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			Overview 

			
				Global growth prospects are clouded by uncertainty over economic policies 

			

			Worldwide economic con-ditions have improved slightly, though a number of uncertainties continue to weigh on the outlook. Prospects for the United States will depend on the economic policies enacted by the new administration, which have yet to be worked out in detail. The fiscal policy measures announced could have an expansionary effect, which is difficult to quantify at present, while the imposition and spread of restrictions on trade could have a negative impact. Global growth could be held back by any turbulence in the emerging economies associated with the normalization of US monetary policy.  

			
				Long-term yields are rising in the global  markets

			

			Following the presidential elections, expectations in the financial markets of an expansionary fiscal policy and higher inflation in the United States have triggered a shift in portfolios from bonds to equity. Long-term yields have also risen in the other advanced economies, but only to a limited extent owing to the divergence of monetary policies. Capital outflows from emerging economies have resumed.

			
				The ECB Governing Council has extended its asset purchase programme to ensure conditions remain expansionary 

			

			Growth in the euro area continues at a moderate though gradually strength- ening pace. The risks of deflation have largely sub-sided; inflation turned up-wards again in December but core inflation is still at low levels. With a view to maintaining the expansionary monetary conditions necessary to ensure inflation continues on an upward path, the ECB Governing Council has extended its asset purchase programme until the end of December 2017, or beyond, if necessary. From April 2017 purchases will continue at a monthly rate of €60 billion, as in the initial phase of the programme. 

			
				Italy’s economy continues to record moderate growth …

			

			The latest available indi-cators suggest that the Italian economy continued to recover in the autumn, though at a slow pace. Considering the performance of industrial production, electricity consumption and freight transport, which all recorded growth, and business confidence indicators, which are at high levels, GDP is estimated to have risen by around 0.2 per cent in the fourth quarter of 2016 compared with the third.  

			
				… driven by domestic demand

			

			Economic activity was stimulated by the revival of investment and the expansion of household expenditure. Signs of consolidation in the construction sector, and in the residential property segment in particular, have been confirmed. The downward trend in the consumer confidence index, under way since the beginning of the year, was interrupted in December.  

			
				Households diversify their portfolios

			

			The Bank of Italy’s debtor position on TARGET2 was practically unchanged in the last quarter of 2016,  reaching €357 billion at the end of December. Considering data on the balance of payments (available to November), the progressive widening of the balance between January and November can be attributed above all to the diversification of Italian households’ portfolios towards asset management services and insurance products – which reflect investment policies that are less biased towards national assets – and to the decline in bank funding on international markets, coinciding with liquidity creation through the Eurosystem programmes. The current account surplus recorded a further improvement.    

			
				Payroll employment rises

			

			In the third quarter of 2016 total employment stabilized and both fixed-term and open-ended payroll jobs increased. The latest cyclical indicators are consistent with a small expansion in employment in the closing months of 2016. Over the course of the year the pace of wage growth in the private sector slowed sharply, affected both by delays in many contract renewals and the absence of pay increments for 2016; the virtual freezing of contractual wages affected around half of all payroll workers.   

			
				Lending grows at a slow pace

			

			Lending to the non-financial private sector has continued to expand in recent months, as has business lending, though the pace of growth is still slow. The credit quality of Italy’s banks has continued to benefit from the brighter cyclical outlook, with the ratio of new non-performing to outstanding loans declining further. 

			
				Share prices rise; sovereign spreads remain high

			

			The risk premiums on  Italian government securi-ties, which had risen in the autumn, remained high. In the final part of the year share prices rallied; the recovery in Italian banks’ share prices came before the introduction of government measures to support banks’ liquidity and capitalization, already partly priced in by market operators.  

			
				The Government approves measures to support the banking system

			

			The Government has  authorized the funding of possible measures to support Italy’s banks and banking groups, which would take the form of capital injections or guarantees on newly issued liabilities, for up to a maximum of €20 billion; it will proceed with the precautionary recapitalization requested by Banca Monte dei Paschi di Siena, in compliance with European regulations on bank recovery and resolution and on State aid.     

			
				The projections are for continued growth …

			

			The projections for the Italian economy, updated to take account of the most recent developments and adjusted for working days, indicate that GDP rose by 0.9 per cent on average in 2016 and will expand at around the same pace this year too, before rising to 1.1 per cent in 2018 and in 2019. Output should continue to be driven by national demand and, from as early as this year, also by the gradual strengthening of foreign demand. In 2019 output is expected to still be about 4 percentage points below what it was in 2007.

			
				… assuming that credit conditions remain relaxed and Italy presses on with its reform agenda 

			

			The forecasting scenario assumes that long-term yields will remain low and credit standards generally relaxed, both in terms of cost and availability. This in turn assumes that conditions in the financial and banking markets in the euro area and in Italy will continue to be broadly relaxed and that risk premiums and volatility will experience no significant surge; it also reflects the assumption, incorporated in market prices, that Italy will press on with its reform agenda of recent years.   

			
				Risks to growth stem from the global situation

			

			Overall, it can be estimated that the risks to growth with respect to these projections remain pri-marily on the downside. The main factors of uncertainty, aside from financial conditions, stem from the global situation. In contrast to the main assumptions underpinning the projections, there is a particularly high risk that the recovery of the world economy could be affected by the emergence and spread of protectionism, as well as possible turmoil in the emerging economies.   

			
				Risks to inflation are balanced

			

			The recent agreements on production cuts among the largest oil producing countries could translate into higher than expected increases in consumer prices, especially this year. Downside risks to the inflation projections instead come from trends in private sector wage growth.      

		

	
		
			1 The world economy

			1.1	The world economy

			Global growth has gradually gained pace since last summer but, contrary to expectations, this has not translated into a solid recovery in world trade. A boost to economic activity could come from the implementation of a fiscal stimulus programme by the new US administration, the details of which are yet to be defined. There is a risk that the recovery of the global economy could be held back by a rise of protectionist pressures and by possible turbulence in the emerging economies.

			
				Growth exceeds expectations in the advanced economies ...

			

			In the third quarter of 2016 GDP growth in the United States accelerated beyond expectations to 3.5 per cent on an annualized basis (from 1.4 per cent in the previous period), thanks mainly to the contribution of net exports and of the change in inventories. The expansion in private consumption remained strong, while investment continued to stagnate. The information available for the fourth quarter, especially labour market data and the leading indicators, points to continued robust growth in economic activity. 

			In Japan GDP growth slowed to an annualized 1.3 per cent (from 1.8 per cent), suffering from persistently weak consumption and investment. The latest data for the fourth quarter show that the outlook is still uncertain. Looking ahead, the expansionary fiscal policy measures passed in the summer months could rekindle national demand.

			In the United Kingdom the rate of growth was unchanged at 2.4 per cent on an annualized basis, surpassing expectations and helping to dispel fears of an abrupt slowdown following the Brexit referendum. The Purchasing Managers’ Indexes (PMIs) signal further expansion in the fourth quarter (Figure 1), but uncertainty about the medium-term economic repercussions of the United Kingdom’s leaving the European Union remains acute. The British government has relaxed its fiscal consolidation programme for the next two years with a view to supporting national demand.
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				... and proceeds in the emerging countries, albeit with differing performances 

			

			Growth in China remained stable in the third quarter (6.7 per cent year-on-year). The latest data prefigure a moderate strengthening of the domestic components of demand in the fourth quarter, partly as a result of fiscal and monetary stimulus. Some risks remain, however, concerning the high level of private sector and local government debt and a possible slippage of house prices, which have gone up in the last two years. In India GDP continued to grow briskly (7.3 per cent year-on-year), while industrial production expanded at a very moderate pace. The sudden suspension of legal tender status for large denomination banknotes (which account for over 80 per cent of the total), enacted by surprise at the beginning of November in order to combat tax evasion and corruption, has reduced currency in circulation sharply, putting a brake on consumption and on economic activity. In Brazil the recession remains severe, with the economy contracting by 2.9 per cent in the third quarter and by 3.2 per cent in the year-earlier period, and the short-term economic outlook uncertain, owing partly to the still unsettled political situation. In Russia, following the recovery in oil prices, the decline in GDP eased (to -0.4 per cent, from -0.6 per cent), strengthening the prospects for a return to growth.

			
				Inflation rises slightly in the advanced economies 

			

			Consumer price inflation increased slightly in the advanced economies, thanks to the attenuation in the fall of energy product prices (Figure 2), but the core component remains weak. In December inflation in the United States rose to 2.1 per cent; net of food and energy products, it stood at 2.2 per cent. Following the presidential election there was an increase in medium- and long-term inflation expectations as implied by the prices of financial assets. In Japan inflation rose slightly in November but remained low (0.5 per cent). In the United Kingdom consumer price inflation climbed to 1.6 per cent in December, reflecting the depreciation of the pound sterling. 
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			After three consecutive increases, in December inflation decreased marginally in China (reaching 2.1 per cent), while it declined further in India (to 3.4 per cent), Brazil (6.3 per cent) and Russia (5.4 per cent).

			
				The outlook for world growth improves ... 

			

			According to IMF estimates released in January, global GDP grew by 3.1 per cent in 2016 and will accelerate to 3.4 per cent in 2017 and to 3.6 per cent in 2018 (Table 1). Compared with October 2016, the estimates have been revised slightly upwards for almost all the main advanced economies (except for Italy, see Section 2.10) and marginally downwards on average for the emerging economies, although an acceleration is forecast for these countries in the next two years. The adjustments for the advanced economies reflect the positive surprises of the third quarter and the expected benefits of the expansionary policies announced in the United States and Japan. Growth in the emerging economies will be affected by less favourable financial conditions: in Brazil the improvement is projected to be more modest than anticipated in October, in India growth will suffer a temporary slowdown, while in the short term China is expected to continue to benefit from its expansionary fiscal and monetary policies. An improvement is forecast for Russia and other commodity-producing countries.
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				… but is affected by the uncertainty surrounding economic policies

			

			The recovery of the global economy is subject to a number of factors of uncertainty. The prospects for the United States will depend on the economic policies enacted by the new administration, which have not yet been formulated in detail. In the assessment of the main observers, some of the announced fiscal policy measures could have an expansionary effect, which is difficult to quantify at the moment, while restrictions on trade could have a negative impact. In Europe, a high degree of uncertainty continues to surround the negotiations that will define the new trade relationship between the European Union and the United Kingdom. The normalization of US monetary policy and the evolution of exchange rates could be accompanied by turbulence in emerging countries. 

