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THE INTERNATIONAL ECONOMY

Developments during the year

World economic activity gathered pace from the middle of 2003 as
international political tensions eased, and monetary and fiscal policies
remained highly expansionary. The accel eration of the US economy and the
continuation of the exceptional growth in China fostered a strong recovery
in international trade in the second half of the year. Although the revival
of activity gradually spread to al areas of the globe, its strength differed
between countries and areas. External imbalances grew more pronounced,
with the US bal ance-of-payments deficit on current account widening even
further. As aresult, the dollar came under additional downward pressure.
The depreciation of the US currency was contained by action on the part of
authorities in numerous countries to counter the appreciation of their own
currencies and accumulate dollar reserves. However, the euro, the pound
and the Swiss franc appreciated significantly against the dollar. Despite the
accommodating stance of monetary policies and the recovery in economic
activity, inflation tended to decline from its already low level, prompting
concern about deflation in some countries.

The financial markets began to recover in the spring, stimulated by
abundant liquidity and the improvement in the growth prospects of the
world economy. Share prices staged a strong recovery on all markets; in
the United States and Japan they were boosted by a significant increase
in profits. Risk premiums on corporate bonds and those of the emerging
countriesfell to particularly low levels.

World output grew by an average of 3.9 per cent in 2003 (compared
with 3 per cent the previous year), in line with the potential rate estimated
by the IMF. Growth in world trade increased from 3.1 to 4.5 per cent. As
in 2002, trade growth mainly benefited the Asian countries, whose exports
expanded by about 12 per cent. By contrast, euro-area exports stagnated, in
response to the appreciation of the euro. Trade growth was weak in thefirst
half but strengthened in the third and above al the fourth quarter; indicators
point to a further acceleration in 2004.
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Inthefirst few monthsof 2003 oil priceswereaffected by theuncertainty
over the Irag crisis. Subsequently, they were influenced mainly by the
world economic recovery. The weakness of the dollar hel ped to keep prices
high. Over the year, oil prices averaged close to $30 abarrel, an increase of
about 16 per cent with respect to 2002. In 2004 the strengthening of world
economic activity, the decision by the OPEC countriesto cut oil production
and mounting tensions in the Middle East pushed prices up to $39 a barrel
at the end of the second ten days of May. Metal prices, which are mainly
quoted in dollars, also increased significantly. Demand from Chinawas one
factor in therise. As aratio to the international prices of manufactures, the
increases are similar in magnitude to those seen in previous recoveries.

In 2003 the GDP of the emerging economies expanded by more
than 6 per cent, compared with 4.6 per cent in 2002, although there were
significant differences among regions. Growth was strong in China, India
and the former Soviet Union. In Africa it increased from 3.5 to 4.1 per
cent and per capita GDP gained about 2 per cent. After stagnating in 2002
output in Latin America began to expand again, increasing by 1.7 per cent.
Most of the rise is attributable to the recovery in Argentina, although this
only partially offset the sharp drop in activity in the previous four years. In
Brazil, economic activity slackened in thefirst part of the year owing to the
highly restrictive stance of economic policy; the recovery in world trade
and the improvement in financial conditions fostered a revival of growth
in the final months of the year. In the ten countries of Central and Eastern
Europe and the Mediterranean that joined the European Union on 1 May
2004, the stimulus of domestic demand produced GDP growth of 3.6 per
cent, compared with 2.4 per cent in 2002.

The United States

In 2003 GDP growth quickened from 2.2 to 3.1 per cent, nearly
a percentage point more than the forecasts made a year ago. Activity
accelerated in the second half of the year, buoyed by the stimulus of
economic policy. In June fears of a further decline in inflation, which
had already fallen to very low levels, prompted the Federal Reserve to
lower the federal funds target rate to 1 per cent, the lowest level since the
Second World War. Real short-term interest rates were negative by about
1 percentage point last year.

Budgetary policy also imparted a strong impulse to demand: in fiscal
2003 thefederal government budget deficit expanded by 2 percentage points
to 3.5 per cent of GDP; the deterioration came on top of that registered
between 2000 and 2002, which amounted to nearly 4 points of GDP. The



main factor in the widening of the deficit was the tax cuts approved in 2001
and 2003. Their effect was compounded by higher defence and homeland
security spending since September 2001. Some of the measures already
approved will have an impact in 2004 as well; recent Administration
forecasts put the deficit at 4.5 per cent of GDP for thisfiscal year.

US firms have exploited the efficiency gains and flexibility of
production permitted by new information and communication technol ogies
to achieve especially rapid productivity growth in the last two years. The
gains have made it possible to meet rising demand while reducing the use
of labour. Between 1996 and 2003, the average annual increase in labour
productivity was 3 per cent, double the 1.5 per cent rate registered over the
previous two decades. In the coming years the potential growth rate of the
US economy could rise above its current estimated level of 3.5 per cent.

The substantial increasesin productivity, together with moderate wage
growth and gradually strengthening demand, fostered a recovery in the
profitability of non-financial corporations, which had been considerably
eroded in 2000 and 2001. The growth in profits and favourable financial
conditions created scope for an upturn in investment, especially in high-
tech capital equipment. However, the drastic industrial and financial
restructuring of firms had an adverse impact on the labour market.
Employment, which began to decline in early 2001, continued to fall until
August of 2003. Signs of improvement emerged in the following month,
but only since the start of 2004 has the rate of job creation returned to the
level seen in previous recoveries. Despite the softness of labour market
conditions, consumption continued to expand rapidly, sustained by the tax
cuts enacted in May 2003, the rise in household wealth and the increased
spending capacity generated by mortgage refinancing.

The divergence between the growth in domestic demand in the US
and in the other main industrial countries and in some emerging economies
more than offset the positive balance-of-payments impact of the increased
competitiveness of US products. The deficit on current account widened
to nearly 5 per cent of GDP, the largest since the end of the Second World
War. The external imbalance had aready deteriorated by nearly three
percentage points between 1997 and 2000 in the wake of the exceptional
growth in investment in information and communication technology.
During that period, the large inflows of private capital, especially for
portfolio investment, easily exceeded the amount needed to finance the
current account deficit. Such inflows have diminished in the last two years;
at the same time there has been an increase in purchases of US Treasury
bonds by foreign authorities, especialy by Chinaand other Asian countries,
which accumulated reserves to counter the appreciation of their currencies
against the dollar.

11
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Partly as aresult of these strategies, the dollar depreciated in effective
terms by only 10 per cent with respect to its level in February 2002. At
the conclusion of their meeting at Boca Raton on 7 February 2004 the G7
Finance Ministers and Central Bank Governors called for greater flexibility
of currencies that had not yet appreciated against the dollar in order to
facilitate the gradual adjustment of external imbalances around the world.
The statement, whose substance has been reaffirmed at recent Washington
meetings, helped stabilize the exchange rate between the dollar and the
euro; in fact the dollar actually strengthened dlightly in subsequent weeks.

Asia

In Japan the expansion that began in 2002 under the impulse of the
recovery in exports to other Asian countries continued last year at a pace
even faster than had been expected. In 2003 GDP grew by 2.5 per cent,
compared with a contraction of 0.3 per cent the previous year. Economic
activity was driven not only by exports, which expanded at twice the rate
of world trade, but also by private investment. The recovery in capital
formation after a decade of stagnation was fostered by stronger foreign
demand and an increase in corporate profitability, especially at large
manufacturing firms, which thanks to restructuring begun in the late 1990s
significantly reduced the large debt burden from the level reached in the
early part of the decade. The climate of confidence among firms operating
in sectors less exposed to international competition has also improved
recently, confirming that the recovery in activity is spreading to the entire
economy. The improvement in economic conditions has facilitated efforts
to strengthen banks balance sheets; profits were higher than expected
and bad debts decreased significantly. Nevertheless, the divide between
the sounder large banks and their regional counterparts, whose financial
condition remained fragile, widened further.

Despite the gradual strengthening of economic activity, the decline
in prices continued in 2003, albeit at a slower pace. The Bank of Japan
accentuated its strategy of providing abundant liquidity and keeping
nominal short-terminterest ratescloseto zero. Thequantity target adoptedin
March 2001, based on the balance of financial institutions’ current accounts
with the central bank, was raised repeatedly during the year. Large-scale
intervention in the foreign exchange market to stem the appreciation of the
yen helped to maintain expansionary monetary conditions, keeping long-
term rates very low. Fiscal policy also remained expansive. According to
the OECD, in 2003 the cyclically adjusted budget deficit increased by half
a percentage point to 7.5 per cent of GDP. The ratio of gross debt to GDP
exceeded 150 per cent, the highest in any industrial country.



After atemporary slowdown in connection with the SARS epidemic,
the emerging Asian countries returned to rapid growth in the second half
of the year, thanks in part to surging domestic demand. China’'s output,
which accounts for more than 45 per cent of regional GDP and 13 per cent
of world GDP, grew by 9.1 per cent, reflecting the exceptional expansion of
investment. Chinese imports again provided essential support to growth in
the other Asian economies.

The outlook

IMF projections released in April indicate growth rates in 2004 of 4.6
per cent for world GDP and 6.8 per cent for world trade, higher than the
averages for the 1990s. These forecasts must be judged as conservative, on
the whole. At its meeting at the end of March 2004, the Financial Stability
Forum emphasized that the progress made in restoring corporate financial
health in most countries was an important factor in the recovery.

Although growth has strengthened in all areas of the world, the pace of
the recovery will differ. The United States and China are expected to continue
to drive the global economy. Inthe main industrial countries GDPisforecast to
grow by 3.5 per cent, compared with 2.2 per cent in 2003. In the United States
output is expected to expand by 4.6 per cent, the highest rate since 1984, under
the ongoing impulse of expansionary economic policies. In Japan growth is
projected to pick up to 3.4 per cent thanks to the continuing contribution of
exports. In the euro area, output is expected to increase by a modest 1.7 per
cent, still below potential. Economic activity in the emerging economies as
agroup is expected to accelerate, while divergences in growth rates between
areas should narrow. In Asia, which accounts for a quarter of world outpui,
economic activity is set to expand by about 7 per cent thanks mainly to China
(8.5 per cent) and India (6.8 per cent). In the countries of Central and Eastern
Europeand the M editerranean that havejust joined the European Union, growth
isforecast to riseto 4 per cent; in Russiaiit is expected to ease dightly, to 6 per
cent. In Latin America growth should strengthen considerably, rising to nearly
4 per cent, primarily reflecting an acceleration in Brazil and Mexico. Output in
sub-Saharan Africais also expected to expand rapidly (4.2 per cent), implying
per capita GDP growth of about 2 per cent in the region.

Performance in the first few months of the year substantiates these
forecasts. In the first quarter GDP grew at an annualized rate of 4.4 per
cent in the United States, which although dlightly below expectations
confirms the robustness of the American recovery. The main stimulus came
from consumption, sustained by the increase in employment. Although
decelerating, investment in advanced capital equipment continued to

13
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expand rapidly. The recent upward pressure on prices signals a rapid
exhaustion of unused capacity and suggests that the current level of real
interest rates could soon be incompatible with the continuation of non-
inflationary growth. Additional inflationary pressures could emerge if oil
prices remain high; they are currently 30 per cent above those assumed in
the reference scenario (an average of $30 abarrel in 2004).

In a statement issued in early May the Federal Reserve intimated that
it might adjust its monetary policy stance relatively soon. Partly in relation
to the sharp increase in employment registered in April, which exceeded
analysts expectations, the markets now discount an initial rate increase at
the next meeting of the Federal Open Market Committee, set for the end
of June. Anticipating a reversal of monetary policy, long-term yields have
risen by about 100 basis points in recent weeks, abeit from a low level.
The increase should not pose a serious threat to the recovery. The debt of
US consumersis mainly long-term and fixed-rate, while firms can count on
strong profitability to meet any increase in financing costs.

Preliminary estimates for the euro area show annualized GDP growth
of 2.3 per cent in the first quarter of 2004. This was surprisingly fast,
especially in view of the weak performance of industrial production. In
Japan, output grew by 6.1 per cent on an annual basis; in the light of this
very strong performance, the IMF raised its growth forecast for 2004 to
about 4 per cent. In China, GDP grew at an exceptionally rapid rate (9.7 per
cent on the corresponding period of 2003), prompting the authoritiesto take
action to slow investment growth, which threatens to cause the economy to
overheat and to create excess capacity in some sectors.



RECENT DEVELOPMENTSAND ECONOMIC POLICIES

Economic developments in the United States, Japan and the United
Kingdom

The United Sates. — Economic activity, which had been recovering
since November 2001, surged in the second half of 2003, tiegdfom
the continuation of expansionary monetary and fiscal policies. GDP
growth picked up from an annualized rate of 2.1 per cent in ritehfalf
of the year to 5.9 per cent in the second as a consequence of accelerating
consumption and private investment and a recovery in exports (Table 1).
Labour productivity continued to increase very rapidly in 2003; the rise in
the non-farm private sector was 4.4 per cent. The improvement helped to
restore high profitability and keep inflation relatively subdued.

Household consumption expanded rapidly (3.1 per cent, slightly less than
in 2002), sustained by the gain of 2.7 per cent in real disposable income, of
which about 40 per cent stemmed from tax cuts and increased government
transfers. In the first half of the year consumption was also supported by higher
household borrowing in connection with substantial mortgage renegotiations
prompted by the further decline in long-term interest rates. Consumer spending
was subsequently buoyed by the improvement in householaistés thanks
to the recovery in share prices and the continued rise in real estate prices. Good
borrowing terms caused household debt to increase from 102 to 108 per cent of
disposable income; the rise in housing demand fueled residential investment,
which increased by 7.5 per cent in 2003 as a whole.

Capital formation by business increased by 3 per cent after having
contracted by a total of 11.3 per cent in the previous two years. Investment
was driven by spending on information and communication technology,
which expanded by 13.8 per cent. During the prolonged expansion in the
1990s, such investment had grown by an annual average of about 18 per
cent. It is likely that the recovery in demand also reflects the replacement
of the capital formed by the end of the last decade in view of the rapid
obsolescence of these technologies compared with more traditional forms
of investment. Other investment continued to contract, although the decline
in investment in plant was much smaller than in 2002.

The upturn in capital formation was mainly driven by the recovery in
profits. The prots of non-financial corporations as defined by the national

15
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accounts rose by 34 per cent in 2003, continuing the positive performance
begunin 2002 after two years of substantial decline. Therisein self-financing,
in the presence of the still moderate increase in investment and the recovery
in share prices, enabled firms to reduce their financia leverage. The latter,
measured as the ratio of debt to the sum of debt and equity at market prices,
fell from 39.5 per cent in mid-2002 to 32.8 per cent at the end of |ast year.

Table 1

GROSSDOMESTIC PRODUCT AND COMPONENTS OF DEMAND
IN THE LEADING INDUSTRIAL COUNTRIES
(at constant prices; unless otherwise indicated,
annualized percentage changes on previous period)

2003 2004
2002 2003
Q1 Q2 Q3 Q4 Q1

United States
GDP o 2.2 3.1 2.0 3.1 8.2 4.1 4.4
Household consumption (1) ... 3.4 3.1 25 3.3 6.9 3.2 3.9
General government

expenditure (2) ......ccecveeene 3.8 3.3 -0.4 7.4 1.8 -0.1 2.9
Gross fixed private

investment ..........cccoceeeveenne. -3.7 4.4 1.1 6.1 15.8 9.9 5.1
Change in stocks (3) .............. 0.4 .. -0.7 -0.2 -0.1 0.7 0.8
Net exports (3) ...ccovceevrieeeennns -0.7 -0.4 0.8 -1.3 0.8 -0.3 -0.4
Japan
GDP o -0.3 25 0.2 3.8 2.7 7.3 6.1
Household consumption (1) ... 0.9 0.8 -0.4 0.8 25 4.3 4.0
General government

expenditure ..........ccceeeeeeenne 2.4 1.0 11 -0.7 25 15 15
Gross fixed private

investment ..........cccceeiiieenne -6.2 3.1 3.0 8.2 -3.0 17.0 2.7
Change in stocks (3) .............. -0.3 0.3 -0.6 0.2 0.9 -1.0 2.0
Net exports (3) ...ccocceeeriieeennnns 0.7 0.7 0.1 1.2 0.7 15 1.0
Euro area
GDP o 0.9 0.5 .. -0.3 1.7 15
Household consumption (1) ... 0.5 1.0 1.7 -0.3 0.5 0.5
General government

expenditure ..........ccceveeeeenne 3.0 2.0 1.8 2.3 2.8 1.6
Gross fixed private

investment ..........cccceeieieenne -2.8 -0.8 -2.9 -1.1 0.2 2.3
Change in stocks (3) (4) ......... 0.1 0.3 1.0 0.1 -0.8 1.9
Net exports (3) ...ococceeerceeeennnns 0.5 -0.7 -1.8 -0.5 1.6 -1.4
United Kingdom
GDP o 1.6 2.2 1.1 2.4 3.4 3.7
Household consumption (1) ... 3.4 25 0.1 3.0 3.6 3.5
General government

expenditure .........cccoceeveennn. 25 1.8 3.9 0.5 0.7 7.8
Gross fixed private

investment ..........coccoeiieenne 1.8 29 7.7 55 8.0 10.0
Change in stocks (3) (4) ......... -0.2 . -0.6 -2.0 1.0 0.1
Net exports (3) ...ooovceevrieeennnns -1.3 -0.3 2.4 1.4 -1.5 -1.9
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.




The rise in profitability in a highly competitive environment is
attributable to the rapid growth in labour productivity over the last two
years; in the non-farm business sector productivity improved by 5 per cent
in 2002 and 4.4 per cent in 2003. With wage growth moderate, unit labour
costsfell by 2.5 and 1 per cent respectively.

One element of weaknesswithin the overall strengthening of economic
activity was the continuing decline in non-farm payroll employment, with
aloss of 307,000 jobs in the first eight months of 2003, in contrast to the
pattern recorded in previous cyclical recoveries. The slowness of labour
market conditions to improve can be ascribed to the restructuring carried
out by firmsin 2001, which generated large productivity gains. Following
agradual recovery between September and December 2003, with payrolls
expanding by 246,000, employment growth accelerated in the first four
months of this year to produce another 867,000 jobs. The increase since
last September reflects the stabilization of employment in manufacturing
and an expansion in the service sector.

After peaking at 6.3 per cent in June, the unemployment ratefell to 5.7
per cent in December, where it settled in the first four months of 2004. Part
of the fall reflected a decline in the labour market participation rate from
66.5 to 65.9 per cent.

In the first part of 2003, against a background of moderate growth
in economic activity and considerable spare capacity, inflation fell to an
especialy low level. In April and May prices decreased, raising fears of
deflation. The subsequent acceleration in activity and the rise in the price
of oil quickly dispelled that risk. Instead, upward pressure on prices had
already emerged at the start of 2004, and it was strengthening in April and
May. In 2003 the 12-month rate of consumer price inflation excluding food
and energy products fell from 1.9 per cent in January to 1.1 per cent in
December; over the same period the rise in the general price index eased
from 2.6 to 1.9 per cent, despite higher energy prices. Since the start of
this year, core inflation has turned upwards, reaching 1.8 per cent in April.
The rate of decline in the prices of manufactures diminished, reflecting the
progressive pass-through of higher energy costs.

In the first quarter of 2004 economic activity continued to expand
rapidly (4.4 per cent on an annualized basis) under the impulse of
consumption. The recovery in investment continued, although at a slower
pace than in the second half of 2003. Therisein consumption was sustained
by an acceleration in wages and salaries. Capital accumulation continued to
be driven amost entirely by investment in information and communication
technology. Boosted by defence spending, public expenditure made a
significant contribution to growth.
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Based on the provisional results for the first quarter, if growth were
to stall in the next three quarters GDP for the year would be 3.1 per cent
higher than in 2003. Similarly, labour productivity in the non-farm business
sector, which increased rapidly in 2003 and posted afurther annualized rise
of 3.5 per cent in thefirst quarter of 2004, would be up by 2.8 per cent year-
on-year even if it were to remain unchanged for the next three quarters.

Japan. — Economic activity in Japan, which has been recovering since
the second half of 2002 under the impulse of exports, strengthened in 2003,
sustained by the expansion in investment. Output increased by a surprising
2.5 per cent, the fastest rate since 1996. All of the components of demand
made a positive contribution to growth. The largest came from investment
and the external sector, at 0.8 and 0.7 percentage points respectively;
private consumption contributed 0.5 points.

Export growth, which accelerated from 8 to 10.1 per cent in 2003, was
fueled by demand in other Asian countries, especialy China. The largest
increases came in information and communication technology (12.9 per
cent) and other capital goods (17.1 per cent).

Corporate investment, which had stagnated in the 1990s, began to rise
in the second quarter of 2002 after two years of contraction. In 2003 private
non-residential investment increased by 9.3 per cent, while residential
investment was virtually unchanged; public investment declined. Overall,
fixed capital formation increased by 3.1 per cent.

Therecovery in private investment was stimulated by theimprovement
in corporate profitability, which was partly attributable to the restructuring
of production carried out in the late 1990s. Between 1997 and 2003 there
was a decrease more than 2 million payroll jobs; the use of more flexible
employment contracts spread; personnel costs decreased by 6 per cent.
Profits at non-financial corporations, which had fallen in the two previous
years, increased by an average of 12 per cent in 2003.

Firms financial Situation also improved. During the 1990s they
reduced their recourse to new liabilities, partly in connection with the sharp
slowdown in investment. Since 1998 they have had a positive net financial
position, which has helped reduce the large debt burdens accumulated in
the second half of the 1980s.

Despite a worsening decline in working households' real disposable
income (down 2.2 per cent, after a 1.3 per cent decrease in 2002), private
consumption continued to increase, albeit slowly (0.8 per cent in 2003).
Consumption has increased more than disposable income, significantly
reducing the household saving rate since the end of the 1980s. One of the



highest among the industrial countries in that decade, the rate is now just
over 6 per cent, lower than in Germany, France and Italy.

The strengthening of consumption in the second half of 2003
reflected the improvement in household confidence and the stabilization
of employment, which declined by just 0.2 per cent for the year, compared
with a contraction of 1.3 per cent in 2002. Owing to the concomitant
reduction in the labour force the unemployment rate averaged 5.3 per cent,
similar to the level in 2002.

In 2003 the decline in consumer prices gradually slowed from 0.9 to
0.3 per cent and that in producer prices from from 2.1 to 0.8 per cent.

In the first quarter of 2004 economic activity continued to expand at a
rapid annual rate of 6.1 per cent, led by all the main components of demand.
The Tankan survey conducted in March found that large and medium-sized
manufacturing firms expect to increase investment significantly (by 7.8 and
9.3 per cent respectively) in the new fiscal year, which began in April.

United Kingdom. — In the United Kingdom economic activity gathered
pace over the course of 2003, accelerating from year-on-year growth of
1.6 per cent in 2002 to 2.2 per cent. Domestic demand was buoyed by
private consumption, which expanded at an annualized rate of 3.4 per cent
in the second half of the year, and the continuation of growth in residential
investment (10.1 per cent). Household spending on durables and housing
was financed not only by an increase in disposable income but also by a
sharp rise in debt.

Employment rose by about 1 per cent in 2003, mainly attributable to
the increase in self-employment. The unemployment rate fell below 5 per
cent in the final months of the year, its lowest level since 1975, but wage
growth remained subdued.

Consumer price inflation excluding mortgage interest, which until last
December was the monetary policy target variable, fell from 3 per cent in
February 2003 to 2 per cent in April 2004.

Economic policiesin the United States, Japan and the United Kingdom

Monetary policies. — In the United States, amidst uncertainty about
the strength of the recovery, at the end of May 2003 the Federal Reserve
modified itsassessment of risks, assigning greater weight to afurther decline
ininflation fromitsalready low level. On 25 Junethe Fed lowered its target
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for thefederal fundsrate by 0.25 pointsto 1 per cent. Since thefinal months
of 2003, as with the pick-up in economic activity, the Fed has significantly
attenuated the emphasis on the risk of deflation in its statements, making a
restrictive turn in the monetary policy stance seem more and more likely.
At the start of May 2004 the Federal Open Market Committee judged the
upside and downside risks to price stability to be equal and intimated that
the tightening of monetary conditions would be gradual.

At the end of March 2004 the yield curve implied by futures contracts
indicated that investors expected an initia increase of 0.25 points in the
target rate in the last quarter of the year. The rise in payroll employment in
the first few months of 2004, announced at the beginning of April, prompted
the markets to revise their expectations concerning the timing of a monetary
restriction, fostering a rapid increase in yields on long-term corporate and
government bonds and in mortgage interest rates. Theyield curve implicit in
futures contracts shifted progressively upwards, signaling that investors were
now discounting an increase of 0.25 pointsin the target rate in June.

In Japan the continuing decline in consumer prices, albeit at a more
moderate pace, prompted the Bank of Japan to intensify measuresto expand
liquidity in order to bring inflation back above zero and keep it there. The
target for financia institutions' current account balance with the central
bank was raised repeatedly from ¥15-20 trillion at the end of 2002 to
¥30-35 trillion in January 2004. The overnight rate remained close to zero.

Monetary base continued to expand rapidly in 2003 (13.5 per cent).
A contributory factor was the central bank’s incomplete sterilization of
the substantial purchases of dollars that it carried out in order to counter
the appreciation of the yen. However, the growth of the broad monetary
aggregate (M2 + CDs) remained slow; the 12-month rate of change of 1.5
per cent registered in 2003 did not change significantly in the first few
months of 2004. Credit to the private sector, even including written-off
uncollectible claims, continued to decline, falling by 1.9 per cent in 2003.

Theresultsof banksfor the half-year from April to September, released
in February 2004, were better than expected. Profits rose significantly
thanks to an exceptional refund of local taxes and the good performance of
the stock market. Bad |oans decreased sharply; net of loan loss provisions,
they totaled ¥31.6 trillion at the end of September, equal to 7.3 per cent of
total lending and 1 percentage point less than a year earlier. The decline
was greatest at the larger banks.

In the United Kingdom the slowdown in domestic demand in the
first half of 2003 in a context of considerable uncertainty led the Bank of
England to reduce its reference rate in two steps, by atotal of 0.5 points,
to 3.5 per cent. Monetary policy subsequently became |less accommaodating



with a view to dampening inflation, which athough in decline remained
above the target level during the year, and to containing the additional risks
associated with the risein household debt. The reference rate was increased
in November 2003 and in February and May 2004, to 4.25 per cent.

Fiscal policies. — In the United States the federal budget deficit in the
fiscal year ending in September 2003 rose to $375 billion, equal to 3.5 per
cent of GDP. The general government deficit increased to $501 billion, or
4.6 per cent of GDP. Theincrease of about $220 billion in the federal deficit
stemmed from a decline of $71 hillion in revenues, mainly attributable to
personal income tax cuts approved by Congress in May 2003, and an
increase of $147 billion in expenditure, over half of it associated with
higher discretionary spending, largely to finance military operations in
Irag.

Developmentsin US public financesin 2003 continued the trend under
way since the start of the decade. Between 2000 and 2003 government
revenues declined from 20.9 to 16.5 per cent of GDP, while discretionary
spending rose from 6.3 to 7.6 per cent. The result was a deterioration of
about 6 percentage points in the budget balance, which swung from a
surplus of 2.4 per cent of GDP to adeficit of 3.5 per cent. At the sametime
federal debt held by the public, which at the end of fiscal 2001 amounted
to 33.1 per cent of GDP, the lowest level since 1983, gradually increased to
36.1 per cent at the end of fiscal 2003.

In March 2004 the Congressional Budget Office estimated that the
federal deficit would rise to 4.2 per cent of GDP in fiscal 2004 as the full
effects of the tax cuts and increased defence spending approved in 2003
unfold. The reduction in taxes on dividends and capital gains will have a
sizeable impact.

The budget proposals for 2005-2014 presented by the Administration
in February this year envisage areduction in discretionary expenditure and
the extension of the tax cuts approved between 2001 and 2003 beyond their
current expiry date. The Congressional Budget Office calculates that the
plan would reduce but not eliminate the deficit.

In Japan fiscal policy remained expansionary in 2003. The OECD
estimates that despite faster-than-expected growth the budget deficit,
including the social security balance, remained at about 8 per cent of GDP, the
same asin 2002; on acyclically adjusted basisit increased by 0.5 percentage
points. At the end of 2003 gross public debt amounted to about 155 per cent
of GDP, compared with 147 per cent in 2002, very high by comparison with
debt levelsin theindustrial countries over the last 30 years.
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For the fiscal year starting in April 2004 the budget law keeps overall
expenditure virtually unchanged in nominal terms. The reduction, for the
second year in arow, in spending on education and public investment will
be offset by an increase in pension outlays, atrend that has been under way
for some years in response to the ageing of the population.

In the United Kingdom too fiscal policy remained strongly
expansionary. In the fiscal year ending in March 2004, the public sector
deficit increased from 2.2 to 3 per cent of GDP, partly owing to an increase
in current expenditure. Other factors included higher spending on public
infrastructure, which has increased from 0.5 to 1.4 per cent of GDP over
the last three years. Net public debt increased from 30.8 to 32.7 per cent of
GDP between March 2003 and March 2004.

Developments and economic policies in the new EU member states

Economic activity in the ten countries that joined the European Union
on 1 May this year strengthened on average, with growth accelerating
from 2.4 per cent in 2002 to 3.6 per cent last year. The positive growth
differential vis-a-vis the other EU members widened sharply. The gains
were greatest in the Baltic countries, the Slovak Republic and Poland,
whose living standards, gauged by per capitaincome, are more than 50 per
cent lower than the Community average.

In 2003 the main stimulus to growth in nearly all of these countries
continued to be imparted by private consumption, which expanded by
more than 4 per cent in connection with rising real wages and increasing
household debt. The acceleration in economic activity with respect to 2002
was mainly due to the gradual recovery in investment, which expanded
by 1.9 per cent after contracting for two years. The pronounced pick-up
in merchandise exports (from 6.5 to 11.7 per cent), especialy in Poland
and the Slovak Republic, was accompanied by an overall acceleration in
imports, which expanded by 9.3 per cent. As aresult, net foreign demand
made a negative contribution to growth in most of these countries.

Although demand in the euro area has been virtually stagnant in the
last three years, merchandise exports by the new EU members grew by an
annual average of 9 per cent. These countries gain in market sharesin the
euro area is attributable to the rapid improvement in the competitiveness
of their economic systems thanks in part to substantial foreign direct
investment since the mid-1990s.

While nearly al the new members have made significant
macroeconomic progressin thelast threeyears, their public financesremain



a problem. In addition, with the robust expansion of domestic demand in
recent years, they have continued to run external current account deficits
(3.7 per cent of GDP in 2003 for the group as awhole).

Developments and economic policiesin other emerging countries

In 2003 the emerging Asian economies once again posted strong
growth despite the adverse impact of the SARS epidemic in the spring.
Activity was driven by exports, especially of information technology
goods, and in a number of countries by domestic demand as well. For the
area as a whole (which includes the recently industrialized economies of
South Korea, Hong Kong, Singapore and Taiwan) growth accelerated from
6.2 t0 7.2 per cent.

In China the growth rate rose from 8 to 9.1 per cent, the highest
since 1997. The expansion was fueled by a massive rise in investment
(27 per cent at current prices), especialy in the automobile sector,
steel and construction. Trade aso increased at an exceptionally rapid
rate: growth in exports, which came to 35 per cent in value terms, was
outpaced by the still faster expansion in imports (40 per cent). The inflow
of foreign direct investment remained substantial, at about $50 billion,
as in 2002. Growth accelerated even further in the first quarter of 2004,
to 9.7 per cent on the year-earlier period, and investment jumped by 43
per cent in value. The sharp expansion in imports (42 per cent), together
with the dlight slowdown in exports (to growth of 34 per cent) caused
a pronounced deterioration in the trade deficit with respect to the same
guarter of 2003.

Bank credit, which expanded by 21 per cent, provided a strong boost
to capital formation in 2003. A contributory factor was the abundance
of liquidity, despite the authorities’ efforts to sterilize the monetary base
created by the build-up of official reserves. In order to absorb liquidity,
the authorities tightened the monetary policy stance and took measures to
improve the balance sheets of the major banks.

In Indiathe opening of the economy to international merchandisetrade
and foreign direct investment continued. The strong growth in services,
especialy those linked to information and communication technology,
and the rapid increase in agricultural output, which is the main source of
income for about two thirds of the population, fostered GDP growth of 7.2
for theyear asawhole, up from 4.6 per cent in 2002. Despite average output
growth of 6.1 per cent over the last decade, per capita GDP calculated on a
purchasing power parity basis remains comparatively low, at just over half
the level of the other developing countries in the region.
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Thanksin part to the increase in domestic demand, output accelerated
in most of the other developing countries in the area, with growth rates
ranging from 4.2 per cent in Indonesiato 6.7 per cent in Thailand. In the
newly industrialized economies of Hong Kong, Singapore, South Korea
and Taiwan growth diminished in 2003 despite the expansion of exports,
owing to the slowdown in domestic demand.

In Latin America economic activity strengthened almost everywhere
in 2003 after two years of stagnation, benefiting above all in the second
half of the year from the recovery in world trade and the improvement in
the terms of trade generated by the rise in the prices of raw materias, of
which the area’s countries are magjor producers. Regional GDP, which had
been unchanged in 2002, expanded by 1.7 per cent last year, with growth
unevenly distributed among the various countries.



THE INTERNATIONAL FOREIGN EXCHANGE
AND FINANCIAL MARKETS

The weakening of the dollar that had begun in early 2002 intensified
in 2003. At first thiswas partly areflection of the uncertainty surrounding
the timing and strength of the recovery in the United States, to some
extent attributable to international political tensions, while later it was
mainly connected with growing concern about the size of America’s
net external debt, which rose to more than 25 per cent of GDP. The
depreciation was sizable against the euro and, from September onwards,
also against the yen, considerably less pronounced against the currencies
of other Asian countries, whose authorities countered the appreciation
of their currencies with massive purchases of dollars in the foreign
exchange market. In Latin America, the rise in foreign exchange reserves
was mainly due to the need to build them back to the levels where they
had been before the currency crises. In the first few months of this year
the dollar ceased to fall against the euro, recouping considerable ground.
The turnaround appears to be partly the consequence of the progressive
strengthening of economic activity in the United States, set against its
persistent weakness in the euro area. By contrast, the yen continued to
strengthen up to the end of March.

The already strongly expansionary stance of monetary policiesin the
three major areas was further relaxed, fostering a large increase in global
liquidity. The monetary aggregates, and narrow money in particular, grew
rapidly, as did bank deposits held by non-resident households and firms.
In the major economies, real short-term interest rates have been negative
from the start of 2003; real long-term rates remained low until April of this
year.

The abundance of liquidity and the expectations that it would persist
for some time favoured portfolio reallocation by investors, who shifted
funds into higher-yielding instruments, thereby helping to keep the yields
on the government securities of the industrial countries at historically
low levels. The reduction in risk premiums involved all financial assets
and borrowers of varying quality and belonging to different geographical
areas. The current and expected improvement in corporate profitability
helped to boost corporate bond prices and, from the spring of last year, as
international political tensions subsided, share prices aswell. The prices of
bonds issued by emerging countries rose as the underlying conditions of
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their economiesimproved. The reduction in mortgage lending rates buoyed
house prices.

Therise in asset prices contributed in varying degree to strengthen the
financial position of households, firms and financia intermediaries in the
industrial countries and sovereign issuers in the emerging countries.

This upward movement of asset prices has halted since the start of
this year, partly as a consequence of growing expectations of an imminent
inversion of US short-term interest rates. Credit spreads have widened since
January, more moderately for corporate bonds, more markedly for emerging
countries securities. The raly in equities was interrupted in February and
government bond yields have increased since the middle of March.

Foreign exchange and financial marketsin theindustrial countries

During the first half of 2003 the US dollar depreciated by 8 per cent
against the euro and by between 14 and 20 per cent against the Canadian
dollar, the Australian dollar and the currencies of the major Latin American
countries, while it remained virtually unchanged against sterling, the yen
and the currencies of the emerging Asian countries (Figure 1). The latter
and Japan resisted the upward pressure on their currencies with massive
intervention in foreign exchange markets; in particular, China, Hong Kong
and Malaysia, among the main trading partners of the United States, kept
their exchange rates pegged to the dollar.

After strengthening temporarily during the summer, between
September and January 2004 the dollar weakened again, this time
against the yen as well. It slid further after the finance ministers and
central bank governors of the G-7 countries issued a communiqué
recommending greater exchange rate flexibility in order to foster
adjustment of the principal areas’ external account imbalances.
The dollar’'s fall during this period was considerable, ranging
between 9 and 13 per cent, not only against the euro but also
vis-a-vis sterling and the yen. By contrast, its value remained virtually
unchanged against the currencies of the emerging countries of Asia
and Latin America, whose authorities stepped up their purchases of
dollars.

In thefirst two months of 2004 the dollar stabilized against the euro; on
12 January and 17 February it touched its minimum values, close to $1.29
per euro. In the G-7 summit held in Florida on 7 February, the authorities
called for greater flexibility of the exchange rates of the currencies that had



not yet strengthened significantly against the dollar, and expressed concern
for the excessive variability of exchange rates. In their Washington summit
in April they reiterated these positions.

Figure 1
BILATERAL NOMINAL EXCHANGE RATES
OF THE MAIN CURRENCIESAND INDICATORS OF COMPETITIVENESS
(monthly averages)
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In the second half of February the dollar turned upwards against
the euro, gaining 7 per cent from then to mid-May. By contrast, the
downward pressure vis-a-vis the yen continued until the end of March and
was countered by interventions by the Japanese authorities, whose dollar
purchases from the beginning of January to the middle of March amounted
to around 80 per cent of those madein 2003 asawhole. Thedollar remained
practically unchanged against the currencies of the emerging countries of
Asia. In nominal effective terms it has appreciated by 4 per cent since
January, after depreciating by 8.8 per cent in 2003.

A strong upswing began on all the main international stock marketsin
March 2003 and lasted until February of this year. From March 2003 and
to mid-May 2004, the Dow Jones Industrial Average index gained around
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32 per cent and the technology-heavy Nasdag 100 index almost 50 per
cent. Share prices benefited not only from abundant liquidity, but also, in
the first half of the year, from the lessening of international tensions and,
afterwards, from the improvement in the current and prospective earnings
of listed companies as the cyclical upturn gathered strength, especialy in
the United States and Japan.

The rise in share prices was accompanied by an increase in initial
public offerings and a decline in price volatility. In the United States the
number of newly-listed companies rose from 9 in the first half of 2003 to
78 in the second; in the first four months of 2004 it was equal to 51. Both
actual volatility and that implied by stock index options, which had been
very high until the eve of the war in Irag, decreased rapidly and have been
very low since the end of 2003.

Ten-year US Treasury bond yields, which in 2002 had fallen sharply
to the historically low level of 4 per cent, remained at that level on average
in 2003, but with pronounced fluctuations in the middle part of the year.
Massive purchases by non-residents helped to contain the yields on long-
term paper; from the start of 2002 to the fourth quarter of 2003, the share
of Treasury securities held by non-residentsrose by more than 7 percentage
points to 44.6 per cent, of which more than half was held by foreign
authorities.

This year long-term yields dipped temporarily to 3.7 per cent in
the first half of March, in connection with disappointing employment
growth. Subsequently, they turned upwards at the first signs of a pick-up in
employment and inflation. In mid-May they stood at 4.8 per cent.

In 2003 long-term yields in the United States remained low in real
terms aswell. Although they rose dlightly in the course of the year, in April
2004 interest rates deflated with long-term inflation expectations surveyed
by Consensus Forecasts stood at 2 per cent, well below the US economy’s
potential growth rate.

Notwithstanding the serious accounting irregularities that came to
light in 2002 in the case of Enron and other high-capitalization companies
and the consequent blow to confidencein the corporate governance system,
investors' propensity to purchase corporate bonds was rapidly restored,
thanks not least to the prompt tightening of some provisions of company
law. The reduction in the risk premiums for corporate bonds that began in
2002 grew much more marked in 2003, in response not only to abundant
liquidity but also to theimprovement in corporate balance sheets. Compared
with the peaks reached in 2002, the yield differential between bonds issued
by firms rated BAA and government securities narrowed by amost 3
percentage points and in mid-May 2004 was equal to 0.8 points; for high-



yield firmsthe differential narrowed by 7 points, to about 3 points. Over the
same period the cost of finance for the two classes of firms decreased by 2
and 6 percentage points to 5.6 and 8.3 per cent respectively.

In Japan, where economic activity continued to expand in 2003 at an
unexpectedly rapid rate, the stock market turned bullish last May, with
the Nikkei 225 index gaining 44 per cent since then. The rise was even
larger for bank shares, which more than doubled over the same time span
following the improvement in their earnings and balance sheets. The faster
expansion of liquidity and the monetary authorities’ commitment to pursue
this policy until the inflation rate is consistently positive helped to keep
the yields on government securities at very low levels. In the second half
of 2003 a redllocation of investors' portfolios led to a rise in government
bond yields; ten-year yields, which in the first six months of the year had
averaged 0.7 per cent, stabilized at around 1.3 per cent in September before
moving slowly upwardsto stand at 1.5 per cent in mid-May 2004.

International derivatives markets experienced a surge in 2003. The
acute political tensions in the early months of the year and, subsequently,
the high degree of uncertainty about the stance of US monetary policy,
which caused bond prices to fluctuate sharply, generated substantial
demand for hedges with derivative instruments. There were large increases
in volumes of interest rate options and futures on three-month Euromarket
depositsin dollars and euros and on US and German government securities.
The notional value of exchange-traded options and futures, nearly all of
them based on interest rates, rose by 71 and 33 per cent respectively; the
amount outstanding grew to $23 trillion for options and $13.7 trillion
for futures. Growth had been similarly rapid in 2001, at the start of the
monetary expansion by the Federal Reserve, and at the end of the same
year, following the terrorist attacks in the United States. In that year the
notional value of exchange-traded derivatives grew by 67 per cent.

As in 2002, investors again made ample recourse to techniques for
transferring credit risk. Among the instruments used, credit derivatives,
consisting almost entirely of credit default swaps, are those spreading
most rapidly in over-the-counter markets. According to estimates by the
International Swaps and Derivatives Association, in 2003 the amount of
credit default swaps outstanding rose by 64 per cent to nearly $3.6 trillion.

Foreign exchange and financial marketsin the emerging countries

The currencies of the three largest new members of the European
Union — Poland, the Czech Republic and Hungary — came under different

29



30

degrees of downward pressure partly in connection with their exchange
rate regimes. In the Czech Republic, which achieved a higher degree of
economic convergence, conditions remained broadly stable. From the
beginning of 2003 to April 2004, the koruna depreciated by 4 per cent
against the euro; the short-term interest rate differential with the euro
has been virtually nil since the second half of 2002. In Poland the zloty
continued to weaken, depreciating by 16 per cent from the beginning of
2003 to April 2004 owing in part to fears engendered by the deterioration
of the public finances; the short-term interest rate differential with the euro
remained stable at around 3 percentage points. In Hungary, whose currency
is pegged to the euro with a fluctuation band, the authorities resolutely
countered the heavy speculative pressure that developed after a limited
downward adjustment of the forint’s central rate was announced in June;
in the weeks that followed the central bank raised reference interest rates
by 3 percentage pointsto 9.5 per cent. In November, in the face of renewed
downward pressure on the currency, the authorities raised interest rates by
another 3 points to 12.5 per cent. In the first few months of this year the
speculative pressure abated and the forint stabilized. Reference rates were
lowered by 100 basis points. Overall, from the beginning of 2003 to April
2004 the forint depreciated by 6 per cent.

InAsia, theyield differential between dollar-denominated government
securities and the corresponding US securities widened to as much as 4.5
percentage points in the early part of the year as the international political
situation deteriorated. The spread began to narrow in the middle of March,
decreasing to 3.1 points by October before widening slightly to the current
3.8 per cent. The economic upswing benefited Asian share markets, which
registered strong gains: from the beginning of 2003 to mid-May 2004,
these ranged from 22 per cent in Malaysiato 70 per cent in Thailand. The
exchange rates of the currencies under a “managed float” changed very
little. Hong Kong, Malaysia and China continued their policy of pegging to
the dollar; in China the authorities are weighing the possibility of making
the exchange rate regime more flexible, partly with aview to better control
of domestic liquidity.

In Brazil, thanks to rigorous macroeconomic and structural policies,
the yield differential between dollar-denominated government bonds
and the corresponding US Treasury securities narrowed further in 2003,
continuing a trend that began in the autumn of the previous year. From
the start of 2003, when the new government took office, the differential
contracted by more than 10 percentage points to the historically low level
of 4.1 percentage points at the turn of this year. It subsequently widened,
partly in response to the possibility of aless accommodating US monetary
policy. In mid-May it was equal to 7 points. The exchange rate of the



Brazilian real against the dollar gained around 20 per cent in the first four
months of last year and stabilized thereafter at around 2.9 per dollar. In
December the IMF extended the time limits for repaying the loan it had
granted Brazil in September 2002 and increased the amount.

In Turkey, uncertainty connected with the war in Iraq caused the yield
differential of dollar-denominated government securities to widen by 6
percentage points in the early months of 2003. From April 2003 onwards
the differential gradually narrowed, thanks in part to the improvement in
economic conditions and the financial support granted by the IMF and the
United States, and notwithstanding the grave terrorist attacksin November.
After reaching aminimum of 2.3 pointsin April of thisyear, the differential
began widening again. In mid-May it stood at 5 points. The Turkish lira
appreciated by 25 per cent against the dollar from the beginning of 2003 to
the middle of March 2004; since then it has lost 15 per cent.

In 2003 the IMF slowed down the pace of its lending to member
countries and strengthened its preventive action based on surveillance. On
the crisis resolution front, after shelving the idea of normative intervention
to be implemented through an international treaty (the Sovereign Debt
Restructuring Mechanism, SDRM), the international official community
turned towards more market-oriented solutions. In this context, efforts
continued to promote contractual forms that facilitate group representation
of private creditors and prevent legal actions being brought by minorities
of creditorsin the debt restructuring process. In addition, discussions began
on the development of a“code of conduct” for creditors and borrowers in
sovereign debt restructuring negotiations, to be implemented on avoluntary
basis.

31



32

INTERNATIONAL TRADE AND THE BALANCE OF PAYMENTS

Trade and the prices of raw materials

The growth in world trade under way since 2002 quickened in the
second half of last year, fueled mainly by the acceleration in economic
activity in the United States and Asia. Trade in goods and services at
constant prices, after stagnating in 2001 and rising by 3.1 per cent in 2002,
increased by 4.5 per cent, below the average annual rate of expansion over
the past decade (6.5 per cent).

For goods aone, the annua growth in the volume of trade picked
up from 3.1 to 5.2 per cent last year, driven by the upturn in the world
investment cycle. This impetus was accompanied by growing demand,
especialy from the emerging countries of Asia, for energy sources and
industrial raw materias. Asthe supply of these productsisrelatively rigidin
the short term, their prices rose, particularly in the second half of the year.

The countries of Asia, Japan included, again registered a much larger
increase in exports than the other leading countries and regions. Given
the high degree of trade integration within the region, this rapid growth
reflected the pick-up in economic activity, especialy in China and Japan.
Some impetus derived from the strengthening of the international cyclein
the high-tech goods sectors, where the countries of the region are major
exporters. Exports of the Asian countries also continued to be favoured
by strong price competitiveness, which they preserved by pegging their
currencies to the dollar.

The export upturn also involved the United States in 2003, thanks to
the cumulative gains in competitiveness over the past two years, aswell as
the devel oping countries of the other regions, which as net exporters of raw
materials also benefited from an improvement in the terms of trade.

For the third consecutive year the exports of the euro-area countries
dowed down, owing mainly to the performance of sales outside the area,
which suffered from the appreciation of the euro. The exports of the countries
of Central and Eastern Europe, by contrast, increased strongly, reflecting the
advancing integration of their economies with those of the EU members.



The advanced countries' imports of goods and services at constant
prices grew by 3.5 per cent in 2003, compared with 2.3 per cent in 2002.
Against the weak increasein the euro area (1.7 per cent, after acontraction
of 0.1 per cent in 2002), US and Japanese imports rose by 4 and 4.9 per
cent respectively compared with 3.3 and 2 per cent in 2002, propelled by
faster growth in domestic demand. The accel eration of importsin the newly
industrialized economies of Asia to growth of 8.9 per cent reflected the
high level of activity in the export-oriented manufacturing sectors.

The United States suffered a deterioration of 1.7 per cent in the terms
of trade for goods and services in 2003, owing to the depreciation of the
dollar and the rise in raw materia prices. The euro-area countries’ terms
of trade for goods and services improved by 0.8 per cent despite higher
energy prices, thanks to the appreciation of the currency. The oil-exporting
developing countries and exporters of other raw materials saw their terms
of trade improve for the second consecutive year. In Latin America the
gain was 3.5 per cent, in Africa 1.6 per cent and in the Middle East 0.8 per
cent. The developing countries of Asia, whose currencies are still pegged
to the dollar and which are net importers of raw materials and exporters of
manufactures, experienced a deterioration of 1.6 per cent.

The fifth ministerial meeting of the World Trade Organization in
Cancun in November ended without an agreement. The planned accord
would have sanctioned the progress in the trade liberalization talks begun
at Doha in 2001. The meeting’s failure therefore dimmed the prospects
for arapid conclusion of the talks, which had originally been expected for
the end of 2004. The Washington meetings of the economic ministers of
the leading industrial countries this April also underscored the importance
of breaking the deadlock and emphasized the agreement’s potential
contribution to long-run world trade and economic growth.

The acceleration of economic activity and the weakening of the dollar
accentuated the rise in raw material prices that began in 2002. The indexes
of the dollar prices of oil and non-energy raw materials rose respectively
by 15.8 and 7.1 per cent on average for the year, compared with 2.5 and
0.5 per cent in 2002. The increase for non-energy materials was due above
all to higher world metal prices (arise of 11.9 per cent in 2003, compared
with afall of 12.5 per cent over the previous two years), which are more
cyclically sensitive.

In order to avoid aworsening of their terms of trade, the raw-material-
producing countries generally sought to offset the depreciation of the
dollar over the past two years with increases in the dollar prices of their
commodities. Strengthening world demand in the past year drove the
dollar prices of metals sharply upwards. Overall, they rose by 47.8 per cent
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between April 2003 and April 2004. Expressed in SDRsin order to correct
for the depreciation of the dollar, the rise in the index of metal prices was
no sharper than those recorded in comparable cyclical upswings in world
industrial activity in the past.

Oil prices neared an average of $29 a barrel for 2003 (as an average of
the three main grades), $4 more than in 2002. Prices surged further early
in 2004, reaching $34 a barrel in March. A factor in the rise was OPEC's
decision to lower its output target as of 1 April. On 20 May the average price
for the three main grades was $38.50 a barrel. Futures contracts for WTI
grade oil traded on NYMEX on that date indicated that prices should come
gradually down from their current level of $41 to below $38 by the start of
2005. Therise in prices over the past three quarters has been due in part to
persistent supply strains in connection with the crisisin the Middle East.

Balance-of -payments developments

International payments disequilibria worsened in 2003, continuing
the previous year’s tendencies (Table 2). The US current account deficit
widened from $481 hbillion to $542 billion or from 4.6 to 4.9 per cent of
GDP, due to persistently faster growth in domestic demand in the United
States than in the other |eading economies.

As the US deficit increased, the current account surplus of the Asian
economies as a group rose from $251 hillion to $268 billion, thanks to
highly favourable developments in trade volumes; the surplus of the oil-
exporting countries al so expanded, reflecting their improved terms of trade.
By contrast, the euro area's surplus contracted by nearly half, despite the
slowdown in economic activity.

Among the emerging areas with structural external account
disequilibria, the countries of Central and Eastern Europe saw an increase
in their deficit from 3.3 to 3.9 per cent of GDP. Latin America as awhole,
by contrast, had its external account in balance for the first time in more
than forty years.

The international competitiveness of US products (the change in the
real effective exchange rate as gauged by producer prices) improved by an
average of 4.3 per cent in 2003 as the dollar depreciated. The overall gain
of 7 per cent between 2001 and 2003 is still modest, however, compared
with the loss of 19.3 per cent registered between 1996 and 2001. The euro
area’'s competitiveness slid by 10.9 per cent last year, mainly because of the
sharp appreciation of the euro, bringing the cumulative deterioration since
2000 to 18.4 per cent. Japan’s competitiveness improved again, although



less than in 2002, reflecting favourable relative price developments. The
effective exchange rate of the yen was substantially unchanged.

Table 2
CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS
OF THE MAIN COUNTRIES
Billions of dollars As a percentage of GDP

2000 2001 2002 2003 2000 2001 2002 2003

Advanced countries

United States ........cccocceeeneen. —411.5|-393.7 |-480.9 |-541.8 —-4.2 -3.9 —4.6 -4.9

Japan ..o 119.6| 87.8| 112.8| 136.4 25 21 2.8 3.2

Euroarea .......cccccvvveeeeenninnns -62.3| -15.1 53.0 30.8 -1.0 -0.2 0.8 0.4
Newly industrialized Asian

economies (NIES) (1) ........ 414| 520| 636| 865 3.8 5.1 5.9 7.6

of which: South Korea ...... 12.2 8.0 5.4 12.3 2.4 1.7 1.0 2.0
Developing and emerging

countries

Latin America .......cccccevveernnnen. -47.0| -545| -15.8 3.8 —2.4 -2.9 -0.9 0.2

of which: Argentina ........... -9.0( -39 9.6 79| -32| -15 10.4 6.1

Brazil ......... —24.2| -23.2 7.7 4.1 -4.0 —4.6 -1.7 0.8

Mexico -18.2| -18.2| -14.1 -9.2 =-3.1 -2.9 2.2 -15

Venezuela ......... 121 21 7.4 9.6| 10.0 1.6 79| 113

ASIA i 454 38.1 68.1 61.8 2.1 1.7 2.8 2.3

of which: ASEAN-4 (2) 32.1 21.7 26.2 29.1 7.3 52 5.6 55

China .......c........ 20.5 17.4 35.4 29.6 1.9 1.5 2.8 2.1

India ....oooovveennn 5.1 -0.8 4.8 3.0 -1.1 -0.2 1.0 0.5

Middle East ........ccccovvvierrnnnne. 69.6| 38.1| 29.0 51.7| 11.0 5.9 4.6 7.3

Central and Eastern Europe (3) | -31.7| -14.8| -22.2| -31.7| -5.2| -25| -33| -39

RUSSIA vvviiiieeececiiieeee e,
46.8 33.9 29.5 35.9 18.0 111 8.5 8.3

Memorandum items:
Oil-exporting emerging
and developing countries... 99.6| 48.7| 34.1| 627 134 6.4 4.7 7.6

Japan, NIEs and Asian
developing countries ......... 206.5| 209.6 | 251.4| 267.8 2.6 2.8 34 3.3

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.

Net capital flows to emerging countries and emigrants remittances

Net private capital inflows to emerging countries increased markedly,
from $47 billion in 2002 to $131 hillion last year, the highest level since 1997
(Table 3). On the other hand, net officia financing, after falling to practically
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nil in 2002, turned negative by $7 billion. The increase in private financing
was prompted not only by the exceptionally low interest ratesin theindustrial
countries but also by the general strengthening of activity in the emerging
economies, especialy those in Asia, buoyed by the recovery in exports.

International bank lending grew for the first time since 1996. The
return of bank capital to the emerging economies, especially those of Asia,
was based in part on theimprovement in the quality of those countries’ debt
over the past five years. This positive development reflected strengthening
external accounts, the decreasing proportion of short-term foreign debt and
the build-up of foreign exchange reserves.

The net inflow on account of “other investment”, which includes
bank lending, came to $99 billion in 2003, compared with $6 billion in
2002; over the previous five years, this item had produced substantial net
outflows. The net “other investment” inflows to the emerging countries of
Asia rose from $29 billion to $93 hbillion, driven by strongly expanding
demand for credit, especialy in South Korea and China.

Net direct investment inflows, still the main source of external finance
for the emerging economies, diminished for the second consecutive year,
from $139 billion to $119 billion. They were again affected by the decline
in international merger and acquisition activity that began in 2001. A
significant share ($47 billion) went to China.

There were overall net portfolio investment outflows of $88 hillion,
despite an improvement in the bond segment.

Net private capital inflows to Latin America remained modest at $12
billion ($9 billionin 2002). An improvement in the portfolio segment, which
benefited from the resumption of bond issues, was countered by a decrease
in net direct investment inflows from $40 billion to $30 billion, reflecting the
completion of the privatization programmes begun in the 1990s.

Net private capital inflows to the countries of Centra and Eastern
Europe remained unchanged at $44 billion, with a further gradual shift
from direct investment to different forms, notably “other investment”. In
the countries of the former Soviet Union net private capital inflows were
positive, abeit only dlightly, for the first time since 1998, owing in part to
alet-up inresidents’ capital flight.

Given the significant increase in net capital inflows and the broad
improvement in current accounts, emerging countries recorded an increase
of $364 hillion in official exchange reserves in 2003, after the gain of
$196 billion in 2002. Again, the bulk involved the Asian countries, which
accumulated $245 billion ($158 billion in 2002).



NET CAPITAL FLOWSTO EMERGING COUNTRIES (1)

(billions of dollars)

Table 3

1996 1997 1998 1999 2000 2001 2002 2003
All emerging countries

Net private flows .................. 217.8| 177.6 77.4 86.6 422 20.6 47.0| 131.2
Direct investment .............. 116.0| 144.0| 153.0| 171.2| 175.0| 189.1| 139.3| 119.3
Portfolio investment............ 85.0 62.8 38.4 66.0 6.1| -95.7| -98.6| -87.5
Other investment .............. 16.8| —29.2|-114.0|-150.6|-139.0| -72.8 6.3 99.3

Net official flows................... -5.1 48.3 47.3 6.41 -14.5 25.8 3.3 -7.2

Asia (2)

Net private flows .................. 118.6 34.0| -50.6 2.7 -4.2 10.1 24.8 84.3
Direct investment .............. 53.4 56.5 56.1 66.4 67.4 60.5 53.1 49.3
Portfolio investment............ 32.0 6.3 8.4 56.6 20.1| -544| -57.6| -584
Other investment .............. 33.1| -28.8|-115.0(-120.2| -91.7 4.0 29.3 93.4

Net official flows................... -13.2 25.2 175 1.8 4.0 -2.0 -1.9 -8.6

Latin America

Net private flows .................. 70.4 91.9 78.6 53.2 51.9 26.9 8.5 11.8
Direct investment .............. 39.6 56.9 61.5 65.5 66.4 68.9 39.6 30.0
Portfolio investment............ 47.9 29.2 27.2 4.4 2.9 -7.2| -13.7 2.9
Other investment .............. -17.1 58| -10.1| -16.6| -17.4| -34.7| -17.4| -21.1

Net official flows.........cc........ -7.2 7.3 9.5 -3.4 -9.9 26.3 14.6 18.2

Africa

Net private flows .................. 9.1 4.0 9.1 11.8 1.1 6.5 7.2 9.5
Direct investment .............. 3.6 7.9 6.9 9.8 8.2 23.9 12.3 14.3
Portfolio investment........... 2.8 7.0 3.7 8.3 2.2 -8.8 -0.7 1.8
Other investment .............. 2.7| -10.9 -1.6 —-6.3 -4.9 -8.5 4.4 —6.6

Net official flows................... -3.0 3.3 4.7 35 3.1 1.9 4.2 4.1

Middle East

Net private flows .................. 2.0 9.6 8.4 -79| -249| -16.3| -27.6| -22.9
Direct investment .............. 4.1 5.2 5.1 3.9 7.7 8.1 6.9 8.9
Portfolio investment........... 1.0 2.7 —-6.2 -45| -12.3| -15.8| -19.0| -24.3
Other investment .............. -3.1 7.2 9.5 -7.3| -20.4 -8.6| -154 -7.4

Net official flows................... 7.4 6.7 5.2 6.6/ -11.0 -3.2 541 -11.0

Central and Eastern Europe (3)

Net private flows .................. 25.6 21.8 27.3 34.5 33.4 -1.1 43.8 43.5
Direct investment 10.4 11.6 18.0 21.3 22.9 22.7 23.1 13.2
Portfolio investment. 1.3 5.4 24 4.3 3.6 -0.2 0.7 3.9
Other investment .............. 13.9 4.8 11.8 8.8 6.9| -23.6 20.0 26.4

Net official flows................... -2.8 1.1 -2.0 2.7 6.5 7.2 5.7

Countries of the former Soviet Union (4)

Net private flows ................. -7.9 16.3 4.5 -7.6| -15.1 -5.6 -9.7 4.8
Direct investment 4.9 5.9 5.3 4.3 2.4 5.0 4.2 3.6
Portfolio investment. -0.1 17.6 7.7 -3.0 -6.0 -9.2 -8.2| -13.3
Other investment .............. -12.7 7.2 -8.5 -8.9| -115 -1.3 5.7 14.6

Net official flows.................. 10.9 8.5 9.4 0.1 -3.4 -3.7 -1.1 -4.2

Memorandum item:

Change in reserves (5)

All emerging countries ........ -91.2| -104.1| -34.6| -92.7|-116.9|-113.5| -196.0 | —363.9
of which: Asia ................... -46.1| -35.9| -52.6| -87.1| -60.8| -90.7|-157.8|-245.3

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) Including the newly
industrialized economies (Hong, Kong, Singapore, South Korea and Taiwan). — (3) Including Malta and Turkey. — (4) Including

Mongolia. — (5) A minus sign indicates an increase in reserves.
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With the sharp contraction of private lending to the emerging and
developing countries following the Asian crisis of 1997-1998, for many
of these countries emigrants’ remittances became an important source of
external financing. Estimated at $88 billion in 2002 and $93 hillion last
year, remittances are second only to foreign direct investment as a source of
foreignfinancial receipts. In absoluteterms, remittancesare most substantial
in such important countries as India, Mexico and the Philippines. For 20
countries, remittances are equal to 7 per cent of GDP or more. Remittances
are more equally distributed among the receiving countries than are overall
capital flows. The countries producing the largest flows of immigrants
remittances are the United States, Saudi Arabia, Germany, Belgium and
Switzerland.

The Mediterranean countries; trade and financial relations with
Europe and Italy

In view of the relative lack of knowledge concerning the economies
of the Mediterranean and the region’s banking and financial systems, the
commencement of the Euro-Mediterranean Partnership in Barcelona in
1995 with its plan for afree trade area between the EU and Mediterranean
countries by 2010, the scale of migration to the northern shore of the
Mediterranean, and the region’s proximity to Europe and especially to
Italy, the Bank of Italy undertook a project to gather information on the
economic conditions of the countries of the region as a basis for closer
interaction and cooperation with their central banks.

The economies of the Mediterranean region differ significantly
in stages of development, structure, resources, management models,
demography, and social and political conditions.

Thetotal gross product of the region amounted to about €600 billionin
2002, equal to 6 per cent of the European Union’s GDP. Two thirds of this
output was accounted for by just three countries: Turkey, Israel and Egypt.
Per capita GDP (at purchasing power parities) ranges from just €400 ayear
in the West Bank and the Gaza Strip to over €17,000 in Cyprus. The EU
average is €24,000.

The Mediterranean economies are linked to the advanced countries
by intensive trade relations. The EU is their principal export market and
leading supplier of imports, accounting for about 50 per cent of their
total foreign trade. For the nations of the Maghreb the share is between
60 and 70 per cent, while the bulk of the trade of Egypt, Jordan and Israel
is with the United States or the countries of the Persian Gulf (Figure 2).



For Europe, by contrast, the Mediterranean has a lesser incidence. It is
most important for Italy, accounting for 6 per cent of the country’s foreign
trade, compared with between 3 and 4 per cent for France and Germany.
And finally, the Mediterranean economies are relatively isolated from one
another: intraregional trade in goods and services and financial flows are
not especially sianificant.

Figure 2
THE PARTNERSHIP COUNTRIES TRADEWITH THE EU
(percentage of total foreign trade) (1)
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[—Jexports [ imports ———EU’s average share of total trade (2)

Source: IMF.
(1) In 2002. — (2) Exports plus imports.

The Euro-Mediterranean Partnership has transformed relations
between the European Union and the countries of the region. The
Mediterranean countries are no longer seen as individual trading partners
or recipients of development assistance but as a single area in which
economic transformation and a major financia effort can trigger a process
of accelerated development, exploiting potentia synergy between the gains
of each country and those of the rest of the area. The economic renewal
envisaged by the Partnership has been seriously retarded by a series of
factors — the inadequate commitment of the EU, unfavourable political
developments in the Middle East, Mediterranean governments' lack of
real willingness and ability to engage in the radical economic and social
transformation that the project entailed. In the light of the initial results,
which on the whole have not come up to expectations, review and revision
of the project have become essential.

Nor does the Partnership appear to have produced the hoped-
for advance in economic integration. Since 1995 the Mediterranean
countries' trade with the EU has expanded by 32 per cent, but the EU’s
share of their overall trade has declined. The drive towards a joint effort
has lost momentum. Unless the impetus of the Partnership is renewed,
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there is a danger that only a few countries will manage to find the path
to rapid development. The Mediterranean area could become locked into
a state of perennial backwardness with respect to the transformation and
globalization of the world economy. Given the population growth and
increasing unemployment that characterize the area, this could generate
acute political and social conflict, from whose effects Europe could hardly
be insulated.

An important occasion for discussion of these issues and of the
top economic policy priorities was provided by the first joint Euro-
Mediterranean Seminar between the Eurosystem and the central banks
of the Mediterranean. The gathering, organized by the Bank of Italy and
the European Central Bank, was held in Naples in January 2004. The
participating nations were those of the southern and eastern M editerranean:
Algeria, Cyprus, Egypt, Israel, Jordan, Lebanon, Libya (which has observer
status within the Partnership), Mata, Morocco, the Palestinian National
Authority, Syria, Tunisiaand Turkey.

The Seminar conducted wide-ranging discussionsof the M editerranean
region’s economic and financial ties to the European Union, exchange rate
regimes, and the region’s banking and financial systems. The participants
resolved that the Seminar should serve to initiate structured, permanent
cooperation on matters of common interest between the Bank of Italy, the
European Central Bank, the rest of the Eurosystem and the Mediterranean
central banks.

The connective tissues of the financia relations between the northern
and southern shores of the Mediterranean consist above all in three crucial
elements. foreign direct investment, emigrants remittances and official
development assistance.

Foreign direct investment in the Mediterranean countries by the EU
member states is modest. Just 0.7 per cent of total EU direct investment
goes to the Mediterranean, compared with 2 per cent to the new EU
member states and 5 per cent to Latin America. From the standpoint of the
recipients, too, the flow is modest. Direct investment from the EU averages
around 4 per cent of the Mediterranean countries GDP.

Emigrants remittances form a significant part of the inflow of
funds to the countries of the Mediterranean. For immigrants to Italy, the
Mediterranean isamajor destination of remittances. According to estimates
that also take account of transfers via specialized non-bank agencies,
Morocco receives 10 per cent of total remittances from Italy, second only
to Romania; Tunisiatakes 1 per cent and Egypt 0.5 per cent.



Officia development assistance to the Mediterranean countries is
significant. The EU’s MEDA programme commitments amount to more
than €5 billion for the period 2000-06, up from €3 billion between 1995 and
1999. The funds tend to go mostly to some Maghreb countries (Morocco
and Tunisia) and to Egypt. Between 1992 and 2003 the European Investment
Bank made loans totaling €13 hillion. In 2002 the EIB created a specia
facility, the Euro-Mediterranean Investment and Partnership Fund, to sustain
private sector growth by financing investment projects and making loans to
small and medium-sized enterprises channeled through local banks.

The exchange rate regimes of the Mediterranean countries display a
great variety of types, ranging from pegsto one currency to free floats. Most
have an “intermediate” system under which the national currency is pegged
toasinglecurrency or abasket of currenciesbut with someflexibility, varying
in degree. A broad transition is under way from administered exchange rate
regimes to systems in which the rate is determined freely by market forces.
At the same time, with the opening of the economies to external capital
flows, there is a tendency towards greater exchange rate flexibility. For
most of the region’s countries the volatility of the euro/dollar exchange
rate isarea problem. The difference between the currency composition of
their foreign debt and that of their export earnings, as well as between their
banking systems’ external assetsand liabilities, posesadifficult challengeto
authorities in deciding on the optimal exchange rate regime.

The region’'s financial systems, finadly, are bank-centred, with a
very limited role for other financial institutions. For the most part stock
exchanges are only modestly devel oped.

Major banking and financial reforms have been undertaken in the last
few years. Monetary policy instruments and procedures have been made
more market-oriented. Central banks' independence from government has
been strengthened. Interest rates, which had been subject to administrative
constraints, have been liberalized almost everywhere. Policies of financial
repression have been abandoned and the presence of the public sector
reduced. Prudential regulation of banks has moved towards the introduction
of international standards.

Notwithstanding these recent advances, however, in many cases the
development of the financial system has encountered severe limitations
in the inefficiency of the judicial system, the unreliability of the overall
legislative framework and the poor quality of corporate disclosure and of
the rules of corporate governance.

41



42

INCOME, PRICESAND THE BALANCE OF PAYMENTS

Economic activity in the euro area

Euro-area GDP grew by just 0.4 per cent in 2003, less than half the
previous year’s already modest expansion (Table 4). The slowdown in
economic activity in the second half of 2002 was followed by stagnation
in the early months of 2003, marked by tensions surrounding the start of
the war in Irag. From the summer onwards, as the US recovery gained
momentum and the international climate improved, GDP began growing
again, albeit at an extremely slow pace. During the year the contribution
of domestic demand to output growth was partly offset by negative net
exports. The appreciation of the effective exchange rate of the euro acted as
a brake on the area’s exports, which were stagnant for the year as a whole,
while imports increased by nearly 2 per cent.

Economic policy provided only partial support for growth. The
adoption of expansionary fiscal policies was hampered by the persistence
of imbalances in the public finances. Monetary conditions were further
relaxed, thus bringing real short-term interest rates close to nil.

Economic activity in all three of the area’s main countries was generally
sluggish during the year as a whole. There was very slow growth in France
and Italy and a contraction in Germany (Table 4), the first since 1993. The
growth rate in the other countries remained higher than the area’s average;
in Spain it rose to 2.4 per cent.

After stalling in 2002 private consumption in the euro area turned
upwards, albeit by only 1 per cent. It rose in the first quarter and then
remained stationary throughout the rest of the year owing to the weak
growth of disposable income and the uncertainties of households, which
were reflected in the confidence index. Among the major countries, in
Germany consumption contracted again, although less sharply than in 2002
(by 0.1 compared with 1 per cent), while in Italy, France and above all
Spain it increased, partly due to the improvement in disposable income.

Gross fixed investment declined for the third consecutive year, falling by
1 per cent owing to the excess of capacity. Capital formation was negative in all
three main euro-area countries, although signs of recovery appeared in France
and Germany during the year, suggesting that the trend might reverse in 2004.



GDP, IMPORTSAND MAIN COMPONENTS OF DEMAND
INTHE MAJOR EURO-AREA COUNTRIES

(at constant prices; seasonally adjusted data;

percentage changes on the preceding period except as indicated)

Table4

2001 2002 2003 2003
Year Year Year Q1 Q2 Q3 Q4
GDP
Germany .......cccceeene 0.8 0.2 -0.1 -0.2 -0.2 0.2 0.2
France ........cccoccevvnnnne 2.1 1.2 0.5 0.2 -0.3 0.6 0.6
1.8 0.4 0.3 -0.2 -0.1 0.4 .
2.8 2.0 2.4 0.5 0.7 0.6 0.7
1.6 0.9 0.4 -0.1 0.4 0.3
Imports
Germany 0.9 -1.7 2.6 15 -2.3 0.2 2.7
France 1.3 2.9 -0.1 -0.6 -0.1 0.2 2.5
Italy ....... 0.5 -0.2 -0.6 -4.8 0.1 5.2 -3.2
Spain 4.0 1.8 6.7 -2.8 2.1 1.2 2.2
Euro area 1.7 -0.1 1.8 -0.4 -0.5 1.1 1.6
Exports
Germany 5.6 3.4 1.2 -0.5 -2.6 3.8 0.3
France 1.6 1.9 -2.5 2.2 -14 0.9 1.5
Italy ....... 1.6 -3.4 -3.9 -5.3 -0.1 5.7 -3.8
Spain 3.6 . 4.0 -1.7 4.0 -1.0 0.6
Euro area 3.4 1.5 0.1 -1.3 -0.8 2.2 0.2
Household consumption (1)
Germany .......c.cceeeene 14 -1.0 -0.1 0.4 -0.4 -0.3 -0.4
France .........ccoccvvvnnnne 2.7 1.5 15 0.7 -0.2 0.6 0.5
0.8 0.5 1.3 0.2 0.1 0.4 -0.4
2.8 2.6 3.0 0.6 1.1 0.2 1.1
1.7 0.1 1.0 0.5 0.1
Gross fixed investment
Germany .......c.cceeeene -4.2 -6.7 -2.9 -1.5 -0.8 -0.5 1.7
France .........ccocceveunnnne 1.9 -2.0 -0.2 0.3 0.5 . 0.8
1.9 1.2 -2.1 -4.9 -1.0 -0.9 -1.2
3.3 1.0 3.0 0.4 -0.2 1.7 0.6
-0.3 -2.8 -1.0 -0.8 -0.3 -0.2 0.6
National demand
Germany -0.8 -1.6 0.3 0.5 . -1.1 1.0
France 2.0 1.5 1.2 0.6 0.1 0.4 0.9
Italy ....... 1.4 1.3 1.2 -0.1 . 0.3 0.2
Spain 3.0 2.6 3.3 0.1 0.2 1.4 1.2
Euro area 1.0 0.3 1.1 0.4 -0.1 0.8
Net exports (2)
Germany 1.6 1.7 -0.4 -0.7 -0.2 1.3 -0.7
France 0.1 -0.2 -0.7 -0.5 -04 0.2 -0.3
Italy ....... 0.3 -1.0 -0.9 -0.2 -0.1 0.2 -0.2
Spain -1.0 -0.6 -0.2 0.4 0.5 -0.7 -0.6
Euro area 0.7 0.6 -0.6 -0.4 -0.1 0.5 -0.5
Sources: Based on national statistics and Eurostat data.
(1) Expenditure of resident households and of non-profit institutions serving households. — (2) Contribution to the growth on the
preceding period in percentage points.




Like output, employment also stagnated in 2003, remaining close to
the levels of the previous year. The unemployment rate rose by a further
0.4 percentage pointsto 8.8 per cent.

Inflation, measured by the harmonized consumer price index, was
equal to 2.1 per cent, 0.2 percentage points lessthan in 2002. Coreinflation
declined from 2.5 to 2 per cent as a result of the appreciation of the euro
and continuing weakness of demand, which more than offset the effect of
the rise in oil prices on the energy components of the index. The rate of
increase of consumer prices diverged among the main euro-area countries,
accelerating from 2.6 to 2.8 per cent in Italy and from 1.9 to 2.2 per cent in
France and falling from 1.3 to 1 per cent in Germany. Apart from specific
factors, such as the increase in indirect taxes in Italy and France, these
developments can be ascribed to the rate of increase in unit labour costs,
which in Italy continued to be higher than the average for the euro area.

A decade of weak growth in the euro area

The economic stagnation of the euro area over the past three years
(Figure 3) cannot be traced to cyclical factors alone. Growth began to
dow in the 1990s. between 1993 and 2003 it averaged 2 per cent annually,
0.4 percentage points less than in the previous ten years. In the United States
average GDP growth was unchanged between the two periods at 3.3 per cent
ayear. Per capita output in the euro area has falen in recent years to about
70 per cent that of the US, compared with 75 per cent in the mid-1980s.

Increasing international competition and the ascent of new countries
in world trade have heightened the need to reorganize Europe’s industrial
systems and improve their efficiency. The process has made slow headway
in most euro-area countries, helping to widen the gap with the more
dynamic economies.

The gap between Europe and the United States in the use of
information and communication technology (ICT) and spending on
research and development is considerable. As early as the beginning of the
1980s American firms were investing around 3 per cent of GDP in ICT;
European companies only attained that level twenty years later, by which
time the US had passed the 5 per cent mark. According to OECD estimates,
between the first and second half of the 1990s the average annual gain in
total factor productivity — i.e. the part of average labour productivity not
attributable to an increase in either the quantity or quality of inputs — rose
sharply in the US, from 0.9 to 1.3 per cent. By contrast, in the main euro-



areacountriesit fell to lessthan 1 per cent. In Italy the slowdown involved
all sectors of the economy except banking and finance, transport and
telecommunications, where ICT useis most intensive. In Italy, thetrend in
total factor productivity is probably linked not only to ICT investment but
also to international competitiveness.

Figure 3

GROSSDOMESTIC PRODUCT
(at constant prices; indices, first quarter 2000=100)
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Between 1993 and 2003 output per employee grew more slowly in
Europe than in the United States. In Europe, as the proportion of people
in work increased the growth rate of labour productivity slackened
considerably compared with previous years. In the US output per employee
accel erated while the participation rate rose.

Economic activity in Italy

In 2003 economic activity continued to expand slowly (Table 5). The
dlight decrease in GDP in thefirst half of the year gave way to an increase
in thethird quarter in conjunction with the world recovery. Unlike the other
main euro-area countries, Italy recorded a halt in growth in the last quarter
as household spending and, above all, exports declined.

Manufacturing activity followed a similar pattern. The seasonally
and calendar adjusted index of industrial production turned upwards
in the summer then remained flat in the closing months of 2003
(Figure 4). On average for the year it fell by 0.8 per cent. In March 2004
the index was down almost 6 per cent below the cyclical peak of the end
of 2000, compared with a fall of 3 per cent in Germany and 1 per cent
in France.
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Table5
ITALY: RESOURCESAND USESOF INCOME

2002 2003
Asa Percentage | Contribution | ~ Percentage | Contribution
pe;;:gnéz;ge changes to the changes to the
h rowth wth
in 2003 in GDP in GDP
Constant Deflators at constant |Constant Deflators at constant
prices prices prices prices
Resources
GDP e - 0.4 3.1 - 0.3 29 -
Imports of goods fob and services (1) 274| -0.2 0.1 -0.1| -0.6| -0.8 -0.2
of which: goods .........ccccveiieniinnnns 209| -1.1| -0.2 -0.2| -1.3 . -0.3
Uses
National demand ............ccccccoeevvnnenn. 99.9 1.3 2.6 1.3 1.2 2.4 1.2
Consumption of resident households 60.3 0.5 3.1 0.3 13 25 0.8
Consumption of general government
and non-profit institutions serving
households .........cccoeccviiieeeiiiinnns 18.4 1.9 2.2 0.3 2.2 3.7 0.4
Gross fixed capital formation .......... 20.3 1.2 2.4 0.2 -21 1.9 -0.4
machinery, equipment
and transport equipment .......... 10.6| -0.3 14 ..| -b.3 0.6 -0.6
CONSEIUCHION ....oceviiiieiiiiieeiieees 8.8 3.3 3.7 0.3 1.8 3.3 0.2
intangible assets ..........ccccceeene 0.9 0.3 15 . 0.6 0.6
Change in stocks and valuables (2) 0.8 - - 0.5 - - 0.5
Exports of goods fob and services (3) 275| -34 1.8 -1.0| -3.9 1.0 -1.1
of which: goods .......c.cccecvveniiinnene 219| -29 1.4 -0.7| -4.3 0.7 -1.0
Net eXports .....ccoecveeriieeiiee e 0.1 - - -0.9 - - -0.9
Source: Istat, national accounts.
(1) Includes residents’ expenditure abroad. — (2) Includes statistical discrepancies. — (3) Includes non-residents’ expenditure in Italy.

On the demand side, the contribution of the domestic components
to GDP growth more than compensated for the 0.9 percentage points
subtracted by net exports. A small decline in imports was accompanied
by alarger one in exports in real terms (3.9 per cent; Table 5), mainly
in the sectors in which Italian firms specialize, such as clothing and
furnishings. As a consequence, Italy’s share of world trade in goods
at constant prices fell to 3 per cent, 1.5 points lower than in 1995. The
slackness of demand in the main outlet markets and the loss of price
competitiveness, amounting to around 9 per cent in the past three years,
compounded the difficulties stemming from Italy’s model of product
specialization.



The sharp drop in exports nearly halved the trade surplus from

€14 billion in 2002 to €8.8 billion in 2003. The large deterioration in the
current account deficit, which reached €18.4 billion, equal to 1.4 per cent
of GDP, was partly due to awidening of the deficit on income and transfer
payments, while the deficit on services remained unchanged.
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In 2003 gross fixed investment decreased in real terms for the first

time since 1993, falling by 2.1 per cent. Against a background of persistent
uncertainty about the economic outlook, the contraction was entirely
accounted for by the 5.3 per cent fall in investment in machinery, equipment
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and transport equipment (Table 5), and can be ascribed to the weakness
of domestic demand and decline in export demand, which outweighed the
positive effects of the reduction in the cost of money. Capacity utilization
in industry fell to its lowest level since 1997, particularly in the sectors
with the largest proportion of exporting companies. On the other hand,
investment in construction continued to increase, albeit more slowly thanin
2002, recording growth of 1.8 per cent. Activity in the residential building
sector was boosted by the low cost of mortgages and availability of tax
incentives.

Consumption by resident households rose by 1.3 per cent, compared
with 0.5 per cent in 2002. After a substantial increase in the last quarter of
2002, particularly for durable goods, household spending began to tail off,
finally declining in the last three months of the year. Consumption followed
the same negative pattern as the confidence index, which fell sharply in the
second half of the year, owing to events involving some large industrial
groups.

The gradual loss of confidence over the last three years may have
reflected households' fears of a gradual impoverishment rather than an
actual worsening of their economic situation, which hasnot shown up either
in income distribution and poverty statistics, little changed since the mid-
1990s, or in wealth, which has increased. It is likely that such fears were
also bred by uncertainties about the completion of pension reforms, which
thus fostered an increase in the propensity to save, up by 0.5 percentage
points in 2003 and by 1.5 points since 2000.

The prolonged stagnation of economic activity did not stop
employment growth, but only slowed it. Istat’s labour force survey found
that the average number of persons in work rose by 1 per cent in 2003
(against 1.5 per cent in 2002), with the bulk of the increase coming from
permanent jobs. However, the growth in the number of employees with
fixed-term contracts began to grow again during the year, partly because
of fewer incentives for permanent employment. Labour productivity
diminished further by 0.3 percentage points.

In 2003 Italy’s inflation differential with the rest of the euro area,
measured by the harmonized index of consumer prices, was 0.9 percentage
points, compared with 0.4 points in 2002. A contributory factor was the
substantial rise in unit labour costs in industry excluding construction
(about 2.5 percentage points higher than the average for the other major
countries), mainly owingto thefall in productivity. Average annual inflation
rose by 0.2 percentage points to 2.8 per cent in 2003 and was fueled by a
faster increase in prices of regulated items. Net of these items and the most



volatile components, inflation fell from 3 to 2.7 per cent, with a slowdown
in the prices of both goods and services.

In contrast with the rest of the euro area, in Italy househol ds continued
to perceive a very high rate of consumer price inflation in 2003. It is
plausible that consumers opinions were influenced above all by higher
than average rises in the prices of the most frequently purchased items.
Moreover, in al likelihood they assessed price increases and decreases
differently.

Recent developments

The recovery of economic activity in the euro area that began in
the second half of 2003 gained strength in the first quarter of this year.
According to preliminary estimates by Eurostat, GDP was 0.6 per cent
higher than in the fourth quarter of last year. The signs coming from the
EuroCOIN coincident indicator remain uncertain (Figure 5). In the early
months of 2004 the index of industrial production remained at the end-
2003 level (Figure 4), probably showing the effects of the appreciation of
the euro.

Figure 5

EUROCOIN INDICATOR OF THE
EURO-AREA BUSINESSCYCLE AND GDP (1)
(three-month percentage changes)

1995 1996 1997 1998 1999 2000 2001 2002 2003 '04
— EuroCOIN o EuroCOIN, provisional data —— GDP

Source: Center of Economic Policy Research.
(1) The shaded areas denote cyclical upturns.

The consensus forecast is that euro-area inflation will come down
further in 2004, falling to below 2 per cent in the second half of the year. In
2005 it is expected to be 1.6 per cent.

49



50

Figure 6
INDICATORSOF THE ITALIAN BUSINESSCYCLE
(indices, 1995=100)
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Sources: Based on Istat, ISAE and Bank of Italy data.

Italy’s business cycle follows the same pattern of macroeconomic
developments as that described for the euro area, but with wider
fluctuations. After stagnating in the last quarter of 2003, GDP expanded by
0.4 per cent quarter on quarter; the growth was concentrated in the service
and agricultural sectors. The leading indicator of the Italian business cycle
does not yet show a steady rise (Figure 6).



DEMAND

Theeuroarea

Household consumption

In 2003 household spending in the euro area returned to growth, abeit
by a modest 1 per cent, after stagnating in 2002 (Table 4). The rise came
entirely inthefirst quarter. Theincreaseinvolved all the main countriesexcept
Germany, which registered a dight contraction, performing significantly
worse than the rest of the areafor the fourth consecutive year. By contrast, in
France, Italy and Spain growth strengthened.

Table 6
ITALIAN HOUSEHOLD CONSUMPTION
(at 1995 prices; percentage changes)
1/;’152'%3? 2000 2001 2002 2003
Non-durable goods ...........ccocveriiriiiniiiiie e 43.4 1.6 0.1 . 0.5
food and beverages ..........cccccveeiiiiiiniiie e 16.0 2.1 0.2 0.8 0.8
clothing and footwear ..........ccccceevieeeiiieeciiee s 9.0 2.5 -0.2 -0.8 -2.0
Durable goods .........cccceiiiiiiiiii 11.9 5.8 -0.7 -1.8 1.8
furniture and repairs .........cccoccevviiiienicenee 3.8 2.8 -1.4 -4.8 2.4
electrical household appliances
AN FEPAIMS .ooiveiieiiiie ettt 15 1.1 0.7 4.2 9.6
television receiving sets, photographic, computer
and hi-fi equipment ..........cccoociiiiini, 1.4 14.6 6.4 2.7 1.2
transport eqUIPMENT .........ccovvvriiiiiierieeee e 3.8 2.8 -3.2 0.2 -2.9
SEIVICES .eiiiiiiiiieiiiie ettt 44.8 4.0 1.6 0.6 1.3
hotel and restaurant .............cocceveeviiiniinieenees 9.2 8.6 25 -0.8 -0.5
COMMUNICALION ...eeiiiiiiie e 4.3 18.4 4.6 3.2 5.3
recreational and cultural ...........cc.ccoooiiiiiiiiennes 2.6 5.9 -0.7 0.3 -0.5
healthcare ..., 3.1 0.6 -1.0 1.9 2.8
Total domestic consumption .... 100.0 3.1 0.7 0.1 1.0
Residents’ consumption abroad ...........c.cccoceenienne 1) -3.2 -5.6 7.1 35
Non-residents’ consumption in ltaly ..............c........ (1) 8.5 -5.5 -5.3 -4.1
Total national consumption .... - 2.7 0.8 0.5 1.3
Memorandum item:
Deflator of national consumption .............ccccceee. - 2.9 2.8 3.1 25
Source: Istat, national accounts.
(1) Residents’ consumption abroad and non-residents’ consumption in Italy amounted in 2003 to 2.6 and 3.6 per cent, respectively, of
total domestic consumption.
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Household confidence deteriorated in al the main countries from
the middle of 2002 to the middle of 2003. While the recovery got under
way in the area as a whole in the summer, a climate of prudence prevailed
in France and particularly Italy, where confidence fluctuated around a
downward trend. More promising signs began to spread to the other main
countriesin March of thisyear.

I nvestment

In 2003 investment in the euro area decreased further by 1 per cent,
registering an overall contraction of 4.1 per cent since 2000. After rising to
22 per cent of GDP in that year, it dropped by almost 2 percentage points
to alevel close to that of the mid-1990s (Figure 7). Although borrowing
conditions remained favourable, investment plans were discouraged by
substantial spare capacity and enduring uncertainty about the timing and
extent of the recovery.

Figure 7
RATIO OF GROSSFIXED INVESMENT TO GDP
INTHE MAJOR EURO-AREA COUNTRIESAND THE UNITED STATES
(constant prices; annual data; percentages)
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The contraction in gross fixed investment was sharpest in Germany,
less marked in Italy and even more moderate in France (Table 4). Capital
formation continued only in Spain, expanding by 3 per cent after the
previous year's sharp decline in all sectors but construction.

Exports and imports

In 2003 exports of goods and services by the euro area as a whole
— which include intra-area trade — were virtualy stationary after two years
of slowing growth. National performances differed widely. French and
Italian exports fell while those of Germany and Spain increased (Table
4). According to the foreign trade indices, total exports of goods to
countries outside the euro area rose by 0.5 per cent at constant prices,
compared with 3 per cent in 2002. Despite the appreciation of the euro,
exports picked up during the year in response to the recovery in world
trade. In Italy, however, there was a new downturn in exportsin the fourth
quarter.

After stalling in 2002, euro-area imports of goods and services
— including intra-area imports — increased by 1.8 per cent. According
to the foreign trade indices, a larger increase was registered in imports
of goods from countries outside the euro area, which went up by 2.8
per cent under the stimulus of a modest upturn in domestic demand and
appreciation of the euro (Table 4). Net external demand subtracted 0.6
percentage points from output growth, the first negative contribution in
four years.

The Italian economy

Household consumption

Household spending in Italy increased on average by 1.3 per cent
at constant prices in 2003, a slight improvement on the modest growth
of the previous two years. Spending on services, mainly for health and
home, continued to rise. Regarding durable goods, spending on transport
equipment fell by nearly 3 per cent in the year as a whole, after the sharp
increase in the second half of 2002 when incentives to scrap old vehicles
were in place. Demand for other durable goods, principally household
appliances and furniture, rose by 4.1 per cent in connection with the
prolonged upswing in residential construction.
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Despite the improvement in spending capacity, households' demand
was affected by lingering pessimism over the general economic outlook
and the labour market. The ISAE survey found that respondents’ opinions
of their own financial situation also deteriorated sharply in 2003. This led
to a progressive decline in the confidence index that continued into this
year, reaching anew low point in May (Figure 8).

Figure 8
CONSUMPTION, REAL INCOME
AND CONSUMER CONFIDENCE IN ITALY
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Source: Based on Istat and ISAE data.

(1) At 1995 prices; percentage change on previous year. — (2) Percentage change on previous year in gross disposable income, divided
by the resident households’ consumption deflator. — (3) Indices, 1980=100; seasonally adjusted data. — (4) For the three months ending
in the reference month.

In 2003 the gross disposable income of Italian consumer households
grew by 4 per cent at current prices and by 1.5 per cent at constant prices,
faster thanin 2002 (Table 7). Adjusted for the smaller drop in the purchasing
power of net financial assets due to the decline in expected inflation during
the year, the increase at constant prices was 2.1 per cent.

The effect of general government measures was broadly neutral, with
the 4.9 per cent increase in the provision of social benefits offset by arise
of 5.8 per cent in social security contributions and virtually no change in
current taxation of income and capital, which declined from 14.4 to 13.9
per cent of disposable income.



Table 7

GROSSDISPOSABLE INCOME AND PROPENSITY TO SAVE IN ITALY
(at current prices, except as indicated)

2000 2001 2002 2003

percentage changes

Earnings net of social contributions charged to workers........... 5.2 5.7 4.3 35
Income from salaried employment per standard labour unit .. 3.0 3.3 2.4 3.8
Total social contributions (1) .......cccvveveiiieniiiiiienieeece e 0.2 0.3 0.1 -0.7
Standard employee labour units 1.9 2.1 1.8 0.5

Income from self-employment net of social contributions (2) ... 3.4 5.4 2.2 3.0
Income from self-employment per standard labour unit ......... 25 4.3 2.8 3.0
Total social contributions (1) ......cccceeerveeeriieeeiiiee e -0.5 0.5 -0.6 -0.2
Standard self-employed labour units ...........cccccceviiiiiniieenn 14 0.5 . 0.2

Net property iNCOME (3) ..oooveviiiieieiiiie et 7.7 2.5 -0.2 2.0

Social benefits and other net transfers ...........c.ccccoeoiiinnn 2.8 3.3 6.3 5.1

net social benefits ... 3.0 3.8 6.0 4.9

Current taxes on income and wealth (=) .........ccocevviieeiiiieenne. 4.8 1.4 1.1 0.2

Households’ gross disposable income (4) .... 4.8 4.9 3.7 4.0
at 1995 Prices (5) vveeveereriiieriiieieesie e 1.8 2.1 0.6 15

at 1995 prices, adjusted for expected inflation (6) ................. 1.8 1.7 0.6 2.1
at 1995 prices, adjusted for past inflation (7) .........cccccveennnee. 1.6 2.6 -0.3 25
Private sector gross disposable income ..........ccccoeceeiiieen. 5.2 4.3 3.4 3.3
At 1995 PriCES (5) -vvervviirieriieiiieniie ettt 2.2 15 0.3 0.7
at 1995 prices, adjusted for expected inflation (6) ................. 2.4 1.3 0.2 1.2
at 1995 prices, adjusted for past inflation (7) ........ccccoceveenne. 2.3 2.0 -0.4 15
percentage
Households’ average propensity to save (4) (8) .......ccceeueeee. 11.2 12.4 125 12.7
calculated on income adjusted for expected inflation ............ 8.7 9.5 9.6 10.4
calculated on income adjusted for past inflation .................... 8.0 9.6 8.9 10.0
Private sector average propensity to save (8) ......cccccevvenen. 235 24.0 23.9 23.5
calculated on income adjusted for expected inflation ............ 24.0 24.6 24.6 24.0
calculated on income adjusted for past inflation .................... 24.1 24.6 24.7 24.1

Sources: Based on Istat data and Bank of Italy’s estimates.

(1) Contribution of social contributions to the change in net income, in percentage points; 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
actual losses on net financial assets due to inflation; deflated using the resident households’ consumption deflator. — (8) Ratio of
saving (gross of depreciation and amortization and net of the change in pension fund reserves) to the gross disposable income of
the sector.

Italian households' propensity to save increased from 12.5 to 12.7 per
cent. If income is adjusted for expected inflation, it increased by almost 1
percentage point to 10.4 per cent.

With the protraction of discussions on the reform of the pension
system, in recent years Italian households have probably become more
unsure about what benefits they can expect when they retire. According to
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recent estimates, pension wealth, which isameasure of the present value of
expected flows of benefits, fell to about 3 times disposableincome in 2002,
less than half of what the ratio was ten years before. A recent econometric
anaysis by the Bank’s Economic Research Department indicates that
this has had a negative impact on consumer spending plans. Households
have presumably compensated for the smaller contribution of pensions by
stepping up other investments, particularly in real estate in recent years.
Between 1992 and 2002 non-pension wealth, net of the substantial increase
in real-estate values, rose from 6 to around 8 times disposable income.

Possibly, in order to support this investment, households' propensity
to save began to decline less sharply before turning back upwards in 2001.
Including servicesfor durable goods and adjusting for theloss of purchasing
power of financial assets, the saving rate rose by almost 2 percentage points
in the three years.

The growth in gross disposable income of the private sector asawhole
— that is, households and enterprises — was virtually stable at the previous
year's rate of around 3 per cent at current prices. In view of the fal in the
retained earnings of firms, the private sector saving rate decreased from 23.9
to 23.5 per cent. Theoveral national saving ratefell more sharply, from 19.9to
18.7 per cent, reflecting the contraction of 0.3 per cent in general government
saving, compared with an increase of 0.8 per cent in 2002 (Table 8).

Table 8
GROSS SAVING AND INVESTMENT IN ITALY
(as a percentage of gross national disposable income)
Average | Average | Average
1981-1990|1991-2000|1994-2003|  20°° 2001 2002 2003
General government saving ............ -6.4 -3.3 -0.9 15 1.0 0.8 -0.3
Private sector saving ..........ccceevueee. 28.8 24.1 21.7 18.8 19.2 19.2 18.9
consumer households .................. 22.4 14.0 11.1 7.7 8.5 8.7 8.9
Gross national saving ..........c..c....... 22.4 20.7 20.8 20.3 20.2 19.9 18.7
Gross investment .........cccceeeevveeennns 23.3 19.9 19.7 20.5 19.9 20.2 19.9
Memorandum item:
Balance of current account
transactions with the rest of the
WOPI ... -0.9 0.8 1.1 -0.2 0.3 -0.3 -1.2
Sources: Based on Istat and Bank of Italy data.

| nvestment

Gross fixed investment declined by 2.1 per cent in 2003 reflecting a
sharp drop in spending on machinery and equipment and transport equi pment



Figure 9

INVESTMENT, CAPACITY UTILIZATION RATE AND
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1989=100. Right-hand scale.

(Table 9). Apart from abrief upturn in the second half of 2002 in connection
with theimpending expiry of tax incentives, capital formation has diminished
steadily the second quarter of 2001 onwards, the longest decline in the past
thirty years. As a consequence, 0.6 percentage points were subtracted from
output growth last year. By contrast investment in construction continued to
increase although the growth of 1.8 per cent was only about half the average

annual rate of increase recorded between 1999 and 2002.

FIXED INVESTMENT IN ITALY

Table 9

(at 1995 prices; percentage changes and percentages)

Percentage change

As a percentage of GDP

% composition
in 2003

2001 2002 2003 2001 2002 2003
CoNStruCtion........ccovverveeniieeieeseee 43.5 3.0 3.3 1.8 8.5 8.7 8.8

residential...........ccoceveviiiiieniennn. 23.9 14 4.4 2.3 4.6 4.8 4.9

OtNET . 19.6 4.8 1.9 13 3.9 3.9 4.0
Machinery and equipment .............. 405| -04| -03| -4.0 8.7 8.6 8.2
Transport equipment ............ccccee..e. 114 58| -03| -938 2.6 2.6 2.3
Intangible assets .........cccceceiiineenn. 4.5 2.9 0.3 0.6 0.9 0.9 0.9
Total gross fixed investment ........ 100 1.9 12| -21 20.6| 20.8| 203
Total excluding residential buildings - 2.0 02| -34| 16.1| 16.0| 155
Total excluding construction............. - 11| -03| -49 12.2 121 115
Total net fixed investment (1) ....... -| -05| -24)| -12.0 6.8 6.7 5.8

Source: Istat, national accounts.
(1) Net of depreciation.
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Despite the low cost of money, capital formation was discouraged
by the later than expected recovery of demand and by the deterioration
in firms' profits and financial situation after prolonged improvement. In
addition there continued to be an excess of spare capacity, particularly in
sectors exporting alarge share of their output.

Investment in residential building continued to expand steadily (Table
9), both for new homes and for renovation and extraordinary maintenance
work, which was encouraged by a further extension of the tax credits
introduced in 1998. Demand in the property market remained robust,
benefiting from still favourable conditions for mortgage loans, which rose
by afurther 16.1 per cent last year. Real-estate prices continued to climb,
as they had been doing since 2000 (Table 10).

