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Summary

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

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

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

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

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

© OECD 2011



Assessment and recommendations

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

Implementation of policy reforms is key to spurring economic
growth

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

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

trend

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

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

The government plans to achieve practically all of the 2011-13 consolidation by cutting
spending as a share of GDP, as well as by reducing tax evasion. Important spending
reductions are to come from a public sector pay freeze and reduced transfers to the regions.
The pay freeze will expire in 2013, while the balance of regional spending and revenue may be
difficult to fully control during the coming transition to extended fiscal federalism. If there is
some slippage in these measures, further spending cuts will be needed, if necessary
supplemented by revenue-raising measures such as broadening tax bases by eliminating
many tax breaks and reduced rates. Taxes on a number of environmentally-related
externalities could also be introduced or raised. Increasing real-estate taxation can raise
revenue because it is difficult to avoid and the short-term distortions are small; there are
limits, however, because high property taxation may reduce incentives to save and invest.
Plans to reduce tax evasion should be carried through. To maintain the credibility of these
plans, tax amnesties, such as that in 2009-10 on undeclared funds held overseas, should be
avoided. The 2010 fiscal package indeed eschews recourse to such measures.

An enhanced fiscal framework

Since 2008, multi-year budgeting has wisely covered a three-year period. In 2009 the legal
basis for the three-year plans was strengthened and budget documentation has become more
transparent and provided better information about official projections. This includes analysis
of deviations from previous plans and projections. Budget offices in the two chambers of
parliament also publish analysis of the official projections. These changes represent a
significant improvement in budgetary processes and monitoring. Some countries have also
been experimenting by creating an independent fiscal council to monitor and assess official
fiscal projections. The Italian authorities may like to consider further improving the system
for monitoring fiscal policy by instituting such a council.

The pension reform has enhanced fiscal sustainability

Long-term sustainability requires dealing with future claims, notably pensions. Italy
recognised relatively early the long-term fiscal implications of the pension system and took
action to defuse it in reforms already in the 1990s. These earlier reforms were gradual, so that
pension expenditure is still high but its path has been stabilised relative to GDP, apart from
the increase in the ratio in 2008-09 which was entirely due to the fall in GDP. Average
pensions relative to wages are higher than in most countries, and activity rates among the
over-60s are low. Legislation in 2010 increased the retirement age for women in the public
sector, raised the age of entitlement to pension payments beyond the retirement age (using
the “exit window” mechanism) and linked changes in the retirement age to life expectancy.
The 2010 changes, by raising the effective retirement age, have reduced the projected ratio of
pension expenditure to GDP over the next 35 years significantly and, again because of the
higher retirement age, raised average pension levels in the long run. Nevertheless, by 2060,
the ratio of average pensions to average wages will fall by one quarter from its current level.
This is substantial and may require further increases in private pension saving.

The pension reforms require higher activity rates among older age
groups

Over the next 15 years the main impact of the pension reforms is projected to be through
a steady increase in the effective retirement age, implying significantly higher employment
rates among older workers. For workers in larger companies with secure jobs this is simply a
question of staying on longer. But labour market turnover may be difficult for older people.
Some wage flexibility will be required as productivity likely declines with age for at least
some workers. The completion of the transition from a final salary pension scheme to a
defined contribution scheme will remove one barrier to such flexibility near retirement age.
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There are other reasons for seeking greater flexibility in the labour market; youth
unemployment is high and female participation still relatively low though increasing. The
increased role for enterprise-level productivity in recent reforms to collective bargaining
arrangements should improve overall outcomes, but more progress on flexibility in other
dimensions, including for older workers, is needed.

Social protection provision needs to be reviewed

The most significant expenditure items in the anti-crisis measures were ad hoc
extensions to the employment-based income support schemes (Cassa Integrazione) combined
with other targeted mechanisms to guarantee income support. The Cassa Integrazione (CIG)
and its extensions can, like the short-time working subsidies in other countries, help to keep
workers attached to the labour market. Following the extensions to the CIG, most firms and
workers now have some access to a safety net, though its structure is rather fragmented. For
those eligible for the CIG, nominal replacement rates are quite generous, especially for the
low paid, though they are subject to quite low ceilings, and can be paid for up to three years.
Despite the short-term benefits of keeping workers in firms to help maintain employability, in
the longer term it gives insufficient incentive for workers to look for firms or sectors with
better prospects. The extensions to the Cassa Integrazione were a sensible way to quickly
expand social protection in the recession, but reforms - which must of course be within
overall constraints on public finances - are needed: shorter eligibility periods and lower
replacement rates for the CIG should be gradually phased in and active labour market
measures and job-search infrastructure developed. In the longer term, reforms should aim to
develop a less fragmented “flex-security” safety net.

Transparency can help improve public sector efficiency

Successive governments have recognised the need to increase public sector efficiency but
change is slow. Efforts in the “Brunetta” reform to make more use of output-based measures
of performance must continue, choosing measures of performance with care to avoid
distorting incentives. This process can be supported by increased transparency, where some
initial success in requiring ministries to publish information on rates of absenteeism and
salaries at quite a detailed level has been achieved. However, it is too early to tell whether the
programme as a whole will have significant effects on efficiency.