			
				The prospects for growth in world trade are revised downwards

			

			After an uptick in the second quarter, world trade continued to grow in the third, but at a modest rate and falling short of expectations. In the first nine months of 2016 trade returned to growth in the emerging countries compared with the corresponding period of 2015, albeit at a rate well below the post-crisis average, while it slowed sharply in the advanced economies in connection with a further weakening in investment, especially in Japan and the United States. Compared with the projections of last October, the IMF revised its estimates for growth in world trade downwards by 0.4 percentage points for 2016, to 1.9 per cent; its forecasts for 2017 remain unchanged. 

			
				Oil prices pick up again

			

			Since the end of November oil prices have risen following the oil production cutback agreement reached by the OPEC countries and some non-OPEC members such as Russia; in the first ten days of January oil prices stood at about $54 a barrel, the highest level since July 2015 (Figure 3). It remains in doubt, however, whether the deal will hold, given the geopolitical tensions between members of the cartel; the effects on prices could be temporary, owing to the persistent weakness of world demand and the possibility of a pick-up in production in the United States, where the oil rig count has been increasing again since the summer. Since the beginning of November the prices of non-energy commodities have risen, making up for the decrease recorded in the third quarter. The prices of industrial metals posted larger gains as an effect of recovering demand in China and expectations of increased infrastructure investment by the new US administration.
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				Expectations of an increase in US interest rates mount 

			

			In its meeting of 14 December, the US Federal Reserve increased the target range for the federal funds rate by 25 basis points, bringing it to 0.50-0.75 per cent, mainly in response to the further improvement in the labour market. The Federal Open Market Committee revised its projections for interest rates in the next three years slightly upwards. The expectations implied by market prices have also been adjusted upwards, reflecting the prospect of fiscal expansion by the new administration, but they continue to price in a gradual normalization of monetary conditions (two interest rate hikes in 2017; Figure 4). 
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			The Bank of England confirmed the expan-sionary stance it adopted at the end of August but, having revised up its projections for inflation in the next two years, it withdrew its indication of a probable further reduction of its bank rate (which currently stands at 0.25 per cent). The Bank of Japan, too, confirmed its monetary policy stance: in keeping with its new policy framework, by which it seeks to keep ten-year rates near zero, in November it intervened with an unlimited purchase programme of fixed-rate government securities to counter the upward pressure on the yield curve that emerged after the US presidential election. 

			
				Monetary policy in emerging countries is more expansionary on the whole

			

			In China and India the monetary policy stance remained expansionary: the Chinese central bank continued to inject liquidity into the system through open market operations, while the Reserve Bank of India kept its reference rates unchanged at historic lows following their reduction in October. In response to the attenuation in inflationary pressures, the Central Bank of Brazil made three cuts to its official rate, which nevertheless remains at historically high levels (13.0 per cent). In Russia the monetary authorities left rates unchanged after reducing them in September.

			1.2	The euro area

			In the euro area output continued to expand at a moderate, but gradually strengthening, pace, boosted by the domestic components of demand. The uncertainty weighing on world economic developments, in part reflecting geopolitical tensions, represents the largest risk factor for economic activity. Inflation picked up in December, beginning to reflect expansionary monetary conditions, but it remains low. At its meeting of 8 December, the ECB Governing Council extended the asset purchase programme until the end of 2017 at the least.

			
				The expansion continues over the summer … 

			

			In the third quarter of 2016 euro-area GDP rose by 0.3 per cent on the previous period, driven by the domestic components of demand. The contribution of household spending, general government expenditure and the change in stocks increased, while that of investment declined. Foreign trade subtracted 0.1 percentage points from the growth in output, as imports narrowly outpaced exports. Among the major euro-area countries, GDP grew in Germany and France by 0.2 per cent and in Italy by 0.3 per cent (Figure 5).
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				… and appears to gain pace in the fourth quarter

			

			Based on the latest data, the euro-area economy continued to expand in the fourth quarter at a slightly faster pace than in the third. The Bank of Italy’s €-coin indicator, which estimates the underlying trend of euro-area GDP growth, recorded a sharp increase in the autumn months, going from 0.45 in November to 0.59 in December (Figure 6). The Purchasing Managers’ Indexes also indicate that GDP continued to grow. The Eurosystem staff projections released in December 2016 indicate that GDP will rise by 1.7 per cent in 2017, as in 2016.
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				Inflation is rising …

			

			Inflation is gradually rising and the risk of deflation has largely subsided, but core inflation still does not exhibit a stable upward trend. In December consumer price inflation rose to 1.1 per cent (from 0.6 per cent in November), almost entirely as a result of the increase in prices of unprocessed food products (from 0.7 to 2.1 per cent) and energy products (from -1.1 to 2.6 per cent); excluding the most volatile components, consumer price inflation barely rose (0.9 per cent; Figure 7). The share of elementary items with negative price changes fell (from 24 per cent in November to 20 per cent); among core components, 34 per cent of goods and just 3 per cent of services saw their prices fall, well below the peaks observed in 2015. Among the main countries, harmonized inflation in December was higher in Germany and Spain (1.7 and 1.4 per cent respectively) and lower in France and Italy (0.8 and 0.5 per cent respectively).
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				… but is still low and is expected to remain so

			

			The Eurosystem staff projec-tions released in December indicate that consumer price inflation in the euro area as a whole will rise to 1.3 per cent in 2017, compared with 0.2 per cent in 2016, slightly below the projections of the professional forecasters polled by Consensus Economics. Short- and medium-term inflation expectations as implied by inflation swap yields, although rising since October across all maturities, remain historically low over the two-year and the five-year to ten-year forward horizons (at 1.2 and 1.8 per cent respectively; Figure 8), with a very slow return to levels consistent with the definition of price stability.
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				The ECB extends the time horizon for expansionary measures

			

			At its meeting of 8 December, the Governing Council of the ECB extended the horizon for the expanded asset purchase programme until December 2017 or beyond, if necessary, and in any case until it sees a sustained adjustment in the path of inflation consistent with its inflation aim. From April 2017 purchases will continue at a monthly pace of €60 billion. If, in the meantime, the outlook becomes less favourable, or if the financial conditions become inconsistent with further progress towards a sustained adjustment of the path of inflation, the Governing Council intends to increase the programme size or duration. It confirmed that the key ECB interest rates will remain at present levels (Figure 9) or lower for an extended period of time, and well past the horizon of the asset purchase programme. 
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			To ensure the continued smooth implementation of the programme, the Governing Council decided to broaden the range of eligible public sector securities starting from January 2017: the minimum remaining maturity required will be reduced to one year and assets with yields below the interest rate on the deposit facility will be accepted. 

			The Eurosystem’s asset purchases continued regularly. At 6 January 2017 purchases of government securities amounted to €1,266 billion, covered bank bonds to €204 billion, asset-backed securities to €23 billion and corporate bonds to €52 billion. At the end of December the Eurosystem had purchased about €210 billion worth of Italian government securities, of which €189 billion by the Bank of Italy.

			
				The third of the new targeted refinancing operations is carried out 

			

			On 21 December the third of the four new targeted longer-term refinancing operations (TLTRO-II) was carried out; 200 euro-area banks took part, obtaining funds amounting to around €62 billion (€48 billion net of the repayments of outstanding loans obtained under TLTRO-I). The total value of the funds raised in the three operations comes to €507 billion (€114 billion net). The Bank of Italy’s counterparties were assigned around €18 billion (both gross and net of repayments), for a total of €174 billion in the three operations (€63 billion net). 

			
				Low borrowing costs support the recovery of credit 

			

			Lending continued to expand: adjusted for seasonal factors and the accounting effect of securitizations, in the three months ending in November, lending to both business and households increased by 2.3 and 2.2 per cent on an annual basis, respectively. The average cost of new loans to firms and of those to households for house purchase, after dropping sharply in recent months in response to ECB monetary policy measures, stabilized around the lowest levels observed since the inception of the Monetary Union (both 1.8 per cent); the dispersion between countries remained at post-2009 lows (Figure 10).
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			1.3	World financial markets

			Following the presidential election in the United States, anticipation of an expansionary fiscal policy and the increase in expectations for inflation and growth has led to a shift in portfolios from bonds to equity and a marked increase in long-term yields. This tendency has spread to the other advanced economies, though less so than in the past, reflecting the divergence of monetary policies. Capital outflows in emerging countries have resumed, causing widespread depreciation of currencies.

			
				Yields on ten-year government bonds rise in the advanced economies

			

			The outcome of the American election has bolstered the rise in long-term US interest rates: on the one hand, expectations of higher inflation have fuelled those of a less expansionary monetary stance; on the other hand, expectations regarding the new administration’s economic policy have been accompanied by an increase in term premiums. The increase in yields in the United States has only partially extended to the other advanced economies (Figure 11). The extraordinary monetary policy measures in force in the euro area have mitigated the reaction of European rates, which had been greater on average in the past.
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			Compared with the end of September, the yield on ten-year US Treasury notes increased by 77 basis points to 2.4 per cent; that on German government securities, which was negative until October, rose by 37 basis points to 0.2 per cent. The increase in Japanese rates was even more subdued, partly due to the effect of the new monetary policy framework, an operational objective of which is control of the yield curve (see Section 1.1). The rise of 61 basis points, to 1.4 per cent, in the ten-year rate in the United Kingdom is also linked to the improvement in the projected performance of the UK economy and an increase in inflation expectations. 

