procedure a
transition period is envisaged for the application of the debt rule. As of the year
of the abrogation of the excessive deficit procedure and for the following three
years, the States concerned must envisage a structural fiscal adjustment of such
an extent as to secure realistic and continuous progress towards the debt
benchmark. The fiscal adjustment must in any case be designed in a way that
meets the following conditions:

e Yearly structural adjustment must not vary from the minimum linear
structural adjustment required by over 0.25 per cent of GDP;

e At any time during the transition period, the remaining yearly structural
adjustment should not exceed 0.75 per cent of GDP.
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The first assessment by the Commission and the European Council of Italy’s
compliance with the debt rule will be made in 2015, that is to say at the end of
the three-year transition period after the excessive deficit procedure was closed.

Against this backdrop, the debt benchmark has been obtained on the series of
the planned debt including EFSF/ESM contributions, bilateral loans to Greece and
the other stock-flow adjustment factors, observed during the 2012-2014 period.
Based on these assumptions, in 2015 the benchmark would be 122.2 per cent of
GDP vis-a-vis the ratio planned by the Government equal to 125.5 per cent of
GDP, thereby signaling a possible a non-compliance with the debt criteria.
However, considering adjustment for the cycle and debt development in the years
after 2015 (the forward-looking benchmark calculated at t+2) the above criterion
does not seem to be violated.

In order to measure the quality of adjustment towards the benchmark, a
simulation exercise has been developed. The figures below present the isoquants
relating to the possible combinations between primary surplus (on the y axis) and
the differential between GDP growth and implicit interest rate (on the x axis )
that guarantee that debt-to-GDP ratio is equal to the benchmark. The exercise has
been made with reference to 2015, the first year when the debt rule shall be
applied (figure above), and to 2017 corresponding to the forward-looking
benchmark (figure below).

The points shown in the two figures portray the different combinations
between the primary surplus and the differentia between GDP growth and the
implicit interest rate corresponding, in the figure above, to the debt-to-GDP ratio
of 2012, 2013 and 2015 (with and without the impact of the economic cycle), and,
in the figure below, to 2017. As is clearly shown, the improvement in the primary
surplus achieved between 2012 and 2013 and planned for 2015 would allow to get
close to the benchmark and to overcome it if the debt in 2015 was adjusted for
the effects of the cycle in the three previous years. Moreover, despite the
presence of relevant factors, any gap in the debt reduction as against the
benchmark that might arise will be bridged by accelerating the privatization
process, that will be set out more clearly by the next Government. In the
following years, maintaining a structurally balanced budget seems to be the
necessary prerequisite for complying with the debt rule by 2017 by an ample
safety margin.
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FIGURE li1.5: COMBINATIONS OF PRIMARY SURPLUS, GROWTH RATE AND NOMINAL INTEREST RATES
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Fonte: Elaborazioni MEF.

The role of relevant factors in measuring debt

When, on the basis of the analysis of the previous section, the debt-to-GDP
ratio deviates from the benchmark and does not meet any of the additional
quantitative criteria described above, before opening an excessive deficit
procedure, the Commission is called upon to draw up a report ', in which
qualitative assessments of a certain number of “other relevant factors” are
carried out. An analysis of these factors is therefore a requirement in the
assessment leading to the launching of an excessive deficit procedure due to

failure to reduce the debt by an “appropriate rate”.

7 Under Article 126(3) TFUE.
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In this regard, regulation 1467/97 as modified by the Six Pack has extended
the list of the relevant factors to be considered in assessing compliance with the
debt criterion.

These factors are important in assessing the overall fiscal sustainability of a
country and include: i) the developments of the debt over the medium terms, in
addition to risk factors such as maturity structure and the currency denomination
of the debt; ii) the stock-flow adjustment and its composition; iii) the
accumulated reserves and other financial assets; iv) the guarantees, in particular
those linked to the financial sector; v) the liabilities, both explicit and implicit,
related to ageing; vi) the level of private debt, to the extent that it may represent
a contingent implicit liability for the government.

Among these factors, the new provisions on the application of the debt
criterion attribute particular importance to financial aid to support the financial
stability of the euro area (EFSF and ESM and bilateral contributions to Greece) as
well as to the composition of the stock-flow adjustments.

If the non-compliance with the debt criterion is only due to the to the above-
mentioned relevant factors (also during the so-called transition period) the
excessive deficit procedure shall not be trigger against the State that does not
comply with the quantitative benchmarks.

With specific reference to Italy, some relevant factors that have an impact on
the debt level between 2012 and 2014 are: aid programmes to other European
countries (capital accounts contributions to ESM, payments into EFSF and bilateral
loans to Greece) and the settlement of general government payables (under
Decree Law No. 35 of April 8, 2013). Overall, these factors account for 1,9 per
cent of GDP in 2012, while their impact has been estimated at 2,1 per cent of GDP
in 2013 and finally at 1,6 per cent of GDP in 2014.
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IV. SENSITIVITY ANALYSIS

IV.1 SENSITIVITY TO ECONOMIC GROWTH

The sensitivity of Italy's public finance to economic growth for the 2013-2017
period is assessed by generating two alternative macroeconomic scenarios which
respectively provide for higher and lower growth vis-a-vis the baseline scenario,
and which, among other things, allow for simulating the pattern of net borrowing
and public debt in the event of improvement or deterioration of the underlying
macroeconomic conditions. The higher and lower growth scenarios assume that
real GDP growth is 0.5 percentage points per year above or below the forecast of
the baseline scenario'.

The different GDP growth dynamics of the two alternative scenarios change
the pattern of potential output and, therefore, of the output gap. The primary
surplus is adjusted in both its structural and cyclical components. The total
cyclical component is obtained by multiplying the output gap by the elasticity of
the budget balance to economic growth, while the calculation of structural
revenues and expenditures, which is needed for deriving the overall structural
component, requires the application of a correction coefficient to baseline
revenues and expenditures®. The change in the pattern of the primary surpluses
influences the trend of the debt-to-GDP ratio and, consequently, interest
expenditure. In deriving the debt-to-GDP ratio, it is assumed that the implicit
interest rate and the stock-flow adjustment in the alternative scenarios are
identical to those projected in the baseline scenario (Chapter lll, Table III.9).

In the lower growth scenario, the net borrowing in 2013 would be equal to -
3.1 per cent of GDP, or 0.2 percentage points higher than in the baseline scenario.

' The higher growth scenario assumes stronger growth of the global economy, both for developed and
emerging countries, more robust international trade, and the absence of tensions on prices of oil and other
commodities. The euro would | appreciate more than in the baseline scenario, whereas the spread between
yields on sovereign debt among euro area countries would reduce compared to the assumption carried out in the
baseline scenario. Italy's economy would witness stronger growth of exports and investments, while the
unemployment rate would be lower due to better job market prospects. Instead, in the lower growth scenario, it
is assumed that, vis-a-vis the baseline framework, global economic growth would be more contained, the trend
of international trade would be unfavourable, and further tensions would appear on the sovereign debt market.
The prices of oil and other commodities would increase and the euro would depreciate. The weakening of
domestic and foreign demand would cause more modest growth and the labour market would remain limp.

2 In order to obtain the structural revenues and expenditure in the higher (lower) growth scenario it is
necessary to add to the corresponding variable a component given by the product between revenue or
expenditure elasticity to economic growth and the relative difference between the potential GDP in the
alternative scenario and that of the baseline scenario. .
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TABLE IV.1: SENSITIVITY TO GROWTH 1 (percentage value)

2012 2013 2014 2015 2016 2017

Higher growth scenario -0.8 1.0 3.8 3.9 3.7 3.9
Nominal GDP growth rate Baseline scenario -0.8 0.5 3.2 3.3 3.2 3.2
Lower growth scenario -0.8 0.1 2.6 2.6 25 2.6
Higher growth scenario 2.4 -0.8 1.8 2.0 1.8 1.9
Real GDP growth rate Baseline scenario 2.4 -1.3 1.3 1.5 1.3 1.4
Lower growth scenario 2.4 -1.8 0.8 1.0 0.8 0.9
Higher growth scenario -0.4 0.2 0.5 0.6 0.7 0.8
Potential GDP growth rate Baseline scenario -0.5 0.0 0.2 0.3 0.3 0.5
Lower growth scenario 0.6 -0.2 0.0 0.0 0.0 0.1
Higher growth scenario -3.6 -4.6 -3.4 -2.0 -0.9 0.2
Output gap Baseline scenario -3.6 -4.8 -3.8 -2.6 -1.7 -0.8
Lower growth scenario 36 51 43 -34 26 -1.8
Higher growth scenario -3.0 -2.6 -1.3 -0.9 0.1 0.8
Net borrowing Baseline scenario 30 29 -18 -15 09 -0.4
Lower growth scenario -3.0 -3.1 2.2 2.3 -1.7 -1.5
Higher growth scenario 1.1 0.1 0.5 0.2 0.6 0.7
Cyclically adjusted budget balance Baseline scenario 1.1 0.2 0.3 -0.1 0.0 0.0
Lower growth scenario 1.1 -0.3 02 04 -03 -05
Higher growth scenario 2.5 2.6 4.2 4.8 5.9 6.6
Primary surplus Baseline scenario 2.5 2.4 3.8 4.3 5.1 5.7
Lower growth scenario 2.5 2.3 3.4 3.7 4.5 4.9
Higher growth scenario 4.5 5.1 6.0 5.9 6.4 6.5
Cyclically adjusted primary surplus Baseline scenario 4.5 5.1 5.9 5.7 6.1 6.1
Lower growth scenario 4.5 5.0 5.8 5.6 5.9 5.9
Higher growth scenario 127.0 129.5 126.9 122.1 116.5 110.5
Public debt Baseline scenario 127.0 130.4 129.0 1255 121.4 117.3
Lower growth scenario 127.0 131.3 131.0 129.0 126.5 124.0

1) The rounding to the first decimal point may cause the lack of consistency between the variables.

Note: The cyclically adjusted balances for the alternative scenarios were calculated by using the semi-elasticity of
revenues (equal to 0.04) and expenditures (equal to -0.5) to economic growth, while the total cyclical component was
calculated using the semi-elasticity of the net borrowing to economic growth (equal to 0.55). In addition, for technical
reasons, it is assumed that the total amount of the future fiscal interventions (equal to 0.6 per cent of GDP during the
2015-2017 period) is entirely realized through expenditure cuts.
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In the years thereafter, the declining trend of net borrowing would be
maintained, albeit at a slower pace. For example, the net borrowing for 2014
would stand at around -2.2 per cent of GDP, or 0.4 percentage points above the
level projected in the baseline scenario. In 2017, the final year of the forecast
horizon, the net borrowing in the lower growth scenario would be -1.5 per cent of
GDP versus -0.4 per cent for the baseline scenario.

In the higher growth case, the net borrowing in 2013 would amount to -2.6
per cent of GDP vis-a-vis -2.9 per cent for the baseline scenario, and it would then
contract more rapidly than what projected in the baseline scenario. In particular,
it would go from -1.3 per cent in 2014 and -0.9 per cent in 2015 to a net surplus
equal to 0.1 per cent and 0.8 per cent of GDP for 2016 and 2017, respectively.

FIGURE IV.1: SENSITIVITY OF NET BORROWING TO GROWTH (% of GDP)
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In the lower growth scenario, the debt-to-GDP ratio for 2013 would be above
the level planned in the baseline scenario by 0.9 percentage points of GDP (Figure
IV.2). The ratio would continue declining through 2017, albeit at a slower pace
than in baseline scenario. In 2017, the debt-to-GDP ratio would reach 124.0 per
cent vis-a-vis the 117.3 per cent planned in the baseline scenario. Instead, in the
higher growth scenario, the debt-to-GDP ratio would fall more rapidly, starting
from 129.5 per cent of GDP in 2013 and reaching 110.5 per cent of GDP at the end
of the forecast time horizon.
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FIGURE IV.2: SENSITIVITY OF PUBLIC DEBT TO GROWTH (% OF GDP)
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IV.2 SENSITIVITY TO INTEREST RATES

The sensitivity of the public debt to the trend of market interest rates is
analyzed by examining the level of interest expenditure in relation to the stock of
government securities outstanding and by estimating the impact of potential
shocks on the yield curve, with consequent sudden, permanent increases in the
cost of issuing public debt securities on the primary market.

The results of the analysis depend on the current and future mix of the stock
of negotiable government securities which, at the end of December 2012,
consisted of domestic issues (96.32 per cent), and securities issued on foreign
markets either in euros or another currency (3.68 per cent).

When considering all government securities outstanding at the end of 2012,
including both domestic and foreign issues, the mix of the debt by type of
instrument was essentially in line with that at the end of 2011, and therefore, the
trend of the outstanding replicates that of the more recent years, except for the
shorter term component (which includes BOTs) which slightly differentiated with
respect to the previous trend. The debt structure as of 31 December 2012
compared with that as of December 2011 indicates growth in the BTP stock at
nominal value (from 66.47 per cent to 66.79 per cent)?, and thus a continuation of
what occurred in the past few years, but there is also a simultaneous increase in
the BOT stock (from 8.30 per cent for 2011 to 9.22 per cent for 2012) which
reflects a difference with respect to the recent past. Such dynamics were however
offset by another reduction of the floating-rate component (CCTs and CCTeu),
which went from 9.06 per cent in December 2011 to 7.48 per cent at the end of
2012.

% It should nonetheless be noted that the weight of BTP securities with residual life of five years or less has
increased, even though only slightly.
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Despite the market difficulties, especially in the March-July 2012 period, the
Treasury nonetheless managed to move in step with the policy adopted in recent
years in terms of reducing, or at least containing, the portion of the debt exposed
to rate fluctuations. The increased issues in the BOT segment, which were partly
needed to contribute to the refinancing of huge volumes of securities coming due
in the first four months of the year, were more than offset by the decrease in
CCT/CCTeu issues, which was moreover due to specific conditions of reduced
market liquidity and depth manifested in some parts of the year, which caused a
drastic reduction in the quantities offered (just over €5 billion versus €21 billion
for the preceding year). The reduction of the CCT share was also affected by
several buy-back transactions effected through the Amortization Fund for a total
nominal volume of approximately €650 million.

