Mario Draghi: Fact-finding preliminary to the examination of the budget
documents for the period 2008-10

Testimony of Mr Mario Draghi, Governor of the Bank of Italy, at the Joint Session of the Fifth
Committees of the Italian Senate and Chamber of Deputies, Rome, 10 October 2007.

The public finances have steadily improved since 2006 as a result of a sharp increase in tax
revenue, attributable in part to progress in reducing tax evasion and avoidance. The ratio of
taxes and social security contributions to GDP will be two percentage points higher in 2007
than in 2005. It will remain stable in 2008 at a relatively high level by international standards.

During 2007 the unexpected revenue has mostly been used to fund increased spending.
Similar choices have been made for the 2008 budget, which increases the deficit in relation
to that on a current legislation basis. The progress in reducing the budget imbalances is
modest. The measures needed to balance the budget are put off to the three-year period
2009-11.

In the two years 2007-08 the ratio of primary current expenditure to GDP will remain constant
at the highest levels recorded in recent decades.

The key issue for the public finances in Italy is curbing primary current expenditure. A public
spending review, budget reform, and strengthening the mechanisms for making local
authorities accountable are important ways of improving the use of resources in the public
sector. Studies by the Ministry for the Economy and Finance show that there is ample scope
for making savings without compromising the achievement of the main policy objectives.

The progress made in fighting tax evasion and avoidance means that the levy can be
redistributed in a fairer and less distortionary way. It is important that social policy be
carefully aimed at achieving objectives of fairness. Funded by reductions in expenditure,
vigorous action to reduce the burden of taxes and social security contributions on labour and
firms would boost the potential growth rate of the economy.

1. The public finances

Between 1997 and 2005 the general government primary surplus fell from 6.6 to 0.3 per cent
of GDP. In 2005 net borrowing amounted to 4.2 per cent of GDP and the debt ratio began to
rise again.

Excluding one-off measures, in the three years 2003-05 net borrowing and the borrowing
requirement were about 5 per cent and above 6 per cent of GDP respectively.

The increase in the imbalances was influenced by the gap between the strong growth in
current expenditure net of interest payments and the modest increase in GDP.

In 2006 the accounts improved significantly. Excluding the extraordinary charges deriving
from the cancellation of State Railways debt towards the State and from a European Court of
Justice decision on VAT (which together cost nearly 2 percentage points of GDP), net
borrowing fell to 2.5 per cent of GDP.

Excluding the effects of the economic cycle and a broader set of one-off measures, net
borrowing fell by 1.5 percentage points to about 3 per cent of GDP.

The improvement in the accounts was due to a significant increase in revenue. Taxes and
social security contributions rose from 40.6 to 42.3 per cent of GDP. Despite the fairly strong
growth in output, the ratio of primary current expenditure to GDP remained basically
constant.
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In 2006 expenditure (net of the extraordinary charges referred to above) and revenue
increased by €25.6 billion and €48.5 billion respectively and the deficit was reduced by €23
billion.

In 2006 the ratio of debt to GDP rose further, to 106.8 per cent.

The improvement in the accounts has continued in 2007. As in 2006, tax revenue forecasts
have been increased several times.

In September 2006 the Forecasting and Planning Report estimated net borrowing in 2007
would be 2.8 per cent of GDP.

In March, the Combined Report on the Economy and Public Finances projected net
borrowing on a current legislation basis at 2.3 per cent of GDP.

At the end of June, the Economic and Financial Planning Document lowered the projection to
2.1 per cent, mainly as a result of a further upward revision of revenue. At the same time
measures were adopted entailing additional expenditure amounting to 0.4 percentage points
of GDP; net borrowing for 2007 was therefore estimated at 2.5 per cent.

Decree Law 81 of 2 July 2007 provides for an increase in outlays of €5.6 billion in 2007 (a
further €0.8 billion comes from the simultaneous revision of the budget) and of €1.6 billion in
each of the two following years. Most of the provisions (€2.5 billion) consist in supplementary
appropriations or attenuate spending constraints on central government departments. A
further €0.9 billion is allocated to finance an increase in low pensions. Resources are made
available to modernize the ordinary road and railway network (€0.5 billion and €0.7 billion
respectively), for current transfers to public enterprises (€0.3 billion, of which two thirds to the
State Railways) and for international peace-keeping missions and humanitarian aid (€0.3
billion). Finally, €0.2 billion is made available for short-term substitution of school personnel
and around €0.3 billion for changes to the domestic stability pact.

Additional provisions inserted when the decree was ratified have no final effect on net
borrowing. The amendments that increase the deficit (the easing of the constraints imposed
by the domestic stability pact, the extension of the IRAP relief on labour costs to banks,
financial companies and insurance companies, and the attenuation of the rules on sector
studies) are offset by new tax measures (changes in the deductibility of expenses for
company cars) and by a reduction in current and capital spending.

At the end of September, the Forecasting and Planning Report further updated the
projections for the public finances on a current legislation basis: revenue was revised
upwards by more than €6 billion, while expenditure was reduced by nearly €3 billion.

A decree law approved together with the Forecasting and Planning Report allocated the
improvement largely to finance a one-off measure for persons with low incomes who are
unable to exploit all the income tax reliefs (€1.9 billion, accounted for in the official estimate
as a reduction in revenue) and a net increase in expenditure of €5.4 billion.