			
				Share prices rise 

			

			In the advanced countries, stock market indices have risen since early November (Figure 12), benefiting from the expectations of fiscal expansion in the United States and Japan. Compared with the end of September, stock market indices are up 5 per cent in the United States, 17 per cent in Japan, 9 per cent in the euro area and 6 per cent in the United Kingdom. The volatility of equity markets, after a brief surge in the days following the American elections, has fallen back to low levels (Figure 13), while that of bond markets has remained slightly higher.
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				The spreads on dollar denominated corporate bonds decrease …

			

			Since the end of Septem-ber the spreads on corpo-rate bonds denominated in dollars have declined in both the investment grade and high yield segments, by 14 and 96 basis points respectively (Figure 14); those on euro-denominated securities have increased slightly, by 12 basis points, for investment grade paper, while they have decreased in the high yield segment by 65 basis points. The five-year CDS premiums of the leading banks have also fallen slightly, by 13 basis points in the euro area and by 11 basis points in the United States and the United Kingdom.
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				… while sovereign risk premiums increase in the euro area

			

			In the fourth quarter of 2016, in conjunction with the increase in US interest rates, there was a general increase in sovereign risk premiums in the euro area. The most pronounced increases in the yield spreads between ten-year government bonds and the corresponding German Bund occurred in Italy, Portugal, France, Spain, Ireland and Belgium (Figure 15). By contrast, the ten-year spread declined in Greece.
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				Financial conditions in the emerging markets worsen

			

			Conditions in emerging financial markets deterio-rated in the aftermath of the US election, though a partial recovery was recorded in December. Given the considerable capital outflows, many currencies, including the Chinese renminbi, have depreciated and the expected volatility of exchange rates has risen. The composite index of emerging market equities, measured in local currency, recorded a fall in November which was subsequently made good. The increase in US ten-year government bond yields was also transmitted to the main emerging economies, with only a temporary increase in sovereign spreads. Starting from the second week of November, the flow of savings into investment funds specializing in emerging markets contracted significantly.

			
				Differences in monetary policy are reflected in exchange rate movements

			

			The expectations raised by the new US administration and by the decisions of the Federal Reserve led to a sharp appreciation of the dollar and an overall weakening of currencies in the emerging countries. As a result of these developments, compared with the end of September the euro depreciated against the dollar by about 4 per cent, and rallied by about 8 per cent against the yen and less so, by about 2 per cent, against the pound sterling. In nominal effective terms the common currency depreciated slightly, by 0.5 per cent, returning to the levels recorded at the beginning of 2016 (Figure 16).
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			2 The italian economy

			2.1	The cyclical situation

			After the acceleration of GDP in the third quarter, the indicators available suggest that the Italian economy continued to recover in the autumn, albeit at a slightly slower pace compared with the previous quarter, driven by the increase in investment and the growth in household spending. Leading indicators point to a moderate expansion of economic activity in the first quarter of 2017 as well. 

			
				Investment sustains the expansion of economic activity in the summer months

			

			In the third quarter of 2016 GDP expanded by 0.3 per cent compared with the previous quarter (Figure 17, Table 2), as in the euro area as a whole. National demand contributed 0.4 percentage points to growth (of which 0.1 percentage points attributable to the change in stocks and valuables). After stagnating in the second quarter, investment returned to growth (0.8 per cent), led upwards by purchases of machinery, equipment and, above all, transport equipment. Household spending slowed (to 0.1 per cent from 0.2 per cent), especially for durable and semi-durable goods. As a result of a larger increase in imports than in exports (0.7 and 0.1 per cent respectively), foreign trade shaved 0.1 percentage points from GDP growth. Value added grew significantly in industry excluding construction (1.1 per cent, compared with -0.7 per cent in the second quarter) and to a lesser extent in services (0.1 per cent, against 0.2 per cent), which was particularly affected by the contraction in the financial and insurance sectors; value added fell slightly in construction. 
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				Growth appears to have continued in the autumn months

			

			The latest available data suggest that GDP continued to grow at a moderate pace of around 0.2 per cent in the fourth quarter (see the box ‘Economic activity in the fourth quarter of 2016 according to coincident indicators’). The Bank of Italy’s Ita-coin indicator improved in December for the third consecutive month, rising to 0.06, signalling a recovery in the underlying trend of output (Figure 18). 
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			Economic activity in the fourth quarter of 2016 according to coincident indicators

			National accounts data are typically calculated some time after the end of the period to which they refer; in Italy the first estimate of quarterly GDP is published an average of 45 days after the quarter’s end. In the meantime, however, a wide range of information is available from which an outline of the economic situation can be derived. The picture thus obtained is normally quite reliable and useful for guiding economic policy. The data used in these exercises are partial and taken from a variety of sources (e.g. electricity consumption, trade flows and industrial production) as well as surveys of firms and qualitative assessments. The information collected may then be combined according to the different statistical models that the Bank of Italy uses for its medium-term projections.1

			In the fourth quarter of 2016 industrial production, for which the most recent data available refer to November, increased further, albeit less sharply than in the previous quarter. This finding is corroborated by the performance of road and rail transport flows and by the total volume of gas for industrial uses entering the network. Business confidence, as measured by the Purchasing Managers’ Indexes (PMI), firmed up at the end of the year (see Section 2.2). The Ita-coin coincident indicator was slightly positive (see Section 2.1).

			Taking these developments into account, our statistical models indicate that GDP continued to grow in the fourth quarter, increasing by around 0.2 per cent on the previous period (Figure A).
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			All the main economic sectors contributed to this increase except construction, where the slight pick-up in residential building was accompanied by the persistent sluggishness of public works. The value added of industry excluding construction grew by just over half a percentage point. According to the purchasing managers’ indexes (Figure B), activity in the service sector expanded moderately, especially in services to firms, an improvement to which the less unfavourable trend in business demographics made a progressively increasing contribution. Over the course of 2016 firm mortality diminished and the number of active firms rose slightly. 

			Overall, the risks attached to this estimate of GDP are balanced: the uncertainty of the estimates, which does not deviate from the average levels observed in the consolidation phases of previous cyclical recoveries, can be put within a range of plus or minus 0.1 percentage points around the central value.

			Based on these estimates for the fourth quarter, the rate of growth in 2016 comes to 0.9 per cent. This indication is based on quarterly data adjusted for calendar effects: given that last year had two fewer working days than 2015, in the annual accounts, which according to current statistical methodology are not adjusted for these effects, the change could be marginally smaller.

			Leading indicators, such as the PMI, Istat’s business and consumer confidence surveys and the quarterly survey by the Bank of Italy and Il Sole 24 Ore, point to a continuation of the moderate expansion of economic activity in first quarter of this year (see Section 2.10). 

			
				Inflation shows signs of recovery, but remains weak

			

			Inflation, as measured by the twelve-month change in the harmonized index of consumer prices (HICP), rose to 0.5 per cent in December from 0.1 per cent in November; core inflation increased to 0.7 per cent from 0.4 per cent. Upward pressure came mainly from an acceleration in the prices of unprocessed food products and air transport services and from an attenuation of the decline in those of energy products (see Section 2.6). For 2016 as a whole, inflation was equal to -0.1 per cent; the index excluding the most volatile components rose by 0.5 per cent. 

			2.2	Firms

			Industrial activity continued to expand; signs of the real estate sector stabilizing were confirmed even if the outlook for the non-residential segment was more uncertain. Business confidence was high. Investment increased in the last part of the year.

			
				Industrial activity continues to expand in Q4

			

			In November industrial production rose by 0.7 per cent compared with October. Our estimates show that in the last quarter of 2016 manufacturing grew by 0.7 per cent, which is slower than the 1.3 per cent recorded in the summer months (Figure 19); for 2016 as a whole, activity grew by nearly 1 per cent (from 1.8 per cent in 2015), driven by the investment and intermediate goods sectors. 
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				Business confidence is high

			

			In the autumn, business confidence remained sta-tionary compared with the third quarter, stabilizing at cyclically high levels. The positive performance of the manufacturing industry and of retail trade was offset by the deterioration in the construction sector. In manufacturing, confidence was higher as regards not only current orders and finished product inventories but also production expectations. The purchasing managers’ indices (PMI) remained at a historically high level, consistent with the expansion of activity in manufacturing and in services. Similar signs emerged from the Bank of Italy-Il Sole 24 ore quarterly survey conducted in December (the Inflation and Growth Survey), which confirmed both greater optimism on the part of manufacturing and service firms and the worsening of confidence in the construction sector, in particular in the non-residential segment (see the box ‘Italian firms’ investment according to the survey on inflation and growth expectations’). Despite some uncertainty caused by economic and political factors, there appears to be an increase in the percentage of firms that expect greater demand for their own products in the short term, especially from abroad. 

			Italian firms’ investment according to the survey on inflation and growth expectations

			In December the Bank of Italy and Il Sole 24 Ore conducted their quarterly survey on a sample of industrial, service and construction firms with 50 or more employees (see ‘Survey on Inflation and Growth Expectations’, 16 January 2017, available on the Bank of Italy’s website in the Statistics section). Compared with the September survey, industrial and service firms are slightly more optimistic about the general economic situation and their own short-term economic conditions, while construction firms report a deterioration in the non-residential building sector. According to industrial and service firms, support for output will come from stronger demand and, to a smaller extent, from favourable credit conditions and from firms raising their own prices. Economic and political uncertainty are still regarded as the main obstacles to higher output. For the time being firms have not reported serious concerns about the emergence of protectionist tendencies or developments in the euro exchange rate.

			Opinions on investment conditions are more optimistic than in the previous quarter in the service sector, but industrial companies and construction firms in the non-residential sector in particular are more pessimistic (see the figure). Opinions regarding credit conditions and liquidity expectations are generally unchanged. 
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			The share of industrial and service firms planning to increase their investment expenditure in the first half of 2017 compared with the previous two quarters has increased and is now about 15 percentage points above the share intending to cut back (see the table). Investment is expected to continue expanding in 2017 as a whole, with the balance between expectations of an increase and expectations of a decrease widening to 20 percentage points. The improvement will be most marked for firms located in the South and Islands and will also extend to construction companies, particularly those specialized in residential building. 
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			Capital formation should also benefit in 2017 from the measure to encourage investment in advanced digital technology (hyper depreciation) introduced by the 2017 budget law as part of the National Plan for Industry 4.0; this measure is in addition to the extension of the incentive to support investment in capital goods (super depreciation) embodied in the 2016 Stability Law. About one fifth of the firms interviewed in December think the hyper depreciation measure will effectively act as a stimulus, a proportion that is in line with the opinions expressed in the previous surveys about the efficacy of the ‘super depreciation’ incentive (see the box ‘The investment outlook according to business surveys’, Economic Bulletin, 4, 2016).

