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EXECUTIVE SUMMARY
Economic Outlook

Italy isundergoing a protracted recession. Italy's real GDP contracted by 2.4% in 2012, on
the back of negative domestic demand driven by tight financing conditions and declining
disposable incomes. Economic activity is expected to decline further in 2013, before starting
to recover mildly in the second half of 2013. The unemployment rate is projected to continue
increasing and to reach 12.2% in 2014, affecting young people in particular.

Key Issues

Italy’s capacity to withstand the impact of the crisis is hampered by long-standing
structural weaknesses. The high government debt and loss of external competitiveness,
driven by sluggish productivity growth, were identified in the second in-depth review
presented by the Commission on 10 April as the main macroeconomic imbalances of the
Italian economy, which require monitoring and determined policy action.

Over the past year Italy has adopted a range of relevant and ambitious measures with a
view to safeguarding fiscal sustainability and spurring growth. Italy has undertaken action
to correct the excessive government deficit, strengthen the budgetary framework, enhance tax
compliance, improve the functioning of the labour market and the wage setting framework,
foster competition in key sectors of the economy and improve the business environment,
including the efficiency of the public administration. These measures go towards meeting the
country-specific recommendations issued in 2012 and can contribute to addressing many of
the economy’ s challenges.

However, implementation of the measures taken remains challenging and the reform
agenda needs to be taken forward. Delays in the adoption of enacting legislation or
incomplete application of legislation are still holding back the potential benefits of severa
measures. Thereis also scope for further action in the following areas:

e Public finances: according to the Commission 2013 spring forecast, Italy corrected its
excessive deficit in 2012 in a durable way, conditional upon the rigorous
implementation of the consolidation effort enacted in 2011-12. Despite the budgetary
consolidation, the high government debt-to-GDP ratio, expected to peak at 132.2% in
2014, remains a mgjor burden on the Italian economy. While low growth makes it
more difficult to put the public finances on a sustainable path, high public debt may
hamper growth prospects, dampen domestic demand and crowd out productive public
spending.

e Taxation: the high tax burden in Italy still weighs heavily on labour and capital.
While in the short to medium term reducing the overall tax burden is not an option in
the current budgetary conditions, there is scope for improving the efficiency of the tax
system. Fighting against tax evasion, the shadow economy and undeclared work
would help to lower the high statutory tax rates on compliant taxpayers.

e Banking sector: while the Italian banking sector showed resilience in the aftermath of
the global financial crisis, the protracted recession affected asset quality and reduced
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the profitability of banks, resulting in constraints to the provision of credit to the
economy, in particular to SMEs.

Labour market and social cohesion: youth unemployment, which reached 35.3% in
2012, and the till low participation of women in the workforce represent a missed
opportunity for the Italian economy, particularly in the southern regions. If effectively
implemented, the June 2012 reform has the potentia to help address the rigidities and
segmentation in the labour market. Meanwhile, over the last decade, Italy’s lacklustre
productivity performance has not been adequately reflected in wage dynamics, leading
to sustained unit labour cost growth and loss of cost competitiveness. Adjustments to
the wage setting framework are thus required along the lines of the recent social
partners agreements. Finally, the protracted recession has exacerbated the risk of
poverty and socia exclusion. Therefore, it is crucia that the reform agenda be
informed by the principles of social equity and the efficiency and the effectiveness of
the social protection system be improved.

Education: although some steps have been taken to upgrade the educational system,
the still high early school leaving rate and low tertiary attainment rate point to a
performance of the educational system that lags behind that in other EU countries.
There is aso evidence of a difficult transition from education to the labour market,
including for high-skilled young people.

Market opening in services and network industries. several measures aimed at
opening to competition services and network industries have been adopted over the
past years. Their proper implementation is key for the reforms to deploy their benefits.
The persistence of sheltered market segments in services and network industries,
compounded in the latter by the presence of infrastructure bottlenecks, trandlates into
higher costs for firms and households, notably in the energy sector.

Public administration: notwithstanding the reform action undertaken in this area,
weaknesses in the public administration continue to contribute to an unfavourable
business environment, discourage foreign direct investment and hamper the
implementation of reforms. The main shortcomings include the long duration of
proceedings in civil justice and a cumbersome and often opague administrative and
regulatory framework at various government levels. Furthermore, weaknesses in
administrative capacity hamper the good use of structural funds, especialy in the
southern regions.



1. INTRODUCTION

In May 2012, the Commission proposed a set of country-specific recommendations (CSRS)
for economic and structural reform policies for Italy.! On the basis of these recommendations,
the Council of the European Union adopted six CSRs in the form of a Council
Recommendation.? These CSRs concerned public finances, the budgetary framework and
structural funds, education, the labour market, taxation, as well as competition and the
business environment. This Staff Working Document (SWD) assesses the state of
implementation of these recommendationsin Italy.

The SWD assesses policy measures in light of the findings of the Commission's Annua
Growth Survey for 2013 (AGS)® and the second annual Alert Mechanism Report (AMR),*
which were published in November 2012. The AGS sets out the Commission’s proposals for
building the necessary common understanding about the priorities for action at national and
EU leve in 2013. It identifies five priorities to guide Member States to renewed growth:
pursuing differentiated, growth-friendly fiscal consolidation; restoring normal lending to the
economy; promoting growth and competitiveness for today and tomorrow; tackling
unemployment and the socia consequences of the crisis; and modernising public
administration. The AMR serves as an initial screening device to determine whether
macroeconomic imbalances exist or risk emerging in Member States. The AMR found signs
that macroeconomic imbalances in Europe are being corrected. To ensure that complete and
durable rebalancing is achieved, Italy and 13 other Member States were selected for a review
of developmentsin the accumulation and unwinding of imbalances.”

Against the background of the 2012 Council Recommendation, the AGS and the AMR, Italy
presented updates of its national reform programme (NRP) and its stability programme on 23
April 2013. These programmes were submitted to the consultation of the social partners,
regional and local authorities during the parliamentary process leading to their formal
approval by the Italian Parliament on 7 May 2013. The programmes provide detailed
information on progress made since July 2012 and indicate the reform path to follow in the
future, without however designing a precise plan for action given the political uncertainty at
the time of their publication. The information contained in these programmes, together with
the reform agenda outlined by the new government, provides the basis for the assessment
made in this SWD.

1 COM(2012) 318 final of 30 May 2012.

20JC 219 of 24 July 2012.

3 COM(2012) 750 final.

4 COM(2012) 751 final.

® SWD(2013) 118 final. 13 in-depth reviews were published on 10 April 2013. While selected for an in-depth
review in the AMR, Cyprus was ultimately not reviewed under the Macroeconomic Imbalance Procedure in
view of the advanced preparations for afinancial assistance programme.
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Overall assessment

In the Commission’ s assessment, Italy has made some progress towards addressing the CSRs
of the Council Recommendation. While a sizeable effort has been made to tackle the issues
identified in the 2012 CSRs, gaps in implementation and the persistence or even exacerbation
of several key challenges have hampered progress.

The ambitious and wide-ranging policy action taken so far appears relevant to addressing the
challenges identified in the 2012 CSRs and meeting the priorities set out in the AGS. The
ambitious fiscal consolidation strategy put in place, enriched with measures aimed at
enhancing the efficiency of public expenditure, strengthening the fiscal framework and
improving tax compliance, have been strong signals of Italy’s commitment to bringing the
public finances onto a sustainable path, which is an essential prerequisite for anchoring
market confidence and macroeconomic stability. On the structural side, key measures have
been adopted to remove Italy’s deep-rooted bottlenecks to growth. They aim to: foster
competition in some product and services markets, including the network industries; improve
the performance of the education system; address segmentation in the labour market; promote
the responsiveness of wages to economic and competitive conditions; foster innovation;
enhance the quality of the business environment; and improve the absorption of structural
funds.

The implementation, at al levels of government and by all relevant stakeholders, of the
measures taken remains challenging and entails risks in terms of credibility of action,
however relevant and ambitious the reform action on the fiscal and structural front might be.
In the case of Italy, implementation remains a critical challenge in three respects. First,
although alarge part of the measures adopted are already operational, others—in particular in
the labour market, network industries and administrative simplification — still require the
adoption of enacting legislation or regulations.® This has become a matter of urgency for some
important provisions where the deadline for their specification through secondary legislation
has already expired. Second, it is essential to guarantee and monitor the proper application of
the adopted measures on the ground. For this purpose, close coordination between central,
regiona and local governments and the active involvement of al relevant stakeholders play a
key role. Lastly, in recent months, the implementation of some important provisions in the
fields of competition and civil justice has been hampered by setbacks, while some relevant
measures that have been proposed by the government in the areas of taxation and
administrative simplification are still to be approved by the Italian Parliament.

The reform agenda needs to be taken forward in order to address the remaining severe
challenges for the Italian economy. The high government debt remains a major burden on the
Italian economy, especialy against the background of slow growth. There is therefore a
pressing need to pursue the fiscal adjustment effort in order to put the debt-to-GDP ratio on a
steadily declining path, with positive feedback loops on confidence and growth. To ensure
growth-friendly and equitable fiscal consolidation as recommended in the AGS, there remains
scope for increasing the efficiency of expenditure and of the taxation system while pursuing

® According to a report published in February 2013 by the Italian government, a large part of the adopted
measures do not need implementing legislation and are thus immediately applicable. Moreover, anong the main
implementing measures required, around 56% remain to be adopted.
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with determination the fight against tax evasion, undeclared work and the shadow economy.
Other key chalenges are: making the labour market more inclusive, with particular attention
to young people and women; improving the performance and quality of the education system,
also with a view to facilitating the transition to work; further fostering competition in services
and network industries; enhancing the business environment, including by improving the
efficiency of the public administration; and achieving efficient management of structura
funds. In addition, it is important to support the capacity of the banking sector to finance the
economy and facilitate the needed adjustment, while the scope for aternative forms of
financing for firms needs to be exploited. If combined, action in the areas of education,
market functioning and enterprise financing could contribute to addressing Italy’s weak
performance in research and innovation. Lastly, as the protracted recession in Italy affects
households’ disposable income and employment opportunities, leading to an increased risk of
poverty and social exclusion, the reform agenda needs to be informed by the principles of
socia equity and the efficiency and the effectiveness of the social protection system needs to
be improved. The national reform programme submitted by Italy outlines the areas where the
reform momentum needs to be maintained, within the constraints of the fiscal consolidation
strategy laid out in the stability programme to bring the very high government debt-to-GDP
ratio onto a declining path. While the ambition of the policy plans presented in the
programmes has been restrained by the uncertain political context at the time of their
submission, the new government has indicated the intention to strengthen the structura
reform agenda, while confirming the budgetary targets put forward in the stability
programme. A first step in this direction was made with the adoption on 17 May of a decree-
law containing new provisions on real estate taxation and the extension of the wage
supplementation scheme for under-employed workers, which is taken into account in this
assessment.

2. ECONOMIC DEVELOPMENTSAND CHALLENGES
2.1. Recent economic developments and outlook

Recent economic developments

Italy is undergoing a protracted recession. Italy’s real GDP contracted sharply during the
2008-09 economic and financia crisis. The recovery that followed was modest and short-
lived: economic activity started contracting again in the second half of 2011, when the euro-
area sovereign debt crisis spread to Italy. In 2012, it dropped by 2.4%, due to the strong fall in
domestic demand driven by high uncertainty, tight financing conditions and declining
disposable incomes. Employment also declined, more in terms of hours worked than of
headcount employment, which fell by 0.3%. Combined with the increased participation of
young and older people, this transated into an increase in the unemployment rate to 10.7% on
average in 2012. Y oung people were particularly affected, with youth unemployment reaching
35.3%in 2012.



Economic outlook

According to the Commission 2013 spring forecast, high uncertainty continues to weigh
on recovery prospects. Real GDP is projected to contract by a further 1.3% in 2013, on the
back of persistent uncertainty and continued difficult access to credit. Subdued consumer and
business confidence points to still contracting economic activity in the first half of the year.
However, settlement of the government’s commercial debt is expected to support a mild
recovery as from the third quarter of 2013 and, in the absence of renewed tensions in financial
markets and with improving confidence, private consumption and investment are set to
stabilise in the second half of the year. In 2014, the gradua improvement in financing
conditions supports domestic demand, especialy investment in equipment. On the externa
side, the projected acceleration in global trade supports exports, especially towards non-EU
trade partners. Overall, real GDP is anticipated to expand by 0.7% in 2014.

Employment is set to contract further in 2013. In 2013, on the back of further contraction
in economic activity, employment is projected to continue declining, while a stabilisation is
projected in 2014. The unemployment rate is set to rise further, to over 12% by 2014.
Adjustment in employment entails some recovery in labour productivity. As wage growth
remains subdued, the growth in nominal unit labour costs is projected to decelerate to around
1% over 2013-14.

The Italian government’s macroeconomic outlook appears plausible for 2013 and
optimistic for 2014. Italy’s stability programme covers the period 2013-17. The
macroeconomic projections are broadly in line with the Commission 2013 spring forecast for
the current year, while they anticipate stronger economic recovery in 2014, driven by
domestic demand. Real GDP is projected to continue growing at a dynamic pace in the outer
years of the programme, also supported by the estimated impact of the adopted structural
reforms. In line with the underlying macroeconomic scenario, the programme projects
employment to recover as from next year and the unemployment rate to peak at 11.8% in
2014 and then to fall steadily. The outlook also implies a broadly balanced current account
over the programme’ s horizon.

If properly and promptly implemented, the structural measures could have a sizeable
impact on economic growth. The national reform programme estimates the impact of the
measures adopted in the areas of labour market, product market and the business environment
at 1.6 percentage points by 2015, 3.9 percentage points by 2020 and 6.9 percentage pointsin
the long term. Simulations by the International Monetary Fund suggest an even bigger impact
on economic growth.’

" According to the International Monetary Fund, the full implementation of Italy’s product and labour market
reforms should raise GDP by 5.7% over afive-year horizon and by 10.5% in the long term.
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2.2. Challenges

High public debt and sluggish productivity performance, reflected in declining exter nal
competitiveness, weigh heavily on Italy’s long-term economic outlook. The Italian
economy is still affected by the high level of public debt that is coupled with persistently slow
growth, driven by its weak productivity performance. The latter has in turn resulted in
declining external competitiveness and the loss of export market shares.

Structural weaknesses are at the root of the sluggish productivity performance and loss
of external competitiveness. As analysed in detall in the in-depth review (see Box 1),
stagnating total factor productivity, which underlies Italy’s poor productivity performance, is
strongly related to the failure of many Italian firms to grow and become international players.
Limited innovation capacity, institutional and regulatory barriers to firms growth, obsolete
corporate governance practices and the high cost of doing business are at the origin of the
problem. Italy’s exposure to competition from emerging countries, given the predominantly
low- and medium-low technology composition of its exports, has also played arole.

