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THE WORLD ECONOMY

Thefinancial crisisthat had swept through several East Asian countries
in 1997 spread to other areas|ast year, causing amarked slowdowninworld
productive activity. Part of the blame lay with financial and economic
weaknesses, some long established and others newly emerging, which
interacted with one another, at times magnifying therecessionary tendencies
that were already evident. The main causes were the continuing stagnation
of the Japanese economy and the failure of Japanese economic policy to
stimulate recovery and provide a lasting boost to domestic demand. The
collapse in the prices of raw materials reduced the income of numerous
producer countries, exacerbating their external imbalances, especialy in
Latin America. In Russia, where the situation was already extremely
precarious because of serious structural problems, the large deteriorationin
the terms of trade triggered strong speculative pressures and led, in the
second half of August, to a devastating currency and debt crisis. Several
emerging countries found their access to the international capital markets
effectively blocked. Outflows of funds from the crisis-stricken Asian
economies were substantial and seriously affected the level of productive
activity, which had only begun to show signs of recovery in the preceding
few months. In mid-January 1999 the Brazilian authorities were forced to
abandon the exchange rate peg with the dollar and to allow the real to float
freely. The sudden switching of international portfolios into less risky
instruments at atime of abundant liquidity pushed share and bond pricesin
the leading industrial countriesto historical highs, exacerbating fears of an
abrupt market correction that would have a disastrous effect on confidence.

The recession and economic and financial instability occurring
simultaneously in several countries, which could easily have damaging
multiplier effectson theglobal economy, set adaunting task for international
cooperation and national economic policies.

In view of the seriousness and complexity of the situation, the
international community accelerated the overhaul of the architecture of the
international monetary and financial system that had been begunin 1995 in
the wake of the Mexican crisis. The underlying problem isthe regulation of
a system of ever more closely integrated markets in goods and capital in
which, given that economic policies are set independently, the volume of
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credit and money isuncontrolled. Against thisbackground, thefickleness of
expectations can cause serious imbalances in the money and financial
markets, resulting in fallsin output that go beyond those needed to correct
economic disequilibria.

The priority objective of the reform now taking shape isto strengthen
the procedures and instrumentsfor crisis prevention and management. With
regard to prevention, the quality and transparency of information are
particularly important, and this must directly involve national authorities,
private businesses - especially intermediaries - and even international
organizations asfar asthe criteriaon which the latter base their assessments
and recommendations are concerned. The proportion of short-term foreign
currency liabilities must also be limited, the financia systems of emerging
economies strengthened and the effectiveness of banking supervision and
market oversight enhanced, partly through the widespread adoption of the
international supervisory standards set by the Basle Committee. When
strategies for the liberalization of capital flows are being formulated in
countries still at an early stage of liberalization, due account should also be
taken of thelevel of development and soundness of each country’s financial
system. In order to limit the propensity to take risks and encourage the
orderly management of crises, every effort should be made to involve the
private sector more closely; one way of achieving this would be to adopt
procedures that would guarantee the renewal of loans and to include in loan
contracts clauses governing relations between lenders and borrowers in the
event of insolvency. The meetings of the IMF and the World Bank in
Washington in April this year approved the establishment of a new credit
facility for countries that have suffered contagion despite having sound
economic policies and healthy fundamentals. The resources available are
substantial in order to ensure that this instrument will have effective powers
of prevention; in order to limit their use, access to the credit line is subject
to very strict conditions and penalty interest rates. The adequacy of exchange
rate systems is being seriously questioned, especially in non-industrial
countries that have liberalized capital movements. There is wide agreement
that optimum exchange rate systems do not exigtiori; the choice of
system must take account of numerous factors and any system must be
backed up by economic policies aimed at stability and by sound financial
systems. The experience of the nineties, which have witnessed many
currency crises of differing intensity, has brought a widespread conviction
that regimes of free-floating or of rigid exchange rates, and in the extreme
case currency boards, are preferable to hybrid systems.

Notwithstanding the financial turmoil, the European currencies showed
a high level of cohesion and stability, benefiting fully from the improvement
in economic fundamentals required by the Maastricht Treaty and the
prospects opened up by the introduction of the single currency. The



convergence of short-term interest rates was accomplished in orderly
conditions. Thethird stage of Economic and Monetary Union (EMU) began
on 1 January 1999 as decreed by the European Council on 3 May 1998.
Eleven European Union countriesare participating, including Italy; therates
for the conversion of national currenciesinto euros, which wereirrevocably
fixed on 31 December 1998, arein linewith the bilateral ratesannounced in
May by the authorities of the eleven member states, based on the previous
central rates of the Exchange Rate Mechanism.

World output grew by 2.5 per cent last year, compared with 4.2 per cent
in 1997. Excluding Japan, which was in severe recession, the industrial
countries recorded sustained growth of 3.4 per cent, although the pace
slowed down during the year. In the Asian devel oping countries, excluding
China and India, output declined by almost 5 per cent after expanding by
nearly 4 per cent in 1997. The seriousfinancial crisisin Russialed to afall
of 5 per cent in economic activity. In Latin Americathe sharp declinein the
terms of trade and the marked slowdown in world trade caused the rate of
growth to fall by more than half, from 5.2 to 2.3 per cent. In the industrial
countries as awhole consumer priceinflation came down further, to 1.4 per
cent, reflecting thefall intheworld pricesof raw materialsand the moderate
risesin unit labour costs.

The international crisis affected monetary policies in the industrial
countries. In the United States, the Federal Reserve kept monetary
conditions unchanged until the end of September, despite continuing brisk
economic growth and signs of tightness in the labour market. Towards the
end of the year strains in the financial markets and fears that economic
activity might slow down too suddenly led the authorities to reduce interest
rates several times. The monetary stance was also relaxed in Europe.
Short-terminterest ratesfell towardsthelower levelsprevailingin Germany
and France; at the end of the year the central banks of the euro arealowered
their reference rates to 3 per cent, in the light of the weakening of activity.

In the United States growth continued for the eighth consecutive year,
thereby hel ping decisively to steady the world economy. Output grew by 3.9
per cent, thesameasin 1997, with no clear evidenceof pressureon prices; the
acceleration in the last quarter fueled market expectations of a change in
monetary policy. Thesustained growth and low inflationinthe United States
were due in part to the large increases in productivity connected with
the substantial growth in investment, particularly in IT equipment.
The exceptional expansion in consumption was fueled mainly by the
considerableriseinshareprices, |eadingtoaworrying declinein househol ds
propensity to save, which fell to almost zero in the last part of the year.

With the sole exception of Italy, the major economies of continental
Europe recorded higher growth last year than in 1997, thanks to the
strengthening of domestic demand, which was sustained partly by
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significant stockbuilding. The average growth in GDP in the countries
participating in the euro rose from 2.5 to 2.9 per cent, the highest figurethis
decade. Labour market conditions improved slightly overall, albeit with
differences between countriesthat partly reflected growth differentials. The
average unemployment rate for the area, which declined from 11.2 to 10.6
per cent in the course of the year, was more than twice that of the United
States. All the leading countries relaxed their efforts to adjust their public
finances after the measures taken in 1997 in order to meet the convergence
requirementslaid downinthe Maastricht Treaty. When adjusted for cyclical
factors, budget deficits were broadly the same as in the previous year; in
Francethe deficit widened slightly. Economic activity slowed down in most
of the countriesin the last quarter of 1998, in parallel with the worsening
situation worldwide. In April of thisyear the Governing Council of the ECB
lowered the rate on main refinancing operations from 3 to 2.5 per cent in
response to the downward revision of growth prospects for the area.

The situation in Japan worsened further in 1998. Over the year as a
wholeoutput fell by an average of almost 3 per cent, thelargest declinesince
the War; deflationary pressures intensified, exacerbated by the yen's
appreciation in the second half of the year and the fall in the world prices of
raw materials, and spread to wages and salaries. The profitability of the
banking system declined further, partly on account of the banks’ high
exposure to the crisis-stricken Asian economies, resulting in a sharp
restriction in the supply of credit. A law to restructure the banking system
was passed in October, after along and difficult passage through Parliament;
it envisages allocations of public funds of the order of 12 per cent of GDP.

Inthe course of last year the Japanese Governmentintroduced a number
of budget packages, each more substantial than the last, involving an overall
total equal to more than 7 per cent of GDP: a large part of the measures will
come into force this year. As budgetary policy has proved unable to trigger
the desired recovery in consumption and investment, the Bank of Japan
forced very short-term interest rates down towards zero from mid-February
1999 onwards. The limits to the ability of monetary policy to stimulate
economic activity and counter the fall in prices are now evident and the
substantial amounts of liquidity that have been created are poured into the
international markets.

Between 1997 and 1998 the correction of the externalimbalances of the
crisis-stricken Asian economies amounted to about $90 billion, well above
the forecasts of a year ago. The main counterpart to this was an increase of
$80 billion in the US current account deficit and a reduction of about $20
billion in the surplus of the euro area. As a result of the fall in domestic
demand, Japan’s surplus increased further, thereby accentuating the
disparity in the net external positions of the two leading industrial countries
and creating the risk of upsetting international exchange rates.



The movements in current account balances were accompanied by a
radical change in the geographical composition of international flows of
private capital. Net financing to the emerging economies declined to about
$60 billion last year, less than half the average for the nineties. This proved
a benefit for the financial markets of the main industrial countries: share
pricesrose very strongly everywhere during the year and long-term interest
rates, which had already fallen significantly in 1997, came down by an
average of one percentage point, falling below 4 per cent in the area as a
whole. The good performance of the share and bond markets, which was
also helped by the gradual easing of monetary conditions and the abundance
of international liquidity, provided substantial support for growth in the
industrial economies.

Thefinancial crisis and the associated current account imbalances did
not unduly affect the exchange rates between the principal currencies. The
yen weakened in the first half of last year as a result of the worsening
economic situation and domestic political uncertainty; it picked up markedly
after the new government took officein July, thereby helping to alleviatethe
difficultiesof theother Asian economies. Theeasing of monetary conditions
in the United States caused the dollar to depreciate dightly in the final
monthsof theyear. Thedownward trend cameto ahaltin January of thisyear
when it became evident that the economy was continuing to expand briskly,
thus increasing the probability that the Federal Reserve would change the
stance of monetary policy. Between the beginning of January and themiddie
of May 1999 the dollar appreciated by 11 per cent against the euro.

The economic prospects for the current year remain fragile and
uncertain. The international organizations are forecasting a further slight
slowdown in the growth of world output to little more than 2 per cent.
Growthintheeuro areais expected to decline markedly, to about 2 per cent,
with an even poorer performance in Germany and Italy. The Japanese
economy will continue to stagnate; so far it has shown no clear signs of
recovery and the fal in prices has accentuated. The Asian economies
affected by the crisisshould record anincreasein output, albeit avery small
one. Only the United States is expected to provide significant support for
world demand, with a growth rate still above 3 per cent, athough this
positive outcome depends on there being no abrupt and severefall in share
prices and on the macroeconomic situation in Latin America remaining
broadly stable. Conditions are still critical in this area: the changes in
competitive positions triggered by the devaluation of thereal facilitate the
spread of the recession from Brazil to the other leading Latin American
countries, making it moredifficult for themto defend their currencies. Much
will depend on the contribution of private capital to financing the area’s
enormous current account imbalance, which is estimated to amount to about
$60 billion this year.



RECENT DEVELOPMENTSAND ECONOMIC POLICIES

Economic developmentsin theindustrial countries

In the United States, the growth in output that had begun in 1991
continued at a very rapid pace last year, without creating inflationary
pressures. GDPincreased by 3.9 per cent, thesameasin 1997 (Table1). The
stimulus came from domestic demand, which grew by 5.1 per cent,
compared with 4.2 per cent in 1997. Net foreign trade curtailed the growth
in GDP by 1.4 percentage points owing to a widening of the cyclica
disparity with therest of theworld and the appreciation of thedollar in 1997.
Household wealth increased, benefiting from the dramatic rise in share
prices; this stimulated consumption, which grew at asignificantly faster rate
than disposable income. The propensity to save fell to zero in the fourth
quarter.

Non-farm payroll employment rose by an annual average of 2.6 per
cent, with particularly large increases in the construction and service
industries. The unemployment rate declined further, from 4.6 per cent in
January to 4.3 per cent in December.

Consumer price inflation fell from 2.3 to 1.6 per cent on an annua
average basis, aided by the declinein the world prices of raw materials and
themoderateriseinunitlabour costs. A 4.2 per centincreasein hourly wages
was partially offset by significant productivity gains, which amounted to
more than 2 per cent in the non-farm private sector.

In 1998 Japan was hit by itsmost severerecession sincethewar. Output
declined by 2.8 per cent and domesti c demand contracted even more sharply,
partly as aresult of the drastic tightening of fiscal policy in 1997. Private
consumption fell by 1.1 per cent, alarger decrease than that recorded during
the recession in the wake of the first oil shock; a fall of 0.6 per cent in
employment contributed to the contraction. Private investment decreased
sharply, by approximately 12 per cent, owing partly to the fall in demand
from Asian countries and banks' reluctance to lend to firms. Deflation
intensified during the year. In the fourth quarter of 1998 wholesale prices
were 3.6 per cent lower than a year earlier, partly owing to the appreciation
of the yen from August onwards.



Tablel
GROSSDOMESTIC PRODUCT AND DEMAND
IN THE LEADING INDUSTRIAL COUNTRIES(1)
(at constant prices; annualized percentage changes on the preceding period,
except where otherwise indicated)

1998
1996 1997 1998
H1 H2
United States
GDP .. 3.4 3.9 3.9 4.0 3.8
Domesticdemand .............. 3.6 4.2 5.1 5.8 4.4
Netexports (2) ................. -0.2 -0.4 -1.4 -2.1 -0.9
Japan
GDP .. 5.1 1.4 -2.8 -4.0 -21
Domesticdemand .............. 57 0.1 -3.5 -4.4 -2.8
Netexports (2) ................. -0.5 1.4 0.6 0.3 0.6
Euro 11
GDP .. 1.7 25 29 3.0 21
Domesticdemand .............. 1.1 2.0 35 4.8 2.0
Netexports (2) ................. 0.6 0.5 -0.5 -1.7 0.1
Germany
GDP ... 0.8 1.8 23 27 0.7
Domesticdemand ............ 0.3 1.0 2.6 3.4 1.8
Netexports (2) ............... 0.5 0.8 -0.3 -0.7 -1.2
France
GDP ... 1.1 2.0 3.2 3.6 2.2
Domesticdemand ............ 0.6 0.8 3.6 4.7 21
Netexports (2) ............... 0.4 1.2 -0.4 -0.9 0.1
Italy
GDP ... 0.9 1.5 1.3
Domesticdemand ............ 0.2 25 25
Netexports (2) ............... 0.7 -0.9 -1.1
Spain
GDP ... 2.4 3.5 3.8 3.8 3.6
Domesticdemand ............ 1.6 2.9 4.9 5.0 4.9
Netexports (2) ............... 0.7 0.5 -1.2 -1.3 -1.4
United Kingdom
GDP .. 2.6 3.5 21 1.9 0.9
Domesticdemand .............. 3.0 3.9 3.5 3.6 2.4
Netexports (2) ................. -0.5 -0.3 -1.8 -2.1 -1.9

Sources: Eurostat and national statistics.

(1) Domestic demand includes changes in stocks. For France, Germany, ltaly and the United Kingdom, ESA95 national accounts.
- (2) Contribution to the increase in gross domestic product, in percentage points.

The dispersion of growth rates in the four leading economies of
continental Europe increased by comparison with 1997. GDP rose by 2.3
per cent in Germany, 3.2 per cent in France and 3.8 per cent in Spain. Inall
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three countries growth was sustained by domestic demand; in Germany,
however, stock-building accounted for amuch greater share, almost 50 per
cent. In Spaininvestment increased appreciably, by 9 per cent. Net exports
had anegativeeffect ongrowthinall threecountries, but especialy in Spain,
where they reduced growth by 1.2 percentage points. In the fourth quarter
of the year, all four economies were affected to differing degrees by the
crisesin emerging economies. 1n Germany GDP on an annual basiswas0.6
per cent lower than in the preceding quarter, with net exports having a
negative effect of one percentage point. Despitea5.3 per centfall inexports,
activity in Francewashigher thaninthe previousquarter, reflecting vigorous
domestic demand. The disparity in growth rates was partially mirrored in
the labour market. On an annual average basis employment increased by
only 0.4 per cent in Germany, but by 2.1 per cent in France and by 3.4 per
centin Spain. Inflation, measured by the harmonized consumer priceindex,
was particularly low in Germany and France, 0.6 and 0.7 per cent
respectively; in the Netherlands and Spain it was 1.8 per cent, significantly
higher than the average for the area.

Output increased by an average of 2.9 per cent in 1998 in the euro area
countries. Thegrowthin private consumption and investment wasvigorous.
Domestic demand increased by 3.5 per cent, 1.5 percentage pointsmorethan
in 1997. Employment rose by 1.3 per cent and the unemployment rate fell
from 11.2 per cent in January to 10.6 per cent in December. Productive
activity slowed down sharply inthefourth quarter owingtothefall inforeign
demand, but the sustained growth in consumption helped to contain the
repercussions of unfavourable external developments. Measured in terms
of the harmonized consumer priceindex, inflation in the euro areafell from
1.6 per cent in 1997 to 1.1 per cent last year.

Thegrowthin output in the United Kingdom slowed down from 3.5 per
cent in 1997 to 2.1 per cent last year, mainly owing to a large loss in
competitiveness as a result of the appreciation of sterling in 1997 and the
adverse disparity in price trends. Even though the slowdown intensified
during the year and spread from manufacturing to the entire economy, the
unemployment rate fell to 4.6 per cent in August and remained at that level
for therest of theyear. Thedecel erationin productiveactivity helpedto hold
down inflation, which fell from an annual rate of 2.8 per cent to one of 2.7
per cent, net of mortgage interest payments.

The cyclical disparity among the leading industrial economies became
more pronounced in early 1999. In the United States the growth of 4.5 per
cent in GDP in the first quarter was higher than expected; private
consumption showed alarge increase of 6.7 per cent. 1n Japan the demand
stimuli from fiscal policy proved incapable of triggering a recovery; the
unemployment rate rose further, reaching 4.8 per cent in March.
Deflationary pressures on prices and wages intensified. In the euro area



activity continued to slow and economic indicators do not signal a clear
reversal of thistrend in the coming months. In Germany industrial orders
arefalling and business confidence has weakened. The economic situation
in France has also deteriorated, but the slowdown appearsto be less serious
than in Germany and Italy, thanks to the favourable performance of the
service sector. In Spain the rise in employment has continued to fuel
consumption.

Economic policies in the leading industrial countries

Fiscal policies. - Sustained economic growth led to a large federal
budget surplus in the United States. In Japan fiscal policy again became
expansionary following the tightening in 1997; however, the stimulusto the
economy is proving slow to materialize and its potential effectiveness
uncertain. Measuresto balancethe publicfinancesintheeuro areacountries
were less intense in 1998, following the efforts made in 1997.

In the United States the federal budget for the fiscal year to September
1998 showed a $69 billion surplus, equal to 0.8 per cent of GDP; in 1997
there had been asmall deficit. About half of the improvement is estimated
to have been dueto cyclical effects. The Administration projects asurplus
of $79 billion in the current fiscal year; the fiscal stance should remain
fundamentally unchanged. A cumulative surplusof about $4 trillion should
be achieved over the next fifteen years; it is planned that 60 per cent will be
set aside to finance the social security system.

In Japan fiscal measures and the operation of automatic stabilizers
pushed thedeficit for thefiscal year that ended in March 1999t0 9.8 per cent
of GDP, net of the surplus of the socia security system, compared with 5.9
per cent the previousyear. The 1999 budget, which was approved at the end
of March, indicates a general government budget deficit, net of the social
security surplus, equal to 9.2 per cent of GDP in the current fiscal year.
According to preliminary forecasts, the fiscal stimulus should be stronger
than last year, partly owing to delays in the approval of support measures.
Uncertainty continues to surround the implementation of the measures
entrusted to local authorities.

Among theleading European countries, thegeneral government budget
deficit decreased considerably in Spain and Germany, to close to 2 per cent
of GDP, while remaining practically unchanged in France and Italy at
2.9and 2.7 per cent respectively. For the euro areaasawholeit declined by
only 0.4 percentage points, from 2.5t0 2.1 per cent of GDP; the accel eration
of growth and the decline in interest rates were contributory factors.
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Cyclically adjusted, the deficit remained unchanged, at 2.1 per cent of GDP.
Theratio of public debt to GDP fell by about 1.5 percentage points to just
above 73 per cent.

Monetary policies. - In the United States the Federal Reserve eased
monetary conditionsin response to the growing and spreading turbulencein
international financial markets. In Japan the expansionary stance of
monetary policy wasintensified in an attempt to bol ster activity andincrease
liquidity in the banking system. Interest rates in the euro area countries
convergedtothelow levelsprevailinginthe countrieswith alonger tradition
of stability.

The Federal Reserve reduced the target rate for federal funds three
times between September and November, lowering it from 5.5 to 4.75 per
cent; the discount rate was reduced in two stepsto 4.5 per cent. The changes
were motivated by the growing difficulty of firms in obtaining credit, the
widespread fear of an abrupt slowdown in the economy and the need to
inject liquidity into the international markets. The resulting decline in
short-term interest rates continued into the early months of 1999 (Figure 1).
The monetary aggregatesincreased rapidly, accelerating towards the end of
the year.

Figure 1
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(1) Average monthly data. For the euro area, until December 1998, the average of national short-term rates weighted by the GDP of each
country; from January 1999 onwards, 3-month Euribor. Real interest rates are obtained by deflating nominal rates by the rate of increase
in consumer prices recorded in the preceding 12-month period.




In September the Bank of Japan encouraged a decline in the overnight
rateto 0.25 per cent; sincemid-February 1999t haspushed therateto almost
zero. In 1998 the M2 plus CDs aggregate grew by 4.0 per cent, despiteafall
of 3.0 per cent in nominal GDP; monetary base increased by between 8 and
9 per cent (Figure 2). The credit multiplier continued to fall; this trend,
which began in 1993 and has intensified since 1995, reflects the problems
of capital adequacy and profitability in the banking system, which have
caused banks to be extremely cautiousin their lending to the private sector.
Both short and long-term interest rates on new |oans remained unchanged,
despite the progressive easing of monetary conditions.

Figure 2
MONETARY AGGREGATESIN JAPAN
(seasonally adjusted data; percentage change on year-earlier period)
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Interest rates in the euro area countries gradually declined during the
year to the levels prevalent in France and Germany. In the absence of
inflationary pressures and in response to signs of acyclical slowdown, the
monetary authorities of all the countries concerned reduced their reference
interest rates to 3 per cent in December. In April 1999, with current and
expected inflation below the 2 per cent limit and with growth in M3 close
to the reference value of 4.5 per cent, the Governing Council of the ECB
lowered the rate on main refinancing operations by half a percentage point
to 2.5 per cent, the interest rate on deposits at the national central banks by
the same amount to 1.5 per cent and the rate on marginal refinancing
operations by one percentage point to 3.5 per cent.

In the United Kingdom the Bank of England tightened monetary
conditions in June to curb the acceleration in inflation. From October
onwards, however, it reduced the base rate several times by atotal of 1.25
percentage points to 6.25 per cent in December. Further cuts followed in
early 1999, bringing the rate down to 5.25 per cent.
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The non-industrial countries

The growth in GDP in the developing countries fell from 5.7 per cent
in 1997 to 3.3 per cent last year, its lowest level this decade. International
organizations forecast a similar rate for 1999, with faster growth in Asia
being offset by a lowdown in Latin America.

The financia crisisin Asia had a serious impact on activity in all the
countriesdirectly involved. ExceptinIndonesia, currency devaluationsdid
not trigger an inflationary spiral, partly owing to the restrictive monetary
policies in place. Current accounts everywhere once again showed large
surpluses.

Theaggregate GDP of the newly industrialized Asian economiesfell by
1.5 per cent, with Hong Kong and South K orearecording declinesof 5.1 and
5.5 per cent respectively. In South Koreathe unemployment rateroseto 6.8
per cent, from 2.7 per cent in 1997; gainsin competitiveness and a drastic
fall of 20 per cent in the volume of imports generated a current account
surplus of 13.1 per cent of GDP. The signs of an economic recovery that
appeared at the end of 1998 point to an increase of about 2 per cent in GDP
in 1999.

In the Asian developing countries the growth rate fell to 3.8 per cent,
from 6.6 per cent in 1997. In Indonesia, Thailand and Malaysia output fell
by 13.7, 8.0 and 6.8 per cent respectively. Growthin Chinacamedownfrom
8.810 7.8 per cent, mainly on account of an abrupt slowdown in exports, the
main engine of the country’s growth in the nineties. The financial situation
of firms worsened and the ratio of bad loans in the banking system increased.
The current account of the balance of payments remained in surplus and the
foreign exchange reserves amounted to a substantial $145 billion at the end
of 1998. The Asian crisis had only a limited effect on the Indian economy,
given the low ratio of foreign trade to GDP; output grew by 5.6 per cent, the
same rate as in 1997, and the current account deficit remained small.

In Latin America growth slowed down from 5.2 per centin 1997 to 2.3
per cent last year; in Brazil it came to a standstill.

In Argentina growth fell to 4.2 per cent, less than half the 1997 rate; the
current account deficit nevertheless rose to 4.4 per cent of GDP, reflecting
the pronounced slowdown in foreign demand. In Mexico activity increased
by 4.9 per cent, thanks to exports to the United States. In Venezuela output
declined by 0.4 per cent and the current account balance deteriorated by
more than 8 percentage points of GDP. The external accounts of the last two
countries were adversely affected by the steep fall in oil prices.

In Russia the profound structural problems of the economy led to a
devastating financial crisis in August 1998, which culminated in the



declaration of a debt moratorium and a large devaluation of the rouble.
Output fell by 4.8 per cent in 1998 and consumer pricesrose by 71 per cent
between August and December. It is estimated that the budget deficit rose
to 8.5 per cent of GDP and that foreign debt at the end of 1998 amounted to
$137 billion, or 41.6 per cent of GDP. In April of thisyear agreement was
reached with the IMF on a new loan of about $4.5 billion to replace the
progranme that had been negotiated in July 1998 but subsequently
suspended; it commits the Russian authorities to achieve a primary budget
surplus equal to 2 per cent of GDP in 1999, to service the country’s foreign
debt and to adhere to the reform programme.

In the other countries of Central and Eastern Europe, the average rate
of growth fell from 3.1 per cent in 1997 to 2.4 per cent. In most of them
output continued to increase steadily, with Bulgaria achieving a significant
expansion. Inthe Czech Republic and especially in Romania, by contrast,
productive activity fell.
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THE INTERNATIONAL FINANCIAL MARKETSAND
EXCHANGE RATES

The currency and financial crisisthat erupted in Asiain 1997 spread to
the markets of other emerging countries last year. Given the abundance of
liquidity, the sudden adjustment of international portfolioswhichittriggered
caused share and bond prices to rise sharply in the leading industrial
countries; the impact on the exchange rates between the leading currencies
was smaller on an annual average basis. The yen nevertheless fluctuated
widely during the year; it appreciated in the second half, partly as a
consequence of the repatriation of funds previously invested in emerging
countries.

Thefinancial crisisin the emerging countries

The turmoil that had swept through some South-East Asian countries
in the second half of 1997 abated in the first few months of last year. Their
stock marketsand exchangerates made good part of thelargelosses suffered
in 1997. The situation in the Asian financial and foreign exchange markets
deteriorated again from the summer onwards, however, partly owing to the
deepening of the recession in Japan.

Pressure on the rouble intensified in mid-August after difficulties had
arisen in obtaining parliamentary approval for important deficit-reduction
measuresthat had been agreed between Russiaand the IMF. In order to curb
the exchange rate pressures, the Russian authorities first announced a
widening of the rouble’s fluctuation band against the dollar, with the upper
limit being raised by about a quarter, and imposed restrictions on capital
movements. The measures were interpreted as a further sign of the country’s
fragility. The consequences were devastating: in a matter of a few days the
rouble lost about two thirds of its value against the dollar, forcing the
authorities to abandon the target exchange rate band, and the stock market
index fell by 40 per cent.

Atthe end of September the Federal Reserve coordinated the actions of
a consortium of private banks to rescue a large non-bank intermediary that
had incurred huge losses as a result of the turmoil in the financial markets.



Underlying the intervention by the US monetary authorities was concern
that if the highly leveraged intermediary collapsed it could have
repercussionson bankswith largeexposurestowardsother hedgefunds, thus
leading to potential systemic damage.

In September turbulence spread to the marketsin Latin America. The
authoritiesin Brazil, which wasat risk of contagion owing toitslarge budget
deficit financed largely by funds from abroad and using short-term
instruments denominated in foreign currency, responded to the massive
capital outflows by raising short-term interest rates drasticaly and
intervening heavily in the foreign exchange market. Tensions abated from
October onwards, especidly after the Federal Reserve had eased monetary
conditions.

Thesituation in Brazil deteriorated again at the beginning of 1999. The
obstacles to implementation of the adjustment measures and the
announcement by one of the statesin the Federation that it was suspending
the servicing of its debt caused massive capital outflows. The authorities
raised the upper limit of thereal’s fluctuation band by 8.2 per cent and then
allowed the currency to float freely; this led to a further sharp depreciation
of the real. The yield differential on dollar bonds issued by emerging
countries in Latin America and Eastern Europe increased.

The exchange rate changes in Latin America nevertheless caused
profound shifts in competitive positions within the region, which will have
repercussions on economic performance and the external accounts. The
substantial gain in competitiveness recorded by Brazil, equal to 26 per cent
between the end of 1998 and March 1999, contrasts with losses of between
6 and 8 per cent in Argentina, Mexico and Venezuela.

Financial marketsin theindustrial countries

The crisis in the emerging countries had a significant impact on the
capital markets of the industrial economies. Portfolio adjustment by
international investors caused share prices to rise substantially; bond yields
fell, most markedly in countries with a longer tradition of stability and,
within those countries, for the paper of issuers with a high credit rating.

Nominal long-term interest rates in the leading industrial countries fell
to their lowest levels for thirty years. In the United States they stood at 4.5
per cent in October, more than one percentage point lower than at the end of
1997. Between October and the middle of May 1999 the exceptional growth
in economic activity favoured a rise in 10-year bond yields by an average of
one percentage point to 5.5 per cent. In January of this year bond yields in
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the euro areawere 3.8 per cent, 1.6 percentage pointslessthan at the end of

1997; in subsequent months they fluctuated around a level only dlightly

higher than this. In Japan 10-year bond yields declined to alow of 0.7 per

cent at the beginning of October beforerecoveringto 2 per centin December.

They were affected by the deterioration in the country’s credit rating due to

the rising budget deficit and by the announcement that postal deposits would
no longer be used to subscribe government securities. The yield differential
between 10-year Japanese Treasury bonds and equivalent World Bank
securities, which had been zero in 1998, became marginally positive from
January of this year onwards. Japanese long-term rates behaved erratically
in the first few months of this year; in mid-May they stood at 1.3 per cent.

In the second half of 1998 long-term interest rates adjusted for the
medium and long-term inflation expectations ascertained by Consensus
Forecasts declined to their lowest level for twenty years. In October they
were 2.3 per cent in the euro area and 1.8 per cent in the United States; in
Japan they were negative (-1.0 per cent). On the basis of the latest survey
conducted in April of this year, rates have remained unchanged in the euro
area but have risen in the United States and especially sharply in Japan, to
2.5 and 1.1 per cent respectively.

Share prices in the industrialized countries rose substantially between
the beginning of 1998 and the middle of May of this year. The increase,
which was interrupted only temporarily in the summer of last year, was
particularly rapid in Italy (42 per cent), the United States and France (40 per
cent), where price/earnings ratios rose respectively from 22 to 24, from 23
to 32 and from 18to 20. In Japan the pattern was different; a fall of 7 per cent
during 1998 was followed by a rise of 27 per cent between the beginning of
January and the middle of May of this year.

Exchangerates

The dollar remained broadly stable in the first eight months of 1998 and
then depreciated by about 7 per cent against the ecu between August and
October, partly owing to fears that the financial crisis would spread and to
the switch to a more expansionary monetary stance in the United States.
From November onwards the slowdown in economic activity and the easing
of monetary conditions in the euro area, which contrasted with the
continuance of strong growth in the United States, led to a reversal of market
expectations and a gradual recovery on the part of the dollar.

The economic recession in Japan and the country’s expansionary
monetary stance caused the yento depreciate by 12 per centagainstthe dollar



between January and August, to stand at ¥147; between then and the end of
the year, however, the currency appreciated by 28 per cent. The reversal of
the trend was ascribable partly to the stabilization of the domestic political
situation, but also partly to the decision of many foreign investors to
liquidate their assets in emerging markets, which had been financed in yen,
and to the repatriation of funds by Japanese banks, fearful that a further
depreciation of the yen would increase the book value of foreign currency
lending and thus make capital adequacy ratios more stringent.

In the first few months of 1999 the dollar steadily strengthened against
the euro to an exchange rate of $1.06, an appreciation of 11 per cent since
the beginning of January. The downward revision of growth forecasts for the
euro area and a change in market expectations about the monetary stance of
the Eurosystem contributed to the weakness of the euro. The dollar
appreciated by 5 per cent against the yen, which was affected by continuing
uncertainty about the outlook for the Japanese economy.
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INTERNATIONAL TRADE AND THE BALANCE OF PAYMENTS

International trade and the prices of raw materials

Therate of growth of world tradein goods and servicesfell sharply last
year, reflecting the recession in Japan and the marked slowdown in
economic activity in the developing countries. Therise of 3.3 per centinthe
volume of trade wasthelowest since 1985 and contrasted with one of 10 per
cent in 1997. The growth in merchandise trade slowed down even more
markedly, from 10.6 to 3 per cent. World trade will continue to be affected
thisyear by the weakness of economic activity in many of theindustrialized
and developing countries; the IMF forecasts an increase of 3.8 per cent in
tradein goods and services, compared with an average of 6.4 per cent during
the nineties.

Theindustrialized countries merchandise exports grew by 3.6 per cent
in volume, while their imports increased by 4.6 per cent. In Japan imports
declined by 5.3 per cent and exports also fell slightly, by 1.2 per cent; the
collapse of 30 per cent in exports to the Asian countries afflicted by the crisis
was largely offset by increases in shipments to the industrialized countries.
In the United States the strength of domestic demand sustained imports,
which grew by 11.2 per cent, while exports increased by only 2.3 per cent
owing to the slowdown in world trade and the deterioration in
competitiveness by about 9 per cent in the last two years. The increase in
domestic demand also caused imports to the EU to rise significantly, by 7.1
per cent, while exports grew by 5.2 per cent. The rate of export growth was
6.8 and 5.9 per cent respectively in France and Germany, compared with 2
per cent in Italy and virtually nil in the United Kingdom.

In the developing countries the growth in the volume of merchandise
exports slowed down from 11.1 per cent in 1997 to 1.5 per cent. Imports
contracted by 3 per cent; the decrease was particularly large in Asia: 11.6 per
cent for the area as a whole and more than 20 per cent if China and India are
excluded.

Last year the terms of trade of the industrialized countries improved by
1.4 per cent, with Japan and the United States recording particularly large
increases of 6.7 and 2.5 per cent respectively. The terms of trade of
developing countries showed a sharp fall of more than 6 per cent; the
reduction was about 18 per cent in the case of fuel-exporting countries as a



whole. The average price of the three main grades of crude oil fell to $13.10
abarrel last year, 32 per cent less than in 1997; in relation to the prices of
manufactured exports from industrialized countries, oil pricesthusreturned
to thelevelsobtaining beforethe 1973 oil shock. The collapseisattributable
to both an increase in supply from OPEC countries and much slower than
expected growth in demand.

The prices of non-fuel raw materials fell by about 15 per cent in 1998
and continued to declinein the first quarter of thisyear. The IMF forecasts
amodest recovery in the remainder of the year.

The balance of payments

The continuing expansion in the United States and the recession in
many Asian economies led to substantial changes in the current account
bal ances of the main economic areas last year. Japan’s surplus increased by
$27 billion (Table 2). The five Asian countries hardest hit by the crisis
(Indonesia, Malaysia, the Philippines, South Korea and Thailand) turned a
combined deficit of almost $30 billion in 1997 into a surplus of $67 billion,
with South Korea alone accounting for $41 billion of the total. The
correction was considerably larger than the IMF had forecast a year ago,
when it had predicted an improvement of about $50 billion. The main
counterpart was a significant worsening of about $80 billion in the current
account deficit of the United States. The deficit of the Latin American
countries increased by $25 billion to almost $90 billion, with Brazil alone
accounting for $35 billion, equal to 4.5 per cent of GDP. The errors and
omissions item at world level, which should be nil, recorded an outflow of
$100 billion last year, almost 1 per cent of global current transactions.

The current account deficit of the United States rose last year to $233
billion, or 2.7 per cent of GDP. The deterioration in relation to 1997 stems
from the trade deficit and the deficit on investment income. The deficit on
merchandise trade with Asian developing countries and Japan increased
further. The current account deficit was easily financed by net inflows of
almost $200 billion in portfolio investment and $64 billion in direct
investment.

Japan’s current account surplus increased to $121 billion, equal to 3.2
per cent of GDP, compared with 2.3 per cent in 1997, reflecting the growth
in the trade surplus. The latter, which benefited partly from the fall in energy
prices, rose primarily vis-a-vis industrialized countries and contracted
sharply vis-a-vis Asian economies. There was a net capital outflow of more
than $100 billion. During the year Japanese banks made net sales of foreign
assets, so that their net creditor position contracted from $281 to 250 billion.
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Table 2
CURRENT ACCOUNT BALANCES

OF MAJOR COUNTRIES OR COUNTRY GROUPS

Billions of dollars As a percentage of GDP
1999 1999
1996 1997 1998 | ot | 1996 1997 1998 | {0 rocasts
Industrial countries . ....... 36.7 64.1| -45.6| -86.0 0.2 0.3 -0.2 -0.4
United States . . . ... -134.9 |-155.2|-233.4 | -309.9 -1.8 -1.9 -2.7 -3.5
Japan ............ 65.8 94.1| 121.0| 148.2 1.4 2.3 3.2 3.6
Euro 11 ........... 75.4 1.2

of which: Germany -57| -1.7| -385| -20| -02| -0.1 -0.2| -0.1
SouthKorea .............. -23.0 -8.2 40.5 26.1 -4.7 -1.8 13.1 71

Asian developing countries -389| -4.0| 355| 26.4| -18| -0.2 1.6 1.1

of which: Asean-4 (1) ..... -30.4| -188| 26.0| 24.7| -52| -34 7.5 5.8
Latin America ............. -389| -65.1| -89.9| -60.7| -2.1 -32| -44| -33
of which: Argentina ....... -6.4| -11.9| -15.0| -14.3| -22| -3.7| -43 -4.2
Brazil .......... -23.1| -83.3| -350| -16.5| -3.0| -4.1 -4.5| -3.0

Mexico ......... -23| -7.5| -16.7| -87| -07| -19| -37| -20

Countries of Central and
Eastern Europe and the
former USSR (2) ......... -16.2| -29.3| -25.8| -13.4 -1.8 =3.1 -3.2 -1.9

Sources: IMF and national statistics.
(1) Indonesia, Malaysia, the Philippines and Thailand. - (2) Includes Mongolia.

Onthebasisof initial estimatesusing the new method of calculationthe
current account surplus of the euro area amounted to about $75 billion, or
1.2 per cent of GDP. There were substantial net outflows of direct and
portfolio investment of $114 and 103 billion respectively. France's current
account surplus remained very high ($39 billion) and Germany continued to
record a small deficit (about $4 billion).

A significant correction in the current account deficit of Latin America
appears to be taking place. According to IMF estimates (Table 2) it should
decrease by at least $30 billion in 1999, though still remain very high. The
correction could be larger if the hoped-for resumption in capital inflows to
the area fails to materialize during the rest of the year. The United States is
expected to bear the brunt of the adjustment - its current account deficit is
forecast to rise to $310 billion, or 3.5 per cent of GDP, thanks mainly to
continued economic growth. In Japan the persistent weakness of domestic
demand is expected to cause the surplus to increase further to about $150
billion, equal to 3.6 per cent of GDP.



Financial flowsto the non-industrialized countries

Asareflection of the crisesin severa emerging countries, net external
financing to non-industrialized countries (excluding the newly
industrialized Asian economies), declined by about 22 per centin 1998, from
$282 to 219 hillion, following three years of continual growth (Table 3).

Table 3
EXTERNAL FINANCING TO DEVELOPING COUNTRIES,
CENTRAL AND EASTERN EUROPE AND COUNTRIES
OF THE FORMER USSR
(net flows in billions of dollars)
1994 1995 1996 1997 1998
Total netfinancing (1) ...................... 161.7 219.0 249.2 281.7 219.4
Africa ... ... 21.5 20.3 16.1 121 13.8
Latin America ............. . i 62.3 66.3 82.1 98.5 89.6
ASia ..o 75.4 106.2 117.0 106.7 51.4
MiddleEast (2) ......... ...t -2.0 4.6 1.4 16.1 20.2
Central and Eastern Europe and countries of the 4.5 21.6 22.6 48.3 44 .4
formerUSSR (3) ...t
External borrowing (1) ................... 52.5 103.6 100.7 105.0 72.4
From official creditors ................... 4.0 442 0.2 8.7 421
Frombanks .............. ... ... ... ... -25.4 10.4 16.3 7.0 15.7
Fromotherlenders ..................... 73.9 49.0 84.2 89.3 14.6
Otherflows (1) .......................... 109.3 115.4 148.4 176.7 146.9
Direct and portfolio investment equity flows 104.1 113.1 138.4 168.0 140.1
Capital transfers (4) ..................... 5.2 23 10.0 8.7 6.8
Source: IMF.
(1) Rounding may cause discrepancies in totals. - (2) Includes Cyprus, Malta and Turkey. - (3) Includes Mongolia. - (4) Includes debt
cancellation and other capital account transactions, as defined in the fifth edition of the IMF Balance of Payments Manual.

Financing to the devel oping economies of Asia declined by more than
half, to $51 billion; in Latin Americait fell from $99 to 90 hillion and in
Central and Eastern Europe and the former USSR from $48 to 44 hillion,
with Russiarecording acontraction of about $7 billion. Flowsto other areas,
which are not highly integrated into the international financial system and
were thus |l ess affected by the massive switching of private capital towards
financial markets in industrialized countries, increased from $28 to 34
billion.
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Flows of private capital decreased overall from $273 to 177 billion, a
contraction of 35 per cent; non-bank borrowing declined from $89 to 15
billion and the equity component of direct and portfolioinvestment fell from
$168to 140 billion. According to recent estimates by the World Bank, there
was a fairly moderate decline, from $163 to 155 bhillion, in foreign direct
investment, including the non-equity component; investment in the main
crisis-stricken countries is thought to have been virtually the same as in
1997, with disinvestment occurring only in Indonesia, partly because of
political and social problems. Notwithstanding the poorer prospects for
short-term growth in Asia, the fact that direct investment in these countries
is holding up is attributable to their improved competitiveness and also in
part to the fall in the prices paid by foreign investors for local businesses.

Thedeclinein flows of private capital was offset by alargeincreasein
official financing from $9 to 42 billion; thisreflectsthe substantial financia
assistance measures put together by the international community. The IMF
has continued to support the Asian economies and has coordinated the
granting of new loans to Russia and Brazil.



THE ITALIAN ECONOMY

Last year output in the euro area grew by almost 3 per cent, as against
2.5 per cent in 1997. Industrial production increased significantly. Growth
was strongest in Spain and France. However, clear signs of a slowdown
appeared in the second half of the year, especialy in Germany. Domestic
demand accelerated everywhere, but net foreign demand curtailed growth.

At the beginning of 1998 the high level of plant utilization in Italy, the
expected decline in interest rates, the continued growth of international
trade, albeit at adlower pace, and manufacturing firms' capital expenditure
plans all pointed to an acceleration in economic activity. Instead, the cyclical
upswing that had started in 1997 began to lose momentum earlier than in the
other euro area countries; the main factors were the slowdown in world trade
and Italian goods’ loss of price competitiveness, especially with respect to
Asian competitors.

Italy’s GDP grew by 1.3 per cent in 1998, slightly less than in the
previous year. Consumer price inflation remained unchanged at 2 per cent.

The expansion of gross fixed investment amounted to 3.5 per cent, up
from 0.9 per cent in 1997, and was in line with that of the other euro area
countries; investment in machinery and transport equipment nevertheless
grew much less rapidly than in the other leading European countries. The
growth in household consumption slowed, from 2.6 to 1.7 per cent, partly
owing to the end of the incentives for scrapping motor vehicles.
Stockbuilding accounted for almost half the growth in the economy. The
numbers of employed persons increased by 111,000 or 0.6 per cent. The
surplus on the external current account fell by one third to 39.1 trillion lire,
despite the improvement in the terms of trade.

Weak growth

The expansionary phases recorded by the lItalian economy in the
nineties were shorter than in the past. The difficulty the economy had in
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growing can be attributed to the combined effect of budgetary consolidation
and long-term factors. From 1990 to 1998, the annual increasein output was
about one point less than in the other euro area countries on average. In the
last three years, when the effects of deficit reduction measures were most
pronounced, average annual GDP growth in Italy was less than half that in
the other euro area countries (1.2 per cent versus 2.6 per cent). Investment
spending appearsinsufficient in the light of the competitivenessrequired by
the new single currency framework.

Fiscal tightening and reform of the social security and welfare system
curbed consumption. The reduction in public investment contributed to
stagnation in the construction industry. The temporary suspension of
extraordinary measures in Southern Italy was a factor in the productive
standstill intheareaand indirectly inthes owdown intherest of the country,
for which the South isan important outlet market. Thefall inthe growth rate
aggravated the employment situation, thereby making consumers decisions
even more prudent.

Structural shortcomings and rigidities hindered the utilization of
resources made available by the adjustment of the public accounts. The
country’s productive specialization has shown a worrying involution over
the last twenty-five years, since lItaly is the only large industrial nation to
export a growing share of goods with a low value added and a high price
elasticity, and thus more exposed to competition from emerging countries.
Last year’s results support the validity of this diagnosis.

Most output is produced by small firms, which have difficulty in
grasping opportunities for growth and achieving the economies of scale
inherent in larger size, even though innovative solutions such as industrial
districts help to offset this weakness. The structure of employment reflects
sub-optimal organizational choices and the under-utilization of resources:
Italy’s participation rates are the lowest in the western world;
self-employment, which potentially has positive aspects, is on an abnormal
scale, about twice that of the other European countries; in many cases it
amounts to a form of camouflaged payroll employment; there are serious
disparities between the employment opportunities opento younger and older
people, men and women, residents in the South and the rest of Italy, and
workers in regular and irregular jobs. Although it has increased, investment
in education remains modest; in 1995 only 35 per cent of the adult population
between the ages of 25 and 64 had a high school diploma or university
degree, less than half the figure in almost all the other industrial countries.
Combined with widespread avoidance of tax and labour laws, the
segmentation of the labour market, the prevalence of small firms, and
workers’ low educational attainments result in an economy that has
difficulty in drawing on the sources of competitiveness available to other



advanced nations. the ability to innovate, solidly organized markets and
efficient public services and utilities.

One cause of the under-performance of the Italian economy is the
persistence of avast relatively backward areawith morethan onethird of the
population. Even though conditions in the South are now widely
differentiated, the overall macroeconomic resultsremain unsatisfactory; the
share of the labour force that is unemployed continues to increase.

Slower population growth aso constitutes a curb on growth. The
insufficient flexibility of the labour market and the possibility for many
young peopleto rely on family resourcesdelay entry into the labour market,
reduce the willingness to move, and cause the formation of new familiesto
be postponed.

With suitable policies, several weaknesses could easily become
resources fostering growth. The contribution to the labour force of women
and young peopl e has started to grow again; thisreflectsthe devel opment of
contractual arrangements that increase the flexibility of using labour,
thereby improving the match with firms needs and rendering generation
turnover easier. In parallel with the structural changes in the labour market
that have occurred in recent years, the social security system is also slowly
moving in the direction of greater equity between protected and unprotected
groups. The large margins for improvement in administrative action are
beginning to be exploited. The efficiency of the markets for goods, services,
labour and capital is benefiting from liberalization, privatization and the
modernization of the regulatory system. Export-oriented industrial nuclei
continue to become more widespread, in the South as well as in the North.

The new single currency framework appears to permit a lengthening of
the time horizons of production and consumption decisions and offers an
opportunity to raise the level of firms’ international competitiveness, in part
through a strong recovery in investment.

The economic slowdown

Domestic demand contributed 2.5 percentage points to the growth in
GDP in 1998; net exports made a negative contribution of 1.1 points (Table
4). The deterioration in cyclical conditions emerged in full in the final part
of the year.

The growth in households’ consumption as defined in the new national
accounts based on ESA95 decelerated from 2.6 to 1.7 per cent; the
acceleration in spending on services was matched by a slowdown in
purchases of durable goods, which was partly due to the stabilization of



motor vehicle sales at the high level they had reached in 1997 thanks to
government incentives. Durable goods as a whole nonethel ess continued to
be the fastest-growing component, increasing by 3.4 per cent. Households’
consumption was sustained by the growth in gross disposable income, which
rose by 2.9 per cent after adjusting for the erosion of the purchasing power
of net financial assets. Households’ propensity to spend diminished.

Table4
RESOURCES AND USESOF INCOME
1997 1998
Percentage changes Contribution | Percentage changes | Contribution
to GDP to GDP
Values at growth at | Values at growth at
constant | Deflators | constant | constant | Deflators | constant
prices prices prices prices
Resources
GDP ... 1.5 2.6 1.5 1.3 2.8 1.3
Imports of goods and services . ... .. 10.0 1.9 -2.2 6.1 -1.7 -1.4
of which: goods .............. 9.7 1.6 -1.8 6.8 -2.3 -1.4
Uses
Domesticdemand ................ 25 2.6 2.4 25 2.2 2.5
Consumption by households .. ... 2.6 25 1.5 1.7 23 1.0
Consumption by government and
non-profit institutions .......... -0.5 4.8 -0.1 1.3 2.6 0.2
Gross capital formation .......... 0.9 2.1 0.2 3.5 1.6 0.6
of which: machinery, equipment
and transport
equipment ......... 2.9 1.7 0.3 5.7 1.4 0.5
buildings . ........... -1.8 26 -0.2 0.1 1.7 ..
intangible goods . . . .. 5.5 23 .. 10.8 2.7 0.1
Change in stocks and valuables (1)
- - 0.8 - - 0.6
Exports of goods and services . .... 5.0 1.6 1.2 1.2 1.0 0.3
of which: goods .............. 3.1 2.0 0.7 1.7 0.9 0.4
Source: Istat, national accounts according to the new European system of accounts ESA95.
(1) Includes statistical discrepancies.

Investment increased, albeit at widely differing rates. Total gross
capital formation increased by 3.5 per cent: investment in buildings
stagnated, while other investment gained pace and grew by more than 6 per
cent.

The growth in capital spending on machinery and equipment rose from
3.2 to 4.5 per cent. This result fell short of expectations. The spread of
uncertainty among businessmen about the Italian economy’s capacity for
sustained growth may have been a factor. Investment in non-residential
buildings slowed down, partly because only a small share of firms’ capital



spending was earmarked for plant expansion. Expenditure on public works
continued to grow at a lively pace. Investment in residentia buildings
benefited mildly from the tax incentives for renovation projects.

Imports rose at a rapid pace of 6.1 per cent, although they slowed
considerably compared with 1997. One contributory factor wasthe build-up
of stocksin the early months of the year, when commodity prices recorded
significant falls, but the competition of Asian exporters in the domestic
market also increased following the devaluation of their currencies.

Exportslost momentum, growing in volume by only 1.2 per cent. The
principal causes of the slowdown were thefall in world demand and Italy’s
product specialization, which magnified the effects of the loss of
international competitiveness vis-a-vis the Asian countries. As in 1997,
Italian firms’ share of the world market contracted.

Despite an improvement in the terms of trade, the aggregate of the
current account and the capital account, which is comparable to the current
accountin the old version of the balance of payments, declined from 60.9 to
39.1 trillion lire, or 1.9 per cent of GDP. The deterioration affected all the
main components, including transfers to the European Union, which
returned to a level close to their medium-term average. Capital movements
intensified, reflecting major progress in European and global financial
integration. Portfolio investment, which accounts for a large share of these
movements, shows net inflows in decline. Outflows continued to grow at a
rapid pace, reflecting further portfolio diversification by residents; inflows
tended to slow down with the gradual disappearance of the differentials
between the yields on Italian and foreign financial assets. Direct investment
recorded a further increase in outflows, which amounted to 21.7 trillion lire,
and a decrease in inflows, which fell to 4.5 trillion. The widening gap
primarily reflects the economy’s limited ability to attract investment in
production facilities. The item “errors and omissions”, which presumably
includes balances accumulated abroad by Italian exporters, grew from 25.8
to 45 trillion lire. The net external position worsened in spite of the current
account surplus, mainly as a result of exchange rate variations.

The slowdown in activity was unevenly distributed across the economy.
The value added of industry received impetus from the energy and
construction sectors, while the growth of that of manufacturing slowed
down. The services sector, whose value added rose by only 0.9 per cent, was
marked by the stagnation of wholesale and retail trade.

Per capita GDP grew at the same rate in the North and the South. The
difference in the rate of increase in GDP, which was 0.4 percentage points
lower in the South, was offset by migration. In the North, and especially in
the North-West, the growth in output was dampened primarily by the
performance of exports; in the South, the growth in exports, which account
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for only alimited part of output, remained strong (8.2 per cent at current
prices on average for the year).

The increase in unemployment was concentrated in the South, where
the rise in the participation rate may indicate that groups of previously
discouraged job seekers are re-entering the labour market. Many of the
development measures planned for the coming years focus on turning the
labour potential to account, assisting local productive systems, especially
those that have lately given proof of their competitiveness, and developing
the tourist industry in the South by capitalizing on the region’s natural
resources.

Although unemployment edged upwards to 12.3 per cent, conditions in
the labour market showed signs of improving. Albeit in a period of weak
growth, the rise in the number of employed workers recorded by labour force
surveys gathered pace in the second half of the year. In 1998 as a whole, the
increase was equal to 0.6 per cent, or 111,000 persons. As in the preceding
years, a contributory factor was the further spread of part-time and
fixed-term contracts, which now cover nearly two and a half million
workers, or more than 15 per cent of all employees. These contracts are still
much less widely used in Italy than in the other European countries: the slight
acceleration in their growth last year was due in part to the provisions
governing temporary work coming fully into effect.

Employment increased in many branches, above all in manufacturing
and services, especially personal care. By contrast, it contracted in
agriculture, construction and general government, in line with
well-established trends.

National contract renewals were less numerous than in 1997, leaving
room for supplementary bargaining. Settlements reflected the stabilization
of inflation expectations. As a result of the sharp slowdown in productivity
growth, the increase in unit labour costs in manufacturing, adjusted for the
effect of the introduction of the regional tax on productive activities, was
larger than in 1997 (1.5 against 1.1 per cent).

After accelerating briefly at the beginning of the year, inflation was
curbed by the containment of wage pressures, the slowing of domestic
activity and the contraction in world demand, which was reflected in a
pronounced fall in commodity prices; it reached historically low levels
towards the end of the year. The average annual increase in both the
harmonized consumer price index and the index of consumer prices for the
population as a whole remained virtually unchanged at 2 per cent.



Recent developments and the outlook for 1999

Seasonally adjusted industrial production appears to have fallen
slightly again between the fourth quarter of 1998 and the first quarter of
1999. A significant recovery in output could take place in the second half.

Sincetheend of last year some positive signshave appeared, such asthe
modest pickup inthetrend of ordersand production (Figure 3). Theleading
indicator prepared by the Bank’s Research Department and the Institute for
Economic Research and Analysis (Isae) also shows a movement that, if
confirmed, would point to an upturn in activity in the second half of the year
(Figure 4).

Figure 3
INDUSTRIAL OUTPUT, DEMAND AND STOCKS
(three-month moving averages ending in the reference month)
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(1) Indices, 1995=100. Data seasonally adjusted for all countries and adjusted for the different number of working days for Italy and
Germany. - (2) Differences between the percentage of positive replies (“high”, “increasing”) and negative replies (“low”, “decreasing”) to
Isae surveys of businessmen. Seasonally adjusted except for stocks of finished products.

For now, the forecasts for 1999 assume that there will be a modest
recovery in world trade during the year, that the exchange rates of the euro



and short-term interest rates will remain at their current levels, and that the
oil pricewill behigher thanlast year andinlinewith current spot and forward
quotations.

Although exports have not yet recovered from their sharp declineinthe
closing months of 1998, the gain in competitiveness stemming from the
depreciation of the euro and the expected accel eration in the world economy
during the year are likely to buoy up foreign demand.

Figure 4
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Fixed capital formation, sustained by low interest rates and the recent
tax incentivesfor purchasesof capital goodsfinanced with corporate profits,
IS expected to grow at asimilar rate to that recorded last year, despite the
slackening of investment in machinery, equipment and transport equi pment.

Households consumption is forecast to contribute to GDP growth, as
it has in recent years, thanks to a further rise in real disposable income, a
slightimprovement in employment prospects and favourable interest rates.
However, consumer spending could be affected by a worsening of the
Balkan crisis.

The final figures for 1999 could show anincrease in GDP similar to that
achieved in 1998.

Slight improvements in employment could come from the expected
growth in recourse to part-time work and a further shift in supply towards
household services. The unemployment rate is likely to remain almost
unchanged.

In the first few months of this year there have been signs in Italy and the
rest of the euro area of a moderate acceleration in consumer prices due to



external pressures. an increase of around 50 per cent in the price of crudeail
and asizablefall of the euro against thedollar. Intended changesin producer
priceshavea so begunto moveupwards, inlinewiththe short-termforecasts
for output. However, expected consumer price inflation for 1999 remains
below 1.5 per cent for Italy. According to market expectations, theinflation
differential between Italy and the euro areaasawholewill disappear during
the year.

Animprovement intheoutlook for arecovery in growth dependsonthe
consistency and determination with which economic policies continue to
encourage capital formation, reduce current budget expenditure and the tax
burden on consumers and firms, make labour contracts more flexible,
liberalize public services, reform administrative action and renew
governmental support for programmes to redress regional disparities.
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DEMAND

Asin the other leading European countries, economic growth in Italy
was constrained in 1998 by adverse trends in foreign trade. Despite a
pronounced and intensifying deceleration in the course of the year, the
growth in imports was considerable, buoyed by declining world prices for
raw materialsand fuel and by thelossof competitivenessvis-a-vis producers
in South-East Asia. The decline in competitiveness also affected exports,
which slowed abruptly and actually contracted in the closing months of the
year. Domestic demand increased less than in the other European
economies, as the reduction in the growth of private consumption was only
partially offset by an acceleration in gross fixed capital formation and
substantial stock-building. GDP grew by 1.3 per cent, 1.5 points less than the
average for the euro area countries.

Households consumption

Households final domestic consumption at constant prices increased
by 1.7 per centin 1998, nearly one percentage point less than in 1997 (Table
5). The reduction was due largely to the expiry of government incentives for
the scrapping of old motor vehicles. The modest growth of households’
spending in Italy contrasts with a larger increase of 2.8 per cent in the euro
area as a whole. The disparity was especially wide vis-a-vis France and
Spain (where the increase was 3.8 per cent) and practically nil vis-a-vis
Germany (1.8 per cent). The growth in national consumption, in other words
residents’ expenditure in Italy and abroad, slowed less markedly, from 2.5
to 1.8 per cent.

The growth in private consumption was restrained by the smallness of
the increase in spending capacity. On the basis of the new system of national
accounts, it is estimated that households’ gross disposable income rose by
3.0 per cent at current prices and 0.6 per cent at constant prices (Table 6).

Allowing for the loss of purchasing power of net financial assets
(estimated on the basis of inflation expectations), the gross disposable



income of consumer households increased by 5.3 per cent at current prices
and 2.9 per cent at constant prices. The propensity to save thusrose by about
one percentage point.

Table5
HOUSEHOLDS CONSUMPTION
(at 1995 prices; percentage changes)
oshare | 1995 1996 1997 1998
Non-durablegoods .......................... 44.7 1.2 -0.5 1.1 1.1
ofwhich: food .............. ... ... ... ... 16.8 -1.9 -1.0 0.4 0.8
Durable goods .................. ... .. . ..., 1.7 1.6 2.0 17.3 3.4
of which: furniture and repairs ............... 3.9 29 1.4 1.0 -1.9
electrical household appliances and
repairs ... 1.2 0.1 -4.2 2.8 1.2
television receiving sets, photographic,
computer and hi-fi equipment . ...... 1.0 11.7 -3.9 15.0 6.1
transport equipment . ............... 4.3 -0.9 1.2 42.6 0.3
SEIVICES ..ot 43.5 3.3 1.4 0.8 1.9
of which: hotels and restaurants . ............. 8.7 26 1.3 1.0 1.8
communications ................... 29 10.7 12.2 12.2 16.2
recreational and cultural . ........... 2.6 7.8 9.4 5.3 3.8
Total domestic consumption | 100.0 2.2 0.5 2.6 1.7
Residents’ consumption abroad ............... - -0.5 5.6 11.8 2.1
Non-residents’ consumptioninltaly ............ - 12.2 -5.0 8.6 -0.6
Total national consumption - 1.7 0.9 25 1.8
Memorandum item:
Implicit price deflator of national consumption . - 6.0 4.4 2.6 2.3
Source: Istat, national accounts according to the new European system of accounts ESA95.

Consumers continued to be cautiousin their spending plansin view of
uncertainty about the economic outlook, as signaled by the pronounced
variability of households confidence (Figure 5). This indicator was at
historically high levels, as in other European countries, but with the
difference thatin Italy the swings were much wider. In the first quarter of this
year confidence declined to near the level prevailing at the beginning of
1998.

Using data based on the ESA79 classifications, itis possible to compare
the composition of households’ consumption according to economic
purpose in several EU countries over the period from the early eighties to the
mid-nineties. The proportion of expenditure on services, which was already
very high in the Netherlands and Austria in the first three years of the
eighties, rose substantially in Finland, France and the United Kingdom over
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Table 6

GROSSDISPOSABLE INCOME AND AVERAGE PROPENSITY TO SAVE
(at current prices unless specified) (1)

1995 1996 1997 1998
Percentage changes
Wages and salaries net of employees’ social security
contibutions . ... 1.1 5.4 3.8 3.0
per capita compensation of employees .............. 4.2 6.3 4.2 -1.5
total social security contributions (2) . ................ -2.8 -0.9 -0.9 3.7
employee labourunits . ............... ... ... ..... -0.3 0.1 0.5 0.8
Self-employment income net of social security
contributions . ... 4.5 4.7 3.1 5.8
per capita self-employment income ................. 4.6 4.2 3.9 3.4
total social security contributions (2) . ................ -0.7 0.4 0.3 1.9
self-employed labour units ......................... 0.6 0.1 -1.1 0.4
Net property income (3) ..., 12.0 3.9 -3.6 -1.9
Social security benefits and other net transfers ......... 5.3 71 6.9 3.1
of which: net social security benefits .............. 56 7.0 6.3 3.1
Current taxes on income and wealth (=) ............... 5.9 8.0 6.2 25
Gross disposable income of households (4) ......... 4.7 4.9 24 3.0
at1995prices (B) ... ..o vt -1.3 0.5 -0.2 0.6
at 1995 prices, adjusted for expected inflation (6) .. ... -1.0 1.4 1.6 2.9
at 1995 prices, adjusted for past inflation (7) .......... -3.4 4.8 0.9 1.8
Gross disposable income of the private sector ...... 8.3 4.8 1.0 29
at1995prices (5) ... 2.2 0.5 -1.6 0.6
at 1995 prices, adjusted for expected inflation (6) .. ... 2.6 1.1 -0.3 25
at 1995 prices, adjusted for past inflation (7) .......... 0.6 3.8 -0.8 1.5
Percentages
Households’ average propensity to save (4) (8) ...... 18.2 17.9 15.7 14.7
calculated on income adjusted for expected inflation 13.2 13.6 12.8 13.7
calculated on income adjusted for past inflation . ...... 10.9 14.2 12.8 12.8
Average propensity to save of the private sector (8) 30.2 29.9 27.0 26.1
calculated on income adjusted for expected inflation 26.8 27.0 24.9 25.3
calculated on income adjusted for past inflation . ...... 25.3 27.4 24.9 24.6

Sources: Based on Istat and Bank of Italy data.

(1) Estimates based on the new European system of accounts ESA95. - (2) Change in net wages and salaries and net self-employment
incomes attributable to social security contributions, in percentage points; a minus sign indicates an increase in contributions. - (3)
Comprises gross operating surplus (primarily actual and imputed rents), net income from land and intangible assets, net interest,
dividends and other profits distributed by companies. - (4) Consumer households, including private non-profit institutions. - (5) Deflated
using the implicit price deflator of national consumption. - (6) Gross disposable income net of expected losses on net financial assets
due to inflation (estimated from the results of the Forum-Mondo Economico survey); deflated using the implicit price deflator of national
consumption. - (7) Gross disposable income net of actual losses on net financial assets due to inflation; deflated using the implicit price
deflator of national consumption. - (8) Ratio between saving, before deduction of depreciation and net of the change in severance pay

and pension funds, and the gross disposable income of the sector.




Figure5

CLIMATE OF CONFIDENCE AMONG CONSUMER HOUSEHOLDS
(indices, 1980=100)
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(1) Until 1994 no survey was conducted in August; the data for that month were calculated as simple averages of data for July and
September. Since January 1995 interviews have been conducted by telephone, notin person, and the interviewee is no longer necessarily
the head of household but any adult member who contributes to the income of the household. - (2) Three-month moving average ending
in the reference month.

the 15-year period (Table 7). In Italy and the other Mediterranean countries

it began at a much lower level and showed an increase only in Italy, and a
modest one at that. In these countries non-durable and semi-durable goods
together account for a larger share. The differences in the composition

of households' consumption are due not only to differences in the level of
economic development but also to demographic factors, such as the age of
the head of household and the characteristics of the family.

Table 7
COMPOSITION OF HOUSEHOLDS CONSUMPTION
ACCORDING TO ECONOMIC PURPOSE
(percentage shares. at constant prices; averages for periods indicated)
Durable goods Non-durable goods Semi-durable goods Services
1980-82 |1995-97 (1) | 1980-82 |1995-97 (1)| 1980-82 |1995-97 (1)| 1980-82 |1995-97 (1)
Austria................ 10.5 13.1 34.6 31.9 12.6 10.0 42.3 45.0
Denmark .............. 8.1 12.8 40.0 35.9 141 141 36.4 37.2
Finland ............... 9.3 8.1 41.4 38.7 10.1 9.0 38.2 442
France................ 7.7 8.8 37.0 35.9 16.6 13.3 37.2 42.0
Greece ............... 10.3 8.6 47.2 48.1 13.4 10.7 32.1 32.6
taly .................. 10.4 1.2 36.4 31.9 18.9 19.2 35.5 37.6
Netherlands ........... 9.5 10.0 27.6 26.0 14.9 15.6 471 48.3
Portugal .............. 8.4 9.8 43.0 40.6 17.8 17.8 31.5 31.8
Sweden............... 9.2 8.2 38.0 35.9 15.0 15.3 38.8 40.3
United Kingdom . ....... 7.3 10.0 38.7 30.3 14.3 16.7 39.2 43.0
Source: Based on Eurostat data according to the European system of accounts ESA79.
(1) For Austria and Sweden, 1994-96; for Ireland and Portugal, 1993-95.




In the private sector as a whole gross disposable income increased by
2.9 per cent at current prices, dightly lessthan that of households alone, and
the propensity to save declined from 27 to 26.1 per cent. Adjusted for the
erosion of the purchasing power of net financial assets, however, the
propensity to save rose by nearly half a point.

In proportion to national income, the saving rate of the private sector as
a whole declined from 22.1 to 21.1 per cent. For the entire economy it
remained more or less unchanged at 21.7 per cent, thanksto areduction in
the general government deficit (Table 8).

Table 8
GROSS SAVING AND INVESTMENT
(as a percentage of gross national disposable income)
Average
1988 1990-94 1995 1996 1997 1998
General government saving (1) ........... -5.8 -6.1 -4.0 -3.2 -0.1 0.5
Private sectorsaving .................... 27.5 253 259 25.4 221 211
of which: consumer households . ...... 16.0 14.4 13.4 13.0 11.1 10.3
Gross national saving . ................... 21.7 19.3 22.0 221 21.9 21.7
Grossinvestment ....................... 22.8 20.9 19.7 18.8 191 19.8
Memorandum item:
Balance of current account transactions
withthe restoftheworld ............. -0.8 -0.9 2.3 3.3 29 1.9
Source: Based on Istat data.
(1) Estimates based on European system of accounts ESA79.

I nvestment

Gross fixed investment increased by 3.5 per cent in rea terms,
compared with 0.9 per centin 1997 (Table9). Inrecent yearsit hasamounted
to between 18 and 19 per cent of GDP, about 2 percentage points less than
in the early nineties.

The increase was appreciable, in line with that in the main European
economies. However, in the other euro countries investment in equipment,
machinery, transport equipment and intangible goods rose much more
rapidly than overall investment and at ahigher ratethanin Italy (10 per cent
in Germany, 9 per cent in France and 13 per cent in Spain, as against 6 per
centin Italy).

Machinery and equipment, transport equipment and intangible
goods. - While investment in machinery and equipment, transport



equipment and intangible goods rose by 6.1 per cent, that in machinery and
equipment alone grew by 4.5 per cent; expenditure on transport equipment
increased by 10.8 per cent, sustained until the end of July by incentivesfor
the scrapping of old motor vehicles. Investment in intangible assets, which
accounted for 7.4 per cent of total grossfixed investment, also rose by 10.8
per cent.

Table 9
FIXED INVESTMENT
(at 1995 prices; percentage changes and percentages)
Percentage change As a percentage of GDP

1996 1997 1998 1996 1997 1998
Construction . .................... 1.7 -1.8 0.1 8.4 8.1 8.0
of which: residential buildings .. -24 -2.9 0.7 4.8 4.6 4.5
other ................ 7.7 -0.3 -0.6 3.6 3.6 3.5
Machinery and equipment ......... 21 3.2 4.5 7.6 7.8 8.0
Transport equipment .............. 2.0 1.7 10.8 1.8 1.8 2.0
Intangible goods ................. 11.6 5.5 10.8 0.7 0.8 0.8
Total gross fixed investment .. ... 2.3 0.9 3.5 18.6 185 18.9
Total excluding residential buildings . 4.0 2.2 4.4 13.8 13.9 14.3
Total excluding construction . ....... 2.7 3.1 6.1 10.2 10.3 10.8
Total net fixed investment (1) ..... 15 -4.7 6.3 4.1 3.9 4.1

Source: Based on Istat data, national accounts according to the new European system of accounts ESA95.

(1) Excluding depreciation.

Investment was fueled by the high capacity utilization rate reached at
the end of 1997, good corporate liquidity and the reduction in interest rates.
It would haveincreased more strongly but for the slowdown in domestic and
international demand in the course of 1998. In the last two yearsinvestment
in capital goods hasrisen less rapidly than could have been expected on the
basis of the growth of demand and thetrendsin relative factor prices. Given
thelow level of confidenceintheeconomy’s potential for growth, firms have
been very cautious about increasing investment.

Construction. - Building investment stagnated. The structural decline
in residential building due to demographic factors was offset by an increase
in restructuring and renovation work, encouraged by tax relief introduced in
the 1998 budget.
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The construction of non-residential buildings and civil engineering
projectsdeclined by 0.6 per cent. Following the exceptional increasein 1995
and 1996 as a consequence of the incentives available under the Tremonti
Law, non-residential building has presumably been dampened by thefall in
the proportion of investment directed towards expanding capacity. Public
works increased for the second consecutive year, though by less than in
1997, reflecting the improved spending capacity of general government.

Socks. - Stockbuilding remained brisk in 1998. Asin 1997, the item
“changesininventories and valuables” accounted for nearly half of the entire
increase in GDP. Isae surveys of industrial firms found that most of the
change in inventories, whether of raw materials and semi-finished goods or
of finished goods, occurred in the first part of the year, reflecting the decline
in world prices and the slowdown in current and expected demand.

Exports and imports

Asin 1997, the contribution of net exports of goods and services to GDP
growth was negative, by more than one percentage point. Whereas in 1997
exports had risen by 5 per cent and imports by 10 per cent at constant prices,
in 1998 exports increased only marginally (by 1.2 per cent), and import
growth slowed to 6.1 per cent (Table 10). The pronounced improvement in
the terms of trade limited the adverse effects on the trade surplus. In the euro
area as a whole the slowdown in the growth of foreign trade was less abrupt,
with imports growing by 7.5 per cent and exports by 5.4 per cent. Export
growth was highest in Spain (7.8 per cent) and substantial in Germany (6.5
per cent) and France (6.3 per cent).

Italy’s merchandise exports rose by 1.7 per cent at constant prices,
compared with 3.1 per cent in 1997. The main factors were the sharp
slowdown in the growth of world merchandise trade, which according to
IMF estimates came down from 10.6 to 3.0 per cent, and Italy’s
specialization in medium-technology industries that are highly exposed to
competition from Asian producers, who benefited by the depreciation of
their currencies. Exports of services, which had increased by 17 per centin
1997, contracted by 2.0 per cent; most of the decline was in financial
intermediation and insurance services. Exports of transport services, which
account for nearly one fifth of total service exports, remained basically
unchanged.

Total merchandise imports rose by 6.8 per cent at constant prices, with
a progressive slowdown in growth over the course of the year. Imports of
manufactured goods increased by 9.5 per cent, almost a third of which was



Table 10

EXPORTSAND IMPORTS OF GOODS AND SERVICES
IN THE NATIONAL ACCOUNTS
(percentage changes on previous year)

1996 1997 1998
Goods |[Services | Total Goods ([Services | Total Goods |Services | Total
Exports
At current prices .......... 20| 1.8 2.0 52|16.5 6.7 2.7|-0.9 22
At constant prices ........ 1.9|-09 15 3.1|17.3 5.0 1.7 -2.0 1.2
Deflators ................ 02| 27 0.5 2.0|-0.7 1.6 09| 1.0 1.0
Contribution to growth of GDP
at constant prices (1) . ... 0.4 .. 0.4 07| 0.6 1.2 0.4 |-0.1 0.3
Imports
Atcurrent prices .......... -42|-13 -3.8| 11.5|16.2 121 43| 44 4.4
At constant prices ........ -22| 45 -1.3 97| 11.7 10.0 6.8| 2.0 6.1
Deflators ................ -21|-5.6 -2.6 16| 41 19| -23| 24 -1.7
Contribution to growth of GDP
at constant prices (1) .. .. 0.4 |-0.1 03| -1.8|-0.4 22| -1.4|-0.1 -1.4
Exports/imports
At current prices .......... 6.5| 3.2 61| -56| 0.2 -48| -1.6|-5.1 -2.1
At constant prices ........ 41|-5.2 28| -6.1| 5.0 -4.8| -4.7|-3.9 -4.6
Deflators ................ 23| 88 3.2 04 |-45 -0.2 33|-13 2.7
Contribution to growth of GDP
at constant prices (1) (2) . 0.8|-0.1 07| -1.1| 0.2 -1.0| -1.0|-02 -1.1
1996 1997 1998
Memorandum items:
Worldtrade 3) ........... 6.9 9.9 3.3
Indicator of Italian competiti-
veness (4) .............
Overall () ............. 1.5 .. 1.9
Exports 6) ............ 12.4 -1.7 1.1
Imports (7) ............ 12.2 1.3

Sources: Based on data from Istat, national accounts according to the new European system of accounts ESA95, OECD and IMF.
(1) Percentage points. - (2) Sum of the contribution of exports and imports. - (3) Average annual growth in world imports and exports
of goods and services at constant prices (IMF data). - (4) Positive values indicate an approciation of the lira. - (5) Based on producer
prices of manufactures alone. - (6) Based on average unit values of manufactures alone.

attributable to a surge in imports of transport equipment and office
machinery. The growth in imports of services sowed down sharply, from
11.7 to 2.0 per cent, owing mainly to a decrease in the growth of transport
services to just over 1 per cent and a contraction of 3.0 per cent in
intermediation services.
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DOMESTIC SUPPLY

Gross domestic product expanded by 1.3 per cent in 1998. Compared
with the previousyear’s growth this was a slight slowdown, concentrated in
manufacturing and in some branches of the service sector.

The growth gap with the other countries of Europe, which emerged in
the early nineties and has widened in the last three years, is explained in
significant measure by the persistence of medium and long-term negative
factors: unfavourable structure and product specialization, inadequate
infrastructure, the incomplete liberalization and insufficient flexibility of
national markets. The effects of these factors are aggravated by the
increasing mobility of capital, the reduction of barriers to international
competition, the diminished scope for public subsidies for national
industries, and the advent of the single currency.

The size and specialization of Italian companies

A system of small enterprises. - The 1996 mid-term census of industry
and services, whose data were released in December 1998, confirms the
heavy incidence of small enterprises within the Italian economy and the
modest role of larger firms.

Ninety-five per cent of all Italian firms have fewer than 10 employees.
This size class accounts for 47 per cent of total employment, compared with
21 per centin Germany (in 1992), 22 per cent in France (in 1990) and 27 per
cent in the United Kingdom (in 1991).

Between the regular census in 1991 and the mid-term survey of 1996,
employment contracted while the number of firms held broadly stable.
Continuing the long-run trend, the relative importance of services increased:
they accounted for 53.3 per cent of total non-farm employmentin the private
sector, compared with 51.6 per cent in 1991. There was a reduction in the
contribution of industry (from 48.4 to 46.7 per cent), the traditional services
and financial intermediation, while that of more advanced services such as
information or research increased (Table 11).



Table 11

FIRMSAND EMPLOYEESBY SECTOR OF ECONOMIC ACTIVITY,
1991 AND 1996 CENSUSES

Firms Employees
1991 1996 1991 1996
% % % %
Number share Number share Number share Number share

Extractive industries . . 3,617| 0.12 4,242| 0.12 46,360| 0.33 38,546| 0.28
Manufacturing ....... 552,334| 17.69| 551,274| 15.65| 5,262,555| 37.35| 4,889,674| 35.42
Production and distribu-

tion of electricity, gas,

water ............. 1,273| 0.04 1,990, 0.06 172,339 1.22 163,156| 1.18
Construction . ........ 332,995| 10.66| 440,842| 12.52| 1,337,725| 9.50| 1,350,959 9.79
Total industry ....... 890,219 28.51| 998,348 28.35| 6,818,979| 48.40| 6,442,335| 46.67
Wholesale and retail

trade .............. 1,280,044 | 40.99|1,227,711| 34.86| 3,250,564| 23.07| 2,981,167| 21.60
Hotels and

restaurants ........ 217,628 6.97| 211,608| 6.01 725,481 5.15| 725,747 5.26
Transport, storage and

communications .... | 124,768 4.00| 156,329| 4.44| 1,131,915/ 8.03| 1,090,998 7.90
Financial intermediation 49,897| 1.60| 62,997 1.79| 573,270 4.07| 559,786 4.06
Real estate, leasing,

information services,

research........... 375,729| 12.03| 668,002 18.97| 1,157,454| 8.22| 1,559,966 11.30
Other public, social and

personal services ... 184,595| 5.91| 196,759| 5.59| 430,348| 3.05| 443.210| 3.21
Total services . ... ... 2,232,661 | 71.49|2,523,406| 71.65| 7,269,032| 51.60| 7,360.874| 53.33
OVERALL TOTAL ..... 3,122,880(100.00|3,521,754 |100.00| 14,088,011|100.00|13,803,209|100.00
Sources: Istat, 72 Censimento generale dell'industria e dei servizi, 1991; Censimento intermedio dell’industria e dei servizi, 1996, Note
Rapide, December 1998.

In 1996, firms with fewer than 10 employees numbered 3,340,000,
compared with 3,100,000 in 1991, reflecting widespread entrepreneurship
but also an incidence of self-employment unequalled in the other large
European countries.

After the powerful growth of self-employmentinthelater seventiesand
the first half of the eighties, its share of the total has stabilized at
comparatively high levels. In the nineties the decline in the number of
self-employed workersinthetraditional sectors(commerceand agriculture)

49



50

has been offset by the rise of new occupations and atendency of larger firms
to outsource some activities previously performed internally.

In the services sector tiny firms continue to be the norm; the averageis
2.9 employees. Wholesaleand retail tradein particular ishighly fragmented,
with an average of just 2.4. Manufacturing includes 90 per cent of all
industrial firms with 250 or more employees, although the average
manufacturing company has a modest 8.9 employees.

The size composition of Italian industry has remained stable over time.
Thesmall number of medium-sized enterprisesand the halting growth of the
small ones suggest the presence of barriersto growth. Thisis accompanied
by scanty sectoral mobility. Specialization in mature products of limited
technological content meansarisk of mounting competition from producers
in countries with low labour costs and less stringent social and
environmental protection. This has been confirmed in the last two years by
Italy’s mediocre export performance.

An industrial system based on small firms will generally have less
potential for radical process and product innovation, which requires
substantial resources and major research capacity and facilities.

Industrial districts. - One strategic response to the competitive
disadvantages of undersized firms is the formation of industrial districts,
systematic clusters of small companies within a limited territory. Production
is not concentrated vertically in large plants but divided among many small
processing units. The advantage of the districts lies in the greater
specialization of each firm in individual stages of production, greater
flexibility in the use of productive factors and specific external economies.

Istat has identified 199 industrial districts in Italy: 59 in the North-West,

65 in the North-East, 60 in the Centre and 15 in the South. In 1994
specialized industrial districts accounted for 13 per cent of total
manufacturing employment. Using a broader definition, not restricted only
to the prevalent specialized activity of each district, the ratio rises to 40 per
cent nationwide and 60 per cent in the North-East, but falls to 10 per centin
the South. The districts’ share of employment is greatest in shoes, textiles
and clothing, and wooden furniture.

The districts draw on the wealth of social capital available locally.
Strong fiduciary relations facilitate information exchange and positive
externalities connected with location. This attenuates the handicap of
smallness in a size-dependent activity such as R&D. In direct contact with
so many small businesses in their own industry, entrepreneurs base their
strategic decisions not only on their own experience but also on that of their
competitors.



