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1. INTRODUCTION 

This technical document, prepared by the Commission services to accompany the report 
according to Article 104(3)1, presents recent and current budgetary developments in Italy and 
reviews the short- and medium-term prospects in the light of overall economic conditions and 
policy action taken by the government. Specifically, section 2 analyses macroeconomic 
developments and prospects. Section 3 examines the situation of public finances in Italy, 
assessing developments in headline and structural deficits, as well as in government debt. 
Section 4 outlines the nature and sources of successive statistical revisions over the period 
2001-2004. Finally, section 5 considers other relevant factors, determining the medium-term 
economic and budgetary position, as well as other relevant for the purpose of this report. 

2. RECENT MACROECONOMIC DEVELOPMENTS AND PROSPECTS 

GDP growth accelerated to 1.2% in real terms in 2004, up from 0.3% in 2003 and 0.4% in 
2002. According to the Commission services spring 2005 forecasts, real GDP is expected to 
stay at 1.2% in 2005 (1.6% in the euro area) and to accelerate to 1.7% in 2006 (2.1% in the 
euro area), which would point to a recovery towards current estimates of potential growth of 
1½%. However, the contraction of real GDP by half a percentage point recorded in the first 
quarter of 2005, disclosed after the cut-off date of the Commission services spring 2005 
forecasts, warrants a significant downward revision of economic growth this year. In 
particular, the carry-over effect into 2005 of such a contraction coupled with not encouraging 
indications for the second quarter points to zero growth in the year as a whole. 

Table 1: Macroeconomic developments and outlook 

Real GDP (% change) 
Contributions: 

Domestic demand 
Change in inventories 
External trade 

Employment FTEa (% change) 
Unemployment rate (% of labour force) 
Unit labour costs (% change) 
HICP (% change) 
Real GDP in euro area (% change) 

1999 

1.7 

2.8 
0.3 

-1.4 
0.6 

10.9 
1.5 
1.7 
2.8 

2000 

3.0 

3 . 3 

-1.1 
0.8 
1.7 

10.1 
1.8 
2.6 
3.5 

2001 

1.8 

1.5 
-0.1 
0.3 
1.6 
9.1 
3.1 
2.3 
1.6 

2002 

0.4 

0.8 
0.4 

-0.8 
1.3 
8.6 
3.4 
2.6 
0.9 

2003 

0.3 

0.9 
0.3 

-0.9 
0.4 
8.4 
3.9 
2.8 
0.6 

2004 

1.2 

1.1 
-0.1 
0.2 
0.8 
8.0 
2.4 
2.3 
2.0 

Commission 
services 2005 

spring forecasts 

2005 2006 

1.2 1.7 

1.3 1.9 
0.0 0.1 

-0.2 -0.3 
0.4 0.5 
7.9 7.7 
2.2 1.6 
2.0 1.9 
1.6 2.1 

a Full –time equivalent. 
Source: Commission services 2005 spring forecasts 

Reflecting a series of mutually reinforcing structural weaknesses economic growth in Italy 
has been lagging behind the euro area average since the early 1990s. In particular, real GDP 
growth has averaged around 1½%, half a percentage point below the euro area. Underlining 
its structural nature, Italy’s slow growth has been accompanied with a disappointing export 
performance. Since 1995, and in contrast with the rest of the 1990s, net exports have on 
average acted as a drag on overall GDP growth (-0.2%), whereas over the same period the 
euro area recorded a positive contribution (+0.1%). This also reflects the fact that Italy has 
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consistently lost export market shares since the mid-1990s, a loss significantly more marked 
than in France, while Germany has even managed to gain market shares since then. 

As a result of wage moderation, high job subsidies introduced with the 2001 budget law and a 
series of labour market reforms implemented in Italy since the mid-1990s employment grew 
on average by 0.9% per year since the mid 1990s. This combined with sluggish economic 
activity has determined a sharp fall in labour productivity growth revealing a series of still 
unaddressed weaknesses which weigh on the efficiency of factors of production. 

The structural roots of slow growth in Italy are confirmed by the empirical estimates of 
potential output. Based on the commonly agreed method, the rate of potential output growth 
in Italy has markedly slowed from 2.3-2.4% at the end of the 1980s to slightly above 1½% 
since 1993, which compares with 2% in the euro area as a whole. Behind such a slowdown 
there is sharp fall in the overall productivity of capital and labour (total factor productivity) 
which was only partially offset by the increasing contribution of labour, while the 
contribution of capital accumulation has remained broadly stable and accounts for around half 
of overall potential growth. 

Table 2: Sources of potential output growth 

Potential GDP growth a 

Contributions: 

- Labour 
- Capital accumulation 
- TFP 
Output gapa (% of potential GDP) 

1999 

1.6 

0.4 
0.7 
0.5 

0.8 

2000 

1.8 

0.6 
0.8 
0.3 

2.0 

2001 

1.7 

0.7 
0.8 
0.2 

2.1 

2002 

1.6 

0.7 
0.7 
0.2 

0.8 

2003 

1.7 

0.9 
0.6 
0.2 

-0.6 

2004 

1.9b 

1.0 
0.6 
0.3 

-1.3b 

2005 

1.5 

0.6 
0.6 
0.3 

-1.6 

2006 

1.4 

0.6 
0.7 
0.4 

-1.4 
a Based on the commonly agreed method 
b The estimate of potential output growth for 2004 is based on provisional demographic data showing an exceptionally strong 
increase in working age population which could be due to statistical factors following the break in the population series after 
the 2001 census. The 2004 update of stability programme projected a potential growth of 1.6% in 2004. 
Source: Commission services 2005 spring forecasts 

Because of the slow rate of potential output growth, sluggish economic growth observed over 
the 2002-2003 period led to a rather limited loss of output relative to the potential level of 
GDP. The output gap fell to 0.8% in 2002 and, then to -0.6% in 2003 before reaching -1.3% 
of GDP in 2004.2 By way of comparison, the negative output gap in Italy went below -2% of 
GDP during episodes of economic recession, such as the early 1990s or the early 1980s. 

Overall, the analysis of macroeconomic developments in the recent past suggests that the 
modest growth performance accompanying the deterioration in the budget balance in Italy 
does not qualify as a severe or abrupt economic downturn. The following conclusions are 
warranted: (i) the rate of economic growth was low yet stayed positive; (ii) the recent 
slowdown was not protracted when compared with Italy’s rate of potential output growth: 
economic growth in Italy has been comparatively slow for more than a decade due to a series 
of mutually reinforcing structural weaknesses; and the cyclical downturn was embedded in a 
euro area wide deceleration; (iii) the cumulated loss of output relative to potential is 
comparatively mild. 

In contrast with the empirical evidence accumulated since the early 1990s of a slowing 
potential growth, the successive updates of the Italian stability programme regularly presented 

Based on the Commission services calculations according to the commonly agreed production function 
methodology. 
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macroeconomic assumptions 
with real GDP growth 
approaching 2½ to 3% in the 
medium-term, which were 
clearly too optimistic, as also 
noted by successive Council 
opinions. On average, the 
official growth projections in 
the successive updated 
programmes were at least 
0.4% higher than in the 
Commission services’ 
estimates. 