The high government debt remains a major source of vulnerability for the Italian
economy, especially against the background of persistently slow growth. Italy has the
second highest debt-to-GDP ratio in the euro area, at 127% of GDP in 2012. While low
growth makes it more difficult to put the public finances on a sustainable path, high public
debt may in turn hamper growth prospects. In particular, the high level of taxation needed to
service the debt dampens domestic demand and may raise the distortionary costs of taxation,
while high interest expenditure crowds out productive public expenditure and reduces the
room for social policies. The inefficiency of public spending in many areas adds to the
challenge. Over the past two years, the adverse feedback loop between high debt and low
growth has increased financial markets' concerns about debt sustainability. The sharp increase
in the sovereign risk premium in 2011-12 trandated into a higher cost of capital for the
private sector, hampering productive investment. Despite some easing in financial market
tensions since the second half of 2012, Italy remains vulnerable to sudden changes in market
sentiment.

The challenges highlighted in the 2012 SWD® for Italy remain critical, while the crisisis
putting pressure on the banking sector and social cohesion. The 2012 SWD identified
challenges in the areas of taxation, the labour market, education, competition and the
efficiency of the public administration. These challenges remain valid and some of them are
amplified in the south. Addressing them, taking regional disparities into account, will also
help to reduce the persistent north-south economic divide. Additional challenges derive from
deteriorating bank asset quality, as well as an increasing risk of poverty and social exclusion
due to the protracted recession.

The structure of the tax system is skewed towards distortionary taxes weighing on the
factors of production and is unevenly distributed because of significant tax evasion.
While in the short to medium term reducing the overall tax burden is not an option in the
current budgetary conditions, there is scope for improving the efficiency of the tax system and
reducing distortions. The high tax burden in Italy weighs heavily on labour and capital. By

8 SWD(2012) 318 final.



contrast, the implicit tax rate on consumption remains low relative to the euro-area average,
largely due to the erosion of the tax base through the extensive use of exemptions and reduced
rates as well as tax evasion. As regards recurrent taxation of immovable property, which is
considered to be among the least detrimental to growth, policy action in 2012 brought it in
line with EU average, while better alignment of the property tax base with market values is
needed to improve its fairness. Significant tax evasion and a large shadow economy
contribute to the high statutory tax rates on compliant citizens and firms. Compliance costs
and the administrative costs of revenue collection are in the upper range of the EU spectrum.

Employment and labour market participation among young people, women and older
workers remain well below the EU average. In the context of a still segmented |abour
market, the vulnerable situation of young people continues to be a concern — the youth
unemployment rate reached 35.3% in 2012 and in 2011 more than one in five 15-29-year-olds
were neither in education nor employed — while low participation and employment among
women, also due to the insufficient offer of care services, represent a missed opportunity for
the economy and a risk for households and children’s well-being. These issues are
particularly acute in the southern regions, where the poor performance of the labour market
reflects the difficult general economic conditions. Following the latest pension reform
adopted in 2011, which further raised the statutory retirement age, ensuring that older workers
remain employable and have suitable job opportunities remains a challenge. Lastly,
undeclared work remains an issue of concernin Italy.

Theloss of external competitiveness of the Italian economy also requires adjustments on
the wage setting side. Over the last years, Italy’s lacklustre productivity performance has not
been adequately reflected in wage dynamics, leading to sustained unit labour cost growth and
loss of cost competitiveness. The dominant level of collective bargaining in Italy remains the
national level, even though important changes to the bargaining framework since the
beginning of the 1990s have promoted a gradua shift towards the company level. This
hampers a better alignment of wages to firms or loca economic and competitiveness
conditions, while wages negotiated at the national sectoral level in line with expected inflation
may not be consistent with Italy’s need to regain cost competitiveness relative to trade
partners.

Italy’s weak human capital endowment hinders innovation and young graduates face a
difficult labour market. Public expenditure on education as a share of GDP in Italy is among
the lowest in the EU, notably at tertiary level. With a rate of 17.6% in 2012, Italy performs
significantly worse than the EU average in terms of early school leaving, especially in the
southern regions, which trandates into a lack of basic skills. In addition, Italy registers the
lowest tertiary education attainment rate in the EU for the 30-34-year-old age group and adult
participation in lifelong learning is below the EU average. This low skill level certainly
contributes to the economy’s limited ability to innovate, as reflected in the weak research and
innovation intensity of Italian businesses. There is also evidence of a difficult transition from
education to the labour market, including for high-skilled young people, which is
compounded by the effects of the economic crisis: in 2012, ailmost one in five young tertiary
education graduates were unemployed.
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Social cohesion isbeing undermined as a consequence of the economic crisisand the risk
of poverty and social exclusion is markedly on the rise. As highlighted in the AGS,
tackling the social consequences of the crisis represents a key challenge. Due to the protracted
recession, the risk of poverty and social exclusion has been increasing and concerned more
than one in four people in 2011. In addition, the risk of entering poverty is high, while the
transition out of poverty islow. Economic developmentsin 2012 point to further deterioration
in households' disposable income, while the social protection system, which is strongly
biased towards entitlement-based pension expenditure, is not well equipped to face this
situation.

Notwithstanding the action undertaken so far, the Italian economy continues to be
characterised by barriersto competition, as well as infrastructure gaps. The persistence
of sheltered market segments in some services and network industries results in higher input
costs for the tradable sectors. High electricity and gas prices for both households and
industrial customers not only reflect limited competition in the gas sector, but aso
infrastructure bottlenecks. Inadequate infrastructureis also an issue for transport, especially as
regards intermodal systems, but also ports and railways, where Italy ranks among the bottom
five performers in the EU concerning the quality and density of its infrastructure. In
telecommunications, Italy ranks low in terms of penetration and coverage of broadband,
especially high-speed broadband. This may result from a combination of obstacles to platform
competition and insufficient information and communication technology literacy among the
population.

Weaknesses in the public administration continue to contribute to an unfavourable
business environment and hamper the full implementation of the measures adopted. In
spite of effortsto modernise it, in line with the AGS, the Italian public administration shows a
number of shortcomings, namely the long duration of proceedings in civil justice,
unaddressed issues in the fight against corruption, considerable delays in the payment of
goods and services purchased from private firms, cumbersome public procurement procedures
and a persistently heavy and complex administrative and regulatory framework at various
government levels. These weaknesses are mirrored in gaps in the implementation of the
reforms adopted, which in turn limit their effectiveness. They also affect the quality of the
business environment and discourage inward foreign direct investment, thus preventing Italy
from reaping the associated benefits in terms of competitiveness and innovation. They also
result in an inefficient functioning of the public employment services across the country.
Furthermore, important weaknesses in administrative capacity continue to hamper the good
use of structural funds, especially in the southern regions.

The resilience of Italian banks has weakened since mid-2011. While the Italian banking
sector showed resilience in the aftermath of the global financia crisis, the protracted
economic recession affected the quality of its assets. As analysed in the 2013 in-depth review
for Italy (see Box 1), this makes it difficult to provide credit to the economy, in particular to
SMEs. Restoring normal lending to the economy isidentified as a priority in the AGS.
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Box 1 — Summary of the 2013 in-depth review (IDR)
under the M acroeconomic | mbalance Procedure (MIP)

The second in-depth review for Italy, presented by the Commission on 10 April, concludes
that the Italian economy is experiencing macroeconomic imbalances, which require
monitoring and decisive policy action. Italy’s high government debt, the loss of external
competitiveness and its underlying sluggish productivity performance are the main
macroeconomic imbalances. In particular, persistently weak productivity, rooted in structura
weaknesses and insufficiently reflected in wage dynamics, led to increasing unit labour costs, the
effect of which has been further amplified by a substantial appreciation of Italy’s nominal
effective exchange rate between 2003 and 2009.

An unfavour able product specialisation model and the limited ability of Italian firmsto grow
are among the main factors behind the country’s poor productivity performance. Italy’s
specialisation model is very similar to that of emerging markets with most of the value added in
relatively low-technology traditional sectors, mainly due to Italian firms limited innovation
capacity. The in-depth review focuses on the role of micro- and small enterprises in the Italian
economy, arguing that their predominance highlights the difficulties faced by Italian firms in
growing and becoming international players because of institutional and regulatory barriers,
structural firm features and an unfriendly business environment. These factors also limit the inflow
of foreign direct investment, preventing Italy from taking advantage of the direct and indirect
benefits that inward foreign direct investment brings, such as the transfer of capital and
knowledge, increased involvement in world trade and the impulse towards a more competitive
business environment and modern corporate management.

The resilience of the Italian banking sector has weakened since mid-2011, undermining
banks' ability to support economic activity and adjustment. Italian banks' loss of access to
international wholesale funding following the extension of the euro-area sovereign debt crisis to
Italy has significantly increased the sector’s dependence on Eurosystem refinancing. The double-
dip recession in Italy has increased credit risk in the private sector, burdening ltalian banks with a
large stock of non-performing loans. This has led to a protracted contraction in credit, while the
average cost of new credit remains elevated despite an accommodative monetary policy at euro-
arealevel.

The persistence of sizeable vulnerabilities in the Italian economy translates into policy
challenges in a wide range of areas. The remaining avenues for action, on the fiscal and
structural front, to strengthen the adjustment capacity of the Italian economy, are analysed in this
SWD.
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3. ASSESSMENT OF POLICY AGENDA

3.1. Fiscal policy and taxation
Budgetary developments and debt dynamics

The stability programme for esees a continued decline in the headline deficit, from 3% of
GDP in 2012, and reaffirms the target of a balanced budget in structural terms as from
2013. Italy's new government has confirmed the budgetary objectives of the stability
programme, already endorsed by Parliament on 7 May. The deficit for 2012, at 3.0% of GDP,
was significantly above the 1.7% planned in the 2012 update of the stability programme and
also above the 2.6% revised target published in September. This was largely due to lower-
than-projected growth, notably in domestic demand, which significantly dampened revenue
dynamics. For 2013, the programme targets a deficit of 2.9% of GDP. This includes the
impact of the settlement of commercia debt, which is planned to increase the deficit by 0.5
percentage points of GDP. The decree-law adopted on 17 May suspends the June instalment
of the property tax on owner-occupied houses, while committing the government to an overall
redesign of the legislation on real estate taxation.® It also extends the wage supplementation
scheme to workers not already covered for the year 2013, by reallocating available budgetary
resources. The programme projects the deficit to decline to 1.8% of GDP in 2014. Looking
ahead, the deficit ratio is planned to decrease steadily, to 0.4% by 2017, partly due to
unspecified measures worth 0.6 percentage points of GDP in cumulative terms over 2015-17.
The programme confirms the medium-term objective (MTO) for Italy of a balanced budget in
structural terms and plans to achieve and maintain it as from 2013, which is in line with the
Stability and Growth Pact, and in particular the need to put the debt ratio on a steadily
declining path.

According to the Commission 2013 spring forecast, Italy corrected its excessive deficit in
2012 in a durable way, conditional upon full implementation of the consolidation
measures adopted in 2011-12. The Commission 2013 spring forecast projects the deficit to
be 2.9% of GDP this year, in line with the government’s target, and to decline to 2.5% of
GDP in 2014 —i.e. 0.7 percentage points of GDP higher than the government’s target, on the
back of the slower economic recovery assumed in the Commission 2013 spring forecast. Both
the government’s target and the Commission 2013 spring forecast incorporate the full
implementation of the consolidation measures adopted in 2011-12, notably the additional
expenditure restraint enacted with the spending review, the 1 percentage point hike in the
standard rate of VAT (to 22%) as from July 2013 and the entry into force of new or higher
taxes on financia wealth and transactions, and on local public services. The decree-law
adopted by the government on 17 May, i.e. after the Commission 2013 spring forecast, is
assessed not to significantly affect the 2013 deficit projection, provided that it is properly
implemented.

Italy achieved a notable improvement in the structural balance over 2012. Italy’s
structural balance, i.e. the general government balance corrected for the cycle and net of the

° A safeguard clause ensures that the redesign has to be made in the full respect of the budgetary targets in
primary terms; furthermore, if the budgetary-neutral reform fails to be approved by the end of August 2013, the
suspended property tax instalment will have to be paid by 16 September.
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impact of one-off measures, improved by a sizeable 2% percentage points of potential GDP in
2012. When recalculated by the Commission based on the information in the stability
programme, following the commonly agreed methodology, the structural balance is planned
to improve further, by 1.0 percentage point of GDP this year, i.e. broadly in line with the
Commission 2013 spring forecast.® According to the stability programme, it is expected to
improve by 0.4 percentage points in 2014, whereas the spring forecast projects a dlight
deterioration. In 2013, the planned budgetary position in structural terms is slightly negative,
at -¥2%% of potential GDP, due to the impact of the additional investment expenditure related to
the settlement of the commercial debt. In the stability programme, Italy’s MTO of a balanced
budgetary position in (recalculated) structural terms is projected to be appropriately reached
in 2014, and broadly maintained — albeit worsening dlightly — in the outer years of the
programme horizon. The primary balance in (recalculated) structural terms is projected to
improve from around 4% of GDP in 2012 to nearly 6% in 2017.

Expenditure growth has been contained, contributing to progress towardsthe MTO. In
2012, thanks to the savings measures enacted in 2010-11, primary expenditure in nominal
terms contracted for the third year in a row, decreasing by over 1.5% relative to the 2009
level. According to the information provided in the programme and to the Commission 2013
spring forecast, the growth rate of government expenditure in 2012, net of discretionary
revenue measures, was well below the lower benchmark of -0.8% and thus contributed to an
annual structural adjustment towards the MTO of 0.5% of GDP. In the two subsequent years,
the growth rate of expenditure is aso set to contribute to progress towards the MTO, as it will
remain below the lower benchmarks of -0.81% and -1.07% in 2013 and 2014 respectively.
Following an overall assessment of Italy’s budgetary developments and plans, with the
structural balance as a reference, including an analysis of expenditure net of discretionary
revenue measures, the adjustment path towards the MTO was very significant in 2012, also
given the tax-poor composition of growth. The structural adjustment expected in the
Commission 2013 spring forecast for 2013 is also appropriate. However, the departure from
the adjustment path towards the MTO shown in the forecast for 2014 does not appear to be

appropriate.

