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			OVERVIEW

			
				
					The global economic cycle weakens; inflation rises further 

				

			

			Global economic activity has shown signs of slowing down since the beginning of the year, owing to the spread of the Omicron variant of the coronavirus and subsequently to Russia’s invasion of Ukraine. Inflation has risen almost everywhere, continuing to reflect the increases in energy prices, supply bottlenecks and, above all in the United States, the recovery in demand. The Federal Reserve and the Bank of England are continuing with the normalization of their monetary policies that began at the end of 2021.

			
				
					The war in Ukraine is exacerbating downside risks to economic activity and upside risks to inflation

				

			

			Following the invasion, much of the international community responded quickly with sanctions on Russia that are unprecedented in terms of severity and scope. The immediate effects of the conflict on global financial market listings have been significant, although they have eased since mid-March; volatility remains high in many market segments. The prices of commodities, especially of energy products, for which Russia holds a considerable share of the global market, have risen further. Overall, the war in Ukraine is exacerbating downside risks to the global economic cycle and upside risks to inflation.

			
				
					GDP stagnates in early 2022 in the euro area, while inflation continues to grow

				

			

			Following the slowdown at the end of 2021, euro-area GDP stagnated in the early months of 2022. The tensions linked to the war in Ukraine are causing bigger rises in energy prices than in the rest of the world, and new procurement difficulties for firms, adding to the pre-existing ones. Based on preliminary data, consumer price inflation reached 7.5 per cent in March.

			
				
					The ECB reviews its net asset purchases

				

			

			Last March, the ECB’s Governing Council judged that the conflict would have considerable repercussions for economic activity and inflation in the euro area and announced that it would adopt all the measures necessary to guarantee price stability and financial stability. It also revised the purchase schedule of its asset purchase programme (APP) for the next few months and announced that any changes in the key ECB interest rates would take place some time after the end of its net asset purchases and would be gradual. 

			
				
					Italy’s GDP falls in the first quarter

				

			

			Growth in the Italian economy lost momentum at the end of 2021, held back by sluggish household consumption and the negative contribution of net foreign demand. GDP fell in the first quarter of 2022, owing to the resurgence in new COVID cases at the turn of the year and to the dynamics of energy prices, against a cyclical backdrop of heightened uncertainty stemming from the invasion of Ukraine.

			
				
					Industrial production declines at the start of the year ...

				

			

			According to high-frequency indicators, industrial production fell in the first quarter as a whole, returning to slightly lower levels than those recorded before the pandemic began. Contributory factors to this fall are the cost of inputs and the difficulties in procuring commodities and intermediate products.

			
				
					...  as does consumption, and investment expenditure weakens

				

			

			Household spending is also likely to have decreased, penalized by the rise in new COVID cases, especially at the beginning of the year, and by the loss in purchasing power due to the overall rise in prices. Based on the opinions expressed by firms between February and March, investment conditions have worsened, but the impact on the growth in investment planned for 2022 should be limited.

			
				
					The current account surplus remains large, despite being affected by the worsening energy balance

				

			

			In the fourth quarter of 2021, growth in exports came to a halt, while that in imports continued apace. The current account surplus remained large in 2021 as a whole, but it is being affected by the worsening energy balance.

			
				
					Around two fifths of Russian gas imports could be replaced by other sources by end-2022

				

			

			More than one fifth of Italian imports of energy inputs come from Russia; the share for natural gas alone exceeds 45 per cent. According to preliminary estimates, any interruption in the natural gas flows from Russia could be replaced by about two fifths by end-2022 – without drawing on Italy’s methane reserves – by increasing imports of liquefied natural gas, greater recourse to other suppliers, and stepping up extraction from Italian gas fields. In the medium term, it would be possible to fully replace imports of Russian gas by investing more in renewable sources, as well as by increasing imports from other countries.

			
				
					The Bulletin sets out three illustrative scenarios on the effects of the war on GDP and inflation in Italy

				

			

			This Bulletin examines the possible macroeconomic consequences of the war in Ukraine on the basis of three illustrative scenarios drawn up based on alternative hypotheses for commodity price developments, international trade, consumer and business confidence, and natural gas supplies. These scenarios do not indicate the most likely macroeconomic outcome in the years to come and they are not therefore an update of the projections for Italy. In the most favourable scenario, the one that assumes the conflict will be resolved rapidly, and that the associated tensions will be significantly reduced, GDP growth would be around 3 per cent in 2022 and in 2023; inflation would rise, respectively, to 4.0 and to 1.8 per cent. In the intermediate scenario, formulated on the assumption that hostilities will continue, GDP would rise by around 2 per cent in both years; inflation would be equal to 5.6 and 2.2 per cent. In the most adverse scenario, which also hypothesizes an interruption in the supply of gas from Russia that could only partly be compensated from other sources, GDP would fall by almost 0.5 percentage points in 2022 and in 2023; inflation would rise to close to 8 per cent in 2022 and fall to 2.3 per cent in the following year. This wide range of estimates does not take account of any possible new economic policy responses, which will be essential to counter both any recessionary tendencies and any pressures on prices stemming from the conflict.

			
				
					Employment growth weakens, rises in contractual wages remain limited

				

			

			In the last quarter of 2021, the number of persons employed and that of hours worked continued to rise, though at a slower pace than in the two previous quarters. The growth in the creation of new jobs weakened in the first two months of 2022; the unemployment rate fell slightly. The recent price increases have not passed through to contractual wages, for which growth remains moderate.

			
				
					Inflation rises to its highest level since the early 1990s, driven by energy and food prices

				

			

			Inflation in Italy rose to 7.0 per cent in March, reaching its highest level since the start of the 1990s, mainly driven by the exceptional growth in energy prices and, to a lesser extent, food prices. The core component rose slightly, but is still below 2 per cent. The pressures on gas and oil prices suggest high inflation during the year. Firms also estimate marked upward revisions of their list prices compared with their assessments last December.

			
				
					Heightened uncertainty leads to a fall in equity prices,then a partial recovery 

				

			

			In the first part of 2022, Italy’s financial markets were affected by heightened uncertainty and risk aversion. Equity prices, especially those in the banking sector, fell in connection with the start of the war; they later recovered slightly. The sovereign spread and the funding costs of firms and banks rose. 

			
				
					Firms’ demand for credit remains moderate

				

			

			Lending to non-financial corporations is still contained. The demand for new loans continued to be modest, thanks to the abundant liquidity accumulated over the last two years and in a context characterized by multiple factors of uncertainty.  The non-performing loan rates on lending to firms remained at very low levels by historical standards. In 2021, the return on capital of the significant banking groups more than doubled compared with the previous year. Italian banks’ exposure to Russia is limited overall.

			
				
					In 2021, government deficit and debt as a percentage of GDP fall significantly 

				

			

			Last year, general government net borrowing as a percentage of GDP fell considerably compared with the extraordinarily high levels recorded in 2020. The debt-to-GDP ratio decreased, mainly thanks to the very favourable change in the denominator. At the end of February, the European Commission issued a positive assessment of Italy’s fulfilment of the milestones and targets for the first disbursement of funds under the Recovery and Resilience Facility. In the first few months of this year, the Government enacted further measures to soften the impact of higher energy costs. According to the official assessments, the cost of the provisions that introduce these measures should be covered by reductions in other expenditure and by increased revenues, including those related to an extraordinary tax on energy companies.

			
				
					The Government approves the  2022 Economic and Financial Document

				

			

			On 6 April the Government approved the 2022 Economic and Financial Document. Given the improvement in the current legislation scenario for the public accounts, the net borrowing targets set last September have been confirmed. In 2022, the deficit and the debt will stand at 5.6 and 147.0 per cent of GDP respectively and will then decrease to 2.8 and 141.4 per cent in 2025.

		

	
		
			1	THE WORLD ECONOMY

			1.1	The global cycle

			Global economic activity has shown signs of slowing down since the beginning of the year, owing to the spread of the Omicron variant of the coronavirus and subsequently to the growing geopolitical tensions, culminating in Russia invading Ukraine. Inflation has continued to grow almost everywhere, reflecting the rises in energy prices, supply-side bottlenecks and, above all in the United States, the recovery in demand. The Federal Reserve and the Bank of England are continuing with the normalization of their monetary policies that began at the end of 2021. The war in Ukraine is exacerbating downside risks for the economic cycle and upside risks for inflation; it is estimated that in 2022, growth in global trade will be lower by over 1 percentage point than in the assessments made prior to the conflict.

			
				
					At the end of 2021, GDP grows markedly in many advanced economies

				

			

			In the fourth quarter of last year, growth was strong in the main advanced economies (Table 1), with the exception of the euro area (see Section 1.2). In the United States, it was influenced by the increase in consumption, above all of durable goods and of services, which are recovering after the slowdown resulting from the pandemic situation worsening in the summer months, and the more intense accumulation of inventories; in Japan too, the removal in October of the restrictions on mobility in many parts of the country boosted household spending. The economic situation remained weak in the emerging countries, especially in China, where the debt crisis of some important real estate groups continues, which has affected consumer confidence and contributed to the contraction in sales and in house prices.
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					In the first quarter, GDP is affected by the Omicron variant and the conflict in Ukraine

				

			

			According to analysts’ estimates, global economic activity slowed in the first quarter of 2022, reflecting the resurgence of the pandemic caused by the spread of the Omicron variant – particularly swift at the beginning of the year in almost all the advanced economies – and then by the growing geopolitical tensions, resulting in the invasion of Ukraine. After a general decrease in January, the purchasing managers’ indices for the service sector rose in the following two months for the advanced countries, though unevenly across economies, in part due to the first effects of the conflict becoming apparent (Figure 1). The improvement in the COVID situation and the simultaneous easing of restrictions generally boosted mobility (Figure 2). In Japan, where the spread of the Omicron variant lagged by a few weeks, the imposition of new restrictions since mid-January has weighed on the PMI for services, which remains below the expansion threshold. In China, the re-emergence of the pandemic in mid-March led to the imposition of lockdown measures in some of the main production centres, which may have held back growth in the first quarter.   
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					World trade is likely to slow more than expected this year 

				

			

			In the fourth quarter of last year, trade in goods and services benefited from a strong recovery in demand and from the partial easing of the difficulties in procuring certain production inputs and in international transport (Figure 3). In contrast, according to our estimates, growth in trade will fall to 3.4 per cent in 2022 from 10.7 per cent last year (Table 2), more than 1 percentage point lower than was forecast in January’s Economic Bulletin. This change stems from the consequences of the conflict in Ukraine, which directly involves two of the leading world exporters of energy, fertilizers, cereals, industrial metals and other commodities. The lack of these inputs is likely to fuel the rise in commodity prices and curb the volumes of downstream production, especially in Europe; the negative repercussions on trade caused by the sanctions imposed on Russia by western countries are also playing a role (see the box ‘The invasion of Ukraine: sanctions on Russia and the impact on the financial markets and international trade’). The lockdowns imposed in China are also expected to weigh on the growth of global trade.  
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				The invasion of Ukraine: sanctions on Russia and the impact on global financial markets and international trade

				After months of growing tensions on the eastern border of the country, the invasion of Ukraine has led to a rapid tightening of sanctions on Russia. Of unprecedented severity and scale, the measures have been adopted by many countries, albeit to differing degrees. The list includes the United States, the European Union, Japan, the United Kingdom and Canada. The sanctions are additional to those introduced after Russia’s annexation of Crimea in 2014. Many of the measures have also been extended to Belarus because it supported the invasion. 