As shown in section 3, the 
persistent over optimism in economic growth has led to a systematic overestimation of the 
sustainable expenditure level ex ante and ex post to slippages from official deficit targets. 

3. THE SITUATION OF GOVERNMENT FINANCES 

The Eurostat’s revision of 23 May 2005 shows that the general government deficit reached 
the level of 3.1% of GDP in 2003 and in 20043. The following day, on 24 May 2005, the 
Italian institute of statistics (ISTAT) released new public finances data, which incorporated 
the Eurostat’s decisions and made additional upward revisions of deficit, meaning that the 
provisional figures stand at 3.2% of GDP in 2001, 2003 and 2004. Although ISTAT has also 
provided the information in order to reconcile EDP and cash deficits, the data released on 24 
May are to be considered still provisional, since such information is being examined by 
Eurostat. 

According to the Commission services, the situation is expected to further deteriorate in 2005 
and 2006. In the light of both the unanticipated contraction of real GDP by half a percentage 
point in the first quarter of 2005 and new information on budgetary developments released by 
the government on 29 April 2005, the Commission services spring 2005 deficit forecast of 
3.6% of GDP in 2005 and of 4.6% of GDP in 2006 no longer represent the central scenario. 
The likely outcome is a deficit above 4% of GDP in 2005 and under the no-policy-change 
assumption, above 5% of GDP in 2006. 

Over the period covered by the March notification, i.e. 2001-2004, the debt is now estimated 
to have declined by an annual average of 1.2% of GDP. The ratio has practically stagnated 
since 2003 at around 106-107% of GDP and, according to the Commission services spring 
2005 forecasts, is projected to remain at around that level until 20064. 

3 The upward revision of the deficit from the notified 3.0% and 2.9% of GDP in 2003 and 2004, respectively, 
was essentially due to the re-classification of the amounts the general government received by concessionari 
d’imposta (mainly banks exercising the function of tax collectors) as pre-payments of taxes to be collected in 
the future. Eurostat was not in a position to validate the figures for Italy in the context of the March 2005 EDP 
notification. Apart from the three issues – SCIP, ISPA and concessionari d’imposta - addressed with the press 
release of 23 May 2005, this was mainly due to the recording of transactions with the EU budget, to 
inconsistencies between data on cash and accrual bases and to statistical discrepancies in government 
accounts. 

4 The Commission services 2005 spring forecasts projecteded a marginal decrease in the debt-to-GDP ratio from 
a notified 105.8% to105.6% in 2005 and, assuming a no policy change scenario, an increase in 2006. The 2004 
update of the stability programme targeted a debt-to-GDP ratio at 104.1% in 2005 and at 101.9% in 2006. The 
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3.1. Budgetary developments until 2004 

Italy undertook remarkable fiscal consolidation efforts during the 1990s, attaining impressive 
achievements in terms of deficit reduction up until the year 1999. Thanks to this 
consolidation, which was mainly driven by increasing revenues and declining interest 
expenditure, the general government deficit decreased from 11.8% of GDP in 1990, to 1.7% 
of GDP in 1999. In some crucial years, one-off measures also played a significant role. 
Notably in 1997 these measures were essential to achieve the Maastricht deficit criterion. 
According to the revised data reported on 1 March 20055, in 2001 the general government 
deficit deteriorated significantly, rising to 3.0% of GDP, up from 0.6% in 2000, exceptionally 
low value that discounts UMTS licence proceeds worth 1.2% of GDP. The deficit declined to 
2.6% of GDP in 2002, again overshooting the target set in the 2001 update of the stability 
programme by more than 2% of GDP. 
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On 23 May 2005 Eurostat revised the deficit figures for both 2003 and 2004 to 3.1% of GDP, 
thus exceeding the 3% of GDP Treaty reference value6. The revised figures contrast with the 
official targets in the successive stability programmes presented by the Italian government. In 
particular, the target of 0.8% for the general government deficit of 2001 set in the 2000 update 
of the stability programme was exceeded by more than 2 percentage points of GDP. The 2002 
and 2003 updates of the stability programme targeted a deficit of 1.5% and 2.2% of GDP for 
2003 and 2004 respectively. The primary surplus deteriorated markedly and steadily over the 
2001-2004 period. In 2004, it was at 1.9% of GDP, the lowest level since 1992. 

planning document of 29 April 2005 revised the 2005 objective to 105.3% of GDP. However, when assessing 
these figures it should bear in mind the upward revision to 106.6% of the debt-to-GDP ration in 2004 made by 
Eurostat’s on 23 May 2005. 

In the March 2005 notification, expenditure figures relating to the years from 2001 to 2003 were revised 
upward due to the reclassification of capital injections to the public railway company as capital transfers. 
Some capital injections into the railway company during the 1998-2000 period have not yet been revised. The 
comparisons of budgetary balances recorded up until 2000 with balances relative to later years are thus biased. 

These figures are to be considered still provisional; as noted by Eurostat in its press release. 

4 



Box 1: The impact of growth projections on budgetary developments 

The successive updates of the stability programme included plans to reduce the tax burden, which 
appeared compatible with fiscal consolidation because they were based on optimistic estimate 
concerning potential economic growth. Ex-post this resulted in lower than expected revenues 
falling systematically short of expenditure plans. The Commission services have repeatedly 
highlighted the optimism of the official growth and budget projections in the technical assessments 
of the stability programme updates. In particular, the outturn of 3.1% of GDP in 2004 contrasts 
with targeted deficits of 0.6% and 2.2% of GDP set in the 2002 and 2003 updates of the stability 
programme. 

The fiscal effort as measured by the annual change in the cyclically-adjusted primary balance 
( CAPB) planned in three successive updates of the stability programme was on average 0.3% of 
GDP over the 2002-2004 period. However, the ex-post analysis reveals that actually there was a 
slight deterioration in the CAPB over the same period. Around half of the slippage can be 
explained by the optimism in the potential growth assumptions presented in the updates of the 
stability programme. More specifically, the annual average potential growth in the 2002-2004 
period was officially estimated at 2.1%, while the Commission services forecasts elaborated at the 
same time implied an average potential growth of 1.8%, i.e. in line with the currently available 
estimates. 

Table: Analysis of the CAPB and the fiscal effort: plans versus results 

Potential growth 

CAB 

CAPB 

2002 2003 2004 average 
2002-2004 

2002 

EX-ANTE 

Stability programme (SP) 

2001 
SP 

2002 
SP 

2003 
SP 

2003 2004 average 
2002-2004 

Commission services autumn 
forecasts (COM) 