19 The structural balances as recal culated by the Commission differ slightly from those presented in the stability
programme mainly because the former are based on output gaps computed through a methodology that limits
backward revisions compared to the Commission 2013 spring forecast, while the methodology used in the
stability programme allows for backward revisions.
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Box 2. Main measures

Main budgetary measures

Revenue | Expenditure
2012
o Taxation of redl-estate property (+0.9%) e Lower transfersto local governments (-0.2%)
o Exciseduties (+0.5%) o Cutsto ministerid spending (-0.4%0)
e Stamp duties on financial assets (+0.3%) e Partia de-indexation of pensions (-0.1%c)
e Harmonisation of personal withholding tax rate on | e Other current expenditure (local authorities, military
interests and dividends (+0.1%6) missions, earthquake) (+0.2%)

¢ Regionad surtax on persona incomes (+0.1%0)

e Fight against tax evasion (+0.5%)

o Allowance for new corporate equity (ACE) ™ and
deductibility of labour costs (-0.1%6)

2013
o VAT rate (+0.1 %) and excise duties (+0.1%) ¢ Higher retirement age and de-indexation of pensions
o Stamp duties on financial assets (+0.2% ) (-0.4%)
e Financial transaction tax (+0.1%) e Cutsto ministeria/loca spending (-0.8%)
e Social contributions from sdlf-employed (+0.1%0) o Other current expenditure (loca authorities, military
o Fight againgt tax evasion (+0.1%) missions, earthquake) (+0.6%)
« Productivity-related tax incentives (-0.1%6) o Payment of commercid debt arears (invesiment)
« ACE and dedudtibility of labour costs (-0.3%) (+0.5%)

2014
o ACE and deductihility of labour costs (-0.3%) o Savings from higher retirement age (-0.1%)
¢ Productivity-related tax incentives (-0.1%) e Cutsto ministeria/loca spending (-0.9%)

Note: The budgetary impact in the table is the impact reported in the programme, i.e. by the national
authorities, in % of GDP. A plus sign indicates that revenue/expenditure increases as a consequence of the
measure. The degree of detail reflects the information made available in the stability programme and in the
multiannual budget.

Despite the budgetary consolidation, Italy’s general government gross debt-to-GDP
ratio is set to rise further in 2013-14. The debt-to-GDP ratio rose further in 2012, by 6.2
percentage points of GDP, due to negative nominal GDP growth, higher interest rates and
some debt-increasing stock-flow adjustments, mainly reflecting Italy’s contribution to the
euro-area financial support mechanisms. In 2013, both the stability programme and the
Commission 2013 spring forecast project a further increase in the debt-to-GDP ratio, also due
to the planned settlement of around EUR 20 billion of commercial credits owed by the public
sector for goods and services purchased from private providers — which, for the part related to
current expenditure that was already recorded in past years' deficit, increases the stock-flow
adjustment, while the 0.5% of GDP corresponding to capital expenditure impacts on the
primary balance. The programme’s debt projections incorporate a 1 percentage point of GDP
per year reduction impact from the proceeds of privatisations over 2013-17, which remain
unspecified. Regarding compliance with the debt criterion, Italy is in a three-year transition
period as from 2013, and the debt trgectory in the stability programme ensures sufficient
progress towards compliance with it. Medium-term debt projections (see Graph below Table
V in annex) suggest that full implementation of the programme, including the planned

" The ACE allows companies to deduct part of the notional return on new injections of equity capital from
taxable income.
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privatisations, would allow reducing the debt by 2020 faster than when using the Commission
forecast as abasis, though it would still remain well above the 60% of GDP reference value.

Risks to both the deficit and debt outlook stem mainly from the possible non-
implementation of the budgetary measures and structural reforms adopted, both of
which are essential to anchor market confidence and boost growth and jobs.

Box 3. Excessive Deficit Procedure (EDP) for Italy

On 2 December 2009, the Council decided that an excessive deficit existed in Italy. The Council
recommended that Italy’s authorities put an end to the present excessive deficit situation by 2012, by
bringing the general government deficit below 3% of GDP in a credible and sustainable manner and
by taking action in a medium-term framework. Specifically, to this end, the Italian authorities were
recommended to: (a) implement the budgetary measures in 2010 as planned in the three-year fiscal
package for 2009-11 approved in summer 2008 and confirmed in the Economic and Financial
Planning Document 2010-13; (b) ensure an average annual fiscal effort of at least 0.5 percentage
points of GDP over the period 2010-12, which should also contribute to bringing the government gross
debt-to-GDP ratio back on a declining path that approaches the 60% of GDP reference value at a
satisfactory pace by restoring the primary surplus to an adequate level; (c) specify the measures
necessary to achieve the correction of the excessive deficit by 2012, cyclical conditions permitting,
and accelerate the reduction of the deficit if economic or budgetary conditions turn out better than
currently expected. In addition, the Italian authorities should seize any opportunities beyond the fiscal
effort, including from better economic conditions, to accelerate the reduction of the gross debt-to-GDP
ratio towards the 60% of GDP reference value. Furthermore, the Council invited the Italian authorities
to implement reforms with a view to raising potential GDP growth. This includes reforms conducive
to enhancing the quality of public finances, by focusing on spending efficiency and composition, in
particular by continuing to improve fiscal governance and the work on a new framework for fiscal
federalism that ensures the accountability of local governments and underpins fiscal discipline.

An overview of the current state of the EDPs, including also additional EDP steps adopted after the
finalisation of this SWD, is available on:
http://ec.europa.eu/economy_finance/economic_governance/sgp/deficit/index_en.htm (see the country
sections at the bottom of the page).

Long-term sustainability

The latest pension reform is set to restrain long-term growth in age-related expenditure.
Based on an ‘early-detection’ indicator (SO), a composite indicator constructed with a whole
set of fiscal and financial-competitiveness variables, Italy does not appear to face a risk of
fiscal stress in the short term, provided it continues to maintain a prudent fiscal stance and
foster growth with ambitious structural measures, which is essentia to anchor financial
market confidence. The sustainability risks appear to be medium in the medium term, while
being contained in a long-term perspective, conditional upon the full implementation of the
planned ambitious fiscal consolidation and on maintaining the structural primary balance at
around 5% of GDP well beyond 2014. On the basis of current policies, the general
government debt would be on a declining path over the medium term and beyond. But, as the
improved structural primary fiscal position expected to be reached by 2014 is rather
demanding from both cross-country and historical perspectives, strong determination is
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needed to avoid slippages in the fiscal stance. Indeed, the risks would be much higher in the
event of the structural primary balance reverting to the lower values observed in the past.
Over the long term, the projected change in age-related expenditure in Italy is below the EU
average, partly thanks to measures that contribute to broadly stabilising pension spending as a
share of GDP.

Fiscal framework

While significant action has been taken to strengthen the fiscal framework, thereis still
room for improving the efficiency of public expenditure. In 2012, the Council
Recommendation for Italy contained a CSR calling for the appropriate specification of the
constitutional balanced budget rule consistently with the EU framework and for action to
enhance the efficiency of public expenditure. The part of the CSR covering the balanced
budget rule has been addressed through relevant, ambitious and credible action, whereas only
some progress has been made on the front of expenditure. Relevant measures have indeed
been taken to increase expenditure efficiency, but implementation gaps undermine credibility
of action, and there remains considerable scope for further measures.

The balanced budget rule represents a major step towards strengthening Italy’s fiscal
framework. In line with the 2012 CSR, the introduction of a balanced budget rule in the
[talian Constitution, approved in April 2012, was followed in December by legidation
specifying the modalities of application of the rule. This has been done in broad consistency
with the Stability and Growth Pact and the fiscal compact. It is stipulated that a general
government budget balance in structural terms will have to be ensured as from 2014, while
subnational governments will have two more years to comply with the rule.* In the context of
increased tax autonomy envisaged under the ongoing fiscal federalism process, the success of
the new provisions depends on the good coordination across government levels. In addition,
the correction plan introduced to rectify temporary deviations could be reinforced by
specifying the measures envisaged. An independent fiscal council attached to the Italian
Parliament will be tasked with overseeing official macroeconomic and fiscal projections.
Provided that its independence is safeguarded, the fiscal council can contribute to ensuring
that fiscal plans are based on realistic and prudent projections.

To increase the efficiency of public expenditure, progress has been made with the
conduct of spending reviews at central government level, but significant scope for
improvement remains. Targeted cuts to departmental expenditure have been accompanied
by a rationalisation of procurement procedures aimed at reducing unit costs, while local
governments are requested to achieve similar efficiency gains within their administrations
following the cuts to transfers from the centre. Nevertheless, the enacting decree specifying
the envisaged reduction of public employment has not been adopted and the planned
reduction in the number of provinces has not been approved by the Italian Parliament.
Meanwhile, the lack of a comprehensive strategy in terms of natural disaster risk prevention
has weighed on public expenditure as a number of natural disasters have hit the country. The
national reform programme announces the launching of another spending review round in
2013, but there is no plan to make this process aregular exercisein Italy.

12 Regions will have to maintain a balanced budget at their level, while local governments will be allowed to
borrow to finance investment.
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Tax system

Following important efforts to shift the tax burden away from the factors of production
onto consumption and immovable property in 2010-11, the action undertaken in
response to the 2012 CSR on taxation has been more limited. In 2012, the Council
Recommendation called on Italy to pursue the fight against evasion, reduce the scope of tax
expenditures and further shift the tax burden away from the factors of production. Severa
measures adopted over 2010-11 had already shifted the tax burden from labour and capital
onto consumption and property, and intensified the fight against tax evasion. Starting from
these steps, the relevance and ambition of the additional measures adopted in 2012 have been
limited. Policy action on taxation has focused more on finding the resources — in the form of
expenditure savings through the spending review — to replace some of the previousy
stipulated increases in taxation on consumption than on alleviating the tax burden on labour
and capital, with the stated intention to avoid further depressing domestic demand. For
instance, the 2.5 percentage points increase in both the standard and the reduced VAT rates
that was legisated in 2011 has been scaled down in the second half of 2012 to just 1
percentage point increase in the standard rate as from July 2013. Moreover, a planned reform
of the tax system failed to be adopted by the Italian Parliament, hence affecting credibility of
action.

Thereremains room for alleviating the tax burden on the factors of production but in a
revenue-neutral way. Italy still taxes labour and capital heavily: in 2011, it had the second
highest implicit tax rate on labour in the EU, at 42.3%, and a high tax wedge on low-income
workers, especially second-earners. Italy’s implicit tax rate on capital was the fourth highest
inthe EU in 2011. In 2012, the increase in excise duties on fuels and reduced deductibility for
company cars helped to stem the long-term decreasing trend in the ratio of environmental tax
revenues to GDP. At the same time, taxation on consumption remains rather low in Italy — the
implicit tax rate on consumption was the fourth lowest in the EU in 2011 — largely due to the
erosion of the tax base through the widespread use of exemptions and reduced rates, as well as
Sizeable tax evasion. Labour income taxation was only marginally lowered by making the
labour component deductible from the regional tax on productive activities (IRAP), with
greater deductions in the case of women, young workers and for southern regions; offering tax
incentives for productivity-related pay negotiated at firm level; and providing more generous
allowances for dependent children. As regards taxation on immovable property, the impact of
the increase adopted in December 2011, through the reintroduction of recurrent taxation on
primary residences and the proportional increase in the coefficient to revaluate the outdated
cadastral values, was further amplified by the higher rates implemented by most local
authorities in 2012, bringing the impact of recurrent property taxation in line with the EU
average. The redesign of property taxation foreseen by the decree-law adopted on 17 May
could be the occasion to improve its distributional impact, without lowering revenues. The
government aso intends to review the allocation of tax powers between central and local
governments, concerning both recurrent taxation of property and other taxes on locally
provided services (e.g. waste management). It is worth noting that, in a context where
significant reductions in the overall tax level cannot be made yet, taxation on immovable
property appears preferable to other taxes, since it is less harmful to growth while being
consistent with equity objectives, if properly designed. In addition, since real estate property
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is by nature immovable, the tax is harder to evade making the revenue generated from it more
predictable, and it is consistent with the ongoing decentralisation of fiscal powers in Italy.
Finally, the inclusion of primary residences in the tax base contributes to reducing the existing
misalignment between taxation of owner-occupied and rented houses, and more generally,
between taxation of real estate and of other asset classes, such as equities and bonds.

An ambitious reform of the tax system was in the pipeline but is yet to be adopted. A
draft enabling law appropriately foresees a streamlining of tax expenditures, which
significantly narrow the tax base, while making the system overly complex. It also envisages
an important revision of cadastral values, to bring them closer to market values. Such a move
would improve the fairness of recurrent taxation on immovable property. The draft enabling
law also envisages measures to improve tax compliance, including monitoring of the tax gap,
asimplification of rules and, for the largest corporations, regular exchange of information and
pre-assessment of taxes. The draft law, however, has not yet been approved by the Italian
Parliament, while the redesign of property taxation foreseen by the May decree-law could
spur the reform of cadastral values.

Measures have been taken to improve tax governance, enhance compliance and fight
against evasion but the size of the challenge requires further action. Steps towards greater
traceability of transactions — notably by imposing lower thresholds for the use of cash — and
better targeting tax assessments and inspections appear promising and could effectively help
to fight against tax evasion and enhance compliance. Similarly, the recent implementation of a
system allowing the tax administration to crosscheck data from banks and financial operators
with income tax statements may contribute to deterring evasion and increasing recovery. As
also acknowledged in the national reform programme, pursuing this effort is essential. This
will require making full use of existing instruments, monitoring their impact and undertaking
additional action.

3.2 Financial sector

The Italian banking sector held up quite well in the aftermath of the global financial
crisis, but its ability to provide credit to the Italian economy, in particular to small
firms, has declined owing to the double-dip recession. The banking sector continues to play
a centra role in the financing of Italian firms, in particular small and medium-sized
enterprises (SMEs). The double-dip recession has worsened banks profitability as non-
performing loans have been rising significantly. This, together with the fragmentation of the
euro-area financial system, implied tighter credit conditions for firms, especially SMEs.
While restoring the flow of credit to the economy is important, further large increases in
firms leverage could be challenging for financial stability and thus for the economy as a
whole, warranting additional efforts to encourage equity financing.

Accessto finance

Several measures have been taken to ease Italian firms access to funding, also by
encouraging recourse to non-bank sources, but their scope has so far been limited. In
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2012, the Council Recommendation for Italy highlighted the need for easier access to finance
for firms; some progress has been made in this area. The corporate sector is highly dependent
on banks for its funding: in 2011, over 70% of Italian firms financial debt consisted of bank
loans, significantly more than in other advanced economies.™® The introduction of the ACE in
2012 carries significant potential to reduce the debt bias in corporate financing by
encouraging reliance on equity, but there is room to expand it. Other recent measures include
setting up a Fund for Sustainable Growth in charge of streamlining subsidies to firms,
allowing SMEs to access capital markets through mini-bonds with tax-deductible interest
payments, introducing crowd-funding to support innovative start-ups and offering tax
incentives for the use of project bonds for infrastructure investment. Action has also been
undertaken to accelerate the payment of commercial debt and ensure swifter payment by the
public administration to suppliers of goods and services (see section 3.5). In addition, the
Central Guarantee Fund, which provides government-guaranteed loans to SMEs, is refinanced
up to 2014 and an additional EUR 10 billion is devoted to SMES funding through a state-
controlled joint-stock company (Cassa Depositi e Prestiti). These measures appear relevant
and credible, but their ambition needs to be weighed against Italy’ s limited fiscal space.

Banking sector

The capacity of Italian banks to support economic activity and adjustment has
weakened due to the protracted recesson. Against the background of growing
vulnerabilities in the banking sector, as flagged in the 2013 in-depth review for Italy (see Box
1), some initiatives have been taken, notably to improve asset quality, and further policy
attention is warranted.