				The countries adhering to the sanctions have banned exports to Russia of a wide range of high-tech goods; they have also suspended its ‘most-favoured-nation’ status given to members of the World Trade Organization, enabling tariffs to be increased or restrictions to be imposed on imports from Russia.

				In the energy sector, exports of technologies used in mining and quarrying and in refinement processes have been banned. Germany has suspended the approval process for the Nord Stream 2 gas pipeline that runs under the Baltic Sea directly from Russia. The United States has banned imports of oil, liquefied natural gas and coal and the United Kingdom has announced that it intends to phase out imports of Russian oil and coal by the end of the year. Many individuals linked to President Putin or who supported the invasion have had their foreign assets frozen and visas withdrawn. 

				Russia’s largest banks have lost practically all access to international markets. Seven of them have also been removed from the global financial messaging services provider, SWIFT. Lastly, in an especially incisive measure, Russia’s considerable foreign exchange reserves were frozen and banks in the countries adopting sanctions were banned from carrying out transactions with the Central Bank of the Russian Federation or with entities acting on its behalf. According to the Russian central bank’s data, on 25 March these reserves amounted to $604 billion, of which it is estimated that about half is denominated in the currencies of the countries that have adopted the sanctions (predominantly the euro, US dollars and sterling).

				Initially, Russia’s central bank had taken steps to safeguard the country’s financial stability by providing liquidity to the banking system and buying roubles to support the currency in the face of strong downward pressures. Once the reserves were frozen and it was forced to discontinue the purchases, it raised its key interest rate from 9.5 to 20 per cent. The Government also ordered exporting firms to sell 80 per cent of their forex revenues and introduced strict capital controls on transfers by foreigners and residents alike. These measures helped to support the value of the rouble, which experienced exceptional volatility and a marked reduction in the volume of trade; after depreciating by around 50 per cent against the euro since the outbreak of hostilities, it recouped this loss at the end of March (Figure A). The Russian government also imposed conditions on payments for gas supplies on the countries that had imposed sanctions.
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				The main rating agencies have repeatedly downgraded Russian sovereign debt, signalling a strong risk of default. The leading compilers of international equity and bond indices have removed Russian securities from their baskets. After losing more than one third of its value since the start of 2022, Moscow’s stock market remained closed from 25 February for one month and gradually reopened from 24 March onwards; currency and sovereign bond markets also recorded strong tensions. Based on the downward revisions of GDP growth in 2022 by the forecasters surveyed by Consensus Forecasts (see Section 1.1), the sanctions could have a significant impact on economic activity in the country. 

				Russia is a net creditor on international financial markets and its exposure to the rest of the world, with the exception of its considerable foreign reserves, appears limited, with modest capital inflows after the annexation of Crimea in 2014. 

				The repercussions of the war are also apparent in the rest of the world, though to different extents across countries and areas. Uncertainty in global financial markets has increased; emerging economies, in particular, have witnessed a deterioration of financial conditions (see Section 1.3). The transmission of the shock through hikes in energy and other commodity prices, along with supply shortages, has been especially marked. Russia accounts for just 2 per cent or so of world trade, but its exports are highly concentrated in commodities and in energy products in particular: gas and oil make up almost half of exports and account for 25 and 12 per cent of total exports worldwide (41 and 27 per cent of total exports to the EU). Moreover, Russia is among the main global exporters of nickel and fertilizers (with market shares of 15 and 14 per cent, respectively) and, along with Ukraine, of cereals (shares of 7 and 6 per cent for the two countries). The reduction in trade flows of products such as fertilizers and cereals could pose a food security risk to low-income importing countries.

				Taken together, EU Member States absorb almost 40 per cent of Russian exports, but the share rises to more than 50 per cent for oil and to over 60 per cent for gas (mostly through pipelines); China follows, purchasing just over 30 per cent of the oil sold abroad by Russia, but less than 5 per cent of its gas. 

				Of the main world economies, Germany and Italy are the most reliant on Russian commodities (energy and metal inputs from this country account for 7 per cent of Italy’s total requirements and 8 per cent of Germany’s). These countries could also be among those hardest hit by a block on exports to Russia, both directly and indirectly through the global value chains. Final demand in Russia absorbs 0.6 per cent of total value added produced in Italy and 0.9 per cent of that produced in Germany; on average, the share is equal to 0.3 per cent for the advanced countries and to 0.4 per cent for emerging economies (Figure B).1 
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						1	To analyse the world’s overall dependence on trade ties with Russia, the methodology based on international input-output tables is used to measure not only direct exposure but also indirect exposure through global value chains; see F. Belotti,A. Borin and M. Mancini, ‘icio: Economic analysis with intercountry input-output tables’, The Stata Journal, 21, 3, 2021, pp. 708-755.

					

				

			

			
				
					Inflationary pressures increase further

				

			

			Inflation continued to grow in the United States, reaching 7.9 per cent in February (Figure 4), the highest level in the last forty years. At a time of strong recovery in domestic demand, the rises in the prices of new and second-hand motor vehicles continue to have an impact – in part pushed up by the ongoing shortage of microprocessors –, and the increases in house rentals and energy prices. Inflation has risen in the United Kingdom as well, to 6.2 per cent; it remains very moderate in Japan, at 0.9 per cent. According to recent estimates by the OECD, global inflation excluding Russia will increase further, by around 2 percentage points over the 12 months following the invasion of Ukraine, almost entirely attributable to the increase in commodity prices.1

			
				
					[image: ]
				

			

			
				
					Growth prospects for 2022 worsen above all because of the conflict

				

			

			In the forecasts issued by the International Monetary Fund in January, prior to the onset of the war, global GDP growth had been revised to 4.4 per cent (from 4.9 per cent in October) owing to the rise in new COVID cases, higher energy prices and procurement difficulties for firms. Compared with their January estimates, the forecasters polled in March by Consensus Forecasts have adjusted GDP growth in 2022 downwards, especially for the main advanced economies, thereby factoring in the effects of the conflict under way (Table 2); the revision for the euro area was particularly marked. Among the emerging countries, Russia is likely to experience an exceptional fall in GDP this year. According to the assessments released by the OECD in March, world GDP growth (excluding Russia) is expected to weaken by almost 1 percentage point in the 12 months following the invasion. Some two thirds of this difference compared with a no-war scenario is explained by the increase in commodity prices and by the deterioration in the financial markets, and the remaining part by the contraction in demand in the countries directly involved. The euro area is likely to experience a more pronounced negative impact than the United States (-1.4 percentage points against around -0.9 points). 
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					The invasion of Ukraine leads to a rise in the price of oil ... 

				

			

			The conflict pushed oil prices up to $133 dollars a barrel in the first ten days of March, the highest price since 2008 (Brent crude oil, Figure 5.a); in the early days of April, it stood at $107 on average. The rise was due to both the risk of a reduction in Russian oil exports because of possible sanctions on the energy sector and by the voluntary decision taken by some public and private operators not to purchase from Russian counterparties. The coordinated release of strategic stocks by some member countries of the International Energy Agency, especially the unprecedented amount decided by the United States, the increase in production on the part of other OPEC+ countries, the possibility of a positive resolution to the negotiations between the United States and Iran on the nuclear issue and the reduction in China’s demand for oil because of its lockdowns have exerted downward pressures on oil prices. Futures contracts signal that oil prices will decline steadily this year, though remaining at higher levels than those indicated by the same contracts before the invasion. The marked volatility of these prices reflects the high uncertainty linked to the course of the conflict.
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					... and an unprecedented peak in that of gas

				

			

			The price of natural gas reached a historic high in Europe (Figure 5.b), rising to levels almost twenty times higher in March than those in early 2020 and more than ten times those in the early days of April; these price increases, in addition to those observed as early as the second half of 2021, mainly reflect the effects of possible sanctions on the energy sector. The increase in imports of liquefied natural gas (LNG), especially from the United States, has only partially mitigated the prices. In fact, there are physical constraints in the short term on the production, regasification and transport of LNG. In part thanks to the milder than average seasonal temperatures recorded in northern Europe, gas storage has now returned to levels close to those of previous years, having dwindled considerably at end-2021. Futures contracts, which are also highly volatile, indicate that prices will remain at high levels.

			
				
					Monetary policy normalization continues in the United States and the United Kingdom

				

			

			In its meeting held on 15 and 16 March, the Federal Reserve raised the federal funds rate target to between 0.25 and 0.50 per cent; it justified its decision by citing the historically high inflation levels and the sharp drop in the unemployment rate. The new projections of the members of the Federal Open Market Committee (FOMC) envisage six further increases in the target range in 2022 and three more in 2023. Having made all its net asset purchases in March, the Federal Reserve said that there will be announcements as to how its balance sheet will be reduced. At both of its last two meetings, the Bank of England raised the interest rate by 25 basis points, bringing it to 0.75 per cent in March, and indicated possible further increases over the next few months (Figure 6); at the same time, it stopped reinvesting maturing securities in its balance sheet. In contrast, Japan’s monetary policy stance remains strongly expansionary. Among the emerging countries, Brazil continues to pursue a restrictive policy in order to mitigate its high inflation, while China, where price growth remains low, is maintaining a moderately accommodative monetary policy stance.
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			1.2 	The euro area

			Following the slowdown in the fourth quarter of 2021, economic activity in the euro area weakened further in the early months of this year. The cyclical outlook is feeling the effects of the tensions linked to the invasion of Ukraine, which are causing further rises in energy commodity prices and new procurement difficulties for firms, in addition to the pre-existing supply bottlenecks. Based on preliminary data, consumer price inflation stood at 7.5 per cent in March. The ECB’s Governing Council believes that the conflict will have considerable repercussions for economic activity and inflation in the euro area and has announced that it will take whatever action is needed to guarantee price stability and financial stability. At the same time, it has revised the schedule for its asset purchase programme (APP) for the next few months and announced that any changes in the key ECB interest rates will take place some time after the end of its net asset purchases and will be gradual.

