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BASIC STATISTICS OF ITALY

THE LAND

Area (thousand sq. km) 301.3 Population of major cities (thousands, 1.1.2000)
Agricultural area (thousand sq. km, 1995) 165.2 Rome 2 644

Milan 1 301
Naples 1 003
Turin 904

THE PEOPLE

Population, 31.12.99, thousands 57 680 Labour force, 2000, thousands 23 573
Number of inhabitants per sq. km 191 Employment, 2000, thousands 21 080
Net natural increase, 1999, thousands –34 In agriculture 1 120
Net rate per 1 000 inhabitants, 1999 –0.6 In industry 6 767

Other 13 193

THE PRODUCTION

Gross domestic product in 2000 
(trillions of lire) 2 257

Origin of gross domestic product in 2000 
at market prices, per cent of total

GDP per head (2000, US$) 18 619 Agriculture 2.6
Gross fixed capital formation: Industry 26.2

Per cent of GDP in 2000 19.6 Construction 4.8
Per head in 2000 (US$) 3 657 Other 66.5

THE PUBLIC SECTOR

Current expenditure in 2000 
(percentage of GDP) 43.6

Gross financial liabilities in 2000 
(percentage of GDP) 110.3

Current revenue in 2000 
(percentage of GDP) 44.1

General government investment in 2000 
(percentage of total investment) 12.2

THE FOREIGN TRADE

Exports of goods and services, 
as a percentage of GDP, 2000 28.4

Imports of goods and services 
as a percentage of GDP, 2000 27.2

Main export categories, as a percentage 
of total exports, 2000

Main import categories, as a percentage 
of total imports, 2000

Manufactured goods 36.3 Foodstuffs 6.6
Fabric and textile goods 16.0 Manufactured goods 24.2
Chemical products 9.3 Metal, ores and scrap 10.2
Transport equipment 11.6 Chemical products 12.9
Mineral fuels 2.2

THE CURRENCY

Irrevocable conversion rate (lira per euro) 1 936.27 Currency units of euro per US$, average
of daily figures:

Year 2000 1.0851
December 2001 1.1199



This Survey is based on the Secretariat’s study prepared for
the annual review of Italy by the Economic and Development
Review Committee on 19 November 2001.

•

After revisions in the light of discussions during the
review, final approval of the Survey for publication was given
by the Committee on 6 December 2001.

•

The Secretariat’s draft report was prepared for the Committee
by Alexandra Bibbee, Alessandro Goglio and Chiara Bronchi under
the supervision of Robert Price and Nicholas Vanston.

•

The previous Survey of Italy was issued in May 2000.



Assessment and Recommendations

Economic activity 
has decelerated, 
and prospects are 
more uncertain…

Following a short period of economic growth at around
3 per cent, the economic climate began to deteriorate in
late 2000. This was primarily related to external factors – the
sharp slowdown in world trade, and the negative impact of
higher energy prices on household incomes. Underlying
domestic economic conditions remained more conducive to
growth, with the positive performance of the labour market,
especially in service and construction sectors, sustaining con-
sumer confidence and limiting the domestic demand down-
turn. Indeed, prior to the 11 September terrorist attacks in
the United States, order books appeared to be improving.
But a sharp near-term slowdown is now foreseen, as export
markets stagnate, businesses delay investment plans in
response to rising world uncertainty and households raise
precautionary savings. The annual growth rate of the Italian
economy in 2001 could fall to 1.8 per cent from the near 3 per
cent registered in the previous year.

… with a recovery 
taking root only 
in the second 
half of 2002

OECD projections are for an international recovery to
become established from around the middle of 2002, and
the Italian economy seems set to take part in such a recov-
ery. Consumer price inflation is falling with the easing of oil
prices, and this should sustain real incomes, permitting
domestic spending to pick up as sentiment recovers. Mone-
tary conditions in the euro area, which were already gener-
ally supportive in the Italian context, have eased further
since September, taking real short-term interest rates down
to around 1.4 per cent, which is historically low. Falling
yields on ten-year government bonds have translated into
lower costs of borrowing from banks for both corporations
and households, and fiscal policy is likely to help support
consumption and investment demand. Overall, real GDP is
© OECD 2002



10 OECD Economic Surveys: Italy
projected to slow further, to 1.2 per cent, on average, in 2002
and to pick up to 2¾ per cent in 2003. The main uncertainty
facing the Italian economy would seem to be the timing and
the momentum of the projected rebound of the world econ-
omy: export demand may decelerate more than expected or
remain depressed for a longer period, with negative invest-
ment effects. Domestically, the evolution of consumer confi-
dence is also quite uncertain but so far, it has held up better
than initially expected.

Budget 
implementation 
has become 
difficult

Since achieving a budget deficit of just under 3 per cent
of GDP in 1997, the process of further budget consolidation
has been very gradual although the outturns up to 2000
have always been consistent with Italy’s commitments under
the Stability Programme. This year there is more of a problem
complying with the Programme. Recognising the possibility of
a sharp fiscal deficit slippage from its 0.8 per cent of GDP
deficit target for 2001, the government announced in July a
set of measures to contain public expenditure for goods and
services, to reduce reimbursements for drug prescriptions
and to accelerate the planned sale of real estate assets. The
fiscal situation improved thereafter, assisted by better than
expected tax revenues. However, the downward revision of
the OECD growth projection implies a larger deficit outcome
in the Secretariat projections than the official ones, as
automatic stabilisers come into operation. Moreover,
for 2002, the official deficit projections may also be opti-
mistic, given the likelihood that growth will be again slower
than assumed in the official budget projections. The OECD
is less optimistic than the Italian authorities concerning
revenues from the planned sales of public real estate
assets, although the mechanism recently devised by the
authorities appears to provide for an adequate minimum
percentage of the fair market value of such assets. Reve-
nues arising from the creation of incentives for repatriation
of financial assets illegally held abroad, or from the regula-
rising of underground activities, are impossible to quantify
accurately although the government seems to have esti-
mated them prudently. The OECD projection thus sees the
possibility of a substantial slippage from target in the
absence of additional measures – hopefully structural in
nature – to keep expenditure under control.
© OECD 2002



Assessment and Recommendations 11
Fiscal discipline 
needs to be 
maintained, 
with some limited 
scope for built-in 
stabilisers

In fashioning a response to the possibility of further
slippage, a number of considerations come into play. In the
first place, the medium-term plan retains the objective of
arriving at approximate budget balance by 2003, via an aver-
age primary surplus of around 5 per cent of GDP. This objec-
tive needs to be maintained. The fact that Italy still has a
debt/GDP ratio over forty percentage points above the
Maastricht ceiling means that the room for fiscal manoeuvre
is limited. However, subject to the constraint that the debt
ratio should be seen to continue to fall, the situation
demands some flexibility in allowing built-in stabilisers to
operate on the revenue side (cyclical sensitivity of spending
is low in Italy), even at the cost of some temporary slippage
in the near-term annual targets. But it is vital that if they are
allowed to operate at a time of economic slowing, they also
be allowed to work fully in the upturn, generating better
than targeted outcomes as growth rises above trend. In
assessing the baseline against which revenues can be
allowed to fluctuate cyclically, the most important strategic
consideration is that the government’s medium term plan
be based on a cautious estimate of potential growth, and
that public expenditures are kept on a secular downward
path relative to potential growth. Pressure leading to exces-
sive spending continues to be the most important alloca-
tional weakness in the Italian budget framework and could
undermine the credibility of the medium-term objectives.
Indeed, the government’s plans to cut direct taxation of
companies and individuals depend heavily on better
control over spending.

Pension reforms 
need to be phased 
in more rapidly

Creating the room for tax cuts will be all the more chal-
lenging given that spending pressures will intensify as a
result of entitlement programmes already in place, espe-
cially with respect to pensions. Projections show that
because of substantial reforms in recent years, spending on
pensions may rise by less than 2 per cent of GDP up to 2040,
significantly less than the EU average. Nevertheless, the cur-
rent level of spending is high, and the phase-in of the
reforms is slow. This calls for further reform initiatives, to
extend the new system pro rata to all workers, and to phase
out “seniority” pensions (pensioni di anzianità) before the
announced date of 2008. Action has been taken to diminish
incentives during the transition phase to retire early, but
© OECD 2002



12 OECD Economic Surveys: Italy
more could be done in this field. At the same time, the gov-
ernment needs to consider introducing a mandatory, fully-
funded second tier. A decision on whether to use the private
sector severance funds (TFR) for this purpose, as proposed,
is overdue. Other more difficult decisions, particularly to
extend the coverage of previous reforms, also need to be
made without delay.

The Italian budget 
makes inefficient 
use of resources, 
because of weak 
budget control…

Curtailing spending on public pensions would allow a
greater portion of national resources to be devoted to areas
where social rates of return can be potentially high, such as
non-pension social spending, infrastructure investment,
research and education; but this also requires improve-
ments in public sector efficiency. At the planning and
control levels, inefficiencies are of two major kinds:

– Manpower management. Recent administrative reforms
have begun to tackle the problem of inefficient staff
allocations and inadequate skills, but further progress
is needed;

– Planning and control. Deficiencies in the system too
often prevent comparative costing of benefits of indi-
vidual spending programmes, while involuntary over-
runs are commonplace, with ex post validation usually
a routine matter.

There is no systematic way of ascertaining whether – or
by how much – public spending exceeds the point of techni-
cal equalisation between social marginal costs and benefits,
but the social rate of return is necessarily low or even nega-
tive where there is significant wastage of resources. Inten-
sive retraining of civil servants, more effective hiring and
higher mobility at all levels of government will be required,
continuing the impetus from the Bassanini reforms. As a pre-
requisite, the transition towards accrual accounting needs to
be accelerated, in order to be able to monitor programme
growth more effectively, while the amount of funds permit-
ted to be “carried-over” from previous years should be
more closely defined. As concerns audit activities, the
1994 reform gave the Audit Court the mandate to conduct
audits focusing on results rather than only on compliance
with legal procedures; its capacity in this field should be
increased. An augmented role for Parliament in external
© OECD 2002



Assessment and Recommendations 13
audit should also be established, with less emphasis on
detailed legislative specifications. The aim should be to cre-
ate an accessible and accountable public administration,
with a reformed managerial behaviour, based on the new
“service charter” pledges, as opposed to legalistic notions
of responsibility.

… and lack 
of clear local 
accountability

Decentralisation can help to make government more
accountable and improve allocation of the economy’s
resources by placing decision-making closer to the ultimate
users and payers of public services at the regional and local
levels. But the decentralisation process in Italy – which
began in 1970 – has not yet reaped the expected efficiency
gains from fiscal devolution. Incentive problems remain
strong, because regional authorities know that their over-
runs will be covered ex post by the central government, with-
out sanct ion. Fiscal accountability has been further
weakened by the unclear division of spending and financing
responsibilities across levels of government, as well as poor
administrative capacity at local levels in some cases. The
devolution of tax and spending power needs to be but-
tressed by better internal and external control mechanisms,
improved information flows between levels of government,
local civil service reforms, and enhanced local institutional
capacities for monitoring and evaluating public investment
projects.  The new constitutional amendments have
enlarged the scope for further devolution on the spending
side, but have failed to clarify the corresponding financing
responsibilities. It is essential that future implementing leg-
islation give close attention to the hardening of lower level
budget constraints.

The rising costs 
of health-related 
spending need 
to be contained

Public spending pressures have become more intense
because of the rising cost of health care. Overall, the level of
health-care spending is not high, but the authorities need to
design policies which ensure that trend increases in costs
are contained. Although the new agreement with the regions
in August 2001 created a financial incentive for better
spending control, notably on pharmaceuticals, a compre-
hensive reform of the health care system, giving local health
care units stronger incentives to contain costs while ensur-
ing consistent quality, is still urgently needed. This will
© OECD 2002



14 OECD Economic Surveys: Italy
require the attainment of full responsibility by regional
authorities to determine what services can be provided,
bearing the marginal costs of their actions and using their
discretion to raise taxes if need be, or to adjust costs in line
with sound management principles. The central government
should set national standards in a very broad way, for exam-
ple in terms of minimum service guarantees rather than
mandatory specific services or detailed regulation of inputs.
After that, it should occupy itself more with facilitating
mechanisms through which best practice principles could
be disseminated, for example creation of a database of
nation wide benchmarks against which regional authorities
can assess the performance of their own local health units.

Use of market 
instruments 
should be 
expanded 
in the public 
sector

OECD experience has shown that the private sector can
perform some functions traditionally carried out by the pub-
lic sector better and more cheaply. Consideration should
thus be given to what parts of activities already with sub-
national governments could be outsourced or privatised.
Technological developments are helping in this direction.
Examples include refuse collection, local transportation,
water and tax collection. Private provision could take the
form of either outright sale of the underlying assets, as Italy
has done in a number of areas, or more contracting-out of
the management of facilities and delivery of services.
Directly competing with the private sector is a related
approach bringing market discipline into play in the carrying
out of public sector activities and relieving the burden on
public finances. Examples are open public procurement and
competitive recruitment – schemes which Italy has already
adopted in some cases. Italian cities are also allowing compet-
ing private entry into many areas of local service provision.
This trend could be pushed further.

More rapid 
economic growth 
is key

Achieving stronger trend growth of the economy is a
central objective of the Italian government, and this
requires a more rapid pace of structural reform. Some of the
benef its  of st ructura l reforms implemented during
the 1990’s are visible in the recent expansion: labour and
product markets are operating more efficiently; wage infla-
tion has been under much better control; the employment
content of growth has picked up recently; and the gap
© OECD 2002



Assessment and Recommendations 15
between Italian and euro-area growth narrowed substan-
tially in 2000. But a number of structural weaknesses persist.
Despite its recent fall, the structural unemployment rate
remains high and participation rates low by EU standards.
Although the growth of multi-factor productivity (MFP) in
Italy had typically been significantly higher than the
EU average in earlier decades, it dropped to the modest
rates of other large EU countries in the 1990s. Export perfor-
mance has been weakening, due partly to an orientation
towards slower-growth areas of trade. Regional imbalances
remain acute. The need is to ensure that the next upturn is
underpinned by even stronger employment growth than in
the recent expansion, and founded on higher potential
growth. The effort to raise growth potential is being sup-
ported by an ambitious medium-term growth strategy, ini-
tiated by the “100 days programme”, which encompasses
initiatives across a wide range of areas, aimed at creating a
more business-friendly environment. The programme
includes tax measures designed to encourage business
investment, together with labour-, product- and financial-
market initiatives and steps to improve human capital
acquisition and innovation potential. It is too early to
assess the impact of the programme but the extent of the
structural problems still requiring attention in these areas
is illustrated below.

A better 
functioning 
labour market 
could raise 
employment

Labour market reforms introduced since the mid-
1990s have helped spur employment growth. But employ-
ment and participation rates are low, particularly in the
South, and among young people, women, and people
above the age of 55. A more intensive mobilisation of
labour resources is needed, based on the policy needs of
these “outside” groups:

– To avoid risks of developing a dual labour market, as
fixed-term and part-time contracts are expanded for
new entrants and re-entrants, a relaxation of cur-
rently strict employment protection rules would
seem essential;

– Unemployment insurance should be expanded while
taking care to minimise disincentive effects;
© OECD 2002



16 OECD Economic Surveys: Italy
– To boost female participation, provision of child and
old-age care should be enhanced;

– The high tax wedge should be reduced, especially to
raise employment of lower-wage labour.

Action on the pension front could help finance these
reforms, while also helping to stimulate the continued
employment of older workers. Maintaining efforts against tax
evasion would contribute to lower tax rates for legal workers.
A further rigidity needing attention is the predominance of
centralised wage bargaining, since regional productivity
differentials remain large.

Skill deficiencies 
need to 
be corrected

Though youths have more education than adults on
average, they nevertheless experience a difficult school-to-
work transition and relatively high unemployment rates.
Among adults, by contrast, the likelihood of unemployment,
and weak attachment to the labour force, is concentrated on
the least educated. This suggests the need for better-targeted
active labour market policies, and also to give priority to
better human capital development.

– Although per-pupil spending in primary and secondary
schooling is relatively high by OECD standards, educa-
tional attainment at the secondary level is substan-
tially below average. Also, despite reforms, the system
of tertiary education has far to go in terms of stimulat-
ing competition to improve the quality of service;

– Full implementation of the obligation for school leav-
ers to participate in training up until the age of 18 is
desirable because of the close link between upper
secondary education and labour market attachment;
at the same time students need to be better moti-
vated via quality teaching and expanded vocational
and technical training services;

– Despite recent increases in university fees, regressive
subsidies to higher education should be phased down,
and replaced by a system of student loans and needs-
based scholarships. OECD studies suggest that this
can strengthen the resource base for improved tertiary
education without compromising participation rates or
access to higher education by disadvantaged groups.
© OECD 2002



Assessment and Recommendations 17
Another area where Italy stands out is the low level of
worker training, and the government has allowed company tax
credits for worker training expenses in an attempt to fill this
gap. Such a move would be useful in order to strengthen the
role of market mechanisms in a field traditionally dominated
by not very transparent public procurement mechanisms. But
OECD experience shows that worker training by firms tends to
benefit the already best skilled and educated workers. This
suggests that public resources, including those spent on finan-
cial incentives, would be better spent on training of marginal
workers and labour force outsiders, with public training
services restructured accordingly.

Privatisation 
and liberalisation 
need to lead 
to greater 
competition

Higher potential growth requires competitive and efficient
product and financial markets. Innovation as well as competi-
tiveness are still blocked by barriers to entry, high service
prices, and lack of contestability of markets despite progress
over the last decade. The local dimension of the regulatory
reform process is potentially a problem owing to the greater
influence of vested interests at these levels. The 2002 financing
law will, however, begin to tackle these issues by providing
clear guidance to local authorities with respect both to the obli-
gation to split network ownership and the provision of public
services, and to rely on competitive procedures to grant oper-
ating licences. Regarding privatisations at the national level, in
a number of cases there appears to have been excessive
emphasis on budget revenues as opposed to competition. In
particular, the granting of exclusive concessions, absence of
competitive bidding, and the continuing dominance of the pre-
vious incumbent have sometimes been a problem. In the last
years, though progress in structural reform has been substan-
tial, further tackling remaining problems is made more urgent
because the government intends to privatise many more pub-
lic enterprises. Indeed the government is committed in the
Stability Programme to assuring an explicit and transparent link
between privatisation and competition policy.

Firms need a 
business-friendly 
environment, 
especially in the 
South…

The main source of higher MFP growth is innovation by
firms and the government has taken some actions to
strengthen intellectual property rights and reduce red tape.
It is  important that these and subsequent measures
strengthen linkages between business and universities and
© OECD 2002



18 OECD Economic Surveys: Italy
lead to higher business and government R&D, both of which
are low by OECD standards. At the same time, policies are
needed to address the disincentives for Italian enterprises
to grow, which may include  inter alia the application of
employment protection legislation to firms with over fifteen
employees. Perhaps the greatest scope for MFP growth is in
the South, which has abundant unused natural, cultural and
human resources to feed the growth of new activities. In this
respect, accelerated large-scale public investment projects
could fill a major infrastructure gap in the area and help to
attract private capital. It is important to conduct careful cost-
benefit analysis of these projects, and that they remain part
of a comprehensive strategy involving all tiers of govern-
ment and the private sector. The strategy should also aim at
the liberalisation of local service provision, and enhancing
involvement and trust in public institutions.

… assisted 
by better support 
from financial 
markets

Potential growth would also be enhanced by deeper
financial markets and ones which would provide opportuni-
ties for small firms to grow. Banking privatisation and reform
since 1990 have improved bank efficiency and reduced
regional segmentation. However, the ongoing divestiture of
majority holdings by the quasi-public fondazioni, who still
own a substantial share of total bank market capitalisation,
needs to be completed to resolve a remaining issue of bank
governance. In the allocation of capital, the role of the secu-
rities market and of intermediaries bringing firms to the
stock market remains weak. Although public equity owner-
ship has increased significantly, it remains highly concen-
trated while insiders use pyramid structures to exercise a
disproportionate influence over publicly-listed companies.
An important  corporate governance reform in 1998
addressed the problem of insufficient minority shareholder
rights, but it will need to be further strengthened. This
would help develop widespread share ownership, and the
development of a private pension pillar would further pro-
vide a significant boost to equity markets. The government
has passed a new company law, which broadens the scope
of reforms to include non-listed firms. This law is designed
to subject all firms to transparent accounting standards,
while at the same time reducing penalties for minor
accounting irregularities. This could remove a major hurdle
© OECD 2002



Assessment and Recommendations 19
to stock market listing, but it is essential that accounting
standards should not be unintentionally weakened by a
watering down of the criminal part of the law in the case of
accounting fraud. Bankruptcy reform is also still urgently
needed to promote risk-taking and entrepreneurship, as is
judicial reform.

Summing up The economy having slowed in response to exogenous
events and uncertainties, the timing and strength of any
upswing will depend mainly on external forces. Monetary pol-
icy is cushioning the impact on domestic demand, but in line
with the medium-term objective, the room for fiscal manoeu-
vre is restricted to the partial operation of automatic stabilis-
ers, which must, however, be seen to apply fully in reverse in
the forthcoming upturn. High government indebtedness
demands that the consolidation process itself be reinvigo-
rated, while wide-ranging public spending economies of a
structural nature and a more efficient budget process are
needed if the government is to accomplish its objective of
implementing tax cuts, its major supply-side tool. This is only
one element of a broad structural reform agenda. While
progress in regulatory reform has been substantial, sluggish
growth in recent years and signs of worsening competitiveness
show that much remains to be done to improve the supply
side of the economy. Lower labour taxes particularly for the
less-skilled groups and more flexible wage setting are needed
to help raise labour utilisation and increase growth potential.
In this area, the added flexibility given by labour contract inno-
vation needs to be supplemented by reform of job-protection
rules, accompanied by an expanded and well-designed unem-
ployment insurance system and efforts to strengthen skills. The
final challenge is to raise the currently unsatisfactory rate of
multi-factor productivity growth, on which rising living stan-
dards ultimately depend. In this respect, it is vital that the for-
mation and growth of new and innovative firms be encouraged
in a competitive environment. This will require further disman-
tling of barriers to entry and growth, together with the contin-
ued modernisation of Italy’s capital markets. In the South,
recent experience shows that a joint public and market-based
approach is the way forward. Although much progress has been
made in recent years, the process of reform required to make
the Italian economy more balanced and dynamic has far to go.
© OECD 2002



I. Macroeconomic performance

After slowing down through much of the decade, the Italian economy
grew strongly in 2000. Employment rose and unemployment fell. Business and
household confidence continued to be high for most of the year supported by
fiscal reforms as well as progress in structural reforms in the product and labour
markets. However, signs of weakness emerged towards the middle of the year
and these were confirmed in 2001. The short-term outlook has been further
clouded by the blow to confidence caused by the 11 September terrorist attacks
in the United States (Table 1). The downturn is primarily attributable to external
influences. Because of higher oil prices, consumer price inflation increased,
peaking at 3 per cent in early 2001. This weakened consumer spending, and the
slowdown of world demand led business to cut back investment. Improved con-
ditions on the labour market, especially in the service and construction sectors,
may have limited the setback to domestic demand growth, and the trend in
inflation is now downwards. But protracted weakness abroad could undermine
confidence and growth in the sectors where activity so far has held up well.
Indeed, the main uncertainty facing the Italian economy would seem to be the
timing and the momentum of the projected rebound of the world economy. The
remainder of this chapter starts with a review of the recent macroeconomic
developments and the short-term outlook. It then discusses the medium-term
supply issues raised by Italian productivity.

Following robust growth in 2000, activity is slowing down

For much of 2000, the economic climate improved markedly and the
growth gap between Italy and major trading partners narrowed (Figure 1). Real
GDP growth accelerated to 2.9 per cent for the year, close to double the annual
growth rate over the decade of the 1990s. The output gap fell to its lowest level
since 1996. Domestic demand was robust, with private consumption expanding
by about 3 per cent and fixed investment by double this amount (Figure 2). Vari-
ous factors contributed to the expansion of investment: real interest rates
remained relatively low, new tax incentives for reinvested profits were intro-
duced and business confidence was strong (Figure 3). At the same time, net
exports contributed 0.6 percentage points to GDP growth. With an estimated
© OECD 2001
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Macroeconomic performance 23
real GDP growth rate at 2.5 per cent, the economy of southern Italy expanded
well above its past trends (in 1996-99, the Mezzogiorno’s annual growth rate was
1.9 per cent, against 1.5 per cent in the Centre-North). Fixed investment is esti-
mated to have increased by 6.8 per cent, in part thanks to the new development
programme for the South known as “Programma di sviluppo del Mezzogiorno” which
covers the 2000-2006 period.1

Yet domestic demand growth slowed down significantly during 2000. Pri-
vate consumption decelerated under the impact of the oil price rise, the stock
market decline and weakening real disposable income growth (nominal wages are
linked to “programmed” inflation, which was well below consumer price inflation).
Domestic and foreign orders fell and business investment decelerated, mainly
because exports were affected by the slackening of the US economy and other
non-euro countries. After a brief rebound during the first quarter of 2001, the
deceleration of activity continued in the second quarter of 2001, with GDP growth
sinking to zero (Table 1). The business confidence climate continued to deterio-
rate, while consumer sentiment started to turn down from the 5-year peak reached
in June. On the other hand, the labour market continued to show a rather high
elasticity of employment with respect to output, reflecting ongoing structural and
fiscal stimuli to labour demand, which in turn might have cushioned the fall in
household demand.

Figure 1. Real GDP developments compared1

1. Data for second half of 2001 are projections.
Source: OECD.
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Figure 2. Macroeconomic performance

1. Budget balance is expressed as a percentage of GDP and includes the sale of UMTS licences in 2000.
Source: OECD.
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Labour market conditions remain favourable

In the course of 2000, employment growth in Italy was even stronger than
in the other major euro-area countries. A new element was the rise in permanent
full-time contracts, reflecting the buoyant economy (Figure 4). During the first half
of 2001, employment continued to rise though at a slower pace, while permanent
contracts continued to be favoured by the tax incentives introduced by the
2001 budget law. From October 2000 to the end of 2003 employers are entitled to
a tax credit of up to L 800 000 (EUR 413.2), increased by 50 per cent in southern
and disadvantaged regions, for each new permanent employee. While in 2000 the
employment expansion was supported by a significant rise in the number of work-
ers in the services sector (up 3 per cent), this trend was reversed in the first half
of 2001; employment demand was mainly boosted by the buoyant construction
sector. Between January 2000 and July 2001, more of the new jobs went to women
rather than to men – the female employment rate rose by 3.3 percentage points
(from 38.3 to 41.6 per cent), and that for men by 2.2 points (from 66.4 to 68.6 per
cent). All regions registered the creation of new jobs, but especially in the South
(Figure 5), while in the North, which normally enjoys one of the lowest unemploy-
ment rates in Europe, employment decelerated.

Figure 3. Gross fixed investment and business confidence

1. At 1995 prices year-on-year per cent changes, seasonally adjusted, excluding construction.
2. Business confidence indicator in the industry sector.
Source: OECD, EUROSTAT.
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With the number of job seekers falling, the unemployment rate continued
its gradual downward trend, reaching 9.2 per cent at the end of July 2001,
0.9 percentage point lower than a year earlier. The unemployment reduction was
widespread, though the Mezzogiorno was still lagging behind the northern and cen-
tral regions. The solid labour-demand growth thus more than absorbed the entire
increase in labour supply. Despite the remarkable improvement, though, the rate
of employment – the number of people employed as a percentage of the total
population aged 15-64 – remained below the euro-area average.

Inflation is falling after an acceleration at the beginning of 2001

As in most euro-area countries, the inflation environment has become
more favourable overall (Figure 6). After a brief surge early in 2001 as import price
pass-through continued, the rate of increase in the harmonised consumer price
index (HCPI) stabilised at around 2.5 per cent by October, because of lower
energy prices, a flattening of domestic demand and the strengthening of the euro.
Core inflation2 was nevertheless still rising. The core inflation gap with the euro
area, although substantially reduced from the peak reached at the end of 2000,
remained positive while that with respect to the HCPI basically disappeared. The
difference between the two gaps indicates the more benign reaction of the Italian
economy towards external shocks (in part thanks to energy tax cuts implemented

Figure 4. Aggregate employment patterns compared
Indices (first semester of 1994 = 100) 

Source: OECD.
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Figure 5. Employment and unemployment by regions

Source: OECD, ISTAT.
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Figure 6. Inflation trends
Year-on-year percentage changes, seasonally adjusted 

1. Harmonised index.
2. Harmonised consumer price index less energy, food, alcohols and tobacco.
3. Producer price index in manufacturing.
4. Producer price index for intermediate goods.
Source: OECD.
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Macroeconomic performance 29
in 1999 and 2000 and to the delay until 2002 in implementing some green taxes)
but underlines persisting inflationary pressures especially in sheltered sectors
such as services where competition is weaker (see Chapter IV). Since the begin-
ning of 2001, producer prices have also been falling as the drop in imported infla-
tion has released pressure on the price of intermediate production goods.

Moderate real wage growth and a cyclical expansion of productivity have
also helped to contain factor input prices. For the near future, there is some possi-
bility of a slight acceleration of unit labour costs due, in the presence of continu-
ing wage moderation, to a slowdown of productivity. Indeed, unit labour costs may
have been registering some rise in the business sector, a consequence of the
reduction of output, accompanied by stationary employment. As for wages, sev-
eral national contracts covering about 5.6 million workers were renewed between
January and July 2001, with the biggest groups represented by employees in man-
ufacturing and civil servants. The wage rise of these workers incorporated the
unexpected acceleration of inflation in the first half of 2001 and the officially pro-
jected inflation for the second half of 2001 and year 2002 (Figure 7). All in all, the
rise of the national contractual index for the period 2001-2002 is not likely to
exceed the cumulative inflation rate of 4.5 per cent envisaged by the July 2001
medium-term plan (Documento di Programmazione Economica e Finanziaria, DPEF).3 How-
ever, in 2001 alone the gross wage per employee in the entire economy is
expected to rise by 3.5 percentage points (official projections), driven by the

Figure 7. Wages, consumer price index and programmed inflation
Year-on-year percentage changes

1. Data for 2001 are projections.
Source: ISTAT.
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second (enterprise) level of wage setting in the private sector and a steep wage
rise in the public sector (4.2 per cent in 2001).4

Problems in export competitiveness…

Italian companies continued to lose market shares with respect to the
euro-area and the rest of the world in 2000. This unfavourable trend may have
reversed in 2001, when Italian export performance in world trade is estimated to
have been positive. The reasons for the weak performance in the second half of
the 1990s partly reflected a common trend regarding the major industrial coun-
tries, that is, “making space” for the growing exports of emerging markets. But it
also appeared to be partly structural, as analysed in the previous OECD Economic
Survey of Italy. First, the regional orientation of Italian trade exports appears to be
disadvantageous, being focused on slower-growing markets (Table 2). Second, Ital-
ian exporters specialise in traditional products that have not been part of the ICT
boom. This is working to Italy’s advantage in 2001, however, with Italy making
aggregate export share gains as faster-growing sectors shrink, but in the longer
term Italian exports tend to suffer from a lack of specialisation in goods character-
ised by the highest rates of growth in demand, such as technology-intensive
goods. This disadvantage is accentuated because it leaves Italy vulnerable to
increasing competition from emerging markets with a similar specialisation but
lower labour costs. On the positive side, Italian products are typically high-quality,
up-market ones. But exporting firms have difficulties in permanently breaching
fast-growing markets because of problems with commercialisation, logistics, distri-
bution and marketing, for example.5 Against this unfavourable background, the
emergence of an adverse trend in relative unit labour costs, emanating from the
wage and price rigidities noted above, can only serve to exacerbate market share
losses once world trade returns to normal.

Table 2.  World trade and market shares
Percentage changes

1. Growth rates of the arithmetic average of world import volumes and world export volumes.
2. Market shares are the considered zone exports in percentage of world exports at current prices.
Source: OECD, IMF.

World trade1
Exports Market shares2

Euro area Italy Euro area Italy

1994 10.8 10.2 11.7 –0.1 –0.5
1995 9.3 8.8 15.2 1.0 2.6
1996 6.6 5.3 1.2 –0.6 3.4
1997 10.0 10.0 3.8 –1.5 –8.2
1998 5.5 7.1 2.6 2.1 3.8
1999 6.1 5.8 1.8 –1.3 –7.7
2000 12.6 12.4 10.2 –2.9 –11.0
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… but the current account position improved in 2001

In 2000 Italy registered its first current-account deficit (of ½ per cent of
GDP) in almost a decade. There was a marked adverse terms-of-trade effect from
higher oil prices and the depreciation of the euro. The current account moved
closer to balance over the period January-August 2001, and a surplus is expected
to be registered for 2001 as a whole (Table 3). A rising surplus in the trade balance
is more than compensating for the deterioration of the deficit on factor income
account, because of the widening gap between the rates of return on domestic
assets held by foreigners (mainly bonds) and those on foreign capital assets held
by Italians (mostly foreign equities).

Monetary conditions have remained supportive of economic growth…

Monetary policy has remained supporting with real short-term interest
rates around 1½ per cent in 2000, rising somewhat to 2 per cent in early 2001, as
the ECB monetary policy tightened until spring. Between November 1999 and
October 2000, the ECB raised policy interest rates by 225 basis points, leaving
their structure unchanged (Figure 8, Panel A). Policy rates were lowered by
25 basis points in May 2001, by a further 25 points in August, by 50 basis points in
response to a rise in economic uncertainty following the 11 September events in
the US on 17 September, and by a further 50 basis points on 8 November. Based
on a range of indicators, the current stance of monetary policy appears moderately
loose and supportive of economic growth. Real short-term interest rates, at around
1.4 per cent below the euro-area average, remain historically low. Falling yields on
government bonds have translated into lower costs of borrowing from banks for
both corporations and households, with real long-term interest rates at around
2½ per cent (measured by current inflation).

Table 3.  The current account of the balance of payments
Billions of lire

1. Provisional.
Source: Ufficio Italiano Cambi, www.uic.it.

1999 Year 2000 Year 2000 Jan.-Sept. 20011 Jan.-Sept.

Current balance 14 894 –11 794 –6 485 –4 450
Exports 428 853 502 561 361 953 392 683
Imports –386 170 –479 767 345 107 369 934

Trade balance 42 683 22 794 16 846 22 749
Services, net 2 178 64 1 843 2 436
Income, net –20 122 –25 358 –19 212 –22 620
Current transfers, net –9 846 –9 293 –5 962 –7 015

Invisibles balance –27 790 –34 587 –23 331 –27 199
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Figure 8. Monetary conditions

1. End of period.
2. Rate on fixed term advances from the Bank of Italy until December 1998.
3. Italian official discount rate until December 1998.
4. Rate on Bank of Italy repurchase operations until December 1998.
5. Three-month interbank rate deflated by CPI.
6. Long-term interest rate (yield on ten-year government bonds) minus short-term interest rate.
Source: OECD, Banca d’Italia, ECB.
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The volume of credit made available to the private sector has continued
to expand, though at a slower pace than at the end of 2000, signalling that there
has been no financial constraint on growth. The growth of the monetary
aggregate M3 has continued to increase (Table 4) reaching an annual rate of
7.6 per cent in October. Financial factors rather than real ones could largely
explain the acceleration of M3. In particular it could be an indication of the
increased liquidity preference of investors because of uncertain market develop-
ments, but also may reflect diminishing inflationary pressures.