The technical note appended to Decree Law 159 of 1 October 2007 estimates that the
measure entails an expenditure increase of €5.9 bhillion — most of which for the advance
payment of charges pertaining to 2008 — and expenditure savings of €0.5 billion. The
additional current expenditure amounts to €2.1 billion, excluding the indirect effects on
revenue, and the additional capital expenditure to €3.8 billion. The decree’s effects in
subsequent years will be negligible. Measures to support the weakest households include
the start of a public housing construction programme (€0.6 billion), which will also be used for
the modernization of existing dwellings. A further €0.1 billion is allocated for the purchase of
property to be leased for social housing. Additional resources are granted for the 2006-07
public employment labour contracts; adjusted for the indirect impact on revenue, the
measure will cost around €0.5 billion. Some current transfers to the State Railways (€1.0
billion) and the National Road Agency (€0.2 billion) are also brought forward. A further €1.5
billion is allocated for other capital expenditure, mainly on the metropolitan transport systems
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of Rome, Naples and Milan (€0.8 billion) and for the MOSE barrier project and other
measures to safeguard Venice (€0.2 billion). Finally, expenditure of €0.9 billion is brought
forward for development cooperation and assistance, of which €0.4 billion on capital account.
A one-off payment of €150 is to be made to taxpayers whose net personal income tax liability
for 2006 was nil, plus an additional €150 for each dependent (€1.9 billion).

The Report now estimates general government net borrowing for 2007 at 2.4 per cent of
GDP.

With respect to the forecasts made in the autumn of 2006, which put net borrowing at 2.8 per
cent, revenue has been revised upwards by a total of €16.4 billion (1.1 per cent of GDP);
excluding the measure in favour of persons with low incomes who are unable to exploit all
the income tax reliefs, the increase amounts to €18.3 billion. The estimate for expenditure
has been raised by €10.7 billion (0.7 per cent of GDP) mainly as a result of the measures
passed in June and September (€11.8 billion).

Over half of the revision to the estimate for revenue (€9.3 billion) was made in March 2007
on the basis of the 2006 outturn for receipts. The subsequent revisions have mainly involved
direct taxes (€6.4 billion, excluding the effects of the measure in favour of persons with low
incomes who are unable to exploit all the income tax reliefs), in connection with the sharp
increase in receipts of self-assessed taxes in the four months from June to September
compared with the same period of 2006 (31.1 per cent).

According to the official estimates, without the above provisions net borrowing in 2007 would
be close to 1.5 per cent of GDP.

The Report estimates that the ratio of revenue to GDP in 2007 will be 0.6 percentage points
higher than in 2006. This increase is largely ascribable to self-assessed taxes paid by
enterprises and social security contributions, which include allocations to severance pay
provisions.

Compared with 2006, the ratio of primary current expenditure to GDP declines by 0.1
percentage points, to 39.8 per cent. This estimate does not include the cost of the measure
in favour of persons with low incomes who are unable to exploit all the income tax reliefs,
which, as mentioned earlier, is accounted for as a reduction in revenue. Using the consumer
price index as a deflator, expenditure in real terms increases by 2.5 per cent, broadly in line
with the average for the last ten years (2.3 per cent).

The estimates given in the Forecasting and Planning Report show capital expenditure
increasing by 12.6 per cent and its ratio to GDP by 0.3 percentage points (excluding for 2006
the extraordinary expenditure connected with the decision on VAT and the cancellation of the
debts of the State Railways). The measures passed in the second half of the year to increase
and anticipate expenditure, of which more than €5 billion on capital account, should reverse
the decline recorded in the first half of the year (-4.1 per cent, according to Istat).

The Report estimates that the ratio of public debt to GDP will fall from 106.8 to 105 per cent.

The information currently available on the performance of the public accounts basically
confirms the estimates contained in the Report.

In the first nine months of the year State budget tax revenue grew by 6.4 per cent. In the first
seven months the general government borrowing requirement, net of privatization receipts,
was €25.8 billion, almost €15 billion less than a year earlier. Its ratio to GDP in 2007 is the
lowest of the last ten years.

The increase in tax revenue has been driven by receipts from self-assessed taxes, which
reflect the upturn in economic activity in 2006, the measures taken to counter evasion and
avoidance, and the provisions broadening the tax base to offset the effects of the European
Court’s 2006 decision on VAT. Overall revenue from other taxes has also grown faster than
GDP: excluding one-off taxes (receipts from which are down from €5.6 billion to €1.2 billion)
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and receipts from self-assessed taxes, State budget receipts grew by 5.3 per cent in the first
nine months of the year.

As in 2006, VAT receipts have increased faster than consumption, reflecting the shift in the
composition of demand towards goods taxed at a higher rate, while consumption of food
products has declined, there has been a significant rise in purchases of durables and the
measures taken to reduce the scope of tax evasion and avoidance. Revenue from the
withholding taxes on income from financial assets has reflected the strong performance of
share prices in 2006 and the rise in interest rates. The rapid growth in social security
contributions has been influenced both by payments connected with the transfer to INPS of
the portions of workers’ severance pay accrued during the year and by the increase in some
contribution rates introduced with the Finance Law for 2007.

In the first seven months of the year general government debt rose by €44.9 billion. The main
contributory factors were: the overall borrowing requirement (€22.3 billion), curbed by the
reduction in the share capital of SACE, which led to €3.5 billion in revenue for the Treasury;
the increase, of a seasonal nature, in the assets held by the Treasury with the Bank of Italy
(€18.7 billion); and the issue of securities at a discount (€4.1 billion). In the two-month period
from August to September the above-mentioned assets fell by about €9 billion, slowing the
rise in the debt by an equivalent extent. In the last quarter they are likely to fall further; at the
end of September they exceeded €32 hillion.

2. Forecasts on a current legislation basis and objectives for 2008 and the
following years

The update of the Economic and Financial Planning Document, presented at the end of
September, contained improved public finance forecasts on a current legislation basis for the
years 2008-11.