The issues of 15-/30-year BTPs were conspicuously lower with respect to
2011, partly due to the high volatility of the segment, which made it quite
difficult to place securities in this segment of the yield curve. Such situation led
to a significant rebalancing of issues with 7-/10-year maturities, including through
relying on off-the-run securities, and issues with 3-year maturities, even though
the total volume of BTPs placed during the year was inevitably slightly lower than
in 2011.

The ratio of foreign securities to the total debt also declined, going from 4.29
per cent in 2011 to 3.68 per cent in 2012, with part of the reduction reflecting
fewer opportunities to issue at advantageous conditions.

The component of the debt indexed to the European HICP* (BTPEi)
experienced only a slight decrease (from 7.63 per cent in 2011 to 7.43 per cent in
2012), despite the significant market difficulties. The market for these Italian
securities was adversely impacted by the downgrade of their rating by the rating
agencies’, which automatically knocked the BTP€i out of important European bond
indices. This especially penalised the issues with 10-, 15- and 30-year maturities,
while the medium-term maturities, namely, those coming due in 5 and 10 years,
experienced a reduction in volume, but not significantly if compared with the
preceding year.

On the other hand, a sizeable increase was seen in the securities indexed to
the national rate of inflation, partly due to the introduction of the BTP Italia, the
new 4-year security dedicated to retail investors and indexed to Italian inflation®.
This security was issued three times during 2012 for a total volume of more than
€27 billion (equal to 1.65 per cent of the debt). The Treasury has used this
instrument for consolidating its direct issuance to this type of clientele (which has
historically been a crucial investor base for Italian public debt), making highly
innovative use of MOT screen-based market, the bond market regulated and
operated by Borsa ltaliana.

Figure IV.3 illustrates the trends described thus far, with reference to the
aggregate of domestic government securities only: stability of the fixed-rate
component, the reduction of floating-rate component, the slight contraction of

* Harmonised Index of Consumer Prices.

> Reference is made to downgrade of Italy by the rating agency, Moody’s, in July, which was followed in
January by downgrades made by Fitch (to A-) and of Standard & Poor’s (from A3 to Baa2).

¢ Consumer Price Index for Households Headed by Manual Labourers and Clerical Employees (FOI).
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the issues indexed to the European HICP which is more than offset by the increase
in the securities indexed to Italian inflation, for the effect of the introduction of
the BTP ltalia.

FIGURE IV.3: MIX OF DOMESTIC GOVERNMENT SECURITIES OUTSTANDING
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Evaluating the exposure of the debt to interest-rate and refinancing risks on
the basis of summary measures that reflect the debt-management policy decisions
made in 2012, it is possible to see that the magnitude of such risks, though slightly
increasing over 2011, is still in line with recent years (Figure 1V.4): the total
average life of all government securities was 6.62 years as of 31 December 2012,
decreasing with respect to the 6.99 years as of 31 December 2011, although such
decline is modest if evaluated from an historical perspective. A similar trend was
seen with the average refixing period which is also calculated with respect to the
domestic government securities only; such period went from 5.81 years at the end
of 2011 to 5.51 years at the end of 2012, thus attesting to a modest increase in
variable-rate risk’.

Financial duration moved in the opposite direction, rising to 4.74 years as of
31 December 2012, compared with 4.66 at the end of 2011, with part of the
change due to the trend of market rates and the scaling down of the floating-rate
component of the debt.

The reductions in the average life and in the average refixing period can be
explained by market conditions in 2012 that made the placements of 15- and 30-
year BTPs less efficient and more risky, and that, to a lesser extent, limited the
issues of 10-year BTPs when compared with 2011: the ratio of 15- and 30-year
issues to total domestic securities issues went from 3.20 per cent in 2011 to 0.82
per cent in 2012, while the comparable ratio for 10-year securities went from

” The downsizing of the CCT/CCTeu issues outstanding and the simultaneous increase in BOTs outstanding
will obviously tend to reduce the average life of the debt, but the same will increase the debt's financial duration
when considering that the exposure to rate risk on the CCT/CCTeu is on average higher than that for the BOTs
(with the former, the coupon is reset every six months, whereas it is done annually for the latter).
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13.21 per cent in 2011 to 10.21 per cent in 2012; on the other hand, the 3- and 5-
year issues, including HICP-linked securities?, rose from 21.04 per cent of the total
in 2011 to 22.08 per cent in 2012. If the BTP Italia securities are added, the ratio
goes up to 27.80 per cent.

Finally, the total inflation-linked issues went from 7.63 per cent of the debt in
2011 to 9.09 per cent in 2012, if the BTP Italia is included, and thus entails only a
very marginal increase in exposure to inflation; such increase appears amply
offset by the benefits coming from greater diversification of supply obtained
through the introduction of the new instrument dedicated to retail investors.

FIGURE IV.4: AVERAGE LIFE AND FINANCIAL DURATION OF GOVERNMENT SECURITIES
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When considering sensitivity to interest rates, the trend of the debt structure
in the first months of 2013 and that projected for the next few years will partially
counterbalance the modest increase in exposure to interest-rate risks. According
to forecasts done in April 2013, an instantaneous, permanent upward shift of one
percentage point on the yields on government securities would translate into an
additional debt burden equal to 0.15 points of GDP in the first year, 0.33 points of
GDP in the second year and 0.46 points in the third year. This increase would be
transferred entirely to the cost of the debt after 5.51 years. Such values, which
are lower in the first two years than the comparable values set out in the 2012
EFD, are explained by an estimated lower reliance on floating-rate issues (BOTs
and CCTeu), and by the reduction of the total borrowing per year, which would be
stabilized via fewer maturities or through an expected reduced level of the State's
borrowing requirement to be covered.

& The securities indexed to Consumer Price Index for Households Headed by Manual Labourers and Clerical
Employees (FOI) were not included since the figure would not be comparable with 2011, since such securities
were issued for the first time in 2012.
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The PA's interest expenditure for 2012 reflected an increase of approximately
€8 billion year on year, going from 5.0 per cent of GP to 5.5 per cent. The
increase is mostly attributable to the central administrations and in particular, to
the main categories of domestic government securities, with the most significant
increases being those for BOTs and BTPs/BTPs€i: in the case of BOTs, the increase
stems from a higher quantity of securities issued year on year and from historically
high rates on these securities near the end of 2011 and in the June-July 2012
period; instead, for the BTPs/BTPs€i, the change comes from the historically high
rates at issuance (in particular, those at the end of 2011 and in the March-July
2012 period) and, to a much lesser extent, the increase in the absolute value of
the stock with respect to 2011. The weighted average cost on the new issues was
nonetheless once again falling in 2012, getting down to 3.11 per cent versus 3.61
per cent for 2011 (Figure IV.5), thus demonstrating how the increase in interest
expenditure is mostly to be attributed to spillover effects on 2012 of the cost of
the issues placed in the final months of 2011.

FIGURE IV.5: RATIO OF INTEREST EXPENDITURE TO GDP AND WEIGHTED AVERAGE COST AT ISSUANCE
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The interest expenditure estimates for 2013-2017 were developed by using
the Italian yield curve's implicit rates as of mid-March 2013; the estimates project
that the ratio of interest expenditure to GDP will fall in 2013 to 5.3 per cent
(versus 5.5 per cent for 2012) and will then increase modestly each year to get to
6.1 per cent in 2017. Even though the current shape of the yield curve suggests
rising rates, particular for short- and medium-term maturities, and
notwithstanding a slower rate at which the ratio of interest expenditure to GDP
declines, the rather slow rate of increase in interest expenditure is mainly
attributable to the debt structure and to absolute volumes to be issued in the next
few years that should remain stable at the 2013 levels.
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V.1 THE IMPACT OF POPULATION AGEING ON FISCAL
SUSTAINABILITY

The assessment of fiscal sustainability is a fundamental part of budgetary
surveillance within the European Union. Although an there is not an unambiguous
definition, the sustainability of public finances is normally described as a
government's ability to meet the future financial charges on the debt. The
capacity of repaying high levels of debt is dependent, amongst other things, on
the degree of development of the financial markets, on perceived risks, on the
capacity of policymakers to implement credible economic policies and, last but
not least, on projected demographic trends over the medium/long term.

The deterioration of budget balances due to the 2009 financial crisis has
contributed to generating additional risks for the sustainability of public budgets.
Indeed, such risks are added to those already due to the process of population
ageing. As widely acknowledged, the European population is likely to experience
significant demographic changes in the next few decades, as a result of low
fertility rates, a gradual increase in life expectancy and the retirement of the
baby-boom generation’.

According to the projections of the 2012 Ageing Report?, the report jointly
prepared by the European Commission and the Economic and Policy Committee,
Working Group on Ageing (EPC-WGA), it is likely that the maintenance of sound
and sustainable public finances in the medium/long term in some EU Member
States could be jeopardized by the growing weight of population ageing with a
negative impact on both economic growth and public expenditure’.

According to the European Commission's recent projections®, the fiscal risks
generated by population ageing are relatively lower in Italy than in the other
leading European countries thanks to the pension and healthcare reforms
implemented by Italy in recent years. On the other hand, when considering Italy's
high level of public debt, the sustainability of public finances in the medium/long
term is subordinated to rigid control over public finance and the maintenance of
high primary surpluses.

Consistent with the methodological indications agreed at a European level as
part of the EPC-WGA, Italy traditionally runs medium/long-term projections in

" In this regard, see the EUROPOP2010 projections published by Eurostat.

2 European Commission-Economic Policy Committee, (2012), The 2012-Ageing Report: Economic and
Budgetary Projections for the EU-27 member States (2010-2060).

http://ec.europa.eu/economy_finance/publications/european_economy/2012/pdf/ee-2012-2_en.pdf.

% For instance, the ratio between the inactive population of age 65 or older and the employed (20-64 age
bracket) is expected to rise from 40 in 2010 to 74 per cent in 2060 in the EU-27.

4 European Commission, (2012), Fiscal Sustainability Report 2012, European Economy n.8.
http://ec.europa.eu/economy_finance/publications/european_economy/2012/pdf/ee-2012-8_en.pdf.
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relation to four components of age-related expenditure: public expenditure for
pensions, healthcare and long-term care (LTC) expenditures for the elderly and
disabled, education expenditure and expenditure for social safety nets’.

The projections are based on the demographic assumptions of the Eurostat
baseline scenario®, while the macroeconomic assumptions are those of the
scenario agreed by the EPC-WGA for the 2012 Ageing Report (EPC-WGA baseline
scenario). In addition, from 2011 to 2017, the projections incorporate national
accounting data and the short-term macroeconomic framework outlined in the
2013 DEF (Chapter IlI)’. The interaction of the aforementioned assumptions
determines a real GDP growth rate around 1.4 per cent per year on average for
the 2013-2060 period. Starting from 2018, the GDP deflator and the inflation rate
are assumed to be equal to 2 per cent.

The age-related expenditure projections reported in Table V.1 have been
updated on the basis of the regulatory framework in place as of April 2013.

The pension expenditure projections are mainly based on the provisions
established in the ‘Fornero Reform’ (Law no. 214/2011) 8. More specifically, for
2012 and 2013, the projections incorporate the effects of the indexing of pensions
to the cost of living only for pensions that are no more than three times the
minimum state pension. In addition, the forecast takes into account the provisions
aimed at increasing the number of workers ”safeguarded” from the increase in
pension eligibility requirements provided in the most recent reform with reference
to the specific cases defined by law during 2012. Finally, the projections take into
account the measures to facilitate the accumulation of pension eligibility periods
with various pension funds.

> The projections have been carried out using the long-term forecasting model of the State General
Accounting Office (Ragioneria Generale dello Stato).

® The demographic assumptions are those related to the Eurostat baseline , with the base year of 2010
(EUROPOP 2010). This scenario contemplates the following for Italy: i) a net annual flow of immigrants equal, on
average, to 310,000, with a diminishing trend; ii) life expectancy at 2060 of 85.5 years for men and 89.7 years for
women; and iii) a total fertility rate of 1.57 as of 2060.

7 The projections have been revised to include adjustments needed for reconciling the short-term
macroeconomic data with the medium/long term structural values defined in the EPC-WGA baseline scenario.
Such reconciliation concerned only the employment variables since the trend of productivity was left unchanged
as from 2018. More specifically, the employment differences seen in 2017, in the comparison between the short-
term forecasts of the and updated long-term baseline scenarios, are gradually zeroed out over a 5-year period,
in the case of rates of activity, and over a 12-year period, in the case of the unemployment rate. Turning to the
medium/long-term structural trends of the macroeconomic variables, the assumptions of the EPC-WGA baseline
scenario call for an annual rate of change in real productivity that rises during the first part of the forecast
period, before converging at 1.54 per cent as of 2030. The rate of employment (15-64 age bracket) is projected
to rise from 56.8 per cent in 2012 to 60.3 per cent of the 2060. It is furthermore useful to note how the 2012
EPC-WGA baseline macroeconomic scenario combines the European Commission's employment projections
produced in the 2011 spring forecasts (for the 2011-2012 period) and extrapolated to 2015, with the forecasts
obtained with the cohort simulation model that were developed by the EPC-AWG. The combination of the two
sets of forecasts that respectively cover the short term and the medium/long term was carried out using a
method that creates discontinuity in the transition from 2015 to 2016. In Italy's case, this discontinuity translates
into a 2.3 per cent reduction of the employment levels used for projecting GDP, when compared with the
forecasts obtained with the cohort simulation model. In order to supply a representation of employment
variables consistent with the employment trends actually incorporated into the growth assumptions defined in
the scenario, the projected values of the rates of activity were recomputed to a corresponding extent.
Accordingly, they are structurally 2.3 per cent below those published by the EPC-WGA in the 2012 Ageing Report.