… as has fiscal policy

Fiscal policy has also been used, selectively, to support economic activity,
against the background of a continuing consolidation effort. The fiscal stimulus
provided by the 2001 budget (tax cuts for households and business, increased
benefits for lower-income groups and a revival in public work projects) has been
reinforced by the package of measures of the new government (the “100 days
package”, see Box 1). The coverage of the package is broad, ranging from tax mea-
sures to administrative simplification, and is based on the need for measures that
offset the negative impact of slower world economic growth on business invest-
ment. It is difficult to assess the impact of these measures on growth, especially
following the strong deterioration of business confidence with the 11th of Septem-
ber terrorist attack. Before this, the government foresaw an impact of 0.9 per cent
(adding to a baseline growth of 2 per cent), while other estimates, such as those of
ISAE (a main macroeconomic research institute) were lower. The latter more moder-
ate assessments were mainly based on the computation of the effects of a provision

Table 4.  Money and credit aggregates
Year-on-year percentage changes, end of period

1. Figures refer to the liabilities of the Italian monetary financial institutions held by residents of all countries in the
euro area. M3, which is the European Central Bank reference aggregate, consists of the following liabilities: currency
in circulation and short-term deposits, repurchase agreements, debt securities with a maturity up to two years,
money market fund shares and money market paper.

2. Figures refer to Italian residents.
3. Preliminary.
Source: Banca d’Italia, Statistical Annex of Annual Report, Tables aD4, aD5 and aD7, www.bancaditalia.it.

Contribution to the 
euro zone money 

aggregate M31

Financial assets2 Credit2

Domestic Total Domestic Total

1999
December 3.4 0.4 20.7 4.7 8.4

2000
December 4.2 3.7 5.5 5.4 6.5

2001
October3 7.6 n.a n.a n.a n.a

publi.fm  Page 33  Friday, February 8, 2002  9:16 AM



34 OECD Economic Surveys: Italy
Box 1. The “100-day package” and recent policy measures

On 2 July 2001, the Berlusconi government presented to Parliament its first eco-
nomic programme, known as “the 100-day package”, aimed at enhancing economic
growth. The coverage of the package is broad and ambitious, ranging from tax mea-
sures to administrative simplification. The principal measures are listed below. The
government was hoping to have the package approved before the end of July 2001
and to see the ensuing positive effects on economic activity becoming manifest
from the autumn. However, the package was approved on 10 October with substan-
tial delays in its implementation. The gains from the package are now likely to
materialise beyond the beginning of 2002. The tax incentive package of the Tremonti
Law II will have a retroactive effect, however, coming into force as of 1 July 2001.

Short-term fiscal measures

– The package includes the Tremonti Law II that is based on the 1994 Tremonti
Law that aimed at stimulating business investment via a tax reduction on
new investment. According to this provision, 50 per cent of annual corpo-
rate profits will be tax exempt, over the period 2001-2002, if reinvested in
investment assets that exceed in value the average investment made in the
previous five years. The year with the highest level of investment must be
subtracted from the average. The novelty of this measure with respect to
the 1994 Tremonti Law is that the exemption (up to 20 per cent of the total
employee compensation) will also be available for investment in human
capital and for a wider range of business sectors including banks and insur-
ance companies. A new reform of the corporate income tax will follow the
expiration of the tax incentive. With respect to the application of the tax
incentives of the “dual income tax” (DIT) introduced in 1997 by the previ-
ous government, taxpayers can choose between the DIT and the Tremonti
Law II only for new capital investments approved prior to 30 June 2001. Con-
versely, new investments in human capital formation can benefit from the
accumulation of the two incentives.

– The government has also passed a decree law providing temporary incen-
tives for the repatriation of financial assets illegally held abroad by Italian
citizens. Under the new norm, the legalisation of such assets is made condi-
tional on the payment of a small fee (2.5 per cent of the value of the assets
declared, or alternatively the investment of 12 per cent of this amount in
government bonds).

– In order to finance part of the deficit, the government will sell a large stock
of its real estates by the end of 2001.

Medium-term fiscal action

– With the aim of reducing the size of the underground economy, a three-year
alternative tax regime will apply for firms and workers that regularise their
position.

(See Chapter II for further details on the above measures).
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that is likely to have an impact on investment demand in the short term, notably,
what is known as the Tremonti Law II, aimed at facilitating the purchases of capital
goods (Box 1). The new incentive provisions intervene at the crest of an expan-
sionary phase of the investment cycle (Figure 9), and this might reduce the posi-
tive impact on investment activity: given the rising trend of investments in the
former five-year period, there is the possibility that some businesses will even be
able to lower investment below the 2000 levels and still benefit from the tax

Box 1. The “100-day package” and recent policy measures (cont.)

Structural measures

Labour market initiatives

The EU labour market directive on temporary work has been transposed into
Italian law, with the intention of granting a wider recourse to fixed term contracts
and more labour market flexibility.

Investment in public infrastructure

A special measure, known as the Strategic Infrastructure Law, has been intro-
duced to help rationalise and accelerate large-scale public works by simplifying
the approval procedure. The legitimacy of any new public investment project will
be justified on the basis of its strategic objective, and will be subject only to the
EU, constitutional and criminal law principles. The principal role of the govern-
ment will be to design the infrastructure projects according to needs, and to con-
trol their realisation. However the projects can be contracted-out to the private
sector and financed with private capital.

Property rights

In order to stimulate R&D activity the new government has strengthened
intellectual property rights by allowing, for the first time, researchers in universi-
ties and public research institutions to patent their inventions, entitling them to a
portion of the profits thereby generated.

Simplification and the move towards a more business-friendly environment

The package also intends to create a more business-friendly playing field in
order to enhance entrepreneurial initiatives. Measures to reduce administrative
costs and red tape have been finalised. Moreover, the approval processes in
home internal refurbishing will be eliminated, to push the simplification process
further.

(See Chapter IV for further details on the above measures).
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incentives (although the cyclical fall in investment may be less than it otherwise
would have been). Therefore the stimulus to fixed investment, while putting pres-
sure on the fiscal deficit, might be limited. Import leakage could further reduce
the growth impact.

Short-term prospects and risks

Prior to the 11 September terrorist attacks in the United States, there
were signs that growth was beginning to strengthen again. Domestic and foreign
orders had turned up, with the announcement of tax measures to encourage cor-
porate investment assisting these demand gains. Though weakening somewhat
from its spring peak, consumer confidence was supportive. With the economy
operating below its potential and capacity utilisation still lower than the
1990 cyclical peak, the leading indicators pointed to the possibility of an immi-
nent pick up in industrial production and continuing strong service activities.
Overall, real GDP growth was expected in the range of 2 to 2¼ per cent in 2001,
strengthening further in 2002.

The blow to business confidence caused by the 11 September events will
push an already fragile demand for business investment into temporary stagnation.

Figure 9. The Tremonti laws and the gross fixed investment cycle1

Trillions of lire 

1. Seasonally adjusted data at current prices, excluding construction.
The first average applies to the 1994 Tremonti Law, the second average applies to the Tremonti Law II.
The grey zones represent recession periods.

Source: OECD.
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However, household consumption, which has held up better than initially
expected, could be more resilient, with decelerating inflation assisting per-capita
income. Domestic demand and exports of goods and services are expected to
pick up strongly from the second semester of 2002 onward, the former assisted by
the new tax breaks. With consumer sentiment improving, the precautionary sav-
ings built up by households during the period of uncertainty may unwind, thus
spurring consumption. Further forces encouraging consumption are the expected
improvement in labour-market performance and low real interest rates. Some
export market losses are expected in 2002 and 2003, despite recovering tourism
receipts, as Italy’s trade specialisation becomes disadvantageous once again and
as (with the level of the euro now higher) Italy’s export prices continue to rise
faster than those of its emerging-market competitors. Nonetheless, the current
account surplus is projected to improve. Overall, real GDP is projected to slow to
about 1.8 per cent this year and to 1¼ per cent in 2002, and to pick up to 2¾ per
cent in 2003 (Table 5).

A further decline in inflation to below 2 per cent, year-on-year, continues
to be in prospect for 2002. Price pressures eased in the second half of 2001, as a
number of earlier inflationary pressures became less significant. These included
the effects of the BSE crisis on meat prices, the weakness of the euro and a sharp
increase in insurance premia following the lifting of a government price freeze.
Moreover, the planned reduction in electricity and gas charges, slightly lower oil
prices and the slowdown in global growth will contribute further to curbing infla-
tion. Wage pressure should remain low, as noted above. At the same time, recent
tax cuts and some progress in liberalising key service sectors may reinforce the
downward inflation trend.

As a sequel to the 11 September events, significant uncertainties attach to
the projections, principally on the external side. Export demand may decelerate
more than expected or remain depressed for a longer period, with negative
investment effects. Not all the uncertainty comes from abroad, however. Domesti-
cally, the main source of risk derives from the fiscal side, where the planned base-
broadening measures may fail to increase revenues as much as expected. If
accompanied by continuing spending overruns, this could prove damaging to
budget outcomes and hence limit the room for tax cuts while also impinging on
household and business confidence.

A medium-term challenge: rising multifactor productivity

The strong deceleration of the multifactor productivity (MFP) over the
past decades that characterises the Italian economy continues to raise concerns
for medium-term economic growth. Production in Italy, as in Germany and France,
is very capital-intensive compared with other and more dynamic economies for
© OECD 2001
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example the United States (Table 6).6 This is especially surprising for an economy
with a large number of small and medium size enterprises (SMEs) specialised in
labour-intensive high-quality goods (the traditional Made in Italy). The high degree
of capital deepening has been the likely answer to labour market rigidities. Com-
panies have invested in labour-saving technology, substituting capital and imported
intermediate goods for labour. This has increased average labour productivity, but
at the expense of declining labour utilisation and MFP, although the labour inten-
sity of growth has started to rise in the latter half of the 1990s with labour market
reforms (see Chapter IV).

Although the deceleration of MFP can be the consequence of rigidities in
the labour market that call for further structural reforms,7 there is also a clear need
to renew and optimise the stock of capital via product and financial market reforms

Table 5. Short-term outlook

1. Final consumption in the domestic market by households.
2. Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
Source: OECD.

1998 1999 2000
Projections

2001 2002 2003

Current 
prices 

L. trillion
Percentage changes, volume (1995, prices)

Private consumption1 1 232.9 2.3 2.9 1.2 1.4 2.7
Government consumption 372.8 1.5 1.6 0.6 0.6 0.6
Gross fixed investment 384.8 4.6 6.1 1.5 1.3 4.1

Machinery and equipment 223.1 6.0 7.8 0.7 1.3 4.1
Construction 161.6 2.8 3.6 2.7 1.1 4.0

Residential 89.5 1.8 2.5 1.2 1.2 4.0
Non-residential 72.1 4.1 5.1 4.4 1.0 4.0

Final domestic demand 1 990.5 2.6 3.3 1.2 1.3 2.6
Stockbuilding2 16.1 0.4 –1.0 –0.1 0.0 0.0

Total domestic demand 2 006.6 3.0 2.3 1.0 1.3 2.6
Exports of goods and services 548.1 0.0 10.2 5.9 2.2 6.9
Imports of goods and services 477.3 5.1 8.3 3.6 2.7 6.5

Net exports2 70.8 –1.3 0.6 0.8 –0.1 0.3
GDP at market prices 2 077.4 1.6 2.9 1.8 1.2 2.8
GDP at market prices in billion euros 1 072.9

Memorandum items:
GDP price deflator 1.6 2.2 3.0 2.8 1.9
GDP at current prices 3.3 5.2 4.8 4.0 4.8
Private consumption deflator 2.1 2.9 2.8 1.7 1.8
General government net lending, 

as a percentage of GDP
–1.8 –0.3 –1.4 –1.1 –1.1

Current balance, as a percentage of GDP 0.7 –0.4 0.1 0.6 0.7
Unemployment rate, per cent of labour force 11.5 10.7 10.0 10.2 10.0
© OECD 2001



Macroeconomic performance 39
(see Chapter IV). Production processes are characterised by excessive and in general
old capital stock that hampers the efficiency and profitability of Italian firms. The
recently approved Tremonti Law II (Box 1) grants tax incentives for new and replace-
ment investments on a widespread basis. This will have a temporary positive
impact on aggregate demand, but longer-lasting supply effects will to a large
extent depend on the quality as well as quantity of new investments. Thus, time-
limited tax incentives targeted to the scrapping of the old capital stock and invest-
ing in innovative and technologically advanced capital goods and related training
of human capital might be a more useful tool to encourage the process of renovation
of the capital stock and enhanced future productivity growth.

Table 6.  Evolution of capital intensity and capital stock
Average annual growth rate

Note: Capital/labour ratio is adjusted for hours worked.
1. Data for Germany refer to 1981-90 and cover only western Germany.
2. 1990-1997 for Canada, Italy, Japan and the United States, 1990-96 for Ireland and the United Kingdom, 1991-98 for

Germany.
3. 1995-1997 for Canada, Italy, Japan and the United States, 1995-96 for Ireland and the United Kingdom.
Source: Scarpetta et al. (2000).

1980-901 1990-982 1995-983

United States Capital stock 3.0 2.6 3.3
Capital/labour ratio 1.1 0.6 1.0

Japan Capital stock 5.7 4.2 3.6
Capital/labour ratio 4.9 4.7 4.4

Germany Capital stock 2.6 2.6 2.3
Capital/labour ratio 2.9 3.7 3.1

France Capital stock 2.0 2.0 2.0
Capital/labour ratio 2.3 2.3 2.3

Italy Capital stock 2.8 2.7 2.7
Capital/labour ratio 2.7 3.5 3.4

United Kingdom Capital stock 1.8 1.6 1.6
Capital/labour ratio 1.8 1.2 1.0

Canada Capital stock 3.5 2.2 2.7
Capital/labour ratio 1.8 0.9 1.4

Ireland Capital stock 2.6 2.3 3.3
Capital/labour ratio 2.4 –0.1 –0.4

Netherlands Capital stock 1.7 2.3 2.8
Capital/labour ratio 2.7 1.6 1.6
© OECD 2001



II. Fiscal policy: reducing debt 
and the tax burden

Overview

The 2000 budget deficit was the lowest for over thirty years, at 1.5 per cent
of GDP, benefiting from the favourable trend in interest rates and better than
expected revenue growth. Taking into account the “una-tantum” proceeds of the
sale of mobile phone licences, the deficit was even significantly smaller than that,
at 0.3 per cent of GDP (Figure 10). Over the five years to 1997, the consolidation
process (by which the general government structural deficit was reduced by
7 percentage points of GDP) was materially assisted by tax increases (especially
in 1992 and 1997) and reductions in transfers, subsidies and public investment
spending, while substantially helped by interest rate declines. But progress
towards budget balance – the objective for 2003 – could prove difficult to main-
tain. Since joining EMU, Italy has been able to exploit continued favourable move-
ments in interest rates, but that leeway is now much reduced. More critically, the
increase in effective tax rates involved in meeting the Maastricht criteria moved
Italy above the average fiscal pressure ratio of EU countries and this has placed
tax reform, and reduction, at the top of the agenda (Figure 10).

At the same time, as discussed in Chapter III, certain types of expendi-
ture, including infrastructure investment, and non pension-related social expendi-
ture may be underprovided for in Italy, calling for a rebalancing of primary
spending as well as outright reduction if the budget objectives of tax and deficit
reduction are to be reconciled. In this respect, continuing to meet the medium-
term budget objectives specified in the Stability and Growth Pact will necessitate dif-
ficult decisions with respect to controls over health and pension spending. While
there are strong arguments that a phase of cyclical weakening in activity may jus-
tify some slippage from deficit targets, as automatic stabilisers come into play, in
Italy’s case government debt remains around forty percentage points above the
Maastricht ceiling, limiting the room for budgetary manoeuvre.
© OECD 2001
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Figure 10. Fiscal indicators
Per cent of GDP 

1. Primary surplus needed to stabilise the net debt ratio.
Source: OECD.
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Recent budgetary developments

Progress towards consolidation became more difficult in 2000…

For 2000, the underlying budget deficit to GDP ratio was 1.5 per cent of
GDP (excluding the receipts from the mobile phone sales amounting to 1.2 per
cent of GDP, Table 7), an improvement of 0.3 percentage point from the previous
year.8 However, the structural primary surplus worsened slightly moving from
5.3 per cent to 5.1 per cent of GDP. Higher than expected revenues were offset by
tax cuts implemented towards the end of the year. Confident that a deficit out-turn
lower than targeted was in reach, during the summer of 2000 the government
announced its intention of implementing a number of tax rebates before the end

Table 7.  General government income statement1

Per cent of GDP

1. OECD definitions. In particular, the primary balance is calculated taking into account both interest payments and
interest receipts.

Source: OECD.

1996 1997 1998 1999 2000

Receipts
Direct taxes 15.3 16.0 14.3 14.9 14.5
of which:

From households 11.9 12.2 10.5 11.0 10.6
From enterprises 3.4 3.8 3.9 3.9 3.9

Indirect taxes 11.8 12.4 15.3 15.2 15.1
Social security contributions 15.0 15.3 12.8 12.8 12.7
Other current transfers 1.4 1.4 1.4 1.3 1.2
Property and enterprises income 0.6 0.6 0.5 0.7 0.6

Total current receipts 44.2 45.8 44.5 44.9 44.1

Disbursements
Government consumption 18.1 18.2 17.9 18.1 18.0
Subsidies 1.5 1.2 1.3 1.2 1.2
Social security outlays 16.9 17.3 17.0 17.2 16.7
Other current transfers 1.2 1.2 1.2 1.3 1.3
Interest on public debt 11.5 9.4 8.0 6.8 6.5

Total current disbursements 49.1 47.2 45.5 44.6 43.6

Saving –4.9 –1.4 –1.0 0.4 0.5

Gross investment 2.2 2.2 2.4 2.5 2.4
Net capital transfers received –1.2 –0.3 –0.7 –0.9 0.3
Consumption of fixed capital 1.2 1.2 1.2 1.3 1.3
Net capital outlays 2.2 1.3 1.8 2.1 0.8

Total disbursements 51.3 48.5 47.3 46.7 44.4

Net lending –7.1 –2.7 –2.8 –1.8 –0.3

Primary balance 3.8 6.1 4.7 4.3 5.6

Memorandum items: 
Cyclically-adjusted primary balance 4.3 6.6 5.4 5.3 5.1
Cyclically-adjusted net lending –6.5 –2.0 –2.0 –0.7 –0.8
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of the year. In early October the figure was set at L 13.2 trillion (0.6 per cent of
GDP), which was the amount needed to prevent the actual level of tax pressure
from rising relative to the target expressed in percentage points of GDP. Such
rebates were justified by the tax reforms of the previous years, which had led to a
widening of the tax base and some expansion of the formal economy. They did not
include the fiscal bonus (some L 12 trillion) arising from the windfall tax revenues
from capital gains, a reflection of the good performance of the stock market.

As it turned out, the extent of the tax relief was too generous in the light of
actual spending developments. While pension outlays in the year 2000 were lower
than budgeted,9 important tensions between the central government and the local
authorities came to the surface. These mainly concerned the health care sector, for
which regions have planning and co-ordination responsibilities while relying on
central government transfers for financing. Under strong pressure from mounting
prices of prescription drugs, decreasing co-payments by patients and rising con-
sumption (new classes of drugs became reimbursable), pharmaceutical spending
rose by 7¼ per cent in 2000 relative to the previous year. This was considerably
faster than the rise in nominal GDP (5¼ per cent). Difficulties were compounded
by the large wage concessions (over 8 per cent increases) needed to retain senior
hospital staff following the proscription on physicians employed by the National
Health Service to simultaneously engage in private practice. These tensions were
interpreted as a sign that the Internal Stability Pact of 1999 (Patto di Stabilità Interno),
which was designed to involve the local authorities in the attainment of the fiscal
targets, had important defects (Chapter III). Excluding compulsory military service,
public employment remained approximately unchanged, ending a sequence of
significant reductions.

… and implementation problems intensified in the 2001 budget

The medium-term plan (Documento di Programmazione Economica e Finanziaria,
DPEF) formulated in June 2000 projected a general government deficit on current
policies of 1 per cent of GDP for 2001, a target which the new budget reduced to
0.8 per cent of GDP. A greater emphasis on tax reductions (for both households
and companies) was counterbalanced by lower interest payments and measures
to further restrict the expenditure of the local authorities. The resulting targeted
level for the primary surplus of 5.3 per cent of GDP was slightly higher than the
one foreseen in the DPEF. With such a background, reconciling a growth-oriented
budget with the shift towards more ambitious fiscal targets meant that the under-
lying budget trend (assuming unchanged policies) had to be upgraded markedly
(Figure 11), based on the expectation of tax receipts continuing to perform
strongly as a consequence of structural reforms.

The implementation of the 2001 budget has been highly problematic, in
part because of the spending problems inherited from the previous year. For
© OECD 2001
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Figure 11. General government targets for 2001 and baseline changes
Per cent of GDP

1. Under the June 2000 DPEF both baselines for the general government deficit and primary balance were set equal
to the corresponding target levels.

Source: Ministero dell’Economia e delle Finanze (2000), Documento di Programmazione Economica e Finanziaria
(June) and Nota di aggiornamento (November).
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example, though helping to contain expenses in 2000, the deferral of most of the
costs attached to the two-year wage contract renewals running from 2000 have
clearly contributed to surging compensation in 2001. With problems coming to a
head quickly, the fiscal position deteriorated sharply during the first half of the
year, raising expectations that the annual deficit target could be overshot by a
large margin. Given the lack of up-to-date accrual figures for the general govern-
ment – the relevant accounting methodology for the Maastricht evaluation
criteria – the adverse dynamics of the deficit were signalled initially by the cash
accounts of the state sector, a sub-entity of the general government (Figure 12). A
rapid increase in the borrowing requirement was the counterpart of current expen-
diture rising faster than revenues (by as much as 10 per cent, compared with 6 per
cent). Though influenced in part by special factors, most notably the refund of tax
credit arrears,10 this outcome was evaluated with alarm by both the Bank of Italy
and the Audit Court (Corte dei Conti). The possible implications of these adverse
developments for the net lending of the general government are illustrated in
Table 8. Taking into account the fiscal data available in the Summer of 2001, a slip-
page of 1.2 percentage point of GDP from the annual deficit target seemed possi-
ble at that time, assuming no further intervention. This would have brought the
level of the deficit in 2001 to 2 per cent of GDP.

Figure 12. State sector borrowing requirement
Trillions of lire

Source: Ministero dell’Economia e delle Finanze.
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Measures to correct the slippage…

The need for further deficit-reducing steps was recognised in the new
DPEF (for the period between 2002 and 2006) where the incoming government
announced the intention of taking all possible steps to achieve the inherited
2001 fiscal deficit objectives.11 To this end, the government expected 10 trillion
from the planned sale of public real estate assets (which Eurostat has agreed to
account “above the line”), corresponding to 0.5 per cent of GDP. To ensure a rapid
execution of the sale programme, money is to be paid up-front by a pool of banks
using the proceeds from bond issues (see Annex I). One initial offering at the
beginning of December was oversubscribed.

More fundamentally, under a new central/regional pact, a fixed annual
allocation of 6 per cent of GDP for overall public health care expenditure was
established, by which the ceiling on pharmaceutical products – a major source of
slippage already in 2000 – was set at 13 per cent of total health spending, making
for a fairly ambitious target for some regions (prior to the abolition of the
co-payment system the average share equalled 13½ per cent). The plan was
backed by a new set of enforcement rules whereby non-performing regions have
to raise their own funds, either via higher taxes or by re-imposing the co-payment
system. Regions should now face an incentive for reducing their health care
expenditure, in the form of criteria that they have actively helped to generate. On
the other hand, the ability of the state to decide sanctions may be diluted, with
the lack of transparent information on regional accounting making the pursuit of
adequate monitoring less effective.

Overall, the fiscal situation has improved since the publication of the
DPEF, assisted by better than expected tax revenues (Box 2). However, the down-
ward revision of the OECD growth projection is stronger than the official one,
implying a worse deficit outcome for 2001. A slippage of slightly more than half a
percentage point of GDP relative to the initial deficit target seems likely, giving an
eventual deficit outturn of 1.4 per cent of GDP. This would imply a marginal
improvement over 2000.

… still leave outstanding uncertainties

The difficulties in stepping up the pace of fiscal consolidation should not
be underestimated, however. In the absence of a complete and fully accountable
set of reconciliation information between cash and accrual accounting systems, the
concern was that, in a situation of re-accelerating spending and/or declining
receipts, a stubborn gap between the two sets of accounts might mask the pres-
ence of structural sources of fiscal pressure that at a later stage will have to be
taken into account on a commitment accounting basis.12
© OECD 2001
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Being the earliest fiscal indicators available, the cash financial balances of
the general government provide indispensable guidelines for monitoring the
intra-year performance of the public sector. However, fiscal commitments under
the Stability and Growth Pact are established in accrual terms, hence the necessity
for full reconciliation between cash and accrual accounting (discussed in
Chapter III). In a country with a high public debt, such as Italy, deficient reconcilia-
tion information may increase short run fiscal vulnerability, insofar as financial
markets could view an expanding discrepancy between cash and accrual deficits
as evidence of a slowing pace of public debt reduction.

The new medium-term plan and the 2002 budget

The July 2001 DPEF tightened the deficit target for 2002 to ½ percentage
point of GDP, envisaging further progress towards a position of broad balance
by 2003 (Table 9). Both the new programme and its October update13 reaffirm the
targets set out in the 2000 DPEF, although the update foresees significantly weaker
economic activity in 2002 than initially expected. From 2003, ambitious fiscal targets
are maintained, assisted by a concomitant downward revision of interest payments.

Box 2. Evaluation of the possible out-turn for 2001

Assessment of the baseline deficit on unchanged policies. The short-run fiscal picture
improved considerably after mid-year, partly reflecting better than expected rev-
enues from the tax on the revaluation of business companies’ real estate assets.
The estimated extra revenues amount to 0.2 per cent of GDP relative to the
amount planned in the original budget law for 2001, bringing the baseline deficit
to 1.7 per cent of GDP.

Assessment of the impact of the new measures. Though below initial expectations, the
sale of public real estate assets is expected to raise revenues by 0.2-0.3 per cent
of GDP. Taking into account the effects of the new health measures and stronger
cash management to contain the purchases of goods and services, the July mea-
sures appear to have reduced the deficit by 0.5 percentage point of GDP. With this
and the unexpectedly high revenues described above, the expected deficit out-
turn would decline to about 1.2 per cent of GDP.

Assessment of the impact of slower than initially expected real GDP growth. OECD calcu-
lations using the conventional elasticities of the budget deficit with respect to
cyclical conditions, suggest a deterioration due to slower than anticipated GDP
growth of about 0.2 percentage point. This leaves an expected final out-turn
for 2001 of about 1.4 per cent of GDP, implying an overall slippage of 0.6 per cent
of GDP relative to the original target but a small improvement from the 2000 out-
turn (1.5 per cent of GDP).
© OECD 2001
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Given the prospect of lower interest payments, the primary surplus has also
been revised down somewhat. Deficit reduction and massive privatisation
(totalling 1 per cent of GDP per year over the 5-year legislation period) will help
debt reduction, the level of public debt declining to below 100 per cent of GDP
in 2004.

At the same time, the government is determined to find resources to
enhance infrastructure investment (particularly in the Mezzogiorno), and under the
new programme these will be partially provided by faster real GDP growth. To
help generate such stronger growth, new initiatives to streamline the approval and
realisation of infrastructure projects are under study (Legge obiett ivo, see
Chapter III). Measures to reduce administrative costs and red tape have been fina-
lised, although it is difficult to assess the extent to which such measures go
beyond the “Bassanini reforms” which were introduced since 1997. Tax cuts large
enough to entail a reduction of the tax burden have been temporary suspended,
but will be implemented from 2003.

The broad objectives of the 2002 budget proposals that were presented
to Parliament at the end of September 2001 are consistent with the DPEF. It
appears that the government has allowed for an improvement of the baseline sce-
nario for the 2002 deficit close to ½ percentage point of GDP, this being the esti-
mate of the structural improvement expected for 2002 from the implementation of
recent reforms, as well as from somewhat lower than initially expected interest
payments (Table 10). In part, it will be given back in the form of tax relief and
higher spending, consistent with the promise to support output growth. Given
these expansionary measures, the resulting deficit at unchanged policies equals
1.7 per cent of GDP, so that achieving the target of 0.5 per cent of GDP in 2002
requires a fiscal adjustment of 1.2 per cent of GDP (32 trillion lira, or 17 billion
euros). Overall, this would be the biggest fiscal adjustment planned since 1997,
notwithstanding a much worse macroeconomic environment.

Given the prospect that real output growth will be slower than expected
by the government, triggering the operation of built-in stabilisers, the official defi-
cit projection may be optimistic. Moreover, while the bulk of the higher spending
measures will be permanent (notably in the domain of pensions, as well as public
wages), most corrective measures are one-off and difficult to quantify with preci-
sion. These include the revenues expected from the partial amnesty for tax evad-
ers who repatriate financial assets illegally held abroad, for example, and from the
sale of real estate assets. As concerns the latter (revenues from the sale of real
estate), the envisaged list of real properties to be sold to the market could take
longer than expected to prepare, which would in turn delay the execution of the
overall programme, although the mechanisms recently devised appear to provide
for an adequate minimum percentage of the “fair market value” of such assets (see
Annex I). As concerns the former (revenues from repatriated financial assets illegally
© OECD 2001



52 OECD Economic Surveys: Italy
held abroad), the government seems to have estimated them prudently, as these
calculations assume a capital reflow that is close to the lower end of private sector
estimates.14

Debt dynamics and debt management

Sensitivity to interest-rate and output fluctuations…

A high debt-to-GDP ratio increases the vulnerability of the fiscal position
to fluctuations in the financial markets – hence the necessity to control primary
expenditures. Considering the commitments to the Stability Programme, it is of
interest to assess the responsiveness of the general government deficit to unex-
pected shocks. Table 11 presents two scenarios, the first assuming a larger output
gap, the second a lower effective interest rate on public debt. The calculations of the
OECD Secretariat indicate that a 1 per cent point wider GDP output gap translates

Table 10. The 2002 general government budget
Trillions of lire

Source: Ministero dell’Economia e delle Finanze, Banca d’Italia and ISAE.

Change in the trend deficit –11.4
Lower interest payments 6.3
Structural improvements 5.1

Resulting trend deficit 30.2

Measures to support the economy 18.5
Higher expenditure 12.4

Wages 6.1
Minimum pension 4.2
Investment 1.7
Other 0.4

Lower revenues 6.1
Families 2.1
Business 2.3
Other 1.7

Expected revenue impact of the above measures 2.8

Resulting deficit prior to correction 45.9

Corrective measures 33.2
Lower spending 7.0

Health 3.0
Other current spending 4.0

Higher revenues 26.2
Sale of real estate assets 15.0
Reduction of the size of the underground economy 2.0
Repatriation of illegal financial assets 1.9
Other 7.3

Resulting deficit target 12.7
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into a higher general government deficit of about 0.5 per cent of GDP per annum,
with the implication that the deficit would come to 1 per cent in 2002, before fall-
ing in the following year. Achieving the objectives of the Stability Programme would
be problematic as a result, though a partial offset would be provided by the likeli-
hood of declining interest rates. A 1 percentage point lower interest rate paid on
the debt would be accompanied by a decline in interest payments of about
½ percentage point of GDP.

… emphasise the importance of debt management

Italy is still one of the most indebted countries in the OECD measured in
terms of the incidence of public debt relative to GDP. After reaching a peak of
124 per cent of GDP in 1994, the debt-to-GDP ratio has continued to decrease,
reflecting the sequence of comparatively high primary surpluses. The deceleration
in the debt ratio has gained momentum in recent years, even though for 2001 the
OECD calculations foresee a slowdown in the pace of debt reduction, a conse-
quence partly of less bullish privatisation revenues (Figure 13). Italy’s public debt
to GDP ratio still exceeds 110 per cent.

Table 11. Response of the budget deficit to output and interest rate shocks

1. Official projections (November 2001).
2. Defined as the percentage share of interest payments in one year relative to the stock of the general government

debt in the previous year.
Source: Ministero dell’Economia e delle Finanze (2001), Nota di aggiornamento al DPEF (October) and Italy’s Stability Pro-

gramme (November); OECD estimates.

2001 2002 2003

The 2001 medium term plan1

General government balance (per cent of GDP) –1.1 –0.5 0.0
Interest payments (per cent of GDP) 6.2 5.8 5.6
Primary balance (per cent of GDP) 5.1 5.3 5.6

Assumptions:
Real GDP growth rate 2.0 2.3 3.0
Estimated implicit output gap –1.7 –1.5 –0.5
Consumer price inflation rate 2.8 1.7 1.3
Effective interest rate on public debt2 5.4 5.3 5.2

First scenario
Hypothetical rise in output gap 1.0 1.0 1.0
Resulting output gap –2.7 –2.5 –1.5
Implied rise in general government deficit (per cent of GDP) 0.4 0.5 0.5
Resulting general government balance (per cent of GDP) –1.5 –1.0 –0.5
Resulting general government primary balance (per cent of GDP) 4.7 4.8 5.1

Second scenario
Hypothetical fall in short-term interest rates 1.0 1.0 1.0
Implied fall in interest payments (per cent of GDP) 0.5 0.7 0.7
Resulting general government balance (per cent of GDP) –0.6 0.2 0.7
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Reflecting both a lengthening of the debt maturity structure and declining
interest rates, the average cost of debt, i.e. the ratio of the interest payments to
overall debt, declined sharply from 1997 (Figure 14). The Ministry of the Economy
and Finance continues to emphasise the transparency, regularity and predictabil-
ity of its operations vis-à-vis financial markets. Moreover, it diversifies instruments
in order to reduce the sensitivity of the cost of debt to interest rate fluctuations.
By the end of 2001, the average maturity of the debt continued to increase slightly
reaching 5.7 years (compared with 5.5 years in 2000). The Ministry also maintains a
composite basket which helps hedging against the exposure to interest rate risk.
The share of fixed-rate bonds equals 70 per cent of the debt (Figure 15). In inter-
national issues, debt swaps have gained importance, with debt being immedi-
ately swapped after any international issuance in order to decrease the share of
real foreign currency debt. In 2000, 90 per cent of the debt was swapped into euro
and the component of foreign exchange declined in recent years. Thanks to this
approach, debt payments in 2000 were largely insulated from the impact of the
weakening of the euro. Treasury continued to use sinking funds, buy-backs and
various types of instruments aimed at minimising the roll-over risks.