3 Bank of Italy, ‘Annual report 2011’, 2012.
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Low cost efficiency and increasing non-performing loans affect the profitability of the
Italian banking sector. From an international perspective, Italian banks are characterised by
low profitability due to structurally low operational efficiency, but also small income margins
and high loan-loss provisions due to the increasing stock of non-performing loans in the
context of the double-dip recession. The Bank of Italy has launched a round of on-site
inspections, which has already resulted in some higher provisioning. The relatively high level
of non-performing loans also reflects the slow recovery procedures in Italy as well as the
difficulties experienced in repossessing collateral and a strict definition adopted by the Bank
of Italy.

Corporate governance of some categories of banks could hinder the effectiveness of
financial intermediation. In Italy, cooperative and mutual banks (banche popolari e
cooperative) play an important role in financing the real economy, especially SMES, yet their
organisational structure often appears to be weak. Moreover, for some of the largest
cooperative banks, the restrictions on ownership and voting rights may not provide adequate
incentives to control the banks' management and hence to invest in their equity. Similarly, the
de facto control of some commercial banks by banking foundations, which are non-profit
entities strongly embedded in local business and politics, may lead to concentration of
management power and internal control shortcomings.

Italy’s bank resolution framework has proven its effectiveness in the past, but would
gain from the availability of complementary powersfor the Bank of Italy. Italy hasalong
experience with bank resolution tools, in particular special administration. The effectiveness
of its bank resolution regime would be further enhanced by progress in the field of EU
legislation on bank recovery and resolution. Notwithstanding these points, the Bank of Italy’s
powers to replace the senior management of banks could be extended outside cases of special
administration. This complementary power would enhance the Bank of Italy’s ability to
address problems in banks in a preventive manner.

3.3 Labour market, education and social policies

Further efforts are needed to obtain a well-performing educational system and labour
market, as both play a crucial rolein restoring competitiveness and fostering growth, as
stressed in the AGS. The labour market reform adopted in June 2012 relevantly and
ambitiously addresses some important shortcomings that were raised in the 2012 CSR, while
some efforts to improve the performance of education have been made. However, the
educationa system in Italy still shows severe weaknesses in terms of quality and outcomes,
which in turn hamper a smooth transition to work, while access to the labour market remains
difficult for young people and women.

Labour market

Important steps have been taken to enhance the functioning of the labour market and
the wage bar gaining framework, however there remains scope for action to address the
vulnerable situation of young people and women on the labour market. In 2012, two
CSRs covered the labour market and wage bargaining and urged Italy to address youth
unemployment, tackle labour market segmentation, encourage female labour market
participation and promote the responsiveness of wages to productivity developments. Italy has

21



made some progress with respect to these CSRs. Although the measures adopted so far are
broadly relevant to addressing the aforementioned challenges, some of them — notably those
aimed at encouraging the participation of young people and women in the labour market —
lack ambition relative to the size of the challenges, while credibility of action depends on the
effective implementation and monitoring of the enacted measures.

In line with the 2012 CSR, Italy adopted an ambitious reform in June 2012, with a view
to addressing the rigidities and segmentation of the labour market. The segmentation of
the Italian labour market, with many young workers in precarious employment, hampers job
reallocation and is a source of inequity. The June 2012 labour market reform strives to
improve exit flexibility and introduces disincentives to the use (or abuse) of temporary and
atypical contracts. It also gradualy introduces an integrated and more comprehensive
insurance-based system of unemployment benefits, which will become fully operational as of
2017. Given its broad scope, the reform is ambitious and relevant to the 2012 CSR and the
Europe 2020 target of a 67-69% employment rate, where Italy still l1ags behind the EU, with
an employment rate of 61% in 2012. The success of the new legislation as regards dismissals
will depend on its interpretation by the labour courts. Furthermore, the impact of the new
constraints on the use of fixed-term and atypical contracts needs to be monitored as regards its
impact on reducing segmentation and sustaining job creation.

The effective implementation of the labour market reform still requires the adoption of
some enacting legislation, while careful monitoring of its functioning is essential. Before
producing all its anticipated benefits, the reform still requires the adoption of enacting
decrees, in particular to strengthen active labour market policies. Moreover, the envisaged
close monitoring of the impact of the reform, the modalities of which are described in the
national reform programme, needs to be ensured. Finally, enhancing the efficiency and
strengthening the role of public employment services, deemed crucial in the national reform
programme, will also be instrumental to the success of the reform in promoting an efficient
activation strategy and to the successful delivery of a Y outh Guarantee.**

Youth unemployment is on the rise, calling for a more ambitious effort. Youth
unemployment has climbed since the onset of the crisis and further deteriorated in 2012,
reaching 35.3%." Young tertiary graduates are also affected, with an unemployment rate of
19% in 2012, against 12% across the euro area. Various initiatives have been launched to
support youth employability, from reforming the apprenticeship system to introducing fiscal
incentives to recruit high-skilled young people — which are, however, not yet operational,
pending the adoption of the required implementing acts — and reprogramming structural funds
through the Cohesion Action Plan. In addition, measures adopted last October allow older
workers to shift from full-time to part-time employment, in order to favour the recruitment of
young people with apprenticeship or permanent contracts. Although relevant, these actions are
limited in scope and some gaps in implementation hamper their effectiveness. If properly
deployed, the Y outh Guarantee could prove helpful to combat youth unemployment.

 The Council Recommendation of 22 April 2013 on establishing a Y outh Guarantee (2013/C 120/01) calls for
Youth Guarantee schemes that ensure that all young people under the age of 25 years receive a good-quality
offer of employment, continued education, an apprenticeship or a traineeship within four months of becoming
unemployed or leaving formal education.

> Report * Y outh Employment Action Teams — Update for the Spring European Council, 14-15 March 2013'.
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Obstacles to women’s access to the labour market persist. At 57% in 2012, women’'s
participation in the labour force™ in Italy remains significantly below the EU average of
69.5% and the employment gender gap was the second highest in the EU in 2011. However,
there was a dight increase in the female employment rate from 46.5% in 2011 to 47.1% in
2012. The government introduced a National Plan for Families in June 2012, which includes
measures to increase the availability, quality and affordability of childcare and long-term care
services and to better reconcile work and family life. Similarly, some provisions of the labour
market reform encourage women's recruitment, prevent discrimination against pregnant
women and facilitate their return to work. The Cohesion Action Plan also includes measures
to promote access to childcare and elderly care facilities in Italy’s southern regions. Albeit
relevant, these measures have a limited scope and many of them are not yet operational.
Moreover, high margina effective tax rates for second-earners, particularly in low-income
households, compared with those for single individuals, could also deter |abour market entry.

Efforts to further foster decentralisation of wage bargaining should be conducive to
greater responsiveness of wages to productivity developments and local labour market
conditions. In November 2012, the social partners signed an agreement (the so-called
productivity pact) that acknowledges the need to link wages set in national contracts not only
to expected inflation, but also to the economic and competitive conditions of the country and
sector concerned and promotes further decentralisation of collective bargaining by
strengthening the second tier of bargaining. The agreement also calls for a more prominent
role of collective bargaining in regulating certain subjects that impact on productivity,
currently defined exclusively or prevalently by law, and it commits the parties to a
redefinition of the ruleson representativeness in collective bargaining. Although the largest
trade union, CGIL, did not sign the pact, it has agreed to entrust productivity-related pay to
the decentralised level of bargaining. The government is supporting the agreement with tax
rebates on productivity-related pay set in second tier contracts. The 2013-15 budget law
earmarked EUR 2.1 billion over 2013-14 to these tax rebates.

If properly implemented, the productivity pact could lay the foundations for a more
stable and effective industrial relations system. However, the agreement only sets out
broad guidelines, and requires further social partners agreements to be underpinned by
specific commitments and to be fully implemented. An enacting decree adopted last January
lays down criteria for the applicability of the tax rebates on productivity-related pay, by
linking it to measurable results in terms of productivity, profitability, efficiency and quality,
based on indicators to be specified in the contract, or by making it subject to a combination of
organisational and technological changes that are expected to lead to such improvements. By
doing so, the decree represents an important step to prevent deadweight |osses and misuses. In
April, the Italian authorities and the social partners indicated that agreed changes in the
distribution of working hours are a sufficient condition to benefit from the rebates. Although
this may extend the number of firms potentially benefitting from the scheme, it could
substantially limit the effectiveness of the tax incentives in fostering productivity at systemic
level. Steps have been taken also to strengthen union representativeness at the firm level, with

* The rate of participation in the labour force includes working-age people who are either employed or
unemployed and looking for ajob.

23



a further agreement signed in April by the mgor trade unions, now being discussed with
employers organisations.

After controls have been stepped up, thereisstill scope for pursuing the fight against the
shadow economy and undeclared work. The shadow economy was estimated to account for
between 16.3% and 17.5% of GDP*’ in 2008, while undeclared work represented 12.2% of
total employment,™® with peaks in southern regions. So far, the main concrete step to bring the
shadow economy and undeclared work into the open has been the transposition of Directive
2009/52/EC providing for minimum standards on sanctions and measures against employers
of illegally staying third-country nationals. Nevertheless, its implementation has yet to be
monitored and it covers only third-country nationals, hence the importance of determination
in the fight against the shadow economy and undeclared work, as also stated in the national
reform programme.

Education

Some measur es have been adopted with a view to improving the quality of the education
system, but mor e ambition is needed. In 2012, the Council Recommendation called on Italy
to improve the performance of education and transition to work. Some progress has been
made towards addressing this CSR: the measures adopted so far are indeed relevant and
credible, but their scope remains narrow compared with the size of the challenge.

The early school leaving rate in Italy remains well above the EU average. The early
school leaving rate declined further in 2012 — to 17.6%, from 18.2% in 2011 — but remains
markedly above the EU average of 12.8% and the Europe 2020 target of 15-16%. With arate
of 44% in 2011, third-country nationals weigh heavily on the overall early school leaving
score in Italy. While there is not yet evidence of a comprehensive strategy to address early
school leaving, short-term action to tackle this issue could be taken through the Cohesion
Action Plan,” which identifies education as a priority area, as confirmed in the national
reform programme. In the medium to long term, improving school quality and outcomes
would contribute to reducing early school leaving. The main measure in this area was
approved in March 2013 and establishes a nationa system for the evaluation of school
institutions, which will be coordinated by the school evaluation agency (INVALSI) and could
prove useful, if endowed with adequate resources.

Enhancing the performance of education crucially depends on the quality of teaching.
The teaching profession in Italy follows a single career pathway with salary progression based
on seniority only, limited prospects in terms of professional development, no comprehensive
assessment of performance and, compared with other countries, low salary levels relative to
other graduate jobs.

7|STAT, 2010.

8|STAT, 2010.

¥ The Cohesion Action Plan was adopted at the end of 2011, with the ambition to improveof improving the use
of structural funds through the prioritisation and the redirection of resources towards four key areas (education,
employment, railway transport and the digital agenda), later extended notably to childcare and elderly care
structures.

% OECD, ‘ Education at a Glance’, 2012.
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Italy continues to underperform as regards the Europe 2020 target for tertiary
education. Despite some slight progress since 2009, Italy’s tertiary attainment rate is still the
lowest at EU level, at 21.7% in 2012 against 35.8% in the EU. In order to help students to
make a more informed choice and hence contribute to reducing tertiary dropout rates, a single
web portal displaying the range of available university courses was launched in July 2012.
However, this measure is limited in scope, while targeted action to tailor the supply of high-
level skills to labour market needs, notably through career and counselling services, remains
insufficient. However, the implementation of the 2010 university reform is progressing. The
evaluation and accreditation system led by the university and research evaluation agency
(ANVUR) will be gradualy introduced from the 2013-14 academic year. This will help to
implement one of the principles of the reform, according to which an increasing share of
public funding for universities must be allocated on the basis of teaching and research
performance. In 2012, performance-related funding represented only 13% of total funding, up
from 7% in 2009.

Facilitating the transition from education to work has been at the core of several
initiatives. The June 2012 labour market reform aims to make apprenticeships a magjor port of
entry towards stable jobs. To the same end, in December 2012 an agreement was concluded
with Germany to foster cooperation on mobility and work-based learning in vocationa
education and training. Moreover, the recent establishment of 62 higher technical institutes
(ITS) providing short-cycle tertiary qualifications in a number of key sectors of the economy
is arelevant first step to develop a vocational higher education system, in line with the AGS
priority on tackling unemployment. However, avenues for action remain to be explored in
order to upgrade the vocational education system, both at upper secondary and tertiary level.

If properly implemented, the measures adopted to encourage the nation-wide
recognition of skills could lead to better use of competencies acquired throughout the
life. Asforeseen by the labour market reform, alegidlative decree setting up a national system
for the certification of skills, including the recognition of non-formal and informal learning,
was adopted in January 2013. It now requires proper implementation, bearing in mind that the
regions have exclusive regional responsibility for training policies.

Social policies

In line with the priorities identified in the AGS, Italy increasingly needs to tackle the
social consequences of the economic crisis. Italy took action to support vulnerable groups, in
a context where protracted recession is putting increasing pressure on social cohesion.
Between 2008 and 2011, the risk of poverty or socia exclusion rose by around 3 percentage
points, to amost 30%, and the increase was particularly pronounced between 2010 and 2011.
In addition, the risk of dlipping into poverty is high, while the transition out of poverty islow.

Adequate distribution of social transfers and tailored policies are decisive to cope with
increasing social needs. The effectiveness of social protection systemsin reducing the risk of
poverty and social exclusion depends on the composition of socia protection expenditure. In
Italy, the structure of social transfersislargely oriented towards the elderly and dominated by
pension expenditure, which represented 16% of GDP in 2010, one of the highest shares in the
EU. Social transfers excluding pensions are thus insufficient to reduce the total rate of poverty
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risk, and there is no nation-wide minimum income scheme in place.* Against the background
of growing socia vulnerability and in view of the Europe 2020 target on poverty and socia
exclusion, Italy is introducing the ‘new social card’, a state-sponsored credit card linked to a
compulsory social reinsertion personalised programme, in 12 cities as a pilot experiment for
12 months, starting in 2013 and envisages to extend it, as indicated in the national reform
programme. Although possibly relevant, this measure is limited in scope compared with the
scale of the challenge. Fostering employability is key to favouring social inclusion and hence
mitigating the negative social impact of the crisis. It is crucial that the reform agenda is
informed by the principle of social equity and encompasses measures aimed at enhancing the
efficiency and effectiveness of social transfers.