& The pension expenditure projections incorporate the financial effects of the measures contained in
reforms adopted in 2011 and 2012 , namely, those of Decree-Law no. 98/2011 (converted with amendments by
Law no. 111/2011), Decree-Law no. 138/2011 (converted with amendments by Law no. 148/2011), Decree-Law
no. 201/2011 (converted with Law no. 214/2011), Decree-Law no. 95/2012 (converted with Law no. 135/2012)
and Law no. 228/2012 (Stability Law 2013).
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The projections for healthcare expenditure for 2013-2017 include the cost-
containment measures adopted since 2010 and already incorporated in the
projections last year’. However, as a result of the recent ruling of the
Constitutional Court' which restricted the central government's regulatory power
in matters for which is not exclusively responsible, the projections also take into
account, for an amount equal to €2.0 billion, the additional financial effects due
to the non-applicability some provisions establishing the cost-sharing of the
private sectors in healthcare expenditure. In addition, the projection includes the
additional cost-containment effects as provided by the measures contained in
Decree-Law no. 95/2012"" and in the 2013 Stability Law'.

Finally, the projections of the age-related expenditure incorporate the most
recent regulatory changes with regard to the expenditure for social safety nets'
and education™.

Overall, the age-related expenditure for the 2010-2060 period remains stable
at around 28 per cent of GDP (Table V.1). However, the expenditure falls slightly
in the years after 2015, before climbing again as of 2035, thus reflecting the
retirement of the baby-boom generation, to reach 29.3 per cent of GDP in 2050. In
the outer years of the projections horizon, the age-related expenditure falls
significantly, converging to the same level reported for 2010 as a percentage of
GDP.

The examination of the individual expenditure items shows that pension
expenditure as a share of GDP initially grows exclusively as a result of the
economic recession (which is projected to continue again in 2013) and the
consequent contraction in the output levels, and then declines to reach
approximately 15.2 per cent of GDP between 2025 and 2030. Thereafter, the ratio
starts to rise again, hitting a high of 16.3 per cent of GDP in 2040-2045. In the
final years of the projections horizon, the ratio of pension expenditure to GDP
rapidly declines to reach the level of 14.6 per cent in 2060.

The projection of healthcare expenditure is carried out on the basis of the
methodology used for the so-called “reference scenario” developed by the EPC-
WGA which takes into account not only the effects of population ageing, but also
the consequences of other explicative factors. Consequently, after initially

° Decree-Law no. 78/2010, converted into Law no. 122/2010 and Decree-Law no. 98/2011 converted into
Law no. 111/2011.

1% Constitutional Court, Ruling no. 187/2012 about the provisions of Article 17, Paragraph 1, letter d) of
Decree-Law no. 98/2011.

" Converted with Law no. 135/2012

"2 For additional information, see the detailed analysis contained in Section Il of the 2013 EFD.

* The projections of social safety nets incorporate the measures provided by Law no. 92/2012 covering
labour market reform and Law no. 228/2012 (2013 Stability Law), among which, the refunding over what had
already been provided by Law no. 92/2012 of special wage supplementations schemes (ammortizzatori sociali in
deroga) .

" The education expenditure projections incorporate the effects of cost containment coming from the
process of streamlining public school staffing, including through the reduction of the gap in the student/teacher
ratio vis-a-vis other countries (Decree-Law no. 112/2008 converted in the Law no. 133/2008). In addition,
through 2017, the forecast takes into account the application of current law with respect to compensation
trends, including therein the effects of the containment measures provided by Decree-Law no. 78/2010
(converted in Law no. 122/2010) and Decree-Law no. 98/2011 (converted in Law no. 111/2011), as well as the
effects of Law no. 240/2010, Law no. 183/2011 (2012 Stability Law), Decree-Law no. 95/2012 (converted with
Law no. 135/2012) and Law no. 228/2012 (2013 Stability Law).

'® The baseline scenario provides that: i) 50 per cent of the increases in life expectancy are considered as
years spent in good health; ii) the trend of the unit cost moves in line with GDP per capita; and iii) the elasticity
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decreasing for the effect of the measures to curb the trend of spending, the ratio
between healthcare expenditure and GDP is expected to rise starting from 2020
and stands at approximately 8.0 per cent during the last decade of the projection
period.

In terms of GDP, the long-term care expenditure for the elderly and
disabled' is projected to be stable for the initial years of the projection horizon,
and then presents an increasing profile which continues over the entire period,
reaching 1.6 per cent in 2060.

The forecast expenditure for social safety nets as a percentage of GDP goes
instead from 0.7 per cent in 2010 to approximately 1.0 per cent in 2015, and then
peters out gradually to reach a value of just over 0.6 per cent as from 2030.

Finally, the projection of education expenditure as a share of GDP' shows a
reduction in the initial years and up to 2017, mostly for the effect of the measures
to contain spending on staff as envisaged by laws and regulations currently in
force. The ratio then gradually declines further for 15 years for due to the
decrease in the number of students, as caused by demographic trends. The ratio
starts to grow again slightly during the final part of the projection period,
standing at around 3.4 per cent of GDP in 2060.

of the unit cost with respect to GDP per capita is above 1.0 (it falls on a linear basis during the forecast period,
going from the initial level of 1.1 to 1.0 in 2060). For the long-term care (LTC) component of healthcare
expenditure, the “reference scenario” provides for the partial application of the increase of the life expectancy
in line with what envisaged for the acute component of healthcare expenditure; the trend of the unit cost is
pegged to GDP divided the total hours worked, and the elasticity of unit cost to GDP per worker is equal to 1.0
for the entire forecast period.

' The public expenditure for Long-term Care consists of cash benefits for old or disabled people (80 per
cent of the total amount) and social-assistance services supplied at a local level (20%). With reference to the
latter, the projection of the ratio between the expenditure and GDP was carried out in accordance with the
assumptions of the so-called “reference scenario”. Instead, with reference to monetary allowances, the amount
of the benefits is tied to the trend in GDP per capita starting in 2018, in line with the methodology agreed at by
EPC-WGA. The projections presented in the EDF differentiates from those prepared by the EPC-WGA for the fact
of taking into account the structure by age of the persons receiving the benefits which, if ignored, would entail
an underestimation of the trend of the expenditure.

7 The definition of education expenditure agreed at the level of the EPC-WGA includes the International
Standard Classification of Education (ISCED) levels of education 1-6. Pre-primary school (ISCED O level) and life-long
learning are thus excluded from the aggregate (See European Commission, Special Report n°1/2006). The total
expenditure is quantified based on source data from UNESCO/OECD/EUROSTAT (UOE) (See European Commission,
The 2012-Ageing Report: Underlying Assumptions and Projecting Methodologies, 2011). The forecast incorporates
the updating of the UOE data in relation to the financial year of 2010.
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TABLE V.1: PUBLIC EXPENDITURE FOR PENSIONS, HEALTHCARE, LONG-TERM CARE, EDUCATION AND

UNEMPLOYMENT COMPENSATION (2010-2060)

2010 2015 2020 2025 2030 2035 2040 2045 2050 2055 2060

in % GDP

Total expenditure 50.5 49.3 533 515 500 493 485 476 46.0 438 413

Including: age-related expenditure 283 284 276 273 274 282 289 294 293 287 282
Pension expenditure 153 16.1 15.6 152 152 158 16.1 16.3 159 151 14.6
Healthcare expenditure 73 69 68 70 72 74 76 78 79 80 80

Including: long-term care 09 09 08 08 09 09 10 11 12 12 1.2
Expenditure for assistance to the elderly 10 10 10 10 11 12 12 13 14 15 1.6
Education expenditure 40 36 34 34 33 33 33 34 34 34 34
Expenditure for unemployment compensation 07 09 08 07 06 06 06 06 06 06 06
Interest expenditure 46 58 46 32 17 02 12 25 38 53 -70
Total revenues 46.1 494 495 495 494 494 494 494 494 494 494

Including: property income 06 06 06 06 06 05 05 05 05 05 05
ASSUMPTIONS %
Labour productivity growth rate 28 07 09 15 15 15 15 15 15 15 15
Real GDP growth rate 1.7 1.5 1.8 2.1 1.4 1.2 1.2 1.3 1.4 1.5 1.4
Male participation rate (20-64) 785 79.8 79.2 787 784 784 787 791 792 792 792
Female participation rate (20-64) 546 57.7 59.0 589 59.1 594 598 600 602 602 60.2
Total participation rate (20-64) 66.5 68.7 69.1 688 689 69.0 694 698 699 70.0 70.0
Unemployment rate 84 116 93 73 69 69 69 69 69 69 68
Population of age 65 and over/total population 20.2 214 223 235 255 278 298 311 315 316 317
Old-age dependency ratio (65 and over/[20-64]) 33.3 357 376 401 445 503 560 59.8 612 615 616

Notes: The forecast of the various expenditure components incorporates the financial effects of the reform measures adopted in 2011
and 2012 as reported in the text. For the 2013-2017 period, the forecast incorporates the estimated healthcare expenditure
underlying the public-finance forecast.

Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office, with the use of Eurostat
data.
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The Pension reform

The new rules introduced by the reform adopted with Law no. 214/2011 have significantly
changed the pension system, improving its sustainability in the medium/long term and
ensuring greater fairness between generations.

As of 2012, the reform establishes the extension of the contribution-based regime to all
workers, including the those who, on the basis of preceding legislation, would have received
a pension calculated according to the earnings-related regime (namely, all individuals who
had accrued more than 18 years of contributions as of 31 December 1995). In line with the
regulatory frameworks of most European countries, the reform confirms two types of
retirement: a) old age retirement which can allowed with at least 20 years of contributions
and a statutory age requirement pre-defined by the law; and b) early retirement allowed at
an age below that for old age retirement but requiring a longer period of contributions?8.

FOCUS

As of 2013, all age requirements (including those for obtaining social allowances) and the
contribution requirements for being entitled to early retirement regardless of age are
indexed to changes in life expectancy as measured by ISTAT with reference to the three
preceding years. The adjustment of the eligibility requirements to changes in life expectancy
will occur every three years and, starting from the adjustment subsequent to 2019, every
two years, on the basis of an entirely administrative procedurel®. In addition, starting from
2013, the calculation of the transformation coefficients20 at the time of retirement is
extended up to the age of 70. Similarly, by subsequent legislative interventions, some
safeguard measures have been provided in order to guarantee a more gradual application
of the reform for well identified categories of workers which are in the proximity to
retirement and that present difficult situations related to the permanence in the labour
market.21,

As a result of all of the reforms implemented since 2004, the average retirement age
(taking into consideration both the statutory retirement age and the requirements for early
retirement) rises from 60-61 during the 2006-2010 period to approximately 64 in 2020, 67
in 2040 and then around 68 in 2050. Cumulatively, the savings derived from the overall
reform process started in 2004 amount to around 60 percentage points of GDP until 2050.
One-third of those savings is due to the reform introduced with Law no. 214/2011 and two-
thirds to previous measures.

'8 For detail on the age and contribution requirements needed to be entitled for an old-age pension, early
retirement, and social allowances, see the box on the reform of the pension system included in the Update to the
2012 Stability Programme.

" The adjustment of the requisites taking effect as of 2013, in accordance with the law (Article 12,
Paragraph 12-bis of Decree-Law no. 78 of 31 May 2010, converted with amendments into Law no. 122 of 30 July
2010) has been set in three months. As a matter of facts, subsequent adjustments will be those estimated ex-post
by ISTAT, according to the proceedings provided by current laws and regulations. It is worth noting that Law no.
214/2011 contains a safeguard clause on the basis of which the minimum age requirement for old-age pensions
cannot be less than 67 for anyone becoming eligible for retirement as from 2021. However, on the basis of the
latest ISTAT demographic projections, the statutory retirement age for old age pension is projected to be 67 as
early as 2019.

2 The transformation coefficient is also to be updated with the same calendar used for adjusting the
eligibility requirements. The adjustment taking effect on 1 January 2013 was adopted by a decree of 15 May
2012, published in the Official Journal of the Republic of Italy on 24 May 2012.

2" The total amount of workers entitled to such safeguard measures is approximately 130,000 . The
safeguard is applied to workers who will be entitled to a pension after 31 December 2011 (all people who have
met the pension eligibility requirements by such date are expressly exempted from the application of the
changes established by Law no. 214/2011) and that have difficulty of remaining in the labour market. Such
workers must also fall within the categories expressly pre-defined by the law and, starting from 2013, may retire
in the next few years on the basis of the rules previously in force. .
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PUBLIC EXPENDITURE FOR PENSIONS AS % OF GDP UNDER DIFFERENT LEGISLATIONS 1
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1) EPC-WGA Baseline scenario - 2013 Stability Programme

V.2 DEBT SUSTAINABILITY

On the basis of the assumptions about the long-term demographic and
macroeconomic trends and taking into consideration the projections for the
ageing-related expenditures described in the previous section (Table V.1), the
sustainability of the public finances in the baseline scenario is analyzed both
through the projection of the debt-to-GDP ratio over the years 2018-2060 and
through the calculation of several sustainability indicators consistent with the
methodology used by the European Commission?.

The projection of the debt-to-GDP ratio

The debt-to-GDP ratio and the structural primary surplus, net of the one-off
measures indicated for 2017, represent the starting point for the exercise.
Starting from 2018, the structural primary surplus is adjusted according to the
pattern in the output gap (which is assumed to close on a linear basis during the
2018-2020 period), age-related expenditures, and property income®. It is also
assumed that the real rate of interest (3.0 per cent per year) is kept constant over
the 2018-2060 period, while the GDP deflator converges at 2.0 per cent in the
three years after 2017. It follows that the nominal interest rate converges at 5.0
per cent in 2020.