Figure 13. Change in the ratio of public debt to GDP and its components1

1. The change in the debt-to-GDP ratio (d) can be decomposed into three components on the basis of the following
equality: d(t) – d(t – 1) = pr(t) + [r(t) – g(t)]d(t – 1) + re(t), where pr = primary net borrowing in relation to GDP,
r = the average cost of the debt,  g = the rate increase in nominal GDP, and re = residual item, again expressed as
a ratio to GDP. Data for 2001 are preliminary projections.

Source: Banca d’Italia.
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Figure 14. Average duration and average cost of the debt

Source: Ministero dell’Economia e delle Finanze.
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The tax reform programme

As noted, problems in meeting Italy’s deficit targets have meant that the
implementation of the platform of radical tax cuts upon which the government was
elected have been deferred. However, on the revenue side, a major plank of the
consolidation process has been the introduction of measures to broaden the tax
base by regularising activities in the underground economy.

The tax system after the 1997-98 reforms

The 2000 Economic Survey of Italy reviewed the major issues involved in
improving the tax system and the measures that had been taken since 1997, when
a reform process was launched, reducing the numerous and wide-ranging forms of
distortion introduced by the tax system in capital markets and business activity
while aiming to broaden the tax base and lower statutory rates imposed on labour
income. The 1997-98 tax reform eliminated some employers’ compulsory health
contributions, bringing the overall employers’ contribution rate down to 34 per
cent from 46½ per cent. However, with the introduction of the regional tax, IRAP,
the tax base was broadened and the financing of part of social security expendi-
ture was transferred from contributions to general taxation, so the tax wedge on
labour remains among the highest in the OECD countries. Taxation of capital, on

Figure 15. Maturity breakdown of state sector domestic debt
Per cent of total

Source: Banca d’Italia.
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the other hand, was lowered and, as a result, the tax rates paid by individuals on
dividends, capital gains and interest income are among the lowest in the OECD.
Moreover, the implementation of the dual income tax (Dit) reforms of 1998
reduced the cost of financing new investment via own-capital, thus contributing to
making the corporate tax system more neutral with respect to debt sources of cor-
porate financing (whether via equities or traditional banking credit). The pre-tax
required rate of return on capital faced by companies operating in Italy, therefore,
fell to close to the EU average.

In order to counteract the weak economic situation, and as a complement
to the 1998 reforms, temporary incentives to new investments were introduced in
the 1999 budget law applying to business activity in 1999 and 2000. This basically
provided a subsidy to all new investment financed with own-capital (i.e. retained
earnings or new shares). Furthermore, in the context of the 2000 budget law, the
government decided to bring forward by one year the application of the Dit to the
whole business sector originally due in 2001, and to bring into force the Super-Dit
for incorporated companies in 2000, while extending it to unincorporated compa-
nies in 2001. The Super-Dit progressively extends the tax advantage of the Dit to
the old capital stock, and thus makes the Dit system more neutral with respect to
already well-established and capitalised enterprises which could not take full
advantage of the previous reform. The ultimate aim is to give a further incentive to
the business sector to invest in new assets and to reduce leverage without reduc-
ing fiscal revenues.

As a result of tax-cutting measures, the tax burden of direct and indirect
taxes declined by 0.4 and 0.1 per cent of GDP respectively in 2000, leading to an
overall 1.9 per cent decline in the total tax burden relative to the year 1997, the
qualifying year for EMU participation (Table 12). At 42.4 per cent of GDP, however,
fiscal pressure remains 3 percentage points higher than in 1990. The impact of the
tax cuts themselves were neutral: the tax concession did not change the out-turn
for 2000 since it offset some unanticipated structural revenue shifts.

Table 12.  Trends in fiscal pressure
As a percentage of GDP

Source: ISTAT.

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Indirect taxes 10.7 11.1 11.3 12.0 11.8 12.1 11.8 12.4 15.3 15.2 15.1
Direct taxes 14.2 14.3 14.6 16.0 14.9 14.7 15.3 16.0 14.3 14.9 14.5
Social security contributions 14.4 14.9 15.1 15.3 15.1 14.7 15.0 15.3 12.9 12.8 12.7
Other tax receipts 0.1 0.2 2.0 0.7 0.1 0.6 0.3 0.7 0.4 0.1 0.1

Total fiscal pressure 39.4 40.5 43.0 44.0 41.8 42.2 42.5 44.5 42.9 43.0 42.4
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The new tax rules

Greater efficiency in tax administration and improved tax compliance are
major factors underlying recent buoyant receipts. In carrying this further, the gov-
ernment wants to sharply curb the size of the underground economy. According to
official estimates, the informal sector amounts to about 15 per cent of GDP, which
is large by international standards The new rules are intended to allow important
tax and social contribution rebates for business companies wishing to transit into
the formal economy in the period between 2001 and 2003.15 However, so far insuf-
ficient effort has been put into publicising the opportunities offered by the legal
economy – easier access to financial markets, freedom of choice over suppliers
and customers, for example – which firms operating in the hidden economy tend
to neglect. The programme also needs to be backed by a credible penalty system.

A planned partial abolition of the (already small) inheritance tax and the
tax on charitable donations are part of the move towards tax simplification, as well
as the introduction of the tax incentives on business investment (Chapter I). Act-
ing on the corporate income tax side, the government has replaced the Dit with
the Tremonti Law II, which grants generous incentives to new investment irrespec-
tive of the sources of financing (Chapter I).16 Although apparently consistent with
the goal of tax simplification, the former benefits imparted by the Dit to the devel-
opment of the equity markets have been lost. Moreover the government would
like to reduce the rate of the corporate income tax and to gradually phase out the
regional tax IRAP. Although the introduction of IRAP (in 1998) coincided with the
elimination of a host of national and local taxes – itself a contribution to
simplification – the calculation of the related tax liability is complex so that com-
panies are subject to a considerably higher administrative burden.
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III. Public spending in Italy: 
policies to enhance its effectiveness

The control of public spending has been an essential element in bringing
the general government deficit down to levels consistent with Italy’s EMU obliga-
tions, which required one of the sharpest retrenchments in the OECD (Figure 16).
However, though a significant proportion of the savings made were structural in
nature, the consolidation process was assisted by a series of “one off” interven-
tions – such as a freeze on wage contracts, ad hoc interventions in the health ser-
vice and curbs on investment spending – which have created large compositional
imbalances in public spending. Moreover, pressures from certain programmes
– particularly those related to one of the fastest ageing populations in the OECD
and to the Mezzogiorno – could intensify. At the same time, it is desirable on effi-
ciency grounds to reduce the tax burden, but this is impossible without spending
economies, on account of Italy’s large public debt. Priorities in public spending
will need to be reset and control mechanisms for their effective implementation
put in place.

More fundamentally, there are wide margins for improvement in Italian
public services and this chapter recommends new reform measures in the light of
the policy actions taken so far. In a situation where political, social and economic
objectives are intermixed, the analysis relies on indirect evidence and a degree of
inference, using criteria related to international benchmarking, information on the
efficiency of the planning and control processes (the presumption being that the
nearer outcomes are to plan, the nearer they are to meeting social welfare objec-
tives) and analysis of incentive structures built into the public institutions charged
with implementing spending policies. Following this approach, the chapter identi-
fies requirements for better public spending management at the central level. The
issue of decentralisation is then taken up, since the realisation of a viable balance
of responsibilities and incentives between central and local fiscal powers is an
important element in determining the efficient allocation of resources and achiev-
ing better budget control. An overall assessment and agenda for policy action are
presented in the final section of the chapter.
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Figure 16. Trends in general government spending and the budget deficit1

Per cent of GDP

1. For Italy and the other European countries concerned, the figures for 2000 take into account the revenues from the
sale of third-generation mobile phone licences, UMTS.

Source: OECD.
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General government expenditure and forces shaping them

Effects of fiscal consolidation on spending

There have been two distinct general government spending trends since
the 1960s (Table 13). Total public spending rose from less than 30 per cent of GDP
in 1960 to a high of 55 per cent in 1993. As elsewhere, structural pressure on pri-
mary spending arose from the establishment and expansion of social programmes
and services.17 The revenue side did not adjust as quickly, and the primary bal-
ance of the general government rapidly fell into a structural deficit. Negative real
interest rates and the associated “inflation tax” at first delayed the growth of pub-
lic debt, but from the mid-1980s an inflation rate persistently higher than in the
EU and OECD areas led to high nominal interest payments on government
bonds.18 As a result, by the early 1990s total public spending was significantly
higher than the EU average, with the level of interest payments exceeding 10 per
cent of GDP. Government debt continued rising until 1994 when it reached 124 per
cent of GDP.

The second distinct phase covers the period of fiscal consolidation, prior
to, during, and after Italy’s entry into the Economic and Monetary Union in
January 1998. From 1994, in particular, the Maastricht criteria spurred the Italian
government to reassess its spending policy in the context of a longer term stabili-
sation strategy. Total public expenditure was reduced by 11 percentage points of
GDP, to the current level of 44 per cent, a proportion not out of line with the rest of
Europe (Figure 16). Primary expenditure restraint contributed some 30 per cent of
the deficit improvement, most of which was accomplished via a combination of
falling interest payments – as interest rates fell and privatisation receipts rose –
and rising taxes (Table 14). Although the debt to GDP ratio fell, at about 110 per

Table 13.  Trends in public spending by economic category
Per cent of GDP

Source: OECD.

1960 1970 1980 1990 1993 1996 1999 2000

Government wages 8.6 9.9 11.0 12.6 12.3 11.5 10.7 10.5
Goods and services 5.2 5.1 5.7 6.9 7.3 6.6 7.4 7.5
Social security outlays 8.4 10.5 12.6 15.5 17.0 16.9 17.2 16.7
Subsidies 1.7 1.8 2.7 1.9 2.0 1.5 1.2 1.1
Other current transfers 0.8 0.9 0.7 0.9 1.3 1.2 1.3 1.3
Interest on public debt 1.4 1.6 5.2 9.6 12.3 11.5 6.8 6.5
Total current spending 26.0 29.7 37.9 48.1 52.5 49.1 44.6 43.6
Net capital outlays 1.9 2.3 3.2 4.3 2.8 2.2 2.1 0.8

Total expenditures 27.9 32.1 41.1 52.4 55.4 51.3 46.7 44.4

Total primary expenditures 26.5 30.5 35.9 42.8 43.1 39.8 39.9 37.9
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cent of GDP it is still one of the highest in the OECD. Combined with a still high
tax burden (jointly with the need to reduce it), it is an important reason for looking
for greater effectiveness of public spending.

The composition of spending differs from that in other major OECD coun-
tries. First, debt interest payments, although declining, are still high internation-
ally (6 per cent of GDP, about double the OECD average), a reflection of high
public indebtedness. Second, with a high hangover of debt interest payments, pri-
mary spending is low by continental European standards (by about 2½ percentage
points of GDP), because of relatively low final consumption expenditure and much
lower capital outlays (fixed investment and capital transfers). Third, public pen-
sions are significantly higher than the OECD average, totalling about 13.8 per cent
of GDP in 2000 (inclusive of survivor and invalidity pensions).19

Low public investment

Cuts in public spending in the first half of the 1990s involved both service
provision and, most markedly, capital spending. The fall in public investment
also reflected the fight against corruption (tangentopoli) and the related problems
of mismanagement in the use of public resources.20 As a result, Italy currently

Table 14.  Sources of budget consolidation
Changes in per cent of GDP

1. The figure for 2000 does not take into account one-off revenues from the sale of third-generation mobile licences,
UMTS, which should otherwise be quantified as a negative capital outlay, worth L 26 750 billion (1.2 per cent of GDP).

2. Direct and indirect taxes plus social security contributions.
Source: OECD.

1992-1997 1997- 2000 1992-2000

Total expenditures –5.6 –3.4 –10.0
Final consumption –1.9 –0.2 –2.0
Social security benefits 0.8 –0.6 –0.3
Transfers and subsidies –0.5 0.1 –0.8

Current expenditure less interest payments –1.6 –0.7 –3.1

Interest payments –3.3 –2.9 –6.6

Total current expenditures –4.8 –3.6 –9.7

Capital outlays1 –0.8 0.2 –0.3

Total receipts 4.2 –2.2 –2.1
Tax revenues2 2.8 –1.5 –1.0
Non-tax revenues 0.5 –0.2 –0.0

Total current receipts 3.3 –1.7 –1.0

Capital receipts 0.9 –0.5 –1.1

Primary balance 4.6 –0.4 3.3

Overall balance 8.0 2.4 10.0
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has a relatively low public investment share in overall fixed capital spending (12 per
cent for 2000, 1½ percentage points lower than the OECD average) (Figure 17). This
implies a need to catch up with uncompleted construction works (for example, the
road network) and urgent maintenance requirements (for other segments of the
transport sector, especially the railways, along with energy and water). The backlog
is particularly pronounced in the Mezzogiorno. The investment shortfall has exacer-
bated the inefficiencies characterising the supply of many public services, in turn
reinforcing demands for improving and expanding the infrastructure endowment.21

Legislation governing public works – once highly fragmented and
complex – started to be revised from 1994 in a sequence of attempts to make
access to public works more open, transparent and efficient (Merloni Laws). With
the programming capacity for public works improving, government investment has
been recovering since 1996, even though the gap relative to the level of the
early 1990s remains marked. This reflects the fact that new public investment pro-
grammes typically require long preparatory periods. It also appears that the Mer-
loni Laws tend to be excessively prescriptive and this may pose problems,
particularly in light of the need to increase the involvement of the private sector in
public works.

The fiscal dimension of population ageing

The 2000 Economic Survey of Italy, which covered the major fiscal issues aris-
ing from population ageing, recognised that the efforts made so far to contain the
generosity of the system, to limit the trend towards early retirement, as well as to
reform aspects of the social support system (other income transfers, health care
and care for the frail elderly), have substantially reduced future fiscal pressures.
After a transitional period, the new system implies a major improvement in incen-
tives affecting the timing of retirement. However, the phase-in of the reforms is
still rather slow and the Survey pointed out the risks of a further deterioration in
the public sector primary balance, reflecting both direct pension spending and
other old age-related spending, such as for health care.22 Thus in setting medium-
to longer-term budgetary targets, an extra safety margin would, in principle, need
to be built in to take into account not only the full extent of the current debt prob-
lem, but also the future overhang associated with ageing.

OECD calculations in the context of the 2000 Survey suggested that main-
taining a non-age-related primary surplus within the current levels while assuming
a “no policy change” long-run GDP growth rate of just under 1 per cent would not
suffice to let the debt to GDP ratio reach the 60 per cent threshold in the first half
of this century, because of rising ageing costs.23 Thus the Survey concluded that
reaching this threshold would require a more up-front fiscal effort, as well structural
policies to boost long-run growth.24 This would lead to a faster decline of the debt-
to-GDP ratio earlier on, which would be needed to offset the impact of ageing
© OECD 2001
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Figure 17. The performance of government investment

Source: ISTAT.
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through 2015 and 2030, within which period the impact of the demographic transi-
tion will be concentrated. This would allow resources which would otherwise be
devoted to debt service in that period to be freed up for addressing ageing
related needs.

Implications of high pension spending for other income transfer programmes

The counterpart of an income transfer system narrowly concentrated on
pensions is a comparatively modest involvement of the state in other social trans-
fers, in education and in health care (Table 15).25 Largely as a consequence of
social and cultural factors, under the Italian approach, an emphasis on the private
provision of non-pension social services derives from the central role played by
the family as a social safety net. In most other European countries, by contrast,
such services are under the responsibility of the state. Given this, for Italy the
overall extent of public outlays on social programmes is not overly large by inter-
national standards.26

The family plays a dual re-distributive role.27 During periods of reces-
sions, it acts counter-cyclically through the pooling of the resources made available
by its various members. In addition, it permits favourable scale economies in con-
sumption. In quantitative terms, the family is estimated to absorb between 70 and
90 per cent of the existing income inequalities among individuals, a remarkably
high proportion by international standards.28 Nevertheless, the available data sug-
gest that the importance of the re-distributive function of the family has begun to
decline since the end of the 1980s, both under the influence of changes in cultural
and social habits and because of structural economic developments.29 Hence,
looking in prospective, falling pension benefits and further increases in female
labour-market participation will mean that the ability of the family to care for its
members will continue to decline, implying that pressures for state provision will
increase.

The peculiar structure of Italy’s welfare spending system has an impact on
the distribution of income.30 Although nearly three quarters of the EU citizens
receive some kind of monetary transfer, in the case of Italy (and Greece) this share
falls to a low of 50 per cent (Table 16). Moreover, in Italy (as in Greece and Spain)
80 per cent of transfer recipients are pensioners, which is significantly higher than
the European average.31

A notable feature of Italy’s welfare spending is its low cyclical sensitivity
which also translates into a low overall cyclical sensitivity of public expenditure
(Figure 18). In part, this reflects the low level of unemployment-related transfers.
As it turns out, shocks in Italy have mainly been absorbed through revenue adjust-
ments – since the built-in elasticity for corporate and indirect taxes is quite high –
rather than through a combination of spending and revenues-side adjustments, as
appears to be the case in many other OECD countries.32 This situation may not be
© OECD 2001
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Public spending in Italy: policies to enhance its effectiveness 67
desirable from the standpoint of the long-run effectiveness of spending pro-
grammes, partly in view of the likely further decline in the ability of the family to
care for its members during spells of unemployment. This highlights the scope
for creating some margin for increasing the size and impact of automatic fiscal
stabilisers.

Public employment and the government wage bill

Recent employment trends

An important factor behind the sustained decline in primary spending
has been the adoption of more binding employment policies at both the
national and sub-national levels of government. Assisted by a freeze on new
hiring and by better-designed measures to help the redeployment of public
workers, general government employment declined from 1993 on. By 2000, the
general government absorbed about 16 per cent of total employment, imply-
ing that it has shrunk by approximately 1 percentage point relative to the
beginning of the 1990s (Table 17). Both the central and local governments have
been reduced in size. Nevertheless, the international comparison suggests
that the overall size of the general government sector is still larger in terms of
overall employment than the euro-area average, albeit smaller than that of the
G7 (Table 18).

Table 16.  Share of population receiving transfers1

Percentage of total

1. The first line of the table reveals that 40 per cent of Italians live in households where at least one member draws a
pension. For other social benefits, the figure is 18 per cent. For all social benefits together, the figure is smaller than
58 per cent (i.e. 40 per cent plus 18 per cent) since some households receive more than one type of social benefit.

Source: Eurostat.

Pensions Other social benefits All social benefits together

Italy 40 18 51

Austria 34 69 86
Belgium 28 69 89
Denmark 19 75 85
France 25 62 79
Germany 29 57 78
Greece 39 19 50
Ireland 23 82 90
Luxembourg 29 66 86
Netherlands 19 66 81
Portugal 36 68 89
Spain 34 33 58
United Kingdom 28 71 85

European Union 30 52 73
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Privatisation and the wider public sector

As in other OECD countries, expenditure restraint in Italy occurred within
the context of a broader programme of structural reforms, so that the general gov-
ernment accounts tell only part of the story.Privatisation also played a key role in
reinforcing the credibility of the fiscal adjustment process. The public enterprise

Figure 18. Cyclical sensitivity of primary expenditures and tax revenues1

Per cent of GDP

1. Cyclical sensitivity measured as coefficient of variation. The latter is defined as is the standard deviation divided by
the average of the tax/GDP ratio (including social security contributions) and primary expenditures of general gov-
ernment in per cent of GDP. Sample period is 1980 to 2000.

Source: OECD.
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Table 17.  Size of general government employment1

1. As a percentage of total employment.
Source: ISTAT.

General government Central Local Social security

1990 16.8 9.7 6.8 0.3
1993 17.4 10.1 7.1 0.3
1996 17.4 9.6 7.5 0.3
1999 16.6 9.1 7.2 0.3
2000 16.2 9.2 6.8 0.3
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sector has been significantly downsized since 1993, reflecting a strategy of disen-
gagement from a large number of productive activities in order to refocus on
essential functions.33 Employment in public corporations was brought down to
around 4 per cent of total employment in 1997, from 5½ per cent in 1990, corre-
sponding to a cut of about 310 thousand employees (Figure 19, Panel A). Privatisa-
tion also responded to the pressure of the European Commission to cut public
subsidies and transfers, along with the related need to adjust the finances of sev-
eral major state groups. As a result, during the period between 1990 and 2000 the
overall amount of (net) transfers accruing to the corporate sector declined from
3 per cent of GDP to less than 2 per cent (Figure 19, Panel B).34

Public administration wages

Table 19 measures compensation per worker in the public administration
against the private sector benchmark (private dependent employment). On this
basis, the general government is characterised by high per-capita wages, although
it is difficult to determine whether this reflects higher human capital in the public
administration or other factors. Moreover, as discussed in Chapter II, public sector
wages were allowed to increase quite substantially in 2001. Also, local govern-
ments have experienced sizeable wage gains over the 1990s, suggesting that wage
moderation is needed at all levels of government.

There are regional asymmetries in the distribution of government jobs.
Public employment is equivalent to 7.7 per cent of total population in both the
Centre (excluding Rome and its surroundings) and the Mezzogiorno, compared with
7.0 per cent in the North (Table 20). Measured as a proportion of total employ-
ment, the concentration of public employment is particularly pronounced in the
Mezzogiorno, also reflecting a lower employment rate. Given this background and

Table 18.  International comparisons of general government employment
As a percentage of total employment

Source: ISTAT and OECD.

1990 2000

Italy 16.8 16.2
Canada 21.5 20.2
France 23.1 24.2
Germany 15.1 11.4
Japan 8.1 8.5
United Kingdom 22.4 17.9
United States 15.4 15.3

Big seven 15.4 14.6

Euro area 16.9 15.7
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the context of relatively uniform per capita wages across regions, it is not surpris-
ing that the overall public workers’ wage bill in the Centre-South of Italy is higher
than in the North, as a percentage of regional GDP. It is much higher in the South
alone, though the share of the Mezzogiorno in the total public wage bill has declined
over recent years (from 39.8 to 36.1 per cent between 1996 and 1999).

Figure 19. Impact of privatisation on public spending

1. Including subsidies.
Source: ISTAT, Ministero dell’Economia e delle Finanze.
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Table 19.  Per capita public employment compensation1

1. Percentage points of the corresponding indicator for the rest of the economy including social security contributions
using dependent employment figures.

Source: OECD calculations based on ISTAT figures.

General government Central Local Social security

1990 132.5 139.2 120.9 185.7
1993 126.2 133.7 114.0 164.6
1996 129.2 136.3 118.3 175.3
1999 133.4 138.7 125.6 159.8
2000 133.2 134.5 130.1 167.7
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Correcting the deficiencies in public spending management and control

In some OECD countries, a strategic role for expenditure management is
assumed by the executive authority, and within the government by the ministry in
charge of the budget. In others, budgetary powers are shared between the execu-
tive and the legislature.35 Neither model is intrinsically sounder from a spending
control viewpoint, but the second requires well-adapted institutions or close con-
stitutional constraints to ensure policy cohesion between economic and financial
objectives and effective co-ordination between overlapping authorities. The pub-
lic economy literature suggests that budgetary rules and the transparency of the
budgetary system may affect the size of public expenditures and hence fiscal per-
formance.36 The 1997 Survey criticised the Italian system of expenditure manage-
ment both for its emphasis on legal and procedural compliance rather than on the
specification of objectives and assessment of performance, and for its fragmenta-
tion and complexity at all stages of the budgetary process (see Box 3). At the oper-
ational level, poor human resource management is a problem, because of lack of
wage differentiation, labour mismatches and failure to devolve managerial compe-
tencies. Also, inflexible bureaucratic structures, complex administrative proce-
dures and inefficient and non-competitive procurement processes give the
system a reputation for poor quality of service provision.

A comprehensive reform strategy for the modernisation of administrative
and budgetary procedures was launched during the early 1990s, gaining significant
momentum in the last few years, and targeted at the efficiency of the public

Table 20.  Regional public employment and compensation
Percentage values, 1998

1. The Lazio region comprises Rome.
Sources: OECD calculations using ISTAT figures.

All Italian 
regions 

excluding 
Lazio1

North 
West

North 
East

North
Centre 

excluding 
Lazio1

Mezzogiorno

Regional output 100.0 36.3 24.9 61.2 11.8 27.0
Regional population 100.0 28.8 20.1 48.9 11.1 40.0
General government employees 

as a percentage of:
Total population 7.4 6.6 7.5 7.0 7.7 7.7
Total employment 18.6 14.7 15.7 15.1 17.6 25.2

Compensation per worker 
in the general government 100.0 98.6 99.8 99.1 101.3 101.0

General government compensation 
as a percentage of GDP 12.0 8.5 9.9 9.1 12.0 18.8
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Box 3. Main weaknesses of the Italian budget

The Italian budget system has exhibited major structural problems in public
spending management, because of i) an intricate and formalistic budget review and
approval process; ii) complex accounting methods; iii) the absence of effective cash
control mechanisms at the implementation stage; iv) the lack of incentives for
agencies and line ministries to perform efficiently and v) weak auditing processes.

An intricate and formalistic budgetary process. Budgeting involves multiple
Ministries and/or Departments and a proliferation of budget chapters and items.
For historical reasons, budget preparation reflects a strong legalistic approach,
where economic constraints come into play only at a later stage. A distinct feature
of the Italian budget process lies in the need to comply with a broad range of
legislative details, to the detriment of both clarity and scrutiny.

The budget process moreover is based on multiple budget concepts and
documents which tend to differ in terms of timing, accounting basis and sectoral
coverage. This complicates the organisation of the calendar for budgetary discus-
sions and generally impedes parliamentary evaluation. The Parliamentary debate
effectively centres on the size of policy measures (manovra) needed to bridge the
gap between the trend deficit (fabbisogno tendenziale) and the deficit target (fabbisogno
programmatico) of the general government. This encourages recourse to one-off rev-
enue measures, the efficiency and durability of which are hard to predict, but
which has probably tended to impede coherent structural adjustments to public
spending and borrowing.1

Complex accounting methods. The existence of wide differences in out-turns
between cash and accrual accounting methods complicates control and monitoring.
While the underlying accounting method used by the State is in cash terms, the
accounts of the general government, which is the relevant entity for the Maastricht
evaluation criteria, are expressed in accrual terms. Reflecting the lack of a full set of
reconciliation data, opportunities for transferring expenditures off budget are
enhanced, which in turn means that the financial bill cannot effectively satisfy the
key function of bridging the gap between the trend and the target deficit. In addi-
tion, the existence of wide and highly variable disparities between cash and accrual
accounting methodologies, a major concern during the recent past (Chapter II),
further compromises the effective control and monitoring of budget developments.

Absence of cash constraints. The responsibility for the management of the state
cash resources falls upon the Ministry of Treasury (now the unified Ministry of the
Economy and Finance, Ministero dell’Economia e delle Finanze) and specifically the
Department of the Ragioneria Generale dello Stato. Although the local authorities and
the other public agencies are required to deposit budgetary transfers and own
resources (local taxes, charges or borrowing) in accounts held with the Treasury,
the extent to which the executive can curtail spending is constrained. Neither are
there effective cash limits at the state level because of the practice of allowing
carry-overs from previous years. Thus, the budget law specifies line-item limits on
a commitment basis (autorizzazioni di competenza) but allows unspent appropriations
to be “carried over”’ for two years (five years for capital spending). Annual cash
resources (autorizzazioni di cassa) are determined as the sum of appropriations plus
© OECD 2001
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administration. It has involved the processes by which decisions are taken and the
introduction of market mechanisms into the civil service sector, both addressed at
producing better working methods and enhancing the quality of the services

Box 3. Main weaknesses of the Italian budget (cont.)

carry-overs (residui). These are converted into cash figures by the application of
standard, notional, “realisation coefficients” for each economic category. More-
over, at times, cash resources of one state agency have been used to meet needs
of other institutions, leading to deferral of payments or additional general
government borrowing.

Although the carryover phenomenon is common to many countries, an Italian
peculiarity lies in the fact that the amount of carry-over is not accurately specified
in the budget law. The cash figures on a programme-by-programme basis are not
subject to Parliamentary approval and are usually available with long delays, cre-
ating uncertainty about the actual availability of cash resources. This makes
resource allocation amongst sub-programmes and management of public services
difficult. When Parliament approves a budget, this is based on a preliminary
quantification of carry-overs, which, because it is drawn from a limited range of
information, tends to be underestimated. This feature can exacerbate expendi-
ture management problems, insofar as it creates uncertainties about the actual
availability of cash resources.

The institutional and legal framework imposes stringent rules on budgetary deci-
sions, with the Constitutional Law (Article 81) requiring that any additional spending
must be covered by offsetting expenditure cuts or additional revenues (copertura). But
the safeguard can be circumvented temporarily when external agencies, not covered
by the Central State budget (e.g. social security funds) or local governments over-
spend with respect to initial targets. Thus, extra general government spending can
arise even when the copertura requirement is formally met. Overestimation of
offsetting measures has at times weakened fiscal discipline.2

Inadequate audit and evaluation. As concerns audit and evaluation, special
emphasis has been given to legal compliance, at the expense of internal
– i.e. agency or department specific – performance evaluation, and this has proba-
bly impeded the diffusion of cost-benefit and cost-efficiency practices in pro-
gramme selection. Within this framework, control procedures mainly take the form
of conventional ex ante and ex post review of conformity with existing legislation.
The burden of performing these activities falls upon Parliament and the Audit
Court (Corte dei Conti) – whose initiatives, according to its critics, are excessively
focused on the strict interpretation of the financial regularity of accounts rather
than value for money audit.

1. See Alesina et al. (1998).
2. Cassese (2000), pp. 195-218.
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delivered. In addition, measures have been taken to improve the budget manage-
ment framework.

Pathways to state budgeting reform

Streamlining budget administration

A principal area of reform has related to the streamlining of the activities
of the central government, via ministerial consolidation. Until the mid-1990s, the
Budget Ministry supplied the underlying macroeconomic assumptions, the Minis-
try of Finance was responsible for the revenue projections and the Ragioneria Gen-
erale dello Stato, itself a branch of the Ministry of Treasury, was involved in the
quantification of expenditures in co-operation with various spending ministries.
Since then, Budget and Treasury have been merged, and then Treasury and
Finance unified in 2001, leading to the creation of the Ministry of the Economy and
Finance (Ministero dell’Economia e delle Finanze). The reorganisation is too recent to
draw a conclusion about the magnitude of the results achieved. While the original
aim of the reform was to reduce the overall number of Ministries from above 20 to
some 15, this has yet to occur.

In 1997 expenditures were reclassified, with a view to reducing the man-
agement and organisational problems arising from the fragmentation of the bud-
get into many detailed items.37 The number of budget chapters and items (some
5 000, initially) was drastically reduced. The 400 or so budget forecasting units
(unità previsionali) were subsequently consolidated into homogeneous spending
areas, which were placed under the responsibility of the various Ministries with
spending authority. These changes have contributed to a simpler and more
accountable public administration, creating a more transparent budget process,
by drawing a clearer line of demarcation between political and managerial respon-
sibilities at the implementation stage. However, the links between financial
resources and policy targets are still quite vague, so that in many instances the
activities of the forecasting units remain primarily focused on fulfilling bureau-
cratic obligations, rather than implementing a cost-benefit approach.

Further reforms were carried out in 1999 to speed the process of approval
of the annual budget law (Legge Finanziaria).38 This required making the calendar
for presentation of the various documents involved in the budget process more
efficient, while also separating the approval of the annual financial bill from the
examination of the different instruments “connected” with the budget decision
process (the so-called provvedimenti collegati). By shifting the discussion of such
instruments to after the approval of the annual fiscal manoeuvre, risks of overlapping
and delays have been considerably reduced.
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Better strategic fiscal control

Major institutional challenges were posed following EMU entry by the
adherence of Italy to the convergence parameters of the Stability and Growth Pact
(SGP), providing an opportunity to encompass within the medium-term plan
(DPEF) a more rigorous analytical presentation of the underlying forces shaping
the economy.39 The disciplining role of the DPEF has been enforced by the intro-
duction of a proviso establishing that net borrowing under the annual financial law
is to be defined in a way consistent with the targets set by the DPEF. Any devia-
tion from this rule (from unexpected cyclical economic developments, for
example) has to be agreed by Parliament.

Clearer rules and more enforceable procedures and controls, together
with the building of mutual trust, now assist the working relations between the
government and the Parliament. The Parliamentary office in charge of the budget
law can devote a greater proportion of its resources to evaluating fiscal targets and
their adherence to the underlying macroeconomic assumptions. Less emphasis
than previously is placed on compliance with detailed legal definitions of pro-
gramme entitlements. On the other hand, prominent attention being given to the
state net borrowing targets during the budget preparation stage may divert atten-
tion from effective Parliamentary scrutiny of current expenditures. The Audit
Court’s bureau which is responsible for preparing an annual ex post report to
Parliament, remains under-staffed.

Accounting improvements

The quality of control is most closely linked to the issue of accounting. If
the relationship between budget provision and resultant spending is relatively
close, it is less likely that in financial auditing the need to “recalculate the sums”
will take prominence over performance assessment at the agency level, which is
key to ensuring value for money.40 An important precondition is the move from
cash-based to accrual accounting (as has been done in New Zealand and Australia,
for example) and this is now being introduced in Italy in connection with the SGP.
Implementation of a fully-fledged system of quarterly fiscal accounts on an accrual
basis, though in the pipeline, may require several years. However, the adoption of
the European accounting requirements has not been matched by a decline in
emphasis on the cash-based side of the budget system, which still risks distorting
the picture of the country’s fiscal situation (Chapter II).

Improving human resource management

Recognising that a major source of waste and inefficiency relates to the
lack of a proper controls and sanctions at the agency level, human resource man-
agement was finally implemented with the reforms launched in 1992. These
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attempted to introduce techniques of private sector management into the public
administration and to de-politicise the status and career of civil servants. Changes
in personnel management are critical for motivating public-sector workers and
supporting staff morale. Incentives for enhanced performance have been built into
management contracts, backed up by intensive training of managers. New perfor-
mance evaluation and merit-based career systems have been established. Follow-
ing these developments, the proportion of managers hired under fixed-term
contracts at market-related salaries has increased. As yet, however, the reforms
impose strict ceilings over the number of public jobs open to private sector appli-
cants and focus virtually exclusively on higher-skilled civil servants.41 Thus, they
have largely failed, so far, to effect a change in the culture of mid- and lower-level
civil servants, which is much needed to achieve a substantive modernisation of
the public administration.

