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THE INTERNATIONAL ECONOMY

Inthefirst half of 2002 world economic activity accelerated, sustained
in the leading industrial countries by the expansive stance of monetary and
budgetary policy. The US economic recovery, already under way at the end
of 2001 thanks to the prompt action of the Federal Reserve and the stimulus
provided by public demand and tax reductions, hel ped therecovery inworld
trade, which mainly benefited the economies of Asia. From spring onwards
renewed fears of terrorist attacks and worries over several cases of serious
accounting irregularitiesat major US corporations gave rise to uncertainties
over the prospects for growth in the United States, triggering massive
portfolio adjustments by international investors. Share prices, which
had more than recouped the losses suffered after 11 September, turned
downwards again in March, as did long-term rates on government bonds.
The rise in house prices continued and in some countries accelerated. The
dollar depreciated significantly against the main currencies. From late 2002
to the beginning of March 2003 the prospect of a war with Iraq caused a
slackening of world economic activity and a steep rise in oil prices. The
markets' preference for low-risk assets was accentuated.

World output grew at an averagerate of 3 per cent in 2002, up from 2.3
per cent in 2001 but below potential, which the IMF estimated at around 4
per cent. Worldtrade, after stagnatingin 2001, expanded by 2.9 per cent. The
pick-up in trade was uneven. In Asia, including Japan and China, exports
rose by nearly 10 per cent. In the euro areaand Latin Americathey slowed
to virtual stagnation. World trade expanded strongly in the middle two
guarters but the growth slowed down significantly in the fourth, reflecting
the slackening of productive activity.

In the course of 2002 oil prices were affected above al by the
uncertainties of the evolving Iragi crisis. In the last few months of the year,
supply was also affected by the political crisis in Venezuela, which
drastically reduced that country’s output of crude oil for many weeks. From
January to December the price of oil rose, albeit with large fluctuations, by
about 50 per cent, reaching $30 a barrel. Further rises, which proved
transitory, were registered early in 2003, as the outbreak of war with Irag
grew imminent.
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In the emerging economies growth accelerated from 3.8 per cent to 4.5
per cent last year, the rate differing from area to area. Growth was fast in
China, Indiaand thenewly industrialized economiesof Asia. Output inLatin
America stagnated, chiefly as aresult of the severe recession in Argentina,
which was struck by aviolent currency and financial crisisat the start of the
year. In Brazil, growth remained positive and picked up in the course of the
year, thanks in part to a depreciation of the currency. In the ten Central and
Eastern European and Mediterranean countries that will join the European
Union in May 2004, economic activity, sustained mainly by domestic
demand components, expanded by 2.4 per cent, slightly less than the year
before. In Russia growth remained vigorous (4.3 per cent), though less so
than in 2001.

The US growth rate accelerated from 0.3 to 2.4 per cent. Therecovery,
which beganlatein 2001, wasfavoured by powerful support from economic
policy, made possible by theflexibility of America sallocation mechanisms
and the soundness of its public finances. During 2002 monetary conditions
remained very easy. In November the worse-than-expected weakening of
the economy and the heightened uncertainty in connection with the
aggravation of international political tensions led the Federal Reserve to
lower its reference rate by half a point to 1.25 per cent. Real short-term
interest rates were near zero until autumn and then turned negative. Fisca
policy was also definitely expansive. Theten-year tax reduction bill of May
2001 and the measures of stimulusadopted after 11 September and in March
2002, combined with GDP growth that fell short of potential, resulted in a
significant deterioration of the federal budget, which registered a deficit of
1.5 per cent of GDPinthefiscal year ending in September 2002, compared
with surpluses of 2.4 per cent in fiscal 2000 and 1.3 per cent in fiscal 2001.
Thelong-term outlook for the public financeshas al so worsened perceptibly.
At the start of March 2003 the Congressional Budget Office estimated that
under current legislation the federal government would run deficits every
year through 2007 and create atotal shortfall of nearly $400 billionintheten
years from 2002 to 2011. In February the Administration presented a new
long-term plan (2003-2013) centred on tax cuts for atotal of $750 billion.
The plan called for the exclusion of dividends from persona income tax
returns to end the double taxation of thisform of income. The present rules
induce firms to raise funds by borrowing rather than increasing their share
capital, which heightens their financial vulnerability during cyclical
slowdowns. They also encourage opaque and inefficient corporate
governance. After adelicate legislative passage, Congress approved a plan
for tax cuts and spending increases totaling about $350 billion over the next
ten years, significantly less than the Administration’s origina proposal.
There is growing concern over the future of the public finances, which will



also be burdened in the next few years by the costs, which are hard to
quantify, of the reconstruction of Irag.

US labour productivity, despite a significant slowdown in the second
half, improved by 4.8 per cent in 2002, the best performance in forty years.
This resulted in areduction in unit labour costs and permitted satisfactory
wage growth, which had the effect of bolstering earnings against the
repercussions of the contraction in employment. Consumption increased by
3.1 per cent on average for the year, thanks in part to the increase in
purchasing power deriving from consumers renegotiating home mortgages
on better termsaslong-term interest rates declined sharply and taking larger
mortgages as the value of homes soared. Mortgage renegotiations, which
were very substantial in 2001, expanded to exceptionally high levels last
year. This resulted in an increase in the total debt of households but also
allowed its restructuring, with a shift towards mortgage debt, which isless
expensive and not subject to therisk of interest rateincreases. The hoped-for
recovery ininvestment did not materialize. Investment was curbed above all
by the performance of corporate profits, which was not as good as had been
expected, and by the climate of growing uncertainty.

The return to faster domestic demand growth than in the other main
industrial regions and some emerging economies with close trade relations
with the United States produced a further deterioration in the external
accounts. The deficit on current account widened to 4.8 per cent of GDP,
considerably larger than it had been in the mid-1980s at the culmination of
the dollar’s appreciation. The worsening of the external imbalance beganin
earnest in the mid-1990s, reflecting the pick-up in domestic demand due to
the exceptional expansion of investment in connection with theintroduction
of information and communications technology. From 1995 to 2000 the
value of US imports of high-technology products rose by 12 per cent per
year. The improvement in the medium-term growth outlook has fueled
consumption as well, as the result of more rapidly rising expectations for
future disposable income. Despite the substantial build-up of net external
liabilities, the balance on investment income did not turn negative until
2002, and even then only dlightly, because yields on US assets abroad,
consisting mainly in direct investment, have historically been higher than
those on foreign assetsin the United States. Thissituation, together with the
good performance of the economy, haslimited therisein theratio of the net
foreign debtor position to GDP. The weakness of the dollar, in the view of
the markets, appearsto be duein part to the unresol ved uncertainty over the
timing and strength of the economic upturn and the magnitude of the current
account deficit.

The Japanese economy recovered significantly after the decline in
activity in the second half of 2001, sustained by the rise in foreign demand.
Domestic demand remained slack. Because of the negative momentum from

11
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2001, GDPincreased in 2002 by just 0.2 per cent, year-on-year. The decline
in prices continued, although it did moderatein the course of theyear. Mg or
restructuring undertaken by many firmsto restore satisfactory profitability
resulted in a significant contraction in employment and a fall in nomina
wages that was greater than the decline in prices. The share of long-term
unemployed increased, as did that of older unemployed workers, who will
have greater difficulty in finding new jobs.

Given the persistent weakness of domestic demand, policy makers
struggled to implement the plans for economic reform, in particular reform
of thefinancial system, while seeking at the same time to sustain economic
activity. The Bank of Japan continued to provide abundant liquidity to the
banking system at practically zero cost. The quantity target adoptedin March
2001, based on the balance on financial institutions' current accounts with
the central bank, was raised repeatedly. The amount of monthly outright
purchases of government securities was also increased, and the range of
instruments eligible for repos with the central bank was broadened. Fiscal
policy also remained expansive. According to the OECD, the cyclically
adjusted budget deficit increased by nearly afull percentage point in 2002
to 6.7 per cent of GDP. At the end of October a new recovery plan for the
financial sector was initiated, designed to halve the major banks' very high
bad debt ratio by March 2005. To increase the efficiency of the allocation of
credit, stricter standards for evaluating the quality of loan portfolios were
introduced. Aspart of the plan, apublic agency wasinstituted to acquirethe
banks' badloanstofirmsin difficulty but considered potentially salvageable
and to assist their financial restructuring.

Theslow growthintheindustrial countriesand international investors
diminished willingness to take risks, owing in part to the losses occasioned
by the financial crises of recent years, slowed financing to the emerging
economies. Those of Latin Americain particular suffered a worrying drop
in foreign direct investment. By contrast, the build-up of reserves by the
Asian economies continued and indeed accelerated. Against a backdrop of
renewed inflows of private capital, this countered the appreciation of the
area’s currencies and contributed to an increase in current payments
surpluses.

Asin 2001, investors differentiated the terms for international credit
according to the borrower country’s economic fundamentals. The risk
premium for dollar-denominated bonds remained relatively modest for the
emerging economies of Asia and for the countries of Central and Eastern
Europe and fell very low for Russia; it increased during the summer,
however, for Turkey and Brazil, owing to the uncertainty over the outcome
of the autumn elections. Afterwards, the financial conditions of these two
countries improved. Argentina was excluded from the international capital
market.



At the Washington meetings in April 2003 the finance ministers and
central bank governors of the leading industrial countries reaffirmed their
commitment to strengthen measures for financial crisis prevention and
management. They recommended the use of market mechanismsin crisis
management. The G-7 countries were called on to set an example by
including clauses in their debt securities specifying the procedures for any
restructuring. The Mexican government’s issue of securities carrying such
clauses and subject to the legal jurisdiction of the state of New York was
endorsed.

Therisksweighing down theworld economic outl ook thisyear havenot
been entirely dissipated by the conclusion of thewar with Irag. Thereremain
uncertaintiesover thechancesfor arapid political stabilizationintheMiddle
East. Thepriceof oil hascomedownto alevel that will not hinder economic
recovery intheindustrial countries. Itsdecline could al so induce areduction
ininflation, which isvery low in the main industrial countries and actually
negativein Japan. The monetary authoritiesof theleading countriesrecently
expressed their concern that declining prices might put the recovery in
economic activity at risk and pledged to counteract excessive reductionsin
the rate of inflation.

The latest IMF estimates, released in April and assuming a short war,
put world economic and trade growth in 2003 at 3.2 and 4.3 per cent
respectively. The smallness of the improvement with respect to 2002 is
ascribed mainly to therelatively poor results expected in thefirst half of the
year. Only inthe second half will economic activity pick up appreciably. The
United States should continue to lead the world economy. Growth in the
major industrial countriesshould beabout thesameasin 2002 at 1.7 per cent;
intheUnited Statesit should be 2.2 per cent, dightly lessthanin 2002, owing
to this year’s unfavourable growth profile. In Japan activity should expand
by 0.8 per cent, amodest result reflecting structural weaknesses. Growth in
the euro area should be 1.1 per cent, only slightly more than 2002. The
performance of the emerging economies will be uneven. Those of Asia,
which account for 26 per cent of world output, should register growth of 6
per cent, led by an expansion of 7.5 per cent in China. However, a recent
assessment by the World Bank warns that the direct and indirect effects of
the SARS epidemicthat broke out in March could diminishthearea sgrowth
by about half a percentage point. In the EU accession countries of Central
and Eastern Europe and the Mediterranean, growth should accelerate from
2.4 to 3.1 per cent and in Russia it should continue at 4 per cent. Latin
Americashouldreturnto positive growth (1.5 per cent), thankschiefly tothe
recovery of economic activity in Argentina and Brazil.

Developments in the first few months of 2003 have been basically in
line with the foregoing scenario. In the first quarter GDP rose at an annual
pace of 1.9 per cent in the United States. Slightly below economists
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forecasts, this result was due in part to the fall in purchases of consumer
durables and the stagnation of investment, which were the expenditure
components most strongly affected by the situation of great uncertainty.
Nevertheless, the quarter saw asubstantial risein investment ininformation
and communications technology, driven by continuing technical progress.
Thelatest data on the performance of the economy in the second quarter are
mixed. Household confidence improved in April and May, but the situation
in manufacturing industry remains weak. The hoped-for recovery in
employment, too, has hardly materialized. Nevertheless, thefall in the price
of ail should bolster households disposable income and spending.
Continuing low interest rates, the good state of the banking system and the
improved liquidity of firms should encourage arecovery in investment and
thus employment, enabling the US economy to return to faster growthin the
latter part of the year.



THE INTERNATIONAL FINANCIAL MARKETS

The equity, bond and foreign exchange markets

The long stock market correction that had begun in March 2000 in the
technology sector intensified in 2002, spreading to the shares of companies
intraditional sectors. From March 2000 to mid-May 2003, theworld's stock
markets lost around one third of their capitalization; equity prices fell by
between 40 and 50 per centinall themainindustrial and emerging countries.

After collapsing in the wake of the terrorist attacks of 11 September
2001, the international financial markets recovered rapidly, thanks to the
prompt action of monetary and fiscal policies that restored investor
confidence. From the spring of 2002 onwards the serious accounting
irregularities with which some important US companies were charged and
the heightening of international political tensions created uncertainty about
the growth prospects of the United States. A phase of massive portfolio
reallocation ensued as investors shifted into what were considered safer
assets. This caused share prices and the yields on the government bonds of
the leading industrial countries to decline rapidly until October, the rate of
increase in housing pricesto accelerate in some countries, and the dollar to
depreciate sharply. From mid-October, share prices and government bond
yieldsfluctuated widely. Initially, the further easing of monetary conditions
by the Federal Reserve and the Eurosystem helped to sustain investor
confidence. L ater, growing uncertainty about theevolution of thelraqgi crisis
caused equity pricesand government bond yieldsto move lower again until
the beginning of March 2003, on the eve of military operationsin Irag. The
subsequent upturn has brought share prices back to their levels of last
December.

In the United States share prices rebounded strongly after the events of
11 September 2001; by mid-March 2002 the Dow Jones Industrial Average,
composed mainly of the shares of companiesin the traditional sectors, had
risen by around 30 per cent. From mid-March onwards the problems of
accounting irregularities, which had first cometo light in December 2001 in
the Enron case, involved other large companies, denting confidence in
American corporate governance and sending share prices sharply lower.
Therewasapauseinthedeclineinequitiesin August, following thedecision
of the US Congress to tighten some of the provisions of company law
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regarding accounting practices. In September, the intensification of
international political tensionsled to afreshfall in equitiesacrossthe board.
Between the middle of March and 9 October 2002, the Dow Jones|ndustrial
Average lost more than 30 per cent; the technology-oriented Nasdaq 100
index lost nearly 50 per cent, and was down by more than 80 per cent from
March 2000 (Figure 1).

Figure 1

SHARE PRICESIN THE UNITED STATES, JAPAN AND THE EURO AREA
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From the end of March 2002 onwards the adjustment of investors
portfolios favoured US Treasury securities. Despite the increase in supply
due to the worsening of America’s public finances, the yield on ten-year
Treasury notes came down from around 5.5 per cent to 3.6 per cent in early
October, thelowest level in morethanforty years. Long-termyieldsalsofell
in real terms: deflating nominal long-term yields with long-term inflation
expectationsderived from Consensus Forecasts, between April and October
2002 real ratesfell in the United States by more than one percentage point,
to 1.4 per cent; yields on securities indexed to inflation came down by the
same measure, to 2 per cent.



US share prices and government bond yields began to display marked
fluctuationsinmid-October. Aninitial upturn, whichisthought to have been
assisted by signs of economic recovery and the further monetary easing by
the Federal Reserve in November, was followed by a new downturn dueto
the fears kindled by the possibility of a conflict with Irag. Between
December 2002 and the beginning of March 2003 the Dow Jones Industrial
Averagelost 15 per cent, whileyieldsonten-year Treasury notescamedown
by 0.4 percentage points to 3.6 per cent. Subsequently, share prices and
government bond yields turned upwards and at the beginning of May both
had regained their December levels. On 6 May the Federa Reserve
expressed concern about a further reduction in inflation and altered its
assessment of the risks, assigning greater weight to those of aweakening of
the economy. This drove down the yield on ten-year government paper,
which in mid-May had fallen to 3.4 per cent; share prices continued to rise
in the middle part of the month.

In Japan share prices rallied temporarily between February and May
2002, but over the rest of the year and in the first four months of 2003 they
returned to the downward trend that had emerged at the turn of 2000.
Between January 2002 and April 2003 the Nikkel 225 index lost 28 per cent,
returning to thelevelsof 1983. The declinein bank shareswaslarger (39 per
cent). Share prices have recovered slightly since the beginning of May, with
the Nikkei up by 6 per cent and bank shares by 7 per cent.

From the start of 2002 yields on ten-year Japanese government bonds
have come down by 0.9 percentage points, to 0.6 per cent. Neither the large
increase in Japan’'s public debt nor the debt downgrade announced in the
spring of 2002 by the major rating agencies (Moody’s and Standard and
Poor’s) have affected bond prices.

In the foreign exchange markets a period of dollar depreciation began
in March 2002, ending arise that had changed the US currency’s externa
value significantly; according to the indicator calculated by the Federal
Reserve, in February 2002 the dollar was around 25 per cent stronger inreal
effective terms than at the beginning of 1997. Concern over the large
expansion inthe US current account deficit, which exceeded $500 billionin
2002, has recently contributed to the weakness of the dollar. Between
February of 2002 and mid-May of thisyear the dollar depreciated by 25 per
cent against the euro, to avalue of $1.16 per euro; over the same period its
depreciation against the Japanese yen and the Canadian dollar was equal to
12 and 15 per cent, respectively. In nominal effective terms the US
currency’ sdepreciation between February 2002 and April 2003 cametoonly
5 per cent; the real effective exchange rate also weakened by the same
measure. The dollar’s broad stability against the Asian currencies helped to
curb the changes in the effective exchange rate: China, Hong Kong and
Malaysia maintained their respective pegs with the dollar, while the
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currencies of Taiwan, South Korea, Singapore and Thailand registered
modest gains, ranging between 1 and 7 per cent. To curb the appreciation of
their currencies, the authorities of the Asian countries augmented their
official reserves substantially. In addition, the currencies of the main Latin
American countriesweakened against thedollar: theMexican peso by 14 per
cent, the Brazilian real by 22 per cent, the Argentine peso by 32 per cent and
the Venezuelan bolivar by 44 per cent.

I nternational banking and the derivatives markets

Therewasaslowdown ininternational banking activity in 2002, above
all for banks operating in the euro area and Japan. The declinein euro-area
banks' lending abroad reflected afall in demand and, in the case of German
banks, themore prudent lending policiesadopted in responseto earningsand
balance-sheet weaknesses. The latter also explain the retrenchment of
Japanese banks' international operations, extending a trend that has now
been under way for several years.

Investors' stronger preference for less risky instruments penalized
international issuesof private-sector bonds. Theacute uncertainty caused by
the accounting irregularities that emerged at the start of the year and,
subsequently, by mounting international political tensions increased the
variability of the prices of financia assets and, with it, the demand for
hedging with derivative instruments, which expanded strongly again last
year.

Net of exchange rate variations, the stock of cross-border credit (loans,
equities, public and private-sector bonds) granted by banksresident in BIS
reporting countries - that is, theindustrial countries and the major offshore
centres - grew by around $430 hillion in the first three quarters of 2002,
compared with $630 billion in the same period of 2001. The substantial
decline in new lending from ($450 billion to $130 billion), particularly on
the part of Japanese and German banks and involving both bank and
non-bank counterparties, wasaccompanied by an appreciableincreasein net
purchases of securities (from $170 billion to $300 billion). Banks' exposure
to the emerging economies continued to fall, albeit more slowly.

Turning to the derivatives markets, turnover and the year-end stock of
contracts outstanding remained at the high levelsthey had reached in 2001,
a year of exceptional expansion. The notional value of exchange-traded
futures, nearly all of them involving interest rates, rose by 7 per cent to
$10.34 trillion. That of options, more than four fifths of which are based on
interest rates, fell by 4 per cent to $13.54 trillion, after increasing by 240 per
cent in 2001.



An important development in the derivatives markets in recent years
has been the very substantial growth in recourse to techniques for
transferring credit risk. Among the instruments used, credit derivatives,
consisting amost entirely of credit default swaps, are those spreading most
rapidly in over-the-counter markets; unlike traditional derivatives, which
allow banksto transfer market risks, such as exchange rate and interest rate
risk, credit default swaps make it possible to transfer the credit risk
associated with the core activity of lending, which banks had previously
found difficult to dispose of in the market.

A qualitative survey conducted by the central banks of the G-10
countries and published in January 2003 evaluated the scale of the
phenomenon and its implications for the functioning and stability of the
financial system. The survey suggests that while some banks give up credit
risk and others take it on, the banking system as a whole is a net buyer of
“protection”; thelatter istypically sold by theinsuranceindustry. Thesurvey
interviews do not provide evidence of an excessive concentration of therisk
among investors, a view apparently borne out by the absence of severe
instability on the occasion of traumatic eventssuch asthecrisisin Argentina
and the Enron affair at the start of 2002. On the other hand, there appearsto
be ahigh degree of concentration intheintermediation of credit derivatives,
with a consequent increase in counterparty risk.

Financial marketsin the emerging countries

Theperformance of thefinancial marketsinthe emerging countries|ast
year varied markedly from region to region. The main countries of Asia
benefited from the relative stability of their currencies and very favourable
terms of accessto the international markets, partly as a consequence of the
positive performance of their respective economies, the absence of
pronounced macroeconomic disequilibria and the progress made in
implementing structural reforms. The variations in the exchange rates of
their currencies against the dollar were limited and yield differentials
between their dollar-denominated bonds and the corresponding US
securities remained at historically low levels, averaging four percentage
points. The Asian stock markets moved virtualy in parallel with the US
market; between the start of 2002 and mid-May of thisyear they lost 11 per
cent, a figure similar to that registered in the United States. The SARS
epidemic, which struck some countries of East Asiathis spring, has not yet
had major repercussionson thefinancial markets. In Russiathe continuation
of rapid economic growth and the large budget surplus led to a further
improvement in financial conditions. Since the beginning of 2002 theyield
differential between Russian bonds denominated in dollars and the
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corresponding US securities has narrowed by 3.5 percentage points to 3.2
points, whilethe stock market index has risen by more than 70 per cent. The
cost of borrowing abroad also remained low for the countries of Central and
Eastern Europe and the M editerranean that will join the European Union on
1 May 2004. By contrast, financial conditionsdeteriorated in somecountries
of Latin Americaand in Turkey, although they have improved significantly
since the turn of the year.

Argentina has yet to reach an agreement with creditors on the
restructuring of its massive foreign debt, following the crisis that exploded
in December 2001 with the moratorium on foreign debt and culminated in
January 2002 with the abandonment of the currency board regime.
Consequently, the country has been unable to tap the international capital
markets.

Inthefirst half of 2002 Argentina’s currency depreciated by nearly 75
per cent against the dollar, falling to 3.9 pesos per dollar; in the second half
the exchange rate stabilized at around 3.6 pesos to the dollar and since the
start of thisyear it has strengthened by 13 per cent, to 3. The improvement
in the trade balance, the upturn in production and the restrictive stance of
monetary and budgetary policy have contributed to this recovery. In
addition, in January 2003 Argentinabenefited from the grant of $6.8 billion
of IMFfinancing, consisting of astandby |oan and atwelve-month extension
of the payments due in respect of loans disbursed in earlier years.

In Brazil, thefinancial markets came under heavy speculative pressure
from the spring of 2002 onwards. From the middle of March to the end of
September, the yield differential between long-term dollar-denominated
bonds issued by the Brazilian Treasury and the corresponding US bonds
widened by more than 17 percentage points to exceed 24 points; over the
same period the exchange rate against the dollar weakened by around 40 per
cent. The uncertainty surrounding the outcome of the presidential election
of October and continuance with stringent economic policies fueled
concernsabout the sustainability of the public debt, partly owingtothelarge
proportion that was indexed to financial and foreign-currency parameters.
With aview torestoring the confidence of the markets, in September theIMF
granted Brazil afinancial assistance programme of more than $30 billion,
the largest in the history of the Fund. This support and the subsequent
dissipation of political uncertainty helped to easethetensions. By mid-May
2003 theexchangerate of thereal had strengthened by 26 per cent compared
with the end of September and the interest rate differential had narrowed to
astill onerous 8.3 percentage points.

In Turkey, theintensification of political uncertainty during the run-up
to the November elections caused the yield differential between Turkish
government bonds denominated in dollars and the corresponding US



securitiesto widen to more than 10 percentage pointsin the summer and led
toasharp dide of the Turkish liraagainst the dollar (15 per cent between the
end of May and the end of July). The outcome of the elections and the
resulting prospects of economic stability helped to narrow the yield
differential to 5.7 points at the beginning of December. In the final months
of 2002 the rapid deterioration of the international political situation led to
anew worsening; inmid-May 2003 theyield differential stood at 7.6 points,
having touched 11.5 points in March.

In the last two years the international community has been engaged in
major efforts to prepare mechanisms guaranteeing the timely and orderly
restructuring of sovereign debt. In November 2001 the IMF proposed
amending the Fund’'s Articles by introducing a Sovereign Debt
Restructuring Mechanism, to be activated when a country’s financial
situation was demonstrably “unsustainable”. The proposal did not gain the
support needed for formal adoption by the Fund’s Board of Governors,
however, and so in the recent Washington meetings it was decided that the
Fund’swork inthe coming months should focus on significant aspects of the
restructuring process without regard to this specific proposal.

Meanwhile, work has gone forward on defining and promoting
collective action clauses, i.e. contractual standards aimed at facilitating the
aggregation and representation of private creditors and precluding the
possibility for minority creditors to obstruct the debt restructuring process
with legal action.

The governing bodies of the international organizations have also
agreed to stimulate the diffusion of collective action clauses in the debt
contracts of the emerging countries, particularly through the inclusion of
these clauses in the government securities of the advanced countries. The
aim of the initiative is to create a critical mass of government securities
denominated in foreign currency and issued in international markets,
thereby attenuating theemerging countries reluctancetoincludetheclauses
for fear of incurring anincreasein their borrowing costs. On the occasion of
the informal meeting of the Ecofin Council in Copenhagen in September
2002, the European authorities undertook to introduce collective action
clauses in their respective government securities issued in foreign
jurisdictions. The commitment was reaffirmed at the meetings in
Washington.

Primarily at the initiative of the European countries and severd
private-sector organizations, athird approach has been developedin paralel
with these efforts. In the absence of a more structured legal framework, it
seeks to use the scope for “informal” action and for dialogue in order to
formulate a*“code of conduct” for creditors and debtors.
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RECENT DEVELOPMENTSAND ECONOMIC POLICIES

Economic developmentsin theindustrial countries

Theworld cyclical upturn that began in the fourth quarter of 2001 was
led by resurgent demand in the United States, where average GDP growth
increased from 0.3 per cent in 2001 to 2.4 per cent in 2002. But the recovery
slackened progressively in the second half of the year, due to heightened
geopolitical tensions and the negative performance of the financial markets.
USgrowth slowed sharply inthefourth quarter and remained barely positive
inthefirst quarter of 2003. Theyear-on-year expansion of economic activity
inthe euro areaslowed from 1.4 per cent in 2001 to 0.8 per cent in 2002, and
with a decelerating trend in the course of the year. In the United Kingdom,
by contrast, growth remained relatively robust. In Japan the cyclica
improvement, which depended exclusively on stronger foreign demand,
remains fragile given the continuing weakness of domestic demand.

The United Sates. — After three successive quarters of contraction, the
US economy began to expand once more in the fourth quarter of 2001. In
2002 growth was sustained by exceptionally expansive monetary and fiscal
policy (Table 1). The increase in consumption and public investment
contributed one third of total growth. However, the performance of the
economy was discontinuous, owing in part to renewed fears of terrorist
attacks and the emergence of concerns over the soundness of corporate
governance. Late in the year the completion of the inventory cycle and the
uncertainty associated with the worsening of the Iragi crisis sslowed GDP
growth to 1.4 per cent.

Consumption, havingincreased by 2.5 per centin 2001, continued to be
the prime engine of aggregate demand in 2002 as well, with an increase of
3.1 per cent. Household spending benefited from rapid growth of real
disposable income (4.3 per cent), sustained by tax cuts passed in 2001 and
rising real wages. Someimpetuswas also provided by asubstantial increase
in mortgage renegotiations prompted chiefly by the sharp declinein interest
rates, which enabled consumers to exploit the rise in real estate valuesin
recent yearsin order to take out more debt. Strong housing demand, financed
by new mortgages, fueled residential investment, which rose by 3.9 per cent



on average for the year. The ratio of household debt to disposable income
rose from 95.9 per cent at the end of 2001 to 99.8 per cent ayear later. The
decline in households' net wealth under way since the second half of 2000
as aresult of the fall in share prices had repercussions on the growth of
consumption. Net wealth fell from 586.6 per cent of disposable incomein
2000 to 553.1 per cent in 2001 and 500 per cent at the end of |ast year.

Table 1
GROSSDOMESTIC PRODUCT AND DEMAND
INTHE LEADING INDUSTRIAL COUNTRIES
(at constant prices; unless otherwise indicated, annualized percentage
changes on previous period)
2002 2003
2001 2002
Q1 Q2 Q3 Q4 Q1
United States
GDP ... 0.3 2.4 5.0 1.3 4.0 14 1.9
Household consumption (1) 25 3.1 3.1 1.8 4.2 1.7 2.0
General government
expenditure (2) ........ 3.7 4.4 5.6 14 2.9 4.6 0.3
Gross fixed private
investment . ........... -3.8 -3.1 -0.5 -1.0 -0.3 4.4 -0.2
Change in stocks (3) ...... -1.2 0.7 2.6 13 0.6 0.3 -0.5
Netexports (3) ........... -0.2 -0.7 -0.8 -1.4 .. -1.6 0.9
Japan
GDP ... 0.4 0.2 .. 5.2 3.1 1.9 ..
Household consumption (1) 1.7 14 1.7 14 2.6 .. 14
General government
expenditure .......... 2.6 2.3 13 0.5 34 1.2 34
Gross fixed investment .... | -0.9 -4.6 -5.0 17 1.3 45 0.9
Change in stocks (3) ...... . -0.4 -1.8 2.0 1.6 -0.9 -0.8
Net exports (3) ........... -0.7 0.7 1.9 1.8 -0.9 14 -0.7
Euro area
GDP ... 1.4 0.8 1.7 15 14 0.3
Household consumption (1) 1.8 0.6 -0.5 11 2.0 1.6
General government
expenditure ........... 2.1 2.6 3.7 3.0 1.7 0.8
Gross fixed investment . . .. -0.6 —-2.6 2.7 -5.0 0.6 0.2
Change in stocks (3) (4) -0.3 -0.1 0.4 0.3 -0.6 0.5
Netexports (3) ........... 0.5 0.6 15 11 0.4 -1.3
United Kingdom
GDP ... 21 1.8 0.5 2.4 4.3 15 0.6
Household consumption (1) 4.1 3.8 25 4.5 3.1 4.3 1.6
General government
expenditure ........... 25 3.8 8.7 -5.3 15 4.2 5.8
Gross fixed investment . . .. 1.0 -3.2 -8.5 3.6 -1.0 1.8 -0.5
Change in stocks (3) (4) ... | -0.7 -0.1 0.4 -34 3.8 2.6 -0.3
Net exports (3) ........... -0.6 -0.9 -1.7 3.1 -1.7 -5.2 -1.1
Sources: Eurostat and national statistics.
(1) Comprises spending on consumption of resident households and that of non-profit institutions serving households. — (2) Includes
public investment. — (3) Contribution to GDP growth in percentage points. — (4) Includes net acquisitions of valuables.
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The labour market remained sluggish throughout 2002. Payroll
employment, which had already contracted significantly in the second half
of 2001, continued to declinein thefirst quarter of 2002, albeit more slowly,
before stabilizing in the second and third. In November and December it
contracted again. Between June 2001 and December 2002 total payroll
employment in the non-farm private sector diminished by 1,893,000
(457,000 in 2002), the steepest fall occurring in manufacturing (1,294,000,
including 608,000 in 2002). Over the same period public employment
increased by 455,000 (237,000 in 2002). In 2002 the unemployment rate
ranged between 5.6 and 6 per cent, itsrise limited by a modest decline in
labour market participation.

The expected investment recovery in 2002 did not materialize. Fixed
investment other than in residential construction continued to declinein the
first two quarters, steadied in the third and turned moderately upwards only
in the fourth, with growth of 2.3 per cent after eight consecutive quarterly
contractions. The persistent weakness of non-residential investment in
2002, despite the recovery in economic activity, is ascribable mainly to a
climate of pessimism triggered by international political tensionsand aloss
of confidencein US corporate governance. Another contributing factor was
poorer-than-expected profit performance.

A study by the Federal Reserve, however, holds that an investment
recovery was not impeded by generalized excess capacity, despite the
exceptional investment boom of the second half of the 1990s. Overcapacity,
according to the study, is found only in construction (plants and office
space). Investment in this sector, which accounts for 15 per cent of private
sector fixed investment, again contracted sharply last year. Nevertheless, the
proportion of vacant non-residential buildings continued to increase.
Investment in machinery, by contrast, returned to growth in the second
quarter, reflecting the recovery in investment in digital equipment.
Investment in these goods, which had powered the protracted expansion of
the 1990s before diminishing sharply in 2001, resumed growth in the first
guarter of 2002, thanks to the steady fall in their relative prices. The
year-on-year increase of 9.1 per cent was neverthel ess decidedly lower than
the annual average of 17 per cent from 1992 to 2000.

The profits of non-financial corporations as defined by the national
accounts recorded a sharp upturn in the fourth quarter of 2001 and then
continued to expand moderately last year, with atwel ve-month increment of
5.7 per centinthefourth quarter. Thegrowth of profits, which benefited from
lower unit labour costs as productivity outpaced wages, was curbed by the
downward trend in the GDP deflator, owing to weak demand and the high
degree of market competition. Even this modest increase in earnings,
combined with slack investment, enabled firms to keep their financial
position from worsening. The debt-to-equity ratio, after rising from 51.3 per



cent in 2000 to 55.7 per cent in 2001 (at market prices) only edged up to 56.1
per cent at the end of 2002.

Consumer price inflation, very low in the first haf of the year,
accelerated from 1.1 per cent in June to 2.4 per cent in December. The
increasewasaccounted for entirely by thereversal inthetwelve-month trend
in energy prices (from —11.1 to +10.7 per cent). Core inflation (excluding
energy and food products), which is generally considered a better indicator
of domestic price pressures, continued to abate from 2.6 per cent in January
to 1.9 per cent in December and 1.5 per cent in April 2003. The reduction
was due partly to a slowdown in service prices, whose twelve-month rise
eased in those same months from 3.9 to 3.4 to 2.9 per cent.

Productivity continued to improve. In the non-farm private sector,
labour productivity rose by 4.8 per cent on average for the year, after again
of 1.1 per cent in 2001, powered in part by the cyclical upturn. From 1996
to 2002, the average annual rate of productivity growth was 2.6 per cent,
about 1.2 points higher than the average for 1974-1995.

Economic activity remained sluggish in the first quarter of 2003. GDP
grew at an annual rate of 1.9 per cent. Investment was curbed by uncertainty
over the course and duration of the conflict with Irag. A 4.8 per cent
contraction in non-residential investment and a slackening of the build-up
in stocks trimmed about one percentage point from growth. Investments
in digital equipment and residential construction were not affected by
the general weakening and grew by 7.4 and 11 per cent respectively.
Consumption growth was slack (2 per cent), owingin part to the effect of the
jumpinoil priceson real disposableincome, whose growth was 2.3 per cent
compared with 2.4 per cent in the fourth quarter of 2002. Hourly wagesin
the non-farm private sector rose by 3.5 per cent in nomina terms but
declined by 0.3 per cent in real terms.

Japan. — Economic activity registered a weak recovery after the
recession of 2001, fuel ed by asharp accel eration in exports, whichincreased
by ayearly average of 8.2 per cent in 2002 following the previous year’s
steep declineof 6.1 per cent. Nevertheless, GDPgrowth waslimitedto avery
modest 0.2 per cent, as more than half of the strong contribution from the
external sector was offset by the weakness of domestic demand components
(Table 1).

Consumption growth slowed from 1.7 to 1.4 per cent in 2002, as
households' disposable income diminished for the fourth consecutive year
(by 1.2 per cent), reflecting worsening labour market conditions. The
contraction in employment sharpened from 0.5 to 1.3 per cent. Real wages
decreased by 1.3 per cent, 1 point more thanin 2001. Despite areductionin
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the labour force, the average unemployment rate for the year rose from 5to
5.4 per cent. The Tankan survey of 9,000 non-financial firmsfound that the
job losses were accounted for chiefly by large firms (those with more than
1,000 employees), whosework force was reduced by 4 per cent in 2002, and
to a lesser extent by small firms. Employment in medium-sized firms
increased dlightly (0.7 per cent).

A gradual recovery in corporate profits, most notably in manufacturing,
ascribable largely to the containment of staff costs, prompted a resumption
of investment late in 2002. Even so, private non-residential investment
decreased by 4.5 per cent year-on-year, reflecting the downswing of 2001.

Prices and wages declined for the fifth year running. The consumer
price index, net of the most volatile component of fresh food products,
declined by 0.8 per cent on average for the year, asin 2001. The reduction
in nominal wages steepened, from 1.1 to 2.4 per cent.

Inthefirst quarter of 2003 GDP was unchanged from the fourth quarter
of 2002, under the impact of a contraction of exports and the negative
contribution of stock-building.

TheUnited Kingdom. — After therel atively limited decel eration of 2001
(to growth of 2.1 per cent from 3.1 per cent in 2000), British GDP growth
held at 1.8 per cent last year. As in 2001, the factors sustaining economic
activity werethe considerable growth of consumption (3.8 per cent) and the
pick-up in public spending. Fixed corporate investment remained the
principa weakness in demand, registering a contraction of 8 per cent.
Household spending continued to benefit from the risein real-estate prices.
The Halifax House Price Index rose by an average of 21 per cent in 2002,
compared with an average of 8.5 per cent over the previousthree years. As
a result households had greater capacity to borrow, and mortgage debt
increased by 11.2 per cent, following the 7.5 per cent rise of 2001, the ratio
of total household debt to disposableincomeis estimated to have risen from
87.9 to 96.5 per cent. Despite the slowdown in economic growth, the
unemployment rate remained virtually unchanged at just over 5 per cent
according to the harmonized international definition. However, the number
of hoursworked per capitadecreased. The consumer priceindex, excluding
mortgage interest, accelerated significantly starting in mid-year, from a
twelve-month rate of 1.5 per cent in Juneto 3 per cent in March 2003. The
acceleration reflected risesin energy prices and in the imputed maintenance
cost of owner-occupied dwellings.

Economic policiesin the leading industrial countries

Fiscal policies. — Last year the United Statesintensified the expansive
fiscal stance it had adopted in mid-2001. The federal budget swung from



overall surpluses of $236.4 hillion in the fiscal year ending in September
2000 and $127.3 billioninfiscal 2001 to adeficit of $157.8 billion or 1.5 per
cent of GDP in 2002. The deterioration of nearly 4 per cent of GDP in two
years was comparableto that of the early 1980s and, earlier still, of the two
yearsfollowing thefirst oil shock. Ininternational terms, theworsening was
comparable, in proportion to GDP, to that experienced by Germany with
reunification or by Japan in 1992-93. Net of the social security surplus, the
budget deficit amounted to $317.5 hillion in 2002, compared with $33.4
billion in 2001. Private-sector holdings of federal debt increased for thefirst
time since 1993, from 33.1 to 34.3 per cent of GDP.

The rapid widening of the deficit in 2002 stemmed in equal measure
from revenue reductions ($146 billion) dueto tax cuts and slow growth and
from spending increases ($138 billion), about a third of which went to
defence.

In May 2003 the Congressional Budget Office estimated that owing in
part to the allocations for the war with Iraq passed by Congressin April (a
total of $79 billion, $40 billion of it in the current fiscal year), the federal
deficit in fiscal 2003 would exceed $300 billion or about 3 per cent of GDP,

On 23 May Congress passed a set of tax cuts totaling $320 billion in
the ten years from 2003 to 2013. The programme presented by the
Administration in February had caled for even larger cuts totaling
$750 billion (not counting the effects of the extension beyond 2010
of the measures included in the Employment Growth and Tax Relief
Reconciliation Act of 2001). The most important measure in the original
package was the tax exemption for dividend income. As passed, however,
the measure subjects dividends, only until 2008, to withholding tax at the
samerate asthe capital gainstax. Expendituresof about $30 billionwerealso
enacted, consisting in transfers to state and loca governments and to
low-paid workers. The deficitsof the next few yearswill also reflect the cost
of peacekeeping and reconstruction in Irag. The amount of these costs is
guite uncertain, current estimates ranging anywhere between $100 billion
and $600 billion over ten years.

In Japan, after the budget cut of 2001, fiscal policy adopted a more
expansive stance. According to the OECD, the public deficit, including the
socia security balance, rose from 6.1 to 7.1 per cent of GDPin 2002. On a
cyclically adjusted basisit increased by 0.8 percentage points. At the end of
2002 gross public debt amounted to 140.6 per cent of GDP, compared with
131.4 per cent ayear earlier.

The budget for the current fiscal year beginning in April was passed in
March 2003. It limits real total expenditure to the previous year’s amount,
makes only slight reductions in investment and public works and provides
for employment measures. Ontherevenueside, therearetax cutsworth ¥1.8
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trillionor 0.4 per cent of GDPintheform of temporary investment subsidies,
lower taxes on financia transactions and tax reductions for small and
medium-sized enterprises.

The United Kingdom al so adopted an expansive fiscal stance in 2002.
In April the Treasury estimated the overall public sector deficit, including
capital expenditure, at 2.3 per cent of GDPinthe2002-03 fiscal year (ending
in March), compared with balance the previousyear and asurplusof 1.7 per
cent in 2000-01. The deterioration in the last year was due chiefly to a
revenue decline of 1.2 percentage points of GDP caused by the poor
performance of the financial market, and a 0.9-point rise in current
expenditure, mostly on socia security, health and education.

Despite the recent worsening, the UK public finances remain sound,
especially by comparison with the other EU countries. The gross debt of the
public sector cameto 38 per cent of GDP in March 2003, far below the EU
average of 62.7 per cent at the end of 2002. The Treasury calculates that the
worsening in the last two years should not jeopardize the fiscal policy
constraint set in 1998, namely medium-term budget balance on current
account.

Monetary policies. — In the United States, after repeated reductionsin
the official interest rates totaling 4.75 percentage pointsin 2001, monetary
conditions remained strongly expansive last year. Over the first ten months
the Federal Reserve kept the target federal funds rate and the discount rate
at their December 2001 levels of 1.75 and 1.25 per cent. On 6 November,
against a background of slackening economic activity, low inflation and
deepening uncertainty, the Federal Open Market Committee again lowered
theratesby 0.5 percentage points. At the sametimethe Fed announced ashift
initsassessment of risks, assigning the sameimportancetoinflation astothe
weakening of the economy, which until then had been considered prevalent.

Inthefirst half of 2002 the real short-term interest rate, deflated by the
rise in the consumer price index over the previous 12 months, was 0.5 per
cent. From mid-year it began to decline again, owing partly to the increase
ininflation. It turned negative in October, and by April 2003 was around —1
per cent. In the light of partly inconsistent recent trends in the economic
indicators, on 6 May the Open Market Committee decided to keep interest
rates unchanged. Fears of a decline in the core inflation rate from its low
current level nevertheless prompted the Fed to revise its previous risk
assessment, assigning greater weight to the possible further weakening of
the economy.

In Japan, despite the dlight pick-up in economic activity, persistent
deflationary pressure led the authorities to continue to sustain the economy



and step up measures for the direct expansion of liquidity. The target for
financial institutions current account balances with the central bank was
raised repeatedly, from ¥10-15 trillion in December 2001 to ¥27-30 trillion
at theend of May 2003. Thiskept very-short-terminterest ratescloseto zero.

The monthly ceiling on the Bank of Japan’s outright purchases of
government securities was raised from ¥800 billion in December 2001 to
¥1.2 trillion at the end of October 2002. In December, in order to provide
indirect support for bank lending to firms, the range of instruments banks
may use as collateral or contra-items for refinancing with the central bank
was extended. As announced on 18 September, the central bank began a
programme of purchases of sharesheld by commercial banks. In April 2003,
the Bank of Japan said it was considering, as an extraordinary measure, the
purchase of asset-backed securities based on banks loans to small and
medium-sized enterprises and the latter’s receivables from other firms.

Despitethe strong expansiveimpul se from the central bank, the growth
of the broad monetary aggregate (M2 + CDs) continued to be slow. The
twelve-month rate of increase held at around 3.7 per cent in the course of
2002 but then declined to 1.4 per cent by April 2003, reflecting persistent
serious problems for the banking system. Credit to the private sector, even
including written-off uncollectable claims, continued to contract. In
December 2002 it was 2.5 per cent lower than ayear earlier.

At the end of October the Government presented a financial recovery
programme with a more systematic and effective approach than in the past
to banks' bad loans. The aim is to halve the ratio of the major banks bad
loans to assets by the end of the 2004 fiscal year. At the end of September,
according to official estimates, the banking system’s bad loans, gross of
provisions, amounted to ¥40 trillion or 8.3 per cent of |oan assets, compared
with ¥36.8 trillion and 7.6 per cent a year earlier. As part of the plan the
Financial Supervisory Authority required the major banks to institute,
immediately, stricter standardsin rating loan quality and al so ordered special
inspections as the closure of the annual accounts drew near.

On 17 May 2003 Resona Bank, Japan's fifth largest, informed the
supervisory authorities that it had failed to meet the capital adequacy
reguirements at the end of the financial year on 31 March. The Government
and the supervisory authoritiesaccordingly decided to recapitalize the bank,
under a legal provision that alows the commitment of public funds to
intermediaries whose troubles threaten to cause systemic instability.

The action to restore soundness to bank balance sheets was
complemented by action to deal with corporate financial difficulties. In
April 2003 the Industrial Revitalization Corporation, a government agency
with a mandate to work for the restructuring of corporations that are in
financial trouble but are still considered viable, was instituted.
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In December 2002 the decision, announced in the autumn, to postpone
to April 2005 the revocation of the unlimited public guarantee of current
account deposits was converted into law.

In the United Kingdom, after the two-point reduction in the reference
rate in 2001 to 4 per cent, the Bank of England kept monetary conditions
unchanged in 2002. The real short-term interest rate, which averaged 1.75
per cent for the year, was 53 basis points higher than in the euro area. This
less accommodating British stance is explained by the rapid growth in
household consumption and debt, fueled by the continuing rise in house
prices. In November, moreover, the rate of consumer price increase net of
mortgage interest went above the central bank’s 2.5 per cent target.

On 6 February, against the backdrop of sharpening international
political tensions and the weakening of domestic demand and the
international business cycle, the Bank of England lowered itsreferencerate
by 0.25 pointsto 3.75 per cent.

The emerging countries

Inthefirst half of 2002 therecovery inworld trade mainly benefited the
Asian economies, both the newly industrialized ones (South Korea, Hong
Kong, Singapore and Taiwan) and the devel oping economies most heavily
dependent on exports of IT products (Malaysia, the Philippines and
Thailand). Inthese countriesasagroup, GDP growth increased from 1.7 per
cent in 2001 to 4.4 per cent in 2002.

In China, whose share of world output on aPPP basiswas 12.7 per cent,
growth picked up from 7.3 to 8 per cent. Domestic demand was fueled
mainly by public expenditure and private spending on consumer durables.
A sharp upturn in exports, whose dollar value rose by 22 per cent, was
accompanied by a comparable speed-up in imports. The inflow of foreign
direct investment expanded to $53 billion, $10 billion more than the average
over the six previous years.

In Latin America, as a consequence of the foreign exchange and
financia crisisin Argentina and the emergence of unfavourable financial
conditionsduring theyear, output stagnated overall in 2002, after expanding
by barely 0.6 per cent in 2001. An export recovery in severa countries
fostered by currency depreciations in the first half of the year was
accompanied by generally slack domestic demand. Despite the difficult
economic sSituation, most countries maintained or adopted rigorous
economic policy stances, which hel ped to keep Argentina’ s abandonment of
the currency board regime early in the year from resulting in hyperinflation.



In Turkey economic activity expanded by 7.8 per cent, practically
recouping the 7.5 per cent declineregistered in 2001 following the February
financial and foreign exchange crisis. In the year to February 2003 the
twelve-month inflation rate was reduced from 73.1 to 27.1 per cent, below
the limit set in the financial assistance agreement with the IMF signed in
February 2002.

Under the decision of the Copenhagen summit in December 2002, ten
countries of Central and Eastern Europe and the M editerranean will become
members of the European Union on 1 May 2004. Two more, Bulgaria and
Romania, should complete the negotiations envisaged in order to join in
2007.

31



32

INTERNATIONAL TRADE AND THE BALANCE OF PAYMENTS

Trade and the prices of raw materials

The growth in world trade, which had come to an abrupt halt in 2001
asaresult of the worst performance since 1982, turned positive again in the
first half of last year. Tradein goodsand servicesat constant pricesincreased
by 2.9 per cent in 2002 as a whole, compared with 0.1 per cent in 2001.

Therecovery in demand in the United States and the quickening of that
in the emerging Asian countries were the spur to the growth in trade.
However, theweaknessof domesti c demand in Europeand Japan throughout
the year and the fall in domestic demand in much of Latin America curbed
the recovery in global trade flows. The situation was exacerbated in the
second half of the year by ageneral weakening of international economic
activity.

Merchandisetradealonegrew by 3.1 per cent, whereasit had contracted
by 0.5 per cent the previous year. This was slow by comparison with the
average of 5.8 per cent over thelast twenty years. Trade increased at almost
the same rate as world output, in contrast to the 1990s, when on average it
had grown twice as fast. The low elasticity of trade with respect to GDPin
2002 was attributable partly to the weakness of economic activity and
internal trade in the euro-area countries, whose share of world merchan-
dise exports (30.6 per cent in 2002) isamost twice aslarge astheir share of
world output (15.7 per cent), and partly to the absence of a recovery in
world demand in the capital goods sector, which is highly integrated
internationally.

The exports of Asian countries grew strongly, thanks to high price
competitiveness aided by the undervaluation of their currencies, and to the
sustained level of economic activity on the continent. In the other leading
economies and regions, however, exports generally stagnated.

Theindex of thedollar pricesof world exports of manufacturesrosefor
thefirst time since 1995; part of the increase of 3.1 per cent was due to the
nominal effective depreciation of the dollar. The index of non-fuel
commodity prices showed a larger rise of 3.8 per cent, but it began from
a historically depressed level; as a result, the terms of trade of
non-oil-exporting devel oping countries improved by 1.3 per cent, the first



such gain since 1995, after a cumulative deterioration of 6 per cent in the
previous SiX years.

The price of crude oil (average for the three main grades), which had
fallen by a substantial 14 per cent year-on-year in 2001, rose by more than
50 per cent in the course of 2002 to stand at around $30 a barrel at the end
of the year, compared with $19.50 twelve months earlier. Oil prices
continued to rise until thefirst half of March, when they reached more than
$34 a barrel, fluctuating widely owing to uncertainty about the course and
duration of the conflict in Irag. In the middle of that month, with the war
under way, they first fell sharply to around $25 a barrel and then recovered
temporarily to over $28. By the beginning of April the risk of significant
destruction of production capacity in Irag and neighbouring countries or a
temporary halt to exports from the Middle East had faded, and for atime oil
prices fluctuated around an average of $25.40 a barrel. Towards the end of
the third week of May they rose again to around $27 a barrel, owing partly
to the announcement of a cut in OPEC production.

At the fourth Ministerial Meeting of the World Trade Organization in
Dohain November 2001 aprogramme had been unveiled that aimed to bring
about afurther substantial multilateral liberalization of world tradein goods
and services. Little of that plan has been implemented so far. Continued
profound differencesamong theleading countriesabout theway toliberalize
the farm sector arejust one of the issuesthat could jeopardize the success of
the next Ministerial Meeting to be held in September in Cancun, Mexico,
which is an important stage if negotiations are to be completed by the end
of 2004.

Balance-of -payments developments

In 2002 the current account deficit of the United States began to widen
considerably again, reflecting the large positive differential that had
re-opened between demand growth in that country and in the other leading
economies (Table 2). As a counterpart to that deficit, the current account
surplus of Asian countries increased substantially, returning to the peak
recorded in 1998 after thefinancial crisisin someeconomiesinthearea. The
emerging countriesintheregion, and especially China, whose currenciesare
pegged to the dollar, enjoyed afurther gain in international competitiveness
due to the depreciation of the US currency. The deficit of Latin American
countries showed thelargest correction since 1983, mainly asaresult of the
fall in domestic demand in the region.

After having decreased dlightly the previous year, the United States
current account deficit rose to $503 billion (4.8 per cent of GDP), compared
with $393 hillion in 2001 (3.9 per cent of GDP).
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Table2

CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS
OF THE MAIN GROUPS OF COUNTRIES

Billions of dollars

As a percentage of GDP

2000 2001 2002 2000 2001 2002
Advanced countries
United States .................... -410.3 | —393.4 | -503.4 -4.2 -39 -4.8
Japan. ... 119.6 87.8 112.8 2.5 2.1 2.8
Euroarea ....................... -61.0 -17.5 60.1 -1.0 -0.3 0.9
Newly industrialized Asian economies
(NIES)(1) ..ovviiiie 44.0 55.5 69.7 4.3 5.8 7.0
of which: South Korea .......... 12.2 8.6 6.1 2.7 2.0 1.3
Developing countries
Latin America .................... -47.7 -53.3 -16.8 -2.4 -2.8 -1.0
of which: Argentina ............. -8.8 -4.4 8.6 -3.1 -1.7 8.3
Brazil ................ —24.6 -23.2 —7.6 -4.1 -4.6 -1.7
Mexico ............... -18.1 | -179 | -14.1 -3.1 -2.9 -2.2
Venezuela ............ -246 | -23.2 -7.6 10.7 3.1 8.1
ASia .. 44.2 34.5 51.2 2.0 1.5 2.1
of which: ASEAN-4 (2) .......... 31.7 20.7 25.1 7.2 5.0 53
China ................ 20.5 17.4 23.3 1.9 1.5 1.9
India ................. -4.3 -0.1 4.4 -0.9 .. 0.9
Middle East (3) .. .........oovn... 65.4 50.3 28.5 7.9 6.3 35
Central and Eastern Europe ........ -212 | =200 -211 -5.3 -4.6 —-4.4
RUuSSia......ooii 44.6 324 30.4 17.2 10.5 8.8
Memorandum items:
Oil-exporting developing countries . 106.1 60.5 41.7 14.7 8.2 5.9
Non-oil-exporting developing
COUNtries .........c.vvvvunnnnnn. =371 | -271 16.1 -0.8 -0.6 0.3
Japan, NIEs and Asian developing
countries ...l 207.8 177.8 233.7 2.6 2.4 3.1

Sources: Based on ECB and IMF data and national statistics.

(1) Hong Kong, Singapore, South Korea and Taiwan. — (2) Indonesia, Malaysia, the Philippines and Thailand. — (3) Including Malta

and Turkey.

The improvement in the competitiveness of US products in world
markets was small, 3.1 per cent in relation to the previous year on the basis
of producer prices. It was the result of the modest depreciation of the dollar
in effective terms, both because the currencies of emerging Asian countries
remained broadly stable against the dollar and because those of the largest
Latin American countries also weakened. Between 1995 and 2001 the
international competitiveness of US products had deteriorated by 18.8 per

cent.



The current account surplus of the Asian countriesasagroup rosefrom
$178 billionin 2001 to $234 billion in 2002, the largest increase since 1998.
Japan’s surplus began to grow again, rising from $88 billion to $113 billion,
egual to 2.8 per cent of GDP; this reflected an increase in the trade surplus
from $70 billion to $94 billion generated by a strong recovery in exports,
mainly to emerging Asian countries and the United States. Japan’s net
international investment position had risen to $1,370 billion at the end of
2001, equal to 35.3 per cent of GDP. The current account surplusof thenewly
industrialized countries rose from $56 billion to $70 billion (7 per cent of
GDP); China's increased from $17 billion to $23 billion (1.9 per cent of
GDP) and that of the ASEAN-4 countries rose from $21 hillion to $25
billion (5.3 per cent of GDP).

The aggregate current account deficit of Latin American countriesfell
from $53 billion in 2001 to $17 billion last year, and from 2.8 to 1 per cent
of GDP. Asapercentage of output, the decrease was morethan that recorded
in 1999 (1.3 points) and the largest since 1983, when the deficit had come
downby morethanfivepoints. Thecorrectionin Argentinawasexceptional ly
large, adeficit of $4.4 billion giving way to a surplus of $8.6 billion, equal
to 8.3 per cent of GDP; Brazil’s deficit also decreased substantially, from
$23.2 billion to $7.6 billion, and from 4.6 to 1.7 per cent of GDP.

Theeuro arearecorded a current account surplusfor thefirst timesince
1997; it amounted to $60 billion, equal to 0.9 per cent of GDP, and contrasted
with a deficit of $18 billion in 2001.

The Central and Eastern European countries, however, continued to run
alarge deficit of $21 billion, equal to 4.4 per cent of GDP. Despite therise
inoil prices, Russia s surplus contracted from $32 billion to $30 billion (8.8
per cent of GDP) as aresult of rapid growth in imports of consumer goods.

In 2002 the gross capital flowsin the balance of payments of the United
States continued to be affected by the weakness of the financial markets.
There was a further decline in gross inflows (from $753 billion to $630
billion) and an even larger one in gross outflows (from $366 billion to $152
billion). The composition of the capital flows financing the external
imbal ance al so changed. For thefirst timesince 1996 therewerenet outflows
of $93 billion in respect of direct investment, caused by asharp reductionin
gross inflows ($30 billion, compared with $131 billion in 2001 and an
average of $260 billion ayear between 1998 and 2000). By contrast, there
was an increase in net inflows on account of portfolio investment and other
types of investment, which are more volatile than direct investment: net
inward portfolio investment grew from $331 billion to $378 billion and the
“other investment” residual, which includes bank capital, rose from $52
billion to $193 billion. These increases reflected an exceptionally large
decrease in gross outflows, from $238 billion to $29 hillion.
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Net capital flows to emerging countries

Net private capital inflows to emerging countries increased in 2002
after having fallen for two years, but there were marked differences in
growth rates between regions and between types of investment. The overall
total rose from $39 billionin 2001 to $86 billion, closeto thelevel recorded
in 1999 beforethe crisesin Turkey and Argentina(Table 3) but still far short
of the peak of $218 billion a year recorded in 1995 and 1996. Official
financing fell from $39 billion to $26 billion.

The greatest beneficiaries of the recovery in private capital flowswere
theemerging Asian countries, where net inflowsrosefrom $16 billionto $70
billion, the highest level since 1996; the countries of Central and Eastern
Europe and the former USSR benefited to a smaller degree, recording an
increase from $21 billion to $34 hillion.

Net foreign direct investment in emerging countriesfell from a peak of
$171 billion in 2001 to $139 billion in 2002 but remained by far the largest
source of external finance. The decline, which was also substantial in
relation to the average of $152 hillion for the previous five years, affected
mainly the countriesin Latin America and to alesser extent those in Africa
and the Middle East.

In Asia the increase in capital flows can be attributed partly to arise
in net direct investment from $47 hillion to $55 billion and partly to a
further appreciable improvement in the net position on account of “other
investment”, which includes movements of bank capital; here net outflows
of $18billionin2001 gaveway tonetinflowsof $32billion, probably because
the effects of the region’s serious banking crisis in 1997-98 had finally
dissipated. Theincreased current account surplus and larger capital inflows
to these countriesintensified the upward pressure on their currencies, which
theauthoritiescountered by increasingtheir intervention purchasesof foreign
currency. Countriesintheregion added $167 billionto their official reserves
last year, twiceasmuch asin 2001. Excluding gold, the stock of reservesheld
by these countries stood at $975 billion at the end of the year, compared with
$518 hillionin 1997. Onthebasisof thelatest survey by the IMF, 68 per cent
of worldforeign exchangereserveswereheldin USdollarsat theend of 2001
and 13 per centineuros, not dissimilar totheproportionheldin Germanmarks
before the launch of the single European currency. The proportion of euros
probably increased in 2002, partly asaresult of the declared desire of some
countries to make greater use of the currency for reserve purposes.

In Latin America, by contrast, net inflowsvirtually dried up ($2 billion
in 2002, against $35 billion in 2001 and $51 billion in 2000), owing partly
to lower net direct investment ($39 billion, compared with $66 billion in
2001) and partly to net outflows of portfolio investment for the first time
since the 1980s ($7 billion).



NET CAPITAL FLOWSTO EMERGING COUNTRIES (1)
(billions of dollars)

Table 3

%’S?}gg 1997 1998 1999 2000 2001 2002
All emerging countries

Net private flows .......... 218.4 75.7 53.4 96.0 51.1 38.8 85.9
Direct investment ........ 102.3 136.0 148.8 156.8 149.0 170.5 139.2
Portfolio investment . . .. .. 71.7 48.5 1.7 41.4 12.1 -38.5 -36.6
Other investment ........ 44.4 | -108.8 -97.1| -102.2 | -110.1 -93.2 -16.7

Net official flows ........... 12.8 56.3 83.0 14.0 -3.8 38.8 25.8

Memorandum item:

Change in reserves (2) .. -113.7 -62.0| -535| -86.8| -113.3| -118.5| —209.0
Asia (3)

Net private flows .......... 110.8 12.0 —44.9 6.3 -18.3 155 69.5
Direct investment ........ 53.2 56.4 59.3 60.3 53.0 46.5 55.3
Portfolio investment .. .. .. 27.8 7.1 -17.9 14.4 4.3 -13.5 -18.1
Other investment ........ 29.9 -51.5 -86.3 -68.4 -75.5 17.6 32.3

Net official flows ........... -4.2 17.1 26.1 4.2 3.2 -6.0 -10.2

Memorandum item:

Change in reserves (2) .. -449 | -150( -679| -789| -49.0| -84.6| -166.9
Latin America

Net private flows .......... 52.2 58.7 63.3 50.2 50.5 34.7 2.1
Directinvestment ........ 28.1 51.1 56.1 58.1 57.1 65.9 38.5
Portfolio investment . ... .. 25.6 28.3 23.7 19.6 21.2 2.8 -6.5
Other investment ........ -15 -20.8 -16.5 —-27.5 -27.8 -33.9 —-29.8

Net official flows ........... 12.0 14.6 155 0.7 -4.3 23.7 18.4

Africa

Net private flows .......... 10.7 9.0 10.4 13.7 4.8 6.0 5.5
Direct investment ........ 2.7 7.8 6.3 9.4 7.8 22.4 8.9
Portfolio investment . . . ... 2.7 7.0 3.7 8.2 -2.2 -9.1 -1.2
Other investment ........ 5.3 -5.9 0.4 -3.9 -0.8 -7.3 -2.3

Net official flows ........... 1.8 3.2 4.2 2.0 3.0 1.6 2.2

Middle East (4)

Net private flows .......... 8.9 16.9 10.2 -39 -18.8 -38.3| -25.3
Direct investment ........ 5.6 5.2 6.2 5.3 7.7 10.5 7.3
Portfolio investment . . .. .. 1.9 -0.9 -13.2 -3.2 -13.4 -22.0 -14.2
Other investment ........ 1.4 12.6 171 -6.0 -13.1 -26.9 -18.4

Net official flows ........... 5.2 5.9 3.6 3.7 -25 6.3 12.5

Central and Eastern Europe and former Soviet Union

Net private flows .......... 35.8 -20.9 145 20.8 32.9 20.9 34.1
Directinvestment ........ 12.7 15.5 20.8 23.8 23.4 25.2 29.2
Portfolio investment . . .. .. 13.9 6.9 5.4 2.4 2.4 3.2 3.4
Other investment ........ 9.4 -43.3 -11.8 3.6 7.1 7.4 1.5

Net official flows ........... -1.9 15.5 33.7 35 -3.1 13.2 2.9

Source: IMF.

(1) Capital inflows less outflows. Other investment comprises bank loans and trade credit, foreign currency deposits and other assets
and liabilities; it may also include some official flows. Rounding may cause discrepancies in totals. — (2) A minus sign indicates an
increase in reserves. — (3) Includes Southern and Eastern Asia, excluding Japan and Hong Kong. — (4) Including Malta and Turkey.
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INCOME, PRICESAND THE BALANCE OF PAYMENTS

Economic activity in the euro area

Euro-area GDP grew by just 0.8 per cent in 2002, less than in the
previous year, when the expansion was 1.4 per cent (Table 4). Theincipient
recovery ineconomic activity inthefirst quarter did not gain strength during
the rest of the year owing to the uncertainty generated by geopolitical
tensions. The deceleration in GDP growth was basically attributable to the
weakness of national demand in the countries of the area; the contribution
of net exports remained positive.

In Germany and Italy output stagnated over the year asawhole, while
in the other major countries it lowed down dlightly. In France economic
activity slackened as the year progressed, until it contracted in the last
quarter.

Economic policy was only moderately expansionary in the euro area,
in contrast with the United States. Most of the fiscal stimulus came from
built-in stabilizers and the tax allowances introduced in previous years.
Monetary policy eased towards the end of 2002 as inflationary pressures
abated. The growth in output was considerably weaker than in the United
States (Figure 2).

After hitting a low in November 2001, the area’s index of industrial
production turned upwards and by the spring of 2002 was close to the
average levels of the previousyear. Thanksin part to the strong recovery in
the United States, a degree of optimism spread concerning the prospects of
faster growth. The subsequent cooling of growth in the US and the
sharpening of international tensions awakened renewed uncertainty.
Economic conditions worsened: the index of industrial production
remained stationary throughout the summer and into the autumn, then
dropped sharply in December. GDP growth came to a halt in the fourth
quarter of 2002.



GDP AND ITSMAIN COMPONENTS
INTHE MAJOR EURO-AREA COUNTRIES

(at constant prices; seasonally adjusted data;
percentage changes on the preceding period unless otherwise indicated)

Table 4

2000 2001 2002 2002

Year Year Year Q1 Q2 Q3 Q4

GDP
Germany ........ 2.9 0.6 0.2 0.3 0.2 0.3 ..
France ......... 3.8 2.1 1.2 0.7 0.5 0.3 -0.1
ltaly ............ 3.1 1.8 0.4 .. 0.2 0.3 0.4
Spain ........... 4.2 2.7 2.0 0.5 0.5 0.8 0.3
Euroarea ....... 35 14 0.8 0.4 0.4 0.3 0.1
Imports
Germany ........ 10.5 1.0 -2.1 -3.6 1.7 2.1 1.9
France ......... 14.6 1.3 0.6 1.7 0.9 0.7 -0.7
ltaly ............ 8.9 1.0 15 -0.6 3.7 2.4 2.1
Spain ........... 10.6 3.5 2.2 -0.8 -0.1 4.2 4.0
Euroarea ....... 11.3 1.4 -0.4 -1.3 15 1.9 0.7
Exports
Germany ........ 13.7 5.0 2.6 0.6 1.2 29 0.3
France ......... 12.6 1.6 15 1.4 2.0 0.8 -0.5
Italy ............ 11.7 1.1 -1.0 -3.9 5.2 3.3 -0.1
Spain ........... 10.1 3.4 1.4 -2.3 1.4 5.9 1.1
Euroarea ....... 12.6 2.8 1.2 -0.2 2.1 2.0 -0.2
Household consumption (1)
Germany ........ 1.4 15 -0.6 -0.7 0.2 0.4 0.1
France ......... 2.6 2.8 1.2 0.3 0.4 0.5 0.3
ltaly ............ 2.7 1.0 0.4 -0.3 0.2 0.8 1.0
Spain ........... 3.9 2.5 1.9 0.3 0.3 0.2 1.0
Euroarea ....... 2.5 1.8 0.6 -0.1 0.3 0.5 0.4
Gross fixed investment
Germany ........ 25 -5.3 -6.7 -1.9 -35 -0.2 0.8
France ......... 7.7 2.0 -1.6 .. -0.4 -0.7 -1.2
ltaly ............ 7.1 2.6 0.5 -15 0.5 2.8 2.1
Spain ........... 5.7 3.2 1.4 0.8 1.0 1.4 -0.6
Euroarea ....... 49 -0.6 -2.6 -0.7 -1.3 0.2
National demand
Germany ........ 1.8 -0.8 -1.5 -11 0.3 -0.1 0.5
France ......... 4.1 2.0 0.9 0.8 0.2 0.3 -0.1
ltaly ............ 2.3 1.8 1.1 1.0 -0.2 .. 1.1
Spain ........... 4.4 2.7 2.2 0.9 .. 0.4 1.3
Euroarea ....... 29 0.9 0.2 0.1 0.1 0.3 0.4
Net exports (2)

Germany ........ 1.0 1.4 1.6 1.4 -0.1 0.4 -0.5
France ......... -0.2 0.1 0.3 .. 0.3 .. ..
ltaly ............ 0.9 0.1 -0.7 -1.0 0.4 0.3 -0.6
Spain ........... -0.3 -0.1 -0.3 -0.4 0.4 0.4 -1.0
Euroarea ....... 0.6 0.5 0.6 0.4 0.3 0.1 -0.3

Sources: Based on Eurostat and national statistics.

(1) Comprises expenditure of resident households and of non-profit institutions serving households. - (2) Contribution to the growth on

the preceding period in percentage points.
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Figure 2

GROSSDOMESTIC PRODUCT
(at constant prices; indices, first quarter 1999=100)
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Sources: Based on national statistics and Eurostat data.

Grossfixed investment declined further, by 2.6 per cent in 2002. From
the end of 2000, when the previous expansion peaked, purchases of capital
goods in the euro area fell by more than 4 per cent in real terms. Capital
formation was negative in France and, above all, in Germany. The decline
did not cometo a halt until the second half of the year.

Private consumption continued to slow, from growth of 1.8 per cent in
2001 to 0.6 per cent in 2002. After falling in the first quarter, household
spending began to grow again, but slowly, at rates of lessthan 0.5 per cent.
This caution in spending reflected the rapid deterioration in consumer
confidence from the middle months of theyear onwards. The slowdownwas
largest in Germany, where consumption declined by 0.6 per cent on average
for the year, compared with an increase of 1.5 per cent in 2001. In both
France and Italy consumption rose at less than half its previous rate.

The business cycle affected employment growth, which slackened
gradually over theyear. Theunemployment rate, which hasbeenrising since
the end of 2001 in almost all the euro-area countries, reached 8.7 per centin
March of thisyear.

I nflation, measured by the harmonized consumer priceindex, wasequal
to 2.2 per cent in 2002, 0.2 percentage points less than in 2001. While the
growth rate of the more volatile components decreased, core inflation rose
by 0.6 percentage points, from 1.9 to 2.5 per cent. In some of the major
countriesthisincreasewasduetoasharpriseinunitlabour costs; themoderate
wage trend only compensated in part for the weaker growth in labour
productivity. The introduction of the euro had a minor overall impact on
consumer pricesand onethat wasconcentrated in only afew sectors, notably
services. Asperceived by households, the impact was substantially greater.



The slowing of growth in Germany and Italy

Between 1995 and 2002 the average annual rate of growth in the euro
areawas 2.2 per cent, one percentage point lessthaninthe United States. The
gap islargely attributable to the modest expansion of output in Germany and
Italy, whose combined average was 1.5 per cent ayear, about half the figure
recorded in the rest of the area (2.8 per cent).

Factorsthat act asabrake on growth are at play in both countries, some
of them al so shared by therest of theeuro area. In particular, therapid ageing
of the population is aggravating the problem of the financial sustainability
of the existing welfare state and also depressing aggregate demand. The
spread of new technologies, especialy IT, isbeing retarded by therigidities
that prevent much-needed corporate reorganization and hinder the sectoral
and geographical redistribution of factors of production.

In Germany national demand is especially weak; in Italy, there is a
progressive loss of competitiveness.

Germany shows the effects of the enormous economic effort that
followed unification. Despitetheincreasein thetax burden, very substantial
government intervention in favour of eastern Lander intheform of transfers
tohouseholdsand grantsfor therestructuring of the productive apparatushas
caused a serious deterioration in the public finances over the years. Lately,
the decision to postpone cuts in direct taxes, together with expectations
that the often-announced reform of the costly welfare state was imminent
- including the reorganization of social security, health and unemployment
benefits - have helped to curb spending by households and firms.

The weakness of national demand led to adrop of morethan 2 per cent
in German imports of goods and services in 2002. The decline was
particularly pronounced in imports of goods from the United States; the
repercussions on exports from other euro-area countries were also
substantial. Italy wasamong those hit hardest; itsexportsto Germany falling
by almost 10 per cent.

In Italy, the expansion of economic activity has been dampened in
recent years by the disappointing performance of exports: after therecovery
triggered by thelira’'s devaluation in the early 1990s, the country’s share of
world exports dropped by one fifth between 1995 and 2002. This trend is
evidence of persistent difficultiestied to Italy’smodel of specialization and
the capacity of its firms to innovate, as well as to externa factors. It is
compounded by a slowdown in productivity growth that stemsin part from
delaysin adopting new technologies and putting them to efficient use.

According to theinitial results of ajoint study being conducted by the
Bank of Italy and Istat, so-called total factor productivity, or TFP - i.e. the

41



42

residual economic growth after computing the part dueto anincreaseinthe
guantity and quality of capital and labour used - has averaged about 0.5
percentage points ayear in the past twenty years. In the second half of the
1990s, TFP appearsto havefalento half its previousvalue, despite ahigher
rate of economic growth; the slowdown occurred mainly in manufacturing,
whereas considerable progress was made in some branches of the service
sector, notably financial intermediation and public utilities.

Cyclicaly adjusted estimates by the OECD indicate that Italy’s TFP
decreased by two thirds between the first and the second half of the 1990s,
from 0.6 to 0.2 percentage pointsayear. In Germany it fell much less, from
0.9 to 0.7 points a year, while in France and, more particularly, the US, it
actually increased.

In Italy, the decline in this indicator of productive efficiency is
attributable to the greater difficulty of firms in carrying out corporate
reorganization. Innovation and the adoption of new technol ogies have been
further hindered by the fragmentary nature of Italy’s productive system, in
which irregular firms are able to elude the step-up in the tax and regulatory
burden. Another factor contributing to the productivity slowdown has been
the accumulation of delaysininfrastructural investment, training and use of
qualified human resources, reform of the regul ations governing product and
factor markets, and investment in R&D.

Economic developmentsin Italy in 2002

Output growth declined moresharply in Italy thanin therest of theeuro
areain 2002: GDPincreased by only 0.4 per cent, falling below the average
for the other countries (Table 5).

Over the year, GDP growth picked up slowly from the standstill of the
first quarter to an annualized rate of 1.7 per cent in the fourth, partly thanks
to government incentives for consumption and investment.

Manufacturing activity followed adifferent pattern of development but
overall deteriorated more than GDP. The seasonally and calendar adjusted
index of industrial production climbed slowly until July then slipped back,
hovering around the levels recorded at the start of the year (Figure 3). On
average in 2002, it decreased by 1.4 per cent.

Exportsfell by 1 per cent notwithstanding the recovery in world trade.
Sales abroad were affected by the very modest growth in the main outlet
markets and by two years of accumulated loss of price competitiveness,
amounting to almost five percentage pointsin terms of average unit values,
more than in the other major euro-area countries.



Table5
ITALY: RESOURCES AND USESOF INCOME

2001 2002
Percent- Percentage Contribu- Percentage Contribu-
age of changes tion to the changes tion to the
GDP growth in growth in
in 2002 | Values at GDP at \a/ta'cﬁs GDP at
constant | Deflators | constant stant Deflators | constant
prices prices prices prices
Resources
GDP .. - 1.8 2.7 - 0.4 2.7 -
Imports of goods fob and services (1) 28.7 1.0 2.0 -0.3 15 | -24 -0.4
of which: goods ................ 22.2 0.6 1.6 -0.1 0.8 | -35 -0.2
Uses
Nationaldemand ................. 98.9 1.8 2.3 1.7 11 2.4 11
Consumption of resident
households .................. 59.8 1.0 2.7 0.6 0.4 3.0 0.3
Consumption of government and
non-profit institutions serving
households .................. 18.0 35 3.9 0.6 1.7 1.0 0.3
Gross fixed capital formation . . ... 20.8 2.6 1.8 0.5 0.5 2.2 0.1
machinery, equipment and
transport equipment . ........ 11.4 2.2 1.1 0.2 0.6 0.9 0.1
construction ................. 8.5 3.2 2.6 0.3 0.3 3.9
intangible assets ............. 0.9 2.7 2.7 .. 13 1.6
Change in stocks and valuables (2) 0.4 - - .. - - 0.4
Exports of goods fob and services (3) 29.8 11 3.7 03 | -1.0 | -1.0 -0.3
of which: goods .............. 24.0 0.9 3.8 0.2 .. -1.9
Source: Istat, national accounts.
(1) Includes residents’ expenditure abroad. - (2) Includes statistical discrepancies. - (3) Includes non-residents’ expenditure in Italy.

Italy’ sexternal current account showed adeficit of €7.3billionin2002,
equal to 0.6 per cent of GDP, whereasit had been broadly in balancetheyear
before. Although the trade surplus remained unchanged, thanks to the
improvement in the terms of trade, there was adeficit of about €3.7 billion
on services. Thiswasthefirst since 1990 and it was due for the most part to
a sharp reduction in the balance on tourism.

Gross fixed investment continued to slacken in 2002, not only in
construction but alsoin other sectors. Against abackground of weak growth
in demand and increasi ng uncertai nty about the economic outl ook, the better
performanceof investmentin Italy thanintherest of theeuro area, especially
France and Germany, was due to the resilience of corporate self-financing
andtheavailability of substantial tax incentives, most of which wereutilized
in the second half of the year.

The results for household consumption were very similar to those for
grossfixedinvestment. Again, the average growth in 2002 was almost nil at
0.4 per cent (Table 5), but with a strong recovery in the second half of the

43



year, when the annual rate of increase was closeto 3 per cent. Thetax relief
granted on purchases of motor vehicles contributed to this.

The growth of disposable income at constant prices was sustained
aboveall by theriseinemployment. Households average propensity to save
increased in 2002, rising to 12.5 per cent; it had declined considerably
throughout most of the 1990s.

Despite the appreciable slowdown in economic growth, the labour
force survey found that the number of persons in work, permanent
employees in particular, rose by 1.4 per cent on average for the year. For
several years, wage moderation and moreflexible work contracts have been
hel ping to boost employment, albeit mostly in low-productivity sectors.

Figure 3

INDUSTRIAL PRODUCTION, DEMAND AND STOCKS
(moving averages for the three months ending in the reference month)

Industrial production in the main euro-area countries (1)
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Inflation, measured by the harmonized index of consumer prices,
inched up from 2.6 per centin 2001 to 2.7 per cent; thiswas 0.4 points higher
thanintherest of the euro area. Coreinflation roseto 2.9 per cent, from 2.4
per cent theyear before. Theslight accel eration can beascribed to higher unit
labour costs, giventhefall in productivity, and to the changeover to theeuro.

Recent developments

In the euro area, the EuroCOIN coincident indicator shows clearly that
thesignsof recovery inthe early months of 2002 have given way to aperiod
of cyclical weakness (Figure 4). According to Eurostat estimates, thearea’'s
GDPinthefirst quarter of thisyear remained stalled at itsend-of-2002 level;
information on the current quarter does not indicate any significant change.

Figure 4

EUROCOIN INDICATOR OF THE EURO-AREA
BUSINESSCYCLE AND GDP (1)
(three-month percentage changes)
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Source: Center for Economic Policy Research.

(1) GDP is estimated on the basis of that of Germany, France, Italy, Spain, the Netherlands and Belgium, which account for about 90 per
cent of the area’s total. The shaded areas denote cyclical upturns.

The economic situation is similar in all the major euro-area countries.
With business and consumer confidence low, economic activity contracted
dightly in Germany and Italy in the early months of this year, while it
increased in France. Although thetensions caused by international terrorism
persist, theend of thewar in Irag and thedrop in il pricestowardsthelevel
prevailingin April of last year have lifted some of the uncertainty weighing
on business and household spending decisions.

The principal international institutions predict that on average in 2003
euro-area GDP will grow only marginally more than last year owing to a
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small increasein all the main components of demand. Other risks weigh on
this scenario, however. A further appreciation of the euro would adversely
affect the expected stimulus from export demand. This factor might be
accompanied by therecessionary effectsof arapid spread of the SARSvirus
in the emerging countries of the Far East.

Itisexpectedthat inflationwill continueto slow gradually during 2003,
falling back below the 2 per cent threshold.

On the macroeconomic level, there is likely to be little difference
between developments in Italy and the rest of the euro area. Preliminary
estimates by Istat indicate that GDP decelerated sharply in the first quarter
of the year, contracting by 0.1 per cent from the previous period as aresult
of a stagnation in the service sector and a decline in manufacturing output.

The investment plans of industrial and service companies, observed at
the start of this year by the annual survey conducted by the Bank of Italy’s
branches, remain marked by pessimism. The likely decline in investment
might reflect the decision to bring purchases of capital goodsforward to the
end of last year to exploit tax incentives before their expiry.

In the second quarter of this year the economic situation shows little
change, suggesting broadly stagnant GDP. According to estimates based on
electricity consumption, theindex of industrial productionin April and May
fluctuated around the samelow averagesasin thefirst quarter. Growth rates
may pick up towards the end of the year, according to the leading indicator
of theltalian businesscycle (Figure5). An upturninworld trade would help
to boost exports, leading to agradual recovery ininvestment and household
spending, which the fall in inflation would help to sustain.

Figure5
INDICATORSOF THE ITALIAN BUSINESSCYCLE
(indices, 1995=100)
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DEMAND

Theeuro area

Household consumption

The slowdown in household spending in the euro area sharpened in
2002; the rate of growth, which had averaged 3 per cent annually between
1997 and 2000, fell from 1.8to 0.6 per cent (Table 4). The deterioration was
lessin France and Spain, which recorded expansion of 1.2 and 1.9 per cent
respectively, and much more pronounced in Germany, where private
consumption actually contracted for thefirst timeintwenty years, by 0.6 per
cent.

In the leading euro-area countries household demand was curbed by
the reduction in spending capacity coupled with heightened uncertainty.
According to the datarel eased to date, disposable income at constant prices
decreased by 0.3 per cent in Germany, after growth of 1.8 per cent in 2001,
and slowed sharply in France (1.5 per cent, down from 3.7 per cent). Greater
uncertainty about the prospects for the economy, especially the labour
market, led to aseverelossof confidence. Against thisbackground, German
households' propensity to save continued to increase, rising by almost 1 per
cent overall between 2001 and 2002 to 10.4 per cent. In France it rose by
about the sameamount to 16.7 per cent in 2002, the highest level intheeuro
area.

| nvestment

After contracting slightly in 2001, gross fixed investment in the euro
areafell sharply last year for the first time since the 1993 recession, with a
decline of 2.6 per cent. This can be attributed to the decrease in Germany,
which cameto 6.7 per cent compared with 5.3 per centin 2001, andin France
(1.6 per cent). Investment continued to grow in Spain (1.4 per cent) but at
half the previousyear’srate, and in Italy, by 0.5 per cent compared with 2.6
per cent in 2001.
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Figure 6

RATIO OF GROSS FIXED INVESTMENT TO GDP
IN THE MAJOR EURO-AREA COUNTRIESAND THE UNITED STATES
(constant prices; annual data; percentages)
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Sources: Based on OECD and Eurostat data.
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Theratio of gross fixed investment to GDP declined for the third year
running in Germany, from 21.2 to 19.7 per cent (in 1999 it had been 22.6
per cent). This was mainly due to the reduction in spending on capital
equipment, which dropped from 9.7 to 8.9 per cent of GDP. The overall
investment ratio diminished lessin France, from 20.5 to 19.9 per cent, and
remained virtually unchanged in Spain at 24.7 per cent. In both countries
investment in capital equipment decreased by almost 0.5 per cent of GDP,
to 11.5 and 10.9 per cent respectively (Figure 6).

According to national accounts data, in 2002 the change in stocks and
valuables had a negative effect of 0.4 percentage points on GDP growthin
France. Surveysof manufacturing firmsindicate that most of the destocking
took placein the first half of last year. In Germany and Spain, however, as
in the euro area as awhole, the effect of stocks was negligible.



Exports and imports

In 2002 the growth in exports of goods and services by the euro areaas
awhole - which in the national accounts include intra-area trade - slowed
from 2.8to 1.2 per cent at constant prices. The highest rate, albeit only half
that of 2001, wasachieved by Germany at 2.6 per cent, only slightly lessthan
the growth in world trade. In France and Spain, the growth was more
moderate (1.5 and 1.4 per cent respectively), while in ltaly exports
contracted by 1 per cent. In al the major euro-area countries exports grew
during thefirst ninemonths of the year and then slackened inthelast quarter
as world demand weakened.

In response to the slowdown in national demand, imports of goods and
servicesfell by 0.4 per cent in the euro areaand by 2.1 per cent in Germany.
They increased by 0.6 per cent in France and 2.2 per cent in Spain, where net
exports subtracted 0.3 percentage points from GDP growth. By contrast,
their contribution was slightly positivein France and more substantial inthe
area as a whole, especially Germany (0.3, 0.6 and 1.6 percentage points

respectively).

TheItalian economy

Household consumption

In 2002 household spending in Italy increased by 0.4 per cent at
constant prices, much less even than the modest 1 per cent growth of the
previous year (Table 6). Including the contraction in non-residents
spending in Italy, which fell by 3.8 per cent, and excluding the steep rise
(17.7 per cent) in resident households spending abroad - resulting in a
deterioration of the net balance on travel - domestic consumption actually
contracted by 0.1 per cent, compared with growth of 0.9 per cent in 2001.

Spending on all the main categories of consumer goods diminished, in
contrast with that on services, which continued to rise although lessfast (0.7
per cent compared with 1.8 in 2001). Over three years this component
increased by more than 1 per cent of total consumption, to 44.8 per cent in
2002. Spending on non-durable goods, especially non-food products,
declined dlightly, that on durable goods fell more substantially by 2.8 per
cent compared with 0.6 per cent in 2001. About half thiscontraction wasdue
toasharp reduction in spending on cars, which occurred only inthefirst half
of the year; the partial recovery that followed was prompted by the
introduction of temporary tax incentives.
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Table 6

ITALIAN HOUSEHOLD CONSUMPTION
(at 1995 prices; percentage changes)

Z:%%rze 1999 2000 2001 2002
Non-durablegoods .......................... 43.6 1.4 1.6 0.5 -0.3
of which: food and beverages ................ 15.9 -0.1 2.1 -0.2 0.5
Durablegoods ............. .. ... . . 11.7 51 5.8 -0.6 -2.8
of which: furniture and repairs ................ 3.7 4.3 2.8 -1.3 -4.2
electrical household appliances
andrepairs ............i .. 1.3 10.0 11 1.9 -0.3
television sets, photographic, computer
and hi-fi equipment . ............... 1.4 18.8 14.6 6.5 2.3
transport equipment ................ 3.8 -0.8 2.8 -2.0 -3.8
SEIVICES ..ttt 44.8 2.7 4.0 1.8 0.7
of which: hotel and restaurant ................ 9.4 3.4 8.6 2.5 -0.2
communication .................... 4.1 19.2 18.4 4.1 3.9
recreational and cultural ............ 2.7 51 5.9 -0.8 0.7
Total domestic consumption ... | 100.0 2.4 3.1 0.9 -0.1
Residents’ consumption abroad ............... (1) 21 -3.2 -5.3 17.7
Non-residents’ consumptioninltaly ............ (1) -2.3 8.5 -5.7 -3.8
Total national consumption ... - 2.6 2.7 1.0 0.4
Memorandum item:
Deflator of national consumption............. - 2.2 2.9 2.7 3.0
Source: Istat, national accounts.
(1) Residents’ consumption abroad and non-residents’ consumption in Italy amounted to 2.8 and 3.9 per cent, respectively, of total
domestic consumption.

Over the last year household spending continued to be affected by the
sluggish growth in disposable income and enduring pessimism about
economic prospectsin general and family financesin particular. According
to the ISAE opinion survey, after an initial improvement consumer
confidence slumped, hitting an al-time low in December and, albeit with
some fluctuations, staying fundamentally unchanged over the first five
months of 2003 (Figure 7).

In 2002 the gross disposableincome of Italian households grew by 0.6
per cent at constant pricesand by 3.6 per cent at current prices, considerably
less than in 2001. Factoring in the erosion of the purchasing power of net
financia assetsdueto expected inflation, theincrease at constant priceswas
of similar magnitude, compared with 2.1 per cent in 2001 (Table 7).

The slowdown in disposable income growth is ascribable mainly to
the scant increase in labour income, from salaried employment and
self-employment, compounded by the decline in investment income. Net
investment income, which accountsfor about 25 per cent of thetotal, fell by
0.7 per cent, after rising by 2.9 per cent in 2001. One cause of this wasthe



Figure 7
CONSUMPTION, REAL INCOME AND CONSUMER CONFIDENCE IN ITALY
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decrease (15.5 per cent) in households' net interest income, itself reflecting
the general decline in yields that was only partly offset by the increase in
holdings of outstanding fixed-interest securities as share prices weakened.
The decrease in income from net financial assets was not fully offset by
higher earnings from property rentals, which rose by 7.7 per cent thanks to
ajump in rents that available estimates set at about 13 per cent, compared
with under 2 per cent in 2001.

Genera government made a positive contribution of around 1 per cent
to the growth in households’ disposable income at current prices.

According to national accounts data, in 2002 Italian households
propensity to save increased for the second year running, rising to 12.5 per
cent from alow of 11 per cent two years earlier, athough when income is
adjusted for expected inflation, it remained practically unchanged at 9.6 per
cent. This confirms that, except for the brief downturn in 2000, the
propensity to save has stabilized since the late 1990s.

The growth in nominal disposable income of the private sector also
slowed in 2002, from 4.5 to 3.4 per cent. Calculated at constant prices and
adjusted for expected inflation, it virtually cameto ahalt (after again of 1.5
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per cent in 2001), partly asaresult of the downturn in the retained earnings
of firms. The propensity to save of the private sector thus showed no change
with respect to 2001 (24.6 per cent). The national saving rate fell sightly,
from 20.2 to 19.9 per cent, following the decline in general government
saving from 1 to0 0.7 per cent of gross national disposableincome (Table 8).

Table 7

GROSSDISPOSABLE INCOME AND PROPENSITY TO SAVE IN ITALY
(at current prices unless otherwise specified)

1999 2000 2001 2002
Percentage changes
Earnings net of social contributions charged to workers . . .. 4.2 5.2 5.8 3.8
Income from salaried employment per standard labour unit 25 3.0 3.1 2.3
Total social contributions (1) .............cooviii.... 0.7 0.3 0.5 0.0
Standard employee labour units ...................... 1.0 1.9 2.2 15
Income from self-employment net of social contributions (2) . 11 3.8 6.1 15
Income from self employment per standard labour unit .. 2.3 2.8 5.3 1.4
Total social contributions (1) ...t -0.7 -0.4 0.3 0.2
Standard self-employed labour units .................. -0.5 1.4 0.5 -0.1
Net property income (3) . .....cviiiiii -2.7 8.1 2.9 -0.7
Social benefits and other nettransfers ................... 4.4 2.6 3.6 6.9
of which: net social benefits . ....................... 4.4 2.8 3.9 6.6
Current taxes on income andwealth (=) ................. 5.8 4.6 1.6 -0.1
Households’ gross disposable income (4) ............. 14 4.9 5.3 3.6
At 1995 Prices (5) ..o v v it -0.8 2.0 25 0.6
at 1995 prices, adjusted for expected inflation (6) ....... -2.6 2.0 21 0.6
at 1995 prices, adjusted for past inflation (7) ........... -2.0 2.0 3.3 -0.3
Private sector gross disposableincome............... 1.9 5.2 4.5 3.4
At 1995 Prices (5) ..o v v it -0.3 2.2 1.8 0.4
at 1995 prices, adjusted for expected inflation (6) ....... -1.8 2.4 15 0.2
at 1995 prices, adjusted for past inflation (7) ........... -1.3 2.4 23 -0.4
Percentages
Households’ average propensity to save (4) (8) ........ 11.7 11.0 12.3 125
calculated on income adjusted for expected inflation .. .. 9.1 8.5 9.5 9.6
calculated on income adjusted for past inflation ......... 8.4 7.7 9.7 9.1
Private sector average propensity tosave (8) .......... 23.9 23.5 24.0 24.0
calculated on income adjusted for expected inflation .. .. 24.4 24.0 24.6 24.6
calculated on income adjusted for past inflation ......... 24.6 24.1 24.5 24.7
Sources: Based on Istat data and Bank of Italy’s estimates.
(1) Contribution in percentage points of social contributions to the change in netincome; negative values indicate an increase in social
contributions relative to income. - (2) Includes mixed income and income withdrawn by members of quasi-corporations. - (3) Includes
gross operating result (essentially actual and imputed rents), net rents of land and intangible goods, actual net interest, dividends
and other profits distributed by corporations. - (4) Consumer households. - (5) Deflated using the resident households’ consumption
deflator. - (6) Gross disposable income net of expected losses on net financial assets due to inflation (estimated on the basis of the
Consensus Forecasts survey), deflated using the resident households’ consumption deflator. - (7) Gross disposable income net of actu-
al losses on net financial assets due to inflation; deflated using the resident households’ consumption deflator. - (8) Ratio between the
saving (gross of depreciation and amortization and net of the change in pension fund reserves) and the gross disposable income of the
sector.




GROSS SAVING AND INVESTMENT IN ITALY
(as a percentage of gross national disposable income)

Table 8

General government saving . . . . . -6.4 -3.3 -1.6 1.8 15 1.0 0.7
Private sectorsaving ........... 28.8 24.1 22,5 19.1 18.8 19.2 19.2

of which: consumer households 21.9 14.0 11.9 8.0 7.5 8.5 8.6
Gross national saving .......... 22.4 20.7 20.9 20.9 20.3 20.2 19.9
Gross investment.............. 23.3 19.9 19.6 19.9 20.5 19.9 20.2
Memorandum item:
Balance of current account

transactions with the rest of the

world ... -0.9 0.8 13 1.0 -0.2 0.3 -0.3

Sources: Based on Istat and Bank of Italy data.

I nvestment

In 2002 gross fixed investment slowed for the second year, to growth
of 0.5 per cent at constant prices, after the previous year’s abrupt slowdown
from 7.1to 2.6 per cent growth. Asapercentage of GDP it remained steady
at 20.8 per cent, about the same as before the 1992-93 recession (Table 9;

Figure 6).
Table9
FIXED INVESTMENT IN ITALY
(at 1995 prices; percentage changes and percentages)
Percentage change As a percentage of GDP

2000 2001 2002 2000 2001 2002
Construction ...............oo.... 5.9 3.2 0.3 8.3 8.5 8.5
residential ..................... 5.3 1.7 0.9 4.6 4.6 4.6
other ............ ... ...l 6.7 5.1 -0.3 3.8 3.9 3.9
Machinery and equipment ......... 7.7 0.8 0.7 8.9 8.8 8.8
Transport equipment . ............. 9.6 7.3 0.2 2.5 2.6 2.6
Intangible assets ................. 6.2 2.7 13 0.9 0.9 0.9
Total gross fixed investment ..... 7.1 2.6 0.5 20.6 20.8 20.8
Total excluding residential buildings . 7.7 2.9 0.4 16.0 16.2 16.2
Total excluding construction .. ...... 8.0 2.2 0.6 12.3 12.3 12.4
Total net fixed investment (1) .. ... 16.4 2.4 -4.4 7.1 7.1 6.8

Source: Istat, national accounts.
(1) Net of depreciation.
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Figure 8

INVESTMENT, CAPACITY UTILIZATION RATE
AND TREND OF THE ECONOMY IN ITALY
(quarterly data)
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(1) Percentage changes on corresponding period of previous year at constant prices. Left-hand scale. - (2) Average of Bank of Italy’s
indicators (Wharton) and ISAE indicators for industrial sectors; index, 1989=100. Right-hand scale. - (3) Three-month moving average
of seasonally adjusted differences between the percentage of positive replies (“increasing”) and negative replies (“decreasing”) regarding
the 3-4 month trend of output to ISAE business opinion surveys; index, 2000=100. Right-hand scale.

Capital formation, which declined by 1.4 per centinthefirst six months
of 2002, picked up in the second half, rising by 4.1 per cent, presumably
because of theimpending expiry, at theend of the year, of thetax allowances
granted under the so-called second Tremonti law (Law 383 of 18 October
2001). While borrowing conditions remained favourable, capital formation
was discouraged by the prolonged weakness of demand relative to
productive capacity (Figure 8).

In 2002 average capacity utilization in manufacturing fell to itslowest
level since the middle of the 1990s. The decline worsened progressively for
the export and consumer goods industries; for the rest, capacity utilization
steadied after the sharp downturn in 2001.

According to ISAE surveys, in the early months of 2002 Italian
industrial firms' assessments of the current level of domestic and foreign
demand recovered from the sharp deterioration of the previous autumn but
then worsened once more. The composite confidence index followed a
similar pattern, and by the end of 2002 had fallen back to the lows recorded
prior to 11 September.

The steady expansion of investment in construction, which increased
by 3.9 per cent annually between 1998 and 2001, came close to a halt in
2002. The slowdown was less pronounced in residential building, from 1.7
to 0.9 per cent. The housing sector continued to benefit, although less so



than in previous years, from building renovation and extraordinary
maintenance work stimulated by the tax credits introduced in 1998.
Applicationsfor the creditsincreased by 12.3 per cent, compared with 16.6
per cent in 2001. Real-estate demand continued to expand, leading to a
sharp jump in prices, which rose by 11.6 per cent, or 9 per cent net of
consumer price inflation. This was probably caused by the tighter
constraints on supply, especialy in the centre of the principa cities, at a
time when the number of sales was decreasing.

Exports and imports

Exports. - In 2002 Italy’s exports of goods and services went down for
thefirst timein ten years, by 1 per cent at constant prices (Table 10). This
was mainly attributabl e to exports of services, notably business servicesand
foreign travel, which fell by 4.9 per cent. Exports of goods ceased to grow
owing to the momentum effect of the trend during 2001. After remaining
virtually stationary in the first six months of 2002, they picked up strongly
in the second half, rising by 5.7 per cent.

Table 10

ITALY'SEXPORTS AND IMPORTS OF GOODS AND SERVICES
(percentage changes on previous year unless otherwise specified)

2000 2001 2002

Goods |Services | TOTAL | Goods |Services | TOTAL | Goods (Services | TOTAL

Exports (1)

Atcurrentprices.............. 17.8| 12.3| 16.6| 4.8 5.0 48| -19| -22| -2.0

At 1995 prices ............... 12.0| 10.7| 11.7| 0.9 1.8 1.1 ..| -49| -1.0

Deflators .................... 5.1 1.5 43| 3.8 3.1 3.7| -1.9 28| -1.0
Imports (2)

Atcurrentprices.............. 25.7| 12.2| 224| 23 5.6 30| -2.7 49| -0.9

At 1995 prices ............... 10.3 4.2 89| 0.6 21 1.0| 0.8 4.1 15

Deflators .................... 14.0 76| 124| 1.6 3.4 20| -35 08| -24

Exports/imports

At current prices, % ratio ...... 106.1| 94.9|103.6 (108.8| 94.3(105.4|109.6| 87.9|104.3
At 1995 prices, % ratio ........ 108.8| 96.7 |106.2 {109.1| 96.4 |106.3|108.3 | 88.0|103.7
Terms of trade;

indices, 1995=100 .......... 97.5| 98.2| 97.6| 99.7| 97.9| 99.2(101.2| 99.9 (100.6
Contribution of net exports to real

GDP growth (3) ............ 0.5 0.3 09| 0.1 .. 0.1| -0.2| -06| -0.7

Source: Istat, national accounts.
(1) Includes non-residents’ consumption in Italy. - (2) Includes residents’ consumption abroad. - (3) Percentage points.

55



56

Theyear-on-year stagnation of exports of goodswas set against a3 per
cent growth in world trade, causing Italy’s share to fal to 3.6 per cent at
constant prices. The differential with respect to Germany and France
continued to widen (Figure 9).

Figure 9
EXPORTS OF THE MAJOR EURO-AREA COUNTRIES
ASA SHARE OF TOTAL WORLD TRADE
(exports of goods at constant prices; indices, 1988=100)
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Sources: Based on national and IMF statistics.

In part, Itay’s export performance reflected the loss in price
competitiveness over the past two years. Measured on the basis of average
unit values, thelossamounted to almost 8 percentage pointsbetween theend
of 2000 and the end of 2002, more than in Germany or France. One reason
for this was that Italian exporters were less able to compensate for the
nominal appreciation of the euro, partly because of a more unfavourable
trendinunit labour costsconcomitant with asharp slowdownin productivity
(Figure 10 and Table 11).

Theweaknessof Italian exportsof goodsand servicesin 2002 reflected
a prolonged period of slow growth in the main markets, most especially
vis-avisGermany (Table 11). Thiswas compounded by the structural brake
inherent in Italy’s productive specialization, focusing as it does on the less
dynamic components of demand and lower-tech industries that are more
vulnerable to competition from producers in the emerging industrial
countries.

The growth in Italian exports to non-EU markets fell by half in 2002,
to 2 per cent at constant prices, and the contraction in those to other EU
countriesworsened by 3 per cent, compared with 1.9 per centin 2001. About
half this contraction was due to the exceptionally large reduction in exports



to Germany, which went down by 9 per cent even though Germany’s total
imports edged up by 1 per cent. Italy’s market share thus continued to
contract, fallingto 7.2 per cent at current pricesin 2002, whereasit had been
10 per cent in 1996. This result contrasts with the strong gains made by the
Central and Eastern European countries and China, which compete in the
same product sectors as most Italian exporters: their shares of total German
imports almost doubled between 1996 and 2002, to 10.3 and 2.5 per cent
respectively.

Figure 10

INDICATORS OF COMPETITIVENESS OF THE MAJOR EURO-AREA
COUNTRIES COMPARED WITH ALL COMPETITOR COUNTRIES (1)
(monthly data; indices, 1993=100)
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Sources: Based on national statistics and IMF.
(1) Real effective rate of exchange; an increase indicates a loss of competitiveness.