Investment in non-residential construction slipped from growth of 1.9
to 1.3 per cent, as civil engineering work stagnated after expanding by 8.3
per cent in 2002. These projects account for about one third of the entire
construction sector and comprise part of public works activity as well as
private infrastructure investments, where the slowdown was most marked.

Table 10
REAL HOUSE PRICESIN THE MAIN ITALIAN CITIES (2)
(percentage changes, except as indicated)
oo ® 2000 2001 2002 2003 Re';trii‘é;“();;i”a'
Rome ... 4.74 15 4.7 12.5 19.0 1.62
Milan ........cccoceee. 2.51 1.4 12.3 9.4 17.6 1.74
Turin . 1.71 1.6 -0.4 7.7 8.7 0.88
Naples......... 1.37 -3.9 0.6 12.0 19.6 1.28
Genoa ..o 1.21 —7.0 9.7 18.3 6.0 1.02
Palermo 1.04 2.9 -0.2 9.5 7.7 0.64
Bologna 0.77 1.6 14.5 6.6 135 1.22
Florence .............. 0.69 11.4 214 234 22.9 1.38
Venice ..o 0.50 -4.9 5.4 11.8 7.6 1.36
Bari ............. 0.49 -0.7 4.3 3.8 11.8 0.83
Trieste ......... 0.45 -3.2 -2.0 14.1 3.5 0.75
Cagliari ....... 0.28 4.8 4.2 -14 13.3 0.72
Perugia ....... 0.23 —7.0 3.1 6.4 2.4 0.68
Ancona ....... 0.17 -5.8 -1.9 19.8 1.4 0.83
Trento ....ccceeeeeeen. 0.17 1.3 0.3 9.4 3.1 0.81
Catanzaro ........... 0.13 -0.7 12.2 9.4 -3.6 0.51
LAquila ............... 0.11 -39 -3.5 6.9 10.4 0.60
Potenza .............. 0.09 -1.1 -4.4 5.6 2.4 0.56
Campobasso ...... 0.07 6.5 -0.4 7.7 -2.3 0.55
Aosta ....cccveeeennn. 0.06 0.3 0.2 7.9 -6.0 0.79
taly .ooooveviiiienne 100 1.3 5.0 8.8 10.4 1.0
Sources: Based on data from Il Consulente Immobiliare, Istat, and Bank of Italy, Indagine sui bilanci delle famiglie italiane.
(1) Prices per square metre in euros obtained by deflating current prices with consumer prices in each city. — (2) Share of total housing
units in Italy in 2003. — (3) Average nominal prices in each of the cities as a ratio to the national average in 2003, which was €2,747
per square metre.




Exports and imports

Exports. — In 2003 exports of goods and services contracted by a further
3.9 per cent in volume (Table 11), marking the first time since the 1950s that
Italy’s exports have declined for two years running. The poor performance, the
worgt of al themain continental European countries, contrastswith the gradual
recovery of Italy’s main outlet markets, which grew on a par with those of
France and faster that those of Germany and Spain (Table 12). Italian exports
were affected by larger losses of price competitiveness. Between end-2001 and
end-2003 the loss amounted to dmost 8 per cent measured on the basis of the
producer prices of manufactures and around 16 per cent on the basis of unit
labour costs, some 10 points more than for Germany and France (Figure 10). In
both those countries the loss of competitiveness was due dmost entirely to the
nominal appreciation of the euro, whereas in Italy this was compounded by a
much more unfavourable trend in unit labour cogts, largely dueto thewidening
gap in productivity, which declined in Italy over the two years.
Table 11

ITALY'SEXPORTSAND IMPORTS OF GOODSAND SERVICES
(percentage changes on previous year, except as indicated)

2001 2002 2003

Goods |Services| Total | Goods |Services| Total | Goods |Services| Total

Exports (1)

At current prices ........cccocveeeeen. 4.8 5.0 48| -16| -21| -1.7| -3.6| -0.3| -29

At 1995 prices ......ccoevvevrernnn. 15| 18| 16| -29| -53| -34| -43| -22| -39

Deflators ......cccccevvveveniiienicn, 32| 31, 32| 14| 33| 18| 07| 19| 10
Imports (2)

At current prices .........cceeeenneee. 2.4 55 31| -1.2 34| 01| -1.3| -1.7| -14

At 1995 PriCes .....ccevvvrrveriennenn. ..| 22| 05| -11| 26| -02| -1.3| 16| —0.6

Deflators .......cccceevveevinvicieien, 24| 32| 26| -02| 08| 0.1 ..| =3.2] -0.8
Exports/imports

At current prices, % ratio ......... 108.6| 94.5|105.3|108.2| 89.4|103.7 |105.7| 90.7|102.1

At 1995 prices, % ratio ............ 110.2| 96.3|107.1|108.2| 88.9/103.7|104.9| 85.7|100.3

Terms of trade;

indices, 1995=100 ................ 98.5| 98.1| 98.4|100.1|100.6|100.0|100.8|105.9|101.8

Contribution of net exports to

real GDP growth (3) .... 0.4 ..| 03] -05| -05| -09| -0.7| -0.2| -0.9

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

As in the previous three years, Italian exports to the other EU
member statesfell more than those to therest of theworld (Table 13). The
declinein exportsto the euro areawas even sharper, particularly to Italy’s
two main outlets, the French and German markets. Among the non-EU
countries, the sharpest contraction involved exports to the United States
and China (Table 13), even though both countries’ imports expanded.
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Table 12
EXPORTSAND IMPORTS OF GOODSAND SERVICES
OF THE MAJOR EURO-AREA COUNTRIES
AND INDICATORS OF DEMAND AND COMPETITIVENESS
(at constant prices; percentage changes)

1999 2000 2001 2002 2003
Germany
Imports of goods and services ............. 8.4 10.5 0.9 -1.7 2.6
Exports of goods and services ............ 5.5 13.7 5.6 34 1.2
Outlet markets (1) ...ccoooveevveiieenieeieens 7.6 11.2 0.8 2.0 2.0
Indicators of competitiveness (2) ..........
overall .......ccccoviiiiiiiinn -3.7 -6.9 3.2 1.7 6.3
EXPOIT oo —-4.3 -7.8 3.4 2.3 7.3
IMPOIt .o -3.0 -5.8 3.0 1.0 4.9
France
Imports of goods and services ............. 6.2 14.6 1.3 2.9 -0.1
Exports of goods and services ............ 43 12.6 1.6 1.9 -25
Outlet markets (1) ...ccooveeveeiieenieiieens 8.1 10.4 1.0 0.9 25
Indicators of competitiveness (2) ..........
overall ......cccooviiiiiiiiien -2.4 -4.8 0.7 1.7 4.3
export -3.2 -5.8 11 2.3 5.4
import -1.5 -3.8 0.3 1.0 3.0
Italy
Imports of goods and services ............. 5.6 7.1 0.5 -0.2 -0.6
Exports of goods and services ............ 0.1 9.7 1.6 -3.4 -3.9
Outlet markets (1) ...ccooveevvveeneeniiienieene 8.2 11.5 0.9 1.3 25
Indicators of competitiveness (2) ..........
overall .... -2.8 -3.1 1.6 2.2 5.1
EXPON oo -3.6 —4.3 1.9 2.9 6.4
IMPOIt oo -1.7 -1.4 1.2 1.3 3.4
Spain
Imports of goods and services ............. 12.6 10.6 4.0 1.8 6.7
Exports of goods and services ............ 7.7 10.0 3.6 .. 4.0
Outlet markets (1) ...ccoooveevevereeniieninens 7.4 11.0 0.9 1.2 15
Indicators of competitiveness (2) ..........
overall .......ccooviiiiiiiinen -1.1 -2.6 11 21 3.7
EXPOIT v -1.7 -3.5 1.2 2.6 4.8
IMPOIT .o -0.5 -1.7 0.9 1.6 2.8
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
\év;ir?:;?niic etzeesig.dicator of competitiveness. — (2) Based on the producer prices of manufactures. A positive value indicates a loss of




To offset some of the euro’s appreciation against the dollar, which
averaged 19.6 per cent in 2003, Italian exporters kept their US prices down.
As a result average unit values, which act as a proxy, decreased by 5.2
per cent from the previous year. The other euro-area countries maintained
their share of the US market, while China's continued to increase and was
second only to that of Canadain 2003.

In 2003 the exports of goods at constant prices by Italy’s main sectors
of specialization decreased; exports of leather and footwear were down by
10.9 per cent, textiles and clothing by 9.1 per cent, non-metallic minerals
by 7.5 per cent, electrical engineering by 6.6 per cent and mechanical
engineering by 4.8 per cent. Only exports of chemical products held up.

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 exchange rates; an increase indicates a loss of competitiveness.

Imports. — In 2003 imports of goods and services fell by 0.6 per cent
at constant prices, after a smaller contraction in 2002. Given the decline
In exports, in the two years net foreign demand subtracted 0.9 percentage
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pointsfrom the annual growth in output, more than twice the 0.4 percentage
point average registered in the previous five years.
Tablel3

ITALIAN EXPORTSAND IMPORTS CIF-FOB
BY MAIN COUNTRIESAND AREAS:
VALUESAND INDICES OF AVERAGE UNIT VALUES (AUV) AND VOLUMES
(percentage composition and percentage changes on previous year; indices, 2000=100)

Exsprts Imports
2002 2003 2002 2003
% % % % % % % % % % % %
comp. hange change| comp. change change| comp. change change| comp. change change
of value|© AUgV in |of value|: AL?V in |of value|: AUgV in |of value|: AUgV in
in 2001|" olumes]in 2002| " olumes]in 2001 | " olumes|in 2002 n olumes|
EU-15 countries ...... 54.2| 15| -3.7| 53.9| 1.3| -5.7| 57.0| 0.7| -0.8| 57.6| 1.4| -3.7
France .........cccco.... 12.3| 2.2| -3.8| 12.3| 24| -6.5| 11.2| 1.9| -1.0| 11.4| 22| -5.7
Germany.......c.ccocueee 14.7| 1.0| -8.1| 13.8| 2.2| -6.3| 17.8| 0.2| -1.0| 17.9| -0.2| -1.7
United Kingdom ........ 6.8/ 1.7 0.1 7.0| -3.2| -1.7( 5.1 0.8 -1.7| 5.1| 1.2}-10.2
Spain ....cccoveviiien. 6.2| 3.6| -1.2| 6.4 16| 24| 42| -1.7| 104| 46| 43| -2.7
Non-EU-15 countries | 45.8| 1.3| -2.0| 46.1| 0.4| -3.7| 43.0| -2.3 .| 42.4| -1.9| 1.9
New EU countries (1) 5.3| 2.6| —2.3| 5.4| 2.6| 4.4| 33| 04| 32| 34| -13| 5.0
China......ccooevvveennnn. 1.2| 1.0| 22.1| 15| 28| -7.7| 2.8| -7.8| 20.7| 3.2|-10.9| 28.7
Japan.........ccceceeeeenn. 1.7{ -1.6| -2.1| 1.7| -0.4| -4.0({ 2.4| 0.6-15.8| 2.0| -0.5| -0.6
DAE (2) eeeviveeeee. 3.6| 3.1 -86| 35| -21|-6.1| 24| -0.1| -4.8| 23| -23| 82
RusSIia ....covevieiinne 1.3| 85| -1.1| 14| 3.2|-16| 3.2 -6.6/ -0.8/ 3.0/ 1.5/ 25
United States............ 9.6| -0.3| -1.5| 9.6| -5.2| -9.9| 49| 21| -45| 4.8| -4.7}-14.3
Total ... |{100.0| 1.4| -2.8|100.0| 0.8 —4.7(100.0| —0.5 —0.6{100.0 .| 1.3
Source: Based on Istat data.
(1) Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovak Republic and Slovenia. — (3) Dynamic Asian
economies: Hong Kong, Malaysia, Singapore, South Korea, Taiwan and Thailand.

Imports from the EU-15 declined by 3.7 per cent, spread among all the
main countries, while those from non-EU countries turned upwards by 1.9
per cent with the appreciation of the euro. The largest contribution to import
growth came from purchases from China, which rose by 28.7 per cent.



Economic sectors

DOMESTIC SUPPLY

In Italy value added at current prices was virtually unchanged in 2003,
growing by just 0.1 per cent. The increase of 0.6 per cent in services was
largely counterbalanced by a contraction of 0.4 per cent in the industrial
sector, whose share of total value added decreased again (Table 14).

Table 14
VALUE ADDED AT FACTOR COST IN ITALY
2002 2003 Percentage changes
Current Share Current Share Volumes Deflators
prices of value prices of value
(millions added (millions added
of euros) %) of euros (%) | 2002 | 2003 | 2002 | 2003
INAUSTEIY oo, 306,902 26.9| 313,226 26.6| 0.2|-04| 12| 24
Industry excluding

contruction .........ccceeeeeennns 250,142 21.9| 253,420 21.5(-0.3|-1.0| 0.8| 23
Extractive industries ................ 4,977 0.4 4,949 04| 39|-0.1|-34|-05
Manufacturing .........cccceeeveeenns 220,665 19.4| 221,642 188|-1.2|-1.4| 20| 1.9
Production and distribution of

electricity, gas, steam and

WALET i 24,500 21 26,829 23| 72| 25|-9.1| 6.8
Construction .....cocceveeeiiiininenn. 56,760 5.0 59,806 51| 25| 25| 32| 28

SErVICES ..ivvieiiiiiiiiiieeie e 801,675 70.3| 834,670 70.7| 09| 0.6| 3.3| 35
Wholesale and retail trade,

FEPAIMS .oovieeiiieeeriee e 146,620 12.9| 150,424 12.7|-0.8| 0.2| 28| 23
Hotels and restaurants ............ 41,411 3.6 43,336 3.7(-1.1|-0.7| 49| 54
Transport, storage and

communication services ..... 85,297 7.4 87,547 74| 15| 00| 08| 27
Financial intermediation

services (1) .oocoovveveveeneeninen. 65,019 5.7 65,087 55|-29|-0.2| 28| 03
Services to businesses and

households (2) .......ccccceennee 240,264 21.1| 253,118 215| 35| 17| 40| 3.6
Public administration (3) .......... 62,056 5.4 65,754 56|-0.2| 03| 6.3| 57
Education.........cccoceeeeeeiiennnnnen.. 56,608 5.0 61,361 52| 08| 10| 11| 7.3
Health and other social

SEIVICES ..ovveeeeeiiiieeeeeeeeeinns 54,227 4.8 55,284 47| 38| 07| 0.0| 1.2
Other community, social and

personal Services ................ 41,051 3.6 43,039 36|-0.1| 0.1| 59| 47
Private households with

employed persons ............... 9,122 0.8 9,720 08| 1.7| 21| 32| 44

Agriculture (4) .cocoveeeeeiiiieee, 31,670 2.8 32,067 2.7|-38|-5.6| 33| 7.3
Value added at factor cost (5)... {1,140,247 | 100.0 (1,179,963 | 100.0| 0.6| 0.1| 2.7 3.3
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.
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In the service sector, which accounts for more than 70 per cent of
national value added, the largest increases in production came in domestic
services provided to households and services provided to businesses and
households. Wholesale and retail trade showed a small rise, while the
value added of hotels and restaurants and financial intermediation services
continued to fall, although by less than in 2002.

Value added in agriculture, forestry and fishing contracted sharply,
continuing a trend under way since 2000; the sector’s share of total value
added fell to 2.7 per cent.

In 2003 Italy’s gross energy requirement increased by 2.9 per cent.
However, domestic energy production fell again (by 2.3 per cent with
respect to the previous year), causing Italy’s import dependency to rise
from 83.9 to 84.8 per cent. The “energy bill” (total expenditure on primary
energy imports) was trimmed to 2 per cent of GDP as a result of the
appreciation of the euro against the dollar.

Company demographics. — According to the Chamber of Commerce
register of companies, entries of non-farm companies outnumbered exits
by about 94,000 in 2003. Over the year the number of registered firms rose
by 2 per cent, an historically large increase if compared with the change
in GDP. The positive balance was the result of about 354,000 entries and
260,000 exits, generating “turbulence” —the ratio of the sum of entries and
exits to the number of registered firms—of 12.5 per cent, lessthan the 13.7
per cent recorded in 2002.

Net business creation was positive in all parts of the country. The
largest gains came in real estate and construction, which continued to
benefit from favourable market conditions. They accounted for more than
38 per cent of the increase in the number of registered firms in 2003.
The number of firms in wholesale and retail trade also rose, by about
14,000.

The evolution of the Italian business system

Istat recently published the final data of the eighth Census of Industry
and Services, which refersto 22 October 2001. Changesin survey methods
complicate direct comparison with previous censuses.

Compared with the 1991 census, for the total economy the average
number of workers per firm decreased by 11 per cent, from 4.4 to 3.9
(Table 15), confirming the tendency towards fragmentation of production



under way since the 1970s. The decline in average firm size is attributable
to the higher proportion of those with a single worker (i.e. businesses with
no employees, a category referring mainly to persons in the professions,
consultants and other self-employed workers), the number of which
increased substantially, partly as a result of the new survey methodology.
Excluding this class, the average firm had 7.9 workers, up sightly from 7.6
in 1991.

Table 15
FIRMSAND AVERAGE FIRM SIZE IN ITALY
1991 1996 2001 (1)
Size classes
(number of workers) Average size Average size Average size
Firms (workers per Firms (workers per Firms (workers per
firm) firm) firm)
L e 1,569,954 1.0| 1,956,368 1.0| 2,376,017 1.0
249 s 1,678,364 4.8| 1,545,782 4.8| 1,649,938 4.9
50-99 . 11,648 68.3 10,903 69.0 13,564 68.4
100 =249 ...coiiiiieeee, 6,005 149.5 5,730 149.7 6,868 150.1
250 —499 ..o, 1,695 340.0 1,572 342.1 1,925 342.9
S500 i 1,184 | 2,167.0 1,061| 2,101.3 1,338 | 1,875.3
Total ... | 3,268,850 4.4| 3,521,416 3.9| 4,049,650 3.9
Sector
Extractive .........ccccoeevvennnn. 3,617 12.8 4,239 9.1 3,837 9.4
Manufacturing ........cc.cceeeeee. 552,334 9.5 551,241 8.9 542,876 9.0
ENergy ....ocoovevvieviiieeeeee 1,273 135.4 1,985 82.1 1,983 64.7
Construction ............cceeneee. 332,995 4.0 440,824 3.1 515,777 3.0
Wholesale and retail trade . | 1,280,044 25| 1,227,679 24| 1,230,731 2.6
Hotels and restaurants ....... 217,628 3.3 211,573 34 244,540 35
Transport and communication
SEIVICES ..evvvriieiieenieeninenn 124,768 9.1 156,148 7.0 157,390 7.6
Financial intermediation
SEIVICES ..ovvveeeveeiviieeaeenn, 49,897 115 63,003 8.9 81,870 7.2
Real estate (2) .......ccceeeee. 375,729 3.1 667,996 2.3 846,518 2.6
Education .........cccoceeveinenn. 12,091 5.2 - - 14,409 3.4
Health (3) .ooeviiieiiieeen 118,911 2.4 - - 180,450 2.1
Other services .........ccc....... 199,563 2.4 196,728 2.2 229,269 2.5
Total ... | 3,268,850 4.4| 3,521,416 3.9| 4,049,650 3.9
Source: Based on Istat’s 1991, 1996 and 2001 censuses.
(1) Excluding agriculture and public and non-profit institutions. — (2) Includes rental, information technology and research services. —
(3) Includes social services.

The average workforce of firms with between 20 and 249 workers
increased marginaly (from 46.2 to 48). By contrast, that of large firms
(with more than 500 workers) decreased by about 13 per cent to 1,875.3;
the number of firmsin this size class rose appreciably.
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The 2001 censusrevealed afurther declinefrom 36.1 to 31.3 per cent
in the manufacturing sector’s share of total employment, with the loss
of 368,000 workers. Employment in traditional Italian export industries
(textiles, clothing and footwear) continued the contraction that began in
1981. The service sector added 1,367,000 workers between 1991 and 2001
and its share of employment rose from 52.9 to 57.8 per cent. Employment
in wholesale and retail trade decreased overall, as the gain in the second
half of the 1990s was not sufficient to offset the pronounced |oss recorded
between 1991 and 1996. By contrast, the number of active firms and the
share of employment in construction rose sharply, especialy in the last
five years of the survey period. All segments of the service sector saw
average firm size decline, with the exception of wholesale and retail trade
and hotels, where most of the rise in average size occurred in the second
half of the 1990s.

The growth in employment in the mechanical engineering industry
during the decade (11 per cent, equal to 60,000 workers) may reflect the
shift by some firms, especially those established in industrial districts,
from the manufacture of traditional final goods to the production of the
machinery needed to make those products. The increase in the share of
employment in the metal-working and metal products sector, mainly
attributable to the increase in subcontracting and the manufacture of
semi-finished goods, could reflect the outsourcing of activities upstream
in the chain of production.

Medium-sized firms appear to be one of the strengths of Italian
industry. A recent survey conducted by Mediobanca and Unioncamere
of Italy’s medium-sized industrial firms (defined as corporations with
between 50 and 499 employees, turnover of between €13 million and €260
million and independent ownership) found about 3,700 such firms. As a
group, they employed 482,000, or 10 per cent of Italy’s manufacturing
workforce, in 1999 and showed operating profits between 1996 and 2000.
About nine tenths of these firms had between 50 and 249 employees.
Most of them were specialized in typical Italian export sectors and had a
relatively sound financial position. Between 1998 and 2000, the survey
shows, these efficient firms tended to grow in size. In particular, the
sample includes many formerly small firms that became medium-sized
and medium-sized ones that have developed into large enterprises. By
contrast, there were few cases of small firms jumping directly to the
largest category of firms. Medium-sized enterprises do not appear to have
had much difficulty in raising funds and maintained a level of liquidity
equal to that of large groups. Their external financing largely came from
banks, and their average cost of debt, consisting mainly of short-term
liabilities, was equivalent to that of large firms.



The ownership structure of Italian firms

The results achieved by firms are closely linked to the characteristics
of their owners, to the relationships between al owners and controlling
shareholders and to the ways in which control is exercised and transferred.
Corporate governance mechanisms differ in the degree of protection they
offer investors and can have an impact on the ability of firms to raise the
financial resources they need in order to grow to optimal size.

A number of insights into the characteristics of corporate governance
in Italy are offered by the Bank of Italy’s survey of industrial firms, which
in 2003 involved a sample of more than 1,800 predominantly unlisted
companies with more than 50 employees. The results show that there has
been little change in the structure of control since the Bank’s first survey
of corporate ownership a decade ago. In the 2003 sample the largest
shareholder held an average of 66.2 per cent of the capital, in line with the
figurein 1993; the median firm had about three sharehol ders. Concentration
of ownership remains high, although for unlisted firmsit is not unlike the
situation in France, one of the few countries for which comparable data are
available.

As in 1993, just over half of the sample firms were controlled
by individuals and about a third by non-financial companies, holding
companies or other firms, an indication of theimportant role of groups. The
percentage of firms controlled by banks or other financia companies was
negligible, while the proportion controlled by foreign firms increased from
7.8 10 14.6 per cent. As expected, public ownership declined (Table 16).

Table 16
DISTRIBUTION OF FIRMSIN BANK OF ITALY SAMPLE
BY TYPE OF CONTROLLING SHAREHOLDER
(percentage shares) (1)
1992 2003

INAIVIAUAL ..o 50.9 53.3
Foreign firm ... 7.8 13.7
Public enterprise or entity .........c.cccooeeriiiieniieneenee 6.9 1.2
Holding or subholding company .........ccccccceviiiniennenne 20.8 23.2
Private non-financial company ............cccccceviiieiniieenne 13.6 7.7
Financial intermediaries, insurance companies and

other financial companies ............ccoceeveviniiniiennenns 0.0 0.9

Total ... 100.0 100.0

Source: Banca d'ltalia, Indagine sulle imprese industriali.
(1) Values adjusted to take account of the different representation of size classes in the sample.
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The Consob-Bank of Italy database of listed groups, established
in 1992 and recently updated with figures for 1998 and 2001, shows a
decrease in the concentration of ownership of listed companies between
1993 and 1998, partly attributable to the privatization of major state-
controlled enterprises through public offerings. The average stake held
by the largest shareholder declined from 49.6 to 31.7 per cent between
1993 and 1998 before rising to 37.8 per cent in 2001. A comparison with
available figures for listed companies in other countries in 1996 shows
that the concentration of ownership of Italian firms is broadly similar
to that in other continental European countries, while ownership in the
United Kingdom and the United States is much more diffuse. The State's
shareholding of Italian listed companies has declined markedly, while
the share held by small investors and that held by foreign investors have
increased. Since 1993 the share held by banks has fallen sharply, to the
benefit of that held by bank foundations; the proportion held by financial
companies remains modest.

Legal ingtitutions can have a significant impact on firms' ability to
raise funds.

For companies with a narrow shareholder base, sufficient flexibility
in governance mechanisms can mean easier access to larger and more
diversified sources of financing. The reform of Italian company law, which
came into force on 1 January 2004, is a step in this direction.

In order to facilitate access to the equity capital market, corporate
governance rules must also be framed so as to reduce the private benefits
of control and thereby lower the cost of capital. Especialy important are
mechanisms for electing control bodies that make them representative
of minority shareholders (or of qualified groups of investors, including
bondholders) without, however, giving them undue influence in corporate
decision-making. A reform of bankruptcy procedures could affect the
ex ante valuation of business risk and further reduce the cost of capita;
encouraging firmsto disclose astate of crisisearly on could foster the rapid
reallocation of inefficiently employed resources.

Privatizations and the problems of the electricity sector

In 2003 the privatization of publicly-owned companies proceeded
slowly. In July, the state’s holding in Ente Tabacchi Italiani (a tobacco
products company) was sold en bloc in a public tender. The bid by British
American Tobacco was significantly higher than the others, generating
proceeds of €2.32 billion for the Ministry for the Economy, equal to twelve
times ETI’s forecast 2003 gross operating profit.



In October, the sale of a second tranche of Enel stock was completed
with the disposal of about 400,000 ordinary shares for €2.17 billion. The
Treasury’s remaining stake decreased to 61 per cent.

The electricity sector. — On 28 September 2003 a breakdown in the
Swiss electricity transmission grid triggered a blackout of the entire Italian
electricity network that lasted for many hours, revealing the vulnerability
of the system.

In electric power, as in the energy sector as a whole, Italy has a high
degree of import dependency compared with other industrial countries, but
it al'so uses less power as a proportion of GDP,

The electricity intensity of GDP in Italy is still about afifth less than
the OECD average but is rising, whereas the overall energy intensity of
GDP has fallen by more than athird in the last 30 years (Table 17). Long-
term forecasts indicate that the rate of growth of electricity consumption
in Italy will slow somewhat but will continue to be high for at least a
decade. By contrast, electricity intensity isdeclining in the other advanced
countries.

Table 17

ELECTRICITY INTENSITY OF GDP IN SELECTED ADVANCED COUNTRIES
(ratio of Kwh consumed to GDP in 1995 dollars)

Average annual rate of
1973 1979 1999 2000 2001 change

199095 | 1996-2001
France ......ccccoee... 0.19 0.22 0.27 0.26 0.26 1.47 -1.10
Germany .............. 0.25 0.27 0.21 0.21 0.22 —2.40 -0.40
taly ..coooovviiieie. 0.22 0.23 0.26 0.26 0.26 0.80 0.93
United Kingdom ... 0.38 0.37 0.30 0.30 0.30 -0.60 -1.30
Spain ..o 0.21 0.26 0.31 0.32 0.33 0.93 2.45
United States ....... 0.49 0.50 0.45 0.45 0.43 0.07 -2.30
Japan ........ccceeeen. 0.18 0.18 0.19 0.19 0.18 1.46 0.02
OECD total .......... 0.33 0.34 0.34 0.34 0.33 0.36 -0.80
Source: International Energy Agency, Energy Policies of IEA Countries, 2003 Review, Paris.

Between 1990 and 2002 power generation expanded by 27 per cent
in Italy, while consumption rose by 32 per cent. Net imports increased and
now cover 16 per cent of the national requirement.
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Italy stands out for its lack of any nuclear power generation capacity
and its position as the world’s largest net importer of electric power.

The inadequacy of interconnections between European domestic
power grids increases the risk of blackouts for countries such as Italy that
rely on electricity imports for a substantial portion of their needs.

The lower cost of imported energy has encouraged imports. For
technical reasons associated with the infrastructure for cross-border
connections and the type of contracts used, imported power isan inflexible
resource, increasing the rigidity of the national system.

Inthe second half of the 1990sit wasdecided to eliminate Enel’ selectricity
monopoly and to separate the various stages of power provision — generation,
transmission, dispatching and distribution — in order to prevent a dominant
vertically integrated producer from blocking access to new entrants.

In 1999 an independent system operator (ISO) was created to run the
national transmission network. Nearly all of the grid remained in the hands
of Enel, which exercised its ownership rights through its Enel Terna SpA
subsidiary. Enel transferred the assets and personnel necessary to operate
the network to the SO.

In recent years the supply of electricity in Italy has struggled to keep
up with mounting demand.

At the start of the summer of 2003 the Italian system reached its alert
threshold; there was the risk that available power would not be sufficient
to meet demand peaks. In view of the small operational reserves available,
the ISO was forced to carry out scheduled rolling power cuts during the
summer, asign of the structural problems culminating in the collapse at the
end of September, due, in particular, to the fragility of the network.

The governance mechanisms for the network have created problems
of coordination between the ISO and Enel (respectively the operator and
owner of thegrid) and provide few incentivesfor investment in maintenance
and upgrading of the network. The Electricity and Gas Authority and the
Antitrust Authority have expressed doubts about the decision to leave
ownership of the high-voltage transmission network in the hands of Enel,
which could base its investment decisions on different criteria from those
desired by its competitors.

Educational levels and the return on education in Italy

Numerous empirical studies have shown that anincreasein thelevel of
education increases the likelihood of finding employment and is associated



with higher earnings. Differencesin the stock of human capital are strongly
correlated with differences in productivity between countries and regions,
both directly and through their impact on the adoption of technological
innovations.

In Italy the average level of educational attainment islower than in the
other main industrial countries, due especially to the small percentage of
university graduates.

According to the OECD, in 2001 more than 55 per cent of the Italian
popul ation between the ages of 25 and 64 had only alower-secondary school
diploma, compared with an average of 34 per cent in theindustrial countries.
The share of the working age population with auniversity diploma, degree or
doctorate (10 per cent) was less than half the OECD average.

Appropriate incentives can influence individual decisionsto increase
one’s educational level. A recent study conducted by the Bank of Italy’s
Economic Research Department estimated that the average private return
on a l-year increase in the average level of schooling in Italy in 2000
was equal to 7.1 per cent. The returns associated with an additional
year of high-school or university education were close to 8 per cent.
The average return on education is therefore much higher than that on
alternative investments, such as securities or physical capital. In the
southern regions, given the greater impact of education on the probability
of finding employment, the estimated returns were higher than the
national average. From the point of view of the individual, continuing
one's education is an attractive investment opportunity, especially in the
poorest parts of the country.

Human capital formation is also profitable for the community. The
benefits in terms of higher future labour productivity are estimated at
about 7 per cent (7.8 per cent in the South). The findings show that about
30 per cent of the differential in regional productivity can be explained by
differencesin the level of human capital.

Regional economic devel opments and regional policy

Svimez (the Association for Industrial Development in Southern Italy)
estimatesthat output in the South increased by 0.3 per cent in 2003, compared
with 0.7 per cent the previousyear; in the Centre and North economic activity
remained duggish, with GDP increasing by just 0.2 per cent, compared
with 0.3 per cent in 2002. Growth in final consumption, which accelerated
with respect to 2002, was dightly faster in the Centre and North (1.3 per
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cent, compared with 1.2 per cent in the South and reflected the recovery in
both household and general government spending. Gross fixed investment
decreased with respect to the previous year; the decline was smaller in the
South (0.8 per cent) than in the rest of the country (2.5 per cent).

Figure 11

RATE OF GDP GROWTH IN THE SOUTH AND THE CENTRE-NORTH
(1995 prices)
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Source: Istat, Conti economici territoriali for1996-2002, Svimez estimates for 2003.

The average rate of GDP growth at constant prices between 1995 and
2003 was higher in the South than in the rest of the country (Figure 11).
The Ministry for the Economy estimates that the difference in GDP growth
reflects the higher rate of increase in gross fixed investment and the smaller
decline in exports in the South.

Table 18
EXPORTSBY GEOGRAPHICAL AREA
(percentage shares and annual rates of change at current prices)
Percentage

shares 2000 2001 2002 2003

2003
North-West .........ccccevieeninen. 41.6 15.9 5.7 -3.5 -2.0
North-East ........cccoecveeiiinenne 31.2 14.9 5.5 0.8 5.5
Centre ...cccevveeeeeeiieeeeee 16.1 21.2 2.3 0.6 —-6.5
SOUth .o 10.7 27.7 3.6 -3.0 -3.8
ALY oo 100.0 (1) 17.8 4.9 -1.4 4.0
Source: Istat, Le esportazioni delle regioni italiane.
(1) Includes the share of exports (0.3 per cent) not attributed to any region.

The value of exports of goods decreased in all parts of the country.
The decline was largest in the Centre and North East and least pronounced



in the North West. The rise recorded in the island regions, due to increased
sales of refined petroleum products, helped attenuate the decline in the
South as awhole (3.8 per cent; Table 18).

Theoretical models and empirical studies suggest the existence
of a correlation between the composition of foreign trade and growth
opportunities. In particular, they indicate that ahigh degree of specialization
in low-tech sectors tends to be associated with a reduction in an area’s
development.
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THE LABOUR MARKET

Theeuro area

The continuing weakness of economic activity caused a further
slowdown in employment growth in the euro area. According to partialy
estimated national accounts data, the number of persons employed
increased by just 0.2 per cent on average for 2003, compared with gains
of 0.5 per cent in 2002 and 1.3 per cent in 2001 (Figure 12). Again the
overall slowdown was largely the reflection of the significant fall in labour
demand in Germany (down by 1.1 per cent, after a decline of 0.6 per cent
in 2002), but employment also fell in Portugal, Finland, Belgium and the
Netherlands. France registered a modest increment of 0.2 per cent, while
larger gains were recorded in Italy (1 per cent) and especialy Ireland,
Greece and Spain (1.9 per cent). The unemployment rate rose in al
countries except Italy, Finland, Greece and Spain.

Between 2001 and 2003 labour productivity — real value added per
worker at base prices—rose by 0.3 per cent per year for the areaasawhole.
Productivity performance varied widely among the main economies.
Productivity declined by 0.4 per cent per year in Italy, rose at close to the
averageratein France and Spain (0.3 and 0.2 per cent per year respectively)
and improved much more sharply in Germany (1.3 per cent per year). The
differences were reflected in unit labour costs, which rose by 4.2 per cent
per year in Italy, 4 per cent in Spain, 2.4 per cent in France and 0.3 per cent
in Germany.

In the last few years Germany and Italy have had modest economic
growth in common but diverged in labour utilization. German firms
have gradually consolidated their presence in foreign markets, shed
labour and increased productivity, benefiting from more slowly rising
labour costs than in the other countries in the area, thanks in part to
lower inflation. In Italy, by contrast, employment growth has continued
to be quite rapid despite the weak cyclical phase. Contributing factors
have been the slowness of growth in real wages and greater flexibility in
the use of manpower. Labour productivity has been adversely affected;
the main factor in the productivity decline, however, continues to be the
lack of technological and organizational improvements, signaled by the
fall in total factor productivity (TFP). For the entire economy TFP, net
of the improvement in labour quality, is estimated to have diminished



by 1.1 per cent both in 2002 and in 2003, marking the first time since
the start of the 1980s that it has fallen for two consecutive years (Figure
13). In industry excluding construction, TFP, adjusted for number of
man-hours and capacity utilization, fell by 1.2 per cent per year. Only
once in the six years beginning with 1998 did it improve (in 2001, and
then only slightly); the cumulative fall over the period came to 3 per
cent.

Figure 12
THE LABOUR MARKET IN THE EURO AREA
(seasonally adjusted data)
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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 compensation of employees 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 the average compensation of employees) divided by total value added.
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Figure 13
LABOUR PRODUCTIVITY INITALY
(annual percentage changes, except as indicated)
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Source: Based on Istat, national accounts; for 2002 and 2003, partly estimated.

(1) Contribution of the change in the capital stock per standard labour unit to the change in labour productivity, in percentage
points. — (2) Difference between the rate of growth in value added at factor costs (at 1995 prices) and the rates of growth of the
capital stock and labour input (net of quality improvement), weighted by their respective shares in the distribution of value added.
— (3) Change in value added at factor costs (at 1995 prices) per standard labour unit.

Employment and unemployment in Italy

According to Istat’s labour force survey — which does not count
some categories of employed persons that are included in the national
accounts, such as workers living in institutions, conscripts and non-
resident aliens — the increase in the average number of persons
employed in 2003 was 1 per cent, compared with 1.5 per cent in 2002
and 2.1 per cent in 2001. The gain amounted to 225,000 jobs, two thirds
of them permanent payroll positions (177,000, including 29,000 part-
time jobs). The number of fixed-term workers rose by 20,000 and that
of self-employed workers by 28,000 (Table 19).

Between 1995 and 2000, 46 per cent of the overdl increase in
employment came from fixed-term positions, 42 per cent from permanent
jobs, and 12 per cent from self-employment. In the three years from 2001 to
2003, 89 per cent of the increase was accounted for by permanent jobs, 5 per
cent by fixed-term positions and 6 per cent by self-employment (Figure 14).

The use of more stable forms of employment in recent years stems
from several factors. Between 2000 and 2002, historically severe labour
shortages in many parts of the country may have improved workers
chances of obtaining permanent jobs. A second factor was the reduction
in labour force exits by workersin their fifties, mostly holding open-ended



positions, owing in part to the raising of the retirement age under the
pension reforms of the 1990s. Finally, a significant stimulus came from the
tax credit for permanent hiring under Law 388 of 23 December 2000 until
it was suspended in July 2002 because of its cost, which was much higher
than had been expected.

Table 19
STRUCTURE OF EMPLOYMENT IN ITALY
Change Change
2003 (1) 2003/2002 (1) January 2004/January 2003
Thousands | Percentage | Thousands | Percentage | Thousands | Percentage
of persons share of persons share of persons share
Self-employed .........ccccocvvenene 6,008 27.2 28 0.5 28 0.5
full-time ....oooeeiiee 5,605 25.4 51 0.9 21 0.4
part-time ........cccooeiiiieerieee 403 1.8 -23 -5.2 7 1.8
Employees .......ccccvvieiiiiiiiens 16,046 72.8 197 1.2 138 0.9
permanent ..........cccccceeeiiiinens 14,464 65.6 177 1.2 118 0.8
full-time ..., 13,449 61.0 148 1.1 78 0.6
part-time ......cccceviniienn. 1,015 4.6 29 29 40 4.0
fixed-term and temporary ..... 1,582 7.2 20 1.3 20 1.4
full-time ..., 1,119 5.1 16 -44.1 40 4.0
part-time ......ccccoviiniienn. 463 21 4 0.9 -20 -4.6
Total ... 22,054 100.0 225 1.0 166 0.8
Source: Istat, labour force surveys.
(1) Average of quarterly surveys conducted in January, April, July and October.

In the 1990s the presence of immigrant workers increased very
substantially. It is estimated that between 1991 and 2000 the share of
regular and irregular foreign workers rose from 2.3 to 4.8 per cent of the
work force. Ignoring complementarity or substitution effects between
Italian and foreign workers, this means that as a result of immigration
the total number of persons employed increased by 0.4 per cent over the
period, despite a 2.2 per cent fall in the number of Italiansin work.

According to the Ministry of the Interior the positions of 635,000
immigrant workers were regularized under Law 189 of 30 July 2002, or
90 per cent of the 705,000 applications received (92 per cent counting
residence permits granted but not actually collected by the persons
involved). According to the Caritas volunteer organization, 88 per cent
of the 259,000 applications presented in the regularization of 1995 were
granted and 86 per cent of the 251,000 presented in 1998.
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In 2000, the last year for which figures are available, unregistered
foreign workers numbered 600,000 and accounted for 17 per cent of total
off-the-books employment as estimated in the national accounts. Chiefly as
aresult of the latest regularization, underground employment fell to 14.2
per cent of total employment in 2002, compared with an average of 15 per
cent from 1997 to 2001.

Figure 14
EMPLOYMENT GROWTH IN ITALY
(on ayearly basis; thousands of positions created)
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Source: Istat, labour force surveys.

The average unemployment rate in 2003 was 8.7 per cent, down from
9 per cent in 2002. It fell in al parts of the country: from 4 to 3.8 per cent in
the North, from 6.6 to 6.5 per cent in the Centre and from 18.3 to 17.7 per
cent in the South. The male unemployment rate declined from 7 to 6.8 per
cent and the female rate from 12.2 to 11.6 per cent.

Thefact that older workers are remaining in the work force longer was
reflected in an increase in the employment rate of persons aged 55-64 from
28.9 per cent in 2002 to 30.3 per cent in 2003. The employment rate for al
persons of working age (15-64) rose from 55.4 to 56 per cent (from 68.8 to
69.3 per cent for men and from 42 to 42.7 per cent for women). Although it
has risen by about 5 percentage pointsin ten years, Italy’s employment rate
for the working-age population remains one of the lowest in the European
Union.

Labour input and sectoral developmentsin ltaly

In 2003 labour input, measured in standard labour units for the
national accounts, increased by 0.4 per cent year on year, or by 104,000



units (Table 20), compared with the rise of 1.2 per cent or 278,000 in the
number of persons employed. The discrepancy, which was the greatest
since 1991, depended largely on the 28.2 per cent jump in the number of
hours of Wage Supplementation authorized, which was equivalent to some
30,000 full-time jobs.

Table 20

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

Total employment Payroll employment

Share Change Share Change
1003 | 2003 | 2008 | 2003 | 995 | 5003 | 2003 | 2003
1993 2002 1993 2002

Agriculture, forestry and fishing 7.8 52| -28.1| -3.7 4.2 3.0 -229| -6.1

Industry excluding construction 22.8| 21.6 08| -0.3| 26.8| 253 24| -04

manufacturing .........cccceveveenninenn. 21.8| 20.9 19| -0.2| 254| 243 38| -0.2
CoNStruction ........ccceevviieeniieeenns 7.0 7.2 9.0 29 6.2 6.0 6.1 4.0
SErVICES ..oociiiiiiiiiieiieecr e 62.4| 66.0| 12.7 0.8 629| 658| 134 0.9

Wholesale and retail trade, repair
of personal and household

[o oo Te [N 15.6| 15.3 45 1.3| 10.2| 11.6| 233 2.4
Hotels and restaurants ............... 4.8 54| 214 0.9 3.8 42| 19.1| -0.6
Transport, storage and

communications .........cccccveene 6.1 6.2 7.5 0.9 6.7 6.6 7.4 1.1
Financial intermediation ............. 2.8 2.7 2.3 2.1 35 3.3 2.3 1.6
Services to businesses and

households (1) .....ccccoveveereenne 76| 11.1| 545 2.4 6.2 8.7| 50.4 3.6
Public administration (2) ............. 6.5 55| -9.1| -31 9.3 78| -9.1| -31
Education ......ccccceeeveeiiieeeinnn, 7.0 6.7 1.4 . 9.4 86| -05 0.1
Health ......cccooeiiiiiee, 5.4 5.5 8.0 -0.9 6.2 6.2 77| -0.3
Other community, social and

personal Services ...........ccooue. 3.7 44| 26.5 1.3 3.3 41| 35.8 1.7
Private households with

employed persons .................. 2.9 3.3| 19.8 2.1 4.2 47| 19.8 2.1

Total ... | 100.0 | 100.0 6.5 0.4| 100.0| 100.0 8.5 0.5

Source: Istat, national accounts.
(1) Real-estate, renting, computer and research services and other professional and business services. — (2) Includes defence
services and compulsory social security services.

Labour input contracted in agriculture and fishing and in industry
excluding construction. The Bank of Italy’s survey of industrial firms with
20 or more workers found a decrease of 1.4 per cent in the number of
persons employed in 2003 (Table 21). The contraction involved all parts of
the country and firms of all sizes and was accompanied by adecreasein the
number of hours worked per capita. Immigrants accounted for 2.9 per cent
of the total work force of the firms surveyed.
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In construction, labour input rose strongly for the fifth consecutive
year to its highest level since 1975. In the service sector it expanded by
123,000 standard labour units, the 1.5 per cent increase in the private sector
more than offsetting a contraction of 0.4 per cent in the public sector. As
in the previous five years, labour input increased in wholesale and retail
trade, in hotel services and in transport and communication; it recovered in
financial intermediation services following the decline registered in 2002,
principally because of the growth in auxiliary activities. The rate of growth
of employment in private services to businesses and households slowed
from 7.3 to 2.4 per cent.

Table 21

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

(percentages)
2003
Size class (number of workers) Geographical area (1)
2002
Total South
2049 | 50199 |200-a99| 500+ | North- | North- | oo | 520
West | East
Islands
Payroll employment
Average employment (2) ............ -1.2|-14|-13|-12| -10|-21|-1.7|-1.3|-1.5|-0.9
Employment at end of year (2) ...... -0.9|-1.8|-1.9|-13| -1.2|-25|-1.9|-1.7| 2.0| -1.4
Proportion of fixed-term
workers at end of year ............. 6.5| 59| 65| 59| 56| 55| 48| 64| 65| 7.7
Percentage of immigrants ............ ...l 291 381 321 28I 15
Turnover (3)
TUINOVET (4) wevveeieieeeiie e 31.5(29.1|34.4|30.4| 26.9|23.6|23.6|32.5]|30.0|37.3
HINNGS oo 15.3|13.6(16.2| 14.6| 12.8|10.6| 10.9| 15.4| 14.0| 179
permanent ..........cccooeeiiieennn. 6.4| 57| 6.9| 6.0 51| 47| 49| 69| 52| 6.3
at fixed term .......ccocceeveeinnene 89| 79| 93| 86| 7.7| 59| 6.0| 85| 88| 11.6
Separations .........cccoeceeeeniiieennnns 16.2| 155|18.2| 158 | 14.1|13.0| 12.7| 17.1| 16.0| 194
for expiry of fixed-term
CONEFaCE ...oooiveeeiieeeieeee 9.0| 82| 92| 89| 82| 63| 6.1 88| 9.0|121
for other reasons .................. 721 731 9.0l 691 59| 6.7l 661 83| 7.0 7.3
Actual working hours
Hours worked
per employee (2) .....ccoeevieenne -08|-0.7( 01|-05| -0.8|(-16|-0.8|-05|-0.5|-0.7
overtime (5) ..occveevvvveeeiiiieeiiieee 41| 40| 36| 4.1 41| 44| 42| 41| 3.7| 3.8
Temporary employment (5) (6) .... 17| 20| ...| 18| 24| 20| 21| 22| 15| 16
Wage Supplementation (5) (6) ... 13| 15 ... 1.4 16| 17| 17| 09| 16| 2.2
Source: Indagine sulle imprese industriali.
(1) Actual location of employees. — (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 workers.




The Bank of Italy’s survey of non-financial private service firms with
20 or more workers found an average increase in staff of 1.5 per cent in
2003 (Table 22). Immigrant workers made up 3.8 per cent of the total staff,
and 6.2 per cent in firms with 200 to 499 workers.

Table 22

EMPLOYMENT AND WORKING HOURSIN ITALIAN NON-FINANCIAL
PRIVATE SERVICE FIRMSWITH AT LEAST 20 WORKERS
(percentages)

2002

2003

Size class (number of workers)

Geographical area (1)

Total South
2049 |50-199 | 200-499| 500+ | North- | North- | ¢ | S
West | East
Islands
Salaried employment
Average employment (2) ............ 20| 15| 02| 20| 23| 18| 20| 28| 04|-01
Employment at end of year (2) ...... 20| 18| 14| 16| 16| 23| 25| 27| 12|-07
Proportion of fixed-term
workers at end of year ............. 95| 9.2 95|111| 10.3| 7.1| 83(11.1| 8.1| 9.8
Percentage of immigrants ............ 381 241 471 6.21 29
Turnover (3)
TUrNOVET (4) e 55.0|55.9|63.5|56.8| 66.3| 45.6| 46.4| 70.6 | 55.9| 57.4
HiriNgS oo 28.5(28.9|32.4|29.2| 34.0/239|24.4|36.7|28.5]| 28.3
permanent .........ccccooeeereeene 12.8|11.6| 9.9|12.7| 15.3|10.5( 12.2|13.2| 10.5| 9.2
at fixed term ........cccoeovevennnene 15.7|17.3|22.5|16.5| 18.7| 13.4| 12.2| 23.5|18.0| 19.1
Separations ........cccceeeeiieeneennn 26.5(27.0(31.1|27.6| 32.3|21.7|22.0|33.9|27.4|29.1
for expiry of fixed-term
CONIaCE ...ocovvveeeiieeeeiieeee 15.0(17.6(22.4|16.8| 17.8|149|13.1| 23.4| 18.6| 189
for other reasons ................. 1151 9.4 8.7110.81 145] 6.81 891105| 8.8l 10.2
Actual working hours
Hours worked
per employee (2) ....cccccoeeveenne. 05|-04|-10(-0.1| 03|-03|-05|-11| 04| 0.1
Overtime (5) ..oooveeveeiieenieeieesinenn 56| 53| 42| 53| 55| 6.0| 55| 5.0| 54| 438
Temporary employment (5) (6) ... | 09| 0.8 04| 06| 1.4| 08| 11| 04| 05

Source: Indagine sulle imprese industriali.

(1) Actual location of employees. — (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 workers.

Wages and the cost of labour in Italy

Actual earnings per standard employee labour unit, as measured in
the national accounts, increased year on year by 3.2 per cent, compared
with 2.6 per cent in 2002 (Table 23); in real terms the yearly gain was
0.6 per cent (0.2 per cent in 2002). Asin the three previous years, therise
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LABOUR COSTSAND PRODUCTIVITY INITALY

(annual percentage changes)

Table 23

Labour costs

Total factor

pon|Sligted| ot | QbR | e S | P SE0da | Untsour ol ] Poduenny 9

prices labour units | labour unit Igrt?cﬁlj%ﬁt labour unit (1) at b?f)e(g;mes _Unad- ) Ad-

1) 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 2.5 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 . 11 0.1 1.0 3.4 2.6 15 64.2 0.4 .
2001 ..o -0.2 -0.5 0.3 3.4 3.1 2.8 62.5| -0.7 0.3
2002 ..o -0.3 0.5 -0.8 2.5 2.2 3.1 63.7| -14| -1.1
2003 .o -1.0 -0.3 -0.6 2.8 3.0 3.7 6481 -1.31 -1.2
Construction
Average 1981-1985 . 0.1 -1.3 1.4 15.9 15.1 135 63.5 0.2 -
Average 1986-1990 . 1.9 -0.4 2.3 9.9 104 7.9 66.0 2.0 -
Average 1991-1995 . -1.3 -0.6 -0.6 45 4.5 5.2 70.1| -0.5 -
Average 1996-2000 . 1.3 0.8 0.5 3.4 2.3 1.8 70.4| -0.2 -
2001 ..o, 3.1 4.7 -1.5 2.2 2.1 3.7 71.7| -2.1 -
2002 ..o 25 2.6 -0.1 1.8 2.4 2.5 71.2| -1.0 -
2003 ..o, 2.5 2.9 -0.4 2.3 3.2 3.6 7181 -1.0 -
Private services (4)(5)
Average 1981-1985 . 3.0 3.7 -0.7 14.0 13.4 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 55 3.5 70.3 1.0 -
Average 1996-2000 . 3.4 2.2 1.2 3.2 2.2 1.0 65.4 0.8 -
2001 .o, 35 2.4 1.0 3.4 3.1 2.1 64.2 0.6 -
2002 ..oooiieiieieein, 1.0 2.1 -1.1 2.2 2.2 3.4 64.7| -1.4 -
2003 ..o, 0.5 15 -1.0 2.2 2.7 3.7 65.21 -1.1 -
Private sector (5)
Average 1981-1985 . 15 -0.2 1.6 15.4 15.3 13.4 74.5 1.0 -
Average 1986-1990 . 3.2 0.4 2.7 7.4 7.9 5.0 713 2.0 -
Average 1991-1995 . 14 -1.2 2.6 5.8 5.7 3.0 715 1.7 -
Average 1996-2000 . 2.4 0.9 15 3.4 2.5 1.0 66.8 1.0 -
2001 .o, 2.1 15 0.5 3.2 2.9 2.4 65.2 . -
2002 ..o, 0.5 1.4 -0.9 2.3 2.2 3.2 65.9| -1.3 -
2003 .o, -0.1 0.7 -0.8 2.6 3.0 3.8 66.61 -1.1 -
Total economy (5)

Average 1981-1985 . 1.6 0.5 1.1 15.2 15.1 13.9 77.5 0.6 0.3
Average 1986-1990 . 2.8 0.7 2.1 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 1.3 3.5 2.8 15 70.9 0.9 0.6
2001 2.1 1.6 0.4 35 3.2 2.8 69.4 0.1 .
2002 0.6 1.3 -0.6 2.6 2.5 3.2 69.9| -1.0| -1.1
2003 0.1 0.4 -0.4 3.2 3.8 4.2 70.6| -0.8| -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) The difference between the rate of growth in value added at factor costs and the rates of growth in labour input
and the capital stock, weighted according to their respective shares in the distribution of value added. Adjusted productivity is calculated taking account of
the improvement in the quality of labour input (proxied by workers’ educational attainment) and, for industry only, also of the change in the number of hours
worked and capacity utilization. For 2002 and 2003, 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.
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was more pronounced in the public than in the private sector (5 and 2.6
per cent respectively). Over the four years 2000-2003, public employees
earnings increased by an average of 4.3 per cent per year, against 2.7 per
cent for private-sector employees. Actual per capita earnings rose by 2.2
per cent last year in the private service sector, 2.3 per cent in construction
and 2.8 per cent in industry excluding construction; contractual per
capita earnings in the three sectors increased by 2.3, 2.6 and 2.5 per cent
respectively.

In the second half of 2003 and early 2004 industry-wide contractswere
signed for food processing, insurance, tourism, municipal transit, tanneries,
the national health service, chemicals, printing and publishing, textiles and
clothing, footwear and construction. The agreements confirmed the trend
of two-year wage increases in line with expected inflation rather than with
the Government’s official target inflation rates, as well as the substantive
recouping of the gap between actual and target inflation over the previous
two-year contract period.

L abour costs per standard labour unit — gross earnings plus employer
social contributions — rose by 3.8 per cent in 2003, or 0.6 percentage
points more than per capita earnings. As there was no change in
contribution rates, the faster rise in labour costs was due in part to the
increase in the contribution burden as a result of the regularization of
immigrant workers.

Thedistribution of earnings and household incomein Italy

According to the Bank of Italy’s biennial survey of Italian
households' income and wealth, average real net monthly payroll
earnings rose by 1 per cent per year from 2000 to 2002 (Table 24). The
increase was sharper for women than for men (1.9 as against 0.8 per
cent) and greater in the South than in the Centre and North (1.5 against
1 per cent). For full-time employees only, the geographical difference
vanishes but the gender difference is accentuated (2.2 per cent for
women, 0.8 per cent for men).

Continuing the upward trend that began in 1995, in 2001 and 2002
households' real equivalent disposable income rose by 1.5 per cent per
year, gaining 2.1 per cent per year in the Centre and North and declining
0.5 per cent annually in the South (Table 25). Over the four years from
1999 to 2002 it increased in both parts of the country, at annual rates of 1.1
and 0.8 per cent respectively.

83



Between 2000 and 2002 the overall indices of income inequality and
of poverty remained unchanged. However, there was a change in income
distribution to the benefit of self-employed workers and managersas against
production and clerical workers and pensioners. Real equivalent disposable
income (which includes all income, not just labour compensation and
pensions) rose by 8.9 per cent per year for the households of public and
private-sector managers and by 2.4 per cent for those of self-employed
workers, compared with 0.9 per cent for those of clerical workers, 0.6
per cent for those of production workers and 0.3 per cent for those of
pensioners.

Table 24

REAL MONTHLY TAKE-HOME PAY IN ITALY, 2000-2002 (1)
(in euros at 2002 prices, except as indicated)

Total Men Women Centre-North South

2000 2002 2000 2002 2000 2002 2000 2002 2000 2002

All employees

Average compensation ... | 1,202| 1,227 1,311 1,331 1,040| 1,079 1,249 | 1,273| 1,080 | 1,112
Giniindex (2) ....cccoovvvene. 0.240|0.251 (0.235 [ 0.238 | 0.230 | 0.259 | 0.227 | 0.249 | 0.268 | 0.254
Interdecile ratio (3) ........ 3.1 2.9 2.7 2.8 2.8 3.2 2.7 2.9 3.6 3.3

Low-income workers (4) 1691 17.81 11.2| 10.61 2541 28.01 13.31 1491 26.51 249

Full-time employees
Average compensation ... | 1,263| 1,293 1,337 1,358 1,134 1,185 1,305 1,337 | 1,152 | 1,181
Gini index (2) ..cooeveeene 0.217|0.228|0.225|0.227 | 0.190 | 0.223 | 0.208 | 0.227 | 0.237 | 0.224

Interdecile ratio (3) ........ 2.4 2.6 25 25 2.3 25 2.3 25 31 2.7

Low-income workers (4) 10.6| 11.3 9.0 8.0 13.4| 16.9 74| 86| 19.3| 184

Source: Indagine sui bilanci delle famiglie italiane, Archivio storico (Version 3.0 January 2004).

1) Main jobs (i.e. excluding second jobs). Compensation is deflated by the cost-of-living index. — (2) The Gini index of concentration
ranges from O (perfect equality) to 1 (maximum inequality). — (3) Ratio of the compensation of the 9" to the 1% decile. — (4) Percentage
shares. According to the OECD definition, low-wage workers are those earning less than two-thirds of the median for full-time
workers.

These developments reinforced medium-term trends in household
incomes that, while leaving the overal incidence of poverty unchanged,
have affected its composition. Between 1995 and 2002 the population share
of persons in low-income households — those with equivalent disposable
income of less than half the median — rose from 16.9 to 21.4 per cent
among blue-collar households and declined from 15.5 to 11.9 per cent
among self-employed households. There was an increase for clerical-



worker households as well, albeit from a much lower level. The incidence
of poverty diminished slightly among pensioner households and remained
negligible among those headed by managers.

Table 25

HOUSEHOLDS REAL EQUIVALENT DISPOSABLE INCOME

IN ITALY 1993-2002 (1)
(at 2002 prices, in lire and euros; percentage)

1993 | 1995 1998 | 2000 | 2002 2000 2002
Thousands of lire Euros

Average equivalent income ............ 28,483 | 27,921 | 29,666 | 30,061 | 30,953 | 15,525 | 15,986
Centre-North .....cccccevveviniiennn 32,946 | 32,427 | 34,965 | 35,054 | 36,535 | 18,104 | 18,869
SOULH e 20,633 | 20,038 | 20,356 | 21,252 | 21,022 | 10,976 | 10,857
Gini iNdeX (2) .voovvveereiieeeeeeee 0.336| 0.337| 0.348| 0.335| 0.333 - -
Centre-North .......cccccociiniiiiinnn. 0.300| 0.299| 0.314| 0.293| 0.296 - -
SOULh L 0.350| 0.356| 0.350| 0.357| 0.330 - -
Interdecile ratio (3) .....ccovvevriviieens 4.7 4.7 4.8 4.6 4.5 - -
Low-income households (4) ........... 12.4 125 13.0 12.4 12.3 - -
Centre-North .........ccoeoeiniiiiiennn 6.4 5.2 5.9 4.4 4.6 - -
25.1 27.1 27.4 28.4 27.7 - -

Persons in low-income households (4) 14.1 14.1 14.4 14.1 14.1 - -
Centre-North ..o 55 4.8 5.3 4.4 4.7 - -
SOULh L 29.3 30.4 30.4 31.2 30.9 - -

Source: Indagine sui bilanci delle famiglie italiane, Archivio storico (Version 3.0 January 2004).

(1) Total household income (including imputed rental income on home-owners’ dwellings), net of income and social security taxes,
deflated by the national accounts domestic consumption deflator and made comparable using a modified OECD scale of equivalence
(which assigns a weight of 1 to the first adult member of the household, 0.5 to every other member aged 13 and above, and 0.3 to
those aged under 13). The figures in the table are weighted by the number of household members so determined, except the share of
low-income households, which is calculated on the number of households. (2) The Gini index of concentration ranges from 0 (perfect
equality) to 1 (maximum inequality). — (3) Ratio of the equivalent disposable income of the 9" to the 1° decile. — (4) Percentage shares.
“Low income” is defined as less than 50 per cent of the median equivalent disposable household income.
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PRICESAND COSTS

The increasing weakness of domestic demand and the appreciation
of the euro moderated inflation in the euro area in 2003. The prices of
imported goods and services continued to fall, despite the rise in the dollar
prices of raw materials. Against this background, euro-area firms tended to
compress their unit profit margins.

In the euro area, harmonized consumer price inflation declined from
an average of 2.3 per cent in 2002 to 2.1 per cent last year. Core inflation,
measured by the change in the index net of energy and unprocessed food
products, diminished more markedly, from 2.5 to 2 per cent. Domestically-
generated inflation, estimated on the basis of the changes in the GDP
deflator, decreased from 2.5 to 2.1 per cent. Unit labour costs rose slightly
faster than in 2002, by just over 2 per cent (Figure 15). The jump in the
price of oil and other raw materials and the increase in the prices of tobacco
products in several countries curbed the fall in consumer priceinflation. In
this context and in the light of the improved outlook for the growth of world
trade, deflationary risks did not emerge. Inflation expectations remained
around 2 per cent.

In Italy, the pick-up in inflation from 2.6 to 2.8 per cent was due to
the rise in the prices of raw materials, above all oil, offset only in part by
the slight reduction in core inflation from 2.8 to 2.7 per cent. The new
widening of theinflation differential between Italy and therest of the euro
area, which reached 0.9 percentage points both including and excluding
the more volatile items, is attributable to the higher differential in the
growth in unit labour costs across the whole economy, which in the two
years 2002-03 on average was about 1.5 percentage points greater than
in the previous three years. This deterioration in the relative performance
of domestic costs was due mainly to labour productivity developmentsin
Italy.

The price tensions that arose in 2002 in connection with the cash
changeover to the euro, generally moderate though more pronounced in
some services, died away in 2003. Nevertheless, the distinct worsening
in perceptions of inflation that household opinion surveys registered in
concomitance with the introduction of the euro has been reversed only in
part for the euro area as a whole. In Italy the perceived rate of inflation
remained high.



Figure 15

INFLATION INDICATORSIN THE EURO AREA AND ITALY
(half-yearly data; percentage changes)
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food products and energy (1)
——-—unitlabourcosts(2) - import deflator (3)

Source: Based on Eurostat data.

(1) Harmonized index of consumer prices. For Italy, the percentage changes for 2001 are calculated with reference to the harmonized
indices that exclude price reductions for special offers. Left-hand scale. — (2) For the entire economy. The changes are calculated from
the moving average of the two quarters ending in the reference period. For the euro area, the changes are calculated on the basis of
the figures 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 costs in the euro area

Consumer prices. — The twelve-month rate of increase in the euro-area
harmonized index of consumer prices, which had averaged 2.3 per cent in
the first quarter of 2003, subsequently fell to 2 per cent, as did that in core
inflation (Table a10).

The twelve-month rate of increase in the prices of the most volatile
components, which in the first quarter of 2003 had risen to an average of
3.6 per cent, compared with 2.3 per cent at the end of 2002, came down to
1.5 per cent in the spring before rising again to 2.7 per cent in the second
half of the year.
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Coreinflation held at 2 per cent from the second quarter onwards. The
twelve-month increase in the prices of processed food rose to 3.8 per cent
in the fourth quarter. By contrast, the prices of services gradually slowed
down, with the ebbing of the transitory tensions that had affected some
services following the introduction of the euro; in Italy this deceleration
came later, beginning in the second half of 2003. The rate of increasein the
prices of non-food and non-energy products also eased significantly during
the year to an average of 0.8 per cent in the euro area (1.9 per cent in Italy,
0.6 per cent in France, minus 0.4 per cent in Germany; Table 26).

Table 26

HARMONIZED INDICES OF CONSUMER PRICESIN THE EURO AREA
(percentage changes on year-earlier period)

Italy Germany France Euro area
2004 2004 2004 2004
2002 | 2003 01 2002 | 2003 o1 2002 | 2003 01 2002 | 2003 01
General index .........ccceeeuee 26| 28| 23| 1.3| 1.0 10| 19| 22| 20| 23| 21| 17
Core inflation (1) ............ 28| 27| 23| 15| 09| 14| 22| 22| 26| 25| 20| 2.0
Processed food .......... 22| 34| 43| 25| 24| 16| 33| 47| 7.1| 3.1| 33| 35

Non-food and
non-energy products | 2.4| 19| 15| 04|-04| 0.7| 0.9| 06| 0.5| 15| 0.8| 0.7

SErViCes ....covvvvvvennnnn 34| 32| 24| 21| 14| 19| 28| 26| 28| 3.1| 25| 2.6
Unprocessed food ......... 49| 39| 50|-0.1|-1.1| 01| 29| 20| 10| 31| 21| 2.2
Energy products ............ -2.6| 32|-09| 03| 40|-16|-15| 23|-26|-0.6| 3.0|-1.5

Source: Based on Eurostat data.
(1) General index excluding unprocessed food and energy products.

Producer and export prices. — Euro-area producer prices rose by 1.6
per cent year on year; in 2002 they had decreased by 0.1 per cent (Table
al?2). Producer price inflation was fueled by the upturn in the prices of
intermediate energy and non-energy goods, which rose by 4.1 and 0.8
per cent respectively, whereas in 2002 they had fallen by 2 and 0.3 per
cent. Non-energy intermediate goods gradually incorporated the rise in
international commaodity prices in the second half of 2003, particularly
those of metals, which reflected the continuing upswing in international
demand in the second half of the year.

Faced with the euro’s large appreciation in nominal effective terms
(11.4 per cent on average for the year), euro-areafirmstrimmed their export
prices of goods and services by 0.5 per cent with respect to the previous
year according to national accounts data.



Costs. —Theimplicit deflator of imports of goods and servicesintheeuro
areafell by 1.2 per cent for theyear, moreor lessasin 2002. Thisdevel opment
was connected to the strengthening of the nominal effective exchange rate
of the euro, which moderated the pricing policies of foreign exporters and
countered the impact of the rise in the dollar prices of commodities. On the
basis of IMF indicators, non-energy commodity prices increased by 7.1 per
cent; the dollar prices of oil rose even more steeply (by over 15 per cent for
Brent grade), in response to the crisisin the Middle East.

For the four largest euro-area countries, unit labour costs in the whole
economy rose by an average of 2.1 per cent in 2003, compared with 1.8
per cent in 2002 (Table 27). The increase was due above all to dightly
faster growth in labour costs per employee; labour productivity continued
to stagnate.

Table 27

UNIT LABOUR COSTSAND THEIR DETERMINANTS
INTHE MAJOR EURO-AREA COUNTRIES
(percentage changes on previous year)

Labour costs Labour productivity Unit
per employee |
abour costs
1) Value added (2) Employment (1)

2002 2003 2002 2003 2002 2003 2003 2003 2002 2003

Industry excluding construction (3)

Germany .............. 1.6 2.6 2.2 32| -0.1 04| -22| -27| -05| -06
France .................. 25 2.8 1.9 2.3 0.3 01| -16| -22 0.6 0.5
taly ..o 2.2 30( -08| -06| -03| -1.0 05| 03 3.1 3.7
Spain ...oooveeieen. 3.6 3.9 0.7 2.4 0.6 13| 01| -11 2.9 15
Euro 4 (4) ... 1.9 2.6 11 18 0.0 01l -111 -16 0.8 0.8

Services (5)

Germany .............. 1.7 1.4 0.7 0.7 1.1 0.5 05| -0.2 1.0 0.6
France ......ccccccee... 3.1 2.6 0.6 0.4 1.8 1.1 1.2 0.7 25 2.2
17=1) 2.7 40| -0.6| -0.2 1.0 0.6 1.6 0.8 33 4.2

private .............. 2.2 27| -11| -1.0 1.0 0.5 2.1 15 3.4 3.7

public .............. 3.3 5.5 0.3 1.0 1.2 0.6 09| -04 3.0 4.4
Spain .....cccceeieenee. 3.8 44| -08| -05 1.6 2.2 2.4 2.8 4.6 4.9
Euro4 (4) ............. 2.3 2.4 0.0 0.0 1.3 0.8 1.4 0.8 2.3 2.4

Total economy

Germany .............. 15 1.6 1.1 1.3 0.4 0.2 -06| -1.1 0.5 0.3
France ......cccccee... 2.7 2.7 0.8 0.3 15 0.5 0.7 0.2 1.9 2.4
1 7=1) 25 38| -06| -04 0.6 0.1 1.3 0.4 3.2 4.2
Spain ..cooveeeeen. 3.9 4.2 0.1 0.2 1.6 2.1 15 1.8 3.8 4.0
Euro4 (4) ............. 2.1 2.4 0.3 0.3 0.9 0.5 0.6 0.2 1.8 2.1

Source: Based on Eurostat data.

(1) For Italy and Spain, based on standard labour units. — (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 sum of the figures for
France, Germany, Italy and Spain. — (5) For Italy, private services exclude the renting of property.
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Thefirst few months of 2004. — Euro-area consumer priceinflation fell
below 2 per cent in January, although it regained that level in April. The
main factors in the decline were the decrease in the twelve-month rate of
growth in the prices of unprocessed foods to an average of 2.2 per cent in
the first quarter of this year, from one of 3.6 per cent in the fourth quarter
of 2003, and the decrease of 1.5 per cent in the prices of energy products,
compared with an increase of 1.6 per cent in the previous quarter. By
contrast, core inflation picked up during the first quarter from 1.9 per cent
in January to 2.1 per cent in March, boosted by the surge from 3.4 to 4.1 per
cent for processed food, which was due entirely to price hikes for tobacco
products in several countries of the area.

The inflation rate dispersion and price levels. — For 2003 as a whole
the dispersion of inflation rates among the euro-area countries, measured
by the average unweighted standard deviation, was equal to 1 percentage
point. This marked a modest contraction following the series of dlight
increases that began in 1998 (Figure 16).

Figure 16

DISPERSION OF CONSUMER PRICE INFLATION RATES
AMONG THE EURO-AREA COUNTRIES
(percentage changes on previous year and percentage points) (1)
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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
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Between 1998 and 2003 consumer price inflation was systematically
below the euro-area average in Germany, France, Belgium, Finland and
Luxembourg and above it in the other countries. Italy was among the
latter despite experiencing very weak economic growth, surpassing only



Germany’s during the period. Breaking down the variation of the deflator
of fina demand, whose movement was in line with that of the consumer
price index, into the components of import demand, incomes, productivity
and profit margins, one finds that between 1998 and 2003 the inflation
differentials among the countries of the area were paraleled by the
accumulation of a similar gap in unit labour costs. On the other hand, the
disparities for the imported component and for profit margins were much
smaller.

Available data suggest that the dispersion of inflation rates among the
countries of the area has been accompanied by only limited convergence of
price levels since the introduction of the euro, in contrast with considerable
convergence in the period from 1995 and 1999. This was the finding of
the survey coordinated by Eurostat on purchasing power parities, the only
official source for comparing the price levelsin the EU countries.

Inflation expectations. — The Consensus Forecast panel surveyed in
May 2004 predicted that euro-areainflation would average 1.8 per cent this
year and decline to 1.6 per cent in 2005. Italian inflation was expected to
continue to run about half a percentage point higher, at 2.2 and 2.1 per cent
respectively. However, these forecasts assume that the recent tensions in
the international oil markets will subside.

Over longer time horizons, professional forecasters inflation
expectations for the euro area are in line with the medium-term target
indicated in May by the Eurosystem. In April they were predicting a rate
of approximately 1.9 per cent from 2006 forward; financial markets expect
the rate to be alittle higher.

Prices and costs in Italy

Prices. — In 2003 year-on-year consumer price inflation in Italy rose
by 0.2 points to 2.8 per cent on the basis of the harmonized index and 2.7
per cent according to the general consumer price index. The twelve-month
increaseinthelatter hovered between 2.7 and 2.8 per cent inthefirst quarter
before easing to 2.5 per cent in the final part of the year (Figure 17).

The prices of goods and services subject to price controls, net of house
rentals, accel erated sharply to an annual increase of 2.1 per cent, compared
with 0.3 per cent in 2002, boosted by the energy component, where prices
rose by 4.1 per cent last year after falling by 3.4 per cent in 2002 (Table a8).
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Excluding these items and the more vol atile components of the index (food
and energy products), average annual consumer price inflation came down
from 3 to 2.7 per cent in 2003. Contributory factors were the moderate
deceleration in the prices of non-food and non-energy products, from 2.2
to 1.9 per cent, and the let-up in those of services, from 3.9 to 3.5 per cent.
However, in 2003 the latter component of the index was again pushed up by
specific itemsin particular, such as catering services (restaurants, pizzerias
and cafés), repair and maintenance services and financial services.

Figure 17
ITALY: GENERAL CONSUMER PRICE INDEX
(percentage changes)
5 5
4 : O ’ ®. . 4

1 - . - . 1
L] L]
L]
L]
o J T T T S T L r 1 Lo v b L r L1
1999 2000 2001 2002 2003 2004
e onprevious month (1)  ------ on 3 months earlier (1) ——on 12 months earlier

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

Consumer priceinflation continued to diminish in the first few months
of this year. The twelve-month increase in the general index leveled off
at 2.3 per cent through April. The decline at the beginning of the year is
attributable to the unregulated components; in particular, the prices of
energy products steepened their fall and were 2.4 per cent lower in the first
quarter of 2004 than in the corresponding period of 2003.

The regulated component of consumer prices, which in 2003 had
risen less than the overall index, recorded a brusque acceleration to 2.9 per
cent twelve-month growth in March, mainly as a consequence of the large
increases in the prices of tobacco products.

Producer prices of industrial goods rose by an average of 1.6 per cent
in 2003 after remaining almost stationary in 2002 (Tableall). Theincrease
was due to the surge in the energy component, which rose by 2.5 per cent
after declining by 4 per cent in 2002.



In 2003 the average unit values of Italian exports of manufactures
increased by 0.8 per cent year on year. The prices of those going to the EU
countriesrose by 1.3 per cent, in linewith theincreases applied by domestic
producers in those markets. In non-EU markets Italian firms raised their
selling prices by a much smaller margin (0.4 per cent) to compensate for
at least part of the impact of the euro’s large appreciation on their market
shares.

Costs and margins. — In 2003 average profit margins contracted for
the second consecutive year in the main sectors. On the basis of input-
output prices calculated by Istat in the context of the national accounts,
unit variable costs in manufacturing rose by 2.3 per cent, compared with 2
per cent in 2002, while output prices increased by 1.4 per cent (Table 28).
While the costs of imported inputs in industry remained broadly stable,
those of labour inputs grew by about 4 per cent year on year.

Table 28

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

. Services excluding
Manufacturing general government
% weights 2002 2003 % weignts 2002 2003
Unit variable costs .................... 100.0 2.0 23 100.0 2.6 3.1
Labour inputs .......ccccceviiineennn 35.9 4.0 4.1 73.6 2.6 3.7
Other inputs ......cccocvveeviieeenen. 64.1 0.9 1.2 26.4 2.5 1.8
DomestiC ......cccovveeeeeiiiiinnnn. 38.3 1.7 2.2 19.9 2.8 3.3
Imported .....cccoooveviiiii 25.8 0.1 0.1 6.5 1.9 -2.4
Output Prices ......cccceveeviveeennnen. 100.0 1.3 1.4 100.0 2.2 2.7
On the domestic market ....... 58.3 11 2.2 91.3 2.1 2.7
On the export markets .......... 41.7 1.6 0.4 8.7 3.5 1.9
Source: Istat.
(1) Indicators calculated net of intrasectoral transactions.

The contraction in profit margins was smaller in the service sector.
Unit variable costs in private services rose by 3.1 per cent, compared with
2.6 per cent in 2002, reflecting the high incidence of 1abour inputs, whose
year-on-year growth jumped from 2.6 to 3.7 per cent; the 2.7 per cent
increase in output prices partly compensated for this.
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Italy’s inflation differential. — The difference between the rise in the
harmonized consumer price index in Italy and that in the euro area, which
had narrowed to lessthan half apercentage point in 2001 and 2002, widened
to 0.9 points last year. Italy’s inflation differential vis-a-vis the rest of the
area increased for both the more volatile items and the core components,
from 0.4 pointsto 1.2 and 0.9 points respectively.

Among the core components, the year-on-year increase in the prices of
non-food and non-energy goods was 1.4 percentage points higher in Italy
than in the rest of the area. This differential reflected the markedly faster
growth in Italy of unit labour costs in industry excluding construction,
which over the two years 2002-03 outstripped the average for the three
other major euro-area countries by more than 3 percentage points, owing
largely to the unfavourable developments in productivity. On average for
the year, in the service sector prices rose by 0.8 percentage points more
in Italy than in the area as a whole, up from 0.3 points in 2002, while the
differential for domestic costs widened to around 2 points.

Pricing policies in Italy. — As part of a Eurosystem research project
caled the Inflation Persistence Network, the Bank’s Economic Research
Department conducted several empirical studies that shed light on the
pricing policies of Italian firms.

The first draws on the results of a qualitative survey carried out at the
beginning of 2003 on a sample of over 300 private industrial and service
companieswith more than 50 employees. The survey questionnaire focused
on firms' procedures for setting and revising prices.

Themajority of Italian firms determine their selling prices by applying
afixed or variable mark-up to production costs. Competitive pressure exerts
a heavy influence on pricing strategies, particularly in industrial firms.
The lesser importance of this factor in the service sector appears to be
connected with the importance of local markets for the firms of the sector
and the application, especidly in retailing, of selling prices that are often
set directly by producers. Firms' selling prices are also influenced by the
specific characteristics of buyers; in particular, some pricing policies are
graduated according to the category of customer and the quantities sold.

In 2001 and 2002 firms adjusted their selling prices on an average
of once a year, comparable to the frequency found by similar studies for
other countries. In general, the intensity of price adjustmentsin response to
demand or cost shocks depends partly on such factorsasthe competitiveness
of the market and the costs customers sustain to find the best opportunities
on the market (so-called search costs).



In Italy, the main specific factors hindering more frequent price
adjustment are the existence of explicit contracts with buyers, the
reluctance of individual firmsto reprice for fear of provoking reaction from
competitors, and the perceived temporary nature of the shocks. On the
other hand, with the exception of firms in the retail sector, menu costs are
not considered an especially important impediment to more frequent price
adjustments.

The reaction of firms prices to shocks is asymmetrical. Positive
changes in costs have a greater impact than negative ones; increases in
demand give rise to larger price changes than decreases in demand.

The second study, based on a subset of elementary price observations
made on amonthly basis by Istat for the purpose of calculating the national
index of consumer prices, focuses only on the frequency with which these
prices are changed. The study analyzed some 750,000 elementary price
observations referring to 50 widely used products included in the national
consumer price index basket (excluding a priori items whose price is
regulated) in the months from January 1996 to December 2003. For this
subset, prices remain unchanged for an average of about nine months,
only dlightly shorter than the interval indicated by firms in the qualitative
survey. However, the results for the main components of the basket differ
widely: at one extreme there are the prices of energy and unprocessed food
products, which tend to change every month; at the other, those of services
and non-food and non-energy products, which remain unchanged for more
than ayear. The frequency of repricing also differs according to distributive
channel; in particular, it is higher in large-scale distribution.

Households’ infation perceptions

During 2003 consumers' inflation perceptions, measured by qualitative
household surveys coordinated by the European Commission, gradually
receded from the peaks recorded at end-2002 in the euro area a whole.
However, in Italy they remained high, asin 2002, and have only begun to
diminish since the start of 2004. The surge in perceived inflation coincided
with the introduction of the euro, although the national statistical institutes
and central banks estimated that the currency changeover’'s impact on
prices was generally modest.

The gap between the inflation rate measured by Istat and perceived
inflation can be traced to multiple causes. In the first place, during and
following the cash changeover a larger proportion of prices were marked
up or down. As producers had to modify their pricelistsin any casein order
to redenominate them in euros, they may have decided to telescope their
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ordinary price adjustments. If consumers' perceptions reflect the effective
impact of each price change on their total spending asymmetrically, being
more heavily influenced by price increases than decreases, even of equal
amount, then even if average inflation remains unchanged there will be
an increase in perceived inflation. The impact of this factor is magnified
by the sharp, higher-than-average rises recorded in the last two years for
the most frequently purchased items (food products, tobacco products,
fuel and some services, notably transport, postal, banking, and catering
services). It islikely that the impact of these items on households' inflation
perceptions is much stronger than their actual importance in the consumer
price index basket, which is based on the structure of average consumption
of the whole population over the entire observation period. That structure
isinfluenced heavily by lessfrequently purchased productswith higher unit
costs, such as durable goods.

Secondly, statistical analyses indicate that the feedback between
individuals perceptions and media attention to the issue may have played
a more important role than in the past. Following the introduction of the
euro, and in particular from the summer of 2002 onwards, the mass media
in Italy gave exceptional coverage to price devel opments, despite the broad
stability of inflation measured by Istat. In particular, in the last two years
one finds instances of coincidence between abrupt swings in households
opinions of the behaviour of prices and the number of articles on the
inflation controversy appearing in a sample of newspapers. This contrasts
with what was observed in previous phases of deteriorating inflation
perceptions (1995-96 and 1999-2000), when an equally significant upturn
in the consumer price index did not elicit comparably intense coverage.



THE BALANCE OF PAYMENTS
AND THE NET INTERNATIONAL INVESTMENT POSITION

Italy’s current account deficit increased, rising from €10 billion (0.8
per cent of GDP) in 2002 to €18.4 billion (1.4 per cent of GDP) in 2003
(Table 29). The increase was chiefly due to the fall in the trade surplus from
€14 billion to €8.8 billion. Other contributory factors were the rise in the
deficit on income from €15.4 billion to €17 billion and in that on current
transfers from €5.6 billion to €7.1 billion. The deficit on services remained

unchanged at €3 billion.

Table 29
ITALY'SBALANCE OF PAYMENTS (1)
(balance in billions of euros)
2001 2002 2003
Current account .......ccccceeevviiieeneeennnne -0.7 -10.0 -18.4
GOOAS ...ovviiieeiiecie e 17.4 14.0 8.8
EXPOrtS .oovieiieiieeiie e 273.6 267.6 259.1
IMPOIS ...t 256.2 253.5 250.3
SEIVICES ..eviiiiiiieiiiee e . -3.0 -3.0
INCOME ..o -11.6 -15.4 -17.0
Transfers ... -6.5 -5.6 -7.1
EU institutions .........ccccevveinennncene. -5.6 -5.7 -6.3
Capital account .........ccccoeceeeiiieeennnnn. 0.9 -0.1 2.5
Intangible assets ..........ccoceiiiniicnnens -0.3 -0.2 -0.1
Transfers ... 1.2 0.1 25
EU institutions 1.7 1.6 3.6
Financial account -3.3 8.5 16.8
Direct investment ........cccccccveeviveeninenn. 7.4 2.7 6.5
Portfolio investment ...........c.cccoeeeenene -7.6 16.1 3.4
Financial derivatives ...........cccccceeeuneen. -0.5 2.7 -4.8
Other investment ..........cccccceeveeriennen. 11.7 1.0 13.1
Banks (1) ..oooocvevieiieeiie e 27.6 -41.7 394
Change in official reserves ................. 0.5 -3.1 -1.4
Errors and omissions ..........ccccoeeuee. 3.1 15 -0.9

(1) MFls, excluding the Bank of Italy.

The capital account swung from near balance in 2002 to a surplus of

€2.5 billion.

The financial account saw net inflows increase from €8.5 billion (0.7
per cent of GDP) to €16.8 billion (1.3 per cent of GDP); the errors and

omissions item was a small net ooifl of €0.9 billion.
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The largest contribution to the improvement in the financial account
came from “other investment”, with the surplus rising from €1 billion to
€13.1 billion. The net inflow of direct investment, portfolio investment and
derivatives decreased from €10.7 billion to €5.1 billion and from 0.8 to 0.4
per cent of GDP.

Italy made amarginal contribution to the declinein the current account
surplus of the euro area, as its surplus vis-a-vis countries outside the area
contracted from €6.1 billion to €5.5 billion. Its trade surplus with these
countries also declined dlightly (from €23.6 billion to €20.5 billion) and the
deficit on transfers increased. The deficit on income narrowed from €5.9
billion to €1.4 billion, while that on services widened from €4.3 billion to
€5.2 billion. Turning to Italy’s financia flows other than reserves vis-a-vis
countries outside the euro area, net inflows rose from €20.1 billion in 2002
to a substantial €85.1 billion; the net inflow of direct investment, portfolio
investment and derivatives more than doubled, rising from €23.9 billion to
€57.9 billion.

At the end of 2003 Italy had a net external debtor position of €75.1
billion, or 5.8 per cent of GDP; at the end of 2002 the position had been
negative by €67.4 billion, or 5.4 per cent of GDP.

Trade

Italy’strade surplusfell from €14 billion (1.1 per cent of GDP) in 2002
to €8.8 billion (0.7 per cent of GDP). Trade decreased in value terms for
the second successive year: exports declined by 3.2 per cent and imports by
1.3 per cent. The decline in exports was due to the contraction in volumes
(by 4.7 per cent according to foreign trade data), which was attenuated by
an increase of 0.8 per cent in average unit values. The decline in imports
was entirely attributable to lower volumes, as average unit values were
unchanged overall. The terms of trade therefore improved for the third
successive year, although the gain of 0.9 per cent was smaller than that
registered in 2002.

Turning to trade with the euro-area countries, the contractionin volume
of 6.2 per cent was larger than that for al trade, as was the increase of 2
per cent in average unit values. For trade with countries outside the euro
area average unit values declined, especially vis-a-vis the United States,
probably in relation to pricing policies aimed at mitigating the effects of
the depreciation of the dollar against the euro. Imports displayed a similar
pattern, with the largest decline in volumes (2.9 per cent) and increase in
prices (1.2 per cent) found for trade with euro-area countries. Imports from
non-EU markets increased in volume while prices fell, especialy those



of goods other than raw materials coming from the dollar area (including
China). Therisein raw material prices tended to offset the benefits of the
appreciation of the euro against the dollar.

The contraction in exports and imports with euro-area countries by
respectively 3.3 and 1.4 per cent caused Italy’s trade deficit with the area
to rise from €9.5 billion to €11.7 billion. Asin 2002, trade with Germany,
the Netherlands, Ireland, Belgium and Luxembourg accounted for the bulk
of the deficit.

Although the trade surplus with countries outside the euro area
remained large at €20.5 billion (1.6 per cent of GDP), it contracted by more
than €3 billion. Thiswas entirely due to trade with non-EU countries other
than the accession countries. The surplus with the other EU countries rose
from €5 hillion to €5.3 billion and that with the accession countries from
€6 billion to €6.6 billion.

Italy’s trade surplus with the United States fell from €13.5 hillion
to €12.3 billion (from 1.1 to 0.9 per cent of GDP) as a result of a sharp
contraction in both exports and imports. The trade surplus vis-a-vis the
newly industrialized Asian countries declined from €3.3 hillion to €2.4
billion owing to a significant decrease in exports and arise in imports. The
deficit with China increased from €4.3 billion to €5.2 billion, or 0.4 per
cent of GDP.

Services, income and transfers

Services=— The deficit on services remained unchanged at €3 billion,
or 0.2 per cent of GDP.

Total credits declined dlightly, from €63.8 billion to €62.9 billion. Two
of the three largest sectors recorded decreases, astravel receiptsfell by 2.1
per cent and transport receipts by 10 per cent. Total debits declined from
€66.8 billion to €66 billion, reflecting falls in many items (government
services, insurance, construction, information and computer services, and
personal services); debits on the travel account increased by €0.4 billion.

The deficit on services reflected that on transactions with countries
outside the euro area, which increased from €4.3 billion in 2002 to €5.2
billion; it has been curbed by the surplus vis-a-vis euro-area countries,
which rose from €1.3 billion to €2.8 billion.

Theonly two sectorsto show asurplusweretravel, the most significant
item, and financial services. The surpluson the former declined for thethird
successive year from the 10-year high recorded in 2000 in conjunction with
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the Jubilee celebrations. The appreciation of the euro against the currencies
of some of the countries with which Italy has its largest flows of tourism
reduced holiday-related travel. The weakness of economic activity in Italy
and the euro area depressed business travel.

The surplus on travel fell from €10.4 billion to €9.4 billion, the net
result of a decrease of 2.1 per cent in receipts and an increase of 2.4 per
cent in spending. The number of visitors and their per capita expenditure
declined dlightly, by respectively 0.9 and 0.6 per cent. By contrast, the
number of Italian travellers abroad increased by 3 per cent, while their
per capita spending eased by 0.6 per cent. The surplus vis-a-vis euro-area
countriesincreased from €8 billion to €8.5 billion, in line with the results of
the previous three years. The surplus with respect to countries outside the
areafell from €2.4 billion to €0.9 billion; in 2000 it had been equal to €4.3
billion and in 2001 to €4.1 billion.

Thedeficit on transport increased asaresult of arisein debitsand afall
in credits. The deficits increased on two of the three items that contribute
most to the overall negative result: that on air passenger transport rose
from €1.6 billion to €1.7 billion and that on maritime goods transport from
€1.3 billion to €1.8 hillion. The deficit in respect of other goods transport
services, which mainly comprises road transport, remained stable.

Income.— The deficit on the income account continued to mount in
2003, rising from €15.4 hillion to €17 billion. The deterioration mainly
involved investment income, but the deficit on labour income also
increased from €0.9 to €1.1 hillion as receipts fell more sharply than
outlays. The deficit on investment income grew by €1.4 billion, from €14.5
billion to €15.9 billion, reflecting the increases of respectively €0.9 billion
and €0.3 billion in the deficits on income from portfolio investment and
“other investment”; the small surplus on income from direct investment
decreased, from €0.2 billion to €0.1 billion.

The increase in the deficit on the income account was entirely due to
the deficit with the euro-area countries, which rose from €9.5 billion to
€15.5 billion, while that with the rest of the world fell from €5.9 billion
to €1.5 billion. Developments in investment income, especially that of a
portfolio nature, were the main factor in the changes in the balances with
the euro-area countries and the rest of the world.

Current account transfers. Italy’s deficit on current account transfers
increased from €5.6 billion to €7.1 billion. The deterioration was entirely
attributable to the increase in the deficit on public transfers, which reflected



the rise in the deficit towards EU institutions caused by the increase in
transfers other than customs duty and VAT, and the decrease of €3.6 billion
in the credits of non-residents for taxes and duties. By contrast, private-
sector transfers made a positive contribution, with an improvement in the
balance on “other transfers’ (which include casualty insurance premiums
and claims, taxes and duties paid by residents and transfers for pensions
and social security contributions); the deficit on emigrants remittances
increased from €0.5 billion to €0.9 billion.

The capital account

The capital account improved from balance in 2002 to a surplus of
€2.5 hillion. The gain was nearly al attributable to public transfers, which
swung from a small deficit of €0.1 billion in 2002 to a surplus of €2.3
billion. A contributory factor was the increase of €2 billion in the surplus
vis-a-vis EU ingtitutions in relation to larger transfers from the Regional
Development Fund.

The financial account

Direct investment- Direct investment gave rise to net inflows of €6.5
billion (0.5 per cent of GDP), compared with net outflows of €2.7 billionin
2002. Asin 2002, the swing was mainly dueto thefall in Italian investment
abroad, which decreased by more than half from €18.2 billion to €8 billion;
foreigninvestment in Italy amounted to €14.5 billion, compared with €15.5
billion in 2002.

The decrease in Italian foreign investment was primarily attributable
to net disinvestment in the transport and communi cations sectors and in the
mechanical engineering (machinery and transport equipment) sector.

The balances with the euro-area and non-euro-area countries both
showed net direct investment inflows in 2003, compared with net outward
flows the previous year. The main contribution to the overall swing
concerned the euro-area countries, with a net inflow of €5.7 billion,
compared with a net outflow of €2.5 billion in 2002; vis-a-vis the non-
euro-area countries there was a net inflow of €0.8 billion, compared with
broad balance in 2002.

Portfolio investment and derivatives. Net outflows of portfolio
investment and derivatives amounted to €1.5 billion in 2003, compared
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with net inflows of €13.4 billion in 2002. For portfolio investment alone,
net inflows fell from €16.1 billion to €3.4 billion and from 1.3 to 0.3 per
cent of GDP, reflecting the sharp increase in Italian outward investment
(from €17 hillion to €51.1 billion), which exceeded the rise in foreign
investment in Italy (from €33.1 billion to €54.4 hillion). Italians increased
their net purchases of shares from €6 billion to €13.8 billion and of bonds
from €10.9 billion to €37.3 billion. Foreigners continued to run down their
holdings of Italian equities, although to a lesser extent than in 2002 as net
outflows decreased from €7.2 billion to €2.2 billion. Their net investment in
securities other than shares increased by €16.4 billion, with the rise again
being driven by investment in bonds. The balance of investment in equities
shows net outflows of €16 billion, that in non-equity securities net inflows of
€19.4 billion. While net foreign investment in the bonds of Italian non-bank
issuers contracted sharply (from €18.1 billion to €0.9 hillion) in response
to a number of corporate crises and more generaly to the small volume of
net issues, net investment in Italian government securities rose from €24.2
billion to €61.9 billion and consisted almost entirely of BTPs and BOTSs.

The geographical breakdown of portfolio investment flows shows
that the decrease in overall net inflows was the result of the increase in net
outflows towards the euro area from €8.7 billion to €57.4 billion that was
only partly offset by the increase in net inflows from the rest of the world
from€24.8 billion to €60.8 billion. The expansion in net outflows of portfolio
investment to the euro areainvolved all categories of securities; therisein net
inflows from the rest of the world involved securities other than equities.

“Other investment”— Net inflows of “other investment” rose from €1
billion in 2002 to €13.1 hillion, as net inflows of liabilities (€32.9 billion)
exceeded net outflows of assets (€19.9 billion). The overall balance of bank
transactions swung from a net outflow of €41.7 billion to a net inflow of
€39.4 hillion. The change primarily reflected developments in bank loans
and deposits: repatriations of assets amounted to €3.8 billion (compared
with outflows of €33.4 hillion in 2002) and inflows of liabilities totaled
€39.2 billion (as against repayments of €6.5 billion the previous year). The
loans and deposits of private-sector non-bank residents swung from a net
inflow of €36.7 billion to a net outflow of €22.1 billion, the result of net
outflows of assets of €18.1 billion (compared with net inflows of €29.2
billion in 2002) and net outflows of liabilities amounting to €4 billion
(compared with net inflows of €7.5 billion the previous year).

The offcial reserves-Italy’sofficial reservesstood at €50.1 billion at the
end of 2003, compared with €53 billion ayear earlier. Flows during the year
increased the reserves by €1.4 billion, exchange rate and value adjustments



reduced them by €4.4 billion. The value of foreign currency assets declined,

while that of gold stocks increased from €25.8 billion to €26 billion.

Italy’s net international investment position

Italy had a net debtor position of €75.1 billion at the end of 2003 (5.8
per cent of GDP), compared with one of €67.4 billion at the end of 2002
(5.4 per cent of GDP). The financial account made a negative contribution
of €16.8 hillion, while value and exchange rate adjustments were positive
by dightly more than €9 billion (Table 30). Exchange rate losses totaled

Table 30
ITALY'SNET INTERNATIONAL INVESTMENT POSITION
(millions of euros)
January-December 2003
S | e
() Flows (2) Exchange CZ?SE& n @)
@ ®) © e | oter | @by | @@
3)
Resident non-banks
ASSELS i 851,961| 69,143 |-17,568 | —41,013| 23,445| 51,575| 903,536
Direct investment .............. 170,155 6,902 | -2,290| -6,295| 4,005 4,612| 174,767
Portfolio investment .......... | 526,659| 40,274 |-12,556 | —31,937| 19,381 | 27,717| 554,376
eqUItieS .oovveeveeiriecieee. 225,656| 13,567 9,538 -6,032| 15,570| 23,105| 248,761
Other investment .............. 146,977 18,987 | -2,719| -2,781 62| 16,268 163,245
Derivatives ..........ccccveeennes 8,170| 2,980 -2 -2 2,978| 11,148
Liabilities ...cccccoevveeviieeenne. 908,665| 70,077 | -6,148| -8,172| 2,024| 63,929( 972,594
Direct investment .............. 119,706| 14,707 2,109 -74 2,183 | 16,816| 136,522
Portfolio investment .......... 656,944| 56,899 | -6,678| -6,475| —204| 50,221| 707,165
eqUItieS ...cceevveereeiieeen. 28,135 -6,107 2,588 -10f 2,598 | -3,519| 24,616
Other investment .............. 126,485| -3,532| -1,584| -1,623 39| -5,116| 121,369
Derivatives ........cccccceeeennns 5,530 2,003 5 . 5 2,008 7,538
Net position ......... -56,704 —-9341-11,4191 -32,8411 21,4221 -12,353| —69,057
Resident banks
Assets ........ 229,491| 17,219| 13,840 -5,590| 19,430| 31,059| 260,550
Liabilities 301,544| 38,293| -11,485| -10,466| -1,018| 26,808| 328,352
Net position ......... —72,0531 -21,0741 25,325 4,8771 20,448 4,2511 —67,802
Central bank
ASSELS i 66,420 2,821| -5,075| -5,197 122| -2,254| 64,166
Liabilities 5,108 -2,412 -252 -252 .| —2,664 2,444
61,312 5233 -4823| -4,945 122 410| 61,722
OVERALL NET

INTERNATIONAL

INVESTMENT POSITION | —67.445| —-16,775 9,083| —-32,909| 41,992| -7,692| -75,137

(1) At end-of-period prices and exchange rates. — (2) At the prices and exchange rates obtaining on the transaction date. — (3) Calculated

on the basis of the currency composition.
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about €33 billion, while other adjustments (mainly in relation to prices)
showed again of about €42 billion. Exchange rate adjustments reduced the
value of the assets of non-bank residents, especially portfolio investments;
however, they helped to lower the value of banks external liabilities by
€10.5 billion. The decrease in the net creditor position on direct investment
from 5.1 to 4 per cent of GDP was partly offset by a reduction in the net
debtor position on portfolio investment from 8.2 to 8.1 per cent of GDP and
on other investment from 6.7 to 5.9 per cent.



THE PUBLIC FINANCES

Genera government net borrowing in the euro area grew for the third
successiveyear. Inrelationto GDPitrosefrom 2.3to 2.7 per cent; according
to the programmes governments had submitted, it should have fallen by 0.4
percentage points. The primary surplus contracted by 0.6 percentage points
of GDP, reflecting the persistence of unfavourable economic conditions.
The deterioration was checked by the greater recourse made by some
governments to one-off measures. The ratio of debt to GDP rose by 1.2
percentage pointsto 70.5 per cent.