			
				Investment accelerated in the summer months

			

			Investment accelerated in the third quarter reaching 0.8 per cent, after stagnating in the previous quarter, driven by the increase in the sector of machinery and equipment and, in particular, transport equipment (up 8.8 per cent from the previous quarter); however, investment in non-residential construction declined slightly. December’s Inflation and Growth Survey results pointed to an increase in investment spending by industrial and service firms, especially by the larger firms, in the first half of 2017 compared with the second half of 2016. This reflects the new incentives for investment in technological goods (‘hyper-amortization’ allowance) and the extension of the existing incentive that reduces capital provision costs (‘super-amortization’ allowance) (see the box ‘Italian firms’ investment according to the survey on inflation and growth expectations’). Firms’ inflation expectations marginally increased, providing further support to the propensity to invest (see the box ‘The very low inflation expectations and the investment plans of Italian firms’).

			The very low inflation expectations and investment plans of italian firms

			Since the second half of 2012, inflation, measured by the 12-month change in the harmonized index of consumer prices (HICP), has fallen rapidly in Italy, and since May 2014 has remained exceptionally low, well below the Eurosystem’s definition of price stability. A prolonged phase of scant price growth increases the risk of a long-lasting reduction in economic agents’ inflation expectations.2 The costs of an extended period of very low inflation expectations, when there are limits to further reductions in nominal interest rates, include an increase in firms’ interest expense in real terms, which could discourage investment and have significant repercussions, not just on current economic activity, but also on the potential growth of the economy (see the box ‘Growth and Investment in Italy’, Economic Bulletin, No. 4, 2016). 

			This hypothesis is confirmed by an analysis of the relationship between Italian firms’ inflation expectations and their propensity to invest that aims to determine the extent of the correlation between these two variables.3 The analysis uses data drawn from the Survey on Inflation and Growth Expectations conducted quarterly by the Bank of Italy and Il Sole 24 Ore on a sample of firms (industry, services and construction) with at least 50 employees. The responses to the questionnaire provide quantitative measures of firms’ expectations for consumer price inflation over various time horizons (‘next 6 months’, ‘next 12 months’, ‘next 24 months’ and ‘between 3 and 5 years’) and their qualitative assessments of the expected annual change in investment (‘lower’, ‘about the same’ and ‘higher’).4 

			The data indicate that, since the end of 2013, firms that plan to increase their investment – about one third of the sample – have systematically had higher inflation expectations (by around 0.1 percentage points) than those that expect to cut investment (see the figure). 
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			In order to ascertain the statistical significance of this relationship, it is necessary to take account of other possible causal factors in investment that are presumably correlated with both the variables of interest, whose omission could bias the estimates. In keeping with recent empirical literature, the analysis controls for firm-level variables: nominal interest rates on bank loans and the terms of access to bank credit, liquidity and employment expectations, and the firm’s assessment of Italy’s economic situation in general. A series of structural characteristics of the firms were also considered, including size, location, economic sector and share of turnover derived from exports.

			The results document the existence of a positive and statistically significant correlation between firms’ inflation expectations and their propensity to invest: a 100-basis-point increase in expected price growth, which corresponds, other things being equal, to a reduction in interest expense in real terms, leads to an increase of 2.5 percentage points in the probability of a firm reporting that it plans to increase its investment. 

			These results confirm the need for monetary policy to focus on bringing inflation back up to levels consistent with the definition of price stability, which would make it possible to counter the risk that a cumulative worsening of low inflation expectations may have adverse repercussions on economic activity and potential growth.

			
				The number of house sales continues to rise

			

			Construction firms’ con-fidence stands at a historically high level, despite the decline recorded in December. The Italian Housing Market Survey (conducted in October together with Tecnoborsa and the Italian Revenue Agency’s property market observatory – OMI) indicated a slight improvement of conditions in the sector. Estate agents’ opinions regarding the short-term outlook became more favourable for their own reference market and nationally. In the third quarter the number of house sales rose for the sixth consecutive quarter (up 1.1 per cent on the third quarter from 6.1 per cent in the second; Figure 20). House prices also grew, although only modestly (by 0.1 per cent, from 0.2 per cent). According to the Inflation and Growth Survey, residential construction firms thought their sector’s conditions were better and would continue to improve, while the non-residential construction firms thought conditions were worse. 
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				Competitiveness continues to improve

			

			Our estimates indicate that price competitiveness, as measured by the producer prices of manufactured goods, continued to improve in the autumn, by about half a percentage point on the previous quarter (Figure 21).
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			Since the end of 2014 Italian firms have made a total competitiveness gain of 2.5 per cent, owing to both the depreciation of the euro and to the better performance of our relative export prices. The improvement was just below that of French firms (2.9 per cent), while it was greater than that of firms in Germany and in Spain (1.3 and 1.2 per cent respectively), which were influenced by higher pipeline pressures on inflation.

			
				Firms’ profitability and cash flow continue to improve

			

			Based on Istat data and our own estimates, the ratio of gross operating profit (EBITDA) to value added continued to rise in the twelve months ending in September. A further reduction in net interest expense brought an improvement in firms’ self-financing capability, calculated as the difference between gross operating profit and total costs. The ratio of investment expenditure to value added fell slightly, while firms’ financing requirement continued to decrease; in the summer their total debt fell slightly to 76 per cent of GDP (Figure 22).
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				Lending to firms is unchanged

			

			In November the twelve-month change in bank lending to firms was zero: increased lending to service firms was offset by a further reduction in that to construction companies and by another decline in credit to manufacturing firms (see Section 2.7).

			
				Firms net bond issues remain positive

			

			In the third quarter Italian firms’ net bond issues were still positive by €2 billion (Table 7); the gross equity issues of resident non-financial corporations were equal to €77 million, compared with €604 million in the previous quarter. According to preliminary data from Dealogic, Italian firms’ net issues remained positive by €1 billion in the fourth quarter as well.

			2.3	Households

			Household consumption increased at a modest pace in the summer and the latest data suggest that it continued to expand moderately in the last part of 2016. A marked rise in disposable income was accompanied by a gradual increase in the propensity to save, which had fallen to very low levels in 2015. In December the consumer confidence index interrupted the downward trend under way since the beginning of last year.

			
				Household spending slows down slightly …

			

			After increasing significantly up to the beginning of 2016, household spending grew in the third quarter at a slightly more modest pace than in the second (0.1 against 0.2 per cent). There was a slowdown in spending on durable goods, to growth of 0.6 per cent from 1.0 per cent in the second quarter, and on semi-durable goods, which stagnated after expanding by 1.2 per cent in the previous period; on the other hand, there was a slight upturn in purchases of non-durable goods, which remained stable after falling by 0.1 per cent, and services, whose growth rate rose to 0.2 from 0.1 per cent. 

			
				… despite the steady growth of disposable income

			

			In the first nine months of 2016 disposable income, measured in real terms, rose by 2.3 per cent compared with a year earlier (Figure 23), benefiting from the improvements recorded in the labour market (see Section 2.5). The propensity to save, after decreasing in 2015, increased steadily in 2016, though still remaining low (Figure 24). As a result of the stabilization of house prices under way since the beginning of last year (see Section 2.2), the gradual waning of uncertainty regarding the value of residential property may well be reducing the previous braking effect on household spending.
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				Consumption appears to have continued to grow in the final part of 2016 

			

			In December the con-sumer confidence index rose, ending the downward trend that started at the beginning of 2016. In the autumn, the slight worsening of expectations regarding the general state of the economy was offset by the improvements in assessments of household budgets, the current economic situation and the development of the labour market; employment remained stable in October and November compared with the previous two months (see Section 2.5). In the last quarter of the year, new car registrations increased by 2.0 per cent, after a decline of 0.3 per cent in the third quarter; they increased by 15.8 per cent in 2016 as a whole. The modest performance of retail sales is consistent with a slight growth in the consumption of non-durable goods in the last part of 2016. 

			
				Household debt falls slightly

			

			Italian household debt in relation to disposable in-come fell further in the third quarter, albeit slightly, to 61.4 per cent, from 61.5 per cent in June (Figure 25), remaining far below the euro-area average of about 95 per cent at the end of June. During the same period, interest rates on new mortgage loans continued to fall, confirming the trend that began in 2012 (see Section 2.7).
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			2.4	Foreign demand and the balance of payments

			Italian exports were almost stationary in the third quarter owing to the weak growth of world trade; the outlook for foreign orders improved in the autumn. The surplus on current account widened further. Italian investors continued to diversify their portfolios into foreign securities, particularly investment funds.

			
				Exports virtually stagnate in the summer ...

			

			Exports of goods and services, which had grown by 2.1 per cent in the second quarter of 2016, held generally steady in the third. Sales of goods fell slightly, mainly owing to a contraction in those to EU countries, notably Spain and France. The largest declines were recorded for refined petroleum products and electronic equipment, while exports of transport equipment and chemical and food products rose. Exports of services increased by 1.3 per cent. 

			
				... and imports slow

			

			Imports also slowed overall, though less than exports, growing by 0.7 per cent in volume terms against 1.3 per cent in the second quarter. Imports of services diminished, while goods purchases rose at a similar pace to the previous quarter (1.4 per cent); the increase involved both EU and, to a lesser extent, non-EU markets.