In 2002 I'talian fashion exports continued to disappoint, especially those
to other European countries. The risks inherent in Italy’s model of
specialization are borne out by the fact that the non-industrial countries
share of world exportsin the traditional sectors of textiles, clothing, leather
goods and footwear has risen, at current prices and in current dollars, by
more than 10 percentage points in the past decade, reaching 60 per cent in
2000.
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Table 11
EXPORTSAND IMPORTS OF GOODS AND SERVICES
OF THE MAJOR EURO-AREA COUNTRIES
AND INDICATORS OF DEMAND AND COMPETITIVENESS
(at constant prices; percentage changes)

1998 1999 2000 2001 2002
Germany
Imports of goods and services .... 9.1 8.5 105 1.0 -2.1
Exports of goods and services .... 7.0 5.6 13.7 5.0 2.6
Outlet markets (1) ............... 8.2 7.6 11.6 0.5 1.3
Indicators of competitiveness (2)
overall .......... .. ... ... 15 -3.8 -7.1 3.1 1.8
eXPOrt. ... 1.8 -4.4 -8.0 3.3 2.4
import........ ... ... 1.2 -3.0 -6.0 2.9 11
France
Imports of goods and services .... 11.6 6.2 14.6 1.3 0.6
Exports of goods and services .... 8.3 4.3 12.6 1.6 15
Outlet markets (1) ............... 8.5 8.2 10.9 0.7 0.6
Indicators of competitiveness (2)
overall ........... ... ... 0.1 -2.3 -3.8 0.6 15
eXPOrt. ... 0.5 -3.1 -4.8 1.0 2.1
import........ ... o -0.3 -15 -2.8 0.3 0.9
Italy
Imports of goods and services .... 8.9 5.6 8.9 1.0 15
Exports of goods and services .. .. 3.4 0.1 11.7 11 -1.0
Outlet markets (1) ............... 8.5 8.2 11.8 0.6 0.5
Indicators of competitiveness (2)
overall .......... .. ... . ... 1.4 -2.9 -3.3 14 2.1
eXPOrt. ... 1.8 -3.7 -4.5 1.7 2.8
import........ ... ..o 0.9 -1.8 -1.7 1.0 1.2
Spain
Imports of goods and services .... 13.2 12.7 10.6 35 2.2
Exports of goods and services .. .. 8.2 7.7 10.1 3.4 14
Outlet markets (1) ............... 9.0 7.5 115 0.7 0.5
Indicators of competitiveness (2)
overall .......... .. ... ... .. -11 -2.9 0.9 2.0
eXPOrt. ... 0.3 -1.8 -3.8 11 2.5
import. ..., -0.2 -0.6 -2.1 0.8 15

Sources: Based on national statistics.

(1) Average of the changes in imports of goods and services of the principal importing countries, weighted using their respective weights
in the indicator of competitiveness. - (2) Based on the producer prices of manufactures. A positive value indicates a loss of
competitiveness.

Against a background of limited world trade growth and cyclical
slowdown in the main markets, the size distribution of Italian firms had
Serious repercussions on exports.



Imports. - Last year Italian imports of goods and servicesincreased by
1.5 per cent at constant prices, compared with 1 per cent in 2001. Two thirds
of thiswas ascribableto the step-up inimports of servicesfrom 2.1to 4.1 per
cent, while the growth in imports of goods remained virtually stationary at
0.8 per cent. Both components accelerated in the second half of the year,
more steeply in the case of goods (from 0.3 to 5.7 per cent with respect to
thefirst half). A major contributory factor was the improvement in overall
demand, which accelerated from growth of 0.2 per cent to 1.7 per cent,
coupled with the lagged effects of the loss in price competitiveness of
imports, which amounted to some 6 percentage points between the autumn
of 2001 and that of 2002.

According to foreign trade statistics, imports of goodsincreased by 1.3
per cent at constant prices in 2002, after stagnating in 2001. Both imports
from non-EU countries and, to a dlightly lesser extent, those from EU
countries were affected. Outside the EU, imports from China, which had
slowed in 2001, began to rise again at a rate of more than 20 per cent.
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DOMESTIC SUPPLY

Economic sectors

Inltaly therateof increaseinvalueadded at factor cost camedownfrom
2 per cent at constant pricesin 2001 to 0.5 per centin 2002 (Table 12). While
remaining stationary in industry, value added grew by aimost 1 per cent in
services, which thus contributed 70 per cent of the national total.

In the euro areaindustria production contracted by 0.6 per cent on an
annual averagebasisafter rising by 0.5 per centin 2001. It fell by 1.4 per cent
inltaly (0.8 per centin2001) and by asimilar amountin Franceand Germany,
while in Spain there was amost no change, with arise of 0.2 per cent.

In the service sector the largest gains in production came in services
provided to businesses and households (3 per cent) and in health and social
services (2.6 per cent).

Thevalue added of agriculture, forestry and fishing declined by 2.6 per
cent, following afall of 0.7 per centin 2001, and thus slipped from 2.9t0 2.8
per cent of total Italian value added.

Italy’s gross energy requirement showed no change from 2001, halting
therising trend of recent years. Domestic production of energy declined by
4.6 per cent, causing anincreaseinforeign dependency from 83.7to 84.4 per
cent. However, thanks to the drop in oil prices, the “energy hill” (total
expenditure on primary energy imports) was less than in the previous year,
down from 2.3 to 2.1 per cent of GDP.

Thecrisisin Italy'scar industry. - According to datafrom theindustry
association, ANFIA, new car registrations continued to decline in 2002,
falling by 5.6 per cent, compared with 0.4 per cent in 2001. Demand for
Italian cars contracted sharply, by 17.5 per cent, while there was a dlight
pick-up in demand for foreign vehicles. The market share of Italian
manufacturers contracted by afurther 4.3 percentage pointsto 30.3 per cent.

The Fiat Group continued to lose market share throughout Western
Europe, where registrations of Italian cars fell by 16.7 per cent. Its share
dropped from 9.6 to 8.2 per cent and from 4.7 to 4 per cent excluding the
domestic market.



Table 12
VALUE ADDED AT FACTOR COST IN ITALY

2001 2002 Percentage changes
Branch Current Share Current Share Volumes Deflators
values in of value prices of value
millions added in millions added
of euros (%) of euros (%) |2001 2002 {2001 | 2002
Industry ... 305,668 27.7| 310,263| 27.3| 15| 0.0] 3.1| 1.5

Industry excluding construction ...| 251,518 22.8| 253,702 22.3| 1.0|-0.1| 3.2| 0.9
Extractive industries ............ 4848 0.4 4,705 0.4|-6.7| 0.8(-6.2| -3.8
Manufacturing ................. 221,502 20.1| 223,900| 19.7| 0.8|-0.7| 3.0| 1.8

Production and distribution
of electricity, gas, steam and water 25,168 2.3 25,097 22| 3.6| 6.0 7.6| -6.0

Construction .................... 54,150 49| 56,561 50| 41| 05| 28] 3.9

SEerviCeS ....ovviiiiii i 767,399 69.4| 796,156| 69.9| 2.3| 0.9| 3.5| 2.8
Wholesale and retail trade, repairs . | 144,373 13.1| 147,047 129| 1.0|-0.6| 3.8| 2.5
Hotels and restaurants ........... 40,337 3.7 42,299 3.7| 29|-05| 48| 54

Transport, storage
and communication services .. ... 83,092 75| 82,560 7.3| 5.6| 05| 1.8 -1.2

Financial intermediation services (1) 64,115 5.8| 67,530 59|-1.1|-14| 19| 6.9

Services to businesses

and households (2) ............. 220,927| 20.0| 234,427| 20.6| 3.2| 3.0 3.1| 3.0
Public administration (3) .......... 58,449 5.3| 60,288 53| 0.8| 0.8] 49| 23
Education .............. ... ... .. 55,669 5.0/ 56,810 50| 0.3| 0.8| 6.1 1.2
Health and other social services . . .. 52,495 47| 54,926 48| 59| 26| 15| 20
Other community, social and personal

SEIVICeS ... 39,242 3.5| 41,087 36| 15| 0.6| 6.6| 4.1
Private households with employed

PEISONS ..ot 8,700 0.8 9,182 08| 2.8| 1.7| 1.6| 3.7

Agriculture (4) ..., 31,875 29| 31,973 2.8|-0.7|-2.6| 3.3| 29
Value added at factor cost (5) ...... 1,104,942| 100.0|1,138,392| 100.0| 2.0| 0.5| 3.4| 2.5

Source: Istat

(1) Includes insurance and pension funds. - (2) Includes real-estate, renting, computers, research and other professional and business
services. - (3) Includes defence and compulsory social security services. - (4) Includes forestry and fishing. - (5) Gross of indirectly
measured financial intermediation services.

By the end of 2001 the gradual deterioration in Fiat’s profitability and
financial situation had prompted it to take extraordinary measures to
restructure the Group, restore economic and financial healthand revive core
industrial activities. Magjor changes in senior management were made at the
sametime.
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Large sales of non-strategic assets were made during 2002; the whole
of Fiat’s holding in General Motors (approximately 6 per cent) was sold, as
well as a 34 per cent interest share in Ferrari and its 14 per cent holding in
Italenergia Bis. Over the year such operations totaled some €3 billion. In
January Fiat S.p.A. increased its capital by morethan€1 billionandin July
agroup of banks backed its restructuring programme with athree-year €3
billion loan convertible into the company’s shares.

Following the measures decided at the end of 2001 the Group
terminated theemployment of 2,887 workers, most of them belonging to Fiat
Auto, under redundancy arrangements agreed with the trade unions (CGIL
excepted) in July 2002. Similar agreementsinvolving afurther 300 workers
were reached by some of the other Fiat Group companiesin Italy.

In October the Group presented a new plan for its reorganization and
recovery designed to reduce costs and increase capacity utilization while
renewing its product range through additional investment in R&D.

According to the plan the Group had 8,066 excessworkers, equal t0 8.5
per cent of al its employees in Italy on 30 June 2002. The Government
authorized it to make recourse to extraordinary wage supplementation for a
maximum of 5,600 workers from December 2002 and to other measures
involving afurther 2,000 workersfrom July 2003. Another 500 workerscan
be made redundant by the end of the year.

Company demographics. - According to the Chamber of Commerce
register of companies, entries of non-farm companies outnumbered exits by
almost 100,000 in 2002, raising the number of registered firms at the end of
the year by 2.1 per cent, from 4,726,000 to more than 4,823,000, and
confirming atrend under way since 1994. The increase, which is the third
largest in the past ten years, is the balance between more than 281,000 exits
and over 378,000 entries, nearly as many as the previous year’s record
number.

For thesixth year running therewas net creation of new businessesin
the South, with the number of registered companies growing faster than in
other parts of the country. The southern regions’ contribution to the overall
balance rose from 37.9 to 44.6 per cent.

About 12 per cent of the businesses set up in 2002 as sole
proprietorships or partnerships are owned by people born outside the EU.
Excluding companies and other forms of incorporation, some 9 per cent of
all new businessesare owned by non-EU citizens, threetimesthe percentage
of such immigrants in Italy’s population. About half of these owners
come from just five countries. Morocco, China, Albania, Switzerland and
Romania



The European countries and the objective of the knowledge-based
economy

The growing importance of adigital technology-based system entails
a great effort of research and innovative investment and a major
improvement in the level of skill training. At the Lisbon summit meeting
in March 2000 the EU member countries agreed on the objective for the
following decade of turning the Union into “the most competitive and
dynamic knowledge-based economy in the world, capable of sustainable
economic growth with more and better jobs and greater social cohesion”.

Thevarious EU countries’ progresstowardsthe objective set out inthe
Presidency Conclusions is monitored yearly against a set of indicators of
structural reformsin the labour, goods and capital markets prepared by the
European institutions. The indicators of the member states innovation
capacity are divided into the following categories. human resources,
knowledge creation, knowledge transmission and application, innovation
financing, resultsand markets. All theindicators of the innovation economy
show the EU overall lagging well behind both the United States and Japan.

The United States has the highest percentage of workers with
post-secondary education (36.5 per cent), followed by Japan with 29.9 per
cent and at some distance the EU with 21.2 per cent (Figure 11). Europe's
poorer innovation capacity shows up not only in the indicators of the drive
to innovate, for example the ratios to GDP of spending on R&D and
spending on ICT, but also in those of results, such as applications to the
European Patents Office. In addition to the characteristics of itslabour force
and its level of innovation capacity, Europe has considerably less
specialization in high-tech sectors than the United States.

The degree of backwardness varies considerably within the European
Union. Basicaly, there are three levels of progress. one group of north
European countries showsval ues closeto those of the United States, agroup
of continental countries occupies a middle position, and the Mediterranean
countries come last.

Italy belongs to the most backward group, particularly as regards the
educational level of itslabour force. Italian firmsalso have alow propensity
to patent innovations. Moreover, the manufacturing value added of
high-tech sectorsis below the European average, asarethe ICT penetration
indicators. Similar, if less one-sided, signals emerge from the long-term
performance of these indicators.

All theindicatorsfor Italy calculated by the European Commission are
below the Union averages. It is in innovation activity that firms tend to
perform worst, with the growth of patents in high-tech sectors and, to a
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smaller extent, that of spending on R&D falling below the EU averages.
However, the trend appears better with regard to science and engineering
graduates, public spending on R& D and expenditure on ICT.

Figure 11
INDICATORS OF INNOVATION CAPACITY
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Source: Eurostat.

(1) Percentage of working age population (25-64 years old) with post-secondary educational qualification (in 2001). - (2) Number of
patent applications deposited with the European Patent Office in the high-tech categories per million inhabitants (in 2000). - (3) Total
expenditure on ICT as a percentage of GDP. Includes expenditure on hardware, software and telecommunication services (in 2001).-
(4) Share of manufacturing value added of the pharmaceuticals, office machinery, telecommunications machinery and aerospace sectors
(in 1999).

Privatizations, market regulation and company law

Privatizations. - No major progress was made in 2002 in the process
of privatizing publicly-owned companies, partly owing to the fall in share
prices.

Only some very small holdings were sold. Law 488\1999, which
streamlines proceduresfor the sale of holdingsworth lessthan<€100 million



incompaniesno longer publicly controlled, was applied between March and
April 2002to sell theremaining public holdinginINA. Theoperation, which
began in 2001, yielded net proceeds of €76 million.

At the beginning of December 2002 the Ministry for the Economy sold
its remaining shares in Telecom Italia, amounting to 3.46 per cent of the
ordinary share capital and 0.66 per cent of the savings share capital, grossing
around €1.4 billion. Thus the state bowed out of all direct presence in the
telephony sector. The Ministry for the Economy nevertheless still holds a
golden share giving broad discretionary power over changes in the control
structure of Telecom Italia. In the early months of 2003 the European
Commission started an infringement inquiry into states golden sharesin
privatized companies on the grounds that they limit the free circulation of
capital in the EU. The second magjor telephone company, Wind-Infostrada,
is controlled by the public group, ENEL.

The Itaian state dtill retains considerable holdings in large
corporations and overall a substantial part of economy theis still publicly
owned (Table 13).

Table 13
MAIN STATE SHAREHOLDINGS AT 31 DECEMBER 2002
Company Sector T‘(Jr’rﬂfl’l‘(’;r éﬂrzoos())l o{nehlfwogjlé%t)es sharsfz}:%?ding

Alitalia .......... Transport 7,549 21,294 (3) 53.01
ENAV ........... Transport 500 3,280 100.00
Enel ............ Energy 28,240 72,661 67.58
ENI............. Energy 48,837 70,948 30.33
ETl ............. Tobacco 2,418 (2) 4,576 (3) 100.00
Ferrovie dello Stato Transport 9,225 109,922 100.00
Finmeccanica . ... | Defence and aerospace 6,717 41,093 32.45
Poste Italiane .. .. Postal services 7,220 157,677 100.00
Rai Holding ... ... Television and multimedia 2,880 11,509 100.00
Seat ............ Publishing 1,991 (2) 7,715 (3) 0.10
Source: Ministry for the Economy and Finance.

(1) Data taken from Mediobanca, R&S, 2002; company balance sheets; Cerved. - (2) In 2002. - (3) Employees in 2002.

Market regulation. - The deregulation of the electricity sector
continued to go forward in 2002. ENEL made further sales of power
generation capacity and in March concluded the sale of Eurogen to the
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Edipower consortium led by Edisonfor €3.7 billion. Thesale of Interpower,
the smallest (2,611 MW) of the three generating companies spun off from
ENEL, to a consortium consisting of ACEA, Electrabel and Energia Italia
for €853 million was completed in January of this year. It is estimated
that this sale reduced ENEL’s share of total generating capacity to about 52
per cent.

In order to increase power generating capacity, the Decree Law
containing urgent measures to safeguard the national economy was
converted into Law 55/2002; it introduces simplified authorization
procedures for the construction of new power plants.

Attheend of April 2003, when the third generating company was sold,
freedom to select their supplier was granted to all customers consuming
more than 100,000 kWh per year, that is, an estimated 160,000 final users.
The electricity exchange market, which was due to become operational by
the beginning of 2001, is still well behind schedule.

On 1 January 2003 all sales of gasto final users were liberalized. The
provision was part of legislation designed to fully open up the sector to
competition, which includes recent measures by the sectoral authority to
regulate conditions of access to the networks and charges for transport and
distribution services. Under the measures to guarantee access to the market
for other operators, ENI split off itstransport network management business,
later putting part of it up for sale, and its stockpiling activities.

In the telecommunications sector, where liberalization began, the
benefits are more evident, with telephony prices close to EU averages. In
fixed telephony, access by new competitors to the so-called “last mile”
remains problematic. The considerable market power of former monopoly
holders continuesto poseaproblemin other European countriesaswell. The
financia crisisaffecting the sector world-widereducestheflow of financing
to the detriment of investment in infrastructure.

Company law. - In Italy the reform of company law that beganin 1998
continued with the approval in January 2003 of two legislative decrees
amending Enabling Law 366/2001. L egidlative Decree 5/2003 speedsup the
resolution of company disputes and increases the scope for private
settlement. L egidlative Decree 6/2003 moderni zesthelaw on companiesand
cooperatives.

The reform aters the overall structure of Italian company law and
defines the features of limited liability companies more precisely,
distinguishing them from other types; it calibrates the rules, for companies
limited by shares as well, according to the ownership structure and the
method of financing; it modifies the rules governing cooperatives. The



innovations affect all the most important aspects of corporate life:
constitution, shareholders’ rights, management and supervisory bodies,
financial instruments, shareholders agreements, annual accounts,
extraordinary corporate actions, and groups.

The new provisions make the existing legislation ssmpler and more
flexible; they ensuremore satisfactory settlement of conflictinginterestsand
moreeffective protection of theprovidersof financing; they also broadenthe
financing options. The reform comes into force on 1 January 2004, after
which there will be one more year for further amendments and additionsto
the text of the legislative decrees.

It will be possible to revise some crucial aspects. In the case of bond
issues the solutions adopted could have reflected more closely the
experienceof other industrialized countriesthat do not set quantitativelimits
on issues by companies limited by shares but place the emphasis on the
provision of correct information to the public. Thereis alarge and delicate
area of uncertainty surrounding the premises for applying the new
provisions regarding groups. The rules governing the new systems of
management and supervision raise problems of interpretation.

Furthermore, Italy still lacks a reform of the law on bankruptcy and
receivership procedures. The rules on corporate failures have serious
repercussions ex ante on investment decisions, risk taking and the cost of
borrowing.

Regional economic developments and regional policy

Regional economic developments. - Svimez (the Association for
Industrial Development in Southern Italy) estimatesthat output in the South
increased by 0.8 per cent | ast year (1.9 per centin 2001), registeringasmaller
slowdown than in the rest of Italy (from 1.8 to 0.2 per cent), which is more
responsive to the international business cycle.

The difference in GDP growth between the two areas reflects
divergencesingrossfixedinvestment, whichthe Association estimatesgrew
by 1 per cent in the South and by 0.3 per cent in the Centre and North, while
final household consumption grew by 0.3 per cent in both parts of the
country.

The value of exports decreased in all regions compared with 2001, but
particularly in the North West and the South, whereit fell by 4.6 and 3.7 per
cent respectively. In the North East the fall was 1.1 per cent, while in the
Centre it was 0.8 per cent.
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The productive structure of the South. - According to regional accounts
data, productive activity in the South is more heavily concentrated in the
service sector, which accounts for 75 per cent of total value added, and in
agriculture (Table 14). The share of value added of industry excluding
construction is about half the figure for the northern regions.

Table 14
SECTORAL DISTRIBUTION OF VALUE ADDED
BY GEOGRAPHICAL AREA IN 2000
Agriculture Industry
: : Absolute
forestry and K Services Total
fishing cgrfgtlgfclggn Construction Total values (1)
North West .. ... 1.76 28.92 4.24 33.16 65.08 100.00 352,897
North East ... ... 3.13 27.15 5.41 32.56 64.31 100.00 241,778
Centre ......... 1.91 19.47 4.16 23.63 74.46 100.00 225,967
South ......... 4.56 14.83 5.64 20.47 74.97 100.00 258,374
taly .......... 2.76 23.22 4.82 28.04 69.20 100.00 | 1,080,292
Source: Based on Istat data.
(1) Value added at basic prices, gross of indirectly measured financial intermediation services. The total is not equal to the sum of the
separate areas owing to value added not assigned on a geographical basis.

A more detailed breakdown of the service sector showsthat itssizein
the South is due to the prevalence of activities associated with the public
sector. Public administration and education produce more than 22 per cent
of total value added inthe South compared with 12 per cent inthe Centreand
North (Table 15).

Comparing the service sector’s percentage of value added in the two
parts of the country it emerges that services most closely associated with
other productiveactivities, such astransport and financial intermediation, as
well aswholesaleand retail trade and tourism, have agreater relative weight
in the Centre and North.

In industry, output in the southern regions is concentrated in
construction and, among the manufacturing sectors, in branches that are
natural-resource intensive such as the food industry and crude oil
processing, and in branches producing intermediate goods for construction,
such as non-metallic mineral products. In the sectors producing typical
Made-in-Italy goods, such astextiles and clothing and machinery and metal
products, their share of total value added in manufacturing is 15-20 per cent
lower in the South than in the Centre and North.



Table 15

VALUE ADDED BY BRANCH OF ACTIVITY AND GEOGRAPHICAL AREA
(percentage shares; year 2000)

Centre
and North

South

Ratio
South/
Centre & North

Food products, beverages andtobacco ..................
Textilesandclothing ........... . ... i,
Leather and leather products . ..........................
Paper, printing and publishing ..........................

Coke, refined petroleum products, chemicals
and pharmaceuticals ............. ... ..

Non-metallic mineral products ..........................
Basic metals and fabricated metal products ..............

Mechanical, electrical and optical machinery and equipment;
transport eqUIPMENt . .. ..o vvt i

Wood, rubber and other manufactured products ..........

Wholesale and retail trade, motor vehicle repairs .........
Hotelsand restaurants ............... ...,
Transport, storage and communication services ..........
Financial intermediation services .......................
Real estate, renting, computers, research and other services

Public administration and defence services,
social security Services . ...

Education ......... ...
Health and social services ........... ... ...,
Other community, social and personal services ...........

Private households with employed persons ..............

Manufacturing industry

8.69
11.38
2.79
6.93

9.56
6.34
13.80

28.57
11.94

100.00

19.33

5.56
10.82
10.11
29.30

6.64
5.79
6.30
4.94
1.21

100.00

17.08
8.90
2.67
5.01

10.54
8.70
11.69

24.86
10.55

100.00

Services

17.89
4.17
9.45
5.78

27.35

10.73
11.61
7.89
4.39
0.74

100.00

1.97
0.78
0.96
0.72

1.10
1.37
0.85

0.87
0.88

0.93
0.75
0.87
0.57
0.93

1.62
2.01
1.25
0.89
0.61

Source: Based on Istat data.

The current sectoral distribution of employment in manufacturing in
Italy istheresult of widely diverging geographical trends. Inthe Centreand
North, wheretextilesand engineering already dominatedinthe 1951 Census,

productive concentration has remained practically unchanged; in the

southern regions the traditional sectors of food, leather goods and footwear
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and wood, which were the uncontested leadersin 1951, have progressively
lost ground. Partly owing to investments by publicly-owned companies, up
t01981 Italy’sproductive specialization focused on energy-intensivesectors
such as metals, chemicals and petrochemicals and transport equipment.
Afterwardsthe sectoral distribution of employment began to moveintoline
withthat inthe Centreand North, chiefly asaresult of the substantial growth
of engineering, based mainly in the Campania region, and transport
equipment (Basilicata and Campania), and the resilience of the textile
industry, located for the most part along the Adriatic coast.

If the branches of manufacturing industry are grouped according to
spending on R& D their weight in the two parts of the country can be graded
according to technology intensity, as calculated by the OECD. In the South,
in 1996 employment was relatively greater in low-tech sectors. In the
advanced sectors, which throughout the country employ a very small
percentage of the manufacturing labour force, the South lags behind mainly
in the medium-high-tech industries (Table 16).

Table 16

DISTRIBUTION OF EMPLOYMENT IN MANUFACTURING INDUSTRY
BY TECHNOLOGY LEVEL AND GEOGRAPHICAL AREA

(percentage shares)
Area Low Medium Medium-high High
Centreand North ................. 40.51 28.49 25.39 5.61
South ... 51.31 27.83 15.76 5.10
Ratio South/Centre and North .. .... 1.27 0.98 0.62 0.91
Source: Based on Istat data, Censimento generale dell'industria e dei servizi, 1996.

In the South the larger relative employment in low-tech sectorsis due
to the heavy concentration of firmsin the food and wood products sectors.
Among the high-tech sectors communications equipment and aircraft
manufacturers have a greater relative weight. The indices of relative
concentration, in which the sectors are ordered by average wages, produce
avery similar picture: low-paid activitiesare more frequent in the South and
medium-paid ones in the Centre and North. High-wage sectors, which
account for less than 10 per cent of employment, are evenly distributed
throughout the country.

The productive structure of the South is also made up of smaller units
on average. A comparison of data from the eighth census of industry and
services with the previous two shows that the size gap between firmsin the
Centre and North and in the South isfairly constant, at respectively 5.1 and
4.1 workers in 1981 and 4.2 and 3.1 in 2001. The gap tends to widen in



industry, from respectively 7.7 and 6.5 workersin 1981 to 6.8 and 4.7 in
2001, to remain practically unchanged in wholesale and retail trade, albeit
with a dlight increase in average firm size in the Centre and North, and to
disappear in other services, which includesthe public administration. Inthe
period from 1981 to 2001 the number of local unitsincreased dlightly asa
percentage of the population in all parts of the country and all economic
activities, with the geographical differences remaining large and constant
(respectively 69.1 and 47.3 per cent in the Centre and North and the South
in 1981 and 76.8 and 53.4 per cent in 2001).

Another singular feature of the South is the scale of the underground
economy, with irregular labour units accounting for 22 per cent of the total
labour unitsin 2000, about twice Istat’s estimate for the North. The greatest
incidence of irregularity in the South is found in Calabria, Campania and
Sicily, where it equals 29, 25 and 24 per cent respectively, while only in
Abruzzoisit below the national average (Table 17). A similar trend can be
observed in the proportion of underground activity in terms of value added,
regional estimates of which are only available up to 1998.

Table 17
INCIDENCE OF IRREGULAR ECONOMICACTIVITY BY REGION (1)
(percentages)
1995 1996 1997 1998 1999 2000

Piedmont ......... 10.3 10.8 10.6 10.2 10.5 11.2
Valle d’'Aosta.. .. ... 16.0 15.3 15.7 17.5 16.7 15.9
Lombardy ........ 11.4 11.2 11.1 10.9 10.6 10.5
Trentino-Alto Adige 12.8 13.8 141 14.9 12.8 13.0
Veneto ........... 11.2 11.0 10.9 11.4 11.2 11.2
Friuli-Venezia Giulia 115 115 111 114 131 13.2
Liguria ........... 12.8 135 13.3 13.8 13.8 13.3
Emilia-Romagna .. 10.7 10.5 10.6 10.8 10.7 10.1
Tuscany .......... 11.9 12.3 12.9 12.9 131 13.2
Umbria........... 14.7 14.1 15.2 14.4 15.1 16.6
Marche .......... 11.7 11.7 12.0 12.0 12.9 13.8
Lazio ............ 16.5 16.5 17.0 17.2 16.7 17.4
Abruzzo .......... 121 12.8 12.9 13.4 13.3 14.1
Molise ........... 14.2 15.6 15.9 16.5 16.4 18.1
Campania ........ 23.8 23.8 25.0 26.2 25.5 24.7
Puglia ........... 194 195 19.4 19.4 194 20.0
Basilicata ........ 171 17.5 18.1 19.9 20.1 22.0
Calabria.......... 28.1 27.3 275 28.3 27.9 29.2
Sicily ............ 20.3 211 21.9 23.4 23.5 23.6
Sardinia .......... 16.4 17.5 18.7 19.7 195 18.3
Italy ............. 145 14.5 14.8 15.1 15.0 15.1
North West ....... 11.3 11.3 11.2 11.0 10.9 11.0
North East........ 11.2 11.1 11.1 11.5 11.4 11.2
Centre ........... 14.2 14.2 14.8 14.9 14.9 155
South ............ 20.7 20.9 216 225 22.3 22.4
Source: Based on Istat data.

(1) The incidence is calculated as the percentage of irregular labour units in total labour units.
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The difference in the sectoral distribution of activity between the two
parts of the country does little to explain the difference between the
percentages of irregular activity. In the South in particular, the estimated
effect on the rate of irregular activity of a more pronounced sectoral
specialization in agriculture and services can be set at 1.4 percentage points.

From 1995 to 1999 the differences between the incidence of irregular
labour unitsin the various parts of the country continued to grow. The input
of irregular labour spread in the South and the Centre but diminished in
the North. If the effects of the change in sectoral distribution are excluded,
the incidence of irregular units grew substantially in the southern regions,
by 2.4 percentage points, compared with 2 points if those effects are
included.

Regional policies. - In 2002 no new territorial pacts were approved.
According to Ministry for the Economy data, but 200 of the 230 pacts
approved in 1996 were still active in December. They involve aimost €13
billion of investments in infrastructure and business projects, a third of
which will receive public funding. The results of monitoring by the public
administration show that the so-called employment pacts completed the
investment programme approved by the European Commission, spending
almost al the funds allocated. For national pacts, spending of contributions
proceeded at very different rates and was faster on averagefor pactslocated
in the South and first generation pacts approved before 2000.

After approval by the European Union, which authorized the use of
negotiated planning in the period 2000-06, the programme contracts signed
by the public administration and large firms or consortiums of small and
medium-sized firmsto finance specific business proj ectsentered stagethree,
with 38 approvals. The related incentives represent about half the projected
€3.7 billion investment.

Of thevariousincentivesavailablefor privateinvestment those granted
under Law 488/1992 involvethelargest financial commitment. About €2.7
billion of incentives have been granted for 2003, 92 per cent of whichisfor
investment projectsinthe South. Incentivesgranted toindustry and services,
which account for some 75 per cent of total funds, are down by 30 per cent
compared with 2001.

Initially, very little use was made of the tax creditsintroduced with the
2001 Finance Law and granted automatically to firms investing in new
projectsin depressed areas. Last year, after Law 178/2002 had been passed
allowing the incentives to be cumulated with those available under the
second Tremonti law (Law 383/2001), theamount of tax creditsgranted rose
to over €1.9 hillion, compared with €570 million in 2001.



The Community Support Frameworksfor 2000-06 approved in August
2000 can count on more than €50 billion of available resources, most of
whichisto be spent between 2004 and 2006. By June 2002, two thirds of the
expenditure targets programmed for that date had been achieved, equal to
about €4.75.

The programming for 1994-99 closed with actual spending of
appropriations totaling more than 95 per cent.
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THE LABOUR MARKET

The euro area

The dlowness of economic growth last year resulted in another
pronounced deceleration in the expansion of euro-area employment.
According to estimates based on national accounts, the average number of
persons employed rose by 0.5 per cent in 2002, compared with 1.3 per cent
in 2001 and 2.1 per cent in 2000. Asin 2001, the declinein net job creation
was due above all to stagnation of economic activity in Germany, where
employment contracted by 0.6 per cent, continuing the trend that began in
early 2001 (Figure 12). In therest of the area employment increased by 0.9
per cent thanksto good if decelerating job growth in the larger economies:
1.3 per centinItaly and Spainand 0.8 per cent in France (downfrom 1.7, 2.4
and 1.8 per cent respectively in 2001). The weakness of activity showed up
in rising unemployment rates in all area countries except Italy, Greece and
Finland.

Inthelast fiveyearsnet job creation in thelargest European economies
has been greater than would have been expected on the basis of the historic
relationship with output growth. This greater elasticity of employment can
be ascribed to wage moderation and increased flexibility inthe utilization of
workers, which have al so spurred the devel opment of such labour-intensive
activities as servicesto businesses and households. In Italy these trends and
the diminished contribution of technical progresswith respect to the past, as
indicated by the slowdown in total factor productivity (Table 18), have been
reflected in agradual decelerationinlabour productivity that hasintensified
during the recent economic stagnation.

Value added at base prices per person employed was 0.5 per cent higher
on average in 2002 than in 2001. Inversely to employment, labour
productivity rose most sharply in Germany (1.3 per cent), increased in line
with the area-wide average in France (0.5 per cent), and declined in Italy
(-0.5 per cent). Given similar and generally moderate rises in employees
earnings, unit labour costsreflected the devel opmentsin productivity, rising
by just 0.3 per cent in Germany, by 1.9 per cent in France and by 2.9 per cent
inltaly.

Inltaly therisein producer pricesnearly offset that in unit labour costs,
curbingthereductionin profit margins. Intheprivate sector, net of rental sthe



shareof grossprofitsin value added (at base prices) fell to 34.3 per cent from
35.1 per cent in 2001. Despite the economic slowdown, the share of profits
remained at thehistorically highlevel sthat had beenreached at thepeak of the
previousupswing. Whenfor international comparability oneincludesrentals
and measures|abour input by number of personsrather than standard |abour
units, thesharein Italy still declined by asmall amount. Inthelast two years
it hasdeclined in France but risen in Spain and dlightly in Germany aswell.

Figure 12
THE LABOUR MARKET IN THE EURO AREA
(seasonally adjusted data)
112 15
Employment (1) Unemployment rate (2)
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Sources: Based on Istat and Eurostat, national accounts and labour force surveys.

(1) Index: 1st quarter 1999=100. Partly estimated. - (2) Percentages. - (3) Percentage change in value added at 1995 base prices per
worker. - (4) Percentage change in the ratio of per capita employee income to value added per worker at 1995 base prices. - (5) Percentage
change. - (6) Percentages. Value added at base prices less total compensation of labour (including labour income imputed to
self-employed workers based on earnings of employees in the same sectors) divided by total value added.
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LABOUR COSTSAND PRODUCTIVITY IN ITALY
(annual percentage changes)

Table 18

Value T Earnings per | Labour costs Labour's  |Total factor productivity

added otal Outputper | “giandard | per standard | Unitlabour | share of value 3

at 1995 Ia?)tggrdg:mci‘ts Iastt)?)rl]ﬁirgit employee employee costs (1) | added atbase [ jaq- Ad-

base prices labour unit | labour unit (1) prices (1) (2) justed justed
Industry excluding construction
Average 1981-1985 0.1 -2.8 3.0 15.8 16.2 12.8 66.9 1.3 1.8
Average 1986-1990 3.2 0.6 25 7.3 8.0 5.3 64.6 1.9 0.8
Average 1991-1995 15 -1.7 3.2 5.8 5.9 2.6 67.2 2.1 1.3
Average 1996-2000 1.1 0.1 11 3.4 2.6 1.5 64.2 0.4 ..
2000 ............ 2.6 .. 2.6 2.8 3.0 0.4 63.1 1.7 0.1
2001 ............ 0.9 -0.7 1.6 3.0 29 1.3 61.7 0.5 1.6
2002 ...l -0.1 0.4 -0.4 2.8 2.6 3.0 63.0 -1.1 -0.9
Construction
Average 1981-1985 0.1 -1.3 14 15.9 15.1 135 63.5 0.2 -
Average 1986-1990 1.9 -0.4 2.3 9.9 10.4 7.9 66.0 2.0 -
Average 1991-1995 -1.2 -0.6 -0.6 45 45 5.2 70.1 -0.5 -
Average 1996-2000 1.2 0.8 0.4 3.4 2.3 1.9 70.4 -0.2 -
2000 ............ 2.8 29 -0.2 2.5 2.7 29 71.2 -0.4 -
2001 ............ 4.1 4.8 -0.7 1.8 15 2.2 70.7 -0.5 -
2002 ... 0.5 1.6 -11 2.2 2.1 3.2 70.3 -1.7 -
Market services (4) (5)
Average 1981-1985 3.0 3.7 -0.7 14.0 134 14.2 75.5 -0.6 -
Average 1986-1990 3.7 1.7 2.0 7.0 7.3 5.1 71.2 1.4 -
Average 1991-1995 1.7 -0.3 1.9 5.7 5.5 3.5 70.3 1.0 -
Average 1996-2000 3.4 2.2 1.2 3.2 2.2 1.0 65.4 0.9 -
2000 ............ 7.2 3.5 3.6 3.0 2.8 -0.8 64.2 3.3 -
2001 ............ 2.8 2.5 0.3 29 2.7 2.4 64.1 -0.2 -
2002 ... 0.9 2.0 -1.1 2.3 2.1 3.3 64.8 -1.7 -
Private sector (5)
Average 1981-1985 15 -0.2 1.6 15.4 15.3 134 74.5 1.0 -
Average 1986-1990 3.2 0.4 2.7 7.4 7.9 5.0 71.3 2.0 -
Average 1991-1995 1.4 -1.2 2.6 5.8 57 3.0 71.5 1.7 -
Average 1996-2000 2.4 0.9 15 3.4 25 1.0 66.8 1.0 -
2000 ............ 4.9 1.9 29 2.8 2.8 -0.1 65.5 2.4 -
2001 ............ 2.1 1.6 0.5 2.8 2.6 2.1 64.9 .. -
2002 ... 0.4 1.2 -0.8 2.6 2.4 3.1 65.7 -1.3 -
Total economy (5)

Average 1981-1985 1.6 0.5 11 15.2 15.1 13.9 77.5 0.6 0.3
Average 1986-1990 2.8 0.7 21 8.1 8.5 6.3 74.8 15 1.2
Average 1991-1995 1.2 -0.8 2.0 5.0 5.3 3.1 75.1 1.4 0.9
Average 1996-2000 2.2 0.8 14 35 2.8 1.4 70.9 0.9 0.6
2000 ............ 4.1 1.7 2.3 3.2 3.1 0.7 69.6 1.9 1.8
2001 ............ 2.1 1.7 0.4 3.3 3.0 2.6 69.1 0.1 ..
2002 ... 0.6 11 -0.5 2.6 2.4 2.9 69.7 -0.9 -1.1
Source: Based on Istat, national accounts.
(1) The introduction of the regional tax on productive activities (IRAP) and the simultaneous elimination of some employers’ contributions in 1998 caused a break
in the series. - (2) Percentages. - (3) Total factor productivity represents the growth in output attributable to technical progress and is calculated as the difference
between the rate of growth in value added at factor costs and those in labour input and capital stock, weighted according to their respective shares in the
distribution of value added. Adjusted productivity takes account of the improvement in the quality of labour input and, for industry only, also of the change in the
number of hours worked and capacity utilization. For 2002, partly estimated. - (4) Includes wholesale and retail trade, hotel and restaurant services, transport
and communications, financial intermediation services and sundry services to businesses and households. - (5) Net of rental of buildings.




The composition of employment and labour policiesin Italy

Payroll employment continued to grow in Italy in 2002, while
self-employment contracted dlightly. The number of permanent jobs
increased again. Fixed-term positions returned to grow, notably in the
second half of theyear in view of the continued sluggishness of theeconomy
and thesuspensionfrom July onwardsof thetax credit for permanent hirings.
Accordingtolstat’slabour forcesurvey - which unlikethe national accounts
excludesworkersliving ininstitutions, conscripts and non-resident aliens -
the average number of personsemployed last year increased to 21.8 million,
again of 315,000 or 1.5 per cent compared with 2.1 per cent in 2001. The
number of employeeswith open-ended contractsrose by 284,000, including
66,000 part-time workers, and that of fixed-term employees by 48,000.
Self-employment declined by 17,000. Between January 2002 and January
2003 the overall increase was smaller (179,000 or 0.8 per cent), confirming
the slowdown in employment growth (Table 19).

Table 19
STRUCTURE OF EMPLOYMENT IN ITALY
Change Change
2002 (1) 2002/2001 (1) January 2003/January 2002
Thousands | Percentage | Thousands Thousands
of persons share of persons Percentages of persons Percentages
Self-employed ............... 5,980 27.4 -17 -0.3 20 0.3
full-time ................. 5,555 255 -15 -0.3 32 0.6
parttime ................. 425 1.9 -2 -0.5 -12 -3.0
Employees .................. 15,850 72.6 332 2.1 159 1.0
permanent ................ 14,287 61.1 284 2.0 123 0.9
full-ime ................ 13,301 60.9 218 1.7 103 0.8
parttime ................ 986 4.5 66 7.2 20 2.0
fixed-term and temporary ... 1,563 6.7 48 3.2 36 2.6
full-ime ................ 1,104 5.1 58 5.6 27 2.7
parttime ................ 459 2.1 -10 -2.1 9 2.1
Total .. ... 21,830 100.0 315 1.5 179 0.8
Source: Istat, labour force surveys.
(1) Average of quarterly surveys conducted in January, April, July and October.

The proportion of part-time workersrose slightly, from 8.4 per cent in
2001 to 8.6 per cent in 2002 for the entire economy and from 8.2 to 8.3 per
cent excluding agriculture. After the small decline in 2001, the share of
fixed-term workers in payroll employment remained broadly stable at 9.9
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per cent overall and 9 per cent for the non-farm economy (9.8 and 8.9 per
cent in 2001).

Between October 2000 and July 2002 a significant boost to permanent
positions came from the tax credit instituted by Law 388 of 23 December
2000. Utilization of theincentivewasfar greater than had been expected, and
the consequent budgetary impact prompted the Government to suspend it
at the start of July, reinstating it in January 2003 but with substantial
restrictions. The Ministry of Labour and Social Policiesestimatesthat when
it was suspended the relief covered 250,000 jobs, half of them in the South.

Total spending for activelabour policiesrosefrom 0.66 per cent of GDP
in 2000 to 0.73 per cent in 2001. Preliminary data suggest that it fell to 0.60
per cent in 2002 (Table 20). Hiring incentives, including the tax credit,
formed the largest active labour policy item, accounting for over 40 per cent
of the total in 2001. Spending on passive policies, i.e. unemployment and
early retirement benefits, stabilized at just over 0.6 per cent of GDP.

Table 20

PUBLIC EXPENDITURE FOR LABOUR POLICY IN ITALY
(as a percentage of GDP)

1993 1994 1995 1996 1997 1998 1999 2000 2001 |2002 (1)

Active policies .. ... 0.86 | 0.76 | 0.66 | 0.64 | 0.62 | 0.69 | 0.68 | 0.66 | 0.73 | 0.60

of which: employ-
ment incentives | 0.24 | 0.26 | 0.24 | 0.25 | 0.28 | 0.40 | 0.45 | 0.50 | 0.60 | 0.55

Passive policies.... | 1.22 | 1.21 | 0.98 | 0.97 | 0.85 | 0.76 | 0.68 | 0.63 | 0.62 | 0.63

Unemployment
benefits ... ... 0.90 | 0.92 | 0.69 | 0.67 | 0.62 | 0.58 | 0.55 | 0.52 | 0.53 | 0.55

Early retirement . | 0.32 | 0.29 | 0.29 | 0.30 | 0.23 | 0.18 | 0.13 | 0.11 | 0.09 | 0.08
Total .. 208 | 197 | 1.64 | 1.61 | 1.47 | 1.45 | 1.36 | 1.29 | 1.35 | 1.23

Sources: Based on data from Ministero del Lavoro e delle politiche sociali. Monitoraggio delle politiche occupazionali e del lavoro. 2003.

On the basis of Istat estimates, the proportion of workers classed as
“irregular” inthe national accounts held steady in 1999-2000 at 15 per cent,
compared with 13.5 per cent in 1992. In 2000 irregular workers numbered
more than 3.5 million. The measures to encourage the regularization of
underground labour introduced in 2001 (seethe Annual Report for 2001) and
amended several timesin 2002 apparently had an extremely modest impact,
far less than the original forecast of 900,000 workers. All told, the
regularization programme attracted some 2,700 firms, many of which were
already registered with INPS.



Labour input and sectoral developmentsin Italy

L abour input, measured in standard labour units, rose by an average of
1.1 per centin 2002, or 255,000 units(Table 21), compared with theincrease
of 322,000 or 1.4 per cent in the number of persons employed in Italy,
including non-residents. The difference was due not only to the spread of
atypical employment but also to an increase in Wage Supplementation for
short-time working. The expansion of labour demand involved all
branches except agriculture and fishing, financial intermediation and
general government.
Table 21

SECTORAL DISTRIBUTION OF LABOUR INPUT IN ITALY
(standard labour units; percentage shares of total and percentage changes)

Total employment Salaried employment
Share Change Share Change
1992 | 2002 | 2002 | 20021 41995 | g0z | 2002 | 2002
1992 | 2001 1992 | 2001
Agriculture, forestry and fishing ........ 8.3 5.5(-31.6| -2.3| 4.4 3.1]-24.6| -0.8
Industry excluding construction ........ 23.0| 21.7| -3.2| 0.4| 27.4| 25.4| -2.0| 0.3
of which: manufacturing . ................ 22.1| 21.0| -2.2| 0.5| 26.0| 24.5| -0.9| 0.5
Construction ............ ..o 7.0 6.9 19| 16 6.3 58] -3.3] 3.8
ServiCes ... ..t 61.7| 65.9| 9.6/ 1.5| 62.0| 65.7| 11.6| 2.0
Wholesale and retail trade, repair of
personal and household goods ........ 15.5| 15.2| 0.7 0.4| 9.8| 114| 22.5| 3.7
Hotels and restaurants .. ................ 4.8 55| 17.2| 0.7 3.8 4.3|20.8| -0.8
Transport, storage and communications . . . 6.1 6.1 4.0 0.8 6.7 6.6| 3.7 0.6
Financial intermediation ................. 2.7 26| -0.3| -1.3 35 3.3| 0.7| -0.7
Services to businesses and
households (1) ...................... 7.6/ 10.8| 46.3| 6.7| 6.2 8.4| 44.1| 8.1
Public administration (2) ................ 6.3 5.7| -7.7| -0.9 9.2 8.0 -7.7| -0.9
Education ............. ... .o 6.9 6.6 -1.5| 0.7 9.4 8.6 -3.8| 0.5
Health and other social services ......... 5.2 5.6/ 9.9/ 08| 6.1 6.3 84| 11
Other community, social and personal
SEIVICES ittt 3.7 44| 218 25 3.2 41| 320/ 3.5
Private households with employed persons 2.8 33| 17.7| 16| 4.1 46| 17.7| 1.6
Total ..... 100.0| 100.0f 2.7 1.1|100.0|100.0|/ 5.4| 15
Source: Istat, national accounts.
(1) Includes real-estate, renting, computer and research services and other professional and business services. — (2) Includes defence
services and compulsory social security services.

Nearly twothirdsof theincreaseinlabour input camein market services
to businesses and househol ds, which used 164,000 additional |abour units,
arise of 6.7 per cent. The share of labour utilized by this sector has risen
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steadily from 7.5 per cent in 1994 to 10.8 per cent last year. Note that the
figureincludes employees of temporary employment agencieswho actually
work in other sectors. According to calculations by the Ministry of Labour
and Social Policies based on INPS data, the agencies employed an average
of 136,000 persons in the first half of 2002, accounting for labour input
equivalent to 90,000 full-time workers. This was 26 per cent more than in
thefirst half of 2001, which itself had registered a 61 per cent increase over
the year-earlier period.

Services to households contributed almost one fourth of the total
increment inlabour inputin 2002 (60,000 standard unitsor 1.3 per cent). The
number of labour units employed increased by 0.7 per cent in education
services, 0.8 per cent in health and other social services, 2.5 per cent in other
community social and personal services and 1.6 per cent in domestic
services. Together, these sectors account for one fifth of all employment.

Labour input rose by 1.6 per cent in construction, continuing the
expansion under way since 1999. It a'soincreased, albeit lessmarkedly than
in 2001, in wholesale and retail trade (0.4 per cent), hotels and restaurants
(0.7 per cent) and transport and communications (0.8 per cent).

In industry excluding construction, despite the decline in production
labour input returned to growth last year (19,000 unitsor 0.4 per cent). Istat’s
survey of largefirmsand the Bank of Italy’ssurvey of firmswith 20 or more
workers found that on average for the year hours per capita decreased
slightly and the incidence of overtime was unchanged (Table 22).

Unemployment and labour supply in Italy

The average annua unemployment rate fell from 9.5 to 9 per cent in
2002, with long-term unemployment declining from 5.9to0 5.3 per cent. The
reduction cameinthe South (from 19.3t0 18.3 per cent) and the Centre (from
7.4 10 6.6 per cent), while the rate in the North was unchanged at 4 per cent
despite adlight rise in the second half of the year. The nationwide rate for
men declined from 7.3to 7 per cent and for women from 13to 12.2 per cent.

Labour market participation increased last year. Thelabour force grew
by 211,000, or 0.9 per cent, to aimost 24 million. The average participation
rate for persons aged 15 to 64 rose from 60.4 to 61 per cent. Participation
increasedin all partsof the country but most sharply inthe Centreand North,
thus further exacerbating geographical disparities; therateis54 per centin
the South, 64.8 per cent intherest of the country. The male participation rate
turned upwards (from 73.6 to 74 per cent), whilethefemalerate grew again,
albeit more slowly than in years previous (from 47.3 to 47.9 per cent).



Table 22

EMPLOYMENT AND WORKING HOURSIN ITALIAN INDUSTRY
EXCLUDING CONSTRUCTION: FIRMSWITH AT LEAST 20 EMPLOYEES

(percentages)
2002
Size cl .
2001 (numb:;eo? vavfjsrkers) Geographical area (1)
Total South
20-49 |50-199 [200-499 | 500+ ’\\‘,32; "I‘E‘;'S‘? Centre | and
Islands
Salaried employment
Salaried employment (2) .... | -0.1| -1.2| 0.1|-09| -1.1| -29| -18| -06| -0.5| -1.7
Average employment (2) .... | -0.7| -1.0| -0.3| -09| -08| -19| -1.7| -0.2| -0.6 | -1.0
Employment at end of year (2)
Proportion of fixed-term
workers at end of year ... 64| 63| 69| 6.3 58| 6.0| 54| 69| 64| 7.7
Turnover (3)
Turnover (4) ............... 340|312 | 34.3|33.7| 30.0|26.1| 249|350 31.0| 42.8
Hirings .................. 16.6 | 15.1| 17.0| 16.4| 146| 12.1| 116 | 17.4| 15.2| 20.9
permanent ............. 72| 64| 81| 6.7 56| 49| 56| 71| 58| 83
atfixedterm ........... 94| 87| 89| 97 9.0| 72| 6.0|103| 94| 126
Separations .............. 17.3| 16.1| 17.3| 17.3| 154| 14.0| 13.3| 17.6 | 15.8| 21.9
for expiry of fixed-
term contract ..... 96| 88| 89| 9.7 9.7| 73| 6.1|103| 99| 127
for otherreasons ........ 77| 73| 84| 7.6 57| 67| 72| 73| 59| 92

Actual working hours

Hours worked peremployee(2) | -0.8| -0.8| -09| -0.6| -15| -05| -0.8| -0.6 | -0.9 | -0.8

Overtime (5) .............. 41| 41| 38| 4.0 44| 45| 43| 42| 38| 3.9
Temporary employment (5) (6) | 1.2| 1.3|....| 1.3 14| 12| 12| 15| 12| 1.0
Wage Supplementation (5) (6) 12| 13)....| 11 15| 15| 15| 06| 16| 20

Unionization rates

Percentage of firms
with company-level union
representation ............ ....| 555|44.4| 78.1| 93.8| 97.7| 58.7| 57.0| 57.0 | 53.9

Percentage of union members | ....| 37.8| 30.6 | 38.6 | 39.0| 43.5| 36.4| 34.9| 434 | 43.1

Source: Banca d'ltalia. Indagine sulle imprese dell'industria in senso stretto.

(1) Actual location of emplyees. - (2) Percentage changes on previous year. - (3) Ratio of hirings and separations in the year to the
average of employment at the beginning and at the end of the year. - (4) Sum of hirings and separations. - (5) As a percentage of total
hours actually worked by firms’ employees. - (6) Total refers only to firms with at least 50 employees.
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On 8 April 2003 Istat released the definitive data from the fourteenth
general census of the resident population and housing in Italy as of 21
October 2001. Theresident popul ation numbered 56,995,744, an increase of
217,713 (0.4 per cent) since the 1991 census. The increase was entirely
accounted for by the North-East (wherethe population grew by 2.5 per cent),
while the other parts of the country showed slight declines. The population
of the cities larger than 500,000 (Turin, Milan, Genoa, Rome, Naples and
Palermo) diminished by 540,595 (7.2 per cent), falling from 15.2t0 13.9 per
cent of thetotal population. The censusfigureis850,000 lower than thetotal
of civic registers as of 1 January 2001, compared with a discrepancy of
970,000 at the 1991 census.

Inthe 1990stheltalian popul ation grew solely by virtueof immigration.
According to the civic registers, the natural demographic balance, i.e. the
difference betweenlivebirthsand deaths, was negative by an annual average
of 24,000 between 1993 and 2002, against net immigration of 131,000 ayear
(Figure 13).

Figure 13
CHANGESIN RESIDENT POPULATION OF ITALY
(number of persons)
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Source: Ministero dell’Economia e delle finanze, Relazione generale sulla situazione economica del Paese - (2002), vol. Ill, Appendice
PD.3.

(1) Difference between number of live births and number of deaths. - (2) Based on residence data from civic registers. - (3) Sum of natural
and migratory balances.

Between December 1993 and December 2000 the number of foreigners
resident in Italy according to municipal civic registersincreased by 835,000
(802,000 coming from non-EU countries) to 1,465,000. Their share of the
population thusrosefrom 1.1to 2.5 per cent. At the end of 2001 the number
of residence permits in being or in course of renewal - which does not
correspond to civic register figures because the permits do not count minors
separately and short-term permits do not entail entry in the register - was
1,448,000, including 1,308,000 held by non-EU citizens. These figures do



not include foreignerslacking avalid residence permit. Law 189 of 30 July
2002, whichtightened theimmigration rules, provided for theregularization
of immigrant workers already present in Italy who had current employment
relationships. By the November deadline, more than 700,000 applications
for regularization had been submitted, including 340,000 for persons
engaged in domestic work or persona care. Net of double-counting of
applicationsfor the same worker presented by more than one employer, the
number of immigrantsawaiting regularizationisestimated at 600,000. Inthe
two previousrounds of regularization, 256,000 applicationswere submitted
in 1995 (of which 246,000 were accepted) and 323,000 in 1998.

Wages and the cost of labour in Italy

Changes in earnings in the private and public sectors came back into
line with one another in 2002 following two years of much faster growthin
the latter. Earnings per standard employee labour unit (actual earnings as
measured in the national accounts) rose by an average of 2.6 per cent in both
sectors (Table 18), equal to therisein the consumer priceindex. Asin 2001,
the cost of labour - gross earnings plus employer social contributions - per
standard employee labour unit rose less than unit earnings (2.4 per cent),
owing to areduction in social contribution rates.

In the second half of the 1990s wage differentials between North and
South remained stable in the private sector and widened in industry
excluding construction. According to the regional accounts, the cost of one
standard employee labour unit (including employer socia contributions)
rose by 2.9 per cent per year in the South between 1995 and 2000 compared
with 2.3 per cent in therest of the country. Gross unit earnings increased at
arate of 3.3 per cent in both areas, so that earningsin the South remained at
82 per cent of thosein the Centreand North. Inindustry, however, grossunit
earningsin the South fell from 92 to 87 per cent of those in the Centre and
North, owing to much slower growth (2.5 against 3.5 per cent annually).
Annual labour cost increases were similar in the two areas (2.6 per cent in
the South, 2.7 per centintherest of the country), leaving the ratio unchanged
at 84 per cent. In southern industry, therefore, the impact on labour costs of
higher contribution rates - with the phasing out of socia security
contribution relief beginning in 1994 - was offset by slower wage growth
than in the North. The Bank of Italy’s survey of household income and
wealth also indicates a widening of geographical disparities between 1995
and 2000. Monthly take-home pay in the South fell from 89 to 81 per cent
of that inthe Centreand Northinthe private sector and from 89to 83 per cent
in industry. Neither the amplitude of the earnings gap nor its evolution
depends on the demographic or sectoral composition of employment.
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Industrial relationsin Italy

Contract renewalsin 2002 (in the construction, chemical, credit, wood
and furniture, textileand clothing, gas, and water industries) called for raises
inlinewith thetarget inflation rate for thetwo years covered and substantial
recouping of the differential between actual and target inflation over the
previous two years. The few private sector contracts concluded in the early
part of 2003 (in the glass, ceramics, printing and engineering industries) and
the union demands in negotiations under way (food, wholesale and retail
trade, tourism), however, arebased onforecast inflation rates of around 2 per
cent for 2003 and 2004, higher than the Government’stargetsof 1.4 and 1.3
per cent.

For the engineering industry the new contract callsfor awageincrease
of 5.8 per cent over 2003 and 2004, plus alump-sum payment of €220 in
compensation for the late renewal of the contract. Thelast instalment of the
increase, payablein December 2004, isdesignated as an advance against the
expected difference between actual and target inflation in 2003 and 2004,
which will have to be taken into account in the subsequent contract. In the
public sector, contracts signed in February for ministerial personnel and in
May for the school system provided for increasestotaling 6.5 and 8 per cent
respectively to be phased infor 2002-2003, following raisesof 5.1 and 7 per
cent over the previous two years.

Thenumber of hourslost to strikesrose sharply intheearly part of 2002
in connection with the proposal for reform of therulesgoverning individual
dismissals set out by the Government in November (see the Annual Report
for 2001). The climate of industrial relations has remained strained, in part
because of divisions between the leading trade unions, but has not yet
resulted in an increase in contract and work-related disputes.

On 5 July 2002 the Government, employers and labour unions (except
the CGIL) signed the so-called Pact for Italy, an agreement containing
measures regarding the structure of taxation, the labour market and
intervention in southern Italy. Thelabour market measureswereincludedin
two enabling laws (see Economic Bulletin, No. 35, November 2002, box on
“Labour market measuresin the Pact for Italy”). Thefirst law, definitively
approved by the Senate in February 2003, commits the Government to
reform public and private employment agencies, contracts that provide for
training, part-time work and various forms of occasional employment. The
second, still before Parliament, concerns the more controversial matters:
reordering of hiring incentives, the reform of social shock absorbers, the
experimental suspension of Article 18 of the Labour Rights Law of 1970,
and arbitration of individual disputes.



PRICESAND COSTS

In the euro area the harmonized consumer price index rose by 2.2 per
cent in 2002, compared with 2.4 per cent the previous year. In Italy it
increased by 2.6 per cent (2.7 per cent in 2001). The slight slowdown was
due to asharp deceleration in the prices of the more volatile items, such as
energy and unprocessed food products. By contrast, coreinflation, measured
by the general index excluding these items, accelerated from 1.9 to 2.5 per
cent in the euro areaand from 2.4 to 2.8 per cent in Italy.

The behaviour of consumer prices in the euro area reflected that
of domestic costs, as the prices of imported goods and services fell
(Figure 14). The GDP deflator rose by 2.4 per cent in the euro area and by
2.7 per cent in Italy. The changeover to the euro had a temporary effect,
especially in services; according to estimates by both Eurostat and the
European Central Bank, theimpact was small, although larger than had been
assumed in the more optimistic forecasts. This effect aso appearsto bethe
reason for the disparity observed in 2002 between the inflation rate actually
recorded by dtatistical institutes and subjective perceptions of price
behaviour captured in consumer surveys.

The dispersion of the inflation rates of euro-area countries has been
increasing sincetheend of the 1990s, both including and excluding themore
volatile items; in 2002 it approached the levels recorded in the first half of
thelast decade. On the basisof the harmonized consumer price datarecently
revised by Eurostat, the differential between inflation in Italy and the
average for the other euro-area countries remained broadly unchanged in
2002 at just under 0.5 percentage points; thedifferential wassimilar for core
inflation.

Professional forecasters expect consumer price inflation to decrease
slightly in 2003, to around 2 per centintheeuro areaand 2.5 per centinItaly,
owing to an easing of tensionsin the oil market and the appreciation of the
euro coupled withamodest recovery in activity. Theaveragerate of increase
in consumer prices is expected to fall significantly below the 2 per cent
threshold next year.
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Figure 14

INFLATION INDICATORSIN THE EURO AREA AND ITALY
(half-yearly data; percentage changes on the year-earlier period)
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Source: Based on Eurostat data.

(1) Harmonized index of consumer prices. Left-hand scale. - (2) For the entire economy. The changes are calculated from the moving
average of the two half-years ending in the reference period. The changes for the euro area are calculated from the values for France,
Germany, Italy and Spain; for Italy and Spain unit labour costs are based on standard labour units. Left-hand scale. - (3) Right-hand
scale.

Prices and costsin the euro area

Consumer prices. - Consumer price inflation in the euro areawas 2.2
per cent in 2002 as awhole but fluctuated during the year owing to the more
volatile components. The twelve-month rate of increase in the harmonized
index rose to an average of 2.5 per cent in the first quarter, compared with
2.1 per cent in the last quarter of 2001 (Figure 15); the acceleration in
consumer priceswas duein part to asharp increasein the prices of fruit and



vegetables (13.4 per cent in the first quarter), which was ascribable to bad
weather and the changeover to the euro. As the effects of these temporary
factors petered out, inflation slowed down to 2.1 per cent in the second
quarter. The slight pick-up to 2.3 per cent in the final quarter was triggered
by an acceleration in the prices of energy products.

Figure 15

HARMONIZED INDEX OF CONSUMER PRICESIN THE EURO AREA
(quarterly data; percentage changes on the year-earlier period)
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Source: Based on Eurostat data.

Coreinflation rose to 2.5 per cent in 2002 as a whole, compared with
1.9 per cent the previous year. However, it edged downwards in the course
of the year, by 0.2 percentage points between January and December. This
seemsasmall decrease, given the continued weakness of economic activity
and the nominal effective appreciation of the euro by 3 per cent in 2002,
compared with one of 1.8 per cent in 2001. During the last period of slower
growth (1998-99) core inflation was on average more than one point lower
than last year.

The rise in unit labour costs over the past two years, which was
attributable mainly to the sowdown in the growth of productivity per
employee, sustained the core rate of inflation. In 2001-02 the rise in unit
labour costs was on average around 1.5 percentage points higher than the
very modest increase recorded in 1998-99, when earnings in the economy
as awhole increased very little.

Among the major euro-area countries, consumer price inflation fell
appreciably inGermany (to 1.3 per cent, compared with 1.9 per centin2001;
Table 23), as unit labour costs increased much less than in the other major
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countries of the area; the prices of non-food and non-energy products
declined dlightly inthat country from the end of 2002 onwards. Theinflation
rate remained virtually unchanged in Franceand Italy, at 1.9 and 2.6 per cent
respectively.

Table 23
HARMONIZED INDICES OF CONSUMER PRICES
IN THE EURO AREA
(percentage changes on the year-earlier period) (1)
Italy Germany France Euro area

2003 2003 2003 2003
2001 | 2002 o1 2001 | 2002 o1 2001 | 2002 o1 2001 | 2002 o1

Generalindex .......... 27| 26| 28| 19| 13| 11| 18| 19| 23| 24| 22| 23
Core inflation (2) ..... 24| 28| 26| 1.2| 15| 08| 15| 22| 21| 19| 25| 20
Processed food .... | 25| 22| 24| 22| 25| 21| 34| 3.3| 40| 28| 3.1| 3.2

Non-food and
non-energy products | 1.8| 2.4| 1.7| 0.2| 05|-05| 0.9| 09| 05| 09| 15| 0.7

Services .......... 29| 34| 35| 17| 20| 14| 15| 2.8| 28| 24| 31| 27
Unprocessed food 58| 49| 26| 7.0/-0.1|-46| 74| 29|-04| 7.0| 31| 0.2
products ............

Energy products . ... .. 16|-26| 54| 57| 03| 76|-15|-15| 74| 22|-06| 7.0

Source: Based on Eurostat data.

(1) For Italy the percentage changes for 2001 are calculated from the indices that do not take account of the new method of recording
promotional offers. - (2) General index excluding unprocessed food and energy products.

Producer and export prices. - Producer pricesintheeuro arearemained
stable between 2001 and 2002 as awhole, with those of intermediate goods,
especially energy products, falling by 2.2 per cent. This restraining effect
lessened as the year progressed, so that the twelve-month rate of changein
producer prices gradually turned positive again, rising to 1.3 per cent in the
fourth quarter compared with -0.7 per cent inthefirst. Thefall inthe prices
of intermediate goods al so kept producer prices broadly unchanged over the
year asawholein the major countries of the area except Spain, where there
was a modest increase; in the second half of the year, however, they began
to rise again everywhere.

Theindex of the producer prices of non-food and non-energy products
for final consumption, which tends to move several months before changes
occur in the corresponding consumer price index, rose by 2.1 per cent in
2002, compared with 1.9 per cent in 2001; in the course of the year therewas
adlight slowdown from 2.2 per cent in the first quarter to 1.9 per cent in the
fourth.

Last year the pricesof euro-areacountries’ exportswere affected by the
weakness of world demand and the further nominal appreciation of theeuro.



According to national accounts data, the price deflator of exports of goods
and servicesfell by 0.7 per cent for the area as a whole, compared with an
increase of 1.7 per cent in 2001 (Figure 16). Italian and French producers
reduced their export prices for manufactured goods by annual averages of
1 and 1.6 per cent respectively while keeping domestic prices broadly
unchanged. Part of the reason for the smaller reduction in the prices charged
by Italian exporterswasthat unit labour costshaverisenmorerapidly inltaly
than in the area’s main trading partners over the past two years. German
producers, by contrast, raised their export prices by an average of 0.3 per
cent, despite benefiting from amuch smaller risein domestic costs than the
other major euro-area countries.

Figure 16

EXPORT AND IMPORT DEFLATORSIN THE EURO AREA
(percentage changes on the year-earlier quarter)
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Sources: Based on Istat and Eurostat data.

Costs. - With economic activity weak, the nominal appreciation of the
euro last year increased the pressure on firmsto hold down their pricesinthe
domestic market aswell asthose for exportsin order to defend their market
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share against competition from producersoutsidethe area. At the sametime
it curbed the cost of imported inputs. The implicit import price deflator
declined by 1.6 per cent in the areaasawhole in 2002, whereasit had risen
by 1 per cent the previous year, when the effects of the long depreciation of
the euro and therisein oil prices were still being felt (Figure 16).

During 2002 Reuters’ monthly surveysof firms' purchasing managers
showed costsinindustry and servicesin the euro arearising in thefirst half
of theyear but slowing down thereafter, aided by the appreciation of theeuro
against the dollar by more than 10 per cent between the two halves. The
dollar pricesof non-energy raw materialsonworld marketsremained almost
unchangedinthesecond half of theyear, whereasthe heightening of tensions
intheMiddle East caused arenewedrisein oil pricesto an average of $26.90
abarrel for Brent gradein the second half, compared with around $23 in the
first.

Inthefour largest euro-area countries unit labour costsin the economy
asawholerose by an average of 1.6 per cent, compared with 2 per cent the
previous year (Table24). The dlight slowdown was attributable to a
marginally lower increase in nominal per capita incomes (2.1 per cent,
compared with 2.4 per cent) and to slightly larger productivity gainsthanin
2001, although they were still extremely small (0.5 per cent, against 0.4 per
cent). Theaverageriseof 1.8 per centinunit labour costsinthelast twoyears
compareswith an average annual increase of around 0.5 per cent inthethree
yearsfrom 1998 to 2000 (Figure 17), when amuch more modest risein per
capitaincomes had been accompanied by more sustained growth in labour
productivity.

Figure 17
UNIT LABOUR COSTS(1)

(half-yearly data; percentage changes on year-earlier period)
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Sources: Based on Istat and Eurostat data.

(1) Based on standard labour units for Italy and Spain. - (2) Changes calculated on the basis of the values for France, Germany, Italy
and Spain (weighted average based on GDP).




Table 24
UNIT LABOUR COSTSAND THEIR DETERMINANTS
IN THE MAJOR EURO-AREA COUNTRIES
(percentage changes on the previous year)

Labour productivity

Labour costs

per employee
@

Unit labour

Value added Employment costs
(2 (1)

2001 2002 2001 2002 2001 2002 2001 2002 2001 2002

Industry excluding construction (3)

Germany ........ 1.8 1.7 0.3 2.0 04| -0.2 01| -21 15| -0.2
France .......... 2.2 2.6 1.6 1.9 2.7 0.2 11| -17 0.6 0.7
laly ............. 29 2.6 16| -04 09| -01| -07 0.4 13 3.0
Spain ........... 4.1 4.3 0.0 1.5 1.4 1.0 14| -05 4.1 2.7
Euro4 (4)........ 2.2 2.1 0.9 1.1 1.2 0.1 04| -11 1.4 0.9
Services (5)

Germany ........ 1.6 1.7 0.7 1.0 2.0 1.4 1.3 0.4 0.9 0.7
France .......... 3.0 2.7 0.1 0.2 21 1.8 2.0 1.6 2.9 25
ltaly ............. 3.3 2.3 03| -05 2.6 1.0 2.2 15 3.0 29
of which: private . 2.7 21 03| -11 2.8 0.9 25 2.0 2.4 3.3
public . . 4.0 25 0.3 0.5 2.1 13 1.8 0.8 3.6 2.0

Spain ........... 4.2 3.7 1.6 0.4 4.0 2.7 2.4 2.3 2.5 3.3
Euro4 (4)........ 2.6 2.3 0.5 0.3 2.3 1.6 1.8 1.3 2.1 2.0

Total economy

Germany ........ 1.7 1.6 0.7 1.3 1.1 0.7 04| -0.6 1.0 0.3
France .......... 2.9 25 0.2 0.5 2.0 14 1.8 0.8 2.6 1.9
ltaly ............. 3.0 2.4 04| -05 2.1 0.6 1.7 11 2.6 29
Spain ........... 4.1 4.0 0.8 1.0 3.2 2.3 2.4 1.3 3.2 29
Euro4 (4)........ 2.4 21 0.4 0.5 1.8 1.0 1.4 0.5 2.0 1.6

Source: Based on Eurostat data.

(1) Standard labour units for Italy and Spain. - (2) At 1995 base prices. - (3) By contrast with the “manufacturing sector”, also includes
mining and electricity generation and distribution. - (4) Changes calculated on the basis of the values for France, Germany, Italy and
Spain (weighted average based on GDP). - (5) For Italy services exclude the renting of property.

In 2002 unit labour costs rose by 2 per cent in services, whereas in
industry excluding construction, where productivity gains were far larger,
they increased by 1 per cent (Table24). Among the major euro-area
countries, the rise in unit labour costs in the economy as a whole was
particularly small in Germany (0.3 per cent), where the slowdown in
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economic growth was reflected in an immediate fall in employment,
especialy in industry. Unit labour costs increased much more rapidly in
France (1.9 per cent) and Italy (2.9 per cent), as employment in these
countries was less responsive to the cyclical downturn.

The ratio of profits to value added in the service sector remained
broadly stable in 2002, both in the area as a whole and in the three largest
countries. In industry excluding construction it was also more or less the
sameasin 2001 in the areaasawhole; it fell by about one percentage point
in France and Italy but rose in Germany, reflecting the more moderate
growth in labour incomes against the background of afall in employment.

The first few months of 2003. - In thefirst few months of thisyear the
twelve-month rate of consumer priceinflationinthe euro arearemained just
above 2 per cent; in April it roseto 2.1 per cent, compared with 2.3 per cent
in December. The slowdown in the prices of services and non-food and
non-energy products was partly offset by a steep increase in energy prices,
which reflected the transitory strains in world oil markets. The raising of
tobacco tax in some countries caused the rate of increase in the prices of
processed foods in the area as a whole to rise to 3.4 per cent in April,
compared with 2.7 per cent in December 2002.

The dispersion of inflation rates. - The dispersion of inflation rates
among euro-area countries, measured in terms of the unweighted standard
deviation, fell to alow in 1997-98, when countries were making strenuous
efforts to meet the Maastricht convergence criteria (Figure 18). This
measure of dispersion, which does not include Greece until January 2001,
then rose again, to stand at more than one percentage point last year.

The countries with the highest and lowest inflation rates were almost
invariably the same ones. The first group consisted of Portugal, Ireland,
Spain and Italy until the end of the 1990s, when they were joined by the
Netherlands, where the overall index was affected by measures relating to
certain controlled prices, and Greece. By contrast, the countries with the
lowest average annual inflation rates were predominantly Germany, France
and Austria. Average inflation in the euro area was held in check by the
behaviour of consumer prices in the two largest countries — France and
especially Germany — which together account for around half of the entire
area. The inflation expectations of professional forecasters indicate that
averageinflationintheareathisyear and next islikely to continueto reflect
the moderate price trend in these two countries.

From 1997 onwards the dispersion of core consumer price inflation
ratesincreased in parallel with that for the general index. Hence the halt in



the convergence of inflation rates from 1998 onwards was due only
marginally, and in specific periods, to the shocks that affected the more
variable components of consumer prices in later years, in particular the
prices of crude oil and mest.

Figure 18
DISPERSION OF CONSUMER PRICE INFLATION RATES
AMONG THE EURO-AREA COUNTRIES(1)
(percentage changes on previous year and percentage points)
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Source: Based on Eurostat data.

(1) Excluding Greece until December 2000. - (2) The data for the three countries with the highest inflation and the three with the lowest
inflation are also shown for each year. Left-hand scale. - (3) Unweighted standard deviation, in percentage points, between the inflation
rates of the countries in the area. Right-hand scale.

- = - dispersion (3)

Differencesin the behaviour of domestic costswerethemain reasonfor
inflation differentials. The dispersion in the rise in unit labour costs in the
euro-area countries decreased substantially in 1998 and 1999 owing to the
convergence of rates of growth in labour incomes but increased again
thereafter; this pattern isin line with movementsin national inflation rates.

Inflation expectations. - From the beginning of last year onwards the
professional forecasters surveyed by Consensus Forecasts were predicting
an inflation rate of around 2 per cent in the euro areain 2003 (Table 25).

Expectations of inflation in Italy were dlightly higher, rising in early
2003 to 2.4 per cent on the basis of the survey conducted in May. The
differential sbetween consumer priceinflationinItaly and the corresponding
ratesin France and Germany are expected to narrow only slightly thisyear,
to 0.5 and 1.2 percentage pointsrespectively. In 2004 inflationinthe areaas
awholeis expected to fall below the 2 per cent threshold, whereasin Italy
itislikely to remain about half a point higher.
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Table 25

EXPECTATIONS CONCERNING CONSUMER PRICE INFLATION
IN THE EURO AREA IN 2003 AND 2004 OBSERVED
BY CONSENSUS FORECASTS
(percentage changes on previous year)

Forecasts for 2003 made in the period indicated madé:?rlr?ﬁgsggzrfigziziﬁgﬁ:ated

January 2002 | June 2002 Degember May 2003 | January 2003 | May 2003

Germany ........... 1.5 1.7 1.2 1.2 1.4 1.2

France ............. 1.4 1.6 1.7 1.9 1.6 1.5

taly ............... 1.9 2.0 2.1 2.4 2.0 2.0

Spain .............. 2.6 2.8 3.1 3.1 2.7 2.7

Euroarea .......... 1.8 1.9 1.8 2.0 1.7 1.6
Source: Consensus Forecasts.
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Over longer time spans, the expectationsof professional forecastersand
those that can be deduced from the financial markets confirm that inflation
in the euro areawill remain stable at less than 2 per cent (Figure 19).

Figure 19

LONG-TERM INFLATION EXPECTATIONSIN THE EURO AREA

Consensus Forecasts (1)
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Sources: Consensus Forecasts and based on Datastream data.
(1) Expectations recorded in April 2003 regarding percentage changes in consumer prices in relation to the previous year for the years
indicated on the horizontal axis. - (2) Difference in percentage points between the yield to maturity on fixed-rate French government
securities (obligations assimilables du Trésor, OATs) maturing in 2013 and that on comparable securities with a coupon indexed to
consumer prices in France.
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Pricesand costsin Italy

Prices. - Inflation in Italy, measured by the general consumer price
index, came down from 2.7 per cent in 2001 to 2.5 per cent in 2002 (the
slowdown onthe basisof theharmonized index wasfrom 2.7 to0 2.6 per cent).
The twelve-month rate was below 2.5 per cent until the summer but roseto
2.8 per cent in the last two months of the year in connection with the
acceleration in energy prices; in the first five months of this year it was
around 2.7 per cent (Figure 20).

Figure 20

ITALY: GENERAL CONSUMER PRICE INDEX
(percentage changes)

1999 2000 2001 2002 2003

® on previous month (1)  ------ on 3 months earlier (1) on 12 months earlier

Source: Based on Istat data.
(1) Seasonally adjusted and annualized.

Inltaly thegeneral consumer priceindex ispreferred to the harmonized
index for the purposes of economic analysisbecauseitisavailablefor along
timespan, at disaggregated aswell asaggregated level, and makesit possible
to distinguish precisely between itemsthat are subject to price controls and
those that are not. Furthermore, since the beginning of 2002 the Italian
harmonized index has been far more erratic than the general index because
of thedifferent method of recording promotional offersimposed by Eurostat
for calculating the harmonized index, which makes its use for short-term
analysisinadvisable.

The prices of services not subject to price controls rose appreciably, by
3.9 per cent compared with 3.2 per cent in 2001; this rate of increase, the
highest sincethe middle of the 1990s, wasdue partly to thetemporary effects
of the changeover to the euro and the sustained rise in unit labour costs,
which have a strong impact on the sector’s total unit variable costs.
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In 2002 items subject to price controls rose by only 0.3 per cent, thus
making a significant contribution to containing inflation. Regulated energy
prices, which tend to follow movementsin the world prices of oil products,
declined and the prices of other items rose only moderately.

In 2002 the rise in the producer prices of industrial goodsin Italy was
very small (0.2 per cent, compared with 1.9 per cent in 2001), in line with
developmentsin therest of the area. The prices of non-food and non-energy
productsfor final consumptionincreased by 2.5 per cent, compared with 2.2
per cent the previousyear, although thetwel ve-month rate camedownby 1.3
percentage points between January 2002 and March 2003.

Costs and margins. - On the basis of the input-output price indicators
compiled by Istat, the sharp fal of 2.2 per cent in the cost of the
manufacturing sector’simported inputs (compared with arise of 2.5 per cent
in 2001) offset the acceleration in therisein the cost of Iabour inputs from
3t0 3.9 per cent (Table 26). Thesector’sunit variable costsroseby 1 per cent
overall, compared with 1.6 per cent in 2001, whereasoutput pricesincreased
by 0.5 per cent. Manufacturing firms' profit margins thus contracted last
year, after having increased dlightly in 2001.

Table 26

UNIT VARIABLE COSTSAND OUTPUT DEFLATOR IN ITALY (1)
(percentage changes on previous year)

Manufacturing Services excl. public services
% weight 2001 2002 % weight 2001 2002

Unit variable costs ............. 100.0 1.6 1.0 100.0 2.8 2.6
Labourinputs ................. 35.9 3.0 3.9 73.6 23 2.8
Otherinputs .................. 64.1 0.8 -0.5 26.4 3.9 2.3

Domestic .................. 38.3 -0.5 0.9 19.9 3.6 3.1

Imported .................. 25.8 25 -2.2 6.5 4.6 -0.3
Outputprices ................. 100.0 2.4 0.5 100.0 29 1.9

Domestic .................. 58.3 1.0 3.0 91.3 2.8 1.8

Imported .................. 41.7 3.8 -1.9 8.7 3.9 2.3
Source: Istat.
(1) Indicators calculated net of intrasectoral transactions.

Profit marginsin the service sector also decreased last year owing to a
rise of 2.6 per cent in unit variable costs, in contrast to one of 1.9 per cent
in output prices.

Italy’s inflation differential. - In 2002 the rise in the harmonized
consumer priceindex in Italy was still slightly larger than that in the other



countries of the area (the difference was 0.4 percentage points, compared
with 0.3 points in 2001), partly on account of the core components of
inflation (a differential of 0.4 points, as against one of 0.5 pointsin 2001);
however, the narrowing of the latter differential was reversed in the first
quarter of this year.

Taking a wider perspective, over the last two years the differential
between core consumer priceinflationin Italy and that in therest of thearea
has more or less halved by comparison with the end of the 1990s to 0.5
points, primarily because the rise in the prices of serviceswasmorein line
with that in the other countries, thanks partly to increases in public utility
charges that were well below the general rate of inflation.

The impact of the changeover to the euro on consumer prices

According to estimatesby the European Central Bank, the changeover
to the new currency had a small overall impact on consumer prices in the
euro-areacountries. On the basisof an analysis of the harmonized consumer
price indices for around 80 categories of goods, Eurostat has estimated an
impact of between zero and 0.2 percentage pointsfor the areaasawholein
the first half of the year, with most of the effect being concentrated in the
service sector. These findings essentially confirm the ex ante projections
prepared by national central banks and statistical institutes, even though the
changeover made a larger contribution to the area’s inflation than had
originally been estimated in the most favourable scenario.

For Italy, the Bank of Italy and Istat examined a specific aspect of the
changeover, namely the inflationary impact of the migration of prices
towards" psychological” levels, such as€9.99instead of €10.00, or towards
“rounded” amounts in the new currency. The exercise was carried out for
each month between January and October 2002 on around one third of the
base price quotes used in calculating the general consumer price index,
which represent 61 per cent of the items in the basket.

In the period in question the proportion of “attractive” prices
(“psychological” or “rounded” prices) steadily increased from around one
fifth to more than half of the total price quotes considered, indicating a
gradual adjustment of prices to the new currency. Between January and
October the cumulative effect of the changeover on consumer prices as a
result of pricesreaching “ attractive’ thresholdswasestimated at between 0.3
and 0.9 percentage points, depending on the estimation method used. I stat
calcul atesthat the general consumer priceindex rose by 2.4 per cent over the
same period. For 2002 as awhole, the one-off effect accounted for between
0.1 and 0.5 points of the total inflation rate of 2.5 per cent (see the box
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“Changeover to the euro and consumer priceinflation in Italy”, Economic
Bulletin, No. 36, March 2003).

The effect of the changeover was evident amost exclusively in the
prices of items sold via traditional distribution channels, which rose much
more during the period in question than did the prices charged by modern
outlets (supermarkets, hypermarkets, etc.).

Overall, theseresultsarein linewith the ex ante estimates madejointly
by Istat and the Bank of Italy in 2001. Estimates of the impact of the
changeover on consumer price inflation have been published for only afew
countries; it isput at 0.2 pointsin France and 0.6 pointsin the Netherlands.



THE BALANCE OF PAYMENTSAND
THE NET INTERNATIONAL INVESTMENT POSITION

Italy’s current account deficit rose from €0.7 billion in 2001 to €7.3
billion in 2002, equal to 0.6 per cent of GDP (Table 27). The increase was
due to a deterioration in the balance on services, which had been in broad
equilibrium in 2001 but showed a deficit of €3.7 billion in 2002, and to a
widening of the deficit on income from €11.6 billion to €15.4 billion. The
reductioninthedeficit on current transfersfrom€6.5 billionto€5.6 billion
only partly mitigated the deterioration in the overall balance. The trade
surplus stood at €17.3 billion, essentially the same asin 2001, when it had
amounted to €17.4 billion.

Table 27
ITALIAN BALANCE OF PAYMENTS
(balances in billions of euros)
2000 2001 2002
Currentaccount ......... ... -6.3 -0.7 -7.3
GOOS ot 104 17.4 17.3
Exports ......... ... 260.9 273.6 268.3
IMports . ... 250.5 256.2 251.0
SEeIVICES o\ttt e 1.2 .. -3.7
Income ... ... -13.1 -11.6 -154
Transfers . ... -4.7 -6.5 -5.6
EUinstitutions .......................... -4.9 -5.6 -5.7
Capital account ........... ... ... 3.2 0.9 0.8
Intangible assets ............ ... . L -0.1 -0.3 -0.2
Transfers . ... 3.3 1.2 1.0
EUinstitutions .......................... 3.6 1.7 1.6
Financial account .......................... 4.3 -3.3 8.5
Directinvestment .......................... 1.1 -7.4 -2.7
Portfolio investment ....................... -26.3 -7.6 16.1
Financial derivatives ....................... 2.5 -0.5 -2.7
Otherinvestment .....................u.. 30.0 11.7 1.0
Banks (1) ... 29.5 27.6 -41.7
Change in official reserves ................. -3.1 0.5 -3.1
Errorsand omissions ............... ... ..., -1.2 3.1 -2.1
(1) MFIs, excluding the Bank of Italy.

99



100

The surplus on the capital account, which had declined sharply in
2001, wasamost unchanged, at €0.8 billion compared with€0.9 billionthe
previous year.

The financial account showed net inflows of €8.5 billion, compared
with net outflows of €3.3 billionin 2001; errors and omissions were small,
giving rise to anet outflow of €2.1 hillion.

The largest contribution to the improvement in the financial account
came from portfolio investment, which swung from net outflows of €7.6
billion in 2001 to net inflows of €16.1 billion last year; in addition, net
outflows on account of direct investment decreased from €7.4 billion to
€2.7 billion. By contrast, the balances for derivatives and *“other
investment” deteriorated, the change in the latter being particularly large.

At the end of the year Italy had a net debtor position of €70.6 billion
in respect of international investment, equal to 5.6 per cent of GDP, whereas
it had had a net creditor position of 2.5 per cent of GDP in 2001. This
substantial deterioration can be attributed largely to a fall in the value of
resident non-banks external assets, mostly consisting of equities, caused
in part by the appreciation of the euro but above all by the fall in share
prices.

Trade

Thetrade surplus, which amounted to €17.3 billion on an fob-fob basis
(1.4 per cent of GDP), was the same asin 2001, while total trade declined
in value terms. imports contracted by 2 per cent and exportsby 1.9 per cent.
The decrease in exports was caused by afall of 1.9 per cent in average unit
values, asthe volume of shipmentsremained unchanged. The contractionin
imports was also caused solely by afall in average unit values, which went
down by 3.6 per cent, while the volume of imports rose by more than 1 per
cent. The terms of trade therefore showed afurther improvement, athough
thegain of 1.8 per cent was smaller than that recorded in 2001. Import prices
benefited from the appreciation of the euro against thedollar (by 5.6 per cent
on an annual average basis), the currency in which the world prices of most
raw materials are denominated.

In 2002 exports by almost al of the main sectors in which Italy is
specialized decreased in value: electrical equipment and precision
instruments by 10.8 per cent, leather and footwear by 8.7 per cent, textiles
and clothing by 4.7 per cent, furniture by 3.5 per cent and mechanical
machinery and equipment by 2.8 per cent. There were increases only in
exports of food products, beverages and tobacco (5.7 per cent), chemicals



(3.8 per cent) and transport equipment, thanks entirely to an increase in
exportstonon-EU markets (2.2 per cent, despiteafall of 5 per centinexports
of motor vehicles).

The decline in the value of imports occurred mainly in mineral fuels,
electrical equipment and precision instruments, metals and metal products,
and mechanical machinery and equipment, which were more strongly
affected by thefall indomestic production. By contrast, imports of transport
equipment and chemicals increased.

Thevalue of importsof mineral fuelsdeclined by 8.8 per cent, reducing
the sector’sdeficit from€26.4 billionto €24 billion and from 2.2t0 1.9 per
cent of GDP. Asthevolume of energy importsmoreor lessstagnated in view
of the downturn in industrial production, the decrease in value terms
reflected afall in average unit values, which in turn react with aslight lag
to movements in the prices of oil and other primary energy products. The
dollar price of oil, which had fallen to alow last June, began to rise again,
although it fluctuated with the ebb and flow of the geopolitical crisis that
culminated in thewar in Irag thisMarch. In dollar terms, oil prices were on
average 2.2 per cent higher than in 2001, but the appreciation of the euro
against the dollar outweighed thisincrease, leading to afall of 3.4 per cent
in the euro prices of oil.

Within Italy’sunchanged overall trade balance, the deficit with the EU
increased from €2.5 billion to €5.1 billion while the surplus with non-EU
countriesrose. The deterioration in trade with EU countrieswas due mainly
to afurther rise in the deficit with Germany from €7 billionto€9.3 billion
on a cif-fob basis, while the improvement in the balance with non-EU
countrieswas chiefly theresult of afal in the value of imports from OPEC
countries.

Both exportsto and importsfrom Germany fell last year, by 9.7 and 3.4
per cent respectively. All the main branches of activity (fashion, mechanical
engineering, chemicals, transport equipment and “other manufactured
products’, which include furniture) were affected by the decrease in the
value of exports, which was due entirely to a contraction in volume.

The trade surpluses vis-a-vis France and Spain also declined in
2002, from €4 billion to €3.3 billion and from €5.8 billion to €5 hillion
respectively. In the case of France exports decreased by more than imports
(by 4.5 per cent compared with 2.6 per cent), whilein that of Spain exports
fell and imports rose. The surplus vis-a-vis the United Kingdom increased
further, from €4.9 billion to €5.4 billion; the fal in imports, which was
substantial asfar as mechanical engineering products were concerned, was
larger than that in exports, which was concentrated in transport equipment,
especially motor vehicles.
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Italy’s trade surplus with the countries of Central and Eastern Europe
decreased slightly, from €5.6 billion to €5.3 billion. Since trade with this
area was growing much more slowly, imports increased in value terms
amost twice asfast as exports. In particular, there was asharp slowdown in
imports of textile products and clothing, and leather and footwear, which
include a substantial amount of re-imports and are therefore susceptible to
changes in Italian production in these branches of activity; by contrast, the
rate of increase in imports of electrical machinery accelerated. The deficit
with the states of the former Soviet Union contracted by €0.8 billion;
importsfell by 2.6 per cent, owing mainly to adeclinein purchasesof oil and
gasinvalueterms, which morethan offset asharp slowdowninexports. The
deficit on trade with China was more or less the same as in 2001; although
slowing down, exports continued to grow much more rapidly than imports
(by 22.7 per cent, compared with 11 per cent). The trade surplus with the
United States remained unchanged, despite a contraction in trade. The
declinein exportswas due to afall in average unit valuesthat exceeded the
appreciation of the euro against the dollar; all the main exporting sectors
except the transport equipment sector saw the value of salesto this market
decline. Exports to countries in the Far East (except Japan) also decreased
owing to the downturn in the fashion and mechanical engineering sectors.

Services, income and transfers

Services. - In the year under review the services account showed a
deficit of €3.7 billion, whereas it had been balanced in 2001 and in surplus
throughout the 1990s. The deterioration was caused mainly by adecreasein
the surplus on travel from €12.4 billion to €10.4 billion and an increasein
the deficits on transport and services to government. After two years of
growth, total receiptsfell by 1.6 per cent to€63.6 billion. Thereceiptsof the
two largest sectors - travel and “ other business services’ - decreased by 2.7
and 5.3 per cent respectively and those of the communications sector also
fell, but earnings from transport and insurance rose. Expenditure increased
from €64.6 billionto €67.2 billion, although the rise of 4 per cent wasless
than the rate of growth in 2001; all the major sectors were affected, apart
from “other business services”.

In 2002 the surplus on foreign travel amounted to€10.4 billion, or 0.8
per cent of GDP, €2 billion lessthaninthe preceding year. The deterioration
was due partly to afurther fall of 2.7 per cent in receipts, following one of
3.2 per cent in 2001, and partly to a strong recovery of 7.6 per cent in
spending: after falling by 2.8 per cent in 2001, and even more sharply inthe
latter part of that year owing to fear of terrorist attacks, Italian spending on
foreign travel again grew at abrisk pace, encouraged to some extent by the
appreciation of the euro against the leading currencies.



Both the number of Italian travelers abroad and that of foreign visitors
to Italy increased, after falling in 2001. Per capita spending by Italian
travelers abroad began to rise again, while that by foreign touristsin Italy
continued to decline.

Income. - The deficit on the income account, which had decreased
in 2001, rose again last year, from €11.6 billion to €15.4 hillion; both
investment income and labour income deteriorated. The deficit on labour
income, which had been practically eliminated in 2001, widened to €0.9
billion. The deficit on investment income increased from €11.6 billion to
€14.5 billion, reflecting the growth in the deficit on income from portfolio
investment, whereas that on income from “ other investment” declined and
income from direct investment swung back into a small surplus.

Current account transfers. - Italy’sdeficit in respect of current account
transfersfell from<€6.5billionin 2001 to€5.6 billion last year. Anincrease
in the deficit on private sector transfers - and especially those classed as
“other transfers’, which include casualty insurance premiums and claims -
was more than offset by a reduction in the deficit on public transfers,
due amost entirely to a larger surplus on transfers involving “other
non-residents’, which include taxes and duties, pensions and social security
contributions. The deficit towards EU institutions remained unchanged, an
increase in outflows on account of “other transfers’ being offset by higher
receipts from the Guarantee Section of the EAGGF and lower transfers of
VAT to the EU.

The capital account

The capital account surplus was almost unchanged, at €0.8 billion
compared with €0.9 billion in 2001. There were slight improvements in
private sector transfers and intangible assets, but the surplus on public
transfers fell from €1.2 billion to €0.8 hillion, partly as a result of the
cancellation of the debt of highly indebted countries.

Thefinancial account

Direct investment. - Direct investment gaveriseto net outflowsof €2.7
billion last year, €4.7 billion less than in 2001, reflecting a fall in Italian
investment abroad from €24.2 billion to €18.2 billion; foreign investment
in Italy contracted by 7 per cent to €15.5 billion. The decline in the net
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outflow on account of Italian investment abroad was due entirely to a
contractionin net flowsto countriesoutsidethe euro area, with theresult that
net investment in the countries of the Monetary Union, which hasrisen for
three years, exceeded 70 per cent of the total. Net inward investment from
countries outside the euro area aso fell while that from the euro area
increased.

Portfolioinvestment and derivatives. - Residents' portfolio investment
abroad, which had peaked in 1999, showed afurther sharp decreaseto €17
billion; inward investment stabilized at €33.1 billion, roughly the same as
in 2001, but this too was well below the levels of recent years; a similar
contraction occurred in France and Germany. Portfolio investment gaverise
to net overall inflows of €16.1 billion, compared with net outflows of €7.6
billion in 2001.

Residents had bought an extremely large volume of foreign equitiesin
1999 and 2000, but they began to scale down their holdings in 2001, and
growing uncertainty about the timing of the world economic recovery
caused them to makefurther reductionslast year; they also greatly decreased
those of foreign debt securities, as it appeared increasingly likely that the
interest rate differentials in favour of the euro would last for some time.
Foreign investors also disposed of Italian equities but increased their
purchases of Italian bonds, especially government paper.

“ Other investment” . - Italy recorded net inflowsof €1 billion of “other
investment”, well down on thefigureof €11.7 billion recorded in 2001. Net
fund-raising abroad by Italian banks had generated inflows of €29.5 hillion
in 2000 and €27.6 billion in 2001, but these gave way to alarge outflow of
€41.7 billion last year, mainly as aresult of an increase in external assets
coupled with adecreasein liabilities, most of which occurred in the second
half of the year.

The official reserves and the net international investment position. -
Italy’s official reserves stood at €53 billion at the end of 2002, compared
with€52.4 billion ayear earlier. Flows during the year led to an increase of
€3.1 hillion, €2.5 billion of which was offset by exchange rate and value
adjustments.

Italy had a net debtor position of €70.6 billion in respect of in-
ternational investment at the end of the year, equal to 5.6 per cent of GDP,
in2001it had recorded anet creditor position of €30.7 billion, or 2.5 per cent
of GDP. A small part of the deterioration (€8.5 billion) was due to the
balanceonthefinancial account, but thebulk of it (€92.8billion) wascaused



by value and exchange rate adjustments. Downward adjustments affected
mainly assets held by the non-bank sector (€108.6 billion, equal to 11 per
cent of the stock at the end of 2001) and were associated with the fall in
equity prices and the appreciation of the euro against |eading currencies. By
contrast, the net debtor position of the Italian banking system, which had
beenincreasing since 1999, contracted from<€124.9 billionto€72.1 hillion,
thanks mainly to an increase in external assets (Table 28).

Table 28
ITALY'SNET INTERNATIONAL INVESTMENT POSITION
(millions of euros)
January-December 2002
Stock at Value adjustments Stock at
end-2001 Flows Change end-2002
1) ) Exchange in stocks 1)
rate Other
() (b) (c) (3) (d)=(b)*+(c) (a)+(d)
Resident non-banks

Assets .................. 958,264 6,887|-108,639|-33,765| -74,874(-101,752| 856,512
Direct investment ......... 191,630 16,739| -38,214(-10,360| -27,854| -21,475| 170,155
Portfolio investment . ... ... 588,912 12,939| -72,652|-21,711| -50,941| -59,713| 529,199
of which: equities .. ... .. 262,712 4,721| -68,500|-14,279| -54,221| -63,780| 198,932
Other investment ......... 174,347 -27,586 2,227| -1,694 3,921| -25,359| 148,988
Derivatives .............. 3,375 4,795 .. .. .. 4,795 8,170
Liabilities ............... 876,866 52,432| -18,747| -7,983| -10,764| 33,685| 910,551
Direct investment ......... 121,701| 15,367| -17,362 -59| -17,303| -1,995| 119,706
Portfolio investment . ... ... 621,083 35,038 823| -6,308 7,131 35,861 656,944
of which: equities ....... 40,557 -7,381| -5,041 -24| -5,017| -12,422| 28,135
Other investment ......... 130,491 92| -2,212| -1,616 -596| -2,120| 128,371
Derivatives .............. 3,591 1,935 4 .. 4 1,939 5,530

Net investment position 81,398| -45,545| -89,892|-25,782| -64,110(-135,437| -54,039

Resident banks
Assets .................. 188,615 40,699 180| -7,222 7,402| 40,879| 229,494
Liabilites ................ 313,555| -6,192| -5,818(-12,161 6,343| -12,010| 301,545

Net investment position |-124,940( 46,891 5,998 4,939 1,059| 52,889| -72,051

Central bank

Assets .................. 76,761 -7,025| -3,316| -4,694 1,378| -10,341| 66,420
Liabilites ................ 2,493 2,859 5,556 -243 5,799 8,415 10,908

Net investment position 74,268| -9,884| -8,872| -4,451| -4,421| -18,756| 55,512

OVERALL NET
INTERNATIONAL
INVESTMENT POSITION 30,726| -8,538| -92,766|-25,294| -67,472|-101,304| -70,578

(1) At end-of-period prices and exchange rates. - (2) At prices and exchange rates obtaining on the transaction date. - (3) Calculated
on the basis of currency composition.
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Between 1998 and 2000 Italian residents had made portfolio
investmentsinforeignequitiesworth<€170billioninview of theprogressive
opening-up of the internationa financial system and high
equity prices. Although purchases decreased considerably theresfter, the
composition of the private non-bank sector’s portfolio became more akin to
that of other industrial countriesasregardstheproportion of foreign equities.

As foreign direct investment also consists mostly of shares, it can be
concluded that equities are the preferred medium for Italian investment
abroad, accounting for about 35 per cent of assets at the end of 2001. Italian
liabilities, by contrast, consist mainly of government securities (50 per cent
of the total at the end of 2001), with shares making up only 14 per cent. In
ayear in which the leading world stock market indices fell by between 20
and more than 30 per cent, this marked asymmetry in the composition of
Italy’s assets and liabilities led to a large reduction in the market value of
assets but much smaller downward adjustments in liabilities. Adjustments
to the market value of assetscameto€74.9 billion, equal to 8 per cent of the
stock held by resident non-banks at the end of 2001; in addition, the
appreciation of the euro against the leading currenciesled to exchange-rate
losses of €33.8 hillion (again with reference to resident non-banks). As
regards liabilities, on the other hand, there was a sight increase of €12
billion in the value of debt securities and a valuation loss of €5 billion on
the modest stock of equities, but a larger loss of €17 billion on direct
investment in Italy. A further €8 billion was written off liabilities owing to
the depreciation of the foreign currencies in which some of them are
denominated.



THE PUBLIC FINANCES

Genera government net borrowing inthe euro arearosein 2002 for the
second successive year. Theincrease, from 1.6 to 2.2 per cent of GDP, was
mainly due to the slowdown in economic activity. The balance deteriorated
in most countries; in Germany and France the deficit exceeded the threshold
of 3 per cent of GDP. The declinein theratio of debt to GDP cameto a halt.

The performance of the public financesin 2002 and the lessfavourable
economic prospects led governments to revise their stability programme
objectives and make them less ambitious; the goal of budgetary balancein
the area has been postponed from 2004 to 2006. According to the forecasts
of the European Commission and the |eading international organizations, in
many countries the new objectives for 2003-04 will not be achieved either.

In October an agreement was reached within the Eurogroup whereby
the countries that have not yet achieved a balanced budgetary position or a
surplus must improve their underlying budget balances by at least 0.5 per
cent of GDP every year.

In March 2003 the European Council reaffirmed the validity of the
budgetary rules introduced in the Maastricht Treaty and the Stability and
Growth Pact and specified that achievement of the medium-term objective
of aposition closeto balanceor in surpluswasto be evaluated with reference
to the underlying budget balance, defined as the balance adjusted for the
effects of the economic cycle, with consideration given on a case-by-case
basisto therole of measures producing temporary effects. The same balance
is to be used to assess fulfilment of the commitment entered into by the
Eurogroup countries in October. The Council stressed the need to take
account of the special aspects of each country’s situation and to give greater
consideration to the sustainability of the public finances in the long term,
inter alia in relation to the consequences of population ageing.