Four countries (France, Germany, Greece and the Netherlands)
recorded deficits in excess of 3 per cent of GDP. France and Germany had
also exceeded this threshold in 2002.

In thefirst part of 2003 the Excessive Deficit Procedure was launched
against France and Germany. On 25 November 2003 the EU Council
decided to hold the Excessive Deficit Procedure in abeyance for both
countries; continuing with the procedure, as proposed by the European
Commission, would have been a further step towards the imposition of
sanctions. The Council nonetheless recommended that the two countries
should achieve substantial reductionsin their cyclically adjusted deficitsin
2004-05 and set 2005 as the time limit for bringing their deficits below the
3 per cent threshold.

The Governing Council of the European Central Bank stated that the
failureto go along with the rules and procedures of the Stability and Growth
Pact risked undermining the credibility of the institutional framework and
the confidence in sound public finances of member states across the euro
area.

In view of the prolongation of unfavourable economic conditions, the
objectives set by the euro-area countries for 2004 and the following years
were made less ambitious. According to the forecasts of the European
Commission, in many countries the new objectives for 2004 will not be
achieved; France, Germany, Greece, Italy, the Netherlands and Portugal are
expected to record deficits in excess of 3 per cent of GDP.
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In April 2004 the Commission recommended that the Council should
issue an early warning to Italy. It also launched the Excessive Deficit
Procedure against the Netherlands and Greece. In the latter country, asin
Portugal in 2002, there has been an abrupt worsening of the public finances.
The Council will decide on the positions of the individual countriesin the
coming months.

In Italy general government net borrowing amounted to 2.4 per cent
of GDP, compared with 2.3 per cent in 2002. Interest payments declined
from 5.8 to 5.3 per cent. The primary surplus fell from 3.5 to 2.9 per cent;
about half the deterioration can be attributed to the poor performance of the
economy. Thefall in the primary surplus was curbed by an increasein one-
off measures, which rose from 1.5 per cent of GDPin 2002 to around 2 per
cent in 2003. As a consequence of the various tax regularization schemes,
taxes and socia security contributions rose by 0.9 percentage points of
GDP. Primary current expenditure increased by one percentage point.

In the last few years the reduction in interest payments has offset
the gradual decline in the primary surplus: between 1997 and 2003 both
aggregates contracted by around 4 percentage points of GDP. In the same
period taxes and social security contributions decreased by 1.7 points;
when receipts from one-off measures are excluded, the decrease was
sharper. The adjustment of the public finances and the process of reducing
the fiscal burden have been checked by the performance of primary current
expenditure, which rose over the same period by around 1.5 points.

The overall general government borrowing requirement fell to 2.8
per cent of GDP from 3.4 per cent in 2002. When privatization receipts,
which were substantial in 2003, are excluded, the borrowing requirement
rose from 3.5 to 4.1 per cent. The gap with respect to net borrowing was
equal to 1.6 percentage points of GDP, in line with the average of the
four preceding years. The borrowing requirement was curbed by one-off
measures amounting to around 2 per cent of GDP.

General government debt increased by €21.1 billion, which was €15.2
billion less than the total borrowing requirement. The difference stemmed
from the withdrawal of assets held with the Bank of Italy (€8 billion), the
effects of the issue of securities above par (€3.9 billion) and those of the
appreciation of the euro (€3.9 billion). The ratio of debt to GDP declined
from 107.9 to 106.2 per cent.

The objective for net borrowing in 2004 was set at 1.8 per cent of
GDP in the Economic and Financial Planning Document of July 2003. In
December a budgetary adjustment on the order of 0.8 per cent of GDP was
approved. In May 2004 the Quarterly Report on the Borrowing Reguirement
estimated net borrowing for theyear at 2.9 per cent of GDP, with the primary



surplus falling to 2.2 per cent. The real growth in GDP was forecast to be
1.2 per cent. If the performance of the public financesin the coming months
should prove less satisfactory than expected, the Government has indicated
that it will adopt additional corrective measures.

In the meeting of the EU Council on 11 May Italy undertook to
take steps to keep the deficit below the 3 per cent threshold. The Council
resolved to postpone the decision whether to issue an early warning to Italy
until July, when it will bein aposition to evaluate the measures announced
by the Government.

The Quarterly Report on the Borrowing Requirement foresees
a significant deterioration in the financial balances. the public sector
borrowing requirement, net of settlements of past debts and privatization
receipts, is seen as rising from 3.5 to 4.9 per cent of GDP; excluding only
privatization receipts, the expected increase is from 4.2 to 5.3 per cent.
The Report indicates a further widening of the gap between the borrowing
requirement and net borrowing; the maximum transparency is necessary
with regard to the underlying factors. The contribution of one-off corrective
measures remains high at around 1 per cent of GDP.

The performance of the public finances in the early months of the
year is consistent with the new estimates for the financial balances for the
year as awhole: in the first quarter the general government net borrowing
requirement amounted to €33.3 billion, which was about €11.2 billion
more than in the first quarter of 2002.

According to official estimates, which assume privati zationsamounting
to €21 hillion, the public debt should decline by 0.3 percentage points of
GDPin 2004 (from 106.2 to 105.9 per cent). In amedium-term perspective,
thereduction of the debt burden requiresasignificant increasein the primary
surplus and a substantial decrease in the borrowing requirement. In order to
achieve alasting improvement in the public finances and afurther fall in the
ratio of taxes and socia security contributions to GDP, structural reforms
of the main current expenditure items are needed, capable of significantly
reducing their incidence in relation to GDP.
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BUDGETARY POLICY IN 2003

Theeuro area

General government net borrowing rose for the third successive year,
to stand at 2.7 per cent of GDP, compared with 2.3 per cent in 2002; most
of the countriesin the euro area contributed to the deterioration (Table 31).
On the basis of the stability programme updates submitted in late 2002 and
early 2003, the euro-area deficit should have declined by 0.4 percentage
points of GDP. Against a background of persistently unfavourable
economic conditions, which proved worse than envisaged in the stability
programmes, budget outcomes were influenced above al by the working of
built-in stabilizers. In some countries the expansion in the deficit was kept
in check by increased recourse to one-off corrective measures.

Table 31
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO-AREA COUNTRIES
(as a percentage of GDP)
Net borrowing (1) Debt
2000 2001 2002 2003 2000 2001 2002 2003

Germany ............... 1.2 2.8 3.5 3.9 60.2 59.4 60.8 64.2
France ........cccoeeo.. 1.4 1.6 3.3 4.1 57.2 56.8 58.9 63.3
taly .o 1.8 2.6 2.3 2.4 111.2 110.6 107.9 106.2
Spain ....ooceeeeeenens 1.0 0.4 0.0 -0.3 61.2 57.5 54.6 50.8
Netherlands .......... -15 0.0 1.9 3.2 55.9 52.9 52.6 54.8
Belgium .......cccceee -0.2 -0.4 -0.1 -0.2 109.1 108.1 105.8 100.5
AuUStria ....ooooeeeeenns 1.9 -0.2 0.2 11 67.0 67.1 66.6 64.9
Greece .....ccooeeveees 2.0 1.9 1.4 3.2 106.2 106.9 104.7 103.0
Finland .................. 7.1 5.2 -4.3 -2.3 44.6 43.9 42.6 45.3
Ireland .........ccccc... -4.4 -1.1 0.4 -0.2 38.4 36.1 32.3 32.4
Portugal ................ 3.2 4.4 2.7 2.8 53.3 55.6 57.9 59.9
Luxembourg .......... -6.3 —-6.3 2.7 0.1 5.5 5.5 5.7 4.9
Euro area (2) ........ 0.9 1.7 2.3 2.7 70.4 69.4 69.3 70.5
Sources: European Commission and Eurostat.

(1) The data 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.

The primary surplus of the euro area continued on the downward trend
that had begun in 2001, falling to 0.8 per cent of GDP, compared with 1.4



per cent in 2002 and 3.2 per cent in 2000 (Figure 18). Interest payments
diminished further, declining from 3.7 to 3.5 per cent of GDP.

Figure 18

CHANGE IN THE PRIMARY SURPLUSIN THE PERIOD 2001-03
IN THE EURO-AREA COUNTRIES (1)

(percentage points of GDP)
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change in the primary surplus [Jchange in the cyclically-adjusted primary surplus

Source: European Commission.
(1) The changes are calculated taking the figures for 2000 as the initial values.

Net borrowing was particularly high in relation to GDP in France (4.1
per cent), Germany (3.9 per cent), Greece ( 3.2 per cent), the Netherlands
(8.2 per cent) and Portugal (2.8 per cent). Thiecde of France and
Germany exceeded the 3 per cent threshold for the second successive year.
Among the countries that have not adopted the euro, the United Kingdom
recorded a ddfit equal to 3.2 per cent of GDP, up from 1.6 per cent in
2002.

The European Commissianestimate of the ratio of the cyclically-
adjusted detit to GDP improved from 2.4 to 2.1 per cent. Among the
countries whose budgetary positions in 2002 were not close to balance or
in surplus, Ireland, the Netherlands and Portugallidfithe undertaking
entered into in October 2002 within the Eurogroup to improve their
cyclically-adjusted balances on current account by at least 0.5 percentage
points of GDP. The cyclically-adjusted primary surplus of the euro area
rose from 1.2 to 1.4 per cent of GDP; excluding the effects of the main one-
off measures, the ratio remained basically unchanged.

In 2003 one-off measures are estimated to have curbed the euro-area
deficit by about half a percentage point of GDP (against approximately
one third of a point in 2002). The measures in question mainly concerned
Belgium, Italy and Portugal.
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The euro-area debt ratio rose for thistfiime since 1996, reaching 70.5
per cent of GDP, compared with 69.3 per cent in 2002. The deterioration
was especially marked in France, where the ratio rose from 58.9 to 63.3 per
cent, and Germany, where it rose from 60.8 to 64.2 per cent. Among the
countries whose debt exceeds their GDP, Belgium achieved a reduction of
5.3 percentage points and Italy and Greece of 1.7 points.

In view of the 2002 budgetdures, in January 2003 the EU Council
initiated the excessive deit procedure against Germany and in June 2003
against France. At the same time it recommended that these countries adopt
measures within four months that would bring theirdasfioelow the 3 per
cent threshold in 2004.

In October and November respectively the European Commission
found that France and Germany had not taken steps that would enable them
to comply fully with the Counci$ indications. It recommended calling on
the two countries to achieve a larger-than-plannéditieeduction in 2004
and proposed extending by one year, to 2005, the time limit within which
they should eliminate their excessive digdi.

On 25 November the EU Council decided not to adopt the Commission’
recommendations and to hold the excessiveitlgiiocedure in abeyance
for the two countries. Continuing with the procedure would have been a
further step towards the imposition of sanctions. In the Conclusions directed
to each of the two countries the Council nonetheless recommended that in
the two years 2004-05 they should achieve sicgmii reductions in their
cyclically-adjusted net borrowing (at least 1.4 and 1.1 percentage points of
GDP for France and Germany respectively) and extended the deadline for
the reduction of their defits below the 3 per cent threshold to 2005.

In November the Governing Council of the European Central Bank
expressed regret with regard to the EU Cotmadkcisions. It observed
that the failure to go along with the rules and procedures foreseen in
the Stability and Growth Pact risked undermining the credibility of the
institutional framework and comfence in sound publiafances of member
states across the euro area.

At the beginning of this year the Commission appealed to the European
Court of Justice for a ruling on the conformity with the Maastricht Treaty
of the decisions taken by the EU Council on 25 November.



[taly

Budgetary policy. — The Economic and Financial Planning Document
of July 2002 set an objective of 0.8 per cent of GDP for general government
net borrowing in 2003 and of 5.1 per cent for the primary surplus (Table
32). In addition, it envisaged a reduction of 0.4 percentage points in the
ratio of taxes and social security contributions to GDP, to 41.9 per cent, and
a reduction of 4 percentage points in the debt ratio, to 104.5 per cent. It was
assumed that the economy would grow by 2.9 per cent.

Table 32
PUBLIC FINANCE OBJECTIVES, ESTIMATESAND OUTTURNS
FOR THE YEAR 2003
(billions of euros)
General government Memorandum items
State sector|
borrowing Real GDP
requirement|  Net Primary | Interest Nominal
(1) borrowing| surplus [payments Debt rg;g’(;/:) GDP
Objectives
EFPD (July 2002) ....cccvveeiiiieeiiieens ....| 10.8| 67.6| 78.4 e 29| 1,325.3
as a percentage of GDP ........... A 0.8 51 5.9 104.5
EFPD update (September 2002) ..... 36.0| 19.6| 58.6| 78.2 e 2.3| 1,305.0
as a percentage of GDP ........... 2.8 1.5 45 6.0 105.0
Stability programme update
(November 2002) ........ccccocvveennne. AP A A A A 2.3| 1,305.0
as a percentage of GDP ........... e 15 4.5 6.0 105.0
Estimates released during the year
QRBR and FPR (April 2003) ............ 42.0| 30.1| 413| 714 e 11| 1,307.1
as a percentage of GDP ........... 3.2 2.3 3.2 55 105.9
EFPD (July 2003) ...cooiveeeiiieeeiiiieene 43.0| 30.4| 38.9| 693 e 0.8| 1,303.7
as a percentage of GDP ........... 3.3 2.3 3.0 5.3 105.6
FPR and EFPD update
(September 2003) .......ccccrvvrnrenne 45.0| 329| 36.4| 693 e 0.5| 1,300.2
as a percentage of GDP ........... 35 25 2.8 5.3 106.0
Stability programme update
(November 2003) ........ccccvvvrveennn e e e R e 0.5| 1,300.0
as a percentage of GDP 25 2.8 53 106.0
OULLUINS i 42.7| 31.8| 37.5| 69.3| 1,381.4 0.3| 1,300.9
as a percentage of GDP ........... 3.3 2.4 2.9 5.3 106.2
(1) Net of settlements of past debts and privatization receipts.

The objectives were revised in the September update of the Economic
and Financial Planning Document: the figure for net borrowing was raised
to 1.5 per cent of GDP, that for the primary surplus lowered to 4.5 per
cent and that for the debt raised to 105 per cent. In particular, account was
taken of the upward revision of the estimate for the budget deficit in 2002
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(from 1.1to 2.1 per cent of GDP) and of the reduction in forecast economic
growth to 2.3 per cent. The update of the stability programme in November
2002 confirmed this planning scenario.

In order to achieve the objectives for 2003, the Government
submitted a bill to Parliament containing measures to reduce the deficit
on a current programmes basis by an estimated one per cent of GDP. The
changes introduced by Parliament left the size of the correction basically
unchanged (see the box “The implementing provisions of the budget for
2003, Economic Bulletin No. 36, March 2003). The bulk of the adjustment
consisted of tax regularization schemes, which were expected to generate
€8 hillion of receipts. In addition, the budget estimates on a current
programmes basis discounted a sizable contribution to the reduction in the
deficit from the sale of publicly-owned real estate.

In the early months of 2003 the borrowing requirement was higher
than expected. At the beginning of March Istat published a figure of 2.3
per cent of GDP for net borrowing in 2002, which was higher than the
Government’s estimate of 2.1 per cent in the previous autumn. In April,
in the Quarterly Report on the Borrowing Requirement, the Government
raised the estimate of net borrowing to 2.3 per cent of GDP and reduced
that of the primary surplusto 3.2 per cent. The estimate of economic growth
was lowered to 1.1 per cent.

In July the Economic and Financial Planning Document for the years
2004-07 reduced the estimate of the primary surplus for 2003 to 3 per cent
of GDP following the downward adjustment of the estimate of economic
growth to 0.8 per cent; the target for net borrowing was left unchanged in
the light of a more favourable estimate of interest payments.

In September the Forecasting and Planning Report raised the estimate
of net borrowing to 2.5 per cent of GDP and lowered that of the primary
surplusto 2.8 per cent. In arriving at these figures, account was taken of the
results on an accrual basis of the tax regularization schemes, which were
much better than expected, and of the decision to defer a large part of the
planned sales of real estate to 2004. The estimate of economic growth was
reduced to 0.5 per cent.

In December the Government introduced a requirement for banks
acting as tax-collection agents to make an advance payment that can be
offset the following year. In 2003 this led to a temporary improvement in
the deficit of €2.7 billion or 0.2 per cent of GDP.

The results. — In 2003 the general government deficit amounted to
2.4 per cent of GDP, adlight increase on the 2.3 per cent recorded in 2002.



Interest payments declined from 5.8 to 5.3 per cent of GDP (Tables 33 and
al5; Figure 19).
Table 33

MAIN INDICATORS OF THE GENERAL GOVERNMENT FINANCES (1)
(as a percentage of GDP)

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

Revenue ........cccceveeee. 47.3| 45.1| 45.6| 45.8| 48.0| 46.5| 46.7| 45.8| 45.7| 45.3| 46.3
Expenditure (2) (3) ....... 57.6| 54.3| 53.2| 52.9| 50.7| 49.3| 48.4| 47.6| 48.3| 47.6| 48.8

of which: interest ........ 13.0| 11.4| 11.5| 11.5| 9.4| 80| 6.7/ 65| 65| 58 53
Primary surplus (3) ...... 28| 21| 39| 44 6.7 52| 5.0 46| 39| 35 29
Net borrowing (3) .......... 10.3| 93| 76| 7.1 27| 28| 17| 18| 26| 23| 24

Total borrowing
requirement ................ 11.0f 98| 7.2 75 18| 26| 13| 22| 404 34| 28

Borrowing requirement
net of privatization
rECEIPLS vvvvevverrirreriennns 11.00 10.1 7.7 7.8 29 33 33 35 43 35 41

Borrowing requirement
net of settlements of
past debts and
privatization receipts .. | 10.3| 9.6 7.5| 7.1| 29| 31| 28 31| 36| 31 34

Debt ... 118.7|124.8|124.3|123.1{120.5|116.7{115.5{111.2|110.6/ 107.9| 106.2

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 al15 in the Statistical Appendix.

The primary surplus continued on the downward trend that began in
1998, falling from 3.5 to 2.9 per cent of GDP, closeto thelevel in 1993. The
deterioration reflected the increase of 1 percentage point of GDPin primary
current expenditure (owing to the increase of 5.8 per cent in the numerator
and the limited growth of the denominator) and the fall in receipts from
the sale of publicly-owned real estate (from 0.9 to 0.2 per cent of GDP),
which are included under investment with a negative sign. On the other
hand the primary surplus benefited from the increase of 1 percentage point
in the ratio of taxes to GDP in connection with the revenues from tax
regularization schemes.

In 2003 the weak performance of the economy is estimated to have
accounted for 0.3 percentage points of the worsening of the ratio of the
primary surplus to GDP. In the last two years it is estimated to have
accounted for 0.7 points out of the total deterioration of 1 point.

The estimate is based on a methodology 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 Abridged Report for the
Year 2000). Ignoring composition effects, which in 2002 and 2003 mainly
reflected the relatively favourable performance, compared with GDP,
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of payroll employment and per capita earnings, the negative impact of
economic conditions on the primary surplus amounted to 1 percentage
point. Thisisin line with the European Commission’s recent estimate of
1.1 per cent, obtained using a methodology that does not take account of
changes in the composition of GDP.

Figure 19
GENERAL GOVERNMENT REVENUE AND EXPENDITURE
(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.

One-off measures reduced net borrowing by about 2 percentage
points of GDP in 2003, compared with 1.5 pointsin 2002 and 0.5 pointsin
2001. These estimates refer to the main budgetary measures; they do not
include the temporary expense arising from investment incentives, which
isdifficult to assess.

The most important one-off measures that affected net borrowing in
2003 were: tax regularization schemes (1.5 per cent of GDP), sales of
public buildings (0.2 per cent), the advance payment required from banks
acting as tax-collection agents (0.2 per cent), the special taxes in lieu of
income tax introduced in the Finance Law for 2002 (0.1 per cent), the
payments of the substitute tax on the revaluation of corporate assets that
was introduced in 2000 and extended severa times, most recently in the
budget for 2004 (0.1 per cent).

In 2002 the most important one-off measures had been: sales of public
buildings (0.9 per cent of GDP), interest rate swaps (0.2 per cent), the
above-mentioned substitute tax on the revaluation of corporate assets (0.1
per cent), the capital repatriation scheme (0.1 per cent), and the additional
payment made at the end of the year by banks acting as tax-collection



agents (0.1 per cent). Net borrowing in 2001 had been reduced mainly by
sales of public buildings (0.2 per cent of GDP) and receipts of the tax on
the revaluation of corporate assets (0.4 per cent).

Primary current expenditure rose from 38.4 per cent of GDP in 2002
to 39.4 per cent, the highest level in the last ten years. The increase was
primarily due to the sharp rise in intermediate consumption (which had
been curbed in the last part of 2002), staff costs (influenced by contract
renewals) and social benefits. Excluding the proceeds of sales of rea
estate, which are included under investment with a negative sign, capital
expenditure remained unchanged in relation to GDP and investment
expenditure increased by 6.9 per cent, rising from 2.8 to 2.9 per cent of
GDP and thus prolonging the upward trend under way since 1995.

In 2003 disposals of real estate generated €2.7 billion, ailmost entirely
by way of direct sales, €1 billion of which involved buildings included in
the securitization carried out in 2001 but not counted in calculating the
borrowing requirement for that year. In 2001 and 2002 such disposals
amounted to respectively €2 billion and €11 billion. The former amount
derived exclusively from direct sales, while the latter came from a €6.6
billion securitization and €4.4 billion of direct sales, of which just over half
wasin respect of buildingsincluded in the 2001 securitization. In July 2002
Eurostat established the criteria on the basis of which securitizations are to
be classified as sales or as loans (see the chapter on Budgetary Policy in
2002 in the Abridged Report for the Year 2002).

Revenue rose from 45.3 per cent of GDP in 2002 to 46.3 per cent asa
consequence of the large increase of 1.4 percentage pointsin capital taxes,
which was offset only in part by the decrease of 0.4 percentage pointsin
current revenues. The former included the amounts that accrued in 2003 in
respect of the tax regularization schemesintroduced in the Finance Law for
2003 (€19.3 billion) and the new time limits set for the capital repatriation
scheme (€0.6 billion). Current revenues were particularly affected by the
fall of 0.6 percentage pointsin the ratio of direct taxesto GDP in response
to aseries of factorsthat included the entry into force of the first step of the
income tax reform, the weak phase of the economic cycle and the effects of
the investment tax incentives introduced in earlier years.

Therevenue generated by thetax regularization schemesintroduced by
the Finance Law for 2003 amounted to about €13 billion. Since taxpayers
can settle these liabilities in instalments, the revenue accruing in 2003
includes the estimate of €6.3 billion for the paymentsthat will be made this
year and in the following years.
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Financial balances and the public debt. — When the figures for
Italy’s public finances were communicated to the European Commission
on 1 March 2004, those for the general government borrowing requirement
and debt were substantially revised.

The revisions were made in the light of new data on the amount of
postal current accounts held by the private sector and, to a lesser extent,
the results of checks on the procedures used to determine the value of the
government securities held by social security ingtitutions belonging to
the general government sector (see the box “Changes to the statistics on
the general government borrowing requirement and debt” in Economic
Bulletin No. 38, March 2004).

Theimpact of the changesis significant from 1999 onwards. Including
the effects of ordinary statistical revisions, the borrowing requirement was
revised upwards by €1.6 billion in 1999, €0.7 billion in 2000, €5.2 billion
in 2001 and €5 billion in 2002; the debt for those years was increased by
€6.3 hillion, €7 billion, €12.2 billion and €17.8 billion respectively. The
revisions of the estimates of the borrowing requirement did not affect those
of net borrowing.

The general government total borrowing requirement fell from €42.4
billion in 2002 to €36.4 billion and from 3.4 to 2.8 per cent of GDP (Tables
33, 34, and al9). The reduction reflects the increase in privatization
receipts from €1.9 billion to €16.8 billion, which was mainly due to the
transactions connected with the transformation of Cassa Depositi e Prestiti
into a limited company (€12 billion). Settlements of past debts rose from
€5.3 billion to €8.5 billion, which was dlightly above the average of the
previous four years.

As regards the financing of the borrowing requirement, net issues
of medium and long-term securities fell from €31.8 billion in 2002 to
€23.4 billion, while for short-term securities there was a swing from net
redemptionsof €0.4 billionto net issuesof €6.1 billion. The averageresidual
maturity of medium and long-term government securities nonetheless
lengthened from 5.5 to 6 years. Bank loans amounting to €5.2 billion were
repaid (€2.4 billion in 2002). The assets held by the Treasury with the
Bank of Italy were reduced by €8 billion (€2.2 billion in 2002). The funds
raised by way of postal current accounts held by the private sector declined
dlightly from €4.2 billion to €3.8 billion.

Excluding privatization receipts and settlements of past debts, the
borrowing requirement rose from 3.1 to 3.4 per cent of GDP. Temporary
measures are estimated to have reduced the net borrowing requirement by
about two percentage points of GDP, asin 2002.



GENERAL GOVERNMENT BALANCESAND DEBT
(millions of euros)

Table 34

2000 2001 2002 2003

Net borrowing (1) ......cccceeeecveeiniieennns 21,359 32,262 28,403 31,832
Total borrowing requirement .............. 25,726 48,364 42,409 36,360
Borrowing requirement net of

settlements of past debts and

privatization receipts (2) .......cccceeunee 36,575 43,383 39,010 44,667
Debt oo 1,297,100 1,347,805 1,360,253 1,381,394
Memorandum items:
Settlements of past debts (2) ............. 4,601 9,310 5,328 8,537
Privatization receipts (=) (2) ....cccocoveene -15,450 —4,329 -1,929 -16,844
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.

The temporary measures that affected the borrowing requirement but
not net borrowing includethe securiti zations of social security contributions
due to the National Social Security Institute (INPS) and claims of the State
Sector Employees Socia Security Institute (INPDAP), which generated
revenue equal to 0.2 and 0.3 percentage points of GDP respectively.
Conversely, the borrowing requirement was unaffected by the revenue
expected from the instalments of tax regularization schemes not yet paid,
which reduced net borrowing by 0.5 per cent of GDP.

The gap between the net borrowing requirement and net borrowing
amounted to 1 per cent of GDP, which was in line with the values recorded
in the period from 1999 to 2002. Excluding only privatization receipts, the
borrowing requirement exceeded net borrowing by 1.6 percentage points of
GDP, which was equal to the average of the previous four years.

The difference between the general government borrowing requirement
excluding only privatization receipts (calculated by the Bank of Italy on
the financing side on a cash basis) and general government net borrowing
(calculated by Istat on the formation side on an accrual basis) was equal to
0.5 per cent of GDP between 1994 and 1998 and close to 1.6 per cent of
GDP in the five following years (Figure 20). It can be divided into three
components: a) the balance of transactions in financial assets, which affects
the borrowing requirement but not net borrowing (this balance is calculated
by the Ministry for the Economy and Finance with reference to the public
sector, an aggregate that corresponds closely to general government); b) the
difference between the deficit of the public sector (calculated by the Ministry
by subtracting the balance of transactions in financial assets from the
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borrowing requirement) and the general government borrowing requirement
(this difference is mostly due to the different accounting principles applied:
cash basis for the deficit, accrual basis for net borrowing); and c) the gap
between the general government borrowing requirement (calculated by
the Bank of Italy on the financing side) and the public sector borrowing
requirement (calculated by the Ministry on the formation side), which
primarily reflects statistical discrepanciesderiving from the different sources
used (for additional methodological details, see the chapter on “Budgetary
policy in 2002” in the Abridged Report for the Year 2002).

Figure 20
GAP BETWEEN THE BORROWING REQUIREMENT
AND NET BORROWING (1)
(billions of euros)
30 30

1998 1999 2000 2001 2002 2003

—— Difference between the general government borrowing requirement (2) and general government net borrowing
Difference between the general government borrowing requirement and the public sector borrowing requirement (2)
[ Difference between the public sector borrowing requirement (2) and deficit (balance of financial transactions)
Difference between the public sector deficit and general government net borrowing

Sources: For the public sector borrowing requirement, balance of financial transactions and deficit, Ministry for the Economy and
Finance, Relazione trimestrale di cassa, various years; for the general government borrowing requirement, Bank of Italy; for net
borrowing, Istat.

(1) The data on the borrowing requirement and net borrowing in 2000 exclude the proceeds of the sale of UMTS licences. —
(2) Borrowing requirement net of privatization receipts.

On average for the period 1999-2003 about half the total gap was due
to the balance of transactions in financial assets (more than 0.8 percentage
points of GDP), which was always negative and particularly large in 1999
(€15.1 billion) and 2003 (€11.3 hillion); nearly one third (0.5 points) was
due to the difference between the deficit on a cash basis and net borrowing
on an accrual basis, which was positive from 2000 onwards and particularly
large in 2001 (€10.7 billion) and 2003 (€11.6 billion); the remaining part
(0.3 points) reflects the difference between the general government and
public sector borrowing requirements, which wassignificant in 1999 and, to
alesser extent, in 2000 and 2002. The Commission set up at the Presidency
of the Council of Ministers to verify the consistency of the public finance
statistics prepared by Istat, the Ministry for the Economy and Finance and
the Bank of Italy has not yet concluded its work.



Genera government debt increased by €21.1 hillion (Tables 34, al6
and al7). The upward impulse imparted by the net borrowing requirement
and settlements of past debts, totaling €53.2 billion, was partially offset by
privation receipts amounting to €16.8 billion, the withdrawal of €8 billion
of Treasury assets held with the Bank of Italy, the issue of securities above
par (which increased the debt in nominal terms by €3.9 billion less than the
amount of funds raised) and the appreciation of the euro (which reduced
the value of liabilities denominated in other currencies by €3.3 billion).

The ratio of general government debt to GDP declined by 1.7
percentage points to 106.2 per cent (Table 33 and Figure 21). About two
thirds of the reduction dueto the primary surplus was offset by the increase
attributable to the difference between the average cost of the debt and the
nominal GDP growth rate. This difference narrowed slightly since the fall
in the average cost of the debt from 5.4 to 5.1 per cent was larger than the
slowdown in GDP growth, which slipped from 3.4 to 3.2 per cent. The
residual component — the algebraic sum of the difference between the
change in the debt and the total borrowing requirement (—1.2 percentage
points of GDP) and the difference between the total borrowing requirement
and net borrowing (more than 0.3 points) — lowered the ratio by 0.8
points.

Figure 21
COMPOSITION OF THE CHANGE IN THE RATIO
OF THE PUBLIC DEBT TO GDP (1)
(percentage points)

12 12
8 8
4 4
0 0
-4 -4
8 8

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

[ change 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) The change in the debt-to-GDP ratio (d) can be decomposed into three components on the basis of the following identity:
nd=pr+(r—g,) [d., /(1+g,]+re, where pr is the ratio of the primary balance to GDP, (r—g,) [d,, /(1+g,) is the effect of the difference
between the average cost of the debt (r, defined as the ratio of interest payments for the year to the debt at the end of the previous
year) and the rate of increase in nominal GDP (g), and re is the ratio to GDP of the difference between net borrowing and the change
in the debt. The primary balance for 2000 excludes the proceeds of the sale of UMTS licences (26,750 billion lire, qual to 1.2 per
cent of GDP); the part of the proceeds received in that year (23,040 billion lire, equal to 1 per cent of GDP) is included in the residual
component.
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The transformation of Cassa Depositi e Prestiti into a limited
company. — On 12 December 2003 Cassa Depositi e Prestiti became a
limited company and is no longer included in general government but
among non-bank financial intermediaries.

The Cassa finances general government and public-law bodies by
drawing on postal savings and by issuing securities and engaging in other
financial transactions that are eligible for a state guarantee. It also finances
infrastructure works for the supply of public services by issuing securities
and engaging in other financial transactions that are not eligible for a state
guarantee.

Before the Cassa's transformation, its main assets consisted of around
€180 billion of deposits with the Treasury and more than €70 billion of
loans to genera government bodies; its liabilities consisted primarily
of funds raised by the Post Office, which amounted to more than €230
billion, valuing postal savings certificates at their redemption value. The
transformation involved the transfer to the State of part of the Cassa's assets
and liabilities. The new company’s initial assets included €47.5 billion of
loans to general government bodies and €30.5 billion of deposits with the
Treasury; its liabilities consisted primarily of the part of postal savings
that was not transferred to the Ministry for the Economy and Finance (€80
billion, comprising savings books and savings certificates).

The transformation of the Cassa, the transfer of part of its assets and
liabilitiesto the State and its reclassification outside the general government
sector modified the composition of thelatter’s debt significantly; the impact
on the level of the debt and the borrowing requirement was limited (a
reduction of €0.6 billion; seethe box “The transformation of Cassa Depositi
e Prestiti into alimited company: the impact on the public debt”, Economic
Bulletin No. 38, March 2004). However, large reductions in the borrowing
requirement and the debt followed from the transfer of €11 billion of share
holdingsfrom the Treasury to Cassa Depositi e Prestiti, which was matched
by a corresponding reduction in the Cassa's deposits with the Treasury, and
the sale by the Treasury of 30 per cent of Cassa Depositi e Prestiti S.p.A. to
banking foundations (€1 billion).

In the absence of the transactions accompanying the transformation, at
the end of 2003 the public debt would have included €154.1 billion of the
Cassa's liabilities, primarily in relation to funds raised by the Post Office,
which amounted to €152.9 billion, valuing postal savings certificates at
their issue value. Instead, it included the liabilities assigned to the State
(€75.5 billion, consisting almost entirely of funds raised by the Post Office)
and the part of the assets assigned to the Cassa in the form of claims on
general government (€78 billion, comprising both deposits and |oans).



REVENUE AND EXPENDITURE IN ITALY

General government revenue

General government revenue on an accrua basis grew by 5.5 per cent
in 2003 to €602.8 billion; in relation to GDP it rose from 45.3 to 46.3 per

cent (Tables 35 and al5).

Table 35
GENERAL GOVERNMENT REVENUE (1)
(as a percentage of GDP)
1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003
Direct taxes ......cccccvveenen. 16.0| 14.9| 14.7| 15.3| 16.0| 14.4| 15.0| 14.6| 15.0| 14.2| 13.6
Indirect taxes .................. 12.0| 11.8| 12.1| 11.8| 12.4| 15.3| 15.1| 15.0| 14.5| 14.7| 145
Current tax revenue ....... 28.0| 26.7| 26.8| 27.1| 28.5| 29.7| 30.1| 29.6| 29.5| 28.9| 28.1
Actual social security
contributions ................ 13.5| 13.2| 13.0| 14.6| 14.9| 125| 12.4| 12.4| 12.3| 12.5| 12.9
Imputed social security
contributions .............. 1.8( 19| 17| 04| 04| 04| 03| 03| 03| 03| 03
Current fiscal revenue ... | 43.3| 41.7| 41.6| 42.2| 43.8| 42.5| 42.9| 42.3| 42.1| 41.7| 41.3
Capital taxes .........ccceeueene 0.7/ 0.1 0.6 03| 0.7/ 04| 01| 0.1| 0.1 02| 16
Tax revenue and social
security contributions | 44.0| 41.8| 42.2| 42.5| 44.5| 42.9| 43.0| 42.4| 42.2| 41.9| 42.8
Other current revenue ...... 3.1( 29| 31| 32| 32| 32| 33| 3.0 33| 32 32
Other capital revenue .... 0.2 03| 0.3 0.1 03| 03| 04| 03| 0.2 02| 03
Total revenue ....| 47.3| 45.1| 45.6| 45.8| 48.0| 46.5| 46.7| 45.8| 45.7| 45.3| 46.3
Source: Based on Istat data.
(1) Rounding may cause discrepancies. See also Table al5 in the Statistical Appendix.

Current revenue grew by 2.2 per cent but declined in relation to GDP
by 0.4 percentage points to 44.5 per cent. The decrease of 0.6 points in
direct taxes and 0.2 points in indirect taxes was only partly offset by the
increase of 0.4 pointsin social security contributions.

Direct taxes contracted by 0.9 per cent, reflecting not only the poor
performance of the economy but aso the entry into force of thefirst part of
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the personal income tax reform and the effects of the investment incentives
introduced in earlier years.

Indirect taxes grew by 1.8 per cent. Excluding the advance payment
that banks acting as tax-collection agents were required to make in
December, they were basically unchanged. The payment was set equal to
1 per cent of the total taxes collected in the previous year and can be used
to offset liabilities the following year; in 2003 it amounted to €2.7 billion.
The smallness of the growth in indirect taxes was presumably duein part to
an increase in the tax refunds that accrued during the year, for which data
are not yet available.

Whilegrossearningsgrew by 3.8 per cent, social security contributions
increased by 6.2 per cent, rising from 12.5 to 12.9 per cent of GDP.

Capital revenuerosefrom 0.4 to 1.9 per cent of GDP as a consequence
of the tax regularization schemes introduced in the Finance Law for 2003
(which generated €19.3 hillion, including the instalments to be paid in
subsequent years), the extension of the scheme for the repatriation and
regularization of assets held abroad (€0.6 billion) and the increase in the
investment grants received from the European Union (€1.9 billion).

The ratio of taxes and social security contributions to GDP turned
up, rising from 41.9 to 42.8 per cent (Figure 22). One-off measures are
estimated to have increased revenue by about 2 percentage points of GDP,
compared with 0.6 pointsin 2002. Excluding the effects of these measures,
the ratio declined by 0.5 points.

Figure 22
TAX REVENUE AND SOCIAL SECURITY CONTRIBUTIONS
(as a percentage of GDP)
45 45
Italy
44 44
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42 42

. . EU excluding Italy (1)
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Sources: Based on Istat and European Commission data.
(1) GDP-weighted average of the 15 countries belonging to the EU in 2003. There is a break in the series between 1994 and 1995
owing to the switch to ESA95.




The main taxes. — The following analysis of individual taxes is based
on receipts allocated to the State budget on a cash basis.

State budget direct taxes grew on a cash basis by €7.1 billion or 4.2
per cent, which was basically in line with the figure on an accrual basis (3.8
per cent). Excluding the revenue from tax regularization schemes recorded
in the State budget, which amounted to €7.8 billion or 0.6 per cent of GDP,
direct taxes contracted by 0.4 per cent; on the basis of assessments, they
decreased by 0.7 per cent.

Personal income tax receipts grew by €3.9 hillion or 3.3 per cent.
Withholding tax on employeeincomesand the likeincreased by €2.9 billion
or 3.3 per cent, which was less than the growth in gross earnings (3.8 per
cent) and pensions (4.7 per cent). The increase was curbed by the effects
of the entry into force of the first part of the personal income tax reform,
officialy estimated at €4.2 billion for this item (see the box “The first step
of the reform of personal income tax”, Economic Bulletin, No. 36, 2003).
Self-assessed personal income tax grew by €0.6 billion or 3.1 per cent. The
balance paid decreased by €0.2 billion or 3.7 per cent, reflecting the poor
performance of the economy and the effects of the investment incentives
introduced in earlier years. Payments on account rose by €0.8 billion or 5.4
per cent, partly because the effects of the investment incentives came to an
end.

Corporate income tax receipts decreased by €0.7 billion or 2.4 per
cent, reflecting the decline in the balance paid for 2002 caused by the poor
performance of the economy and the investment incentives introduced in
earlier years. Payments on account for 2003, which were unaffected by the
investment incentives, rose by €0.3 billion or 1.2 per cent after their amount
was raised from 98.5 to 99 per cent. The reduction in the corporate income
tax rate from 35 to 34 per cent acted in the opposite direction.

Receipts of withholding tax on interest income and capital gains fell
by €2.1 billion or 16.8 per cent, reflecting the decline in interest rates.
Another factor contributing to the result was the fall in receipts of the tax
on capital gains from the sale of businesses. The tax on managed assets
again produced virtually no revenue.

State budget indirect taxes on a cash basis grew by €8 billion or 5.2 per
cent, which wasless than the figure of 6 per cent recorded on an assessment
basis. Excluding the receipts generated directly by tax regularization
schemes, which amounted to €3.1 billion or 0.2 per cent of GDP, the
growth in indirect tax revenue falls to 3.2 per cent and to 4 per cent on an
assessment basis.
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A contribution to the increase in indirect tax revenue came from the
advance payment of €2.7 billion made in December by banks acting as tax-
collection agents. The fall of €2 billion or 22.8 per cent in lotto and lottery
receipts was more than offset by the rise of €3.5 billion or 3.7 per cent in
VAT, of €0.4 billion or 1.8 per cent in excise duties on mineral oils, of €0.9
billion or 31.5 per cent in excise duties on methane, and of €0.4 billion or
44.4 per cent in government licences.

General government expenditure

General government expenditure amounted to €634.6 billion, an
increase of 5.8 per cent on 2002; in relation to GDP it rose from 47.6 to
48.8 per cent (Tables 36 and al5). Excluding the proceeds of sales of public-
sector real estate (€11 billion in 2002 and €2.7 billion in 2003), which are
deducted from investment in the accounts, overall expenditure grew by
4.3 per cent, rising from 48.5 to 49 per cent of GDP. Interest payments
decreased from 5.8 to 5.3 per cent of GDP. Primary current expenditure
increased further, from 38.4 to 39.4 per cent of GDP (Figure23), while
capital expenditure, excluding the proceeds of sales of real estate, remained
unchanged at 4.3 per cent.

Table 36

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

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

Compensation of employees ........ 12.3(11.9(11.2|11.5|11.6 |10.7 {10.6 |10.6 |10.8 |10.8 |11.0
Intermediate consumption ........... 52| 52| 48| 48| 47| 48| 49| 50| 5.1| 50| 53
Market purchases of social

benefits inkind ..........ccccoeeee 24| 22| 20| 20| 21| 21| 21| 24| 26| 26| 2.6
Social benefits in cash 17.0|17.3|16.7|16.9(17.3|17.0(17.1|16.8 |16.6 |17.0 |17.2
INterest ....ccvvvveeiie e 13.0(11.4|11.5|115| 94| 80| 6.7| 6.5| 6.5| 58| 53
Other current expenditure ............ 33| 27| 23| 25| 22| 29| 28| 28| 28| 29| 3.2
Total current expenditure .......... 53.3|50.6 (48.5(49.1 |47.2|45.4 |44.4 |43.9 |44.4|44.2 |44.7
Gross fixed investment (2) ............ 26| 23| 21| 22| 22| 24| 24| 24| 25| 19| 26
Other capital expenditure (3) ........ 17| 15| 25| 16| 13| 15| 16| 1.3| 14| 16| 14

Total capital expenditure (2) (3).| 4.3| 3.7| 46| 3.8| 3.5| 3.9| 40| 3.7| 3.9| 34| 41

Total expenditure (2) (3) . |57.6 {54.3 (53.2 |52.9 |50.7 |49.3 |48.4 | 47.6 |48.3 |47.6 |48.8

expenditure excluding
interest payments (2)(3) [{44.6 {42.9 (41.6 |41.4 |41.4|41.3|41.6 |41.2 |(41.8 |41.8 {435

Source: Based on Istat data.

(1) Rounding may cause discrepancies. See also Table al5 in the Statistical Appendix. — (2) The proceeds of sales of public assets are
recorded as a deduction from this item. — (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 deduction from the item “Other capital expenditure”.




Figure 23
TOTAL AND CURRENT PRIMARY EXPENDITURE

(as a percentage of GDP)
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----- Italy: total primary expenditure (1) —--—ltaly: primary current expenditure
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Sources: Based on Istat and European Commission data.

(1) The proceeds of sales of public assets are recorded as a deduction from this item; it does not include the proceeds of sales of
UMTS licences, which are also entered as a deduction from expenditure in the national accounts. — (2) GDP-weighted average of the
15 countries belonging to the EU in 2003. There is a break in the series between 1994 and 1995 owing to the switch to ESA95.

Interest payments. — The ratio of this item to GDP decreased
significantly for the second successive year, falling by 0.7 percentage
points in 2002 and 0.5 points in 2003. The average cost of the debt (the
ratio between interest payments and the initial stock of liabilities), which
had remained substantially stable at 6 per cent in the three years from 1999
to 2001, fell to 5.4 per cent in 2002 and 5.1 per cent in 2003, reflecting
the decline in interest rates and the redemption of relatively high-yielding
securities (Figure 24). In addition, swap operations contributed €1.9 billion
to the reduction in interest payments in 2002 and €0.6 billion in 2003.

Figure 24

GROSSYIELD ON 10-YEAR BTPs, AVERAGE GROSS RATE ON BOTs
AND AVERAGE COST OF THE PUBLIC DEBT
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The average gross rate on the three maturities of Treasury bills
decreased from 5.1 to 1.9 per cent between October 2000 and June 2003
and then rose dlightly to 2.1 per cent at the end of last year. The grossyield
on ten-year Treasury bonds, which stood at 5.7 per cent in September 2000,
came down to 3.7 per cent in June 2003 and then rose to 4.4 per cent at the
end of last year. In 2001 and 2002 ten-year Treasury bonds with coupons of
around 12 per cent matured for atotal face value of €30.2 billion. In 2003
an additional €24.8 billion of Treasury bonds with coupons of between 8.5
and 12 per cent matured.

The spread between long-term and short-term interest rates has
widened steadily since 2000, both in Italy and in the euro area as awhole.
In Italy the spread between the gross yield of ten-year Treasury bonds and
the average gross rate on the three maturities of Treasury bills widened
from an annual average of 1.1 percentage points in 2000 to one of 2.1
pointsin 2003.

The widening of the spread has been accompanied by an increase in
the share of short-term securities, which rose from 9.2 per cent of total
securities in 2000 to 10.2 per cent in 2003 in Italy and from 11.5 to 13.1
per cent in the euro area. On the other hand, the share of short-term and
variable-rate securities declined in Italy, from 30.4 per cent in 2000 to 27
per cent in 2003, continuing the downward trend that first emerged more
than ten years ago.

At the beginning of the 1990s an increase of one percentage point in
issue rates would have been almost entirely passed through to the average
cost of the debt in about four years. Given the present structure of the debt
it is estimated that an equivalent increase would cause the average cost to
rise by 0.2 percentage pointsin thefirst year, 0.25 pointsin the second year,
and approximately 0.1 pointsin the third and fourth years.

Social benefits in cash. — The ratio of these disbursements to GDP
rose by 0.2 percentage pointsto 17.2 per cent. The increase of 4.8 per cent
(5.8 per cent in 2002) reflected the rise in expenditure on pensions and
annuities, which increased by 4.7 per cent (6.2 per cent in 2002). Inrelation
to GDP the latter rose from 15.4 to 15.7 per cent.

Expenditure on unemployment benefits and wage supplementation
rose for the second successive year, with an increase of 10.5 per cent in
2002 and 4.3 per cent in 2003; the latter reflected the larger number of
hours of wage supplementation authorized in industry. Expenditure on
family allowances grew by 0.9 per cent. Outlays on public employees



severance pay rose by 10.3 per cent after falling significantly in 2001
and 2002.

Compensation of employees. — Staff costs increased by 5.3 per cent
and from 10.8 to 11 per cent of GDP. Gross earnings increased by 4.4
per cent. Excluding military conscripts, employment remained virtually
unchanged; the increase of about 4.4 per cent in per capita earnings was
largely due to the renewal of labour agreements for the two years 2002-03
for about one third of public employees and the consequent disbursement
of substantial amounts of back pay. General government social security
contributions grew by 7.3 per cent.

Other current expenditure. — This item rose by 0.5 percentage points
to 11.1 per cent of GDP. Intermediate consumption recorded a particularly
large increase of 8.8 per cent (1.7 per cent in 2002) and rose from 5t0 5.3
per cent of GDP. Theincrease in thistype of expenditure was substantial in
all the sub-sectors of genera government, especially central government,
where it expanded by 16.3 per cent after contracting by 6.4 per cent in
2002. The increase in 2003 was fueled by the expenditure postponed from
2002 following the Government’simposition of spending restrictionsin the
last part of that year.

Social benefits in kind rose by 0.5 per cent, compared with 5.7 per
cent in 2002; the increase was curbed by the large reduction in expenditure
on pharmaceutical's, which accounts for about one third of the total. Other
current expenditure increased by 13.4 per cent and rose from 2.9 to 3.2
per cent of GDP. It includes transfers to the EU in connection with the
fourth resource, which rose from €7.2 billion to €8.8 billion, and transfers
to firms.

Capital expenditure. — Excluding the proceeds from the disposal of
public real estate by means of securitizations (€8.9 billion in 2002 and
€1.2 in 2003) and ordinary sales (€2.1 billion in 2002 and €1.5 in 2003),
Investment expenditure increased by 6.9 per cent, compared with 8.1 per
cent in 2002; in relation to GDP it rose from 2.8 to 2.9 per cent.

Investment grants contracted by 2.9 per cent, after expanding by
13.6 per cent in 2002 in connection with the incentives for investment in
disadvantaged areas and employment that were granted in the form of tax
credits in the budget for 2001. After rising to 1.4 per cent of GDP in 2002,
they dropped back to 1.3 per cent, their level in 2001.
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Local government

The net borrowing of local government amounted to 0.2 per cent of
GDP. Continuing the upward trend under way since the middle of the
1990s, expenditure rose to 15 per cent of GDP; on the other side revenue
rose to 14.8 per cent of GDP.

Total revenue rose by 7.4 per cent to €192.3 billion. The proportion
of revenue other than public transfers increased further both in relation to
GDP, from 8.2 to 8.7 per cent, and in relation to total general government
revenue, from 18 to 18.8 per cent.

The increase of €6.4 billion or 3.9 per cent in current revenue was
mainly due to that in tax revenue: the growth in receipts of regional and
municipal personal income surtaxes helped to boost direct tax revenue
by €2.8 billion or 11.8 per cent, and that in receipts of IRAP helped push
up indirect tax receipts by €2.1 billion or 3.6 per cent. Current transfers
remained basically unchanged; since 1998 they have been a smaller
percentage of GDP than tax revenue.

As regards the scope for local authorities to change local tax rates, the
Finance Law for 2003 suspended the effects of the measures adopted by
regions after 29 September 2002 raising their personal income surtax and
IRAP rates; the suspension also applied to similar measures adopted by
municipalities introducing personal income surtaxes or raising their rates.
The Finance Law for 2004 extended the suspension to December of this
year.

Capital revenue rose by €6.9 billion or 44.8 per cent. The increase of
€3.5 billion in revenue from other general government bodies, including
both investment grants and other transfers, benefited from transfers to the
health sector. The increase of €2 billion in capital taxes is attributable to
the receipts of tax regularization schemes and that of €1.4 billion in other
investment grants referred to amounts received from European Funds.

Loca government expenditure rose by 4.5 per cent to €195.5 hillion.
As a percentage of general government expenditure it declined from 31.2
to 30.8 per cent.

Current expenditureincreased by €6.2 billion or 4 per cent. Intermediate
consumption rose by €2.8 hillion or 6.3 per cent and staff costs by €1.3
billion or 2.2 per cent, while social benefitsin kind, concentrated mainly in
the health sector, remained basically unchanged.

Health expenditure grew by 2.5 per cent in 2003, compared with 4.1
per cent in 2002. As a percentage of GDP it remained unchanged at 6.3 per



cent. Purchases of goods and services rose by 7.7 per cent and staff costs
by 0.9 per cent, partly as aresult of the failure to renew the sector’s labour
agreements. Outlays in connection with general medical care rose by 5 per
cent. Spending on pharmaceuticals, which had increased significantly in
2000 and 2001, rose by 1.9 per cent in 2002 and fell by 6.2 per cent in 2003.
The fall was due in part to the measures adopted in previous years by the
Government and the regions, which included price curbs, the reintroduction
of prescription charges, the reclassification of some drugsin the formulary,
and the direct distribution of drugs, since therelated outlays areincluded in
the accounts under purchases of goods and services.

Capital spending rose by €2.2 billion or 6.5 per cent, influenced by the
increase of €1.6 billion or 6.7 per cent in fixed investment and €0.6 billion
or 6.8 per cent in investment grants.

The implementing provisions of the Domestic Stability Pact were
further amended for provinces and municipalities. the objectives for 2003
were established with reference to their financial balances rather than
their expenditure. For regions, instead, the constraints on disbursements
remained in force.

In 2003 local government debt to creditors other than genera
government increased from €45.3 billion to €70.4 billion. In relation
to GDP it rose from 3.6 to 5.4 per cent (Table al8). One and a half
percentage points of the increase was due to the inclusion of loans from
the Cassa Depositi e Prestiti following its transformation into a limited
company. Of the remainder of the increase the growth in the liabilities of
regions contributed 0.2 points and that in the liabilities of provinces and
municipalities 0.1 points.

Excluding loans from Cassa Depositi e Predtiti Sp.A., loca
government debt increased significantly in the South and Islands, from 3.1
to 4 per cent of the area’s GDP, and dlightly in the Centre, from 6.2 to 6.4
per cent; it remained unchanged in the North at 2.9 per cent.

The share of debt represented by securities continued to grow in
2003, rising from 29.6 to 38.2 per cent of the total net of loans from Cassa
Depositi e Prestiti S.p.A. The increase was partly due to the increase in
securitizations compared with the previous year. Again excluding loans
from Cassa Depositi e Prestiti S.p.A., the share of debt contracted abroad
rose from 25.7 to 28.6 per cent, prolonging the trend that began in the
second half of the 1990s. The rise reflected both the increase of 20.5 per
cent in loans disbursed by non-resident intermediaries and that of 24 per
cent in bonds issued abroad.
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The securitizations carried out in the last few years have aso involved
local authorities. In some cases the transaction involved claims on local
authorities of private-sector entities and other public-sector bodies. The
most important transactions involved: the Lazio region in 2001 and 2003
with regard to sales of hospital buildings and claims of firms on Local
Health Units and hospitals for rents; the Sicily region in 2002 and 2003
with regard to claims of firms, Local Health Units and hospitals on the
region; a wide range of local authorities in 2003 with regard to INPDAP
claims on them. Securitizations totaled €0.5 billion in 2001, €0.3 billion
in 2002 and €2.7 billion in 2003. Most of the €2.4 billion of transactions
carried out in 2003 caused an increase in the financial liabilitiesincluded in
the public debt statistics.

In December 2003 the Ministry for the Economy and Finance laid
down rules on the use of some types of financia instruments by local
authorities; at the same time it introduced new disclosure requirements for
bond issues, securitizations, private-sector loans and derivatives.



THE OUTLOOK

Budgetary policy in the euro area

In their latest stability programme updates most countries announced
less ambitious objectives for 2004 and the following years. The revisions
reflect aless favourable scenario for economic growth and the fact that the
results for the public finances in 2003 had fallen short of expectations.

According to the new programmes, the area’s general government net
borrowing in 2004 will amount to 2.3 per cent of GDP, as against 2.7 per
cent in 2003 (Table 37). The projections show that a budgetary position
close to balance or in surplus will not be achieved within the forecasting
horizon, which for most countries is 2007. In the previous updates this
objective was to have been achieved in 2006. The area’s ratio of debt to
GDP should come down gradually from 70.2 per cent in 2003 to 67.2 in
2007.

Table 37
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO AREA
(as a percentage of GDP)
2003 2004 2005 2006

Net borrowing
National stability programme objectives ............ 2.7 2.3 1.8 1.2
Outturn and forecasts:

European CommisSion ..........cccooveeeiiieeeninnenns 2.7 2.7 2.6 -

IMPF e 2.8 2.8 2.4 -

OECD ..ttt 2.7 2.8 2.7 -
Debt
National stability programme objectives ............ 70.2 70.1 69.4 68.3
Outturn and forecasts:

European Commission 70.5 71.0 71.0 -

IME e 70.4 70.6 70.3 -
Sources: Based on data published by the European Commission (Spring Forecasts, April 2004), the IMF (World Economic Outlook,
:;)rrli)ll 22%%1)_, the OECD (Economic Outlook, May 2004) and the updates to national stability programmes submitted in late 2003 and
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European Commission forecastsreleased in April indicate that in 2004
general government net borrowing will remain unchanged at 2.7 per cent
of GDP. According to the Commission a reduction in interest payments of
0.1 percentage pointswill be offset by a contraction in the primary surplus,
since the expected fall in primary expenditure will be outweighed by that
in revenue (0.5 points). On a cyclically adjusted basis the primary surplus
is expected to remain unchanged at 1.4 per cent of GDP.

The Commission’s current programmes projections for 2005 indicate
that area-wide net borrowing will amount to 2.6 per cent of GDP.

Theratio of debt to GDPis expected to rise from 70.5 per cent of GDP
in 2003 to 71 per cent in 2004 and to remain unchanged in 2005.

Many countrieswill not achieve the new objectives set intheir stability
programme updates; according to the Commission’s estimates, in the
absence of additional adjustment measures, the budget deficit will amount
to 3.7 per cent of GDP in France, 3.6 per cent in Germany, 3.5 per cent in
the Netherlands and Portugal, and 3.2 per cent in Greece and Italy. Among
the non-euro-area countries, the United Kingdom is expected to have a
deficit equal to 2.8 per cent of GDP.

The net borrowing of both France and Germany is expected to exceed
the 3 per cent threshold for the third successive year. The excessive deficit
procedure was launched against these two countriesin 2003, but iscurrently
in abeyance for both.

The European Commission recently launched the excessive deficit
procedure against the Netherlands and Greece, which exceeded the 3 per
cent threshold for the first timein 2003. The EU Council will decide on the
Commission’s rulings in the coming months.

As regards Portugal, the EU Council abrogated the excessive deficit
procedure launched with reference to the budget outturn for 2001; the
decision took account of the fact that Portugal’s net borrowing was below
the 3 per cent threshold in both 2002 and 2003, in line with the Council
Recommendation of November 2002. In this respect it is worth noting that
in its April forecast the Commission indicated a deficit of 3.5 per cent of
GDPin 2004. It stressed, however, that the forecast did not take account of
the measures announced by the Portuguese Government to keep the deficit
below the 3 per cent threshold.

According to the Commission, Italy’sdeficit in 2004 will amount to 3.2
per cent of GDP, exceeding the 3 per cent threshold for the first time since
the start of stage three of Economic and Monetary Union. The Commission
accordingly recommended that the EU Council should send Italy an early
warning. The Council will decide on the Commission’srecommendationin
the coming months.



The Commission aso examined the public finances of the United
Kingdom in view of the deficit of 3.2 per cent of GDP in 2003. It expects
British net borrowing to be less than 3 per cent of GDP in both 2004 and
2005. The overshoot recorded in 2003 is thus likely to have been not only
small but also temporary. The Commission accordingly ruled that the
United Kingdom was not in an excessive deficit situation.

Budgetary policy in Italy

The outlook for 2004. — The current programmes projections of the
July 2003 Economic and Financial Planning Document were for a deficit
of 3.1 per cent of GDP and a primary surplus of 1.9 per cent, with output
expected to grow by 1.8 per cent (Table 38). The net state sector borrowing
requirement was seen as amounting to 4.7 per cent of GDP. The Document
set atarget for general government net borrowing of 1.8 per cent of GDP and
for the primary surplus of 3.1 per cent. A budgetary adjustment of the order
of €16 billion (about 1.2 per cent of GDP) was envisaged, of which morethan
€10 billion would come from one-off measures. The growth in output was
expected to rise to 2 per cent as a consequence of the policies adopted.

Table 38

OBJECTIVESAND ESTIMATESFOR THE PUBLIC FINANCESIN 2004
(billions of euros and percentages)

General government Memorandum items:
State sector
borrowing Net Interest
requirement Primary Real GDP Nominal
@ borrow- surplus pay- Debt growthrate |  GDP
ing ments
Estimates on a current
programmes basis
Planning Document (July 2003) ....... 63.0| 41.7 25.7 67.3 A 1.8| 1,351.6
as a percentage of GDP ......... 4.7 3.1 1.9 5.0
Objectives
Planning Document (July 2003) ....... e e e e e 2.0(1,354.1
as a percentage of GDP ......... 1.8 3.1 49| 104.2
Planning Document update
and Forecasting and Planning
Report (September 2003) ............. 49.5| 30.3 38.7 69.0 e 19| 1,352.5
as a percentage of GDP ......... 3.7 2.2 2.9 5.1| 105.0
Stability programme update
(November 2003) ........ccccvvvrnennn e e e e e 1.9 1,352.0
as a percentage of GDP ......... 2.2 2.9 5.1( 105.0
Current estimates
Quarterly Report on the Borrowing
Requirement and Forecasting and
Planning Report update
(May 2004) ...oeveeiieeeiee e 62.0| 39.7 29.5 69.2 R 1.2]1,351.5
as a percentage of GDP ........ 4.6 29 2.2 5.1| 105.9
(1) Net of settlements of past debts and privatization receipts.

133



134

The Document indicated a reduction in cyclicaly-adjusted net
borrowing of 0.5 percentage points of GDP, in line with the commitments
entered into within the Eurogroup in October 2002. It also indicated a
progressive reduction in the use of one-off measures and their complete
replacement with structural measures by the end of 2006.

In September the Forecasting and Planning Report for 2004 and the
Planning Document update basically confirmed the assessment of the
prospects for growth in 2004. The estimate of net borrowing on a current
programmes basis was kept unchanged. The target for net borrowing
was nonetheless revised upwards from 1.8 to 2.2 per cent of GDP in
connection with the reduction in the size of the budgetary adjustment
from 1.2 to 0.8 percentage points. The objective for the primary surplus
was made less demanding (2.9 per cent of GDP instead of 3.1 per cent).
The planned reduction in the debt ratio was revised downwards from
1.4 percentage points of GDP, as indicated in the original Planning
Document, to 1 point.

The forecast for interest payments was revised upwards from 4.9 to
5.1 per cent of GDP. There was an improvement in the primary surplus for
2004 on a current programmes basis, despite a reduction from 3 to 2.8 per
cent of GDP in the primary surplus forecast for 2003. The new estimates
took account of the positive effects of the inclusion in the balance for 2003
of the instalments of regularization schemes to be paid in 2004 and of the
negative effects of the delay in carrying out alarge part of the planned real-
estate salesin 2003.

The update of the stability programme published in November
confirmed the scenario of the Forecasting and Planning Report. The
objectives for the public finances and the macroeconomic forecasts were
left unchanged.

The budget the Government submitted to Parliament in September
amounted to €11 bhillion. In addition to the measures aimed at reducing
the deficit by €16 billion announced in the Planning Document, measures
were included to support growth amounting to €5 billion. The amendments
introduced by Parliament increased the budgetary adjustment to €12
billion.

On the basis of official estimates the budget approved by Parliament at
the end of 2003 includes measuresto reduce net borrowing by €18.1 billion
and expansionary measures amounting to €6.1 billion. An increase of
€13.8 hbillion in net revenue and of €1.8 billion in expenditure are expected.
Nearly all the additional revenue (€16.2 billion) will come from one-off
measures, with regularization schemes expected to generate €5 billion and
real-estate sales €5.5 hillion. The expenditure savings of €1.9 billion, about



half of which in relation to the transformation of Cassa Depositi e Prestiti
into alimited company, will be more than offset by increases amounting to
€3.7 billion, primarily in connection with staff costs, workfare programmes
and the extension of support for road hauliers.

Asinearlier years, alarge part of the adjustment is entrusted to one-off
measures. Including the residual effects of such measures adopted in the
past, their incidence can be estimated at about 1 percentage point of GDP,
compared with 2 pointsin 2003 and 1.5 pointsin 2002.

To aconsiderable extent the receipts from the one-off measuresrely on
the voluntary participation of the interested parties. The use of corrective
measures of this kind may reduce the negative impact on economic agents
spending decisions. However, if it is accompanied by a postponement of
the necessary structural measures, it risks contributing to a worsening of
expectations regarding the consolidation of the public finances. Repeated
recourseto tax regul arization schemesmay also adversely affect compliance
with the rules.

The May 2004 Quarterly Report on the Borrowing Requirement and
Forecasting and Planning Report update raised the estimate of general
government net borrowing for the year to 2.9 per cent of GDP, partly as a
consequence of the downward revision of expected growth, from 1.9to0 1.2
per cent. The primary surplusisnow expected to fall to 2.2 per cent of GDP,
continuing the downward trend under way since 1998 (Figure 25). The new
figure for the reduction in the debt ratio is 0.3 percentage points, taking it
to 105.9 per cent of GDP. This result depends on the achievement of about
€21 billion of privatization receipts.

In the new forecasting framework both total revenue and total
expenditure are expected to fall in relation to GDP between 2003 and
2004. The former by 1.2 percentage points, from 46.3 to 45.1 per cent, as
a consequence of the reduction of 1.5 percentage points of GDP in taxes
and social security contributions, from 42.8 to 41.3 per cent, and the latter
by 0.8 points, from 48.8 to 48 per cent, of which 0.2 points coming from
interest payments and 0.6 points from primary expenditure. Given basically
no change in primary current expenditure, capital expenditure is seen as
faling from 4.1 to 3.4 per cent of GDP. Of the total, it is expected that
0.5 points will come from an increase from 0.2 to 0.7 per cent of GDP
in receipts of real-estate sales (accounted for as a reduction in this item
of expenditure) and 0.2 points from the exclusion of the National Road
Agency, ANAS, from general government.

The Quarterly Report forecasts substantial growth in the state sector
borrowing requirement in 2004. Net of settlements of past debts and
privatization receipts, it is expected to rise from €42.7 billion to €62 billion,
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or from 3.3 to 4.6 per cent of GDP, owing in part to a substantial increase
in current transfers to regions and social security institutions. The public
sector net borrowing requirement is seen as rising from 3.5 to 4.9 per cent
of GDP If settlements of past debts are included, the balance would rise
from 4.2 to 5.3 per cent.

Figure 25
PRIMARY BUDGET SURPLUS: OBJECTIVESAND OUTTURNS
(as a percentage of GDP)
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The gap between the public sector borrowing requirement and general
government net borrowing would thus widen considerably.

With reference to the borrowing requirement net of asset disposals, the
gap is expected to rise from €22.9 billion to €31.3 billion and from 1.8 to
2.3 per cent of GDP. The part due to the balance of financial transactions
is expected to remain basically unchanged (€11.7 billion, as against €11.3
billion), while the remaining part, which primarily reflects the difference
between the data on a cash and an accrual basis, is expected to rise from
€11.6 billion to €19.7 hillion, the highest level of the last few years, and
from 0.9 to 1.5 per cent of GDP.

The estimate of net borrowing indicated in the May Quarterly Report
on the Borrowing Requirement (2.9 per cent of GDP) assumes rigorous
control of current expenditure, strict compliance with the Domestic
Stability Pact by local authorities, the exclusion of the National Road
Agency (ANAYS) from the general government sector (with a consequent
reduction in the deficit of 0.2 percentage points of GDP), full effectiveness
of the measures introduced in the budget (0.8 points of GDP, of which
about half from sales of real estate) and the completion of the other sales
planned for this year (another 0.3 points of GDP).



On the basis of receipts in the first part of the year, the extension for
2004 introduced in the budget of the main tax regularization schemes in
the 2003 budget has produced more revenue than expected. On the other
hand, the revenue from the building offences regularization scheme is at
risk following the objections raised before the Constitutional Court. The
operating results of ANAS may not satisfy the criteriafor its classification
outside the public sector. There may be difficulties in implementing the
plans for the disposal of assets. Lastly, provinces and municipalities may
be hard put to comply with the Domestic Stability Pact in view of the
substantial increase in their staff costs that contract renewals are expected
to bring.

The Quarterly Report stresses that the development of the public
financeswill be carefully monitored and makesit clear that the Government
will take steps to ensure compliance with the Maastricht Treaty parameters
if the results fall short of what is expected.

In April the European Commission estimated that net borrowing in
2004 would amount to 3.2 per cent of GDP; it accordingly recommended
that the EU Council should send Italy an early warning with arequest that
it adopt additional corrective measures.

The Commission drew attention to the substantial difference between
the deficit forecast for 2004 and the objectives indicated in the last two
updates of the Stability Programme (2.2 per cent of GDP in the most
recent document and 0.6 per cent in the previous one) and pointed to the
primarily structural nature of the divergences. It also noted that these had
occurred despite the adoption of sizable one-off measures. According to
the Commission, further progress in reducing the ratio of the debt to GDP
appeared doubtful. Lastly, it stressed the persistence of alarge gap between
the borrowing requirement and net borrowing.

On 11 May the EU Council examined the Commission’s
Recommendation. Italy undertook to adopt measures to keep the deficit
below the 3 per cent threshold and the Council agreed to postpone its
decision on whether to send an early warning until July, when it would be
able to examine the measures announced by the Italian Government.

In the first four months of this year the state sector borrowing
requirement net of settlements of past debts and privatization receipts
amounted to €38.1 billion, some €5 billion more than in the corresponding
period in 2003. In the first three months the net general government
borrowing requirement amounted to €33.3 billion, some€11.2 billion more
than in the first quarter of 2003. These results appear basically in line with
the estimates of the borrowing requirement contained in the Quarterly
Report on the Borrowing Requirement published in May.
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The outlook for the medium term. — The Economic and Financial
Planning Document of July 2003 envisaged a rapid reduction in the deficit
in the years after 2004. General government net borrowing was set to come
down progressively from the target of 1.8 per cent of GDP set for 2004 and
turninto asmall surplusin 2007. The primary surplus, for which the target
set for thisyear was 3.1 per cent of GDP, was set to rise to above 5 per cent
at the end of the planning period.

The update of the Planning Document published in September 2003
maintained the objective of arriving close to balance in 2007 by dlightly
accelerating the improvement in the results between 2005 and 2007. For
2005 itself, the objective for net borrowing wasreset at 1.5 per cent of GDP,
as against the earlier figure of 1.2 per cent. In November the update of the
Stability Programme confirmed this planning framework.

In the Planning Document published in July 2003 the gap between net
borrowing on a current programmes basis and that planned, attributable
only in part to the differences between the macroeconomic scenarios
adopted, widened progressively from 1.3 percentage points of GDP in
2004 to 2 pointsin 2005 and 2.3 and 2.5 points in the two following years.
The adjustmentsimplicit in this scenario were nonetheless larger, owing in
part to the need to finance the cost of foreseeable staff contract renewals
and new investment plans, excluded from the calculation of the current
programmes balance, which is based strictly on the legidation in force.
Other measures would also have been necessary to finance the reduction in
the tax burden planned by the Government and progressively replace the
effects of the one-off measures adopted in earlier years. Compared with
the Planning Document, the November update of the Stability Programme
indicated an improvement in net borrowing on a current programmes
basis of 0.2 percentage points of GDP in each of the years 2005-07. When
account is also taken of the changes made to the objectives for these years,
the gap between the balances on a current programmes basis and the
planned results narrowed to 1.5 points of GDP in 2005, 1.9 pointsin 2006
and 2.2 pointsin 2007.

The new estimate of net borrowing in 2004 contained in the May
Quarterly Report on the Borrowing Requirement should lead to a
revision of the medium-term outlook for the public finances on a current
programmes basis. A planning framework incorporating the results of this
revision will be presented together with the next Economic and Financial
Planning Document.

The Senate recently approved the enabling bill concerning social
security. It aims mainly to give an impulse to forms of supplementary



retirement provision and to make the requirements for retirement more
rigorous from 2008 onwards.

In recent years the deterioration in economic conditions and the
gradual contraction in the primary surplus have slowed the reduction in
the ratio of general government debt to GDP. This has occurred despite the
continuation of the downward trend of the average cost of the debt and the
implementation of large financial transactions that have reduced the debt
without affecting net borrowing.

The securitizations of credits carried out in the three years 2001-03
reduced genera government debt by €12.5 billion. The same period also saw
privatization receipts amounting to €23 billion, of which about €12 billionin
connection with the transformation of Cassa Depositi e Prestiti into alimited
company. In 2002 a bond conversion was carried out involving government
securities held by the Bank of Italy that reduced the debt by nearly €24
billion.

A high level of debt restricts the scope for counter-cyclical use of
the budget and makes the latter more vulnerable to interest rate shocks; it
Imposes constraints on resources by requiring their allocation to interest
payments and makes it more difficult to deal with the pressures that
demographic developments exert on the budget.

Achieving a budgetary position close to balance, in 2007 according
to the Government’s plans, is a necessary condition for speeding up the
reduction of the debt in relation to GDP. In conformity with the plans
drawn up by the Government, this will depend on curbing primary current
expenditure. Thiswill make it possible to avoid having to limit investment
or increase the tax burden. As regards the latter, the additional resources
needed to proceed with the reduction referred to in official documents
will have to be found. One-off adjustment measures will have to be
progressively replaced by others producing permanent effects. To ensure
that improvements achieved in terms of net borrowing lead to progressin
the reduction of the debt in relation to GDP, it will also be necessary to
reduce the borrowing requirement significantly.
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THE SINGLE MONETARY POLICY,
FINANCIAL INTERMEDIARIES
AND THE MONEY AND FINANCIAL MARKETS

Against a backdrop of protracted cyclical sluggishness, severe
international political tensions, easing inflationary pressures and an
appreciation of the euro, the Governing Council of the European Central
Bank lowered its minimum rate on main refinancing operations twice
in 2003, by 0.25 points in March and by 0.50 points in June, bringing
it to 2 per cent. Monetary conditions remained expansionary overal. In
December, real short-term yields in the euro area were practically nil and
long-term rates, as measured by ten-year inflation-indexed bonds, were
below 2 per cent.

In the first half of the year the money and financial markets in the
euro area and in Italy were affected by the uncertainty over the timing of
the economic upturn. Expectations of a reduction in official interest rates
were reflected in the negative slope of the yield curve at the short end.
Beginning in the summer the signs of a world economic recovery became
steadily stronger; the yield curve shifted upwards and took on a positive
slope, indicating expectations of an increase in yields. Towards the end of
the year the appreciation of the euro and renewed uncertainty concerning
the economic recovery in the area induced market expectations that short-
term interest rates would remain unchanged longer than had been forecast
during the summer.

Long-term euro yields registered analogous, broad fluctuations while
remaining extremely low by historical standards. Ten-year rates based on
interest rate swaps recorded an all-time low of 3.6 per cent in June. In the
second half of the year they gradually regained their January levels.

The appreciation of the euro that had begun in 2002 continued last
year, with an acceleration in the fourth quarter. For the year as a whole
the gain cameto 11.3 per cent on an overall trade-weighted basis and 20.4
per cent against the dollar. The weakening of the dollar was due in part to
the heightening of international tensions and the growing concern over the
sustainability and methods of adjustment of the US current account and
budget deficits.



The euro depreciated against the dollar in the first few months of 2004,
mainly in response to highly encouraging reports on economic activity and
the labour market in the US and the persistent uncertainty over prospects
in the euro area. In this context long-term interest rates rose significantly in
the US and more modestly in the euro area. The dollar-euro differential on
ten-year yields, measured on the basis of interest rate swaps, widened by
0.6 percentage points between January and mid-May.

Euro-area M3 decelerated gradualy over the year, but growth
remained rapid at 7 per cent. The slowdown in the growth of the money
stock reflected the steady but very slow diminution in investors' liquidity
preference as stock markets recovered and financial market volatility
diminished.

Uncertainty over the prospects for economic recovery and low
nomina vyields influenced Italian households investment decisions.
Financial saving was reduced, while overall saving increased, reflecting the
high propensity to invest in housing. Households' financia investment was
directed chiefly to low-risk assets (money market funds and life insurance
policies). Household debt continued to increase, largely in the form of
home mortgages.

Affected by the slackness of economic activity, the profits of Italian
firmsdeclined asa share of value added; self-financing decreased. Financial
leverage increased but still remained relatively modest. The ratio of firms
debt to GDP also increased, but remained lower than in the other major
euro-area countries. Profitability and indebtedness nonetheless display
very significant dispersion around the mean.

Overdl, bank credit conditions remained expansionary during the
year. The growth of bank lending (6.7 per cent) outpaced both nominal
GDP and lending in the euro area as awhole. Nominal lending rates are as
low as they have ever been in the last fifty years. In the first two months of
2004, owing in part to the perception that firms' riskiness had increased,
banks showed somewhat greater prudence in lending, which was reflected
in aslowdown in credit growth.

Thegrowthin bank credit last year involved mainly householdsand the
most dynamic sectors, such as those connected with the real estate market.
Firms demand for credit was fueled by the reduction in self-financing and
the low level of interest rates. Asin 2002, the fastest-growing components
of bank credit were lending in the South (7.9 per cent as against 6 per cent
in the Centre and North) and to small firms. Smaller banks contributed
more than the average to the credit expansion.
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The quality of credit was affected only dightly by the protracted
sluggishness of the economy. Loans equal to 1.2 per cent of the total value
outstanding at the start of the year were classed as bad debts; about 0.2
percentage points consisted of loans to firms involved in the collapse of
the Parmalat group. Despite the increase in loan loss provisions, banks
profitability turned upward, thanks to an increase in gross income.

The yields on corporate bonds in the euro area fell further from their
already very low level at the beginning of the year. The differential with
respect to government securities halved to 0.6 percentage points. Many
issuers took advantage of the favourable market conditions to raise funds
for future loan repayments or to lengthen the average duration of their
debt. In contrast with the area-wide trend, Italian firms net bond issues
contracted.

The sharp decline in credit risk premia in the international bond
market can be ascribed in part to the decrease in the number of defaults,
thanks to the improving tone of the world economy. Another factor wasthe
very strong investor demand for high-yield financial assets, favoured by
the exceptionally expansionary stance of monetary policies worldwide and
abundant liquidity.

In the last year and a half two magjor Italian industrial groups have
collapsed. These defaults have not had repercussions on the terms for all
Italian issuers in the bond market, but they have induced a more selective
attitude on the part of subscribers. After the Parmalat default in December
2003 the terms for the bonds of high-rated issuers remained unchanged,
while those for riskier issuers worsened.

After declining for three years, the Italian stock market index gained
15 per cent in 2003, close to the euro-area average of 18 per cent. The
improvement mainly reflected the strengthening of the world economic
recovery and the reduction in the risk premium on shares demanded
by international investors. Current share prices are not far from levels
consistent with the long-term growth expectations for the main euro-area
economies and the still low level of interest rates.

The good performance of the stock market was not accompanied,
however, by any appreciableincreasein listings. Only five companies were
listed in Italy in 2003 and thirty-two in the euro area as awhole.



MONETARY POLICY

I nterest rates and the exchange rate

Short-term interest rates. — In 2003 the euro-area economies were
marked by uncertainty as to the timing and strength of the cyclical recovery.
Inflationary pressures abated in the first quarter owing to the continued
weakness of the economy and the appreciation of the euro in the preceding
months. International tensions connected with the war in Iraq led to higher
financial market volatility and greater uncertainty about the resumption of
growth. On 6 March the Governing Council of the European Central Bank
reduced the minimum bid rate on its main refinancing operations by 0.25
percentage points, to 2.5 per cent (Figure 26). In the second quarter, against
a background of macroeconomic weakness and strengthening of the euro,
expectations developed that inflation would be below 2 per cent in the medium
term. On 5 June the Governing Council reduced the minimum bid rate by

another 0.5 percentage points, to 2 per cent.
Figure 26
OFFICIAL INTEREST RATESAND
MONEY AND FINANCIAL MARKET RATESIN THE EURO AREA
(daily data; percentages)

L i — 1
----- Eurosystem deposits — — marginal lending facility
° main refinancing operations: minimum rate  ® main refinancing operations: marginal rate
Eonia overnight rate 10-year swap rate
— 3-month Euribor
0 | | | | | \ | | | | | \ | | | | 0

Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec. Jan. Feb. Mar. Apr. May
2003 2004

Sources: ECB, Reuters, Telerate.

143



144

Inthefirst half of 2003 the Governing Council carried out an evaluation
of the ECB’s monetary policy strategy since the start of the third stage of
EMU. It reaffirmed the definition of price stability announced in October
1998, but clarified that it would pursue that aim by maintaining inflation
rates “below, but close to, 2 per cent over the medium term”. In order to
improve the transparency of communication with the market, changes were
made in the manner of presenting decisions and it was decided to abolish
the annual review of the reference value for the growth of M3.

From the summer onwards, with the steady improvement in the
international economic situation and the recovery of share markets, the
economic outlook gradually brightened in the euro area. Inflation returned
briefly over 2 per cent, mainly in connection with the rise in oil and food
prices. However, the gradual appreciation of the euro and the moderation of
wage claims ensured that inflation expectations remained below the 2 per
cent mark for 2004.

The international economic situation continued to improve in the first
part of 2004. The growth in euro-area GDP quickened and between January
and Marchinflation fell below 2 per cent asthe rates of increasein food and
energy prices slackened.

Expectations regarding short-term euro yields fluctuated widely
during 2003, reflecting economic developments. In thefirst half of the year
the yield curve shifted downwards as the prospects of a recovery faded.
After official rates were cut in June, the curve continued to have a negative
slope at the short end in the summer, signalling expectations that monetary
conditions would ease further before the end of the year (Figure 27). In the
last quarter, once the prospects of arecovery had improved, the curve took
on a positive slope even for the shortest maturities and shifted upwards.
At the end of the year it reflected expectations that official rates would be
raised by June 2004.

In the early months of this year the uncertain economic outlook and
the moderate rise in prices prompted market expectations that the increase
in official rates would come later than had previously been thought. In
mid-May the curve indicated that the rates would be raised by at least 0.25
percentage points by December.

Real rates of return have been at extremely low levels. In the first three
months of 2003 the real short-term interest rate in the euro area, deflated
using inflation expectations from surveys, gradually declined from 1 to 0.3
per cent. It rose briefly towards the end of the year before falling back to 0.2
per cent in the first quarter of 2004. In Italy, where inflation expectations
were higher than in the euro area, thereal interest rate averaged —0.1 per cent
in 2003, about half a percentage point below that of the areaas awhole.



Figure 27
RATESOF FUTURES CONTRACTSON 3-MONTH
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(1) Each curve relates to the trading session indicated in the legend. The horizontal axis shows the settlement dates for the futures
contracts to which the yields refer.

Long-term yields. — Long-term euro rates fluctuated widely during
2003 (Figure 26). In thefirst six monthsrates of return on ten-year interest-
rate swaps fell to 3.6 per cent, the lowest level ever recorded for long-term
interest ratesin Italy. In the second half of the year the improvement in the
world economy and the shift in portfolio composition from bonds to shares
fostered a gradual return to the level at the beginning of the year.

In the euro area real long-term interest rates declined in the first part
of the year. In June they reached exceptionally low levels, as little as 1.8
per cent for French ten-year bonds indexed to euro-area consumer prices,
before inching up in the second part of the year to reach 2 per cent in
December. They dlipped again briefly but then picked up and stood at 1.9
per cent in mid-May 2004.

The exchange rate. — The euro continued to strengthen in 2003; over
the year asawholeit gained 11.3 per cent in nominal effective terms, 20.4
per cent against the US dollar, 8.3 per cent against sterling and 8.6 per cent
against the yen.

In the first half of the year the strengthening of the euro against the
dollar was mainly the result of fears triggered by the widening of the US
current account and federal budget deficits. From November onwards the
euro began to appreciate rapidly vis-a-visthe maininternational currencies,
notably the dollar.
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By contrast, between the beginning of January and the middle of May
2004 the effective exchange rate of the euro fell by 3.5 per cent, reflecting
losses of 6.6 per cent against the dollar and 4.4 per cent against sterling
and a depreciation vis-a-vis the currencies of the main Asian trading
partners. The weakening of the euro with respect to the main international
currencies was influenced by the widening gap between output growth in
those countries and the euro area.

The money supply and credit

The euro area. — In 2003 euro-area M3 continued to grow at a rapid
pace. The expansion accelerated until the summer and then slowed. The
twelve-month growth rate averaged 7.5 per cent in the last quarter of the
year. The slowdown in the growth of the money supply continued in the
early months of 2004 and in March the twelve-month rate stood at 6.3 per
cent.

The moderate increases in real GDP and prices acted as a brake on
M3, while the exceptionally low yields on alternative assets, both short
and long term, had the opposite effect. However, demand for M3 during
the year cannot be ascribed entirely to these factors. The large expansion
that took placein previousyears and in the first half of 2003 was due to the
marked preference of investorsfor short-term assets during aperiod of high
financial market volatility and international tensions. The improvement in
share market conditions that began in the spring, borne out by the reduction
involatility and risein prices, prompted investors to reduce their portfolios
of monetary assets in the second half of the year.

The rate of increase in lending to euro-area residents by monetary
financial institutions rose steadily from the summer onwards to 5.5 per
cent in December 2003, compared with 4.8 per cent a year earlier. The
acceleration occurred principally in lending to non-financial corporations
and to households. In the first three months of 2004 there was no changein
the rate of increase in bank lending.

Italy. — Excluding currency in circulation, the growth of Italy’s
contribution to euro-area M3, which had been slowing since the second
guarter of 2002, fell to 4.8 per cent in December 2003. This downward
trend reflected the decline in repurchase agreements and money market
fund units, which the upturn in overnight deposits and deposits redeemable
at notice up to three-months only offset in part. In the first three months of
2004 the growth in Italy’s contribution to M3 fell further.



Therateof increaseintotal credit to the private sector in Italy remained
stationary and was equal to 8.6 per cent in December 2003. This result
reflected the upturn in domestic bond issues and the offsetting downturn in
borrowing abroad. The growth in bank loans, which was generally stablein
2003, diminished in the first part of this year.

Monetary policy operationsin the euro area

The average daily volumes of liquidity provided by the Eurosystem
via main refinancing operations rose from €132 billion in 2002 to €197.5
billion in 2003, in response to increased borrowing requirements. An
average of 74.4 per cent of demand was met, compared with 59.3 per cent
in 2002.

The average number of participants at auctions was smaller than in
the previous year, falling from 307 to 267 in the area as awhole and from
18 to 14 in Italy. This partly reflected the narrowing of the differential
between the EONIA rate and the allotment rate from 2.3 basis points
in 2002 to 0.7 basis points in 2003. The differential was virtually nil on
average for the year, but it widened sharply on specific occasions, such as
when expectations of a reduction in minimum bid rates caused a shortage
of demand for funds at auction.

The Italian counterparties received on average 4 per cent of the total
financing allotted at auction, compared with 6.1 per cent in 2002. Demand
at auction by Italian banks has been declining steadily since June 2000
when variable rate auctions were introduced and it became relatively more
advantageous to raise funds on the market. Another contributory factory
has been the growing integration of the euro-area money market.

On 23 January 2003 the Governing Council of the European Central
Bank decided to review the operational arrangements for the conduct of
monetary policy. The changes, which took effect in March 2004, concern
the calendar of compulsory reserve maintenance periods and the duration
of the main refinancing operations. The aim of the changes is to prevent
fluctuationsin liquidity creation and market interest ratesfrom undermining
therole of the minimum rate on main refinancing operations as an indicator
of the stance of monetary policy.
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THE HOUSEHOL D AND CORPORATE SECTORS

The financial surplus of the household sector in Italy decreased in
2003 from €87 billion to €73 billion and from 6.9 to 5.6 per cent of GDP
(Table 39), lower than the average for the period between 1995 and 2001.
In view of developments in the sector’s overall saving, which rose to
more than €110 billion, the decline can be attributed to households” high
propensity to acquire real assets, especially housing.

Table 39
ITALY: FINANCIAL BALANCES (1)
(millions of euros and percentages)
2000 2001 2002 2003

Households .........cccovveeveeiiiiiiiieec e 78,165 101,075 86,740 72,518

of which: external balance .................... 32,210 22,005 -9,980 2,000
Non-financial corporations -59,717 -31,833 -42,988 -32,046

of which: external balance .................... 9,819 7,532 5,077 23,214
General government .........ccccccveeveeneennne. —7,700 -35,108 -30,145 —-36,753

of which: external balance .................... -49,306 -10,331 —25,104 -64,143
Monetary financial institutions ................. -2,894 -8,874 11,225 38,274

of which: external balance .................... -27,885 —23,468 40,023 -20,174
Other financial intermediaries (2) ........... 3,559 -17,497 -34,878 -37,865

of which: external balance . 38,637 -2,732 —-29,181 25,172
Insurance companies (3) ......cccceevrevveennns -11,515 -9,578 -3,309 —24,934

of which: external balance ................... -3,577 5,179 5,809 13,125
Rest of the world account .............ccee.. 102 1,816 13,355 20,805

As a percentage of GDP
HOUSehOIdS ......cocvveeiiiiiiie e 6.7 8.3 6.9 5.6
Non-financial corporations .............c........ -5.1 -2.6 -3.4 -2.5
General government ..........ccccoeeeeveeniieeenne -0.7 -2.9 -2.4 -2.8
Financial institutions (4) .......ccccceevviieennns -0.9 -3.0 -2.1 -1.9
Rest of the world account .............ccc...... 0.0 0.1 1.1 1.6
As a percentage of GDP, adjusted for inflation (5)

Households ........ccceeviieeiciee e 4.4 6.0 4.7 3.6
Non-financial corporations ...............c...... -4.3 -1.7 -2.5 -1.6
General government .........ccccceevvveerinnenns 1.7 -0.7 -0.4 -1.2
(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.




Households channeled their financial investment in Italy and abroad
into investment fund units, life insurance policies and medium and long-
term private-sector bonds, reduced the flow of bank deposits and made
net disposals of shares and government securities. Compared with the
second half of the 1990s, when equity priceswere high, Italian households’
financial portfolios are more heavily oriented towards low-risk assets.
At the end of 2003 gross household wealth, equal to the sum of real and
financial assets, was an estimated €8.2 trillion, while wealth net of debt
came to €7.7 trillion. Net wealth has increased by more than 5 per cent
a year since 1994, primarily as a consequence of rising asset values in
addition to new savings.

Non-financial firms operating profits decreased in relation to value
added. The decline was reflected in lower overall profits, despite the fall
in interest charges. Self-financing remained unchanged as a proportion
of investment, which diminished. Firms' financial debt increased from 60
to 62 per cent of GDP. Leverage (the ratio of debt to the sum of debt and
equity) rose from 42.2 to 44.1 per cent; the ratio is lower than the average
for the 1990s but the degree of dispersion among firms remains high.

At the end of 2003 Italy’s total stock of financial assets amounted to
€9.1 trillion, or 7 times GDP.

The financial accounts of households

The financial surplus of the household sector (comprising consumer
households, sole proprietorships with up to five workers and private socia
institutions) fell to €73 billion (Table 40). Net of the loss of purchasing
power due to the impact of inflation on the stock of net household financial
assets (2 per cent of GDP, compared with 2.2 per cent in 2002), it was equal
to 3.6 per cent of GDP, compared with 4.7 per cent in 2002 (Table 39).

Net investment in bondsissued by Italian firms and non-bank financial
corporations amounted to €20.8 billion, compared with €7.2 billion in
2002.

The share of medium and long-term bonds, equities, investment fund
unitsand private pension fund assetsin the total flow of financial assetswas
equal to 47 per cent in 2003, comparable to that in 2002 (40 per cent) but
below the average over the four previous years (88 per cent).

After making large net disposal sof foreign assetsin 2002 in connection
with the capital repatriation scheme, in 2003 Italian households began to
invest in foreign assets again, with net purchases of €2 billion. Household
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Table 40

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

End-of-period stocks Flows
Percentage composition
December
2003 December December 2002 2003
2002 2003
ASSETS
Cash and sight deposits ...........ccceeneee. 481,330 16.0 16.5 35,677 35,245
of which: bank deposits .... 424,006 14.3 14.6 37,021 25,780
Other deposits ... 298,417 10.3 10.2 11,568 5,187
bank ........... 89,738 3.6 3.1 -840 | -10,502
POSt OffiCe ..evveeiiiiiii e 208,679 6.7 7.2 12,408 15,688
Short-term securities ..........ccccevvveeennnne. 6,516 1.1 0.2 3,387 | -26,236
Medium and long-term securities ......... 541,884 18.1 18.6 42,532 29,033
of which: government ..............c........ 190,081 7.2 6.5 8,053 | -12,391
COrporate .......cccovvcvvveeeeennns 53,540 1.0 1.8 7,209 20,763
bank ..o 298,263 9.8 10.2 27,269 20,662
Investment fund units ............cccceevnenen 325,835 111 11.2 —736 16,311
Shares and other equity ..........c.ccceeueeene 567,491 20.9 19.5 -3,032 -878
External assets ......ccccocevvieeeiiieeinieenn. 203,814 7.1 7.0 —9,980 2,000
of which: deposits..........ccccoc..... 7,950 0.5 0.3| -18,476 —6,479
short-term securities 348 0.0 0.0 -675 -90
medium and long-term
SECUNMEES ..eevvereeeiicieienies 91,295 3.3 3.1 5,203 5,148
shares and other equity ..... 73,353 2.4 25 5,655 -71
investment fund units ......... 30,868 0.9 1.1 -1,688 3,493
Insurance and pension fund reserves (2)| 467,177 14.8 16.1 42,632 54,723
of which: life insurance reserves ....... 269,989 8.1 9.3 31,918 43,544
Other financial assets (3) .......cccoevevieenne 19,146 0.6 0.7 2,725 1,754
Total assets ...... 2,911,610 100.0 100.0 | 124,773 | 117,139
LIABILITIES
Short-term debt (4) ....oovveviiiiiiiiiee 53,584 13.6 11.9 -152 -1,204
of which: bank ...... . 52,513 134 11.7 -400 -1,368
Medium and long-term debt (5) ............. | 283,255 62.0 63.2 29,462 33,352
of which: bank ........ccooceeiiiiiiiiinens 257,549 56.2 57.4 26,331 31,248
Other financial liabilities (6) .................. 111,593 24.4 24.9 8,722 12,474
Total liabilities ..... 448,432 100.0 100.0 38,032 44,622
BALANCE ......ooiiiieiieeeee e 2,463,178 86,741 72,517
(1) Consumer households, non-profit institutions serving households, and sole proprietorships with up to 5 workers. 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 pension provisions and
other minor items.

debt rose further by €32 billion, largely in the form of mortgage loans.
Households' financial debt remains low as a proportion of GDP at 26 per
cent, compared with 24 per cent in 2002 (Figure 28).
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Figure 28
THE FINANCIAL DEBT OF ITALIAN HOUSEHOLDS
AND NON-FINANCIAL ENTERPRISES (1)

(annual data; percentages)
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Source: For GDP and value added, Istat.
(1) From 1995 the data refer to the new definitions of instruments and sectors of economic activity introduced by ESA95. — (2) Left-

hand scale. Equity is stated at market value. — (3) Right-hand scale. — (4) Net interest expense is estimated. Value added for 2003 is
estimated on the basis of national accounts data.

The characteristics of Italian households' assets and liabilities

Debt. — The Bank of Italy’s survey of household income and wealth
indicates that a fifth of households were indebted to banks or financial
corporations in 2002, a share that has remained virtually unchanged over
the last decade (Table 41). By contrast, the proportion of households
indebted to friends or relatives has declined over time. The purchase or
renovation of property remains the primary purpose for taking on debt. In
the last ten years the proportion of households that contract debt to finance
the purchase of transport equipment has risen. Most borrowing is done
by wealthier households: the average income of indebted households is
one fourth higher than that of non-indebted households. Among indebted
households, the median ratio of debt to total wealth was equal to 10 per
cent, dlightly higher than in previous years.

The amount and composition of wealth in Italy. — In the last decade
the amount and composition of household wealth has varied in connection
with changes in the prices of financial and real assets, and with the shift
in the composition of portfolios towards riskier instruments. These trends
have not significantly reduced the differences between the various parts of
Italy.
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Table 41

ITALIAN HOUSEHOLDS DEBT STATUSBY OWNERSHIP OF ASSETS
AND INCOME DISTRIBUTION (1)

(percentages)
1991-95 average | 1998-2002 average 2002
Indebted in(’j\‘gt?t;e 4 | Indebted ing‘gt?t;e 4 | Indebted inglgk:t;e "
Households owning: (2)
Bank or postal deposits ..........cccoccveiiiieiniiiennine. 91.7| 83.9| 935| 833| 94.8| 833
Government securities 20.7| 248 78| 11.8 6.0 10.3
Investment funds ............ 4.1 36| 13.1| 103| 14.1| 105
BoNnds .....cccoeeiieiiiiiieienn 2.3 2.1 5.1 5.8 4.8 6.3
SNAMES .eeiie et 5.3 42| 11.8 8.7| 119 9.5
OWN NOME ..ottt 71.0| 63.2| 705| 68.0| 73.0| 685
Composition of assets: (3)
Financial asSets ........ccccccvvveveeiiiiiiiiiee e, 15.9| 24.8| 21.0| 244| 199 229
REAI ASSELS ....ooeveeciiieiie et 84.1| 75.2| 79.0| 756| 80.1| 77.1
Income (2) (4)
First quintile (5) 105| 224 9.4| 227 9.0| 228
Fifth quintile (6) 3211 17.01 30.01 1751 2871 17.8

Memorandum items:
Percentage of households indebted to banks

or financial corporations: (2).........ccceeeeeveeneeiineens 19.3 18.8 19.2
purpose of debt: (7)
purchase or renovation of property ............... 61.7 50.2 53.0
purchase of transport equipment .................. 30.0 445 44.1
purchase of non-durable goods and services 4.9 3.4 2.1

Percentage of households indebted to friends or
TEIALIVES ..ottt 34 1.8 11

Source: Based on the Bank of Italy’s survey of household income and wealth (various years).

(1) Simple average of the sample values extrapolated to the population. — (2) Frequences expressed as percentages. — (3) Percentage
shares of total assets. — (4) Disposable income net of financial investment income. — (5) Up to €13,000 in 2002; up to €12,900 and
€13,100 in 1991-95 and 1998-2002 respectively. — (6) More than €38,500 in 2002. More than €37,100 and €38,700 in 1991-95 and
1998-2002 respectively. — (7) As a percentage of all indebted households.

Estimates based on financial and real accounts show that in 2001 the
net per capitawealth of householdsin the North (€143,000) was more than
twice as high as that in the South (€68,000) and 20 per cent higher than in
the Centre (€120,000). In southern Italy, the share of wealth invested in real
assets was more than 9 percentage points greater than in the North.

Bank and post office deposits. — The survey of Italian household
income and wealth showed that in 2002 14 per cent of households did not
have deposits in current or savings accounts held with a bank or the Post
Office; the proportion has remained broadly stable in the last 10 years.
Households without bank or post office deposits are poorer on average in
terms of both wealth and income.



Thefinancing of firms and their liquidity

Profitability and cash flow. — The weakness of economic activity was
reflected inthe operating profit of firms. in 2003 grossoperating profit fell from
36 to 35 per cent of value added, lower than in the second half of the 1990s.
The fall in interest rates led to a reduction in interest expense (Figure 29),
from 5.2 to 4.9 per cent of value added, avery low level historically.

Figure 29
THE EXTERNAL FUNDING REQUIREMENT OF ITALIAN
NON-FINANCIAL FIRMS (2)

(annual data)
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Source: Based on Istat data.

(1) Estimate based on national accounts data for the sector “non-financial corporations”, 1990-2002. The data for 2003 are estimated
on the basis of the national accounts for the year. Investment includes stocks. — (2) Indices, 1990=100. Net interest expense is
estimated.

Owing to the declinein operating profitability, self-financing fell from
15.2t0 14.5 per cent of value added in 2003. Against abackground of lower
capital expenditure, the proportion of investment covered by internally
generated funds remained stable at 73 per cent. The corporate sector’s
borrowing requirement amounted to €32 billion (Table 42).