			
				
					GDP slows abruptly at end-2021 ...

				

			

			In the fourth quarter of 2021, euro-area GDP grew very modestly (0.3 per cent, from 2.3 per cent in the third quarter; Table 3), held back by the negative contribution of foreign demand and by the reduction in household consumption; investment and the change in stocks instead made a positive contribution. Value added stagnated in services and in industry excluding construction and only expanded in construction. Among the leading economies, GDP declined slightly in Germany, owing to the contraction in household spending of almost 2 percentage points associated with the particularly intense spread of the Omicron variant.
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					... and stagnates in the first quarter

				

			

			According to the available indicators, GDP growth weakened in the first quarter of 2022. In January, industrial output held stable, continuing a phase of weakness underway since the second quarter of 2021. Industry continues to suffer from the increase in commodity prices and, albeit less so than in the most serious phases of the pandemic, from the difficulties in procuring intermediate goods, as indicated by the PMI for delivery times (Figure 7). In the March survey, the PMIs as a whole indicated a decline, though they remained compatible with an expansion in activity. In the same month, the €-coin indicator, which measures GDP growth net of the most erratic components, rose, benefiting from the confidence of firms holding steady and from the recovery in share prices since the second half of March (Figure 8).  
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					GDP estimates for 2022 and 2023 have been revised downwards

				

			

			The Eurosystem staff projections released in March indicate that GDP will grow by 3.7 per cent in 2022, and by 2.8 and 1.6 per cent respectively in the following two years. Compared with the forecasting scenario published last December, the estimates for 2022 and 2023 have been revised downwards by 0.5 and 0.1 percentage points respectively. The heightened uncertainty connected with the war in Ukraine has led the ECB to publish, as well as the central projections, two scenarios characterized by more severe international sanctions on Russia, which would cause a reduction in gas flows towards the euro area and other interruptions in global value chains. In the most adverse scenario, which in any case includes the possibility for euro-area countries to replace gas imports from Russia at least partially with other sources, GDP growth in the current year would be lower than the central estimate by 1.4 percentage points.

			
				
					Commodities continue to drive up inflation 

				

			

			Consumer price inflation, on the increase since early 2021, reached 7.5 per cent on a 12-month basis in March, the highest value recorded by far since the Economic and Monetary Union was launched (Figure 9). More than half of this change is due to the energy component. In the early months of 2022, food product prices also accelerated (5.0 per cent in March). Core inflation increased to a lesser degree, to 3.0 per cent, influenced by the indirect effects of higher energy prices and by supply-side bottlenecks.
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					Wage growth, moderate in 2021, shows no signs of acceleration as yet 

				

			

			In the fourth quarter, contractual wages rose by 1.6 per cent on an annual basis, slightly more than in the summer months (1.4 per cent); unit labour costs also remained moderate, at 1.3 per cent. Growth in wages could intensify in 2022 because of the increase in the minimum wage and the renewal of contracts in some sectors and countries, which could take account of the increases in inflation. The information available so far shows no signs of contractual wages accelerating in the area.

			
				
					Inflation remains high in 2022 and falls starting next year 

				

			

			The Eurosystem staff projections, based on the inflation data available up to 2 March, indicate that inflation will reach 5.1 per cent in 2022, and then go down to levels not far from the nominal stability objective in the following two years (2.1 per cent in 2023 and 1.9 per cent in 2024). Compared with what was forecast in December, these estimates show an upward revision of 1.9 percentage points for 2022 and much smaller increases for 2023 and 2024 (0.3 and 0.1 percentage points respectively). In the most adverse scenario considered by ECB experts, inflation will exceed 7 per cent this year and then return to below 3 per cent in 2023 and below 2 per cent in 2024.

			
				
					Short-term inflation expectations

					rise sharply ... 

				

			

			Inflation expectations have risen markedly over short-term horizons following the further rise in commodity prices. On 1 April, the expectations implied by inflation-linked swaps (ILS) equalled 4.0 per cent over the two-year horizon (Figure 10.a) and 3.0 per cent over the five-year horizon (from 2.5 and 2.0 per cent respectively in mid-January). The five-year, five years forward expectations stood at just above 2 per cent. Based on the one-year inflation expectations implied by inflation swaps, price growth is likely to reach 5.7 per cent in 2022 and then fall sharply in 2023; this decline will continue in the following years, gradually bringing inflation to around 2 per cent in the medium term (Figure 10.b). There are similar indications in the surveys: according to the experts interviewed in the Survey of Monetary Analysts (SMA), conducted by the ECB before the war began, inflation is likely to reach 4.3 per cent in 2022 and return to its target in 2023. The marked increase in short-term inflation expectations significantly raised, to about 80 per cent in early April, the probability based on option prices that inflation will be between 2.0 and 4.0 per cent on average in the years 2022-26; the probability of inflation being even higher has remained essentially stable (around 15 per cent; Figure 10.c). 
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					The ECB Governing Council revises the purchase schedule for its asset purchase programme …

				

			

			The ECB’s Governing Council believes that the invasion of Ukraine will have significant repercussions for economic activity and inflation in the euro area; on 10 March, it announced that it will take whatever action is needed to guarantee price stability and preserve financial stability. The Council has revised the purchase schedule for the APP for the next few months: net monthly purchases will total €40 billion in April, €30 billion in May and €20 billion in June. In addition, their calibration for the third quarter will be guided by how the macroeconomic situation unfolds: if new data confirm the consolidation of the medium-term inflation outlook even without these purchases, the Council will end them in that quarter. If the outlook changes, however, or if financial conditions become inconsistent with further progress towards the 2 per cent target, the Council stands ready to revise its schedule for net asset purchases in terms of size and/or duration.

			
				
					... and announces that any adjustments to the key interest rates will be gradual

				

			

			The Governing Council has also announced that any changes to the key ECB interest rates will take place some time after the end of its net purchases under the APP and will be gradual. The condition expected by the Council is that the progress made in underlying inflation is consistent with inflation stabilizing at 2 per cent over the medium term (Figure 11). 
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			Lastly, the Council confirmed the decisions announced previously regarding the other monetary policy measures and has reiterated that, within its mandate, flexibility will remain an integral part of monetary policy if threats to its transmission jeopardize the attainment of the price stability objective. Specifically, it reiterated that in the event of further fragmentation of financial markets linked to the pandemic, it will be possible to adjust reinvestments at any time under the pandemic emergency purchase programme (PEPP) and flexibly across time, asset classes and jurisdictions. Net purchases under the PEPP could also be resumed, if necessary, to counter negative shocks linked to the pandemic.

			Net asset purchases of public and private sector securities under the APP continued regularly, and at the end of March, their book value stood at €3,179 billion (Table 4). Those purchased under the PEPP brought the total book value of the portfolio of securities purchased under this programme to €1,696 billion. 

			
				
					[image: ]
				

			

			The tenth and last auction in the third series of targeted longer-term refinancing operations (TLTRO III) was settled last December. On that date, the total value of the funds disbursed under TLTRO III was €2,198 billion for the euro area and €452 billion for Italy. Following the voluntary repayments made on 30 March, this figure fell to €2,196 billion for the euro area and remained essentially unchanged for Italy. The first TLTRO III operation will mature in September 2022 and the last one in December 2024. The Governing Council will continue to monitor bank funding conditions and to ensure that the maturing of operations under TLTRO III does not hamper the smooth transmission of its monetary policy.

			
				
					Growth in lending remains strong

				

			

			After the marked strengthening observed last December, the increase in lending to euro-area non-financial corporations reached an annualized quarterly rate of 7.8 per cent in February, from 5.7 per cent in November (data adjusted for seasonal factors and the accounting effect of securitizations; Figure 12.a). Growth in lending increased in all the main countries, standing at 10.4 per cent in Germany, 8.6 per cent in France, 5.6 per cent in Spain and 2.4 per cent in Italy (see Section 2.7). Growth in lending to households for house purchase rose to 4.7 per cent on average in the euro area, from 4.2 per cent in November. 
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			Between November and February, the interest rates on new loans to non-financial corporations remained unchanged, at 1.4 per cent (Figure 12.b), while the cost of loans to households for house purchase rose by around 0.1 per cent, to 1.4 per cent. 

			
				
					The Next Generation EU programme makes further progress

				

			

			Under the Recovery and Resilience Facility (the main instrument of the Next Generation EU programme), the assessments of the achievement of the targets and objectives set by the national plans for the disbursement of the first tranche of funding are continuing. In the early months of this year, the European Commission approved the requests for payment submitted by France, Greece, Italy (see Economic, 1, 2022) and Portugal2 (Figure 13). Having obtained the favourable opinion of the Economic and Financial Committee, France received the allocated funds (€7.4 billion). Italy’s funds are expected to be disbursed this month (see Section 2.9). 
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			The funds allocated by the Commission under the Recovery and Resilience Facility amount to €74 billion so far, of which more than €56 billion disbursed in the form of pre-financing. To this end, securities worth almost €50 billion have been issued since the start of the year, €28.5 billion of which are long-term bonds (in 2021, gross issues amounted to just under €96 billion, of which €71 billion were long-term securities).

			1.3	Global financial markets

			The invasion of Ukraine and the ensuing increase in investors’ risk aversion led to significant falls in share prices, though to varying degrees across countries, which had been reabsorbed almost everywhere by the end of March. The conflict has only temporarily interrupted the rise in yields on long-term public sector bonds observed since the beginning of the year; this increase continues to broadly reflect the monetary policy decisions of the leading central banks and the expectations regarding such choices. The euro has further depreciated against the dollar, mirroring both the expectations of a more restrictive monetary policy in the United States and the euro area’s greater vulnerability to the possible consequences of the war.  