Observance of the budgetary rules established at the European level
will allow countries to cope with unfavourable cyclical developments
without prejudicing the sustainability of the public finances and rapidly
reduce debt in relation to GDP. It will help to create conditions conducive
to growth and an increase in employment.
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In Italy general government net borrowing declined to 2.3 per cent of
GDP, down from 2.6 per cent in 2001 (compared with a preliminary figure
of 1.4 per cent). Theoriginal objectivefor 2002, equal to 0.5 per cent of GDP,
had been revised upwards to 1.1 per cent in July and to 2.1 per cent in
September. The primary surplus was affected by the weak performance of
the economy and contracted by 0.4 percentage pointsto 3.4 per cent of GDP.
Thelevel of theprimary surplusin 2002 wasthelowest of thelast eight years.
Interest payments fell by 0.7 percentage pointsto 5.7 per cent of GDP.

Theincreasein current expenditure, from 37.8 to 38.2 per cent of GDP,
contributed to the deterioration in the primary surplus in 2002. Taxes and
social security contributionsfell by 0.5 percentage pointsto 41.6 per cent of
GDP The proceeds of sales of public buildingsrose from 0.1 to 0.9 per cent
of GDP.,

Investment expenditure increased by 6.9 per cent, after rising by 10.2
per cent in 2001.

Actionto curb the deficit was stepped up inthelast part of theyear. The
adjustment measures contained in the budget for 2002, the net effects of
which were estimated at 0.7 per cent of GDP, were supplemented by others
amounting to about 0.5 per cent adopted in the second half of the year. The
temporary nature of most of the measures limited their restrictiveimpact on
economic activity.

The recourse to one-off measures increased. Including the sales of
buildings, they reduced the borrowing requirement by more than 2 per cent
of GDP and net borrowing by about 1.5 per cent, compared with areduction
of about 0.5 per cent in 2001. These estimates do not take account of the
effects of the investment incentives introduced, which are hard to quantify.

The general government borrowing requirement, net of privatization
receipts and settlements of past debts, declined from 3.1 to 2.7 per cent of
GDP. When the effects of one-off measures are excluded, the amount by
which the net borrowing requirement exceeded net borrowing increased to
about 1 per cent of GDP.

In 2002 the ratio of debt to GDP fell by 2.8 percentage pointsto 106.7
per cent. Of thetotal fall 1.9 points was attributabl e to the conversion of the
bonds assigned to the Bank of Italy in 1994 to replace the overdraft on the
Treasury’s current account with the Bank.

For 2003 a budgetary adjustment of the order of 1 per cent of GDP has
been approved; the forecast increase in revenues derives primarily from tax
regularization measures.

The performance of the public finances continues to be weighed down
by the weakness of economic activity and delays in making structura
corrections to current expenditure.



In the update of the Forecasting and Planning Report and the Quarterly
Report on the Borrowing Requirement published in April, the Government
lowered the forecast rate of economic growth in 2003 by more than 1
percentage point to 1.1 per cent. The estimate of net borrowing was raised
from 1.5 per cent of GDP in the November update of the Stability
Programmeto 2.3 per cent and that of the primary surpluswaslowered from
4.3 10 3.2 per cent.

The Quarterly Report on the Borrowing Requirement also raised the
forecast of the public sector net borrowing requirement from 2.8 to 3.2 per
cent of GDP (2.1 per cent in 2002). The state sector borrowing requirement
gross of settlementsof prior debtswas estimated at 4.4 per cent of GDP. The
ratio of debt to GDP isexpected to fall by 0.8 percentage pointsto 105.9 per
cent.

Theforecast for net borrowing contained in the Quarterly Report onthe
Borrowing Requirement isbased on the assumption that one-off revenuesin
2003 will amount to more than 1 per cent of GDP.

Turning to thetwo years 2004-05, the November update of the Stability
Programme set targets for the deficit of respectively 0.6 and 0.2 per cent of
GDP. For 2006 it set atarget of asurplusof 0.1 per cent of GDP. The primary
surplusis expected to rise above 5 per cent in 2005, when the ratio of debt
to GDP is expected to fall below 100 per cent.

In these estimates, which still assumed adeficit of 1.5 per cent of GDP
this year, achieving the target for 2004 required an adjustment equal to 1.6
per cent of GDP. It isdesirable that earlier one-off measures be replaced by
others of a permanent nature.

Structural measures aimed at curbing expenditure in the medium term
are the necessary condition for simultaneously achieving a lasting fiscal
consolidation and agradual reductioninthetax burden. Theratio of primary
current expenditure to GDP has remained basically unchanged since the
mid-1990s. The primary surplus must be restored to alevel that will bring
areduction in the ratio of debt to GDP that is both certain and significant.

The decentralization of governmental functions can contribute to
increasing the efficiency with which public resources are administered. In
order to guarantee tighter control over disbursements, the decentralization
needs to be based on a closer link between responsibility for spending and
responsibility for resources and on budgetary rules that are binding for all
levels of government.
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BUDGETARY POLICY IN 2002

Theeuro area

In 2002 general government net borrowing rose further, to 2.2 per cent
of GDP, compared with 1.6 per cent in 2001 and 1 per cent in 2000 (Table
29). In unfavourable cyclical conditions, nearly al the euro-area countries
allowed built-in stabilizersto work to thefull. In some countriestax receipts
were reduced as reliefs granted in earlier years came to produce their full
effectsand asaconsequenceof thefall in share pricesover thelast twoyears.
The worsening of the budget deficit was kept in check by the further fall
in interest payments, from 3.9 to 3.7 per cent of GDP. The European
Commission’s estimate of the ratio of the cyclically-adjusted primary
surplus to GDP declined from 1.8 to 1.5 per cent.

Table 29
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO-AREA COUNTRIES (1)
(asa percentage of GDP)
1999 2000 2001 2002
Borrowing Debt Borrowing Debt Borrowing Debt Borrowing Debt
Germany ..... 1.5 61.2 1.4 60.2 2.8 59.5 3.6 60.8
France ....... 1.8 58.5 1.4 57.2 1.6 56.8 3.1 59.1
taly .......... 1.7 114.9 1.8 110.6 2.6 109.5 2.3 106.7
Spain ........ 1.2 63.1 0.9 60.5 0.1 56.9 0.1 54.0
Netherlands . . . -0.7 63.1 -1.5 55.8 -0.1 52.8 11 52.6
Belgium ...... 0.5 114.9 -0.1 109.6 -0.3 108.5 -0.1 105.3
Austria ....... 2.3 67.5 1.9 66.8 -0.3 67.3 0.6 68.7
Finland ....... -2.0 47.0 -6.9 44.5 -51 43.8 -4.7 42.7
Greece ....... 1.8 105.1 1.9 106.2 1.9 107.0 1.2 104.9
Portugal ...... 2.8 54.3 3.1 53.3 4.2 55.6 2.7 58.1
Ireland ....... -2.3 49.3 -4.3 39.3 -1.2 36.8 0.3 33.3
Luxembourg .. -35 6.0 -6.1 5.6 -6.4 5.6 -2.6 5.3
Euro area (2) . 1.3 72.7 1.0 70.2 1.6 69.2 2.2 69.2
Source: Based on European Commission data.
(1) The data on net borrowing do not include the proceeds of sales of UMTS licences but include the effects of swaps and forward rate
agreements. - (2) To permit uniform comparison, Greece is included in the euro area in all the years considered.




Total revenuedropped from 46.5t0 46.2 per cent of GDP, mainly owing
tothe declinein theratio of direct taxes from 12.5 to 12.3 per cent. Indirect
taxes and social security contributions remained virtually unchanged in
relation to GDP.

The primary expenditureratio rose by 0.5 percentage pointsto 44.7 per
cent. Therisewasamost entirely dueto the slowdown in economic activity:
the slower rate of increase in the denominator was accompanied by aslight
accelerationin outlays, partly asaconsequence of therisein unemployment
benefits. Investment expenditure declined from 2.5 to 2.4 per cent of GDP;
excluding the receipts from privatizations in Belgium, Italy and Portugal,
which are accounted for as reductions in investment expenditure, the ratio
was unchanged.

The largest deficits were recorded by Germany (3.6 per cent of GDP),
France (3.1 per cent), Portugal (2.7 per cent) and Italy (2.3 per cent).
Compared with 2001 the ratio of net borrowing to GDP worsened in France
and Germany and improved in Italy, thanksto the fall in interest payments,
and in Portugal, following the substantial adjustment measures introduced
to bring the ratio below 3 per cent.

The large deficits of Germany, France, Portugal and Italy reflect not
only the recent weak economic conditions but also the inadequate progress
towards achieving the objective of a budgetary position close to balance or
in surplus between 1998 and 2000, when the macroeconomic situation was
relatively favourable (Figure 21).

Figure 21
GENERAL GOVERNMENT NET BORROWING
IN THE EURO-AREA COUNTRIES (1)
(as a percentage of GDP)
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France, Germany, Italy and Portugal other euro-area countries
Source: Based on European Commission data.

(1) To permit uniform comparison, Greece is included in the euro area in all the years considered.
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In 1995 the average net borrowing of France, Germany, Itay and
Portugal was much the same asthat of the other euro-areacountries, at about
5 per cent of GDP. In 1999 the figures for the two groups were respectively
1.7 and 0.4 per cent; in 2000 they had diverged further with an averagedeficit
in the four major countries of 3.1 per cent and near balance in the other
euro-area countries. The widening of the gap was largely due to budgetary
policies. between 1999 and 2002 the cyclically-adjusted primary balance
steadily worsened in the first group of countries but remained virtually
unchanged in the second.

According to the stability programme updates submitted in late 2001
and early 2002, the euro-area deficit should have fallen in relation to GDP
by 0.2 percentagepointslast year (see Economic Bulletin, No. 34, 2002). The
majority of countries failed to achieve their objectives. In Finland the
outcome was better than planned; in Belgium and Spain it was as planned.
The gap between objectives and results was largely due to economic
conditions having been less favourable than those on which budgets were
based.

For the first time since 1997 the debt ratio failed to fall, remaining
unchanged at 69.2 per cent. It rose in Austria, France, Germany and
Portugal; in Germany it exceeded the 60 per cent threshold. In the other
euro-areacountriestheratio declined; in Belgium, Greeceand Italy it isstill
above 100 per cent.

In January 2003, in view of the budget outturn expected for 2002, the
EU Council declared Germany to have an excessivedeficit. At thesametime
it issued an early warning to France in view of the budget outturn then
expected for 2002, which was much worse than had originally been
projected, and of the risk that the 3 per cent threshold would be crossed in
2003. In the light of the preliminary results for 2002, the excessive deficit
procedure was initiated for France as well. In November 2002 the Council
had declared Portugal’s 2001 deficit to have been excessive; in 2002 it
returned below the 3 per cent threshold.

Agreement was reached within the Eurogroup in October 2002 and
withinthe European Council in March 2003 onwaysto makethe application
of the EU budgetary rules more effective.

Italy

Net borrowing. - General government net borrowing fell to 2.3 per cent
of GDP, from 2.6 per cent in 2001 (the estimate of the latter figure made in
March 2002 had been 1.4 per cent). A contribution to the decline camefrom
the fall in interest payments (Tables 30 and al5 and Figure 22).



Table 30

MAIN INDICATORS OF THE GENERAL GOVERNMENT
CONSOLIDATED ACCOUNTSIN ITALY (1)
(as a percentage of GDP)

1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002

Revenue .............. 46.0| 47.3| 45.1| 45.6| 45.8| 48.0| 46.5| 46.7| 45.8| 45.5| 44.9
Expenditure (2) (3) ..... 56.6| 57.6| 54.3| 53.2| 52.9| 50.7| 49.3| 48.4| 47.6| 48.1| 47.2

interest payments .... | 12.6| 13.0| 11.4| 11.5| 11.5| 9.4| 8.0 6.7 65| 6.4| 57
Primary surplus (3) ..... 20| 28| 21| 39| 44| 67| 52| 50| 46| 38| 34
Net borrowing (3) ....... 10.7| 10.3| 93| 76| 7.1| 27| 28| 17| 18| 26| 23
Total borrowing

requirement ......... 10.8f 10.8| 9.7 7.2 75| 19| 25| 12| 22| 354 3.0
Borrowing requirement

net of settlements of past

debts and privatization

receipts .............. 10.8f 10.2| 95| 75| 7.2| 3.0/ 3.0/ 26| 31| 31| 27
Debt.................. 107.6/118.1(124.2(123.7{122.6(120.2| 116.3|114.9|110.6|109.5|106.7
Source: The general government consolidated accounts items are based on Istat data.
(1) Rounding may cause discrepancies. - (2) This item includes, with a negative sign, the proceeds of the sale of public assets. -
(3) The figure for 2000 does not include the proceeds of the sale of UMTS licences, which were also deducted from expenditure in the
national accounts. See Table al5 in the Statistical Appendix.

The primary surplus declined from 3.8 to 3.4 per cent of GDP, owing
in part to the effects produced by the automatic stabilizers in a period of
unfavourable economic conditions. The tax reliefs granted in the last few
years also contributed to the contraction in the surplus, whiletheincreasein
the proceedsfromthesaleof public buildingsactedintheoppositedirection.

Figure 22
GENERAL GOVERNMENT REVENUE AND EXPENDITURE IN ITALY
(as a percentage of GDP)
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Source: Based on Istat data.

(1) This item includes, with a negative sign, the proceeds of the sale of public assets. The figure for 2000 does not include the proceeds
of the sale of UMTS licences, which were also deducted from expenditure in the national accounts. See Table al5 in the Statistical
Appendix.
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The weak performance of the economy is estimated to have accounted
for about 0.4 percentage points of the worsening of the ratio of the general
government primary surplusto GDP between 2001 and 2002. This estimate
is based on amethodol ogy that takes account not only of the overall level of
GDP but also of changes in its composition (see the chapter on Budgetary
Policy in 2000 in the Annual Report for the year 2000). Setting on one side
the composition effects, which in 2002 mainly reflected the relatively
favourable trends in payroll employment and per capita earnings, the
negativeimpact of economic activity ontheprimary surplusamountedto 0.6
percentage points.

The deterioration in the primary surplus in relation to GDP was the
result of the increase of 0.4 percentage points in the primary expenditure
ratio and the fall of 0.7 pointsin the current revenue ratio. These negative
developmentswere partly offset by theimprovement of 0.7 pointsintheratio
of the balance of capital revenue and expenditure, which wasentirely dueto
the increase in proceeds from the sale of public buildings (Table al5).

The proceeds of the disposal of public buildings amounted to €10.8
billion in 2002. Of the total, €6.6 billion came from a securitization and
€4.2 billion from direct sales (of which about half referred to buildings that
were the subject of the securitization carried out in 2001, the proceeds of
whichwere not included in the cal cul ation of the net borrowing requirement
for that year). The proceeds of public building disposals included in the
accounts for 2000 and 2001 amounted to respectively €1 and €1.6 billion
and derived entirely from direct sales.

On 3 July 2002 Eurostat established that securitizations were to be
considered as sales and not loansiif @) the ratio of theinitial payment made
by the buyer to the market value of the assets sold exceeded 85 per cent;
b) no government guarantees were issued in respect of the risk incurred by
the buyer; and c) the transaction did not concern future flows of revenue
unrelated to balance sheet items. The securitizations carried out in 2001 did
not satisfy these conditions; in particular, the sale of buildings had been
made at apricethat waslessthan 85 per cent of their market value, whilethe
securitization of lotto and enalotto receipts did not refer to balance sheet
items. The proceeds of the two transactions, equal to respectively 0.25 and
0.31 per cent of GDP, weretherefore excluded from the general government
accountsfor 2001, with aconsequent upward revision of the estimate of net
borrowing.

Therisein theratio of primary expenditure to GDP was basically due
totherapid growthin social benefits. Among the outlays on capital account,
private investment rose from 1.3 to 1.4 per cent of GDP and direct general
government investment from 2.6 to 2.7 per cent, excluding the proceeds of
the saleof public assets, which areincluded inthisitem with anegativesign.



The decline in the ratio of current revenue to GDP reflected the sharp
dropinthedirect tax ratio, from 15to 14.1 per cent. Thereductioninreceipts
of corporate income tax was particularly pronounced, in connection with
the performance of corporate profits and the application of temporary
investment incentives.

Temporary measures are estimated to have reduced the ratio of net
borrowing to GDP by about 1.5 percentage points in 2001, with sales of
public buildings accounting for 0.9 points. In 2001 such measures had
brought a reduction of about 0.5 percentage points, with sales of public
buildings contributing 0.1 points. These estimates refer to the main budget
adjustments; they do not take account of temporary revenue shortfall
incurred in connectionwithinvestment incentives, whichishard to quantify.

The budget probably had a slightly expansionary effect on economic
activity in view of the fall in the primary surplus and the changes in its
composition. In particular, there were significant increases in investment,
whichhasadirect effect on aggregate demand, and in revenue of atemporary
nature, which presumably has a less restrictive effect on the spending
decisions of the private sector than that of a permanent nature.

Budgetary policy. - The Economic and Financial Planning Document
of July 2001 had set the objective for net borrowing in 2002 at 0.5 per cent
of GDP, on the assumption of GDP growth of 3.1 per cent.

In September 2001 the Forecasting and Planning Report for 2002
revised the estimate of GDP growthinthat year downto 2.3 per cent, but | eft
the objective for net borrowing unchanged. The update of Italy’s stability
programme in November confirmed this planning scenario.

In order to achieve the objective set for 2002, the Government
submitted abudget bill to Parliament designed to reducethe GDPratio of the
deficit on a current programmes basis by 0.7 percentage points. The
measures included reductions in revenue and increases in expenditure that
were mostly of a permanent nature and others aimed at increasing revenue
that weremostly of atemporary nature. In particular, provisionwasmadefor
sales of buildings amounting to 0.6 per cent of GDP. Parliament made only
limited changes to the bill.

The preliminary estimate of net borrowing in 2001 issued by | stat at the
beginning of March 2002 amounted to 1.4 per cent of GDP, which was 0.3
percentage points higher than the Government’s estimates in the previous
autumn.

| stat revised its estimate three timesin the twelve following months: in
June 2002 to 1.6 per cent, as a consequence of correctionsinvolving mainly
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health expenditure, transfers to firms and tax revenue; in July of the same
year to 2.2 per cent, as aresult of the application of Eurostat’s decision on
securitizations; and in February 2003 to 2.6 per cent, as a consequence of
corrections involving mainly withholding tax on public sector employees
earnings, intermediate consumption, interest payments and health
expenditure.

Although it was kept down by the corrective measures adopted in the
second part of the year, net borrowing in 2001 was close to the figure
estimated by the Bank of Italy on acurrent programmes basisin the summer
of that year, which wasincluded as aprudential hypothesisin the Economic
and Financial Planning Document of July 2001.

In the early months of 2002 the borrowing requirement was larger than
expected. In April the Quarterly Report on the Borrowing Reguirement
again confirmed the objective of 0.5 per cent of GDP for net borrowing in
2002. In the same month, in order to reduce spending on pharmaceuticals,
the Government issued a decree law that reduced the price paid by the
National Health Service for most drugs by 5 per cent.

In July 2002 the Government raised the estimate of net borrowing in
2002 to 1.1 per cent of GDP in the Economic and Financial Planning
Document for 2003-06. The Document recognized the delay in the start of
economic recovery and reduced the forecast of GDP growth by one
percentage point to 1.3 per cent. It also took account of the fact that the
estimate of net borrowing in 2001 had been raised in the meantime to 2.2
per cent of GDP.

In the summer the divergence of the borrowing requirement from the
results of the previousyear grew wider, primarily in connection with thefall
in receipts of self-assessed taxes. In order to avoid alarge overshoot of net
borrowing with respect to the objective, from July onwards the Government
adopted a series of corrective measures to curb expenditure and boost
revenue. With the aim of bringing about a significant reduction in the ratio
of the debt to GDP, a series of financial operations were undertaken aimed
at reducing the borrowing requirement and the level of liabilities.

In September the Forecasting and Planning Report for 2003 raised the
estimate of the ratio of general government net borrowing to GDP in 2002
to 2.1 per cent and reduced that of GDP growth to 0.6 per cent.

The corrective measures adopted in the second half of 2002. - From
July onwards the Government adopted a series of corrective measures,
almost entirely of atemporary nature, that were expected to reducetheratio
of net borrowing to GDP by about half a percentage point and that of the



borrowing requirement by more than one point. The measures were
concentrated in the last quarter. In addition, the securitization of the sale of
buildings provided for in the budget for 2002 was compl eted in the last two
months of the year.

In July measures were introduced to limit the automatic use of tax
credits, initially introduced in the Finance Law for 2001, for investmentsin
backward areas and the recruitment of personnel. The banks serving as tax
collection agents were required to make a payment on account at the end of
theyear in respect of receiptsof anountsentered inthetax rolls. In addition,
some INPS claimsfor social security contributions were securitized. These
measures reduced the borrowing requirement but not net borrowing, except
for that concerning tax credits, which produced effects on both balances,
albeit much larger for the borrowing requirement.

In September a decree was issued to strengthen expenditure control
mechanisms, whereby, in the event of a significant divergence from the
objectivesfor the public finances established in the Economic and Financial
Planning Document, the Minister for the Economy and Finance may restrict
the use of budget appropriations for discretionary expenditure items. In
addition, changes were made to the ways of determining the base for
corporateincome tax that would increase the yield of the second instalment
payable in 2002. The size of the payment on account due by tax collection
banks was increased for some indirect taxes. Lastly, rules were introduced
(subsequently amended in November) to boost the tax receipts from
insurance companies.

In the last quarter some financial transactions were carried out to
reduce the borrowing requirement. They included: the securitization of
Cassa Depositi e Pregtiti claims, the sale of bonds held by the same body,
and the bringing forward of the January 2003 payment of excise duties on
mineral oils. In December banks were required to repay part of the
incentives granted under Law 461/1998. The payment on account due by
tax collection banks was increased further. Some buildings were sold to the
company Fintecna.

In December abond conversion was carried out involving the securities
assigned to the Bank of Italy in 1994 in exchange for the overdraft on the
Treasury’s former current account with the Bank. The transaction, which
reduced the ratio of the debt to GDP by 1.9 percentage points, had no effect
on the borrowing requirement or net borrowing.

Financial balances and the public debt. - The general government
total borrowing requirement fell from€43.3billionin 2001 to€37.4 billion
in 2002, and from 3.5 to 3 per cent of GDP (Tables 30, 31 and al6).
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ITALY: GENERAL GOVERNMENT BALANCESAND DEBT

(millions of euros)

Table 31

1999 2000 2001 2002
Net borrowing (1) .............. 19,125 21,359 32,229 29,059
Total borrowing requirement .. .. 12,899 25,141 43,262 37,415
Borrowing requirement net of

settlements of past debts and

privatization receipts (2) ..... 29,281 35,989 37,301 33,516
Debt ............ il 1,273,243 1,290,459 1,336,038 1,342,887
Memorandum items:
Settlements of past debts (2) . ... 6,259 4,601 10,291 5,929
Privatization receipts (-) (2) .... -22,641 -15,450 -4,329 -2,031

Source: For net borrowing, Istat.
(1) The figure for 2000 does not include the proceeds of the sale of UMTS licences (€13,815 million). - (2) The figures for settlements
of past debts and privatization receipts refer to central government.

Privatization receipts were down, from €4.3 hillion to €2 billion, as
were settlementsof past debts, from<€10.3billionto€5.9 billion. Excluding
these items, which do not affect net borrowing, the borrowing requirement
declinedfrom 3.1t0 2.7 per cent of GDP. Temporary measures are estimated
to havereduced theratio of the net borrowing requirement by morethan two
percentage points, compared with more than half a point in 2001.

Net issues of medium and long-term securities on the domestic market
amounted to€22.2 billion, compared with€13.6 billionin 2001. Net issues
of short-term securities were virtually nil, compared with €11.3 billion
in 2001. As aresult of the above-mentioned bond conversion, the average
residua maturity of medium and long-term government securities
shortened, from 5 years and 10 months at the end of 2001 to 5 years and 6
months at the end of 2002.

The ratio of general government debt to GDP fell by 2.8 percentage
pointsto 106.7 per cent (Table29 and Figure 23). Twothirdsof thereduction
deriving fromtheprimary surpluswasoffset by theincrease ascribabletothe
difference between the average cost of the debt and the GDP nominal growth
rate. This difference widened from 1.4 percentage points in 2001 to 2.2
points: thefall in the average cost, from 6 to 5.3 per cent, was much smaller
than that in the GDP growth rate, from 4.6 to 3.1 per cent. The residual
component, which basically reflected the above-mentioned bond
conversion, reduced the ratio by nearly two percentage points.

There have been very substantial variations, over the past thirty years,
in the differential between the average cost of the debt and the nominal rate
of GDP expansion, owing above all to the swingsin the latter. The average



cost of the debt has changed relatively modestly from one year to the next,
adapting with alag to changesin nominal interest rates. The differential was
regularly negative in the 1970s and the first half of the 1980s, in four years
by more than 15 percentage points, and then fluctuated around zero until
1989. In the 1990s it was always positive, with a peak of more than 9
percentage point in 1993. From 1995 to 2002 it averaged 2.3 points. In the
future, the stability of pricesand yields stemming from Italian participation
in Economic and Monetary Union should limit the variability of the
differential.

Figure 23

ITALY: CHANGE IN THE RATIO OF THE PUBLIC DEBT TO GDP
AND ITSCOMPONENTS (1)
(percentage points)

12 12

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Emmichange in the ratio of general government debt to GDP

——ratio of the primary balance to GDP (surplus: -)

- - - effect of the difference between the average cost of the debt and the GDP growth rate
— —residual component

(1) For the methodology, see the note to Figure 18 in the Abridged Report for the year 2000.

Public finance indicators. - The mainindicatorsfor the analysis of the
general government accounts are net borrowing, the borrowing requirement
and the debit.

Net borrowing is the balance of transactions of a non-financial nature
carried out by public bodies. Itiscalculated by I stat with referenceto general
government on the basisof the guidelinescontained in ESA 95, whichvalues
most transactions on an accrual basis. The Ministry for the Economy and
Finance calculates abalance (known simply asthe deficit) with referenceto
the public sector that differsfrom net borrowing as cal cul ated by I stat owing
both to the adoption of a different definition of non-financia transactions
and to their valuation on a cash basis. The composition of the sectors
considered is basically the same.

The borrowing requirement on the formation side is the sum of the
balance of non-financial transactions and the balance of transactions
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involving financial assets. It is calculated by the Ministry for the Economy
and Finance with reference to the public sector by summing the above-
mentioned budget deficit and the balance on transactionsin financial assets,
net of privatization receipts and the changes in the accounts held by the
Treasury with the Bank of Italy (primarily the Treasury payments account
and the sinking fund for the redemption of government securities).

The borrowing requirement on the financing side is the balance of the
transactions carried out to finance the activity of public bodies through the
market. It is calculated by the Bank of Italy with reference to general
government by subtracting the change in the accounts held by the Treasury
with the Bank from the flow of financial liabilities (the balance of liabilities
issued and redeemed). The Bank of Italy also calculates the net borrowing
requirement, which measures the amount it would have been necessary to
finance through the market in the absence of settlements of prior-year debts
and privatization receipts.

In principlethe borrowing requirement measured on theformation side
coincideswith that cal cul ated on thefinancing side. However, the borrowing
requirement calculated by the Ministry may differ from that calculated by
theBank of Italy owing not only to theexclusion of privatization recei ptsbut
also to differencesin the definition of general government transactions (the
liabilities considered by the Bank of Italy are those that make up the debt
according to the definition adopted for the excessive deficit procedure).
Potentially significant discrepancies may also stem from the sources used:
the Ministry’s figures are based on the data provided by each individual
public body, while those of the Bank of Italy are collected on the financial
market or from the counterparties of the transactions carried out by public
bodies. As mentioned earlier, the effects of the differences between the
sectors considered are of little importance.

Lastly, the debt is calculated by the Bank of Italy as the face value
of the stock of financial liabilities outstanding, in accordance with the
methodology agreed at European level.

The difference between the borrowing requirement calculated by the
Bank of Italy, considered net of privatization receipts (so as to obtain an
aggregate comparable with that calculated by the Ministry) and net
borrowing calculated by Istat can be divided into three components: a) the
difference between the borrowing requirement calculated by the Bank of
Italy and that calculated by the Ministry; b) the balance on transactionsin
financial assetscal culated by the Ministry; and c) thedifference between the
deficit of the public sector calculated by the Ministry and net borrowing
calculated by Istat.

The average difference between the borrowing requirement net of
privatization recei pts cal culated by the Bank of Italy and net borrowing was



€4.6 billion per year between 1994 and 1998; it then rose to €17.4 hillion
in the three following years, with a peak of €20.3 billion in 2000. In 2002
it fell to€9.7 billion.

The large size of the gap in 1999 reflected the divergence between the
borrowing requirements calculated by the Bank of Italy and the Ministry
(which was due only in part to the different treatments of the securitization
inthat year of INPSsocial security contribution receivables) and the balance
on transactions in financial assets, which was significantly larger than in
1998 (Figure 24). Inthetwo following yearsthese two factors became much
less important and the persistence of alarge gap was due to the increasein

Figure 24

ITALY: DIFFERENCESBETWEEN THE CHANGE IN THE DEBT
AND THE BORROWING REQUIREMENT AND BETWEEN
THE BORROWING REQUIREMENT AND NET BORROWING (1)
(millions of euros)
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-40,000 -40,000
30,000 30,000
24,000 24,000
18,000 18,000
12,000 12,000
6,000 6,000
0 0
-6,000 -6,000
1998 1999 2000 2001 2002
—{1—Difference between general government borrowing requirement (4) and general government net
borrowing

W Difference between general government borrowing requirement and public sector borrowing
requirement (4)
[ IDifference between public sector borrowing requirement (4) and deficit (balance of
transactions in financial assets)
I Difference between public sector deficit and general government net borrowing
Sources: For the public sector borrowing requirement, balance of transactions in financial assets and deficit, Ministry for the Economy and

Finance, Relazione trimestrale di Cassa, various years; for the general government debt and borrowing requirement, Bank of Italy; for net
borrowing, Istat. The data on the effect of exchange rate changes and issue premia/discounts are partially estimated.

(1) The data on the borrowing requirement and net borrowing in 2000 exclude the proceeds of the sale of UMTS licences. - (2) Total
borrowing requirement. - (3) The figure for 2002 includes the effect of the conversion of the securities assigned to the Bank of Italy in 1994
to replace the overdraft on the Treasury’s current account with the Bank in 1993. - (4) Borrowing requirement net of privatization receipts.
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the difference between the deficit calculated by the Ministry and net
borrowing calculated by Istat (caused primarily by the differences between
the valuations on a cash and an accrual basis). In 2002, primarily as a
consequence of temporary measures, the difference between the deficit and
net borrowing also decreased considerably.

The difference between the change in the debt and the genera
government borrowing requirement, both of which are calculated by the
Bank of Italy, reflects: @) the changes in the balances held by the Treasury
with the Bank of Italy, which affect the borrowing requirement but not the
debt, since this is defined exclusively in terms of liabilities; b) issue
premia/discounts or in other words the differences between the par values
of securities, which are used in calculating the debt, and the prices actually
paid by subscribers, which are used in calculating the borrowing
requirement; and c) the effects of exchange rate movements on the value of
the debt denominated in foreign currencies (for the borrowing requirement
reference is made to the exchange rate obtaining when securities are
issued/redeemed while for the debt reference is made to the exchange rate
obtaining at the valuation date of the outstanding liabilities).

The difference between the change in the debt and the borrowing
reguirement was positive between 1990 and 1994 in connection with the
devaluation of thelirain 1992-93 and the opening and initial replenishment
of the Treasury payments account in 1993-94. From 1995 to 2001 the
difference fluctuated, with positive peaks that were nonetheless below the
levels recorded in 1993-94. The outcome was influenced by the changesin
the balances held by the Treasury with the Bank of Italy and the movements
in exchange rates. The effect of issue premia/discounts, which were
especially pronounced in 1995 owing to the issue of the first zero-coupon
bonds, gradually diminished.

In 2002 thedebt increased by €6.8 billion, whichwas<€30.6 billionless
than the borrowing requirement. The breakdown of the difference is as
follows: issue premia/discounts contributed €24.8 billion, including the
effects of the conversion of the bonds assigned to the Bank of Italy in 1994
to replace the Treasury’s overdraft on its former current account; the
revaluation of the euro contributed €3.6 billion and the fall in the liquid
balances held by the Treasury with the Bank of Italy the remaining €2.2
billion.

The size of the discrepancies between the public finance indicatorsfor
2000 and 2001 was reduced by the revisions made by the three institutions
involved intheir compilation. Therevisionsare partly theresult of thework
of the committee set up at the Prime Minister’'s Office to examine the
reconciliation of the different indicators. In view of the fact that the
discrepancies are still large, it is important that the committee should
continue its work.



REVENUE AND EXPENDITURE IN ITALY

Revenue

In 2002 general government revenue grew by 1.8 per cent to €565.2
billion; inrelation to GDP it decreased by 0.6 percentage pointsto 44.9 per
cent (Tables30 and al5). Theratio of taxesand social security contributions
to GDP declined by 0.5 percentage points to 41.6 per cent (Table 32 and
Figure 25).

Current revenue declined from 45.2 to 44.5 per cent of GDP, reflecting
the reduction in direct taxes. Capital revenue rose from 0.3 to 0.4 per cent
of GDP owing to recei pts associ ated with the repatriation and regul arization
of assets held abroad (€1.5 billion) and the repayment by banks of reliefs
obtained under Law 461 of 23 December 1998 (€0.7 billion).

Table 32

GENERAL GOVERNMENT FISCAL REVENUE (1)
(as a percentage of GDP)

1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002

Directtaxes............... 146(16.0(149|14.7|15.3|16.0| 14.4|15.0| 14.6| 15.0| 14.1
Indirecttaxes ............. 11.3|12.0| 11.8|12.1| 11.8| 12.4| 15.3| 15.1| 15.0| 145 14.6
Current tax revenue ...... 25.9|28.0|26.7|26.8|27.1({285|29.7|30.1(29.6|29.4|28.7

Actual social security

contributions ............ 13.4(13.5|13.2|13.0|14.6|14.9|125|12.4|12.4| 123|124
Imputed social security

contributions ............ 17| 18| 19| 17| 04| 04| 04| 03| 03| 03| 03
Current fiscal revenue ....|41.0(43.3|41.7|41.6|42.2|43.8|425|42.9|42.3|42.1|41.3
Capital taxes . ............. 20| 0.7 01| 06| 03| 07| 04| 01| 01| 01| 0.2

Fiscal revenue ... |43.0(44.0|41.8|42.2|425|445|42.9|43.0|42.4|42.1|41.6

Source: Based on Istat data.
(1) Rounding may cause discrepancies. See also Table al5 in the Statistical Appendix.
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Figure 25

TAX REVENUE AND SOCIAL SECURITY CONTRIBUTIONS
(as a percentage of GDP)
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Sources: Based on Istat and European Commission data.
(1) GDP-weighted average. There is a break in the series between 1994 and 1995 owing to the switch to ESA95.

The following analysis of individual taxes, with the exception of the
regional tax on productive activities (IRAP), isbased on receipts shown in
the central government accounts, while that of IRAP refers to revenues
received by the Bank of Italy’s provincia offices.

Direct taxes. - Revenuefrom thissourcefell by 2.9 per cent, or €5.4
billion, and from 15to 14.1 per cent of GDP. It was affected by the economic
downturn, tax reliefs and incentives granted over the last two years, thefall
in revenue from the tax on capital gains from sales of firms and equity
investments and the decline in receipts from the tax on the revaluation of
corporate fixed assets.

Revenue from persona income tax declined by 0.7 per cent, or €0.8
billion. The self-assessed part fell by 8.7 per cent, or €1.9 billion, owing
partly to the absence of the payment of the balance on incomes from
“coordinated and continuous collaboration”, which were assimilated to
income from payroll employment in 2001. Withholding tax on payroll
incomes increased by 2.6 per cent (€2.3 billion), around two percentage
points less than the growth in gross earnings; part of the difference was due
to the higher deductionsfor dependent childrenincluded inthe 2002 budget,
which is estimated to have reduced revenue by €1.1 billion.

Corporateincometax recei ptsdeclined by 9.5 per cent, or €3.1 billion,
affected by the economic downturn and the measures introduced in recent
yearsaimed at reducing thetax burden. The measures passed |ast September
worked in the opposite direction (see the box “The corrective measures



introduced during theyear” in Economic Bulletin, No. 35, November 2002).
Another factor was the Tremonti-bis Law (Law 383 of 18 October 2001),
whichintroduced temporary investment incentives. In view of thetimetable
for payment of this tax, the reductions in receipts relating to investments
carried out in 2001 and 2002 were concentrated in 2002. The large-scale
take-up of this concession appears to be confirmed by the acceleration in
gross fixed investment in the second half of 2002 as the expiry of the tax
incentive approached. Other smaller reductionsin recei ptsweretheresult of
reliefs granted recently and which were not claimed in the payments on
account made in 2001, such as the reduction in the corporate tax rate from
37 to 36 per cent and the measures to tighten up dual income tax (increase
in the multiplier and elimination of the minimum average rate).

Recei ptsof withholding tax oninterest incomeand capital gainsfell for
the second consecutive year, declining by €2.6 billion. Of the total, €1.7
billion was attributableto the tax on capital gainsfrom the sale of businesses
and equity investments, receipts of which had been temporarily boosted in
2001 by changesin the law. The remainder reflected the decline in interest
rates and share prices and the use of tax credits accruing from 2000 onwards
on managed assets. Receipts of tax on interest income from bank and post
office deposits rose by €0.4 billion.

Theyield from other direct taxesfell by 12.5 per cent, or €1.1 billion.
A decrease of €3.5 billion in receipts of tax on the revaluation of corporate
assets was only partly offset by revenue from the temporary withholding
taxesintroduced in the budget for 2002 and the tax on insurance companies
adopted at the end of last year, which yielded €1.7 billion and €0.5 hillion
respectively.

Indirect taxes. - Indirect tax revenue grew by 4 per cent, or €7.1
billion; in relation to GDP it increased from 14.5 to 14.6 per cent.

VAT receipts rose by 3.2 per cent, or €3 billion; the increase was
broadly in linewith the growth of 2.9 per cent in consumption. The revenue
from other businesstaxesincreased by 13.5 per cent, or €2 billion. Receipts
of excise duties on oil products rose by 2.8 per cent, or €0.6 hillion, in
connection with the bringing forward of a payment due in January 2003 to
last December under aprovision introduced in the last two months of 2002;
the amount of this advance payment (<€0.8 billion) has not been included
among indirect taxes in the consolidated accounts of general government.
Theyield of other excise and salestaxesfell by 9.3 per cent, or €0.5 billion,
owing partly to the permanent reductionsin duties on methane for domestic
uses.

IRAP revenue collected by the Bank of Italy’s provincia offices rose
by 3 per cent, or €0.9 hillion.
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Social security contributions. - Actual socia security contributions
rose by 3.7 per cent, compared with an increase of 4.2 per cent in total gross
earnings, in relation to GDP they rose from 12.3 to 12.4 per cent.

Actual contributions paid by private-sector employers rose by 3.7 per
cent (and from 5.7 to 5.8 per cent of GDP), compared with anincrease of 4.6
per cent in gross earnings, those paid by general government rose by 3.1 per
cent, moreor lessinlinewiththeincreasein earnings. Thecontributionspaid
by employeesrose by 3.9 per cent and those by the self-employed by 4.6 per
cent, owing partly to the effect of increases in contribution rates of 0.2
percentage pointsfor professionalsand tradersand 0.5 percentage pointsfor
agricultural workers.

Expenditure

General government expenditure amounted to €594.3 billion, an
increase of 1.2 per cent by comparison with 2001; it decreased from 48.1 to
47.2 per cent of GDP (Tables 33 and al5). Excluding the proceeds of sales
of public-sector real estate (€10.8 billionin 2002 and€1.6 billionin 2001),
whichintheaccountsare deducted from capital outlays, overall expenditure
increased by 2.8 per cent, declining from 48.3 to 48.1 per cent of GDP.
Interest paymentsdecreased from 6.4t0 5.7 per cent of GDP. Primary current
expenditure rose from 37.8 to 38.2 per cent (Figure 26) and capital outlays,
excluding the proceeds of sales of real estate, from 4.1 to 4.3 per cent.

Interest payments. - The ratio of this item of expenditure to GDP
showed a substantial decrease of 0.7 percentage points, after small
reductionsin the preceding two years. The average cost of the debt (theratio
between interest payments and the average stock of liabilities), which had
remained more or less stable at 6 per cent in the three years from 1999 to
2001, came down to 5.3 per cent, reflecting the decline in interest rates and
the redemption of relatively high-yielding securities (Figure 27); swap
operations contributed €1.9 billion to the reduction.

The average gross rate on the three maturities of Treasury bills
decreased from5.1t0 2.7 per cent between October 2000 and theend of 2002
and had fallen to 2.2 per cent by the middle of May 2003. The gross yield
on ten-year Treasury bonds, which had risen to 5.8 per cent at the beginning
of 2000, came down to 5.2 per cent at the end of 2001 and 4.4 per cent at the
end of last year; by mid-May 2003 it stood at 4 per cent. A total of €30.2
billion of ten-year Treasury bonds with coupons of around 12 per cent
matured in 2001 and 2002.



Table 33
GENERAL GOVERNMENT EXPENDITURE (1)

(as a percentage of GDP)

1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002
Compensation of employees . ... | 12.4| 12.3| 11.9| 11.2| 11.5| 11.6( 10.7| 10.6| 10.6| 10.7| 10.7
Intermediate consumption ..... 5.1 52| 52| 4.8 4.8| 47| 4.8/ 49| 50 51| 5.0
Purchasesofsocialbenefitsinkind| 2.5| 2.4 22| 2.0| 2.0 21| 21| 21| 24| 26| 2.6
Social benefits in money ....... 16.5| 17.0| 17.3| 16.7| 16.9| 17.3| 17.0| 17.1| 16.8| 16.6| 17.1
Interest payments ............. 12.6| 13.0| 11.4| 11.5| 11.5| 9.4 8.0| 6.7| 6.5| 6.4 57
Other current expenditure ...... 28| 33| 27| 23| 25| 22| 29| 28| 28| 28| 28
Total current expenditure ..... 52.1| 53.3| 50.6| 48.5| 49.1| 47.2| 45.4| 44.4| 43.9| 44.2| 43.8
Gross fixed investment (2) . ... .. 3.0 26| 23| 21| 22| 22| 24| 24| 24| 25| 18
Other capital expenditure (3)....| 1.5| 1.7| 15| 25| 16| 13| 15/ 1.6/ 13| 14| 1.6
Total capital expenditure (2) 3) | 4.6| 4.3| 3.7 4.6| 3.8/ 3.5/ 39| 4.0/ 3.7| 39| 34
Total expenditure (2) (3).......| 56.6| 57.6| 54.3| 53.2| 52.9| 50.7| 49.3| 48.4| 47.6| 48.1| 47.2
of which: expenditure excluding
interest payments (2) 3) ...... 44.0| 44.6| 42.9| 41.6| 41.4| 41.4| 41.3| 41.6| 41.2| 41.7| 41.6

Source: Based on Istat data.

(1) Rounding may cause discrepancies. See also Table al5 in the Statistical Appendix. - (2) The figure for 2001 does not include the
securitization of the proceeds of sales of public buildings (0.3 per cent of GDP). In the national accounts these receipts are entered as
a reduction in investment expenditure. - (3) The figure for 2000 does not include the proceeds of sales of UMTS licences (1.2 per cent
of GDP). In the national accounts these receipts are entered as a reduction in the item “Other capital expenditure”.

Figure 26
TOTAL AND CURRENT EXPENDITURE
(as a percentage of GDP)
50 50
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42 42
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------Italy: total primary expenditure (1) —--— Italy: primary current expenditure
——— EU excluding Italy: total primary expenditure (1) (2) —— EU excluding Italy: primary current expenditure (2)

Sources: Based on Istat and European Commission data.

(1) The proceeds of sales of public assets are recorded as a deduction from this item; the item does not include the proceeds of sales of
UMTS licences, which are also entered as a reduction in expenditure in the national accounts. - (2) GDP-weighted average. There is a
break in the series between 1994 and 1995 owing to the switch to ESA95.
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Figure 27

AVERAGE COST OF THE PUBLIC DEBT,
AVERAGE GROSS RATE ON TREASURY BILLSAND
GROSSYIELD ON 10-YEAR TREASURY BONDS
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The extinction of relatively high-yielding securities is continuing.
Ten-year Treasury bonds worth €24.8 billion with coupons of between 8.5
and 12 per cent will mature in 2003 and afurther €65 billion with coupons
of between 8 and 10.5 per cent will be redeemed between 2004 and 2006.

Social benefitsincash. - Theratio of thesedisbursementsto GDProse
by 0.5 percentage points to 17.1 per cent. The increase of 6.5 per cent
(compared with 3.5 per cent in 2001) reflected the rise in expenditure on
pensions and annuities of both an insurance and a welfare nature, which
increased by 6.6 per cent, as against 4.3 per cent the previous year.

In relation to GDP total benefits of this kind rose from 15 to 15.5 per
cent, with welfare benefitsrising from 1 to 1.2 per cent.

Therisein spending on pensions and annuities was due to a number of
factors: a) the automatic adjustment of pensionsby 3 per cent to account for
theriseinprices(2.7 per cent for inflation in 2001 plusafinal upgrade of 0.3
per cent for the difference between actual inflation in 2001 and the rate used
for the provisional adjustment), compared with 2.5 per cent in 2001; b) the
increase in some pension and welfare payments to €516.46 a month under
the Finance Law for 2002, subject to recipients meeting certain income and
agerequirements; and c) theincreasein the number of pensions, which was
curtailed to some extent by the raising of the pensionable age of public and
private-sector employees and self-employed personsin 2001.

Expenditure on unemployment benefits and wage supplementation,
which had fallen in the two preceding years, rose by 12.1 per cent overall,
owing partly to the downturn in the economy. The rise of 11.9 per cent in
outlays on unemployment benefits was also due in part to the full



implementation of the increase granted in the Finance Law for 2001.
Expenditure on family allowances fell by 1 per cent. Outlays on severance
pay for general government employees remained almost constant.

Spending on welfare benefits other than pensionsincreased from€1.1
billion in 2000 to €1.7 billion in 2001 and €1.9 billion in 2002 owing to
measures introduced in previous years, such as the experimental minimum
income supplement, allowances for families with three or more minors,
maternity benefits paid by municipalities and housing allowances.

Compensation of employees. - Theincrease of 2.8 per centin genera
government staff costs was contained by the non-renewal of labour
agreementsfor the two years 2002-03. The ratio to GDP remained constant
at 10.7 per cent. Gross earnings rose by 2.9 per cent, compared with 6.6 per
cent in 2001; employer social security contributionsroselessrapidly (by 2.3
per cent), as the additional state contribution to the budget of INPDAP, the
State Sector Employees’ Social Security Institute, remained virtually
unchanged. The increase in gross earnings reflected that of around 2.8
per cent in gross wages and salaries per full-time equivalent employee
(excluding military conscripts), compared with arise of 4.7 per cent in 2001;
employment remained more or less unchanged, after having risen by 1.9
per cent in 2001 as a result of a large increase in appointments in the
education system.

Other current expenditure. - The ratio of these items to GDP
decreased by 0.2 percentage pointsto 10.3 per cent. Therewasaparticularly
small rise of 0.3 per cent in intermediate consumption, down from 7.5 per
cent in 2001, owing to the effect of measures introduced late last year to
strengthen the mechanisms for controlling expenditure. Subsidies to firms
decreased by 13.7 per cent, owing mainly to the reduction in transfers to
public-sector service undertakings from the central government budget.

Social benefitsinkind roseby 4.8 per cent, compared with 13.8 per cent
in 2001, therate of increase mirrored therise of 5 per centinthe part relating
to health spending (compared with 14.1 per cent in 2001), which represents
around 95 per cent of the total.

In the general government accounts total health spending is recorded
mainly under compensation of employees, intermediate consumption and
social benefitsinkind. Thefollowing analysisis based on data compiled by
the Ministry of Health.

Health spending rose by 3.7 per cent in 2002 and increased from 6.2 to
6.3 per cent of GDP. The GDPratio declined substantially between 1991 and
1995, from 6.4 t0 5.2 per cent, but thereafter health spending increased more
rapidly than output, with rates of growth of 11.1 and 8.6 per cent in 2000 and
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2001 respectively. In 2002 spending on goods and servicesincreased by 8.1
per cent and staff costs by 2.6 per cent. The growth in expenditure on
pharmaceuticals slowed down sharply to 1.8 per cent, compared with 33.3
per cent in 2001, asaresult of the measures contained in the budget for 2002,
the Decree Law of April 2002 capping the prices of pharmaceuticals and a
number of measures taken by regional authorities, first and foremost being
the reintroduction of copayments, the reclassification of some medicinesin
the pharmacopoeia and the direct distribution of pharmaceuticals (the
disbursements in connection with direct distribution are recorded as
spending on the purchase of goods and services). Assessments of the trends
in health expenditure may be revised when the accounts of the National
Health Service agencies are closed.

Health spending in the South amounted to 8.6 per cent of the area’s
product, whereas in the North and Centre it came to 5.3 and 5.9 per cent
respectively. In terms of per capita resources, however, expenditure in the
Southislower thanintheNorth and Centre (€1,270, compared with€1,410
and €1,390 respectively).

The reforms of the last decade have increased the role of the regional
authorities in the organization of the health sector, but central government
remains responsible for determining the nature, appropriateness and
adequacy of services provided by the National Health Service. A range of
different organizational arrangements have been adopted under theregional
health plansapproved so far. Some offer patientsawide choice of accredited
public and private operators acting as suppliersto thelocal health authority,
while others operate more strongly regul ated systemsin which performance
levelsand afinancing ceiling are set for each establishment. Systems of the
latter kind are constructed mainly around the local health authorities and
public hospitals. The two models present different characteristics: in a
system based on keen competition among suppliers there is a greater
incentive to provide a quality service, and where there is a high degree of
planning thereistypically greater control over expenditure. Differentiation
between organizational model s permits experimentation, which may lead to
an improvement in the efficiency of the service.

Capital expenditure. - In the accounts, investment spending is
reduced by deducting the proceeds from the disposal of public real estate by
means of securitization operations and ordinary sales. In 2002 the
securitization operation carried out at the end of the year raised €6.6 billion
and ordinary sales of property €4.2 billion, of which around half related to
properties securitized in 2001 but not included in the general government
accountsfor that year. In 2001 recei pts had amounted to€ 1.6 billion and had
stemmed entirely from ordinary sales. Net of these proceeds, investment



expenditure increased by 6.9 per cent, compared with 10.2 per cent in 2001,
inrelation to GDP it rose from 2.6 to 2.7 per cent.

“Other capital expenditure” roseby 11.7 per centandfrom1.4t0 1.6 per
cent of GDP. Investment grants, which are included in thisitem, increased
by 14.6 per cent, as against 18 per cent in 2001, in connection with the
concessions for investment in disadvantaged areas and employment that
were granted in the form of tax credits in the budget for 2001. Other
components of the item decreased considerably, falling from 0.2 to 0.1 per
cent of GDP.

The national accountsfor 2002 show expenditure of €1.4 billion ontax
creditsfor investment in disadvantaged areasand €2.8 billion on creditsfor
the hiring of additional staff. Thesefiguresalsoincludeatotal of about€1.4
billion in credits that accrued in the second half of the year but have not yet
been used.

Local government

The net borrowing of local government increased from 0.2 to 0.6 per
cent of GDP and from €2.3 hillion to €7.9 billion.

Revised data for 2001, which were published at the same time as the
consolidated local government account for 2002, show that in 2001 local
authorities had a deficit equal to 0.2 per cent of GDP, whereas the figures
published|ast year had indicated asurplusof 0.5 per cent. Therevisionisthe
result of areduction of €4.8 billion in revenue, due largely to adecreasein
current transfers from other public entities, and an increase of €3.6 hillion
in expenditure, which was attributable mainly to higher staff costs and
spending on socia benefitsin kind.

Loca government revenue decreased by 0.3 per cent in 2002. Current
revenue declined by 0.6 per cent (€0.9 billion); within that aggregate
transfersfrom other public entitiesfell by 6.5 per cent (€4 billion), most of
the change involving transfers to the regions. As regards tax revenue,
receipts of indirect taxes increased by 2.8 per cent (€1.6 billion), chiefly
reflecting an increase in receipts of IRAP, and direct taxes rose by 4.7 per
cent (€1 billion).

Onthebasis of cash data, revenue from the regional surtax on personal
incomes rose from €4.6 billion to €5 billion. Receipts of IRAP increased
from€30.6 billionto€31.5billion, whiletheregions' shareof exciseduties
on fuel fell from €2.2 billion to €1.6 billion. Revenue from the municipal
surtax on personal incomes rose from€0.7 billion to €1 billion.

Capital revenueincreased by 2.1 per cent (€0.4 billion); theincreasein
investment grants (14 per cent, or €1.6 hillion) was only partly offset by
reductions in other items.
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Transfersfrom public entities diminished from 44.5 to 42.4 per cent of
total revenues, whilethe share consisting of tax receiptsincreased from 44.7
t0 46.3 per cent.

Expenditure grew by 2.8 per cent (€5 billion), broadly reflecting the
rise of 3.3 per cent in current disbursements. The largest increases werein
staff costs (3.4 per cent), intermediate consumption (4.1 per cent) and social
benefitsin kind (4.8 per cent); the bulk of thelatter item related to the health
sector. Other current expenditurefell by 1.3 per cent. Capital spending rose
by 0.7 per cent; alarge part of the growth ininvestment spending and grants
was offset by reductionsin other transfers.

Inrelationto GDP, local government debt to creditorsother than general
government increased from 3.4 to 3.7 per cent in 2002 (Table 34). Theratio
fell in the first half of the nineties and increased by 1.5 percentage points
between 1996 and 2002, most of the increase being attributable to the
regions. The debt increased significantly in central Italy (from 3.2t0 6.4 per
cent of thearea’ sGDP) and inthelslands(from 2.2to 4.1 per cent), but more
moderately in the North and South.

Table 34
ANALYSISOF LOCAL GOVERNMENT DEBT
(as a percentage of GDP)
1996 2002 1996 2002
Level of government (1) Geographical area (2)
Regions ..., 0.8 1.8 | North-West ........... 1.8 3.1
Provinces ............ ... ... ..., 0.1 0.3 | North-East............ 1.9 2.6
Municipalities ..................... 1.0 12 [Centre ............... 3.2 6.4
Producers of health services and local
health authorities ................ 0.1 0.4 |South ................ 2.4 2.6
Other local government bodies . ... .. 0.2 0.1 |lIslands ............... 2.2 4.1
Instrument (1) Domestic/External (1)
Bankloans ....................... 2.2 25 |Domestic............. 2.2 2.7
Bonds ............ ... ... ... 0.0 12 |External .............. 0.0 1.0
Total .... 2.2 3.7 Total ...... 2.2 3.7
(1) As a percentage of national GDP. - (2) As a percentage of the GDP of the area in question. For 2002, the estimates of GDP for the
geographical areas are from Svimez.

The composition of local government debt has changed significantly.
Between 1996 and 2002 the proportion of bonds rose from 1 to 31 per cent
and that of bank loans fell from 99 to 69 per cent. Over the same period the
percentage of debt raised abroad increased from 1 to 27 per cent; inthe case
of theregionsit rosefrom virtually nil in 1996 to around 50 per cent in 2002.



THE OUTLOOK

Budgetary policy in the euro area

In thelir latest stability programme updates most countries announced
new, less ambitious objectives for the next few years. The revisions reflect
the poor results for the public finances in 2002 and the worsening outlook
for economic growth. The forecasts of the European Commission and the
leading international economic organizations suggest that many countries
will fail to attain even the revised targets.

According to the programmes, many of which contain estimates for
2002 that are basically in line with the budget outturns, the area's general
government net borrowing in 2003 should fall from 2.2 to 1.8 per cent of
GDP (Table 35). The projection is for near balance in 2006. This scenario
assumes significant deficit reductions in Germany, France and Italy.

Table 35
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO AREA
(as a percentage of GDP)
2002 2003 2004 2005
Net borrowing
National stability programme update objectives ............ 2.2 1.8 1.1 0.7
Outturn and forecasts
European Commission . ..., 2.2 25 2.4 -
IME 2.2 2.4 2.0 -
OECD . 2.3 2.5 2.4 -
Debt
National stability programme update objectives ............ 69.7 68.7 66.8 65.4
Outturn and forecasts
European Commission . ..............ooiiiiiii.. 69.2 69.9 69.6 -
IME 69.4 69.9 69.3 -
OECD ..ot - - 70.0 -
Sources: European Commission (Spring Forecast, April 2003), the IMF (World Economic Outlook, April 2003), the OECD (Economic
Outlook, April 2003) and the updates to national stability programmes submitted beginning in late 2002.
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European Commission forecasts released in April 2003 indicate an
increase of 0.3 percentage points in area-wide general government net
borrowing this year to 2.5 per cent of GDP. Germany, France and Portugal
are again projected to run deficits of more than 3 per cent, compared with
targets of 2.8, 2.6 and 2.4 per cent respectively. Among other factors, the
disparities reflect different macroeconomic assumptions. The OECD and
IMF forecasts are similar to those of the Commission.

TheCommissionindicatesaslightimprovement inthearea sbudgetary
position in 2004, due mainly to the stronger economic growth predicted. 1t
estimates net borrowing for that year at 2.4 per cent of GDP, compared with
thefigure of 1.1 per cent that results from the stability programme updates.
France, Italy and Portugal are expected to have deficits above the 3 per cent
threshold (3.5, 3.1 and 3.2 per cent respectively).

The Commission forecastsareduction in the area-wide primary budget
surplus of 0.4 percentage points between 2002 and 2004 to 1.1 per cent of
GDP, accompanied by afall ininterest paymentsof 0.2 pointsto 3.5 per cent
of GDP. The forecast reduction in the primary surplus stemsfrom adecline
of 0.3 points in revenue and an increase of 0.1 points in expenditure.
The cyclically adjusted primary surplus is expected to remain roughly
unchanged at 1.5 per cent of GDP.

Theratio of general government debt to GDP in the areais expected to
rise by 0.4 percentage points to 69.6 per cent in 2004, when it is projected
to be significantly above the 60 per cent threshold in Italy (104.7 per cent),
Belgium (98.9 per cent) and Greece (97 per cent).

In order to ensure compliance with the European budget rules, in
October 2002 an agreement was reached within the Eurogroup whereby the
countriesthat have not yet achieved abudgetary position closeto balance or
in surplus must improve their underlying balances by at least 0.5 per cent of
GDP every year.

On 24 October the ECB Governing Council reaffirmed the importance
of thebudgetary ruleslaid downinthe Treaty of Maastricht and the Stability
and Growth Pact. It stressed that budgets near balance or in surplus provide
scopefor dealing with the impact on the public finances of population aging
and permit the full operation of built-in stabilizers, thus helping to bring
about conditions of stability favourable to non-inflationary growth.

In November the Commission advanced several proposalsto makethe
application of the present rules more effective. In March 2003 the EU
Council examined them and reaffirmed the validity of the current budget
standards but acknowledged the need for more effective implementation.
The Council emphasized the importance of monitoring nominal balances
and specified that achievement of the medium-term objective laid down in
the Stability and Growth Pact was to be evaluated with reference to the



cyclically-adjusted budget balance, with case-by-case consideration of
measures producing temporary effects. The same standard is to be used to
assess achievement of the annual reduction of 0.5 per cent of GDP in the
underlying deficit as agreed by the Eurogroup countries in October. The
Council called for full utilization of the procedures designed to avoid
pro-cyclical policies, especially during expansions, and to achieve adequate
reductionsin the debt ratio whereit was still above 60 per cent. The Council
stressed the need, in applying the rules, to pay greater heed to the special
aspects of each country’s situation and the quality and sustainability of the
public finances.

Early in2003, in assessing the stability programmeupdates, the Council
noted that the macroeconomic assumptions behind the objectives of the
leading countriescould proveover-optimistic. If Germanand French growth
should be less than forecast, their deficits could exceed 3 per cent of GDP
again in 2003.

For Germany the Council, acknowledging the Government’s com-
mitment to comply with the October 2002 agreement and achieve an
“underlying” budget nearly in balance by 2006, stressed that two factors
would contribute to its achieving this goal: containing expenditure within
thelimitssetintheprogramme, which areparticul arly ambitioustowardsthe
end of the planning period, and how the phases of the tax reform plan
scheduled for 2004 and 2005 are implemented. For France the Council
criticized the deferral of the adjustment of the underlying balance to 2004
because of tax cutsin 2003 not offset by sufficient curbson spending. Onthe
Italian programme the Council emphasized that most of the adjustment
measureswere temporary and urged Italy to guaranteethefull efficacy of its
budgetary action, so asto improvethe underlying balance by at least 0.5 per
cent of GDP each year.

The Council reiterated the need to reduce the debt-to-GDP ratio and to
move rapidly towards structural budget balance by reforms of the main
expenditure itemsin order to face the budgetary effects of population aging
starting from sound fiscal positions.

The 2001 European Council in Stockholm agreed on a three-pronged
strategy for dealing with the foreseeable impact of demographic
developments on the public finances by: increasing employment rates,
rapidly reducing the publicdebt and ref orming pension systems, among other
thingsby thegradual devel opment of funded schemes. Onthisthird point the
Laeken Council specified that pension reform must pursue the following
aims:. @) to improve the ability of pension systems to prevent high rates of
old-age poverty and assure that retired workers can maintain their standard
of living; b) to achieve financia sustainability by increasing employment
rates, raising theaverage actual retirement age, modifying contribution rates
and benefits, and expanding the funded component; and c) to further adapt
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retirement provisions to take account of the increase in flexible forms of
employment and discontinuous careers, especially among women.

In 2002 the EU Member States produced national reports on their
pension policies. The Council noted that al the Member States had begun
to carry out reforms. In most, however, action had been partial and further
measureswere necessary to guaranteelong-term sustainability. The Council
hoped that the reformswould be part of acommon processin the framework
of the strategy for growth laid down at the Lisbon summit in 2000. Uniform
indicators based on reliable up-to-date data are considered necessary to
gauge the progress made.

Budgetary policy in Italy

Theoutlookfor 2003. - TheJuly 2002 Economicand Financial Planning
Document set atarget for general government net borrowing of 0.8 per cent
of GDPfor 2003 (Table 36). On a current programmes basisthe deficit was
projected at 1.6 per cent, with forecast GDP growth of 2.9 per cent.

Table 36
OBJECTIVES AND ESTIMATES OF BUDGET BALANCES
AND INTEREST PAYMENTS FOR 2003
(billions of euros and percentages)
State Public General government Memorandum items:
sector sector
" N Pri | Real GDP Nominal
r’;‘g&?gggmq% borro?/bing sﬂrn;j)ﬁg pan)}ﬁ:grsl:s g&v\?zh) (()BrTE])Iga
Current-programmes estimates
Planning Document (July 2002) ... e ....| 217 | 57.3| 79.0 2.7 | 1,325.3
as a percentage of GDP ........ 1.6 4.3 6.0
Objectives
Planning Document (July 2002) ... 36.0 ....| 108 | 676 | 78.4 291 1,3254
as a percentage of GDP ........ 2.7 0.8 5.1 5.9
Planning Document update and
Forecasting and Planning Report
(September 2002) ............ 36.0 ....| 196 | 586 | 782 2.3 1,305.0
as a percentage of GDP ........ 2.8 15 4.5 6.0
Stability programme update
(November 2002) ............. 2.3
as a percentage of GDP ........ 15 4.3 5.8
Current estimates
Quarterly Report on the Borrowing
Requirement (April 2003) ..... 42.0 465 | 30.1| 413 | 714 1.1 | 1,307.1
as apercentage of GDP ........ 3.2 3.6 2.3 3.2 55
(1) Net of settlements of past debts and privatization receipts. - (2) Percentage changes.




In September the Forecasting and Planning Report for 2003 and the
Planning Document update lowered the growth forecast to 2.3 per cent and
raised the estimate of net borrowing on a current programmes basis by 0.7
points. Thetarget for the deficit in 2003 was revised upwardsto 1.5 per cent
of GDP. Therevision was due almost entirely to the expected contraction of
the primary surplusfrom 5.1 per cent of GDP, asindicated in July, to 4.5 per
cent. The public debt was forecast to be 105 per cent of GDP, half a point
higher than in the original Planning Document.

To attain the objectives, the Government submitted a budget to
Parliament calling for an adjustment of about 1 per cent of GDP (Economic
Bulletin No. 35, November 2002, and No. 36, March 2003). The
composition of the package reflected the unfavourable economic situation.
Asin 2002, the expected revenueincreasesin 2003 will come largely from
temporary measures, thuslimiting theimpact of the correction on economic
activity. About €8 billion isto come from tax regularization schemes.

Parliament made some changes to the budget. Both expenditure and
revenue increases were passed, the latter partly offset by greater tax reliefs.
According to official estimates, the Finance Law as passed will result in a
net reduction in expenditure of nearly €4.7 billion and a net increase in
revenue of €4.3 hillion. Additional savings of €3.3 billion are expected
from measures outside the Finance Law that involve public enterprises,
primarily the transformation of the National Road Agency into a limited
company, thus removing it from the general government aggregate.

TheFinanceLaw providesfor aset of tax regul arization schemesfor the
income and assets of individualsand firms, aimed at finalizing the positions
of the taxpayers who take advantage of them or resolving disputes already
under way. The measures include a procedure for the automatic and final
assessment of taxable income, a tax conciliation scheme, and an amended
tax return scheme. To permit the adaptation, in terms of civil and tax law, of
the balance sheets of companies availing themselves of these facilities, the
notion of “accounting regularization” isalso introduced. The main schemes
can also be used by firmsto regularize untaxed income earned or transferred
abroad and assets held abroad. The rules for the repatriation and
regularization of assets held abroad by individuals were al so reintroduced,
with modifications. Other minor regularization schemes are provided for.
Local governmentsare given permission to introduce schemes of their own.

Theeffectsof some of the measuresare uncertain. Inthe past, measures
to curb health and local government spending have not always produced the
full effects expected. The achievement of the budgeted savings from
measures affecting public enterprises depends on a significant increase in
their self-financing. By contrast, preliminary datafor May suggest that the
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revenue from the tax regularization schemes could be substantially greater
than originally estimated.

The stability programme update in November 2002 kept the target for
net borrowing unchanged but reduced the projected primary surplus by a
further 0.2 per cent of GDP, offset by amore optimistic forecast for interest
expenditure (down from 6 per cent of GDPto 5.8 per cent). The calendar for
the reduction of the public debt was also revised, with the achievement of a
GDP ratio of under 100 per cent postponed from 2004 to 2005.

The April 2003 Quarterly Report on the Borrowing Requirement and
Forecasting and Planning Report update raised the estimate of genera
government net borrowingfor theyear to 2.3 per cent of GDP, despiteafurther
cut of 0.3 points in interest expenditure. According to this estimate the
primary surpluswould contract to 3.2 per cent of GDP, itslowest level since
1995 (Figure 28). Theratiosto GDP of primary current expenditure and of
tax and socia security contribution revenue were both projected to rise by
0.2 points, to 38.4 and 41.8 per cent respectively. Thedebt-to-GDPratio was
revised upwards to 105.9 per cent, 0.8 points less than at the end of 2002.

Figure 28

PRIMARY BUDGET SURPLUS: OBJECTIVESAND OUTTURNS
(as a percentage of GDP)

—-- = Planning Document for 2002-06 (July 2001)

Planning Document for 2003-06 (July 2002)

—-—- Planning Document update and Forecasting and Planning report for 2003 (September 2002)
------ Quarterly Report on the Borrowing Requirement (April 2003)
= = = Stability programme update (November 2002) /_-’“‘\-m.. .
e O utturn (March 2003) -’
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The new forecasting framework set out in the Quarterly Report takes
account of the worse-than-expected performance of the economy (the
growthforecast isreduced further, from2.3to 1.1 per cent) and of the outturn
for net borrowing in 2002 (2.3 per cent of GDP rather than the 2.1 per cent
expected in November).

With projecting net borrowing unchanged in 2003 at 2.3 per cent of
GDP, the Report forecasts a substantial rise in the state sector borrowing
requirement. Net of settlements of past debts and privatization receipts, the
borrowing requirement is expected to rise from €26 billion to €42 hillion,
or from 2.1to 3.2 per cent of GDP. The public sector borrowing requirement



is also projected to worsen, from 2.3 to 3.6 per cent of GDP. The Report
forecasts €10.5 hillion in settlements of past debts. Including these, the
public sector borrowing requirement isseen asrising to 4.4 per cent of GDP,
compared with 2.8 per cent in 2002. The disparity between the borrowing
requirement and net borrowing would thus become wide again.

The incidence of transitory budgetary adjustments remains significant
in 2003. Counting expected revenue from the disposal of public buildings
(€6.5billion) and thetemporary measuresenactedinthelast twoyears, total
transitory measuresarelikely to exceed 1 per cent of GDP, dlightly lessthan
in 2002. This estimate does not consider the cost of investment incentives,
which is hard to evaluate.

In thefirst four months of 2003 the state sector borrowing requirement
amounted to €33.1 billion, an increase of €5.5 billion on the same period
of 2002. However, in April 2002 the borrowing requirement had been
reduced by €4 hillion by a swap. Allowing for the different timing of the
corrective measures adopted inthetwo years, the borrowing requirement for
the first four months appears to be broadly consistent with the Quarterly
Report’s projection for theyear. Inthefirst three months of 2003 the general
government borrowing requirement amounted to €19.6 billion, nearly €2
billion less than in the first quarter of 2002.

The outlook for the medium term. - The Economic and Financial
Planning Document released in July 2002 called for adeficit of 0.3 per cent
of GDPin 2004 and abasically balanced budget in the two following years.
The primary surplus was seen as rising to 5.5 per cent of GDP in 2004 and
then stabilizing around 5.7 per cent in 2005 and 2006. The public debt was
to come steadily down, falling below 100 per cent of GDP in 2004 and
reaching 94.4 per cent in 2006.

The Planning Document update set less ambitious objectives. Net
borrowing was put at 0.6 per cent of GDP in 2004 and the primary surplus
lowered to 5 per cent. Acknowledging the delay in the economic upturn, the
Document deferred achievement of abudgetary position closeto balance by
ayear and somewhat flattened the profile of thereductionintheratio of debt
to GDP. Thenew path for financial adjustment was confirmedinthestability
programme update in November, albeit with a more modest improvement
in the primary surplus, projected to reach 5.3 per cent of GDP in 2006. In
that planning framework, which assumed adeficit of 1.5 per cent of GDPin
2003, corrective measures were envisaged amounting to 1.6 per cent of
GDPin 2004, 1.4 per cent in 2005 and 0.8 per cent in 2006. The transitory
measures will have to be gradually replaced by permanent ones.

A medium-term planning framework for the public finances in-
corporating the Quarterly Report’s revised estimates for 2003 will be
presented in the Economic and Financial Planning Document in July.
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Since 1998 the trend has been for a progressive contraction in the
primary surplus and a decline in interest expenditure owing to the fal in
interest rates under way since the mid-1990s. Over this period the ratio of
primary current expenditure to GDP has remained at around 37.5 per cent.
Inthelast two years, with the cyclical weakness of the economy, it hasrisen
dlightly. A lasting correction of the trend in this component of expenditure
requiresstructural intervention, not least inview of the prospect of increased
outlayson pensionsand healthcare asaresult of the aging of the popul ation.
Intheyearsto come, asthe effects of the sharp fall ininterest rates dwindle,
the savings on interest payments will diminish.

Thereduction in the debt-to-GDP ratio that began in the second half of
the 1990s benefited significantly from extraordinary revenue, such as
privatization receipts. The ratio was lowered by 17.5 percentage points
between 1994 and 2002, from 124.2 to 106.7 per cent. The reduction of 2.8
points in 2002 was entirely due to the conversion of bonds in the Bank of
Italy’sportfolio, privatizationsand sal esof buildings. Thereduction planned
for 2003 is0.8 points, to cometo alarge extent from measuresthat will have
atemporary effect on the borrowing requirement and net borrowing.

Thelargepublic debt representsaconstraint on Italian economic policy.
It heightensthe budget’ svulnerability tointerest rate shocks, makesit harder
to find the resourcesto cope with population aging and reducesthe scopefor
easing the tax burden.

In these circumstances, achieving a basically balanced budget while
reducing the incidence of taxes will require a policy aimed at lowering the
ratio of primary current expenditure to GDP through structural reforms
modifying itslong-run dynamics. Theimprovement in the primary balance
will make it possible to decrease the debt ratio more rapidly. The saving on
interest payments will help to consolidate the easing of the tax burden.



THE SINGLE MONETARY POLICY,
FINANCIAL INTERMEDIARIES AND
THE MONEY AND FINANCIAL MARKETS

Thesignsof recovery that had emerged in theeuro areaat the beginning
of 2002 weakened from the second quarter onwards in conjunction with the
fall in share prices and the heightening of international political tensions. In
the fourth quarter the economy weakened further and inflationary pressures
abated. The European Central Bank reduced official interest rates by 0.5
percentage points on 5 December and by a further 0.25 points on 6 March
2003, partly in response to the appreciation of the euro, bringing the rate on
themain refinancing operationsto 2.5 per cent. Real short-terminterest rates
in the euro areafell by 0.8 percentage pointsin the course of 2002 to 1 per
cent and decreased againinthefirst quarter of 2003t0 0.6 per cent, thelowest
level since the introduction of the euro.

The nominal exchangerate of the euro rose substantially in the second
quarter and in the last part of the year. It appreciated by 8.8 per cent in
effectivetermsin 2002, morethan half of therise being dueto the weakness
of thedollar. The euro continued to appreciatein 2003, gaining afurther 7.2
per cent by the middle of May.

Thegrowthin euro-areaM 3 remained high throughout 2002, reflecting
savers preference for liquid assets and a sharp increase in currency in
circulation following the changeover to the euro. The rate of increase in
credit tothe private sector, which had begun to slow downin 2001, continued
to ease; therewasadeceleration in Italy aswell, but the rate was still higher
than in the rest of the area and greater than the growth in GDP.

I nterest rates and the exchange rate

In the early months of 2002 cyclical indicators pointed to aquickening
of growth beforethe end of the year. Inflation, though diminishing, was still
over 2 per cent. Inthe spring the signsof recovery beganto fade; shareprices
now fell, evenintraditional sectors. In the summer the effects of the euro’s
appreciation since April and the persistent weakness of demand acted as a
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brake on prices and undermined expectations of growth, which deteriorated
again in the fourth quarter as tension between the United States and Iraq
sharpened. On 5 December the ECB reduced therate on itsmain refinancing
operations by 0.5 percentage pointsto 2.75 per cent (Figure 29).

Figure 29
OFFICIAL INTEREST RATESAND MONEY
AND FINANCIAL MARKET RATESIN THE EURO AREA
(daily data and percentages)
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On 6 March 2003, against a background of cyclical weakness,
uncertainty triggered by international tensions, and afurther appreciation of
the euro, the ECB cut the rate by another 0.25 percentage pointsto 2.5 per
cent.

In 2002 macroeconomic developments influenced financial market
expectations and short-term euro yields. In the first half of the year the
prospects of arecovery helped to shift the forward yield curve upwards for
all maturities (Figure 30); with monetary policy remaining generaly
relaxed, the curve was positively sloped, signaling expectations that
short-terminterest rateswould risein the second half of the year. During the
summer the prospects of a recovery progressively dimmed, prompting an
adjustment of interest rate expectations. Forward yields declined; in
September the curve became negatively sloped for the shortest maturities.
Attheend of theyear it indicated that rateswould fall by the middle of 2003.



Figure 30
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(1) Each curve relates to the contract date indicated in the legend. The horizontal axis shows the settlement dates for the futures contracts
to which the yields refer.

The downward shift of the yield curve halted in the middle of March
2003 asthe commencement of armed conflict in Iraq approached. When the
war ended the curve returned to the same level as in early February.
However, in the second half of April it slipped back down in responseto the
deterioration in business confidence and the appreciation of the euro. In
mid-May it signaled expectations that short-term rates would fall again by
the end of the year.

Inthe second half of 2002 long-term euroyieldsfell to historically very
low levels. Yieldson ten-year interest-rate swaps, which had risen to 5.5 per
cent in thefirst five months of the year, gradually fell again, to 4.4 per cent
in December (Figure29). Yields on long-term government securities
followed asimilar course. Thereduction reflected the diminishing prospects
of economic recovery, expectations that inflation would stay below 2 per
cent, and a shift in portfolio composition towards less risky securities.

Long-term euro yields continued to fall in the early months of 2003, to
4 per cent at the beginning of March. After picking up briefly they dropped
back to the same level in the middle of May.

With inflation expectations broadly stable, the decline in nominal
interest rates passed through to real rates. In 2002 the short-term euro rate,
deflated using inflation expectations from Consensus Forecasts surveys,
gradually declined from 1.8 per cent in March to 1 per cent in December. In
March 2003 it reached 0.6 per cent. In Italy the fact that inflation
expectationsremained higher than in the euro areaasawhole meant that the
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real interest rate was lower (0.5 per cent in December and 0.1 per cent in
March 2003).

The euro appreciated throughout 2002, gaining 8.8 per cent in nominal
effectiveterms. Morethan half of thiswas dueto itsappreciation against the
dollar, which amounted to 19 per cent; against the yen and sterling it went
up by 7.9 and 6.9 per cent respectively.

Asthe euro strengthened there was a net investment inflow to the area
amountingto€65.1 billionin2002, thefirst since stagethree of EMU began.
The total breaks down into €110.6 billion of net inflows of portfolio
investment (compared with€64.7 billion in 2001) and €45.5 billion of net
outflows of direct investment (against €102.8 hillion in 2001).

The euro continued to appreciate in 2003. Between the beginning of
January and the middle of May the nominal effective exchange rate rose by
7.2 per cent.

At its meeting on 8 May 2003 the Governing Council of the ECB
undertook athorough evaluation of its monetary policy strategy in thelight
of the public debate and the studies carried out by staff of the Eurosystem.
It judged the experienceto date to have been positive. Thedefinition of price
stability announced in October 1998 was reaffirmed: “a year-on-year
increase in the Harmonized Index of Consumer Prices (HICP) for the euro
area of below 2 per cent ... over the medium term”. At the same time, the
Council agreed that in the pursuit of price stability it would aim to maintain
inflation rates close to 2 per cent over the medium term; this clarification
underlines the ECB’s commitment to provide a sufficient safety margin to
guard against the risks of deflation.

The money supply and credit

In 2002 M3 expanded at a rapid pace. The twelve-month growth rate
averaged 6.9 per cent inthelast quarter of theyear, lower than ayear earlier,
when it had been 7.6 per cent; it rose to 7.7 per cent on average in the first
quarter of 2003.

The rapid expansion in the money supply can be attributed almost
entirely to the growth in demand, which was fueled by anumber of factors.
The high volatility of the financial markets during the year prompted
investors to increase the share of monetary assets in their portfolios. The
switch to more liquid assets was also encouraged by the uncertainty
stemming frominternational tension and by low short and long-terminterest
rates.



With regard to the counterparts of M 3, thetwel ve-month growth ratein
total lending to euro-area residents by monetary financial institutions fell
from 6.7 per cent in 2001 to 4.7 per cent in 2002. It stabilized in the first
quarter of 2003; in March the growth rate was 4.6 per cent.

Therate of growth in the monetary aggregates was higher in Italy than
in the rest of the area, mainly because of a particularly marked shift in
the composition of households asset portfolios. Excluding currency in
circulation (which can no longer be measured on a national basis since the
introduction of euro banknotes and coins), the twelve-month increasein the
Italian contribution to euro-areaM 3was 9.5 per cent in 2002, compared with
9.3 per cent in 2001. This growth mainly reflected the performance of the
shorter-term components, such as current accounts, deposits at fixed terms
of up to two yearsand units of money-market investment funds. Inthe early
months of 2003 the growth of Italy’s contribution to M3 slowed.

Therate of increase in total credit to the private sector in Italy slowed
from 11 per cent in 2001 to 8.6 per cent in 2002, reflecting a slackening of
the growth in bank loans and asharp slowdown in bond issues. Since supply
conditions were easy, the slowdown in credit growth is explained by the
weakness of demand. The total financial assets of the private sector
increased by 3 per cent in 2002.

Money-market operations

In 2002 the excessreservesof Italian credit institutionswere equival ent
on average to 0.43 per cent of their reserve requirements, aimost the
same as in the previous year (0.45 per cent). The corresponding figure for
the euro area, however, increased from 0.55 to 0.61 per cent, owing partly
to extraordinary factors in January and February associated with the
introduction of euro banknotes and coins. During that period of uncertainty
andtight liquidity, the Eoniarate remained above the minimum offer ratefor
main refinancing operations.

The volatility of money-market rates was small over the year as a
whole: the standard deviation of daily variationsin the Eoniarate was 11.5
basis points, compared with 14.6 basis points in 2001.

In 2002 thedaily volumeof net financing provided viamainrefinancing
operations averaged €132 billion, compared with €158 billion in 2001; on
average, financing received by Italian counterparties amounted to 6.1 per
cent of thetotal, against 8.3 per cent the previous year. The average number
of participants at the auctionsfell from 410 to 307 in the areaasawhole and
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from 25 to 18 in Italy, partly reflecting the narrowing of the differential
between the Eoniarate and the allotment rate from an average of 6.7 basis
points in 2001 to one of 2.3 basis points in 2002. The differential was
essentialy nil last year if one excludesthe days of high volatility following
the last main refinancing operation of the maintenance period and the days
subsequent to the emergence of a shortage of demand for funds at auction
(underbidding).

Thedaily average volume of fundsdistributed inthe euro areaby means
of longer-term refinancing operations was €55 billion in 2002, compared
with €57 billion the previous year. On average, 176 euro-area banks
participated inthese operations, against 225in 2001. Italian banksmadevery
limited use of longer-term refinancing operations: on average three Italian
banks (seven in 2001) were allotted a share of 0.1 per cent of the funds
distributed (1 per cent in 2001).



THE HOUSEHOLD AND CORPORATE SECTORS

Against the background of limited growth in disposableincome and an
increasein spending for the purchase of housing, thefinancial surplusof the
household sector in Italy decreased from 8.7 t0 5.9 per cent of GDPin 2002.
There was further adjustment of financial portfoliosin favour of bonds and
liquid assets. The sharp fall in share prices caused equities to decline as a
proportion of total financial assets and financial wealth to contract; the
negative effect on households' total wealth was partly offset by therise in
house prices. Though continuing to expand rapidly, household debt remains
low.

Non-financial firms operating profit decreased dlightly in relation to
value added. While there was a decrease in interest charges, attributable to
the declinein interest rates, self-financing remained virtually unchanged as
a proportion of value added; it fell in relation to investment (including
stocks). Firms' financial deficit was equal to 2.6 per cent of GDP, compared
with 3.3 per cent in 2001. Their financial debt grew more slowly, reflecting
the combination of a contraction in the short-term component and an
acceleration in medium and long-term borrowing. The corporate sector’s
leverage (the ratio of debt to the sum of debt and equity) rose, partly as a
consequence of the decline in share prices.

The financial statements on file with the Company Accounts Data
Service, which are available up to 2001, show that the net profits of the
companies surveyed contracted that year from 1.9 to 1.1 per cent of total
assets; the decline involved mainly larger firms. Profitability differed by
geographical area, being higher for firmsin the Centre and North than for
those in the South (1.2 and 0.1 per cent of assets, respectively).

Italy’s total stock of financial assets amounted to €8.7 trillion or 6.9
times GDP at the end of 2002, aratio similar to that of ayear earlier.

Thefinancial accounts of households

The financial surplus of the household sector (comprising consumer
households, sole proprietorships with up to five employees and private
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Table 37
ITALY: FINANCIAL BALANCES (1)
(millions of euros and percentages)
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1999 2000 2001 2002
Households ......................... 71,637 79,724 106,071 74,209
of which: external balance .......... 33,029 31,943 22,314 -11,582
Non-financial corporations ............ -10,662 -60,861 -40,305 -32,775
of which: external balance .......... 6,836 9,819 7,093 18,155
General government ................. -26,180 -7,350 -30,273 -32,191
of which: external balance .......... -98,721 -49,525 -10,481 -27,764
Monetary financial institutions ......... -6,526 -3,042 -9,601 5,890
of which: external balance .......... -33,798 -28,516 -25,179 36,665
Other financial intermediaries (2) ...... 1,631 3,004 -26,707 -31,390
of which: external balance .......... 88,822 38,366 -3,232 -23,349
Insurance companies (3) ............. -23,740 -12,640 -2,732 13,868
of which: external balance .......... 9,992 -3,251 5,940 5,487
Rest of the world account ............. -6,160 1,165 3,547 2,389
As a percentage of GDP
Households ......................... 6.5 6.8 8.7 5.9
Non-financial corporations ............ -0.9 -5.2 -3.3 -2.6
General government ................. -2.4 -0.6 -2.5 -2.6
Financial institutions (4) .............. -2.6 -1.1 -3.2 -0.9
Rest of the world account . ............ -0.6 0.1 0.3 0.2
As a percentage of GDP, adjusted for inflation (5)
Households ......................... 4.3 4.4 6.7 3.9
Non-financial corporations ............ -0.3 -4.3 -2.5 -1.7
General government ................. -0.1 1.9 -0.5 -0.6
Source: Bank of Italy.
(1) Rounding may cause discrepancies in totals. - (2) Includes financial auxiliaries. - (3) Includes pension funds. - (4) Monetary financial
institutions, other financial intermediaries and insurance companies. - (5) Only financial instruments denominated in national
currencies, with a fixed monetary value at maturity, are taken into consideration in calculating the adjustment for inflation.

social institutions) fell from<€106.1 billionin2001to€74.2billionlast year
(Table 38). The reduction reflected the small growth in disposable income
and a greater propensity to invest in property.



Table 38

FINANCIAL ASSETSAND LIABILITIESOF ITALIAN HOUSEHOLDS (1)

(millions of euros and percentage composition)

End-of-period stocks Flows
Percentage composition
December 2002 [ pocermier | December 2001 2002
2001 2002
ASSETS
Cash and sight deposits ............. 433,350 15.3 17.2 18,959 31,646
of which: bank deposits ............ 384,664 134 15.3 29,147 32,963
Otherdeposits ...................... 288,532 10.6 11.4 12,304 11,572
bank ... ... 101,248 3.9 4.0 -3,161 -836
postoffice ............. ... 187,284 6.7 7.4 15,465 12,408
Short-term securities ................ 14,209 1.0 0.5 3,452 -17,731
Medium and long-term securities . .. ... 510,370 16.7 20.3 47,646 56,261
of which: government .............. 204,188 6.7 8.1 9,230 20,613
Investment fund units ................ 309,342 135 12.3 -8,547 -736
Shares and other equity . ............. 351,810 18.7 14.0 -71 350
Externalassets ..................... 194,049 9.7 7.7 22,314 -11,582
of which: deposits ................ 10,180 1.1 0.4 949 -20,395
short-term securities .. ... 124 0.0 0.0 56 -733
medium'and long-term
securities ............. 91,976 3.5 3.7 14,992 5,640
shares and other equity . .. 67,298 3.6 2.6 11,384 5,726
investment fund units . . . .. 24,469 15 1.0 -5,065 -1,823
Insurance and pension fund reserves (2) 401,911 13.9 16.0 36,107 36,418
Other financial assets (3) ............. 15,094 0.6 0.6 -6,052 746
Total assets .... | 2,518,667 100 100 126,112 106,944
LIABILITIES
Short-termdebt (4) .................. 54,944 14.9 13.6 330 -304
of which:bank .................... 54,237 14.8 13.5 353 -351
Medium and long-term debt (5) ....... 249,390 60.1 61.9 16,909 27,396
of which:bank .................... 228,016 54.6 56.6 16,651 26,490
Other financial liabilities (6) ........... 98,633 25.0 245 2,802 5,644
Total liabilities . .. 402,967 100 100 20,041 32,735
Balance .... | 2,115,700 106,071 74,209

Source: Bank of Italy.

(1) Consumer households, non-profit institutions serving households, and sole proprietorships with up to 5 employees. Rounding may
cause discrepancies in totals. - (2) Includes insurance reserves of both the life and casualty sectors, pension funds and severance pay
entitlements. - (3) Trade credit and other minor items. - (4) Includes finance provided by factoring companies. - (5) Includes finance
provided by leasing companies, consumer credit from financial companies and other minor items. - (6) Staff severance pay provisions

and other minor items.
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Inaperiod of stock market turbulence and uncertai nty about the world
economic cycle, households again substantially increased their holdings of
medium and long-term securities (by €61.9 billion, compared with €62.6
billion in 2001) and sight bank deposits (by €33 billion, compared with
€29.1 billion the previous year). On the other hand, they made€2.6 billion
of net disposals of investment fund units and reduced their net purchases of
shares from €11.3 hillion to €6.1 billion. Their holdings of short-term
securities decreased. Equities accounted for 16.6 per cent of households
total financial assets at the end of the year, down from 22.3 per cent at the
end of 2001 and 28.1 per cent at the end of 2000. The decline, which was
largely attributable to the fall in the stock market, paralleled devel opments
in the other main industrial countries.

Holdingsof foreign assets decreased by €11.6 billion, whereasin 2001
they had increased by €22.3 hillion. The disposals came in the first part of
the year, in concomitance with the measure facilitating the repatriation of
assets held abroad.

Households once again increased their gross debt, largely for the
purchase of housing. The annual growthin liabilitiesrosefrom €20 billion
to€32.7 billion. In particular, debt to banks and other credit intermediaries
rose by €27.1 hillion, compared with €17.2 billion in 2001. The ratio of
financial liabilitiesto assetsroseto 16 per cent, well below thefiguresinthe
other magjor industrial countries (28 per cent on average for the main
euro-area countriesin 2001, 25 per cent in the United States and 29 per cent
in the United Kingdom).

The composition of households financial wealth and its geographical
distribution

Accordingto preliminary estimates based on thefinancial accountsand
the national accounts, at the end of 2001 Italian consumer households' net
wealth amounted to just under €6.4 trillion, or five times GDP. Real assets
(houses, land and durable goods) made up 64.4 per cent of grosswealth and
financial assets the rest; the amount of financial liabilities was limited.

In the period from 1991 to 2001, marked by large fluctuations in the
prices of financial and real assets, households wealth grew by about 5 per
cent annually in nominal terms, outpacing consumer price inflation by 2
percentage points. The financial component grew at a nominal average
annual rate of 7 per cent, compared with 5 per cent for real assets.

Amounts and trends in wealth differ regionally. In 2001 per capita
wealth was higher than the national average (€110,300; Table 39) in nearly



all theregionsof the Centreand Northandfell short of that mark inthe South.
Inthat year the net weal th of householdsin the South was equal to 4.8 times
the area’'s GDP, compared with aratio of 5.4 in the Centre and North.

Table 39
HOUSEHOLD WEALTH BY GEOGRAPHICAL AREA
(2001 data and amounts in thousands
of euros at current prices unless otherwise specified)
North Centre South Italy

Per capitarealassets (1) (@) ........vvvvvvrnn... 89.00 82.99 48.87 73.40
Per capita financial assets (b) ..................... 56.21 40.03 21.65 40.65
Percapitadebt (C) ... 4.48 451 2.44 3.75
Per capita net wealth (@) + (b) - (¢) ................ 140.73 118.52 68.08 | 110.30
Percentage ratios

Financial assets/total assets .................... 38.7 325 30.7 35.6

Risky securities (2)/financial assets (3) ........... 43.8 29.4 17.9 37.2

Shares and other equity/financial assets (3) ....... 12.9 6.2 7.8 10.9

Households with risky assets (2) (3)/total households 32.2 19.7 6.4 211
Sources: Estimates based on the financial accounts for 2001, the Bank of Italy’s survey of household income and wealth and the national
accounts for 2001.
(1) Housing, land and durable goods. - (2) Bonds issued by private-sector issuers, loans to cooperatives, Italian shares, investment
fund units and portfolio management accounts. - (3) The ratios are calculated on the basis of the data for 2000 from the Bank’s survey
of household income and wealth; simple averages of the sample values extrapolated to the universe.

Thefinancing of enterprises and their liquidity

The weakness of economic activity was reflected last year in a dlight
decrease in the profitability of enterprises, whose gross operating profit fell
from 37 to 36 per cent of value added. The reduction in interest rates led to
adiminution in net interest expense (Figure 31), from 5.5 to 5.2 per cent of
value added, avery low level historically.

Self-financing remained stable as apercentage of value added (14.6 per
cent). Against the background of aslowdown in gross fixed investment and
an increase in stocks, the proportion of investment covered by internally
generated funds edged downwardsfrom 71.7 to 70.1 per cent. The corporate
sector’s financial deficit amounted to €32.8 billion (Table 40).
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Italian firms’ financial liabilities were equal to about 180 per cent of
GDPat theend of 2002. In 2001 thisratio waslower inItaly thaninthe other
major industrial countries except for Germany. Net of financial assets, the
stock of liabilities amounted to 71 per cent of GDP in Italy, against an
average of 86 per cent in the four major euro-area countries, 112 per cent in
the United States and 143 per cent in the United Kingdom.

Figure 31

THE EXTERNAL FUNDING REQUIREMENT OF ITALIAN FIRMS(1)
(annual data)
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Sources: Bank of Italy and Istat.

(1) Estimate based on national accounts data for the sector “non-financial corporations”, 1990-2001. The data for 2002 are estimated on
the basis of the national accounts for the year. Investment includes stocks. - (2) Indices, 1990=100.

Firms gross financial liabilities rose by €114.6 billion last year after
increasing by €95.5 billion in 2001. The increase in financia debt (in the
form of loans or securities) amounted to €42.6 billion, down from €55.4
billion in 2001. Outstanding short-term loansfell by 2 per cent, after rising
by 3 per cent in 2001, in the second half of that year their pace had begun to
slacken with the slowdown in corporate mergers and acquisitions, often
covered by short-term borrowing. Medium and long-term borrowing grew
by 14 per cent in 2002, compared with 12 per cent in 2001. The growth in
this component’s share, under way since the second half of the 1990s,
reflects both structural factors, such as the despecialization of banking, and
the reduction in the cost of medium and long-term credit; more recently the
restructuring of thefinancial liabilitiesof several large corporationshasalso
contributed. Net bond issues slowed down from €10.8 billion in 2001 to
€9.3 billion last year.



Table 40

FINANCIAL ASSETSAND LIABILITIESOF ITALIAN ENTERPRISES (1)
(millions of euros and percentage composition)

End-of-period stocks Flows
Percentage composition
De;gg]zber December December 2001 2002
2001 2002
ASSETS
Cash and sight deposits ................. 111,869 8.8 8.1 9,191 6,305
Otherdeposits ..........covvviiineenn.. 8,903 0.8 0.6 -1,954 -166
of which:bank ......................... 7,868 0.7 0.6 -2,001 -218
Short-term securities .................... 129 0.0 0.0 | -1,168 -578
Medium and long-term securities .......... 31,723 2.3 2.3 -7,596 | -5,217
of which: government .................. 16,491 1.2 1.2 385 1,726
Shares and otherequity .................. 693,225 43.7 50.2 52,057 | 32,593
Investment fund units .................... 4,302 0.4 0.3 -119 -10
Tradecredit ... 223,804 16.1 16.2 -9,951 | 30,422
Other financial assets (2) ................. 48,776 4.1 35 -2,243 | -1,332
Externalassets ......................... 259,572 23.8 18.8 16,939 | 19,824
of which: deposits .................... 732 0.8 0.1 -2,493| -3,573
trade credit receivable ......... 69,202 5.1 5.0 919 8,570
SECUrities . ........o.oovvunnnn.. 21,348 1.8 15 1,213 688
shares and other equity ....... 111,332 11.6 8.1 15,134 9,798
Total assets ....| 1,382,303 100.0 100.0 55,156 | 81,841
LIABILITIES
Domestic liabilities .................. ... 1,980,576 87.4 88.4 | 85,615 | 112,947
Short-termdebt (3) ........... ... ... 316,759 14.8 141 17,661 -261
of which:bank ......................... 287,891 13.6 12.8 16,452 | -2,164
Medium and long-term debt (4) ........... 324,184 13.3 145 31,889 | 42,156
of which:bank ......................... 252,953 10.4 11.3 | 22,333| 32,554
Securities ... 21,577 0.6 1.0 4,497 6,709
of which: medium and long-term ......... 17,701 0.5 0.8 3,918 6,005
Shares and otherequity .................. 988,907 44.9 44.1 35,920 | 29,075
Trade creditpayable . .................... 228,371 9.2 10.2 | -10,154 | 31,043
Other financial liabilities (5) ............... 100,778 4.6 4.5 5,802 4,225
External liabilities ...................... 260,563 12.6 11.6 9,846 1,669
of which: trade credit payable ........... 36,144 14 1.6 -75 5,687
financialdebt ................ 101,597 4.9 45 1,337 | -6,019
of which: medium and
long-term securities 22,637 0.9 1.0 6,843 3,303
shares and other equity ....... 119,498 6.1 5.3 9,215 5,876
Total liabilities .... | 2,241,139 100 100 | 95,461 | 114,616
Balance ....| -858,836 -40,305 | -32,775

Source: Bank of Italy.

(1) The data refer to non-financial corporations. Rounding may cause discrepancies in totals. - (2) Insurance technical reserves,
domestic derivatives and other minor items. - (3) Includes finance provided by factoring companies. - (4) Includes finance provided

by leasing companies. - (5) Staff severance pay provisions and other minor items.
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The net amount of equity capital raised by firms decreased last year
from €35.9 billion to €29.1 hillion in the domestic market and from €9.2
billion to €5.9 billion abroad.

Given the fall in share prices and the growth in firms' stock of debt,
leverage, measured by the ratio of debt to the sum of debt and equity, rose
by around 1 percentage point, to 40.8 per cent (Figure 32). Italian firms are
still less highly leveraged than in the first half of the 1990s, when the ratio
was closeto 55 per cent, but more highly than the average for companiesin
the major euro-area countries (36 per cent in 2001).

Figure 32
ITALIAN CORPORATE SECTOR FINANCIAL DEBT
AND INTEREST EXPENSE (1)
(annual data; percentages)
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Sources: Bank of Italy and Istat.

(1) The datarefer to “non-financial corporations”. From 1995 they refer to the new definitions of instruments and sectors of economic activity
introduced by ESA95. - (2) Left-hand scale. - (3) Right-hand scale. Value added for 2002 is estimated on the basis of national accounts
data.

Domestic and foreign trade credit payable rose by €36.7 billion and
made up 11.8 per cent of the total stock of financial liabilities at the end of
2002, compared with 10.6 per cent ayear earlier (Table 40).

On the asset side, firms' holdings of shares and other equity grew far
moreslowly thanin 2001, with thedomestic component increasing by €32.6
billion (compared with €52.1 billion) and the foreign component by €9.8
billion (compared with€15.1 billion). Thiswas partly aconsequence of the
contraction in mergers and acquisitions.

The profitability and financial structure of Italian firmsby size classand
geographical area

During the recession of the 1990s non-financial corporationsin Italy
recorded adecline in operating profit in relation to total assets, an increase



in net interest expense in relation to gross operating profit and a sharp
reduction in profits; their debt burden reached high levels. Subsequently,
gains in competitiveness stemming from the depreciation of the lira, the
cyclical recovery and wage moderation favoured an increase in operating
profitability. The reduction in interest rates during the period curbed net
interest expense; the growth in profits was accompanied by a sharp
contraction in debt, which in the first half of the decade was partly a
consequence of the stagnation in capital spending.

For the firms surveyed by the Company Accounts Data Service,
between 1990 and 2001 net interest expensefell from 24.4 to 3.4 per cent of
gross operating profits. Profitsfollowed acyclical pattern, bottoming out in
1993, when the rate of return on assets was negative (-1.2 per cent) and
peaking in 1999, when it was 2.4 per cent. In 2001 the return on assets fell
back to 1.1 per cent, which was still higher than the average of 0.4 per cent
for theyearsfrom 1990t0 1995. Inthe period under review, theleverageratio
fell from 57.5to 50.7 per cent (Table 41).

Although theimprovement in profitability and financial positioninthe
last decade was quite general, the conditions of firms continue to differ
considerably according to size and location.

For companies with fewer than 50 workers, the ratio of net interest
expense to gross operating profit stayed constantly around 10 percentage
points higher than the average, partly owing to their greater indebtedness.
Between 1990 and 2000 the profits of large companieswere higher; in 2001,
however, owing to the difficulties of some major groups, the decline in
profits was concentrated among larger companies.

Thereductioninleverage between 1990 and 2001 wassizablefor larger
companies (from 56.4 to 46.9 per cent) but negligible for companies with
fewer than 50 workers (from 60.7 to 59.8 per cent). The proportion of debt
consisting of bank loans remains higher for smaller companies. In 2001 it
was 75.6 per cent for firmswith fewer than 50 workers, compared with 53.7
per cent for those with 200 or more.

Significant differences are aso found among firms located in the
different parts of Italy. The profitability of southern firmsislower: in 2001
their gross operating profits amounted to 6.4 per cent of total assets,
comparedwith 9.1 per cent for firmsinthe Centreand North; thegapislarger
for larger companies. During the last decade the ratio of net financial
expenseto grossoperating profit remained generally higher inthe South than
in the rest of the country, by about 10 percentage points.