Debt. — The increase in Italian firms gross financial liabilities in
2003 was less than in 2002 (€68 billion, compared with €110 billion).
The component consisting of medium and long-term bank |oans expanded
considerably, while net issues of longer-term bonds were smaller than in
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Table 42

FINANCIAL ASSETS AND LIABILITIES OF ITALIAN FIRMS (1)

(millions of euros and percentage composition)

End-of-period stocks Flows
Percentage composition
December
2003 December December 2002 2003
2002 2003
ASSETS
Cash and sight deposits ...........ccceeeenen 119,903 10.4 10.7 6,474 8,554
Other depositS .......cccevveeeeriieieniieees 10,067 0.8 0.9 -166 1,213
of which: bank ........ccccccoeviviiiieecns 8,897 0.7 0.8 -218 1,078
Short-term Securities .......ccccccoeevvvveeeennn. 69 0.0 0.0 -805 -879
Medium and long-term securities ......... 27,375 2.8 2.4 —947 -5,753
of which: government ...............c....... 10,250 1.4 0.9 —-1,083 —-6,788
COrpOrate ......ceeveeevvcnvveennennn 6,377 0.5 0.6 553 268
Shares and other equity ............ccceeeunee 388,114 33.3 34.6 18,651 26,101
Investment fund units ..............ccceevveeees 4,532 0.4 0.4 -10 227
Trade credit receivable ...........cccccccuvenne 238,659 24.1 21.3 42,630 -19,439
Other financial assets (2) .......cccocoeeeeuns 45,381 4.5 4.0 -1,032 -1,639
External assets ......cccocceeeeviieenviieeeninnnnn 288,603 23.7 25.7 1,841 27,750
of which: deposits ... 21,373 1.8 1.9 2,231 1,616
trade credit receivable ........ 68,852 5.5 6.1 -5 9,683
SECUNMLIES ..vvvveeeeeeeiiiieeee, 18,903 1.7 1.7 -2,877 2,113
shares and other equity ..... 129,961 104 11.6 9,810 8,595
Total assets ..... 1,122,703 100.0 100.0 66,635 36,135
LIABILITIES
Domestic liabilities ........cccceevcvvreennnnn. 1,951,951 88.6 88.0| 112,857 63,644
short-term debt (3) ....coooeviiiiiiiiiiiiis 313,929 14.5 14.2 -1,725 -3,217
of which: bank ........ccccccvevviiveiiieeens 283,574 131 12.8 -1,943 -3,086
Medium and long-term debt (4).............. 366,204 14.6 16.5 40,606 47,254
of which: bank.... 295,133 115 13.3 32,473 44,906
SECUNLIES...ciiiiiiiiee et 33,544 0.9 1.5 10,047 12,333
of which: medium and long-term ....... 27,824 0.8 1.3 9,344 10,489
Shares and other equity 887,981 41.8 40.0 14,476 23,859
Trade credit payable .........cccccceevvinnene 243,530 12.0 11.0 43,500 -19,835
Other financial liabilities (5) ........ccccee... 106,763 4.8 4.8 5,953 3,250
External liabilities .........cccoevvveeieeninnn, 265,249 114 12.0 -3,236 4,536
of which: trade credit payable ........... 36,350 1.3 1.6 -631 8,421
financial debt ..................... 92,158 4.5 4.2 —6,773 —6,440
of which: medium and
long-term securities....... 13,751 0.9 0.6 -362 -4,921
shares and other equity ..... 133,459 5.4 6.0 6,531 4,510
Total liabilities ..... 2,217,200 100.0 100.0f 109,621 68,180
BALANCE ...ooviiiiiiiiieeee e 1,094,497 -42,986| —32,045
(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 pension provisions and other minor items.




2002. The growth in the share of medium and long-term debt (from 47.8
to 51.1 per cent) is partly attributable to the restructuring of the maturity of
liabilities by several magjor industrial groups.

With firms' financial debt increasing faster than equity capital, their
leverage, measured by the ratio of debt to the sum of debt and equity,
increased from 42.2 to 44.1 per cent in 2003 (Figure 28). The ratio is still
less than the average in the first half of the 1990s, when it was close to 55
per cent; it issimilar to that in the rest of the euro area.

Equity capital and venture capital. — Firms' raised €23.9 billion of
equity capital in the domestic market and €4.5 billion abroad, compared
with €14.5 billion and €6.5 billion respectively in 2002. According to
the Italian Private Equity and Venture Capital Association, investment
by venture capital firms increased from €2.6 billion to €3 billion. Venture
capital fund-raising remained virtually unchanged with respect to 2002 at
about €2 billion.

Trade credit payable. — Domestic and foreign trade credit payable
declined by €11.4 hillion; at the end of 2003 it accounted for 13 per cent of
firms’ total financial liabilities.

Thefinancial position of Italian firms

Medium-term trends in debt and profits. — Following the declinein the
1990s, in 2001 and 2002 borrowing by Italian firms began to rise again;
profits contracted, after the satisfactory results reported in the second half
of the last decade.

According to the available data on the approximately 40,000 non-
financia firms surveyed by the Company Accounts Data Service, leverage,
which had declined steadily between 1992 and 2000 (from 60 to 50 per
cent), subsequently rose slightly through 2002 (Table 43).

In the second half of the 1990s, the reduction in debt and the sharp
decline in interest rates were reflected in a pronounced fall in net interest
expense relative to gross operating profit. Despite recent developments,
leverage, theratio of financial debt to sales revenues and that of net interest
expense to gross operating profit remain at historically low levels.
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Table 43

PROFITABILITY AND DEBT OF ITALIAN FIRMS (1)
(weighted averages; percentages)

Total sample Bottom quartile (2)

1990 1995 2000 2001 2002 1990 1995 2000 2001 2002

Gross operating profit/total assets

Centre and North ... 99| 111| 85| 89| 82| 12| -06| 25| —2.0| —2.4
SOUtN e 71| 78| 68| 61| 57| -08| -11| -3.3| -35| -25
1-499 workers ........ 96| 103| 81| 81| 7.8| 05| -15| -26| -23| -2.3
>= 500 workers ..... 98| 119| 94| 98| 86| 15| 06| -32| -21| 26
Total firms ............ 96/ 108! 83l 86l 80l 10l —07| —26l 22| 24

Net interest expense/gross operating profit (3)

Centre and North .... 23.6| 16.3 2.1 3.2 1.5]102.4| 84.3| 61.7| 67.4| 59.8
South .....vvevveveviiiinnn, 33.3| 25.7| 124 124 9.5(1102.0| 99.2| 66.8| 65.1| 58.7
1-499 workers ........ 299 20.9 9.6| 10.1 8.3|/101.0| 84.4| 61.1| 645| 59.6
>= 500 workers ....... 184| 109| -55| -3.3| -5.2|108.3| 88.2| 65.7| 84.5| 58.8
Total firms ............. 2441 17.0 2.8 3.8 2.01102.31 86.51 62.4| 67.11 59.6

Return on equity (4)

Centre and North .... 6.4 8.1 7.3 5.0 3.3|-156.2| -17.5|-17.7| —-24.0 | -24.3
South oo, 2.3 4.7 44| -1.3 2.7|-16.4|-13.2|-16.4| -26.8 | -12.6
1-499 workers ........ 6.6 8.1 6.6 6.2 59| -16.0|-18.7 | -19.9| -21.6 | -19.4
>= 500 workers ....... 53 7.6 7.7 3.0 0.7 -15.0-14.0| -18.4| -29.0 | -25.2
Total firms ............. 6.0 7.8 7.1 4.5 3.21-1541-16.81-17.6 1 -24.4|-22.7

Financial debt/sales revenues

Centre and North .... 324| 28.8| 28.3| 29.3| 30.7| 87.1| 73.0| 79.9| 83.7| 86.3
South ... 375| 34.2| 283| 30.1| 29.5| 835| 91.7| 825| 83.2| 87.4
1-499 workers ........ 28.3| 26.0| 28.1| 285| 28.0| 785| 70.8| 79.6| 81.7| 82.1
>= 500 workers ....... 39.1| 348| 29.4| 30.6| 352| 93.3| 75.7| 785| 84.5| 905
Total firms ............. 3281 2931 2831 2931 3061 86.71 7461 80.11 83.7| 86.4

Leverage (5)

Centre and North ... 575| 554 50.1| 50.3| 50.5| 87.7| 92.4| 91.6| 91.8| 90.6
South ..o, 57.4| 56.1| 50.4| 516| 50.8| 88.6| 96.2| 90.9| 89.2| 89.0
1-499 workers 58.8| 58.2| 56.7| 56.6| 54.7| 87.8| 91.4| 914 91.4| 89.9
>= 500 workers ....... 56.2| 51.7| 41.6| 435| 459| 87.6| 96.2| 90.6| 91.6| 91.0
Total firms ............. 57.5| 55.4| 50.2| 50.4| 50.5| 87.9| 929| 915| 91.6| 90.5

Source: Based on Company Accounts Data Service data.

(1) Book value. The figures for total firms also include data for which information on geographical area or size class is not available. —
(2) The quartile is identified with reference to the entire sample; the bottom quartile refers, depending on the case, to firms with the
lowest profits, the highest net interest expense in relation to gross operating profit, the lowest return on equity, the highest ratio of
financial debt to sales revenues or the highest leverage. — (3) Firms with nil or negative gross operating profit were excluded from the
calculation. — (4) Profit for the year/equity. Profit is stated gross of accelerated depreciation and other adjustments and revaluations. —
(5) Financial debt/(financial debt + equity).




Debt and profits by size class of firms. — The increase in debt and the
declinein profitsin 2001 and 2002 were pronounced for firms with at least
500 workers. The leverage of this class increased from 42 to 46 per cent
over the two years; their return on equity decreased from 7.7 per cent in
2000t0 0.7 per cent in 2002. However, the leverage of these firms remained
lower than that of smaller firms (46 as against 55 per cent in 2002).

The dispersion of financial situations. — Profitability and debt
indicators measured on a broad sample of firms show a wide diversity of
financia situations (Table 43).

For the 25 per cent of firms in the Company Accounts Data Service
sample with the worst ratio of gross operating profit to total assetsin 2002,
average value added was not sufficient to cover labour costs. These firms
share of value added increased between 2001 and 2002 to 11 per cent of
the total for the sample; their share of sales revenues rose to more than 20
per cent.

Firms in the lowest quartile in terms of return on equity had average
losses of more than 22 per cent of equity in 2002 (24 per cent in 2001), a
deterioration with respect to the early 1990s.

Between 2001 and 2002 the average leverage of the 25 per cent of
firms with the most debt declined by 1 percentage point to 90 per cent, a
high level but lower than that recorded in 1992 and 1993. The share of large
firms among the most heavily indebted firms increased, especialy in the
Centre and North.

The quartile of firms with the highest ratio of net interest expense
to gross operating profit saw the burden of interest charges diminish, on
average, from 67.1 to 59.6 per cent between 2001 and 2002; in 1990 it was
higher than 100 per cent.
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BANKSAND OTHER CREDIT INTERMEDIARIES

Against a background of uncertainty regarding the prospects of a
recovery, Italian banks continued to expand their lending activity. Thanks
to the policy of reducing costs and capital strengthening followed in
previous years, they were able to withstand the collapse of severa large
corporations.

Lending growth in 2003 exceeded both the average for the euro area
and the nominal growth in GDP, the ratio of outstanding loansto GDP rose
by over 2 percentage pointsto 84.7 per cent (Figure 30).

Figure 30
BANKING INTERMEDIATION IN ITALY
(year-end data; percentages)
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Sources: Based on supervisory reports and Istat data.

(1) Left-hand scale. The figure for GDP refers to the whole year. — (2) Cash and securities. — (3) On previous year; right-hand scale. Year-
end stocks deflated using the GDP deflator.

Lending to non-financial firms, particularly in the service and
construction sectors, accelerated. There were no indications of atightening
of credit: undrawn current account facilities remained ample and bank
interest rates were lower than at any other time in the past fifty years
(Figure 31).

In the first quarter of 2004 the growth in lending to firms, especialy
large corporations, slackened, possibly because banks exercised greater
prudence following the collapse of the Parmalat group in December 2003.



Figure 31
BANK INTEREST RATESAND DIFFERENTIALSIN RELATIONTO
YIELDS ON GOVERNMENT SECURITIESIN ITALY (1)
(quarterly data; percentages and percentage points)
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(1) The yield on Treasury bonds refers to exchange-traded bonds with a residual maturity of at least one year.

Lending to households, and especialy loans for house purchases,
continued to expand at a rapid pace, but by international standards
household credit remained low in relation to GDP.

159



160

The quality of banks assets deteriorated dlightly as a result of the
prolonged economic stagnation and financial crises affecting severa large
industrial groups, but far lessthan in comparable cyclical phasesin the past.
Excluding the effects of writing off loans granted to companies involved
in the Parmalat group crisis, the ratio of bad debts to total lending was
unchanged in the Centre and North but increased dlightly in the South.

Domestic fund-raising grew at a moderate pace, reflecting the
performance of deposits. Bond issues again expanded sharply, buoyed
by larger placements on the Euromarket. The gap between the growth in
lending and in domestic fund-raising was offset by stepping up net foreign
borrowing. The ratio of liquid assets to loans decreased further, to the
lowest level of the past thirty years.

Profitability turned upwards, thanks to an increase in gross income.
Total staff costs accelerated owing to the rise in costs per employee and
in extraordinary charges for early severance incentives. Despite the large
increase in net value adjustments to loans, the annual return on equity rose
from 6.2 to 7.2 per cent.

Lending

In 2003 bank lending increased by 6.7 per cent in Italy and 5.1 per
cent in the euro area (Figure 32). In both cases the growth was concentrated
in the medium and long-term component, partly owing to the marked rise
in loans for real-estate operations. In Italy loans with more than eighteen
months maturity grew by 13.3 per cent (Table 44), while short-term loans
fell by 1.5 per cent.

Lending to firms. — Excluding bad debts and repos, credit to firms rose
by 6.3 per cent, compared with 4.2 per cent in 2002. Demand was fueled abo-
ve all by low interest rates, but also by the reduction in internal fund-raising.

In Italy about three quarters of the growth in lending to non-financial
firms was concentrated in the service sector, notably companies connected
with the property market, and one fifth in the construction sector, for the
most part residential building firms.

After stagnating in 2002, lending to manufacturing firms, mainly in
the minerals and metals and paper and publishing industries, rose by
just 1.5 per cent. By contrast, less credit was granted to manufacturers of
transport equipment and precision machinery and tools, whose capacity
utilization rate was much lower than in the previous year.



Figure 32
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 financial institutions (MFIs) of the euro area, excluding the Eurosystem, to non-MFI resident customers.

Lending to small businesses (sole proprietorships and partnerships
with fewer than 20 workers) grew faster than credit to other non-financial
companies, rising by 7.6 per cent as against 6.1 per cent.

The share of loans with more than eighteen months maturity increased
to 58 per cent of total lending to small businesses and 48 per cent to large
enterprises, rising by 3 percentage pointsin both segments.

Against abackground of persistently weak economic activity, the shift
in the composition of lending towardslonger maturities mainly affected the
less financially sound companies. It enabled them to stabilize their sources
of finance and reduce interest payments.

In total 71 per cent of medium and long-term loans are backed by
guarantees, including 57 per cent by real collateral, compared with 39
per cent of short-term loans (6 per cent with real collateral). Overall, the
proportion of business loans backed by collateral or personal guarantees
rose from 52 to 54 per cent.

In the South of Italy the growth in lending to non-financial firms
slowed but was still substantial at 6.3 per cent. In the Centre and North it
was equal to 6.6 per cent, exceeding the previous year's expansion in all
sectors of production. Therate of growth slowed in thefirst quarter of 2004,
particularly in the Centre and North, and by the end of March the growth
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rate of 5.9 per cent in lending to firms in the South was 1.5 points higher
than in the rest of Italy.

Table 44
MAIN ITEMSIN THE BALANCE SHEETSOF ITALIAN BANKS (1)
(end-of-period data)

Percentage changes Balances
(millions of
On 12 months earlier On previous quarter, annualized (2) euros)
2003 2004
Dec. Dec. Mar. December
2002 2003 2004 Q1 Q2 Q3 Q4 Q1 2003
Assets
Securities ....c.oecveeiiirennns -15.6 4.2 4.1 7.1 8.9 78| -6.3 7.0 170,353
government securities ... | -19.8| -3.9| -3.7 2.1 6.4| 14.7|-31.7 3.3 99,610
LoANS ...o.oooiiiiiiiiees 6.3 6.7 5.8 7.6 7.2 7.2 54 4.0 (1,100,054
of which: (3)
short-term (@) .............. 04| -15| -44 0.8 03| -3.3| -3.5| —9.9| 457,354
medium and
long-term (b) ............. 11.7| 13.3| 13.8| 126| 119| 17.1| 11.7| 14.7| 581,810
CER () T 6.1| 63| 54| 69| 64| 74| 47| 35|1,039,164
FE€POS .oovveiiiiieieeee e -7.3| -1.1|-21.6|120.9 70(-58.1| -3.3|-129 6,217
bad debts (4) ............... 19| 10.7| 11.2 6.2 8.3 58| 23.2 8.5 51,243
Memorandum item:
net bad debts ................... -0.4 9.3 1.8|-10.0 4.7 1.1| 483|-31.2 23,140
External assets ................ 19.8 0.4 1.8 39| 24| -6.2 6.9 9.7| 212,979
Liabilities
Domestic funding (5) ........ 8.0 4.4 5.6 3.9 6.3 3.8 3.9 8.211,099,652
Deposits ......ccevverieeennnn. 6.7 2.2 3.1 2.7 5.3 38| -2.9 6.1| 700,514
of which: (6)
current accounts ....... 7.2 5.9 7.8 9.1 105 73| -11| 14.4| 515,703
fixed-term .......ccoeees -8.6(-10.2| -7.8|-18.4 10| -9.0(-13.4| -9.2 44,042
repayable at notice .... 5.4 5.1 56| 10.9 3.9 5.4 1.0| 129 64,853
FEPOS .evveeririeeiiieeains 17.2|-15.7|-19.9 | -24.8| -20.4| -9.4|-10.7 | -36.0 68,184
Bonds (5) ..ccveiiiieiiiiieene 10.3 8.6 10.0 6.1 8.1 36| 17.0| 11.8| 399,137
External liabilities ............. -3.2| 111 6.0 45.8 27| =21 3.7 21.1| 286,445
(1) The figures for March 2004 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 of claims. — (5) Including bonds held by non-residents. — (6) Excluding those of central government.

Lending to firms by smaller banks continued to grow much faster than
that by other intermediaries. In 2003 “small” and “minor” banks together
accounted for about three quarters of the overall increase, and their share
of total outstanding loans rose by amost 3 points to 32 per cent. The
acquisition of market shares by smaller banks was a phenomenon common
to all the geographical areas and the main sectors of economic activity,
continuing atrend under way since the mid-1990s.

In 2003 leasing credit granted by banksfell by 0.3 per cent, after rising
by 15.4 per cent the year before (Table 45), while the growth in credit
granted by finance companies slowed from 11.7 to 2.8 per cent, mainly in



connection with securitizations. The volume of claims assigned to banks
through factoring expanded by 19.8 per cent while that assigned to finance
companies contracted by 2.2 per cent.

Table 45

LEASING, FACTORING AND CONSUMER CREDIT IN ITALY
(end-of-period data; millions of euros and percentages)

Percentage changes on previous year .
Outstanding Percentage
2003 (1) of total
2001 2002 2003 (1)

Leasing
Total credit .....cococvvveeviieeeieeee, 15.8 12.5 2.2 61,693 100.0
Finance companies .................. 18.6 11.7 2.8 48,975 79.4
BanKS ....ooooiiiieiiiieeee e 53 154 -0.3 12,718 20.6

Factoring
Total credit ........cccovveeee 14.2 25 -0.1 39,434 100.0
Finance companies .... 12.9 3.7 -2.2 34,725 88.1
Banks ..o 32.1 -8.9 19.8 4,709 11.9

Consumer credit

Total credit .......cooveeeviieeeiieeeee. 6.6 9.3 12.2 51,298 100.0
of which: credit cards ................ 18.2 32.4 15.7 7,081 13.8
Finance companies ................ 6.5 10.0 15.9 20,692 40.3
of which: credit cards ......... 14.7 26.7 10.4 4,477 8.7
for purchases
of motor vehicles 3.7 5.2 8.8 10,868 21.2
Banks ....cccccceiiiieeeee e 6.7 8.8 9.9 30,606 59.7
of which: credit cards .......... 26.9 454 26.2 2,604 5.1

Memorandum item:

Other loans to consumer
households excluding those
for house purchases ................ 12.0 -3.5 -0.1 51,457

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

Lending to households. — L ending to producer and consumer households
continued to expand faster than the euro-area average, rising by 10.3 per
cent, compared with 9.3 per cent in 2002. Nonetheless, in Italy the volume
of household credit remains small by comparison with other countries.

At the end of 2003 bank credit to households amounted to 23.3 per
cent of GDP in Italy, compared with 66.6 per cent in Germany, 36.9 per
cent in France, 54.9 per cent in Spain and 46.8 per cent in the euro area as
awhole. Loans for house purchases and consumer credit are of relatively
little account in Italy, totaling respectively 11.8 and 2.5 per cent of GDP,
compared with 31.4 per cent and 6.4 per cent in the euro area.
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Bank credit to consumer households alone grew by 11.1 per cent,
compared with 10.8 per cent in 2002. Lending for house purchases
continued to expand rapidly, by a further 16.1 per cent after the 19.7 per
cent increase registered in 2002. New mortgages were granted to the value
of €42.9 billion (€35.4 hillion in 2002), most of which were indexed or
re-negotiable within a year. The present low rate of interest on these loans
allows borrowers to limit the size of their initial repayment instalments,
provided they accept the risk of subsequent rises.

Consumer credit granted by banks rose by 9.9 per cent, compared with
8.8 per cent in 2002. The acceleration was sharper for credit granted by
finance companies, for which growth rose from 10 to 15.9 per cent, despite
massive securitizations.

Bad debts. — New bad debts (under the broad definition of adjusted
bad debts) amounted to 1.2 per cent of lending in 2003, compared with
1 per cent the year before (Figure 33), of which 0.2 percentage points were
due to loans to companies involved in the Parmalat crisis. Excluding that
component, the ratio remained virtually unchanged in the Centre and North
at 0.9 per cent, and increased from 1.6 to 1.7 per cent in the South.

Figure 33

BAD DEBTSAND SUBSTANDARD LOANSOF ITALIAN BANKS

(percentages and percentage changes)
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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 write-offs and sales; right-hand scale.

The banks' exposure to customers in temporary difficulty (so-called
substandard loans) fell to 2 per cent of performing loans, from 2.1 per cent
in 2002. The growth in these non-performing loans slowed from 4.6 per



cent to 3.8 per cent (3.2 per cent in the Centre and North, 6 per cent in the
South).

Lending conditions and interest rates

Lending conditions. — Credit conditions remained expansionary in
2003. The dispersion of short-term interest rates among categories of
borrowers did not increase appreciably; the spread between the average and
the minimum short-term lending rate, which tends to widen when supply is
tight, held steady at around 2.4 percentage points.

Undrawn margins on overdraft facilities were again substantial for
all categories of customers. The ratio of credit drawn to that granted on
overdraft facilities dipped from 42.7 per cent in 2002 to 42 per cent. The
value of excess drawings fell from 13.1 to 10.8 per cent of the overdraft
facilities accorded, and the number of firms breaching their overdraft
ceilings aso diminished.

Information supplied by the seven Italian banking groups taking part in
the Eurosystem quarterly survey of bank lending in the euro area indicates
virtually no change in the credit standards applied to the approval of loans
and credit lines to firms in 2003 as a whole. However, a few intermediaries
reported that towards the end of the year they did become more prudent with
larger companies and higher-risk customers. This tendency continued in the
first quarter of 2004. In the case of households the survey reported fairly
stable credit standards, with signs of an easing of termsin the fourth quarter.

Interest rates. — Bank interest ratesin Italy and the euro area continued
to fall throughout 2003, reaching unprecedentedly low levels.

According to harmonized statistics (see the box “The new harmonized
statistics on bank interest rates’, Economic Bulletin, No. 37), bank interest
rates in Italy were generdly in line with those in the euro area. Between
January and December 2003 the average rate on short-term loansto firmsin
Italy fell by 0.8 percentage points, to 5 per cent, whilein the euro areait fell
by 0.7 pointsto 4.5 per cent. Therateis higher in Italy because of the larger
share of overdraft facilities, which are a more costly form of borrowing in
all the main euro-area countries but more flexible and less collateralized.
The interest rate on new loans up to €1 million, which proxies credit
standards applied to small firms, decreased in both Italy and the euro area by
0.8 percentage points, to 4.1 per cent (Figure 34). The rate on outstanding
medium and long-term loans fell from 4.8 to 4 per cent in Italy.
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Figure 34

HARMONIZED INTEREST RATES ON NEW LOANS

INTHE MAJOR EURO-AREA COUNTRIES (1)
(monthly data; percentages)
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percentage rate of charge includes accessory expenses (administrative expenses, loan examination fees and insurance). It is calculated
as the average rate across all maturities, weighted by loan amounts. Households include producer households and non-profit institutions
serving households.
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The Annual Percentage Rate of Charge on new loans to households
for house purchases decreased in Italy by 1 percentage point, to 3.9 per
cent, about 0.5 points less than the euro-area average. The APRC on
consumer credit, which fell by 0.9 percentage points to 9.8 per cent,
is higher than the euro-area average of 7.7 per cent. The interest rate
on overdraft facilities, which are not included in statistics on consumer
credit but are probably also used by Italian households to purchase goods,
went down from 9.1 to 8.4 per cent, more than a point lower than the
euro-area average.

In 2003 the differential between medium and long-term interest rates
in the South and in the Centre and North widened by 10 basis points,
while that in the short-term segment increased by around 40 points, to 2
percentage points. Adjusting for the sectoral and size characteristics of the
borrower firms in the two areas, the difference between interest rates on
short-term bank loansis 1.2 percentage points, reflecting differencesin the
share of bad and substandard |oans.

Domestic fund-raising

In 2003 domestic fund-raising by Italian banks slowed sharply, the
twelve-month growth rate falling to 4.4 per cent (Table 44 and Figure
35). This can be ascribed mainly to the 15.7 per cent drop in securities
repurchase agreements as households' purchases of investment fund units
picked up.

Figure 35
BANK FUND-RAISING IN ITALY (1)
(year-end data; billions of euros)
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Source: Supervisory reports.
(1) Net of deposits of central government departments. — (2) Total debt securities including bonds held by non-residents.
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The rate of growth in current account deposits slowed to 5.9 per cent.
Time deposits continued to expand at arate of over 5 per cent. The fastest
increase was recorded by deposits with the Italian branches of foreign
banks, whose share of the market was boosted by the offer of high-yield
deposits.

Banks' bonds continued to grow rapidly (8.6 per cent) and at the end
of 2003 accounted for 36.3 per cent of total fund-raising, compared with
34.6 per cent in 2002. Subordinated bonds increased by 6.9 per cent.

Between January and December 2003 the rate of interest on households
current account depositsfell from 0.9 to 0.6 per cent in Italy and from 0.9 to
0.7 per cent in the euro area (Figure 36), with average inflation standing at
2.7 per cent. The average rate of interest on the deposits of households and
firms declined by 0.4 percentage pointsin Italy and in the euro area, to
0.9 and 1.6 per cent respectively. The higher figure for the euro areais due
to the greater popularity of longer-term deposits. The rates on households
depositsin the South of Italy arein line with those in the Centre and North.

Figure 36

HARMONIZED INTEREST RATESON HOUSEHOLDS DEPOSITS
IN THE MAIN EURO-AREA COUNTRIES
(monthly data; percentages)
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The securities portfolio and banks’ net external position

The securities portfolio. — In 2003 the value of banks securities
portfolios, excluding the effect of variations in prices, increased by
€6.9 hillion, or 4.2 per cent (Table 44). The growth involved only private
securities, principally bonds issued by banks, whose share of the total rose
from 29.2 to 32 per cent. By contrast, the share of government securities
fell by 4.3 percentage points to 58.5 per cent.

The ratio of liquid assets (cash and negotiable securities) to the
aggregate of liquid assets plus loans diminished from 15.5 per cent to the
historically low value of 15.3 per cent.

In 2003 the book value of banks equity investments in companies
resident in Italy, net of provisions funds and excluding investments on
behalf of staff pension funds, rose from €69.4 billion to €84.7 hillion;
most of the increase can be ascribed to shareholdings in other banks and
Insurance companies, up from €43.1 billion to €55.7 billion. Shareholdings
in non-financial corporations rose by a third compared with 2002 to a
total of €8.3 hillion; 85 per cent of thisinvolved unlisted companies.

The net external position. — ltalian banks net externa liabilities,
excluding the effect of variations in exchange rates and prices, increased
by €28.5 billion in 2003. At the end of the year their net external debtor
position stood at €73.5 billion, equal to 3.5 per cent of total liabilities.

The balance on foreign currency assets and liabilities (net foreign
exchange position) showed a deficit in all the main currencies. The share
of net external fund-raising vulnerable to exchange risk decreased: in fact
two-thirds of Italian banks net liabilities were denominated in euros as
opposed to about half in 2002.

The growth in net borrowing from non-residents reflected a sharp rise
in liabilities, up by €29.3 billion and a marginal increase of €0.9 billionin
assets. The largest expansion (€29.9 billion) was registered in net liabilities
vis-avis non-euro-area residents, more than three quarters was in the
United Kingdom.

Profit and loss accounts

According to datareported by individual Italian banks not consolidated
at group level, net interest income rose by 1.8 per cent in 2003, compared
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PROFIT AND LOSSACCOUNTSOF ITALIAN BANKS (1)

Table 46

2000 2001 2002 2003 2000 2001 2002 2003
As a percentage of total assets Percentage changes
Net interest income (&)  ...ocoocvvvevneenn. 1.93 1.93 1.91 1.79 7.8 5.6 4.9 1.8
Non-interest income (b) (2) .............. 1.76 1.75 1.47 1.41 20.6 4.1 -11.9 4.6
(16.6) (-3.7) (-8.2) (8.0)
of which:trading .........cccccevvvveninnenn. 0.14 0.13 0.07 0.13 -13.6 -18.0 -42.9 96.6
SEIVICES ..ovvivvieeriecee e 0.81 0.67 0.59 0.55 21.4 -12.7 -7.7 0.9
other financial operations (2) 0.52 0.67 0.51 0.42 35.5 34.7 -19.0 -10.9
(22.1) (17.4)| (-10.0) (-8.6)
Gross income
(€=a+h) (2) .eevveriiieeeee 3.69 3.68 3.37 3.20 135 4.9 -3.1 3.0
(11.5) (1.5) (-0.6) (4.3)
Operating expenses (d) (3) ......cceennee 2.06 2.03 2.02 1.95 4.8 4.0 4.5 49
of which: banking staff costs (3) ....... 1.16 1.11 1.10 1.07 1.0 1.0 4.9 5.2
Operating profi t(e=c-d) (2) .............. 1.63 1.65 1.36 1.25 26.9 6.1 -12.5 0.3
(23.0) (-2.2) (-8.6) (3.1)
Value adjustments, readjustments
and allocations to provisions
() (2) (4) oo 0.36 0.66 0.56 0.53 10.4 91.3 -10.2 3.1
(0.9)
of which: loan losses...........cccceeenee. 0.35 0.37 0.38 0.42 -11.8 11.0 7.5 20.4
Profit before tax (g=e-f) (2) (4) ........ 1.27 0.99 0.80 0.72 334 -17.9 -14.1 -1.7
(34.9)| (-34.2) (-7.0) (3.1)
TaX (N) oo 0.48 0.39 0.30 0.22 325 -14.4 -18.8 -22.0
Net profi t (g-h) (4) .eovvvvveiiieiieee 0.79 0.59 0.50 0.51 41.9 -20.1 -11.0 10.7
Dividends distributed ...........ccccooveennene 0.43 0.39 0.33 0.34 27.7 -3.7 -11.5 115
Other data
Profit before tax Net profi t
Profit as a percentage of capital and | | | | | | |
reserves (ROE) (5) ..occovvrvvieeneninenn 18.4 145 105 10.3 115 8.8 6.2 7.2
Amounts Percentage changes
Total assets (millions of euros) ........... 1,785,475 (1,889,724 | 1,998,625 | 2,169,963 9.7 5.5 5.7 8.5
Average total number of employees ... | 343,036 | 345,193| 342,555| 339,278 0.1 0.5 -0.7 -1.1
of which: banking staff...................... 339,054 | 342,279| 340,560 338,189 0.1 0.8 -0.4 -0.8
Total assets per employee
(thousands of euros)
at CUrrent PriCes .......cccvevveveenieeennnnns 5,205 5,474 5,835 6,396 9.7 5.0 6.5 9.6
at constant prices (6) .......cccoeeeeeenunes 4,614 4,723 4911 5,243 7.0 2.2 3.9 6.8
Staff costs per employee (3)
(thousands of euros)
at current prices (7) ....cceveereerineennnn. 60.5 61.1 62.4 64.2 2.2 0.8 2.0 3.0
at constant prices (6) (7) .....cccocveneen. 53.6 52.7 52.5 52.6 -0.4 -1.9 -0.6 0.4
Memorandum items: (8)
Total assets (millions of euros) ........... 1,789,484 1,893,413 |2,006,180 | 2,174,484 9.4 5.8 6.0 8.4
Total number of employees (9) ........... 344,348 | 343,814| 341,614| 337,665 1.1 -0.2 -0.6 -1.2
of which: banking staff (9) ................. 340,884 | 341,297 | 340,439| 336,630 1.3 0.1 -0.3 -1.1

(1) Rounding may cause discrepancies in totals. The data for 2003 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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with 4.9 per cent in the previous year (Table 46). The slowdown was due to
anarrowing of the spread between the average rate on loans and the average
cost of funds and to losses on derivatives contracts. Income from services,
which had declined in 2001, turned upwards, rising by 0.9 per cent.

Net income from trading in securities and other assets amost doubled
with respect to 2002, partly owing to higher earnings from interest rate
derivatives and fee income from trading in securities. By contrast, net
income from other financial operations diminished. Excluding dividends
on shareholdingsin banks, which represent a duplication on a system-wide
basis, gross income rose by 4.3 per cent.

Dividends from shareholdings and equity capital, which represent
more than 90 per cent of net income from other financial operations,
decreased by €1.1 hillion, or 12.2 per cent. Only dividends paid by Italian
companies were affected, partly due to a change in tax law (Legidative
Decree 344/2003). Until the end of 2002, in fact, tax credits on dividends
accrued by banks were usually entered under both fee income and tax
charges. From 2003 this double entry system is no longer possible. As a
result, gross income, net income, gross profits and taxes have all declined.
Consequently, the aggregates are not fully comparable with those of the
previous year. The discontinuity is less noticeable if dividend income on
shareholdings in other Italian banks, which accounts for over half the total,
is excluded from net income from other financial operations.

Total staff costs rose by 5.2 per cent, compared with 4.9 per cent in
2002, partly owing to the sharp rise in extraordinary charges for incentives
to encourage early retirement. The average number of bank employees
decreased by 0.8 per cent to 338,000. Costs per employee rose by 3 per
cent to €64,200, over three quarters of the rise being due to wage increases
provided for in the collective labour contract for the banking industry.
Administrative expenses other than staff costs grew by 4.5 per cent,
compared with 4 per cent in 2002.

Excluding dividends on bank equity, operating profit rose by
3.1 per cent last year, after decreasing by 8.6 per cent in 2002. Net value
adjustmentswere 3.1 per cent higher and absorbed 42 per cent of operating
profit. The increase concerned only loans, partly because of the writedown
of loans to companies in the Parmalat group.

Profit after tax increased by 10.7 per cent. Return on equity, which is
calculated on the sum of profit plus net income of foreign branches (€276
million) and withdrawal s of €466 million from the fund for general banking
risks, rose from 6.2 to 7.2 per cent.
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INSTITUTIONAL INVESTORS

Italian institutional investors’ consolidated net fund-raising rose by
6.1 per cent to €45.6 billion in 2003 (Table 47). Consolidated assets under
management increased by 5.8 per cent to €1,006 billion; as a percentage of
GDP they rose by 1.9 points to 77.3 per cent.

Table 47
ITALIAN INSTITUTIONAL INVESTORS:
NET FUND-RAISING AND ASSETS UNDER MANAGEMENT
(millions of euros; percentages)
Net flows End-of-period stocks
Percentage composition
2002 2003 (1) 2002 2003 (1)
2002 2003 (1)
Investment funds (2) ...... -12,340 6,628 | 360,557| 378,781 33.6 33.0
Insurance companies (3) 34,813 46,310 283,569 329,879 26.4 28.8
Pension funds (4) .......... 893 1,581 27,402 28,983 2.6 2.5
Individually managed
portfolios ..........cceenee 4,037 2,285 402,682 408,587 37.5 35.7
Total 27,404 56,804 | 1,074,210 | 1,146,230 100.0 100.0
Consolidated total (5) .. 42,976 45,582 950,160 | 1,005,603 - -
Sources: Based on Bank of Italy, Isvap, ANIA and Covip data.
(1) Provisional. — (2) Harmonized investment funds and SICAVs. — (3) Technical reserves. — (4) Total balance sheet assets. — (4) Net
of investments among the different categories of intermediary.

The share of households’ financial assets invested in instruments
offered by institutional investors was equal to 31.9 per cent (Table 48).
The proportion of the total held in the form of investment fund units and
insurance technical reserves increased by 0.3 and 1.1 points to 12.3 and
10.3 per cent respectively; the share of pension funds remained low at 1 per
cent. Comparable figures for other countries in 2002 show that the share of
households’ fiancial investment channeled through institutional investors
was smaller in Italy than in the other main countries.

In 2003 net fund-raising by Italian investment funds turned positive.
A contributory factor, especially in the first half of the year, was the strong
demand for funds specializing in short-term assets.



Table 48

ASSETSOF INSTITUTIONAL INVESTORSHELD BY HOUSEHOLDS
INTHE MAIN EURO-AREA COUNTRIESAND THE UNITED STATES
(end-of-period data; percentages)

1999 2002 2003 (1)
taly | France |Germany LS’:;Z‘S’ ltaly | France |Germany g{‘a'&zg Italy
As a percentage of households’ total financial assets
Investment funds (2) ........ 18.6 87| 10.1| 11.3| 120 91| 114| 119| 123
Insurance companies ....... 6.1| 21.8| 195 7.0 9.2| 289 227 9.1| 103
Pension funds ................... 0.9 - 19| 196 1.0 - 20| 185 1.0
Other institutions (3) ......... 7.7 - - 3.2 8.6 - - 2.8 8.3
Total ... | 33.31 305! 315! 4111 308! 380! 36.11 423! 319
As a percentage of GDP
Investment funds (2) ........ 43.8| 20.3| 183| 40.1| 26.5| 17.2| 20.1| 345| 274
Insurance companies ....... 144| 509| 353| 25.1| 20.3| 549| 401| 26.3| 231
Pension funds ................... 2.0 - 34| 69.9 21 - 3.6| 536 2.2
Other institutions (3) ......... 18.0 - -| 115| 19.1 - - 8.0 185
Total ... | 78.2| 71.2| 57.0| 146.6| 68.0| 72.1| 63.8| 1224| 712
Sources: Based on Eurostat, OECD, Bundesbank and Federal Reserve data.
(1) Provisional. — (2) Includes foreign funds. — (3) For Italy, individually managed portfolios net of investments in investment fund units;
includes the portfolios of institutional sectors other than households.

Italian hedge funds, first introduced in March 2001, enjoyed further
rapid growth, fostered by the supply of new instruments by Italian asset
management companies. Net subscriptions came to €3.3 billion, while net
assets totaled €5.8 hillion at the end of the year.

After three years of negative returns, in 2003 Italian harmonized
investment funds showed a positive average net return, albeit a modest one
of 3.6 per cent. The best results were turned in by equity funds.

As in 2002, individually managed portfolios recorded a small net
inflow of fresh funds. The financial result turned slightly positive (0.9 per
cent). The share of total assets invested in private-sector bonds and Italian
investment fund units increased.

The premium income of insurance companies rose by 11 per cent
in 2003, dightly less than in the previous three years; technical reserves
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increased by 16 per cent. New life policies connected with individual
retirement plans continued to grow.

Pension funds’ assets increased by 5.8 per cent, thanks to the growth
of the intermediaries established after the 1993 reform. The volume of
resources under management is still very small, however. Occupational
pension funds and open pension funds had average returns of 5 and 5.7 per
cent respectively.

Securities investment funds

Fund-raising and net assets. — After three successive years of net
outflows, in 2003 Italian investment funds registered a net inflow of €6.6
billion. Net inflows to foreign investment funds controlled by Italian
intermediaries were larger (€15.6 billion, compared with €4.4 billion in
2002).

Asin 2001 and 2002, the bulk of net subscriptions involved money-
market and short-term bond funds; those of flexible funds, which have
fewer restrictions on their investment strategies, were smaller. Other bond
funds, equity funds and balanced funds registered net redemptions.

In most of the euro-area countries net fund-raising by harmonized
investment funds increased significantly in 2003. From the second quarter
there was arecovery in net subscriptions of equity and balanced funds and
a parale decline in those of bond and money-market funds.

In Italy the net assets of investment funds amounted to about €380
billion at the end of 2003; including Italian-controlled foreign funds, net
assets totaled about €500 billion, an increase of 8.5 per cent with respect
to the end of the previous year (Table 49). In the euro area the net assets
of investment funds were equal to about €3,200 billion at the end of 2003,
12.6 per cent more than ayear earlier.

In Italy the share of total assets of investment funds that invest in
short-duration securities and therefore have alow exposure to interest rates
rose between 2000 and 2003. The share of money-market funds and that of
short-term bond funds grew by 17 and 11 percentage points respectively,
to 21 per cent each at the end of last year. Meanwhile, those of other bond
funds, equity funds and balanced funds declined to 22, 23 and 13 per cent
respectively. In the euro area the share of total assets of money-market
funds also rose significantly, from 14 per cent in 2000 to 20 per cent in
2003.



Table 49

NET ASSETS OF INVESTMENT FUNDSIN THE MAIN
EUROPEAN COUNTRIESAND THE UNITED STATES (1)
(end-of-period data in hillions of euros)

Luxembourg
and Ireland (3)
f which: | Euro area
Italy (2) | Germany | France (?orn/rolltl:ed @) @) UK us
by Italian
intermedia-|
ries
Net assets .............. 2002 361 199 806| 1,005 98| 2,818 275( 6,095
2003 379 219 909 | 1,160 119| 3,172 314 | 5,869
as a% of GDP ....... 2002 28.6 9.5 52.8 39.8 17.2 61.0
2003 29.1 10.3 58.4 43.7 20.1 67.5
Composition by sector
Equity funds ........... 2002 73 80 173 223 31 692 205| 2,543
2003 75 96 214 282 38 832 234 | 2,916
domestic .............. 2002 9 2 0 2 15 16
2003 12 25 105 3 174 135
euro area and
European ........ 2002 11 3 0 7 18 13
2003 22 24 50 12 137 33
other ...cocoevvveiienne 2002 52 75 173 22 436 176
2003 40 47 59 23 208 66
Bond funds ............ 2002 153 64 148 351 51 862 46| 1,073
2003 151 68 164 394 63 923 53 983
Balanced funds ...... 2002 59 15 181 55 9 377 23 312
2003 57 14 204 65 8 409 25 346
Money market funds 2002 76 39 304 88 6 590 2| 2,166
2003 96 39 329 77 10 640 3| 1,625
Other funds ............ 2002 0 2 0 49 0 58 0 0
2003 0 2 0 56 0 82 0 0
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 ltalian 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
composition data are not available for Ireland. — (4) The data for the Netherlands refer to December 2002.

Supply. — In 2003 Italian fund management companies continued to
broaden the range of hedge funds and closed-end securities investment
funds they offer. The number of harmonized open funds diminished for the
second year in arow as a consequence of numerous mergers.

The number of operational Italian hedge funds rose from 48 to 80.
These funds are characterized by a low correlation between their returns
and those of broad market indices and the possibility they have to take
leveraged positions. In Italy, nearly all of them invest in units of other
investment funds, operating as “funds of funds’. In 2003 their net fund-
raising rose considerably again, rising from €1.4 billion to €3.3 hillion,
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while their net assets increased to €5.8 billion, or 1.3 per cent of the total
net assets of Italian investment funds.

Investment funds that specialize in the listed shares of small and
medium capitalization companies (market value of up to €800 million) are
underdeveloped in Italy. According to aBorsaltalianasurvey, in September
2003 there were only 38 such funds, compared with 178 in France and
196 in the United Kingdom. Their net assets amounted to €1.8 hillion,
equal to 1.7 per cent of the total for equity funds controlled by Italian
intermediaries. In order to foster demand for this category of funds, Decree
Law 269/2003 (ratified by Law 326/2003) reduced the rate of flat-rate tax
on their operating result from 12.5 to 5 per cent.

Thesupply of exchange-traded funds (ETFs) ontheltalian stock market
expanded in 2003. In April 2004 there were 17 ETFslisted, compared with
8 in December 2002. Recent developments include the launch of the first
ETF based on the S& P/Mib index of the Italian stock exchange and of two
ETFs based on bond indices (the EuroM TS index of euro-area government
securities and the iBoxx index of high-rated euro-denominated corporate
bonds).

ETFs are collective investment vehicles with passive investment
strategies designed to replicate financial indices. As they are listed on
regul ated markets, they can be traded during the day in the same way asany
other share. ETFs have low management costs: annual management feeson
Italian ETFs averaged 0.42 per cent (0.18 and 0.45 per cent for bond and
equity funds respectively). In 2003 the average monthly trading volume in
ETFs on the Italian stock exchange was €0.1 billion, compared with €3.5
billion on the German stock exchange and €1.4 billion on Euronext. Recent
studies show that average bid-ask spreads on trades in ETFs in Italy are
quite narrow, well below the ceilings set by the stock exchange.

Returns and fees. - In 2003 the average return on Italian harmonized
investment funds was 3.6 per cent, compared with losses of 3.6 per cent in
2000, 8 per centin 2001 and 9.1 per cent in 2002. Theimprovement last year
was due to the recovery in share prices: equity, flexible and balanced funds
returned an average of 10.1, 6.6 and 5.6 per cent respectively. By contrast,
the performance of bond and money-market funds reflected the low level of
interest rates, with returns of 1.6 and 1.9 per cent respectively.

In 2003 the total operating expenses paid by Itaian harmonized investment
funds (management fees, incentive fees, fees to depodtary banks and other
expenses) decreased by 4.8 per cent to €4.7 billion; those paid to management
companies fell by 6.6 per cent to €4.2 billion. The decline was attributable to
the lower average value of net assets and the rise in the market share of money-



market and bond funds, which charge lower fees. The ratio of tota expensesto
average annua net assatsrose by 0.15 percentage pointsto 1.89 per cent (Figure
37). Therise was entirely due to the increase in incentive fees from 0.06 to 0.23
per cent, dightly lessthan their level in 1999 and 2000 (about 0.3 per cent).

Figure 37
ITALIAN SECURITIESINVESTMENT FUNDS:
TOTAL OPERATING EXPENSES (1)
(percentages)
2.0 2.0
» - .
15 S 15
1.0 1.0
0.5 0.5
0.0 0.0
1999 2000 2001 2002 2003
1 Expenses net of incentive fees Incentive fees

(1) Simple average of total operating expenses of the individual funds, calculated as the percentage ratio of average annual operating
expenses to average annual net assets. Operating expenses include management fees, incentive fees, fees to depositary banks and
other expenses; they do not include fees paid to intermediaries for brokerage services. The data are for harmonized investment funds
and SICAVs. The data for the last two years are provisional.

Thetotal expense ratio rose by 0.27 percentage pointsto 2.45 per cent
for equity funds and by 0.13 points to 1.89 per cent for balanced funds.
Bond and money-market funds' total expense ratios remained unchanged
at 1.29 and 0.66 per cent respectively.

Data collected by Lipper, acompany specialized in fund evaluation, on
about 500 euro-areainvestment fundsthat began operationsin 2003 permit an
international comparison of the management fees paid by newly-established
investment funds to their management companies. Last year average
management fees paid by new funds were equal to 1.1 per cent, about 0.1
points less than in 2002. Management fees averaged 0.6 per cent for money-
market funds, 0.8 per cent for bond funds, 1.2 per cent for balanced fundsand
1.5 per cent for equity funds. For new Italian funds, management fees were
dightly higher for bond and balanced funds, and lower for money-market
and equity funds. However, management feesfor equity funds do not include
incentive fees, which are normally not charged in other euro-area countries.

Portfolio allocation. —In 2003 Italian harmonized investment funds made
net purchases of securities of about €22 hillion. Most of the buying came in
the first half of the year and was concentrated in short-term and floating-rate
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Italian government securities and foreign government paper. In the second half
net purchases of government securities diminished considerably, while those of
Italian private-sector bonds and above al foreign equitiesincreased.

At the end of 2003 the portfolio of Italian investment funds was equally
divided between Italian and foreign securities. The share of BTPs, which
between 1999 and 2002 had remained at just over 20 per cent, fell to 18.5 per
cent. Other government securities accounted for 22.6 per cent of the overall
portfolio and Italian private-sector bonds and equities for 9.2 per cent. The
share of foreign fixed-income securities remained at about 30 per cent, and that
of foreign equitiesat 20 per cent. The share of assets denominated in currencies
other than the euro decreased dightly to one fifth, of which equities accounted
for 74 per cent, 5 percentage points more than ayear earlier (Table 50).

Table 50

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

N . . Total portfolio (2)
in euros in other currencies

2001 2002 2003 2001 2002 2003 2001 2002 2003

Fixed-income securities

Italian issuers

Public sector ................ 120.3 | 126.8 | 138.4 2.9 2.7 2.71123.2| 1295| 1411
Banks ........cccocveiiinenns 53 4.9 4.9 0.0 0.0 0.0 53 4.9 4.9
Firms ..o 4.6 5.4 6.3 0.0 0.0 0.0 4.6 5.4 6.3

Foreign issuers

Euro area ..........ccoeeeee. 65.8| 64.6| 725 1.6 11 0.8| 67.4| 657| 733
of which: government
securities ... | 52.1| 49.8| 574 0.2 0.1 0.2| 523| 50.0| 57.6
Other ..o, 13.7| 10.6| 10.7| 26.6| 175| 13.8| 40.3| 28.0| 245
Equities

Italians issuers ................. 26.1| 18.1| 16.8 0.0 0.0 0.0 26.1| 18.1| 16.8

Foreign issuers
Euro area .........cccoceeueee 28.8| 16.4| 194 15 0.1 0.1| 30.3| 16.5| 19.5
(@] =1 SRR 0.1 0.1 0.1| 725| 48.0| 50.5| 725| 481| 50.6

Total ... | 264.6 | 246.9| 269.1| 105.1| 69.4| 67.9| 369.8| 316.3 | 337.0

(1) The data refer to harmonized investment funds and SICAVs.

Individual portfolio management

The net flow of savings to individually managed portfolios was again
very small in 2003 and declined from €4 billion to €2.3 billion (Table 51).
Total assets under management edged up from €402.7 billion to €408.6
billion. The market share of investment firms fell from 8.5 to 5.4 per cent,



that of asset management companies rose further, to 54.1 per cent, while

that of banks remained virtually unchanged at 40.5 per cent.

Table 51
ITALIAN INDIVIDUALLY MANAGED PORTFOLIOS:
SECURITIESPORTFOLIO
(millions of euros and percentages)
2001 2002 2003 (1) 2001 2002 2003 (1)
End-of-period stocks
Net flows (percentage composition)

Italian fixed-income securities ....... 21,028 | 13,921 | -13,002 39.6 47.1 445
Short-term and floating-rate ........... 745| 12,641| -1,657 8.3 12.6 12.3
BOTS oiiiiieeciie et 217 1,721 2,771 0.6 1.1 1.9
CCTS oottt 528 | 10,920| -4,428 7.7 11.4 10.4
Medium and long-term ................... 20,282 1,280 | —11,345 31.2 34.5 32.3
CTZS oot -1,252 -211 210 0.9 1.2 1.2
BTPS oot 16,250 | -2,457 | -19,489 21.2 22.4 17.9
Other ..o 273 1,606 141 0.7 0.8 0.9
Private-sector bonds ............cccoc.... 5,012 2,343 7,793 8.4 10.0 12.1

Italian equities ........cccccveviiiiienincens -3,451| -2,735| -1,399 5.3 3.3 3.3

Italian investment fund units ......... -6,832 | —-11,980 7,210 35.6 29.0 31.7

Foreign securities ......c.ccccceevviveennnns 4523 12,136 | 11,711 18.9 20.2 19.4
Government securities

and private-sector bonds ............ —-1,006 6,363 | 10,707 4.5 6.0 7.3
EQUILIES ..oeveeiieeiieiee e -1,903 2,025 -508 2.0 1.6 1.6
Investment fund units ..................... 7,432 3,748 1,512 12.4 12.6 10.6

Other financial assets .......c.ccccceee.. -7,393 —423 1,752 0.6 0.5 1.0

Total portfolio.......... 7,875( 10,919 6,272 100.0 100.0 100.0

Memorandum items:

Net fund-raiSing .........cccoccveerniieennns 27,343 4,037 2,285 _ _ _
Banks .....cccooiiiiieeee e -22,391 | -13,036 —756 _ _ _
Investment firms 2,853 -1,802|-12,528 _ _ _
Asset management companies ...... 46,881 | 18,875| 15,569 _ _ _

POrtfolio ....ccooeveviieiieceeceeee e _ _ _ | 398,645 | 389,674 | 395,427

Total assets under management... _ _ _ | 410,406 | 402,682 | 408,587

(1) Provisional.

In 2003 the sector’s financial result (measured by the increase in net
assets less funds raised, which approximates the return on the portfolio on
the assumption that all incomeisreinvested) was slightly positive at 0.9 per
cent after three years of losses.

The share of Italian public-sector securities in individually managed
portfolios decreased, while that of private-sector bonds and Italian
investment fund units increased.
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I nsurance companies and pension funds

Insurance companies. — In 2003 the growth in insurance companies
premium income dowed from 15 to 10.6 per cent. Premiumsincreased by 13.5
per cent in the life sector and 5.5 per cent in the non-life sector (Table 52). The
risein premium incomewas especialy pronounced for with-profitslife policies
(16.5 per cent), but smaller for unit- and index-linked polices (8.1 per cent).

Table 52
ITALIAN INSURANCE COMPANIES:
MAINASSETSAND LIABILITIES (1)
(balance sheet values; end-of-period data in millions of euros)
Assets Liabilities Memorandum
item:
Deposits - Loans & Technical premium
and cash Secuzntles annuities | Real estate Othertnet Total reserves | Networth income
@ @ ® assets @ B)
Life sector
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 ....... 5,070 | 231,984 1,133 903 | 9,308 (248,398 (228,214 | 20,184 55,294
2003 (6)... 5,107 |1 278,785 1,136 823 8,7611294,6121271,981 | 22,631 62,780

Non-life sector (7)

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 ....... 2,965 58,746 | -2,814| 4,581| 9,095| 72,573| 55,355| 17,218 32,415

2003 (6)...| 2,4971 63,0511 -2,6711 3,7121 9,844 76,4331 57,898 18,535 34,212

Total
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 ....... 8,035(290,730 | -1,681| 5,484 | 18,403|320,971|283,569 | 37,402 87,709

2003 (6)... 7,604 (341,836 | —-1,535| 4,535| 18,605|371,045|329,879| 41,166 96,992

Sources: Based on Isvap and ANIA data.

(1) Excluding branches of companies based in other EU countries and including those of companies based in non-EU countries. —
(2) Including assets invested in individually managed portfolios. — (3) Net of corresponding liabilities. — (4) Net of reinsurance. —
(5) Italian direct insurance; includes premium income of branches in other EU countries. — (6) Partly estimated. — (7) Includes com-
panies engaged solely in reinsurance.

A survey of 397 Italian banks showed that in 2003 there were 102 life
insurance companies with agreements to market their products through
bank branches. About 30 per cent of the products were introduced in
2003, some 50 per cent in 2002 and 2003. The average guaranteed return
on policies with a guaranteed minimum was 2.5 per cent (2 per cent for
policiesintroduced in 2003).

Insurance policies connected with individual pension plans, which
were introduced in January 2001, continued to grow. At the end of 2003 the



technical reserves associated with these products amounted to €1.3 hillion.
At the same date, the assets of open pension funds, which can also be used as
individual pension instruments, were only dightly larger (€1.7 billion).

Insurance companies’ technical reserves increased by 16.3 per cent,
in line with the rapid pace of the two previous years. At the end of 2003
they totaled €329.9 billion. The share of securities in insurance companies
assets continued to rise, while that of real estate declined further.

The percentage of government securities and private-sector bonds
was broadly unchanged at 71.7 per cent, while that of investment fund
units began to increase again and rose to 15 per cent. The share of equities
dlipped further to 13.3 per cent (Table 53). The proportion of foreign-
currency securities fell to 1.6 per cent, while that of securities issued by
non-residents rose further to 22.6 per cent.

Table 53

ITALIAN INSURANCE COMPANIES: SECURITIESPORTFOLIO (1)
(balance sheet values; end-of-period data in millions of euros)

Securities denominated in euros -, .
Se_cuntles denomlnated
Bonds and public-sector securities in other currencies Investment
Equiti fund Total
Public- Private qEJ2|)|es Total of which: units
sector sector Total equities
securities bonds )
Life sector
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 ....... 94,294 | 74,920|169,214| 17,648 | 186,862 5,079 1,031 | 40,043|231,984
2003 (3) .. [ 102,985 1101,187 1 204,172 | 20,232 | 224,404 4,459 9421 49,922 1278,785

Casualty sector (4)

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 ....... 25,170 8,879 | 34,049 | 22,057 | 56,106 1,280 672 1,360 | 58,746

2003 (3) .. | 24,7681 12,0381 36,806 23,5441 60,350 1,181 648 1,5201 63,051

Total
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 ....... 119,464 | 83,799 | 203,263 | 39,705 | 242,968 6,359 1,703 | 41,403 290,730

2003 (3)... | 127,753 | 113,225 | 240,978 | 43,776 | 284,754 5,640 1,590 | 51,442 341,836

Sources: Based on Isvap and ANIA data.

(1) Including assets invested in individually managed portfolios. The portfolio of assets in respect of pension funds, unit- and index-linked
products and companies engaged solely in reinsurance is partly estimated. Excluding the branches of companies based in other EU
countries and including those of companies based in non-EU countries. — (2) Includes participating interests. — (3) Partly estimated. —
(4) Includes companies engaged solely in reinsurance.
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Pension funds and non-INPS social security funds. — The assets
managed by pension funds rose to €29 billion, reflecting the increase from
€4.5 billion to €6.3 billion in resources managed by funds set up after the
reform of 1993 (Table 54). Nevertheless, pension funds continue to account
for an extremely small share of households' financial assets (Table 48).

Table 54

ITALIAN PENSION FUNDSAND NON-INPS SOCIAL SECURITY FUNDS:
MAINASSETS (1)
(balance sheet values; end-of-period data in millions of euros)

2002 2003 (2)
Pension funds Pension funds
E d Non-INPS E d
Formed orme social Formed orme Non-INPS
after the : after the .
before the security before the social
reform of reform of '
reform of 1993 funds reform of 1993 security
1993 1993 funds

(3) (3)

Securities portfolio ....| 20,985 | 16,493 | 4,492 21,731 | 21,908 | 15,586 | 6,322 | 19,237

Liquid assets ............. 3,827 | 2,986 841| 12,385| 3,038| 1,989| 1,049| 9,620
Fixed-income
SECUrities .............. 13,274 | 10,905| 2,368| 7,725| 12,789 9,479| 3,310| 7,583
of which:
pubblic-sector (4) 923 | 3,117 860 | 2,774
EqQUItieS ..ocovevveeieienne. 2,117 | 1,261 856 | 1,162| 2,557| 1,239| 1,318| 1,480

Investment fund units 1,768 | 1,341 427 459 | 3,524 2,879 645 555

Loans and other
aSSetS ..cvvveeieeiiiiiinns 2,404 | 2,368 36| 3,433| 2,793| 2,796 -3| 3,289

Real estate .................. 4,013 | 4,013 —| 11,825| 4,282 | 4,282 —| 10,877
Total oo, 27,402 | 22,874 | 4,528 | 36,989 | 28,983 | 22,664 | 6,319| 33,403

Sources: Based on Bank of Italy and Covip data.

(1) The composition is partly estimated. — (2) Provisional. — (3) Includes the Bank of Italy and UIC employees’ pension funds. “Loans
and other assets” is net of liabilities. — (4) For funds formed before the reform of 1993, the data refer only to intermediaries supervised
by the Bank of Italy.

The portfolio alocation of pension funds did not change significantly.
At the end of the year securities accounted for 76 per cent of their portfolio,
real estate for 14 per cent and loans and other financial assetsfor 10 per cent.
There were significant changes within the securities portfolio, however, as
the shares of liquid assets and fixed-income securities declined considerably
(to 16 and 57 per cent respectively), in favour of equities (11 per cent) and
above all investment fund units (15 per cent).

The securities portfolio of pension funds set up after the 1993 reform has
asmaller share of fixed-income securities and investment fund units (52 and 10
per cent respectively) and alarger share of equities (21 per cent).

According to data published by Covip, the Pension Fund Supervisory
Authority, the average return of occupational pension funds was 5 per cent
in 2003, while that of open pension funds was 5.7 per cent.



THE SECURITIESMARKETS

Share prices rose in Italy in 2003, thus ending a three-year decline.
As in the other main international markets, the rise in equities reflected
progressively firmer expectations of world economic recovery. The general
index of the Italian Stock Exchange gained 15 per cent over the year.
The volatility of prices fell to very low levels; in some sectors short-term
earnings expectations improved significantly. Despite the upturn in prices,
the ratio of current earnings to prices remained higher than the average for
the period from 1990 to 2002 and close to the levels of the first half of the
1990s. Very few companies went public.

Yields on medium and long-term Italian government securities
remained very low, albeit with considerable fluctuations, in an environment
marked by contrasting signals about the strength of the economic recovery
in the euro area and the absence of significant inflationary pressures. The
real ten-year interest rate averaged about 2 per cent over the year, an
historically low figure. The yield differential between ten-year BTPs and
comparable Bunds, which was stable during 2003, began to widen again in
thefirst quarter of 2004.

On the international bond market, the cost of borrowing in euros fell
considerably; the yield differential between private bonds and government
securities halved to 0.6 percentage points. The favourable trend in yields
fostered an increase in bond issuance in the euro area. In Italy, by contrast,
net bond issues decreased in 2003; placements by both large borrowers and
smaller issuers were low by comparison with the four years from 1999 to
2002. The cost of financing for Italian non-financial corporations remained
generally in line with that for corporate borrowers in other countries.

Since the Parmalat crisis in December 2003, bond prices on the
secondary market have reflected a more selective attitude on the part of
investors towards low-rated and unrated Italian firms.

I ssuance of asset-backed securities continued to grow in Italy. Between
2000 and 2003 Italian gross issues of such securities accounted for 7.5
per cent of the European market total. The proportion of these securities
backed by bank loans, which is by far the largest, isin line with that in the
other main European countries. The market in credit derivatives continued
to expand at arapid pace.
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Public-sector securities

Supply and demand. — Net issues of Italian public-sector securities
declined from €29 hillion to €21.3 billion (Table 55). The reduction
reflected both the decrease in the overall general government borrowing
requirement, which waslargely due to the transformation of Cassa Depositi
e Pregtiti into a company limited by shares, and the greater amount drawn
on the Treasury’s payments account with the Bank of Italy.

Net issues were recorded for Republic of Italy securities, BOTs and
BTPs (€5.6 billion, €5.9 billion and €31.8 billion respectively), while there
were net redemptions of CTZs (€7.9 billion) and, for the sixth consecutive
year, CCTs (€16.3 hillion). The average residual maturity and the duration
of outstanding government securities lengthened by 7 and 4 months,
respectively, to 6 years and to 4 years and 1 month.

In September 2003 and February 2004 the Treasury inaugurated BTPs
indexed to euro-area consumer price inflation, issuing atotal of €13 billion
of five-year and €8 billion of ten-year paper. The real yield at issue on the
ten-year security was in line with that on comparable French government
securities, approximately 2.3 per cent. Inflation-indexed securities meet
the demand of investors, such as insurance companies and pension funds,
especialy interested in financial instruments that ensure a constant stream
of income in real terms over medium and long-term horizons. Securities of
this type allow issuers to achieve greater diversification of their forms of
financing and risk.

Net local government bond issues accounted for a significant share
of total public-sector issues in Italy. They amounted to €3.4 billion, an
historically high figure although below the peak recorded in 2002 (€5.5
billion). Local government bonds constituted 1.5 per cent of the stock of
Italian public-sector securities outstanding at the end of 2003.

Italian local authorities recourse to bond financing has grown
considerably in recent years. Around 89 per cent of their bonds are placed
on the international market, generally through syndicates composed
of banks of several countries. Nearly all the local government bonds
outstanding at the end of 2003 were denominated in euros. More than half
of the total were issued by regions of central Italy, a quarter by provinces
and municipalities of the South and a fifth by those of the North. The
majority of the securities have an original maturity of between 15 and 20
years and half are fixed-rate issues. More than a third of the international
issues are rated on a par with Italian government securities (AA or Aa2),
the rest are rated one notch lower.



Table 55

BONDSAND PUBLIC-SECTOR SECURITIES: ISSUESAND STOCKSIN ITALY (1)
(millions of euros)

Gross issues Net issues Stocks
2004 Q1 2004 Q1 December December | March 2004
2002 2003 @ 2002 2003 @ 2002 2003 @

Public sector ....... 441,628 | 454,505 | 154,116 29,016 21,259 39,135 (1,157,224 (1,174,303 |1,214,904
BOTS ..vvveveiiis 208,761 | 214,093 72,955 -70 5,905 21,960 | 113,740 | 119,645| 141,605
CTZS oo 32,556 31,185 11,150 8,335| -7,907 -1,151 59,193 52,636 51,900
CCTsS (3) .oevenen. 44535| 38,313 | 11,525 -12,290| -16,348 | -1,914| 213,146 | 196,313 | 194,243
BTPS .ieeiiiiis 133,646 | 144,882 49,270 42,364 31,764 14,877 | 670,615| 700,655| 715,650
Republic of Italy

ISSUES .....cecee. 16,135| 21,998 8,387 4,388 5,582 5,157 81,033 83,759 89,911

other ... 5,995 4,033 829 | -13,711 2,262 206 19,497 21,295 21,595

Banks ......ccccceveene 92,346 | 115,758 | 33,121 | 32,941| 30,738 11,749 | 367,969 | 399,137 | 410,955

Firms ..o 44,389 42,359 12,241 36,364 34,308 7,355| 124,641 | 158,773 | 166,276

Total 578,362 1 612,621 1 199,478 98,3211 86,3051 58,23911,649,83411,732,21311,792,135
Percentage composition (4)

Public sector ....... 76.4 74.2 77.3 29.5 24.6 67.2 70.1 67.8 67.8
BOTS ..vvvvveiiis 47.3 47.1 47.3 -0.2 27.8 56.1 9.8 10.2 11.7
CTZS oo 7.4 6.9 7.2 28.7 -37.2 -2.9 51 4.5 4.3
CCTs (3) .oovvrnnen. 10.1 8.4 7.5 —42.4 -76.9 -4.9 18.4 16.7 16.0
BTPS .ieeiiiis 30.3 31.9 32.0 146.0 149.4 38.0 58.0 59.7 58.9
Republic of Italy

issues ............. 3.7 4.8 5.4 15.1 26.3 13.2 7.0 7.1 7.4
other ... 14 0.9 0.5 -47.3 10.6 0.5 1.7 1.8 1.8
Banks ......cccceveene 16.0 18.9 16.6 335 35.6 20.2 22.3 23.0 22.9
Firms ..o 7.7 6.9 6.1 37.0 39.8 12.6 7.6 9.2 9.3
Total ... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

As a percentage of

.................. 45.9 47.1 15.1 7.8 6.6 4.4 130.9 133.2 135.7

(1) Rounding may cause discrepancies. — (2) Provisional. — (3) Comprises only variable-coupon Treasury credit certificates. — (4) The figures for the various types

of public-sector securities are percentage ratios of total public-sector securities.
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For the seventh consecutive year banks made net disposals of Italian
public-sector securities, while Italian investment funds and non-residents
continued to make sizeabl e net purchases. The low level of yields prompted
the non-financial private sector, composed mainly of households, to reduce
its portfolio of government securities by avery substantial amount. In 2003
the share of Italian public-sector securities held by non-resident investors
rose from 43.3 to 48.7 per cent of the total.

Interest rates. — Medium and long-term interest rates fluctuated
sharply during the year but at the end of 2003 were at approximately the
same levels as a year earlier. The yields on five and ten-year benchmark
BTPswere 3.5 and 4.4 per cent respectively (Figure 38), whiletheyield on
thirty-year paper was 5.2 per cent.

Figure 38

GROSSYIELDSON TEN-YEAR ITALIAN AND GERMAN GOVERNMENT
BONDSAND MAIN INTEREST RATE DIFFERENTIALS (1)
(weekly averages; percentages and percentage points)

5.0 5.0
Yields

35 35
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%
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between Bunds and euro swaps (3)

w ‘ ‘ 0.4
2003 2004

Source: BIS.

(1) Yields on benchmark ten-year bonds. — (2) Simple average of yield differentials between ten-year BTPs and the corresponding
government securities of the countries that recorded a budget surplus in 2003 (Belgium, Finland and Spain). — (3) Differential between
ten-year Bunds and ten-year euro swaps.

After remaining stablein 2003, the yield differential between ten-year
benchmark BTPs and the corresponding German government securities



widened dightly in the first quarter of 2004. Part of the increase was due
to the substitution of the Italian benchmark security at the beginning of
February; concern about a possible downgrade for Italy by a leading
international rating agency also contributed. At the end of April 2004 the
differential was about 0.25 percentage points (Figure 38).

The yield differential between Italian local government bonds and
Italian Treasury securities is very small. Data on the secondary-market
prices of a sample of euro-denominated, fixed-rate local government
securities (representing about a quarter of all such issues and 57 per cent of
the euro-denominated, fixed-rate issues) indicate that at the end of March
2004 Italian local government bonds were yielding an average of about 0.1
percentage points more than Italian Treasury securities.

The secondary market. — The volume of trading in Italian government
securities fell in 2003, but liquidity conditions did not show strains.
Average daily turnover in spot trading on the MTS screen-based market
for government securities fell from €8.6 billion to €8.4 billion; the largest
decline was in the BTP segment (13.2 per cent). Bid-ask spreads narrowed
in all segments except BTPs, where they nonethel ess remained small.

The market in interest-rate derivatives. — Driven up by the pronounced
volatility of interest rates, average daily turnover in both ten-year Bund
futures and three-month euro-deposit futures rose by more than 30 per cent.
Options trading also grew appreciably.

Bank bonds and corporate bonds

I ssuance. —Net i ssues of medium and long-term bondsby Italian banks,
other financial corporations and non-financial corporations diminished by
4.5 per cent to €65.6 billion (Table 56). Net issues of such securities by
non-financial corporations dropped from €6.6 billion to €3.7 billion; at the
end of the year these companies still had €38 billion outstanding. Net issues
by banks fell by 6.1 per cent, while those by other financial corporations,
which include securitizations, rose by 6.3 per cent. In contrast with
developments in Italy, in the euro area as a whole net issues by banks and
firmsincreased, rising by 40.5 per cent to €365 billion.

The fall in net issues by Italian non-financial corporations is partly
ascribable to a measure of difficulty Italian issuers encountered in tapping
the international bond market after the defaults by Cirio in November 2002
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and Parmalat in December 2003. On the basis of Deal ogic data, gross bond
issues on the international market by Italian non-financial corporations fell
to €13.9 hillion from an annual average of €19 hillion in the four years
1999-2002; by contrast, those by their counterparts in the rest of the euro
arearose from €113.2 billion to €125.4 billion. Around 80 per cent of the
reduction is attributable to decreased borrowing by the ten largest issuers;
there was also adecline in recourse to the market by minor issuers. In 2003
only 5 Italian non-financial corporations made small issues (for a total of
less than €300 million), compared with an average of 13 in the four years
1999-2002. The number of unrated issues fell from 18 to 3 and that of new
issuers from 9 to 5. In the first three months of 2004 issues by Italian non-
financial corporationstotaled €3.2 billion, against an average of €3.4 billion
in the corresponding period of the four previous years. All of these issues
were made by large groups.

Table 56
MEDIUM AND LONG-TERM BONDS OF BANKS
AND FIRMSIN ITALY AND THE EURO AREA (1)
(at face value; millions of euros)
Net issues (2) Stocks asa%
of GDP
2001 2002 2003 2001 2002 2003 2003
Italy
BankS ......cooovurveiererien. 33,917 | 33,239| 31,215| 334,546| 367,785| 398,999 | 31

Other financial
corporations ................ 36,030 | 28,854 30,682 61,545 90,286 | 120,794 9

Non-financial corporations 7,013 6,584 3,659 28,286 34,869 38,494 3

Total .. 76,960 | 68,677 65,556 | 424,377 | 492,940 | 558,287 43

Memorandum item:
International market (3)| 75,3031 36,151 43,897 | 216,517 1 249,819 291,188 22

Euro area
Banks (4)....ccccveeiiieennnne. 196,895 | 116,244 | 182,364 |2,668,658 |2,779,068 |2,940,201 41
Other financial
corporations (4) ............ 115,815| 115,437| 129,978| 472,036| 559,143 | 676,314 9
Non-financial
corporations (4) ........... 78,848 | 28,168 52,684 | 431,832 | 453,040 | 497,372 7

Total .. | 391,558 | 259,849 | 365,026 (3,572,526 (3,791,251 (4,113,887 | 57

Memorandum item:
International market (3)| 574,560 | 424,558 | 542,168 |2,480,042 |2,806,829 (3,247,135 45

Source: For the euro area, based on ECB data.
(1) The nationality and sector refer to the issuer and not to its parent company, except as indicated. Only includes securities with a
maturity at issue of more than one year. — (2) Difference between the face value of issues and redemptions. — (3) BIS data. The
nationality and sector refer to the issuer's parent company and not to the issuer. Includes medium term notes with a maturity at
issue of less than one year. The international market consists of bonds sold partly to residents of countries other than that of the
issuer. — (4) The data do not cover some segments of the euro-area market, including securities issued by companies resident in
Luxembourg and Ireland.




Net issues of asset-backed securities by Italian companies totaled
€29.7 billion in 2003, about the same as in 2002. As in previous years,
banks and public-sector bodies accounted for the mgjority of these issues.
The largest issue (€3 billion) was in connection with the securitization of
INPS claims for social security contributions.

Asset-backed securities have also expanded rapidly in the other
European countries since the end of the 1990s. According to the Bond
Market Association, between 2000 and 2003 some 58 per cent of European
companies total issues of €1.4 trillion consisted of securities backed by
assets that remain on the balance sheet of the borrower (with characteristics
similar to German Pfandbriefe). Between 2000 and 2003 Italian asset-
backed issues accounted for around 7.5 per cent of the European total,
similar to the French and Spanish shares (5.6 and 7.4 per cent respectively)
but lower than those of Germany and the United Kingdom (51 and 14.9 per
cent). On the basis of Dealogic data for the international market, between
2000 and 2003 the bulk of the securities in question are backed by assets
held by the banking sector; the share was 61 per cent for Italian issuers,
dlightly lessfor French and UK issues (around 55 per cent) and substantially
more for German and Spanish issues (91 and 95 per cent respectively).

Yields. — On the international market the yield on euro-denominated
bonds of non-financial corporationswith ahigh credit rating (at least BBB or
Baa3) fell further in 2003 and then stabilized in the early months of thisyear;
at theend of April it was equal to 3.9 per cent, an historically low figure. The
fal in the cost of borrowing is attributable to the sharp contraction in risk
premiums, as well as to a dight decline in long-term rates on government
securities. At the end of April 2004 the yield spread between euro-
denominated corporate bonds and government securities was 0.6 percentage
points, about half what it had been ayear earlier (Figure 39).

At the beginning of 2004 the substantia increase in risk premiums
recorded between April 2000 and October 2002 had been completely
absorbed. The sharp rise in the credit risk on corporate bonds during that
period reflected the prolonged slowdown of the world economy and the
consequent deterioration in corporate profitability. Another factor was the
emergence of cases of serious accounting irregularities on the part of large
companies (Enron and WorldCom in the United States, Vivendi in France
and Ahold in the Netherlands), which raised doubts about the transparency
of companies accounts and the effectiveness of internal, external and
public controls on issuers.

The contraction in risk premiums in 2003 reflected an appreciable
decline in defaults and a gradual improvement in the ratings assigned by
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rating agencies. A contributory factor was growing demand for higher-
yielding financial assets, given the very expansionary monetary policy
stance in the main economies and the consequent abundance of liquidity
and very low interest rates on government securities.

Figure 39

YIELD DIFFERENTIALSBETWEEN EURO-DENOMINATED CORPORATE
BONDSAND GOVERNMENT SECURITIES (1)
(weekly data; percentage points)
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Source: Merrill Lynch.

(1) 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 BBB or Baa3. The differentials
are calculated with reference to French and German government securities of corresponding duration. — (2) Includes all high-rated
bonds (i.e. rated at least BBB or Baa3).

Econometric analyses performed by the Bank’s Economic Research
Department on a sample of euro-denominated, fixed-rate bonds issued on
the international market by European non-financial corporations indicate
that theyield differential svis-avis government securitiesrespond to factors
that affect the likelihood of default (such as the degree of a company’s
leverage, the interest rates on government securities and the variability of
the company’s share price) and factors connected with the liquidity of the
bond market. However, like comparable studies of the US market, these
factors only explain part of the variationsin yield differentials.

The impact on yield spreads of changes in the issuer's leverage
appears to be greater for short-term and riskier securities. Compared with
the US market, the yield differentials of European corporate bonds are
more sensitive to changesin leverage; this may be due to apprehension over
the higher debt burden of some major telecommunications and automobile
companies in Europe. In addition, liquidity conditions on the secondary
market seem to have a greater impact on spreads in Europe.



For Italian issuers, the reduction in corporate bond yields during
2003 was in line with the general trend of the international market. Since
December, following the Parmalat default, yields have risen for riskier
Italian securities, whereas for high-rated Italian issuers they have remained
virtually unchanged. Thus, although the Parmalat group’s crisis has not had
repercussions across the board, it appears to have led the market to become
more selective towards unrated or low-rated Italian borrowers.

In the case of euro-denominated, fixed-rate bonds with a BBB rating,
the average yield spread between Italian bonds and foreign securities of
similar duration issued by companies in the same sector of economic
activity was less than 0.1 percentage points in 2003. The primary market
yields of bonds issued in the early part of 2004 were also in line with those
of comparable foreign securities.

On the secondary market, after the Parmalat crisis broke the yield
differentials of high-rated Italian paper with respect to Morgan Stanley
indices for corresponding sectors and ratings were mostly unchanged. By
contrast, price movements on the secondary market signal greater caution
among investors regarding riskier Italian issuers. Between the beginning
of December 2003 and the end of February 2004 the yields on a sample of
unrated or low-rated Italian corporate bonds rose by an average of around 3
percentage points, while those on similar securitiesissued by firms of other
countries showed no corresponding increase.

The credit derivatives market. — The credit derivatives market
continued to expand in 2003. According to a recent estimate by the
International Swaps and Derivatives Association (ISDA), the notional
value of these derivatives rose over the year by 64 per cent to $3,600
billion. Their implications for the functioning of the financial markets are
under examination in the international forafor cooperation among financial
supervisory authorities.

The most frequently used instrument is the credit default swap, which
gives the buyer the right to receive from the seller the nominal value of a
security issued by a given company in the event that the company defaults.
Since credit derivative swaps are only traded in over-the-counter markets,
the features of individual contracts can vary on the basis of bilateral
agreements between the parties. The market’s consequent segmentation
and the difficulty of providing unambiguous interpretations of the legal
obligations of the parties hampered the market’s growth for a considerable
time. In 1999 the I SDA issued a series of guidelines for contracts (Credit
Derivatives Definitions), which are now widely used by market participants.
Following the proliferation of lawsuits over the obligations deriving from
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credit derivative swaps, the I SDA issued new guidelinesin 2003. Although
legal risks persist, inthe most recent cases of default the contracts concluded
under the new standards do not appear to have given rise to significant
interpretative disputes. The growth of the market is also hindered by the as
yet inadequate development of techniques for pricing these instruments. A
further critical aspect isthe possible occurrence of high risk concentrations
among intermediaries, owing to the scant transparency of trades.

In 2003 the premiums on credit default swaps showed a general
decline, in parallel with the yield differentials of bank bonds and corporate
bonds with respect to government securities. The premiums on CDSs
written on obligations of |eading euro-areabanksfell by ahalf to an average
of less than 0.2 percentage points. Those on CDSs written on obligations
of telecommunications companies, which had risen considerably in the
preceding years in connection with the companies increased leverage,
plummeted from an average of 2.3 to 0.6 points (Figure 40).

Figure 40
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(1) Simple averages of premiums on 5-year credit default swaps written on senior debt in euros of the main euro-area companies
belonging to the sector indicated. — (2) Right-hand scale.

Econometric estimates performed on credit default swaps that insure
against the risk of default of an individual bank, based on a sample
of contracts regarding the leading international banks, show that the
premiums on these instruments are able to provide indications concerning
the approach of a downgrade of the bank concerned by the main rating
agencies. The information content of the premiums on credit default swaps
is similar to that which can be extracted from the stock market prices of
the bank’s shares, but is appreciably greater than that transmitted by the
yield spreads between the bank’s bonds and government securities, which
tend to move only with alag. By contrast, none of these indicators provides
significant information when arating upgrade isimminent.



The equity market

Share prices and trading. — Share prices rose in the euro areain 2003,
after three successive years of virtually uninterrupted decline. The Dow
Jones Euro Stoxx index of the shares of the area’s largest companies in
terms of market capitalization gained 18 per cent (Figure 41). Theincrease
in share pricesin Italy was smaller (15 per cent).

Figure 41
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(1) Indices: MIB for Italy, Dow Jones Euro Stoxx for the euro area, Standard & Poor’s 500 for the United States.

In the euro area, as in the United States, the rise in equities was
propelled not only by expansionary monetary conditions but also by the
reduction in real long-term interest rates, the increased profitability of
listed companies and the declinein the risk premium demanded for holding
shares. The main factor in reducing the risk premium was the diminution of
uncertainty about the outlook for the world economy and, from the second
guarter onwards, about the armed conflict in Iraq (Figure 42); areduction
ininvestors' risk aversion probably also played a part.

The fluctuations in investors risk aversion in recent years have had
a substantial impact on the performance of stock market indices and on
savings allocation decisions. Indicators of risk aversion based on the prices
of stock index optionsin Italy (the MIB30 index), Germany (Dax30) and
the United States (Standard and Poor’s 500) show that in these countriesthe
risk tolerance of equity investors as awhole varies considerably over time;
this could reflect both changes in investor preferences and changes in the
type of investor active in the market. In the three share markets, moreover,
risk aversion tends to move in the same direction. On the Italian stock
exchange, since the mid-1990s risk aversion appears to have been affected
especially by international events. It reached a peak in the autumn of 1998,
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at the time of the LTCM crisis. Its subsequent peaks occurred at the height
of the technology bubble (in the first quarter of 2000), in the wake of the
events of 11 September 2001, and between the summer of 2002 and March
2003 (a period marked by corporate scandals in the United States and the
war in Irag). Since April 2003 it has declined significantly.

Figure 42
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In 2003 the earnings prospects of euro-area listed companies
benefited from the strengthening of firms' financial structures and the
gradual improvement in expectations of economic recovery. According
to data gathered by IBES, financial analysts short-term forecasts for the
earnings of listed companies in the three largest euro-area countries were
lowered dlightly in 2003; in the first quarter of 2004 they were raised.
The downward revision of expected earnings growth over a medium-term
horizon (five years), under way since 2001, came to a halt at the end of
2003. These predictions should be interpreted only as indicators of the
trend of expectations, since analysts growth forecasts systematically tend
to overestimate the actual rate of earnings growth.

By comparison with the averages for the period 1990-2002, in April
2004 the current earnings/price ratio was about 1 percentage point higher
in Germany and Italy, broadly unchanged in the United States and lower in
France (Figure 43). Despite the substantial rise in share priceslast year, in
April 2004 the dividend yield in Italy (3.8 per cent) was appreciably higher
than the average for the last fifteen years. The dividend yield was consistent
with the real ten-year interest rate (2.3 per cent) and with the expectations
of market participants (surveyed by Consensus Forecasts) for the Italian



economy’s long-term growth rate (1.9 per cent), assuming a risk premium
of the order of 3 percentage points. The dividend yield for euro-area equity
markets as a whole was also higher than the average for the last fifteen
years and consistent with the forecasts for long-term growth in the major
euro-area countries.

Figure 43
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The recovery of the general index of the Italian Stock Exchange was
led by bank shares. Compared with the euro-area as a whole, the gains
were smaller in the telecommunications, insurance and electricity sectors.
The index of auto industry shares fell in Italy, whereas it rose in the other
countries. Small capitalization shares turned in especially positive figures,
outperforming the general index by more than 6 percentage points and
recording lower volatility aswell.

During 2003 financial analysts expectationsfor the earnings of Italian
listed companies in 2004 held unchanged for the banking, insurance and
telecommunications sectors and for the market as a whole; they were
progressively revised upwards for the auto, oil and electricity sectors. In
April 2004 financia analysts were forecasting higher profitsin 2005 in all
the main stock market sectors.

Average daily turnover of Italian shares on the Stock Exchange was
unchanged in 2003 with respect to 2002 and equal to 0.5 per cent of total
market capitalization. The shares included in the MIB30 index accounted
for 89 per cent of total turnover, up from 87 per cent in 2002.
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Supply and demand. — In Italy the rise in share prices has not been
accompanied to date by a revival of initial public offerings. In 2003 there
were just four new listings on the main market and one on the Mercato
Ristretto (compared with five and two respectively in 2002) and none on
the Nuovo Mercato (as in 2002). Initial public offerings and offerings by
listed companies amounted to €8.7 billion (or around 2 per cent of total
market capitalization), compared with €3.9 billion in 2002 (Table 57).

Table 57
MAIN INDICATORSOF THE ITALIAN STOCK EXCHANGE
(millions of euros, except as indicated)
1999 2000 2001 2002 2003
Listed Italian companies
(number at end of year) .........cc.cceeeuenee. 264 2901 288 288 271
of which: on the Nuovo Mercato ............ 6 39 44 44 41
Total market capitalization (1) ..........c........ 726,566 | 818,384 | 592,319 | 457,992 | 487,446
of which: on the Nuovo Mercato ............ 6,981 22,166 12,489 6,438 8,265
as a percentage of GDP ..........c.ccceeeeee. 65.6 70.2 48.6 36.3 37.5
percentage breakdown: (2)
INAUSETY v 20 21 23 25 23
INSUFANCE ... 11 14 13 11 12
banking ......cccooveiiiiii 23 25 23 22 26
fINANCE ..o 3 3 3 3 4
SEIVICES ..iiiieiiiiie e 43 37 39 39 35
Total .... 100 100 100 100 100
Gross share issues (3) ....ccocovevverieeniennen. 22,543 9,148 6,171 3,894 8,710
of which: on the Nuovo Mercato ............ 280 4,402 222 115 5
Market value of newly-listed companies (4)| 189,822 29,764 10,554 5,142 1,412
of which: foreign companies .................. 119,415 0 0 2,067 0
of which: on the Nuovo Mercato ............ 1,345 22,108 458 0 0
Dividends distributed (5) .......cccovovviiieennens 10,052 15,711 15,889 18,650 17,030
Earnings/price ratio (6) .........cccoceeeeerieeenne 3.4 4.5 6.0 5.9 6.4
Dividend yield (6) ........occovvveererereeereerreneis 15 2.1 2.8 3.8 3.4
TUINOVET: e
SPOt MArket (7) ..ooccveeeveeveeeiiieeeiiee e 504,070 | 845,193| 620,004 | 572,940 | 580,703
MIB30 index futures ..........cccoceeeeenieeenns 905,841 | 984,392 | 829,416 | 673,836 | 527,024
MIB30 index options .........cccceevveereernnen. 264,181 | 323,166| 246,555| 176,513 | 153,998
Annual change in prices (8) ......cccoccveerunne. 22.3 5.4 -25.1 -23.7 14.9
TUrNOVEr ratio (9) ..c.cvevveerieenienieeree e 83 109 88 109 123
(1) Italian companies; at end of period. — (2) Excludes the Nuovo Mercato and the Mercato Ristretto. — (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 market values of
each company at the IPO price. — (5) Source: Mediobanca. Total gross dividends for the financial year preceding that indicated in the
table. — (6) Source: Thomson Financial. End-of-period data. Percentages. Current earnings and dividends. — (7) ltalian companies. —
(8) Percentage change in the MIB index during the year. — (9) Italian companies. Turnover as a percentage of average market
capitalization for the year.

A total of 267 companies were listed on the Italian Stock Exchange at
the end of March 2004, down from 288 at the end of 2002. Delistings were
due in 10 cases to mergers and in 18 to residual-acquisition tender offers.
Thanksto the rebound in share prices, stock market capitalization rose from
€458 hillion to €487 billionin 2003. Asaratio to GDP, it rose by more than



1 percentage point, to 37.5 per cent (in 2000 it had reached 70 per cent); at
the end of 2003 this ratio was equal to 40.1 per cent in Germany, 69.3 per
cent in France, 123.6 per cent in the United Kingdom and 129.9 per cent in
the United States.

November 2003 saw the closure of the Mercato Ristretto of the Italian
Stock Exchange and the simultaneous inauguration of the Expandi market
for the listing of small and medium-capitalization companies. To be listed
on the Expandi market, a company must have a forecast market value of at
least €1 million and a free float of at least 10 per cent of the share capital
and not less than €750,000. Companies must have published their last two
annual accounts, of which the latest must have been audited, and satisfy
other requirements concerning the results of thelast two financial years and
their degree of indebtedness. In March 2004 there were 11 companieslisted
on the Expandi market, with a market capitalization of €4.6 billion.

Decree Law 269/2003, ratified by Law 326/2003, introduced a
temporary tax incentive in favour of companies admitted to listing on
regulated markets between 2 October 2003 and 31 December 2004. The
incentive consists in the reduction to 20 per cent of the income tax rate
applicable to the first €30 million of income and applies to the tax period
in which the listing took place and the two subsequent periods. Decree
Law 269 aso reduced from 12.5 to 5 per cent the flat-rate tax in lieu of
income tax levied on the accrued operating result of UCITS specialized in
small and medium-capitalization listed companies with a market value not
exceeding €800 million.

The derivatives market. — The average daily number of trades in
MIB30 futures was 13 per cent lower than in 2002. For MIB30 options,
average daily volume was down by 3 per cent.
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SUPERVISION OF BANK 'S
AND OTHER INTERMEDIARIES

This section of the Report fulfils the Bank of Italy’s obligation to publish an annual
report onitssupervision of banksand other intermediariespursuant to Article4 of Legidative
Decree 385 of 1 September 1993; in particular, it sets out the criteria and methods followed
inthe Bank's supervisory activities and describes the actions taken in 2003.

In 2003 the persistence of the phase of weak economic activity, under
way sincethefirst quarter of 2001, and the failure of someindustrial groups
had limited repercussions on the overall situation of banks, thanks to the
advances made by the banking system in strengthening its efficiency, risk
management and capital buffers.

The effectiveness of supervisory action in pursuit of these objectives
was recognized by the International Monetary Fund in its report on
compliance of Italian supervisory rules and practices with the Core
Principles for Effective Banking Supervision established by the Basel
Committee in 1997.

The report, published in mid-May 2004, found that Italy’s system
of banking supervision was of a high standard. Prudential regulations
were considered to be in line with the best practices indicated by the
international organizations. A positive assessment was made of the Bank
of Italy’s independence in supervisory activity, its cooperation with the
control authorities of other sectors of the financial system, the transparency
of its acts, the breadth and compl eteness of off-site and on-site supervision,
and the integrity and professionalism of the Bank’s supervisory staff.

The IMF recommended that loan classification criteria be made more
stringent, that rules on connected lending be strengthened, and that the Bank
of Italy be given powers on the firms appointed to audit banks accounts.

The IMF aso observed that the Italian legal system did not offer
legal protection to the Bank of Italy and its supervisory staff against court
proceedings stemming from measures adopted in the performance of their
functionsin good faith.

Analysis of the factors of vulnerability of financial systems continued
in the fora for international cooperation. The Financial Stability Forum



considered the soundness of financial systems in the face of the adverse
cyclical phaseto be satisfactory. In connection with important cases of fraud
and corporate failures, it examined the measures different countries had
adopted to strengthen corporate governance rules and accounting practices.
The Forum also checked the progress of regulatory and supervisory systems
of off-shore financial centres.

The Basel Committee completed the revision of the Accord on banks
capital. The text of the new version, to be published in June 2004, will
serve as the basis for the amendment of national regulations. The Accord
will enter into force at the end of December 2006. For banks that choose
to adopt the more advanced methods of calculation, the rules will apply
starting from the end of 2007.

The European Commission implemented the final stages of the reform
of regulation, supervision and financia stability in the European Union,
applying the procedures a ready adopted in the securities sector to the banking
and insurance industries. The Committee of European Banking Supervisors
started to operate at the beginning of this year. It advises the Commission
on banking regulation and promotes uniform application of Community
directives, convergence of supervisory practices and cooperation.

Important progress was made towards the completion of the Action
Plan for Financial Services, scheduled for 2005. In the early part of this
year the directive amending the rules on investment services and that on
takeover bids were approved.

Important amendments were made to Italian banking and financial
legidation with aview to adapting it to new provisions introduced at national
and Community level. The measures to coordinate the Consolidated Law on
Banking and the Consolidated Law on Finance with the reform of company
law mainly concern fund-raising by means of securities issues on the part of
non-banks, the holding of equity interestsin intermediaries, and the possibility
of adopting the new one-tier and two-tier models of corporate governance.

In the asset management field, the amendments to the Consolidated
Law on Finance are designed to increase asset management companies
operational flexibility and streamline the administrative procedures for
market entry.

At the level of secondary legidation, the new provisions aim at
broadening intermediaries scope of operations and strengthening their
capital base and organization. In particular, the supervisory rules applicable
to Poste S.p.A.’ s banking activity and to electronic money institutions were
issued. The rules on maturity transformation and for the computation
of third-party interests in banks consolidated supervisory capital were
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amended. The provisions on the transparency of contractual terms and
conditions were updated; they fully regulate the different phases of the
relationship between the intermediary and the customer, such as the prior
publicizing of terms and conditions, the form and content of contracts, and
periodic and final statements of account.

The reorganization of the banking system proceeded in 2003, after
the intense phase of mergers and acquisitions in the second half of the
1990s. Consolidation led to a further reduction in the number of banks,
especially of smaller intermediaries. Large banking groups took further
steps to rationalize their corporate structures and distribution networks in
Italy as well as abroad; medium-sized groups, which are of recent date,
are developing organizational models better suited to their size, in order to
make governance more effective and production processes more efficient.
Banks are continuing to integrate their distribution channels, not least to
facilitate unitary management of relationships with customers.

In the securities intermediation sector, the trend towards specialization
of asset management companies grew more pronounced. The number of
investment firms contracted, primarily as a consequence of restructuring
within banking groups, while that of financial companies entered in the
specia register increased, owing mainly to the creation of securitization
specia-purpose vehicles.

Bank loans grew rapidly, by 6.2 per cent, outpacing GDP. The bulk of
new lending went to households and small enterprises.

The quality of banks' assets deteriorated dightly. The ratio of bad debts
to total loans rose from 4.5 per cent in 2002 (aten-year low) to 4.7 per cent;
new adjusted bad debts rose to 1.2 per cent of the value of the stock of loans
at the beginning of the year, compared with 1 per cent in 2002.

After declining in 2001 and 2002, banks' profitability showed a small
improvement. On a consolidated basis, the rate of return on bank capital
rose from 6.4 to 6.7 per cent; for the main groupsit increased from 6 t0 9.2
per cent, above all as a consequence of the curbing of costs and the upturn
in non-interest income. Self-financing of €3.3 billion and capital increases
amounting to €2.5 billion contributed to the growth of 4 per cent in banks
capital and reserves. The solvency ratio, calculated on a consolidated basis,
edged upwards from 11.2 to 11.4 per cent for the banking system as a
whole and from 10.6 to 10.8 per cent for the main groups.

As regards other supervised intermediaries, the profitability of asset
management companies and investment firms improved, while the profits
of financial companies fell to €340 million.



The number of banks that in off-site analysis received unfavourable
overall assessments fell further, from 122 to 98; these banks accounted
for 7 per cent of the banking system’s total assets, compared with 23 per
cent in 1997. The results of on-site inspections were consistent with these
trends.

Supervisory evaluations of securitiesintermediaries remained broadly
unchanged with respect to the previous year; in 2003, out of atotal of 41
intermediaries found to be in an anomalous situation, 32 were investment
firms accounting for 14 per cent of the sector’s total revenues. Among
financial companies, the share of total assets accounted for by those
displaying anomalies fell from 21 to 13.4 per cent.

Banking supervision in 2003 focused primarily on strengthening
capital bases; major banking groups made progress in achieving the target
capital ratios recommended by the Bank of Italy, which are higher than
the compulsory ratios. In view of the gradual adoption of the internal
rating systems envisaged by the new Capital Accord, meetings were held
with large banking groups to evaluate the steps taken with regard to the
measurement and management of credit risk.

The supervision of securities intermediaries concentrated on risk
management and control procedures and the functioning of information
systems. Some intermediaries were asked to recapitalize in order to cover
their losses or finance the investments needed to strengthen their production
and control structures.

Supervision of compliance with the rules on transparency of
contractual conditions remained intense, notwithstanding the legislative
changes introduced during the year. Inspections carried out at branches
of 134 banks found a progressive correction of the anomalies discovered
in past years and greater attention being paid to regulatory compliance. In
the years from 2001 to 2003, supervisory staff carried out 2,390 checks on
transparency at branches of 220 banks.

In general, during the year supervison of banks and non-bank
intermediaries aimed at ensuring the adequacy of capital and organization
for the activity performed.

Banks attained higher standards of efficiency both in their organization
and in their risk-management procedures. The improvement in profitability
and capital strengthening enabled them to satisfy the borrowing needs of
households and firms. In the asset management industry, diversification
of the forms of managed savings increased. Among investment firms and
financial companies, the process of defining organizational structures and
the scope of operations went forward.
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THE REGULATORY FRAMEWORK

I nternational cooperation and Community legislation

The reform of financial regulation, supervision and stability in
Europe. — In November 2003 the European Commission implemented
the final stages of the reform of organizational structures in efee df
financial regulation, supervision and stability in the European Union,
which the Ecofin Council had approved in December 2002. The measures
extend to the banking and insurance industries the regulatory procedures
already adopted in the securities sector following the approval of the
Lamfalussy Report in 2001.