2001 
COM 

2002 
COM 

2003 
COM 

2.4 

0.6 

0.2 

2.2 

0.5 

0.6 

1.8 

0.2 

0.0 

2.1 

0.4 

0.3 

2.0 

0.3 

-0.1 

1.9 

0.3 

0.0 

1.5 

-0.2 

-0.5 

1.8 

0.1 

-0.2 

Potential growth 

CAB 

ACAPB 
One-off measures 

CAB excl. one-offs 
CAPB excl. one-offs 

on CAB 

onACAPB 

1.6 

0.9 

0.1 
1.3 
0.2 

-0.5 

-0.4 

-0.3 

1.7 

0.1 

-0.3 
1.9 

-0.5 
-0.9 

-0.2 

-0.2 

1.9 a 

0.3 

0.0 
1.4 
0.8 
0.5 

EX-POST 

1.8 

0.4 

-0.1 

0.2 
-0.3 

1.6 

0.9 

0.1 
1.3 
0.2 

-0.5 

1.7 

0.1 

-0.3 
1.9 

-0.5 
-0.9 

EFFECT OF GROWTH SURPRISE b 

0.1 

0.0 

-0.2 

-0.2 

-0.2 

-0.1 

-0.1 

-0.1 

1.9 a 

0.3 

0.0 
1.4 
0.8 
0.5 

0.2 

0.2 

1.8 

0.4 

-0.1 

0.2 
-0.3 

0.0 

0.0 
a The estimate of potential output growth for 2004 is based on provisional demographic data showing an exceptionally strong increase 
in working age population which could be due to statistical factors following the break in the population series after the 2001 census. 
The 2004 update of stability programme projected a potential growth of 1.6% in 2004. 
b The correction of the CAB / CAPB for the growth surprise follows the approach laid out in The First Progress Report of 27/9/2004 
by the EFC Alternates on “The use of Cyclically-Adjusted Budget Balances in the EU budgetary surveillance” . 
Source: Commission services' calculations on successive stability programmes (SP) and Commission services forecasts (COM) 

While the headline deficit essentially remained at about the 3% of GDP reference value since 
2001, net of cyclical factors and temporary measures the budget balance deteriorated in 2000 
and 2001 when actual output was well above potential, i.e. in good times. In 2002-2004 the 
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cyclically-adjusted balance (CAB) has improved by around 1.3 percentage points of GDP 
(from -3.9% of GDP in 2001 to -2.5% in 2004). However, such an improvement was based on 
the implementation of sizeable one-off operations. When excluding one-offs, the CAB 
improved by only 0.5 percentage point of GDP. Moreover, this improvement in the CAB has 
been obtained only thanks to decreasing interest expenditure. Over the same period, the 
cyclically-adjusted primary surplus worsened from 2.7% of GDP in 2001 to 2.5% in 2004, 
and excluding one-offs from 2.1% of GDP to 1.1%. 

Table 3: GDP growth and general government balance and debt 

(% of GDP, unless otherwise indicated) 

Real GDP (% change) 

General government balance 

Primary balance 

Total expenditures 

- of which: Gross fixed capital formation 

Interests 

Total revenues 

- of which: Capital taxes 

Cyclically-adjusted balance (CAB) 
Cyclically-adjusted primary balance 
(CAPB) 
One-offs measures 

CAB excluding one-off measures 

CAPB excluding one-off measures 

General government gross debt 
N.B. The figures shown in this table are provisio 
2005, while 2003 and 2004 figures are based o 
amounting to 1.2% of GDP. 2005 and 2006 fore 
revised by ISTAT on 24 May 2005. 
a Already excluding UMTS receipts (1.2% of GD 

1999 

1.7 

-1.7 

5.0 

48.8 

2.4 

6.7 

47.1 

0.1 

-2.1 

4.7 

-

-2.1 

4.7 

115.5 
nal. In par 

2000 

3.0 

-0.6 

5.8 

46.9 

2.4 

6.5 

46.2 

0.1 

-2.7a 

3.7a 

-

-2.7 

3.7 

2001 

1.8 

-3.0 

3.6 

49.0 

2.5 

6.5 

46.0 

0.1 

-3.9 

2.7 

0.6 

-4.4 

2.1 

2002 

0.4 

-2.6 

3.2 

48.2 

1.9 

5.8 

45.6 

0.2 

-2.9 

2.8 

1.3 

-4.2 

1.6 

111.2 110.7 108.0 
ticular, data for 2001 and 2002 

2003 

0.3 

-3.1 

2.2 

49.2 

2.6 

5.3 

46.1 

1.7 

-2.8 

2.5 

1.9 

-4.7 

0.6 

106 .5 
are based 

2004 

1.2 

-3.1 

1.9 

48.4 

2.6 

5.0 

45.3 

0.8 

-2.5 

2.5 

1.4 

-3.9 

1.1 

106.6 
on the E 

n Eurostat’s revision of 23 May 2005. The deficit for 200 
casts were 

P). 

based on the 1 March 2005 notification. Data for t 

Commission services 
2005 spring forecasts 

2005 

1.2 

-3.6 

1.3 

48.5 

2.4 

4.9 

44.6 

0.2 

-2.9 

2.0 

¾ 

-3.7 

1.2 

105.6 

2006 

1.7 

-4.6 

0.4 

48.5 

2.9 

5.0 

44.0 

0.0 

-4.0 

1.0 

-

-4.0 

1.0 

106.3 
DP notification of 1 March 
0 includes UMTS receipts 
he period 2000-2004 were 

Since 1997, the revenue-to-GDP ratio has fallen following a rather uneven path. In 2003, after 
a drop in revenue which totalled 0.6% of GDP over 2001 and 2002, the revenue-to-GDP ratio 
increased by half a point of GDP. This result reflects one-off revenues (chiefly tax amnesties) 
worth 1.7% of GDP which were largely offset by dropping current tax revenues. As the 
elasticity of revenues to change in output gap is close to 1 in Italy, the fall in the tax 
revenue-to-GDP ratio does not result from low economic growth. Instead, the decline in the 
tax revenue-to-GDP ratio resulted from tax reforms coupled with an over budgeting of 
expected receipts. In particular, in the 2002 update of the stability programme, tax and social 
contribution revenues were projected to decrease by 0.4% of GDP in 2003 with respect to 
2002, following the implementation of a first step of the government’s tax reform. They 
actually dropped by 0.6% of GDP. Likewise, the 2003 update of the stability programme 
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planned an increase in tax and social contribution revenues by 0.2% of GDP in 2004. 
However, they dropped by a corresponding amount. 

Containment of expenditure came to a halt in 1999, thus contributing to the reversal of the 
fiscal consolidation process in Italy. The increase by 0.9% of GDP in primary expenditure 
recorded in 20017, excluding UMTS proceeds, is particularly remarkable, since it occurred at 
the peak of the Italian economic cycle, when GDP level was around 2% above potential. 
Primary expenditure showed only a modest increase in 2002 mainly thanks to real estate sales 
amounting to 0.9% of GDP, which contributed to decrease gross fixed capital formation from 
2.5% to 1.9% of GDP8. In parallel, intermediate consumption was kept under control due to 
the so-called legge blocca spese, or ‘expenditure freeze’ law implemented in the second half 
of the year, which allowed emergency actions to deal with significant slippages from the 
overall public finance objectives. However, in 2003, intermediate consumption rebounded and 
primary spending increased again also due to lower receipts from real estate sales and costly 
renewals of wage contracts for public employees. Finally, in 2004, primary expenditure 
declined by half a point of GDP, to attain 43.4%, but such savings came mainly from 
temporary factors, such as the postponement of wage agreement renewals. 