Over the entire period in question, the average ratio of debt to value
added washigher inthe South than inthe Centreand North for firmsof every
sizeclass. Thegapisparticularly pronounced for smaller companies, having
reached almost 65 percentage pointsin 2001.
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Table 41

PROFITABILITY AND DEBT OF ITALIAN ENTERPRISES
(weighted averages; percentages)

Centre and North South Italy

1990 1995 2000 2001 1990 1995 2000 2001 1990 1995 2000 2001

Gross operating profit/total assets

1-49 employees ..... 9.7 | 10.3 7.9 7.9 8.3 6.8 6.0 7.2 9.5 9.8 7.7 7.8
50-199 employees ...| 10.0 11.1 8.8 8.9 7.7 8.2 6.9 6.8 9.7 10.7 8.6 8.7
200+ employees ... .. 10.0 11.7 9.2 9.8 6.2 9.1 7.7 6.2 9.7 115 9.1 9.5

Total enterprises 9.9 11.1 8.7 9.1 7.1 7.8 6.8 6.4 9.6 10.8 8.5 8.9

Net interest expense/gross operating profit

1-49 employees ..... 374 | 251 | 150 | 147 | 481 | 375| 246 | 209 | 389 | 264 | 160 | 154
50-199 employees ...| 28.1| 18.7 7.5 83| 305 | 204 | 126 | 11.7 | 284 | 189 8.0 8.6
200+ employees ... .. 18.8 120 | -35| -1.7| 239 16.4 51 5.8 19.0 | 122 -30| -14

Total enterprises 23.6 16.3 2.0 28| 333| 257 12.3 122 | 244 | 170 2.8 3.4

Return on assets (1)

1-49 employees ..... 1.4 1.4 1.5 1.7 0.8 0.2 1.2 2.3 1.3 1.2 1.5 1.8
50-199 employees ... 15 1.6 14 1.2 0.5 11 11 14 14 15 14 1.2
200+ employees . .. .. 15 1.9 2.4 1.2 0.0 0.7 11| -2.0 1.4 1.9 2.3 0.9

Total enterprises 15 17 2.0 1.2 0.3 0.5 11 0.1 1.4 15 1.9 11

Financial debt/value added

1-49 employees ..... 141.7 | 146.6 | 176.4 | 180.4 | 208.3 | 231.3 | 282.8 | 245.1 | 149.6 | 155.0 | 186.5 | 187.2
50-199 employees ... | 110.2 | 108.1 | 127.4 | 132.9 | 157.0 | 153.2 | 137.2 | 139.0 | 114.5 | 112.0 | 128.3 | 133.5
200+ employees .. ... 125.0 | 112.8 | 116.5 | 121.0 | 130.8 | 123.7 | 1143 | 143.2 | 125.4 | 113.4 | 116.3 | 1221

Total enterprises | 124.8 | 116.6 | 127.8 | 131.2 | 157.8 | 160.4 | 151.9 | 162.9 | 127.3 | 119.5 | 129.6 | 133.3

Financial debt/(financial debt + equity)

1-49 employees ..... 60.7 | 626 | 609 | 59.7| 612 | 61.3| 632 | 60.6 | 60.7 | 623 | 612 | 59.8
50-199 employees ...| 586 | 57.1 | 547 | 558 | 56.2 | 553 | 526 | 521 | 583 | 56.9| 545 | 554
200+ employees .. ... 56.5| 526 | 451 | 469 | 547 | 50.0| 40.6 | 46.7 | 56.4 | 524 | 448 | 46.9

Total enterprises 575 | 554 | 499 | 506 | 574 | 56.1| 505| 521 | 575 | 554 | 499 | 50.7

Bank debt/financial debt

1-49 employees ..... 814 | 842 )| 752 | 748 | 859 | 854 | 825 | 808 | 822 | 844 | 762 | 756
50-199 employees ...| 80.7 | 76.7| 71.1| 715| 839 | 759 | 713 | 719 | 811 | 76.7| 712 | 715
200+ employees . . ... 64.1| 61.7| 546 | 526 | 735| 772 | 706 | 704 | 647 | 625 | 555 | 537

Total enterprises 700 | 695 | 622 | 606 | 799 | 806 | 747 | 739 | 710| 706 | 63.3| 61.8

Source: Based on Company Accounts Data Service data.
(1) Before accelerated depreciation and other adjustments and revaluations.
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The composition of debt also differs by geographical area. Overall,
southern firms make more extensive use of bank |oans, which accounted for
73.9 per cent of their total debt in 2001, compared with 60.6 per cent for
companies in the rest of Italy; the disparity is especialy marked for large
companies, while for medium-sized businesses there is no appreciable
difference between the two areas. In 2001 bank debt amounted to 198 per
cent of valueadded for southern firmswith fewer than 50 workers, compared
with 135 per cent for firms of the same size in the Centre and North.
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BANKSAND OTHER CREDIT INTERMEDIARIES

The activity of euro-area banksin 2002 was affected by the slowdown
ineconomicactivity, thefall inshareprices, thefinancial crisesof somelarge
corporations and the difficulties of some emerging countries. The Italian
banking system was among the most resilient, thanks to the efficiency
gains achieved with the reorganization that began in the mid-1990s.
The increase in credit risk was moderate, far smaller than that in earlier
economic downturns. Profitability diminished, primarily owing to
provisioning against the risks arising from exposure to Latin American
countries and large multinational corporations, but it nonethel ess remained
above the average for the 1990s.

In Italy, lending growth slowed down until November 2002 but then
picked up. Theincreaseof 6.3 per cent for theyear exceeded boththeaverage
for theeuro areaand thenominal growthin GDP, theratio of lendingto GDP
rose by two percentage points to 82.3 per cent (Figure 33).

Figure 33
BANKING INTERMEDIATION IN ITALY
(year-end data; percentages)
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Sources: Based on statistical and supervisory reports and Istat data.
(1) Left-hand scale. - (2) Cash and securities. - (3) On previous year; right-hand scale. Year-end stocks deflated using the GDP deflator.

The growth in lending was faster for firms based in the South (7.2 per
cent, around 2 percentage points more than in the rest of Italy). It was also



strong for small firms (7.2 per cent, compared with 4 per cent for other
companies). Buoyed by the low level of medium and long-term interest
rates, lending to households continued to expand rapidly, especially home
mortgages. The stagnation of output weakened corporate demand for short-
term loans, especially in manufacturing.

Inthefirst few months of 2003 therate of growth inlending accelerated
further; in March it was 6.8 per cent (Table 42).

Table 42

MAIN ITEMSIN THE BALANCE SHEETSOF ITALIAN BANKS (1)
(end-of-period data)

Percentage changes Balances
(millions
On 12 months earlier On previous quarter, annualized (2) of euros)
Dec. Dec. March 2002 2003 December
2001 2002 2003 Q1 Q2 Q3 Q4 Q1 2002
Assets
Securities ... .. -11.7|-15.6 | -12.8| -2.1|-20.0|-22.7|-16.4| 11.8| 164,295
government securities . ... | -16.4|-19.8 | -19.1| -1.0|-26.9 |-26.3 |-22.3 2.2| 103,128
Loans ..., 7.2 6.3 6.8 6.2 7.8 4.4 6.7 8.4 1,035,947
of which: (3)
short-term (@) ........ 64| 05| 13| -2.4| 34| -1.7| 25| 1.0| 465483
medium and long-term
[(o) P 90| 11.7| 11.8| 142 116 11.2| 10.1| 14.1| 514,770
@+0O) o 77| 61| 66| 57| 75| 48| 64| 7.8| 980,253
repos ............... -18.3| -7.2| -2.9| 835 13.6 |-40.7 |-40.1 |120.6 6,300
bad debts (4) ........ -12.7 1.9 40| -2.3 5.0 3.1 2.2 5.6 46,298
Memorandum item:
netbaddebts ............. -136| -04| -44| -43| -99 5.8 9.4 |-234 21,160
External assets ........... -8.2| 20.0| 13.5| 29.1| 20.2 43| 28.2 3.2 | 212,637
Liabilities
Domestic funding (5) ....... 78| 8.0 58| 11.4 8.9 6.3 5.3 2.7 11,064,146
Deposits ............... 6.4 6.7 4.3| 10.7 4.4 7.1 4.6 0.9| 696,177
of which: (6)
current accounts ..... 94| 7.2 7.0| 129 6.3 7.9 15| 11.8| 488,027
fixedterm ........... -11.7| -86|-11.3| -7.8|-154| -1.0| -9.6 |-184 50,046
repayable at notice ... 0.1 54 6.0 14.3 4.6 2.6 1.0| 16.5 61,726
(=] 0101 S 11.6| 17.2| -2.2| 125 8.0| 109| 359 |-451 89,269
Bonds(5) .............. 10.6| 10.3 8.7| 126| 17.7 4.8 6.6 6.1| 367,969
External liabilities .......... 41| -41 56| -1.6| -2.3|-18.2 7.7| 446 | 266,968
(1) The figures for March 2003 are provisional. The percentage changes are net of changes due to reclassifications, exchange rate
variations, value adjustments and other variations not due to transactions. - (2) Calculated on data adjusted for seasonal variations
where appropriate. - (3) Some minor items are not shown in the breakdown. - (4) The percentage changes are not adjusted for debt
cancellations and assignments. - (5) Including bonds held by non-residents. - (6) Excluding those of central government.

Banks' lending conditions were generally easy. The average rate on
short-term loansfell by 0.3 percentage points during the year and by another
0.4 inthefirst quarter of 2003 to reach 5.3 per cent (Figure 34), adjusting in
the customary gradual fashionto changesin money market conditions. Inthe
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fourth quarter the real short-term lending rate was 2.5 per cent, very low by
historical standards. Theundrawn marginon credit facilitiesremained large;
the incidence of overdrawn credit lines remained very low.

Figure 34

BANK INTEREST RATES AND DIFFERENTIALSIN RELATION TO
YIELDS ON GOVERNMENT SECURITIESIN ITALY (2)
(quarterly data; percentages and percentage points)

19 ‘ ‘ ‘ 19
Short-term interest rates
16 16
13 | .7 /— 13
R \ short-term loans
10 . 10
- s e interbank
7 e = 7
~ _ .- [~ T
deposits S \// ™
4 N . 4
1 | | | | | | | | | | | I \\\'7"\ ‘"_\"-‘\ _M\ B \\-§'_\'_'_\“‘- 1
15 Medium and long-temm interest rates 15
12 - N 12
9 RN R [~ \J_ medium and long-term loans 9
bonds B
6 \ 6
Y AR NNV RN SN IR RN AU ENN AN A P SO ‘ T NS N 3
8 . . 8
Differentials
4 4
~ /\/\R/‘ ~
N N e e i s el gl
0 " ; oo . e R L O
-4 < o ~ = 2 ——short-term loans - Treasury t;ifls - —— 4
N e -~ - deposits - Treasury bills
s L A T T D s medium and long-term loans - Treasury bonds 8
T T T T T T T
12 /\ Real interest rate on short-term loans and inflation rate 12
9 \/'\ /\ ‘ 9
N | real interest rate
6 /\ 6
rise in producer prices  \ |
ol b o i b b ! ‘ | T v 0

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Sources: Based on 10-day statistical and supervisory reports to the Bank of Italy and Istat data.
(1) The yield on Treasury bonds refers to exchange-traded bonds with a residual maturity of at least one year.
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Domesticfund-raisingincreased by 8 per centin 2002, asintheprevious
year. The growth in current accounts slackened in the final part of the year,
when households started to purchase investment fund units again. Banks
continued to increase their bond issues, which they placed mainly with
customersresident in Italy. Theincrease in the risk premiums demanded in
international marketswasafactor curbing Eurobond placements. Netforeign
liabilities fell sharply.

Thereturn on equity declinedto 6.2 per cent. Profitability wascurtailed
by the reduction in fee income from securities intermediation, the large
provisions made against foreign exposures and the increasein costs arising
from the staff-reduction plans undertaken by the principal banking groups.

Lending

InItaly therate of growthinlending camedown from 7.2to 6.3 per cent
last year. Among the major euro-area countries the expansion in bank
lending was significantly greater only in Spain, where GDP growth was
higher (Figure 35).

Figure 35
LENDING BY MONETARY FINANCIAL INSTITUTIONS

IN THE EURO AREA (1)
(monthly data; 12-month percentage changes)
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Sources: Based on ECB data and national statistics.
(1) Lending of monetary and financial institutions (MFIs) of the euro area, excluding the Eurosystem, to non-MFI resident customers.

The slowdown in credit in Italy, which began early in 2001, intensified
in 2002 during the summer and the early part of the autumn. It was
concentrated in the short-term component, which showed almost no growth

161



162

(0.5 per cent in the twelve months to December, compared with 6.4 per cent
inthe previousyear; Table42). Medium and long-term lending continued to
increase at afast pace (11.7 per cent, compared with 9 per cent in 2001).

Lending to firms. - The slowdown in credit mainly involved lending
to firms, with growth falling from 8 to 5.5 per cent. It was especialy
pronounced in manufacturing industry, where lending contracted by 0.2 per
cent, after expanding by 3.9 per cent in 2001, and the service sector, where
the annual growth fell from 10.5 to 6.4 per cent.

By contrast, lending to construction firms and holding companieswith
major interests in the real-estate sector accelerated. In 2002 lending to the
construction industry and real -estate companies accounted for nearly half of
the growth in lending to enterprises. Including loans to households for the
purchase of housing, around two thirds of the total growth in lending was
connected with the property market.

The slowdown was sharper in lending to large corporations, which in
1999 and 2000 had drawn heavily on bank credit to finance corporate
restructurings. Therate of increasein lending to companieswith credit lines
of more than €25 million fell from 13.5 to 4.7 per cent.

L ending to small businesses(soleproprietorshipsand partnershipswith
fewer than 20 employees) increased by 7.2 per cent in 2002, compared with
4 per cent for other non-financial firms.

The maturity composition of bank lending to enterprises changed
markedly in2002. L oanswith lessthan eighteen months maturity contracted
by 1.2 per cent (they had increased by 5 per cent in 2001), while the growth
in medium and long-term lending rose from 12.6 to 15.3 per cent. The
lengthening of maturitiesreflectsatrend that began in the second half of the
1990sfor firmsof al sizes; in 2002 animportant contributory factor wasthe
restructuring of the financial liabilities of several large corporations.

The maturity of firms' bank debt has been lengthening in most of the
euro-area countries since 2001. The proportion of loans with an original
maturity of more than one year rose from 64 per cent at the end of 2000 to
66.8 per centin2002. Inltaly it roseby 3.7 pointsto 51.3 per cent, thelargest
contribution coming from loans with an original maturity of more than 5
years, whose share increased to 30.1 per cent.

The differencesin the behaviour of lending according to the sector and
size of borrowers produced significant changes in the market shares of the
different categories of bank in 2002. That of “small” banks (with assets of
between €1 billion and €7 billion) and “minor” banks (assets of less than
el billion), excluding those deriving from the transformation of finance
companies, rose by 1.8 percentage pointsto 29.6 per cent.



In 2002 leasing credit granted by banks picked up sharply (Table 43);
that disbursed by finance companies slowed down, partly as a consequence
of securitizations. After rising appreciably in 2001, the volume of claims
assigned to banks through factoring fell substantialy, while the volume
assigned to finance companies supervised by the Bank of Italy, which
account for most factoring business, grew moderately.

Table 43
LEASING, FACTORING AND CONSUMER CREDIT IN ITALY
(end-of-period data; millions of euros and percentages)
Percentage changes on previous year Outstanding Percentage
2000 2001 2002 (2) 2002 (1) of total
Leasing
Totalcredit .................. 22.7 15.8 125 60,431 100.0
Finance companies ......... 22.8 18.6 11.7 47,705 78.9
Banks .................... 21.9 5.3 154 12,726 211
Factoring
Totalcredit .................. 17.1 14.2 25 39,453 100.0
Finance companies ......... 17.3 12.9 3.7 35,964 91.2
Banks .................... 14.8 32.1 -8.9 3,489 8.8
Consumer credit
Totalcredit .................. 121 6.6 8.9 45,244 100.0
of which: creditcards ........ 26.3 18.2 32.4 6,119 135
Finance companies ......... 14.2 6.5 10.3 18,591 41.1
of which: creditcards ...... 27.7 14.7 26.7 4,055 9.0
for purchases
of motor vehicles . 11.2 3.7 5.4 10,709 23.7
Banks ................... 10.5 6.7 8.0 26,653 58.9
of which: credit cards ...... 22.7 26.9 45.4 2,064 4.6
Memorandum item:
Other loans to consumer
households excluding those
for home purchases ...... 8.2 12.0 -35 56,648

Source: Based on supervisory reports.
(1) Provisional.

Lending to households. - Lending to consumer households grew by
10.8 per cent, compared with 9.2 per cent in 2001. The acceleration was
largely attributable to loansfor the purchase of housing, whose growth rose
from 7.1 to 19.5 per cent. Mortgage loans totaling about €37 billion were

disbursed, three quarters of them indexed to market rates.

163



164

Consumer credit expanded at a faster pace, with the growth in the
component granted by banks rising from 6.7 to 8 per cent and that granted
by finance companies increasing from 6.5 to 10.3 per cent. The share of
credit card loans rose from 11.2 to 13.5 per cent.

Bad debts. - New bad debts (under the broad definition of adjusted bad
debts) amounted to 1 per cent of lending in 2002, up slightly from 0.9 per
cent in 2001 (Figure 36); the ratio rose both for non-financia corporations
and sole proprietorships (from 1.2 to 1.3 per cent) and for consumer
households (from 0.8to 1.1 per cent). The stock of bad debtsgrew by 1.9 per
cent, but inrelation to total lending it fell by 0.2 percentage pointsto 4.5 per
cent.

Figure 36

BAD DEBTSAND SUBSTANDARD LOANSOF ITALIAN BANKS
(percentages and percentage changes)

-60
1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

New bad debts (1) I Changes in bad debts (3)
- GDP growth rate (2) Change in substandard loans (3)

Sources: Central Credit Register, supervisory reports and Istat.
(1) As a percentage of the stock of loans (net of adjusted bad debts) outstanding at the end of the preceding year; annual data; left-hand

scale. - (2) At constant prices in relation to the corresponding quarter of the preceding year; left-hand scale. - (3) In relation to the
corresponding quarter of the preceding year; not adjusted for debt cancellations and assignments; right-hand scale.

The banks exposure to customers in temporary difficulty (so-called
substandard loans) grew by 4.6 per cent, compared with 2 per cent in 2001;
in relation to performing loans it remained stable at 2.1 per cent.

Lending conditions

Analysis of alarge set of indicators does not find any evidence that
credit supply tightened in Italy, although banks did become more prudent in



evaluating the risk of some customer segments, notably those whose
borrowing had increased substantially in the last few years.

Interest rates on short-term loans declined over the year by 0.3
percentage pointsto 5.7 per cent, areduction similar to that recorded in the
euro area (Figure 37). Rates on long-term loans fell by 0.5 points for
households and by 0.3 pointsfor firms, to 5.4 and 4.4 per cent respectively;
in the euro area they declined by 0.4 points for both households and firms.

Figure 37

BANK LENDING RATESIN ITALY AND THE EURO AREA (1)
(monthly data; percentages)
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Sources: Based on ten-day statistics and ECB data.

(1) Weighted averages of national interest rates. The curves indicate trends rather than relative levels of rates, as they are based on
non-harmonized data.

There was no appreciableincrease last year in the differential between
bank lending rates and money market rates, such as occurs in periods of
credit tightening. The gap between short-term lending rates and the three-
month interbank rate narrowed during the first half of the year and then
widened dlightly in the last few months. The average differential for the
year (2.5 percentage points) was in line with that of the period from 1998
to 2001. Thereis no evidence that banks applied more stringent conditions
to higher-risk categories of customer. The spread between the average
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short-term lending rate and the minimum rate held steady at around 2.4
percentage points. The percentage of business loans backed by collateral
also remained broadly unchanged.

The variations in the percentage of overdraft facilities drawn and the
figures on breaches of overdraft ceilings do not indicate the onset of more
stringent liquidity constraints than in the recent past. The ratio of credit
drawnto that granted on overdraft facilitieswas 42.6 per cent on averagefor
the year, one percentage point lower than in 2001 and closeto thelow of the
last decade. Undrawn marginsincreased in the manufacturing sector, where
the slowdown in lending was sharper, whereasthey decreased in the service
sector. An analysis of the non-financial corporations reporting to the
Company Accounts Data Service shows that those with a ratio of credit
drawn to credit granted exceeding 80 per cent made up 15 per cent of the
sample, similar to the proportion that prevailed between 1998 and 2000,
when credit conditions were very expansive.

Finally, therewasno shiftinthecomposition of bank assetstowardsless
risky assets, of the kind that occurred in periods of credit tightening in the
past. Holdings of government securities continued to declinein relation to
the sum of government securities, loans and other bonds; in December 2002
theratio was 8.6 per cent, down from 10.6 per cent ayear earlier. Despitethe
fall in profitability, banks capital base remains solid.

At the end of 2002 the Eurosystem inaugurated a quarterly survey of
bank lending in the euro area (see the March and April 2003 issues of the
ECB’s Monthly Bulletin). The survey collects the evaluations of a sample
of banks, including the largest, by means of a questionnaire addressed to
the persons responsible for lending policy. According to the information
supplied by the Italian participants (seven banks heading the country’s
leading banking groups), between the last quarter of 2002 and the first
guarter of 2003 credit standardsas appliedto theapproval of loansand credit
linestightened only with respect to large firms, in the face of an increasein
the perceived risks. By contrast, the banks reported that the standards they
applied in granting loans to househol ds had remained basically unchanged.

Developmentsin lending in the South

The slowdown in lending in 2002 only involved customersresident in
theregions of the Centre and North, for whom the growth rate fell from 8 to
6 per cent (Table44). By contrast, lending to customersresident in the South
accelerated, itsrate of growth rising from 5.1 to 7 per cent. If new bad debts
areincluded in total loans, bank lending in the South outpaced that in the
North by two percentage points.



Table 44

LENDING, BAD DEBTSAND INTEREST RATESOF ITALIAN BANKS
BY GEOGRAPHICAL AREA AND SECTOR OF ECONOMIC ACTIVITY (1)
(percentages and millions of euros)

Enterprises
. Households
General Flr;?]r&ce Non-financial corporations
%?T:':nr{ insurance Holding Total
companies companies Manu- | - ociie. . Consumer Sole
facturing tion Services house- proprietor-
industry holds ships
12-month percentage changes in lending (2)

2001 - Dec.

Centre-North -4.5 14.0 8.3 11 8.9 3.8 8.2 10.8 9.4 3.8 8.0

South ..... -0.5| -11.4 5.3 27.2 5.2 4.1 1.2 7.3 8.4 2.9 5.1
2002 - Dec.

Centre-North -4.3 5.6 5.3 22.9 3.9 -0.3 9.3 5.7 11.3 8.8 6.0

South ..... 6.7| -14.3 7.2 1.2 7.2 0.4 8.4 11.0 8.8 7.0 7.0

Bad debts as a percentage of total loans (3)

2001 - Dec.

Centre-North 0.0 0.4 3.5 1.3 3.7 3.2 8.2 3.3 3.8 8.1 3.2

South ..... 0.8 3.3 14.7 11.0 14.7 10.9 27.0 12.8 10.9 27.5 14.0
2002 - Dec.

Centre-North 0.0 0.4 3.6 1.0 3.8 3.4 8.3 3.4 4.0 7.7 3.3

South ..... 0.9 35 13.0 20.3 13.0 111 21.3 11.6 9.4 24.4 12.4

Interest rates on short-term loans (4)

2001 - Dec.

Centre-North 4.83 4.44 6.33 5.08 6.43 6.26 7.67 6.57 7.66 9.16 5.96

South ..... 5.44 4.45 7.73 6.10 7.73 7.69 8.38 7.69 8.30 9.99 7.73
2002 - Dec.

Centre-North 4.00 3.82 6.05 4.44 6.14 5.93 7.61 6.42 7.70 9.24 5.68

South ..... 4.38 441 7.33 5.87 7.33 7.21 8.41 7.51 8.45 9.73 7.35

Interest rates on medium and long-term loans (4) (5)

2001 - Dec.

Centre-North 5.84 4.62 5.11 4.18 5.17 4.99 5.34 5.27 5.23 5.47 5.03

South ..... 5.70 7.08 5.80 - 5.80 5.62 5.75 6.04 5.62 6.01 5.78
2002 - Dec.

Centre-North 3.93 3.32 4.72 4.88 4.72 4.58 4.82 4.73 4.65 4.96 4.43

South ..... 3.88 411 5.25 - 5.25 5.01 5.40 5.38 5.00 5.79 5.20

Outstanding loans

2002 - Dec.

Centre-North| 49,217|113,247|487,866| 42,826|445,039(158,400( 47,918(197,402| 162,317| 45,042|857,688

South ..... 6,333 3,295| 57,365 309| 57,056| 16,771| 8,701| 25,364| 42,858| 12,713|122,565

55,550(116,543(545,230| 43,136|502,095|175,170| 56,620|222,766

215,175| 57,755(980,253

(1) The data on loans exclude repos, bad debts and some minor items that are included in the Eurosystem’s harmonized definition. - (2) Calculated
net of changes due to reclassifications, exchange rate variations, value adjustments and other variations not due to transactions. - (3) The denominator
includes bad debts. - (4) Average data of the last quarter of the year indicated. Source: Central Credit Register. - (5) Interest rates charged on
disbursements, excluding loans at supported rates.
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After the severe crisis that followed the recession of 1993, there was
a far-reaching transformation of the ownership structures and branch
networks of the banking system in the South. Between 1991 and 2001
lending to customersresident in the South grew at an average annual rate of
5 per cent, three percentage points lower than the increase recorded in the
rest of Italy. Over the same period, however, new bad debts amounted to an
average of 3 per cent of lending in the South, compared with 1 per cent in
the Centre and North. Including new bad debts in total loans, the rate of
increase in bank lending in the South was close to that in the Centre and
North. A small divergence is to be found only for the four years between
1998 and 2001, in concomitance with the rapid growth in loans connected
with corporate restructurings in the Centre and North and the slowdown in
lending to finance companies in the South.

The faster expansion of bank lending in the South last year islargely
attributable to lending to enterprises, whose growth accelerated from 5.3 to
7.2 per cent in the South while slowing from 8.3to 5.3 per cent inthe Centre
and North. In particular, the growth in lending to firmsin the service sector
rosefrom 7.3 to 11 per cent in the South while slowing from 10.8 to 5.7 per
cent in the rest of Italy. Credit to the manufacturing sector grew by 0.4 per
cent in the South, whereas it contracted by 0.3 per cent in the Centre and
North. Lending to construction firms accelerated faster in the South.

The acceleration in lending to firmsin the South was accompanied by
an increase in the undrawn margin on credit facilities. In 2002 the ratio of
credit drawn to that granted for non-financial corporations and sole
proprietorshipsfell by just under one percentage point in both the South and
the Centre and North, to 57.4 and 46.7 per cent respectively.

In 2002 the volume of outstanding credit granted by finance companies
supervised by the Bank of Italy grew by 12 per cent in the South, compared
with 7.8 per cent in the Centre and North. The expansion was fastest in
leasing credit, disbursed largely to firms, which rose by 15.8 per cent in the
South and 11.6 per cent in the rest of Italy.

The interest rates on short-term bank loans to non-financial
corporations and sole proprietorships came down by 0.3 percentage points
inthe South and by 0.4 pointsin the Centreand North, to 7.9 and 6.3 per cent
respectively. For manufacturing firmsthefall wasmore marked in the South
than in the other regions (0.6 against 0.3 points).

The difference between short-term lending rates for enterprisesin the
South and in the rest of Italy has narrowed from 1996 onwards, from 2.3
pointsto figuresthat are very small even by historical standards. The higher
cost of credit in the South than in the Centre and North is partly a
consequence of the different characteristics of borrower firms in the two
parts of the country. In the southern regions small firms are more numerous



and high-risk sectorsfiguremoreprominently. If theaverageinterest ratefor
firmsinthe South is cal culated applying the composition by sector and firm
sizeof lending to enterprisesinthe Centreand North, thedifferential in 2002
isequal to 0.9 percentage points, the lowest figure for the fifteen years for
which comparable data are available. After adjusting for the different
compositions of firms by sector and size, the remaining differential reflects
the higher riskiness of businesses in the South, due to the external
diseconomies that weigh on production in that area. The share of loans
marked down as bad debts every year isstructurally higher inthe South than
in the Centre and North, even after adjusting for the sectoral and size
characteristics of theborrower firmsin thetwo areas. In 2002 new bad debts
amountedto 2.3 per cent of total loansinthe South (2.1 per cent if thesectoral
and size composition of the Centre and Northisapplied), compared with 1.3
per cent in therest of Italy.

The average interest rate on unsupported medium and long-term loans
to non-financial corporations and sole proprietorships fell in 2002 by 0.5
percentage points both in the Centre and North and in the South, to 4.7 and
5.4 per cent respectively (Figure 38). The difference between the rates
applied in the two areas decreased by 0.3 points with respect to the end of
1998. Taking supported |oansinto account, the cost of credit was 0.4 points

higher in the South than in the Centre and North.
Figure 38

MEDIUM AND LONG-TERM LENDING RATES

IN THE SOUTH AND IN THE CENTRE AND NORTH
(quarterly data; percentages and percentage points)

1998 1999 2000 2001 2002
Lending rate in the South (1)

Lending rate in the Centre and North (1)

------ Differential including supported loans (2)

—-——Differential excluding supported loans (2)

Source: Central Credit Register.
(1) Left-hand scale. - (2) Right-hand scale.

Deposit rates on households' current accounts in the South are now in
line with those in the Centre and North. The differential in remuneration,

169



which averaged 0.3 percentage pointsin thefirst half of the 1990s, gradually
disappeared in the subsequent years.

Domestic fund-raising

The stock of funds raised by banks in the form of deposits and bonds
rosein Italy by 8 per cent, compared with 7.8 per cent in 2001 (Table 42);
in the euro area it increased by 4.3 per cent, compared with 7.1 per cent
the previous year.

In Italy the rate of growth in deposits accelerated dightly, from 6.4
to 6.7 per cent, as a consequence both of the large increase in securities
repurchase agreements and the positive trend in savings deposits. The
depositsof theltalian branches of foreign banks morethan doubled and their
market share rose from 0.7 to 1.3 per cent.

Current accounts grew rapidly in the first half of 2002 but slowed
down in the closing months of the year in connection with the upturn in
households' purchases of investment fund units. The growth in such
accounts over the year amounted to 7.2 per cent, which is in line with
forecasts based on the change in deposit rates, GDP and market rates.

Depositsrepayabl e at notice ended aprolonged decline, growing by 5.4
per cent, compared with 0.1 per cent in 2001 (Figure 39). Funds raised by
means of securitiesreposincreased by 17.2 per cent, asagainst 11.6 per cent
in 2001, with asurgeinthefinal part of the year that waslargely attributable
totransactionswithinvestment firms, trust compani esandinvestment funds.

Figure 39
BANK FUND-RAISING IN ITALY (1)
(year-end data; billions of euros)
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Source: Statistical reports.
(1) Net of deposits of central government departments. - (2) Includes those held by non-residents.
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The volume of funds raised by banks with bond issues maintained a
high rate of growth (10.3 per cent, compared with 10.6 per cent in 2001);
bonds' share of total funding rose slightly, to 34.6 per cent. Subordinated
bonds recorded further rapid growth of 11 per cent, bringing their share of
banks' bond issuesto 12.2 per cent.

The rates on short-term funds came down slightly in the final part of
the year (Figure 40). Current account deposit rates diminished by 0.1
percentage pointsin the twel ve months to December, to 1.3 per cent. Net of
the differences in taxation, the differential between the yields on Treasury
bills and current accounts narrowed by 0.3 percentage pointsto 1.5 points.
The net yield on fixed-rate bank bonds decreased by 0.6 points to 3.4 per
cent; despitethereductioninthesebonds averagetermto maturity, theyield
differential inrelationto five-year Treasury bondsdiminished slightly, from
0.4 to 0.3 paints.

Figure 40
BANK FUNDING RATESIN ITALY AND THE EURO AREA
(monthly data; percentages)
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Sources: Based on ten-day statistics and ECB data.

(1) Average rate on deposits in euros. - (2) Rate on fixed-term deposits up to one year. - (3) Fixed-rate bond issues. - (4) Rate on
fixed-term deposits with a maturity of more than two years.

In the euro areathe rates on both short-term and medium and long-term
bank liabilities decreased by 0.3 percentage points.

Other balance sheet items. the securities portfolio and banks net
external position

In 2002 the value of banks’ securities portfolios fell by €14.7 billion,
or 8.2 per cent. Net of the variations in securities prices, the decrease
amounted to 15.6 per cent and principally involved government securities,
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whose share of the total fell by 5.9 percentage points to 62.8 per cent. The
ratio of liquid assets (cash and marketable securities) to the aggregate of
liquid assets and |oans diminished by 1.4 pointsto 15.5 per cent.

Net of writedowns of their shareholdings and excluding investments
made on behalf of staff pension funds, the book value of banks equity
investments in non-bank companies resident in Italy rose by €5.7 billion
to €29.4 billion; nearly three quarters of the €6 hillion of holdings in
non-financial corporations were in unlisted companies. Shareholdings in
other banks decreased by €0.8 billionto €40 hillion, whilethosein finance
companiesincreased by €4.4 billion to €18.1 hillion.

Italian banks' net externa liabilities, which had expanded rapidly in
thethree previousyears, fell in 2002 by €47.6 billion, or 44.9 per cent. The
availability of fundsderiving from the sale of securitiesand from the greater
growth in domestic funding than lending contributed to the contraction. In
December 2002 Italian banks' net external debtor position of €54.3 billion
(down from €106 billion a year earlier) was equal to 2.6 per cent of total
bank liabilities, ssimilar to the percentage recorded in 1998.

Profit and loss accounts

Reflecting thegrowthinlending, Italian banks' net interestincomerose
by 5.2 per cent, compared with 5.6 per cent in 2001 (Table 45). The spread
between the average rate on loans and the average cost of fundsfell to 3.8
percentage points, its lowest level since the 1960s.

Income from services declined by 7.7 per cent, after falling by 12.7
per cent in 2001. A reduction of 22 per cent in net fee income from asset
management servicesmorethan offset thegrowthin feesfrom collectionand
payment services (14 per cent) and income from the distribution of third
parties’ services (26.9 per cent).

Net income from other financial operations decreased by 19.8 per cent,
largely owing to acontraction of 25 per cent in dividends on shareholdings.
More than half of the dividends came from shareholdings in banks;
dividends on investments in other companies amounted to €3.6 billion, or
44 per cent of the total.

Excluding dividends on shareholdings in banks, gross income fell by
0.2 per cent, whereas it had risen by 1.5 per cent in 2001.

Total staff costsroseby 4.9 per cent, withan accel erationfrom 1 per cent
in 2001 due mainly to the cost of early severanceincentives. Excluding the
latter, costs per employee rose by 2 per cent, in line with the provisions of
the collective labour contract for the banking industry.



PROFIT AND LOSSACCOUNTSOF ITALIAN BANKS(1)

Table 45

1999 2000 2001 2002 1999 2000 2001 2002
As a percentage of total assets Percentage changes
Net interestincome (@) ................. 1.95 1.93 1.93 1.91 -6.4 7.8 5.6 5.2
Non-interestincome (b) (2).............. 1.60 1.76 1.75 1.46 17.8 20.6 4.1 -12.2
(11.6) (16.6) (-3.7) (-7.5)
of which: trading ....................... 0.18 0.14 0.13 0.07 -41.3 -13.6 -18.0 -42.8
SEIVICES ...t 0.73 0.81 0.67 0.59 22.6 21.4 -12.7 -7.7
other financial operations (2) .. ... 0.42 0.52 0.67 0.51 90.8 35.5 34.7 -19.8
(65.3) (22.1) (17.4) (-7.1)
Grossincome (c=a+h) (2) ............... 3.55 3.69 3.68 3.37 3.2 135 4.9 -3.1
(0.5) (11.5) (1.5) (-0.2)
Operating expenses (d) (3) .............. 2.15 2.06 2.03 2.02 2.7 4.8 4.0 4.5
of which: banking staff costs (3) ........... 1.26 1.16 11 1.10 -0.4 1.0 1.0 4.9
Operating profit (e=c-d) (2) ............. 1.40 1.63 1.65 1.35 3.8 26.9 6.1 -12.5
(-3.1) (23.0) (-2.2) (-7.5)
Value adjustments, readjustments and 0.40 0.36 0.66 0.56 -15.0 104 91.3 -10.1
allocations to provisions (f) (2)(4) ..... (-6.8) (0.9)
of which: loanlosses .................... 0.44 0.35 0.37 0.38 -1.5 -11.8 11.0 7.5
Profit before tax (g=e-f) (2)(4) ........... 1.01 1.27 0.99 0.80 13.7 33.4 -17.9 -14.1
(-0.9) (34.9)| (-34.2) (-4.9)
Tax () (5) «vvvvveeiiiii et 0.40 0.48 0.39 0.30 -4.6 325 -14.4 -18.8
Net profit (9-h) (4) ........... ... ... ... 0.61 0.79 0.59 0.49 30.0 41.9 -20.1 -11.1
Dividends distributed .................... 0.37 0.43 0.39 0.33 49.4 27.7 -3.7 -12.0
Other data
Profit before tax Net profit
Profit as a percentage of capital and
reserves (ROE) (5) ..., 15.3 18.4 145 10.5 9.6 115 8.8 6.2
Amounts Percentage changes
Total assets (millions of euros) ............ 1,632,225 (1,785,475 [1,889,724 1,998,447 3.8 9.7 55 5.8
Average total number of employees ....... 343,090 | 343,037 | 345,194 | 342,536 -1.2 0.1 0.5 -0.7
of which: banking staff ................. 338,785| 339,054 | 342,279| 340,541 -1.2 0.1 0.8 -0.4
Total assets per employee
(thousands of euros)
atcurrentprices ................... 4,757 5,205 5,474 5,834 5.0 9.7 5.0 6.5
at constant prices (6) ................. 4,325 4,614 4,723 4,911 3.3 7.0 2.2 3.9
Staff costs per employee (3)
(thousands of euros)
atcurrentprices (7) ... 59.1 60.5 61.1 62.4 0.2 2.2 0.8 2.0
at constant prices (6)(7) ............... 53.7 53.6 52.7 525 -15 -0.4 -1.9 -0.6
Memorandum items: (8)
Total assets (millions of euros) ............ 1,635,415 (1,789,484 (1,893,413 |2,006,174 35 9.4 5.8 6.0
Total number of employees (9) ............ 340,711 | 344,348 | 343,812 | 341,584 -0.9 1.1 -0.2 -0.6
of which: banking staff (9) .............. 336,487 | 340,884 | 341,295| 340,409 -0.9 1.3 0.1 -0.3

(1) Rounding may cause discrepancies in totals. The data for 2002 are provisional. - (2) The rates of increase calculated net of dividends on shareholdings in other banks, if included
in the aggregate, are shown in brackets. - (3) Comprises wages and salaries, costs in respect of severance pay, social security contributions and sundry bonuses paid to banking
staff; also includes the extraordinary costs incurred in connection with early severance incentive schemes. The number of banking staff is obtained by deducting tax collection
staff and staff seconded to other entities from the total number of employees and adding employees of other entities on secondment to banks. - (4) The percentage changes for
2000 are calculated including deferred and prepaid taxes for the year among extraordinary income in order to ensure consistency with the data for 1999. - (5) Profit includes the
net income of foreign branches and the change in the fund for general banking risks. - (6) Deflated using the general consumer price index (1995=100). - (7) Excluding the
extraordinary costs incurred in connection with early severance incentives. - (8) Data for the entire banking system, including banks that have not reported information on their

profit and loss accounts. - (9) End-of-period data.
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A survey of thetwenty largest banking groups (which account for 78 per
cent of all bank employees) showsthat the chargesto the 2002 profit and loss
account for early staff severance amounted to€760 million, of which€494
million refersto schemes managed by the bankingindustry’ ssolidarity fund.
The costs are attributabl e to 5,250 employment rel ationshipsterminated | ast
year, 3,300 terminated in previousyearsand 3,800 involved in restructuring
plans still to be implemented.

The average number of bank employees decreased by 0.4 per cent; the
increase in staff due to the expansion of smaller banks and the founding of
new institutions virtually counterbalanced the reduction in personnel in the
principal banking groups.

Administrative expenses other than staff costsgrew by 4.1 per cent; the
growth in purchases of goods and professional services and in net leasing
and rental expense contributed to the increase, most notably in the case of
the larger banks.

Operating profit fell by 7.5 per cent last year, after decreasing by 2.2 per
cent in 2001. Net value adjustments, which had nearly doubled in 2001, fell
by 10.1 per cent. Compared with the two years 1999 and 2000, their amount
remains high (Table a24), especially in connection with writedowns and
allocationsto provisionsin respect of foreign assets. Net val ue adjustments
to loans increased by 7.5 per cent, compared with 11 per cent in 2001.

Profit before tax declined by 4.9 per cent after falling by 34.2 per cent
in 2001. Return on equity decreased from 8.8 t0 6.2 per cent, in part because
of thelossesreported by foreign branches (€457 million, compared with net
income of €188 million in 2001).



INSTITUTIONAL INVESTORS

Institutional investors consolidated net fund-raising rose by 5.6
per cent to €37 billion in 2002 (Table 46). Consolidated assets under
management remained virtually unchanged, partly owing to thelargefall in
thevalueof equities; asaratio of GDPthey declined by 1.7 percentage points
to 77.3 per cent. Asset management products’ share in Italian households
financial assets remained stable at 32.8 per cent (Table 47).

Table 46

ITALIAN INSTITUTIONAL INVESTORS:
NET FUND-RAISING AND ASSETS UNDER MANAGEMENT
(millions of euros; percentages)

Net flows End-of-period stocks

Percentage

2001 2002 (1) 2001 2002 (1) composition

2001 2002 (1)

Investment funds (2) . -20,365 -12,339 403,689 360,557 35.9 32.7
Insurance
companies (3) .. .. 32,273 35,205 248,756 283,961 22.1 25.7

Pension funds and
non-INPS social

security funds (3) . -8,971 -2,410 60,446 58,036 5.4 5.3
Portfolio management
services ....... 27,343 5,715 410,406 401,755 36.5 36.4
Total ... 30,280 26,171 1,123,297 1,104,309 100.0 100.0
Consolidated total (4) 35,050 37,011 963,943 973,016 - -

(1) Provisional. - (2) Harmonized investment funds and SICAVs. - (3) Technical reserves and total balance sheet assets for insurance
companies and pension funds respectively. The figures for 2002 are estimated. - (4) Net of investments between the different categories
of intermediary.

Between 1999 and 2001 the proportion of households’ financial assets
managed by institutional investors held constant in Italy and the United
States at 33 and 39 per cent respectively, while rising by over 4 percentage
points in France and Germany, to 35 and 41 per cent. In the three main
euro-areacountriesthe share of households' financial assetsheldintheform
of insurance policiesincreased substantially; in Italy there was a sharp fall
in the share consisting of investment fund units.
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Table 47

FINANCIAL ASSETSOF INSTITUTIONAL INVESTORS
IN THE MAIN EURO-AREA COUNTRIESAND THE UNITED STATES
(end-of-period data; percentages)

1999 2001 (1) 2002 (1)

United United

Italy France | Germany States Italy France | Germany States Italy

Percentage shares in households’ financial assets (2)

Investment funds (3) 18.6 8.7 10.2 8.8 15.0 9.1 11.7 9.0 13.3

Insurance
companies ..... 6.1 21.8 245 6.8 8.3 25.7 27.1 7.1 8.9
Pension funds .... 0.9 - 1.8 19.9 1.0 - 1.8 20.0 11
Other institutions (4) 7.7 - - 3.2 8.3 - - 3.2 9.5
Total .... 333 30.5 36.5 38.7 32.6 34.8 40.6 39.3 32.8

As a percentage of GDP (5)

Unconsolidated

financial assets . 99.4 | 124.2 76.9 | 207.8 92.6 | 131.8 81.0 | 191.0 88.9
Consolidated
financial assets (6) 85.1 e Ce e 79.5 Ce e e 78.5

Composition by category of intermediary (5)

Investment funds . 43.2 45.6 47.9 32.6 35.7 47.7 44.9 343 32.3

Insurance
companies ...... 18.6 54.4 47.9 20.5 24.4 52.3 51.0 21.2 28.2
Pension funds .... 4.6 - 4.1 35.8 3.5 - 4.1 329 3.7
Other institutions (4) 33.6 - - 1.1 36.3 - - 115 35.9
Total .... | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0

Composition by type of financial asset (5)

Bonds ........... 53 47 40 31 54 47 42 35 60
Loans............ .. 3 28 8 .. 3 28 9 ..
Shares ........... 22 42 28 51 18 43 24 44 13
Other(7) ......... 25 8 4 10 28 7 6 12 27

Total . ... 100 100 100 100 100 100 100 100 100

Sources: OECD, Eurostat and Bank of Italy.

(1) Provisional. - (2) Ratio of institutional investors’ net assets held by households to households’ total financial assets. The data for
investment funds, insurance companies and pension funds are taken from the national financial accounts for Italy, France and Germany
and from OECD for the United States. - (3) For Italy, France and Germany, includes foreign funds (for Italy, controlled by Italian and
foreign groups). - (4) For ltaly, individually managed portfolios net of investments in investment fund units; includes the portfolios of
institutional sectors other than households. - (5) For Italy, the figures for pension funds include non-INPS social security funds. - (6)
Net of investments between the different categories of intermediary. - (7) Cash, deposits and other items.

Therewasafurther net outflow of savingsfromItalianinvestment funds,
extending a trend under way since the fourth quarter of 1999. By contrast,
foreign investment funds controlled by Italian intermediaries recorded a
net inflow. Subscribers continued to show a marked preference for funds
that invest primarily in short-term assets, the only category for which



subscriptions significantly exceeded redemptions. The average return on
investment funds was negative for the third successive year (-9.1 per cent).

Portfolio management services recorded a considerably smaller net
inflow of fresh funds than in the past. They purchased a substantial volume
of government securities and sold investment fund units, whose share in
their total assetsfell further. Theservices' financial result remained negative
(-3.4 per cent).

The premium income of insurance companies showed substantial
growth compared with the preceding year. In the life sector, a considerable
part regarded life policies with profits, which guarantee the insured capital
and, normally, a minimum return. The life sector’s share of total technical
reserves rose from 78.8 to 80.4 per cent. The increase in the proportion of
government securities in insurance companies portfolios reflected the
reduction in those of equities and investment fund units.

Pension funds’ assets grew by 3.4 per cent. The volume of resources
managed by the funds established after the 1993 reform increased further,
rising from 12.2 to 16.5 per cent of the sector’s total assets. Occupational
pension funds and open pension funds had negative average returns of -3.4
and -13.1 per cent respectively.

Securities investment funds

Fund-raising and net assets. - In 2002, Italian investment funds
recorded a net outflow of savings for the third consecutive year.
Redemptions amounted to€202.6 billion (compared with€238.9 hillionin
2001), exceeding purchases by €12.3 hillion (€20.4 billion in 2001). The
net fund-raising of foreign investment funds controlled by Italian
intermediaries remained positive, although by a smaller margin (€4.4
billion, compared with €18.1 billion in 2001).

The wide fluctuations in securities prices during the year penalized
bond, equity and balanced funds, which recorded net outflows of savings
of respectively €19 hillion, €9.8 billion and €7.2 billion. By contrast, the
preference for short-term assets sustained the net fund-raising of money-
market funds, which amounted to €24 billion.

Econometric analyses for the period running from 1989 to 2002
indicate a negative correlation between the level of interest rates on
government securities and the gross and net fund-raising of Italian
investment funds. Savers tend to invest in the assets that have given the
highest returns over the previous months, so that when bond returnsrisethe
inflow into bond fundsincreases; stock-market returnshave asimilar effect
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on equity funds. The variability of stock-market indices has a negative effect
onthenet fund-raising of equity fundsand apositive oneon that of bond funds.
A deterioration in cyclica variables, such as industria production and
households confidence, tends to boost the net fund-raising of bond and
money-market funds, whose returns are less affected by short-term economic
developments.

The drop in share prices and the substantial volume of net redemptions
led to a decline of 10.6 per cent in the total net assets of Italian harmonized
funds to €361 hillion (Table 48). The net assets of Italian-controlled foreign
investment funds decreased by only a few points less. From their peak of
August 2000, thetotal net assets of all investment funds established in Italy or
abroad by Italian intermediaries were down 20.5 per cent at the end of 2002.

Table 48

NET ASSETSOF INVESTMENT FUNDS
IN THE MAIN EUROPEAN COUNTRIESAND THE UNITED STATES (1)
(end-of-period data in billions of euros)

Luxembourg
and Ireland (3)
ltaly (2) | Germany | France of which: Elz:r’)c))(aélr)ea UK us
controlled
by Italian
intermediaries
2001 404 240 800 | 1.066 105 2,977 355 | 7,824
Netassets ......
2002 361 199 806 | 1.005 98 2,826 275 | 6,095
2001 33.2 11.6 54.9 43.7 | 219 | 69.2
0
asa%ofGDP .. 50| 287| 95| 535 401 | 17.2| 61.2

Composition by sector

Equity funds ... 2001| 111 125 | 207 | 318 46 937 | 253 3,788
2002 73 80 173 | 223 31 697 | 205 | 2,543
domestic 2001 17 29 04| ... 5 200 | 149 | 3,392
2002 9 2 A 2 15 16
European ... 2001 38 35 3| ... 15 152 28
2002 11 3 A 7 18 13
other 2001 56 61 700 ... 26 268 76
2002 52 75 173 ... 22 441 | 176 | ...
Bond funds . 2001| 159 60 139 | 331 47 821 42 | 1,050
2002| 153 64 | 148| 351 51 864 46 | 1,073
Balanced funds . 2901 87 18 197 62 9 445 30| 393
2002 59 15 181 55 9 378 23| 312
Money market 2001 47 34| 258 91 3 496 2 | 2,593
funds ........ 2002 76 39 304 88 6 590 212,166
2001 . 3 . 51 . 64 28
Other funds ... ... 2002 . 2 L 49 o 59

Sources: Based on FEFSI, ICI and Assogestioni data.

(1) The data refer to open-end investment funds that invest in securities and are offered to the public; funds of funds are not included. -
(2) In order to compare the Italian data with those of the other countries, the fund classification adopted in this table is that of FEFSI and
therefore differs from that used in the other tables in the Report. - (3) The sum of the sub-sectors is not equal to the total because data on
the composition are not available for Ireland. - (4) The available data for the Netherlands refer to December 2001.




In the euro area resources managed by investment funds contracted
overall by 5.1 per cent last year, to €2.8 trillion. At the end of 2002 the
market share of Italian-controlled investment funds was 16.2 per cent, 0.9
percentage points less than a year earlier.

Supply-side developments. - In 2002 the number of traditional Italian
investment fundsdecreased for thefirst timesincethe sector cameinto being
in 1984. On the other hand, new types of investment fund continued to
develop, such as non-harmonized open funds, hedge funds and closed-end
funds. Italy’ sfirst hedgefundsthat implement their owninvestment strategy
directly instead of investing in units of foreign hedge funds came into
operation and at the end of 2002 had total net assets of €100 million.

In September 2002 the Italian stock market saw its first exchange-
traded funds (ETFs), instruments for the collective investment of savings
that are traded on regulated markets and hence easily sold or purchased in
the same way as shares. Their distinctive features are low fees and passive
investment strategiesdesigned to replicatefinancial indices. EFTswerefirst
offered in the United States in the early 1990s and introduced in the
European markets in 2000. At the end of 2002 there were 113 EFTs in the
United States with $102 billion of assets under management. At the same
date in Europe EFTs managed $11 billion of assets. In Italy, at the end of
March 2003 ten EFTs were listed, four of which were based on euro-area
indices, three on European indices and the remaining three on US indices;
their market capitalization amounted to $3.3 billion.

Ethical investment schemes wedding normal financial objectiveswith
socia and environmental goal s began to appear in Europe during the 1990s.
At the end of 2002 there were twelve fundsin Italy that explicitly selected
their investments according to ethical principles; their net assets totaled
el.1 billion, equal to about 0.3 per cent of those of Italian funds as a
whole. According to asurvey of eighteen countries, 280 ethical funds were
operating in Europe at the end of 2001, accounting for lessthan 0.5 per cent
of thetotal assetsof European investment funds; Italian funds had the third-
largest volume of assets under management after those of the United
Kingdom and Netherlands. The criteria commonly adopted either rule out
investmentsin the stock of firmsoperating in specific sectors, such asarms,
tobacco, al cohol and those with anegative environmental impact, or choose
thebest firmsaccordingto specific quality assessmentsof their relationswith
shareholders, employees, suppliers and the community where they operate.

Returns and fees. - In 2002 the average return on Italian investment
fundswasnegative, asit had beeninthe previoustwo years. Over thetwelve
monthsthe value of the general index lost 9.1 per cent, compared with 8 per
cent in 2001.
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From 1991 to 2001 the average annual return on Italian short-term bond
funds was 7 per cent, less than the gross yield on Treasury bills on the
secondary market, while that on medium and long-term bond fundswas 7.9
per cent, also lower than the main benchmarks. However, the comparison
should take into account that the return on the funds is net of management
feesand operating expenses and taxeswhilethat on the benchmark financial
indices is not. Adjusting for this factor, the yield differential with the
respectivebenchmarksisstill negativefor bothtypesof fund, although much
less so. The conclusions are similar if the funds and their benchmarks are
compared taking account of their riskiness. These results are in line with
those for other countries.

In 2002 thetotal expenses paid by Italian harmonized investment funds
decreased by 18.3 per cent to €4.9 hillion; those paid to management
companies amounted to €4.3 bhillion. The ratio of total expenses (fixed
management fees, incentive fees, fees to depositary banks and other
expenses) rose by 0.06 percentage pointsto 1.75 per cent of average annual
net assets. Taking management fees alone, the ratio was 1.44 per cent,
compared with 1.42 per cent in 2001.

The total expenses of equity funds were equal to 2.14 per cent of their
net assets (Figure 41). Of that total, management fees amounted to 1.73 per
cent (comparedwith 1.70 per centin 2001) andincentivefeesto 0.09 per cent
(compared with 0.12 per cent in 2001 and 0.54 per cent in 2000). The
expense ratios of balanced, bond and money-market funds were 1.74, 1.34
and 0.85 per cent respectively.

Figure 41
ITALIAN EQUITY INVESTMENT FUNDS:
TOTAL OPERATING EXPENSES (1)
(percentages)
2.5 25
2.0 - - | [— 2.0
1.5 15
1.0 1.0
0.5 05
0.0 0.0
1999 2000 2001 2002
[JExpenses net of incentive fees (2) H Incentive fees

(1) Total operating expenses as a percentage of average annual net assets. The data are for harmonized investment funds and SICAVSs.
Some of the data for the last year are provisional. - (2) Includes management fees and amounts paid to other intermediaries, including
the depositary bank.




Portfolio composition. - In 2002 Italian investment funds made €11.8
billion of net disposals of securities. The heavy concentration of net
subscriptionsof unitswithinfundswith short-terminvestment objectivesled
to substantial net purchases of short-duration securities and large sales of
shares and medium and long-term bonds. Asaresult of these portfolio shifts
and aboveall thesharpfall inshareprices, equitiesfell further asaproportion
of Italian investment funds financial assets, from 34.8 to 26.1 per cent,
to the benefit of Italian government securities, whose share rose from
33.3 to 40.9 per cent (Table 49). During the year the percentage of
euro-denominated assetsgrew from 71.6 to 78.1 per cent, partly owingtothe
currency’s appreciation.

Table 49

ITALIAN INVESTMENT FUNDS: SECURITIESPORTFOLIO
BY TYPE OF ISSUER AND CURRENCY (1)
(market values; end-of-period data in billions of euros)

Securities denominated Securities denominated

- . p Total portfolio
in euros in non-euro-area currencies

2000 2001 2002 2000 2001 2002 2000 2001 2002

Bonds and government
securities

Italian issuers

Public sector ............. 124.9| 120.3| 126.8 2.2 2.9 2.7|127.1) 123.2| 129.5
Banks ................... 53 53 4.9 0.1 .. .. 5.3 53 4.9
Firms ...t 2.3 4.6 54 . . .. 2.3 4.6 54

Foreign issuers

Euroarea ................ 54.2| 65.8| 64.6 1.4 1.6 11| 55.7| 67.4| 65.7
of which: government
securities . . . ... 41.8| 52.1| 49.8 0.2 0.2 0.1| 42.0| 52.3| 50.0
Other .................... 12.9| 13.7| 10.6| 34.7| 26.6| 17.5| 47.6| 40.3| 28.0
Shares
ltalianissuers ............... 442 | 26.1| 18.1 .. .. ..| 443| 26.1| 18.1

Foreign issuers

Euroarea ................ 42.7| 28.8| 16.4 0.6 15 0.1 43.2| 30.3| 165
Other .................... 0.1 0.1 0.1| 91.8| 725| 48.0| 91.9| 725| 481
Total ...| 286.6 | 264.6 | 246.9 | 130.8 | 105.1| 69.4| 417.4| 369.7 | 316.2

(1) Data refer to harmonized investment funds and SICAVs.

Portfolio management services

Thenet flow of savingsto portfolio management servicesdeclined from
€27.3 billion in 2001 to €5.7 billion last year (Table 50). Services run by
banks and investment firms recorded net outflows of €13 billion and €1.5
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billion respectively, those operated by asset management companies a net
inflow of €20.3billion. Total assetsunder management decreased by 2.1 per
cent to €401.8 billion. Banks' market share continued to contract, falling

from 44.9 to 40.9 per cent.
Table 50
ITALIAN PORTFOLIO MANAGEMENT SERVICES:
SECURITIESPORTFOLIO
(millions of euros and percentages)
2000 2001 2002 (2) 2000 2001 2002 (2)
Net flows End-of-period stocks

(percentage composition)

Italian bonds and government
securities ............... -3,561 | 21,028 | 13,921 319 39.6 47.1
Short-term and floating-rate . | -2,601 745 | 12,641 7.7 8.3 12.6
BOTS ..vviiiiiieian.. -523 217 1,721 0.6 0.6 1.2
CCTs ...t -2,078 528 | 10,920 7.1 7.7 11.4
Medium and long-term ... ... -960 | 20,282 1,280 24.1 31.2 345
CTZs ..., -392 | -1,252 -211 11 0.9 1.3
BTPS .vviiiiiieiaan .. -625| 16,250 | -2,457 16.4 21.2 225
Other government securities 57 273 1,606 0.6 0.7 0.8
Bonds ................... . 5,012 2,343 6.0 8.4 10.0

ltalian shares ............... -1,272 | -3,451| -2,735 5.8 5.3 3.3

Italian investment fund units . | 15,516 | -6,832 | -11,980 447 35.6 29.0

Foreign securities ........... 18,008 4,523 | 12,136 17.0 18.9 20.1
Bonds and government

SecUrities ................ -1,518 | -1,006 6,363 5.1 4.5 6.0
Shares .................... 1,729 | -1,903 2,025 25 2.0 1.6
Investment fund units ....... 17,797 7,432 3,748 9.4 12.4 12.6

Other financial assets ....... 1,909 | -7,393| -8,631 0.7 0.6 0.5

Total portfolio... ... | 30,600 7,875 2,711 100.0 100.0 100.0

Memorandum items:

Net fund-raising ............. 33,087 | 27,343 5,715 - - -
Banks ..........o0ii.. -7,303 | -22,391 | -13,034 - - -
Investment firms ............ -110 2,853 | -1,537 - - -
Asset management companies | 40,500 | 46,881 | 20,286 - - -

Portfolio .................... - - -| 381,644 | 398,645 | 388,661

Total assets under

management ............. - - - | 392,112 | 410,406 | 401,755
(1) Provisional.

In 2002 the sector’s financial result (measured by the increase in net
assets less new funds raised, which approximatesthe return on the portfolio
ontheassumptionthat all incomeisreinvested) wasnegativeat - 3.4 per cent,
compared with -2.4 per cent in 2001.
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Thelossesof these servicesweresmaller than those of investment funds
thanks to the small proportion of equities in their portfolios, which was
further reduced during the year from 7.3 to 4.9 per cent, essentially because
of the fall in Italian share prices. Italian government securities rose from
31.2 to 37.1 per cent of their portfolio, mainly to the detriment of Italian
investment fund units, whose share fell from 35.6 to 29 per cent.

I nsurance companies and pension funds

Insurance companies. - In 2002 the premium income of insurance
companies grew by a substantial 15 per cent (Table 51). The increase was
larger in the life sector (19.4 per cent) than in the casualty sector (8.3 per
cent). Asin the previous year, most of the growth was in life policies with
profits (32.1 per cent), compared with amoderate increase in unit-linked or
index-linked policies (4.1 per cent).

Table 51
ITALIAN INSURANCE COMPANIES:
MAIN ASSETSAND LIABILITIES(2)
(balance-sheet values; end-of-period data in millions of euros)
Assets Liabilities
Memoran-
. i dum item:
@ 2) @) estate assets (@) worth income (5)
Life sector
1999..... 2,237 | 144,207 739 2,232 4,121 | 153,536| 137,627 15,909| 35,597
2000..... 4,535| 174,008 953| 2,174 4,069 | 185,739| 166,959( 18,780| 39,784
2001 ..... 5,723 | 201,275 995| 1,889 5,522 | 215,404| 196,099| 19,305| 46,329
2002 (6) . . 6,684 | 231,335/ 1,133 903 8,346 | 248,401| 228,214| 20,187| 55,298
Casualty sector
1999..... 1,680 42,578 268| 6,207 8,683 59,416| 45,851| 13,565 26,246
2000..... 1,825 47,907 313| 6,161 9,034 65,240| 49,524| 15,716| 27,875
2001..... 2,883| 54,969| -3,454| 5,909 7,988| 68,295 52,657| 15,638| 29,926
2002 (6) . . 2,849 58,733| -2,507| 4,575 8,578 72,228| 55,747| 16,481 32,417
Total
1999 ..... 3,917| 186,785| 1,007| 8,439 | 12,804 | 212,952| 183,478| 29,474| 61,843
2000..... 6,360 | 221,915| 1,266| 8,335| 13,103| 250,979| 216,483| 34,496| 67,659
2001 ..... 8,606 | 256,244| -2,459| 7,798 | 13,510 283,699| 248,756 34,943| 76,255
2002 (6) . . 9,533 | 290,068| -1,374| 5,478 | 16,924 | 320,629 283,961| 36,668| 87,715
Sources: Based on Isvap and ANIA data.
(1) Excluding the agencies of companies based in other EU countries and including those of companies based in non-EU
countries. - (2) Including assets entrusted to portfolio management services. - (3) Net of corresponding liabilities. - (4) Net of
reinsurance. - (5) Italian direct insurance; includes premium income of offices in other EU countries. - (6) Partly estimated.
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Savers tended to prefer life policies that guarantee either the insured
capital or a minimum return. Life policies with profits, in particular,
increased from 34.9t0 39.3 per cent of total premium income over 2001 and
2002. In September 2002 the bulk of insurance company investmentslinked
to these policies was in bonds (86 per cent), with afar smaller percentage
placed in shares (5 per cent).

Table 52

ITALIAN INSURANCE COMPANIES: SECURITIESPORTFOLIO (1)
(balance-sheet values; end-of-period data in millions of euros)

Securities denominated in euros Securities
denominated in
Bonds and government securities nocr:;arg?c-iirsea Investment Total
- Shares - fund units
Government Private- ) Total of which:
- sector Total shares
securities bonds @
Life sector
1999 .. 65,205 35,645 100,850| 18,463| 119,313| 10,951| 3,198| 13,943| 144,207
2000 .. 69,928 45,816| 115,744| 22,810 138,554 9,575 3,283| 25,879| 174,008
2001 .. 81,981| 58,967 140,948| 18,713| 159,661 6,441 1,756| 35,173| 201,275
2002 (3) | 103,570 68,466 172,036| 16,861 188,897 4,507 1,382 37,931| 231,335

Casualty sector

1999 .. 18,479| 6,648 25,127 14,445| 39,572 2,358 796 648| 42,578
2000 .. 19,692 7,783| 27,475 16,986| 44,461 2,354 1,039 1,092| 47,907
2001 .. 21,724 8,880 30,604| 21,153 51,757 1,706 856 1,506| 54,969

2002 (3) 25,237 9,230[ 34,467| 22,058 56,525| 1,099 656 1,109| 58,733

Total
1999 .. 83,684| 42,293| 125,977| 32,908| 158,885| 13,309| 3,994| 14,591| 186,785
2000 .. 89,620 53,599( 143,219| 39,796 183,015 11,929| 4,322 26,971| 221,915
2001 .. 103,705| 67,847| 171,552 39,866| 211,418 8,147 2,612| 36,679| 256,244

2002 (3) | 128,807 77,696| 206,503| 38,919 245422 5,606| 2,038| 39,040 290,068

Sources: Based on Isvap and ANIA data.

(1) Including assets entrusted to portfolio management services. The breakdown of the data on the portfolio of assets relating to pension
funds and to unit-linked and index-linked products is partly estimated. Excluding the agencies of companies based in other EU countries
and including those of companies based in non-EU countries. - (2) Includes participating interests. - (3) Partly estimated.

According to data from COVIP, the Pension Fund Supervisory
Authority, at the end of 2002 insurance technical reserves connected with
individual pension plans, whichwereintroduced in January 2001, amounted
to €610 million, compared with €193 millionin 2001, 64 per cent of which
relating to products linked to investment funds and 36 per cent to with-
profits policies. Despite tripling from the previous year, these reserves still
represented no more than 0.3 per cent of thelife sector’stechnical reserves.



At the end of 2002 insurance companies technical reserves totaled
€284 hillion, an increase of 14.2 per cent with respect to 2001. As in
previous years, reserves in the life sector grew at a faster pace than in the
casualty sector (respectively 16.4 and 5.9 per cent). The proportion of
securities in the assets of insurance companies increased from €256.2
billion to €290.1 billion and that of liquid assetsfrom€8.6 billionto €9.5
billion, while the real-estate component continued to decline, from €7.8
billion to €5.5 billion.

The proportion of equities in the portfolios of insurance companies
contracted further from 16.6 to 14.1 per cent, while that of government
securitiesrose from 40.5 to 44.4 per cent (Table 52). For thefirst time since
1997 the share of investment fund unitsfell, albeit only dlightly (from 14.3
to 13.5 per cent).

For several European insurance companiesin the life sector thefall in
sharepricescaused substantial reval uation | ossesbecause of the large equity
component intheir portfolios. Insurance companiesin anumber of countries
were also faced with the burden of contracts providing for payment of a
minimum guaranteed return to the insured. The profitability of companies
in the casualty and reinsurance sectors was hit not only by the deterioration
in their result on financial operations but also by an increase in outlays
connected with terrorist acts and the floods in central Europe.

Pension funds and non-INPS social security funds. - The assets
managed by pension funds and non-INPS social security funds contracted
to €58 hillion at the end of the year, from €60.4 billion at the end of 2001
(Table 53). While the total assets of social security funds declined from
€33.9 hillion to €30.6 hillion, those of pension funds grew by 3.4 per cent
to€27.4 hillion, owing largely to therisefrom €3.2 billion to €4.5 billion
recorded by funds set up after the 1993 reform. Theincreasewasparticularly
large in the case of occupational funds (from €2.3 billion to €3.3 hillion).

According to COVIP data, occupational and open funds continued to
grow in 2002, abeit more slowly than in the past. At the end of 2002
participants in occupational and open funds totaled 1,021,000 and 338,000
respectively, while 36 occupational and 91 open funds had received
authorization to operate. The participation rate in occupational fundsgeared
to payroll employees was 15.4 per cent of their potential members.

The proportion of liquid assets in the portfolios of newly instituted
pension funds declined by 4.4 percentage points to 18.6 per cent while the
shareof bondsroseby 3.5 pointsto 52.4 per cent and that of investment fund
units by 0.6 points to 9.4 per cent.
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ITALIAN PENSION FUNDS AND NON-INPS SOCIAL
SECURITY FUNDS: MAIN ASSETS (1)
(balance-sheet values; end-of-period data in millions of euros)

Table 53

2001 2002 (2)
Pension funds Pension funds
Non-INPS Non-INPS
social Formed Formed social Formed Formed
security before after Total security before after Total
funds the reform | the reform funds the reform | the reform
0f 1993 | of 1993 (3) 0f 1993  |of 1993 (3)
Cash and deposits 4,694 3,258 742 8,694 | 4,788 3,283 840 8,911
Bonds ........ 7,412| 10,401 1,579 | 19,393| 7,783| 10,853 2,368 | 21,005
of which:
government
securities (4) 3,842 1,196 R o 4,034 1,188 e cee
Shares .......... 906 1,610 614 3,130 815 1,255 856 2,927
Investment fund
units  ......... 341 1,719 286 2,346 358 1,240 427 2,025
Loans and other
financial assets . 3,728 2,429 7 6,164 | 4,245 2,512 28 6,785
Real estate .. .... 16,856 3,863 -1 20,719 12,642 3,742 - 16,384
Total ... | 33,937| 23,281 3,228 | 60,446| 30,631| 22,885 4,519 | 58,036

(1) The composition is partly estimated. - (2) Provisional. - (3) Includes the Bank of Italy and UIC employees’ pension funds. - (4) For

funds formed before the reform of 1993, the data relate only to intermediaries supervised by the Bank of Italy.

According to statistics published by COVIP, in 2002 the averagereturn
on occupational funds and open funds was negative by -3.4 and -13.1 per
cent respectively. The greater losses recorded by open funds reflect the
higher incidence of equity and balanced sub-funds. At the end of 2002, 32.4
per cent of their total assets consisted of bonds and 25.6 per cent of shares,
while investment fund units accounted for 34.4 per cent.



THE SECURITIESMARKET

Share pricesin Italy fell sharply again in 2002. Asin the other major
industrial countries, the large decline in equities reflects their previous
overvaluation, as well the gradual deterioration in expectations of world
economic recovery and the greater uncertainty connected with international
political tensions. The drop in the stock market index was smaller in Italy
than elsewhere in the euro area. The earnings/priceratio, in Italy asin the
rest of the area, rose to approach the prevailing values of the first half of
the 1990s, before the prolonged bull market. The continuing negative
performance of shares discouraged new listings and capital increases. The
capitalization of the Italian stock exchange fell from 48 to 36 per cent of
GDP , after the peak of 70 per cent reached in 2000.

Medium and long-term interest rates on Italian government securities
fell substantially, from 5.2 to 4.4 per cent for the ten-year maturity. The
ten-year yield continued to come down in early 2003, declining to 4 per cent
in mid-May. In real terms, long-term yields in the euro area, derived from
French government securities indexed to consumer prices, fell from 3.2 to
2.4 per cent during 2002. Theyield differential between Italian government
securities and German and French government bonds narrowed. Net issues
of Italian government securities diminished slightly from the previousyear,
in contrast with the large increase registered in the euro area. Banks made
further net disposal's of government securities, while non-resident investors
increased their net purchases.

With a larger number of firms becoming insolvent and the credit-
worthiness of issuers worsening, the international bond market suffered a
sharp contraction. Placements by banks and firms decreased markedly both
inltaly andinthe euro areaasawhole. During the middle months of theyear
therisk premiumsrosefor borrowerswith low credit ratings and companies
in the automobile and tel ecommuni cations sectors, despite the fact that the
decline in the yields on government securities had led to a generalized
reductioninthecost of financing. Themarket in credit derivatives continued
to expand rapidly.

Government securities
Supply and demand. - In 2002 net issues of Italian government

securities decreased by €2.4 billion to €28.7 hillion (Table 54), reflecting
the smaller overall general government borrowing requirement.
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Table 54

BONDS AND GOVERNMENT SECURITIES: ISSUESAND STOCKSIN ITALY (1)
(millions of euros)

Gross issues Net issues Stocks
Q1 Q1 December December March
2001 2002 2003 (2) 2001 2002 2003 (2) 2001 2002 2003 (2)

Public sector 397,447 | 440,599 | 131,887 | 31,173| 28,725| 36,624 | 1,151,660 | 1,154,668 | 1,189,631
BOTs ........ 188,677 | 208,761 | 65,798 | 11,717 -70| 18,713 113,810 113,740 132,453
CTZs ........ 35,528 | 32,556 11,460 | -16,476 8,335 2,259 48,577 59,193 61,977
CCTs(3) ..... 28,330| 44,535| 12,286 | -9,812| -12,290 592 225,961 213,218 213,651
BTPs ........ 119,929 | 133,646 | 31,846 | 38,006| 42,364 5,763 630,765 670,615 675,516
CTES ........ - -1 -1,500 - - - -
Republic of Italy

issues ..... 22,529 | 16,135 9,759 9,049 4,388 9,730 79,809 81,007 89,571
Other........ 2,454 4,966 738 189 | -14,002 -433 52,738 16,895 16,463
Banks ........ 95,777| 92,346 | 23,555 31,834| 32,941| 5,280 334,672 367,969 373,336
Firms ......... 58,001 | 44,400 9,469 | 51,652 | 34,984| 4,218 136,765 171,835 176,070
Total .. 551,226 | 577,344 | 164,910 | 114,659 | 96,651 | 46,121 | 1,623,097 | 1,694,472 | 1,739,037

Memorandum

item:

Buybacks of
government
securities (4) 13,244 - - - - - -

Percentage composition (5)

Public sector 72.1 76.3 80.0 27.2 29.7 79.4 71.0 68.1 68.4
BOTs ........ 47.5 47.4 49.9 37.6 -0.2 51.1 9.9 9.9 11.1
CTZs ........ 8.9 7.4 8.7 -52.9 29.0 6.2 4.2 5.1 5.2
CCTs(3) ..... 7.1 10.1 9.3 -31.5 -42.8 1.6 19.6 18.5 18.0
BTPs ........ 30.2 30.3 24.1 121.9 1475 15.7 54.8 58.1 56.8
CTEs........ - - -4.8 - - - -
Republic of Italy

issues ...... 5.7 3.7 7.4 29.0 15.3 26.6 6.9 7.0 7.5
Other ........ 0.6 1.1 0.6 0.6 -48.7 -1.2 4.6 15 1.4
Banks ........ 17.4 16.0 14.3 27.8 34.1 11.4 20.6 21.7 21.5
Firms ......... 10.5 7.7 5.7 45.0 36.2 9.1 8.4 10.1 10.1
Total .. 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

As a percentage

of GDP ..... 45.2 45.9 13.0 9.4 7.7 3.6 133.0 134.7 137.0

(1) Rounding may cause discrepancies. The data on net issues of BTPs and other government securities in 2002 differ from those published earlier because
buybacks and conversions previously calculated at nominal value are recorded at their actual price. - (2) Provisional. - (3) Comprises only variable-coupon
Treasury credit certificates. - (4) Made by means of the sinking fund for the redemption of government securities. - (5) The percentages shown for the various

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




Figure 42
AVERAGE MATURITY OF OUTSTANDING
ITALIAN GOVERNMENT SECURITIESAND OF NEW ISSUES
(monthly data; years)
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(1) Calculated on securities listed on MTS. - (2) Moving average for the three months ending in the month indicated.

For the first time in three years the Ministry for the Economy and
Finance made net issues of CTZs amounting to €8.3 hillion, after net
redemptions of €16.5 billion in 2001. Net placements of BOTs were
practically nil, compared with€11.7 billionin 2001, while net redemptions
of CCTsincreased from €9.8 hillion to €12.3 billion, as did net issues of
BTPs, up from €38 hillion to €42.4 billion. The share of BTPs rose from
54.81058.1 per cent of total government securitiesat the end of theyear, and
that of CTZs rose from 4.2 to 5.1 per cent, while the proportion of CCTs
declined further, from 19.6 to 18.5 per cent.

In the euro area net issues of government securities grew substantially
from €96.7 billion to €149 hillion (from 1.4 to 2 per cent of GDP; Figure
43). The increase was particularly marked in France and Germany, which
recorded sharply rising public deficits, partly duein Germany to the absence
of the previous year’'s extraordinary revenues from the sae of UMTS
licences. At the end of 2002 the stock of outstanding government securities
issued by euro-area countries amounted to €3,752 billion and 53 per cent
of GDP.

Disposals of Italian government securities by domestic banks
continued, with €21.9 hillion in net sales, while foreign investors made
further net purchases worth €24.4 billion. For the first time since 1998
investment funds made net purchases, which amounted to€6.3 billion. The
private non-financial sector, mainly consisting of households, disposed of
€16.8 billion of BOTsand €5.9 billion of BTPsand purchased CCTsworth
€12billion. At the end of 2002 non-residents held 43.3 per cent of the stock
of Italian government securities, compared with 42.1 per cent ayear earlier.
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Figure 43
GOVERNMENT SECURITIESISSUESIN THE EURO AREA (1)
(as a percentage of GDP)
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Source: ECB.
(1) The data refer exclusively to the issues of government securities denominated in euros or euro-area currencies.

Interest rates. - Interest ratesin the euro areadeclined for all maturities
last year, with those on three- and five-year benchmark BTPs falling by
about one percentage point to 3.0 and 3.5 per cent respectively and those on
ten-year BTPsby 0.8 pointsto 4.4 per cent (Figure44). The declinereflected
a deterioration in expectations of economic recovery and a switch-over by
investors to less risky financial assetsin view of the international tensions
and turbulent stock markets.

Medium and long-term nominal yields in the euro arearose further in
thefirst quarter of 2002, continuing the trend that had begun in the last two
months of 2001 following the successful outcome of military operations
in Afghanistan and the improvement in forecasts of world economic
growth. From mid-May to the end of September the deterioration in the
macroeconomic outlook and the increased variability of equity prices
pushed fundsinto bonds, causing asharp fall inrates. Towardsthe end of the
year the escalation of the Iragi crisis continued to drive rates down until
military operations began in early March. In mid-May theyield on ten-year
benchmark BTPs stood at 4 per cent.

Theweaknessof theeconomy wasreflected in aflatter euroyield curve.
The differential between Italian BTPs and German and French government
securities continued to decrease (Figure 44), narrowing especially sharply
in the last quarter owing to the substantial deterioration in those two
countries' public accounts.

Real long-term ratesin the euro area, derived from the prices of French
ten-year government bonds indexed to euro-area consumer prices, stood
at 2.4 per cent at the end of the year, representing a decline of about 0.8
percentage points.



Figure 44
GROSSYIELDSON 10-YEAR ITALIAN AND GERMAN SECURITIES
AND MAIN INTEREST RATE DIFFERENTIALS
(weekly data; percentages and percentage points)
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(1) Yields on benchmark ten-year bonds. - (2) Differential between ten-year BTP and the corresponding Bund. - (3) Simple average of
yield differentials between Republic of Italy issues and IBRD bonds with similar characteristics. - (4) Differential between ten-year Bunds
and ten-year euro swaps.

The volatility implied by the prices of options on ten-year Bund futures
diminished in the first four months of the year before increasing sharply in the
second half (Figure 45).

The secondary market. - Average daily turnover on the screen-based
market in government securities(MTS) declined by 5.8 per cent to<€8.6 billion,
while on the MOT segment of the Italian Stock Exchange it rose by 16.5 per
cent to<€0.5 billion. Repo trading on M TSincreased further, with daily turnover
risng from €27.9 billion to €42.9 hillion. Turnover in euro-area government
securities on EuroM TS in London fell from €3.8 billion to €2.9 hillion.

Markets in interest-rate derivatives. - Marked uncertainty about the red
economic outlook and the consequent fluctuations in security prices fueed
trading in interest-rate derivatives. Average daily turnover in ten-year Bund
futures rose by 7.4 per cent and that in three-month euro-deposit futures by
17.2 per cent.
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Figure 45

EXPECTED VOLATILITY OF 10-YEAR BUNDS (1)
(daily data; percentages on an annual basis)
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Source: Bloomberg.
(1) Volatility implied by options on futures quoted on EUREX.

Bank and corporate bonds

Net issues of medium and long-term bonds by Italian banks and firms
amounted to €64.5 billion, 40.4 per cent less than in 2001 (Table 55). Net
placements by non-financial firmsfell from €27 billion to€5.7 billion and
those by banks and non-bank financial corporations respectively from
€46.1 billionto €32.7 hillion and from €35.2 hillion to €26.1 hillion. The
substantial fall-off in net issues by non-financial firms mainly reflected the
smaller volume of fundsraised on the international market by major private
issuers in the telecommunications and automobile sectors. Public sector
issues associated with securitizations amounted to some €9.6 billion.

The decline in bond issues affected all the leading economies. In the
euro areaas awhole, net issues by banks and firmsfell by 32 per cent, from
€437.9hillionto€298 billion, with aparticularly sharp declineinissueshby
banks and non-financial firms, down by 29 per cent and 70 per cent
respectively, and a more modest one in the case of non-bank financial
corporations (3 per cent). In the United States, they diminished overall by
27 per cent, from €809.1 billion to €588.9 billion. International market
placements by euro-area issuers were 31 per cent less than in the previous
year, diminishing from€590.8 billion to €405.9 billion, although the share
of international bondsintotal outstanding private sector securitiescontinued
to grow, from 63 to 68 per cent.

The contraction in bond issuesin 2002 broke off the expansion that had
been under way since the single currency’s launch in 1999. Between that
year and 2001 average annual private sector placements in the euro area



amounted to €411.2 billion compared with €154.9 hillion in the previous
three-year period. In the United States they rose from €383.1 hillion to
€553.3hillion. At theend of 2002 the stock of outstanding bondsin theeuro
area amounted to 59 per cent of GDP, against 37 per cent in 1995, whilein
the UStheratio rosefrom 38 to 60 per cent. Theincrease was greatest inthe
non-financial sector, largely owing to the boom in international market
placements. Net issues of international bonds by euro-area companies
averaged €483.8 hillion a year between 1999 and 2001, compared with
€142.4 hillion in the previous three-year period; in the United States they
amounted to €537.5 billion against €165.3 billion.

Table 55
MEDIUM AND LONG-TERM BONDS OF BANKSAND FIRMS
INITALY AND THE EURO AREA (1)
(at face value; millions of euros)
Net issues (2) Stocks as a % of
GDP (3)
2000 2001 2002 2000 2001 2002 2002
Italy
Banks ................ 36,097 | 46,095| 32,669 | 324,338| 370,429| 402,262| 32
Other financial
corporations ........ 16,263 | 35,189 | 26,130 29,718 65,102 90,915 7
Non-financial
corporations (4) ..... 7,555 27,029 5,718 61,700 88,114 92,988 7
Total . .. 59,915| 108,313 | 64,517 | 415,756| 523,645| 586,165| 46
of which:
international market (5) 49,389 | 75,590 | 35,051 | 138,863| 212,950 248,214| 20
Memorandum item:
public sector ........ 36,165| 21,347 8,821 |1,014,996(1,037,474(1,038,457| 83
Euro area
Banks ................ 239,162 | 225,621 | 159,319 |2,689,467(2,929,233 (3,047,287 43
Other financial
corporations ........ 102,865 | 112,839 | 109,104 | 362,162 477,582 566,500 8
Non-financial
corporations (4) ..... 92,116 | 99,472 | 29,567 | 421,846| 524,907| 536,008 8
Total ... | 434,143 | 437,932 | 297,990 |3,473,475|3,931,722|4,149,795| 59
of which:

international market (5) | 467,171 | 590,836 | 405,902 |1,869,451|2,460,497|2,808,001| 40

Memorandum item:
public sector ........ 123,036 | 97,532 | 136,186 |3,379,114(3,478,314 (3,601,435 51

Sources: For the euro area, based on ECB and BIS data.

(1) Partly estimated. The nationality and sector are those of the parent company and not of the issuer. The distribution according to sector
is affected by differences in the classification systems used by the ECB and the BIS. - (2) Difference between nominal value of
placements and redemptions. - (3) Percentages. - (4) For Italy, includes issues by the State Railways. - (5) The international market
consists of bond issues sold partly to residents of countries other than that of the issuer.
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The yield on euro-denominated bonds of non-financial companies on
the international market fell by 0.9 percentage points during 2002 to 4.7 per
cent. Thedecline affected all ratings, with AAA bondslosing 1.2 pointsand
BBB 0.8. During the middle months of the year risk premiums rose sharply
for some categories of issuer and were partly responsible for the large
reduction in non-financial firms' net issues (Figure 46).

Figure 46
CORPORATE BOND YIELD DIFFERENTIALS (1)
(daily data; percentage points)
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Source: Based on Merrill Lynch data.

(1) Yields on fixed-rate euro-denominated Eurobonds with a residual term to maturity of not less than one year issued by non-financial
corporations resident in countries whose long-term foreign currency debt bears a rating not lower than Baa3 or BBB-. - (2) Yield differential
between AAA-rated bonds and government securities (French and German).- (3) Yield differential between BBB-rated and AA-rated
bonds. - (4) Yield differential between all bonds issued by the non-financial sector and government securities (French and German).

The past five years have seen strong growth in the market for credit
derivatives. The British Bankers' Association estimates that at the end of
2002 they had reached a notional value of nearly $2 trillion and were
increasing fast, although not yet to thelevel of over-the-counter interest-rate
and exchange-rate derivatives, which amounted to $60 trillion and $16
trillion respectively. Most of the trading takes place on the New York and,
to asmaller extent, the London and Tokyo markets and is handled by atight
group of international banks; the issuers obtaining coverage now number
nearly 2,000. Themost commonform of credit derivativeisthecredit default
swap, whichissimilar to an option and entitlesthe purchaser to receivefrom
the seller the nominal value of a security issued by a given company when
it runs into solvency difficulties.

The equity market

Share pricesand trading. - 1n 2002 share pricesfell sharply inthe euro
area. The Dow Jones Euro Stoxx index of the shares of the area’s largest
companies in terms of market capitalization declined by 35 per cent, after



falling by 20 per cent during 2001 (Figure 47). The drop was particularly
sharp in Germany and France (43 and 34 per cent respectively). In Italy and
Spain it was less pronounced, similar to that in the United Kingdom and
United States (about 25 per cent). At theend of April 2003 the stock-market
indiceswere down from the peak values of 2000 by 61 per cent in Germany,
57 per cent inthe euro area, 49 per cent in Italy and 40 per cent in the United
States. Asintheprecedingtwoyears, hugelosseswererecordedintheprices
of technology stocks: 63 per cent in the Neuer Markt, 53 per cent in the
Nouveau Marchéand 50 per cent inthe Nuovo Mercato. Firmsin traditional
sectors also suffered a sharp drop in share prices, particularly in the third
quarter of the year.

Figure 47
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Source: Bloomberg.
(1) Indices: MIB for Italy, Dow Jones Euro Stoxx for the euro area, Standard & Poor’s 500 for the United States.

Thelarge declinein equitiesin the euro areawas due above all to their
previous overvaluation, compounded in 2002 by the gradual deterioration
in expectations of economic recovery intheleading industrial countriesand
the consequent downward revision of corporate earnings forecasts. In a
number of countries share prices were also affected by the discovery of
accounting irregularities in large corporations, which prompted doubts
about the reliability of information made public on listed companies. Other
factorswerethegrowing tensionsinthe Middle East and, to asmaller extent,
the persistent tensions in Central Asia. After picking up briefly in October
and November, equities began to slip again in December as the imminence
of armed conflict in Iraq fueled uncertainty about the duration and
repercussions of the international crisis.

The fal in equities during recent years has reached considerable
proportions by historical standards. The declineinreal termsin the general
US stock-market index in 2000-2002 was equal to 44 per cent, not far from
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the47 per centrecordedin 1972-1974 withthefirst oil shock and smaller only
than at the start of the Great Depression, whenit fell by 61 per cent between
1929 and 1931. In Italy, on the other hand, the general stock-market index
decreasedinreal termsby 46 per cent in 2000-2002; excluding thetwoworld
wars, thiswas very closeto the 47 per cent declineregistered in 1929-1931
but less than in 1962-1964 (54 per cent) or 1974-1976 (57 per cent).

Thevolatility implied by the prices of options on share indices became
extremely high between June and September 2002, more so than after the
11 September attacks. At the end of April of this year prices in some
euro-area indices remained extremely volatile.

The experience of past years has shown that financia anaysts
forecasts for corporate earnings tend to be over-optimistic. Forecasting
errors may involve the variability aswell asthe level of expected earnings,
and affect the volatility of prices. Empirical analyses of a sample of listed
Italian securities suggest that the phenomenon may be anything but
negligible.

The large decline in share prices in the euro area pushed the
earnings/price ratio above the average for the first half of the 1990s, when
prices had not yet begun their sharp climb (Figure 48).

Figure 48

CURRENT EARNINGS/PRICE RATIOS
IN SELECTED INDUSTRIAL COUNTRIES
(end-of-month data; percentages)
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Source: Thomson Financial.

The industrial sectors in the euro area where share prices fell most
sharply in 2002 were computers, electronics, mass media, pharmaceuticals
and telecommunications. M oremoderate decreases occurred in automobiles
and, aboveall, electricity and oil products. Thelossesin bank and insurance



company shares, which went down by 24 and 46 per cent respectively, were
much greater than in the United States, where they fell by 8 and 16 per cent.

The better performance of Italy’s stock market in 2002 compared with
those of the other main euro-area countriesreflectsthe substantial riseinthe
value of energy stocks, which declined elsewhere, and the smaller fall in
telecommunications and insurance. However, in the automobile and
electricity sectors equities fell more than the area averages.

The prices of insurance company equities declined lessin Italy thanin
the other main euro-area countries, 30 per cent compared with 40 per cent
inFranceand 57 per centin Germany. Thiscan bepartly ascribedtothesmall
proportion of sharesin the portfolios of Italian companies.

Theaveragedaily turnover of equitiesin theItalian stock market edged
down dlightly, from €2.5 billion to €2.3 billion. The proportion involving
shares on the MIB30 index rose from 82 to 89 per cent.

Supply and demand. - The persistent fall in share prices further
dampened new equity issues so that therewere only 5 new listingson Italy’s
main market and none on the Nuovo Mercato, compared with 13 and 4
respectively in 2001. Thecapital raised by listed and newly-listed companies
declined from €6.2 billion to €3.9 billion and from €0.2 billion to €0.1
billion on the Nuovo Mercato (Table 56).

In 2001-2002 the average annual value of share issues in the G10
countries fell by about half compared with 1995-2000 to $200 billion and
from 1.8 per cent of the stock-market capitalization to 0.9 per cent. The
declinewas sharpest in US share issues, which dropped from 59 per cent of
total issues in 1995-2000 to 42 per cent. Around 500 companies were
listed each year in the G10 countries in 2001-2002, compared with 1,200
in 1995-2000. The decline was largest in the mass media and tele-
communications sectors.

At the end of March 2003, 265 companies were listed on the Italian
Stock Exchange compared with 276 at the end of 2001. In the same period
total market capitalization fell from €587 hillion to €410 billion and from
48 to 33 per cent of GDP.

Themany casesof mismanagement of listed companiesintheindustrial
countries, illustrated by the collapse of major corporations such as Enron,
and the consequent loss of investor confidence prompted a review of
corporate governance rules and of the controls designed to avoid such
events. At the beginning of 2003 the Italian Stock Exchangeintroduced new
rules to regulate insider dealing, under which companies must make
quarterly reports of all purchases and sales of more than €50,000 of their
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shares by a list of persons, including directors and their relatives. The
companies must also give prompt notice of any operations exceeding
€250,000 in value. Almost all the companies listed on the MIB30 decided
to institute lower thresholds than those fixed by the Stock Exchange and to
include stock options granted to senior managers among the operations
subject to disclosure requirements.

Table 56

MAIN INDICATORSOF THE ITALIAN STOCK EXCHANGE (1)
(millions of euros unless otherwise indicated)

1997 1998 1999 2000 2001 2002
Listed Italian companies (number
atendofyear)............... 209 219 247 276 276 275
ofwhich: onthe Nuovo Mercato - - 6 39 44 44
Total market capitalization (2) ... | 309,896 | 481,065 | 721,128 | 812,443 | 587,467 | 453,513
ofwhich: onthe Nuovo Mercato - - 6,981 22,166 12,489 6,438
as a percentage of GDP .. ... 30.2 44.8 65.1 69.7 48.3 36.0
percentage breakdown:
industry .................. 31 24 20 21 23 25
insurance ................. 15 16 11 14 13 11
banking .................. 19 27 23 25 23 22
finance ............. ... .. 4 3 3 3 3 3
SeIViCes .................. 31 30 43 37 39 39
Total . .. 100 100 100 100 100 100
Gross share issues (3) 4,097 7,070 22,543 9,148 6,171 3,891
ofwhich: onthe Nuovo Mercato - - 212 4,402 222 115
Market capitalization of newly
listed companies (4) ......... 6,575 21,772 | 186,403 30,151 10,579 2,971
of which: foreign companies . 0 8,918 | 120,159 0 0 0
ofwhich: onthe Nuovo Mercato - - 1,345 22,108 458 0
Dividends distributed .......... 6,255 7,024 9,944 16,013 30,549 18,679
Earnings/price ratio (5) ........ 4.6 3.9 3.4 4.5 6.0 5.9
Dividend/price ratio (5) ......... 1.7 1.6 15 2.1 2.8 3.8
Turnover (6)
stock exchange ............ 175,238 | 424,339 | 503,164 | 844,035 | 619,605 | 572,654
futures on MIB30 index . . . . .. 477,725 | 977,751 | 905,841 | 984,392 | 829,416 | 673,860
options on MIB30 index .. ... 125,099 | 267,247 | 264,181 | 323,166 | 246,555 | 176,636
Annual change in prices (7). . ... 58.2 41.0 22.3 5.4 -25.1 -23.7
Turnoverratio(8) ............. 69 107 84 110 89 110
(1) Excludes the Mercato Ristretto. - (2) Italian companies; at end of period. - (3) Italian companies. The value of share issues is
obtained by multiplying the number of shares issued by the issue price. - (4) Sum of the capitalization values of each company on the
placement date. - (5) Source: Thomson Financial. End-of-period data. Percentages. Current earnings and dividends. - (6) Italian
companies. - (7) Percentage change in the MIB index during the year. - (8) Italian companies. Turnover as a percentage of average
market capitalization for the year.

In April of thisyear Consob approved some changesto the regulation
of the Italian Stock Exchange. Under the new rules for companies seeking
listing on the Nuovo Mercato, the minimum requirement for public
placementsof their sharesisraised from 20to 30 per cent and their minimum



net worth from €1.5 million to €3 million. In addition, barring a few
exceptions, firms less than three years old must have among their
shareholders, since at least one year earlier, institutional investors with a
minimum stake of 10 per cent; they are subject to lock-up (i.e. they are not
allowed to sell their shares before a fixed period has elapsed). Moreover,
companies seeking listing or already listed on the Nuovo Mercato must
comply with certain corporate governance requirements relating to the
composition of their board of directors, internal control committee and
remuneration committee. The minimum capitalization required for
companiesto belisted onthemain market wasraisedfrom€5millionto€20
million. Companies in the Star segment must comply with the new
provisions of the Code of Conduct for companieslisted on the Italian Stock
Exchange, particularly as regards the operation of their internal controls
committee.

Following an 1PO the Italian Stock Exchange added 94 per cent of the
capital of Montetitoli, the Italian company running the central securities
system, to its existing 4.1 per cent.

The derivatives market. - In 2002 the average number of contracts
traded daily on the Italian derivatives market rose by 1 per cent.
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SUPERVISION OF BANKS
AND OTHER INTERMEDIARIES

Thissection of the Report fulfilsthe Bank of Italy’sobligation to publish
an annual report on its supervision of banks and other intermediaries
pursuant to Article 4 of Legidlative Decree 385 of 1 September 1993; in
particular, it sets out the criteria and methods followed in the Bank’s
supervisory activities and describes the actions taken in 2002.

In 2002 the slowdown in economic activity, the weakness of equity
markets, thefinancial crisesof some countriesand important companies|ed
regulatory authorities to intensify their examination in international fora of
signs of fragility and to check on the resilience of financia systems. The
Basel Committee continued its work on the revision of the Capital Accord.
In Europe changes were made to the bodies and procedures involved in
financial legislation with the aim of speeding up the process.

The Financial Stability Forum focused itswork on measuresto counter
the causes of vulnerability in the functioning of markets. The competent
authoritieswereencouraged to pursuetheactivity aimed at strengtheningthe
ruleson corporate governance, accounting and the disclosure of information
to the market. The Forum also called for action to improve the transparency
and control of the techniques for transferring credit risk.

In April 2003 the Basel Committee published the third consultation
document for the new Accord on banks capital; the new version is
scheduled to comeinto forcein 2006. The main changes compared with the
earlier documents concern the reduction in the capital requirements for
exposures to small and medium-sized enterprises, the introduction of
measuresto reducethe potential pro-cyclical effectsof thenew rules, andthe
simplification of the overal regulatory framework. The results of the
guantitative impact study on the proposed new Accord have been rel eased
by the Committee and are basically consistent with the objective of
obtaining, on average, levelsof minimum capital similar to the present ones



and providing incentives for banks to move progressively towards more
accurate methods of measuring risk.

Within the European Union, in December 2002 the Ecofin Council
approved the reform of regulation, supervision and financial stability that
extends the Community structures and |egislative procedures proposed by
the Lamfalussy Report in 2001 to the banking and insurance industries.
Already appliedin the securitiesindustry, thereformisintended to speed up
the approval of Community legislation and ensureits uniform transposition
into national legal systems. Further progress was also made in the
implementation of the Commission’s Action Plan, launched in 1999 to
achieve the internal market for financial servicesin an organic manner; to
date 34 of the 42 measures originally proposed have been approved.

In parallel with the Basel Committee, the European Commission is
working on rules for the capital requirements applicable to banks and
investment firms. It isintended that aproposal for adirectivetaking account
of the special features of European intermediaries be published early in
2004.

Asregards Italian legislation, in January 2003 Parliament approved a
reform of company law intended to simplify theexisting provisions, increase
companies freedom in drawing up their bylaws, enhance the
entrepreneurial nature of firms and broaden the range of fund-raising
mechanisms. Inview of itsgeneral scope, thereformwill aso apply to banks
and other intermediaries subject to supervision, except for mutual banks
subject to specia laws (“ cooperative a mutualita prevalente”).

In March 2003 the Interministerial Committee for Credit and Savings
approved the Bank of Italy’s proposal for an overhaul of the rules on the
transparency of contractual terms and conditions, aimed at increasing the
effectiveness of the protection of users of banking and financia services.
The new rules cover the various aspects of savers relations with
intermediaries, such as the preliminary disclosure of conditions, the
conclusion of contracts, and periodic and closing information.

In the asset management field provisions have been adopted toincrease
the operational flexibility of investment funds and strengthen
intermediaries’ organizational defenceswith respect totherisksthey takeon
by supplying clients with products offering a guaranteed minimum rate of
return and/or the repayment of the capital invested.

The reorganization of the financial system has proceeded at a
particularly rapid pace in the banking industry. Some large groups were
involved in consolidations, frequently accompanied by plans for the
restructuring of the companies belonging to the group. The largest
cooperative banks also engaged in merger activity. The expansion in the
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countries of Central and Eastern Europe with good growth prospects
continued, whilebankstook stepsto rationalizetheir presencein theleading
financial centres.

Asregardsthe asset management industry, last year saw an increasein
the number of companiesin operation, mainly asaresult of theentry of some
specialized in closed-end funds and others in hedge funds. Within the
various groups there was a further concentration of the activity of asset
management; the supply of investment fundswas broadened and diversified
in relation to the various types of clients.

In 2002 the banking system coped with the effects of the adverse
cyclical conditions and the negative performance of the financial markets
from astronger position than in the past, thanksto the gainsin efficiency and
profitability achieved in the last few years.

Bank loans continued to outpace GDP, athough the growth slowed
compared with that of the three previous years. The quality of credit
deteriorated, but only to alimited extent owing to theimprovement infirms
financia positions and the refinement of the criteria used by banks in
selecting borrowers.

Banks exposures to the telecommunications industry declined; the
growth in lending to the sectors most affected by international tensions
slowed sharply. The total value of large exposures fell by 6 per cent; the
exposure of Italian banks to countries at risk is one of the lowest by
international standards.

The rate of return on bank capital fell from 9.1 to 6.4 per cent, which
was nonethel ess higher than the average of the 1990s. The capital adequacy
ratio of the banking system as awhole rose from 10.4 to 11.2 per cent. For
the leading groups the return on equity fell from 12.5 to 6 per cent; the
solvency ratio rose by morethan one percentage point to 10.6 per cent, partly
as a consequence of supervisory action.

Theweakness of the financial marketswasreflected in the profitability
of asset management companies and investment firms. The former saw net
profits fall by 35 per cent, while overall the latter recorded a loss of €42
million, compared with a profit of €110 million in 2001.

Thereturn on equity of financial companiesrose, primarily owingtothe
reduction in their fund-raising costs and the growth in revenues from the
supply of services complementary to financing.

The stability of the banking system is confirmed by off-site analysis,
which showsrelatively limited shiftsinintermediaries’ technical situations.
Theinspections carried out by the supervisory authority show that the cases
of fragility are restricted exclusively to small banks;, in 1999-2002



unfavourable assessments concerned intermediaries with 5 per cent of the
banking system’s total assets, compared with 8 per cent in the previous
four-year period.

Banking supervision in 2002 focused primarily on building up the
capital strength of the main banking groups, controlling the concentration of
credit risks by sector of economic activity and individual borrower, and
checking the comprehensiveness and effectiveness of banks risk
management and control systems.

Asregards credit risks, the collection of dataon banks' exposure to the
telecommuni cationsindustry has been put on asystematic basis; theleading
banking groups have been asked to submit periodic reports on the finance
provided totheir fifteen top counterparties; and the economic and prudential
impact of theuse of credit derivativesand securitizations has been analyzed.
Asregardsfinancial risks, last year saw further activity aimed at theanalysis
and recognition of the internal models used by the leading intermediaries.

The fall in the profitability of asset management companies and
investment firmswasreflectedinthedeteriorationintherelated evaluations;
in 2002, out of atotal of 54 intermediaries deemed to be in an anomalous
situation, 45 wereinvestment firmsaccounting for 11 per cent of the sector’s
total revenues.

The supervision of investment firms and asset management companies
focused on their ability to guarantee the regularity of their operations and
remain profitablein periods of market turbulence, and on the need for some
intermediaries belonging to groups that have been restructured in recent
yearsto bring their organizational arrangementsinto line with theincreased
volume of assets under management. Some investment firms were told to
draw up plans to strengthen their capital bases and to eliminate the
organizational weaknesses found.

Financial companies were invited to improve their internal control
systems and the management of risks connected with the quality and
concentration of their loan portfolios.
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THE REGULATORY FRAMEWORK

I nternational cooperation and Community legislation

International cooperation. - Against abackground of weak economic
growth, uncertainty about developmentsin the financial markets and, more
in general, serious international crises, international cooperation fora
devoted particular attention to the effects of these factors on the stability of
financia systems. Analyses of market trends were accompanied by studies
inthefield of regulation and cooperation aimed at improving the soundness
of the systems.

Community legislation. - Implementation of the Financial Services
Action Plan, launched by the Commission in 1999 for the systematic
completion of the internal market for financial services, is progressing. Of
the 42 measures originally contemplated, 34 have been approved. The
Lisbon European Council of 2000 set the end of 2005 as the deadline for
completing the Plan.