			
				The outlook improves in the fourth quarter 

			

			Exports of goods stagnated again in October, while November saw a rise, in particular in those to non-EU markets. In firms’ assessments, the outlook for foreign demand, which is still above the threshold considered compatible with an expansion of sales, improved in the last quarter of the year though remaining less favourable than in 2015 (Figure 26).
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				The current account surplus expands further

			

			The current account surplus improved further, reaching €40.4 billion in the first eleven months of 2016, almost double the surplus for the same period of 2015. This outcome was mainly due to the improvement in the balance on investment income thanks to the increased revenue from portfolio assets (especially foreign investment funds) and to the growing merchandise surplus, which benefited from a further decrease in expenditure for energy commodities (Table 3).
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				Residents continue to adjust their portfolios 

			

			In the first eleven months of the year, residents’ net investment in foreign portfolio securities reached €66.7 billion, almost two thirds of which consisting of investment fund units. These outflows do not seem to be related to recent changes in the climate of confidence or to uncertainty, and are more likely part of a gradual and orderly diversification by resident households into insurance and asset management products, thereby increasing the proportion of foreign assets, which often consist of investment funds of Italian financial groups (see the box ‘Italy’s portfolio investment abroad’).

			Italy’s portfolio investment abroad

			Outward portfolio investment by Italians has increased significantly in the last three years. Between January 2014 and October 2016 residents’ net purchases of foreign securities totalled €280 billion, equal to almost one third of the total stock outstanding at the end of 2013, after seven years of modest or negative investment (see the figure, panel a).
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			This reflected principally the rebalancing of Italian households’ portfolios, with a reduction in the proportion accounted for by government and bank bonds – high by international standards – and a shift to insurance and asset management products. The latter, too, are issued largely by resident entities, but the savings collected by Italian insurance and financial intermediaries are invested mainly in foreign assets, in line with the greater degree of diversification that typically marks the choices of these institutional investors by comparison with households. Between the beginning of 2014 and the third quarter of 2016 households reduced their holdings of Italian bank and government securities (by €182 billion and €73 billion, respectively) while making net purchases of insurance products and pension fund units (€137 billion) as well as investment fund units (€120 billion).

			The reduction in the proportion of government securities was mainly due to the Eurosystem’s Expanded Asset Purchase Programme (APP), which limited their availability and brought down yields, inducing greater diversification and a shift to foreign securities. This appears to have occurred above all in countries such as Italy and Spain (see the figure, panel b), where the share of government securities held by residents is higher.

			A number of factors were responsible for the decline in investment in bank bonds over the last three years: the end of the favourable tax regime for these instruments, which made their renewal at maturity less advantageous, changes in banks’ issuance policies and, in all likelihood, the uncertainty created by the entry into force of the Bank Recovery and Resolution Directive 2014/59/EU.5 Credit institutions elected not to roll over a large portion of their maturing securities, owing to their diminished funding needs (in relation among other things to the Eurosystem’s targeted longer-term refinancing operations); instead, they placed other financial instruments with retail customers, such as investment fund units and insurance products, pursuing increased profitability through brokerage fees. 

			A decisive role in the purchases of foreign securities beginning in 2014 has been played by the expansion of investment in insurance and managed asset products: insurance companies and pension funds have increased their foreign assets by €116 billion, and ‘other financial intermediaries’, including non-money-market investment funds, by €80 billion (see the table). The contribution of households, banks and other resident entities has been less significant (€45 billion, €29 billion and €9 billion, respectively).
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			Investment in foreign securities was mainly in investment fund units (€184 billion) and debt securities (€84 billion), while purchases of listed shares were modest. As regards investment funds, Assogestioni data indicate a propensity to invest in assets offering higher yields than the government securities market: only one third of the increase in investment fund units concerned bond funds, another third was in flexible funds, and the remaining third was divided between equity funds, balanced funds and, to a lesser extent, money market funds.

			More than half of the debt security purchasing was by insurance companies and pension funds, which have shown special interest in foreign corporate bonds. With a view to diversifying sovereign risk, Italian banks have invested, especially during 2015, in government securities issued by other euro-area countries, mainly Spain and, for smaller amounts, France and Germany. Purchases by ‘other financial intermediaries’ targeted both government securities and those of other issuers.

			These data would not appear to suggest that residents’ investment abroad can be attributed to a preference for reputedly more secure financial assets (‘flight to safety’) or to an increase in perceived country risk since the summer. This is confirmed by the modest share of total purchases consisting of securities issued by core euro-area countries such as France and Germany and by the absence of any acceleration in purchases of foreign securities in recent months. Residents’ investment abroad appears to reflect the rebalancing of portfolios in a quest for greater diversification and higher returns. However, this type of investment might also reflect the relatively limited development of the Italian equity and corporate bond markets.

			On the liability side, non-resident investors’ holdings of Italian public sector securities remained stable, following a monthly schedule linked partly to the Italian Treasury’s issuance policy. Holdings of bank bonds were reduced (by €24.6 billion), in line with the decrease in wholesale placements by the banks. 

			
				There is no change in the debtor position in TARGET2 in recent months

			

			The Bank of Italy’s debtor position in the TARGET2 payment system was virtually stationary in the last quarter of 2016, reaching €357 billion at the end of December. The progressive widening of the balance from January to November (the last month for which balance of payments data are available) was mainly due to residents’ continued diversification of their portfolios into foreign assets and the decrease in bank funding on international markets, coinciding with liquidity creation through the Eurosystem programmes (Figure 27). 
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				The net international position improves

			

			At the end of September Italy’s net international investment position was negative by €292.1 billion, equal to 17.5 per cent of GDP. This represented an improvement of almost 2 percentage points of GDP compared with the previous quarter, more than half of which was due to the current account surplus. Valuation adjustments, and above all the increase in the market value of portfolio assets (in particular foreign investment funds), also contributed.

			2.5	The labour market

			In the third quarter of 2016 the numbers of hours worked and persons in employment stabilized; both fixed-term and open-ended payroll jobs increased. The latest cyclical indicators are consistent with an expansion in employment in the closing months of 2016. Labour costs were unchanged.   

			
				During the summer labour input remains stable …

			

			Compared with the second quarter of 2016, in the third quarter the number of hours worked and of persons in employment as reported in the national accounts were practically unchanged (Figure 28 and Table 4).6 Employment increased in industry excluding construction and in private services, while it declined in construction and, to a lesser extent, agriculture. According to provisional data from Istat’s labour force survey, in October and November the number of persons employed was unchanged from the previous two months.
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				… while the number of employees rises further

			

			In the third quarter self-employment contracted by 0.6 per cent, while payroll employment continued to expand (rising by 0.1 per cent and by 1.6 per cent overall in the first nine months of 2016 compared with the year-earlier period). According to the labour force survey, the number of new fixed-term and open-ended hires increased, even though the latter were affected by the scaling back of social security contribution relief compared with 2015. In October and November the number of employees fell by 0.3 per cent compared with the previous two months, while self-employment expanded by 0.8 per cent.

			
				In the final months of 2016 employment appears to have increased 

			

			In the last few months of 2016 growth in the number of persons in employment may have been fuelled by firms’ decisions to step up open-ended hiring in order to take advantage of contribution relief before its definitive discontinuation on 1 January 2017. Data on new hires and terminations recorded by INPS in the private sector excluding domestic and rural workers (around 500,000 more new contracts between January and October last year), which are reflected in Istat’s employment estimate with a lag, indicate a further increase in payroll employment in that sector in the closing months of 2016. According to Istat’s December survey, firms’ staffing expectations over the next three months point to growth in manufacturing employment and to a decline in that in services.

			
				The unemployment rate is stable 

			

			In the third quarter the unemployment rate was unchanged at 11.6 per cent (Figure 28); at 64.9 per cent, the participation rate also remained at the same level as in the previous quarter, breaking the expansionary cycle under way for a year and a half. According to provisional data, the unemployment rate rose slightly in October and November compared with the previous two months, reaching 11.9 per cent and paralleling the increase in the participation rate. 

			
				Labour costs remain unchanged

			

			During the summer months the cost of labour in the non-farm private sector was unchanged on an annual basis (Figure 29). Lower social security contributions owing to tax relief on new hires were offset by growth in contractual and actual earnings, albeit at historically low rates (0.8 and 0.6 per cent respectively compared to the corresponding year-earlier period). Recent contract renewals in the private sector point to slower wage growth in the months ahead as well (see the box ‘Private sector contract renewals in 2016’). Unit labour costs instead continued to rise in the third quarter, as a result of the decline in hourly productivity (-1.1 per cent on the same period of 2015). 
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			Private sector contract renewals in 2016

			in 2016 the pace of wage growth in the private sector slowed sharply, accentuating a trend already under way in the previous two years (see the box ‘Wage growth, unemployment and inflation expectations’ in Economic Bulletin, No. 2, 2016). This reflected above all the slowdown in the contractual component, following delays in contract renewals and, in most of these cases, the absence of pay increments for 2016; in wholesale and retail trade, which accounts for around one fifth of total private sector wages and salaries,7 payment of the first tranche of an increase under the national contract signed in 2015 was suspended. Overall, the virtual freezing of contractual wages affected around half of all payroll workers.  

			Factors contributing to this situation included firms’ determination to recoup at least a portion of the wage increases above inflation paid in the three years 2013-15 (see Chapter 8, ‘The labour market’, Annual Report, 2015), coupled with uncertainty about future price developments and the mooted industrial relations reform.

			The recently signed contracts introduce several important changes. Not only does the agreement signed at the end of November for the basic metals and engineering industry – covering around one fifth of private sector total wages and salaries – not contemplate pay increases until next summer (thereby prolonging until mid-2017 the phase of marked wage moderation), but it also establishes that subsequent increases be determined ex post, annually, and based on the actual change in the harmonised index of consumer prices (excluding imported energy products). This modifies the rule established by the agreement of 2009 between the national trade unions and employers’ confederations, which provided for increases over a three-year horizon pegged to expected developments in the same index. The new contract also introduced a clause whereby wage increases agreed at national level will only be applied to the portion exceeding any increases already granted by firms.

			Another clause linking pay increases to past inflation was introduced in December 2016, including in the contract for the wood industry8 and was reprised in employers’ requests during ongoing negotiations in the textile industry. The 2015 contract renewals for the chemicals, and plastics and rubber industries, allow the parties to measure annually the difference between actual inflation in the previous year and the forecast inflation rate applied on renewal and, if necessary, adjust the amount of the tranche initially agreed.

			As a share of the total, the contracts incorporating ex post indexation mechanisms (including the one for the textile industry still under negotiation) now account for roughly one third of total private sector wages and earnings. 