Net borrowing on a current legislation basis in 2008 is estimated at 1.8 per cent of GDP,
compared with an estimate of 2.2 per cent last June and 2.9 per cent in last year's
Forecasting and Planning Report. However, the objective of 2.2 per cent for net borrowing
indicated in the Report is confirmed.

Compared with 2007, the planning scenario shows the ratio of tax and social security
receipts to GDP unchanged at 43 per cent. Primary current expenditure increases by 0.2
percentage points, to 40 per cent, equal to the peak reached in 2005. Capital expenditure is
expected to fall by 0.4 percentage points.

The targets for net borrowing indicated in last June’'s Economic and Financial Planning
Document for the years 2009-11 are substantially confirmed, even though the estimates on a
current legislation basis improve by 0.3 percentage points each year. A balanced budget is
expected to be achieved in 2011, the last year of the current legislature; the primary surplus
should reach 4.9 per cent of GDP. The public debt should fall below GDP in 2010.

In the planning scenario of the update of the Economic and Financial Planning Document the
budget balance adjusted to take account of the economic cycle and one-off measures
improves by 0.2 percentage points of GDP in 2008 and by about 0.7 points in each year of
the three subsequent years, going from structural net borrowing of 2.1 per cent of GDP in
2008 to close to balance in 2011.

In the official estimates the achievement of these objectives will require yearly interventions
to curb net borrowing from 2009-11 of the order of 0.4 percentage points of GDP. This
estimate is based on projections on a current legislation basis and therefore excludes some
outlays that, while forecast, require the formal adoption of legislative measures (in particular,
expenditure for the renewal of public employment contracts, service contracts and contracts
for public works). To finance this additional expenditure, the corrective measures will have to
be significantly greater than those indicated.
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3. The budget for 2008

The budget includes several related provisions that the Government intends to present over
the coming weeks. These regard the implementation of the Social Security, Labour and
Competitiveness Agreement signed by the Government and the two sides of industry in July,
government rationalization measures, and social, family, health, infrastructure and
environmental policies.

Overall, the budget increases net borrowing in 2008 by €6.5 billion (0.4 percentage points of
GDP). It raises resources amounting to €5.4 billion and increases expenditure and introduces
tax reliefs amounting to almost €12 billion.

Beginning this year, the analysis of the budget measures and documents has been made
easier by their organization according to missions and programmes recently introduced for
the State budget.

3.1 Expenditure
The budget increases public expenditure by €3.9 billion.

An expected €4.7 billion in savings is offset by an increase of almost €8.7 billion in
expenditure, two thirds of which is current expenditure.

The increases in current expenditure principally regard public-sector employment (€2.2
billion) and allocations for the July agreement (€1.3 billion).

The resources for public employment serve almost entirely for the renewal of the 2006-07
national contract; together with what was allocated by previous Finance Laws and by the
decree law of 1 October, they guarantee an increase in earnings equal to 4.85 per cent
beginning in February 2007, as agreed in the spring with the trade unions. Regarding the
2008-09 contract, it should be noted that the accounts on a current legislation basis include:
€0.7 billion for an indemnity in 2008 for late signing of the new contract. Other increases in
current expenditure regard the ministries (€1 billion), the armed forces (€0.3 billion) and
social policies (€0.2 billion).

For the first time since 1999, the rules of the domestic stability pact remain substantially
unchanged; this contributes to the stability of the legislation and accordingly to its
effectiveness. The structure of the pact outlined in the 2007 Finance Law, centred on local
government monitoring of balances rather than expenditure, is confirmed. The new structure
requires that local entities have significant margins of financial autonomy.

Several new provisions, with costs amounting to €0.3 billion, are introduced to resolve
problems that emerged in the first year of applying the new rules for local authorities. The
objectives set for those that on average recorded a budget surplus in the three years 2003-
05 have been made less demanding; the administrative surplus can be used to finance
investment expenses. An adjustment is introduced for the authorities that recorded
extraordinary one-off revenue in the period 2003-05, making the objective (calculated on the
basis of the results in the same period) less stringent.

In the health sector several regions will be granted a thirty-year central government advance
of €9.1 billion, to help implement the plans agreed with the Government to eliminate their
deficits. While having significant effects on the borrowing requirement and on the debt in
view of its financial nature, the measure does not affect net borrowing.

Under this transaction the regions’ liabilities will be replaced by government debts (needed to
finance the advance granted to the regions). The impact on the borrowing requirement and
on the public debt will not be null (it is officially estimated at €3.2 billion) since about one third
of the debts to be repaid are of a commercial nature and accordingly are not included in the
public debt.
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The increases in capital expenditure (€2.5 billion) are mainly for ministries and the
refinancing of measures to support the economy (€1.2 billion), territorial protection, local
transport and infrastructure.

More than half of the expenditure savings (€4.7 billion) are on capital account; those on
current expenditure (€1.8 billion) are mainly due to a reduction in intermediate consumption.

In detail, savings are expected from the shortening from 7 to 3 years of the time limit before
extinction of expenditure arrears (€1.6 billion), from ceilings on extraordinary maintenance
expenditure for public buildings (€0.5 billion) and from the requirement that social security
institutions’ real-estate investments consist exclusively in units of real estate investment
funds or shareholdings in real-estate firms (€0.4 billion). Capital grants for business
investment are reduced by €0.1 billion.

The reduction in the intermediate consumption of central government departments (€0.8
billion) derives from the introduction of expenditure ceilings on ordinary maintenance of
public buildings and on rentals (€0.3 billion) and from the rationalization of procurement of
goods and services (€0.5 billion). Parameters are introduced to permit more effective
management control by the single departments, and the use of a central purchasing system
is encouraged.