On 1 January 2004 the Committee of European Banking Supervisors
began work. It is composed of senior representatives of the supervisory
authorities and central banks of the European Union and has a permanent
Secretariat in London.

International cooperation. — The stability of financial systems is one

of the key issues covered in the principal fora of international cooperation.
Analyses were carried out to identify systemic vulnerabilities and assess
intermediaries’ ability to cope with the risks they assume. Moreover, in
the light of serious cases of fraud and corporate failures, work on suitable
means of strengthening the safeguards for the correct functioning of
the markets continued. In particular, the analyses examined accounting
practices, corporate governance and the effectiveness of regulation and
supervision in offshore centres.

The Financial Stability Forum, set up in 1999 by the Group of Seven
countries, expressed satisfaction with the resiliencenahtial systems,
despite the prolonged period of unfavourable economic conditions. It also
affirmed the need for standards and practices designed to increase their
efficiency and soundness.

At Community level, the Economic and Financial Committee discussed
the stability of financial systems at its twice-yearly meetings, during which
it analyzed financial conditions in the EU. The Committee also evaluated



the effectiveness and completeness of the EU’s and individual member
states' regulatory framework for supervision, including mechanisms for
the exchange of information during crises.

The ESCB’s Banking Supervision Committee conducted regular
reviews of the efficiency and soundness of EU banks. In November 2003
the second report on the stability of the European banking system was
published, accompanied by areport on its structural evolution.

Community legislation. — In 2003 and the opening months of 2004
progress was made towards the completion of the Financial Services
Action Plan by 2005.

During the year Directive 2003/41/EC on the activities and supervison
of ingtitutions for occupationd retirement provision and Directive 2003/71/EC
on the prospectus to be published when securities are offered to the public or
admitted to trading were approved. In April 2004 the European Council and
Parliament approved Directive 2004/39/EC amending the provisionsgoverning
investment services. In the same month Directive 2004/25/EC on takeover
bids was approved. It regulates conditions and procedures for mandatory and
voluntary takeover bids and is an important step towards the creation of a
European market in corporate control.

Thereform of the capital adequacy rules

The Basel Committee completed work on the new version of the
Capital Accord at its meeting of 11 May 2004. The text of the agreement
will be published in June; for the authorities it will form the basis for
amending national legislation and for the intermediaries the reference for
adapting procedures and structures.

In accordance with the third consultation document published in
April 2003, the Accord will come into force at the end of December 2006.
However, banks that opt for the more advanced cal culation methods, which
require greater technical and IT resources, will have until 2007 to comply
with the rules.

Changes have been made with respect to the April document in the
method of calculating capital requirements for credit risk using internal
ratings; only unexpected losses are now to be taken into account while
expected losses must be covered by provisions.
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At Community level work on therevision of capital adequacy rulesfor
banks and investment firms continued, taking account of the institutions
comments on the consultation document distributed in July. The European
Commission expects to submit a proposal for a directive to the Parliament
and Council before the end of this summer.

Italian legislation

Thereformof company law. — Legislative Decree 37 of 6 February 2004
introduces several measures to coordinate the reform of company law with
the Consolidated Law on Banking and the Consolidated Law on Finance.
The approach chosen enables banking and financial intermediaries to take
advantage of the opportunities offered by the reform, while incorporating
afew changes designed to preserve the supervisory objectives, notably the
sound and prudent management of intermediaries.

The principal amendments to the consolidated laws concern fund-
raising by non-bank intermediaries, the ownership structures of banks
and financial and securities intermediaries, and governance and control
models.

L egislationontheownership structureof banksand other intermediaries
has been amended to ensure that controls retain their effectiveness under
the new civil law provisions. These alow firms broader scope to issue
specia categories of shares, with the freedom to adapt ownership and
administrative rights, and non-equity instruments that nonetheless confer
administrative rights.

Inthefield of corporate governancethe amendmentsto the consolidated
laws are aimed at ensuring the continued effectiveness of controls on key
aspects for sound and prudent management. Moreover, in cases in which
the new two-tier and one-tier management models are adopted, the control
body is to perform the same role of liaison with the supervisory authority
that the traditional model assigns to the board of auditors.

The amendments to the regulatory framework entail a broad revision
of secondary legidation. In March 2004 the Bank of Italy issued the first
provisions concerning the steps to be taken by banks and parent companies
of banking groups when the new company law comesinto force.

I mplementation of Directives 2002/65/EC, 2002/87/EC and 2003/6/EC. —
Law 306 of 31 October 2003 (the Community L egislation Implementation
Law for 2003) delegates authority to the Government to issue legidative



decrees implementing the Community directives concerning the distance
marketing of consumer financial services (Directive 2002/65/EC), the
supplementary supervision of credit institutions, insurance undertaking
and investment firms in a financial conglomerate (Directive 2002/87/EC),
and insider dealing and market abuse (Directive 2003/6/EC).

Regulation of banking foundations. — Decree Law 143 of 24 June
2003 ratified, with amendments, by Law 212 of 1 August 2003, exempts
banking foundations with own funds of less than €200 million and those
with operating offices mainly in special-statute regions from having to
dispose of controlling interests in banks pursuant to Legislative Decree
153 of 17 May 1999 as amended. The deadline for compliance by other
foundations is postponed to 31 December 2005.

The regulation of banking foundations was the object of two rulings
by the Constitutional Court (Decisions 300 and 301 of 24-29 September
2003). The most important findings of Decision 301 were that regulations
requiring that the majority of members of the governing board of a
foundation be designated by local authorities was unconstitutional and
that the provision on the joint control of banks by foundations would only
be constitutional if it applied to cases where control was exercised by a
number of foundations under specific agreements.

Transposition of the second directive on money-laundering.
— Legidative Decree 56 of 20 February 2004 transposed Directive 2001/
97/EC on the prevention of the use of the financial system for money
laundering. The provision: extends the application of the rule to auditing
firmsand some professional categories (bookkeepers, accountants, auditors,
notaries and lawyers); updates the list of financial intermediaries required
to comply with anti-money-laundering requirements with the inclusion
of electronic money institutes and loan guarantee consortia; and sets out
the obligations of general government, central securities depositories, and
companies that manage regul ated markets, settlement services and clearing
and guarantee systems.

Collective investment undertakings. — Legidative Decree 274 of
1 August 2003, issued under the mandate contained in the Community
L egidation Implementation Law for 2002, transposed Directives 2002/107/EC
and 2002/108/EC on collectiveinvestment undertakings. The Decreeintroduces
some amendments to the 1998 Consolidated Law on Finance regarding the
collective management of savings that are designed to give greater flexibility
to asset management companies’ activity and faster access to the market. The
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time limit for approva of fund management rules has been reduced from
four to three months; the Bank of Italy indicates, according to the object of
investment, the category of investor or the fund's operating conditions, the
cases in which the fund management rules are deemed approved on a general
bas's, depositary banks may be assigned the task of calculating the value of
investment fund units.

Transformation of Cassa Depositi e Prestiti. — Law 326/2003
transformed Cassa Depositi e Prestiti into a company limited by shares and
regulated its ownership structure, governance and scope of activity. From
a supervisory point of view, Article 5.6 states that the provisions of the
Consolidated Law on Banking relating to financial sector operators shall
apply to Cassa Depositi e Prestiti.

In addition to continuing its existing activity, Cassa Depositi e Prestiti
may also expand its business, raising funds by issuing securities to finance
the works, plant, networks and facilities needed to provide services to
the public, taking out loans and engaging in other financial transactions,
without guarantees from the State. It is not allowed to take sight deposits.

Loan guarantee consortia. — Law 326/2003 regulates the activity of
loan guarantee consortiaand is designed to strengthen their capital base and
foster their scaling up in order to render credit more accessible to small and
medium-sized enterprises. The new rules establish the activities in which
such consortia may engage and their manner of operation and envisage the
possibility of their becoming supervised financial intermediaries; they also
entrust the central guarantee fund for small and medium-sized enterprises
to a mainly publicly-owned company limited by shares and regulate the
syndicated guarantee funds set up by the consortia.

Secondary legidation

Transparency of contractual conditions. — Rules updating and
completing the regulation of the transparency of contractual conditions in
bank and financial operationsand serviceswereissued in July 2003, thereby
implementing the resolution that the Credit Committee had adopted on
4 March, acting on a proposal submitted to it by the Bank of Italy in
January 2002.

The new rules concern the different moments of the customer’s
relationship with the intermediary: prior disclosure of the conditions



of contract to alow comparison of the terms offered by different
intermediaries; the customer’s effective knowledge of the clauses drawn
up by the intermediary; the form and content of the contracts; the periodic
statements and the final statement of the account.

Shareholdings of banks and banking groups. — In August 2003 the
rules requiring banks and banking groups to notify the Bank of Italy of all
non-financial equity interests acquired by way of recovery of claims or in
firms in temporary financia difficulties were modified. Banks and parent
companies of banking groups must file a statement, once the projected
transaction is approved, declaring compliance with the conditions
established by the supervisory regulations and providing the information
needed to evaluate the effects of the transaction on the acquirer’s balance
sheet and financial position.

Maturity transformation. — A measure was issued in December 2003
amending the supervisory instructions on maturity transformation. In the
case of banking groups, the new rules only apply at consolidated level, so
that they will be neutral for intermediaries’ organizational decisions but
will facilitate the integrated management of financial risks at group level.

In view of intermediaries’ increased ability to manage financial flows
and in order to simplify the rules, the scope for engaging in operations
beyond the short term was extended with the aim, among others, of
facilitating the financing of investment.

Minority interests. — In January 2004 provisionswereissued restricting
the inclusion of minority shareholders interests in auxiliary companies
belonging to banking groups for the purpose of computing supervisory
capital.

Organizational requirements for operations in innovative sectors. —
With a decision of 23 March 2004 the Credit Committee, acting on a
proposal from the Bank of Italy, amended its resolution of 2 August 1996
concerning the administrative and accounting organization and internal
control systemsof banks. Inparticular, theBank of Italy istoissueprovisions
establishing minimum standards for transacting businessin highly complex
and innovative sectors, such as credit derivatives, particularly with regard
to organizational requirements and risk evaluation methods.
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The financial activities of the post office. — A measure issued in April
2004 implementing Presidential Decree 144 of 14 March 2001, sets out
the supervisory rules applicable to Poste Italiane S.p.A. in relation to its
banking business. Although the new institution is not entered in the register
of banks, it will be subject to the same supervisory regulations, bearing in
mind its specific characteristics.

Capital adequacy requirements for counterparty risk. — Provisions
wereissued in May 2003 in connection with the start of the Clearinghouse’s
function, in some regulated markets, as central counterparty for trades in
financial instruments. They authorize banksand investment firmsto exclude
from the calculation of capita adequacy requirements for counterparty
risk al spot trades not yet settled in markets in which collateralization
mechanisms based on daily margins operate.

Italian asset management companies and collective investment
undertakings. — A measure of August 2003 completes the framework of
regulations implementing Law 410 of 23 November 2001 on closed-end
investment funds. As a result fund managements' rules are required to
detail the methods used to advertise the funds' transactions as well as the
standards and procedures for calculating the value of units in the event of
new issues or redemptions. Tight limits have also been set on the amount
of capital that real-estate investment funds are allowed to invest in building
companies.

Financial intermediaries. — Two decrees were issued on 14 November
2003 by the Ministry for the Economy and Finance amending the provisions
governing financial intermediaries. Their purpose was to allow a technical
and organizational appraisal to be carried out at the time of entry in the
specia registry and to improve the reliability of intermediaries issuing
guarantees to the public. In December 2003 the Bank of Italy issued the
measures implementing the ministerial decrees.

Electronic moneyinstitutions. — In March 2004 supervisory instructions
on electronic money institutions were issued, defining the characteristics of
these intermediaries and of electronic money, regulating the granting of
authorizations and establishing prudential rules.

To obtain authorization, eectronic money ingtitutions must have at
least €1 million of capital and submit a programme of initial operations and



a report on their organizationa structure, detailing the method of issue of
electronic money and of conversion back into legal tender.

The main prudential requirements are: supervisory capital must be
equal to at least 2 per cent of liabilities for outstanding electronic money;
sums received in respect of outstanding electronic money may only be
invested in readily liquidable assets; the value of assets must at all times
be at least equal to that of outstanding electronic money; and investments
in property and shareholdings must not exceed 50 per cent of supervisory
capital. A simpler set of rules has been drawn up for electronic money
institutions operating on a smaller scale, which cannot do business in other
EU countries under the principle of mutual recognition.
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THE STRUCTURE OF THE FINANCIAL SYSTEM

At the end of 2003 Italy had 788 banks and 644 other supervised
intermediaries (asset management companies, investment firms and
financial companies; Table 58). These two categories of institutions
administered assets, including those in custody or under management,
worth respectively €1.63 trillion and €650 billion and provided financing
of €1.36 trillion and €390 hillion. Banks had 337,900 employees, other
supervised intermediaries 22,800.

Table 58
THE STRUCTURE OF THE ITALIAN FINANCIAL SYSTEM
31 December 2002 31 December 2003
No. of branches No. of branches
Int'erj Int_erf
mediaries Italy Abroad mediaries Italy Abroad
BaNKS oo 814 29,926 88 788 30,502 75
limited company banks ...........cccccooeiininnn. 253122,924 81 244 | 23,617 71
cooperative banks (banche popolari) .......... 40| 3,704 7 38| 3,471
mutual banks (banche di credito cooperativo) 461| 3,192 - 445 | 3,323 -
branches of foreign banks ............ccccevvveenne 60 106 - 61 91 -
Investment firms ......cccooeiinici e 158 - - 132 - -
Asset management companies and SICAVs 142 - - 153 - -
Financial companies entered in the register
referred to in Article 106 of the
Consolidated Law on Banking .................. 1,459 - —| 1,494 - -
of which: entered in the special register
referred to in Article 107 of the Consolitated
Law on Banking ...........ccovevvenieniiciiciniene 316 - - 359 - -

The number of banks decreased by 26 during the year. The number of
asset management companies and financial companies rose, while that of
investment firms fell further, from 158 to 132.

There were 82 banking groups, encompassing 225 Italian banks, 101
Italian asset management companies and investment firms and 240 Italian
financial companies. They also included 80 foreign banks and 239 foreign
non-bank intermediaries. The groups’ instrumental companies numbered
178, including 35 foreign companies.



Banks and banking groups

In 2003 the reorgani zation of the banking system mainly concerned the
development of operating structures following the wave of consolidation
that began in the second half of the 1990s. Large groups took further steps
towards integrating information systems and corporate procedures in the
wake of mergers and acquisitions. Corporate organization was streamlined;
marketing channels, branches and networks of salesmen were rationalized.
The medium-sized groups that have come into being in recent years are
developing organizational models better suited to their size, in order to
make group governance more effective and production processes more
efficient.

Restructuring was accompanied by areduction in staff. Large groups,
above all, again made greater use of early severance incentive schemes,
according to policies established in recent years.

During the year 26 mergers and acquisitions were concluded,
involving banks holding 1.7 per cent of the banking system’s total assets.
Further impetus was imparted to the reorganization of cooperative banks
by the merger between the Banca Popolare Commercio e Industria and the
Banca Popolare di Bergamo - Credito Varesino groups.

The top five banking groups together accounted for 51 per cent of total
system assets, dlightly lessthan in 2002. Meanwhile, smaller banks market
position strengthened, in part as a consequence of the opening of branches
in areas where they had not been present. The number of banks and groups
in which a mgjority interest is held by a foundation fell to 19, with 9 per
cent of total system assets.

Access to the domestic market and presence abroad. — Seventeen
banks began operations in 2003, compared with 23 in 2002; 5 were
converted investment firms or financial companies and 5 were branches of
foreign banks. A total of 18 banking authorizations were granted in 2003,
one less than in 2002.

The number of Italian banking groups present abroad remained
unchanged at 23. However, the number of branches fell from 88 to 75 and
that of subsidiaries from 87 to 80; subsidiaries and branches in non-EU
countries numbered 50 and 42 respectively, down from 54 and 47 in 2002.

The rationalization of the foreign network has concentrated in recent
years on the disposal of shareholdings no longer considered to be strategic,
such as those in Latin America, and the elimination of overlap between
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branches belonging to banks of the same group. Foreign units' overall
share in total consolidated assets fell from 12 to 9 per cent, largely as a
consequence of the appreciation of the euro during 2003. The leading
Italian banking groups strengthened their presence in Eastern Europe.
Italian banks are also paying increasing attention to the growth prospects
of the Turkish, Russian and Chinese markets.

At the end of 2003 atotal of 61 foreign banks (49 of them EU) were
established in Italy with 91 branches, 15 fewer than at the end of 2002. The
Italian subsidiaries of foreign groups numbered 16, of which 10 belonged to
EU groups. The volume of assets attributable to branches and subsidiaries
of foreign banks remained stable at 7 per cent of the total assets of bank
units operating in Italy; foreign groups hold larger shares in such segments
as securities transactions on regulated markets and corporate services.

Distribution. — The number of bank branches rose last year by 576
to 30,502. The number of financial salesmen used by banks fell by 6 per
cent to around 34,600. Financial salesmen working for investment firms
bel onging to banking groups numbered around 6,200 at the end of the year.
Electronic channels of distribution came into even wider use.

Relations between banks and insurance companies. — At the end of
2003 Italian banks held equity interests in 68 Italian insurance companies
and 32 Italian insurance brokers, aswell as 19 foreign insurance companies
and brokers. Insurance groups held equity interestsin 34 Italian banks. Five
of these insurance groups (2 of which EU) held interestsin thetop 6 Italian
banking groups. Controlling interests held by insurance groups involved 9
small banks.

Asset management companies

Last year 17 asset management companies were entered in the register
and 6 deleted, for a net increase of 11; at the end of the year there were 150
registered asset management companies and 3 registered SICAV's (Table 59).

Asset management companies can be divided into two broad groups
as regards specialization: 81 concentrate almost exclusively on open-end
securities funds and 72 specialize in closed-end and hedge funds.

At the end of 2003 collectively managed portfolios in Italy had total
assets of €555.8 billion; the assets under management by companies
controlled by Italian investors amounted to €490 billion, including those



entrusted to asset management companies established abroad. In 2003
Italian and foreign harmonized funds run by Italian intermediaries recorded
net subscriptions of around €22 billion, compared with net redemptions of
€8.2 billion in 2002.

Table 59
ASSET MANAGEMENT COMPANIESAND SICAVS
31 December 2002 31 December 2003
of which: of which:
Total bank investee Totale bank investee
companies companies
Asset management companies (1).......cccoccvevvenne 142 88 153 93
of which, instituting and managing:
open-end funds ........ccocveviiiiiiii 73 44 71 46
closed-end securities funds ..........cccceevevveeennnn. 22 14 32 17
closed-end real-estate funds ..........ccccoecvvieeennn. 8 6 11
open-end and closed-end funds ...........ccccceeee. 13 9 10
hedge funds ... 26 15 29 18
Memorandum items:
Companies offering individual portfolio management 63 43 63 43
Companies managing funds instituted by others .... 15 10 16 12
Companies instituting open pension funds............... 15 12 16 13
Foreign SICAVs and management companies (2) 250 274
Of WhiCh: SICAVS ....ovviiiiiiieee e 175 195
(1) The data include Italian SICAVs. — (2) 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 to 1,556 at 31 December 2003,
13 more than ayear earlier (Table 60).

At the end of 2003 open-end funds, including non-harmonized
funds other than funds of funds, had assets amounting to €384.3 billion;
almost all of these assets (€372.6 bhillion) were under management
by companies belonging to banking and insurance groups. After
two years of negative results, in 2003 open-end funds registered net
subscriptions and a positive result for the year (€6.5 billion and €12
billion respectively), increasing their net assets by 5 per cent. The assets
of funds of funds rose to €7.8 billion.

Hedge funds experienced further growth in 2003; their number rose
to more than 100 and their assets to €5.8 billion. Most of their assets
(€5.4 billion) are invested in hedge funds run by managers based mainly
in the United States, the United Kingdom and Switzerland.
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The 53 closed-end funds in operation at the end of the year had assets
of €1.5 hillion (securities funds) and €4.4 billion (real-estate funds). The
shares of 18 closed-end funds, including 11 real-estate funds, are traded on
the Italian Stock Exchange.

Table 60
COLLECTIVE INVESTMENT UNDERTAKINGS
31 December 31 December
2002 2003
Italian collective investment undertakings: total (1) .........c........ 1,543 1,556
of which:
Harmonized open-end funds and SICAVS ........ccccceeeveeennn 1,201 1,142
Of WhICh: @QUILY .. 609 548
bond and money-market ...........ccccceeiiiniiiiiennn. 479 435
OthEr e 113 159
Non-harmonized open-end investment funds ................... 218 233
of which: non-reserved funds of funds ............cccocieiins 179 187
funds of funds reserved to qualified investors ... 8 8
other non-reserved funds .........cccccceciiniiiinennn. 1 1
other reserved funds .........ccccceeriieeiiii e 30 37
Closed-end investment funds ........cccccoiiiiiniiiiiniiee e 61 76
of which: non-reserved securities funds ...........ccccceveene 15 16
securities funds reserved to qualified investors 26 35
non-reserved real estate funds .............ccocceeeee 16 18
real estate funds reserved to qualified investors 4 7
Hedge fUNAS ..o 63 105
of which: funds of funds 53 90
Foreign funds and sub-funds marketed in ltaly ..........ccccceeveeene 3,051 3,178
(1) Sub-funds are considered individually.

Foreign harmonized collective investment undertakings held more
than €152 billion of assets in Italy. Around €120 billion of this total is
attributable to Italian-controlled companies established for the most part
in Luxembourg and Ireland. These companies received net subscriptionsin
Italy of €15.6 billion in 2003, compared with €4.4 billion in 2002.

I nvestment firms

The number of registered investment firmsfell to 132 in 2003 (Table 61);
more than 20 per cent of those in the register at the beginning of the year
were deleted, mainly as a consequence of restructuring within groups. The
investment firms still in operation engage principaly in intermediation



(trading for customer account, reception of orders) and placement services;
many of them are controlled by insurance groups or individual investors.

Table 61
ITALIAN INVESTMENT FIRMS

31 December 2002 31 December 2003

Italian investment firms 158 132
of which: bank investee companies ..........cccccoocieeiiiiiennnnen. 64 50

Memorandum items: authorizations issued for:

Trading 0N OWN @CCOUNE ....c.eeiiiiiiiieiirieiiee et 45 38
Trading on account of third parties ..........c.ccccvvveeevceeeviie e 60 49
UNAEIWIIEING .eeeeeeiiiee ettt 32 23
Placement without guarantee ............cccceeevcieeiiiiieniiee e 112 86
Individual portfolio management .............ccccocveeiieniiinicniienee 80 70
Reception of orders and mediation ............ccccooveeiiiiiiiniicneenns 89 73

A total of 63 notifications were received concerning the provision of
services subject to mutual recognition pursuant to Directive 93/22/EEC
by EU investment firms in Italy; in 3 cases services were to be provided
through the establishment of a branch.

Financial companies

At 31 December 2003 there were 359 financial companies in the
special register referred to in Article 107 of the Consolidated Law on
Banking, up by 43 from a year earlier as a result of 56 additions and
13 deletions (Table 62). Most of the new entries were special-purpose
vehicles (45).

The number of intermediaries other than special-purpose vehicles
remained practically unchanged, as in the preceding years. The number of
merchant banks declined further, while the number engaged in consumer
credit and making loans secured by one fifth of salary rose.

Among financial companies owned by the public sector, the number of
intermediaries operating on a nationwide scale increased with the addition,
in particular, of Infrastrutture S.p.A., an intermediary owned by Cassa
Depositi e Prestiti whose business is the financing of infrastructure and
major public works.
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SPECIAL REGISTER OF FINANCIAL COMPANIES

Table 62

Number of companies

31 December 2002

31 December 2003

of which: Registrations of which:
bank investee bank investee
companies companies

Principal activity: (1)

Financing 142 75 10 142 76
Leasing .....cccocvevveriiiiiiieiceee 60 43 1 59 40
Factoring ........cccceeveenee. 37 19 1 38 18
Consumer credit 16 9 3 19 11
Other ..o 29 4 5 26 7

Equity investment ...........cccceveiniiennen. 18 11 - 16 8

Credit cards 12 3 — 12 3

Foreign exchange intermediation ......... 3 - - 3 -

Securitization under Law 130/1999 ...... 141 31 46 186 40
SEIVICEIS c.uvtiiiieeiieciiiee e 8 1 1 8 2
Special purpose vehicles .................. 133 30 45 178 38

Total 316 120 56 359 127

(1) Determined on the basis of statistical reports and inquiries conducted during the year; companies may thus move from one

category to another.

Banking groups continue to maintain a significant presence in
the leasing, factoring and consumer credit sectors through financial
subsidiaries. At the end of 2003 bank-controlled companies had 86 per
cent of the leasing market and 64 per cent of the factoring market. For
consumer credit, their share rose from 72 to 79 per cent over the three
years 2001-2003, reflecting the banking system’s growing interest in the

sector.



PROFITABILITY, RISKSAND
CAPITAL ADEQUACY OF INTERMEDIARIES

Banks

In 2003 the Italian banking system’s lending to the private sector again
outpaced GDP. Most of the growth in credit involved lending to households
and small and medium-sizedis.

The progress made in the second half of the 1990s in credit risk
evaluation and management limited the impact of the protracted weakness
of economic activity on banks’ balance sheets. Bad debts rose moderately
in relation to total loans.

The curbing of costs and the increase in non-interest income
contributed to a moderate improvement in profitability. Both self-
financing and equity capital raised in the market strengthened banks’
capital base.

Lending. — Italian banks’ outstanding loans to resident customers rose
by 6.2 per cent, similar to the increase recorded in 2002 (Table 63).

Table 63
BANKS: LENDING AND RISK INDICATORS (1)
(end-of-period data; millions of euros and percentages)
Loans Amount of securitizations (5)
Bad debts as a .
Adjusted new
. percentage | "4 debts
Performing loans d debt of total loans @ Performi
Bad debts 3) erforming Bad debts
2 loans
Substandard
2000 ........... 858,818 19,182 51,933 5.7 1.0 6,751 8,390
2001 ........... 925,502 19,572 45,429 4.7 0.9 12,013 7,644
2002 ........... 980,435 20,476 46,325 45 1.0 12,461 2,426
2003 ........... 1,038,412 21,252 51,267 4.7 1.2 12,327 80
Sources: Central Credit Register and prudential reports.
(1) Lending to resident customers by banks operating in Italy. — (2) Includes unpaid and protested bills. — (3) Loans include bad debts
and unpaid and protested bills. — (4) Adjusted new bad debts during the year as a percentage of performing loans at the end of the
previous year net of repos, net interest to be debited to customers and adjusted bad debts. — (5) Annual flow.
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The particularly low level of interest rates, together with the reduction
in firms self-financing, stimulated the demand for credit. The rate of
increase in lending to non-financial corporations and producer households
rose from 4.9 to 6.7 per cent; that in lending to companies in the service
and construction sectors was considerable (10.9 and 12.7 per cent,

respectively).

Credit to consumer househol ds continued to grow at arapid pace (11.1
per cent) and at the end of year accounted for 22 per cent of the system’s
total outstanding loans. At the same date 62 per cent of the total credit
provided to households consisted of mortgage loans for the purchase of
dwellings, 14 per cent was in the form of consumer credit and the rest
comprised current account financing (10 per cent) and other credits.

Credit quality. — There was a modest deterioration in the quality of
credit, reflecting the prolonged weakness of the economy and the financial
crisis of the Parmalat group. The evolution of the risk on loan portfolios
this year will largely depend on how the performance of the economy
affects the financial situation of firms.

In 2003 loans newly classified as adjusted bad debts, an aggregate that
includes exposures that only some banks report as bad debts, were equal
to 1.2 per cent of outstanding performing loans at the beginning of the
year, compared with 1 per cent in 2002. The ratio of adjusted bad debts to
accounting bad debts rose to 108.6 per cent, after falling to 106.5 per cent
in 2002 (Tables 63 and a31).

The ratio of bad debts to total loans rose from 4.5 to 4.7 per cent
Tables 63 and a31); in March 2004 it was equal to 4.8 per cent. Excluding
exposures to the Parmalat group, the ratio would have been 4.5 per cent, as
in 2002. Onthe samebasis, theratio of new adjusted bad debt to outstanding
performing loans at the end of the previous year would also have remained
unchanged, at 1 per cent; for industrial firms it would have increased from
1.2 to 1.4 per cent.

Concentration risk. — There was a decrease in the banking system’s
large exposures, largely attributable to the main banking groups. The
amount of exposures that on a risk-weighted basis exceeded 10 per cent of
a bank’s supervisory capital fell by 19 per cent to €65.2 billion (Table 64)
and from 6.5 to 5.2 per cent of risk-weighted assets. The number of banks
with loans exceeding the limit of 25 per cent of capital decreased from 40
to 33; the overshoots, consisting mainly of small positions, fell from €1,100
million to €240 million.



Table 64

RISK CONCENTRATION OF ITALIAN BANKS (1)
(end-of-period data; millions of euros)

Overshoots with respect to rules
Amount Number Number of
Total of large of borrowers banks Large Number
nominal exposures classified reporting Amount of exposures: | of banks with
exposure @) as large large overshoots number overshoots
exposures exposures ) of borrowers of large
overshooting exposures
2002 e 112,446 80,672 1,994 435 1,125 132 40
2003 .. 92,390 65,207 2,083 444 241 83 33
(1) Consolidated reports for banking groups and individual reports for banks not belonging to a group. — (2) Exposures, weighted for
risk, that exceed 10 per cent of supervisory capital. — (3) Net of risk assets held on the trading book and loans disbursed before Octo-
ber 1993 with contractual maturity beyond 31 December 2001.

Instruments for transferring credit risk. — In recent years banks of the
leading countries have made increasing use of instruments for transferring
credit risk, such as securitizations and derivatives.

In Italy, between 1999 — the year Law 130 of 30 April 1999 governing
securitizations came into force — and 2003, the loans securitized by banks
through transactions under that law and by means of foreign special-purpose
vehicles amounted to around €72 billion (6.6 per cent of the end-2003 stock
of outstanding loans including bad debts), compared with €1.6 billion in the
threeyearsfrom 1996 to 1998. Securitized bad debts (€26.4 billion) amounted
to 37 per cent of total securitized loans. An examination of the securitizations
of bad debts carried out by Italian banks between 1999 and 2002 shows that
the originators already discounted a maximum potential loss of 75 per cent
on the nominal value of the loans, both as an effect of the value adjustments
to the underlying portfolio (50 per cent) and because they repurchased the
subordinated securities deriving from the operation (25 per cent). The loss
taken on by the banks is thus larger than the average incidence of losses on
bad debts (63 per cent); it follows that the amount of risk on non-performing
loanstransferred to othersisvery small. Securitizations are subject to specific
prudential and financial reporting requirements.

At the end of 2003 Italian banks had outstanding transactionsin credit
derivatives totaling €87.9 billion (4 per cent of system assets), which was
dightly lessthan ayear earlier. Italian banks were sellers of risk-protection
contracts for anotional value of €42 billion and purchasers for €46 billion.
Most of the contracts relating to the investment book were for the purchase
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of protection, while in their trading activity, attributable to a small number
of intermediaries, banks mainly sold hedges.

In consideration of financial, operational and legal risks, credit
derivatives are subject to specific prudential and financial reporting rules;
there are also provisions on organizational matters.

Country risk. — Italian banks exposure to non-OECD countries was
reduced by 23 per cent last year to €40 billion. In proportion to total assets,
the exposure to high-risk countries fell from 2.7 to 2.1 per cent.

The decline is mainly attributable to the depreciation of the dollar
against the euro, but it also reflects the change, under way for several years,
in the main Italian banking groups’ strategies of expansion abroad.

Value adjustments required by supervisory rules amounted to €1.2
billion, 35 per cent less than in 2002, and fell from 1.3 to 0.8 per cent of
supervisory capital. The decline in these value adjustments was mainly a
consequence of the reduction in exposures; the average adjustment rate
decreased dlightly (from 31 to 28 per cent of banks exposures to risky
countries).

Profitability. — After worsening in 2001 and 2002, the profitability of
banks and banking groupsimproved slightly last year. The return on equity
(ROE) rose from 6.4 to 6.7 per cent (Table 65). Banks accounting for more
than half of the system’s assets recorded an ROE higher than 8 per cent.

Gross income rose by 2.7 per cent to €65.8 billion. The increase was
entirely due to the increase of 9.4 per cent in non-interest income; the
latter’s contribution to gross income rose by more than two percentage
points, to 39.2 per cent (Table a32).

Set against the expansion of revenues, operating expenses remained
broadly stable (€38.7 billion); staff costs rose by approximately 1.1 per
cent to €25.1 hillion. The cost-income ratio fell by almost two percentage
points, to 58.9 per cent. In 2002, the last year for which comparable data
are available, theratio was around five points|lower than the average for EU
banks (66 per cent).

Revenue and cost devel opments produced an increase of 7.1 per cent in
operating profit, which amounted to €27.1 billion; |oan | osses, affected by the
value adjustmentsto the exposuresto the Parmal at and Cirio groups, absorbed
around €9.6 billion. Allocations to increase supervisory capital amounted to
€3.3 billion, the bulk of which was attributable to the main groups.



The main groups' return on equity rose by more than three percentage
points to 9.2 per cent, compared with an average of 16.2 per cent in 1999
and 2000. Last year'simprovement in profitability came from the growth in
income from securities trading and the decline of 3.5 per cent in operating
expenses, the latter due in part to the curbing of labour costs; the cost-
income ratio fell from 60 to 57.2 per cent.

Capital adequacy. — The banking system’s supervisory capital,
calculated on a consolidated basis, grew by €5.5 billion in 2003 to €139.8
billion (Tables 65 and a33).

Table 65
RESULTSOF THE MAIN ITALIAN BANKING GROUPS
AND OF THE BANKING SYSTEM (1)
(millions of euros)
Main banking groups (2) Banking system
2002 2003 2002 2003
Operating profit ..........ccceeee.. 14,748 15,988 25,255 27,055
Charges for loan losses ...... 6,555 5,426 9,128 9,582
ROE (%) .vvveeivieeeiiieeeiiieeens 6.0 9.2 6.4 6.7
Allocations to supervisory
capital ..o 1,187 2,037 3,625 3,261

Capital increases (3) ............ - 10 864 2,495
Supervisory capital .............. 72,474 72,825 134,385 139,837
Solvency ratio (%) ........ccee.... 10.6 10.8 11.2 114
Capital excesses ..........c....... 18,567 19,876 39,605 42,505
Capital shortfalls .................. - - 198 -
(1) Consolidated reports for banking groups and individual reports for banks not belonging to a group. Excludes the Italian branches
of foreign banks. — (2) Six largest groups by total assets. — (3) Capital increases net of redemptions.

Risk-weighted assets grew by around 2 per cent, while the solvency
ratio rose from 11.2 to 11.4 per cent. Capital in excess of the minimum
requirements increased to €42.5 billion; all of the capital shortfalls existing
at the end of 2002 were made good.

For the main banking groups, supervisory capital remained stable. The
solvency ratio rose from 10.6 to 10.8 per cent. The increase of €2.3 billion
in core capital was largely offset by the decrease in supplementary capital
and the growth in unconsolidated equity investments.

The banking system’s exposure to market risks remained unchanged
at 5.4 per cent of supervisory capital; a reduction for the main banking

221



222

groups (from 6.9 to 6.4 per cent) was accompanied by an increase for the
remaining banks (from 3.6 to 4.2 per cent).

Italian banks and preparations for the new Capital Accord. — The
completion of the revision of the Capital Accord prompted the main
Italian banks to speed up their implementation of projects to improve
the measurement and management of credit risk. The Bank of Italy held
meetings with 13 large banking groups to check on the progress they were
making in order to be able to seize the opportunities offered by the new
rules. It was found that some groups, accounting for 55 per cent of total
system assets, had already brought their credit process into conformity
with international best practices and met the conditions for immediately
beginning the activities necessary for the validation of interna rating
systems, which could take place according to a timetable consistent with
the entry into force of the new rules. Other groups continued to display
some shortcomings with regard to the existence of integrated databases
and the availability of time series on exposures, guarantees and recoveries
related to groups of borrowers.

Asset management companies

Profitability. — Asset management companies made net profits of
around €400 million in 2003, anincrease of 19 per cent with respect to 2002
(Table 66). There were 46 loss-making companies (44 in 2002), mainly
intermediaries that recently started operations, with losses amounting to
€24 million.

The improvement in profitability came from the 15 per cent increase
in gross operating profit, to around €1,600 million, as a consequence of the
reduction in fees paid to distribution networks. Operating costs remained
stable at around €1,000 million; staff costs, which account for 37 per cent
of the total, rose by 8 per cent.

Capital and risks. — At the end of 2003 the supervisory capital of
asset management companies amounted to €1,130 million, compared with
minimum requirements of €453 million. Half of the requirement was for
the amount of assets under management and the other half in respect of
“other risks’ (equal to 25 per cent of the fixed operating costs stated in the
accountsfor the last financial year). Six companies did not comply with the
capital requirements at the end of the year.



Table 66

PROFIT AND LOSSACCOUNT OF ASSET MANAGEMENT COMPANIES
(millions of euros and percentages)

Revenue from management of own products .........
of which: from open-end funds ............ccccceieene

Revenue from management of others’ products .....
of which: from open-end funds ..........cccocveiiee

Free payable ...
of which: maintenance fees ..........ccccevvvvveeeeeeienn.

Gross operating profit ......cccccveieiiiienieeneenee
Administrative eXpenses ..........ccceveieeiiieeenieeennnes
of which: staff COStS .......cocveiiiiiiiiiie

Value adjustments to tangible and intangible fixed
ASSEES .ttt

Other operating eXPENSES (=) ..veevcvveeerieeeeerveeesninnenn

Total operating COStS ..occcvvviieeeiiiiee e

Other operating iINCOME .........cccooeerieiiieiieeneesiene
Net operating profit ......ccccceeevviieeeiie s
Result on financial operations (1) .......cccocvveveenee.

Result on ordinary activities ........ccccceovriiinnenn
Extraordinary inCOme/expense ..........cccoceevveveeeeennn.

Net change in provision for general financial risks...

2002
Amount Percentage (2)

5,387 388.1
4,786 344.8
410 29.5
134 9.7
4,409 317.7
3,264 235.2
1,388 100.0
870 62.7
354 255
132 9.5
34 2.4
1,036 74.6
92 6.6
444 32.0
128 9.2
572 41.2
31 2.2

-3 -0.2
262 18.9
338 24.4

2003
Amount Percentage (2)
5,370 337.3
4,745 298.1
338 21.2
91 5.7
4,116 258.5
3,026 190.1
1,592 100.0
899 56.5
384 24.1
126 7.9
18 11
1,043 65.5
91 5.7
640 40.2
56 35
696 43.7
10 0.6
3 0.2
306 19.2
403 25.3

(1) Includes net income from management of companies’ proprietary portfolios. — (2) Amount as a percentage of gross operating

profit.

| nvestment firms

Profitability. — Italian investment firms made profits of €128 million,
compared with losses of €72 million in 2002. The improvement stemmed
mainly from the results of own-account trading of the largest investment firm,
amember of aleading banking group, which in 2004 has been transformed
into a bank. Excluding that intermediary, investment firms basically broke
even. The incidence of loss-making firms nonetheless remained high: 55 out

of the 122 investment firms in operation made losses totaling €140 million.
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Capital and risks. — At the end of 2003 the supervisory capital of
investment firms amounted to €1,400 million, compared with €1,500
million ayear earlier. Capital requirements, equal to the larger of the charge
in respect of market and credit risks and that for “other risks’ (25 per cent
of the fixed operating costs stated in the accountsfor the last financial year),
totaled €700 million, compared with €530 millionin 2002. At 31 December,
13 investment firms did not comply with the capital requirements, mainly
owing to their losses for the year.

Financial companies

Credit risk. — At 31 December 2003 the gross loans of financial
companies entered in the special register, excluding securitization vehicles,
amounted to €110 hillion, an increase of 4.5 per cent. As in 2002, the
growth in loans (including bad debts) was moderate, particularly asregards
forms of financing other than those targeted to consumer households.

There was an overall deterioration in the quality of credit disbursed by
financial companies and it grew more pronounced in the second half of the
year. At the end of 2003 bad debts, gross of value adjustments, amounted
to €3,200 million. Their ratio to total lending rose by one percentage point
t0 2.9 per cent.

Profitability. — Financial companies made net profits of €340 million,
a little more than half the previous year's figure. Net interest income
increased by 15.4 per cent; the decrease of 1.6 per cent in interest income,
a consequence of the small growth in the volume of operations, was more
than offset by savings on the cost of funds.

Grossincome rose by 3.2 per cent but registered a decrease in income
from feesand dividends. Operating costsincreased by 11.2 per cent, mainly
in connection with the growth in staff costs. The loan loss rate rose from 1
to 1.2 per cent during the year.

Capital adequacy. — The supervisory capital of financial companies
amounted to €8,850 million at the end of the 2003, up by 2.8 per cent from
a year earlier despite the fact that 22 intermediaries recorded a loss for
the year, with a significant erosion of own funds in half of the cases. The
ratio of leasing, factoring and consumer credit companies' capital to risk-
weighted assets was 6.3 per cent at the end of the year.



SUPERVISION OF BANKSAND OTHER INTERMEDIARIES

Criteria and methods of supervision

The supervisory activity of the Bank of Italy is directed towards
ensuring the sound and prudent management of supervised intermediaries
— banks, financial companies, asset management companies and securities
firms — and the overall stability, efficiency and competitiveness of the
financial system. It is aimed, in the first place, at securing full compliance
by supervised intermediaries with the provisions of law and regulations and
inspired by criteria deriving from Italian legislation, Community law and
principles agreed by the international community.

The entrepreneurial nature of banking and financial activity means that
there must be respect for the autonomy of intermediaries in determining
company policies and making individual decisions, especially those
relating to the financing of customers.

The protection of stability is pursued by requiring supervised
intermediaries to have capital buffers commensurate with the risks taken
on and appropriate organizational structures.

The examination of an intermediary’s technical pesfi and
organizational structures is conducted through off-site and on-site controls.
These contribute to forming the overall evaluation of the company’s
situation, on whose basis supervisory measures and corrective actions are
taken where necessary.

Off-site controls are performed systematically. They are based on
information and documents acquired by the Bank of Italy through statistical
reports and meetings with corporate officers. Inspections, carried out
according to schedules and on the basis of the needs arising from off-site
analysis, are aimed at checking the quality and correctness of the data and
information provided for such analysis and supplementing it with more
thorough examination of the organizational profiles of the activity performed
by intermediaries.

There are limits to what can be learned through supervisory activity.
The data in the possession of the Bank of Italy cannot cover the entire range
of information that intermediaries acquire from customers. Supervisory
activity presupposes that the data on the balance sheet reardtidil
situation of borrowers are correct, not invalidated by fraudulent alteration
or manipulation on the part of customers themselves.

225



226

The analysis of intermediaries focuses on the risks assumed. For credit
risk, the assessment is designed to check the overall quality of loans and
their concentration. Securitizations and transactions in credit derivatives
are examined as part of these checks.

With regard to security intermediation, supervisory analysis concerns
investment activity carried on for own account and for third parties. The
Bank of Italy cooperates closely with Consob in thisfield and notifiesit of
any violations of the provisions on transparency and correctness that it has
found in the course of supervisory controls. In some cases inspections are
carried out at the specific request of Consob, according to the indicationsit
provides case by case.

When the overall assessment of an intermediary is not positive,
supervisory action consists of interventions whose forms and intensity
are calibrated to the nature and importance of the shortcomings detected
(for example, application of additional capital requirements, prohibition
of undertaking new transactions, preparation of plans to eliminate
inefficiencies). Where significant violations of the rules, irregularities or
serious capital losses are found, especially rigorous measures are adopted,
up to special administration and compulsory liquidation or, in the case of
financial companies, deletion from the special register.

Supervision of banks and banking groups

The evaluation of banks situations. — The supervisory evaluations
performed in 2003 (based on data for the 2002 financial year and
information acquired during the first half of 2003) were favorable for 299
banks, intermediate for 316 and unfavorable for 98. The number of banks
with a negative evaluation decreased; such banks accounted for 7 per cent
of the banking system’s total assets, compared with 23 per cent in 1997.

Theimprovement in overall evaluations last year was the consequence
of better scores for credit risk and capital adequacy; the evaluations of
organizational structure, profitability and liquidity remained virtually
unchanged.

Supervisory interventions. — Supervisory interventions in 2003 were
mainly directed towards strengthening the capital bases of large groups
in terms of both the amount and the composition of own funds. The steps
taken to limit the extent to which minority interests could be counted in
consolidated capital were especially important.

The top 13 banking groups made progress in reaching the target ratios
recommended by the Bank of Italy in 2001 (6 per cent of risk-weighted assets



for tier 1 capital and 10 per cent for total capital). At the end of 2003 the
averageratio for core capital was 6.3 per cent (5.4 per cent in 2000), whilethe
averageratio for total capital was 10.4 per cent (8.7 per cent in 2000).

For the banking system as a whole, the interventions regarding the
different technical profiles concerned 450 banks. During the year 456
meetings were held with banks' corporate officers, 225 at the Head Office
and 231 at the Bank’s branches. A total of 403 formal action letters were
sent with observations regarding one or more profiles; 92 of these letters
were sent to banks with unsatisfactory evaluations.

The organizational measures taken by banks with regard to corporate
governance and internal controls on risk were reviewed in depth.
Procedures for selecting and monitoring credit and market risks received
specia attention in discussions with banks.

In view of the prospective adoption of internal rating systems under the
new Capital Accord, meetings were also held with banks' corporate officers
to evaluate the activities initiated by 13 large banking groups..

On market risks, the validation of banks internal models for the
calculation of capital requirements continued. In 2003 the Bank of Italy
validated the internal model of an intermediary belonging to one of the
largest Italian banking groups, the second such procedure concluded after
that performed for another large banking group, and initiated the procedures
for two other banks.

Asregards operational risks, the Bank of Italy held consultations with
banks on the decisions under consideration by the Basel Committee and the
European Union. It is closely monitoring the work begun by some banking
groups to prepare advanced measurement systems.

Specia attention was paid to the issue of business continuity. The need
for a strengthening of the standards that operators are required to meet
has emerged, partly in the light of the experiences at internationa level
following the events of September 2001. The prevailing orientation is that
the measures aimed at ensuring business continuity must not be limited
to information systems but must also cover other factors that can affect
business activity (for example, the preparation of contingency plansfor the
utilization and availability of human resources, access to buildings, the use
of alternative, non-standard operating processes). In order to guard against
systemic risks, it is considered necessary for larger intermediaries to adopt
more rigorous systems and procedures than others in accessing financial
markets and the main components of the payment system.

The examination of the levels of service provided by outsourcers,
notably those of minor banks, led to interventions aimed at eliminating
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the most significant shortcomings found; intermediaries and some service
providers were firmly reminded of the necessity of adopting disaster
recovery procedures able to ensure business continuity.

Supervision of asset management companies and investment firms

Analysis of intermediaries situations. — In a context marked
by uncertainty in financial markets, the supervisory evaluations of
intermediariesin 2003 did not differ substantially from those of the previous
year; a considerable number again showed inadequate profitability.

The number of intermediaries with unsatisfactory evaluations fell
from 54 to 41 (32 investment firms and 9 asset management companies),
primarily as a consequence of the exit from the market of 9 investment
firmsthat in 2002 had been found to have acute technical and organi zational
imbal ances. Theinvestment firmswith unsatisfactory eval uations accounted
for 14 per cent of the sector’s total revenues (11 per cent in 2002), the
corresponding asset management companies for only a marginal share of
total assets under management (0.17 per cent).

Most of the asset management companies awarded unfavourable
scores were recently formed companies whose efforts to achieve their
fund-raising objectives were penalized by the performance of the financial
marketsin thelast two years. Two of them, having verified the impossibility
of fulfilling the business development plans envisaged at the time of their
entry in the register, initiated the liquidation of their funds.

Supervisory interventions. — In 2003 the Bank of Italy carried out
a total of 241 supervisory interventions (108 letters and 133 meetings)
involving 157 intermediaries (81 investment firmsand 76 asset management
companies). Close coordination between the Head Office and the Bank’s
branches in conducting analyses ensured the efficacy and continuity of
supervisory action, which hasintensified in the last two years.

Theaction | etterswere mainly addressed to investment firmsthat engage
intrading for customer account, placement and portfolio management, which
were called on to take remedial action to ensurethereliability and operational
efficiency of their organization. Requests were made for firmsto recapitalize
in order to make good their accumulated losses and finance the investments
needed to strengthen their production and control structures.

Mogt of the interventions involving asset management companies
concerned insufficient formalization of decision-making processesand interna
procedures, inadequacies in information systems, and substandard services



provided by outsourcers. Small asset management companies were invited to
evauate the repercussions of the modest growth in funds under management
on profitability performance and, in the long run, on the companies stability.

The meetings with corporate officers of investment firms and asset
management companies examined the organizational structure and control
systems of intermediaries that have more complex operations or make
significant use of outsourcing of the main corporate functions.

Supervision of financial companies

Analysis of companies situations. — In 2003 the models of supervisory
anaysis continued to be extended to companies entered in the special
register that are active in sectors other than leasing, factoring and consumer
credit. Specific examinations were conducted of financial intermediaries
with atypical operations.

In the securitizations sector, servicers were checked for constant
monitoring of movements involving securitized assets, while controls on
securitization vehicles centred on the set-up and orderly performance of
securitizations and on compliance with the rules on financial reporting.

The number of financial companies that received satisfactory
evaluations (28) was almost unchanged. The number whose situations
showed anomalies rose from 30 to 36 but their share of total assetsfell from
21 to 13.4 per cent, thanks to the improvement in the technical situation of
some medium-sized/large intermediaries.

Supervisory interventions. — A total of 149 supervisory interventions
were carried out in 2003, involving a roughly equal number of financial
companies (compared with 101 in 2002). The magjority of interventions
(91) consisted in meetings with corporate officers.

In the last three years sectoral meetings on organizational issues
relating to risk management and internal controls have been intensified.
Most of the 58 action letters that were sent concerned the quality of loan
portfolios and organizational structures.

The emergence of significant anomalies in technical situations and
operational structures required the adoption of extraordinary measures in
respect of 3 intermediaries specialized in providing guarantees.
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I nspections

General developments. — Adjustments to the methods of planning
and performing on-site controls have been constantly made with a view
to ensuring the assiduous and thorough inspection of intermediaries. The
greater use made of differentiated approaches — encompassing the whole
of an intermediary’s operations or focused on part of them, depending
on the intermediary’s complexity — has permitted more frequent and
closely targeted inspection for each size category of bank. In 2003 it was
accordingly possible to carry out inspections of important organizational
units or risk areas of 6 of the 10 largest banking groups. Between 1998
and 2003 groups of this class were inspected on an average of once every
three years. For al the banks inspected in 2003, the average duration of
on-site checks was reduced to 47 working days, from 54 in 2002, and the
associated administrative phases were shortened.

On-site activity. — The Bank of Italy initiated 217 inspectionsin 2003
(compared with 196 in 2002), of which 137 were performed by the Bank’s
branches. The banks inspected numbered 184 (175 in 2002) and accounted
for 22.3 per cent of the banking system’stotal assets (15.6 per cent in 2002).
In particular, 176 comprehensive inspections and eight sectoral inspections
were carried out, three of which concerned the lending business of large
banking groups. As part of the action taken in connection with the crisis of
the Cirio group, Consob, pursuant to Article 10.2 of the Consolidated Law
on Finance, asked the Bank of Italy to conduct on-site checks at four banks
for compliance with the rules on fairness and transparency in the placement
and trading of bonds with customers.

The overall scores of comprehensive inspections were favourable in
about half the casesand partially favourablein about athird, animprovement
on the previous year, when the assessments were concentrated in the
intermediate class. AlImost all the sectoral inspections resulted in partially
favourable evaluations.

Between 2001 and 2003 inspections were ordered at 537 banks
accounting for 59 per cent of the system’s total assets, compared with
coverage of 50 per cent in three years 1998-2000. A comparison of
the comprehensive inspections initiated in the two periods shows an
improvement in evaluations: the assets of banks that received unfavourable
evaluations, which were mainly attributable to their proceduresfor granting
loans, fell from 4.1 to 2.8 per cent of the system’s total.

The inspections of non-bank intermediaries concerned ten investment
firms, four asset management companies and nineteen financial companies



(compared with eight, two and eleven, respectively, in 2002). In addition,
five inspections were ordered to check on the performance of depositary
bank functions.

Crisisand other special procedures

Soecial administration and compulsory administrative liquidation
of banks. — Six specia administration procedures were initiated in 2003
and still under way at the end of the year. All six involved mutual banks.
Compulsory administrative liquidation was begun for three banks— all
of them mutual banks, two of which had already been under specidl
administration. Taking account of the conclusion of the compulsory
administrative liquidation of one mutual bank, at 31 December 2003 there
were 23 such procedures under way, compared with 21 at the end of 2002.

The compulsory administrative liquidation of Sicilcassa continued
with the recovery of claims. Recourse to settlements was preferred, given
the lengthiness of court proceedings. The most important part of the
complex agreement concluded in 2002 in settlement of Sicilicassa's largest
exposure to a debtor group took effect, bringing receipts of more than 170
million. At 31 December 2003 the liquidation had recovered a total of
around 411 million.

Other special procedures. — The collection company SGA continued
to recover the impaired assets it had acquired from Banco di Napoli and
Isveimer.

At theend of 2003 atotal of 3,583 million had been recovered in respect
of the claims acquired from Banco di Napoli. As a consequence of these
receipts and the payments by Banco di Napoli to cover SGA's losses, the
latter’s debtor balance on the account originally held with Banco di Napoli
and now with Sanpaolo-IMI fell further to 1,052 million at 31 December
2003. At the same date the net value of the residual claims on customers
amounted to 1,701 million, of which 170 million acquired from Isveimer.

The liquidation of Isveimer, initiated in April 1996, continued to
realize assets and extinguish liabilities. The accounts of the liquidation at
the end of the year showed residual assets of 216 million (compared with
5,811 million at the start of the procedure) and residual liabilities of 145
million (compared with 6,237 million). The surplus of 71 million reduces
the estimate of the procedure’s final deficit to 846 million, compared with
the final loss of 917 million reported in the earlier interim accounts and
made good by Banco di Napoli, which the Bank of Italy has indemnified.
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Soecial administration and compulsory administrative liquidation
of investment firms. — The special administration procedure that had been
begun at the end of 2002 was concluded in 2003 with the intermediary
being put into compulsory administrative liquidation. At the end of the
year eleven compulsory administrative liquidation procedures involving
investment firms were under way; the ascertainment of liabilities had been
completedin all eleven casesand in seven partial allotmentsand restitutions
had been made to customers.

The protection of transparency in banking and financial transactions

The Bank’s branches made 683 checks on the transparency of
contractual conditions at branches of 134 banks in 2003, compared with
1,009 checks at 160 banks in 2002.

The examinations found that the anomalies detected during the
checks performed in previous years had been progressively rectified and
that intermediaries were paying closer attention to compliance with the
provisions on transparency. The checks performed in 2003 led to the
opening of three sanction procedures; 44 banks were warned to comply
more scrupulously with the rules.

A tota of 2,390 transparency checks were performed at branches of
220 banksin the three years 2001-2003. They led to 18 sanction procedures
against 17 banks and 177 warnings addressed to 145 intermediaries. Since
the start of this year around 350 transparency checks have been carried out
at branches of 100 banks.

The transparency controls performed as part of ordinary on-site
inspections in 2003 found irregularities at 35 mainly small banks and at 3
financial companies, corresponding to 19 per cent of the sample. Sanction
procedures were initiated against 8 of the banks.

Access to the securities markets

Article 129 of the Consolidated Law on Banking and the related
implementing provisions establish that issues of securities and offerings
of foreign securities in Italy must be notified in advance to the Bank of
Italy where the amounts exceed certain thresholds or the characteristics
of the securities are not commonly found in the financial market. Within
twenty days of receipt of notice the Bank of Italy may prohibit or defer the
execution of an operation.

These rules, which do not have analogues in the legidation of the other
main countries, are designed to safeguard the orderly functioning of the market



Indebt securitiesasawhole; they respect the principles of thefree circulation of
capital and competition in the financial markets. The control powers assigned
to the Bank of Italy do not extend to evaluation of issuers creditworthiness or
the advantageousness of the operation for subscribers of the securities.

Notices of around 1,700 issues and offerings of securitiesin Italy were
examined in 2003, compared with 1,300 in 2003. In 58 cases (52 in 2002)
the operations notified did not take place either because they were withdrawn
following the observations formulated by the Bank of Italy or because they
were prohibited. In most of these cases the indexation mechanisms were too
complex; in someissues and offerings did not comply with the provisions on
public offerings.

In the case of bank securities, prior examination of the operations was
supplemented by scrutiny of the information sheets that issuing banks are
required to prepare under the rules on transparency of the contractua terms
and conditions of banking operations and services.

Around 1,000 information sheets were examined, the majority relating
to issues of structured bonds. In numerous cases revisions were suggested
in order to improve the informational efficacy of the documents, with
growing attention paid to statement of the fees implicit in products and of
the risks assumed by subscribers.

Post-issue reports showed that domestic issues of bonds by Italian
Issuers in 2003 amounted to around 113 billion, an increase of 24 per cent
on the previous year.

Bank bonds again accounted for the preponderant share of new issues
with 109.8 hillion, of which 75 per cent had asmplefinancia structure (either
afixed rate or arate indexed to money-market parameters). | ssues of structured
bonds rose by 60 per cent to 26.2 hillion, confirming the upward trend of the
previous years. The action of the Bank of Italy induced banks to smplify
indexation mechanisms and to consider paying minimum yields.

The Bank of Italy received 46 notifications of securitizations under
Italian law, about the same as in 2002. The amount of the asset-backed
securities issued fell from 33.7 billion to 28.3 billion. The securities were
bought largely by foreign institutional investors, who confirmed their deep
interest in the Italian market. The biggest transactions involved receivables
originated by the public sector (Cassa Depositi e Prestiti, INPS and
INPDAP), which were transferred to securitization vehicles under specific
legidlative provisions; the securities issued amounted to 11 billion.

In 2003 foreign securitiesamounting to 89.3 billion were placed in Italy,
alargeincrease compared with 20.1 billion in 2002. Of the securities placed,
40 per cent were issued by banks, mainly belonging to the euro area, 36 per
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cent by governments of OECD countries, 13 per cent by governments of
emerging countries and 11 per cent by other non-bank entities. More than 90
per cent of the total amount placed consisted of securities paying afixed rate
or indexed to the most commonly used market parameters.

Sanctions

In 2003 the Bank of Italy submitted 84 proposals to the Ministry for
the Economy and Finance for the imposition of pecuniary administrative
sanctions for irregularities discovered in the course of supervision. The
proposals concerned 72 banks, four investment firms and eight financial
companies (compared with 87 banks, one investment firm, one asset
management company and four financial companiesin 2002).

Cooperation with the judicial authorities and other governmental bodies.
The prevention of financial crime

Cooperation by the Bank of Itay with the judiciary and the
investigative bodies responsible for preventing and repressing illegal
conduct in the financial sector remains intense, not least because of the
growing complexity of economic crimes.

The Bank received 568 requests for information and documents.
The most important concerned breaches of trust in the management of
enterprises and alleged irregularities on the part of the banking system in
the placement and trading of securities and in offering innovative financial
products. Many of the requestsinvolved the jurisdiction of different offices
of the judiciary and were characterized by a higher level of detail of the
information requested than in the past.

The Bank transmitted 40 reports to judicial authorities on suspected
penal offences discovered in the course of supervisory controls (45 in
2002). Five inspection reports were turned over to the Bureau of Antimafia
Investigation under special cooperation agreements. The Bank sent Consob
37 reports concerning irregularities in the performance of investment
services by intermediaries or in the conduct of financial salesmen that had
been found in the course of supervision.

As regards usury, the Bank of Italy and the Italian Foreign Exchange
Office conducted a sample survey of the penalty rates that banks charged
on arrears, with aview to reaching a greater uniformity of calculation. The
size of the penalty, shown in the ministerial decrees on annual effective
rates of charge, averaged 2.1 percentage points.



COMPETITION POLICY IN THE BANKING SECTOR

The development of competition

Since the beginning of the 1980s the convergence of supervisory rules
and practices and progress in information technologies have helped to raise
the level of competition in the banking sector in the European Union by
reducing entry barriers and progressively eliminating geographical and
product segmentation.

In Italy the pursuit of efficiency hasled to arapid concentration of the
system, particularly in comparison with the other main European countries.
Despite the reduction in the number of banks, competition has increased
considerably as aresult of the entry of new intermediaries and the exit of
less efficient ones, the reorganization of the main groups, the broadening
range of distribution channels for financial products and the greater
transparency of the terms and conditions for available services.

The average number of banks per province rose from 27 at the
beginning of the 1990s to 34 at the end of 2003. The Herfindahl-Hirschman
index of concentration for the provincial deposit market on a consolidated
basis declined by 9.8 per cent from its peak in 1999. In regional lending
markets, the index dropped by 15.5 per cent between 1999 and 2003.

In the traditional deposit-taking and lending sector, there has been a
substantial redistribution of market shares. Between 1995 and 2002 the
average short-term bank lending rate in Italy came down by around 7
percentage points, gradually converging towards the level prevailing in the
euro area. At the end of 2003 the rates on new loans up to €1 million, which
proxy those applied to small enterprises, stood at around 4 per cent in Italy
and the euro area

Moreover, the banking sector is facing growing competition from the
financial products of Poste Italiane. The Bancoposta division, which is
subject to antitrust law pursuant to Presidential Decree 144 of 14 March
2001, has a distribution network consisting of around 14,000 offices, while
Italy’s largest banking group has some 3,000 branches.
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Competition from foreign intermediaries is particularly strong in
non-traditional sectors of intermediation, such as corporate finance,
professional asset management, securities trading, factoring, consumer
credit and payment cards.

In safeguarding competition the Bank of Italy has benefited from
the knowledge of the structure and behaviour of the banking industry
acquired in the exercise of banking supervision. Since 1990 more than
700 concentrations and numerous agreements between intermediaries have
been examined and checks have been carried out to ensure that institutions
with alarge market share do not abuse their dominant position.

Specia efforts have been made to safeguard competition in the
payment system. The Bank of Italy has authorized a limited number of
agreements that are indispensable for the efficient supply of services; it
has encouraged intermediaries to pass on to customers the benefits of the
development of cashless means of payment.

During the year the investigation of a key aspect of competition in
local markets — the existence of impediments to customer mobility — was
concluded. In this connection a questionnaire was distributed to around 1,200
bank branches to examine the economic conditions and terms of contract
applied to households' current accounts in 2002. The results indicated that
customers weigh the terms and conditions offered and are prepared to change
banks. During the year customers closed 12 per cent of accounts, in most
cases also breaking off all other relations with the intermediary. One of the
main reasons given was dissati sfaction with the conditions offered.

The safeguarding of competition

Concentrations. — In 2003 a total of 53 concentrations were notified
to the Bank of Italy under Law 287/1990. Concentrations are analyzed
on aregiona basis with regard to lending and on a provincial basis with
regard to deposits. If there is substantial geographical overlapping of the
intermediaries involved in the operation, the impact on competition may
be assessed over areas as small as amunicipality and authorization may be
conditional upon compliance with conditions designed to encourage the
entry of competitors.

In 19 cases it was found that the reported concentrations did not fall
within the scope of the antitrust provisions. In 33 cases they did not restrict
competitionin therelevant markets. The enquirieslooked at the market shares
of the banks concerned, the interest rates applied compared with averagesin
the relevant markets and the indices of the concentration of supply.



The merger of Banca Popolare Commercio e Industria scrl and
Banca Popolare di Bergamo — Credito Varesino scrl. — The investigation
of the sole operation involving the merger of two banking groups (Banca
Popolare Commercio e Industria and Banca Popolare di Bergamo) that
overlapped in a number of localities was opened and concluded during
the year. In connection with the merging of Banca Popolare di Bergamo-
Credito Varesino, Banca Popolare Commercio e Industriaand its subsidiary
Banca Popolare di Luino e Varese SpA to create the banking group Banche
Popolari Unite, the investigation concerned the provincial deposit markets
in Bergamo and Varese. The concentration was authorized on the condition
that the total number of branches of the new group not increase in these
provinces for three years (Order 48 of 9 August 2003).

The investigation into Serviz Interbancari — CartaS. — The investigation
was opened as a result of an enquiry into some aspects of the operation of
Servizi Interbancari SpA (subsequently CartaSi SpA), which issues and
manages payment cards. The procedure looked at the financia ties between
the company and the participating banks and the setting of fees charged to
customers. As a result of the recommendations issued during the course of
the Bank of Italy’s investigation, CartaSi eliminated the internal procedures
that could lead to fee-setting policies being agreed with the banks. Since the
agreements entered into by CartaSi for the operation of the system might
affect competition in the sector, the Bank of Italy will continue to monitor the
company’s relationshi ps with participating and shareholder banks. At the close
of theinvestigation CartaS was fined €500,000 (Order 47 of 4 August 2003).

The investigations opened in 2003. — During the year six
investigations were opened into agreements that were potentially
detrimental to competition. In two cases (CartaSi — American Express
and the general terms and conditions of contract drawn up by the Italian
Bankers Association for the use of payment cards and investment services),
the investigations were conducted in close collaboration with the Antitrust
Authority, which opened its own proceedings at the same time.

The CartaS — American Express order. — The investigation, which
was opened in August 2003, concerned an agreement between CartaSi
SpA and American Express Services Europe Ltd to set up ajoint venture
for the issue of credit cards to be distributed through banks subscribing to
CartaSi’s services (Order 224/A of 5 August 2003).

The aim was to determine whether the agreement would lead to
coordinate action that might affect the prices of the products concerned,
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and the enquiry was later broadened to cover arrangements regarding the
acceptance of American Express credit cards. As a consequence the time
limit for concluding the procedure was postponed to 30 June 2004 (Order
244/A of 6 February 2004).

The Pagobancomat order. — The investigation was opened in October
2003 after the Bancomat Convention (CO.GE.BAN.) had presented, upon
expiry of the deadline set by Order 23 of 8 October 1998, a request to
renew the authorization, by way of derogation from the ban on agreements
restricting competition, regarding fee-setting under the Pagobancomat
agreement. The enquiry also looked into the general contractual terms
governing the relationships between banks and card-holders and between
banks and subscribing retailers for the acceptance of Pagobancomat cards
(Order 234/A of 24 October 2003).

CO.GE.BAN. gave notice that it had revised the interchange fee
calculated on the basis of its specific cost components. A sample survey
of banks issuing cards led to the introduction of a partly fixed and partly
variable interchange fee of €0.20, plus 0.10 per cent of the amount of the
transaction. Thisfigureislower than the fee applied in 2003. In addition,
a report was submitted on the effects of the interchange fee on retail
prices.

The order concerning ABI: general terms and conditions of contract
for third-party guarantees for bank transactions. — The investigation
was opened in November 2003 after ABI had submitted a standardized
contract covering third-party guarantees for bank transactions, called
the “omnibus’ guarantee, agreed with various consumer associations.
The aim was to ascertain whether actual application of the conditions of
contract distributed by ABI would lead to uniform behaviour on the part of
participating banks and to examine the effects on overall terms applied to
bank borrowers (Order 236/A of 8 November 2003).

Theorder concerning ABI: general termsand conditionsof contract for
the use of credit cards and for investment services. — The investigation was
opened in November 2003 after ABI had submitted standardized contracts
for the use of credit cards and provision of investment services agreed with
anumber of consumer associations. The aim wasto verify whether uniform
application of the model contract would affect the quality and the cost of
services and the ability of customersto change intermediaries (Order 237/A
of 8 November 2003).



The orders concer ning Federazione piemontese delle banche di credito
cooperativo/Banca di Credito Cooperativo di Boves and Federazione
marchigiana delle banche di credito cooperativo/Banca di Credito
Cooperativo di Ostra Vetere. — In November 2003 investigations were
ordered into Federazione Piemontese delle banche di credito cooperativo
and Banca di Credito Cooperativo di Boves, on the one hand, and
Federazione Marchigiana delle banche di credito cooperativo and Banca
di Credito Cooperativo di OstraVetere, on the other. Their purpose was to
ascertain whether the mutual banks had entered into agreements with their
respective federations with the am or effect of dividing up the markets
(Order 238/A and Order 239/A of 24 November 2003).

Agreements not giving rise to investigations. — In April 2003 VISA
Italia gave notice that it was reducing the interchange fee applied to
payments of fuel by means of VISA credit cards. The size of the reduction
suggests that the new fee is in line with the charges imposed on VISA
International by the European Commission with the decision of July 2002
(Order 223/A of 5 August 2003).
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MARKET SUPERVISION

This section of the Report gives an account of the Bank of Italy’s supervisory
activities pursuant to Part 111 of the Consolidated Law on Finance.

European trading, settlement and clearing systems continued in their
drive to improve efficiency and competitiveness in 2003 by modernizing
procedures, broadening the range of services offered and growing in size.
Competition on the supply side prompted firms to seek out new alliances.

The Italian marketpl ace notched up anumber of important achievements
in 2003. In May the central counterparty service, previousy reserved to the
derivatives market, was extended to the cash market for shares. In December
the Express |l settlement system went live, taking over from the Bank of
Italy’s securities settlement service, which was closed down in January. This
completed the privatization of the institutions supplying market services.

The preparation of plansto strengthen financial systems’ ability to cope
with serious emergencies is at an advanced stage in the main countries. In
Italy a working group has been set up to coordinate measures for ensuring
continuity of thevital functions of the financial system during emergencies.
The group is composed of representatives of the government, banks and
other financial intermediaries and companies that manage payment,
settlement and clearing systems and regulated markets.

The Committee on Payment and Settlement Systems of the Group
of Ten central banks has formed a working group for mutual recognition
of payment and settlement system oversight arrangements and practices.
Another aspect marked for attention isthe limitation of central counterparty
risks, now being examined jointly with the International Organization of
Securities Commissions.

Work on the drafting of European capital market regulations has
accelerated, leading to significant progress in the implementation of the
Financial Services Action Plan. On 30 April 2004 the directive on markets
in financial instruments came into force, followed in May by the directive
on takeover bids. In November 2003 the directive on prospectuses was
approved. In April the European Commission issued a communication



proposing, among other matters, a framework directive on common
requirements for the provision of clearing and settlement services.

In Italy the supervisory authorities monitor trading and post-trading
services on a continuous basis in order to contain systemic risks and
promote efficiency. They have also focused on overseeing the projects of
market operating companies to broaden their range of activities. The Bank
of Italy, in agreement with Consob, ensured that these initiatives complied
with international standards and were acceptable to users.

The wholesale market in government securities

The cash market. — In 2003 the volume of trading on the MTS cash
market contracted dightly. The decline in the fixed-rate securities segment
was offset to a large extent by a further increase in trading in both index-
linked and short-term securities. The uncertain macroeconomic situation
and international tensions led to instruments with short durations being
used for the temporary investment of liquidity, while the particularly
narrow bid-ask spread also rendered them suitable for intraday positions.

Daily turnover averaged €8.4 billion, down 2 per cent from the previous
year. BTPs accounted for 54 per cent of the total (compared with 60 per
cent in 2002) and BOTSs for 8 per cent (compared with 7 per cent), while
trading in CCTsand CTZs showed the largest increases, rising respectively
from 25 to 28 per cent of the total and from 6 to 9 per cent.

Trading was less concentrated on single instruments, with the share
of the five most traded securities falling from 28 to 22 per cent and that of
the ten most traded from 40 to 35 per cent. In the last quarter of the year,
11 per cent of trades were settled through the central counterparty service,
in which nine foreign intermediaries belonging to Clearnet participate by
remote-access, compared with six when the service was launched on 16
December 2002.

Turnover on the grey market picked up again in 2003, totaling more
than €37.9 billion, compared with €31.8 the previous year. Asusual trading
was concentrated on the last day, which is the auction day. Prices were
generaly dlightly lower than issue prices, particularly at BTP and CTZ
auctions, but this year also on several occasionsin the BOT segment.

The bid-ask spread on the M TS cash market averaged 3.7 basis points,
which is in line with the previous year. Primary dealers showed a more
marked tendency to change their quotations just before the release of US
economic statistics.
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The number of market members fell from 153 to 141 while that of
remote-access intermediaries rose from 36 to 38 and their market share
from 38 to 48 per cent. The number of primary dealers went up from 32 to
33 (including 21 foreign intermediaries) and accounted for over 93 per cent
of the market’s total volume (90 per cent in 2002). The top five primary
dealers handled 39 per cent of turnover (compared with 42 per cent in
2002) and the top ten 63 per cent (as against 62 per cent).

Specialists in government securities stepped up their contribution to
the efficiency of the market and the supply of liquidity. On average the bid-
ask spreads they quoted were lower than those of the other primary dealers.
Italian specialists were again the most active on the market in terms of
volume of trading and number of securities quoted and traded. The activity
of foreign specialists also picked up.

The repo market. — The MTS repo market grew by 14 per cent with
respect to 2002 as intermediaries increased the use of this instrument for
their treasury management and securities lending.

Daily turnover averaged €48.9 billion, against €43 billion in 2002,
with peaks of closeto €65 billion in June and September. In thefirst quarter
of 2004 volume increased further to average €56.2 billion. Spot-next and
tom-next accounted, respectively, for 75 and 23 per cent of tota trades,
compared with 71 and 27 per cent in 2002.

The share of trading handled by the central counterparty service was
againfairly small, amounting to just 4 per cent of thetotal in thelast quarter
of 2003. So far only a few intermediaries have opted for this method of
trading. The imminent switch to the service by Italian primary dealers will
cause the share to increase considerably and may boost the longer term
segment.

After increasing sharply in 2002, turnover in the general collateral
segment grew by a further 4 per cent, confirming dealers preference
for this instrument over deposits as a form of investment of liquidity for
maturities other than overnight. The intraday distribution of trades was
very similar to that on e-MID.

Turnover in the specia repo segment rose by 33 per cent, indicating
that greater use was made of thisinstrument to cover cash market positions.
Trades conducted in the early hours of the day increased most. The special
repo rate effectively signaled tensions in the secondary market, many
of them due to a scarcity of specific securities and the disinclination of
institutional investorsto lend them.



On 26 January 2004 the close for trading of the overnight maturity on
MTS was changed from 9.15 to 14.45, after which average daily turnover
increased to €265 million, from €45 million in 2003, remaining fairly
evenly distributed between the general collateral and the specia repo
segments. Intraday trades tend to take place between 9.00 and 13.00.

BondVision. — The regulated market devoted to ingtitutional investors
continued to expand rapidly. Daily turnover averaged €680 million
(compared with €390 million in 2002), of which BTPs accounted for 37 per
cent (compared with 45 per cent in 2002), CCTs for 19 per cent (compared
with 18 per cent) and securities of other euro-area countries for 31 per cent
(compared with 25 per cent). At theend of 2003 thenumber of dealershad risen
from 99 to 159, amost entirely composed of ingtitutional investors, while the
number of market makers rose from 23 to 29. Remote-access intermediaries
increased from 61 to 111. The top five primary dealers accounted for 51 per
cent of total trading, whilethe ten most traded instruments represented 27 per
cent of tota turnover.

Other segments of the bond market

EuroMTS and other national MTSs. — The volume of trading in
government securities on EuroMTS continued to decline, particularly in
the Italian, German and French segments, while turnover in the securities
of smaller European countries that had recently joined the circuit held
steadier and in some cases even rose slightly. Since March 2004 short-term
government securities of the main euro-area countries have also been listed
on a separate segment of the market.

Average daily turnover fell from €2.9 billion to €2.4 billion. The share
of Italian securities decreased from 28 to 17 per cent of the total and that of
Italian, German, French and Spanish securities from 64 to 54 per cent. By
contrast, turnover in the securities of other euro-area countriesincreased in
both absolute and relative terms.

Falling levelsof activity on EuroM TS appear to have benefited national
euro-area circuits that use the MTS platform. Average daily turnover rose
on MTS/Deutschland by almost 40 per cent, from €630 million to over
€870 million, most of which in the short-term segment, and on MTY
Finland from €160 million to €215 million. The increase on MTS/Portugal
was 17 per cent (total turnover of €500 million) and on MTS/Spain 21 per
cent (€750 million). The volume of trading on the new euro-area markets,
MTS/Austria and MTS/Greece, amounted respectively to €115 million
and €220 million and topped €500 million on MTS/Denmark, where
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transactions are in krone. Turnover on the NewEUroMTS was smaller at
around €26 million.

The market in bonds other than government securities. — Turnover
remained slack on MTS/Corporate and declined on Eurocredit/MTS. Six
new issues created by the securitization of receivables and public revenues
were added to the range of securities quoted on MTS/Corporate, where
average daily turnover declined from €97 million to €93 million and trading
was almost entirely in European Investment Bank bonds. The volume of
trading on EuroMTS fell from €1.8 billion to €1.47 billion.

The over-the-counter market. — According to asurvey of OTC trading
in Italian government securitiesby M TS primary dealers, turnover was up 6
per cent on the previous year. The survey was conducted on a sample of 17
intermediaries (10 of which resident in Italy) accounting for more than 60
per cent of trading on MTS by primary dealers. The sample carried out 42
per cent of itstotal trading on the OTC market, notably in the BTP segment
(63 per cent), while CCTs and BOTS/CTZs accounted, respectively, for
20 and 17 per cent. Most OTC trades are still conducted by telephone,
although on-line trading is on the rise, particularly among some Italian
dealers. Demand for liquid instruments pushed up the volume of trading in
short-term and index-linked securities.

Theinterbank deposit market

Daily turnover on e-MID averaged €17.8 billion in 2003, compared
with €17.6 billion in 2002. Overnight deposits rose from 80 to 86 per cent
of total turnover, while average daily turnover in dollar funds rose from
$0.6 billion to $1.4 billion. In the first quarter of 2004 there was substantial
growth, with average daily turnover rising to €18.4 billion in the euro
segment and to $1.5 billion in the dollar segment.

Turnover in the large-deal segment accounted for 38 per cent of the total
volume of euro transactionsin the four maturities handled, compared with 29
per cent in 2002. Average daily turnover rose by 34 per cent to €6.5 billion, of
which foreign intermediaries accounted for more than 64 per cent.

The intermediaries trading on the market numbered 183, of which
52 were foreign and resident in 16 different countries. Ten central banks,
including the European Central Bank, are members with observer status.



The overnight indexed swap market (e-MIDER)

Trading on the market in overnight indexed swaps operated by e-MID
S.p.A. grew by 24 per cent in 2003 despite the low volatility of short-term
interest rates. Average daily turnover rose from €1.05 billion in 2002 to
€1.3 billion in 2003; in the first quarter of 2004 it rose to €1.7 billion.
The average contract lot was €230 million, compared with €252 in 2002,
thus confirming the major role played by large banks. At the end of March
2004 there were 58 dealers trading on e-MIDER, including 27 foreign
intermediaries.

Central securities depositories

Monte Titoli maintained its position as Europe’s third largest central
depository by value of securities held. Securities deposited with the
Euroclear group rose in value by 9 per cent in 2003, to around €12 trillion,
and those deposited with Clearstream International by 6.3 per cent to €7
trillion. At the end of 2003 Monte Titoli held financial instruments with a
market value of €2,043 billion, 5.9 per cent more than ayear earlier, and a
face value of €1,643 billion, compared with €1,575. Government securities
fell from 68 to 66.5 per cent of the total, whereas private sector bonds
rose from 23.5 to 24.6 per cent. Shares, warrants and foreign securities
remained broadly unchanged at 8.2 per cent of the total. The share of
financial instruments held by means of the ten links existing with foreign
central depositories was steady at 0.7 per cent.

The total number of participants fell from 1,916 to 1,869, with that
of issuers increasing from 1,346 to 1,396 and that of intermediaries falling
from 570 to 473. The number of participating banks decreased from 317 to
253, investment firms from 64 to 39 and stockbrokers from 13 to 5. Eleven
foreign intermediaries participated in the system. The number of custody
and settlement accounts increased from 35 to 100 and to 157 at the end of
March this year with the launch of Express II.

Settlement of transactionsin securities

On 8 December Monte Titoli launched the new Express Il system.
Introduced initially for bonds of private issuers and international bodies, it
was extended to al other financial instruments as of 26 January 2004. The
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system is composed of a net and a gross settlement service. The first has
two cycles: night-time, for the majority of transactions, and day-time for
those not settled earlier. At the end of the day-time cycle transactions still
awaiting settlement are transferred to the gross settlement service.

The new system has numerous advantages. It is as efficient as
multilateral netting in terms of liquidity saving; it ensures the prompt
closing of the settlement phase even when there are transactions for
which cash or securities are lacking by allowing these to be handled on a
“delivery-upon-payment” basis; from the very first day of operation cash
and financia instruments released by the settlement process have been
available for re-use; and, finadly, participants have automatic access to
intraday financing from the Bank of Italy.

Monte Titoli designed Express Il according to the principles laid
down by the authorities in compliance with international standards, with
the active contribution of potential participants, such as Italian and foreign
intermediaries, market operating companies and firms providing services
for Italy’s marketplace. It has been passed as complying in full with the
ECB’s standards for the settlement of Eurosystem credit transactions.

Between 26 January and 31 March 2004 the average daily value
of transactions settled was €187 billion, which isin line with the figure
recorded for the gross settlement system. The night-time netting cycle
accounted for 90.3 per cent of the transactions handled, the day-time
for 5.5 per cent and the subsequent gross settlement for 2.3 per cent.
Only 1.9 per cent of transactions were not settled on the expected day.
At the end of the firs quarter of 2004, there were 143 intermediaries
participating in Express Il, of which 7 by remote-access. 122 banks,
16 investment firms, 2 central counterparties, Poste Italiane S.p.A., the
Bank of Italy and the Ministry for the Economy and Finance.

The gross settlement system. — 2003 was ayear of growth, with increases
in both the value and number of transactions. The system kept up its smooth
performance. The daily average number of transactions settled rose from 402
in 2002 to 466 and their daily average value from €4,368 million to €4,973
million. Asin the past, the system was used predominantly for transactions
in government securities, which made up 85.2 per cent of total settlementsby
value and 28.5 per cent by number, while shares accounted for respectively
10.5 per cent and 66.9 per cent. Over-the-counter transactions represented
85.7 per cent of the value handled, compared with 79 per cent in 2002,
and monetary policy operations 14.3 per cent (21 per cent in 2002). The
concentration of transactions per participant increased, with the percentage
handled by the top five rising from 76.5 to 78.2 per cent.



In the first quarter of 2004, with the addition of transactions coming
from the net settlement cycles, the pattern of operation changed. The
flexibility of Express |, which can also handle failures, meansthat activity
peaks after the transfer of transactions not settled during the day-time
cycle. This naturally increases the length of the queue and the average
settlement time.

Clearing and guarantee systems

Inthe sameway as other major clearing houses, Cassadi compensazione
egaranziaextended its central counterparty serviceto the cash share markets.
The change was madein May 2003 and led to a substantial growth in overall
activity. In 2003 it handled 17.7 million derivatives contracts and 23.7
million cash transactions. The notional value of the contracts concluded on
the Italian Derivatives Market (IDEM) fell by 17.6 per cent to around €777
billion, despite the 2.8 per cent rise in number. At the end of the year the
members numbered 140, of which 78 operated in both segments. The number
of remote-access dealers went up from 21 to 39.

In conjunction with the extension of the central counterparty service
to the share market, Cassa di compensazione e garanzia also introduced
a default fund for the spot and derivatives markets as a further means of
containing risk. The fund will increase the amount of resources availablein
the event of a participant’s insolvency.

With the launch of Express Il the Cassa took steps to ensure the final
settlement of transactions by providing for mandatory execution procedures
in the event of settlement failures caused by lack of the securities (buy-in)
and lack of cash (buy-out).

On 8 March 2004 Borsa Italiana S.p.A. wound up the Contract
Guarantee Fund and on 24 March took over the operation of anew fund set
up by the TLX market for covered warrants and certificates. The Settlement
Guarantee Fund, which amounted to €34.8 million at the end of 2003,
compared with €36.9 million in 2002, was closed on 26 January 2004 when
Express |1 went live.

Theregulatory framework

The ESCB and the CESR have nearly completed work on the definition
of common standardsfor European clearing and settlement systemsbased on
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the G-10/10SCO Recommendations. The new standards aim to harmonize
national legisation governing fundamental aspects of the systems, such
as the legal and regulatory framework, efficiency requirements, rules of
operation, risk control, access requirements, corporate governance and
user relations, oversight and cooperation between authorities, business
continuity and transparency.

InApril 2004 Directive 2004/39/EC on marketsin financial instruments
was adopted, replacing Directive 93/22/EC on investment services. In order
to increase competition in the supply of trading services, member states
are no longer alowed to impose the concentration of trading in listed
securities on regulated markets and the directive establishes uniform rules
for the execution of orders, applying both to transactions on a regulated
market or an electronic platform (Multilateral Trading Facility or MTF)
and transactions carried out within a bank or investment company (known
asinternalization).

The extension of pre-trade transparency obligations to banks and
investment firms was fiercely debated before a compromise was reached,
making them applicable to banks and investment firms that systematically
internalize client orders when trading — in quantities not above standard
market size — liquid shares that are traded on regulated markets.

AgaininApril the European Commission issued anew communication
to the European Council and Parliament on clearing and settlement in the
European Union. Among other thingsit callsfor aproposal for aframework
directive guaranteeing the freedom to supply such services within the EU
subject to compliance with standard requirements. Consultation on the
communication will end on 30 July and in 2005 the Commission will
announce its final decision regarding the guidelines and measures to be
adopted.

Inpreparationforthelaunch of Expressl|, thepart of Consob Regulation
11768/98 (issued in agreement with the Bank of Italy) concerning market
insolvency was amended. On 20 October 2003, in agreement with Consob,
the Bank of Italy designated Express |1, pursuant to Legidative Decree
210 of 12 April 2001, in order to guarantee that transfer orders entered
into the system before the opening of an insolvency procedure involving a
participant were final, that is to say binding and enforceable in respect of
third parties, including the bodies in charge of the procedure.

Consob has also made important amendments to Regulation 11971/99
on issuers and Regulation 11768/98 on markets to allow regulated markets
to list financia instruments already listed on another regulated market
without an application from the issuer.



Supervision of market operating companies

Supervisory activity focused on monitoring compliance with
regulations, the adequacy of organizational structures, the efficiency of
operation and the correct management of risks. In order to ensure the
coherence of market operating rules with the overall regulatory framework
and theobjectivesof supervision, the Bank provided opinionstotheMinistry
for the Economy and Finance regarding amendments to the operating rules
of MTS and to the ministeria decree authorizing BondVision.

In September 2003 the Bank, in agreement with Consob, approved
amendments to the operating rules of Monte Titoli and Cassa di
compensazione e garanzia to bring them into line with the new services
offered.

In its supervisory activity the Bank of Italy paid special attention to
organizational issues and business continuity; it sought to make supervised
companies more aware of these aspects of management and called for
tighter internal controls and improved efficiency and security.

Meetings with the companies supervised again offered a useful
opportunity for discussion, facilitating dialogue with corporate officers
about theimplications of new projectsfor the company and the examination
of single issues and technical problems.

The supervision of trading and post-trading systems also involves
a mgjor commitment to real time control and analysis to ensure smooth
operation and monitor specific risks. Quantitative indicators have been
developed for this purpose.

With the international expansion of supervised markets the Bank of
Italy was called upon to examine more than 50 applications from non-
resident intermediaries, mainly to participate in BondVision. In over
30 cases it was necessary to exchange information with the competent
authorities of the home country.
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PAYMENT SYSTEM OVERSIGHT AND SERVICES

In 2003 central banks stepped up their efforts to harmonize policies
and measures to cope with the risks and seize the opportunities inherent in
the extension of markets and in technological advances. These trends are
especialy significant in Europe, given the completion of the single market
in payment services, the integration of infrastructures and the enlargement
of the EU.

The Bank for International Settlements undertook a survey of the
oversight methods used by central banks, designed to produce an overview
of policies and methods of intervention.

Increasing attention was paid to strengthening payment system
infrastructures. The BIS's experience in setting standards for systems
reliability and efficiency was extended to countries outside the Group of
Ten. A revision of the cooperative oversight of SWIFT was begun; as part
of the strategy for containing major risks, special attention was paid to the
measures adopted by SWIFT itself and the related policy action designed
to ensure business continuity. The oversight authority strengthened its
involvement in international action against money laundering and the
financing of terrorism, given the danger that payments systems might be
used for that purpose.

In Europe the main focus was the definition of alegal and operational
framework that woul d guarantee stability and efficiency for the devel opment
of the single market.

In large-value payments, work on the second-generation TARGET?2
system was intensified. The project will provide intermediaries with
innovative high-tech operating procedures, reducing the costs of technical
decentralization while still recognizing national specificities. The projectis
essential to the competitiveness of the European financial marketplace.

On the retail side, the banking industry’s work on the Single Euro
Payment Area proceeded. Central banks strengthened their cooperation
with the market to spur banks to make up for delays in implementation.

In June 2003, after a public consultation, the Eurosystem adopted a
common methodology — oversight standards — for the classification and



evaluation of the efficiency and reliability of retail euro payment systems.
The aim is to harmonize the national central banks oversight activities
in this field. Work to enhance the efficiency and reliability of innovative
payment instruments continued; in May 2003 the Eurosystem issued its
report “Electronic Money System Security Objectives’.

The European Commission went ahead with the devel opment of anew
legal framework for European payments, designed to overcome national
fragmentation. Study of the impact of Regulation 2560/2001 was stepped
up in order to eliminate remaining differences between the charges for
national and cross-border payments within the EU.

Within Italy, guidance and control were strengthened in February 2004
by a document laying down standards for the exercise of payment system
oversight. In cooperation with the other competent authorities and with the
banking industry, the Bank of Italy continued work on the modernization of
the large-value, retail, and public administration payment systems.

In the sphere of large-value payments, the Bank of Italy’s leading
role in the TARGET?2 project testifies to the technological and functional
excellence of its New BI-REL system, which was acknowledged by the
IMF in its evaluations of national payment systems. Banks have made
efficient use of the system’s liquidity management functions, especially
after the start-up of the new Express |1 securities settlement system.

Oversight was intensified through projects to upgrade the quality and
security of payment infrastructures and retail payment instruments and to
adapt the Italian system to European standards. With a view to innovation,
more highly articulated plans were drawn up to encourage greater use of
new technology in the provision of payment services to firms, in paralel
with work to complete the legal framework for the dematerialization of
trade documents.

Action to extend the use of new technology in public payments
continued in 2003 with the ongoing implementation of the strategic
guidelines for the development of the public administration payment
system and the information system for the transactions of public sector
bodies. The public payment system achieved a major step forward with
the extension of electronic credit transfersto the payment of statesalaries
and pensions. On the information side, the operational codesfor receipts
and payments already being used by central government departments
are now being extended to local offices of central government and to
local authorities. When the information system isfully phased in, which
the Ministry for the Economy has scheduled for 2005, it will provide
the Ministry with prompt and compl ete information on the cash flows of
public sector bodies, for purposes of monitoring.
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Oversight activities

The legal framework. — In implementation of Article 146 of the
Consolidated Law on Banking, on 24 February 2004, after hearing the
opinion of the ECB and consulting with the main domestic payment
players, the Bank of Italy issued its framework guidelines for the exercise
of payment system oversight. Characterized by transparency and consistent
with the principles established by international fora, the guidelines specify
the objectives of the oversight function and the corresponding obligations
of payment system participants in the various sectors relevant for the
regular functioning of the payment system.

The guidelines specify the aims of oversight, setting objectives for
reliability (essentially, the prevention of operational and settlement risk)
and for efficiency (gauged by the speed and cost of the entire money transfer
cycle). They underscore the importance of interaction among all parties
involved in the production and provision of payment services (end-to-end
approach). The scope of the oversight function coincides with “important”
payment systems, their infrastructure and non-cash instruments, both
traditional and innovative. Responsibilities and obligations towards the
oversight authority depend on participants' activities, not their status (i.e.
whether they are financial or non-financial institutions).

The new rules impose information requirements on system
participants, some to be fulfilled at participants own initiative and some
at the authority’s request. The Bank of Italy is empowered to make public
any information that needs to be generally known. Participants must report
any initiatives relevant for the functioning of payment systemsto the Bank,
including advance submission of any codes of conduct or self-regulation,
so that the Bank can judge their consistency with the general purposes of
oversight.The framework provision applies immediately, but the Bank of
Italy may issue more detailed instructionsin the future in areas of particular
interest, consistent with its other regulatory actions.

Traditional payment instruments. — The number of transactions settled
using bank and postal payment instruments increased by 3.7 per cent in
2003. Bank payment instruments, which account for most of the total,
displayed divergent trends in the main components. The number of cheques
and bankers' drafts continued to fall (by 6.3 per cent), while automated
credit transfers increased by 6.6 per cent and direct debits by 3.2 per cent.
The most commonly used instrument was debit cards, with 570 million
POS transactions, an increase of 8 per cent. The number of debit cards
remained roughly unchanged at 25 million.



The supply of credit cards issued by intermediaries expanded
substantially, owing more than in the past to consumer credit programmes
and customer loyalty promotions (co-branded cards, fidelity cardsand so on).
The number of cardsrose by about 1 million to 12.5 million at the end of the
year, and the number of credit card transactions increased by 4.4 per cent.

The number of ATM cash withdrawals increased by 2.8 per cent,
much lessthan in 2002, when they had been powerfully spurred by the dual
circulation of liraand euro at the start of the year.

The supply of postal payment instruments requiring a postal current
account also increased last year. The number of postal accounts rose by
800,000 and from 48 to 61 per thousand inhabitants. The very widespread
branch network of the postal system fostered growth almost everywherein
Italy, and most of all in the South. The main factor behind the increasing
popularity of postal accountsislow cost, which offers an incentive for their
use by means of payment instruments that are now fully interoperable with
those of the banking circuit.

Agan last year the Bank of Italy, through its branches, conducted
a survey at commercial banks main offices and a sample of branches
concerning the procedures and charges for the two most common payment
instruments (cheques and credit transfers). The results are made public and
also serve as a basis for oversight activities. The 2003 survey found some
tendency among banks, partly at the Bank of Italy’s urging, to simplify
and make more transparent the terms for payment services and to begin
shortening execution time.

Table 67

HANDLING TIME FOR CHEQUESAND CREDIT TRANSFERS
(number of working days)

Average Minimum Maximum
2001 2002 2003 2001 2002 2003 2001 2002 2003

Cheques

Value date ............ 3.9 3.9 4.0 2.2 2.1 2.1 6.1 6.9 6.1

Availability of funds 6.6 6.8 6.4 55 5.6 54 7.9 7.9 7.5

Finality ......cccoc..... 9.4 9.6 9.3 8.1 8.4 7.9 10.0 11.0 10.5
Credit transfers

Value date ............ 2.1 2.3 2.0 1.9 2.1 1.8 45 4.0 2.8

Availability of funds 25 2.0 2.4 1.9 1.3 1.9 3.8 2.9 3.7

Source: Surveys conducted in March 2002, 2003 and 2004 (data for 2003 are partly estimated).

In March 2004 the “Patti chiari” agreement sponsored by the
Italian Bankers' Association set 8 working days (to be reduced to 7 in
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October) as the time limit for making the funds from negotiated cheques
available to the beneficiary. The establishment of this maximum, within
which the terms offered by individual banks must fall, represents an
advance in certainty of collection and information to customers. There
is considerable room for improvement here, in view of the high degree
of automation and the possibility of shortening the interbank settlement
cycle, which could be brought into line with the approximately 3 days
that cheques clearance takes in the advanced countries where cheques are
most commonly used.

On credit transfers, the Bank of Italy encouraged the banking system
to enact self-regulation to bring Italian credit transfers up to the standards
of certainty and transparency laid down at European level and embodied
in the Credeuro convention. A survey of bank branches in 2003 found
that the average charge for cross-border credit transfers was €22.50 for
outgoing and €16.80 for incoming payments. Cross-border payments were
thus more expensive than domestic credit transfers, in part because this
area is not fully automated (which is essential to equalize the charges)
and in part because the number of transfers remains small. The number of
domestic credit transfers carrying incomplete bank account identification
data remains large (nearly 10 per cent of the total). The lack is discovered
only when the amount is actually credited to the beneficiary, so that the
funds must then be placed in a transitory account and their availability to
the beneficiary isthus delayed (by an average of two extra days).

Payment card fraud is the object of specia attention from the
authorities and from operators in view of their growing use, including
for online transactions. In parallel with the actions undertaken by the
European Commission and the ECB, domestic oversight activity has
been intensified with interventions vis-avis associations and circuit
operators. The effectiveness of oversight is enhanced by the strengthening
of the information base. The data available indicate that payment card
fraud involved less than 1 per mille of total transaction value in 2003.
In cooperation with the Bank of Italy, CoGeBan, the operator of the
Bancomat/Pagobancomat debit card circuit, warned the banks against the
most common frauds (the cloning of cardsin Italy for use at ATM and POS
terminals abroad) and recommended special security measures.

Innovative payment instruments. — The legal framework for electronic
money has been finalized. The aimisto direct the market towards solutions
that ensure security. In line with the tendency of the Eurosystem, action was
taken to sensitize those responsible for system-wide initiatives (CoGeBan,
the postal payment circuit) to make sure that they are consistent with the
EMSSO report.



Internet payments (via card or credit transfer) increased their share of
the total substantially in 2003 thanks to lower costs, incentives for on-line
purchases, and the spread of e-banking. Internet transactions using credit
cards (the most common instrument) accounted for 7.4 per cent of all credit
card transactions. Credit transfers ordered on-line numbered 15 million, or
4 per cent of all credit transfers, more than twice as many as in 2002. The
number of on-line payments using prepaid cards and e-money quintupled
to more than 60,000.

In January 2004 the Bank of Italy published a report on innovation in
electronic payments (“ Leinnovazioni nel sistemadei pagamenti elettronici:
luci ed ombre nella diffusione delle tecnologie dell’informazione e della
comunicazione”). The findings were discussed at a conference with
the parties involved — public ingtitutions, economic agents, business
associations — to judge the adequacy of current policies to overcome the
legal and regulatory, technical and organizational obstaclesto the spread of
electronic payment services and e-commerce.

A study was begun of the growth of electronic invoicing in Italy, to
determine the degree of integration with the banking system’s payment
and collection procedures. It isincreasingly believed that recent technical
and regulatory developments offer significant opportunities in this area,
favouring complete automation of the trade and financial cycle. This
process postulates effective intersectoral liaison to determine the needs
of the various operators and to develop common rules and standards. The
project, with its expected benefits for the efficiency of corporate payments,
is central to the Bank’s payment system oversight strategy.

