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This note presents selected information on the current status of the EU economic governance procedures and related relevant
information, in view of the invitation to the Italian Minister of Economy Vittorio Grilli for an Economic Dialogue, in particular
under Article 2a of EDP-Regulation 1177/2011.

1. Recent developments

A On 21 December 2012, the Government of Mario Monti resigned, after 13 months in its office. The
elections for the two chambers of the parliament will take place on 24 and 25 February.

A The Bank of Italy estimates (in January 2013) that the GDP declined by just over 2 per cent for 2012
as a whole, essentially in line with the projection made in July. The estimate of the contraction in GDP
for 2013 has been revised from 0.2 to 1.0 per cent as a consequence of the worsening international
context and the persistent sluggishness of activity in recent months.

A The Bank’s forecasting scenario nevertheless suggests the possible return to expansion in the
second half of the year, albeit at a slow pace and subject to very considerable uncertainty. The
cyclical upturn will depend on gradual recovery in investment once credit conditions return to normal
and on a pick-up in demand in the euro area and some improvement in the climate of confidence. In
this scenario GDP growth would still remain negative year-on-year in 2013 and be slightly positive in
2014.

A According to the Bank of lItaly, the number of Italian companies reporting an improvement in
confidence at the end of 2012 is only 3.8%, half that in September. The 57.5% of firms said confidence
decreased compared to 50.6% in September.

A According to ISTAT, the industrial production has fallen by 7.6% in November compared with
November 2011, and 1% compared with the previous month. This figure marked the 15th consecutive
year-on-year drop in industrial output.

A According to ECB bulletin of January 2013, "Increased political uncertainty in Italy led to some
flight-to-safety flows into bonds issued by AAA-rated countries"

A Ten-year treasury bonds yields have decreased from 7.06 in November 2011 to 4.54 in December
2012. Spreads have reached the minimum value of 254 basis points (bp) on 4January 2013, down
from 517 in July 2011 and 537 in July 2012.

2, Economic situation and outlook
According to Eurostat the GDP in Italy fell by 0.2% in the third quarter of 2012, compared to the previous

quarter. In the third quarter of 2012, the euro area as a whole fell by 0.1, when Germany and France were
growing (both at 0.2%), and Spain declined by - 0.3%.

According to its autumn 2012 forecasts, the European Commission's (EC) expects that the Italian GDP
contracts by 2.3% in 2012 and by 0.5% in 2013, with a weak growth of 0.8% in 2014. The OECD forecasts
are slightly more pessimistic, as it sees a contraction of GDP by -1% in 2013, with a growth of 0.6% in
2014.

According to Eurostat, in November 2012 the unemployment rate was 11.1% and 37.1% among people
younger than 25 years. In the second quarter of 2012, the long-term unemployed were 5.1% of active
population. The EC estimates unemployment to be 10.6% in 2012 and according to forecasts it will
increase to 11.5% in 2013 and to 11.8% in 2014.
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According to the EC, the Italian inflation, measured by the Harmonized Consumer Price Index (HICP), is
expected to be 3.3% for 2012, decreasing to 2.0% in 2013 and 1.7% in 2014: both IMF and OECD expect
lower rates of inflation for 2013 and 2014.

According to the EC, the Italian public deficit is expected to be 2.9% of GDP in 2012, decreasing to 2.1%
in 2013 and 2014. The general government gross debt (totalling 2 021 bn Euros in November 2012) is
expected to increase from 126% of GDP to 127.6% in 2013 and fall back to 126.5 in 2014. Debt
increased by €113.9bn in the first 11 months of 2012. Italy paid €23bn in contributions to the EFSF and
ESM. The EC estimates that 5.5% of Italian GDP is spent in interests on its debt, this percentage being
projected to 5.5% in 2013 and 5.8% in 2014.

3. Public. Finances

Italy has been subject to an Excessive Deficit Procedure (EDP) since 2009, when the Council issued a
recommendation calling for the excessive deficit to be corrected by 2012. In 2010, the Council shared
the EC's view that, according to the information then available, Italy had acted in accordance with its
recommendations and that no additional step in the procedure was therefore necessary.

Italy's Stability Programme of April 2012 includes a medium-term budgetary objective (MTO) aiming
for a balanced budgetary position in structural terms to be achieved by 2013, i.e. one year earlier than
targeted in the previous Stability Programme. Recital 10 of the Council recommendation of July 2012
includes the assessment that the envisaged pace of adjustment in structural terms allows ltaly to
achieve the MTO in 2013.

Also in April 2012, the Italian Parliament adopted a law introducing a balanced budget rule in the
Constitution, with effect from 2014. The Presidential assent to the "Treaty on Stability, Coordination and
Governance in the EMU was given on 23 July. The CSR2 adopted by the Council in July 2012 stipulates
that "Implementing legislation will be needed to specify key features of the rule, i.e. the modalities of
application and the appropriate correction mechanisms and escape clauses as well as the necessary
coordination between the different levels of government." The Italian Senate has approved the
implementing legislation on 20 December 2012, while the legislation is still pending in the Chamber of
Deputies.

In November 2012, the EC autumn forecasts projected the structural balance to improve from -1.4% of
GDP in 2012 to -0.4% of GDP in 2013.. The expected level in 2013 is considered to be close to balance.
Under a no-policy-change assumption, the structural balance is anticipated to depart from this position
in 2014 (-0.8% of GDP is expected). The structural primary surplus is estimated to rise to above 5% of
GDP in 2013 and broadly stabilise in 2014.