			The linking of wages to past rather than to forecast or planned inflation can lead to greater inertia in inflation itself (as used to be the case under the so-called scala mobile or escalator mechanism abolished by the 1993 protocol); in the current cyclical phase, this could make a return to values consistent with price stability more difficult.

			2.6	Price developments

			Consumer price inflation moved into positive territory at the end of 2016, but it is still very low, as core inflation in particular continues to be weak. Households, firms and the leading analysts expect a moderate increase in prices in 2017.

			
				Inflation turns positive in the final two months of 2016 …

			

			The 12-month change in the Harmonized Index of Consumer Prices (HICP), which turned slightly pos-itive in November, rose to 0.5 per cent in December (Figure 30). The increase in prices for unprocessed food products was accompanied by an attenuation of the decline in energy prices. 
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				… but core inflation remains weak

			

			Despite a slight recovery (from 0.4 per cent in November to 0.7 per cent in December, driven by air transport services), core inflation is still very low by historical standards (Table 5) in connection with the persistence of ample margins of spare capacity and slow wage growth (see Section 2.5). In December the share of elementary items with negative price changes fell to 28 per cent from 35 per cent in November; the share for core components also declined to 25 per cent, from 28 per cent.
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				The decline in producer prices abates 

			

			The producer prices of industrial products sold on the domestic market continued to fall in November (-0.3 per cent over twelve months). This trend, however, has eased considerably since July, largely as a result of developments in the energy component; the change in the prices of non-food final consumption products was barely negative. 

			
				Firms and households expect modest inflation 

			

			Households and firms ex-pect inflation to remain low over the next few months. The quarterly survey con-ducted in December by the Bank of Italy, together with Il Sole 24 Ore, found that firms expected to increase their list prices by 0.8 per cent over the next twelve months (Figure 31). According to Istat surveys, the percentage of consumers expecting prices to remain unchanged or to decline over the next twelve months rose compared with the third quarter (from 57.9 per cent to 59.2 per cent). The share of manufacturing firms expecting to raise their prices compared with those planning to reduce them was slightly higher on average in the fourth quarter than in the third.
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			The analysts polled in January by Consensus Economics expected the average rate of inflation to rise in 2017 to 0.9 per cent from -0.1 per cent in 2016, below that forecast for the euro area as a whole (see Section 1.2).

			2.7	Banks 

			the expansion in lending to the private non-financial sector has progressed in recent months. The quality of Italian banks’ loan books continues to gradually benefit from the improvement in economic conditions. The government has authorized the financing of possible guarantees or capital injections to support Italian banks or banking groups; it will proceed with the precautionary recapitalization requested by Banca Monte dei Paschi di Siena, in compliance with European regulations on bank recovery and resolution and State aid.

			
				The growth in loans to households strengthens …

			

			In the three months ending in November, the growth in lending to the non-financial private sector strengthened slightly (1.1 per cent on a seasonally adjusted, annualized basis; Figure 32.a). Lending to households accelerated to 2.1 per cent: there was continued robust growth in both consumer credit (2.7 per cent), supported by the expansion of disposable income (see Section 2.3), and loans for house purchases (2.0 per cent), in line with the further increase in house sales (see Section 2.2). 
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				… while lending to firms continues to vary from sector to sector 

			

			In November, lending to firms showed a marginally positive three-month variation on a seasonally adjusted, annualized basis (0.3 per cent) and no growth with respect to a year earlier. Differences persist according to economic sector (Figure 32.b): loans to companies in the service sector continued to increase (2.3 per cent in the twelve months) while those to manufacturing firms fell slightly (-0.5 per cent); the contraction in loans to construction companies worsened again (-5.4 per cent). Lending to firms with 20 or more workers was almost flat, growing by 0.4 per cent, while the decline in lending to smaller businesses eased slightly, to -3.2 per cent. 

			
				Bank funding remains unchanged

			

			Between August and November Italian banks’ total funding remained substantially stable (Table 6); the increase in resident deposits and the greater recourse to refinancing operations with the Eurosystem offset the decrease in households’ bond holdings. Placements of bonds with banks and institutional investors continued to decline.
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				Supply conditions are still accommodative

			

			The banks interviewed for the quarterly survey on bank lending in the euro area reported virtually unchanged lending policies in the fourth quarter of 2016 (see the box ‘Credit supply and demand’). The business surveys conducted in December by Istat and by the Bank of Italy together with Il Sole 24 Ore also found that credit conditions were stable overall, though with different trends for firms of different categories.

			Credit supply and demand

			according to the Italian banks interviewed in December’s quarterly euro-area bank lending survey, in the fourth quarter of 2016 credit supply policies in relation to firms and to households for house purchase were unchanged from the third quarter (Figure A).9 The average margin on loans to firms and households continued to narrow, though more gradually. 
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			The demand for business loans remained virtually unchanged. Household demand for house purchase and consumer loans strengthened further, sustained by low interest rates and the improved outlook for the housing market.

			Based on banks’ forward-looking assessments, the lending criteria for loans to firms will remain the same during the current quarter, while those for loans to households will ease slightly.

			This survey contained specific questions relating to the effect of the targeted longer-term refinancing operations (TLTRO2) on credit conditions. Banks reported that they had made use of these operations mainly to benefit from highly favourable funding conditions. The liquidity obtained overall has been and will continue to be used to replace other Eurosystem refinancing operations, to grant loans to firms and households and, to a lesser extent, to replace other maturing debt. The operations have had a positive impact both on lending policies and on the terms and conditions for loans to customers. 

			The results of the business surveys conducted in December regarding the last quarter of 2016 indicate that credit access conditions remained practically the same, although they were still differentiated by category of firm and sector of economic activity (Figure B). According to Istat’s business confidence survey and the Survey on Inflation and Growth Expectations conducted by the Bank of Italy with Il Sole 24 Ore, lending conditions for medium-sized and large manufacturing firms and service firms continued to be accommodative, although they remained tight for small firms and construction companies.
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				The average cost of new loans continues to decrease

			

			The cost of credit stands at historically low levels. In November the average interest rate on new loans to firms fell by another 10 basis points with respect to August, to 1.6 per cent (Figure 33). The cost of new mortgages came down by 15 basis points for fixed rate loans (to 2.2 per cent) and by 10 basis points for variable rate loans (to 1.7 per cent). The spread with the euro-area average remained practically nil for loans to firms and was very narrow for those to households (25 basis points). 
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				Credit quality continues to improve

			

			The improvement in the economic outlook contin-ues gradually to have a beneficial effect on the credit quality of Italian banks. In the third quarter of 2016, the ratio of new non-performing loans to outstanding loans fell from 2.9 to 2.6 per cent on a seasonally adjusted annualized basis (Figure 34). The ratio fell from 4.5 to 4.1 per cent for loans to firms and from 1.9 to 1.7 per cent for those to households. 
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			For the banking groups classified as significant for supervisory purposes, the ratio of the stock of NPLs to total outstanding loans remained broadly stable in the third quarter, both in terms of gross values and net of write-downs (17.9 and 10.5 per cent respectively). The coverage ratio (i.e. the ratio of write-downs to the stock of NPLs) increased to 47.3 per cent.

			
				Profitability diminishes

			

			The profitability of the significant banking groups diminished in the first nine months of 2016 compared with the year-earlier period: annualized ROE fell to 1.4 per cent from 3.8 per cent. Net interest income and other income decreased by 4.3 and 1.4 per cent, respectively. Operating costs increased by 6.1 per cent, largely on account of the extraordinary expenses associated with early retirement incentive schemes for some personnel and with contributions to the deposit guarantee and resolution funds. Gross income diminished by about one fifth. Write-downs of loans rose by 20.6 per cent, following the significant increase in the NPL coverage ratios by some banks. 

			
				Capital ratios increase

			

			Capital adequacy improved slightly in the third quarter. The CET1 ratio for the significant banking groups averaged 11.9 per cent of risk-weighted assets, about 10 basis points higher than in June.

			
				The Government approves measures to support bank liquidity and capital 

			

			At the end of December the Government authorized the financing of possible measures, in the form of guarantees for newly issued liabilities or capital injections, to support Italian banks or banking groups, up to a maximum of €20 billion for 2017; it will proceed with the precautionary recapitalization requested by Banca Monte dei Paschi di Siena, in compliance with European regulations on bank recovery and resolution and State aid (see the box ‘Government measures to support bank liquidity and capitalization’). 

			Government measures to support bank liquidity and capitalization

			on 23 December 2016 Decree Law 237/2016 was issued containing urgent measures for the protection of savings in the banking sector and creating an operational framework for public support for the banks; it contains measures to address potential liquidity needs and provisions allowing for precautionary recapitalization by the State (to this end, the Italian Government has authorized the allocation of up to €20 billion for 2017). The scheme complies with the European framework on State aid; the measures may be applied without placing the bank under resolution pursuant to Article 32 of Directive 2014/59/EU (Bank Recovery and Resolution Directive, BRRD) and Article 18 of Regulation (EU) No. 806/2014 (Single Resolution Mechanism Regulation, SRMR).10

			State guarantees on newly issued liabilities. – Title 1 of the decree law provides that the Ministry of Economy and Finance (the Ministry) may grant a state guarantee both on liabilities issued by Italian banks after the decree law’s entry into force and on emergency liquidity assistance. The guarantee may be extended to banks that meet the minimum (Pillar 1) capital requirements and do not have a capital shortfall according to stress tests conducted at national or European level. Guarantees may also be provided to banks under resolution, bridge institutions and banks with stress test capital shortfalls provided they have a positive net worth; in these cases, prior individual notification must be made to the European Commission for approval pursuant to the rules on State aid and a restructuring plan must be drawn up. The amount of the guarantee is limited to what is strictly necessary to restore the bank’s medium- and long-term funding capacity. Banks must pay a fee to access the state guarantee scheme.