The comparison between the trend of the debt-to-GDP ratio in the baseline
scenario of this document and that presented in the preceding Stability

22 Fyropean Commission, 2012, Fiscal Sustainability Report 2012, European Economy n.8.

2 Property income corresponds to capital income (debt and equity securities) and annuities from the
ownership of natural resources. The long-term trend thereof (2018-2060) is projected on the basis of the
methodology agreed at the level of the EPC-WGA.
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Programme shows a higher starting point for the debt-to-GDP ratio; this is due to
low GDP growth, but also and more importantly, to ltaly’s contributions to
financial programs in support of Greece and the EFSF and the ESM as well as the
payment of the public administration debts and arrears. However, on the basis of
a structural primary surplus which, in 2017, is expected to be in line with the
starting point planned in last year’s document (6.1 per cent of GDP), the debt-to-
GDP ratio falls below the threshold of 60 per cent of GDP in 2027, with a couple of
years of delay compared with the projection presented in the 2012 Stability
Programme (Figure V.1)

FIGURE.1: PUBLIC DEBT PROJECTION COMPARED WITH PREVIOUS STABILITY PROGRAMME (% of GDP)
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Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office

The sustainability indicators

On the basis of the European Commission's methodology, the sustainability
gaps (S1 and S2) and the required primary balance (RPB)** are calculated as
summary measures of the degree of the medium/long-term sustainability of the
public finances. However, in comparison with the previous Stability Programme, a
new method has been introduced for calculating S1, which differs from previous
method in two aspects: the debt target of 60 per cent of GDP is brought to 2030
rather than 2060 and it is possible to assume a gradual cumulative fiscal effort
through 2020 which then has to be kept constant for the subsequent 10 years .
Accordingly, the new S1 measures the permanent adjustment of the structural
primary balance (in percentage of GDP) needed to reach a debt level of 60 per
cent of GDP in 2030, assuming linear improvement in the structural primary
surplus from 2018 to 2020, and then maintaining the level of 2020 until 2030.
Instead, the S2 indicator continues to measure the permanent adjustment of the

2 For a detailed description of the indicators, see Chapter 8 of the Fiscal Sustainability Report 2012,
European Economy n.8/2012.
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structural primary balance needed so that the trend of the public debt will comply
with the inter-temporal budget constraint over an infinite time horizon. Finally,
the required primary balance (RPB) measures the average structural primary
surplus in the first 5 years of the projection period (namely, from 2018 to 2022)
consistent with the adjustment suggested by the value of S2. All of the indicators
are based on growth forecasts and budget balances that are extrapolated by
incorporating the medium/long-term projections of age-related expenditures. The
higher and more positive the values of the S1 and S2 sustainability indicators, the
greater will be the need for fiscal adjustment and thus, the greater the
sustainability risk will be.

In turn, the S1 and S2 indicators may be broken down into components that
provide useful information about the origin and the timing of the fiscal adjustments
needed to guarantee the sustainability of the debt over the long term horizon (Table
V.2).

The first component, the initial budgetary position, is common to both
indicators, and measures the distance between the structural primary surplus as
of 2017 (equal to 6.1 per cent of GDP) and the structural primary surplus that
would keep the debt-to-GDP ratio constant at the initial level (117.3 per cent of
GDP) ceteris paribus. With reference to S1, this component includes the cost of
delaying the fiscal adjustment since it is assumed that the effort needed will not
completely occur immediately, but is to be reached on a linear basis between
2018 and 2020, before staying constant for the decade thereafter. A second
component, which is specific to S1, is the debt requirement in 2030; this shows
the adjustment needed for bringing the debt from the initial level to 60 per cent
of GDP in 2030. Finally, a third component, common to both indicators, measures
the additional adjustment for covering the increase in age-related expenditures.
In the case of S1, the adjustment is moved forward to 2030.

The results show a negative value for both the S1 and S2 indicators. It follows
that the planned fiscal consolidation is shown to be sufficient for ensuring the
long-term sustainability of the public finances. This conclusion is confirmed by the
required primary balance which, with a value of 2.3 per cent, is below the primary
surplus projected for 2017.

Despite the deterioration of the initial conditions due to a higher debt level
forecast from 2013 to 2017, the significant increase of the structural primary
balance projected over the time horizon covered by this Stability Programme will
allow a convergence toward a debt level equal to 60 per cent of GDP, when
moving that target forward to 2030, and will counterbalance the emergence of
fiscal costs related to population ageing. Indeed, for both the S1 and S2
indicators, the value of the initial budgetary position remains negative (-4.9 per
cent and -4.8 per cent, respectively), signalling the capacity of Italy's public
finances, given the budget conditions planned for 2017, to cover the mounting
interest-to-GDP ratio (snow ball effect) expected over the medium/long term.

On the other hand, considering the greater effort needed to achieve the
debt-to-GDP ratio of 60 per cent in 2030 rather than in 2060 as previously
envisaged, the components of S1 related to the debt requirement and the cost of
ageing are higher than the values set out in the previous Stability Programme.
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TABLE V.2: LONG-TERM SUSTAINABILITY INDICATORS

Sustainability indicators

S1 S2 RPB
Value -1.7 4.5 2.3
including:
Initial budgetary position -4.9 4.8
Debt requirement in 2030 4.1
Long-term changes in the primary balance 0.9 0.3

Source: MEF analyses

V.3 ANALYSIS OF SENSITIVITY OF PUBLIC-DEBT DYNAMICS OVER
THE LONG TERM

The sensitivity analysis carried out in this section is aimed at (i) testing the
robustness of the results in view of their intrinsic uncertainty and (ii) verifying
under which reform assumptions and on the basis of which budget conditions, the
sustainability of the debt can either be guaranteed or is at risk.

Accordingly, the discussion below refers to different alternative scenarios
that replicate the assumptions underlying the sensitivity analyses included in the
European Commission's 2012 Sustainability Report. Such scenario are set imposing
permanent changes to the assumptions used for the baseline as far as
demographic, macroeconomic and fiscal are concerned (for instance, the impact
of the change in the initial level of the primary surplus on debt dynamic is
simulated). In addition, the results are presented in relation to a so-called risk
scenario in which the impact of non-demographic factors exerts additional
pressure on the expected trend of healthcare expenditure and expenditure for
long-term care of the elderly and disabled.

The sensitivity analysis with respect to demographic variables

Population ageing represents one of the most critical aspects that Italy will
need to tackle in the coming decades. In this regard, it is particularly important to
evaluate properly, through various simulations, both the impact of migratory flows
expected in coming decades, and the consequences of an increase in total life
expectancy on Italy's public finances over the medium and long term.

With reference to the impact of immigration, the simulation, in line with
what agreed at the level of the EPC-WGA and on the basis of an ad-hoc
demographic scenario developed by EUROSTAT, assumes the average net flow per
year of immigrants decreases by 10 per cent with respect to the baseline
assumption for the 2018-2060 period.

With regard to the simulation of the impact of the increase in life
expectancy, it is assumed that the probabilities of death of both genders are
adjusted downward so as to determine, as of 2060, a one-year increase in life
expectancy vis-a-vis the assumption of the baseline scenario.

The trend of the public debt in the two alternative scenarios is compared
with the baseline in Chart V.2. Given the values of the public debt and the
structural primary balance projected by the Government as of 2017, the
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consequences of a smaller immigration flow on debt sustainability appear
negligible. Even the possible consequences of an increase in life expectancy
appear barely relevant, mainly due to the introduction of the mechanisms to
adjust the eligibility requirements for being entitled to a pensions and linking
them to changes in life expectancy. In both cases, the debt-to-GDP ratio falls
rapidly, and dips below 60 per cent around 2030.

FIGURE V.2: SENSITIVITY OF PUBLIC DEBT TO A REDUCTION OF THE NET FLOW OF IMMIGRANTS AND A 1-
YEAR INCREASE IN LIFE EXPECTANCY (% of GDP)
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Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office.

The sensitivity analysis with respect to macroeconomic variables

The sensitivity analysis with respect to macroeconomic variables aims at
testing the robustness of the projections of the debt-to-GDP ratio vis-a-vis
alternative scenarios that assume more favourable or less favourable trends for
labour productivity, the employment rate, and the activity rate of elderly and
female workers.

With reference to productivity, the simulation exercise calls for two
alternative scenarios in which the growth rate of labour productivity is
permanently increased or decreased by 0.1 percentage points with respect to the
baseline scenario starting in 2025. The convergence to the new level is to be
achieved gradually during the 2018-2025 period and remains constant in the years
thereafter. The impact on sustainability of a better (worse) trend of productivity
appears only marginally significant in the short term and long term (Figure V.3).
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FIGURE V.3: SENSITIVITY OF THE PUBLIC DEBT TO MACROECONOMIC ASSUMPTIONS: HIGHER (LOWER)

GROWTH OF PRODUCTIVITY (% OF GDP)
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Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office.

Another simulation assumes that the rate of employment, calculated over the
population aged 15-64, is increased gradually through 2060 with its value being
one percentage point higher than that assumed under the baseline framework . In
this scenario, obtained by assuming a lower unemployment rate, the impact on
the trend of debt-to-GDP ratio appears marginal during the first years of the
simulation.

Instead, when considering a gradual increase in the activity rate of the
population in the 55-64 age bracket by 5 percentage points in 2060 vis-a-vis the
level projected in the baseline scenario, resulting in an overal increase of, the
resulting pattern of the debt-to-GDP ratio experiences a significant downward
shift starting in 2020 (Figure V.4).

FIGURE V.4: SENSITIVITY OF THE PUBLIC DEBT TO MACROECONOMIC ASSUMPTIONS: TOTAL
EMPLOYMENT RATE, WOMEN'S AND ELDERLY'S ACTICIVITY RATES (% of GDP)

e Baseline
100 -

Activity rate of older workers + 5% as of 2060

Employment rate + 1%
80 -

Activity rate of women + 5% as of 2060

60 -

40 1

20 A

OO'O'O'H'N'E\')'Q’m’@’l\'OO'Q'O'H'N'm'ﬁ'rLD [{} l\'OO'O')'O'H'N'(")'ﬁ"LO'«)'I\'OO'CD'O'H'N'm'ﬁ"m'@'l\'m'mlo
AN AN NN ANANANNANNDONNNNNNNNITITITTITITTITTTTOODOLWLWLWOLWLWLWLWO
OO0 0000000000000 0D0D0D0D0D0D0D0D0D0DO0DO0DO0DO0DO0DO0DO0DO0D0O0O00000O0O0O0O
AN AN AN NN NN NN NN AN NN NN NN NN NNNNNNNNNNNNNNNNNNNNNNN
Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office
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Finally, assuming a gradual increase in the female participation rate that will
put the rate in 2060 at 5.0 percentage points above that for the baseline scenario,
the effects on the decreasing trend of the debt-to-GDP ratio are evident only in
the medium/long term (Figure V.4).

The sensitivity analysis of a risk scenario for healthcare expenditure

Relying on the European Commission's risk scenario methodology, it is possible
to evaluate the effects on the debt of the application of alternative assumptions
about healthcare expenditure and long-term care expenditure for the elderly and
disabled. Such scenario is different from the baseline scenario due to several more
stringent assumptions about the so-called non-demographic factors®.

According to the results of the analysis, the medium-term risk scenario entails
only slight deterioration of the trend of the debt-to-GDP ratio, which remains
under 60 per cent as from 2027 (Figure V.5).

FIGURE V.5: SENSITIVITY OF PUBLIC DEBT TO ASSUMPTIONS ON HEALTH CARE AND LTC EXPENDITURES

IN THE RISK SCENARIO (% of GDP)
120

1 4
00 e hHaseline s (iSK SCenario

80 A

20 A

2018
020
022
024
026
028
030
032
034

2036
038
040
042
044
046
048
050
052
054
056

2058

2060

Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office.

The sensitivity analysis with respect to the primary surplus

With this simulation, the robustness of the results of sustainability of the
public finances is tested in view of a deterioration of the primary surplus as of
2017. For this purpose, the value of the nominal primary surplus in the baseline
scenario (equal to 5.7 per cent of GDP in 2017) is reduced by 1.0 percentage

2 More specifically:, i) it is assumed that, in the case of acute care, the elasticity of the unit cost vis-a-vis
GDP per capita is equal to 1.3 (instead of 1.1 as in the baseline scenario) at the start of the forecast period and
converges to 1.0 in 2060; and ii) in the case of long-term care, with the exclusion of the cash allowances
components, the cost per recipient by age is assumed to converge to the EU-27 average, only when its starting
point is lower.
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point, falling respectively to 4.7 per cent, 3.7 per cent and 2.7 per cent (Figure
V.6).

The trend of the public debt changes significantly following the deterioration
of the primary surplus as of 2017, and in particular for the levels below 4 per cent
of GDP. More specifically, for an initial level of 3.7 per cent, the debt continues to
decrease, but does not hit the threshold of 60 per cent until 2035 (Figure V.6).
Instead, for a primary surplus of 2.7 per cent, it appears the debt-to-GDP ratio
would stabilize at around 60 per cent. It is evident from these simulations that the
sustainability of the public finances can be guaranteed by the baseline scenario
and by the public-finance targets described in this Stability Programme, which
require the maintenance of large primary surpluses.

FIGURE V.6: SENSITIVITY OF PUBLIC DEBT TO THE PRIMARY SURPLUS (% of GDP)
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V.4 THE IMPACT OF PENSION REFORMS ON SUSTAINABILITY

On the basis of the Government's programmed budget targets as of 2017
(namely, the achievement and maintenance of the medium-term objective), the
sensitivity tests presented in the previous section show that the long-term trend
of age-related expenditures should not put the sustainability of Italy's public debt
at risk, even if macroeconomic, demographic or fiscal conditions were to be
different. It should be noted, nonetheless, that this conclusion stems also from of
a series of pension reforms over the past 20 years that have significantly
contributed to reducing age-related expenditure.

Figure V.7 illustrates the implications on the debt-to-GDP ratio of the various
measures adopted from 2004 to 2011 on the basis of a counterfactual analysis,
which recomputes the initial levels of the debt and the primary surplus assuming
the absence of the pension reforms considered. All of the reform measures
considered, from 2004 to the most recent, have entailed structural effects,
overall determining a reduction in the ratio of pension expenditure to GDP vis-a-
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vis the projections based on legislation previously in effect, thereby impacting the
present value of the expected expenditure flows (see Focus: The Pension reform).

The results show that the debt-to-GDP ratio would continue to decline under
the scenario that excludes the reforms adopted since 2004, but that the ratio
would be at levels that are permanently higher than those reflected in the
baseline scenario which instead incorporates the financial effects of the reform

adopted with Law no. 214/2011.