3.4. Structural measures promoting growth and competitiveness

Stimulating competitiveness is at the core of the AGS and remains a crucial challenge
for Italy, despite the wide-ranging measures already adopted. Measures to encourage
competition, liberalise sheltered market segments, promote transparency and ensure that the
market operates smoothly in network industries, are crucial to address Italy’s productivity
challenge. By delivering lower prices, such reforms would also support the economic
recovery and households disposable income. The low innovation capability of the Italian
economy also calls for measures to foster research and innovation, as recommended in the
2012 CSR. Notwithstanding the adoption of several key measures in these areas, the scope of
the challenge leaves room for further action.

Market opening in services

Notable effort has been made towards liberalisation in the services sector. In 2012, the
Council Recommendation for Italy flagged the importance of implementing the liberalisation
measures adopted in the services sector. Some progress has been made in this respect: most of
the measures that had been adopted before July 2012 have been followed up by the required
enacting legidlation, and some further relevant measures have been taken, but implementation
on the ground is proving challenging and there remains scope for action. Besides, some
backward steps in the liberalisation of professional services and local public services have
been taken.

Thereform of theregulated professionsisan important step forward, but does not bring
the liberalisation process to an end. The reform of the regulated professions removed some
restrictions on fees and access, namely by abolishing minimum tariffs and making it easier for
young people to start practising. However, there remain important barriers to access and
‘reserves of activities', i.e. whereby the exercise of a service activity is limited to the holders
of a specific professional qualification, as well as restrictions on shareholding in professional
companies that might constrain their establishment, financing and growth. In addition, some
professional orders still need to define rules to make the new provisions applicable. Finaly, a
reform of the legal profession adopted in December 2012 reversed some of the measures

2L While acknowledging the possible relevance of introducing a national statutory minimum income scheme in
Italy, the working group on socio-economic/European matters established in April 2013 by the President of the
Italian Republic recognises that important budgetary constraints limit the feasibility of this avenue and suggests
instead assessing the feasibility of the introduction of such a scheme in the context of awider overhaul of socia
assistance benefitsin Italy.
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applicable to lawyers as part of the general reform of the professional orders. In particular, the
reform introduces a new reserved activity for lawyers, establishes restrictive conditions for
setting up professional law firms and de facto reintroduces minimum tariffs in the event of
litigation, through reference to a tariff scale set and regularly updated by the Ministry of
Justice. Careful monitoring of the implementing rules is needed to limit incompatibilities with
the general thrust of the reform of the regulated professions.

The law on the organisation of non-regulated professionsis positive but may entail some
barriers to competition. A law adopted in January 2013 regulates the formation of
associations on avoluntary basis for the exercise of non-regulated professions and allows self-
certification of skills based on technical standards defined at national level, with a view to
improving transparency and providing guarantees to clients. However, criteria for
memberships and technical standards, if excessively restrictive, could result in obstacles to the
entry of potential competitors, in particular with respect to professionals qualified in other
Member States.

The process of liberalisation of local public services has cometo a halt. As highlighted by
the Italian Competition Authority, local public services in Italy remain, to a large extent,
sheltered from competition, as they are managed through direct concession without public
tendering. This contributes to fragmentation and inefficiencies in supply. The measures aimed
at liberalising the provision of local public services were repealed by the Italian Constitutional
Court in July 2012 on the ground of incompatibility with the results of the June 2011
referendum on the matter. The national reform programme argues that the current legal
uncertainty on the rules governing local public services is the main obstacle to development
and investment and calls for an urgent reform of the sector.

The liberalisation measures adopted so far are a step in the right direction but more
remains to be done. As highlighted by the Italian Competition Authority, barriers and
restrictions to competition, as well as sheltered market segments, are still present in other
sectors, including in fuel distribution, insurance and postal services. According to the
Commission calculations,?® significant gains in GDP, of between 1.4% and 2.2%,% could be
achieved with an additional reduction of obstacles to competition in the areas covered by the
Services Directive.”*

%2 http://ec.europa.eu/economy_finance/publications/economic_paper/2012/pdf/ecp_456_en.pdf

% Depending on the scenario: 2.2% corresponds to an ambitious scenario where Member States reduce the level
of restrictionsto that of the five best countriesin the EU per sector — close to the full abolition of barriers —while
1.4% could be obtained under a moderately ambitious scenario.

# The end of 2011 is taken as the starting point, so this does not take into account the measures adopted by Italy
in2012.
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Despite their potential for facilitating cross-border service provision, the points of single
contact are not yet working optimally in Italy. The points of single contact established in
Italy, in compliance with the Services Directive, to reduce administrative formalities for
service provision through a one-stop-shop, are difficult to access for non-residents, due to lack
of adequate information and the limited number of electronic procedures. According to the
Commission calculations,? the establishment of points of single contact gave rise to a 0.1%
GDP increase, and further action could generate additional gains, of 0.3% of GDP in the long
term.

Network industries

Some important measures to improve competition and infrastructure capacity in
network industries still need to be made operational. In 2012, the Council
Recommendation contained one CSR recommending Italy to further improve market access
and develop appropriate infrastructure capacity in network industries. Some progress has been
made towards this CSR with relevant and ambitious measures, but their implementation has
been delayed and there remains room for action.

In the transport sector, several competition-enhancing measures are still to be fully
implemented, while scope for action remains. The repea of the provisions on the
liberalisation of local public services last July halted the plan to liberalise regiona railway
services, which meant to make these services subject to public tendering procedures, with a
temporary exemption regime for existing direct concessions. Moreover, the new independent
regulatory Transport Authority was not set up by the deadline of 31 May 2012. The Authority
was expected to release a report, by June 2013, setting out plans for the unbundling of the
transport operator from the infrastructure manager in the railway sector. With a view to
improving the efficiency of the port system and facilitating the development of adequate
infrastructure, Italy adopted measures to increase the financial autonomy of port authorities
and simplify the administrative framework for approving strategic infrastructure projects.
However, a comprehensive strategy for port management is still lacking, while fostering
synergies and interconnections with the hinterland could also help to upgrade maritime
transport.

Important steps have been taken to improve the functioning of the energy market and
foster infrastructure investment. The ongoing unbundling of the incumbent operator from
the network manager in the gas sector represents important progress towards addressing the
2012 CSR. If timely completed by the stipulated deadline of September 2013, it would be a
milestone in enhancing competition, increasing transparency and improving market
functioning in the gas sector, which is al the more crucial as electricity generation relies
heavily on gas-fired power plants. Furthermore, important measures were adopted in August
2012 to streamline authorisation procedures for energy infrastructure, the implementation of
which, though, is under the competence of the local authorities. By contrast, little progress
was made to improve the quality of the water network, whose poor condition, particularly in
the south of Italy, generates leakages and contributes to the pollution of surface and
underground water, thus leading to a water productivity index well below the EU average.”®

% http://ec.europa.eu/economy_finance/publications/economic_paper/2012/pdf/ecp_456_en.pdf
% The water productivity index measures the value of goods produced per metric cube of water used.
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Moreover, there are still insufficient incentives to increase waste recycling and reduce
landfill.

High energy prices continue to weigh on household budgets and company balance
sheets. Despite the measures adopted, electricity and gas prices for households and industrial
customers remain high, due to till insufficient competition in the gas sector and remaining
infrastructure bottlenecks. Italy’s heavy reliance on long-term contracts for gas imports and
the limited development of the gas spot markets further contribute to high energy prices. In
particular, the 2010 report by the European Regulators Group for Electricity and Gas
highlighted the low level of free pipeline import capacity in Italy, which indicates that gas
transport routes are operating at near full capacity. The easing of the capacity constraint
observed over the last two years seems to result from a depressed domestic demand for gasin
the context of the recession, rather than by greater infrastructure capacity. The situation is
similar as regards el ectricity, with significant north-south disparities, in terms of facilities and
length of the lines.

The actions envisaged in the National Strategy for Energy could help to further enhance
market functioning in the energy sector, improve infrastructure and develop renewable
sources, in linewith the Europe 2020 tar gets. A National Strategy for Energy was approved
in March 2013 and now needs to be trandlated into concrete actions. It intends to reduce costs,
ensure security of supply, promote industrial development in the energy sector and encourage
the development of renewable energy sources, with a view to meeting the Europe 2020
environmental targets and fostering energy efficiency. In particular, the strategy sets
ambitious objectives for reducing greenhouse gas emissions. From 2005 to 2011, greenhouse
gas emissions fell by 13% in sectors not covered by the Emissions Trading Scheme (ETS),
hence reaching the target for 2020. Nevertheless, the latest available Italian projections point
to areversal of this positive trend in the coming years.

Limited market opening and infrastructure shortcomings also affect
telecommunications. Although noticeable progress has been achieved since the late 1990s in
opening up the telecommunication sector to competition, some restrictions are still in place.
The Italian Competition Authority advocates better use of the spectrum, while also suggesting
the unbundling of the network owner from the provider of telecommunication services as a
potential avenue for action. It also highlights infrastructure weaknesses as one of the causes of
the low broadband penetration in Italy.

If properly implemented, the reform of rules on ‘golden shares could help to improve
market functioning in a range of network sectors. Last year, a revision of the rules
governing ‘golden shares’ — particularly in energy, transport and telecommunications — was
initiated for the purpose of aligning them with European legislation. The envisaged new rules
stipulate the automatic repeal of any existing ‘ golden share’ clause in state-owned companies
statutes, while maintaining some special powers. However, the required legislation still needs
to be adopted before the reform can produce benefits.

Research and innovation

Limited progress has been made in the area of research and innovation. The 2012
Council Recommendation called for easier access to finance for firms as a key driver to
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stimulate innovation. The 2013-15 budget law introduces atax credit to promote research and
development (R&D) within firms. Measures to encourage the creation and development of
innovative start-ups were taken®’, but the focus on innovative start-ups limits the number of
firms concerned. Moreover, a Fund for Sustainable Growth was set up to promote R&D and
innovation and the internationalisation of firms. Although relevant and credible, the level of
ambition of these measures appears insufficient to improve Italy’s performance in terms of
innovation®, reduce the gap with the EU average in terms of R&D intensity and meet the
Europe 2020 target — with 1.25% of GDP invested in R&D in 2011, Italy is till far from the
objective of 1.53% of GDP to be achieved by 2020. The framework for project financing
remains cumbersome for companies, while measures to facilitate equity investment and
venture capital, such as the introduction of the ACE, are limited in scope. Ultimately,
fostering innovation also crucially depends on enhancing the skill level in the labour force.

3.5. M oder nisation of public administration

Enhancing the efficiency of the public administration remains a challenge. An effective
and efficient public administration contributes to the quality and functioning of the business
environment and favours absorption of structural funds. Despite the adoption of severa
measures aimed at reducing the administrative burden and improving transparency and
efficiency, there remains large scope to improve the quality of the Italian public
administration. In particular, heavy inefficienciesin civil justice result in lengthy proceedings
and alarge backlog of cases, as shown by the Commission’s EU justice scoreboard.?

Business environment

The significant measures aimed at improving the quality of the business environment
will start bearing fruit only when fully implemented. In 2012, the Council
Recommendation for Italy advocated further administrative simplification and increased
efficiency of civil justice. Some progress has been made towards addressing this CSR.
However, some relevant measures aimed at administrative simplification are still in the
pipeline, while some of the adopted ones have not yet been implemented. Thisis also the case
for some of the relevant and ambitious measures taken in the area of civil justice, where there
have also been some backward steps.

In line with the 2012 CSR, the administrative simplification effort has been pursued.
Taking forward the steps taken at the beginning of 2012, a draft law on simplification was
adopted by the government in October 2012 and envisages, inter alia, the setting-up of a
simplified framework for infrastructure investment. Some of the measures aimed at
facilitating entrepreneurship have started to produce an impact: more than 5000 simplified
limited liability companies for entrepreneurs under 35 years of age and 2 000 limited liability
companies with reduced capital for entrepreneurs over 35 years of age have indeed been
created since they were launched in August and June 2012 respectively. This was further
enriched with steps towards the completion of the Digital Agenda, through increased

%" Innovative start-ups are defined as companies that invest more than 30% of their production costs in research
or more than 30% of whose workforce are researchers or PhDs or that have been assigned industrial property
rights.

% taly gtill ranks as a moderate innovator in the Commission’s 2013 Innovation Union Scoreboard.

% COM(2013) 160 final.
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computerisation of procedures, more e-government services and the establishment of the
Agency for Digital Italy, which is, however, not yet fully operational.

Some obstaclesto reaping the benefits of administrative smplification remain, mainly in
the form of gaps in implementation. The screening of ex ante authorisation schemes for
starting a business and subsequent repeal and substitution with ex post controls of
unnecessary ones, as foreseen in earlier legidation, have so far not been trandated into
practice. Moreover, the draft law on simplification from October 2012 has not been approved
by the Italian Parliament. This results in a still heavy administrative burden weighing on
businesses. In particular, despite the measures adopted in this area, Italy’s ranking as regards
the ease of starting a business worsened significantly over the last year.*® Moreover, despite
the availability of e-government services, citizens and small firms continue to make very low
— below EU average — use of them, with very limited progress since 2010. This can be
explained by the overal low level of information and communication technology skills and
low public awareness of the availability of such services.

Action was taken to promote the internationalisation of businesses and attract foreign
investment. Action in this field notably builds on the creation of the Italy Desk, which
consists of a one-stop access point for foreign investors on administrative requirements
related to investment projects. If properly deployed and taken up by firms and investors, this
measure could in turn favour a more business-friendly environment.

Action to enhance the efficiency of the judicial system has been determined, yet
challenges remain. In line with the 2012 CSR calling for the implementation of the planned
reorganisation of courts, enacting legidlation adopted in August 2012 started a crucial revision
of the territorial distribution of judicia offices, aimed at rationalising and enhancing the
efficiency of Italy’s judicial geography. Rigorous implementation by the September 2013
deadline will be fundamental to allow this reform to deploy its benefits. This key measure was
complemented by action to reduce the length and costs of proceedings and curb the high level
of litigation, principally by fostering the specialisation of courts — the 21 courts specialised in
company law became operational last September — setting up accelerated procedures and
introducing disincentives to the use of the judicia service. Initiatives to modernise and
digitalise the judicia service are aso helping to improve efficiency. Given the high level of
litigation in Italy, out-of-court dispute settlements carry a strong potential for reducing the
length of civil proceedings and alleviating judges and courts' workload. This was underlined
in the 2012 CSR and in the national reform programme. However, in October 2012 the Italian
Constitutional Court rejected provisions that make mediation compulsory in a number of civil
fields.

The anticorruption law represents an important and long-awaited step in the right
direction, but some issues remain unaddressed. The pervasiveness of corruption generates
heavy costs for Italy’s productive system, estimated at EUR 60 billion by the Italian Court of
Auditors in 2012, and erodes citizens trust in the government and the institutions. By
establishing a dedicated authority, introducing new offences and increasing transparency

% As evidenced by the 2013 edition of Doing Business by the World Bank, where Italy ranks 84" (out of 185
economies) as regards the framework for starting a business (in terms of time, cost and the number of procedures
involved in creating a company), against 76" in 2012.
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obligations in administrations, the anticorruption law approved in November 2012 represents
a positive step towards a more favourable business environment in Italy. Nevertheless, not
only does the law still require implementing acts but it also does not tackle some critical
issues. Namely, the short prescription terms in the statute of limitations is depicted by the
Group of States against Corruption (GRECO) as a magjor weakness of the Italian criminal
system. To embed integrity in the public administration, additional improvements in the
prosecution of some common offences against the public administration, such as accounting
fraud and ‘ self-laundering’, are also important.