Measures to improve public spending and reorganize general government are expected to
yield savings of €0.4 billion. Reorganization will involve military justice, local government and
mountain communities. Rules are introduced to speed up the computerization of
government.

The provisions setting limits on the utilization of some types of tax credit will reduce outlays
by €0.3 billion.

3.2 Revenue

The budget measures are expected to reduce tax revenue by €2.6 billion, providing for €3.3
billion in tax reliefs and €0.7 billion in tax increases.

Tax relief of €2.8 billion is granted to households, mainly in relation to first homes (€2.5
billion), and the structure of taxes on companies is modified.

Households will get relief on the municipal property tax (ICIl) and income tax relief mainly in
connection with house rental.

For persons with annual income of €50,000 or less, there is a reduction in the tax on first
houses of up to €200, or 1.33 per mille of the tax base, over and above the basic reduction
provided for by the central government and others enacted by each municipality. The cost of
this measure (€0.8 billion) is charged to the central government, as the revenue loss to
municipalities will be made good by central government transfers.

In addition, tenants with a registered lease for their first house are allowed a personal income
tax credit of €300 if total income does not exceed €15,493.71 and €150 if it is between that
figure and €30,987.41. There is an alternative tax credit for young people aged 20 to 30 for
the first three years of a registered lease for their first house. The amount is €991.60 for
incomes up to €15,493.71 and €495.80 for incomes between that amount and €30,987.41.
Persons with incomes so low as not to be taxable will receive an amount equal to the portion
of the tax credit they are unable to benefit from; the procedures have yet to be determined.
Overall these measures will entail a revenue loss of €1.3 billion.

It is provided (at a cost of €0.4 billion) that the imputed income from first houses will no
longer count in calculating tax credits for dependents and for labour income, and also that
taxpayers with only income from real estate up to €500 will be exempt from income tax.

Some other tax reliefs for households are extended, at a total cost of €0.3 billion. Income tax
credits for housing renovation expenses are extended to the years 2008-10 (retaining the
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€48,000 ceiling and the 10 per cent VAT rate). So are the incentives for upgrading the
energy-efficiency of buildings (retaining the 55 per cent tax credit and the ceilings already in
place, which vary with the type of work performed).

Taxes on companies are reorganized on a large scale, with essentially no net impact on the
public finances. The measures involve significant simplification.

Tax rates are lowered. The rate of corporate income tax (Ires) is reduced from 33 to 27.5 per
cent and that of the regional tax on productive activities (IRAP) from 4.25 to 3.9 per cent.
Nevertheless, the overall rate of taxation remains higher than in many EU countries,
including Germany and the United Kingdom.

However, the lowering of the rates will be essentially offset, when the new system is fully in
place, by the broadening of the tax bases and by the limits to the use of reliefs granted via
tax credits.

The Ires tax base is broadened mainly by setting a new limit to the deductibility of interest
expenses and abolishing accelerated depreciation. There will be redistributive effects among
firms, generally to the benefit of the less heavily indebted. Also, a more favourable treatment
for corporate reorganizations is reinstituted.

To broaden the corporate income tax base, the treatment of consolidated reporting is also
revised. The portion of capital gains enjoying the participation exemption is raised to 95 per
cent, as for dividends; this measure tends to shrink the tax base. Consistently with the new
treatment of interest expense, the rules on thin capitalization and the pro rata capital tax are
abolished, simplifying the system.

The tax base for IRAP can now be drawn directly from the company’s income statement
without the adjustments required for business income, independently of the rules followed in
drawing up the accounts (Italian Civil Code or international accounting standards). This
produces not only a simplification of formalities but also greater certainty for firms, by
reducing the scope for possible disputes.

The restructuring of IRAP is accompanied by the diminution of some tax credits (those for
small enterprises and the fixed-amount credit in connection with labour costs); and as for
Ires, accelerated depreciation is no longer allowed. For banks and insurance companies the
tax base will include 50 per cent of dividends.

Sole proprietorships and partnerships will be able to opt, in place of personal income tax, for
separate taxation of retained earnings, at the same rate as corporate income tax.

For self-employed workers and small enterprises with revenues of less than €30,000 a
substitute tax regime is introduced with a tax rate of 20 per cent, exemption from VAT and
IRAP, and documentation and accounting simplifications.

In addition to the revenue requirement, eligibility for this regime also requires that the
taxpayer not have made export sales, not have had any employees during the year, and not
have purchased capital goods worth more than €15,000 in the last three years.

At present self-employed workers and small enterprises can opt for one of four different,
favourable tax regimes, if they comply with a specific set of requirements (involving amount
of revenues, start-up of new business, inclusion within sector studies). Of these regimes, the
only one that will remain is that for persons who start up new professional or business
activities, and only for the tax year in which the business is started up and the following two.

Finally, some sectoral tax reliefs are extended to 2008, reducing estimated revenue by €0.7
billion.
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4, Some evaluations

The Government has said on more than one occasion that the crucial challenge of Italy’s
public finances consists in simultaneously bringing down the debt ratio and reducing the
fiscal burden on honest taxpayers. To achieve these objectives it is necessary to curb
primary current expenditure, which in the past few years has grown at a real rate of between
2 and 2.5 per cent a year, and to “spend better” by improving the effectiveness and efficiency
of public-sector operations.

Recent fiscal policy decisions do not brake the growth in expenditure. The unexpected
additional revenue that has come in this year has gone largely to increasing expenditure. For
2008, the budget will result in a net increase in expenditure of almost €4 billion with respect
to the projection on a current legislation basis. This estimate includes the expected effects of
an effort to rationalize outlays. However, the spending cuts planned in recent years have not
always been carried out in full. Moreover, the recent agreements on pensions will have a
significant amplifying impact on expenditure in the medium term.