Empirical studies suggest that economic branch and firm size being
equal, the external economies associated with being in a district generate
additional returns on equity of between 2 and 4 percentage points.

Soecialization and location. - The imminence of the single currency
produced closer coordination of macroeconomic policies and policies for
further economic integration of the countries of the EU.

The European economies differ widely in product specialization.
Censusdatafor the main countries show profound differencesin the sectoral
composition of output. Increasing integration could lead to more
pronounced sectoral specialization of the different areas, with competitive
disadvantages for those specializing in products with low technological
content and low value added.

Between 1970 and 1994 Italy, Spain and Portugal intensified their
specialization in a few products while undergoing drastic despecialization
in many others. This contrasts with Germany, France and the United
Kingdom, which over the same decades stepped up specializationin alarge
number of sectors, ailmost all medium- or high-value-added. Italy recorded
anincreaseintherelativeimportance of sectorsinwhichit wasalready most
heavily present (leather goods, textiles, furniture, metal and non-metallic
mineral products) and aweakening of itspositioninamost all theothers. An
already substantial gap in the high-technology sectors widened further.

The free circulation of goods and productive factors could lead to
relocation of productive activities towards the economically “central”
regions, with their economies of agglomeration, to the detriment of the
“peripheral” regions. Income disparities within the single market could thus
be exacerbated.

The risks of increased sectoral disparity and income inequality are
connected with the initial economic and technological structure of the
various regions. The more flexible systems, capable of swift and efficient
response, will sustain lower costs in the process of structural adjustment.

Industry and services

Industry. - According to the new national system of accounts, industry
excluding construction recorded a 3.4 per cent increase in value added at
factor costs and constant prices. Construction registered a gain of 1.6 per
cent (Table 12).
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Energy. - Italy’s primary energy requirement increased by 2.6 per cent,
domestic production diminished by 1.3 per cent, and import dependency
rose from 80.4to 81.1 per cent. Despite the increase in energy use, the energy
bill decreased by 6.4 trillion lire, thanks to a 36.3 per cent decline in the
average dollar pricepb, of Italy’s crude oil imports. Netimports of energy
products, totaling 24.1 trillion lire, fell in proportion to GDP from 1.7 to 1.3
per cent.

Table 12
VALUE ADDED AT FACTOR COSTS
Percentage changes
1997 1998
Volume Deflators
Branch
Billions Percentage Billions Percentage
of of value of of value | 1997 | 1998 | 1997 | 1998
lire added lire added
Industry ..................... 540,005 29.4 | 537,064 29.1 | 2.2| 3.1| 0.7| -3.6
Industry excluding
construction ............. 447,836 244 | 445,554 242 | 2.8/ 34| 0.5/ -3.8
Extractive industries ....... 8,967 0.5 8,170 04| 27| 3.7| 4.8|-12.2
Manufacturing ............ 399,905 21.8 | 396,215 21.5| 34| 26| 03| -35
Production and distribution
of electricity, gas, steam and
water ............ ... 38,964 2.1 41,169 22 (-3.0/11.7| 1.6| -54
Construction ............... 92,169 5.0 91,510 5.0 |-04| 1.6| 1.7| -2.2
Services ..................... 1,233,792 67.3 | 1,247,139 67.7 | 11| 09| 25| 0.2
Wholesale and retail trade and
repairs ... 244,601 13.3 244,411 133 | 1.3 -1 1.5 -
Hotels and restaurants ....... 61,367 3.3 63,417 34| 03| 20| 29| 13
Transport and communications 131,223 7.2 135,779 74| 3.4| 32|-15| 0.2
Financial intermediation ...... 106,552 5.8 109,027 59| 0.1 20|-1.1| 0.3
Real estate, leasing, information
services, research (1) ...... 329,513 18.0 | 340,407 185 | 1.8| 0.9| 3.2| 24
General government and
defence; compulsory social
insurance ................ 105,656 5.8 103,108 56 (-1.6] 0.8| 59| -3.2
Education .................. 93,808 5.1 91,875 5.0|-15(-3.8| 49| 1.8
Health and other social services 85,279 4.7 82,980 45| 23| 09| 7.8/ -3.6
Other public, social and
personal services . ......... 60,714 3.3 60,556 33| 2.0 32| 1.1| -33
Domestic services ........... 15,079 0.8 15,579 08| 2.6/ 09| 49| 24
Agriculture .................. 60,028 3.3 58,514 3.2 | 0.8/ 1.2|-0.6| -3.7
Value added at factor costs (2) |1,833,825| 100.0 | 1,842,717 100.0 | 1.5| 1.6| 1.8 -1.1
Source: Istat, National account (ESA95).
(1) Including the old branch “rentals of buildings”, no longer available in the national accounts based on ESA95. - (2) Gross of indirectly
measured financial intermediation services.




Legidative Decree 79 of 16 March 1999 transposes into Italian law
EEC Directive 92 of 19 December 1996 on the single market in electrical
energy. The measureis part of the ongoing reorganization of the electricity
industry preparatory to the privatization of ENEL, the calendar for which has
not yet been set. The decree partly liberalizes el ectricity generation, imports,
exports, purchase and sale. Beginning 1 April 1999, major customers can
purchaseel ectricity from any European producer, payingfor itstransmission
over high-voltage lines. From 2003 on, no company may control more than
50 per cent of the electrical energy generated or importedin Italy. ENEL can
retain its dominant position but will have to dispose of no less than 15,000
megawatts of capacity. As a corporation, ENEL will become a holding
company, controlling a variety of companies engaged in production,
distribution, sales, exercise of network property rights, and
decommissioning of nuclear power plants. A single agency will be formed
to act as exclusive manager of the national power grid and the transmission
of electricity.

Services. - The real value added of the services sector at factor costs
grew by 0.9 per cent, less than the average for the entire economy.
Nevertheless, faster price increases resulted in adight rise in the services
share of nominal value added, from 67.3 to 67.7 per cent. The largest gains
were registered by transport and communications (3.2 per cent), “other”
public, social and personal services (3.2 per cent), hotel and restaurant
services (2 per cent) and financial intermediation (2 per cent). Value added
in retail and wholesale trade and repairs remained unchanged (Table 12).

Retail sales increased by 2.7 per cent in nominal terms (2.5 per cent for
food products and 2.9 per cent for non-food products). As in 1997, the sales
of large stores grew more than twice as fast as those of small shops (5.1 as
against 2.3 per cent). The restructuring of the retail sector continued. The
number of retailers registered with the Chambers of Commerce diminished
by 12,577 (1.5 per cent). The new regulations governing the commercial
sector went into effect on 24 April 1999.

The transport sector. - The peculiar characteristics of demand and
supply in Italian transport make this sector fundamental to the overall
efficiency of the productive system. The organization of productive activity
in Italy, based largely on small firms and a very high volume of
inter-company shipments of semi-finished goods, amplifies the demand for
road transport services. Rail carries a smaller share of freight than in the rest
of Europe.

In 1995 the northern regions, which generate two thirds of overall
transport demand, produced 55 per cent of GDP, but they had only 44.7 per
cent of the national road network and 40.7 per cent of the rail network.
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Italy’s railway network is small in relation to both population and land
area. Above all, itis marked by underutilization of large parts of the system
and congestion of the trunk lines (20 per cent of the network carries 80 per
cent of the traffic).

The number of automobiles per capita is the highest in Europe (0.53)
and second only to the United States. The share of goods carried by road is
among the highest in the OECD. In line with the general European trend, it
rose from 52 per centin 1970 to 73 per cent in 1995.

The imbalance between public and private transport does not appear to
be due to the sparing of resources by the State. As a percentage of GDP,
Italian public spending on collective transport has been above the European
average in recent years. Public transport services are still distinguished by
high costs, poor technical efficiency and a low cost-revenue coverage ratio.
The resources allocated go mainly for current expenditure rather than
investment in infrastructure.

Labour productivity in the State Railways has risen appreciably during
the nineties, but the number of employees per kilometre of track and the per
capita labour cost are still higher than in the main European railway
corporations (Table 13). The proportion of operating costs covered by
revenues remains far smaller than those of other railway corporations, and
government transfers have a significantly greater incidence than in France
or Germany. The corporation’s losses rose from 1.6 trillion lire in 1995 to
7.3 trillion in 1997.

In March 1999 the Government, implementing EEC Directive 440 of
29 July 1991 and following a similar Government provision of 1 January
1997, issued a directive for the reorganization of the State Railways. It
provides for completion of the accounting separation between management
of infrastructure and transportation activities (separation of corporate
entities should follow by 1 January 2000), preparing the way for other
carriers to enter the industry. By 31 May 1999 transport activity is to be
distributed among three divisions of the State Railways, one for local and
commuter traffic, one for trunk lines and one for freight, with three distinct
business areas and three separate cost centres.

The management of port terminals was liberalized by a 1994 reform,
following which the main Italian ports recouped efficiency, fostering a surge
in traffic. Many international carriers have taken over direct management of
goods shipments in Italian ports.

The opening of domestic air routes to foreign competitors and the
liberalization of prices have not fully given rise to effective competition
between carriers. Takeoff and landing slots are still assigned according to
past practices (under a sort of “grandfather clause”), which assures that flag



carriers will retain dominant positions within national markets. And
competition at European hubs is impeded by the ban on direct flights to
non-EU countriesfrom any European airport other thanthose of theairline’s
home country.

Table 13
THE RAILWAY CORPORATIONS
IN THE PRINCIPAL EUROPEAN COUNTRIES
Italy France Germany United Kingdom (1)
1990 1996 1990 1996 1994 1996 1990 1995

Size of system
Km. oftrack ........... 16,086| 16,014| 34,070| 31,851| 41,401| 40,826 16,588| 16,564
Employees (thousands) . 200.4| 125.0| 202.1 177.9] 327.1| 256.7| 135.3 90.2
Traffic units (millions) (2) | 64,931| 71,391|114,428|103,456|/131,887(130,004| 49,177| 41,753

Indices of density
Km. of track/1,000 km?2 . 53.4 53.2 62.3| 58.23| 116.0| 114.36 68.0 67.9
Km. of track/million pop. 279.0| 279.48| 600.5| 548.97| 619.7| 501.92| 288.9| 283.68

Indices of productivity
Traffic units/employee

(thousands) ........ 324.0 570.7| 566.2| 612.9| 403.2| 495.6| 363.5| 411.4

Employee/km. of track .. 12.5 7.8 5.9 5.6 7.9 6.3 8.2 5.4
Costs

Operating costs/traffic unit

(inlire) 3) .......... 294.7| 272.0/ 133.9| 192.0/ 162.3| 191.6| 204.1| 206.2
Labour costs/traffic unit

(inlire) 3) .......... 153 153 77 100 99 111 110 130
Staff costs/operating

costs (percent) ..... 51.9 56.3 57.4 51.9 60.9 58.0 53.8 63.3
Labour cost per employee

(millions of lire) (3) ... 49.5 87.4 43.5 61.0 39.9 55.0 39.9 53.7

Indices of self-sufficiency

Revenues from traffic/total
revenues (per cent) .. 19.6 33.1 56.2 50.7 55.9 51.8 74.8 61.8
Revenues from traffic/
operating expenses

(percent) ........... 18.0 25.3 57.2 48.7 56.2 53.0 67.6 77.3
State subsidy per traffic
unit (lire) 3) ......... 148.4| 1194 40.9 60.8 42.2 46.1 - -

Sources: Ferrovie dello Stato, Analisi di benchmarking delle principali reti ferroviarie europee (various years); Union Internationale des
Chemins de fer, Chronological Railway Statistics, 1997; Ministero dei Trasporti e della navigazione, 30 anni di trasporti in Italia, 1996.
(1) Data for British Rail before restructuring of the British railway system. - (2) Second reference year, 1995. - (3) At purchasing power
parities.

Agriculture

Value added at factor costs in agriculture, forestry and fisheries
increased by 1.2 per centin 1998 at constant prices and decreased by 2.5 per
cent at current prices (Table 12). Employment in the sector continued its
long-term decline, contracting by 1.9 per cent.
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After lengthy negotiations, the reform of the European Union’s
Common Agricultural Policy was concluded as part of the revision of the
Community budget under Agenda 2000 with a view to the enlargement of
the EU to the countries of Central and Eastern Europe. The European
Council meeting of 24-25 March 1999 in Berlin sealed the definitive
agreement for CAP reform. The Agenda 2000 document of July 1997 set out
the intent to enact a reform that would reduce distortions, promote
“decoupling” (separation of farm aid from product volumes, accompanied
by a progressive cutin support prices). The reform responds to the necessity
of reducing the portion of the EU budget allocated to farming, which was all
the more pressing in view of the unsustainability of extending CAP to the
prospective new members in Central and Eastern Europe. An additional
constraint was imposed by the GATT agreements and the upcoming round
of talks within the World Trade Organization.

In part, the compromise reached in Berlin amounts to a confirmation of
the status quo and a further postponement of CAP reform. The rules for the
dairy sector have not been substantially modified but extended in their
present form until 2006. Beef too, despite a 20 per cent cut in guaranteed
prices, continues to enjoy subsidies based on output volume, in contrast with
the principle of decoupling.

The reform does not fundamentally alter the distortions inherent in
Community farm policy, but the agreement does bring better protection of
Italian interests. The most important gain is an increase of 600,000 tonnes
in Italy’s milk quota, to be granted in two tranches (384,000 tonnes in
2000-01 and 216,000 in 2001-02).

Public enterprises and privatization

Disposals of state-controlled enterprises continued last year, though
more slowly than in 1997. Overall, the privatization programme generated
proceeds of nearly 21 trillion lire in 1998 (Table 14). In the last four years
the state has sold shares worth about 87 trillion lire on the market.

In March 1998 the ENI group sold 20 per cent of the equity capital of
Saipem by means of a public offering, taking in more than 1.1 trillion lire.
Following the sale, ENI's residual holding is about 46 per cent. In June, the
fourth tranche of ENI's own shares, equal to 14.2 per cent of equity capital,
was offered to the marketand brought gross proceeds of 12.5trillionlire. The
Treasury’s interest in ENI was thus reduced from 51 to 36.8 per cent. The
lowering of the Treasury’s holding to under 50 per cent has not entailed loss
of control, however, since ENI's corporate bylaws have a golden share



clause preventing anyone except the Treasury from holding more than a 3
per cent stake or making sharehol der agreementsinvolving more than 3 per
cent of the voting rights.

Table 14
MAIN PRIVATIZATIONS IN ITALY
BETWEEN 1 JULY 1997 AND 1 DECEMBER 1998
Remaining
Number of Percentage . . Gross
Group Method public Completion
(sector) emp(lﬁa}/ees of sale ((,Z?Izjz) h(%l’()ii?zg; date of sale (billljigorf:?ﬁ re)
Aeroporti di Roma IRI 6,215 | Public 45.00 54.00 17.7.97 541
(Transport) (1995) | offering
Telecom ltalia ... | (Telecommu- | 126,400 | Core 39.50 5.17| 25.10.97|(3) 22,883
nications) (1996) |investors
+ public
offering
SEAT .......... (Publishing) 2,000| Core 44.74 ..| 25.11.97 1,643
(1996) |investors
+ public
offering
SAIPEM ........ ENI 5,154 | Public 20.00 46.00 23.3.98 1,140
(Energy) (1996) | offering
ENI (4th tranche)| (Energy) 86,330 | Public 1420| 38.70| 26.6.98 12,500
“4) oo (1996) | offering
BNL............ (Banking) 19,885 | Public 80.80 ..| 20.11.98 7,732
(1997) | offering
Sources: R&S (various years); company annual accounts (various years); Ministry of the Treasury, Budget and Economic Planning,
Relazione sulle privatizzazioni, June 1998; Documento di programmazione economico-finanziaria per gli anni 1999-2001; the financial
press.
(1) Average number in the year indicated. - (2) For all the companies the percentages sold and the remaining public holding are in
relation to the ordinary capital. - (3) Proceeds do not include the amount from the sale to AT&T and Unisource of an interest equal to
1.2 per cent each, conditional on the conclusion of strategic alliances with Telecom Italia. The amount also includes green shoe proceeds
of 2,520 billion lire received in January 1998. - (4) Percentages and gross proceeds are calculated assuming the full exercise of the
green shoe, equal to 1.2 per cent of the capital.

In November all the sharesheld by the Treasury and other public bodies
in Banca Nazionale del Lavoro (more than 80 per cent) were sold through
apublic offering. Gross proceedswere 7.7 trillionlire, 6.7 trillion of which
went to the Treasury.

The sweeping reorgani zation of public enterpriseshasalsoinvolvedthe
postal service. On 18 December 1997 the Interministerial Committee for
Economic Policy, pursuant to Law 71 of 29 January 1994, resolved that the
Italian Postal Agency should be converted into acompany limited by shares
with effect from the date of the company’s first general meeting, which was

held on 28 February 1998. The shares of “Poste Italiane S.p.A.” are assigned
to the Minister of the Treasury, Budget and Economic Planning, who
exercises shareholder rights in agreement with the Minister for

Communications.

Italy’s public postal service suffers from severe inefficiency and
financial imbalance. In 1998 Poste Italiane S.p.A. made a loss of some 2.1
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trillion lire (compared with 800 billionin 1997) on turnover of lessthan 12
trillion. Measuresto reduce staff, primarily hiring freezes, have been taken
in the past decade to increase productivity and curb losses. The number of
employeesdropped from 237,000 in 1990 to 185,000 in 1997. Neverthel ess,
staff costscameto 81 per cent of postal agency salesin 1997, compared with
39 per cent in the Netherlands, 62 per cent in the United Kingdom, 71 per
cent in France and 69 per cent in Germany. There are also large differences
in service quality between Italy and its European partners.

Regional policy and the South

Theregional disparity in economic development was reconfirmed | ast
year. The Association for Industrial Development in Southern Italy
estimatesthat output grew by 1.5 per cent inthe Centre and North, compared
with 1.1 per cent in the South. Even so, in per capita terms the growth
differential, which had been narrowing for two years, was actually closed
(Figure6). Thiswasdue mainly to migration from South to North, with anet
outflow of 88,000 persons.

Figure 6
PER CAPITA GDP IN ITALY AND THE EURO AREA
(at 1991 purchasing power parities; annual percentage changes)

Centre and North of ltaly -«

Euro area

-2 -2
1991 1992 1993 1994 1995 1996 1997 1998

Sources: Based on OECD, Istat and Svimez data.

The rate of increase in household consumption diminished in both
major regions, from 2.5to 2 per cent inthe South and from 2.3to 1.8 per cent
in the rest of the country. Gross fixed investment in the South, which had
stagnated in 1997, increased by 3.2 per cent in 1998 but was outpaced by the
3.6 per cent growth recorded in the Centre and North. In manufacturing
industry alone, however, investment by firms with at least 50 employees
grew faster in the South than in the rest of the country.



Part of the capital spending in southern industry was triggered by the
resumption of investment subsidies. Investment projects subsidized under
Law 488/1992 or Law 341/1995 accounted for 3.5 per cent of investment
effected in the Centre and North in 1998 and for 20.7 per cent of that in the
South.

The construction industry association reports that the value of public
works contracts put up for bids continued to increase, although at a slower
rate than in 1997.

Asin 1997, southern exportsgrew faster (8.2 per cent at current prices)
than those of the North (0.5 per cent in the North-West, 5.2 per cent in the
North-East) or the Centre (1.1 per cent). The impact of the sharp slowdown
intotal export growth varied from region to region, depending on economic
specialization.

A strengthening of the productivefabricinthe South, albeit not uniform
across the entire area, is indicated by the data on business creation and
destruction. In 1998 new registrations of non-agricultura firms
outnumbered cancellations by 29,000 in the South, accounting for about 45
per cent of the country’s net business creation.

Concertation was begun to determine the contents of Agenda 2000 and
define, within the Community Support Frameworks for 2000-2006, the
guidelines for co-financed public investment projects. A good many legal,
regulatory and administrative measures were taken to simplify the
procedures for funding local development projects and to enhance local
administrations’ capacity to utilize national and Community funds.

The resources available for territorial pacts for 1998-2002 amount to
5.1 trillion lire: 4.8 trillion in national funds and 272 billion in Community
resources. Funds available for area contracts over the same five years
amount to 3 trillion lire; by mid-April 1999, 2.6 trillion had been awarded
for approved contracts and additional protocols. The number of territorial
pacts funded, to April, was 46: 12 under the original procedure, 24 under
streamlined procedures, 9 Community pacts evaluated by the criteria set by
the European Commission, and 1 inter-regional pact for the “central
Apennines”. The 24 pacts approved by the Interministerial Committee for
Economic Planning in February, with public funding of 1.5 trillion lire,
should create 14,300 jobs. Seven area contracts funded under national laws,
Community grants and regional laws were concluded by 9 July 1998. A
further 11 contracts were approved by the Treasury under additional
protocols, drawing on Interministerial Committee funds. However, there
have been delays in the effective disbursement of the grants.
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THE LABOUR MARKET

Employment

After the very modest increase recorded in the three yearsfrom 1995 to
1997, employment began to pick up significantly in the second half of 1998
notwithstanding the slow pace of output growth. According to the new
national accounts, on average for the year employment rose by 160,000
standard labour units (0.7 per cent) for the entire economy (Table 15) and by
188,000, or 0.9 per cent, excluding agricultural employment, which has
declined virtually without interruption for morethan three decades now. Net
of thissector, average employment in 1998 wasstill 350,000 unitsbelow the
peak registered in 1991.

Table 15
EMPLOYMENT
(standardlabour units. percentage sharesof total and percentage changeson previousyear)
Total employment Salaried employment
% sh % sh
o0 | 1995 | 1996 | 1997 | 1998 | * 905 | 1995 | 1996 | 1997 | 1998
Agriculture, forestry
and fisheries ............ 6.4|-3.5(-5.8|-3.2|-1.9 34|-2.8|-6.6 |-1.7|-0.3
Industry excluding construction | 23.2| 09|-0.7|-0.1| 15| 274| 1.0(-06| 0.2| 1.8
of which: manufacturing . . ... 223| 1.1|-0.7|-0.1| 1.6| 26.2| 1.2|-0.6| 0.3| 1.9
Construction ................. 6.4|-1.9|-2.0 L =241 52|-46|-4.4| 0.6 |-4.0
Services ..................... 64.0| 03| 13| 05| 1.0| 64.0/-0.2| 1.2| 08| 0.9
Wholesale and retail trade . .. 15.0|-0.9 ..|-1.8| 06| 10.2| 0.7|-0.2| 06| 1.7
Hotels and restaurants ...... 51| 1.0|-02| 1.0| 0.7 42| 09|-01| 03| 34
Transport and communications 6.1/-3.7| 25| 1.7|-0.1 6.7|-3.9| 3.0| 2.0 ..
Financial intermediations .. .. 27| 0.1|-16| 03| 04 34| 07(-13|-0.2|-0.4
Services to businesses and
households (1) ........... 91| 46| 68| 50| 4.2 70| 22| 6.1| 46| 4.4
Public administration (2) .. ... 6.1|-11|-1.0|-1.2|-1.2 87|-11|-1.0|-1.2|-1.2
Education ................. 69| 0.3|-1.2|-0.3|-0.1 9.0/-0.6|-0.7|-1.0|-0.9
Health and other social
Services ................. 57| 18| 03| 13| 1.0 65| 11| 1.0| 1.8| 0.1
Other community, social and
personal services ......... 40| 15| 25|-13| 1.2 35| 05| 25|-0.2| 1.0
Private households with
employed persons ........ 34| 15| 63| 27| 28 48| 15| 63| 27| 28
Total .... | 100.0 ..| 01| 01| 0.7|100.0(-03| 0.1| 0.5| 0.8
Total net of agriculture, forestry
and fisheries . .............. 93.6| 03| 05| 03| 09| 96.5|/-0.2| 04| 06| 0.9

Source: Istat, new national accounts based on ESA95.
(1) Including real estate services, leasing, information services, research and other professional and entrepreneurial activities. - (2)
Including defence services and compulsory social security services.




The national accounts estimates of employment have been revised
owing both to the introduction of the new European System of Accounts
(ESA 95) and to improvements in computation methods and, above al, in
the use of statistics. For the period 1988-97, the average number of labour
units employed was revised up by 185,000 or 0.8 per cent. For wage and
salary earners alone, the correction was more substantial (217,000 units, or
1.4 per cent). The size of the adjustment increases over timein both series.
The fall in employment from 1991 onwards is less steep in the new series
than in the old national accounts.

The growth of employment last year involved all parts of the country.
According to Istat’'s labour force survey, the number of persons in
employment averaged 20,197,000, a nationwide increase of 111,000, or 0.6
per cent: 75,000 (0.5 per cent) in the Centre and North and 36,000 (0.6 per
cent) in the South. Italy took part, albeit to a lesser degree, in the rise in
employment throughout the euro area, which came to more than 1 per cent.
The gains were most substantial in Spain and France (Figure 7).

In Italy, job creation derived mainly from the spread of fixed-term and
part-time contracts. The tendency of firms to prefer flexible forms of
employment has been gradually accommodated in the nineties by reforms
adopted both through legislation, with the introduction of temporary
employment agencies, and in collective bargaining, with greater acceptance
of fixed-term hiring. Last year about half the total flow of new employment
consisted of fixed-term jobs; the share of such employees thus rose to 8.9 per
cent of total payroll employment. The incidence of part-time workers rose
to 7.3 per cent. Although fixed-term employment and part-time work have
increased steadily since the early nineties, their incidence remains
substantially less in Italy than in Europe as a whole (Table 16).

Labour and employment policies. - In April 1998, at the time the
Economic and Financial Planning Document was published, the
Government presented its Action Plan for Employment. It outlined
measures to improve the working of the labour market. Some, including
those already provided for by Law 196 of 24 June 1997, were implemented
in the course of the year.

The demand for labour inindustry. - Average employment in industry
excluding construction increased by 79,000 standard labour units, or 1.5 per
cent, in 1998. The fact that jobs were created despite the sluggish increase
in output confirms the change, observedin 1997, in the pattern of adjustment
of labour demand compared with that prevailing until the early nineties.
With the recession of 1992-93, industrial firms initiated a process of
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Figure 7

EMPLOYMENT IN THE LARGEST EURO AREA COUNTRIES
(seasonally adjusted; in thousands of persons)
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Table 16

COMPOSITION OF EMPLOYMENT IN THE EUROPEAN UNION

emg;ll—g;arl:\ ent empslgfr_n - Part-time e;:i;g‘(:;;eeg Sectoral composition (1)
gfh gg;s;r:]dss) (1) @ (3) Agriculture | Industry Services
1993
EUROPEAN UNION 147,704 171 5.6 31.3 63.1
Euroarea ........... 112,127 17.3 6.1 32.5 61.4
Austria (4) .......... 3,575 10.0 ce e 7.0 35.1 57.9
Belgium ............ 3,744 17.9 12.8 5.1 2.6 29.5 67.9
Finland (4) ......... 2,030 14.5 ce R 8.6 27.0 64.4
France ............. 21,908 141 13.9 11.8 55 27.5 67.1
Germany ........... 36,111 10.3 15.1 11.6 3.5 37.9 58.5
western regions . . .. 29,525 11.1 16.6 10.5 3.4 38.3 58.3
eastern regions . ... 6,586 6.7 8.1 16.4 4.0 36.3 59.7
Ireland ............. 1,155 23.4 10.8 9.5 13.1 271 59.8
Italy ............... 20,467 28.5 5.4 6.2 8.2 32.9 59.0
Centre and North . .. 14,488 28.1 5.7 4.7 5.7 36.2 58.1
South ............. 5,979 29.5 4.9 10.0 14.1 24.7 61.2
Luxembourg ........ 165 11.5 7.3 2.7 3.0 26.1 70.9
Netherlands ........ 6,640 11.8 35.0 10.0 4.0 23.6 72.4
Portugal ............ 4.464 25.9 7.4 11.4 11.6 329 55.6
Spain .............. 11,868 26.7 6.6 32.2 10.2 30.8 59.0
Denmark ............ 2,567 10.8 23.4 10.7 5.1 26.0 68.9
Greece.............. 3,715 46.7 4.3 10.5 21.3 24.2 54.5
United Kingdom ...... 25,478 13.6 23.5 8.0 2.0 29.2 68.8
Sweden (4) .......... 3,964 10.3 3.4 25.4 71.2
1998
EUROPEAN UNION 152,150 16.7 175 13.2 4.8 29.5 65.7
Euroarea ........... 114,734 171 15.7 14.5 5.1 30.6 64.3
Austria (4) .......... 3,626 13.8 15.7 7.8 6.5 29.6 64.0
Belgium ............ 3,857 17.4 16.0 7.8 22 27.2 70.5
Finland (4) ......... 2,179 14.6 1.7 17.7 71 28.2 64.7
France ............. 22,468 12.5 17.3 145 4.4 26.4 69.2
Germany ........... 35,537 11.0 18.3 13.0 2.8 34.4 62.8
western regions . . .. 29,077 11.5 19.9 11.8 2.6 34.7 62.7
eastern regions . ... 6,460 8.5 11.5 18.3 3.6 33.0 63.4
Ireland ............. 1,373 20.8 124 9.6 10.9 28.5 60.7
taly ............... 20,197 28.4 7.3 8.9 6.6 32.0 61.4
Centre and North . . . 14,512 28.0 7.6 7.2 4.6 35.5 59.9
South ............. 5,685 29.5 6.5 13.4 11.7 23.3 65.0
Luxembourg ........ 171 9.9 9.9 2.6 29 21.6 75.4
Netherlands ........ 7,402 1.7 39.0 12.8 3.3 21.7 75.0
Portugal ............ 4,763 29.0 1.1 17.3 13.7 36.0 50.2
Spain .............. 13,161 231 8.2 33.0 7.9 30.4 61.7
Denmark ............ 2,668 9.7 225 10.1 3.7 26.3 69.9
Greece.............. 3,919 44.0 6.0 11.8 18.2 229 58.9
United Kingdom ...... 26,883 12.7 25.0 8.2 1.7 26.6 7.7
Sweden (4) .......... 3,946 1.4 26.1 13.9 3.1 25.9 711

Sources: Based on Eurostat, labour force survey and OECD Quarterly Labour Force. For ltaly, Istat, labour force survey .

(1) Percentage of total employment. - (2) Salaried and self-employed, as percentage of total employment. - (3) Percentage of total
salaried employed. - (4) Data from OECD. - (5) 1997 data.
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reorganization that resulted in a drastic reduction in employment (409,000
unitsintwo years). Firmsresponded to therecovery in activity over the next
three years by more intensive utilization of manpower. The margins for
expanding output without hiring additional staff thus progressively
diminished.

This is demonstrated by the recent rise in actual hours worked per
capita, now at levelsthat under the terms of current labour contracts can be
considered an upper limit. The Bank of Italy’s annual survey of
manufacturing firms with 50 employees or more has found that between
1986 and 1998 effective annual hours per worker rose by 18 per cent, or from
1,400 to 1,650 (Figure 8). In the last two years they came to just 2 per cent
less than the theoretical ceiling represented by contractual hours, adjusted
for normal absenteeism, employees drawing short-time wage
supplementation, and overtime. Over the entire period, the most intensive
use of manpower was made by the smaller firms (50 to 250 employees).
Until 1992 their per capita hours were 7 to 8 per cent higher than those of
larger firms; in the last five years the latter have steadily closed the gap with
use of additional production shifts. In the last four years firms in the South,
which until 1993 operated with consistently fewer per capita hours, have
also closed the gap with those in the rest of the country.

Figure 8
ANNUAL WORKING HOURS PER EMPLOYEE
IN MANUFACTURING FIRMSWITH AT LEAST 50 EMPLOYEES
(contractual hours)
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Sources: Istat; Banca d'ltalia, Indagine sugli investimenti delle imprese manifatturiere.

Theachievement of moreefficient utilization of thework forcehasbeen
accompanied by the growing flexibility in staff size made possible by the
new types of employment contract. The Bank of Italy’s manufacturing
survey found that hirings in 1998 amounted to 14 per cent of payroll staff at
the end of 1997 and terminations to 16 per cent (Table 17). Two thirds of all



hiring in 1997 and 1998 consisted in fixed-term positions, bringing their
share of total staff to 11.2 per cent in 1998.
Table 17

WORKFORCE OF MANUFACTURING FIRMS
WITH AT LEAST 50EMPLOYEESIN 1998

(percentages)
(numbselrzsfoefr:(:;)rlr:)y ces) Geographical area
Total South
50-199 | 200499 [ 500+ | o | NoMh- | Genye e
Total workforce (1)

Annual average ............... -05| -02 | -0.1 | -09 | -11 05 | -04 0.5

Annual average net of
wage supplementation ....... -11 | -05 | -05 | -21 | -2.1 02| -05 | -03

Endofyear ................... -14 | -05 | -09 | -25 | -2.2 05 | -22 | -0.1

Turnover (2)

Total turnover ................. 298 | 393 | 241 | 232 | 214 | 51.8 | 27.0 | 30.3
Permanent hirings ........... 4.2 5.2 4.3 3.1 3.7 55 45 3.3
Fixed-term hirings ........... 10.0 | 14.2 7.3 7.2 59 | 20.7 79 | 11.8
Dismissals ................. 3.8 6.0 1.4 2.8 1.7 | 10.2 2.1 3.7
Voluntary departures . ........ 118 | 139 | 111 | 101 | 10.1 | 154 | 125 | 115

Fixed-term employees (3)

Total number of workers ........ 11.2 | 15.8 7.9 8.1 6.7 | 20.9 8.7 | 16.1
of which:uptoage35........ 7.6 | 10.0 59 6.1 5.1 13.2 6.7 9.6

Workers employed for 6 months
orless ..................... 6.9 | 11.2 3.9 3.9 3.1 | 149 53 | 104

Fixed-term contracts ....... 5.6 9.4 2.9 3.1 24 | 136 41 71
Apprentices, trainees ...... 0.9 1.3 0.7 0.5 0.4 0.7 1.0 3.1
Temporary agencies . ...... 0.4 0.5 0.3 0.3 0.3 0.6 0.2 0.2

Workers employed for more than

6months ................... 43 4.6 4.0 4.2 3.6 6.0 3.4 5.7
Fixed-term contracts ....... 1.7 1.8 1.5 1.5 1.0 3.4 1.3 1.5
Apprentices, trainees ...... 25 2.6 2.3 2.6 2.4 2.5 2.0 4.1
Temporary agencies ....... 0.1 0.2 0.2 0.1 0.2 0.1 0.1 0.1

Percentage of firms using
fixed-term employees ........ 720 | 704 | 804 | 780 | 721 | 748 | 73.4 | 66.0

Source: Banca d’ltalia, Indagine sugli investimenti delle imprese manifatturiere.

(1) Percentage changes over same period of 1997. - (2) 1998 flow as percentage of workforce at end of 1997. - (3) Percentage share

in average total workforce (except the item “Percentage of firms using fixed-term employees”).

The demand for labour in construction. - Reflecting the sector’s
protracted stagnation, the number of standard labour units employed in
construction resumed its decline (-2.1 per cent), after remaining broadly
unchanged in 1997 (Table 15). All of the decline since 1992 (193,000, or
11.8 per cent) has concerned payroll employment.
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The demand for labour in the services sector. - Thelargest contribution
to employment growth again came from the services sector (Table 15).
Service employment increased by 141,000 labour units, or 1 per cent, to
14,549,000, surpassing its 1992 peak. Asin years past, the majority of jobs
were created in business and household services, but the number of persons
employed increased in virtually all service segments, with the notable
exception of “public administration and defence”.

According to the labour force survey, the share of employees on
fixed-term contracts rose to 8.3 per cent; part-time employment reached 8.3
per cent of the total.

Reversing a decline that had persisted since 1991, employment in
wholesale and retail trade increased, thanks to a rise in the number of
employee labour units in connection with the continuing expansion of large
retail stores (Table 15). The share of employee units also increased in hotel
and restaurant services and in transport and communications, which are
undergoing restructuring. Inthe hotel and restaurant segment, there was a net
gain in employment; in transport and communications there was a marginal
netloss, due in part to further staff reduction of 3,300 by the State Railways.
Self-employment units increased strongly in financial intermediation,
education and health services, with gains of 6.7, 9.6 and 4.8 per cent
respectively.

The share of self-employment in total employment remained broadly
unchanged between 1993 and 1998. Last year, self-employed workers
continued to make up 28.4 per cent of all persons in employment, one of
the highest figures in Europe beside those for Spain, Portugal and Greece
(Table 16).

The supply of labour and unemployment

According to Istat’s labour force survey, the labour force grew by
143,000 on an average annual basis, an increase of 0.6 per cent, continuing
the expansion that began in 1995. Nevertheless, it remains smaller than in
the early nineties. Two thirds of last year’s increase came from the 0.4 per
cent growth of the resident population older than 15; one third was due to a
rise in the participation rate for this population segmentfrom 47.5t0 47.6 per
cent.

As in years past, all of the growth in the labour force was accounted for
by the female component. The increase of 170,000, or 2 per cent, in the
number of women in the labour market more than offset a decline of 27,000,
or 0.2 per cent, in the male component. These contrasting trends have been



proceeding, with occasional pauses, for nearly adecade, asthe participation
ratesof thetwo sexeshave converged. The processhasaccelerated inthelast

few years. The proportion of women aged 15 and older who are
economically activerosefrom 33.9 per cent in 1993 to 35.3 per centin 1998,

while that of men declined from 63.1 to 61 per cent (both are lower than the
averages of 44.1 and 66.6 per cent for the other EU countries). Women’s
participation rose from 27.7 to 28.7 per cent in the South of Italy and from
37.1to 38.8 per centin the Centre and North, while the corresponding male
rates fell from 61.9 to 60.2 per cent and from 63.7 to 61.4 per cent.
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These trends have widened the gap in participation rates between Italy
and the European average for men and narrowed it for women. In the male
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component, Italy’s participation rates were lower mainly among men
younger than 30 (55 per cent as against 66 per centin the rest of the EU) and
thoseintheir 50s (67 as against 80 per cent), while participation in the central
age-groups was in line with the European average, evenin the South (Figure
9). For women up to age 35, the participation rate in the Centre and North
was near the European level (57 as against 61 per cent), but for those over
40 it was much lower (39 as against 57 per cent). In the South women’s
participation was considerably lower (35 as against 61 per cent), owing to
socio-cultural factors and the discouragement effect of high unemployment.

Figure 10
UNEMPLOYMENT RATESBY AGE
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More than three quarters of the average growth in the labour supply in
1998 was absorbed by the increase in demand (111,000 additional persons



employed); the rest (32,000) consisted of additional job-seekers. The
average unemployment rate remained at 12.3 per cent, as in 1997. The
number of unemployed increased only in the South, most steeply among
women in the central age-group, and the regional unemployment rate rose
from 22.2 to 22.8 per cent. In the Centre and North the unemployment rate
camedown from 7.6to 7.4 per cent, itslowest level since 1994; the sharpest
reduction was among young women.

Theunemployment ratefor southern men up to age 24 was above 50 per
cent, compared with 16 per cent for the same age-group in the rest of Italy
and Europe (Figure 10). This disparity narrows rapidly with age,
disappearing altogether at 40. For women, the gap is wider and persists to
age 50. In the Centre and North, the unemployment rates among men and
women over 35 were lower than the average for the other countries of the
Union.

Industrial relations and wage bargaining

About 20 per cent of industrywide contractsin the private sector expired
and were renewed last year, compared with 70 per cent in 1997. Yearsin
whichindustrywidebargainingisreduced tend to featureincreased local and
company-level bargaining and low levels of labour conflict. The hours|ost
to strikesin 1998 were the fewest in 25 years.

In the first quarter of the year, uncertainty over the possible statutory
shortening of the work week blocked the renewal of the expiring contracts.
At theend of March the Government presented abill setting 35 hours asthe
normal work week for firmswith morethan 15 employeesstarting in January
2001. However, the actual determination of hours was left to collective
bargaining, and theintroduction of tax relief by the Government in thefuture
was envisaged as an incentive to shorten hours. A possibility appearsto be
emerging of reduced hoursin exchange for greater flexibility on an annual
basisin keeping with production needs. Thiswould tend to increase labour
productivity, along the lines of what is now happening in France.

A new law on overtime work (Law 409 of 27 November 1998)
essentially ratified the provisionsof the November 1997 agreement between
the major trade union and employer confederations. The proposal by some
legislators to place limits on overtime stricter than those established by the
two sides of industry highlighted the general danger of conflict between
regulation by law and the outcome of concertation. The Social Pact for
Growth and Employment, signed in December by the Government, local
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authorities, unions and employer associations, formally instituted a
concertation procedure designed to head off such tensions in the setting of
labour policy (see the box “The Social Pact for Growth and Employment”,
Economic Bulletin No. 28, February 1999).

Despite the fact that the Social Pact retained the two levels of collective
bargaining, the renewal of the main industrywide contracts continued to be
difficult. By May, contracts covering about half of all workers both in
industry and in market services were still pending renewal. For the
metalworkers, the main point at issue concerned the reduction of hours for
shift workers. In any event, the unions’ wage claims are such as to rule out
the possibility that raises in 1999 and 2000 could exceed the target inflation
rate. There thus does not appear to be any emulation of the increases of more
than 3 per cent for 1999 alone won by metalworkers and numerous other
categories in Germany.

Wages and labour costs

Gross earnings per standard labour unitrose by an annual average of 2.3
per centin 1998, compared with 3.6 per centin 1997. At constant prices, the
increase came to 0.5 per cent. The sharpest wage deceleration was in
manufacturing and public sector employment; there was a slight pickup in
construction, wholesale and retail trade, and business and household
services (Table 18).

Real gross earnings per standard labour unit in manufacturing rose by
2.4 per cent. A contribution of 2 percentage points came from the rise in
contractual wage rates and of 1 point from increments supplementary to
industrywide agreements, while a decrease in overtime lowered earnings by
about half a point.

To calculate the year-on-year variation in labour costs one must take
account of the introduction of the regional tax on productive activities,
which is based on value added, and the simultaneous elimination of several
social security levies, including employers’ health contributions. These
innovations create a break in the national accounts series.

Value added per standard labour unit increased by 0.9 per cent for the
economy as a whole. This represented a slowdown of about half a point
compared with 1997, but it did not entirely offset the effects of wage
moderation on unit labour costs, which after adjustment for the new regional
tax rose by just 1.4 per cent, compared with 2.8 per centin 1997. Unit labour



Table 18
LABOUR COSTSAND PRODUCTIVITY

(percentage changes)
Earnings Labour costs
Value added i
Output per standard per standard Unit
at factor cost Total standard . .
) er standard labour unit labour unit labour costs
at constant labour units pIabour unit (salariedI (salariedI (1)
prices employment) [employment) (1)
Manufacturing industry
Average 1989-91 15 .. 15 8.0 9.3 7.6
Average 1992-96 1.4 -1.4 2.9 5.0 5.2 2.3
1997 .......... 3.4 -0.1 3.4 3.8 4.6 1.1
1998 .......... 2.6 1.6 1.0 24 -1.1 -2.1
(2.4) (1.5)
Construction
Average 1989-91 3.5 1.3 2.2 10.0 10.8 8.4
Average 1992-96 -1.2 -1.6 0.5 3.7 3.7 3.4
1997 .......... -0.4 .. -0.4 2.7 3.2 3.6
1998 .......... 1.6 -2.1 3.8 3.3 0.2 -3.5
(3-3) (-0.4)
Market services (2) (3)
Average 1989-91 2.4 1.2 1.2 8.3 8.4 71
Average 1992-96 1.7 -0.2 2.0 4.6 4.7 2.8
1997 .......... 1.5 0.8 0.7 2.8 29 2.2
1998 .......... 1.2 1.3 -0.1 2.8 -1.1 -1.0
(28) 3.0
Public services (4)
Average 1989-91 1.2 1.9 -0.7 9.8 9.9 10.7
Average 1992-96 0.7 0.1 0.6 3.3 4.3 3.7
1997 .......... 0.2 0.1 0.1 4.4 5.6 5.5
1998 ... 0.1 0.4 -0.3 1.3 -2.6 -23
(1.3) (1.6)
Total economy (3)
Average 1989-91 1.9 0.7 1.3 8.8 9.2 7.9
Average 1992-96 1.2 -0.9 22 4.3 4.8 2.6
1997 .......... 15 0.1 1.4 3.6 4.2 2.8
1998 .......... 1.6 0.7 0.9 2.3 -1.5 -2.3
23) (14)
Source: Istat, national accounts based on the new European System of Accounts ESA95.
(1) The introduction of the regional tax on productive activities and the simultaneous elimination of some employers’ contributions in
1998 produced a discontinuity in the data series. In brackets, figures obtained assuming a rise in labour costs per standard labour unit
equal to that in earnings. - (2) Including wholesale and retail trade, hotel and restaurant services, transport and communications, finan-
cial intermediation and services to businesses and households. - (3) Value added includes the former item “rentals of building”, no longer
available in the national accounts based on ESA 95. - (4) Includes public administration, education, health services, other public servi-
ces, and domestic services.

costs in manufacturing increased by 1.5 per cent, a slight acceleration due
aboveall to developmentsin the second half of the year. In the main market
services unit labour costs rose by 3 per cent, but a tendency towards wage
moderation is expected to emerge in 1999.
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PRICES, COSTSAND COMPETITIVENESS

In 1998 inflation fell to historically low levelsin the countriesthat have
been participating in monetary union since 1 January 1999, reaching 1.1 per
cent cal culated on the basis of the harmonized index of consumer pricesand
1.4 per cent in terms of the household consumption deflator. The slowdown
primarily reflected the sharp drop in the prices of imports caused by the
declineinthedollar prices of raw materials and the appreciation of the euro
area currencies. By contrast, domestic factors exerted upwards pressure,
reducing therisk of a deflationary spiral: estimated on the basis of changes
in the GDP deflator excluding exports, inflation generated within the area
remained at just under 2 per cent (Figure 11).

Figure 11
DEFLATORSIN THE EURO AREA (1)
(percentage changes on year-earlier period)
4 4
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Sources: Based on BIS and Istat data and national statistics; for Germany, France, Italy, the Netherlands and Finland, new national
accounts based on the ESA95 system of accounts.

(1) Weighted average of deflators for Germany, France, ltaly, Spain, the Netherlands, Belgium and Finland. - (2) Exports are estimated
excluding their content of imported goods and services.

Underlying inflation remained virtually unchanged. Thetwelve-month
rate of growth inthe harmonized indicesexcluding food and energy products
fluctuated around values just under 1.5 per cent.

In Italy, theincreasein the consumer priceindicesremained unchanged
at 2.0 per cent. The convergence of inflation towards the euro area average,
which came to a halt at the beginning of 1998, resumed in the second half
of theyear, benefiting from the prudence with which the Bank of Italy eased
monetary conditions. The primary factor in these developments was the
poorer performance of profit margins relative to the other euro area



countries, whileunitlabour costscontinuedto risesmorerapidly thanthearea
average owing to the particularly small increase in productivity.

The downward trend in consumer price inflation in the area reversed
course in March of this year owing to the rapid rise in oil prices and the
depreciation of the euro. Inflation expectations also deteriorated, although
they remained consistent with the ECB definition of price stability as a
medium-term rate of increase in consumer prices of less than 2 per cent.

Consumer prices

In 1998 the average annual rate of inflation calculated on the basis of
the harmonized index of consumer prices for the euro areafell from 1.6 to
1.1 per cent (Figure 12 and Table a7). The decline isentirely attributable to

Figure 12
HARMONIZED INDICES OF CONSUMER PRICES
(percentage changes on year-earlier period)(1)
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Source: Based on Eurostat data.
(1) The figure for the euro area is the weighted average of the harmonized indices of the area countries.
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the pronounced fall in the prices of energy products (2.5 per cent, compared
with an increase of 2.7 per cent in 1997). Underlying inflation - measured
by the increase in the index excluding food and energy products - was 1.4
per cent, close to the level recorded the previous year (1.5 per cent).

Except for Italy, the countries where inflation was higher than the area
average grew most rapidly. In Italy, inflation was 2.0 per cent interms of the
harmonized index and the consumer price index (Tables a5 and ab).

After closing in mid-1997, the differential in the twelve-month rate of
increase in the harmonized index in Italy and the euro area average
subsequently widened. With astable differential of about 1 percentage point
in the underlying rates of inflation, mainly associated with the faster risein
Italian unit labour costs, the increase reflected the upturn in the prices of
unprocessed food products (especially Mediterranean crops) following the
decline in 1997 and greater downward rigidity in the prices of energy
products.

The differentials in the twelve-month rates and underlying inflation
began to narrow again in the final months of 1998 owing to the slowdown
in the consumer prices of non-energy industria products, which was
attributable to the similar behaviour of producer pricesand, more generally,
the weakening of demand. The annualized and seasonally adjusted
three-month changes in the index excluding food and energy products
declined from an average of 2.2 per cent in the first nine months of the year
to 1.5 per cent, compared with an average of just over 1 per cent for the euro
area (Figure 13).

Figure 13
HARMONIZED INDICES OF CONSUMER PRICES
EXCLUDING FOOD AND ENERGY PRODUCTS
(percentage changes)
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Source: Based on Eurostat data.

(1) Weighted average of the indices of the euro area countries, excluding Ireland and Luxembourg. - (2) Seasonally adjusted and
annualized.




Seasonally adjusted price indices play an important role in the
short-term analysis of inflation. Eurostat’s publication of estimates for
pre-1995 data has made it possible to analyze the harmonized indices
of consumer prices in the euro area countries and the average for the
area as a whole. The historical data, which are still provisional, cover
the general indices, the expenditure chapters and the main sub-indices
(unprocessed and processed food products, energy products, non-energy
industrial goods and services) and their relative weights but do not include
individual items. Empirical analysis using the TRAMO-SEATS procedure
shows that for individual countries and the area average the seasonal
component is most significant in monthly changes in the sub-indices
for non energy industrial goods, services and unprocessed food products.
The most reliable signals of the short-term trend in inflation are therefore
provided by the increase in the seasonally adjusted index excluding food
and energy products. Conversely, similar increases in the general index,
which also contains components that, while not seasonal, are subject
to large fluctuations, are often difficult to interpret and potentially
misleading. The unsatisfactory level of disaggregation of the harmonized
index (which contains about 70 elementary items, compared with 209
for the general index) makes it impossible to construct an index that
excludes items subject to price controls in addition to food and energy
products.

In March of this year the sharp increase in the prices of petroleum
products, the gradual depreciation of the euro and the recovery in the prices
of unprocessed food products caused the trend of the harmonized price index
for the area to reverse course, with the twelve-month rate of increase rising
to 1.0 per centfrom 0.8 per centin the previous four months (Figure 14). The
twelve-month rate of change in the index excluding food and energy
products remained at 1.2 per cent, while the annualized and seasonally
adjusted monthly rate of increase rose above 1 per cent after recording a low
in January in conjunction with the large reduction in telephone charges in
Germany.

In Italy, the twelve-month rate of increase in the harmonized index
stood at 1.4 per centinthe first few months of the year. The upwards pressure
exerted by fuel prices was offset by the behaviour of other volatile items,
such as tobacco products, and that of products more closely linked to
underlying inflation: the twelve-month rate of change in the index excluding
food and energy products continued to fall, to 1.8 per cent; the annualized
and seasonally adjusted monthly rate of change was about 1.5 per cent. In
April, the differential in the twelve-month rate of increase in the general
index vis-a-vis Germany and France narrowed from about 1.5 percentage
points at the end of 1998 to 0.5 and 0.7 points respectively.
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The downward trend in the dispersion of inflation ratesin the euro area
reversed course in June 1997: average inflation differentials (in absolute
value) rosefrom 0.2 pointsinthat monthto 0.8 pointsin March 1999 (Figure
14). The increase was due to the divergent behaviour of the most volatile
items and the prices of services, which accelerated in the most
rapidly-growing economies (Spain, the Netherlands, Finland, Ireland and
Portugal). This was only partly offset by the convergence in the prices of
industrial goods. Overall, differences in the underlying rate of inflation
continued to declineuntil mid-1998 beforeincreasing inthefirst few months
of thisyear; they have been smaller than thosein general inflation since the
second half of 1998.

Figure 14

THE LEVEL AND DISPERSION OF CONSUMER PRICE INFLATION
IN THE EURO AREA
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Source: Based on Eurostat data.

(1) Percentage changes on 12 months earlier in indices calculated as a weighted average of the harmonized indices of consumer prices
of the individual area countries. - (2) Percentage points. Mean deviation from the average of national inflation rates. Moving averages of
the three months ending in the month indicated, excluding Luxembourg.

The Eurostat survey on purchasing power parities provides an
indication of the degree of consumer price convergencein the EU. In 1996,
themost recent year for which dataare available, thelevelsof national price
indices expressed in the same currency differed markedly in some cases
(Figure 15): for instance, the index for Sweden was 83 per cent higher than
that for Portugal, while the index for Germany was 32 per cent higher than
that for Italy. Differencesinthe pricesof non-food and non-energy products,
which are extensively traded on international markets, were significantly
smaller than those in the prices of services. Preliminary econometric
analyses performed by the Bank’s Research Department show that between
1985 and 1996 differentials in price levels between the countries primarily
reflected different levels of development and productivity, as approximated



by thelevel of real per capitaincome. Infact, in countrieswith similar levels
of development, such as Germany, France, the Netherlands, Belgium,
Austriaand Luxembourg, price differences were smaller.

Differentialsin consumer priceinflation inthe euro areacountriesover
the last two years do not appear large enough to have significantly modified
the dispersion of price levels observed in 1996.

Figure 15
LEVEL OF CONSUMER PRICESIN THE EU IN 1996
(indices, EU average =100)
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Source: Based on Eurostat data.

(1) Index of the level of prices expressed in the same currency of households’ final consumption. - (2) Average of price indices expressed
in the same currency for this category.

Producer prices and the import and export prices of manufactures

In 1998 the producer prices of manufactures for the domestic market
declined by an average of 0.8 per cent in the countries of the euro area; in
Italy they remained virtually unchanged, rising by only 0.1 per cent (Table
a8). In 1997 prices had risen by 1.0 and 1.3 per cent respectively.

Unlike data on consumer prices, where considerable progress on
harmonization has been made in recent years, sufficiently homogeneous
statisticsfor producer pricesarestill not available. Theindices published by
national statistics institutes, which are used to analyze inflation in each
country, are based on different breakdowns of the data, while Eurostat’s
reclassification of elementary items has still not been perfected.

The slowdown in producer prices in Italy was due to the sharp fall in the
prices of energy products; excluding the latter, prices rose slightly more
rapidly than in 1997 (1.0 per cent, compared with 0.8 per cent). Over the
course of the year, however, the prices of non-energy products also began to
decelerate, with intermediate goods slowing down most markedly owing to



the fall in the prices of raw materias, the weakening of economic activity
and the increasing competitiveness of the emerging economies. The rate of
increase in the prices of consumer goods, which are more closely linked to
the cost of domestic inputs, fell more gradually, with the twelve-month rate
of increase remaining above 1 per cent.

Exceptinltaly, thedownwardtrendinthetwelve-month rate of increase
inindustrial pricesinthe main euro areacountriesreversed courseinthefirst
quarter of 1999. Recent surveysof areamanufacturersshow adlightincrease
in the proportion of firmsthat are planning to raise prices (Figure 16). This
tendency is dlightly more pronounced in Italy (especially for consumer
goods), where it appears to be in line with expectations for a recovery in
production.

Figure 16
INTENDED CHANGES IN PRODUCER PRICES AND EXPECTATIONS
FOR PRODUCTION
(quarterly data; percentages)
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(1) Balance between the percentage of firms that expect production to increase in the following 3-4 months and that of those expecting
it to decrease. Left-hand scale. - (2) Balance between the percentage of firms that intend to increase prices in the following 3-4 months
and that of those that intend to reduce them; deviations from the average for the period between January 1997 and March 1999. Quarterly
averages and seasonally adjusted data. - (3) Right-hand scale - (4) Weighted average of balances for the euro area countries.

Euro area firms responded to competition from the crisis-stricken
economies in export markets by limiting their price increases in order to
protect their market share. The rate of increasein the export deflators of the
euro area countries declined from 2.1 per cent to an average of 0.2 per cent
in 1998 (Figure 17); the decreasewas smaller in Italy, wherethe defl ator fell
from 1.6 to 1.0 per cent. The rate of increase in the average unit values of
Italy’s exports of manufactures gradually fell during 1998, turning negative
in the final months of the year: in December unit values were 3.0 per cent
lower than a year earlier.

Despite their policy of price constraint in both domestic and foreign
markets, the competitiveness of euro area firms progressively deteriorated,
especially in the second half of the year (Figure 18).



Figure 17

DEFLATORS OF IMPORTS AND EXPORTS OF GOODS AND SERVICES
(percentage changes on year-earlier period)
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Sources: Based on BIS and Istat data and national statistics; for Germany, France, Italy, the Netherlands and Finland, new national
accounts based on the ESA95 system of accounts.

(1) Weighted average of deflators for Germany, France, Italy, Spain, the Netherlands, Finland and Belgium.

The fall in the prices of raw materials and the depreciation of the
currencies of the crisis-stricken countries produced a considerable decrease
in the prices of imports into the euro areain 1998. The import deflators of
the area countries declined by an average of 1.5 per cent, compared with an
increase of 2.7 per cent in 1997 (Figure 17); in Italy the fall was dlightly
larger, at 1.7 per cent, compared with arise of 1.9 per cent the previousyear.

Figure 18
INDICATORS OF COMPETITIVENESS (1)
(indices, 1992=100)
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Mainly owing to the contraction of demand in the Asian countries, the
IMF index of the dollar prices of raw materials dropped by 21.0 per cent on
averagein 1998, compared with afall of 4.2 per cent in 1997. In particular,
the prices of energy products plummeted by 32.2 per cent (-5.7 per cent in
1997). In March 1999 OPEC and other oil-exporting countries acted to curb
significant overproduction by agreeing to cut output. Oil prices reacted
immediately, with the price of Brent-grade cruderising by about 50 per cent
to around $15 a barrel, closeto itslevel at the start of 1998.

Among imported manufacturesin Italy, average unit valuesin lire fell
most sharply for intermediate products; the slowdown in those of consumer
goods was much less marked.

Firms costs and profit margins

Corrected to take account of the effects of the introduction of Irap in
Italy (see Economic Bulletin, No. 28, February 1999), unit labour costsin
manufacturing in the euro area continued to fall in 1998, athough less
rapidly than in 1997 (-0.9 per cent, compared with -2.2 per cent in 1997;
Table 19). Thiswas dueto the slower rate of increase in productivity, which
was only partly compensated by the dlightly smaller increase in earnings.
With a moderate acceleration in the growth of value added, the slowdown
in productivity reflected the marked recovery in employment in the sector.

Table 19

UNIT LABOUR COSTS, PER CAPITA COMPENSATION
AND PRODUCTIVITY IN MANUFACTURING IN THE EURO AREA
(percentage changes on year-earlier period)

. Labour Components
Unit labour costs per Productivity

costs employee (1) Value added Labour units
1997 1998 1997 1998 1997 1998 1997 1998 1997 1998
Euroarea (2) .......... -2.2 | -0.9 3.2 25| 56| 35| 45 51| -1.0 1.7
Italy ................ 1.1 15 4.6 24 3.4 1.0 3.3 2.6 | -0.1 1.6
Excluding ltaly ...... -32| -1.6 2.7 2.6 6.3 4.2 4.9 6.0 -1.3 1.7
of which: Germany ...| -5.1 | -3.4 1.7 2.1 7.4 56| 4.4 73| -3.0 1.7
France ..... -3.0| -1.2 3.3 2.7 6.3 3.9 5.0 40| -1.3 0.1
Spain ...... 2.0 24 4.6 3.1 2.6 0.7 58 57 3.2 4.9

Sources: Based on Istat and BIS data and national statistics; for Italy, new national accounts based on the ESA95 system of accounts.
(1) For Germany, gross wages and salaries. - (2) Weighted average of the indices for Germany, France, Italy, Spain and Finland.




In Italy, the rate of increase in unit labour costs rose from 1.1 per cent
in 1997 to 1.5 per cent in 1998 on the basis of the new national accounts
incorporating the ESA 95 standards. Although the differential with the other
leading countries of the area decreased by about 1 percentage point, it
remained wide at about 3 points. Sinceratesof increasein compensation per
employee have converged, the explanation for the gap lies in the slower
increase in productivity, which in turn reflected the appreciably slower
growth of economic activity in Italy.

Overall, unit variable costsin Italian manufacturing industry increased
by 0.6 per cent in 1998, marginally greater than in 1997, when the increase
was 0.4 per cent (Table 20). This was the outcome of arise in the rate of
increase in domestic cost components from 1.0 to 1.5 per cent, which was
only partly offset by afurther decrease of 2.2 per centinforeigninput prices.
Unit profit margins remained unchanged on average for the year; however,
they appear to have declined in the second half in conjunction with the
pronounced slowdown in productive activity.

Table 20
UNIT VARIABLE COSTSAND FINAL PRICES
IN MANUFACTURING (1)
(percentage changes on year-earlier period)
Percentage
weights (2) 1997 1998
Unit variablecosts ...............ccooiiiiiiaiaaaa, 100.0 0.4 0.6
Domesticinputcosts ..................... ... ... ... 74.5 1.0 15
Unitlabourcosts ............ ... .. i 49.6 1.1 1.5
labour costs per employee (3) ... ce 4.6 2.4
productivity ...... ... o 3.4 1.0
Other costs . ... 249 0.7 1.5
Foreigninputcosts (4) ............. ... ... ... .. ..., 255 -14 -2.2
Outputprices ............ i 100.0 0.4 0.9
Domestic . ... 72.0 0.8 1.1
Foreign . ... 28.0 -0.7 0.5
Sources: Based on ENI and Istat data; new national accounts based on the ESA95 system of accounts.
(1) Net of intrasectoral transactions; transport equipment other than cars is excluded. - (2) Calculated on the basis of the input-output
table for 1988 at 1980 prices. - (3) The figure for 1998 is estimated by attributing the change in unit wages and salaries to the cost of
labour per employee in order to take account of the effect of the introduction of Irap. - (4) The energy products component includes
domestic production.

Unit variable costsin private services also increased more rapidly than
in 1997. A number of factors contributed to the increase, which was
markedly larger than that in industry: the low incidence of foreign cost
components, more rapid growth in nominal earnings and stagnant
productivity.
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Inflation expectations

After subsiding continuously inthesecond half of 1998 andthefirst few
months of this year, inflation expectations in the euro area subsequently
turned upwards.

Until last January, the survey of short-term inflation expectations
among consumers coordinated by the European Commission showed a
decline in the excess of those expecting an increase in pricesin the coming
twelve months over those expecting a decline; the trend subsequently
reversed course (Figure 19). The Consensus Forecasts survey showed
professional forecasters expectations for consumer price inflation in 1999
continuing to fall until March of this year; in May they rose slightly to 1.1
per cent for the euro area and 1.4 per cent for Italy. The survey signaled a
moderate rise in inflation expectations for the year 2000, to 1.6 per cent for
the euro area, and the elimination of the differential in consumer price
inflation in Italy and Germany, which is expected to be 1.5 per cent in both
countries.
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Figure 19
INDICATORS OF EXPECTATIONS CONCERNING PRICES
IN THE EURO AREA
(percentage points and percentage changes on year-earlier period)
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of those who expect them to fall; weighted average of the balances for the euro area countries, excluding Luxembourg. - (2) 3-month
moving average ending in the month indicated. - (3) Survey of inflation expectations for 1999 and 2000. - (4) Weighted average of the
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The recent evolution of available indicators for more distant time
horizons is also consistent with a rise in inflation expectations, which
reached alow point between the end of last year and the beginning of 1999.
The average of 1-year forward rates between 6 and 9 years ahead on euro
interest rate swaps rose from 5.1 per cent in the first two months of 1999 to
5.8 per cent in May. The Consensus Forecasts survey conducted in April
shows that professionals expect average inflation in the euro area to rise
gradually to just under 2 per cent in 2002; expectations for the leading
countries converge towards this level, with the exception of Spain, where
they are about 0.5 points higher.
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THE BALANCE OF PAYMENTS
AND ITALY’S NET EXTERNAL POSITION

The external current account was in surplus for the sixth consecutive
year in 1998, abeit with a further decline from the peak recorded in 1996.
Both the surpluson merchandisetrade, which remained at ahistorically high
level in relation to GDP, and that on services were smaller than in the
preceding years.

The contraction in the current account surplus stemmed from the
repercussions of the financia crisisin several Asian countries and Russia
and from the sharp depreciation of the currencies of those countries, some
of which compete with Italy in export markets. The shocks, which will
presumably provetemporary, have shown Italy’s net exports to have greater
short-term elasticity than those of other European countries to business cycle
position and price competitiveness.

There was a very substantial increase in capital inflows and outflows
due to portfolio investment. Outward direct investment also grew, whereas
inward direct investment diminished. There was a further increase in the
deficit recorded under the residual item “errors and omissions”, which has
been very large for many years.

From 1999 onwards the model of Italy’s balance of payments conforms
with the methods established by the European Central Bank and Eurostat,
which apply the internationally agreed standards of the fifth edition of the
IMF Balance of Payments Manual. In addition to this change, a revision in
the collection and treatment of the data on international transport has had a
significant impact on the statistics on trade in goods and services.

The balances on current account and capital account

The current account surplus amounted to 34.9 trillion lire, 20.4 trillion
less than in 1997, with deterioration in all the main components. The
decrease in the surplus on goods and services accounts for nearly two thirds



of the change; a contributory factor was the increase in the deficit on net
current transfersvis-a-vis the EU, which after declining in 1997 returned to
past levels.

There was also a reduction of 1.5 trillion lire in the surplus on capital
account, due primarily to the decrease in transfers from the EU and
representing a partial reversion to earlier levels. The surplus on the current
account plus the capital account, an aggregate corresponding to the current
account under the old balance of payments, declined from 60.9 to 39.1
trillion lire and from 3.1 to 1.9 per cent of GDP. Around 85 per cent of the
surplus was generated by trade with countries outside the euro area.

Table 21
Balance of payments
(balancesin billions of lire)
1995 1996 1997 1998

Currentaccount .............. 40,879 61,465 55,284 34,905
Goods ... 63,059 83,300 68,107 61,912
Exports .................. 381,175 388,885 409,128 420,764
Imports .................. 318,116 305,585 341,021 358,852
Services ................... 10,734 12,379 13,266 7,330

Income .................... -25,524 -23,123 -19,006 -21,381
Transfers ................... -7,390 -11,001 -7,083 -12,956

EU institutions ............ -5,662 -8,829 -5,088 -11,476
Capitalaccount .............. 2,711 111 5,641 4,165
Intangible assets ............ -42 -645 165 -300
Transfers ................... 2,753 756 5,476 4,465
EU institutions ............ 3,718 1,631 6,320 5,320

Financial account ............ -9,222 -30,515 -35,078 5,961
Directinvestment ............ -3,567 -7,950 -11,690 -17,198
Abroad .................. -11,413 -13,404 -17,986 -21,731
Inltaly ................... 7,846 5,454 6,296 4,533
Portfolio investment .......... 65,573 75,299 19,806 4,350
Assets ...l -7,888 -39,373 -105,853 -192,079
Liabilities . ................ 73,461 114,672 125,659 196,429
Financial derivatives ......... 369 401 270 348
Other investment ............ -67,025 -79,623 -20,694 -18,516
Change in official reserves . . .. -4,572 -18,642 -22,770 36,977

Errors and omissions ......... -34,368 -31,061 -25,847 -45,031
(1) The items are calculated using the new method adopted by Eurostat and the European Central Bank, which conforms with
the Fifth edition of the IMF Balance of Payments Manual. The time series have been reconstructed and may be subject to revision.
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The current account: goods

M erchandise imports and exports grew more slowly than in 1997. The
declinein thetrade surplus on an fob-fob basisfrom 68.1 to 61.9 trillionlire
(3 per cent of GDP) reflects the faster growth of imports than exports (5.2
and 2.8 per cent respectively).

For abreakdown by geographic areait is necessary to useinternational
trade data, which are available on a cif-fob basis. These show that the trade
surplus diminished by around 5 trillion lire. While the surplus with EU
countries remained basically unchanged, that with non-EU countries
decreased by 5.2 trillion.

Exports. - Taking account of a modest increase in average unit values,
the rise in the value of exports (2.8 per cent) reflected sluggish growth in
volume (2 per cent). For the second consecutive year Italy’s export volume
expanded more slowly than world trade (which grew by 3 per cent, according
to IMF estimates), causing a slight contraction in world market share. The
main factors curbing export growth were the direct and indirect effects of the
Asian crisis and, to a lesser extent, the difficulties besetting Russia and
several Latin American countries.

The exceptionally sharp contraction in exports to the five Asian
countries most heavily affected by the crisis (Indonesia, Malaysia, the
Philippines, South Korea and Thailand) and to Japan, equal to 36.5 per cent
at current prices, diminished the growth in Italian exports in terms of value
by 1.6 percentage points.

The precipitous fall in domestic demand and the gains in
competitiveness in the Asian economies reduced theirimports from all of the
main industrial countries, but Italy’s market share in the six crisis-stricken
countries fell more steeply than those of its principal European competitors
and the United States. The repercussions on exports were stronger for Italy
than for Germany and France, despite the fact that the area accounted for a
smaller proportion of Italy’s total exports (4.3 per cent just before the crisis).

The indirect effects of the Asian crisis, stemming from the drastic
currency depreciation, emerged in Italy’s two leading export markets: the
European Union and the United States. Italy recorded smaller growth in both
export values (5.5 and 12 per cent respectively) and market shares than
France, Germany and, in the United States, the EU as a whole. Sharing some
sectors of specialization with the Asian economies, ltaly was more
vulnerable to the latter’s gains in price competitiveness in third-country
markets than were the other industrial economies.



Exportsto Russiaalso began to declinein the second half of 1998, after
the outbreak of the crisis there, and fell by 20 per cent over the year as a
whole. Russia's small share in Italian exports limited the impact of this on
overall export growth to 0.3 percentage points. Exports to Latin America
also slowed down sharply: those to the Mercosur countries declined by 3 per
cent, but given the share of total Italian exports involved (2.2 per cent), the
overall impact was again very small.

Imports. - The volume of imports grew by a substantial 7.7 per cent, but
in value terms the increase was held to 5.2 per cent by a decline of 2.6 per
cent in average unit values, resulting from the fall in the prices of oil and
other raw materials and, to a much lesser extent, of Asian manufactures.

Price and volume trends in imports from EU countries differed from
those in imports from outside the Union. The growth in imports at current
prices from the former reflected that in volume (5.6 and 5.8 per cent
respectively), whereas the growth inimports by value from the latter (3.2 per
cent) was the result of a much larger expansion in volume (11 per cent)
coupled with a sharp reduction in average unit values owing primarily to the
fall of 32 per cent in the price of oil.

The current account: services, income and transfers

The deficit on invisibles came to 27 trillion lire, 14 trillion more than
in 1997.

The deficit on transportation services increased slightly, from 5 to 5.2
trillion lire, according to data based on the new method. Among the sectoral
balances, the largest deficit was that on air passenger transport (up sharply
to 2.4 trillion), followed by that on sea freight (1.6 trillion), reflecting the
increase in foreign carriers’ market share of both imports and exports.

An extended sample survey conducted by the Italian Foreign Exchange
Office in 1997 and 1998 led to a significant revision of the data on the
transport sector for those and the preceding years. Because up-to-date, direct
observations were not available, these data had been estimated by means of
imputed values, which steadily lost precision over time. The value of freight
transport services (charter and auxiliary services) proved to be significantly
lower than had been estimated, giving rise to a reduction in both the credit
andthe debit entries and consequently an improvementin the balance, which
has always been in deficit for Italy. Since the value of transport determines
the difference between thagf valuation used in trade statistics and fole



valuation used in the balance of payments, the adjustment reduced the
fob-fob trade surplus and, marginally, the current account surplus as well.

The surplus on foreign travel decreased by 1.1 trillion lire to 21.3
trillion, or 1 per cent of GDP. The large increase in spending by Italian
touristsabroad (6.4 per cent) contrasted with asmall increasein spending by
foreign visitorsto Italy (1.8 per cent, compared with 9.9 per cent in 1997).
Thelatter was attributabl e to the effects of the crisisin Asia, which reduced
the number of visitorsfrom that areaby 22 per cent and, giventheir high per
capita spending, lowered the related receipts by 25 per cent or nearly 1.4
trillion (900 trillion of which from Japan alone).

Thedeficit on servicesother than foreigntravel and transport amounted
to 8.7 trillion lire, reverting to trend following the improvement recorded in
1996 and 1997. With the exception of construction services and government
services, which were in surplus by 5.3 and 0.7 trillion lire respectively, all
the components showed adeficit. Theresultsfor communications, computer
and information services and other business services confirmed the
deterioration in the balances, which have been in deficit since the beginning
of the nineties.

The gradual reduction in the deficit on income flows since 1993 came
to ahalt last year. The deficit on investment income, which accounts for 97
per cent of these flows, increased from 19.3 to 21.3 trillion lire, equal to 1
per cent of GDP. The deficit isonly fractionally dueto the existence of anet
debtor position; fundamentally, it stemsfrom theyield differential between
the stocks of liabilities and assets, reflecting the rate spread between the
bondsissued by residentsand thoseissued by non-residentsand the different
composition of assetsand liabilities. The latter include ahigh proportion of
government securities, the yield on which was higher than that on foreign
bonds and shares, which account for alarger percentage of assets.

The sharp contraction in the deficit on net transfers vis-a-vis the EU
budget in 1997 explains part of the increase recorded in 1998. The main
items in the deterioration were, among inflows, the decline of 1.9 trillion in
transfers from the Guarantee Section of the EAGGF and, among outflows,
current transfers from the government to the EU (2.8 trillion) and those on
VAT account (1.3 trillion).

The capital account

The surplus on capital account amounted to 4.2 trillion lire, declining
slightly from the previous year as aresult of a larger decrease in inflows than
outflows. Capital transfers from the European Union decreased by 1 trillion



lire; transfers from the European Regional Development Fund declined by
0.7 trillion but remained at a high level; the fall of 0.3 trillion in transfers
from the Guidance Section of the EAGGF represents a return to pre-1997
values. The substantial declineof 0.7 trillion ininflows from the disposal of
intangible assetsisattributableto alarge transaction carried out in 1997; the
balance onintangibl e assets showed adeficit of 0.3 trillion lire, moving back
into line with the average levels of the immediately preceding years.

Thefinancial account and the net external position

Set against asurpluson current and capital account of 39.1 trillion lire,
the financial account recorded a net inflow of 6 trillion under the new
definition, which includes the change in the official reserves. A negative
entry of 45 trillion lire was therefore made under errors and omissions. At
the end of the year, Italy’s net external liabilities exceeded its net external
assets by 34.5 trillion lire (1.7 per cent of GDP).

There was a net direct investment outflow of 17.2 trillion, reflecting an
appreciable increase in outward investment together with a decline in new
inward investment. The former grew by 20.8 per cent to 21.7 trillion lire,
whereas the latter contracted by 28 per cent to a total of only 4.5 trillion.

Portfolio investment flows showed a surplus of 4.35 trillion lire.
Inflows rose by 56.3 per cent to 196.4 trillion lire, reflecting growth from
102.9 to 151.9 trillion lire in Treasury liabilities placed abroad.

Accompanying the surge in the stock market (49.2 per centin the course
of the year), foreign investors made purchases of Italian shares totaling 24.9
trillion lire, an increase of 8.9 trillion, or 56.2 per cent, compared with 1997.

Portfolio investment abroad by residents amounted to 192.1 trillion lire,
a figure many times higher than those recorded in the years immediately
following exchange liberalization and an increase of more than 80 per cent
on 1997.

The net outflow of other investment, which includes bank loans and
deposits, decreased from 20.7 to 18.5 trillion lire. Excluding the bank
component, lending generated a net outflow of 15.9 trillion, less than in the
preceding years. The expectation of Italy’s entering the euro area at
unaltered exchange rates accounts for the decline from 26 to 15.2 trillion lire
in Italian loans, which consisted mainly in repurchase agreements
negotiated by foreign investors with resident intermediaries in order to
hedge exchange rate risk.

Financial flows in 1998 reflected marked differences in sectoral
behaviour. Contrasting with net inflows of 6.6 trillion lire for the banking
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sector and 36.8 trillion for the Bank of Italy (including 14 trillion from the
unwinding of temporary operationswith resident banks), resident non-bank
investors made further net purchases of external assets amounting to 37.4
trillion lire, nearly half of which was recorded under direct investment (21
trillion outward and 4.5 trillion inward). The balance on non-bank portfolio
investment, which had been contracting steadily from the high levels of
1993, turned negative: a net outflow of 2.2 trillion was recorded in
conjunction with considerably larger gross flows. Purchases of portfolio
assets grew appreciably, from 112.5 to 189.9 trillion lire; liabilities worth
187.7 trillion were placed abroad.

Despite the current account surplus, Italy’s net external position was
negative by 34.5 trillion at the end of the year, compared with a position
basically in balance at the end of 1997 (Table 22). The transactions recorded
on the financial account were responsible for only 6 trillion lire of the
deterioration; the rest was due to valuation adjustments to the stock of
residents’ financial assets and liabilities as a result of changes in exchange
rates and share and bond prices. Valuation adjustments totaled 30.7 trillion
lire. Those in respect of exchange rate variations (25.8 trillion) basically
reflected the loss in value of assets as a result of the 6 per cent appreciation
of the lira against the dollar, in which a large part of external assets are
denominated. The balance on the other adjustments (primarily for price
changes) was positive by 1.1 trillion for non-banks and negative by 6 trillion
for the Bank of Italy.

The banks’ net external liabilities rose by 6.6 trillion lire, including 5.9
trillion in foreign currency, set against a significant increase in the
corresponding loans to residents. Taking account of exchange rate
adjustments of similar size and opposite sign (5.6 trillion lire), the banks’ net
external position remained comparable to that of the previous year, with a
debtor position in foreign currency of 103.5 trillion and a creditor lira
component of 31 trillion. The overall spot and forward position in foreign
currency, including domestic currency swaps, was negative at the end of the
year by 22.1 trillion lire, a deterioration of 8.2 trillion from the end of 1997.
Repos on Italian lira securities with non-residents amounted to 9.1 trillion,
broadly unchanged.

The official reserves decreased by 45 trillion lire, with a reduction of 38
trillion in holdings of convertible currencies. In January 1999 the Bank of
Italy contributed 14.4 trillion of reserves to the European Central Bank, with
an offsetting credit entry under “other assets” of the Bank.

Continuing a trend that emerged at the beginning of the nineties, the
residual item “errors and omissions” was negative and quite large. A deficit
of 45 trillion lire was attributed to this balancing item, 19.2 trillion more than
in 1997.



ITALY'S NET EXTERNAL POSITION
(billions of lire)

Table 22

Stocks

January-December 1998

Adjustments

Stocks

at end of Change atend of
1997 (1) | Flows (2) inexchange | o instocks | 1998 (1)
rates
(@ (b) © ®) @) @d)=0)+(©) | (@)+(d)
Resident non-banks
Assets................. 938,380| 224,704| 31,328 -27,769| 59,097| 256,032| 1,195,412
Direct investment ........ 236,723| 20,967 | 24,570| -9,678| 34,248| 45,537| 282,260
Portfolio investment . . . ... 515,350( 189,851 8,853| -15,791| 24,644 | 198,704| 714,054
Loans .................. 102,423| 15,154 | -2,095| -2,300 205| 13,059 115,482
Tradecredit............. 84,884| -1,268 - - -| -1,268| 83,616
Liabilities .............. 999,379| 187,336| 59,359 1,346| 58,013| 246,695| 1,246,074
Direct investment ........ 146,290, 4,533| 23,408 -| 23,408 | 27,941 174,231
Portfolio investment . . .. .. 677,971| 187,690 34,621 16| 34,605 | 222,311 900,282
Government securities . | 515,913| 151,855 7,951 16| 7,935| 159,806| 675,719
Loans .................. 127,167 -730 1,330 1,330 - 600| 127,767
Tradecredit............. 47,951| -4,157 - - -| -4,157| 43,794
Net position . -59,999| 37,368| -28,031| -29,115| 1,084 9,337 -50,662
Resident banks
Assets ................. 349,235| 26,479| -3,619| -3,619 -| 22,860| 372,095
Liabilities ............... 420,748 33,044 | -9,216| -9,216 -| 28,828| 444,576
Net position . -71,513| -6,565 5,597 5,597 - -968| -72,481
Central bank

Assets ................. 135,619/-36,977 | -8,313| -2,267| -6,046 | -45,290| 90,329
Liabilities ............... 1,975 -213 -34 -34 - -247 1,728
Net position . .. | 133,644| -36,764| -8,279| -2,233| -6,046| -45,043 88,601
NET OVERALL POSITION ... 2,132| -5,961| -30,713| -25,751| -4,962| -36,674| -34,542

(1) At end-of-period prices and exchange rates. - (2) Capital movements at the securities prices and exchange rates prevailing on the
date of the transaction. A minus sign indicates a decrease in the relevant assets or liabilities. - (3) Calculated on the basis of the
composition according to currency. - (4) Calculated on the basis of the composition according to financial instrument.

Theviewthat “errors and omissions” is primarily the result of exporters’
not reporting payments by non-residents to accounts abroad is not disproved
by the data. On this hypothesis, Italy’s net external position would be
significantly better than portrayed in the accounts. It should be recalled that
in 1998 the outward portfolio investment flow of around 190 trillion lire was
the balance of purchases and sales of assets worth almost thirty times that
amount. The phenomenon is common to all the leading countries, albeit with
lower ratios to capital flows. The euro area’s balance of payments for 1998,
for example, shows almost four times the amount recorded by Italy under

“errors and omissions”.
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THE PUBLIC FINANCES

Budgetary policy in 1998 sought to consolidate the results obtained in
thepreviousyear, whentheratio of thedeficit to GDPwasreduced by around
4 percentage points in order to meet the objective set in the Maastricht
Treaty. The small reduction of 0.2 pointsin net borrowing indicated in the
Economic and Financial Planning Document published in May 1997 wasto
come from the expected fall of 1.1 points in interest payments, almost
entirely offset by the planned reduction of 0.9 pointsin the primary surplus.
This, in turn, reflected the intention of making good only a part of the
expected declinein revenue. In order to achieve the objectivesfor the year,
adjustment measures totaling 25 trillion lire were considered necessary.