Another useful example of transparency was the publication in 2008 of Public Expenditure
Reviews, by the Technical Committee on Public Finance. These covered four key spending
departments and made specific recommendations for improving efficiency. In the case of
compulsory education, for example, many of the recommendations parallel those made in
the last Economic Survey and are also part of the government’s current programme. The
Technical Committee has been disbanded, but legislation in 2009 provided for the State
General Accounting department to prepare analysis and evaluation of spending efficiency in
each ministry. Further sectoral studies along the lines of those produced by the Technical
Committee on Public Finance, which would benefit from using the data on indicators of
performance that this process will provide, should be undertaken. As recommended by
previous Economic Surveys and the OECD’s Review of Regulatory Reform in 2009, more
systematic use should be made of Regulatory Impact Analysis, as well as of Cost Benefit
Analysis and Strategic Environmental Assessment, when designing specific new policies.

Tertiary education reform

Tertiary education is a specific case where public funding is already being cut and
therefore ways will have to be found to increase efficiency to improve or even maintain
performance. While there is currently a lack of internationally-comparable information on
tertiary education learning outcomes and research outputs, it is recognised that Italian
universities lag behind those in other countries, even though, measured by publications,
Italian scientific production is quite substantial. The proportion of Italians with a tertiary
degree is among the lowest in the OECD area - between Mexico and Portugal — although this
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reflects poor participation rates in the past rather than current trends. Indeed, current
participation rates are among the highest in the OECD area. In addition, no Italian university
is in the top 100 according to two world university ranking systems. The underperformance of
tertiary education restricts the supply of skilled professionals.

Universities must satisfy some requirements for accreditation of degree courses, which
have been gradually made more stringent. There is no compulsory outside auditing of
examination results, nor is there a tradition of anonymous benchmarking through outside
examiners. The new quality assurance agency, ANVUR, has, among its tasks, the definition of
clear performance measures for universities and to design a matching assessment and
reward system. The resulting information should focus on student outcomes and be suitable
for benchmarking comparisons across universities. These assessments will be made publicly
available, to enable universities to compare themselves with others and to enable students
- and their potential employers - to make informed choices.

A controversial issue is the legal status of diplomas, the valore legale del titolo di studio.
Until recently, in the public administration, simple possession of a tertiary diploma could
largely determine promotion or salary decisions, irrespective of performance or
responsibilities. While it makes sense to make recruitment conditional on the possession of
an appropriate diploma, reward systems that use the valore legale in place of performance
assessment in the public sector should be completely abandoned.

Giving universities effective autonomy and responsibility

Universities in Italy are already academically autonomous but their decision-making
structure, dominated by departmental or faculty groups with insufficient incentive to
coordinate a university-wide policy within a strategic framework, has not always led to
efficient management in most universities. Greater efficiency should come from systems
which decentralise decisions to universities, ensure appropriate autonomy and accountability
in their management, and allocate resources according to the demand for their courses by
well-informed students and allocate research funds on a competitive basis.

Legislation passed at the end of 2010 is designed to reform governance along the lines
required. It would allow strategic and management decisions to be taken by a management
board where incumbent academics are widely represented but not dominant; it would also be
obligatory to have two or three outside members with relevant expertise. University reform
legislation should be implemented on these lines, providing clear responsibilities and
transparency about decision-making. Rectors and management should be held to account for
the results of their decisions, possibly with salaries or bonuses related to the institution’s
performance. This would need appropriately qualified rectors, as well as well-adapted
funding arrangements.

Legislation in 2008 allowed public universities to convert to private foundations with
more autonomy. No institutions have made the transformation, due to unclear financial
consequences. Clarifying this, and setting clear accreditation conditions for setting up new
private institutions, is necessary if private sector provision is to expand.

Boosting financing through raising tuition fees, implementing
incomecontingent loans

Currently, tuition fees are relatively low because a university’s fee income is capped
at 20% of its basic grant from central government, an arrangement which, paradoxically,
implies that universities should lower their fees if their central grant is cut. While higher
tuition fees would increase income in tight university budgets, benefit the better schools and
thereby sharpen competition, and provide incentives for students to finish their courses on
time, they can have some adverse effects. Italy could consider gradually removing the cap on
tuition fees, so that students would be responsible for a higher proportion of costs. Concerns
about access should be addressed by a system of loans with income-contingent repayment,
whereby students would be liable to repay the loans only once they start working and their
income exceeds a certain threshold, supplemented if necessary by a system of grants or
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scholarships. Evidence from other countries suggests that such a combination of fees and
loans does not have the effect that might be feared of causing a significant drop in the
number of students. A significant subsidy, whether through student grants or subsidies to
universities, should be retained to reflect society’s economic and other interests in educating
students. The 2010 reform law creates a state-backed system of loans at competitive rates.
However, it is not yet clear what level of funding will be made available for such a measure.

Strengthening links with the private sector

The private sector can help to provide both funds and direction to research efforts. The
incentive system should allow universities and their researchers to benefit both financially
and scientifically from research and innovation-led contracts with private sector companies.
Some provisions of the 2010 University law go some way towards this. Increasing

collaboration would both increase overall research outiut and imirove its dissemination.
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