Partly as a consequence of these fiscal policy decisions, the Government’s estimates show
primary current expenditure growing by 4.3 per cent both this year and next. In real terms,
the increases are close to those registered in the last ten years.

These developments are difficult to square with the medium-term objectives set out in the
update of the Planning Document. According to this document’s macroeconomic scenario, in
order to achieve budget balance in 2011 without increasing taxes or cutting back investment
with respect to the levels planned for 2008, the ratio of primary current expenditure to GDP
needs to fall by more than 2 percentage points in the three years 2009-11; expenditure would
have to decrease slightly in real terms.

If it were also intended to bring revenue as a percentage of GDP back down to the 2005 level
(44.4 per cent), the ratio of primary current expenditure to GDP would have to fall by more
than 4 percentage points in 2009-11, with expenditure contracting in real terms by more than
2 per cent per year.

As the “Green Paper” prepared by the Advisory Committee for the Public Finances observes,
there is ample scope for achieving savings in all the main expenditure items by reorganizing
departments, reviewing priorities, assigning duties more precisely and establishing clear
criteria for the evaluation of results.

The budget reform and the start of the spending review, implemented at some ministries
(Justice, Infrastructure, Interior, Education and Transport), go in the direction of improving
the quality of public spending and curbing its level in the medium term. Added to them are
the revision of the classification of the State budget, the action begun last year in the health
care sector and the proposals for the universities and for the school system.

Entrenched practices, the multiplicity of actors, and the inevitable complexity of the rules
mean that expenditure reform is a long-term endeavour. However, it is important to achieve
results in the short term too.

The projected reduction of net borrowing in the two years 2007-08 is slow-paced. Forecast
net borrowing this year (2.4 per cent of GDP) is barely lower than last year’s figure (2.5 per
cent excluding the extraordinary charges for high-speed rail infrastructure and for the
decision on VAT). For 2008 the Government confirms the objective of 2.2 per cent, which
had been fixed assuming much less favourable developments in the public finances.
Excluding the contributions received in respect of employees’ severance pay, which will have
to be returned to workers, net borrowing would be significantly higher in both years.

According to the Government’s estimates, net borrowing will decrease by 0.5 percentage
points of GDP in 2007, excluding cyclical effects and one-off measures. The improvement
would be smaller if the contributions in respect of employees’ severance pay were included
among one-off measures. A further improvement of 0.2 points is planned for 2008.
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The experience of the years 2000-01 suggests it would have been advisable to exploit the
positive cyclical phases in order to reduce net borrowing. The decision again to postpone
action on the expenditure side increases the budget adjustments needed to achieve a
balanced budget in 2011. And there is the risk that cyclical conditions in the future could
make the adjustment put off today even more complicated.

The jump in revenue is due in part to factors that may not be repeated in the coming years.
Revenue has exceeded the forecasts not only in Italy but in other countries too. In some of
them, the extra revenue has gone above all to reducing the budget deficit. In Germany it has
been used to achieve a budget position that is broadly in balance as early as this year, with a
small surplus planned for 2008, while as recently as 2005 net borrowing exceeded 3 per cent
of GDP. Furthermore, as part of the reform of the federal structure, the German government
has proposed adopting budgetary rules aimed at ensuring budget balance over the entire
economic cycle.

The official forecasts indicate that in 2008 the ratio of tax and social security receipts to GDP
will remain at the same high level of 2007.

The taxation of households will be affected above all by the new tax breaks for the taxpayer’'s
home, largely offset by the automatic increase in taxation due to fiscal drag.

Personal income tax (Irpef) has a highly progressive structure that, in the presence of
inflation, results every year in households’ tax liability increasing more than their taxable
income. A periodic evaluation of the effects of fiscal drag would help to increase the
transparency of fiscal policies.

The taxation of firms will undergo a series of changes that will ultimately tend to
counterbalance each other. Some measures involve an appreciable simplification of
formalities and an improvement from the standpoint of the certainty of tax rules.

The proposal for the municipal property tax (ICl), a tax that is relatively non-distortionary for
economic activity, does not appear to be consistent with the objective, confirmed with the
draft enabling law presented in August, of strengthening the tax autonomy of local
government bodies. The municipal property tax is the linchpin of local finance in many
countries, thanks to the ease of assessing it, the low mobility of its tax base and the latter’s
relatively uniform geographical distribution compared with other forms of wealth.

The threshold of income below which taxpayers may benefit from the ICI relief, set at
€50,000, excludes a limited number of taxpayers. The size of the break for taxpayers who
live in a rented home is independent of the number and income of other members of the
household and of the zone of residence.

The July agreement between the Government and the social partners, which will be
incorporated into a bill accompanying the Finance Bill, increases the eligibility requirements
for length-of-service pensions, starting in 2008, more gradually than had been established in
the 2004 reform.

In a context marked by pronounced ageing of the population, it will only be possible to pay
adequate pensions by raising the average effective retirement age.

The agreement postpones the updating of the coefficients for converting accrued
contributions into benefits until 2010. This will be 15 years after the introduction of the
coefficients, which, moreover, were based on the 1990 mortality tables. The agreement
creates the conditions, after 2010, for the coefficients to be updated more frequently and
automatically.

Some of the solutions envisaged in the agreement risk moving the system further away from
the basic principles of a notional defined-contribution system: equal treatment of workers and
a close link between contributions and benefits. The latter improves labour market incentives,
in particular making irregular employment less advantageous, and allows greater freedom to
be offered in the choice of retirement age.
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More specifically, the agreement indicates the possibility that the coefficients will no longer
be the same for all workers, with distinctions made according to sector of activity. The
possibility is also mooted of guaranteeing some workers a minimum income replacement
ratio of 60 per cent, independently of the contributions paid, the growth of the economy and
demographic developments.