The broad lines of this policy remained basically unchanged in the
subsequent official documents, which updated the planning framework to
take account of the downward revision of forecast interest payments, the
availability of definitive data for 1997 and the changes in macroeconomic
conditions. The Quarterly Report on the Borrowing Requirement published
in March 1998 set an objective for net borrowing of 2.6 per cent of GDP, a
reduction of 0.1 percentage pointson 1997. The objective of 5.5 per cent for
theratio of the primary surplusto GDP was 1.3 points lower than in 1997.
The revenue ratio was expected to fall by 1.1 points.

In the event net borrowing remained unchanged at 2.7 per cent of GDP,
The primary surplusand interest payments amounted to 4.9 and 7.5 per cent
of GDP respectively, or about half a percentage point less than projected in
the Quarterly Report on the Borrowing Requirement. The shortfall in the
primary surplus was mainly due to the loss in revenue stemming from the
introduction of the regional tax on productive activities (Irap) and the
deterioration in economic conditions. The result benefited by around 0.3
percentage points from the switch from two-monthly to monthly payments
of INPS pensions, which had not been considered among the effects of the
budget adjustment measures. Asregardsthe outcome for interest payments,
thefall ininterest rates was larger than the prudent estimate included in the
official forecasts.



Theintroduction of the dual income tax and Irap in 1998 considerably
altered the taxation of firms. The new system rationalizes the structure of
corporatetaxes, reducesthetotal tax burden and ismore neutral with respect
to firms financing decisions. By partly shifting the tax base from net worth
and profitsto interest payments, it reduces the advantages of debt financing
and makes equity capital more attractive. The sign and size of the effectson
labour costs vary according to the health service contribution relief firms
previously enjoyed. The redistribution of the tax burden has been on a
significant scale and influenced by the amount and composition of firms
liabilities and value added. Companies with substantial equity capital, small
borrowings, a high ratio of profits to value added and no relief from health
service contributions stand to gain. The new regime is likely to result in
major changes in firms’ economic and financial choices, with an aggregate
effect on the allocation of resources that is difficult to assess.

General government debt fell from 122.4 to 118.7 per cent of GDP. The
improvement was larger than in 1997, primarily owing to the reduction in
the average cost of the debt and the smaller volume of new issues that was
made possible by running down the Treasury’s assets with the Bank of Italy.
The lengthening of the average maturity of the debt, the decline in the
variable-rate portion and the introduction of the single currency made the
debt less sensitive to variations in short-term interest rates and the exchange
rate.

The Quarterly Report on the Borrowing Requirement published in
March forecasts a reduction in net borrowing in 1999 from 2.7 to 2.4 per cent
of GDP, a smaller fall than that projected for interest payments. The primary
surplus is expected to decline from 4.9 to 4.5 per cent of GDP. This setback,
which can be attributed in part to the continued weakness of the economy,
implies a divergence from the path laid down in the Economic and Financial
Planning Document for 1999-2001, which envisaged no change in the
primary surplus over the whole period from the level estimated for 1998 (5.5
per cent of GDP). The revenue and primary expenditure ratios are expected
to rise by 0.1 and 0.4 percentage points respectively.

With economic conditions still unfavourable, the budget for 1999 set
out to reconcile a reduction in net borrowing compared with that projected
on a current programmes basis with a strengthening of social and growth
policies. The adjustment measures are officially estimated to amountto 18.6
trillion lire, of which 8 trillion represent a reduction in net borrowing. The
remaining 10.6 trillion is to be used to refund part of the special Europe tax,
granttax incentives and cover increased spending on social security benefits
and support for investment. The contribution of one-off measures is
substantial; in particular, the sale of INPS social security contribution claims
to banks and other financial intermediaries is expected to generate 5.3
trillion of additional revenue.

93



According to forecasts made by INPS and the State A ccounting Office,
pension dynamics in the coming decades will require an increase in social
security contributions or taxes unless corrective action istaken. Both these
solutions conflict with the need to reduce the ratio of revenue to GDP. In
order to curb spending on pensions without lowering the standard of living
of future pensioners, it will be necessary to achieve asignificant increasein
the average retirement age and develop supplementary schemes along the
lineslaid down in the reforms already enacted.

The Economic and Financial Planning Document for 2000-02 is being
prepared. In accordance with Italy’s European commitments, the priority
objective isto achieve a budget position close to balance in the medium term.
The strategy formulated inlast year's Document was to maintain the primary
surplus at a relatively high level and use the savings expected from the fall
in interest payments to reduce net borrowing. In order to reduce the fiscal
burden and the resulting distortions in the allocation of resources, it will be
necessary for this process to be accompanied by resolute action to curb
primary expenditure in relation to GDP.

In 1998 net borrowing in the euro area fell to its lowest level since the
beginning of the nineties (2.1 per cent of GDP). The improvement of 0.4
percentage points compared with 1997 was exclusively due to the fall in the
ratio of interest payments to GDP. The primary surplus ratio declined
slightly. These results appear modest considering the favourable economic
conditions prevailing. According to estimates prepared by the EU
Commission, the ratio of the cyclically adjusted primary surplus to GDP fell
by 0.5 percentage points.

Between June 1998 and February 1999 the EU countries submitted their
stability and convergence programmes. For the euro area as a whole they
imply a decline in net borrowing between 1998 and 2001 of around 1
percentage point, to 1.2 per cent of GDP. The European Council agreed with
the guidelines laid down in most countries’ programmes but stressed the
need to pursue more ambitious budget objectives in order to limit the risk of
incurring excessive deficits in cyclical downturns, reduce debt levels and
face the period of more pronounced population ageing with stronger budget
positions.



BUDGETARY POLICY IN 1998

In order to ensure consistency with the data contained in the Government
programmes and the notifications prepared for the purposes of the Excessive Deficit
Procedure, the section on the public finances refers to the 1979 edition of the ESA
rather than the 1995 edition as regards the general government consolidated
accounts and GDP.

Italy

Genera government net borrowing increased from 52.3 trillion lirein
1997 to 54.3 trillion in 1998; in relation to GDP it remained unchanged at
2.7 per cent (Figure 20, Tables23 and a12). The primary surplus, which had
increased almost continuously during the nineties, declined from 127.1 to
98.3 trillion lire and from 6.6 to 4.9 per cent of GDP. The effect of the
decreaseontheoverall balancewasoffset by afall ininterest paymentsfrom
9.2to 7.5 per cent of GDP. Theresultsintermsof thestructural balanceswere
similar: the overall deficit remained broadly stable at 2.3 per cent of GDP
while the primary surplus declined from 6.9 to 5.2 per cent.

Figure 20
GENERAL GOVERNMENT REVENUE AND EXPENDITURE (1)
(as a percentage of GDP)
60 60
jf jiig::g:ii excluding interest payments /\
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-~ interest payments
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Source: Based on the Relazione generale sulla situazione economica del Paese.
(1) Following the revision carried out by Istat in 1999, there is a break in the series between 1994 and 1995.

Thedeclineintheprimary surplusmainly reflectsadecreasein revenue
from 48.5t0 47 per cent of GDP: 1.2 points stemmed from afall in thefiscal
ratio (the ratio of direct and indirect taxes, capital taxes and social security
contributions to GDP) from 44.8 to 43.6 per cent.

95



96

Table 23
MAIN INDICATORS OF THE
GENERAL GOVERNMENT CONSOLIDATED ACCOUNTS (1)
(as a percentage of GDP)

1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998
Revenue ................ 42.0 | 42.7 | 43.8 | 46.5 | 48.3 | 45.7 | 45.9 | 46.5 | 485 | 47.0
Expenditure ............. 51.8 | 538 | 53.9 | 56.1 | 57.8 | 54.9 | 53.6 | 53.1 | 51.2 | 49.7

of which: interestpayments | 88| 95| 102 | 11.5 | 121 | 11.0 | 11.2 | 106 | 92| 7.5

Primary balance
(surplusi=) ........... 11| 17| -01|-19| -26|-18|-35| -40| -6.6 | -4.9

Net borrowing ............ 98| 11.1 | 10.1 9.6 95| 92| 77 66| 27| 27

Source: Based on the Relazione generale sulla situazione economica del Paese.

(1) There is a break in the series between 1994 and 1995 owing to the revision carried out by Istat in 1999. Rounding may cause
discrepancies.

Thedecreaseinthefiscal ratio can beattributed mainly to thefollowing
factors: areductionin collectionsof withholding tax onfinancial incomedue
to thefall in interest rates and the postponement of payments as a result of
thetax reformthat cameintoforceon 1 July 1998; thereplacement of aseries
of taxes and contributions by Irap, which did not generate the same volume
of revenue, contrary to the Government’s plans; and the non-recurrence of
around two thirds of the revenue generated the previous year by the special
Europe surtax (the entire yield of the surtax on personal income tax and part
of the levy on the funds set aside by companies for workers’ severance pay).

The ratio of primary expenditure to GDP rose from 42 to 42.2 per cent.
Primary current expenditure remained more or less unchanged in relation to
GDP, while capital spending rose as a result of the large increase in
investment (10.7 per cent) and the resumption of the settlement of tax credits
in securities, which had not been effected in 1997.

Net borrowing was contained by measures that generated temporary
effects equal to about 0.6 per cent of GDP, compared with about 1 per cent
in 1997. Half of these effects represented savings associated with the switch
from two-monthly to monthly payments of INPS pensions; the remainder
stemmed mainly from the levy on funds set aside for workers’ severance pay,
which had been introduced in the 1997 budget (4.5 trillion lire in 1998,
compared with 6.6 trillion the preceding year).

Budgetary policy. - The budget measures were aimed mainly at
consolidating the achievements of 1997. In the Economic and Financial
Planning Document for the three years from 1998 to 2000 presented in May
1997 the objective for net borrowing in 1998 had been set at 2.8 per cent of



GDP, compared with an estimate of 3 per cent for 1997. The expected fall
in interest payments from 9.7 to 8.6 per cent of GDP made it possible to
envisage areduction in the primary surplusfrom 6.7 to 5.8 per cent, mainly
as aresult of the expected fall in revenue. Corrective measures amounting
to 25trillion lirewereforeseen in order to achievethese objectives. Boththe
objectives and the measures to be adopted were confirmed in the
Convergence Programme subsequently drawn up for the EU.

In the Forecasting and Planning Report published in September the
objective for net borrowing remained the same but the composition of the
position was modified. A reduction of 0.2 percentage points in the ratio of
forecast interest payments to GDP was offset by an expected deterioration
of the same order of magnitude in the projected primary surplus. It was
decided to leave the scale of the budgetary measures unchanged and to set
aless ambitious target of 5.6 per cent for the primary surplus.

The measures submitted to Parliament provided for additional revenue
of 11 trillion lire and expenditure cuts of 14 trillion; Parliament amended
these figures to 13 and 12 trillion respectively. In particular, part of the
planned reductionsin social security expenditure was replaced by increases
in contributions. Around half of the increase in revenue stemmed from the
change in VAT rates, which had come into effect in October 1997; in
addition, some contribution rateswereincreased and thewithholding tax on
incomes from self-employment was raised. The expenditure measures
related to transfers to local authorities and public enterprises and
expenditure on pensions, health care and public employees wages and
salaries.

In the Quarterly Report on the Borrowing Requirement published in
March 1998 the objectives were revised again. Account was taken of the
results for 1997, which were better than had been expected, and the forecast
for economic growth was raised from 2 to 2.5 per cent; the objective for the
primary surplus was nonetheless reduced again, to 5.5 per cent of GDP. The
further decrease in interest payments from 8.4 to 8 per cent of GDP brought
the objective for net borrowing down from 2.8 to 2.6 per cent. These
objectives were confirmed in the Economic and Financial Planning
Document for the three years from 1999 to 2001, which was published in
May 1998. They remained unchanged in the Forecasting and Planning
Report of last September, despite a downgrading of the estimate of GDP
growth from 2.5 to 1.8 per cent.

In the event, the ratio of net borrowing to GDP exceeded the objective
by 0.1 percentage points. The primary surplus and interest payments were
about half a point less than planned, owing partly to the revision of the
national accounts by Istat at the beginning of 1999.
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The new series of national accounts data have been published for the
period from 1995 to 1998. As far as the general government consolidated
accounts for 1998 is concerned, the revision reduced both the primary
surplus and interest payments by morethan 0.2 per cent of GDP, leaving the
overall position virtually unchanged. It produced substantial changes in
some items of revenue and primary expenditure (see Economic Bulletin,
No. 26, February 1999, pp. 34-35).

The difference in relation to the planned primary surplus can be
attributed primarily to theloss of revenue resulting from the introduction of
the regional tax on productive activities (Irap) and the deterioration in the
economic situation. In 1998 the real growth in GDP, on the basis of ESA79,
was 1.4 per cent, 1.1 percentage points less than forecast in the Quarterly
Report on the Borrowing Requirement of March 1998; the effect on the
public finances was small, however, because the reduction in growth was
largely due to components of GDP in relation to which the budget is least
elastic. The shortfall inthe primary surpluswaslimited by the changeinthe
frequency of pension payments.

The Government’s forecasts for interest payments were prudently
based on an assumption that the gross yield on 1-year Treasury bills would
decline by about 0.4 percentage points during 1998 to 4.5 per cent at the end
of the year. In fact, they declined by more than 1.7 points.

The introduction of DIT and Irap. - The reform of corporate taxation
rationalizes the composition of the levy, reduces the overall tax burden and
increases the neutrality of taxation as regards companies’ decisions about
finance and the use of factors of production. The new system was intended
to generate the same volume of revenue as the taxes it replaced, but in fact
its introduction led to a decrease of about 9 trillion lire. Atthe aggregate level
the tax burden on firms declined by broadly the equivalent of the yield of the
tax on companies’ net worth, which was due to expire in 1998 in any case.
By shifting the tax burden from net worth and profits to interest expenses,
the reform has reduced but not eliminated the preferential tax treatment the
latter previously enjoyed, thereby encouraging companies to strengthen
their capital base. It has also affected labour costs, though the sign of the
change depends on the opportunities that different categories of firm had
under the previous system to claim relief from health contributions.

The introduction of Dual Income Tax (DIT) reduces the ordinary rate
of corporate income tax for firms which increase their net worth. The
regional tax on productive activities (Irap), which is levied on value added
net of depreciation, replaced health contributions, the tax on companies’ net
worth, local income tax and certain local business taxes. Irap has a broader



tax base than the taxesit replaces; it affectsfirmsequally, irrespective of the
mix of production factors and the structure of their liabilities, as both return
on equity and interest expenses are taxable. The neutrality of the tax with
regard to decisions on factor use would be greater if depreciation were also
taxable.

The changeover to the new regime led to an extensive redistribution of
the tax burden. In general, it benefits firms with relatively higher
capitalization (thanks to the abolition of the tax on net worth), low debt
(because Irap is levied on interest expenses), a high ratio of profit to value
added (in view of the benefitsderiving fromthe replacement of local income
tax by Irap) and thosethat did not qualify for relief from health contributions
(on account of the savings as aresult of the abolition of the | atter).

Overal, the redistribution of the tax burden depends on the level and
composition of companies' liabilities and value added. Within the latter, the

new regime undoubtedly increases the tax on interest expenses and reduces

it on profits; the scale and sign of the effects on labour costs differ according
to the level of social security costs previously payable in different branches
of activity and areas of the country.

In assessing the effects of the replacement of health contributions by
Irap on per capita labour costs, it is not enough merely to compare the new
tax rate of 4.25 per cent with the old standard contribution rate of 11.46 per
cent; account must also be taken of other factors, which together tend to
reduce the difference between the effective rates: a) health contribution rates
depended on the level of contribution relief for which the firm was eligible;
b) under transitional arrangements, a reduced rate of Irap will apply to
agriculture between 1998 and 2001 and firms in the South will be able to take
atax deduction equal to 2 per cent of their wage billin 1998 and 1999; c) the
tax base for Irap is wider than that for the old health contributions, as the tax
is also levied on firms’ allocations for staff pensions; d) unlike health
contributions, Irap is not deductible for purposes of corporate income tax.
If these factors are taken into account, the reform reduces the taxation of
labour only for firms that did not claim relief from health contributions or
were eligible for only limited relief. Moreover, on the basis of agreements
reached at Community level, contribution relief would have been phased out
in 2000.

The borrowing requirement and the public debt. - The overall general
government borrowing requirement amounted to almost 52.1 trillion lire in
1998, equal to 2.6 per cent of GDP, and was more than 15 trillion higher than
in the preceding year (Tables 24 and al3). In 1997 there had been a
substantial disparity between net borrowing and the borrowing requirement,
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as privatization proceeds had been particularly high and the borrowing
requirement had been reduced by temporary factors that did not affect net
borrowing, but the gap almost closed last year. The difference between the
two aggregatesisdueto differencesinthecriteriafor recording certainitems
and thefact that privatization proceeds and the net amount of other financial
items (primarily purchases and sales of shareholdings and the granting and
redemption of loans) are included when calculating the borrowing
requirement. Net privatization proceeds fell from about 21.2 trillion lire in
1997 to around 14.3 trillion in 1998.

Table 24
GENERAL GOVERNMENT BALANCES AND DEBT
(billions of lire)
1995 1996 1997 1998

Netborrowing ......... ... . ... oL 135,059 123,090 52,266 54,330

as a percentage of GDP .. ................ 7.7 6.6 27 2.7
Total borrowing requirement ................ 127,109 142,697 36,924 52,132

as a percentage of GDP .. . ............... 7.2 7.7 1.9 2.6
Debt (EU definition) ........................ 2,201,875 | 2,322,322 | 2,374,382 | 2,403,075

as a percentage of GDP .. ................ 125.3 124.6 122.4 118.7
Source: For net borrowing, Relazione generale sulla situazione economica del Paese.

General government debt fell from 122.4 to 118.7 per cent of GDP
(Table 24). Thenominal growth of 4.3 per cent in output morethan offset the
increase of 1.2 per centinliabilities, which wasover 23trillionlirelessthan
the borrowing requirement. Almost 16 trillion of the difference was due to
adecreasein Treasury claimsonthe Bank of Italy, whichfell from 59trillion
lire at the end of 1997 to 43.2 trillion a year later, and the remainder to
differencesin the criteria used for recording securitieswhen cal culating the
public debt and the borrowing requirement. Theratio of debt to GDPwas0.5
percentage points higher than indicated in the Economic and Financia
Planning Document of May 1998. The overshoot wasdueentirely to thefact
that GDP was lower than estimated, owing partly to the revision of the
national accounts by Istat (which entailed a reduction of 0.6 percentage
points in GDP in 1997) and partly to slower growth in 1998 (4.3 per cent,
comparedwithaforecast of 4.6 per cent inthe Document). In absoluteterms,
however, debt was lower than forecast, mainly because the decrease in
Treasury claimson the Bank of Italy was substantially larger than thefigure
of 5.5 trillion lire predicted in the Document.

In 1998 the authorities continued to lengthen the maturity of the public
debt; the average term to maturity rosefrom 4.5to0 4.9 years. The budgetary
cost of thispolicy was held down by thefall in long-term interest rates. Net



redemptions of Treasury bills and credit certificates amounting to 35.5 and
42.1 trillion lire respectively also reduced the responsiveness of interest
paymentsto changesin short-terminterest rates; the proportion of the public
debt with aresidual term of more than one year (excluding Treasury credit
certificates) rose from 49.9 to 52.9 per cent.

At the end of 1997 6.9 per cent of the public debt was denominated in
foreign currencies and ecus. Since more than half of this share was in the
currenciesof countriesthat joined theeuro area, the changeover tothesingle
currency led to a significant reduction in the responsiveness of the debt to
exchange rate changes. At the end of 1998 3.3 per cent of the debt was
denominated in currencies outside the euro area. The proportion of the debt
held by non-residents rose from 21 to 26.3 per cent.

The ESA9S. - As from the notifications for March 2000 onwards, the
data on general government net borrowing used in the procedure for
monitoring excessive deficits will be based on the new version of the
European System of Accounts, referred to as ESA95. Applying the new
methodology to the general government consolidated accounts for 1998
raisesexpenditure by about 7 trillion lireand revenue by about 5trillion. Net
borrowing rises by 2 trillion, while the primary surplus improves by 9.5
trillion lire (Table 25).

Table 25

GENERAL GOVERNMENT CONSOLIDATED ACCOUNTS FOR 1998:
COMPARISON BETWEEN ESA79 AND ESA95 (1)

Billions of lire As a percentage of GDP

ESA79 ESA95 Difference ESA79 ESA95 Difference
Total expenditure ............... 1,006,204 | 1,013,271 7,067 49.7 49.2 -0.5

of which: compensation
ofemployees . ....... 226,005 | 221,953| -4,052 11.2 10.8 -0.4
intermediate consumption 99,375 141,744 | 42,369 4.9 6.9 2.0
social security benefits . . 395,849 | 350,187 |-45,662 19.6 17.0 -2.6
interests payments . . ... 152,609 164,058 | 11,449 7.5 8.0 0.5
capital expenditure . .. .. 77,685 75,131 | -2,554 3.8 3.7 -0.1
Totalrevenue ................... 951,874 | 957,033| 5,159 47.0 46.5 -0.5
of which: directtaxes ........... 292,611 | 297,256| 4,645 14.5 14.4 -0.1
indirecttaxes .......... 311,787 | 317,094| 5,307 154 15.4 0.0

social security
contributions . ....... 270,922 | 267,164| -3,758 13.4 13.0 -04
capital taxes .......... 12,865 12,628 -237 0.6 0.6 0.0
Netborrowing .................. 54,330 56,238 | 1,908 2.7 2.7 0.0

Primary balance
(surplus: =) ................... -98,279 | -107,820| -9,541 -4.9 -5.2 -0.3
Source: Based on Istat data.
(1) Rounding may cause discrepancies.
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As regards the designation and contents of operations, the most
significant change in the genera government consolidated accounts is the
inclusion of social security benefits in kind among intermediate
consumption; such benefits no longer appear in the secondary distribution
of income account but are a cost element in the value of production.
Operationsarerecorded morestrictly on an accrualsbasisunder ESA 95 than
was the case for ESA79. Istat has aso redefined the general government
sector, removing certain agencies (including port authorities, housing
agencies, the Italian Automobile Club (ACIl), Consob and ISVAP) and
adding certain minor bodies.

On the expenditure side the revisons relate to intermediate
consumption and social security benefits (on account of the reclassification
of benefits in kind, which amounted to more than 43 trillion lire in 1998),
compensation of employees (owing to the application of the accruals
principle, which in 1998 led to the deletion of disbursements for health
contributions for previous years) and interest expenses (owing to the
application of the accruals principle to interest on post office savings
certificates, which had previously been recorded at the time of redemption).
On the revenue side the changes are smaller and stem mainly from the
application of the accruals principle.

Theeuro area

In the majority of the euro area countries the ratio of net borrowing to
GDP fell to the lowest levels recorded since the beginning of the nineties.
The average for the areaas awhole, weighted by national GDP, was 2.1 per
cent, compared with 2.5 per cent in 1997. The improvement reflects the
decline in interest payments from 5 to 4.5 per cent of GDP. The primary
surplus decreased from 2.6 to 2.5 per cent. The achievements are modest
when set against the acceleration in real GDP growth from 2.5 to 3 per cent.
According to estimates from the European Commission, the structural
primary balance deteriorated by about 0.5 per cent of GDP.

The improvement in the public finances was on average more
pronounced in the EU countries not participating in monetary union
(Denmark, Greece, Sweden and the United Kingdom). An average deficit
equal to 1.7 per cent of GDP in 1997 gave way to a surplus of 0.6 per cent
in 1998. In contrast to devel opmentsin the euro area, the improvement was
duelargely to an increase in the primary surplus, which rosefrom 2.8t04.8
per cent of GDP; only in Denmark did it remain broadly unchanged.

Asregardsthe commitment contained in the Stability and Growth Pact
to aim for amedium-term budgetary position close to balance or in surplus,



only Finland, Ireland and Luxembourg among the euro area countries
recorded a surplus and only the Netherlands had a deficit equal to less than
1 per cent of GDP.

The ratio of expenditure to GDP declined from 50.4 to 49.5 per cent
(Figure 21), continuing atrend that has been under way since 1994. Around
half of the decrease wasininterest payments, which fell particularly sharply
inItaly. Theratio of primary expenditure to GDP declined in almost all the
countries; it rose moderately in Italy and more markedly in Portugal .

Figure 21
CHANGESIN GENERAL GOVERNMENT
REVENUE AND TOTAL AND PRIMARY EXPENDITURE
IN EU COUNTRIES BETWEEN 1997 AND 1998 (1)
(as a percentage of GDP)
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Sources: Based on Istat and European Commission data.

(1) The changes are calculated as the difference between the ratios to GDP in 1998 and 1997. The values on the vertical axis refer
to total expenditure in the chart on the left and to primary expenditure in the chart on the right; those on the horizontal axis refer to
revenue. The dotted diagonal lines indicate the points at which changes in revenue and expenditure leave the overall balance unchanged
in the chart on the left and the primary balance unchanged in the chart on the right. Points below the line correspond to an improvement
in the balance, those above it to a deterioration. The size of the improvement (deterioration) is given by the distance of each point from
the diagonal. EU11 and EUA4 refer respectively to the GDP-weighted average for the euro area and Denmark, Greece, the United Kingdom
and Sweden.

Current transfers to households declined from 20.5 to 20.2 per cent of
GDP. Thefall, which involved almost all the countries, was dueto cyclical
factors and reform measures. In Italy the ratio remained more or less
unchanged between 1993 and 1998, whereasin the other countriesit fell by
an average of 0.6 percentage points, mostly in the last two years. In the four
EU countries outside the euro area the decrease over the same period was
much larger, averaging 3.1 points.

For the first time since 1994 the improvement in net borrowing in the
euro area was accompanied by areduction in the ratio of revenue to GDP,
which fell from47.9to 47.3 per cent. Thefall wasevident in alarge number
of the euro area countries and related exclusively to socia security
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contributions, which asaproportion of GDPfell by 1.1 percentage pointsto
17.2 per cent. Thereduction in the contributions ratio was particularly large
in Italy and France; in Italy, where it amounted to 2.1 points, it was due to
the abolition of health contributions, while the 1.9 point contraction in
France stemmed from areform of the system for financing social security.
By contrast, the ratio of tax revenuesto GDP, with capital taxesincluded in
the numerator, rose by 0.6 pointsto 26.6 per cent.

Theratio of public debt to GDP, which had declined from 75.3to 75.1
per cent between 1996 and 1997, showed amore pronounced fall to 73.5 per
cent last year. It decreased in al the countries except France and
L uxembourg, whereit rosefrom 58.1 to 58.5 per cent and from 6.4 t0 6.7 per
cent respectively; in Ireland and Portugal it came down to less than 60 per
cent. Thereductionin 1998 wasdue mainly to an accelerationinthenominal
growth in output from 2.2 to 4.2 per cent. Moreover, the average cost of the
debt declined, and this effect outweighed the fall in the primary surplus.



REVENUE AND EXPENDITURE

Revenue

In 1998 general government revenue increased by 1.2 per cent to
nearly 951.9 trillion lire. As aratio to GDP it declined by 1.5 percentage
points, from 48.5 to 47 per cent, mainly as the result of the decline of
1.1 points in the ratio of current revenue. The ratio of total direct and
indirect taxes (excluding those accruing to the EU), actual and imputed
social security contributions and capital taxes fell by 1.2 points, from
44.8 to 43.6 per cent (Figure 22).

Figure 22
TAX REVENUE AND SOCIAL SECURITY CONTRIBUTIONS (1)
(as a percentage of GDP)
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Sources: Based on Istat and European Commission data.

(1) Includes imputed social security contributions and capital taxes. Following the revision carried out by Istat in 1999, there is a break in
the series between 1994 and 1995. - (2) GDP-weighted average.

Direct taxes. - Total direct tax receipts declined by 5.7 per cent as
a result of the abolition of several taxes following the introduction of
the regional tax on productive activities (Irap). Net of this effect, receipts
remained broadly unchanged. The ratio to GDP fell from 16 to 14.5
per cent (Table 26; for individual items, Table al5).

Personal income tax was the only direct tax to produce higher receipts
(up by 9.7 per cent). The portion relative to self-employment income
benefited from the increase in the rate of withholding tax introduced
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in the budget for 1998, while the employee portion was affected by the
restructuring of thetax and the enlargement of the tax base asaconsegquence
of the abolition of health contributions.

Table 26
GENERAL GOVERNMENT FISCAL REVENUE (1)
(as a percentage of GDP)
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
Directtaxes.............. 143 | 144 | 145 | 147 | 162 | 149 | 148 | 15.3 | 16.0 | 145
Indirecttaxes ............ 104 | 106 | 11.1 | 11.2 | 120 | 11.7 | 122 | 122 | 12.6 | 154
Current tax revenue ... .. 24,7 | 25.1 | 25.6 | 25.9 | 28.2 | 26.7 | 27.0 | 27.5 | 28.6 | 29.9
Actual social security
contributions ........... 126 | 129 | 13.1 | 133 | 13.7 | 13.0 | 13.2 | 149 | 15,1 | 13.0
Imputed social security
contributions ........... 1.5 1.6 1.6 1.7 1.8 1.9 17| 03| 04| 04
Current fiscal revenue ... | 38.8 | 39.5 | 40.4 | 41.0 | 43.7 | 41.6 | 41.9 | 426 | 44.1 | 43.2
Capitaltaxes . ............ 02| 0.1 02| 20| 07| 0.1 06| 03| 07| 04
Fiscal revenue .. | 39.0 | 39.6 | 40.6 | 43.0 | 44.4 | 41.7 | 42.5 | 42,9 | 44.8 | 43.6
Source: Based on the Relazione generale sulla situazione economica del Paese.
(1) There is a break in the series between 1994 and 1995 owing to the revision carried out by Istat in 1999. Rounding may
cause discrepancies.

The yield of the tax on interest income fell from 36.4 to 17.8 trillion
lire. The receipts in respect of interest on bank deposits were reduced
by the decline in interest rates and the substantial tax credits accrued
in the course of 1997, which were used to offset 1998 liabilities. The
tax on bond income was affected by a reform that came into effect on
1 July: the withholding tax on the income from bonds held for asset
management purposes was replaced by a tax on the results for the year,
to be paid before March of the subsequent year. Moreover, in 1998 there
was again a shift in receipts to self-assessed taxes owing to the abolition
in 1997 of the withholding tax on income from bonds held by legal
persons.

The reform of the taxation of financial assets has rationalized the
system and enhanced its neutrality by broadening the tax base and leveling
the applicable rates. On the other hand, it has increased the variability
of receipts, thereby rendering revenue forecasts more difficult. The
increased variability is due to the introduction of taxation of all capital
gains, which makes part of overall receipts depend on securities prices.
Capital gains and losses are assessed on an accruals basis.

Indirect taxes. - Including Irap, which raised 52.3 trillion lire, indirect
tax receipts increased by 27.8 per cent, from 12.6 to 15.4 per cent of
GDP; excluding the new tax, the increase was 7 per cent.



VAT receipts rose by 9.4 per cent, owing both to the increase in
rates in October 1997 and to the broadening of the tax base. The latter
stemmed from a revision of the rules on deductions and the introduction
of tax relief for home renovation, which apparently brought some formerly
underground activities into the open.

Social security contributions and capital taxes. - Social security
contributions contracted by 10 per cent, falling from 15.5 to 13.4 per
cent of GDP, as a result of the abolition of health contributions in
concomitance with the introduction of Irap. Pension contributions rose
by 5.8 per cent, while health contributions fell from 55 trillion to 11
trillion lire, which mainly comprised contributions for December 1997
received in January 1998.

Capital taxes decreased by about 5.7 trillion lire, or 30.7 per cent,
with the end of the special “Europe” tax and the reduction in the yield
of the levy on companies’ staff severance pay provisions from 6.6 to
4.5 trillion lire.

The tax wedge: an international comparison. - The “tax wedge”

is an indicator of the tax burden on labour, defined as the percentage
of total labour costs accounted for by personal income tax plus employer’s
and employee’s social security contributions. A comparatively large tax
wedge can have distorting effects, by reducing both the supply of and
the demand for labour and encouraging forms of irregular and unregistered
employment. Where labour and goods markets are not perfectly
competitive, an increase in the wedge tends to increase the cost of labour
and thus adversely affects the level of employment and firms’
competitiveness.

Italy is among the countries with the largest tax wedges (Figure
23). The indicator remained stable at around 50 per cent from the beginning
of the eighties to 1996, when it rose to 50.8 per cent and employer’s
social security contributions accounted for 62 per cent of the total. In
1998 the level and composition of the wedge were modified with the
introduction of Irap and the abolition of health contributions.

In 1996, the tax wedge in the principal countries of continental Europe
and in Scandinavia was close to 50 per cent, well above the levels found
in the United Kingdom, the United States and Japan (33, 31 and 19 per
cent respectively). Differences in the indicator's evolution are also
observable: since the early eighties the wedge has gradually narrowed
in the UK and the US but progressively widened in continental Europe.

In most of continental Europe, more than 60 per cent of the tax wedge
is accounted for by social security contributions charged to the employer.
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Figure 23
TAX WEDGE ON LABOUR IN THE LEADING INDUSTRIAL COUNTRIES (1)
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Source: Based on OECD, The Tax/Benefit Position of Employees.

(1) With reference to the average earnings of an unmarried worker in manufacturing. - (2) For France, the data on employer social
security contributions are not available for the years from 1979 to 1982.

An exception is Germany, where the three components of the wedge are
of roughly equal importance. In Scandinavia the largest components are
income tax and, except in Denmark, employer’s contributions. In the US
and the UK personal income tax is the largest item.

Table 27
GENERAL GOVERNMENT EXPENDITURE (1)
(as a percentage of GDP)

1989 | 1990 | 1991 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998

Compensation of employees .. | 11.9| 12.7 | 127 | 127| 125| 12.0| 11.5| 11.7| 11.8| 11.2

Intermediate consumption . .. .. 49| 48| 49| 50| 52| 50| 50| 50| 48| 49
Social security benefits ....... 176| 182| 183 | 19.3| 19.5| 19.5| 19.2| 19.4| 199 | 19.6
Interest payments ............ 88| 95| 102| 115|121 | 11.0| 11.2]| 106| 92| 75
Other current expenditure . . . .. 35| 30| 31| 29| 86| 32| 21| 24| 19| 27
Investment .................. 33| 83| 83| 30| 27| 23| 22| 22| 24| 25
Other capital expenditure ..... 18| 23| 15| 16| 23| 18| 25| 17| 1.1 1.3

Total ... | 51.8 | 53.8 | 53.9| 56.1 | 57.8 | 54.9 | 53.6 | 53.1 | 51.2 | 49.7

of which: expenditure excluding
interest payments ... | 43.1 | 44.3 | 43.7 | 44.6 | 45.7 | 43.9 | 42.4 | 42.4 | 42.0 | 422

Source: Based on the Relazione generale sulla situazione economica del Paese.

(1) There is a break in the series between 1994 and 1995 owing to the revision carried out by Istat in 1999. Rounding may
cause discrepancies.




Expenditure

General government expenditure increased by 1.3 per cent to 1,006.2
trillion lire (Table a12), but declined from 51.2 to 49.7 per cent of GDP
(Table 27). Whereas interest expenditure fell by 14.9 per cent, primary
expenditure rose by 4.9 per cent, from 42 to 42.2 per cent of GDP (Figure
24). The increase reflects the increase in capital expenditure from 3.5
to 3.8 per cent of GDP.

Figure 24

EXPENDITURE EXCLUDING INTEREST PAYMENTS (1)
(as a percentage of GDP)
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Sources: Based on Istat and European Commission data.

(1) Following the revision carried out by Istat in 1999, there is a break in the series for Italy between 1994 and 1995. - (2) GDP-weighted
average.

37

Interest payments. - The very considerable reduction of 26.7 trillion
lire in this item was larger than that in 1997 and reflected the decline
ininterest ratesthat began in 1996. Between December 1995 and December
1998, the average gross rate on the three maturities of Treasury bills
fell from 10.5 to 2.9 per cent (Figure 25). Over the same period, the
gross yield on 10-year bonds fell from 10.9 to 4 per cent. The decrease
in the average cost of the public debt (the ratio of interest expenditure
to the average stock of liabilities) declined less sharply, from 9.1 per
cent in 1995 to 6.3 per cent in 1998. The decrease should continue as
higher-yielding issues mature.

The ratio of government interest expenditure to GDP in the euro
area countries rose from an average of 4.9 per cent in 1990 to 5.6 per
cent in 1993. It subsequently declined to 4.6 per cent in 1998. Between
1993 and 1998 the ratio declined in al the euro area countries except
Finland, France and Germany. The countries with the largest volume
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of public debt generally achieved the largest reductions: Belgium’s interest
expenditure fell from 10.7 to 7.5 per cent of GDP and Italy’s from 12.1
to 7.5 per cent.

Figure 25
AVERAGE COST OF THE DEBT AND
AVERAGE GROSS TREASURY BILL YIELD
(percentage)
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The contributions to the variation in interest payments of the average
cost of the debt and its size in relation to GDP varied from country
to country (Figure 26). In Italy and Spain, the entire reduction in the
ratio of interest payments was due to the decline in the average cost
of the debt, since this grew in relation to GDP. In Portugal too the
contribution of average interest rates was substantial. The reduction in
the ratio of debt to GDP had significant effects in Belgium, the Netherlands
and especially Ireland.

Figure 26

BREAKDOWN OF THE RATIO OF INTEREST PAYMENTSTO GDP
IN THE EURO AREA COUNTRIESIN 1993 AND 1998 (1) (2)
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Sources: Based on Istat and European Commission data.

(1) Excluding Luxembourg. Following the revision carried out by Istatin 1999, there is a break in the series for Italy between 1994 and 1995.
- (2) The ratio of interest payments to GDP (I/GDP) can be broken down into the product of the average cost of the debt (/D) and the ratio
of the average debt to GDP (D/GDP). The isoquants are the combination of //D and D/GDP giving the same value of I/GDP.
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Social benefits. - This item declined dlightly from 19.9 to 19.6 per
cent of GDP. The particularly modest increase in outlays (2.6 per cent,
compared with 6.6 per cent in 1997) reflected the growth of 2.4 per
cent in pension expenditure. The latter was curbed by the switch from
two-monthly to monthly pension payments by INPS, which resulted in
a one-off saving of 8 trillion lire that was partly offset by a decrease
in withholding tax revenue. Health care spending rose by 7.3 per cent,
while welfare benefits decreased by 1.6 per cent.

Pension and annuity expenditure grew much less than in 1997 (rising
by 1.4 per cent, as against 6.8 per cent) and declined from 16 to 15.6
per cent of GDP. In the absence of the change in INPS disbursement
procedures, the growth would have been 4 per cent and the GDP ratio
would have remained broadly unchanged.

The slowdown in pension outlays also depended on other factors:
the decreasein the annual adjustment of pensionsto pricesasaconsegquence
of the decline in inflation (from 3.8 to 1.7 per cent); smaller ex-post
adjustments to compensate for the difference between the target and actual
inflation rates, which fell from 0.2 to 0.1 percentage points; and restrictions
on long-service pension digibility enacted in the 1998 budget. The welfare
component of pension benefits contracted by 1.2 per cent, the second
fal in two years.

Compensation of employees. - The 1.5 per cent reduction in
expenditure under this heading stemmed essentially from the abolition
of health contributions, which cut total social security contributions by
11.5 trillion lire. Compensation of public employees diminished from
11.8 to 11.2 per cent of GDP. Total gross earnings rose by 1.1 per cent;
since employment fell by nearly 1 per cent, per capita earnings rose by
just under 2 per cent, owing mainly to the carryover effects, estimated
at about 1.5 percentage points, of the increases in 1996 and 1997.

Negotiations for the renewal of contracts covering 1998 and 1999
began last year, but the only contracts concluded were those for ministerial
employees and those of non-economic public agencies. In the first few
months of the new year agreements were reached for most of the remaining
areas of public employment. For school employees additional alocations
were agreed to, over and above those provided in the budget for 1999.
The agreement provides for per capita increases of about 3.5 per cent
in 1999. Even alowing for the back pay for 1998, which accounts for
about 0.7 percentage points, the increase is still larger than that indicated
in the Economic and Financial Planning Document for 1999-2001,
according to which per capita increases were to be in line with the target
inflation rate (1.5 per cent).
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Other current expenditure. - This rose from 6.7 to 7.6 per cent of
GDP. About two thirds of the increase was due to indirect tax payments,
including Irap payments of around 11.5 trillion lire. This amount was
determined by applying the rate of the abolished health contribution to
the total earnings of public employees. Transfers to the EU under the
heading of supplementary resources also increased significantly. There
was relatively rapid growth in both intermediate consumption, which rose
by 5.8 per cent, and production subsidies, which increased by 29.1 per
cent following the sharp decline in 1997.

Capital expenditure. - Capital expenditure rose by 14.2 per cent,
reflecting the large increasesin investment (10.7 per cent) and other capital
expenditure. The latter rose from 2.2 to 6 trillion lire, mainly as a
consequence of the increase from 0.07 to 3.4 trillion lire in payments
of tax credits in securities and the partial refund of the special “Europe”
tax. Public investment expenditure rose slightly in relation to GDP, from
2.4 to 2.5 per cent. Investment grants increased by 4.7 per cent, after
falling by 12.9 per cent in 1997.

Local authorities

The growth in local authorities’ revenue and expenditure in 1998
outstripped that recorded by the rest of general government: revenue rose
by 6.6 per cent and expenditure by 3.7 per cent, compared with 1.2 and
1.3 per cent, respectively, for general government as a whole.

The faster growth in revenue improved the budgetary position of
the local authorities but did not reduce general government net borrowing
since it was mainly due to transfers from the state. In fact, the decrease
in the latter was smaller than the increase in local authorities’ own revenue
produced by the introduction of Irap.

Transfers from the state were again subject to local authorities
reducing the balances on their centralized Treasury accounts. The
restrictions had a smaller effect than in 1997, however, owing to the
progressive reduction in the balances and because the system was made
more flexible last year for larger authorities by basing the restriction
on allocations on an accruals basis instead of the balance at the beginning
of the year. The rules introduced for smaller authorities in 1997 were
retained last year. According to the General Report on the Economic
Situation of the Country, the consolidated cash flow of municipalities
and provinces expanded by 9.6 per cent, after contracting by 11.7 per
cent in 1997.



The increase in revenue involved both current and capital receipts,
which rose by nearly 15 trillion lire and 2.6 trillion respectively. The
introduction of Irap and the personal income surtax altered the composition
of current revenue, shifting resources from state transfers to own revenue.
Irap receipts are assigned to the regions, net of a portion transferred to
the state to compensate for the cost of collecting the levy and for the
loss of revenue caused by the abolition of the tax on firms net worth.

The introduction of Irap significantly increases the tax-levying powers
of the regions, on which the process of fiscal decentralization largely
hinges. Initially, however, the rate will be set, liabilities determined and
the tax collected by the state, with regional governments playing no role;
moreover, 90 per cent of the receipts are compulsorily earmarked for
the National Health Service. Once Irap is fully phased in, the regions
will have some freedom to vary the standard rate set by the central
government and differentiate between categories of taxpayer and sectors
of activity. They will also play an active role in assessing and collecting
the tax. The ratio of the regions’ own revenue to current expenditure
rose from 29.8 per cent in 1997 to 63.3 per cent in 1998.

On the expenditure side, current outlays increased by 2.5 per cent to
5.5 trillion lire, and capital spending by 9.2 per cent to almost 10 trillion.
The pattern of the main items was similar to that found in general
government as a whole. There was a sharp increase of 10.4 per centin gross
fixed investment, continuing the upswing that began in 1995 after the
decline of the early nineties. Local authorities’ investment expenditure
accounts for about three quarters of the general government total.

The monitoring of regional, provincial and municipal accounts in 1999
is being conducted with reference to the rules laid down in the “domestic
stability pact”. Introduced as part of the budget, the pact establishes the
principle that these government units must contribute to Italy’s fiscal
consolidation, in conformity with the country’s European commitments.

The pact, which is essentially a planning guideline, involves local
authorities in the reduction of the budget deficit and the public debt.
The balance referred to in the pact is the difference between own revenue
and current expenditure net of interest payments. The choice of this
aggregate reflects the concern not to penalize public investment. In 1999,
the pact calls on local authorities to reduce the balance in question by
2.2 trillion lire compared with the projection on a current programmes
basis. The reduction is distributed among the various levels of government
in proportion to their total expenditure. All the levels of local government
are asked to play their part, regardless of their powers of intervention
on their own revenue and expenditure. The target is to keep the annual
deficit constant in relation to GDP in 1999 and 2000.
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THE OUTLOOK

Budgetary policy for 1999

The two principal objectives of the 1999 budget are to achieve a
further reduction in the deficit and strengthen socia policies and measures
to support growth.

The Economic and Financial Planning Document for 1999-2001,
which the Government presented in April 1998, called for the primary
surplus to be kept at the 1998 forecast level of 5.5 per cent of GDP.
Stabilizing the primary surplus was intended to ensure that the overal
deficit would fall from the 2.6 per cent of GDP forecast for 1998 to
2 per cent in 1999. Interest payments were expected to decline from
8 to 7.5 per cent.

The Forecasting and Planning Report for 1999 published in September
and the Stability Programme presented to the European Union in December
confirmed these objectives, despite the deterioration in the outlook for
GDP growth in 1998 and 1999 and the sharper-than-expected fall in interest
rates.

The budget the Government prepared in September, which broadly
reflected the guidelines indicated in the Economic and Financial Planning
Document, aimed to reduce net borrowing by 8 trillion lire vis-a-vis the
baseline scenario. Parliament slightly altered the composition of the budget,
but without changing its expected impact on the deficit.

The budget passed by Parliament contains measures to reduce
expenditure by 10.6 trillion lire and increase revenue by 8 trillion. The
former include savings of 2.2 trillion on transfers to local authorities
under the domestic stability pact. The additional revenue includes 5.3
trillion to come from the sale to banks and financial intermediaries of
social security contributions due to INPS. Part of the resources made
available will be used to finance a set of social policy and growth support
measures that is expected to involve additional spending of 5.6 trillion
lire, above all for social security and support for investment, and lost
revenue of 5 trillion, owing to the partial refund of the special Europe
tax and the granting of tax reliefs.



The Quarterly Report on the Borrowing Requirement, published in
March of this year, revised the public finance forecasts for 1999. Net
borrowing is now expected to be 2.4 rather than 2 per cent of GDP and
the primary surplus to amount to 4.5 rather than 5.5 per cent. The new
forecasts take account of the borrowing overshoot in 1998, which the
change in the procedure for paying INPS pensions curbed to some extent,
and Istat’s revision of the national accounts at the start of 1999. They
also reflect the deterioration in the outlook for GDP growth, which has
been revised down to 1.5 per cent, compared with the forecast of 2.5
per cent contained in the Economic and Financial Planning Document
and the Forecasting and Planning Report. The impact of these factors
on the deficit is cushioned by the sharp fall in yields on government
securities, which has led to the forecast for interest payments being lowered
from 7.5 to 7 per cent of GDP.

Compared with the planning framework included in the Planning
Document and substantially confirmed in the Forecasting and Planning
Report, the changes introduced by the Quarterly Report on the Borrowing
Requirement push the increase in 1999 general government primary
expenditure up from 3.7 to 4.8 per cent and that in revenue from 3.8
to 4 per cent. As a result of these revisions and the slower growth forecast
in GDP in the Quarterly Report on the Borrowing Requirement, the primary
expenditure and revenue ratios are expected to rise by respectively 0.4
and 0.1 percentage points (to 42.6 and 47.1 per cent of GDP), whereas
the Planning Document predicted that both ratios would decline by 0.3
points.

The outlook for 1999 is thus for an improvement in the public finances
that is smaller than planned and relatively modest in relation to the
commitment to bring the budget into balance in the medium term. The
delayed arrival of the cyclical upturn continues to weigh on the situation.
The decline in the primary surplus and the increase in the size of the
budget in relation to output are attributable not only to the sluggishness
of the economy but also to the persistent difficulties encountered in
controlling primary current spending. According to the forecasts in the
Quarterly Report on the Borrowing Requirement, the ratio of such
expenditure to GDP will remain broadly unchanged for the third
consecutive year, after rising by 0.8 percentage points in 1996. Measures
with transitory effects are likely to reduce net borrowing by around 0.1
percentage points of GDP, compared with 0.6 points in 1998.

Net of settlements of past debts and privatization receipts, the state
sector borrowing requirement amounted to 45.5 trillion lire in the first
four months of 1999, 4.1 trillion less than in the same period of 1998
and in line with the forecast for the entire year given in the Quarterly
Report on the Borrowing Requirement.
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The pension system. - Despite the reforms enacted in the nineties,
pension expenditure rose from 13.8 per cent of GDP in 1990 to 16 per
cent in 1997. Last year's decrease in the ratio to 15.6 per cent was due
to the temporary effect of the change in the procedure for paying INPS
pensions. Although the future growth of expenditure has been greatly
attenuated by the reforms, it is still a cause for concern. According to
INPS projections, the equilibrium contribution rate - the ratio of pension
expenditure to total pensionable earnings - of the private sector employees’
pension fund will rise from 45 per cent in 2000 to 47.8 per cent in 2010
and 48.5 per cent in 2025. The corresponding rate of the artisans’ pension
fund is projected to increase from 21.3 to 28.2 per cent and then to 30
per cent, that of the shopkeepers’ pension fund from 18.5 to 25.4 per
cent and then to 33.9 per cent. Forecasts made by the General Accounting
Office of the Treasury for the pension system as a whole provide similar
indications.

In the absence of corrective measures, these trends imply an increase
in effective contribution rates or greater use of general tax revenue. Both
of these solutions run counter to the need to reduce revenue in relation
to GDP and appear all the more problematic in a context of growing
international economic integration and mobility of tax bases, which
accentuates the distortionary effects produced by high taxation in the
markets for goods and factors of production. Reducing the burden of
tax and social security contributions requires measures that will curb
benefits and not have adverse effects on the budget deficit.

The reforms introduced in the nineties have tightened the link between
contributions and benefits, especially for younger workers, and have
fostered the lengthening of working careers. They have laid the foundation
for developing a pension system made up of two components: a basic,
pay-as-you-go public system and supplementary, funded private schemes.
This structure, adopted in other western countries, makes it possible to
play off the different advantages and risks of pay-as-you-go and funded
systems.

Under the rules established by the recent reforms, the two components
will give workers with long careers relatively high pensions, with an
overall contribution rate on the order of 40 per cent. Assuming that
contributions to supplementary pension funds are equal to those currently
established for severance pay (possibly topped up with additional
tax-exempt contributions) and that funds earn a real net rate of return
of 3 per cent, for average working careers and a retirement age of 65
the ratio of total pension benefit to final earnings would be on the order
of 100 per cent, a high figure by international standards. This shows
there is considerable scope for reducing benefits.



In order to curb the equilibrium contribution rates of the pay-as-you-go
schemes in the medium and long term while still ensuring future retirees
an adequate standard of living, it will be necessary to develop
supplementary pension provision along the lines laid down by the recent
reforms and simultaneously raise the age at which workers actually retire.
This is estimated to have been around 60 for men and 57 for women
in 1995. The 1995 reform will alow workers to retire between ages 57
and 65, with substantial differencesin benefits according to the age chosen.
It would be appropriate to raise the range of ages at which individuals
can choose to retire to a level that takes into account the future age
structure of the population; the incentive to delay retirement within that
age range could also be increased. According to recent Istat projections,
in 2010, when the population aged 65 or over will be equal to 34 per
cent of that aged between 20 and 64, the population aged 57 or over
will be equal to 61 per cent of that aged between 20 and 56. Raising
the retirement age would require substantial changes in the labour market,
particularly as regards vocationa retraining, flexibility in working hours
and labour costs. Broadening the employment base would attenuate the
impact of population ageing on the budget as a whole.

Budgetary policy in the medium term

The Economic and Financial Planning Document for 1999-2001 set
a path for the gradual reduction of general government net borrowing
consistent with the undertaking to achieve a budgetary position close
to balance or in surplus entered into with the Stability and Growth Pact.
Net borrowing was to fall to 2 per cent of GDP in 1999, 1.5 per cent
in 2000 and 1 per cent in 2001. The primary surplus was to remain at
the level forecast for 1998 (5.5 per cent of GDP). The public debt was
planned to fall from 118.2 per cent of GDP in 1998 to 107 per cent
in 2001.

It is to be hoped that the Planning Document for 2000-2002, now
being prepared, will follow the same guidelines, notwithstanding the
intervening changes in the macroeconomic framework. In particular, the
stability of the primary surplus should be pursued, with the savings on
interest payments going entirely to reduce the deficit.

Achieving a budgetary position close to balance or in surplus in
the medium term will give the Italian public finances fresh scope for
counter-cyclical action, especialy through the working of automatic
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stabilizers, without running excessive deficits. It will also lessen the risk
of increases in interest rates or other adverse shocks making it necessary
to adopt policies that would aggravate these shocks' effects on economic
activity.

Deficit reduction should be accompanied by resolute curbs on primary
current expenditure so that the fiscal burden can be gradually eased and
the recovery in public investment strengthened. The current high ratio
of tax and social security contributions to GDP is the source of significant
distortions in the allocation of resources that threaten to compromise the
Italian economy’s growth and competitiveness.

Sability and convergence programmes. - Between June 1998 and
February 1999 the euro area countries presented their stability programmes
and the other EU countries their convergence programmes. These
programmes, many of which extend to 2002, represent the starting-point
for the multilateral surveillance mechanism provided for in the EU Treaty
and defined in the Stability and Growth Pact. They include the main
objectives for the public finances and the underlying macroeconomic
assumptions.

The programmes confirm governments’ commitment to deficit
reduction in the coming years. If their objectives are achieved, net
borrowing for the euro area as a whole will decline from 2.3 per cent
of GDP in 1998 (2.1 per cent was the actual outturn, announced after
the programmes had been presented) to 1.8 per cent in 1999 and 1.2
per cent in 2001 (Figure 27). For the other EU countries, which, with
the exception of Greece, now have budget surpluses, the average surplus
will contract from 0.7 per cent of GDP in 1998 (the actual outturn was
0.6 per cent) to 0.4 per cent in 2001. The ratio of general government
debt to GDP will fall by more than 3 percentage points over the three
years in the euro area and by more than 6 points in the other countries.
Carrying out the programmes would bring further convergence of national
fiscal conditions: the standard deviation of the budget balances for the
countries of the euro area would decline from 1.8 to 1.3 per cent of
GDP, while the area’s weighted average budget deficit would decline
from 1 to 0.4 per cent of GDP.

The reduction in deficits is expected to come largely from the decline
in interest payments, reflecting lower average debt-servicing costs and,
to a lesser extent, the contraction in debt. The non-interest component
of deficit reduction is modest and concentrated in the final years of the
planning horizon.



Figure 27

DEBT ANDNET BORROWINGINTHEEUROAREA: RESULTSFOR 1998
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(1) Forthe euro area, Ireland and Italy, the period endsin 2001. In order to calculate the GDP-weighted average for the euro area, the figures
for France and the Netherlands in 2001 were obtained by interpolating and the debt figure for Luxembourg was put equal to the value
recorded in 1998 (6.7 per cent of GDP). The forecast figures for France refer to the “prudential” scenario. Luxembourg, which is not shown
in the figure, recorded a budget surplus equal to 2.1 per cent of GDP in 1998; the objective for 2002 is 1.7 per cent.

The Council has assessed the adequacy of each national programme,
with special reference to the indications of the Stability and Growth Pact,
and found that only Denmark, Ireland, Luxembourg and Sweden have
objectives that are fully consistent with the Pact. For most of the
programmes, the Council expressed a favourable view of the guidelines
but stressed the need to set more ambitious goals both in the time span
considered and subsequently. In some casesit considered the safety margin
for coping with unfavourable shocks to be insufficient. In others, it
suggested that the objectives needed to be formulated taking account
of adverse factors that already exist, such as the high public debt, or
are destined to emerge, such as the ageing of the population.
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MONETARY POLICY AND
THE MONEY AND FINANCIAL MARKETS

On 1 January 1999 the euro was introduced in eleven member states
of the European Union. The Governing Council of the European Central
Bank, composed of the governors of the national central banks and the
six members of the Executive Board, took over responsibility for the single
monetary policy. The primary objective, laid down in the Maastricht
Treaty, is to ensure price stability in the area as a whole.

Monetary conditions continued to be eased in Italy in 1998. Against
a background of sometimes very rapid growth in the money stock, higher
actual and expected inflation than in the other leading countries of the
euro area, and domestic and external tensions, the Bank of Italy lowered
short-term rates gradually, in order to avoid repercussions on the lira and
long-term interest rates during the delicate transition to the euro.

Monetary policy, which constantly strove to modify the behaviour and
expectations that tended to perpetuate inflation, made a decisive
contribution to ensuring Italy’s switch to the single currency.

Despite the major changes in monetary control that accompanied the
introduction of the euro, the single money market has rapidly attained a
satisfactory degree of efficiency. Italian participants have adjusted to the
new environment very smoothly and rapidly.

Developmentsin 1998

In 1998 the Bank of Italy completed the convergence of short-term
lira interest rates towards the level prevailing in the other leading countries
of the euro area. The official discount rate was lowered by a total of 2.5
percentage points in four stages (Figure 28). The first reduction of 0.5
points on 21 April brought the rate to 5 per cent, where it was held for
the next six months.

The gradualness with which monetary conditions were eased during
the year was intended to consolidate market expectations and behaviour
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consistent with price stability. During the critical period leading up to the
introduction of the euro, monetary policy sought to maintain the stability

of the lira amidst numerous factors of uncertainty. Expected and actual
inflation remained above the average for the euro area. The M2 money
supply expanded very rapidly until June, reflecting an acceleration in the
reallocation of households' portfolios. The instability that had affected the
international financial markets since the end of 1997 worsened with the
outbreak of the crisis in Russia, leading to a widening of the differential
between long-term rates in lire and marks. In August, the spot and forward
exchange rate of the lira came under downward pressure, which was
promptly countered. October saw the rise of political tension culminating
in the resignation of the Government. As the launch of the single currency
approached, the careful timing of the move towards easier monetary
conditions sheltered the lira from domestic and external turbulence and
prevented a divergence of 1999 expected interest rates from those in
the other currencies due to be replaced by the euro, thus avoiding
repercussions on economic activity.

Figure 28
OFFICIAL INTEREST RATESAND MONEY
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The discount rate was lowered again on 26 October, to 4 per cent.
The subsequent reduction of 0.5 points on 3 December was the first to
be coordinated with the other members of the Eurosystem. The final
reduction, again by 0.5 points, on 23 December brought the discount rate
to 3 per cent, the level at which the first refinancing operations in euros
were carried out in January.

In 1998 the 3-month lirainterbank rate came down by 2.7 percentage
points to 3.2 per cent. The differential with the corresponding German
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rate narrowed from 2.6 points at the end of January to 1.6 pointsin August
to nil a the end of November, when 3-month rates converged in al the
countries of the area. Expected 3-month mark rates in 1999 decreased by
about 1.5 percentage points over the year.

The decline in nominal short-term lira rates was accompanied by that
in real rates. The moving average of the 3-month interbank rate adjusted
for actual inflation over the previous twelve months decreased from 4.5
to 2 per cent; in February 1999 it was about 0.7 percentage points lower
than the corresponding average for the four main countries of the euro
area, reflecting higher consumer price inflation in Italy.

Thefall in money market rates spread to long-term rates, partly owing
to the deterioration in the outlook for growth, the massive outflows of
capital from the countries gripped by the financial crisis and, more
generally, the reallocation of portfolios towards less risky investments.
Lira yields also benefited from the decline in inflation, the improvement
in the public finances and Italy’s participation in monetary union. During
the year, the yield on 10-year Treasury bonds fell by 1.6 percentage points
to 4 per cent. The differential with the corresponding German securities
narrowed from 0.4 points in December 1997 to 0.1 points in December
1998. As in the other countries of the area, the turbulence that buffeted
international financial markets in the summer caused a slight, temporary
widening. Since the beginning of this year, the differential has held steady
at about 0.25 points.

In 1998 monetary base expanded by 8.4 per cent, excluding
compulsory reserves released by the gradual reduction of the Italian
reserve ratio to the level that would take effect in the third stage of
monetary union. The Bank of Italy lowered the ratio to 9 per cent in June,
6 per cent in August and 2.5 per cent in the last maintenance period of
the year, which ended on 31 December.

Currency in circulation increased by 7.5 per cent and bank reserves
by 9.3 per cent, taking account of the extraordinary factors mentioned
above. Monetary base, calculated without adjusting for those factors,
contracted by 56.4 trillion lire, reflecting the sharp fall in compulsory
reserves (63.9 trillion), which was only partially compensated by the
increase of 7.8 trillion in currency in circulation. These changes
corresponded to a reduction of 37 trillion lire in the Bank of Italy’s net
foreign assets, partly the result of not renewing foreign currency repos,
and net liquidity absorption of 26.9 trillion by the Treasury, reflecting the
redemption of government securities owned by the Bank of Italy.

Until June the M2 money supply grew very rapidly (at a seasonally
adjusted annual rate of 13.3 per cent), owing to the rapid increase in its
more liquid components: M1 grew by 18.6 per cent over the same period.



The behaviour of the monetary aggregates was affected by the changes

in the composition of households portfolios and the fall in short-term
interest rates, which lowered the opportunity cost of holding money. The
differential between the average Treasury bill rate and the return on the
components of M2, equal to 4.2 percentage points in 1996, narrowed to
3 points in 1997 and to 2.6 in the first half of 1998. The marked slowdown
in the aggregates in the second half of the year was a reflection of the
gradualness with which monetary conditions were eased and the waning
of portfolio reallocation. For the year as a whole M2 grew by 5.8 per cent
on the basis of 3-month averages (9.7 per cent in 1997), not far above
the target of 5 per cent.

Liquid assets held by the non-state sector contracted by a further 9.5
per cent in 1998 after decreasing by 7.2 per cent the previous year. The
decline of 143.7 trillion lire primarily reflected a reduction of 103.7 trillion
in Treasury bills, which were purchased mainly by foreign investors.
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HOUSEHOLDS AND ENTERPRISES

Against the background of limited growth in disposable income,
households’ propensity to save declined in 1998 despite the moderate pace
of consumption spending; the sector’s financial surplus fell from 6.5 to
4 per cent of GDP. There was a sharp acceleration in the reallocation of
households’ financial portfolios, with increasing use of intermediaries
specialized in asset management. At the end of 1998 the sector’s financial
assets were worth 2.2 times GDP, compared with 2 times GDP a year
earlier.

The fall in interest expense as a result of the decline in rates enabled
firms to achieve further growth in self-financing, despite the slight
decrease in operating profits Although modest, the recovery in capital
spending nevertheless could not be financed from internal sources alone;
the sector’s financial deficit increased from 0.9 to 2.2 per cent of GDP.
The expansion in borrowing was concentrated at short term. Italian firms’
capitalization, measured as the ratio of equity capital to total liabilities,
continued to increase.

The methodology used to construct the financial accounts has been
thoroughly revised according to internationally-agreed standards in order
to increase the comparability of data from the EU countries. The figures
for 1997 and 1998 have been reclassified on the basis of the new
definitions of institutional sectors: non-financial corporate and quasi-
corporate enterprises now include limited and general partnerships, which
were previously classified under the household sector, and sole
proprietorships with more than five employees.

Thefinancial balance and debt of households

The decline in households’ propensity to save was reflected in a
contraction in the sector’s financial surplus from 129.2 to 82.3 trillion lire
(Table 28). This was accompanied by a massive reallocation of
households’ financial portfolios, with a continued shift into longer-term
assets, achieved mainly by replacing direct investments in securities with
managed savings products. The share of foreign assets increased further.



Table 28
FINANCIAL ASSETSAND LIABILITIESOF HOUSEHOLDS (1)

Stocks Flows
Billions of lire foer:]%eo”s‘;%i Billions of lire
Dec. 1997 Dec. 1998 |Dec. 1997 |Dec. 1998 1997 1998
ASSETS
Cash and sight deposits .......... 583,443 | 622,250 14.6 13.7| 32,202| 38,555
Other deposits .................. 504,661 408,962 12.6 9.0| -91,950| -95,628
bank ..., 333,864| 225,697 8.4 5.0 |-104,653|-108,096
postal ............c. ... 170,797 | 183,266 4.3 4.0 12,702 12,468
Short-term securities ............. 203,022 100,340 5.1 2.2| -63,966|-102,574
Medium and long-term securities . . 798,234 | 689,835 20.0 15.2| 44,194/-109,515
government ................... 515,411 | 374,538 12.9 8.3 | -49,923|-140,998
Investment fund units ............ 363,032| 712,868 9.1 15.7 | 143,175| 312,761
Shares and other equities ........ 901,019 | 1,261,767 22.6 27.8 3,081 -9,211
Externalassets ................. 217,019 263,748 5.4 5.8| 33,002 31,439
short-term securities ........... 3227 3,071 0.1 0.1 -125 93
medium and long-term securities 100,056 110,229 25 24| 21,477 16,880
shares and other equities .. .. ... 86,118 117,314 22 2.6 4,019 7,154
invstment fund units ........... 27,618 33,134 0.7 0.7 7,630 3,312
Insurance company provisions
for policy claims (2) ............. 422,483| 475337| 106| 105| 51,951| 52854
Total assets ......... 3,992,914 | 4,535,107 | 100.0| 100.0| 151,689| 118,681
as a ratio to GDP . . . .. 202 220
LIABILITIES
Short-termloans 3) ............. 78,113 80,508 215 20.1 1,889 2,430
bank .......... ... .. 76,376 79,398 21.0 19.8 1,042 3,057
Medium and long-term loans (4) ... 251,251 282,555 69.0 70.6| 17,919/ 31,374
bank . ......... ... 221,660 | 248412 60.9 62.1 14,360 26,789
Other (B) ..ot 34,520 37,118 9.5 9.3 2,691 2,598
Total liabilities . ... ... 363,883 | 400,180, 100.0| 100.0| 22,499 36,402
as a ratioto GDP .. ... 0.18 0.19
Net balance ....... 3,629,031 | 4,134,927 129,189 82,279
Source: Flow-of-funds accounts. See statistical tables a28 and a29.
(1) Includes both consumer households and sole proprietorships. Rounding may cause discrepancies in totals. - (2) Short-term
securities, bonds, shares issued by non-residents and units of foreign investment funds. - (3) Includes finance provided by factoring
companies. - (4) Includes finance provided by leasing companies, consumer credit from financial companies and sundry minor items.
- (5) Insurance companies’ technical provisions.

Households reduced their holdings of medium and long-term
securities by 109.5 trillion lire, compared with net purchases of 44.2
trillion in 1997. Investment in bank bonds remained considerable, partly
reflecting banks supply policies. Net disposals of short-term securities
increased from 64 to 102.6 trillion lire, and the share of these instruments
in households’ total financial assets consequently fell by more than half,
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to 2.2 per cent. Savers altered preferences and the persistence of the
effects of the tax changes introduced in 1997 led to a further fall of 108.1
trillion lire in non-sight bank deposits, which include CDs. This was
considerably larger than net investment in other instruments issued by
banks (sight deposits and bonds).

Including assets held indirectly through investment funds, the overall
composition by maturity of households’ portfolios shifted markedly
towards medium and long-term assets in response to the fall in inflation.
The share of short-term instruments fell from 34.4 per cent at the end of
1997 to 28.3 per cent at the end of 1998.

Households also reduced their direct holdings of Italian and foreign
shares out of concern over the repercussions of the Russian crisis as well
as in connection with the massive shift of funds towards intermediaries
specialized in asset management. Net disposals amounted to 2.1 trillion
lire, compared with net purchases of 7.1 trillion in 1997; those of Italian
shares were especially large, amounting to 9.2 trillion lire.

Italian households concentrated their financial investment in
investment fund units. Net purchases came to 312.8 trillion lire, more than
double the already substantial figure for 1997 and more than five times
that for 1996; the amount is equal to nearly four times the sector’s entire
financial surplus. The rate of growth eased in the second half of the year
with the intensification of the international financial crisis. Households’
holdings of investment fund units nearly doubled in value, rising from 9.8
to 16.6 per cent of their financial assets.

There was further large investment in retirement savings products:
pension funds and insurance companies’ technical provisions, which are
largely set aside to meet life policy obligations, recorded a surplus of 52.9
trillion lire in 1998, compared with 52 trillion in 1997.

Direct investment in foreign financial assets remained considerable,
at 31.4 trillion lire (33 trillion in 1997). Holdings of foreign assets,
consisting mainly of shares and medium and long-term bonds, increased
as a proportion of households’ portfolios from 5.4 to 5.8 per cent. If shares
held via investment funds are included, the proportion of foreign assets
rose from 7.9 to 10.9 per cent.

The increase in households’ liabilities was appreciably larger than in
1997, rising from 22.5 to 36.4 trillion lire. Bank borrowings recorded
especially rapid growth, nearly doubling to 29.8 trillion. An increase in
purchases of consumer durables and the recovery in residential investment,
which was stimulated by the fall in interest rates and the introduction of
tax incentives for building renovations, led to a marked increase in medium
and long-term bank borrowings, from 14.4 to 26.8 trillion lire.



Nevertheless, the level of Italian households bank debt is still low by
comparison with that in the other leading industrial countries.

Thefinancing of enterprises and their liquidity

In 1998 the operating margin of non-financial corporate and
guasi-corporate enterprises, measured as the ratio of gross operating profit
to value added, contracted by half a percentage point to 34.6 per cent.
The fall in financial costs associated with lower interest rates led to an
increase in self-financing; however, owing to the increase in capital
spending, the proportion of investment financed from internal sources
declined (Figure 29).

Figure 29
THE BORROWING REQUIREMENT OF FIRMS (1)
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Sources: Estimates based on Istat and Bank of Italy data. The figures for 1998 are provisional.
(1) Non-financial corporate enterprises.

Firms increased their flow of financial liabilities from 47.9 to 65.7
trillion lire, partly owing to the fall in the cost of borrowing, and reduced
their purchases of financial assets from 29.4 to 21.1 trillion; the sector’s
financial deficit increased from 18.4 to 44.7 trillion lire (Table 29).

Despite the favourable trend of share prices, equity issues by Italian
firms decreased from 23.2 to 19.8 trillion lire. Domestic placements fell
sharply, from 14.1 to 2.6 trillion, while issues abroad nearly doubled, from
9.1 to 17.2 trillion.
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FINANCIAL ASSETSAND LIABILITIES OF ENTERPRISES (1)

Table 29

Stocks Flows
Billions of lire Percentage composition Billions of lire
Dec. 1997 Dec. 1998 | Dec. 1997 | Dec. 1998 | 1997 1998
ASSETS
Cash and sight deposits . ....... 132,606 138,300 17.3 16.3 6,205 5,003
bank . ... 126,597 138,300 16.5 16.3 7,026 | 11,761
Other deposits ................ 26,552 19,373 3.5 23| 6870 -7,172
bank . ... 24,887 17,668 3.3 21 6814 | -7213
Short-term securities ........... 2,042 1,237 0.3 0.1| -1,325 -698
Medium and long-term securities 41,375 40,852 5.4 48| -9,202| -1,638
government ................. 31,175 27,172 4.1 3.2|-10,507| -4,128
Shares and other equities ...... 263,427 286,686 34.4 33.9 827 | -3,214
Other (2) ........ccovvviinnn, 44,970 55,550 5.9 66| 7,926| 11,876
Externalassets ............... 254,040 304,934 33.2 36.0| 18,139 | 16,919
trade credit receivable . . . . . . .. 84,884 83,616 11.1 9.9| 4385| -1,268
bonds ...................... 24,010 25,894 3.1 3.1 577 3,258
shares and other equities . . . .. 130,939 174,239 17.1 20.6| 10,135 6,836
Total assets 765,012 846,932 100.0( 100.0| 29,441 | 21,076
as a percentage of value added 1.25 1.38

LIABILITIES
Domestic liabilities ........... 1,977,802 | 2,157,759 86.8 85.1| 29,971 | 50,326
Short-termloans 3) ........... 429,823 454,759 18.9 17.9| 19,308 | 25,493
bank ......... ... .. ... 402,007 | 419,762 17.6 16.6| 16,513 | 18312
Medium and long-term loans (4) . 401,148 413,146 17.6 16.3|-10,652 | 12,107
bank ......... ... ... ... 307,599 | 316,770 13.5 12.5|-16,425 9,280
Bonds ............. .. ... 30,699 32,780 1.3 1.3 -896 2,081
Shares and other equities ...... 997,417 | 1,130,306 43.8 446| 14,100 2,593
Other(B) .......cvvvvvveninnn. 118,716 126,768 5.2 5.0 8,111 8,052
External liabilities ............ 300,396 377,634 13.2 14.9| 17,906 | 15,423
trade credit payable . . ........ 47,951 43,794 2.1 1.7| 5301 | -4,157
debt foreign loans ........... 81,741 83,032 3.6 3.3 3,628 2,356
shares and other equities . . . .. 170,704 250,808 7.5 9.9 9,077 | 17,224
Total liabilities ... | 2,278,198 | 2,535,393 100.0| 100.0| 47,877 | 65,749

as a percentage of value added 3.73 4.13

Net balance .. |-1,513,186|-1,688,461 -18,436 | -44,673

Source: Flow-of-funds accounts. See statistical tables a28 and a29.
(1) Non-financial corporate and quasi-corporate enterprises. Rounding may cause discrepancies in totals. - (2) Includes insurance
companies’ technical provisions and sundry minor items. - (3) Includes finance provided by factoring companies and repo transactions.
- (4) Includes finance provided by leasing companies. - (5) Insurance companies’ technical provisions including severance pay and

pension funds.




The small volume of share issues was accompanied by further change
in the ownership structure of Italian firms, a process that began with
privatizations and has been sustained by revisions in the rules governing
companies listed on regulated markets. The concentration of ownership
of listed companies continued to decline in 1998.

Firms' domestic and foreign debt rose by 42 trillion lire in 1998,
compared with 11.3 trillion the previous year. Medium and long-term
borrowing, which had decreased by 12.5 trillion lire in 1997, increased
by 13.1 trillion. Short-term borrowing continued to expand, rising by 28.9
trillion lire, compared with 23.8 trillion in 1997. By comparison, net bond
issues totaled only 2.1 trillion lire, confirming the reluctance of Italian
firms to make use of debt securities.

Bank credit continues to be the dominant source of debt financing,
especially at short term: the share of short-term loans was equal to 56.6
per cent of the total, compared with 56.4 per cent in 1997.

Borrowing from non-residents decreased by 1.8 trillion lire in 1998,
compared with an increase of 8.8 trillion in 1997. New short-term
borrowing was accompanied by net repayments of longer-term debt,
reflecting the limited capacity of Italian companies to place financial
instruments in regulated markets abroad.

Corporate leverage, measured as the ratio of financial debt to equity
capital, declined from 80.8 to 71.2 per cent. The size of the decrease is
primarily attributable to the rise in share prices as well as new share issues.

The contraction in firms’ investment in financial assets stemmed
mainly from the decline in other bank deposits, which include CDs (net
disposals of 7.2 trillion lire, compared with net purchases of 6.8 trillion
in 1997). Like households, firms also made substantial net disposals of
Italian shares (3.2 trillion lire, compared with net purchases of 800 billion
in 1997). By contrast, their investment in shares issued by non-residents
remained strong and their overall net purchases of foreign assets were
again large, totaling 16.9 trillion lire, compared with 18.1 trillion in 1997.
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BANKSAND OTHER CREDIT INTERMEDIARIES

The completion of the Italian economy’s convergence created a
favourable environment for the growth of credit. The decline in interest
rates, larger than the average for the euro area, fueled an expansion in
lending and a large increase in income from professional asset management
services and securities trading. Thanks to the growth in revenues and the
improvement in loan quality, Italian banks were more profitable than in
the previous five years.

Table 30
MAIN ITEMSIN BANKS BALANCE SHEETS (1)
(percentage changes on year-earlier period; billions of lire; end-of-period data)

1998
1996 | 1997 March | June | Sept. | Deo. '\1'3331 Dec?e?:]abr;crisggg
Assets
Securities ........ 8.9|-10.5|-10.3| -2.5| 09| 1.1| -0.4 347,123
government securities (2) ........ 10.8 |-11.3|-13.0| -6.3| -2.9| -2.8| -2.5 288,088
Loans (2) B) ... 24| 54| 63| 51 57| 6.0| 6.2| 1,230,406
short-term (4) ................. ... 09| 55| 59| 49| 60| 57| 54 623,879
medium and long-term (3) ....... 40| 53| 66| 53| 53| 64 7.0 606,527
Repos . ... 64.7 |-27.8| 10.3| 6.8| 24.3| 41.7| 16.9 14,788
Baddebts ................ ... ... 11.7| -25| 3.8| 55| 72| 22 1.1 122,629
Estimated realizable value of bad debts| 2.6| -4.5| -5.5| -4.8| -0.1| -1.0| 0.5 70,192
External assets (2) (4) .............. 31.0| 26| 11.0| 84| 84| 76| .... 372,095
Liabilities
Domestic funding (5) ............... 69| 3.0 17| 22| 1.1 1.8 1.9| 1,373,892
deposits (average data) 6) ...... 29| -7.7| -6.5| -4.0| -5.1| -1.2| 04 829,231
currentaccounts ............. 6.0| 92| 123| 17.0| 11.5| 13.1| 13.0 567,182
short-term CDs . ............. 122| 274| 129| 1.1| -7.9|-13.4|-18.0 74,980
medium and long-term CDs . ... | -1.6|-49.0 |-52.3 |-55.2 |-52.2|-45.3 |-42.2 75,754
bonds .................. ... 30.2| 34.8| 29.9| 26.6| 20.0| 154 | 11.4 436,072
repPoS . ... -5.5| 10.6| -6.4|-15.8| -8.2|-18.0|-17.0 108,589
External liabilities (2) (4) ............ 89| 53| 142| 141 | 121| 79| .... 444576
(1) The figures for March 1999 are provisional. The adjustments described in notes 2 and 3 relate only to the percentage changes.
- (2) The foreign currency component is net of exchange rate adjustments.- (3) Net of the effects of the operations concluded
in January 1997 between Banco di Napoli and the non-bank collection company SGA. - (4) Source: UIC. - (5) For deposits, monthly
averages of daily data; for bonds and repos, end-of-period data. — (6) In lire and the other currencies replaced by the euro; the
data are partly estimated.




Bank lending grew by 6 per cent (Table 30), which was higher than
the rate of increase in nominal GDP and in line with the result for the euro
area. Loans helped to finance the recovery of corporate investment and
a substantial volume went to households for purchases of homes and
durable consumer goods. Lending grew much more rapidly in the North,
but it also picked up in the South, especially to the industrial and services
sectors. The difference between the cost of short-term bank credit in the
two areas was unchanged at around two percentage points; for medium
and long-term loans it is now less than one point.

Banks maintained easy lending policies during the summer, when the
strains in the international financial markets kindled fears of a contraction
in the availability of credit even in the industrial countries. Overdraft
facilities grew faster than the amounts drawn and the spreads between
lending rates and market interest rates steadily narrowed. Loans increased
as a proportion of total earning assets (Figure 30).

The risk on loan portfolios diminished for all the main customer
segments. Loans newly marked down as bad debts decreased from the
previous year and the ratio of bad debts to total loans fell from 9.4 to 9.1
per cent.

Domestic fund-raising increased by 1.8 per cent and the bulk was
divided between the most liquid instruments and those with the longest
maturities. The rapid increase in current account deposits reflected both
thefall in their opportunity cost and the desire of househol dsto compensate
for the reduction in liquidity connected with the growth in their holdings
of asset management products. The increase in net bond issues benefited
from a smaller fall in medium and long-term interest rates than in yields
on short-term bank liabilities.

Banks' portfolio management accounts expanded by 24 per cent in
value; at the same time, there was an increase of 82.1 per cent in the value
of securities deposited for custody with banks by investment funds, whose
units continued to be sold largely through bank branches. With the average
commissions charged by banks for asset management services remaining
stable, the growth in assets under management by investment funds and
in individual portfolio management accounts produced a considerable rise
in banks’ income from services.

Gross income grew by 11.1 per cent despite the further contraction
in net interest income. The substantial gains banks realized on securities
trading reflected temporary conditions tied to the rapid fall in market
interest rates. Operating costs rose by 1.3 per cent. Although the number
of staff diminished by 1.7 per cent, staff costs rose by 1.5 per cent as a
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result of theincrease of 2.2 per cent in costs per employee and the additional
charges for early severance incentives. Value adjustments to assets
decreased by 27.4 per cent; the return on equity rose from 1 per cent in
1997 to 7.4 per cent.

Figure 30

INTEREST RATESAND INTEREST RATE DIFFERENTIALS (1)
(quarterly data; percentages and percentage points)
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(1) From January 1999 the discount rate has been replaced by the average rate of return on overnight deposits with the Eurosystem. The
rate of return on Treasury bonds refers to bonds with a residual maturity of at least one year traded on the stock exchange.
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Lending

Net of exchange rate adjustments, bank lending to resident customers
increased by 6 per cent last year, compared with 5.4 per cent in 1997, and
rose from 56.2 to 57 per cent of GDP (Figure 31). At the end of 1998,
96.5 per cent of all loans were denominated in lire or other euro area
currencies (euro loans).

Figure 31
BANKING INDICATORS
(percentages based on average annual data)
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(1) Current and savings account deposits, CDs, bonds issued by banks and securities owned by the non-state sector held for safekeeping
as a ratio to the domestic financial assets of the non-state sector excluding shares. The securities held for safekeeping are those owned
by non-bank customers; they do not include shares, bonds issued by banks, foreign bonds or CDs. - (2) From 1996 onwards, broken line,
net of managed savings. - (3) Obtained by applying the GDP deflator to average twelve-month outstanding balances.

Medium and long-term lending expanded steadily and grew by 6.4
per cent (5.3 per cent in 1997); on the other hand, short-term lending
increased by 5.7 per cent (5.5 per cent in 1997) but showed wide
fluctuations over the year, owing in part to prime customers cash
management transactions.
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In the first quarter of 1999 the expansion in bank lending continued
at much the same pace: 6.2 per cent on a twelve-month basis for total
lending and 5.4 per cent for the short-term component.

Total lending to firms increased by 5.6 per cent in 1998. The growth
inlending to theindustrial sector fell from 7.3t0 6.2 per cent, mainly owing
to the slowdown that occurred in the fourth quarter in conjunction with
the sharp downturn in production. Lending to the services sector
accelerated, while that to the construction industry remained unchanged
after declining sharply in the three previous years.