To address the lack of performance-related incentives for civil servants,
human resource management was reorganised in 1999, focusing on the creation of
internal (ministry-specific) evaluation and audit units, while the merit-based pay-
ment system was improved. Following these initiatives, the first labour contracts
under the new provisions became effective from 2000. Jurisdiction for civil service
sanctions and disputes has been moved from the administrative to the civil
courts, while the criteria for controlling and sanctioning local government perfor-
mance have been harmonised. Recent years have also seen the introduction of a
pay determination system whereby new labour contracts for civil servants are to
be bargained collectively. (Formerly, their pay was set by Parliament through an
annual law thereby further complicating the budget approval process.) In parallel,
a special agency was created to represent the state as the employer in negotia-
tions with the unions. The law governing union representation was also reformed
and part-time work was permitted in the public administration.

Simplifying public service delivery

The above changes have been complemented by the creation of the man-
datory Citizens Charters (Carte dei servizi) for public services, including transport
and health care. One year after their introduction in 1997, almost 7 000 agencies
and local governments had adopted their own charter, specifying their standards.
Innovations have included disclosure of public servants’ salaries. As part of a
widespread programme of regulatory simplification begun in 1996, successive ini-
tiatives have been launched to reduce duplication of functions among ministries
and governmental departments. Since 1999, an Annual Simplification Law sets
measurable short-term targets for eliminating and improving administrative pro-
cedures and for reorganising the functioning of governmental institutions, includ-
ing the consolidation of ministries and/or their departments. Measures have also
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been introduced recently to secure the preparation of routine regulatory reviews
of the quality of new laws and regulations.

The OECD report on regulatory reforms in Italy (OECD, 2001) stresses that
reform of the regulatory state is a formidable and long-term task due to the legacy
of decades of regulatory complexity, corruption and inefficiency. It goes on to say
that, while the above reforms to streamline government are ambitious, they have
not been very accountable with respects to results, so far – and there is still a ten-
dency to estimate progress in terms of legal changes rather than concrete out-
comes.42 But the report also affirms that early results are now becoming concrete
in other areas, such as declining administrative costs for citizens. Moreover, the
broad regulatory quality strategy built over the past decade includes new proce-
dures and institutions, most importantly new competition watchdogs. Since 1997,
Italian simplification efforts have concentrated on two high profile projects aimed
at easing the lives of citizens and businesses: self-certification and the one-stop
shop (see Chapter IV).

More rational public procurement

Historically, the Italian public procurement system has been character-
ised by restricted tenders as opposed to open tenders, by a lack of clear specifi-
cations and award criteria, and a complex legal framework. This has translated into
costly public contracts and a significant gap between planned and effective costs
compared with other European countries.43 However, public procurement proce-
dures have become more transparent in recent years, partly as a response to the
active role of the EU in ensuring a more open public procurement market.44 Access
to information has been assisted by the implementation of electronic procure-
ment, with foreign trading partners recognising that access of their firms to Italian
public contracts has become easier more recently. Measures have begun to be
implemented to introduce a fully operational internet system of government pur-
chases (Chapter II).

The planned reorganisation of the public purchasing network is based
upon an initiative by the former government of December 2000, whereby pur-
chases made by all central government entities are managed by a new central
agency (Consip) which stipulates purchasing conventions with private suppliers.
The new initiative does not extend to the local governments, although they have
been granted free access to the Consip’s information network. While the fiscal
benefits of a truly integrated purchasing system can be large, these may not be
forthcoming unless proper mechanisms to preserve competition among potential
suppliers of goods and services are established.
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Towards a more effective investment strategy

The OECD “growth project” suggests that public investment can have a
significant effect on output growth.45 Government investment does not seem to
influence the rate of private capital accumulation, but it may affect growth by
improving the framework conditions in which private agents operate. For example,
high quality public investment in R&D, transport, communication and infrastruc-
ture, to the extent that it generates high economic and social returns, can help to
create an environment conducive to entrepreneurship, innovation and private
sector activity. Similarly, efficient government spending on education should
improve the stock of human capital.

Recognising this, the former Italian government devised a new investment
programme for the period 2000-2006 envisaging the use of 48 billion euro
– approximately 4 per cent of 2000 GDP, almost equally split between European
fund and national co-financing – for public investment in the Mezzogiorno. Following
approval by the EU (August 2000), the plan was endorsed as the new Community
Support Framework (CSF) for the Italian objective 1 regions. Under the new pro-
gramme, regional governments are responsible for allocating 70 per cent of total
funds of which most is destined to infrastructure projects (including transport,
infrastructure and water). By 2003, when the programme will have become fully
operational, the share of nationally financed public investment in total domestic
investment will  be around 13½ per cent,  thus eliminat ing  the current
1½ percentage points gap relative to the average of the OECD countries. The Min-
istry of the Economy and Finance has defined, in collaboration with the European
Commission, the set of new rules underlying the allocation of the funds and has
been entrusted with general supervisory and co-ordination tasks over the design
and implementation of regional plans.

Among the recent reform initiatives included in the “100 days package”, a
major one has been the presentation to Parliament of a draft law designed to
enhance public infrastructure investment (known as the Legge obiettivo, Strategic
Infrastructure Law). The new regime will apply to strategic infrastructure, i.e. those
projects considered to play a pivotal role in the growth and modernisation of the
country. Strategic infrastructure is to be identified yearly by the central govern-
ment in consultation with the local authorities. The government’s intention is to
introduce a fast track investment process, based on reduction of red tape and sim-
pler procedures for administrative authorisations, and to create greater public
accountability via a system of surveillance and support by the central government
over the awarding authorities. The law also introduces a new institution, the gen-
eral contractor, to speed up the building of infrastructure; in parallel, the govern-
ment plans to dismantle the Authority for public works (Autorità per la vigilanza sui
lavori pubblici, created by the Merloni laws but becoming operational only in 1999).
Once the new law is approved, the government will enact implementing legislation
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to set out specific procedures for administrative approvals and concession con-
tracts, in line with EC public procurement rules The law thus aims to provide the
market with clear and simpler rules for the administrative approvals process,
while signaling heightened political commitment. In this sense, it does not neces-
sarily imply a drawback from the recent strategy to enhance the growth potential
of the Mezzogiorno, which stresses the public-private sector partnership. On the
other hand, a strongly centralised strategy for strategic public investment without
independent oversight may not be consistent with the shift towards greater
spending transparency. Enhanced surveillance is a key precondition for bringing
the Italian public works system fully into line with international best practices.

Issues in fiscal federalism

As part of the strategy of public sector reform, Italy has been undergoing a
process of decentralisation. As a result, the Italian governance system has charac-
teristics both of a centralised state, with its close control over local spending, and
a federal model, with its focus on local taxes as a means of financing a large part of
local expenditure programmes. Currently, the local (i.e. regional, provincial and
municipal) authorities account for some 40 per cent of total general government
employment (Table 17). Local government consumption and investment spending
total around 60 per cent of the general government total, equivalent to 12 per cent
of GDP for 2000, a high proportion compared with other centralised states but low
relative to federal states (Table 21). Neither the centralised model nor the federal

Table 21.  Shares of local governments in overall receipts and expenditure1

1. In 2000 or nearest year available.
Source: OECD and Ministero dell’Economia e delle Finanze, Relazione generale sulla situazione economica del paese.

Italy Canada France Germany Japan
United 

Kingdom
United 
States

In per cent of GDP

Consumption spending 9.6 16.1 5.5 9.7 7.6 7.4 9.7
Capital spending 2.3 1.8 2.0 1.7 4.9 0.8 1.5
Total 11.9 17.9 7.5 11.4 12.5 8.2 11.2

Taxes 5.9 17.6 4.8 11.3 7.4 0.1 10.0
Transfers received from public entities 5.1 3.8 2.9 2.4 5.5 7.9 3.0

In per cent of general government

Consumption spending 46.8 73.1 30.6 70.1 47.6 33.3 55.5
Capital spending 11.5 8.3 11.0 12.2 30.6 3.7 8.5
Total 58.3 81.4 41.6 82.3 78.2 37.0 64.0

Taxes 20.1 53.9 19.2 49.9 41.3 0.1 42.6
Transfers received from public entities 17.3 11.6 11.6 10.6 30.7 79.0 12.8
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one is intrinsically better from the point of view of expenditure control, although if
the right conditions are present, the latter can impart important efficiency gains to
the budget and the economy at large (Box 4). But based on the below analysis, the
existing arrangements between central and local authorities have not enhanced
spending discipline. Revenue and spending autonomy at the lower levels of gov-
ernment appear not to be closely matched, with accompanying incentive and
co-ordination failures.

The objectives of decentralisation

In concept and design, reform has been motivated by both fiscal policy
and regional development concerns. In the first stage, during the 1970s, decentral-
isation on the spending side began with the assignment of health care, local trans-
port, manpower training, and environmental policies to the newly created
“ordinary statute regions”, according to constitutional mandate. (The spending
responsibilities of provinces and municipalities had already been established
in 1934, and those of the five “special statute regions” in 1948.) Expenditure devo-
lution was coupled with an enhanced redistributive role for central government to
reduce the regional disparities in the ability to finance and deliver a consistent
quality of services. A curious feature was that, as the devolution of spending
responsibilities to the regions began, taxing power was taken away from the
municipalities and substituted by a system of grants from the national government,
which extended to the new regions as well.

The second phase of decentralisation, during the 1990’s and still ongoing,
was a reaction to the evident failure by the initial devolution model to achieve its
objectives. First, centralising taxation while decentralising spending led to a loss of
general government spending discipline.46 The corruption scandals at the begin-
ning of the 1990s (tangentopoli) brought into sharp relief widespread waste of public
funds due to years of poor co-ordination among procurement agencies and exten-
sive collusion between suppliers and local administrations. Second, development
in the poorer regions was obstructed by an over-dependence on transfers, while
equalisation of per capita resources produced no convergence in service quality
and gave no incentives for better governance. The decision was made to devolve
a broader range of activities and powers to both the regions and municipalities,
and the movement was termed “administrative federalism”. The “Bassanini
reforms” of the late 1990s then sought to increase the capacity of lower-level
administrations to undertake their new functions.

In terms of actual amounts of spending devolved, the 1970-1985 phase
was by far the more significant: subnational government spending doubled from
7 to 14 per cent of GDP. After remaining broadly constant, the administrative fed-
eralism phase accounted for a further increase of only about ½ per cent of GDP. In
the past year, however, new “rules of government” have emerged and been locked
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Box 4. The attainment of efficiency gains from fiscal devolution

The arguments for fiscal devolution

The arguments in favour of fiscal devolution include the following:

– Subsidiarity: with devolved government the diversity of preferences across
jurisdictions would be better reflected in local spending patterns; this
yields a welfare gain, i.e. better allocational efficiency.

– Competition: local jurisdictions would be able to compete with each other for
tax bases, leading to lower tax rates, greater fiscal discipline and height-
ened operational efficiency of the public sector. Devolution brings the prin-
cipal and agent together, promoting accountability of local administration
on issues of a truly local nature.

– Democracy: devolution would give a boost to local democracy by “empowering”
citizens.

The theory underpinning this view (developed by Musgrave, Oates and
Tiebout), in turn, rests on three basic assumptions:

i) Local public goods are by nature non-distributive – i.e., the poor and
wealthy equally benefit from public goods provided by local governments.
Voting behaviour is therefore guided by efficiency rather than equity
motives.

ii) The benefits from local public spending are fully internalised in local resi-
dent taxes. In other words, local jurisdictions are neither exporters nor
importers of public goods. There are no inter-jurisdictional conflicts over
“who should pay the bill”.

iii) Voters are mobile, therefore the pressure on local governments to offer
value for (tax-) money is strong.

Caveats

Clearly these conditions are only partially met in reality and central governments
rely on the following mechanisms to tie the hands of local governments:

– Local governments have the possibility to raise user charges or property
taxes to test voter’s willingness to pay at the margin, but the bulk of local
government funding is based on a formula sharing source taxes with the
central government. That is, local tax autonomy is really undesirable, if
social equity is a stronger priority.

– Formula-based block grants (untied grants) or horizontal transfers are further
used to achieve equalisation of potential revenue and expenditure across
local jurisdictions. Conditional grants may be justified where there is evi-
dence of strong inter-regional spill-over effects, but strict limits are needed.

– Fiscal rules or borrowing controls are enforced to limit deficit spending. A
co-operative approach may be a useful complement or even substitute for
mechanical rules.
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into the constitution by a set of amendments. These take Italy closer to a fiscal
federalist model and enlarge the scope for future devolution.

Contradictions in the devolution of spending

The devolution of functions was from the outset financed almost totally by
tied transfers, the intention being to assure adequate funding and standards of
service in particular in the health and transportation areas (Table 22).47 But this
left central government in de facto control of many activities. To counter the risk that
further decentralisation might exacerbate already large inter-regional discrepan-
cies in service performance, the 1990 framework law reforming local administration
reaffirmed the constitutional requirement that a standard level of service must be
guaranteed to all citizens, and established the principle of the responsibility of

Box 4. The attainment of efficiency gains from fiscal devolution (cont.)

However, such “solutions” have the potential to create new problems of their
own which could ultimately undermine the rationale for devolution. In particular,
excessive controls emanating from the centre may obscure local administrations’
accountability to local citizens, while overly generous equalisation formulas weaken
the incentive of tax competition (100 per cent equalisation eliminates it). The
advantages of fiscal devolution may also cease to exist in cases where functions are
inappropriately devolved to lower levels, e.g. not truly local goods or those benefit-
ing from clear economies of scale, or where local governments suffer from a poor
capacity to implement spending. According to the basic principles of fiscal federal-
ism, the central government should have the responsibility for macroeconomic sta-
bilisation and income redistribution, as well as other functions providing clear
collective benefits or spillovers (national defence, R&D). Local governments are
usually best placed to provide merit goods and services, where local preferences
are likely to differ from any given set of uniform national standards.

Welfare could even be reduced if soft budget constraints were to arise as a
consequence of devolution. In Italy’s case, an unclear division of national and
local competencies, e.g. in the area of health, and conditional grants taking on the
character of entitlements, have prevented full fiscal responsibility in the receiving
governments. For budget constraints to be binding, lower level governments
should not be able to rely on transfers from above to bail them out of financial dif-
ficulties. But where arms-length relations with financial markets cannot be assured
or local governments cannot be allowed to suffer the consequences of their own
mismanagement, there is little alternative to maintaining tight central control over
their spending and borrowing. Exercising strong central control, in turn, requires
good provision of information and a strong reporting system, elements also missing
in the case of Italy.
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managers (managers of Local Health Units, public hospitals, university hospitals,
etc.), ostensibly in support of this goal. In their practical application, however, the
two principles have collided, as the powers of local managers are severely limited
by overlapping responsibilities. For example, co-payment rates for drugs48 and
salaries of health workers, school equipment and teachers’ salaries, transportation
tariffs, and rules for hiring and firing are strictly controlled at the central level. To a
large extent, central intervention has reflected its own (non-transparent) pursuit of
social and employment policies. Efforts by regions to control expenditures or
adapt them to local circumstances have in such ways been repeatedly frustrated,
particularly in the area of health care. As a consequence, the constitutional court is
constantly taking decisions on the proper boundary between national interest and
regional autonomy. The imposition of specific “essential” standards in health care
provision also creates moral hazard in that regions can come back to the central
government and demand higher transfers in order to cover the extra cost to them
of providing such levels of service.49

Regional autonomy has also been frequently challenged in the area of
regional development, and this has stymied efforts to develop local initiative in
the southern regions. The central authorities have long doubted the lower level
administrations’ ability to manage public investment projects properly. Access to
central funding was conditional upon satisfying complex procedural requirements
which often resulted in long delays in realisations and unfinished projects.50 With
the lack of autonomy tending to reinforce initial conditions of poor administrative

Table 22.  Functional breakdown of regional government expenditures
Percentage

1. For the provinces, expenditure on housing is included in social action.
2. Mainly health care for the regions, mainly social welcare and public health for the provinces and municipalities.
Source: Ministero dell’Economia e delle Finanze, Relazione generale sulla situazione economica del paese.

Ordinary statute Special statute

1992 1999 1992 1999

General administration 4.8 5.7 8.1 10.5
Justice 0.0 0.0 0.0 0.0
Police 0.0 0.7 0.4 0.3
Education and culture 1.4 5.0 4.8 10.5
Housing1 1.1 0.0 3.5 0.0
Social affairs2 78.3 62.5 46.5 35.7
Transport 6.2 6.6 3.7 2.2
Economic development 5.9 10.7 16.8 14.8
Non attributable 2.0 6.1 12.0 7.3
Repayment loans 0.3 2.7 4.2 9.1

Total current expenditure 86.7 82.9 60.3 70.4
Total capital expenditure 13.3 17.1 39.7 29.6
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capacity in the lagging areas, northern and central local governments have
remained consistently better performers than their counterparts in the south
despite roughly equalised per capita expenditure levels due to equalising trans-
fers. To tackle these problems, recent policy action has thus been directed at
improving local administrative capabilities for evaluation, through the promotion
of a network of technical units in central and local administrations.

Incentive effects of financing arrangements

Conditional grants have been a main source of perverse incentives in
regions, since they were set largely with reference to the previous year’s expendi-
tures and without any reference to objective performance criteria, and thus pro-
vided a constant incentive to overspend. These arrangements have further been
perverted by the budget process (see Box 5). The central government had an
incentive to underfund ex ante, under the pretence that regional expenditures
could be thus controlled, or to limit the apparent deficit at the time of budget
approval. The resulting local deficits were financed by arrears to suppliers and
borrowing from banks, so as to bypass legal limits on borrowing by subnational
governments.51 The government periodically cleared the informal debts of the
regions via capital transfers every two or three years for health and every three to
five years for transport, thereby implicitly rewarding high or inefficient spenders.
These off-budget operations amounted to about 6 per cent of budget appropria-
tions in the health sector in 2000 (Table 23). An attempt was made in 1993 to limit
grants in both sectors to a notion of “standard” per capita costs and own revenue
capacity, with the intent of punishing any deviation in actual from standard costs
(which would have to be covered by raising new regional taxes). However, the
efforts failed due to the inability to define standard costs.

Reforms entered a new phase with the devolution of tax power and coun-
terpart withdrawal of conditional grants since 1993. Tax devolution has taken two
distinct forms:

– The assignment of some autonomy in determining tax rates as well as
tax bases to lower level governments, notably the introduction of a
regional health payroll tax in 1993, which was transformed in 1998 into a
business value added tax, IRAP.52

– The sharing of some national tax revenues produced in the regional or
municipal authority, notably the personal income tax.

Yields from the new tax sources were to be deducted one for one from
transfers, giving no net gain in the short run. In the longer run, however, the possi-
bility of higher revenue growth from own tax sources should have given subna-
tional governments an incentive to encourage local growth, as well as to be more
efficient in spending in line with the principles of tax competition.
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Box 5. Budget control and co-ordination problems at local levels

Inadequate co-ordination between central and local government

Many of the defects noted with respect to national budgeting are replicated at
the local level, where a complex and legalistic budgeting system makes for a lack of
budgetary control and oversight either internally, by citizens, or by the national gov-
ernment. Even though regional and local administrations are the major providers of
public services, present accounting methods do not include assessment of the eco-
nomic costs of such services, either in the project selection or evaluation phases of
the budget process. Auditing is mainly internal, non-professional, and purely formal
(to make sure no laws were broken).1 The ability to make economic choices is limited
by a lack of flexibility in the use of conditional grants. The inherent lack of accountabil-
ity and flexibility, in turn, provides little incentive to innovate, especially in regions
with low administrative capacity. Popular expectations of local and regional govern-
ments are low as dissatisfaction with the services rendered focuses on the central gov-
ernment, which is blamed for insufficient and delayed funding and for imposing
inflexible rules on the use of funds and provision of services.2

Poor co-ordination with the central government exacerbates these problems.
Deliberate ex ante underfunding by the Treasury has made for high budgetary uncer-
tainty, which also entails direct economic costs. Delaying provision for local capital
projects can increase their costs, while diverting borrowing to commercial banks
may allow non-economic projects to proceed due to the implicit government guar-
antee on the loan. Allowing the local health units to go into arrears encourages sup-
pliers to add a premium to their prices, in expectation of delayed payment. The
central government does a poor job in collecting information on aggregate budgets
or monitoring spending, and getting data with a long lag in large part because of the
lower levels’ financial dependence on central government itself.3 Responsibility for
distributing grants to and monitoring regional and local governments rests with
Treasury and the Ministry of the Interior, respectively, but there has been little
co-ordination on sub-national matters between the two.

The challenge of the Internal Stability Pact

In the context of the Stability and Growth Pact, the national government
makes budgetary commitments to the EU on behalf of the general government, so
that compliance concerns all levels. The 1999 financial law ushered in the so-
called Internal Stability Pact, imposing deficit reduction vis-à-vis a no-policy-change
baseline on subnational governments, with a co-operative mechanism, mainly in
the context of the regional and mayors conferences, to deal with corrections of
eventual overshoots. The global reduction was apportioned among the three sub-
national layers of government (regional, provincial and municipal) as well as sin-
gle governments according to their levels of primary current expenditure. The def-
icit governed by the rule is on a cash basis, and excludes capital spending and
interest payments on the expenditure side, and central government transfers on
the revenue side. There is also a rule on debt, which however is poorly defined:
given that pre-existing rules allow borrowing for capital expenditures up to the limit
where debt service equals 25 per cent of own revenues, a large potential for
borrowing and fiscal expansion seems to exist with the growing devolution of tax bases.4
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Box 5. Budget control and co-ordination problems at local levels (cont.)

Although the pact provided for the timely provision of data (by both regions
and local governments above a certain size) on evolving budget positions, prob-
lems in monitoring have arisen because of continuing reporting and accounting
difficulties (EU-level commitments are on an accruals basis and refer to a net
lending definition of the deficit). The pact was continued under the financial laws
for both 2000 and 2001. The latter included for the first time the obligation by
regional and local governments to show, ex ante, that budgets submitted for
approval to local and regional assemblies meet the targets assigned to them.
Another provision of the same bill required regional governments to raise taxes if
expenditure on health should be higher than target. The latter has been highly
disputed, not enforced, and may be suspect on constitutional grounds.5

Overall, such co-ordination problems have led to a poor performance under the
pact, particularly in the area of health spending. A more fundamental problem, per-
haps, has been the lack of effective sanctions on non-compliance, apart from the
sharing of sanctions which might be imposed at the European level on Italy. Indeed,
the pact could even serve to perpetuate the soft budget constraint by encouraging
free-riding. Even if recouped later on (itself doubtful), any budget overshoot at the
sub-national government level must be compensated in the current year by the
central government, given that it would be the one to bear most of the reputational
costs of any breaching of the Maastricht ceiling.6 The August 2001 health agreement
with the regions featured an attempt at sanctions, by making full central funding
conditional on the adoption of certain spending measures (Chapter II).

1. For local governments, the 1990 framework law provided for an external Board of Audi-
tors consisting of professionals. All public entities were to use cost accounting, and while
still retaining the cash reporting were also to use accrual accounting. However, these pro-
visions have not been implemented. In the case of local governments, accounting is still
regulated by a 1934 national law, so that additional national implementing legislation is
required to establish accrual accounting. Also, local administrators have generally been
unable to solve the technical difficulties in implementing a cost accounting system.

2. See Emiliani et al. (1997).
3. Regional budget formulation begins only when the central government budget is

approved by parliament. Only when the regions know their tax rates and grant amounts,
can their own budgeting begin. Then the regional budgets must be submitted to the
national government, which has a 30-day statutory period to approve or comment (it can-
not reject them). Meanwhile, the first quarter’s operations are conducted on the basis of
the appropriations for the first quarter of the previous fiscal year. Moreover, the Treasury
is reluctant to release the grants, even those budgeted for – they require continuous
prodding by the regional governments. See Emiliani et al. (1997).

4. Balassone and Franco (1999).
5. See Giarda (2000).
6. Balassone and Franco (1999) point out that apportioning the required effort across sub-

national governments according to their levels of primary current expenditures is also
unfair: not only does a government which is already running a surplus have to contribute
to the effort, but if its level of current primary spending is high, it may be required a
larger effort than a government running a large deficit. The pact also does not attempt to
deal with the impact of the cycle on lower level budgets, just as devolution of taxation is
making these budgets more cyclically sensitive than before.
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However, conditional transfers continued to account for 55 per cent of
regional revenues (Table 24), and the same moral hazard problems continued,
with regions having no incentive to use their new tax powers to cover health and
transport deficits, or alternatively to limit overruns via efficiency savings in order to
reduce taxes. Furthermore, the central government continued to collect and set

Table 23.  Public health care expenditure overruns1

Trillions of lire

1. Figures refer to expenditure of the local health units.
2. From 1998 on, including regional income tax (addizionale IRPE). Prior to 1998, represents other taxes that were

replaced by the IRAP in 1998.
Source: Ministero dell’Economia e delle Finanze, Relazione generale sulla situazione economica del paese.

1995 1996 1997 1998 1999 2000

Financing 92 502 97 849 99 993 105 416 112 958 124 586
IRAP2 47 089 50 550 51 442 55 037 50 288 55 920
State transfers 38 350 38 864 38 432 39 702 51 519 52 787
Other own revenues 3 933 4 163 4 645 4 947 5 269 9 055
Special statute regions 3 130 4 273 5 474 5 730 5 883 6 824

Spending 93 801 101 819 110 394 114 588 120 380 132 454

Deficit –1 299 –3 970 –10 400 –9 172 –7 422 –7 868
As a percentage of spending 1.4 3.9 9.4 8.0 6.2 5.9

Table 24.  Revenue sources of local governments

Source: Ministero dell’Economia e delle Finanze, Relazione sulla stima del fabbisogno di cassa.

1992 1996 2000 1992 1996 2000

Billions of lire Shares in percentage

Regions
Taxes 11 680 23 999 81 499 9.4 17.1 44.2
Social contributions . . 0 0 . . 0.0 0.0
Sales of goods and services 0 0 0 0.0 0.0 0.0
Transfers 111 990 115 344 100 156 89.6 82.2 54.3
Capital income 510 683 1 267 0.4 0.5 0.7
Others 780 261 1 358 0.6 0.2 0.7

Total 124 960 140 287 184 280 100.0 100.0 100.0

Provinces and municipalities
Taxes 14 600 31 642 38 081 21.2 40.2 43.7
Social contributions . . 0 0 . . 0.0 0.0
Sales of goods and services 6 850 8 765 11 441 10.0 11.1 13.1
Transfers 40 390 32 327 30 646 58.8 41.1 35.1
Capital income 1 420 2 340 3 714 2.1 3.0 4.3
Others 5 390 3 551 3 333 7.9 4.5 3.8

Total 68 650 78 625 87 215 100.0 100.0 100.0
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the IRAP during a 2-year transition period, so that it has for the time being
remained essentially a tax controlled by the central government.

A major reform of regional financing took place in March 2000, whereby a
rules-based system of horizontal equalisation using a portion of national VAT
receipts was introduced, abolishing almost all transfers to the regions, at least
ex ante.The VAT fund is to equalise up to 90 per cent of the differences in standard-
ised per capita revenues,53 and also assign resources according to health related
indicators (age structure or demographic indicators) in order to take into account
the constitutional mandate that financing of regions’ activities be “needs related”.
The more transparent footing of intergovernmental fiscal relations should help to
stem regional spending overruns, while the fact that equalisation is less than
100 per cent leaves room for incentives to develop local tax bases. There are also
potential problems. The “health needs” financing portion, in particular, could be
subject to continual upward revisions as health costs rise due to population age-
ing, especially as the formula for calculating it is unclear.54 This would tend to shift
resources from the poorer toward the richer regions given the much older age
structure of the latter, in turn putting upward pressure on the solidarity compo-
nent and thus damaging incentives as well as credibility of the rule. The high
share of own taxes in the form of the business value added tax (IRAP) may also
provide little practical fiscal autonomy to the poorer regions, where the tax base is
small; in the case of rapid future rises in health spending, they would have to raise
tax rates much more than would the richer regions to balance budgets, which
could distort business location decisions and further undermine their growth
potential.55 The new system may fail to harden budget constraints sufficiently
insofar as bailouts have not been excluded and the phase-in period is rather long
(fourteen years), given the time needed by the poorer regions to build up their
administrative capacity and to improve their growth fundamentals in order to
cope with it. Finally, repeated attempts to replace the (presently chaotic)56 system
for awarding grants at the municipal level by a more equitable, rules-based
system have been so far unsuccessful.

Thus, the ongoing reform of financing at sub-national levels has yet to pro-
duce tangible results. The situation has been complicated, moreover, by recent
constitutional changes which significantly widen the scope for further devolution,
importantly including in the area of education, but also having unclear implica-
tions for fiscal accountability (Box 6). The new government, for its part, has tar-
geted devolution as an important area of attention in its reform agenda. A major
initiative has been the new health agreement with the regions (Chapter II), which
by eliminating the harmful practice of ex ante underfunding should improve the
budgeting process considerably. But despite a financial incentive for implement-
ing specified spending economies, it may not eliminate moral hazard insofar as
bailouts have not been explicitly excluded. More generally, the government plans
to accord full local spending autonomy while centralising control over funding in
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Box 6. The 2001 constitutional amendments

A set of constitutional amendments in the area of fiscal federal relations was
passed by the previous Parliament and ratified by popular referendum on
7 October 2001. The main changes are as follows (see Giarda, 2001):

• More legislative power for regional governments and differentiated regional autonomy.
Legislative competence belonging exclusively to the central government in
certain areas – most notably education – is transferred to a regime of
shared responsibility with regions (i.e., national government sets legislation
defining “fundamental principles” and regions the implementing legisla-
tion). At the same time, concurrent competence in many more areas is
transferred to exclusive regional competence. It is, however, up to the
regions to ask for these transfers of power, which Parliament must approve.
It is not clear how financing arrangements will reflect potentially very differing
levels of regional autonomy.

• More emphasis on regional taxes and sharing of national taxes according to the regional
distribution of tax bases. This is an important change relative to the present
constitution, where shared national taxes accrue to a national fund to be
divided among regions according to “needs” evaluation. “Needs” will con-
tinue to affect financing in areas of concurrent competence, however, prob-
ably in terms of a system of block grants (the new text is heavily worded
against conditional grants). The reform is thus likely to generate greater
interregional differences in service levels: uniformity is no longer an
absolute constitutional value.

• Constitutional recognition and power of execution for sub-regional governments (munici-
palities and provinces). The power of execution, formerly strictly connected to
legislative power, is to be transferred to sub-regional governments, which
are also for the first time mentioned in the constitution and accorded
equalisation principles formerly reserved only for regions. The reform pro-
vides something of an institutional revolution, as municipalities in future
might be charged with responsibility in fields such as education, now
entirely in the hands of central government agencies. What is not clear,
however, is the degree of flexibility that will be allowed in the carrying out
of their new functions, nor the accompanying mode of finance. Echoing past
problems with devolution, rigid mandates would remove performance
incentives and require categorical grants (with full pass through condi-
tions); alternatively, autonomy not supported by tax effort is likely to
produce fiscal irresponsibility.

Although deficit financing of subnational current expenditures is constitution-
ally excluded, past experience suggests that the implied hardening of the budget
constraint could be counteracted by the possible loss of fiscal accountability asso-
ciated with: i) the bigger share of public activities that will be managed under the
regime of concurrent legislative power, and ii) the assignment of execution powers
for regional and national competencies to sub-regional governments.
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the areas of health, education, and police. Whether this mix, which seems to be
consistent with the new constitutional provisions, will serve to harden budget
constraints is debatable and the new strategy awaits further clarification.

Implications for health care spending

Despite a relatively modest level of health spending, Italy does quite well
in terms of health outcomes.57 However, a number of indicators suggest serious
micro-inefficiencies in health care supply. First, payments to suppliers are increas-
ingly delayed (as seen, the predominant mode of financing spending overruns),
and waiting times for medical procedures are long.58 The premia charged for pay-
ment delays have also led to an excessive cost of medical supplies, including
pharmaceuticals, equipment, and services. Second, there exist large differences
across regions in utilisation rates. Third, Italy has almost twice the number of doc-
tors per 1 000 inhabitants as the OECD average (4.7 versus 2.5), but only one-fourth
the number of nurses per doctor (0.6 versus 2.4), while almost one-third of hospitals
have fewer than the minimum number of beds considered necessary for efficiency
and quality of care.59

At the macro level, conversely, health care expenditures have been
squeezed, in particular in the first half of the 1990s (in the run-up to EMU), when
public health spending fell by almost 2 per cent in real terms – unheard of in the
OECD context. At present, the health care spending to GDP ratio remains rela-
tively low, but the savings achieved earlier – administrative cuts in wages and
input prices and capital spending freezes – were unsustainable. Indeed, health
care spending has started to rise very fast since 1995, leading to the observed
overruns, and such aggregate demand pressures may be driving this process inde-
pendently of underlying micro efficiency problems or defective budget co-ordination
observed under the internal stability pact. Population ageing implies an aggra-
vation of such pressures in the future. In addition, the experience of other coun-
tries shows that the decentralisation of health spending has normally been
associated with an increase in spending during a transition period.60 This also
means that it is very difficult to decentralise health care while constraining its
spending, as was required for EMU entry and will continue to be required under
the internal stability pact.

Assessment and agenda for further reform

Rebalancing public spending

The successive phases of fiscal expansion and consolidation have left the
Italian budget with several major compositional and operational weaknesses.
Spending in certain areas such as debt service and pensions is high, but in areas
such as health, education, infrastructure investment and research, family and
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unemployment benefits, it is relatively low (Table 15). There are important needs
to be met in human capital and in infrastructure development, and national
resources for health, education and research may need to be increased. The social
safety net is meagre, apart from pensions, and unemployment assistance, child
and old age care will need to be reinforced in view of labour market needs (it
would also enhance the performance of automatic fiscal stabilisers). The challenge
is to find the resources to do these things while also facilitating tax cuts.

There are two ways of achieving this: a transfer of resources among pro-
grammes and a more efficient provision. In terms of resources allocated to it, Ital-
ian pension spending is almost alone in standing well above the OECD average.
Indeed, there is substantial further scope for savings in the area of pensions. The
2000 Economic Survey of Italy showed that the reforms of the 1990s imply a major
improvement in incentives affecting the timing of retirement and a major contain-
ment of benefit generosity, but that the phase-in of the reforms is rather slow.
Urgent initiatives are needed to offset the increase of pension spending that can
be expected when the baby-boom generation enters retirement. Namely: extend
the pro-rata system for the calculation of benefits (which at present applies only
to individuals with less than 18 years of contribution before 1995) to all workers;
step-up the planned phase-out  of the incentives to early  ret irement
(i.e. retirement after 35 years of contributions and irrespective of the age of the
individual); and remove the strong disincentive to working beyond age 64 in the
present pension benefits formula. The findings of the Brambilla pension commis-
sion, created in the early days of the new government, would appear to strongly
support these conclusions (see Annex II). In particular, the slow transition implies
a further rise in the pension spending ratio of 0-4 per cent of GDP in coming
decades, depending on the long-run rate of economic growth, and a 5 per cent of
GDP widening of the deficit of the pension system. The implications are that mea-
sures to speed the transition and substantially cut pension spending further will
be needed to avoid a severe crowding out of other expenditures in the years to
come. Although actions have been taken to diminish incentives during the transition
phase to retire early, more could be done in this field.