Efficient use of on-line payment services by firms requires major
advances in integration of trade and financial flows, which have
traditionally been handled separately, resulting in costly and uncertain
accounting reconciliation within firms and in their relations with banks. In
an integrated vision, acrucial roleis played by the processing of invoices,
which are essential both in trade and in financial relations.

A recent survey of a substantial sample of large manufacturing
and service corporations found that there is very ample room for
improvement in the integration of payment procedures between
businesses and between the latter and banks. With a few significant
exceptions, electronic invoice exchange is still marginal (about 5 per
cent of all invoices). Fully automated processes from order to settlement
and reconciliation are practically non-existent. Despite the cooperative
procedures introduced in the last decade (above all interbank corporate
banking), payment and collection still rely on a variety of different
procedures based on dedicated infrastructures, which means banks
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and firms may have costly invoice processes that differ according to
counterparty. There is a lack of common standards functional to the
automation of reconciliation of accounting entries with bank current
accounts. Another finding was that electronic billing is more common in
the “buyer cycle” (purchasing) and mainly at firms with a high degree
of automation and relatively few suppliers; in the “seller cycle” (sales)
there is apparently insufficient incentive for systematic introduction of
such processes.

Payment infrastructures and systems. — The Bank of Itay’s
intervention to guarantee the regular functioning of payment systems and
structures was broadened in 2003, in line with the increased importance
attributed internationally to the prevention of operational risks, including
those of systemic relevance. Within the Eurosystem shared oversight
policy, monitoring was begun on the activities of the Interbank Company
for Automation (SIA) as provider of the technologica infrastructure for
STEP2, thefirst pan-European automated clearing house. The Bank of Italy
acted to verify that the SIA’'s system met the requirements of the system
operator (EBA) and international standards. To these ends the reference
parameters for significant infrastructures were laid down in the regulations
implementing Article 146 of the Consolidated Law on Banking.

Private quasi-systems, long a focus of oversight activity, took on
increased importance, also ininternational fora. The new settlement system
of the Central Credit Institution for Rural and Artisans' Banks (ICCREA)
became fully operational last year. The ICCREA system is particularly
complex owing to the volume of funds handled, the large number of
participants (about 400, mostly tiny mutual banks) and the infrastructure
(regional EDP centresin support of the mutual banks' operations). ICCREA
itself iscrucial, handling the bulk of transactionsinvolving Italy’s extensive
system of cooperatives and performing settlements for its member mutual
banks both among themsel ves and with outside counterparties.

Oversight activity to prevent major risks was stepped up in the course
of 2003. Analysis of potentia system-wide solutions was conducted
in cooperation with the other relevant functional areas of the Bank. A
preliminary version of the guide to the requirements for guaranteeing
business continuity was drafted for joint examination together with the
operators of systemically important payment infrastructures.

At the behest of the Bank of Italy, last year ABI completed its FARO
project to monitor the functioning of the ATM circuit. The project supplies
users with information on the circuit and permits real-time checks on
malfunctions. The circuit manager, authorized centres, termina operators
and banks can thus intervene promptly in case of problems. The interest



of the oversight function lies in the fact that the project will improve the
overal reliability of this very widely used circuit. Analogous reasons
counsel the extension of monitoring to the POS system.

Direct provision of payment services

Cash settlement. — The flow of funds handled by the Bank of Italy’s
clearing and settlement systems amounted to nearly €36 trillion in 2003,
or 27.5 times Italian GDP. This was a dlight decrease compared with 2002.
The BI-REL gross settlement system handled 86.2 per cent of all payments,
about 45,000 transactions a day, worth more than €130 billion. Payments
channeled through the BI-COMP retail clearing system accounted for 7.9
per cent and the multilateral cash balances generated by the securities
net settlement procedure and the new Express Il securities net settlement
system for 5.9 per cent.

The average use of intraday liquidity in BI-REL decreased with
respect to 2002 by 20 per cent to €2.4 hillion a day, or just 2.4 per cent
of the value of the total settlement flow and 20.2 per cent of the value of
securities pledged as collateral. The latter was reduced by 20 per cent, once
again reflecting concentrations and the rationalization of banks' cash-flow
management. In the first quarter of 2004 the use of intraday liquidity rose
by more than 50 in concomitance with the launch of the new Express Il
securities settlement system.

Sart-up of New BI-REL. — The New BI-REL gross settlement system
went into operation on 16 June 2003. It allows for moreflexible, interactive
management of payments in the course of the day, thanks to new facilities
for intraday liquidity management and technology in line with international
standards.

The number of direct participants diminished, but this did not
significantly alter the degree of concentration of payments either by single
participant or by banking group. There thus does not appear to have been
any increase in liquidity risk or operational risk.

In the first three months of operation of Express Il, the value of the
multilateral debit balancesfor the two clearing cycles averaged €8.9 billion
aday, €6.4 billion of this settled during the overnight cycle. This exceeds
the average debit balances of €5.8 billion generated by the Bank of Italy’s
securities net settlement procedure in the corresponding period of the
previous year.
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Table 68

LARGE-VALUE GROSSAND NET SETTLEMENT SYSTEMSIN THE EU
(average daily flows in billions of euros)

2002 2003
Total
TARGET TARGET percet-
System and country age
change
Domestic| /0SS | Cross: Total | Domestic| C'OSS | Cross- Total  [2003/2002
) bordgr ) bordt_er e o) bordgr ) bordgr e
outgoing | incoming outgoing | incoming
Gross settlement
(TARGET)
(12211 64.1 34.5 34.4| 133.0 63.9 33.2 33.2| 130.3] -2.1
Germany .........c...... 360.1| 129.3| 129.4| 618.8| 363.6| 140.5| 140.5| 644.6 4.2
France ........ccccoeen.n. 287.4 68.9 68.9| 425.2| 302.3 75.5 75.5| 453.3 6.6
Spain ...occveeiiees 231.0 17.8 17.8| 266.6| 255.2 20.1 20.1| 2954 10.8
Netherlands ............ 37.6 45.0 45.0| 127.6 37.2 46.6 46.6| 130.4 2.2
Other EMU ............. 59.7 91.9 91.9| 2435 61.7| 108.0( 108.0| 277.7| 14.0
Total EMU .................. 1,039.9| 387.4| 387.4|1,814.7|1,083.9| 423.9| 423.9|1,931.7 6.4
Non-EMU countries 26.4 97.6 97.6| 221.6 29.4| 113.0| 113.0 2554 15.2
Total EU ......cceeeeinnnnns 1,066.31 485.01 485.012,036.3|1,113.3] 536.91 536.912,187.1 7.4

Net settlement

Paris Net Settlement
(PNS) v 78.3 70.5| -10.0

Servicio Espafiol de
Pagos
Interbancarios
[C1=12] ) T 1.2 1.2 0.0

EBA Euro Clearing
System (Eurol) 188.2 175.4| -6.8

Total other systems . 267.7 247.1| -71.7

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.

Analysis and adaptation of payment systems. — In June 2003 the IMF
assessed BI-REL’s compliance with the Core Principles for Systemically
Important Payment Systems laid down by the BIS and adopted by the
ECB Governing Council. The exercise formed part of a broad programme
of assessment aimed at emerging and industrial countries alike. The IMF
was helped by the availability of the Bank of Italy’s own self-assessment.



The outcome was largely satisfactory. The IMF gave a positive judgment
on BI-REL'’s efficiency, especially in terms of system services and ease of
use by participants, and on its technical and operational security. The IMF
also judged that the introduction of New BI-REL would further strengthen
Italy’s real-time gross settlement system.

As for security and technical and operational reliability, an analysis
of operational risks for BI-REL/TARGET (so-called risk analysis) was
performed, using anew methodol ogy developed by the ESCB. The analysis
found a highly satisfactory degree of operational risk control.

TARGET2. — In October 2002 the ECB Governing Council approved
the guidelines for the future European payment system TARGET2. In July
2003 the Bank of Italy, the Bundesbank and the Banque de France notified
the President of the ECB of their decision to work together to develop
the single shared platform for TARGET?2, which all the other NCBs said
they intended, in principle, to join. Over the months that followed these
three central banks continued their work to define the architecture and
the functional features, the organization of the project and the role and
responsibilities of each central bank in the various phases of development
and operation of the single shared platform.The initiative sped up the
realization of the new system, and there is now a strong likelihood that
TARGET2 will consist from the outset solely of the shared platform
created by the central banks of Italy, Germany and France.

The TARGET2 project is crucia to the entire European financial
marketplace. To reduce operational risks and contain costs, migration from
the national RTGS systems to the single shared platform will be gradual,
starting in January 2007.

Securities: the LDT net settlement procedure. — The value of the
securities handled by the securities net settlement procedure amounted
to €34.7 trillion in 2003, €1.6 trillion or 4.8 per cent more than in 2002.
The increase was entirely due to greater turnover in government securities.
Trading in shares settled through the procedure came to €1.2 trillion, 6.7
per cent less than in 2002. On 23 January 2004 the Bank of Italy wound
up its securities net settlement procedure. From that date, Monte Titoli
operates the Express |1 system for both gross and net settlement.

Securities: gross settlement. — Payments via BI-REL in settlement of
the cash leg of over-the-counter securities transactions handled by Express
increased in 2003. The average number of daily payments rose from 360 to
410 and their value from €3.4 billion to €4.2 billion.
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The use of securities as collateral. — The volume of securities posted
as collateral for Eurosystem monetary policy operations and intraday
liquidity increased by 22 per cent, from a daily average of €689 billion to
€730 billion. The trend towards greater use of foreign securities continued,
the latter making up 36 per cent of the securities pledged, compared with
28 per cent in 2002 and 22 per cent in 2001. The increase involved both
the Correspondent Central Banking Model (CCBM) and bilateral links
between national central securities depositories.

The Bank of Italy continues to play a major role as correspondent
central bank within the CCBM, handling nearly a quarter of the securities
used as collateral in cross-border lending.

Correspondent banking services and cashier’s cheques. — Therewas a
significant increase in the Bank of Italy’s correspondent banking services
in 2003 in connection with the start-up of payments to residents in other
EU countries on account of Italian government entities. The number of
payments rose from 11,500 to 24,200. Activity involving central banks and
international organizations remained stable; at the end of the year these
bodies held 51 correspondent accounts with the Bank of Italy.

The payment of pensions to Italian residents on behalf of the
Deutsche Bundesbank was initiated in 2004. The Bundesbank opened a
correspondent account with the Bank of Italy using the BI-REL platform
for straight-through processing.

The interbank database on irregular cheques and payment cards. — At
the end of last year the database, which began operation in June 2002,
contained 244,972 reports of unpaid bank and postal cheques worth €947
million. This represented an increase of 39 per cent in number and 49 per
cent in value with respect to the end of 2002. The cheques averaged €3,865,
compared with €3,619 ayear earlier. Households were responsible for two
thirds of the bad cheques (54 per cent by value). Asin the previous year,
reports were concentrated in the South and the island regions according to
both number and value, while the North-East remained the area with the
lowest incidence.

Measured in proportion to the value of all cheques written, the worst
misuses of cheques appear to have abated. In 2003 the value of unpaid
cheques fell significantly, from 0.84 per cent to 0.65 per cent of the total,
for the decile with the highest bad cheque ratio. The continuation of the
trend would suggest that the database has effectively deterred improper use
of cheques.



Government payment services. — The aims of the Bank of Italy last
year were to extend the use of the new technology for government payment
services and integrate state treasury management with interbank payment
procedures; to modernize the legal framework in which the state treasury
service operates, and to construct the information system on public
agencies’ collections and payments. The latter will provide the Ministry for
the Economy with prompt, full data on the payments and receipts of public
bodies.

Significant advances were made on the project for the Computerized
Public Administration Payment System. After the legal framework was
finalized, standing payment orders were dematerialized. Starting in January
some 16 million salaries worth €22.7 billion were converted to electronic
payment. In October the new system was extended to pensions charged to
the central government budget; this will involve some 5 million payments

yearly.

The use of telematic networks gave added impulse to the integration
of state treasury management with the other components of the payment
system. Interbank procedures were used to make 91 per cent of the 44
million state treasury payments effected during the year. Using the unified
tax payment form, credit transfers worth €348 billion were made, 64.5 per
cent (€228 hillion) in connection with central government tax receipts.

Agreements were concluded assigning to the Bank of Italy the cashier
service for government fiscal agencies for the next three years. The Bank
has adopted a new degressive fee schedule for these services, which allows
for areduction in the fixed charge and the application of the same schedule
to agencies with significantly different transaction volumes.

The Bank of ltaly’s payments on account of government fiscal
agencies and of the Advanced School for Economics and Finance increased
by 10 per cent, from 200,000 in 2002 to 220,000 last year; their total value
came to €1.3 billion. The bank continued to make payments of temporary
benefits to some categories of beneficiaries on behalf of INPS. In fact, the
number of such payments jumped from 781,000 to over 3.2 million. An
agreement governing this service is being finalized.

With the new procedures for state collections and payments abroad
under Presidential Decree 482 of 15 December 2001, the Bank is mandated
to execute transactions within the EMU. Last year this service involved
some 10,000 payments, mostly ordered by the Foreign Ministry and
executed via TARGET, in addition to 6,500 pension payments by the
Ministry for the Economy through correspondent banks. Another 13,000
payments were ordered by the revenue service for VAT refunds to EMU
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residents, for which the Bank temporarily relies on the Italian Foreign
Exchange Office.

The Bank is also executing pension payments abroad on behalf of the
public employees pension administration pending an agreement with that
ingtitute as provided by Presidential Decree 482/2001.

The Ministry for the Economy’s project for reordering the regulations
governing state treasury operations was broadened to adapt the rules to
new instruments and procedures and to incorporate changes connected
with telematic procedures. In 2003 the Ministry, with the cooperation of
the Bank of Italy, completed itsrevision of theinstructions on the closure of
the state budget accounts for the fiscal year and on government securities.

Asthebody responsiblefor the state treasury service, the Bank of Italy,
in cooperation with the Ministry for the Economy, continued devel opment
of theinformation system for public sector bodies’ transactions and its data
processing structures. The Bank worked together with Istat and the State
Accounting Office to develop a single code for the institutional units that
fall under the national accounts aggregate of general government (Sector
S13). Active cooperation among the institutions involved can create a
constantly updated database, facilitating statistical comparisons and the
exchange of data on the public finances at European level aswell.

Together with ABI and the banks most active in treasury services,
the Bank of Italy defined the transmission application for data flows for
the information system for public sector bodies' transactions. ABI aso
produced the standard for the local computerized payment order, which
will permit telematic management of the relations between public sector
bodies and their treasurers, significantly improving the efficiency of
banks' cash management. The standard was approved by the centre for the
computerization of the public administration and by the Bank of Italy as
payment system oversight authority.

The Ministry for the Economy intends to have the information system
for public sector bodies transactions operational in 2005. When fully
phased in, it will give the Ministry prompt and complete information on the
cash flows of the entire public sector and permit monitoring, in the course
of the year, of the public finance indicators relevant for EMU.



THE GOVERNOR’S CONCLUDING REMARKS

The Bank of Italy has proceeded in its drive to make the organizational
and technical innovations that will improve the performance of its duties
at national and local level and the carrying out of its increasing tasks in
international fora.

Within the European System of Central Banks the Bank has contributed
to the creation of the new institutional and organizational framework for
the conduct of a common monetary policy in the enlarged EU.

The purpose of the work undertaken by the Economic Research
Department, in collaboration with other departments and the branches
of the Bank, is to study in ever greater depth the cyclical and structural
aspects of our economy within the context of the European and world
economies.

The Bank of Italy’s supervision of the banking and payment systems
was found to be of high quality in the assessment carried out worldwide by
the International Monetary Fund. The report highlighted the professionalism
and integrity of the Bank’s officers, the pillar on which the independence of
this function rests.

Within the Eurosystem we are working alongside the Deutsche
Bundesbank and the Banque de France to build the shared platform for the
new European gross settlement system. Known as Target 2, the new system
will use the most advanced components of the German, Italian and French
procedures; it will be based on our technical infrastructure.

We have undertaken to provide the European Central Bank with
the operational support of the Donato Menichella Centre should it prove
necessary. In the field of banknote production, the Bank of ltaly is
cooperating in every way to improve the quality and security of notes.

Meetings to exchange experiences and arrangements for technical
assistance with countries in Eastern Europe and around the Mediterranean
are constantly increasing. In Naples in January we organized, jointly
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with the European Central Bank, the first seminar of Eurosystem and
Mediterranean countries,

With the agreement of the Ministry for the Economy and Finance
and the participation of the banking system we are completing the far-
reaching programme to modernize the Treasury Payment and Collection
Service.

The Bank’sfinancial statementsfor 2003 show aprofit. Thefallsin the
book values of the Eurosystem central banks' foreign currency reserves as
a conseguence of the appreciation of the euro do not constitute a loss. In
the context of long-term plans, efforts are constantly directed at improving
operational efficiency and reducing costs.

The Bank has always made public the reasons for its decisions. It
systematically accountsfor its findings and actions through the distribution
of reports and studies and in testimony before Parliament.

On behalf of the Board of Directors and the Directorate | wish to thank
al the staff who have worked with skill and self-sacrifice in the service of
the Bank and the country.

The world economy

The monetary expansion

In 2003, asin the previous four years, the expansionary policies of the
central banks of the United States, Europe and Japan boosted the growth of
money above that of GDP at current prices. Official rates were cut during
the year to 1 per cent in the United States and 2 per cent in the euro area,
while in Japan they have long been close to nil.

The money supply in the seven main industrial countries rose from
67 per cent of GDP in 1998 to 75 per cent at the end of 2003. The
interbank accounts of institutions in different monetary areas are
growing fast, as are the deposits of non-resident private-sector clients.
The money supply is also expanding rapidly in China and the other
Asian countries.

Reflecting the growth in the money supply, average yields on long-
term securities in the main industrial countries, adjusted for inflation,
fell from 5 to around 2 per cent between 1995 and 2003. Real short-term
interest rates dropped from 3.4 per cent to close to nil.



The declinein interest rates spread to al markets. In 2003 the margins
between yields on government securitiesin the emerging and the advanced
countries narrowed.

Stock market capitalization inthe main industrial countries, which had
risen to 130 per cent of GDP in 1999, fell to 70 per cent in 2002, largely
owing to the crisisin the high-tech sector. Partly in response to the increase
in liquidity, it returned to 93 per cent at the end of 2003.

Towardsthe end of the 1990s and in thefirst years of the new century it
became possible to gear monetary policiesto sustaining demand after price
stability had been restored in the advanced economies and inflation curbed
in the emerging ones. Inflation expectations had been quelled by tight
monetary policies that were maintained throughout most of the 1990s.

Prices of internationally traded manufactures followed a downward
trend. Non-oil raw material prices decreased up to the end of the last
decade, partly owing to the strong dollar, while those of oil and other energy
sources contracted dlightly until 1998 and then jumped in the following two
years as the world economy rapidly gained momentum.

In the United States the long period of economic growth and expansion
of investment in high-tech sectors came to an end in the autumn of 2000.
The sharp slowdown in economic activity spread to Europe, the other
industrial countries and the emerging economies.

Monetary policy in the United States and Europe has been markedly
expansonary since 2001. From the end of that year the Bank of Japan has been
increasing the monetary base at annual rates of between 10 and 30 per cent.

In 2001 industrial production declined by 5 per cent in the United
States, 14 per cent in Japan, 4 per cent in the euro area and 6 per cent
in Italy. The September terrorist attacks, the international tensions that
followed and the stock market crisis aggravated the cyclical downturn.

The expansion of world trade, which had grown at arate of 12 per cent
in 2000, came to a halt.

The growth of theworld economy in 2002, driven by the US expansion,
was interrupted in the second half of the year by the mounting international
political tensions and subsequently held back by the war in Irag and the
terrorist attacks in Europe and the Middle East.
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The recovery

The Keynesian-style policy adopted by the United States in 2001
revived domestic demand for consumer goods and investment. Economic
growth resumed at arate of 2.2 per cent in 2002 and 3.1 per cent in 2003.

The federal budget moved from a surplus of 2.4 per cent of GDP in
2000 to a deficit of 3.5 per cent in 2003. Correspondingly, in relation to
GDP the financial balance of firms and households gained more than 4
percentage points.

The Federal Reserve cut interest rates on short-term funds by 5.5
percentage points between 2001 and the middle of 2003, putting them at 1
per cent, the lowest level since the Second World War.

Consumption, fostered by the rise in disposable income, increased by
9 per cent in the three years. Investment in residential building, encouraged
by exceptionally low long-term interest rates, rose by 4.9 per cent in 2002
and 7.5 per cent in 2003.

Investment in plant, machinery and transport equipment diminished;
that in the I'T sector increased sharply.

Thanks to labour market flexibility and the massive technology
investments of the previous decade, productivity in manufacturing
continued to rise rapidly even in periods when production stagnated. Unit
labour costs in manufacturing fell by 2.5 per cent in the three years.

Imports remained stationary in the first half of 2003 but rose by
nearly 7 per cent in the second. The cyclical upturn spread to all the other
€economies.

Japan’s gross domestic product grew by 4.1 per cent in the second half
of 2003 and by 2.5 per cent in the year as awhole. In the United Kingdom
the figures were 3.2 and 2.2 per cent respectively.

GDP growth inthe emerging and transition economieswas greater than
in the previous year and particularly strong in China and India. The Latin
American economies began to expand again after stagnating in 2002.

In the euro area, where growth was modest in 2002 and close to nil
in the first half of 2003, the acceleration was less marked. The year closed
with an increase in GDP of 0.4 per cent.



Theexpansion of liquidity, theavailability of financeat low interest rates
and the reduced cost of capital fueled demand for investment, especialy in
the economies with the most efficient markets for factors of production.

In the United States, private-sector fixed investment rose by 4.4 per
cent in 2003, after falling sharply in the two previous years. Low interest
rates also buoyed demand for consumer durables.

In the United Kingdom the cyclical upswing was investment-led. In
Japan demand was sustained by exports and in 2003 by investment.

The growth of the Chinese economy was driven by a 27 per cent
increase in investment at current prices, partly in relation to substantial
inflows of foreign capital.

In the euro arealow interest rates continued to boost home purchases;
capital spending on machinery and equipment declined, asin 2002.

Above al it is uncertain whether the euro area will participate in the
recovery of international trade. Exports were hampered in 2003 by the
appreciation of the common currency and will be again in 2004.

Outlook. Productivity and competitiveness

In the short term world economic activity is driven by the level of
demand.

The present expansion of consumption and investment and the
performance of international trade suggest that the growth of the world
economy in the second half of 2003 is likely to continue this year.

In the United States GDP is expected to grow by around 4.5 per centin
2004. In Japan growth might be as much as 4 per cent; in the first quarter it
amounted to 5.6 per cent, which was more than expected. In the emerging
Asian economies GDP should grow by about 7 per cent, driven by the
robust expansion in Chinaand India.

In the euro area no contribution came from either business investment
or exports in 2002 or 2003. GDP growth this year should exceed 1.5 per
cent.

According to the International Monetary Fund, world economic
growth will be around 4.5 per cent in 2004.

The strength of the recovery is vulnerable to uncertainties stemming
from heightened international political tensions and the risein oil prices.
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The participation of each economy in the expansion now taking shape
at the global level will depend on its competitiveness.

In the United States manufacturing output per employee rose by 4.3
per cent ayear between 1996 and 2003.

The average annual increase in total factor productivity more than
doubled by comparison with the previous two decades under the impul se of
the introduction of new technologies and improvements in the organization
of production.

The rise in productivity is accompanied by population growth
stemming from the positive balance between birth and death rates, which
has declined from 7 to 5.4 per mille in the last ten years, and from flows
of immigrants attracted by the country’s competitiveness and favourable
prospects.

Theincreasein population stimulates consumption and simultaneously
adds to the labour force. The age structure of the population shows a
markedly lower proportion of elderly persons than in Europe and Japan
both now and in the future. A young population with along life expectancy
isthe basis for investment in human capital.

In the euro area investment in new technologies is lower and
productivity growth much slower than in the United States. The natural
rate of population growth isaround 1 per mille; any increase comes almost
exclusively from immigration. The population is aging rapidly.

Improvements in the industrial structure are still held back by
constrictions and rigidities in factor markets.

In Japan the population is aging faster than in Europe, but exports are
growing more rapidly than world trade and twice as fast asimports.

The far-reaching restructuring carried out by large manufacturers
in the final years of the last decade reduced employment by 600,000 but
boosted productivity and profits. Since 2000 employment has fallen by
more than 1,300,000 at small and medium-sized manufacturing firms as a
result of crises and reorganizations. The return to relatively rapid economic
growth in 2003 has had a positive impact on these companies as well.

Investment accelerated sharply last year. Initially focused on
introducing innovation and advanced technologies, it subsequently spread
to the more traditional components. Direct investment by Japanese firmsin
the emerging Asian economies continues.



The potential growth rates of the emerging economies remain very
high. Their gradual shift towards medium and even high-tech goods and
services and their low labour costs pose a competitive challenge for the
advanced economies.

An increasing share of world industrial capacity is coming to be
located in the emerging economies.

The sustainability of the recovery

In the United States the lowering of interest rates, tax cuts and higher
public spending appear to have triggered a new phase of rapid growth.

Gross federal government debt amounted to 58 per cent of GDP at the
end of 2000; it rose to 62 per cent at the end of 2003. The portion held by
the market is equal to just 36 per cent of GDP.

Economic growth will have a beneficial effect on tax revenues. The
Administration has committed itself to reducing the federal budget deficit
from the 4.5 per cent of GDP forecast this year to 1.6 per cent in 2009 by
curbing discretionary spending. The decreasein thedeficit will slow therise
in theratio of debt to GDP and cause it to decline from 2008 onwards.

The financial position of firms has benefited not only from the growth
in demand but also from lower interest expense and tax relief. The ratio of
debt to equity has decreased.

The household saving rate rose back to 2 per cent in 2003. The value
of property holdings reached 185 per cent of disposable income and the
proportion of households that own their home roseto 68 per cent. However,
household debt increased to 108 per cent of disposable income.

In the opinion of most analysts, house prices do not constitute a
speculative bubble. Share prices are not out of line with current and
expected dividends and interest rates.

With the disappearance of all signs of deflation, official interest rates
are expected to return to normal levels before long.

The repercussions on the economy and whether they are positive or
negative will depend on how markets and economic agents perceive the
significance of the increase and on its effect on expectations.

The recovery in employment is hel ping to sustain consumption.
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The rise in investment in information technology, the increase in
productivity and the good financial position of firms should ensure the
continuation of rapid growth despite the expected rise in interest rates.

One factor of risk is the state of the external accounts. The current
account deficit is of the order of 5 per cent of GDP; two thirds of itisdueto
the difference between the rate of growth in domestic demand in the United
States and in the rest of the world. Net foreign debt is now more than 25
per cent of GDP,

Until now the external deficit has been financed by substantial inflows
of capital intheform of direct and portfolio investment. Inthelast two years
Asian countries have increased their purchases of US Treasury securities.
American multinationals are still investing heavily in the emerging
economies in order to take advantage of lower labour costs. The volume of
short-term dollar-denominated assets held by the rest of the world hasrisen
continuougly.

The dollar has depreciated by 11 per cent since February 2002; the
competitiveness of the US economy has improved in equal measure.
Massive purchases of dollars by Asian central banks have slowed the
depreciation. Theincreasein US net foreign debt in dollars has been curbed
inthelast two years by the weakening of the currency. Given the elasticities
with respect to prices, the reduction in the current account deficit that will
result from the lower level of the dollar does not appear to be decisive; over
two yearsit can be estimated at around 1 percentage point of GDP.

Since the spring of 2002 the effective exchange rate of the yen has
risen by 6 per cent; competitiveness has remained broadly unchanged. The
euro has appreciated more sharply; the euro area’s competitiveness has
fallen by 17 per cent in two years.

The recovery of the world economy and the rapid growth of the Asian
countries have put increasing pressure on commodity markets.

Although the rises in metal prices are not out of line with their
behaviour in previous expansionary phases, in real terms oil prices have
returned to the high levels they reached at the end of 2000, when the
last expansion peaked. Prices are affected by the political tensions in the
Middle East.

The lower energy intensity of output compared with previous decades
and the growth in activities and investment of an intangible nature will
help contain the impact of rising energy prices on inflation and growth
in the industrial countries. The effects could be greater in the emerging
€conomies.



The * Millennium Development Goals” and poverty reduction

Achieving rapid and sustained world economic expansion requires
faster growth in Europe and, above al, progress extending to the backward
economies.

For the poor countries, integration into the world trade system is
essential.

Value added in these countries is formed primarily in the agricultural
sector. Restrictions on trade in agricultural products and farm subsidies in
the more advanced regions are equivalent to imposing tariffs of the order of
25 per cent on imports from the backward countries.

Fresh impetus must be given to the resumption of the multilateral
negotiations begun at Doha in 2001. The European Union’s proposal to
abolish export subsidies for agricultural products could help break the
deadlock.

By April 2004 thirteen countries had completed the procedures for
reducing their foreign debt as part of the initiative in favour of heavily
indebted poor countries. Another eleven countries have not yet satisfied
the conditions to be eligible for relief. Efforts are under way to extend the
deadline, which is currently set for December this year.

Following the Monterrey Conference in 2002, the developed countries
pledged to increase the amount of officia development assistance to the
backward economies from $58 hillion to $77 billion a year, or 0.29 per cent
of the donor countries GDP, by 2006. To achieve the objectives set by the
United Nationsin 2001, official aid would have to increase to more than €100
billion ayear.

A Bank of Italy study shows that reducing inequality in developing
countries tends to be associated with faster income growth.

The goal of halving the percentage of persons living on less than $1
a day by 2015 is unlikely to be achieved. Improvements have occurred
in China and India, but the number of poor people in sub-Saharan Africa
increased by athird in the 1990s.

The gravest situation concerns the health of the population. Epidemic
diseases have large socia costs, afflicting people who could otherwise
contribute to economic activity. The insufficient development of human
capital hinders the use and spread of new production techniques.
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Initiatives such as that aimed at ensuring elementary education
for al children in the economically backward countries are highly
commendable.

Recent meetings of the Development Committee of the World Bank
have underscored the need to broaden the focus of internationa efforts
from institutional issues to encompass basic education and the supply of
medicines at accessible prices.

Theinclusion in the growth process of countriesthat have not benefited
from trade liberalization or whose backwardness has prevented them from
taking advantage of globalization will help defusetensions. It isanecessary
condition for the sustained growth of the world economy.

The Italian economy

The euro area

Euro-area GDP increased by 0.4 per cent in 2003. Investment declined
further despite interest rates remaining at historically low levels.

Household consumption increased by 1 per cent. Exports were
unchanged on the previous year, while imports of goods and services rose
by 1.8 per cent.

Despite the sharp upturn in the world economy, economic activity
struggled to revive in the three largest economies, which account for 70 per
cent of the area’s output.

In Germany gross domestic product contracted in 2003.

The sluggishness of Europe’s largest economy dates back some years
now. Between 1998 and 2003 output increased by just over 1 per cent a
year, half the average for the rest of the euro area. The slow growth is
an indicator of structural difficulties in an economy endowed with high-
guality and competitive industrial capacity.

Exports continued to grow, gaining market share in the dynamic
economies of South-East Asia as well as in the euro area. Between 1998
and 2003 the volume of exports of goods and services rose by 33 per cent,
compared with an increase of 29 per cent in world trade. Market share rose
from 10.7 to 11.3 per cent in 2003.



Industrial production rose by 6.4 per cent over the five years.

Domestic demand failed to contribute to growth in the last three
years.

Between 2001 and 2003 investment fell by 12 per cent. After
performing well in 1999, consumption progressively lost momentum and
has contracted in the last two years. The number of unemployed, which
fell until 2000, rose to 3.8 million at the end of last year, equal to 9.7 per
cent of the labour force; in addition, more than 1 million workers were on
retraining courses.

The propensity to save has risen, reflecting the uncertainty of
households about the performance of the economy and the reform of
Germany’s very generous public welfare and pension system.

In France economic growth between 1998 and 2003 was dlightly
higher than the euro-area average; it was nearly double that in Germany.

Gross domestic product increased by 0.5 per cent in 2003. Industrial
production rose by 6.3 per cent over the last five years.

Investment declined in 2002 and again in 2003, athough it picked up
during the year. Household consumption continued to increase even in the
last two years of economic weakness in the euro area.

Since the mid-1990s exports have risen in line with world demand,;
they declined last year. As in other euro-area countries, the penetration of
the domestic market by foreign productsis making rapid gains.

The Italian economy, like Germany’s, has grown at a pace well below
the European average over the past five years, expanding at an annual rate of
1.4 per cent.

Consumption growth was weak but not out of line with that in the
other euro-area countries.

Since 1999 investment in construction, especially residential building,
has recovered in connection with low interest rates. In the last five years
bank lending for house purchases has more than doubled. The rise in
property prices, while substantial, has still been lessthan in other European
countries and North America, thanks in part to the response of supply.
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The loss of competitiveness with respect to the developed countries
and, even more, the emerging economies remains the greatest weakness of
the Italian economy.

Industrial production has risen by only 0.9 per cent over the last five
years.

Investment in machinery, equipment and transport equipment has
slowed since 2001; in the last two years it has decreased by more than 5
per cent.

Exports of goods and services declined in volume by 3.4 per cent in
2002 and by a further 3.9 per cent in 2003; in five years they grew by just
3.6 per cent. Italy’s share of world trade at constant pricesfell from 4.5 per
centin 1995 to 3.9 per cent in 1998 and 3 per cent in 2003; at current prices
the decline was smaller. Asthe euro has strengthened, firms have kept their
prices unchanged, but at the cost of reduced export volumes.

Italian exportsare concentrated in traditional and luxury sectors, where
they owe their success to quality and style. Italian sales of |eather products
and footwear and of furniture account for about 14 per cent of the world
total. Italy’s share of the market for non-metallic mineral products is about
12 per cent, while that of textiles and clothing is 7 per cent. All are mature
sectors that taken together account for just over one tenth of world trade.

Italy produces few technologically advanced products, for which
world demand is growing more rapidly than the average.

The country’s share of the market for machinery and mechanical
equipment has remained stable at around 10 per cent; for transport
equipment it fell from 3.7 per cent in 1998 to 3.3 per cent in 2003.

The outlook for growth

In the United States both potential and actual output increased at a
markedly higher rate in the second half of the 1990s than in the preceding
decades. Annual labour productivity growth in services and industry rose
from the previous average of 1.5 per cent to 3 per cent between 1995 and
2003. Inflationary pressures were limited; rea wages and employment
increased.

The flexibility of the labour market, the allocative efficiency of the
financial markets, the laws governing economic activity and the solidity
of the institutional framework can continue, asin the past decade, to foster



an expansion and composition of investment capable of coping with rising
consumer demand and growing competition in international markets.

The economy’s productivity and the central role of the dollar in the
international monetary system have demonstrated their ability to attract
savings from the rest of the world.

On the basis of the favourable underlying economic and demographic
conditions, the US economy is estimated to be capable of annual growth of
around 3.5 per cent over the medium term.

In the euro area both potential and actual growth are lower.

According to the European Commission, the euro area’s potential
output increased at an average annual rate of 2.3 per cent in the 1980s and
2.1 per cent in the 1990s; in the three years from 2001 to 2003 there was a
further slowdown.

The low growth and progressive aging of the population limit the
medium-to-long-term expansion of expected demand, especially for the
products of industry.

Persistently weak investment in new technologies, rigidities in factor
markets, the modest scale of public and private research, and legidative and
administrative constraints act as a brake on productivity. In the euro area
the annual growth rate of labour productivity across the whole economy
was 0.9 per cent between 1995 and 2003, compared with 1.9 per cent in the
four preceding years.

The trend of production costs and the composition of supply are
reflected in losses of international competitiveness and world market
shares.

The deceleration of potential growth is evident in the three largest
economies. In Germany, the annual rate of increase in potential output
fell from 2.5 per cent in the first half of the 1990s to 1.5 per cent in the
second and to 1.2 per cent in the period from 2001 to 2003. In France, the
expansion of capacity remained close to 2 per cent.

[taly

In Italy, the average annual increase in potential GDP, estimated at
2.4 per cent for theten yearsfrom 1981 to 1990, fell to 1.6 per cent between
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1991 and 2003. Weak business investment will tend to impose a further
limit on supply growth in the coming years.

The expansion of expected demand is curbed by the loss of
competitiveness caused by meagre productivity gains and rising production
costs. In the last two years the appreciation of the euro has also played a
role.

The socia legidation in force in Italy and other European countries
was enacted in the late 1960s and early 1970s, at the end of two decades
of strong growth; it was designed on the assumption of continued rapid
expansion of the economy.

In the 1970s slower growth and the crisis of important branches of
industry led to radical restructurings of production, but action to removethe
legislative rigidities and improper costs burdening firms was insufficient.

The imbalances had repercussions on the public finances, they
worsened as the population aged and employment growth slowed. The
increase in the public debt weighed on the structure of the financial markets
and on the interest expense of both the State and firms.

The repeated realignments of the exchange rate from the mid-1970s
onwards brought out the ability of small and medium-sized enterprises to
react and their role as an engine of employment and growth. With their
more streamlined, flexible organization, these firms were also able to
establish a presence in international markets.

In the 1990s economic policy tackled the adjustment of the enormous
budget deficit. The reforms of the pension system, health care and local
authority finances cut into the imbalances, but not deeply enough; they
must be completed. The public debt continued to rise, albeit more slowly.
Tax revenue had to be increased.

The rigorous monetary policy initiated in August 1994 subdued
inflationary expectations and fostered a decline in long-term interest rates,
with benefits for the public finances and for firms.

Italy’s return to the exchange rate mechanism in November 1996 and
its subsequent participation in monetary union allowed interest rates to be
lowered further and contributed to the stability of the financial system.
These developments ended the possibility of adjusting the exchange rate
in order to compensate for the inefficiencies and competitive difficulties of
the domestic economy.



The share of off-the-books employment remains large. The tendency
of firm size to shrink, under way since the end of the 1970s, has intensified;
the gap vis-a-vis the other main industrial countries has widened.

According to 2001 census data, the average number of workers in
Italian firms is less than 4. Excluding the 2.4 million firms with a single
worker, the average workforce numbers around 8, compared with 13 in
France and Germany and 15 in the United Kingdom.

The fragmentation of the economic structure limits productivity
gains, research, the development of innovative, technologically advanced
products, and the conguest of new markets.

Against a background of wage moderation, in the late 1990s reforms
aimed at increasing flexibility in the use of labour produced immediate
effects, with a rise in the number of persons in work and a reduction in
unemployment. Thanks also to the fall in the cost of money, corporate
profitability remained generally satisfactory.

The banking system underwent aradical restructuring.

But competitiveness continued to weaken, especially in industry.
Productivity gains lagged behind those achieved in the other major
industrial countries in the 1990s, most notably in the second half of the
decade.

Labour productivity in the economy as a whole rose by 0.7 per cent
per year between 1995 and 2003; in the last two years it diminished. Total
factor productivity increased by 0.9 per cent per year between 1991 and
1995. In the second half of the decade, this slowed to 0.5 per cent. In the
last three years there was a decrease of 0.7 per cent per year.

Econometric analysisof the dataon the major branches of the economy
shows that gains in total factor productivity depend on the intensity of
investment in new technologies and the extent of exposure to international
competition. These characteristics in turn are correlated with firm size.

Low growth and loss of competitiveness are causing difficultiesin an
increasing number of companies, including some larger ones. In the last
three years a significant number of firms operating in traditional sectors
have had recourse to wage supplementation or mobility benefits for their
workers, or have gone out of business. In 2001 the number of hours covered
by wage supplementation was equivalent to the work of 90,000 full-time
employees; in 2003 this figure rose to 130,000.

It is necessary to reverse the trend, to return to a path of rapid growth.
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Building on widely distributed and lively entrepreneurial abilities,
on restored cooperation with the banking system, industry must regain
its propulsive role and contribute to the creation of a new model of
development.

Italy’s economy has long been distinguished by industrial districts,
which have attenuated the disadvantages of smallness.

A profitable, competitive core of some 3,700 medium-sized firms, with
between 50 and 500 workers each and employing atotal of almost 500,000,
achieved above-average sales growth and helped to sustain exports in the
second half of the 1990s.

Most of these firms are family-controlled, well-capitalized and operate
in traditional sectors and market niches.

Anincrease in their size, more investment in research, expansion into
adjacent segments of activity and greater penetration of foreign markets
could significantly improve the Italian economy’s growth prospects.

An opening to the capital market and more efficient corporate
governance structures are necessary.

These companies can act asreference points and poles of attraction for
smaller firms.

The role of the credit system will be decisive. Banks have made an
important contribution to the reorganization of large industrial groups, of
which Italy hasrelatively few. Large companies are essential to augmenting
Italian industry’s capacity for innovation.

The privatization and liberalization begun in the 1990s must be carried
through to completion. Action must be taken to improve the low tenor of
competition in the service sector, particularly in business services.

In agriculture and food-processing, more stresson quality productsand
an increase in the average size of production units can enable Italian firms
to succeed in foreign markets. In tourism, action to protect the environment
and to improve tourist services and facilities can, indeed must raise Italy’s
market sharesto alevel consistent with the country’s wealth of cultural and
natural resources.

To achieve widespread application of information technologies,
the commitment of producers, possibly joined in consortia of small and
medium-sized firms, and cooperation with the high-level scientific research
centres that exist in Italian universities are indispensable.



Basic research, reorganized according to the needs of an advanced
nation, and, in a shorter-term perspective, moreintensive and pervasive use
of the new technologies are crucial for the growth of the Italian economy
and for Italy to be a player in an ever-more competitive world arena.

Competitiveness is weighed down by energy costs that are more
sengitive in Italy than elsewhere to oil price fluctuations. Italy is in the
forefront in experimenting with renewable, clean, competitive energy
sources. Public support and private-sector interest must ensure we maintain
the comparative advantage we now enjoy even with respect to the most
advanced economies,

Productivity dependssignificantly ontheexternal economiesgenerated
by public infrastructure.

Projects for the creation of Community infrastructure networks, with
the contribution of private capital, were defined during Italy’s presidency
of the European Union. With the public works enabling law, Italy launched
a programme to close its infrastructure endowment gap vis-a-vis the other
EU countries; execution of the programme must be accel erated.

The cyclical situation

Public works spending turned upwards in 2003. Most of the growth
in activity occurred in the northern regions; in the South, the value of the
works executed fell slightly.

The works carried out in 2003 were largely the continuation or
completion of projects begun in previous years, only in part new projects.
The obstaclesto carrying out the programmes derive from the small volume
of resources available and administrative difficulties. In the northern
regions, labour shortages are also a problem.

Considering the good progress of contract tenders, activity can be
expected to pick up over the next two years, giving impetus to domestic
demand.

The divergence between the downward trend of industrial production
in Italy and the expansion in the other European countries has become
more evident since the middle of 2002. In the first quarter of this year
industrial production rose again in Germany and France. In Italy it fell by
0.5 per cent and according to preliminary estimates the decline continued
inApril and May.
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GDP did not expand in the final part of 2003; despite a progressive
reduction in industrial output, it did increase in the first quarter of this
year.

According to the Bank of Italy’s survey of the investment plans of
companieswith at |east 20 employees, after contracting last year investment
in the manufacturing sector is likely to stage a moderate recovery in 2004.
Large firms above al are expected to step up their investment; planned
capital spending by companies with fewer than 200 employeesiis set to be
cut once more.

The growth of international trade in 2004 is forecast to be of the order
of 7 per cent. Italian exports are rising again, albeit more slowly than world
demand.

The impulse imparted by exports, together with the upturn in business
investment and the recovery in public works, should boost overall demand
and lead to an increase in output of the order of 1 per cent. The growth in
output would remain below potential.

In afavourableinternational context, national output growth could rise
to 2 per cent in 2005. Employment could expand faster.

Thefinancial markets and banking

Theworldwide abundance of liquidity contributed to further expansion
of activity in the financial markets in 2003. The volume of funds raised by
firms and governments increased and bank lending continued to grow.

The financing of the economy

In Italy total finance to al sectors of the economy in the form of bank
loans, bond and equity issues and other instruments was equal to €255
billion last year; of this amount €65 billion flowed directly from abroad to
non-bank sectors.

The corporate sector, including finance companies, received €108
billion, households €32 billion. Counting the assets and liabilities of Cassa
Depositi e Pregtiti in the public sector, the latter registered inflows of €36
billion. A total of €79 billion flowed abroad, partly for asset purchases by
investment funds.



The share of total saving absorbed by the public sector has diminished
gradually since the mid-1990s, while that going to firms has increased. In
eight years credit to households, mainly for the purchase of housing and
consumer durables, has risen from 8 to 13 per cent of the total flow.

The funding of firms in 2003 comprised €29 hillion of equity, €34
billion of bond issues and €45 billion of bank loans. In 2002 corporate bond
issues had amounted to €38 billion. In the mid-1990s, firms' recourseto the
bond market had been negligible.

The efficient operation of the capital market presupposes that issuers
disclose complete and correct information on their profits and losses and
balance-sheet situation, so as to enable intermediaries and investors to
make a well-founded evaluation of the risk and expected return on their
securities.

Companies internal control systems, enjoying the necessary
independence, must ensure reliable operations and correct reporting to top
management. Companies’ governing bodies are liable for the truthfulness
of the data made public, first and foremost in their financial statements,
which guide financial analysts evaluations and investors’ decisions.

For listed firms and others that raise funds on the market, the law
assigns auditing firms the task of certifying that the accounts are properly
prepared and transactions exactly recorded, and that thefinancial statements
correspond to the company’s books.

Thereformsenactedinthe United Statesfollowing the corporate scandals
of recent years have reinforced the controls that corporate bodies and outside
auditors must exercise over companies operations and the information that
must be made public. More severe sanctions have been enacted for directors
and auditors for incomplete or false disclosure in financia statements. The
controls of the Securities and Exchange Commission have been stepped up.
A new agency under the SEC has been formed to oversee auditing firms.

In the light of the conduct that marked the recent corporate crises in
Italy, internal and external controls need to be reinforced here too, thus
strengthening the market’s capacity to gauge the real performance of
companies and their directors.

The resources allocated to the authority charged with supervising
companies and markets must be increased so that by examining periodic
filings and carrying out inspections it can promptly and systematically
verify the correctness of operating procedures and the quality of the data
made available to the market.
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Investor protection also requires full disclosure and proper conduct on
the part of the intermediaries that place or trade securities.

We welcome measures aimed, in part through closer international
cooperation, at preventing the use of complicated corporate structures with
ramifications in off-shore centres whose sole purpose is to evade the rules
on transparent financial reporting.

Banks and credit risk

In the United States the economic recovery has had positive effects
on the accounts of the banking system. Commercial and industria
loans diminished again in 2003, but credit supply conditions are easing.
The quality of loan assets improved, and writedowns were less than in
2002. Income continued to increase rapidly, owing in part to large-scale
securitization of credit claims and relending of the proceeds. In connection
with the modest rise in operating costs, the return on equity amounted to 15
per cent. Non-interest income accounted for 45 per cent of revenues.

Japan’'s banks are also benefiting from the economic recovery and
higher share prices. There was a further reduction in the volume of bad
debts, primarily among the largest banks.

In the euro area there was a modest acceleration in bank lending in
2003. The fastest-growing component was household credit. In Germany
lending to firms diminished and banks profitability remained very low,
especialy for the largest groups, which undertook reorganization and
substantial staff downsizing. Lending to firms decreased in France as well,
although banks' income and profits increased.

In recent years swings in the stock markets and exchange rates,
the world business cycle and severe political and military tensions have
subjected the international financial system to heavy pressures. It has
absorbed the fluctuations better than in the past; there have been no
significant cases of instability.

The soundnessof financial systemshasbenefited from the devel opment
of the markets and derivative instruments, which have helped redistribute
risks among the institutions prepared to assume and manage them.

The international derivatives market registered particularly rapid
growth last year. These instruments enhance intermediaries’ operational
possibilities; resort to them modifies banks modus operandi; the



reallocation of credit, exchange rate and interest rate risk has contributed to
the stability of banking systems.

The supervisory authorities are carefully monitoring the phenomenon,
individually and in the forafor international cooperation.

The Bank of Italy issued prudential regulations on credit derivatives
some years ago, together with rules for the presentation of derivatives
in banks accounts. Regulations on the organizational structures of
intermediaries that do business in these instruments are being finalized.

Bank lending to firms rose by 6.3 per cent in Italy last year, 3 points
above the growth rate of nominal GDP and also 3 points more than the
averagerisein the euro area.

The cost of credit to firmsisvery low in both real and nominal terms,
owing in part to more intense competition. Rates on both short-term and
medium and long-term loans came down over the year by 0.8 percentage
points, to 5 and 4 per cent respectively. These rates are in line with the rest
of the euro area, even though the average Italian borrower is smaller.

Credit supply conditions remained expansive; undrawn margins on
current account overdrafts are ample for all categories of customer.

As in 2002, lending to small firms grew more rapidly than that to
larger firms, with increases of 7.6 and 6.1 per cent respectively.

Southern firms in particular benefited from easy access to credit.
The increase in lending has been significantly greater than for firms in
the Centre and North of Italy. Adjusting for the different size and sectoral
distribution of firms in the two parts of the country, the gap in short-term
lending rates has remained equal to 1.2 percentage points, reflecting the
higher credit risk in the South.

Continuing atrend that began in the second half of the 1990s, lending
to households rose substantially. Demand was fueled by low interest rates,
not only home mortgages but also consumer credit expanded rapidly.

The annual percentage rate of charge on new home mortgage loans
decreased by 1 percentage point in Italy last year to 3.9 per cent. More than
three quarters of the loans were at variable rates. The advantage of small
initial instalments comes at the cost of a possible rise in interest rates, and
borrowers must be aware of this.
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Credit quality suffered fromthe Cirio and Parmal at defaults. Exposures
equal to 1.2 per cent of loans outstanding at the start of the year were
classified as bad debts during the year, compared with 1 per cent in 2002.

Credit risk remains generally low by comparison with the period
following the cyclical downturn of the early 1990s. From 1994 to 1996
new bad debts averaged 2.5 per cent of outstanding loans each year. The
evolution of loan portfolio risk depends on the prospects of the economy
returning to a path of sustained, rapid growth.

Between 1999 and 2003 banks transferred loans amounting to €71.9
billion to the market through securitizations, including €26.4 billion of bad
debts. Securitizations of bad debts essentially came to an end in 2002.

Therisk on the securitized credits was virtually all taken up by Italian
or foreign institutional investors. In the case of securitizations of bad debts,
the originator banks not only charged the writedowns to income but also
took up the riskiest securities.

To protect themselves against the possible deterioration of their
portfolios, banks took out credit derivative contracts for a notional value of
€46 billion. In turn, they provided hedges for €42 billion.

The new Capital Accord now nearing completion at the Basel
Committee for Banking Supervision adopts risk management techniques
consistent with international best practice.

The new Accord introduces procedures of varying complexity for
calculating capital requirements. It leaves it to banks themselves to choose
the method that best suits their loan portfolio and their risk measurement
and management techniques. The new Accord is expected to take effect in
2006 or 2007. On the basis of statistical analyses conducted in 2003 by the
Bank of Italy, trade associations and Italian and foreign research centres,
adverse conseguences are not expected for the financing of firms, especially
small and medium-sized ones.

Profitability and capital

Inrecent yearstheItalian banking system has carried out arestructuring
and a redlocation of ownership comparable in breadth — abeit in a
different context — to that of the 1930s. The Bank of Italy made sure that
consolidations did not undermine competition.



The experience of anumber of countriesindicatesthat for larger banks
an increase in the scale of business does not necessarily improve stability
or efficiency, owing to the difficulty of integrating and managing complex
structures.

In Italy the banking groups arising out of consolidations between banks
with dissimilar operational characteristicsare engaged in restructuring their
organizations in order to enhance efficiency and profitability.

A simplification of corporate structures is under way, in order to
improve group governance. Operating and IT procedures for risk control
are being standardized. On-line banking channels, networks of financial
salesmen and branch networks are being rationalized.

Strategies to expand abroad require a major effort. With aview to EU
enlargement and in support of Italian firms business operations, Italian
banks have moved into Central and Eastern Europe. In four countries they
now have significant shares of the local banking market.

Thetotal assets of Italian banks were 31.7 per cent higher in 2003 than
in 1996 at constant prices and net revenues 18.3 per cent higher. Over the
same period the number of employees decreased by 3.5 per cent.

Operating expenses held broadly stable last year, while consolidated
gross income rose by 2.7 per cent to €65.8 billion.

Theratio of operating expenses to grossincome islow by comparison
with other European banking systems. The share of staff costsin operating
expensesis higher.

Return on equity improved by 0.3 percentage points to 6.7 per cent.
The profitability of the system was affected by the writing down of
exposures to the Cirio and Parmalat groups.

Self-financing amounted to €3.3 billion and equity issues to €2.5
billion.

The banking system’s consolidated capital rose to €139.8 hillion. The
solvency ratio improved slightly to 11.4 per cent, which is still about one
point below the average for EU banksin 2002.

TheBank of Italy regularly reviewsthe capital adequacy of the banking
system using statistical procedures that simulate highly unfavourable
market conditions. These analyses indicate that the banks have sufficient
capital to cope with sudden changes in interest rates or even with the
extreme contingency of a deterioration in the financial position of firms
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and afall in real estate values comparable to that of the recession of the
early 1990s.

The assessment of the International Monetary Fund

Supervisory activity is carried out within the legal framework
established by the Consolidated Law on Banking and the Consolidated
Law on Finance in accordance with European law and the principles agreed
by the international financial community.

In 1997 the Basel Committee laid down the “Core Principles for
Effective Banking Supervision”.

Underlying Italy’s legidation in this field is the concept of banking
as an entrepreneurial activity, in line with the First Banking Directive.
Supervision is performed without infringing on banks operational
autonomy in any way, as regards either corporate policies or individual
decisions, especially the granting of loans.

The International Monetary Fund has been entrusted by its member
governmentswiththetask of making detail ed assessmentsof the supervisory
rules and practices adopted by both developed and emerging countries,
with a view to verifying their compliance with international standards. At
the end of last year 101 countries had been assessed, of which 7 belonged
to the Group of Ten. The assessment of Italy was conducted in 2003.

The Fund’s report, published in the last few weeks, judged the Italian
system of banking supervision to be of high quality: with reference to the
30 Basel Core Principles, Italy was found to comply with 24 and to be
largely compliant with 5; in only one case wasit found to be non-compliant.
The assessment is highly satisfactory, also when compared with those of
other important countries. The non-compliance concerns the absencein the
Italian legal system of rules protecting its supervisors against liability for
measures adopted in good faith in carrying out their functions.

Appreciation was expressed for the independence with which
supervisory activity is performed and the transparent way in which the
Bank makes the principles and methods of supervision public; a positive
judgement was passed on the collaboration with the supervisory authorities
of the other sectors of the financial system.

The Fund deemed that the rules of prudential supervision in force
in Italy conformed with the best practices recommended by international
bodies. The analysis of supervisory data was judged to be systematic



and thorough, thanks to the integration of the examination of statistical
reports with on-site controls. It considered the Bank'’s interventions to be
appropriately graduated according to the seriousness of banks' situations.

Households and the protection of savings

Weslth, both real and financial, is the result of the accumulation of
savings over time and of the change in the value of its components. It is
held by the public sector, households and the foreign sector. Ultimately,
the value of industrial and financial businesses also belongs, directly or via
intermediaries, to these sectors.

At the end of 2003 the gross wealth held by households was some
€8,200 billion or more than 6 times GDP, aratio that wasin line with those
of other economically and financially developed countries.

Of households' total wealth, €5,300 consisted of real estate and other
real property, €2,900 of financial assets.

Households' holdings of cash, deposits, bonds and other bank fund-
raising instruments amounted to €854 hillion, or 29 per cent of their
total financial wealth. Their holdings of postal deposits and public-sector
securities amounted to €421 billion, or 15 per cent of the total, while shares
and other equity interests were valued at €567 billion. The corporate bonds
issued by Italians firms held directly by households amounted to €54
billion.

Italian households' purchases of the bonds issued, directly or through
foreign subsidiaries, by the two companies that have collapsed amounted
to about €3 billion.

The rest of households' financial wealth consisted of investment fund
unitstotaling €326 billion, insurance companies’ technical reserves, asmall
amount in respect of pension funds, and severance pay entitlements and
foreign assets.

Compared with more financially developed countries, there is till a
widespread tendency for savers to take their own investment decisions;
these need to be based on detailed evaluations of financial instruments that
differ considerably in terms of maturity, yield structure and issuer risk.

The provisions of the Consolidated Law on Finance concerning
investment services and the implementing regulations issued by Consob
require intermediaries to comply with transparency obligations and rules
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of conduct designed to put customers in a position to make informed
investment choices. When trading securities, intermediaries are required to
ensure counterparties are aware of the features of the financial instruments
and to evaluate their suitability with respect to investors' risk propensity
and wealth.

The corporate failures have highlighted the need for afinancial system
long oriented towards deposit-taking and the placement of government
securities to adapt corporate conduct and structures to the rapid shift
in investors preferences towards assets with higher risks and yields.
Intermediaries must thoroughly evaluate the riskiness of securities they
trade and make it clear to investors.

Theability to promotecustomers’ interestsisthebasisof intermediaries
reputation, the essential condition for maintaining and expanding profitable
business dealings with households and firms.

This is the contribution of ethics and professionalism to customer
relationsthat | have repeatedly called on all those operating in the securities
market to make, banks first and foremost.

At the request of Consob, the Bank of Italy verified compliance with
the rules on investment services at some banks. The formal acts required
were found to have been performed for the bulk of the transactions
examined.

There is a need for banks to improve the quality of their procedures
for the provision of investment services. Their internal control systems
must ensure appropriate conduct and the supply of adequate information
to investors.

Attention must be paid to the training of the persons charged with
assisting customers. Every investor must be aware that higher yields
necessarily entail higher risks.

The economic and social importance of savingsisenshrined in Article
47 of the Constitution.

The volume of savings generated in the economy is decisive for the
welfare of households; by financing investment, savings provide the basis
for the growth of economic activity and employment.

The protection of savings, founded in the Constitution, is entrusted, as
far as the banking component is concerned, to the supervision of the Bank
of Italy. The security of these savings depends on banks' stability. It follows



that a unitary view of the savings entrusted to banks and their utilization in
favour of investment and production is indispensable.

Ever since the adoption of the 1936 Banking Law, no depositor in Italy
has ever lost any money. The total cost of public intervention in crises has
been much less than in the other leading countries.

The stability of insurance companies and other institutional investors
is aso the key to the protection of the savings they are entrusted with.

In the case of funds raised by companies directly in the market, the
possibility of lossesis inherent in the riskiness of entrepreneurial activity;
it is compensated, on average, by a higher yield.

The protection of savings is being debated in Parliament. The
European Central Bank has issued an opinion on this matter in which it
stresses, in the light of Community legislation: the specific nature of bank
fund-raising and lending; the essentia role of the central bank in fostering
the soundness of financia institutions and the financial system as awhole;
and the broad scope of prudential supervision in a necessary context of
institutional independence.

As a direct response to the events that have revealed the need, steps
must be taken to increase the effectiveness of the controls on activities
which have seen situations arise that have harmed thousands of families
and impinged on the orderly functioning of parts of the financial market.

At the Bank we are respectfully following the debate under way; we
are convinced that Parliament’s decisions will reinforce the confidence of
savers.

We have invited banks to re-establish a relationship with their
customers founded on trust in the cases in which, even if only on the basis
of internal investigations, it was found that the needs of investors had not
been looked after aswell as possible. Several banks have taken stepsin this
direction.

The restoration of a favourable climate in the financial market and in
attitudes towards intermediaries is essential for the continuity of support
for production and investment, especialy at a time of cyclical weakness
and difficulties at some companies.

In Italy an excessively large share of savings has been absorbed by
the public sector. Bringing the ratio of public debt to GDP down towards
the values obtaining in the other industrial countries, especialy those
participating in the Monetary Union, will increase the resources available
to the private sector.
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The formation of savings and their amount depend on the growth of
the economy. Economic policy, firms' activity and the behaviour of the
social partners must be directed first and foremost at achieving growth.

The primary task of economic policy in the present difficult context is
to curb the quantity of resources absorbed by the public sector.

General government net borrowing on an accrual basis was equal to
2.4 per cent of GDP in 2003.

The figure forecast for this year is 2.9 per cent.

The state sector borrowing requirement on a cash basiswas€43 billion
in 2003. In thefirst five months of thisyear it is estimated to have been €48
billion, compared with €37 billion in the corresponding period in 2003.
The Government does not rule out the possibility of measures to curb the
imbalances in the public finances in the second half of the year.

In the absence of corrective measures net borrowing will exceed 3 per
cent of GDP; it might riseto 3.5 per cent. Asaconsequence of thedrying up
of receipts from one-off measures, net borrowing in 2005 would be around
4 per cent of GDP.

The increase in the budget deficit in recent years has been influenced
by the cyclical weakness of the economy. It also reflects the failure to
correct the underlying trends that lead to a widening gap between the
growth of current primary expenditure and that of taxes and social security
contributions.

Expenditure on health care and socia security outlays are rising in
relation to GDP. The primary surplus was 5.2 per cent of GDP in 1998; it
fell to 2.9 per cent in 2003 and is forecast by the Government to fall to 2.2
per cent this year.

The public debt remains very large. International monetary
developments have permitted interest payments to be reduced; the return of
interest rates to normal levels will affect the deficit.

The performance of the public finances and the volume of debt reduce
the scope for budgetary policies to support domestic demand by increasing
the deficit. The positive effect produced by an increase in the private
sector’s disposable income would be more than offset by the adverse effect
deriving from the further increase in public debt.



A decrease in the tax burden must be the outcome of a reduction in
current expenditurein relation to GDP; what is required is arationalization
of governmental activity and an increase in the efficiency of public
services.

It is necessary to revive growth, starting with investment demand.

The contribution of expenditure on infrastructure has been less than
expected. Now that the necessary |egidlative groundwork hasbeenlaid, itis
important to proceed with the realization of projects, to support demand and
give certainty to the prospects of the removal of the external diseconomies
caused by the inadequate endowment of public capital.

The downward trend of industrial production isathreat to the stability
of a growing number of marginal firms.

The banking system must be strong enough to provide production and
investment with support in this difficult phase of the economic cycle; it can
help reverse the trend. It must improve its ability to assist Italian firmsin
their expansion abroad.

A renewed collaborative relationship between the socia partners
makes it possible to focus on growth in a medium-term perspective again.

Italy needs an economic policy that is clear, certain and based on
reliable data and well-defined and widely accepted measures set within a
long-term strategy.

The restoration, in an appropriate number of years, of balanced
public finances and a reduction in the weight of the debt are indispensable
conditions for the return to macroeconomic stability.

Research must become a priority goal of investment.

The labour market reforms enacted have stimulated employment and
ensured sufficient flexibility. For this not to turn into precariousness and
lower productivity, a higher rate of growth isindispensable. To this end, it
IS hecessary to maintain a degree of wage moderation that safeguards the
link with productivity.

A stableeconomic policy framework canincreasetheinterest of foreign
businesses and investors. A South of Italy more closely integrated into the
national and European economies offers a reserve of potential growth in
view of the abundance of young people and the cultural and environmental
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resources on the basis of which to develop tourism and forms of production
hinging on human capital, new technologies, especialy information
technology, and renewabl e energy sources.

Artisanal businesses play an important role in Italy’s economic and
social fabric. Firms that wish to grow in the domestic market and expand
abroad must necessarily aim to rationalize and increase their scale of
production, with the help of information technology and possibly through
consortium arrangements.

There will have to be aggregations, reorganizations of ownership and
financial structures. Cultural barriers and difficulties must be overcome.

Banks, their initiative and their ability to play arolein team effortsare
essential for anew phase of growth.

The major banking groups, their increased efficiency and the spirit
of enterprise of local banks can make an important contribution, thanks
in part to their store of information, to the birth of new projects and to the
modernization, enlargement and enhancement of the many, already highly
profitable, medium-sized firms present in the Italian economy.

Further progress needs to be made in the reform of the law governing
economic activity. Banks must be able to support firms in difficulty,
restructure them and relaunch the viable parts, possibly under new
OWnNers.

There are signs of an upturn in investment by the largest industrial
firms; public investment is set to accelerate; world demand for goods and
servicesis expanding rapidly.

We must take part in the international recovery, with respect to which
Europe and especially Italy have remained on the sidelines.

It iswithin our reach. The social partners and the banks need a clearly
defined and agreed reference framework. The forthcoming Economic and
Financial Planning Document must provide guidelinesin this respect.

In harmony with Italy’s civil traditions, economic growth and social
development cannot be pursued independently of Europe.

We must learn from younger and more dynamic countries, worldwide,
emulate the good things they have created in economic and public life.
In developing Italy’s political and cultural relations, we must ook, in
friendship, to the West but also to the East and the southern shore of the
Mediterranean.



Economic growth is slow in Europe owing to the aging of the
population and the stratification of legal and social structures put in place
in an earlier age of faster growth. We must conserve the spirit of those
structures. The demographic crisis needs to be tackled by an opening,
carefully regulated, of our country to foreigners who come here to find
better living conditions and to contribute to our economy. Above al there
isaneed to give renewed vigour to policiesfor taxation and public services
and for measures to support families and create a climate of confidence for
the education of young people. The ability to look ahead with optimism
must not be lost.

On the first day of this month of May 2004 the European Union made
a historic advance.

Ten new countries joined, bringing with them a variety of cultures,
traditions and languages that cannot but enrich our patrimony of civil
values; a substratum of common historical, cultural and religious roots is
clearly intelligible.

The immediate problems facing the government of the new Union are
considerable, as are those facing the economy.

But by enlarging the Union we have enlarged the market; in time this
will prove beneficial. In many cases Italian firms and banks are already
grasping the opportunities created.

The new Union is better placed to have its values accepted by the
nations of the world and to contribute to peace, the indispensable condition
for relations among peoples, for the advancement of trade and for the
economy.

We are working to create a future that, in order to provide security,
must be based on a harmonic set of moral values, laws and economic
structures that will realize the expectations of all those, including many
in our advanced societies, who await an improvement in their living
conditions, and give confidence and hope to the new generations.
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ANNUAL ACCOUNTS






NOTESTO THE ACCOUNTS®

The Bank’s results for the year 2003 were affected both by the
depreciation of the US dollar and the yen against the euro, the former by
about 20 per cent (from 1.0487 to 1.2630 ) and the latter by about 9 per cent
(from 124.39 to 135.05) and by the fall in interest rates in the euro area and
the dollar area.

The year-end balance sheet total was equadlb,526 million,
slightly down from €147,338 million at the end of 2002. On the assets side
most of the reduction was due to the fall in the value of foreign currency
assets as a result of exchange rate movements, partly offset by the increase
in refinancing operations, and on the liabilities side to the contraction in
the balances on the Treasury’s accounts, foreign currency liabilities and
provisions for risks following withdrawals, partly offset in turn by the
increase in banknotes in circulation.

The net profit for the year amounted to €52 million, compared with
€64 million in 2002. The result for the year, which benefited from the
increased interest income from the government securities received in
the bond conversion carried out under Law 289/2002, wasemied by
the €4,629 million of foreign exchange writedowns, which were partly
covered by withdrawals from provisions for risks. These unrealized losses
contributed to a tax loss of €2,949 million.

On 30 April 2004 the exchange rate of the dollar against the euro was 1.1947 and
that of the yen 131.87, a recovery of respectively 5 and 2 per cent with respect to the year-
end exchange rates.

1. Legal basis, methods of preparation and layout of the annual accounts

1.1 Legal basis of the annual accountsln drawing up its annual
accounts, the Bank of Italy is subject to special statutory provisions and,

@ 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 where appropriate in the light of generally accepted
accounting standards.

The main statutory provisions referred to above are:

— Article 8.1 of Legisative 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 thisfield. The
annual accounts drawn up in accordance with this paragraph, with
regard in particular to the methods used in their preparation, are aso
valid for tax purposes’.

In a guideline approved by the Governing Council of the ECB
on 5 December 2002 (ECB/2002/10), which has replaced similar
instruments adopted from 1998 onwards, 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-
system items). In addition, on 8 April 1999 the Governing Council of
the ECB issued Recommendation ECB/1999/NP7 on the accounting
treatment of the costs incurred in the 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
recommendations issued by the ECB, including those on the layout
of the income statement in report form and that of the balance sheet.
The latter isthe same as that used for the monthly statement approved,
pursuant to Article 8.2 of Legidlative Decree 43/1998, by the Minister
for the Economy and Finance;

— 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");
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— Legidative Decree 87/1992 (“Implementation of Directive 86/635/EEC
on the annua accounts and consolidated accounts of banks and other
financial ingtitutions and 89/117/EEC on the obligations of branches
established in a Member State of credit institutions and financial
ingtitutions having their head offices outsde that Member State
regarding the publication of annual accounting documents’);

— thelncome Tax Code approved by Presidential Decree 917/1986;
— Article 65 (transactions involving government bonds) of Law 289/2002.

1.2 Accounting policies— The accounting policies applied in
preparing the annua accounts for 2003 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 assets/liabilities and of the securities used in monetary
policy operations were adjusted to the market prices obtaining at that date,
with the resulting capital gains assigned to so-called pre-system revaluation
accounts.

GOLD

— in valuing stocks and determining the results of trading, the “average-daily-net-
cost” method is applied;

— the valuation is effected on the basis of the year-end price communicated by the
ECB. Unrealized gains are included in the corresponding revaluation account;
unrealized losses in excess of earlier unrealized gains are included in the income
statement. Revaluation gains recorded through 1 January 1999 and still existing in
special revaluation accounts at 30 December 2002 have been utilized in accordance
with Article 65.3 of Law 289/2002;

— the cost of gold, for civil law and tax purposes as well, is equal to the amount stated
in the accounts net of the pertinent revaluation account.

FOREIGN CURRENCY ASSETS/LIABILITIES

— in valuing stocks and determining the results of trading, the “average-daily-net-
cost” method is applied for each currency;

— the valuation is effected on the basis of the year-end exchange rates communicated
by the ECB. Unrealized gains are included in the corresponding revaluation
account; those deriving from the adjustment to market value and recorded through 1
January 1999 are included in the income statement on a pro rata basis in the event
of redemptions or disposals. Unrealized losses in excess of earlier unrealized gains
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 still exists;

—  shares denominated in foreign currency held as fixed assets continue to be valued at
the historical exchange rate;
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—  theInternational Monetary Fund quota is translated on the basis of the euro/SDR
exchange rate communicated by the IMF on the occasion of the last transaction
undertaken for the quota originally subscribed in lire and at the euro/SDR exchange
rate communicated by the ECB for the quota in SDRs.

SECURITIES

—  thecost (clean price) of bonds is adjusted by the amount of the amortization of the
premiunmvdiscount (the difference between the book value and the par 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 valued, in accordance
with theruleslaid down inthe Guideline, at the current market price recorded on the
settlement day;

—  the valuation of holdings for 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 shares and bonds: at the market price available at the end of the
year; unrealized gains are included in the corresponding revaluation
accounts; unrealized gains deriving from the adjustment to market
value and recorded through 1 January 1999 are included in the income
statement on a pro rata basis in the event of redemptions or disposals;
unrealized losses in excess of earlier unrealized gains 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 still 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 shares and equity interests not represented by shares: at cost,
reduced as appropriate where thelosses or special situations of theissuing
company are such asto cause the security’s value to fall below cost;

2)  for securities held as fixed assets (bonds and shares):

a) 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 interestsin 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.
Dividends and profits are recognized on a cash basis.

The Bank’s accounts are not consolidated with those of investee companies insofar as
the Bank is not among the entities referred to in Article 25 of Legidative Decree 127/1991.
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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 begins in the quarter subseguent to that of acquisition both for
buildings and for plant and equipment.

Buildings

—  are stated at cogt, including improvement expenditure, plus revaluations effected
pursuant to specific laws. The depreciation of buildings used in the Bank's
ingtitutional activities and those that are “objectively instrumental” (included
among the investments of the provision for staff severance pay and pensions in
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 all owances established by the ECB (plant, furniture and
equipment, 10 per cent; computers and related hardware and basic software and
motor vehicles, 25 per cent).

For some tangible fixed assets accelerated depreciation may be charged in addition
to the ordinary depreciation envisaged by the ECB and set aside in the “reserve’ referred
to in Article 67.3 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
—  valued at purchase or production cost.
Procedures, studies and designs completed

—  valued 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 the
life of the contract or, where no time limit is established or it is exceptionally long,
over the estimated useful life of the software;

— costsincurred in constructing and enlarging communication networks and one-off
contributions provided for in multi-year contracts are amortized on a straight line
basis over the foreseeable life of the network in the first two cases and over the life
of the contract in the third case;

—  costsincurred in improving 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, is made
using the LIFO method.

ACCRUALSAND DEFERRALS

Include accrued income and prepaid expenses and accrued expenses and deferred
income.

BANKNOTESIN CIRCULATION

The ECB and the twelve participating NCBs, which together comprise the
Eurosystem, have issued euro banknotes since 1 January 2002 (ECB Decision 2001/15
of 6 December 2001 on the issue of euro banknotes, in OJ L337 of 20 December
2001, pp. 52-54). The total value of euro banknotesin circulation is allocated on the last
working day of each month on the basis of the criteria set out hereinafter.

As of 2002 the ECB has been allocated a share of 8 per cent of the total value of
euro banknotes in circulation, whereas the remaining 92 per cent has been allocated to
each NCB according to itsweighting in the capital key of the ECB. The share of banknotes
allocated to each NCB is disclosed under the balance sheet liability item “Banknotes in
circulation”. The difference between the value of the euro banknotes allocated to each
NCB in accordance with the banknote allocation key and that of the euro banknotes it
actually puts into circulation gives rise to remunerated intra-Eurosystem balances. From
2002 until 2007 the intra-system balances arising from the allocation of euro banknotes
are adjusted in order to avoid significant changes in NCBs' relative income positions as
compared with previous years. The adjustments are effected by taking into account the
differences between the average value of banknotes in circulation of each NCB in the
period from July 1999 to June 2001 and the average value of banknotes that would have
been allocated to them during that period under the ECB's capital key. The adjustments
will be reduced in annual stages until the end of 2007, after which income on banknotes
will 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 allocation of monetary income of the
national central banks of participating Member Sates from the financial year 2002, in
0J L337 of 20 December 2001, pp. 55-61).

The interest income and expense on these balances is 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
recognized separately to the NCBs on a quarterly basisin the form of an interimdistribution
of profit (ECB Decision 2002/9 of 21 November 2002 on the distribution of the income of
the European Central Bank on euro banknotesin circulation to the national central banks of
the participating Member Sates, 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 banknotes in circulation and subject to any decision by the Governing Council to
reduce thisincomein respect of costsincurred by the ECB in connection with theissue and
handling of euro banknotes. The interim distributions by the ECB, corresponding to the
share of the ECB’s seigniorage income recognized as pertaining to the Bank of Italy, are
recorded on an accrual basisin the year to which the income refers, by way of derogation
from the cash policy applied in general to dividends and profits from participating
interests.



For 2003 the Governing Council decided, in the light of the result recorded by the
ECB, that the full amount of the seigniorage income should be retained by the ECB.

INTRA-EUROSYSTEM ASSETSAND LIABILITIES

For each NCB the intra-Eurosystem balance arising from the allocation of euro
banknotes within the Eurosystem is included under “Net clainvliability related to the
allocation of euro banknotes within the Eurosystem”.

PROVISONSFOR RISKS

These provisions take account, in compliance with the prudence principle, of the
risks associated with the various sectors of the Bank's operations 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 PROVISON

The provision for taxation is equal to the amount of taxes to be paid (including
deferred tax liabilities), determined on the basis of a realistic estimate of the foreseeable
liability under the tax rules in force and of amounts arising from possible disputes with
the tax authorities.

SUNDRY STAFF-RELATED PROVISIONS

Transfers to the provision for severance pay and pensions of staff hired before 28
April 1993 are included in the annual accounts under Article 3 of the related Rules for
an amount that comprises the severance pay accrued at the end of the year, the actuarial
reserves for the disbursements to pensioners and those corresponding to the situation of
staff having entitlement.

The provision for staff costsincludes the estimated amount of costs that had accrued
(such as sundry bonuses, holidays not taken, contributions set aside for newly-hired staff)
but not been paid at 31 December 2003.

Transfersto the provision for grantsto Bl pensionersand their surviving dependents
are made in accordance with 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, are determined in accordance with Law 297/1982.

For staff hired from 28 April 1993 onwards a defined-contribution supplementary
pension fund has been created (for more details see below under Other assets and
liabilities).
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OTHER ASSETSAND LIABILITIESITEMS

These are stated at their nominal value; in particular:
- for receivables, the nominal value coincides with the estimated realizable value;

—  for deferred tax assets and liabilities, including the assets deriving from the
application of Article 65.2 of Law 289/2002, the amount stated is determined on the
basis of the presumabl e tax effect in future years.

The items “Other assets’ and “Other liabilities’ include the investments and
patrimony of the defined-contribution supplementary pension fund created for staff hired
from 28 April 1993 onwards. The fund is invested in financial instruments, which are
valued at year-end market prices. The resulting 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.

The item “Other liabilities’ includes the lira banknotes that have not yet been
presented for conversion.

INTEREST RATE FUTURES ON THE DOLLAR MARKET

Initial margins and daily variation margins are recorded in the balance sheet; when
positions are closed, the positive or negative variation margins are taken to the profit and
loss account, converted at the exchange rate on the day.

At the end of the financial year the negative margins on open positions are taken to
the profit and loss account while the positive margins are transferred to the corresponding
revaluation accounts.

MEMORANDUM ACCOUNTS

Securities held on deposit are stated at their nominal value; shares are stated on a
quantity basis; those of other kinds at face value or at conventional value.

Futures contracts are recorded on the trade date at their notional value.

Foreign currency amounts are converted at the year-end exchange rates
communicated by the ECB.

2. Comment on the accounts

2.1. Balance sheet. — Excluding memorandum items, the year-end
bal ance sheet total was equal to €145,526 million, compared with €147,338
million at the end of 2002 (Tables 1 and 2).

Assets:

The item Gold and gold receivables rose by €279 million (from
€25,763 million to €26,042 million) owing to the increase in the year-
end market price communicated by the ECB (from €326.83 to €330.36



BALANCE SHEET - ASSETS

(thousands of euros)

Table1

Amounts at end-
Changes
2003 2002
1 Gold and gold receivables ..........ccccccecvrvnnne 26,042,196 25,763,615 278,581
2 Claims on non-euro-area residents
denominated in foreign currency ............. 24,064,857 27,316,456 -3,251,599
2.1 Receivables fromthe IMF .......c.ccccooveveeceinnnn.. 4,211,995 4,681,552 -469,557
2.2 Securities (other than shares) ..............co.c...... 14,764,932 18,770,623 —4,005,691
2.3 Current accounts and deposits ....................... 5,085,718 3,687,102 1,398,616
2.4 ReVerse Operations............ccocevveeerervereeesrenenns - 174,826 -174,826
2.5  Other ClaimMS......c.cooeoveiiieeeeee e 2,212 2,353 -141
3 Claims on euro-area residents
denominated in foreign currency .............. 6,449,176 5,298,229 1,150,947
3.1 Financial counterparties...............cococervrvrverennnn. 6,449,176 5,298,229 1,150,947
3.1.1 Securities (other than shares)................. 1,848,797 2,125,504 -276,707
3.1.2 REVErSE OPErations..........ccveevreeeeerreiecnns - - -
3.1.3 Other ClaimS........ccvuriirrierierieerrcienns 4,600,379 3,172,725 1,427,654
3.2 General government ............ocoeeververeerrsverenenns - - -
3.3 Other couNterparties.........c.coveererveeerereneeenns — - —
4 Claims on non-euro-area residents ............. - - -
5 Lending to euro-area banks related
to monetary policy operations................... 8,196,819 6,933,008 1,263,811
5.1 Main refinancing operations.............c.c.ccceveve.. 8,190,918 6,932,866 1,258,052
5.2 Longer-term refinancing operations................. — - -
5.3 Fine-tuning reverse operations ...............c....... - - -
5.4 Structural reverse operations..............c.cceueve.. - - -
5.5 Marginal lending facility.............ccooeererrrrerennne 5,901 - 5,901
5.6 Credits related to margin calls ......................... - 142 -142
6  Other claims on euro-area banks................. 227 401 -174
7 Securities issued by euro-area residents
(other than shares) ........ccoceveveiviicieieens 1,672,191 1,577,708 94,483
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BALANCE SHEET - ASSETS

(thousands of euros)

Table 1 cont.

Amounts at end-

Changes
2003 2002
8 General government debt ........ccccooeeviiinenne 18,716,265 18,872,448 -156,183
Government securities deriving
from the conversion of bonds
under Law 289/2002 .........ccceeveveeereerienennns 17,620,737 17,727,042 -106,305
Items arising from the Bank’s former management
of stockpiling bills - securitized part ................. 1,061,836 1,111,714 -49,878
Items arising from the Bank’s former management
of stockpiling bills - unsecuritized part ............. 33,692 33,692 -
9 Intra-Eurosystem claims .........cccocooevevvereinans 8,192,250 8,192,250 -
9.1 Participating interest in the ECB ..........cccovvvinee 744,750 744,750 -
9.2 Claims deriving from the transfer of foreign
reserves to the ECB ........c.ccceeeeveevieeeieeiie s 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  Itemsto besettled .......ccocoeeiiviiciiiiieeeien, 10,975 7,161 3,814
11 Other @SSEeLS ..cccverieiririeeeeseeeee e 52,180,741 53,377,152 -1,196,411
11.1 EUro-ar€a COINS .....cceeceeieeeeeeeieeeeeeseeeeees e 18,375 25,744 -7,369
11.2 UIC endowment fund .........cccoeveieirierieesienianns 258,228 258,228 —
11.3 Investments of reserves and provisions
(including Shares) .......ccccceeeveieenerieeeeseens 28,433,560 28,291,710 141,850
GOVErNMENtS SECUNLIES ....eevvevveeierieieeieieeaeeans 22,501,646 23,132,701 —631,055
Shares and participating interests .................... 5,398,307 4,933,521 464,786
Other SECUNLIES .....oovveeeeieeeeeeeee e 326,043 225,488 100,555
REVErse OPerations ............cceceveeeeruereeeseneanens 207,564 - 207,564
11.4 Intangible fixed aSSets ........ccccoveieirerieerinianns 24,294 24,340 -46
11.5 Deferred Charges ........cccoeveevereieeseieeesenienens 6,379 9,684 -3,305
11.6 Tangible fixed assets (net of depreciation) ........ 2,582,288 2,732,847 -150,559
11.7 Accrued income and prepaid expenses ............ 697,771 679,337 18,434
11.8 SUNAIY oo 20,159,846 21,355,262 -1,195,416
Advances under Ministerial Decree of 1974 ..... - 12,287,868 -12,287,868
Euro-denominated securities held
aS fIXed ASSELS ....ceccvviveeeeecee e 10,102,123 - 10,102,123
Other investments of severance pay
and Pension Provisions ...........c.ceceeveverereanns 65,205 55,002 10,203
Deferred tax assets 8,075,456 7,090,587 984,869
Other itEMS ....oovvviiricieiriee e 1,917,062 1,921,805 —4,743
Total 145,525,697 147,338,428 -1,812,731




BALANCE SHEET - LIABILITIES
(thousands of euros)

Table 2

Amounts at end-
Changes
2003 2002
1 Banknotes in circulation ...........cccocceiiiiiiiine 73,807,446 | (1) 60,657,830 13,149,616
2 Liabilities to euro-area banks related
to monetary policy operations .........c.cccceeeeuene 10,303,853 10,454,353 -150,500
2.1 Current accounts (covering the minimum reserve
system) ... 10,302,910 10,452,311 -149,401
2.2 Deposit facility 943 2,042 -1,099
2.3 Fixed-term depositS .........cccocvrveerininieenineeeies — - -
2.4 Fine-tuning reverse operations ...........c..ccceceeaees — — —
2.5 Deposits related to margin calls ............c.cceveenee. - - -
3 Other liabilities to euro-area banks ................. — — —
4 Liabilities to other euro-area residents
denominated in @UIOS .......occeeveveeeeeceieeie e 13,371,028 21,322,140 -7,951,112
4.1 General gOVErNMENL .......ccccoceeerieerieaeeieeaeeieaeens 13,294,609 21,316,379 -8,021,770
4.1.1 Treasury payments account ...................... 13,208,117 20,617,850 —7,409,733
4.1.2 Sinking fund for the redemption
of government securities ....................... 23,510 633,200 —609,690
4.1.3 Other liabilities ........cccccevvevriieniieiieeieeie, 62,982 65,329 -2,347
4.2 Other counterparties ..........c.coceevviveivniiiccinnnnenn 76,419 5,761 70,658
5 Liabilities to non-euro-area residents
denominated in EUIOS ......ccccceeveveeveeeeeeereenne, 28,971 53,952 —24,981
5.1 Liabilities to non-euro-area EU central banks ...... 1 1 —
5.2 Other liabilities ..........c.ccceviniiiiiiiiiiiice, 28,970 53,951 —24,981
6 Liabilities to euro-area residents
denominated in foreign currency .................. - - -
7 Liabilities to non-euro-area residents
denominated in foreign currency .................. 373,753 2,880,825 -2,507,072
7.1 Deposits and balances ............c.ccooveiiiiciiinnnne, 10,446 12,439 -1,993
7.2 Other iabiliies ..........ccoccovveviveerrerierieeireieieseieas 363,307 2,868,386 —2,505,079
8 Counterpart of SDRs allocated by the IMF ...... 827,427 910,521 -83,094
9 Intra-Eurosystem liabilities ..........cccccocevevvennee. 7,713,041 7,866,469 —153,428
9.1 Promissory notes covering debt certificates
issued by the ECB .......cccccooveeiiiiec e — - -
9.2 Net liabilities related to the allocation of euro
banknotes within the Eurosystem ..................... 5,687,330 5,731,537 —44,207
9.3 Other liabilities within the Eurosystem (net) ......... 2,025,711 2,134,932 -109,221
(1) Reclassified amounts.
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Table 2 cont.
BALANCE SHEET - LIABILITIES
(thousands of euros)

Amounts at end-
Changes
2003 2002

10  Itemsto besettled ........cccoeeiiveieeiiieeeee 33,905 37,088 -3,183
I 2,499,260 | (1) 3,925,537 —1,426,277
11.1 Banks of Italy draftS .........ccocevveerierieieieieiiens 646,587 839,204 -192,617
11.2 Cashier's department SErvices ..........c.c.ccceeunen. 2,313 1,190 1,123
11.3 Accrued expenses and deferred income ......... 8,934 12,699 -3,765
114 SUNAIY wooveieicieiieieie e 1,841,426 (1) 3,072,444 -1,231,018
120 PTOVISIONS woovvsivsivnssvns s 6,015,637 7,516,567 ~1,500,930
12.1 Provisions for SPecific riskS: .........ccccevrirerrenns 399,767 1,966,367 -1,566,600
for exchange rate 10SSes ..........ccccovvveveevevennes - 1,537,605 -1,537,605
for INSUIrANCE COVET .......veeeeeeceeeeeeeeee e 309,874 309,874 -
FOr taXAtION ...voveeeeecee e 89,893 118,888 —28,995
12.2 Sundry staff-related provisions: ...............c....... 5,615,870 5,550,200 65,670
for staff severance pay and pensions .............. 5,520,930 5,461,272 59,658

for grants to Bl pensioners and their surviving
depeNdeNntS .......ccoeceeiiiieeee e 1,647 1,625 22
for severance pay of contract staff .................. 1,591 1,467 124
fOr Staff COSES ...oovviiviiieeei e 91,702 85,836 5,866
13 Revaluation accounts .........ccoceeeeevveeeeeninnne 9,246,351 9,645,480 -399,129
14 Provisions for general risks ........ccccoceurunne.. 7,586,782 8,789,382 -1,202,600
15 Capital and reserves ........cccoceeevivnveveenenn. 13,665,846 13,213,982 451,864
15.1 Capital cocveveeereieieieeee e 156 156 -
15.2 Ordinary and extraordinary reserves .............. 9,495,816 9,044,071 451,745
15.3 Other reSErVeS ........cccecviveveeiiieeceee s 4,169,874 4,169,755 119
16 Net profits for distribution ...........ccccevevevenenee 52,397 64,302 -11,905
Total ... 145,525,697 147,338,428 -1,812,731

(1) Reclassified amounts.
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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 prices and exchange rates, decreased by €3,252 million
(from €27,317 million to €24,065 million).

Within thisitem:

receivables from the IMF decreased from €4,682 million to €4,212

million. They comprised:

a) Itay’s net position vis-a-vis the IMF, which fell from €3,739
million to €3,306 million;

b) Italy’s share of the loan to support debt-reduction initiatives for
the poorest countries (PRGF), which declined from €840 million
to €783 million;

c) theBank’s SDRs, which rose from €103 million to €123 million.

securities (other than shares) totaled €14,765 million, with a decrease

of €4,006 million compared with the end of 2002 (€18,771 million),
primarily as a consegquence of the exchange losses recorded at the end
of the year. The year-end portfolio consisted of securities denominated
in US dollars (€12,643 million) and yen (€2,122 million) and for the
most part issued by the US and Japanese Treasuries and the BIS;

current accounts and deposits, denominated mostly in US dollars,

Swiss francs and yen, rose by €1,399 million (from €3,687 million to

€5,086 million); sight and overnight deposits rose from €1,126 million

to €2,393 million and time deposits from €2,561 million to €2,692
million;

reverse operations fell to zero from €175 million at the end of 2002;

other claims consisted exclusively of foreign banknotes and remained

unchanged at €2 million.

Claims on euro-area residents denominated in foreign currency,

valued at market prices and exchange rates, increased by €1,151 million
(from €5,298 million to €6,449 million). In particular:

securities (other than shares) decreased by €276 million (from
€2,125 million to € 1,849 million), primarily as a consequence of
the exchange losses recorded at the end of the year; they consisted of
securitiesdenominated in US dollarsissued by financial counterparties
in France, Germany and the Netherlands;

other claims increased by €1,427 million (from €3,173 million to
€4,600 million) and consisted of deposits with correspondent banks,
mostly in the form of time deposits in US dollars, yen and Swiss
francs.

309



310

Lending to euro-area banks related to monetary policy operationsrose
by €1,264 million (from €6,933 million to €8,197 million), primarily as a
consequence of the increase in main refinancing operations (from €6,933
million to €8,197 million); on an annual average basis the latter were
showed amarginal increase (from €7,913 million to €7,957 million).

Longer-term refinancing operations were zero at the end of both 2002
and 2003, while the annual average value of thisitem rose from €44 million
to €52 million.

No use was made of fine-tuning reverse operations during the year
(in 2002, adthough the year-end balance was zero, they were used three
times).

The balance of the marginal lending facility rose from zero to €6
million; the annual average value of this item declined from €6 million to
€4 million.

Asin 2002, no use was made of structural reverse operations during
the year. The year-end balance of credits related to margin calls was zero
(€0.12 million at the end of 2002); the annual average value of thisitem was
€0.1 million (compared with €0.2 million in 2002).

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, remained small, declining from €0.4 million
to €0.2 million.

Securitiesissued by euro-area residents (other than shares), valued at
market prices and consisting of Italian government securities denominated
in euros not held as fixed assets except for investments of the reserves and
provisions, rose by €94 million (from €1,578 million to €1,672 million) as
a consequence of net purchases.

General government debt fell by €156 million (from €18,872 million
to €18,716 million). In particular:

—  the securities received following the bond conversion provided for in
Law 289/2002 decreased by €106 million (from €17,727 million to
€17,621 million) as a consequence of the annual accrual of the related
premiums and discounts;

— the overall position in respect of the past management of stockpiling
bills decreased by €50 million (from €1,145 million to €1,095
million).

The Bank’s participating interest in the ECB of €745 million and
€7,447 million of claims deriving from the transfer of foreign reserves to



the ECB in the form of gold, foreign securities and foreign currencies at the
beginning of Stage Three of EMU were unchanged and are shown under
Intra-Eurosystem claims.

At 31 December 2003, considering all the countries participating in the ESCB,
the Bank of Italy's interest in the capital of the ECB was equal to 14.8950 per cent;
considering only the Eurosystem countries, it was equal to 18.3902 per cent.

Article 29.3 of the Satute of the ESCB provides for the keys of NCBsfor subscription
of the ECB's capital to be adjusted every five years. The first five-year change since the
establishment of the ECB took effect on 1 January 2004.

On 1 May 2004 a second change to the ECB’s capital key followed as a result of the
accession of 10 member states.

Based on the Decision of the ECB’'s Governing Council of 15 July 2003 (concerning
the statistical data to be used for the deter mination of the key for subscription of the capital
of the European Central Bank), the Bank of Italy’'s capital decreased as of 1 January 2004
to 14.5726 per cent and as of 1 May 2004 to 13.0516 per cent. Consequently, with effect
from the same dates its participating interest in the ECB diminished to respectively €729
million and €726 million.

The adjustments to the capital key weightings and the resulting changes in the euro-
area NCBs' shares in the ECB’s subscribed capital also led to a reduction in the Bank of
Italy’s claims deriving from the transfer of foreign reserves to the ECB (to €7,286 million
as of 1 January 2004 and €7,263 million as of 1 May 2004).

Items to be settled rose by €4 million (from €7 million to €11
million).

Other assets diminished from €53,377 million to €52,181 million. In
particular:

— euro-area coins, which includes lira coins, fell from €26 million to
€18 million;

—  theUIC endowment fund remained unchanged at €258 million;

— investments of reserves and provisions (including shares) amounted
to €28,434 million, basically unchanged compared with 31 December
2002 (€28,292 million);

— intangible fixed assets (net of amortization) remained unchanged at
€24 million;

— deferred charges fell from €10 million to €6 million, primarily as a
consequence of the decrease in multi-year software licence fees;

— tangible fixed assets (net of depreciation) amounted to €2,582 million.
The decrease of €151 million compared with 31 December 2002 was
dueto €34 million of purchases and capitalized own work, €20 million
of disposals and €165 million of depreciation;
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accrued income and prepaid expenses increased by €19 million (from
€679 million to 698 million);

sundry other assets decreased from €21,355 million to €20,160
million. They included:

a)

b)

€10,102 million of euro securities held as fixed assets, including
those reinserted in the portfolio upon the extinction of the advance
granted under Treasury Ministry Decree 27.9.1974 to Banco di
Napoli (subsequently merged into Sanpaolo IMI S.p.A.) pursuant
to Law 588/1996 (€12,288 million at 31 December 2002);

€8,075 of deferred tax assets (€7,091 million at the end of 2002),
of which €1 million in respect of the regional tax on productive
activities (IRAP) and €8,074 million in respect of net corporate
income tax (Irpeg), as the algebraic sum of the following:

€7,119 million of deferred tax assets deriving from the carry
forward of the 2002 tax loss incurred as a consequence of
the bond conversion described above and offsettable up
to 2022 under Law 289/2002. Compared with the amount
stated at the end of 2002, there was an increase of €3 million
following the final calculation made in the corporate income
tax return submitted in 2003;

€973 million of deferred tax assets deriving from the tax
loss recorded in 2003, which, under Article 84 of Legidative
Decree 344/2003 (the new Tax Code), can be deducted from
the taxable income of the next five financia years,

€32 million of deferred tax assets deriving from other
expense items; in particular the allocation of €23 million
to the provision for staff costs and €9 million of prior-year
depreciation at rates in excess of those allowed for tax
purposes,

The inclusion of deferred tax assets in the balance sheet is based on the reasonable

expectation — considering the outlook for the Bank’ s income — of offsetting, within the
time limits established by law, the full amount of the tax losses produced both by the bond
conversion and by the exceptional diminution in 2003 of the current value of the positions
denominated in foreign currency. In this respect there was confirmation of the fulfilment
of the conditions — discussed in last year’s annual report — for a lasting improvement
in the profitability of the Bank's ordinary operations, which did indeed begin in 2003
even though it did not appear in the overall result for the year owing to the exceptional
unrealized loss on foreign exchange.

€50 million of deferred tax liabilitiesin relation in particular
to gains on disposals of fixed assets (€5 million) and



accelerated depreciation under Article 67.3 of the Income
Tax Code (€45 million);

The deferred tax assets and liabilities were calculated using the 33 per cent rate of
the new corporate income tax (IRES) in force as of 1 January 2004 and the IRAP rates
expected to apply in 2004 and the subsequent years.

c) €44 million, the balance-sheet total of the supplementary pension
fund. Up by €10 million, this item is matched on the liabilities
side by an equal amount entered under other liabilities— sundry.

Liabilities:

Banknotes in circulation amounted to €73,807 million (€60,658
million at the end of 2002 with reference exclusively to euro banknotes).
Thisitemisthe Bank of Italy’s share of thetotal Eurosystem noteissue (see
the section on Banknotes in circulation under Accounting policies).

The value of the actual circulation, excluding the adjustments in
connection with the allocation of euro banknotes within Eurosystem,
increased by €13,106 million (from €66,389 million to €79,495) in line
with the rising trend within the euro area.

Liabilities to euro-area banks related to monetary policy operations
amounted to €10,304 million (€10,454 million at the end of 2002) and
comprised:

— current accounts (covering the minimum reserve system), which
consisted almost entirely of banks deposits under the minimum
reserve system and declined from €10,452 million to €10,303 million
(by contrast, the annual average value rose, from €13,562 million to
€14,195 million).

— deposit facility, which dropped from €2 million to €1 million;

- fixed-termdeposits, fine-tuning rever se operations and depositsrelated
to margin calls were al equal to zero, as at the end of 2002.

Liabilities to other euro-area residents decreased by €7,951 million
(from€21,322 millionto€13,371 million). The subitem general gover nment
(€13,295 million) recorded the following changes:

- the Treasury payments account fell from €20,618 million to €13,208
million. By contrast, the average balance on the account rose (from
€26,918 million €28,400 million);
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— thesinking fund for the redemption of government securities fell from
€633 million to €24 million. By contrast, the annual average value of
thisitem rose (from €231 million to €665 million);

— other liabilities, comprising the current account deposits of other
general government bodies, fell from €65 million to €63 million.

The subitem liabilities to other counterparties rose from €6 million
to €76 million, amost exclusively in connection with the movement in the
balance on the UIC’s current account, the annual average value of which
declined instead (from €52 million to €32 million).

Liabilities to non-euro-area residents fell from €54 million to €29
million and refer almost exclusively to the accounts held by central banks
and international organizations, which are included under other liabilities.

Liabilities to non-euro-area residents denominated in foreign
currency, denominated exclusively in US dollars and valued at market
exchange rates, fell from €2,881 million to €374 million. In particular,
the other liabilities consisting of repos fell from €2,868 million to €363
million. The subitem deposits and balances declined from €13 million to
€11 million and included the daily variation margins for futures contracts
(€0.1 million).