Directive 2002/87/EC on the supervision of financial conglomerates
was approved. Its aim is to strengthen the overal effectiveness of the
controls on the different financial undertakings within a conglomerate,
which are already subject to sectoral supervision. Thedirective specifiesthe
guantitative criteria serving to identify the conglomerate, the prudential
rules for capital adequacy, risk concentration and intra-group transactions,
and the proceduresfor coordination among the authoritiesthat supervisethe
different components of the conglomerate.

The Commission drafted a proposal for the revision of Directive
93/22/EEC oninvestment servicesin the securitiesfield. The proposal aims
to establish uniform rules regarding markets and trading systems and to
include new services and a greater number of financial instruments within
the scope of the directive.

Thereform of financial regulation, supervision and stability in Europe

Following the mandate received from the Ecofin Council in May 2002,
the Economic and Financial Committee drew up areport proposing changes



inthefield of financial regulation, supervision and stability inthe European
Union, which the Ecofin Council subsequently approved on 3 December
2002.

The reform extends to the banking and insurance industries the
decision-making structures and legislative procedures proposed by the
Lamfalussy Report in 2001 and already applied in the securities sector. The
approach comprises four different levels.

Thefirst level concernsthedrafting of primary legislation. Asprovided
for by the EC Treaty, the Commission drafts the proposals for regulations
and directives, whose scope is limited to laying down general principles.

The second level is entrusted with the preparation of secondary
legidation. Inthisregard, moreextensiveusewill bemade of thecomitology
procedure based on Article 202 of the EC Treaty. According to this
procedure, the Commission will draft secondary legislation with the
assistance of committees of representatives of economic and finance
ministries for, respectively, the banking, securities and insurance sectors.
Another committee will handle the second-level activity for the
implementation of the legidative measures regarding financial
conglomerates contemplated by Directive 2002/87/EC.

At thethird level, technical committees are to provide the Commission
with advice in drafting the legidlative and regulatory proposals regarding
financial services. They will also serve to ensure coordination of national
authorities' transposition of Community legislation into national 1aw and of
the performance of supervision.

Finally, the fourth level is devoted to checking the implementation of
Community legislation. The powers of the Commission are strengthened,
and it will monitor compliance with legislation on the part of member states
and bring legal actions against those found to be non-compliant.

Provision has been madefor the Economic and Financial Committeeto
contribute to the Ecofin Council’ swork onthe analysisof financial stability
by organizing ad hoc working sessions.

Thereform of the capital adequacy rules

Thethird consultation document. - TheBasel Committeereleased the
third consultation document for the new Capital Accord at the end of April
2003. The principal changes compared with the earlier versions concern the
reduction in the capital requirements for loans to small and medium-sized
companies and for small loans, and the introduction of further measures to
curb the potential pro-cyclical effects of the new rules. In addition, the
overall structure of the Agreement has been considerably simplified.
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Partly on the basis of the studies carried out by the Bank of Italy, loans
to companies with up to €50 million of annual sales are subject to alower
requirement thanthoseto larger companies, credit risk being equal . Reduced
requirements are applied to corporate loans of less than €1 million.

The Committee hasdecided to ask banksto carry out stresstestsontheir
levels of capital adequacy. The exercise will alow the supervisory
authorities to check that intermediaries have sufficient capital buffers to
absorb the effects of the business cycle, thereby avoiding credit supply
restrictions.

Italian legislation

The reform of company law. - The reform of company law
(Legidative Decree 6 of 17 January 2003, implementing Enabling Law 366
of 3 October 2001) marks an important step in the broader process of the
revision of economic law.

The reform is general in scope and also applies to entities - such as
banks, financial and securities intermediaries, and companies that operate
regulated markets - governed by sectoral regulations. Mutual banks do not
fall within its scope.

Thefundamental optionsarein line with the evolution of company law
in other industrial countriesand with its projected development at EU level.

The rulesfor companies limited by shares are diversified according to
the degree of their recourseto the equity capital market. In corporationsthat
are not listed and whose shares are not widely held (so-called closed
corporations), the rights of participation and withdrawal, control systems
and transparency rules are calibrated to the situation of firms with a small
number of shareholders and characterized, inter alia, by the absence of an
active market for their shares. For so-called open companies, the rules are
basically similar tothoselaid downfor listed companiesby the Consolidated
Law on Financial Intermediation.

With regard to corporate governance, the role and the value of the
management function are enhanced. To this end, there are stricter rules
governing conflicts of interest, better definition of the tasks assigned to the
board of directors and managing directors, and the choice - left to each
company’s bylaws - among three different models of management and
control: the traditional Italian model, with a board of directors (or sole
director) and a board of auditors; the one-tier system based on the
Anglo-Saxon model, wherean internal control committeeisset upwithinthe
board of directors; and the two-tier system of German origin, where the
company isrun by a management board appointed by a supervisory board,
which also supervises operations and approves the annual accounts.



The provisions governing the control bodies and the new rules on
guorum in shareholders’ meetings and on participatory rights attributed to
shareholders are intended to strengthen the mechanisms for the control on
management’s activity.

The reform increases the options available to firms to raise capital,
allowing them to issue financial instruments already widespread in the
international markets. It permits a greater diversification of the rights
attaching to shares and provides for new participation securities endowed
with ownership and administrative rights established by company bylaws.
Therules on dedicated assets enable firmsto set up separate pools of assets
or revenues and link creditors' claims to them. The scope for raising debt
capital directly is broadened: listed companies may issue, without limit,
bonds traded in regulated markets; for unlisted companies the reform
extends the ordinary limit to two times capital and reserves and allows the
issue to be unlimited if the securities are reserved to professional investors
subject to prudential supervision, whoin certain circumstancesareliablefor
the solvency of the company if the securities are subsequently put into
circulation.

Other measures implementing Law 366/2001 were Legidative
Decree 61 of 11 April 2002, on penal and administrative offencesregarding
commercia companiesand Legislative Decree5 of 17 January 2003, which
introduces procedural rules aimed at ensuring the rapid settlement of
business disputes.

Implementation of Directives 2001/24/EC, 2002/47/EC, 2001/107/EC
and 2001/108/EC. - Law 14 of 3 February 2003 (the Community
Legidlation Implementation Law for 2002) delegates authority to the
Government to adopt legislative decrees implementing the Community
directives on the reorganization and winding-up of credit institutions
(Directive 2001/24/EC), financia collateral arrangements (Directive
2002/47/EC), and investment funds and open-end investment companies
(Directives 2001/107/EC and 2001/108/EC).

The directive on the reorganization and winding-up of credit
ingtitutions, which will enter into force on 5 May 2004, regul ates the crises
of banks with branches in more than one member state. For its
implementation, the Government is authorized to coordinate the provisions
on crisis procedures of the 1993 Banking Law and the 1998 Consolidated
Law on Financial Intermediation with those on the administrative liability
of legal persons (Legidative Decree 231 of 8 June 2001).

The directive on financial collateral arrangements aims at ensuring a
simple and effective regime for the provision and the certain and rapid
realization of financial collateral.
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Collective investment undertakings. - Following the implementation
of the directives on investment funds and open-end investment companies,
management companies will be alowed to operate subject to mutual
recognition and the category of fundsthat may befreely marketed withinthe
Union will be expanded to include many currently considered
non-harmoni zed.

Secondary legidlation

Transparency of contractual conditions. - On 4 March 2003 the
Credit Committee, acting on a proposal from the Bank of Italy, adopted a
resolution concerning transparency of contractual conditions that
thoroughly revises the provisions governing the matter, introducing rules
that reflect the objectives of protecting the users of banking and financial
services and promoting competition. By strengthening the instruments of
transparency, the new rules are consistent with the approach constantly
followed by the Bank of Italy for the protection of bank customers.

The resolution lays down the basic principles and rules of the new
provisions with regard to the different moments of the customer’s
relationship with the intermediary: prior disclosure of the conditions of
contract, the conclusion of contracts, periodic statements and the final
statement of the account. In view of the new channels of distribution for
banking and financial products, specific provisionsgovern compliancewith
transparency requirements in the case of door-to-door selling and where
distance communication techniques are used. The Bank of Italy isentrusted
with issuing the implementing regulations.

Outsourcing. - Supervisory instructions were issued in July 2002
specifying the guidelines under which banks may outsource certain
activitiestraditionally performed at branches to other banks of the group or
to companies specialized in the use of distance communication techniques
acting in the name and on behalf of the bank engaging them. Outsourcingis
permitted provided the arrangements ensure compliancewith the provisions
concerning the performanceof theindividual transactionsand adopt specific
safeguards to preserve conditions of sound and prudent management.

Securitizations. - Rules wereissued in February 2003 governing the
treatment for capital adequacy purposes of asset securitizationswith clauses
that permit the operation to be terminated in advance viathe redemption of
the securities by the special-purpose vehicle and the repurchase of the assets



by the originator upon the occurrence of certain conditions. In view of the
fact that such clauses expose the originator to risks equivalent to those
existing before the securitization, the rules establish a capital requirement
equal to that applied to the securitized portfolio.

Guaranteed  portfolio  management. - Measures  regulating
guaranteed individual and collective investment portfolios - products
requiring the manager to redeem the capital invested and/or pay aminimum
return - were issued in January 2003. In particular, rules were adopted to
strengthen intermediaries’ organizational safeguards with respect to the
risks taken on in supplying these products to customers.

Electronic money institutions. - On 4 March 2003 the Credit
Committee, acting on aproposal fromthe Bank of Italy, adopted aresolution
on electronic money institutions implementing Title V-bis of the 1993
Banking Law. The resolution, fashioned after the similar rulesin force for
banks, concerns sharehol dingsin electronic money institutions, supervisory
regulation, and controls on the Italian branches of institutions authorized in
other EU countries. The Bank of Italy will issue the related implementing
provisions.

Capital adequacy of investment firms. - A measure issued in June
2002 made it possible for Italian investment firms to calcul ate their capital
requirements against market risks using an internal model as an alternative
to or in combination with the standardized method. Permission is subject to
validation of theinternal model by the Bank of Italy. The measure indicates
the requisite features of the risk-measurement model, the method for
calculating capital adequacy, and the conditions and procedures for
validating the model.

Asset management companies and Italian collective investment
undertakings. - Decree 47 of 31 January 2003, issued by the Minister for
the Economy and Finance to implement Law 410 of 23 November 2001,
amended theregul ationsgoverning real -estateinvestment funds. Thedecree
also contains provisions regarding closed-end funds investing in securities
and/or real estate, which are granted permission to raise funds through
multiple issues of shares and to redeem shares early, and hedge funds, for
which the minimum subscriptionisreduced from €1 millionto €500,000
and the maximum number of participants increased from 100 to 200.

Financial intermediaries. - Ruleswereissuedin October 2002 for the
administrative and accounting organization and internal control systems of
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intermediaries entered in the special register under Article 107 of the 1993
Banking Law. The measure establishes a regulatory framework which, on
the basis of the principles of good organization applying to all entities
supervised by the Bank of Italy, givesintermediaries scopefor flexibility in
order to adjust their structure to their actual operations.



THE STRUCTURE OF THE FINANCIAL SYSTEM

At the end of 2002 Italy had 814 banks and 616 other supervised
intermediaries (asset management companies, investment firms and
financial companies, Table 57). These two categories of institutions
administered assets, including thosein custody or under management, worth
respectively €1.65 trillion and e470 billion and provided financing of €1.3
trillion and €390 billion. Banks and other supervised intermediaries had

respectively 343,900 and 21,600 employees.

Table 57

THE STRUCTURE OF THE ITALIAN FINANCIAL SYSTEM

31 December 2001

31 December 2002

Interme-
diaries

No. of branches

Interme-
diaries

No. of branches

Italy Abroad Italy Abroad
Banks ... 830 | 29,270 91 814 | 29,926 88
of which: limited company banks (1) ...... 252 | 21,081 81 253 | 22,924 81
cooperative banks (banche
popolari) ........... ... .. ..., 44 | 5,036 10 40 | 3,704 7
mutual banks (banche di credito
cooperativo) .................. 474 3,044 - 461 3,192 -
branches of foreign banks . ..... 60 109 - 60 106 -
Investment firms ........ ... ...l 162 - - 158 - -
Asset management companies and SICAVs 132 - - 142 - -
Financial companies entered in the register
referred toin Art. 106 of the Banking Law | 1,376 - - | 1,459 - -
of which: entered in the special register
referred toin Art. 107 .......... 263 - - 316 - -

(1) Includes central credit and refinancing institutions.

The number of banks decreased by 16 during the year. The number of
asset management companies and other supervised intermediaries

increased. The number of investment firms declined from 162 to 158.

There were 78 banking groups, encompassing 231 Italian banks, 98
asset management companiesand investment firmsand 226 Italianfinancial
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companies. They also included 87 foreign banks and 247 other foreign
intermediaries. The groups instrumental companies numbered 171,
including 39 foreign companies.

Banks and banking groups

Consolidation and privatization. - The Italian banking system has
undergone intensive restructuring in recent years, on a larger scale thanin
other EU countries.

The process of consolidation, after slackening in 2001, regained
momentum last year with a number of major operations. Some mergers
(such as those between Sanpaolo IMI and Cardine and between Banca di
Roma and Bipop-Carire) served the am of leading groups to create a
nationwide distribution network and be ableto offer afull range of products.
These operations were accompanied by extensive rationalization to achieve
more functional group configurations consistent with growth objectives.

Mergers have also been initiated among the larger cooperative banks.
The merger between Banca Popolare di Novara and Banca Popolare di
Verona was completed last year, and the merger of the Comindustria and
Banca Popolare di Bergamo groups is now under way.

Therewereatotal of 29 mergersand acquisitions, involvinginstitutions
holding 5 per cent of total system assets. The number of groups and solo
banks fell from 680 to 661. Nevertheless, the market share of the top five
groups increased only dlightly, to 55 per cent of total assets. There were 16
intragroup mergers last year, involving 8.3 per cent of total assets. The
number of banksinwhichamajority interestisheld by afoundationfell from
27 to 25; they hold 10 per cent of total assets.

Access to the domestic market and presence abroad. - Twenty-three
banks began operationsin 2002 (34 in 2001); 7 were converted investment
firmsor financial companies and 4 were branches of foreign banks. Most of
the new banks mainly provide investment services and personalized
management of large investment portfolios.

Attheend of theyear 23 Italian groupswere present abroad, down from
26 twelve months earlier owing to mergers. The number of branches abroad
declined from 91 to 88 while the number of subsidiariesrose from 82 to 87.
Subsidiaries and brancheslocated in non-EU countries numbered 54 and 47
respectively. Foreign units' share of total consolidated assetsfell from 16.5
to 12 per cent, owing in part to the appreciation of the euro in the course of
the year against the other major currencies.



Strategiesof foreign expansion havebeenmodifiedinrecent years. The
foreign network has been progressively rationalized with the closing of
some non-strategic branches, while expansion has continued in Central and
Eastern Europe (especially Croatia and the non-Baltic EU accession
countries), where banks controlled by Italian groups hold about 13 per cent
of total assets. In Croatia, Bulgaria, Poland and Hungary thelargest share of
foreign-held assetsis that of Italian banks. The presence in the Central and
Eastern European markets brings a modest share of the groups total
business;, on average, units in those countries account for 6 per cent of
consolidated assets.

Foreign banksin Italy numbered 60, with 106 branches (3 fewer than
at the end of 2001). There were 15 Italian subsidiaries of foreign banking
groups, 10 of which belonged to EU groups.

Distribution. -The number of branchesincreased by 656 t0 29,926. The
proportion with 5 or fewer employees rose from 52.6 to 54 per cent. The
number of financial salesmen used by banks rose by 35 per cent to over
37,000. The proportion of those who were employeesfell from 23.2 to 14
per cent. Financial salesmen working for investment firms belonging to
banking groups numbered 4,164.

Relations between banks and insurance companies. - At the end of
2002 Italian banks held equity investments in 74 Italian insurance
companies and 34 insurance brokers, while insurance groups had holdings
in 32 Italian banks, including controlling interestsin 7 small banks.

Life insurance business continued to expand last year. A survey
conducted by the Bank of Italy found that premiums on new life insurance
policiescollected by banksincreased by about 27 per cent to atotal of €33.3
billion, equivalent to a market share of 80 per cent.

Asset management companies

At the end of 2002 there were 139 registered asset management
companies and 3 SICAV's, 22 new management companies were registered
during the year and 12 cancelled; the SICAV's were unchanged (Table 58).
In examining applications, the authorities mainly considered adequacy of
resources and the investment needed to move into a market that is already
heavily served and has been contracting for years.

Ownership is becoming more diversified. Since 1998 the number of
registered asset management companies not controlled by banks has risen
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from 20to 54; however, their shareof investment fund assetsremainslimited
(8.4 per cent, compared with 7 per cent in 1998).

The assets under management by the companies, including those
entrusted to them by other intermediaries, amounted to €582 billion at the
end of 2002, divided between investment funds (€379 hillion) and
individual portfolio management services (€203 billion). Open pension
funds’ assets are till very modest at €450 million.

Table 58
ASSET MANAGEMENT COMPANIES AND SICAVS
31 December 2001 31 December 2002
of which: of which:

Total bank- Total bank-
controlled (1) controlled (1)

Asset management companies (2) ........... 132 86 142 88

of which, instituting and managing:

harmonized open-end funds ................ 60 36 45 22
harmonized and non-harmonized open-end funds 21 16 28 22
closed-end securities funds ................. 18 13 22 14
closed-end real-estate funds ................ 7 5 8 6
open-end and closed-end funds ............. 10 7 13 9
hedgefunds ........... ... .. ... . . 16 9 26 15

Memorandum items:

Companies with individual portfolio management
SEIVICES .\ttt 65 48 63 43

Companies managing funds instituted by others . 16 10 15 10
Companies instituting open pension funds ... ... 19 15 15 12
Foreign SICAVs and management companies (3) 219 250

of which: SICAVS ........... .. ... ..o oot 152 175

(1) Companies in which banks hold more than 50 per cent of the equity. - (2) The data include Italian SICAVs. - (3) Companies that
market units to the general public in Italy pursuant to Legislative Decree 58/1998, Article 42.

Italian collective investment undertakings. - The number of Italian
collective investment undertakings rose again last year to more than 1,500
(Table 59), owing to increases in the numbers of non-harmonized open-end
funds, closed-end funds and hedge funds.

Open-end funds different from hedge funds held assets of €372.2
billion at the end of the year, adecrease of 10 per cent. The decline was due



to net redemptions of €12.6 billion (€18.9 billion in 2001) and losses of
€30.1 billion during the year.

There were 39 closed-end funds operational at the end of 2002 with
assets of nearly €4.5 billion (€3.3 billion accounted for by real-estate
funds), representing an increase of 28.5 per cent over the year.

Table 59
COLLECTIVEINVESTMENT UNDERTAKINGS
31 December 31 December
2001 2002
Italian collective investment undertakings: total (1) ........... 1,485 1,543
of which:
Harmonized open-end funds and Sicavs ................. 1,234 1,201
of which: equity ....... ... ... 624 609
MiXed ... 88 86
bond and money market ....................... 499 479
global ... ... .. 23 27
Non-harmonized open-end investment funds ............. 183 218
of which: non-reserved funds of funds ................... 152 179
funds of funds reserved to qualified investors . . ... 8 8
other non-reserved funds ...................... 1 1
otherreservedfunds .......................... 22 30
Closed-end investmentfunds ........................... 47 61
of which: non-reserved securitiesfunds .................. 18 15
securities funds reserved to qualified investors . .. 11 26
non-reserved real-estate funds ................. 17 16
real-estate funds reserved to qualified investors .. 1 4
Hedge funds ... ... 21 63
of which: fundsoffunds ................ ... .. ... ... ... 21 53
Foreign funds and sub-funds marketed inltaly ............... 2,613 3,051
of which: equity ....... ... 1,527 1,847
MIXEA . 196 203
bond and money market ........... ... .. 840 938
global ... 50 63
(1) Sectors are considered individually.

Harmonized foreign collective investment undertakings. - The great
majority of foreign funds are based in Luxembourg, a smaller number in
Ireland. The assets held in Italy by these undertakings amounted to €122.7
billion at the end of the year. Asagroup the harmonized Italian and foreign
undertakings managed by Italian intermediaries recorded net redemptions
of €8.2 billion, compared with €2.3 billion in 2001.
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I nvestment firms

The number of registered investment firms declined again, from 162 to
158 (Table 60). The difficulties of the securities industry have forced
marginal firms out of the market. The main groups have continued
rationalizationto achieve morefunctional production, tofocustheir strategy
and to cut costs. A total of 93 EU investment firms communicated their
intention to provide servicesin Italy under Directive 93/22/EEC, including
8 that intended to establish a branch.

Table 60
ITALIAN INVESTMENT FIRMS

31 December 2001 31 December 2002

Italian securities firms ........... ... ... e 162 158
of which: bank-controlled (1) .............. ...t 66 64

Memorandum items: authorizations issued for:

Trading forownaccount .......... .. ... . i 51 45
Trading for account of third parties ........................ 61 60
UNderwriting ... ... e 34 32
Placement without guarantee ............................ 109 112
Individual portfolio management .......................... 85 80
Reception of orders and mediation . ....................... 92 89

(1) Companies in which banks hold more than 50 per cent of the equity.

Financial companies

At the end of the year the special register established by Article 107 of
the 1993 Banking Law listed 316 financial companies, up from 263 (Table
61). Specia purpose vehicles, which are entered in a special section of the
register, numbered 133. Excluding the special purpose vehicles, theregister
diminished by 13 companies. The reduction was limited for factoring
companies (from 40 to 37) and for consumer credit companies (from 18 to
16). It was more pronounced in the leasing sector, where sharpening
competition spurred rationalization of strategies, firm size and business. At
theend of theyear therewere 60 | easing companies, compared with 70 ayear
earlier and 74 in 2000.



SPECIAL REGISTER OF FINANCIAL COMPANIES

Table 61

Number of companies

31 December 2001

Registra-

31 December 2002

f wich: ; f wich:

%hank tions %hank
controlled controlled

Principal activity (1)

Financing ............ ... . i 156 88 10 142 75
ofwich: Leasing........................ 70 52 - 60 43
Factoring ...................... 40 22 1 37 19
Consumercredit ................ 18 11 2 16 9
Other........ ..., 28 3 7 29 4

Equity investment ............ ... ... ... 18 11 2 18 11
Creditcards ............ .ot 12 3 2 12 3
Foreign exchange intermediation .......... 3 - - 3 -
Securitization under Law 130/99 ........... 74 18 67 141 31
of which: Servicers ...................... 7 - 1 8 1
Special purpose vehicles 130/99 .. 67 18 66 133 30

Total . .. 263 121 81 316 120

(1) The principal activity is determined by statistical reports and inquiries conducted during the year; companies may thus shift from

one category to another.
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RISKS, PROFITABILITY AND CAPITAL
ADEQUACY OF INTERMEDIARIES

Banks

Last year banks in the main countries had to cope with the protraction
of a period of slow economic growth, the negative performance of the
financial markets, crisisin some countries of Latin Americaand thefailure
of some major international corporations.

The gains in efficiency and profitability achieved through re-
organization inthelast few years enabled the Italian banking system to face
the adverse cyclical conditions from a stronger position than in the past.

Lending growth remained faster than that of GDP, although it was
dower than in the previous three years, as the corporate merger and
acquisition activity that had fueled the demand for credit from major
industrial groups dwindled.

Loan quality deteriorated only very slightly, less than in comparable
cyclical phasesin the past. The improved financial condition of firms and
stricter credit standards adopted by banks contributed to this result.

Banks exposure to financial risks and to high-risk countries
diminished. Italian banks exposure to the latter was very low by in-
ternational standards. Return on equity declined but remained better thanthe
average for the last decade. Capital adequacy ratios improved, partly in
responseto theindications of the authorities but partly also thanksto banks
greater care in managing capital resources.

Lending. - Total bank lending, at current exchange rates and net of bad
debts, increased by 5.8 per cent, two percentage points less than in 2001
(Table 62). Performing loansworth€12.5 billion were securitized, equal to
1.3 per cent of the stock outstanding at the start of the year, compared with
1.4 per cent in 2001.



Table 62

BANKS: LENDING AND RISK INDICATORS (1)
(end-of-period data; millions of euros and percentages)

Loans outstanding (1) Amount of securitizations (4)
Performing loans gideii?%g: /;dijulsted n??\’/;/
ad loans :
of total loans Performing
of which: Bad debts (2) loans Bad debts
doubtful
1999 ........ 754,033 19,382 60,243 7.4 1.4 1,909 7,878
2000 ........ 861,205 19,185 51,940 5.7 1.0 6,751 8,390
2001 ........ 928,422 19,574 45,437 4.7 0.9 12,013 7,644
2002 ........ 982,419 20,465 46,309 4.5 1.0 12,461 2,420
(1) Lending to resident customers of banks operating in Italy and Italian banks’ branches abroad. - (2) Includes unpaid and protested
bills. - (3) Adjusted new bad debts during the year as a percentage of performing loans at the end of the previous year; performing loans
are net of adjusted bad debts. - (4) Annual flow.

Credit quality. - Loans newly classed as bad debts during the year
amounted to €9 billion, compared with €7.7 billion in 2001; this
represented a rise from 0.9 to 1 per cent in proportion to outstanding
performing loans at the start of the year (Tables 62 and a30). During the
cyclical downturn of the early 1990s, the new bad | oan rate had been around
3 per cent (Figure 49). The stock of bad debtsincreased by 1.9 per cent last
year after contracting by 12.5 per centin 2001, butinrelationtototal lending
it diminished further to 4.5 per cent, the lowest figure in the last ten years.

Figure 49
RATIO OF ADJUSTED NEW BAD DEBTSTO LENDING (1)
(percentages)

5 5

—— All customers

- --Non-financial firms and producer households

AL Industry

4 N 4
3 3
2 2
1 1

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Sources: Central Credit Register and prudential reports.

(1) Ratio of annual flow of adjusted new bad debts to total performing loans at the end of the previous year; performing loans are net of
bad debts.
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Bad debts amounting to €2.4 billion were securitized. Including the
annual flow of securitizations, the stock of bad debts increased by 7 per cent
(2.2 per centin 2001). Net of specific provisions, bad debtsamounted to€21.5
billion or 16 per cent of consolidated supervisory capital, compared with 17.6
per cent in 2001.

Doubtful debts came to €20.5 hillion at the end of the year, an increase
of €900 million or 4.6 per cent. Most of the increase was accounted for by
corporate lending and involved small exposures.

A statigtical analysis of 133,000 firms, which accounted for 42 per cent
of total credit to non-financial companies at the end of 2002, suggests there
will beadight increasein risk thisyear. Last December the weighted average
probability of default within twelve months was 0.93 per cent, compared with
0.89 per cent ayear earlier. Thisincrease in lending risk nevertheless comes
in a general stuation of greater financial soundness than during the cyclica
downturn of the early 1990s, when firms' probability of default was around
1.3 per cent.

Concentration risk. - There was a further declinein on balance lending
to the telecommunications industry, which is particularly sensitive to cyclica
developments and the performance of the financial markets. The amount
outstanding contracted by 3.5 per cent to €17.8 billion, after faling by 10.7
per cent in 2001. This exposure was less than 2 per cent of total lending and
equal to 13.2 per cent of consolidated supervisory capital.

Outstanding loans to industries that are particularly senstive to
international tensions - insurance, airlines and tourist services - amounted to
€24.8hillion, or 2.5 per cent of total lending and 18.5 per cent of supervisory
capital. The growth of thisexposure dowed down sharply from 21.6 to 7.8 per
cent.

Large exposures (those which, on a risk-weighted basis, exceed 10 per
cent of abank’ ssupervisory capital) diminished by 6 per cent on aconsolidated
basisto €81 hillion, or 6.5 per cent of total risk-weighted assets.

On the basis of consolidated data, in December Italian banks equity
interestsin resident non-financial companies amounted to€6.9 billion, or 0.3
per cent of total assetsand 5 per cent of supervisory capital. Theleading groups
accounted for 63 per cent of these holdings.

Country risk. - Italian banks exposure to non-OECD countries was
reduced by more than 20 per cent last year to €56 billion, including €38
billion in lending to devel oping countries and countriesin Central and Eastern
Europe. The contraction wasdue chiefly to the depreciation of thedollar and



other currenciesvis-a-visthe euro. In proportion to total assets, exposure to
high-risk countries fell by nearly one point to 2.8 per cent.

Italian banks share of on balance lending to non-OECD countries,
according to consolidated reports to the BIS, fell from 2.9 to 2.8 per cent,
putting the country in ninth place among lenders. Italy’sroleis greater with
respect to Central and Eastern Europe (14.7 per cent) and Latin America(6.5
per cent). Italian banks account for 1.6 per cent of total exposureto offshore
centres, the lowest figure among the G-7 countries,

Italian bank loans subject to value adjustments under the supervisory
rules amounted to €11.5 billion in December. This represented areduction
of morethan athird in twelve months, partly reflecting portfolio adjustment
in terms of borrower countries. Required prudential value adjustments
amounted to €1.8 hillion or 1.3 per cent of supervisory capital, half of it
relating to Latin America.

Profitability. - Banks' resultsonaconsolidated basisworsenedin 2002.
Return on equity, which had fallen by about 4 percentage points in 2001,
diminished by another 2.7 points to 6.4 per cent (Tables 63 and a31).

Table 63
RESULTS OF THE MAIN ITALIAN BANKING GROUPS
AND OF THE BANKING SYSTEM (1)
(end-of-period amounts; millions of euros)
Main banking groups Banking system
2001 2002 2001 2002
Operating profit ......................... 16,373 14,655 26,866 24,944
Charges forloanlosses .................. 6,522 6,555 8,817 9,130
ROE ... 12.5 6.0 9.1 6.4
Allocations to supervisory capital .......... 2,801 1,187 5,660 3,629
Capital increases (2) ..................... 675 0 4,428 864
Supervisory capital ........ ... L 66,787 72,474 129,229 134,519
Solvencyratio..........oovviiiiiiiia 9.3 10.6 104 11.2
Capital excesses ...........c.ooiiii.n. 10,092 18,567 31,742 39,702
Capital shortfalls ........................ - - 550 176
(1) Consolidated reports for banking groups and individual reports for banks not belonging to groups. Excludes the Italian branches of
foreign banks. - (2) Capital increases net of redemptions.

Interest income was<€40.2 billion, an increase of 2.7 per cent that was
due almost entirely to the growth in the volume of lending. The negative
performance of the financial markets resulted in a further decline in
non-interestincome, whichwasreflectedina2.9 per centfall ingrossincome.
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Operating expenses were stable at €38.8 billion, equal to 61 per cent
of gross income. In 2001, the last year for which international data are
available, thisindicator was lower in Italy than the EU average. Staff costs
also remained at the previous year’s level, amounting to 38.8 per cent of
gross income (compared with 37.5 per cent in 2001). Including incentives
for early retirement, staff costs increased by 3.7 per cent.

Operating profit declined by 7.2 per cent, after areduction of 1 per cent
in 2001; the amount absorbed by loan losses increased to €9.1 hillion,
corresponding to or 36.6 per cent of operating profit. The volume of
resources allocated to supervisory capital decreased by 36 per cent to €3.6
billion.

Theleading groups were the most heavily affected by the performance
of the economy and the financial markets. Profitsfell from 12.5to 6 per cent

of equity.

Capital adequacy. - The supervisory capital of the Italian banking
system, calculated on a consolidated basis, increased by 4 per cent in 2002
to€134.5billion (Tables63 and a32). Risk-weighted assetsdecreased by 2.2
per cent, mainly as a result of a reduction in foreign exposure and of
securitizations. The solvency ratio rose from 10.4 to 11.2 per cent; for the
main banking groupstheincrease was especially large (from 9.3 to 10.6 per
cent). Capital in excess of minimum requirements increased from €31.7
billion to €39.7 billion. The number of banks with capital shortfalls
remained unchanged at six, while the amount of the shortfalls diminished
from €550 million to €180 million. At the end of 2002 capital charges
against market risk on trading portfolios accounted for 5.4 per cent of
supervisory capital, compared with 6.8 per cent ayear earlier, largely dueto
generic risk on debt securities.

Asset management companies

Profitability. - Asset management companies made net profits of €350
million in 2002, a decrease of 35 per cent. There were 37 loss-making
companies (34 in 2001), whose total losses amounted to €28 million. The
drop in earnings, following that of 2001, was due both to a decline in
revenues, mainly because of adecrease in assets under management, and to
an increase in operating costs, one third of which consist of staff costs.
Companies sought to overcome the cyclical difficulties by improving the
quality of technology and staff. Operating costs rose by 15 per cent;
personnel costs, whoseincidence onthetotal held steady at 32 per cent, rose
partly because of staff expansion (6 per cent) and partly because of higher
unit labor costs (9 per cent).



I nvestment firms

Profitability. - The continuing weakness of the financial markets in
2002 had severe repercussions on lItalian investment firms earnings.
Overall, the industry recorded losses of €42 million. In 2001 profits had
fallen by 80 per cent but still totaled €110 million (Table 64). Of 142
operational firms, 72 made losses for atotal of €209 million. The negative
result was due above all to a steep decline in commission income from
intermediation servicesfor customers, which accountsfor nearly half of net
revenues.

Table 64
PROFIT AND LOSSACCOUNTS
OF INVESTMENT FIRMS (1)
2001 2002
Millions Percentage Millions Percentage
of euros share of euros share

Revenue from trading on own account (2) ... 221 15.9 220 24.5

of which: interest and dividends ......... 205 14.8 281 31.3
Revenue from trading for third parties (3) . .. .. 733 52.7 434 48.4
Revenue from individual portfolio management 189 13.6 159 17.7
Revenue from door-to-door sales ........... 165 11.9 41 4.6
Revenue from other business (4) ........... 46 3.3 16 1.8
Revenue from securities administration (5) .. 36 2.6 27 3.0
Total revenue ........................... 1,390 100 897 100
Operating expenses (=) ........c.ooeeeennn.. 1,186 85.3 795 88.6
Operating profit ............. ... .. .. ... 204 14.7 102 114
Other revenues/expenses (6) .............. 89 6.4 -48 -5.4
Profit beforetax ......................... 293 211 54 6.0
TaX (=) o ooee e 183 13.2 96 10.7
Net profit ...... ..o 110 7.9 -42 -4.7
Numberof firms (7) ............... ... ... 155 142
(1) Profit-and-loss data from prudential reports. - (2) Including net interest income. - (3) Securities and foreign exchange trading,
placement services and collection of orders. - (4) Revenue from accessory services (consulting, securities custody and administration,
etc.). - (5) Net result of securities investment by firms not authorized to engage in trading on own account. - (6) Comprises allocations
to provisions and non-recurring items. - (7) End-of-year data. Excluding non-operational firms. - (8) Average for the year.

Capital and risks. - At the end of the year the supervisory capital of
investment firmsstood at €1.5 billion; 95 per cent of it consisted of tier-one
elements. Total capital requirements rose by 6.7 per cent to €655 million.
Thisreflected an increment of 22 per cent in charges for market and credit
risks, which absorb 75 per cent of thetotal. The requirement against “ other”
risks decreased by 23 per cent thanks to the reduction in fixed operating
expenses registered in 2001. The investment firms' poor performance was
reflected in their capital position. At the end of the year 15 firms had capital
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shortfals, most of them because of losses for the year. In 12 cases
supervisory capital was below the minimum for providing investment
services. The authorities called on them to restore capital adequacy.

Financial companies

Credit risk. - At the end of the year the total lending of financial
companies entered in the special register, excluding securitization vehicles,
amounted to €105.3 billion, an increase of 5 per cent (7.2 per cent not
counting securitizations during the year). The credit sectors registered
slower growth of lending thaninthelast few years. Credit claimssecuritized
by financial intermediaries under Law 130 of 30 April 1999, which were
already substantial in 2001, were worth €8 billion last year. All the credits
securitized were performing loansrel ating to | easing, which made up 80 per
cent of the total, or consumer credit.

At the end of the year bad debts, gross of value adjustments, amounted
to €1.9 billion, areduction of 6.7 per cent. Their ratio to total lending fell
from 2.1 to 1.8 per cent.

The concentration of lending portfolios remains high in relation to the
permitted limits. Financial companies’ lending in excess of the limit of
60 per cent of supervisory capital again increased. Nevertheless, as a
consequence of requests by the supervisory authorities, there was a decline
in the number of companiesin violation.

Profitability. - Financial companies made net profits of €600 million
in 2002, anincreaseof 43 per cent. Return on equity rosefrom 6to 7 per cent.
Net interest incomeincreased by 7 per cent asaresult of savings on the cost
of funds. Owingtothelimited expansioninlending and sharper competition,
interest received fell by 6 per cent. Gross income improved by 16 per cent
thanks to the growth in fee income and dividends.

Operating costs rose by 7 per cent as a result of higher distribution
expenses and investment in capital goods. Staff costs, which account for 30
per cent of thetotal, rose by 1.4 per cent, astherewas a4 per cent expansion
of staff.

Capital adequacy. - At the end of 2002 the financial companies
supervisory capital stood at €8.6 billion, up 9.5 per cent. Net of tangibleand
intangiblefixed assets, free capital amounted to€2 billion, unchanged from
the end of 2001. The ratio of leasing, factoring and consumer credit
companies capital to risk-weighted assets was 5.9 per cent, the same as a
year earlier. For factoring companies alone, limited growth of lending
resulted in arisein theratio from 6.8 to 7.5 per cent.



SUPERVISION OF BANKSAND OTHER INTERMEDIARIES

Banking supervision

Analytical methods and tools. - Increasingly, the methods used in
supervision are differentiated according to banks size and range of
operations.

The prudential objectives for large and complex groups must take
account of their systemic importance: the supervisory techniques employed
must be adapted to the scal e of operations, the organizational diversification
and the complexity of risk management.

Capital adequacy ispursued by setting target valuesthat are higher than
the regulatory minimums, concentration risk is kept under control by
monitoring larger exposures, broken down by sector of economic activity.

The checks on individual banks are performed by means of in-depth
analyses of single aspects of their operations, with the main sectors of
activity and categories of risk examined successively, but with a
configuration that varies with the characteristics of the intermediary. The
analysis is made with reference to the group as a whole, rather than the
individual legal entities. Discussions with governing bodies are held at
varioushierarchical and operational levels. In measuringrisk, increasing use
is being made of quantitative information produced by banks own internal
models. Supervisory action is aimed primarily at ensuring that the risks
groups assume are fully under control.

Preparing for the new Capital Accord. - The reform of the Accord is
in the last stage as regards the definition of the rules, but the new
methodol ogiesenvisaged for the management of credit and operational risks
are already influencing the activity of supervisors and banks.

Larger banks have declared they intend to adopt internal rating systems
for the measurement of credit risk; it isto be expected that they will also be
used by some medium-sized banks.

As far as the larger groups are concerned, supervisory action with
regardto credit operationsisdirected primarily at creating the conditionsfor
the rapid application of the new methodologies. Most of the banks in

225



226

guestion already use or areintroducing rating systemsthat, eventhough they
do not yet satisfy all the requirements of the new rules, are already tending
toreducethefrequency of defaultsfor new loansgranted . Progressislikely
both in organizational terms and as regards the availability of data.

There are also projects aimed at improving the measurement of credit
risk at smaller credit institutions, mostly mutual banks.

The evaluation of banks' situations. - The supervisory evaluations of
banks were fairly stable. The progress made by some large groups with
regard to their internal organization and operational efficiency made a
decisive contribution to the reduction in the proportion of banks with an
unsatisfactory overall score from 15 to 11 per cent, in terms of total assets,
compared with 23 per cent at the end of 1997. The cyclical deterioration in
profitability and exposure to risk was mainly reflected, instead, in the
reductioninthe proportion of bankswith high scores, from 46 to 43 per cent.

Supervisory action. - Most of the supervisory action taken during the
year was directed towards strengthening the capital bases of the leading
banking groups, curbing the concentration of credit risk, and checking the
configuration and effectivenessof banks' corporate governanceand internal
control systems.

Supervisory action involved 434 banks. M eetings between supervisors
and bank managementstotaled 469, of which 213 werearranged by the Bank
of Italy’s Head Office and 256 by its branch units. A total of 451 written
reprimands were sent, 105 of them to banks with serious anomalies.

The fifteen leading banking groups received particular attention:
following analysis of specific aspects, 118 meetings were held with
management, of which 29 focused on the organizational structureand 22 on
the quality of the loan portfolio and the reliability of the procedures for
selecting and monitoring credit risk. A total of 16 meetings with top
managers were devoted to the examination of strategies, businessplansand
restructuring operations under way; the Bank of Italy invited banks, in
particular, to strengthen risk management and internal audit units and
procedures.

Achievement of the targetsfor capital adequacy. - In 2001 the Bank of
Italy had asked the 14 leading banking groupsto submit plansfor achieving
capital adequacy targets higher than the regulatory minimums; the banks
wereinvited to reach Tier 1 ratiosand overall capital ratios of at least 6 and
10 per cent respectively.



Between 2000 and 2002 the Tier 1 ratio of the banks in question
improved from 5.4 to 6.1 per cent and the overall ratio from 8.7 to 10.3 per
cent. The number of banking groupsthat had achieved thetarget valuesrose
from 4 to 7 for core capital and remained at 6 for overall capital.

Thebanks' adjustment planswere constantly monitored to see whether
they needed to be reformulated so as to avoid any restrictions on credit at a
time of slowing economic activity. For the most part the largest banking
groups preferred to pursue policies aimed at containing their risk assets,
while the medium-sized groups had recourse to capital increases. The
reduction in risk-weighted assets was obtained mainly by cutting exposures
to foreign borrowers and disposing of loans through securitizations.

Risk management and control. - For some time now the Bank of Italy
hasfocused its attention on the eval uation of the methods used by banksfor
the management and control of risks, requesting changes where necessary.
Within this framework, the Bank has intensified its contacts with the risk
management and internal audit units of banking groups in order to keep
abreast of developments regarding risk profiles.

The action taken in the field of credit risk was directed towards
encouraging theuse of lending and monitoring proceduresbased oninternal
rating systems, reducing concentration by economic sector and individual
borrower, and verifying the effects of the use of credit derivatives and
securitizations.

In order to improve the monitoring of major exposures, the Bank of
Italy has asked the leading banking groups to report the exposures to their
fifteen top-ranking borrowers on aquarterly basis. Thefirst reports covered
96 borrowers with atotal exposure to the reporting banks of €160 billion.
The data with reference to December 2002 showed that the exposure to the
first four groups of customerswas about €74 billion (lessthan 7 per cent of
the performing loans of the entire banking system).

Last year saw an overall reduction in Italian banks businessin credit
derivatives,; the bulk of the business is handled by a small number of
institutions.

The need to meet the demand for credit while limiting the absorption
of capital induced banks to make increasing use of securitizations.

The Bank of Italy assesses the degree to which risks are actually
transferred from the originator to the market for each transaction. It also
requires the management to provide an evaluation of the impact on the
bank’s profitability and capital adequacy.

Asregards market risks, all the major banks are now applying for the
validation of their internal models. The Bank pays special attention to the
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validation of abank’sfirst model in view of its subsequent applicationto the
group’svariousfinancial portfoliosand the need to verify its evolution over
time in both methodol ogical and organizational terms.

Lastly, as regards operationa risks, especially legal risk and
reputational risk, the Bank has carried out a survey of the ways in which
financial servicesare offered to customers. Where shortcomingswerefound
in the placement of financial products, banks attention was drawn to the
need to act diligently, fairly and transparently in theinterest of the customer.

Contingency planning for business continuity. - In line with the
guidelines laid down at international level following the events of 11
September 2001, the Bank of Italy haslaunched a series of initiativesaimed
at verifying the ability of the Italian financial system to cope with disasters,
to remedy situations judged to be unsatisfactory, and to improve the
operational security of the leading financia intermediaries and of market
and payment system infrastructure.

On the one hand the Bank of Italy has required intermediaries found to
have shortcomings to make the necessary adjustments over a reasonable
time horizon, ontheother it hasrel eased aconsultation document indicating
the minimum requirements that all intermediaries should satisfy and the
higher standards to be met by those of systemic significance.

Supervision of asset management companies and investment firms

Analysis of intermediaries situations. - In a context marked by
persistent weakness in securities markets, the average supervisory
evaluations of intermediaries in 2002 show a deterioration compared with
the previousyear, primarily in connection with profitability, which declined
at 49 per cent of the intermediaries, as against 31 per cent in 2001.

Thenumber with unsatisfactory evaluationsincreased from 31to 54 (45
investment firmsand 9 asset management companies); theinvestment firms
in question accounted for 11 per cent of these intermediaries’ total business
in terms of gross revenues, whilethe market share of the asset management
companies with unsatisfactory evaluations was negligible (0.2 per cent of
total assets under management). The larger intermediaries belonging to
|eading banking groups mai ntained sufficiently large volumes of businessto
remain profitable.

The analysis conducted by the Bank of Italy focused on the ability of
intermediaries to ensure the regularity of operations and remain profitable
in the present period of market turbulence and eval uated the effects on their



technical situations of their strategic choices and the steps they have taken
to cope with the fall in the volume of business.

Supervisory action. - In 2002 the Bank of Italy made 229 supervisory
interventions, compared with 130 in 2001. There were 111 formal
reprimands and 118 meetings with corporate officers. This action involved
150 intermediaries (85 investment firms and 65 asset management
companies) and were carried out with the cooperation of the Bank’s
branches, which were entrusted with detailed investigations of specific
aspects of intermediaries’ organizations.

The reprimands mainly concerned investment firms and took the form
of requestsfor action to strengthen capital bases and remedy organizational
shortcomings.

Many asset management companies were called on to adopt
mechanisms to ensure constant compliance with the mandatory investment
limits by checking the impact of transactions on their portfolios. Errorsin
calculating the value of units came under close scrutiny. Asset management
companies were made aware of the need to increase the reliability of
procedures for valuing their portfolios, so asto limit the related reputation
and capital adequacy risks.

The meetings with corporate officers were primarily concerned with
organizational matters, plans for the aggregation and restructuring of
companies belonging to groups, and changes in the ownership structure
where this was deemed necessary to overcome difficulties.

Supervision of financial companies

Analysis of companies’ situations. - In 2002 judgements on individual
technical aspectsand overall situationswere extended to abroader range of
financial intermediaries operating in fields other than credit. This led to
greater uniformity in the evaluations assigned to the companiesincluded in
the special register.

A total of 30 financial companies had unsatisfactory evaluations; they
accounted for 21 per cent of the sector’s total balance sheet assets.
Intermediate eval uationswere given to 62 per cent of companieswith 64 per
cent of total assets, 29 companies had satisfactory evaluations.

Supervisory action. - 1n 2002 the Bank of Italy made 143 interventions
involving 101 financial companies. In 98 cases the action consisted of

229



230

meetings with corporate officers, sometimes at the Bank’s branches. The
meetings enabled supervisorsto assess companies operational procedures,
internal controls and risk-management methods; for some companies
operating in thefield of merchant banking they made it possible to monitor
their plans for changing strategies and repositioning themselves in the
market.

Therewere 45 written reprimands, mainly concerning profitability and
the quality and degree of concentration of loan portfolios.

I nspections

Developmentsinthebankingindustry. - Thegrowing complexity of the
main banking groups organizations and operations and the number of
smaller banks engaged in traditional lines of business have led to the
institutionalization of adiversified approachtoinspections. In particular, the
checks carried out at less complex intermediaries have been based on the
methods consolidated in the past, which provide for examination of all the
various aspects of their production and organization. By contrast,
inspectionsof thelarger groups havefocused either on single aspectsof their
business (network banks or product companies) or on sectors of activity
engaged indirectly by the parent company and/or by subsidiaries, inItaly or
abroad. Thanks to this modular approach, between 1997 and 2002 at least
two inspections of important organizational units and risk areas were
performed at each of the ten largest banking groups.

On-site activity. - The inspections initiated in 2002 numbered 196
(compared with 195in 2002); of which 135 were performed by Bank of Italy
branches. The banks subjected to on-site examinations numbered 175
(compared with 178 in 2001) and their assets were equal to 15.7 per cent of
the system total. There were 170 comprehensive inspections and 5 sectoral
inspections, two of which were concerned respectively with the asset
management business and the lending business of large banking groups.

The institutions with unsatisfactory evaluations were small and minor
banks and mutual banks, with total assets amounting to lessthan 1 per cent
of the system total.

Between 1999 and 2002 the Bank of Italy carried out inspections at 686
banksthat accounted for 71 per cent of thetotal assets of the banking system,
compared with 65 per cent in the previous four-year period. Comparison of
the results of the comprehensive inspections in the two periods, covering
respectively 39 and 41 per cent of total system assets, showsanimprovement



in evaluations, with the assets corresponding to unsatisfactory evaluations
falling from 8 to 5 per cent of the system total.

Crisisand other special procedures

Soecial administration and compulsory administrative liquidation of
banks. - Seven special administration procedures were initiated in 2002,
involving six mutual banks and Cassa di Risparmio di Volterra and the
compulsory administrative liquidation of a mutual bank that was already
under special administration. Four special administration procedures were
concluded and at the end of the year eight were under way, involving seven
mutual banks and Cassa di Risparmio di Volterra. Eleven compulsory
administrative liquidation procedures were concluded, mostly involving
mutual banks. At the end of the year there were 21 such procedures under
way, compared with 31 at the end of 2001.

The compulsory administrative liquidation of Sicilcassa saw the
liquidators continue with the recovery of claims. Recourse to settlements
made it possible to speed up recoveries compared with court proceedings.
Attention wasfocused in particular on reaching settlementsfor largeclaims,
whose management requires more time and resources. A complex set of
agreements was drawn up for the final settlement of Sicilcassa's largest
exposure to a debtor group. The action to give effect to the agreementsis
under way.

Other special procedures. - The collection company SGA continued to
recover the impaired assets it had acquired from Banco di Napoli and
Isveimer.

At the end of the year atotal of €3,329 million had been recovered in
respect of the claims acquired from Banco di Napoli, in addition to €176
million in buildings and securities; the net value of the remaining claimson
customers was equal to €1,742 million. As a consequence of the claim
recoveries and the payments by Banco di Napoli to cover SGA’s |osses, the
latter’s debt towards Banco di Napoli fell further, to €1,299 million at 31
December 2002. At the same date the outstanding claims on customers
acquired from Isveimer amounted to €193 million.

SGA'’s accounts for the year show aloss of €283 million, which was
made good by Banco di Napoli. Aspart of theactiontorehabilitatethe Banco
di Napoli group provided for by Law 588/1996, the Bank of Italy has
indemnified Bancodi Napoli for theexpenseincurredin making good SGA's
losses by means of special advances.
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The liquidation of Isveimer, initiated in April 1996, has basically
completed the realization of the company’s assets and the discharge of its
liabilities. During the year the wholly-owned subsidiary BN commercio e
finanza S.p.A. (BNCF) was disposed of to Cassa di Risparmio di Ferrara
following the spin-off of theimpaired assets of BNCF and itssubsidiary BN
Finproget S.p.A.

The accounts of the liquidation at the end of the year essentially
confirmed the estimate of a final loss of €917 million for the procedure,
which had been entered in the earlier interim accounts and made good over
time by Banco di Napoli, which the Bank of Italy hasindemnified by means
of special advances.

Soecial administration and compulsory administrative liquidation of
investment firms. - The only special administration procedure under way at
the end of the year wasinitiated in 2002 at the proposal of the Bank of Italy.
It was concluded early in 2003 with the intermediary being placed in
compulsory administrativeliquidation. In addition, oneinvestment firmwas
placed in compul sory administrative liquidation at the proposal of the Bank
of Italy and the liquidation of athird firm was concluded with its deletion
from the Company Register.

At the end of the year ten compulsory administrative liquidation
procedures involving investment firms were under way for all but one of
which the statement of liabilities has been drawn up; in seven cases partial
allotments and restitutions have been made.

Transparency controlsin banking and financial transactions

The Bank of Italy’s branches made checks on the transparency of
contractual conditions at 1,009 branches of 160 banks, compared with 698
branches of 154 banksin 2001.

The examinations found intermediaries were paying closer attention to
complying with the legislation on transparency and making efforts to
remedy the shortcomingsfoundin 2001. Non-observance of both disclosure
requirements and provisions concerning contracts was nonetheless still
found.

Where widespread violations were found, banks were warned to
observe the rules more scrupulously and to take steps to remove the causes
of non-compliance. Where the irregularities were particularly serious,
administrative sanction procedures were initiated. A total of 51 banks
received warnings (82 in 2001) and 8 sanction procedures were initiated (7



in 2001). The supervisory action was aimed at the banks' head offices and
in some cases at the heads of the branches where theirregularities had been
uncovered.

The transparency controls carried out as part of ordinary on-site
examinationsfoundirregularitiesat 59 small banks, corresponding to 35 per
cent of the sample. Sanction procedures were initiated for 17 banks.

Access to the securities markets

The checks made by the Bank of Italy pursuant to Article 129 of the
1993 Banking Law were aimed at verifying the compatibility of the
characteristicsof thesecuritiesoffered with the objectivesof market stability
and efficiency, in line with the criterialaid down by the Credit Committee.

The advance notifications for about 1,300 issues and offerings of
securities were examined. In 52 cases the operations notified did not take
place because the securities had characteristicsthat were not consistent with
thecriterialaid down for theindexation of the rate of return or because they
were not compatible with the orderly functioning of the financial market.

Inthe case of bank securities, the examination of the operationsnotified
was supplemented by that of the information sheets that issuing banks are
required to prepare under the current ruleson thetransparency of issueterms
and conditions.

The post-issue reports that have to be submitted showed that domestic
issuesin 2002 amounted to €91.5 hillion, an increase of 8.2 per cent on the
previousyear. Bank issuescontinued to predominate and amounted to€88.7
billion.

In a period marked by persistently weak share prices and low interest
rates, there was a further increase in the funds raised by banks through the
issue of financial instruments that combine guaranteed redemption of
principal with yields linked to the performance of equity markets.

In 2002 notifications of securitizationsunder Law 130/1999 total ed 45.
This was down on the previous year but the value of the asset-backed
securities in issue rose by about 4 per cent to €33.7 hillion, confirming
Italy’s position among the leaders in the European securitization market.

Sanctions

Last year the Bank of Italy submitted 94 proposals for sanctions in
connection with violations of banking and financial rules and regulations,
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compared with 104 in 2001. The proposals concerned the governing bodies
of 87 banks, 1 investment firm, 1 asset management company, 4 financial
companies entered in the special register and 1 company engaged in
unauthorized banking activity that illegitimately called itself a bank.

TheMinister for the Economy and Financeissued 86 decreesimposing
administrative sanctions, compared with 98in 2001. Thedifference between
the number of proposalsand the number of decreesisdueto thetime needed
to complete the procedures.

Cooperation with the judicial authoritiesand other governmental bodies.
The prevention of financial crime

The Bank of Italy cooperated intensely with the judicial authorities|ast
year, which saw afurther increasein the number of requestsfor information
and documentation from magistrates and investigative bodies, from 524 to
639, and in those for data on bank loans from the Central Credit Register,
from 60 to 73. Thenumber of criminal casesinwhich Bank employeesgave
evidence declined slightly, from 80 to 72.

The Bank submitted 45 reports to judicial authorities on suspected
penal offencesdiscoveredinthecourseof onand off-sitecontrols, compared
with 331n 2001. Seven inspection reportswere turned over to the Bureau of
Antimafia Investigation under special cooperation agreements.

In the course of 2002 the Bank received 93 requests for information in
relation to parliamentary activity concerning matters falling within the
competence of the Banking Supervision Department. This compared with
60 requests in 2001.



COMPETITION POLICY IN THE BANKING SECTOR

The progressive integration of European financial systems has spurred
banks to increase the scale of their operations, above al through
consolidation. Competition is now developing between banksthat are more
comparable in size and in their ability to compete.

In Italy the rise in competition in the banking industry reflects a
combination of factors. The external opening-up of the financial system and
the growth of efficient securities markets have contributed. The action of the
Bank of Italy in defence of competition has played an especially important
role. Commanding detailed information on markets and intermediaries, the
Bank is in a position to scrutinize the conditions of competition in each
product market and in the different geographical spheres in which banks
operate.

All the indicators signal a constant rise in banking competition, a
finding borne out, in particular, by the evolution of the market’s structure,
pricing and the distribution of market shares. The Herfindahl-Hirschman
index of concentration for the provincia deposit market on a consolidated
basis has declined by around 7 per cent from its peak of 1999, falling back
to the levels recorded in the mid-1990s, when the process of consolidation
had not yet spread to thelargest banks. Inregional lending markets, theindex
declined by 10 per cent between 1999 and 2002.

Interest rate developments also reveal heightened competition. The
average short-term bank lending rate has come down by more than 8
percentage points since the start of the 1990s; at the end of 2002 it stood
below 6 per cent, in line with the average in the euro area. Over the same
period the average deposit rate decreased by 6 percentage points, the spread
between short-term lending and deposit rates thus narrowing from 6 to 4
points.

The Bank of Italy safeguards competition using the instruments
designed for monitoring and clearance of concentrations and the repression
of agreements restricting competition. Since 1990 the Bank has conducted
46 investigations, a large number by international standards.

Concentrations. — A total of 32 concentrations involving banks were
notified to the Bank of Italy last year under Law 287 of 10 October 1990. In
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three cases an enquiry was opened. In 13 cases it was found that the
operationsdid not fall within the scope of the antitrust provisions, sincethey
either involved companies belonging to the same group or intermediaries
whose sales are below thresholds established by law. In 16 cases an
examination of the effects of the operation — which looked at the market
shares of the banksinvolved, their interest rates compared with the average
inthemarkets affected and theindices of the concentration of supply —found
no restrictions of competition in the relevant markets. The Authority’s
opinions under Article 20 of Law 287/1990 concurred with the findings of
the three enquiries concluded by the Bank of Italy.

The merger of CARDINE Banca into SanPaolo-IMI. — The enquiry to
determine whether the merger of CARDINE Banca into SanPaolo-IMI
would create or reinforce adominant position in the provincial bank deposit
markets of Rovigo, Padua and Venice was concluded in May 2002. The
operation was authorized on condition that the group leave the overall
number of its branches unchanged for four yearsin the province of Rovigo
and for two years in the provinces of Padua and Venice (Order 40 of 29
May 2002).

The acquisition by IntesaBCl of Cassa di Risparmio di Terni e
Narni. — With regard to this operation, an investigation of the provincial
deposit market in Terni was opened. The operation was authorized on the
condition that the total number of branches of the group resulting from the
consolidation remain unchanged in Terni provincefor three years (Order 43
of 6 August 2002).

The acquisition by Banca di Roma of BIPOP-CARIRE. — An
investigation of this acquisition was opened with regard to thirteen
provincial deposit markets, mostly in Sicily, and the asset management
markets. No restrictions of competition in the provincia deposit markets
were found.

The consolidation created the fourth-largest Italian provider of
collective and individual asset management services. Theenquiry found that
these markets were distinguished by an appreciable degree of openness, a
level of concentration that was not high, and significant mobility of market
shares (Order 44 of 5 September 2002).

Agreements. — During the year special efforts were devoted to
investigations of agreements regarding the payment system.

Investigation of bank payment cards. — The purpose of the
investigation, which was opened in February 2001, wasto ascertain whether



Servizi Bancari, Deutsche Bank, BNL, Findomestic Banca and Cariplo had
formed an agreement on the conditions applied to customers, in particular
in charging a uniform fee of 1,500 lire, equal to e0.77, on purchases of
fuel by means of credit cards. The investigation was coordinated with the
Antitrust Authority, which opened a similar investigation into non-bank
issuers of credit cards. The facts brought to light during the procedure did
not confirm a pattern of uniform conduct regarding the conditions applied
to card-holders and the commissions payable by retailers to the banks for
payments made with cards (Order 41 of 11 July 2002).

The ABI/Bancomat Convention investigation. — The enquiry concerned
the renewa of authorization for the interbank agreements governing
Bancomat, automated bank receipts and direct debits by way of derogation
from the ban on agreements restricting competition. The agreements
provide for the fixing of interbank terms for the provision of services and
the preparation of a standardized contract for Bancomat services. The
investigation ascertained that the conditions existed for granting athree-year
derogation for the main fees connected with the servicesin question (Order
42 of 30 July 2002).

The ABI investigation: agreements on interbank terms regarding
payment systems. — The enquiry into the interbank agreements on the
conditions for collection and payment services consisting of bank cheques,
bills, electronic payments, credit transfers and payment mandates, and
interbank transfers was closed on 31 January 2003.

Inthelight of theenquiry and the decisionsadopted by ABI whileit was
in course, the agreements on interbank fees were authorized for five years
by way of derogation from the prohibition of agreements restricting
competition. Theinterbank feesauthorized were determined to be consistent
with the related costs; where fees were found to be excessive with respect
to costs, the authorization was conditional upon the fees being reduced
(Order 46 of 31 January 2003).

The Pagobancomat order and compliance by the Bancomat
Convention. —With Order 38 issued on 27 November 2001, the Bank of Italy
had directed the Bancomat Convention to present, by 1 July 2002, amethod
for calculating the interbank fee for Pagobancomat services based on the
criterialaid down by the order, to be applied in setting the fee for 2003. The
order established that the fee must be consistent with the costs incurred by
theissuing banksand, for greater compatibility with the nature of such costs,
suggested replacing the fixed percentage fee with afee comprising afixed
and a variable component.
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The Bancomat Convention Board consequently voted tointroduceafee
with afixed component (e0.23) and a variable component (0.0897 per cent
of the transaction amount) with effect from 1 January 2003. The fee is to
remain in effect until the expiry of the five-year derogation granted with
Order 23 of 8 October 1998.

The investigation into BCC Valdichiana/BCC di Montepulciano/
Federazione toscana delle banche di credito cooperative. — The
investigation into Banca Valdichiana Credito Cooperativo Tosco-Umbro,
Banca di Credito Cooperativo di Montepulciano and Federazione toscana
dellebanchedi credito cooperativo (the Tuscan Federation of Mutual Banks)
was concluded in November. Although the agreement between the two
mutual banks constituted arestriction of competition, it wasfound that their
market shares were too small to affect competition in the market
significantly (Order 45 of 4 November 2002).

Theinvestigations opened in 2002. —In the course of theinvestigations
by the Bank of Italy and the Authority into payment cards, some cases
regarding Servizi Interbancari spa were found to warrant further
examination. The cases in question concern the setting by Servizi
Interbancari of afee scheduletowhichthebanksrefer inestablishing thefees
charged to retailers and card-holders, and the preparation of standard
contractual agreements governing relationships with participating banks
and with customers. Sincethe questionsthat emerged can affect competition
among the banks subscribing to Servizi Interbancari, the Bank of Italy
opened an investigation in July. Given the scope and importance of the
mattersto be examined, thetimelimit for concluding the procedure, initially
set for 31 January 2003, was extended to 31 May.



MARKET SUPERVISION

The persistent weakness of economic activity in 2002 amplified the
declinein equity pricesthat has been under way for about three years, while
the yields on government securities fell back to the low levels they had
touched in early 1999. These devel opments were accompanied by adecline
involume, as many market participants were reluctant to make investments
in a climate of mounting uncertainty.

The serious accounting irregularities and the shortcomings in internal
control systemsthat involved large listed companies, notably in the United
Sates, engendered diffidence about companies reported earnings.
Investors distaste for the financial markets increased. Political tensions
reinforced the aversion to risk. However, the financing of positions in
securities was facilitated by the expansionary monetary policy stance.
Abundant use was again made of derivativesin order to manage the higher
level of volatility.

The action of the supervisory authorities was aimed at countering the
crisisof confidence on the one hand and increasing the soundness of market
structures on the other.

The internationalization of the financial markets and post-trading
structures is spurring the supervisory authorities to intensify their
cooperationin carrying out the tasks assigned to them by their national legal
systems, inter aliain order to avoid the duplication of supervisory costs. The
authoritiesand market participantshaveaccentuated their effortsto establish
principles, common methods and standards that will promote competition,
efficiency and security in the provision of trading and post-trading services.

The joint working group set up by the European System of Central
Banks and the Committee of European Securities Regulators continued its
labours in 2002. On the basis of the G10-10SCO recommendations, the
group is seeking to define common European standards of stability,
efficiency, transparency and investor protection to guide supervisory
authorities, central securities depositories, securities settlement systems,
central counterparties and other institutions that provide similar services.
The goalsinclude accel erating the integration of the European markets and
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ensuring equal regulatory treatment to all entities - banks and non-banks
alike - that operatein the post-trading sector at systemically important levels
(the so-called functional approach).

The initiatives to increase the efficiency and stability of trading and
settlement systemsinclude the gradual extension of the activities of central
counterpartiesto the cash markets; the authorities provide adequate stability
safeguards for the prevention of systemic risk.

In Italy, the different components of the financial marketplace
continued to devel op innovative services, rationalized ownership structures
and strengthened their position in the international context.

The Bank of Italy, in agreement with Consob, established the rulesfor
guarantee schemes for transactionsin financial instruments, regulating the
possibility of introducing central counterparty service in the cash markets.
The Bank followed the preparatory work for the new securities settlement
system and launched initiatives to strengthen the ability of the Italian
financia system to react effectively to emergencies.

The wholesale market in government securities

The cash market. - There was a dlight contraction in the volume of
trading in the MTS cash market, which was affected by the low levels of
interest rates and the growing use of alternatives to cash trades (i.e. repos,
futuresand swaps) for the purpose managing interest-raterisk. Thevolatility
of share prices benefited trading in both index-linked and short-term
securities. The concentration of trading by financial instrument diminished
further.

Daily turnover averaged €8.65 billion, 6 per cent less than in 2001.
BTPs accounted for 60 per cent of the total (compared with 69 per cent in
2001), CCTsfor 25 per cent (compared with 20 per cent), and BOTs and
CTZsfor 14 per cent (compared with 10 per cent).

There was afurther, slight narrowing of the bid-asked spread, from 48
to 39 basis points. The changesintroduced by MTS spain the obligationsto
guote pricesin order to maintain primary deal er statusand theincreasing use
by market makers of specialized computer procedures for the automated
quoting of thefinancial instruments assigned to them have abearing on the
improvement in the spread.

Thenumber of market membersdeclined from 175to 153; asinthe past
few years, thewithdrawal of smaller Italian dealerswasonly partly offset by
the growth in the number of “remote-access’ foreign intermediaries (from
30 to 36). The latter’s market share remained unchanged at 38 per cent.



Thenumber of primary dealersrosefrom 29 to 32 and they now account
for 90 per cent of the market’s total volume. The top five primary deaers
handled 42 per cent of turnover (compared with 40 per cent in 2001), thetop
ten 62 per cent (compared with 60 per cent). Specialists in government
securities contribute decisively to maintaining a highly efficient and liquid
market.

In the periodic evaluation that the Bank performs on behalf of the
Ministry for the Economy and Finance of contributions to the overall
efficiency of the market, Italian primary dealers were again the most active
insupplyingliquidity, thanksaboveall totheir greater capacity to quoteeven
the least liquid securities with limited spreads. However, a significant
improvement was found in the activity of foreign deders, five of which
figure among the top ten.

Central counterparty service on the MTS cash and repo segment,
provided jointly by the Italian Cassa di compensazione e garanzia and the
French Clearnet, has been available on an optional basis since December
2002. The service allows dealers to decide which central counterparty they
wish to belong to. The choice is indifferent, for not only are the pricing
structures, methods for calculating margins and capital requirements for
membership the same for the two clearing houses, but the two guarantee
systems are also linked: each central counterparty is a general clearing
member of the other and allows dedlers to trade with intermediaries
belonging to one or the other. Six foreign intermediaries participating by
remote access signed up with the central counterparty service at its
inception. By the end of thefirst quarter of 2003 their number had increased
to nine. At present, the volume of trades carried out by means of this
procedure is small in relation to the total.

Total turnover onthegrey market fell from<€35hillionin2001t0€31.8
billion last year. Theratio of turnover on the pre-issue market to the amount
offered at auction averaged 13.5 per cent; it was higher for CCTs (32 per
cent), three-year BTPs (26 per cent), five-year BTPs (23 per cent) and
six-month BOTSs (15 per cent). Priceswere generally inlinewith or slightly
lower than the issue prices; the difference averaged about 2 basis points,
nearly all of it ascribable to fixed-rate securities.

The repo market. - Average daily turnover rose from €28 billion in
2001 to€43hillionin 2002, with peaks of morethan<€60 billionin July and
October. Spot-next and tom-next were again the most liquid maturities,
accounting, respectively, for 71 and 27 per cent of total trades. In June 2002
participation in the repo market became a criterion for maintaining MTS
primary dealer status.
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The increase in turnover was especially large in the general collateral
segment (75 per cent), confirming the further growth of this instrument as
aform of investment of liquidity for maturities other than overnight.

The differential between rates on the interbank deposit market and
genera collatera rates ranges from -0.7 basis points for tom-next to 5.1
basis points for the one-month maturity; the fact that the differentia is
close to nil for overnight funds shows that the costs associated with
collateralization often outweigh the reduction in counterparty risk. The
widening of the spread in the last quarter of both 2001 and 2002, in
concomitance with rising uncertainty in the financial markets, shows the
importance of repos as a financial instrument at times when unsecured
transactions are perceived as excessively risky.

Turnover also rose in the special repo segment, though by lessthanin
the general collateral segment. The use of the instrument to cover securities
settlement obligations concentratesactivity intheearly hoursof theday. The
special repo rate effectively signaled moments of tension in the secondary
market, many of them due to the disinclination of institutional investorsto
lend securities.

BondVision. - Average daily turnover rose from €220 million to €390
millioninthismarket’ssecond year of activity. BTPsaccounted just over 45
per cent of the total (compared with 50 per cent in 2001), CCTsfor 18 per
cent (compared with 13 per cent) and securities of other euro-area countries
for 25 per cent (compared with 20 per cent). The number of participantsrose
over the year from 40 to 99; institutional investors were responsible for all
of this growth, since the number of market makers remained unchanged at
23. The number of remote-access intermediaries increased from 24 to 61.
The top five primary dealers accounted for 68 per cent of total volume.

Other segments of the bond market

EuroMTS and other national MTSs. - Average daily turnover in
government securities on EuroMTS contracted substantially, from €3.8
billionto€2.9 hillion. The declinewas partly attributable to the adoption of
more stringent admission standards, which reduced theinstrumentslisted to
the actual benchmark securities of the euro-area countries.

Italian securitiesmade up 28 per cent of thetotal, compared with 42 per
centin 2001, whileltalian, German, French and Spanish securitiesasagroup
accounted for 64 per cent, down from 83 per cent. Large increases were
recorded in turnover in the securities issued by other countries of the area
(137 per cent for Greece, 91 per cent for Portugal, 46 per cent for Austria).



Volume rose on the national circuits that use the MTS platform.
MTS/France, MTS/BelgiumMTS/Germany and M TS/ Spain benefited from
the accession of major international intermediaries, the migration of some
securitieslisted on the EuroM TS circuit and the appreciableincrease in net
issues of government securities in France and Germany.

Average daily turnover rose on MTS/France from €675 million to
€1.02 billion and on MTS/Belgium from €850 million to<€1.03 billion; on
both MTS/Germany and MTS/Spain it increased to around €630 million.

The market in bonds other than government securities. - Average
daily turnover on MTS/Corporate, the Italian regulated market, fell from
€135 million to €97 million and concentrated almost entirely on
the securities of international organizations. On EuroMTS, average
daily turnover rose from €1.18 hillion to €1.80 billion, around 70 per
cent of it in financial instruments issued by international organizations
and governmental agencies.

The over-the-counter market. - The volume of OTC trading in
government securities, based on a significant sample of MTS primary
dealers, declined by 9 per cent, which was in line with the contraction
recorded on MTS itself. Although the regulated platform remained the
principal channel of trading, its share of participants total cash trades
dlipped from 63 to 60 per cent. Thirty per cent of the trading in repos on
Italian securities takes place on the OTC market and 70 per cent on MTS;
Italian dealers are more activeon MTS, while foreign deal ers transact most
of their business over the counter.

Theinterbank deposit market

Daily turnover on e-MID averaged €17.6 billion in 2002, rising to
€18.2 hillion in thefirst three months of 2003. Daily turnover in overnight
fundsaveraged<€ 14 billionin 2002; itsshareof total turnover increasedfrom
79 to 80 per cent in 2002, rising to 82 per cent in the first quarter of 2003.

Turnover in the large-deal segment grew by 38 per cent to a daily
average of €4.85 billion and its share of the total volume of transactionsin
the four maturitiestraded on the segment rose from 24 to 29 per cent. Major
foreignintermediaries participating by remote accesswere especially active
in this segment, accounting for more than 50 per cent of total volume.

Daily turnover in the dollar segment averaged $600 million in 2002,
rising further to more than $900 million in the first quarter of 2003. At the

243



244

end of March 2003 the segment counted 58 active participants. Compared
withfundsin euros, activity indollar fundswaslessheavily concentrated on
the overnight maturity, which accounted for 58 per cent of the total; by
contrast, trades in the tom-next maturity funds accounted for alarger share
(35 per cent).

The overnight rate on e-MID displayed very limited variability, again
proving to be apreciseindicator of liquidity conditions throughout the euro
area. The average differential between the e-MID overnight asked rate,
calculated as a weighted daily average, and the EONIA has dwindled
steadily inthe past few years, reflecting theintegration of the money market
in the euro area. In the period under review the variability shown by the
differential was statistically small, with significant increases corresponding
to the closure of compulsory reserve maintenance periods and the end of
calendar quarters. On the days when the ECB Governing Council was
expectedtomakedecisionsregardingthelevel of official rates, thebid-asked
spread widened slightly.

The consolidation of the banking sector, under way for years, led to a
further reduction in the number of market participants, which fell from 187
to 163 in 2002 and then to 159 at the end of the first quarter of 2003. The
combined market share of the ten most active participants rose from 29 to
32 per cent during the year.

The market accentuated its international dimension last year. The
number of foreign intermediaries participating in e-MID by remote access
nearly doubled, from 21to41, withafurther increaseto 49 inthefirst quarter
of 2003; their combined market sharerosefrom 13 per cent in 2001 to 22 per
cent last year.

| nterest rate derivatives

Average daily turnover in overnight indexed swaps on e-MIDER, the
circuit operated by e-MID spa, fell from<€1.5billionin2001tojust over €1
billion in 2002. The contraction was due in part to the low volatility of the
overnight rate, which reduced theincentiveto enter into derivative contracts
designed to limit the risks deriving from sudden variations in
very-short-term interest rates. Trading began to grow again in thefirst three
months of 2003, rising to adaily average of more than €1.5 billion.

Central securities depositories

Against the background of the ongoing consolidation of post-trading
systems, Monte Titoli became Europe's third-largest central depository by



value of securities held. At the end of 2002 the Euroclear group, including
the Crest, held financial instruments with a market value of €10.6 trillion,
6.2 per cent less than a year earlier. The securities deposited with
Clearstream Banking Luxembourg and Clearstream Banking Frankfurt,
both controlled by the German market management company Deutsche
Borse, were worth €6.9 trillion, 8 per cent less than a year earlier. At the
same date the market value of thefinancial instrumentsheld by MonteTitoli
amountedto€1.93trillion, adecrease of 4.1 per cent compared with theend
of 2001.

At face value, the securities deposited with Monte Titoli amounted to
€1.58trillion, compared with<€1.54 trillion at the end of 2001. Government
securities made up 68 per cent of the total, broadly unchanged from the
previous year. The financial instruments held by means of the ten links
existing with foreign central depositoriesamounted to<€11.8 billion, having
increased by 4.3 per cent.

Thetotal number of Monte Titoli participantsrosefrom 1,867 to 1,916,
that of issuers increasing from 1,214 to 1,346 and that of intermediaries
decreasing from 653 to 570. The reduction in the latter mainly involved
smaller intermediaries, in parallel with thetrend in participation in payment
and settlement systems. The number of participating banks decreased
from 379 to 317, investment firms from 84 to 64, and stockbrokers from
29 to 13.

In January 2002 Monte Titoli took over the daily checking and
correction services for off-market trades (RRG-LFM) and for transactions
to be settled via the Express gross settlement system (RRG-REL). Monte
Titoli also activated the securities lending service, which offers the
possibility of finding the financial instruments needed in order to meet
settlement obligations.

Settlement of transactionsin securities

The Express gross settlement system. - The number of participantsin
Express rose from 107 to 125, comprising 104 banks and 20 investment
firms (compared with 91 and 15, respectively, at the end of 2001). The
averagetransactions settled per day increased in number from 383t0 402 but
declined in value from €4.44 billion to €4.37 hillion.

During theyear the system maintained ahigh level of smoothnessinits
operations. Over-the-counter transactions accounted for 79 per cent of the
total value handled, compared with 66 per cent in 2001. Asin the past, peak
activity occurred on the dayswhen monetary policy operationswere settled.
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The concentration of transactions per participant remained high. The
top five participants accounted for 76.5 per cent of all settlements by value
and 75.8 per cent by number (compared with 73.3 and 77 per cent
respectively in 2001). Express handles most of its transactionsin the early
part of the day, when the Bank of Italy’s net securities settlement serviceis
operating and Express queues lengthen. The profile of queues and queuing
time shows that participants made better use of the system than in 2001.

The Express |1 settlement system. - Work is progressing for the launch
of the new securities settlement system, operated by Monte Titoli and
comprising a net and a gross component. The preparatory work involves
intermediaries, their trade associations, the markets and the authorities.
According to the present timetable, Express Il should go live in October
2003, at which time the securities settlement service operated by the Bank
of Italy will shut down.

Clearing and guarantee systems

Cassadi compensazione e garanzia members numbered 120 at the end
of 2002 and comprised 34 general members, 33 individual membersand 53
indirect members(compared with 33, 38 and 49, respectively, ayear earlier).
Italian banks decreased from 62 to 55, Italian investment firms increased
from 33 to 36 and EU investment firms from 12 to 17, while the number of
stockbrokers declined from 9 to 5. The number of remote-access members
rose from 13 to 21.

Turnover on the Italian Derivatives Market (Idem) fell by 20 per cent
compared with 2001 and at the end of the year openinterest was 7.2 per cent
smaller. The average daily amount of initial margins declined from €1.03
billion to €870 million.

In July the range of products in which the Cassa di compensazione e
garanzia acts asinterposed party was expanded with the addition of futures
on individual stock options.

The Cassatook a prudent approach to the management of counterparty
risk, calling on its participants to provide collateral more than sufficient to
cover the daily volatility of the financial instruments guaranteed. In 2002 it
never needed to request the deposit of intraday margins.

During the year the Cassaand Clearnet jointly established the methods
to be used for calculating margins for the central counterparty service
offered on MTS. On 23 May 2003 the Cassa, with its parent company Borsa
Italiana spa, launched the central counterparty service on the cash share
market.



At the end of the year the Contract Guarantee Fund and the Settlement
Guarantee Fund amounted to €52.4 million and €36.9 million respectively,
compared with €52.2 million and €43.3 million at the end of 2001.
In 2002 the Contract Guarantee Fund intervened in the insolvency of two
stockbrokers.

The regulatory framework

In Europe, further progress was made last year in implementing the
Financial Services Action Plan, to achieve greater harmonization of the
legislation governing the securities sector.

In May 2002 the European Commission began a public consultation on
the guidelines to be adopted for the clearing and settlement of securities
transactions. In November it submitted to the Council and the Parliament its
proposal for amending the Investment Services Directive (93/22/EEC),
which envisages trading taking place in three different spheres: regulated
markets, multilateral trading facilities, and banks and investment firms. In
thisnew environment it becomes crucial to ensure adequate transparency in
price formation, whatever the venue, and to guarantee that prices are
immediately accessible for investors.

In Italy the authorities adopted measures to complete the framework
established by the Consolidated Law on Financial Intermediation and to
adapt certain aspectsto EU legidlation and to the evolution of the financial
markets.

In October the Bank of Italy, in agreement with Consob, issued a
regulation on the clearing and guarantee of transactions in financial
instruments pursuant to Articles68, 69.2 and 70 of the Consolidated Law on
Financial Intermediation. The measure introduces asingle set of provisions
for al guarantee systems and provides regulatory support for the
introduction of the central counterparty service in the cash markets. It is
based on criteria amed at ensuring legal soundness, adequate risk
monitoring, and non-discriminatory access. In a context of integration
between markets, it governs the procedures for establishing international
links between central counterparties.

Asregardsthefinality of transfer orders, on 30 September the Bank, in
agreement with Consob, issued rules under which each securities settlement
system must establish the time at which orders are entered in the system, so
as to make them binding and enforceable in respect of third parties even in
the event of the opening of an insolvency procedureinvolving aparticipant.
Under these rules two conditions must be satisfied for transfer ordersto be
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considered entered in a system and thus final: the transaction must be
non-revocable by the parties and it must be charged to the settlement
agents. For central counterparty systems, finality commences at the time,
immediately following the trade, when the clearinghouse takes over the
contractual position to be settled.

The start of the central counterparty service on MTS required the
drawing up of amemorandum of understanding between the Bank of Italy,
Consob and the French authorities responsible for supervising Clearnet.

Supervision of market operating companies

Supervision of the companiesthat operate markets and market-support
systems benefited from the rationalization of data flows achieved following
the issue of supervisory instructions.

M eetingswith operating companies’ corporate officersagain proved to
beauseful meansof exploring thevariousaspectsof management, including
organizational and I T-related matters, the quality of internal controls, and
cooperation agreementswith foreign parties. Specific attention wasdevoted
to systems' continuity of operation, in order to evaluate their ability to
recover from emergencies.

The Bank rendered opinions to the Ministry for the Economy and
Finance regarding the operating rules of MTS and BondVision and the
bylaws of the operating company. The issues addressed included the
legislation applicable to contracts concluded in the market and access to
trading by monetary authorities, central banks, public entitiesentrusted with
public debt management and other national entities that perform similar
functions. Onthislast matter theMinistry issued adecree, onwhichthe Bank
rendered the opinion within the scope of its authority. In addition, the Bank
also provided opinions to Consob on questions regarding the rules of
MTS/Corporate and the closure of the Italian Futures Market (MIF).

In December the Bank, in agreement with Consob, approved the
operating rules of the central counterparty guarantee system introduced by
the Cassa di compensazione e garanziaon MTS.

A large effort went into examining the numerous applications of
non-resident intermediaries to participate in Italian markets (a total of
around 90 for all the markets supervised). Where contemplated - in more
than 50 cases - steps were taken for an exchange of information with the
competent authorities of the home country.



PAYMENT SYSTEM OVERSIGHT AND SERVICES

In 2002 the central banks' commitment to enhancing the efficiency of
payment systems reflected Europe’s need to complete the single payment
market and to prepare the accession of new countries to the EU. At world
level, growing cooperation with the authorities responsible for maintaining
financial stability continued to focus on reinforcing the reliability of
payment systems.

At the Bank for International Settlements, the publication of the third
report on retail payments marked the conclusion of aseries of studiesby the
participating central banks designed to establish objectives and common
lines of action for efficiency and security in a sector where both the market
and other authorities play acrucial role.

The events of 11 September impressed upon the oversight authorities
for intermediaries, markets and payment systems, the central banks and the
payment system participants the need to cooperate in the development of
rules and standards to cope with major shocks.

The Eurosystem adopted this approach. The Bank of Italy carried out
asurvey of the financial system’s state of preparedness and ability to cope
with emergencies; solutionsbased on the coordinated action of stakeholders
were devel oped to minimizethe systemic risksof an operational breakdown.
The EU central banks stepped up cooperation with the oversight authorities
and in March 2003 outlined a scheme of reference for more effective
cooperation in crises involving cross-border intermediaries or payment
circuits.

To raise efficiency levels in the TARGET trans-European settlement
system the Eurosystem drew up a long-term strategy for its devel opment,
known as TARGET2. The plan is for further centralization of operations
while maintaining banks' accounts with their respective national central
banks. TARGET?2 will consist of severa platforms, only one of which is
to be shared initially by a number of countries, offering a broader range
of core services than at present at a single price that will ensure full cost
recovery.
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The operational and technological solutions of Italy’s project for the
New BI-REL gross settlement system anticipate the strengths of the
EU-wide payment system. BI-REL will extend the services available to
participants for more efficient liquidity management. In view of BI-REL’s
flexibility, security and high technology standards, the Bank of Italy
proposed it as a basis for the single shared platform of TARGET2.

To encourage the European retail payment service market to overcome
itsremaining shortcomings, the Eurosystem strengthened itsrole ascatalyst
of change and sector coordinator. The European banks responded by setting
up an organizational framework and charging it with the implementation of
abroad plan for efficient execution of intra-EU payments (the Single Euro
Payment Area, or SEPA, project), which embraces measures relating to
individual instrumentsaswell asthe creation of an EU infrastructurefor the
exchange and clearing of low-value payments.

Following international and European guidelines Italy drafted the
provisions for the enactment of Article 146 of the 1993 Banking Law, in
which the purposes of oversight and the areas concerned are set out on a
systematic basis.

In the sphere of retail payments, monitoring of conditions for the
provision of services was stepped up. Actions were taken to improve
confidence in the use of payment instruments - including the introduction
of theinterbank database on irregular cheques and payment cards - and, in
the area of innovative payments, the assessment of new electronic payment
schemes and of security questions relating to open networks.

The Bank of Italy increased and extended its action to improve the
efficiency of the public administration payment system. Significant
progress in this direction was made with the procedure for the payment of
state salaries and pensions by credit transfer, the new methods for public
administration collections and payments within the EMU, and the offer of
specia conditions for use of the electronic network by other public
agencies.

Aspart of amove to upgrade the information on the state of the public
accounts, the Ministry for the Economy asked the Bank of Italy to develop
and manage, as part of the state treasury service, a computerized recording
system for public agencies’ collections and payments. Theinformation will
be coded using standard criteria in accordance with Article 28 of the 2003
Finance Law. The system gives the Ministry prompt and complete
information on the cash flows of public agencies and the main components
of local expenditures, which can servethe purpose of coordinating the public
finances.



Oversight activities

Last year the oversight activity of central banks in the industrial
countries focused on retail payment efficiency, public confidence in
innovative payment services and instruments and measures to counter
systemic operational risk within the financial industry. The objectives and
procedures of national payment system oversight increasingly converge
with those at European and global level.

Throughout theindustrial world theinterest of central bankersin retail
payment systems and instruments has strengthened. This hastaken theform
of stepped-up effortsto work out wide-ranging policiesto foster efficiency
andreliability and demarcatetheauthorities’ areasof interest, ashasalready
been done for wholesale payment systems. The BIS has completed the
reference framework. The Eurosystem has intensified work on common
principles, guidelines and standards.

Theaction of the EU central banksto hastentherealization of thesingle
payment market is consistent with the Commission’s initiative to define
common legal arrangements for euro payments in its paper “A Possible
Legal Framework for the Single Payment Area”. The central banks are also
moving to foster and monitor adoption by the European banking industry of
suitable solutionsto the remaining shortcomings. The bankshaveresponded
withamajor project for the creation of aSingle Euro Payment Area(SEPA).

In Italy, oversight has been stepped up, with a strengthening of the
guidance and control activity aready under way and an extension of the
monitoring of national systems and infrastructures. The Bank of Italy’s
oversight centred on structural mattersand the setting of rulesand guidelines
for adaptation of the systems and structures to the European environment.
Special action was taken to accelerate adoption of standards for
straight-through processing, first of al the introduction of the International
Bank Account Number (IBAN) and the Bank Identifier Code (BIC), andto
enforce the Community rule of equal prices for cross-border and domestic
payment services. There was intensified use of the instruments and
procedures of dialogue. Regular meetings were held with the Italian
Bankers' Association to identify problems, plan and if needed take joint
action, and with the Interbank Company for Automation as the technology
provider for the first infrastructure that meets the requirements for a
pan-European automated clearing house (the EBA's STEP2 system).
Important payment system participants were monitored, also on a
decentralized basis, as part of the ongoing analysis of the prices charged for
the main instruments. Coordination and information exchange within the
Eurosystem and with the Commission continued. Work proceeded on the
harmonization of methodology and standards for European statistics on
retail payment instruments.
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In keeping with the international tendency to formalize the oversight
function, the regulatory framework for the exercise of the Bank of Italy’s
oversight responsibilities under Article 146 of the 1993 Banking Law was
completed last year. The implementing provisions set the objectives, the
areas of interest and the obligations of stakeholdersand lay the basisfor the
definition of an organic body of instrumentsfor the various agentsinvolved
in the operation of the payment system and in the issue and/or management
of payment instruments and circuits. A related theme is strengthening the
oversight authority’s powers, already effected in part and bound for
significant further development. The regulatory framework was improved
by the simultaneous enactment of sectoral measures in areas of primary
concern to the oversight function.

Theincrease in the number of transactions settled by cashless banking
instruments continued in 2002, with growth of 7.1 per cent on an annual
basis; the figure rises to 8 per cent if one considers the broader aggregate
including someinstruments provided by other intermediaries, such as Poste
Italiane spa. Thenumber of cashlesstransactionsper inhabitant remainslow
by international standards: 54 in 2002, compared with an average of 131 in
the euro area and 267 in the United States in 2000.

Trends in banking payment instrument use were not uniform. The
fastest growth was recorded by those that have a technological edge over
paper-based instruments. Bank cheques and bankers drafts diminished
sharply, by 8.9 per cent to 526 million during the year, while automated
credit transfersincreased by 11.6 per cent and direct debits by 11 per cent.
As in recent years, POS debit card use increased sharply (24.6 per cent),
thanks partly to the extension of the network, which now counts some
820,000 outlets (up 9.4 per cent over 2001 and 43.5 per cent over 2000).
There were 25 million debit cards in being at the end of 2002, an increase
of 7.1 per cent for the year. They accounted for 25.1 per cent of all cashless
transactions, compared with 21.4 per centin 2001. The number of ATM cash
withdrawals rose by 6.7 per cent, with especially strong growth during the
period of dual circulation of liraand euro.

The number of credit card transactions rose by 14 per cent to 358
million. Asin previous years, the expansion of credit card use was spurred
by the spread of co-branded cards issued by financial intermediaries and
distributed by other institutions. The number of cardsrose by 8.8 per cent to
22 million.

Various factors underlie the spread of cashless instruments. There has
been an easing of the constraints and resistance, including cultural attitudes,
that in past impeded the large-scale use of Italy’s vast network of
technological infrastructures and procedures for effecting transactions in
bank money. The entry of new operators and the increased number of



participants in payment card circuits has extended the range of payment
means available.

In the second half of 2001 the Bank of Italy began a survey of
procedures and fees for two of the most common payment instruments,
namely cheques and credit transfers. The findings confirm the importance
of local factorsand the conduct of individual banks, which arereflected both
intheamplevariability of termsappliedto customersandinthegeneral long
execution times and high cost of payments (Table 65). In view of the high
level of standardization of interbank procedures and increasingly intrabank
procedures as well, these conditions are hardly justified.

Table 65

HANDLING TIME FOR CHEQUESAND CREDIT TRANSFERS
(number of working days)

Average Minimum Maximum
2000 2001 2002 2000 2001 2002 2000 2001 2002

Cheques

Value ................ 4.0 3.9 3.9 1.9 2.2 2.1 6.2 6.1 6.9

Availability of funds . . . . 6.7 6.6 6.8 5.4 5.5 5.6 8.7 7.9 7.9

Finality .............. 10.0 9.4 9.6 8.4 8.1 84| 116 | 10.0| 11.0
Credit transfers

Valuedate ........... 2.0 2.1 2.3 1.3 1.9 2.1 4.0 4.5 4.0

Availability of funds . . .. 2.6 2.5 2.0 0.9 1.9 1.3 3.2 3.8 2.9

The chargefor cross-border credit transfersin 2002 cameto an average
of €22 for outgoing and €16 for incoming payments, including operating
commissions. As in the past, cross-border payments were much more
variable and much more expensive than domestic credit transfers (which
cost €2.00-€3.00). These differences reflect differentiated supply policies
and the variety of procedures and practices for sending and receiving
payment ordersbetween euro-areacountries. A drastic reductionisexpected
from the full application of the EU rule aligning cross-border to domestic
charges and from some initiatives aready under way as part of the SEPA
project (STEP2, CREDEURO, and the convention on interbank fees).

In the first quarter of 2003 the survey questionnaire was extended to
cover cross-border payments other than credit transfers, innovative I nternet
payments and money transfer activity.

Integration between the bank and postal payment circuits proceeded.
With the conclusion of negotiations with ABI and the inclusion of Poste
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Italiane spa in the main Bank of Italy clearing procedures, there was a
significant rise in customer transactions between the two circuits and a
broadening of the range of instruments supplied by the postal system, with
increases of payment card issues, the ATM network, collection orders and
credit transfers. Poste Italiane spa released an initial flow of data, for the
most part comparable with those originating with the banks, describing its
complex payment activities.

As regards innovative electronic payment instruments, oversight
activity mainly aimed at reliability, security and transparency, with action to
foster their spread and reduce the use of less efficient instruments. The
relative importance of Internet payments remained limited. On-line
payments by credit card, the most common el ectronic payment instruments,
accounted for just 2.5 per cent of all card payments. Credit transfers ordered
by customers on-line accounted for 3 per cent of all such transactions. Like
other innovative products, on-line payments, especialy credit transfers,
continued to increase. A comparable increase was registered in the use of
electronic substitutes for cash, i.e. e-purses and prepaid cards, whose ratio
to the stock of money in circulation more than doubled.

There were over 270,000 prepaid cardsin circulation at the end of the
year, and those exclusively for Internet use now exceed 65,000. Theaverage
on-linetransaction using prepaid cards remains smaller than €30, in keeping
with their use for low-value payments. In 2002 card schemes subject to the
Bank of Italy’ sassessment consisted mainly in nationwideinitiatives. At the
end of March 2003 the prepaid payment instruments actually operational
in Italy numbered 12, three times as many as the previous year. Another
thirteen projects were under examination.

The impediments to the spread of on-line payment instruments have
been analyzed in the broader context of the use of information and
communicationstechnology in banksandintherest of theeconomy. A Bank
of Italy survey of service companiesin 2002 found that the main obstacles
to e-commerce are posed by the characteristics of the goods and services
offered and by doubts about technical security and the identity of
counterparties. Similar conclusionswere reached by surveys conducted last
year by the OECD and Eurostat, which pinpointed security in on-line
payments as a decisive factor for the expansion of the Internet business of
smaller enterprises. The Bank of Italy’smost recent survey of ICT usefound
that 61 per cent of servicefirmsand 63 per cent of manufacturing firms had
effected on-line payments and collections in 2002.

The number of customers using e-banking is rising rapidly, both for
effecting transactions and for checking account information. In the last two
years the number of customers contacted via the web has increased
enormously. In 2002, some 4 million used the Internet to make bank



transactions. Demand-side developments are prompting banks and other
payment service operators to offer on-line services, automating the entire
payment cycle from customer order to execution to reporting.

The potential for the growth of on-line instruments depends on the
confidence of markets, government and other final users. Oversight activity
in 2002 accordingly focused on the prevention of illicit uses of these
instruments, on defining security requirements for e-money, on monitoring
card fraudsand on promoting measuresfor the proper functioning of on-line
transactions. The central bank’s role in strengthening confidence in
innovative payment circuits and instruments was recognized in 2002 by the
decrees transposing EU directives on electronic payments, which assigned
specific powers to the oversight function.

Aspart of action to contain systemic operational risk, acomplex project
to check the Italian financial industry’s ability to cope with disasters was
begunlast year. Thestrategy ischaracterized by theinvolvement of payment
system stakeholders from the outset, including the design phase. This
reduces the cost of individual projects and improves the efficiency and
security of the system as awhole.

Consistent with international and European action plans, the capacity
of the Italian financial system and its various components to cope with a
far-reaching crisis was studied. The survey covered payment system and
market infrastructures and the main banking groups. The most important
initiatives involved increasing service continuity, among other things
through reciprocal back-up, organizational change to augment the
availability of technical and administrative personnel, periodic tests
involving the greatest possible number of participants, the definition of
standing communication procedures between participants and the
authorities, and the promotion of action to improve the reliability of public
utilities.

Theresults of the survey and of the meetings with market playerswere
set out in apreliminary report presented in February 2003 to the operators
of the most important infrastructures and the main banking groups. The
meeting laid out a mutually agreed agenda to enhance system security. A
contact list of major institutionsfor crisismanagement inthefinancial sector
will be drawn up and aworking group of the main market players formed.
The objectiveisclose coordination and continuous exchange of information
in contingency situations and the design of integrated, system-wide tests.

The monitoring of the ATM and POS circuits begun during the cash
changeover to the euro was consolidated over the rest of the year, with the
ingtitution of afirst procedure for monitoring the functioning of the ATM
network and itsindividual components. Thesecircuitsareaproblem areafor
payment system infrastructures and participants owing to the immediate
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impact that an operational failure hason users' ability to make payments at
POS terminals or withdraw cash from ATMs. The implementation of the
project, carried out by Cogeban, the Bancomat circuit operator, required
close coordination with the many institutions that make up the circuit
(service providers, termina operators, participating banks).

Work continued on private payment systems that are of particular
importance to the functioning of the overall Italian payment system. The
work aready under way together with the central credit institution for
mutual banks was joined last year by action involving two other central
bodies representing cooperative institutions. Oversight, conducted in close
coordination with the Banking Supervision Department, isdesigned to make
these systems more efficient and reliable. A new study carried out jointly
withthe Eurosystem further devel oped analysisof the operation of interbank
correspondent accounts.

Direct provision of payment services

Theflow of fundshandled by the Bank of Italy’ sclearing and settlement
systems last year amounted to nearly €37 trillion, or 29 times the Italian
GDP. This was a decrease of almost 8 per cent compared with 2001. The
BI-REL gross settlement system settled 87.6 per cent of all payments, over
45,000 transactions a day worth about €133 hillion. Payments channeled
through the BI-COMPretail clearing system accounted for 7.1 per cent and
themultilateral cash balancesgenerated by the LTD securitiesnet settlement
procedure for 5.3 per cent.

The value of the payments handled by BI-REL decreased by almost 5
per cent (Table66). Transfersfrom foreign correspondentsdiminished by 27
per cent, the cash balances from securities settlement decreased by 13 per
cent, and customer credit transfers also decreased. Paymentsfor thee-MID
interbank deposit market, by contrast, increased. The decrease in domestic
payments was due mainly to banking concentrations, which are generally
accompanied by an organizational and operational rationalization of banks
cash-flow management and larger intra-group flows. The same process
affected the securities settlement procedure, with an increase in netting of
debit and credit positions within groups and a consequent decrease in the
balances settled in BI-REL. As in years past, the decline in interbank
transfers from foreign correspondents stemmed from the reduction in the
use of correspondent accounts to settle cross-border payments between
euro-area countries.

Unlike 2001, last year saw a decrease in the value of cross-border
paymentsaswell (12 per cent), despite arisein their number. The reduction



inthe size of payments, which was common to other EU countries, was due
to the climate of uncertainty and to a general situation unfavourable to the
activity of the financial markets. However, the reduction was more
pronounced in Italy, essentially because of banking concentrations. Most of
the decline can be attributed to banks involved in mergers or acquisitions.

Table 66
LARGE-VALUE GROSSAND NET SETTLEMENT
SYSTEMSIN THE EU
(average daily flows in billions of euros)
2001 2002
TARGET TARGET Total
percentage
h
Domestic Ecry(:j:r bocrziosrsi—n— Total |Domestic Eg?g:r bg,:jo‘;s{n_ Total 2803/2%%1
@ outgoing | coming @ @ outgoing | coming @
Gross settlement
(TARGET)
taly .............. 67.4| 39.2| 39.3] 1459 64.1| 345| 34.4| 133.0 -8.8
Germany (2) ...... 140.0| 131.0 130.9| 401.9| 360.1| 129.3| 129.4| 618.8 54.0
France ........... 270.0f 75.2| 75.3| 420.5| 287.4| 68.9] 68.9| 425.2 1.1
Spain ............ 189.0/ 19.6| 19.5| 228.1| 231.0f 17.8| 17.8| 266.6 16.9
Netherlands ... .... 37.0 46.7| 46.7| 130.4| 37.6| 450 45.0| 127.6 -2.2
OtherEMU ....... 62.0 92.3| 92.3| 246.6| 59.7| 91.9| 91.9| 2435 -1.3
Total EMU ............ 765.4| 404.0| 404.0({1.573.4|1.039.9| 387.4| 387.4(1.814.7 15.3
Non-EMU countries 27.0| 102.3| 102.3| 231.6 26.4| 97.6| 97.6| 221.6 -4.3
Total EU ............. 792.4| 506.3| 506.3(1.805.0|{1.066.3| 485.0| 485.0({2.036.3 12.8
Net settlement
Euro Access Frank-
furt (EAF) (2) .. .. 162.2 - -
Paris Net Settlement
(PNS) .......... 87.9 78.3| -10.9
Servicio Espafiol de
Pagos Interbanca-
rios (SEPI) ...... 1.4 1.2 -14.3
EBA Euro Clearing
System (Eurol) .. 204.8 188.2 -8.1
Total other systems ... 456.3 267.7 -41.3
Sources: ECB and Bank of Italy.
(1) The comparison of figures for domestic payments is affected by specific features of the national gross settlement system architecture
in some countries that allow transfers of liquidity between different accounts held by the same institution with no underlying transaction.
Such payments are possible in Germany, France and Spain. The Eurosystem is working to improve the degree of statistical comparability
between national real-time gross settlement systems of the figures on domestic flows. - (2) On 5 November 2001 Germany launched
its new RTGSPLUS system combining the functions of the predecessor RTGS system (ELS) and the hybrid system EAF.

The use of intraday liquidity in BI-REL, which averaged €2.9 billion
aday, remained limited, coming to just 3 per cent of the value of the tota
settlement flow and 19.6 per cent of the value of securities pledged as
collateral. Thelatter wasreduced by 10 per cent compared with 2001, again
as aresult of concentrations and more efficient cash-flow management by
banks.
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The correspondent banking services provided by the Bank of Italy to
countries outside the euro area increased. The number of transactions rose
by 13 per cent, from 11,500 to 13,000, and their value by 3 per cent, from
€224.5 billion to €231.3 billion.

The multicurrency Continuous Linked Settlement (CLS) system for
foreign exchange transactions in seven currencies, including the euro,
started operation in September. The CL S system works by the simultaneous
transfer of creditsin two different currencies.