The breach of the Treaty reference value in 2003 and 2004 has its origins in falling revenues 
and rising primary expenditures. Overall, net of cyclical factors, the primary expenditure to 
potential GDP ratio rose by 0.9% since the start of the third stage of the EMU, from below 
42% in 1998 to almost 43% in 2004. The increase in primary expenditure partially offset the 
savings from interest payments, which decreased to 5% of GDP in 2004, down from 8% in 
1998. Over the same period, cyclically-adjusted revenues declined by more than 1.5% of 
potential GDP. As highlighted in Box 1, in successive updates of the stability programme, 
discretionary policies aimed at reducing the tax burden while achieving a consolidation of 
public finance were based on too optimistic forecast for potential economic growth. The latter 
resulted in an underestimated trend of the expenditure-to-GDP ratio, hence leading to an 
increasing gap between reducing revenue and increasing expenditure levels. 

3.2. Short term prospects 

According to the Commission services spring 2005 forecast published on 4 April, the 
projected budgetary outcome for 2005 is of a general government deficit of 3.6% in GDP, 
assuming economic growth at 1.2%. However, the contraction of real GDP in Q1-2005 and its 
impact on the growth outlook for the year as a whole have clear budgetary implications. 
Furthermore, the new public finance projections show that one-off revenue might fall short of 
the budgeted figures, to which the Commission services spring 2005 forecast was aligned. 
Taking into account all the new pieces of information, in 2005 the general government deficit 
can be expected to be above 4% of GDP. Similarly, the Commission services spring 2005 
forecast for a deficit at 4.6% of GDP in 2006, under unchanged policy, can be now regarded 
as clearly optimistic. 

On 29 April 20059, the government reduced the GDP growth projections for 2005 from 2.1% 
to 1.2%. At the same time it set a new deficit target, which for the first time took the form of a 

9 

The comparison between 2000 and 2001 may be affected by future reclassifications of data (see footnote 5). 
In national accounts, the sale of real assets is recorded as a negative investment. 
On 29 April, the government adopted the planning documents “Relazione sull’andamento dell’economia nel 
2004 e aggiornamento delle previsioni per il 2005” (Report on the development of the economy in 2004 and 
revision of the forecasts for 2005) and “Relazione sulla stima del fabbisogno di cassa per l’anno 2005 e 
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range, going from 2.9% to 3.5% of GDP. The revision of the deficit target is explained as 
follows. 

First, the difference between the previous target of 2.7% of GDP and 2.9% of GDP, the lower 
bound of the new range, is attributed to (i) the effect of lower growth estimated at 0.23% of 
GDP; (ii) the postponement of public sector wage increases from 2004 to 2005 which is 
projected to affect the deficit by 0.09% of GDP; (iii) lower dividend receipts amounting to 
0.02% of GDP. The deficit increasing effects are projected to be partially offset by lower 
interest payments worth 0.14% of GDP. 

Second, according to the Italian authorities, the deficit could increase from 2.9% of GDP to 
3.5% of GDP because of a series of what the Italian government considered as possibilities 
and risks. Specifically: (i) capital injections to the railway company amounting to 0.23% of 
GDP could have to be recorded above the line as capital transfers if Eurostat decide so; (ii) 
ANAS, the joint-stock company in charge of the maintenance of the state road network, could 
not meet the criteria to be classified outside the general government, thus increasing the 
deficit by 0.14% of GDP; (iii) some government institutions might not respect the 2% cap on 
annual increase in nominal expenditure introduced by the 2005 budget law, increasing the 
deficit by 0.1% of GDP; (iv) the procedures necessary to sell some real estate, including state 
roads, could find obstacles and delays, with a negative impact on the deficit amounting to 
0.35% of GDP. These developments would lead the deficit to 3.75% of GDP. Nevertheless, 
the postponement to 2006 of the renewal of some wage agreements concerning public 
employees would decrease 2005 expenditure by 0.25% of GDP, bringing the deficit to 3.5% 
of GDP. 

The Commission services regard the lower bound of 2.9% of GDP of the target range as no 
longer a reference. In fact, this lower bound is based on a GDP growth of 1.2%, which recent 
data suggest is practically unattainable, and has been surpassed by events. In particular, 
Eurostat does not consider the capital injections into the railways as an outstanding issue, and 
in fact the March 2005 EDP reporting, which was compiled by ISTAT and officially 
transmitted by the Ministry of the Economy and Finance, already included the capital 
injections in the deficit. Hence, this item should be included in the lower bound of the target 
range, which, besides any correction to be made to consider growth developments, would thus 
amount to 3.13% of GDP. Furthermore, given usual accounting practice followed by Eurostat, 
on the basis of the information on the operations by ANAS, there seem to be no ground for 
classifying ANAS outside the government sector and, therefore, the lower bound of the deficit 
range should increase in accordance to 3.3% of GDP. 

As for the risk of budgetary slippages taken into account in setting the target, and maintaining 
the same assessment of the spring forecast: 

Revenue from sale of publicly-owned real assets falling short of the budgeted value were 
highlighted as a risk in the Commission services spring 2005 forecast, the latter is aligned 
with the budget official target. Hence, the lower bound would rise to 3.65% of GDP 

The slippage of total intermediate consumption was projected to amount to 0.2% of GDP 
in the Commission services forecast, which would bring the lower bound to 3.85% of 
GDP; 

situazione di cassa al 31 dicembre 2004” (Report on the estimate of the cash borrowing requirement for 2005 
and the state of the public finance in cash terms on 31 December 2004). 
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The postponement of the renewal of wage agreement concerning the public sector was not 
included in the Commission services spring 2005 forecast and in fact did not take place. 

Accordingly, taking the official figures at face value, the lower bound would be 3.85% of 
GDP assuming GDP growing at 1.2%, which appears unattainable given most recent 
information. 

The projected worsening of fiscal balances mainly reflects the fact that a structural budgetary 
correction necessary to replace the diminishing budgetary impact of temporary measures is 
not in place. The Commission services spring 2005 forecast expected temporary measures to 
decline to around ¾% of GDP in 2005, down from 1.4% of GDP in 2004. Net of cyclical 
factors, the Commission services 2005 spring forecasts projected the deficit and the primary 
balance to worsen by around 0.4% and 0.5% of GDP respectively. Although net of one-offs 
the cyclically-adjusted primary balance is now expected to remain broadly stable in 2005, it 
has reached a level which is clearly insufficient to ensure a satisfactory reduction if any of the 
Italian high debt. 

For 2006, the 2004 update of the stability programme targets a general government deficit of 
2.0% of GDP and projects a primary surplus of 3.3% of GDP. However, it seems likely that 
also for 2006 the government will revise growth forecasts and increase its deficit target in the 
forthcoming DPEF (Documento di Programmazione Economica e Finanziaria), the medium 
term macroeconomic and budgetary framework. In the light of information made available 
after the cut-off date of the Commission services spring 2005 forecasts, the Commission 
services projection for a deficit at 4.6% of GDP in 2006, based on unchanged policy, appears 
now optimistic. 

3.3 Debt developments 

The debt-to-GDP ratio 
decreased by less than 9 
percentage points of GDP 
between 1999 and 2004, i.e. 
on average less than 2% of 
GDP per year. More 
specifically, the pace of 
debt reduction has slowed 
markedly since 2001 and 
since 2003 the debt-to-GDP 
ratio has virtually remained 
unchanged at around 
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106-107% of GDP. It is expected to remain at that level until 200610. 