Achieving greater administrative and economic efficiency

A broad-based personnel reform needs to be further carried out, via a
greater use of flexible labour forms and increased mobility, including a much
needed shift towards a performance-based pay system. However, such a reform
would need to be part of a general overhaul of the administrative system. Also, it
is possible that initially the reform could lead to higher costs due to the political
reality that losers would need to be compensated, though this should not be a
reason not to undertake the reform since long-run savings (both directly in the
wage bill and indirectly in greater public service efficiency) could be much higher.
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A conclusion of the above analysis is that the system of expenditure con-
trol has severe defects which have, in the past, led to involuntary overruns and
inefficient resource use in the government sector. Exploiting existing scope for
greater efficiencies, both in the specialised agencies and in the provision of gen-
eral government services, could not only release resources for urgent priorities
but also produce a more efficient and equitable economic policy. There are sev-
eral areas calling out for policy action, and the adoption of cost-benefit accounting
would allow for better prioritisation. On present accounting practices, there is no
way of ascertaining whether, or by how much, public spending exceeds the point
of technical equalisation between social marginal costs and benefits.

Recent reforms have been significant and have gone some way to improv-
ing the budget management and control weaknesses responsible for erratic bud-
get outcomes. New methods of budgeting and reporting have helped control
spending levels, reducing (until 2001) deficit overruns. Greater accountability and
client-orientation are being built into the public administration apparatus. Better
incentive structures have been built into civil-service management structures and
regulatory reforms have improved the quality of government service provision.
Overall, however, the effort is still far from complete if measured against the
objectives of establishing an accessible public administration, a fundamentally
changed managerial behaviour and a cost-saving organisational culture that is
secure against undue influence from special interests. There is still excessive
focus on the annual budget, and not enough attention paid to medium-term
objectives. A strategic planning capability remains to be developed. Expenditure
programmes will need to be designed in an explicitly medium-term context where
goals and instruments are clearly identified.

As concerns budget management and control, the ongoing transition
towards accrual accounting needs to be stepped up in order to be able to
enforce budget ceilings at all levels of government. The amount of funds permit-
ted to be “carried-over” from previous years should be expressly circumscribed
over time in terms of the cumulated amounts, in the context of a medium budget
framework. Whatever remaining obstacles prevent the budget from focusing on
the wider, economic, definitions of the public sector should be removed.61 As
concerns audit activities, the mandate given to the Audit Court – focusing on
results rather than mere compliance with legal procedures – needs to be fully
implemented, while an expanded role for Parliament in external audit should
also be established. A better-informed Parliament is important for it to make a
constructive contribution to the budget at the preparatory stage. Both the Parlia-
ment’s office in charge of evaluating the budget law and the Audit Court should
be given the possibility to increase their staff accordingly, which may necessi-
tate changes in the statutory ceilings on permitted personnel, preferably with
compensatory reductions elsewhere.
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Making decentralisation more effective

Italy’s process of decentralisation has by and large not succeeded in
obtaining the expected efficiency gains from fiscal devolution. Very little progress
has been achieved so far towards greater local transparency and moral hazard
problems remain strong, because regional authorities know that their overruns will
be covered ex post by the central government. The lack of credible sanctions
implies that the balanced budget requirement is never met. To correct these defi-
ciencies, the devolution of tax and spending power needs to be buttressed by
better internal control mechanisms and institutional capacity in the receiving gov-
ernments. A clear identification and allocation of spending and financing responsi-
bilities across levels of government, with better co-ordination, is needed to make
the development of local initiative and responsibility compatible with a hard
budget constraint.

Imposing a harder budget constraint…

The recent reform of fiscal federal relations in Italy is a major step in hard-
ening the lower tier government budget constraints, as it de-links the provision of
grants from historical expenditures, which eliminates an important incentive to
overspend, and strengthens the transparency of intergovernmental relationships.
But devolving more tax power would be useless unless the moral hazard that per-
petuates reliance on ex post bailouts is removed. One approach would be to intro-
duce sanctions into the internal stability pact. Regions which build up large
arrears might be subject to intervention of the Treasury, via the imposition of tem-
porary tight controls over budgets and spending, implying reputational penalties
for the politicians responsible.62 The credibility of the new tax sharing rules needs
to be strong at the outset.63

… will require greater spending autonomy…

Once the “no bail-out” threat can be made credible, regions will be in a
position to assume greater responsibility for making good use of the money pro-
vided by (rule-based) transfers and local taxes. Accountability to the voters can
help to bring about large potential benefits of decentralisation such as better
allocative efficiency and public sector productivity. But this will also require
devolving more real autonomy on the spending side. The recent phase of admin-
istrative federalism introduced new management and organisational tools to allow
managers to set and pursue performance goals. Important as these are, without
the basic freedom to prioritise activities in response to local preferences, or to set
output prices and negotiate for input costs with respect to market-based criteria,
they could remain superficial.
© OECD 2001



94 OECD Economic Surveys: Italy
… particularly in the health sector

These issues are paramount in the health care sector, where the resources
needed to improve service provision can come only from more efficient manage-
ment, given the tight spending ceilings of the internal stability pact. Otherwise,
introduction of a hard budget constraint could exacerbate the problems of rationing
and low service quality in the poorer areas. A process of implementing health sector
reform, giving local health care units strong incentives to allocate resources effec-
tively and to deliver services efficiently, is urgently needed and can only be
designed and carried out at the regional level within a framework of national princi-
ples. This will require the attainment of full responsibility by regional authorities to
determine what services can be provided and to negotiate contracts with health
care providers,bearing the full costs of their actions and using their discretion to
raise taxes if need be, or to adjust costs in line with sound management principles.64

At the same time, the inherent contradiction between enhanced regional
policy autonomy and social equity as expressed in mandated “national standards”
needs to be resolved. Under the new national tax sharing arrangements, nearly all
(90 per cent) of regional differences in tax base capacity will be offset. This should
provide the basis for social equity, with a possible top-up through a system of
block grants. It also should be noted that the new amendments appear to remove
the constitutional justification for mandated service uniformity, while affirming the
right at all levels to share equitably in national tax resources (Box 6). To end the
moral hazard that overlapping responsibilities imply, the central government
should therefore end rigid mandates on essential services, co-payments, staff sal-
aries, or hiring and firing rules, etc. Its more appropriate role might be to facilitate
mechanisms through which best practice principles could be disseminated, for
example creation of a database of nation-wide benchmarks against which regional
authorities can assess the performance of their own local health units. National
standards need to be defined in terms of a set of “bare minimum” levels of ser-
vice, as opposed to the current set of entitlements, guaranteed to all residents in
any area after appropriate negotiation between the regions and the center.65

Improving local institutional capacity…

Decentralisation will finally lead to improved public services only if sub-
national governments have the necessary administrative capacity to manage the
transition to higher efficiency.66 The initial situation in some of the regions and
local administrations is greatly lacking in this respect, and radical measures to
build such capacity are needed. A key feature of the Bassanini laws has been the
reform of human resource management system discussed above; it is important
that this be fully implemented. Inefficient staff allocations and poor skills, in par-
ticular in the southern regions, have not been addressed, and this calls for inten-
sive retraining of civil servants so as to allow them to perform new tasks or
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become more productive in their current ones. Policies to allow staff dismissals
may also be needed.

… will enhance service capability

In the process, real accountability to the public must be created (to fulfil the
new “citizen charter” pledges), as opposed to legalistic notions of responsibility. This
would include a “value for money” approach to local performance, including the eval-
uation of efficiency and effectiveness in service provision, and ability to cost services
ex ante. Enhanced public scrutiny of sub-national budgets and outcomes could be
encouraged by publication of such budgets. Modern accounting, budgeting, and
auditing principles are an essential step towards the full transparency needed to
monitor the performance of local health units and transportation companies.

Options for the use of market instruments

OECD experience has shown that the private sector can perform some of
the functions traditionally carried out by government more efficiently. Technologi-
cal developments are helping in this direction. Examples include refuse collec-
tion, running utilities, and road passenger transport. For a number of such
domains, most notably transportation, electricity, and gas, the introduction of mar-
ket mechanisms at the local level is instrumental to a successful liberalisation
nation-wide. Privatisation could take the form of either outright sale of the under-
lying assets, as Italy has done to a large degree, or more contracting-out of the
management of facilities and delivery of services. In the domain of asset sales,
experience shows that market structure is at least as important as ownership. The
goal is to deliver services in a competitive market framework, not to maximise pri-
vatisation receipts by creating private monopolies. Contracting-out can result in
substantial savings if contracts are properly designed, while improving the quality
of public services retained in-house via the “threat” of outside competition.67

In the area of infrastructure building and maintenance, where risks to pri-
vate investors are high but financial and managerial know-how largely lacking in the
public sector, private-public partnerships (PPPs) are a promising development. At
the same time, the experience of other countries has borne out that local policy-
makers should be careful to: i) contain project costs for example by use of standard-
ised contracts; ii) ensure competition both in the tendering process and over the
duration of the contract to avoid creation of monopoly positions; and iii) not initiate
PPPs where traditional public investment might be more appropriate.68 Similar
principles would apply to the privatisation of government services in general.

Directly competing with the private sector is a related approach bringing
market discipline into play in the carrying out of public sector activities. Examples
are open public procurement and competitive recruitment, schemes which Italy
has already adopted (see above). Italian cities have also formed partnerships with
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each other to improve supply efficiency, as in electricity, for example, while also
allowing competing private entry into many areas of local service provision, under
the impetus of the Bassanini reforms. The current government plans to step up this
trend (Chapter IV), but it could be pushed farther, for example liberalising the
labour markets in public administration to allow for more flexible wage setting and
temporary contracts, depending on local conditions and budget constraints. Other
OECD countries have been able to stimulate competition and efficiency in the edu-
cation sector via the use of vouchers and decentralisation of education policy, the
latter now being an official policy objective in Italy.69 A greater use of market-based
management principles should be made in both health and education (in particular
higher education) sectors in Italy, especially as the problem of overlapping compe-
tencies with central government is removed, as recommended above. Also, a
greater use of charges and copayments in areas such as health, education, and
transport could help reduce budget pressures by shifting costs to the final user.

Italy has inaugurated elements of competition and partnership with the
private sector in its promising new approach to infrastructure spending in the
South. This plan has relied on a set of market-based incentives and private partic-
ipation in local government infrastructure projects. It provides a model for rein-
forcing regional autonomy while building their administrative capacity in a context
of mutual trust and co-operation between levels of government,70 creative guid-
ance and technical assistance from the centre, and competition-based local man-
agement. This experience also goes to show that the EU can impart a useful
externality to reform efforts (as in public procurement; see above). However, the
above caveats about PPPs need to be considered when deciding how far local
governments should go into business activities. Also, the scope of the new Strate-
gic Infrastructure Law should be strictly limited to strategic infrastructure where
cross-regional interests are clear and paramount – i.e. where there is a national
interest at stake – to avoid any undesirable reversal of the trend to greater local
autonomy and openness to market forces. And consistent with the above sugges-
tions, all projects targeted by the law should be subjected to careful cost-benefit
analysis and a clear identification of the complementarities with private invest-
ment;71 the apparently “fast-track” procedures facilitated by this law should not be
allowed to skip this vital step. It remains true as well that general economic frame-
work conditions need to be improved in order to maximise the ability of the pri-
vate sector to participate, notably via more competition and better functioning
financial and labour markets. These concerns form the focus of the next chapter. A
summary of recommendations provided in this chapter is given in Box 7.
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Box 7. Recommendations for reforming public expenditure in Italy

Based on the analysis presented in the chapter, policy initiatives are needed
to ensure more effective allocation and use of public resources. There are two
ways of achieving this: a transfer of resources among programmes and a more
efficient provision of services.

Complete the reform of the pension system

Despite reforms, expenditure on pensions, already very high, is expected to
increase further. The authorities need to:

– Apply the pro-rata system for the calculations of benefits to all workers,
regardless of the years of contributions (the new system applies only to
those with less than 18 years of pension contributions before 1995).

– Phase out seniority pensions more rapidly (pensioni di anzianità).

– Raise the minimum retirement age to 60 years, and ensure a neutral pension
system also as regards the decision to retire beyond 64.

Create a rational health care system

There will be growing expenditure pressure on health services for the elderly
which may exacerbate pressure on public spending. The government should:

– Subject regional health spending to national standards in terms of a set of
minimum levels of service, ensure that the regions are responsible for what
services are provided, while assuming the full financial costs of their actions.

– Give health care units strong incentives to design and implement sound
management practices, to match the requirement of fiscal responsibility
with spending autonomy.

Strengthen other income transfers

To modernise the transfer system, the authorities need to:

– Re-examine income support schemes for the unemployed (following the
recommendations of Chapter IV).

– Socialise part of child and old age care.

– Develop a well-targeted and carefully monitored social safety net.

Improve the budget process

A sine qua non of effective reform is a more accountable budget process.
Reform is still far from complete if measured against the objective of abandoning
excessive reliance on detailed legal requirements in favour of a more evaluative
approach. The government needs to:

– Encourage budgeting by objectives at all levels of government.

– Reduce the extent to which budget appropriations can be “carried over” from
previous years in the annual budget and not change budget allocations
unless explicitly permitted by a supplementary appropriation process.
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Box 7. Recommendations for reforming public expenditure in Italy (cont.)

– Step-up the ongoing transition towards quarterly accrual accounting.

– Pay greater attention to medium-term objectives by designing expenditure
programmes in an explicitly medium term context.

– As concerns audit activities: reinforce both external and internal audit sys-
tems; fully implement the 1994 mandate of the Audit Courtand of external
Auditing Boards at the local level; strengthen ex post political oversight.

Harden budget constraints at lower level of government

The process of decentralisation needs to deliver greater efficiency gains,
requiring:

– Action to correct the “moral hazard” problems arising from the fact that the
regional authorities assume that their spending overruns will be covered
ex post by the central government. Sanctions should be introduced into the
internal stability pact.

– More local spending autonomy to make fiscal responsibility operational.
This requires clarification of areas where there are overlapping responsibil-
ities with central government. More monitoring and evaluation of develop-
ment projects can enhance the learning process that comes with autonomy.

– Better institutional capacity at the local levels. Skills need to be raised via
training and market-based personnel reforms. Negotiation and partnership
with civil society and the central government are other elements of success.

Enhance the efficiency of the public administration

Action is needed to exploit existing scope for greater efficiencies at all levels
of government:

– Measures should be taken to ensure that the planned shift towards a
performance related pay system is fully implemented.

– Enhancing the efficiency of public employees also requires an effective
competitive hiring, the use of mobility provisions, and more differentiated
wages to eliminate labour mismatches.

– The process of establishing a more accessible and accountable public
administration could be facilitated by the issue of a clear calendar of
intermediate objectives, progress reports and press releases.

– Fully exploit the potential of information and communications technology
for better government and deeper interaction with citizens.

Implement a transparent public investment strategy

The amount of public investment is low by international standards and new
investment programmes have been devised to fill this gap. The government should:

– Allow infrastructure investment to be co-financed with private capital from
both national and international sources, subject to allowing adequate
competition in the market.
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Box 7. Recommendations for reforming public expenditure in Italy (cont.)

Use market instrument more widely

– Place the Strategic Infrastructure Law in the context of a comprehensive
strategy involving all tiers of government as well as the private sector, and
ensuring an adequate degree of surveillance;

The private sector can perform some of the functions traditionally carried by
the government more efficiently. More attention should be paid to bringing mar-
ket discipline into the carrying out of public sector activities:

– The provision of a broader range of local goods and services (e.g. bus ser-
vices, waste collection and child care services) and the purchase of inputs
for public sector agencies (e.g. maintenance and cleaning of public buildings
and financial services) need to be increasingly contracted-out.

– User charges can be helpful in reducing excess demand for public services
and improving their quality through the introduction of market signals, and
they relieve the general taxpayer the cost of providing services.
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IV. Structural reforms to raise potential growth

The policy implications of the 1990s growth slowdown

As measured by potential (full employment) GDP growth, Italy experi-
enced the largest slowdown among the major European economies between
the 1980s and 1990s (Figure 20). Much of this could represent the end of catch-up,
as Italy reached GDP per capita levels similar to those of France, Germany and the
UK by the end of the 1990s (Figure 21), having outperformed them in growth terms
in earlier decades. Profound macroeconomic and structural reforms over the
decade of the 1990s may have suppressed output growth, during a transition
period, as well. Indeed, Chapter I described an acceleration of activity around the

Figure 20. Potential GDP growth
Average annual growth over period

Source: OECD.
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turn of the millenium. But it also noted that Italy’s export performance has been,
on balance, disappointing. And there remains a deep regional divide: the Centre-
North has a per capita output level equal to 122 per cent of the EU average,
whereas that of the Mezzogiorno is only 68 per cent. Thus, the need to continue and
deepen the process of structural reform would appear to be strongly indicated.

A growth accounting framework

Relative to other larger OECD economies, Italy’s per capita GDP growth
performance in the 1990s was about in the middle, after having been near the top
in the 1980s (Table 25). The countries that managed to raise their growth rates
showed a more intensive use of labour (Netherlands, Spain,) and/or higher multi-
factor productivity (MFP) growth (Netherlands, United States). Italy is character-
ised by a declining labour utilisation rate – mainly the result of a rising unemploy-
ment rate as slightly worsening demographics were just offset by higher labour
force participation. Moreover, a sharp fall in participation (and hours worked) dur-
ing the first half of the 1990s was only partly corrected by an upward dynamic in
the second half (Table 26). Thus, participation rates of youths, women, and older
workers remain much lower than in the comparison countries (apart from female

Figure 21. GDP per capita
Volumes indices – Levels of PPP – year 1999

Source: OECD.
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104 OECD Economic Surveys: Italy
participation in Spain) (Table 27). Youth unemployment rates have been declining
but are still higher than elsewhere. Differences within Italy are as great as those
vis-à-vis other countries, with participation low mainly in the South although that of
female and old-age workers is low in the Centre-North as well.

The slowdown in Italian MFP growth during the last decade is also striking,
and may explain (along with insufficient product market competition) declining
international competitiveness. Figure 22, based on the recent OECD (2001e)
growth study, is suggestive of some of the factors involved:72

– MFP growth has tended to pick up more in countries that have made
greater use of information and communications technology (ICT). But Italy (along
with Spain) has made least use among OECD countries of such technol-
ogy (Panel A). Moreover, the contributions of ICT-producing and ICT-
using sectors to total economy labour productivity declined significantly
in the second half of the 1990s.

– Increased MFP growth is associated with increased business R&D. In Italy,
business R&D spending has been stagnant (Panel B), and along with
government R&D spending is only half the EU average. Moreover, aver-
age annual growth in total R&D spending over the 1990s was negative.

– Countries with the lowest administrative barriers to entrepreneurship have also
registered the largest increase in MFP growth. Administrative burdens
on start-ups are key in this respect, and on this score Italy has displayed
the highest level of red tape (Panel C).73

– Labour market rigidity in the form of employment protection legislation may also
have played a role in lowering MFP growth. Italy features as an OECD coun-
try with one of the highest levels of employment protection (Panel D).

Table 26.  Sources of Italian output growth over the decade of the 1990s
Annual average growth rate

Source: OECD.

1990-1994 1995-1999

Per capita real GDP 1.2 1.7

Working age population 0.3 –0.2
Labour force participation rate –0.8 0.6
Unemployment rate (inverse) –0.2 –0.1
Hours worked –0.7 0.1

Labour utilisation –1.4 0.4

Multifactor productivity 1.5 0.6
Capital deepening 1.1 0.7

Labour productivity 2.6 1.3
© OECD 2001
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Figure 22. Factors affecting changes in MFP growth

Source: OECD.
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Human capital development in the form of education and training further
raises multi-factor productivity by increasing the quality of the labour input.74

Though Italy, like other OECD countries, has greatly increased the number of years
of compulsory schooling, it remains one of the worst performers in terms of the
level of education of the working age population (Figure 23), and worker training is
also minimal. Shake-outs of lower-skill workers that accompanied capital deepen-
ing meant that human capital growth of employed workers was high through the
compositional effect, although the purely generational dynamic (particularly
strong in Italy) of retiring older workers and entering younger, better educated
workers may also have played a role.75 In fact, a sharp decrease in the MFP growth
rate emerges in Italy after the quality of labour is taken into account (Table 25).

Capital deepening, the final source of productivity growth, has been
greater in Europe, including in Italy, than in the United States (Table 25). While the
exact reasons for this remain controversial, one factor that clearly has been impor-
tant is the higher relative cost of labour, in turn reflecting high relative taxation of
labour plus slow adjustment in the market-clearing wage because of labour market
rigidities.76 Capital deepening can have negligible effects on growth while creating
high unemployment, if (low productivity) workers are replaced by capital equip-
ment and labour markets do not clear. By the same token, labour market reforms

Figure 23. The level of education of the population
Average number of years of education of the working-age population

Source: OECD.
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108 OECD Economic Surveys: Italy
during the latter half of the 1990s caused capital deepening to decline in Italy, as
growth became more labour intensive. The counterpart was a marked slowing of
productivity, although the within-decade fall in innovative activity (denoted in
Panels A and B of Figure 22) also contributed to a strong deceleration in MFP
(Table 26).

Implications

From the above, it emerges that despite a decade of reforms, most of the
per capita growth that has occurred is due to capital deepening and its counter-
part in the rising average skills of employed workers (cum high structural unem-
ployment). Labour utilisation is still very low, while the part of MFP growth
stemming from technological innovation (as opposed to growth of human capital)
is weak. Even though past reforms have not fully borne their fruits, much more
reform would, on these trends, appear to be needed in order to attain the tar-
geted medium term growth rate of 3 per cent (Chapter II). Easing the burden on
future working generations of the ageing challenge facing Italy also requires sus-
tained high growth in the long-run.The government has stressed the importance it
attaches to the raising of potential growth and has accordingly presented a list of
“supply side” measures in the 100 days’ plan (see Box 1) and the Stability Pro-
gramme. The remainder of this chapter will look at such measures and suggest fur-
ther steps in terms of a 3-pronged policy focus to boost growth in Italy:

– Policies directed at raising employment via higher labour force partici-
pation and lower unemployment are key. Lower labour taxes and more
flexible labour markets are important imperatives .

– A rise in growth via the MFP channel. This seems feasible, given high
catch-up potential in the South and the encouraging example of the
United States. The more growth can be lifted via this channel, the more
will rising real wages accompany rising labour utilisation operating via
the first channel.

– Policies to boost competitiveness, a major channel through which
investment, hence employment, becomes attractive. Well-functioning
product and financial markets are critical in this respect.

Policies to boost employment

Regulatory reform and changing labour market structure

Italy has gone a long way to increasing the flexibility of its labour market
via steady deregulation throughout the last decade. This process has been both
spontaneous and policy-driven. In 1997, a series of reforms by Labour Minister
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Treu (“Pacchetto Treu”) formalised evolving flexibility arrangements in Italian
industry.77 The reforms enlarged the scope for apprenticeship schemes, part-time
employment, and temporary contracts. Moreover they permitted the opening of
temporary work agencies, which even if rather limited in scope, introduced mod-
ern job matching services in an environment dominated by an inefficient public
employment service. The use of fixed-term (interim) work arrangements, albeit
subject to conditions such as restricting their application for low-skilled workers,
boomed in subsequent years. In 1999, the rules concerning the use of interim con-
tracts for unskilled jobs were eased (this condition having been largely ignored in
any event). Finally in mid-2001, as one of its first structural economic measures,
the new government extended the possibility and terms for use of temporary
contracts, aligning Italy with EU directives.

As the labour market became more flexible, its performance improved
markedly. During the 1995-2000 period, participation and employment rates rose
by 2½ and 3 percentage points, respectively, partially reversing the trends earlier
in the decade, while three-quarters of the total employment growth was regis-
tered in 1998-2000. A strong initial expansion of “atypical” work contracts, i.e. part-
time and fixed-term (Table 28), tended to favour women and youths. The rise in
female participation and employment rates (by 4 percentage points each) was
particularly steep, and occurred mainly in the Centre-North. Also the number of
permanent contracts started to rise in 1998, partly reflecting economic recovery
and the tightening of labour markets in the Centre-North, where skill shortages
became acute. Participation rates of older workers and those in the South benefited
as well, and the former stabilised after 1998, having sharply declined over the earlier

Table 28. The growth of different types of labour contracts

1. Percentage total employment structure as at January 2001.
2. Annual percentage growth rates.
Source: Labour Force Survey.

1995-97 1998-99 2000 1995-2000
End-20001

levels

Total employment variation2 1.9 2.3 3.2 7.6 100.0

Contribution to the variation
Self-employed workers 0.2 0.1 0.8 1.1 27.9

Full-time workers 0.3 –0.1 0.7 0.9 25.9
Part-time workers –0.1 0.2 0.1 0.2 2.0

Workers in dependent employment 1.7 2.3 2.4 6.5 72.1
Full-time permanent workers 0.0 0.1 1.8 2.0 61.1
“Atypical workers” 1.6 2.2 0.6 4.5 11.0
of which:

Part-time permanent workers 0.6 0.7 0.4 1.8 4.2
Part-time temporary workers 0.4 0.4 0.2 1.0 2.2
Full-time temporary workers 0.6 1.1 0.0 1.7 4.6
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part of the decade. Overall, abstracting from the cycle, the entire five-year period as
well as the first half of 2001 (see Chapter I), was characterised by a higher employ-
ment intensity of GDP growth than in the past. The apparent structural change
reflected both the greater incidence of part-time work and a lower mean growth in
productivity in terms of effective labour units (lower capital intensity), as flexibil-
ity allowed the recourse to labour resources that would otherwise have been
unused.78

Fiscal incentives also helped to stimulate employment growth, once
EMU-entry had been secured and fiscal stringency could be somewhat relaxed
(Table 29). The 1997 labour reform reduced employer social security contribution
rates for some categories of “atypical” workers by around two-thirds, implying the
lowering of total labour costs for such contracts by more than 15 per cent. These
incentives, later extended to end-2001, were particularly important for the
employment gains registered in the South.79 The more recent growth of perma-
nent contracts was furthermore related to company tax incentives tied to the
extension of such contracts, granted in the 2001 budget law and extended to end-
2003. The new government has added new tax breaks tied to the declaration of
underground employment and has confirmed social security rebates for new hires
in the South (Chapter II).

Given the impacts of labour market reform thus far, an important question
is how much more reform, and what kind, may be needed in order to attain the
government’s implicit employment objectives. Annex III examines this issue in
terms of scenarios, superimposing on negative demographic trends various pro-
jections of recent favourable employment trends into the future. These show that
to achieve EU benchmark employment objectives, the very buoyant employment
growth of the last two years would need to be sustained for another 10 years. How-
ever, because the Centre-North is already so close to full employment, most of

Table 29. Employment incentives
Number of positions covered by incentives, in thousands

Source: Ministero del Lavoro e delle Politiche Sociali (2001a).

1996 1997 1998 1999 2000

Work/training contracts 374 390 403 369 310
Apprenticeships 284 273 341 419 458
Tax credits (flows) – 10 52 10 8
Reductions in social security contributions 273 325 375 434 487
Total (excluding tax credits) 773 831 955 1 066 1 115
Memorandum item:

Growth in total economy dependent 
employment 100 76 215 250 382
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the effort would need to be shifted to the South, and it would have to include
comprehensive structural reforms to boost investment and MFP as well as
employment. Due to the growing weight of the older age classes, more reforms
will be needed in order to raise the employment rate of older workers, mainly in
the Centre-North, to EU-desired levels. And while the continuation of encouraging
female participation trends over the past 5 years would be sufficient to attain
EU goals in this respect, further policy action might be needed to sustain such
trends. Another issue (not directly addressed by the simple simulations) is that of
a growing “duality” in labour markets due to emphasis on atypical contracts and
social security derogations in the reforms pursued thus far, which may impact neg-
atively in the longer term on skill development and pension rights. Both the over-
all quantitative goals and the need to counteract the risk of dualism have been
stressed in the recent government White Paper mapping out the labour market
strategy for the 2001-06 Parliament.80

Decentralised wage setting to reduce regional disparities

The analysis above shows how important the South is to the better utilisa-
tion of labour resources in Italy. The data clearly show the existence of regionally
segmented labour markets, in other words a lack of adjustment mechanisms
within and across regions. An analysis by the OECD (2000b) shows that Italy (along
with Germany) has the largest regional labour market differences among OECD
countries, which have worsened through time. Although the existence of differen-
tial employment and unemployment rates are not necessarily signs of fundamen-
tal disequilibria – people in one region may have a higher preference for leisure,
or the amenities of life there may discourage migration to areas of lower
unemployment – Italy stands out as the country where wages are little affected by
local employment conditions. Italy also has one of the lowest rates of inter-
regional migration flows, which have been on a secular decline as regional disparities
have intensified, although more recently starting to rise again.

The previous chapter showed how attempts to solve these “market fail-
ures” via high levels of inter-regional transfers have not been successful. Policies to
boost employment through social security tax rebates heavily targeted to south-
ern workers have become less and less relevant as the European Union has
increasingly questioned them. As fiscal subsidies are withdrawn, mechanisms to
make wage costs more sensitive to labour market conditions will have to be
developed. The White Paper calls on the social partners to establish a more flexi-
ble wage bargaining system, envisaging at the same time a better targeting of
employment incentives to disadvantaged groups, for example by concentrating
fiscal and social security tax cuts among low-paid workers.

Currently, wage setting in Italy occurs on first the central level, which basi-
cally links the national reference wage to officially targeted inflation, and second,
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the firm-level, whereby wage premia are linked to individual firm ability to pay, as
to a large extent proxied by firm size. Aggregate wage moderation has thus been
favoured and some elements of wage flexibility and differentiation introduced.
The national reference wage set at the first level serves as the national de facto min-
imum wage, but in conjunction with a high labour tax wedge, this pushes labour
costs far above market-clearing levels in the South where productivity levels are
much lower.81 The second level, while perhaps giving an impression of wage flexi-
bility, in actuality has meant only flexibility in the upward direction. It has also had
the effects of reducing wage differentials among workers inside a given firm,
enlarging wage differentials among similar qualification jobs but in different firms,
and slightly widening wage differentials across firms in north and south.82 While
perhaps benefiting work effort, tying workers’ fortunes too closely to firm profit-
ability rather than to individual performance arguably creates a new constituency
against greater product market competition.

The social partners might consider adapting their model of concertazione, set
in 1993, to more contemporary circumstances: inflation is pretty much under control
(but product market competition needs further strengthening), while flexible wage
setting can be an important instrument to raise potential growth. A new model of
bargaining could be more decentralised at the outset, i.e. to allow a wage level that
better reflects local labour market conditions, while also incorporating elements of
both firm and individual performance.83 An alternative solution might be to maintain
the national level (especially if this were considered still necessary from the per-
spective of aggregate wage moderation), while allowing deviations in the downward
as well as in the upward direction at the regional and company-levels.84

The new approach would have two main impacts in the South. First, lower-
skill workers, in particular youth workers, could be “priced into” the market. This
would raise employment but (initially) reduce average productivity levels via pos-
sible composition effects, and depress average real wages, while probably raising
real incomes. Better human capital development might be encouraged by greater
wage differentiation, the latter improving the rewards to education and self-
betterment. Second, greater North-South wage differentiation would augment the
incentives for firms to locate in the South and for workers to migrate, both chan-
nels acting as regional balancing mechanisms for the labour market – the US being
the prime example of this in the OECD. The growing use of ICT, in addition, eases
restrictions on where enterprises set up (since they obtain agglomeration and
information advantages more easily through the net). Workers’ flows could be rein-
forced by a relaxation of housing policies which restrain mobility, e.g. high house
purchase taxes.

Increasing internal migration and enlarging regional wage differentials
may not be uncontroversial policies. As for the latter, targeting tax and social secu-
rity rebates to low-paid workers, as planned, might provide a partial offset to
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lower pre-tax wages while providing for the necessary labour supply incentives,
both in the South and for some demographic groups in the North as well. As for
the former, it is possible that the first to migrate would be those with better skills.
Internal migration as an adjustment tool could be opposed precisely because the
South – already poor in human capital – could be further deprived of its talent
base. However, preserving a system of rigid wage setting is the wrong answer to
such a concern. Once again, it calls for complementing wage flexibility with a pol-
icy focus to develop worker skills and firm innovation. In any event, if low skill
wages were to fall far enough in the South, there could be substantial net emigration
by these workers and not the higher-skill workers as in the past.

Increasing older worker and female participation

Over the past five years, the contribution of demographic factors to aggre-
gate employment has been substantially positive, thanks to the growth of the cen-
tral age groups and drop in the younger age cohorts characterised by lower
employment levels (Figure 24).85 Over the coming decade, however, this contribu-
tion could turn more negative as the growing weight of older workers reduces

Figure 24. Working-age population dynamics

Source: Ministero del Lavoro e delle Politiche Sociali (2001).
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labour force participation merely through the compositional effect. In the second
half of this decade, there will be an actual drop in the working age population as
these older baby boomers start to retire.86 Hence the urgency of reversing the ten-
dency to declining labour force participation of older age groups in Italy (and else-
where). Though measures to facilitate working beyond retirement age have been
introduced recently (Box 11), reform of the pension system must be the main vehi-
cle for improved incentives to work longer. The current re-opening of the pension
debate provides the opportunity. The access to seniority pensions and the
implicit tax on working past age 64 need to be reduced by measures recom-
mended in the 2000 Survey (see also Annex II). The resulting fiscal savings could
be used, in large part, to reduce onerous social security in particular on low wages,
thus raising the employability of younger workers as well (a “double dividend”).

The efforts to raise female employment and participation have thus far
succeeded in large part because of the growth of more flexible work contracts that
are more consistent with women’s de facto heavier family responsibilities
– especially so in Italy, where the burden of elderly care still falls almost entirely
on women and where a dearth of child-care facilities prevents mothers from work-
ing.87 But there is still far to go in convergence toward international levels, and this
will require a better reconciliation of family and work life. Incentives might be
developed in the context of an eventual overhaul of the social welfare system
– i.e., with less emphasis on pensions and more on family and social assistance
benefits (Chapter III) – for example by the partial socialisation of child and old age
care. A greater emphasis on voluntary, as opposed to compulsory, maternity leave
may also help to achieve higher female employment and participation, according
to a cross-country analysis (ISAE 2001) wherein Italy is shown to have the opposite
mix, i.e. a long compulsory leave period with relatively limited further voluntary
leave possibilities. The government could also help to improve female employ-
ment prospects by taking a more active lead in providing equal employment
opportunities. A role might also be played by further reductions in the rigidities
attached to the use of part-time contracts, which may ease barriers to labour
market participation by youths and elderly workers as well as females.