The institutional framework for handling state aid displays some weaknesses. Unlike
other Member States, Italy coordinates the recovery of illega aid and infringement
proceedings centrally, but the central government has no power to coordinate notifications,
legislation and data collection. Additional gaps compared with other Member States concern
the lack of control mechanisms and knowledge about aid granted, and weaknesses in the
recovery of illegal aid, as underlined by the Italian Competition Authority. Italy has adopted a
new law addressing some of these issues, but its effects remain to be seen.

The coordination between the various layers of government needs to be clarified. The
implementation of the adopted measures and the appropriate application of EU legisation has
often been hampered by insufficient coordination between the central and local levels of
government and lack of clarity on the division of responsibilities across them. For instance,
this has undermined the correct implementation of the Services Directive, especialy in the
tourism and retail sectors. Building on the 2001 reform of Title V of the Italian Constitution,
which governs the alocation of regulatory and spending powers across government levels, a
constitutional amendment bill was adopted last October, with the ambition of further revising
this chapter of the Constitution. In particular, the constitutional amendment bill brings some
competences™ back to the central level and strives to reduce conflicts over the division of
responsibilities. This reform has not yet been approved by the Italian Parliament.

Late payment of commercial credits

Italy’stransposition of the EU directive on late paymentsin commercial transactionsisa
positive step in improving relations between the public administration and service
providers. Italy has the second worst record in the EU for delayed payment of commercial
credits, in particular by the public sector. Timely implementation of Directive 2011/7/EU,
which applies to contracts signed from 1 January 2013 onwards, is expected to reduce
payment times, both among private commercial partners and between private suppliers and
the government, and will help to avoid the further accumulation of commercial debt by the
public administration. The accumulated stock of commercial debt owed by the general
government sector is estimated to be sizeable, at around 5.8% of GDP in 2011, athough it
also covers commercial credits that are still within contractual payment time limits.

The government adopted a plan to accelerate payment of the substantial stock of
commercial debt, notably by regional and local authorities, over 2013-14. The plan
increases the cash resources of subnational governments, which owe most of the commercial

¥ Among these competences are coordination of public finances and the tax system, the main transport
networks, education, foreign trade, and the national production, transport and distribution of energy.
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debt arrears, and is thus expected to be more effective than the measures taken in 2012 to
promote the certification of credit claims and use them as guarantee to obtain bank credit. It is
important to ensure that debt is effectively paid to creditors to improve the liquidity of firms
and that adequate safeguards against moral hazard by the administrations responsible for the
debt overhang are put in place.

Structural funds

The efficiency of Italy’sresponse to enhance the absor ption of structural funds contrasts
with the lack of initiative to improve the management of funds. In 2012, the Council
Recommendation highlighted the importance of improving the absorption and management of
structural funds particularly in the south of Italy, as part of the effort to enhance the efficiency
of public expenditure. Some progress has been made in this field. The implementation of the
Cohesion Action Plan is on track and led to an increase in the absorption of funds by 10
percentage points in 12 months, from 21% to 31%. However Italy has not yet taken structural
and long-lasting measures to address the deficiencies in the management of funds in the
southern regions, as shown by the experience of the dedicated task forces in Sicily and
Campania, notably as regards project conception, preparation and implementation capacity,
and the prevention and early detection of irregularities in the use of EU funding. In view of
the next programming period and as underlined in the Commission’s position paper on the
development of partnership agreements and programmes in Italy over 2014-20, the
persistence of these problemsisamajor source of concern asit inhibits the regular flow of EU
assistance to Italy’ s less devel oped regions and their chances of developing.
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4. OVERVIEW TABLE

2012 commitments

Summary assessment

Country-specific recommendations (CSRs)

CSR 1: Implement the budgetary strategy as planned,
and ensure that the excessive deficit is corrected in 2012.
Ensure the planned structural primary surpluses so as to
put the debt-to-GDP ratio on a declining path by 2013.
Ensure adequate progress towards the MTO, while
meeting the expenditure benchmark and making
sufficient progress towards compliance with the debt
reduction benchmark.

CSR 2. Ensure that the specification in the
implementing legidlation of the key features of the
balanced budget rule set out in the Constitution,
including appropriate coordination across levels of
government, is consistent with the EU framework.
Pursue a durable improvement of the efficiency and
quality of public expenditure through the planned
spending review and the implementation of the 2011
Cohesion Action Plan leading to improving the
absorption and management of EU funds, in particular in
the South of Italy.
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Some progress has been made towards
addressing this CSR.

On 10 April, the government presented the new
Economic and Financial Planning Document (DEF)
for 2013-17, with a worsened economic and
budgetary outlook. The deficit reached 3.0% of
GDP in 2012 (EDP deadline set by the Council).
The government deficit is planned to decrease
dlightly to 2.9% of GDP in 2013, to allow for the
liquidation of commercial debt of around 0.5% of
GDP, and to fall to 1.8% in 2014, 1.5% in 2015,
0.9% in 2016 and 0.4% in 2017. The deficit targets
as from 2015 will require some additional
consolidation measures. Also due to the payment of
commercial debt, the debt is projected to rise to
130.4% of GDP this year and fal steadily
thereafter, to 117.3% in 2017.

Consolidation measures taken so far are ambitious
but the achievement of fiscal commitments could be
at stake, not only due to the fragile economic
outlook but also because of possible relaxation of
the fiscal stance. Italy must pursue the fiscal
consolidation effort in a growth-friendly manner
and in full consistency with the requirements of the
strengthened  Stability and Growth Pact. In
particular, Italy should ensure the planned high
structural primary surpluses, which are key to
putting the debt-to-GDP ratio on a steadily
declining path.

The part of the CSR dedicated to the balanced
budget rule has been fully addressed, while some
progress has been made towards addressing the
recommendation on public expenditure and
structural funds.

In line with the CSR, the secondary legidation
related to the introduction of a balanced budget rule
in the Italian Constitution was adopted in December
2012, in broad consistency with the EU
strengthened fiscal framework.

A spending review law was adopted last August and
complemented by measures to cut the costs of
elected bodies and further expenditure reshuffling
provisions in the December 2012 budget law for
2013-15. However, some of the measures provided
for in the spending review have not yet been
adopted and/or implemented.

As regards the implementation of the Cohesion
Action Plan, while the part of the recommendation
regarding  absorption has seen  positive
developments, the management issue, especialy in
the south of Italy, remains unaddressed.




CSR 3. Take further action to address youth
unemployment, including by improving the labour
market relevance of education and facilitating transition
to work, also through incentives for business start-ups
and for hiring employees. Enforce nation-wide
recognition of skills and qualifications to promote labour
mobility. Take measures to reduce tertiary education
dropout rates and fight early school leaving.

CSR 4: Adopt the labour market reform as a priority to
tackle the segmentation of the labour market and
establish an integrated unemployment benefit scheme.
Take further action to incentivise labour market
participation of women, in particular through the
provision of childcare and elderly care. Monitor and if
needed reinforce the implementation of the new wage
setting framework in order to contribute to the alignment
of wage growth and productivity at sector and company
level.

CSR 5: Pursue the fight against tax evasion. Pursue the
shadow economy and undeclared work, for instance by
stepping up checks and controls. Take measures to
reduce the scope of tax exemptions, allowances and
reduced VAT rates and simplify the tax code. Take
further action to shift the tax burden away from capital
and labour to property and consumption as well as
environment.

Some progress has been made towards

addressing this CSR.

Some measures have been taken to tackle early
school leaving and tertiary education dropout rates
and to adapt the supply of high-level skills to labour
market needs, yet they are till insufficient. Nation-
wide recognition of skills and qualifications has
been implemented through the national system for
the certification of skills. Severa measures have
been introduced to favour the creation of innovative
start-ups and the recruitment of high-skilled young
people but their scope is limited and some of them
still lack implementing legidation.

Some progress has been made towards

addressing this CSR.

In line with the CSR, an ambitious reform of the
labour market was adopted in June 2012, but still
requires the adoption of implementing decrees for
some of its provisions. Although measures were
adopted to encourage female participation in the
labour market, their scope remans narrow.
Furthermore, the measures regarding the provision
of childcare and elderly care remain at a general
stage and have limited scope.

On wage bargaining, an agreement was signed by
the social partners — with the exception of the CGIL
trade union — in November 2012. It promotes
decentralised bargaining and acknowledges the need
to link wages not only to inflation but also to the
economic and competitive conditions of the country
of the sector concerned. This agreement is a
promising step to contribute to a better alignment of
wages to productivity developments and sustain
competitiveness. However, since it sets out only
guidelines, requiring further agreements by social
partners for the practica implementation, its
effectiveness remains to be seen. The government
is supporting the agreement with tax rebates on
productivity-related pay, recently enacted with
decree law endorsed by social partners.

Limited progress has been made towards
addressing this CSR.

After the ambitious measures adopted over 2010-
11, progress towards further shifting the tax burden
from labour and capital to property and
consumption has been limited. Relevant measures
were contained in a draft enabling law for reforming
the tax system to improve tax compliance, simplify
the tax system and enhance its efficiency — notably
by bringing cadastral values closer to market values
for property taxation — but remained at the stage of
projects since the law has not been adopted by the
Italian Parliament. Italy has implemented targeted
measures to enhance the tools available to the tax
administration to efficiently tackle tax evasion.
Their impact will depend on the administration’s
capacity to make use of these tools. The shadow




CSR 6: Implement the adopted liberalisation and
simplification measures in the services sector. Take
further measures to improve market access in network
industries, as well as infrastructure capacity and
interconnections. Simplify further the regulatory
framework for businesses and enhance administrative
capacity. Improve access to financial instruments, in
particular equity, to finance growing businesses and
innovation. Implement the planned reorganisation of the
civil justice system, and promote the use of aternative
dispute settlement mechanisms.

economy and undeclared work remain pressing
challenges.

Some progress has been made towards

addressing this CSR.

Important measures have been adopted to improve
market functioning in services — in particular
professional services — and network industries —
notably through the ongoing unbundling in the gas
sector. Yet, risks can be identified as regards the
proper implementation of some of them (the reform
of the legal profession potentialy conflicts with the
general reform of the regulated professions; the
Transport Authority has not yet been set up;
enacting decrees are still needed for the reform of
the discipline governing ‘golden shares’), the
liberalisation of local public services halted, and
areas for further action remain, for instance in fuel
distribution, insurance, and postal services. Besides,
only limited progress has been registered regarding
the improvement of infrastructure in the electricity
and gas sectors.

Work on administrative simplification has
continued, together with greater digitalisation of
public services, with a view to improving the
efficiency of the public administration and the
business environment. However, the draft law on
simplification expected to supplement this effort has
not been approved by the Italian Parliament.

Several tools were introduced to ease firms' access
to finance and improve research and innovation, but
remain limited in scope.

As regards the judicial system, the enacted revision
of the judicial geography is a key step in order to
optimise the organisation of the courts. It was
complemented by measures to accelerate court
proceedings, foster the specialisation among courts
and judges, reduce litigation and modernise the
judicial service. However, the introduction of
compulsory mediation in a number of civil matters
was repeal ed by the Italian Constitutional Court.

Europe 2020 (national targets and progr ess)

Employment rate target: 67-69 %

The employment rate was 61.2% in 2011 and 61.0%
in 2012. No progress has been achieved towards
meeting the target.

R& D target: 1.53% of GDP

Gross domestic expenditure on R&D was 1.26% of
GDP in 2010 and 1.25% of GDP in 2011. No
progress has been achieved towards meeting the
target.

Greenhouse gas (GHG) emissions target: -13%
(compared with 2005 emissions); ETS emissions are not
covered by this national target

The change in non-ETS greenhouse gas emissions
between 2005 and 2011 was -13%. According to the
latest available projections, the total change over
2005-20 will be -9% and the target would thus be
missed. So far, substantia progress has been
achieved towards meeting the target, but it may be
reversed.
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Renewable energy target: 17%

Share of renewable energy in the transport sector: 10%

The share of total renewable energy in gross fina
energy consumption was 11.5% in 2011 and 4.7%
in the transport sector. Some progress has been
achieved towards meeting the target.

Indicative national energy efficiency target: 20 Mtoe
primary energy reduction by 2020 and 15 Mtoe find

energy reduction by 2020.

Italy has set an indicative national energy efficiency
target in accordance with Articles 3 and 24 of the
Energy Efficiency Directive (2012/27/EU). The
savings achieved amounted to 5.12 Mtoe in 2011.
Some progress has been achieved towards meeting
the target.

Early school leaving target: 15-16%

The early school leaving rate (the percentage of the
population aged 18-24 with a most lower
secondary education and not in further education or
training) was 18.2% in 2011 and 17.6% in 2012.
Some progress has been achieved towards meeting
the target.

Tertiary education target: 26-27 %

The tertiary educationa attainment rate was 20.3%
in 2011 and 21.7% in 2012. Some progress has been
achieved towards meeting the target.