The item Counterpart of SDRs allocated by the IMF fell from €911
million to €827 million, owing to the valuation at the year-end SDR
exchange rate.

Intra-Eurosystem liabilities declined from €7,867 million to €7,713
million and included:

— the subitem Net liabilities related to the allocation 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 and declined from €5,732 million to €5,687 million;

— thesubitem Other liabilities within the Eurosystem (net), which shows
the Bank’s net debtor position vis-a-vis the Eurosystem in respect
of the TARGET system and declined from €2,135 million to €2,026
million.

Items to be settled declined from €37 million to €34 million.

Other liabilities amounted to €2,499 million and from 1 January 2003
includes the lira banknotes still in circulation (see the item Banknotes in
circulation). Among the subitems, Sundry fell by €1,231 million, Bank of
Italy drafts by €193 million and Accrued expenses and deferred income by
€4 million, while Cashier’s department services rose from €1 million to
€2 million.



In particular, the subitem Sundry other liabilities (€1,841 million)

included:

€1,337 million, the amount of lira banknotes not yet presented for
conversion, excluding the €593 million payment on account that the
Bank of Italy has already made to the Treasury for the banknotes that
will presumably not be presented within the legal time limit;

€44 million, the balance-sheet total of the defined-contribution
supplementary pension fund for staff hired after 28 April 1993. This
item is matched on the assets side by an equal amount entered under
Other assets- sundry.

Provisions decreased from €7,517 million to €6,016 million. In

particular:

provisions for specific risks decreased from €1,966 million to €399
million. The decrease was due to:

a) thewithdrawal of the entire amount of the provision for losses on
foreign exchange (€1,538 million) to cover part of the unrealized
losses on foreign currency assets owing to the depreciation of the
US dollar and the yen against the euro;

b) thereduction of €29 millioninthetax provision, asaconsequence

of the payment of taxes and, for aminimal part, of the decreasein
deferred tax liabilitiesin respect of IRAP.

The provision for insurance cover remained unchanged at €310

million.

sundry staff-related provisions rose from €5,550 million to €5,616
million. In particular, the provisions for staff severance pay and
pensions rose from €5,461 million to €5,521 million (the provision
for severance pay accounted for €31 million of the increase and that
for pensions the remaining €29 million). The provision for staff costs
rose from €86 million to €92 million, owing to the increase 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 2003 are detailed in Table 3.
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Table 3

PROVISIONS
(thousands of euros)
Changes
Amounts Amounts
at end-2002 at end-2003
Transfers from Transferts to Other

Provisions for specific risks: 1,966,367 | —1,566,127 - -473 399,767
for exchange risk ...........c...... 1,537,605 | —1,537,605 - - -
for insurance cover ................. 309,874 - - - 309,874
for taxation ........cccceeviveeinnnnnn 118,888 -28,522 - (1) -473 89,893
Sundry staff-related

ProVISIiONS: ..cccoovveviieenieeen. 5,550,200 —64,673 130,343 -| 5,615,870
for staff severance pay

and pensions ...........ccoceeeee. 5,461,272 (2)-19 59,677 -] 5,520,930
for grants to BI pensioners and

their surviving dependents .. 1,625 -48 70 - 1,647
for severance pay of contract

staff under Law 297/1982 .... 1,467 -127 251 - 1,591
for staff costs .......ccovvvvereeeiinnns 85,836 —64,479 70,345 - 91,702

Total ... 7,516,567 | —1,630,800 130,343 -473| 6,015,637
(1) The decrease is related to deferred tax liabilities. — (2) Transfer to the supplementary pension fund.

The revaluation accounts fell from €9,645 million to €9,246 million.

The provision for general risks fell from €8,789 million to €7,587
million following the withdrawal decided by the Board of Directors of
€1,202 million to cover part of the unrealized losses on foreign currency
assets.

Table 4
SHAREHOLDERS
At 31 December 2003 At 31 December 2002

Number|Shares held (1) % Votes |Number|Shares held (1) % Votes
Shareholders with voting rights .. 70 299,934| 100.0| 684 71 299,934 | 100.0| 692
Limited company banks ......... 63 253,434 84.5| 563 64 253,434| 84.5| 571
Social security institutions........ 1 15,000 5.0 34 1 15,000 5.0 34
Insurance companies ............. 6 31,500| 10.5 87 6 31,500 10.5 87

Shareholders without voting
FGNLS oo 6 66 . - 6 66 . -
Total ... 76 300,000 | 100.0| 684 77 300,000 | 100.0| 692

(1) With a par value of €0.52 each.




The item capital and reserves amounted to €13,666 million and
comprised the ordinary reserve (€4,800 million), the extraordinary reserve
(€4,696 million), which together increased by €452 million, and the other
reserves, which remained virtually unchanged.

The holders of the Bank’s capital are shown in Table 4 and the
movements in the item capital and reservesin Table 5.

Table5
MOVEMENTSIN CAPITAL AND RESERVES
(thousands of euros)
atBe?'llg-nZCOeOZ Increases Decreases at 221?_2%%3

Share capital .........cccoeiviiiniiiien 156 - - 156
Ordinary reServe .......ccccceeeevveeeeieeenn. 4,575,657 | (1) 245,984 (2) 21,865 4,799,776
Extraordinary reserve ............cccceeene 4,468,414 | (1) 248,706 (2) 21,080 4,696,040
Revaluation surplus reserve (under

Law 72/1983) ..covceeveiiiieeiieeeieenn 673,460 - - 673,460
Revaluation surplus reserve (under

Law 408/1990) .....cccvevvverreeniieinnenn 660,533 - - 660,533
Revaluation surplus reserve (under

Law 413/1991) ...ccooeovviveiiiieeieenn 16,922 - - 16,922
Revaluation surplus reserve (under

Law 342/2000) ....ccccovvveeniiieaieennn 866,534 - - 866,534
Reserve for accelerated depreciation

(under Art. 67.3 of the income tax

COAB) evieiiiiieeiiee e 147,057 - - 147,057
Reserve (under Legislative Decree

1247/1993) oo 205 119 - 324
Special provision for the renewal

of tangible fixed assets .................. 1,805,044 - - 1,805,044

Total ... 13,213,982 494,809 42,945 | 13,665,846

(1) The movement was due to the allocation of the net profit for 2002 and the return earned in 2003 on the investment of the reserve. —
(2) The movement was due to the dividend paid to shareholders in respect of the return earned in 2002 on the investment of the
reserve (under Art. 56 of the Bank’s Statute).

2.2. Income statement. — The net profit for the year amounted to €52
million (Table 6), down from €64 million in 2002.

Among the items included under net income from institutional
operations, net interest income swung from a negative value of €61 million
to a positive value of €672 million, reflecting both an increase in interest
income and afall in interest expense.
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ANALYSISOF THE INCOME STATEMENT

Table 6

(euros)
2003 2002 Changes
A) NET INCOME FROM INSTITUTIONAL OPERATIONS: —574,885,536 —6,373,433,456 5,798,547,920
INtEreSt INCOME ..o 2,088,545,167 1,885,967,592 202,577,575
securities and other assets denominated in foreign
currency ... 630,291,710 785,272,233 —154,980,523
IMF position ... 70,900,963 95,413,480 —24,512,517
refinancing operations ... 188,488,717 267,009,309 —-78,520,592
securities denominated in euros 65,762,854 85,537,896 —19,775,042
claims on the State .................. 928,114,565 396,532,924 531,581,641
intra-Eurosystem balances ............ 325,215,993 328,042,511 -2,826,518
advances under Ministerial Decree 1974 119,983,117 139,838,232 -19,855,115
UIC current account ...........cccuveeees 59,516 45,807 13,709
bond premiums and discounts .. —240,272,804 —211,725,634 —28,547,170
other 536 834 -298
INtErest EXPENSE .....cccceviiiieniiiiiccie s -1,476,836,951 —1,946,502,469 469,665,518
Treasury payments aCCoUNt ...........cccceeevveeneenineeninns -1,021,368,793 -1,212,418,822 191,050,029
sinking fund for the redemption of government
SECUNMLIES 1uvvieiieiiiieiiie et —17,783,405 -8,169,406 —9,613,999
current account deposits of required reserves ......... —331,742,500 —448,259,584 116,517,084
overnight deposits, term deposits and deposits
related to margin calls ... —-95,017 —246,373 151,356
UIC current account —390,719 -1,214,138 823,419
intra-Eurosystem balances ..........cccccovveeiieininnienins —73,495,211 —203,104,442 129,609,231
sundry interest denominated in foreign currency ..... —31,254,692 —38,539,392 7,284,700
Other e —706,614 —34,550,312 33,843,698
Net interest income 611,708,216 —60,534,877 672,243,093
Profits and losses on financial operations .. 477,167,233 —20,630,574,618 21,107,741,851
profits/losses on securities trading ........ 435,417,524 —21,347,974,515 21,783,392,039
profits/losses on foreign exchange trading .... —71,773,381 288,003,004 -359,776,385
profits/losses on derivatives contracts
denominated in foreign currency ..........c.ccoceeene 449,884 - 449,884
profits/losses on forward transactions in
securities under Ministerial Decree 1974 ........ 113,073,206 429,396,893 —316,323,687
Writedowns of financial assets and positions —4,645,447,695 -1,206,920,529 —3,438,527,166
foreign securities —-15,173,420 —224,197 —14,949,223
foreign currencies —4,629,388,356 —821,756,571 -3,807,631,785
securities denominated in euros ... —48,646 -21,787 —26,859
foreign currency derivatives —837,273 - -837,273
forward transactions in securities under
Ministerial Decree 1974 — —384,917,974 384,917,974
Transfers to/from provisions for losses on foreign
exchange and SecUurities ..........ccccccvvvveiieniiennenns 2,750,754,453 15,206,927,979 -12,456,173,526
transfers from “pre-system” revaluations reserves 10,549,730 12,553,792,201 —12,543,242,471
transfers from the provision for general risks ...... 1,202,600,000 1,008,690,046 193,909,954
transfers from the provisions for losses on foreign
exchange and SECUNtIeS ..........cccovvreeiverinieeinens 1,537,604,723 1,644,445,732 —106,841,009
Net result of financial operations, writedowns and
risk provision transfers ..o, -1,417,526,009 —6,630,567,168 5,213,041,159
Fee and commission income 19,822,190 20,335,870 -513,680
Fee and commission expense —18,968,247 -17,709,199 —-1,259,048
Net income from fees and commissions .............c....... 853,943 2,626,671 -1,772,728
Income from equity shares and participating interests . 215,074,412 387,951,300 -172,876,888
income from participating interest in ECB 112,999,262 379,473,323 —266,474,061
income from participating interest in UIC
endowment fund ... 102,075,150 8,477,977 93,597,173
Net result of the pooling of monetary income ... 15,003,902 —72,909,382 87,913,284
monetary income pooled ............... 1,427,184,703 1,770,306,284 —-343,121,581
monetary income redistribuited -1,412,180,801 —1,843,215,666 431,034,865
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ANALYSISOF THE INCOME STATEMENT

Table 6 cont.

(euros)
2003 2002 Changes
B) OTHER INCOME: ........ 1,630,133,236 1,464,954,164 165,179,072
Income from the investment of reserves and provisions 1,431,002,283 1,294,023,772 136,978,511
interest income 954,977,626 1,048,954,347 —-93,976,721
bond premiums and discount: —34,251,936 -26,077,538 -8,174,398
dividends on equity shares and participating interests 167,550,705 231,865,768 -64,315,063
trading profits and gains on disposals ...........c.cc...... 342,725,888 39,281,195 303,444,693
83,527,105 83,623,705 —96,600
115,603,848 87,306,687 28,297,161
rental income from buildings ............ccccciiiiciien. 19,973,686 18,506,330 1,467,356
interest on tax CreditS ........ccovcveeieeiieenie s 22,748,807 29,353,300 —6,604,493
other INterest iNCOME ..........covvieriiiieieiesee s 2,125,317 1,614,378 510,939
Ministry for the Economy and Finance commissions 299,407 275,884 23,523
procedures, studies and designs completed ............ 10,124,950 13,624,742 -3,499,792
ClOSING StOCKS ....ovveiiiiiciicc e 663,113 574,007 89,106
ONET i 59,668,568 23,358,046 36,310,522
1,055,247,700 —4,908,479,292 5,963,726,992
C) SUNDRY EXPENSES AND CHARGES
Staff wages and salaries and related costs ................... -614,612,177 (*) -627,121,768 12,509,591
Emoluments paid to head and branch office collegial
bodies (1) -3,006,845 -2,862,972 —143,873
Transfers to provisions for accrued expenses and staff
severance pay and pensions —130,343,405 -132,353,750 2,010,345
severance pay and pensions .. -59,677,598 —65,977,843 6,300,245
expenses accrued but not yet paid —70,345,172 —66,073,128 —4,272,044
other provisions —320,635 -302,779 -17,856
Other staff costs —41,266,905 (*) -39,800,489 -1,466,416
Pensions and severance payments ........c..cccceeevveiieenns —242,815,476 —-237,290,842 —5,524,634
AdMINISLrative COSES ....c.veviiiiiiiiieiiee e -360,659,064 (*) —383,213,344 22,554,280
Depreciation of tangible and intangible fixed assets ..... -190,498,010 -186,350,136 —4,147,874
Other costs:
losses on investments of reserves and provisions ... —-42,391,394 —281,726,808 239,335,414
losses on trading and disposals - —27,902,197 27,902,197
writedowns —42,391,394 —253,824,611 211,433,217
other transfers to provisions -118,554 -16,820,747 16,702,193
prior-year expense —1,705,197 —2,400,437 695,240
appropriation of investment income to reserves (2) . —468,969,171 —297,281,479 -171,687,692
other taxes and dUties ........cc.cccceevecvvrveeeeeeeeee e —15,903,440 -16,190,519 287,079
SUNAIY ettt —6,664,741 -3,805,123 -2,859,618
other interest expense -580,050 -9,089 -570,961
opening stocks -574,007 —440,030 —133,977
miscellaneous payables ...........ccccooiiiiiiiiiiieennns -5,510,684 -3,356,004 -2,154,680
Taxes on income for the year and productive activities (3) 1,116,103,942 7,200,000,000 —6,083,896,058
NET PROFIT FOR THE YEAR 52,397,263 64,302,294 —11,905,031

(*) Reclassified amounts.

(1) Includes the remuneration of the Board of Directors (€648,353 in 2003 and €863,205 in 2002) and the Board of Auditors (€33,210 in both years). — (2) Pursuant to Article 55 of the

Statute.
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Total interest income increased by €203 million (from €1,886 million

to €2,089 million). In particular, there was an increase of

€531 million in interest income from claims on the State, which rose
from €397 million to €928 million as a consequence of the higher rate of
interest on the bonds received in the conversion under Law 289/2002.

Interest income earned on foreign currency assets and positions in

euros fell. In the latter case this was due to the decreases of:

€79 million in income from refinancing operations (from €267 million
to €188 million) that was amost entirely due to the decrease of €77
million in income from main refinancing operations as a consequence
of thefall in the average rate of return (from 3.34 to 2.35 per cent); the
annual average amount outstanding remained virtually unchanged at
€7,957 million (€7,913 million in 2002);

€20 million (from €140 million to €120 million) in the interest earned
at the rate of 1 per cent on advances under Treasury Ministry Decree
27.9.1974, owing to the fall in the annual average amount outstanding
(from €13,792 million to €11,834 million). At the end of the year the
advances in question had been completely repaid;

€19 million (from €85 million to €66 million) in income from
securities (other than those in which the reserves and provisions are
invested), primarily as a consequence of interest rate movements;

€3 million (from €328 million to €325 million) in income from intra-
Eurosystem balances as a consequence of:

a) thefal in interest income (from €210 million to €148 million)
earned on the claims deriving from the transfer of foreign reserves
to the ECB owing to the lower average interest rate applied,;

b) the fall from €7 million to zero of the interest earned on the
balances related to the allocation of euro banknotes within the
Eurosystem since these balances, which are calculated monthly,
were always negative for the Bank of Italy;

c) theincrease (from €111 million to €177 million) in income from
the Bank’s positive TARGET balances.

The reduction in interest income earned on foreign currency assets

was due to the decreases of:

€155 million in income from securities and other foreign currency
assets as a consequence of the decline in the average interest rate,
the effects of which were partly offset by the increase in the annual
average stock (from €27,364 to €29,683 million);

€24 million inincome from the position with the IMF, primarily owing
to the reduction in the interest rate paid by the Fund.



Premiums and discounts on securities denominated in euros and
foreign currencies were negative in both years, and increased from €212
million to €240 million.

Interest expense fell by €469 million (from €1,946 million to €1,477
million). In particular, the reduction in interest expense in respect of
positions denominated in euros was due to the decreases of:

— €191 million in interest on the Treasury payment account (from
€1,212 million to €1,021 million) as a consequence of the decline in
the average interest rate (from 4.5 to 3.6 per cent), the effects of which
were partly offset by the increase in the annua average balance (from
€26,918 to €28,400 million);

— €129 million in interest on intra-Eurosystem balances (from €203
million to €74 million) as a consequence of the reduction in the
interest payable in connection with the net position on the Bank’s
TARGET accounts (from €96 million to €21 million) and in that
payable on the balances related to the allocation of euro banknotes
within the Eurosystem (from €107 million to €53 million);

— €116 million in interest on current account deposits of required
reserves (from €448 million to €332 million) owing to the fal in the
average rate of return on required reserves (from 3.31 to 2.34 per cent),
the effect of which was partly offset by the increase in the annual
average amount of required reserves (from €13,562 million to €14,195
million);

— €34 million in other interest (from €35 million to €1 million); the
figure for 2002 consisted almost entirely (€33 million) of the interest
paid to financial institutions on their deposits of collateral for the euro
notes and coins provided in the front-loading phase;

—  €0.8 million (from €1.2 million to €0.4 million) in interest on the
current account held by the UIC and €0.1 million (from €0.2 million
to € 0.1 million) in interest on overnight deposits, fixed-term deposits
and deposits related to margin calls.

Interest on the sinking fund for the redemption of government securities
rose by €10 million (from €8 million to €18 million) owing to the increase
in the average amount outstanding (from €231 million to €665 million), the
effects of which were partly offset by the decrease in the average rate of
return (from 3.53 to 2.67 per cent);

Theinterest paid on positions denominated in foreign currency fell by
€8 million (from €39 million to €31 million), amost exclusively as aresult
of the decrease in payments in respect of alocations of SDRs (from €21
million to €14 million).
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The net result of financial operations, writedowns and risk provision

transfers showed a negative result of €1,418 million (€6,631 million in
2002). The balance was the result of:

€4,645 million of writedowns of financial assets and positions, of
which €4,629 million (€822 million at the end of 2002) of foreign
exchange writedowns of net foreign currency positions (primarily in
USdoallars and yen) and €16 million of price writedownsin respect of
securities in foreign currencies and euros and futures positions.

€477 million of profits on financia transactions (the negative result of
€20,631 million in 2002 was affected by the loss of €21,837 million
incurred as a consequence of the bond conversion under Law 289/2002),
comprising:

a) aprofit of €436 million on trading in securities and futures (€489
million in 2002) and of €113 on forward positions in connection
with advances granted under Treasury Ministry Decree 27.9.1974
(€429 million in 2002);

b) alossof €72 million on foreign exchange trading (aprofit of €288
million in 2002);

provision transfers amounting to €2,750 million (€15,207 million in
2002), as detailed below:

a) €1,538 millionwithdrawnfromthe provisionfor foreign exchange
losses and €1,202 million from the provision for genera risks to
cover part of the unrealized losses on foreign currency positions;

b) €10 million of withdrawas from the pre-system revaluation
accounts as a consequence of disposals and writedowns of
securities and foreign currencies.

Net income from fees and commissions decreased by €2 million (from

€3 million to €1 million).

Income from equity shares and participating interests fell by €173

million (from €388 million to €215 million) and comprised:

€102 million of profits allocated to the Bank in respect of itsinterestin
the UIC’'s endowment fund (up from €9 million in 2002).

€113 million of dividends for the year 2002 distributed in 2003 in
respect of the Bank’s interest in the capital of the ECB (down from
€268 million in 2002);

The net result of the pooling of monetary income, calculated using

the new method established by the Governing Council of the ECB for the
period 2003-07, swung from minus €73 million to plus €15 million, the



resultant of €1,412 million of monetary income pooled by the Bank and
€1,427 million redistributed to the Bank.

The monetary income (to be pooled) of each NCB is determined by measuring the
actual annual income that derives from the earmarkable assets held against its liability
base.

The liability base of each NCB consists of: banknotes in circulation; liabilities to
credit institutions 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 liabilities included within the liability base is deducted from the monetary income
to be pooled.

The earmarkable assets of each NCB consist of: lending to euro-area credit
institutions related to monetary policy operations denominated in euros; intra-Eurosystem
claimsequivalent to thetransfer of foreign reserve assetsto the ECB; net intra-Eurosystem
claims resulting from TARGET transactions; net intra-Eurosystem claims related to the
allocation of euro banknotes within the Eurosystem; and a limited amount of each NCB's
gold holdings in proportion to each NCB's capital key. Gold is considered to generate
no income. Where the value of an NCB's earmarkable assets exceeds or falls short of the
value of itsliability base, the difference is offset by applying the average rate of return on
the earmarkable assets of all NCBs taken together to the value of the difference.

The monetary income pooled by the Eurosystem is allocated to each NCB according
to its subscribed capital key.

Other income increased by €165 million (from €1,465 million to
€1,630 million). In particular:

— income from the investment of reserves and provisions rose by €137
million (from €1,294 million to €1,431 million) as a result of the
increase in profits from trading of assets and disposals (from €39
million to €343 million), which was partialy offset by the fal in
the income from securities, including premiums and discounts (from
€1,255 million to €1,088 million);

—  prior-year income remained unchanged at €84 million;
— sundry income rose by €28 million (from €87 million to €115
million).

With effect from 2003 the item Sundry expenses and chargesis shown
in more detail in the profit and loss account. The corresponding figures for
2002 have been reclassified. In particular:

— Saff wages and salaries and related costs declined by €12 million
(from €627 million to €615 million);

323



324

Pensions and severance payments rose by €6 million (from €237
million to €243 million);

Other staff costs rose from €40 million to €41 million;

Transfers to provisions for accrued expenses and staff severance
pay and pensions declined overall by €2 million (from €132 million
to €130 million). Of the total €60 million referred to the provision
for staff severance pay and pensions (€66 million in 2002) and €70
million to the provision for staff costs accrued that had not been paid
at the end of the year (€66 million in 2002).

The breakdown of the Bank’s staff by type of employment is shown

inTable7.
Table 7
THE BANK’S STAFF
Average T‘“’“be_’ of Percentage composition
persons in service
2003 2002 2003 2002
Managerial ........ccccverveiieeiiie e 2,011 1,991 24.1 235
CIENICAl wuvvveiie e 4,910 4,931 58.8 58.3
General services and SECUrty .........ccccceevvveenniennn. 880 974 10.5 115
Blue-collar ........coovvieeiiiie e 550 570 6.6 6.7
TOTAL PAYROLL WORKERS... 8,351 8,466 100.0 100.0

COoNtract WOTKEIS ........cccvvvveeiiieeciiieeesiieeeseee e e 34 33

Administrative costs fell by €23 million.

Depreciation of tangible and intangible fixed assets, which refers

exclusively to ordinary depreciation, increased slightly (from €186 million
to €190 million).

Other costs fell by €82 million (from €618 million to €536 million)

and comprised:

losses on investments of reserves and provisions, which amounted to
€42 million (€282 million in 2002) and referred almost exclusively to
writedowns of equity investments denominated in euros,

other transfers to provisions, which amounted to €0.1 million and
referred to those made to the special reserve set up under Legidative



Decree 124/1993. In 2003 no charges were made for accelerated
depreciation (€17 million in 2002);

—  prior-year expense, which remained unchanged at €2 million;

— appropriation of investment income to reserves, which amounted to
€469 million, up from €297 million in 2002, owing to the smaller
volume of writedowns and the larger profits on share disposals;

— other taxes and duties (i.e. excluding income tax for the year and the
regional tax on productive activities), which remained unchanged at
€16 million;

— sundry other costs, which rose by €3 million (from €4 million to €7
million), primarily as a consequence of larger donations.

Taxesfor the year show apositive net result equal to €1,116 million (as
against one of €7,200 million in 2002). In the absence of an IRAP liability,
the amount derives from the deferred corporate income tax (Irpeg) asset in
connection with the carry forward of the tax loss for 2003 (€973 million),
the tax credit on dividends cashed (€131 million), and the residual net
deferred tax asset (€12 million).

3. Proposalsof the Board of Directors

Pursuant to Articles 54 and 57 of the Statute and after hearing the
favourableopinion of theBoard of Auditors, the Board of Directorsproposes
the following allocation of the net profit for 2003 of €52,397,263:

euros
— 20 per cent to the ordinary reSEIVE ........cccceveeererienenene e 10,479,453
— anamount equal to 6 per cent of the share capital to shareholders .. 9,360
— 20 per cent to the extraordinary reSErVe ........ccccveeeeeevesesesieseesvennns 10,479,453
—  anadditional amount equal to 4 per cent of the share capital
TO SNArENOIAENS ... 6,240
—  theremaining amount to the State .........ccccevvievevcese e 31,422,757
TOTAL i 52,397,263
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Pursuant to Article 56 of the Statute, the Board of Directors has also
proposed the distribution to shareholders — drawing on the income earned
on the ordinary and extraordinary reserves — of an additional €45,219,000,
equal to 0.50 per cent (as in 2002) of the total reserves at 31 December
2002.

If these proposals are approved, the total dividend will be equal to
€45,234,600 corresponding to €150,782 per share.

THE GOVERNOR
Antonio Fazio



BALANCE SHEET
AND INCOME STATEMENT
for the year ended 31 December 2003



BALANCE

ASSETS

amounts in euros

2003

2002

1 GOLD AND GOLD RECEIVABLES ......ooiiiiiiiiii e s
2 CLAIMS ON NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY

2.1 Receivables from the IMF
2.2 Securities (other than shares)
2.3 Current accounts and deposits
2.4  Reverse operations
2.5 Other ClAIMS ...ttt

3 CLAIMS ON EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY ........

3.1 Financial COUNEIPATtIES .........cccoiiirieiiiiieee sttt
3.1.1 Securities (other than shares) ....
3.1.2 Reverse operations
3.1.3 Other claims
3.2 General government
3.3 Other COUNTEIPAITIES .....eeouriiiieiiiieiie ettt ettt ettt et esn et e saneebeeas

4 CLAIMS ON NON-EURO-AREA RESIDENTS

4.1 Claims on non-euro-area EU central banks
4.2  Securities (other than shares) .
4.3  Other claims

5 LENDING TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS ..

5.1  Main refinancing operations
5.2 Longer-term refinancing operations ....
5.3  Fine-tuning reverse operations
5.4  Structural reverse operations
5.5 Marginal lending facility
5.6 Credits related to margin calls

6 OTHER CLAIMS ON EURO-AREA BANKS ......cciiiiiiiiiii s
7 SECURITIES ISSUED BY EURO-AREA RESIDENTS (other than shares) ..........c.cc.c......
8 GENERAL GOVERNMENT DEBT ....cooiiiiiiiiiicc i

9 INTRA-EUROSYSTEM CLAIMS ..o

9.1 Participating interest in the ECB
9.2  Claims deriving from the transfer of foreign reserves to the ECB
9.3 Net claims related to the allocation of euro banknotes within the Eurosystem ....
9.4  Other claims within the Eurosystem (net)

10 ITEMSTO BE SETTLED ...ooiiiiiiiiiii s e

11 OTHER ASSETS ..o bbb

11,1 EUFO-ArEA COINS ..eeiuiiiiiiiiiiiiiit ettt ettt ettt ettt b e b e bt e s b e e s e e sb e s e e san e e ae e nan e
11.2 UIC endowment fund
11.3 Investments of reserves and provisions (including shares)
11.4 Intangible fixed assets
11.5 Deferred charges

11.6 Tangible fixed assets (net of depreciation)
11.7  Accrued income and prepaid expenses ..
11.8 Sundry

13 MEMORANDUM ACCOUNTS ...

26,042,196,103
24,064,856,474

4,211,994,537
14,764,931,919
5,085,717,614

2,212,404
6,449,175,541

6,449,175,541
1,848,796,804
4,600,378,737

8,196,818,477

8,190,917,667

5,900,810

227,195
1,672,191,348
18,716,265,228
8,192,250,000

744,750,000
7,447,500,000

10,974,891

52,180,741,403

18,374,486
258,228,450
28,433,560,388
24,293,642
6,378,808
2,582,288,268
697,771,469
20,159,845,892

25,763,615,140
27,316,455,914

4,681,552,173
18,770,622,928
3,687,101,568
174,826,533
2,352,712

5,298,228,670

5,298,228,670
2,125,503,559
3,172,725,111

6,933,007,746

6,932,865,946

141,800
400,710
1,577,708,552
18,872,447,779
8,192,250,000

744,750,000
7,447,500,000

7,161,407
53,377,152,464

25,744,271
258,228,450
28,291,710,474
24,339,495
9,683,493
2,732,847,192
679,336,952
21,355,262,137

145,525,696,660

418,246,089,603

147,338,428,382

365,360,119,127

Audited and found correct - 29 April 2004

THE AUDITORS: GiuserpPe Bruni, ENrRIco Nuzzo, ANGELO ProvasoLl, MassiMo STiPo, GIANFRANCO ZANDA
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SHEET

amounts in euros

LIABILITIES

2003 2002
1 BANKNOTES IN CIRCULATION ...iiiiiiiiieeiittite ettt e e st e s e e st e e e s nae e e e s eeesnnneenans 73,807,445,600 60,657,829,610
2 LIABILITIES TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS 10,303,853,566 10,454,353,301
2.1  Current accounts (covering the minimum reserve system) . 10,302,910,669 10,452,311,385
2.2 Deposit facility 942,897 2,041,916
2.3  Fixed-term deposits - -
2.4 Fine-tuning reverse operations .. - -
2.5 Deposits related to margin calls - -
3 OTHER LIABILITIES TO EURO-AREA BANKS ......ciiiiiiiiiiici s - -
4 LIABILITIESTO OTHER EURO-AREA RESIDENTS DENOMINATED IN EUROS 13,371,028,021 21,322,140,595
4.1 General government 13,294,608,579 21,316,379,333
4.1.1 Treasury payments account 13,208,116,796 20,617,850,101
4.1.2 Sinking fund for the redemption of government securities 23,509,723 633,200,291
4.1.3 Other liabilities 62,982,060 65,328,941
4.2  Other counterparties 76,419,442 5,761,262
5 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN EUROS 28,970,683 53,952,167
5.1 Liabilities to non-euro-area EU central banks 858 847
5.2 Other IabilitIes .......cccciiiiiiiiiiii 28,969,825 53,951,320
6 LIABILITIES TO EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY ................ - -
6.1 Financial sector counterparties . - -
6.2 General government - -
6.3  Other liabilities - R
7 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY 373,752,751 2,880,824,617
7.1 DepOSitS aNd DAIANCES .. . ...ooitiiiiiiiti i 10,445,935 12,439,170
7.2 OtNEr IADIITIES ....eieeeiiie e ettt ae ettt e e bt e be e e b e e s bneenbeesnnen 363,306,816 2,868,385,447
8 COUNTERPART OF SDRS ALLOCATED BY THE IMF .....oiiiiiiiiiiiieiiie e 827,427,200 910,521,120
9 INTRA-EUROSYSTEM LIABILITIES .. 7,713,040,731 7,866,468,998
9.1 Promissory notes covering debt certificates issued by the ECB - -
9.2  Net liabilities related to the allocation of euro banknotes within the Eurosystem..... 5,687,329,465 5,731,537,490
9.3  Other liabilities within the Eurosystem (net) 2,025,711,266 2,134,931,508
10 ITEMSTO BE SETTLED oottt bbb 33,905,286 37,087,693
11 OTHER LIABILITIES ..ottt bbb bbb bbb 2,499,260,409 3,925,537,441
11.1 Bank of Italy drafts 646,587,178 839,203,894
11.2 Cashier’'s department services .. 2,312,894 1,189,803
11.3 Accrued expenses and deferred income ... 8,934,436 12,699,227
11.4 Sundry 1,841,425,901 3,072,444,517
12 PROVISIONS 6,015,636,567 7,516,566,695
12.1 Provisions for specific risks .... 399,766,823 1,966,367,143
12.2  Sundry staff-related ProVISIONS ..........cccoiiiiiiiiiiiei e 5,615,869,744 5,550,199,552
13 REVALUATION ACCOUNTS .ottt ittt ettt e st e et e e et e e st s e e nbtn e e e nnbe e e e ennneeeannns 9,246,350,725 9,645,479,636
14 PROVISION FOR GENERAL RISKS ...ttt e e e eine e e 7,586,781,997 8,789,381,997
15 CAPITAL AND RESERVES ...ttt ettt et e et e e et esennreeeannn 13,665,845,861 13,213,982,218
15.1 Capital 156,000 156,000
15.2 Ordinary and extraordinary reserves 9,495,815,772 9,044,070,683
15.3  OLNEI FTESEIVES ...ttt ettt ettt ettt b e te e s bt as e e s bt e e as e ehe e e as e e eab e e s e e enbeenteeanbeebeeenbeenneean 4,169,874,089 4,169,755,535
16 NET PROFITS FOR DISTRIBUTION ....oiiiitiiiiiiiiieaiiiie ettt e et e e e e e s enneesanens 52,397,263 64,302,294
TOTAL i 145,525,696,660 147,338,428,382
18 MEMORANDUM ACCOUNTS 418,246,089,603 365,360,119,127

THE ACCOUNTANT GENERAL

ANTONIO PASQUALE SobA

THE GOVERNOR
ANTONIO FAzIO
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INCOME STATEMENT

amounts in euros

2003

2002

a) Netincome from institutional operations
Interest income....
Interest expense..
NEE INTEIEST INCOIME L.ttt e st enneas

Profits and losses on financial OPerations ............cccocieiiiiiiiiiiei e
Writedowns of financial assets and positions
Transfers to/from provisions for losses on foreign exchange and securities..... .
Net result of financial operations, writedowns and risk provision transfers.....................

2,088,545,167
-1,476,836,951
611,708,216

477,167,233

- 4,645,447,695
2,750,754,453
-1,417,526,009

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

Fee and commission income 19,822,190 20,335,870
Fee and commission expense - 18,968,247 - 17,709,199
Net income from fees and COMMISSIONS ......cuiiiiiiiiiiii e 853,943 2,626,671
Income from equity shares and participating INtErestS..........cccovieriiiiieniieice e 215,074,412 387,951,300
Net result of the pooling of monetary INCOME............coiiiiiiiiiiiii e 15,003,902 - 72,909,382

b) Otherincome
— income from the investment of reserves and provisions ...
— prior-year income
111116 [0 2SSOSR PPV PSPPI PRRPRIOY

Total NELINCOME (BHD) ...ttt b bbb

Sundry expenses and charges

1,431,002,283
83,527,105
115,603,848

1,055,247,700

1,294,023,772
83,623,705
87,306,687

-4,908,479,292

Staff wages and salaries and related costs (1) - 614,612,177 - 627,121,768
Emoluments paid to head and branch office collegial bodies - 3,006,845 - 2,862,972
Transfers to provisions for accrued expenses and staff severance pay and pensions .... - 130,343,405 - 132,353,750
Other staff costs - 41,266,905 - 39,800,489
Pensions and severance payments .... - 242,815,476 - 237,290,842
Administrative costs - 360,659,064 - 383,213,344
Depreciation of tangible and intangible fixed assets .. - 190,498,010 - 186,350,136
Banknote production services - -
Other costs:
— losses on investments of reserves and provisions -42,391,394 - 281,726,808
— other transfers to provisions - 118,554 - 16,820,747
— prior-year expense -1,705,197 - 2,400,437
— appropriation of investment income to reserves (2) - 468,969,171 - 297,281,479
— other taxes and duties ... - 15,903,440 - 16,190,519
. - 6,664,741 - 3,805,123

@3)...
NEet Profit fOr tNE YEAI ...c.uiiiiiiiie bbb e e

Taxes on income for the year and productive activities

1,116,103,942
52,397,263

7,200,000,000
64,302,294

(1) The Bank’s staff averaged 8,385 in 2003, against 8,499 in 2002. — (2) Pursuant to Article 55 of the Statute. — (3) Under the layout of the income statement adopted, this item includes

amounts with a positive sign.

ALLOCATION OF THE NET PROFIT FOR THE YEAR

amounts in euros

TO THE ORDINARY RESERVE .....cooitiiiiiii it b e e e b e s b e s b e e s b e s b e e s b e e s be e s aa e s e e s b e saa e 10,479,453
TO THE EXTRAORDINARY RESERVE 10,479,453
TO SHAREHOLDERS: 6% OF THE CAPITAL 9,360
AN ADDITIONAL 4% OF THE CAPITAL .... 6,240

TO THE STATE .. e bbb e b b e e b e e b oo b £ E e £ h oo b e e h e S h e e b e s b oo h e e h e £ he e b s b e e b e e b s b e e e sh e s b e e e b e a e n e sne e 31,422,757
TOTAL oo 52,397,263

Audited and found correct

29 April 2004. THE AUDITORS THE ACCOUNTANT GENERAL THE GOVERNOR

GIusePPE BRuNI ANTONIO PASQUALE SODA ANTONIO FAZIO
ENRrico Nuzzo

ANGELO PRrovAsoLI

MassiMo STiPo

GIANFRANCO ZANDA
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REPORT OF THE BOARD OF AUDITORS
ON THE 110th FINANCIAL YEAR OF
THE BANK OF ITALY
AND THE ACCOUNTS FOR THE
YEAR ENDED 31 DECEMBER 2003






To the shareholders,

The accounts for the year ended 31 December 2003 submitted for your
approval show the following results (in euros):

A S S OS oeeiiiieeeaaaaaas 145,525,696,660
LiabilitieS .....uvvviiiiiiiiieeeee e 131,807,453,536
Capital and reSEIVES ........ccveiiiiieieeeeeeeeeeeeeeeeeee 13,665,845,861
Net probt for the year

(as shown in the vertical income statement) .............. 52,397,263

The memorandum accounts, shown on both sides of the balance sheet
for an amount of €418,246,089,603, refer to deposits of securities and
sundry valuables and commitments and contingent liabilities (for purchases
and sales of securities and sundry valuables), in foreign currencies 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 supplemented compared with the previous year to
take account of:

» the start, in the last part of 2003, of trading in interest rate futures on
the dollar market; the valuation methods applied for such transac-
tions are in line with what is laid down in the current OAccounting
GuidelinesO (ECB/2002/10);

* the decision adopted by the Governing Council of the ECB on 18
December 2003 to the effect that the full amount of the seigniorage
income should be retained by the ECB.

The criteria for preparing the annual accounts for 2003 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
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with the harmonized accounting rules laid down by the Governing Council
of the 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.

Theresultsfor the year, which closed with anet probt of €52,397,263,
were affected by the exceptionally large unrealized losses on positions
denominated in foreign currency owing to the depreciation of the US dollar
and the yen against the euro.

In order to cover part of these losses, the Board of Directors resolved
to withdraw: a) the entire amount of €1,538 million from the provision for
losses on foreign exchange; and b) €1,202 million from the provision for
genera risks. The above-mentioned unrealized losses contributed to the
Bank incurring a loss for corporate income tax purposes; this allowed it
to carry forward deferred tax assets amounting to €973 million that can
be offset, under Article 84 of the new Income Tax Code, against taxable
income in the next Pve bPnancial years. Thisamount, in addition to the €131
million of tax credits on dividends and the €12 million of other net changes
in deferred tax, led to the inclusion of a positive result of €1,116 million
under taxes for the year. The above-mentioned amount of €973 million
supplements the deferred tax assets connected with the deductibility of
the corporate income tax loss caused by the bond conversion under Law
289/2002, which isrecoverable by 2022 (€7,116 million at the end of 2002,
now €7,119 as a consequence of the corporate income tax return submitted
for 2003). The inclusion in the balance sheet of deferred tax assetsis based
on a careful assessment of the prospects for the Bank@® ordinary income,
which makes it possible to afbrm that there is a reasonable expectation of
offsetting, within the legal time limits, the entire amount of the tax losses
deriving from the bond conversion and the exceptional diminution in the
current value of foreign exchange assets in 2003.

We declare that the total amount of the Bank® general and specibc risk
provisions stand at a prudent level in our opinion, despite the withdrawals
discussed above. 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 al 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 probt for 2003 of €52,397,263:



D 20 per cent to the ordinary reserve ..........ccccccevvverennene € 10,479,453
D an amount equal to 6 per cent of the share capital

to shareholders ........cccoveeececece e o 9,360
D 20 per cent to the extraordinary reserve.........ccccccvevueene. 0 10,479,453
P an additional amount equal to 4 per cent of the share

capital to shareholders ........ccoceevveceieece e o 6,240
b the remaining amount to the State .........cccccoveeevieieene, O 31422757

Totdl ...... € 52,397,263

Pursuant to Article 56 of the Statute, the Board of Directors also
proposes the distribution to shareholders B drawing on the income earned
on the ordinary and extraordinary reserves Bof an additional €45,219,000,
egual to 0.50 per cent of such reserves at 31 December 2002 and within the
limit laid down in the above-mentioned article.

During the year we attended all the meetings of the Board of Directors
and the Board Committee and made the tests and controls within the scope
of our authority, in particul ar 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@® Statute and General Regulations.

We monitored the activity of the Bank® peripheral units in close
contact, in accordance with Articles 23 and 24 of the Bank® Statute, with
the examiners at the main branches and the branches, whom we thank
warmly.

We recommend that you approve the accounts for 2003 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 probt for the year and
distribution to shareholders of an additional amount pursuant to Article 56
of the Statute.

The mandate conferred on us has expired; we thank you for the trust
you have honoured us with.

THE AUDITORS
GluserPE BRuUNI
Enrico Nuzzo
ANGELO ProvASOLI
Massimo StiPO
GIANFRANCO ZANDA
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STATISTICAL APPENDIX






al.
a2.
a3.
a4,
as.
ab.
a7.
a8.
a9.
alo.
all.

al2.

al3.
al4.
als.
alé.
al7.
al8.
alo.
a20.

a2l.
a22.
a23.
a24.

a25.
a26.
a27.
a28.
a29.
a30.
a3l.
a32.

a33.

LISTOFTABLES

Sources and uses of income in France ........c..ccocecevieiieniniiiniinincnncnceeee,
Sources and uses of income in GErmManYy ........c..ccceeeecvereecueneereeneeneeeeereenennes
Sources and uses of INCOME IN SPAIN ...coueeveriiriiriiniiieieieeeee e
Italy: value added per standard labour unit and unit labour costs, by branch ...
Sources and uses of income and household consumption in Italy ....................
Italy: industrial production by main industrial groupings ...........ccecceeveervennneen.
Italy: capacity utilization rates, by main industrial groupings .........c..cccceeceeuene
Italy: cONSUMET PIiCE INAICES ..evvvievieriiiiiieiiieiie ettt
Italy: harmonized index of CONSUMET PIICES ......ceceriererienierierieeienieeee e
Euro area: harmonized index of CONSUMET PIiCES ...ceevvrevieererirriienieriienieeaeens

Italy: index of the producer prices of manufactures sold

in the dOmMEStC MATKEL ......c.eeiuiieieiieiieieeiee et
Major euro-area countries: index of the producer prices

of manufactures sold in the domestic market ............ccccceceviiiiinininininenne.
Italy: balance of PAYMENTS .......coeruieiiriieieriieie ettt
Italy: net international investment POSION ......cc.covuereererienenienieieneeieneeee
Consolidated accounts of general OVernment .............coceeeevverieecieneecieneennenne
General government debt by instrument and SUbSECLOT ........c...ccvevveriieieneennene
General government debt by holding SECtOT ........ceeveeviiivieniiiiiieniecieeseeeee
Local government debt by instrument and SUbSECtOr ..........cceceveevereencnnennen.
Financing of the general government borrowing requUirement ..........cccceceeeenne
Banks and money market funds resident in Italy: summary balance sheet

data (assets and labiliti€S) .........ccoueeieiiiieiiii e
Bank interest rates on euro loans: outstanding amounts.............cceeeeveeeieerveeneen.
Bank interest rates on euro deposits: outstanding amounts and new business....
Euro-area banking system’s liquidity position: Italian contribution .................
Italian components of the monetary aggregates of the euro area:

residents Of the area ........ccocceevieieriiieiieeee e e

Italian counterparts of money of the euro area: residents of the area ................
Profit and loss accounts of resident Italian banks by category of bank ............
Italy’s financial assets and liabilities in 2003 (StOCKS) ......ccovevverierieneeiieneniene
Italy’s financial assets and liabilities in 2003 (flOWS) .....ooveevivinieniieriienieeeene
Italian financial market: gross and net issues of SECUrities ..........cccceeeevuereennene
Interest rates on securities listed on the Italian stock exchange ...........cccccce.ee.
Credit risk INAICALOTS ...eoouiiiiiiiitieieeiee ettt
Consolidated income statement: contribution of operations

O SUPEIVISOIY CAPILAL ..eouiiiiiiiitieiieiieteeiece et
Supervisory capital and SOIVENCY TAtIO ....cccueeriiirieiiieiieeieeie et



SOURCESAND USES OF INCOME IN FRANCE (1)
(at 1995 prices; hillions of euros)

Tableal

Sources Uses
Domestic demand
dgézezszitc Iggg%szzié Total Gross fixed investment National consumption ggg&‘sggr:g - E%%%:E%Ef
Construction O(tg)e r Total HOUS(S;‘OMS go?/gpner;ﬂm valuables
1999 .. 1,299.5 321.3 1,620.8 109.0 148.0 257.0 710.6 298.7 73 12732 347.6
2000 ..o, 1,348.8 368.2 1,717.0 116.8 160.2 276.9 729.1 307.1 128 1,325.7 391.3
2001 ..o, 1,377.1 373.0 1,750.1 118.4 163.8 282.3 749.2 316.2 49 13524 397.7
2002 ..o, 1,393.4 383.8 1,777.2 116.6 160.2 276.8 760.7 330.8 34 13720 405.2
2003 ..., 1,399.9 3835 11,7834 116.9 159.4 276.3 771.9 338.7 0.4 11,3883 395.1
2000 -1 .. 334.8 87.8 422.6 28.7 39.6 68.3 182.6 76.0 2.0 328.8 93.8
I 338.2 91.2 429.3 29.2 40.4 69.7 183.1 76.7 2.2 331.7 97.6
|| 339.5 94.5 434.0 29.2 40.7 70.0 183.9 77.1 35 334.5 99.5
Vo 344.2 97.1 441.4 29.6 42.0 71.6 184.8 77.7 4.3 338.4 103.0
2001 -1 .. 345.8 954 441.2 30.0 41.8 71.8 187.3 77.9 15 338.5 102.7
I 345.8 94.4 440.2 29.5 41.9 71.3 188.1 78.4 2.2 340.1 100.1
L] R 347.9 93.7 441.5 29.5 41.9 715 189.7 79.9 0.1 341.2 100.3
IV o 345.8 92.9 438.7 294 41.3 70.7 190.1 80.1 -0.1 340.6 98.1
2002 =1 .o, 348.4 95.7 444.1 29.2 41.2 70.4 190.8 815 1.2 343.8 100.3
I, 350.4 97.4 447.8 294 40.8 70.2 191.8 82.6 0.2 344.8 103.1
|| PO 350.9 98.3 449.2 29.1 40.8 69.9 192.9 83.1 0.6 346.4 102.8
IV o, 350.6 97.3 447.9 28.9 40.6 69.5 193.5 83.9 -0.8 346.1 101.8
2003 -1 ..o 351.1 96.8 447.9 29.0 40.7 69.7 195.0 84.1 -0.4 348.4 99.5
I 350.1 96.7 446.8 29.1 40.9 70.1 194.6 84.4 -0.4 348.6 98.1
|| 352.2 96.9 449.1 29.2 40.8 70.1 195.8 85.0 -0.7 350.1 99.0
Vo 354.4 99.4 453.7 29.6 41.1 70.6 196.7 85.8 0.1 353.3 100.5
2004 -1 .. 357.1 100.0 457.1 29.8 41.7 715 198.8 86.1 356.4 100.7
Source: National statistics.
(1) The quarterly data are adjusted for seasonal factor 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.




SOURCESAND USESOF INCOME IN GERMANY (1)
(at 1995 prices; billions of euros)

Table a2

Sources Uses
Domestic demand
Gross Imports of : : : : Exports of
domestic | goods and Total Gross fixed investment National consumption Change in good and
product serviees Other Households| General stocks and Total services
Construction @) Total ) government valuables
1999 ..., 1,914.8 567.2 2,482.0 248.7 183.7 432.4 1,099.1 374.3 5.7 1,900.2 581.8
2000 ...ooiiiiiiiiins 1,969.5 626.7 2,596.2 242.1 202.0 444.1 1,120.6 378.0 -8.1 1,934.7 661.5
2001 ..o 1,986.2 632.0 2,618.2 230.5 194.8 425.3 1,136.9 382.0 -24.7 1,919.4 698.8
2002 ... 1,989.7 6215 2,611.2 2171 179.9 396.9 1,125.3 388.4 -22.0 1,888.6 722.6
2003 .. 1,987.7 637.4 2,625.1 209.8 175.8 385.6 1,124.1 391.7 —7.4 1,894.0 731.1
2000 =1 e 488.4 148.9 637.2 61.4 48.7 110.0 277.8 94.7 -2.9 479.7 157.4
| TR 493.5 153.4 646.9 60.9 49.9 110.8 281.7 94.2 -2.8 483.9 163.1
|| 493.3 158.1 651.4 60.2 51.8 112.0 281.1 93.9 -1.8 485.3 166.1
IV s 493.5 165.9 659.4 59.3 51.5 110.7 280.1 95.2 -1.2 484.8 174.6
2001 —1 s 497.9 160.3 658.2 58.1 51.1 109.1 283.6 95.4 -4.9 483.3 174.8
| 497.6 160.2 657.8 57.9 49.4 107.4 284.9 94.9 -4.8 482.4 175.4
|| 496.8 157.6 654.4 57.6 48.1 105.7 285.6 94.8 -7.8 478.4 176.1
IV s 496.0 155.6 651.7 57.2 46.8 104.0 283.6 96.8 -7.5 477.0 174.9
2002 — 1 s 497.0 151.0 648.0 56.7 455 102.2 280.9 96.7 -8.3 471.5 176.6
| 498.2 155.9 654.1 53.8 451 98.8 281.5 97.1 -3.7 473.7 180.4
1] IR 498.9 157.5 656.4 53.8 45.1 99.0 282.2 97.6 -6.4 472.3 184.1
IV s 498.6 158.9 657.5 53.7 44.9 98.7 281.8 97.0 —4.2 473.3 184.3
2003 =1 e 497.4 161.4 658.7 52.5 44.8 97.2 282.8 97.1 -1.7 475.5 183.3
| I 496.5 157.6 654.1 52.5 44.0 96.5 281.6 97.8 -0.3 475.6 178.6
1] IR 497.6 157.9 655.4 52.6 43.4 96.0 280.8 98.5 -5.1 470.2 185.3
IV s 498.9 162.1 660.9 53.4 44.2 97.6 279.6 98.3 -0.5 474.9 185.9

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factor 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 USES OF INCOME IN SPAIN (1)
(at 1995 prices; hillions of euros)

Table a3

Sources Uses
Domestic demand
Gross Imports of . : . : Exports of
domestic | goods and Total Gross fixed investment National consumption Change in good and
product services Other Households| General stocks and Total services
Construction @) Total 3) government valuables
1999 .. 507.3 155.6 662.9 64.9 58.5 1235 301.3 89.0 2.4 516.1 146.8
2000 ...oooiiiiiiiiens 528.7 172.1 700.8 68.9 61.5 130.5 313.3 93.4 2.0 539.2 161.5
2001 .. 543.7 178.9 722.7 72.9 61.8 134.7 322.2 96.8 1.6 555.4 167.3
2002 .. 554.9 182.1 736.9 76.0 60.1 136.1 330.7 101.1 1.7 569.6 167.3
2003 .. 568.3 194.2 762.5 78.8 61.4 140.2 340.5 105.7 1.9 588.5 174.0
2000 -1 e 130.5 42.0 172.5 16.9 154 323 77.6 23.0 13 134.1 38.4
I 132.2 42.6 174.8 171 15.4 325 78.3 23.3 0.6 134.8 40.1
{1 PR 132.5 43.9 176.4 17.4 15.5 329 78.3 23.4 1.0 135.6 40.8
Vo 133.5 435 177.0 17.5 15.2 32.7 79.1 23.7 -0.8 134.7 42.3
2001 -1 s 134.5 455 180.0 17.9 15.6 335 80.2 23.8 0.4 137.8 42.1
o 135.6 454 181.0 18.2 15.7 33.9 80.5 24.1 1.0 139.4 41.7
{1 136.7 44.6 181.3 18.2 15.5 33.8 80.6 24.4 0.3 139.1 42.2
Vo 136.9 435 180.4 18.6 15.0 33.6 81.0 24.6 -0.1 139.1 41.3
2002 -1 s 137.5 43.5 181.0 18.7 15.0 33.7 81.8 24.9 0.1 140.4 40.6
o 138.4 43.8 182.2 18.9 14.7 33.6 82.7 25.2 -0.1 141.3 40.9
{1 R 139.2 46.1 185.3 19.1 15.2 34.3 82.6 25.4 0.3 142.6 42.7
Vo 139.8 48.6 188.4 19.3 15.3 34.6 83.6 25.6 1.4 145.3 431
2003 -1 s 140.6 47.2 187.8 194 154 34.8 84.2 26.0 0.5 145.4 42.4
I 141.6 48.2 189.9 19.6 15.1 34.7 85.1 26.3 -0.3 145.8 441
{1 R 142.5 48.8 191.4 19.8 155 35.3 85.2 26.6 0.6 147.7 43.6
Vo 143.6 49.9 193.5 20.0 15.5 35.5 86.1 26.9 1.1 149.6 43.9

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factor 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

1999 2000 2001 2002 2003
Value added at factor cost per standard labour unit (1)
(euros at 1995 prices)
Agriculture, forestry and fishing .........cccccooiiiniiennnn. 23,403 23,184 23,088 22,627 22,168
Industry excluding construction ..........cccccocoeeiiiieennnnnn. 42,496 43,478 43,604 43,244 42,962
of which: manufacturing ..........cccoeevviiiiniicnce e 39,122 40,260 40,254 39,512 39,035
CONSIIUCTION Leiiiiiiiieiiiie et 29,905 30,076 29,624 29,603 29,489
SEIVICES (2) 1uuriiiiiiiee ittt 35,914 36,792 37,075 36,854 36,775
Wholesale and retail trade, repair of household goods etc. 35,269 36,523 36,636 36,218 35,852
Hotels and restaurants ..........occceoveeeeiiiee e 26,141 26,292 26,182 25,855 25,444
Transport, storage and communication ..........cc.ccccccvveenns 49,212 51,305 53,289 53,517 53,036
Financial intermediation ..........cccccoviieiiiiieiiiee e 89,388 97,561 96,590 94,959 92,773
Sundry business and household services (2) (3) ............ 36,906 37,670 38,586 38,208 38,162
Public administration (4) ... 35,188 35,316 35,344 35,446 36,679
[T [ o= Ui o] o SRR 27,080 26,847 26,319 26,292 26,556
Health and social work Services ...........ccccvvveeeninecennnen. 30,929 31,871 33,387 34,555 35,106
Other public, social and personal services .... 35,118 33,988 33,268 32,356 31,970
Private households with employed persons .................... 9,568 9,553 9,541 9,552 9,552
Total (2) ... 36,270 37,057 37,201 36,958 36,822
Unit labour costs (1) (5)
(current euros per euros at 1995 prices)
Agriculture, forestry and fishing .......c.cccccevvivivceeennen. 0.575 0.577 0.584 0.604 0.641
Industry excluding construction ........cc.ccccevevciiineeninnnnns 0.686 0.691 0.710 0.732 0.759
of which: manufacturing 0.729 0.731 0.754 0.786 0.821
CONSEIUCTION ..viiiiiiiieiie e 0.767 0.784 0.812 0.832 0.862
SEIVICES (2) iiuiiiiiiiiiieiie ettt 0.799 0.805 0.826 0.854 0.890
Wholesale and retail trade, repair of household goods etc. 0.686 0.683 0.702 0.734 0.766
Hotels and restaurants ...........ccccceveeeneeneinieneenee e 0.890 0.907 0.946 1.001 1.067
Transport, storage and communication .............cccccceeenne 0.620 0.606 0.594 0.594 0.614
Financial intermediation ............cccooeiiiiniiiienieeneceee 0.574 0.537 0.553 0.579 0.602
Sundry business and household services (2) (3) ............ 0.757 0.788 0.814 0.835 0.853
Public administration (4) ........cccoeeiviiniiniienienenee e 0.951 0.958 1.001 1.063 1.120
EdUCALION ..ot 1.155 1.217 1.272 1.293 1.371
Health and social work Services ..........cccccevvvveeeiieeennnen. 1.010 1.063 1.075 1.069 1.074
Other public, social and personal Services .............ccc...... 0.716 0.754 0.792 0.830 0.862
Private households with employed persons .................... 1.123 1.159 1.177 1.216 1.269
Total (2) ... 0.773 0.779 0.801 0.827 0.861
Source: Istat, national accounts.
(1) Includes indirectly measured financial intermediation services. — (2) Excludes renting of buildings. — (3) Excludes renting 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.




SOURCESAND USES OF INCOME AND HOUSEHOLD CONSUMPTION IN ITALY
(at 1995 prices; hillions of lire and, in brackets, millions of euros)

SOURCES AND USES

Uses

Financial Imports of TOTAL
Agriculture, . intermediation Other VAT and Gross SOURCES/

fo?estry and Ind(tﬁtry S(elr)v 'é‘;s services services indirect taxes| domestic ng/?gessa(?gb) USES

fishing (1) indirectly 1) (3) of import product @)
measured (-)

1997 e 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 s 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 ..ooveeeieiiiee s 54,639 608,342 930,400 92,411 345,534 118,959 1,965,463 554,583 2,520,046
(28,219) (314,182) (480,512) (47,726) (178,453) (61,437) (1,015,077) (286,418) (1,301,495)
2001 ..o 54,395 610,514 960,119 98,979 352,638 121,451 2,000,138 557,254 2,557,392
(28,093) (315,304) (495,860) (51,119) (182,123) (62,724) (1,032,985) (287,798) (1,320,783)
2002 oo 52,220 607,866 969,755 100,818 356,706 121,603 2,007,332 556,026 2,563,358
(26,969) (313,937) (500,837) (52,068) (184,223) (62,803) (1,036,701) (287,164) (1,323,864)
2003 ..o 49,282 609,826 976,364 100,848 359,010 118,861 2,012,495 552,421 2,564,916
(25,452) (314,949) (504,250) (52,083) (185,413) (61,386) (1,039,367) (285,302) (1,324,669)
2001 — | e 13,653 153,655 239,079 24,500 87,942 30,305 500,131 143,212 643,345
(7,051) (79,356) (123,474) (12,653) (45,418) (15,651) (258,296) (73,963) (332,260)
| TSR 13,201 152,667 240,047 24,668 88,323 30,502 500,073 141,905 641,976
(6,818) (78,846) (123,974) (12,740) (45,615) (15,753) (258,266) (73,288) (331,553)
Mo, 13,596 152,319 240,396 24,817 88,222 30,297 500,013 136,501 636,514
(7,022) (78,666) (124,154) (12,817) (45,563) (15,647) (258,235) (70,497)  (328,732)
Vo 13,945 151,571 240,576 24,993 88,155 30,347 499,598 135,634 635,232
(7,202) (78,280) (124,247) (12,908) (45,528) (15,673) (258,021) (70,049) (328,070)
2002 — | e 13,219 151,573 240,835 24,947 88,582 30,401 499,662 136,875 636,535
(6,827) (78,281) (124,381) (12,884) (45,749) (15,701) (258,054) (70,690) (328,743)
| 13,018 151,252 242,518 25,077 88,939 30,425 501,072 139,592 640,663
(6,723) (78,115) (125,250) (12,951) (45,933) (15,713)  (258,782) (72,093) (330,875)
M 12,948 152,268 242,500 25,268 89,438 30,403 502,288 137,107 639,395
(6,687) (78,640) (125,241) (13,050) (46,191) (15,702)  (259,410) (70,810) (330,220)
Vo 13,037 152,561 243,912 25,526 89,765 30,374 504,123 142,453 646,577
(6,733) (78,791) (125,970) (13,183) (46,360) (15,687) (260,358) (73,571)  (333,929)
2003 — | e 13,116 152,408 242,710 25,065 89,818 29,908 502,894 135,612 638,506
(6,774) (78,712)  (125,349) (12,945) (46,387) (15,446)  (259,723) (70,038) (329,761)
| U PR 11,862 151,521 244,818 25,342 89,826 29,631 502,317 135,781 638,098
(6,126) (78,254) (126,438) (13,088) (46,391) (15,303) (259,425) (70,125)  (329,550)
Mo, 11,834 153,680 244,983 25,359 89,736 29,700 504,575 142,790 647,365
(6,112) (79,369) (126,523) (13,097) (46,345) (15,339) (260,591) (73,745) (334,336)
Vo 12,470 153,194 244,506 25,081 89,806 29,621 504,516 138,238 642,755
(6,440) (79,118) (126,277) (12,953) (46,381) (15,298) (260,561) (71,394)  (331,955)

Sources: 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 institution; real estate
expenditure abroad. — (5) Expenditure of general government and non-profit institutions serving households. — (6) Includes non-residents’ expenditure in Italy.




Table &

OF INCOME HOUSEHOLD DOMESTIC CONSUMPTION
Uses By type of consumption By type of good
_Investment Domestic consumption £ ] Food
Investment in in machinery, Change in Xxport o roducts,
building and eg;h;)smgptt, Domestic Public stocksg and sgr?/?g:si?gb) Nongj&ggble Durable goods| Services t?everages N?(;ELOC?S
public works equipmepnt and | household | expenditure | valuables ®) 9 and tobacco | P
intangible assets | expenditure (5) products
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)
164,291 240,809 1,184,165 343,159 331 587,291 528,345 146,660 530,676 212,830 992,851
(84,849) (124,368) (611,570) (177,227) (171) (303,311) (272,867) (75,744) (274,071) (109,918) (512,765)
169,169 243,490 1,193,569 356,296 —1,755 596,624 528,879 145,636 539,385 213,571 1,000,329
(87,369) (125,752) (616,427) (184,011) (—906) (308,131) (273,143) (75,215) (278,569) (110,300) (516,627)
174,701 242,801 1,199,000 362,988 7,377 576,491 529,080 143,010 542,615 214,913 999,792
(90,226) (125,396) (619,232) (187,468) (3,810) (297,733) (273,247) (73,859) (280,237) (110,993) (516,350)
177,882 230,915 1,214,219 371,054 16,793 554,052 531,971 145,550 549,449 215,150 1,011,820
(91,868) (119,258) (627,092) (191,633) (8,673) (286,144) (274,740) (75,170) (283,767) (111,116) (522,561)
41,872 62,216 299,127 87,994 -2,846 154,983 132,909 36,822 134,511 53,464 250,776
(21,625) (32,132) (154,486) (45,445) (-1,470) (80,042) (68,642) (19,017) (69,469) (27,612) (129,515)
41,794 61,428 299,134 88,999 45 150,578 132,869 37,083 134,553 53,544 250,964
(21,585) (31,725) (154,490) (45,964) (23) (77,767) (68,621) (19,152) (69,491) (27,653) (129,612)
42,550 60,195 297,692 89,260 1,319 145,499 131,788 35,862 135,165 53,548 249,270
(21,975) (31,088) (153,745) (46,099) (681) (75,144) (68,063) (18,521) (69,807) (27,655) (128,737)
42,867 59,604 297,988 90,042 —835 145,565 131,682 35,862 135,161 53,387 249,320
(22,139) (30,783) (153,898) (46,503) (-431) (75,178) (68,008) (18,521) (69,805) (27,572) (128,763)
43,109 58,969 297,179 90,197 3,522 143,561 131,825 35,261 134,307 53,367 248,028
(22,264) (30,455) (153,480) (46,583) (1,819) (74,143) (68,082) (18,211) (69,364) (27,562) (128,096)
42,604 59,258 299,272 90,683 5,160 143,689 132,588 35,184 135,460 53,873 249,359
(22,003) (30,604) (154,561) (46,834) (2,665) (74,209) (68,476) (18,171) (69,959) (27,823) (128,783)
43,949 60,718 300,358 90,890 —2,020 145,501 132,695 35,474 135,870 53,943 250,094
(22,698) (31,358) (155,122) (46,941) (-1,043) (75,145) (68,531) (18,321) (70,171) (27,859) (129,163)
45,055 64,065 302,378 91,218 120 143,741 132,118 37,043 137,065 53,877 252,350
(23,269) (33,087) (156,165) (47,110) (62) (74,236) (68,233) (19,131) (70,788) (27,825) (130,328)
44,782 58,971 303,048 92,143 3,433 136,129 132,348 36,960 137,012 54,221 252,098
(23,128) (30,456) (156,511) (47,588) (1,773) (70,305) (68,352) (19,088) (70,761) (28,003) (130,198)
44,668 58,073 303,303 92,639 3,462 135,953 133,136 35,802 137,148 53,943 252,145
(23,069) (29,992) (156,643) (47,844) (1,788) (70,214) (68,759) (18,490) (70,831) (27,859) (130,222)
44,217 57,589 304,416 93,133 4,285 143,724 133,684 36,359 137,330 53,788 253,586
(22,836) (29,742) (157,218) (48,099) (2,213) (74,227) (69,042) (18,778) (70,925) (27,779) (130,966)
44,261 56,357 303,350 93,140 7,400 138,246 132,561 36,415 138,114 52,953 254,139
(22,859) (29,106) (156,667) (48,103) (3,822) (71,398) (68,462) (18,807) (71,330) (27,348) (131,252)

services and business activities. — (3) Public administration and defence services; compulsory social security services; other community, social and personal service activities. — (4) Includes residents’




ITALY: INDUSTRIAL PRODUCTION BY MAIN INDUSTRIAL GROUPINGS
(indices, 2000=100; raw annual data; quarterly data adjusted for seasonal factors and the number of working days)

Table a6

Consumer goods

Durable Non-durable Total ln\éejérgsent lnteégnozcgate Enerey Manfacturing AG?NRDEEGXATE

77.5 92.7 89.4 82.3 91.3 86.1 88.5 88.1

84.2 94.8 92.6 92.6 94.7 89.0 93.5 92.8

83.8 94.2 92.1 94.3 91.4 89.6 92.4 92.0

85.0 97.2 94.7 96.8 95.0 93.0 95.4 95.1

89.6 98.8 96.9 97.0 97.2 95.6 97.0 96.8

93.6 100.0 98.7 97.3 95.1 97.3 96.9 97.0

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

99.1 100.8 100.5 99.0 98.2 99.6 99.1 99.2

96.0 99.0 98.3 97.7 95.5 103.8 97.0 97.8

91.7 98.8 97.3 95.3 94.3 108.1 95.5 97.0

83.6 95.6 93.2 93.3 90.2 91.0 92.2 92.0

85.8 97.1 94.8 97.7 95.6 93.2 95.7 95.3

85.3 99.0 96.2 98.3 96.7 93.3 96.8 96.5

86.3 98.2 95.7 99.5 98.7 95.1 97.9 97.6

1998 — | i 87.5 96.9 95.0 97.6 98.9 94.6 97.3 97.0
e 90.0 98.9 97.1 97.8 98.6 94.7 97.8 97.3
M 90.1 99.1 97.1 97.2 96.2 95.6 96.8 96.7

IV o 88.9 98.9 96.8 93.3 94.3 97.0 95.2 95.5

1999 — | i 88.9 98.8 97.0 96.0 93.2 97.8 94.8 95.2
I 90.6 98.0 96.4 95.9 93.9 95.2 95.2 95.1
M 94.6 101.4 99.8 96.7 94.6 97.6 96.9 97.0

IV o, 98.1 99.9 99.5 98.3 97.3 98.2 98.3 98.3
20001 .... 98.4 97.5 97.9 99.3 98.4 99.5 98.5 98.6
1] 101.0 100.5 100.6 101.1 100.2 100.6 100.5 100.3

99.9 100.9 100.3 100.7 100.3 100.6 100.4 100.5

103.3 103.3 103.4 101.0 102.5 99.3 102.4 102.1

2001 = | oo, 102.8 104.0 104.2 102.3 100.9 97.5 102.3 101.7
I 100.1 101.1 100.9 100.0 99.5 98.6 100.1 100.1
M, 96.5 100.4 99.2 98.0 97.9 99.2 98.5 98.6

IV o 96.8 98.3 98.0 95.8 94.8 103.0 96.2 97.0

2002 = | e 96.5 99.4 99.2 97.1 95.1 103.4 96.8 97.6
I 96.5 99.6 98.9 97.8 95.7 104.5 97.3 98.2

|| 95.5 98.4 97.6 98.0 96.3 105.3 97.3 98.3

IV o 95.1 98.7 98.1 97.9 95.4 102.5 97.0 97.7

2003 = | oo 90.2 98.6 97.2 96.0 95.6 107.7 96.2 97.5
1] 89.7 98.8 96.7 94.8 94.2 107.7 95.1 96.6

I} 93.7 100.2 98.6 96.3 94.8 109.6 96.5 98.0

IV o 95.1 99.5 98.8 96.5 94.1 108.8 96.4 97.9

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 .
Durable Non-durable Total Inv;gérg§nt Inteé(%%dslate Enerey Manufacturing AG?NRDE&ATE
93.8 98.1 96.8 85.2 95.1 97.4 94.0 94.4
99.7 99.1 98.9 95.4 98.0 98.4 98.7 98.9
95.5 96.5 95.8 95.3 92.9 95.9 95.6 96.0
93.6 98.6 97.2 97.6 96.1 97.8 98.1 98.1
94.5 98.2 97.0 96.2 96.9 97.9 97.9 98.0
95.4 97.9 96.9 95.7 93.7 97.2 95.9 96.3
99.4 97.5 97.5 98.7 98.3 97.8 98.6 98.9
96.3 97.0 96.5 96.8 95.8 95.2 96.9 97.3
93.3 95.2 94.4 95.5 93.3 97.2 94.8 96.0
89.6 95.4 93.8 93.7 92.4 99.3 93.8 95.5
1997 — | e 93.1 97.2 96.0 94.0 91.3 96.4 94.9 95.2
I 94.6 98.4 97.2 98.2 96.6 98.1 98.3 98.3
M 93.3 100.0 98.2 98.6 97.4 97.7 99.1 99.1
IV o 93.5 98.9 97.2 99.7 99.2 98.9 100.0 99.9
1998 — | i 94.0 97.2 96.2 97.6 99.1 97.9 99.0 98.9
95.8 98.8 97.8 97.6 98.6 97.3 99.1 98.8
95.2 98.7 97.3 96.9 95.9 97.7 97.7 97.9
93.1 98.2 96.6 92.8 93.8 98.6 95.8 96.3
1999 — | i 92.2 97.7 96.3 95.3 92.5 98.7 95.0 95.6
I 93.3 96.5 95.4 95.0 93.0 95.5 95.0 95.2
M e 96.6 99.6 98.2 95.6 93.5 97.4 96.4 96.8
IV e 99.3 97.7 97.6 97.0 95.8 97.3 97.3 97.7
2000 - | 98.9 95.1 95.5 97.8 96.8 98.1 97.2 97.7
1 100.0 97.6 97.8 99.3 98.3 98.7 98.9 99.0
M 98.8 97.7 97.1 98.8 98.1 98.1 98.4 98.8
IV e 100.0 99.7 99.6 98.9 100.0 96.2 100.0 100.0
2001 — | oo, 100.0 100.0 100.0 100.0 98.4 94.0 99.9 99.6
97.3 97.2 96.8 97.7 97.0 94.5 97.8 98.1
93.9 96.5 95.2 95.8 95.5 94.6 96.2 96.6
94.2 94.5 94.0 93.6 92.5 97.6 93.9 95.0
2002 = | v 93.8 95.6 95.2 94.9 92.8 97.4 94.5 95.6
I 93.9 95.8 94.8 95.6 93.3 98.0 95.0 96.2
M 92.9 94.7 93.6 95.8 94.0 98.2 95.0 96.3
IV e 92.5 95.0 94.1 95.6 93.1 95.1 94.7 95.7
2003 = | oo 87.7 94.8 93.2 93.8 93.3 99.3 93.9 95.6
87.2 95.0 92.8 92.7 91.9 98.8 92.9 94.6
91.1 96.3 94.6 94.1 92.5 100.0 94.2 96.0
92.5 95.6 94.7 94.3 91.8 99.3 94.1 95.9
Source: Based on Istat data.
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ITALY: CONSUMER PRICE INDICES
(percentage changes on corresponding period)

Table a8

CcPI (1) V‘ZZE)H
Goods and services with unregulated prices (4) wiglor%c:;sugt]g dsgrrivc'gses( 4) T?Otgldn:r:(;)f
Overall energy Overall
Non-food and Food products Non- Rents| index [products and| index
non-energy Ser- Un- Energy | .o | ENEroy | energy | L., (6) those with (6)
products vices | processed processed Total products products pro(dst;cts reg:il(l;itsed
Weights (3) 30.7 31.6 9.9 6.9 16.8 2.9 82.0 2.7 12.2 149 | 31 100.0 62.3 100.0
1999 .......... 1.2 2.6 0.8 11 0.9 42 1.8 -2.6 19 08 33 1.7 1.9 1.6
2000 .......... 1.5 2.8 1.2 20 16 132 25 9.8 1.2 30 25 2.6 2.1 2.6
2001 .......... 2.0 3.2 2.4 6.4 4.0 -20 27 5.8 31 37 23 2.8 2.6 2.7
2002 .......... 2.2 3.9 2.4 53 36 -19 29 -34 1.3 03 23 2.5 3.0 2.4
2003 .......... 1.9 3.5 2.4 42 32 23 28 4.1 16 21 28 2.6 2.7 25
2001 — Jan. 1.9 2.8 1.7 49 3.0 56 26 13.1 31 52 24 3.0 2.3 3.1
Feb. 2.0 2.8 1.8 58 35 34 26 13.3 31 53 24 3.0 2.3 3.0
Mar. 2.0 2.8 1.9 58 35 02 25 11.6 32 50 24 29 24 2.8
Apr. 2.1 3.2 2.2 55 36 22 28 11.8 36 54 22 3.2 2.6 3.1
May 2.1 3.2 23 6.1 39 36 29 6.1 35 40 22 3.1 2.6 3.0
June 2.0 3.2 2.4 70 43 1.8 29 6.0 34 40 22 3.0 25 29
July 2.0 3.4 25 76 46 -1.7 29 3.0 31 31 22 2.9 2.6 2.7
Aug. 2.0 34 2.6 7.4 46 -32 28 2.9 29 29 22 2.8 2.7 2.7
Sep. 2.1 34 2.7 69 44 -6.4 27 1.0 29 25 22 2.6 2.8 2.6
Oct. 2.1 3.5 2.7 69 44 -79 26 15 29 26 22 2.6 2.7 2.6
Nov. 1.9 35 2.8 6.7 44 -99 24 0.4 29 23 22 2.4 2.7 2.3
Dec. 1.9 3.7 2.8 6.3 4.2 -9.8 25 0.5 25 20 22 2.4 2.8 2.3
2002 — Jan. 2.0 3.7 2.8 7.7 48 -65 2.8 -4.0 18 06 21 2.5 2.8 2.3
Feb. 2.2 3.8 2.6 6.5 4.2 -54 29 —4.3 16 04 21 2.5 3.0 2.3
Mar. 2.2 3.8 2.6 6.2 4.1 -45 29 -5.4 1.8 03 21 25 3.0 2.4
Apr. 2.1 3.7 2.4 6.8 4.2 -16 29 —6.4 1.3 -04 24 2.4 2.8 2.4
May 21 3.8 2.4 6.1 39 -35 28 -4.3 05 -05 24 23 29 23
June 2.1 39 2.4 45 33 -51 26 -4.3 08 -02 24 2.2 2.9 2.3
July 2.2 4.0 2.3 3.7 29 -34 27 -1.9 09 04 21 2.3 3.0 2.3
Aug. 2.2 4.2 23 38 29 -1.4 29 -1.8 1.2 06 21 25 3.1 25
Sep. 2.3 4.1 2.3 44 32 -0.5 3.0 -15 1.3 08 21 2.6 3.1 2.6
Oct. 2.2 4.0 2.3 46 32 23 31 -1.4 1.3 08 25 2.7 3.1 2.6
Nov. 2.3 4.2 2.2 48 33 35 32 -2.8 1.2 04 25 2.8 3.2 2.7
Dec. 2.2 4.0 2.2 48 33 43 32 -2.9 19 09 25 2.8 3.1 2.7
2003 - Jan. 2.2 3.8 2.1 31 25 7.2 30 1.5 1.3 13 27 2.7 3.0 2.7
Feb. 2.0 3.6 2.2 26 24 84 29 2.0 05 08 27 25 2.8 2.5
Mar. 2.0 3.7 23 28 25 95 3.0 3.2 05 10 27 2.6 2.8 2.6
Apr. 2.1 3.7 2.3 21 22 32 27 6.0 1.7 25 28 2.6 2.8 2.5
May 2.0 3.6 2.3 24 24 -04 26 6.3 26 33 28 2.6 2.8 2.4
June 2.0 3.6 2.4 39 30 -1.3 27 6.4 21 29 28 2.7 2.8 23
July 1.9 3.6 2.4 46 3.3 -0.2 27 45 19 24 29 2.7 2.7 2.5
Aug. 1.9 3.7 2.4 52 36 1.3 29 45 1.8 23 29 2.8 2.7 25
Sep. 1.8 3.4 2.4 6.0 39 1.8 28 4.4 1.8 23 29 2.8 2.6 25
Oct. 1.6 34 2.6 6.3 4.2 -11 27 3.7 1.7 21 27 2.6 25 2.4
Nov. 1.4 3.3 2.7 6.1 4.1 -0.3 26 3.7 19 22 27 2.6 2.3 2.4
Dec. 1.4 3.2 2.8 54 39 03 25 3.7 19 23 27 2.5 2.3 2.3
2004 - Jan. 1.3 3.2 2.8 55 39 -1.7 24 1.6 16 16 27 23 2.2 2.0
Feb. 1.2 3.1 2.8 57 4.0 24 24 0.6 26 22 27 2.3 2.2 2.2
Mar. 0.9 3.2 2.7 51 3.7 -32 22 0.2 36 29 27 2.3 2.1 1.9
Apr. 0.8 3.5 2.6 45 3.4 0.7 23 -2.4 24 15 3.0 2.2 2.1 2.0
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 2004. — (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.




ITALY: HARMONIZED INDEX OF CONSUMER PRICES (1)
(percentage changes on corresponding period) (2)

Table &9

Non-food Total net of Food products Total net of
. food Energy unprocessed )
and non-energy | Services and energy products food and Overall index
products products Processed Unprocessed energy products
Weights 34.3 40.1 74.4 114 8.4 19.8 5.8 85.7 100.0
1998 ... 2.1 2.8 2.4 1.4 1.6 15 -14 2.3 2.0
1999 i 1.4 25 1.9 0.9 1.1 1.0 1.1 1.8 1.7
2000 ...oooiiiiiiiieeene 1.7 2.3 2.0 1.3 1.8 15 11.6 1.9 2.6
2001 ..o, 1.8 29 2.4 2.5 5.8 3.9 1.6 2.4 2.7
2002 ..o 2.4 3.4 2.9 2.2 49 3.4 -2.6 2.8 2.6
2003 ..o 1.9 3.2 2.6 3.4 3.9 3.6 3.2 2.7 2.8
2001 - 1.8 25 2.2 15 4.3 2.7 9.2 21 2.7
1.8 2.4 2.1 1.6 5.2 3.1 8.0 2.0 2.7
1.9 2.5 2.2 1.6 5.1 3.1 5.4 2.1 2.6
2.0 3.0 25 25 49 35 6.7 25 3.0
1.9 3.0 25 2.6 55 3.8 4.8 2.5 29
1.8 29 2.4 2.7 6.2 4.2 3.7 2.4 29
1.8 3.1 25 2.8 6.8 4.5 0.5 25 2.8
1.8 3.1 25 29 6.7 4.5 -0.3 2.5 2.8
1.9 3.2 2.6 2.9 6.3 4.4 -3.0 2.6 2.6
1.8 3.2 2.5 29 6.3 4.3 -35 2.6 2.5
1.7 3.2 2.5 29 6.2 4.3 -51 2.5 2.3
1.7 3.4 25 3.0 5.8 4.2 -5.0 2.6 2.3
2002 - 1.6 3.3 25 2.9 7.1 4.7 -5.3 25 2.3
2.7 3.3 3.0 2.8 59 4.1 -4.9 29 2.7
25 3.3 2.9 2.7 5.6 4.0 -4.9 29 25
25 3.1 2.8 1.8 6.2 3.7 -4.0 2.7 25
2.3 3.3 2.8 1.8 5.7 3.4 -3.9 2.7 2.4
2.3 3.4 2.8 2.0 4.3 3.0 —4.7 2.7 2.2
2.2 3.4 2.8 2.0 3.6 2.7 -2.7 2.7 2.4
2.3 3.6 29 2.2 3.6 2.8 -1.6 2.8 2.6
2.7 3.6 3.1 2.2 4.1 3.0 -1.0 3.0 2.8
2.4 35 3.0 2.2 4.3 3.1 0.5 29 2.8
2.6 3.6 3.1 2.1 4.4 3.1 0.4 3.0 29
2.7 3.5 3.1 23 4.3 3.1 0.7 3.0 3.0
2003 - 1.8 3.5 2.7 23 2.8 25 4.4 2.7 29
1.1 34 2.4 2.3 25 2.4 53 2.4 2.6
2.0 35 2.8 2.5 2.6 2.5 6.4 2.8 29
2.0 3.4 2.8 3.9 2.0 3.0 4.5 2.9 3.0
2.2 3.3 2.8 3.8 2.3 3.2 2.8 29 29
2.2 3.3 2.8 3.6 3.6 3.6 2.3 29 29
1.8 3.2 2.6 3.6 4.3 3.9 21 2.7 29
1.5 3.3 25 3.5 4.8 4.1 2.8 2.6 2.7
1.7 3.1 2.4 35 5.6 4.4 3.0 2.6 3.0
2.0 2.8 2.4 3.7 59 4.6 11 2.6 2.8
1.9 2.7 2.3 3.9 5.7 4.7 1.6 2.5 2.8
1.8 2.6 2.2 4.0 5.0 4.4 1.9 2.4 25
2004 - Jan. 1.0 2.4 1.8 3.9 51 4.4 -0.1 21 2.2
Feb. .... 2.0 2.4 2.3 4.0 52 4.5 -1.0 2.5 2.4
Mar. ... 1.5 2.3 2.0 5.1 4.7 4.9 -15 2.4 2.3
Apr. .. 1.8 25 2.2 3.6 4.2 3.9 -0.8 2.4 2.3

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 2004. — (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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Table al0

EURO AREA: HARMONIZED INDEX OF CONSUMER PRICES (1)
(percentage changes on corresponding period) (2)

R Food products
Nr?gnfgggrzr;d Services Toéﬂe?g;cgrgfudc{asnd i pliggﬂgc%/s unp-lr—ggsr;eetdoffood ?Xg;”
products Processed | Unprocessed and energy products
Weights 31.0 41.3 72.3 11.8 7.7 19.5 8.1 84.2 100.0
2000 ...ccoiiiiiiene 0.5 15 1.0 1.2 1.8 1.4 13.0 1.0 21
2001 ..., 0.9 2.5 1.8 29 7.0 4.5 2.2 1.9 2.3
2002 ..., 1.5 3.1 2.4 3.1 3.1 3.1 -0.6 2.5 2.3
2003 ..o 0.8 25 1.8 33 21 2.8 3.0 2.0 21
2001 - Jan. .......... 0.2 1.9 1.2 1.6 45 2.8 7.2 1.2 2.0
Feb. .... -0.2 21 1.0 2.0 4.6 3.0 7.5 1.2 1.9
0.6 2.1 14 2.2 6.6 3.9 4.8 15 2.2
1.1 2.3 1.7 2.5 7.1 4.3 7.2 1.9 2.7
1.3 25 1.9 2.7 8.9 51 7.9 2.0 3.1
1.2 25 1.9 3.0 8.8 53 4.9 2.1 2.8
0.8 25 1.8 3.2 8.5 53 2.4 2.0 25
0.5 2.6 1.7 3.3 7.5 5.0 15 1.9 2.4
1.0 2.7 1.9 3.4 7.5 5.0 -1.7 2.1 2.2
1.4 2.8 2.2 3.5 7.5 51 -3.0 2.4 2.2
1.5 2.9 2.2 3.4 6.1 4.5 -5.3 2.4 2.0
1.5 2.8 2.2 3.4 6.3 4.5 -4.7 2.4 2.1
2002 - Jan. .......... 1.6 3.0 2.4 3.8 8.4 5.6 -1.9 2.6 2.6
Feb. .......... 1.8 3.0 25 3.4 7.1 4.9 -2.9 2.6 25
Mar. ......... 1.7 3.2 2.6 3.3 5.6 4.2 -15 2.7 2.5
Apr. .......... 1.7 29 2.4 3.3 4.2 3.6 -0.5 2.5 2.3
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 2.3 -3.6 25 1.9
July ... 1.3 3.2 2.4 3.0 0.9 2.2 -1.6 25 2.0
Aug. 1.3 3.3 2.4 3.0 1.4 2.3 -0.3 2.5 2.1
Sept. ........ 1.3 3.2 2.4 2.8 1.7 2.4 -0.2 2.4 2.1
Oct. ..o 1.2 3.1 2.3 2.6 1.7 2.2 2.6 2.3 2.3
Nov. ......... 1.3 3.1 23 2.6 1.9 2.3 2.4 2.3 23
Dec. ......... 1.2 3.0 2.2 2.7 13 2.1 3.8 2.2 23
2003 - Jan. 0.6 2.8 1.9 2.8 -0.7 1.4 6.0 2.0 21
Feb. 0.7 2.7 1.9 3.2 0.3 2.0 7.7 2.0 2.4
Mar. 0.8 2.6 1.8 3.3 0.7 2.2 7.5 2.0 2.4
Apr. 0.8 2.9 2.0 3.3 0.9 2.3 2.2 2.2 2.1
May 0.9 25 1.8 33 11 2.4 0.6 2.0 18
June ......... 0.8 25 1.8 3.2 25 29 1.6 2.0 1.9
July .......... 0.7 2.3 1.6 3.1 2.7 3.0 2.0 1.8 1.9
Aug. ......... 0.6 25 1.7 3.0 3.3 3.1 2.7 1.9 2.1
Sept. ........ 0.8 2.5 1.8 3.2 4.2 3.6 1.6 2.0 2.2
Oct. .......... 0.8 25 1.7 35 3.8 3.6 0.7 2.0 2.0
Nov. ......... 0.7 2.4 1.7 4.0 3.8 3.9 2.2 2.0 2.2
Dec. ......... 0.7 2.3 1.6 3.8 3.2 3.6 1.8 1.9 2.0
2004 - Jan. .......... 0.6 2.5 1.7 3.3 29 3.1 -0.4 1.9 1.9
Feb. .......... 0.8 2.6 1.8 3.2 1.9 2.7 -2.2 2.0 1.6
Mar. ......... 0.8 25 1.8 4.1 1.7 3.1 -2.0 2.1 1.7
Apr. e 1.0 25 1.8 3.9 1.6 3.0 2.0 21 2.0
Source: Eurostat.

(1) Weighted average of the indices of the euro-area countries. The weights shown in the table are those for January 2004. — (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 PRICES OF MANUFACTURES SOLD IN THE DOMESTIC MARKET (1)
(percentage changes on corresponding period)

Consumer goods (2) Intermediate goods Overall index net
Investment goods of food and energy | Overall index
Non-food products Food products on-energy products| Energy products products
Weights 17.2 131 17.9 343 17.5 69.4 100
2000 ...oeevieeiiiiiens 2.0 1.3 1.1 4.6 24.2 3.3 6.0
2001 ..ooeeveieiiis 2.2 2.8 1.2 1.3 2.7 1.6 1.9
2002 ..ooeeieeeiiiiies 2.5 1.0 1.0 0.4 -4.0 1.1 0.2
2003 ..o 1.1 2.7 0.7 1.5 2.5 1.2 1.6
2001 - Jan. .......... 2.4 2.1 1.2 3.9 18.4 3.1 54
Feb. .......... 2.5 29 1.3 35 15.8 29 5.0
2.6 2.4 1.2 3.2 11.9 2.8 4.2
2.5 3.0 1.4 2.5 14.0 2.3 4.3
2.4 25 1.3 1.8 8.3 1.9 29
2.4 29 1.2 1.3 4.8 1.6 2.4
23 3.0 1.2 1.0 0.1 1.4 1.3
2.1 3.1 1.2 0.7 -0.3 1.1 1.2
2.1 3.1 1.2 0.3 4.1 0.9 0.4
2.1 3.1 1.3 -0.2 -8.0 0.7 -0.6
1.8 3.0 1.1 -0.7 -10.7 0.3 -1.3
1.8 2.2 1.2 -0.9 -10.1 0.2 -1.3
2002 - Jan. .......... 2.8 1.9 1.1 -1.4 -8.6 0.3 -1.2
Feb. 2.8 0.9 1.0 -1.0 -8.2 0.5 -11
Mar. 2.8 0.9 1.2 -0.8 -7.3 0.6 -0.8
Apr. s 2.3 0.1 1.2 -0.5 -7.1 0.6 -0.8
May........... 2.1 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 ..ot 23 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 1.1 -15 1.4 0.9
Oct. .......... 2.6 15 1.1 1.5 1.2 1.7 1.6
NoV. .......... 2.4 2.0 1.1 1.8 0.6 1.8 1.6
Dec. ......... 2.5 2.1 0.9 1.9 2.8 1.8 2.0
2003 - 1.7 2.2 0.7 2.3 5.7 1.7 25
15 2.3 0.6 2.6 7.2 1.8 2.8
15 2.0 0.6 2.5 8.1 1.7 2.8
1.6 2.6 0.5 2.4 3.1 1.7 2.0
15 2.4 0.7 2.0 0.8 15 1.6
1.2 2.7 0.7 1.3 2.2 1.1 1.5
1.1 2.6 0.9 0.8 2.0 0.9 1.3
0.8 29 0.9 0.4 29 0.6 1.4
0.8 3.6 0.9 0.6 0.1 0.7 1.0
0.4 3.4 0.8 0.8 -14 0.7 0.7
0.5 3.3 0.8 1.0 1.0 0.8 1.2
0.3 2.8 0.9 1.0 -14 0.8 0.8
2004 - Jan. .......... 0.2 2.7 1.1 1.2 -3.6 0.9 0.4
Feb. ......... 0.1 2.6 1.2 1.5 -5.9 11 0.1
Mar. .......... . 3.1 1.3 2.8 -5.6 1.7 0.7

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 Intermediate goods Overall index Consumer Intermediate goods Overall index
goods net of net of food ) goods net of net of food :
food products Non-energy Energy and energy Overall index food products Non-energy Energy and energy Overall index
) products products products %) products products products
Weights (1) 13.5 31.2 18.1 68.0 100.0 13.5 34.3 17.5 65.2 100.0
2001 ...oooeeiins 1.6 0.8 9.1 0.9 3.0 0.8 15 -2.2 1.2 1.2
p10107 2N 0.3 -0.7 -3.7 0.1 -0.6 -0.2 -0.6 -0.7 -0.2 -0.2
2003 ....coooiiinns -0.2 0.4 7.1 0.2 1.7 0.4 0.4 2.6 0.3 0.9
2002 — Sept. .... -0.1 . -6.2 0.3 -1.1 0.4 0.1 0.8 0.2 0.4
Oct. ...... -0.5 0.2 -1.2 0.3 0.1 -0.1 0.1 3.1 0.1 0.7
Nov. ..... -0.4 0.2 -0.9 0.3 0.2 0.2 0.2 4.0 0.2 0.9
Dec. ..... -0.2 0.5 0.5 0.5 0.6 0.4 0.3 6.5 0.3 1.3
2003 — Jan. ...... -0.6 0.9 5.1 0.4 15 0.8 0.7 7.9 0.5 1.7
Feb. ...... -0.3 14 6.2 0.5 1.9 0.7 0.9 9.9 0.6 2.2
Mar. ..... -0.2 1.3 5.7 0.6 1.7 1.0 11 8.3 0.7 21
Apr. ...... -0.2 1.0 5.8 0.5 1.7 0.8 1.2 1.7 0.8 1.0
May ...... -0.3 0.9 5.0 0.4 1.4 1.0 0.8 0.4 0.7 0.7
June ..... -0.1 0.3 5.8 0.1 1.4 0.7 0.6 1.8 0.6 0.9
July ...... 0.3 -0.1 8.6 . 1.9 0.6 -0.3 1.7 0.1 0.6
Aug. ..... -0.1 -0.4 9.8 -0.2 2.0 0.3 -0.6 1.6 -0.1 0.5
Sept. .... -0.3 9.0 -0.1 2.0 0.2 -0.3 -0.8 0.1 0.1
Oct. ...... -04 7.9 -0.2 1.7 . -0.1 -0.6 0.1 0.3
Nov. ..... . -0.1 8.5 . 2.0 -0.2 0.2 1.0 0.2 0.8
Dec. ..... -0.3 -0.1 8.0 -0.1 1.8 -0.6 0.3 -1.0 0.3
2004 - Jan. ...... -0.3 -0.2 0.7 -0.1 0.2 -1.0 0.4 -2.0 0.1 0.2
Feb. ...... -0.5 0.1 -0.7 . -0.1 -0.7 0.8 -4.6 0.3 -0.1
Mar. ..... -0.7 0.6 -1.1 0.1 0.3 -1.3 1.1 -3.3 0.2 0.1
SPAIN EURO (3)
Weights (1) 16.8 31.6 18.0 66.7 100.0 14.0 317 16.8 66.8 100.0
2001 ...oooeeins 3.0 1.4 -2.0 1.8 1.7 1.7 1.2 2.7 1.2 2.1
P00 72N 1.9 0.2 -1.3 1.1 0.7 0.8 -0.3 -2.0 0.3 -0.1
2003 ....coooiiinns 2.3 0.8 1.3 1.3 1.4 0.6 0.8 4.1 0.6 1.6
2002 — Sept. .... 2.0 0.8 -0.3 1.4 1.0 0.9 0.4 -1.5 0.6 0.2
Oct. ...... 1.9 11 3.8 15 1.7 0.7 0.8 2.2 0.7 1.0
Nov. ..... 2.2 1.4 4.1 1.7 1.7 0.8 11 23 0.9 11
Dec. ..... 2.1 1.9 6.2 1.9 2.0 1.0 11 3.8 1.0 15
2003 — Jan. ...... 2.3 1.2 7.4 1.5 2.5 0.8 1.4 6.9 0.9 2.2
Feb. ...... 25 15 8.9 1.7 29 0.8 1.7 8.4 1.0 2.6
Mar. ..... 2.7 15 9.5 1.7 3.0 0.9 1.7 7.5 1.1 2.4
Apr. ...... 2.5 1.3 1.3 1.5 1.4 0.9 15 3.4 1.0 1.7
May ...... 2.2 1.0 -2.3 1.4 0.7 1.9 1.3 1.8 1.1 1.3
June ..... 2.6 0.4 -0.9 1.2 0.9 0.8 0.7 3.2 0.6 14
July ...... 2.4 0.1 0.2 1.0 1.1 0.7 0.1 3.7 0.3 13
Aug. ..... 2.4 0.0 0.1 0.9 1.1 0.4 -0.1 4.5 0.2 1.3
Sept. .... 2.5 0.3 2.4 1.1 0.8 0.5 . 2.3 0.3 11
Oct. ...... 2.2 0.7 -3.6 1.2 0.6 . 0.2 1.7 0.2 0.9
Nov. ..... 2.1 0.9 -04 1.3 1.3 -0.2 0.4 3.6 0.3 14
Dec. ..... 1.6 1.0 -1.2 1.2 1.1 -0.7 0.4 2.1 0.2 1.0
2004 - Jan. ...... 1.3 1.4 -3.6 1.3 0.7 -0.8 0.5 -1.2 0.2 0.3
Feb. ...... 11 2.0 -54 1.6 0.7 -0.8 0.9 -3.2 0.4 .
Mar. ..... 0.9 2.6 -5.6 1.8 0.8 -1.1 1.4 2.7 0.6 0.4
Source: Based on Eurostat data.
(1) 1995=100 for Germany; 2000=100 for France, Spain and euro area. — (2) The item does not include energy products. — (3) GDP-weighted average for the 12 euro-area countries.
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Table al3

ITALY: BALANCE OF PAYMENTS
(millions of euros)

1999 2000 2001 2002 2003
Current account .......ccccceveeevviciniineennn. 7,692 —6,305 —740 -10,014 -18,363
GOOAS .ooeeeiieeeciie e 22,044 10,368 17,405 14,049 8,788
[ (=0 111 221,484 260,906 273,596 267,582 259,098
DebitS ...cvvveiiieeeee e 199,440 250,538 256,191 253,533 250,310
SEIVICES .oovvveeiiiee e 1,125 1,167 18 -3,043 -3,032
[ (=0 111N 55,307 61,479 64,614 63,760 62,932
DebitS ..ccvvveeiiieeee e 54,182 60,312 64,596 66,803 65,964
INCOME ..o -10,392 -13,099 -11,635 —-15,396 -17,002
Credits .... . 43,483 41,894 43,111 45,782 47,313
DebitS ..ocvvveeiieeeee e 53,875 54,993 54,746 61,178 64,316
Transfers ....cooceecee v -5,085 —4,742 -6,527 -5,624 -7,117
CreditS ...ooveeeeeieeieieeeeeeeeeee 15,608 16,996 17,962 22,183 18,406
EU institutions .........ccccceeeernnenn. 5,756 6,275 6,121 6,183 6,531
DebitS ..ccvvveiiieecee e 20,693 21,738 24,489 27,807 25,523
EU institutions ...........ccceveeeennee.. 10,441 11,180 11,755 11,910 12,820
Capital account .........cccceeviveeniinnennes 2,789 3,195 936 -67 2,454
Intangible assets ........ccccviiiiiieeene -3 -72 -312 -206 -86
TranSfers ..., 2,792 3,267 1,248 139 2,540
EU institutions .........ccccccveeerneeen. 3,201 3,624 1,748 1,625 3,635
Financial account ..........ccceeevveevnnnn. -8,867 4,287 -3,294 8,532 16,775
Direct investment ........cccccoccvvevevnenne 178 1,149 -7,377 -2,739 6,507
Abroad .......cccooeiiiiiiieee e -6,309 -13,368 -23,995 -18,194 -8,037
INHALY v 6,487 14,517 16,618 15,455 14,544
Portfolio investment ...........cccccceveenne -23,635 -26,255 —7,640 16,107 3,373
ASSELS ..viiiiiee e -121,493 -86,340 -40,070 —-16,968 -51,064
SNArES ..oveeevveeeccee e —60,122 -82,894 -11,153 -6,039 -13,806
Debt securities .........ccccvvveenn.. -61,371 -3,446 -28,917 -10,929 -37,258
bonds......cooveeiieeieeeeee -60,908 -1,698 -27,017 -10,301 -40,129
Liabilities ......cccveevereeiie e, 97,858 60,085 32,430 33,075 54,437
Shares .....oooveeveieeecieeeciee e -4,336 -1,714 -354 -7,155 -2,191
Debt securities ........cccccveerenenn. 102,194 61,799 32,784 40,230 56,628
bonds.....ccccooviiieiiee e, 65,800 75,160 43,171 32,064 48,276
Financial derivatives ..........c.cccuoe..... 1,766 2,501 —477 -2,710 -4,831
Other investment ..........ccccceeeeeeeinnnns 5,725 29,950 11,716 985 13,132
ASSELS .eiiiiiie e -31,471 987 3,007 8,296 -19,860
Liabilities ... 37,196 28,963 8,709 -7,311 32,992
Change in official reserves .............. 7,099 -3,058 484 -3,111 —-1,406
Errors and omissions .........ccccceeeene -1,614 -1,177 3,098 1,549 —-865
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ITALY: NET INTERNATIONAL INVESTMENT POSITION

(millions of euros)

Table al4

1999 2000 2001 2002 2003
ASSETS ..ot 1,097,059 1,220,570 1,223,640 1,147,872 1,228,252
Non-bank sectors ......cccccoveviiiiiiniiiiienn, 849,893 955,517 958,264 851,961 903,536
Direct investment ..........ccccceeeeeiieiiieeneenne. 170,860 178,948 191,630 170,155 174,767
Real estate.........ccooovverriiiiienieeec e 6,106 6,682 7,490 7,609 8,067
Other ..o 164,754 172,266 184,140 162,546 166,700
Portfolio investment ..........ccccoecveiiieeenenen. 508,876 597,869 588,912 526,659 554,376
Other investment ...........cccocvevieiiieeiie e 168,782 176,296 174,347 146,977 163,245
Financial derivatives .........cccccoccvvviieeenennen. 1,375 2,404 3,375 8,170 11,148
Banks ....ocoiiiiiii e 184,752 203,420 188,615 229,491 260,550
Direct investment ..........cccceveeeiieniieenieennne. 10,157 14,791 15,305 15,306 14,371
Portfolio investment ...........ccccceevviniieneennne. 34,948 36,298 36,558 39,055 60,862
Other investment ...........cccoccveiiiiieiiieiiees 138,084 150,938 135,231 172,762 178,488
Financial derivatives ..........c.cccocvviviennennne. 1,563 1,393 1,521 2,368 6,829
Central bank .......cccccoviiiiiniine 62,414 61,633 76,761 66,420 64,166
Direct investment .........cccoccceevvveeeiiieeennnen. 4 4 5 5 5
Portfolio investment ...........ccccceeveevieeneenne. 577 715 912 2,673 2,436
Other investment ..........ccccocveeiiiieeniiieenns 16,733 10,548 23,407 10,702 11,637
Financial derivatives ...........c.cccocoverieennennne. 45,100 50,366 52,437 53,040 50,088
GOld oo 22,775 23,098 24,732 25,764 26,042
LIABILITIES.....ooiiiiiiieiiteeeeieeee e 1,043,934 1,170,420 1,192,914 1,215,317 1,303,390
Non-bank SEctors .......cccccveveiviieeriieennnnen. 773,839 852,966 876,866 908,665 972,594
Direct investment ..........ccccceevvieeeiiieeennnen. 107,531 120,967 121,701 119,706 136,522
Real estate ........cccooeeeviiiiienieeee e 2,282 2,961 3,249 3,566 4,835
Other ..o 105,249 118,006 118,452 116,140 131,687
Portfolio investment ............ccccceeiiieeennnen. 541,306 599,693 621,083 656,944 707,165
Government securities (1) ......c.ccceeveene 424,915 470,349 485,224 515,343 568,043
BOTS oot 64,870 61,369 55,799 43,533 57,582
210,020 257,994 283,700 326,404 371,266
95,566 82,749 65,333 62,596 54,045
54,459 68,237 80,392 82,810 85,150
123,352 130,408 130,491 126,485 121,369
1,650 1,898 3,591 5,530 7,538
248,244 299,436 313,555 301,544 328,352
670 524 854 901 928
5,432 13,134 15,503 14,767 15,979
240,563 284,838 295,657 282,901 306,396
1,579 940 1,541 2,975 5,048
Central bank ........ccoooiiiiii e 21,851 18,018 2,493 5,108 2,444
Direct investment ..........ccoccceevvveeeiiieeeninnen.
Portfolio investment ...
Other investment ...........cccocveiieiiieeneecieee 21,851 18,018 2,493 5,108 2,444
OVERALL NET POSITION ....ccccoiiiiiiiieieenne. 53,125 50,150 30,726 —67,445 -75,137
(1) The breakdown by instrument is estimated and subject to revision.
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Table al5

CONSOLIDATED ACCOUNTS OF GENERAL GOVERNMENT (1)
(billions of lire and millions of euros)

1998 | 1999 2000 2001 2002 2003
lire euros lire euros lire euros lire euros lire euros
I
Revenue
Direct taxes . 299,065 322,263 166,435 330,225 170,547 353,737 182,690 346,523 178,964 343,436 177,370
Indirect taxes .........cccceeevueen. 318,311 324,325 167,500 339,178 175,171 341,736 176,492 358,435 185,116 365,029 188,522
Actual social security
contributions .................... 258,978 265,892 137,322 279,208 144,199 290,299 149,927 305,133 157,588 323,963 167,313
Imputed social security
contributions .................... 7,670 7,375 3,809 7,520 3,884 7,702 3,978 7,236 3,737 7,193 3,715
Income from capital ............. 10,440 13,777 7,115 10,876 5,617 14,882 7,686 14,857 7,673 15,157 7,828
[©]1 =] SR 56,587 56,568 29,215 57,840 29,872 62,743 32,404 63,781 32,940 64,898 33,517
Total current revenue...... 951,051 990,201 511,396 1,024,848 529,290 1,071,100 553,177 1,095,964 566,018 1,119,677 578,265
Capital taxes .........cccceevveeenne 7,985 2,424 1,252 2,163 1,117 2,062 1,065 5,782 2,986 39,120 20,204
Other w.vveeiiiiiciiieeeceeee 6,289 8,388 4,332 7,732 3,993 4,525 2,337 5,034 2,600 8,314 4,294
Total capital revenue ..... 14,274 10,812 5,584 9,894 5,110 6,587 3,402 10,816 5,586 47,435 24,498

Total revenue ... 965,325 1,001,013 516,980 1,034,743 534,400 1,077,687 556,579 1,106,780 571,604 1,167,112 602,763
asa%of GDP .................. 46.5 46.7 45.8 457 45.3 46.3

Expenditure
Compensation of employees.. 221,606 228,393 117,955 239,091 123,480 253,814 131,084 264,152 136,423 278,060 143,606

Intermediate consumption ... 99,298 105,622 54,549 112,718 58,214 120,703 62,338 122,781 63,411 133,645 69,022
Social assistance benefits in

kind (market purchases) .. 43,078 45,715 23,610 53,271 27,512 60,603 31,299 64,060 33,084 64,396 33,258
Social assistance benefits

incash ........cccoevvivieeneeenn, 352,196 367,872 189,990 378,463 195,460 391,690 202,291 414,430 214,035 434,131 224,210
Subsidies to firms ............... 27,921 26,490 13,681 26,920 13,903 28,405 14,670 26,413 13,641 28,095 14,510
Interest payments................. 166,541 144,713 74,738 145,865 75,333 154,069 79,570 140,471 72,547 134,166 69,291
Other ....cooovveeiiieeeie e 33,101 33,873 17,494 35,532 18,351 38,218 19,738 45504 23,501 53,447 27,603

Total current expenditure 943,741 952,678 492,017 991,860 512,253 1,047,503 540,990 1,077,809 556,642 1,125,941 581,500

Gross investment (2) 49,421 51,840 26,773 53,842 27,807 58,468 30,196 46,021 23,768 66,662 34,428
Investment grants ................ 22,077 25,747 13,297 25,737 13,292 30,376 15,688 34,510 17,823 33,501 17,302
Other (3) ..oovvvvcieiiiiiieiies 8,558 7,780 4,018 -22,089 -11,408 3,809 1,967 3,435 1,774 2,643 1,365

Total capital account
expenditure (2) (3) ......... 80,056 85,366 44,088 57,490 29,691 92,652 47,851 83,966 43,365 102,806 53,095

Total expenditure (2) (3) 1,023,797 1,038,044 536,105 1,049,350 541,944 1,140,155 588,841 1,161,776 600,007 1,228,747 634,595
asa % of GDP ................ 493 48.4 46.5 48.3 47.6 48.8

Deficit on current account

(surplus =) ooveviiiee -7,310 -37,523 -19,379 -32,988 -17,037 -23,597 -12,187 -18,154 9,376 6,264 3,235
Net borrowing (4) .....ccco..... 58,472 37,031 19,125 14,607 7,544 62,468 32,262 54,996 28,403 61,635 31,832
asa% of GDP ................. 2.8 1.7 0.6 2.6 2.3 2.4

Source: Based on Istat data.