Policies to boost productivity

Shifting from in-job to in-market forms of worker protection

Another dimension of labour market rigidity that is receiving wide atten-
tion in Italy today is that of employment protection legislation (EPL), specifically
Article 18 of the Labour Law against individual dismissals for “unjust cause”, the
latter being a matter of interpretation by the courts who have the right to reinstate
workers in their old jobs.88 It may be argued that the lack of flexibility to dismiss or
reassign workers has negative effects on growth, as it retards the adaptation of the
economy to shocks and to the opportunities offered by technical progress
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(Figure 22 above suggests this also). The argument could be nuanced, however, by
taking into account the system of industrial relations. The compression of wages
that typically accompanies highly co-ordinated systems (such as in Italy) should
make employers more willing to train existing employees in order to meet firms’
skill needs – i.e., because they can thus reap the difference between the marginal
productivity of skilled workers and their earnings, as the typically rigid wage struc-
tures under such systems also make it difficult for firms to poach each others’
skilled workers – in turn weakening the putative negative effect of hiring and firing
restrictions on innovation. While research by the OECD provides indirect empiri-
cal evidence for this hypothesis on a cross-country basis,89 it may be weaker in the
case of Italy where little training is observed, the training wage premium is surpris-
ingly large, and inter-firm mobility among labour market insiders is actually quite
high (see below). As EPL kicks in only once a firm reaches 15 employees, it may
also be a factor keeping firm size in Italy sub-optimally small (95 per cent of firms
are clustered in the 1-10 worker range),90 and it may also discourage foreign direct
investment. In the South, in particular, the combination of EPL and wage rigidity
make it difficult for firms to be competitive and to grow to optimal size.

The same problems can be seen from the vantage point of workers. The
above arguments imply that the only way to attain a given employment level
faced with high EPL is via aggregate wage moderation; conversely with flexibility,
real wages would be higher on average for any given level of employment via the
productivity channel.91 In that sense, the 1993 concertazione could be considered, at
least in part, a trade-off for insider protection. Furthermore, the growing coexist-
ence of strict employment protection for permanent workers and minimal protec-
tion for temporary workers results in a “dual” labour market that may not improve
the functioning of the labour market in the long run. Productivity is reduced
among those with excessive protection as much as those whose conditions of work
are precarious, the former because of a lack of discipline and the latter because of
a lack of reasonable job prospects to elicit effort and commitment. There is an
equity issue insofar as worker protection ends up penalising the weakest popula-
tion brackets,92 as flexibility is created only at the periphery of the labour market.
Creating more flexibility by continued fiscal derogations accentuates this duality
inter alia because a whole class of workers is being created with very minimal pen-
sion rights,93 setting up a future liability for the social assistance system.94 Exces-
sive and unreasonable protection in the public sector once again sets up a
negative demonstration effect for the private sector.

Labour and product market performance would be enhanced if job pro-
tection rules were relaxed, say by allowing legitimate disputes to be settled
through an efficient arbitration system rather than through the courts. Firms would
be more willing to offer permanent contracts in the knowledge that dismissals
would be easier in the case of non-performance or structural change.95 While fixed
term contracts should continue to be liberalised (though without fiscal derogations,
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which seem unwarranted), the result would be more broadly flexible and equita-
ble labour markets, with higher productivity. Nevertheless, insiders will lose secu-
rity, in a context where in-market worker protections are minimal (Figure 25).96

Thus, strengthening the social consensus for reform, as well as improving labour
market functioning, will require a more adequate unemployment benefit system
and better policies to help the school-to-work transition and to place workers in
jobs. At the same time, however, such in-market protection should not be too
open -ended and must be monitored and enforced carefully; otherwise it could
lead to new forms of labour market rigidity, by increasing the “reservation wage”
even as wage decentralisation reduces it in areas of high unemployment.97

The new government has recently specified its position on job protection
rules, intending to move away from a rigid system of reinstatement to a more flexi-
ble one of compensation. A new delegated law (decree) identifies three groups for
which current job protection rules will no longer apply during a transition phase to
the new system: firms emerging from the underground economy, workers shifting
from a fixed term to a permanent contract, and firms that because of new hires
overtake the size threshold for which EPL applies. Consistent with the shift toward

Figure 25. In-job protection vs in-market security

1. Public expenditure on unemployment compensation and active labour market policies (excluding early retirement
schemes) as a percentage of GDP. Annual average over the decade of the 1990s.

2. OECD (1998) composite indicator of employment protection of legislation.
3. Early retirement for labour market reasons are included.
4. The Italian Labour Market Program database is currently being revised. The data shown in the figure refer to the

former concept.
Source: OECD.
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reduced labour market dualism, the government has liberalised fixed term
contracts (see above) and identified a strategy to improve labour market pro-
tections. The latter includes: i) the recovery of full legality of worker-firm rela-
tions (with tax incentives as the main instrument, see Chapter II; ii) a better
matching of labour supply and demand through an expanded role for private
job placement services (mainly by simplifying controls); iii) reinforcement of
the private pension pillar to offset declining future generosity of the public
pensions system (perhaps using current worker contributions to severance
funds, TFR).98 These are important objectives, especially that with respect to
the underground economy, which is still very large in Italy and prevents any
access to training or security.99 There is also a need, however, to refocus and
better monitor public training services, which suffer from a fundamental lack of
mission and competition, and they will need particular strengthening in the
South (with a greater emphasis given to traineeships and other insertion
mechanisms). The same could be said for public job placement services,
although these should benefit from the exposure to competitive forces due to
the planned liberalisation of private services.

Worker security can be enhanced by other policies, for instance pro-
competition reform of the product markets, which by increasing the number of
firms and employment (in the longer run) also increases the chances of finding
a new job by displaced workers.100 But the best job protection is of course
enhanced and continuing skill development. Part of the debate about EPL may
reflect a generational conflict between workers with out-of-date skills (or pub-
lic workers originally hired under non-competitive conditions) and newly
trained, more highly educated workers who can command permanent contracts
as a fringe benefit rather than needing it as a protection against competition.
The next section considers ways that policies can help to increase basic worker
competencies in a cost-effective way via worker training, and especially, public
education.

Improving human capital

Among OECD countries, Italy has a notably poor performance as regards
human capital formation. The proportion of working-age males having upper sec-
ondary or higher education is the fifth lowest in the area after Portugal, Turkey,
Spain, and Mexico, while educational attainment levels are significantly lower in
the South than in the Centre-North. The compulsory schooling age was raised to
15 years as recently as 1999. Nor is this relatively low level of compulsory educa-
tion compensated for by additional training in the workplace. Perhaps because of
these features, expenditure on R&D and innovative activities are well below the
OECD average.
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Education

Compulsory schooling remains at the lower end of the OECD spectrum
(Figure 23). On top of this, post-compulsory educational qualifications are
achieved only two-thirds as frequently, per capita, as in the OECD on average
(Table 30). The high-school drop-out rate is particularly high in the South, where
youth and long-term unemployment are concentrated. There is thus substantial
scope for increasing the human capital of the working age population via education
reform, especially at the upper-secondary level. Studies show that failure to com-
plete upper-secondary education tends to lead to tenuous attachment to the
labour market and low-skill, low-paid and insecure jobs. Skills learned at the

Table 30.  Educational attainment

Source: OECD, Education at a Glance, OECD Indicators (2001).

Per cent of population that has attained in 1999:

At least upper secondary education
Tertiary education: type A and advanced 

research programmes

25-64 25-34 34-44 45-54 55-64 25-64 25-34 34-44 45-54 55-64

Australia 57 65 59 55 44 18 20 19 18 10
Austria 74 83 78 69 59 6 7 7 6 4
Belgium 57 73 61 50 36 12 16 13 11 7
Canada 79 87 83 78 62 19 23 18 20 14
Czech Republic 86 93 89 85 75 11 11 13 10 9
Denmark 80 87 80 79 70 7 10 6 5 4
Finland 72 86 82 67 46 14 16 15 14 9
France 62 76 65 56 42 11 15 10 10 7
Germany 81 85 85 81 73 13 13 15 14 10
Greece 50 71 58 42 24 12 17 14 11 6
Hungary 67 80 76 70 36 14 14 14 14 11
Iceland 56 64 59 53 40 18 22 20 15 9
Ireland 51 67 56 41 31 11 16 11 7 5
Italy 42 55 50 37 21 9 10 11 10 5
Japan 81 93 92 79 60 18 23 25 16 9
Korea 66 93 72 47 28 17 23 19 11 8
Luxembourg 56 61 57 52 41 12 13 11 15 7
Mexico 20 25 22 16 9 12 14 14 9 5
Netherlands .. .. .. .. .. 20 23 22 19 15
New Zealand 74 79 77 71 60 13 16 14 13 7
Norway 85 94 89 79 68 25 31 26 23 18
Poland 54 62 59 53 37 11 12 10 11 10
Portugal 21 30 21 15 11 7 9 7 6 4
Spain 35 55 41 25 13 15 22 16 12 7
Sweden 77 87 81 74 61 13 11 14 16 12
Switzerland 82 89 84 79 72 15 17 16 14 11
Turkey 22 26 23 18 12 7 8 7 8 5
United Kingdom 62 66 63 60 53 17 19 17 16 12
United States 87 88 88 88 81 27 29 27 30 23

Country mean 62 72 66 58 45 14 16 15 13 9
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tertiary level are critical in providing the basis for technology development, good
management, and entrepreneurship. However, the gap with other leading indus-
trial countries in university training is wide (Table 30). While many enter into uni-
versity studies, the drop-out rate is high. Brain drain is another problem reflecting
on the quality of education services.101

The planned devolution of education (Chapter III) presents significant new
opportunities for reform. Financing powers of the central government should be
used as a lever to impose conditions for competition and accountability in educa-
tion management, much as is being done in the health sector. The regional authori-
ties should use future devolved policy powers to modernise the high-school and
university curricula in line with local labour market needs. Extending compulsory
education to the upper-secondary level may be an important medium-term objec-
tive, but specialised vocational and technical schools would need to be expanded
as compulsory schooling is increased. Until that time, participation in training
recently made mandatory for school-leavers until age 18 (obbligo formativo), needs to
be fully implemented with an adequate quality of services assured.102

Reforms should also be geared to achieving economies in current educa-
tion spending, releasing resources to fill more serious gaps in human capital for-
mation. Two possibilities can be suggested. In Italy as elsewhere, it is the upper
strata of society that benefit the most from public subsidies to post-compulsory
education.103 Modest subsidies could be justified by the fact that private returns
to schooling are so high that the demand for schooling is not likely to be very sen-
sitive to subsidy levels (Table 31). This argues for means-tested co-payments at
the tertiary level, accompanied by a programme of generous government loans to
ease students’ likely liquidity constraints, in addition to needs-based merit schol-
arships. Greater wage flexibility, as recommended above, could complement such
a reform by increasing the private return to tertiary education, which is lower than
in other OECD countries.

Table 31. Private and public returns to post-compulsory schooling
Men; per cent

Source: OECD (2001f).

Private internal rate of return Social rate of return

Upper secondary Tertiary Upper secondary Tertiary

Italy 11.2 6.5 8.4 7.0
United States 16.4 14.9 13.2 13.7
Japan 6.4 7.5 5.0 6.7
Germany 10.8 9.0 10.2 6.5
France 14.8 12.2 9.6 13.2
United Kingdom 15.1 17.3 12.9 15.2
Netherlands 7.9 12.0 6.2 10.0
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The cost-effectiveness of public spending at the compulsory level may also
be questioned. Italian spending per pupil in elementary school is half as high again
as the OECD average, and the pupil-to-teacher ratio is also one of the lowest
(Table 32). In principle, devoting abundant resources to the most formative years of
instruction should produce relatively high levels of motivation and position children
well for further educational attainment. Indeed, the percentage of the cohort (both
male and female) reaching grade 5 is 100 per cent. At the secondary level, spending
per pupil is also above the OECD average, but outcomes are poorer as suggested
by the large number of pupils who fail to continue beyond compulsory schooling,
though enrolments have been rising.104 The government plans to increase non-
teaching resources, with no apparent plans to reduce those for teaching,105 yet it
may be questioned whether the amount of resources devoted to schooling are not
already high. Market-based reform of the teaching profession may be called for. At
the same time, the adequacy of the elementary school system in meeting the needs
of disadvantaged children needs to be re-examined.

Worker training

A recent OECD (2001f) study finds evidence (mainly for the US and UK) that
worker training raises productivity by an amount that more than compensates for
the higher wages paid to trained workers. However, Italian firms by and large have
not found it in their interest to pursue worker training and the “training wage pre-
mium” (the gap in wages between trained and untrained workers) is particularly
large especially for those with upper-secondary – but not tertiary – education. Free-
riding is a possible explanation in the Italian context where across-firm mobility by
labour market “insiders” is quite high,106 and so employers may not be able to
appropriate the gains from training. The new government has attempted to improve
incentives for firms to supply training by extending the scope of investment tax
breaks to include worker training costs (see Box 1). Such a move would be useful in
order to strengthen the role of market mechanisms in a field traditionally dominated
by not very transparent public procurement mechanisms. In line with common prac-
tice in other countries, these costs can be deducted as an expense instead of being
gradually amortised over the period in which the investment is being used. This
instantaneous depreciation allowance is equivalent to a subsidy.107

The OECD study also shows that worker training programmes are dispro-
portionately utilised by the more highly educated and skilled workers and that
workers in larger enterprises have a higher access rate than those in small-to-
medium enterprises. This must be because from the firm’s point of view, such
workers are expected to provide the greatest returns to training investments.
From a social point of view, however, it may be more important to enlarge training
access to underachievers and upgrade technical and vocational training for those
with inadequate skills to find admission to the job market, or to a steady job.108
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122 OECD Economic Surveys: Italy
Blanket subsidies for in-firm worker training may in this sense not be the best use
of scarce public funds. It should be noted, moreover, that human capital of
employed workers in Italy is already quite high, because of past shake-out of
lower skill workers. But their skills may be ill-adapted to recent technological
developments in the ICT sector, and tax breaks targeted to this particular training
need may once again be more cost-effective than blanket subsidies.

A related problem left unsolved by the current approach is that of older
workers with deteriorating or redundant skills. The OECD data show that people
over 40 are offered very little training because of the relatively short time left in
their working lives over which to profit from it. This may subsequently accelerate
their exit from the labour force, as firms are anxious to get rid of such workers via
early retirement schemes or outright firing (especially insofar as pay rises with
seniority). This points to a need to encourage people to remain longer in the
workforce, by strengthening lifelong learning possibilities. Such a policy would
boost labour force participation as well, as the propensity to work beyond age 64
is closely related to the amount of human capital embodied in a worker, which has
been shown to be a more powerful force than the pension system “tax” on working
longer (i.e., for such workers, work may be said to be enjoyable).109

Stimulating MFP growth

In the longer term, the key to rising living standards is higher MFP growth,
which be helped by a higher level of enterprise innovation. In Italy, however, the
share of GDP accounted for by private and public spending on R&D is about half
the OECD average; the relative size of its high tech sectors is low; and it is toward
the bottom of the rankings for patent applications in both the US and Europe
(Figure 26, Panels A-C). The amount of e-commerce transactions is still very small
compared to most other OECD countries (Panel D). Surveys by the Bank of Italy
show that whereas Italian firms have made heavy investments in ICT equipment,
the skills needed to make use of such equipment are often lacking, so that
expected productivity benefits have largely failed to materialise.

Enterprise innovation and R&D

Firm size appears to be a key factor in innovation, with small firms less
likely to innovate than larger ones.110 Since almost half of total employment is to be
found in firms with less than 10 employees (below), the implications for the aggre-
gate innovative capacity of Italian industry seem quite negative. However, it would
be a mistake to infer that the Italian industrial model is obsolete. The data show that
the traditional sector has significantly accelerated its tangible innovative activity,
with such investments being highly productive in the case of small firms operating
in industrial districts.111 Therefore a significant chunk of innovation, not directly cap-
tured by formal indicators, is the result of spillovers of knowledge deriving from an
© OECD 2001
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Figure 26. Innovation indicators

1. According to ISIC rev. 2, the following are classified as high-technology industries: aircraft (3845), office and computing
equipment (3825), drugs and medicines (3522), and radio,TV and communication equipment (3822). For Mexico
not including aircraft.

2. Patents granted at the US Patents and Trademark Office relative to GDP, by country of inventor, 1999.
Source: OECD, Main Science and Technology Indicators; OECD, STAN database.
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agglomeration of firms within districts. However, these traditional sectors face a
higher price elasticity than R&D-intensive sectors, exposing them to intense compe-
tition from low-cost developing countries (exports are even less technology-inten-
sive than overall industrial production). This makes the need for innovation, through
accelerated application of advanced services and information technology to clusters
of small units, all the greater. But firms should also be able to grow if they want to,
reacting to the incentives of competition, without policy distortions (notably EPL
legislation and financial market constraints) biasing their choice in either direction.

Also hidden among the aggregate indicators are a few bright spots in Italy’s
education and research system: despite the small number of graduates, its univer-
sity sector has a relatively strong specialisation in science and technology, with the
share of science and engineering graduates on a par with that of Sweden (around
25 per cent).112 There is also strong specialisation in the health field. While the share
of researchers in the labour force is only about half the OECD average (33 versus 59
per 10 000), Italy ranks just below Canada in terms of its share of total scientific pub-
lications in the OECD area (4 per cent in 1997). However, human resources in sci-
ence and technology remain concentrated in the public research sector, with few
researchers working in industry. There are weak links between scientific research
and industrial applications (only 10 per cent of innovative enterprises collaborate in
research, against 25 per cent in the EU). Without an increase in business spending
on R&D, the contribution of human resources in science and technology to Italy’s
economy will be limited as will the scope for attracting the return immigration of
Italian PhD’s working abroad in science and engineering.

The new government has expressed a commitment to developing the new
economy in Italy.113 Besides simplifying financial rules for the creation of innova-
tive business start-ups, it plans to strengthen intellectual property rights by allow-
ing, for the first time, researchers in universities and public research institutions to
patent their inventions, entitling them to a portion of the profits thereby gener-
ated. While this may help increase the commercial applicability of basic research,
more needs to be done. Increasing the share of business spending for R&D should
be a priority. Tax relief is a common policy instrument used to stimulate business
R&D (given the problems of non-appropriability, indivisibility and risk), and the
elasticity of R&D spending with respect to cost is usually high (about 0.4 in Italy).
In Italy, however, such aid is exclusively targeted to SMEs where the tax subsidy
for R&D is 45 per cent – the highest in the OECD area.114 Given the low growth of
business R&D in the 1990s, there may be scope for a thorough assessment of the
impact of tax relief. There may also be a need to eventually increase government
R&D spending, which is itself quite low in OECD terms.

Productivity take-off in the South

The main scope for productivity growth is in the South. (The government’s
medium term GDP growth assumption of 3 per cent requires a rate of at least 4 per
© OECD 2001
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cent in the South, given resource constraints in the North-Centre). With abundant
unused natural, cultural, and human resources, the Mezzogiorno has a large growth
potential. If such growth were to occur in the high-tech sector, such as ICT-inten-
sive business services, computer programming, e-commerce, and telecommunica-
tions,115 the rise in MFP could be considerable. More regional wage differentiation
(as recommended above) could provide a decisive boost to the take-off of such
industries,116 provided that an intensive programme of higher technical education
is encouraged by public policies.

Notwithstanding promising initial conditions, a dramatic turnaround
requires an equally dramatic change in development policies for the South. The
New Competitiveness policies for the Mezzogiorno designed under the previous
administration, described extensively in last year’s Survey and briefly summarised
in Chapter III, was just such an attempt to reorient policies toward a more market-
based approach anchored in local initiative. Nonetheless, the infrastructure gap
and low quality of public services are still major factors hampering productivity
growth. The new Strategic Infrastructure Law is meant to fill this gap more quickly.
However, as stated in Chapter III, the scope and operation of the law should be
made complementary with the needs of the private sector so as not to interfere
with the market-based approach. Infrastructure development thus needs to be
firmly embedded in a comprehensive strategy that includes cost-benefit analysis
of public projects, promoting product market competition especially in local ser-
vices (below), decentralising wages, and allowing more flexible labour market
mechanisms. The issue of social capital is also critical. A high degree of trust
between citizens, adequate personal security and administration of justice must
be secured before investments, innovation, or growth can be contemplated.117

Product and financial market reform to improve competitiveness

Increasing product market competition

The OECD (2001) Review of Regulatory Reform in Italy acknowledged the vast
distance that has been covered since Italy began liberalising product markets at
the start of the 1990s. This required a sustained programme of privatisation, mar-
ket opening, and deregulation followed by appropriate re-regulation, and institu-
tion building. But, as the Review stressed, there is considerable scope for further
improvement, and raising growth will depend critically on removing the distor-
tions to competition. Without the elimination of entrenched monopoly positions
and an easing of barriers to entry, innovation is unlikely to thrive in Italy. The com-
petitiveness of Italian firms depends to a significant degree on improving the
quality and reducing the cost of services, notably transport, communications,
energy, water and professional services. Reducing regulatory complexity and high
costs would moreover lift major impediments to foreign direct investment inflows,
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an important potential source of technological diffusion but which are presently
very low in Italy (Table 33).

Competition is still weak in many service areas. For example, concessions,
licenses and other rules impair competition in local public services, liberal profes-
sions, and services to households. The past devolution of regulatory powers to the
regional levels has sometimes been problematic for the liberalisation process, for
example in retail distribution, in that local governments proved even more sus-
ceptible than national government to blocking pressure by the main vested inter-
ests. A related form of protection for incumbents in Italy has been that of
administrative obstacles to start-ups and product innovations, including lengthy
procedures and complex regulations. An important start was made in the direction
of simplification by the previous government (e.g., sportello unico): it now takes
10 weeks to establish a new firm, down from 22 weeks a few years ago, and other
barriers have been reduced, but there are still too many obstacles to enterprise
innovation and growth (Figure 27). The insurance sector is another area where
competition has failed to take root, and tariffs remain very high (despite a recent
1-year freeze to help control inflation in the wake of oil price rises). There is also a
need to boost competition in the privatising network industries (Box 8).

More generally, the history of competition policy in Italy is very recent.
EU principles and directives have guided progress in the competition policy area,
but a more pro-active approach is needed. The Antitrust Authority, the indepen-
dent competition watchdog created in 1990, has been the main competition advo-
cate domestically. However, it lacks some of the enforcement powers and
flexibility of antitrust regulators in other countries, and thus may be finding it
more difficult to prove the existence of secret agreements. It needs to be given a

Table 33. Foreign direct investment inflows
As a percentage of GDP

1. Data for 2000 are projections.
Source: OECD.

1995 1996 1997 1998 1999 20001

Austria 0.81 1.91 1.29 2.15 1.42 4.97
Finland 0.82 0.87 1.73 9.41 3.59 7.28
France 1.52 1.41 1.65 2.13 3.27 3.40
Germany 0.56 0.24 0.58 1.13 2.66 9.43
Ireland 0.57 0.79 0.73 10.28 19.50 24.18
Italy 0.44 0.29 0.43 0.36 0.59 1.25
Netherlands 2.96 4.04 2.95 9.40 10.38 14.34
Portugal 0.61 1.32 2.33 2.82 0.99 5.95
Spain 1.08 1.12 1.14 2.01 2.62 6.53
Sweden 6.02 1.94 4.59 8.17 25.20 9.99
United Kingdom 1.92 2.30 2.81 5.24 6.01 9.40
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Figure 27. Barriers to entrepreneurship

Note: In most OECD countries for which data are available, administrative barriers are the biggest single barrier to
setting up new business. Barriers to competition, which include price controls and antitrust exemptions played
less of a role in all countries.

1. Year 1998 indicators are based on available comparative information and on information provided by Member coun-
tries though a survey conducted in March 1998. The scale of indicators is 0-6, from least to most restrictive. The
components are weighted to show their relative importance in the overall indicator. Since 1998, many countries
have implemented reforms. For some individual countries, more information on recent progress in regulatory
reform (including an update of  the indicators) can be found in the OECD reviews of regulatory reform.

2. Year 2000 indicator is based on information provided by Italy, using the 1998 OECD methodology with assistance
from OECD secretariat.

Source: Nicoletti et al. (1999) and OECD (2001b).
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Box 8. Competition in network industries

In the newly privatising network industries, namely telecoms, electricity, gas,
railways, road and air transport, competition has been more difficult to establish
in some sectors than others. The Italian regulatory regime in telecommunications has
been one of the most pro-competitive in OECD countries and tougher competi-
tion has resulted in important benefits for consumers in fixed and mobile tele-
phony and for business in value-added services. However, there is considerable
room to bring down voice telephony prices further and to improve access to
leased lines, while the regulator needs to remain vigilant so as to ensure competi-
tion in the local loop. The golden share regulation on the incumbent should be
removed. It would also be desirable to return responsibility for mobile licensing
to the communications regulator. In electricity, there has been divestiture of some
of the dominant firm’s (ENEL) generation plant and access to import transmission
capacity, and likewise in gas, there has been an initial separation of the dominant
firm’s (ENI) vertically-integrated structure. However, more restructuring of the
dominant firms and reductions of their market share is needed. Two important
steps in this respect were the recent privatisation of the gas network and the
streamlining of procedures to build a new electricity generation plant, thereby
facilitating access to the market. In addition, close regulatory attention to creating
a level playing field, monitoring charges and promoting consumer choice will be
necessary in order to reduce high prices, particularly when compared with the EU,
and regional disparities in the quality of services in the energy sector. Consider-
ation should also be given to strengthening the sectoral regulator. Recently inten-
sive merger activity has given further rise to competition concerns in connection
with the creation of multi-utilities. The demarcation of regulatory authority in such
cases may be unclear, and cross-subsidisation and other anti-competitive prac-
tices may be easier to hide. In transport, the railways have been liberalised in
terms of company separation of the network and the granting of licences to poten-
tial competitors of the public sector incumbent, but more reforms are needed to
establish the incentives and institutions for market governance, which will how-
ever require a rise in tariffs to reflect the withdrawal of subsidies.

A general problem is the way in which concessions have been granted. It is not
clear that this was done in a competitive way in the transport sector. The problem is
paramount in the local provision of public services, and may have been relevant for
railway, Autostrada and Aeroporti di Roma. For example, in the recent privatisations of
Autostrada and Aeroporti di Roma, 40 to 45 year exclusive concessions to operate were
extended to the (pre-selected) purchasers of the privatising firms. The argument
was that long concessions are required for such long-lived infrastructure in order to
give the operator adequate incentives to invest not only in new and improved
capacity, but also in organisational and managerial know-how. Normally, competi-
tion “for the market” (i.e., competitive bidding for the licenses of concessions) is
used when the nature of the industry precludes competition in the market. The gov-
ernment’s argument has been that the existence of huge subsidies in areas such as
railways may make bidding as a way of allocating such concessions inefficient. How-
ever, it is not clear that the length of the concession or the degree of subsidy cannot
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wider range of sanctions with strong legal powers. It also should be given a greater
say in the shape of the privatisation process, to allow greater weight to be given to
competition principles, as opposed to the maximisation of budget revenues. A
guiding principle should be that “in the market competition”, i.e. privatising within
a liberalised market structure with no administrative constraints on entry, should
take precedence over “for the market” competition, i.e. a process of bidding for
protected market positions among the potential buyers, and that where the
nature of the industry precludes market competition (see Box 8), and strong post-
privatisation regulation will be required. Otherwise in the long run, the cost to
consumer welfare, competitiveness and growth may well outweigh short term
benefits to the budget and to taxpayers.

The DPEF and Stability Programme include very ambitious targets for fur-
ther privatisation, as well as actions in support of further administrative simplifica-
tion (Box 11). These documents also recognise an explicit linkage between
privatisation and competition policy, given that the major rationale given for pri-
vatisation is to improve the supply side of the economy. However, it is essential
that it not be taken for granted that competition will increase as government with-
draws from the market. Greater attention must be given to maximising the con-
testibility of market positions created at the outset of the privatisation process.
The government has also stated its intention to increase the market content of
local public services, to deregulate the liberal professions, and to liberalise retail
distribution, regarding these as critical to its policy to boost international compet-
itiveness. These are major areas in need of action, and are likely to require institu-
tional reforms to better co-ordinate competition policy across the different levels

Box 8. Competition in network industries (cont.)

be one element of the asset that the government is selling and that should there-
fore affect its price, making some kind of efficient allocation system via auctioning
feasible. But regardless of how it is done, a strong sectoral regulator will be
required in order to respond to technology and relative price changes that are
impossible to foresee for a 40-50-year asset. It may also be possible to limit the
spatial scope of the concession. This may be done by breaking out the competi-
tive parts of the business (e.g., provision of auxiliary services such as baggage han-
dling in the case of airports) and subjecting them to competitive rules. Breaking
up the natural monopoly into as many pieces as possible (e.g., privatising the two
Rome airports separately) would furthermore allow, if not actual competition (as
collusion among a small number of players is likely), then benchmarking (cost
comparisons) by the regulator.
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of government. The 2002 financing law will begin to tackle these issues by provid-
ing clear guidance to local authorities with respect to both the obligation to split
network ownership and the provision of public services, and to rely on competi-
tive procedures to grant operating licenses. There is also an intention to open the
energy sector, although perhaps more active support to the energy regulator may
be needed to reduce still very high energy prices in Italy (Box 8).

Improving allocation of capital

Growth will depend finally upon improving the allocation of capital via the
financial system. Many of the problems referred to above find their counterpart in
the financial system. In particular, the polarity of the Italian industrial structure (a
host of small firms and a handful of large ones) reflects in part the inability of the
system of finance to allow firms to grow, i.e. small firms tend to stay small. Insuffi-
cient innovation may be partly related to the lack of firms’ access to risk capital
and of effective market mechanisms for enterprise management control.

Enterprise finance and governance issues

Small enterprises dominate the Italian structure of production: 45 per cent
of total employment, more than twice the European average, is in firms with fewer
than 10 employees. Reflecting the large weight of small firms, around one-third of
all workers in Italy are self-employed, far above the OECD average. There are rela-
tively few large companies, and the gap with other EU countries is also wide for
medium-sized enterprises. While the main reason for fragmentation has been high
taxes and rigid labour laws, financial factors have also been relevant.118 Small firms
bear a heavy burden in terms of financial costs (absorbing one-third of operating
profits, against 17 per cent for large firms), reflecting their substantial recourse to
debt capital (Table 34), in turn mainly short-term bank credit, although a large part
of investment is family-financed. A structure of liabilities skewed toward debt cap-
ital makes for greater financial fragility in adverse phases of the economic cycle. It

Table 34. Leverage by firm size1

1.Leverage defined as ratio of financial liabilities to total assets.
Source: Banca d’Italia.

1996 1997 1998 1999

Employees
1-14 67.1 67.6 66.6 67.2
15-49 61.2 61.4 61.1 60.4
50-199 56.2 57.2 57.3 56.3
200-499 53.8 52.6 55.4 54.4
≥ 500 49.6 47.7 46.2 43.0
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may also prevent firms from grasping good investment opportunities thereby
diminishing their growth potential. Moreover, in Italy the practice of borrowing
from multiple banks is prevalent, which weakens customer relationships and
exacerbates the lack of outside long-term finance and enterprise monitoring.

For larger firms, family finance remains important while listed firms are
characterised by a high degree of “insider” control.119 Indeed, where old patterns
of “insider” control have been disrupted by changes in financial regulation (as in
the case of privatisations), new mechanisms to prevent an overly active market in
corporate control have emerged.120 Cross-shareholdings have thus (until recently)
expanded and take the form of pyramidal structures, enabling control by the use
of relatively small direct equity stakes (Table 35). The use of shareholder agree-
ments (informal but tightly exercised coalitions) reinforces insider control. Minor-
ity shareholder rights have suffered as a result, a factor preventing more
widespread demand for share ownership (Table 36).121 The stock market has failed
to grow in terms of the share of companies listed, which number only about
275 firms despite rather modest thresholds on firm size for entry (although listed
firms tend to use the market intensively and a fledgling market for venture capital
firms includes 45 firms). Companies seem reluctant to list because they are unwill-
ing to “open their books” to allow new shareholders to participate in their capital,
reflecting tax and regulatory, but also cultural, factors. This is also related to the
relative lack of medium and large-size firms in Italy. Moreover, few Italian firms are
listed on other European exchanges.

Financial market reforms

Reform of the banking system since 1990 has produced a more efficient and
market-based allocation of credit (Box 9 and Table 37). In the process, there may
have been temporary disruptions in small firm credit supplies especially in the South,
where bank restructuring contributed to the severe downturn in the mid-1990s.

Table 35. Separation between ownership and control
In the top 10 private-sector groups

1. Ratio of capital controlled to capital invested.
2. In the company’s total market value.
3. Average percentage of shares with voting rights in ordinary shareholders’ meetings controlled by the group holding

company, weighted by market value.
Source: www.consob.it.

1990 2000

Average number of listed companies per group 6.9 3.3
Group leverage1 2.4 1.8
Proportion of non-voting shares2 19 8
Average level of control3 49.5 54.5
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Though no such credit shortages can now be observed, the large bank privatisations
of the early 1990s have left a void in terms of development and innovation-oriented
finance. Privatisation is itself not complete, as the fondazioni (non-profit foundations)
continue to hold a significant portion of bank listed capital despite ongoing divesti-
ture of their majority holdings as required by law;122 as the fondazioni are not subject
to market forces, this raises concerns about their ability to contribute to effective
capital allocation by the banking system.123 Banks, moreover, have by and large
failed to channel savings toward more innovative forms of financing of smaller firms
(as for example, intermediaries in commercial paper and bond markets, or invest-
ment banking), designed to bring them to capital markets.124

Thus, a financing gap for small firms persists – notably in the scarcity of
long-term finance based on prospects rather than collateral. Given the importance
of local knowledge for small-firm finance, it may be necessary to remove obstacles
to the further development of domestic securities markets in order to fill this gap.
A venture capital market may also be ideally suited to small enterprise finance.
Policy changes of the 1990s have in fact laid the groundwork for capital market
development. The return to monetary stability has reduced the cost of capital pro-
viding an incentive for firms to rebalance their financial structures away from debt
toward equity capital, and for households to lengthen the maturity of their portfo-
lios, including shares. The 1998 tax reform also provided an incentive, in particular
the dual income tax (Dit) which reduced the bias in the tax system against equity
financing125 (albeit Tremonti-bis has discontinued the Dit, thereby reinstating the
former degree of bias in favour of debt finance).

Table 36. Major shareholders in listed companies1

1. Percentage ratio of holdings above 2 per cent with reference to market capitalisation of ordinary share capital of all
companies listed on the Italian stock exchange.