			Public precautionary recapitalization. – Title II covers capital strengthening measures. To avoid or remedy a serious disturbance in the economy and to preserve financial stability, the Ministry is authorized to purchase shares, following a request by banks, to cover capital shortfalls identified under the adverse scenario of a national or European stress test (referred to as precautionary recapitalization). Public capital injections are granted after the completion of proceedings designed to comply with the European framework on State aid. The measure can be adopted to assist banks that do not meet the conditions for the application of the crisis management procedures, including resolution. This means that before the State intervenes, burden sharing measures must be applied. Burden sharing shall consist of the partial or total conversion of hybrid and subordinated bonds into equity. 

			This conversion must respect the creditor hierarchy and the no creditor worse off (NCWO) principle which provides that no creditor incur greater losses than would have been incurred under normal insolvency proceedings. The NCWO assessment, which is also based on forward-looking assumptions, inevitably implies that various technical assumptions be made; it calls for the reconstruction, in a counterfactual scenario, of what would happen to all of a bank’s balance sheet if the bank were liquidated. To quantify the number of shares to be assigned post-conversion, the economic value of the liabilities in question must be used as a basis for the calculation. The NCWO assessment and the economic value of the liabilities to be converted (both provided by the bank when requesting public intervention) must be certified by independent experts appointed by the Bank of Italy, with the costs being borne by the requesting bank. The issue price of shares is calculated using the theoretical ex-rights price (TERP), according to a market technique generally applied to capital increases. 

			The interventions will go ahead once the competent authority (the European Central Bank for significant banks, the Bank of Italy for the other banks) has quantified the capital shortfall and the European Commission has declared that the intervention complies with the European framework on State aid. The Commission must also approve the bank’s restructuring plan. The Ministry will make the burden sharing arrangements proposed by the Bank of Italy and implement the public recapitalization programme after receiving the Bank of Italy’s opinion on the latter.

			The mechanism established by the decree law falls within the European regulatory framework concerning public precautionary measures; public recapitalizations affect shareholders, whose holdings are diluted in value, and hybrid and subordinated bondholders, whose investments are converted into equity as a result of burden sharing. In addition, a compensation mechanism is envisaged for retail investors subjected to the burden sharing measures; it is limited to retail investors who subscribed financial instruments requiring a prospectus or who purchased such instruments at a later stage, either through a bank or a company that is part of the same group or from other retail investors. The Ministry may intervene in support of a settlement agreement to avoid or resolve a dispute concerning the mis-selling of converted instruments: retail investors may exchange the converted shares with non-subordinated bonds issued by the bank, for a face value equal to the subscription price of the shares; the converted instruments will be purchased by the Ministry. 

			Banca Monte dei Paschi di Siena. – Following the failure of the capital strengthening plan aimed at private investors (the market solution), which also provided for the concurrent sale of the bank’s bad-loan portfolio, on 23 December 2016 Banca Monte dei Paschi di Siena announced it would request the Italian state to effect a precautionary recapitalization. This request was presented to the Ministry, the Bank of Italy and the European Central Bank; the ECB, in its capacity as competent authority, communicated to the Ministry that Banca Monte dei Paschi di Siena needed €8.8 billion of regulatory capital. This amount was calculated by the ECB according to objectives and methodologies which are different from those applicable to the market solution and was based on the outcome of the 2016 stress test11 run by the European Banking Authority considering the amount of capital necessary to re-establish a CET1 ratio of 8 per cent (the threshold used in the 2015 comprehensive assessment of the Greek banks) and a total capital ratio of 11.5 per cent.12 

			The decree law, which takes into account the independent assessments provided by the bank, sets the economic value of the subordinated bonds to be converted into equity. For Tier 2 bonds, the economic value is equal to 100 per cent of face value; for the other debt categories, it ranges from 18 to 75 per cent. 

			Contributions to the National Resolution Fund. – The decree law also clarifies that additional contributions to the National Resolution Fund may also be requested to offset the costs relating to the resolution of the four banks that began in November 2015. In order to lessen the burden on intermediaries of the additional contributions, it will be possible to pay in instalments.

			2.8	The financial markets

			Stock market volatility peaked in conjunction with the constitutional referendum, then fell back as uncertainty dissipated. The spreads on Italian government securities nevertheless remained wide. Share prices rose in the final part of 2016; the measures adopted by the Government in the last ten days of December to support bank liquidity and recapitalization, in part expected by analysts, were preceded by an upswing in the share prices of Italian banks.

			
				Interest rates and spreads on sovereign and corporate bonds increase

			

			The yields on Italian government securities rose in the fourth quarter of 2016, more markedly for maturities beyond one year. They were affected by the increase in the corresponding yields on US Treasuries and the government bonds of other European countries and by a widening in the sovereign risk premium: the yield spread between ten-year Italian and German government bonds grew by 25 basis points between late September and the first ten days of January, reaching 156 basis points (Figure 35). During the same period the spreads on Italian non-financial corporate bonds increased slightly, by 21 basis points.
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				Share prices rise …

			

			Since the end of September the general index of the Italian stock market has risen by 19 per cent, compared with 9 per cent for that of the main euro-area companies (Figure 36.a). The Italian stock market index rallied by 29 per cent from the low recorded in the week following the Brexit vote at the end of June, compared with a 23 per cent gain for the euro area. The increase was mainly attributable to a drop in the risk premium demanded by investors and a modest improvement in corporate earnings forecasts. The expected volatility implied by the prices of stock index options peaked just before the constitutional referendum in Italy, then returned to levels observed at the end of September as uncertainty faded (Figure 36.b). 
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				… thanks in part to the recovery in the banking sector

			

			After touching a low in the days preceding Italy’s referendum, bank shares began to rise as anticipation mounted of support and capital strengthening measures for troubled banks, expectations that were subsequently confirmed (see the box ‘Government measures to support bank liquidity and capitalization’). Between the end of September and the first ten days of January bank shares climbed by 28 per cent, easily outperforming the general index. The corresponding credit default swap (CDS) spreads have fallen by an average of 23 basis points, though with wide fluctuations.

			
				Corporate bond issues increase

			

			Bond issues by non-financial corporations gained pace in the third quarter, rising to €2 billion and €23 billion in Italy and the euro area, respectively (Table 7), confirming the positive impact of the expansion of the Eurosystem’s asset purchase programme to include corporate securities. By contrast, there were further net bond redemptions by banks, both in Italy and in the euro area, amounting to about €12 billion and €54 billion, respectively. 

			
				[image: 523261.png]
			

			

			
				Italian investment funds record a net inflow of resources

			

			According to Assogestioni data, in the third quarter Italian and foreign open-ended investment funds recorded net inflows of savings amounting to €16 billion, against net outflows of €1 billion the previous quarter. Bond funds, flexible funds, balanced funds and equity funds accounted for the positive result, while the other segments reported slight net outflows.

			2.9	The public finances

			Estimates based on provisional data suggest that last year general government net borrowing diminished with respect to 2015 and that the reduction could even have been slightly greater than that indicated by the Government in September’s Update of the 2016 Economic and Financial Document; moreover, the ratio of debt to GDP is estimated to have expanded slightly. Official assessments indicate that the budgetary provisions for the three years 2017-19 increase the deficit by around half a percentage point of GDP compared with the current legislation scenario.

			
				The available data point to an improvement in 2016’s accounts 

			

			In 2016 the state sector borrowing requirement fell by around €11 billion from 2015, to €47.7 billion (Figure 37). In the first eleven months of the year, net of privatisation receipts, the general government borrowing requirement came to €53.3 billion, around €10.5 billion less than in the year-earlier period.
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			Taking account of the provisional data for December, the effects of the main financial operations, and cash/accruals differences, last year general government net borrowing is estimated to have fallen with respect to 2015, reaching an even slightly lower level than that forecast by the Government in its Update of the 2016 Economic and Financial Document (Table 8).
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			According to estimates released by Istat, in the first nine months of 2016 general government net borrowing came to 2.3 per cent of GDP, compared with 2.6 per cent in the year-earlier period (Table 9). The increase in current primary expenditure (1.2 per cent), driven by the growth of intermediate consumption expenditure (2.4 per cent) and of social benefits in cash (1.8 per cent), was more than offset by the positive performance of revenues (0.9 per cent), lower interest payments (-2.6 per cent) and by the reduction in capital account expenditure (-8.1 per cent). Regarding this last item, fixed gross investment recorded a modest decline of 0.5 per cent while the reduction in other capital account expenditure was more marked (-19.1 per cent).
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				In 2016 the ratio of debt to GDP expands marginally 

			

			At the end of November general government debt came to €2,229.4 billion, up by €56.7 billion from the end of 2015. Given the reduction of around €3 billion in the Treasury’s liquid balance and the probable general government cash surplus in December, in 2016 the ratio of debt to GDP is expected to have increased by less than half a percentage point.

			
				The budgetary provisions for 2017-19 are expansionary

			

			In December Parliament approved the budgetary provisions for 2017-19.13 These include expansionary measures for 2017 amounting to almost €26 billion, against just over €13 billion in sources of funding (Table 10). The provision with the greatest impact on the public accounts is the cancellation for this year only of the VAT increases which, in the current legislation scenario, would have generated over €15 billion in additional revenues. A further €11 billion or so are almost entirely allocated to expenditure increases to boost investment and provide income support for some segments of the population; finally, funds have been set aside for multiannual anti-seismic emergency plans. Half of the financial coverage comes from expected revenues from anti-tax evasion and collection measures, such as the extension of voluntary disclosure deadlines and settlements and concessions in tax collection cases. According to the official assessments, the budgetary provisions bring net borrowing for this year to 2.3 per cent of GDP, 0.7 percentage points more than on a current legislation basis.
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			The Government estimates that the deficit in 2018-19 will contract more rapidly than in 2017, mostly owing to the scheduled increases in indirect taxes under the safeguard clauses, the increased permanent revenue from anti-tax evasion measures and the postponement, envisaged under the budgetary provisions, from 2019 to 2020 of some capital expenditure items.  

			On 23 December the Government approved urgent measures on the protection of savings in the banking sector (Decree Law 237/2016) authorizing, amongst other things, the funding of possible intervention to support Italy’s banks (see the box ‘Government measures to support bank liquidity and capitalization’). These measures could raise the borrowing requirement (and, ceteris paribus, the debt) by up to a maximum of around €20 billion in 2017;14 according to official assessments, however, the net borrowing requirement will be unaffected insofar as the projected small increase in interest payments will be offset by an increase in the primary surplus.  