(1) Rounding and lira-euro conversion 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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GENERAL GOVERNMENT DEBT BY INSTRUMENT AND SUBSECTOR (1)
(face valuesin billions of lire and millions of euros)

1997 | 1998 | 1999 2000
lire euros lire euros
I I
Currency and deposSitsS .....ccccevvveriiiiienieeee e 178,390 185,155 208,747 107,809 217,955 112,564
of which: PO funds ........ccc.ceeeee. 176,198 182,598 206,146 106,466 215,349 111,218
savings certificates .........ccocveveninieennnn 117,687 122,707 129,498 66,880 134,096 69,255
memorandum item: redemption value (2) ... 187,004 203,098 218,963 113,085 232,562 120,108
Savings bOOKS ........ccoevviiiiiiiiii e 52,330 59,813 70,519 36,420 74,943 38,705
CUITeNt aCCOUNES ......ovveeviiiiiiieeee e, 6,181 78 6,130 3,166 6,309 3,258
Short-term Securities .......cccveviriiiiiniieiienenes 301,503 266,107 231,875 119,753 197,351 101,923
of which: in foreign currencies .........cccccevvvveviiieennns - - - - - -
in non-euro-area foreign currencies ......... - - - - - -
issued abroad .........cccoceeriiinieniec e - - 713 368 255 132
Medium and long-term securities . 1,754,440 1,829,874 1,880,912 971,410 1,952,953 1,008,616
of which: in foreign currencies ..........cccccoeiiniiiiiens 132,473 126,357 74,253 38,348 85,111 43,956
in non-euro-area foreign currencies ......... 66,326 65,665 74,253 38,348 85,111 43,956
variable rate .........cccoeeiiiiniiii 557,281 517,791 466,473 240,913 451,519 233,190
issued abroad 108,259 108,974 115,980 59,898 149,379 77,148
Other liabilities ........ccceriiiiiiiiie e 160,918 143,887 155,505 80,311 143,276 73,996
of which: MFI10ans (3) ...cccoceviiiniiiiieiceec e 156,183 139,026 141,620 73,140 129,583 66,924
in foreign currencies ..........cccccceeiieeennnen. 25,226 12,588 4,401 2,273 3,661 1,891
in NoN-euro-area CUrrenCies ............c........ 5,290 4,611 4,401 2,273 3,661 1,891
resident MFIS .......ccooeviviiieniicc e 121,378 117,504 121,332 62,663 115,912 59,863
non-resident MFIS ........cccccoovvviiiiinnnnnn. 34,805 21,522 20,287 10,478 13,671 7,060
towards the central bank .............c..ccceee 2,794 2,927 2,901 1,498 184 95
GENERAL GOVERNMENT DEBT (4) 2,395,252 2,425,023 2,477,038 1,279,283 2,511,536 1,297,100
AaS @ % Of GDP ..o 120.5 116.7 115.5 111.2
Central government debt .........cccocvvviiiiiiiinieninns 2,345,069 2,373,152 2,413,533 1,246,486 2,436,001 1,258,090
SECUMEIES v 2,053,583 2,091,957 2,104,419 1,086,842 2,136,889 1,103,611
MFI loans (3) .. 108,636 91,408 86,710 44,782 67,691 34,960
OtNET i 182,850 189,787 222,404 114,862 231,421 119,519
Local government debt .........ccccooiiiiiiiiiiiiieee 49,621 51,480 63,243 32,662 75,271 38,874
SECUMLIES .ottt 2,360 4,024 8,367 4,321 13,415 6,928
MFT10ANS (3) veiveerieiieiieiere e 46,985 47,227 54,648 28,223 61,628 31,828
ONET i 275 228 228 118 228 118
Debt of social security institutions (5) ........cccceeenne 563 391 262 135 264 136
Treasury assets held with the Bank of Italy ............ 58,997 43,168 56,394 29,125 37,825 19,535
DEBT NET OF THE TREASURY ASSETS HELD
WITH THE BANK OF ITALY ..ovoiiiiiieieieee e 2,336,255 2,381,856 2,420,644 1,250,158 2,473,711 1,277,565
of which: in foreign currencies ..........cccccocveeiniieennns 157,699 138,945 78,654 40,621 88,771 45,846
in NON-euro-area CUrrenCies ...........cc.c...... 71,616 70,276 78,654 40,621 88,771 45,846
Memorandum items:
bank deposits........ccccoviiiiiiiiiiicise e 32,227 35,522 41,274 21,316 42,701 22,053
debts of other entities serviced by the government ... 38,479 27,394 25,520 13,180 21,229 10,964

(1) Rounding and lira-euro conversion may cause discrepancies. — (2) Calculated including accrued interest. From 2003 also includes the withholding tax on interest income. — (3) Excluding the central
down in Council Regulation (EC) No. 3605/93. — (5) Exclusively MFI loans.
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Table al6

2001 2002 2003
lire euros lire euros lire euros
249,485 128,848 277,250 143,188 195,015 100,717 Currency and deposits
247,124 127,629 269,382 139,124 143,900 74,318 of which: PO funds
142,097 73,387 149,577 77,250 111,384 57,525 savings certificates
251,027 129,644 267,916 138,367 246,489 127,301 memorandum item: redemption value (2)
88,086 45,493 94,716 48,917 - - savings books
16,941 8,749 25,089 12,958 32,516 16,793 current accounts
220,153 113,699 219,428 113,325 231,156 119,382 Short-term securities
- - - - - — of which: in foreign currencies
- - - - - - in non-euro-area foreign currencies
648 335 - - - - issued abroad

1,994,093 1,029,863 2,002,049 1,033,972 2,033,627 1,050,281 Medium and long-term securities

71,458 36,905 73,579 38,001 49,803 25,721  of which: in foreign currencies
71,458 36,905 73,579 38,001 49,803 25,721 in non-euro-area foreign currencies
432,109 223,166 405,189 209,262 377,087 194,749 variable rate
169,558 87,569 180,437 93,188 190,513 98,392 issued abroad
145,984 75,395 135,090 69,768 214,954 111,015 Other liabilities
122,928 63,487 118,233 61,062 107,967 55,760 of which: MFI loans (3)
2,727 1,408 2,060 1,064 1,101 569 in foreign currencies
2,727 1,408 2,060 1,064 1,101 569 in non-euro-area currencies
111,184 57,422 108,462 56,016 100,590 51,950 resident MFIs
11,744 6,065 9,771 5,046 7,377 3,810 non-resident MFIs
82 42 158 82 404 209 towards the central bank

2,609,715 1,347,805 2,633,818 1,360,253 2,674,751 1,381,394 GENERAL GOVERNMENT DEBT (4)
110.6 107.9 106.2 as a % of GDP

2,530,697 1,306,996 2,545,772 1,314,782 2,538,295 1,310,920 Central government debt
2,197,229 1,134,774 2,195,484 1,133,873 2,232,221 1,152,846  securities

61,154 31,583 56,181 29,015 47,524 24,544  MFI loans (3)
272,314 140,638 294,107 151,894 258,550 133,530 other
78,677 40,633 87,773 45,331 136,334 70,411 Local government debt
17,016 8,788 25,994 13,425 32,562 16,817 securities
61,433 31,728 61,779 31,906 60,320 31,153 MFl loans (3)
228 118 - - 43,452 22,441  other
341 176 273 141 122 63 Debt of social security institutions (5)
45,546 23,523 41,193 21,275 25,661 13,253 Treasury assets held with the Bank of Italy

DEBT NET OF THE TREASURY ASSETS HELD
2,564,169 1,324,283 2,592,624 1,338,979 2,649,091 1,368,141  WITHTHE BANK OF ITALY

74,185 38,314 75,640 39,065 50,904 26,289 of which: in foreign currencies

74,185 38,314 75,640 39,065 50,904 26,289 in non-euro-area currencies
Memorandum items:

42,621 22,012 46,175 23,847 47,253 24,404  bank deposits

13,412 6,926 9,459 4,885 6,565 3,391 debts of other entities serviced by the government

bank, which is prohibited from providing any form of credit facility to general government (Article 101 of the Treaty Establishing the European Community). — (4) Calculated according to the criteria laid
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GENERAL GOVERNMENT DEBT BY HOLDING SECTOR (1)
(nominal valuesin billions of lire and millions of euros)

1998 1999 2000
lire euros lire euros
I
Currency and deposits .......ccccveevenee. 185,155 208,747 107,809 217,955 112,564
Short-term securities ..........cccceveeennee. 266,107 231,875 119,753 197,351 101,923
held by:
Bank of Italy .......ccccooiiiiiiiiiieene 230 - - 150 78
MFIS o 50,207 37,036 19,127 18,030 9,312
of which: banks ........ccccceeviiinnnns 46,552 34,309 17,719 15,574 8,043
other financial institutions ................. 36,691 9,972 5,150 5,996 3,097
other residents ........ccccccoeveveniininennnne 92,557 56,972 29,424 51,983 26,847
NON-residents .........ccccceeeviieeenineennne 86,422 127,895 66,052 121,191 62,590
Medium and long-term securities ...... 1,829,874 1,880,912 971,410 1,952,953 1,008,616
held by:
Bank of Italy .......ccccooviiiiiiiiiiiieee 120,169 112,113 57,902 120,669 62,320
MFIS e 247,197 286,962 148,204 245,343 126,709
of which: banks ........ccccceeviiiinnnns 243,980 275,236 142,147 233,580 120,634
other financial institutions ................. 443,393 271,634 140,287 276,022 142,554
other residents ........ccccccoeveveiiniennne 472,709 522,794 270,001 530,877 274,175
NON-residents ..........ccocvevveniinieniennns 546,406 687,409 355,017 780,041 402,858
Other liabilities ........cccoovviviiiiiice 143,887 155,505 80,311 143,276 73,996
of which: MFI loans (2) .......cccceeevueee. 139,026 141,620 73,140 129,583 66,924
resident MFIS ........ccceveee. 117,504 121,332 62,663 115,912 59,863
non-resident MFIs ............. 21,522 20,287 10,478 13,671 7,060
towards the central bank ... 2,927 2,901 1,498 184 95
GENERAL GOVERNMENT DEBT (3) .. 2,425,023 2,477,038 1,279,283 2,511,536 1,297,100
as a% Of GDP ....ccceeveviieeecieeeeees 116.7 1155 111.2
held by:
Bank of Italy ........ccccoooiiiiiiiiies 123,326 115,015 59,400 121,003 62,493
MPFIS Lo 414,909 445,330 229,994 379,285 195,885
other financial institutions ................. 480,083 281,606 145,437 282,018 145,650
other residents ........cccccoveveiieninennens 752,354 799,497 412,906 814,326 420,564
NON-residents ........ccccocveeenieeeiiieenne 654,351 835,591 431,547 914,904 472,508
Memorandum item:
Debt issued abroad ...........ccccceeueeene 130,497 136,980 70,744 163,305 84,340

(1) Rounding and lira-euro conversion may cause discrepancies. — (2) Excluding the central bank, which is prohibited from providing any form of credit facility to general government (Article 101 of
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Tableal7

2001 2002 2003
lire euros lire euros lire euros
249,485 128,848 277,250 143,188 195,015 100,717 Currency and deposits
220,153 113,699 219,428 113,325 231,156 119,382 Short-term securities
held by:
- - 349 180 - - Bank of Italy
40,996 21,172 52,144 26,930 86,449 44,647 MFls
23,669 12,224 31,683 16,363 36,970 19,093 of which: banks
10,205 5,271 11,999 6,197 11,685 6,035 other financial institutions
59,035 30,489 69,881 36,090 20,706 10,694 other residents
109,917 56,767 85,056 43,928 112,315 58,006 non-residents
1,994,093 1,029,863 2,002,049 1,033,972 2,033,627 1,050,281 Medium and long-term securities
held by:
124,470 64,283 79,231 40,920 95,017 49,072 Bank of Italy
227,368 117,426 195,125 100,774 224,626 116,010 MFls
208,033 107,440 158,511 81,864 143,229 73,972 of which: banks
336,070 173,566 306,852 158,476 262,602 135,623 other financial institutions
494,029 255,145 551,308 284,727 504,132 260,362 other residents
812,155 419,443 869,533 449,076 947,249 489,213 non-residents
145,984 75,395 135,090 69,768 214,954 111,015 Other liabilities
122,928 63,487 118,233 61,062 107,967 55,760 of which: MFI loans (2)
111,184 57,422 108,462 56,016 100,590 51,950 resident MFIs
11,744 6,065 9,771 5,046 7,377 3,810 non-resident MFIs
82 42 158 82 404 209 towards the central bank
2,609,715 1,347,805 2,633,818 1,360,253 2,674,751 1,381,394 GENERAL GOVERNMENT DEBT (3)
110.6 107.9 106.2 as a % of GDP
held by:
124,552 64,326 79,738 41,181 95,422 49,281 Bank of Italy
379,548 196,020 355,731 183,720 411,665 212,607 MFI
346,275 178,836 318,851 164,673 404,053 208,676 other financial institutions
825,524 426,348 915,138 472,629 696,671 359,801 other residents
933,816 482,276 964,361 498,051 1,066,941 551,029 non-residents
Memorandum item:
181,950 93,969 190,208 98,234 197,890 102,202 Debt issued abroad

the Treaty Establishing the European Community). — (3) Calculated according to the criteria laid down in Council Regulation (EC) No. 3605/93.
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Table al18

LOCAL GOVERNMENT DEBT BY INSTRUMENT AND SUBSECTOR (1)
(billions of lire and millions of euros)

1998 | 1999 2000 2001 2002 2003
lire euros lire euros lire euros lire euros lire euros
I

SECUTNLIES rvriieieeiiiiieeee e 4,024 8,367 4,321 13,415 6,928 17,016 8,788 25,994 13,425 37,299 19,264
issued in Italy ......cccoovieveeiiieiiieeeee 2,022 2,929 1,513 3,511 1,813 4,303 2,222 5619 2,902 12,026 6,211
issued abroad .........ccocceeiiiiiiiiineee, 2,003 5439 2809 9904 5,115 12,713 6,566 20,375 10,523 25,273 13,052
MFI10aNS (2) e 47,455 54,876 28,341 61,856 31,946 61,661 31,845 61,779 31,906 99,035 51,147
resident MFIS ....ooooiiiiiieeeecieeec e, 45,715 52,871 27,306 59,908 30,940 59,702 30,833 59,568 30,764 96,371 49,772
non-resident MFIS  ......cccoooviiiiineeeiiiinns 1,741 2,004 1,035 1,948 1,006 1,959 1,012 2,211 1,142 2,664 1,376
LOCAL GOVERNMENT DEBT .............. 51,480 63,243 32,662 75,271 38,874 78,677 40,633 87,773 45,331 136,334 70,411

asa%WoOf GDP ......coovvvvivieeeeee e 2.5 2.9 3.3 3.3 3.6 54
Debt of the regions (3) .cccccceveeviiveennen. 22,883 28,615 14,779 34,232 17,680 36,134 18,662 41,803 21,590 48,997 25,305
SECUNLIES ooivrieeeeee e 1,948 4,947 2,555 9,374 4,841 12,078 6,238 19,247 9,940 26,655 13,766
issued in ltaly .......cccceeveiveniiireeiieeens 205 176 91 143 74 164 85 567 293 4,550 2,350
issued abroad ..........cccccceeeeiiiieinieeens 1,743 4,772 2,465 9,231 4,767 11,914 6,153 18,680 9,647 22,104 11,416
MFI10aNS (2) veeveeiieeeeeee e 20,935 23,668 12,223 24,858 12,838 24,055 12,424 22,556 11,649 22,342 11,539
resident MFIS (3) vveviiieeriiiieeeeeee 19,206 21,731 11,223 23,103 11,932 22,493 11,617 21,176 10,937 20,797 10,741
non-resident MFIS ........ccccceveeeviiininnnn. 1,729 1,937 1,000 1,755 906 1,562 807 1,380 713 1,545 798

Debt of provinces and municipalities (3) (4) 24,961 28,752 14,849 32,299 16,681 33,117 17,104 35,299 18,230 38,542 19,905

SECUNMEIES  .evvveviierviireeirierreeriierveervearaaaeaans 2,076 3,420 1,766 4,041 2,087 4,938 2,550 6,747 3,484 10,644 5,497
issued in ltaly ........cccoeevieeniiiieiieeee 1,816 2,753 1,422 3,368 1,739 4,139 2,138 5,052 2,609 7,476 3,861
issued abroad ...........ccceceeeiiiiieeiineenn. 260 667 344 673 348 799 412 1,695 875 3,169 1,636

MF110aNnS (2) eeeeiiiieeieieeeee e 22,885 25,332 13,083 28,258 14,594 28,180 14,554 28,553 14,746 27,898 14,408
resident MFIS (3) cvvevviieeviiiieeiiieee 22,873 25,265 13,048 28,065 14,494 27,783 14,349 27,721 14,317 26,780 13,830
non-resident MFIS .......cccceeviveeiineens 11 68 35 193 100 397 205 831 429 1,118 578

Debt of other entities (3) .....ccccevvrernen. 3,636 5876 3,035 8,740 4514 9,426 4,868 10,670 5,511 10,080 5,206

Loans from Cassa Depositi
e Prestiti S.p.A. o 38,714 19,994

(1) Rounding and lira-euro conversion may cause discrepancies. — (2) Excluding the central bank, which is prohibited from providing any form of credit facility to general government (Article
101 of the Treaty Establishing the European Community). — (3) Excluding loans from Cassa Depositi e Prestiti S.p.A., for which data classified by subsector are not available. — (4) Including
metropolitan areas and municipal unions.
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FINANCING OF THE GENERAL GOVERNMENT BORROWING REQUIREMENT (1)

(billions of lire and millions of euros)

Table al9

1998 | 1999 2000 2001 2002 2003
lire euros lire euros lire euros lire euros lire euros
I

Currency and deposits ........ccccc..... 6,764 23,592 12,184 9,209 4,756 31,530 16,284 27,764 14,339 -82,235-42,471
of which: PO funds............cccccuvneee.. 6,400 23,548 12,162 9,203 4,753 31,775 16,410 22,259 11,496 —125,483 —64,806
savings certificates ........... 5,020 6,791 3,507 4599 2,375 8,000 4,132 7,480 3,863 -38,193 -19,725
savings books ................... 7,483 10,706 5529 4,424 2,285 13,143 6,788 6,630 3,424 -94,716 —-48,917
current accounts ............... -6,104 6,052 3,126 179 92 10,632 5,491 8,149 4,208 7,426 3,835
Short-terms securities ..........ccee..... -35,397 —-34,232 -17,680 —-34,524 -17,830 22,799 11,775 =721 -372 11,728 6,057
of which: issued abroad ................... - 713 368 -458 -237 390 202 -644 -333 — —
Medium and long-term securities .. 84,221 41,149 21,252 68,984 35,627 44,921 23,200 61,499 31,762 45,365 23,429
of which: variable rate ..................... -39,116 -51,902 -26,805 -14,735 -7,610 -18,994 -9,810 -26,081 -13,470 -27,128 —-14,010
issued abroad ................... 1,660 -5,325 -2,750 30,991 16,005 19,780 10,216 17,489 9,032 16,266 8,400
Other liabilities ......cccocceveeeviiinvneenn.n. -17,529 10,377 5,360 12,424 -6,416 2,116 1,093 -10,781 -5,568 80,013 41,323
of which: MFI loans (2) ........cccccceeen. -17,655 2,143 1,107 -12,232 -6,317 -7,246 -3,742 -4,582 -2,367 -10,117 -5,225
resident banks ................. -3,874 3,828 1,977 -5420 -2,799 -4,728 -2,442 -2,723 -1,406 -7,872 -4,065
non-resident banks ........... -13,782 -1,684 -870 -6,812 -3,518 -2,519 -1,301 -1,860 —-960 —-2,246 -1,160
towards the central bank .. 133 -816 422 -2,718 -1,403 -101 52 76 39 246 127

Treasury assets held with the
Bank of Italy .......cccooevvviiiiicieee, 15,830 -13,226 -6,831 18,568 9,590 -7,721 -3,988 4,353 2,248 15,533 8,022

TOTAL BORROWING REQUIREMENT 53,888

asa% of GDP ......ccoccvvvvviiiiiicce 2.6
Settlements of past debts (3) ......... 4,770
Privatization receipts (3) .......c.ce.... -15,277
Borrowing requirement net

of debt settlements

and privatization receipts ........... 64,395
Memorandum items:

change in bank deposits ............... 3,295

debts of other entities serviced

by the government ..................... -10,996

Central government borrowing

requirement ........cccccovcieenniieennns 52,187

SECUNMLIES .vvvvveeeeeeciirieeee et 47,146

MFI10aNS (2) .eoveeviiieeiieeeieeeee, -17,726

Other ..oooiii e 22,767
Local government borrowing

requUIreMent .....cccccocveriveeneenineenns 1,872

SECUNMLIES .vvvvveeeeeiiiiiiieee e, 1,678

MFI10aNS (2) ..vvevvieieeieeeeieeeeen 242

Other ..o -47
Borrowing requirement of social

security institutions (4) .......c....... -171

27,660 14,285

13

12,118 6,259
—43,839 -22,641
59,381 30,668
5752 2,971
-2,146 -1,108
16,468 8,505
3,014 1,557
-5,146 -2,658
18,600 9,606
11,322 5,847
3,902 2,015
7,419 3,832
-129 —67

49,813 25,726

2.2
8,909 4,601
—29,915 -15,450
70,819 36,575
1,428 737
—4,485 2,317
37,795 19,519
29,423 15,196
-19,214 -9,923
27,586 14,247
12,017 6,206
5,037 2,601
6,980 3,605
1 1

93,646 48,364

4.0
18,027 9,310
-8,383 4,329
84,002 43,383
-81 —42
-7,972 -4,117
90,177 46,573
64,121 33,116
-7,115 -3,674
33,172 17,132
3,391 1,751
3,600 1,859
-209 -108
I 40

82,115 42,409

3.4

10,316 5,328
-3,735 -1,929
75,534 39,010
3,554 1,836
-3,627 1,873
72,896 37,648
51,609 26,654
-4,859 -2,510
26,147 13,504
9,287 4,796
9,170 4,736
345 178
—228 -118
—68 -35

70,402 36,360
2.8

16,530 8,537

-32,614 16,844

86,486 44,667

1,078 557

-2,531 -1,307

21,680
50,185 25,919
-8,481 -4,380
20,024 —10,342

11,197

48,872 25,241

6,907 3,567
-1,486 768
43,452 22,441

-150 —78

(1) Rounding and lira-euro conversion may cause discrepancies. — (2) Excluding the central bank, which is prohibited from providing any form of credit facility to general government (Article
101 of the Treaty Establishing the European Community). — (3) Central government transactions. Includes other extraordinary receipts (e.g. in 2000 the part of the proceeds of the sale of
UMTS licences used to reduce debt). — (4) Exclusively MFI loans.
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BANKSAND MONEY MARKET FUNDSRESIDENT IN ITALY: SUMMARY BALANCE SHEET DATA (1)
(end-of-period stocks; millions of euros)

ASSETS

Loans

Holdings of securities other than

Residents of Italy

Residents of other

Residents of Italy

Cash euro-area countries Rest
wris | Seneral | oter |y | Generat | oter TN ceneral | otter
2000 - Dec. ...... 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 - " ... 9,566 285,834 56,763 979,517 72,827 110 13,544 71,406 48,040 145,094 13,127
2003 - Jan. ....... 6,799 295,538 56,862 991,030 76,355 111 15,189 66,623 49,012 162,335 15,305
Feb. ....... 6,523 293,491 57,621 993,252 84,182 110 13,157 70,938 48,842 165,200 16,138
Mar. ....... 6,975 293,392 56,213 991,292 80,087 110 12,971 71,225 49,011 167,039 16,681
Apr. ....... 7,334 281,383 56,416 994,698 86,744 111 13,681 71,296 49,800 166,355 18,249
May ....... 6,758 290,871 55,944 994,750 78,286 113 13,978 71,083 49,914 169,672 18,273
June ...... 6,954 298,792 57,099 1,008,860 74,518 114 12,427 74,752 49,905 169,823 18,107
July ....... 7,203 301,365 54,723 1,012,374 74,665 110 12,077 71,771 49,277 173,178 18,757
Aug. ...... 6,956 298,632 53,761 1,014,214 75,305 110 12,370 68,654 49,383 174,417 18,818
Sept. ..... 7,201 317,886 54,409 1,017,697 72,461 110 12,970 73,491 49,444 172,741 18,187
Oct. ....... 6,846 312,613 54,634 1,021,261 69,671 109 12,866 75,218 49,578 171,805 18,026
Now. ....... 6,823 317,064 54,977 1,029,327 70,505 111 12,996 71,405 49,966 177,862 18,887
Dec. ...... 9,488 324,798 53,868 1,048,430 75,234 110 15,653 69,802 56,170 167,100 19,002
2004 - Jan.(2) .. 6,779 341,183 54,566 1,037,794 72,097 110 14,719 82,040 57,139 167,963 19,250
Feb. (2) .. 6,506 340,380 54,595 1,033,057 67,861 95 14,622 72,581 57,161 169,467 21,859
Mar. (2) .. 7,013 344,590 54,973 1,036,938 75,074 97 15,078 74,549 60,695 172,858 21,323

(1) ESCB harmonized statistics. Rounding may cause discrepancies in totals. — (2) Provisional.
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Table a20

ASSETS
shares, at market value Shares and other equity
rest | Festemsottay | Resdensotoner | fed [remanng ol
of the of the
MRS |orermen et | | MRS | e | MRS | Qe |
3,705 4,581 5355 15,392 40,803 26,636 5,947 8,239 7,318 46,283 158,053 1,781,201 ... Dec. —-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
4,456 5,692 8,333 11,354 42,179 38,105 6,692 11,073 6,818 49,992 185,600 2,066,122 ...... " —2002
5774 13,812 9,474 13,577 42,030 38,214 6,636 10,631 7,672 49,568 194,337 2,127,439 ... Jan. — 2003
6,317 15,606 9,788 14,154 42,831 38,931 6,637 9,864 8,179 49,161 194,547 2,146,095 ...... Feb.
6,550 14,877 9,734 14,235 43,681 42,046 6,467 9,460 8,531 47,341 202,517 2,151,208 ... Mar
6,637 14,733 9,016 16,870 44,142 46,492 6,692 9,923 8,779 45,305 198,989 2,154,719 ..... Apr.
6,682 15,405 9,202 16,537 45,263 50,746 6,523 10,117 8,724 45578 208,384 2,173,929 ... May
6,725 16,413 9,309 16,771 43,748 48,451 6,056 10,343 8,069 45,455 208,287 2,192,265 ...... June
6,692 16,950 9,028 17,358 47,152 42,294 6,321 10,381 8,233 45,633 192,020 2,178,913 ...... July
6,475 17,357 9,026 18,052 47,112 42,626 6,130 10,588 8,475 45,769 175,686 2,161,303 ...... Aug.
6,495 16,611 9,344 18,510 47,071 43,778 6,223 10,575 8,099 45944 193,186 2,203,820 ...... Sept
6,532 17,321 9,791 18,493 47,370 45,249 6,126 11,701 9,230 45,610 180,220 2,191,298 ...... Oct.
7,117 18,617 9,679 18,137 48,309 46,085 5997 11,698 9,284 45,432 184,274 2,215,813 ... Nov.
6,914 17,475 9,489 15,754 51,014 43,287 5219 12,154 7,635 46,883 189,840 2,245,554 ... Dec.
7,409 20,490 10,337 16,175 52,057 43,649 5345 12,391 7,800 45,764 208,968 2,285,367 ...(2)Jan.- 2004
7,480 23,133 10,492 15,601 52,446 46,245 5090 12,454 9,501 46,507 202,080 2,270,538 ...(2) Feb.
8,005 22,230 10,691 17,734 53,166 50,723 5182 12,426 9,510 46,564 211,865 2,312,658 ...(2) Mar.
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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

Other general

Other general

MFIs Central government government — MFls Central government government —
other sectors other sectors
2000 — DecC. ...ccccovvrunenee 206,307 6,964 598,170 107,605 34 7,032
2001 — 7 192,934 7,214 636,656 109,572 201 5,525
2002 — 7 285,275 7,109 689,068 111,654 8 9,279
2003 — Jan. ... 291,052 7,357 653,746 122,898 808 11,689
Feb. oo 288,441 7,098 656,304 132,020 8 13,437
Mar. ..., 279,472 8,163 662,407 126,614 8 12,822
APL. e 270,763 8,064 671,137 120,797 13 12,037
May ..., 276,235 7,965 675,281 125,209 70 11,597
June ... 278,064 8,736 676,840 126,886 18 11,057
July e 285,764 7,820 672,675 123,604 1,367 9,471
AUQ. o 287,730 8,238 668,078 123,751 896 10,419
[S1=] o) SN 301,278 8,146 672,388 122,596 187 11,050
OCt. oo 300,909 8,414 678,259 115,077 118 9,386
NOV. ..o, 305,001 8,251 677,018 120,995 10 9,194
DecC. .cooovieiiien. 314,457 7,732 692,782 117,404 17 8,630
2004 — Jan. (2).....cccceeene 323,451 7,670 680,926 123,887 2,220 11,141
Feb. (2) ..ccoveeen. 320,701 7,639 675,232 131,212 2,013 10,167
Mar. (2) .ooooveeen. 329,668 7,767 681,260 129,437 1,012 11,908

(1) ESCB harmonized statistics. Rounding may cause discrepancies in totals. — (2) Provisional.
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Table a20 cont.

LIABILITIES
Rest of the world Mor;%)érngg/rllfﬁitt;und Debt securities issued| Capital and reserves | Remaining liabilities Total liabilities

157,710 10,075 302,481 123,930 260,894 1,781,201 ............. Dec. — 2000
171,121 26,164 334,672 133,633 260,372 1,878,155 .............. " — 2001
146,026 41,966 367,969 146,172 261,595 2,066,123 ............ — 2002
147,043 88,059 367,584 147,115 290,087 2,127,478 ...l Jan. — 2003
150,751 91,214 368,648 146,878 291,297 2,146,132 ............... Feb.
152,191 95,145 373,332 147,815 293,240 2,152,302 ... Mar.
148,653 97,695 375,523 149,092 300,947 2,154,915 ... Apr.
146,305 98,700 379,615 149,827 303,124 2,174,067 ......ceees May
152,759 98,877 380,512 149,846 308,669 2,192,851 .....cceees June
152,108 100,466 380,378 153,270 291,989 2,179,692 ............... July
158,079 102,608 381,445 153,421 266,639 2,166,334 ............... Aug.
153,967 100,377 383,934 153,926 295,971 2,203,820 .....cceeens Sept.
162,119 100,008 386,890 153,794 276,322 2,191,298 ... Oct.
160,559 105,895 388,692 153,986 286,211 2,215,813 ... Nov.
160,394 107,031 399,137 156,870 281,099 2,245554  ............. Dec.
159,137 106,102 398,698 158,488 313,645 2,285,366  .......... (2) Jan. — 2004
153,468 105,666 402,023 158,980 303,437 2,270,539 ......... (2) Feb.
162,022 103,597 411,171 160,824 313,992 2,312,658 ......... (2) Mar.
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BANK INTEREST RATES ON EURO LOANS: OUTSTANDING AMOUNTS (1)

(percentages)
Households
Loans for house purchases Consumer credit and other loans
of which: Overdrafts
up to 1 year (2) |from 1 to 5 years [more than 5 years|
from 1 to 5 years | more than 5 years

2003 — Jan. ........c...... 6.62 5.49 5.70 5.48 8.65 8.00 6.07 9.07
Feb. .o 6.58 5.46 5.68 5.45 8.61 8.04 6.02 9.03
Mar. ... 6.53 5.40 5.57 5.39 8.56 8.06 5.96 8.96
ApPL. 6.45 5.28 5.47 5.27 8.51 8.05 5.89 8.90
May ..o 6.39 5.22 5.43 5.21 8.48 8.06 5.83 8.87
June ............. 6.30 5.11 5.20 511 8.36 8.01 5.78 8.79
July e 6.13 4.89 4.95 4.89 8.25 7.96 5.60 8.70
Aug. ..o 6.09 4.85 4.93 4.85 8.22 7.99 5.55 8.66
Sept. .o 6.07 4.83 4.90 4.83 8.20 7.97 5.54 8.65
Oct. v 6.00 4.77 4.88 4.76 8.18 7.93 5.49 8.59
5.96 4.74 4.85 4.73 8.11 7.91 5.46 8.53

5.90 4.68 4.76 4.68 8.05 7.86 5.42 8.44

5.90 4.66 4.76 4.66 8.18 7.84 5.40 8.56

5.85 4.62 4.72 4.62 8.21 7.79 5.37 8.60

5.80 4.58 4.69 4.57 8.13 7.75 5.33 8.51

(1) ESCB harmonized statistics. — (2) Includes all overdrafts. — (3) Provisional.
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Table a21

Non-financial corporations Households and non-financial corporations
Loans with original maturity

Overdrafts up to 1 year of which:

up to 1 year (2) from 1 to 5 years more than 5 years overdrafts
5.30 5.86 4.64 4.87 6.57 6.30 7.03
5.22 5.73 4.60 4.84 6.47 6.18 6.95
5.14 5.66 4.56 4.76 6.43 6.12 6.90
5.05 5.54 4.54 4.67 6.26 6.01 6.74
5.00 5.562 4.48 4.60 6.19 5.99 6.69
4.83 5.32 4.33 4.45 6.04 5.79 6.55
4.66 5.25 4.05 4.21 5.95 5.71 6.45
4.59 5.16 4.03 4.18 5.88 5.63 6.39
4.56 5.15 3.98 4.15 5.86 5.63 6.38
4.52 5.13 3.95 4.09 5.83 5.61 6.34
4.47 5.07 3.93 4.06 5.73 5.55 6.24
4.45 5.01 3.94 4.05 5.62 5.48 6.12
4.49 5.13 3.93 4.03 5.77 5.60 6.26
4.49 5.15 3.93 4.01 5.79 5.62 6.29
4.42 5.06 3.85 4.00 5.66 5.54 6.18

367



BANK INTEREST RATES ON EURO DEPOSITS: OUTSTANDING AMOUNTSAND NEW BUSINESS (1)

Table 822

(percentages)
Outstanding amounts New business
Deposts o e
] e
redeemable Repos )
of which: up to 2 years more than at notice up up to 1 year
households 2 years to 3 months

2003 — Jan. .............. 1.31 1.02 0.92 2.39 4.05 1.10 2.72 2.09 2.07 2.62
Feb. ..o 1.29 1.02 0.92 2.34 4.05 1.09 2.64 2.04 2.03 2.55
Mar. ... 1.19 0.91 0.82 2.25 3.98 1.12 2.46 1.89 1.88 2.33
1.14 0.89 0.79 2.15 3.89 1.09 2.36 1.80 1.80 2.32

1.15 0.91 0.81 2.09 3.87 1.04 2.29 1.80 1.79 2.25

0.97 0.74 0.66 2.02 3.82 0.92 2.12 1.60 1.59 1.97

0.91 0.69 0.62 1.91 3.79 0.86 1.99 1.49 1.49 1.91

0.92 0.70 0.61 1.82 3.77 0.91 1.93 1.50 1.49 1.90

0.90 0.70 0.61 1.74 3.74 0.88 1.93 1.49 1.48 1.92

0.89 0.69 0.60 1.69 3.69 0.89 1.93 1.51 1.50 1.91

0.90 0.70 0.60 1.65 3.67 0.89 1.94 1.51 1.50 1.93

0.88 0.71 0.61 1.62 3.67 0.89 1.95 1.49 1.47 1.96

0.87 0.68 0.59 1.59 3.66 0.91 1.94 1.52 1.50 1.91

0.87 0.68 0.59 1.58 3.65 0.94 1.92 1.53 1.51 1.89

0.88 0.68 0.59 1.56 3.72 1.02 1.89 1.50 1.48 1.87

(1) ESCB harmonized statistics. — (2) Provisional.
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EURO-AREA BANKING SYSTEM'SLIQUIDITY POSITION: ITALIAN CONTRIBUTION
(maintenance period average amounts in millions of euros)

Table a23

Liquidity-providing factors

Maintenance
period Monetary policy operations
ending in:
Net assets Net claims Main Longer-term Marginal Other
in gold and on the refinancing refinancing lending liquidity-providing
month day foreign currency Eurosystem operations operations facility operations
2001 ..o 23 51,193 7,937 10,087 270 14 1,057
2002 ...oeiiieeiiine 23 51,533 7,493 7,315 15 0 128
2003 — Jan. ...... 23 50,693 3,609 7,407 . 1
Feb. ...... 23 53,743 7,227 6,646 7 5
Mar. ...... 23 54,858 14,291 6,944 8 .
Apr. ...... 23 52,567 7,810 6,775 8 . 1
May ...... 23 52,276 —-656 6,155 162 2 1
June ..... 23 52,186 6,754 6,627 200 1
July ...... 23 50,907 8,253 7,029 200 32
Aug. ...... 23 51,127 9,327 8,725 45
Sept. .... 23 51,333 9,930 8,612
Oct. ...... 23 52,638 2,906 9,491 .
Now. ...... 23 53,246 -2,608 9,904 6
Dec. ..... 23 53,520 12,524 10,895 1
2004 — Jan. ...... 23 50,405 5,638 7,910 8
Feb. ...... - - - - - - -
Mar. ...... 9 49,735 14,388 8,380 42 16 2
Apr. ... 6 49,240 14,638 10,848 176 8 5
May ...... 11 51,582 8,671 12,036 327
Liquidity-absorbing factors ;
Maintenance ins(t:itrﬁt?cljtns’
er?t;::gc:n: Monetary policy operations current Itatlgaﬁazgnrt;g)#;;m
accounts with the (a+b+c)
Other . - Currency in Central central bank
liquidity-absorbing Depos(g)facmty circulation government Oth(er:efgctor ©)
month day operations (b) deposits
2001 ...oooiiiieee. 23 24 67,269 19,350 -29,198 13,113 80,405
2002 ...oeeeieiiie 23 11 68,420 31,866 —47,272 13,458 81,889
2003 - Jan.. ...... 23 10 68,335 25,071 —45,256 13,550 81,896
Feb. ...... 23 3 64,911 32,706 —44,271 14,277 79,191
Mar. ....... 23 10 66,438 40,674 —44,751 13,729 80,178
Apr. ....... 23 5 68,241 31,838 —46,811 13,889 82,135
May ....... 23 4 69,899 20,933 —46,950 14,052 83,955
June ...... 23 23 70,963 29,285 —48,714 14,211 85,197
July ....... 23 16 72,613 30,533 -51,007 14,265 86,894
Aug. ...... 23 3 74,817 30,297 -50,463 14,571 89,391
Sept. ..... 23 5 74,636 32,800 -51,880 14,314 88,955
Oct. ....... 23 3 75,273 26,078 -50,699 14,381 89,656
Now. ....... 23 8 76,205 20,544 -50,653 14,443 90,656
Dec. ...... 23 2 80,669 33,368 -51,706 14,606 95,277
2004 - Jan. ....... 23 6 81,503 17,086 -49,186 14,551 96,060
Feb. ....... - - - - - - - -
Mar. ....... 9 11 78,998 28,563 -50,092 15,083 94,093
Apr. ....... 6 . 3 80,533 30,441 -51,008 14,947 95,483
May ....... 11 38 1 82,287 25,185 —49,453 14,559 96,847
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ITALIAN COMPONENTS OF THE MONETARY AGGREGATES OF THE EURO AREA:
RESIDENTS OF THE AREA (1)
(end-of-period amounts in millions of euros)

acnuc; rg\r/]gryn:(%f)fti rc‘i:gglaa(;[is(i)tg ggﬁﬁﬁgsu‘giig g%,rg:g ng%?ﬁgige; mﬁglt% Sat Total Repurchase agreements

2001.....ccciiiinen. 524,623 52,623 138,556 715,802 76,213
2002......cccien, 572,306 50,669 151,026 774,000 89,310
2003 - Jan. ....... 543,119 51,100 151,517 745,736 82,714
Feb. ....... 548,595 52,900 154,023 755,517 81,997

Mar. ....... 559,035 51,717 156,650 767,403 78,515

Apr. ....... 567,874 52,195 155,873 775,942 78,968

May ....... 576,563 50,954 156,183 783,701 79,284

June ...... 586,879 49,504 156,872 793,256 71,819

July ....... 582,069 49,026 157,796 788,891 74,070

Aug. ...... 577,813 49,426 159,889 787,128 74,141

Sept. ..... 586,491 49,219 160,236 795,946 70,940

Oct. ....... 590,771 48,127 161,336 800,234 72,912

Nowv. ....... 594,207 46,690 162,803 803,700 72,904

Dec. ...... 616,323 43,955 165,920 826,198 68,468

2004 - Jan. ....... 608,380 46,848 167,713 822,941 63,554
Feb. ....... 603,195 45,705 168,759 817,659 64,516

Mar. ....... 612,001 46,434 170,351 828,786 62,533

(1) Liabilities of Italian MFIs and the Post Office to the “money-holding sector”, except for the items specified in footnote (3), for the whole euro area. — (2) Includes Bank of Italy banknotes and Treasury
by the MFis of the rest of the area or that held by central government, it is not possible to determine exactly the amount held by the “money-holding sector”.
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Table a24

Contribution to the monetary aggregates of the euro area

Money-market fund Debt securities up to Total (excluding currency held by the public)
e 2 ekt baper (3 Tabitied
M1 M2 M3
26,103 10,118 828,236 467,117 658,296 770,730 .o, 2001
41,690 9,814 914,814 510,801 712,496 853,310 ...ccceiiiiiies 2002
87,243 9,949 925,642 485,076 687,693 867,599 ....... Jan. - 2003
90,166 9,514 937,194 489,184 696,107 877,784 ... Feb
94,180 9,895 949,993 498,717 707,084 889,674 ....... Mar
96,298 9,511 960,719 505,488 713,556 898,333 ......... Apr.
97,259 9,326 969,570 512,649 719,786 905,655 ......... May
97,276 9,496 971,847 521,812 728,188 906,779 ......... June
98,841 8,520 970,322 515,010 721,831 903,262 ......... July
101,037 8,764 971,070 510,415 719,730 903,672 ......... Aug
98,784 8,457 974,127 518,923 728,377 906,558 ......... Sept.
98,734 7,973 979,853 521,794 731,257 910,876 ......... Oct.
104,338 7,749 988,691 523,954 733,447 918,438 ......... Nov.
105,464 7,198 1,007,328 543,017 752,892 934,022 ......... Dec
104,425 6,825 997,745 536,526 751,088 925,892 ........ Jan. — 2004
103,994 6,895 993,064 530,450 744,914 920,320 ......... Feb.
101,870 6,437 999,626 538,539 755,324 926,164 ......... 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
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ITALIAN COUNTERPARTSOF MONEY OF THE EURO AREA:
RESIDENTS OF THE AREA
(end-of-period amounts in millions of euros)

OTHER LIABILITIES OF MFIs

Medium and long-term liabilities to the money-holding sector

Total I
monetary Deposits Liabilities to Finance

liabilities of central Deposits Deposits Debt securities Capital non-(; ?;Srlgents

and reserves Total

gevernment with agreed redeemable | over 2 years’

ovr:raéu;grs ovéjlrt:’r,1 (r)rtligr?ths agreed(]rgaturity @ euroarea Loans
2001.....ccciiiine 828,236 30,968 6,407 . 280,877 131,139 418,423 174,324 58,161
2002......ccciiiinne 914,814 28,433 4,067 . 306,916 128,344 439,327 149,678 56,907
2003 - Jan. ....... 925,642 50,128 3,930 29 305,662 131,175 440,796 149,275 56,809
Feb. ....... 937,194 53,903 3,905 30 307,191 128,778 439,904 152,863 57,573
Mar. ....... 949,993 51,426 3,838 32 311,669 127,511 443,050 154,560 56,173
Apr. ... 960,719 42,275 4,124 34 312,591 126,129 442,878 151,507 56,372
May ....... 969,570 45,179 4,056 36 316,890 126,880 447,862 148,493 55,868
June ...... 971,847 52,504 4,294 37 318,734 127,763 450,828 155,459 57,136
July ....... 970,322 52,476 4,410 39 320,331 127,962 452,742 155,833 54,690
Aug. ...... 971,070 49,695 4,356 40 321,203 131,328 456,927 161,294 53,905
Sept. ..... 974,127 583,797 4,376 42 323,950 129,767 458,135 157,196 54,459
Oct. ....... 979,853 35,655 4,305 45 327,100 129,040 460,490 164,995 54,614
Now. ....... 988,691 45,592 4,601 46 328,706 127,985 461,338 161,053 55,134
Dec. ...... 1,007,328 21,044 4,423 49 332,961 126,163 463,596 161,221 53,352
2004 - Jan. ....... 997,745 44,884 4,412 51 324,991 127,127 456,581 160,362 54,710
Feb. ....... 993,064 50,015 4,332 53 327,927 131,162 463,474 154,488 54,724
Mar. ....... 999,626 41,950 4,015 55 333,198 135,285 472,554 163,479 55,103

(1) Calculated by subtracting from the total of such liabilities of Italian MFIs the amount held by ltalian MFIs themselves. Since the returns to the ECB do not contain the amounts held by the

372



Table a25

ASSETS OF MFIs
Claims on residents of Italy and the rest of the euro area
1o ) A Claims on Other
general government Finance to the other residents non-residents | counterparts
of the
Holdings of Total euro area
Bonds Total Loans Bonds shares/other Total
equity
218,843 277,004 936,346 20,083 47,355 1,003,784 1,280,788 108,437 62,726 ..o 2001
195,237 252,144 993,061 21,522 54,397 1,068,980 1,321,124 112,723 98,405 ....ccciiiiieee 2002
220,690 277,499 1,006,377 24,870 53,887 1,085,134 1,362,633 113,240 89,968 ......... Jan. — 2003
225,219 282,792 1,006,598 25,976 53,636 1,086,210 1,369,002 119,099 95,763 .......... Feb.
225,960 282,133 1,004,402 26,492 55,919 1,086,813 1,368,946 119,896 110,187 .......... Mar.
224,759 281,131 1,008,600 27,347 61,210 1,097,157 1,378,288 122,600 96,491 .......... Apr.
230,255 286,123 1,008,853 27,594 65,890 1,102,337 1,388,460 119,967 102,677 .......... May
231,483 288,619 1,021,373 27,555 64,387 1,113,315 1,401,934 124,486 104,218 .......... June
233,837 288,527 1,025,202 27,850 57,845 1,110,897 1,399,424 123,274 108,675 .......... July
235,757 289,662 1,026,584 27,941 58,486 1,113,011 1,402,673 121,972 114,341 .......... Aug.
233,876 288,335 1,030,021 27,593 59,609 1,117,223 1,405,558 125,990 111,707 .......... Sept.
233,136 287,750 1,033,803 27,922 62,358 1,124,083 1,411,833 127,823 101,337 .......... Oct.
240,699 295,833 1,042,259 28,679 63,429 1,134,367 1,430,200 123,056 103,418 .......... Nov.
238,265 291,617 1,063,823 28,563 61,263 1,153,649 1,445,266 113,595 94,328 .......... Dec.
242,577 297,286 1,052,562 29,640 61,911 1,144,114 1,441,400 127,082 91,090 .......... Jan. — 2004
247,809 302,533 1,047,680 32,405 64,709 1,144,794 1,447,326 118,672 95,042 .......... Feb.
250,646 305,749 1,052,113 32,068 69,155 1,153,336 1,459,085 122,431 96,093 .......... Mar.
MFIs of the rest of the area or that held by central government, it is not possible to determine exactly the amount held by the “money-holding sector”.
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PROFIT AND LOSSACCOUNTS OF RESIDENT ITALIAN BANKSBY CATEGORY OF BANK (1)
(millions of euros)

INTEREST RECEIVABLE

INTEREST PAYABLE

Balance of| Net

derivative | interest

hedging | income

Deposits Interbank | Claims on Bluic | Interbank | Bonds and |Liabilities to| contracts | - (a)
with BI-UIC Loans Securities non- Deposits . : subordinated non-
& Treasury accounts residents financing accounts liabilities residents
Limited company banks (2)
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 ......... 620 47,457 5,504 6,467 4,162 8,881 183 6,231 12,093 5910 -1,032 29,881
2003 (3) 470 44,729 4,867 6,552 3,511 6,301 126 6,257 10,778 4,554  -1,491 30,623
Cooperative banks (banche popolari)
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 ......... 88 6,555 892 573 509 1,375 18 645 1,489 427 -132 4,531
2003 (3) 48 5,827 779 579 525 906 13 685 1,543 310 -194 4,107
Mutual banks (banche di credito cooperativo)
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 ......... 45 3,503 848 223 36 937 31 778 3 24 2,932
2003 (3) 38 3,722 678 163 45 747 22 773 2 57 3,158
Branches of foreign banks
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 ......... 121 1,975 467 467 594 402 60 529 1,713 -157 765
2003 (3) 114 2,145 229 298 681 585 148 476 1,233 -99 1,927
Total banks

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 ......... 874 59,491 7,712 7,731 5,301 11,595 261 7,434 14,361 8,053 -1,296 38,109
2003 (3) .... 671 56,423 6,552 7,592 4,762 8,538 287 7,440 13,094 6,099 -1,727 38,815

(1) Rounding may cause descrepancies in totals. — (2) Includes central credit institutions. — (3) Provisional.
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Table a26

Value adjustments

Non-interest income Operating expenses an;inrc;ajlcgg:%gggts
Gross Operating fo provisions Tax Net profit Total Capital OP gz;?lk;?r:g

income profit © ©)-(-(0) assets and staff

(c)=(a)+(b) of which: | (€)=(c)-(d) of which: reserves | (erage)

(b) of which: | of which: %) banking ® for loan.

trading services cs(t)a;{'fs losses

Limited company banks (2)
25,667 1,852 11,502 51,524 28,229 16,069 23,295 4,412 4,901 7,178 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
24,721 1,183 9,721 54,602 32,088 17,647 22,515 9,610 6,451 4,944 7,961 1,605,476 111,392 273,369
25,596 2,385 9,962 56,220 33,855 18,730 22,365 9,584 7,616 3,714 9,067 1,774,304 121,085 274,711
Cooperative banks (banche popolari)
4,015 421 2,141 9,319 5,385 3,062 3,934 1,568 1,046 1,002 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
3,203 134 1,439 7,734 4,716 2,573 3,018 1,086 651 762 1,170 213,992 17,137 39,717
3,506 279 1,234 7,613 4,668 2,567 2,945 1,062 759 625 1,259 195,665 17,222 35,042
Mutual banks (banche di credito cooperativo)
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 52 347 3,734 2,584 1,363 1,150 356 269 164 630 96,274 10,480 23,637
916 93 379 4,074 2,736 1,446 1,338 414 324 183 742 109,637 11,209 24,797
Branches of foreign banks
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 3,572
553 30 321 1,319 917 428 401 116 138 153 133 82,883 1,273 3,837
597 -7 341 1,524 1,002 420 522 413 338 187 -78 90,357 1,351 3,638
Total banks

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
29,280 1,399 11,827 67,389 40,305 22,012 27,084 11,167 7,509 6,022 9,895 1,998,625 140,282 340,560
30,616 2,750 11,916 69,430 42,261 23,164 27,170 11,473 9,037 4,708 10,989 2,169,963 150,866 338,189
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ITALY'SFINANCIAL ASSETSAND LIABILITIESIN 2003 (1)

(stocks in millions of euros)

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 gold and SDRs ................ - - 26,166 - - - - - - -
Currency and transferable
deposits, With .......ccccevevveeincirene 141,277 - 134,264 794,926 16,912 - 50,737 - 27,348 -
MFIS ..o 118,944 - 112,331 794,926 16,815 - 13,455 - 9,047 -
other residents . 960 - 353 - 96 - - - 85 -
rest of the world 21,373 - 21,581 - - 37,282 - 18,216 -
Other deposits, With ........ccccccevrnenne 10,067 - 255,555 478,783 20,484 79,850 3,192 - 1,695 -
MFIS e 8,897 - 210,918 478,783 20,484 - 3,192 - 1,628 -
other residents .........ccceceeeeieeiecenenns 1,170 - - - - 79,850 - - - -
rest of the world - 44,637 - . - - 68 -
Short-term securities, issued by ...... 1,391 5,720 58,140 4 5,582 79 4 - 5,375 -
general government ..........ccccoeenee 68 — 44,404 — 4,604 - 4 — 4,716 —
other residents 2 5,720 5,544 4 108 79 - - - -
rest of the world .........ccccovveeeenennnen. 1,322 - 8,192 - 869 - - - 659 -
Bonds, issued by ........cccccoviiniiiiinns 44,955 41,575 273,533 404,633 248,815 115,578 9,139 - 209,298 4,503
MFIS oo 10,747 - 49,160 404,633 11,913 - 348 - 29,090 -
central government: CCTs 2,802 - 69,656 - 18,602 - 1,062 - 39,872 -
central government: other 5,260 - 96,633 - 58,702 - 4,786 - 92,109 -
local government ........... 2,188 - 3,855 - 2,237 - 1,107 - 1,201 -
other residents .........cccoceeevveverenene 6,377 41,575 9,807 - 20,868 115,578 1,836 - 8,904 4,503
rest of the world .........cccocevvviunennnn. 17,580 - 44,421 - 136,494 - - - 38,121 -
Derivatives ......cccoevveerenneneinenns 4,602 6,565 78,459 67,934 1,842 2,116 - - 2,761 3,283
Short-term loans, of ........cccccceeeveeneen. 40,436 388,145 589,422 95,567 50,858 151,441 . 5,427 4,631 713
MFIS oo - 283,574 589,422 25,267 - 119,030 - 5,427 - 713
other financial corporations ............ - 30,355 - 612 50,858 - - 4,631
general government - - - - - - - - - -
other residents .........cccoeeeevveeveeenens 40,436 - - - - - - - - -
rest of the world ..........cccccvvvvrnennnee. - 74,216 - 69,688 - 32,411 - - - -
Medium and long-term loans, of ..... - 370,394 652,432 63,619 152,994 38,387 17 2,151 1,404 8,925
MFIS oo - 295,133 652,432 5,110 - 28,409 - 745 - 5,402
other financial corporations ............ - 47,002 - 774 152,994 - 17 - 1,404 23
general government — 24,068 — 2,992 - — - 1,406 — 1,558
other residents .........ccccceeevevncnnne - - - - - - - - - -
rest of the world ..........c..coeevvenennee. - 4,191 - 54,743 - 9,977 - - - 1,943
Shares and other equity, issued by . 518,074 1,021,439 140,448 272,239 187,887 34,004 3,708 71,833 102,014
reSIAENES ...ovvveeiieeeceeeee e 388,114 1,021,439 121,218 272,239 52,436 34,004 . 3,708 45,586 102,014
of which: listed shares ................. 171,718 299,934 25,983 130,095 37,170 1,135 - - 18,573 56,283
rest of the world .........cccooeveevecns 129,961 - 19,230 - 135,451 - - - 26,248 -
Mutual fund shares, issued by ......... 13,610 - 9,486 107,031 23,884 271,751 408 - 42,000 -
residents .......... 4,532 - 4,334 107,031 - 271,751 408 - 38,599 -
rest of the world 9,079 - 5,153 - 23,884 - - - 3,401 -
Insurance technical reserves ......... 18,128 90,916 1,025 17,603 - - - - - 365,535
net equity of households ................ - 90,916 - 17,603 - - - - - 305,645
prepayments and other claims ...... 18,128 - 1,025 - - - - - - 59,890
Other accounts receivable/payable 330,162 292,444 229 261 1,138 . - - 50 2,704
Trade creditS .....ccooevevevevesnneiens 307,511 279,880 - - - - - — — —
Oher ..o 22,651 12,564 229 261 1,138 . - - 50 2,704
Total ... 1,122,703 2,217,199 2,219,159 2,302,599 710,395 693,205 63,497 11,286 366,395 487,677

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a27

General governmet

Households and

Institutional sectors

c - non-profit institutions Rest of the world Total
entral Local Social X
- serving households
government government security funds
Assets | Liabilities | Assets | Liabilities | Assets |Liabilities| Assets |Liabilities| Assets Liabilities Assets Liabilities Financial instruments
- - - - - - - - - 26,166 26,166 26,166 Monetary gold and SDRs
Currency and transferable
12,008 40,756 33,887 - 13,660 — 489,051 - 25,206 108,668 944,349 944,349  deposits, with
10,765 - 11,599 - 13,189 — 463,662 - 25,120 — 794,926 794,926 MFIs
- 40,756 21,507 - .. - 17,669 - 86 - 40,756 40,756 other residents
1,244 - 781 - 470 - 7,721 - - 108,668 108,668 108,668 rest of the world
1,160 129,999 1,139 - 883 — 298,645 — 140,863 45,052 733,684 733,684 Other deposits, with
1,157 - 1,023 - 882 - 89,738 — 140,863 — 478,783 478,783 MFIs
— 129,999 - - - — 208,679 - - — 209,849 209,849 other residents
3 - 115 - 1 - 228 - - 45,052 45,052 45,052 rest of the world
7 118,771 13 107 - 6,864 - 58,482 11,390 135,965 135,965 Short-term securities, issued by
7 118,771 13 107 - 6,367 - 58,482 - 118,771 118,771 general government
- - - - - - 149 - - - 5,803 5,803 other residents
- - - - - - 348 - - 11,390 11,390 11,390 rest of the world
917 1,105,068 4,227 17,137 6,678 - 633,179 — 589,132 331,378 2,019,873 2,019,873 Bonds, issued by
228 - 637 - 882 - 298,263 - 3,366 — 404,633 404,633 MFIs
86 201,659 126 - 1,394 - 33,079 - 34,981 — 201,659 201,659 central government: CCTs
334 903,409 321 - 2433 — 154,804 — 488,026 — 903,409 903,409 central government: other
50 - 1,094 17,137 . - 2,198 - 3,206 - 17,137 17,137 local government
219 - 435 - 117 - 53,540 - 59,552 - 161,656 161,656 other residents
- - 1614 - 1,853 - 91,295 - - 331,378 331,378 331,378 rest of the world
- 6,585 - - - - - - 43,302 44,484 130,967 130,967 Derivatives
13,752 1,514 - 4,249 - 942 53,584 176,315 173,831 875,414 875,414 Short-term loans, of
- 1,514 - 4,085 - 16 - 52,513 - 97,282 589,422 589,422 MFIs
- - - 164 - - - 1,071 - 23,287 55,489 55,489 other financial corporations
13,752 - - - - 926 - - - 12,825 13,752 13,752 general government
- - - - - - - - 40,436 40,436 40,436 other residents
- - - - - - - — 176,315 — 176,315 176,315 rest of the world
66,786 87,099 — 65,606 - 52 — 283,255 78,487 32,632 952,120 952,120 Medium and long-term loans, of
— 20,777 — 26,044 — 47 — 257,549 — 13,215 652,432 652,432 MFIs
- 52,773 - 23,023 - 5 - 25,684 - 5,131 154,415 154,415 other financial corporations
66,786 6,984 — 15,470 — — — 22 — 14,285 66,786 66,786 general government
- - - - - - - - - - - - other residents
- 6,565 - 1,069 - - - - 78,487 - 78,487 78,487 rest of the world
82,652 - 6,166 116 716 — 640,845 - 177,440 392,541 1,826,062 1,826,062 Shares and other equity, issued by
75,617 - 5,300 116 319 - 567,491 - 177,440 — 1,433,521 1,433,521 residents
31,046 - 1,856 - 227 — 136,793 - 64,082 — 487,447 487,447 of which: listed shares
7,035 - 866 - 397 - 73,353 - — 392,541 392,541 392,541 rest of the world
146 — 5,362 - 1,362 — 356,704 - 4,108 78,288 457,069 457,069 Mutual fund shares, issued by
46 - 43 - 876 - 325,835 - 4,108 - 378,781 378,781 residents
99 - 5318 - 486 - 30,868 - - 78,288 78,288 78,288 rest of the world
133 - 1,106 - 29 - 467,177 27,807 14,263 — 501,861 501,861 Insurance technical reserves
- - - - - — 436,729 27,807 5,243 — 441,971 441,971 net equity of households
133 - 1,106 - 29 - 30,449 - 9,021 - 59,890 59,890 prepayments and other claims
48,588 17,824 27,703 24,710 30,065 2,851 19,146 83,786 36,350 68,852 493,430 493,430 Other accounts receivable/payable
- - - - - - 4,871 - 36,350 68,852 348,731 348,731 Trade credits
48,588 17,824 27,703 24,710 30,065 2,851 14,276 83,786 - — 144,699 144,699 Other
226,149 1,507,615 79,601 111,819 53,501 3,845 2,911,611 448,433 1,343,948 1,313,282 9,096,959 9,096,959 Total
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ITALY'SFINANCIAL ASSETSAND LIABILITIESIN 2003 (1)

(flows in millions of euros)

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 gold and SDRs ................ - - 32 - - - - - - -
Currency and transferable
deposits, With ........cccceerrvccnnnn 10,170 - -13,623 31,916 -1,307 - 13,740 - 9,085 -
MFIS <ot 7,594 - 15,189 31,916 —1,404 - -3,326 - 312 -
other residents .........cccoceeeveevriennnns 960 - -196 - 96 - - - 85 -
rest of the world ........cccoeevevevennnene 1,616 - 1,762 - - 17,066 - 8,688 -
Other deposits, With .........ccceeeiinne 1,213 - 33,980 22,378 -1,544 79,850 -6,481 - -1,178 -
MFIS i 1,078 - 36,373 22,378 -1,544 - -6,481 - -1,178 -
other residents .........cccccceeeveeiicenens 135 - - - - 79,850 - - - -
rest of the world .........ccceeevvveviennns - -2,392 - - - -
Short-term securities, issued by ...... —1,346 1,845 19,681 -2 -2,165 7 -403 - 2,006 -
general government ............c.cc...... —877 - 15,993 - —265 - —403 - 2,438 -
other residents -1 1,845 2,005 -2 30 7 - - - -
rest of the world ..........ccccveevvinennnns —-467 - 1,682 - -1,929 - - - —-432 -
Bonds, issued by ... -3,173 5,567 8,864 30,871 16,210 28,704 -956 - 18,164 519
MFIS oot 767 - 5,600 30,871 -28 - —444 - 4,356 -
central government: CCTs.............. —2,074 - —9,067 - 2,178 - —441 - 3,007 -
central government: other .............. -5,075 - 1,787 - —6,562 - —741 - -1,202 -
local government .......... 361 - 1,373 - 363 - 207 - 154 -
other residents .........cccoceceeverereenene. 268 5,567 2,572 - 8,422 28,704 463 - 1,898 519
rest of the world ..........ccccoveevvennnnnee. 2,580 - 6,599 - 11,837 - - - 9,952 -
DErivatiVesS ......ccccceeveeieeiiecireeireeirens - —792 5,647 - - 1,415 - - - 519
Short-term loans, of ........cccccceeeenene 5,317 -2,879 11,356 28,232 -8,232 —4,937 . 735 —5,475 -152
MFIS o - -3,086 11,356 11,948 - 554 - 735 - -152
other financial corporations ............ - -131 - -358 -8,232 - - -5,475
general government ......... - - - - - - - - - -
other residents .... 5,317 - - - - - - - - -
restof the world ..........cccoeeuveevvinnns - 338 - 16,642 - —5,491 - - - -
Medium and long-term loans, of ..... - 45,398 70,427 -9,342 69,006 6,276 -3 162 52 2,714
MFIS oo - 44,905 70,427 -9,650 - -387 - 164 - 2,624
other financial corporations ............ - 1,691 - 21 69,006 - -3 - 52 -15
general government ......... — 657 - =31 - - - -2 - -3
other residents ... - - - - - - - - - -
rest of the world - -1,857 - 360 - 6,663 - - - 108
Shares and other equity, issued by . 34,696 28,368 9,534 3,973 10,710 837 890 -40 3,415 929
1eSIdents .....cccoveereveierieerees 26,101 28,368 9,638 3,973 5,668 837 890 —40 2,027 929
of which: listed shares ................. - -
rest of the world ........ccccevvevevieenen. 8,595 - -103 - 5,042 - - - 1,388 -
Mutual fund shares, issued by ......... 654 - 1,973 1,582 2,754 17,118 20 - 3,178 -
EeSIdeNtS ....oevveireireee e 227 - 184 1,582 - 17,118 20 - 1,911 -
rest of the world ..........cccoeevveveeneennes 427 - 1,789 - 2,754 - - - 1,267 -
Insurance technical reserves ......... 796 5,781 45 -173 - - - - - 48,797
net equity of households ..... - 5,781 - -173 - - - - - 46,033
prepayments and other claims ...... 796 - 45 - - - - - - 2,766
Other accounts receivable/payable -12,191 -15,107 6 214 21 . - - 10 862
Trade creditS .....coceeeeveeveeeireeieeies -9,757 -11,415 - - - - - - - -
OLher ..o -2,435 -3,693 6 214 21 . - - 10 862
Total ... 36,135 68,181 147,924 109,649 85,455 129,269 6,807 857 29,256 54,190

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a28

General governmet

Institutional sectors

Households and
c . non-profit institutions Rest of the world Total
entral Local Social X
- serving households
government government security funds
Assets | Liabilities | Assets | Liabilities | Assets |Liabilities| Assets |Liabilities| Assets Liabilities Assets Liabilities Financial instruments
- - - - - - - - - 32 32 32 Monetary gold and SDRs
Currency and transferable
-8,381 3,831 1,393 - 874 - 28,766 - 18,661 21,884 57,630 57,630 deposits, with
—7,647 - 1,248 - =723 - 32,475 - 18,576 - 31,916 31,916 MFIs
- 3,831 30 - . - 2,770 - 86 - 3,831 3,831 other residents
—733 - 114 - =151 - —6,479 - - 21,884 21,884 21,884 rest of the world
266 —64,027  —-406 - =192 - 5,187 - 4,964 -2,392 35,808 35,808 Other deposits, with
266 - -406 - =192 - -10,502 - 4,964 - 22,378 22,378 MFIs
—  —64,027 - - - - 15,689 - - - 15,823 15,823 other residents
- - - - - -2,392 —2,392 -2,392 rest of the world
-108 6,277 -23 7 - —26,326 - 15,568 -1,236 6,891 6,891 Short-term securities, issued by
-108 6,277 -23 7 - -26,052 — 15,568 - 6,277 6,277 general government
- - - - - - -184 - - - 1,850 1,850 other residents
- - - - - - —-90 - - -1,236 -1,236 -1,236 rest of the world
—4,454 13,181 516 3,388 -1,143 - 34,181 - 50,216 36,194 118,425 118,425 Bonds, issued by
91 - -89 - =196 - 20,662 - 152 - 30,871 30,871 MFIs
-2,018 18,497 13 - =400 - -9,613 - -81 - -18,497 18,497 central government: CCTs
—-2,530 31,680 -6 - =355 — -3,158 - 49,520 - 31,680 31,680 central government: other
. - 517 3,388 .. - 379 - 35 - 3,388 3,388 local government
4 - 203 - =393 - 20,762 - 590 - 34,791 34,791 other residents
- - 122 - 201 - 5,148 - - 36,194 36,194 36,194 rest of the world
- 302 - - - - - - —4,203 - 1,444 1,444 Derivatives
-815 - -809 - 108 -1,204 11,489 -3,607 14,456 14,456 Short-term loans, of
- -815 - -819 - 108 - -1,368 - 4,467 11,356 11,356 MFIs
- - - 10 - - - 164 - -13,391 -13,706 -13,706 other financial corporations
- - - - - - - . . . general government
- - - - - - - - 5,317 5,317 5,317 other residents
- - - - - - - - 11,489 - 11,489 11,489 rest of the world
—45,259 14,983 - 3,212 - -2,620 - 33,352 3,670 3,759 97,894 97,894 Medium and long-term loans, of
— -1,667 - 184 - 30 — 31,248 - 2,975 70,427 70,427 MFIs
- 44,723 — 22,434 - —2,650 - 2,104 - 789 69,055 69,055 other financial corporations
-45,259 -26,537 - -19,338 — — — — -4 45,259 -45,259 general government
- - - - - - - - - - - - other residents
- —-1,536 - —68 - - - - 3,670 - 3,670 3,670 rest of the world
-10,860 - 1,036 13 -67 - -949 - 482 14,806 48,886 48,886 Shares and other equity, issued by
-10,860 - 1,036 13 -23 - -878 - 482 - 34,080 34,080 residents
- - - - - of which: listed shares
- - —44 - -71 - - 14,806 14,806 14,806 rest of the world
59 - 22 - 390 - 19,804 - -3 10,152 28,852 28,852 Mutual fund shares, issued by
2 - 2 - 44 - 16,311 - -3 - 18,699 18,699 residents
57 - 19 - 346 - 3,493 - - 10,152 10,152 10,152 rest of the world
6 - 49 - 1 - 54,723 2,026 813 - 56,434 56,434 Insurance technical reserves
- - - - - - 53,251 2,026 417 - 53,668 53,668 net equity of households
6 - 49 - 1 - 1,473 - 396 - 2,766 2,766 prepayments and other claims
2,712 -847 1,381 1,088 3,998 -228 1,754 10,448 8,421 9,683 6,111 6,111 Other accounts receivable/payable
- - - - - - -397 - 8,421 9,683 -1,733 -1,733 Trade credits
2,712 -847 1,381 1,088 3,998 228 2,151 10,448 - - 7,844 7,844 Other
-66,017 -27,114 3,967 6,892 2,120 -2,956 117,140 44,622 110,080 89,274 472,862 472,862 Total
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ITALIAN FINANCIAL MARKET: GROSSAND NET ISSUES OF SECURITIES

(millions of euros)

BONDS AND PUBLIC

Public sector

Government securities

BOTSs CTzs CCTs (1) BTPs (1) CTEs of :f:li’,“i's’gﬁes Other (2) Total
Gross issues
192,893 49,099 20,567 142,149 - 10,190 - 414,898
164,650 33,317 19,866 106,737 - 19,646 1,167 345,383
188,677 35,528 28,330 119,929 - 22,529 54 395,047
208,761 32,556 44,535 133,646 - 16,135 - 435,633
214,093 31,185 38,313 144,882 - 21,998 - 450,471
Redemptions
1999 .......... 211,024 55,416 47,953 65,757 9,750 14,202 4,231 408,333
2000 ............ 182,200 53,401 27,912 57,916 1,744 6,922 - 330,094
2001 ............ 176,960 49,367 38,357 83,562 1,500 14,037 48 363,830
2002 ............ 208,831 21,940 57,279 93,797 - 11,404 39,407 432,657
2003 ............ 208,188 37,742 55,146 114,843 - 15,482 1,180 432,580
Issue discounts
1999 ........... - 2,512 -157 546 - -20 - 2,881
2000 ............ - 2,379 -105 1,202 - 15 - 3,491
2001 ............ - 2,637 -215 -1,636 - 22 - 808
2002 ............ — 2,282 -462 -2,591 - 35 —21,836 —22,572
2003 ............ - 1,349 -487 -1,976 - 51 — -1,063
Net issues (5)
1999 ... -18,131 -8,830 —27,229 75,846 -9,750 -3,925 -4,231 3,750
2000 ............ -17,550 -22,462 -7,932 47,626 -1,744 13,804 1,167 12,909
2001 ............ 11,717 -16,476 -9,812 38,006 -1,500 9,049 6 30,990
2002 ............ -70 8,335 -12,290 42,364 - 4,388 -17,571 25,157
2003 ............ 5,905 —7,907 -16,348 31,764 - 5,582 -1,180 17,817
Coupons (6)
3,754 5,262 11,588 37,443 906 2,936 1,216 63,105
4,854 3,293 10,419 37,531 236 3,385 394 60,111
4,817 3,111 13,159 38,424 95 4,107 394 64,106
4,256 1,906 9,522 37,799 - 4,643 394 58,520
2,990 2,855 7,190 38,680 - 4,279 - 55,994

(1) The 1993 issues include 10,000 billion lire of CCTs and 21,000 bilion of BTPs placed with the Bank of Italy in December to finance the new treasury payments account. —
(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) Issues for cash.
include accounting lags. — (6) The figures refer only to fixed rate securities, except for CCTs.
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Table a29

SECTOR SECURITIES

Firms and international institutions .
Listed shares
Total bonds of Italian
Autonomoui Local and public companies (4)
governmen ocal - ; iti
agencies and governments Total (3) Banks Private firms Total sector securities
State Railways
Gross issues
- 2,487 417,385 81,449 13,186 94,636 512,020
- 3,114 348,497 86,915 20,309 107,224 455,721
— 2,408 397,454 95,777 50,821 146,598 544,052
- 5,995 441,628 92,346 44,389 136,735 578,362
- 4,033 454,505 115,758 42,359 158,116 612,621

Redemptions

785 218 409,337 60,928 2,520 63,448 472,785 8l ... 1999
1,420 347 331,862 55,987 5,221 61,208 393,070 384 ... 2000
1,937 400 366,167 63,586 5,845 69,431 435,598 767 .o 2001
1,653 486 434,796 59,049 7,913 66,962 501,758 40 ... 2002

- 592 433,172 84,589 8,018 92,607 525,779 983 ... 2003

Issue discounts

- . 2,881 319 290 609 3,490 [ 1999
- . 3,491 342 672 1,014 4,505 [ 2000
- .. 808 357 697 1,054 1,862 [T 2001
- -4 —22,576 355 112 467 -22,109 TR 2002
- . -1,063 429 27 456 -607 2003

Net issues (5)

—785 2,269 5,234 20,203 10,376 30,578 35,812 22,462 ............ 1999
-1,420 2,767 14,255 30,585 14,416 45,001 59,257 8,764 ............ 2000
-1,937 2,007 31,061 31,834 44,279 76,113 107,174 5,404 ... 2001
-1,653 5,512 29,016 32,941 36,364 69,305 98,321 3,854 ... 2002

- 3,442 21,259 30,738 34,308 65,047 86,305 7,727 2003

Coupons (6)

194 126 63,426 11,635 R 11,635 75,061
192 249 60,552 12,485 R 12,485 73,037
144 437 64,687 13,274 R 13,274 77,961
83 604 59,207 12,178 e 12,178 71,385
83 712 56,789 11,020 e 11,020 67,809

(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 2002. —
Redemptions refer to the market value of shares bought back and cancelled. Share cancellations following mergers are not included. — (5) The net issues of Republic of Italy loans
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ITALIAN FINANCIAL MARKET: GROSSAND NET ISSUES OF SECURITIES

(millions of euros)

BONDS AND PUBLIC

Public sector

Government securities

BOTSs CTzs CCTs (1) BTPs (1) CTEs of :f:li’,“i's’gﬁes Other (2) Total
Gross issues
192,893 49,099 20,567 142,149 - 10,190 - 414,898
164,650 33,317 19,866 106,737 - 19,646 1,167 345,383
188,677 35,528 28,330 119,929 - 22,529 54 395,047
208,761 32,556 44,535 133,646 - 16,135 - 435,633
214,093 31,185 38,313 144,882 - 21,998 - 450,471
Redemptions
1999 .......... 211,024 55,416 47,953 65,757 9,750 14,202 4,231 408,333
2000 ............ 182,200 53,401 27,912 57,916 1,744 6,922 - 330,094
2001 ............ 176,960 49,367 38,357 83,562 1,500 14,037 48 363,830
2002 ............ 208,831 21,940 57,279 93,797 - 11,404 39,407 432,657
2003 ............ 208,188 37,742 55,146 114,843 - 15,482 1,180 432,580
Issue discounts
1999 ........... - 2,512 -157 546 - -20 - 2,881
2000 ............ - 2,379 -105 1,202 - 15 - 3,491
2001 ............ - 2,637 -215 -1,636 - 22 - 808
2002 ............ — 2,282 -462 -2,591 - 35 —21,836 —22,572
2003 ............ - 1,349 -487 -1,976 - 51 — -1,063
Net issues (5)
1999 ... -18,131 -8,830 —27,229 75,846 -9,750 -3,925 -4,231 3,750
2000 ............ -17,550 -22,462 -7,932 47,626 -1,744 13,804 1,167 12,909
2001 ............ 11,717 -16,476 -9,812 38,006 -1,500 9,049 6 30,990
2002 ............ -70 8,335 -12,290 42,364 - 4,388 -17,571 25,157
2003 ............ 5,905 —7,907 -16,348 31,764 - 5,582 -1,180 17,817
Coupons (6)
3,754 5,262 11,588 37,443 906 2,936 1,216 63,105
4,854 3,293 10,419 37,531 236 3,385 394 60,111
4,817 3,111 13,159 38,424 95 4,107 394 64,106
4,256 1,906 9,522 37,799 - 4,643 394 58,520
2,990 2,855 7,190 38,680 - 4,279 - 55,994

(1) The 1993 issues include 10,000 billion lire of CCTs and 21,000 bilion of BTPs placed with the Bank of Italy in December to finance the new treasury payments account. —
(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) Issues for cash.
include accounting lags. — (6) The figures refer only to fixed rate securities, except for CCTs.
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Table a29

SECTOR SECURITIES

Firms and international institutions .
Listed shares
Total bonds of Italian
Autonomoui Local and public companies (4)
governmen ocal - ; iti
agencies and governments Total (3) Banks Private firms Total sector securities
State Railways
Gross issues
- 2,487 417,385 81,449 13,186 94,636 512,020
- 3,114 348,497 86,915 20,309 107,224 455,721
— 2,408 397,454 95,777 50,821 146,598 544,052
- 5,995 441,628 92,346 44,389 136,735 578,362
- 4,033 454,505 115,758 42,359 158,116 612,621

Redemptions

785 218 409,337 60,928 2,520 63,448 472,785 8l ... 1999
1,420 347 331,862 55,987 5,221 61,208 393,070 384 ... 2000
1,937 400 366,167 63,586 5,845 69,431 435,598 767 .o 2001
1,653 486 434,796 59,049 7,913 66,962 501,758 40 ... 2002

- 592 433,172 84,589 8,018 92,607 525,779 983 ... 2003

Issue discounts

- . 2,881 319 290 609 3,490 [ 1999
- . 3,491 342 672 1,014 4,505 [ 2000
- .. 808 357 697 1,054 1,862 [T 2001
- -4 —22,576 355 112 467 -22,109 TR 2002
- . -1,063 429 27 456 -607 2003

Net issues (5)

—785 2,269 5,234 20,203 10,376 30,578 35,812 22,462 ............ 1999
-1,420 2,767 14,255 30,585 14,416 45,001 59,257 8,764 ............ 2000
-1,937 2,007 31,061 31,834 44,279 76,113 107,174 5,404 ... 2001
-1,653 5,512 29,016 32,941 36,364 69,305 98,321 3,854 ... 2002

- 3,442 21,259 30,738 34,308 65,047 86,305 7,727 2003

Coupons (6)

194 126 63,426 11,635 R 11,635 75,061
192 249 60,552 12,485 R 12,485 73,037
144 437 64,687 13,274 R 13,274 77,961
83 604 59,207 12,178 e 12,178 71,385
83 712 56,789 11,020 e 11,020 67,809

(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 2002. —
Redemptions refer to the market value of shares bought back and cancelled. Share cancellations following mergers are not included. — (5) The net issues of Republic of Italy loans
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INTEREST RATESON SECURITIESLISTED ON THE ITALIAN STOCK EXCHANGE

Table a30

(average values before tax)
Fixed-rate
CCTs CTEs CTOs BTPs CTzs
bank bonds
1994 oo 9.97 7.64 10.53 10.68 - 10.14
1995 o 11.60 8.82 11.64 11.94 11.40 11.58
1996 .o 9.01 6.33 8.77 9.06 8.49 9.20
1997 oo, 6.81 5.42 7.17 6.76 6.45 7.41
1998 .o 4.89 4.87 7.01 4.92 4.58 5.45
1999 <o 3.13 4.35 - 471 3.21 4.80
2000 <eoieireee s 4.58 5.94 - 5.59 4.70 5.80
2001 oo 4.34 6.02 - 5.17 4.04 5.13
2002 o 3.37 - - 4.95 3.49 4.90
2003 .o 2.30 - - 4.28 2.30 3.87
2002 = JAN. ¢ 3.30 - - 5.01 3.54 4.92
FED. v 3.48 - - 5.12 3.67 5.06
3.47 - - 5.30 3.90 5.18
3.58 - - 5.32 3.94 5.20
3.58 - - 5.31 4.01 5.24
3.67 - - 5.17 3.89 5.17
3.53 - - 5.01 3.65 4.99
3.37 - - 4.77 3.38 4.82
331 - - 458 3.15 4.61
3.16 - - 4.65 3.04 4.60
3.10 - - 4.62 2.95 457
2.92 - - 4.48 2.74 4.42
2003 - 2.77 - - 4.35 2.59 4.13
2.63 - - 4.18 2.40 3.88
2.41 - - 421 2.34 3.95
2.44 - - 4.30 2.39 4.00
2.45 - - 4.05 2.18 3.68
2.16 - - 3.89 1.95 3.40
2.01 - - 4.16 2.06 3.63
2.10 - - 4.34 2.30 3.94
2.18 - - 4.36 2.27 3.90
2.14 - - 4.43 2.32 3.91
2.19 - - 453 2.42 4.02
2.18 - - 4.50 2.35 4.04
2004 — 2.13 - - 4.38 2.18 3.80
2.08 - - 4.34 211 3.69
2.04 - - 4.18 1.99 3.48
1.93 - - 435 2.15 3.65
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CREDIT RISK INDICATORS

(end-of-period data; amounts in millions of euros and percentages)

Table a3l

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
2001 oo 973,859 6.7 4.7 5.0 0.9 107.6
2002 ..o 1,029.072 6.5 4.5 4.8 1.0 106.5
2003 ..o 1,091.106 6.6 4.7 5.1 12 108.6
Limited company banks (societa per azioni)
2001 oo 849,499 6.7 4.8 5.2 0.9 107.6
2002 ..o 886,526 6.5 4.6 4.9 1.0 106.5
2003 ..o 923,427 6.8 4.9 5.3 1.2 108.2
Cooperative banks (banche popolari)
75,988 5.6 34 3.7 0.9 107.9
85,627 6.2 4.2 4.4 1.0 106.1
2003 ..o 100,948 5.2 3.6 4.0 1.2 112.0
Mutual banks (banche di credito cooperativo)
2001 i 48,372 8.0 4.2 4.4 0.9 106.0
2002 ... 56,919 6.8 3.2 35 0.9 107.5
2003 ..o 66,731 6.5 2.9 3.2 0.9 109.7
Major, large and medium-sized banks (banche maggiori, grandi e medie)
2001 .o 721,094 6.0 4.0 43 0.9 107.8
2002 ... 738,245 6.2 4.2 45 1.0 106.3
2003 ..o 755,752 6.6 4.7 5.1 1.3 108.2
Other banks
252,765 8.6 6.5 7.0 0.9 107.2
290,827 7.3 5.2 5.6 0.9 107.0
335,354 6.6 4.6 5.1 1.0 109.5
Banks based in the Centre or North
2001 ..o 908,179 6.0 4.1 4.4 0.9 108.8
2002 ..ot 965,625 6.1 4.1 4.4 1.0 107.3
2003 ..o 1,030.009 6.2 4.3 4.7 1.2 109.2
Banks based in the South
2001 ..o 65,680 15.5 12.9 13.2 1.3 102.1
2002 ..o 63,447 12.7 10.2 10.3 1.0 101.5
2003 ..o 61,097 13.8 11.0 115 14 104.1

(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 repo assets, net interest to

be debited to customers and adjusted bad debts.

383



CONSOLIDATED INCOME STATEMENT:
CONTRIBUTION OF OPERATIONSTO SUPERVISORY CAPITAL (1)
(percentages of total assets)

Table a32

Classification by size

Banking system

Classification by geographical area

43.0 36.4 40.3 40.7 25.1

38.7 34.3 36.8 37.1 24.1

43.4 33.7 39.2 39.5 26.2

Cost-income ratio (percentages) (3)

58.2 60.3 59.0 58.9 66.6

60.0 61.3 60.6 60.3 70.2

57.2 61.0 58.9 58.7 68.3

ROE (percentages)

12.5 6.4 9.1 9.2 4.3

6.0 6.8 6.4 6.5 4.5

9.2 4.4 6.7 6.7 5.1

Memorandum item: Total assets (average values in millions of euros) (4)

1,152,248 659,056 1,811,304 1,777,478 33,826
1,123,271 699,116 1,822,387 1,789,511 32,876
1,080,657 748,605 1,829,262 1,795,599 33,663

Main banking groups Rest of the system Centre and North South
Net interest income
1.94 2.56 2.16 2.15 3.02
2.02 2.55 2.22 2.20 3.13
1.96 25 2.19 2.17 3.05
Non-interest income
1.46 1.46 1.46 1.47 1.01
1.27 1.33 1.29 1.30 0.99
1.50 1.28 1.41 1.42 1.08
Gross income
3.40 4.02 3.63 3.62 4.03
3.29 3.88 3.51 3.50 4.13
3.7 3.60 3.59 4.13
Operating expenses
1.98 2.43 2.14 2.13 2.68
1.97 2.38 2.13 2.11 2.90
1.98 2.32 2.12 2.10 2.82
Operating profit
1.42 1.59 1.49 1.49 1.35
1.31 1.50 1.39 1.39 1.23
1.48 1.48 1.48 1.48 1.31
Non-recurring items (net) and allocations to provisions
0.17 0.24 0.19 0.19 0.17
0.23 0.24 0.24 0.24 0.14
0.24 0.33 0.28 0.28 0.14
Loan losses
0.57 0.35 0.49 0.49 0.46
0.58 0.37 0.50 0.50 0.33
0.50 0.56 0.52 0.53 0.39
Tax
0.27 0.42 0.32 0.32 0.30
0.21 0.37 0.27 0.27 0.30
0.30 0.25 0.28 0.28 0.27
Dividends
0.18 0.15 0.17 0.17 0.07
0.18 0.18 0.18 0.18 0.08
0.25 0.18 0.22 0.22 0.06
Allocations to supervisory capital
0.24 0.43 0.31 0.31 0.36
0.11 0.35 0.20 0.20 0.39
0.19 0.16 0.18 0.17 0.46

Share of non-interest income in gross income (percentages)

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group. — (2) Six largest banking groups in terms of total assets. — (3) The cost-income ratio is
the ratio of operating expenses to gross income. — (4) Refers only to the banks that submitted reports with income statement data.

384



Table a33

SUPERVISORY CAPITAL AND SOLVENCY RATIO (1)
(end-of-period data; amountsin millions of euros)

Supplementary capital Capital shortfalls
: Solvency
Primary capital of which: Su(r:)g‘r)\i/tl;lory ratio Excess capital Number of
subordinated (percentages) o Amount
liabilities (2)

Banking system

2001 . 97,434 39,180 34,286 129,217 10.4 31,722 6 550
2002 .o 98,828 40,272 36,084 134,385 11.2 39,605 7 198
2003 . 104,401 41,521 37,117 139,837 11.4 42,505 - -

Main banking groups (3)

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 - -
2003 .. 50,928 25,745 24,304 72,825 10.8 19,876 - -

Other banks and banking groups

2001 . 51,270 13,491 10,150 62,430 12.0 21,630 6 550
2002 . 50,173 13,658 11,213 61,911 12.0 21,038 7 198
2003 . 53,473 15,776 12,813 67,012 12.0 22,629 - -

Banks and banking groups based in the Centre or North

2001 e 94,460 38,907 34,104 125,984 10.3 29,930 3 536
2002 .o 95,802 40,004 35,920 131,093 11.1 37,769 6 196
2003 .. 101,256 41,180 36,882 136,352 11.3 40,564 - -

Banks and banking groups based in the South

2001 .o 2,974 273 182 3,233 17.8 1,792 3 14
2002 .o 3,026 268 164 3,292 18.1 1,836 1 2
2003 . 3,145 341 235 3,485 18.1 1,941 - -

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group. Excludes the Italian branches of foreign banks. — (2) Includes innovative and hybrid
capital instruments. — (3) Six largest banking groups in terms of total assets.
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LIST OF ABBREVIATIONS

ABI — Associazione bancaria italiana
Italian Bankers’ Association

BI-COMP — Banca d’ltalia Compensazione
Bank of Italy Clearing System

BI-REL — Banca d’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 certifiates

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 certificates in ecus
CTO — Certificati del Tesoro con opzione
Treasury option certitates
CTz — Certificati del Tesoro
Zero-coupon Treasury certifites
EFPD — Economic and Financial Planning Document
FPR — Forecasting and Planning Report
IACP — Indice armonizzato dei prezzi al consumo

Harmonized index of consumer prices

ICI — Imposta comunale sugli immobili
Municipal real estate tax

Iciap — Imposta comunale per I'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

Irpef

Irpeg

ISAE

| stat

Isvap

MIF

MTS

QRBR
SACE

SIM

TARGET
uiC

Imposta regionale sulle attivita produttive
Regional tax on productive activities

Imposta sul reddito delle persone fisiche
Personal income tax

Imposta sul reddito delle persone giuridiche
Corporate income tax

Istituto di studi e analisi economica
Institute for Economic Research and Analysis

Istituto nazionale di statistica
National Institute of Statistics

Istituto per la vigilanza sulle assicurazioni private e di interesse collettivo
Supervisory authority for the insurance industry

Mercato italiano dei futures
Italian Futures Market

Mercato telematico dei titoli di Stato
Screen-based secondary market in government securities

Quarterly Report on the Borrowing Requirement

Sezione per I'assicurazione dei crediti all’esportazione
Foreign Trade I nsurance Services Agency

Societa di intermediazione mobiliare
Securities investment firm

Trans-European Real-time Gross Express Transfer

Ufficio italiano dei cambi
Italian Foreign Exchange Office
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