CHART V.7: THE IMPACT OF THE REFORMS ON THE DEBT-TO-GDP RATIO (% of GDP)
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Source: MEF analyses developed using the long-term forecast model of the General State Accounting Office.
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FOCUS

State guarantees

As of 31 December 2012, the guarantees granted by the State amounted to approximately
€100 billion, or 6.4 per cent of GDP; the guarantees granted to credit institutions following
the recent financial crisis account for €85.7 billion of the total, or 5.5 per cent of GDP.

PUBLIC GUARANTEES (in € mn)

2012
Level in % of GDP
Stock guarantees 100,025 6.4
including: to the financial sector 85,679 5.5

Following are comments on the components of the aggregate:

° Central guarantee fund for small- and medium-sized enterprise (SME). The fund is an
industrial policy instrument of the Ministry for Economic Development which operates
through three distinct vehicles: direct guarantees, granted to banks and financial
intermediaries; counter guarantees against guarantees granted by the collective-loan
guarantee consortiums (Confidi) and other guarantee funds; and co-guarantees
granted directly in favour of the financing parties and jointly to collective-loan
guarantee consortiums (Confidi) and other guarantee funds or to guarantee funds set
up by the EU or co-financed by the EU. As of 31 December 2011, the residual debt
guaranteed amounted to approximately €8,318 million.

. TAV S.p.A.. The Ministry of Economy and Finance guarantees the fulfiiment of the
Ferrovie dello Stato S.p.A.'s obligations with respect to TAV S.p.A,, in relation to the
concession, construction and operation of the high-speed train system. This is a surety
bond designed to facilitate transactions to raise the funds on the financial markets
that are needed for the design and construction of the high-speed network. As of 31
December 2012, the residual debt guaranteed amounted to approximately €2,278
million.

° Aid to the bailout of businesses. Such aid includes guarantees given by the State to
companies to cover debt contracted with credit institutions for the financing of current
operations and for the reactivation and completion of plant facilities, buildings and
industrial equipment. As of 31 December 2012, the residual debt guaranteed
amounted to approximately €64.7 million.

o Guarantees assumed by local government. The data related to the guarantees given
by local governments are supplied by the Bank of Italy, which gathers the data through
the information submitted directly the beneficiary institutions as part of their
regulatory reporting. As of 31 December 2012, the residual debt guaranteed
amounted to approximately €3,687 million.

° Italian banks. Such guarantees are granted by the State to cover liabilities of Italian
banks in relation to debt securities issued by the banks. As of 31 December 2012, the
residual debt guaranteed amounted to approximately €85,679 million.
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V1.1 ACTIONS TAKEN AND INDICATIONS FOR FUTURE YEARS

Actions taken

The actions taken by the Government with a decree-law in July' and the 2013
Stability Law’ are part of a framework to maintain the stability of the public
accounts. Altogether, the revenue and spending measures approved in 2012
provide for a significant reallocation of budget resources so as to achieve a
reduction in fiscal pressure and a structural correction of the year-on-year trends
of public expenditure.

The measures adopted to reduce fiscal burden are aimed at favouring the
equity of the taxation system and supporting the development of the productive
system.

On the spending side the measures reinforce, first with the provisions of the
Decree-Law and then with those of the 2013 Stability Law, the spending-review
process inaugurated in previous years. The measures adopted affect all levels of
Government and provide for interventions which, on the basis of a comparative
analysis, are aimed at the recovery of efficiency margins in the production of
public goods and services and in public procurement procedures. More
specifically, with regard to the General Government the request to formulate
precise corrective measures in relation to specific savings targets assigned to each
Ministry (according to a method already tested with the budgeting process in
2011), it will help to overcome the previous approach of linear cuts and of
replanning initiatives/resources according to predetermined expenditure amount.
The Local Government contribution to public finance measures is mainly made
through the revision of the targets assigned to them within the Domestic Stability
Pact and the reduction of treasury resources due to them. Additional savings come
from healthcare initiatives, with spending measures provided in areas where
operating inefficiencies or inappropriate use of resources have been detected.

In terms of net borrowing, the 2012 revenue and spending measures meet the
targets set out in the Update to the 2012 DEF. In absolute terms, the planned
correction amounts to approximately €600 million in 2012, €160 million in 2014
and €1 billion in 2015. The measures for 2013 provide for the use of the resources
exceeding the structural balanced-budget objective for an amount of
approximately €2.3 billion.

' Decree-Law no.95/2012, converted by Law no.135/2012.
% Law no. 228/2012.
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TABLE VI1.1: CUMULATIVE IMPACT OF 2012 LEGISLATION ON GENERAL GOVERNMENT'S NET BORROWING

(before netting out induced effects; in € mn)

2012 2013 2014 2015
Decree-Law no. 95/2012 602 16 27 627
2013-2015 Stability Law -2,319 137 379
TOTAL 602 -2,303 165 1,006
% of GDP 0.0 -0.1 0.0 0.1

The gross budget packages are worth €4.6 billion in 2012, €21.1 billion in 2013
and approximately €22.5 billion in the years thereafter. The total use of resources
amounts to €4 billion in 2012, €23.4 billion in 2013, €22.4 billion in 2014 and €21.6
billion in 2015.

TABLE VI1.2: CUMULATIVE IMPACT OF 2012 BUDGET PACKAGES ON GENERAL GOVERNMENT'S NET

BORROWING (before netting out induced effects; in € mn)

2012 2013 2014 2015

FREEING OF FUNDS 4,568 21,129 22,539 22,620
Incremental revenues 0 4,577 5,425 4,955
Expenditure cuts 4,568 16,552 17,114 17,665
- current expenditure 3,050 11,684 12,350 12,757

- capital expenditure 1,518 4,869 4,763 4,908
USE OF RESOURCES 3,966 23,432 22,374 21,614
Decrease in revenues 3,392 13,234 16,539 15,538
Incremental expenditure 574 10,198 5,836 6,076
- current expenditure 574 7,481 3,919 3,549

- capital expenditure 0 2,717 1,917 2,527
Effect on net borrowing 602 -2,303 165 1,006
Net change in revenues -3,392 -8,658 -11,113 -10,583
Net change in expenditure -3,994 -6,355 -11,278 -11,589
- current expenditure -2,476 -4,203 -8,431 -9,209

- capital expenditure -1,518 -2,151 -2,847 -2,381

Among the different budget aggregates, the measures adopted entail a net
reduction of expenditure growing over time and equal to approximately €4 billion
in 2012, €6.3 billion in 2013, €11.3 billion in 2014, and €11.6 billion in 2015. In
qualitative terms, the reduction mostly effects current expenditure, accounting
on average for 70 per cent of the net correction.

The net reduction contemplated for revenues is equal to €3.4 billion in 2012,
€8.7 billion in 2013, €11.1 billion in 2014 and 10.6 billion in 2015.

The 2012 measures referring to the sub-sectors of General Government are
designed to rebalance the contribution (which was particularly significant for the
General Government) made by various sub-sectors to ensure it is in line with the
measures provided in previous years. The following table illustrates the financial
effects of the 2012 budget packages, broken down between revenues and
expenditures and by sub-sector.
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TABLE V1.3: CUMULATIVE IMPACT OF 2012 BUDGET PACKAGES ON GENERAL GOVERNMENT'S NET

BORROWING, BY SUB-SECTOR (before netting out induced effects; in € mn)

2012 2013 2014 2015
GENERAL GOVERNMENT -1,990 -9,431 -9,317 -7,860
- net change in revenues -3,304 -8,723 -10,020 -9,140
- net change in expenditure -1,314 708 -703 -1,280
LOCAL GOVERNMENT 2,670 7,257 9,382 9,337
- net change in revenues -10 21 -943 -1,242
- net change in expenditure -2,680 -7,236 -10,325 -10,579
SOCIAL SECURITY FUNDS -78 -128 100 471
- net change in revenues -78 45 -150 -201
- net change in expenditure 0 173 -250 270
TOTAL 602 -2,303 165 1,006

Revenue measures

The 2012 measures incorporate a total net reduction of the revenue in each
year of the forecast period. The change mostly reflects the effects of the
measures outlined in the Decree-Law approved prior to the summer, which
accounts for €3.4 billion in 2012, €6.8 billion in 2013, €10.2 billion in 2014 and
€10.3 billion in 2015, and to a lesser extent, the provisions of the 2013 Stability
Law which determine approximate net reductions of €1.9 billion in 2013, €880
million in 2014 and €280 million in 2015.

The measures for reducing fiscal pressure are specifically aimed at supporting
consumption and household disposable income, supplying incentives to the
productive system, and favouring employment, in particular with respect to young
people and smaller companies, and even more so, if the companies are operating
in the Regions of southern Italy.

With reference to consumption, the Decree-Law defers the two-percentage-
point increase in ordinary and reduced value-added-tax (VAT) rates to 1 July 2013
and through 31 December 2013, with a net effect of €3.3 billion in 2012, €6.6
billion in 2013 and €9.8 billion per year for 2014 and 2015. The measure is
strengthened by a provision in the 2013 Stability Law that eliminates a one-
percentage-point increase in the ordinary VAT rate for 2013 and completely
eliminates the increase planned for reduced VAT starting from 2014 (with a
revenue decrease equal to approximately €4.4 billion in 2013 and €2.3 billion per
year for 2014 and 2015). In favour of households, the 2013 Stability Law increases
deductions for dependent children, with the beneficial effects thereof equal to
approximately €900 million in 2013, €1.3 billion in 2014 and €1.2 billion in 2015;
the law also provides an incentive for productivity in businesses, by allowing the
extension of the tax relief on productivity contracts (for an amount equal to €950
million in 2013, €1 billion in 2014 and €200 million in 2015). In order to encourage
employment, IRAP deductions are to be raised for (i) workers hired on permanent
contracts in the southern Regions (with an additional increase if used for workers
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under the age of 35) and (ii) companies classified as 'small' in relation to the value
of the taxable base. The total reduction of revenue arising from the relief
measures is €860 million in 2014 and just over €1 billion in 2015.

Among measures providing for revenue increases (almost all of which are
contained in the Stability Law), roughly one-half of the revenue comes from the
introduction of stamp duties on financial transactions (Tobin tax) and from the
stabilization of the increase in fuel excise taxes. The total effect of the two
measures is equal to €2.1 billion in 2013 and €2.3 billion per year in 2014 and
2015. Another €800 million in 2013, €1.2 billion in 2014 and €800 million in 2015
will come from the increase in technical reserves for insurance companies, and
from the non-deferral (five years) of the recognition of incremental values
consequent to the realignment of the tax and book values of goodwill and other
intangible assets derived from business combinations, mergers and divestitures.

Spending measures

The measures contained in the 2012 budget packages will determine net total
structural expenditure reduction that increases over the forecast period and is
equal to more than €11 billion in 2015. The corrective measures impact all sectors
of the public administration, and are based on an approach, already used with
resolve by the Government in previous years, which aims to reinforce the
effectiveness and efficiency of public expenditure.

In this regard, the Decree-Law, in referring to the public administrations’
purchases of goods and services, has provided for reinforcing the centralized
procurement system for several categories of goods, as well as the nullification of
the contracts signed in violation thereof. The projected reduction of expenditure
from these measures is calculated on the basis of the statistical comparison of the
operating costs sustained by various administrations. In order to support the
reorganization of administrative units, the measures call for the downsizing of
both managerial resources and the General Government work force (by a minimum
of 20 per cent and 10 per cent, respectively), while a limitation on personnel
turnover has been renewed for fire-fighters, the police force, universities and
research entities (these measures should produce total savings that increase over
time to get to more than €700 million in 2015). Specific parameters of reference
have been defined in terms of floor space/employee in order to promote better
use of public housing and to reduce the rental costs.

The targeted savings for General Government (equal to €1.5 billion for 2013
and 2014 and €1.6 billion starting in 2015) were assigned through the Decree-Law
enacted in mid-2012, and are pursued through the measures that each Ministry
indicated for the draft of the 2013 Stability Law or, alternately, via linear
reduction of the appropriations capable of being reshaped.
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TABLE VI1.4: IMPACT OF DECREE-LAW NO. 95/2012 ON GENERAL GOVERNMENT'S NET BORROWING

(before netting out induced effects; in € mn)

2012 2013 2014 2015
FREEING OF FUNDS 4,568 10,839 11,559 12,073
Incremental revenues 0 72 0 0
Expenditure cuts 4,568 10,767 11,559 12,073
Expenditure cuts by Ministries 0 1,528 1,574 1,649
Contribution of Regions, Provinces and Municipalities 2,300 5,200 5,500 5,775
Reduction of financing to National Healthcare System 900 1,800 2,000 2,100
Expenditure cuts in public procurement 141 615 615 615
Reduction of long-term contributions fund 500 500 400 400
Reduction of financing to entities and research entities 153 410 410 410
Measures affecting public employment
(including turnover for fire-fighters and police force) 107 319 665 730
Other 467 394 394 393
USE OF RESOURCES 3,966 10,823 11,532 11,445
Decrease in revenues 3,392 6,837 10,237 10,300
Reduction of VAT rates 3,280 6,560 9,840 9,840
Other 112 277 397 460
Incremental expenditure 574 3,986 1,295 1,145
Tax credits on mortgage amortisation for
reconstruction in Emilia Romagna 0 450 450 450
Earthquakes 0 550 550 0
Measures to support road haulage 0 400 0 0
International peacekeeping missions 0 1,000 0 0
Protected workers within pension reform 0 0 190 590
Fund for urgent and non-deferrable initiatives 0 658 0 0
North Africa emergency requirement 495 0 0 0
Taxpayer-designated charitable donations deducted
from taxes paid (.005) 0 400 0 0
Other 79 528 105 105
IMPACT ON NET BORROWING 602 16 27 627

Additional savings are expected from the provisions for local governments and
the healthcare sector. The revision of the targets assigned to Local Governments
with the Domestic Stability Pact and the reduction of Treasury resources accruing
to them as initially provided by the Decree-Law (€2.3 billion in 2012 and more
than €5 billion starting in 2013) has been rounded out by the Stability Law's
measures (€2.2 billion per year for the 2013-2015 period). Amongst other things,
the latter measures stipulate a rebalancing of the burden between Regions and
Municipalities, providing for a reduction of the percentage applied for the purpose
of calculating financial balance targets to be achieved for 2013 for those
Municipalities with a population of less than 5,000.