In December 2012, the Parliament adopted the so-called "stability law" for budgets over the period
2013-2015. It amended the government proposal of October 2012: the 2 percentage point increase in
both the intermediate (10%) and standard (21%) VAT rates that were previously envisaged will not be
implemented; only the upper rate will rise, by just one percentage point, to 22% as of July 2013. The
stability law also foresees additional tax deductions for households, as well as spending cuts, including
in the areas of local administration and health care.

According to the fiscal sustainability report by the EC (December 2012) Italy:

0 does not appear to face a risk of fiscal stress in the short-term;

0 has medium sustainability risks in the medium run;

0 shows low sustainability risks in a long-term perspective, conditional upon the full implementation
of the planned ambitious fiscal consolidation and on maintaining the primary balance.

The government debt would be, on the basis of current policies, on a declining path over the medium
term and beyond. But it also considers that, as the improved structural primary fiscal position expected
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to be reached by 2014 is rather demanding from both international and country-specific historical
standards, strong determination is needed to avoid slippages in the fiscal stance. The focus should,
therefore, be on resolutely continuing to implement sustainability-enhancing measures and reduce
government debt. The EC assessment is consistent with the one of the OECD of October 2012,
according to which weak growth might (in 2014) require further fiscal tightening in 2014 to achieve the
planned debt reduction path.

See Country Specific Recommendations 1 and 2 for Italy as adopted by the Council in July 2012 (in
Annex 4).

4, Macro-economic imbalances

In the in-depth review of May 2012, the EC had concluded that Italy was experiencing serious
imbalances, in particular as regards the export performance, competitiveness and the implication of
high government debt. The Country Specific Recommendations adopted by the Council in July 2012
(see CSR 1, 4, 5 and 6 in Annex 4) reflect the EC assessment. They focused on: consolidation of public
finance, labour market reforms, fight against evasion and shadow economy; implementation of the
already adopted liberalisation and simplification measures in the service sector.

On 28 November 2012, the EC presented the Alert Mechanism Report 2013. It identifies Italy as one of
the 14 Member States whose macroeconomic situation needs to be scrutinised in-depth, in order to
identify actual or potential imbalances and the possible macroeconomic risks based on the following
preliminary assessment by the EC:

According to the updated scoreboard (see Annex 2), two indicators for Italy are above the indicative
thresholds, namely losses in export market shares and general government debt. Cost and non-cost
competitiveness losses have built since the euro adoption of the euro and this is reflected in a
significant loss of export market shares. Italy's current account deficit is, however, narrowing and the
trade balance is expected to record a surplus in 2012. This is mainly explained by the sharp fall in
imports, given the weakness in domestic demand in the current recession, and also by a positive export
performance, especially towards non-EU partners. Weak productivity developments remain the main
obstacle to a lasting improvement in Italy's competitiveness position and economic growth outlook.
The recently-adopted structural reforms — aimed at fostering market competition, addressing labour
market segmentation, making the tax system more growth-friendly and improving business
environment — should help revive productivity growth in the medium term. Meanwhile, wages are still
not sufficiently responsive to productivity developments. Nominal unit labour costs are expected to
increase in the years to come at a rate close to the euro area average.

The high government debt remains a major burden for the Italian economy, especially against the
background of slow growth prospects. While low growth rates make it more difficult to achieve and
maintain the large primary surpluses required to put the government debt-to-GDP ratio on a steadily
declining path, the present and expected high tax burden which is needed to service the high debt
hampers domestic demand and economic activity. In addition, in the context of a financial market that
is fragmented across national borders, the relatively high interest rates associated with the government
risk premium affect the private sector's financing conditions and exacerbates the funding problems of
the domestic banking sector.

On the positive side, private sector indebtedness remains relatively contained in Italy. In particular, the
financial position of Italian households is relatively strong, while their savings ratio has been on a
downward trend for over two decades.


http://www.oecd-ilibrary.org/docserver/download/1212021e.pdf?expires=1358335540&id=id&accname=ocid194994&checksum=4F8F6995A4126A554A596E04A178B81C
http://ec.europa.eu/economy_finance/publications/occasional_paper/2012/op107_en.htm
http://ec.europa.eu/economy_finance/economic_governance/documents/alert_mechanism_report_2013_en.pdf

5. Reforms under the Europe 2020 strategy for smart and sustainable growth

Over 2012, the Italian parliament has adopted reforms of the product and labour markets (including the
pension reform), but the current political uncertainty raises doubts on their full and consistent
implementation.

The partial shift of the tax burden away from production to consumption and property has made Italy's
system more growth-friendly; however, according to the EC's analysis of the National Reform
Programme 2012, further steps are needed in this direction.

Youth unemployment and employment rate of women (46% in 2011, against the EU average of 58)
require decisive action, as well as the school leaving rate, which is at 18.8% against the euro-area
average of 13.3 %. The proportion of the Italian population at risk of poverty was 18.2% in 2010,
compared to 16.1% in the euro area.

Other areas where the regulatory framework requires improvement and simplification include business
environment, judiciary system and access to financing of SMEs.

According to OECD Italy has made a tremendous effort over the past two years to speed up long
overdue structural reforms. OECD advices restoring public finance sustainability; facilitating the
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