There was a pronounced rise in lending to consumer households,
especialy for longer maturities; the total grew by 12.6 per cent and the
medium and long-term component by 14.3 per cent. Boosted by the decline
in long-term interest rates, disbursements of loans to finance house
purchases amounted to 30.1 trillion lire, an increase of 49.2 per cent on
1997.

The fall in bank lending rates was sharper than in the other euro area
countries and larger than that in money market yields. The average rate
on short-term lira loans and the average minimum rate on loans to firms
fell by 2.3 percentage points to 6.7 and 3.8 per cent respectively; the
average yield on Treasury hills fell by 2 percentage points. The rates on
medium and long-term loans fell even more: by 3.2 percentage points to
6.2 per cent for disbursements of mortgage loans to consumer households
and by 2.4 percentage points to 4.5 per cent for new corporate loans. The
average real rate on short-term loans, obtained using theindex for producer
prices, fell to 5.8 per cent in the last quarter of 1998, a decline of 1.3
percentage points on the year-earlier period.

Bank lending rates continued to comedown in thefirst quarter of 1999:
the average short-term rate fell by 0.9 percentage points to 5.9 per cent
and the minimum rate by 0.6 pointsto 3.2 per cent. Medium and long-term
rates also eased a little, despite the small rise in market yields for longer
maturities.

The growth in bad debts slowed from 7.1 per cent in 1997 to 2.2 per
cent. At the end of the year they amounted to 122.6 trillion lire and were
equal to 9.1 per cent of total loans, down from 9.4 per cent in 1997. The
ratio of bad debts to total loans decreased in every branch of economic
activity except for the construction industry and sole proprietorships.

The proportion of bad debts covered by specific loan loss provisions
rose from 40.9 to 42.8 per cent. The ratio of the estimated realizable value
of bad debts to total loans dropped from 6.1 to 5.7 per cent.

The funds provided by consumer credit, factoring and leasing
companies increased by 13.7 per cent, as against 17.4 per cent in 1997.



Consumer credit continued to benefit from the demand generated by
purchases of motor vehicles and grew by 12.5 per cent, as against 20 per
centin 1997 (Table 31). Finance companies consumer credit business grew
by 21.9 per cent overall and by 27.9 per cent in the South; banks lagged
far behind and recorded growth of 4.3 per cent.

Table 31
CONSUMER CREDIT, FACTORING AND LEASING (1)
(end-of-period data; billions of lire and changes on previous year)
Outstanding Percentage changes
1998 (2) 1096 1997 1098
Consumer credit

Totalcredit ............ 52,670 1.9 20.0 125

of which: credit cards .. 4,212 cee 27.8 18.7

Finance companies . .. 26,218 17.0 35.6 21.9

of which: credit cards 3,412 e 30.4 18.1

Banks............... 26,452 8.0 8.6 4.3

of which: credit cards 800 ce 16.1 21.6

Factoring

Totalcredit ............ 46,474 e e 7.9

Finance companies . .. 43,209 -3.0 21.1 7.7

of which: pro soluto . . 15,668 -1.5 13.2 8.0

Banks............... 3,265 ce e 10.9

Leasing

Totalcredit ............ 59,578 9.5 6.3 171

Finance companies . .. 50,991 11.2 6.6 15.3

Banks............... 8,587 -1.7 4.3 29.0
(1) Based on supervisory returns — (2) Provisional.

The growth in factoring activity slowed down in 1998. Claims
acquired by finance companies rose by 7.7 per cent, as against 21.1 per
cent in 1997; those without recourse increased by 8 per cent. The growth
in advances was faster and amounted to 10.4 per cent.

The growth in leasing finance, about three quarters of which involves
capital goods and buildings, picked up from 6.3 to 17.1 per cent.

The decline in interest rates for consumer credit, factoring and leasing
transactions was similar to that in bank lending rates.
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Domestic deposits and borrowed funds

Banks domestic funds grew by 1.8 per cent, after rising by 3 per cent
in 1997. For the second successive year the rate of increase was much lower
than that in lending.

The growth in current account deposits accelerated again in 1998, from
9.2 to 13.1 per cent, and their share of total resources rose from 37.2 to
41.3 per cent, after reaching a low of 33.1 per cent in August 1996. The
acceleration was fueled by the decline in the opportunity costs of such
deposits and investors’ desire to limit the loss of liquidity resulting from
the increase in the proportion of their portfolios consisting of managed
savings products, especially shares of mutual funds.

Bank bonds in issue increased by 15.4 per cent, as against 34.8 per
cent in 1997; medium and long-term CDs declined by 45.3 per cent. With
interest rates falling, customers preferred instruments with longer
maturities in order to limit the decline in yields on their portfolios; this
enabled banks to offset the effect of the large increase in current accounts
and reduce the gap between the durations of their assets and liabilities.

The after-tax differential between the average yield on Treasury bills
and the interest rate on current account deposits narrowed from 2 to 1.4
percentage points (Figure 30). The real interest rate on current account
deposits, which had been positive since mid-1996, turned negative in
August. The average yield at issue for fixed-rate bonds was in line with
that for three-year BTPs.

Banks securities portfolios and net external position

The securities portfolios of banks grew by 3.7 trillion lire in 1998,
but declined from 22.8 to 22 per cent of the aggregateincluding loans. Their
holdings of government securities fell by 8.4 trillion lire and from 86.3
to 83 per cent of their investments in securities; their equity investments
grew by 18.9 trillion lire, as against 5 trillion in 1997.

In 1998 banks external liabilities rose by 23.8 trillion lire to reach
444.6 trillion; their net indebtedness increased from 71.5 to 72.5 trillion.
The balance was virtually unchanged because the deterioration in the net
external position in lire and other euro area currencies, from 6.1 trillion
of net assets to 0.2 trillion of net liabilities, was largely offset by the fall
in net indebtedness in other currencies from 77.6 to 72.3 trillion.



Asset management services

The face value of the securities deposited with banks for safekeeping
rose by 19.3 per cent to 2,554.6 trillion lire. Households and firms made
greater recourse to ingtitutional investors, especialy when acquiring
government securities; the resulting contraction of 25.3 per cent in their
deposits of such securities was entirely responsible for the decrease of 11.9
per cent in their total deposits.

The securities deposited for custody by Italian securities investment
firms and mutual fund management companies increased by 82.1 per cent,
while those deriving from portfolios managed directly by banks grew by
24 per cent. Adjusting for the shares of mutual funds in these portfolios,
the total value of securities deposited for custody grew by 44.1 per cent.

Profit and loss accounts

Banks reported improved results for 1998, after almost five years of
negligible profits (Table 32).

Net interest income fell by 1 trillion lire, or 1.6 per cent, to 2.12 per
cent of total assets. The decrease was primarily due to the narrowing of
the spread between lending and deposit rates, which was only partialy
offset by the increase in lending. (Table a20).

The rise in securities prices resulted in trading profits expanding to
9.1 trillionlire, anincrease of 1.3 trillion on the aready high level recorded
in 1997. The growth in asset management business led to income from
services expanding by 6.5 trillionto 17.6 trillion. Total non-interest income
rose by 10.9 trillion, or 37.5 per cent.

Gross income increased by 11.1 per cent to 99.1 trillion lire, or 3.56
per cent of total assets.

Staff costs rose by 1.5 per cent, total operating costs by 1.3 per cent.

Cost-cutting measures were aimed primarily at reducing staff
numbers. At the end of 1998 banks had 312,950 employees, down by 1.8
per cent on 1997 and by 6.7 per cent on the peak recorded in 1993. The
contraction was achieved largely by banks offering substantial incentives
for workers close to retirement age to depart early. The related cost was
730 billion lirein 1998, up from 610 billion in the previous year. Excluding
these extraordinary expenses and adjusting for the changes in the tax
regime, the average cost per employee rose by 2.2 per cent.
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PROFIT AND LOSSACCOUNTSOF BANKS (1)

Table 32

1995 1996 1997 1998 1995 1996 1997 1998
As a percentage of total assets Percentage changes
Net interestincome (@) ................ 2.69 2.54 2.26 2.12 7.9 -1.2 -5.4 -1.6
Non-interestincome (b) ............... 0.86 1.04 1.09 1.43 -1.2 26.9 1.5 37.5
of which: securities and foreign
exchange trading .......... 0.25 0.38 0.29 0.33 -0.7 56.2 -17.9 16.3
SeIVIiCeS ................... 0.27 0.30 0.42 0.63 -6.5 16.2 46.3 58.6
other financial operations . . .. 0.13 0.14 0.16 0.24 8.1 8.3 21.6 58.1
Gross income (c=a+b) ................ 3.56 3.58 3.36 3.56 5.5 5.6 -0.5 14
Operating expenses (d) (2) ............ 2.42 2.39 2.31 2.16 4.8 4.5 2.4 1.3
of which: staffcosts (2) (3)............ 1.54 1.54 1.44 1.32 3.0 5.9 -0.5 1.5
Netincome (e=c-d) (2) ................ 1.14 1.19 1.05 1.40 741 7.8 -6.3 30.7
Value adjustments, readjustments and
allocations to provisions (f) .......... 0.78 0.69 0.72 0.50 -1.1 0.5 10.9 -27.4
of which: loanlosses................. 0.68 0.49 0.59 0.47 37.2 -18.1 29.2 -17.0
Profit before tax (g=e-f) (2) ........... 0.36 0.50 0.33 0.90 30.9 19.8 -30.1 133.2
Tax(h) ... 0.33 0.32 0.29 0.44 48.0 -0.4 -4.7 61.7
Netprofit(g-h) ....................... 0.03 0.18 0.04 0.47 -47.1 86.0 =74.7 | 1.042.5
Dividends ................. ... ool 0.14 0.16 0.16 0.27 22.0 19.5 9.9 72.5
Other data
Profit before tax Net profit
Profit as a percentage of capital and
reserves (ROE) (4) .................. 5.4 7.8 5.4 14.1 0.8 3.2 1.0 7.4
Amounts Percentage changes
Total assets
(billions of lire) ..................... 2,410,102 | 2,538,141 | 2,685,298 | 2,819,345 1.9 5.3 5.8 5.0
Total number of employees ............. 337.893| 331.136| 322.583| 317.280 -0.3 -2.0 -2.6 -1.6
of which: bankstaff ................. 333,403 | 326,802 | 318,802 | 312,950 -0.1 -2.0 -2.4 -1.8
annual averages (5) ........ 333,918 | 330,850 | 322,293 | 316,753 0.1 -0.9 -2.6 -1.7
Total assets per employee
(millions of lire)
atcurrentprices .................... 7,133 7,665 8,324 8,886 2.2 7.5 8.6 6.7
at constant prices (6) ................ 7,133 7,370 7,846 8,213 -2.8 3.3 6.5 4.7
Bank staff costs per employee (2)
(millions of lire)
at current prices (7) ................. 111.4 118.3 118.4 114.2 2.9 6.2 0.0 2.2
at constant prices 6) (7) ............. 111.4 113.8 111.6 105.6 -2.2 2.2 -2.0 0.2
(1) Rounding may cause discrepancies in totals. The data for 1998 are provisional. - (2) The figures for 1998 are only partially comparable with those for 1997 following the suppression
of direct contributions to the National Health Service. The percentage changes for 1998 have been adjusted by deducting 6.6 million per employee from the staff costs for 1997. - (3)
Comprises wages and salaries, costs in respect of severance pay, social security contributions and sundry bonuses paid to bank staff; the figures for 1997 and 1998 also include the
extraordinary costs incurred in connection with early retirement incentive schemes. The number of bank staff is obtained by deducting tax collection staff and staff seconded to other
bodies from the total number of employees and adding employees of other bodies on secondment to the banks in the monthly sample. - (4) Profit includes the net income of foreign
branches and the change in the provision for general banking risks. - (5) Centred averages of 3-month data. - (6) Deflated using the consumer price index (1995=100). - (7) Excludes
the extraordinary costs incurred in connection with early retirement incentive schemes.
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Net income increased by 30.7 per cent to 39 trillion lire. The income
allocated to make good actual losses or set aside to cover those expected
fell from 19.1to 13.8trillion, theamount in respect of |oan |osses decreased
by 2.7 trillion.

Net profit rose to 13 trillion lire; when that earned by banks foreign
branches is included, the return on equity was 7.4 per cent.

Italian banks' international activity

In terms of total assets, Italian banks accounted for 10.8 per cent of
the banking system of the euro areain 1998; German banks accounted for
37.2 per cent, French banks for 23 per cent and Spanish banks for 6.6 per
cent. Theratio of bank assets to GDP was 145 per cent in Italy, as against
189 per cent in Spain, 252 per cent in France, 274 per cent in Germany
and 245 per cent in the euro area as a whole.

Three factors of roughly equal importance largely explain Italy’s low
GDP ratio: compared with the euro area average, in relation to GDP loans
to clients are 30 percentage points lower, loans to monetary financial
institutions 35 points lower and securities and claims on non-residents 33
per cent lower.

At the end of 1998 Italian banks had 100 branches abroad, 8 fewer
than in 1993. In the last five years, 7 branches were closed in the United
States and a total of 6 in France, Germany and Spain.

In 1998 there were 59 branches of foreign banks operating in Italy
and their share of total assets was about 5 per cent, in line with the
equivalent figure for France (5.2 per cent in 1996) and higher than that
for Germany (2.8 per cent in 1997). Foreign branches’ market shares were
larger in Spain and especially the United Kingdom (6.4 and 45.5 per cent
respectively in 1997).

Foreign financial institutions have recently acquired significant equity
interests in Italian banks. At the end of 1998 they owned more than 10
per cent of the share capital in each of the top five banking groups, which
together account for 45 per cent of the total assets of the banking system
in Italy.

The banks in the leading euro area countries are much less profitable
than their Anglo-Saxon counterparts. In 1997 net profits were 5.3 per cent
of capital in Germany and France, 8.5 per cent in Spain, 14.3 per cent in
the United States and 18.3 per cent in the United Kingdom.
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INSTITUTIONAL INVESTORS

In 1998 net fund-raising by institutional investors as a group -
investment funds, portfolio management services, insurance companies
and pension funds - totaled 378.6 trillion lire, up 88.6 per cent on the
previous year's outstanding result of 200.7 trillion (Table 33). Institutional
investors’ net assets grew by 45.2 per cent, from 981 to 1,424.7 trillion
lire; as a proportion of households’ gross financial assets they rose from
24.5 to 31.3 per cent (Table 34).

Table 33
INSTITUTIONAL INVESTORS: NET FUND-RAISING
(billions of lire)
Net flows End-of-period stocks
Percentage Percentage
1997 1998 composition 1997 1998 composition
1997 1998 1997 1998

Investment funds (1) ........ 140,417|308,571| 51.8| 60.6| 368,432| 720,832| 33.8| 43.4

Portfolio management services | 85,439/145,545| 31.5| 28.6| 375,465| 542,205| 34.5| 32.6
Insurance companies (2) (3) .. | 40,285| 44,310| 14.8| 8.7 240,284| 284,594| 22.1| 17.1

Pension funds (2) 8) ........ 5,181| 10,763 1.9| 2.1| 104,089| 114,851 9.6/ 6.9
Total ... |271,322|509,189| 100.0| 100.0(1,088,270 (1,662,482| 100.0| 100.0
Consolidated Total (4) ... |200,726/378,602 981,032 (1,424,658

(1) Net fund-raising. The figures differ from those in Table 36 because here the dividends distributed each year are subtracted. -
(2) Change in technical reserves. - (3) The figure for 1998 is estimated. - (4) Net of flows within the sector.

Growth was sharpest for investment funds, whose share in
households’ financial assets rose from 9.2 to 15.9 per cent; the insurance
sector accounted for a smaller contribution, its share rising from 5 to 5.2
per cent. The share of portfolio management services remained unchanged
at 7.7 per cent, net of holdings of investment fund units, and that of pension
funds declined slightly, to 2.5 per cent.

By euro area standards, the asset management industry in Italy is of
intermediate size in relation to GDP (70 per cent) compared with its
counterparts in Germany and Spain (around 60 per cent) and France (more
than 90 per cent; Table 35). It still has far to go to catch up with those
of the United Kingdom and the United States, where institutional investors
play a major role in the financial system.



Table 34

INSTITUTIONAL INVESTORS: NET ASSETSASA
PERCENTAGE OF HOUSEHOL DS FINANCIAL ASSETS (1)
(end-of-period data)

1990 1995 1996 1997 1998
Investmentfunds ................... 2.3 3.8 5.5 9.2 15.9
Portfolio management services (2) .. .. 3.2 5.6 7.0 7.7 7.7
Insurance companies (3) (4) ......... 3.7 4.4 4.8 5.0 5.2
Pensionfunds (4) .................. 0.6 3.0 2.7 2.6 25
Total ... 9.8 16.8 20.0 245 31.3

Memorandum items:

Households’ financial assets

(billions of lire) ................... 2,295,583 | 3,347,503 | 3,603,156 | 3,992,914 | 4,535,107
(1) The data are net of holdings within the sector. - (2) Net of investment fund units. - (3) Technical reserves, excluding
securities entrusted to portfolio management services. - (4) The figure for 1998 is estimated.

Despite the pronounced volatility of securities prices, institutional
investors lengthened the duration of their portfolios somewhat, mainly by
shifting from short-term paper into medium and long-term bonds and only
to alimited extent by increasing their exposure to equities. The proportion
of longer-dated bonds was increased with a diversification across
international markets, particularly those in the euro area. As the launch
date for the single currency approached, however, there was an attenuation
of the general trend towards international diversification of portfolios,
which had been very intense in the first half of the year.

The range of investment fund products supplied to customers
continued to expand, notably funds speciaizing in foreign shares and
euro-area bonds, as did that of portfolio management services investing
in investment fund units. The pre-eminence of bank-controlled
institutional investors was confirmed.

Investment funds and portfolio management services again achieved
broadly similar rates of return, after adjustment for the larger proportion
of short-term bonds and the smaller proportion of shares in the latter’s
portfolios.

Investment funds’ net subscriptions in the first few months of 1999
remained at the high levels of the previous year. Fund managers showed
a renewed propensity to spread portfolios geographically, especially
outside the euro area.
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Table 35

PERCENTAGE COMPOSITION OF INSTITUTIONAL INVESTORS
PORTFOLIOS IN THE MAIN EUROPEAN COUNTRIES
AND THE UNITED STATES (1)
(1997 data unless otherwise indicated)

Italy France Spain Nether- UK
(@) |Germany | g @ lands ®) us
Bonds ............... ... .. ... 78 64 66 52 46 17 40
of which: held by investment funds (6) 70 57 68 49 29 6 53
of which: foreign bonds (7) . 26 25 15 11 31 11
Shares ............... ... ..., 15 29 32 9 48 77 57
of which: held by investment funds (6) 22 36 31 7 52 90 43
of which: foreign shares (8) . 52 37 32 24 81 41
Depositsandcash................. 7 7 2 39 6 6 3
of which: held by investment funds (6) 8 7 1 44 19 4 4
Total ............. ...l 100 100 100 100 100 100 100
of which: invested in external assets (6) 30 28 20 7 51 38
Memorandum item:
Net assets as a percentage of GDP . 70 59 93 58 197 174 197
Percentage shares of institutional investors’
total net assets
Securities investment funds . ......... 51 40 42 60 10 14 26
Insurance companies ............... 17 55 58 37 35 46 21
Pensionfunds ..................... 8 5 .. 3 54 40 36
Other ... i 24 .. .. .. 1 .. 17
Total ............................. 100 100 100 100 100 100 100

Sources: OECD and Bank of Italy.

(1) Aggregate portfolios of the leading institutional investors of each country. - (2) 1998 data; net assets are calculated on a
consolidated basis for the sector. — (3) For investment funds, partly estimated; for casualty insurance companies, 1996 data. -
(4) The figure for insurance companies includes the assets of autonomous pension funds. — (5) 1996 data. — (6) As a proportion
of investment funds’ total assets. - (7) Foreign bonds as a proportion of total bonds held by investment funds. - (8) Foreign shares
as a proportion of total shares held by investment funds.

Securities investment funds

Securities investment funds recorded unprecedented growth in net
subscriptions, which rose from 143.4 to 313.1 trillion lire (Table 36). The
net inflow of resources was equal to 85 per cent of the assets under
management at the start of the year. In contrast with 1997, equity funds’
share in net subscriptions contracted (by 6 percentage points, to 15 per
cent). Bond funds and balanced funds benefited equally from this shift,
which increased their shares in net subscriptions to 78 and 7 per cent
respectively. Around two thirds of all net subscriptions went to funds
specializing in government securities and Italian bonds. The proportion



going to funds specializing in foreign securities diminished dightly, to 30

per cent. There are marked differences in the latter’'s shares according to
segment: it is 82 per cent among equity funds (77 per cent in 1997), but
far smaller among balanced and bond funds, amounting to 27 and 20 per
cent respectively (34 and 18 per cent in 1997).

Table 36
ITALIAN INVESTMENT FUNDS: SECURITIESPORTFOLIO
(billions of lire and percentages; in brackets, millions of euros)
January- March
1997 1998 March 1997 1998 1999
1999 (1) M
Net flows End-of-period stocks
(percentage composition)
Italian government securities and 69,630 | 174,063 | -9,212 60.4 56.4 50.2
bonds ....................... (-4,758)
Short-term and floating rate . . . .. -3,365| 48,446| -5,233 17.4 16.0 13.8
(-2,703)
Treasury bills .............. -10,929| 13,559 | -5,370 4.7 4.5 3.3
(-2,773)
Treasury credit certificates . . . 7,564 | 34,887 137 12.7 11.5 10.5
(71)
Medium and long-term ......... 72,995| 125,617 | -3,979 43.0 40.5 36.3
(-2,055)
Zero-coupon Treasury credit | 41,071 2,101 | -3,561 19.0 10.2 7.9
certificates ............... (-1,839)
Treasury bonds ............ 29,429 | 122,414 5,932 21.9 29.0 27.3
(3,064)
Other ..................... 2,495 1,102 -6,350 2.1 1.2 1.2
(-3,280)
Italianshares ................... 6,362 | 17,648 | -3,256 1.9 1.5 10.0
(-1,682)
Foreign securities . .............. 55,326 | 122,100 | 76,942 27.7 32.1 39.8
(39,737)
Bonds ............ciiil 35,331 | 80,366 | 35,208 15.9 19.5 26.1
(18,183)
Shares ..................o.. 19,995 | 41,734| 16,015 11.8 12.6 13.7
(8,271)
Other financial assets ........... -805 8 256 - .. 0.1
(132)
Total .. | 130,513 | 313,819 | 64,730 100.0 100.0 100.0
(33,430)
Memorandum items:
Net fund-raising ................. 143,377 | 313,085 | 81,543
(42,113)
Bondfunds ................... 106,778 | 244,059 | 73,909
(38,171)
Balancesfunds ............... 6,331 | 21,304 5,616
(2,901)
Equity funds .................. 30,268 | 47,722 2,017
(1,042)
Securities portfolio ............. 330,683 | 666,864 | 731,594
(377,837)
(1) Provisional.
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The trend of fund-raising during the year was influenced by the
turbulence in the international markets and negatively affected by the
sudden increase in the volatility of securities prices and exchange rates.
Net subscriptions fell significantly in the fourth quarter, to 38.6 trillion
lire, compared with an average of 91.5 trillion in the first three quarters.

In thefirst quarter of 1999, with share pricesrising again and showing
diminished volatility in the man markets, investment funds net
subscriptions rose back to near the high levels of the previous year,
amounting to 81.5 trillion lire, compared with 103.7 trillion in the first
quarter of 1998.

Funds’ net assets nearly doubled, rising to 720.8 trillion lire,
comprising 666.9 trillion in securities and 54 trillion in liquidity. New
subscriptions accounted for nearly 90 per cent of the increase. The
contribution of the rise in securities prices was modest except among
equity funds, where it approached 30 per cent. Measured by net assets,
the market share of funds specializing in Italian securities declined by more
than 4 percentage points, to 75 per cent; the fall was concentrated in the
bond segment.

Investment funds’ average rate of return fell by 2.4 percentage points,
to 9.4 per cent (Table 37). The decline was significantly smaller than that
in the weighted average of the returns on direct investment in the securities
included in the benchmark indices. The average shortfall of funds’ rates
of return with respect to those of the benchmarks narrowed by 2.6
percentage points, to 3.3 points. The contraction was considerably larger
than this for equity funds, exceeding 11 percentage points, while for bond
funds it came to just 1 point.

There were again marked differences in funds’ rates of return even in
the same segment. A contributory factor in the case of equity funds was the
very strong performance of the Italian stock market; in that of bond funds,
the fall in the securities of some developing countries. Thanks to the rise
in the main stock exchanges, equity and balanced funds recorded average
rates of return of 22.2 and 18.1 per cent respectively, compared with 30.3
and 24.8 per cent in 1997; bond funds returned 5.2 per cent, compared with
6.6 per cent the previous year (Table 37). In the equity segment, funds
investing prevalently in Italian shares returned an average of 34 per cent,
compared with 11 per cent for those investing prevalently in foreign shares.
In the bond segment, the gap was modest (1.5 percentage points).

The total direct and indirect charges borne by investors in funds,
consisting largely of entry, exit and management fees, amounted to 9.2
trillion lire, double the total for 1997. The increase occurred both in
management fees and in front and back-end sales charges. The former were
boosted by the growth in net assets and by incentive fees tied to fund



performance, the latter by the surge in gross subscriptions, which rose by
343.75 trillion lire to a total of 630.1 trillion.

RATES OF RETURN OF INVESTMENT FUNDS
AND ALTERNATIVE INVESTMENTS (1)

Table 37

(percentages)
Investment funds (1) Alternative investments
. . Treasury .
Italian Foreign | Treasury - Treasury | Foreign
iz:;%’ Balanced Eggg& Total shares shares bonds ceriirf?g;tes bills bonds
() () (4) @) (6) (6)

1990 . ... -13.3 -8.0 10.5 -35| -23.2| -26.1 121 14.2 1.2 -0.8
1991 ... 7.5 7.3 11.6 9.9 0.8 19.3 13.6 13.2 1.2 17.6
1992 .. .. 5.2 3.9 11.3 8.3 -7.8 22.8 9.8 10.4 1.1 35.9
1993 ... 371 32.8 19.9 25.4 46.4 42.6 25.0 17.3 121 29.8
1994 .. .. -3.6 -1.2 -1.3 -2.4 2.2 -0.9 -0.8 7.4 7.4 -4.0
1995 .... 1.3 3.9 10.4 6.8 -2.1 18.2 15.6 11.3 9.0 16.5
1996 .. .. 8.4 9.5 9.4 9.3 16.9 8.5 19.2 9.9 8.9 -0.9
1997 ... 30.3 24.8 6.6 11.8 59.5 34.2 11.4 6.1 5.7 18.1
1998 . ... 22.2 18.1 5.2 9.4 41.6 16.8 10.4 5.3 4.3 7.0
(1) Includes open-end investment companies (SICAVs). - (2) Index of total returns of shares listed on the ltalian stock exchange;
includes dividends. - (3) Percentage changes in Morgan Stanley index of world stock markets; includes dividends, net of withholding
tax; adjusted for exchange rate changes. - (4) Percentage change in index of total return, net of the 12.5 per cent withholding tax,
based on prices on the Italian stock exchange. - (5) Issue yield on 1-year bills, net of the 12.5 per cent withholding tax, on 1 January.
- (6) Changes in J.P. Morgan index of world bond markets, excluding Italy; adjusted for exchange rate changes.

In the period 1988-1997 management and incentive fees rose from
1.04 to 1.3 per cent of net assets, while sales charges fell from 4.05 to
0.34 per cent of gross subscriptions, primarily as a consequence of the
growing popularity of no-load funds. A contributory factor was the spread
of investment switches between funds operated by the same management
company, which are made at modest cost to the investor (Figure 32).

Figure 32
ITALIAN SECURITIESINVESTMENT FUNDS ENTRY,
EXIT AND MANAGEMENT FEES
(percentages)

5 5

Oentry and exit fees (1)
4 — 4

@ management fees (2)
3 — 1 3
2 2
1 — i | N ] [ ] 1
o ‘ ‘ T ‘ ( ‘ F i

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

(1) In relation to gross fund-raising. - (2) In relation to net assets.
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The international diversification of funds securities portfolios
changed substantially in 1998. The share of lira-dominated bonds and
government securities diminished by 5.7 percentage points, from 64.2 to
58.5 per cent. The fall was largely offset by the rise in the proportion of
bonds denominated in foreign currencies, including those replaced by the
euro. Almost half of the latter increase was attributable to the growth in
holdings of euro area securities, which rose from 2.4 to 5.2 per cent of
the total portfolio (Table 38). The change in the geographic composition
of equities was smaller: the proportion of foreign shares rose by 0.8
percentage points, to 12.6 per cent of the total portfolio, as a result of the
growth in holdings of euro area issues. The proportion of Italian shares
diminished by 0.5 percentage points, to 11.4 per cent.

Net purchases of foreign securities totaled a substantial 122.1 trillion
lire, more than twice as much as in 1997; around one third of the net
investment was in euro area securities.

Table 38
ITALIAN INVESTMENT FUNDS: SECURITIESPORTFOLIO
(end-of-period market values; stocksin billions of lire)
Securities
Bonds and government securities Shares
Italian issuers . _ ) Total
7o | o | e | e | oo | | S| | e | O
Lira securities
1997 . [195,390| 3,268 888|199,546| 12,697 (212,243| 39,409 ..| 39,409/251,652
1998 . |369,121| 5,391 996|375,508| 14,453(389,961| 76,325 ..| 76,325|466,286
Euro area currency securities (2)
1997 . 1,010 5 ..| 1,015| 6,844 7,859 ..| 7,784| 7,784| 15,643
1998 . 671 12 329| 1,012| 33,842| 34,854 ..| 22,743| 22,743| 57,597
Non-euro area currency securities (3)
1997 . 2,901 23 .. 2,924 29,113| 32,037 ..| 31,190| 31,190| 63,227
1998 . 5,851 420 ..| 6,271| 75,170| 81,441 ..| 61,325| 61,325|142,766
Total portfolio
1997 . [199,301| 3,296 888|203,485| 48,654 (252,139 39,409| 38,974| 78,383|330,522
1998 . |375,643| 5,823| 1,325|382,791|123,465|506,256| 76,325| 84,068|160,393 666,649
(1) The difference vis-a-vis the total reported in Table 36 is due to the inclusion there of the item “Other financial assets”. - (2) Excluding
lira securities.

Portfolio management services and securities firms

The value of the assets entrusted to the portfolio management
divisions of banks and securities firms rose to 542.2 trillion lire at the end



of the year, an increase of 166.7 trillion, or 44 per cent, on 1997. Banks
directly controlled 68 per cent of the sector’'s net assets.

As with investment funds, the increase came mainly from the flow
of fresh funds, which totaled 145.5 trillion lire, compared with 85.4 trillion
in 1997 (Table 39). Fund-raising was fueled by the rapid spread of
investment-fund-based products, whose share in the sector’s total portfolio
expanded from 19.2 to 37.2 per cent.

Table 39
ITALIAN PORTFOLIO MANAGEMENT SERVICES:
SECURITIESPORTFOLIO
(billions of lire)
1997 1998 (1) 1996 1997 1998 (1)
Net flows End-of-period stocks
(percentage composition)
Italian government securities and bonds ....| 22,273 | 14,963 81.3 65.3 48.8
Short-term and floatingrate .. .............. -21,558 | -8,148 43.0 23.8 14.6
Treasury bills . ........... ... oL -7,763 1,666 7.3 2.9 23
Treasury credit certificates ............... -13,795 | -9,814 35.7 20.9 12.3
Medium and long-term .................... 43,831 | 23,111 38.3 415 34.1
Zero-coupon Treasury credit certificates ...| 26,703 | -6,342 5.2 11.2 6.4
Treasurybonds ......................... 16,837 | 30,586 23.8 24.0 23.8
Other ... ... . . 291 | -1,133 9.2 6.3 3.9
Italianshares ............................. 6,018 2,897 4.8 5.9 5.2
Italian investment fund units ............... 46,141 | 94,851 3.4 18.1 34.6
Foreign securities . ........................ 11,551 | 16,676 8.8 10.5 1.4
Bonds ... 7,309 8,009 7.0 7.7 71
Shares ... 1,610 2,910 1.5 1.7 1.7
Investment fund units ................... 2,632 5,757 0.3 1.1 2.6
Other financialassets ..................... =24 259 1.8 0.2 0.1
Total ............ 85,959 | 129,646 100.0 100.0 100.0
Memorandum items:
Net fund-raising........................... 85,439 | 145,545
Banks ........ ... .. ... 55,142 | 100,685
Securitiesfirms ......... ... ... L 30,297 | 44,860
Securities portfolio .. ...................... 244,082 | 350,685 | 514,088

(1) Provisional.

The high proportion of investment fund units in total assets and the
lack of complete information on the types of funds held make it impossible
to reconstruct the composition of portfolio management services’ holdings
with certainty. On the assumption that the composition of the fund units
in their holdings is in line with the average of Italian investment funds,
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equities held either directly or indirectly would account for some 11 per
cent of managed portfolios, which is less than half of the proportion of
equities in investment funds portfolios.

After deducting net inflows of funds, the increase in the net assets
of portfolio management services, which approximates the financial return
to investors on the assumption that coupons are fully reinvested, came to
6.2 per cent, compared with 9.7 per cent in 1997. The yield gap compared
with the average for investment funds (3.2 percentage points, against 2.1
the previous year) mainly reflects the lower propensity for risk implicit
in the composition of managed portfolios, which are more heavily
weighted towards short-term instruments and have a smaller proportion
of shares. As in 1997, the result conceals differences in performance
between securities firms and banks: the average rate of return of the former
declined from 14.2 to 10.2 per cent; that of the latter decreased by less,
from 8 to 4.6 per cent. The better average return of securities firms reflects
the composition of their portfolios, which contain a higher proportion of
fixed rate securities and shares than those managed by banks.

The spread of investment-fund-based products led to substantial net
purchases of fund units, which rose from 48.8 to 100.6 trillion lire.
Evaluating the geographic diversification of investments raises the same
difficulties mentioned above. Assuming again that the composition of the
funds held in managed portfolios coincides with that of Italian investment
funds as a whole, the share of foreign securities directly or indirectly held
in managed portfolios can be estimated to have increased by 6 percentage
points to 20 per cent; bonds accounted for around 4 points of the growth.

Taking into account the fall of 0.7 percentage points in the share of
Italian equities, the proportion of Italian and foreign equities, directly or
indirectly held, in managed portfolios rose by 1.5 percentage points. The
consequent decline in the proportion of bonds was accompanied by a
change in the maturity composition: there was a contraction of 9.4 points
in the proportion of short-term and floating rate lira-denominated securities
(14.1 points including zero-coupon Treasury certificates as well as
Treasury bills and Treasury credit certificates), partly offset by net
purchases of medium and long-term foreign securities. As a result, the
duration of managed portfolios lengthened in the course of the year.

I nsurance companies and pension funds

Insurance companies. - Insurance companies’ premium income
amounted to 48.4 trillion lire in the casualty sector and 51.8 trillion in
the life sector (Table 40). The rate of growth in premium income



accelerated from 20.3 to 23 per cent overall, thanks to the pick-up in the
casualty sector, where it increased from 6.7 to 8.9 per cent. In the life
sector, the growth in premium income remained at the high levels of the
previous year, touching 40 per cent. The strong expansion mainly reflected
the policies offering yield-linked benefits, the insurance product most
resembling investment funds and managed portfolios. A major
contribution came from the increasing popularity of policies whose value
is indexed to the performance of markets, equity markets above all. The
role of the banks in the distribution of life policies expanded from just
over 30 to 39 per cent of the total.

Table 40
INSURANCE COMPANIES: ASSETSAND LIABILITIES
(end-of-period balance sheet valuesin billions of lire)
Assets Liabilities Memoran-
dum items
) 1) © estate assets (1) @ worth @
Life sector
1995 ..... 2,734 | 112,354 | 1,583 12,217 3,961 | 132,849 | 108,912 | 23,937 | 23,225
1996 ..... 2,012| 137,856| 1,808| 10,319 4,226 | 156,221 | 130,890 | 25,331 | 26,063
1997 ..... 2,849| 170,707 | 1,948 10,177 6,349 | 192,030 | 165,017 | 27,013 | 36,986
1998 (5) .. 2,943 | 214,762| 1,886| 5,011 13,679 | 238,281 | 202,360 | 35,921 | 51,759
Casualty sector
1995..... 3,047 | 58,043 188| 12,210 8,752 | 82,240| 61,315| 20,925 | 39,594
1996 ... .. 3,045| 62,816 626| 13,063 | 11,192| 90,742| 69,109 | 21,633 | 41,650
1997 ..... 2,929| 66,634| 1,603| 13,183 | 14,301 | 98,650| 75,267 | 23,383 | 44,450
1998 (5) .. 3,067 | 74,630 878| 12,475 | 15,819| 106,869 | 82,234 | 24,635 | 48,421
Total

1995 ..... 5,781| 170,397 | 1,771 | 24,427 | 12,713 | 215,089 | 170,227 | 44,862 | 62,819
1996 ..... 5,057 | 200,672 | 2,434 | 23,382 | 15,418 | 246,963 | 199,999 | 46,964 | 67,713
1997 ..... 5,778 | 237,341 | 3,551 | 23,360 | 20,650 | 290,680 | 240,284 | 50,396 | 81,436
1998 (5) .. 6,010| 289,392 | 2,764 | 17,486 | 29,498 | 345,150 | 284,594 | 60,556 |100,180
(1) In lire and foreign currency; excluding securities entrusted to portfolio management services. Some securities are valued at
cost, others at market. - (2) Net of corresponding liabilities. - (3) Excluding reinsurance. - (4) ltalian direct insurance; includes

premium income of offices in other EU countries. - (5) Partly estimated.

Total technical reserves rose from 240.3 to 284.6 trillion lire.
Insurance companies’ total assets increased from 290.7 to 345.2 trillion,
mostly as a result of the growth in their securities portfolios, which
amounted to 289.4 trillion at the end of the year. The decline of more than
5 trillion lire in real estate assets reflected divestiture by a leading life
insurance company, which spun off its real estate holdings to a newly
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formed property company that was subsequently listed on the stock
exchange.

The changes in the composition of insurance companies securities
portfolios partly coincided with those in the portfolios of other institutional
investors. Like investment funds, insurance companies reduced the
proportion of government securities in their portfolios by nearly 5
percentage points, to 52 per cent. The drop was most pronounced for
short-term securities and floating rate paper, Treasury credit certificates
in particular. By contrast, the proportion of bonds rose by 2 percentage
points to over 17 per cent. The combined share of Italian and foreign
equities remained virtually unchanged at 18 per cent. The overall duration
of companies’ portfolios lengthened slightly. Unlike investment funds,
insurance companies only slightly increased the share of foreign securities
in their portfolios - by 1 point, to 18 per cent (Table 41).

Table 41
INSURANCE COMPANIES: SECURITIESPORTFOLIO (1)
(end-of-period balance sheet valuesin billions of lire)
Lira securities Forziggufil:igzncy
Investment
Total fund Total
Govern- bongsaand Shares Total of which: ul:i]ts o
ment Bonds
securities govern_ment 2) shares (2)
securities
Life sector
1995 ... 73,258| 16,581| 89,839 8,780 98,619| 12,807| 6,131 928| 112,354
1996 ... 89,917| 18,747| 108,664 10,514| 119,178| 18,144| 6,609 534| 137,856
1997 ... 102,747| 25,151| 127,898 15,588 143,486| 25,684 8,658 1,537| 170,707

1998 (3) 118,502 | 35,742| 154,244| 21,479| 175,723 35,316 9,998 3,723| 214,762

Casualty sector

1995 ... 26,105| 10,053| 36,158 9,883 46,041, 11,819| 6,117 183 58,043
1996 ... 29,179| 9,258| 38,437| 10,928 49,365| 13,225| 7,361 226 62,816
1997 ... 31,431| 9,016 40,447| 11,761 52,208| 13,977 7,169 449 66,634

1998 (3) 31,622| 11,400| 42,922| 14,420 57,342 16,374| 7,366 914 74,630

Total
1995 ... 99,363 | 26,634| 125,997| 18,663| 144,660 24,626 12,248 1,111| 170,397
1996 ... 119,096| 28,005| 147,101| 21,442| 168,543 31,369 13,970 760| 200,672
1997 ... |[134,178| 34,167| 168,345| 27,349| 195,694| 39,661 15,827| 1,986| 237,341

1998 (3) 150,024 | 47,142| 197,166| 35,899 233,065 51,690| 17,364| 4,637| 289,392

(1) Including securities entrusted to portfolio management services. Since 1996 Eurolira securities are included in lira securities. - (2)
Including equity participations. - (3) Partly estimated.




Pension funds. - The total assets of non-INPS pension funds and
banks' supplementary funds - the intermediaries for which complete data
are available - rose by nearly 10.8 trillion lire to stand at 114.9 trillion
lire at the end of the year (Table 42). Non-INPS funds contributed most
of the increase. The share of pension funds in households’ gross financial
assets diminished slightly, to 2.5 per cent.

Table 42
PENSION FUNDS: MAIN ASSETS (1)
(end-of-period balance sheet valuesin billions of lire)
1996 1997 1998 (2)
Non-INPS Sergt(g: Total | NOM-INPS Sergt(g: Total Non-INPS sc.;er?t[i)i: Total

funds funds funds

funds funds funds

Cash and deposits | 13,147 2,106| 15,253 14,168 1,272| 15,440| 15,268 971| 16,239

Government 11,075| 13,916 24,991| 11,182| 11,523| 22,705| 10,813| 13,389| 24,202
securities . . . . .

Corporate bonds . 2,006/ 1,902| 3,908 2,147| 1,593| 3,740 2,920| 1,536 4,456

Shares ......... 4721 1,982| 2,454 589| 1,942 2,531 872 2,278| 3,149

Foreign currency .. 932 932 38| 1,500/ 1,538 38| 1,992| 2,030
securities . . . . .

Loans and other
financial assets | 10,882| 1,603| 12,485| 11,876| 2,649| 14,525| 12,961| 2,726| 15,687

Real estate ... ... 34,008 4,876| 38,884| 38,851| 4,759 43,610 44,384 4,704| 49,088
Total assets .... | 71,590| 27,317| 98,907 78,851| 25,238/104,089| 87,256| 27,596(114,851

(1) Provisional.

Financial assets and real estate contributed in almost equal measure
to the growth in the funds’ assets. There were marginal changes in the
composition of securities portfolios; the proportion of government
securities and lira bonds decreased slightly, to the benefit of shares and
foreign currency securities.

151



152

THE SECURITIESMARKETS

Medium and long-term interest rates continued to fall rapidly last year,
with the yield on 10-year Treasury bonds (BTPs) reaching a historic low
of 3.9 per cent in the second half of December. The gradual ness with which
monetary conditions were eased and the consolidation of expectations of
price stability fostered a further reduction in the already small differential
between BTPs and Bunds. The narrowing of the yield gap was
momentarily interrupted only in the periods of greatest tension in the
international markets.

The Treasury increased the volume of net issues of government
securitiesand intensified its policy of lengthening their maturity. Very large
placements of 10 and 30-year BTPs brought the average residual maturity
of the debt into line with that of the other main countries of the euro area.
The volume of new issues of bank and corporate bonds decreased in 1998
and the first four months of this year.

Households continued to reduce their direct holdings of government
securities and turned increasingly to institutional investors, above all
investment funds. Foreign investors demand grew further, shifting to
securities of shorter duration.

The decline in real interest rates contributed to a significant rise in
share prices, which was larger than that recorded in the main international
markets, and the ratio of market capitalization to GDP approached the level
in Germany. Owing to the rise in prices in 1998, the earnings ratio and
dividend yield for the market as a whole declined compared with the end
of 1997 and were also lower than in the other European markets. The
upward movement of prices was not unchecked during the year; in the
second half the financial crisis in Russia precipitated a flight from high-risk
investments that spread to the equity markets of the main industrial
countries, which registered sharp corrections and a large increase in
volatility.

The launch of the single currency has considerably reduced the
segmentation of the European financial markets and accelerated the
integration that was already under way. In the spot and forward bond
markets, the standardization of listed securities increased, with beneficial
effects on the markets’ depth and ability to attract international investors,



accompanied by an intensification of competition among financial centres.
The most significant development is the recent launch of EuroMts, the
electronic market in the benchmark government securities of the euro area
countries. In the equity markets, where national features remain important,
integration among financial centres has proceeded more gradually.

Government securities and corporate bonds

Supply and demand. - Net issues of government securities rose from
18.7 trillion lirein 1997 to 39.7 trillion last year. Net bond issues by banks
fell to 57.7 trillion, while those by firms, already small in 1997, turned
negative. Accordingly, total net issues contracted from 117.9 to 97.3
trillion lire (Table 43).

The Treasury, helped by the fall in long-term interest rates, continued
to lengthen the maturity of the debt. There were net redemptions of
Treasury bills and CCTs amounting to 35.5 and 42.1 trillion lire,
respectively. Net issues of BTPs rose by 80.8 trillion to 149.3 trillion; 10
and 30-year bonds again comprised the largest share, accounting for
respectively 49 and 27 per cent of the total. In the case of CTZs, the
Treasury renewed the amount falling due, with net issues of 6.6 trillion.
Thanks to the lengthening of the average maturity of securities issued in
recent years, the increase in net issues was accompanied by a decrease
in gross issues, which fell from 880.3 to 846.6 trillion lire.

In 1998 the average residual maturity of the debt rose from 54 to
59 months, attaining a level comparable to that of France and Germany
and surpassing that of Spain. The duration increased even more, from 25
to 32 months, as a result of the replacement of floating rate by fixed
rate securities. The lengthening of maturities gained pace in the first
four months of 1999, the average residual maturity reaching 63 months
(Figure 33).

Net issues by the Treasury in the international market were almost
halved, falling to 3.5 trillion lire; in order to enhance their liquidity, issues
were made in tranches, as for lira securities. On 1 January 1999 the share
of net issuesin foreign currency, which had been 4.9 per cent of the total,
was reduced by around one percentage point when bonds issued in the
currencies replaced by the euro were redenominated.

There was a slowdown in the replacement of longer-term CDs with
bank bonds, which had begun following the increase in the taxation of
the former in 1996. Net issues of bank bonds declined from 97.2 trillion
lire in 1997 to 57.7 trillion last year.
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BONDS AND GOVERNMENT SECURITIES: ISSUESAND STOCKS (1)
(billions of lire, in brackets, millions of euros)

Table 43

Gross issues Net issues Stocks (2)
1997 1008 ﬁ%%g\(g;' 1997 10908 ﬁ%’géA(g;' 1997 1998 . 9‘;%”('3)

Public sector . . .. 880,328 846,572| 364,001| 18,678 39,749| 34,631|2,063,728|2,101,787| 2,142,213

(187,991) (17,885) (1,106,361)

Treasury bills . .. 506,000| 425,768 150,545|-82,310| -35,482| -2,072| 302,250, 266,768 264,697

(77,750) (-1,070) (136,705)

Zero-coupon 105,905 97,779 45,319| 41,484 6,598 8,889 158,771 171,973 183,025

Treasury (23,405) (4,591) (94,525)
certificates . . . .

Treasury credit 64,404 42,502 18,399 7,982| -42,097| -22,716| 567,875| 525,403 502,519

certificates (4) . (9,502) (-11,732) (259,529)

Treasury bonds . 190,596, 261,441| 138,099| 68,590| 149,343| 75,085/ 766,988 908,508 981,292

(71,322) (38,778) (506,795)

Ecu Treasury 0 0 0| -4,354|-12,448| -10,165 37,632 25,220 15,030

credit () (~-5,250) (7,762)
certificates . . ..

Republic of Italy 12,481 17,949 11,339 6,291 3,454 -6,729 99,396| 102,717 102,115

issues ........ (5,856) (-3,475) (52,738)

Other .......... 942 1,133 300| -19,004| -29,619| -7,661| 130,816/ 101,198 93,535

(155) (-3,957) (48,307)

Banks .......... 148,240 135,981 25,918| 97,228 57,728 5,560 377,743 436,072 441,708

(13,386) (2,871) (228,123)

Firms........... 7,186 1,734 290| 2,023 -140 91 33,583 33,443 33,534

(150) (47) (17,319)

Total 1,035,754| 984,287 390,209| 117,929 97,337| 40,282|2,475,054|2,571,302| 2,617,455

(201,526) (20,803) (1,351,803)

percentage composition (5)

Public sector . . .. 85.0 86.0 93.3 15.8 40.8 86.0 83.4 81.7 81.8
Treasury bills ... 57.5 50.3 41.4| -440.7| -89.3 -6.0 14.6 12.7 12.4
Zero-coupon 12.0 1.5 12.5 2221 16.6 25.7 7.7 8.2 8.5

Treasury
certificates . . . .
Treasury credit 7.3 5.0 5.1 42.7| -105.9 -65.6 275 25.0 235
certificates (4) .
Treasury bonds . 21.7 30.9 37.9| 367.2| 375.7 216.8 37.2 43.2 45.8
Ecu Treasury 0.0 0.0 0.0 -23.3 -31.3 -29.4 1.8 1.2 0.7
credit
certificates . . . .
Republic of ltaly
issues ........ 1.4 2.1 3.1 33.7 8.7 -19.4 4.8 4.9 4.8
Other.......... 0.1 0.1 0.1| -101.7 -74.5 =221 6.3 4.8 4.4
Banks .......... 14.3 13.8 6.6 82.4 59.3 13,8 15.2 17,0 16.9
Firms........... 0.7 0.2 0.1 1.8 =-0.1 0.2 1.4 1.3 1.3
Total ... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100,0 100.0
As a percentage of
GDP ........ 53.4 48.6 56.9 6.1 4.8 5.9 127.6 127.0 125.7

(1) Comprises Italian government securities and the lira issues of other issuers on the Italian market; excludes certificates of deposit. Rounding may cause discre-

pancies in totals. — (2) End-of-period face value. - (3) Provisional. - (4) Includes only variable-coupon certificates. - (5) The percentages shown for the various

types of government security are ratios to the total of public sector securities.




Gross Eurolira market issues, including convertible bonds, contracted
to 52 trillion lire. In line with Euromark and Eurofranc issues, they
gradually decreased during the year owing in part to the fall in issues by
the emerging countries in response to the rise in yields following the
financial crisis in Russia. The reduction in issues denominated in the
individual currencies was offset by the greater volume of issues in euros.
These surged at the start of this year and amounted to 117 billion euros
(225 trillion lire) in the first quarter.

Figure 33
AVERAGE MATURITY AND DURATION
OF GOVERNMENT SECURITIES
(years)
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(1) Of securities listed on MTS.

In Italy, the fall in interest rates was associated with very large net
disposals of government securities amounting to 263.5 trillion by “other
investors”, primarily households (Table 44). However, these disposals
were accompanied by a sharp increase in indirect demand via investment
funds, the principal buyers of government paper, which made net
purchases of 174 trillion lire, prevalently BTPs. There were further net
disposals of government securities by the banks, albeit less than in 1997
(7.2 compared with 38.7 trillion lire). Foreign investors made net
purchases of 151.9 trillion and altered the composition of their demand:
whereas in 1997 they had concentrated on BTPs (82 per cent of the total),
betting on the convergence of long-term interest rates, in 1998 they mainly
preferred short-term or floating rate securities (67 per cent), which offered
more attractive yields than those prevailing in the rest of the euro area
on account of the gradualness with which monetary conditions were eased
in Italy.
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NET PURCHASES AND STOCKS OF SECURITIES (1)

Table 44

Public sector
Total
Zero- Corporate corporate Listed
T bonds and
Tr%g”sury _F:oupon ’;";ZL&"V TLeasdury Other (2) Total bonds government shares
T | ooty | certificates onas securities
Net purchases
(billions of lire)
1997
BI-UIC .......... 12,642 -1,409| -10,686| -10,967 | -2,523 | -12,943 -142 -13,085 360
Banks .......... -22,738 -975 2,603| -13,111 | -4,435 | -38,656 -17 -38,673 1,876
Insurance
companies . ... -859 670 | -14,458| 30,907 | -1,108 15,152 1,226 16,378 7,632
Investment funds . | -10,929| 42,201 7,564| 29,429 1,572 69,837 1,586 71,423 6,166
Non-resident (3) . 7,947 7,803 1,092| 83,907 2,129 | 102,879 102,879 | 16,028
Other (4) ........ -68,373| -6,806| 21,867|-51,575 |-12,703 | -117,591 | 96,598 -20,993 | -25,814
Total -82,310| 41,484 7,982 68,590 | -17,068 18,678 | 99,251 117,929 6,248
1998
BI-UIC .......... -14,136 487 4,436| -20,473 =745 -30,431 -61 -30,492 421
Banks .......... 13,033 1,596| -16,576| -2,319 | -2,889 -7,155| 11,017 3,862 353
Insurance
companies . ... 1,045 -60| -3,189| 17,144 -6 14,934 9,990 24,924 9,169
Investment funds . 13,559| 2,101 34,887| 122,414 1,041 174,002 2,172 176,174 | 16,709
Non-resident (3) . 52,909| 22,239 | 49,572| 23,712 3,422 | 151,855 151,855 | 24,883
Other (4) ........ -101,892(-19,765 | -111,227| 8,865 | -39,436 | -263,456 | 34,470 | -228,986 | -37,784
Total -35,482| 6,598 | -42,097| 149,343 | -38,613 39,749 | 57,588 97,337 | 13,751
Stocks
(percentage composition)
December 1998
BI-UIC .......... 0.1 0.5 2.3 3.4 33.3 5.7 0.1 4.7 1.3
Banks .......... 17.5 12.5 249 8.9 4.6 13.8 12.9 13.7 0.7
Insurance
companies .. .. 0.5 2.1 6.3 10.4 1.5 6.4 7.7 6.7 3.9
Investment funds . 11.4 41.8 14.4 19.3 25 171 1.6 14.3 8.3
Non-resident (3) . 32.1 14.4 23.9 34.9 53.9 32.2 26.3 115
Other 4) ........ 38.4 28.7 28.2 23.1 4.2 248 77.7 34.3 74.3
Total 100.0f 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Total
(billions of lire) .. | 266,768|171,973 | 525,403| 908,508 | 229,018 | 2,101,787 | 469,515 | 2,571,302 | 931,472
(1) Net purchases are valued at market prices. The composition of the holdings of stocks of government securities and corporate bonds is based on face
values; that of shareholdings on market prices. - (2) Includes Republic of Italy issues, the composition of which is partly estimated. - (3) Treasury credit
certificates include both floating and fixed rate credit certificates issued by the Treasury. - (4) Households, enterprises, social security institutions, the Depo-
sits and Loans Fund, and Italian investment firms; the data on shares are partly estimated.




Interest rates. - There was a further pronounced fall in medium and
long-term yields in 1998; that on 10-year BTPs came down from 5.6 per
cent in December 1997 to a low of 3.9 per cent a year later (Figure 34).
The downward trend, fostered by convergence towards the single currency
and the consolidation of expectations of price stability, was paralleled by
similar developments in the United States and in the other European
countries, stemming in part from the financia crises in Asia and Russia.

Figure 34
GROSS 10-YEAR YIELDSIN LIRE AND MARKS
(daily data; percentages and percentage points)
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(1) Source: BIS. Yields on benchmark 10-year securities. - (2) Difference between the 10-year yield in lire and that in marks.

The decline in interest rates was gradual in the first seven months
of the year, but gathered pace in August and September, when the Russian
crisis sparked aflight to quality from the emerging countries to those with
more stable financial systems and from equities into bonds. After pausing
briefly in October, rates came down again and reached 3.9 per cent in the
second half of December. In the subsequent months the yields on 10-year
securities turned upwards as fears of European and global recession
receded. At the end of April they stood at 4.1 per cent.

The yield curve, which at the beginning of 1998 had a downward
slope for maturities up to 2 years and a dlightly upward slope for longer
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ones, shifted gradually as monetary conditions were eased; at the
beginning of 1999 it was steeper and upward-sloping across the entire
maturity spectrum.

The differential between theyields on 10-year BTPs and Bunds, equal
to 0.4 percentage points in December 1997, narrowed dightly in the first
few months of 1998 to stabilize at around 0.3 points until the summer.
It temporarily widened to 0.5 per cent in August following the financial
crisis in Russia. This increase, paraleled by developments in other
European countries, was amplified by temporary mismatches between
securities demand and supply caused by the rapid shift of capital towards
less risky financial assets. From October onwards the easier conditions
in international markets led to the yield differential narrowing to 0.1
percentage points in December. It subsequently widened again and
stabilized at an average of 0.2 points in the first four months of 1999.

The secondary market. - Average daily turnover in the screen-based
secondary market for government securities (MTS), which had risen
uninterruptedly since the market’s inception in 1988, fell by 39 per cent
last year to 24.9 trillion lire. The decline, which was particularly sharp in
the first six months, reflected the diminished importance of the turnover
requirements intermediaries must meet in order to qualify as specialist
dealers and the narrower differential between the yields on Italian and
other euro area government securities. In addition, some participants may
have shifted a portion of their business from the spot market to the new
market in repurchase agreements. The largest declines in turnover occurred
for BOTs and CCTs, down by 48 and 53 per cent respectively, although
the average stock of listed securities increased by 10 per cent for the former
and decreased by barely 3 per cent for the latter. Trading in BTPs benefited
from the very large volume of new issues and remained substantial, with
average daily turnover amounting to 17 trillion, a decrease of 33 per cent.

The government securities of the countries participating in the
monetary union were converted into euros from 1 January of this year,
inter alia with a view to increasing their fungibility. The contraction in
volume on MTS seems to have come to a halt during the first quarter,
when average daily turnover was down by just 1 per cent from the previous
quarter. The largest declines during this period were again recorded by
short-term and floating rate securities.

The trend in trading on the regulated market in government securities
repos, which began in December 1997, was the mirror image of that on
the spot market. Average daily turnover, already high in the second half
of 1998 (19.4 trillion lire), rose further to 33 trillion in the first four months
of this year.



On 29 March trading started on EuroMts, the European market in
benchmark government securities set up by MTS S.p.A. together with
a group of deders active in the European bond markets. The market
uses the same electronic trading platform as MTS and is based on market
makers committed to quoting 8 securities each with narrow bid-ask
spreads. At the end of April 46 issues were listed (19 German, 15 Italian
and 12 French); the government securities of other euro area countries
may be listed provided they meet certain requirements as to liquidity
and amount outstanding (at least 5 billion euros). Although the market
has been fully operational only since 9 April, average daily turnover
in the first month of trading amounted to 2 billion euros, with the German,
Italian and French securities accounting for 47, 24 and 29 per cent
respectively.

Interest rate derivatives markets. - The outlook for the euro, with the
increase in the correlation between the rates of return on Italian and
European securities, played a part in reducing average daily turnover in
futures on 10-year BTPs on LIFFE from 11.9 trillion lire in 1997 to 4.8
trillion last year, with a particularly marked decline from June onwards
(Figure 35). Trading in futures on BTPs was aso down sharply on MIF,
where average daily turnover fell from 2.4 to 1 trillion. MIF's share of the

combined volume of the two markets was basically unchanged at 17 per
cent. The higher volatility in 1998 of the differential between Italian
short-term interest rates and the average rates prevailing in the euro area
attenuated the fall in LIFFE’s average daily turnover in 3-month Eurolira

futures, which contracted from 51.3 to 41.3 trillion.

Figure 35
FUTURESMARKETS: TURNOVER AND OPEN INTEREST
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(1) End-of-period figures. - (2) Average daily figures. - (3) 10-year BTPs. - (4) 5, 10 and 30-year BTPs.
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The equity market

Supply and demand. - The stock market’s capitalization rose by 56
per cent to 931 trillion lire, or 45 per cent of GDP, thanks principally
to the rise in share prices (Table 45), since the supply of new shares
was limited. Gross issues by listed companies totaled 13.8 trillion lire,
or 0.7 per cent of GDP, in line with the average for the five preceding
years.

Table 45
MAIN INDICATORS OF THE ITALIAN STOCK EXCHANGE
1994 1995 1996 1997 1998
Number of listed companies (1) ........ 223 221 217 213 223
Total market capitalization 293,566| 325,568| 386,157| 598,809| 931,472
(billions of lire) (1) ..................
as a percentage of GDP ............. 17.9 18.4 20.6 30.7 45.3
percentage breakdown:
industry .......... .. ... 25 33 34 31 24
insurance ....................... 23 20 15 15 16
banking .............. ... ... ... 18 17 15 19 27
finance ........... .. ... . ... 8 5 4 4 3
SEIVICES . ..ot 26 25 32 31 30
Gross issues (billions of lire) ........... 12,982 8,515 5,506 6,248 13,751
Market capitalization of newly listed
companies (billions of lire) (2) ........ 26,388 64,411 14,886 12,731 42,060
Distributed dividends (billions of lire) .. .. 5,105 6,180 9,786 12,112 13,601
Earnings/price ratio (percentages) (3) ... 4.6 5.8 6.3 4.6 3.8
Dividends/price ratio (percentages) ..... 1.6 1.7 2.2 1.6 1.2
Turnover (billions of lire):
stock exchange .................. 190,009| 140,341| 156,521| 337,071| 818,878
futures ............. .. i, 4,543| 166,838 400,951| 919,010(1,889,174
OpLioNS ...\ - 1,697 71,457 | 242,073| 517,274
Annual change in prices (4) ............ 3.3 -6.9 13.1 58.2 41.0
(1) At end-of-period. - (2) At the placement date. - (3) Source: Datastream. — (4) Percentage changes in the Mib index.

During the year there were 16 new listings, excluding two foreign
companies, two spin-offs of listed companies and four companies that
migrated from the second market. The value of new listings amounted to
15 trillion lire, or 0.7 per cent of GDP, compared with an average of 0.9
per cent in the five preceding years.



Public offerings raised 23 trillion lire, of which 17.6 trillion from the
privatization of BNL and AEM and the sale of the fourth tranche of ENI
shares.

Although a total of 67 companies have gone public since 1995, the
number of listed companies has remained the same. Most of the delistings
were of shareswith asmall float or those of companiesinvolved in mergers
or acquisitions.

The integration of equity markets induced by the introduction of the
euro will probably proceed more slowly than that of the bond markets,
since equity returns depend largely on the outlook for individual
companies earnings. There would appear to be two possible scenarios:
in the first there would be a pan-European equity market for major
companies’ shares and in the second a plurality of markets with links for
specific functions.

At the start of May 1999 Borsa Italiana S.p.A. established the New
Market, the regulated market reserved for innovative small companies with
high growth potential. Trading will presumably commence during the
summer. To be listed, a company must have shareholders’ equity of at least
2.5 billion lire and a minimum float of 20 per cent of total capital. For
each listed security, a specialist dealer will ensure a liquid market. The
market is part of the Euro.NM circuit, which now comprises Amsterdam,
Brussels, Frankfurt and Paris and involved 207 companies at the end of
April. The Euro.NM circuit has recorded higher turnover in 1999 than
Easdaq, the other European market for small innovative companies, and
it could assist venture capital activity in Europe and become an important
channel of financing for smaller companies. The average index of
Euro.NM share prices rose by 134 per cent in 1998 and by 19 per cent
in the first four months of this year.

Net purchases of listed shares by investment funds, banks and foreign
investors amounted to 17.9, 3.2 and 9.5 trillion lire respectively in the
first six months of 1998. During the second half of the year, fears of
a worsening of the international crisis triggered disposals aimed at
realizing the substantial gains accumulated earlier in the year. Banks and
investment funds made net disposals of 2.8 and 1.2 trillion lire respectively.
On the other hand, foreign investors made further net purchases of 15.4
trillion, bringing their total for the year to 24.9 trillion (compared with
16 trillion in 1997; Table 44). Unlike the other sectors, households and
enterprises made net disposals of equities amounting to 20.2 trillion lire
for the year.
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Share prices and turnover. - The share price index rose by 41 per cent,
compared with 58 per cent in 1997 (Table 45). The Italian stock exchange's
gain was larger than the average for the euro area (30 per cent) and the
main industrial countries.

In the early months of the year the rise in prices, fueled by the
results for 1997 and expectations of a reduction in real interest rates,
brought the expected earnings/price ratio and the dividend yield to levels
that were low both historically and by international standards (3.2 and
1.2 per cent respectively at the end of March; Figure 36). The sharp
correction in April was followed by a period of particularly high and
persistent volatility in Italy, with peaks of 40 per cent on an annualized
basis, as against 25 per cent in France and Germany and less than 15
per cent in the United Kingdom and the United States (Figure 37). It
was not until July that volatility in Italy subsided to near the average
levels of the other markets. In August, the Russian crisis dealt a fresh
blow to investors’ confidence. Italian share prices retreated by 34 per
cent between the second half of July and the start of October and the
volatility of returns rose to a peak of 48 per cent, this time in line with
developments in the leading markets.

Figure 36
PRICE RATIOS OF EXPECTED EARNINGS
AND DIVIDENDSIN SELECTED COUNTRIES
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From the beginning of October until the end of the year, the rapid
declinein volatility fostered a sharp recovery in Italian share prices, which
rose by 39 per cent, compared with an average gain of 35 per cent in the
countries of the euro area. The expected earnings/price ratio, which had
reached 4.9 per cent in September, fell back to 3.8 per cent by the end
of the year, in line with the level prevailing in the United States and lower
than that of the other main countries with the exception of Japan; the
differential between the ratio and long-term interest rates narrowed from
2.4 to 1.5 percentage points, signaling the combination of a reduction in
the equity risk premium demanded by investors and a further upward
revision of expected corporate earnings, in contrast with the fears of a
slowdown in economic activity and the pronounced volatility of share
prices.

Figure 37
VOLATILITY OF SHARE PRICES
ON THE MAIN INTERNATIONAL STOCK EXCHANGES (1)
(percentages)
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(1) Standard deviation of the last 21 daily returns of the price indices; annualized data.

In the first four months of 1999 the deterioration in the short-term
economic outlook led to high volatility coupled with a price rise of 5.7
per cent.

Turnover grew by 143 per cent and the annual total rose from 69
per cent of market capitalization in 1997 to 99 per cent. This ratio is
higher than those recorded in France, the Netherlands and the United
States, but remains well below those of the United Kingdom and Germany
(131 and 143 per cent respectively). The volume of trading was especially
high in March and April, a the time of the surge in prices and the
subsequent correction; average daily turnover rose to nearly 5 trillion
lire, compared with 3.2 trillion in 1998 as a whole and 1.3 trillion in
1997 (Figure 38).
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Figure 38
ITALIAN STOCK EXCHANGE: SPOT AND FUTURESMARKETS (1)
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(1) Monthly turnover in billions of lire; left-hand scale. - (2) Indices, 31 December 1996=100; right-hand scale.

The equity-based derivatives market. - Turnover was sharply up on
Idem, the market in equity-based derivatives, although for the first time
since the market’s inception the increase in volume was smaller than that
on the spot market. In 1998 Idem ranked second among European
equity-based derivatives markets behind Germany’s Eurex. Average daily
turnover in Mib30 stock index futures more than doubled to 7.5 trillion lire;
as a ratio to turnover in the underlying shares, it fell from 350 to 303 per
cent. Average daily turnover in options on the Mib30 index grew even
more rapidly, from 0.97 to 2.05 trillion, but it too declined in relation to
spot trading, from 91 to 83 per cent. Turnover in options on individual
shares also increased, rising from 100 to 210 billion lire a day.



SUPERVISION OF BANKS
AND NON-BANK INTERMEDIARIES

This section of the Report sets out the criteria and methods followed
in the Bank’s supervisory activities and describes the measures adopted in
1998. It fulfills the Bank of Italy’s obligation to publish an annual report
on its supervision of banks and non-bank intermediaries pursuant to Article
4 of the 1993 Banking Law (Legislative Decree 385 of 1 September 1993).

Since the beginning of this year, banking and financial supervision is
set in the new context of European monetary union. Supervisory
responsibility has remained with the national authorities under the
principle of subsidiarity laid down in the Treaty, in recognition of the fact
that the aims of supervisory activity are effectively attained by the national
authorities. Procedures for the exchange of information and cooperation
between the ESCB and the national supervisory authorities are provided
for, in order to ensure the link between the single monetary policy for the
euro area and supervisory activity. The ECB has advisory functions with
respect to planned Community and national legislation affecting
supervision.

Last year saw a significant improvement in the profitability of Italian
banking and financial intermediaries and a diminution in credit risk. The
restructuring of the banking system continued with the formation of larger
groups, the implementation of reorganization programmes, the
rationalization of production processes and the diversification of points of
sale.

The shift in the pattern of banks’ situations is revealed by the changes
in the supervisory authority’s evaluations. These improved for banks that
had embarked on reorganization programmes, especially the large ones.
They deteriorated somewhat for a number of mainly small banks that have
not yet adapted their operations to the more competitive environment.
However, most of these banks belong to groups whose overall situation is
healthy.

For the banking system as a whole, the return on equity rose to 7.8 per
cent, as against an average of 2.7 per cent in 1996-97. Returns higher than
10 per cent were recorded by banks accounting for 39 per cent of the
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system’s total assets, compared with 6 per cent in 1997. The number of

loss-making banks fell drastically. The improvement was entirely due to

the increases of 18 and 60 per cent in income from securities trading and
services.

Operating costs were affected by the failure to renew the banking
industry’s collective bargaining agreement. Excluding the effects of the
introduction of the regional tax on productive activities, staff costs rose
slightly. The number of employees continued to decline, falling by 1.3 per
cent. The competitive gap on this front with respect to the banking systems
of the other leading European countries nonetheless persists.

Technological innovation and the reorganization programmes under
way have made rationalizing the use of productive factors all the more
urgent. Over the last five years most of the overall reduction in personnel
has occurred at banks involved in mergers. Outsourcing of traditional
banking activities in addition to data processing is gaining in importance.

Higher corporate profits and an improvement in firms’ financial
structures helped to slow the growth in bad debts in 1998. They fell over
the year from 9.2 to 8.8 per cent of total lending, and the pace of their
expansion slowed further in the early months of 1999. The fact that many
banks continued to upgrade their loan portfolios in 1998 was reflected in
the volume of value adjustments, which continued at the high level
registered in 1997.

New scope for loan management has been opened up by the recent law
on securitization. The opportunities for Italian banks to provide
consultancy services will increase.

The operating income of asset management companies increased by
60 per cent in 1998. The average volume of assets under management
doubled, more than offsetting the decline in unit commissions caused by
heightened competition. Bank-controlled firms accounted for 98 per cent
of the sector’s net fund-raising.

The gross revenues of securities firms rose by nearly 40 per cent,
primarily in connection with trading for customer account and
door-to-door sales of financial products. The firms belonging to banking
groups achieved higher-than-average returns on equity.

The profitability of the financial companies entered in the special
register improved compared with 1997, thanks mainly to income from
services; the riskiness of their assets remained fairly low.

Intensifying competition in national markets and increasing
international integration have prompted extensive reorganization and
consolidation in the various segments of the financial industry everywhere.



In Europe, a 30 per cent decline in the number of banks since the start of
this decade has been accompanied by the diversification of distribution
networksinvolving not only an increase in the number of branches but also
the expansion of ATMs and telephone and telematic services.

There were 54 concentrations in Italy in 1998. The market shares
transferred were equivalent to 12 per cent of the banking system'’s total
assets, by far the highest value registered to date. Even so, the main
banking groups remain smaller than their European counterparts: the top
five groups in Germany, France and the United Kingdom account for more
than 10 per cent of the European market, compared with 5.3 and 3.4 per
cent for the five largest groups in Italy and Spain.

The reorganization programmes that Italian banking groups are
implementing have in common a sharper separation between the
production and the distribution of services, a clearer definition of the
objectives and risk-return profiles of individual business units and greater
decentralization of decision-making. Groups frequently consist of a parent
bank responsible for direction and coordination and a number of sizable,
legally independent subsidiary banks. In the asset management sector,
there is a move towards the creation of a single management unit for each

group.

The market share of banks controlled by public entities decreased
from 25 to 18 per cent last year. This trend will be reinforced by the recent
legislation on the disposal of controlling stakes by banking foundations.
International comparison of the situation at the end of 1997 shows that
there was significant public participation in only two of the top ten banking
groups in Italy, as against four in Germany and Spain and three in France.

There is an important foreign presence in the share capital of Italian
banks. Foreigners own significant interests in six Italian groups, which
account for more than 50 per cent of the assets of the ten leading groups.
In France and Spain the number of groups with foreign shareholders is
smaller and their market share is less than half that registered in Italy; the
foreign presence in German groups is negligible.

The growing complexity of intermediaries’ organizations and risk
management operations means that the supervisory authority must
continually update the regulatory framework and refine control
procedures. Supervisory action now increasingly integrates quantitative
rules with intervention on organizational arrangements, on the assumption
that effective risk management requires adequate organizational and
control arrangements. In 1998 the authorities introduced regulations
intended to encourage the creation of adequate internal control systems in
banks and banking groups, without violating entrepreneurial autonomy.
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The supervisory analysis of credit risk has been enhanced by work to
improve measurement and management techniques, including the
integration of the available data bases. Methods of analysis of banks
organizational arrangements have been developed with the aim of
assessing inconsistencies with their strategies and operations.

More meetings were held with managements to examine specific
aspects of banks’ operations; remedial action focused on credit risk,
organizational adequacy and profitability. A total of 202 inspections were
carried out in 1998, 185 of them at banks; the findings confirmed the
three-year rise in the proportion of banks receiving positive assessments
and the decline in intermediate assessments. Inspections at large banks
involved in mergers sought to evaluate the results achieved during the
implementation of the projects. The most serious problems were
encountered at small banks. The liquidations of Sicilcassa and Isveimer
continued in 1998, as did the disposal of the assets transferred from Banco
di Napoli to the non-bank collection company SGA. Competitive
procedures were also adopted for the transfer of troubled banks’ assets and
liabilities.

The Bank of Italy intensified its cooperation with other governmental
bodies. In the field of economic crime prevention, cooperation consists
mainly in the exchange of information with the judicial and law
enforcement authorities.

The supervision of asset management companies included checking
compliance with the limits on investment activities, verifying the
requirements for access to the sector and approving management rules. As
for securities firms, the methods of analysis were revised, while remedial
action focused primarily on their organizational arrangements, profitability
and capital adequacy. In small companies, the main problems involved
internal controls. Special attention was paid, with the cooperation of
professional associations, to improving the quality of the reports submitted
by financial companies entered in the special register.



THE REGULATORY FRAMEWORK

Banking and financial supervision in the European Monetary Union
countries

Relations between the European System of Central Banks and
national supervisory authorities. - The organizational structure of
prudential supervision in the European Union was set out in the Second
Banking Coordination Directive, which came into force in January 1993.
Underlying the single market for banking and financial services is home
country supervision of intermediaries activities throughout the European
Union.

Article 105 (5) of the Maastricht Treaty establishes that the ESCB
shall contribute to the smooth conduct of policies pursued by the
competent authorities relating to the prudential supervision of credit
institutions and the stability of the financial system. Supervision has
remained the responsibility of national authorities under the principle of
subsidiarity set out in Article 3b of the Treaty, in recognition of the fact that
the aims of supervisory activity are effectively pursued by national
authorities.

A number of important issues concerning the link between
supervisory activity and the conduct of the single monetary policy in the
euro area were addressed in preparation for Monetary Union, such as the
exchange of information and cooperation between supervisory authorities
and the ESCB.

The ESCB transmits to national supervisory authorities any
information on individual institutions and markets collected in the course
of its activities that may be useful to them in the exercise of their functions.
National supervisory authorities may in turn pass information to the ESCB.

The supervisory authorities assist the Eurosystem in ascertaining
possible infringements of the regulations binding counterparties in
monetary policy operations, including the compulsory reserve
requirement, and advise the ESCB of situations in which banks in difficulty
could constitute a risk for the system.
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Cooperation between national authorities and the ESCB is promoted
by the Banking Supervision Committee at the ECB, which brings together
representatives of the central banks and national banking supervisory
authorities. The Committee is charged with examining macro-prudential
issues, monitoring the development of the European banking and financial
system and assisting the ECB in its role as an advisor on proposed
Community and national legidlation relating to supervision.

A Council Decision of 29 June 1998 established that this role shall
regard provisions in matters of banking supervision with significant effects
on the stability of financial institutions and the markets.

EU legidation and international cooperation. - At the European
Union level, work continued on harmonizing the regulations governing
banking and financial intermediation. Directive 98/26/EC on the finality of
settlement in payment and securities settlement systems was approved; the
European Commission submitted a proposed directive on distance selling
of financial services and two proposed directives aimed at defining
prudential rules for institutions that issue electronic money.

The Basle Committee has drawn up guidelines and proposals for the
adaptation of supervisory arrangements in five main areas of interna
control systems.

The Committee has begun the task of reviewing the Capital Adequacy
Accord to take account of developments in the markets and in risk
measurement and management procedures, with a view to increasing the
degree to which capital requirements reflect the actual risk profiles of
individual banks.

In order to improve cooperation between national and international
institutions and authorities involved in ensuring the stability of the global
financial system, the Financial Stability Forum has been established under
the auspices of Group of Seven Finance Ministers and Governors. The
Forum is composed of three members from each of the G7 countries,
representing political authorities, central banks, and banking and financial
supervisory authorities, together with representatives of international
financial organizations and international supervisory committees.

Italian legidlation

The Consolidated Law on Financial Intermediation. - The
Consolidated Law on Financial Intermediation (Legidative Decree 58 of
24 February 1998) came into force on 1 July 1998. It provides a



comprehensive regulation of securities intermediaries, financial markets
and central depositories of financial instruments, and issuers.

The provisions governing intermediaries confirm the principle of
assigning supervisory responsibilities according to objective, entrusting
the Bank of Italy with safeguarding financial stability and Consob with
ensuring transparent and proper conduct. The Bank of Italy is charged with
defining the prudential rules for limiting risk that collective investment
undertakings must follow.

The reform of bank foundations. - Law 461 of 23 December 1998 and
the implementing decree of 14 May 1999, which reorganize the civil and
tax law governing bank foundations and the tax treatment of bank
restructuring operations, complete the regulatory aspects of the banking

reform launched with the “Amato-Carli” law in 1990. The provisions
govern the disposal of foundations’ holdings in the companies to which

they transferred their banking businesses.

The foundations are supervised by a special authority - temporarily the
Minister of the Treasury - which monitors compliance with legislation and
bylaws, sound and prudent management, the return on capital and the
effective protection of the interests enshrined in the bylaws. The authority
is also responsible for establishing the minimum share of income in

relation to capital to be spent on institutional activities.

Secondary legislation

Banks internal controls and the responsibilities of Boards of

Auditors. - The rules issued last October set out a comprehensive
regulatory framework aimed at encouraging banks and banking groups to
establish effective and efficient internal control systems, without
prejudicing their entrepreneurial independence. They are based on the
general principlesand best practicesidentified at the international level and
adapted to the specific characteristics of the Italian banking system.

The compulsory reservesThe supervisory rules have been adapted
to take into account the ECB Regulation of 1 December 1998 establishing
a uniform compulsory reserve regime for the euro area countries.

Authorization to engage in banking; holdings of capital in barks
the light of legidative developments, experience gained in the application
of regulations and the demonstrated fragility of newly-established banks,
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the supervisory rules governing authorizations to engage in banking and
holdings of capital in banks have been completely revised.

The minimum amount of capital required to establish a mutual bank
has been raised to 2 million euros. In line with Directive 95/26/EC (the
so-called post-BCCI Directive), one of the conditions for granting
authorization is that both the registered office and the head office be
located in Italy. Additional information is also required concerning the
bank’s programme of operations.

Securities issues by banks. - Legislative Decree 213 of 24 June 1998
and the Consob resolution of 23 December 1998, which govern the
introduction of the euro in Italy, establish the criteria for redenominating
and dematerializing financial instruments.

In accordance with these provisions, in December 1998 the 5 and 20
million lire minimum issue lots for bank bonds became 1,000 and 10,000
euros respectively. Issues of 1,000-euro bonds are subject to the same
conditions formerly applied to those of 5 million lire.

Banks' solvency ratios- A measure of 18 March 1999 transposed into
Italian law Directive 98/32/EC, which amends the weights applied to real
estate transactions in calculating banks' solvency ratios contained in
Directive 98/647/EC.

Specifically, the 50 per cent weighting is extended to operations
involving financial instruments secured by mortgage loans, leasing
transactions and loans secured by mortgages on non-residential property.

The new edition of supervisory rules for banks. - The changes in
primary legislation and the numerous supervisory provisions issued in
recent years made it necessary to revise the rules completely. The new
volume provides a homogeneous and rationalized collection of the
supervisory rules issued by the Bank of Italy.

Implementation of the Consolidated Law. - The Consolidated Law on
Financial Intermediation transfers a wide range of regulatory responsibility
from primary legislation to administrative authorities (the Ministry of the
Treasury, the Bank of Italy and Consob). The sector most affected by the
revision of secondary regulation is collective portfolio management, with
less drastic revisions being made to provisions regarding investment
services since the Consolidated Law did not introduce major changes in
this area.



Collective investment undertakings. - On 1 July 1998 the Bank of
Italy issued a regulation implementing the innovations contained in the
Consolidated Law concerning investment funds and SICAVs. The
regulation grants considerable autonomy to asset management companies
in their choice of services, products and productive processes.

The regulation implements the transfer of responsibility for the
authorization of asset management companies and SICAVs from the
Treasury Minister to the Bank of Italy, as provided in the Consolidated
Law. The new regulation aso envisages an assessment of intermediaries
organizational structure and programme of operations and the suitability of
their parent group.

The minimum share capital for asset management companies and
SICAVs has been standardized at 1 million euros; asset management
companies must also have minimum capital related to the value of the
assets under management or to their fixed operating costs in the previous
financial year.

The issue and marketing of securities in Italy. - A provision of 15
December 1998 simplified the regulations governing the issue and
marketing of securities in Italy to give greater operating autonomy to those
engaged in these activities.

The financial statements of banks and financial institutions. - In order
to improve transparency, the notes to banks’ accounts now include
information on the amount and behaviour of various types of doubtful
debts and the corresponding value adjustments, as well as on the
composition of own funds and supervisory capital. The report on
operations must also describe the principal sources of credit risk, the
marketing strategies pursued, control systems and accounting policies.
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THE STRUCTURE OF THE FINANCIAL SYSTEM

Developmentsin 1998. - The share of banks and groups controlled by
the State, local authorities and foundationsin the total assets of the banking
system fell further, from 25 to 18 per cent. Proceedings were begun to sell
control of the Mediocredito Centrale group, which recently took over
Banco di Sicilia, and to bring private investors into Monte dei Paschi di
Siena and Banco di Sardegna, both of which are still wholly controlled by
their respective foundations.