TARGET further strengthened its leading position among large-value
euro payment systems. It handled a daily average of over 250,000
transactionsworth morethan<€1.55trillion, accounting for 59 per cent of all
funds transfers through the main EU systems and for 85 per cent by value
(Table 66).

Developments in TARGET and New BI-REL. - In its first years
TARGET has attained its objectives. However, participants have
progressively felt the need for higher levelsof service, in particular for more
efficient and flexible liquidity management. In response to market requests,
inthelast twoyearsthe Eurosystem hasundertaken areview of thelong-term
strategy, not least with aview to EU enlargement. The strategy for TARGET
was devised by the ECB Governing Council in October 2002. The new
TARGET2 system will not be operational before the second half of the
decade.

At the domestic level, the Bank of Italy together with the banking
industry has developed a project for upgrading BI-REL starting in June
2003. New BI-REL provides new services permitting more flexible
management of payments in the course of the day. The system allows two
forms of participation: direct, with a settlement account within the system,
and indirect, settling one’s transactions through a direct participant. The
option obligesbanksto makeastrategic choiceonitssettlement systemrole,
which must be consistent with its profile of operations, in that direct
participation requires an investment that is justified only by large operating
volumes.

The migration of banks to New BI-REL will be gradual. An
optimization mechanism, designed to save on the use of intraday liquidity,
will be introduced in January 2004. The system will have high security
standardsfully compliant with the new standards set at international level in
the wake of 11 September 2001. Specia attention has been given to
measures to ensure business continuity in all possible contingencies. In
consideration of the high quality of services, advanced technology,
flexibility and security, the Bank of Italy has proposed New BI-REL to the
ESCB asthe basis for the single shared platform of TARGET2.



Securities: the LDT net settlement procedure. - The value of the
securities handled by the securities settlement procedure came to €33
trillion in 2002, an increase of €3.9 trillion or 13.4 per cent. All of the
increase was due to the growth in government securities repos on MTS.
Turnover in sharesamounted to€1.3trillion, 5.8 per cent lessthan in 2001.

Securities: the Express gross settlement system. - 1n 2002 the average
daily value of the settlementsviaBI-REL of the cash leg of OTC securities
trades from the Express system was €3.4 billion, compared with €2.9
billion in 2001. The number of payments rose from 340 to 360 a day. The
value of BI-REL credits and debits for settlement through Express of
monetary policy repos came to €235 billion, down from €385 hillion in
2001. The decrease reflected the reduction in monetary policy financing
obtained by Italian banks at Eurosystem auctions.

The use of securities as collateral. - The volume of securities posted
as collateral for Eurosystem monetary policy operations and intraday
liquidity averaged €686 billion, compared with €689 hillion in 2001.
Foreign securities made up 27 per cent of thetotal. The cross-border use of
collateral grew by 20 per cent; the increase came both through the
Correspondent Central Banking Model (CCBM) and through bilateral links
between national securities depositories.

There was a significant reduction in the collateral pledged by Italian
banksboth agai nst monetary policy reposand against intraday liquidity. The
decline vis-a-vis monetary policy operations reflected a trend that had
emerged in 2001, while that vis-a-vis intraday credit stemmed, as noted,
from moreefficient cash-flow management by thebanksmainly astheresult
of the consolidation process. In fact, the collateral reduction was more
pronounced for banks affected by M& A operations.

In June 2002 the Bank of Italy made some changes in the operation of
the CCBM. The measures increased the level of automation and thus
shortened processing time at the Bank, which isnow the shortest in Europe.
At the same time, thanks to the Bank’s efforts to securitize market players
in the course of bilateral meetings, the main depository banks made
procedural and administrative changesto shorten their own processing time.

Theinterbank database onirregular chequesand payment cards. - The
database wasinstituted pursuant to L aw 205 of 25 June 1999 and L egidlative
Decree 507 of 30 December 1999, which modified the sanctionsfor writing
bad or unauthorized bank or postal cheques. In addition to the names of
violators (natural and legal persons), the database records the bank
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coordinates of chequesthat are lost, stolen, not returned to the bank or post
office when the account-hol der’ s authorization to write chequesis revoked,
or blocked for some other reason.

The database began operation as regards cheques in June 2002; in
December the payment card sections also went operational.

At the end of the year the total amount of bank and postal cheques
classed as“unpaid” dueto irregularities was<€636 million, with an average
of €3,600 each. The great majority of irregular cheques were for less than
€10,000; they were concentrated in the size classes between €250 and
€10,000.

Government payment services. - Action to complete the projects for
electronic systems under the Computerized Public Administration Payment
System was intensified last year. At the start of 2003 the payment of public
salaries and pensions by credit transfer under standing payment
authorizations was initiated. When fully phased in, the system will make
some 36 million payments a year. Both the spending orders and the
documentary reportsto the Ministry for the Economy and Financeand to the
State Audit Officewill bedematerialized, greatly simplifying proceduresfor
the banking and postal system. The payments will be made electronically,
via the Single Public Administration Network, the National Interbank
Network and SWIFT, furthering integration of state treasury management
with the other components of the payment system.

The Bank of Italy and the Ministry for the Economy and Finance
defined new procedures for executing state payments abroad. Within the
EMU such transactionswill be effected directly by the Bank via TARGET;
outside the euro area they will continue to be made by the Italian Foreign
Exchange Office.

The Bank also continued to provide electronic payment services at
specia conditions to public bodies other than the central government. The
prices for the services of the banks acting as tax collection agents were
revised, and after a period of testing the convention for the payments
collection service on behalf of the Advanced School for Economics and
Finance was signed. The procedures for the decentralized management of
liquidity for non-pension payments by INPS (e.g. maternity allowancesand
unemployment benefits) were subjected to testing. A convention governing
this serviceis being drafted.

Work began last year towards the creation of an information system on
public agencies collections and payments, within the legal framework of
Article 28 of the Finance Act for 2003. This database will record the
revenues and expenditures of all central government departments and local



governments, on adaily basisandin detail, with the help of ICT instruments.
The system will make available to the Ministry for the Economy complete
and up-to-date information on the state of the public accounts classified in
uniform fashion throughout the national territory. The project is of strategic
importance for monitoring compliance with the EU budget rules in the
course of the year. It is also important to the coordination of national and
local financeswith aview to administrative and fiscal decentralization. The
system will also give loca governments the data needed to shape their
budgetary policies and monitor economic management.

The system is scheduled to go into operation by the end of 2004. Its
management has been assigned to the Bank of Italy as part of the state
treasury service under a special supplementary agreement between the
Ministry and the Bank dated 31 March 2003.
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THE GOVERNOR’S CONCLUDING REMARKS

The opportunitiesand risks presented by globalization and the need to
pay attention tolocal realitiesinform and shape thework of the Bank, which
it performs in the service of Italy, a country still marked by economic
dualism but ever more open to international relations.

We are strongly committed to playing our part in the formulation of
Eurosystem policy and to its implementation at nationa level. Our
collaboration within the Group of Ten and the wider international
community isintensifying.

Supervisory activity is aimed at further strengthening the banking
system and individua intermediaries, in conditions of stability and
efficiency, as aresponse to the needs of firms and to protect savings.

The safeguarding of competition between banks at national level is
supplemented by surveillance of transparency and competitionin morethan
onehundred provincia marketplaces. Working in close cooperation with the
central departments, the Bank’s branches are a so responsible for the direct
supervision of intermediaries of predominantly local significance. Regional
dataform part of the documentation on the Italian economy and the basi s of
our analysis of its performance.

Theresearch and studies by the Research Department on the economy
andthefinancial system and the contributionsfrom other departmentsare set
out systematically in the Report; they are the foundation on which these
Concluding Remarks are based.

We are closely monitoring the process of governmental
decentralization. Theimportance of public expenditure and taxation at local
level should increase, within a necessary framework of solidarity.

In agreement with the Ministry for the Economy and Finance, we
have taken on the task of designing the information system for the
operations of public bodies. The project, which is nearing completion,
will make it possible to record all items of revenue and expenditure
daily on the basis of uniform nationwide criteria. It will provide an
up-to-date picture of thefinancial activities of central and local government,
filling gaps in information that cause uncertainty in interpretation and
decision-making.



Thenew interbank settlement systemwill shortly comeinto operation;
it will give Italian banks further opportunities in terms of operations and
information and can also be used by other European banking and financial
systems.

Construction of three new buildings has begun at the Donato
Menichella Centre. Plans to improve the accommodation of some
departments of the Central Administration are being examined.

Constant attention is paid to staff training and skills, recruitment and
promotion.

Important agreements relating to career paths and grades have been
reached with the representatives of the Bank’s staff; they accord even higher
recognition to expertise and introduce greater flexibility in the use of
personnel.

All the employees of the Bank, of every grade and level, work with
dedication and professionalism in the service of the country. | wish to thank
them on behalf of the Board of Directors, the Directorate and myself.

The world economy

In the advanced economies gross domestic product grew by 3.8 per
cent in 2000 and by 0.9 per cent in 2001; the rate then recovered to 1.8 per
cent in 2002. In the devel oping countries output growth was 5.7 per cent in
2000 and fell to 3.9 per cent in 2001 before accelerating to 4.6 per cent in
2002.

In the major industrial economies consumer price inflation is at an
historical low; it amounted to 1.3 per cent in 2002, compared with 2.1 per
cent in the previous year. The decline was largest in the United States and
Germany; in Japan prices continued to fall.

In 2001 industrial activity had declined continuously in the United
Statesand Europe and had fallen by 10 per cent in Japan; it had reached alow
point virtually everywhere in the closing months of that year. There were
widespread signsof recovery until theautumn of 2002, but the economy then
slowed down once more in al theindustrial countries.

Fear of terrorist attacks and the announcement of military action
followed by the actual commencement of hostilitiesin Irag in March of this
year steadily depressed business and household expectations, share prices
and investment.

263



264

In the United States, despite the fall in industrial production and
employment, consumption had grown by 2.5 per cent in 2001, benefiting
from cuts in persona income tax and the substantial reduction in interest
rates. The rate of growth accelerated to 3.1 per cent in 2002. Public
expenditure made amajor contribution to domestic demand. Grossdomestic
product expanded by 2.4 per cent in 2002, compared with 0.3 per centinthe
previous year.

In Japan household consumption had risen by 1.7 per cent in 2001,
faster than the rate of growth of GDP; it increased again in 2002, by 1.4 per
cent, although it stagnated in the fourth quarter.

In the euro area consumer demand had slackened in the second half of
2001; it remained hesitant throughout the first half of 2002 and picked up
dlightly inthe second. Househol d spending was dampened by the perception
among a large proportion of consumers — around 80 per cent — that the
changeover to the euro had had a substantial impact on prices.

GDP growth in the euro area slowed from 1.4 per cent in 2001 to 0.8
per cent in 2002.

The uncertain outlook had repercussions on investment. In the
advanced economies as a whole, fixed capital formation, which had
increased by between 5 and 6 per cent ayear from 1996 to 2000, declined by
1.6 per cent in 2001 and by 1.8 per cent in 2002.

Thefall ininvestment was sharpest in Germany, where it amounted to
5.3 per cent in 2001 and 6.7 per cent in 2002, and in Japan, where the trend
had already become uncertain by the middle of the last decade.

In the second half of the 1990stherisein share prices and thelow cost
of capital had boosted investment in al the advanced economies. There had
been an exceptionally large increase in corporate mergers and acquisitions.

The correction in the prices of high-technology stocks had begun in
March 2000. Asactivity slowed at the end of 2000, thefall spreadto all other
sectors. It was aggravated by the discovery of serious irregularities in the
management of some major corporations, notably in the United States.

To date, the US stock market index has lost 40 per cent of its value
compared with the peak reached in 2000. In the euro area share prices have
fallen by half. In Japan the index, which had aready fallen by a quarter
during 2000, has shed afurther 35 per cent since the end of that year.

By the early monthsof 2003 share priceshad moved back closetotheir
equilibriumvalues. Inal themain marketsthe price/earningsratio hasfallen
well below the averages recorded in the second half of the 1990s.



Economic activity has been sustained by fiscal policy and public
expenditure in the major countries. In the United States a budget surplus
egual to 2.4 per cent of GDPin 2000 gave way to adeficit of 1.5 per centin
2002. The deficit is expected to increase to 3.5 per cent of GDP in 2003,
owing partly to the expansionary measures recently passed by Congress.

In Japan the budget deficit rose from 6.1 per cent of GDP in 2001 to
7.1 per cent in 2002.

In the euro area, even though governments are committed to contain
the imbalancesin their public finances in compliance with the Stability and
Growth Pact, the budget deficit has risen from 1 per cent of GDPin 2000 to
2.2 per cent in 2002. The European Commission predicts that the deficit for
the area as awhole will widen further in 2003, to 2.5 per cent.

Monetary policy has provided crucially important support to the
economy.

In the United States flexibility in the use of factors of production
allowed considerable scope for manoeuvre. In alittle under two years the
Federal Reserve reduced the federal fundsrate from 6.5 to 1.25 per cent. In
the euro areathe rate on refinancing operations was cut from 4.75to 2.5 per
cent. In the United Kingdom official rates were lowered from 6 to 3.75 per
cent, while in Japan they remained constantly close to zero.

Despite the weakness of credit demand, the money stock grew rapidly
in al the major countries in response to the expansion in monetary base by
their central banks.

The ratio of the money supply to GDP in the seven major industrial
countries rose from 66 per cent in 1998 to 75 per cent at the end of 2002.

Adjusted for consumer price inflation, short-term interest rates
decreased by 3 percentage points between 1998 and 2002, reaching almost
zero at the end of last year; in the United States they are now negative. Real
long-term yields on government bonds fell by more than one percentage
point.

The amount of government bonds outstanding continued to rise.
Real-estate values increased sharply.

The declinein the cost of borrowing offset the restrictive effect of the
fall in share prices and prevented the fall from becoming too large. The
abundant money supply and its effects on the other components of wealth
sustained consumer and investment demand, avoiding a decline in world
economic growth. It wasin fact possible to prevent instability among credit
intermediaries in the major countries and on the world market.
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Exchange rates

The balance-of-payments disequilibrium of the United States has
become more pronounced over the past five years. Part of the expansionin
the domestic money supply has thus spilled over onto the international
financial markets, making them more liquid.

TheUScurrent account deficit amounted to 410 billion dollarsin 2000
and 503 billion in 2002, equal to 4.2 and 4.8 per cent of GDP respectively.
The country’s net debtor position rose from 16 to 23 per cent of GDP
between 2000 and 2001 and increased again in 2002, to 27 per cent.

The weakness of external demand and the appreciation of the dollar
acted as a brake on exports, which dropped sharply in 2001 and again in
2002. The containment of imports was insufficient.

As aresult of the fal in share prices and, above all, the economic
slowdown, net inflows of capital to the United States have declined
substantially. Direct investment, which had amounted to 130 billion dollars
in 2000, wasnil in 2001 and gave way to disinvestment of 93 billionin 2002.
Portfolio investment offset only part of this reversal in the sign of direct
investment.

Growing fearsabout the growth prospectsfor the US economy and the
widening of the deficit on the current account of the balance of payments
prompted international investorsto adjust their portfolios, moving out of the
dollar-based market and into the euro area and Asia. The increase in the
supply of dollar-denominated liquid assets caused the dollar to weaken.

SinceMarch of last year the US currency hasdepreciated by 9 per cent
in effective terms.

In Japan the current account surplusincreased as apercentage of GDP
in 2002. Thiswas offset by direct and portfolio investment in other markets.
Theofficial reservescontinued to grow asaresult of large-scaleintervention
in the exchange market to restrain the appreciation of the yen; they rose to
490 billion dollars, compared with 400 billion at the end of 2001.

Japan’s net creditor position increased to 38 per cent of GDP in 2002.
The country’s sound capital account situation explains the strength of its
currency, notwithstanding extremely low interest rates, the difficulties of its
economy and the large proportion of non-performing bank loans.

For some time the currencies of the emerging Asian countries, which
have run large current account surpluses since 1998, have also come under
upward pressure, which has been countered by purchasing dollars. These
countries added 167 billion dollars to their foreign currency reserves in
2002; theincrease since 1998 amountsto almost 450 billion. China sofficial



reserves total about 300 billion dollars and those of Hong Kong, South
Korea, Singapore and Taiwan together come to nearly 500 billion.

The euro area's balance of payments on current account had moved
from a deficit of 61 billion dollars in 2000 to virtual balance in 2001 in
connection with the slowdown in domestic demand. In 2002 demand
weakened further, leading to asurplus of 60 billion dollars, equal to 0.9 per
cent of GDP; another surplusis expected this year.

Between 1993 and the middle of 2001 the price competitiveness of the
countries that now form the euro area had improved owing to the steady
depreciation of their currencies by 15 per cent over the period as a whole.
From the middle of 2001 onwards, exchange rate movements considerably
reduced the area’s international competitiveness. By April of this year the
deterioration amounted to some 17 per cent; over the same period the
competitiveness of the United States and Japan improved by 2 and 12 per
cent respectively.

Firms and banks

In the Group of Ten countries the expansion in financial activity in
1999 and 2000 had led to a surge in corporate fund-raising in the bond and
equity markets. The annual amount of capital increases by listed firms had
risen to 2.6 per cent of GDP, compared with 1.7 per cent in 1997-98. Each
year 1,300 companies had been admitted to the stock exchange.

In 2001 and 2002 new listingsof non-financial companiesbecameless
frequent. Theannual volumeof fundsraisedintheform of equity capital was
64 per cent lessthan in the preceding two years. In 2002 bond issues fell by
60 per cent compared with 2001.

In the major marketsasagroup 10 per cent of al firmswith low credit
ratings defaulted on bonds in the first half of 2002, afigure just below the
level reached in the recession of the early 1990s.

In the United States and Europe life assurance companies were
affected by the prolonged declinein the stock marketsand theincreaseinthe
credit risk on corporate bonds. Injections of capital were necessary in a
number of cases. Inthe casualty and reassurance sectors, the massive claims
arising from terrorist acts and natural disasters curtailed profits.

The banking systems of the major countries had no serious difficulty
absorbing the effects of the adverse economic situation, the fall in share
prices, the troubles in the corporate sector and the tensions in the financial
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markets of Asia and Latin America; their stability was not compromised.
Thestrengthening of banks' capital basesin the second half of the 1990swas
a contributory factor.

The growth of the markets, their increased liquidity and the
innovations that had been introduced permitted better diversification of the
sources of financing for borrowers and of the risks for creditors.

Cooperation hasgrown closer among the authoritiesresponsibleinthe
different countries for supervising the banking, insurance and financial
sectors.

In 2002 banks’ capital and reserves amounted to 9.2 per cent of assets
in the United States, substantially higher than in the previous years. In
Germany thefigurewas4.6 per cent and in France 7.2 per cent; inthe United
Kingdom it was 5.1 per cent in 2001.

In Italy capital and reserves are equal to 7.2 per cent of total assets.

Banks solvency ratios are generally higher than the minimum
requirement in both Europe and the United States.

Between 1996 and 2001 the average annual value of bank mergersand
acquisitions amounted to 1.4 per cent of GDP in the United States, 1.2 per
cent in Italy and 1.1 per cent in the United Kingdom. This far-reaching
reorganization made it possible to curb costs and expand the sources of
income, in part by introducing innovative products.

In Japan and Germany the restructuring of the banking industry was
more limited; the value of mergers and acquisitions amounted to around 0.4
per cent of GDP. Costs rose in relation to income.

In 2001 banks' staff costs were equal to 25 per cent of grossincomein
the United States, 28 per cent in the United Kingdom and around 37 per cent
in Germany.

In Italy the ratio declined from 36 per cent in 1999 to 30 per cent in
2001; in 2002 it rose back to 33 per cent.

In the United States banks' return on equity rose to 14.5 per cent in
2002. Net loan losses were held in check by reducing lending to firms and
increasing mortgage lending to households. Commercia banks have
additional exposureviatheir ownership of securitiesissued or guaranteed by
specialized federal agencies, which hold half of all mortgage loans; the
interest rate risk ismanaged by means of complex transactionsin derivative
instruments.

In Japan the difficulties of the banking sector led to an overall
contraction of 2.5 per centinthevolume of lendingin 2002, after those of 1.8



per cent in 2001 and 2 per cent in 2000. The volume of credit decreased
further in the first few months of this year. Bad |oans have continued to be
written off at arate of between 2 and 3 per cent a year.

In Europe it was German banks that were worst affected by the stock
market turbulence on account of their large equity holdings. Lending by
German banks stagnated in 2002, and loans to firms contracted in absolute
terms. A plan has been approved to mobilize a substantial amount of bank
loans by means of securitization. The financing will come from the market.

The growth of derivatives has greatly increased the opportunities for
hedging risk, thereby reducing its cost, and the ability of markets and
intermediariesto withstand adverse events. It has contributed to the stability
of financial systems.

The notional value of derivatives traded on over-the-counter markets
reached 128trillion dollarslast June, 60 per cent morethanin 1999. In recent
yearsamarket in derivativesfor hedging credit risk hasdevel oped; itssizein
December 2002 can be estimated at 2 trillion in terms of notional value.
According to a recent survey of 150 major international financial
intermediaries, US ingtitutions accounted for nearly two thirds of the
transactionsand i ntermediariesbased in European countries, including Italy,
for most of the rest.

Use of theseinstrumentshasmadeit possibleto redistribute credit risk
in the market. The exposure of large banks has decreased, while that of
smaller banks has increased.

The splitting of risk may causeintermediariesto basetheir investment
decisions exclusively on the ratings of outside agencies, without carefully
assessing the risk they are assuming, thus possibly leading to an excessive
expansion of credit to particular sectors or countries. Every bank must
accurately evaluate the risk-return profile of each operation, even when
participating in syndicated |oans organized by other intermediaries.

The use of complex, non-standardized financial instruments can be a
source of opacity in the financial statements of the major international
banking groups, whose organizational structures are highly ramified.

There is broad agreement on the need for uniform standards across
countries for the accounting treatment of derivative positions; efforts to
extend the disclosure requirements are being stepped up.

The supervisory authorities of the European countries are widely
critical of the application of valuation techniques based indiscriminately on
methods such as mark-to-market or fair value as a means of valuing bank
assets.
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The extension of these methodsto traditional banking productswould
increase the variability of financial reports. It would somehow fail to
recognize the banker’s true function based on the ability to evauate
creditworthiness accurately.

Thenew international accounting standards must produce methodsfor
the valuation of financial instrumentsthat can dispel all forms of opacity in
financia statements. The European countries decision to make the
international accounting standards mandatory for listed firms must be
matched by a concrete commitment on the part of the United Statesto move
towards a common set of rules.

The development of the backward countries

Economic development policies must be accompanied by specific
programmesto foster the social inclusion of the poorest strata of theworld's
population and their participation in the benefits of economic growth.

In the less-developed countries the institutions responsible for
managing the economy must be strengthened. It is necessary to invest
heavily in human capital.

In line with the commitments made at the conference in Monterrey,
Mexico, in 2002, the volume and effectiveness of development assistance
must be increased. The debt-reduction initiative is encountering difficulties
that must be surmounted as soon as possible. Like the other industrial
countries, Italy is pledged to contribute 0.33 per cent of its GDP,

In order to raise the level of welfare globally and in the poorest
countries, it is crucial to achieve tangible results on the multilateral trade
liberalization front, in accordance with the objectives established in Doha,
Qatar, in November 2001.

The level of support granted to agriculture in the major industrial
countries remains high. According to OECD estimates, in 2001 the
European Union provided subsidies to farmers, agricultural price supports
and export aid amounting to 106 billion dollars, or 1.4 per cent of thearea's
GDP. Farm subsidies totaled 95 billion dollars in the United States and 59
billion in Japan, equal respectively to 0.9 and 1.4 per cent of GDP.

The protection accorded to agriculture by the richest countries is
particularly harmful to developing ones, which have a comparative
advantage in this sector.

In the recent meetings in Washington the Development Committee
issued a strong call for an acceptable compromise to be reached by the



summer regarding primarily agriculture. Inthisway the ministerial meeting
of the World Trade Organization to be held in Mexico in September will be
ableto closeimportant chaptersof the Dohaagenda, such asthe reduction of
customs duties on industrial products and the further liberalization of trade
and direct investment in services.

Progress on this front is necessary in order to give fresh impetus to
international cooperation, to overcome the divisions and mistrust
engendered by the conflict in Iraq and the continuation of terrorist attacks
and tensions in various parts of the world, and to achieve a better balance
between the industrial economies and the developing countries.

The Italian economy

The difficulties of the international business cycle had repercussions
on the European and Italian economies, which are characterized by
structural rigiditiesand slower growth of potential output than thoseof North
America or the emerging countries.

In the euro area GDP growth slowed from 3.5 per cent in 2000 to
1.4 per cent in 2001 and 0.8 per cent in 2002.

In Italy theincrease of 3.1 per cent in output in 2000 was followed by
rises of 1.8 per cent in 2001 and 0.4 per cent in 2002.

In the second half of 2001 economic activity in Italy slowed down
abruptly owing to afall in exports and a slackening of domestic demand.
Investment, consumption and exportsall continued to declineinthefirst hal f
of 2002; GDP stagnated.

In the second half of 2002 arecovery ininvestment, largely dueto the
impending expiry of tax incentives, was accompanied by an increase in
exports. Consumption also began to grow again, albeit modestly.

However, the increase in al the components of demand was not
sufficient to stimulate productive activity; the expansion of supply stemmed
from alarge rise in imports. GDP growth picked up slightly.

The sharp decline in industrial activity during 2001 was followed in
2002 by atentative recovery that lasted until the summer.

Production fell again in the second half of the year and contracted
further in the early months of 2003; in March the index of industrial
production fell back to the low registered in late 2001.
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Despite the cyclical slowdown, employment continued to expand,
rising at anannual averagerateof 1.4 per cent. In2001 and especially in 2002
permanent employment benefited from the tax incentives introduced at the
end of 2000, which were suspended last July because of their excessive cost
to the exchequer. The growth in employment was one percentage point
higher than that in GDP; the expansion in labour-intensive services
contributed to the decline in productivity.

On the basis of harmonized data, consumer pricesroseby 2.7 per cent
in 2001 and by 2.6 per cent in 2002. Inflation accelerated from mid-year
onwards, rising to 3 per cent in December. The twelve-month rise in the
harmonized index was 2.9 per cent in May.

An inflation differential is re-emerging in relation to France and
Germany, our main competitors in the domestic and international markets.

Per capitaearningsin Italianindustry rose by 3 per centin 2001 and by
2.8 per cent in 2002. Labour productivity increased by 1.6 per cent in 2001
and declined by 0.4 per cent in 2002.

Over the past two years earnings in the manufacturing sector in
Germany have risen at just over half the rate recorded in Italy, while
productivity has improved twice as rapidly.

Unit labour costs in Italian industry rose by 4.3 per cent in the two
years, compared with 1.3 per cent in France and Germany. The gap vis-a-vis
these two countries was thus 3 percentage points.

While world trade in goods and services grew by 3 per cent over the
past two years, German exportsincreased by 7.8 per cent and French exports
by 3.2 per cent.

Italy’sexportsin 2002, measured in volumeterms, werethe sameasin
2000.

Competitiveness

A look back over the years again highlights the weak growth of the
[talian economy in the European and world context.

Inthefiveyearsfrom 1998 to 2002 the GDP of the United States grew
by an average of 3 per cent ayear and that of Europe by 2.3 per cent. Italian
output rose at an annual average rate of 1.8 per cent.

World trade in goods and services expanded by 28 per cent between
1997 and 2002. Italian exports increased by 16 per cent, while those of
France and Germany rose by 31 and 38 per cent respectively.



The loss of competitiveness affects industrial value added and
economic growth.

In the five years from 1997 to 2002 industrial production in Italy
increased by 3 per cent. In France the growth was about 11 per cent, in
Germany 12 per cent; inthe euro areaexcluding Italy it was 14 per cent. The
expansion of Italian firms production abroad — in the emerging and
developing countries — has been substantial, but no greater than that of the
other large euro-area economies.

Italy’s share of world exports had risen steadily from 2 per centin the
1950s to 4.5 per cent in the 1980s.

Until theearly 1970sthe complete stability of theliraagainst thedollar
and the other main currencies was accompanied by large gainsin industrial
productivity. During the 1950s and 1960s Italy’s GDP increased at rates of
between 5 and 6 per cent as the country gained export market shares.

Inthe subsequent decades, following theail crises, labour incomesand
prices rose sharply, productivity growth slackened and the annual rate of
output growth slowed by half. Italy’s share of world trade was defended by
repeatedly devaluing the currency. Between 1971 and 1993 the nominad
effectiveexchangerateof theliraagainst theleading currenciesfell by about
70 per cent.

Competitiveness began to decline in the mid-1990s, bringing Italy’s
share of world trade back to the level of the mid-1960s; at constant pricesit
fell from 4.5 per cent in 1995 to 3.6 per cent in 2002.

The loss affected all markets. The composition of Italian exports
makes them vulnerable to changesin prices, which are necessarily linked to
production costs. Italian goods are poorly represented in technologically
advanced sectors, whereas they are prominent in those where success
depends on taste and workmanship.

Italy’ sshareof worldtraderemainshighin suchindustriesasfurniture,
leather products and the working of non-metallic mineral products.

In machinery and mechanical equipment, Italy has a gradually
declining share that now amounts to 9.6 per cent of world exports. In five
years the country’s share in motor vehicles and parts has fallen from 3.6 to
about 3 per cent, and in electrical equipment and precision instrumentsfrom
2.1 to 1.8 per cent. Our exports of electronic and information technology
products are very small.

The United States maintained a world market share of about 11 per
cent by volume throughout the 1990s. France and Germany have gained
market shares since the middle of the decade, benefiting from intensified
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specialization in high-technology sectors. Japan’s share fell from 8.6 per
cent in 1995 to 6.4 per cent in 2002; at current prices the loss was less
marked, revealing an ability to sell at high prices owing to good product
quality.

Chinese exports at current prices have expanded from 2.9 per cent of
world trade in the mid-1990s to about 5 per cent, as the country has moved
successfully into the production of medium-technology goods.

Asin the rest of Europe, import penetration in the Italian market is
growing. Domestic demand is being satisfied increasingly by goods
produced in other countries.

Between 1990 and 1995 the net impact on production of the stimulus
from exports and the restrictive effect of imports was positive, thanksto the
recovery in competitivenessasaresult of the devaluation of thelirain 1992.
Between 1996 and 2002 the net effect turned negative; therisein purchases
of foreign products to meet a growing proportion of domestic demand for
finished products and intermediate goods far outweighed the growth in
exports.

Over these seven years the negative impact of foreign trade on GDP
can be estimated at 2.9 percentage points. In the other euro-area economies
increases in imports were more than matched by export growth.

Productivity

Theunsatisfactory performance of theltalian economy hasbeenduein
large part to the slow increase in productivity.

In the United States between 1995 and 2000 the widespread
application of information technology, increased investment, research, the
wealth of human capital and flexibility in the utilization of labour fostered
far-reaching organizational change and a shift towards the production of
goods with a greater technological content. Hourly labour productivity in
industry rose by 4.5 per cent ayear.

In France productivity increased by 4.6 per cent ayear and in Germany
by 2.4 per cent.

InItaly hourly labour productivity in the manufacturing sector rose by
0.9 per cent ayear between 1995 and 2000.

Thelossin competitiveness has become more evident in recent years,
but its origins lie further back in time.



In manufacturing, total factor productivity, which is a measure of
technical and organizational advance, rose by only 1.3 per cent a year
between 1980 and 1985, despite large-scal erestructuring; in the economy as
awhole there was virtually no increase at all.

From the mid-1980s to the mid-1990s total factor productivity in
industry rose at an average annual rate of 1.5 per cent.

From 1995 to 2001 the growth of value added in manufacturing
industry slowed down sharply. Investment increased, but not employment.

Total factor productivity stopped rising; over the period as awhole it
declined by about one percentage point.

Theincrease in employment over these years was concentrated in the
private service sector, where overall productivity increased dlightly.

The contribution to output growth stemming from investment in
information technology amounted to 0.2 per cent ayear both inindustry and
in services.

Between 1995 and 2001 value added in the private sector increased by
13.1 per cent at constant prices. Of theoverall gain, 5.8 percentage pointscan
be attributed to labour, 5.2 points to capital and 2.1 points to the growth in
total factor productivity.

The banking and financial sector accounted for one sixth of the
productivity gain in the economy as awhole. Thanks to reorganization and
investment in new technology, total factor productivity in the sector rose by
almost 7 per cent during the period.

Transport and communications, agriculture, textilesand retailing also
made significant contributions to the improvement in total factor
productivity. In many branches of both industry and services the gain in
productivity was practically nil; in others there was a decline.

Firms, research and economic growth

The paucity of the rise in productivity is attributable not least to the
fragmentation of supply. Italianfirmsaresmall. The Censusof October 2001
found that local production unitsinindustry have an average of 6.3 workers,
avery low figure compared with other European countries and the other
major industrial economies.

Thisstructure created abundant employment in past decades, anditisa
reservoir of entrepreneurship. Unless it is complemented by large firms,
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however, it shows its limitations as regards productivity growth and the
ability to compete in a world market where some new competitors benefit
from minimum social protection and very low labour costs.

Studies by our Research Department of the economies of European
countries reveal a close correlation between productivity growth and
company size; in high-technology sectors size is decisive.

In Italy as elsewhere, firms are increasingly using information and
communications technology, but they do not yet appear to have introduced
production processes that have a significant impact on costs and
productivity: thesmall scaleandinherently simplemodel of production have
not provided much scope for improving the organization of small
businesses.

More efficient organization of the economy as a whole, through
networking to replicate on a national level some of the characteristic
advantages of local industrial districts, could generate significant
productivity gains.

Italy’s under-representation in technologically advanced sectors and
its slowness to apply information technology to production processes and
organization are ascribable partly to the limited amount of resources
allocated toinnovation and research, both by the public sector and by private
firms. Total spending was 1.3 per cent of GDPin 1990 and fell to about 1 per
cent in 1995.

In the United States expenditure on research rose from 2.4 per cent of
GDPin 1994 to 2.8 per cent in 2001. In the other large industrial countriesit
ranges from 3 per cent in Japan to 1.9 per cent in the United Kingdom.

Public sector expenditure on research and devel opment in Italy comes
toabout 0.5 per cent of GDP, alow figure by comparison with the other large
industrial economies. According to the latest data, firms investment in
research and development is also about 0.5 per cent of GDP; it has declined
since the early 1990s.

Firms in the United States and Japan invest more than 2 per cent of
GDP in research, four times the Italian ratio. In Germany the figure is
1.8 per cent; in France and the United Kingdom it is between two and three
timesashigh asin Italy.

The application of new technology to the coordination and control of
production as part of an overhaul of processesto improve efficiency entails
improving the skills of the work force, adopting new organizational models
and redefining relationships with suppliers and distributors.



It requires adaptability on the part of workers, intelligence and high
levels of skill.

The proportion of the population aged between 25 and 64 with
post-secondary education is 36 per cent in the United States and around 30
per cent in Japan, the United Kingdom, Sweden, Finland and Belgium; in
Italy it is 10 per cent, owing in part to a high university drop-out rate.
Graduates in engineering and other scientific disciplines account for a
smaller share of the total than in any other leading industrial country.

Investment in secondary and university education is indispensable if
the technical and scientific training of the younger generation is to be
improved with aview to reorganizing production processes in industry and
especialy in services to achieve greater flexibility and adaptability to
changing demand.

A sound background in the humanities is needed to comprehend an
economic and social environment in which intercultural relations are
changing swiftly, owing in part to advancing globalization.

Investment in education rewards the individual with arate of return
close to double digits within arelatively short time span. The social return
can be much greater than the individual yield alone.

The business start-up rate in Italy is comparable to that in other
economies, but firms' subsequent expansion facesimpedimentsbothinltaly
and in Europe.

The institutional, legal and fiscal obstacles to the growth of small
companies must be eliminated. Services must be liberalized further. The
labour legislation now being drafted moves towards easing the constraints
on the utilization of the factors of production.

Employment regulations that are consistent with an industrial
economy focusing on standardized mass-produced goods, and the related
costs, are among the causes of the large number of self-employed workers
and the abnormally high proportion of irregular employment.

The smal size of production units, the proliferation of
self-employment and the spread of the underground economy are also a
response, abeit an unhealthy one, to the sow growth and poor
competitiveness of the regular economy.

A new stage of development call sfor reorganization of the structure of
the economy and an increase in the size of firms.

Mergers and restructuring within the banking system have given a
considerable boost to productivity in the sector. The long period of
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investment in information technology, the growing size of banks, the
progressive replacement and training of staff, and greater employment
flexibility arebearing fruitintermsof return on equity and theability toserve
households and firms.

Industry too needs to form stronger groups capable of product and
process innovation and able to withstand growing competition in the
domestic market and to move more confidently onto the world stage.

Corporate mergers and acquisitions call for careful market analysis
and evaluation of productive synergy; they must be initiated by
entrepreneurs.

More advanced forms of corporate organization and financia
structure are needed. Universities can play an important role in cooperation
between groups of firms for the purposes of introducing new technologies.

An innovative economic policy for research, education and
technological progress together with industrial relations suited to the new
environment of greater openness and competition can halt the slow but
steady decline in competitiveness and improve productivity in industry and
services.

We must strengthen existing production capacity and make it more
economically viable and dynamic, in order to prevent backsliding and
achieve a new stage of development.

The South

The economic disparity between the two main regions of Italy
narrowed until the 1970s, thanksto large-scale investment in infrastructure
and basic industry under the southern development programme, but it has
widened again in recent decades.

The Centre and North are home to 85 per cent of Italy’s industrial
capacity. The local environment, the distance from the affluent regions of
Europe and the lack of efficient transport networks make production in the
South less competitive than in the rest of the country.

The consequencesarelower employment rates, higher unemployment
and ahigh proportion of underground economic activity and irregular work.

Since the mid-1990stheratio of grossfixed capital formation to GDP
has ranged between 18 and 20 per cent in the North. In the South it has
averaged one percentage point more. The final domestic consumption of



households and general government amountsto 97 per cent of output in the
South and 74 per cent in the rest of the country.

Imports of goods and services to the South, which come
predominantly from other parts of Italy, exceed exports by more than 50
billion euros. Only avery small part of thisdeficit, equivalent to 18 per cent
of the area's output, is offset by net receipts from tourism.

Balanceis achieved through the action of general government, in that
public expenditureisroughly correlated to the number of inhabitantswhile
tax revenues are more than proportional to income.

The South’s balance of payments on current account is roughly in
equilibrium. The region is not accumulating external debt.

Through their lending and fund-raising activities, banks channel anet
flow of fundsto the South, albeit amodest one. The branches of banks based
inthe Centreand Northlend moreinthe South thanthey raiseintheregion, a
tendency that has become more marked in recent years.

Capital transfers by northern companies investing in the South are
substantial. Industrial firms with 50 or more employees made investments
totaling 35.1 billion euros in 2001, including 6.3 billion in the South, but
only 2.4 billion of thisinvestment was by firmswhose registered officesare
located in the area.

According to the 1996 Census, more than 12 per cent of private sector
employment in the South wasin firmswhose registered officeswere outside
the area.

Labour costs make the output of the South less competitive, owing to
lower productivity because of external diseconomies. Government aid does
not bridge the gap with the rest of the country.

At the beginning of 2003 the unemployment rate, which has declined
inrecent years, was 18.6 per cent in the South, compared with 4.2 per centin
the North-West, 3.7 per cent in the North-East and 6.9 per cent in the Centre.
The employment rate of the working-age popul ation was 43.2 per centinthe
South, 58.4 per cent in the Centre and 63.7 per cent in the North.

In Europe the employment rate is over 64 per cent.

The number of irregular workers is extremely high in the South,
accounting for as much as half of total employment in some branches of
activity.

Inthelast few years substantial net emigration to the Centreand North
has resumed.
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The South’s medium-term growth potential is greater than that of the
rest of Italy, owing precisely to its lower starting level, its demographic
vitality and plentiful supply of young workersmore opentolearning the new
techniques and skills required by a modern economy.

The contribution of tourism is modest in relation to total resources.
Tourist receipts in 2001 came to 9.5 billion euros in the South, compared
with 50.2 hillion in the Centre and North. It is necessary to foster the
industrial and high-technology activitiesthat are already emerging in some
areas.

Faster growth in the South will a so benefit the economy of the North,
withitsrapidly ageing popul ation and widening gap between the capacity for
saving and the opportunities for investment.

Decentralization and fiscal federalism cannot afford to ignore the
profound civil, social and economictiesthat exist betweenthedifferent parts
of Italy.

They must aim at the devel opment of the national economy asawhole.

Banking and the financial markets

During acyclical slowdown overlaid by thedestabilizing effectsof the
fall in share prices, large corporate failures and the difficulties of emerging
countries, the Italian banking system is among those that have shown
greatest resilience.

In the on-site inspections carried out at 342 banks in 2001 and 2002,
the assessments were entirely positive in 139 cases. This is basically the
samerratio asin the preceding two years, when 136 of 326 banksreceived a
favourable assessment. The proportion of negative evaluations declined
from 25 to 19 per cent; they concerned banksthat accounted for 2 per cent of
the system’s total assets.

The progress made since the mid-1990s is reflected in the positive
judgement made by the financial markets. Setting the values of the start
of 1995 at 100, the share index of Italian banks now stands at 245, some
15 points higher than the average for banks of the euro area and 44 higher
than the Italian stock market index.

Over a period of ten years the portion of bank assets held by
institutionsin which more than half of the equity isowned by public bodies
and banking foundations hasfallen from 66 to 10 per cent. The greater focus



on profitability and the need to attain an adequate volume of business to
compete at international level have impelled the system towards
consolidation, greater operating efficiency and the provision of new
services.

Considerable productivity gains have been achieved. Between 1995
and 2002 the stock of IT capital per employee rose roughly fourfold; the
number of staff decreased by 4.5 per cent.

The process of consolidation was particularly intense from 1995 to
2000. Following a pause in 2001, there have been another 36 mergers and
acquisitions since the beginning of 2002.

Banks have expanded the supply of asset management services. The
Italian investment fund industry has become the second largest in Europein
terms of assets under management.

The main banking groups have chosen to extend their presencein the
countries of Central and Eastern Europe. Italian banks occupy significant
positionsin some of those that will join the European Union. Nevertheless,
our banking system’s international activity remains small by comparison
with that of banks from the other main euro-area countries.

Drawing on the knowledge of the markets gained in the course of
supervision, we havetaken stepsto ensurethat consolidationisaccompanied
by an increase in competition, even at local level.

The abolition of operating restrictions and geographical barriers has
increased the opportunitiesfor competition. Today thereis one bank branch
for every 1,900 inhabitants, compared with one for every 3,400 at the
beginning of the 1990s. It has become easier to compare the conditions and
products offered.

The spread between the return on loans and the cost of funds was
3.8 percentage points in 2002, compared with 6.1 points in 1995. The
differential between the average and minimum lending rates has narrowed,;
the dispersion by geographical area has decreased.

Banks' profitability and the supply of credit

Inthemid-1990sbanks’ return on equity wasaround 2 per cent for the
system asawhole, with considerable variability from areato area; in 2000 it
was 11.5 per cent. The increase, which was systemwide, was more
pronounced for the large groups.
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In the last two years profitability has been reduced by the economic
slowdown, the need to provide against the risks connected with the exposure
to Latin American countries and large internationa firms, and the
contraction in income from asset management services.

Profits fell to 8.8 per cent of capital and reserves in 2001 and to 6.2
per cent in 2002. The reports for the first quarter of 2003 indicate an
improvement with respect to the end of last year.

Thereturn on equity of German banks declined from 5 to 3.7 per cent
between 2000 and 2001; last year it fell further. In France the banking
system’s profitability was on the order of 9.5 per cent in 2000 and 2001; for
themajor banks, which account for two thirds of the system, it fell by around
2 percentage pointsin 2002. Bank profitability ishigher inthe United States
and the United Kingdom, where GDP growth has been faster in recent years.

Credit risk has risen very dlightly in Italy. In 2002 new bad debts
amounted to 1 per cent of total lending; the ratio had reached 3.6 per cent in
the wake of the 1993 recession and remained above 2 per cent until 1996.

The small scale of new bad debts primarily reflects the more balanced
financia situation of corporate borrowers in both industry and services,
where profitability remained high despite the weak economic situation;
gross operating profit declined from 37.6 per cent of value added in 1995 to
36 per cent last year. The fall in interest rates caused interest charges to
contract from 22 to 15 per cent of gross operating profit. Capital spending
was low; the share financed internally remained high.

The large industrial groups, which in 2000 and 2001 had financed
acquisitions by borrowing heavily from banks, subsequently disposed of
non-strategic assets and reduced their debt. This helped banks comply with
the limits on risk concentration. The Bank of Italy systematically monitors
lending to large companies. Industrial groups with annual sales of at least
50 million euros account for 10 per cent of banks total assets, a low
proportion compared with other leading countries; in Germany thefigureis
around 30 per cent.

Statistical studies based on thefinancial statements and credit reports
of 126,000 companies indicate that in the last four years banks have
channeled an increasing share of their lending to firmswith alow likelihood
of default.

Among firmswith annual sales of lessthan 5 million euros, lending to
those with aprobability of default below 0.5 per cent increased by an annual
average of 11 per cent; lending to firms whose probability of default was
higher than 1 per cent grew more slowly, by 5 per cent. A similar patternis
also found in lending to large firms.



Credit supply conditions remained relaxed.

Lending slowed down until last autumn. The annual rate of growth
subsequently picked up, rising to 7.1 per cent in April. It is currently
3 points higher than that for the euro area. In Francethe increasein lending
amounted to 4 per cent in 2002; in Germany it was virtualy nil.

The expansion in lending was mostly at medium and long term,
ensuring greater stability in the financing of firms. The undrawn margin on
credit facilitiesremainslarge; it hasincreased for the manufacturing sector.

After the reductionsin the euro-areareference rates, the average cost
of short-termloansfell by 0.1 percentage pointsin December and by another
0.5 pointsinthefirst four monthsof thisyear. Today it standsat 5.2 per cent,
the lowest figure for half a century. Bank interest rates are in line with the
levels elsawhere in Europe.

Banks' capital resources, which represent the main guarantee of their
ability to finance the economy on a stable basis, exceed the minimum
reguirement. Between the end of 2001 and the end of 2002 the solvency ratio
rosefrom 10.4 to 11.2 per cent; for the main groups, it increased from 9.3 to
10.6 per cent.

The banking foundations have played an important role in the
reorganization and privatization of the banking system. It is essential to
ensure the continuity of the role they play as private non-profit institutions.

Inthe South, the contraction in the flow of new bad debtsin relation to
lending was also significant.

In the mid-1990s around 6 per cent of loans became irrecoverable
every year in the southern regions, three times the figure for the rest of the
country. Shortcomings in loan selection were common, particularly in the
publicly owned banks.

The reorganization of banking in the South was achieved by
privatizing the principal banks and with the entry into the area of better
capitalized and managed intermediaries. The contribution of public
resources was small and conditional on staff costs being brought into line
with those in the rest of the banking system.

In the three years from 1999 to 2001 bank Iending to southern firms
grew by an average of 6.5 per cent ayear, which waslower thaninthe Centre
and North. In 2002 the growth in lending in the South amounted to
7 per cent, ahigher rate than in the rest of the country. The flow of new bad
debts declined to 1.6 per cent of lending, compared with 0.9 per cent in the
Centre and North.

283



284

Thedifferential between theinterest rate on short-term corporateloans
in the South and that in the Centre and North narrowed from 2.3 percentage
pointsin 1996to 1.6 pointsin 2002; it islessthan one point when adjusted for
the different sectoral and size composition of firmsin the two parts of the
country. The spread for medium and long-term loansis aso very small, on
theorder of half apercentage point. Thedisparity withtherest of the country
reflects the higher credit risk and is attributable to external diseconomies.

In recent years the interest rate on households bank deposits in the
South has gradually come into line with that in the Centre and North. The
regiona disparities in the remuneration of bank deposits have been
eliminated.

The new Capital Accord

The Capital Accord currently in force dates back to 1988; it has been
applied in more than 100 countries; it has made a major contribution to
increasing the stability of banking systems and expanding their volume of
business.

Since its adoption there has been considerable growth in banks
activity ininternational marketsaswell, new products have been introduced
and new financial instruments have been created.

The opportunities for expanding business and profits have increased,
but new risks have emerged.

The new Accord proposed by the Basel Committee on Banking
Supervision establishesacloser link between capital requirementsand level
of risk inthelight of the developmentsin banking over thelast fifteen years.
The reform is intended to encourage the application of more advanced
methods of risk measurement and management, bolster the effect of market
discipline on banks policies and strengthen the action of supervisory
authorities.

Empirical tests and consultation with a broad range of banks have
made it possible to align the proposed new Accord with best management
practice and to shape it in accordance with the operations of the various
categories of credit ingtitution. Banks are offered more ways to calculate
their capital requirements; they can choose according to the configuration of
their activities and the structure of their internal control systems.

The more advanced methods of calculating capital requirements will
be used primarily by large banksthat are active in international marketsand
by medium-sized banks specializing in innovative sectors.



Smaller banks, engaged in the traditional business of deposit-taking
and lending, will be able to use a ssmplified method comparable to the
present one.

At the end of April 2003 the Basel Committee released the third
consultative paper with aview to launching the new Accord by theend of the
year. Like the earlier versions, the paper is available for policy makers,
market participants, trade associations and expertsto comment on and make
suggestions for amendments. These will be examined by the Committee in
drawing up thefinal text. Thenew Accord isnot expected to comeinto force
before the end of 2006.

Compared with theinitial draft, studies conducted by the Bank of Italy
and the supervisory authoritiesof other countrieshaveled totheintroduction
of specific methods for calculating capital requirementsin relation to loans
tosmaller firms; their validity hasbeen confirmed by simulationscarried out
by around 350 banks in more than 40 countries.

The new methods take account of the smaller exposure of the mass of
small firms to the business cycle and the greater predictability of losses on
portfolios of loans to smaller customers. The capital requirements for
exposures to companies with sales revenues of up to 50 million euros are
lower, for the samerisk of default, than for exposuresto larger firms. Loans
of 1 millioneurosor lesswill receive even morefavourabletreatment. Under
the new rulesit will be possible for collective loan guarantees provided by
consortia and cooperatives to be recognized for risk-mitigation purposes.

The new mechanism reduces the fluctuationsin capital requirements
with changesin cyclical conditions.

Analyses carried out by the supervisory authorities of severd
countries and tests performed by banks do not indicate any rationing effects
or distortionsintheallocation of credit asaconsequence of the application of
the new Accord.

By inducing a better use of capital resources, the new Accord
ultimately aimsto strengthen banks’ stability further in order to protect the
savings they manage.

It also aims to produce a more efficient allocation of credit to the
economy.

Objectivefactorsaretaking on greater importancein the eval uation of
creditworthiness. Thisisincreasing theneed for transparent financial reports
giving a complete picture of firms earnings and financial position.
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Relationships between banks and firms must be based on mutual
confidence and they must become more stable. This shift towards more
advanced procedures and methods is necessary for both banks and firms. A
better allocation of credit will help exploit the potential of the extensive
network of small firmsthat is afeature of the Italian economy.

Savings and the financial market

After reaching anew low in 2000, household savingsroseto 12.5 per
cent of disposable income in 2002. A growing proportion was invested
in medium and long-term bonds, largely government securities; house
purchases increased.

Returns on financial investments fell short of savers expectationsin
2001 and 2002; after enjoying high interest rates for years, investors are
finding it hard to realize that high yields necessarily imply high risks.

Some banks displayed shortcomings in the evaluation of risks, the
recording of commitments in their accounts and their conduct towards
customers.

In some cases it was necessary to initiate special procedures to
safeguard the soundness of banks' operations.

Inthefour yearsfrom 1999 to 2002 the Bank of Italy undertook on-site
inspections at 11 of the 100 or so asset management companies, most of
which belongto Italian or foreign banking groups, and at 29 of the 170 Italian
investment firms. Consob also carried out inspections.

Our checks at asset management companies found that on the whole
thelr situation was satisfactory; in some cases organizational shortcomings
came to light, leading the Bank to initiate sanction procedures. Some
investment firms were found to have fragile ownership structures and
serious organizational deficiencies;, in some cases the Bank initiated
sanction procedures and in others it imposed special administration or
liquidation.

On-site ingpections and the checks made at bank branches by the
Bank’s decentralized supervision units found some omissions in the
information provided to customers; instances of non-compliance with the
rules on transparency were also uncovered; in 2002 the Bank initiated
sanction procedures against 25 banks.

Acting on a proposal from the Bank, the Interministerial Committee
for Credit and Savings approved acomprehensive revision of the provisions



implementing the primary legislation on transparency. New rules have been
introduced with the aim of providing more effective investor protection;
additional information has to be disclosed on the contractua terms and
conditions, costsand risksassociated with banking transactions, lending and
fund-raising.

Banks and non-bank intermediaries must give investors accurate
information and prudent advice on theinvestments best suited to their needs
and consistent with their means. They must offer financial instruments that
are easily comprehensible and without needless complexity. They must
always ensure that products are comparable.

Ethics and professionalism are essential.

In the second half of the 1990s mistakes were made and excessive
expectationswererai sed against the background of generalized optimismin
the financial markets of the leading countries. Employees must undergo
regular training based on the principle of customer service.

Customer confidence, which underpinsfinancial institutions’ stability
and operations, must be strengthened.

Today there are 265 Italian companies listed on the stock exchange,
down from 276 at the end of 2001. There are 715 listed companies in
Germany, 737 in Franceand 2,405 in the United Kingdom. Thelisted Italian
non-financial companies account for one sixth of the value added of such
companies.

The small number of non-financial companies listed on the Italian
stock exchange reflects the small size of our firms, but above all their low
propensity to seek listing. The firms in the lowest quartile of listed
companies by market value are eight times larger than their counterpartsin
Germany and five times larger than those in France.

According toresearch by Borsaltaliana, nearly 1,200 companieshave
the characteristicsrequired for listing. Morethan half have been approached
by merchant banks, commercial banks and management consultants with a
view to admitting outsi de sharehol dersor floating onthe stock market. Sofar
the response has been unsatisfactory; listing increases the exposure to
external scrutiny.

Itisessential to proceed with reform of therulesand theremoval of the
constraints that hold back the activity and growth of firms.

The new company law is an important step in the process of
overhauling the legidlative framework.

This reform encourages entrepreneurship, increases directors
autonomy, better defines their responsibilities and improves the rules on
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conflictsof interest withinfirmsand conglomerates. Thedifference between
the legislation on companieswith listed securities and that applying to other
companies limited by shares has been reduced. The stepstakenin thisfield
must be completed by areform of Italian bankruptcy law.

Labour market reform and a reduction in the tax burden must create
conditions conducive to growth in the size of firms and the start of a new
investment cycle, especialy in high-tech sectors.

The challenge facing Italian firms is to achieve, mainly through
consolidation, a scale of production that permits higher efficiency, more
research, and innovations able to broaden the range and improve the quality
of their products.

With their new size and organizational structures, banks, working
closely with the capital market, must now contribute in a more determined
fashion to the modernization of our economy, make their wealth of
information available to firms, and assist them in planning mergers and
acquisitions and finding more advanced forms of financing.

The efficient allocation of credit hasahigh social value, especially in
today’ s difficult economic climate; it isessential in order to protect savings,
support businessmenwith adrivetoinnovate, and contributeto the growth of
the economy by financing the best investment projects.

Last May, in the light of the improvement in economic performance
after theeventsof 11 September, we had indicated that the GDP of the United
States could be expected to increase by at |east 4 per cent between the end of
2001 and the end of 2002.

The serious international tensions and subsequent developments
curbed the recovery. Output grew by 2.9 per cent during 2002.

Growth in the euro area over the same period was only 1.2 per cent.

The cost of the dramatic international events, in terms of forgone
growth, can be estimated at around one percentage point of GDP in the
industrialized countries.

In the first few months of this year the economic situation was still
dominated by the repercussions of war and terrorism.



In Japan prices are continuing to fall.

In the United States economic policy is geared strongly towards
countering the slowdown in activity and combating unemployment.
Inflationisbeing heldin check by thereductionin costsassociated withlarge
productivity gains and the intensification of competition.

Gross domestic product increased at an annual rate of 1.9 per cent in
thefirst quarter of 2003. Economic activity should accelerate in the second
half of the year, boosted by low interest rates, a new programme of tax cuts
and the depreciation of the dollar.

The growth forecasts for the fourth quarter in relation to the same
period of the previousyear range between 2.2 and 3 per cent. Theincreasein
GDPfor 2003 asawholeislikely to be between 2 and 2.5 per cent, still below
potential growth.

A full recovery iswidely expected to materialize in 2004.

Growth in the euro areawas almost zero in the | atter part of 2002 and
thefirst quarter of 2003; it will be lessthan 1 per cent in the year asawhole.

The strong appreciation of the euro is affecting activity. The scopefor
budgetary measuresislimited; in some countriesthe deficitiswell abovethe
3 per cent limit.

The weakness of growth in continental Europe is attributable in large
part to the rigidities that built up during the decades of rapid development
after the Second World War, the ageing of the population and the associated
heavy burden of pension and welfare spending.

In the major countries the launch of monetary union has not been
followed by the structural reforms needed to bring about a better utilization
of resources, first and foremost labour, and to compete in a profoundly
changed economic and financial environment.

If the European objectives for growth and employment laid down in
Lisbon in 2000 are to be achieved, the necessary measures must be taken in
each country. Easing the tax burden presupposes a reduction in the ratio of
public expenditure to GDP; state pensions have to be adjusted to take
account of increased life expectancy; the development of supplementary
private pensions will generate new resources to finance investment.

At a time when the economy is weak, the balance of payments in
surplus and prices are stable, demand and growth can be stimulated by the
resumption of a programme of major infrastructure works, on the basis of
well-defined projects and timetables.

Inthefirst quarter of thisyear Italy’sgross domestic product remained
at the same level asin the latter part of 2002.
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Industrial production continued to fall in the three months to March;
according to our preliminary estimates, it rose slightly over the following
two months.

Exportsshould increaseby 2 per centinvolumetermsthisyear, thanks
to the recovery in world demand; the loss of market share is continuing,
owing partly to the appreciation of the euro.

Consumption should begin to grow again, abeit sowly. The
availability of credit is conducive to investment in construction.

Importsare still outpacing exports; thiswill hold down productionand
the growth in national income.

It isdifficult to see GDP growing by more than 1 per cent in 2003.

Companies spending plans, influenced by expectations of weak
demand, point to a contraction in investment, especially in manufacturing.

In 2002 public investment was 7 per cent higher than in the previous
year. According to asurvey by our branches, expenditure on public worksis
recovering from the slowdown observed in the first half of 2002; it should
gain momentum during the current year.

Investment on construction in the fields of health, water supply,
education, energy, transport and communications amounted to 3.3 per cent
of GDPat thebeginning of the 1990s; it fell to 2 per cent in 1995 beforerising
again to 2.5 per cent more recently.

Infrastructure deficienciesimpinge upon growthinthe North, but they
aremore severein the South, wherethey are associated with far lower levels
of productivity, employment and income.

Partly on account of the unfavourable economic climate, the
performance of the public finances is not consistent with the repeatedly
proclaimed objectives for consolidation and adjustment.

Net borrowing on an accruals basis ultimately worked out at 2.6 per
cent of GDPin 2001. It fell to 2.3 per centin 2002, with temporary measures
responsible for an improvement of more than 1 percentage point.

The balancefor 2003 isexpected to be the same aslast year inrelation
to GDP.

The primary surplus, that is to say the budget balance net of interest
payments, which at the time of entry to Monetary Union we had committed
ourselvesto keeping at 5.5 per cent of GDP, fell to 4.6 per cent in 2000; itis
expected to be 3.2 per cent in 2003.



In the current difficult phase of the cycle temporary measures make it
possibleto curb the deficit without cutting into permanent income, but there
remains the problem of replacing them with structural measures.

Theratio of tax and social security contributionsto GDP declined by
half a percentage point between 2001 and 2002, from 42.1 to 41.6 per cent,
thus sustaining domestic demand. The ratio of current primary expenditure
to GDP rose by 0.4 points last year.

The gap between permanent revenue and permanent expenditure is
widening; the gradual reduction in the tax burden that has been announced
will have to be based on areduction in expenditure.

There remains a large disparity between the cash deficit and net
borrowing on an accruals basis.

Structural measuresareessential to adjust the publicfinancesonceand
for all, offer the certain prospect of an easing of the tax burden and improve
business and household expectations. The incidence of unfunded pension
liabilities must be contained, the retirement age raised and the ratio of
primary current expenditure to GDP gradually reduced.

Market confidence is being eroded by international tensions and the
resulting economic difficulties. In Italy, as elsewhere in Europe, clear
economic policies centred on an improvement in the public finances and
consistent with anew prolonged phase of economic growth are proving slow
to emerge.

Action must be taken before uncertainty gives way to pessimism.

A medium-term plan must again be proposed along the lines put
forward by the Government in the Economic and Financial Planning
Document published in the summer of 2001.

Low inflation, a high propensity to save and extremely low interest
rates are ideal conditions for an acceleration in both public and private
investment.

The easing of the tax burden on firms, the low cost of capital and the
knowledge which banks can contribute can hel p reduce the fragmentation of
the economy and stem the slow but steady decline in productivity.

The efforts to improve secondary and university education must be
combined with an increase in funding for basic and applied research and
moreefficient use of thefundsavailable. It isessential that firmsrenew their
efforts in research and development aimed at offering new products and
introducing new production techniques.

Small firms are a vital part of our economy. Mergers and forms of
cooperation that make widespread use of information and communications
technology are the way to improve competitiveness.

291



292

The authorities must persevere with the measures aimed at raising the
efficiency of the public administration, to serve the population and sustain
economic activity.

Theeconomicrecovery inthe United States should strengthen towards
the end of theyear. Conditions must be created for Italy to benefit fully from
this, by removing the structural obstacles to growth.

Italy ison the point of assuming the Presidency of the European Union
a a time of enlargement to admit new member countries. The new
configuration will be strengthened if adequate arrangements are made for
sharing sovereignty and the correct balance is struck between national and
European interests; it must be inspired by the deep-rooted values that have
united the peoples of Europe over the centuries.

We have the resources to grow. It is the duty of business, labour and
politics to harness these resources in order to foster employment, assist the
younger generation, promote economic and civil advancement and return to
the path of growth.



ANNUAL ACCOUNTS
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NOTESTO THE ACCOUNTS ()

TheBank’sresultsfor theyear 2002 were affected by thefall ininterest
rates on international markets and the depreciation of the US dollar and the
yen against the euro, which became particularly pronounced in the last part
of the year.

The year-end bal ance sheet total was equal to €147,338 million, down
from 179,099 million at the end of 2001. On the assets side the reduction
mainly reflects that in general government debt following the conversion
under Law 289/2002 (the Finance Law for 2003) of the 1 per cent
government bonds assigned to the Bank of Italy under Law 483/1993 into
other government bonds at market conditions, the annulment of the credit
balance on TARGET accounts at the end of 2001, the reduction in main
refinancing operations, and the diminution in the value of securities and
foreign exchange positions in relation to market movements. On the
liabilities side the reduction was mainly due to the repayment of the cash
deposits made by financial institutions as collateral for the euro banknotes
and coinsthey received in the front-loading phase and thelarge reductionin
therevaluation accounts, primarily asaconsequence of the bond conversion
and thediminutioninthevaluation gainsrecorded in earlier yearsinrelation
to the above-mentioned market movements.

Turning to the income statement, the net profit for the year amounted
toe64 million, adecrease of e443 million compared withthat of €507 million
recorded in 2001 that was due to the movement in market variables. In
particular, net interest income turned negative, writedowns of foreign
currency positionswerelarger, and profitsfromtradinginforeign currencies
and securitieswere smaller. The bond conversion, the effects of which were
included in theincome statement together with therelated withdrawal sfrom
provisions, had no effect on the net profit for the year.

1. Legal basis, methods of preparation and layout of the annual accounts

1.1 Legal basis of the annual accounts. - In drawing up its annual
accounts, the Bank of Italy is subject to the provisions of special laws and,

(1) This abridged English version of the Bank’s annual accounts does not contain all the
information required by law in the Italian version. In addition, it does not include the external
auditor’s report issued by Reconta Ernst & Young.
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although it is not bound by them, applies the rules laid down in the Civil
Code, interpreted in the light of generally accepted accounting standards.

The main statutory provisions referred to above are:

- Article 8.1 of Legidlative Decree 43/1998 (* Adaptation of Italian law to

the provisions of the treaty establishing the European Community for
matters concerning monetary policy and the European System of Central
Banks’). The Decree states that “in drawing up its annual accounts, the
Bank of Italy may adapt, inter alia by way of derogation from the
provisions in force, the methods it uses in recognizing amounts and
preparing its annual accounts to comply with the rules laid down by the
ECB in accordance with Article 26.4 of the ESCB Statute and the
recommendations issued by the ECB in this field. The annual accounts
drawn up in accordance with this paragraph, with regard in particular to
the methods used in their preparation, are also valid for tax purposes’.

In a guideline approved by the Governing Council of the ECB on 1
December 1998 (ECB/1998/NP22), subsequently amended and then
replaced by ECB/2000/18 with effect from 1 January 2003, the ECB laid
down rules for items of central banks annual accounts with reference
mainly to the institutional activities of the ESCB (system items) and
non-binding recommendations for the other items of their annual
accounts (non-systemitems). In addition, on 8 April 1999 the Governing
Council of the ECB issued Recommendation ECB/1999/NP7 on the
accounting treatment of the costsincurred inthe production of banknotes.

On the basis of the authority granted by Article 8 of Legislative Decree
43/1998, the Bank of Italy has applied in full the accounting rules and
recommendationsissued by the ECB, including those onthelayout of the
income statement in report form and that of the balance sheet. The latter
isthe same asthat used for the monthly statement approved, pursuant to
Article 8.2 of Legidative Decree 43/1998, by the Minister of the
Treasury, the Budget and Economic Planning;

Royal Decree 1067/1936 (the Bank’s Statute) as amended, which lays
down special rules for the allocation of the net profit for the year, the
creation of special reserves and provisions, and the allocation of the
income arising from the investment of the reserves.

As regards the matters concerning the preparation of the accounts not

covered by the foregoing rules, the following provisions apply:

- Legidative Decree 127/1991 (“Implementation of Directives

78/660/EEC on the annual accounts of certain types of companies and
83/349/EEC on consolidated accounts pursuant to Article 1.1 of Law
69/1990");



- Legidative Decree 87/1992 (“Implementation of Directive 86/635/EEC
on the annual accounts and consolidated accounts of banks and other
financial institutions and 89/117/EEC on the obligations of branches
established in a Member State of credit institutions and financial
institutionshaving their head officesoutside that Member Stateregarding
the publication of annual accounting documents”);

- the Income Tax Code approved by Presidential Decree 917/1986;

- Article 65 (transactionsinvolving government bonds) of Law 289/2002.

1.2 Accounting policies. - Theaccounting policiesappliedin preparing
the annual accounts for 2002 are described below. Where provided for by
law, they were agreed with the Board of Auditors.

At the start of the Third Stage of EMU the opening book value of gold,
of foreign currency assetg/liabilities and of the securities used in monetary
policy operations were adjusted to the market prices obtaining at that date,
with the resulting capital gainsassigned to so-called pre-system revaluation
accounts.

GOLD

- invaluing stocks and determining the results of trading, the “ average-daily-net-cost”
method is applied;

- thevaluation is effected on the basis of the year-end price communicated by the ECB.
Revaluation gains areincluded in the corresponding reval uation account; revaluation
losses in excess of earlier revaluation gains are included in the income statement.
Revaluation gains recorded through 1 January 1999 and till existing in special
revaluation accounts at 30 December 2002, have been utilized in accordance with
Article 65.1 of Law 289/2002;

- the cost of gold, for civil law and tax purposes, is equal to the amount stated in the
accounts net of the pertinent revaluation account remaining.

FOREIGN CURRENCY ASSETSLIABILITIES

- invaluing stocks and determining the results of trading, the “ average-daily-net-cost”
method is applied for each currency;

- thevaluation is effected on the basis of the year-end exchange rates communicated by
the ECB. Revaluation gains are included in the corresponding revaluation account;
thosederivingfromtheadjustment to mar ket valueand recorded through 1 January 1999
areincluded in theincome statement on a pro rata basisin the event of redemptions or
disposals. Revaluation losses in excess of earlier revaluation gains areincluded in the
income statement, with the simultaneous entry under income of any amount withdrawn
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from the specific provision existing at the beginning of Stage Three of EMU, if it till
exists;
- the International Monetary Fund quota is trandated on the basis of the euro/SDR

exchange rate communicated by the IMF for the quota originally subscribedin lireand
at the euro/SDR exchange rate communicated by the ECB for the quota in SDRs.

SECURITIES

- the cost (clean price) of bonds is adjusted by the amount of the amortization of the
premiunvdiscount (the difference between the book value and the redemption value, to
be included in the income statement — on a pro rata basis using a method based on
compound capitalization —in relation to the residual life of the security);

- purchases of bonds in connection with forward contracts are included, in accordance
with the rules laid down in the Guideline, at the current market price recorded on the
settlement day;

- thevaluation of holdingsfor the purpose of determining the profit or loss on securities
is effected, for each type of security, using the “ average daily cost” method,;

- holdings are stated as follows:
1) for securities not held as fixed assets:

a) listed sharesand bonds: at the market price available at the end of the year;
revaluation surpluses are included in the revaluation accounts; revaluation
surpluses deriving fromthe adjustment to market value and recorded through
1 January 1999 areincluded intheincome statement on a proratabasisinthe
event of redemptions or disposals; revaluation deficits in excess of earlier
revaluation surpluses are included in the income statement, with the
simultaneous entry under income of any amount withdrawn from the specific
provision existing at the beginning of Stage Three of EMU, if it till exists;

b) unlisted bonds. at cost with account taken of any diminution in value
corresponding to special situations related to the position of the issuer;

¢) unlisted sharesand equity interestsnot represented by shares: at cost, reduced
as appropriate where the losses incurred by the issuing company are such as
to cause the security’s value to fall below cost;

2) for securities held as fixed assets (bonds and shares):

- at cost, with account taken of special situations related to the position of the
issuer that cause the security’s value to fall below cost.

PARTICIPATING INTERESTS

The Bank’s participating interests in subsidiary and associated companies classified
as fixed assets are stated at cost, with account taken of any losses that reduce the Bank's
interest in the shareholders' equity below cost.

The UIC endowment fund and the participating interest in the ECB are stated at cost.

Dividendsand profitsare recognized on a cash basis. The profitsthe ECB distributes
onaccount, corresponding to the Bank of I1taly's share of the sei gniorageincome of the ECB,
are stated on an accrual basisin the year to which the income in question refers.

The Bank'saccountsare not consolidated with those of investee companiesinsofar as
the Bank is not among the entitiesreferred to in Article 25 of Legislative Decree 127/1991.



The annual accounts of the UIC are attached to those of the Bank pursuant to Article
4 of Legislative Decree 319/1998.

TANGIBLE FIXED ASSETS

Depreciation beginsinthequarter subsequent to that of acquisition both for buildings
and for plant and equipment.

Buildings

- are stated at cost, including improvement expenditure, plus revaluations effected
pursuant to specific laws. The depreciation of buildings used in the Bank'sinstitutional
activitiesandthosethat are” objectivelyinstrumental” (included amongtheinvestments
of the provision for staff severance pay and pensionsin accordance with the definition
of “ instrumentality” contained in Article 40.2 of the Income Tax Code) ison a straight
line basis using the annual allowance of 4 per cent established by the ECB.

Plant and equipment

- are stated at cost, including improvement expenditure. They are depreciated on a
straight line basis using the allowances established by the ECB (plant, furniture and
equipment, 10 per cent; computersand related hardware and basi ¢ software and motor
vehicles, 25 per cent).

For some tangible fixed assets acceleration is charged in addition to the ordinary
depreciation envisaged by the ECB and set asideinthe” reserve” referredtoin Article67.3
of the Income Tax Code as amended. The accelerated depreciation allowances are
consistent with the provisions of Italian law and the rules laid down by the ECB.

INTANGIBLE FIXED ASSETS

Procedures, studies and designs under way and advances
- included at purchase or production cost.

Procedures, studies and designs completed

- included at purchase or production cost and amortized on the basis of allowances
deemed congruent with the assets’ remaining useful lives.

Deferred charges

- software licences are stated at cost and amortized on a straight line basis over thelife
of the contract or, where no timelimit is established or it is exceptionally long, over the
estimated useful life of the software;

- costs incurred in constructing and enlarging communication networks and one-off
contributionsprovided for in multi-year contractsareamortized ona straight linebasis
over the foreseeable life of the network in the first two cases and over the life of the
contract in the third case;

- costsincurredinimproving buildings owned by third parties and rented to the Bank are
amortized on a straight line basis over the remaining life of the rental contract.

Costs of less than 10,000 euros are not capitalized, except for those incurred for
software licences.
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STOCKS OF THE TECHNICAL DEPARTMENTS

The valuation of stocks, with reference exclusively to the EDP Department. The
valuation is made using the LIFO method.

ACCRUALS AND DEFERRALS

Include accrued income and prepaid expenses and accrued expenses and deferred
income.

BANKNOTESIN CIRCULATION

The ECB and thetwel ve participating NCBs, which together comprisetheEurosystem,
have issued euro banknotes since 1 January 2002 (ECB Decision 2001/15 of 6 December
2001 ontheissueof euro banknotes, in OJ L337 of 20 December 2001, pp. 52-54). Thetotal
value of euro banknotes in circulation is allocated on the last working day of each month
on the basis of the criteria set out hereinafter.

The ECB has been allocated a share of 8 per cent of the total value of euro banknotes
in circulation asfrom 2002, whereasthe remaining 92 per cent hasbeen allocated to NCBs
accordingtotheir weightingsinthecapital key of the ECB. The shareof banknotesall ocated
to each NCB isdisclosed under the balance sheet liability item* Banknotesin circulation” .

The difference between the value of the euro banknotes allocated to each NCB in
accordance with the banknote allocation key and the value of the euro banknotes that it
actually puts into circulation also gives rise to remunerated intra-Eurosystem balances
(ECB Decision 2001/16 of 6 December 2001 on the allocation of monetary income of the
national central banks of participating Member Sates fromthefinancial year 2002, in OJ
L337 of 20 December 2001, pp. 55-61).

From 2002 until 2007 the intra-system balances arising from the allocation of euro
banknoteswill be adjusted in order to avoid significant changesin NCBs' relative income
positions as compared with previous years. The adjustments are effected by taking into
account the differences between the aver age val ue of banknotesin circul ation of each NCB
inthe period from July 1999 and June 2001 and the aver age val ue of banknotes that would
havebeen all ocated tothemduring that period under the ECB'scapital key. Theadjustments
will bereduced in annual stagesuntil the end of 2007, after whichincome on banknoteswill
be allocated fully in proportion to the NCBs' paid-up shares in the ECB's capital (ECB
Decision 2001/16 of 6 December 2001 on the all ocation of monetary income of the national
central banks of participating Member Sates from the financial year 2002, in OJ L337 of
20 December 2001, pp. 55-61).

Theinterest income and expense on these balancesis cleared through the accounts of
the ECB and is disclosed under “ Net interest income.”

The Governing Council of the ECB has decided that the seigniorage income of the
ECB arising from the 8 per cent share of euro banknotes allocated to the ECB shall be
distributed separately to the NCBs in the form of an interim distribution of profit (ECB
Decision 2002/9 of 21 November 2002 on the distribution of the income of the European
Central Bank on euro banknotes in circulation to the national central banks of the
participating Member States, in OJ L323 of 28 November 2002, pp. 49-50). It shall be so
distributed in full unlessthe ECB's net profit for the year islessthan itsincome earned on
euro banknotesin circulation. For 2002, one interim distribution was made on the second
working day of 2003. Thisisdisclosed in the Profit and Loss account under “ Income from
equity sharesand participatinginterest” . From 2003 onwards, interimdistributionswill be
made after the end of each quarter.



TheitemBanknotesin circulation includesthelira banknotesstill in circulation at 31
December 2002.

INTRA-EUROSYSTEM ASSETSAND LIABILITIES

For each NCB the intra-Eurosystem balance arising from the allocation of euro
banknotes within the Eurosystem is included as a net single asset or liability under “ Net
claim/liability related to the allocation of euro banknotes within the Eurosystem” .

PROVISONSFOR RISKS

These provisionstake account, in compliancewith the prudence principle, of therisks
associated with thevarioussector sof the Bank’soper ationsin compliancewith theprudence
principle and are based on an evaluation of their adequacy that covers the sum of all the
provisions. The riskiness of the Bank’s foreign exchange positions and securities portfolio
is evaluated on a value-at-risk basis, with consideration also given to the size of the
revaluation accounts.

The provision for general risksisalso for risksin connection with the Bank’s overall
activity that cannot be determined individually or allocated objectively.

Transfers to and withdrawals from the provisions are decided by the Board of
Directors.

TAX PROVISION

Theprovisionfor taxationisequal to theamount of taxesto bepaid (including deferred
tax liabilities), determined on the basis of a realistic estimate of the foreseeable liability
under the tax rules in force and amounts possibly arising from disputes with the tax
authorities.

SUNDRY STAFF-RELATED PROVISIONS

Transfersto the provision for severance pay and pensionsare included in the annual
accountsunder Article3 of therelated Rulesfor anamount that comprisesboththeactuarial
reservescorrespondingto thesituation of staff having entitlement and that of pensionersand
the severance pay accrued at the end of the year.

The provision for staff costs includes the estimated amount of costs that had accrued
(e.g. sundry bonuses, holidays not taken, contributions set aside for newly-hired staff) but
not been paid at 31 December 2002.

The provision for grants to Bl pensioners and their surviving dependents takes into
account the revenues accruing under Article 24 of the Rules governing staff severance pay
and pensions.

Transfersto the provision for severance pay of contract staff, who do not participate
in pension funds, comprise the amounts determined pursuant to Law 297/1982.

OTHERASSETSAND LIABILITIESITEMS

These are stated at their nominal value; in particular:
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- for receivables, the nominal value coincides with the estimated realizable value;

- for deferred tax assetsand liabilities, including the assets deriving fromthe application
of Article 65.2 of Law 289/2002, the amount stated is determined on the basis of the
presumable tax effect in future years.

Theitems Other assetsand Other liabilitiesinclude theinvestments and patrimony of
the defined-contribution supplementary pension fund created for staff hired since 28 April
1993. The fund is invested in financial instruments, which are valued at year-end market
prices. Theresulting revaluation gains (losses) are treated as revenues (expenses) and, in
the same way as for other operating revenues (expenses), added to (subtracted from) the
fund’s patrimony.

MEMORANDUM ACCOUNTS

Commitments to repurchase securities in connection with advances granted under
Treasury Ministry Decree 27 September 1974 are valued at the forward price determined
on the basis of market interest rates. Negative valuation differences are included in the
balance sheet under the item other liabilities and included in the income statement.

Securitiesof third partiesheld on deposit are stated at their nominal value; sharesare
stated on a quantity basis.

Foreign currency amounts are translated at the year-end exchange rates com-
municated by the ECB.

1.3 Changes to the layout of the balance sheet. - The layout of the
bal ance sheet adopted isin accordance with that recommended by the ECB,
with additional detail for some subitemsand theinclusion of thetotal amount
of the memorandum accounts. The layout used reflects that of the monthly
statement of accounts approved by the Minister for the Economy and
Financeinadecreeissued on 9 April 2003; with respect to thelayout adopted
for theyear ended 31 December 2001, some minor changes have been made
incompliancewith theruleslaid down by the Governing Council of the ECB
on 5 December 2002 (Guideline ECB/2002/10). In particular:

- on the assets side the item Intra-Eurosystem claims has a new subitem
- 9.3 Net claims related to the allocation of euro banknotes within the
Eurosystem - for the balance, if positive, of the compensatory amounts
in respect of the circulation of euro banknotes;

- on the liabilities side the item Intra-Eurosystem liabilities has a new
subitem - 9.2 Net liabilities related to the allocation of euro banknotes
within the Eurosystem - for the above balance, if negative.

It has not been necessary to reclassify thefiguresfor 2001 sincelast year wasthefirst
time there was an amount to be stated in the new subitems.

2. Comment on the accounts

2.1 Balance sheet. - The year-end balance sheet total, excluding
memorandum items, was equal to e147,338 million, compared with
€179,099 million at the end of 2001 (Tables 1 and 2).



BALANCE SHEET - ASSETS
(thousands of euros)

Table 1

Amounts at end-

Changes
2002 2001

1 Gold and gold receivables ................. 25,763,615 24,830,282 933,333
2 Claims on non-euro-area residents

denominated in foreign currency ........... 27,316,456 27,703,644 -387,188
2.1 Receivables fromthe IMF ................... 4,681,552 4,608,324 73,228
2.2 Securities (other than shares) ................ 18,770,623 19,833,417 -1,062,794
2.3 Current accounts and deposits ............... 3,687,102 3,258,153 428,949
2.4 Reverse operations ..............c.coeeuuinnn. 174,826 - 174,826
25 Otherclaims ........... ..., 2,353 3,750 -1,397
3 Claims on euro-area residents

denominated in foreign currency ........... 5,298,229 5,462,237 -164,008
3.1 Financial counterparties ..................... 5,298,229 5,462,237 -164,008

3.1.1 Securities (other than shares) ........... 2,125,504 143,936 1,981,568

3.1.2 Reverse operations .................... - - -

3.1.30therclaims ...................ou... 3,172,725 5,318,301 -2,145,576
3.2 Generalgovernment ........................ - - -
3.3 Other counterparties ..............c.ccouvvuun. - - -
4  Claims on non-euro-arearesidents ......... - - -
5 Lending to euro-area banks related

to monetary policy operations .............. 6,933,008 9,719,070 -2,786,062
5.1 Main refinancing operations . ................. 6,932,866 9,474,323 -2,541,457
5.2 Longer-term refinancing operations ........... - 244,747 244,747
5.3 Fine-tuning reverse operations ............... - - -
5.4 Structural reverse operations ................ - - -
5.5 Marginal lending facility ..................... - - -
5.6 Credits related to margincalls ................ 142 - 142
6 Other claims on euro-areabanks ........... 401 430 -29
7  Securities issued by euro-area

residents (other than shares) ............... 1,577,708 1,545,761 31,947
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BALANCE SHEET - ASSETS

(thousands of euros)

Table 1 cont.

Amounts at end-

Changes
2002 2001

8 General governmentdebt ................ 18,872,448 40,552,273 -21,679,825

Government securities deriving from

the conversion of bonds issued

under Law 483/1993 (1) ..........ciiiin... 17,727,042 39,356,989 -21,629,947

Items arising from the Bank’s former

management of stockpiling bills - securitized part 1,111,714 1,161,592 -49,878

Items arising from the Bank’s former

management of stockpiling bills - unsecuritized

PAMt 33,692 33,692 -
9 Intra-Eurosystem claims ................. 8,192,250 18,903,338 -10,711,088
9.1 Participating interestinthe ECB ............ 744,750 744,750 -
9.2 Claims deriving from the transfer of foreign

reservestothe ECB ...................... 7,447,500 7,447,500 -
9.3 Net claims related to the allocation of

euro banknotes within the Eurosystem .. ... .. - - -
9.4 Other claims within the Eurosystem (net) - 10,711,088 -10,711,088
10 Itemstobesettled ....................... 7,161 828 6,333
11 Otherassets ...........ccovviiiiiinn... 53,377,152 50,380,689 2,996,463
11.1 EUro-areacoins ...........uoveiuieeunnnnn. 25,744 7,613 18,131
11.2 UIC endowmentfund ...................... 258,228 258,228 -
11.3 Investments of reserves and

provisions (including shares) ............... 28,291,710 28,969,311 -677,601

Government Securities .................... 23,132,701 22,339,989 792,712

Shares and participating interests . .......... 4,933,521 6,169,908 -1,236,387

Other securities ...........c.ccovviiineennn. 225,488 459,414 -233,926
11.4 Intangible fixed assets ..................... 24,340 19,812 4,528
11.5 Deferredcharges .............ccovviiiinnn. 9,684 9,081 603
11.6 Tangible fixed assets (net of depreciation) . . . . 2,732,847 2,772,917 -40,070
11.7 Accrued income and prepaid expenses ... ... 679,337 1,059,482 -380,145
118 SUNArY .o 21,355,262 17,284,245 4,071,017

Advances under Ministerial Decree of 1974 .. 12,287,868 15,401,649 -3,113,781

Other investments of severance pay

and pension provisions .................... 55,002 46,572 8,430

Deferredtaxassets ....................... 7,090,587 30,441 7,060,146

Otheritems ... 1,921,805 1,805,583 116,222

Total .......... 147,338,428 179,098,552 -31,760,124

(1) Government securities at market rates (end-2002 amount) received in relation to the conversion pursuant to Law 289/2002 of the
bonds issued under Law 483/1993 (end-2001 amount).




BALANCE SHEET - LIABILITIES
(thousands of euros)

Table 2

Amounts at end-

Changes
2002 2001
1 Banknotesincirculation .................. 62,835,488 64,675,772 -1,840,284
INEUIOS ...t 60,657,830 - 60,657,830
inlire ... 2,177,658 64,675,772 -62,498,114
2  Liabilities to euro-area banks related
to monetary policy operations ............ 10,454,353 7,573,465 2,880,888
2.1 Current accounts (covering the minimum
reserve SYStem) .........ooviireneeennnnns 10,452,311 7,569,710 2,882,601
2.2 Depositfacility .............ccoiiiiiiiiia. 2,042 3,453 -1,411
2.3 Fixed-term deposits . ............covieiinn. - - -
2.4 Fine-tuning reverse operations .............. - - -
2.5 Deposits related to margincalls ............. - 302 -302
3 Other liabilities to euro-areabanks ........ - 18,708,179 -18,708,179
4  Liabilities to other euro-area residents
denominatedineuros .................... 21,322,140 23,697,366 -2,375,226
4.1 Generalgovernment ....................... 21,316,379 23,463,305 -2,146,926
4.1.1 Treasury payments account ........... 20,617,850 21,287,086 -669,236
4.1.2 Sinking fund for the redemption
of government securities ............. 633,200 176,431 456,769
4.1.3 Other liabilities ...................... 65,329 1,999,788 -1,934,459
4.2 Other counterparties .............covuuea... 5,761 234,061 -228,300
5 Liabilities to non-euro-area residents
denominated ineuros .................... 53,952 38,333 15,619
5.1 Liabilities to non-euro-area EU central banks . . 1 1 -
5.2 Other liabilities ................ ... ... 53,951 38,332 15,619
6 Liabilities to euro-area residents
denominated in foreign currency .......... - - -
7 Liabilities to non-euro-area residents
denominated in foreign currency .......... 2,880,825 2,455,572 425,253
7.1 Deposits and balances ..................... 12,439 14,766 -2,327
7.2 Other liabilities ............. ... 2,868,386 2,440,806 427,580
8 Counterpart of SDRs allocated by the IMF . 910,521 1,000,576 -90,055
9 Intra-Eurosystem liabilities ............... 7,866,469 - 7,866,469
9.1 Promissory notes covering debt certificates
issuedbythe ECB ................ccovunn. - - -
9.2 Net liabilities related to the allocation of
euro banknotes within the Eurosystem ... .... 5,731,537 - 5,731,537
9.3 Other liabilities within the Eurosystem (net) . . . 2,134,932 - 2,134,932
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BALANCE SHEET - LIABILITIES
(thousands of euros)

Table 2 cont.

Amounts at end-

Changes
2002 2001

10 Itemstobesettled ....................... 37,088 17,880 19,208
11  Other liabilities ..., 1,747,879 1,921,622 -173,743
11.1 Bankof ltaly drafts ........................ 839,204 820,710 18,494
11.2 Cashier’s department services ............. 1,190 751 439
11.3 Accrued expenses and deferred income .. ... 12,699 83,951 -71,252
114 SUNAIY oo 894,786 1,016,210 -121,424
12 Provisions .............cciiiiiiiiiiiii 7,516,567 9,902,583 -2,386,016
12.1 Provisions for specific risks: ................ 1,966,367 4,423,194 -2,456,827
for losses on foreign exchange ............. 1,537,605 2,157,764 -620,159
for losses on securities .................... - 1,024,287 -1,024,287
forinsurancecover ....................... 309,874 309,874 -
fortaxation .............. ... .. ... 118,888 931,269 -812,381
12.2 Sundry staff-related provisions: ............. 5,550,200 5,479,389 70,811
for staff severance pay and pensions . ....... 5,461,272 5,395,339 65,933

for grants to Bl pensioners and their surviving
dependents ........... ... 1,625 1,590 35
for severance pay of contract staff .......... 1,467 1,351 116
forstaffcosts ............... ... ... ... .... 85,836 81,109 4,727
13 Revaluation accounts .................... 9,645,480 26,060,124 -16,414,644
14  Provision for general risks ............... 8,789,382 9,798,072 -1,008,690
15 Capital andreserves ..................... 13,213,982 12,742,153 471,829
15.1 Capital ... 156 155 1
15.2 Ordinary and extraordinary reserves ........ 9,044,071 8,589,063 455,008
15.3 Otherreserves .............couiieiennnnn. 4,169,755 4,152,935 16,820
16  Net profits for distribution ................ 64,302 506,855 -442,553
Total ................. 147,338,428 179,098,552 -31,760,124




ASSets:

Theitem Gold and gold receivablesrose by €933 million (from 24,830
million to 25,763 million) owing to the increase in the year-end market
price communicated by the ECB (from €314,99 to €326.83 per ounce). In
fact the quantity of gold remained unchanged at 79 million ounces or 2,452
tons.

Claims on non-euro-area residents denominated in foreign currency,
valued at market pricesand exchangerates, decreased by €387 million (from
€27,704 million to 27,317 million).

Within thisitem:

- receivables from the IMF increased from e4,608 million to e4,682
million. They comprised:

a) Italy’snet position vis-a-visthe IMF, which rose from €3,646 million
to €3,739 million;

b) Italy’s share of the loan to support debt-reduction initiatives for the
poorest countries (PRGF), which rose from €625 million to e840
million;

¢) the Bank’s SDRs, which fell from €337 million to €103 million,
primarily in connection with their use to increase the participation in
the PRGF.

- securities (other than shares) totaled €18,771 million (down from
€19,834 million). Made up mostly of securities issued by the US and
Japanese Treasuriesand the BI S, the portfolio comprised €16,582 million
of securities denominated in US dollars, €2,154 million of securities
denominated in yen and €35 million of securities denominated in Swiss
francs;

- currentaccountsand depositsrosefrom e3,258 millionto €3,687 million;
sight and overnight depositsfrom e751 millionto 1,126 million and time
deposits from 2,507 million to €2,561 million;

- reverseoperationsconsisted of reposin USdollarsand amounted to €175
million (zero at 31 December 2001);

- other assets consisted exclusively of foreign banknotes and fell from e4
million to e2 million.

Over the year the euro appreciated against both the US dollar (from
0.8813 to 1.0487 per euro) and the yen (from 115.33 to 124.39 per euro).

Claimson euro-area residentsdenominated in foreign currency, valued
at market pricesand exchangerates, decreased by €164 million (from €5,462
million to €5,298 million). In particular:
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- securities (other than shares) rose from €144 million to €2,125 million,
primarily as a consequence of net purchases during the year; they
consisted almost entirely of securitiesissued by financial counterparties
in France, Germany, the Netherlands and Belgium denominated in US
dollars;

- other assets fell from €5,318 million to €3,173 million and consisted
entirely of depositswith correspondent banks, mostly in theform of time
depositsin US dollars, yen and Swiss francs.

Claims on non-euro-area residents, were equal to zero, as at the end of
2001.

Lending to euro-area banks related to monetary policy operationsfell
by €2,786 million (from €9,719 million to €6,933 million), primarily as a
consequence of the reduction of €2,541 million (from €9,474 million to
€6,933 million) in main refinancing operations, which also fell on an annual
average basis (from 13,562 million to €7,913 million).

Longer-term refinancing operations fell to zero (from €245 million at
theend of 2001); theannual averagevalue of thisitemfell from e598 million
to e44 million.

Fine-tuning reverse operations, for which, as in 2001, the year-end
balance was zero, were used only three times during the year; the annual
average value of thisitem rose from €34 million to 40 million.

No use was made of structural reverse operations during the year.

Themarginal lending facility stood at zero at the end of the year, while
credits related to margin calls amounted to less than one million euros (at
theend of 2001 both itemshad been equal to zero). Theannual averagevalue
of thefirst of theseitemswase6 million (compared withe47 millionin 2001)
and that of the second €0.2 million (€0.4 million in 2001).

The item other claims on euro-area banks, which comprises the
correspondent accounts in connection with the activity of the Bank’s
representative offices abroad was small (€0.4 million; unchanged).

Securitiesissued by euro-area residents (other than shares), valued at
market prices and consisting of government securities eligiblefor monetary
policy purposes, remained basically unchanged, rising from-<€1,546 million
to€1,578 million.

General government debt fell by €21,680 million (from €40,552
million to €18,872 million).

The reduction came as a consequence of:



- adecrease of €21,630 million following the bond conversion provided
for in Article 65 of Law 289/2002. This transaction involved the
restitution to the issuer of the 1 per cent securities issued under Law
483/1993 (stated in the balance sheet for the year ended 31 December
2001 at cost, equal to the face value, for an amount equal to €39,357
million and with maturities between 2014 and 2044) in exchange for
securities paying market rates (with maturities between 2012 and 2031)
for a total value of €17,520 million, thus giving rise to a negative
conversion difference of €21,837 million. The item was increased by
€207 million of bonds received in connection with the conversion as
settlement of accrued interest.

Article 65 of Law 289/2002 made provision, subject to agreement between the Bank
of Italy and the Ministry for the Economy and Finance, for the conversion of the 1 per cent
bonds issued under Law 483/1993 to the Bank of Italy to replace the overdraft on the
Treasury's current account with the Bank into other government bonds having the same
market value.

The conversion, submitted to the ECB for its opinion pursuant to Article 105.4 of the
EC Treaty, was deemed to comply with Community law. In particular, it was found to bein
line with the fourth recital of EC Regulation No. 3603/1993, which recommended that
Community “ central bankswhich, after 1 January 1994, still hold claimsagainst the public
sector which arenot negotiableor aresubject to conditionswhich are not market conditions
should be authorized subsequently to convert such claims into negotiable fixed-maturity
securities under market conditions” .

Thetransaction was settled on 30 December 2002. Theloss of €21,837 that the Bank
incurred led to:

a) theinclusionof €7,206 million of deferred tax assetsin respect of thedeductibility of the
lossfor tax purposesover twenty years. Thisamount was calculated prudentially onthe
basis of the 33 per cent corporate income tax rate contemplated by Law 80/2003
delegating the Government to reform the central government tax system;

b) theutilization, asprovided for by Article 65.3 of Law 289/2002, of the gold revaluation
accounts as ascertained at 1 January 1999, for a total of €13,060 million, of which
€12,440 million withdrawn from the so-called pre-system revaluation account and
€620 million fromthe provision for losses on foreign exchange created in the past with
therevaluation of thegold reservesprovided for in Decree Law 867/1976; consequently,
the cost of gold ismade equal, for tax purposesaswell, to the value stated in the balance
sheet net of the pertinent revaluation account remaining after the conversion;

c) theutilization of risk provisions for a total of €1,571 million, of which €1,024 million
withdrawn from the provision for losses on securities and €547 million from the
provision for general risks.

The inclusion in the balance sheet of the deferred tax assets deriving from the
conversion is based on the reasonable expectation of the entire amount of the tax loss
incurred being recovered in view of the twenty-year period allowed by Law 289/2002 and
the Bank’s income prospects.

Intra-Eurosystem claims decreased by €10,711 million (from €18,903
million to €8,192 million) and comprised:
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the Bank’sparticipating interest in the ECB of €745 million and €7,447
million of claimsderiving fromthetransfer of reservestothe ECBinthe
form of gold, foreign securities and foreign currencies at the beginning
of Stage Three of EMU. The foregoing amounts were unchanged
compared with 31 December 2001,

other intra-Eurosystemclaims(net). Thisreferstothe Bank’snet position
vis-&visthe Eurosystem in connection withthe TARGET system, which
showsazero valuefollowing the swing from apositivevalue of €10,711
million to anegative value of €2,135 million. Thereduction of €10,711
million in this subitem is reflected in the value of the entire item.

From the end of December 2002 the above item aso includes the

subitem Net claims related to the allocation of euro banknotes within the
Eurosystem. At the end of 2002 the balance of such claimswas negative and
isincluded in the corresponding newly-introduced subitem on theliabilities
side.

Itemsto be settled rose by €6 million (from€1 millionto €7 million).
Other assets rose from €50,381 million to €53,377 million. In

particular:

euro-area coins, which includes liracoins, rose from €8 million to €26
million, primarily because the face values of euro coins are higher than
those of the lira coins they replaced;

the UIC endowment fund remained unchanged at €258 million;

investments of reserves and provisions (including shares) fell by €677
million (from €28,969 million to €28,292 million) as a consequence of
theyear-end net writedowns, which werepartially offset by net purchases
during the year. The annual average value of this item was €27,784
million, compared with €28,253 million in 2001,

intangible fixed assets (net of amortization) increased from €20 million
to €24 million primarily as a consequence of the larger amount of work
in progress,

deferred charges remained virtually unchanged (rising from €9 million
to €10 million);

tangible fixed assets (net of depreciation) amounted to €2,733 million.
The decrease of €40 million compared with 31 December 2001 was due
to€122million of purchasesand capitalized ownwork and€162 million
of depreciation;

accrued income and prepaid expenses decreased from €1,059 million to
€679 million;

sundry other assetsrose from€17,284 million to €21,355 million. They
included:



a) €12,288 million in respect of the advance granted under Treasury
Ministry Decree 27.9.1974 to Banco di Napoli (subsequently merged
into Sanpaolo IMI spa) pursuant to Law 588/1996 (€15,402 million
at 31 December 2001);

b) €7,091 million of deferred tax assets (€30 million at theend of 2001),
of which el million in respect of the regional tax on productive
activities(Irap) and€7,090 millionin respect of net corporateincome
tax (Irpeg), as the algebraic sum of the following:

- €7,206 million of deferred tax assets deriving from the
deductibility for tax purposes of the lossincurred as a consequence of
the bond conversion described above;

- €90 million of taxes for the year, theoretically payable in the
absence of the above-mentioned conversion; consequently, the
remaining deferred tax asset in connection with the carry forward of
the tax loss for the year amounts to €7,116 million;

- €31 million of deferred tax assets deriving from other expense
items; in particular the allocation of €21 million to the provision for
staff costsand €9 million of prior-year depreciation at ratesin excess
of those alowed for tax purposes;

- €57 million of deferred tax liabilities in relation in particular to
gains on disposals of fixed assets (€10 million) and accelerated
depreciation under Article 67.3 of the Income Tax Code (€47
million);

c) €34 million, the balance-sheet total of the supplementary pension
fund. Up by €5 million, thisitem is matched on the liabilities side by
an equal amount entered under other liabilities - sundry.

Liabilities:

Banknotes in circulation amounted to €62,835 million and included
€2,178 of lira banknotes not yet presented for conversion. The euro
banknote component of this item is the Bank’s share of the total euro
banknote in circulation (see the section on Banknotes in circulation under
Accounting policies).

The value of the actual circulation expressed in euros, excluding the
adjustments arising from the alocation of euro banknotes within
Eurosystem, was €68,567 million, an increase of €3,891 million on the
€64,676 millionrecorded at theend of 2001. By contrast, theannual average
value of thisitem fell €69,331 million to €61,021 million.
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Liabilities to euro-area banks related to monetary policy operations
amountedto€10,454 million. Theincreaseof €2,881 milliononthe€7,573
million recorded at the end of 2001 was almost entirely due to the increase
in banks' current accounts (covering the minimum reserve system), which
rosefrom<€7,570 millionto€10,452 million (the annual average valuerose
from €12,771 million to €13,562 million). On the other hand, the deposit
facility declined dlightly (from €3 million to €2 million).

Fixed-termdepositsand fine-tuning rever se oper ationswere both equal
to zero, as at the end of 2001.

Depositsrelated to margin calls fell from €0.3 million to zero.

Other liabilitiesto euro-area banks fell from €18,708 million to zero.
At the end of 2001 they had comprised the cash deposits banks made as
collateral for the euro notes and coins they received in the front-loading
phase, which were repaid in three tranches in the early part of 2002,
contemporaneously with the debiting of banks accounts with the euro
banknotes and coins they had acquired.

Liabilities to other euro-area residents decreased by €2,375 million
(from<€23,697 millionto€21,322). Thefollowing changes occurred within
the subitem general government:

- the Treasury payments account fell from €21,287 million to €20,618
million. By contrast, the average balance on the account rose from
€20,918 million to €26,918 million;

- the sinking fund for the redemption of government securities rose from
€176 millionto €633 million. Theannual averagevalueof thisitemalso
fell (from €3,719 million to €231 million);

- other liabilities to general government fell from €2,000 million to €65
million, primarily owing to the repayment of the<€ 1,964 of cash deposits
made by Poste Italiane spa as collateral for the euro notes and coins it
received in the front-loading phase.

The subitem liabilitiesto other counterparties fell from €234 million
to €6 million amost exclusively in connection with the movement in the
balance on the UIC’s current account, which fell from €233 million to €5
million.

Liabilities to non-euro-area residents rose from €38 million to €54
million, primarily owingtotheincreaseinother liabilities, whichincludethe
accounts held by central banks and international organizations.

Liabilitiesto euro-arearesidentsdenominatedinforeign currency were
equal to zero, as at 31 December 2001.

Liabilitiesto non-euro-arearesidentsdenominated in foreign currency,
denominated exclusively in US dollars and valued at market prices, rose



from €2,456 million to €2,881 million. In particular, other liabilities rose
from€2,441 millionto€2,868 millioninconnectionwithrepo transactions.
By contrast, the subitem deposits and balances decreased dlightly, falling
from €15 million to €13 million.

Thecounter part of SDRsallocated by theIMF fell from€1,001 million
to€911million, primarily owingtotherevaluationat the SDR exchangerate.