0 The Commission services 2005 spring forecasts had projected a marginal decrease in the debt-to-GDP ratio 
from 105.8% in 2004 to105.6% in 2005 and, assuming a no policy change scenario, an increase in 2006. 
However, these debt ratios do not take into account the upward revision from 105.8% to 106.6% of GDP of the 
government debt in 2004 made by Eurostat on 23 May 2005. The revision reflects the re-classification as 
government debt of the debt of ISPA amounting to around 0.6% of GDP, and of the pre-payments by 
concessionari d’imposta amounting to 0.3% of GDP. The 2004 update of the stability programme targeted a 
debt-to-GDP ratio at 104.1% in 2005 and at 101.9% in 2006. The planning document of 29 April 2005 revised 
the 2005 objective to 105.3% of GDP. 
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If the debt-to-GDP ratio continued to decline by 1.2% per year, the average observed in 
2001-2004, it would take more than 30 years to approach the 60% of GDP reference value of 
the Treaty. This would not seem to be consistent with the provisions of the Treaty according 
to which the debt ratio should be sufficiently diminishing and approaching the reference value 
at a satisfactory pace. Furthermore, the present level of primary surplus is too low to 
guarantee any debt reduction. 

The recent developments contrast with the more rapid debt reduction (by 3.0% of GDP per 
year, on average) which took place in Italy between 1996 and 2000 despite the still very high 
interest expenditure and the resulting sizeable snow-ball effect11 (2.6% of GDP per year, on 
average). The result was achieved mainly thanks to a primary surplus above 5 per cent of 
GDP per year. 

Table 4: Debt dynamics 

in % of GDP 

Government gross debt ratio a 

Change in debt ratio (1 = 2+3+4) 

Contributions: 

- Primary balance (2) 

- “Snow-ball” effect (3) 
of which: 

- Interest expenditure 

- Real GDP growth 

- Inflation (GDP deflator) 

- Stock-flow adjustment (4) 
of which: 
- Cash/accruals primary items and 
statistical discrepanciesb 

- Cash/accruals interest expenditure 

- Accumulation of financial assetsb 

of which: Privatisation proceeds 

- Valuation effects & residual adj. 

0.7 

1.2 

1999 2000 2001 2002 2003 2004 

115.5 111.2 110.7 108.0 106.5 106.6 

-1.3 -4.3 -0.6 -2.6 -1.5 0.1 

-5.0 

3.1 

6.7 

-1.9 

-1.8 

-5.8 

0.7 

6.5 

-3.3 

-2.5 

-3.6 

1.8 

6.5 

-1.9 

-2.9 

-3.2 

2.1 

5.8 

-0.4 

-3.3 

-2.2 

2.0 

5.3 

-0.3 

-3.1 

-1.9 

1.0 

5.0 

-1.3 

-2.7 

-1.3 

1.4 

4.9 

-1.2 

-2.4 

-0.4 

1.0 

5.0 

-1.8 

-2.2 

0.9 

1.4 

1.2 -1.5 -1.3 

1.6 1.2 1.1 

1.0 

0.6 

-0.1 

-1.1 
-2.0 

0.7 

-0.5 

-0.2 
-0.4 

0.1 

-0.5 

0.1 
-0.4 

0.0 

-0.7 

0.0 
-0.1 

-2.0 

-0.5 

-1.6 
-1.3 

-0.3 

-0.2 

0.7 
-0.6 

-0.1 

Commission services 
2005 spring forecasts 

2005 2006 
105.6 

-0.2 

106.3 

0.7 

-0.3 0.1 

-2.1 -2.0 

b 
See comments in Table 3. 

The information provided by ISTAT after the revision of 24 May 2005 warrants a different composition with higher accumulation 
of financial assets (excluding privatisation proceeds and liquidities) and lower cash/accruals differences. However, there is only a 
marginal decrease in the debt-increasing part of the Stock flow adjustment. 

Note: 
The change in the gross debt ratio can be decomposed as follows: % ¥,_1 Yt 1 ^ 1+yt) Yt 

where t is a time subscript; D, PD, Y and SF are the stock of government debt, the primary deficit, nominal GDP and the stock-flow 
adjustment respectively, and * and y represent the average cost of debt and nominal GDP growth. The term in parentheses 
represents the “snow-ball” effect. 
Source: ECFIN calculations 

The debt dynamics can be broken down into three main elements: 

1 With snow-ball effect is intended the combined effect on the debt-to-GDP ratio of interest expenditure, which 
determine an increase in debt level (numerator) and nominal GDP growth, which affects the denominator. 
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1. The primary surplus, which has consistently declined since 2001 reaching 1.9% of GDP 
in 2004, the lowest level since 1992. 

2. The debt increasing snow-ball effect, which was comparatively low at on average +1.7 % 
per year over the 2001-2004 period despite low real GDP growth. This is explained by the 
historically low interest rates and inflation (GDP deflator) growing at 3% a year on average. 

3. The stock-flow adjustment (SFA), which represents the change in the annual debt level 
not explained by the deficit. The SFA conventionally includes (i) the difference between cash 
and accrual recording; (ii) accumulation of financial assets; and (iii) valuation effect. 
Although in the recent past the overall SFA has been on average close to zero in Italy, some 
of its components have had a persistent debt-increasing effect. These debt-increasing 
components12 have been particularly large over the 2001-2004 period when they amounted on 
average to around 1½ percentage points of GDP per year. Moreover, they have more than 
offset privatisation proceeds13 which, in turn, have been reduced significantly from an annual 
average of more than 1 per cent of GDP per year in the 1997-2000 period to around ½ % of 
GDP in the 2001-2004 period. 

A number of exceptional debt-reducing operations have positively affected the SFA. In 2002, 
low yielding Treasury bonds held by the Bank of Italy were converted with new bonds 
yielding a market interest rate. The operation reduced the nominal value of the debt by around 
2% of GDP (see “Valuation effects” in Table 4). In 2003, the transformation of Cassa 
Depositi e Prestiti14 into a joint-stock was coupled with a sale of shares of publicly-controlled 
companies to the newly created entity. The proceeds amounting to around 1% of GDP were 
recorded as privatisation. Finally, the interest payments affecting the debt have been 
persistently lower than the interest expenditure recorded in the deficit. This is mainly due to 
the accrued and not yet paid interests on postal bonds. At the end of 2004 these “non visible” 
liabilities amounted to 5.4% of GDP. They will surface as Maastricht debt only over the next 
15-20 years, as these postal bonds gradually reach maturity. 

According to the 2004 updated stability programme, privatisation proceeds would amount to 
around 2% of GDP per year in 2005 and 2006. The entire SFA is foreseen to be almost nil in 
the same period, thus implying debt-increasing below the line transactions of the same 
magnitude. The Commission services forecasts are aligned to these projections, although they 
may turn out to be optimistic. 

Overall, in the recent past the debt ratio has been decreasing at a very low pace, mainly due to 
discretionary decline in the primary balance and to sizeable below-the-line operations. A 
number of exceptional operations prevented an increase in the debt ratio. 

12 These persistent debt-increasing components are: (i) accumulation of financial assets (excluding privatisation 
proceeds and liquidities); and (ii) differences in cash vs. accrual recording of primary budgetary items and 
statistical discrepancies. 