The privatization of Banca Nazionale del Lavoro was accomplished
through the disposal by the Treasury of 25 per cent of the bank’s ordinary
shares via private placement, so as to create a stable group of core
shareholders, and a public offering of the remaining shares held by the
State to savers and Italian and foreign institutional investors.

Last year a number of concentrations between major Italian banks
were completed: between Istituto Bancario S. Paolo di Torino and IMI;
between Credito Italiano and the Unicredito group, creating the Unicredito
Italiano group; between Ambroveneto and Cariplo, to form the Banca
Intesa group. The new groups rank at the top in Italy for total assets, though
they are still much smaller than the leading EU banks.

The restructuring of the system is also continuing among small and
medium-sized banks against the background of changes in the competitive
environment in local markets, in the demand for services and in the
financial industry’s production processes.

During last year 54 concentrations were completed, involving the
transfer of market shares equal to more than 12 per cent of total assets, by
far the highest annual figure recorded to date.

The number of banks operating fell last year by 14, to 921 (Table 46).
Thirty new banks began operations, the same number as in 1997; one third
resulted from the transformation of securities firms or financial companies
and 9 were branches of foreign banks. The number of banking groups
declined by 2 to 85, accounting for 87 per cent of total assets.. The groups
include a total of 200 Italian banks, compared with 184 at the end of 1997.

The number of foreign banks with branches in Italy rose from 55 to
59. Ten Italian banks are owned by foreign banking groups, of which 5 are
based in the EU.



Table 46
THE ITALIAN BANKING SYSTEM

At end-1997 Changes in 1998 (1) At end-1998
No. of No. of branches regg‘ga. Cancella- | No. of No. of branches
banks ltaly | Abroad | tions tions | banks | (@) | Abroad
Limited company banks
accepting short-term funds 190 | 18,026 93 25 8 207 | 19,009 91
Limited company banks
accepting medium and
long-term funds (2) 32 98 - 3 5 30 88 -
Cooperative banks (banche
popolari) .............. 69 | 4,357 9 1 14 56 | 4,275 9
Mutual banks (banche di
credito cooperativo) 583 | 2,659 - 6 26| 563 | 2,772 -
Central credit and refinancing
institutions .............. 6 28 - - - 6 30 -
Branches of foreign banks . .. 55 82 - 9 5 59 84 -
Total .... 935 | 25,250 102 44 58 921 | 26,258 100
In the process of opening . ... 6 449 1 8 578 3

(1) Includes changes due to the creation of new banks, closures, mergers and changes in institutional category. - (2) Includes Istituto
per il credito sportivo. — (3) Includes branches of Banco di Sardegna resulting from the transformation of local agricultural credit banks.

The organizational structure of the leading banking groups. - All the
major Italian banking groups have begun a review of their strategies and
organizational arrangements, partly in connection with concentrations.
The organizational configurations adopted have a number of principles
in common: a tendency to separate the production and distribution of
services; a precise definition of the operating scope and objectives of
business units;, broad delegation of decision-making, accompanied by
subsequent assessment of the risk-return profiles of individual lines of
business. The principal novelty isthe so-called ‘federal’ group model, the
hallmark of which is the presence of several large and legally independent
subsidiary banks.

Outsourcing. - The review of banks’ production processes is leading
to increased outsourcing, not limited to EDP, where the practice is most
common. The early results of a survey covering banks other than mutual
banks show that outsourcing, which previously involved mostly auxiliary
activities such as accounting, is gradually spreading to the traditional
sphere of banking activity.

Distribution. - The diversification of banks’ distribution networks
continued in 1998. Telephone banking and the marketing of products
through financial salesmen continue to expand, with new specialized
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banking intermediaries being established, sometimes within existing
groups. The branch network continues to expand, albeit more slowly, and
remains the cornerstone of relations with customers and corporate growth
strategies. The number of new branches opened last year was 801.

Securities intermediaries

Asset management companies. - At the end of last year there were 71
registered asset management companies and one open-end investment
company (SICAV). Fifty-eight asset management companies and one
SICAV were operational in the field of open-end collective investment
undertakings, an increase of 5 units compared with 1997. There were 706
operational funds and sectors (compared with 630 in 1997), of which 46
per cent were equity-based and 32 bond-based (Table 47).

Table 47
UNDERTAKINGSFOR COLLECTIVE INVESTMENT
31.12.1997 31.12.1998
Italian open-end securities investment fund management
companies and SICAVs:
authorized ... ... 749 924
operational ... ... 630 706
of which: equily ...... ... .. 279 325
MIXEd . ... 54 52
bond ... 202 224
management . ........... ... 95 105
Italian closed-end securities investment fund management
companies:
authorized ... ... 9 1
operational .. ........ .. 4 7
Italian closed-end real-estate investment fund management
companies:
authorized ... ... 1 2
operational ... ... - -
Italian open-end pension funds:
authorized . ... ... - 25
operational ... ... - 3
Foreign funds and sectors marketed inltaly .................... 675 938
Of WhiCh: @qUILY . ... ... e 335 478
MIXEA . . . oo 33 57
bond ... ... 212 279
money Market . ............ooiieeiiiiiiiiiiiiiiia, 69 86
global ....... ... . . . . . 26 38




Net subscriptions continued to increase at a rapid pace, growing by
118.4 per cent to 313 trillion lire, while assets under management rose by
95.6 per cent to 720,823 hillion.

The 39 bank-controlled management companies accounted for 98 per
cent of net subscriptions and at the end of the year managed 93 per cent of
the total assets of the system, compared with 83.4 per cent at the end of
1997. Companies not controlled by banks also raised the bulk of their fresh
funds through banking networks (branches and banks' financial agents).

The degree of market concentration remained high, with the five
largest companies accounting for 42.5 per cent of the assets under
management.

Italian securities firms (SMs). - The number of securities firms in
operation continued to decline; the year-end total fell from 212 in 1997 to
191 last year, as a result of 29 firms ceasing activity and 8 new ones
entering the market.

Compared with the end of 1993, the number of securities firms
contracted by more than 40 per cent, with those not belonging to a group
falling from 48 to 30 per cent of the total. At the end of last year 81 firms
were controlled by banks, 21 belonged to insurance groups and 40 were
controlled by foreign companies.

Half of the withdrawals from the market by firms not belonging to a
group were made voluntarily by the owners in view of the unsatisfactory
level of profits and the failure to win more than a very small share of the
market.

Trading on behalf of customers and door-to-door selling are the only
areas in which securities firms do more business than banks. The
bank-controlled firms play a major role in all securities broking activities.
The degree of concentration is high in all segments, with the exception of
trading on behalf of customers, where it nonetheless increased in 1998.

Financial companieslisted in the special register pursuant to Article 107
of the Banking Law

At the end of 1998 there were 206 registered financial companies
subject to Bank of Italy supervision. Of these, 117 were bank-controlled
and accounted for 69 per cent of such companies’ total lending, 49 were
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industry-owned and accounted for 26 per cent of lending. The remaining
companies on the register were “independent” firms, many of them active

in merchant banking, foreign exchange broking or the issue and
management of payment cards.
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RISKS, PROFITABILITY AND CAPITAL
ADEQUACY OF INTERMEDIARIES

Banks

Credit risk. - Gross of value adjustments, bad debts increased by
dlightly more than 3 trillion lire, rising by 2.5 per cent, as against 6.8 per
cent in 1997. At the end of the year they amounted to 128 trillion lire
or 8.8 per cent of total loans, as against 9.2 per cent at the end of 1997
(Table 48). In the early months of 1999 the growth in bad debts slowed
further and in March it equalled to 0.5 per cent on a twelve-month basis.
Doubtful debts declined in 1998 by 1.4 trillion lire. The moderate
expansion in bad debts reflected the improvement in firms' profitability

and financial structures. In addition to recoveries and disposals, the
satisfactory trend in bad debts was due to 13.2 trillion lire of writeoffs.

Table 48

BANKS BAD AND DOUBTFUL DEBTS AND TOTAL LENDING (1) (2)
(end-of-period amounts in billions of lire)

Banks accepting medium

Banks accepting short-term funds and long-term funds

Total

Bad debts | Doubtful | Total loans | Bad debts | Doubtful | Total loans | Bad debts | Doubtful | Total loans
3) debts (4) 3) debts (4) 3) debts (4)

1995 . ... 98,987 | 42,940|1,071,652| 15,063| 6,490| 189,992| 114,050| 49,430|1,261,644
1996 .... | 110,230| 44,552(1,103,058| 17,638 6,617| 180,211| 127,868| 51,169|1,283,269
1997 .... | 106,273| 39,964|1,185,078| 18,607| 5,991| 179,173| 124,880| 45,955|1,364,251
1998 .... | 109,619 38,890(1,266,897| 18,408 5,652| 179,794| 128,027 | 44,542|1,446,691

(1) Lending to resident customers of banks operating in Italy and Italian banks’ branches abroad. - (2) The classification of banks is
that which was in force at the end of 1998; merged banks have been considered as belonging to the category of the bank with which
they were merged. - (3) Includes protested bills. - (4) Includes bad debts and protested bills.

A survey of 740 banks accounting for 97 per cent of total lending
at the end of 1998 shows that the growth rates of bad debts were highly
dispersed. The bad debts of 36 per cent of the sample banks (holding 43
per cent of the sampletotal) declined, since their new bad debts were small
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and because they wrote-off 10.4 trillion lire of uncollectible loans. The
bad debts of 39 per cent of the banks (holding 31 per cent of the sample
total) increased by more than 10 per cent, primarily because they recorded
a large volume of new bad debts.

Value adjustments to bad debts rose from 39 per cent in 1997 to 41
per cent in 1998.

The concentration of lending by Italian banks to individual borrowers
and groups decreased further in the twelve months to September 1998.
Large exposures declined by 17 per cent to 98.7 trillion lire. The amounts
in excess of the 40 per cent ceiling of supervisory capital applicable in
1997 and 1998 fell by almost 50 per cent from 9.4 to 4.9 trillion, some
80 per cent of which consisted of the loans of three banking groups to
four large industrial companies in the Centre and North of Italy.

Lending to small customers. - The importance of small borrowers for
the banking system has been increasing in Italy in the same way asin other
leading countries. The credit lines granted to households and small
businesses, for which the unit value of loans is now less than 500 million
lire on average, rose from 37 per cent of total bank lending in the
mid-eighties to 44 per cent last year.

Until the early nineties the shares of total lending of households and
small businesses both increased. Subsequently, the share of the latter
contracted, falling from 29 per cent in 1991 to 27 per cent in 1998. On
the other hand, lending to households expanded at annual rates of around
10 per cent, or nearly twice as fast as total lending, and its share of total
lending rose to 17 per cent. As their spreads have narrowed, banks have
increased their lending to households, partly to take advantage of the
opportunities offered by the expansion in their branch networks.

The proportion of bad debts in loans to households is 11 per cent,
or 2 percentage points more than the overall average. In particular, the
home mortgage market, which accounts for about 70 per cent of all lending
to households, has seen a steady build-up of non-performing loans owing
to the recent weakness of the real estate market and the lengthiness of
repossession procedures.

Country risk. - In December 1998 Italian banks' loans subject to the
supervisory rules on country risk amounted to 23.9 trillion lire, including
4.9 trillion of short-term trade credits. The decline of 800 billion lire
compared with the end of 1997 was due to the reduction in lending to the
countries most severely affected by the financial crisis of 1997; in
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particular, that to the Asian countries fell by 50 per cent to 2 trillion lire.
The exposure to Latin American and Caribbean countries increased by 1
trillion lire, while the value of trade credits remained essentially
unchanged.

The new prudentia rules which came into force in December 1998
and the increased riskiness of Russia and the emerging countries led to
an increase of 1.56 trillion lire, or 83 per cent, in the required adjustments
to supervisory capital. The exposure to “non-zero risk” countries grew by
2.6 trillion lire to 12.6 trillion and accounted for 53 per cent of all
unsecured loans; the average ratio of the required adjustments to
supervisory capital to the total claims on these countries rose from 19 to
27 per cent.

The new method of evaluating country risk makes greater use of
market indicators and permits changes in the perception of a country’s
solvency to be captured more rapidly; it also provides for a more detailed
classification of countries at risk.

Profitability. - The profitability of Italian banks rose substantially in
1998. Their return on equity reached 7.8 per cent, compared with an
average 2.7 per cent in 1996 and 1997. The segment consisting of banks
with an ROE of more than 10 per cent grew considerably and included
many of the major institutions; the proportion of loss-making banks fell
sharply.

Though still far below that of banks in the Centre and North, the ROE
of banks located in the South also improved, rising from 1.3 to 3 per cent.

Gross income rose by 11.7 per cent to 106.9 trillion lire. Income from
services and securities trading grew from 20 to 26 per cent of gross income
and accounted for the entire improvement. For the third successive year
net interest income fell in absolute terms, contracting by 400 billion lire
or 0.6 per cent as a result of the narrower spread between the return on
assets and the cost of liabilities.

Staff costs fell by 3.7 per cent and 1.5 trillion lire owing to the
suppression of health-care contributions with the introduction of the new
regional tax on productive activities (Irap).

The number of bank employees declined by 1.3 per cent to around
338,000 at the end of last year; five years of contraction have reduced
the staffing level by more than 6 per cent compared with the peak in 1993.
Technological innovations and bank mergers have increased the need to
rationalize the use of labour. At the bigger banks the number of employees
fell by 15 per cent compared with 1993, whereas smaller banks steadily
enlarged their staffs.
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Net incomerose by 40 per cent to 42.4 trillion lire (Tables49 and a31).

Table 49
SELECTED INDICATORSFOR ITALIAN BANKS
BY GEOGRAPHICAL AREA (1)
(amountsin billions of lire)

Centre and North South Total

1997 1998 1997 1998 1997 1998
Netincome .................. 27,813 39,242 2,380 3,115 30,193 | 42,357
Loanlosses ................. 11,965 12,048 2,079 2,026 14,044 14,074
ROE (%) ..oviieeen . 1.7 8.3 1.3 3.0 1.7 7.8
Allocations to supervisory capital 848 6,734 54 133 902 6,867
Increases in share capital (2) . .. 1,891 11,199 3,219 157 5,111 11,357
Supervisory capital (3) ........ 193,967 | 210,995 | 18,301 | 17,893 | 212,269 | 228,887
Solvency ratio (%) 3) ......... 12.5 12.6 14.6 13.3 12.7 12.7
Excess amounts (3) .......... 71,496 78,446 8,407 7,255 79,903 85,700
Shortfalls 3) ................. 1,444 946 138 126 1,582 1,072
(1) The classifications are those that were in force at the end of 1998. - (2) Net of buybacks. The figures for 1997 include amounts
contributed by public shareholders under statutory provisions. - (3) The figures for 1998 are net of increases in supervisory capital
resulting from banks acquiring majority interests in other banks.

Value adjustments to loans, including withdrawals from loan loss
provisions and net of value readjustments, remained at the high level
reached in 1997 and amounted to over 14 trillion lire.

Taxes totaled 12.8 trillion lire. The improvement in profitability was
reflected in the sharp rise in dividends from 4.6 trillion lire in 1997 to
a new high of 7.8 trillion in 1998.

The portion of net profit used to increase supervisory capital
amounted to 6.9 trillion lire, compared with 0.9 trillion in 1997.

Capital adequacy. - The supervisory capital of the Italian banking
system, computed on a consolidated basis with reference to June 1998,
increased by 14.5 trillion or 7.6 per cent to reach 206 trillion lire. The
overall solvency ratio, which has included capital charges for market risk
since June 1997, was 11.6 per cent. Amounts in excess of the minimum
capital requirementsgrew by nearly 2 trillion lire; shortfallsfell to lessthan
600 billion lire and only concerned 7 banks, as against 11 in 1997.

At the end of 1997 the solvency ratio of the 19 Italian banks that
operate internationally was equal to 9.7 per cent and in an intermediate
position with respect to the values of the other G10 countries.



In December 1998 supervisory capital, measured on a solo basis,
amounted to 244.7 trillion lire (Table a32). The increment is attributable
to an expansion of 22 trillion in primary capital and of 10.8 trillion in
supplementary capital. The rise in the index of bank stocks provided an
incentive to raise around 11 trillion of equity capital, of which 9.5 trillion
was used to finance the main mergers. Issues of preference shares
amounted to about 1.7 trillion.

The growth of supervisory capital on a solo basis also reflected the
accounting effects of the concentrations that were carried out during the
year. Net of these effects, it was about 8 per cent; the average solvency
ratio on a solo basis was 12.7 per cent, as in 1997.

I nvestment fund management companies

Profitability. - Investment fund management companies’ profits, after
tax but before allocations to provisions and depreciation, rose by 59.5 per
centto 1.3 trillion lire, since the decline in net revenues in relation to assets
under management was more than offset by the twofold increase in the
latter.

Growing competition in the sector resulted in commissions coming
under pressure, especially the entry and exit charges for money market
and bond funds.

Securities firms

Profitability. - The net profits of Italian securities firms rose from 500
billion to 1.1 trillion lire. Loss-making firms were half the number
recorded in 1997 and the majority were new entrants or had only a
marginal market share.

Total revenues grew by 37 per cent, while operating costs rose by
10 per cent. Return on equity in the sector rose from 15 to 31 per cent.

Capital and risks. - The supervisory capital of securities firms
increased by 6 per cent in 1998; tier-one capital declined slightly to 95.4
per cent of the total. The total capital requirement at the end of the year
was about 800 billion lire, while firms’ supervisory capital amounted to
about 2.5 trillion lire; three firms had capital shortfalls.

Financial companies registered under Article 107 of the 1993 Banking
Law

Credit risk. - Excluding newly-registered companies, disbursements
by non-bank credit intermediaries grew by 14 per cent; at the end of the
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year total loans amounted to more than 123 trillion lire, net of value
adjustments, which almost all concerned leasing, factoring, consumer
credit and credit card business.

Bad debts grew by 6 per cent to 3.6 trillion lire, or 2.9 per cent of
total lending. Net of value adjustments, they amounted to about 2 trillion
lire or 1.6 per cent of performing loans. Instalments more than 120 days
overdue fell from 7.7 to 6.9 per cent of outstanding credit.

Profitability. - Net profits rose by around 50 billion lire to 680 billion,
while return on equity fell from 7 to 6 per cent.

Capital. - Financia companies’ supervisory capital rose by 28 per
cent to 11.4 trillion lire at the end of the year and consisted almost entirely
of capital and reserves; excluding newly-registered companies, the
increase was equal to 15 per cent. Their free capital rose from 2.1 trillion
to 3.6 trillion and their risk asset ratio from 8.3 to 9.9 per cent.



SUPERVISORY CONTROLS

Banking supervision

Analytical tools. - Supervision and supervisory tools are increasingly
directed towards the integration of rules, quantitative models and the
analysis of organizational arrangements. Careful risk management
presupposes that accurate methods of assessment are accompanied by
organizational arrangements permitting strategic objectives to be obtained
while complying with criteria of sound and prudent management. The
effectiveness of supervision is enhanced by increasing the interaction with
internal control structures (banks boards of auditors, risk management
and internal auditing units and external auditors).

The revision of the analytical methods for investigating organizational
arrangements has been completed, in line with operational developments.
The object of such investigations is to detect possible shortcomings in
organizational arrangements and internal control mechanisms in relation
to strategies and types of activity that could result in failure to recognize
risks.

Analyses cover banks’ operating environment, key strategies and
managerial resources; as well as their organizational structure and
operating systems for activities such as lending, securities business and
internal control. Banks are rated with reference to both the principal
components of the organizational system and the overall situation.

The reports banks submitted on their internal control systems in the
early months of 1999 have provided important guidance for the
supervision of their organizational arrangements.

Prudential analysis of banks’ situations.- The distribution of scores
assigned to banksin 1998, based mainly on information referring to 1997,
reveals significant changes. The share of borrowed funds held by banks
awarded a favourable evaluation (scores of 1 or 2) rose from 33 to 41 per
cent, while in numerical terms such banks decreased from 48 to 45 per cent
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of the total. Banks with a negative evaluation (scores of 4 or 5) rose in
numerical terms and in terms of borrowed funds, in both cases from 18 to
23 per cent. There were fewer banks with a score of 3, showing significant
weakness in some technical indicators.

Remedial action. - Last year the Bank of Italy took action, in the form
of letters or meetings, involving some 470 banks. The number of meetings
rose by 44 to 475, of which 223 were arranged by head office supervisors
and 252 by supervisors in branch offices.

The supervision of large banks focuses in particular on their strategic
and operational plans for concentrations and privatizations, with special
attention paid to compliance with prudential requirements, the strength
of the balance sheet, the level of profitability and the adequacy of
organizational arrangements.

The supervisory authority closely monitored the results of some
leading groups whose problems had led to the adoption of rationalization
measures, with close attention paid to the evolution of loan quality.

Scrutiny of market risk management and control systems continued,
particularly for banks that had revised their strategies or embarked on
organizational changes. The complexity of control proceduresin thisfield
callsfor periodic checks on the state of progress of planned organizational
changes.

Action involving medium-sized banks that head banking groups was
largely directed at ensuring the adequacy of the groups' organization and
verifying their ability to handle expansion while maintaining a strong
balance sheet and sufficient profitability in the long term. Attention also
focused on control systems, the optimization of the groups’ productive
processes and the availability of qualified managerial staff.

As regards smaller local banks, which are more affected by falling
interest income and tougher competition, supervisory analysis focused on
operating costs, with a view to soliciting measures to reduce their
incidence. The supervisory authority played a major role in stimulating
the introduction of organizational and internal control systems permitting
the diversification of products and services and proper awareness in
managing today’s higher risk/return profiles.

In the specialized banking sector (network banking, securities
banking, telephone banking) the aim of supervision is to identify the
specific forms of risk (market, operating, reputation, legal risk and fraud,
etc.), their potential impact on banks’ situations and the possible remedial
measures concerning organizational arrangements and control systems.



Most of the central credit institutions and banks accepting medium
and long-term funds that are not part of banking groups are still
encountering operational problems, attributable to the adverse effects of
falling income from their traditional banking activities and their lack of
independent distribution networks. Fragmented ownership structures make
it difficult to reach agreement on solutions and strategies for handling
crises. In the case of the former medium and long-term credit institutions,
in particular, the return to a balanced situation appears to hinge on their
becoming part of banking groups and selling and rationalizing their assets.
Only in a few cases does product diversification appear a viable solution
and even then it implies searching for the necessary expertise and
developing efficient operations.

On-site controls

The total number of inspections carried out rose from 197 to 202,
of which 62 were performed by head office supervisors, compared with
66 in 1997, and 140 by supervisors in branch offices, compared with 131
in 1997. An additional two controls were carried out on behalf of Consob
within the cooperative framework established by Article 10 of the
Consolidated Law on Financial Intermediation.

The banks subjected to inspection numbered 185 (plus one where the
controls concerned the functions of depository bank), equal to 20 per cent
of the system in terms of numbers and 11.4 per cent in terms of total assets
(compared with 17 and 13 per cent respectively in 1997). The distribution
by size of bank was: 2 magor and large, 4 medium-sized, 11 small, 3
branches of foreign banks and 165 minor banks (135 of which were
cooperative banks). The geographica distribution was: 92 in the North,
36 in the Centre and 57 in the South.

The problems found in smaller banks mostly concerned those in the
South, which accounted for 61 per cent of unfavourable evaluations,
compared with 25 and 11 per cent respectively in the Centre and North.

Crisis procedures. - Four mutual banks were placed in compulsory
administrative liquidation in 1998.

The compulsory administrative liquidation of Sicilcassa substantially
completed the process of valuing the assets and liabilities transferred to
Banco di Sicilia under the contract signed in September 1997. The
provisional shortfall agreed by the parties was of the order of 3.1 trillion
lire, net of the Interbank Deposit Protection Fund's contribution of 1
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trillion lire. To cover the shortfall the Bank of Italy last year granted two
advances to Banco di Sicilia, pursuant to the Ministerial Decree of 27
September 1974.

In December 1998 the liquidators deposited the statement of
liabilities, against which appeals were lodged with the Palermo court.

The bad debts remaining on the books of the liquidation have a
nomina value of 4.4 trillion lire; the liquidators are now administering
these claims and have begun recovery proceedings. The largest exposures
involve 37 groups that have been in difficulty for some time and have
gross debts totaling around 3 trillion lire.

Given the bank’s situation, the Palermo court adhered to the request
made by the liquidators and declared the bank to be insolvent in February
1999. The liquidators have continued the action for liability against the
former representatives of the bank initiated by the special administrators.

Soecial procedures. - Last year the voluntary liquidation of Isveimer
continued, with the realization of assets and repayment of liabilities. This
activity, together with the measures related to the laying-off of employees
and the winding-up of the staff pension fund, enabled the liquidation to
proceed rapidly.

The shortfall in the accounts had been made good by Banco di Napoli,
which was granted two special advances by the Bank of Italy, as provided
for in Article 3 of Law 588 of 19 November 1996 under the procedure
established in a Ministerial Decree of 27 September 1974. The advances
were granted in 1997 and extinguished towards the end of last year.

By the end of 1998 SGA, the company set up in accordance with
Law 588 of 1996 to collect the non-performing loans acquired from Banco
di Napoli, had realized 22 per cent of the claims transferred, or about 2.7
trillion lire, of which 1.4 trillion was recovered last year. Taking account
of these recoveries, the interest accrued on the claims and the value
adjustments made, SGA'’s total claims decreased from 11 trillion lire at
the end of 1997 to around 9 trillion at the end of 1998.

In April 1999 SGA approved the accounts for its second year of
operations, which closed with a loss of 1,482 billion lire that was made
good by Banco di Napoli.

Supervision of securities intermediaries

Asset management companies. - On 1 July 1998 the Bank of Italy
transferred the 66 registered investment fund management companies and



the one existing SICAV to the new registers of asset management
companies and SICAV's provided for in Articles 35 and 44 of Legidative
Decree 58 of 24 February 1998.

Two new asset management companies were authorized in the second
half of last year and the Bank of Italy sent its favourable opinion to the
Minister of the Treasury for the authorization of 6 additional companies
whose applications were submitted before the Consolidated Law cameinto
force. In addition, the Bank authorized a merger between two asset
management companies and a securities firm. At 31 December 1998 there
were three asset management companies performing both collective and
individual portfolio management.

Last year action wastaken involving 10 asset management companies,
in response to problems concerning their organizational arrangements or
profitability and capital adequacy.

Securities firms. — A total of 88 measures were adopted last year
involving securities firms, 19 of which took the form of meetings with
corporate officers. The issues raised mostly related to profitability, capital
adequacy and organizational structure.

Supervision of financial companiesregistered pursuant to Article 107 of
the Banking Law

Last year the Bank of Italy examined 19 applications for inclusion
in the special register of financial intermediaries subject to its supervision.
Three applications were turned down because of insufficient size or
volume of business with the public.

A total of 14 measures were adopted last year involving financial
companies with problems. The majority of measures concerned credit risk,
profitability and the correctness of the information provided to the
supervisory authority on organizational matters.

Access to the securities market

Last year bond issues by Italian companies amounted to 136.8 trillion
lire and issues of foreign securities to 22.3 trillion, a decline from the
previous year of 8.6 and 41 per cent respectively. Issues of commercial
paper totaled 585 billion lire and were almost all made by listed companies.
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COMPETITION POLICY IN THE BANKING SECTOR

Technological progress, the globalization of financial markets, the
reduction in the geographical fragmentation of banking and the need for
banksto grow in order to achieve a critical mass that would permit savings
to be managed with innovative instruments, have generated far-reaching
changesin the banking system and given a further impulse to competition,
which has al'so intensified as aresult of the action taken by the supervisory
authorities over the years.

The increase in competition in the domestic market is reflected in
numerous statistical indicators. the average number of banking groups
per province has risen to 26, every province except one has at least 10
banking groups and the number of branches increased by nearly 70 per
cent between 1989 and 1998. The presence of foreign banks fosters the
spread of financial techniques developed in more advanced markets and
spurs competition in segments such as securities intermediation, asset
management, corporate finance and housing mortgages. The branches
and subsidiaries of foreign banks hold nearly 8 per cent of the total assets
of the banking system and have an even larger share of certain market
segments. Heightened competition has produced a significant reduction
in the spread between lending and deposit rates, from 6.9 percentage
points at the end of the eighties to 4 points last year, despite the increase
in credit risk during the period. The fall has involved all categories of
customer on average and every area of the country.

The contestability of bank ownership has also increased as Italian
banks have listed large shares of their capital on regulated markets. Forty
banks and banking groups accounting for about two thirds of total assets
are currently listed. The increase in competition has stimulated banks
to seek to improve their profitability and organizational structures to face
the challenges of the market. Since 1990 there have been about 400
mergers in Italy, involving nearly one third of the total assets of the
system at the start of the period. Last year such operations involved
considerably larger banks. In most cases mergers were followed by intense
competition for market share, despite the reduction in the number of
players. In some instances, the increase in the market share of the bank
resulting from the merger was balanced by similar operations by its main
competitors. In other cases, mergers enabled banks to enter or strengthen



their position in new markets, thereby reducing geographica and
operational segmentation and broadening customers choice of
intermediaries and services.

Activity aimed at protecting competition was intense in 1998. The
Bank of Italy examined 60 proposed mergers and acquisitions. In the
case of Credito Italiano and UniCredito, the Bank authorized the operation
subject to the condition that the parties dispose of five branches in the
province of Belluno and two in the province of Verona in order to prevent
a significant and lasting reduction in competition in the local deposit
markets. In addition, UniCredito may not open new branches in these
provinces for three years in order to facilitate the growth of competitors.

Two investigations were undertaken into resolutions adopted by
banking associations that had the potential to restrict competition by
providing for common yardsticks for the decisions of the individual
members of the associations.

The first investigation concerned an agreement between banks
promoted by Cogeban for the development of payment services at POS
terminals using PagoBANCOMAT debit cards. The agreement established
reciprocal obligations for the 552 member banks regarding the operation
of the service, specifically defining certain charges and requiring members
to use standardized contracts with customers and retailers. Two markets
were identified as being affected: that in retail payment instruments and
that in electronic payment services, which includes the operation of data
transmission networks in the banking sector (in this case the national
interbank network). The investigation identified three instances of possibly
restrictive practices in the first market: the clauses establishing a ceiling
on bank commissions and their differentiation by retail sector, the
requirement to adopt standardized contracts and the rule forbidding
discrimination between card and cash payments. The Bank found that
the first clause restricted competition, since it limited banks’ freedom
to set charges, but granted a special authorization for five years in view
of the benefits that would accrue to customers, while ruling that the clauses
on sectoral differentiation would have to be modified. The standardization
of contracts was found to be “incomplete” and deemed not to constitute
collusion. The non-discrimination rule could potentially restrict
competition since, in addition to reducing that between banks marketing
the same brand of payment instrument, it also makes it impossible to
reflect the effective cost of using cards or cash in the final price to
consumers and inhibits competition between retailers, who could
otherwise set different commissions. Nevertheless, given the limited
diffusion of the PagoBANCOMAT card and the smallness of the
percentage commission charged to retailers, the effect of the clause on
competition in the market has been marginal and does not currently justify
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its annulment. As regards the market for electronic payment services,
the investigation concluded that the national interbank network was an
essential facility and that access to the network had to be complete and
non-discriminatory for any body offering payment services to the public.

An investigation of the Federazione delle Cooperative Raiffeisen
was launched on the basis of the findings of a supervisory inspection
showing that the Federazione had issued a recommendation regarding
the geographical division of markets. The agreement appeared potentially
damaging to competition, considering that the Casse Raiffeisen hold a
45 per cent share of the deposit market in the province of Bolzano and
a 35 per cent share of the loan market. The recommendation was forbidden
on the grounds that it restricted competition. No sanctions were imposed
in view of the fact that the Federazione took steps to rescind its
recommendation during the investigation and that the accord does not
appear to have significantly harmed competition during its short life.
Consideration was also given to the fact that the mutual structure of
the Casse Raiffeisen and the considerable overlap between members and
customerstypical of the local socio-economic fabric attenuated the adverse
impact of the agreement.

In early 1999 two investigations were begun under Article 2 of Law
287/1990. One involved a recommendation issued by ABI at the end
of 1998 suggesting that banks should adopt a transparent formula for
the application of a commission to recover the costs of exchanging euro
area currencies and indicating upper limits for both the fixed and variable
portions of the commission.

The second investigation was undertaken following the discovery
during a supervisory inspection at a bank of documentation regarding
meetings between representatives of 13 banks. The meetings had been
held for some time on a nearly monthly basis and had involved the
discussion of strategic and commercial aspects of the individual
participants’ operations and the exchange of information on fund-raising,
lending and the prices of various banking services, thereby potentially
facilitating the coordination of the banks’ commercial policies. Since the
participants in the meetings included representatives of the largest banking
groups in lItaly, the arrangement could substantially affect competition
in the markets concerned. Inspections were begun at some of the banks
involved at the same time as the investigation.
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MARKET SUPERVISION

The enactment of the Consolidated Law on Financial Intermediation
(Legidative Decree 58 of 24 February 1998) established the general rules
for financial markets. The principal criterion adopted for their regulation
is the separation between the organizational function, entrusted to private
management companies, and supervision, entrusted to the authorities. The
Consolidated Law assigns the Bank of Italy supervisory duties for the
wholesale markets in government securities (Article 76), the markets in
interbank funds (Article 79), clearing, settlement and guarantee systems
for transactions involving securities and derivatives (Article 77) and
central depositories for financial instruments (Article 82).

The duties assigned to the Bank by Articles 76 and 79 reflect the
importance of the markets in question for monetary policy. Supervision
of the screen-based wholesale market in government securities (MTYS) is
to be performed “having regard to the overall efficiency of the market and
the orderly conduct of trading”. For the interbank deposit market (MID),
the Bank is to “monitor the efficiency and proper operation of trading”.
The duties assigned by Articles 77 and 82 are intended to ensure the
efficiency and orderly conduct of trading, in view of the close link between
trading and settlement.

Supervision of market bodies

Market management companies. - To ensure the effectiveness of
market supervision, the Bank of Italy has been assigned adequate powers
of control over management companies with respect to data collection,
examination of companies’ principal acts and verification of their
compliance with the rules.

Securities settlement systems. - The Bank of Italy is responsible for
regulating and supervising securities settlement systems in view of their
importance for the stability of the financial system.
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Pursuant to Article 69 of the Consolidated Law the Bank, in
agreement with Consob, regulates both gross and net securities settlement
systems. With the exclusion of the settlement of the cash leg of
transactions, which can only be performed by the Bank of Italy, these
systems may be run by a private company.

Guarantee systems. - Articles 68, 69 and 70 establish the regulatory
framework for guarantee systems that safeguard the efficient performance
of securities trading and settlement in the event that an intermediary
defaults.

Article 71 contributes to the certainty of securities settlement by
providing for the finality of the measures adopted by systems governed
by Articles 69 and 70 even after the initiation of bankruptcy proceedings.

Article 77 gives the Bank of Italy and Consob powers of supervision
over the persons administering settlement and guarantee systems and over
the systems themselves.

Central depositories of financial instruments. - In 1998 Consob and
the Bank of Italy issued two regulations: one on the procedures for the
performance of the activity, particularly as regards the administration of
deposited instruments (both paper-based and dematerialized), the other on
the related and instrumental activitiesthat central depositories can perform
(securities lending, guarantees, settlement services for transactions
involving non-derivative financial instruments).

On 30 April 1999 the dematerialization of listed financial instruments
was virtually complete.

Market supervision in 1998

The wholesale market in government securities (MTS). - On 30 June
1998 MTS S.p.A. was authorized to run the wholesale market in Italian
and foreign government securities and securities issued by international
organizations. MTS began to operate on 1 August under rules prepared
by the management company and approved by the Treasury.

With the goal of creating a reference market for the euro area, MTS
S.p.A. set up EuroM TS Ltd., incorporated under English law. In April 1999
trading in benchmark government securities for the euro area began on
EuroMTS, where dealing is based on market makers. EuroM TS uses the



same technology as MTS but has more stringent access requirements and
larger minimum lots; the features of the securitieslisted on the two markets
aso differ.

Further developments regarding MTS are the introduction of remote
market making (i.e. without having an establishment in Italy), the listing
of German government securities and the start of a grey market.

The number of primary dealers in Italian government securities has
gradually declined from 32 in 1997 to 27 in 1999 as a result of bank
concentrations and the strong position acquired by larger intermediaries.

The Bank of Italy and the Ministry of the Treasury remain responsible
for monitoring specialists in government securities following the transfer
of the market to the private sector. In 1998 the 16 specialists played amajor
role in trading, accounting for 72 per cent of the total on the primary
market and 52 per cent on MTS. The possibility of remote trading has
so far led to three intermediaries dealing from financial centres in other
European countries.

Last year saw a contraction of 39 per cent in the volume of trading,
an increase in the degree of concentration by security and intermediary,
and afurther reduction in the bid-ask yield spread from 11 to 6 basis points.

The repo market. - This market, which opened on 12 December
1997 and runson the M TS platform, has grown rapidly. In the early months
of 1999 turnover was higher than on the MTS cash market.

The repo market has provided an important second channel, alongside
theinterbank deposit market, for the trading of funds among intermediaries
and, by facilitating arbitrage, major support for the working of the
secondary securities market. Average daily turnover in 1998 was around
15 trillion lire. In the first three months of 1999 it nearly doubled, with
genera collateral repos accounting for 64 per cent and special repos for
36 per cent.

The strips market. - In line with developments in other European
countries a regulated market for government securities strips began
operations in 1998. Stripping, which can be carried out in real time by
intermediaries, is currently permitted for eight BTPs. Trading in strips
began on the MTS platform at the end of July and accounts for only a
small portion of total turnover in government securities.

The interbank deposit market. - Plans have been drawn up for a
company to be set up to take over the running of this market.
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Average daily turnover rose by nearly 5 per cent to over 32 trillion
lire. Overnight business continued to predominate (65 per cent of thetotal).
Analysis of the transactions carried out in the market shows that larger
intermediaries were primarily borrowers and smaller intermediaries
lenders.

The present Management Committee is seeking to extend the market’s
operations to the rest of the euro area by encouraging remote access,
forming alliances with other markets and introducing new contracts.

The Italian derivatives market. - The Italian futures market has been
privatized and is now a wholly owned subsidiary of Borsa lItaliana S.p.A.
The new company, MIF S.p.A., began operations in September. The Bank
of Italy is required to give Consob its opinion on the rules the management
company has proposed for the government securities futures and options
markets.

Trading volumes in Italian derivatives are small, both for futures on
MIF and for options on MTO. Over the last five years the average daily
turnover of contracts on BTPs has declined from around 4.3 trillion lire
to around 1 trillion. The average daily turnover of the short-term interest
rate contract has fallen by one half since 1997, from 2.7 to 1.3 trillion.

Among the developments involving European markets in derivatives
based on government securities and interest rates, an agreement has
recently been reached between MIF in Italy, Matif in France and Meff
in Spain to allow their members to trade in the contracts of all three
markets.



OVERSIGHT OF THE PAYMENT SYSTEM

This section of the Report setsout the criteria and methods used and the actionstaken
by the Bank of Italy in conducting its oversight of payment and settlement systems pursuant
to Article 146 of the 1993 Banking Law.

Theoversight activity carried out during theyear reflected thefunctions
explicitly assigned in legidation to the Bank of Italy and the general
guidelinesset out inthe White Paper on Payment System Oversight. Guiding
principles for performance of the function, published in 1997. It also took
account of discussionsin Italy and in international cooperative fora on the
conceptual framework underpinning the function and the range of oversight
instruments and methods most frequently employed by central banks. The
results of the Bank’s studies will be presented in a forthcoming publication.

Oversight activities sought to promote the efficiency and reliability of
the payment system as a means of pursuing the final objectives of public
confidence in money, the overall stability of the financial system and the
effective conduct of monetary policy. Given the advancing integration of
markets within EMU and technological innovation, increasing emphasis has
been placed on strengthening the competitiveness of the Italian payment
system, especially its infrastructure. Special attention was paid to the key
aspects of ensuring the certainty and transparency of payment services.

The Bank of Italy focused its actions on the legal, organizational and
operational aspects of risk reduction, criteria of access to production and use
of services, and the transparency and dissemination of information.

Although the Bank of Italy has the power to issue regulations in the field
of payment systems, its actions in 1998 were primarily implemented by
establishing the access and operational rules of settlement systems for
interbank transactions and operations involving financial instruments and
by exercising its guidance function in the cooperative fora in which payment
system intermediaries define their strategies.

Oversight benefited significantly from cooperation with the authorities
responsible for protecting competition in banking services and for
supervising securities markets.

Guidance and control activities and the direct management of clearing
and settlement services were performed in accordance with the indications
provided at the international level.
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In particular, oversight activity hastaken account of the decisionsof the
European Monetary Institute and, since June 1998, the ESCB. The activity
of these bodies focused on: constituting TARGET, the European payment
systemthat servesastheinfrastructurefor theconduct of thesinglemonetary
policy and the efficient and secure settlement of cross-border paymentsin
euros between EU countries; assessing the adequacy of the SWIFT network
toform part of that infrastructure; verifying the ability of Eurol, the private
clearing system run by the Euro Banking Association, to operate in euros;
and defining the minimum standards of reliability for securities settlement
systems used in monetary policy operations.

More recently, the ESCB has stepped up its efforts to define the
framework of criteriaand lines of action for oversight at the European level.
The purpose is to identify the areas of primary importance and specify the
division of responsibilities between the ECB and the national central banks.
In practice, sincethestart of Stage Threeoversight withinthe ESCB hasbeen
conducted under general guidelineslaid down by the Governing Council of
the ECB, leaving the national central banks broad responsibilities for their
application and the management of national payment and settlement
systems. The central banks have also been left independent powers of
initiative in sectors of the system that are of primarily domestic interest
without significant implicationsfor thesingle monetary policy or the control
of systemic risks.

Oversight issues are aso being examined by the BIS, which is
developing guidelines for organizing and conducting oversight of payment
and settlement systems in the G10 countries and the emerging economies,
aimed at updating and developing the standards established in 1990 to
promote efficiency and reliability. Another relevant area is that of retail
payment systems, wherework to define the dutiesand roles of central banks
is being conducted.

AttheEU level, the Commission, the Council and Parliament continued
their work on the adjustment of national legislation and the practices of
payment service providers. Legidlative action seeksto reduce the legal risk
associ ated with settlement system operationsby ensuring finality. Consumer
protection is being pursued by promoting technical and operationa
arrangements to foster wider use of non-cash and innovative payment
instruments, toimprovefundstransfer servicesintheEU areaand toincrease
the transparency and fairness of contractual conditions.

The future action of the Bank of Italy and the behaviour of payment
system participants will be influenced by the evolution of the payment
system, notably the privatization of infrastructure, and the inclusion of
oversight activities within the framework of international cooperative
efforts.



Payment systems and infrastructures

Risk control. - A series of important measures were taken in 1998
to control risk within Italian cash and securities settlement systems by
completing the specialization of circuits by type of transaction. Retail
payments are handled on a net basis by BI-COMP, the Bank of Italy’s
clearing system; large-value payments are settled on a real-time gross
basis by BI-REL. To prevent a shifting of settlement risk from the securities
settlement system to the clearing system, since the end of November
the cash balances arising in the former have been fed directly into BI-REL.

Further progress in risk reduction will be made with the transposition
into Italian law of Directive 98/26/EC on settlement finality within payment
systems and those dealing with transactions in financial instruments.

In addition, Monte Titoli S.p.A., in cooperation with SIA and
Ced-Borsa, has begun designing a gross settlement system for financial
instruments in line with the recommendations of the ESCB, which calls
for such systems to operate on an intraday delivery-versus-payment basis.
For cross-border transactions, the operation of the Monte Titoli circuit
will be facilitated by its participation in the European network of central
securities depositories in accordance with the procedures that win the
favour of the market.

Promotion of efficiency. - Special attention was paid during the year
to rationalizing the arrangements for the local clearing subsystem. In
October the physical exchange of payment items, which used to take
place at the Bank of Italy clearing houses throughout the country, was
centralized in Milan and Rome. The decision was triggered by the banking

system’s intention to exchange all untruncated cheques in these two centres.

In keeping with the privatization of markets, the Bank of Italy took
steps to transfer the operation of payment services other than settlement
to the intermediaries concerned. A start was also made on the disposal
of the CAT central depository for government securities, with a view
to bringing this activity under one roof, as in other European countries.

As part of the general plan to ensure the efficiency and competitiveness
of the Italian financial market, SIA and Ced-Borsa have merged, with
effect from 1 June 1999; this will allow a single technological platform
to be developed for market and payment system activities.

A significant advance has been made by permitting foreign
intermediaries to participate directly, as of November 1998, in the clearing
and settlement procedures for financial instruments and, as of January
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1999, to hold settlement accounts with the Bank of Italy without having
an establishment in Italy. The Bank published its guide to the procedures
for remote access to services in April 1999.

Pricing policy. - In January 1999 BI-REL introduced the ECB’s
pricing scheme for cross-border transactions via TARGET. The fees
decrease with intermediaries’ transaction volumes and are as follows:
el.75 for each of the first 100 payments in a month, el for each of
the next 900 transactions and e€0.80 per transaction beyond 1,000. The
average fee paid by Italian banks for cross-border payments via TARGET
declined from €1.05 in January to e1.01 in March. Since just a few
intermediaries handle the bulk of this business, the top five banks by
number of transactions pay an average fee of €0.85.

In 1998 the Bank of Italy continued to use pricing policy to limit
risk. Following the migration of the cash leg of securities transactions
from BI-COMP to BI-REL, differential penalties were introduced for
defaults to reflect the risk involved: ad valorem charges are applied for
late settlement of multilateral cash balances in the securities settlement
system and fixed charges for late settlement of BI-COMP clearing balances.
In May 1999 penalties were also introduced for late settlement of final
securities balances.

Retail payment instruments and services

Further steps were taken in 1998 to enhance the technical and legal
reliability of cashless payment instruments and services and improve their
efficiency.

The action taken by the Bank of Italy concerning the exchange of
cheques was supplemented by that of the Interbank Convention on
Automation (CIPA), which raised the truncation threshold for personal
cheques from 2 to 5 million lire and introduced a single time limit of
three working days for the communication of unpaid cheques.

To increase the security of cheques, Parliament enacted a law which,
as part of the policy of decriminalizing minor crimes, provides for the
introduction of a system-wide prohibition on issuing new cheques for
persons who have written bad cheques. The law also provides for a
computerized interbank archive to be set up at the Bank of Italy to store
data on such persons, as well as on lost or stolen cheques and payment
cards and persons whose authorization to use the latter has been revoked.



An important step towards the full integration of the banking and
postal payment circuits was taken with the agreement between the Italian
Bankers Association (ABI) and the Post Office for the use of interbank
procedures for the exchange and settlement of bank and postal cheques.

To foster more extensive and fully secure use of open networks -
in particular the Internet - for transactions, including those involving
payment orders, CIPA has begun the creation of an authentication
infrastructure within the banking system that will operate in accordance
with the rules governing digital signatures and electronic documents.

During the year CIPA also prepared an action plan for the migration
of payment cards from the magnetic strip to microchip technology based
on international standards.

The Bank of Italy activated two new procedures designed to improve
efficiency: the single payment by taxpayers to the revenue service, INPS
and the regions; and the electronic payment order for government
departments. They will serve to automate and speed up government
collections and payments in accordance with the guidelines laid down
by legislative reform measures in this sphere. These call for the complete
automation of the various tax collection systems and the use of electronic
orders for all payments made by central government departments and
their local agencies.

Adjustment to the euro and the year 2000

The successful start of operations in euros made by information
systems and markets in Italy was the result of the intense effort to adapt
interbank applications to the new currency that engaged ABI, CIPA and
the Bank of Italy throughout 1998. Banks and non-bank intermediaries
performing essential activities within the payment system were carefully
monitored and asked to take all the measures necessary to ensure their
trouble-free functioning in the new environment.

The effort made for the changeover to the single currency is now
being repeated in order to adjust computer systems to the year 2000,
especially within the financial community. In June 1998 the Bank of
Italy formed a technical secretariat to coordinate the Bank’s initiatives
vis-a-vis the institutions subject to its supervision or oversight and to
foster cooperation with the other authorities responsible for the financial
system. In March 1999 the secretariat published a report on the financial
system’s state of readiness for the date change. The secretariat works
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closely with the government Year 2000 Committee in applying its
guidelines. The Bank is represented on the committee, which was set
up in the second half of 1998 with a mandate covering every sector
of the economy.

The Bank of Italy’s Year 2000 activities in the payment system field
were carried out in close coordination with the other bodies responsible
for the supervision of financial markets and focused on the adaptation
of procedures and testing, including integrated tests. A start was also
made on the preparation of contingency plans to cope with possible
malfunctions, with the Bank committed to developing awareness of the
problems, providing guidance and carefully monitoring participants’
progress.

The adjustment of payment system procedures to the date change is
now complete. The Bank of Italy has planned several test sessions involving
all the components of the payment system, including settlement of financial
market transactions. The first series of tests was conducted with a pilot
group of banks and completed successfully in April 1999. The second,
which is due to terminate in June, involves the entire banking system.

Contingency plans are being prepared by the Bank of Italy, financial
intermediaries and providers of essential payment system services.

Oversight on the payment system concerning the year 2000 has also
involved questionnaires and direct contact with intermediaries. In April
1999 the Bank of Italy circulated a questionnaire asking for the banks’
own evaluation of the state of readiness of their contingency plans. The
Bank will continue its drive to ensure that the measures taken by banks
and non-bank intermediaries will permit the system to operate properly
in the new millennium.

Developmentsin settlement circuits

The interbank clearing and settlement circuit. - The value of the
transactions handled by the Bank of Italy’s payment circuits amounted
to 83,000 trillion lire in 1998, rising considerably both in absolute terms
and in proportion to GDP (Table 50). The expansion of cross-border
transactions and financial market trading more than offset the slowdown
in trading on the screen-based interbank deposit market (MID). In January,
gross settlement in central bank money was extended to all large-value
payments. The payment flows handled by BI-REL were four times those
entered into BI-COMP; in 1997, the latter had exceeded the former by
a factor of sixteen.



Table 50

FLOWS OF FUNDS THROUGH THE CLEARING
AND SETTLEMENT SYSTEMS
(billions of lire)

Clearing systems (1)
- Total flows
Multilateral balances BI-REL
Gross Securities @@
flows (@) BI-COMP settlement (d)=(a+b+c) (d)/GDP
system (b)

1991 ... .. 20,377 1,586 - 1,651 22,028 15.3
1992 ... ... ... 29,053 2,411 - 3,004 32,057 211
1993 ............. 40,476 2,725 - 2,626 43,102 27.6
1994 . ............ 48,832 2,627 - 2,623 51,455 31.1
1995 ............. 50,603 2,849 - 2,755 53,358 29.9
1996 ............. 62,112 2,568 - 2,723 64,835 34.2
1997 ... L. 71,090 2,829 - 4,375 75,465 38.2
1998 ............. 15,537 3,291 352 67,488 83,377 40.5
Sources: Based on Bank of Italy, Interbank Company for Automation (SIA) and Istat data.
(1) Includes transactions of the Bank of Italy, its provincial Treasury departments and the Post Office. From 30 November onwards the
cash leg of securities settlements was handled by BI-REL instead of BI-COMP. - (2) Net of clearing balances and intrabank transfers
on the settlement account.

BI-REL handled a daily average of 42,000 payments and more than
270 trillion lire, using a very modest volume of intraday liquidity (2
per cent of total settlement volume). Payments lacking immediate cover
- about 1 per cent of all payments - were held on queue for less than
three minutes on average. The use of BI-REL’s services increased: the
number of subscribers to the package of on-line message handling services
rose, as did the number of co-management agreements. In the first quarter
of 1999, after the launch of TARGET, large-value payments (such as
credit transfers, forex transactions and external lire interbank transfers)
and outgoing cross-border transactions within the euro area diminished
by about a quarter compared with the first quarter of 1998.

Clearing and settlement of securities transactions. - In 1998 the
value of the securities handled by the securities settlement system rose
by 26 per cent to 53,000 trillion lire. Settlements of shares and bonds
increased by 100 and 65 per cent respectively. The distribution of settlement
values by category of participant confirmed the increasing role of banks
and the corresponding decrease in the relative importance of investment
firms, whose number fell by 19 owing in part to the transformation of
some ltalian securities firms into banks.

With the launch of Economic and Monetary Union, significant and
trouble-free use was made of the cross-border settlement and custody
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services the Bank of Italy made available for ESCB operations. In March

1999 the average daily volume of Italian securities utilized by foreign
banks was €18.8 hillion, or 34.2 per cent of the total recorded by the
ESCB. Itaian banks use of these services was relatively modest and
mostly involved Italian government securities issued abroad and held
by Cedel and Euroclear.

Trends in the use of payment instruments and services. - The use
of cashless payment instruments continued to increase; the number of
transactions rose by 4.8 per cent in 1998 and their value by 12.5 per
cent. Cash still played a significant role, however, and the volume of
notes and coin in circulation increased as a ratio to GDP.

Cashless payments using bank instruments and credit cards increased,
owing in part to the 30 per cent rise in the value of inward and outward
cross-border payments. EU countries accounted for about 70 per cent
of the total.

Payment orders issued using an electronic medium were about 50
per cent of the total, an increase of more than 10 percentage points since
1996. The share varies widely across intermediaries, ranging from 25
to 70 per cent depending on location and pricing policy. Network-based
payments, which have lower unit operating costs, still represent only 5
per cent of the total.

The number of points of access to bank payment services continued
to increase last year and the number of ATM and POS terminals handling
foreign payment cards also rose. The diffusion of ATM and POS terminals
in recent years has closed the gap with the other leading industrial countries
and reduced the disparities in their distribution within Italy.



THE GOVERNOR’S CONCLUDING REMARKS

As Head of State during a seven-year term that was marked by
economic and ingtitutional instability in Italy, Oscar Luigi Scalfaro
worked, as the country’s supreme guarantor, to ensure lItaly’s prestige in
the international community.

He defended the Constitution.

In times of difficulty for the central bank, he reaffirmed its function
and independence. He upheld the sound management of the currency and
the protection of savings, a constitutional obligation.

The Bank of Italy pays homage to him and to his achievements.

On 13 May Parliament elected as President of the Republic Carlo
Azeglio Ciampi, Governor of the Bank from 1979 to 1993.

His appointment to the highest office of State crowns a life
committed to serving public institutions and the common good.

As it strives to complete and consolidate the economic renewal
which he helped to formulate, the country can yet again rely on his eminent
gifts of wisdom, balance and rectitude.

The Bank of Italy, which he led with authority, is confident that in
performing his role as guarantor of the Constitution he will inspire
confidence in the civil and economic progress of the country.

The euro has been the single currency of eleven European Union
countries since the beginning of this year. The Bank of Italy is an integral
part of the European System of Central Banks. Our institutional
responsibilities are becoming more demanding and complex.

In monetary and exchange rate policy, the Bank is called upon to
perform a dual function: to take part in the deliberations and decisions of
the System and to implement measures at national level in accordance with
the principle of subsidiarity.
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The coming into force of the Consolidated Law on Financial
Intermediation has widened and increased the Bank’s responsibilities for
the supervision of intermediaries and market surveillance.

In the payment system, the national gross settlement procedures
were swiftly and efficiently integrated into the European TARGET system
between the end of 1998 and the beginning of this year. The systems for
recording and monitoring payments have been overhauled. The Bank is
preparing for the production of banknotes denominated in euros, which
will come into circulation on 1 January 2002.

In the autumn of last year the Bank took on responsibility for central
treasury operations on behalf of the State. During the same period
government securities were dematerialized.

We have carried out a wide-ranging reorganization of the Bank’s
central administration in the areas of central banking, markets and payment
systems. The importance attaching to the independent protection of
competition in the banking sector, supervision of the payment system,
market surveillance, support for international relations and research in the
field of economic law has been confirmed and emphasized.

The Italian Foreign Exchange Office has become an agency of the
Bank for the management of the official foreign exchange reserves. The
measures required to consolidate the new relationship between the Bank
and the Office have been completed.

All sectors of the economy have to take effective action to adapt their
data-processing systems and procedures to cope with the change of
millennium. The Bank of Italy has long urged and encouraged banking and
financial institutions to take steps in this direction.

The transfer of important departments to the Donato Menichella
Centre in Frascati is nearing completion. The area in which the Centre is
situated boasts several authoritative academic and research institutions; it
is becoming a magnet for the development and production of advanced
services. The complement of infrastructure, which the public authorities
will not fail to complete, will contribute to the development of Rome and
its metropolitan area.

The Bank is contributing expertise and ideas on an increasing scale in
domestic and international fora. It is playing a valuable part in the reform
of company law.

The Bank systematically reports on its actions and the reasons for its
decisions to Parliament and other official institutions and in its
publications.



The staff of the Bank, both at Head Office and in the branches, have
once again demonstrated their ability to meet demanding objectives. The
Directorate and the Board of Directors extend their sincere thanksto al the
Bank’'s employees at every level and grade.

The world economy

The growth of the world economy, which came to 2.5 per cent in
1998, is still being held back by the effects of the crisis that erupted in Asia
in 1997. Spreading to Russia and Latin America, the crisis led to a
discernible slowdown in growth in Europe as well from the middle of last
year onwards.

The epicentre of the instability is Japan. In the nineties the rate of
growth of the Japanese economy fell sharply, and grave problems emerged
in the banking system. The launch of a rigorous plan for the structural
adjustment of the public finances led to a contraction of domestic demand
in the second quarter of 1997. Industrial output fell by 7 per cent in 1998.
Gross domestic product declined at an annual rate of 4 per cent in the first
half of the year in relation to the preceding period and 2 per cent in the
second. Deflation became more pronounced.

Short-term interest rates were brought down to almost zero, and
long-term rates fell to 1.3 per cent. A switch to an expansionary fiscal
policy and an increase in liquidity brought relief for the banks but failed to
revive investment and consumer demand.

The other Asian economies, which for several years had displayed
external payments deficits, rigidity in exchange rate policy and
shortcomings in corporate governance and banking supervision, sought to
achieve new equilibria by curbing domestic demand and drastically
devaluing their currencies. Their current accounts returned to surplus in
1998, helping to arrest the crisis in financial markets.

The slowdown in world demand induced a sharp fall in the prices of
raw materials, adversely affecting the income of producer countries.

The economy of the United States, in its eighth year of uninterrupted
expansion, grew by 3.9 per cent in 1998. Employment increased by 2.6 per
cent and the unemployment rate declined to 4.2 per cent, its lowest level
since the seventies.
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The source of this good performance is a virtuous combination of
rapidly growing high-technology investment, productivity gains, ample
resources and labour market flexibility. The growing US current account
deficit was readily financed, thanks partly to monetary expansion in Japan
and capital inflows from the areas in crisis.

The dollar has appreciated steadily since the end of 1996; share and
bond prices have risen very substantially; the cost of finance for productive
investment has fallen.

Inflation diminished still further in 1998. Some pressures emerged in
the early months of this year in connection with the rise in oil prices, the
further expansion of domestic demand and a tightening of the labour
market.

After decades of deficits, the federal budget recorded a surplus,
thanks primarily to continuing economic growth.

Monetary policy became more expansionary in the latter part of
1998, easing strains in the international markets and helping to defuse the
crisisin Latin America. Economic activity also strengthened. The recent
upward pressure on prices and costs led to the announcement of a possible
raising of interest rates by the Federal Reserve.

World economic growth was nearly 2 percentage points less than in
1997, owing to a contraction of about 3 per cent in Japanese GDP, slower
growth in the rest of Asia and in Latin America, and difficulties in the
countries of Eastern Europe.

World trade rose by 3.3 per cent, compared with 10 per cent in 1997.

Gross domestic product in the euro area increased by 2.9 per cent,
compared with 2.5 per cent in 1997. Inflation slowed further as a
consequence of the fall in commodity prices. The unemployment rate
declined but remains two-and-a-half times as high as that of the United
States.

A cyclical slowdown began to be perceptible in Europe in the second
half of 1998, especially in Germany and Italy, and has become more
pronounced in the first few months of thisyear. Following the interest rate
reductions of 1998, the Eurosystem lowered the refinancing rate further in
April, from 3 to 2.5 per cent.

The sluggishness of economic activity is having an adverse effect on
the public finances. It must not be allowed to postpone achievement of the



budgetary balance required by the Stability and Growth Pact, which is
necessary to the stability of the currency.

Forecasts indicate a slowdown in the growth of activity in the
industrial countries this year. In Europe the growth rate is expected to
decline to 2 per cent. The world economy appears to have reached the
bottom of the cycle during the last few months.

A definitive resolution of the financial crisis and a return to higher
rates of world economic growth can be achieved only if there is an
acceleration in activity in the European Union, continued growth in North
America, abeit inevitably at a slower rate, and above all the beginnings of
recovery in Japan.

International economic organizations forecast an acceleration in the
pace of economic activity and world trade in 2000.

Asthe Finance Ministers and central bank Governors of the Group of
Seven countries emphasized at their meeting in Washington last October,
investment spending in Europe must be increased. Structural budget
reforms and the elimination of labour market rigidities are indispensable.
In Japan, domestic demand needs to be revived by means of effective
expansionary fiscal measures.

The problems of the European economy

The robustness of growth in the United States and the weakness of
the European and Japanese economies, and the disparity in their respective
abilities to generate output and employment are reflected in the nature and
growth of investment.

Between 1990 and 1998 gross fixed investment in the United States
increased at an average annual rate of 5.8 per cent, more than twice the
pace of the previous decade, and rose from 13 to 17 per cent of GDP. In
Japan investment contracted by 1.8 per cent a year, compared with an
average annual increase of 6.8 per cent in the eighties. In the euro area
investment growth had been rapid in the eighties, but it slowed to 0.6 per
cent ayear in the nineties. The gap between the United States and Europe
in investment in machinery, equipment and transport equipment is even
wider.

The capital stock per employee has risen only dightly in the United
States, since employment hasincreased. In Europe, where employment has
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stagnated, it has risen considerably, athough it is still lower than in the
United States. Capital intensity is especialy high in Japan.

In the United States the number of persons in employment has risen
by 1.8 per cent a year in the nineties. In the euro area it has remained
broadly unchanged; in Germany and Italy it has declined. Between 1990
and 1997 Japan recorded an average annual increase in employment of 0.7
per cent; in 1998 there was a contraction for the first time in decades.

In the three largest continental European economies, investment
began to declinein relation to GDP at the end of the sixties. A contributory
factor was the steady reduction in construction investment. Productive
investment was concentrated in manufacturing, which accounted for about
40 per cent of the total.

In the United States 30 per cent of investment isin industry, while the
share in services is very high. In all sectors investment in information
technology isincreasing rapidly and now accounts for about 30 per cent of
the total.

In Japan the ratio of investment to GDP touched 33 per cent in the
past and is till very high at around 30 per cent, comparable to the levels
witnessed in many Asian countries during the phase of rapid
industrialization.

Japan appears to have an excess of productive capital, due partly to
the low cost of borrowing over many years. Enormous productivity gains
averaging 5.6 per cent a year from 1950 to 1990 enabled the country to
increase its share of total world exports very considerably, leading to the
progressive accumulation of net financial assets vis-a-vis the rest of the
world. The outlook for growth is more uncertain now, given the slower
growth of world demand and the steadily increasing proportion met by the
newly industrializing economies.

The European economy, given the size of its medium-technology
industries, is more vulnerable to competition from these countries, which
can take advantage of their much lower labour costs, lower taxes and less
restrictive regulation of economic activity.

In Italy, as in Germany and France, the cost of labour is affected not
only by higher net wages but also by a tax wedge of about 50 per cent
consisting of income taxes plus employers’ and employees’ social security
contributions. In Spain the tax wedge is smaller, at 40 per cent; in the
United Kingdom and the United States it is lower still. It is high in the
Scandinavian countries, which like the three large continental countries
provide a high level of social protection.
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In Europe, in response to the oil shocks and wage pressures of the
seventies and eighties, investment was directed largely towards
restructuring plant. In the long run it became evident that the economy was
incapable of creating jobs. The inadequacy of measures to remove
structural rigidities and the lack of flexibility in the utilization of
productive factorsimpeded the deployment of the resourcesreleased by the
reduction of budget deficits.

The uncertain prospects for growth have lowered the propensity to
invest. The decline was due in part to slower demographic growth and the
ageing of the population. Terms of employment, labour costs and high
taxation are reflected in Europe’s low participation rate of 68 per cent for
the population of working age. The United States has a far higher rate of 79
per cent; Italy’s rate of 59 per cent is one of the lowest in the industrial
world.

Economic growth in Europe and in Italy depends crucially on the
ability to compete within the global economy.

Competitiveness cannot be improved by emulating the kind of social
and economic arrangements to be found in emerging countries. Greater
resources must be allocated to investment in research and technological
innovation and to training. Output must be shifted towards services. The
size and composition of government budgets must reinforce the potential
for economic growth. The regulations governing business activities must
be streamlined. The efficiency of the public administration must be
increased.

International liquidity and finance

Global financial assets have grown much more swiftly than the world
economy since the second half of the eighties.

Between 1985 and 1990 the volume of bonds in circulation,
consisting largely of government securities, doubled to $15,000 billion in
the Group of Ten countries. The value of listed shares increased more
rapidly, from $2,800 billion to $6,300 billion, reflecting the rise in stock
exchange indices. The combined value of bonds and shares rose from 122
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to 134 per cent of the GDP of these countries. The pace has accelerated in
the nineties: in 1997 the ratio rose to 220 per cent and the value of sharesto
$16,000 billion.

Held in check by increasingly stringent monetary policies, money
supply growth in the industrial countries has been broadly in line with the
increase in output.

The restrictive stance of monetary policies in the nineties, the far
faster expansion in financial assets than in the money supply, the growthin
financial transactions and greater asset price volatility havefostered arapid
increase in derivative products, the notional value of which rose from 26
per cent of world GDP in 1990 to 128 per cent in 1997.

Derivatives increase the ability to manage risk; they augment the
velocity of circulation of domestic and international monetary instruments
and hence the liquidity of the world economy; they have provided scope
for a large increase in trading in the securities and foreign exchange
markets. In the event of a crisis, they can heighten systemic instability.

The improvement in public finances, the reduction in expected
inflation and, in the last two years, the slowdown in economic activity have
caused nominal and real interest rates to fall throughout the world.

Declining bond yields and increased liquidity partly explain the high
level sthat share prices have reached. Thelow cost of capital and theinflow
of financing have contributed to the growth of productiveinvestment in the
United States.

During the eighties the liberalization of short-term capital
movements fueled a surge in cross-border bank deposits; an abrupt halt
occurred at the beginning of the nineties in conjunction with the slowdown
of the world economy and the drastic fall of share and property pricesin

Japan.

The decline in nomina short and medium-term interest rates in the
early nineties was more pronounced in Japan and the United States. In the
four years from 1991 to 1994 net outflows of bank capital from Japan
amounted to $220 billion, equal to around half of the surplus on the current
account of the balance of payments. The industrial countries absorbed half
of these funds; the other half was redistributed to the emerging countries by
the seven offshore centres reporting to the Bank for International
Settlements.

Beginning in 1995, after the Mexican crisis, monetary expansion was
boosted in Japan in order to correct the excessive appreciation of the yen



and the depreciation of the dollar. The further reduction in interest rates and
the increase in the supply of yen caused the Japanese currency to fall
sharply and the dollar to rise from the summer onwards.

In the three years from 1995 to 1997 the net flow of financing in the
form of Japanese bank loans to offshore centres and industrial countries
amounted to $110 billion and $100 billion respectively. AlImost al of these
funds were redistributed to the emerging economies, first and foremost
those in Asia

The increasing indebtedness of those economies, the fall in demand
in Japan in mid-1997 and the appreciation of the dollar sowed the seeds of
the Asian crisis.

Monetary impulses are transmitted worldwide by the maor players
in the global market, which raise funds where liquidity is most abundant
and invest them in bonds and shares, partly through the use of derivative
products. Highly leveraged institutions have become especially important.
Changes in the composition of their portfolios can destabilize even
medium-sized economies. The withdrawal of the funds invested in the
emerging economies of Asiaaggravated the crisisand further increased the
value of dollar-denominated assets.

Inthefirst half of 1998 capital outflows from the emerging countries
intensified, with those of bank capital reaching $30 billion. The outflow
from Japan aso increased. The funds were absorbed primarily by the
United States.

Therouble crisisin August led to afurther contraction in the flow of
financing to the areas in difficulty, accentuating the pressure on the
currencies and financial markets of Latin America. Over the summer funds
continued to be withdrawn from the countries of Eastern Europe and to
flow towards the United States; the outflow from Japan abated.

The financial turmoil in late August also affected the European
currencies.

The signs of recovery in Asia strengthened in late 1998 and the early
months of this year, whereas the crisis in Latin America had not yet been
fully overcome. Monetary conditions began to be eased in the countries
with the highest interest rates.
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The architecture of the international financial system

Global finance, with its enormous volume of transactions, is a key
factor of efficiency inthe allocation of resources, but it can also be asource
of instability for the world economy.

The interventions by the International Monetary Fund in Korea and
other Asian countriesin 1997 and in Brazil in 1998 and at the beginning of
this year, and the concerned attention it has paid to the devel opment of the
grave situation in Russia have prevented the crises from deepening and
spreading, and thus from affecting world financial stability.

The action of the IMF has been aimed first of all at eliminating each
economy’s imbalances in its public finances and towards the rest of the
world. Increasing weight is being attributed to the correct allocation of
credit, to be achieved and maintained through the separation of banking
from the productive sector and the public authorities. Countries are being
asked to establish effective systems of banking and financial supervision
and adequate corporate governance and bankruptcy procedures.

The activity of the Basle Committee for Banking Supervision has
intensified since the Mexican crisis. The proposals for revising the Accord
on banks’ capital adequacy seek to allow a more precise measurement of
credit risk by using methods developed by banks themselves or ratings
from specialized firms. Criteria for the internal organization of banks and
for the public disclosure of information have been defined.

A coordinated effort is being made by the Basle Committee, the IMF
and the World Bank to encourage the introduction and ascertain the
application of the international supervisory standards in all countries, and
particularly in the emerging economies.

The rapid growth in the use of derivative products has made the
situation of some categories of institutional investor precarious by
allowing high degrees of leverage to be reached. In order to limit the
systemic risk, banks must assess the creditworthiness of these investors
carefully; it will be necessary to ensure the transparency of the total risk
assumed. These are the requirements for preventing such investors from
being transformed from agents of global resource allocation into causes of
instability.

The debate on the appropriate degree of regulation and supervision is
under way.



The new forms of intermediation are often based in offshore centres,
where rules and prudential supervision are either lacking or absent and
taxation is low.

The Group of Seven countries has established a Forum for world
financial stability, in which representatives of the financial ministries,
central banks and market supervisory authorities of these countries will
take part. The offices of the chairman and secretariat are at the Bank for
International Settlements in Basle.

Attention is being focused on the behaviour of highly leveraged
ingtitutional investors, short-term capital movements and offshore centres.

The results will be examined at the forthcoming meeting of the
International Monetary Fund in the autumn.

In response to the need to give preventive support to economies that
are at risk of contagion but are still basically sound, a new precautionary
intervention instrument has been created at the IMF. The available credit
will be disbursed at punitive interest rates. The direct involvement of the
private sector will be a condition for the granting of credit.

In the background there remains the problem of the size and
responsiveness of international financial flows, of the potentially unlimited
ability of the financial markets to multiply credit and money.

The structure of international finance is evolving along lines that we
prefigured and that recall the developments in the national financial and
banking systems in the early decades of this century. Those developments
led to a redefinition of centra banks responsibilities, instruments and
sphere of autonomy. In the appropriate international fora and on other
occasions, we have called for a strengthening of the analytical and
operational functions of the IMF and the World Bank.

The creation of the European System of Central Banks and the single
currency can make a significant contribution to monetary stability in
Europe and consequently at the global level. It is essential that the structure
of the budgets and the flexibility of the participating economies be
consistent with this objective.

The banking and financial system

The Iltalian banking and financial system is becoming ever more
integrated into the world economy, although it still differs in size from
those of other industrialized countries.
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The ratio between gross financial assets and GDP in 1985 was 5.7 in
the United States, 6.4 in Japan and 7.6 in the United Kingdom; it rose
considerably in subsequent years. For the four largest countriesin the euro
areatheratio averaged 4.51n 1985 and gradually roset0 6.8; inItaly itis5.5.

The growth of the Stock Exchange is still constrained by the low
propensity of medium-sized and large firms to seek listing and the large
number of small firmsthat do not raise finance in the market. The value of
listed sharesis equal to 45 per cent of GDP, compared with 48 per cent in
Germany, 65 and 69 per cent in France and Spain respectively and 140 per
cent in the United States.

In view of the limited recourse to supplementary pensions and the
still high proportion of securities held directly by private investors, thereis
scope for an increase in intermediation. The high level of households
savings permitted the placement of a substantial and expanding volume of
government securities; however, the growth of government expenditure
and the rise in the budget deficit crowded out investment, especially in the
eighties, with adverse effects on growth.

The balance of payments and capital flows

The surplus on the current account of the balance of payments
amounted to 62 trillion lire in 1996 and 61 trillion in 1997, or 3.2 and 3.1
per cent of GDP respectively. In both years the surplus was only partially
matched by an improvement in the external position, as half of it was
absorbed by the errors and omissions item. The composition of this item
cannot be identified precisely; it consists partly of holdings created abroad
by residents and not recorded in capital flows.

The current account surplus declined last year to 39 trillion lire,
affected by lower net income from merchandise trade. It was completely
offset by the errors and omissions item.

The abundance of liquidity in the international markets at a time of
wide interest rate differentials was reflected in recent years in a sharp rise
in foreign investment in Italian securities. In 1995 this amounted to 61
trillion lire, with the inflow occurring mainly in the second half of the year
after the worst of the lira crisis had been overcome; it rose to 125 trillion
lire in 1996 and remained close to that figure in 1997. Last year
non-residents’ purchases of Italian securities reached 188 trillion lire.



Thefall inyields on Italian government securities, the narrow range
of financial instruments available in the domestic market and the tendency
for investors to diversify their portfolios have gradually led to an increase
in outflows of capital.

Portfolio investment abroad by non-banks, which was insignificant
in 1995, roseto 52 trillion lirein 1996 and 113 trillion in 1997. The balance
between inflows and outflows was positive from 1995 onwards but was
gradually eroded, turning negative last year.

Direct foreign investment by Italian firmsis aso increasing: from 9
trillion lirein 1996 to 17.5 trillion in 1997 and 19 trillion last year. Inward
direct investment amounted to 4.5 trillion lire last year, a decline in
comparison with previous years. At the end of 1998 the stock of direct
investment abroad by Italian firms stood at 273 trillion lire, against
investment in Italy by non-residents of 174 trillion.

Italian firms are displaying their ability to diversify and showing
interest in markets with lower production costs and more favourable
prospects for an expansion in sales, however, this also to some extent
entails a relocation of production, even to advanced economies. Italy’s
ability to attract investment remains poor.

As in Germany, there are differences in costs and taxation even
vis-a-vis other European countries. In Italy conditions are affected by the
complexity of regulations on business activities, the poor level of
infrastructure, shortcomings in public services and the low efficiency of
the public administration.

In an economy that is totally integrated in the European and
international financial system, the abundance of savings that has always
been a distinguishing feature of the Italian economy is declining in
importance as a factor for growth.

The ability to turn savings, whether formed in Italy or abroad, into
productive investments able to guarantee the security of those savings,
generate adequate yields and encourage growth and employment is even
more important than it was in the past.

The persistent weakness of domestic demand, pockets of
unemployment, the surplus on the external current account and the
growing capital outflows point to the presence of structural factors
hindering the use of savings for investment purposes.
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The equity market

The smallness of the stock market is an indicator of the shortage of
securities representing the ownership of firms and limits opportunities for
portfolio diversification.

The strong growth in managed savings has fostered capital
investment abroad. In 1998 residents’ share transactions abroad generated
a net capital outflow of 19 trillion lire. Italian investment funds are
investing one third of their assets in the international markets and 60 per
cent of the shares they hold are foreign.

The increase in the capitalization of the stock exchange from 31 to 45
per cent of GDP last year can be attributed essentially to the rise in share
prices. Issues of new shares by existing listed companies amounted to 0.7
per cent of GDP, compared with an average of 0.4 per cent in the three
years from 1995 to 1997.

The value of Italian firms admitted to listing last year, excluding
those migrating from the second market or emanating from changes in the
structure of listed companies, amounted to 0.8 per cent of GDP, compared
with an average of 1.2 per cent in the three previous years. At the end of
last year the number of listed firms was 223, the same as in 1994.

Important regulatory changes have been made in recent years to
foster the expansion of the Stock Exchange and tax incentives have been
granted to encourage listing. Far-reaching measures affecting the
organization of the market have been taken; the transparency and liquidity
of operations have increased considerably.

The commencement of trading on the recently established market for
small innovative firms, which forms part of a wider European network,
will help to increase the supply of securities.

The capital market needs to expand further and the stock exchange
must be adapted to the importance of the economy.

Steps must be taken to remove the competitive disadvantages, most
of which are of a tax nature, that have induced many intermediaries,
including a number of major banks, to invest heavily in and move highly
skilled staff to other financial centres within the euro area.

Italy’s complete openness to international competition means that
firms and banks must react swiftly to the new scenario.



The structure of the banking system

The relative underdevelopment of the Italian financial system isalso
reflected in the volume of banking businessin relation to the real economy.

The ratio of banks assets to GDP is 145 per cent, and it has
fluctuated around this figure since the beginning of the eighties. In
Germany the ratio was 140 per cent in 1980 and is now almost 270 per
cent; in France it rose from 180 to 240 per cent over the same period. One
of the reasons for the larger volume of business in other banking systems is
a higher level of interbank activity; the disparity nonetheless remains
considerable even when the comparison is based only on the volume of
deposits and loans.

The number of banks has declined throughout Europe. In Italy there
were 1,156 in 1990; today there are 921.

Consolidation in the banking sector has intensified in the nineties.
Excluding operations carried out within existing groups, mergers and
acquisitions up to 1998 involved 432 banks accounting for one third of
total bank assets. Another 25 banks were involved in similar operations in
the first five months of this year.

Despite these operations, the major Italian banks are still small by
international standards. Within the European Union the five largest Italian
banking groups have a market share of 5.3 per cent, far smaller than those
of the leading German, French and British groups, which are 13, 12 and 10
per cent respectively.

In view of the need to create Italian banks able to compete in the euro
area, we have consistently encouraged mergers between leading
intermediaries. Spurred by competition, three such operations between
highly efficient and profitable large banks were completed in the last two
years. Two major operations were carried out in the South to deal with
situations of instability.

Foreign banking and insurance groups have invested significant
amounts of capital in mergers and privatizations. The entry of leading
German, French, Spanish and Dutch companies not only strengthens the
capital base but also fosters the exchange of financial skills and techniques
that can benefit innovation and the growth of the market.

Foreign capital has contributed to the creation of stable and
sufficiently broad core groups of controlling shareholders able to define
effective strategies.
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The process of concentration between major banks must continue; it
must make it possible, on the basis of adequate negotiating strength, to
establish equity and operational links with leading European banksin order
to permit an expansion of business in the international market.

The sale of controlling or significant shareholdings in banks owned
by the State and banking foundations continued at arapid but orderly pace.
The market share of banks in the public sector has fallen from 68 per cent
in 1992 to 17 per cent.

Of 70 banks that were formerly savings or pledge banks, 38 are still
controlled by the original foundations. Almost all are small and their
volume of business amounts to 7.7 per cent of the total.

The new regulations for restructuring the foundations allow an
appropriate period for them to relinquish control. Privatization can be
accomplished in the time and manner deemed most favourable. As with
earlier mgor operations, it can increase their capital base by bringing in
new shareholders.

Profitability and prospects

The advent of the euro has further increased competition in the
collection and lending of savings. The sound and prudent management of
banks calls for the supply of high quality services at competitive costs.

In the last two years progress has been made in the management of
households' savings. There remains scope for significantly greater
earnings from business services.

In order to increase profitability and strengthen the stability of the
banking system, two years ago we took a special initiative to heighten
management’s awareness of the need to reduce labour costs, both overall
and per unit of output.

In February of last year, the Italian Bankers’ Association and the
trade unions reached an agreement aimed at reducing costs to the average
for the other leading European countries over the four following years.

Ensuring the operational efficiency and soundness of broad sections
of the banking system and safeguarding an adequate level of employment
in the sector require firm action to reduce costs and increase
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competitiveness. It is necessary to complete negotiations on contracts that
expired some time ago and closely correlate costs per employee to the
productivity and profitability of each bank.

The Italian banking system, which is well-capitalized overall, was
able to weather a period of serious instability in the nineties. The banking
systems of many industrial countries had to cope with similar difficulties.
In Italy the cost to the public purse of covering losses was small by
comparison with that borne by other governments.

Although there was marked and asymmetric dispersion around the
mean, banks' return on equity fell from 10 to 1.7 per cent between 1990
and 1997. The 1993 recession, the suspension of special assistance for
Southern Italy, the crisis in the southern economy, loan losses and the lag in
reducing costs in the face of rising competition all played a role in the
decline.

The figures for 1998 show a recovery in the rate of return to 7.8 per
cent, with about one percentage point of the increase being attributable to
recent tax changes. A number of non-recurring factors also contributed,
such as the realization of large capital gains on government securities.
Income from asset management services for households also increased
sharply.

Net interest income was affected by a further narrowing of the spread
between lending and deposit rates, which was partly offset by an increase
in lending. The average rate on short-term loans fell from 9 per cent at the
end of 1997 to 5.7 per cent in April of this year.

Loan quality improved.

The flow of bad debts fell from 2.0 to 1.6 per cent of lending.
Although credit risk for banks in the South was considerably lower than in
the recent past, it is still higher than in the rest of the country; new bad
debts in the region equaled 3.4 per cent of lending.

Operating costs continued to rise in 1998, despite a 1.3 per cent
reduction in bank staff. The number of employees has fallen by 6 per cent
from its peak in 1993 to 338,000 at the end of last year.