			
				
					Yields on long-term securities increase

				

			

			Despite the temporary reduction linked to the start of the conflict, the yields on ten-year public sector securities rose overall for the main advanced economies compared with mid-January (Figure 14). The yield spreads between euro-area countries and Germany have also widened, standing at much higher levels at the end of March than those observed on average in 2021, especially for Greece and Italy (Figure 15). 
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					The invasion of Ukraine increases volatility in financial markets

				

			

			The invasion of Ukraine initially led to a widespread fall in share prices in the main advanced countries (Figure 16), particularly in the euro area, which is more integrated with the Russian economy (see the box ‘The invasion of Ukraine: sanctions on Russia and effects on the financial markets and international trade’). More recently, share prices have made a recovery overall. In the United States and the euro area, the implied volatility of futures linked to government securities recorded higher rises than the volatility of share prices (Figure 17). The prices of commodities and of financial assets linked to them have recorded considerable and widespread increases since the conflict broke out, only partly reabsorbed in the second half of March. As well as natural gas and oil (see Section 1.1), the increase affected some agricultural and metal products. As regards the nickel market, trade on London’s main market was temporarily suspended in March, following the extraordinary increase in prices because of the sudden closure of some significant short positions held by a single operator. The marked volatility in commodity prices made it more difficult for some firms to raise the liquidity necessary to continue operating, thereby exacerbating trading tensions. 

			
				
					[image: ]
				

			

			
				
					[image: ]
				

			

			
				
					The euro exchange rate depreciates 

				

			

			Since mid-January and despite a volatile performance, the euro has depreciated by over 3 per cent against the dollar, largely reflecting the expectations of a relatively more restrictive monetary policy in the United States, as well as a greater vulnerability of the euro area to the possible consequences of the war (Figure 18). The indicators derived from the financial markets indicate that the cost of hedging against a significant depreciation of the euro has become higher than that of hedging against an appreciation (Figure 19). 
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					1	OECD, OECD Interim Economic Outlook, March 2022. The main assumption underlying the estimates is that the variation in the average for commodity prices, calculated in the first two weeks after the conflict began and compared with the average in January, will last for at least one year; the other assumptions concern the continuation of tense conditions on the financial markets and the contraction of domestic demand in Russia and Ukraine.

				

				
					2	In January, Portugal sent the European Commission its request for payment of the first tranche (around €1.2 billion) of the funds envisaged in its plan.

				

			

		

	
		
			2	THE ITALIAN ECONOMY

			2.1	The cyclical situation

			Growth in the Italian economy lost momentum in late 2021, held back by sluggish household consumption and the negative contribution of net foreign demand. According to the available indicators, GDP fell in the first quarter of this year, owing to the resurgence in the number of COVID cases and the further, sharp rises in the prices of energy products, against a cyclical backdrop of heightened uncertainty stemming from the developments of the invasion of Ukraine.

			
				
					GDP slows sharply in the fourth quarter of 2021 ...

				

			

			In the fourth quarter of 2021, GDP expanded by 0.6 per cent, compared with 2.5 per cent in the third quarter (Figure 20 and Table 5). The slowdown reflected the halt in the rise in consumption and the strong increase in imports, while exports were stable. Fixed investment and the change in stocks instead made a positive contribution. Value added grew moderately in services and in industry excluding construction while it continued to rise sharply in construction. 
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					... and falls in the first quarter of this year 

				

			

			Based on the latest indicators, we estimate that GDP fell by just over 0.5 percentage points in the first quarter of 2022 compared with the previous period (see the box ‘Economic activity in the first quarter of 2022’). The cyclical indicators available so far indicate a decline in activity in both manufacturing and services. In the latter, the reduction appears linked above all to the weakening in household spending. The purchasing managers’ indices (PMIs) for manufacturing and services decreased compared with the end of 2021, though they remained high in March. The confidence surveys conducted in March, the first carried out since the invasion of Ukraine, point to a sharp worsening for consumers, especially going forward, but to overall stability for businesses. The Ita-coin indicator also improved slightly in the same month and was virtually unchanged in the first quarter on average compared with the fourth quarter of 2021 (Figure 21). Looking ahead, the conflict in Ukraine could impact Italy’s GDP through different channels (see the box ‘The impact of the war in Ukraine on the Italian economy: illustrative scenarios’).   
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				Economic activity in the first quarter of 2022

				At the start of the year, economic activity was affected by the rise in new cases of the Omicron variant, the spike in energy costs and, from the end of February onwards, the repercussions of Russia’s invasion of Ukraine. Based on the set of models used by the Bank of Italy, it is estimated that GDP declined by 0.7 per cent on the previous quarter, with a degree of uncertainty quantifiable in half a percentage point above and below the central projection. Value added is estimated to be declining in industry excluding construction, and in services, but increasing in construction.

				In the first quarter overall, the Italian weekly economic index (ITWEI; Figure A)1 recorded a drop in GDP in the order of 2 percentage points on the previous quarter, primarily reflecting the sharp decline in gas consumption for industrial use. In the current phase, however, this data should be interpreted with particular caution (Figure B). More generally, in the present context of deep uncertainty over short-term developments, the confidence bands around the central value of the indicator are especially broad, also owing to the high volatility of the weekly data.  
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				Taking into account the figures available up to January and our estimates for February and March, in the first quarter, industrial production fell by around 2 per cent on the previous period, recording its first substantial decline since the spring of 2020. According to firms, the falloff in activity reflects heightened uncertainty, international trade tensions, and the increase in energy prices (see the box ‘Italian firms’ assessments according to the quarterly Survey on Inflation and Growth Expectations’). 

				Since last December, the services sector was impacted by the rise in new cases of COVID-19, which weakened confidence, especially in the tourism and transport sectors, and led to a fall in the PMI index. Although the indicator rose to higher levels than in January in the two months February-March, on average over the first quarter, activity in services is estimated to have declined compared with the fourth quarter of 2021.

				In the same period, the indications relative to the construction sector appear, by contrast, to be very positive, as it continues to benefit from government incentives: production, valued in terms of moving averages, rose by 4.0 per cent in January. The confidence of firms operating in the sector hit its highest level in March since the series began in 2000. 

				
					
						1	The indicator monitors GDP growth by including a broad dataset, comprising high-frequency data on payment flows and motorway haulage, as well as on the consumption of electricity and gas for industrial use. For further details, see D. Delle Monache, S. Emiliozzi and A. Nobili, ‘Tracking economic growth during the Covid-19: a weekly indicator for Italy’, Banca d’Italia, Note Covid-19, 27 January 2021.

					

				

			

			
			

			
				The impact of the war in Ukraine on the Italian economy: illustrative scenarios

				Assessing the economic consequences of the war in Ukraine is subject to a high degree of uncertainty. Using the Bank of Italy’s econometric model1 we can assess macroeconomic scenarios illustrating how the conflict might unfold and the related impact on commodity prices, foreign trade, uncertainty and confidence among households and firms, and the availability of energy inputs for production.2 These scenarios illustrate the potential repercussions of the current crisis, but do not estimate the most likely course of the Italian economy in the years to come; the scenarios outlined here cannot therefore be interpreted as an update of the projections for Italy.

				All the scenarios take account of the latest information on consumer price developments, economic activity and, in particular, GDP estimates for the first quarter of the year (see the box ‘Economic activity in the first quarter of 2022’). They also incorporate the effects of budgetary policy measures already adopted to counter higher commodity prices and those of future interest rate developments that can be inferred from the recent performance of the financial markets. They do not take account of possible future economic policy responses.

				In a first, more favourable, scenario (A), it is hypothesized that a rapid resolution of the conflict would significantly ease the tensions that are currently keeping commodity prices high, helping to reduce uncertainty and bolster confidence. From mid-2022, gas and oil prices are expected to return to the levels anticipated at the start of January, cancelling the increases implicit in current futures prices and equal to around 40 percentage points in 2022 and 50 percentage points in 2023 for gas and to around 30 and 20 per cent respectively for oil. The performance of international trade is assumed to be in line with the baseline trend of the euro-area macroeconomic projections formulated by ECB staff in March.3 In this scenario, GDP would increase by 3.0 per cent this year and by 3.1 per cent in 2023 (see the figure). Inflation would reach 4.0 per cent in 2022 and would fall to 1.8 per cent in 2023. Compared with the projections formulated in last January’s Economic, GDP growth would be almost 1 percentage point lower this year, owing above all to the worse than expected performance in the first quarter, reflecting only in part the developments following the outbreak of war; growth would instead be more than half a percentage point higher in 2023. Inflation would be 0.5 points higher in 2022 and 0.2 points higher in 2023.   
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				A second, intermediate, scenario (B) is formulated by assuming a protraction of the war. The technical hypotheses related to the prices of commodities are inferred from futures contracts in the ten working days prior to 1 April.4 It is further assumed that the repercussions of the protraction of the war on trade with Russia and Ukraine compress foreign demand for Italian goods and services in the next two years by around 1 per cent. They also incorporate a deterioration in confidence and an increase in uncertainty, which are nonetheless assumed to be of relatively short duration, ending by the beginning of next year. In this scenario, GDP growth in Italy would equal 2.2 per cent in 2022 and 1.8 per cent in 2023. Inflation would rise to 5.6 per cent this year and to 2.2 per cent in the following year. Compared with last January’s projections, GDP growth would therefore be 1.6 percentage points lower in 2022 and 0.7 points lower in 2023. Apart from the worse than expected performance in the first quarter of this year, the reduction in growth is mostly ascribable to the effects of increases in commodity prices; higher inflation would reflect these prices almost entirely.  

				A third, more severe, scenario (C) hypothesizes that the hostilities not only become protracted – as in Scenario B – but also get worse, resulting in gas shortages for Italy after Russia cuts off supplies for one year starting in May. For example, it is posited that the suspension, offset in part by recourse to other suppliers, translates into a reduction of around 10 per cent of production in the electricity, gas, steam and air conditioning sectors;5 it is further hypothesized that this generates bottlenecks for energy-intensive manufacturing.6 The resulting constraints on production would reduce the total value added of the economy by around 1.5 percentage points. Aside from this direct hit on production, there would be indirect effects linked to lower demand by downstream sectors and a fall in employment, income and aggregate demand. The lower availability of gas would likely also lead to a marked worsening of the impact attributable to the other channels of transmission. It is assumed, in particular, that natural gas prices reach higher levels than those recorded at the start of January: 130 percentage points higher in 2022 and around 90 points higher in 2023; the rise in oil prices would amount to around 40 and 30 points, respectively.7 It is further assumed that the continuation of the war is associated with a sharp increase in uncertainty and drops in confidence among consumers and firms similar to the levels recorded in the gravest recessionary periods of late. Further negative effects would stem from the fallout of the conflict on international trade (see the box ‘The invasion of Ukraine: sanctions on Russia and effects on the financial markets and international trade’, Chapter 1). The scenario incorporates, in particular, a drop in foreign demand for Italian goods of around 2.5 percentage points in the two years 2022-23.8 In this scenario, GDP would decline by almost half of a percentage point both this year and the next. Compared with the projections published in January’s Economic Bulletin, GDP growth would therefore be 7 percentage points lower overall in the two years 2022-23. Inflation would rise to close to 8.0 per cent in 2022 and fall to 2.3 per cent in 2023. 