13 Privatisation proceeds are considered as reduction in the government financial assets and thus affect the SFA. 
14 Cassa Depositi e Prestiti was the former state-owned savings and loans bank. The Ministry of the Economy 

and Finance continues to hold a stake in the new Cassa Depositi e Prestiti SpA amounting to 70% of the 
capital. 
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Box 2: Rolling debt reduction benchmark 

A tentative assessment of the pace of debt reduction is presented in the graph below. It compares 
historical data and data in the 2004 update of the stability programme with three alternative paths 
obtained by applying an illustrative “rolling debt reduction benchmark” *. The benchmark reflects 
the idea that a minimum debt reduction should be ensured not year after year but over a medium-
term horizon; 5 years in the graph. For instance, the projections for 2005 are compared with the 
values obtained for the same year by applying the formula starting in 2000. If the actual or 
projected debt levels exceed those obtained by applying the benchmark, this is taken as an 
indicator of a slow reduction in the debt ratio. 

The graph clearly shows that in Italy the debt ratio is diminishing by less than implied by the 
5-year rolling debt reduction benchmark; this is true for both the periods starting from 1999 and 
2000. Moreover, also the projections presented in the 2004 update of the stability programme are 
not in line with the 5-year rolling debt reduction benchmark starting from 2003. 

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 

The “rolling debt reduction benchmark” in the graph is shown for successive five-year periods through a recursive application of the 
formula: 

UL. [ U-1L.J U 

where t is a time subscript and D and 7 are the stock of government debt and nominal GDP, respectively (note that, in the first year of 
the five-year period, the debt ratio in the previous year is the actual debt ratio). The change in the debt ratio can be decomposed as 
follows (assuming that the stock-flow adjustment is equal to zero): 

r. Yt_. [^ y . ) l 7 < 
DEFt 

Yt 

where DEF is the government deficit and y represents nominal GDP growth. Noting that 0.05*60 = 3, the formula for the “rolling debt 
reduction benchmark” describes the path for convergence of the debt ratio towards the 60% of GDP debt, which would take place with 
the deficit at 3% of GDP under a growth of nominal GDP of 5% (see also technical assessment of the Italian 2004 update of the 
stability programme). 

4. QUALITY OF PUBLIC FINANCE DATA 

The Italian public finance statistics have shown the need for some clarification over the last 
years. In particular, the Bank of Italy, since its Annual Report of May 2001, and 
theCommission services, since the technical assessment of the 2001 updated of the stability 
programme, have highlighted sizeable inconsistencies between debt developments and deficit 
figures and called for improving the quality of the statistics. Eurostat’s decision not to validate 
the data presented in the March 2005 reporting has confirmed the need to clarify a number of 
statistical issues in Italy.. 
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Significant successive revisions of the government deficit and debt have been carried out 
since 2001. In particular, the deficit for 2001 was originally notified at 1.4% GDP, whereas, 
after several rounds of upward revisions, the March 2005 notification showed a deficit of 
3.0% of GDP. The still provisional Eurostat’s estimates of 23 May 2005 for the deficits in 
2003 and 2004 are 3.1% of GDP in both years, whereas they were initially reported at 2.4% of 
GDP for 2003 in the March 2004 notification and at 3.0% of GDP for 2004 in the March 2005 
notification, i.e. in the first official notification for the previous year. On 23 May 2005 
Eurostat also revised the debt figures for 2003 and 2004 to 106.5% and 106.6% of GDP, 
respectively. 

An early indication of persistent fiscal imbalances is given by the government cash-borrowing 
requirement, i.e. a measure of the government deficit in cash terms, which includes 
transactions in financial assets (excluding privatisation proceeds and liquidities). Figure 4 
shows that this deficit largely exceeded the EDP deficit over the 2000-2004 period. 

ISTAT released revised data on 24 May 2005 which incorporated Eurostat’s decisions 
published on 23 May 2005 and made additional upward revisions of deficit over the 2000-
2004 period. The deficit was reported at 0.8% of GDP in 2000 (including UMTS receipts 
amounting to 1.2% of GDP), 3.2% in 2001, 2.7% in 2002 and again at 3.2% in both 2003 and 
2004. The debt-to-GDP ratio was revised upward to 111.3% in 2000, 110.9% in 2001, 108.3 
in 2002, 106.8% in 2003, and confirmed at 106.6% in 2004. Although ISTAT has provided 
information trying to reconcile EDP and cash deficits, the data released on 24 May are to be 
considered still provisional. Eurostat has requested further information from the Italian 
authorities. The above revisions represent an additional step towards a final clarification of 
the large and persistent differences between cash and accrual accounting and the 
accumulation of financial assets. 
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Box 3: Successive statistical revisions of public finance data. 
t and debt levels reporting 
Sep-02 Mar-03 Sep-03 

DEFICIT (in % of GDP) 
2.2 2.6 2.6 

2.3 2.3 

- - -

- - -

DEBT (in % of GDP) 
109.9 109.5 109.5 

106.7 106.7 

- - -

- - -

for Italy 
Mar-04 

= 

2.6 
2.3 

2.4 

-

110.6 
108.0 

106.2 

-

Sep-04 

2.6 
2.3 

2.4 

-

110.6 
107.9 

106.2 

-

Mar-05 

3.0 
2.6 

2.9 

3.0 

110.7 
108.0 

106.3 

105.8 

May-05 

3.0 
2.6 
3.1 
3.1 

110.7 
108.0 
106.5 
106.6 

Date of reporting Mar-02 Jun-02 

2001 1.4 1.6 
- -

2002 
- -

2003 
- -

2004 
2001 109.4 109.4 

- -
2002 

- -
2003 

- -
2004 

Source: Successive government deficits and debt levels reporting for Italy and Eurostat’s revision of 23 May 2005 
2001: The March 2005 notification reported a deficit at 3.0% of GDP from an initial value of 1.4% notified in 
March 2002. The upward corrections of the deficit were due to the Eurostat’s decisions on: (i) the criteria admitted 
for securitisation operations (+0.6% of GDP in September 2002); and (ii) the recording of capital injections into the 
state-owned railway company Ferrovie dello Stato as capital transfers instead of financial transactions (+0.4% of 
GDP in March 2005). The remaining revisions amounting to 0.6% of GDP mainly reflects successive ISTAT’s 
re-calculations of government current expenditure, in particular in health care expenditure. On 24 May 2005 ISTAT 
revised upward the deficit to 3.2% of GDP (not shown in the Table) mainly by reclassifying above the line some 
subsidies linked to transactions with the EU budget. 
For the debt level in 2001 a first significant revision was due to the Eurostat’s decision on the criteria admitted for 
securitisation operations (+0.5% of GDP in September 2002). Then in March 2004 a main revision (+1.1% of 
GDP) concerned the right computation of the balances in postal current accounts belonging to the private sector. 
ISTAT revised on 24 May 2005the debt-to-GDP ratio to 110.9% of GDP (not shown in the Table). 

2002: The deficit revisions essentially concern the above mentioned capital injections into Ferrovie dello Stato 
with the deficit now estimated at 2.6% of GDP, up from 2.3% in March 2003. ISTAT revised this figure to 2.7% on 
24 May 2005. 

In March 2004 the debt level was revised up by 1.3% of GDP due to the above mentioned postal current accounts. 
An additional revision made by ISTAT on 24 May 2005 showed a debt-to-GDP ratio at 108.3% of GDP. 