The reduction took place in the context of mergers and restructuring
operations; to a large extent it involved voluntary incentive schemes for
personnel close to retirement.

Annual labour costs per employee amounted to 118.4 million lire in
1997, 25 per cent higher than the average for the other European banking
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systems. In 1998 they declined to 114.2 million; the abolition of health
service contributions, which were incorporated into the regional tax on
productive activities, generated savings of 6.6 million.

The rationalization plans launched by major banks set ambitious
objectives for the years to come. Achieving these goals will require a
significant reduction in unit labour costs and a considerable increase in
revenues from services.

Two years ago we indicated that Italian banks should aim to raise
thelr return on equity towards the median for the other leading continental
European countries, which was then around 7.5 per cent. In the meantime
profitability in other major industrial countries has increased. The Italian
banking system must consolidate the results obtained in 1998 and make
further progress.

Supervision

The complex nature of the organizational arrangements and the
financial instruments used in banking have made it necessary to refine the
prudential rules and the methods for measuring risks, including those
arising from organizational inadequacies. Regulations laying down the
criteria which banks' internal systems of control must satisfy have been
adopted.

In the three years from 1996 to 1998, a total of 534 banks accounting
for 35 per cent of the system'’s total assets were inspected; in 395 cases the
inspections were conducted independently by Bank of Italy branches.
Assessments cover loan quality, credit disbursement and monitoring
procedures, liquidity, capital adequacy, organizational structure, costs and
profitability.

The assessment was entirely favourable for 231 banks and partly
favourable for 161; it was unfavourable for 142, most of them small banks,
with 3 per cent of total assets.

Between 1993 and 1995 inspections had been carried out at 546
banks accounting for 40 per cent of total assets. The assessment was
entirely favourable in 194 cases and partly favourable in 186; it was
unfavourable for 166 institutions, representing 13 per cent of the system,
including the large southern banks.



In thelong run the stability and growth of the banking system depend
on thevitality and expansion of the economy and on corporate profitability.

If Italy’s abundant savings are to be fully harnessed to generate
growth and employment, strategic decisions on the allocation of credit
have to be based on a thorough knowledge of the economy’s productive
structure and growth potential.

Significant advances have been made in the privatization,
capitalization and size of Italian banks. The links established with
important foreign institutions will permit major Italian banks to participate
in the formation of large European groups able to compete in the new
international setting.

Intensified merger activity under the impetus of competition has led
in some cases to prospective takeover bids whose merits we could not
examine because of the inconsistency between the purportedly amicable
nature of the proposals and the opposition displayed by the governing
bodies of the target banks.

In the United States and the leading European markets over a long
span of time, nearly all mergers between banks have taken place on a
friendly or agreed basis.

Supervisory rules and practice do not exclude hostile takeovers.
However, operations of this kind give rise to processes of organizational
integration and rationalization that are very laborious and not guaranteed to
succeed, especially when the banks involved have a complex structure and
are of comparable size. This can have repercussions on the management of
credit, the intermediation of savings and the value of the companies itself.

The 1993 Banking Law, which complies with the European
Community Directive of 1989, lays down procedures to be followed in
order to safeguard the sound and prudent management of intermediaries
and the integrity of credit and savings when the ownership of bank shares is
transferred.

In Italy, the protection of savings is enshrined in the Constitution.

The very existence of prudential supervision stems from the
acknowledged special nature of banks. Official controls and measures are
intended to protect the stability of intermediaries and the integrity of the
funds they administer, which are equal to a high multiple of capital and
reserves.
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As in the most important financial systems, each significant
acquisition of bank equity must be examined and authorized in advance by
the supervisory authorities.

The law requires a bank’s leadership to provide information during
the initial stage so that the authorities can establish, as a preliminary step,
before any public announcement is made, that no impediment exists.
Failure to follow the procedures can cause fluctuations in the market price
of the securities involved.

The project is then examined to ascertain whether it is consistent with
the objectives pursued and to evaluate its effects on the sound management
of the funds under administration. Modifications are sometimes suggested
in order to facilitate the success of the operation.

In performing this function we authorized the large number of
concentrations mentioned earlier, with positive results for the
strengthening of the system. In some cases, to avoid violations of banks’
bylaws or to prevent instability, we denied authorization for acquisitions of
significant equity interests.

The criteria and procedures for authorization are spelt out in the
secondary legislation. As we announced to the Interministerial Committee
for Credit and Savings, the prior notification procedure will be
supplemented, so as to make it more stringent and correspond more closely
in terms of swiftness and efficacy to the needs of intermediaries and the
progress of the financial market.

The Italian economy

Output in the euro area increased by 2.9 per cent in 1998. Economic
activity slowed down in the second half. Consumption rose steadily during
the year, while the growth in investment decelerated in the last quarter.

After increasing rapidly in 1997 and continuing to grow for most of
1998, the area’s exports fell in the final months of the year. Imports
followed a similar pattern.

The German and Italian economies were especially affected by the
weakness of economic activity, with output contracting in the fourth
quarter.



The expectations of euro area firms were coloured by pessimism in
the second half of the year and the first few months of 1999. Households
remained moderately optimistic.

The twelve-month rate of inflation gradually declined to 0.8 per cent
in the fourth quarter before rising to just over 1 per cent in March of this
year. Inflation ishigher in the economies experiencing the strongest growth.

The area’s surplus on the current account of the balance of payments
remained high at nearly 80 billion euros, or 1.4 per cent of GDP, thanks in
part to an improvement in the terms of trade. The behaviour of capital
movements resembled that which we have already described with regard to
Italy. The errors and omissions item is large. Outward foreign direct
investment by residents of the area exceeded inward investment by
non-residents by 100 billion euros. Portfolio investment outside the area
amounted to 307 billion euros and inward portfolio investment to 216
billion.

Remaining in close step with each other, the currencies of the eleven
countries depreciated by nearly 20 per cent against the dollar between
mid-1996 and mid-1997; they then strengthened markedly until the autumn
of 1998 before falling back to the very low levels recorded in the
summer of 1997.

Economic activity and monetary policy

In Italy output increased by 1.3 per cent in 1998. The stimulus
imparted by the government incentives introduced in 1997 to encourage
purchases of transport equipment faded in the early months of the year.

The consequences of the exceptional effort to reduce the budget
deficit in the last few years continued to weigh on the economy. Structural
reforms to reduce current spending in relation to output have not been
introduced. Cash disbursements were cut back, impinging on the activities
of local authorities, public investment and the launch of programmes for
Southern lItaly.

The rate of increase in consumption fell from 2.6 per cent in 1997 to
1.7 per cent last year, reflecting the slowdown in spending on durable
goods. Household confidence deteriorated in the second half of 1998. No
longer restrained by tax increases as in previous years, disposable income
grew more rapidly despite the slow growth in gross earnings. The rise
should help sustain demand this year.
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Investment in construction increased slowly, while that in machinery
and equipment accelerated after two years of moderate growth.

Firms spending plans were influenced by the strength of production
and orders in 1997, the high level of capacity utilization and the sharp fall
in interest rates. Investment was primarily focused on rationalizing
production processes.

Fixed capital formation slowed down during the year in connection
with the deterioration in the international and domestic situations.

After increasing in late 1997 and the first few months of 1998,
inflation progressively declined to about 1 per cent at the end of the year.

The fall in the prices of imports, especially energy products, was a
contributory factor. Excluding this component, the inflation rate fell by
less, to just under 2 per cent. The decrease was confirmed by the fall in
producer prices and an improvement in inflation expectations, which were
consistently below 2 per cent.

Although wage increases were small, unit labour costs in
manufacturing rose further as productivity gains were modest; in the other
European countries, where wage increases were similar, labour costs
continued to decline.

After reducing the discount rate by 0.75 points at the end of 1997, in
January 1998 we stated that the primary objective of monetary policy for
the year would be the exchange rate of the lira in the European Monetary
System.

The continued turbulence in international markets was a concern. In
Italy the money supply, especially the more liquid components, continued
to grow too rapidly, exceeding target rates and the pace of expansion in the
other European countries.

The European Monetary Institute’s Convergence Report, which was
approved unanimously by the fifteen central bank Governors and the
President of the Institute and published on 25 March, recognized that Italy
had complied with the convergence criteria for inflation, long-term interest
rates and the budget deficit. The stability and persistent appreciation of the
lira in relation to its central parity prefigured substantive compliance with
the exchange rate requirement.

The Report called for additional rigorous measures to lend credibility
to the objective of reducing the public debt to below the limit of 60 per cent
of gross domestic product, albeit over a particularly long period.



In April the weakness of economic activity, the satisfactory
behaviour of inflation and the public finances and the strength of the
exchange rate made it possible to reduce the discount rate again.

We judged that expectations of a positive outcome to the verification
of compliance with the criteria for participation in monetary union would
prompt the markets to react favourably to the reduction in official rates.

In the following months the appreciation of the dollar facilitated
cohesion between the EMS currencies.

The onset of the Russian crisis in August triggered speculative
attacks, initially against the currencies of European countries outside the
EU or which are not participating in monetary union. Speculators
subsequently shifted their attention to a number of countries in the euro
area, including Italy.

The rigour of monetary policy, the market's perception of the
determination to defend the exchange rate and the approach of the definitive
fixing of parities and the launch of the single currency made it possible to
overcome the tensions by making modest interventions in the market.

At the beginning of the autumn the domestic political situation
became more uncertain, notably with regard to the approval of the budget.

The threat that the financial crisis would spread to Latin America
cast its shadow over the international monetary system.

The political crisis, which was rapidly defused, did not have a
significant impact on the financial market or the exchange rate. The
international tensions eased.

At the end of October we lowered the discount rate by one
percentage point to 4 per cent.

At the meeting of the Governing Council of the European Central
Bank in early December, given the absence of inflationary pressures and
the rapid deterioration in economic conditions, we agreed that each country
in the area would reduce official rates to 3 per cent, partly with a view to
ensuring a stable market environment for the imminent launch of the single
currency.

In Italy, the fact that official rates were higher than in the other
countries made a gradual approach appropriate. We accordingly reduced
the discount rate from 4 to 3.5 per cent and made the remaining adjustment
in the final days of the year.
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Employment and growth

The Economic and Financial Planning Document of last spring set a
target of an increase in employment of about 600,000 labour units between
1998 and 2001. On the basis of expected growth of 2.5 per cent in 1998,
GDPwasforecast to rise by 2.7 per cent in 1999 and 2.9 per cent in each of
the two subsequent years.

Gross fixed investment in machinery, plant and transport equipment
was expected to grow at an annual rate of more than 7 per cent in 1998 and
the subsequent three years.

We deemed the forecast for employment growth to be optimistic.
Without mgjor structural changes, empirical analysis suggested that the
increase would be about half the size of that indicated in the Planning
Document.

The gradual spread of the effects of the internationa crisis to the
Italian economy made it necessary to revise growth forecasts repeatedly
downwards.

On severa occasions and in statements to Parliament on the state of
the economy and the public finances we argued that areturn to more rapid,
stable growth called for a revival in public and private investment and
structural changes. We insisted on the need to increase flexibility in the use
of productive factors and to link labour costs more closely to productivity
and corporate profitability.

The Planning Document envisaged an increase of 0.5 per cent in
employment in 1998. Despite the fact that output growth was only half the
forecast rate, the increase in the number of labour units employed was 0.7
per cent on the basis of the new national accounts.

Employment in services grew by less than expected and there was no
increase in employment in construction. By contrast, employment in
manufacturing rose by 1.5 per cent, well above expectations.

Employment growth in al sectors is closely dependent on the
introduction of greater flexibility, which is gradually being incorporated
into legislation and collective labour contracts.

The number of persons engaged on fixed-term contracts was very
high. Employeeturnover roseinindustrial firms; in thelargest, theincrease
in the number of temporary positions involved contracts of six months or
less.



Fixed-term positions accounted for 8.9 per cent of total salaried
employment in 1998, compared with 6.2 per cent in 1993. The average for
the European Union is 13 per cent.

The proportion of part-time workers, currently 7 per cent, is aso
increasing, but it remains well below the European average; in France and
Germany the share is equal to 17 and 18 per cent respectively.

The number of apprentices increased markedly, rising by about
30,000 during the year. Temporary employment is becoming more
common. The number of persons employed in community service jobs
increased by about 20,000.

The changes occurring in the labour market appear to constitute a
structural adjustment.

With the number of hours worked per capitain industry higher than
in previous years, the spread of more flexible contractual arrangements
creates scope to increase employment and curb irregular work even at a
time of slow economic growth. The emerging picture of labour market
trends shows a decline in the number of full-time, permanent positions and
an increase in less stable forms of employment.

Only sustained economic growth can reduce the precariousness of
such forms of contractual relationship.

Employment in Italy, as in other countries with a relatively short
industrial tradition, is characterized by a large number of self-employed
workers and a high proportion of small firms.

Self-employment, which is especially common in the distributive
trades, accounts for more than 25 per cent of total non-farm employment,
or nearly twice the European average. Thefigureis 20 per cent in Portugal
and Spain and rises to 33 per cent in Greece.

According to the 1996 census of industry and services, firms with
fewer than 10 employees account for 95 per cent of the total in Italy and
provide 47 per cent of all employment. At the beginning of the ninetiesthe
share of employment provided by such firms was equal to 21 per cent in
Germany, 22 per cent in France and 27 per cent in the United Kingdom.

Large firms with more than 250 employees provide 20 per cent of
employment in Italy and more than twice this figure in France and the
United Kingdom. In Germany firms with more than 500 employees
account for one third of employment.
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Small firms sometimes display considerable expertise and innovative
ability; above al, they offer larger ones the possibility of indirectly using
organizational and, in many cases, contractual working arrangements that
are flexible and less costly.

Small production units enhance the ability of the economy to respond
to sudden changes in market conditions. In the last twenty years they have
slowed the fall in industrial employment. Their contribution to exports is
substantial, amounting to just under half the total in the manufacturing
sector.

Many small firms are members of one of the 199 speciaized
industrial districts which have been identified in Italy — 59 in the
North-West, 65 in the North-East, 60 in the Centre and 15 in the South —
and which together account for 40 per cent of total manufacturing
employment.

The concentration of particular activities in such districts stimulates
product and process innovation, increases the professional skills and
mobility of workers within the area and encourages the birth of new
businesses. Operational and informational advantages increase the ability
to adjust output to fluctuations in demand.

Pay is more closely related to productivity and the quality of work.
The supply of labour adjusts promptly to changes in the business cycle and
the situation of firms. There tends to be de facto employee participation in
the fortunes of the firm, with resulting benefits for the return on capital and
investments.

Compared with other countries, Italy has only a small number of
medium-sized firms, the natural next stage in the growth of smaller firms.
The obstacles to their development are legal, fiscal and financial.

The dearth of medium-sized and large firms limits the ability of the
economy to make major investments that would expand production,
improve competitiveness in international markets and sustain growth.

From the seventies onwards the Italian economy, like those of Spain
and Portugal, has specialized in a small number of low and
medium-technology sectors. Firms in Germany, France and the United
Kingdom have expanded their already considerable presence in branches
with a large technological content and high value added.

By increasing competition and the mobility of capital, the single
currency may lead to productive activity being concentrated in the areas
offering the best conditions for technological progress and the most robust
financial and productive systems.



Growth requires firms producing innovative goods that can make
their mark in international markets. This must be the leitmotif of the
policies to provide incentives and support for research and the
development of human capital.

Forecasts for the year 2000 show that the world economy could
expand by up to 3 per cent; the growth of the eleven euro area countries
would be significantly higher than the 2 per cent expected this year.

The expectations of amoderate recovery at the global level are based
on the assumption that the Asian crisis will be overcome, that growth will
resume in Japan, that the financial tensions in Latin America and Russia
will abate and that cyclical conditions in Europe will improve. The
economy of the United States appears set to slow down.

In Italy industrial production has continued to decline in the early
months of thisyear. The figuresfor thefirst four months show afurther fall
in both exports and imports compared with the last part of 1998.

On the basis of firms investment plans, the growth in capital
spending seems likely to decelerate. The rise in exports will again be
modest, despite their benefiting from the improvement in world demand
and the lower exchange rate of the euro; it may pick up in the following
years. Consumption is likely to expand by 2 per cent.

Gross domestic product cannot grow by much more than 1 per cent,
partly owing to the unsatisfactory performance in the early months of the
year. There is a risk that investment will remain weak in the years to come.
The increase in employment is likely to continue to be modest.

It is necessary to launch a recovery in the second half of the year.

Growth closer to 1.5 per cent may be achieved if measures are taken
to improve confidence and boost investment. This would create the
conditions for a larger increase in GDP of around 2.5 per cent in 2000.

The flexibility introduced into employment contracts increased the
number of jobs in industry last year and allowed the rise in value added to
be distributed among a larger pool of workers.

Further steps can and must be taken. It is necessary to differentiate
labour costs more clearly and structurally in relation to productivity, in part
by redefining the content and role of national and company-level
settlements.
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If they are seen as permanent, such changes can increase business
confidence.

The stimulus to growth must come from a substantial revival in
private and public investment.

The growth potential of Southern Italy is considerable. The large
increase in the number of construction contracts awarded last year must be
followed by the commencement of work and the completion of projects.

The Government’s plans for reviving productive activity must be
implemented more rapidly. Projects must be finalized promptly, the
efficiency of central and local government improved, Community funds
utilized in full, public financing disbursed without delay and the private
sector involved on a significant scale.

Infrastructure in the more developed parts of Italy is inferior to that in
other European countries. The shortcomings are more severe in the South;
often they concern essential services.

There has been an improvement in the utilization of funds made
available by the European Union, but it is still limited; 55 per cent of the
resources allocated for the period 1994-99 have been used.

In 1998 the European Investment Bank financed infrastructure
projects in Italy costing 2.5 billion euros. In recent years other important
Community countries have received a proportionally larger volume of
loans. The amounts granted to Italy are limited by local authorities’
inadequate ability to plan and carry out projects.

A start has been made on coordinating the various investment
planning bodies more effectively. The involvement of the private sector in
financing and operating infrastructure needs to be increased; project
financing will provide a stimulus in this direction.

The public finances

The role of the public sector and the size and structure of the budget
are fundamental in establishing the guidelines for the development of the
Italian economy in the coming years.

The efforts to reduce the budget deficit, which were initiated with
determination in the early nineties, were intensified in the run-up to the



adoption of the single currency. The adjustment was based on an increase
in revenue: the ratio of taxes and social security contributionsto GDP rose
from 39 to 44.8 per cent between 1989 and 1997 and then declined last year
to 43.6 per cent.

Between 1989 and 1998 the average ratio for the other European
countries rose by 0.7 percentage points to 43.5 per cent.

Expenditure excluding interest payments rose in Italy from 43.1 per
cent of GDPin 1989 to 45.7 per cent in 1993; the ratio then declined to just
over 42 per cent in the last four years. The fall that occurred between 1989
and 1998 was roughly equal to that in the ratio of public investment to
GDP.

The pension reforms of 1992 and 1995, combined with cuts in
transfers to non-state public bodies, have prevented primary current
expenditure from rising faster than GDP in recent years. Public sector
wages and salaries have been held in check by the incomes policy
introduced in the early nineties and restrictions on recruitment.

Under present legisation, the rapid ageing of the population will
cause spending on pensionsto rise steadily in relation to GDP. The ratio of
the population aged 65 and over to that aged between 15 and 64 has
doubled since the beginning of the sixties and now stands at 25 per cent.

Action must be taken in good time to forestall the difficulties that
will otherwise inevitably begin to arise in the second half of the next
decade. It is necessary to act promptly to reduce pension benefits in
relation to GDP from then onwards.

An early start on reform will have a positive effect on expectations.
The measures will need to avoid disappointing the expectations of workers
approaching retirement and creating major disparities of treatment between
successive generations of pensioners. Workers will be able to obtain the
cover they desire by taking out supplementary pensions.

The ageing of the population also increases the demand for health
and welfare services. At present expenditure in these fields is curbed by
restrictions on cash disbursements, with adverse effects on the quality and
availability of services. In the medium term, keeping expenditure within
limits compatible with the growth in national income and the supply of
adequate services will require a socially acceptable revision of rights of
access to benefits. Supplementary private insurance can make a
contribution.

A slowdown in economic activity reduces government revenue, and
in the medium term it tends to increase expenditure.
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A rate of growth below that on which the Government based its
medium-term plan last year raises the problem of formulating suitable
measures to keep the public finances under control.

Budgetary policy in the next three years will have to confirm the
guidelines laid down in last year's Economic and Financial Planning
Document. In the medium term, the primary surplus will have to be large
and stable.

The level of interest payments depends on interest rates in
international markets; by its very nature, the recent downward trend is
reversible.

If the undertakings entered into at European level are to be fulfilled,
the budget must be balanced rapidly. The way to achieve this cannot
involve a further increase in the ratio of taxes and social security
contributions to GDP.

Major areas of public expenditure need to be reformed so as to lower
the ratio over the medium term.

It is necessary to return to faster growth. Public investment
programmes must be implemented rapidly, especially those that are part of
plans for supporting the economy in the South.

It is essential to ensure permanently greater flexibility in the use of
productive factors.

These are conditions for improving the climate of confidence and
strengthening the expansion of private investment as well.

The annual average growth of the Italian economy during the
nineties was a percentage point less than that for the euro area. In the three
years from 1996 to 1998 gross domestic product increased by 2.6 per centa
year in the other ten countries of the area, whereas in Italy output rose by
only 1.2 per cent a year.

This slower growth is reflected in the unsatisfactory employment
figures, in a large surplus on the external current account that is completely
offset by net capital outflows, and in the difficulties being encountered in
reducing the budget deficit.

Last year the spread and continuation of the international crisis took
their toll. The bottom of the economic cycle has been reached in recent
months, but the recovery has yet to materialize in any strength.



Italy has the technical resources, entrepreneurs, manpower and
savings to support greater investment, more vigorous growth and a
recovery in employment. The weakness of effective demand is preventing
the utilization of further potential resources, especially savings, that would
contribute to the growth of the economy.

The propensity to invest remains tentative, despite the fact that
conditions are now more favourable than in the recent past in terms of the
cost and availability of credit and the level of taxation.

Changes in the public pension and health systems will ensure that
over the medium term expenditure will be compatible with the growth in
national income, the equilibrium of the pension funds and the safeguarding
of benefits for al citizens, first and foremost those in greatest need or on
low incomes.

Current expenditure must be reduced in order to permit a gradual
easing of the tax burden and create scope for increased spending on
infrastructure and investment in research, training and education.

Planned investment must be implemented swiftly, especially in the
South, in order to revive demand and employment and ensure a greater
supply of essentia public services. The obstacles to the growth of small
enterprises must be removed.

A functional and efficient public administration is indispensable for
growth, but growth and employment must not and, more fundamentally,
cannot be guaranteed by the public sector. It is firms that must provide
them.

Industrial relations based on agreements between employers and
trade unions must assign higher priority than in the past to the link with
productivity and corporate profitability, even where permanent
employment contracts are concerned.

It is necessary to create a regulatory, economic and social
environment favourable to growth.

Frankness about economic policy matters and the conditions needed
to improve the prospects for our country does not blind us to the fact that
the economy is operating in a context in which grave acts of terrorist
violence have recurred. Peoples who are geographically closeto us, in the
heart of Europe, are being ravaged by acts of war and genocide which we
thought had been eradicated from our history.
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A renewed spirit of cooperation among the political parties on major
ingtitutional decisions can be extended to the definition of economic policy
strategies acceptable to all.

The right to work, which was made one of the cornerstones of the
Italian Republic, isimplemented by providing the necessary education and
training to the willing and able, to the young people seeking opportunities
in the labour market to participate fully in the economic and civil life of the
country. It is implemented by fostering the economic conditions for
sustained growth.

We are confident that the resources at our disposal can be harnessed
to promote the economic and civil progress of our society.
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SOURCESAND USESOF INCOME AND HOUSEHOLDS CONSUMPTION

(billions of lire at 1995 prices)

Tableal

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

SOURCES AND USES OF INCOME
Sources
Agriculture, forestry and fishing (1) ...... 47,075 45,119 49,188 49,859 49,713 50,128 50,895 51,714 52,190 52,841
Industry (1) ....ooviieiii 535,568 545,392 551,022 554,465 534,368 553,516 575,170 574,982 588,115 603,487
Services (1) ..o 1,031,602 1,056,282 1,067,653 1,079,777 1,090,277 1,109,040 1,133,458 1,148,415 1,161,832 1,171,985
Financial intermediation services indirectly

measured (=) ...l 68,592 71,082 71,045 75,505 76,549 78,942 77,180 78,219 81,378 84,881
VAT and indirect taxes on imports ... ... 99,749 102,176 104,393 105,554 101,191 102,764 104,938 105,854 108,704 110,504
Gross domestic product ............... 1,645,403 1,677,885 1,701,210 1,714,149 1,699,000 1,736,505 1,787,278 1,802,746 1,829,464 1,853,934
Imports of goods and services . ......... 306,052 338,018 342,733 359,002 321,894 354,924 392,013 386,971 425,755 451,821

Total ... 1,951,455 2,015,903 2,043,943 2,073,151 2,020,894 2,091,429 2,179,291 2,189,717 2,255,219 2,305,755

Uses
Investment in buildings and public works . 161,856 168,804 171,508 169,176 157,879 147,888 149,202 151,769 149,057 149,201
Investment in machinery, equipment and

transport equipment ................ 161,491 167,838 168,663 166,548 140,872 150,558 166,665 170,099 175,033 185,036
Intangible assets ................ ... .. 11,624 11,827 11,779 11,241 10,390 10,913 11,985 13,379 14,116 15,641
Households’ consumption ............. 985,134 1,004,266 1,033,071 1,046,852 1,019,186 1,041,953 1,064,471 1,070,315 1,097,837 1,116,746
Consumption of general government and

non-profit institutions ............... 321,955 329,895 335,481 337,382 336,676 333,942 326,933 331,435 329,842 333,971
Change in stocks and valuables ........ 12,475 15,505 13,553 11,916 -554 13,710 17,829 3,862 18,148 28,319
Domesticdemand .................... 1,654,535 1,698,135 1,734,055 1,743,115 1,664,449 1,698,964 1,737,085 1,740,859 1,784,033 1,828,914
Exports of goods and services ......... 296,920 317,769 309,888 330,036 356,445 392,465 442,206 448,858 471,186 476,842
HOUSEHOLDS’ CONSUMPTION
By type of consumption
Durable goods ...............c.ooounn 112,089 115,018 117,587 120,428 101,267 104,109 105,782 107,940 126,637 130,922
Non-durable goods ................... 465,730 471,605 484,034 489,148 481,441 485,456 491,467 488,828 494,074 499,640
SEIVICES .ttt 407,315 417,643 431,450 437,276 436,478 452,388 467,222 473,547 477,126 486,184
By type of good
Food products ..................ou. 193,293 194,652 195977 196,657 193,147 190,580 186,966 185,009 185,699 187,156
Non-food products .................... 791,841 809,614 837,094 850,195 826,039 851,373 877,505 885306 912,138 929,590

Source: Istat, national accounts; based on the new European system of accounts, ESA95.

(1) Value added at market prices.
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INDUSTRIAL PRODUCTION BY ECONOMIC PURPOSE
(indices, 1995=100)

Table a2

Final investment goods

Final consumer goods

Intermediate goods

AGGRE-
1989 ....... 85.6 120.6 99.1 93.5 93.8 92.6 89.9 92.0 101.7 98.9 92.3 94.0 93.4
1990 ....... 87.5 125.5 96.2 95.2 92.4 92.3 93.5 92.9 102.6 97.0 91.5 93.3 93.5
1991 ....... 83.5 119.0 94.6 91.3 91.9 92.3 94.9 93.2 100.0 97.0 91.0 92.7 92.6
1992 ....... 81.9 106.4 91.5 87.7 89.0 92.7 97.9 93.9 99.1 98.3 91.4 93.0 92.4
1993 ....... 81.5 85.2 941 84.7 83.7 89.8 98.0 91.6 90.2 95.9 90.5 91.1 90.2
1994 ....... 85.9 87.8 94.0 87.8 93.6 95.9 99.0 96.7 90.7 99.8 96.2 96.1 94.9
1995 ....... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1996 ....... 102.7 102.4 100.4 102.2 98.2 99.1 100.6 99.6 102.6 99.0 97.3 98.0 99.1
1997 ....... 103.0 1111 97.3 103.0 1041 100.8 105.1 103.2 101.7 102.3 101.9 101.9 102.4
1998 ....... 101.8 110.8 100.5 102.8 104.2 99.4 108.0 103.9 105.4 101.0 105.4 104.9 104.3

Source: Istat.

TURNOVER IN INDUSTRY BY ECONOMIC PURPOSE
(indices, 1995=100)

Table a3

Final investment goods

Final consumer goods

Intermediate goods

AGGREGATE INDEX

73.5

76.4

78.4

771

73.3

83.4

100.0

106.6

112.3

114.5

67.8

73.3

79.0

83.9

86.6

91.1

100.0

100.2

102.9

107.5

66.5

67.2

69.4

70.1

74.0

82.9

100.0

95.7

99.2

99.7

68.4

71.3

74.5

76.0

77.8

85.6

100.0

99.7

103.4

105.6

Source: Istat.
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Table a4
LABOUR COSTSPER UNIT OF OUTPUT AND
VALUE ADDED PER UNIT OF LABOUR, BY BRANCH

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Labour costs per unit of output (1)
(current lire per thousand lire of value added at factor cost at 1995 prices)

Agriculture, forestry and fishing .. .. 743 797 765 804 768 738 77 683 669 641
Industry excluding construction ..... 520 562 608 623 651 633 640 678 687 666
of which: manufacturing ............ 546 590 637 651 682 663 670 713 721 706
Construction ....................... 502 557 605 644 693 717 718 712 738 712
Services (2) ... 486 536 584 611 619 622 635 676 700 688
Wholesale and retail trade, repair of
household goods efc. ........... 540 572 621 631 649 636 641 674 686 696
Hotels and restaurants ............. 517 562 610 683 719 740 808 840 889 883
Transport, storage and communication 552 582 619 643 632 601 606 629 631 608
Financial intermediation ............ 470 497 544 614 568 566 586 597 605 568
Sundry business and household
services (2) (B) ..., 197 215 243 261 271 285 296 322 342 352
Public administration (4) ........... 683 771 800 802 823 849 862 937 992 949
Education ........................ 656 771 843 890 900 932 970 1,069 1,130 1,156
Health and social work services . .. .. 572 692 804 815 850 865 895 943 1,021 980
Other public, social and personal
ServiCes ..............c..iiiin. 594 621 661 666 712 722 733 751 763 735
Private households with employed
Persons ....................... 665 730 805 856 911 938 1,000 1,040 1,091 1,117
Total (2) ..... 515 564 611 636 649 647 657 693 712 695

Value added at factor cost per unit of labour (1)
(thousands of lire at 1995 prices)

Agriculture, forestry and fishing .... 25,495 25,027 27,617 28,726 31,304 33,155 34,834 37,659 39,238 40,488
Industry excluding construction .. ... 67,953 68,355 69,346 72,271 72,716 77,218 80,029 80,067 82,402 83,953
of which: manufacturing . ........... 62,985 63,259 64,348 67,158 67,543 71,566 74,167 74,061 76,607 77,358
Construction . ...................... 57,917 58,553 58,570 57,580 55,847 54,530 56,688 59,730 59,500 61,751
Services (2) ... 72,582 73,181 72,642 73,142 75,258 76,997 78,310 78,313 78,834 78,781
Wholesale and retail trade, repair of
household goods etc. ........... 56,170 57,616 58,179 59,119 60,307 63,742 67,085 66,149 68,223 67,767
Hotels and restaurants ............. 49,316 48,909 47,498 47,918 48,695 48,357 48,847 49,761 49,426 50,050
Transport, storage and communication 72,250 75,548 78,360 80,205 83,117 86,953 92,319 91,550 93,093 96,253
Financial intermediation . ........... 146,772 149,353 145,360 140,484 156,800 166,173 159,928 171,805 171,372 174,102
Sundry business and household
services (2) (B) ...t 164,326 161,496 155,478 151,685 157,328 160,928 159,432 151,629 147,000 142,277
Public administration (4) ........... 55,400 57,265 59,727 61,770 63,198 64,054 65,201 66,350 66,112 67,503
Education ........................ 54,374 53,770 53,020 53,569 54,541 53,798 53,101 52,832 52,219 50,277
Health and social work services . . ... 62,608 60,029 57,802 59,434 58,550 57,467 56,687 58,113 58,718 58,664
Other public, social and personal
SEIVICES .........ccoviiiiiiini. 64,193 62,077 59,381 59,425 58,913 60,210 61,775 62,568 64,678 65,910
Private households with employed
PEISONS ............ccovvevunnn. 19,110 18,716 18,276 18,663 18,498 18,624 18,687 18,554 18,539 18,208
Total (2) ..... 66,288 66,888 67,102 68,184 69,903 72,240 74,128 74,741 75,790 76,450

Source: Istat, national accounts; based on the new European system of accounts, ESA95.

(1) Includes indirectly measured financial intermediation services. - (2) Includes the old branch “Renting of buildings”, which is no longer available under ESA95. - (3) Includes real estate services,
renting services, computer and related services, research and other business services. - (4) Includes defence and compulsory social security services.
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ITALIAN CONSUMER PRICE INDICES
(percentage changes on corresponding period)

Table ab

NIC (1) WEH ()
Goods and services with unregulated prices Goods and services with regulated prices
Non-food Total
and non-energy et ol Food products Utility charges overall | overal
products energy index index
Servces | products p'fgg;%{s Total G‘(’“:)ds ] Rerts | Tota ®) ®)
of which: those with Processed Not Total oé ,t;g/;/gc}f/r
net of cars fegrlilézt:d processed products
Weights () | 31.2 272 | 283 | 595 10.3 75 178 | 35 |08 | 48 | 111 30 33 | 192 | 100 | 100
1990 ....... 4.6 4.7 8.0 6.1 6.3 6.0 6.1 13.8 6.5 4.8 71 9.3 6.1 6.4 6.5 6.1
1991 ....... 45 4.7 7.7 5.9 5.9 7.3 6.6 9.0 6.2 6.8 71 9.1 5.9 6.9 6.3 6.4
1992 ....... 4.0 4.0 7.5 55 5.0 51 5.0 0.6 5.2 3.6 6.2 1.3 6.5 5.6 53 5.4
1993 ....... 4.7 4.1 5.6 51 4.5 -0.2 2.2 55 4.4 8.7 4.7 3.4 7.6 6.1 4.6 4.2
1994 ....... 41 3.5 4.3 4.2 4.0 3.1 3.5 3.9 4.0 3.9 3.3 4.7 8.4 4.2 4.1 3.9
1995 ....... 4.9 4.2 5.2 5.0 6.8 5.4 6.1 7.5 5.4 2.8 4.5 4.4 7.6 4.6 5.2 5.4
1996 ....... 3.8 3.7 4.6 4.1 4.7 3.7 4.2 4.4 4.2 4.2 1.7 -0.2 8.3 3.4 4.0 3.9
1997 ....... 15 1.8 29 21 0.8 -0.8 0.0 15 1.6 5.4 2.8 2.3 6.6 4.0 2.0 1.7
1998 ....... 1.9 1.8 2.8 2.3 0.8 1.6 12 -27 1.8 45 1.1 0.0 52 2.6 2.0 1.8
1997 - Oct. . 1.4 1.5 2.8 2.0 0.1 -1.0 -0.4 0.4 1.3 6.6 41 4.7 5.7 5.0 2.0 1.6
Nov.. 1.5 1.8 2.5 2.0 0.2 -0.5 -0.1 -01 1.4 6.7 3.5 3.0 5.7 4.6 2.0 1.6
Dec.. 1.4 1.7 2.6 1.9 0.2 0.0 01 -05 1.4 6.7 3.3 2.7 5.7 4.5 1.9 1.5
1998 - Jan. . 1.8 1.7 2.7 2.2 0.2 0.8 05 -13 1.6 3.8 2.8 2.0 53 3.5 1.9 1.6
Feb.. 2.0 1.7 2.8 24 0.4 1.2 08 -2.1 1.8 3.5 2.7 1.7 53 3.4 2.1 1.8
Mar. . 2.0 1.8 29 24 0.6 1.2 08 -28 1.8 3.9 2.2 0.8 53 3.2 2.1 1.7
Apr. . 21 1.8 2.8 2.4 0.7 1.3 1.0 -23 1.9 4.0 2.0 0.7 5.8 3.1 2.1 1.8
May.. 2.0 1.8 2.8 24 1.0 1.4 1.2 -20 1.9 4.2 0.5 0.1 5.8 2.3 2.0 1.7
June 21 1.8 29 2.4 0.9 1.7 1.3 -22 2.0 41 0.6 0.2 5.8 23 2.1 1.8
July . 2.0 1.9 2.8 2.3 0.9 1.8 14 -19 1.9 53 0.5 -0.3 52 24 2.1 1.8
Aug.. 21 1.9 2.9 2.4 0.9 2.0 15 -26 2.0 53 0.6 -0.3 5.2 25 2.1 1.9
Sept. 21 1.9 2.7 2.3 1.0 21 1.6 -3.0 2.0 5.0 0.5 -0.6 52 2.4 2.0 1.8
Oct. . 1.7 1.8 2.6 2.1 1.0 2.1 1.5 -36 1.8 5.1 0.3 -1.0 45 21 1.9 1.7
Nov.. 14 1.5 2.7 2.0 0.9 1.8 1.3 -42 1.6 5.0 0.1 -2.0 4.5 2.0 1.7 1.5
Dec.. 1.4 1.5 2.7 2.0 0.9 1.8 1.3 -45 1.6 5.0 0.4 -1.9 4.5 2.2 1.7 1.5
1999 - Jan. . 1.3 1.3 2.6 1.9 0.8 1.8 1.3 -42 15 46 -0.6 -5.2 4.0 1.4 1.5 1.3
Feb.. 1.1 1.3 2.5 1.8 0.8 2.0 1.3 -29 1.5 46 -0.6 -5.2 4.0 1.4 1.4 1.2
Mar. . 1.1 1.3 2.4 1.7 0.8 21 14 -1.2 1.5 21 -0.7 -55 4.0 0.8 1.3 1.4

Source: Based on Istat data.
(1) Consumer price index for the entire resident population; 1995=100. Chain index as of January 1999. - (2) Consumer price index for worker and employee households, excluding tobacco
products; 1995=100. Chain index as of January 1999. - (3) As chain index of January 1999 Istat changes the weights every year on the basis of estimates of households’ final consumption in
the previous year. The weights shown in the table are those for 1999. - (4) Medicines, salt and tobacco products. For medicines, the reference is to the aggregate calculated by Istat; around one
third of this consists of products in the so-called “C band”, the prices of which are unregulated. Drinking water, electricity and natural gas are included under utility charges. - (5) Percentage changes
published by Istat and calculated on indices rounded to the first decimal place.
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HARMONIZED INDEX OF CONSUMER PRICES: ITALY (1)
(percentage changes on corresponding period)

Table a6

Non-food and

non-energy products Services Total net Food products
of food and Energy Overall
Weights 35.3 31.0 36.6 33.3 71.9 9.9 9.2 2.0 21.1 7.0 100.0

1997 ... .. ... 1.7 2.0 3.3 3.0 25 0.7 -0.7 3.9 0.3 1.9 1.9
1998 .............. 2.1 2.0 2.7 25 2.4 0.7 1.6 5.4 15 -1.4 2.0
1997 -dan. ........ 2.4 2.7 3.5 3.2 3.0 25 1.6 0.0 1.9 1.7 2.6
Feb. ........ 2.2 2.4 3.3 3.0 2.7 1.9 0.9 0.0 1.2 2.0 2.3

Mar. ........ 1.9 2.2 3.4 3.1 2.6 15 0.3 4.7 1.2 1.9 2.2

Apr. ........ 1.8 2.1 3.3 3.0 25 1.1 -0.7 4.7 0.5 05 1.9

May ........ 1.6 1.9 3.5 3.2 2.5 0.5 -1.6 4.7 -0.2 0.7 1.8

June ....... 1.5 1.9 3.4 3.1 2.4 04 -2.1 4.7 -0.5 1.0 1.6

JuIy ........ 1.4 1.8 3.3 3.0 2.3 0.2 -2.1 4.7 -0.6 3.5 1.7
Aug......... 1.3 1.7 3.1 2.8 2.2 0.2 -1.9 4.7 -0.5 3.6 1.6

Sept. ....... 1.4 1.8 3.0 2.7 2.2 0.1 -1.4 4.7 -0.2 27 1.6

Oct. ........ 1.6 1.8 3.2 3.0 2.4 0.1 -0.8 4.7 0.0 25 1.9

Nov. ........ 1.8 2.1 3.0 2.8 2.4 0.2 -0.4 4.7 0.3 1.4 1.8
Dec......... 1.7 2.0 2.9 2.7 2.3 0.2 0.0 4.7 0.5 1.0 1.8

1998 -Jdan. ........ 2.0 1.9 29 2.7 2.4 0.2 0.7 4.7 0.8 0.3 1.9
Feb. ........ 2.2 1.9 3.0 2.8 2.6 0.3 1.2 4.7 1.1 -0.2 2.1

Mar. ........ 2.2 2.0 3.0 2.8 2.6 04 1.2 5.5 1.2 -1.1 2.1

Apr. ........ 2.3 2.1 29 2.7 2.6 0.5 1.4 55 1.4 -0.8 2.2

May ........ 2.3 2.1 2.6 2.4 2.5 0.8 1.5 55 1.6 -1.0 2.0

June ....... 2.3 2.1 2.7 2.4 2.5 0.8 1.8 5.5 1.7 -1.0 2.1

duly ........ 2.3 2.2 2.6 2.4 2.4 0.8 1.9 55 1.7 -1.1 2.1
Aug......... 2.4 2.2 2.7 2.4 2.5 0.8 2.1 55 1.9 -1.6 2.2

Sept. ....... 2.3 2.1 2.7 25 25 0.9 2.1 55 1.9 -1.9 2.1

Oct. ........ 2.0 2.1 25 2.3 2.2 0.8 2.1 55 1.9 -2.3 1.9

Nov. ........ 1.7 1.7 2.6 2.4 2.1 0.8 1.8 55 1.7 -3.1 1.7
Dec......... 1.6 1.7 2.7 2.6 2.2 0.8 1.8 5.5 1.7 -3.2 1.7

1999 -Jdan. ........ 1.5 1.5 2.6 2.4 2.0 0.8 1.8 55 1.6 -4.6 1.5
Feb. ........ 1.2 1.5 25 2.4 1.9 0.7 2.0 55 1.7 -3.9 1.4

Mar. ........ 1.2 1.4 2.4 2.2 1.8 0.8 2.1 0.0 1.3 -3.1 1.4

Source: Based on Eurostat data.

(1) 1996=100. Chain index. In January of each year the weight of each elementary item, determined initially with reference to the structure of consumption in 1996, is updated by Eurostat. The

weights shown in the table are those for 1999.
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Table a7
HARMONIZED INDEX OF CONSUMER PRICES: EURO AREA (1)

(percentage changes on corresponding period)

o n’_“e"n’gg%i”ddu o Senvices Total et Food products
Fuhich: of which: | and energy poess | Sndex.
oo,“jg,s et | producis’ | Processed | porcdocq | prou
Weights | 325 27.9 363 29.7 68.8 1.1 9.0 23 224 8.8 100.0
1997 .. ... 0.5 0.7 2.4 2.3 1.5 0.7 15 55 1.5 2.7 1.6
1998 .............. 0.9 0.7 2.0 1.9 1.4 0.9 1.8 4.1 1.6 -2.5 1.1
1997 -Jan. ........ 0.7 0.9 25 2.4 1.6 0.9 2.7 4.9 2.0 5.1 2.0
Feb. ........ 0.7 0.9 25 2.4 1.6 0.7 1.4 4.8 1.4 4.5 1.8
Mar. ........ 0.5 0.8 2.5 2.4 1.6 0.5 -0.1 6.0 0.7 3.6 1.6
Apr. ........ 0.5 0.7 2.4 2.3 1.5 0.4 -0.1 6.0 0.7 2.0 1.3
May ........ 0.4 0.7 2.4 2.3 1.5 0.4 0.3 6.0 0.9 2.0 1.4
June ....... 0.4 0.6 2.4 2.3 1.4 0.6 0.6 6.0 1.1 2.4 1.4
July ... 0.3 0.5 25 25 1.5 0.6 0.7 6.0 1.2 2.6 1.5
Aug......... 0.4 0.6 25 2.5 1.5 0.7 1.5 55 1.5 41 1.7
Sept. ....... 0.4 0.6 2.4 2.3 1.4 0.7 2.3 6.3 1.9 2.5 1.6
Oct. ........ 0.4 0.6 2.2 2.2 1.4 0.8 2.6 6.3 2.0 1.4 1.5
Nov. ........ 0.6 0.7 2.3 2.3 1.5 0.9 3.2 4.7 2.2 1.3 1.6
Dec......... 0.6 0.7 2.3 2.2 15 0.9 3.0 3.6 2.0 0.6 15
1998 -Jan. ........ 0.5 0.5 2.1 2.0 1.4 0.9 1.8 3.4 1.5 -1.2 1.1
Feb. ........ 0.6 0.5 2.0 1.9 1.3 0.9 2.1 3.6 1.6 -1.3 1.1
Mar. ........ 0.7 0.6 1.9 1.8 1.3 1.1 2.7 3.2 1.9 -1.5 1.1
Apr. ........ 0.9 0.7 2.0 2.0 15 1.1 2.9 3.1 2.0 -0.9 1.4
May ........ 0.9 0.8 1.9 1.9 1.4 1.1 2.3 4.8 2.0 -1.3 1.3
June ....... 1.0 0.8 1.9 1.8 1.5 1.0 2.6 4.7 2.0 -1.6 1.4
July ... 0.9 0.8 1.9 1.8 1.4 0.9 2.3 4.8 1.8 -1.8 1.3
Aug......... 1.0 0.8 1.9 1.9 1.5 0.8 2.1 4.8 1.8 -3.8 1.1
Sept. ....... 1.1 0.9 1.9 1.9 1.5 0.8 1.3 3.9 1.3 -3.7 1.0
Oct. ........ 1.0 0.9 2.0 2.0 1.5 0.7 0.9 4.2 1.1 -4.0 0.9
Nov. ........ 0.9 0.8 2.0 2.0 1.5 0.6 0.4 4.3 0.9 -4.3 0.8
Dec ........ 0.9 0.8 2.0 2.0 1.4 0.5 0.8 4.2 1.0 -4.7 0.8
1999 -Jan. ........ 0.9 0.8 1.8 1.7 1.3 0.6 1.1 4.6 1.2 -4.4 0.8
Feb. ........ 0.7 0.8 1.7 1.7 1.2 0.7 1.5 4.4 1.4 -4.3 0.8
Mar. ........ 0.7 0.8 1.7 1.7 1.2 0.7 1.7 3.4 1.4 -2.8 1.0
Source: Based on Eurostat data.
(1) Weighted average of the indices of the euro area countries. The weights shown in the table are those for 1999,

245



INDEX OF THE PRODUCER PRICES OF MANUFACTURESSOLD IN THE DOMESTIC MARKET

(percentage changes on corresponding period)

Table a8

Non-energy products

Consumer goods

%ﬂ?ég)lﬂgtggogﬁzssv(vg‘ Food Investment | Intermediate Total PES;L%¥S ?f\‘lgéi“
products with Other Total goods goods
of which: unrggulated goods (4)
net of cars prices (3)

Weights (1) 18.5 16.4 123 4.1 34.9 9.5 41.0 85.4 14.6 100.0

1990 .. ..o 2.7 2.5 3.0 3.1 2.8 41 1.7 2.6 16.2 4.1
1991 ... 2.3 2.3 5.3 1.9 3.4 3.3 5.5 3.8 -2.4 3.3
1992 . ...l 3.2 3.0 3.8 5.3 3.6 3.3 1.0 2.2 -0.4 1.9
1993 ... 3.1 2.7 3.9 6.0 3.7 3.6 3.2 3.4 6.3 3.8
1994 .. ... 3.2 2.6 3.6 5.0 3.5 2.9 4.2 3.8 3.2 3.7
1995 . .. 5.1 5.0 6.0 4.4 5.3 5.0 10.7 8.1 6.4 7.9
1996 ... 3.4 3.2 2.8 3.5 3.2 3.6 -0.1 1.7 3.4 1.9
1997 .o 0.7 1.0 1.1 0.9 0.9 1.8 0.5 0.8 4.3 1.3
1998 ... 1.5 1.4 1.4 3.5 1.7 1.8 0.2 1.0 -5.1 0.1
1997 -dan. .............. 1.6 15 0.5 -0.1 1.0 2.3 -1.6 -0.1 6.5 0.9
Feb. .............. 1.1 1.1 0.1 -0.2 0.6 2.1 -1.1 0.0 6.0 0.8

Mar. .............. 0.8 0.9 0.4 0.9 0.7 1.8 -0.9 0.1 5.4 0.9

Apr. 1.0 1.2 -0.3 0.6 0.5 1.9 -0.1 0.4 3.7 0.8

May .............. 0.9 1.1 0.1 0.8 0.6 1.9 0.4 0.7 4.4 1.1

June ........ ..., 0.6 1.0 0.7 0.8 0.7 1.8 0.8 0.9 6.0 1.6

July ..o 0.3 0.8 1.2 0.8 0.7 1.4 0.7 0.8 7.2 1.7

Aug. .............. 0.5 0.9 15 0.7 0.9 1.7 1.0 1.0 5.5 1.7

Sept. ............. 0.5 0.9 2.0 0.9 1.1 1.7 1.2 1.2 3.7 1.6

Oct. ..o 0.3 0.8 2.1 1.6 1.1 1.6 1.6 1.4 2.7 1.6

Nov. .............. 0.6 1.0 2.6 21 1.5 1.6 1.7 1.6 1.2 1.6

Dec. .............. 0.6 1.1 2.7 2.4 1.6 15 2.0 1.7 -0.5 15

1998 -Jdan. .............. 1.0 1.3 2.3 3.4 1.7 1.8 2.0 1.9 -2.3 1.3
Feb. .............. 1.3 1.4 2.3 3.0 1.8 2.0 2.0 1.9 -2.7 1.3

Mar. .............. 1.4 1.4 2.1 2.4 1.7 1.8 1.8 1.8 -3.6 0.9

Apr. ... 1.2 1.3 2.3 3.8 1.9 1.8 1.2 1.6 -3.1 0.9

May .............. 1.4 1.4 1.9 3.7 1.8 1.8 0.6 1.3 -3.5 0.6

June ...l 15 1.4 1.6 3.7 1.8 1.7 0.4 1.2 -4.0 0.4

July oo 1.7 15 1.4 3.6 1.8 1.9 0.4 1.1 -4.9 0.3

Aug. ...l 1.7 1.4 1.1 3.6 1.7 1.8 -0.2 0.8 -6.1 -0.3

Sept. ............. 1.5 1.2 0.8 3.6 15 1.7 -0.7 0.5 -6.4 -0.5

Oct. ...t 1.8 1.5 0.5 3.7 1.5 1.8 -1.3 0.2 -7.4 -0.9

Nov. .............. 1.6 15 0.2 3.7 1.3 1.8 -1.5 0.0 -8.7 -1.3

Dec. .............. 1.6 1.4 0.2 3.7 1.3 1.8 -1.8 -0.1 -8.5 -1.3

1999 -dan. .............. 1.3 1.2 0.0 4.8 1.2 1.5 -2.1 -0.3 -9.3 -1.6
Feb. .............. 1.1 1.1 0.2 5.0 1.2 1.2 -25 -0.5 -8.8 -1.8

Mar. .............. 0.9 0.9 0.0 3.1 0.9 1.0 -2.6 -0.8 -8.1 -1.8

Source: Based on Istat data.

(1) With reference to 1995=100. - (2) Excludes medicines, the prices of which are subject to official control. In the absence of elementary indices for medicines, the reference is to the Istat aggregate
“Chemical, pharmaceutical and medical products”, which also includes goods with unregulated prices. - (3) Excludes tobacco products, the consumer prices of which are subject to official control.

- (4) Includes tobacco and medicines.
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Table a9

UNIT VARIABLE COSTSAND OUTPUT PRICESIN MANUFACTURING (1)
(percentage changes on corresponding period)

Unit variable costs Output prices
Domestic components
Foreign components
Unit labour costs
(I;T,g?; Components of which: Total Domestic | Foreign Total
Total
Labour | Labour semi- Total
oot | P e | ot | (9
Weights (2) 24.9 - - 49.6 74.5 5.0 10.4 5.1 25.5 100.0 72.0 28.0 100.0
1990 ... ... 7.4 8.5 0.4 8.0 7.8 -129 -1.9 17.3 -0.9 5.6 2.8 1.7 2.5
1991 ... 7.4 9.8 1.7 7.9 7.7 -6.7 0.3 71 0.8 6.1 2.8 2.4 2.7
1992 ... ... 3.3 6.7 4.4 2.2 2.5 -4.7 -0.9 -1.1 -0.9 1.8 2.7 2.0 2.5
1993 ... 4.0 5.4 0.6 4.8 4.5 12.1 14.8 7.0 12.0 6.1 3.6 11.5 5.8
1994 ... ... 3.0 3.1 6.0 -2.7 -1.0 1.9 3.3 4.3 6.9 0.8 3.6 3.1 3.4
1995 . ...l 8.0 4.7 3.6 1.0 3.2 20.5 11.6 8.5 12.2 5.4 7.3 8.9 7.8
1996 . ... 5.3 6.3 -0.1 6.5 6.1 -9.4 -0.2 5.1 - 4.5 1.9 2.3 2.0
1997 0.7 4.6 3.4 1.1 1.0 -1.4 -1.7 2.4 -1.4 0.4 0.8 -0.7 0.4
1998 ... ... 15 2.4 1.0 15 15 -4.5 -0.3 -5.0 -2.2 0.6 1.1 0.5 0.9
1997 -dan. .............. 1.8 .. .. .. .. =163 -8.3 7.7 -5.5 .. 0.2 -4.0 -1.1
Feb. .............. 1.4 .. .. - ..o =124 -4.5 6.5 -3.4 .. 0.1 -3.0 -0.8
Mar. .............. 0.8 .. .. - .. -9.3 -41 3.9 -3.9 .. 0.2 -2.9 -0.7
Apr. .o 0.3 .. .. . .. -54 -3.0 1.9 -3.5 .. 0.4 -0.7 0.1
May .............. 0.6 .. .. - .. -1.8 -1.3 1.7 -2.0 .. 0.6 -1.4 0.1
June ............. 0.7 .. .. .. .. 10 -2 3.0 -1.6 .. 0.8 -1.0 0.3
July ... 0.7 .. .. - .. 0.4 -0.4 4.6 -0.1 .. 0.8 -0.5 0.4
Aug............... 0.8 .. .. . .. 43 -02 4.1 0.7 .. 0.9 0.2 0.7
Sept. ............. 0.5 .. .. .. .. 6.9 0.7 2.0 1.3 .. 1.1 1.0 1.1
Oct. ...t 0.2 . .. .. .. 0.9 0.5 -0.8 0.6 .. 1.3 1.1 1.2
Nov. .............. 0.5 .. .. - .. 8.7 0.1 -2.0 0.5 .. 15 2.1 1.7
Dec............... 0.5 .. .. . .. 5.2 1.8 -3.2 0.5 .. 1.6 1.4 1.6
1998 -Jan. .............. 0.7 .. .. .. .. 6.9 3.1 -4.9 1.0 .. 1.8 2.4 2.0
Feb. .............. 0.9 .. .. . .. 5.6 2.1 -4.3 0.9 . 1.9 0.4 1.4
Mar. .............. 1.3 .. .. . .. 0.9 0.8 -3.2 -0.3 .. 1.7 1.7 1.7
Apr. ... 15 .. .. - .. -0.3 2.1 -3.0 0.2 .. 15 1.2 1.4
May .............. 1.3 .. .. . .. -3.0 -06 -3.3 -1.5 .. 1.3 1.3 1.3
June ............. 15 .. .. .. .. -4.1 0.6 -3.8 -1.3 .. 1.2 2.7 1.6
July ... 1.9 .. .. . .. -3.8 1.0 -4.8 -1.4 .. 1.1 0.9 1.0
Aug............... 1.7 .. . .. .. -84 -15 -5.5 -3.3 .. 0.9 -0.2 0.6
Sept. ... 1.8 .. .. .. .. -9.9 -1.8 -5.7 -4.0 .. 0.6 1.1 0.8
Oct. .............. 1.8 - .. .. .. -4.5 -2.6 -6.9 -4.8 .. 0.4 -1.2 -0.1
Nov. .............. 1.7 .. .. .. .. —142 -1.6 -7.7 -5.7 .. 0.2 -1.3 -0.2
Dec............... 1.7 .. .. - .. =106 -4.6 -7.5 -5.9 .. 0.2 -2.3 -0.6

Sources: Based on Eni, OECD and Istat national accounts data (based on the new European system of accounts, ESA95).

(1) Net of intrasectoral transactions; compared with the aggregate for manufacturing industry, excludes energy products and transport equipment other than motor vehicles. - (2) Calculated on
the basis of the intersectoral input-output tables for 1998 at 1980 prices). — (3) The figure for 1998 has been estimated by applying the change recorded in earnings per employee to labour costs
per employee in order to take account of the introduction of Irap. - (4) Includes imported and domestically produced products.
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THE BALANCE OF PAYMENTS ACCORDING TO THE SCHEME IN FORCE UNTIL 1998 (1)
(billions of lire)

TablealO

Current account

Current account

Goods (fob) Invisibles balance
Imports Exports Balance Balance
. Seasonally . Seasonally . Seasonally ) Seasonally | Unadjusted s:;i%?:gy
Unadjusted adiusted Unadjusted adiustod Unadjusted aausted Unadjusted adiusted

1989 ... ... 196,775 192,797 -3,978 -10,486 -14,464

1990 . ........llt 205,513 203,515 -1,998 -17,060 -19,058

1991 ... 212,598 209,731 -2,867 -26,186 -29,053

1992 .............. 219,703 219,435 -268 -34,774 -35,042

1993 ... 220,397 266,213 45,816 -30,544 15,272

1994 ... ... 257,381 308,045 50,664 -27,939 22,725

1995 ... ...l 318,116 381,175 63,059 -19,469 43,590

1996 .............. 305,585 388,885 83,300 -21,724 61,576

1997 ... 341,021 409,128 68,107 -7,182 60,925

1998 . ..., 358,852 420,764 61,912 -22,843 39,069

1994 -1  ........ 62,315 59,382 73,292 73,506 10,977 14,124 -8,406 -7,201 2,571 6,923
| 64,954 61,959 77,312 74,707 12,358 12,748 -6,276 -7,171 6,082 5,577
mnm ... 58,161 65,737 73,794 78,390 15,633 12,653 -7,038 -8,038 8,595 4,615
v 71,951 70,302 83,647 81,442 11,696 11,140 -6,219 -5,528 5,477 5,612

1995-1 ........ 78,141 74,393 90,708 90,866 12,567 16,473 -6,035 -4,723 6,532 11,750
| 84,226 80,416 100,337 97,020 16,111 16,604 -3,232 -3,819 12,879 12,785
m .. 72,310 81,788 90,556 95,889 18,246 14,101 -2,968 -4,379 15,279 9,722
v o 80,440 81,520 99,574 97,400 16,134 15,880 -7,234 -6,548 8,900 9,332

1996 -1  ........ 82,987 79,683 97,935 98,507 14,948 18,824 -5,472 -4,198 9,476 14,626
o 77,245 74,120 99,738 96,495 22,493 22,375 -6,527 -6,745 15,966 15,630
m ... 66,723 74,726 91,430 96,131 24,707 21,405 -1,814 -3,631 22,893 17,774
v 78,630 77,055 99,782 97,752 21,152 20,697 -7,911 -7,150 13,241 13,547

1997 -1 ........ 80,540 77,348 94,606 95,446 14,066 18,098 -290 810 13,776 18,908
o 88,251 84,683 105,492 102,187 17,241 17,504 -4,981 -4,620 12,260 12,884
m ..o 79,458 88,159 99,942 104,289 20,484 16,130 -496 -3,060 19,988 13,070
v 92,772 90,831 109,088 107,206 16,316 16,375 -1,415 -311 14,901 16,064

1998 -1  ........ 93,035 89,062 103,003 103,217 9,968 14,155 -6,775 -5,029 3,193 9,126
o 94,592 90,829 111,897 108,295 17,305 17,466 -4,265 -4,052 13,040 13,414
m ..o 81,995 91,534 102,621 107,791 20,626 16,257 -3,230 -5,828 17,396 10,429
v 89,230 87,426 103,243 101,461 14,013 14,035 -8,573 -7,934 5,440 6,101

(1) Rounding may cause discrepancies in totals. - (2) Changes in official reserves are given net of valuation adjustments. A minus sign indicates an increase in assets or a decrease in liabilities.
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Table a10
Capital movements
Non-banking Errors it
Banking g:igt?qlt omzr;?ons reserves

Investment Lending o-trr::(rj(e:rZZiC:s Total balance @
4,721 18,145 -3,760 19,106 14,979 34,085 -4,235 -15,386
-1,778 31,416 -450 29,188 22,976 52,164 -17,950 -15,156
-13,700 5,738 -2,357 -10,319 39,369 29,050 -8,568 8,571
-2,085 2,960 -2,745 -1,870 12,187 10,317 -7,823 32,548
108,016 -4,469 -4,159 99,388 -84,589 14,799 -27,865 -2,206
-12,896 -27,827 -3,144 -43,867 21,594 -22,273 2,857 -3,309
48,134 5,212 -1,556 51,790 -58,102 -6,312 -34,368 -2,910
68,685 -25,002 -6,208 37,475 -47,394 -9,919 -31,060 -20,597
-4,887 -19,946 916 -23,917 11,679 -12,238 -25,847 -22,840
-18,595 -15,884 -2,899 -37,368 6,565 -30,803 -45,030 36,764
7,713 -8,284 -520 -1,091 -2,464 -3,555 5,174 -4,190
-20,980 -6,224 -232 -27,436 19,906 -7,530 2,378 -930
-14,417 -6,291 -1,077 -21,785 14,874 -6,911 -2,710 1,026
14,788 -7,028 -1,315 6,445 -10,722 -4,277 -1,985 785
-9,354 -2,293 2,230 -9,417 4,928 -4,489 -13,639 11,596
14,455 9,228 -3,089 20,594 -10,389 10,205 -3,656 -19,428
12,158 -1,731 -641 9,786 -19,564 -9,778 -12,069 6,568
30,875 8 -56 30,827 -33,077 -2,250 -5,004 -1,646
-12,410 -2,197 -983 -15,590 19,010 3,420 -12,480 -416
28,029 -4,343 -3,257 20,429 -14,465 5,964 2,150 -24,080
13,021 -12,069 -754 198 -11,401 -11,203 -12,931 1,241
40,045 -6,393 -1,214 32,438 -40,538 -8,100 -7,799 2,658
-10,634 -6,323 3,289 -13,668 24,627 10,959 -25,231 496
26,529 -6,489 -1,765 18,275 -42,089 -23,814 9,839 1,715
-245 -7,195 407 -7,033 14,019 6,986 -4,372 -22,602
-20,537 61 -1,015 -21,491 15,122 -6,369 -6,083 -2,449
-23,353 931 498 -21,924 34,583 12,659 -17,156 1,304
25,705 -1,414 -3,060 21,231 -37,929 -16,698 -9,833 13,491
-19,685 -3,841 -830 -24,356 7,960 -16,396 -16,135 15,135
-1,262 -11,560 503 -12,319 1,951 -10,368 -1,906 6,834
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ITALY'S EXTERNAL POSITION

(billions of lire)

Tableall

1989

1990 1991 1992 1993

1994

1995

1996

1997

1998

ASSETS

Non-bank capital
Investments
Direct
International organizations
Real estate

Trade credits
Short-term
Medium and long-term ..

Bank capital

LIABILITIES
Non-bank capital
Investments

Direct
Real estate
Other

Portfolio

of which: government
securities . ...

other government
securities . ...

Republic of Italy

Loans
Public

Private
Trade credits

Short-term

Medium and long-term ..

Bank capital

NET POSITION
(excluding the central bank)

Non-bank capital
Bank capital

CENTRAL BANK
Assets
of which: gold
Liabilities
Net position

OVERALL NET POSITION
(including the central bank)

Excluding central bank
gold from the assets . ..

282,239
167,769
107,533
59,122
3,903
868
54,351
48,411
14,013
9,836
4177
46,223
26,777
19,446

114,470

434,973
229,226
105,495
64,715
1,964
62,751
40,780

25,162
1,715
2,409
8,338

12,700

94,100
47,900
46,200
29,631
24,928

4,703

205,747

-152,734 -200,237

-61,457
-91,277

94,814
33,663

1,573
93,241

-59,493

325,362 392,553 527,926 681,897
209,656 267,807 358,897 442,552
139,477 191,099 268,768 344,346
68,018 81,034 103,503 138,138
3,304 3,672 4,088 4,550
1,307 5,186 6715 7,847
63,407 72,176 92,720 125,741
71,459 110,085 165,265 206,208
18,671 23,325 32,811 37,277
11,160 12,791 15722 18,694
7,511 10,534 17,089 18,583
51,508 53,383 57,318 60,929
29,812 29,887 30,873 33,105
21,696 23496 26,445 27,824
115,706 124,746 169,029 239,345
525,509 610,068 759,328 911,238
296,294 334,075 399,141 544,685
128,065 175,828 220,404 363,538
67,806 70,878 73,489 91,929
2274 2,194 2203 2471
65,532 68,684 71,286 89,458
60,259 104,950 146,915 271,609
41,637 74233 99,011 206,893
2622 2884 2891 4,286
3986 12355 42,964 109,504
18,426 19,325 23,824 28,667
16,603 18,985 5,184 17,258
.. 20684 24,148 47,178
133,700 124,200 143,500 146,458
53,319 29,400 31,740 36,646
80,381 94,800 111,760 109,812
34529 34,047 35237 34,689
29776 29,274 30,647 30,278
4,753 4,773 4,590 4,411
229,305 275,993 360,187 366,553
-217,515 231,402 -229,341

-86,638 -66,268 -40,244 -102,133
-113,599 -151,247 -191,158 -127,208
104,928 95913 76,539 86,566
30579 29288 29,944 36,910
1,529 1575 9240 2,629
103,309 94,338 67,299 83,937

-96,838 -123,177 -164,103 -145,404

-93,156 -127,417 -152,465 -194,047 -182,314

747,585

524,989
402,747
146,072
5,084
8,442
132,546
256,675
51,144
21,740
29,404
71,098
40,756
30,342

222,596

956,864
581,021
404,262
98,398
2,558
95,840
305,864

233,629
5,387
91,428
31,183

42,623
63,008
135,045
35,123
99,922
41,714
37,178
4,536

375,843
-209,279
-56,032
-153,247

93,897
41,338

2,461
91,436

-117,843

-159,181

851,770 1,004,833 1,288,615

594,340
459,459
168,492
5,497
9,211
153,784
290,967
55,781
25,471
30,310
79,100
45,434
33,666

257,430

1,027,766
661,801
478,214
103,561

3,002
100,559
374,653

291,486
10,355
108,221
33,850

61,823
77,237
136,128
41,722
94,406
47,459
42,032
5,427

365,965
-175,996
-67,461
-108,535

95,593
40,257

4,117
91,476

-84,520

-124,777

676,489
523,130
179,598
6,260
8,803
164,535
343,532
72,860
27,071
45,789
80,499
45,708
34,791

328,344

1,165,402
786,231
624,569
114,242

3,244
110,998
510,327

397,937
24,169
189,851
30,981

70,801
82,135
119,012
33,958
85,054
42,650
37,670
4,980

379,171
-160,569
-109,742

-50,827

108,653
38,366
1,912
106,741

-53,828

-92,194

939,380
752,073
236,723
6,854
9,839
220,030
515,350
102,423
28,646
73,777
84,884
48,965
35,919

349,235

1,420,127
999,379
824,261
146,290

3,540
142,750
677,971

515,914
32,255
283,139
30,550

78,684
91,286
127,167
37,770
89,397
47,951
43,423
4,528

420,748
-131,512
-59,999
-71,513

135,619
37,578
1,975
133,644

2,132

-35,446

1,567,507
1,195,412
996,314
282,260
8,818
10,350
263,092
714,054

115,482
28,488
86,994
83,616
45,097
38,519

372,095

1,690,650
1,246,074
1,074,513
174,231
3,807
170,424
900,282

675,718
85,590
317,309
24,036

152,843
95,940
127,767
25,780
101,987
43,794
39,399
4,395

444,576
-123,143
-50,662
-72,481

90,329
40,929

1,728
88,601

-34,542

-75,471
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Table al2

CONSOLIDATED ACCOUNTSOF GENERAL GOVERNMENT
(billions of lire)

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
Revenue

Directtaxes ..............coon... 170,697 189,124 207,054 221,506 250,835 244,854 260,360 285,043 310,257 292,611
Indirecttaxes .................... 123,867 139,465 159,022 167,660 186,611 192,173 214,170 226,861 243,973 311,787

Actual social security contributions .. 149,754 168,953 187,193 200,031 212,816 213,679 231,671 277,061 293,799 263,527
Imputed social security contributions 17,718 20,356 22,761 26,157 27,799 30,588 30,174 5,717 7,106 7,395

Income from capital ............... 7,525 8,459 8,820 9,412 9,177 8,516 9,481 10,901 13,259 11,715
Other ... 26,316 29,728 35,368 40,344 48,101 51,429 44,650 50,672 53,991 51,974
Total current revenue ... 495,877 556,085 620,218 665,110 735,339 741,239 790,506 856,255 922,385 939,009

Capital accountrevenue ........... 4,470 3,366 5,188 33,783 14,115 7,573 16,340 9,771 18,574 12,865
Total revenue ... 500,347 559,451 625,406 698,893 749,454 748,812 806,846 866,026 940,959 951,874

as a percentage of GDP ... 42.0 42.7 43.8 46.5 48.3 45.7 45.9 46.5 48.5 47.0

Expenditure

Compensation of employees ...... 142,331 167,058 181,755 190,248 193,121 197,446 201,358 218,405 229,487 226,005
Intermediate consumption ......... 58,634 63,328 70,042 75,608 79,923 82371 87,214 92,673 93,962 99,375
Social services ................... 209,963 238,585 261,320 290,578 302,873 319,464 336,746 361,878 385,746 395,849
Subsidiestofirms ................ 27,382 26,543 28,763 27,032 33,915 32,864 25,738 28,709 20,367 26,303
Interest payments ................ 104,404 124,143 144,978 172,622 187,800 179,927 196,238 198,233 179,358 152,609
Other .............. ... it 13,807 12,205 15212 16,288 21,824 19,076 12,717 16,115 16,280 28,378

Total current expenditure ... 556,521 631,862 702,070 772,376 819,456 831,148 860,011 916,013 925,200 928,519
Gross investment ................. 39,784 43,141 46,587 45,454 41,104 37,907 37,873 41,801 45,819 50,740
Investmentgrants ................ 20,267 26,172 19,112 23,410 26,616 24,387 23,918 22,970 20,010 20,947
Other ........... ..ot 1,052 4,078 1,718 1,307 9,197 5,520 20,103 8,332 2,196 5,998

Total capital account expenditure 61,103 73,391 67,417 70,171 76,917 67,814 81,894 73,103 68,025 77,685

Total expenditure .... 617,624 705,253 769,487 842,547 896,373 898,962 941,905 989,116 993,225 1,006,204

as a percentage of GDP ... 51.8 53.8 53.9 56.1 57.8 54.9 53.6 53.1 51.2 49.7

Deficit on current account ....... 60,644 75,777 81,852 107,266 84,117 89,909 69,505 59,758 2,815 -10,490
Net borrowing ................... 117,277 145,802 144,081 143,654 146,919 150,150 135,059 123,090 52,266 54,330
as a percentage of GDP . . . . 9.8 11.1 10.1 9.6 9.5 9.2 7.7 6.6 27 2.7

Source: Based on the Relazione generale sulla situazione economica del Paese.
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FINANCING OF THE GENERAL GOVERNMENT
AND PUBLIC SECTOR BORROWING REQUIREMENTS (1)

Tableal3

(billions of lire)
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
GENERAL GOVERNMENT
Medium and long-term securities . . . 57,036 66,306 111,502 89,168 162,865 224,641 89,900 126,429 100,578 81,251
of which: BI-UIC and banks ... ... 370 -8,579 56,478 73,964 -719 133469 8573 -6,137 -23,663 -25617
other holders .......... 56,667 74,885 55025 15,204 163,584 91,172 81,327 132,565 124,241 106,868
Treasury bills, inlireand ecus .. .... 42,615 40,338 12,161 45,339 5,331 11,311 -857 -27,174 -81,771 -35,371
of which: BI-UIC and banks ... ... -2,569 10,333 -1,205 -9,936 46,584 7,377 -35,561 6,114 -10,083 -1,084
other holders .......... 45,184 30,005 13,366 55275 -41,253 3,934 34,704 -33,288 -71,687 -34,287
Post Office deposits .............. 10,691 7,485 7,036 9,111 8,922 21,738 15,790 12,798 11,641 6,364
Lending by banks ................ 9,426 6,431 20,080 12,856 13,813 -1,276 4919 -2,813 1,694 -5,286
central government bodies . . . ... 5,295 2,721 5,952 8,545 1,899 -2,108 3,167 -3,726 -1,094 -2,991
social security institutions . . .. ... -464 -221 266 817 -826 906 -898 -36 41 -195
local authorities ............... 4,595 3,931 13,862 3,494 12,740 -78 2,649 950 2,747 -2,101
Other net borrowing from BI-UIC ... 1,835 2,811 2,472 7,116 -34,512 -111,720 -8,440 17,674 -2,585 15,963
Other domesticdebt .............. 101 188 173 254 140 33 212 151 138 357
Debtissues abroad ............... 8,359 14,876 5,484 151 12,358 9,554 25,584 15,632 7,230 -11,146
General government borrowing
requirement .................. 130,063 138,434 158,908 163,995 168,917 154,282 127,109 142,697 36,924 52,132
as a percentage of GDP 10.9 10.6 11.1 10.9 10.9 9.4 7.2 7.7 1.9 2.6
of which: settlements of past debts
and privatization receipts 600 3,000 1,900 800 10,808 513 -5,189 4,168 -26,108 -15,923
debts of other bodies ser-
viced by the government 3,624 7,413 3,037 4,910 -2,118 94 1,232 552 -6,611 -10,795
OTHER PUBLIC SECTOR BODIES
Total financing 2) ................ 67 20 648 79 -59 710 -131 -509 185 -200
of which: bondissues ........... -82 -66 -36 -28 - - - - - -
bankloans ............ 149 86 685 107 -59 710 -131 -509 185 -200
Public sector borrowing require-
ment .................. .. 130,131 138,454 159,556 164,074 168,858 154,992 126,978 142,188 37,109 51,932
as a percentage of GDP 10.9 10.6 11.2 10.9 10.9 9.5 7.2 7.6 1.9 26

(1) Rounding may cause discrepancies in totals. - (2) Excludes debts serviced by the government.
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Tableald

THE PUBLIC DEBT (1)
(face value in billions of lire and percentage composition)

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Amounts outstanding

GENERAL GOVERNMENT
Medium and long-term securities,
excluding Bl portfolio .......... 537,430 618,870 732,625 805,338 958,951 1,104,569 1,204,460 1,367,009 1,501,014 1,594,158
of which: held by banks ...... 133,729 131,642 182,242 236,679 212,298 263,304 262,350 280,369 263,157 240,462
Treasury bills in lire and ecus,
excluding Bl portfolio .......... 286,892 322,422 338,254 393,827 399,434 397,016 407,144 381,599 287,195 265,927
of which: held by banks ...... 26,035 31,394 33,901 33,273 79,459 73,101 48,506 56,256 33,519 46,552
Post Office deposits ............. 81,677 89,162 96,198 105,308 114,230 135,968 151,759 164,557 176,198 182,562
memorandum item: redemption
value. .... 110,237 122,954 134,700 146,115 159,935 185471 206,071 226,898 245515 262,954
Lending by banks ............... 54,511 60,942 81,022 93,878 107,691 106,415 111,333 108,521 110,214 104,928
central government bodies . . . . .. 18,047 20,767 26,719 35,264 37,163 35,060 38,227 34,501 33,407 30,416
social security institutions . ... ... 1,104 883 1,149 1,966 1,140 2,046 1,148 1,112 1,153 958
local authorities ............... 35,361 39,292 53,154 56,647 69,387 69,309 71,958 72,908 75,655 73,554
Other domesticdebt ............. 2,844 3,032 3,205 3,458 3,599 3,632 3,844 3,995 4,133 4,490
Debt issued abroad ............. 35,112 49,098 54,987 64,575 85,505 96,022 119,274 125,623 140,793 129,878
Total ... 998,465 1,143,525 1,306,289 1,466,385 1,669,409 1,843,623 1,997,814 2,151,304 2,219,547 2,281,943

of which: debts of other bodies
serviced by the gov-

ernment .......... 27,236 34,483 37,439 43,621 42,703 43,024 44,827 44,625 38,583 27,464
Borrowing from BI-UIC ........... 143,193 141,080 142,858 167,385 176,990 203,541 204,061 171,018 154,834 121,132

of which: medium and long-
term securities . . . . .. 62,911 53,105 56,017 82,426 95,044 186,333 197,841 166,478 137,709 117,975

Treasury bills in lire
andecus ........... 8,220 13,194 9,482 173 572 14,306 3,327 1,698 14,331 230

Treasury  accounts
withBl............ 68,155 71,063 73,074 80,780 76,206 - - - - -
other .............. 3,907 3,718 4,285 4,006 5,169 2,902 2,893 2,842 2,794 2,927

General government debt

(EU definition) (2) ............ 1,141,658 1,284,605 1,449,147 1,633,770 1,846,399 2,047,163 2,201,875 2,322,322 2,374,382 2,403,075
as a percentage of GDP 95.8 98.0 101.5 108.7 119.1 124.9 125.3 124.6 122.4 118.7
Treasury claims on BI-UIC ....... -1,081 -989 -1,095 -1,406 -32,507 -65,754 -74,184 -56,459 -58,997 -43,168
General government debt . . .. ... 1,140,577 1,283,616 1,448,052 1,632,364 1,813,892 1,981,410 2,127,691 2,265,863 2,315,385 2,359,907

OTHER PUBLIC SECTOR BODIES

Total financing (3) .............. 1,260 1,279 1,928 2,007 1,948 2,658 2,526 2,017 2,202 2,002
of which: bond issues ........ 130 64 28 - - - - - - -
bank loans ......... 1,130 1,216 1,900 2,007 1,948 2,658 2,526 2017 2,202 2,002

Public sectordebt ............. 1,141,836 1,284,895 1,449,980 1,634,371 1,815,840 1,984,067 2,130,218 2,267,880 2,317,587 2,361,910

Percentage composition

General government debt
(EU definition)

Medium and long-term securities,

excluding Bl portfolio .......... 471 48.2 50.6 49.3 51.9 54.0 54.7 58.9 63.2 66.3
Treasury bills in lire and ecus,

excluding Bl portfolio .......... 251 25.1 23.3 241 21.6 19.4 18.5 16.4 121 11.1
Post Office deposits ............. 7.2 6.9 6.6 6.4 6.2 6.6 6.9 71 7.4 7.6
Lendingby banks ............... 4.8 4.7 5.6 5.7 5.8 5.2 5.1 4.7 4.6 4.4
Other domesticdebt ............. 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Debt issued abroad ............. 3.1 3.8 3.8 4.0 4.6 4.7 5.4 5.4 5.9 5.4
Borrowing from BI-UIC ........... 12.5 1.0 9.9 10.2 9.6 9.9 9.3 7.4 6.5 5.0

(1) Rounding may cause discrepancies in totals. - (2) Based on the methodology established in European Council Regulation 3605/93. - (3) Excludes debts serviced by the government.
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STATE SECTOR BALANCES
(billions of lire)

Table als

1995 1996 1997 1998
REVENUE . ... 525,419 550,320 622,037 595,025
Expenditure . ... 641,579 681,799 600,295 657,795
State budget deficit . ........... .. ... -116,160 -131,479 21,742 -62,770
Treasury Operations . ...ttt 8,977 4,009 -53,304 11,322
Lending of the Deposits and Loans Fund ......................... ... ... -12,923 -10,086 -911 1,327
Borrowing requirement of ANAS and the State Forests ................... -2,494 1,409 1,391 1,119
Borrowing requirement of other former autonomous government agencies . . . - - - -
State sector borrowing requirement ........... ... ... oL -122,600 -136,174 -31,081 -49,002
State sector borrowing requirement excluding settlements of past debts
and privatizationreceipts ........... .. ...l -126,869 -128,871 -52,670 -58,523
asapercentage Of GDP . ....... ... o i -7.2 -6.9 -2.7 -2.9
DETAIL OF REVENUE
Direct taxes
Personalincometax ...........oi i 157,482 167,923 182,601 200,229
Corporate INCOME TaX . ...ttt 26,154 31,757 44,304 42,184
Localincome tax . ...t 15,030 19,017 24,232 6,365
Withholding tax on interestincome ............. ... ... i i, 34,382 41,215 36,403 17,828
Withholding tax ondividends . .............. ... i 2,291 3,009 3,467 3,383
Direct tax condonationschemes ........... ... ... ... ... i, 6,406 2,530 82 693
Other .. 17,100 14,935 25,054 19,225
Total direct taxes ..... 258,845 280,386 316,143 289,907
Indirect taxes
Value added tax . ...ttt e 106,049 109,656 118,051 129,125
Other business taxes ............ it 29,485 33,539 39,004 36,640
Excise taxesonoil products ............ ... . 42,618 37,120 38,075 39,025
Other eXCiSetaXxes ... ... 10,742 12,288 13,581 11,415
Sales taxes ontobaccoproducts ......... ... .. 9,554 10,512 10,587 11,735
Lotteries ... 6,988 9,476 11,439 13,191
Indirect tax condonation schemes ........... ... . it 705 823 342 123
Other .. 2,992 3,407 3,234 3,003
Total indirect taxes ..... 209,133 216,821 234,313 244,257
Total tax revenue
BEU IBVIES . ..o e 11,658 12,,060 9,896 11,448
Health care and other social security contributions ....................... 4,252 4,634 5,013 2,146
Otherincome . ... ... i 41,531 36,419 56,672 47,267
Total budgetrevenue ......... ... ... . ... 525,419 550,320 622,037 595,025
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SOURCESAND USES OF MONETARY BASE (1)