The new rules on supplementary pensions, which entered into force on 1 January 2007,
have led to a significant increase in the number of persons signed up with private pension
funds, but the proportion of workers who have enrolled is still insufficient.

According to data collected by Covip, the supervisory authority for pension funds, in the
middle of 2007 the workers signed up with some form of supplementary retirement scheme
(pre- and post-1993 occupational pension funds, open pension funds, individual pension
plans) numbered about 4.3 million (3.3 million at the end of 2006). Counting only private-
sector payroll workers, who were affected by the reform of the severance pay system, the
number signed up rose between end-2006 and mid-2007 from 1,828,000 to 2,730,000,
corresponding to a membership rate of 22 per cent. Members of pre- and post-1993
occupational funds authorized at the end of 2006 numbered 28 per cent of the potential total.
The data do not take account of those who were registered for supplementary pension plans
via tacit consent (whose number is not yet available).

To make sure that future pensioners have adequate incomes, it is necessary to continue the
efforts to increase the proportion of workers signing up. In particular, it needs to be increased
among young workers and employees of small firms and service businesses.

The contribution of persons operating in the asset management field is crucial to ensure that
individuals’ retirement saving choices are as appropriate as possible. The resources devoted
to advising customers need to be increased; the products offered must be simple and meet
workers’ needs. Administrative and management expenses must be kept as low as possible.
Competition between funds must be fostered by guaranteeing the maximum transparency
and comparability between the different products. Workers should periodically receive clear
information on the public and supplementary pensions they can expect to receive.

Some measures are intended to counter poverty and social exclusion. They are in addition to
the increases in small pensions approved at the end of June and the measures to strengthen
unemployment benefits outlined in the July agreement. According to Istat, in 2006 some 11
per cent of Italian households were poor, that is 2.6 million households and 7.5 million
individuals. Poverty is especially common among households in the South, those in which
the head of the household is unemployed and those with a large number of members, above
all children not of legal age. Italy’s poverty rate is high by international standards.

It is important to identify instruments that give systematic support to persons in need. A
preliminary assessment suggests that some of the measures proposed could be targeted
more specifically at the weakest categories.

Apart from its temporary nature and the implementation difficulties, the subsidy for persons
with low incomes who are unable to exploit all the personal income tax reliefs, introduced
only for 2007, might not be very effective in reducing the extension of poverty. In particular, it
does not take account of households’ overall economic conditions.

The budget for 2008 keeps the main items of the public finances at the levels forecast for this
year; it does not take advantage of the good performance of revenue to accelerate the
reduction in the public debt; it does not return a significant share of the recent increases in
revenue to taxpayers.
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Over a longer span of time the Forecasting and Planning Report shows that a one
percentage point increase in the growth rate of the economy for ten years would reduce the
ratio of the public debt to GDP by about 10 percentage points.

Fiscal policy can be a major factor in the growth of the economy. A pension system that
encourages people to continue to work; a tax system that attenuates the heaviest and most
distortionary forms of taxation (the measures on corporate income tax and the regional tax
on productive activities are steps in the right direction); an education system that, reformed
along the lines of the Government’s White Paper, guarantees higher and more uniform levels
of learning across the country; and a system of social assistance carefully targeted to needy
citizens these are the pillars of such a fiscal policy.

A start has been made on measures to increase the efficiency of public expenditure and
improve the organization of the public sector. The challenge is now to achieve a sharp
slowdown in primary current expenditure, reduce the burden of taxes and social security
contributions on workers and firms, and increase the share of public resources invested in
infrastructure and human capital, together with that allocated to the alleviation of poverty.
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Table 1

Main indicators of general government finances (1)
{billions of euros)

1997 1998 1999 2000 2001 2002 03 2004 2005 2006 2007/
Primary surplus {2) 604 558 S48 518 403 0 M4 M7 1756 47 20 382
as a percentage of GOP 6.6 51 49 43 az 27 1.6 i3 0.3 a1: 25
Interest payments (3) 974 AR3 744 75K TRR T15 RA4  RST  R4?  RTR: T45
a5 a percentage of GNP 93 iy EE (%] ) 55 51 47 45 46; 4H
]
Met borrowing (2) (3) 281 305 186 238 3B5 271 466 481 585 @55} 364
A5 A perrantage of GNP ar 25 1.7 20 31 29 35 15 42 4.4 E 24
]
Bonmowing reguiremenl 190 285 153 260 569 3TT 401 437 TD3 545
as a percentage of GOP 1.8 26 1.4 22 16 29 30 26 49 a7
Bomowing requirement
nit of privatization receipis O 34 WD 415 BE1S W7 8/ SED 744  S4K!
as a percentage of GDP 28 a3 24 35 48 21 43 4.2 53 AT ' 24
Bomowing requirement
net of setilements of past H
debls and privalization :
receipts 30.2 338 ny 6.9 2.2 M3 454 T3 T30 M3
a5 a percentage of GNP 79 i1 7H i1 47 ¥ ib 41 51 Are
i
Dell 12361 1.254.2 1,281.9 13000 13573 1.367.2 1.3924 14434 13112 1.5?5.4E
a3 a percentage of COP 118.1 1149 1137 10991 08T 1036 1043 I038 1082 10688: 1030

Sources: For the general government consclidated accounts for the peried 1997-2006, based on Istat data; for 2007
estimates in Refazione previsionale e programmalica per i 2000
{1) Rounding may cause discrepancies — (7) The figure for 2000 does not Include the procesds of the sale of LIMTS
licences, which are deducted rom expenditure in e national accounts. = (3) Includes he elfects of swaps and forwand

rdle agresmentls.