2003: In the March 2005 reporting was notified a deficit of 2.9% of GDP, up from 2.4%. The revision mainly 
reflected the capital injections into Ferrovie dello Stato and a reduction in the accrual estimate of social 
contributions. On 23 May 2005 Eurostat revised the deficit upward to 3.1% of GDP by reclassifying from revenue 
to financial liability (debt) the payments made by the banking system, concessionari d’imposta, linked to future tax 
collections. A further upward revision by ISTAT on 24 May 2005, which incorporated the Eurostat’s decision, 
shows a deficit of 3.2% of GDP. 

The debt was revised by Eurostat to 106.5% of GDP on 23 May 2005 by taking into account the above mentioned 
reclassification of the pre-payments made by concessionari d’imposta. The ISTAT’s revision of 24 May 2005 
reported a debt-to-GDP ratio at 106.8% of GDP. 

2004: In March 2005 the deficit was reported at 3.0% of GDP. Also in this case on 23 May 2005 Eurostat revised 
the deficit upward to 3.1% of GDP by reclassifying the advance tax payments by concessionari d’imposta. On 24 
May 2005 ISTAT incorporated the Eurostat’s decision and revised upward the deficit to a 3.2% of GDP. 

The debt-to-GDP ratio was revised to 106.6% of GDP by Eurostat on 23 May 2005. This revision included the debt 
linked to concessionari d’imposta and took into account the CMFB consultation on the debt of ISPA related to the 
high speed railway network. 

Note: all revisions made by ISTAT in May 2005 are to be considered provisional and not yet validated by Eurostat. 
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5. PUBLIC INVESTMENT AND OTHER RELEVANT FACTORS 

Article 104(3) of the Treaty provides that the Commission report “shall also take into account 
whether the government deficit exceeds government investment expenditure and take into 
account other relevant factors”. The Ecofin report of 20 March 2005 also refers to the need to 
consider other relevant factors in the Commission report and clarifies the framework within 
which such relevant factors should be taken into account. The following subsections therefore 
consider in turn the medium-term economic position, the medium-term budgetary position 
and other factors relevant for the purpose of this report. 

5.1 Medium-term economic position 

5.1.1 Cyclical conditions and potential growth 

According to the available evidence the economic prospects over the next two to three years 
remain subdued. Economic growth is expected to accelerate at a moderate pace towards the 
potential rate currently estimated slightly above 1½%. Hence, the slack of actual output 
relative to its potential level, as measured by the output gap, is expected to persist at around 
current levels. As to the medium-term prospects, the structural reforms implemented so far 
have delivered higher employment growth, without however increasing potential economic 
growth as many structural weaknesses hampering factor efficiency remain largely 
unaddressed. The low rate of potential growth calls for very ambitious fiscal targets to allow a 
sustained reduction in the debt ratio. 

5.1.2 Recent structural reforms 

A new labour market reform was implemented in 2003. The reform aims at (i) increasing 
labour flexibility mainly by creating new atypical job contracts and (ii) improving the 
efficiency of public and private employment services. This, together with the reform adopted 
at the end of the 1990s is one important element behind the comparatively strong increase in 
employment in the face of low economic growth. Over the past several years, it is considered 
that the stronger employment growth ensuing from the successive labour market reforms may 
have had positive effects on public finances through higher revenue and lower unemployment 
benefits. The adjustment effect of the labour market associated with the reforms is expected to 
taper off over the medium term, giving way to a more traditional relationship between 
economic growth and job creation and in turn government revenues. In 2004, the government 
also introduced a pension reform. Based on the official information, these reforms have 
produced no direct impact on the budget. 

In March 2005, the government launched an initiative aimed at improving the competitiveness 
of the Italian economy. The initiative took the form of a decree-law, i.e. a decree passed by 
the government as an urgent measure taking immediately effect on 14 March. The initiative 
covers a very broad range of heterogeneous measures, including, among other things, the 
reduction of red tape, the reform of R&D subsidies and the reform of bankruptcy law. While 
going into the right direction, the initiative would not seem to go far enough to effectively 
tackle the issues affecting competitiveness in depth and is not pursued in the context of a 
comprehensive and integrated reform plan. The original decree law has been significantly 
modified by Parliament before converting it into a state law on 12 May 2005. In particular, 
the original plan included measures to partially liberalise the strongly regulated professional 
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services, which have eventually been removed from the new piece of legislation. The 
budgetary impact of the measure is estimated at less than 0.1 % of GDP per year. 

5.2 Medium-term budgetary position 

5.2.1 Public investment 

Figure 5 clearly shows that 
since 2001 the general 
government deficit has 
consistently exceeded gross 
fixed capital formation. In 
particular, in both 2003 and 
2004 government gross 
fixed capital in Italy 
amounted to 2.6% of GDP 
(2.4% in 1999 and 2000 
and 2.5% in 2001). 

From an economic point of 
view it is worth stressing 
that, taking into account 
depreciation, there has 
been only a relatively 
modest increase in the 
stock of government capital in the last years, much smaller than the government deficit in 
recorded in these years. Specifically, net fixed capital formation is estimated to have been 
1.3% and 1.2% of GDP in 2003 and 2004, respectively. The rest of gross fixed capital 
formation actually refers to the expenditure needed to replace the consumption of capital. 

The irregular pattern in gross fixed capital formation shown in the graph, in particular the dip 
in 2002, reflects the proceeds from sales of real assets, which affect this item with a negative 
sign. These one-off measures amounted to 0.9% of GDP in 2002, 0.2% in 2003 and 0.3% in 
2004. Excluding these sales gross fixed capital formation has only marginally increased in 
2003 and 2004. 

5.2.2 Structural deficit 

The lack of fiscal consolidation is evidenced by the high level of the structural deficit, i.e. the 
deficit net of cyclical factors and one-off measures. It increased from 2.1% of GDP in 1999 
and peaked at 4.7% of GDP in 2003. It declined to 3.9% of GDP in 2004 and is predicted to 
remain at around this level in 2005 and 2006. The structural primary surplus deteriorated 
remarkably from 4.7% of GDP in 1999 to 0.6% of GDP in 2003. In 2004, it increased to 1.1% 
of GDP and is projected to stay at about this value in 2005 and 2006. This level does not 
ensure a decline in the debt ratio. 

5.2.3 Fiscal consolidation efforts in good times 

Italy significantly loosened its fiscal position net of both cyclical factors and one-off measures 
in 2000 and 2001 when actual economic growth was above potential growth and the output 
gap was significantly positive. The cyclically-adjusted deficit excluding temporary measures 
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rose from 2.1% of GDP in 1999 to 2.7% of GDP in 2000 and 4.4% of GDP in 2001, while 
real GDP exceeded its potential level by about 2% of GDP in 2000 and 2001. The worsening 
of the structural budgetary position in Italy, masked by the heavy recourse to temporary 
revenue increasing and expenditure reducing measures, has its roots in the implementation of 
a strongly pro-cyclical fiscal policy in good times. 

5.2.4 Expenditure on education and R&D 

Starting from 5.6% of GDP in 1990, government expenditure on education had steadily 
declined to 4.9% of GDP in 1995 before stabilising at 5.0% of GDP over the 1996-2002 
period. In 2003, the last available year for the functional breakdown of government 
expenditure, outlays for education increased marginally to 5.2% of GDP. Expenditure for 
education in percent of GDP is in line with the EU average. 