2. As a percentage of total market capitalisation.
3. As a percentage of GDP.
Source: www.consob.it.

1990 1996 1997 1998 1999 2000

Foreign investors 5.0 4.5 5.0 5.9 6.2 6.5

Financial institutions 7.5 10.0 10.4 11.4 11.3 14.1
of which:

Insurance companies 2.5 1.9 2.2 2.5 1.5 3.2
Banks 2.9 4.3 5.1 4.8 5.3 5.9
Foundations 2.1 3.8 3.1 5.1 4.5 5.0

Companies 22.0 8.2 14.4 12.6 19.4 17.2

State and local authorities 18.1 32.5 12.1 8.8 10.6 10.2

Individuals 5.6 5.5 4.8 3.8 4.5 4.9

Total market capitalisation of major shareholders2 58.2 60.7 46.7 43.5 52.0 52.8

Total market capitalisation of the Italian stock market3 . . 20.3 30.2 45.1 64.5 67.8
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Box 9. Banking reform

The 1990 Amato Law on bank privatisation and the 1993 Banking Law trans-
posing the EU directives played a major role in fostering a more market-oriented
system (although the reform process had already started in the 1980s). Three
main trends have been established subsequent to these reforms:

• Extensive bank privatisation. The share of total assets held by banks controlled by
the state or other public institutions has greatly decreased, from 68 per cent
in 1992 to 12 per cent in 2000. The remaining publicly held banks are owned
by the fondazioni (non-profit entities with close ties to local government), who
also continue to hold minority shares in banks more widely (Table 36).1

• Merger and acquisition activities have achieved major consolidation in the sector. The consoli-
dation process was stimulated by deregulation, the opening up to foreign com-
petition, the growth in asset management business and the introduction of the
single currency. It has taken place through the formation of banking groups, of
which there are now 74, and has allowed economies of scale in production and
distribution of new services, and increased risk diversification. The ratio of bad
debts to total loans has declined substantially (Table 37). Reorganisation plans
led to a lowering of costs and improved quality of services, especially for small
business and individuals. The share of unit labour costs over gross income fell
from 7 percentage points above the EU average in the mid-1990s to one of the
lowest values in continental Europe. The profitability gap between Italy and
the euro area has almost closed. Banks in southern Italy have been major ben-
eficiaries of consolidation, and credit markets are no longer regionally
segmented. This has improved the supply of credit in the South.

• An increase in bank competition due to the easing of entry rules, regulatory action and anti-
trust enforcement. The supervisory authority has acted to ensure that the process
of consolidation is accompanied by increasing efficiency in the sector and to
guarantee competition at local level.2 The secondary legislation in the field of
prudential supervision in the last few years aimed at encouraging banks and
banking groups to develop new means of distribution for financial products, to
decrease the existing territorial segmentations and to widen customers’
choices. The entry into the market of new players, both Italian and foreign, pro-
vided an important counterweight to increasing concentration. During the last
decade 191 new banks were constituted. The number of foreign bank subsid-
iaries and branches rose from 41 to 71. Foreign players are especially active in
the household mortgage market. The increase in competition has resulted in
the reduction of the spread between short-term loans and deposit rates. It has
further eliminated regional disparities. Deposit rates are roughly equal across
geographic areas, and lending rates differ only by a margin reflecting greater
riskiness of loans in the South. Asset management services are supplied on
equal terms throughout the country.

1. As financial institutions mainly hold the shares of other financial institutions, notably banks,
Table 36 implies that share holdings of the fondazioni could amount to as much as one-third of
banks’ listed capital.

2. The Bank of Italy, in its capacity as antitrust authority in the banking sector, has carried out
38 formal proceedings (consisting in thorough investigations on situations – merger, collusive
agreement, abuse of dominant position – that substantially lessen competition in the mar-
ket), a high number in an international comparison. In more than half of the 18 proceedings
regarding concentrations, measures were taken in order to avoid that a dominant position in
local markets could arise.
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The 1998 Draghi reform of rules regarding listed companies was a major
step forward in changing regulations in support of stock market development,
notably by shoring up minority shareholder rights. Its restrictions on cross-
shareholdings have reduced pyramiding somewhat, but leverage is still high
(Table 35) and share holdings remain highly concentrated (Table 36). The recently-
passed reform of company law provides needed technical corrections to the
Draghi reforms, notably extending their reach to non-listed firms. However, it does
not fill all the gaps in protection of minority rights and in transparency (Box 10).
The law also provides for the consistent application of rigorous accounting stan-
dards to small as well as larger firms (having applied only to the latter in the past),
which could remove a major hurdle to stock market listing. However, it will be
important that the accompanying alleviation of criminal penalties on (minor)
accounting fraud does not create a weakening of standards by the back door.

All in all, efforts to develop the capital market and curtail use of pyramid
structures have not borne the anticipated fruits. Perhaps the only answer is growth
of more dispersed ownership. The development of private pension funds would
provide a major stimulus in this regard. As noted above, the government intends
to build a private pension pillar. It should mandate that current TFR contributions
be diverted for this purpose, in line with intentions, but tax relief related to fur-
ther voluntary contributions is likely to be needed to fuel sufficient growth to pro-
vide security for workers and to contribute to development of capital markets.126

And as recommended in last year’s Survey, as well as in the recent Brambilla report
(Annex II), the funds should remain “open”, with full market competition for man-
agement and without restrictions on portfolio choices apart from those related to

Table 37. Banking statistics

Source: Banca d’Italia.

1990 1995 1998 1999 2000

Net interest income (as per cent of total assets) 3.40 2.78 2.15 1.95 1.92

Non-interest income (as per cent of total assets) 1.02 0.86 1.40 1.60 1.76

Operating expenses (as per cent of total assets) 2.72 2.45 2.16 2.15 2.05
of which: Banking staff costs 1.77 1.55 1.30 1.26 1.15

Net profit as per cent of capital and reserves (ROE) 10.2 1.6 7.5 9.7 11.5

Total assets (per cent of GDP) 120.7 142.0 146.6 147.4 153.3

Total number of employees (thousands) 337 359 346 343 343

Banking staff costs per employee 
(thousands euros, constant prices) 54.3 57.0 54.4 53.7 53.4

Non performing loans (as per cent of total loans) 5.0 9.2 8.7 7.4 5.7

Number of banks 1 156 970 921 876 841
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Box 10. Reform of financial framework conditions

The OECD growth study has shown that the quality of the rules that govern
business has a significant impact on an economy’s ability to grow, innovate, and
compete. Numerous measures have been adopted recently or are forthcoming in
the fields of company law, bankruptcy law, civil justice and regulatory simplification.
Their objective is to improve the legal framework in which companies operate.

Company law. A wide ranging reform of the rules governing listed companies
was enacted with the Consolidated Law on Financial Intermediation (the so-called
Draghi reform) of 1998. Reflecting the view that corporate governance in Italy had
been tilted excessively in favour of assuring control by insiders at the expense of
shareholder protection, the new provisions marked an advance in the protection
of minority shareholders, strengthening their means of protection and enhancing
the effectiveness of oversight by the board of auditors. In addition, innovations
concerning cross-shareholdings, solicitation to invest, proxy votes, shareholder
agreements and take-over bids helped to promote competition and efficiency of
the securities market and to increase the contestibility of ownership. In many
ways, the reforms took Italy beyond the rest of continental Europe in moving
toward the (more transparent) Anglo-Saxon model of shareholder capitalism.
However, several neglected issues weakened the impact of the other reforms on
shareholder protection, principally the rules on shareholder meetings which still
make it costly for investors to call meetings and make proposals to management.
Soon afterwards, the government recognised the need for a general reform of
company law, and a draft bill was drawn up and still pending in the last Parlia-
ment. The new government took up the bill, and it was approved with substantial
amendments by the new Parliament in autumn 2001. The new law allows for more
diversified provisions on corporate models (reflecting the predominance of small
firms and other non-listed companies in the productive structure), simplification
of company law, greater autonomy in drafting company by-laws, a broader range
of possibilities for corporate finance, more effective measures for protection of
investors, and improvement in the quality of financial statements – notably a
requirement by small as well as larger firms to adopt transparent accounting stan-
dards (in the past, this applied only above a certain firm size). At the same time,
the standards and penalties for accounting fraud have been lowered in the crimi-
nal part of the law, ostensibly to alleviate the cost to small firms to complying with
the new more rigorous accounting standards.

Bankruptcy law. Italian bankruptcy law dates back to 1942 and the need for its
reform is widely acknowledged. Italian rules do not pay sufficient attention to maxi-
mising the company’s value.* And the severe sanctions that they impose on the
debtor-entrepreneur, though intended to protect creditors, reduce the incentive to
have recourse to bankruptcy procedures, diminishing the prospects of a turnaround
and hence a recovery of claims. A reform bill was presented during the last legisla-
ture, and was resubmitted in the current legislature, but the new government has
stated that intends to present a new proposal. The intention is to simplify proce-
dures, reduce sanctions on the entrepreneur, foster agreements with creditors, and
lessen the scope for actions of revocation that are harmful to creditors.
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investor protection. Pension funds could also lead to the emergence of institu-
tional investors with a long-term view, that in turn could come to exercise a role in
corporate control as in some other OECD countries. However, it is still necessary
to change the rules on shareholders’ meetings to reduce the cost for institutional
investors to make shareholder proposals and to exercise their vote.127 Finally,
attention is needed to the reform of bankruptcy law, judicial procedures, and tax
and regulatory simplification, to eliminate major obstacles to risk-taking and
innovation (Box 10).

Conclusions

The new government in Italy, having both a supply-side orientation and
large parliamentary majority, is well positioned to deepen the structural reform

Box 10. Reform of financial framework conditions (cont.)

Civil justice. The malfunctioning of the civil justice system is a cause of ineffi-
ciency in the economy, undermining competition and generating distortions. The
crux of the problem has been the slowness of civil proceedings. In the 1990s, a
series of measures was introduced to rectify both the demand for civil justice and
the system’s ability to supply a remedy. Alongside these measures are the provi-
sions of the reform of company law concerning recourse to the courts. Additional
measures regarding the resolution of company disputes are currently under study.

Regulatory and tax simplification. In the 1990s, Italy like most other OECD
countries embarked upon a regulatory reform with a view to reducing the direct
and indirect costs imposed by regulations on administrations, individuals, and
companies. It has aimed at administrative streamlining, ensuring a higher stan-
dard for the new rules and the rationalisation of existing ones. Regulatory reform
by the new government has continued on the path of administrative simplification
while beginning to eliminate the size threshold for the application of rigid job
protection rules. A tax reform launched in 1998 aimed at simplification of the tax
system, and improving compliance. Such reforms should contribute to a more
dynamic enterprise sector, as growth was held back in the past by the increasing
regulatory burden associated with larger firm size. Reforms to reduce the under-
ground economy should help address the current reluctance of firms to enter cap-
ital markets due to an unwillingness to “open their books”. Fiscal transparency
could be improved further by allowing limited liability partnerships, which do not
tax the company but only the partners, and Italy’s lack of such arrangements is an
anomaly among OECD countries.

* Well-designed procedures should maximise the economic value of the troubled enterprise
(ex post efficiency) while furnishing guarantees to its creditors (ex ante efficiency).
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process. If the further dismantling of various forms of protection against competition
– in labour, product and financial markets alike – is to proceed against a background
of continued social consensus, it is vital that the population be educated on the
benefits of reforms. More flexible labour markets will allow reduced social exclusion
and higher real wages, albeit greater wage differences and less security for some
workers. Thus, strengthening the social safety net is the critical counterpart. The gov-
ernment has rightly stressed the need to eliminate the underground economy in
order to increase worker security. However its position on the reform of unemploy-
ment benefits (an objective of the last government) is still at an early stage,128 as is
the outcome of the debate on EPL. The new delegated law is an important step
toward easing existing EPL. Further pension reform is needed both to improve
incentives to participate in the labour market and to raise labour demand via cuts in
social security tax rates, in particular for low-skill workers. The government’s position
on pension reform should be fully articulated before the end of 2001, in a way that
follows the key recommendations of the Brambilla report.129 Proceeding with
reforms to make the wage setting mechanism more responsive to local labour mar-
ket conditions is a key element in raising employment and potential output in all
Italian regions. The government should therefore further encourage the social part-
ners to come up with a creative new design for the social pact.

Italy’s lag vis-à-vis other advanced OECD countries in innovation and new
forms of international competition is evident. The government has made many
promises to facilitate the new economy, but actions so far have been scarce. Years
of budget tightness have short-changed human capital development in Italy. But
even within tight budget constraints, progress is possible. More regulatory simpli-
fication, going beyond the few steps taken thus far, could help to promote domes-
tic innovative activities thus keeping scientists at home. Educational reforms
could raise the level of human capital while releasing resources for research and
training, if these reforms are sufficiently market-based. Product and financial mar-
ket competition would also need to be much higher than can be observed in Italy
today, and EPL eased, to reduce the constraints on firms to grow and innovate.
Thus, standing up to the vested interests that have in a number of cases have
blocked the expansion of competition is perhaps the best service that the central
government could provide. The combination of greater wage and employment
flexibility, better human capital development, and stronger product market com-
petition building upon improved public services, could furthermore help to
unleash the long-awaited growth take-off in the South.

A summary of recommendations for structural reform is provided in Box 11.
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Box 11. A review of progress in structural reform

Proposal Recent action taken Recommendations

1. Labour market reform

A. Increase wage and 
labour cost flexibility
Lower taxes on labour Use savings from further 

pension reform to reduce 
social security contribution 
rates especially on low 
wages; further progress 
in the fight against tax 
evasion can also contribute

Reduce obstacles to 
atypical work contracts

Conditions on use of 
temporary contracts eased 
in line with EU directives

Continue to liberalise terms 
for use of temporary and 
part-time contracts; eliminate 
selective fiscal derogations 
for labour contracts

Links wages to 
productivity

White Paper invites social 
partners to develop more 
flexible wage bargaining

Decentralise wage bargaining 
to allow for regional 
differences in productivity 
levels (without excluding 
national co-ordination); make 
wages more responsive to 
individuals’ performance 
and skill levels; reduce house 
purchase taxes to spur 
geographical mobility

Ease employment 
protection legislation

Government issues 
delegated law easing EPL 
at the margin

Replace judicial procedures 
with arbitration to solve job 
termination disputes

B. Improve labour market 
security
Expand and unify income 
support schemes for the 
unemployed

In 2001 Finance Law, 
unemployment benefits for 
workers over 50 increased; 
use of early retirement 
schemes reduced

Unify replacement rates 
across sectors and firms 
and raise toward 
international norms (making 
this conditional on easing 
of EPL); establish strict time 
limits on receipt of benefits, 
conditional on a active 
job search with monitoring

Modernise job-placement 
services

Procedures for labour 
placement services and 
temporary work companies 
streamlined (single 
form approvals)

Implement plans to expand 
private employment 
agencies and establish 
competition in the sector; 
enhance focus of public
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Box 11. A review of progress in structural reform (cont.)

Proposal Recent action taken Recommendations

employment agencies on 
weakest subjects; allow 
all agencies to engage 
in training activities

Improve job training 
services

Tax incentives declining 
due to EU restrictions 
on their use in the South 
(releasing resources 
for training)

Increase training content 
of youth apprenticeship 
contracts; refocus and 
monitor national public 
training services and 
improve co-ordination with 
decentralised job placement 
services; devote more 
resources to training

Reduce the underground 
economy

Tax incentives 
to declaration 
of clandestine 
employees

Strengthen enforcement and 
monitoring of tax, social 
security, and work safety 
laws; reduce tax burden 
on labour, particularly 
for low-skill workers

Build a private pension 
leg

Brambilla Commission 
presents reform options, 
government presents 
draft delegated law 
on pension reform

Divert TFR to mandatory 
contributions for private 
pension fund; allow tax 
credits for voluntary 
contributions; open 
pension funds

C. Raise labour force 
participation
Raise older workers 
participation

Finance Law of 2001 
eliminates social security 
contributions for workers 
eligible for retirement, 
and expands possibilities 
for cumulating pension 
with employment income

Further pension reform 
to reduce implicit tax 
on working longer in the 
transition phase to the new 
system and for people 
over 64; phase-out seniority 
pensions more quickly

Raise female 
participation

Finance Law of 2002 
expands family tax credits

Socialise part of child and 
old-age care, using part 
of pension savings, via tax 
credits for home care 
or specialised institutions 
(e.g., day care centres); 
further ease part-time work
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Box 11. A review of progress in structural reform (cont.)

Proposal Recent action taken Recommendations

II.Human capital development and fostering innovation

A. Human capital
Raise educational 
attainment of the 
population

Compulsory schooling 
raised to 15 in 1999

Raise school-leaving age 
to upper secondary level; 
in the meantime provide 
for effective training services 
mandatory for school leavers 
until age 18

Improve links between 
school and labour market

More specialised and 
vocational schools at upper 
secondary level needed 
to reduce high drop-out 
rates; non-university post-
secondary degrees (or short 
university courses) in 
technical training; provide 
for traineeships and other 
insertion mechanisms

Improve quality 
of tertiary education

Decentralisation of 
university administration 
in 1999; university 
curricula restructured 
and modernised

Market-based management 
reforms in universities; 
continue to monitor 
decentralisation reforms

B. Innovation
Raise effectiveness of 
education spending

National Education Plan 
presented, including 
10 billion euro extra 
spending over next 
5 years

Make “quality teaching” 
a priority in compulsory 
schooling; consider use 
of vouchers; allow more local 
autonomy in negotiating 
with teachers’ unions; 
use means-tested 
copayments, scholarships, 
and government student 
loans to finance tertiary 
sector

Improve job training Tremonti-bis applies 
to worker training as part 
of investment

Target subsidies to weaker 
labour market elements 
and to technological training 
of employed workers
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Box 11. A review of progress in structural reform (cont.)

Proposal Recent action taken Recommendations

Increase R&D spending 
and rebalance toward 
business

Patents for university 
researchers allowed; 
public funding for R&D 
frozen in 2002 at 2001
level, in contrast to 
earlier intentions 
(a negative action)

Review tax relief schemes 
for R&D to SMEs and 
potentially apply them 
to larger firms; encourage 
research collaboration 
between universities and 
enterprises; increase public 
R&D spending to OECD 
norm

Reduce barriers to 
business start-ups

Financial rules (on initial 
capital subscriptions) 
for establishing a new 
firm eased

Foster venture capital 
market; allow limited 
liability partnerships; reform 
bankruptcy law and related 
judicial processes

Reduce administrative 
burden on business

Elimination of official 
approvals for house 
refurbishing and of 
mid-year VAT instalment

Further reduce red tape 
including approvals for new 
products; further simplify 
the tax system

III.Competition and allocation of resources

A. Increase product market 
competition

Continue privatisations DPEF and Stability 
Programme include 
ambitious further 
privatisation targets, 
amounting to 1 per cent 
of GDP per year for 
5 years, with new 
fast-track procedures

Implement plans while 
liberalising sectors before 
privatisation; ensure 
competitive bidding and 
coherence of the privatisation 
process with competition 
policy (to maximise market 
contestibility of the privatised 
entity); better monitoring of 
the competitive impact over 
time of the process

Deregulate local public 
services, liberal 
professions and retail 
trade

Plans to liberalise 
these sectors in DPEF 
(22-point plan)

Implement plans; allow better 
co-ordination in competition 
policy between national and 
local levels; more forceful 
insistence by the insurance 
authority on compliance with 
the rules of competition
© OECD 2001



142 OECD Economic Surveys: Italy
Box 11. A review of progress in structural reform (cont.)

Proposal Recent action taken Recommendations

Create competition 
in network industries

Transport sector starting 
liberalisation; separation 
of vertical structure 
of ENI; partial divestiture 
of ENEL generation plant 
and access to import 
transmission capacity; 
plan to open energy 
sector in DPEF

In energy, more restructuring 
of the dominant firms and 
reduction of their market 
share (going beyond 
administrative actions, 
and involving more active 
regulation); ensure market 
incentives in rail and 
air transport and more 
competition in road transport; 
in telecommunications, 
implement the unbundling 
of the local loop

Persevere with market-
led strategy 
for the South

2001-06 cofinancing plan 
with EU structural funds 
announced

Strengthen the role of cost-
benefit analysis at all tiers 
of government; strengthen 
local competition and 
make labour markets more 
flexible; strengthen rule 
of law

Foster a “competition 
culture”

Strengthen powers 
of Antitrust and sectoral 
regulators; educate the 
public on the benefits 
of competition

B. More efficient financial 
markets
Deepen capital markets New Company 

Law passed
Develop private pension 
funds; further strengthen 
minority shareholder rights 
(e.g., make calling 
shareholder meetings less 
costly) to reduce prevalence 
of pyramid schemes; 
strengthen accounting 
standards; continue 
regulatory simplification

Improve bank 
governance

The 2002 Finance Law 
introduces radical reform 
of fondazioni by 2006, 
requiring complete 
divestitures of bank 
holdings and full 
non-profit status

Review policies regulating 
hostile take-overs of banks 
by banks; implement reform 
of fondazioni
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Notes

1. See OECD (2000a) for further details.

2. Harmonised consumer price index less energy, food, alcohols and tobacco.

3. The July 2001 DPEF envisages an inflation rate of 2.8 per cent in 2001 and 1.7 per cent
in 2002.

4. Currently, wage setting in Italy occurs on two distinct levels – the first is the central level,
which defines the national industry reference wage, taking into account the officially
projected inflation and past unexpected price rises; the second is the firm-level, whereby
wage premia are linked to individual firm productivity performance (see Chapter IV).

5. See OECD (2000a) and ISTAT (2001).

6. The accurate measurement of capital input is inherently difficult and comparisons
across countries maybe particularly so. For a discussion of the different empirical
assumptions see Scarpetta et al. (2000).

7. According to recent estimates by Scarpetta et al. (2000), the growth rate of capital-
intensity, measured as the capital/labour ratio, increased in the 1990s compared to
the 1980s, but this was mainly driven by losses in employment rather than an
acceleration of investment.

8. Consistent with the medium term fiscal plan of June 1999, the December 1999
Stability Programme set a target for the general government budget deficit in 2000 of
1.5 per cent of GDP, associated with a primary surplus of 5 per cent of GDP. However,
given a better than expected economic performance, the June 2000 DPEF set new
targets for the year, at 1.3 per cent of GDP for the budget deficit and 5.2 per cent for
the primary surplus. In the event, the outturn equalled the old target.

9. This was due mainly to transitory factors, since such benefits were indexed to the
previous year’s lower inflation rate. There was also a fall in the number of new
pensions as the higher age of entitlement to the old-age pension scheme was fully
phased in.

10. The obligation to refund such arrears results in a temporary increase of the cash
borrowing requirement without any accrual counterpart.

11. By that time, the official projection of real output growth in 2001 was lowered slightly
(to 2.4 per cent), while the projected size of the deficit was increased by almost a full
percentage point of GDP (to 1.9 per cent). As a result, the overall magnitude of the
annual revision equalled 1.1 per cent of GDP, with roughly three quarters of this
amount being contributed by the fiscal slippage, and the remaining quarter by slower
output growth.

12. Banca d’Italia (2001a, b), Corte dei Conti (2001).
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13. Designated with the name of Nota di aggiornamento al DPEF.

14. Applying the penalty of 2.5 per cent of the value of the assets declared (see Box 1), the
latter would need to be 76 trillion lira in order to produce the 1.9 trillion lira in
budgeted revenues (Table 10). However, to the extent that taxpayers choose the option
of buying government bonds in the amount of 12 per cent of the repatriated capital, in
lieu of paying the penalty, the capital reflow would need to be greater than 76 trillion.
Italian banks have reported larger than anticipated capital reflows in the early months
of the amnesty, and their estimates of the total final amount range from 50 to 100 billion
euros, i.e. about 100 to 200 trillion lira (see “Sotto lo scudo più capitali del previsto”, Il
Sole 24 Ore, 28 November 2001, p. 2).

15. An alternative corporate income tax rate of 10 per cent, in 2001, 15 per cent in 2002 and
20 per cent in 2003 (instead of the standard 36 per cent rate). A lower flat rate of 8 per cent
in 2001 (rising to 10 and 12 per cent in 2002 and 2003, respectively) will replace the
standard employer social security contribution rates. Similarly, employees will pay a flat-
rate income tax of 6 per cent (8 per cent in 2002 and 10 per cent in 2003), while being fully
exempt from paying social security contributions. As concerns past years, firms and
employees concerned are entitled to benefit from a partial amnesty on past taxable
incomes and social security contributions. Consequently, the ordinary penalty is replaced
by the payment of an alternative flat tax rate of 8 per cent on the declared income.

16. For investment after June 2001, the government has substituted the tax incentives
allowed by the Dit with those envisaged under the Tremonti Law II.

17. The leaving age for compulsory schooling was raised to fourteen years in 1962, while
both a social pension system and a universal national health care programme were
introduced in the 1970s.

18. See for a wider discussion of these developments Signorini and Visco (1999).

19. See EC (2001).

20. In part this reflected a fall in prices as bribes were substantially reduced.

21. See ISTAT (2001), pp. 231-283. From the supply viewpoint, several factors contributed to
the decline in public works, including reductions in commitments for investment
projects in the annual financial law, postponements in the execution of several multi-
year projects and administrative cash management by the Ministry of the Economy and
Finance.

22. This is a problem common to many OECD countries. For a general discussion see
OECD (2001a), pp. 145-167, and Dang et al. (2001).

23. OECD (2000a), p. 65.

24. The calculations show that raising the long-term growth rate to nearer to 1½ per cent
would allow the 60 per cent threshold to be eventually reached at the current level of
the primary surplus despite the expected rise in ageing costs. However, also raising
the primary surplus to above 6 per cent would allow the debt target to be reached
much more quickly, creating room for tax cuts and an easing of the primary surplus
requirement relatively early on.

25. In a number of areas, including education, for example, the Italian public sector
spends even less than is the case in the United States and Canada, which are known
for their stronger reliance on the private sector for the provision of social services. See
Atkinson and van den Noord (2001).
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26. The functional breakdown is less comprehensive than that by economic categories, a
reflection of differing systems of classification and data constraints, while there is also
a lack of sufficiently up-to-date figures. See Adema (2001).

27. D’Alessio and Signorini (2000). See also Brandolini and D’Alessio (2000).

28. A number of recent studies on the personal distribution of incomes show that the
pattern of income inequalities has tended to worsen for Italy. See, for example,
Brandolini (1999).

29. Included in the latter are major labour market changes and the related increase in
female participation rates, which have been accompanied by a declining average
family size.

30. Marlier and Cohen-Solal (2000).

31. Furthermore, with this share decreasing quite slowly with income, the third, fourth
and the top fifth quintiles combined together still total 36 per cent of overall non-
pension benefits, a much higher proportion than the corresponding EU average.

32. Van den Noord (2000).

33. For a general discussion see OECD (2001b) and Goglio (2001).

34. The fiscal dimension of privatisation is also important, with massive sales of state
assets aimed at debt redemption having been needed to assist the beneficial effects
of a high level of the primary surplus. Since 1995 privatisation sales acted to reduce
the debt ratio by about 7½ percentage points of GDP.

35. See Tanzi (1994), p. 306 and Commissione Tecnica per la Spesa Pubblica (1998), p. 15.

36. See Von Hagen and Harden (1996) and Koutopoulos and Perotti (1999).

37. Perez (1997).

38. Perez (1999).

39. From the strategic viewpoint, the role of the DPEF in overall economic programming
has been increased via the incorporation of an annual review of structural reforms, in
both product and labour markets, an illustration of privatisation objectives and an
assessment of policy initiatives targeted on enhancing the growth potential of the
Mezzogiorno (such as in the domain of infrastructure investment, for example).

40. Tanzi (1994).

41. ISAE (2001).

42. OECD (2001b), p. 52.

43. OECD (2001b), p. 74.

44. Commissione Tecnica per la Spesa Pubblica (2001a).

45. OECD (2001b), p. 65.

46. On the other hand, centralisation of tax administration was probably warranted insofar
as a myriad of local taxes and fees had complicated the system and fragmented tax
collection had been inefficient. This probably contributed to the substantial increase
in real tax revenues in the late 1970s and early 1980s.

47. The National Health Fund and the National Transport Fund are the two main
earmarked funds. Health and transportation services are not provided directly by the
regions but rather by the local health units and public (and private) enterprises in the
transport sector, and although these entities in principle can charge fees and tariffs,
these are kept low for reasons of social policy.
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48. In early 2001, prior to national elections, the central government prohibited
imposition of the “ticket”, a copayment on pharmaceuticals, by local health units. This
denied regions an important tool for meeting commitments under the internal
stability pact, which were still expected by central government.

49. In a recent case, the constitutional court has sided with the regions in this matter and
ordered the central government to provide grants to cover the extra cost of providing
nationally mandated “essential” services.

50. See Giarda (2000). To some extent, of course, the corruption scandals justified these
doubts.

51. Regions are permitted to borrow only for the capital budget and for share
participation in public enterprises, with the proviso that capital charges (interest plus
principal repayment) not exceed 25 per cent of regional own revenue, net of health
contributions. Local Health Units and transportation companies (accounting for about
80 per cent of regional expenditure), on the other hand, can borrow from commercial
banks to pay suppliers’ bills.

52. Prior to 1992, lower level governments could not levy taxes or modify tax rates, which
were set by the central government.

53. The “solidarity coefficient” of 90 per cent was a compromise solution after a fierce
debate – the poorer regions had wanted 100 per cent, and the government 80 per
cent. The use of standardised (potential) rather than actual revenues in the formula is
meant to sanction the lack of fiscal effort.

54. The concept of eligible health care expenditures is used to determine the average
eligible cost and thus the distance from the average. Under the existing law on the
national health service, this should be based on a uniform level of services to be
provided across the country and an estimate for each region of the per capita cost of
providing these services. The previous system for allocating grants was based on the
same mechanism. However, it was extremely difficult to come to an agreement, and
the allocation formula between 1980 and 1997 changed practically every year. See
Annunziata and Szekely (2000).

55. Simulations in Annunziata and Szekely (2000) show that annual increases in health
care costs 1 percentage point higher than the real GDP growth rate would create a
sizeable imbalance in the system within a decade. While the affluent northern regions
could raise their required extra revenue by raising their IRAP and regional personal
income tax rates, none of the southern regions would be able to do so. This might
lead to a continuous reform of the tax assignment and equalisation mechanism,
reducing its credibility.

56. While the overall system of transfers succeeded in more or less equalising per capita
nominal expenditure across regions, sharp differences arose among local per-capita
expenditure levels within regions in response to different abilities to negotiate with
central government officials and/or to differences in political affiliations at the
regional level. See Giarda (2000).

57. In the advanced OECD countries in general, there seems to be little relation between
the level of health spending and health outcomes such as life expectancy.

58. For example, waiting times in Italy average 23 days for a liver sonogram, 74 days for an
endoscopy. The average payment-to-supplier delay for the purchase of hospital
supplies was 251 days in 1998, an increase of 30 per cent from the previous year, while
in regions such as Emilia-Romagna and Lazio, the delays were 343 and 449 days,
respectively. See Reviglio (2000).
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59. Reviglio, op. cit.

60. ISAE (2001).

61. Pisauro (2001), Tanzi (1994).

62. Some authors have suggested that it may not be wise to eliminate vertical financial
imbalances altogether, since some level of grants from the central government is
needed in order to give it a lever over subnational governments (see, e.g., Pisauro 2001).

63. See Commissione Tecnica per la Spesa Pubblica (2001b).

64. See Reviglio (2000), p. 24.

65. See Lorenzini and Petretto (2000).

66. See Tanzi (1996).

67. See Atkinson and van den Noord (2001).

68. See 2001 OECD Survey of United Kingdom.

69. Recent studies of major voucher schemes experiments in the United States (Ohio and
Wisconsin) show that school systems making use of vouchers showed much better
educational performance outcomes than schools that did not make use of vouchers
(see Hoxby, 2001). Competition is likely to be needed in the education sector in order
to counteract the strength of treachers unions (in virtually all OECD countries).

70. A cross-country analysis by ISAE (2001) shows that the most critical element of
success in the decentralisation process seems to be the creation of such an
atmosphere of mutual trust.

71. Wurzel (2001) shows that the German government’s failure to adopt such practices led
to massive waste in infrastructure spending in the Eastern Länder.

72. The first two panels of Figure 22 present correlations between changes in MFP growth
and changes in various indicators of innovative activity, whereas the latter two present
correlations between changes in MFP growth and levels of various “state variables” that
make possible improvements in trend MFP growth.

73. Figure 27 below shows that Italy performs significantly better with respect to the two
other types of barriers to entrepreneurship, namely regulatory transparency and
barriers competition. It also shows that when Italy’s composite indicator is updated
to 2000, it falls by about 25 per cent, reflecting the impact of the administrative
simplification (“Bassanini”) reforms pursued in the late 1990s. However, these changes
would have come too late to materially affect the growth of MFP during the 1990s, so
that the level of administrative barriers observed in 1998 would still be the more
appropriate ones to use for the correlations reported in Panel C of Figure 22. Also,
Italy’s position at the upper end of the spectrum for administrative burdens on start-
ups would remain unaffected even assuming that no improvements have taken place
elsewhere.

74. OECD estimates show that the long-run effect on output of one additional year of
schooling in the population at large is about 6 per cent.

75. The educational attainment of workers declines quite sharply with age in Italy (see
OECD, 2001 f). The two factors reinforced each other to the extent that labour
shedding was often applied to older workers in the form of early retirement.

76. See Leibfritz et al. (1997) for a discussion of taxes and employment.

77. Until then, labour input had been regulated mainly by changes in per capita working
hours, absenteeism, and overtime. Labour and capital underutilisation resulted from
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this inefficiency, and labour intensive production was discouraged. See Casadio and
D’Aurizio (2001). The Cassa Integrazione (CIG), a public income support scheme for
collective but temporary suspensions of activity, or else for permanent dismissals
owing to restructurings, was also used to adjust labour input, but it applied mainly to
larger firms and covered only 20 per cent of the workforce, and benefits were very
uneven across firms.

78. The structural improvement was also reflected in a decline in the OECD’s measure of
“non-accelerating inflation rate of unemployment” (NAIRU), from 10.2 per cent in 1997
to 9.3 per cent in 2001.

79. Conversely, much of the sharp decline in employment in the South in the mid-1990s
had reflected the scaling down of government employment and the phase-out of
social security rebates, as well as the drop in construction activity following the
discovery of widespread abuse of public funds, tangentopoli.

80. See Ministero del Lavoro e delle Politiche Sociali (2001b).

81. See OECD (2000a), Figure 32.

82. The first effect is due to the predominance of undifferentiated wage premia. The
second and third effects are due to the partial diffusion of firm-level contracts and
flexible wage premia (it is estimated that about half of workers are not covered by
firm-level flexible premia). Thus, the only partial distribution of productivity gains
favours the registered tendency toward the reduction of the labour share in Italy. See
Casadio and D’Aurizio (2001).

83. Sestito (2002) recommends that the role of the national level be changed from one of the
“pivot” of the system to one of the definition of certain minimum guarantees to workers
(in this sense, wage decentralisation takes on some of the aspects of fiscal
decentralisation seen in the discussion of health care or education in the previous
chapter).

84. This is the de facto solution that has been adopted by Germany to improve the wage
competitiveness of the Eastern Länder.

85. Major favourable revisions to the labour force statistics in 1992 incorporated such a
demographic change. A more accurate method of estimating the population age
structure revealed a much smaller share of young people in the population and a
correspondingly higher share of adults and middle-age groups.