				In the current, highly uncertain, context, it is not possible to rule out even more unfavourable scenarios. Moreover, the repercussions of the conflict on the Italian economy will depend to a great extent on the economic policies that can be adopted to counter recessionary triggers and halt the pressures on prices highlighted in the scenarios outlined here. 

				
					
						1	G. Bulligan, F. Busetti, M. Caivano, P. Cova, D. Fantino, A. Locarno and L. Rodano, ‘’, Banca d’Italia, Temi di Discussione (Working Papers), 1130, 2017.

					

					
						2	These scenarios do not consider possible tensions on financial markets, which are difficult to quantify based on the available information, also owing to the marked volatility of the main indicators in recent weeks (see Sections 1.3 and 2.8).

					

					
						3	For more information, see the ECB’s website ‘ECB staff macroeconomic projections for the euro area’, March 2022. 

					

					
						4	These posit a return of prices to levels close to the averages at the start of January no sooner than the second half of 2023. Compared with what can be inferred from the trends at the start of this year, the natural gas prices incorporated in this scenario are around 40 and 50 per cent higher in 2022 and 2023 respectively, around 30 and 20 per cent higher for oil.  

					

					
						5	This hypothesis is comparable with a total interruption of gas imports from Russia, which is addressed in the near term by recourse to other suppliers and national extraction to offset, on average over the year considered, around two fifths of the shortfalls in gas from Russia (see the box ‘Commercial and financial relations between Italy and Russia’).

					

					
						6	Energy intensity is calculated, for each sector – in accordance with Istat’s environmental accounts – as the ratio of total consumption of energy to value added. In 2019, manufacturing activity with greater energy intensity than the sector average accounted for a share of total national value added equal to around 2.5 per cent (4.5 per cent, including the energy, mining and quarrying sectors). Energy-intensive manufacturing includes metal working, chemicals and the processing of non-metal ores.

					

					
						7	These trends are consistent with the prices of futures contracts recorded during the days in which prices peaked since the outbreak of the conflict (7 March 2022 for gas and 8 March for oil).  

					

					
						8	The reduction reflects both the direct impact of a contraction in demand from Russia and Ukraine, estimated in the order of 50 per cent, and a more general slowdown in global output and world trade, following the exceptional increases in commodity prices and the effects that the conflict could have on economic activity and on demand for Italian goods and services in the other euro-area countries; these effects are commensurate with the impact of the war on GDP in the euro area that can be inferred from the alternative scenarios prepared by the ECB experts, assuming an elasticity of imports in the euro area to GDP equal to 2. 

					

				

			

			2.2	Firms

			Industrial activity decreased in the first quarter as a whole, to levels that are slightly lower than those recorded before the pandemic. Following the upswing at the end of last year, firms believe that investment will likely continue to grow over the course of 2022, though at a slower pace. Conditions on the real estate market remain favourable.

			
				
					Industrial production declines in the first quarter ... 

				

			

			In January, industrial production fell sharply (-3.4 per cent on the previous month, from -1.1 per cent in December), far more than the leading forecasters had expected; this was due to stronger than anticipated calendar effects linked to the early January holidays, as considerable rises in input prices led some firms to prolong more than usual the temporary closure of their business. The fall in production was widespread across all the main sectors; it was associated with a sizeable deterioration in the outlook for the sectors most exposed to the rises in energy prices, which include metal working, chemicals and the processing of non-metal ores. Difficulties in the procurement of other commodities and intermediate goods also play a role. Based on our estimates (see the box ‘Economic activity in the first quarter of 2022’), industrial production declined by about 2 percentage points in the first quarter as a whole (it had grown by 0.2 percentage points in the final quarter of last year; Figure 22).
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					... and investment growth weakens 

				

			

			Investment expenditure accelerated in the fourth quarter of 2021 (to 2.8 per cent compared with the previous period, from 1.8 per cent), driven by both construction and spending on plant and machinery. Nevertheless, the latest indicators suggest a weakening in capital accumulation in the early months of the year. According to calculations based on data from Assilea, the Italian leasing association, the value of lease financing contracts for industrial vehicles fell in January and February, while a slight increase was recorded for capital goods. Firms’ assessments point to a sharp deterioration in investment conditions across all sectors, though their plans continue to suggest an expansion in fixed investment expenditure for this year, albeit at a slower pace than that indicated in the previous survey (see the box ‘Italian firms’ assessments according to the quarterly Survey on Inflation and Growth Expectations’).

			
			

			
				Italian firms’ assessments according to the quarterly Survey on Inflation and Growth Expectations 

				Between 23 February and 16 March, the Bank of Italy conducted its quarterly survey on inflation and growth expectations on a sample of about 1,500 firms with 50 or more employees active in industry excluding construction, services and construction (see ‘Survey on Inflation and Growth Expectations’, Banca d’Italia, Statistics Series, 7 April 2022). 

				Firms’ assessments of the general state of the economy have worsened considerably compared with the previous quarter, above all as a result of the conflict in Ukraine. The balance of expectations of an improvement and those of a deterioration in operating conditions in the quarter following the survey turned negative (-33 percentage points compared with +10 points in the previous quarter). Firms reported that, compared with last December’s survey, political and economic uncertainty, the rise in oil prices, international trade tensions, and a weakening in demand for their own goods or services weighed far more heavily on their businesses. In line with the previous survey, around two thirds of manufacturing firms and one third of service firms reported difficulties in procuring commodities and intermediate inputs and, for more than half of them (compared with 14 per cent in the previous survey), these restrictions will continue beyond 2022. Almost all firms have also been hit by the rise in energy prices (86 per cent, compared with 70 per cent in the previous quarter) and just under three quarters of the firms affected considered that the increase in these costs will be reflected, at least in part, in their selling prices.

				Assessments of demand also deteriorated noticeably in the first quarter. The balance between those of an improvement and those of a deterioration remained positive but narrowed by 26 points (to 9 points). This narrowing occurred in similar measure all across the main sectors of economic activity. The balance remains, however, different for each of them: it is still very favourable in construction and in industry excluding construction (31 and 19 points), while it has been all but wiped out in services, plausibly because of the sharp rise in new cases of COVID-19 since the end of last year.  Expectations for the current quarter indicate a further slowing of demand, for both the domestic and foreign components. Demand in the construction sector has weakened less, especially in those companies that work mainly in the residential segment.

				Assessments of investment conditions have worsened compared with last quarter: the balance between opinions indicating an improvement or a deterioration fell from +7 to -49 points, in similar measure for the manufacturing and service sectors, and for large companies and small to medium-sized enterprises. Additional data collected by the Bank of Italy’s branches through informal contacts with firms indicate that investment conditions may have worsened in the northern regions of Italy in particular. Nevertheless, the quarterly survey indicates that, for now, firms have not significantly revised their investment plans for this year. Compared with plans made in December, there has only been a modest downward revision of expenditure. Overall, the share of firms that intend to increase investment in 2022 compared with 2021 fell from 42 per cent to 38 per cent, while the share of those who plan a reduction rose from 15 per cent to 18 per cent. Between the second half of 2021 and the current half-year, there has also been a slight weakening of expectations regarding spending on capital goods.
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					The outlook for the real estate market remains favourable

				

			

			Growth in residential property sales continued in the fourth quarter of 2021 (3.4 per cent on the previous period; Figure 23), a trend under way since the third quarter of 2020. In 2021 as a whole, house sales grew by 34 and 24 per cent compared with 2020 and 2019, respectively. In the early months of 2022, based on the listings posted on the Immobiliare.it online platform, demand for residential properties remained strong. House prices, for both new and existing housing, rose by 4 per cent in the fourth quarter of 2021 and by 2.5 per cent in the year as a whole, recording their highest growth since 2010 (the first year for which the relevant Istat data are available). According to the Italian Housing Market Survey conducted in January and February on a sample of real estate agents, the outlook for the domestic market remains favourable, though it has worsened slightly compared with the previous quarter; indications of a rise in house prices have gathered further momentum.
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					Firms’ debt holds stable

				

			

			Based on provisional data, after falling in the two previous quarters, the debt of Italian non-financial corporations held largely stable in the fourth quarter of 2021, at 73.1 per cent of GDP (compared with 110.5 per cent in the euro area; Figure 24). The liquidity held by firms on deposit and current accounts remains high, though below the peaks recorded during 2020 (see Section 2.7).
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			2.3	Households

			After stagnating in late 2021, consumption appears to have declined in early 2022. Likely contributory factors were the cautious spending behaviour of consumers in connection with the deterioration in the public health situation, the loss of purchasing power ascribable to the further rises in prices, as well as the worsening in the expectations relating to the general state of the economy and to personal finances. The fall in the propensity to save came to an end.

			
				
					Stable consumption in the last quarter of 2021 ...

				

			

			In the fourth quarter of 2021, the growth in household spending came to a halt (Figure 25.a), owing to the decline in the purchases of durable goods and services. Total consumption remained just above pre-pandemic levels for goods (0.7 per cent), while the negative gap widened for services (-7.4 per cent). Over the same period, the real disposable income of households rose slightly on the previous quarter, leading to a marginal increase in propensity to save, to 11.3 per cent, still above pre-pandemic levels (Figure 25.b).
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					... is followed by a reduction in the early months of this year

				

			

			Expenditure appears to have continued to weaken in early 2022. Confcommercio’s consumption indicator and the high-frequency data on withdrawals and electronic payments recorded negative cyclical variations in the two-month period January-February on average (Figure 26), owing to the sharp contraction in spending on services, likely linked to the resurgence of the pandemic. New vehicle registrations declined further in the first quarter, continuing a trend underway since the autumn of 2020. Consumer confidence worsened sharply in March (Figure 27), reflecting the significant deterioration in the expectations relating to the general state of the economy as well as to personal finances. Owing to the different composition of the basket, rising energy prices are impacting households unevenly, hitting harder those with lower overall consumption levels; among the measures enacted by the Government on the energy front (see Section 2.9), the ‘social bonus’ for electricity and gas was expanded to support the purchasing power of the most vulnerable households, mitigating the overall impact of the price increase. 
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					Household debt remains stable 

				

			

			Based on provisional data, in the fourth quarter of 2021, household debt as a percentage of disposable income remained stable, at 64.6 per cent (Figure 28), still far below the euro-area average (98.1 per cent). Debt servicing costs (interest plus repayment of principal) increased slightly compared with the previous quarter, to 10.3 per cent. As a share of GDP, household debt was practically unchanged, at 43.6 per cent (60.1 per cent in the euro area).
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			2.4	Foreign trade and the balance of payments

			In the fourth quarter of 2021, the growth in Italian exports came to halt, while that in imports continued at a strong pace. Foreign sales started rising again in early 2022. In 2021 as a whole, the current account surplus was affected by the gradual worsening in the energy balance but it remained large. Last year, foreign investors made net purchases of private sector debt securities and reduced their exposure in terms of public sector securities. The positive net international investment position widened further.