Public expenditure on R&D in Italy, including outlays for research in universities, has been 
essentially stable at around 0.6-0.7% of GDP per year over the 1995-2003 period, whereas the 
EU average is closer to 0.8% of GDP. The difference between the resources in this area in 
Italy and the EU average increases substantially when the private sector of the economy is 
taken into account: total R&D expenditure – public and private – in Italy is estimated to have 
been at around 1.2% of GDP in 2002, whereas the EU average was 1.9% of GDP. 

5.2.5 Temporary measures 

As outlined in section 3, since 2001 the increasing gap between revenues and primary 
expenditure has been partially bridged by so called one-off measures i.e. temporary revenue 
increasing or expenditure reducing operations. While the distinction between temporary and 
permanent is a complex and not fully settled issue there is a taxonomy of measures which are 
explicitly considered as temporary15. Based on that taxonomy the budgetary impact of one-off 
measures in Italy increased from 0.6% of GDP in 2001 to 1.3 % in 2002 and to 1.9% in 2003. 
Then it declined again to 1.4% of GDP in 2004 and is estimated to amount to ¾ % of GDP in 
the Commission services 2005 spring forecasts. At this stage no one-off measures are planned 
for 2006. 

The declining reliance on temporary measures since 2004 has not been accompanied by 
offsetting structural measures on the expenditure side of the budget as set out in the Council 
opinion of 21 January 2003 on the updated stability programme of Italy for 2002 to 2006, and 
the 2003-2005 Broad Economic Policy Guidelines. In particular, part of the projected 
slippages in 2005 and 2006 is explained by the fact that Italy did not succeed in replacing one-
off measures with permanent expenditure savings. 

A number of temporary measures implemented in the recent past, and others planned for 
2005, produce a beneficial effect on the budget in the short term, at the risk of increasing 
expenditures over the medium term. This is the case for sale and lease back operations 
involving government office buildings, the sale of state-owned roads followed by the payment 
of a ‘shadow toll’ or the transformation of subsidies into soft loans. In addition, the series of 
tax amnesties carried out in 2002 and 2003 entail the risk of weakening the tax base in the 
future. 

15 The taxonomy is listed in ‘Public Finances in EMU 2004’, European Economy n. 3/2004. 
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5.2.6 Long-term sustainability of public finances 

With regard to the long-term sustainability of public finances, Italy appears to be at some risk. 
This assessment is unchanged compared to the Council opinion of 17 February 2005. 
Specifically, as outlined in the technical assessment of the 2004 updated stability programme, 
the achievement of long-term sustainability is conditional on the full implementation of (i) the 
recently adopted pension reform and (ii) the budgetary targets. 

The new pension reform approved in July 2004 is expected to reduce expenditure by 0.6-0.7% 
of GDP per year between 2011 and 2033. However, there are no immediate savings in the 
medium term. The direct budgetary costs of the reform are estimated to be negligible. Overall, 
the reform goes into the right direction by shortening the long transition period to the new 
contributions-based system established with the reforms adopted in the 1990s. However, as 
the eligibility criteria tighten abruptly and sharply between 2007 and 2008, strong pressures to 
weaken the reform can not be excluded. 

As regards the implementation of budgetary targets, recent budgetary developments point to a 
significant divergence from the targets set out in the 2004 updated stability programme. 
Specifically, the Commission services 2005 spring forecast together with the additional risks 
that materialised after the cut-off date show a significant departure from original plans in 
2005 and 2006. The projected level of the primary budget balance net of cyclical factors and 
one-off measures is at around 1% of GDP, i.e. far below the minimum level of 4% of GDP 
which appears required to guarantee the respect of the inter-temporal budget constraint of the 
government. Hence, a failure in achieving the budgetary targets would put sustainability at 
risk, even when assuming a full impact of the pension reform and no additional costs from 
health-care. 

5.3 Other relevant factors for a comprehensive qualitative assessment of the excess of 
the deficit over the reference value 

A number of elements characterising public finance developments in Italy over the past 
several years reveal weaknesses in existing budgetary institutions and procedures. 

(i) As discussed in section 3, budget plans were repeatedly built upon optimistic assumptions 
about GDP growth, which ex post gave rise to significant budgetary slippages since 2000, also 
in cyclically-adjusted terms. For instance, in 2004 around half of the total budgetary slippage, 
which amounted to around 1% of GDP, was due to such optimistic growth projections. The 
recurring pattern of establishing optimistic growth assumptions and experiencing budgetary 
slippages points to at least two different problems. First, it weakens the ability of the 
government to control implementation, as the capacity to take corrective measures over the 
course of the year in the light of lower-than-projected growth is weak. Second, it signals that 
the forecasting process is not adjusted in the light of past performance.. Moreover, although 
the government has the possibility to update its macroeconomic projections at the end of 
September of each year when presenting the draft budget to Parliament, it has frequently 
chosen to stick to projections produced earlier, typically in June, which in the light of the 
evidence available in September could already be regarded as outdated. 

(ii) The statistical revisions carried out in 2005 and affecting the years 2001-2004 are the most 
recent example of an established history of statistical revisions on past data. Such revisions 
highlight problems of statistical governance. An important factor in this context is the 
comparatively large and persistent debt increasing components in the stock-flow adjustments, 
notably the difference between cash and accrual accounting and the accumulation of financial 
assets. The size of such debt increasing components of the stock-flow adjustment regularly 
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narrows once an ex post revision of national accounts is carried out. In addition to the already 
existing public auditing and monitoring bodies in the field of public finances and with the aim 
to clarify the statistical problems Italy has set up a number of working groups. However, so 
far the working groups have not delivered conclusive results. 

(iii) Over the past several years Italy has launched a series of initiatives aimed at controlling 
expenditure. The initiatives include the domestic stability pact, agreements on controlling 
health care expenditure and more recently a 2% cap on the annual increase in nominal 
primary expenditure excluding pensions. Available evidence suggests that the effectiveness of 
such expenditure rules has been weak, in particular when it comes to their implementation on 
the regional and local level. Specifically, there have been regular expenditure overruns in the 
area of health care expenditure which is managed by regional governments. This could either 
reflect a tendency to systematically under-budget health care expenditure or a lack of 
enforcement of expenditure targets or both. Either way there seem to be problems relating to 
the budgetary co-ordination across different levels of government. Moreover, concerning the 
2% cap on the annual nominal increase in primary expenditure introduced by the 2005 budget, 
the official report updating public finance projections released on 29 April 2005 (Relazione 
sull’andamento dell’economia nel 2004 e aggiornamento delle previsioni per il 2005) pointed 
out that the expenditure rule is likely not to yield the projected results. 

(iv) The draft budget law presented by the Government at the end of September of each year 
is generally subject to extensive amendments by Parliament. Although by law all amendments 
have to be neutral with respect to the target value laid out for the budget balance as a whole, 
past experience has shown that changes introduced in Parliament sometimes weaken the 
credibility of budgetary targets. Efforts aimed at strengthening the draft budget law by 
limiting its amenability have not yet achieved the objective. 
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