(flowsin billions of lire)

Table al6

Sources Uses
Foreign sector Bank reserves
) Treasury ng:rrgil#lsc rr?g'ire]t Total Guroncy Deposits with Bl
of which: | accounts withthe | operations |Refinancing | Other in of which: | Other
@ chzggy Bawn;:hom?aly Tre(%s)ury @ sectors circulation co;ggj/_ o Total
reserves
(6)
1989 ............. 14,971 - 1,842 6,608 -2,106 1,190 -2,019 20,486 10,477 9,733 9,567 276 10,009
1990 ............. 15,458 - 2,909 -4,292 2,392 1,261 -3,964 13,765 1,805 10,829 13,026 1,131 11,960
1991 ...l -8,674 - 2,011 -11,468 27,172 2,679 -648 11,071 6,906 3,613 3,424 5562 4,165
1992 ........... .. -32,591 29,249 7,706 -10,402 42,781 106 822 8,422 9,263 69 1,012 -909 -841
1993 ... 2,564 -2,055 -4,574 1,196  -14,098 -6,434 1,868 -19,479 4,152 -23,600 -24,131 -30 -23,630
1994 ... 3,297 -813 -33,269 -21,474 47,451 238 -6,154 -9,911 6,452 -16,566 -13,332 202 -16,364
1995 ...l 2,915 10,592 -8,195 -25,174 15,455 4,857 -1,786 -11,928 2,060 -15,310 -18,728 1,322 -13,988
1996 ............. 20,449 -24,227 17,370 -23,834 6,291 -5,647 -10,477 4,152 1,826 684 -1,779 1,641 2,326
1997 ...l 22,829 -2,921 -3,020 -46,517 32,734 862 6,616 13,503 7,327 6,111 10,669 65 6,176
1998 ............. -37,040 -13,724 15,578 -42,482 339 -942 8,184 -56,362 7,766 -65,084 -63,925 956 -64,128
1997 -Jdan. ....... 5,363 -846 -2,493 -8,171 -145 -1,065 -7,358 -3,772 -397 1,866 -3,189 -3,586
Feb. ....... -1,608 -6,949 -3,204 16,388 31 378 5,036 -620 5,863 5,889 -206 5,656
Mar. ....... -4,262 9,692 -3,576 167 -36 -331 1,654 3,611 -2,858 -3,202 900 -1,958
Apr......... -2,131 16,217 -2,275 -14,348 -18 -1,395 -3,951 -2,464 -1,286 289 -200 -1,486
May ....... 1,570 1,185 -4,146 7,716 -22 159 6,463 2,484 4,088 515 -110 3,979
June ....... -1,139 -26,221 -3,915 19,978 12 7,801 -3,483 -1,653 -2,184 1,729 354 -1,830
July ... 12,124 -2,921 -23,491 -2,527 24,721 7 -1,689 9,143 3,716 5,336 -882 91 5,427
Aug. ....... 4,801 11,707 -2,124  -20,377 -114 4 -6,103 -2,526 -3,027 1,832 -550 -3,577
Sept. ....... 5,673 11,458 -5,797 -7,494 -85 -976 2,779 1,051 1,246 -264 482 1,728
Oct......... -2,393 12,915 -5,974 418 133 -1,040 4,060 =772 5,017 438 -184 4,833
Nov. ....... 832 -6,357 -6,941 7,644 8 4,487 -327 4,076 -5,734 2,204 1,331 -4,403
Dec. ....... 3,999 -2,332 -3,543 6,092 1,092 283 5,590 4,196 48 256 1,346 1,394
1998 -Jan. ....... -4,362 844 -3,745 8,416 -1,237 -1,224 -1,309 -3,814 4,948 1,633 -2,443 2,505
Feb. ....... 3,815 -5,349 -5,790 16,567 -29 67 9,280 -742 10,481 6,713 -458 10,023
Mar. ....... -750 16,146 -3,460 -17,096 -4 -2570 -7,734 2,153 -10,522 -3,073 635 -9,887
Apr......... -2,957 13,390 -3,541 -1,970 -7 -299 4,617 608 4,012 1,513 -4 4,009
May ....... -5,715 -6,998 -7,328 -3,864 21,676 113 304 5,187 2,833 2,552 2,909 -199 2,353
June ....... -4,814 -7,976 -1,598 -3,866 107 2,973 -15,174 -791 -14,830 -24,798 448 -14,383
July ... -5,331 -13,007 -1,455 21,603 -12  -7,887 -6,089 1,614 -8,425 -329 722 -7,703
Aug. ....... 842 -14,709 -1,650 -9,629 -438 -385 -25,968 -4,068 -21,747 -22,104 -153 -21,899
Sept. ....... -9,188 -6,726 11,693 -5,064 -3,762 -442 -926  -7,689 827 -8,234 -2,945 -282 -8,516
Oct......... -839 23,703 -7,371  -15,896 45 1 -357 866 -1,073 -350 -150 -1,223
Nov. ....... -1,078 3,121 -755 11,845 -28 1,062 14,167 245 11,722 1,286 2,200 13,922
Dec. ....... -6,663 -4,950 -4,189 -27,549 991 17,068 -25,293 8,035 -33,969 -24,380 640 33,329

(1) Rounding may cause discrepancies in totals. - (2) Variation in the net external position of BI-UIC, net of exchange rate adjustments. - (3) Net purchases of government securities at issue
by BI-UIC, state notes and coin in circulation or held by the Bank of Iltaly and other minor items. - (4) Excludes securities purchased with advances under the Ministerial Decree of
27.9.1974 and Law 588 of 19.11.1996. - (5) From October 1990 onwards average reserve requirement in the maintenance period (15th of the month indicated - 14th of the following month) and,
until May 1991, compulsory reserves against net foreign currency deposits. - (6) Vault cash and undrawn margins on ordinary advance facilities.
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Table al7
BANKS ASSETS AND LIABILITIES (1)
(billions of lire and, in brackets, millions of euros)
Assets Memg;?dum
Bad debts
sormnes | ST, | seomes | o | TR | e omR) | R
1993 -Dec. ........ 108,514 1,028,446 349,770 70,185 30,351 43,427 171,104 229,057 41,197
1994 - 7 ... 92,691 1,039,792 385,969 91,108 16,846 50,067 165,436 201,953 59,994
1995 - 7 ... ... .. 78,996 1,073,410 352,260 110,269 14,771 51,205 151,979 231,119 72,370
1996 - 7 ........... 80,892 1,090,928 383,583 123,117 22,264 57,667 182,128 295,728 74,231
1997 - Jan. ........ 77,437 1,094,826 380,302 114,828 21,335 57,468 164,582 274,789 67,031
Feb. ........ 82,939 1,095,930 385,317 115,701 22,276 57,389 156,502 283,104 67,378
Mar. ........ 81,059 1,087,705 388,304 117,236 22,088 56,909 151,862 279,467 66,955
Apr. ........ 79,564 1,092,582 377,216 118,061 18,878 57,385 151,042 282,662 67,696
May ........ 83,493 1,095,922 377,976 118,685 21,553 58,419 156,244 292,544 68,556
June ........ 84,134 1,118,399 359,838 118,701 20,884 58,288 159,979 312,416 69,738
July ........ 86,901 1,126,880 361,481 119,375 23,776 58,273 149,656 319,199 70,525
Aug. ........ 83,269 1,109,155 354,505 119,697 21,487 58,942 146,959 291,472 71,110
Sept. ....... 85,117 1,111,782 349,517 117,327 18,698 58,843 156,640 313,060 68,294
Oct. ........ 89,952 1,111,271 351,404 118,589 17,870 60,284 157,842 304,480 69,643
Nov. ........ 85,227 1,120,270 351,953 118,565 18,241 61,420 164,091 305,012 70,343
Dec. ........ 86,803 1,160,916 343,406 119,990 27,743 62,714 184,791 311,639 70,911
1998 - Jan. ........ 89,279 1,150,123 350,998 119,833 34,016 72,418 162,897 297,524 70,036
Feb. ........ 99,196 1,150,225 346,299 121,078 36,852 72,202 158,891 305,232 64,682
Mar. ........ 89,335 1,158,109 348,132 121,697 37,355 73,651 168,167 319,422 63,293
Apr. ........ 93,330 1,161,411 356,320 122,780 39,510 73,772 161,898 308,294 64,869
May ........ 95,577 1,153,400 360,046 124,545 41,270 75,127 159,984 310,218 65,703
June ........ 81,190 1,176,053 350,798 125,249 39,660 76,316 172,647 354,534 66,379
July ... 73,672 1,183,617 353,251 125,565 39,924 75,785 161,747 329,086 67,707
Aug. ........ 52,344 1,169,813 345,347 125,428 40,981 75,886 160,571 326,694 67,359
Sept. ....... 43,556 1,173,071 352,576 125,798 38,088 75,579 163,875 324,827 68,204
Oct. ........ 42,337 1,168,174 362,038 126,239 43,215 80,518 168,283 333,481 70,973
Nov. ........ 56,204 1,201,038 357,610 121,554 46,204 80,619 161,571 341,777 69,831
Dec. ........ 22,269 1,230,406 347,123 122,629 42,362 81,663 192,880 325,839 70,192
1999 - Jan. (2) ..... 25,643 1,234,440 343,457 122,755 36,729 83,187 166,867 337,166 69,224
(13,243)  (637,535) (177,381)  (63,397)  (18,969)  (42,962)  (86,179) (174,132)  (35,751)
Feb.(2) ..... 21,681 1,227,224 356,476 123,044 41,996 86,455 156,558 318,392 67,212
(11,198)  (633,809) (184,104)  (63,547)  (21,689)  (44,650)  (80,855) (164,435)  (34,712)
Mar. 2) ..... 21,645 1,230,460 346,911 122,982 45,565 92,104 152,901 303,137 63,628
(11,179)  (635,480) (179,165)  (63,515)  (23,532)  (47,568)  (78,967) (156,557)  (32,861)

(1) Rounding may cause discrepancies in totals. — (2) Provisional. - (3) Deposits in lire until December 1998. As of January 1999 the data also include deposits in euros and other euro area

256



2/2

Table al?
Liabilities Me’"gg;"r']’d“’"

ofDreeZ%seltnsts Bonds dmer . | Gemwal | Repurchase Interbank | Funds raised | Capital and Other Supervisory

in lire/euros funds refinancing agreements accounts abroad reserves items capital
919,115 194,113 19,425 2,722 140,386 179,086 369,979 206,017 10 167,188 Dec.- 1993
923,371 215,676 20,506 2,834 132,680 166,671 375,663 219,387 -12,925 173,721 ? -1994
935,199 215,286 22,820 7,989 164,501 166,069 343,580 232,439 -23,874 171,776 ¥ -1995
959,577 280,213 22,447 1,897 174,006 193,714 364,080 250,188 -9,815 182,305 ” -1996
919,505 288,857 22,218 1,881 174,287 176,839 362,373 254,986 -15,379 Jan. - 1997
912,792 208,384 23,301 1,915 192,492 170,044 373,573 255,159 -28,501 Feb.
900,544 305,219 23,861 1,877 189,617 164,635 375,454 256,374 -32,951 184,052 Mar.
890,630 313,263 23,864 1,849 178,095 162,993 369,615 257,953 -20,873 Apr.
889,968 321,764 25,879 1,835 189,485 167,879 368,412 257,591 -17,975 May
896,931 329,590 26,095 1,835 184,784 174,355 370,434 258,429 -9,814 186,392 June
871,197 335,631 27,434 1,817 213,021 163,684 369,794 258,140 4,822 July
857,115 343,867 27,384 1,674 202,011 161,941 364,459 257,079 -30,044 Aug.
867,734 353,384 26,507 1,699 175,250 166,215 381,329 256,096 -17,231 185,366 Sept.
860,945 363,118 27,184 1,751 170,134 175,169 374,085 252,375 -13,067 Oct.
838,647 370,858 27,007 1,763 179,538 178,721 384,466 253,890 -10,111 Nov.
881,329 377,743 25,898 2,854 172,454 200,333 392,738 257,052 -12,400 187,485 Dec.
850,552 380,882 28,730 1,617 198,186 174,526 404,015 267,711 -29,130 Jan. - 1998
837,865 386,410 30,226 1,587 215,992 172,002 404,190 275,679 -33,976 Feb.
855,399 396,467 26,581 1,587 179,060 177,201 429,194 279,113 -28,734 186,840 Mar.
855,823 400,717 28,515 1,580 177,548 168,914 423,632 276,031 -15,442 Apr.
848,667 409,793 29,059 1,690 196,100 168,041 416,055 278,543 -27,780 May
868,777 417,412 27,519 1,802 187,779 181,382 422,276 282,780 -13,282 213,072 June
828,448 417,234 26,585 1,677 197,529 173,035 418,172 282,117 -2,148 July
817,212 421,640 29,070 1,591 195,809 167,512 402,309 282,567 -20,646 Aug.
814,747 424,237 28,689 899 182,855 169,180 400,794 281,723 -5,754 214,157 Sept.
818,500 427,698 30,243 962 185,258 174,539 412,305 285,834 -11,054 Oct.
814,119 431,696 29,957 924 183,092 169,837 418,707 281,269 36,974 Nov.
877,146 436,072 27,894 2,068 144,343 200,363 391,440 283,092 2,753 220,059 Dec.
884,480 435,246 24,749 1,066 148,961 174,546 423,014 286,192 -28,010 (2) Jan.- 1999

(456,796)  (224,786) (12,782) (551) (76,932) (90,145) (218,469) (147,806) (-14,466)
855,052 438,893 24,227 370 190,871 161,309 406,057 289,325 -34,277 (2) Feb.

(441,598)  (226,669) (12,512) (191) (98,577) (83,309) (209,711)  (149,424) (-17,703)
855,402 441,708 24,030 121 164,985 153,114 408,711 294,156 -26,522 221,684 (2) Mar.

(441,778)  (228,123) (12,411) (63) (85,208) (79,077)  (211,082) (151,919) (-13,698) (114,490)

currencies.
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BANKS: LOAN PORTFOLIO (1)
(billions of lire and, in brackets, millions of euros)

Table al8

Loans to residents

Short-term Medium and long-term Total Loans to
non-residents
of which: of which: of which:
in lirefeuros (3) in lire/euros (3) in lire/euros (3)
1993 - Dec. ........ 559,308 468,053 469,138 404,495 1,028,446 872,549 22,312
1994 — 7 ... 535,159 458,553 504,633 449,277 1,039,792 907,830 17,901
1995 - 7 ...l 556,942 496,539 516,468 472,383 1,073,410 968,922 16,124
1996 - 7 ... 556,364 502,124 534,565 498,854 1,090,928 1,000,978 17,854
1997 - Jan.......... 554,906 493,876 539,919 507,574 1,094,826 1,001,451 17,052
Feb. ........ 555,345 491,297 540,585 508,082 1,095,930 999,380 17,114
Mar. ........ 548,728 483,427 538,977 506,705 1,087,705 990,131 15,699
Apr.......... 547,258 483,371 545,324 513,388 1,092,582 996,759 17,815
May......... 546,498 483,509 549,425 517,676 1,095,922 1,001,185 16,715
June ........ 563,814 502,151 554,585 523,557 1,118,399 1,025,708 22,138
July ...l 573,027 506,894 553,853 522,611 1,126,880 1,029,505 19,622
Aug. ........ 556,218 493,333 552,938 522,170 1,109,155 1,015,502 18,101
Sept. ........ 555,890 494,396 555,892 525,740 1,111,782 1,020,135 18,745
Oct.......... 552,547 492,877 558,724 528,811 1,111,271 1,021,689 18,596
Nov. ........ 556,318 496,798 563,952 534,135 1,120,270 1,030,933 19,166
Dec. ........ 590,716 530,778 570,200 540,684 1,160,916 1,071,462 23,181
1998 - Jan.......... 583,022 520,927 567,101 537,790 1,150,123 1,058,717 20,593
Feb. ........ 579,190 514,044 571,035 541,610 1,150,225 1,055,654 20,943
Mar. ........ 582,954 515,282 575,155 545,711 1,158,109 1,060,993 22,977
Apr.......... 583,082 517,111 578,329 549,029 1,161,411 1,066,140 22,869
May......... 573,063 509,400 580,337 551,322 1,153,400 1,060,723 21,335
June ........ 591,819 527,967 584,234 557,109 1,176,053 1,085,076 26,715
July ...l 601,282 535,547 582,335 555,244 1,183,617 1,090,790 24,439
Aug. ........ 587,139 522,360 582,674 555,611 1,169,813 1,077,971 23,824
Sept. ........ 587,754 524,393 585,317 559,023 1,173,071 1,083,416 23,699
Oct.......... 577,558 513,165 590,616 564,655 1,168,174 1,077,820 22,208
Nov. ........ 604,542 538,516 596,496 570,072 1,201,038 1,108,588 26,275
Dec. ........ 623,879 561,374 606,527 580,824 1,230,406 1,142,198 27,309
1999 - Jan. (2)...... 629,981 593,950 604,459 595,215 1,234,440 1,189,165 25,885
(325,358) (306,750) (312,177) (307,403) (637,535) (614,152) (13,369)
Feb.(2) ..... 619,497 582,069 607,728 598,882 1,227,224 1,180,952 25,422
(319,943) (300,614) (313,865) (309,297) (633,809) (609,911) (13,130)
Mar. 2) ..... 615,088 576,442 615,372 606,677 1,230,460 1,183,120 25,400
(317,666) (297,708) (317,813) (313,323) (635,480) (611,030) (13,118)

(1) Rounding may cause discrepancies in totals. — (2) Provisional. - (3) Loans in lire until December 1998. As of January 1999, the data also include loans in euros and other euro area currencies.
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BANKS: SECURITIESPORTFOLIO (1)

(billions of lire and, in brackets, millions of euros)

Table al9

Government securities

of which:

Other

of which:
bonds

Total

BOT= and cTzs ceTs BTPs bjfzg ed_

1993 -Dec. ................ 294,657 74,863 - 140,032 76,766 55,014 49,206 349,770
1994 - 7 ... 326,992 68,456 - 134,351 119,663 58,978 50,842 385,969
1995 - 7 ... 301,552 44,650 10,222 133,268 107,090 50,708 47,576 352,260
1996 - 7 ... 334,173 52,957 19,636 155,306 99,331 49,411 47,050 383,583
1997 - Jan................. 332,707 44,207 20,590 165,200 95,176 47,596 45,412 380,302
Feb. ............... 337,329 41,341 20,965 164,966 103,064 47,988 45,804 385,317

Mar. ............... 340,005 36,117 21,691 162,278 113,003 48,299 45,763 388,304

Apr. ..o 330,883 32,924 21,273 159,453 110,233 46,332 43,820 377,216

May ................ 331,567 32,122 22,206 163,349 107,084 46,409 43,748 377,976

June ...l 313,820 28,555 21,560 157,352 99,831 46,017 43,466 359,838

dJuly ..o 317,887 28,002 21,658 155,010 107,135 43,594 40,962 361,481

Aug. ... 310,092 26,688 19,651 154,098 103,679 44 413 41,833 354,505

Sept. ..o 305,954 27,837 19,564 157,094 95,622 43,563 40,915 349,517
Oct.....ooviiiiiit 306,424 30,429 17,688 155,265 97,088 44,980 42,324 351,404

Nov. ............... 306,471 29,852 18,453 155,329 96,751 45,481 42,829 351,953

Dec. ............... 296,481 32,094 18,661 154,455 86,220 46,925 43,491 343,406

1998 - Jan................. 304,007 31,731 20,503 155,215 94,164 46,991 43,584 350,998
Feb. ............... 296,788 33,680 20,236 150,703 88,672 49,511 45,815 346,299

Mar. ............... 295,887 33,185 21,070 148,651 89,708 52,245 48,193 348,132

Apr. ..o 301,992 34,416 22,646 142,599 99,382 54,328 47,623 356,320

May ................ 304,884 39,007 21,833 137,785 103,161 55,162 47,827 360,046

June ............. L. 294,068 39,729 21,963 136,555 92,894 56,729 53,564 350,798

duly ..o 297,328 43,885 24,508 134,583 91,452 55,924 52,459 353,251

Aug. ... 289,526 42,618 22,067 133,953 87,852 55,820 52,361 345,347

Sept. ............... 297,032 44,192 24,511 136,417 88,883 55,544 52,224 352,576
Oct.oovvvvviie 305,920 41,260 26,645 138,617 95,376 56,117 52,280 362,038

Nov. ............... 299,947 42,928 23,302 136,328 93,376 57,663 53,700 357,610

Dec. ............... 288,088 45,265 20,256 134,790 83,901 59,035 54,580 347,123

1999 - Jan. (2) ............. 285,472 47,581 20,418 130,182 83,810 57,986 53,565 343,457
(147,434)  (24,574) (10,545)  (67,233)  (43284)  (29,947)  (27,664) (177,381)

Feb. (2) ............ 297,995 45,866 23,855 132,088 92,037 58,481 52,801 356,476
(153,902)  (23,688) (12,3200  (68,218)  (47,533)  (30,203)  (27,269)  (184,104)

Mar. (2) ............ 288,450 40,728 21,480 127,820 95,186 58,461 53,864 346,911
(148,972)  (21,034) (11,093) (66,013  (49,159)  (30,193)  (27,819) (179,165)

(1) Rounding may cause discrepancies in totals. — (2) Provisional.
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PROFIT AND LOSSACCOUNTS OF BANKSBY CATEGORY OF BANK (1)
(billions of lire)

Table a20

Interest receivable Interest payable
Claims on bonde ang Liabilities to %ee"ﬁ\’/‘:t?\,‘e’f . tNett
Deposits | Domestic Interbank | Repos donts & on BLUIC | Interbank | Repos | subord: dents & to | Nedaing | it
ith BI-UIC |  lendi Securiti ; Deposit gl i h tract
V&VITreasury ?: ”'r';g SCUMlies | - accounts 2 :'r??:)drzlrgﬁ eposits financing | accounts 2 Ii;t;:ﬁides re?(l)drzirgrs] in con(zr)ac S (a)
currency currency

Limited company

1993 ... 5,885 104,132 28,015 6,461 4,574 24,826 55,363 183 7,221 9,819 21,881 24,993 -199 54,234

1994 . .. 5,163 92,485 27,494 4,528 2,620 19,154 45,055 185 7,004 9,544 20,756 18,410 -1,247 49,243

1995 ... 4,242 104,942 28,552 6,292 1,905 19,810 46,674 430 7,717 12,080 23,200 21,468 -1,740 52,435

1996 . .. 3,596 104,601 27,099 7,206 1,745 18,410 47,832 173 8,440 11,405 23,678 17,790 -1,681 51,656

1997 ... 3,635 90,690 21,131 5,659 1,164 19,736 34,838 87 6,564 9,354 24,514 17,442 -244 48,971

1998 (3) 2,849 80,984 15,902 4,885 1,882 17,693 21,884 67 5,344 7,275 24,391 16,908 736 49,061
Cooperative banks

1993 ... 1,210 13,662 5,556 1,544 588 2,106 9,919 19 969 1,821 10 1,809 -217 9,905

1994 . .. 1,045 12,063 5,765 1,094 373 1,818 8,291 16 872 1,803 79 1,460 -160 9,476

1995 ... 811 15,495 6,361 1,500 277 2,001 9,085 20 1,251 2,575 619 1,607 -273 11,016

1996 . .. 638 15,744 5,576 1,655 413 1,644 9,051 19 1,115 2,455 971 1,258 -353 10,447

1997 ... 672 14,207 4,322 1,471 409 1,825 6,581 9 895 2,039 1,924 1,351 -226 9,880

1998 (3) 475 12,475 3,004 1,068 488 1,828 3,920 8 713 1,380 2,416 1,615 -96 9,189
Main mutual banks

1993... 15 463 427 91 5 12 424 8 137 11 .. 433

1994 . .. 10 434 389 74 3 14 379 .. 5 124 10 -1 404

1995 ... 12 517 407 86 3 14 393 1 5 162 .. 10 -3 466

1996 ... 12 570 398 102 10 9 429 1 4 159 12 5 .. 490

1997 ... 15 548 340 69 8 13 331 1 6 108 78 6 -3 462

1998 (3) 18 533 268 53 4 25 221 0 7 71 112 9 -3 478
Central credit

1993 ... 23 424 927 679 87 535 63 38 1,302 201 1 482 -33 545

1994 ... 7 316 882 495 5 339 54 37 868 191 12 396 -55 431

1995 ... 24 294 998 598 10 428 65 50 1,141 253 13 433 -9 387

1996 ... 32 242 1,068 863 43 340 66 43 1,503 213 31 373 -15 343

1997 ... 33 192 827 714 127 325 69 33 1,132 232 91 345 4 320

1998 (3) 36 163 529 500 57 474 111 21 737 136 92 380 23 304
Branches of

1993... 26 1,237 1,054 615 188 1,080 137 9 1,514 152 1,842 -438 108

1994 . .. 25 892 1,439 568 386 1,819 49 7 922 872 2,354 -315 610

1995 ... 29 1,215 1,465 819 315 2,753 101 12 1,051 814 3,713 -318 589

1996 ... 27 1,342 1,765 705 442 2,552 123 4 1,278 71 3,783 -249 684

1997 ... 29 1,219 1,465 554 577 2,980 70 5 1,334 669 3,823 -378 545

1998 (3) 18 1,052 1,500 723 591 1,909 108 2 1,143 552 3,391 -461 136
Total

1993... 7,159 119,918 35,980 9,390 5,442 28,559 65,906 249 11,014 12,130 21,902 29,138 -886 65,224

1994 ... 6,250 106,191 35,969 6,758 3,387 23,143 53,828 245 9,671 12,534 20,847 22,630 -1,778 60,164

1995 ... 5,118 122,463 37,783 9,295 2,511 25,006 56,318 512 11,165 15,882 23,831 27,230 -2,343 64,893

1996 ... 4,305 122,500 35,906 10,531 2,653 22,954 57,501 241 12,341 14,944 24,692 23,209 -2,299 63,621

1997 ... 4,384 106,856 28,085 8,468 2,284 24,878 41,889 135 9,932 12,401 26,606 22,967 -848 60,179

1998 (3) 3,396 95,208 21,204 7,229 3,021 21,929 26,244 99 7,944 9,415 27,012 22,304 199 59,168

(1) Rounding may cause discrepancies in totals. - (2) For the banks accepting medium and long-term funds, the figure is only available since 1994. - (3) Provisional.
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Table a20
Value adjustments and
Other net income Operating expenses re-adjustments and Number of staff
X allocations to provisions
inGcrgrSnse oigggﬁ:gg Taxes Net profit Total
of which: L (9) e)-(f-() resources
® of which: | of which: | ©=(@+®) @ banking | ©=(0)-(@) 0 of which: of which:
trading services staff Josses banking
costs
| | \ |
banks
20,457 11,082 4,025 74,691 46,035 29,219 28,655 14,702 13,907 10,130 3,823 1,879,437 281,112 277,165
16,948 5,003 5398 66,191 46,0583 30,221 20,138 16,284 10,000 4,040 -185 1,966,214 281,139 276,301
16,680 4,640 5,137 69,115 47,854 30,830 21,260 16,199 14,178 5,969 -909 1,969,625 275,133 271,085
21,350 7,544 6,176 73,006 49,496 32,233 23,510 15,096 10,459 5,898 2,516 2,039,757 269,351 265,441
23,479 5,793 8,990 72,451 50,424 31,816 22,027 16,951 14,044 5,837 -761 2,137,814 264,610 260,903

32,612 7,032 14,423 81,673 49,395 30,609 32279 11,696 11,411 10,081 10,502 2,250,539 260,604 256,667

(banche popolari)

4,028 2,178 1,003 13,933 8,072 4,893 5,861 2,400 2,166 2,123 1,338 268,665 53,599 53,096
3,392 1,103 1,220 12,868 8,360 5,196 4,507 2,405 1,684 1,098 1,004 289,411 51,861 51,368
3,427 1,050 1,273 14,442 9,151 5,592 5,291 2,430 2,025 1,708 1,153 320,011 56,826 56,384
4,014 1,617 1,310 14,461 9,076 5,622 5,385 2,017 1,580 1,784 1,584 323,569 52,157 51,733
4,742 1,653 1,839 14,622 9,502 5,783 5,121 1,989 1,519 1,505 1,626 356,377 51,594 51,520
6,329 1,589 2,939 15,518 9,092 5,401 6,426 2,513 1,523 1,919 1,994 374,520 49,984 49,591

(banche di credito cooperativo)

104 57 19 537 301 175 235 31 25 12 192 9,275 1,941 1,939
106 34 19 510 332 197 178 62 27 7 109 10,234 2,030 2,030
102 40 20 568 369 213 199 33 31 8 158 10,909 2,100 2,100
155 85 23 645 404 229 240 39 37 18 183 12,012 2,175 2,175
170 83 35 632 432 245 200 33 34 4 162 13,429 2,228 2,228
253 126 66 730 472 262 259 61 52 49 148 14,533 2,449 2,449
institutions
421 266 122 967 475 247 492 206 171 154 132 33,743 1,557 1,557
342 83 149 773 391 187 382 217 175 67 99 30,939 1,549 1,549
286 122 131 673 404 193 269 109 99 74 85 31,658 1,545 1,545
370 187 154 714 404 200 310 133 88 88 89 37,410 1,543 1,543
414 201 174 735 418 208 316 244 114 67 5 39,729 1,543 1,543
431 180 224 735 418 197 317 129 35 85 103 38,677 1,596 1,596

foreign banks

839 543 14 947 480 234 467 173 172 219 75 58,803 1,740 1,740

265 -102 269 875 548 268 327 -22 53 187 162 67,065 1,909 1,909

302 229 35 892 561 305 330 -43 53 233 141 76,351 1,852 1,852

153 85 -62 837 596 332 241 -82 64 169 154 91,650 1,822 1,822

223 96 78 768 630 346 138 -151 64 170 119 110,864 1,883 1,883

279 171 -22 415 663 346 -248 -555 62 92 215 107,259 1,850 1,850
banks

25,850 14,127 5183 91,074 55364 34,769 35,710 17,512 16,441 12,639 5,660 2,249,923 339,949 335,497
21,053 6,122 7,056 81,217 55,684 36,070 25533 18,947 11,940 5,399 1,188 2,363,863 338,488 333,157
20,796 6,081 6,596 85,690 58340 37,133 27,349 18,728 16,386 7,992 629 2,408,554 337,456 332,966
26,042 9,518 7,603 89,662 59,976 38,617 29,686 17,202 12,228 7,957 4,528 2,504,398 327,048 322,714
29,029 7,826 11,116 89,208 61,406 38,398 27,801 19,067 15,775 7,583 1,151 2,658,212 321,858 318,077
39,903 9,098 17,631 99,070 60,038 36,816 39,032 13,845 13,082 12,225 12,962 2,785,529 316,483 312,153
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FINANCIAL MARKET: GROSSAND NET ISSUES OF SECURITIES (1)

(billions of lire)

Table a2l

Bonds and government

Public sector

Government securities Autonomous
- government
ey | P | s | Temy o | T | one aseries
certificates certificates (1) 1) in ecus Railways
Gross
1991 ........ 602,421 - 99,000 93,010 3,680 27,989 826,101 -
1992........ 675,055 - 83,426 95,519 4,759 21,461 880,220 1,500
1993 ........ 737,345 - 56,000 166,452 12,838 16,685 989,322 -
1994 ........ 679,500 - 60,767 167,574 17,665 81,801 1,007,306 4,000
1995 ........ 714,250 47,217 122,810 118,484 6,769 3,165 1,012,695 -
1996 ........ 665,023 59,924 105,945 148,917 3,913 10,395 994,117 4,000
1997 ........ 506,000 105,905 64,404 190,596 - 168 867,073 -
1998 ........ 425,768 97,779 42,502 261,441 - 38 827,527 -
Rede
1991 ........ 588,527 - 88,275 4,846 2,144 10,590 694,382 160
1992 ........ 630,323 - 21,313 59,399 4,502 22,847 738,384 2,160
1993 ........ 730,866 - 34,387 27,521 13,719 16,801 823,293 2,000
1994 ........ 660,346 - 22,200 55,523 14,140 19,414 771,624 27
1995 ........ 715,750 - 148,917 15,844 14,797 10,746 906,054 1,200
1996 ........ 692,476 - 76,258 92,255 8,600 20,181 889,769 1,000
1997 ........ 588,310 54,275 56,213 120,963 4,354 19,923 844,038 -
1998 ........ 461,250 84,576 84,973 119,921 12,448 25,680 788,848 5,000
Issue
1991 ........ - - 1,457 2,381 -104 77 3,812 -
1992........ - - 2,089 2,544 -62 -6 4,623 -
1993 ........ - - 915 446 -225 -35 1,102 -
1994 ........ - - 938 7,592 788 B 9,317 -
1995 ........ - 8,918 2,763 6,715 135 B 18,531 -
1996 ........ - 8,409 =773 -990 48 B 6,693 -
1997 ........ - 10,146 209 1,043 - - 11,398 -
1998 ........ - 6,605 -374 -7,823 - - -1,593 -
Net
1991 ........ 13,894 - 9,268 85,784 1,640 17,321 127,907 -160
1992........ 44,731 - 60,024 33,576 319 -1,437 137,213 -660
1993 ........ 6,480 - 20,698 138,485 -656 -80 164,927 -2,000
1994 ........ 19,155 - 37,629 104,458 2,736 62,386 226,363 3,973
1995 ........ -1,500 38,299 -28,870 95,925 -8,163 -7,581 88,109 -1,200
1996 ........ -27,453 51,515 30,460 57,652 -4,734 -9,786 97,655 3,000
1997 ........ -82,310 41,484 7,982 68,590 -4,354 -19,755 11,637 -
1998 ........ -35,482 6,598 -42,097 149,343 -12,448 -25,642 40,272 -5,000
Cou
1991 ........ 38,483 - 52,103 23,519 4,767 9,289 128,161 1,254
1992 ........ 46,675 - 57,255 32,639 5,001 11,397 152,967 1,276
1993 ........ 40,959 - 69,167 39,387 5,121 10,146 164,780 1,369
1994 ........ 34,957 - 56,695 52,496 4,968 9,711 158,827 1,041
1995 ........ 41,250 - 58,837 61,265 4,879 9,320 175,551 1,114
1996 ........ 31,079 - 60,460 67,570 3,804 8,352 171,265 1,129
1997 ........ 18,669 10,471 48,894 70,695 3,138 6,018 157,885 876
1998 ........ 11,739 10,374 36,504 72,062 2,691 2,515 135,885 520

(1) The 1993 issues include 10,000 billion lire of CCTs and 21,000 billion of BTPs placed with the Bank of Italy in December to finance the new Treasury payments account. - (2) Includes:
issued in November 1994 to consolidate the Treasury’s overdraft on its current account with the Bank of ltaly; excludes Republic of Italy loans. - (3) The total for the public sector differs
by Autostrade-IRI. - (5) Gross issues for cash. The figure for 1998 is provisional.
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Table a2l
securities
Firms and international institutions
Listed
Crediop borTg;a;n d shares
on boefhalf Total (3) Banks ENEL IIE'IR\JII Private International Total government ®
Treasury EFIM firms institutions (4) securities
issues
- 826,101 32,307 2,253 4,902 507 400 8,062 866,470 4,497 ....... 1991
- 881,720 29,022 1,108 - 290 - 1,518 912,260 3368 ....... 1992
- 989,322 44,185 2,111 1,000 1,289 - 4,950 1,038,457 15230 ....... 1993
- 1,011,306 43,252 114 - 3,421 650 4,285 1,058,843 12,892 ....... 1994
- 1,012,695 28,355 117 - 963 1,000 2,080 1,043,130 8515 ....... 1995
- 998,356 97,075 121 - 1,302 2,500 3,923 1,099,354 5506 ....... 1996
- 867,847 148,240 124 - 1,422 5,640 7,186 1,023,273 7933 ....... 1997
- 828,622 135,981 62 - 73 1,600 1,734 966,338 13,689 ....... 1998
mptions
782 695,344 16,119 921 1,772 1,350 163 4,226 715,689 - e 1991
493 741,053 16,995 1,533 1,796 1,220 424 4,973 763,021 - 1992
309 825,612 17,606 3,966 1,775 930 603 7,274 850,493 - e 1993
74 771,730 20,705 2,174 2,669 1,030 460 6,333 798,768 - 1994
49 907,304 28,745 1,250 2,754 103 465 4,572 940,621 - e 1995
40 890,809 32,148 800 467 - 250 1,517 924,475 - e 1996
8 844,062 50,710 800 2,221 - 650 3,671 898,443 - e 1997
- 793,921 77,652 1,300 24 - 500 1,874 873,447 - e 1998
discounts
- 3,812 250 17 N - 7 24 4,085 - 1991
- 4,623 1,179 9 N - - 9 5,811 - 1992
- 1,102 365 17 - - - 17 1,484 - 1993
- 9,317 288 - - - - 22 9,627 - 1994
- 18,531 131 - - - - - 18,662 - 1995
- 6,694 21 - - - 1,201 1,201 8,105 - 1996
- 11,398 302 - - - 1,493 1,493 13,192 - e 1997
- -1,593 601 - - - - - -992 - e 1998
issues
-782 126,946 15,938 1,316 3,131 -843 230 3,813 146,697 4,497 ....... 1991
-493 136,045 10,848 -434 -1,797 -930 -424 -3,464 143,429 3368 ....... 1992
-309 162,608 26,213 -1,872 =775 359 -603 -2,341 186,480 15230 ....... 1993
-74 230,258 22,259 -2,060 -2,669 2,391 190 -2,070 250,447 12,892 ....... 1994
-49 86,859 -521 -1,133 -2,754 860 535 -2,492 83,847 8515 ....... 1995
-40 100,854 64,715 -679 -467 1,302 1,049 1,205 166,774 5506 ....... 1996
-8 12,388 97,228 -676 -2,221 1,422 3,498 2,022 111,638 7933 ....... 1997
- 36,294 57,728 -1,239 -24 73 1,100 -140 93,882 13,689 ....... 1998
pons
111 129,526 16,827 1,898 1,277 281 3,457 149,814 5888 ....... 1991
60 154,303 19,458 1,899 1,507 315 3,721 177,484 6,031 ....... 1992
27 166,176 21,696 2,464 1,405 261 4,176 192,049 6,468 ....... 1993
9 159,877 20,395 1,367 952 183 2,561 182,834 5105 ....... 1994
6 176,671 22,876 1,255 707 196 2,221 201,768 6,180 ....... 1995
6 172,400 23,317 1,130 459 142 1,833 197,550 9,786 ....... 1996
5 158,783 25,294 875 212 207 1,353 185,430 12,112 ....... 1997
4 136,463 25,519 646 93 178 967 162,949 13,601 ....... 1998

securities issued by the Treasury to consolidate past debts; Treasury discount certificates, option certificates and bills in ecus; ordinary certificates and the 76,206 billion lire of securities
from the sum of the individual components by the amount of bond issues by local authorities. - (4) The total differs from the sum of the individual components by the amount of bond issues
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INTEREST RATESON SECURITIES

Table a22

(average values before tax)
FIﬁiEgJ;te lef‘iﬁi:gs Tgﬁﬂy Treasury Zea[:)e—gggglon Straight bonds A
oty | Tmecis | coritomes | 0| confcas | Banis | SGecenioled | fMenera | o
1989 .. ... 13.12 9.60 12.17 12.78 - 12.94 12.06 11.09 11.59
1990 .............. 12.84 10.89 13.22 13.49 - 13.34 12.49 11.93 12.28
1991 ... 12.60 10.09 12.91 13.14 - 12.96 11.62 11.40 11.79
1992 ... 14.98 10.20 13.20 13.59 - 13.37 12.73 11.66 12.63
L 11.77 7.81 11.12 11.32 - 11.28 10.90 10.02 11.09
1994 ...l 9.97 7.64 10.53 10.68 - 10.14 10.55 9.83 10.15
1995 .. .o, 11.60 8.82 11.64 11.94 11.40 11.58 11.35 11.00 11.45
1996 .. ..., 9.01 6.33 8.77 9.06 8.49 9.20 9.08 9.46 9.09
1997 ...l 6.81 5.42 7.17 6.76 6.45 7.41 7.07 717 7.14
1998 .............. 4.89 4.87 7.01 4.92 4.58 5.45 5.71 5.87 5.55
1997 - Jan. ....... 6.93 5.48 6.96 7.02 6.69 7.54 7.07 7.50 7.17
Feb. ....... 7.09 5.50 7.23 7.14 7.06 7.70 7.31 7.92 7.40
Mar. ....... 7.34 5.48 7.67 7.73 7.29 7.96 7.7 8.02 7.73
Apr. ....... 7.32 5.43 7.33 7.59 7.01 7.96 7.74 7.98 7.75
May ....... 7.02 5.23 7.05 7.25 6.71 7.72 7.41 7.86 7.46
June ....... 7.07 5.10 7.13 7.04 6.67 7.58 7.31 7.55 7.33
July ..., 6.95 5.26 7.11 6.56 6.37 7.09 7.04 6.85 6.99
Aug. ....... 7.01 5.14 7.06 6.71 6.45 7.15 7.07 6.83 7.01
Sept. ...... 6.65 5.38 7.06 6.31 6.04 7.09 6.85 6.65 6.88
Oct. ....... 6.36 5.67 7.18 6.12 5.97 6.93 6.61 6.40 6.67
Nov. ....... 6.21 5.65 7.12 6.04 5.75 7.18 6.57 6.41 6.78
Dec. ....... 5.77 5.67 7.14 5.67 5.34 6.98 6.21 6.05 6.50
1998 - Jan. ....... 5.60 5.12 6.76 5.44 5.26 6.35 5.85 5.74 5.99
Feb. ....... 5.98 5.00 6.84 5.37 5.45 6.52 6.09 5.82 6.18
Mar. ....... 5.54 5.57 6.78 5.17 5.03 6.10 6.07 5.76 6.01
Apr. ....... 5.17 5.63 7.67 5.13 4.90 5.68 6.03 5.64 5.76
May ....... 5.04 5.51 - 5.17 4.80 5.56 6.04 5.74 5.71
June....... 4.98 5.30 - 5.07 4.83 5.52 5.97 6.14 5.72
July ... 4.89 5.00 - 4.97 457 5.26 5.66 6.12 5.49
Aug. ....... 472 4.73 - 4.81 4.50 5.21 5.57 6.08 5.45
Sept. ...... 4.65 4.48 - 4.62 4.37 5.14 5.45 5.96 5.36
Oct. ....... 4.39 4.08 - 4.59 4.06 4.78 5.33 5.86 5.07
Nov. ....... 4.13 4.09 - 452 3.78 4.69 5.24 5.89 5.01
Dec. ....... 3.66 3.95 - 4.18 3.33 4.56 5.16 5.68 4.88
1999 - Jan. ....... 3.11 4.12 - 4.03 3.03 4.31 4.88 5.54 4.64
Feb. ....... 3.19 473 - 4.13 3.07 4.42 5.00 5.65 4.76
Mar. ....... 3.20 4.26 - 4.31 3.07 457 5.18 5.73 4.92
Apr. ....... 3.01 456 - 4.14 2.77 4.37 4.96 5.62 4.67

(1) Until September 1995 includes the bonds issued by autonomous government agencies and public enterprises.
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Table 823

INTEREST RATESON BANK OF ITALY OPERATIONS

Official Temporary operations (4)
Securities repos Currency swaps
Current account (1) Discount Advances
Purchases Sales
Excess Cosrgr’;”' Ordinary Ag\jvric;:rilitr?gral Ordinary FIX?SdU:'erm Minimum | Average |Maximum | Average Minimum | Average
reserves res(ezr;/es bills credits (base rate) ch?:;?e)

From: 4 Sept. 1984 0.50 550 16.50 8.50 16.50 - | 1996 - Jan. . 10.07 10.11 - - 10.08 10.11
4 Jan. 1985 ” ” 15.50 ? 15.50 - Feb. . 9.98 10.04 - - 9.89 9.90
8 Nov. 1985 ” ” 15.00 8.00 15.00 - Mar. . 9.93 9.94 - - 9.64 9.65

22 Mar. 1986 ” ” 14.00 750 14.00 - Apr. . 9.66 9.69 - - 9.59 9.61
25 Apr. 1986 ” ” 13.00 7.00 13.00 - May . 9.32 9.33 9.29 9.23 893 895
27 May 1986 ” ” 12.00 6.50 12.00 - June . 9.13 9.20 - - 8.84 8.86
14 Mar. 1987 ” ” 11.50 ” 11.50 - July . 8.94 9.01 - - 8.88 8.90
28 Aug. 1987 ” ” 12.00 7 12.00 - Aug. . 8.84 8.88 - - 8.76 8.77
26 Aug. 1988 ” ” 12.50 7 12.50 - Sept. 8.47 8.50 - - 8.37 8.39
6 Mar. 1989 ” ” 13.50 ” 13.50 - Oct. . - - 8.55 8.51 825 825
21 May 1990 ” ” 12.50 ? 12.50 - Nov. . 7.97 7.99 8.12 8.05 734 7.36
13 May 1991 ” ” 11.50 6.00 11.50 0 Dec. . 7.46 7.68 - - 758 7.61
26 Nov. 1991 ” ” ” ” ” 0.50 | 1997 - Jan. . 7.45 7.50 - - 734 7.36
23 Dec. 1991 ” ” 12.00 7 12.00 ” Feb. . 7.39 7.41 - - 734 7.36
5 June 1992 ” ” ” 7 ” 1.00 Mar. . 7.40 7.42 - - 7.37 7.39
6 July 1992 ” ” 13.00 ? 13.00 1.50 Apr. . 7.20 7.21 - - 7.03 7.05
17 July 1992 ” ” 13.75 7 138.75 ” May . 6.96 7.00 - - 6.75 6.76
4 Aug. 1992 ” ” 13.25 7 13.25 ” June . 6.71 6.83 - - 6.81 6.83
4 Sept. 1992 ” ” 15.00 ” 15.00 ” July . 6.77 6.85 - - - -
9 Oct. 1992 ” ” ” 7 ” 1.00 Aug. . 6.80 6.83 - - 6.76 6.79
26 Oct. 1992 ” ” 14.00 7 14.00 ” Sept. 6.77 6.79 - - 6.03 6.31
13 Nov. 1992 ” ” 13.00 ” 13.00 ” Oct. . 6.86 6.87 - B - -
23 Dec. 1992 ” ” 12.00 7 12.00 ” Nov. . 6.60 6.63 - - 6.24 6.26
4 Feb. 1993 ” ” 11.50 ” 11.50 ” Dec. . 6.16 6.20 6.29 6.24 580 5.86
23 Apr. 1993 ” ” 11.00 ” 11.00 711998 - Jan. . 6.12 6.21 - - - -
21 May 1993 ” ” 10.50 ? 10.50 ” Feb. . 6.07 6.14 - - 6.02 6.03
14 June 1993 ” ” 10.00 5.50 10.00 ” Mar. . 5.76 5.79 - - 523 524
6 July 1993 ” ” 9.00 ” 9.00 ” Apr. . 5.67 5.67 6.50 6.04 - -
10 Sept. 1993 ” ” 8.50 ” 8.50 ” May . 5.54 5.57 - - - -
22 Oct. 1993 ” " 8.00 ” 8.00 ” June . 5.23 5.27 - - 5.00 5.04
18 Feb. 1994 ” ” 7.50 ” 7.50 ” July . 4.96 4.98 - - 495 497
12 May 1994 ” ” 7.00 7 7.00 ” Aug. . 497 4.99 - - 499 5.00
12 Aug. 1994 ” ” 7.50 7 7.50 ” Sept. 5.13 5.14 - - - -
22 Feb. 1995 ” ” 8.25 ” 8.25 1.50 Oct. . 4.94 4.97 - - - -
29 May 1995 ” ” 9.00 ? 9.00 ” Nov. . 3.73 3.78 4.26 4.26 - -
24 July 1996 ” ” 8.25 ” 8.25 ” Dec. . 3.02 3.14 - - - -
24 Oct. 1996 ” ” 7.50 ? 7.50 ”

22 Jan. 1997 ” ” 6.75 ? 6.75 ”

30 June 1997 ” 4.50 6.25 4.75 6.25 ”

24 Dec. 1997 ” ” 5.50 ” 5.50 ”

22 Apr. 1998 ” 4.00 500 4.25 5.00 ”

27 Oct. 1998 ” ” 400 3.75 4.00 ”

4 Dec. 1998 ” 3.50 3.50 3.50 3.50 1.00

28 Dec. 1998 ” 2.75 3.00 3.00 ” ”

(1) Current accounts of banks, social security institutions, insurance companies and public corporations. - (2) On 28 December 1982 the rate of interest on the proportion of reserves corresponding
to the ratio of certificates of deposit to total funds subject to reserve requirements was fixed at 9.5 per cent. The higher rate was subsequently extended to CDs with maturities of between 3 and
6 months in November 1986 and to variable rate CDs with maturities of at least 18 months in December 1989. The rate was reduced to 8.5 per cent in November 1986 and to 6.5 per cent in
September 1993. As part of the May 1994 reform of the system, the return on reserves was equalized for all forms of deposit with effect from July 1994. — (3) Added to the base rate to determine
the rate on fixed-term advances. Until 12 May 1991 the surcharge increased with the frequency of recourse to such refinancing. - (4) Average of the allotment rates on operations during the month.
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MONEY MARKET AND INTERBANK INTEREST RATES (1)

Table a24

Treasury bill yields (2) Interbank operations
accounts
S-Eﬁgth G-rg:lclagth 12-brﬂgnth Average 3) Ove(r4r;ight 1-n2§)nth S-T‘%nth 12-r;lg)nth
1989 ... ... 12.65 12.55 12.55 12.58 12.46 11.97 ce R
1990 .. ...l 12.28 12.33 12.53 12.38 11.83 10.93 11.92 12.10
1991 ...l 12.66 12.53 12.39 12.54 11.89 11.83 12.14 12.21
1992 ... ...l 14.48 14.38 14.02 14.32 14.29 14.38 14.42 14.02 R
1993 ... ... 10.47 10.52 10.74 10.58 10.59 10.25 10.24 10.20 8.94
1994 .. ...l 8.84 9.13 9.50 9.17 8.43 8.20 8.33 8.51 9.17
1995 . ... ... 10.73 10.85 10.96 10.85 10.32 10.07 10.23 10.46 10.98
1996 . ... 8.61 8.48 8.31 8.46 9.44 9.10 8.99 8.82 8.42
1997 ...l 6.40 6.36 6.26 6.33 7.36 7.02 6.98 6.88 6.46
1998 ...l 4.96 4.59 4.37 4.59 5.62 5.23 5.19 4.99 4.34
1997 - Jan. ......... 6.98 6.78 6.55 6.74 8.02 7.68 7.48 7.23 6.62
Feb. ......... 6.75 6.87 6.67 6.76 7.83 7.51 7.48 7.36 6.84
Mar. ......... 7.10 7.24 7.24 7.20 7.74 7.45 7.45 7.43 7.29
Apr. ......... 6.69 6.55 6.78 6.67 7.64 7.27 7.18 713 7.05
May ......... 6.39 6.46 6.45 6.44 7.46 6.99 6.95 6.83 6.78
June ......... 6.65 6.52 6.45 6.54 7.29 6.99 6.94 6.88 6.61
July ... 6.52 6.60 6.37 6.49 7.27 6.99 6.95 6.89 6.50
Aug. ......... 6.53 6.54 6.43 6.50 7.20 6.84 6.90 6.87 6.58
Sept. ........ 5.81 5.94 5.73 5.82 7.08 6.80 6.78 6.66 6.24
Oct. ......... 6.21 5.94 5.86 5.98 7.04 6.88 6.83 6.65 5.87
Nov. ......... 5.96 5.80 5.59 5.76 7.02 6.61 6.65 6.49 5.81
Dec. ......... 5.17 5.13 5.02 5.10 6.73 6.26 6.21 6.08 5.34
1998 - Jan. ......... 5.62 5.59 5.20 5.43 6.43 6.33 6.25 6.09 5.25
Feb. ......... 6.20 5.79 5.25 5.66 6.44 6.25 6.25 6.13 5.27
Mar. ......... 5.73 5.12 4.71 5.10 6.27 5.91 5.81 5.62 477
Apr. ... 5.35 4.92 4.66 4.92 6.02 5.72 5.58 5.23 4.58
May ......... 517 4.87 4.60 4.85 5.94 5.69 5.49 5.11 4.59
June ......... 5.16 4.86 4.58 4.83 5.83 5.38 5.34 512
July ..o 4.74 4.65 4.39 4.56 5.66 5.08 4.99 4.88 ..
Aug. ......... 4.72 4.60 4.24 4.49 5.30 5.14 5.04 4.89 4.24
Sept. ........ 4.88 418 3.98 4.24 5.33 5.12 5.14 4.97 416
Oct. ......... 4.65 3.94 3.91 4.11 5.23 4.94 4.82 4.53 3.76
Nov. ......... 4.16 3.67 3.80 3.86 4.83 4.16 414 3.95 3.59
Dec. ......... 3.18 2.85 3.16 3.07 414 3.08 3.41 3.38 3.14
1999 - Jan. ......... 3.14 2.97 3.10 3.07 3.54 3.11 3.12 3.10 3.05
Feb. ......... 3.04 3.01 3.02 3.02 3.52 3.13 3.10 3.07 3.02
Mar. ......... 3.03 2.94 3.06 3.01 3.45 2.94 3.04 3.03 3.07
Apr. ... 2.61 2.58 2.70 3.63
(1) Before tax; annual figures are the average of monthly values. - (2) Average of allotment rates at public auctions, before tax; for 3 and 6-month bills, compounded. - (3) Maximum rate applied
to the sight deposits in lire (and from January 1999 onwards in other euro area currencies) of resident banks with a debit balance of more than 1 billion lire, monthly average of the rates reported
at 10-day intervals. - (4) Weighted monthly average of the rates on transactions carried out on the interbank deposit market (MID).
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Table a25
BANK INTEREST RATES (1)

Deposits (2) Loans (2)
) New medium
Certificates of deposit ’\f\llc‘;r:giilrunzn & long-term A_BI
- loans to prime
Average: Overall Maximum Maturities Maturities Overall Minimum Ioanslto consumer rate
current average ®) Overall upto from18to | average (6) enterprises | pouseolds @®)
accounts average 6 months 24 months @ @)
@) ©)
1989 .............. 7.29 7.30 9.33 e 10.35 e 14.26 11.95 e ce 13.83
1990 .............. 7.15 7.39 9.58 e 10.62 e 14.09 11.74 e e 13.35
1991 ... 6.99 7.38 9.33 e 10.42 e 13.90 11.33 e ce 12.84
1992 .............. 7.47 8.55 9.99 e 11.20 e 15.76 12.50 e ce 14.36
1993 .............. 6.46 7.79 8.86 e 9.30 ce 13.87 10.51 ce ce 11.40
1994 ... 5.02 6.20 7.01 R 6.88 R 11.22 8.36 R ce 9.27
1995 .............. 5.49 6.45 8.00 8.46 8.37 8.89 12.47 9.60 11.44 13.37 11.03
1996 .............. 5.26 6.49 7.92 8.61 7.48 7.76 12.06 9.00 10.68 12.91 10.95
1997 ...l 3.73 4.83 6.11 7.29 5.43 5.33 9.75 6.79 8.26 10.65 9.21
1998 .............. 2.50 3.16 4.70 5.72 4.00 3.80 7.88 5.11 6.22 7.84 7.71
1997 - Jan. ....... 4.36 5.60 6.81 7.99 6.08 6.04 10.64 7.31 8.84 11.50 9.63
Feb. ....... 4.11 5.39 6.47 7.82 5.72 5.65 10.37 7.20 8.74 11.27 9.50
Mar. ....... 4.07 5.28 6.40 7.69 5.67 5.58 10.20 7.15 8.84 11.27 9.38
Apr. ....... 4.01 5.18 6.34 7.56 5.69 5.59 10.10 7.08 8.66 11.14 9.38
May ....... 3.99 5.10 6.30 7.45 5.64 5.58 9.96 6.96 8.67 11.00 9.38
June ....... 3.84 4.95 6.20 7.34 5.56 5.54 9.78 6.81 8.04 10.73 9.38
July ... 3.55 4.69 5.91 7.24 5.36 5.32 9.61 6.73 8.12 10.46 9.00
Aug. ....... 3.44 4.55 5.83 712 5.21 5.15 9.46 6.67 8.35 10.54 9.00
Sept. ...... 3.46 4.49 5.84 7.01 5.21 5.15 9.37 6.61 8.13 10.32 9.00
Oct. ....... 3.29 4.29 5.66 6.89 5.04 4.86 9.27 6.45 7.98 10.17 9.00
Nov. ....... 3.33 4.24 5.80 6.76 4.97 4.77 9.19 6.36 7.92 9.98 9.00
Dec. ....... 3.37 4.19 5.79 6.63 4.95 4.72 9.01 6.12 6.90 9.38 8.88
1998 - Jan. ....... 3.08 3.90 5.36 6.49 4.60 4.38 8.83 5.94 7.18 9.52 8.25
Feb. ....... 2.93 3.74 5.22 6.32 4.49 4.21 8.69 5.88 7.29 9.20 8.25
Mar. ....... 2.94 3.68 5.21 6.18 4.44 4.16 8.51 5.76 6.77 8.89 8.25
Apr. ....... 2.78 3.48 5.02 6.02 4.28 4.06 8.33 5.53 6.66 8.62 7.88
May ....... 2.51 3.21 4.69 5.87 4.06 3.90 8.12 5.31 6.46 8.20 7.88
June ....... 2.53 3.16 4.73 5.72 4.01 3.84 7.89 5.14 6.19 7.61 7.88
July ... 2.47 3.08 4.64 5.60 3.97 3.76 7.73 4.99 6.15 7.39 7.88
Aug. ....... 2.37 2.97 4.57 5.49 3.86 3.68 7.59 4.88 6.06 7.61 7.88
Sept. ...... 2.37 2.93 4.57 5.40 3.87 3.68 7.55 4.85 6.01 7.24 7.88
Oct. ....... 2.36 2.89 4.56 5.30 3.83 3.58 7.48 4.77 5.81 6.92 7.25
Nov. ....... 1.97 2.55 412 5.18 3.47 3.30 7147 4.41 5.57 6.68 6.88
Dec. ....... 1.70 2.29 3.72 5.05 3.11 3.04 6.70 3.80 4.53 6.17 6.38
1999 - Jan. ....... 1.44 2.00 3.25 4.88 2.67 2.77 6.28 3.36 4.78 6.13 5.88
Feb. ....... 1.31 1.85 3.02 4.70 2.53 2.70 6.08 3.23 4.61 6.04 5.88
Mar. ....... 1.31 1.82 2.99 4.55 2.50 2.67 5.85 3.17 4.49 5.98 5.88

(1) Before tax; annual figures are the average of monthly values. - (2) The rates shown are monthly averages of the rates reported at 10-day intervals. The “Overall average” rates are the weighted
average of the rates on individual positions weighted with the relevant balances. The figures in italics refer to an earlier sample covering fewer banks. - (3) Rate applied to the last decile of freely
available deposits in lire (and from January 1999 onwards in other euro area currencies) on current and savings accounts ranked according to the interest rate. - (4) Until 1994, average issue
rate of 6-month CDs. - (5) Average issue rate of fixed-rate CDs in lire (and from January 1999 onwards in other euro area currencies) with an original maturity of between 18 and 24 months.
- (6) Rate applied to the first decile of short-term loans in lire (and from January 1999 onwards in other euro area currencies) to enterprises ranked according to the interest rate. — (7) The rates
are reported only for the last 10-day period of each month. — (8) The monthly data are end-of-period data.
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THE MONEY SUPPLY (1)
(stocksin billions of lire)

1/2

Table a26

End-of-period

Sight deposits (2)

Notes and Other assets Total: M1 Postal savings
coin Banks ‘ Post Office ® accounts
|
1989 - DecC. ........... 67,644 356,375 9,388 18,681 452,088 19,733
1990- 7 ...l 69,449 388,409 7,825 17,068 482,751 23,589
1991 - 7 ... ... 76,354 435,150 7,017 19,429 537,950 26,924
1992 - 7 ..., 85,617 434,823 9,337 16,011 545,788 29,057
1993 - 7 ..., 89,769 465,071 9,479 14,760 579,078 30,861
1994 - 7 ..., 96,221 478,258 8,160 15,728 598,367 39,152
1995- 7 ..., 98,281 482,902 8,494 15,971 605,649 43,936
1996 - 7 ..., 100,107 506,025 6,954 13,144 626,231 46,256
1997 - Jan. ........... 96,334 475,796 8,385 11,167 591,681 46,880
Feb. ........... 95,714 477,765 8,342 12,197 594,018 47,736
Mar. ........... 99,325 474,162 7,240 9,616 590,343 48,168
Apr. ........... 96,861 476,427 6,810 9,259 589,357 48,489
May ........... 99,345 485,235 6,361 9,348 600,289 48,563
June ........... 97,692 497,278 7,286 12,710 614,966 48,450
dJuly ..o 101,408 487,648 5,686 11,943 606,685 48,196
Aug. ........... 98,883 481,770 5,561 6,557 592,771 49,092
Sept. .......... 99,933 499,079 7,361 9,180 615,553 49,282
Oct. ........... 99,161 503,919 7,047 10,116 620,243 49,344
Nov. ........... 103,237 493,475 6,398 11,216 614,327 49,742
Dec. ........... 107,433 538,103 5,921 14,095 665,552 51,993
1998 - Jan. ........... 103,620 519,784 5,702 11,489 640,595 52,281
Feb. ........... 102,877 518,372 5,200 9,278 635,728 53,171
Mar. ........... 105,030 539,121 4,487 9,614 658,252 53,517
Apr. ... 105,638 549,898 3,880 10,208 669,624 53,715
May ........... 108,472 553,907 4,673 9,884 676,936 53,942
June ........... 107,680 574,075 3,139 13,542 698,436 53,964
July ... 109,295 543,697 2,485 10,901 666,337 53,727
Aug. ........... 105,226 536,789 2,706 8,350 653,071 55,049
Sept. .......... 106,053 541,777 2,143 9,529 659,502 55,428
Oct. ........... 106,919 545,063 1,622 7,070 660,673 55,904
Nov. ........... 107,164 546,739 467 7,563 661,934 56,415
Dec. ........... 115,200 590,301 78 11,227 716,806 58,960

(1) Money held by the non-state sector. Rounding may cause discrepancies in totals. — (2) Demand deposits in lire and in foreign currency. - (3) Banker’s drafts issued by banks and the Bank
months. - (6) For notes and coin, deposits and banker’s drafts, averages of daily data; for the other items, two-period moving averages of end-of-month data. - (7) Includes the deposits of the
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Table a26
data Average data (6)
Savings deposits Shortterm oxcliding W excluding Extended M2
of bank (4) ®) longer-term CDs (5) longer-term CDs (5) Y

182,090 57,568 711,479 415,018 668,520 669,519  .......... Dec. - 1989
178,384 74,688 759,412 442,428 709,331 711,604 ... ” - 1990
161,798 81,164 807,836 488,712 750,765 754,376  ............. ” - 1991
146,967 92,390 814,203 492,082 751,789 757,185 ... 7 - 1992
144,091 87,286 841,316 529,612 780,319 786,096  ............. ” - 1993
138,297 71,602 847,418 547,354 788,390 795,392 ... .. 7 - 1994
121,047 63,518 834,149 554,785 773,115 784517 ... .. ” - 1995
118,399 72,084 862,969 576,295 802,522 817,593  ............. ” - 1996
117,014 75,439 831,014 599,580 833,731 848,527  ........... Jan. - 1997
117,051 77,413 836,218 577,244 813,439 829,577  ........... Feb.
117,508 79,018 835,037 577,049 815,101 831,313  ........... Mar.
116,169 80,633 834,647 578,642 818,345 835,038  ........... Apr.

116,215 82,450 847,516 590,363 831,924 847,825  ........... May
116,777 83,500 863,693 583,592 826,125 841,374  ........... June
116,794 84,530 856,206 593,965 838,132 854,004  ........... July
118,615 85,578 846,055 590,785 837,734 852,839  ........... Aug.
117,759 87,501 870,096 589,156 838,349 853,347  ........... Sept.
117,313 88,844 875,744 601,414 851,898 869,313  ........... Oct.
118,586 89,523 872,177 604,702 856,301 875,232  ........... Nov.
121,433 91,249 930,228 620,540 874,796 892,455  ........... Dec.
121,251 90,268 904,396 646,824 906,927 923,871  ........... Jan. - 1998
121,198 88,299 898,396 625,831 883,816 901,063  ........... Feb.
118,370 87,753 917,891 635,059 891,673 908,938  ........... Mar.
117,465 86,301 927,105 652,583 906,630 923,846  ........... Apr.

116,533 85,396 932,808 664,571 916,417 933,022  ........... May
115,834 85,822 954,056 665,920 914,880 929,810  ........... June
114,472 84,301 918,877 662,531 909,362 923,201  ........... July
115,278 83,198 906,596 646,955 893,173 906,387  ........... Aug.
114,581 82,314 911,825 645,405 891,896 904,741  ........... Sept.
114,913 83,027 914,518 655,247 901,622 915685  ........... Oct.
114,842 81,817 915,008 659,117 905,960 920,747  ........... Nov.
117,309 81,613 974,688 676,581 924,054 937,388  ........... Dec.

of Italy and deposits with the Treasury. — (4) Savings accounts and tied current account deposits in lire and in foreign currency. — (5) Longer-term CDs are those not redeemable for at least 18
non-state sector with the foreign branches of Italian banks; excludes longer-term CDs.
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Table a27
CREDIT (1)
(end of period stocks in billions of lire)
Finance to the non-state sector
Short-term Medium and long-term Bonds placed Total domestic Foreign
bank loans (2) bank loans (2) domestically finance finance (3)
1989 - DeC. ........... 392,737 259,653 25,638 678,028 68,029
1990 - 7 ..o 455,671 300,933 23,453 780,057 93,504
1991 - 7 513,495 347,530 25,109 886,134 107,686
1992- 7 ... 570,627 384,286 20,510 975,423 128,680
1993- " ... 557,979 433,812 24,783 1,016,573 131,547
1994 - 7 ..o 531,853 474,804 21,873 1,028,530 124,660
1995 7 ... 551,973 485,350 18,409 1,055,732 129,596
1996 - 7 ... 554,157 510,655 17,957 1,082,769 122,955
1997 - Jan. ........... 553,406 512,127 18,036 1,083,569 124,758
Feb. ........... 553,774 512,494 17,873 1,084,140 126,692
Mar. ........... 547,224 511,653 17,518 1,076,395 125,842
Apr. ...l 545,851 513,647 17,729 1,077,228 126,551
May ........... 545,227 516,914 16,841 1,078,981 127,515
June........... 562,202 524,101 14,407 1,100,710 128,476
July ... 571,826 522,955 14,666 1,109,447 132,218
Aug. ... 554,995 522,112 14,720 1,091,827 132,657
Sept. .......... 554,559 525,693 14,832 1,095,083 132,116
Oct. voovvvnn... 551,172 528,844 15,215 1,095,230 135,199
NOV. ........... 554,976 534,437 15,557 1,104,971 135,694
Dec. ........... 590,209 543,627 15,886 1,149,723 136,029
1998 - Jan. ........... 582,151 540,705 13,667 1,136,522 140,285
Feb. ........... 578,612 544,296 13,410 1,136,318 140,110
Mar. ........... 582,479 548,322 12,824 1,143,625 142,264
Apr. ........... 582,645 551,916 12,836 1,147,397 141,941
May ........... 572,550 555,129 12,213 1,139,892 142,394
June ........... 591,556 560,839 12,201 1,164,596 144,430
July oo 600,983 559,585 11,903 1,172,471 147,438
Aug. ...l 586,809 560,409 11,623 1,158,841 148,279
Sept. .......... 586,987 563,409 11,395 1,161,791 149,509
(o] U 577,168 568,787 11,920 1,157,875 152,351
Nov. ........... 604,012 575,277 11,593 1,190,882 154,600
Dec. ........... 623,375 586,704 11,816 1,221,896 154,421

(1) Rounding may cause discrepancies in totals. - (2) In lire and in foreign currency. - (3) Foreign loans and bonds. - (4) At face value. - (5) Domestic finance to the non-state sector and the
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Table a27
State sector debt (4) Credit

e Somoctie domosic ®) Total (6)

746,057 1,116,652 1,081,677 1,759,705 1,862,709  ........... Dec. - 1989

873,561 1,259,875 1,210,878 1,990,935 2,133,436  ............. ” = 1990

993,820 1,411,919 1,357,010 2,243,144 2,405,739  ............. 7 - 1991
1,104,103 1,595,007 1,530,498 2,505,921 2,699,110  ............. ” - 1992
1,148,120 1,765,403 1,679,954 2,696,527 2,913,528  ............. ” - 1993
1,153,190 1,931,738 1,835,757 2,864,287 3,084,928  ............. ” - 1994
1,185,328 2,073,509 1,954,264 3,009,996 3,258,838  ............. ” - 1995
1,205,723 2,205,112 2,079,788 3,162,556 3,410,836  ............. 7 - 1996
1,208,327 2,207,210 2,079,382 3,162,951 3,415537  ............ Jan. - 1997
1,210,832 2,218,845 2,087,147 3,171,287 3,429,677  ............ Feb.
1,202,236 2,243,573 2,111,472 3,187,867 3,445,809  ............ Mar
1,203,779 2,262,463 2,130,458 3,207,686 3,466,242  ............ Apr.
1,206,497 2,278,781 2,142,222 3,221,203 3,485,278  ............ May
1,229,186 2,251,526 2,114,539 3,215,249 3,480,711  ............ June
1,241,665 2,247,893 2,104,496 3,213,943 3,489,559  ............ July
1,224,484 2,247,668 2,105,806 3,197,633 3,472,151 ... ....... Aug.
1,227,199 2,266,443 2,126,639 3,221,722 3,493,642  ............ Set.
1,230,429 2,281,704 2,142,995 3,238,225 3,512,133 ............ Oct.
1,240,664 2,271,946 2,133,405 3,238,376 3,512,610  ............ Nov.
1,285,752 2,248,748 2,111,468 3,261,191 3,534,500  ............ Dec.
1,276,806 2,244,784 2,108,544 3,245,066 3,521,590  ............ Jan. - 1998
1,276,428 2,252,396 2,115,624 3,251,942 3,528,824  ............ Feb.
1,285,889 2,274,838 2,137,903 3,281,528 3,560,727  ............ Mar.
1,289,338 2,293,421 2,158,653 3,306,050 3,682,759  ............ Apr.
1,282,285 2,308,435 2,172,597 3,312,489 3,590,720  ............ May
1,309,026 2,298,009 2,162,846 3,327,442 3,607,035  ............ June
1,319,909 2,280,089 2,152,896 3,325,367 3,599,998  ............ July
1,307,120 2,274,569 2,145,626 3,304,467 3,581,690  ............ Aug.
1,311,299 2,292,125 2,167,267 3,329,058 3,603,425  ............ Sept.
1,310,226 2,312,671 2,183,111 3,340,986 3,622,897  ............ Oct.
1,345,482 2,321,052 2,191,237 3,382,119 3,666,534  ............ Nov.
1,376,317 2,290,204 2,163,870 3,385,766 3,666,521  ............ Dec.

state sector. - (6) Domestic and foreign finance to the non-state sector and the state sector.
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Table a28
ITALY'S FINANCIAL ASSETS AND LIABILITIES IN 1998 (1)
(stocksin billions of lire)
Institutional sectors Financial corporations
Non-financial
corporations Monetary financial Other Financial auxiliari Insurance corporations
institutions financial intermediaries ancial auxiiaries and pension funds
Financial instruments Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities
Monetary goldand SDRs . ......... - - 41,112 - - - - - - -
Currency and transferable deposits,
with: 138,300 - 122,454 1,014,727 47,273 - 2,624 - 5,770 -
MFIs ... 138,300 - 91,500 1,014,727 47,273 - 2,624 - 5,770 -
central government . ............ .. - 841 - - - - - - -
restoftheworld................ - - 30,113 - - - - - - -
Other deposits, with ............. 19,373 - 246,147 608,836 31,963 - 730 - 1,407 -
MFIs ... 17,668 - 117,657 608,836 31,963 - 730 - 1,407 -
central government . ............ 1,706 - - - - - - - - -
restoftheworld................ - - 128,490 - - - - - - -
Short-term securities, issued by . .. 4,115 8,013 59,199 27 44,531 228 256 - 2,245 -
MFIs ... 1,196 - 46,782 - 32,741 - 256 - 1,569 -
general government ............ 40 8,013 3,834 27 1,108 228 - - - -
restoftheworld................ 2,879 - 8,583 - 10,681 - - - 676 -
Bonds, issuedby ................ 63,867 24,767 486,940 436,072 529,690 - 6,138 - 197,702 -
non-financial corporations 113 24,767 1,038 - 1,359 - 2 - 4,723 -
MFIs ... 13,567 - 56,672 436,072 11,214 - 233 - 31,080 -
central government: CCTs 10,642 - 152,466 - 81,365 - 961 - 33,667 -
central government: other 16,523 - 243,039 - 270,628 - 4,941 - 105,149 -
local government . .............. 6 - 1,429 - 42 - .. - 12 -
restoftheworld................ 23,015 - 32,296 - 165,083 - - - 23,072 -
Derivatives ..................... - - - -
Short-term loans, of ............. 39,925 537,792 737,086 64,006 86,371 158,319 - 3,190 - 2,778
non-financial corporations ... .... 39,925 - - - - - - - - -
MFIs ... - 419,762 737,086 9,455 - 127,541 - 3,190 - 2,778
other financial corporations .. .... - 34,997 - 880 86,371 - - - -
general government . ........... - - - - - - - - - -
restof theworld ............... - 83,032 - 53,671 - 30,778 - - - -
Medium and long-term loans, of .. - 413,146 768,425 107,358 82,752 40,852 - 417 2,764 7,263
non-financial corporations ... .... - - - - - - - - - -
MFIs ... - 316,770 768,425 42,228 - 37,936 - 417 - 4,419
other financial corporations . . .... - 50,296 - 839 82,752 - - - 2,764 149
general government ............ - 46,080 - 4,663 - - - - - 1,785
restoftheworld................ - .. - 59,628 - 2,916 - - - 910
Shares and other equity, issued by 460,925 1,381,114 105,428 507,931 249,384 98,627 - - 97,129 274,399
residents . ...l 286,686 1,381,114 87,827 507,931 94,811 98,627 - - 54,376 274,399
restoftheworld................ 174,239 - 17,601 - 154,573 - - - 42,753 -
Mutual fund shares, issued by .... 21,185 - - - 15,564 720,823 - - 690 -
residents...................... - - - - - 720,823 - - - -
restoftheworld................ 21,185 - - - 15,564 - - - 690 -
Insurance technical reserves ... .. 15,624 126,768 - 35,016 - - - - - 292,061
net equity of households ......... - 126,768 - 35,016 - - - - - 208,227
prepayments and other claims ... 15,624 - - - - - - - - 83,834
Other accounts receivable/payable 83,616 43,794 - - - - - - - -
Tradecredits .................. 83,616 43,794 - - - - - - - -
Other ..., - - - - - -
Total . . . 846,932 2,535,393 2,566,791 2,773,973 1,087,528 1,018,848 9,748 3,607 307,708 576,501

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a28
General government Households
and non-profit institutions Rest of the world Total
: p!
Central government Local government seciﬁ??&n ds serving households

Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities
- - - - - - - - - 41,112 41,112 41,112
53,637 30,834 39,915 - 5,345 - 622,250 - 38,106 30,113 1,075,675 1,075,675
53,637 - 12,386 - 5,345 - 619,786 - 38,106 - 1,014,727 1,014,727
- 30,834 27,529 - .. - 2,464 - - - 30,834 30,834
- - - - - - - - - 30,113 30,113 30,113
836 184,971 1,757 - 1,235 - 408,962 - 209,886 128,490 922,298 922,298
836 - 1,757 - 1,235 - 225,697 - 209,886 - 608,836 608,836
- 184,971 - - - - 183,266 - - - 184,971 184,971
- - - - - - - - - 128,490 128,490 128,490
2,308 266,768 161 - 332 - 103,411 - 84,369 25,890 300,926 300,926
2,308 266,768 161 - 332 - 97,054 - 84,369 - 266,768 266,768
- - - - - - 3,286 - - - 8,268 8,268
- - - - - - 3,071 - - 25,890 25,890 25,890
4,360 1,836,833 3,185 1,866 16,376 - 800,064 - 547,090 355,876 2,655,413 2,655,413
3 - 2 - 154 - 1,084 - 16,289 - 24,767 24,767
3,963 - 612 - 2,138 - 314,213 - 2,380 - 436,072 436,072
142 563,145 400 - 5,955 - 101,910 - 175,635 - 563,145 563,145
251 1,273,689 719 - 7,399 - 272,252 - 352,787 - 1,273,688 1,273,689
.. - 1 1,866 .. - 375 - .. - 1,866 1,866
- - 1,451 - 730 - 110,229 - - 355,876 355,876 355,876
1,794 565 - 4,986 - 2,000 - 80,508 167,481 178,514 1,032,657 1,032,657
- - - - - - - - - 39,925 39,925 39,925
- 565 - 4,954 - 206 - 79,398 - 89,237 737,086 737,086
- - - 33 - - - 1,109 - 49,352 86,371 86,371
1,794 - - - - 1,794 - - - - 1,794 1,794
- - - - - - - - 167,481 - 167,481 167,481
214,416 51,021 - 202,439 - 717 - 282,555 81,735 44,325 1,150,093 1,150,093
- 32,739 - 69,076 - 717 - 248,412 - 15,710 768,425 768,425
- - - 240 - - - 33,882 - 1M 85,516 85,516
214,416 - - 133,123 - - - 261 - 28,504 214,416 214,416
- 18,282 - - - - - - 81,735 - 81,735 81,735
134,501 - 24,762 145 1,345 - 1,379,081 - 329,524 519,863 2,782,078 2,782,078
121,605 - 24,465 145 1,155 - 1,261,767 - 329,524 - 2,262,215 2,262,215
12,896 - 297 - 190 - 117,314 - - 519,863 519,863 519,863
- 67 - 21 - 746,002 - 7,955 70,661 791,484 791,484
- - - - - - 712,868 - 7,955 - 720,823 720,823
- 67 - 21 - 33,134 - - 70,661 70,661 70,661
- - - - - - 475,337 37,118 - - 490,962 490,962
- - - - - - 407,128 37,118 - - 407,128 407,128
- - - - - - 68,210 - - - 83,834 83,834
- - - - - - - - 43,794 83,616 127,410 127,410
- - - - - - - - 43,794 83,616 127,410 127,410
411,852 2,370,993 69,848 209,435 24,654 2,717 4,535,106 400,180 1,509,940 1,478,460 11,370,108 11,370,108
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Table a29
ITALY'S FINANCIAL ASSETS AND LIABILITIES IN 1998 (1)
((flowsin billions of lire)
Institutional sectors Financial corporations
Non-financial
corporations Monetary financial Other Financial auxiliari Insurance corporations
institutions financial intermediaries ancial auxiiaries and pension funds
Financial instruments Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities
Monetary goldand SDRs . ......... - - 8,257 - - - - - - -
Currency and transferable deposits,
with 5,003 - -113,374 -1,579 24,486 - 316 - 1,083 -
MFIs ... 11,761 - -65,366 -1,579 24,486 - 316 - 1,083 -
central government . ............ -6,757 - -504 - - - - - - -
restoftheworld................ - - -47,503 - - - - - - -
Other deposits, with ............. -7,172 - -28,971 -144,428 14,170 - 93 - -144 -
MFIs ... -7,213 - -31,149 -144,428 14,170 - 93 - -144 -
central government . ............ 41 - - - - - - - - -
restoftheworld................ - - 2,179 - - - - - - -
Short-term securities, issued by . .. -659 3,321 -496 1 15,378 -33 =371 - 930 -
MFIs ... -721 - -1,103 - 14,746 - -371 - 1,074 -
general government ............ 24 3,321 681 1 966 -33 - - - -
restoftheworld ................ 39 - -74 - -334 - - - -145 -
Bonds, issued by ................ 1,581 -1,240 -3,778 57,728 217,400 - -5,255 - 28,007 -
non-financial corporations -400 -1,240 -218 - -274 - -165 - 1,374 -
MFIs ... 2,890 - 11,690 57,728 1,451 - -869 - 9,031 -
central government: CCTs -6,505 - -21,096 - 34,588 - -2,983 - -4,464 -
central government: other 2,413 - -4,743 - 107,358 - -1,218 - 18,325 -
local government ............... -36 - 988 - -67 - =21 - -130 -
restoftheworld................ 3,219 - 9,601 - 74,343 - - - 3,871 -
Derivatives ..................... - - - -
Short-term loans, of ............. 10,553 28,920 -4,073 -1,648 10,472 19,962 - -1,136 - 1,938
non-financial corporations . ...... 10,553 - - - - - - - - -
MFIs ... - 18,312 -4,073 1,151 - 12,909 - -1,136 - 1,938
other financial corporations ...... - 7,181 - -174 10,472 - - - -
general government . ........... - - - - - - - - - -
restoftheworld................ - 3,427 - -2,625 - 7,052 - - - -
Medium and long-term loans, of .. - 11,036 46,974 3,422 7,353 -3,129 - 38 -787 1,603
non-financial corporations .. ..... - - - - - - - - - -
MFIs ... - 9,280 46,974 13,976 - -1,485 - 38 - 1,461
other financial corporations ...... - 2,616 - -25 7,353 - - - -787 -1
general government ............ - 211 - -181 - - - - - 42
restoftheworld................ - -1,071 - -10,347 - -1,644 - - - 101
Shares and other equity, issued by 3,622 19,817 14,692 14,387 70,147 1,632 - - 11,171 4,441
residents................... ... -3,214 19,817 10,730 14,387 17,323 1,632 - - 9,354 4,441
restoftheworld................ 6,836 - 3,962 - 52,824 - - - 1,817 -
Mutual fund shares, issued by .... 8,093 - - - 4,490 313,085 - - 492 -
residents ...................... - - - - - 313,085 - - - -
restoftheworld................ 8,093 - - - 4,490 - - - 492 -
Insurance technical reserves ... .. 1,324 8,052 - -1,462 - - - - - 44,989
net equity of households ......... - 8,052 - -1,462 - - - - - 37,898
prepayments and other claims ... 1,324 - - - - - - - - 7,091
Other accounts receivable/payable -1,268 -4,157 - - - - - - - -
Tradecredits .................. -1,268 -4,157 - - - - - - - -
Other ..., - - - - - -
Total . . . 21,076 65,749 -80,767 -73,569 363,896 331,518 -5,217 -1,099 40,751 52,972