In the healthcare sector, the measures adopted aim to ensure more efficient
resource management, especially for pharmaceutical expenditure, where the
mandatory discount applied to the National Healthcare Service (NHS) has been
increased, the ceiling for Regional pharmaceutical assistance has been cut, and
the ceiling for hospital pharmaceutical expenditure has been redetermined. More
specifically, a 10-per-cent price reduction for the purchase of goods and services
is provided for the entire duration of the contracts (with pharmaceuticals and
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medical devices excluded), while the expenditure ceiling for medical devices has
been cut with respect to the previously set levels. These provisions should lead to
total savings of €900 million in 2012, €2.4 billion in 2013 and approximately €3
billion per year for 2013 and 2014.

Part of the savings obtained will be used for financing investments that
principally regard initiatives to support healthcare infrastructure, certain non-
deferrable expenditures related to reconstruction efforts in areas affected by
recent natural disasters, and the expansion of the number of persons classified as
‘protected’ within the most recent pension reform.

Key initiatives include the financing of reconstruction efforts related to the
earthquakes in Emilia Romagna (€550 million per year for 2013 and 2014),
international peacekeeping missions in 2013 (€1 billion), and the expansion of
number of persons classified as 'protected’ within the most recent pension reform
for an amount of €190 million in 2014 and €590 million in 2015. Investiments are
planned for ensuring the continuity of extraordinary maintenance work and other
works in process for the railway and road networks, the continuation of the
construction of the MO.S.E Project to protect Venice from floods, and the design,
construction and operation of the new Turin-Lyon rail link, to a total amount of
just over €500 million in 2013, €740 million in 2014 and €1.1 billion in 2015. The
use of resources (a total of €800 million in 2013, €1.1 billion in 2014 and
approximately €890 million in 2015) has also been authorised for: setting up a
fund to pay lease payments for public buildings transferred to real estate funds;
increasing of the fund for social-policy initiatives, for persons who are not self-
sufficient, for scholarships and waste disposal services for the City of Aquila; and
the financing of the funds related to international aid initiatives underwritten by
Italy.

Finally, the incremental expenditure covers the creation of a fund for
financing charges for local public transportation. The resources for the fund will
come from excise taxes on gasoline and diesel fuel, which will be subdivided
among the Regions based on efficiency-related criteria. All financial resources
previously earmarked by the State for this purpose (with the elimination of the
related funds counted as part of expenditure cuts) will flow into the new fund,
with a net increase per year of approximately €450 million compared with the
resources appropriated before the reorganisation.
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TABLE VL1.5: IMPACT OF 2013 STABILITY LAW ON GENERAL GOVERNMENT'S NET BORROWING (before

netting out induced effects; in € mn)

2013 2014 2015
FREEING OF FUNDS 10,290 10,980 10,547
Incremental revenues 4,505 5,425 4,955
Stamp duties on financial transactions 1,004 1,215 1,202
Stabilisation of increase in fuel excise taxes 1,107 1,107 1,107
Increase in technical reserve provisions for insurance
companies 623 374 374
Reduction in tax relief on purchase of company cars 412 549 532
Non-deferral of the substitute tax system 200 846 423
Increase in single state tax - elimination of stamp-duty
exemption on penal certificates - VAT on cooperative
services 305 458 458
Reduction in tax benefits on diesel fuel for farmers 154 100 100
Other 700 7 759
Expenditure cuts 5,785 5,555 5,592
Streamlining of healthcare expenditure 600 1,000 1,000
Spending cuts for Regions, Provinces and Municipalities 2,200 2,200 2,200
TPL Fund - abolition of Chapter 2817 and 2802 MEF 1,135 1,157 1,093
Current expenditure cuts by Ministries (Decree Law no
95/2012) 16 -1 -1
Other 1,834 1,199 1,300
USE OF RESOURCES 12,609 10,843 10,168
Decrease in revenues 6,397 6,302 5,238
Deferral of increase in VAT rates 4,442 2,324 2,324
Extension of tax relief for labour productivity 950 1,000 200
Increase in tax deductions for dependent children 939 1,341 1,206
Reduction of regional tax on productive activity (IRAP) via
lump-sum deductions for hiring of permanent workers 0 862 1,014
Fund for exclusion of IRAP for persons without a business
organisation 0 188 252
Other 66 586 242
Incremental expenditure 6,212 4,541 4,931
Fund for building rents 249 847 590
Tax credit for road haulage contractors 159 212 212
Fund for financing TPL 1,600 1,600 1,600
Fund for social-policy initiatives, for persons not self-
sufficient and City of Aquila - waste disposal 260 0 0
Smaller budget contribution by Local Government, incentive-
based stability pact, and municipal solidarity fund 600 0 0
Extraordinary maintenance of rail network 250 300 300
Extraordinary maintenance of road network 200 100 0
Construction of MOSE system 45 200 253
Turin - Lyon rail line 20 140 550
Multilateral development funds and global fund for the
environment 295 295 295
Other 2,534 847 1,131
IMPACT ON NET BORROWING -2,319 137 379
- Total expenditure cuts by Ministries (Decree Law no
95/2012) 16 -1 -1
- Total effects of 2013 Stability Law -2,335 139 380
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Indications for future years

With the cyclical phase still unfavourable, the achievement of the budget
balance and the respect of financial stability will need to be rounded out by
measures to support and relaunch growth and employment.

In moving in this direction, in April 2013, the Government approved an urgent
provision capable of injecting liquidity into the economic system, through
authorising the payments of the Public Administration's commercial debts as of 31
December 2012°.

The Government's action draws on the recent acknowledgement by European
leaders of the need for differentiated fiscal consolidation that permits some
controlled flexibility in actions to favour growth and employment. The measure is
acknowledged as extraordinary, and does not alter the substantial stability and
sustainability of the financial framework.

The measures adopted allow for injecting a total of approximately €40 billion
of new liquidity into the economic system over the 2013-2014 two-year period,
which will cause the borrowing requirement to increase by approximately €20
billion in each of the two years (Table VI.6A). In terms of net borrowing, the
impact is more modest because of the different ways in which the planned
initiatives are implemented. More specifically, the €7.5 billion deficit increase in
2013 (0.5 per cent of GDP) refers to the payment of debts for capital
expenditures.

The measures implemented regard the General Government, Regions,
Provinces and Municipalities, and NHS Entities, and apply differently depending on
the segment and the type of debt to which they refer.

The 2014 Stability Law could further reinforce the measures provided in the
decree-law, with the assignment of Government securities to settle the PA's trade
debts in case the creditors have transferred their receivables to banks or financial
intermediaries. Any such initiative would be planned in respect of public finance
objectives established in the planning documents, and would be subject to
agreement of the European authorities and deliberation in Parliament.

As far as the borrowing requirement of the public administrations is
concerned, the most significant part of the urgent provision adopted in April
regards Local Government. The Regions, Provinces and Municipalities will be able
to order incremental payments, for sums not related to healthcare, in the amount
of €12.2 billion in 2013 and €7 billion in 2014. The NHS entities will instead be
able to make use of incremental resources totalling €5 billion in 2013 and another
€9 billion in 2014 for the payment of their commercial debts. For the General
Government, some €2.5 billion in 2013 and €4 billion in 2014 will be made
available for accelerating the payment of past tax refunds, and another €500
million in 2013 for the payment of debts related to supplies and public tenders.

In terms of net borrowing, the Local Government accounts for €7.2 billion of
the increased deficit, with the General Government accounting for €300 million.

With reference to the Regions, Provinces and Municipalities, the provision
allows for some easing of the constraints within the Domestic Stability Pact,
allowing the exclusion from the target balance of Municipalities' and Provinces'

® Decree-Law no.35/2013.
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certain and liquid capital account payments collectible as of 31 December 2012
(€5 billion in 2013). For this purpose, such entities may use resources already
available in the budget (prior-year surpluses). The Regions' payments of the same
type of debts are excluded from the Domestic Stability Pact (€1.4 billion in 2013).

In order to favour the transfer of liquidity to the Provinces and Municipalities,
the Regions' payments of residual current liabilities due to the Provinces and
Municipalities will be excluded from the constraints of the Domestic Stability Pact.

In the case of Regions, Provinces and Municipalities that do not have
sufficient liquidity to make the payments (whether capital account payments
arising from the easing of the Domestic Stability Pact's constraints or past debts
for current expenditure), the Decree provides for the creation of a special fund
for the General Government's granting of loans. For the 2013-2014 period, such
advances can be for up to €4 billion for Provinces and Municipalities and up to €8
billion for the Regions and Autonomous Provinces.

The aforementioned fund will also provide advances to NHS entities for
accelerating the payments of the past-due debts as of 31 December 2012, in
relation to current expenditure, for a total of €14 billion (€5 billion in 2013 and €9
billion in 2014). The rules also provide for certain structural measures for defining
direct mechanisms to prevent future delays within the payments system, with the
setting of strict constraints on the Regions' management of the liquidity
earmarked for financing the NHS.

The advances made to the Regions, Provinces and Municipalities, inclusive of
those in favour of the NHS, are to be repaid, with interest thereon, over a 30-year
period. The principal amounts repaid by the entities are to be earmarked for the
amortization of the incremental debt coming from the collecting of the necessary
resources to finance the fund.

Finally, payments made by the Regions as part of national co-financing of
initiatives realized with the contribution of European structural funds will also be
excluded from the Domestic Stability Pact's constraints for an amount of €800
million in 2013. This will facilitate the achievement of the spending objectives
outlined by regional programmes co-financed by the European Union for 2007-
2013, guaranteeing significant improvement of the capacity to draw on the
structural funds available for the 2012-2014 three-year period.

Additional resources (€500 million in 2013) have also been provided for
General Government to cover payment of commercial debts contracted by the
Ministries for trade accounts due as of 31 December 2012 in relation to supplies
and public tenders. For any portion of the debts that is not settled and with a
view toward preventing the accrual of more debts, the General Government will
be required to come up with special measures for reorganizing and streamlining
expenditure.

The Government has also reprogrammed fiscal reimbursements, with
acceleration of payment of tax refunds and increased offsetting regarding tax
credits earned in prior years (due to an increase in the offsetting limits).
Incremental payments of €6.5 billion have been provided for this purpose,
including €2.5 billion in 2013 and €4 billion in 2014. Finally, it will be possible for
taxpayers to offset certain, liquid, and enforceable receivables that have not
legally expired as of 31 December 2012 due from the public administrations in
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relation to supplies and tenders, with the sums due following insolvency

proceedings arising from tax disputes.

TABLE. VI.6A: IMPACT OF DECREE-LAW NO.35/2013 (before netting out induced effects; in € mn)

2013 2014 2015
Borrowing requirement -20,000 -19,400 190
% of GDP -1.27 -1.19 0.01
Net borrowing -7,500 600 570
% of GDP -0.48 0.04 0.03

TABLE. V1.6B: IMPACT OF DECREE-LAW NO. 35/2013 ON GENERAL GOVERNMENT'S NET BORROWING

(before netting out induced effects; in € mn)

2013 2014 2015

Gross budget measures 207 607 577
Incremental revenues 200 600 0
Expenditure cuts 7 7 577

- current expenditure 7 7 321

- capital expenditure 0 0 256
Measures 7,707 7 7
Decrease in revenues 7 7 7
Incremental expenditure 7,701 1 0

- current expenditure 1,901 1 0

- capital expenditure 5,800 0 0
Impact on net borrowing -7,500 600 570
Net change in revenues 194 594 -7
Net change in expenditure 7,694 -7 577

- current expenditure 1,894 -7 -321

- capital expenditure 5,800 0 -256

TABLE. V1.6C: IMPACT OF DECREE-LAW NO.35/2013 ON GENERAL GOVERNMENT'S NET BORROWING BY

SUB-SECTOR (before netting out induced effects; in € mn)

2013 2014 2015

GENERAL GOVERNMENT -300 600 570
- net change in revenues 194 594 -7

- net change in expenditure 494 -7 577
LOCAL GOVERNMENT -7,200 0 0
- net change in revenues 0 0 0

- net change in expenditure 7,200 0 0
SOCIAL SECURITY FUNDS 0 0 0
- net change in revenues 0 0 0

- net change in expenditure 0 0 0
TOTAL -7,500 600 570
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TABLE. V1.6D: IMPACT OF KEY MEASURES OF DECREE-LAW NO. 35/2013 2012 ON GENERAL

GOVERNMENT'S NET BORROWING (before netting out induced effects; in € mn)

2013 2014 2015
INCREMENTAL RESOURCES 207 607 577
Incremental revenues 200 600 0
including:

Increase in value-added taxes 0 600 0
Expenditure cuts 7 7 577
including:

Reduction in spending appropriations that can be reshaped 0 0 570
USE OF RESOURCES 7,707 7
Decrease in revenues 7 7 7
Incremental expenditure 7,701 1 0
including:

Easing of Domestic Stability Pact for Provinces and Municipalities 5,000 0 0

Domestic Stability Pact: Regions and Autonomous Provinces:

Acceleration of transfers to Provinces and Municipalities and

payments to suppliers 1,400 0 0

National co-financing of EU structural funds - exception to Domestic

Stability Pact 800 0 0

Payment of General Government debts - increase in fund for

settlement of General Government's trade debts 500 0 0
IMPACT ON NET BORROWING -7,500 600 570
g Macroeconomic impact of fiscal consolidation measures adopted in 2012
8 The starting point for an analysis of the macroeconomic impact of fiscal consolidation
L. measures adopted in 20124 is a basic simulation that generates a profile for the various

aggregates based on unchanged legislation®. The framework of the exogenous variables for
public finance is then modified by incorporating the measures adopted into the model and
simulating this new scenario. The comparison between the results of the two simulations
makes it possible to estimate the impact of the measures on GDP and other aggregates.

Based on the simulations done, the overall macroeconomic impact of the two budget laws is
reported in the table. The difference between the rates of the annual percentage change
obtained by taking into account the budget packages and the base simulation rates is
reported for each aggregate. The simulations done show that the approved measures
produce practically no effect on the level of economic activity and employment.