			
				
					Exports remain largely stable in the fourth quarter

				

			

			The growth in the volume of exports of goods and services came to a standstill in the fourth quarter of 2021 (Table 6), interrupting the upward trend underway since mid-2020. Sales of goods decreased slightly, notwithstanding the recovery in world trade in late 2021: the increase in exports to euro-area markets did not fully offset the decrease in those to the rest of the world. At sectoral level, foreign sales grew above all for pharmaceuticals and to a lesser extent, the fashion industry. Conversely, exports decreased further in some sectors still exposed to supply-side bottlenecks (basic metals, mechanical machinery and electronics). In 2021 as a whole, Italy’s foreign sales of goods increased more than those of its major European partners.
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			Following the exceptional growth during the summer linked to the recovery in international tourist flows, exports of services rose further in the fourth quarter – though less than in the previous quarter – despite the worsening in the COVID situation. 

			In line with developments in gross fixed investment and in stocks (see Section 2.1), imports of goods, especially from non-euro-area countries, continued to expand at a fast and pace; they grew above all for imports of energy commodities and of maritime navigation goods.

			
				
					Exports of goods grow in early 2022

				

			

			In January and February on average, the growth in the volume of exports of goods to non-EU countries rose compared with the previous quarter. In January, sales on EU markets had increased as well. In the first quarter of the year, manufacturing firms’ assessments of foreign orders, as recorded by Istat, and the corresponding PMI worsened compared with the previous quarter, though they remain compatible with an expansion in sales (Figure 29). The outlook for trade, however, is affected by the heightened uncertainty linked to the possible repercussions of the conflict in Ukraine. Italy’s exposure to Russia is limited on the export side, while its purchases of energy inputs and a number of commodities are significant (see the box ‘Commercial and financial relations between Italy and Russia’). 
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				Commercial and financial relations between Italy and Russia

				Sales in Russia accounted for 1.5 per cent of Italy’s total goods exports in 2021, valued at current prices and exchange rates (€7.7 billion; see the table). After machinery, which accounts for one quarter of sales, the most important products are in the fashion, chemical and food sectors; exports to Russia in these sectors are in any case below 2 per cent of turnover. Overall, almost 1,200 firms, mainly small and medium-sized, sell more than 10 per cent of their production on the Russian market.1 Final demand in Russia absorbs a slightly higher share of value added produced in Italy than the average for the advanced economies, though in any case it remains limited (just over half a percentage point; see the box ‘The invasion of Ukraine: sanctions on Russia and impact on the financial markets and international trade’ in Section 1).
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				Exposure to Russia is instead greater as regards imports of goods (€17.6 billion in 2021, equal to 3.7 per cent of the total goods purchased by Italy), with a high concentration in energy products. More than one fifth of Italian imports of energy commodities come from Russia; the share for natural gas alone exceeds 45 per cent.

				According to Istat data for 2019, some 43 per cent of the natural gas imported by Italy’s procurement markets overall is used directly for production purposes, 31 per cent for generating electricity and 24 per cent for domestic uses.2 According to our preliminary estimates, any interruption in the natural gas flows from Russia could be offset by about two fifths by end-2022, without drawing on Italy’s methane reserves and using solutions such as: (a) increasing imports of liquefied natural gas, especially from the United States and Qatar; (b) greater recourse to other suppliers, such as Algeria; and (c) increasing the extraction of natural gas from national gas fields. Just for the gas used for producing electricity,3 the strategies that could be deployed include the reopening of coal-fired power stations, although this would mean a significant worsening in pollutant emissions. In the medium term, it would be possible to fully offset imports of Russian gas by investing more in renewable sources and stepping up imports from countries other than Russia (by means of gas pipelines and above all regasification plants). 

				As well as energy products, a significant share (above 10 per cent) of Italian imports of fertilizers, nickel and cereals also comes from Russia, Ukraine and Belarus, taken as an aggregate.

				Trade in services with Russia is modest. In 2021, around one quarter of exports (equal to €0.8 billion) involved travel, and fees for the use of intellectual property accounted for over 10 per cent, while imports (€0.5 billion) were mainly attributable to transport and travel.

				As regards financial links, Italy’s exposure remains limited and reflects above all the presence of Italian firms’ production activities in Russia. At the end of the fourth quarter of 2021, direct Italian investments in Russia equalled €11.3 billion, mainly in mechanical machinery, construction and the banking sector. Portfolio investment in securities from public or private Russian issuers amounted to just €1.0 billion. Other investments stood at €7.0 billion. On the liabilities side, Russian investments in Italy are very limited. 

				
					
						1	The number rises to 1,550 if Ukraine and Belarus are also included.

					

					
						2	The remaining 2 per cent is earmarked for stockpiling or export.

					

					
						3	Some 48 per cent of the electricity produced in Italy comes from natural gas, against an average of 20 per cent for EU countries.

					

				

			

			
				
					The current account surplus remains large in 2021, though the energy balance worsens

				

			

			According to preliminary estimates, in 2021 the current account surplus was equal to €44.6 billion, amounting to 2.5 per cent of GDP (Table 7), marking a decrease compared with 2020. The considerable widening in the energy balance (which practically doubled owing to the price increases registered in the second half of the year; Figure 30) more than offset the increase in the surplus for the other goods. The deficit in services also grew, particularly for transport services, which were affected by the rise in freight rates. In January, the further worsening in the energy balance compared with the same period one year earlier was a major contributing factor to the negative current account balance. 
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					Foreign investors purchase Italian private sector debt securities

				

			

			In 2021 as a whole, non-resident investors made net purchases of private sector debt securities amounting to €24.3 billion. Conversely, their exposure in Italian public sector securities decreased, following disposals equal to €27.5 billion, against net issues totalling €83.0 billion. Net sales of Italian public and private sector securities were recorded in January. According to data from Emerging Portfolio Fund Research (EPFR) for a sample of international investment funds, between February and March, the net inflow of foreign savings towards Italian financial assets slowed for both the equity and the bond segments, against a backdrop of turbulence in the international financial markets (see Section 1.3).

			On the asset side, residents continued to make net purchases of foreign portfolio securities, amounting to €123.9 billion in 2021 and €21.3 billion in January 2022 alone, mainly in foreign investment funds and above all by households and insurance companies. Last year, the public sector received inflows from abroad totalling €34 billion, due to the loans connected with the European Commission’s instrument for temporary Support to mitigate Unemployment Risks in an Emergency (SURE) and with the first tranche of funding envisaged by the Recovery and Resilience Facility. 

			The Bank of Italy’s negative balance on the TARGET2 European payment system widened slightly in the first three months of 2022 as a whole, reaching €597 billion (from €590 billion at the end of last year; Figure 31).
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			At the end of 2021, Italy’s net international investment position was positive by €132.0 billion (equal to 7.4 per cent of GDP), €22.8 billion higher than at the end of September. The increase was mainly ascribable to positive valuation adjustments on portfolio assets, especially equity and investment funds, and to a lesser degree to the current account surplus. 

			2.5	The labour market 

			In the last quarter of 2021, the number of persons employed and that of hours worked continued to rise in cyclical terms, though at a slower pace than in the two previous quarters; the unemployment rate decreased slightly. While still positive, job growth likely slowed in the first two months of 2022. The recent rises in prices have not passed through to contractual wages, for which growth remains subdued.

			
			

			
				The number of persons employed and of hours worked increase slightly in the fourth quarter

			

			Last autumn, the growth in the number of persons employed continued at a pace similar to that of the third quarter (0.3 per cent, from 0.4 per cent), but lower than that of the second quarter (1.3 per cent; Figure 32.a). Growth was recorded in all the main sectors and was more pronounced in private services and in construction; it concerned both self-employed workers and payroll employees. The number of hours worked rose in line with the number of persons employed (0.2 per cent, from 1.3 and 3.5 per cent in the two previous quarters), but it is still 1.7 per cent lower than in the same period of 2019, prior to the outbreak of the pandemic (the number of persons employed is 0.5 per cent lower). Preliminary data from Istat’s labour force survey suggest that in January and February the number of persons employed grew, though less so than in the previous two-month period.
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					The number of new permanent contracts continues to grow

				

			

			About half of the new jobs created in the last quarter of 2021 and the first two months of 2022, net of terminations, were on permanent contracts (a monthly average of 30,000; Figure 32.b). As labour demand picked up again, stronger growth was recorded for both hires and terminations, the latter driven by resignations. The number of dismissals is gradually returning to pre-pandemic levels (see Ministry of Labour and Social Policies, Banca d’Italia and ANPAL, ‘The labour market: data and analysis’, March 2022.

			Part of the recovery in hours worked is due to the decrease in the use of wage supplementation schemes, a trend that continued in the first two months of 2022 (Figure 33.a); however, the number of hours authorized appears to have increased in the most energy-intensive sectors. The unemployment rate, which had been decreasing in the last three quarters, fell by a further 0.4 percentage points in the first two months of the year (to 8.6 per cent) compared with the previous two months (Figure 33.b). According to preliminary data from Istat’s labour force survey, labour supply continues to be negatively affected by population ageing (about 320,000 fewer people in the 15-64 age group between the fourth quarter of 2021 and the corresponding period of 2020).
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					Growth in contractual wages remains moderate

				

			

			Growth in contractual wages in the non-farm private sector remained moderate in January and February (0.8 per cent compared with the same period of 2021; Figure 34). The share of private sector employees working in a sector for which the collective bargaining agreement has expired rose to 48 per cent in February, from 38 per cent at the end of 2021.1 
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			In March, the collective bargaining agreement for the construction sector was renewed, providing for wage increases over the three years 2022-24 estimated in the order of 6 per cent, about 3 percentage points more than the latest forecasts published by Istat in June for the harmonized index of consumer prices (HICP), net of imported energy products.2 The rise in contractual wages likely reflects the very positive performance of the sector in the last two years, as well as the will to partially compensate for the increases missed during the period during which no agreement was in force (the previous one had expired in September 2020). For the private sector as a whole, the pass-through of price tensions to labour costs appears limited, owing to both the long duration of the collective bargaining agreements and the fact that these agreements do not customarily provide for automatic mechanisms for making up any differences between the inflation rate expected at the date on which they are signed and that actually realized. Actual earnings have continued to rise in recent months at a moderate pace (1.3 per cent).3

			2.6 	Price developments

			In the first quarter of 2022, inflation in Italy reached its highest level since the early 1990s, driven mainly by the exceptional increase in energy prices. The core component rose slightly, but is still below 2 per cent. Strong upward pressures on natural gas and oil prices connected with the invasion of Ukraine are expected to keep inflation high during the year. Households’ and firms’ expectations concerning price developments have reached historically high levels over all time horizons. 