Theitem intra-Eurosystemliabilitiesrose from zero to €7,867 million
and included:

- thenew subitem Net liabilitiesrel ated to theallocation of euro banknotes
within the Eurosystem, which consists of the negative balance vis-a-vis
the Eurosystem in relation to the allocation of euro banknotes in
circulation, amounted to €5,732 million;

- Other liabilitieswithin the Eurosystem (net) amounted to€2,135 million
and shows the Bank’s net debtor position vis-&vis the Eurosystem in
respect of the TARGET system; the net creditor position of €10,711
million at the end of 2001 was included under Other claims within the
Eurosystem (net).

Items to be settled rose from €18 million to €37 million.

Other liabilities declined by €174 million (from €1,922 million to
€1,748 million). The subitem sundry fell by €121 million and accrued
expenses and deferred income by €71 million, while Bank of Italy drafts
rose by €18 million.

In particular, the subitem sundry other liabilities (€895 million)
included:

- €385 million, the negative difference in respect of the forward
repurchase position in securities connected with transactions under
Treasury Ministry Decree 27.9.1974. At the end of 2001 the negative
difference had amounted to €506 million;

- €34 million, the balance-sheet total of the defined-contribution sup-
plementary pension fund for staff hired after 28 April 1993. Thisitemis
matched on the assets side by an equal amount entered under other
assets-sundry.

Provisions decreased from €9,903 million to €7,517 million. In
particular:

- provisions for specific risks decreased from €4,423 million to €1,966
million. The decrease was due to:

a) the withdrawal of the entire amount of the provision for losses on
securities (€1,024 million) and of the provision for losses on foreign
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exchange created under Decree Law 867/1976 (€620 million), to
cover part of the loss deriving from the bond conversion described
above under the item General government debt;

b) the reduction of €812 million in the tax provision, as a consequence
of the payment of the Bank's taxes for 2001 (€783 million), the
transfer of the corporate income tax (Irpeg) deferred liability (€51
million), which was deducted from the deferred tax assets, the
allocation of €23 million for the regional tax on productive activities
(Irap) for the year and deferred, and the withdrawal of €1 million for
the derecognition of credit.

The provisions for exchange risk (€1,538 million) and for insurance
cover (€310 million) remained unchanged.

- sundry staff-related provisions rose from €5,479 million to €5,550
million. In particular, the provisionsfor staff severance pay and pensions
rose from €5,395 million to €5,461 million (the provision for pensions
accounted for €6 million of the increase and that for severance pay the
remaining €60 million). The provision for staff costs rose from €81
million to<€86 million, owing to theincrease in amounts accrued but not
paid at the end of the year.

Taken together, the provision for grants to Bl pensioners and their
surviving dependents and that for the severance pay of contract staff
remained at around €3 million.

The movementsin provisionsin 2002 are detailed in Table 3.
Therevaluation accountsfell from€26,060 millionto€9,645million.

The provision for general risks fell from €9,798 million to €8,789
million following thewithdrawal of €1,009 million, of which€547 million
to cover part of the loss deriving from the bond conversion under Law
289/2002 and €462 million to cover writedowns of euro-denominated
securities.

Theitem capital and reservesincreased intotal by €472 million (from
€12,742 million to €13,214 million) as aresult of:

- the increase in the ordinary reserve (from €4,373 million to €4,576
million) and that in the extraordinary reserve (from €4,216 million to
€4,468 million), for a total of €455 million as a consequence of the
alocation of the net profit for 2001 and theincome earned on thereserves
in 2002;

- of theincrease of €17 millionin other reserves, of which€16.7 million
in relation to the reserve for accelerated depreciation under Article 67.3
of the income tax code, deriving - in line with the Bank’s policy in



preceding years - from the accelerated depreciation of tangible fixed
assets and €0.1 million in relation to the special reserve pursuant to
Legislative Decree 124/1993 providing for the introduction of
supplementary pension funds. Therevaluation reservesand the provision
for the renewa of tangible fixed assets remained unchanged at
respectively €2,217 million and €1,805 million.

Table 3
PROVISIONS
(thousands of euros)
Amounts at Changes Amounts at
end-2001 Transfers from Transfers to end-2002
Provisions for specific risks: 4,423,194 2,479,866 23,039 1,966,367
for losses on foreign exchange 2,157,764 620,159 - 1,537,605
exchangerisk .............. 1,537,605 - - 1,537,605
under Decree Law 867/1976 . 620,159 620,159 - -
for losses on securities . ...... 1,024,287 1,024,287 - -
for insurance cover .......... 309,874 - - 309,874
fortaxation ................. 931,269 (1) 835,420 23,039 118,888
Sundry staff-related
provisions: .............. 5,479,389 61,541 132,352 5,550,200
for staff severance pay and
Pensions . ................ 5,395,339 (2) 45 65,978 5,461,272
for grants to Bl pensioners and
their surviving dependents .. 1,590 39 74 1,625
for severance pay of contract
staff under Law 297/1982 ... 1,351 111 227 1,467
forstaffcosts ................ 81,109 61,346 66,073 85,836
Total 9,902,583 2,541,407 155,391 7,516,567
(1) Includes the transfer to assets of the part of the provision in respect of deferred corporate income tax (Irpeg). - (2) Transfer to the
supplementary pension fund.

The holders of the Bank’s capital are shown in Table 4 and the
movements in the item capital and reservesin Table 5.

2.2 Income statement. - The net profit for the year amounted to €64
million (Table 6), down from €507 million in 2001 owing to the weak
performance of most of the income items, in line with that of the market
variables involved. The bond conversion under Law 289/2002, the effects
of which were included in the income statement together with the related
withdrawals from provisions, had no effect on the net profit for the year.

Among the items included under net income from institutional
operations, net interest income fell by €687 million, from €626 million to
anegative value of €61 million, sincethefall in interest income was larger
than that in interest expense.
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Table 4

SHAREHOLDERS
At 31 December 2002 At 31 December 2001
Number r?er}gras) % Votes | Number ﬁgsrff) % Votes
Shareholders with voting rights .. . . 71 | 299,934(100.0 | 692 79 | 299,934(100.0 | 735
Limited company banks ........ 64 | 253,434| 84.5| 571 71| 253,434| 84.5| 610
Social security institutions ...... 15,000 5.0| 34 15,000 5.0 34
Insurance companies .......... 31,500 10.5| 87 31,500 10.5| 91
Shareholders without voting rights . 66 - 66 -
Total . .. 77 | 300,000(100.0 | 692 85 | 300,000{100.0 | 735
(1) With a par value of 0.52 euros each.
Table5
MOVEMENTSIN CAPITAL AND RESERVES
(thousands of euros)
%ilg_nzcgoit Increases Decreases Beilg?zcoeogt
Sharecapital .................... 155 1) 1 - 156
Ordinary reserve ................. 4,373,056 | (2) 225,617 (3) 23,016 4,575,657
Extraordinary reserve ............. 4,216,007 (2) 274,406 (3) 21,999 4,468,414
Revaluation surplus reserve (under
Law 72/1983) ...t 673,460 - - 673,460
Revaluation surplus reserve (under
Law 408/1990) ................. 660,533 - - 660,533
Revaluation surplus reserve (under
Law 413/1991) ................. 16,922 - - 16,922
Revaluation surplus reserve (under
Law 342/2000) ..........ccounn.. 866,534 - - 866,534
Reserve for accelerated depreciation
(under Art. 67.3 of the income tax
code) ... 130,348 16,709 - 147,057
Reserve (under Legislative Decree
124/1993) ..o 94 111 - 205
Special provision for the renewal of
tangible fixed assets ............ 1,805,044 - - 1,805,044
Total 12,742,153 516,844 45,015 13,213,982
(1) Increase in capital (withdrawn from the extraordinary reserve) as a consequence of the rounding in connection with the conversion
of the capital into euros. - (2) The movement was due to the allocation of the net profit for 2001 and the return earned in 2002 on the
investment of the reserve. - (3) The movement was due to the dividend paid to shareholders in respect of the return earned in 2001
on the investment of the reserve (under Art. 56 of the Bank’s Statute).

Total interest income decreased by €842 million (from<€2,728 million
t0€1,886 million). In particular, interest income on positions denominated
inforeign currency declined by €426 million (from<€1,307 millionto €881
million). The breakdown of the reduction was as follows:



ANALYSISOF THE INCOME STATEMENT

(euros)

Table 6

2002

2001

Changes

A) NET INCOME FROM INSTITUTIONAL OPERATIONS:
Interest income

securities and other assets denominated in foreign
currency

IMF positions
refinancing operations
advances
claims on the State
intra-Eurosystem balances
UIC current account
securities denominated in euros held for monetary
policy purposes
bond premiums and discounts
other
Interest expense
Treasury payments account

sinking fund for the redemption of government
securities

current account deposits of required reserves

overnight deposits, term deposits and deposits related
to margin calls

UIC current account
intra-Eurosystem balances
sundry interest denominated in foreign currency . ...
other

Net interest income

Profits and losses on financial operations
profits/losses on securities trading
profits/losses on foreign exchange trading
profits/losses on derivatives contracts denominated

in foreign currency
profits/losses on forward transactions in securities
under Ministerial Decree 1974

Writedowns of financial assets and positions
foreign securities
foreign currencies
securities denominated in euros
forward transactions in securities under Ministerial

Decree 1974
Transfers to/from provisions for losses on foreign
exchange and securities
transfers from “pre-system” revaluations reserves ..
transfers from the provision for general risks

transfers from the provisions for losses on foreign
exchange and securities

Net result of financial operations, writedowns
and risk provision transfers

Fee and commission income
Fee and commission expense

Net income from fees and commissions

Income from equity shares and participating interests .
income from participating interest in ECB
income from participating interest in UIC endowment

fund

Net result of the pooling of monetary income
monetary income pooled
monetary income conferred

785,272,233
95,413,480
267,009,309
139,838,232
396,532,924
328,042,511
45,807

85,537,896

-211,725,634
834

-1,212,418,822

-8,169,406
-448,259,584

-246,373
-1,214,138
-203,104,442

-38,539,392
-34,550,312

-21,347,974,515
288,003,004

429,396,893
-224,197
-821,756,571
-21,787
-384,917,974
12,553,792,201

1,008,690,046

1,644,445,732

379,473,323

8,477,977

1,770,306,284
-1,843,215,666

-6,373,433,456
1,885,967,592

-1,946,502,469

-60,534,877
-20,630,574,618

-1,206,920,529

15,206,927,979

-6,630,567,168
20,335,870
-17,709,199
2,626,671
387,951,300

-72,909,382

1,173,588,845
133,595,460
644,826,429
161,895,653
393,569,890
373,819,840
133,863

97,310,635

-250,657,116
1,320

-1,146,667,464

-175,597,668
-557,967,754

-390,213
-4,055,410
-93,240,937

-52,574,095
-71,656,579

743,991,677
1,163,224,582

854

377,844,723
-38,666,695
-5,604
-502,684

-506,032,154

20,141,109

300,417,046

20,867,429

6,178,721
-2,216,473

2,708,194,302
2,728,084,819

-2,102,150,120

625,934,699
2,285,061,836

-545,207,137

20,141,109

1,759,995,808
21,606,242
-24,589,170
-2,982,928
321,284,475

3,962,248

-388,316,612
-38,181,980
-377,817,120
-22,057,421
2,963,034
-45,777,329
-88,056

-11,772,739

38,931,482
-486

-65,751,358

167,428,262
109,708,170

143,840
2,841,272
-109,863,505

14,034,703
37,106,267

-22,091,966,192
-875,221,578

-854

51,552,170

38,442,498
-821,750,967
480,897
121,114,180
12,533,651,092

1,008,690,046

1,644,445,732

79,056,277

-12,389,452

1,764,127,563
-1,840,999,193

-9,081,627,758
-842,117,227

155,647,651

-686,469,576
-22,915,636,454

-661,713,392

15,186,786,870

-8,390,562,976
-1,270,372
6,879,971
5,609,599
66,666,825

-76,871,630
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ANALYSISOF THE INCOME STATEMENT

Table 6 cont.

(euros)
2002 2001 Changes
B) OTHER INCOME: ....... ...ttt 1,464,954,164 1,638,472,456 -173,518,292
Income from the investment of reserves and provisions 1,294,023,772 1,433,588,255 -139,564,483
interestincome ............. . i 1,048,954,347 1,406,159,961 -357,205,614
bond premiums and discounts ................... -26,077,538 -159,861,911 133,784,373
dividends on equity shares and participating interests 231,865,768 159,452,821 72,412,947
trading profits and gains on disposals ............. 39,281,195 27,837,384 11,443,811
Prior-yearincome ..., 83,623,705 126,791,936 -43,168,231
SUNANY oo 87,306,687 78,092,265 9,214,422
rental income from buildings ..................... 18,506,330 17,405,922 1,100,408
interestontax credits ......... ... i 29,353,300 29,353,300 -
other interestincome ......................o.. 1,614,378 1,602,665 11,713
commissions paid by the Ministry of the Treasury ... 275,884 239,744 36,140
procedures, studies and designs completed ....... 13,624,742 11,513,087 2,111,655
closing stocks . ... .. 574,007 440,030 133,977
Other . 23,358,046 17,537,517 5,820,529
TOTAL NETINCOME (A+B) .. ... oo -4,908,479,292 4,346,666,758 -9,255,146,050
C)OTHER EXPENSES: ....... ...t 4,972,781,586 -3,839,811,347 8,812,592,933
Staff CoStS .. ..o -1,051,489,954 -1,160,741,417 109,251,463
wages and salaries and related costs ............. -667,337,117 -626,908,103 -40,429,014
emoluments paid to head and branch office collegial -2,862,972 -3,021,268 158,296
bodies (1) ... .o
pensions and severance payments ............... -237,290,842 -240,072,030 2,781,188
Other 11,645,273 -919,136,204 -11,244,494 -881,245,895 -400,779 -37,890,309
transfers to:
provision for staff severance pay and pensions ... -65,977,843 -217,924,849 151,947,006
provision for expenses accrued but not yet paid . . . -66,073,128 -61,268,734 -4,804,394
other provisions .............. .. o i, -302,779 -132,353,750 -301,939 -279,495,522 -840 147,141,772
Administrative COStS . .........cviiiiiiii i -371,153,211 -360,053,902 -11,099,309
Depreciation of tangible and intangible fixed assets . . . -186,350,136 -191,949,730 5,599,594
Other costs:
losses on investments of reserves and provisions .. -281,726,808 -144,147,828 -137,578,980
losses on trading and disposals ................ -27,902,197 -1 -27,902,196
WHEAOWNS ..ottt -253,824,611 -144,147,827 -109,676,784
other transfers to provisions ..................... -16,820,747 -751,363,158 734,542,411
prior-year eXpense ...............eiiiiiiiiai.. -2,400,437 -1,232,074 -1,168,363
appropriation of investment income to reserves (2) . . -297,281,479 -392,649,324 95,367,845
other taxes and duties .......................... -16,190,519 -45,129,681 28,939,162
SUNAIY et -3,805,123 -9,544,233 5,739,110
other interestexpense ...............coounn.. -9,089 -1,450,846 1,441,757
0pening Stocks . ... -440,030 -662,666 222,636
miscellaneous payables ....................... -3,356,004 -7,430,721 4,074,717
Taxes on income for the year and productive activities 7,200,000,000 -783,000,000 7,983,000,000
NET PROFITFORTHE YEAR ... ... ... oot 64,382,294 506,855,411 -442,553,117

(1) Includes the remuneration of the Board of Directors (863,205 euros in 2002 and 1,424,707 euros in 2001 and the Board of Auditors (33,210 euros in 2002 and 32,337 euros in

2001). - (2) Pursuant to Article 55 of the Statute.
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- €388 million in income from securities and other assets denominated in
foreign currency. This reflected the fall in the average overall rate of
return, whiletheannual averagevalue of the portfolio remained basically
unchanged (declining from €28,598 million to €27,364 million);

- €38 million in income from the position with the IMF, primarily owing
to the reduction in the interest rate paid by the Fund.

Interest income earned on positionsin eurosfell by €455 million (from
€1,672 million to €1,217 million), as aresult of the decreases of:

- €378 millioninincomefrom refinancing operations (from-<€645 million
to €267 million) that was mainly dueto the decrease of €342 millionin
income from main refinancing operations as a consequence of the
reduction in the annual average amount outstanding (from €13,562
millionto€7,913 million) and thefall inthe averagerate of return (from
4,47 to 3,34 per cent);

- €46 millioninincomefromintra-Eurosystem balancesfollowing thefall
in interest income (from €278 million to €210 million) earned on the
claimsderiving fromthetransfer of foreignreservestothe ECB asaresult
of the lower average interest rate applied, which was partly offset by the
increase (from €96 million to €111 million) in income from the Bank’s
TARGET baances. For thefirst timetheitemincludestheinterest earned
(€7 million) on the balances related to the allocation of euro banknotes
within the Eurosystem when these were positive.

- €22 million (from €162 million to €140 million) in the interest earned
at the rate of 1 per cent on advances under Treasury Ministry Decree
27.9.1974;

- €12 million (from €97 million to €85 million) in the interest earned on
securities held for monetary policy purposes, as a consequence of the
downward trend of interest rates.

By contrast, there was a small increase in the interest income from
claims on the State to €397 million. Thisincluded the interest earned at 1
per cent on the bonds held under Law 483/1993 (down from €394 million
to €392 million) and that earned on the bonds deriving from the
above-mentioned bond conversion (€5 million).

Premiumsand discountson securitiesdenominatedin eurosandforeign
currencies were negative in both years, but decreased from €251 million to
€212 million, of which €179 million referred to securities denominated in
US dollars (€216 million in 2001), €17 million to securities denominated
inyen (€14 millionin 2001) and €17 million to securities denominated in
euros (€23 million in 2001), while net premiums amounting to €1 million
were recorded on securities denominated in Swiss francs (€2 million in
2001).
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Interest expense fell by €156 million (from €2,102 million to €1,946

million).

Overall, interest expense in respect of positions denominated in euros

decreased by €142 million (from €2,050 million to €1,908 million). In
particular:

interest on the sinking fund for the redemption of government securities
decreased by €168 million (from €176 million to €8 million) owing to
thereduction in the average amount outstanding (from€3,719 millionto
€231 million) and thefall inthe averagerate of return (from4.72t0 3.53
per cent);

interest on current account deposits of required reserves decreased by
€110 million (from €558 million to €448 million) owing to thefall in
the average rate of return on required reserves (from 4.37 to 3.31 per
cent). Thiswaspartly offset by theincreasein the annual average amount
of required reserves (from €12,771 million to €13,562 million);

interest on the current account held by the UIC decreased by €3 million
(from €4 million to €1 million);

other interest decreased by €37 million (from€72to<€35 million) owing
to the repayment in the early part of the year of the deposits of collateral
for the euro notes and coins provided in the front-loading phase;

interest on intra-Eurosystem balances increased by €110 million (from
€93 million to €203 million) as a consequence of theinclusion of €107
million of interest payable, startingin 2002, on the balancesrelated to the
alocation of euro banknotes within the Eurosystem when these were
negative. Interest payable in connection with the net position on the
Bank’s TARGET accounts edged up by €3 million (from<€93 millionto
€96 million);

interest on the Treasury payments account increased by €65 million
(from €1,147 million to €1,212 million) owing to the increase in the
annual average balance (from €20,918 million to €26,918 million),
which was only offset in part by the decline in the average rate of return
(from 5.48 to 4.50 per cent);

interest on overnight deposits, fixed-term depositsand depositsrel ated to
margin calls decreased from €0.4 million to €0.2 million.

The interest paid on positions denominated in foreign currency fell

from €52 million to €39 million, reflecting the decrease in paymentsin
respect of alocations of SDRs (from €34 million to €21 million), while
payments in respect of foreign accounts and repos denominated in foreign
currencies declined by €1 million.



The net result of financial operations, writedowns and risk provision
transfers showed a negative result of €6,631 million (as against a positive
result of €1,760 million in 2001). The swing was the result of:

a) alossof €21,348 million on trading in securities, asaconsequence of the
loss of €21,837 million deriving from the bond conversion under Law
289/2002, offset by a profit of €489 million (€744 million in 2001) on
trading in securities denominated in foreign currencies,

b) a profit of €288 million on foreign exchange trading, earned almost
exclusively on sales of US dollars and down by €875 million from the
€1,163 million recorded in 2001 owing to the pattern of trading and the
appreciation of the euro;

c) aprofit of €429 million (€378 million in 2001) following the closure
during the year of forward positions in connection with the advance
granted under Treasury Ministry Decree 27.9.1974;

d) writedowns of financial assets and positions amounting to €1,207
million (up by €662 million on the €545 million recorded in 2001). The
writedowns of net positions in US dollars and yen in relation to the
appreciation of the euro accounted for most of the total (€822 million,
compared with almost nothing in 2001). By contrast, there was a fall,
from €506 million to €385 million, in the writedowns of the forward
positions connected with the renewal of the above-mentioned advanceon
the basis of the foreseeabl e difference between the repurchase price and
the future market price; the writedowns in connection with the prices of
securities denominated in euros and foreign currencieswere not material
(€39 million in 2001);

€) provision transfers amounting to €15,207 million, as detailed below:

- €13,060 million of withdrawals from the gold revaluation accounts
(of which €620 million from the 1976 adjustment of the gold
reserves); €1,024 million from the provision for |osses on securities;
and €547 million from the provision for general risksto cover part of
the loss deriving from the bond conversion described above;

- €462 million of withdrawals from the provision for general risks to
cover writedowns of euro-denominated securities,

- €114 million (€20 million in 2001) of withdrawals from the pre-
system revaluation accounts as a consequence of disposals and
writedowns of securities and foreign currencies.

Net income from fees and commissions, swung from minus<€3 million
in 2001 to plus €3 million.

Income from equity shares and participating interests rose by €67
million (from €321 million to €388 million) and comprised:
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- €268 million of dividends for the year 2001 on the Bank’s interest in the
capital of the ECB (down from €300 million);

- €111 million in respect of the Bank’s share of the ECB’s seigniorage
income on euro banknotes (see the section on Banknotes in circulation
under Accounting policies).

- €9 million of profits alocated to the Bank in respect of its interest in the
UIC's endowment fund (down from €21 million in 2001).

The net result of the pooling of monetary income swung from plus €4
million to minus €73 million, the resultant of €1,843 million of monetary
income pooled by the Bank and €1,770 million reallocated to the Bank.

In 2002 theamount of each NCB's monetary income was deter mined by multiplying the
rate on main refinancing operations to an aggregate of its liabilities known as the liability
base.

Theliability base of each NCB consistsof: banknotesin circulation (including both euro
banknotes and non returned national banknotes); liabilities to credit ingtitution related to
monetary policy operations denominated in euros; net intra-Eurosystem liabilities resulting
from TARGET transactions; and net intra-Eurosystem liabilities related to the allocation of
euro banknotes within the Eurosystem.

Any interest paid on liabilitiesincluded within the liability baseisto be deducted from
the monetary income to be pooled.

The monetary income pooled by the Eurosystem is to be allocated among NCBs
according to the subscribed capital key.

Other income decreased by €173 million (from €1,638 million to
€1,465 million). In particular:

- incomefromtheinvestment of reservesand provisionsfell by €140 million
(from €1,434 million to €1,294 million). In more detail, interest income
and dividends from securities (including bond premiums and discounts)
declined from€1,406 millionto€1,255 million, while profitsfromtrading
of assets and disposal s rose from €28 million to €39 million;

- prior-year income decreased by €43 million (from €127 to €84 million);

- sundry income amounted to €87 million, slightly up compared with 2001
(€78 million).

Saff costsfell by €110 million (from €1,161 million to<€1,051 million)
primarily as a result of the decrease in the transfers to the provision for
severance pay and pensionsfrom €218 million to€66 million. In accordance
with ESCB accounting rules, this expense is included in staff costs together
with the amount accrued but not yet paid to members of the staff at the end of
the year (up from €61 million to €66 million).

Excluding the above-mentioned transfers to provisions and the
emoluments paid to head and branch officecollegial bodies, whichremained



unchanged at €3 million, staff costs— in respect of the Bank’s employees
and pensioners and including the severance pay disbursed for terminations
- amounted to€916 million, anincrease of €38 million on 2001. Wagesand
salaries and social security contributionsincreased by €41 million to €667
million, while pensionsand severance pay decreased by €3 millionto €237
million.

The breakdown of the Bank’s staff by type of employment is shownin
Table7.

Table 7
THE BANK’S STAFF
A ber of "

p\éer;%%i ?nursT:ersircg Percemage composition

2002 2001 2002 2001
Managerial .......... ... 1,991 1,956 23.5 23.0
Clerical ... 4,931 4,990 58.3 58.6
General services and security ................ 974 992 115 11.6
Blue-collar ......... ..o 570 580 6.7 6.8
Total . .. 8,466 8,518 100.0 100.0

Administrative costs rose by €11 million.

Depreciation of tangible and intangible fixed assets, which refers
exclusively to ordinary depreciation, declined slightly (from €192 million
to €186 million).

Other costsfell by €726 million (from<€1,344 millionto €618 million)
and comprised:

- losses on investments of reserves and provisions, which rose from €144
million to €282 million asaresult of theincrease (from €144 million to
€254 million) inwritedownsof equity investmentsand theincreasefrom
an immaterial amount to €28 million in losses on disposals,

- other transfersto provisions, whichfell from<€751 million (including the
transfer of €700 milliontotheprovisionfor general risks) to€17 million
and consisted almost entirely of accelerated depreciation (€51 millionin
2001);

- prior-year expense, which rose from €1 million to €2 million;

- appropriation of investment income to reserves, which amounted to
€297 million, down from €393 million in 2001;
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- other taxes and duties, (i.e. excluding income tax for the year and the
regional tax on productive activities) whichfell from€45millionto €16
million owing to the abolition of the stamp duty on notes in circulation
(€30 million in 2001) under Decree Law 209/2002, ratified by Law
265/2002;

- sundry other costs, which decreased by €6 million, primarily asaresult
of the absence of transfers provisionsin connection with interest income
accrued on securities and not received (€4 million in 2001).

Taxesfor theyear show apositive net result equal to€7,200 million (as
against a negative amount equal to €783 million in 2001) that contributes
in the same way as revenues to the result for the year, even though it is
included under the expenseitem Taxesonincomefor theyear and productive
activities in accordance with the statutorily defined layout of the income
statement. The amount derives for €7,116 from the accrual of the deferred
tax asset in respect of corporate income tax (Irpeg) and for €112 million
from the tax credit on dividends cashed, offset in part by the tax on
productive activities (Irap) payable for the year (€23 million) and the
residua net deferred tax liability (€5 million).

Excluding the bond conversion under Law 289/2002, which gave rise
to the inclusion in the accounts of €7,206 million of deferred tax assets,
taxes for the year amounted to €6 million, a substantial decrease of €783
million on 2001 as a consequence of the reduction in gross profit.

3. Proposals of the Board of Directors

Pursuant to Articles 54 and 57 of the Statute and after hearing the
favourable opinion of the Board of Auditors, the Board of Directors
proposesthefollowing allocation of the net profit for 2002 of €64,302,294:

euros
- 20percenttotheordinaryreserve ..................... 12,860,459
- anamount equal to 6 per cent of thesharecapital to shareholders 9,360
- 20 per cent to the extraordinary reserve . ................ 12,860,459
- anadditional amount equal to 4 per cent of the share capital to
shareholders . ... 6,240
- theremainingamounttotheState ..................... 38,565,776

TOTAL .o i 64,302,294



Pursuant to Article 56 of the Statute, the Board of Directors has also
proposed the distributionto shareholders - drawing on theincome earned on
the ordinary and extraordinary reserves - of an additional €42,945,000,
equal to 0.50 per cent (0.55 per cent in 2001) of the total reserves at 31
December 2001.

If these proposals are approved, the total dividend will be equal to
€42,960,600 corresponding to €143.202 per share.

THE GOVERNOR
Antonio Fazio
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BALANCE SHEET
AND INCOME STATEMENT
for the year ended 31 December 2002



BALANCE

amounts in euros
ASSETS
2002 2001
1 GOLDAND GOLD RECEIVABLES . ... e e s 25,763,615,140 24,830,282,205
2 CLAIMS ON NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY .. 27,316,455,914 27,703,644,173
2.1 Receivablesfromthe IMF .. ... . 4,681,552,173 4,608,324,572
2.2 Securities (otherthan shares) ............. .. it 18,770,622,928 19,833,416,871
2.3 Currentaccounts and depOSILS . ... ..ottt 3,687,101,568 3,258,152,788
2.4 REVErSE OPEratiONS . ... ...ttt ittt 174,826,533 -
25  OthercClaims . ... 2,352,712 3,749,942
3 CLAIMS ON EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY ....... 5,298,228,670 5,462,237,036
3.1 Financial COUNterparties ... ...ttt e e e 5,298,228,670 5,462,237,036
3.1.1 Securities (otherthanshares) ......... ... i 2,125,503,559 143,935,833
3.1.2 REVEISE OPEIatiONS . . ...\ttt ettt et ettt e et e e - -
3.1.3 OthercClaims .. ... 3,172,725,111 5,318,301,203
3.2 General gQOVEIMMENT . ...ttt ettt et ettt - -
3.3 Other COUNEIPArtIE®S ... ...\ttt ettt ettt e et - -
4 CLAIMS ON NON-EURO-AREA RESIDENTS ... . - -
4.1 Claims on non-euro-area EU central banks ................. ... ... ... ... ..., - -
4.2  Securities (otherthan shares) ... e - -
4.3 OthercClaims . ... - -
5 LENDING TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS ... 6,933,007,746 9,719,069,910
5.1 Mainrefinancing OPerations . ... ...........ouuriii e 6,932,865,946 9,474,322,699
5.2 Longer-term refinancing OPerations . . . ... ...ttt - 244,747,211
5.3 Fine-tuning reverse OPerations . . ... .. ...ttt et - -
5.4 Structural reverse OPerations ... ... .......c..uuuut e - -
5.5 Marginallending facility ............. o i - -
5.6 Creditsrelatedtomargincalls ............. . i 141,800 -
6 OTHER CLAIMS ON EURO-AREA BANKS ... .. . e 400,710 430,026
7 SECURITIES ISSUED BY EURO-AREA RESIDENTS (other than shares) ................ 1,577,708,552 1,545,760,828
8 GENERAL GOVERNMENT DEBT ... i 18,872,447,779 40,552,272,808
9 INTRA-EUROSYSTEM CLAIMS ...t e e 8,192,250,000 18,903,338,431
9.1 Participatinginterestinthe ECB . ......... i 744,750,000 744,750,000
9.2  Claims deriving from the transfer of foreign reservestothe ECB ..................... 7,447,500,000 7,447,500,000
9.3 Netclaims related to the allocation of euro banknotes within the Eurosystem .......... - -
9.4  Other claims within the Eurosystem (Net) .. ... - 10,711,088,431
10 ITEMSTOBE SETTLED ... e 7,161,407 828,014
11 OTHER ASSE TS ..ot e e e e 53,377,152,464 50,380,689,122
11,1 EUFO-Ar€@ COIMNS ..ttt et e et e et et e e e e e e e e e e et e et e 25,744,271 7,613,069
11.2 UlCendowment fund . ... ... i 258,228,450 258,228,450
11.3 Investments of reserves and provisions (including shares) .......................... 28,291,710,474 28,969,310,742
11.4 Intangible fixed aSSets . ... ... .. 24,339,495 19,811,500
11.5 Deferred Charges . ... ... 9,683,493 9,081,152
11.6 Tangible fixed assets (net of depreciation) ........... ... 2,732,847,192 2,772,916,530
11.7 Accrued income and prepaid eXPENSES .. ... .ottt 679,336,952 1,059,482,453
T1.8  SUNANY .ottt e e 21,355,262,137 17,284,245,226
TOTAL o 147,338,428,382 179,098,552,553
13 MEMORANDUMACCOUNTS ...ttt e s 365,360,119,127 567,893,503,200

Audited and found correct - 30 April 2003
THE AUDITORS: GiusePPE BRUNI, ENRICO NUzz0, ANGELO PROVASOLI, MASSIMO STIPO, GIANFRANCO ZANDA

328



SHEET

amounts in euros

LIABILITIES

2002 2001
1 BANKNOTES IN CIRCULATION . ..ttt e e e e e e s 62,835,487,670 64,675,772,392
2 LIABILITIES TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS . 10,454,353,301 7,573,465,398
2.1 Currentaccounts (covering the minimum reserve system) .................c.c.ooe.n. 10.452 311 385 7569.710.153
2.2 DepositfacCility . .. ... 2,041,916 3,452,663
2.3 FiXed-term deposits .. ... .ot - -
2.4 Fine-tuning reverse OPErationS . . ... ..ottt e - -
2.5 Depositsrelated to Margin Calls . ... .....o.uutt et - 302,582
3 OTHERLIABILITIES TO EURO-AREABANKS ... ... i - 18,708,178,607
4 LIABILITIES TO OTHER EURO-AREA RESIDENTS DENOMINATED IN EUROS .......... 21,322,140,595 23,697,366,223
4.1 General goVvEIrNMENT ... ...ttt ettt 21,316,379,333 23,463,304,816
4.1.1 Treasury payments @CCOUNT . .. ........uuniuinititii e 20,617,850,101 21,287,086,365
4.1.2 Sinking fund for the redemption of government securities ..................... 633,200,291 176,430,644
4.1.3 Otherliabilities ....... ... ..o 65,328,941 1,999,787,807
4.2 Other COUNEIPArti®S .. ...ttt ittt e e a s 5,761,262 234,061,407
5 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN EUROS ............ 53,952,167 38,332,907
5.1 Liabilities to non-euro-area EU central banks .................... ... ... ... ... .. 847 827
5.2 Otherliabilities . ......... ... i 53,951,320 38,332,080
6 LIABILITIES TO EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY . ... - -
6.1  Financial sector counterparties .. ....... ...ttt e — -
6.2 General gQOVEIMMENT . ... ...ttt ettt ettt e et - -
6.3 Other COUNtErPAarti®S ... ... ...ttt e e e - -
7 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY 2,880,824,617 2,455,571,547
7.1 Depositsand balanCes .. ...... ...t 12,439,170 14,765,282
7.2 Otherliabilities . ........ ... i 2,868,385,447 2,440,806,265
8 COUNTERPART OF SDRs ALLOCATED BY THEIMF .. ... ... i 910,521,120 1,000,575,824
9 INTRA-EUROSYSTEMLIABILITIES ... e et 7,866,468,998 -
9.1 Promissory notes covering debt certificates issued by the ECB ...................... - -
9.2 Netliabilities related to the allocation of euro banknotes within the Eurosystem ........ 5,731,537,490 —
9.3  Other liabilities within the Eurosystem (Net) ...t 2,134,931,508 -
10 ITEMSTOBE SETTLED ... e e e 37,087,693 17,880,314
11 OTHER LIABILITIES o e e e e e e e 1,747,879,381 1,921,621,967
11.1 Bankof ltaly drafts . ... 839,203,894 820,709,854
11.2 Cashier'sdepartment SErviCes . ....... ... ...t 1,189,803 751,240
11.3 Accrued expenses and deferred iNCOMe . .............uiiiiiiiinniiiieins 12,699,227 83,951,332
T1.4 SUNAIY ot ettt e e 894,786,457 1,016,209,541
12 PROVISIONS . ot e e 7,516,566,695 9,902,583,255
12.1 Provisions for specific riskS .. ... ...t 1,966,367,143 4,423,193,940
12.2 Sundry staff-related provisions . ........ ... 5,550,199,552 5,479,389,315
13 REVALUATION ACCOUNTS ..ottt et e i 9,645,479,636 26,060,123,837
14 PROVISION FOR GENERAL RISKS ... ... e 8,789,381,997 9,798,072,043
15 CAPITAL AND RESERVES . .. e 13,213,982,218 12,742,152,828
15,1 Capital ... 156,000 154,937
15.2 Ordinary and extraordinary reSErVeS .. ... ..........uuurraiiie i 9,044,070,683 8,589,063,103
15.3 OtNBI TESEIVES ..\ttt et e ettt et e e e e e e 4,169,755,535 4,152,934,788
16 NET PROFITS FORDISTRIBUTION ... ..t 64,302,294 506,855,411
TOTAL o 147,338,428,382 179,098,552,553
18 MEMORANDUMACCOUNTS ...t i i 365,360,119,127 567,893,503,200

THE ACCOUNTANT GENERAL
ANTONIO PASQUALE SODA

THE GOVERNOR

ANTONIO FAZIO
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INCOME STATEMENT

amounts in euros

2002 2001
a) Netincome from institutional operations
It EIEStINCOME . . ..t s 1,885,967,592 2,728,084,819
INEEIESE EXPENSE . .\ttt ittt ettt —-1,946,502,469 -2,102,150,120
Nt INtErESt INCOME . ..t et e e e —60,534,877 625,934,699
Profits and losses on financial operations . ................o i -20,630,574,618 2,285,061,836
Writedowns of financial assets and poSitions .. ... -1,206,920,529 -545,207,137
Transfers to/from provisions for losses on foreign exchange and securities 15,206,927,979 20,141,109
Net result of financial operations, writedowns and risk provision transfers ............ —-6,630,567,168 1,759,995,808
Fee and cCommISSION INCOME . . . ..ottt et 20,335,870 21,606,242
Fee and COmMMISSION EXPENSE . . ..ottt ettt et ettt e e e —-17,709,199 —24,589,170
Net income from fees and COMMISSIONS . ... ...ttt 2,626,671 —2,982,928
Income from equity shares and participating interests . ... 387,951,300 321,284,475
Net result of the pooling of monetary income .......... ... .. ... —72,909,382 3,962,248
b) Otherincome
— income from the investment of reserves and provisions ..., 1,294,023,772 1,433,588,255
el 101 V== U T 7o 3 1= 83,623,705 126,791,936
— SUNANY ottt 87,306,687 78,092,265
Total NetiNCOME (A+D) . ..ottt —4,908,479,292 4,346,666,758
SHAff COSES . .ttt —1,051,489,954 -1,160,741,417
AdMINISratiVe COSES . ..ottt e e e e -371,153,211 -360,053,902
Depreciation of tangible and intangible fixed assets ............. ... ... i i —186,350,136 —191,949,730
Banknote production SEIVICES ... ... ...ttt - -
Other costs:
— losses on investments of reserves and provisions . ...........ooiii i -281,726,808 —144,147,828
— other allocations to ProViSIONS . . ... ...ttt —16,820,747 —751,363,158
— PrIOT-YEAI EXPENSE . vttt vttt ettt e e e e —2,400,437 -1,232,074
— appropriation of investment income toreserves (1) .........ooiiiiiiii i —297,281,479 -392,649,324
— othertaxes and dUties . ... ... ...ttt —16,190,519 —45,129,681
— SUNAIY vttt e —-3,805,123 —9,544,233
Taxes on income for the year and productive activities (2) ...t 7,200,000,000 —783,000,000
Net profit for the year .. ... .. 64,302,294 506,855,411

(1) Pursuant to Article 55 of the Statute.— (2) Under the layout of the income statement adopted, this item includes amounts with a positive sign for 2002.

ALLOCATION OF THE NET PROFIT FOR THE YEAR

amounts in euros

TO THE ORDINARY RESERVE . ..\ttt et e e e e e e e e e e e 12,860,459
TO THE EXTRAORDINARY RESERVE ...\ttt ittt et ettt et e e e e e e 12,860,459
TO SHAREHOLDERS: 6% OF THE CAPITAL ...\ttt et ettt e e e ettt e e e e e e e e e e e 9,360
AN ADDITIONAL 4% OF THE CAPITAL .ottt et e et et e e e e e e e 6,240

O THE ST ATE oottt e e e e e e et e e e e e e e e e e e e e e e 38,565,776
TOTAL « oo 64,302,294

Audited and found correct
30 April 2003. THE AUDITORS THE ACCOUNTANT GENERAL THE GOVERNOR
GIUSEPPE BRUNI ANTONIO PASQUALE SODA ANTONIO FAZIO

ENRICO Nuzzo
ANGELO PROVASOLI
MAssIMO STIPO
GIANFRANCO ZANDA
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REPORT OF THE BOARD OF AUDITORS
ON THE 109th FINANCIAL YEAR
OF THE BANK OF ITALY
AND THE ACCOUNTS FOR THE YEAR ENDED
31 DECEMBER 2002






To the Shareholders

The accountsfor the year ended 31 December 2002 submitted for your
approval show the following results (in euros):

ASSELS . . € 147,338,428,382
Liabilities ....... .o € 134,060,143,870
Capital andreserves . ........ ..., €  13,213,982,218

Net profit for the year

(asshown in the vertical profit and loss account) . € 64,302,294

The memorandum accounts, shown on both sides of the balance sheet
for an amount of €365,360,119,127, refer to deposits of securities and
sundry valuables and commitments and contingent liabilities (for purchases
and sales of securities, foreign exchange and euros).

The accounts were kept properly in conformity with the standards and
rules laid down by the law in force. The individual items of the accounts,
which were also checked by the independent auditors, were compared with
the accounting records and found to conform with them.

The methods used in preparing the annual accounts and valuing assets
and liabilities have been updated compared with the previous year to take
account of two decisions adopted by the ECB Governing Council (ECB
Decision 2001/15 of 6 December 2001 on the issue of euro banknotes and
ECB Decision 2001/16 of 6 December 2001 on the allocation of monetary
income of the national central banks of participating Member States from
the financial year 20021 and of Article 65 of Law 289/2002 (the Finance
Law for 2002) concerning the conversion of the 1 per cent bonds issued
under Law 483/1993 into other government bonds issued under market
conditions.

The criteria for preparing the annual accounts and the valuation
methods used, with whose adoption we agree, were found to conform with
those approved by the Board of Directors and with the law in force. They
are described in detail in the notes to the accounts and comply with the
harmonized accounting rules laid down by the Governing Council of the

1 The decisions are published in OJ L337 of 20 December 2001, pp. 52-61.
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ECB and transposed for the purposes of the annual accounts by Article
8 of Legidative Decree 43/1998. The notes to the accounts contain all the
other information required by current legislation.

We inform you that in drawing up the annual accounts it was not
necessary to invoke the waiver provided for in the fourth paragraph of
Article 2423 of the Civil Code.

Among other things, the annual accounts also reflect the conversion
on 30 December 2002 of the 1 per cent bonds issued under Law 483/1993
into other government bondsissued under market conditions. The pertinent
balance sheet and income statement items (including the negative
conversion difference) are discussed in detail in the notes to the accounts.

In particular, the conversion gave rise to deferred tax assets, in
connection with the deductibility for tax purposes of the loss incurred,
included in the balance sheet for €7,116 million. The inclusion of this
amount was based on a careful evaluation of the Bank’s income-earning
capacity in the years to come that suggested it was reasonable to expect
the entire amount of the tax loss incurred would be utilized in the period
allowed by Law 289/2002. The amount was calculated on the basis of the
33 per cent corporate income tax rate contemplated by Law 80/2003
delegating the Government to reform the central government tax system.

To cover the loss deriving from the conversion the Board of Directors
resolved to utilize the gold reval uation accounts as ascertained at 1 January
1999, as provided for by Law 289/2002, for a total of €13,060 million
(of which €12,440 million withdrawn from the so-called pre-system
revaluation account and €620 million from the provision for losses on
foreign exchange created in the past with part of the revaluation of the gold
reserves provided for in Decree Law 867/1976) and provisions for specific
and general risks for a total of €1,571 million.

The Board of Directors also resolved to withdraw €462 million from
the provision for general risks to cover writedowns of securities
denominated in euros.

Taking into account the above-mentioned withdrawal s, we declare that
the total amount of the Bank’s general and specific risk provisions stand
at a prudent level in our opinion. In particular, the provision for severance
pay and pensions comprises both the actuarial reserves corresponding to
the situation of staff having entitlement and that of pensioners and the
severance pay accrued by all the members of the staff in service at the end
of the year having entitlement.

Pursuant to Article 54 of the Statute, the Board of Directors proposes
the following allocation of the net profit for 2002 of €64,302,294:



20 per centtotheordinary reserve. .............. € 12,860,459

an amount equal to 6 per cent of the share capital
toshareholders ............. ... ... .. ... .... € 9,360

20 per cent to the extraordinary reserve. .......... € 12,860,459

an additional amount equal to 4 per cent of the share

capital toshareholders ........................ € 6,240
- theremainingamounttotheState . .............. € 38,565,776

TOTAL . vvie € 64,302,294

Pursuant to Article 56 of the Statute, the Board of Directors also
proposes the distribution to shareholders - drawing on the income earned
on the ordinary and extraordinary reserves - of an additional €42,945,000,
equal to 0.50 per cent of such reserves at 31 December 2001 and within
the limit laid down in the above-mentioned article.

During the year we attended the meetings of the Board of Directors
and the Board Committee and made the tests and controls within the scope
of our authority, in particular as regards the quantities of cash and valuables
belonging to the Bank and third parties, verifying at all times compliance
with the law and the Bank’s Statute and General Regulations.

We monitored the activity of the Bank’s peripheral units in close
contact, in accordance with Articles 23 and 24 of the Bank’s Statute, with
the examiners at the main branches and the branches, whom we thank
warmly.

We recommend that you approve the accounts for 2002 that have been
submitted to you (the balance sheet, the income statement and the notes
to the accounts) and the proposed allocation of the net profit for the year
and distribution to shareholders of an additional amount pursuant to Article
56 of the Statute.

THE AUDITORS
GIUsEPPE BRUNI
ENrICO Nuzzo
ANGELO PROVASOLI
MAssIMO STIPO
GIANFRANCO ZANDA
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Table al

SOURCESAND USESOF INCOME IN FRANCE (1)
(at 1995 prices; billions of euros)

Sources Uses
Domestic demand
dgr;()ess?ic gl;gggsnzr?cfi Total Gross fixed investment National consumption Change ggggg:ﬁé
product senvices : Other Households General ) Ztr?gks Total services
Construction @) Total ?) government | Valuables

1999 ......... 1,299.5 321.3 1,620.8 109.0 148.0 257.0 710.6 300.3 53 1,273.2 347.6
2000 ......... 1,348.8 368.2 1,717.0 116.8 160.1 276.9 729.1 308.7 12.8 1,325.7 391.3
2001 ......... 1,377.1 373.0 1,750.1 118.4 163.9 282.3 749.2 317.8 4.8 1,352.4 397.7
2002 ......... 1,393.7 375.2 1,768.9 117.2 160.7 277.9 758.1 331.0 -0.1 1,365.2 403.7
1999 -1 ..... 320.3 77.5 397.7 26.6 35.8 62.4 175.7 74.2 1.8 314.1 83.7
1] R 323.4 79.0 402.4 27.1 36.8 63.8 177.6 74.4 1.7 317.6 84.8
... 326.9 81.0 407.9 27.4 37.8 65.2 179.3 4.7 0.3 319.4 88.5

v ... 331.2 84.3 4155 27.8 38.6 66.4 180.8 75.5 23 325.0 90.5
2000-1 ..... 335.3 87.8 423.1 28.7 39.7 68.4 182.3 76.0 2.7 329.4 93.7
... 337.8 91.2 429.0 29.2 40.4 69.6 183.1 76.7 2.3 331.7 97.3

nm ... 339.6 94.5 434.0 29.2 40.7 69.9 183.8 77.0 3.6 334.3 99.7

v ... 344.0 97.4 441.5 29.6 41.9 71.5 184.9 77.8 4.1 338.3 103.2

2001 -1 ..... 345.9 95.8 441.7 30.0 41.9 71.8 187.3 78.1 1.7 339.0 102.6
1] R 345.7 94.4 440.1 29.4 41.8 71.2 188.1 78.6 2.3 340.1 99.9

m ... 347.3 93.5 440.8 29.6 41.7 71.3 189.7 79.6 0.1 340.7 100.1

v ... 346.3 92.2 438.5 29.5 41.5 70.9 189.9 80.1 -0.7 340.2 98.3

2002 -1 ..... 348.8 93.8 4425 294 41.5 70.9 190.4 81.3 0.2 342.8 99.7
1] e 350.4 94.7 445.1 29.6 41.1 70.7 191.1 82.2 -0.6 343.3 101.8

m ... 351.6 95.3 446.9 29.3 40.9 70.2 192.0 82.9 -0.7 344.4 102.5
AV 351.3 94.7 446.0 29.0 40.4 69.3 192.6 83.5 -1.4 344.0 102.1

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by resident
households and non-profit institutions serving households.
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Table a2

SOURCESAND USESOF INCOME IN GERMANY (1)
(at 1995 prices; billions of euros)

Sources Uses
Domestic demand
dOGn[]?BSS?iC é@ggggﬁé Total Gross fixed investment National consumption Change in gES(ggsrtz r?df
product services stocks and Total services
Construction Otger Total Hous(g?olds go(?lgp:r;‘%lm valuables

1999 ......... 1,914.8 567.4 2,482.2 248.7 183.5 432.2 1,099.2 375.0 -6.6 1,899.8 582.5
2000 ......... 1,969.5 627.1 2,596.6 242.1 200.7 442.8 1,114.8 379.6 2.7 1,934.5 662.1
2001 ......... 1,980.8 633.1 2,613.9 227.7 191.8 419.5 1,131.6 382.6 -15.2 1,918.6 695.4
2002 ......... 1,984.3 619.8 2,604.1 214.3 177.0 391.3 1,124.3 388.5 -13.9 1,890.3 713.8
1999-1 ..... 474.2 136.5 610.7 61.2 44.6 105.7 274.4 93.8 -0.4 473.5 137.2
... 472.1 139.8 611.8 61.6 449 106.5 271.6 93.2 -2.3 469.0 142.8

mnm ... 479.0 143.3 622.2 62.7 46.2 108.9 274.2 93.8 -2.3 474.6 147.6
[AVAR 484.5 144.6 629.1 62.0 46.4 108.4 276.6 94.2 -1.2 478.0 151.1
2000- 1 ..... 488.1 149.9 637.9 61.4 48.3 109.7 276.6 94.8 -1.0 480.1 157.9
... 493.3 153.6 646.9 61.0 49.7 110.7 280.4 94.5 -1.2 484.4 162.5

m ... 493.5 157.6 651.1 60.3 51.4 111.7 279.7 94.2 -1.3 484.3 166.9
[AVAR 493.8 165.9 659.7 59.3 51.3 110.5 278.2 96.1 0.2 485.0 174.8
2001-1 ..... 496.8 161.1 657.9 57.5 50.2 107.7 282.1 95.7 -2.3 483.2 174.8
... 496.7 160.4 657.1 57.3 48.7 106.0 284.4 95.5 -2.8 483.2 173.9

mnm ... 495.7 156.9 652.7 56.9 47.2 104.1 283.8 95.3 -6.2 477.1 175.6
AV 494.2 156.8 651.1 56.4 46.4 102.8 282.5 96.1 -4.1 477.2 173.8
2002—-1 ..... 495.7 151.2 646.9 56.0 44.8 100.8 280.6 96.7 -6.1 472.0 175.0
... 496.4 153.8 650.2 53.0 44.3 97.3 281.0 97.3 2.4 473.2 177.0

m ... 498.0 157.1 655.0 53.1 441 97.1 282.0 97.5 -3.8 472.9 182.1
[AVAR 497.8 160.0 657.8 53.3 44.7 98.0 282.2 97.1 -2.1 475.1 182.7

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by
resident households and non-profit institutions serving households.
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SOURCESAND USESOF INCOME IN SPAIN (1)
(at 1995 prices; billions of euros)

Table a3

Sources

Uses

Domestic demand

dgr;()ess?ic é@ggsrtzr?é Total Gross fixed investment National consumption Change in ggggg;ﬁé
product services stocks and Total services
Construction O(‘E‘)e' Total Hous(gl)’mlds g O?/gﬂfrgm valuables

1999 ......... 507.2 155.8 663.0 64.9 58.4 123.4 301.5 89.0 2.3 516.2 146.8
2000 ......... 528.4 172.2 700.7 68.9 61.4 130.4 3135 93.4 1.9 539.1 161.5
2001 ......... 542.6 178.3 720.9 72.9 61.6 134.6 321.3 96.3 1.7 553.9 167.0
2002 ......... 553.5 182.2 735.7 76.2 60.3 136.5 327.4 100.0 2.4 566.3 169.4
1999 — | 124.1 36.9 161.1 15.8 14.2 30.0 74.4 21.9 -0.5 125.7 35.3
1l 126.3 38.3 164.7 16.2 14.2 30.4 74.8 22.1 1.1 128.4 36.2

11l 127.7 39.6 167.4 16.3 15.0 31.3 75.9 22.3 0.6 130.1 37.2

v 129.0 40.9 169.9 16.6 15.1 31.7 76.4 22.7 1.1 131.9 38.0

2000 - | 130.5 41.3 171.8 16.9 15.0 31.8 77.8 23.0 1.2 133.8 38.0
1l 132.0 42.3 174.3 17.1 15.3 32.4 78.5 23.3 0.1 134.3 40.0

11l 132.5 44.2 176.8 17.3 15.8 33.1 78.3 23.4 0.9 135.7 41.1

v 1334 44.4 177.8 17.6 15.4 33.0 78.9 23.6 -0.2 1354 42.4

2001 - | 1345 44.7 179.2 18.0 15.5 33.5 79.5 23.8 0.7 137.4 41.8
1l 135.1 449 180.0 18.2 15.5 33.7 80.2 24.0 0.3 138.2 41.8

1] 136.4 44.1 180.6 18.3 15.6 34.0 80.5 24.2 0.1 138.8 41.8

\Y 136.5 44.6 181.1 18.5 15.0 33.4 81.1 24.4 0.5 139.5 41.6

2002 - | 137.2 44.2 181.4 18.7 15.0 33.7 81.4 24.7 1.1 140.8 40.6
1l 137.9 44.2 182.0 19.0 15.0 34.0 81.7 24.9 0.3 140.9 41.2

11l 139.0 46.0 185.0 19.2 15.3 345 81.8 25.1 0.0 141.4 43.6

v 1394 47.8 187.3 19.3 14.9 34.3 82.6 25.4 1.0 143.2 44.0

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by

resident households and non-profit institutions serving households.
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ITALY: VALUE ADDED PER STANDARD LABOUR UNIT
AND UNIT LABOUR COSTS, BY BRANCH

Table a4

1997 | 1998 ‘ 1999 | 2000 | 2001 ‘ 2002 1999 | 2000 | 2001 ‘ 2002
lire euros
I I |
Value added at factor cost per standard labour unit (1)
(thousands of lire and euros at 1995 prices)
Agriculture, forestry and fishing 38,540 40,557 45,314 44,890 44,288 44,151 23,403 23,184 22,873 22,802
Industry excluding construction ... .. 81,685 81,469 82,283 84,396 85,765 85,387 42,496 43,587 44,294 44,099
of which: manufacturing ............ 75,820 75,524 75,751 78,030 79,117 78,118 39,122 40,299 40,861 40,344
Construction ... 57,571 58,472 57,904 57,803 57,413 56,801 29,905 29,853 29,651 29,335
Services (2) «..o.vviii 68,664 69,332 69,540 71,333 71,565 71,169 35,914 36,840 36,960 36,756
Wholesale and retail trade, repair of
household goods etc. ........... 68,567 69,393 68,289 70,768 70,313 69,592 35,269 36,549 36,314 35,941
Hotels and restaurants ............. 49,422 49,970 50,616 50,680 50,518 49,897 26,141 26,174 26,090 25,770
Transport, storage and communication 92,880 93,860 95,288 99,390 102,465 102,172 49,212 51,331 52,919 52,767
Financial intermediation ............ 172,688 177,754 173,080 190,561 187,959 187,746 89,388 98,417 97,072 96,963
Sundry business and household
services (2) (3) ...t 70,131 69,400 71,460 72,991 74,098 73,065 36,906 37,697 38,268 37,735
Public administration (4) ........... 67,115 67,477 68,134 68,327 68,411 69,589 35,188 35,288 35,332 35,940
Education ........... ... 53,037 52,954 52,435 52,105 51,443 51,487 27,080 26,910 26,568 26,591
Health and social work services ... .. 59,060 59,043 59,887 61,684 64,366 65,509 30,929 31,857 33,242 33,833
Other public, social and personal
SEIVICeS .............c.oini... 65,205 66,851 67,998 66,020 64,834 63,622 35,118 34,096 33,484 32,858
Private households with employed
PErSONS ...ovviieiie e 18,552 18,523 18,525 18,497 18,498 18,530 9,568 9,553 9,553 9,570
Total (2) ..... 68,892 69,603 70,228 71,831 72,143 71,775 36,270 37,098 37,259 37,069
Unit labour costs (1) (5)
(current lire/euros per lire/euros at 1995 prices)
Agriculture, forestry and fishing 0.680 0.637 0.575 0.577 0.591 0.610 0.575 0.577 0.591 0.610
Industry excluding construction ..... 0.688 0.679 0.686 0.689 0.698 0.719 0.686 0.689 0.698 0.719
of which: manufacturing ............ 0.723 0.715 0.729 0.730 0.741 0.771 0.729 0.730 0.741 0.771
Construction ... 0.758 0.739 0.767 0.789 0.807 0.833 0.767 0.789 0.807 0.833
Services (2) ..o 0.802 0.780 0.799 0.804 0.828 0.852 0.799 0.804 0.828 0.852
Wholesale and retail trade, repair of
household goods etc. ........... 0.665 0.654 0.686 0.683 0.711 0.737 0.686 0.683 0.711 0.737
Hotels and restaurants ............. 0.843 0.852 0.890 0.911 0.950 0.993 0.890 0.911 0.950 0.993
Transport, storage and communication 0.639 0.626 0.620 0.606 0.596 0.601 0.620 0.606 0.596 0.601
Financial intermediation ............ 0.598 0.557 0.574 0.532 0.548 0.565 0.574 0.532 0.548 0.565
Sundry business and household
services (2) (3) v ovviiiiii 0.716 0.730 0.757 0.788 0.811 0.844 0.757 0.788 0.811 0.844
Public administration (4) ........... 0.984 0.946 0.951 0.959 1.002 1.020 0.951 0.959 1.002 1.020
Education ................ooiiinn 1.112 1.101 1.155 1.215 1.275 1.303 1.155 1.215 1.275 1.303
Health and social work services ... .. 1.022 0.985 1.010 1.064 1.080 1.090 1.010 1.064 1.080 1.090
Other public, social and personal
SEIVICES .+ vt 0.762 0.727 0.716 0.752 0.780 0.804 0.716 0.752 0.780 0.804
Private households with employed
PErsons ............ ..., 1.092 1.102 1.123 1.159 1.177 1.221 1.123 1.159 1177 1.221
Total (2) ..... 0.780 0.760 0.773 0.779 0.799 0.822 0.773 0.779 0.799 0.822

Source: Istat, national accounts.

(1) Includes indirectly measured financial intermediation services. — (2) Excludes renting of buildings. — (3) Includes real estate services, renting services, computer and related services, research
and other business services. — (4) Includes defence and compulsory social security services. — (5) Compensation of employees at current prices per standard labour unit divided by value added

at factor cost at 1995 prices per standard labour unit.
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SOURCESAND USESOF INCOME AND HOUSEHOLD CONSUMPTION IN ITALY

(at 1995 prices; hillions of lire and, in brackets, millions of euros)

SOURCES AND USES

Uses

Financial
intermediation

TOTAL

. Imports of SOURCES/
A Iture, . o Oth VAT and G
fo?t—rzlsctlrjy i Industry (1) Sar)‘"(cz‘js iy services indirect taxes domestic ggggfczgd USES
fishing (1) measure)::l (1) (3) on imports product (fob) (4)
=)
1996 ............. 51,714 572,609 825,355 78,219 329,628 105,728 1,806,815 409,052 2,215,867
1997 ... 52,328 583,509 846,680 81,446 332,703 109,652 1,843,426 450,418 2,293,844
1998 ............. 52,946 591,352 866,340 82,659 336,152 112,366 1,876,497 490,428 2,366,925
1999 ............. 56,250 596,143 881,280 82,901 342,103 114,842 1,907,716 517,660 2,425,376
(29,051)  (307,882)  (455,143) (42,815)  (176,681) (59,311)  (985,253)  (267,349)  (1,252,602)
2000 ...t 54,639 608,783 931,648 92,411 345,818 119,145 1,967,622 563,688 2,531,310
(28,219)  (314,410)  (481,156) (47,726)  (178,600) (61,533) (1,016,192) (291,121)  (1,307,312)
2001 ............. 54,264 617,161 954,503 97,518 353,012 121,744 2,003,166 569,176 2,572,342
(28,025)  (318,737)  (492,960) (50,364)  (182,316) (62,876) (1,034,549) (293,955)  (1,328,504)
2002 ............. 52,870 613,707 963,505 98,714 357,590 121,653 2,010,612 577,867 2,588,479
(27,305)  (316,953)  (497,609) (50,982)  (184,680) (62,829) (1,038,394)  (298,443)  (1,336,838)
20001 ........ 13,573 152,212 229,132 22,420 86,032 29,420 487,952 139,578 627,530
(7,010) (78,611)  (118,337) (11,579) (44,432) (15,194)  (252,006) (72,086) (324,092)
o 13,668 151,891 231,129 22,970 86,429 29,685 489,836 139,828 629,663
(7,059) (78,445)  (119,368) (11,863) (44,637) (15,331)  (252,979) (72,215) (325,194)
mnm ... 13,794 151,699 234,240 23,384 86,422 29,910 492,680 141,305 633,985
(7,124) (78,346)  (120,975) (12,077) (44,633) (15,447)  (254,448) (72,978) (327,426)
vV 13,602 152,981 237,143 23,638 86,935 30,130 497,155 142,976 640,133
(7,025) (79,008)  (122,474) (12,208) (44,898) (15,561)  (256,759) (73,841) (330,601)
2001-1  ........ 13,736 155,709 237,443 24,546 87,881 30,450 500,671 145,395 646,066
(7,094) (80,417)  (122,629) (12,677) (45,387) (15,726)  (258,575)  (75,090) (333,665)
o 13,339 153,986 238,955 24,354 88,408 30,490 500,824 145,344 646,168
(6,889) (79,527)  (123,410) (12,578) (45,659) (15,747)  (258,654) (75,064) (333,718)
m........ 13,529 153,848 239,031 23,967 88,358 30,370 501,167 139,526 640,692
(6,987) (79,456)  (123,449) (12,378) (45,633) (15,685)  (258,831) (72,059) (330,890)
v .. 13,660 153,618 239,075 24,649 88,366 30,434 500,504 138,912 639,414
(7,055) (79,337)  (123,472) (12,730) (45,637) (15,718)  (258,489) (71,742) (330,230)
2002—-1 ........ 13,626 153,676 238,568 24,354 88,730 30,279 500,526 138,116 638,642
(7,037) (79,367)  (123,210) (12,578) (45,825) (15,638)  (258,500) (71,331) (329,831)
| 13,277 153,029 240,858 24,500 88,677 30,208 501,550 143,282 644,832
(6,857) (79,033)  (124,393) (12,653) (45,798) (15,601)  (259,029) (73,999) (333,028)
m ........ 13,016 153,236 241,230 24,465 89,812 30,401 503,231 146,731 649,961
(6,722) (79,140)  (124,585) (12,635) (46,384) (15,701)  (259,897) (75,780) (335,677)
v .. 12,952 153,767 242,849 25,396 90,372 30,763 505,306 149,740 655,046
(6,689) (79,414)  (125,421) (13,116) (46,673) (15,888)  (260,969) (77,334) (338,303)

Source: Istat, national accounts.
(1) Value added at market prices. — (2) Wholesale and retail trade, repair services, hotel and restaurant services, transport and communication services; monetary and financial institutions; real estate

expenditure abroad. — (5) Expenditure of general government and non-profit institutions serving households. — (6) Includes non-residents’ expenditure in Italy.




Table ab

OF INCOME

HOUSEHOLD DOMESTIC CONSUMPTION

Uses

By type of consumption

By type of good

Investment in

Domestic consumption

Food

Investment in machinery, Change in Exports of products,
P equipment, tran- goods and Non-durable . Non-food
%ﬂ:ﬂ:ggﬁ;gg spogt gquiprjl;tlent h[?)(ijr;l:sgl((:j Public S\Egﬁjk;b?gsd servic%s (fob) goods Durable goods Services a%%vgggscso products
an algtsaert]gl e expenditure expenditure (5) ® products
154,535 185,187 1,054,736 330,406 4,815 486,188 489,087 107,815 476,208 203,001 870,109
151,520 195,294 1,088,836 331,441 9,477 517,276 499,321 125,520 483,464 206,126 902,179
151,225 209,364 1,123,606 332,516 15,175 535,039 512,935 131,837 497,089 207,223 934,638
155,106 223,672 1,152,566 337,274 21,217 535,541 520,036 138,624 510,380 207,904 961,136
(80,106) (115,517) (595,251) (174,188)  (10,958) (276,584) (268,576)  (71,593) (263,589) (107,373)  (496,385)
164,289 241,567 1,184,165 342,904 -8 598,393 528,345 146,660 530,676 212,830 992,851
(84,848)  (124,759) (611,570)  (177,095) (-4) (309,044) (272,867) (75,744)  (274,071) (109,918) (512,765)
169,620 246,963 1,196,501 354,861 -596 604,993 530,813 145,749 540,127 212,941 1,003,748
(87,601) (127,546) (617,941)  (183,270) (-308) (312,453) (274,142)  (75,273) (278,952) (109,975)  (518,393)
170,179 248,554 1,201,696 361,045 7,907 599,099 529,423 141,631 543,888 213,737 1,001,205
(87,890) (128,367) (620,624)  (186,464) (4,084)  (309,409) (273,424)  (73,146) (280,895)  (110,386)  (517,079)
40,667 59,122 293,438 85,182 995 148,123 131,297 36,030 131,165 53,048 245,444
(21,003)  (30,534) (151,548)  (43,993) (514)  (76,499)  (67,809)  (18,608)  (67,741)  (27,397) (126,761)
41,026 60,410 295,332 85,304 1,899 145,691 131,939 36,359 132,162 53,180 247,281
(21,188)  (31,199) (152,526)  (44,056) (981)  (75,243)  (68,141)  (18,778)  (68,256)  (27,465) (127,710)
41,390 61,242 296,759 85,812 -3,179 151,962 132,478 36,915 132,923 53,354 248,962
(21,376)  (31,629) (153,263)  (44,318)  (-1,642)  (78,482)  (68,419)  (19,065)  (68,649)  (27,555) (128,578)
41,206 60,795 298,637 86,604 275 152,615 132,631 37,355 134,427 53,249 251,163
(21,281) (31,398)  (154,233) (44,727) (142) (78,819) (68,498) (19,292) (69,426) (27,501)  (129,715)
42,122 61,705 299,229 87,763 —1,588 156,834 132,999 36,632 134,795 53,331 251,095
(21,754)  (31,868) (154,539)  (45,326) (-820)  (80,998)  (68,688)  (18,919)  (69,616)  (27,543)  (129,680)
42,623 61,920 299,769 88,449 707 152,700 133,299 36,446 135,320 53,499 251,566
(22,013)  (31,979) (154,818)  (45,680) (365)  (78,863)  (68,843)  (18,823)  (69,887)  (27,630) (129,923)
42,455 61,932 298,650 88,983 796 147,877 132,524 35,866 135,353 53,104 250,637
(21,926)  (31,985) (154,240)  (45,956) (411)  (76,372)  (68,443)  (18,523)  (69,904)  (27,426)  (129,443)
42,420 61,409 298,854 89,665 —511 147,581 131,992 36,805 134,660 53,005 250,451
(21,908)  (31,715)  (154,345)  (46,308) (-264)  (76,219)  (68,168)  (19,008)  (69,546)  (27,375)  (129,347)
42,151 60,158 298,056 90,203 6,221 141,851 131,401 35,275 135,504 52,820 249,361
(21,769)  (31,069) (153,933)  (46,586) (3,213)  (73,260)  (67,863)  (18,218)  (69,982)  (27,279) (128,784)
42,406 60,417 298,650 90,406 3,739 149,213 132,137 34,994 134,780 53,544 248,369
(21,901)  (31,203)  (154,240)  (46,691) (1,931)  (77,062)  (68,243)  (18,073)  (69,608)  (27,653) (128,272)
42,685 63,028 300,951 90,494 -1,297 154,100 132,536 34,973 136,420 53,464 250,464
(22,045)  (32,551) (155,428)  (46,736) (-670)  (79,586)  (68,449)  (18,062)  (70,455)  (27,612) (129,354)
42,939 64,948 304,039 89,942 —759 153,935 133,349 33,388 137,185 53,912 253,010
(22,176)  (33,543) (157,023)  (46,451) (-392)  (79,501)  (68,869)  (18,793)  (70,850)  (27,843)  (130,669)

services and business activities. — (3) Public administration and defence services; compulsory social security services; other community, social and personal service activities. — (4) Includes residents’
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ITALY: INDUSTRIAL PRODUCTION BY MAIN INDUSTRIAL GROUPINGS

Table a6

(indices, 2000=100; raw annual data; quarterly data adjusted for seasonal factors and the number of working days)

Consumer goods

Investment Intermediate Energy Manufacturing AGGREGATE
Durable Non-durable Total goods goods INDEX
1993 ........... 70.2 89.4 85.1 78.5 86.1 83.4 83.9 83.7
1994 ........... 77.3 92.7 89.4 82.3 91.2 86.2 88.5 88.1
1995........... 84.2 94.8 92.7 92.6 94.7 89.0 93.5 92.8
1996 ........... 83.9 94.2 92.1 94.3 914 89.6 924 92.0
1997 ... 85.0 97.2 94.7 96.8 95.0 93.0 954 95.1
1998 ........... 89.6 98.8 96.9 96.9 97.2 95.6 97.0 96.8
1999 ........... 93.5 100.0 98.7 97.3 95.1 97.3 96.9 97.0
2000 ........... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
2001 ........... 99.0 100.8 100.4 99.0 98.2 99.6 99.1 99.2
2002 ........... 96.0 99.0 98.4 97.7 95.5 103.8 97.0 97.8
1996 -1 ........ 84.2 93.5 91.4 96.1 93.2 92.9 93.4 93.2
mh........ 83.0 92.3 90.6 93.9 90.9 86.5 91.7 91.0
m....... 84.0 93.3 91.6 92.8 90.3 87.7 915 91.1
vV....... 82.1 94.8 92.1 90.9 88.8 89.8 90.5 90.5
1997 -1 ........ 82.8 95.0 92.6 92.7 89.7 90.9 91.9 91.7
mh.o....... 85.3 96.6 94.4 97.1 95.2 92.9 95.0 94.7
m....... 84.8 98.5 95.8 97.5 96.3 93.3 96.4 96.1
IvV....... 85.7 97.7 95.2 98.9 98.4 95.1 97.5 97.2
1998 -1 ........ 87.1 96.4 94.5 97.3 98.5 94.6 96.8 96.5
mh........ 89.5 98.4 96.7 97.2 98.2 94.4 97.3 96.9
m....... 89.9 98.7 96.9 96.8 95.8 95.6 96.4 96.4
vV....... 88.3 98.4 96.3 92.8 93.9 97.0 94.8 95.2
1999 -1 ........ 88.4 98.4 96.3 95.4 92.8 97.7 94.5 94.9
h.o....... 90.4 97.5 96.1 95.2 93.5 94.9 94.6 94.6
m....... 94.4 101.0 99.5 96.2 94.3 97.6 96.5 96.7
vV ....... 97.1 99.3 99.0 97.9 96.9 98.0 97.9 98.0
20001 ........ 98.2 97.2 97.3 98.6 98.2 99.7 98.0 98.2
h........ 100.4 99.9 100.0 100.4 99.7 100.4 100.0 99.9
m....... 99.7 100.4 100.0 100.4 99.9 100.7 100.0 100.1
vV....... 101.7 102.6 102.6 100.7 102.1 99.2 102.0 101.7
2001 -1 ........ 102.5 103.5 103.4 101.8 100.5 97.4 101.7 101.2
m.o....... 99.1 100.4 100.2 99.0 98.9 98.3 99.5 99.6
m....... 96.3 100.0 99.0 97.6 97.6 99.4 98.2 98.3
vV....... 95.8 97.6 97.3 95.7 94.5 102.9 95.9 96.7
2002 -1 ........ 96.1 99.1 98.6 96.5 94.8 103.3 96.5 97.3
h........ 95.0 98.9 98.2 96.7 94.9 104.2 96.4 97.5
m....... 95.6 98.2 97.5 97.7 96.1 105.5 97.0 98.0
vV ....... 94.6 98.0 97.5 97.8 95.1 102.3 96.9 97.5

Source: Based on Istat data.
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ITALY: CAPACITY UTILIZATION RATES, BY MAIN INDUSTRIAL GROUPINGS
(data adjusted for seasonal factors and the number of working days; percentages)

Table a7

Consumer goods

Investment Intermediate Energy Manufacturing AGGREGATE
Durable Non-durable Total goods goods INDEX
1993 ........... 80.3 96.3 93.0 80.2 92.2 94.9 89.3 89.0
1994 ........... 86.9 98.8 96.6 84.5 97.0 96.2 93.8 93.4
1995........... 92.7 99.4 98.9 95.1 99.7 97.2 98.5 97.9
1996 ........... 89.9 96.7 95.8 95.2 94.5 95.3 95.5 95.3
1997 ... 89.3 98.7 97.2 97.6 97.4 97.4 98.0 98.0
1998 ........... 91.6 98.3 97.2 96.3 98.3 97.9 97.8 98.2
1999 ........... 93.6 97.9 97.1 95.7 95.9 97.6 95.9 96.8
2000........... 99.1 97.5 97.7 98.8 99.9 98.6 98.5 99.3
2001 ........... 96.6 97.0 96.7 96.8 98.6 96.3 96.8 97.7
2002 ........... 93.8 95.2 94.7 95.5 96.3 98.8 94.7 96.4
1996 -1 ........ 91.6 97.4 96.5 98.3 97.5 100.0 97.6 97.5
| 89.8 95.7 95.1 95.8 94.8 92.6 95.6 95.0
n....... 90.4 96.3 95.7 94.4 93.9 93.5 95.1 94.9
V.. ... 87.8 97.4 95.9 92.3 92.0 95.2 93.8 93.9
1997 -1 ........ 88.1 97.3 96.0 94.0 92.7 95.9 95.0 95.0
| I 90.2 98.5 97.4 98.3 98.1 97.5 98.0 97.9
... 89.2 100.0 98.4 98.5 98.9 97.4 990.1 990.1
V.. ... 89.7 98.8 97.3 99.7 100.0 98.8 100.0 100.0
1998 -1 ........ 90.7 97.2 96.2 97.9 100.0 97.8 98.9 98.9
| I 92.7 98.8 98.0 97.6 100.0 97.1 99.0 99.1
... 92.6 98.8 97.8 97.0 97.6 97.8 97.7 98.2
V... 90.5 98.2 96.8 92.8 95.6 98.7 95.8 96.7
1999 -1 ........ 90.1 97.8 96.4 95.3 94.4 99.0 95.0 96.1
| I 91.7 96.6 95.8 94.9 95.0 95.7 94.8 95.5
n....... 95.2 99.6 98.7 95.6 95.8 97.9 96.3 97.3
V... 97.4 97.7 97.8 97.1 98.4 97.9 97.4 98.3
20001 ........ 98.1 95.2 95.7 97.7 99.6 99.1 97.1 98.2
..., 99.7 97.5 97.9 99.2 100.0 99.3 98.7 99.6
n....... 98.6 97.7 97.5 99.0 100.0 99.1 98.4 99.5
V... 100.0 99.4 99.6 99.1 100.0 97.2 100.0 100.0
2001 -1 ........ 100.0 100.0 100.0 100.0 100.0 95.0 99.7 100.0
| I 97.5 97.0 96.9 97.2 100.0 95.4 97.5 98.4
... 94.7 96.7 95.7 95.9 98.7 96.0 96.2 97.1
V... 94.2 94.3 94.1 94.0 95.6 98.9 94.0 95.5
20021 ........ 94.5 95.8 95.3 94.8 95.9 98.9 94.5 96.1
| I 93.4 95.6 94.9 95.1 96.0 99.3 94.5 96.3
n....... 94.0 94.8 94.2 96.0 97.2 100.0 95.1 96.8
V.. ... 93.1 94.7 94.3 96.1 96.2 97.0 94.9 96.3

Source: Based on Istat data.
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ITALIAN CONSUMER PRICE INDICES

(percentage changes on corresponding period)

Table a8

CPI (1) V\(’ZE)H
Goods and services with unregulated prices Gorzcéig?gdss:i\ggses(z;mh Tgft?(l)ggt
and
non’-\‘eonn;g)?(:)ra:)ndducts Food products Non- Rents ?r;/gé?(" ene:jrg():lts " Oir\:gt;?("
of which: Services Un- plfggtrj?:i,s Total plfggtrjgci,s p?gglrj?:)tls Total © anc\iNtiE?se ©
ofnfatrs Processed processed Total (5) regrlij(lzzt;ed

Weights (3) 31.9 28.2 30.3 9.8 6.9 16.7 31 82.0 2.9 12.0 14.9 3.1 100.0 62.2 100.0

1998 ......... 1.9 1.8 2.6 0.8 16 1.2 -2.7 1.8 .. 3.1 23 5.2 2.0 2.2 1.7
1999 ......... 1.2 1.2 2.6 0.8 1.1 0.9 42 1.8 —-2.6 1.9 08 33 1.7 1.9 1.6
2000 ......... 1.5 1.4 2.8 1.2 20 16 132 25 9.8 1.2 3.0 25 25 2.1 2.6
2001 ......... 2.0 2.0 3.2 2.4 6.4 4.0 -2.0 27 5.8 3.1 3.7 23 2.7 2.6 2.7
2002 ......... 2.2 21 3.9 2.4 53 3.6 -19 29 -3.4 1.3 03 23 2.5 3.0 2.4
2000 — July ... 15 1.4 2.8 1.3 25 18 139 26 12.2 09 32 25 2.6 21 2.7
Aug. ... 1.6 1.4 2.8 1.3 28 1.9 121 25 12.1 1.1 33 25 2.6 2.1 2.7

Sept. .. 15 1.4 2.7 1.3 32 21 140 26 111 1.0 31 25 2.6 2.1 2.6

Oct. ... 1.5 1.5 2.7 1.4 34 22 133 26 10.3 1.1 30 24 2.6 2.1 2.6

Nowv. ... 1.7 1.7 2.5 1.4 36 23 146 2.7 11.0 1.3 34 24 2.7 2.1 2.7

Dec. ... 1.8 1.8 2.6 15 45 27 99 26 11.0 1.3 33 24 2.7 2.2 2.7

2001 - Jan. ... 1.9 1.8 2.8 1.7 49 30 56 26 131 3.1 52 24 3.0 2.3 3.1
Feb. ... 2.0 2.0 2.8 1.8 58 35 34 26 13.3 31 53 24 3.0 2.3 3.0

Mar. ... 2.0 2.0 2.8 1.9 58 35 02 25 11.6 32 50 24 2.8 2.4 2.8

Apr. ... 2.1 2.1 3.2 2.2 55 36 22 28 11.8 3.6 54 22 3.1 2.6 3.1

May ... 2.1 2.0 3.2 2.3 6.1 3.9 36 29 6.1 35 40 22 3.0 2.6 3.0

June .. 2.0 2.0 3.2 2.4 70 43 1.8 29 6.0 34 40 22 3.0 2.5 29

July ... 2.0 2.0 3.4 2.5 76 4.6 -17 29 3.0 3.1 31 22 29 2.6 2.7

Aug. ... 2.0 2.0 3.4 2.6 74 46 -32 28 2.9 29 29 22 2.8 2.7 2.7

Sept. .. 2.1 2.2 3.4 2.7 69 4.4 -6.4 27 1.0 2.9 25 22 2.6 2.8 2.6

Oct. ... 2.1 2.2 3.5 2.7 69 44 -79 26 1.5 2.9 26 22 25 2.7 2.6

Now. ... 1.9 2.0 35 2.8 6.7 4.4 -99 24 0.4 29 23 22 2.4 2.7 2.3

Dec. ... 1.9 2.1 3.7 2.8 6.3 4.2 -98 25 0.5 2.5 20 22 2.4 2.8 2.3

2002 - Jan. ... 2.0 2.1 3.7 2.8 7.7 48 -6.5 28 -4.0 1.8 06 21 2.4 2.8 2.3
Feb. ... 2.2 2.0 3.8 2.6 6.5 4.2 -54 29 -4.3 16 04 21 2.3 3.0 2.3

Mar. ... 2.2 2.1 3.8 2.6 6.2 4.1 -45 29 -54 1.8 03 21 25 3.0 2.4

Apr. ... 2.1 2.0 3.7 2.4 6.8 4.2 -16 29 -6.4 13 04 24 2.3 2.8 2.4

May. . .. 2.1 2.0 3.8 2.4 6.1 3.9 -35 28 —4.3 05 -05 24 2.3 29 2.3

June .. 2.1 2.0 3.9 2.4 45 33 -51 26 -4.3 08 -02 24 2.2 2.9 2.3

July ... 2.2 2.1 4.0 2.3 3.7 29 -34 27 -1.9 09 04 21 2.2 3.0 2.3

Aug. ... 2.2 2.1 4.2 2.3 38 29 -14 29 -1.8 1.2 06 21 2.4 3.1 25

Sept. .. 2.3 2.2 4.1 2.3 44 3.2 -0.5 3.0 -1.5 1.3 08 21 2.6 3.1 2.6

Oct. ... 2.2 2.1 4.0 2.3 46 3.2 23 31 -1.4 1.3 08 25 2.7 3.1 2.6

Nowv. ... 2.3 2.2 4.2 2.2 48 33 35 3.2 -2.8 1.2 04 25 2.8 3.2 2.7

Dec. ... 2.2 2.1 4.0 2.2 48 33 43 3.2 -2.9 19 09 25 2.8 3.1 2.7

2003 - Jan. ... 2.2 21 3.8 21 31 25 7.2 30 15 1.3 13 27 2.8 3.0 2.7
Feb. ... 2.0 2.0 3.6 2.2 26 24 84 29 2.0 0.5 08 2.7 2.6 2.8 2.5

Mar. ... 2.0 2.1 3.7 2.3 28 25 95 3.0 3.2 05 10 27 2.7 2.8 2.6

Apr. ... 2.1 2.1 3.7 2.3 21 22 32 27 6.0 1.7 25 28 2.7 2.8 25

Source: Based on Istat data.

(1) Consumer price index (entire resident population); 1995=100. — (2) Consumer price index for worker and employee households, excluding tobacco products; 1995=100. — (3) As 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 January 2003. — (4) The
sub-indices are based on the 208-product classification. — (5) Includes medicines, for which 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. — (6) Percentage changes published by Istat and calculated on indices rounded to the first decimal place.
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ITALY: HARMONIZED INDEX OF CONSUMER PRICES (1)
(percentage changes on corresponding period) (2)

Table a9

Non-food ) Total net of food Food products Energy u-{](;}s)lcl?sgd i
and non-energy Services and energy products food and Overall index
products products Processed Unprocessed energy products

Weights 36.2 37.9 74.2 11.1 8.3 19.4 6.3 85.4 100.0

1997 ... 1.7 3.3 2.4 1.2 -0.7 0.3 1.9 2.3 1.9
1998 ... 2.1 2.8 2.4 1.4 1.6 15 -1.4 23 2.0
1999 ... 1.4 25 1.9 0.9 11 1.0 11 1.8 1.7
2000 ... 1.7 2.3 2.0 1.3 1.8 15 11.6 1.9 2.6
2001 ... 1.8 2.9 2.4 2.5 5.8 3.9 1.6 2.4 2.7
2002 ... 2.4 34 29 2.2 4.9 3.4 —-2.6 2.8 2.6
2000-Jan. ........... 1.5 2.4 1.9 1.3 -0.1 0.7 9.6 1.8 2.2
Feb. ........... 1.5 2.6 2.0 1.3 0.2 0.8 10.0 1.9 2.4

Mar. ........... 1.5 2.6 2.0 1.3 0.3 0.9 12.7 1.9 2.6

Apr. ... 1.6 2.3 2.0 1.3 0.9 1.1 9.8 1.9 2.4

May ........... 1.7 2.3 2.0 1.4 1.3 1.3 11.2 1.9 2.5

June .......... 1.8 2.4 2.1 15 1.7 15 131 2.0 2.7

July ... ... 1.7 2.3 2.0 1.1 2.2 1.6 131 1.9 2.6
Aug............ 1.7 2.4 2.1 1.2 2.5 1.7 12.1 1.9 2.6

Sept. .......... 1.8 2.1 2.0 1.2 2.9 1.9 12.6 1.9 2.6

Oct. ........... 1.8 2.2 2.0 1.3 3.0 2.0 11.9 1.9 2.7

Nov. ........... 2.0 2.2 2.1 1.4 3.1 2.1 13.0 2.0 2.9
Dec............ 2.0 2.3 2.2 1.3 3.9 2.4 104 2.1 2.8
2001-Jan. ........... 1.8 2.5 2.2 15 4.3 2.7 9.2 2.1 2.7
Feb. ........... 1.8 2.4 2.1 1.6 5.2 3.1 8.0 2.0 2.7

Mar. ........... 1.9 25 2.2 1.6 5.1 3.1 5.4 2.1 2.6

Apr. ........... 2.0 3.0 2.5 2.5 4.9 3.5 6.7 2.5 3.0

May ........... 1.9 3.0 2.5 2.6 5.5 3.8 4.8 2.5 2.9

June .......... 1.8 29 2.4 2.7 6.2 4.2 3.7 2.4 2.9

July ... 1.8 3.1 2.5 2.8 6.8 4.5 0.5 2.5 2.8
Aug............ 1.8 3.1 25 29 6.7 4.5 -0.3 25 2.8

Sept. .......... 1.9 3.2 2.6 2.9 6.3 4.4 -3.0 2.6 2.6

Oct. ........... 1.8 3.2 2.5 2.9 6.3 4.3 -35 2.6 2.5

Nov. ........... 1.7 3.2 2.5 2.9 6.2 4.3 5.1 2.5 2.3
Dec............ 1.7 34 2.5 3.0 5.8 4.2 -5.0 2.6 2.3
2002-Jan. ........... 1.6 3.3 25 29 7.1 4.7 -5.3 25 2.3
Feb. ........... 2.7 3.3 3.0 2.8 5.9 4.1 -4.9 29 2.7

Mar. ........... 25 3.3 29 2.7 5.6 4.0 -4.9 2.9 2.5

Apr. ........... 25 3.1 2.8 1.8 6.2 3.7 -4.0 2.7 2.5
May............ 2.3 3.3 2.8 1.8 5.7 34 -3.9 2.7 2.4

June .......... 2.3 34 2.8 2.0 4.3 3.0 4.7 2.7 2.2

July ... 2.2 34 2.8 2.0 3.6 2.7 2.7 2.7 2.4
Aug............ 2.3 3.6 29 2.2 3.6 2.8 -1.6 2.8 2.6

Sept. .......... 2.7 3.6 31 2.2 4.1 3.0 -1.0 3.0 2.8

Oct. ........... 2.4 3.5 3.0 2.2 4.3 3.1 0.5 29 2.8

Nov. ........... 2.6 3.6 3.1 2.1 4.4 3.1 0.4 3.0 2.9
Dec............ 2.7 35 31 2.3 4.3 3.1 0.7 3.0 3.0
2003-Jan. ........... 1.8 3.5 2.7 2.3 2.8 2.5 4.4 2.7 2.9
Feb. ........... 1.1 34 2.4 2.3 2.5 2.4 5.3 2.4 2.6

Mar. ........... 2.0 35 2.8 2.5 2.6 2.5 6.4 2.8 29

Apr. ........... 2.0 34 2.8 3.9 2.0 3.0 4.5 29 3.0

Source: Eurostat.

(1) Chain indices, 1996=100 up to December 2001; 2001=100 from January 2002. 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 January 2003. — (2) From January 2002, calculated with reference to the indices compiled using the new treatment of price reductions introduced
in that month by Istat in accordance with Commission Regulation (EC) no. 2602/2000.
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EURO AREA: HARMONIZED INDEX OF CONSUMER PRICES (1)
(percentage changes on corresponding period) (2)

Table al10

Nogggc)d Services TOtae:lcT ee;gfrgf;?/()d Food produets Energy of u.:—%tilcneestsw Overall index
non-energy products food and
products products Processed Unprocessed energy products
Weights 31.6 40.9 725 1.7 7.6 19.3 8.2 84.2 100.0
1999 .............. 0.8 15 11 0.9 .. 0.6 2.4 11 11
2000 . ............ 0.5 15 1.1 1.2 1.8 1.4 13.1 1.1 2.1
2001 .............. 0.9 2.4 1.9 2.8 7.0 4.5 2.2 1.9 2.4
2002 . ...l 15 3.1 25 3.1 3.1 3.1 -0.6 25 2.2
2000-Jan. ........ 0.5 1.6 1.1 1.1 -0.5 0.4 12.1 11 1.8
Feb. ........ 0.4 15 1.0 1.1 0 0.7 13.4 1.0 1.9
May ........ 0.5 1.3 0.9 1.0 -0.5 0.4 15.2 0.9 1.9
Apr. ........ 0.4 1.6 1.1 1.0 0.3 0.7 10.2 1.0 1.7
May ........ 0.4 1.3 0.9 1.1 0.6 0.9 12.0 0.9 1.7
June ....... 0.5 1.4 1.0 1.1 1.6 13 14.3 1.0 2.1
July ........ 0.2 1.6 1.0 1.1 2.7 1.7 13.3 1.0 2.1
Aug......... 0.3 15 1.0 1.2 3.3 2.0 11.7 1.0 2.1
Sept. ....... 0.5 1.3 1.0 1.3 3.3 2.1 15.2 1.0 2.4
Oct. ........ 0.6 1.4 1.0 1.3 3.2 2.1 14.1 1.1 2.3
Nov. ........ 0.6 1.3 1.0 1.4 35 2.2 14.7 1.0 2.4
Dec. ....... 0.7 2.4 1.6 1.5 4.0 2.4 10.8 1.6 2.6
2001 -Jan. ........ 0.2 2.2 1.3 1.6 4.6 2.8 7.3 1.3 21
Feb. ........ -0.3 2.2 1.1 1.9 4.6 3.0 7.7 1.2 2.0
May ........ 0.6 2.0 1.4 2.1 6.6 3.9 49 1.5 2.2
Apr. ........ 11 2.2 1.7 2.5 7.1 4.3 7.2 1.8 2.7
May ........ 1.2 2.4 1.9 2.7 8.9 5.1 7.9 2.0 3.1
June ....... 1.2 2.4 1.9 2.9 8.8 53 5.0 2.0 2.8
July ........ 0.8 2.3 1.7 3.2 8.5 5.3 2.3 1.9 2.4
Aug......... 0.6 2.5 1.6 3.3 7.6 5.0 1.5 1.9 2.3
Sept. ....... 11 2.7 2.0 35 7.5 5.0 -1.8 2.2 2.3
Oct. ........ 1.4 2.8 2.2 35 7.5 5.0 -3.0 2.4 2.3
Nov. ........ 15 3.0 2.3 3.4 6.1 4.5 -5.3 25 21
Dec. ....... 1.6 2.5 2.1 35 6.2 4.5 —-4.8 2.3 2.0
2002 -Jan. ........ 1.6 2.7 2.2 3.8 8.4 5.6 -2.0 25 25
Feb. ........ 1.8 2.8 2.4 34 7.1 4.9 -3.0 2.5 2.4
May ........ 1.7 3.2 2.6 3.3 5.6 4.2 -15 2.7 2.5
Apr. ........ 1.7 2.9 2.4 3.3 4.2 3.6 -0.5 25 23
May ........ 1.6 3.3 2.5 3.2 2.1 2.7 -2.8 2.6 2.0
June ....... 15 3.2 25 3.1 1.2 23 -3.6 2.6 1.9
July ........ 1.3 3.2 2.4 3.0 1.0 2.2 -1.6 2.5 2.0
Aug......... 1.3 3.3 2.4 3.0 1.4 2.3 -0.3 2.5 2.1
Sept. ....... 13 3.2 2.4 2.8 1.7 2.4 -0.2 2.4 21
Oct. ........ 1.2 3.1 2.3 2.7 1.7 2.3 2.6 2.3 2.3
Nov. ........ 13 3.1 2.3 2.6 2.0 2.4 2.4 2.3 23
Dec. ....... 1.2 3.0 2.2 2.7 1.3 2.2 3.8 2.3 23
2003 -Jan. ........ 0.6 2.8 1.9 29 -0.6 15 6.0 2.0 21
Feb. ........ 0.7 2.7 1.9 3.3 0.3 2.1 7.7 2.1 2.4
May ........ 0.8 2.6 1.8 3.3 0.8 2.3 7.5 2.0 2.4
Apr. ........ 0.8 2.9 2.0 34 1.0 2.4 2.2 2.2 2.1

Source: Eurostat.
(1) Weighted average of the indices of the euro-area countries. The weights shown in the table are those for January 2003. — (2) From January 2002, calculated with reference to the indices

compiled using the new treatment of price reductions introduced in that month by Istat in accordance with Commission Regulation (EC) no. 2602/2000.
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Tableall

ITALY: INDEX OF THE PRODUCER PRICESOF MANUFACTURESSOLD IN THE DOMESTIC MARKET (1)
(percentage changes on corresponding period)

Consumer goods (2)

Intermediate goods

Overall index net of

Investment goods food and energy Overall index
Non-food products Food products Non-energy products | Energy products products
Weights 20.5 145 9.5 41.0 145 71.0 100.0
1999 . ... 1.3 -0.1 1.0 -1.1 -1.0 -0.1 -0.3
2000 . ... 2.0 1.3 1.1 4.6 24.2 3.3 6.0
2001 ... 2.2 2.8 1.2 1.3 2.7 1.6 1.9
2002 ... 25 1.0 1.0 0.4 4.0 1.1 0.2
2000-Jan. ........... 1.3 0.4 0.9 2.6 17.2 2.0 3.8
Feb. ........... 1.5 0.4 1.1 3.2 20.5 2.4 4.6
Mar. ........... 1.5 0.8 1.1 3.8 24.4 2.7 55
Apr. ........... 1.6 15 1.0 4.6 211 3.2 54
May ........... 2.0 2.0 1.1 5.2 25.3 3.6 6.4
June .......... 2.1 1.8 1.2 5.5 275 3.8 6.9
July ... 2.3 1.1 1.2 5.5 26.6 3.9 6.7
Aug............ 2.4 1.0 1.1 5.3 24.7 3.8 6.5
Sept. .......... 2.2 1.4 1.2 5.3 26.2 3.8 6.7
Oct. ........... 2.1 1.3 1.1 4.9 27.5 3.5 6.8
Nov. ........... 2.2 1.4 1.2 4.8 26.3 3.5 6.7
Dec............ 2.4 2.2 1.2 4.6 22.6 34 6.2
2001-Jan. ........... 24 2.1 1.2 3.9 18.4 3.1 54
Feb. ........... 25 29 1.3 3.5 15.8 2.9 5.0
Mar. ........... 2.6 2.4 1.2 3.2 11.9 2.8 4.2
Apr. ... 25 3.0 1.4 25 14.0 2.3 4.3
May ........... 2.4 2.5 1.3 1.8 8.3 1.9 2.9
June .......... 2.4 29 1.2 1.3 4.8 1.6 2.4
July ... 2.3 3.0 1.2 1.0 0.1 1.4 1.3
Aug............ 2.1 3.1 1.2 0.7 -0.3 1.1 1.2
Sept. .......... 2.1 3.1 1.2 0.3 -4.1 0.9 0.4
Oct. ........... 2.1 3.1 1.3 -0.2 -8.0 0.7 -0.6
Nov. ........... 1.8 3.0 1.1 -0.7 -10.7 0.3 -1.3
Dec............ 1.8 2.2 1.2 -0.9 -10.1 0.2 -1.3
2002-Jan. ........... 2.8 1.9 11 -1.4 -8.6 0.3 -1.2
Feb. ........... 2.8 0.9 1.0 -1.0 -8.2 0.5 -1.1
Mar. ........... 2.8 0.9 1.2 -0.8 -7.3 0.6 -0.8
Apr. ... 2.3 0.1 1.2 -0.5 -7.1 0.6 -0.8
May ........... 21 0.4 1.1 .. -6.2 0.8 -0.5
June .......... 2.6 0.2 1.0 0.3 -6.8 1.1 -0.5
July ... 2.3 0.6 1.0 0.7 -3.2 1.2 0.4
Aug............ 2.6 0.7 1.0 0.9 -2.4 1.3 0.6
Sept. .......... 25 1.0 1.0 11 -15 1.4 0.9
Oct. ........... 2.6 15 1.1 15 1.2 1.7 1.6
Nov. ........... 2.4 2.0 11 1.8 0.6 1.8 1.6
Dec............ 25 21 0.9 1.9 2.8 1.8 2.0
2003-Jan. ........... 1.7 2.2 0.7 2.3 5.7 1.7 2.5
Feb............ 1.5 2.3 0.6 2.6 7.2 1.8 2.8
Mar. ........... 1.5 2.0 0.6 2.5 8.1 1.7 2.8

Source: Istat.
(1) Classification of goods by main industrial groupings, 2000=100; Istat data. — (2) The item does not include energy products or motor vehicles; the latter are included under investment goods.
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MAJOR EURO-AREA COUNTRIES: INDEX OF THE PRODUCER PRICES
OF MANUFACTURES SOLD IN THE DOMESTIC MARKET
(percentage changes on corresponding period)

Table al2

GERMANY FRANCE
Consumer goods Intermediate goods Overall index net Consumer goods Intermediate goods Overall index net
net of food Non-energy | Energy of food and Overall index net of food Non-energy | Energy of food and Overall index
products (2) products products energy products products (3) products products energy products
Weights (1) (15.2) (31.2) (18.1) (69.7) (100.0) (15.7) (28.5) (16.3) (65.0) (100.0)
2000 ............ 0.8 3.6 9.9 2.1 3.3 0.6 4.6 25.4 1.1 55
2001 ............ 1.6 0.7 9.0 1.3 3.0 1.4 2.0 -3.1 1.8 1.3
2002 ... 1.5 -0.5 -3.3 0.3 -0.4 0.4 -0.3 2.1 0.3 -0.3
2001 - Oct. ...... 2.1 -1.0 -0.5 0.4 0.6 1.4 0.2 -13.8 1.8 -1.4
Nov. ...... 1.8 -1.1 -2.3 0.3 0.1 1.0 -0.1 -16.9 1.7 -2.3
Dec....... 1.7 -1.3 -1.1 0.1 0.1 1.0 -0.4 -13.0 1.3 -15
2002 - Jan. ...... 2.5 -1.6 2.2 0.1 -0.1 0.4 -1.0 -8.1 0.5 -1.0
Feb. ...... 2.3 -1.8 -2.6 0.1 -0.3 0.1 -1.2 -7.9 0.1 -1.4
Mar. ...... 1.8 -1.6 -1.4 0.1 -0.2 .. -1.0 -3.9 -0.9
Apr. ...... 1.7 -1.1 -4.3 0.1 -0.8 0.1 -0.9 2.3 .. -0.7
May ...... 1.6 -1.1 -5.0 0.2 -0.9 -0.2 -0.6 -5.9 0.3 -1.2
June ..... 1.2 -0.7 -5.9 0.2 -11 .. -0.5 -7.1 0.5 -14
July ...... 1.3 -0.1 5.4 0.3 -1.0 1.0 0.1 -3.2 0.6 -0.4
Aug....... 1.4 .. -5.6 0.3 -1.0 0.8 0.2 -1.2 0.6 .
Sept. ..... 1.1 0.1 5.7 0.5 -0.9 0.8 0.1 -0.2 0.5 0.3
Oct. ...... 0.8 0.4 -0.9 0.7 0.3 0.5 0.2 3.4 0.2 0.8
Nov. ...... 0.9 0.4 -0.5 0.7 0.4 0.5 0.1 4.6 0.2 1.1
Dec....... 1.0 0.6 1.0 0.9 0.9 0.6 0.3 8.9 1.7
2003 - Jan. ...... 0.5 1.1 4.9 1.0 1.6 0.7 0.6 10.5 .. 2.1
Feb....... 0.5 1.4 6.2 1.0 1.9 1.0 0.8 14.0 -0.1 2.8
Mar. ...... 0.7 1.4 5.6 0.9 1.7 1.0 0.9 11.4 0.2 2.5
SPAIN EURO (3)
Weights (1) (17.3) | (31.6) | (18.0) (67.2) (100.0) (15.9) | (31.7) | (16.8) | (66.8) (100.0)
[ [ [ [ [
2000 ............ 1.7 6.8 22.7 3.3 54 1.4 5.0 19.0 3.1 55
2001 ............ 3.2 1.4 -2.0 2.3 1.7 1.9 1.2 2.7 1.6 2.2
2002 ... 2.0 0.2 -1.3 0.8 0.7 2.1 -0.2 2.2 0.4
2001 — Sept. ..... 3.0 -0.3 -7.0 2.2 0.7 1.8 -0.3 -2.0 0.8 0.7
Oct. ...... 2.9 -1.1 -11.4 2.1 -0.4 1.6 -0.9 —-6.9 0.5 -0.5
Nov. ...... 2.6 -1.5 -13.3 1.9 -0.9 2.0 -1.3 -9.0 0.4 -1.1
Dec....... 2.7 -2.0 -11.8 1.4 -0.9 2.0 -1.4 -6.8 0.2 -0.8
2002 - Jan. ...... 2.4 -1.1 -4.5 0.4 0.0 2.4 -1.6 -4.8 -0.1 -0.7
Feb....... 1.9 -1.3 -4.3 0.3 -0.2 2.2 -1.6 -5.0 -0.1 -0.9
Mar. ...... 1.8 -1.1 -34 0.3 -0.1 2.0 -1.3 -3.2 .. -0.6
Apr. ...... 2.0 -04 -1.9 0.6 0.5 2.0 -0.9 -3.4 0.1 -0.5
May ...... 1.8 -0.3 -2.9 0.9 0.5 1.8 -0.8 -4.6 0.2 -0.7
June ..... 1.6 0.2 -5.1 1.2 0.2 1.9 -0.4 -5.4 0.3 -0.8
July ...... 1.7 0.6 -4.1 1.2 0.4 2.1 0.1 -3.3 0.6 -0.2
Aug....... 2.2 0.9 -1.7 1.1 0.7 2.2 0.3 -2.4 0.6 ..
Sept. ..... 2.2 0.8 -0.3 1.1 1.0 2.2 0.5 -1.8 0.7 0.2
Oct. ...... 2.1 1.1 3.8 1.0 1.7 2.1 0.8 2.1 0.9 1.1
Nov. ...... 2.3 1.4 4.1 1.0 1.7 1.8 1.1 2.3 0.9 1.2
Dec....... 2.2 1.9 6.2 1.0 2.0 2.0 1.1 4.2 1.1 1.6
2003 - Jan. ...... 2.5 1.2 7.4 1.4 2.5 1.6 1.4 6.9 1.3 2.2
Feb. ...... 2.8 1.5 8.9 1.5 2.9 1.6 1.7 8.8 1.3 2.7
Mar. ...... 2.9 15 9.5 1.6 3.0 1.6 1.7 7.7 1.4 2.4

Source: Based on Eurostat data.
(1) 1995=100 for Germany, France and euro area; 2000=100 for Spain. — (2) The item does not include energy products. — (3) GDP-weighted average for the 12 euro-area countries.
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ITALY: BALANCE OF PAYMENTS
(balancesin billions of lire and millions of euros)

Tableal3

1998

1999

2000

2001

2002

lire euros lire euros lire euros lire euros
[

Currentaccount .......... 39,585 14,894 7,692 -12,209 -6,305 -1,432 -740 -14,169 -7,318
Goods ...t 63,091 42,683 22,044 20,075 10,368 33,701 17,405 33,492 17,297
Credits............... 426,181 428,853 221,484 505,184 260,906 529,756 273,596 519,577 268,339
Debits ............... 363,089 386,170 199,440 485,109 250,538 496,055 256,191 486,085 251,042
Services ............... 8,493 2,178 1,125 2,260 1,167 34 18 -7,082 -3,657
Credits............... 111,145 107,089 55,307 119,041 61,479 125,110 64,614 123,051 63,550
Debits ............... 102,652 104,911 54,182 116,781 60,312 125,076 64,596 130,132 67,208
Income ................ -19,109 -20,122 -10,392 -25,363 -13,099 -22,529 -11,635 -29,811 -15,396
Credits............... 77,138 84,195 43,483 81,118 41,894 83,474 43,111 88,645 45,781
Debits ............... 96,247 104,317 53,875 106,481 54,993 106,004 54,746 118,457 61,178
Transfers ............... -12,891 -9,846 -5,085 -9,181 —4,742 -12,638 -6,527 -10,768 -5,561
EU institutions ........ —-11,502 -9,070 —-4,685 -9,497 —4,905 -10,909 -5,634 —-10,956 -5,658
Capital account .......... 4,355 5,400 2,789 6,187 3,195 1,812 936 1,622 838
Intangible assets ........ 234 ) -3 -139 -72 -604 =312 -399 -206
Transfers ............... 4,589 5,406 2,792 6,326 3,267 2,416 1,248 2,021 1,044
EU institutions ........ 5,320 6,198 3,201 7,018 3,624 3,385 1,748 3,148 1,626
Financial account ........ 2,482 -17,169 -8,867 8,301 4,287 -6,378 -3,294 16,532 8,538
Direct investment ........ -20,486 345 178 2,225 1,149 -14,284 -7,377 -5,303 -2,739
Abroad .............. -27,917 -12,216 -6,309 -25,884 -13,368 —-46,461 -23,995 -35,228 -18,194
Inltaly ............... 7,431 12,561 6,487 28,109 14,517 32,177 16,618 29,925 15,455
Portfolio investment . ... .. 13,699 -45,763 -23,635 -50,837 -26,255 -14,793 —7,640 31,188 16,107
Assets ............... -167,129 -235,243 -121,493 -167,178 —-86,340 -77,586 -40,070 -32,855 —-16,968
Liabilities ............. 180,828 189,480 97,858 116,341 60,085 62,793 32,430 64,042 33,075
Financial derivatives ... .. -1,475 3,419 1,766 4,843 2,501 -924 -477 -5,247 -2,710
Other investment ........ -26,231 11,085 5,725 57,991 29,950 22,685 11,716 1,919 991
Assets ............... -58,501 -60,936 -31,471 1,911 987 5,822 3,007 12,115 6,257
Liabilities ............. 32,270 72,022 37,196 56,080 28,963 16,863 8,709 -10,169 -5,266
Change in official reserves 36,975 13,746 7,099 -5,921 -3,058 937 484 -6,024 -3,111
Errors and omissions ... .. -46,422 -3,125 -1,614 -2,279 -1,177 5,999 3,098 -3,985 -2,058
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Table al4

ITALY' SEXTERNAL POSITION
(billions of lire and millions of euros)

1997 | 1998 | 1999 2000 2001 2002
lire euros lire euros lire euros lire euros
I I

ASSETS ................ 1,424,609 1,657,289 2,124,205 1,097,059 2,363,354 1,220,570 2,369,298 1,223,640 2,231,407 1,152,426
Non-bank sectors ...... 939,566 1,194,543 1,645,623 849,893 1,850,140 955,517 1,855,458 958,264 1,658,438 856,512
Direct investment ....... 232,839 277,466 330,831 170,860 346,492 178,948 371,047 191,630 329,466 170,155
Real estate .......... 9,840 10,350 11,823 6,106 12,938 6,682 14,503 7,490 14,733 7,609
Other ............... 222,999 267,116 319,008 164,754 333,554 172,266 356,545 184,140 314,733 162,546
Portfolio investment .. ... 453,631 639,747 985,322 508,876 1,157,636 597,869 1,140,293 588,912 1,024,672 529,199
Other investment . ....... 248,744 273,974 326,807 168,782 341,357 176,296 337,583 174,347 288,481 148,988
Financial derivatives . . ... 4,352 3,356 2,663 1,375 4,655 2,404 6,535 3,375 15,819 8,170
Banks ................. 349,235 372,095 357,730 184,752 393,876 203,420 365,210 188,615 444,362 229,494
Direct investment ... ... 12,650 15,064 19,667 10,157 28,639 14,791 29,634 15,305 29,637 15,306
Portfolio investment ... 27,115 51,439 67,669 34,948 70,283 36,298 70,787 36,558 45,622 39,055
Other investment ...... 308,620 303,323 267,368 138,084 292,257 150,938 261,844 135,231 334,519 172,764
Financial derivatives ... 850 2,269 3,026 1,563 2,697 1,393 2,946 1,521 4,584 2,368
Centralbank ........... 135,808 90,651 120,852 62,414 119,338 61,633 148,630 76,761 128,607 66,420
Direct investment ... ... .. 7 8 4 8 4 10 5 10 5
Portfolio investment ... .. 525 1,118 577 1,384 715 1,766 912 5,176 2,673
Other investment ...... 190 1,480 32,400 16,733 20,424 10,548 45,322 23,407 20,722 10,702
Financial derivatives ... 135,618 88,639 87,326 45,100 97,522 50,366 101,532 52,437 102,700 53,040
Gold .............. 37,578 39,814 44,099 22,775 44,724 23,098 47,888 24,732 49,886 25,764
LIABILITIES ............. 1,424,751 1,688,606 2,021,337 1,043,934 2,266,250 1,170,420 2,309,803 1,192,914 2,368,067 1,223,004
Non-bank sectors ...... 1,003,695 1,243,937 1,498,361 773,839 1,651,573 852,966 1,697,849 876,866 1,763,073 910,551
Directinvestment ....... 149,454 178,662 208,209 107,531 234,225 120,967 235,646 121,701 231,783 119,706
Real estate .......... 3,541 3,807 4,419 2,282 5,733 2,961 6,291 3,249 6,905 3,566
Other ............... 145,913 174,855 203,790 105,249 228,492 118,006 229,355 118,452 224,878 116,140
Portfolio investment .. ... 677,971 894,674 1,048,115 541,306 1,161,168 599,693 1,202,584 621,083 1,272,021 656,944
Government securities . 515,914 675,718 822,750 424,915 910,722 470,349 939,525 485,224 997,843 515,343
BOTs ............... 32,255 85,590 125,605 64,870 118,827 61,369 108,042 55,799 120,895 62,437
BTPs ............... 283,139 317,309 406,655 210,020 499,546 257,994 549,320 283,700 632,006 326,404
Other ................ 109,234 176,879 185,042 95,566 160,224 82,749 126,502 65,333 84,600 43,692
Republicof ltaly ....... 91,286 95,940 105,448 54,459 132,125 68,237 155,661 80,392 160,343 82,810
Other investment . ....... 173,387 168,042 238,843 123,352 252,505 130,408 252,666 130,491 248,561 128,371
Financial derivatives .. ... 2,883 2,559 3,194 1,650 3,675 1,898 6,953 3,591 10,708 5,530
Banks ................. 420,748 444,576 480,667 248,244 579,789 299,436 607,127 313,555 583,873 301,545
Direct investment ... ... 900 1,231 1,297 670 1,015 524 1,654 854 1,744 901
Portfolio investment ... 3,362 3,201 10,518 5,432 25,431 13,134 30,018 15,503 28,594 14,767
Other investment ...... 415,553 437,614 465,795 240,563 551,523 284,838 572,472 295,657 547,774 282,902
Financial derivatives ... 933 2,529 3,057 1,579 1,820 940 2,984 1,541 5,761 2,975
Centralbank ........... 308 93 42,309 21,851 34,888 18,018 4,827 2,493 21,121 10,908

Direct investment ... ...
Portfolio investment . . ..
Other investment ...... 308 93 42,309 21,851 34,888 18,018 4,827 2,493 21,121 10,908
OVERALL NET POSITION -142  -31,317 102,868 53,125 97,104 50,150 59,494 30,726 -136,658 -70,578
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CONSOLIDATED ACCOUNTS OF GENERAL GOVERNMENT (1)
(billions of lire and millions of euros)

Table al5

1996 | 1997

1998 ‘

1999

2000

2001

2002

lire

euros

lire euros

lire euros

lire euros

Revenue

Direct taxes

Indirect taxes

Actual social security
contributions

Imputed social security
contributions

Total current revenue ...