Target to reduce the share of the population at risk of
poverty or socia exclusion, in number of persons:

- 2200 000

People at risk of poverty or socia exclusion (in
thousand of persons): 14 757 000 in 2010 and
17 126 000 in 2011. No progress has been achieved
towards meeting the target.
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5. ANNEX

Tablel. Macroeconomic indicators

1995- | 2000- | 2005-
1099 | 2004 | 2009 2010 2011 2012 2013 2014

Coreindicators
GDP growth rate 18 15 30 17 04 -24 -1.3 0.7
Output gap * 04 15 09 -18 -16 31 -40 32
HICP (annual % change) 30 25 21 16 29 33 16 15
Domestic demand (annual % change) ® 22 16 -0.2 21 -1.0 -53 -25 0.6
Unenployment rate (% of labour force) 112 88 7.0 84 84 10.7 118 122
Gross fixed capital formation (% of GDP) 193 20.6 20.8 194 194 182 17.8 182
Gross national saving (% of GDP) 219 20.7 19.4 16.5 16.4 17.1 17.8 18.4
Genera Government (% of GDP)
Net lending (+) or net borrowing (-) -4.4 -2.8 -35 -4.5 -3.8 -3.0 -2.9 -2.5
Gr oss debt 1172 | 105.8 | 107.6 | 119.3 120.8 1270 | 1314 | 1322
Net financial assets -1025 | -94.0 -92.4 -99.5 -94.2 n.a na na
Total revenue 458 44 454 46.1 46.2 477 482 a7.7
Total expenditure 50.2 47.2 489 50.5 50.0 50.7 511 50.2

of which: Interest 9.3 5.6 48 4.6 5.0 55 53 55
Cor por ations (% of GDP)
Net lending (+) or net borrowing (-) 03 -1.0 -14 05 04 1.4 25 2.0
Net financial assets; non-financial cor por ations -839 | -107.1 | -126.4 | -129.4 | -119.8 n.a na na
Net financial assets; financial cor por ations 2.7 -13.1 0.8 238 274 n.a na na
Gross capital formation 104 114 111 10.6 10.3 89 81 89
Gross operating surplus 23.9 23.9 2.1 21.1 20.6 19.8 195 19.8
Househol ds and NPISH (% of GDP)
Net lending (+) or net borrowing (-) 7.1 3.7 33 13 1.0 11 14 15
Net financial assets 186.0 | 204.5 | 195.2 | 180.6 168.1 n.a na na
Gross wages and salaries 288 289 303 311 312 314 314 312
Net property income 189 157 144 120 118 114 10.7 105
Current transfers received 20.7 20.7 219 240 239 244 250 252
Gross saving 14.2 111 10.8 8.6 8.2 7.9 8.0 8.2
Rest of thewor|d (% of GDP)
Net lending (+) or net borrowing (-) 24 -0.1 -1.6 -35 -31 -04 11 13
Net financial assets 52 11.7 25.9 30.3 25.0 n.a na na
Net exports of goods and services 35 09 -05 -1.9 -15 12 27 30
Net primary income fromthe rest of the world -1.0 -0.6 -03 -05 -0.6 -0.7 -0.7 -0.8
Net capital transactions 0.2 01 01 0.0 0.0 01 0.2 0.2
Tradable sector 475 452 24 41.0 40.8 404 na na
Non tradable sector 123 4.7 47.3 486 488 491 na na

of which: Building and construction sector a7 50 5.7 54 54 5.3 n.a n.a
Real effective exchange rate (index, 2000=100) 24 917 1031 104.0 104.3 102.7 104.6 104.1
Terms of trade goods and services (index, 2000=100) 1035 101.7 984 97.6 944 934 A5 94.9
Market performance of exports (index, 2000=100) 1332 1104 96.8 90.9 92.0 93.9 94.3 93.6

Notes:

2Theindicator on domestic demand includes stocks.

Source:

Commission services’ 2013 spring forecasts (COM); Sability programme (SP).

1 The output gap constitutes the gap between the actua and potential gross domestic product a 2005 market prices.

 Unemployed persons areal persons who were not employed, had actively sought work and were ready to begin workingimmediately or within
two weeks. Thelabour forceis thetota number of people employed and unemployed. The unemploy ment rate covers the age group 15-74.

38




Tablell. Comparison of macroeconomic developments and for ecasts

2012 2013 2014 2015 [ 2016 | 2017

COM| SP [COM| SP |COM | SP SP SP SP
Real GDP (% change) 24 | 24 | -13 | -13 | 07 13 15 13 14
Private consumption (% change) 42 | 43 | -20 | -17 04 14 11 11 12
Gross fixed capital formation (% change) -80 | -80 | -35 | -26 25 41 32 26 24
Bxports of goods and services (% change)| 2.3 23 16 22 38 33 41 40 39
Imports of goods and services (% change)| -7.7 | -7.7 | -22 | -03 38 4.7 44 41 38
Contributionsto real GDP growth:
- Final domestic demand 47 | 48 | 22 | -19 0.6 14 13 12 12
- Changein inventories -06 | -06 | -03 | -01 0.0 01 0.1 0.0 0.0
- Net exports 3.0 3.0 11 0.7 01 | -02 | 01 0.1 0.1
Output gapl 31| 32| 40 | 42| -32 | 31| 20 | -1.2 | -04
Employment (% change) -03 | -03 | -08 | -04 0.0 04 0.7 0.6 0.8
Unemployment rate (%) 107 | 107 | 118 | 116 | 122 | 118 | 116 | 114 | 109
Labour productivity (% change) -13 | -13 | -02 | -10 04 0.7 0.7 0.6 0.5
HICP inflation (%) 33 33 16 20 15 20 19 18 18
GDP deflator (% change) 16 16 15 18 15 19 18 18 18
Conmp. of employees (per head, % change) | 1.0 10 12 10 11 12 15 16 16
Net lending/borrowing vis-a-vis therest of| -04 | -04 11 0.2 13 -02 |1 -01 | 01 0.0
the world (% of GDP)

Note:

scenario using the commonly agreed methodology .

Source:
Commission services’ 2013 spring for ecasts (COM); Stability programme (SP).

YIn percent of potentid GDP, with potential GDP growth recalculated by Commission services on the basis of the programme
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Tablelll. Composition of the budgetary adjustment

Change:
(% of GDP) 2012 2013 2014 2015 | 2016 | 2017 2012-
2017
com|com | sp [com'|[ sp | sp | sPp [ sP SP
Revenue’ 47.7 | 482 48.2 47.7 48.0 477 475 47.3 -04
of which:
- Taxes on production and imports 149 150 153 149 154 155 154 153 04
- Current taxes on income, wealth, etc. 151 15.2 15.0 15.0 15.0 14.7 14.7 14.8 -0.3
- Social contributions 138 | 140 140 139 139 138 137 136 -02
- Other (residual) 3.8 3.9 39 39 3.7 37 37 3.6 -0.2
Expenditur e’ 50.7 | 511 511 50.2 49.8 494 48.8 48.3 24
of which:
- Primary expenditure 452 | 457 458 44.6 44.2 436 428 422 -30
of which:
Compensation of enployees 10.6 104 104 101 100 9.8 95 9.2 -14
Intermediate consumption 57 55 54 54 53 52 52 51 -05
Social payments 226 231 231 232 230 229 27 226 0.0
Subsidies 10 10 10 10 09 09 08 0.8 -0.2
Gross fixed capital formation 19 21 18 16 17 17 17 16 -0.3
Other (residual) 34 37 4.1 34 32 32 30 29 -05
- Interest expenditure 55 5.3 53 55 5.6 5.8 6.0 6.1 0.6
General gover nment balance (GGB) 3.0 | -29 -2.9 -25 -1.8 -1.5 -0.9 -04 26
Primary balance 25 24 24 3.1 3.8 4.3 5.1 5.7 3.2
One-off and other temporary measures 01 | -02 -0.2 01 01 -01 00 0.0 01
GGB excl. one-offs -3.1 -2.7 -2.7 -24 -1.7 -1.4 -0.9 -0.4 2.7
Qutput gap2 -31 -4.0 -4.2 -32 -31 -20 -1.2 -04 27
Oyclically-adjusted balance” 13 07 | 06 | 07 | 01| 04 | 02 | -02 1.2
Structural balance (SB)3 -14 | 05 -04 -0.7 0.0 -0.3 -0.2 -0.2 13
Changein SB 2.2 0.9 10 -0.2 04 -0.3 0.1 0.1 -
Two year average changein SB 1.1 16 1.6 0.4 0.7 0.0 -0.1 0.1 -
Structural primery balance® 41 | 48 | 49 | 49 | 56 | 55 | 58 | 59 18
Changein structural primary balance 0.7 0.8 0.0 0.7 -0.1 0.3 0.2 -
Expenditur e benchmar k
Applicable reference rate’ -081( -081 | -081 | -107 | -107 0.04 -1.07 0.04 -
Deviation® (% GDP) -34 -0.6 -0.3 0.0 -04 0.0 01 01 -
Two-year average deviation (% GDP) -19 -2.0 -14 -0.3 -04 -0.2 0.1 0.1 -
Notes:
'On ano-policy-change basis.
Z0utput gap (in % of potentidd GDP) and cydlically -adjusted balance according to the programme as recalculated by Commission
services on the basis of the programme scenario using the commonly agreed methodology .
3Sructura (primary) balance = cydlically-adjusted (primary) balance excluding one-off and other temporary messures.
* Reference medium-term rate of potential GDP growth. The (standard) reference rate applies from year t+1, if the country has reached
itsMTO inyeart. A lower rate gpplies aslongas the country is adjustingtowards its M TO, includingin year t.Thereferencerates
gpplicableto 2014 onwards have been updated in 2013.
®Deviation of the growth rate of public expenditure net of discretionary revenue messures and revenue increases mandated by law from
the applicable reference rate. The expenditure aggregate used for the expenditure benchmark is obtained following the commonly agreed
methodology . A positive sign implies that expenditure growth exceeds the applicable referencerate.
®Revenue and expenditure (total and sub-components) as from 2015 provided in the programme according to unchanged legislation
Source:
Sability programme (SP); Commission services’ 2013 spring for ecasts (COM); Commission services’ calculations.
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TablelV. Debt dynamics

Average 2013 2014 2015 2016 2017
(% of GDF) 2007-2011 2012 COM SP COM SP SP SP SP
Gross debt ratio® 113.2 127.0 1314 130.4 132.2 129.0 125.5 121.4 117.3
Changeintheratio 29 6.2 44 34 0.8 -1.4 -35 -4.1 -4.1
Contributions?:
1. Primary balance -1.3 -25 -2.4 -2.4 -3.1 -3.8 -4.3 -5.1 -5.7
2.“Snow-ball” effect 3.6 6.5 51 4.6 2.6 1.6 1.7 2.1 2.4
Of which:
Interest expenditure 4.9 55 5.3 53 55 5.6 5.8 6.0 6.1
Growth effect 0.6 2.9 1.7 1.6 -0.9 -1.6 -1.9 -1.6 -1.6
Inflation effect -1.9 -2.0 -19 -2.3 -2.0 -2.4 -2.2 -2.3 -2.1
3. Stock-flow adjustment 0.5 2.1 1.7 11 1.2 0.8 -0.9 -1.1 -0.7
Of which:
Cash/accruals diff. 0.0 0.1 0.0 0.0 0.2 0.2 -04 -0.5 -0.1
Acc. financid assets 0.5 2.0 1.7 11 10 0.6 -0.5 -0.6 -0.6
Privatisation -0.1 -05 0.0 -1.0 0.0 -1.0 -1.0 -1.0 -1.0
Va. effect & residual 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
2013 2014 2015 | 2016 | 2017
2012 [ COM/ . | com7 ,
sp° SP Sp? SP SP SP SP
Gap to the debt benchmark®® n.r. n.r. n.r. n.r. n.r. -16 -07 -1.6
Structural adjustment’ n.r. 0.9 0.9 04 04 n.r. n.r. n.r.
To be compared to:
Required adjustment® n.r. 01 0.0 -0.6 -05 nr. nr. nr.
Notes:

*End of period.

The snow-ball effect captures theimpact of interest expenditure on accumulated debt, as well as theimpact of resl GDP growth
and inflation on the debt ratio (through the denominator). The stock-flow adjustment includes differences in cash and accrua
accounting, accumulation of financid assets and vauation and other residud effects.

% Assessment of the consolidation path set in SP assuming growth follows the COM forecasts.

“4Assessment of the consolidation path set in the SP assuming growth follows the SP projections.

°Not relevant for M ember Sates that were subject to an EDP procedure in November 2011 and for aperiod of threeyears following|
the correction of the excessive deficit.

®shows the difference between the debt-to-GDP ratio and the debt benchmark. If positive, projected gross debt-to-GDP ratio does
not comply with the debt reduction benchmark.

"Applicable only duringthe transition period of three years from the correction of the excessive deficit for EDP that were ongoing
in November 2011.

®Defines the remaining annua structural adjustment over the transition period which ensures that — if followed — Itay will comply
with the debt reduction benchmark at the end of the transition period, assumingthat COM (SP) budgetary projections for the
previous years are achieved.

Source:
Sability programme (SP); Commission services' spring 2013 for ecasts (COM); Commission services' calculations.
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Table V. Sustainability indicators

IT BEU27
No-palicy Programme |No-palicy Programme
change (SCP) change (scP)
scenario scenario scenario scenario
Y -21 -32 30 13
of which:
Initial budgetary position (IBP) -2.8 4.2 0.8 -09
Long-termcost of ageing (CoA) 0.7 0.9 22 22
of which:
Pensions -0.3 -01 10 11
Health care 0.6 0.6 0.9 0.8
Long-termcare 0.6 0.6 0.6 0.6
Others -0.2 -0.2 -04 -0.3
Sl (required adjustment)* 11 -0.3 22 05
of which:
Initial budgetary position (IBP) -26 -4.0 0.0 -1.8
Debt requirement (DR) 41 41 19 19
Long-termcost of ageing (CoA) -0.3 -04 0.3 04
S0 (risk for fiscal stress)* * 0.28 :
Debt, % of GDP (2012) 127.0 87.0
Age-related expenditure, % of GDP (2012) 281 25.8

Note

Source:

Commission services; 2013 stability programme.

The'No-policy change scenario depicts the sustainability gap under the assumption that the budgetary position evolves
according to the Commissions' spring 2013 forecast until 2014. The 'Programme (SCP)' scenario depicts the sustainability gap
under the assumption that the budgetary plansin the programme are fully implemented.
* The required adjustment of the primary balance until 2020 to reach apublic debt of 60% of GDP by 2030.
** The critical threshold for the S0 indicator is 0.44.

(% of GDP)

Gross debt as % of GDP - IT - Medium term debt projections
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TableVI. Taxation indicators

2002 2006 2008 2009 2010 2011
Total tax revenues (incl. actual compulsory social contributions, % of GDP) 405 17 27 430 425 425
Br eak down by economic function (% of GDP)1
Consumption 104 106 101 101 106 10.8
of which:
-VAT 6.2 6.2 59 5.7 6.3 6.2
- excise duties on tobacco and alcohol 0.7 038 08 0.8 0.8 0.8
- energy 23 22 19 21 20 21
- other (residual) 13 14 15 16 15 16
Labour employed 180 181 193 195 19.3 19.2
Labour non-enployed 21 22 23 26 27 26
Capital and business income 74 83 838 79 75 74
Stocks of capital/wealth 26 25 22 30 24 26
p.m. Environmental taxes” 29 28 25 27 26 28
VAT effici ency3
Actual VAT revenues as % of theoretical revenues at standard rate 431 428 40.6 374 417 413
Note:

! Tax revenues are broken down by economic function, i.e. according to whether taxes are raised on consumption, labour or capital. See European Commission
(2013) Taxation trends in the European Union, for amore detailed explanation.

2 This category comprises taxes on energy, transport and pollution and resources included in taxes on consumption and capital.

3 The VAT efficiency is messured viathe VAT revenueratio. The VAT revenueratio is defined as the ratio between the actual VAT revenue collected and the
revenue that would theoreticaly beraised if VAT was goplied a the standard rateto dl fina consumption. A low ratio can indicate areduction of the tax base due
to large exemptions or the application of reduced rates to awide range of goods and services ('policy gap’) or afailureto collect al tax dueto e.g. fraud (‘collection
gap"). See European Commission (2012), Tax reformsin EU M ember Sates, European Economy 6/2012 and T axation Papers 34/2012 for amore detailed
explanation.