However, the impact is not neutral with respect to the mix of domestic demand. On the one
hand, domestic demand is directly impacted by reduction of public expenditure (both in
terms of public consumption and in terms of investment); on the other hand, it benefits
from the positive effects on consumption of the increase in tax deductions for dependent
children and the easing of the planned VAT rate increase. When compared with the base
scenario, the lower increase in VAT rates will also cause a decrease in inflation for the
period considered.

4 In 2012, the main fiscal consolidation measures are those approved with Decree-Law no. 95/2012,
converted into Law no.135/2012 (Spending review) and with the 2013 Stability Law (Law no.228/2012).
3 The simulation was done with the Department of Treasury's econometric model (ITEM).
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The simulations do not incorporate any possible increase in tax rates as provided by the
Stability Law®. The impact on economic activity would certainly be negative, and the
magnitude of the increase would depend on decisions by the individual municipalities, that
would be difficult to project.

The macroeconomic effects are based on unchanged legislation; any deferral of the
planned increase in VAT rates and/or the introduction of municipal tax on garbage and
services (TARES), planned for July 2013, could generate expansive effects on the level of
economic activity in 2013.

MACROECONOMIC IMPACT OF FISCAL CONSOLIDATION MEASURES

Differences in the percentage rate of change 2013 2014 2015
GDP 0.0 -0.1 0.1
Private consumption 0.2 0.3 0.2
Public consumption -0.5 -0.5 -0.2
Investment 1.4 -1.2 -0.3
Exports 0.0 0.1 0.1
Imports -0.2 0.0 -0.1
Employment 0.0 0.0 0.0
Private consumption deflator -0.5 -0.2 -0.1

Finally, it should be emphasised that improving the efficiency of public expenditure will
probably have positive long-term growth effects that are not captured by econometric
models and extend well beyond the models' projection horizon.

® The 2013 Stability Law provides that Municipalities may increase the property-tax (IMU) rates on buildings

for productive use by 0.3 percentage points.
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The fight against tax evasion

In recent years, tax authorities have achieved encouraging results in their efforts to fight tax
evasion and tax fraud: more than €32.0 billion of incremental tax revenues were ensured to
the Treasury during the 2009-2011 three-year period and, on the basis of initial indications,
another €12.5 billion were collected in 2012.

FOCUS

RESULTS OF THE FIGHT AGAINST TAX EVASION: TAX AND NON-TAX REVENUES
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Source: Revenue Agency (Agenzia delle Entrate).

In order to provide another impulse to the fight against tax evasion, and to round out the
measures already outlined in 20117, the ‘Task Force for the Fight Against Tax Evasion’ set
up by Prime Minister Monti carried out its activity in 2012. Additional directives that were
issued in March 2012 not only simplified tax laws, but they also made the fight against
evasion even more prominents.

In April 2012, the Cabinet approved a legislative bill containing a mandate for revision of
the tax system. The bill is aimed at continuing the activity to fight tax evasion and tax
avoidance, and at reordering tax erosion®.

For this purpose, the bill has provided for defining the methods for estimating tax evasion
and for monitoring the results of the fight against evasion. The reporting refers to all major
taxes, and is based on comparisons between national accounting data and data acquired
through the tax registry. The results are calculated and published on an annual basis. As
part of the budget process, the Government prepares an annual report on the strategy
followed and the results achieved?1°.

7 In 2011, measures to fight tax evasion were initially outlined in the financial package approved during the
summer (Decree-Law no. 98/2011, converted by Law no. 111/2011 and Decree-Law no. 138/2011, converted by
Law no. 148/2011) and later, in the month of December (Decree-Law no.201 converted by Law no.214/2011).

8 Decree-Law no. 16/2012 referring to ‘Urgent measures on the subject of taxation simplification, making
taxation more efficient, and strengthening tax audit procedures’

° The bill was presented to the Lower House (A.C. 5291) on 15 June 2012, and was examined from 11
September to 9 October 2012 by the Commission VI, where numerous parts of the original text consisting of 17
articles were amended, and the bill ended up with 4 articles. The bill was then approved by the Lower House
with a confidence vote on 12 October 2012, and was sent to the Senate on 16 October 2012 (A.S. 3519).

1% Article 2, Paragraph 4,5 A.S. 3519.
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The legislative bill also contemplates the building of better relationships between the tax
authorities and taxpayers. Forms of increased communication and cooperation between
firms and tax authorities are to be defined. In the case of large business, structured
corporate systems are to be delineated for management and control of taxation risk, with
clear assignment of responsibility within the overall internal controls system. Incentives,
including the relaxation of certain formalities and the reduction of possible penalties, will be
provided for the taxpayers who elect to use such tools. In the case of smaller businesses
and self-employed individuals, taxpayer assistance services (including, for example, tax
return preparation and computation of taxes) will be reviewed and expanded in order to
ensure better compliance with tax lawll. Finally, the bill calls for defining principles and
criteria to be pursued in order to reinforce audit initiatives, in particular through targeted
audits carried out with the participation of other public authorities. The revision of the laws
and regulations should also result in more widespread use of electronic invoicing and
payment systems subject to tracking, and reinforced international cooperationi2.

As provided by the Stability Law for 2013-201513, starting in 2013, the Economic and
Financial Document will report the value, in relation to the previous year, of the incremental
structural revenues actually collected from the activity to fight tax evasion, while the Update
to the Economic and Financial Document will include a report about the results of the tax-
evasion prevention measures4.

With reference to international cooperation, Italy, France, Germany, the UK, Spain and the
United States have defined the Model Intergovernmental Agreement with the common
objective of intensifying the fight against international tax evasion and adopting an
intergovernmental approach for the application of the. Foreign Account Tax Compliance Act
(FACTA). The Model Agreement represents an important step in the effort to fight
international tax evasion through the automated exchange of information. Indeed, with the
bilateral agreements that are to be signed on the basis of the Model Agreement, specific
data that financial institutions report to their respective tax authorities will be automatically
exchanged in both directions between the United States and the other countries, in
accordance with existing agreements against double taxation. This will eliminate the need
for the financial institutions involved to enter into separate contractual agreements with the
U.S. tax authorities. The aforementioned countries will continue, in close cooperation with
other countries, the OECD and the European Union, to promote the automated exchange of
data and to work on common reporting principles and the application of due diligence
standards as tools for coming up with a broad-based, global approach to the effective fight
against international tax evasion, while keeping the burden of compliance to a minimum
level. In May 2012, a bilateral working group was set up between the Ministries of Finance
of Italy and Switzerland with the objective of studying financial and taxation matters.

" Article 3, Paragraphs 2,3,4,and 5 A.S. 3519.

2 Article 3, Paragraph 11, A.S. 3519.

'3 Article 1, Paragraphs 299 and 300, Law no. 228/2012

" Such report will need to indicate the strategies for fighting evasion and the comparison of the results

with the planned objectives.
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FOCUS

Italian public development aid

Over the next four years (2014-2017), the Government plans to consolidate the actions
needed for gradually realigning Italy to the international standards for development
cooperation (OECD average), with the objective of improving the quality and quantity of
public development aid (PDA). This will allow Italy to raise its international profile, to
establish a presence in strategic areas, to meet standards of excellence, and to enjoy
comparative advantages.

Based on unchanged legislation, the estimates for 2013 provide for PDA equal to 0.15-0.16
per cent of gross national income, with an upturn with respect to 2012 (0.13 per cent). The
following schedule has been outlined for 2014-2017: 2014 PDA (0.18-0.20 per cent); 2015
PDA (0.21-0.24 per cent); 2016 PDA (0.23-0.27 per cent), and 2017 PDA (0.28-0.31 per
cent).

In order to achieve such targets, government measures will need to concentrate on the
quantity and quality of the annual appropriations, and in particular, through:

° Ongoing reorganisation and streamlining of expenditure for development cooperation,
including through action designed to reform legislative provisions that govern
cooperation, based on principles of unity of action and operation together with
Parliament;

. Confirming a gradual annual increase of at least 10 per cent in the appropriations
provided by Law no. 49 of 1987, on the basis of the amounts available for 2013;

. Refinancing of development funds (in particular, the IDA and African Development
Fund), whose negotiations terminate at the end of 2013.
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VIil.1 BALANCED BUDGET IMPLEMENTATION RULE

During the 2012 the process of bringing the national legislative framework in
line with the most recent EU policies and the relevant regulations on fiscal and
budgetary rules continued, consistently with the provisions of the Fiscal Compact
(the Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union), required the introduction of the balanced budget rule as a
national legal provision.

The introduction of this rule follows up on the commitment undertaken by
the Italian Government in March 2001 as part of the Euro Plus Pact and the more
stringent budgetary constraints introduced by the Six Pack in October 2011.

With a view to transposing EU regulations, in addition to the ratification of
the Fiscal Compact, Parliament also adopted two specific legislative measures.
The first one is a Constitutional law adopted in April 2012, which introduced a
balanced budget rule in the Constitution, in compliance with EU legislation which
the constitutional provision clearly refers to, according to the State ensures that
the revenues and expenditure of its budget are balanced, allowing for the upturns
and the downturns of the cycle', and that its debt is sustainable. Moreover,
additional provisions have been adopted for both central and decentralised levels
of government to facilitate the achievement of the fiscal objectives. More
specifically, as regards the fiscal discipline of local authorities, the constitutional
reform explicitely mentions that reliance on borrowing is allowed only if needed
to finance investment expenditure, at the same time amortization plans are
envisaged and the balanced budget rule for the overall local authorities (taken
together) of each Region is complied with.

The second measure, introduced through a law adopted by an absolute
majority of the members of each House of Parliament in December 2012?, lays
down the implementation of the principles adopted in the constitutional reform
and has envisaged regulations to strengthen the framework of fiscal and budgetary
rules, explicitely mentioning, among other things, the ways in which fiscal
performance is to be monitored, how the correction mechanism has to work in
case of variance from the structural balanced budget target, and the definition of
exceptional events which allow variance from the policy objective.

In the new regulatory framework, the balanced budget rule is in line with EU
legislation provisions in structural terms and requires the Government to secure
the achievement of at least the medium-term objective (MTO), and in any case

'L. Cost. No. 1/2012.
2 L. No. 243/2012.
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compliance with the path to progressively move towards that objective as of 2014.
Forecast values are therefore ex ante values in the planning documents and actual
compliance with them is assessed ex post.

Among the fiscal objectives special attention is paid to the public debt
criterion, which is explicitely emphasized among the objectives set out in the
planning documents. More specifically it has been envisaged that in case of under
performance with respect to the European benchmark (60 per cent of GDP), when
budgetary objectives are setting, allowance shoud be made for the need to secure
that any variation with respect to benchmark figures should be reduced as
envisaged by European regulations.

The fiscal rule framework is further strengthened by a rule on general
government expenditure. More specifically, the forecasted vyearly rate of
expenditure growth cannot exceed that envisaged for complying with European
rules (expenditure benchmark) and the financial planning and budgetary
documents must state the level of general government expenditure that is
compatible with this constraint for the three-year period considered®.

Exceptions to the balanced budget rule are explicitely envisaged by the
relevant regulations as the possibility of temporary variance from the structural
policy objectives only in cases of : i) serious economic recession ; ii) extraordinary
situations, beyond the government’s control, including serious natural disasters,
with significant repercussions on the country’ s the general economic situation.
With a view to avoiding a discretional use of this exception, it has been envisaged
that any temporary variance from objectives, due to efforts to cope with the
above-mentioned situations, may be allowed upon the Government’s request,
after consulting the European Commission, and subjected to authorization given
by an absolute majority vote of the two Houses of Parliament. As Government
submits a request to that effect, the fiscal objectives shall be revised and a plan
to cut expenditure to achieve the policy objective shall be set out in a report to
be submitted to Parliament.

Greater focus is given to fiscal monitoring and surveillance: the Government
is now required to inform Parliament of any risk of variance from the policy
objectives with respect to the general government consolidated account or the
structural balance, and at the end of the year the Court of Auditors audits the
financial statements of Regions and local authorities, as well as general
government bodies other than regional or local authorities.

Finally, specific mechanisms defined at EU level have been envisaged if
significant variances of fiscal performance from the policy objectives, which may
undermine efforts to achieve the medium-term objective in the following financial
years, are found ex post. In this case, the Government has to state the causes as
well as the corrective measures it intends to adopt to bring the structural balance
back in line with the MTO figure. Measures will have to be developed for the
various levels of general government, also with regard to the margin for
overshooting that they may be allowed.

With a view to outlining the special provisions of each level of government
and the tasks they are responsible for as part of the Italian institutions, the

3 For a thorough analysis of the implementation of the rules see Chapter 3.
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balanced budget rule and the sistem of fiscal rules is set out in further detail.
Similarly to what has been envisaged for all general government bodies, the
balanced budget rule for the State is set in structural terms and envisages that the
figure of the net balance to be financed or used (referred to as the difference
between final revenues and expenditure) each year, must be in line with the
policy objectives set in the planning documents. Conversely, the balanced budget
rule is applied to regional and local authorities in nominal terms. For these bodies
a budget is considered in equilibrium when it is balanced, both on a cash and an
accrual basis, according to two parametres: i) the balance between the final
revenues and final expenditure; ii) the balance between current revenues and
current expenditure, including the capital share of amortisation of loan
instalments. These bodies can still resort to borrowing for investment spending,
provided that an amortization plan is drawn up and the overall total of budgets of
the local authorities in each Region is balanced.

In order to ensure the necessary coordination among the various government
tiers and to achieve the debt and borrowing reduction targets assigned , it has
been envisaged, with criteria similar to those for the State, that additional
contributions may be asked of the regional and local authorities, on top of those
envisaged for compliance with the balanced budget rule. In addition, during
downturns and in exceptional cases, the State may contribute to funding essential
services and basic benefits relating to civic and social rights provided by other
levels of government as a proportion of decentralised agencies’ own revenues
affected by the economic cycle. In exchange, these bodies that had to resort to
borrowing, will be asked to contribute to the reduction of public debt during
upturns, to an extent that will depend on their share of revenues that is sensitive
to the cycle.