			
				
					Inflation is once again driven by higher energy prices

				

			

			In March, the twelve-month change in the harmonized index of consumer prices rose to 7.0 per cent, continuing the upward trend under way since the second half of 2021 (Figure 35 and Table 8). Inflation was driven mainly by the exceptional increase in the energy component (53.5 per cent), which reflects the sharp rise in fuel prices and high natural gas and electricity prices. Food prices also climbed rapidly, rising by over 5 per cent in February (and by almost 9 per cent for unprocessed food products alone), due to increased costs along the entire supply chain. Core inflation rose, although it remained below 2 per cent (1.8 per cent in March). Looking ahead, the Italian Regulatory Authority for Energy, Networks and the Environment (ARERA) announced that gas and electricity tariffs for the regulated market would be cut by about 10 per cent for the second quarter of 2022, after almost a year and a half of increases. The Government also took action on 23 March to control fuel prices by reducing excise duties for one month (see Section 2.9).  
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					Supply problems and rising energy costs also drive up producer prices …

				

			

			In February, producer price inflation for industrial products sold on the domestic market remained high but stable (at 40 per cent on a twelve-month basis), driven primarily by energy prices, which more than doubled compared with the year before. The prices of intermediate goods also rose at an historically high rate (20 per cent). In March, the PMI referring to the cost of production inputs for manufacturing firms remained historically high. Production costs continue to be affected by the ongoing global supply problems for some commodities and certain intermediate inputs, connected in part with the tensions sparked by the invasion of Ukraine, as well as high transport costs and longer delivery times. 

			
				
					...  but wage pressures remain moderate

				

			

			Wage pressures on prices remain modest. Wage growth in the non-farm private sector was low in January and February (see Section 2.5). The growth in unit labour costs eased in the economy as a whole to 1.3 per cent in the fourth quarter compared with a year earlier (2.3 per cent in the third quarter), reflecting the slowdown in hourly wages.

			
				
					Firms and households raise their inflation expectations further 

				

			

			In the Bank of Italy’s quarterly Survey on Inflation and Growth Expectations conducted between February and March, firms reported another increase in their inflation expectations across all the forecasting horizons, more markedly so for the shorter horizons (over 5 per cent; Figure 36). The firms expect their selling prices to increase by an average of 3.6 per cent over the next twelve months; it is expected to be worse for industrial firms since they are more exposed than service firms to higher costs for energy and inputs and to procurement problems. The balance between the share of households expecting prices to increase over the next twelve months and that expecting them to decrease rose again at the start of the year, reaching historic highs. The professional forecasters surveyed in March by Consensus Economics expect inflation to average 5.8 per cent in 2022, almost 4 percentage points more than they anticipated last December. However, they predict that it will fall back to just under 2 per cent in 2023.
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			2.7 	Banks

			In the early months of 2022, the growth in lending to non-financial corporations was contained. Given the abundant liquidity accumulated over the last two years and the multiple factors giving rise to uncertainty, demand for new loans continued to be modest. The most recent surveys of firms indicate that credit access conditions have worsened. The new non-performing loan rates on lending to firms remained at historically low levels. In 2021, the return on equity of the significant banking groups rose. 

			
				
					Growth in lending to firms is still modest

				

			

			The increase in lending to the non-financial private sector rose to 2.8 per cent quarter-on-quarter in February (from 2.3 per cent in November, on a seasonally adjusted and annualized basis; Figure 37.a). Lending to households remains strong (up 4.1 per cent quarter-on-quarter, from 3.8 per cent), while that to non-financial corporations, albeit recovering, is still contained (2.4 per cent, from 1.4 per cent; Figure 37.b). Demand from firms was curbed by the abundant liquidity accumulated during the pandemic (see Section 2.2) and was affected by the atmosphere of uncertainty.
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			The annual change in loans to households points to a robust increase in lending for house purchase (5.1 per cent), compared with the ongoing sluggishness in consumer credit (1.5 per cent). The growth in lending to firms gained strength across all sectors of the economy.

			
				
					Funding remains robust

				

			

			Between November and February, banks’ funding remained stable. Deposits of non-residents improved (4.6 per cent, from -5.0 per cent in November; Table 9) and banks’ liabilities with central counterparties (6.2 per cent, from 0.3 per cent), while bank bond issues continued to decline and the growth in liabilities towards the Eurosystem eased. Funding costs rose slightly, although they remain low. 
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					The cost of loans to firms and households remains low

				

			

			Between November and February, the average interest rate on new bank loans remained stable (1.1 per cent; Figure 38). The interest rate on new loans to households for house purchase rose by about 0.1 percentage points (1.5 per cent). 
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			The results of the euro-area bank lending survey on the fourth quarter of last year, conducted prior to Russia’s invasion of Ukraine and referring to the fourth quarter of last year, show that Italian banks’ credit standards for loans to firms and households remained relaxed. The terms and conditions for approved loans were, however, slightly stricter across all segments, in particular due to an increase in margins for the riskiest ones (see the box ‘Credit supply and demand’). The most recent surveys of firms conducted by the Bank of Italy (Survey on Inflation and Growth Expectations) and by Istat point to a deterioration in credit access conditions in the first quarter of the year. 

			
			

			
				Credit supply and demand

				The Italian banks that took part in the last euro area bank lending survey (BLS),1 (which was conducted before Russia’s invasion of Ukraine) in reference to the fourth quarter of last year, continued to report generally relaxed credit supply policies. Credit standards for loans to firms and households eased slightly (Figure A), while the terms and conditions for approved loans were slightly stricter across all segments, in particular because of an increase in the margins applied to the riskiest borrowers. Banks’ expectations for the first quarter of this year indicated basically stable supply conditions.
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				Firms’ demand for credit increased moderately in the fourth quarter as a result of the greater need for inventories and working capital and, to a lesser extent, of the increase in gross fixed investment. Households’ demand for loans also remained strong, benefiting from the improvement in consumer confidence, the more favourable tax regime in the property market,2 and the further recovery in spending on durable consumer goods. Banks expected that the expansion in firms’ demand for loans would come to a halt in the first quarter of this year, while the growth in that of households would continue. 

				As part of the survey, banks were asked to assess, for the second half of 2021, the impact of the public guarantee schemes connected with the pandemic emergency. The responses point to a new easing of credit standards and the related terms and conditions applied to the guaranteed loans granted to firms. Demand for these loans has nevertheless started to decline, reflecting a reduction in liquidity needs. The supply policies on non-guaranteed loans have tightened slightly.

				For the same period, respondents were also asked to evaluate the effect on their credit supply conditions of the proportion of non-performing loans (NPLs) on their balance sheets: this does not seem to have had any impact either on credit standards or on the terms and conditions applied to business loans, mainly because greater attention began to be paid by banks to the management of their NPLs.

				The most recent surveys of firms conducted by the Bank of Italy (Survey on Inflation and Growth Expectations) and Istat point to a deterioration in the terms of access to credit in the first quarter of the year (Figure B). This deterioration, which was more marked according to the firms participating in the Istat survey, which also includes those with up to 49 employees, nevertheless affected all firm size classes and all sectors of economic activity. 
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						1	Thirteen of the main Italian banking groups took part in the survey, which was completed on 11 January 2022. The results for Italy are available on the Bank of Italy’s website: for those on the euro area, see the ECB’s website, ‘January 2021 euro area bank lending survey’, press release, 1 February 2021.

					

					
						2	The demand for mortgage loans presumably expanded thanks to indirect tax relief on the purchase of a primary residence by those who satisfy certain age and financial situation (ISEE) requirements under the ‘Support-bis’ decree (Decree Law 73/2021).

					

				

			

			
				
					New non-performing loans to firms continue to be low

				

			

			In the fourth quarter, the flow of new non-performing loans in proportion to total loans grew to 1.3 per cent (from 1.1 per cent in the third), on a seasonally adjusted and annualized basis (Figure 39). The indicator for loans to non-financial corporations rose to 1.9 per cent (from 1.8 per cent), reflecting the increase for companies operating in the service and construction sectors. However, the ratio is still historically low. The non-performing loan rate for loans to consumer households held stable at 0.8 per cent. During the same period, the share of non-performing loans to total loans disbursed by the significant banking groups declined slightly, both gross and net of loan loss provisions (Table 10). The coverage ratio (the ratio of loan loss provisions to total non-performing loans) rose by more than 1 percentage point.  
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					Banks’ profitability improves 

				

			

			In 2021, the profitability of Italian banking groups classified as significant more than doubled. Net of extraordinary components, the growth in the annualized return on equity (ROE) primarily reflected the decline in loan loss provisions.4 Gross income rose, although revenues slowed during the year. The increase in fees and, to a lesser extent, revenues from trading activities more than offset the decrease in net interest income. Operating expenses declined and the operating profit rose by about one quarter. The capitalization level of the significant banking groups remained stable in the fourth quarter of 2021. The slight increase in capital was offset by the decline in risk-weighted assets. 

			
				
					The banking sector’s exposure to Russia is limited

				

			

			At the end of last year, lending by Italian banks to residents in Russia, Belarus and Ukraine amounted to €19.3 billion (of which €19.0 billion to Russian residents), equal to around 0.5 per cent of assets (see Financial Stability Report, 1, 2022, forthcoming). The main beneficiaries in Russia were firms, which received loans amounting to €14.5 billion; excluding foreign branches and subsidiaries, loans totalled around €8 billion.

			2.8 	The financial markets

			Financial market conditions in Italy were affected by growing uncertainty and rising risk aversion on the part of investors, especially after the Russian invasion of Ukraine. Share prices initially fell substantially, mainly in the banking sector, and then partially recovered starting from mid-March. The sovereign spread and the funding costs of firms and banks rose.