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a29
General government Households
K and non-profit institutions Rest of the world Total
Central government Local government seciﬁ??&n ds serving households

Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities
- - - - - - - - - 8,257 8,257 8,257
-14,788 -7,456 -1,166 - 992 - 38,555 - 2,354 -47,503 -56,539 -56,539
-14,788 - -699 - 992 - 38,284 - 2,354 - -1,579 -1,579
- -7,456 -466 - .. - 271 - - - -7,456 -7,456
- - - - - - - - - -47,503 -47,503 -47,503
-161 12,509 -783 - 298 - -95,628 - -11,442 2,179 -129,741 -129,741
-161 - -783 - 298 - -108,096 - -11,442 - -144,428 -144,428
- 12,509 - - - - 12,468 - - - 12,509 12,509
- - - - - - - - - 2,179 2,179 2,179
2,268 -35,482 70 - -152 - -102,481 - 52,909 -421 -32,603 -32,603
2,268 -35,482 70 - -152 - -104,202 - 52,909 - -35,482 -35,482
- - - - - - 1,628 - - - 3,300 3,300
- - - - - - 93 - - -421 -421 -421
-3,461 72,665 313 968 -1,358 - -92,635 - 98,802 109,495 239,616 239,616
-1 - -102 - -588 - -3,319 - 2,453 - -1,240 -1,240
-622 - -402 - 64 - 34,803 - -307 - 57,728 57,728
-238 -68,015 -502 - -2,490 - -134,801 - 70,475 - -68,015 -68,015
-2,600 140,680 -45 - 1,460 - -6,451 - 26,180 - 140,680 140,680
.. - -20 968 .. - 254 - .. - 968 968
- - 1,384 - 196 - 16,880 - - 109,495 109,495 109,495
134 - 34 - -104 - 2,430 7,855 -25,723 24,808 24,808
- - - - - - - - - 10,553 10,553 10,553
- 134 - 1 - -104 - 3,057 - -40,345 -4,073 -4,073
- - - 23 - - - -627 - 4,070 10,472 10,472
- - - - - - - - 7,855 - 7,855 7,855
6,468 -13,207 - 5,042 - -91 - 31,374 -22,846 1,076 37,163 37,163
- -3,323 - -1,635 - -91 - 26,788 - 1,965 46,974 46,974
- - - 24 - - - 4,796 - -844 6,566 6,566
6,468 - - 6,653 - - - -210 - -46 6,468 6,468
- -9,884 - - - - - - -22,846 - -22,846 -22,846
-4,709 - 1,525 15 -232 - -2,057 - 19,783 73,647 113,941 113,941
-5,497 - 1,290 15 -263 - -9,211 - 19,783 - 40,293 40,293
788 - 235 - 31 - 7,154 - - 73,647 73,647 73,647
- 7 - 3 - 320,073 - 324 20,397 333,482 333,482
- - - - - - 312,761 - 324 - 313,085 313,085
- 7 - 3 - 7,312 - - 20,397 20,397 20,397
- - - - - - 52,853 2,598 - - 54,177 54,177
- - - - - - 47,086 2,598 - - 47,086 47,086
- - - - - - 5,767 - - - 7,091 7,091
- - - - - - - - -4,157 -1,268 -5,425 -5,425
- - - - - - - - -4,157 -1,268 -5,425 -5,425
-14,383 29,162 -34 6,059 -449 -195 118,680 36,402 143,581 140,134 587,135 587,135
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M2 AND ITSCOUNTERPARTS (1)
(flowsin billions of lire)

Table &30

Counterparts
M2
ongerigmeps) | postoncr Netewernal | oS egor | s secor e
) @ ®)
1989 ... 57,187 14,971 -14,979 112,370 9,076 -64,251
1990 ... 47,933 15,458 -22,976 110,384 10,846 -65,779
1991 ... 48,424 -8,674 -39,369 120,895 66,928 -91,355
1992 . ... 6,366 -32,591 -12,187 73,688 83,416 -105,960
1993 ... 25,767 2,564 84,589 53,603 14,875 -129,864
1994 ... 6,103 3,297 -21,594 10,198 27,004 -12,803
1995 .. ... -13,269 2,915 58,102 37,693 -25,489 -86,490
1996 ... 28,820 20,449 47,394 50,609 3,254 -92,886
1997 ... 67,258 22,829 -11,679 52,077 -51,076 55,107
1998 ... 44,460 -37,040 -6,565 83,623 -31,836 36,279
1997 — Jan....................L -31,955 5,363 -20,639 -18,550 4,600 -2,730
Feb. ........ ... .. ..., 5,204 -1,608 -937 444 2,355 4,950
Mar. ... -1,181 -4,262 -3,051 -7,041 13,258 -85
Apr. .. -390 -2,131 4,371 -342 4,659 -6,946
May..................... 12,869 1,571 17,061 5,325 -627 -10,461
June ...l 16,177 -1,139 20,657 24,815 -41,007 12,851
July ..o -7,487 12,124 647 8,008 -28,620 354
Aug. ...l -10,152 4,801 -11,963 -17,625 -521 15,157
Sept. ... 24,041 5,672 -2,703 -433 6,783 14,722
Oct..oooii 5,649 -2,393 -656 771 11,735 -3,809
Nov. ...... ...t -3,567 832 -16,613 9,336 -6,709 9,588
Dec. .........iiiit. 58,051 3,999 2,147 47,368 -16,980 21,517
1998 — Jan...................... -25,832 -4,362 -14,900 -9,350 8,790 -6,010
Feb. ........ ... .. ..., -6,000 3,815 -2,932 349 -17,885 10,653
Mar. ...l 19,496 -751 -16,751 7,744 9,543 19,710
Apr. ... 9,214 -2,957 -2,126 6,377 15,557 -7,637
May..................... 5,703 -5,715 9,795 -2,355 -6,855 10,832
June ...l 21,248 -4,814 30,260 23,730 -25,524 -2,405
July ..o -35,179 -5,331 -14,124 8,954 -39,624 14,945
Aug. ...l -12,281 842 11,039 -15,590 -18,579 10,007
Sept. ... 5,229 -9,188 -4,875 4,501 20,278 -5,487
Oct........ooooiii 2,693 -839 -10,994 -5,091 20,647 -1,030
Nov. ......... it 490 -1,078 1,731 31,641 354 -32,158
Dec. .........iiiit. 59,680 -6,633 7,312 32,712 1,461 24,857

(1) Rounding may cause discrepancies in totals. - (2) Domestic money supply of the non-state sector; end-of-period data. Longer-term CDs are those not redeemable for at least 18
months. — (3) Net of exchange rate adjustments. - (4) Claims of banks on the non-state sector. — (5) Claims of banks and the Bank of Italy on the state sector. — (6) Repo fund-raising, monetary
base creation by “other sectors”, longer-term CDs, capital items and residual items in the balance sheets of banks.
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BANKS: CONTRIBUTION OF OPERATIONS TO SUPERVISORY CAPITAL (1)

(billions of lire)

Table a31

Classification by type of bank

Classification by size

Classification by
location of head office

Limitgq cos. Lin:gg?ngos. ) Central Branches Total Ia’r\gzjgrr’w d Small
shrg:,ts_' tr:a?m medium and CO(;[;?]I;(&;IVG l\él:::(zl credit f or(e)g gn medium- n:rr;gr Centre-North South
funds long-term institutions banks sized banks
funds banks
Net income
1996 ....... 21,757 2,596 5,365 2,136 310 365 32,529 22,566 9,963 30,821 1,708
1997 ....... 20,892 1,994 5,010 1,981 316 176 30,369 21,640 8,729 27,989 2,380
1998 ....... 30,648 2,488 6,569 2,339 313 -164 42,193 31,793 10,400 39,078 3,115
Extraordinary expenses, net
1996 ....... 2,177 258 -71 -146 -1 -173 2,044 2,423 -379 1,694 350
1997 ....... -850 -65 -61 -85 72 -330 -1,319 -585 -734 -618 -701
1998 ....... -2,574 -632 249 -8 63 -633 -3,535 -2,783 -752 -3,141 -382
Sundry provisions
1996 ....... 2,067 -449 319 21 40 41 2,039 1,887 152 1,235 804
1997 ....... 3,612 -337 410 34 57 44 3,820 3,371 449 3,445 375
1998 ....... 3,051 -34 580 59 19 41 3,716 3,120 596 3,156 558
Charges for loan losses
1996 ....... 8,285 1,127 1,392 304 87 91 11,286 8,640 2,646 8,948 2,338
1997 ....... 11,103 1,005 1,479 344 113 94 14,138 11,497 2,641 12,059 2,079
1998 ....... 10,555 1,388 1,620 443 68 59 14,133 11,073 3,060 12,107 2,026
Taxes
1996 ....... 5,308 943 1,806 124 88 245 8,514 5,248 3,266 7,946 568
1997 ....... 5,399 842 1,459 85 67 253 8,105 5,348 2,757 7,667 438
1998 ....... 9,380 1,022 1,969 369 85 112 12,937 9,816 3,121 12,296 641
Dividends
1996 ....... 2,853 343 907 56 20 60 4,239 3,072 1,167 4,063 176
1997 ....... 3,265 325 952 48 18 19 4,627 3,463 1,164 4,492 135
1998 ....... 6,391 203 1,163 44 17 74 7,892 6,282 1,610 7,753 139
Allocations to supervisory capital
1996 ....... 1,067 374 1,012 1,777 76 101 4,407 1,296 3,111 6,935 -2,528
1997 ....... -1,637 224 771 1,555 -1 96 998 -1,454 2,452 944 54
1998 ....... 3,845 541 988 1,432 61 183 7,050 4,285 2,765 6,917 133
ROE
1996 ....... 25 1.1 7.3 141 4.2 9.4 3.8 2.4 71 5.4 -12.0
1997 ...... - 0.3 6.5 11.0 0.3 11.0 1.8 -0.1 5.8 1.8 1.3
1998 ....... 8.4 2.6 8.2 9.7 4.7 14.2 7.9 8.1 7.4 8.3 3.0

(1) Unconsolidated data. The classifications are those that were in force at the end of 1998; merged banks have been considered as belonging to the category of the bank with which they were

merged.
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Table a32

BANKS: SUPERVISORY CAPITAL (1)
(billions of lire)

Classification by type of bank Classification by size | ch:%isgifcﬁ;igg g%i ce
Limited Limited :
companies companies Cooperative | Mutual Cen(tjral Total Maj(;rhéarge szll GCentre- s
isi isi di credit h an outh
sr:gll'ts-ltr;grm rglrilﬂ%r:gi;nqq banks banks institutions si?e%dinua?;( s minor banks North !
funds funds
December 1997
Supervisory capital ............. 135,109 30,010 28,931 16,385 1,833 212,269 147,972 64,296 193,967 18,301
Primary capital ................... 113,166 25,032 23,506 15,570 1,937 179,212 120,736 58,475 163,445 15,766
of which: capital and reserves .... 118,182 23,412 24,212 15,492 1,952 183,251 125336 57,914 167,052 16,199
provision for general
banking risks ........ 2216 2,062 1,299 338 49 5,963 3,682 2,381 5,264 698
intangible assets and
gooawill ............ 3,324 101 1,890 168 19 5,502 4,503 998 5,192 309
Supplementary capital ............ 26,589 5,190 6,447 835 382 39,443 32,771 6,671 36,551 2,892
of which: subordinated liabilities (2) 16,627 1,432 4,748 103 . 22910 19,925 2985 20,845 2,065
revaluation losses on
securities ........... 2 16 0 1 . 19 16 3 18
loan loss provisions (3) 158 67 81 5 . 311 169 143 305 7
Unconsolidated equity interests and
other deductions ............... 4,645 212 1,022 20 485 6,385 5,536 850 6,029 357
Memorandum item:
Excess provisions (4) ......... 446 1,475 32 147 . 2,100 1,456 644 1,910 190
December 1998 (5)
Supervisory capital .............. 164,130 27,299 33,351 17,824 2,121 244,725 175,257 69,468 226,833 17,893
Primary capital ................... 131,464 22,277 28,437 16,965 2,074 201,218 136,784 64,433 185,352 15,866
of which: capital and reserves .... 134,092 21,295 28,939 16,870 2,089 203,284 139,782 63,502 186,115 17,168
provision for general
banking risks ........ 3,054 1,414 1,432 329 57 6,287 3,657 2,630 5,589 697
intangible assets and
gooawill ............ 4,949 80 1,851 168 28 7,076 5,885 1,191 5,616 1,460
Supplementary capital ............ 37,034 5,450 6,498 879 348 50,210 43,728 6,482 47,865 2,345
of which: subordinated liabilities (2) 27,825 1,342 4,954 146 . 34,267 31,281 2,987 32553 1,714
revaluation losses on
securities ........... 27 10 4 4 . 44 37 7 43
loan loss provisions (3) 619 11 83 16 36 767 592 175 757 9
Unconsolidated equity interests and
other deductions ............... 4,368 429 1,584 20 301 6,702 5,255 1,447 6,384 318
Memorandum item:
Excess provisions (4) ......... 365 642 24 136 - 1,167 607 560 1,049 119
(1) Unconsolidated data excluding branches of foreign banks. The classifications are those that were in force at the end of 1998 - (2) Includes “hybrid” capital instruments. — (3) Excludes “excess
provisions”, which are not eligible for inclusion in supervisory capital. — (4) Loan loss provisions in excess of 1.25 per cent of risk-weighted assets. - (5) The figures for 1998 include increases
in supervisory capital due to the acquisition of controlling interests in other banks.
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Table a33

BANKS: CAPITAL ADEQUACY (1)
(billions of lire)

December 1996 December 1997 December 1998 (2)
Numb: - A Numb: - A Numb: - A
R T el I i A Bl B TR v
banks ratio banks ratio banks ratio
Classification by size
Major, large and medium-sized banks .. .. 11,0 10,9 12,1
Excessamounts ................ 51 42,203 50 41,166 49 60,416
Shortfalls ...................... 6 3,884 6 1,485 6 969
Smalland minorbanks ................. 21,2 20,0 18,7
Excessamounts ................ 818 38,545 812 38,737 791 39,855
Shortfalls ...................... 8 78 9 97 10 104
Classification by type of bank
Limited companies raising short term funds 11,5 11,3 12,4
Excessamounts ................ 187 42,772 191 40,650 196 58,727
Shortfalls ...................... 7 3,798 5 1,260 5 462
Limited companies raising
medium and long-term funds ........ 17,1 16,8 17,2
Excessamounts ................ 30 15,412 29 15,993 26 15,057
Shortfalls ...................... 4 44 4 296 4 420
Cooperative banks .................... 13,8 13,2 13,6
Excessamounts ................ 61 11,269 60 11,386 59 13,845
Shortfalls ...................... 1 117 1 2 2 160
Mutualbanks ......................... 25,6 241 22,5
Excessamounts ................ 587 10,273 578 10,967 555 11,493
Shortfalls ...................... 2 2 5 25 5 31
Central credit institutions ............... 16,6 15,8 17,5
Excessamounts ................ 4 1,023 4 907 4 1,149
Shortfalls ...................... - - - - - -
Classification by location of head office
Centre-North . ......................... 13,2 12,5 13,5
Excessamounts ................ 616 73,480 622 71,496 619 93,017
Shortfalls ...................... 6 301 7 1,444 6 946
South ... 10,3 14,6 13,3
Excessamounts ................ 253 7,268 240 8,407 221 7,255
Shortfalls ...................... 8 3,661 8 138 10 126
Banking systemasawhole ........... 12,9 12,7 134
Excessamounts ............... 869 80,749 862 79,903 840 100,271
Shortfalls . ..................... 14 3,962 15 1,582 16 1,072

(1) Unconsolidated data excluding branches of foreign banks. The classifications are those that were in force at the end of 1998. - (2) The figures for 1998 include increases in supervisory capital
due to the acquisition of controlling interests in other banks.
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BALANCE SHEET
AND PROFIT AND LOSS ACCOUNT
for the year ended 31 December 1998
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AMOUNTS IN LIRE

BALANCE

ASSETS 1998 1997
GOLD
I ONRANG ...t 18,934,374,719,398
I 0N deposit @brOad ... ...ttt 21,994,954,128,923|  40,929,328,848,321| 37,578,337,083,683

GOLD CLAIMS
CASH ON HAND

DISCOUNTS AND ADVANCES

bill portfolio
advances:

— current account
— fixed term
— under Treasury Decree of 27.9.1974

EXTERNAL ASSETS IN FOREIGN CURRENCIES

DOLLAR CLAIMS

UIC - current account (credit balance)

loans in foreign currency

other:
banknotes and foreign currency bills

current accounts with correspondents
time deposits
other items

SUNDRY CLAIMS ON THE GOVERNMENT

CLAIMS ARISING FROM SECURITIES REPURCHASE AGREEMENTS

under Art. 6.2c) of Law 483/1993
other

SECURITIES

government and government-guaranteed securities:
freelyavailable ............ ... ...
freely available under Law 483/1993
investment of the provision for general risks . .........
investment of statutory reserves ....................
investment of revaluation reserves under Laws 72/1983,
408/1990 and 413/1991
investment of the special provision for the renewal
of tangible fixed assets
investment of staff severance pay and pension funds .

corporate and other bonds:
— investment of statutory reserves ....................
— investment of staff severance pay and pension funds .

shares and other equities:

— subsidiaries
a) investment of statutory
reSEeIVeS . .......couuuuunnn.. 3,418,413,248
b) investment of staff severance
pay and pension funds ....... 195,063,844,926

1,800,000,000,000
30,932,366,845,700

148,924,447,590

32,732,366,845,700

8,186,540,156
10,194,167,728,000
10,001,255,000,000
20,351,016,269,365

1,496,469,134,670

40,554,625,537,521

4,709,890,126,834
76,205,757,000,000
17,670,343,761,131
8,879,657,333,286

2,615,699,612,472

3,487,238,835,667
6,756,863,114,725

36,523,441,398
365,469,510,365

— associate companies

a) investment of statutory
reServes ....................

b) investment of staff severance
pay and pension funds

24,001,779,410

— other

a) investment of statutory
rESEIVES .. ......cccvuivn..

b) investment of staff severance
pay and pension funds

1,185,332,516,984
1,265,733,615,805

198,482,258,174

24,001,779,410

2,451,066,132,789

120,225,449,784,115

401,992,951,763

2,673,550,170,373

12,789,303,642

32,881,291,293,290

42,051,094,672,191

9,558,332,680

4,123,929,030,600

123,300,992,906,251

9,394,584,267,999
14,670,339,701

21,254,022,066,906

36,486,125,040,842

6,484,776,926,164
52,348,134,004,073

16,156,756,725

33,744,740,930,479

153,389,482,933,900
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carried forward . . .

243,308,984,386,975

350,711,030,350,472




SHEET

LIABILITIES 1998 1997
BANKNOTES IN CIRCULATION . ...ttt ettt e e e 122,411,382,958,000 | 114,074,089,041,000
BANK OF ITALY DRAF TS ...ttt e e e e e e 914,082,711,738 1,195,468,796,244
OTHER SIGHT LIABILITIES . . . ..ottt e ettt e e e et e et et e e — —
BANKS’ COMPULSORY RESERVE DEPOSITS .. ........iittiitttit it i 12,788,630,195,797 78,633,627,484,348
OTHER COMPULSORY DEPOSITS . ... ...ttt e e e 8,533,328,437 19,877,819,468
OTHER DEPOSITS
o =Y o =T 11 ) 338,158,978,510
M e 761,000,000,000
Il for cashier’s department services ...t 82,416,104 1,099,241,394,614 281,463,767,784
INTERNATIONAL MONETARY FUND
FIMF Claims ..o e s 4,128,149,442,636
Il IMF, assignment of SDRS ... ... i 1,634,913,264,000 5,763,062,706,636 6,902,231,404,813
EXTERNAL LIABILITIES
| deposits in foreign CUrrenCies . .. ... ...t 57,800,496,053
Il external @accounts iN lire . . ... ..o 33,125,293,633
Hother ..o — 90,925,789,686 135,329,680,011
ECU LIABILITIES . . ...ttt ettt e ettt e e e e e e e e — 15,879,361,194,163
ITALIAN FOREIGN EXCHANGE OFFICE (UIC) —currentaccount ...................ccoviiiiinnnannn 431,534,745,563 —
TREASURY PAYMENTS ACCOUNT ... et e e e es 42,071,873,598,974 53,547,202,749,655
SINKING FUND FOR THE REDEMPTION OF GOVERNMENT SECURITIES ........................... 133,692,160,665 4,236,755,428,090
SUNDRY LIABILITIES TOWARDS THE GOVERNMENT . ........... ... i 257,231,685,247 425,583,593,775
LIABILITIES ARISING FROM SECURITIES REPURCHASE AGREEMENTS ........................... — 4,789,334,597,500
SUNDRY PROVISIONS
| for gold price fluctuations under Decree Law 876/1976
and Art. 104.1b) of the income taxcode ..............ciiiiiiiinnn. 26,634,839,999,602
Il for losses on foreign exchange
— under Decree Law 867/1976 .................... 1,200,795,276,401
- exchangerisk .............oooiiii e 2,977,217,897,418 4,178,013,173,819
Ill for exchange rate adjustments under Art. 104.1c) of the income tax code . . .... 355,756,669,947
IV fOr [0SSES ON SECUNMLIES . .ttt t et ettt ettt ettt 1,983,295,661,841
V' fOr iNSUrANCE COVEN . ... e 600,000,000,000
VI fortaxation ... ...ttt 2,146,000,000,000
VIl for staff severance pay and pensions ...t 9,404,061,052,231
VIII for grants to Bl pensioners and their surviving dependents .................. 2,634,245,953
IX for severance pay of contract staff under Law 297/1982 ..................... 2,417,602,507
X forstaff costs . ... 128,151,000,000 45,435,169,405,900 64,582,676,054,872
carried forward . . . | 231,405,360,681,257 | 344,703,001,611,723
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AMOUNTS IN LIRE

BALANCE

ASSETS 1998 1997
brought forward . . . 243,308,984,386,975 | 350,711,030,350,472

UIC ENDOWMENT FUND . . ...ttt et ettt e e e e e e e e e 500,000,000,000 500,000,000,000
PARTICIPATION IN ECB . .. ...ttt ittt et e e et e e e e e e e 1,442,037,082,500 190,205,278,649
INTERNATIONAL MONETARY FUND

I IMF, quota acCount ....... ...ttt 10,689,746,258,162

Il IMF, other assets INSDRS ........ouiiiitii i 183,067,250,387 10,872,813,508,549 —
INTANGIBLE FIXED ASSETS

| procedures, studies and designs . .. ...t 73,450,035,561

Il otherdeferredcharges ................co i 14,104,445,106
Il intangible fixed assets in production and advances ........................ 51,277,026,755 138,831,507,422 144,389,960,919

TANGIBLE FIXED ASSETS
| buildings used by the Bank
Il buildings for investment of staff severance pay and pension funds ...........
I furniture and fithings . ...
IV equipment .. ... ..
V coins and collections

VI assets under construction and advances:

— buildings for use by the Bank and related equipment
— buildings for investment of staff severance pay and
pension funds and related equipment

806,429,550,429

less: ACCUMULATED DEPRECIATION ............... ...,

OTHER INVESTMENTS OF STAFF SEVERANCE PAY AND PENSION FUNDS ..

STOCKS OF THE TECHNICAL DEPARTMENTS

SUNDRY ASSETS
| suppliers for other advances
Il sundry debtors:

— items arising from the former management of
stockpiling bills (under Decree Laws 565/1993
and 423/1994, not ratified)

— other

2,893,856,834,669
6,049,679,985,830

3,458,692,926,402
686,293,913,705
212,102,642,851
453,979,291,440
2,457,923,038

806,429,550,429
1,840,409,916,780

11,161,965,234
14,654,974,461

Il other items

ACCRUEDINCOME ....... ... .. i e

PREPAID EXPENSES

MEMORANDUM ACCOUNTS
| Securities and othervaluables . ...
Il Depositaries of securities and valuables
IIl Unused overdraft facilities

IV Debtors for securities, foreign exchange and lire receivable (Bl forward sales)
V Securities, foreign exchange and lire receivable (Bl forward purchases)
VI Securities, foreign exchange and lire receivable (order suspense accounts) ..

VII Debtors for securities, foreign exchange and lire receivable
(order SUSPENSE @CCOUNES) . . . . v vt e e e e e e e e e e et ettt

31,100,205,298

8,943,536,820,499
184,091,274,552

3,500,738,533,198,425
20,372,436,537,734
6,216,410,192,150
5,897,000,000,000
29,059,139,864,626

19,257,531,562,387

3,779,546,331,085
36,930,013,675

25,816,939,695

9,158,728,300,349

1,984,745,274,189
6,929,565,776

3,690,612,841,612
25,727,548,152

25,502,013,180

10,408,382,892,616

2,782,697,278,503
7,671,007,866

271,255,362,910,215

3,581,541,051,355,322

368,486,219,171,969

2,940,534,292,120,682

TOTAL . ..

3,852,796,414,265,537

3,309,020,511,292,651

Audited and found correct. - Rome, 22 April 1999

THE AUDITORS
GIUSEPPE BRUNI
MARIO CATTANEO
ENRICO Nuzzo
MassIMO STIPO
GIANFRANCO ZANDA
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SHEET (cont.)

LIABILITIES

1998

1997

SUNDRY LIABILITIES

I sundry creditors . ... ... ..
Il other

ACCRUED EXPENSES ........ ... ...

DEFERREDINCOME ......... ... ... e

PROVISION FOR GENERAL RISKS

SHARE CAPITAL AND RESERVES

I Share capital .. ........o.uuiiii

11 Ordinary rESEIVE . . ...ttt ettt e s
Il EXtraordinary reSEIVE . . ... ...ttt et e
IV Revaluation surplus reserve under Law 72/1983 ... ............cccunnn.
V Revaluation surplus reserve under Law 408/1990
VI Revaluation surplus reserve under Law 413/1991
VIl Reserve for accelerated depreciation (under Art. 67.3) of the income tax code)
VIII Special provision for the renewal of tangible fixed assets

NET PROFITFORDISTRIBUTION .......... ... ... i

MEMORANDUM ACCOUNTS

| Depositors of securities and other valuables . ............................
Il Securities and valuables ondeposit ...
Il Holders of unused overdraft facilities .................... .. ..o
IV Securities, foreign exchange and lire for delivery (Bl forward sales) .........

V Creditors for securities, foreign exchange and lire for delivery
(Bl forward purchases) ... ........ouuuuee et

VI Creditors for securities, foreign exchange and lire for delivery
(order sUSpPense acCoUNtS) .. .......o.uiren it

VII Securities, foreign exchange and lire for delivery (order suspense accounts) .

brought forward . . .

221,773,411,073
320,977,926,399

300,000,000
5,474,279,948,121
5,480,817,283,628
1,304,000,000,000
1,278,970,875,346

32,766,651,690
50,108,163,184
3,495,051,851,969

3,500,738,533,198,425

20,372,436,537,734

6,216,410,192,150

5,897,000,000,000

29,059,139,864,626

19,257,531,562,387

231,405,360,681,257

542,751,337,472

1,501,533,407
1,690,521,985

17,616,323,954,266

17,116,294,773,938

4,571,440,107,890

344,703,001,611,723

923,124,436,773

175,142,666,449
413,618,235,864

4,845,006,748,480

15,791,736,632,488

1,634,588,840,192

271,255,362,910,215

3,581,541,051,355,322

368,486,219,171,969

2,940,534,292,120,682

TOTAL . ..

3,852,796,414,265,537

3,309,020,511,292,651

THE ACCOUNTANT GENERAL

VINCENZO PONTOLILLO

THE GOVERNOR

ANTONIO FAZIO
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AMOUNTS IN LIRE

PROFIT AND LOSS

EXPENDITURE AND LOSSES 1998 1997
ADMINISTRATIVE COSTS

centraland local boards ...t 3,628,534,631

staff:

- wages and salaries and related costs .. ............... 1,167,925,934,658

- pensions and severance payments .................. 451,476,875,607 1,619,402,810,265

LT /(o7 249,009,983,986

o] {0 334,752,943,462 2,206,794,272,344 2,378,123,635,978
TAXES AND DUTIES

stamp duty on the circulation of banknotes and Bank of Italy drafts .............. —

taxes on income for the year and productive activities . . ........................ 1,966,000,000,000

0] 1 1T P 31,569,081,308 1,997,569,081,308 | 3,982,666,217,050
INTEREST PAID

0N banks’ COMPUISOrY rESEIVES ... ... ...ttt 2,807,395,351,661

on Treasury accounts:

- Treasury payments account ..................oeouun.. 2,407,020,054,054

= OtNEr 157,350,827,180 | 2,564,370,881,234

o] (0= 8,732,242,773 5,380,498,475,668 7,451,284,552,048
FINANCIAL COSTS ARISING PROM SECURITIES REPURCHASE AGREEMENTS ....................... 19,135,168,574 66,804,556,388
EXPENDITURE ON SECURITIES TRANSACTIONS . ... ... i es 112,165,473 229,103,068
EXPENDITURE ON FOREIGN TRANSACTIONS .. ... . e es 695,091,776 1,069,531,049
LOSSES ON SECURITIES . ... ..ottt ettt e ettt e ettt et — —
LOSSES ON FOREIGN EXCHANGE . ... ... ...ttt e e — —
LOSSES ON SUNDRY FINANCIAL TRANSACTIONS . ... . et 5,409,020,588 —
LOSSES ON DISPOSALS

SBCUMEIES .« ottt ittt ittt e e e e 120,006,638

DUIIdINGS . —

DN oo e 27,916,619 147,923,257 54,663,509
CONTRIBUTIONS TO CHARITIES AND SOCIAL AND CULTURAL ACTIVITIES ...............oivvennn. 4,277,519,703 8,428,988,273
TECHNICAL DEPARTMENTS = INITIAL STOCKS .. ... 61,974,065,369 72,137,936,201
EXPENDITURE ON TRANSACTIONS WITH THE TREASURY . ... .. s — 182,221,117,000
VALUE ADJUSTMENTS

SECUNMEIES .« . . ettt e ettt e e —

foreign exchange . ... —

o] (4= — — —
DEPRECIATION

DUIIINGS . oo e 103,572,244,534

furniture and fithings . . ... ..ot 15,922,999,487

EQUIPIMENT .« . .ttt e e e e e et e e e e 48,676,963,643

procedures, studies and deSigNS . ... ... v 67,263,805,744

other deferred charges . ... 10,633,712,769

o] {0 —_ 246,069,726,177 259,654,271,887
APPROPRIATION OF INVESTMENT INCOME TO RESERVES

tothe ordinary reserve .. ... 410,471,171,621

to the extraordinary reserve ............. i 429,772,933,254 840,244,104,875 880,558,921,314

carried forward ... | 10,762,926,615,112 | 15,283,233,493,765
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ACCOUNT

freely available
interest-bearing securities:

- Treasury bills

- other government securities

interest-bearing securities:

- government and government-
guaranteed securities

PROFITS ON SECURITIES TRADING

- variablerate CCTs ..........

- government-guaranteed securities

INCOME FROM PARTICIPATION IN THE UIC ENDOWMENT FUND

SECURITIES ISSUE AND PURCHASE DISCOUNTS/PREMIUMS

PROFITS ON FOREIGN EXCHANGE TRADING

INTEREST, PREMIUMS AND DIVIDENDS ON SECURITIES

517,365,843,190

209,444,540,763

3,166,296,743,968

3,893,107,127,921

997,110,000

investment of reserves and staff severance pay and pension funds

1,058,502,020,834

21,609,542,275 1,080,111,563,109

4,242,602,220

945,440,280

148,364,972,829 153,553,015,329

3,894,104,237,921

1,233,664,578,438

FINANCIAL REVENUES ARISING FROM SECURITIES REPURCHASE AGREEMENTS

carried forward . . .

5,127,768,816,359

1,129,640,988,700

INCOME AND PROFITS 1998 1997

INTEREST RECEIVED

on discounts and advances:

- billportfolio ...... ..o 8,566,993,403

= AAVANCES ..ttt 464,786,976,213 473,353,969,616

onlendingtothe UIC ... ... ... i e 1,599,127,524,756

onlendingabroad ......... ... .. 1,093,420,405,018

ONET o s 98,844,903,085 3,264,746,802,475 3,195,398,841,274

9,357,338,715,294

1,880,441,590,967

769,845,197,963 117,864,085,682
155,208,063,495 355,257,568,543
6,805,037,507,250 1,875,837,334,602
799,135,244,814 1,245,888,580,482
18,051,382,621,056 | 18,028,026,716,844
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AMOUNTS IN LIRE

PROFIT AND LOSS

EXPENDITURE AND LOSSES 1998 1997
brought forward . .. | 10,762,926,615,112 | 15,283,233,493,765
ALLOCATIONS TO PROVISIONS
94,000,000,000
for losses on foreign exchange .......... ...t
1,486,000,000,000
fOr 0SSES ON SECUMLIES . . ...\t
forinSUranCe COVEN . ... ...
1,555,551,376,380
for staff severance pay and pensions . .............. i
163,286,123
for grants to Bl pensioners and their surviving dependents ......................
for severance pay of contract staff under Law 297/1982 . ........................ 285,008,967
for staff costs in respect of wage negotiations ............ ... ... i 27,715,728,000
for staff CoSts . ... ..o 128,151,000,000 | 3,291,866,399,470 | 3,008,333,721,288
PRIOR-YEAR ADJUSTMENT S .. ...ttt et et et e e L, 2,228,808,986 8,882,405,246
» | 14,057,021,823,568 | 18,300,449,620,299
TRANSFERS
12,771,317,205,786
to the provision for generalrisks ........... ... ... . i
to the provision for staff severance pay and pensions ................c.coovenn.. 826,165,672,670 | 13,597,482,878,456 -
27,654,504,702,024 | 18,300,449,620,299
NET PROFIT .. e e e 4,571,440,107,890 1,634,588,840,192
TOTAL 32,225,944,809,914 | 19,935,038,460,491
ALLOCATION
TOTHEORDINARYRESERVE ........ ...t

TO THE EXTRAORDINARY RESERVE

TO SHAREHOLDERS

TO THE TREASURY

Audited and found correct. - Rome, 22 April 1999

THE AUDITORS
GIUSEPPE BRUNI
MARIO CATTANEO
ENRICO Nuzzo
MassIMO STIPO
GIANFRANCO ZANDA
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ACCOUNT

INCOME AND PROFITS 1998 1997
brought forward . . . | 18,051,382,621,056 | 18,028,026,716,844
PROFITS ON SUNDRY FINANCIAL TRANSACTIONS ... ... e 50,990,694,020 1,260,613,100,798
COMMISSIONS, RECOVERIES AND OTHER FINANCIAL INCOME ........ ... ...t 337,226,605,286 276,875,989,353
INCOME FROM BUILDINGS . . ...ttt e e e e e e e e e e e 28,576,658,792 26,584,468,707
PROFITS ON DISPOSALS
SBCUMEIES vt i et ettt ittt et e e e 1,150,437,469
DUIIdINGS 1,582,732,026
0] 10T 1,492,344,466 4,225,513,961 27,252,225,932
TECHNICAL DEPARTMENTS = FINAL STOCKS . ... .ttt e 25,816,939,695 25,502,013,180
TECHNICAL DEPARTMENTS - PROCEDURES, STUDIES AND
DESIGNS COMPLETED AND IN PRODUCTION . . ...ttt e e e as 76,080,899,467 97,867,164,818
VALUE READJUSTMENTS
SECUMEIES v vttt ittt ittt e e e 19,751,683,895
foreign exchange . ... —
ONET Lo s — 19,751,683,895 75,099,482,425
PRIOR-YEAR ADJUSTMENT S ... ittt e e e e e e e e e es 34,410,315,286 117,217,298,434
18,628,461,931,458 | 19,935,038,460,491
RECLASSIFICATION OF PROVISIONS . . .. ..ottt e e e e e e e e e e 13,597,482,878,456 —
TOTAL 32,225,944,809,914 | 19,935,038,460,491
OF THE NET PROFIT
.................................................. 914,288,021,578
.................................................. 457,144,010,789
.................................................. 30,000,000
.................................................. 3,199,978,075,523
TOTAL 4,571,440,107,890
THE ACCOUNTANT GENERAL THE GOVERNOR

VINCENZO PONTOLILLO

ANTONIO FAZIO
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NOTESTO THE ACCOUNTS (1)

The accounts for 1998 reflect the fal in interest rates in financia
markets; the official discount rate was lowered in several steps by atotal of
2.5 percentage points. On the external front, theliraremained stable agai nst
the other currencies participating in the Exchange Rate Mechanism, but
fluctuated against the US dollar and the yen.

The accounts were also affected by the institutional, legal and
operational changes connected with the preparations for the third stage of
European monetary union. Among themost important of these changeswere
the attribution to the Bank of Italy, whichisanintegral part of the European
System of Central Banks, of responsibility for managing theofficial reserves
in accordance with Legisative Decree 43 of 10 March 1998 and the
transformation of the UIC into an agency of the Bank in accordance with
Legidative Decree 319 of 26 August 1998. The following events were
linked to these changes: the transfer to the Bank of UIC’s foreign exchange
reserves; the Bank’s participation in the European Central Bank; the fixing
of the irrevocable conversion rates between the euro and the currencies of
the countries participating in the Eurosystem; the reduction in the Bank’s
portfolio of freely available securities in line with the new monetary policy
set-up; and the shift in the Bank’s risk position, which entailed the
reclassification of the related provisions.

The Bank’s balance sheet contracted considerably compared with the
previous, from 368,486 to 271,255 billion lire. On the liabilities side there
were sharp falls in banks’ compulsory reserve deposits and Treasury
Ministry deposits.

The contraction in the Bank'’s total assets was the result of movements
of opposite sign. There were increases in the value of gold, as a
consequence of the definitive extinction of the three-month swap against
ecus with the ECB, foreign currency assets, following the acquisition of the
UIC’s foreign exchange reserves (including the position in the International
Monetary Fund), and advances granted under the Treasury Minister Decree
of 27 September 1974. On the other hand, there were large decreases in

(1) This abridged English version of the Bank’s annual accounts does not contain
all the information required by law in the Italian version. The original version of the
balance sheet for the year ended 31 December 1998 has been audited by Reconta Ernst
& Young. The annual accounts and the letter of the auditors are included in the Bank’s
Annual Report in Italian.
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the securities portfolio, as a result of redemptions and net disposals to
provide collateral for the advances referred to above, and clams arising from
repurchase agreements. The acquisition of UIC's foreign exchange
reserves also led to the replacement of the Bank’s credit balance vis-a-vis
that entity with a debit balance.

Operating income before allocations to provisions and taxes on income
and productive activities rose from 8,531 to 9,829 billion lire. The result
reflected the reductions, on the expenditure side, in interest paid and
administrative costs and the absence of expenditure on transactions with the
Treasury and, on the income side, the large increase in profits on securities
trading.

Taxes for the year fell from 3,888 to 1,966 billion lire and the result after
taxes accordingly amounted to 7,863 billion lire (4,643 billion in 1997).
Allocations to provisions increased from 3,008 to 3,292 billion, so that the
net profit for the year amounted to 4,571 billion (1,635 billion in 1997).

Layout of the accounts and valuation methods

In drawing up its annual accounts, the Bank of Italy has to comply with
the provisions of special laws. For matters not covered by such provisions,
it applies the rules laid down in the Civil Code, interpreted in the light of the
accounting standards in force in Italy. Specifically:

- Royal Decree 204 of 28 April 1910, “Consolidated Law on the Bank of
Issue and the Circulation of Banknotes”, requires the layout of the
Bank’s annual accounts to be approved by a Treasury Ministry decree;

- Decree Law 867 of 30 December 1976, ratified as Law 42 of 23
February 1977, and the related Treasury Ministry decree of 23 March
1979 lay down the method for valuing gold;

- the income tax code, approved by Presidential Decree 917 of 22
December 1986, provides for revaluation gains and prior-year
adjustments deriving from the inclusion in the accounts of gold at the
price prevailing in the international market and from the inclusion of
foreign exchange and securities, receivables and payables denominated
in foreign currencies at current exchange rates to be stated in a special
provision;

- Royal Decree 1067 of 11 June 1936 (the Statute of the Bank of Italy) and
subsequentamendments lays down specific criteria for the allocation of
the interest earned on the investment of the reserves.

The reference law is the Civil Code as amended by Legislative Decree
127 of 9 April 1991 and, for matters not governed thereby with



characteristicscomparabl eto the mattersgoverned by L egislative Decree 87
of 27 January 1992, the provisionsthereof. Transactions are recorded in the
accounts on a settlement date basis.

The valuation methods described below have been agreed with the
Board of Auditors where thisis provided for by law. They are unchanged
compared with the previous year except for the additions required by the
transfer from the UIC to the Bank of the position in the IMF pursuant to
Legidlative Decree 319 of 26 August 1998. Furthermore, assets and
liabilitiesdenominated in euro areacurrencies have been stated in theannual
accountsin accordance with the provisions of Legislative Decree 213 of 24
June 1998.

(GOLD AND FOREIGN CURRENCY ASSETS

- goldisvaluedwithreferencetothepriceof thelast swap of goldfor ecus
entered into with the ECB. Revaluation differencesthat arise are taken
to the provision for gold price fluctuations (under Decree Law
867/1976 and Art. 104.1b) of the income tax code);

- exchange rate gains and losses on foreign currency assets are
determined by applying the LIFO method with annual intervals;

- assetsand liabilitiesdenominated in euro areacurrencies are transated
at theirrevocable exchangerates of the euro in accordance with Article
18 of Legidative Decree 213/1998; positive and negative exchange
differenceswith respect to cost are taken to the profit and loss account;

- assetsand liabilities denominated in non-euro-area foreign currencies
and those in SDRs are trandated at year-end exchange rates.

Wherethe cost of acurrency ishigher than the year-end exchangerate,
the resulting exchange loss is charged to the provision for foreign
exchange losses.

Where acurrency has appreciated, the resulting exchange gain istaken
totheprovisionfor exchangerateadjustments(under Art. 104.1c) of the
income tax code). In fact the Bank applies the same method for the
valuation of the country’s gold and foreign exchange reserves, in
conformity with the accounting standards in force in Italy, and in its
treatment of the economic component avails itself of the right provided
for in the above-mentioned article.

- the part of the position in the IMF comprising the gold deposited in the
name and on behalf of the Treasury Ministry, net of the quantities the
Fund returned to Italy between 1977 and 1979, is stated in the accounts
at a price of 1 SDR per gram of fine gold.
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SECURITIES

Securities not held as financial fixed assets

- for the purpose of determining profits and losses, such securities are
valued by applying the weighted average cost method;

- thevaluation is effected as follows;

a) for listed securities. at the lower of cost and market value,
determined on the basis of the arithmetic mean of the market prices
recorded in the last month of the year (the “normal value”);

b) for unlisted bonds: at the lower of cost and the “normal value” of
listed securities with comparable features;

c) for unlisted shares: at the lower of cost and the corresponding
proportion of the shareholders’ equity shown in the latest published
accounts of the investee company;

The cost of listed and unlisted bonds acquired since 1 December 1983
includes the accrued portion of the issue discount (calculated as the
difference between the issue price and the redemption value), net of
withholding tax determined in accordance with Legislative Decree 239 of
1 April 1996 (“Changes to the tax regime for interest, premiums and other
income from public and private sector bonds and the like”).

Securities held as financial fixed assets

- for the purpose of determining profits and losses on disposals, such
securities are valued by applying the specific cost;

- the valuation is effected as follows:

a) for Treasury bills: at cost, determined as the face value plus or
minus the difference between the interest entered in the books at the
allotment rate and that actually earned at the rate corresponding to
the purchase price.

b) for listed and unlisted bonds: at cost or a lower value that takes
account of special circumstances concerning the issuer;

c) forlisted shares: at the lower of cost and market value, determined
on the basis of the arithmetic mean of the prices recorded in the last
six months of the year,

d) for unlisted shares: at the lower of cost and the corresponding
proportion of the shareholders’ equity shown in the latest published
accounts of the investee company.



The cost of listed and unlisted bondsincludesthe accrued portion of the
purchase discount/premium (calculated as the difference between the
purchase price and the redemption value), net, for the part corresponding to
the issue discount, of withholding tax determined in accordance with
Legidative Decree 239 of 1 April 1996.

Both for securities not held as financial fixed assets and for those held
as financia fixed assets:

- amounts written off as a result of the application of the foregoing
methods are charged to the provision for losses on securities,

- amountswritten off inprior years(starting from 1993, theyear inwhich
Legislative Decree 127/1991 came into force) are written back viathe
profit and loss account, up to the cost of the securities, when the
conditions that determined the writedown no longer obtain.

INVESTMENTS

Investments in subsidiaries and associated companies classified as
fixed assets are valued as follows:

- listed shares: at the lower of cost and market value, determined on the
basis of the arithmetic mean of the pricesrecorded inthelast six months
of the year;

- unlisted shares: at thelower of cost and the corresponding proportion of
the shareholders’ equity shown in the latest published accounts of the
investee company;

- the UIC endowment fund and the investment in the European Central
Bank are valued at cost; the ECB investment is translated at year-end
exchange rates.

Dividends received and the profits of the UIC accruing to the Bank are
accounted for on a cash basis.

The Bank does not prepare consolidated accounts insofar as itis among
those referred to in Article 25 of Legislative Decree 127/1991. The annual
accounts of the UIC are attached to those of the Bank as provided for in
Article 4 of Legislative Decree 319/1998.

INTANGIBLE FIXED ASSETS

Completed procedures, studies and designs

- are stated at cost, of purchase or production, and amortized on the basis
of allowances corresponding to the estimated useful lives of the assets.
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Procedures, studies and designs in production and advances

are stated at purchase cost, for the part corresponding to advances paid
to suppliers, and at production cost for those produced internally.

Other deferred charges

software licence fees are stated at cost and amortized on astraight line
basisover the period of thelicence or, in the case of licencesgranted for
anindeterminateor exceptionally long period, over the estimated useful
life of the product, which is taken to be equal to three years,

costs incurred in installing and enlarging communications networks
and lump-sum payments under multi-year contracts are amortized on a
straight line basis according to the estimated useful life of the network
for the former and the duration of the contract for the latter;

capitalized costs incurred in the restructuring of rented premises are
amortized on a straight line basis over the residua duration of the
contract.

TANGIBLE FIXED ASSETS

Buildings

arestated at cost inclusive of theamountsof reval uations effected under
specific laws. Depreciation of the buildings used by the Bank for its
institutional purposes is charged on the basis of the estimated useful
lives of the assets. The same method is adopted for buildings that
represent staff severance pay and pension fund investments and which
meet therequirementsof Article40.2 of theincometax code. The Bank
again took advantage of the possibility provided by Article 67.3 of the
code and subsequent amendments to charge accelerated depreciation.
The amount in excess of the depreciation on an economic basis was
taken to the reserve for accelerated depreciation.

Furniture and fittings and equipment

are stated at cost. Depreciation is charged on the basis of the estimated
useful lives of the assets.

STOCKS OF THE TECHNICAL DEPARTMENTS

Banknotes in production

are stated at production cost.



Other (inventories)

- inventories are valued by applying the LIFO method.

ACCRUALS AND DEFERRALS

Comprise the portions of income and expense items relative to two or
more fiscal years determined on an accruals basis.

PROVISIONS FOR STAFF SEVERANCE PAY AND PENSIONS

The amounts stated in the accounts, in accordance with Article 3 of the
relevant regul ation, comprise both the mathematical reservescorresponding
tothe position of staff with vested interestsand pensionersand the severance
pay matured by the entire staff at the end of the year.

Unless provided for differently, assets and liabilities are stated at
nominal value. In the case of claims, the nominal value coincides with the
estimated realizable value.

MEMORANDUM ACCOUNTS

Securities held by the Bank on deposit are stated at nomina value;
wherethey are denominated in foreign currency, the amounts are transl ated
at year-end exchange rates, except in afew limited casesin which recourse
is made to conventional exchange rates.

Reclassification and renaming of provisons - withdrawals and
allocations

The changein the institutional, legal and operational context in which
the Bank operates altered the situation with regard to the risksit assumes; it
has become more important to provide against the risks associated with its
activities as awhole rather than specific items. In more detail:

- the provision for diminution in value of foreign exchange, renamed
provision for exchange risk, has been reduced from 8,474 to 2,977
billion lire. The latter amount is net of the withdrawals made to cover
revaluation deficitsandincludestheall ocation for theyear of 94 billion.
Thisallocation resultsin the minimum amount determined by applying
the VaR method (computed at a 95 per cent confidencelevel and taking
31 December 1999 as the time horizon) being exceeded slightly on
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prudential grounds. In fact, in assessing the appropriateness of the
provision, considerationisalso giventotheamountsalready set asidein
the provision for losses on foreign exchange under Decree Law
867/1976 (1,201 billion) and the provision for exchange rate
adjustments under Art. 104.1c) of the income tax code (356 billion).

the provision for diminution in value of securities, renamed provision
for losseson securities, hasbeenreduced 8,062t0 1,983 billionlire. The
latter amount, which is net of the withdrawal of 3 billion and includes
the alocation for the year of 1,486 hillion, takes account of the
foreseeable revaluation deficitsin connection with the commitment to
repurchasethe securitiesthat were sold to banksto providecollateral for
advances granted under the Treasury Ministry Decree of 27.9.1974.
The amount required was estimated assuming that the effective yields
of the securitiesin question would remain unchanged;

the provision for losses on bill portfolio has been reduced to nil, from
235 hillion lirein 1997, and extinguished following the new definition
of the instruments used for monetary policy within the Eurosystem;

the provision for insurance cover has been reduced from 1,020 to 600
billion lire, in view of the fact that the Bank has recently taken out a
policy that, albeit with deductibles, also covers some catastrophic
events. The provision now servesbasically to cover therisksassociated
with the transport of valuables:

the tax provision has been reduced from 4,474 billion lire (which
includes the 3,888 hillion alocated in June 1998 in respect of 1997
taxes) to 2,146 billion. It coversthe amount of taxes payable (including
deferred taxation), determined on the basis of arealistic forecast of the
liabilities arising from the application of current tax law and of those
that may arise from disputes with the tax authorities;

the provision for staff severance pay and pensions has been increased

from 7,022 to 9,404 hillion lire to take account of the updating of the
method of calculating the Bank’s commitments. The adjustment of
2,382 billion refers to the position of staff with vested interests and
pensioners and is based on an average annual rate of return of 4 per cent,
updated mortality tables and a new estimate of future wage dynamics.
The adjustment was made by allocating 1,556 billion and transferring
826 bhillion of taxed amounts from other provisions via the profit and
loss account;

theprovisionfor contingent losses, renamegbrovisionfor general risks,

has been increased from 4,845 to 17,616 billion lire by transferring
12,771 billion of taxed amounts from other provisions via the profitand
loss account. This provision is intended to protect against risks
associated with the Bank’s activities in general that cannot be



individually determined or objectively divided and for which specific
provision has not been made. Allocations to and withdrawalsfrom this
provision are decided by the Board of Directors and made viathe profit
and loss account.

the provision for staff costs in respect of wage negotiations has been
extinguished following the movements described below:

a) alocationof 28 hillionlire, corresponding tothegaininthe Bank’s
efficiency for the year (estimated to be equal to 2.5 per cent of total
wages and salaries);

b) withdrawal of 36 billion lire, corresponding to the increase for the
year in wages and salaries resulting from the reform of the pay
structure;

¢) transfer to the profit and loss account of the remaining amount as
partial recovery of the portion of the cost of the pay reform borne
in 1996-97 that was not covered by the allocations made earlier to
finance the reform.

The above-mentioned transfer completes the financing of the pay

reform out of efficiency gains.

theprovision for staff costsamounts to 128 billion lire and corresponds

to the estimated value of the outstanding liabilities accrued at 31
December 1998 (annual bonus, attendance bonus and unused ordinary
and extraordinary annual leave) and an amount prudentially set aside to
cover the Bank's share of the prudentially estimated cost the
supplementary pension fund instituted for employees recruited after 27
April 1973;

theprovisionfor grantsto Bl pensionersandtheir surviving dependents
amounts to 3 billion lire following the allocation of 0.2 billion,
determined taking into account the revenues referred to in Article 24 of
the Pension Fund Rules;

the provision for severance pay of contract staff under Law 297/1982
amounts to 2 billion lire following the allocation of 0.3 billion.

I nformation on the balance sheet

Assets

The value of the Bank’gold rose by 3,351 billion lire, from 37,578 to

40,929 billion. The rise reflected the increase of 8,186 billion in respect of
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the definitive closure of the ecu swap with the ECB on 31 December and the
consequent inclusion under gold of the entire amount of gold claims
(corresponding to 518 tons) and the decrease caused by the fall of 12.9 per
cent in the price of agram of fine gold from 18,121.5 to 15,785.3 lire.

The closing out of the swap position reduced to nil not only gold claims
but also the asset items ecus and dollar claims and the liabilities item ecu
liabilities, equal to 9,394, 15,783, 6,485 and 15,879 hillion lire respectively
at the end of 1997.

The reduction in the price of gold resulted in the withdrawal of 6,056
billion lire from the provision for gold price fluctuations (4,846 billion in
respect of gold held at the end of 1997 and 1,210 billion in respect of that
which the Bank reacquired following the closure of the swap referred to
above. The fund accordingly amounted to 26,635 billion at 31 December
1998.

In the first few days of 1999 the following reserve assets were
transferred to the ECB in accordance with the ESCB Statute: 141 tons of
gold, 6,647 million US dollars and 84,067 million yen, corresponding in
total to 7,447.5 million euros.

Cash on hand, comprising notes and coins issued by the Treasury,
amounted to 13 billion lire.

Discounts and advances include current account advances, which fell
from 1,294 hillion lire at 31 December 1997 to nil, fixed-term advances,
whichrosefrom 1,143 to 1,800 billion, and the bill portfolio, which declined
from 259 to 149 hillion.

Advances under the Treasury Minister Decree of 27.9.1974 totaled
30,932 billion lire, of which 7,163 billion granted to Banco di Napoli under
Law 588 of 19 November 1996 in respect of lossesrecorded by SGA S.p.A.
and 23,769 billionto Bancodi Siciliafollowingitsinterventionto protect the
depositors of Sicilcassa S.p.A., in compulsory administrative liquidation.
The average amount outstanding in 1998 was 41,437 billion. At the end of
1997 there had been 18,558 billion of advancesto Banco di Napoli inrespect
of lossesincurred by Isveimer in liquidation.

External assetsinforeign currenciesrose by atotal of 5,565 billionlire,
from 36,486 t0 42,051 billion; theincreasewaslargely dueto the acquisition
of foreign exchange reservesfrom the Ul C and to the closure of the ecu swap
with the ECB.

April 1998 saw the definitive extinction of the long-term forward
transactions consisting in forward commitments in connection with
purchases of the foreign exchange proceeds of international loansto Italian
borrowers.



The volume of transactions of this kind had already contracted
considerably in 1997 to stand at US$600 million at the end of the year. In
particular, in the same year US$4,182 million and DM 3,500 million of
long-tem forward transactions were extinguished early.

Thenew subitemforeign currency loans (1,496 billionlire) referstothe
loansin SDRs taken out by Italy in connection with its participation in the
International Monetary Fund.

Other external assetsin foreign currenciesincreased by 19,852 billion
lire, from 20,703 to 40,555 billion, primarily owing to the increase of
US$16,359 in dollar-denominated assets (from US$3,922 million to
US$20,281 million) and that of ¥402,337 million in yen-denominated assets
(from ¥3,922 million to ¥20,281 million). The exchange rate of dollar fell
(1,759.1910 1,653.10 lire), while that of the yen rose (from 13,576 to 14,375
lire). By contrast, the stock of assets denominated in Eurosystem currencies
was small (4 billion lire on the basis of the irrevocable conversion rates); at
the end of 1997 it had amounted to 12,032 billion lire. Turning to the
subitems, current accounts rose from 5,743 to 10,194 billion lire, time
deposits from 1,006 to 10,001 billion and foreign currency securities from
13,947 to 20,351 billion.

The foreign currency securities held by the Bank were almost all issued

by the US Treasury, the Japanese Treasury and international organizations.

Atthe end of the year there were no foreign currency swaps outstanding,
compared with a total of US$8 billion at the end of 1997.

In accordance with Legislative Decree 43/1998 and the agreement
entered into with the UIC pursuant to Legislative Decree 319/1998, in
December the Bank of Italy acquired the foreign exchange reserves held by
the UIC - US$7,742 million and ¥361,060 million - for 12,818 and 5,160
billion lire respectively. The Bank also acquired the position in the
International Monetary Fund for a net consideration of 6,670 billion.

The subitemIMF quota account of the new itemInternational
Monetary Fund refers to Italy’s quota, which had previously been held by
the UIC and which amounted to 10,690 billion lire at the end of the year. The
account, denominated in SDRs, comprised 2,532 billion lire, the quota paid
in gold and SDRs, and 8,158 billion in respect of the part subscribed in the
past in lire and made available to the Fund in an account in its name. The
account, callediMF claims, is shown on the liabilities side and amounted to
4,128 billion at the end of the year.

The subitem$MF, other assetsin SDRs (183 billion lire on the assets
side) andMF, assignment of SDRs (1,635 billion on the liabilities side) show
the amounts available to Italy (79 million SDRs) and the amounts assigned
by the Fund (702 million SDRs).
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The acquisition of the UIC’s foreign exchange reserves was settled on
its ‘ordinary’ current account with the Bank up to the amount needed to
cancel the debit balance thereon and the excess was paid into a new current
accountto be used for the settlement of the Bank’s debit and credit positions
with the UIC deriving from the latter’s activity, including the payment of
amounts due in foreign currency by governmental authorities. At the end of
the year the UIC had a credit balance on this new current account of 432
billion lire, which is shown in the liabilities itenfficio italiano cambi -
current account (credit balance). The agreement entered into with the UIC
in December 1998 provides for interest on both debit and credit balances on
the current account at the rate fixed within the Eurosystem for overnight
deposits made with the national central banks at the initiative of the
depositors.

The financial flows generated by the dealings between the Bank and the
UIC are settled on the special current account devoted to this purpose. The
main movements on this account in 1998 concerned:

a) salesandrepurchasesin relation to foreign currency swaps, 35,511 and
49,321 billion lire respectively;

b) the acquisition of UIC’s foreign exchange reserves, including the
position in the IMF, 24,648 billion;

c) the recovery by the UIC, under special agreements, of expenses it had
incurred, 14 billion;

d) the interest payable on the UIC’s endowment fund, 19 billion;

e) theinterestpayable onthe debitbalance on UIC’s currentaccountinthe
second half of 1997 and the first half of 1998, 2,026 billion;

f) the Bank’s share of the UIC’s profit for 1997, 751 billion.
Sundry claims on the government declined from 16 to 9 billion lire.

Claimsarising fromsecuritiesrepurchase agreementsfell from 33,745
billion lire at the end of 1997 to 4,124 billion at the end of the year, while the
average amount outstanding declined from 27,090 to 21,442 billion.

The Bank’ssecurities portfolio contracted by 30,088 billion lire (from
153,389 to 123,301 billion). In particular, its holdings foéely available
government and government-guaranteed securities - which include those
iIssued under Law 483 of 26 November 1993, unchanged at 76,206 billion -
fell by 58,522 billion (from 139,438 to 80,916 billion). The factors
contributing to the fall included net sales to allow the banks concerned to
provide collateral for the advances referred to in the Treasury Ministry Decree
of 27.9.1974, the utilization of securities for the investment of provisions and
reserves, and redemptions, primarily of Treasury bills. Securities held for the
investment of the reserves, the provision for general risks and the provision for
staff severance pay and pensions rose from 13,951 to 42,385 billion.



The UIC endowment fund remained unchanged at 500 billion lire.

Theinvestmentinthe ECB, trandlated at theyear-end ecu exchangerate,
amounted to 1,442 billion lire (744.7 million ecus). It correspondsto 14.895
per cent of the ECB’s capital.

Intangible fixed assets declined from 144 to 139 billion lire and
comprised 74 billion of procedures, studies and projects and 16 billion of
other deferred charges, both net of amortization, and 51 billion of intangible
fixed assets in production and advances.

Tangiblefixed assetsrose from 3,691 to 3,779 billion lire, net of 1,840
billion of accumulated depreciation, as detailed below:

- buildingsused by theBank rose from 3,444 to 3,459 billion, net of 1,266
billion of accumulated depreciation;

- buildingsfor staff severance pay and pension fund investmentsdeclined
from 689 to 686 billion, net of 38 billion of accumulated depreciation;

- furniture and fittings andequipment: the former rose from 188 to 212
billion, net of 184 billion of accumulated depreciation, and the latter
from 404 to 454 billion, net of 352 billion of accumulated depreciation;

- coinsand collectionsremained unchanged at 2 billion lire;

- assetsunder constructionand advancesrose from 672 to 806 billion lire
and referred entirely tduildings for use by the Bank and related
equipment.

The itemother investments of staff severance pay and pension funds

rose from 26 to 37 billion lire and comprised severance pay advances and the

related capitalized interest.

Socks of the technical departments remained unchanged at 26 billion
lire. In particular, banknotes in production amounted to 11 billion and other
stocks to 15 billion.

Qundry assets declined by 1,250 billion lire (from 10,409 to 9,159
billion). Specifically, tax payments on account and tax credits and related
interest receivable fell from 6,928 to 5,415 billion and withholding tax paid on
interest, dividends and sundry revenues from 484 to 92 billion. The
non-interest-bearing claim in respect of items arising from the Bank’s former
management of stockpiling bills remained unchanged at 2,894 billion. The
settlement of this claim will require specific legislation since Decree Law 565
of 30 December 1993 and subsequent reiterations was not ratified.

Accrued income fell from 2,783 to 1,985 billion lire, primarily as a result
of the decrease of 494 billion in bond interest, from 2,282 to 1,788 billion.

Prepaid expenses remained basically unchanged at 7 billion lire.
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Liabilities

Banknotesin circulation increased by 8,337 billion lire, from 114,074
to 122,411 billion. In percentagetermstheincreasewasequal to 7.3 per cent,
comparedwith 7.5 per centin 1997. Theaverageva ueof notesin circul ation
rose by 8,015 billion lire, from 103,589 to 111,604 billion.

Outstanding Bank of Italy drafts decreased by 281 billion lire, from
1,195 to 914 hillion. The fall of 283 hillion in ordinary drafts was only
marginally offset by therise of 2 billion in specia drafts.

Banks compulsory reserve depositsll by 65,845 hillion lire, from
78,634 to 12,789 bhillion. The total excludes amounts that have been
mobilized and includes those in excess of the reserve requirement. The
average amount of compulsory reserves due from banks contracted by
11,960 billion lire or 15.2 per cent, from 78,432 to 66,472 billion.

Other compulsory depositieclined from 20 to 9 billion lire.

Other depositgose from 281 to 1,099 hillion lire, comprising 338
billion of current account depositsand 761 billion of timedeposits. Thelatter
amount refersto the overnight deposits made by banksat the end of theyear.

External liabilitiesdecreased by atotal of 44 billion lire, from 135 to
91 hillion, owing to the reductions of 19 and 25 billion lire respectively in
depositsin foreign currencies and external accountsin lire.

The balance of the Treasury payments accoufd! by 11,475 billion
lire, from 53,547 to 42,072 billion. The average balance showed an
anal ogous contraction, from 42,677 to 36,474 hillion.

The sinking fund for government securitiédl from 4,237 to 134
billion lire and the average balance contracted from 4,438 to 2,709 billion.

Sundry liabilitiestowards the government fell from 426 to 257 billion
lireand consisted amost entirely of theamount payable by the Bank asfiscal
agent for Treasury credit certificates (166 billion, compared with 164 billion
at theend of 1997) and theinterest that accrued in the second half of theyear
onthesinking fund for government securities (83 billion, compared with 183
billion at the end of 1997).

Liabilities arising from securities repurchase agreemefds$ from
4,789 billion lire to nil; the average amount of this item showed a
corresponding fall, from 993 to 338 billion.

The movements in sundry provisionsre shown in Table 51.



Table 51
SUNDRY PROVISIONS
(millions of lire)

Movements
Balance at Balance at
end-1997 -g;r;srfg:z\}giféﬁrs” Withdrawals Allocations end-1998
For losses on bill portfolio ... ... 234,919((1) -234,919 - - -
For foreign exchange losses ....| 9,675,068 -4,974,273 616,782 94,000| 4,178,013
under Decree Law 867/1976 . .| 1,200,795 - - -| 1,200,795
other 2) ................... 8,474,273|(1) -4,974,273 616,782 94,000| 2,977,218
For losses on securities (3) ... .. 8,062,125|(1) -7,562,125 2,704| 1,486,000| 1,983,296
Forinsurance cover ........... 1,019,692|(4) -419,692 - -| 600,000
For staff severance pay and
PensionsS .............o.een.. 7,022,344 |(5) 826,166 -| 1,555,551| 9,404,061
For grants to Bl pensioners and
their surviving dependents . . . . 2,570 - 99 163 2,634
For severance pay of contract
workers (under Law 297/1982) 2,297 - 164 285 2,418
For staff costs in respect of wage
negotiations ................ 16,539 -((6) 44,255 27,716 -
Forstaffcosts ................. - - - 128,151 128,151
Subtotal . . . (26,035,554 -12,364,843 664,004 3,291,866|16,298,573
For fluctuations in the price of gold
(under Decree Law 867/1976
and Art. 104.1b) of the income
taxcode) ................... 32,691,276 -|(7) 6,056,436 -|26,634,840
For exchange rate adjustments,
under Art. 104.1c) of the income
taxcode 8) ................ 1,381,372 - 1,381,372| 355,757| 355,757
For taxation (9) ............... 4,474,474 |(4) -406,474 3,888,000 1,966,000 2,146,000
Total . . . |64,582,676| -12,771,317| 11,989,812| 5,613,623|45,435,170

(1) Transferred to the “provision for general risks”. - (2) In 1997 called “provision for diminution in value of foreign exchange”.
- (8) In 1997 called “provision for diminution in value of securities”. - (4) Transferred to the “provision for staff severance pay and
pensions”. - (5) Deriving from the transfer of the excess amounts of the “provision for insurance cover” and the “provision for taxation”.
- (6) Of which 36.1 billion were used to finance the reform of the pay structure and the remained included in income. - (7) The
movement was due entirely to the revaluation of gold at the new price of 15,785.3 lire per gram of fine gold (18,121.5 lire at the
end of 1997). - (8) Attributable to the revaluation of foreign exchange holdings at year-end exchange rates. — (9) The amount
set aside for 1998 taxes was allocated to this provision.

Sundry liabilitiesdiminished by 380billionlire, from 923to 543 billion.

Accrued expenses declined from 175 to 1 billion lire; deferred income
declined from 414 to 2 billion.

The provision for general risks amounted to 17,616 billion lire.

The new item capital and reserves includes the ordinary reserve of
5,474 hillion lire and the extraordinary reserve of 5,481 billion, an increase
of 1,318 billion or 13.7 per cent. The reserve for accelerated depreciation
(under Art. 67.3 of the income tax code) rose from 44 to 50 billion.

Thenew item alsoincludesthereval uation surplusreserves, unchanged
at 2,616 billion lire, and the special provision for the renewal of tangible
fixed assets of 3,495 hillion, which replaces the provisions for building
works and renewal of equipment.
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The distribution of the holdings of the Bank’s share capital at the end
of December 1997 and 1998 are shown in Table 52. The movements in the
capital and reserves are shown in Table 53.

Table 52
SHAREHOLDERS
At 31 December 1998 At 31 December 1997
Number Shar(es held % Votes | Number Shar(e15) held % Votes
Shareholders with voting rights .. .. 80 | 299,934(100.0 | 755 83 | 299,934(100.0 | 758
Limited company banks ........ 72 | 253,434| 84.5| 630 75 | 253,434| 84.5| 633
Social security institutions . . .... 1 15,000 50| 34 1 15,000 5.0| 34
Insurance companies .. ........ 7| 31,500| 10.5| 91 7| 31,500| 10.5| 91
Shareholders without voting rights . 6 66 .. - 6 66 .. -
Total . . . 86 | 300,000(100.0 | 755 89 | 300,000(100.0 | 758
(1) Face value, 1,000 lire each.
Table 53
MOVEMENTSIN SHARE CAPITAL AND RESERVE
(millions of lire)
Izilg_cheg;t Increases Decreases Eéa#g_q%eggt
Share capital ................ ..., 300 - - 300
Ordinary reserve ................. 4,742,756 | (1) 737,389 (2) 5,865 5,474,280
Extraordinary reserve ............. 4,893,928 | (1) 593,232 (2) 6,343 5,480,817
Revaluation surplus reserve (under
Law 72/1983) ... 1,304,000 - - 1,304,000
Revaluation surplus reserve (under
Law 408/1990) ................. 1,278,971 - - 1,278,971
Revaluation surplus reserve (under
Law 413/1991) ................. 32,767 - - 32,767
Reserve for accelerated depreciation
(under Art. 67.3 of the income tax
COAB) ..t 43,963 6,145 - 50,108
Special provision for the renewal of
tangible fixed assets ............ (3) 3,495,052 - - 3,495,052
Total . . . 15,791,737 1,336,766 12,208 17,116,295
(1) The movement was due to the allocation of the net profit for 1997 and the return earned in 1998 on the investment of the
reserve. - (2) The movement was due to the dividend paid to shareholders in respect of the return earned in 1997 on the investment
of the reserve (under Art. 56 of the Bank’s Statute). - (3) In 1997 this amount was included among “Sundry allocations”, under
“provision for building works” (2,523,802 million lire) and “provision for renewal of equipment” (971,250 million lire).




Information on the profit and loss account

Income and profits - excluding the 13,597 billion lire arising from the
reclassification of provisions- declined from 19,935 to 18,629 billion, while
expenditure and losses - excluding the 12,771 billion transferred to the
provisionfor general risksand the826 billiontransferred totheprovisionfor
staff severance pay and pensions but including the 3,292 billion allocated to
provisions (3,008 billion in 1997) - fell from 18,300 to 14,058 billion. The
net profit rose by 2,936 billion, from 1,635 to 4,571 billion.

Income and profits

Interest received rose by 70 billion lire, from 3,195 to 3,265 hillion,
owing to the following changes compared with 1997.

Increases in interest received:

- of 269hillionlireondiscountsand advances, from204to473billion, as
aresult of theincrease of 312 billion on the advances granted pursuant
to Law 588/1996 and the decreases of 39 hillion for current account
advances, 1 hillion for fixed-term advances and 3 billion for the
discounting of bills;

- of 17 hillion on lending abroad, from 1,077 to 1,094 billion.
Decreasesin interest received:

- of 212 billion on lending to the UIC, from 1,811 to 1,599 hillion, asa
result of the decrease in the average current account balance from
36,250 to 34,248 billion and the decline in the effective yield from 5 to
4.7 per cent;

- of 4 billionin respect of other interest, from 103 to 99 hillion.

Interest, premiums and dividends on securities decreased by atotal of
4,229 billion lire, from 9,357 to 5,128 billion, as aresult of:

- afall of 4,206 billion lire, from 8,100 to 3,894 billion, in interest and
premiums on freely available government and government-guaranteed
securities, owing to the reduction in the average stock from 151,234 to
113,434 billion and the declinein the average rate of return from 9.8 to
8.4 per cent, excluding the securities assigned to the Bank under Law
463/1993 to close the overdraft on the Treasury’s former current
account, which earn interest at the rate of 1 per cent;

- adecline of 23 billion lire, from 1,257 to 1,234 billion, in interest and
dividends on the securities acquired for the investment of reserves and
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staff severance pay and pension funds, owing to the decline in the
averagerateof returnfrom 10to 9.2 per cent, which morethan offset the
increase in the average stock from 12,563 to 13,386 billion.

Financial revenues arising from repurchase agreements fell by 750
billion lire, from 1,880 to 1,130 hillion. as a result of the decrease in the
average amount outstanding from 27,090 to 21,442 billion and the decline
in the average rate of return from 6.9 to 5.3 per cent.

Income from participation in the UIC endowment fund rose by 652
billion lire, from 118 to 770 billion, as aresult of the increasein UIC’s net
profit from 371 billion in 1996 to 3,004 billion in 1997.

Securities issue and purchase discounts/premiums declined from 355
to 155 billion lire.

Profits on securities trading rose by 4,929 billion lire, from 1,876 to
6,805 billion, primarily as a result of sales to banks of securities to be used
to provide collateral for advances under a Ministerial Decree of 27.9.1974.

Profits on foreign exchange trading fell from 1,246 to 799 billion lire.
Trading in US dollars and marks produced profits of 945 and 62 billion
respectively, while trading in yens gave rise to a loss of 235 billion.

Profitson sundryfinancial transactionsfell from 1,261 to 51 billion lire
and consisted entirely of the gains produced by the early extinction of
forward transactions in foreign exchange. Margin income from futures on
government securities fell from 10 billion to nil.

Commissions, recoveries and other financial income increased from
27710337 billionlire. The item includes 54 billion of conversion differences
produced by the alignment of euro area currencies to their irrevocable
exchange rates.

Income from buildings rose from 27 to 29 billion lire.
Profits from disposals fell from 27 to 4 billion lire.

The itemtechnical departments- final stocksremained unchanged at 26
billion lire. It no longer includes procedures in production, which as of 1998,
are stated in the balance sheet under intangible fixed assets in production and
included in the profit and loss account in the item commented on below.

The itemtechnical departments - procedures, studies and designs
completed and in production fell from 98 to 76 billion lire; it refers to the
costs in respect of procedures, studies and designs in production and the
those in respect of completed projects that are capitalized during the year.
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Value readjustments to securities written down in prior years declined
from 75 to 20 billion lire.

Prior-year adjustments declined from 117 to 34 billion lire.

The new item reclassification of provisions amounted to 13,597 billion
lireand referstotherecordingintheprofit and lossaccount of the provisions
that became avail able when thereclassification described above was carried
out.

Expenditure and losses

Administrative costs decreased by 171 billion lire or 7.2 per cent, from
2,378 to 2,207 billion. In more detail:

- wagesandsalariesandrelated costsfell by 54 billionlire, from 1,222to
1,168 hbillion, net of the 36 billion withdrawn from the provision for
staff costsin respect of wage negotiations (18 billion in 1997);

- pensions and severance pay fell by 82 billion lire, from 533 to 451
billion. Severance pay decreased by 116 billion, from 185 to 69 billion,
owingtothereductioninthe number of terminations; on the other hand,
pensions rose by 34 billion, from 348 to 382 billion.

Asregards the remaining administrative costs, expenditure on services
fell by 19 billion lire or 7 per cent, from 268 to 249 billion, primarily owing
to the reduction in security and escort services (the latter had been boosted
in 1997 by the back payments the Bank made under the agreement with the
Carabinieri). Other administrative costs declined from 351 to 335 billion,
while the costs in respect of the central and local boards, including the
emoluments paid to the members of the Board of Directors and the Board of
Auditors, remained unchanged at 4 billion lire.

Taxes and dutiesfell by 1,985 billion lire, from 3,983 to 1,998 hillion.
In 1997, in addition to 57 billion of stamp duty on the circulation of
banknotes and Bank of Italy drafts, this item comprised: 2,623 billion of
corporate income tax (Irpeg); 1,129 billion of local income tax (llor),
subsequently abolished; and 174 billion of other taxes and duties, including
136 billion of tax on net worth, which was al so subsequently abolished. The
figurefor 1998 comprises: 1,548 billion of corporateincometax (Irpeg), 418
billion in respect of the new regional tax on productive activities (Irap) and
32 billion of other taxes and duties. Stamp duty on the circulation of
banknotes and Bank of Italy drafts fell to nil since the deductible items
exceeded the circulation on average.
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Interest paid fell by 2,071 billion lire, from 7,451 to 5,380 billion. In
more detail:

- theinterest paid on the Treasury payments account decreased by 775
billion, owing to the contraction in the average balance from 42,677 to
36,474 billion and the fall in the rate of return from 7.5 to 6.6 per cent.
This subitem includesthe differential amount of 753 billion payableto
the Treasury pursuant to Article 4 of Law 483 of 26 November 1993
because the reference rate for paying interest on the account waslower
than the yield on the securities the Bank had acquired in making the
initial balance available on the account;

- theinterest paid on the sinking fund for the redemption of government
securities decreased by 160 billion lire owing to thefall in the average
balancefrom 4,4381t0 2,709 billion and that in the averagerate of return
from 7 to 5.5 per cent;

- theinterest paid on compulsory bank reservesfell by 1,132 billion asa
result of the contraction in the average amount banks were required to
deposit from 78,43210 66,472 billion and thefall in the effectiverate of
return from 5.02 to 4.22 per cent as a result of the measures that
gradually reduced both the compulsory reserve requirement and the
related rate of return.

Financial costs arising from securities repurchase agreements fell by
48 billion lire, from 67 to 19 billion, primarily owing to the smaller volume
of such transactions effected during the year.

Losses on sundry financial transactions amounted to 5 billion lire and
referred exclusively to the Bank’s share of the loss that emerged in the final
accounts of the European Monetary Institute.

Contributions to charities and social and cultural activities declined
from 8 to 4 billion lire.

The itemtechnical departments - initial stocks fell by 10 billion lire,
from 72 to 62 billion.

Expenditure on transactions with the Treasury fell by to nil, from 182
billion lire, since the average rate of return on claims on the Treasury was
lower that on banks’ compulsory reserve deposits.

Legislative Decree 43/1998 has repealed, with effect from 1 January
1999, Article 11 of Law 483/1993, which provided for the payment of such
sums onthe basis of an agreement between the Bank of Italy and the Ministry
of the Treasury.

Depreciation declined from 260 to 246 billion lire and referred mainly
to buildings (104 billion, of which 6 billion of accelerated depreciation),



procedures, studies and designs (67 billion) and equipment (49 billion). No
depreciation ischarged for buildingsthat the Bank does not use for business
purposes.

Theitem attribution of investment incometo reservesfell by 41 billion
lire, from 881 to 840 billion,; it refers to the income from the investment of
the Bank’s ordinary and extraordinary reserves, which has to be reinvested
in the same reserves pursuant to the Statute.

As regardsallocations to provisions, which totaled 3,292 billion lire,
reference is made to the earlier section of the notes entitled “Reclassification
and renaming of provisions - withdrawals and allocations”.

Prior-year adjustments fell from 9 to 2 billion lire.

The new itemtransfers, totaling 13,597 billion lire, refers to the
amounts of provisions that became available as a result of the reclassification
described earlier, of which 12,771 billion was transferred tgtleision for
general risks and 826 billion to theprovision for staff severance pay and
pensions.
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ALLOCATION OF THE NET PROFIT

Pursuant to Articles54 and 57 of the Statute and after hearing thereport
of the Board of Auditors, the Board of Directors proposes the following
allocation of the net profit for 1998 of 4,571,440,107,890 lire (amounts in

lire):
- 20 per cent to the ordinary reserve ................. L. 914,288,021,578
- an amount equal to 6 per cent of the share capital to
shareholders ......... .. ... .. .. .. . ... » 18,000,000
- 10 per cent to the extraordinary reserve ............. » 457,144,010,789
- an additional amount equal to 4 per cent of the
share capital to shareholders ...................... » 12,000,000
- the remaining amount to the Treasury .............. » 3,199,978,075,523
ToraL .... L. 4,571,440,107,890

Pursuant to Article 56 of the Statute, the Board of Directors has also
proposed the distribution to shareholders - drawing on theincome earned on
the ordinary and extraordinary reserves - of an additional 19,273.5 million
lire, equal to 0.2 per cent (0.15 per cent last year) of thetotal reservesat 31
December 1997.

Accordingly, the total dividend is equal to 19,303.5 million lire,
corresponding to 64,345 lire per share.

THE GOVERNOR
Antonio Fazio
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ABI -

BI-COMP -

BI-REL -

BOT -

BTP -

CCT -

CIPA -

Confindustria -

Consob -

CTO -

C1Z -

Iciap -

llor -

INAIL -

INPS -

Irap -

I rpef -

Irpeg -

|sae -

| stat -

LIST OF ABBREVIATIONS

Associazione bancaria italiana
Italian Bankers' Association

Banca d'ltalia Compensazione
Bank of Italy Clearing System

Banca d’ltalia Regolamento Lordo
Bank of Italy real-time gross settlement system

Buoni ordinari del Tesoro
Treasury bills

Buoni del Tesoro poliennali
Treasury bonds

Certificati di credito del Tesoro
Treasury credit certificates

Convenzione interbancaria per i problemi dell’automazione
Interbank Convention on Automation

Confederazione generale dell'industria italiana
Confederation of Italian Industry

Commissione nazionale per le societa e la borsa
Companies and Stock Exchange Commission

Certificati del Tesoro con opzione
Treasury option certificates

Certificati del Tesoraero-coupon
Zero-coupon Treasury certificates

Imposta comunale per I'esercizio di imprese e di arti e professioni
Municipal tax on businesses and the self-employed

Imposta locale sui redditi
Local income tax

Istituto nazionale per I'assicurazione contro gli infortuni sul lavoro
National Industrial Accidents Insurance Institute

Istituto nazionale per la previdenza sociale
National Social Security Institute

Imposta regionale sulle attivita produttive
Regional tax on productive activities

Imposta sul reddito delle persone fisiche
Personal income tax

Imposta sul reddito delle persone giuridiche
Corporate income tax

Istituto di studi e analisi economica
Ingtitute for Economic Research and Analysis

Istituto nazionale di statistica
National Institute of Statistics

313



Isvap - lstitutoper lavigilanzasulleassicurazioni privateedi interessecollettivo
Supervisory authority for theinsuranceindustry

MIF - Mercato italiano dei futures
Italian Futures Market

MTS - Mercato telematico dei titoli di Sato
Screen-based secondary market in government securities

SACE - Sezione per I'assicurazione dei crediti all’esportazione
Foreign Trade I nsurance Services Agency

SIM - Societa di intermediazione mobiliare
Securitiesinvestment firm

TARGET - Trans-European Real-time Gross Express Transfer

uiC - Ufficio italiano dei cambi

Italian Foreign Exchange Office
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