Tahle 2

Dircet taxes
Indirect taves

Current tax revenue

General government revenue (1)

1997
15.8
127

280

Actual social security contributions 146

Imputed social socunty

conmbutions 04
Current lax revenuwe and social
security contributions 430
Capital taxes 0.7
Tax revenue and social security
contributions 437
Olher current revenue 37
Other capital revenue D2
1 otal revenue 47.7

(as a percentage of GDF)
1998 1999 2000 2001 2002
143 140 144 147 139
151 144 145 147 143
293 298 299 289 282
122 122 121 120 122
04 03 03 03 03
420 423 #5 #H2 06
04 01 01 01 02
473 474 41.6 413 4iLE
36 36 34 35 35
03 04 03 02 02
462 464 454 450 4

2003
134
140
274

124

03
40.0
13
414
34
03

451

2004
123

141

0.3
40.0
0.6
4.5
36
0.3

445

2005 2006 | 2007

124

4LE
A5

0.3

444

145

149

146

235

132

0.2

4.0

0.1

450

34

D2

467

Sources: For the penod 194972006, hased on Istat data; for 200/ esbmates in Helazone prevsonaie @ programmaiica

per il NN

{1) Rounding may cause discrepancies
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Table 3

General government expenditure (1)

1997 1998 1999 2000 2001 2002 2003 2004 2005

2006 EEUIJT

(as a percentage of GDP)
Compensation of employvees 113 106 106 104 105
Intermediate CoNSUMpYIon 4.8 44 50 5.0 51
Market purchases of secial benefits in
kind 2.0 20 21 23 25
Social bencfits in cash 170 167 188 164 162
Interest payments 9.3 79 g5 63 6.2
Other current expendifure 25 a2 B R 34 32
Tolaal corrend expemidilure 470 452 442 4348 439
of which: excluding infereat
payimenls 37 3 N6 JT3F 376
Gross fied investment (2) 22 23 24 23 24
(Other capital expenditure {2) 1.2 1.4 1.5 14 1.8
Total capital expenditure (2) 34 3B 38 3T 42
Tolal expendilue (7) 503 490 484 474 484
of which: excluding intereat
pepments (2 A0 410 4157 410 418

10.6
5.2

26
165

55
33
43.8

30.3
1.7

1.9
3.8
474

4i.9

100
5.3

26
168
51
36
44.2

380
25
19
4.3

45,8

434

10.0
=4

27
16.9

47
k1]
4.1

3.3
24

15
39
48.0

433

1.0 11.u§ 10.0

55 53l

e B
28 2a}
170 174: 172
45 48} 48
36 36 a0

¥
¥

445 4450 446

400 335F 398

23
L7
4.1

23: 28

AT 16
B0 44

485 505 49.0

441 60 442

Sources. For the period 1997-2006, based on Istat data; for 2007 estimates in Relazione previsionale e programmatica

e i PO

(1) Rourding may canese disoepancies — (20 The Ogure e 2000 doss nol inchede e poceeds of e sale of LIMTS
hcences (1.2 per cant of GLUF); in the national accounts these recedpts are enfersd as a deduction from the mem “Caher

capital expenditure”.

lablc 4

General government boerrowing requirement
{millions of euros)

Borrowing requirement net of scttlements of past

debts and privatization receipts
Scttlements of past debts
10 securites
in cash
Privalisalion ieceipls
Total borrowing requirement
FINANCIMNG
Cash and deposits (2)
of which: Paat Office funds
Short-term 3ecurities
Medium and long-term securities
Loans from MFis
Cilher ansachions (3)
of which: deposifs with the Bamk of taly
Mamorandum ifem:
Borrowing requirement financed abroad

2004 | 2005 | 2008

i A5
520

z

52T
83516
49675

16,364
-1,187

530
41,603
-1.409
5 fan
Y

4,004

AT

3,045
1,864
11
1.853
4,818
T, 794

21,574
4177
524
33,909
5,583
4,061
1,197

4,007

b 336

54 541

-7,104

7,601
4,957
4,067
33,156
63,554
54 ATT
8,20

243

2
241
-38

First 7 momnths

2005 | 2006 |2007 (1)

bh BYY
353

11
a5
4,023
52 038

17,207
-351
20,741
52,971
2.851
41333
A1, FEn

4,740

40,510
2

2

a7

-35

40 fA1

10,613
-3.107
22,004
230
914
=34 25

283

LVl
280

[

233

-3, 500
77,375

18,705
-21,839
2.305
35200
1470
AR 15A
R

-6E4

{1} Provisional. - (2} Post Office funds, notes and coins in circulation, and deposits held with the Treasury by entities not
ncdudded inogeneral govermmesnd — (3) Deposils el wilh e Bank of Daly, seoniliclion receipls amnd Cassa Deposili g
Hrastt 5.p.a. ans o general govermmeant. Since September 2006 the latter are included in the mem “Loans from MEIE".
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Table 5

Gansral governmant selected fiscal indicators: government projéctions — EFPD of Jung 2007 and Septamber update (1)

{as a percentage of GDR)
2006 2007 2008 2009 2010 201
Bastine Tamget Batire Tamet Bazre Tamet Bmewe Taet Bazine Tamet
[« 7T ]
Jung | Segl | Jane | Sepl | June | Gepl | June | Segt | June |Gepl | June | Gegl | June |Sepl | June | Gepl | June |Sepl | June | Gepl
mhm d4d 25 24 25 24 22 33 22 is 15 15 18 is ar ar 14 12 ek 11} 13 10
Frimary sphis o1 73 2% 23 38 |27 28 26 a0 | a4 3a 30 23 | 43 4z 34 37 (a8 a3 2 3w
e Test paryTranls 45 40 48 40 485 48 a5 48 43 48 az 48 47 49 432 48 48 44 48 48 47
Dt DB |1850 D50 S0 050|433 035 BOZ 10M1 [ D3 D15 BON4 1000 | B33 8A5 DR384 | BE0 851 7D 859