			
				
					Government bond yields increase

				

			

			During the first quarter of the year, the yields on Italian government bonds were driven by expectations that monetary accommodation in the euro area would be pared back more quickly than previously anticipated, in an environment of strong inflationary pressures. The yields on Italian ten-year government bonds rose by 80 basis points and the spread with the corresponding German Bund widened to 154 basis points at the beginning of April, from 132 basis points in mid-January. The premium for public debt redenomination risk rose marginally, although it has remained low (Figure 40). The implied volatility in derivatives on Italian ten-year bonds increased, especially after the invasion of Ukraine, reaching levels that were about double last year’s average, but largely lower than those observed in March 2020, at the outset of the pandemic (Figure 41).  
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					Share prices fall sharply ...

				

			

			After an essentially positive start of the year for the financial markets, supported by the improvement in corporate earnings and the easing of restrictions tied to the pandemic, share prices began to fall as the initial tensions sparked by the war increased (Figure 42); volatility also rose considerably. The indices have partially recovered since mid-March.
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			Overall since the second half of January the general index of the Italian stock market has fallen by 9 per cent, in line with the performance of the main euro-area companies. The conflict and the consequent sanctions imposed on Russia had a larger impact on the index for the banking sector (down 19 per cent in Italy and 16 per cent in the euro area), owing to fears, which then partially abated, that the sector would have been more greatly exposed to developments in the Russian economy. 

			
				
					... and funding costs for companies rise

				

			

			The deterioration in financial market conditions also affected the funding costs of Italian non-financial corporations and banks. Since mid-January, secondary market yields have risen by about 100 basis points on bonds issued by non-financial corporations and by credit institutions (Figure 43), in line with the euro-area average for both sectors.
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			In the final quarter of last year, net placements of bonds issued by Italian non-financial corporations were equal to about €4 billion (from €2.4 billion in the previous period), while banks made net redemptions of €4.0 billion (previously net placements of €5.2 billion). In the first quarter of 2022, higher funding costs slowed recourse to the bond market. According to preliminary data from Bloomberg, net bond issues by non-financial corporations dropped significantly due to lower gross placements and higher redemptions. Net placements by banks remained negative owing to the robust increase in redemptions.

			
				
					Net fund subscriptions continue to increase

				

			

			The net inflow of savings to Italian investment funds continued in the fourth quarter of 2021, though at a slower pace (€12.8 billion, against €16.9 billion in the previous period, based on Assogestioni data). Net purchases of fund units were concentrated largely in the equity funds sector, while there were considerable net outflows from money market funds. Net subscriptions to open-end investment funds remained essentially unchanged in January and February, with net monthly investment inflows of €4.6 billion, against around €4.3 billion on average in the previous quarter.

			2.9	The public finances 

			In 2021, general government net borrowing fell considerably as a percentage of GDP. The debt-to-GDP ratio also decreased significantly, particularly thanks to the very favourable change in the denominator. In the first few months of this year, the Government enacted further measures to soften the impact of higher energy costs on firms and households’ budgets. The decrees calling for these measures also contain provisions for spending cuts and revenue increases, including an extraordinary tax on energy companies; so that according to the official assessments, they should have virtually no impact on the public accounts. On 6 April 2022, the Government approved the 2022 Economic and Financial Document (DEF). Given the improvement in the current legislation scenario for the public accounts, the net borrowing targets set last September have been confirmed. In 2022, the deficit and the debt are expected to be, respectively, 5.6 and 147.0 per cent of GDP, and then fall to 2.8 and 141.4 per cent in 2025.

			
				
					In 2021, net borrowing appears to have fallen markedly ...

				

			

			According to the outturns released by Istat, in 2021 general government net borrowing declined to 7.2 per cent of GDP (against 9.6 per cent in 2020; Table 11). This was more than 2 percentage points lower than the official estimate in the Update to the 2021 Economic and Financial Document (NADEF) published at the end of September. The decline compared with 2020 reflects the decrease in the primary deficit (from 6.1 to 3.7 per cent of GDP), while interest payments remained broadly stable as a percentage of GDP.
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					… because the increase in revenue outpaced that of spending

				

			

			In 2021, general government expenditure net of interest payments increased by 4.1 per cent (€36 billion; Table 12), following the rise in primary current expenditure (especially because of expenditure on intermediate consumption and other minor expenditure) and in capital expenditure. For the latter, the particularly large increase is connected with public investment and with grants for private investment, as well as with support measures for firms linked to the pandemic (including allocations made to cover public guarantees of loans). 
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			Total revenue increased by 9.2 per cent (€72.2 billion). Current revenue items that increased most significantly included indirect taxes, driven mainly by revenue from value-added taxes (VAT), the regional tax on production (IRAP) and excise duties on mineral oils. The capital revenue increase is associated in particular with the recognition of investment grants from the European Union in connection with the National Recovery and Resilience Plan (NRRP). The tax burden rose by more than half a percentage point, to 43.5 per cent.

			
				
					The debt-to-GDP ratio falls by over 4 percentage points

				

			

			The debt-to-GDP ratio fell to 150.8 per cent5 from 155.3 per cent in 2020; the particularly wide spread between nominal GDP growth and the average cost of the debt more than offset the primary deficit (Figure 44). The decrease in the debt-to-GDP ratio was more pronounced than indicated in last September’s official forecasts (which had instead projected a decrease of around 2 percentage points), mainly due to lower final figures for the deficit.
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			In 2021, the debt in nominal terms rose by €105.2 billion. This increase was higher than the general government borrowing requirement (€92.4 billion), owing to the expansion in the Treasury’s liquid balances (€5 billion) and the effect of the discounts and premiums at issue and at redemption, the revaluation of inflation-indexed securities and variations in the exchange rate (€7.8 billion; Table 13).
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			At the end of the year, the share of the public debt held by the Bank of Italy amounted to 25.3 per cent (from 21.6 per cent). The average cost of the debt remained broadly in line with that at the end of 2020, equal to 2.4 per cent. The average residual maturity lengthened to 7.6 years, from 7.4 years.

			In the first quarter of this year the cash flow data continued to be positive (Figure 45): the state sector borrowing requirement amounted to €30 billion, down by around €11 billion compared with the corresponding period of 2021. 
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					The Government enacts additional measures to soften the impact of higher energy prices

				

			

			Between January and March, the Government enacted additional temporary measures to counter the effects of higher energy costs on firms and households’ budgets,6 allocating more than €11 billion for this purpose (Table 14). They include: (a) cancellation, for the second quarter of the year, of the general system charges for all electricity customers; (b) special grants to firms, mainly in the form of tax credits; (c) reduction in excise duties on fuel for a period of 30 days; d) reduction in VAT and in rates for the general system charges for natural gas in the second quarter; (e) expansion in the social bonus for electricity and gas bills for low-income households.7 According to the official assessments, the laws containing these measures should have virtually no impact on the public accounts. The expenditure should be covered primarily by cost-cutting measures8 and by an extraordinary tax on energy companies.
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					The EU Commission recognizes fulfilment of the NRRP milestones and targets for 2021

				

			

			Following the Government’s request for payment at the end of last year (see Economic Bulletin, 1, 2022), at the end of February the European Commission gave a positive assessment of Italy's fulfilment of the 51 milestones and targets for the first disbursement of funds under the Recovery and Resilience Facility (€24.1 billion between grants and loans; €21 billion net of repayment of a portion of the pre-financing received in August 2021). The Government expects the funds to be disbursed this month (see Section 1.2).

			
				
					The Government approves the 2022 Economic and Financial Document

				

			

			On 6 April, the Government approved the 2022 DEF.9 Under the current legislation scenario, net borrowing is lower than forecast in the 2021 NADEF by around 0.5 per cent of GDP in 2022 and by around 0.1 per cent on average in the two years thereafter. Given this improvement in the accounts, the Government confirmed the targets it set last September. It plans to use this room within the budget to take additional expansionary measures, including those to limit the effects of rising energy prices. The deficit is therefore expected to fall from 5.6 per cent of GDP this year to 2.8 per cent in 2025. The debt-to-GDP ratio should decrease by almost 4 percentage points in 2022 and just under 2 percentage points on average in the following three years to 141.4 per cent in 2025.

			
				
					1	The main agreements currently being negotiated are those for retail trade (which expired in December 2019 and covers about 2 million employees) and for the electricity, gas and insurance sectors. 

				

				
					2	The framework agreement of 22 January 2009 introduced, as a benchmark indicator for bargaining, the harmonized index of consumer prices (HICP) – net of the prices of imported energy products – which is updated yearly by Istat in June for the following three-year period.

				

				
					3	Actual earnings represent workers’ gross earnings and include elements stemming from second-level bargaining or decided unilaterally by individual firms.

				

				
					4	In 2020, loan loss provisions were affected by the significant deterioration in the macroeconomic outlook associated with the start of the pandemic.

				

				
					5	This Economic Bulletin reports the debt and the general government borrowing requirement data that was revised in relation to the notification transmitted last 31 March to the European Commission as part of the excessive deficit procedure. There were very few revisions to the data published on 15 March. For more information, see ‘The Public Finances: Borrowing Requirement and Debt,’ Banca d’Italia, Statistics Series, forthcoming. To calculate the public debt and borrowing requirement as a percentage of GDP, the estimated nominal GDP published by Istat on 4 April 2022 is used.

				

				
					6	These are the interventions included in Decree Law 4/2022 (‘Support-ter Decree’, converted into law by Law 25/2022), in Decree Laws 17/2022 and 21/2022 (both in the process of being converted into law), and the 18 March MEF decree. These measures are in addition to the decree laws issued in 2021 (Decree Laws 41/2021, 73/2021 and 130/2021, converted into law by Laws 69/2021, 106/2021 and 171/2021, respectively) and the measures adopted with the 2022 Budget Law (see Economic, 1, 2022), which had earmarked €5.5 billion for 2021 and €3.8 billion for the first quarter of this year. For Decree Law 17/2022, see ‘, hearing of the Head of the Structural Economic Analysis Directorate, F. Balassone, Chamber of Deputies, Rome, 15 March 2022.

				

				
					7	The measures also provide for the granting of public guarantees to support firms’ liquidity. Since they will only use resources already allocated, they will not have an impact on the public accounts.

				

				
					8	The lower expenditure is mainly connected with the reduction in allocations for Ministry of Economy and Finance (MEF) programmes and with savings on the non-repayable grants provided for under previous emergency decrees.

				

				
					9	The information currently available is taken from the Council of Ministers, press release, 6 April 2022 (only in Italian).
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			Additional tables are contained in the Statistical Appendix of the Economic Bulletin available on the Internet at www.bancaditalia.it/pubblicazioni
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