86. As last year’s Survey pointed out, demographic factors will imply a relatively sharp
decline in working age population over the next two to three decades, with a resulting
rise in old-age dependency ratio that has necessitated reforms to reduce benefit
generosity for future retirees under the PAYG pension system. 

87. OECD (2000b and 2001d) show that Italy scores very low in terms of young children
using formal child-care arrangements, while female participation is very low not only
for mothers but also for non-mothers. Among mothers, moreover, there is a huge
difference between the employment rate of the highly educated (69.4 per cent) and
the low educated (26.1 per cent).

88. The EPL indicator, shown in Figures 22 and 25, is a weighted average of indicators for
regular contracts, temporary contracts, and collective dismissals – Italy scores quite
high on all three and therefore Article 18 is not the only determinant of the country’s
position in the overall ranking.

89. See OECD (2001g). It should be noted that in this study, the dependent variable
responding to EPL in the cross-country regressions is not worker training by firms, but
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R&D spending by high-technology industries (of which there are relatively few in
Italy), and the strength of the response tends to be inversely related to the degree of
co-ordination in industrial relations. The link with the propensity to offer worker
training is, rather, an inference.

90. The unions claim that Article 18 is not a factor relevant to small firm size, because so
few firms can be observed in the 11 to 15 employee range. This, however, may not be
sufficient argument as tax and other regulatory factors also come into play.

91. See Galli (2000).

92. ISAE (2001).

93. Unlike in France, reduced social security contributions acting as labour market
incentives have a full counterpart in reduced future pension benefits, consistent with
actuarial fairness of the new system.

94. There may be an implicit presumption among policy makers that since the uptake of
such contracts is primarily by women and young people, social security concerns are
less pressing: the former normally provide only a second income, with their security
deriving from the primary earner, and the latter still have many years ahead in which
to build up pension rights. What may be important is to get these people into the job
market, to avoid a deterioration of skills that could otherwise develop.

95. The unions argue that the Article 18 provisions are rarely used in any event, because
of the long and costly delays for the worker. It may be argued, however, it is the threat
of such costs that would arise for the employer as well in the case of a court action,
that may inhibit recourse to this provision.

96. As noted in Chapter III, unemployment benefits are structurally low compared to other
European countries.

97. See OECD (1994) for a discussion.

98. See Ministero dell’Economia e delle Finanze (2001).

99. ISTAT estimates that irregular employment amounted to 3.5 million workers in 1998,
implying an underground economy equivalent to 15 per cent of GDP. A new study by
Censis (2001), however, estimates such workers at 5 million (a large part of which in the
South), bringing the size of the underground economy to 20 per cent of GDP. The
report claims that the differences with the Istat estimates are due to a more complete
accounting for immigrant labour and women working from their homes.

100. See OECD (2001g).

101. An education reform in the late 1990s which gave more administrative powers to the
local levels initially attracted a repatriation of professorial talent, but it largely
backfired insofar as university administrators tended to abuse their new rights in
exercising even heavier favouritism in hiring decisions than before.

102. The Bertagna Commission on education reform presented its report in late November.
It calls for a reform of the school cycle featuring the main following elements: 3 years of
pre-school remain optional; elementary and middle school, 5 and 3 years, respectively,
both remaining compulsory; at age 14, upon completion of middle school, students
choose one of three routes: i) lycée (high-school) for 4 years instead of the current 5;
ii) professional institute offering technical training for 3 or 4 years, the latter resulting in
a diploma giving the right to university entry or further technical training; or
iii) secondary-level training alternating with work experience (i.e. for school-leavers).
This plan, to be subject to national debate in late December, would align Italy with
most other OECD countries in terms of the age at which secondary studies are
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completed (18), while improving the school-to-work transition via a greater focus on
technical training.

103. See Checchi (2000). The study stresses that students from better off families persevere
with their studies not only because their families provide more encouragement (as
might be expected), but also because their professional job prospects tend to be
much brighter thanks to family connections.

104. For 18 year olds, enrolment in the school system increased from 70 to 74 per cent
between 1995 and 2000. See Sestito (2002).

105. In the new 5-year National Education Plan, 10 billion euro in new “investment”
spending for schooling is allocated to the following areas: educational reform,
technological innovations, teacher training and continuing education of teachers;
obbligo formativo and adult education, professionalisation of school managers, school
buildings, and financing for private schools at the compulsory schooling level.

106. An ISAE (2001) study of firm-level data notes that job turnover is higher among
insiders (defined as including both permanent workers and young workers repeatedly
hired on fixed-term contracts), as in the presence of high hiring costs and even higher
firing costs, firms prefer to turn to “tested” workers.

107. This depends on the economic depreciation rate of the new skill, the corporate tax
rate and the real interest rate. For example, for values of straight-line depreciation
over 10 years, 25 per cent, and 4 per cent respectively for these variables, the rate of
subsidy is 4 per cent. See OECD (2001f).

108. Other countries’ experience shows that trying to training subsidies to such groups
tends not to work well.

109. See OECD (2000a), Chapter III.

110. An EU survey (EUROSTAT – CIS2) shows that the proportion of firms introducing
innovations rises from 44 per cent for firms with 20-49 employees to 79 per cent for
those with more than 500 employees. An analysis carried out by ISTAT and the Italian
Research Council (2000) gives similar results, and also shows that firms located in
southern Italy are much less likely to innovate than those in the North-East.

111. The ISTAT (2001) study finds that “traditional” industries have performed much more
effectively than other sectors in terms of achieving greater reductions in labour costs
from process and product innovations, with gains particularly high for smaller firms
(defined as 20-49 employees), and that being in an industrial district enhances
performance even further. Studies for the United States also show that the innovation
rate, defined as number of innovations per employee, is higher for SMEs than for larger
firms.

112. See OECD, Education at a Glance, 2000.

113. See Ministero dell’Economia et delle Finanze (2001).

114. See STI Scoreboard 2001, Figure A.6.6.

115. The growth of e-commerce could bring particularly large reductions in transactions
costs for all firms in Italy. It depends on several factors: payments systems are secure,
reliable and widely accepted; safeguards for the security and certainty of transactions;
adequate regulation of on-line transactions; rules to protect privacy; and the
achievement of a critical mass of transactions. See Coppel (2001).

116. Germany’s experience in integration of the New Länder may be instructive in this
regard. Substantial differences in productivity have co-existed with official policies to
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equalise wages. The resulting loss of competitiveness required massive fiscal transfers
and ill-conceived infrastructure projects, keeping taxes high and creating a
dependency culture. Training and work provision schemes of idle labour largely failed
with respect to improving employment prospects, and even served as a negative
signalling device. Worker training in firms suffered because of the lack of viable
productive activities. This set up a vicious cycle whereby productivity levels have
failed to converge with wage rates. See Wurzel (2001).

117. Fazio (1999).

118. A survey conducted in 2001 by the Abacus Institute indicates that labour market
rigidities, in particular the difficulty of reducing personnel, are the prime reason for
small firms’ failure to grow, cited by over 30 per cent of respondents. In second place
is the high tax burden (29 per cent), and thirdly, financial constraints (20 per cent).
Inadequate public infrastructure was only cited by 6 per cent of firms. See Ministero
dell’Economia e delle Finanze (2001).

119. A notable exception is Mediobanca, which established a unique and powerful position
as an investment bank with long-term lending and equity stakes in many firms. 

120. See Deeg and Perez (2000).

121. On average, the top 5 largest shareholders of large companies hold 87 per cent of its
shares; more than half of listed firms are controlled by a single owner.

122. Divestiture of majority holdings was often brought about by the merger of a fondazioni-
owned small bank (Cassa di Risparmio) with a larger private bank, reducing their share
holdings to minority status in the merged entity. The new government has introduced,
within the 2002 financial law, a radical reform of the fondazioni, which calls for a
complete withdrawal from the banking business and redesign along the lines of the
model of the US Foundations, non-profit institutions which leave the management of
their investment portfolios to independent trusts. The reform is to be completed
by 2006.

123. See OECD (2001b).

124. The 1993 Banking Law (Box 9) included measures to stimulate long-term relations
between universal banks and firms, patterned on Germany, for example by allowing
banks to issue bonds and medium-to-long term credit (previously reserved for
specialised credit institutions) and to hold equity stakes in non financial firms. It also
permitted non financial firms to issue commercial paper and long-term investment
certificates in an effort to increase long term funding to firms. See Deeg and Perez (2000).

125. See the OECD (2000a), Chapter II.

126. Ministero dell’Economia e delle Finanze (2001), Box on Il secondo pilastro previdenziale,
which suggests that tax relief on income from pension savings, rather than on
principal, is likely to be sufficient to allow for pension fund growth while not being too
costly for the budget.

127. Bianchi and Enriques (2001) argue that mutual funds, which have emerged as
significant items on the liabilities side of bank balance sheets, could also come to
exercise a role in corporate control, if minority rights are further strengthened.

128. See Ministero del Lavoro e delle Politiche Sociali (2001b).

129. A draft delegated law was presented to the Social Partners in early December,
envisaging incentives to postpone retirement age, use of TFR for private pension
insurance, and reduction of pension contribution by firms for newly hired workers.
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Annex I 

The sale of public real estate assets

Background

Concerning the sale of public real properties, the Italian authorities have put at the top
of their agenda residential buildings and other properties which are suitable for business use
(retail and office space). Later on, they will decide on the feasibility of selling assets which
because of their state of preservation and/or location are less attractive to the market
(abandoned and remote railways stations and military quarters, for example). Historic
buildings which are protected by special environment and artistic preservation norms
(palaces, museums and monuments, for example) will not be sold. Based on the most recent
announcements, the revenues officially expected from the realisation of the sales
programme are equal to 60 trillion lira (between 2½ and 3 percentage points of GDP), still a
prudent estimate according to the government.

Previous attempts to sell public properties have given largely disappointing results. An
amount of 6 trillion lira (about a quarter of a point of GDP) had been included in the budget
for 2000 but never realised. For 2001, the government expects between 4 and 6 trillion, which
is less than the 8 trillion originally set in the 2001 budget. A major stumbling block has been
the need to update the inventory of properties, partly because ownership is split across
various entities of the general government, i.e. central government, the local authorities and
the social security institutions. Even more critically, the decision to sell properties
individually has magnified the veto power of the authorities at lower levels of government
which own most of the properties and feel concerned about the prospect of lower rental
income. Such difficulties have been compounded by the existence of a large number of
tenants in arrears on their rent payments, given the reluctance of the state to face lengthy
dispute settlement procedures which would need to be entered into on a case by case basis.

The new approach

Securitisation

This background has called for the definition of a selling strategy that can generate rapid
results, while also ensuring procedures which are as transparent as possible. The first
requisite, rapidity, is to be achieved via the method of securitisation, according to which a
given bloc of properties is sold by the state to an independent private company which will
be allowed to raise funds through selling collateralised bonds to the general public. Each
bloc of properties will be defined according to predetermined criteria, so as to ensure that
properties characterised by a similar usage (whether private, or business), quality and value
are grouped together. Each purchasing company is to be created ad hoc, most likely
encompassing a consortium of investment banks. Later on, the company will be free to resell
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the properties to the market on an individual basis. Because of its role as an intermediary
between the state and the market the purchasing company has been designated, as in past
securitisation operations, with the name of Special Purpose Vehicle (SPV).

The second requirement, transparency, is a key precondition in order to build the trust
between bond issuers and purchasers which will be needed to realise a successful
securitisation programme. Under the new approach, the properties will be used as collateral
for the bonds with the state committed, at this stage, to a below-market price. The prospect
that the SPV will resell the collateral at a higher price is equivalent to an insurance to the bond
holder against the risk of default, thus enhancing both the attractiveness of the operation to the
purchasers and the likelihood that the bonds will receive a high rating. Moreover, bond holders
will be able to resell their bonds on the secondary market for state securities.

Sale of individual properties

As noted, each SPV can resell its portfolio of properties to the market on a case by case
basis and one of its statutory missions will be to do this under the best possible conditions.
The surplus so created will be paid back to the state having taken into account transaction
costs and brokerage fees.

Treatment of receipts and budgetary impacts

The treatment of the receipts resulting from public asset sales may take various forms,
according to Eurostat. For example, the receipts accruing to a public holding company which
sells shares or other equity it owns in a third enterprise have to be fully recorded in the
financial accounts of both the holding and the general government. As such, the sale has no
consequences for the net lending of the general government. Similar treatment is reserved
for receipts of a company in which the government has a holding which sells real assets it
owns. By contrast, the direct sale of real assets by the state (fixed assets, inventories,
valuable, land or other non-produced non-financial assets) is treated as a capital receipt
item in the national accounts and as such it has a positive impact on the net lending of the
general government.

The sale of properties can thus be used for the purpose of meeting the deficit targets
agreed with the EU under the Stability Programme. However, while the revenues from the
securitisation can be fully used for deficit reduction – in which case they will be recorded when
the change of ownership takes place – the criteria underlying the treatment in the budget
account of the surplus attached to the resale of individual properties are still to be determined.

At the time of writing, one SPV, comprising both domestic and international partners, has
been mandated to proceed to the securitisation of the first bloc of properties. The
government expects this operation to be fully realised before the end of 2001 so as to assist
the achievement of the fiscal targets for the year.

Other incentives

Past experience suggests that the execution of the programme would be highly
problematic in the absence of carefully designed incentives, in part because of the important
vested interests it will affect. On top of the usual purchasing pre-emption right, current
tenants of public properties will be entitled to purchase these properties from the SPV at a
30 per cent discount on the market value. Special safeguard guarantees will protect low-
income tenants from the risk of being turned out of their apartments. Also critical to the
success of the programme will be the co-operation of the lower entities of the general
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government. One of the reasons why the government would like to ensure a maximum
degree of procedural standardisation is precisely to avoid disparities of treatment across
entities, which is much needed to have them involved in the strategy. More fundamentally,
lower level government owners will benefit to the full extent from the revenues accruing from
the sale (the initial price plus the resale surplus). Such revenues will be credited in a
remunerated account held at the Ministry of Economy and Finance.
© OECD 2001



160 OECD Economic Surveys: Italy
Annex II 

Main conclusions of the Brambilla pension commission

The “Commissione ministeriale per la valutazione degli effetti della legge 335/95 e successivi provvedimenti”
(Brambilla Commission) was established in order to assess the financial effects of the
1995 pension reform over the period 1996-2000. The Commission was also in charge of
updating the estimates of the financial effects of the 1995 reform for the period 2001-2006 and
for the projected path of pension expenditure over the next decades. The Commission’s final
report1 does not so much offer specific recommendations for further pension reform (except in
the areas of private pension provision and steady state properties), as to point out the tensions
inherent in the present pension system. By implication, it is then up to the government to issue
new legislation that addresses these concerns. The analysis adopts the optic of the objectives
of the original reform law (No. 335/95), the new obligations under membership in the European
Monetary Union, and the need to stimulate competitiveness and growth.

Main conclusions of the audit

• The 1995 pension reform has substantially achieved the financial targets that were set
for the period 1996-2000. The overall effect consists of an improvement in the public
finance balance of around 28.3 billion euro, in line with the expected results. Of these,
savings and higher revenues account for 31.7 billion euro. Costs of implementing the
reform were lower than expected (3.4 billion euro instead of the projected 5.5 billion
euro), almost exclusively because of the slow development of the second pillar.

• The updating of the estimates for the period 2001-2005 shows that the cumulative
financial effect is expected to be 5.3 billion euro higher than what was estimated
in 1995, with an improvement in the public finances balance of around 52 billion euro.

Problems in the transition

The slow transition to the new steady state system continues to cause serious problems
in the fiscal, social equity, and economic domains for at least two decades to come. They are
as follows:

– Pension spending, already high in EU terms, is set to rise further, crowding out other
spending. However, the ultimate ratio to GDP (now around 14 per cent) depends very
much on the growth rate of real GDP that is assumed. For example, 1 per cent long-run
real annual growth implies a peaking of such spending at over 18 per cent of GDP, 2 per
cent avoids any major increase, while 3 per cent allows a decline. The official
projections shown in the special chapter of last year’s Survey assumed long run annual
growth of 1½ per cent, and pension spending peaked at close to 16 per cent in 2035.
The only reliable constant in the calculations is the demographic tendency projected
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by ISTAT, which shows a sharp rise in the dependency ratio (in the absence of massive
immigration).

• At current contribution rates, moreover, the financial disequilibrium of the pension system is
set to widen markedly over the next two decades. The “equilibrium” contribution rate
is projected to rise by 4.7 percentage points by 2032.2 In order to cover the gap, the
effective contribution rate should have the same increase. However, such an increase
would be unacceptable from an economic viewpoint, while issuing more debt is
unacceptable from the point of view of obligations under the Stability and Growth Pact.
Thus, a further reduction in pension or other public spending will be necessary. After
having reached the peak, the “equilibrium” contribution rate is expected to decline to
39 per cent in 2050 following the demographic path.

– Generational and worker inequalities, as calculated by pension rates of return (or
alternatively effective replacement rates) for the different groups, are severe. This is
because of strong preference given to workers with more seniority during the
transition. Also, differential contribution rates exist for different categories of workers,
with private dependent workers being particularly disadvantaged relative to other
groups. Social inequalities in the future are also aggravated by the recent growth of
parasubordinati, i.e. workers on atypical contracts benefiting from social security tax
breaks but at the cost of inadequate pension coverage in retirement, given the lack of
supplementary coverage (below).

• Pension system parameters distort the labour market, as evidenced in a low and falling
(over the past 20 years) employment rate and a large underground economy. The
strong recent growth of parasubordinati shows the large impact that cuts in social security
taxes can have on labour supply and demand. The most affected groups are women
and workers aged 51-65. Italy stands out similarly for its low median retirement age,
especially for women, the discrepancy with other countries being even larger when
taking into account life expectancy. The implication is that the goal of reaching the
Lisbon/Stockholm criteria, discussed in Annex III, reinforces the need for further
pension reform.

• The high tax wedge furthermore impairs competitiveness in the context of the single
currency.

• The Commission notes a slow development of complementary pension provisions. The following
main reasons are given:

• Scarcity of resources at the disposal of potential adherents (again, a problem of too
high a labour tax wedge), requiring the usage of other set-aside funds such as TFR.

4. There is little competition between various types of pension funds due to excessive
restrictions on open and individual pension funds, while negotiated funds are
excessively favoured; thus deregulation followed by re-regulation to assure better
prudential supervision is needed.

• Obstacles to participation in pension funds by public sector workers, which must be
removed even though there is no TFR in this case to access.

5. Continuing legislative interventions in recent years have created a climate of insta-
bility and uncertainty; greater regulatory stability is needed in order to stimulate
both supply and demand in the market for pension funds.
© OECD 2001



162 OECD Economic Surveys: Italy
Issues in the long run

Finally the report points out some structural features of the system (once it reaches the
steady state) that leave room to improve its effectiveness in reaching the target of economic
and social sustainability. Two of them are particularly relevant. First, the difference allowed
in the law between the financing contribution rate (actually paid into the system) and the
calculated contribution rate (used in the calculation of pension benefits) carries costs,
whether for social equity or for financial equilibrium. Unless a good reason can be given for
such differences, they should be eliminated. Second, the modalities for updating the
“transformation coefficients” of the benefit formula every ten years via a political process,3

carry high risks and could generate strong discontinuities in the treatment of different
cohorts. A possible solution could be to update at shorter intervals and to adopt an
“automatic” method of calculation.

Notes

1. Commissione ministeriale per la valutazione degli effetti della legge No. 335/95 e
successivi provvedimenti (2001), Verifica del sistema previdenziale ai sensi della legge 335/95 e
successivi provvedimenti, nell’ottica della competitività, dello sviluppo e dell’equità, September.

2. The equilibrium contribution rate in 2000 was 2.1 per cent. It is projected to reach a
peak of 46.8 per cent in 2032.

3. See last year’s Survey for a discussion.
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Annex III 

Future directions for labour market reform

The Lisbon summit in March 2000 laid down as the general objective of EU labour
market policies to raise the overall employment rate from an average of 61 per cent at
present to as close as possible to 70 per cent by 2010, and that of women from 51 to more
than 60 per cent. The Stockholm summit of March 2001 further specified intermediate targets
for employment rates of 67 per cent overall and 57 per cent for women by January 2005, while
also agreeing on a 2010 target of 50 per cent for older workers (55-64). The Italian Ministry of
Labour and Social Policies1 has tried to determine likely national employment objectives
from the perspective of these EU targets, basing its calculations on a set of scenarios
until 2005 and then 2010 that project the positive trends having surfaced in the labour market
during the 1995-2000 period,2 superimposing these on the underlying negative demographic
trends projected by ISTAT. The resulting projections of potential employment would then
imply a range of potential GDP growth rates, given different assumptions about future labour
productivity growth (1¾ per cent per year “high”, and ½ per cent “low”). Conversely, the
resulting intervals of GDP growth rates may also be interpreted as the economic growth
“needed” to attain a specific reference employment scenario. Six different scenarios have
been envisaged, as follows:

• The first scenario i) takes on board only the negative demographic effects (participation
and employment rates are assumed unchanged from 2000). The labour force is
unchanged until 2005 and then declines substantially by 2010. GDP growth is barely
positive, even under the “high productivity” case. The message is that much more growth
of the employment rate is needed to offset the negative demographic effects.

• The second through fifth scenarios project successively more ambitious assumptions
about average employment growth as follows ii) that reported over the 1995-
2000 period (negative demographic effects still dominate); iii) the previous assumption
but the employment rates of older male workers remain unchanged from 2000, as they
already had from 1998 (demographic effects neutralised); iv) the higher average
employment growth experienced over the 1998-2000 period (the Centre-North comes
close to its maximum potential); and v) the previous assumption plus the hypothesis of
a recovery of older male workers’ participation to their 1993 level as of 2005 (this
substantially eases labour market tightness in the Centre-North though unemployment
there is still 2.2 per cent by 2010 compared with 17 per cent in the South).

• The sixth scenario vi) adds onto the assumptions of vii) a closing of the gap between the
Centre-North and the South by 2020 (i.e., the Centre-North reaches its employment
targets by 2010 and stays there while the South catches up 10 years later). The
employment rate would reach 65 per cent and the unemployment rate would drop to
4 per cent by 2010. The likely range of the GDP growth rate would be 2¾-4 in the first
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5-year period and then 1¾-3 in the subsequent one, with clearly higher values in the
South.3

It is clear that only the final very ambitious scenario allows Italy to approach the full-
employment situation outlined in the European Union, with, of course, no indications of what
sorts of policies would be needed to translate it into reality. The previous scenarios (2nd to
5th) demonstrated that should the trends observed in 1995 (or 1998) to 2000 be long-lasting,
the North-South polarisation would be unsustainable. The Centre-North regions would
quickly hit most of the European objectives. However, the resulting bottlenecks (which
already appeared in 2000) imply aggregate inflation risks that would jeopardise Italian
competitiveness and growth. Even in the (5th and 6th) scenarios incorporating optimistic
assumptions for older worker participation (based on past pension reform impacts), their
employment rate by 2010 is only 36 per cent – far from the 50 per cent objective set by the
Stockholm summit.

Notes

1. See Ministero del Lavoro e delle Politiche Sociali (2001a).

2. An assumption inherent in such a procedure is that the elements of flexibility
introduced in the labour market brought about structural changes and that, should
these elements of flexibility be consolidated, the said changes are going to be
replicable, therefore moving beyond the mere preservation of the current levels.
Alternatively, it may be assumed that the structural changes underway, leading toward
greater flexibility, are part of a process that is still in progress, so that a 5 or 10 year
horizon would allow a realisation of the overall effects of the process currently
underway.

3. The compositional effect of a growing weight of the southern economy during the
catch-up period would be negative, as productivity levels are lower there. This would
apply all the more if one of the mechanisms of higher employment growth were to
include decentralised wage determination, hence more “low wage” production. On
the other hand, the rate of growth of productivity would be higher, due to the catch-
up effect.
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Annex IV 

Chronology of main economic events

2000

April

The government allows social contribution reductions to employers who hire
unemployed people on full-time or part-time basis.

June

The government submits to Parliament the medium term economic plan, which
envisages a general government deficit target of 1 per cent of GDP in 2001.

August

The definition of budget balance of regional and local authorities is redefined according
the “internal stability pact”. The budget balance of the regions must be at least 1 per cent
higher than 1999 current primary expenditure, while for local authorities it must be 1.1 per
cent higher. A side-agreement on health requires that regional taxes should be increased if
expenditure should be higher than target.

September

In the wake of rising oil prices, the excise tax on oil and some of its derivatives is further
reduced from the 1999 cuts. This new reduction is time-limited, but is subsequently renewed
two times.

November

With Law 354, the government extends the exemption base for the personal income tax
and reduces the tax rate for the second bracket of the personal income tax rate from 26.5 to
25.5 per cent (fiscal “bonus”).

December

The Budget Law for 2001 is approved.

Parliament passes a law to reduce the number of civil servants by 0.5 per cent from the
end-1997 level in each year over 2002–2003.

The wage contracts for employees in public transports are revised and renewed.
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The Stability Programme for 2001-04 is approved by the European Commission.

2001

January

The wage contracts for employees in postal services are revised and renewed.

February

The wage contracts for teachers in public education are renewed.

March

Poste Spa is entitled to carry out financial activities like any other bank or financial
intermediary. Consequently, the monitoring of its financial activities is shifted from the
Ministry of Communication to Banca d’Italia and Consob.

Parliament approves a set of Constitutional amendments in the area of fiscal federal
relations, subject to subsequent ratification by popular referendum.

The one-year freeze on auto insurance premia is lifted.

May

The new right-of-centre coalition wins the general political elections, with a large
Parliamentary majority.

The companies that opt for the re-evaluation of their physical and capital assets can pay
a lower corporate income tax rate.

June

The Berlusconi government is sworn in.

The former Ministries of Finance and Treasury merge into a single Ministry of the
Economy and Finance.

The new government announces the continued commitment of Italy to the Stability and
Growth Pact.

July

The government presents the “100-day package” and submits to Parliament the
medium-term economic plan (DPEF) for 2002-2006, which tightens the deficit target for 2002
to ½ per cent of GDP.

The wage contracts are renewed for the metal-workers, which are highly representative
of the majority of workers in the industry and service sectors.

The government is delegated by Parliament to issue decrees over the course of one year
in the area of labour market regulations, including: job placement services, work incentives,
welfare to work, working hours, part-time, atypical work contracts, and Article 18. These
decrees (so-called “delegated laws”) are subject to Parliamentary approval within 60 days.
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August

The rules on temporary contracts are further eased by a “delegated law”, the
government interpreting this to be in line with EU directives. One of the three main trade
unions contests these changes.

The Brambilla Commission is formed to study options on further pension reform.

The minimum pension is increased.

A new agreement on health is reached with the regions, which establishes a fixed annual
allocation of 6 per cent of GDP for ex ante federal grants, with a sub-ceiling on pharmaceutical
purchases. Regions are again made responsible for funding their own ex post overshoots, via
taxes or user charges.

September

The government presents the budget proposal for 2002.

The Brambilla Commission presents its final report.

October

The “100-day package” is approved. All measures become law, except those pertaining
to pension reform which await the approval of the social partners.

A new Company Law is passed, based on a draft by the previous government with major
amendments.

The new Constitutional amendments in the area of federal fiscal relations are approved
by national referendum.

A “White Paper” spelling out the government's medium-term strategy for labour market
reforms is issued.

November

The oil excise tax is finally restored to its former level.

The government promulgates a “delegated law” providing for a marginal easing of
employment protection legislation in addition to other labour market reforms. The unions
are unanimous in their opposition to the new draft law.

The Stability Programme for 2002-05 is presented.

The Minister of Education and Research presents the new 5-year National Education
Plan.

The Bertagna Commission on education reform issues its report.

December

The government receives a delegation from Parliament to undertake further pension
and tax reforms by means of decree laws.

The government issues, as an amendment to the Finance Law for 2002, a radical
medium-term reform plan for the fondazioni.

The government passes to Parliament “delegated laws” on pension and tax reform. The
pension reform includes: incentives to postpone retirement age ; the use of TFR for private
retirement insurance; and reduction of the pension contribution to be paid by firms (by 3 to
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5 per cent points) for newly hired workers. The fiscal reform sets the medium-term objective
of reducing the number of income tax brackets for individuals to two: 23 per cent up to an
income of 100 000 euros and 33 per cent thereafter. Union opposition, in particular to the
pension reforms, is strong.

2002

January

The state cash borrowing requirement for the full year 2001 comes in at 28 billion euro
(54.4 trillion lira).
© OECD 2001



OECD PUBLICATIONS, 2, rue André-Pascal, 75775 PARIS CEDEX 16

PRINTED IN FRANCE

(10 2002 04 1 P)  ISBN 92-64-19146-1 – No. 52347  2002

ISSN 0376-6438


	Table of contents
	Assessment and Recommendations
	I. Macroeconomic performance
	Following robust growth in�2000, activity is slowing down
	Table 1.� Demand and output
	Figure 1.  Real GDP developments compared
	Figure 2.� Macroeconomic performance
	Figure 3.� Gross fixed investment and business confidence
	Labour market conditions remain favourable
	Figure 4.� Aggregate employment patterns compared

	Inflation is falling after an acceleration at the beginning of�2001
	Figure 5.� Employment and unemployment by regions
	Figure 6.� Inflation trends
	Figure 7.� Wages, consumer price index and programmed inflation

	Problems in export competitiveness…
	Table 2.� World trade and market shares

	…�but the current account position improved in�2001
	Monetary conditions have remained supportive of economic growth…
	Table 3.� The current account of the balance of payments
	Figure 8.� Monetary conditions
	Table 4.� Money and credit aggregates

	…�as has fiscal policy
	Box 1.� The “100-day package” and recent policy measures
	Figure 9.� The Tremonti laws and the gross fixed investment cycle1


	Short-term prospects and risks
	A medium-term challenge: rising multifactor productivity
	Table 5.� Short-term outlook
	Table 6.� Evolution of capital intensity and capital stock


	II. Fiscal policy: reducing debt and the tax burden
	Overview
	Figure 10.� Fiscal indicators

	Recent budgetary developments
	Progress towards consolidation became more difficult in�2000…
	Table 7.� General government income statement1

	…�and implementation problems intensified in the�2001 budget
	Figure 11.� General government targets for�2001 and baseline changes
	Figure 12.� State sector borrowing requirement
	Table 8.� Fiscal developments in the first half of�2001 and implications for the target deficit

	Measures to correct the slippage…
	…�still leave outstanding uncertainties
	Box 2.� Evaluation of the possible out-turn for�2001

	The new medium-term plan and the�2002 budget
	Table 9.� The medium-term budget plan1
	Table 10.� The 2002 general government budget


	Debt dynamics and debt management
	Sensitivity to interest-rate and output fluctuations…
	Table 11.� Response of the budget deficit to output and interest rate shocks

	… emphasise the importance of debt management
	Figure 13.� Change in the ratio of public debt to GDP and its components1
	Figure 14.� Average duration and average cost of the debt
	Figure 15.� Maturity breakdown of state sector domestic debt


	The tax reform programme
	The tax system after the 1997-98�reforms
	Table 12.� Trends in fiscal pressure

	The new tax rules


	III. Public spending in Italy: policies to enhance its effectiveness
	Figure 16.� Trends in general government spending and the budget deficit1
	General government expenditure and forces shaping them
	Effects of fiscal consolidation on spending
	Table 13.� Trends in public spending by economic category
	Table 14.� Sources of budget consolidation

	Low public investment
	The fiscal dimension of population ageing
	Figure 17.� The performance of government investment

	Implications of high pension spending for other income transfer programmes
	Table 15.� Functional distribution of social benefits
	Table 16.� Share of population receiving transfers1

	Public employment and the government wage bill
	Figure 18.� Cyclical sensitivity of primary expenditures and tax revenues1
	Table 17.� Size of general government employment1
	Table 18.� International comparisons of general government employment
	Figure 19.� Impact of privatisation on public spending
	Table 19.� Per capita public employment compensation1
	Table 20.� Regional public employment and compensation


	Correcting the deficiencies in public spending management and control
	Box 3.� Main weaknesses of the Italian budget
	Pathways to state budgeting reform
	Improving human resource management
	Simplifying public service delivery
	More rational public procurement
	Towards a more effective investment strategy

	Issues in fiscal federalism
	Table 21.� Shares of local governments in overall receipts and expenditure1
	Box 4.� The attainment of efficiency gains from fiscal devolution
	The objectives of decentralisation
	Contradictions in the devolution of spending
	Table 22.� Functional breakdown of regional government expenditures

	Incentive effects of financing arrangements
	Box 5.� Budget control and co�ordination problems at local levels
	Table 23.� Public health care expenditure overruns1
	Table 24.� Revenue sources of local governments
	Box 6.� The 2001 constitutional amendments

	Implications for health care spending

	Assessment and agenda for further reform
	Rebalancing public spending
	Achieving greater administrative and economic efficiency
	Making decentralisation more effective
	Options for the use of market instruments
	Box 7.� Recommendations for reforming public expenditure in Italy



	IV. Structural reforms to raise potential growth
	The policy implications of the 1990s growth slowdown
	Figure 20.� Potential GDP growth
	Figure 21.� GDP per capita
	A growth accounting framework
	Table 25.� Contributions to output growth: an international comparison
	Table 26.� Sources of Italian output growth over the decade of the 1990s
	Table 27.� Participation and unemployment rates
	Figure 22.� Factors affecting changes in MFP growth
	Figure 23.� The level of education of the population

	Implications

	Policies to boost employment
	Regulatory reform and changing labour market structure
	Table 28.� The growth of different types of labour contracts
	Table 29.� Employment incentives

	Decentralised wage setting to reduce regional disparities
	Increasing older worker and female participation
	Figure 24.� Working-age population dynamics


	Policies to boost productivity
	Shifting from in-job to in-market forms of worker protection
	Figure 25.� In-job protection vs in-market security

	Improving human capital
	Table 30.� Educational attainment
	Table 31.� Private and public returns to post-compulsory schooling
	Table 32.� Expenditure on education1

	Stimulating MFP growth
	Figure 26.� Innovation indicators


	Product and financial market reform to improve competitiveness
	Increasing product market competition
	Table 33.� Foreign direct investment inflows
	Figure 27.� Barriers to entrepreneurship
	Box 8.� Competition in network industries

	Improving allocation of capital
	Table 34.� Leverage by firm size1
	Table 35.� Separation between ownership and control
	Table 36.� Major shareholders in listed companies1
	Box 9.� Banking reform
	Table 37.� Banking statistics
	Box 10.� Reform of financial framework conditions


	Conclusions
	Box 11.� A review of progress in structural reform


	Notes
	Bibliography
	Annex 1. The sale of public real estate assets
	Annex 2. Main conclusions of the Brambilla pension commission
	Annex 3. Future directions for labour market reform
	Annex 4. Chronology of main economic events