Source: Commission
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TableVII. Financial market indicators

2008 | 2009 | 2010 | 2011 | 2012
Total assets of the banking sector (% of GDP) 2345 | 2465 | 2446 | 2576 | 269.6
Share of assets of the five largest banks (% of total assets) 312 310 39.8 395
Foreign ownership of banking system (% of total assets) 134 123
Financial soundness indicators:
- non-performing loans (% of total Ioans)l)'z) 6.3 95 10.0 117 12.9
- capital adequacy ratio (%) * 104 117 121 127 133
- return on equity (%) 49 40 37 | -130 | 10
Bank loans to the private sector (year-on-year % change) 58 24 39 10 14
Lending for house purchase (year-on-year % change) 0.0 59 75 44 -0.2
Loan to deposit ratio 1366 | 1312 | 1230 | 1257 | 1174
CB liquidity as % of liabilities 17 0.9 16 59 7.3
Banks' exposure to countries receiving official financial assistance (% of GDP)* 49 48 43 4.2 35
Private debt (% of GDP) 1029 | 1095 | 1160 | 1159 | 1190
Gross external debt (% of GDP)S)
- Public 450 522 52.1 425 44.6
- Private 230 250 256 250 256
Long terminterest rates spread versus Bund (percentage points)* 0.7 11 13 28 40
Credit default swap spreads for sovereign securities (5-year)* 884 | 1082 | 1644 [ 2994 | 3999

Notes:

9 Latest data (June 2012).

3 A changein the definition of the Non Performing Loan was madein 2012.
3 After extreordinary items and taxes.

¥ Covered countries are CY, EL, ES, LV, HU, IE, PT and RO.

9 Latest data2012Q3.

* M easured in percentage points.

Source:

Bank for International Settlements and Eur ostat (exposur e to macr o-financially vulner able countries), IMF (financial soundness indicators),
Commission (long-term inter est rates), World Bank (gross external debt) and ECB (all other indicators).
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TableVIII. Labour market and social indicators

Labour market indicators 2007 2008 2009 2010 2011 2012
Employment rate
2. . 1.7 1.1 1.2 1.
(% of population aged 20-64) 628 630 6 6 6 610
Enployment growth 13 03 -16 07 03 03
(% change fromprevious year)
Employment rate of women
499 50.6 297 495 299 50.5
(% of female population aged 20-64)
Employment rate of men
758 754 738 72.8 72.6 71.6
(% of male population aged 20-64)
Employment rate of older workers
338 344 3B7 36.6 379 404
(% of population aged 55-64)
Part-time employment (% of total employment, 136 143 143 150 155 171
15years and more) ' ' i ' ' '
Part-time employment of women (% of women employment, 15 %69 279 279 200 293 311
years and more) ) ' ' ' ' '
Part-time employment of men (% of men employment, 15years 50 53 51 55 59 72
and more) ' ) ' ) ) '
Fixed termemployment (% of employees with afixed term 132 133 125 128 134 138
contract, 15 years and more) ) ) ' ' ) )
Transitions fromtemporary 30 24 33 16 21
to permanent employment ) ' ) ' ]
Unemployment ratel (% of labour force, 6.1 67 78 84 84 107
age group 15-74) ) ) ) ) ) )
Long-termunemployment rate2 (% of labour force) 29 31 35 41 44 5.7
Youth unemployment rate
203 21.3 254 27.8 291 353
(% of youth labour force aged 15-24)
Youth NEET rate (% of population aged 15-24) 16.2 16.6 17.7 191 19.8 211
Early leavers fromeducation and training (% of pop. 18-24 with at
most lower sec. educ. and not in further education or training) 197 197 192 188 182 176
Tertiary educational attainment (% of population 30-34 having 186 192 190 198 203 27
successfully completed tertiary education) ) ' ) ' ' '
Formal childcare (from1to 29 hours; % over the population less 100 120 90 60 90
than 3years) ' ' ) ' '
Formal childcare (30 hours or over; % over the population less 150 160 160 160 170
than 3year) ) ) ) ' '
Labour productivity per person employed (annual % change) 0.7 -0.8 =27 28 0.2 -1.3
Hours worked per person employed (annual % change) 01 -0.7 -1.7 01 00 -11
Labour productivity per hour worked (annual % change; constant 03 07 29 24 01 10
prices) ) ) ] ] ) ]
Compensation per employee (annual % change; constant prices) -01 12 -04 24 -01 -0.6
Nominal unit labour cost growth (annual % change) 16 45 4.0 -0.2 11 21
Real unit labour cost growth (annual % change) -0.7 20 19 -0.6 -0.2 0.5

Notes:

two weeks. Thelabour forceis the tota number of people employed and unemploy ed.

2 ongrterm unemployed are unemployed persons for at least 12 months.

Sources:
Commission (EU Labour Force Survey and European National Accounts)

1 Unemployed persons are al persons who were not employ ed, had actively sought work and were ready to begin workingimmediately or within
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Expenditure on social protection benefits (% of
2006 2007 2008 2009 2010

GDP)
Sickness/Health care 6.84 6.60 6.93 7.30 7.30
Invalidity 150 152 156 173 170
Old age and survivors 1539 1554 16.07 17.13 17.33
Family/Children 114 124 128 144 131
Unemployment 051 0.45 051 0.79 084
Housing and Social exclusion n.e.c. 0.02 0.02 0.02 0.02 0.02
Total 2547 2543 26.42 2847 2857
of which: means tested benefits 159 168 175 1.98 0.00
Social inclusion indicators 2007 2008 2009 2010 2011
. . . 1

At-risk-of-poverty or soua} exclusion 26.0 253 217 245 282

(% of total population)

At-risk-of-poverty or social exclusion of children

29.3 20.1 288 289 322

(% of people aged 0-17)

At-risk-of-poverty or social exclusion of elderly

253 24.4 228 20.3 24.1

(% of people aged 65+)
At-Risk-of-Poverty rate” (% of total population) 19.8 187 184 182 19.6
Severe Material Deprivation® (% of total population) 6.8 75 70 6.9 112

.o . . . 4
Share of people living in low work intensity households™ (% of 100 98 88 102 104
people aged 0-59)

In-work at-risk-of poverty rate (% of persons employed) 9.8 89 10.3 94 10.7
Impact of social transfers E)eox\c/:gjrgllng pensions) on reducing 178 201 207 219 197

Poverty thresholds, expressed in national currency at constant
ori o 9003 91%4 8878 8982 8855

Gross disposable income (households) 1074439 | 1095209 | 1065726 | 1073912 | 1098825

Relative median poverty risk gap (60% of median equivalised

. } 24 230 26 245 26.0
income, age: total)

Notes:

! People at-risk-of poverty or socia exclusion (AROPE): individuals who are at-risk-of poverty (AROP) and/or suffering from severe
materia deprivation (SM D) and/or livingin household with zero or very low work intensity (LWI).

2 At-risk-of poverty rate (AROP): share of peoplewith an equivalised disposable income below 60% of the national equivalised median
income.

% share of peoplewho experience at least 4 out of 9 deprivations: people cannot afford to i) pay their rent or utility bills, ii) keep their
home adequately warm, iii) face unexpected expenses, iv) eat meet, fish, or aprotein equivaent every second day, v) enjoy aweek of
holiday away from home onceayesr, vi) have acar, vii) have awashing machine, viii) have acolour tv, or iX) have atelephone.

“ People livingin households with very low work intensity: share of people aged 0-59 living in households where the adults (excluding
dependent children) work less than 20% of their tota work-time potentia during the previous 12 months.

5 For EE, CY, MT, 9, K, thresholds in nominal values in Euros; HICP - index 100 in 2006 (2007 survey refers to 2006 incomes)

Sour ces:
For expenditure for social protection benefits ESSPROS, for social inclusion EU-SILC.

46



Table I X. Product market performance and policy indicators

Performance indicators 22%%?;' 2008 | 2009 | 2010 | 2011 | 2012
Labour productivityltotal economy (annual 06 14 39 25 01 21
growth in %)
Labour productivityl in manufacturing (annual 24 28 124 1.7 15 292
growth in %)
Labpur pro'olluct'ivity1 in electricity, gas, st(?am and 35 49 15 73 37 na
air conditioning supply (annual growth in %)
Labour productivity1 in the construction sector 08 31 71 12 08 11
(annual growth in %)
2 . . -
Total number of patent™ applications per million of 1941 185.9 1838 1779 na na
labour force
. 2003-
Policy indicators o007 | 2008 | 2009 | 2010 | 2011 | 2012
Enforcing Contrac'[53 (da_ys) 1318 1210 1210 1210 1210 1210
Time to start abusiness’ (days) 15 10 10 6 6 6
R& D expenditure (% of GDP) 11 12 13 13 13 n.a

Tertiary educational attainment

. 16.6 192 19.0 19.8 20.3 217
(% of 30-34 years old population)

Total public expenditure on education

(% of GDP) 453 4.56 4.70 450 na n.a

2007 2008 2009 2010 2011 2012

Product market regulation4, Overall

n.a 14 n.a n.a n.a n.a
(Index; O=not regulated; 6=most regulated)
. 4 .
Product market regulation’, Retail na 26 ha ha ha na
(Index; O=not regulated; 6=most regulated)
. 4 . 5
Product market regulation’, Network Industries 20 na. na. na. na. na.

(Index; O=not regulated; 6=most regulated)

Notes:
! Labour productivity is defined as gross value added (in constant prices) divided by the number of persons employed.
2 Tota number of patent applications to the European Patent Office (EPO) per million of labour force

®The methodologjes, including the assumptions, for this indicator are presented in detail on the website
http://www.doingbusiness.orgmethodology .

“The methodologies of the product market regulation indicators are presented in detail on the website
http://www.oecd.org/document/1/0,3746,en 2649 34323 2367297 1 1 1 1,00.html. Thelatest available product market
regulation indicators refer to 2003 and 2008, except for Network Industries.

® Aggregate Energy, Transport and Communications Regulation (ETCR).

*figure for 2007.

Source:
Commission, World Bank - Doing Business (for enforcing contracts and timeto start abusiness) and OECD (for the
product market regulation indicators).
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Table X. Green Growth

2002-
2006 2007 2008 2009 2010 2011
Green Growth performance
Macroeconomic
Energy intensity kgoe/ € 0.15 0.14 0.14 0.14 0.14 0.14
Carbon intensity kg/ € 0.46 0.42 0.42 0.40 0.40 na
Resource intensity (reciprocal of resource productivity) | kg/€ 0.65 0.61 0.60 0.56 n.a na
Waste intensity kg/ € n.a na 0.14 na 0.13 n.a
Energy baance of trade % GDP -1.6% -1.9% -2.2% -2.7% -3.3% -3.8%
Energy weight in HICP % na 9 8 8 8 8
Difference between change energy price and inflation % n.a -0.6 7.4 -5.8 -3.3 5
Environmenta taxes over labour taxes ratio 14.2% 13.0% 11.6% 12.4% 11.9% na
Environmenta taxes over tota taxes retio 7.0% 6.3% 5.9% 6.3% 6.1% na
Sectoral
Industry energy intensity kgoe/ € 0.15 0.14 0.13 0.13 0.13 na
Share of energy -intensive industries in the economy % GDP 95 9.8 9.6 84 n.a na
Electricity prices for medium-sized industrial users** €/kWh na na 0.14 0.15 0.14 0.16
Gas prices for medium-sized industria users*** €/kWh na 0.03 0.04 0.03 0.03 0.03
Public R&D for energy % GDP na 0.02% | 0.04% | 0.03% | 0.04% | 0.04%
Public R&D for the environment % GDP na 0.02% 0.03% 0.02% 0.02% 0.02%
Recyclingrate of municipal waste retio 52.4% 61.9% 42.4% 46.3% 46.6% na
Share of GHG emissions covered by ETS* % na 40.8% 40.8% 37.7% 38.3% 38.9%
Transport energy intensity kgoe/ € n.a 0.45 0.44 0.44 n.a na
Transport carbon intensity kg/ € na 1.28 124 124 n.a na
Security of energy supply

Energy import dependency % na 85.1% | 853% | 82.8% | 83.8% | 81.3%
Diversification of oil import sources HHI n.a 0.14 0.13 0.13 0.11 n.a
Diversification of energy mix HHI na 0.35 0.34 0.34 0.33 0.31
Share renewable energy in energy mix % na 6.5% 7.5% 9.4% 10.3% 11.5%

Country -specific notes:
Theyear 2012 is not included in the table dueto lack of data
Generd explanation of thetableitems:
Source: Eurostat unless indicated otherwise; ECFIN elaborations indicated below
All macro intensity indicators are expressed as aratio of aphysica quantity to GDP (in 2000 prices)

Energy intensity: gross inland energy consumption (in kgoe) divided by GDP (in EUR)

Carbon intensity : Greenhouse ges emissions (in kg CO2 equivaents) divided by GDP (in EUR)

Resource intensity : Domestic M ateria Consumption (in kg) divided by GDP (in EUR)

Waste intensity : waste (in kg) divided by GDP (in EUR)
Energy baance of trade: the balance of energy exports and imports, expressed as % of GDP
Energy weight in HICP: the share of the "energy"” items in the consumption basket used in the construction of the HICP
Difference between energy price change and inflation: energy component of HICP, and totd HICP inflation (annua %-change)
Environmental taxes over labour or totd taxes: from DG TAXUD's database " Taxation trends in the European Union"
Industry energy intensity: fina energy consumption of industry (in kgoe) divided by gross value added of industry (in 2005 EUR)
Share of energy -intensiveindustries in the economy: share of gross vaue added of the energy -intensive industries in GDP
Electricity and gas prices medium industria users: consumption band 500 - 2000M Wh and 10000 - 100000 GJ; figures excl. VAT.
Recydingrate of municipa waste: ratio of municipa waste recy cled over tota municipa waste
Public R&D for energy or for the environment: government spendingon R&D (GBAORD) for these categories as % of GDP
Share of GHG emissions covered by ETS based on greenhouse gas emissions as reported by M ember Sates to EEA (exd LULUCF)
Transport energy intensity: final energy consumption of transport activity (kgoe) divided by transp industry gross vaue added (2005 EUR)
Transport carbon intensity: greenhouse gas emissions in transport activity divided by gross vaue added of the transport sector
Energy import dependency: net energy imports divided by gross inland energy consumption incl. energy consumption international bunkers

Diversification of ail import sources: Herfindahl index (HHI), caculated as the sum of the squared market shares of countries of orign

Diversification of the energy mix: Herfindahl Index over naturd ges, tota petrol products, nuclear heat, renewable energes and solid fuels
Share renewable energy in energy mix: %-sharein gross inland energy consumption, expressed in tonne oil equivaents

*Provisiond data (15 April 213). Commission Services and EEA.

** For 2007 average of S1 & 2 for DE, LU, NL, FI, SE & UK. Other countries only have S2.

*** For 2007 averageof SL& 2 for IT, NL, Fl, SE & UK. Other countries only have 2.
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