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Summary

Italy’s economy has passed the deep recession triggered by the global crisis and seems set
for a gradual recovery. The strength of this recovery is uncertain: it would be wise to plan for
no more than the rather sluggish growth seen in the decade prior to the crisis. Hence, the
priority remains structural reforms to increase growth potential, while maintaining a stable
fiscal framework oriented towards consolidation, as appropriately pursued during the crisis.
Such a policy can sustain confidence in Italian public finances in the face of the large stock of
government debt, in turn helping to support the financial system whose health is crucial for
the recovery.

Fiscal policy must achieve short-term consolidation and long-term sustainability. Italy
now has a satisfactory framework for planning overall spending and revenues over three
years; it will be subjected to practical testing over the years 2011-13. The government’s
objective is to reduce the overall deficit below 3% of GDP by 2012. Plans emphasise
expenditure restraint, but the outcomes for some components - a public sector wage freeze,
cuts in transfers to the regions and reduced tax evasion - are uncertain. If serious slippage
occurs, further cuts in spending and possible action on taxation, starting with base-
broadening measures, would need to be considered. Two decades of pension reforms have
made a key contribution to long-term sustainability.

Structural policy should remain on the agenda. All the issues identified in the previous
Survey remain important. Liberalisation that has begun in services should be completed and
extended to other areas, for example transport and local services. Reform of the public
administration has shown some initial success in improving transparency, but the deeper
aspects of the plans to improve efficiency in public administration must be pursued too. The
use of various audit mechanisms, such as regulatory impact analysis and public spending
reviews, should become an integral part of public policy making.

University sector legislation has rightly concentrated on the governance of public
universities. Universities, potential students and the government all suffer from a lack of
clear information on university performance. Problems in individual institutions range from
financial crisis to poor recruitment procedures, and overall links to the private sector in
respect of both teaching and research are weak. With improved governance in place, tuition
fees should be progressively increased to reflect a larger share of costs; this would increase
university funding and provide better “price” signals to students and universities. A system of
income-contingent-repayment loans would also be needed to support student access to
university education. The new quality assurance agency will need to work to develop reliable
indicators of performance to aid both students and universities in their planning. Further
action to facilitate university-business research collaboration, especially through allowing
contracts that permit an efficient share of costs and benefits between individual researchers,
their institutions and the private sector, would help to improve university finances and would
boost Italy’s weak showing on many measures of R&D and innovation performance.

Environmental policies should be better focused on developing economically efficient
ways to achieve environmental objectives. Much of this can be characterised as “getting the
prices right,” whether through more and better use of taxes and charges or with more use of
cost-benefit analysis to select appropriate policies and assess existing ones. Economic
incentives can be better used in water and waste management, but here reform of
governance is also needed. Full privatisation of these local services together with the
institution of strong national regulators would improve both outcomes and economic
efficiency. Policies can be designed to encourage innovation in environmentally friendly
technologies, increasing the economy’s ability to deliver “green growth”, though governments
must encourage innovation focused on environmental outcomes, rather than specific
technologies. The integration of environment and climate change concerns in other policies,
like energy and transport, remains crucial.
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Assessment and recommendations

Italy’s economy has begun to recover from its worst post-war recession, following the
global crisis, but the early signs are that growth may remain weak, as it has been for some
years. This relatively poor past performance, with dismal productivity growth, underlines the
importance of structural reforms that lead to more robust growth, as identified in past
Economic Surveys. Another pressing challenge is to continue to improve fiscal sustainability.
Although the budget deficit widened less than in many other countries, as a result of the
government’s responsible fiscal policies, due to the impact of the crisis the public debt-to-GDP
ratio is nonetheless rising once again from one of the highest levels in the OECD, against a
positive background of relatively low private debt. With bond markets having become more
sensitive to sovereign risk, action to bring the budget toward balance remains crucial.
Stronger growth would of course also help the debt-to-GDP ratio to decline and public
finances to improve. Thus, policies to sustain economic growth and secure fiscal
sustainability together would increase the chance of success.

Implementation of policy reforms is key to spurring economic
growth

Although activity is recovering from the downturn of 2008-09, the negative effects of the
recession on potential output may persist for some time. GDP will not return to its pre-crisis
level before 2013-14, still well below the level that would have prevailed under the pre-crisis
trend, even though this past trend was itself sluggish. A key priority is therefore to stimulate
productivity growth and labour supply. The structural reform agenda should focus on
measures to: reduce regulatory and administrative barriers to competition; improve the
efficiency of secondary and tertiary education; increase the efficiency of the tax structure;
lower public ownership; re-orient the economy towards environmentally sustainable growth
and further improve the functioning of the labour market.

The government has already taken important actions in these directions. Recent reforms
include, for example, changes to the bankruptcy law, continued implementation of
European Union directives that liberalise the energy market and legislation that requires
greater use of public tendering for local public-service contracts. In secondary education,
changes include reforms of governance and incentives, which should be followed through.
Meanwhile, promising reform of higher education is also underway, as discussed in this
Survey. However, previous plans to liberalise professional services have been stalled for some
time and should be speeded up. And high on the agenda should be: less rigid, more
employment-oriented, labour market regulation; measures to encourage the return to work,
steps to increase activity rates, including among women and youth; following up and
completing reforms liberalising access to and competition in professional services; an
improved framework for enterprise and innovation; and other competition-enhancing
measures. This Survey also discusses how policy can protect the environment as cost-
efficiently as possible, improving the sustainability of growth.
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Figure 1. Government net borrowing
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1.  Weighted average using 2008 GDP expressed in PPP.
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Fiscal policy should put the debt to GDP ratio on a downward

trend

Unlike most countries, Italy’s response to the financial crisis and recession consisted of
shifting expenditure towards social and some industrial support, rather than a
deficit-increasing fiscal stimulus. The measures were designed to be budget-neutral, with
some small stimulus from the redeployment of public spending towards categories
considered to have higher multiplier effects. This stance was appropriate and was largely
dictated by the high initial indebtedness and a history of high deficits. So far, this policy has
bolstered Italy’s position in the debt markets during an extended period of nervousness over
bank and sovereign debt. To further bolster credibility, the government tightened policy in
mid-2010, to keep the budget on track, in line with the requirements of the Excessive Deficit
Procedure of the European Stability and Growth Pact. As a result, the 2010 general
government deficit declined to 4.6% of GDP, 0.8 percentage points below the 2009 outcome.

Market nervousness about the global deterioration of public finances makes sustained
reduction of public debt more than ever necessary. Fiscal policy for 2011-13 foresees further
tightening to reduce the general government deficit to 2.2% of GDP by 2013. Under the
authorities’ scenario, public debt would peak in 2011 at just over 119% of GDP and then start
to decline slowly to 115% in 2013. The necessity to pursue tightening, with most of the payoffs
in terms of debt reduction yet to come, underlines the cost of past policies which had allowed
debt to remain too high, though debt had been set to decline before the crisis hit. Italy should
continue to implement fiscal consolidation policies in the foreseeable future. The government
has taken an important step forward by laying out in some detail its spending plans for the
period 2011-13 - continued improvements in fiscal credibility depend on their

implementation. As from 2013, further consolidation may be required. Guidelines for debt
reduction in the medium term are d .
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