Capital account revenue .. ..

Total revenue

as a percentage of GDP ..

Expenditure

Compensation of employees .
Intermediate consumption . ..

Social assistance benefits in
kind (market purchases) ...

Social assistance benefits
in cash

Total current expenditure

Gross investment (2)

Investment grants
Other(3) ........coovvvnn..

Total capital account
expenditure (2) (3).......

290,923
224,852

278,359

7,807
11,728
49,145

862,814

8,259

871,073
45.8

218,559
90,920

37,988

320,665
28,251
218,701
18,750

933,834

42,111
23,040
7,135

72,286

318,582
247,286

296,935

7,696
12,252
51,994

934,745

19,595

954,340
48.0

230,627
93,860

40,816

344,212
24,286
186,086
18,729

938,616

44,255
17,419
7,729

69,403

299,065
318,311

258,978

7,670
10,440
56,587

951,051

14,274

322,263 166,435
324,325 167,500

265,892 137,322

7,375 3,809
13,777 7,115
56,568 29,215

990,201 511,396

10,812 5,584

965,325 1,001,013 516,980

46.5

221,606
99,298

43,078

352,196
27,921
166,541
33,101

943,741

49,421
22,077
8,558

80,056

46.7

228,393 117,955
105,622 54,549

45,715 23,610

367,872 189,990
26,490 13,681
144,713 74,738
33,873 17,494

952,678 492,017

51,840 26,773
25,747 13,297
7,780 4,018

85,366 44,088

Total expenditure (2) (3) 1,006,120 1,008,019 1,023,797 1,038,044 536,105

as a percentage of GDP ..
Deficit on current account .

Net borrowing (4) .........

as a percentage of GDP ..

52.9
71,020

135,047
7.1

50.7
3,871

53,679
2.7

49.3
-7,310

58,472
2.8

48.4
-37,523 -19,379

37,031 19,125
1.7

330,225 170,547
339,178 175,171

279,208 144,199

7,520 3,884
10,876 5,617
57,840 29,872

1,024,848 529,290

9,894 5110

1,034,743 534,400

45.8

239,091 123,480
112,718 58,214

53,271 27,512

378,463
26,920
145,865
35,532

195,460
13,903
75,333
18,351

991,860 512,253

53,842
25,737
—22,089

27,807
13,292
—11,408

57,490 29,691
46.5
-32,988 -17,037

14,607 7,544

0.6

1,044,527

353,762 182,703
341,736 176,492

290,299 149,927

7,704 3,979
11,858 6,124
62,778 32,422

1,068,138 551,647

6,587 3,402

1,074,725 555,049

455

253,589
121,133

130,968
62,560

60,603 31,299

391,547
28,024
151,054
38,576

202,217
14,473
78,013
19,923

539,453

58,427
30,374
3,801

30,175
15,687
1,963

92,602 47,825

1,049,350 541,944 1,137,129 587,278

48.1
—23,611 -12,194

62,404 32,229
2.6

1,083,548 559,606

1,094,417 565,219

1,067,640 551,390

1,150,683 594,278

343,345 177,323
355,511 183,606

301,078 155,494

7,381 3,812
12,361 6,384
63,872 32,987

10,868 5,613

44.9

260,608 134,593
121,530 62,765

63,496 32,793

417,001 215,363
24,198 12,497
137,981 71,261
42,826 22,118

44,854
34,818
3,371

23,165
17,982
1,741

83,043 42,888
47.2
-15,908 -8,216

56,266 29,059
2.3

Source: Based on Istat data.

(1) Rounding and eurol/lira conversions may cause discrepancies. — (2) This item includes (with a negative sign) the proceeds of disposals of public buildings. — (3) The figures for 2000 include
the proceeds of the sale of UMTS licences with a negative sign (1.2 per cent of GDP). — (4) The figures for 2000 include the proceeds of the sale of UMTS licences.
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FINANCING OF THE GENERAL GOVERNMENT BORROWING REQUIREMENT (1)
(billions of lire and millions of euros)

Table al6

1996 |

1997 | 1998 |

1999

2000

2001

lire

euros

lire euros

lire euros

Medium and long-term
securities

of which:
floating rate
issued abroad

Short-term securities
of which:
issued abroad

Post Office deposits
of which:

Post Office savings
certificates

savings books ..........
current accounts . ... ....

Lending by banks
of which:
resident banks
non-resident banks

Other debt

of which:
towards Bank of Italy . . ..

Claims on Bank of Italy .. ..
TOTAL BORROWING
REQUIREMENT ..........
as a percentage of GDP .

Settlements of past debts (2)
Privatization receipts (2) ...

Borrowing requirement net
of settlements of past debts
and privatization receipts

Memorandum items:

debts of other entities
serviced by the
government

change in bank deposits .

Central government
borrowing requirement . ..

of which:
securities
bank lending
other..................

Local authority borrowing
requirement

of which:
securities
bank lending
other..................

Social security institution
borrowing requirement . ..

140,673

31,404
14,245

-27,174

12,798

12,733
1,606
-1,541

-795

—2,044
1,248

100

-51
17,725

143,327
7.5

13,502
—6,226

136,052

690
3,532

143,888
112,994
228
30,666
-532
505
-994
—43

-29

107,135 82,919

9,058
6,556

-81,771

-39,142
1,668

-35,371

11,641 6,400

7,183
5,519
-1,062

3,769

5,020
7,483
—-6,104

-17,655

2,991
778

90

-3,874
-13,782

490

-47
—2,538

133
15,829

38,326
1.9

—409
-21,179

52,612
2.5

4,770
-15,277

59,914 63,120

—-6,500
-1,388

-10,997

3,295
31,759 50,904
23,585

-1,075
9,250

45,863
-17,726
22,767
6,577 1,880
1,779

4,854
-56

1,685
242
—47

-10 -171

44550 23,008
52,157 26,937
5327 -2,751
-34,235 17,681
713 368
17,418 8,996
6,790 3,507
10,706 5529
-78  —40
2,143 1,107
3828 1977
-1,684 870
8374 4325
-720 372
-13,276 6,856
24975 12,899
1.2
12,118 6,259

—43,839 22,641

56,696 29,281
-2,213 -1,143
5,752 2,971
13,262 6,849
5,891 3,042
-5,146 -2,658
12,517 6,465
11,843 6,116
4,424 2,285
7,419 3,832
-129 -67

67,784 35,007
-14,680 7,582
31,181 16,104

-34,278 -17,703

—458 -237
9,023 4,660
4,599 2,375
4,424 2,285

-12,246 -6,324
-5,420 -2,799
-6,825 3,525

-185 -96

-2,718 -1,403
18,581 9,596
48,679 25,141
2.2
8,909 4,601

—29,915 -15,450
69,685 35,989
-4,949 2,556

1,428 737

36,621 18,913
28,429 14,682

-19,227 -9,930
27,419 14,161
12,057 6,227

5,077 2,622
6,980 3,605

1 1

46,231 23,876
-19,296 -9,966
19,938 10,297
22,256 11,494
390 202
21,143 10,919
8,000 4,132
13,143 6,788
~7245 3,742
—4,728 2,442
-2,517 —1,300
9,118 4,709
-101 52
~7,737 -3,996

83,767 43,262

3.5
19,925 10,291
-8,383 4,329
72,224 37,301
-7,953 4,107
-81 —42
80,330 41,487
64,919 33,528
-7,113 -3,674
22,524 11,633
3,359 1,735
3,568 1,843
-209 -108
77 40

2002

lire euros
60,359 31,173
-26,741 -13,811
17,396 8,984
-114 -59
—644 -333
14,110 7,287
7,480 3,863
6,630 3,424
-5,354 -2,765
-3,496 -1,806
-1,858 -960
-853  —440
76 39
4,296 2,219
72,445 37,415

3.0

11,481 5,929
-3,933 -2,031
64,897 33,516
-3,759 -1,941
3,554 1,836
61,250 31,633
49,328 25,476
-5,631 -2,908
17,553 9,066
11,263 5,817
10,918 5,638
345 178
—68 -35

(1) Rounding and eurol/lira conversions may cause discrepancies. — (2) The figures refer to the central government.
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Tableal?

GENERAL GOVERNMENT DEBT:
BREAKDOWN BY HOLDING SECTOR (1)
(face valuein billions of lire and millions of euros)

1996 | 1907 | 1998 | 1999 2000 2001 2002
lire euros lire euros lire euros lire euros
| | [
Medium and long-term

securities ......... 1,626,823 1,746,749 1,820,830 1,875,300 968,512 1,946,124 1,005,089 1,988,512 1,026,981 1,994,327 1,029,984
held by:
Bank of ltaly ..... 166,478 137,709 120,169 112,113 57,902 120,669 62,320 124,470 64,283 79,231 40,920
banks ........... 282,667 265,120 243,980 275,236 142,147 233,580 120,634 208,033 107,440 158,511 81,864
other residents ... 799,245 877,622 902,432 795,332 410,755 817,449 422,177 828,302 427,782 917,937 474,075
non-residents . ... 378,432 466,298 554,249 692,619 357,708 774,426 399,957 827,708 427,475 838,648 433,125

Short-term securities 383,297 301,526 266,157 231,921 119,777 197,643 102,074 219,902 113,570 219,784 113,509

held by:

Bank of Italy .. ... 1,698 14,331 230 - - 150 78 - - 349 180
banks ........... 56,256 33,519 46,552 34,309 17,719 15574 8,043 23,669 12,224 31,683 16,363
other residents ... 300,653 220,819 132,953 70,430 36,374 55507 28,667 86,964 44,913 65,762 33,963
non-residents . ... 24,690 32,858 86,423 127,182 65,684 126,412 65,286 109,269 56,433 121,991 63,003

Post Office deposits . 164,557 176,198 182,598 200,016 103,300 209,040 107,960 230,183 118,879 244,293 126,167

Lending by banks ... 151,570 156,183 139,026 141,620 73,140 129,569 66,917 122,916 63,481 117,449 60,658
of which:
resident banks ... 118,387 121,378 117,504 121,332 62,663 115,912 59,863 111,184 57,422 107,688 55,616

non-resident banks 33,183 34,805 21,522 20,287 10,478 13,658 7,054 11,732 6,059 9,761 5,041

Other liabilities
towards Bank of Italy 2,842 2,794 2,927 2,901 1,498 184 95 82 42 158 82

Other domestic debt 3,995 4,133 4,490 13,584 7,016 16,117 8,323 25336 13,085 24,179 12,488

General government

debt(2) ........... 2,333,084 2,387,583 2,416,029 2,465,342 1,273,243 2,498,676 1,290,459 2,586,931 1,336,038 2,600,191 1,342,887
as a percentage of
GDP ............ 122.6 120.2 116.3 114.9 110.6 109.5 106.7
held by:
Bank of Italy .. ... 171,018 154,834 123,326 115,015 59,400 121,003 62,493 124,552 64,326 79,738 41,181
banks ........... 457,311 420,017 408,036 430,877 222,530 365,066 188,541 342,886 177,086 297,882 153,843
other residents ... 1,268,450 1,278,771 1,222,472 1,079,362 557,444 1,098,113 567,128 1,170,784 604,660 1,252,171 646,693
non-residents . ... 436,305 533,961 662,194 840,088 433,869 914,495 472,297 948,709 489,967 970,400 501,170

Memorandum item:
debt issued abroad . 126,752 143,064 130,454 137,015 70,763 163,556 84,470 182,417 94,211 190,415 98,341

(1) Rounding and euro/lira conversions may cause discrepancies. — (2) In accordance with the criteria laid down in Council Regulation (EC) No. 3605/93.
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Table al8

GENERAL GOVERNMENT DEBT:
BREAKDOWN BY INSTRUMENT AND SUBSECTOR (1)
(face valuein billions of lire and millions of euros)

1995 | 1996 | 1097 | 1998 | 1999
lire euros
| | | |
Medium and long-term securities ............... 1,487,329 1,626,823 1,746,749 1,820,830 1,875,300 968,512
of which: in foreign currencies .................. 130,910 126,468 132,693 126,509 74,864 38,664
in non-euro-area currencies ........... 55,129 61,761 66,546 65,817 74,864 38,664
floatingrate ............ ... ... ..., 517,514 548,144 557,411 517,895 465,433 240,376
issuedabroad ....................... 85,028 93,569 108,259 108,931 116,015 59,917
Short-term securities .......... ... ... 410,471 383,297 301,526 266,157 231,921 119,777
of which: in foreign currencies .................. - - - - - -
in non-euro-area currencies ........... - - - - - -
issuedabroad ................ ... .. - - - - 713 368
Post Officedeposits ...............coovvean... 151,759 164,557 176,198 182,598 200,016 103,300
of which: Post Office savings certificates ......... 97,771 110,504 117,687 122,707 129,498 66,880
memorandum item: redemption value . 152,083 172,844 187,004 203,098 218,963 113,085
savings books ............... ...l 45,204 46,811 52,330 59,813 70,519 36,420
currentaccounts ................... .. 8,784 7,243 6,181 78 - —
Lendingby banks .......... ... e 154,876 151,570 156,183 139,026 141,620 73,140
of which: inforeign currencies .................. 30,009 25,568 25,226 12,588 4,401 2,273
in non-euro-area currencies ........... 6,615 5,389 5,290 4,611 4,401 2,273
residentbanks ....................... 120,431 118,387 121,378 117,504 121,332 62,663
non-residentbanks ................... 34,445 33,183 34,805 21,522 20,287 10,478
Other liabilities ......... ... ..o it 6,737 6,837 6,927 7,418 16,485 8,514
of which: towards the Bank of ltaly .............. 2,893 2,842 2,794 2,927 2,901 1,498
GENERAL GOVERNMENT DEBT (2) 2,211,172 2,333,084 2,387,583 2,416,029 2,465,342 1,273,243
asapercentage of GDP ........................ 123.7 122.6 120.2 116.3 114.9
Central governmentdebt ..................... 2,167,057 2,289,512 2,337,400 2,364,201 2,401,328 1,240,182
of which: securities ........................... 1,897,800 2,009,583 2,045,915 2,083,005 2,098,344 1,083,704
banklending.................. ... ... 111,136 108,867 108,636 91,408 86,710 44,782
other ... 158,121 171,062 182,850 189,788 216,274 111,696
Local authoritydebt ......................... 43,513 43,000 49,620 51,437 63,752 32,925
of which: securities ........... ... .. ... .. ..., - 537 2,360 3,981 8,877 4,584
banklending......................... 43,139 42,130 46,985 47,227 54,648 28,223
Other ... .. i 374 332 275 228 228 118
Social security institution debt ............... 602 573 563 391 262 135
Treasury assets held with the Bank of Italy ...... 74,184 56,459 58,997 43,168 56,443 29,151
DEBT NET OF TREASURY ASSETS HELD WITH
THE BANK OF ITALY . ... 2,136,988 2,276,625 2,328,586 2,372,861 2,408,899 1,244,093
of which: debt in foreign currencies .............. 160,919 152,035 157,919 139,097 79,266 40,937
debt in non-euro-area currencies .. ..... 61,744 67,149 71,836 70,427 79,266 40,937
debt of other entities serviced by the
government ... 44,827 44,557 38,488 27,402 25,461 13,149
Debt of other public sector bodies (3) ........... 2,526 2,017 2,202 2,002 2,163 1,117
Public sector debt net of Treasury assets held with
the Bankofltaly ............. ... ... ... 2,139,514 2,278,642 2,330,788 2,374,863 2,411,062 1,245,210
Memorandum items:
Non consolidated central governmentdebt .......... 2,189,442 2,312,476 2,359,060 2,385,176 2,421,166 1,250,428
Bank deposits . . ... 30,083 33,615 32,227 35,522 41,274 21,316

(1) Rounding and euro/lira conversions may cause discrepancies. — (2) In accordance with the criteria laid down in Council Regulation (EC) No. 3605/93. — (3) Excluding debts serviced
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Table al8

2000 2001 2002

lire euros lire euros lire euros

1,946,124 1,005,089 1,988,512 1,026,981 1,994,327 1,029,984 Medium and long-term securities

85,697 44,259 72,044 37,208 75,884 39,191 of which: in foreign currencies
85,697 44,259 72,044 37,208 75,884 39,191 ........ in non-euro-area currencies
450,534 232,681 430,822 222,501 407,113 210,256  ........ floating rate
149,644 77,284 170,037 87,817 180,654 93,300  ........ issued abroad
197,643 102,074 219,902 113,570 219,784 113,509 Short-term securities

— - - - - - of which: in foreign currencies
_ - - - - - in non-euro-area currencies

255 132 648 335 - - issued abroad
209,040 107,960 230,183 118,879 244,293 126,167 Post Office deposits
134,096 69,255 142,097 73,387 149,577 77,250 of which: Post Office savings certificates
232,562 120,108 251,027 129,644 267,916 138,367  ........ memorandum item: redemption value
74,943 38,705 88,086 45,493 94,716 48,917 ... savings books
- - - - - - current accounts
129,569 66,917 122,916 63,481 117,449 60,658 Lending by banks
3,661 1,891 2,727 1,408 2,060 1,064 of which: in foreign currencies
3,661 1,891 2,727 1,408 2,060 1,064  ........ in non-euro-area currencies
115,912 59,863 111,184 57,422 107,688 55,616 ........ resident banks
13,658 7,054 11,732 6,059 9,761 5041  ........ non-resident banks
16,300 8,418 25,418 13,127 24,338 12,569 Other liabilities
184 95 82 42 158 82 of which: towards the Bank of Italy
2,498,676 1,290,459 2,586,931 1,336,038 2,600,191 1,342,887 GENERAL GOVERNMENT DEBT (2)
110.6 109.5 106.7 as a percentage of GDP

2,422,609 1,251,173 2,507,359 1,294,943 2,510,078 1,296,347 Central government debt
2,129,819 1,099,960 2,190,844 1,131,477 2,186,050 1,129,000 of which: securities

67,678 34,953 61,142 31,577 55,398 28611  ........ bank lending
225,112 116,261 255,373 131,889 268,630 138,736 ........ other
75,804 39,150 79,231 40,919 89,841 46,399 Local authority debt
13,948 7,204 17,570 9,074 28,062 14,493 of which: securities
61,628 31,828 61,433 31,728 61,779 31,906  ........ bank lending
228 118 228 118 - - other
264 136 341 176 273 141 Social security institution debt
37,863 19,554 45,599 23,550 41,304 21,332 Treasury assets held with the Bank of Italy

DEBT NET OF TREASURY ASSETS HELD WITH
2,460,814 1,270,904 2,541,332 1,312,488 2,558,888 1,321,555 THE BANK OF ITALY

89,358 46,149 74,772 38,616 77,945 40,255 of which: debt in foreign currencies
89,358 46,149 74,772 38,616 77,945 40,255 ..., debt in non-euro-area currencies
........ debtof other entities serviced by the
21,206 10,952 13,407 6,924 9,439 4,875 government
1,972 1,018 1,530 790 1,364 704 Debt of other public sector bodies (3)

Public sector debt net of Treasury assets held with
2,462,786 1,271,923 2,542,862 1,313,279 2,560,252 1,322,260 the Bank of Italy

Memorandum items:
2,442,454 1,261,422 2,525,825 1,304,480 2,527,931 1,305,568 ......... Non consolidated central government debt
42,701 22,053 42,621 22,012 46,175 23847 ......... Bank deposits

by the government.
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Table al9

FORMATION OF THE GENERAL GOVERNMENT BORROWING REQUIREMENT (1)
(onacash basis; billions of lire and millions of euros)

1999 2000 2001 2002
lire euros lire euros lire euros lire euros
State budgetreceipts ...........c i 684,688 353,612 679,372 350,866 681,581 352,007 683,503 353,000
State budget payments ............ .. i 761,725 393,398 750,901 387,808 825,618 426,396 789,489 407,737
State budget balance (deficit: =) ............. ... ..l —77,036 -39,786 —71,529 —36,942 —144,037 —74,389 -105,987 -54,738
Other Treasury operations . ............coouiiuenneeeea... 63,774 32,937 34,908 18,029 63,707 32,902 44,736 23,104
Central government borrowing requirement ............... -13,262 -6,849 -36,621 -18,913 -80,330 -41,487 -61,250 -31,633

Local government borrowing requirement after consolidation  -11,843 -6,116 -12,057 -6,227 -3,359 -1,735 -11,263 5,817

Borrowing requirement of social security institutions after

consolidation .......... ... ... 129 67 -1 -1 =77 —-40 68 35
General government borrowing requirement ........... —24,975 -12,899 -48,679 -25,141 -83,767 -43,262 72,445 -37,415

asapercentage of GDP ......... ... .. ... i, -1.2 2.2 -3.5 -3.0
Settlements of pastdebts ............ ... Ll -12,118 -6,259 -8,909 -4,601 -19,925 -10,291 -11,481 -5,929
Privatization receipts ..............c.oiiiiiiiiiii 43,839 22,641 29,915 15,450 8,383 4,329 3,933 2,031

General government borrowing requirement net of
settlements of past debts and privatization receipts .. -56,696 —29,281 69,685 -35,989 -72,224 -37,301 —64,897 -33,516

Direct taxes

Personalincometax ..o 222,014 114,661 220,676 113,970 234,155 120,931 232,558 120,106
Corporate INCOME taX . ...\ v v e 57,622 29,759 55,420 28,622 62,969 32,521 56,965 29,420
Localincome tax ........ooiiiiiiiiiiiii e 709 366 320 165 378 195 279 144
Withholding tax on interest income and capital gains ........ 22,335 11,535 35,678 18,426 29,381 15,174 24,380 12,591
Direct tax condonation schemes . ........................ 90 46 20 10 15 8 19 10
Other ... 10,544 5,446 7,288 3,764 16,906 8,731 14,797 7,642

Total adjusted direct taxes (2) .... 313,314 161,813 319,402 164,957 343,804 177,560 328,997 169,913

Indirect taxes

VAT 146,721 75,775 172,371 89,022 177,198 91,515 182,921 94,471
Other busiNesSS taXes . ... oottt i 31,878 16,464 29,125 15,042 28,113 14,519 31,908 16,479
Excise taxeson mineraloils ............................ 39,199 20,245 37,962 19,606 38,902 20,091 39,998 20,657
Other eXCiSe taxes ...t 12,973 6,700 13,411 6,926 11,317 5,845 10,266 5,302
Taxes on tobacco products ...............ccoiiiiiii... 12,389 6,398 14,245 7,357 14,144 7,305 14,880 7,685
Lottoand lotteries ..........covuiiiii 22,657 11,701 17,207 8,887 14,952 7,722 14,797 7,642
Indirect tax condonation schemes ....................... 46 24 18 9 10 5 6 3
Other . 1,310 677 1,297 670 1,224 632 1,231 636
Total adjusted indirect taxes (2) .... 267,173 137,983 285,636 147,519 285,859 147,634 296,007 152,875

ACCOUNEING ILEMS . .. 21,729 11,222 6,054 3,127 10,754 5,554 6,519 3,367
Total budget receipts . .. .. 602,216 311,019 611,092 315,603 640,417 330,748 631,524 326,155

Sources: Based on data contained in Relazione generale sulla situazione economica del Paese, Rendiconto generale del’amministrazione dello Stato, and Relazione trimestrale di Cassa.

(1) Rounding and euro/lira conversions may cause discrepancies. — (2) Data are adjusted to exclude accounting settlements with the Sicily and Sardinia regions and those that did not correspond
to actual changes in revenue.
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Table a20

EURO-AREA BANKING SYSTEM'SLIQUIDITY POSITION: ITALIANCONTRIBUTION
(maintenance period average amountsin millions of euros)

Liquidity-providing factors
Mai nte_nance Monetary policy operations
period
ending in: Net assets Net claims Main Longer-term Marginal Other
in gold and on the refinancing refinancing lending liquidity-providing
foreign currency Eurosystem operations operations facility operations
2000—- Dec. ........... 53,528 466 22,129 4 28 2
2001 - Dec. ........... 51,193 7,937 10,087 270 14 1,056
2002—-Jan. ........... 50,738 8,614 9,137 245 . 353
Feb. ........... 51,284 8,846 9,709 128 5
Mar. ........... 51,310 3,561 7,005 62
Apr. ... 53,559 808 8,961 59
May ........... 53,729 —7,081 10,613 5
June ........... 53,052 —6,366 7,275 3 ..
July ... 49,211 4,829 6,880 . .. 1
Aug. ........... 48,180 3,926 6,961 14 64
Sept. .......... 50,652 -1,278 7,572 14
Oct. ........... 51,434 —6,756 6,936 28
Nov. ........... 51,672 -8,152 6,922 18 .
Dec. ........... 51,533 7,493 7,315 15 128
2003—-Jan. ........... 50,693 3,609 7,407 .. 1
Feb. ........... 53,743 7,227 6,646 7 5
Mar. ........... 54,858 14,291 6,944 8
Liquidity-absorbing factors
. Credit
Maintenance Monetary policy operations institutions’ current | ltalian contribution
period accounts with the to base money
ending in: Other U Currency in Central centr(ag)bank @rbro
quuidity—apsorbing DepOS(I;)faCIh[y circulation government Otht—:&rn;a:)ctors
operations (b) deposits
2000- Dec. ........... 8 73,223 26,051 -35,807 12,680 85,911
2001- Dec. ........... 24 67,269 19,350 —29,198 13,113 80,405
2002-Jan. ........... 30 80,101 17,420 -41,523 13,059 93,191
Feb. ........... 5 70,452 30,004 —44,436 13,947 84,404
Mar. ........... 15 57,225 32,316 -41,232 13,614 70,853
Apr. ..o 7 56,071 33,659 -39,971 13,622 69,700
May ........... 7 56,897 26,160 —39,463 13,664 70,569
June ........... 12 58,350 22,408 —40,558 13,752 72,114
July ... L 6 60,070 32,971 —45,795 13,670 73,746
Aug. ........... 9 61,949 30,377 —-46,848 13,657 75,615
Sept. .......... 18 62,392 27,803 —46,672 13,419 75,829
Oct. ........... 4 63,223 22,375 -47,126 13,167 76,394
Nov. ........... 3 64,153 20,012 —47,069 13,361 77,517
Dec. ........... 11 68,420 31,866 —47,272 13,458 81,889
2003-Jan. ........... 10 68,335 25,071 —45,256 13,550 81,896
Feb. ........... 3 64,911 32,706 —44,271 14,277 79,191
Mar. ........... 10 66,438 40,674 —44,751 13,729 80,178
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ITALIAN COMPONENTSOF THE MONETARY AGGREGATES OF THE EURO AREA:

RESIDENTSOF THE AREA (1)

(end-of-period amounts in millions of euros)

Table a21

Deposits Deposits
incircaahon Ouernight Totl withagreed redeemable Total
@ up to 2 years up to 3 months
2000 .......... 69,680 412,275 481,955 57,611 125,783 665,349
2001 .......... 57,506 450,832 508,338 52,623 135,123 696,084
2002 - Jan. ... 53,189 432,785 485,974 56,117 141,801 683,892
Feb. ... 43,082 438,361 481,443 56,221 143,102 680,766
Mar. ... 46,994 439,998 486,992 56,689 142,506 686,187
Apr. ... 47,581 446,301 493,882 57,723 143,035 694,640
May ... 50,002 450,332 500,334 55,920 143,096 699,350
June ... 52,482 454,026 506,508 56,475 143,181 706,164
July ... 53,924 447,546 501,470 55,280 143,678 700,428
Aug. ... 54,836 437,842 492,678 55,383 144,821 692,882
Sept. .. 55,448 449,462 504,910 54,198 144,576 703,684
Oct. ... 57,210 451,851 509,061 54,327 145,014 708,402
Nov. ... 58,265 453,651 511,916 52,874 144,966 709,756
Dec. ... 61,543 493,380 554,923 50,669 147,747 753,339
2003 - Jan. ... 58,081 467,302 525,383 51,100 152,005 728,488
Feb. ... 59,411 470,601 530,011 52,900 153,207 736,118
Mar. ... 60,318 480,011 540,330 51,719 153,474 745,522

(1) Liabilities of MFIs and the Post Office to the “money-holding sector”, except for the items specified in footnotes (2) and (3), for the whole euro area. — (2) Bank of Italy banknotes and Treasury
by the MFls of the rest of the area or that held by general government, it is not possible to determine exactly the amount held by the “money-holding sector”.
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Table a21

Money-market fund

Debt securities
up to 2 years and

Total

Contribution to the monetary aggregates of the euro area

(excluding currency held by the public)

Repurchase share/units money-market monetary
agreements ® paper liabilities
@ M1 M2 M3

68,303 10,039 11,137 754,828 412,275 595,669 685,148 ........... 2000
76,213 26,103 10,118 808,518 450,832 638,578 751,012 ........... 2001
77,548 27,822 10,087 799,349 432,785 630,703 746,160 . Jan. — 2002
82,222 29,110 9,991 802,089 438,361 637,684 759,007 . Feb.
88,435 30,684 9,983 815,289 439,998 639,193 768,295 . Mar.

85,319 32,189 9,743 821,891 446,301 647,059 774,310 . Apr.

89,779 33,712 10,180 833,021 450,332 649,348 783,019 . May

87,257 35,082 10,600 839,103 454,026 653,682 786,621 . June
90,955 36,039 10,694 838,116 447,546 646,504 784,192 . July

91,405 38,083 10,826 833,196 437,842 638,046 778,360 . Aug.
87,139 39,008 11,213 841,044 449,462 648,236 785,596 . Sept.
89,080 40,161 10,111 847,754 451,851 651,192 790,544 . Oct.

88,709 41,147 9,659 849,271 453,651 651,491 791,006 . Now.

89,310 41,690 9,814 849,153 493,380 691,796 832,610 . Dec.
82,714 87,257 9,883 908,342 467,302 670,407 850,261 . Jan. — 2003
81,997 90,180 9,512 917,808 470,601 676,707 858,397 . Feb.

78,516 94,195 9,895 928,127 480,011 685,204 867,808 . Mar.

coins. — (3) Calculated by subtracting from the total of such liabilities of Italian MFIs the amount held by Italian MFIs themselves. Since the returns to the ECB do not contain the amounts held

363




Table a22
ITALIAN COUNTERPARTSOF MONEY OF THE EURO AREA:
RESIDENTSOF THE AREA
(end-of-period amounts in millions of euros)

OTHER LIABILITIES OF MFls

Total Medium and long-term liabilities to the money-holding sector
ng"ﬁ‘ﬁzg 32?1?; Deposits Deposits Debt securities Capital nlt_;r?br!:f:lse;(t’s Finance
over2years | over 3 months maturity (1)
2000.......... 754,828 26,368 11,492 246,821 122,581 380,894 158,559 60,747
2001 .......... 808,518 30,968 6,407 280,877 131,139 418,423 174,324 58,161
2002 - Jan. ... 799,349 45,421 4,155 283,367 135,376 422,898 167,239 58,027
Feb. ... 802,089 49,349 4,106 285,468 136,977 426,551 162,862 58,073
Mar. ... 815,289 52,693 4,034 288,467 136,435 428,936 165,078 58,557
Apr. ... 821,891 49,008 3,981 290,004 135,621 429,606 161,715 57,086
May ... 833,021 38,005 4,061 293,788 136,722 434,571 155,057 56,491
June ... 839,103 49,849 3,855 298,227 136,135 438,217 148,479 57,173
July ... 838,116 50,176 4,058 299,738 135,406 439,202 145,320 54,781
Aug. ... 833,196 45,670 4,204 301,246 136,032 441,482 140,642 54,224
Sept. .. 841,044 39,321 4,081 302,387 137,288 443,756 142,948 55,314
Oct. ... 847,754 38,711 4,037 304,044 138,156 446,237 147,933 54,494
Nov. ... 849,271 44,030 4,006 304,241 138,284 446,531 149,867 55,677
Dec. ... 894,153 28,433 4,067 306,916 118,673 429,656 149,678 56,507
2003 - Jan. ... 908,342 50,128 3,930 305,662 120,996 430,617 149,273 56,809
Feb. ... 917,808 53,903 3,905 301,737 128,298 433,970 152,852 57,574
Mar. ... 928,127 51,425 3,839 305,748 127,221 436,840 154,545 56,173

(1) Calculated by subtracting from the total of such liabilities of Italian MFIs the amount held by Italian MFIs themselves. Since the returns to the ECB do not contain the amounts held by the
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Table a22

ASSETS OF MFlIs

Claims on residents of Italy and the rest of the euro area

to general government Finance to other residents taims on B
Holdings of Total euorLtIl?ea
Bonds Total Loans Bonds shares/other Total
equity
213,837 274,584 878,020 13,527 42,926 934,473 1,209,057 116,031 4,439 .......... 2000
218,843 277,004 936,346 20,083 47,355 1,003,784 1,280,788 108,437 43,008 .......... 2001
223,915 281,942 935,466 19,355 47,731 1,002,552 1,284,494 104,264 46,149 . Jan.— 2002
225,509 283,582 935,244 19,506 47,398 1,002,148 1,285,730 106,629 48,492 . Feb.
232,971 291,528 939,623 20,091 50,235 1,009,949 1,301,477 111,053 49,466 . Mar.
230,771 287,857 941,365 20,471 56,058 1,017,894 1,305,751 110,824 45,645 . Apr.
233,551 290,042 949,494 20,149 56,956 1,026,599 1,316,641 108,914 35,149 . May
228,918 286,091 957,869 19,656 60,898 1,038,423 1,324,514 102,183 48,951 . June
223,895 278,676 962,724 19,577 52,258 1,034,559 1,313,235 106,609 52,970 . July
223,051 277,275 953,511 19,253 52,586 1,025,350 1,302,625 101,189 57,176 . Aug.
228,627 283,941 955,928 19,740 50,335 1,026,003 1,309,944 103,024 54,101 . Sept.
228,690 283,184 960,685 19,755 52,385 1,032,825 1,316,009 115,249 49,377 . Oct.
224,203 279,880 963,063 19,479 58,107 1,040,649 1,320,529 111,802 57,368 . Now.
195,237 251,744 993,460 21,522 54,397 1,069,379 1,321,123 112,695 68,102 . Dec.
220,187 276,996 1,006,377 24,870 53,887 1,085,134 1,362,130 113,176 63,054 . Jan.— 2003
224,740 282,314 1,006,599 25,977 53,636 1,086,211 1,368,525 119,098 70,909 . Feb.
225,667 281,840 1,004,402 26,493 55,919 1,086,813 1,368,653 119,896 82,389 . Mar.

MFIs of the rest of the area or that held by general government, it is not possible to determine exactly the amount held by the “money-holding sector”.
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BANKSAND MONEY MARKET FUNDSRESIDENT IN ITALY: SUMMARY BALANCE SHEET DATA (1)

(end-of-period stocks; millions of euros)

Table a23

Assets

Cash

Loans

Holdings of securities other than

Residents of Italy

Residents of other
euro-area countries

Rest

Residents of Italy

wes | Senea | oner | g | Gener | over | SO\ | coner | otrer
1999 — Dec. 6,150 154,756 63,160 761,321 57,705 45 12,756 67,629 37,806 176,844 5,399
2000- " 7,013 187,708 60,549 862,250 58,760 111 15,770 69,308 43,388 146,097 7,936
2001 - " 8,687 205,076 58,003 922,575 49,945 124 13,771 65,094 42,488 149,149 13,509
2002 — Jan. .. 20,214 182,749 57,869 922,274 52,519 124 13,192 60,914 41,780 156,823 12,520
Feb. .. 14,794 181,531 57,915 921,851 53,232 124 13,393 63,670 43,305 158,086 12,347
Mar. .. 9,705 195,219 58,399 925,028 56,219 124 14,595 67,652 44,717 164,851 12,443
Apr. .. 9,214 200,850 56,929 927,103 63,098 123 14,262 66,729 45,418 162,379 12,694
May .. 8,141 213,522 56,344 935,849 62,247 113 13,645 65,141 46,001 164,999 12,162
June . 7,386 198,060 57,029 944,310 65,683 110 13,559 62,324 47,646 160,476 12,181
July .. 7,834 224,352 54,634 948,654 64,517 113 14,070 66,138 45,084 154,146 12,329
Aug. .. 7,282 229,632 54,080 940,650 64,309 110 12,861 60,409 45,447 151,310 12,089
Sept. . 7,421 226,512 55,165 943,326 71,627 115 12,602 60,278 46,654 154,690 12,292
Oct. .. 7,084 237,307 54,344 948,231 71,992 116 12,454 70,945 46,959 154,637 12,284
Nov. .. 6,989 252,786 55,528 950,676 74,464 115 12,387 67,864 47,456 151,392 12,123
Dec. .. 9,566 285,834 56,363 979,584 72,827 110 13,876 71,406 48,040 145,094 13,127
2003 - Jan. .. 6,799 295,597 56,664 990,856 76,355 111 15,521 66,621 49,045 162,335 15,305
Feb. .. 6,523 293,488 57,429 993,118 84,182 110 13,480 70,935 48,841 165,200 16,133
Mar. .. 6,974 293,386 56,029 991,116 80,087 110 13,286 71,208 49,018 167,061 16,870

(1) ESCB harmonized statistics. Rounding may cause discrepancies in totals.
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Table a23

Assets
shares, at market value Shares and other equity
| restmsony | festemsciote | e | e | g
wrs | Senerl | oter | TOCI | oer |y | e |10
4,339 3,080 4,870 17,888 39,051 21,512 5,078 5,193 4,601 44,719 147,969 1,641,869 .. Dec.-1999
3,705 4,581 5,355 15,392 40,803 26,636 5,947 8,239 7,318 46,283 158,053 1,781,201 .... " — 2000
4,039 4,671 6,279 13,286 42,957 30,513 6,481 10,393 6,454 48,397 176,266 1,878,155 .... " —2001
4,763 4,258 6,540 12,592 43,071 30,957 6,470 10,386 7,196 47,723 188,960 1,883,897 .. Jan. — 2002
4,776 4,365 6,864 12,591 42,798 30,843 6,206 10,305 7,038 47,771 170,548 1,864,354 .. Feb.
4,493 4,612 7,353 12,776 43,406 33,329 6,097 10,522 7,548 47,392 169,554 1,896,032 .. Mar.
4,577 4,551 7,487 12,619 44,548 39,288 6,214 10,633 9,021 47,230 165,584 1,910,551 .. Apr.
4,753 4,440 7,698 12,592 42,766 40,564 6,164 10,486 9,784 47,232 160,164 1,924,807 .. May
5,034 3,808 7,186 12,104 39,913 43,919 6,075 11,420 7,506 46,800 167,368 1,919,896 .. June
5,249 4,738 7,183 11,830 47,185 35,981 6,164 11,013 8,087 46,899 170,132 1,946,332 .. July
5,474 6,209 7,098 12,048 47,251 35,406 6,146 11,839 8,174 47,599 159,802 1,925,226 .. Aug.
5,346 8,012 7,390 11,902 46,769 34,580 6,331 11,020 7,940 48,008 161,999 1,939,977 .. Sept.
4,757 7,984 7,409 12,015 47,156 35,660 6,343 11,545 8,738 48,757 156,458 1,963,177 .. Oct.
4,802 6,661 7,290 12,035 46,516 40,867 6,350 11,615 8,816 48,887 172,427 1,998,046 .. Nov.
4,456 5,692 8,333 11,354 42,179 38,105 6,692 11,073 6,818 49,992 185,600 2,066,123 .. Dec.
5,767 13,812 9,503 13,563 42,061 38,221 6,636 10,624 7,673 49,568 194,286 2,127,479 .. Jan. — 2003
6,317 15,606 9,784 14,164 42,831 38,932 6,637 9,865 8,179 49,161 194,591 2,146,132 .. Feb.
6,545 14,870 9,563 14,240 43,677 42,093 6,489 9,452 8,526 47,342 203,588 2,152,301 .. Mar.
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Table a23 cont.

BANKSAND MONEY MARKET FUNDSRESIDENT IN ITALY: SUMMARY BALANCE SHEET DATA (1)

(end-of-period stocks; millions of euros) Liabilities
Deposits
Residents of Italy Residents of other euro-area countries
MFls Central government | Other general government MFis Central government | Other general government
1999 — Dec. .. 181,345 7,922 575,519 98,653 38 6,133
2000- " .. 206,307 6,964 598,170 107,605 34 7,032
2001- " .. 192,934 7,214 636,656 109,572 291 5,525
2002 - Jan. .. 181,823 7,456 619,412 118,392 925 8,978
Feb. .. 180,686 6,935 629,600 109,548 103 9,463
Mar. .. 196,211 7,156 636,801 113,440 162 9,873
Apr. .. 204,908 6,953 639,421 111,725 59 11,725
May .. 214,662 6,953 646,726 116,572 87 11,074
June . 199,792 7,335 647,141 118,039 1 12,701
July .. 222,491 6,896 646,495 114,695 9 9,827
Aug. .. 230,182 7,083 637,360 113,903 733 10,418
Sept. . 225,096 7,325 644,071 113,342 9 9,925
Oct. .. 239,599 6,777 647,404 113,168 14 11,105
Nov. .. 255,832 6,788 648,580 114,837 30 9,836
Dec. .. 285,275 7,109 689,068 111,654 8 9,279
2003 - Jan. .. 291,827 7,357 653,855 122,012 808 11,690
Feb. .. 288,870 7,098 656,853 131,135 8 13,437
Mar. .. 280,356 8,163 662,488 125,676 8 12,822

(1) ESCB harmonized statistics. Rounding may cause discrepancies in totals.
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Liabilities
MO';%:Q;’L‘%””" Debt securities issued Capital and reserves Remaining liabilities Total liabilities
Rest of the world

135,738 13,065 271,553 118,265 233,637 1,641,869 Dec. — 1999
157,710 10,075 302,481 123,930 260,894 1,781,201 ”  — 2000
171,121 26,164 334,672 133,633 260,372 1,878,155 ” —2001
165,597 27,891 336,453 136,123 280,848 1,883,897 . Jan. — 2002
161,776 29,174 340,214 136,181 260,674 1,864,354 . Feb.
163,338 30,752 344,768 136,712 256,820 1,896,032 . Mar.
160,028 32,247 347,324 138,216 257,945 1,910,551 . Apr.
153,328 33,769 352,296 138,183 251,157 1,924,808 . May
146,856 35,140 358,666 138,909 255,306 1,919,896 . June
143,365 36,080 357,821 145,747 262,905 1,946,332 . July
139,601 38,126 359,830 145,719 242,269 1,925,226 . Aug.
141,453 39,200 362,980 146,216 250,360 1,939,977 . Sept.
145,017 40,376 364,077 147,720 247,920 1,963,177 . Oct.
147,219 41,387 364,817 147,019 261,700 1,998,046 . Now.
146,026 41,966 367,969 146,172 261,601 2,066,129 . Dec.
147,039 88,060 367,584 148,099 289,148 2,127,478 . Jan. — 2003
150,747 91,214 368,648 147,453 290,667 2,146,132 . Feb.
152,240 95,145 373,336 149,219 292,850 2,152,302 . Mar.
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Table a24

PROFIT AND LOSSACCOUNTSOF RESIDENT ITALIAN BANKSBY CATEGORY OF BANK (1)
(millions of euros)

Interest receivable Interest payable
Sercet | e
: income
v I B g e e T e R i T e
Limited company banks (2)
1999 ...... 430 37,909 6,612 3,314 5,234 8,066 295 3,685 10,910 6,852 1,119 24,909
2000 ...... 594 43,160 6,442 5,746 6,794 9,813 535 5,807 12,009 9,256 540 25,857
2001 ...... 674 48,680 6,008 7,156 5,344 10,571 436 7,055 12,866 9,121 -607 27,207
2002 (3) ... 613 47,077 5,547 6,499 4,143 8,809 183 6,303 12,016 5,904 —1,042 29,621
Cooperative banks (banche popolari)
1999 ...... 55 5,513 982 494 451 1,266 11 412 1,013 494 2 4,300
2000 ...... 95 7,613 1,214 601 553 1,829 46 623 1,411 798 —64 5,304
2001 ...... 114 9,002 1,206 729 769 2,221 49 736 1,805 989 -183 5,836
2002 (3) ... 94 6,944 927 616 529 1,457 18 651 1,566 461 —-90 4,867
Mutual banks (banche di credito cooperativo)
1999 ...... 43 2,479 1,000 138 36 784 .. 43 467 2 6 2,405
2000 ...... 48 2,982 932 154 45 894 .. 64 523 2 4 2,682
2001 ...... 51 3,469 928 227 41 1,082 .. 52 714 3 .. 2,865
2002 (3) ... 45 3,502 848 223 36 937 .. 31 778 3 25 2,930
Branches of foreign banks
1999 ...... 21 775 904 316 929 146 60 664 .. 1,562 -233 280
2000 ...... 81 1,136 1,049 541 1,056 234 345 797 .. 1,981 26 531
2001 ...... 133 1,807 999 577 862 325 44 1,082 2 2,177 —246 502
2002 (3) ... 121 1,988 467 468 594 402 60 530 .. 1,713 -139 794
Total banks

1999 ...... 549 46,675 9,498 4,262 6,649 10,262 365 4,705 12,390 8,910 893 31,894
2000 ...... 818 54,890 9,637 7,042 8,448 12,770 926 7,291 13,944 12,037 506 34,373
2001 ...... 972 62,958 9,141 8,689 7,015 14,198 529 8,925 15,387 12,290 -1,036 36,411
2002 (3) ... 874 59,511 7,789 7,806 5,302 11,605 261 7,515 14,360 8,082 -1,247 38,212

(1) Rounding may cause discrepancies in totals. — (2) Includes central credit institutions. — (3) Provisional.
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Table a24

Value adjustments
and re-adjustments

Other net income Operating expenses and allocations Number
et ofwhich: | @)@ ofwhich: (@ (e)-("—9) resources reserves (avsgf:ge)
®) of which: | of which: « banking ® for loan
trading services staff

losse:
costs Sses

Limited company banks (2)

21,424 2,146 9,661 46,333 27,569 16,331 18,765 5,344 6,118 5,333 8,088 1,298,296 89,298 266,854
25,667 1,852 11,502 51,524 28,229 16,069 23,295 4,412 4,901 7,478 11,705 1,402,215 98,220 260,800
27,592 2,134 9,985 54,799 29,333 16,073 25,466 10,476 5,572 6,079 8,912 1,467,458 101,233 261,702

24,470 1,201 9,613 54,092 31,791 17,487 22,301 9,566 6,391 4,871 7,864 1,586,426 110,323 268,715

Cooperative banks (banche popolari)
3,074 386 1,671 7,374 4,596 2,677 2,777 1,008 739 780 989 186,734 14,909 47,384
4,015 421 2,141 9,319 5,385 3,062 3,934 1,568 1,046 1002 1,365 223,569 17,217 52,865
4,102 300 1,844 9,938 5,713 3,188 4,225 1,768 1,057 1,026 1,431 249,669 18,714 53,857

3,374 136 1,543 8,241 5,021 2,726 3,219 1,131 706 834 1,254 232,884 18,071 44,366

Mutual banks (banche di credito cooperativo)

828 198 327 3,233 2,234 1,175 999 342 200 148 509 74,655 8,726 21,721
843 75 429 3,525 2,307 1,218 1,218 337 235 166 715 78,753 9,306 22,343
802 84 347 3,667 2,443 1,279 1,224 433 229 150 641 86,388 9,931 23,147
802 52 346 3,733 2,585 1,363 1,148 355 269 164 629 96,254 10,478 23,622

Branches of foreign banks

753 230 311 1,032 706 319 327 -233 56 222 337 72,539 802 2,826

903 209 456 1,434 841 352 593 71 99 240 282 80,938 914 3,047

663 -75 558 1,165 958 426 207 -204 128 162 249 86,209 1,117 3,672

532 11 322 1,326 931 435 394 117 140 150 127 82,883 1,273 3,839
Total banks

26,078 2960 11,970 57,973 35105 20,503 22,867 6,462 7,113 6,483 9,923 1,632,225 113,735 338,785
31,429 2,558 14,528 65,802 36,762 20,702 29,041 6,388 6,281 8,585 14,067 1,785,475 125,657 339,054
33,158 2,443 12,734 69,570 38,447 20,966 31,123 12,473 6,985 7,416 11,233 1,889,724 130,994 342,279

29,178 1,400 11,825 67,390 40,329 22,011 27,062 11,169 7,506 6,019 9,874 1,998,447 140,146 340,541
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Table a25
ITALIAN FINANCIAL MARKET: GROSSAND NET ISSUES OF SECURITIES
(billions of lire and, in brackets, billions of euros)

Bonds and public sector
Public sector
Government securities
BOTs cTzs C(%TS B(TlF)’S CTEs Republic of taly O(lg)e‘ Total
Gross issues
1998 lire . ... 425,768 97,778 42,501 261,441 - 17,949 39 845,476
1999 lire .... 373,493 95,069 39,823 275,239 — 19,731 - 803,355
euros .. 192,893 49,099 20,567 142,149 — 10,190 - 414,898
2000 lire .... 318,807 64,511 38,474 206,672 — 38,039 2,260 668,761
euros .. 164,650 33,317 19,870 106,737 — 19,646 1,167 345,386
2001 lire .... 365,330 68,792 54,855 232,215 — 43,622 105 764,918
euros .. 188,677 35,528 28,330 119,929 — 22,529 54 395,047
2002 lire .... 404,218 63,037 86,232 258,775 — 31,242 - 843,503
euros .. 208,761 32,556 44,535 133,646 — 16,135 - 435,633
Redemptions
1998 lire . ... 461,250 84,576 84,973 119,921 12,448 12,391 25,680 801,240
1999 lire .... 408,599 107,300 92,850 127,323 18,879 27,499 8,192 790,643
euros .. 211,024 55,416 47,953 65,757 9,750 14,202 4,231 408,333
2000 lire .... 352,788 103,399 53,912 112,141 3,377 13,403 - 639,019
euros .. 182,200 53,401 27,843 57,916 1,744 6,922 - 330,026
2001 lire .... 342,642 95,588 74,270 161,798 2,904 27,179 - 704,380
euros .. 176,960 49,367 38,357 83,562 1,500 14,037 - 363,782
2002 lire .... 404,353 42,482 110,908 181,616 — 22,081 76,206 837,644
euros .. 208,831 21,940 57,279 93,797 — 11,404 39,357 432,607
Issue discounts
1998 lire . ... — 6,605 -374 -7,823 - 130 - —-1,462
1999 lire .... — 4,864 -304 1,057 — -39 - 5,578
euros .. - 2,512 -157 546 — -20 - 2,881
2000 lire .... - 4,606 =219 2,314 — 29 - 6,730
euros .. - 2,379 -113 1,195 — 15 - 3,476
2001 lire .... - 5,106 -416 -3,174 - 43 - 1,559
euros .. — 2,637 -215 -1,639 - 22 - 805
2002 lire .... - 4,419 -879 -4,870 - 68 —42,282 -43,544
euros .. — 2,282 -454 -2,515 - 35 -21,837 -22,489
Net issues (6)
1998 lire .... -35,482 6,598 -42,096 149,343 -12,448 2,472 -25,643 42,743
1999 lire .... -35,107 -17,097 -52,723 146,858 -18,879 -7,600 -8,192 7,261
euros .. -18,131 -8,830 -27,229 75,846 -9,750 -3,925 -4,231 3,750
2000 lire .... -33,982 —43,492 -15,219 92,217 -3,377 26,728 2,260 25,135
euros .. -17,550 —22,462 —7,860 47,626 -1,744 13,804 1,167 12,981
2001 lire .... 22,687 -31,902 -18,999 73,590 -2,904 17,522 105 60,098
euros .. 11,717 -16,476 -9,812 38,006 -1,500 9,049 54 31,038
2002 lire .. .. -135 16,138 -23,797 82,028 — 8,497 -33,923 48,808
euros .. -70 8,335 -12,290 42,364 — 4,388 -17,520 25,207
Coupons (7)
1998 lire .... 11,740 10,374 37,111 72,734 2,689 5,209 2,924 142,780
1999 lire .... 7,269 10,188 22,010 72,358 1,755 5,685 1,592 120,857
euros .. 3,754 5,262 11,367 37,370 906 2,936 822 62,417
2000 lire .... 9,399 6,377 19,702 72,668 456 6,554 - 115,156
euros .. 4,854 3,293 10,175 37,530 236 3,385 - 59,473
2001 lire .... 9,327 6,023 25,030 74,397 184 7,952 - 122,914
euros .. 4,817 3,111 12,927 38,423 95 4,107 - 63,480
2002 lire .... 8,241 3,690 18,438 73,189 - 8,990 - 112,548
euros .. 4,256 1,906 9,522 37,799 - 4,643 - 58,126

(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. —
2002. — (3) The total for the public sector differs from the sum of the individual components by the amount of the bonds issued by Crediop on behalf of the Treasury. — (4) The values refer
accounting lags. — (7) The figures refer only to fixed rate securities, except for CCTs.
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Table a25

securities

Firms and international institutions Total Listed
Autonomous . bonds shares
a%%‘:%g?z% govlég'ncrﬁlents Tg)al Banks Private firms Iri]ligirtlfltilgr?s l Total sec?ggs%l‘::kﬂi?ties ®
State Railways “
Gross issues
- 1,095 846,572 135,981 1,115 28,208 165,303 1,011,875 13,648 ..... lire 1998
- 4,761 808,116 157,707 25,745 46,608 230,060 1,038,176 43,649 ..... lire 1999
- 2,459 417,357 81,449 13,296 24,071 118,816 536,173 22543 ..... euros
- 5,712 674,473 168,291 39,763 6,416 214,469 888,943 17,714 ..... lire 2000
- 2,950 348,336 86,915 20,536 3,314 110,764 459,101 9,148 ..... euros
- 4,648 769,565 185,450 102,624 9,681 297,758 1,067,322 11,948 ..... lire 2001
- 2,401 397,447 95,777 53,001 5,000 153,779 551,226 6,171 ..... euros
- 9,615 853,119 178,807 85,961 10 264,777 1,117,894 7534 ..... lire 2002
- 4,966 440,599 92,346 44,395 5 136,746 577,344 3,801 ..... euros
Redemptions
5,000 72 806,311 77,652 1,374 500 79,526 885,838 - ... lire 1998
1,000 306 791,962 117,973 9,011 1,150 128,133 920,096 - ... lire 1999
516 158 409,014 60,928 4,654 594 66,175 475,190 - ... euros
2,250 542 641,812 108,407 8,985 500 117,892 759,703 - ... lire 2000
1,162 280 331,468 55,987 4,641 258 60,886 392,354 - ... euros
3,750 638 708,770 123,120 10,167 700 133,986 842,754 - ... lire 2001
1,937 330 366,049 63,586 5,251 362 69,198 435,246 - ... euros
2,000 809 840,453 114,335 16,024 2,040 132,400 972,854 - ... lire 2002
1,033 418 434,058 59,049 8,276 1,054 68,379 502,437 - ... euros
Issue discounts
- .. -1,462 601 .. 826 1,427 -34 - ... lire 1998
- .. 5,578 618 566 190 1,374 6,953 - ... lire 1999
- .. 2,881 319 293 98 710 3,591 - ... euros
- 4 6,734 665 1,302 34 1,999 8,733 - ... lire 2000
- 2 3,478 343 672 18 1,032 4,510 - ... euros
- .. 1,559 691 1,348 78 2,118 3,676 - ... lire 2001
- .. 805 357 696 40 1,094 1,899 - .. euros
- -8 —-43,552 689 167 .. 856 -42,696 - ... lire 2002
- -4 -22,493 356 86 .. 442 -22,051 - . euros
Net issues (6)

-5,000 1,023 38,766 57,728 —259 26,881 84,350 123,116 13,648 ..... lire 1998
—-1,000 4,454 10,704 39,118 16,167 45,268 100,552 111,256 43,649 ..... lire 1999
-516 2,301 5,528 20,203 8,350 23,379 51,931 57,459 22543 ..... euros
-2,250 5,167 28,051 59,222 29,476 5,882 94,579 122,630 17,714 . .... lire 2000

-1,162 2,669 14,487 30,585 15,223 3,038 48,846 63,333 9,148 ..... euros
-3,750 4,010 60,359 61,640 91,109 8,904 161,651 222,011 11,948 ..... lire 2001
-1,937 2,071 31,173 31,834 47,054 4,598 83,486 114,659 6,171 ..... euros
—2,000 8,813 55,619 63,783 69,770 -2,031 131,521 187,142 7534 ..... lire 2002
-1,033 4,552 28,725 32,941 36,033 —-1,049 67,925 96,651 3,891 ..... euros
Coupons (7)
521 116 143,422 26,844 e 296 27,140 170,562 13,061 ..... lire 1998
376 244 121,480 22,528 e 1,102 23,630 145,110 19,254 ..... lire 1999
194 126 62,741 11,635 e 569 12,204 74,945 9,944 ..... euros
372 482 116,010 24,175 e 3,648 27,823 143,832 31,005 ..... lire 2000
192 249 59,914 12,485 e 1,884 14,369 74,283 16,013 ..... euros
279 844 124,037 25,702 e 3,987 29,689 153,726 30,549 ..... lire 2001
144 436 64,060 13,274 e 2,059 15,333 79,393 15,777 ..... euros
161 1,170 113,878 23,593 e 4,415 28,008 141,886 35,933 ..... lire 2002
83 604 58,813 12,185 e 2,280 14,465 73,278 18,558 ..... euros

(2) Includes the 76,206 billion lire of securities issued in November 1994 to consolidate the Treasury’s overdraft on its current account with the Bank of Italy and redeemed earlier in December
to the securities issued by international institutions listed on Borsa Italiana’s MOT market and on the MTS market. — (5) Issues for cash. — (6) The net issues of Republic of Italy loans include
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INTEREST RATESON SECURITIES

Table a26

(average values before tax)
CCTs CTEs CTOs BTPs CTZs
1993 . it 11.77 7.81 11.12 11.32 -
1994 .00 9.97 7.64 10.53 10.68 -
1995 . i 11.60 8.82 11.64 11.94 11.40
1996 .ttt 9.01 6.33 8.77 9.06 8.49
1997 oot 6.81 5.42 7.17 6.76 6.45
1998 . it 4.89 4.87 7.01 4.92 458
1999 .ttt 3.13 4.35 - 471 3.21
2000 . 4.58 5.94 - 5.59 4.70
2001 0t 4.34 6.02 - 5.17 4.04
2002 0 3.37 - - 4.95 3.49
2001 — Jan........cooiiiiiiiin. 4.95 5.82 - 5.27 4.49
Feb. .oovvviiiiiieinn, 4.82 6.38 - 5.27 451
Mar ... 4.88 6.07 - 5.21 4.39
APE o 4.56 5.21 - 5.29 4.38
May ...ooeiea 4.81 5.69 - 5.43 4.45
JUNe ... 4.62 6.95 - 5.37 4.27
July oo 4.42 - - 5.36 4.28
AUG. ©oeeieie 4.43 - - 5.19 4.06
SEPt ot 4.24 - - 5.14 3.72
OCt e, 3.58 - - 4.89 3.36
NOV. @i, 3.48 - - 4.72 3.22
DEC. ©\vveiieaeinns, 3.35 - - 491 3.36
2002 — JaN. ...oii 3.30 - - 5.01 3.54
Feb. ..o, 3.48 - - 5.12 3.67
Mar ..o 3.47 - - 5.30 3.90
Y 3.58 - - 5.32 3.94
MaY ..o 3.58 - - 5.31 4,01
JUNE .o 3.67 - - 5.17 3.89
July oo 3.53 - - 5.01 3.65
Aug. ... 3.37 - - 4.77 3.38
SEPL v 3.31 - - 458 3.15
(o] A 3.16 - - 4.65 3.04
NOV. v, 3.10 - - 4.62 2.95
DEC. @i, 2.92 - - 4.48 2.74
2003 — Jan.........oiiiiiiiii. 2.77 - - 4.35 2.59
Feb. ...oviiiiiiiin., 2.63 - - 4.18 2.40
Mar ..., 2.41 - - 421 2.34
AL o 2.44 - - 4.30 2.39
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INTEREST RATESON SECURITIES

Table a26 cont.

(average val ues before tax)
Straight bonds

T

1993 ...t 11.28 10.90 10.02 11.09
1994 ..o 10.14 10.55 9.83 10.15
1995 .. it 11.58 11.35 11.00 11.45
1996 ..ot 9.20 9.08 9.46 9.09
1997 .ot 7.41 7.07 7.17 7.14
1998 ...t 5.45 571 5.87 5.55
1999 ..o 4.80 5.49 6.32 5.19
2000 .. . 5.80 6.61 7.83 6.27
2001 .. 5.13 6.12 - 5.31
2002 .. 4.90 - - 4.79
2001 — Jan........oooiiiiiiin... 5.37 6.56 - 5.62
Feb. ........oooiiiiin... 5.30 6.48 - 5.54

Mar. ..., 5.28 6.38 - 5.49

AL o 5.21 6.36 - 5.44

May ....ooeieeiiain 5.35 6.36 - 5.54

June ..., 5.31 6.25 - 5.47

July ..o 5.27 6.22 - 5.44

AUD. oo 5.11 6.08 - 5.28

SePt. i 5.04 5.90 - 5.17

(01 A 4.84 5.68 - 4.95

[N 4.66 5.56 - 4.79

DEC. «\'iviiiiaiaann, 4.90 5.65 - 5.00

2002 — Jan.. ... 4.92 - - 5.01
Feb. ... 5.06 - - 5.10

Mar. .................... 5.18 — — 5.23

AL o 5.20 - - 5.21

May ....oooiieiea s, 5.24 - - 5.21

June ... 5.17 - - 5.10

July ..o 4.99 - - 4.88

Aug. ... 4.82 - - 4.72

Sept. . 4.61 - - 4.43

(o1 AU 4.60 - - 4.30

NOV. «vviiiiaiaanns, 457 - - 4.24

DEC. «\'oveiiaeaanns, 4.42 - - 4.09

2003 —Jan..........coiiiiiiia. 4.13 - - 3.89
Feb. ..., 3.88 - - 3.69

Mar. ..., 3.95 - - 3.94

Apr o 4.00 - - 4.00

(1) Until September 1995 includes the bonds issued by autonomous government agencies and public enterprises.
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ITALY'SFINANCIAL ASSETSAND LIABILITIESIN 2002 (1)

(stocks in millions of euros)

Table 827

Institutional sectors

Financial corporations

Non-financial
corporations Monetary Other Financial Insurance corporations
financial institutions financial intermediaries auxiliaries and pension funds

Financial instruments Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities
Monetary goldand SDRs .............. - - 25,866 - - - - - - -
Currency and transferable deposits, with 112,601 - 149,801 778,126 17,218 - 23,294 - 11,969 -
MFIS 111,869 - 128,093 778,126 17,218 - 17,112 - 8,777 -
centralgovernment .................. . - 1,108 - - - - — - -
restoftheworld ..................... 732 - 20,599 - - 6,182 - 3,192 -
Other deposits, with .................. 8,903 - 225,957 464,810 22,038 - 9,676 - 2,891 -
MFIS o 7,868 - 176,578 464,810 22,038 - 9,676 - 2,808 -
centralgovernment .................. 1,035 - — - - - — — - -
restoftheworld ..................... - 49,380 - - - 82 -
Short-term securities, issued by ........ 2,028 3,875 37,823 7 9,614 72 34 - 1,544 -
generalgovernment ................. 129 - 27,584 - 6,783 - 34 - 378 -
otherresidents ..................... 3 3,875 3,539 7 135 72 - - - -
restoftheworld ..................... 1,896 - 6,700 - 2,696 - - - 1,166 -
Bonds, issued by ..................... 51,175 40,068 249,440 370,231 256,812 88,030 6,588 - 218,114 4,015
MFIS 9,684 - 44,127 370,231 10,201 - 675 - 25,119 -
central government: CCTS ............ 6,973 - 63,581 - 31,203 - 845 - 25,632 -
central government: other ............ 7,732 - 94,110 - 67,171 - 2,224 - 129,114 -
localgovernment .................... 1,786 - 3,487 - 1,812 - 899 - 961 -
otherresidents ..................... 5,549 40,068 7,612 - 14,299 88,030 1,944 - 6,873 4,015
restoftheworld ..................... 19,452 - 36,524 - 132,127 - - - 30,415 -
Derivatives ...............cooiiii 5,580 6,650 65,572 62,911 1,097 1,021 - - 2,790 1,995
Short-term loans, of .................. 47,500 389,993 580,463 70,653 67,038 157,400 - 4,139 - 472
non-financial corporations ............ 47,500 - - - - - - - - -
MFIS - 287,891 580,463 13,389 - 119,174 - 4,139 - 472

other financial corporations ........... - 28,868 - 1,048 67,038 - - - -

generalgovernment ................. - - - - - - - - - -
restoftheworld . .................... - 73,234 - 56,215 - 38,226 - - - -
Medium and long-term loans, of ....... - 330,180 587,743 73,472 84,973 32,547 20 1,884 1,349 6,598
non-financial corporations ............ - - - - - - - - - -
MFIS - 252,953 587,743 14,766 - 29,157 - 419 - 3,180
other financial corporations ........... - 47,783 - 731 84,973 - 20 - 1,349 64
generalgovernment ................. - 23,448 — 3,024 - - - 1,465 - 1,573
restoftheworld . .................... - 5,996 - 54,950 - 3,390 - - - 1,782
Shares and other equity, issued by .. ... 804,557 1,108,405 104,007 239,603 222,763 46,632 4,526 52,802 81,241
residents . ... 693,225 1,108,405 84,148 239,603 72,044 46,632 . 4,526 30,094 81,241
of which: listed shares ............. 186,690 306,287 30,396 102,113 36,408 1,060 - - 15,798 48,532
restoftheworld ..................... 111,332 - 19,859 - 150,718 - - - 22,708 -
Mutual fund shares, issued by ......... 13,756 - 8,233 41,966 23,088 318,591 387 - 39,039 -
residents . ... 4,302 - 4,806 41,966 - 318,591 387 - 36,692 -
restoftheworld..................... 9,454 - 3,427 - 23,088 - - - 2,347 -
Insurancetechnical reserves .......... 17,830 85,135 1,013 17,709 - - - - - 301,999
net equity of households ............. - 85,135 - 17,709 - - - - - 244,771
prepayments and other claims ........ 17,830 - 1,013 - - - - - - 57,228
Other accounts receivable/payable .... 318,372 276,834 597 179 1,117 . - - 40 905
Tradecredits ....................... 293,006 264,515 - - - - - - - -
Other ... 25,366 12,318 597 179 1,117 . - - 40 905
Total 1,382,303 2,241,139 2,036,516 2,119,666 705,758 644,293 39,999 10,549 330,538 397,225

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a27

General government Households and Institutional sectors
K non-profit institutions Rest of the world Total
Central Local Social serving households
government government security funds
Assets Liabilities | Assets |Liabilites| Assets [ Liabilities | Assets Liabilities Assets Liabilities Assets Liabilities Financial instruments
- - - - - - - - - 25,866 25,866 25,866 Monetary gold and SDRs
18,857 16,148 23,791 - 15,617 — 443,087 - 20,0710 42,030 836,304 836,304 Currency and transferable deposits, with
18,413 - 10,359 - 14,994 — 431,221 - 20,070 - 778,126 778,126 MFIs
- 16,148 12,911 - . - 2,129 - - - 16,148 16,148 central government
443 - 521 - 622 - 9,737 - — 42,030 42,030 42,030 rest of the world
895 188,320 1,543 - 1,076 — 288,975 — 141,198 50,022 703,151 703,151 Other deposits, with
892 - 1,429 - 1,075 — 101,248 — 141,198 — 464,810 464,810 MFIs
— 188,320 - - - — 187,284 - - - 188,320 188,320  central government
3 - 113 - 1 - 443 - - 50,022 50,022 50,022  rest of the world
50 112,718 16 . 152 — 14,333 - 63,660 12,582 129,255 129,255 Short-term securities, issued by
50 112,718 16 . 152 - 13,931 - 63,660 - 112,718 112,718  general government
- - - - - - 277 - - - 3,954 3,954  other residents
- - - - - - 124 - - 12,582 12,582 12,582  rest of the world
6,523 1,109,223 3,915 14,850 7,992 — 602,346 - 537,626 314,115 1,940,531 1,940,531 Bonds, issued by
204 - 609 - 1,072 — 275,343 - 3,197 - 370,231 370,231 MFIs
2,155 219,905 158 - 1,674 - 65,759 - 21,925 — 219,905 219,905 central government: CCTs
3,903 889,318 262 - 2,879 — 136,645 — 445,279 — 889,318 889,318  central government: other
50 - 808 14,850 .. - 1,784 - 3,263 - 14,850 14,850 local government
212 - 236 - 586 - 30,839 - 63,962 - 132,113 132,113  otherresidents
- - 1,842 - 1,780 - 91,976 - - 314,115 314,115 314,115  rest of the world
- 6,283 - - - - - - 40,119 36,299 115,158 115,158 Derivatives
11,166 2,329 - 4,966 - 1,050 - 54,944 167,675 187,896 873,842 873,842 Short-term loans, of
- - - - - - - - — 47,500 47,500 47,500 non-financial corporations
- 2,329 - 4,904 - 124 - 54,237 — 93,803 580,463 580,463 MFIs
- - - 62 - - - 706 - 36,353 67,038 67,038 other financial corporations
11,166 - - - - 926 - - — 10,240 11,166 11,166  general government
- - - - - - - - 167,675 - 167,675 167,675 rest of the world
130,100 35,967 — 113,547 - 5,700 — 249,390 75,286 30,187 879,472 879,472 Medium and long-term loans, of
- - - - - - - - - - - — non-financial corporations
- 22,444 - 25,860 - 17 - 228,016 - 10,931 587,743 587,743 MFIs
- 5,497 - 587 - 5,683 - 21,351 - 4,647 86,342 86,342  other financial corporations
130,100 . - 85,958 - - - 22 — 14,609 130,100 130,100 general government
- 8,026 - 1,142 - - - - 75,286 - 75,286 75,286  rest of the world
88,394 - 5,133 103 759 — 419,108 — 164,027 381,040 1,861,549 1,861,549 Shares and other equity, issued by
80,475 - 4,343 103 342 — 351,810 - 164,027 — 1,480,509 1,480,509 residents
40,742 - 1,955 - 147 - 85,980 - 59,877 — 457,992 457,992 of which: listed shares
7,919 - 790 - 417 - 67,298 - — 381,040 381,040 381,040 rest of the world
86 - 5,810 - 988 — 333,812 - 4,111 68,754 429,311 429,311 Mutual fund shares, issued by
44 - 41 - 831 — 309,342 - 4,111 — 360,557 360,557 residents
42 - 5,769 - 156 - 24,469 - - 68,754 68,754 68,754  rest of the world
128 - 1,002 - 28 — 401,911 25,781 8,712 - 430,624 430,624 Insurance technical reserves
- - - - - — 373,396 25,781 - - 373,396 373,396  net equity of households
128 - 1,002 - 28 - 28,515 - 8,712 - 57,228 57,228  prepayments and other claims
44,484 18,901 26,090 22,040 22,556 3,580 15,094 72,853 36,144 69,202 464,494 464,494 Other accounts receivable/payable
- - - - - - 4,567 - 36,144 69,202 333,718 333,718 Trade credits
44,484 18,901 26,090 22,040 22,556 3,580 10,527 72,853 - - 130,776 130,776  Other
300,682 1,489,888 67,299 155,507 49,167 10,329 2,518,667 402,967 1,258,628 1,217,994 8,689,557 8,689,557 Total
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ITALY'SFINANCIAL ASSETSAND LIABILITIESIN 2002 (1)

(flowsin millions of euros)

Table 828

Institutional sectors

Financial corporations

Non-financial
corporations Monetary Other Financial Insurance corporations
financial institutions financial intermediaries auxiliaries and pension funds
Financial instruments Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities Assets Liabilities

Monetary goldand SDRs .............. - - -214 - - - - - - -
Currency and transferable deposits, with 2,732 - 53,862 87,225 —2,088 - -556 - 817 -
MFIS ... 6,471 - 53,346 87,225 -2,088 - 2,750 - 1,150 -
centralgovernment .................. -166 - 417 — - - — - - -
restoftheworld ..................... -3,573 - 98 - - -3,306 - -333 -
Other deposits, with .................. -166 - 48,977 43,727 6,158 - 4,532 - 1,348 -
MFIS ... -218 - 45,310 43,727 6,158 - 4,532 - 1,329 -
centralgovernment .................. 51 - - - - - - - - -
restoftheworld ..................... - 3,667 - - - 20 -
Short-term securities, issued by ........ -571 703 8,697 2 —405 21 -226 - 227 -
generalgovernment ................. -578 - 6,171 - 1,498 - —226 - —263 -
otherresidents ..................... . 703 762 2 40 21 - - - -
restoftheworld ..................... 7 - 1,764 - -1,943 - - - 490 -
Bonds,issued by ..................... -4,536 9,308 —14,267 32,613 -6,735 26,117 —4,547 - 39,073 62
MFIS L —489 - 6,077 32,613 -259 - -2,616 - 4,251 -
central government: CCTS ............ 582 - —11,349 - 2,903 - -1,882 - 4,047 -
central government: other ............ 313 - -9,774 - —-15,251 - -2,324 - 22,596 -
localgovernment . ................... 831 — 1,133 - 852 - 413 - 426 -
otherresidents ..................... —6,454 9,308 -1,965 - 5,331 26,117 1,862 - 3,623 62
restoftheworld ..................... 681 - 1,612 - -310 - - - 4,131 -
Derivatives ................coiiii., - -3,613 -3,212 - - -2,068 - - - —41
Short-term loans, of .................. 4,316 -7,870 8,701 -15,157 5,949 9,671 - 1,910 - -307
non-financial corporations ............ 4,316 - - - - - - - - -
MFIS . - -2,164 8,701 -9,867 - 3,100 - 1,910 - -307

other financial corporations ........... - 1,903 - 69 5,949 - - - -
generalgovernment ................. - - - - - - - - - -
restoftheworld ..................... - —7,609 - -5,359 - 6,571 - - - -
Medium and long-term loans, of ....... - 40,443 67,752 15,885 5,512 4,588 -9 -1,913 41 946
non-financial corporations ............ - - - - - - — — _ _
MFIS . - 32,555 67,752 6,813 - 2,890 - 21 - 213
other financial corporations ........... - 6,671 - 113 5,512 - -9 - 41 10
generalgovernment ................. — 2,929 - 558 - - - -1,934 - 379
restoftheworld..................... - -1,713 - 8,401 - 1,699 - - - 345

Shares and other equity, issued by .. ... 42,391 34,951 6,533 9,017 —4,753 1,452 185 66 3,753

residents . ... 32,592 34,951 5,253 9,017 -2,135 1,452 185 66 2,492
of which: listed shares ............. - -
restoftheworld..................... 9,798 - 1,280 - -2,618 - - - 1,262 -
Mutual fund shares, issued by ......... 15 - 994 -1,179 4,656 335 -1 - 824 -
residents . .............. ... -10 - -11 -1,179 - 335 -1 - -79 -
restoftheworld ..................... 25 - 1,005 - 4,656 - - - 902 -
Insurance technical reserves .......... 1,281 5,412 73 —-236 - - - - - 31,441
net equity of households ............. - 5,412 - —236 - - - - - 27,442
prepayments and other claims ........ 1,281 - 73 - - - - - - 3,999
Other accounts receivable/payable .... 36,379 35,281 -37 70 1,117 - - 10 125
Tradecredits ....................... 38,992 36,729 - - - - - - - -
Other ... -2,613 —1,448 -37 70 1,117 - - 10 125
Total 81,841 114,616 177,858 171,968 9,412 40,117 —-621 63 46,094 32,226

(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

Institutional sectors

Central Local Social serving households
government government security funds
Assets | Liabilities | Assets | Liabilities | Assets |Liabilities | Assets | Liabilites | Assets | Liabilities Assets Liabilities Financial instruments
- - - - - - - - - -214 -214 —214 Monetary gold and SDRs
-10,179 1,160 1,601 - 6,715 — 11,040 - 4,733 -29,174 59,211 59,211 Currency and transferable deposits, with
-8,843 - 1,693 - 6,742 - 30,737 -  -4,733 - 87,225 87,225 MFIs
- 1,160 . - . - 909 - - - 1,160 1,160 central government
-1,336 - -92 - -27 - —20,606 - - =29,174 -29,174 29,174  rest of the world
4 12,460 -278 - 406 - 11,784 - -12,680 3,899 60,085 60,085 Other deposits, with
4 - -278 - 406 - -835 - -12,680 - 43,727 43,727  MFlIs
- 12,460 - - - - 12,408 - - - 12,460 12,460 central government
- - - 211 - - 3,899 3,899 3,899 rest of the world
-53 162 -7 -90 — -18,464 - 11,366 —-414 475 475 Short-term securities, issued by
-53 162 -7 -90 - -17,657 - 11,366 - 162 162  general government
- - - - - - -75 - - - 727 727  other residents
- - - - - - —733 - - —414 —414 —414  rest of the world
-1,252 23,956 1,890 5,553 -83 - 61,902 - 38,288 12,125 109,735 109,735 Bonds, issued by
-1,155 - —6 - -167 - 26,742 - 235 - 32,613 32,613 MFIs
2,006 -13,977 -127 - -720 - 14,437 - -23,873 - =13,977 -13,977 central government: CCTs
-2,104 37,933 -67 - 83 - 5,409 - 39,053 - 37,933 37,933  central government: other
.. - 60 5,653 . - 767 - 1,073 - 5,553 5,553 local government
2 - 1,986 - 394 - 8,907 - 21,802 - 35,487 35,487  other residents
- - 43 - 327 - 5,640 - - 12,125 12,125 12,125  rest of the world
- - - - - - - 2511 - -5,723 —5,723 Derivatives
547 - 718 - 28 - -304 -6,397 23,334 12,570 12,570 Short-term loans, of
- - - - - - - - - 4,316 4,316 4,316  non-financial corporations
- 547 - 714 - 28 - -351 - 15,091 8,701 8,701  MFlIs
- - - 4 - - - 47 - 3,926 5,949 5,949  other financial corporations
- - - - - - - . .. general government
- - - - - - - - —-6,397 - -6,397 —6,397  rest of the world
10,489 -2,669 - 7,863 - =2,467 - 27,396 8,269 1,981 92,053 92,053 Medium and long-term loans, of
- - - - - - - - - - - — non-financial corporations
- =2,339 - —666 - —63 - 26,490 - 1,837 67,752 67,752  MFIs
- 263 - -198 - =2,405 - 902 - 187 5,544 5,544  other financial corporations
10,489 . - 8,596 - - - 4 - —44 10,489 10,489  general government
- -593 - 130 - - - - 8,269 - 8,269 8,269  rest of the world
1,565 - 269 7 51 - 6,076 - 5,318 15,896 61,389 61,389 Shares and other equity, issued by
1,251 - 275 7 -89 - 350 - 5,318 - 45,493 45,493  residents
- - - - of which: listed shares
314 - -6 - 139 - 5,726 - - 15,896 15,896 15,896  rest of the world
—24 - 8 - 84 - -2,558 - -5 4,836 3,992 3,992 Mutual fund shares, issued by
. - . - -2 - —736 - -5 - -844 —844  residents
—24 - 8 - 86 - -1,823 - - 4,836 4,836 4,836  rest of the world
9 - 72 — 2 - 36,418 1,863 626 - 38,481 38,481 Insurance technical reserves
- - - - - — 34,482 1,863 - - 34,482 34,482  net equity of households
9 - 72 - 2 - 1,936 - 626 - 3,999 3,999  prepayments and other claims
272 -4,461 1,867 854 1,272 548 746 3,781 5,687 8,570 44,769 44,769 Other accounts receivable/payable
- - - - - - 621 - 5,687 8,570 45,300 45,300 Trade credits
272 4,461 1,867 854 1,272 548 125 3,781 - - -531 -531  Other
831 31,155 5423 14,996 5,813 -1,892 106,944 32,735 43,228 40,839 476,822 476,822 Total
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BANK INTEREST RATES (1)

Table a29

Deposits (2) Loans (2) .
Certificates of deposit ’\flv;r:gi‘i'fn? '\zl;:,gr?;iilrumm ABI
A0 | ool | Marimum miee | Mawres | storem | tovest | loansio | i, | prime e
accounts average 3) Overall up to from 18 to average ©) ®) households
average 6months | 24 n(f)nths (6)

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
1999 .............. 1.18 1.61 2.73 4.23 2.32 2.62 5.58 2.94 4.46 5.66 5.86
2000 . ...t 1.65 1.84 3.87 3.81 2.95 3.48 6.26 3.92 5.44 6.26 7.29
2001 ...l 1.87 1.96 4.33 3.62 3.26 3.52 6.53 4.41 5.47 6.67 7.75
2002 . ... 1.37 1.43 3.31 2.88 2.50 2.92 5.78 3.47 4.74 5.83 7.31
2001-Jan. ....... 2.08 2.19 4.68 3.89 3.50 3.77 6.84 4.72 5.95 6.92 8.00
Feb. ....... 2.05 2.16 4.60 3.86 3.50 3.69 6.80 4.75 6.12 6.99 8.00

Mar. ....... 2.08 2.18 4.63 3.82 3.52 3.70 6.76 4.72 5.74 6.94 8.00

Apr. ....... 2.08 2.17 4.61 3.77 3.55 3.74 6.72 4.69 5.90 6.88 8.00

May ....... 2.03 211 4.56 3.70 3.48 3.69 6.69 4.69 5.84 6.91 7.88

June ....... 1.97 2.04 4.49 3.62 3.43 3.67 6.61 4.62 5.46 6.75 7.88

July ....... 1.96 2.03 4.44 3.58 3.40 3.66 6.59 4.55 5.45 6.63 7.88

Aug. ....... 1.93 2.00 4.41 3.56 3.35 3.61 6.54 451 5.52 6.89 7.88

Sept. ...... 1.81 1.89 4.24 3.53 3.24 3.54 6.48 4.35 5.15 6.62 7.50

Oct. ....... 1.60 1.69 3.97 3.47 2.94 3.22 6.29 3.99 4.94 6.39 7.50

Nov. ....... 1.50 1.59 3.77 3.37 2.73 3.06 6.10 3.78 4.77 6.25 7.25

Dec. ....... 1.38 1.47 3.53 3.27 2.55 2.92 5.91 3.59 4.74 5.87 7.25
2002-Jan. ....... 1.37 1.45 3.43 3.15 2.55 2.87 5.84 3.51 4.59 6.00 7.25
Feb. ....... 1.36 1.44 3.36 3.05 2.54 2.92 5.81 3.47 4.81 5.98 7.25

Mar. ....... 1.36 1.44 3.34 2.98 2.54 2.97 5.77 3.47 4.75 5.91 7.25

Apr. ....... 1.39 1.45 3.32 2.92 2.53 2.99 5.76 3.48 4.73 5.94 7.25

May ....... 1.40 1.46 3.32 2.88 2.55 3.07 5.76 3.50 4.80 5.92 7.25
June....... 1.42 1.47 3.33 2.86 2.55 3.13 5.79 3.53 4.79 5.87 7.25

July ....... 1.43 1.48 3.34 2.85 2.55 3.14 5.81 3.51 4.89 5.75 7.38

Aug. ....... 1.40 1.45 3.33 2.83 2.53 3.02 5.79 3.50 4.93 6.08 7.38

Sept. ...... 1.38 1.44 3.31 2.81 2.49 2.86 5.76 3.50 4.81 5.79 7.38

Oct. ....... 1.34 1.39 3.26 2.79 2.47 2.75 5.79 3.47 4.67 5.71 7.38

Nov. ....... 1.35 1.39 3.25 2.75 2.43 2.69 5.77 3.45 4.67 5.66 7.38

Dec. ....... 1.25 1.30 3.13 2.72 2.32 2.59 5.66 3.28 4.42 5.36 7.38
2003-Jan. ....... 1.15 1.20 2.96 2.66 2.15 2.40 5.54 3.15 4.40 5.50 7.38
Feb. ....... 1.12 1.18 2.87 2.58 2.09 2.27 5.47 3.03 4.30 5.47 7.38

Mar. ....... 1.05 1.11 2.76 2.49 1.96 2.07 5.31 2.89 4.23 5.33 7.38

Apr. ....... 0.98 1.03 2.62 2.40 1.84 1.96 5.17 2.74 4,11 5.25 7.38

(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. — (3) Rate applied to the last decile of freely available deposits in lire (and from January 1999 onwards, also in other
euro-areacurrencies) on currentand savings accounts ranked according to the interest rate. — (4) Average issue rate of fixed-rate CDs in lire (and from January 1999 onwards, also in other euro-area
currencies) with an original maturity of between 18 and 24 months. — (5) Rate applied to the first decile of short-term loans in lire (and from January 1999 onwards, also in other euro-area currencies)

to enterprises ranked according to the interest rate. — (6) The rates are reported only for the last 10-day period of each month. — (7) The monthly data are end-of-period data.
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CREDIT RISK INDICATORS (1)

(end-of-period data; amounts in millions of euros and percentages)

Table a30

As a ratio to loans (1)

Non-performing loans

Adjusted bad debts

Loans (1) Adjusted New bad Accounting bad debts
of which: bad debts debts (2)
bad debts
Banking system
2000 ............ 913,092 7.8 5.7 6.2 1.0 108.5
2001 ............ 973,859 6.7 4.7 5.0 0.9 107.6
2002 ............ 1,028,728 6.5 4.5 4.8 1.0 106.6
Limited company banks (societa per azioni)
2000 ............ 782,522 8.1 6.0 6.6 1.1 108.7
2001 ............ 829,274 6.8 49 5.3 0.9 107.6
2002 ... 862,943 6.6 4.7 5.0 1.0 106.5
Cooperative banks (banche popolari)
2000 ............ 87,337 49 3.2 3.5 0.8 107.4
2001 ............ 96,249 4.9 3.0 3.3 0.8 107.9
2002 ... 108,901 55 3.6 3.9 0.9 106.6
Mutual banks (banche di credito cooperativo)
2000 ............ 43,234 8.3 4.4 4.6 0.9 104.9
2001 ............ 48,335 8.0 4.2 4.4 0.9 106.0
2002 ... 56,884 6.8 3.2 3.5 0.9 107.6
Major, large and medium-sized banks
2000 ............ 686,876 7.3 5.3 5.7 1.1 108.7
2001 ............ 716,004 6.0 4.0 4.3 0.9 107.8
2002 ... 734,139 6.2 4.2 45 1.0 106.3
Other banks
2000 ............ 226,215 9.3 7.0 7.5 1.0 108.1
2001 ............ 257,855 8.5 6.4 6.9 0.9 107.3
2002 ... 294,589 7.3 5.2 5.6 0.9 107.1
Banks based in the Centre or North
2000 ............ 864,091 7.1 5.1 5.6 1.0 109.8
2001 ............ 924,139 6.1 4.1 4.5 0.9 108.7
2002 ... 980,172 6.1 4.2 45 1.0 107.3
Banks based in the South
2000 ............ 49,001 20.1 16.4 16.6 1.7 101.6
2001 ............ 49,720 17.9 15.0 15.3 1.4 101.9
2002 ... 48,556 13.8 11.2 11.3 1.1 100.9

(1) Gross of bad debts and unpaid and protested bills. — (2) Percentage ratio of loans newly classed as bad debts to performing loans in the previous year, net of adjusted bad debts.
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CONSOLIDATED INCOME STATEMENT:
CONTRIBUTION OF OPERATIONS TO SUPERVISORY CAPITAL (1)

(millions of euros)

Table a3l

Classification by size

Main banking groups

Rest of the system

Banking system

Classification by geographical area

Centre and North

South

20,994
22,358
22,613

18,338
16,826
14,194

39,332
39,184
36,807

22,233
22,811
22,152

17,099
16,373
14,655

Net interest income

14,769 35,763 34,418
16,822 39,180 38,159
17,628 40,241 39,214
Non-interest income
9,848 28,186 27,757
9,654 26,480 26,137
9,323 23,517 23,190
Gross income
24,617 63,949 62,175
26,476 65,660 64,296
26,951 63,758 62,404
Operating expenses
14,568 36,801 35,629
15,983 38,794 37,885
16,662 38,814 37,862
Operating profit
10,049 27,148 26,546
10,493 26,866 26,411
10,289 24,944 24,542
Non-recurring items (net) and allocations to provisions
500 1,053 1,013
1,351 3,265 3,233
1,272 3,813 3,782
Loan losses
2,175 6,818 6,553
2,295 8,817 8,664
2,575 9,130 9,024
Taxes
2,921 7,778 7,648
2,799 5,873 5,774
2,585 4,937 4,839
Dividends
1,374 4,478 4,448
990 3,053 3,030
1,274 3,294 3,269
Allocations to supervisory capital
2,948 6,891 6,775
2,859 5,660 5,538
2,442 3,629 3,499
ROE (percentages)

9.7 12.9 13.4
6.4 9.1 9.2
6.8 6.4 6.5

1,345
1,021
1,027

429
343
327

1,774
1,364
1,354

1,172
909
952

602
455
402

40
32
31

265
153
106

130
99
98

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group.
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SUPERVISORY CAPITAL AND SOLVENCY RATIO (1) (2)
(end-of-period data; amountsin millions of euros)

Table a32

Supplementary capital

Capital shortfalls

Primary capial su%%h.ﬂed Sus:‘r)\i/ti;fry (s,f;\rfgﬁégg Excess captal Number of banks Amount
liabilities (3)
Banking system
2000 ... 91,419 33,021 27,900 118,607 10.1 25,480 3 9
2001 ... 97,445 39,181 34,286 129,229 10.4 31,742 6 550
2002 ... 98,923 40,315 36,131 134,519 1.2 39,702 6 176
Main banking groups
2000 ... 42,184 22,025 19,491 61,051 8.7 4,826 - -
2001 ... 46,164 25,689 24,136 66,787 9.3 10,092 — —
2002 ... 48,655 26,614 24,871 72,474 10.6 18,567 - -
Banks and banking groups based in the Centre or North
2000 ... 87,808 32,629 27,653 114,705 10.0 23,432 1 8
2001 ... 94,471 38,908 34,104 125,996 10.3 29,950 3 536
2002 ... 95,898 40,048 35,967 131,229 1.1 37,866 5 175
Banks and banking groups based in the South
2000 ... 3,611 392 247 3,901 16.8 2,047 2 1
2001 ... 2,974 273 183 3,233 17.8 1,792 3 14
2002 ... 3,025 268 164 3,290 18.1 1,836 1 2

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group. — (2) Excludes the Italian branches of foreign banks. — (3) Includes innovative and hybrid

capital instruments.
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LIST OF ABBREVIATIONS






LIST OF ABBREVIATIONS

ABI — Associazione bancaria italiana
Italian Bankers' Association

BI-COMP - Bancad Italia Compensazione
Bank of Italy Clearing System

BI-REL — Bancad'ltalia Regolamento Lordo
Bank of Italy real-time gross settlement system

BOT — Buoni ordinari del Tesoro
Treasury bills

BTP — Buoni del Tesoro poliennali
Treasury bonds

CCT — Certificati di credito del Tesoro

Treasury credit certificates

CIPA — Convenzione interbancaria per i problemi dell’ automazione
Interbank Convention on Automation

Confindustria — Confederazione generale dell’ industria italiana
Confederation of Italian Industry

Consob Commissione nazionale per |le societa e la borsa

Companies and Stock Exchange Commission

CTE — Certificati del Tesoro in ECU
Treasury certificatesin ecus

CTO — Certificati del Tesoro con opzione
Treasury option certificates
CT1zZ — Certificati del Tesoro zero-coupon
Zero-coupon Treasury certificates
IACP — Indice armonizzato dei prezzi al consumo
Harmonized index of consumer prices
ICl — Imposta comunale sugli immobili
Municipal real estate tax
Iciap — Imposta comunale per |’ esercizio di imprese e di arti e professioni
Municipal tax on businesses and the self-employed
llor — Imposta locale sui redditi
Local income tax
INAIL — Istituto nazionale per I’ assicurazione contro gli infortuni sul lavoro
National Industrial Accidents Insurance Institute
INPS — Istituto nazionale per la previdenza sociale
National Social Security Institute
Irap — Imposta regionale sulle attivita produttive

Regional tax on productive activities



I rpef

Irpeg

ISAE

| stat

Isvap

MIF

MTS

SACE

SIM

TARGET
uiC

Imposta sul reddito delle personefisiche
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

Istitutoper lavigilanzasulleassi curazioni privateedi interessecollettivo
Supervisory authority for theinsuranceindustry

Mercato italiano dei futures
Italian Futures Market

Mercato telematico dei titoli di Sato
Screen-based secondary market in government securities

Sezione per I’ assicurazione dei crediti all’ esportazione
Foreign Trade Insurance Services Agency

Societa di intermediazione mobiliare
Securitiesinvestment firm
Trans-European Real-time Gross Express Transfer

Ufficio italiano dei cambi
Italian Foreign Exchange Office
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