As regards the Government budget, the reform, (which will have to be further
detailed with the relevant changes to be made to ordinary accounting and fiscal
laws) is aimed at strengthening its allocative and planning function. To this end,
the budget law has now substantial nature (while earlier it could not order
changes to the existing legislation) and the contents of the current Stability Law
has become a part of the budget law. This facilitates a more thorough analysis of
the whole extent of the government budget, instead of only the measures
introduced by the package adopted at the end of the year; it also highlights
alternative uses of public funds that may be ordered within the limits of the
budgetary constraints and in line with the broader net borrowing targets. To
ensure the necessary level of transparency about the innovations that have been
introduced, the law shall be made up of two parts: one showing year-on-year
forecasts and the other containing the new legislative measures and their financial
impact. The rules concerning the Regions and local authorities and the provisions
concerning the Government budget shall come into force as of 2016.

Pursuant to EU provisions, a Parliamentary Budget Office has been set up
within the two Houses of Parliament, a body functioning in complete
independence in terms of the functions it performs and the opinions it expresses.
It has its own budget and own resources which will be allocated under the
relevant law with effect as of 2014. It conducts analyses, audits and assessments
on: i) macroeconomic and fiscal forecasts, ii) the macroeconomic impact of the
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most important laws, iii) fiscal performance, also by subsectors and compliance
with the budgetary rules, iv) long-term fiscal sustainability, v) the roll-out and use
of corrective mechanisms and on slippages in case of exceptional situations.

VI1.2 FISCAL RULES

The new rules called for at European level and transposed into the national
legislation are accompanied by other fiscal rules securing budget discipline, that
already exist within the Italian fiscal governance framework; they are: the
Domestic Stability Pact that defines how Regions and Local Government
authorities shall contribute to achieving the fiscal objectives, and the Healthcare
Pactand pharmaceutical expenditure ceilings.

The Domestic Stability Pact’defines specific constraints that the Local
Government authorities must comply with, together with information,
communication and certification requirements vis-a-vis the Ministry of the
Economy and Finance, and a system of sanctions in case of failure to comply. The
Pact envisages a clear rule in terms of budget balance® for Municipalities and
Provinces and a constraint on the nominal growth of final expenditure for Regions.

With the Stability Law for the 2013-2015 period ° the objectives of the
Domestic Stability Pact and the transfers to Local Government authorities, as
envisaged by the spending review measures, remain unchanged. A significant
novelty is represented by the update of the baseline figure to calculate the
objective, obtained by calculating the average of current expenditure
commitments recorded over the 2007-2009 period. By updating the above baseline
figure another element to assess the virtuosity of Local Government authorities
has been introduced: the Local Government authorities that cut current
expenditure commitments in financial year 2009 were assigned a less stringent
objective compared to that of other Local Government authorities, which,
instead, recorded an increase in current expenditure for that year. The Stability
Law 2013 has confirmed that, starting from 2013, the Domestic Stability Pact also
applies to Provinces and Municipalities with a population of more than 5,000
inhabitants, as well as Municipalities with a number of residents ranging between
1,001 and 5,000. As from 2014 the Domestic Stability Pact shall also apply to the

4. The Domestic Stability Pact was introduced by Art. 28 of the additional package of the Financial Law
1999. The Pact underwent a series of reforms over the years until the redrafting of its rules in 2008 as the 2009-
2011 three-year plan to balance the budget was introduced (Decree Law No.112/2008, confirmed as converted by
Law No. 133/2008, Article 77-bis). On that occasion various mechanisms were introduced to reward ‘virtuous’
entities: these mechanisms were based on two economic indicators relating to the degree of structural rigidity
and financial independence, as well as more effective sanctions in case of failure to comply.

> . For the purpose of determining the specific programmed target, the financial balance between final
revenues and final expenditures (net of revenues from credit collections and expenditure for granting of loans) is
again proposed as the Domestic Stability Pact's parameter of reference. Such balance is computed on a mixed-
accrual basis (i.e. assuming ascertained revenues and spending commitments for the current part, and collected
revenue and payments for the capital account). For 2012, 2013 and the years thereafter, the target financial
balance is obtained by multiplying average current expenditure for the 2006-2008 three-year period, reported in
terms of commitments as stated in the final accounts, for a fixed percentage. More recent amendments have
essentially provided for exclusion of revenue and expenditure items from the computation of the targets, mostly
to facilitate the realisation of public investment at a local level and to cover extraordinary events.

¢ Law No. 228/2012.
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Unions of Municipalities with up to 1,000 inhabitants and, as soon as the relevant
provisions are implemented through a inter-ministerial decree, it shall also apply
to special enterprises, institutions and and in-house companies directly entrusted
with the management of local public services.

As regards the regime of exceptions, the provisions of the Domestic Stability
Pact 2013 introduced some changes to the previously existing framework,
envisaging further exeptions for the funds coming from the special accounting of
the Regions hit by the earthquake of 20 and 29 May 2012 and the costs paid
through their own resources, coming from voluntary contributions and donations
from private individuals and Local Government authorities affected by the same
earthquake. Still excluded from the calculation of the financial balance are: i)
items concerning resources coming directly or indirectly from the European Union,
related to the call for emergency status, Il) items relating to the expenditure
sustained by the State for the management and maintenance of assets transferred
by federal State property allocation and Ill) part of the expenditure for the
infrastructure investment of Local Government entities, limited to 2013 and 2014.

To strengthen the consolidation process and to reduce the debt-to-GDP ratio,
as already provided for by budgetary rules already in force’, the mechanism to
curb the nominal rate of growth of local authorities’ debt has been confirmed.
Local authorities may take on new long-term secured loans and may source other
forms of financing through the market only if their annual debt-servicing
expenditure, when summed with the charges for other financial obligations
outstanding® , does not exceed the limit of 6 per cent in 2013 and the 4 per cent
from 2014, with respect to the first three revenue items in accounting statements
made two years prior to the year in which loans are expected to be taken out .
Furthermore, as from 2013, Local Government entities will have to reduce the
magnitude of the public debt. The procedures for reaching the debt reduction
target are to be outlined by decree of the Ministry of the Economy and Finance,
following consultation with the Joint Conference. Some of the sanctions foreseen
in the case of non-compliance with the Domestic Stability Pact will be applied to
entities failing to reduce their debt, including, for example, limitation on current
expenditure and personnel hiring.In order to meet the saving targets of ordinary
statute Regions, the rule of checking final expenditure, introduced as of 2002, will
continue to be applied. In line with the previous three-year period, distinct
targets have been set with regard to the financial accruals basis and the euro-
compatible accruals basis; the latter was introduced in 2013 with a view to
bringing the definition of objectives into line with the ESA95 methodology.
Healthcare expenditure, which is governed by specific regulations, is not included
in the calculation nor is expenditure for granting loans; similarly, current and
capital expenditure for programmes co-funded by the European Union, for the
part related to EU funds, are excluded from the calculation. A substantial part of
the exclusions envisaged by the Stability Law 2012 remains unchanged °.

7 Law No. 183/2011, Article 8

8 Charges for previously contracted long-term secured loans, previously issued bond loans, credit lines and
guarantees granted pursuant to Article 207 of the Consolidated Act for Local Entities, net of the state and
regional interest subsidies.

° Art. 32, paragraph 4, of Law No. 183 of 2011.
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In addition to the Domestic Stability Pact, among the rules concerning
Regions those pertinent to the “Healthcare Pact” are emphasized as they aim at
achieving proper planning of public health spending, not covered by the Domestic
Stability Pact budgetary rules.

The Healthcare Pact fixes the amount of resources to be allotted to the
National Health Service and is aimed at improving the quality of services by
ensuring uniformity throughout the system. As part of the spending review
measures, programmes have been envisaged in expenditure areas in which
management inefficiencies and inadequacies in the use of resources have been
found. These measures have been further strengthened by the Stability Law 2013 .
With regard to expenditure for goods and services procurement, as of 2013 the
following rules shall apply: (i) ten per cent cut of the amounts and corresponding
volumes of the procurement of goods and services, with the possibility for Regions
to achieve the expected economic and financial measures also through alternative
measures, ensuring in any case a balanced health budget; (ii) a new expenditure
ceiling for the purchase of medical equipment set at 4.8 per cent by 2013 and 4.4
per cent starting from 2014. Rationalisation measures of health expenditure also
include a reduction in procurement from private providers for specialised
outpatient and in-patient care so as to reduce spending by 0.5 per cent over 2011,
by 0.5 per cent for 2012, by 1.0 per cent by 2013 and by 2.0 per cent as of 2014.

As regards pharmaceutical expenditure, the spending review measures
introduced a lower ceiling for local pharmaceutical expenditure, bringing it from
13.3 per cent to 13.1 per cent in 2012. As from 2013, the ceiling has been set at
11.35 per cent. The same decree introduced - with effect from 2013 - the payback
mechanism in the event that in-patient pharmaceutical costs should overshoot the
expenditure ceiling.
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FOCUS

Governance of the health expenditure system

Under the Constitution, the State protects health as a fundamental right of the individual and
in the intesrest of society and provide free health care to the poor 19. Under the governance
system envisaged by the existing legal framework:

. the State sets minimum service levels for health care and provides the necessary funds
for their delivery in conditions of efficiency and adequacy within the limits of fiscal
contraints;

. the Regjons organize their own health services and ensure the provision of health care.

The basis for developing the system’s governance has been provided by the State-Regions
agreements since 2000 11,

In the last few years a series of regulations have been implemented in the health sector which
have brought about a paradigm shift, thereby creating a system which is no longer based on
the ‘so-called’ “regional expectation of deficit bridging” by the State, but on the principle of
stronger accountability of both ‘virtuous’ Regions and Regions running high deficits.

As part fo the 2007-2009 and 2010-2012 Healthcare Pacts, specific spendig cut plans have
been envisaged for Regions with high deficits, which, under the existing regulations, shall also
apply for the 2013-2015 period. With reference to the complex governance architecture that
has been put in place, the following should be briefly mentioned:

° the mechanism of automatic tax rate increase in the event of a deficit arising which
cannot be covered. This is in line with the principle whereby the Regions should be made
accountable for complying with the balanced budget rule;

° strengthening the tools for encouraging a more responsible use of health funds by the
Regions;

. the requirement envisaged by the Agreement between the Regions with high structural
deficits and the State, which includes a spending cut plan for achieving an economic
and financial balance and a provisional support fund to sustain those Regions
implementing structural spending cut plans to cover their deficits. Individual spending
cut plans identify and selectively address the causes that have brought about significant
deficits, thereby working as veritable industrial restructuring plans and taking action on
expenditure items that have gotten out of the Regions’ control.

The governance that has been implemented in the health sector has enabled increases in
expenditure to slow down significantly in the last few years. Indeed, as against an average
annual change in health expenditure equal to 7% in the 2000-2006 period, in the following
period (2006-2012) the average annual change was equal to 1.4%; more specifically, both in
2011 and in 2012 a decrease in expenditure was recorded over the previous year.

HEALTH EXPENDITURE 2006 - 2012 (figures in millions of euro)

2006 2007 2008 2009 2010 2011 2012

Health expenditure 101,754 102,220 108,891 110,474 112,526 111,593 110,842

% changes 0.5 6.5 1.5 1.9 -0.8 -0.7

This decreasing trend is expected to continue over the next few years, also as a result of the
measures that are expected to be taken in this sector 12 including, among other things, a
reorganisation of the health sector also resulting from the rationalisation of hospitals .

'% Art 32 of the Constitution.
" Law No. 131/2003 Art. 8, paragraph 6, implementing Art. 120 of the Constitution.
2 Introduced by Decree Law No. 98/2011, Decree Law no. 95/2012 (spending review) and by Law No.

228/2012.
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1) For the 2013-2015 period the expenditure figures shown above also consider the impact of decision No. 187 of
the Constitutional Court, which declared illegitimate the provision concerning the introduction of new prescription
charges (for 2,000 as of 2014, envisaged by Decree Law No. 98/2011). It was found to be illegitimate with regard
to the measure envisaged by a rule (a regulation), in that the State may exert its rule-making powers only in
matters of its exclusive responsibility. Hence, in the lack of an alternative provision, the State had to increase
spending by € 2,000 as of 2014.

It should also be noted that, as of this year, the method of standard costs shall be applied in
setting health spending requirementsi3. It is a method which, in confirming the current
financial planning and the relevant expenditure containment, improves the institutional set-
up, allowing comparison between Regions, both in terms of allocation of funds and in terms of
analysing existing inefficiencies or inadequacies, thereby providing an additional institutional
foundation to the planning effort which is being made.

Again, with regard to the implementation of fiscal federalism, the regulations concerning the
harmonisations of budgets!4, represent a further improvement of the existing accounting
procedures in the health sector: particularly important are provisions intended to ensure that
the area of health financing can be easily identified in the regional budget, and to regulate the
accounting procedured of the so-called health management centres within the Regions
(shares of funding for the national health service not attributed to health authorities, but
directly managed by the Regions) regional consolidation of health-care accounts, specific
exemptions to exixting civil-code provisions in order to take into account the specific concerns
and issues of these authorities, as well as the ttransparency of cash flow relating to the
funding of health care.

'3 Implementing legislative decree No.68/2011 on fiscal federalism.
4 Legislative Decree No.118/2011.
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VII. INSTITUTIONAL ASPECTS OF PUBLIC FINANCE

In a nutshell, the design of expenditure and quality benchmarks, the standardisation of
acconting documents, the sanctions that may be imposed in the event of a deficit, have
created a system based on a correct principle of full accountability of the Regions. The
complex architecture described above has been further consolidated by strengthening the
quarterly monitoring system of expenditure factors, done centrally while analyzing the details
of each individual health authority. Strengthening the analytical and monitoring capabilities of
health expenditure also means strengthening forecasting tools that are becoming ever more
effective in financial planning. Indeed, with reference to fiscal documents at least in the last
five years the expenditure levels that have actually been recorded have not exceeded forecast
levels, thereby contributing, also in this sector which is being discussed, to a general gradual
fiscal stabilisation process and especially to containing public expenditure increases.
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