			
				The EU Commission advises of the risk of breaching the Stability and Growth Pact and deems necessary additional measures

			

			Last November the European Commission estimated that the structural deficit would worsen by half a percentage point in 2017. In its assessments, which amongst other things take account of margins of flexibility of around 0.3 percentage points of GDP, linked to exceptional expenditure on the management of migration flows and on securing Italy’s territory and buildings, this deterioration risks breaching the Stability and Growth Pact, a possibility confirmed by the Eurogroup. In its customary exchanges with the Government and in line with the November assessments, on 17 January the Commission called on Italy to give a set of specific commitments to adjusting its structural accounts in 2017 by at least 0.2 percentage points of GDP, deemed necessary in order to limit the deviation from European fiscal rules. In the weeks ahead the Commission – having considered the updated macroeconomic projections it will release in February, possible additional measures, and the ‘relevant factors’ – will publish its assessment of Italy’s compliance with the debt rule.

			2.10	Projections

			The projections for the Italian economy presented in this Economic Bulletin update those prepared for December’s Eurosystem staff macroeconomic projections to take account of subsequent developments. These do not warrant any significant adjustment in the outlook for the next three years, with the exception of consumer price inflation, which is expected to rise by almost half a percentage point this year, mainly owing to imported energy prices.

			Fluctuations in the stock exchange indices and in government security yields have been limited as a whole, despite a surge in volatility in November. The 30 November agreement on production cuts signed by all the OPEC and some non-OPEC countries resulted in a sharp rise in oil prices. The decisions of the ECB Governing Council of 8 December last confirming its expansionary monetary policy stance have had only a limited impact on interest rates. On the other hand, the euro/dollar exchange rate, based on the average values recorded in the ten working days up to 5 January, has fallen by about 4 per cent compared with the rate on which the December scenario was based.

			
				The scenario is based on relaxed credit conditions

			

			The forecasting scenario for 2017-19 is based on the assumption that monetary conditions will remain highly expansionary, as reflected in the projections for German long-term interest rates (to hold below 0.5 per cent this year and to increase moderately the next), even taking into account the widening of Italy’s sovereign spread in the closing months of 2016 (see the box ‘The assumptions underlying the macroeconomic scenario’). This scenario also assumes that credit conditions will remain generally favourable: the difference between interest rates on bank loans in Italy and in the rest of the euro area is not expected to exceed 30 basis points in the period 2017-19. According to the various surveys, credit standards will continue to be generally relaxed. 

			The assumptions underlying the macroeconomic scenario 

			since 2016 the forecasting scenario for the Italian economy prepared by Bank of Italy experts as part of the Eurosystem staff macroeconomic projection exercise, has been published on the Bank’s website at the start of June and December.15 The macroeconomic projections for Italy presented here update those released on 9 December16 on the basis of technical assumptions about developments in the exogenous variables that take account of the information available at 5 January.

			The main assumptions underlying the scenario are as follows (see the table): 
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			a)	World trade expands by 1.7 per cent in 2016, accelerates to 3.2 per cent in 2017 and to 4 per cent on average in 2018-19, significantly below the average annual growth rate of 5.7 per cent recorded between 1990 and 2015. In 2016 foreign demand, weighted according to the markets for Italian exports, expanded by more than global demand (2.4 per cent) by virtue of the relatively high share of Italian exports to the euro area (where average demand conditions were better than the rest of the world);17 in the three years 2017-19, the performance of foreign demand is similar to that for world trade; 

			b)	The dollar/euro exchange rate averages 1.11 in 2016 and falls to 1.04 in the three years 2017-19;18

			c)	The price of a barrel of Brent crude oil averages $43.6 in 2016, reaches around $58 in 2017 and stays fairly close to this level over the rest of the forecasting horizon; 

			d)	Three-month interest rates on the interbank market (Euribor) stand at -0.3 per cent in the two years 2016-17, before gradually rising to -0.1 per cent on average in 2019; 

			e)	The yield on ten-year BTPs, on average equal to 1.5 per cent in 2016, rises to 2.1 per cent in 2017, 2.5 per cent in 2018, and 2.9 per cent in 2019, in line with market expectations;  

			f)	The scenario incorporates the 2017 budgetary provisions. It is also assumed that the increase in the VAT rates and excise duties envisaged under current legislation will not be applied in the two years 2018-19.

			
				In the macroeconomic framework for the next three years … 

			

			GDP is projected to grow by 1.0 per cent on aver-age per year in 2017-19 (Table 11 and Figure 38). Economic activity will be driven by domestic demand and by a gradual strengthening of foreign demand (Figure 39). In 2019 output is expected to be about 4 percentage points below the value recorded in 2007.
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				… investment growth benefits from the support measures …

			

			So long as financial con-ditions remain favourable, the expansion of investment in production facilities will help to support economic activity and, despite the dampening effect of the uncertain growth outlook, will be boosted, up to the first half of 2018, by the measures put in place by the Government. According to our surveys, firms generally give a positive assessment of these measures, which have been renewed and extended in the 2017 budget law (see the box ‘Growth and investment in Italy’, Economic Bulletin, No. 4, 2016). According to our estimates, the overall stimulus they impart, mainly by prompting firms to anticipate planned expenditure, will be equivalent to about 3.5 percentage points of additional investment in machinery, equipment and transport equipment (METE) in 2016-18. When these effects terminate there will be a sharp but brief slowdown in investment at the end of the forecasting horizon. Residential investment is instead expected to increase on average at a slower pace. 

			Investment in production facilities as a share of GDP is projected to return to similar levels to those recorded on average in the decade leading up to the crisis (Figure 40), while investment in construction should stay more than 3 percentage points below.
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				… consumption and employment continue to grow …

			

			Consumption is forecast to grow at a similar rate to output. The slowdown with respect to the previous two-year period presumably mainly reflects the impact of recent increases in energy commodity prices on households’ spending power. The saving rate should rise slightly over the forecasting horizon, pursuing its usual pro-cyclical dynamics. Employment is forecast to grow, although briefly at a slower pace than last year’s as the social security contribution relief on new permanent hires are phased out (see Section 2.5). The unemployment rate will diminish only gradually, going from 11.9 per cent in 2015 to less than 11 per cent in 2019: increased labour market participation in response to the improved economic outlook and structural factors such as the raising of the retirement age appear to be slowing the fall.

			
				… and the contribution of exports strengthens

			

			Exports are projected to increase at a faster rate than world trade, benefiting, among other things, from the euro’s depreciation against the main currencies. Imports are also expected to gain pace, driven by the performance of demand components with a high import content (investment in production facilities and exports). The surplus on the current account of the balance of payments, which we estimate at 2.4 per cent in 2016, should stay close to the 2 per cent mark over the forecasting horizon (Figure 41).
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				Inflation surges in 2017, reflecting the oil price hike

			

			Inflation, measured by the harmonized index of con-sumer prices, is expected to rise to 1.3 per cent on average this year and the next, from -0.1 per cent in 2016, and to 1.5 per cent in 2019 (Figure 42). This year’s projected surge will be due primarily to the higher prices of energy imports, while core inflation, i.e. excluding the most erratic items, will increase more gradually over the forecasting horizon. The wage moderation incorporated in recently renewed employment contracts (see the box ‘Private sector contract renewals in 2016’) will nonetheless continue to hold down inflation. Profit margins in the private sector will continue to increase slowly as the outlook for growth gradually improves, and by the end of the forecasting horizon will have recouped just over half of the loss recorded from 2008 to 2012.
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				Growth forecasts are in line with the assessments we prepared in July … 

			

			The projections for GDP growth are in line with the updated estimate given in the July Economic Bulletin. Inflation is forecast to be 0.4 percentage points higher this year, mainly owing to the increase in energy commodity prices, and slightly lower in 2018, chiefly reflecting the moderate wage growth built into recently renewed labour contracts.

			
				… and with the latest estimates of other professional forecasters

			

			Our growth projections are generally in line with the ones recently publish-ed by the OECD and the European Commission (Table 12). The International Monetary Fund and private analysts polled by Consensus Economics in January instead forecast slower GDP growth this year and the next.
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			Our estimates for inflation are higher than those of the majority of forecasters, mostly reflecting the latest movements in energy commodity prices.

			
				Stronger economic growth depends on accommodating policies and continued reform

			

			In general, a highly accommodating stance of monetary policy and a continued, gradual improvement in credit growth, in keeping with the results of the latest surveys (see Section 2.7 and the box ‘Credit supply and demand’), remain the premises for a strengthening of economic activity. Relaxed conditions, as factored into current market prices, will continue to prevail on the financial markets assuming, among other things, that Italy does not waver in its determination to complete the reform process it has begun. Budgetary policy is expected to remain moderately expansionary over the period 2017-19 (see Section 2.9).

			
				The risks to growth stem mainly from the global economic cycle …

			

			The main risk for the recovery of the world economy is the potential emergence and subsequent spread of protectionist tendencies, as well as possible turmoil in the emerging economies linked to the normalization of monetary policy in the United States and lasting uncertainty about negotiations to re-shape trade relations between the European Union and the United Kingdom (see the box ‘Possible repercussions of the UK referendum on the forecasting scenario’, Economic Bulletin, No. 3, 2016). In the short term, however, world demand may be buoyed by the adoption of expansionary policies on the part of the new US Administration, although their effects will depend on how they are implemented. Any strengthening of economic growth in the US might push up commodity prices further and cause the euro to fall more sharply against the dollar, bringing upward pressure to bear on consumer prices.

			
				… while the risks to inflation are also linked to wage dynamics

			

			The risk that inflation forecasts may be revised downwards stems from the renewal of several private sector employment contracts (see the box ‘Private sector contract renewals in 2016’), which in some sectors index wages to past inflation and eliminate any link to expected inflation, leading to greater inflation inertia.

			Overall, we estimate that most of the risks associated with last December’s scenario are still downside risks for growth and a generally balanced outlook for inflation (Figure 43).
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