(1] Thae figuies Bor Jurse mciudie thir eiects of Diecred Lan 812007, ok fof Sepbimber Bk 20oount of thi eiects of Decree Lie 1502007,
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lable &

Estimated effects of the budget on the general
government consclidated accounts (1)
{mulfions of curos)

RFEVFNIIF

Increase In revenus 710
Limitation of group scioffs of VAT 480
Other measures 260
Decrease In revenus 3,310
Tax relicf for houscholds 2,830
Irpef — deduction first home rent 1.300

10T = ofeedipcfionn fov frst forme vl
Irpef — dedguchon sl home Ju0

Lthar 330

Tax relicf for companics (2) 420
of which: fax regime for smay and marginal faxpayers 240

MET DECREASE IN REVENUE 2,600

EXPENDITURE

Decrease in expenditure 4,730
Current expenditure 1,760
Irilermelicale conzsirngation vl
Rearganization of government depanments and imaroved quaiiy of expendiiure [3) 440

Cap on fax credit offscls 320

Pubiic employment o0
Minisry ransfer payvrmenls 90
Coapilal pxpendilne 2870
Lapsing of expendiiine Camyovers 1,640
Building maintenance 450
Investments of social secunty inslifutions 400
Territorial profecion 260
frrvessirrrearsl svilaidivg 1M

Cthar 120
Increase in expenditure 0,650
Current expenditure 5,900
Prhile amypinymmant 2200

Social secumy (4) 1,280
Intermediate consumplion and exponditure of ministries (5) 1,000
Armed forces 30
Domestic stability pact 280

Sncial and devainnment poiicies 1600

Lthar (L)
Capital cxpenditure 2450
Expendifure of ministies and reffinancing of measures fo supoort the economy (G 1.170
Temitarial protechion 360

{ ncal franspor 350
Infrastructireg 1o

Other 450

Other net effects (7) 300
MET INCREASE IN EXPENDITURE 3,920
TOTAL INCREASE IN HET BORROWING 5210
(1) Raaseatl o official eslimales conlained o e lechnicl reports and anmeaes o the Goanees bill Tor 2008 (Parlianenbany

Act No. 1817). — (2) Excluding the initial effects of the changes 1o corporate income tax (Ires) and the regonal tax on
productive activitics (Irap). - (3} Includes the reassignment of €300 million of revenue under Article 79(1) of the finance
bill. — {4) Concemns the appropriations to finance last July's Protocol on social security, labour and competitiveness. — (5)
Of which €200 million deriving from changes to Table A. — (G) Changes to Tables B and D. - (7} Effects of the changes
inlroxuced wilh Tatdes O F amd F
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Table 7a

Requirements to qualify for early retirement (July 2007 agreement)

as of
004 2005 2006 2007 (2008 2009 2010 2011 20012 2013 2014
Employes workers
ane nF ai 57 sr SH sE(1) S8 Hil Bl K1 E1
and
yeas of conlribulion 33 33 33 35 33 35 35 33 5 35 35
and
zggkﬂuﬁiﬂnd?&ﬂmﬂ 85(1) 9 8 96 9 &7
or
just years of contribution 38 33 3g k] 40 0 40 40 40 40 40
Self-employen wnrkers
dye 58 kil 56 =8 38 &0 (1) 50 &1 61 62 62
and
years of contribution 35 35 5 B 35 » 35 a5 3% 35 3%
and
sum of age and
yoars of contribul SG{1) 96 &7 a7 a0 %0
or
just years of confribution 40 AD 40 40 40 A0 AD A0 40 10 40
(1) As of July.
Table 7b
Requirements to qualify for early retirement (2004 reform)
as of
2004 2005 2006 2007 (2008 2009 2010 2011 2012 2013 2014
Empioyee Workers
dye ar aT 5T T 60 L] 61 1 61 61 62
and
yedns of conbibubion 35 35 35 k<] 35 ] 35 35 35 35 35
or
just yvears of confribution 38 38 38 i) 40 A0 40 40 40 40 40

Salt-amployed wWorkers

ENL] 56 35 56 =8 61 &1 62 62 62 62 63
and

years of contribution 35 35 35 35 35 35 35 35 35 35 35
or

just years of confribution 40 AD 40 40 40 AD 40 A0 40 L[] 40
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Figure 1

General government net borrowing,
primary surplus and Interest payments

(as a percentage of GDP)
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Figure 2

General government debt level and determinants of its change

(as a percentage of GDP)
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Figure 3

Tax revenue and social security contributions
and primary expenditure in Italy and the euro area

(as a percentage of GDF)
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Figure 4

Average cost of the debt, average gross interest rate on BOTs and
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(percentages)
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10-year yield differentials with respect to Italy

Figure &
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Primary surplus and temporary effects (1)

Figure 7

(as a percentage of GDP)
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programmatica per i 2008,

(1) The estimate of the temporary effects is based on the methods used by the Dank of Italy (see the
abridged wversion of the Annual Repon for 2006, pp 91-92) — (7) Fxchuding the effecis of the economic
cycle and one-oft measures; as a percentage of trend GUF.

Figure 8
Budget for 2008:
ﬂﬂmpﬂﬁi“ﬂﬂ and effects on net hﬂrrﬂ'ﬂ'iﬂg
(millions of euros)
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