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THE INTERNATIONAL ECONOMY

In 2005 the world economy continued to expand at a rapid pace of
almost 5 per cent. Despite firms’ stronger balance sheets and high profits,
investment was slack. World trade in goods and services grew substantially,
by 7.3 per cent, although this was less than in 2004 (10.4 per cent).

Financial market conditions remained relaxed, with monetary policies
progressively resuming a less expansionary stance. These conditions offset the
restrictive effects of the rise in oil prices, which was steeper and more protracted
than had been expected a year earlier. The higher cost of energy caused a large
jump in consumer prices but did not affect global inflation expectations, which
credible monetary policies continued to contain. Heightened competition on
international goods markets and moderate wage claims in the main industrial
countries kept the underlying trend in prices in check. In the United States
the Federal Reserve had begun tightening monetary conditions in the middle
of 2004. In the euro area the reference rate was raised in December 2005
and again in March of this year; also in March the Bank of Japan abandoned
its policy of increasing liquidity. The advanced countries as a whole reduced
their budget deficits, mainly thanks to good economic performance.

The rapid expansion in domestic demand in the United States and
the transfer of income from countries consuming raw materials to those
producing them due to the rise in commodity prices aggravated the
payments disequilibria. The deficit on the current account of the US balance
of payments exceeded $800 billion, equal to 6.4 per cent of GDP. Until now
the oil-producing countries have invested a substantial part of oil revenues
in financial assets, for the most part denominated in dollars.

In the United States economic activity increased by 3.5 per cent, still
driven by the expansion in consumption, which far outpaced that in disposable
income. In Japan output grew by 2.6 per cent as the recovery gained strength
from the upturn in domestic demand after two years of stagnation.

In the European Union GDP growth fell to 1.6 per cent, from 2.4 per
cent in 2004, with performances among the member countries continuing
to diverge. In the euro area it slowed to 1.3 per cent. The United Kingdom
also recorded slower growth of 1.8 per cent; in the first half of the year
consumption was affected by the stagnation of house prices and the lagged
effects of the monetary tightening between the end of 2004 and early 2005.
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Economic activity in the emerging economies again expanded strongly,
by almost 7 per cent. In the Asian economies growth was driven in the
second half of the year by the cyclical upturn in the production of high-
tech goods. In China output expanded by almost 10 per cent; a downturn
in investment was offset by a larger contribution of net export demand.
Raw-material-producing countries, which recorded growth of 6.5 per cent,
benefited from the further improvement in the terms of trade.

Despite the widening of the US external deficit in 2005 the dollar
strengthened as short-term interest differentials in favour of dollar-
denominated assets widened. The Chinese authorities introduced some
flexibility into the exchange regime in July, although little advantage
has been taken of it yet. In 2005 China was the only country in Asia
to accumulate substantial foreign currency reserves; these increased by
more than $200 billion, and in the early months of 2006 overtook those
of Japan.

Despite small fluctuations, the yields on ten-year government bonds in
the main regions of the world remained generally stationary at the levels of
2004. The risk premiums on corporate bonds and on government bonds of
emerging economies remained close to their lowest recorded levels. Share
prices rose in the advanced countries, albeit to varying degrees, in a context
of low volatility. Low interest rates on mortgage loans drove up house
prices, which again recorded double-digit increases in the United States
and a number of euro-area countries. House prices in the United Kingdom,
which had virtually stagnated since the middle of 2004, began to climb
once more in the last quarter of 2005.

The International Monetary Fund estimates that world output will
increase this year by nearly 5 per cent and trade in goods and services by 8
per cent. The growth in the world economy is likely to be less unbalanced
than in recent years as economic activity accelerates in Europe and the
expansion in Japan gains strength.

In the United States there are increasingly clear indications that the
property market is cooling; the expected slowing of house prices should
curb household spending, so that its growth is once again consistent with
that in disposable income. The IMF forecasts US economic growth of 3.4
per cent, which is in line with potential.

In Japan the increase in employment and wages should continue
to sustain household expenditure. The prospects for investment are also
favourable thanks to the strengthening of firms’ balance sheets and their
high profits. Output is expected to expand by around 3 per cent in 2006.



Economic activity in the EU is forecast to pick up with respect to
2005. International organizations and professional forecasters agree
that euro-area GDP should grow by an average of 2 per cent, benefiting
from the favourable performance of world trade and investment. Private
consumption is expected to remain the least buoyant demand component.

Economic activity continues to expand at a rapid pace in the emerging
and developing economies as well, in response to high commodity prices,
stable financial conditions and low risk premiums.

The consensus of the international financial community, reiterated at
the last meeting of the G7, is that the external current account imbalances
between the main regions have now reached proportions that are unlikely
to be sustainable in the medium-to-long term. Efficient international
capital markets, combined with a higher propensity to save among
American households and good growth prospects for the world economy,
could allow the imbalances to be gradually reabsorbed. Without suitable
economic policy measures, however, it is impossible to rule out a traumatic
adjustment, entailing brusque variations in the exchange rate of the dollar
and the prices of other financial assets, with serious repercussions for the
world economy.

Another threat to the world economy in the short term comes from the
price of oil. Since the OPEC countries currently have very limited unused
capacity, prices could well rise even further, particularly if temporary
supply restrictions are imposed.

Another source of uncertainty is the low level of credit risk premiums
on financial instruments issued by the private sector in industrial countries
and the authorities of the emerging countries. Their reduction is only partly
ascribable to the improvement in the economic fundamentals of borrowers
— firms, financial institutions and emerging countries; another possible
cause is excessive risk-taking by investors. A sudden upward correction
of these premiums, and with them the cost of borrowing, could jeopardize
heavily exposed intermediaries and investors.

There is concern about the high level of house prices in the United States,
where households are heavily in debt, and in several euro-area countries.
Too sharp a deceleration in property prices could have repercussions on
consumption.

Although there is considerable uncertainty about the timing, the
intensity and the economic impact of a possible bird flu pandemic, the
monetary and financial authorities need to assess in advance the possible
effects on the operation of the financial systems, preparing procedures to
ensure the continuity of key functions in their institutions and verifying the
corresponding measures adopted by private financial institutions.

11
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RECENT DEVELOPMENTS AND ECONOMIC POLICIES

The United States

Economic activity expanded by 3.5 per cent in 2005, compared with
4.2 per cent in 2004 (Table 1). In terms of aggregate demand, the increase
in real-estate wealth and growth of employment helped to offset the adverse
effects of higher energy prices and sustained the 3.5 per cent expansion in
household consumption.

Households’ saving rate turned negative by 0.5 per cent of disposable
income in 2005, falling from 1.8 per cent in 2004. The increase in net saving
of general government and the corporate sector contained the decline in the
national saving rate, which fell to 0.8 per cent of GDP net of depreciation,
compared with 1.2 per cent in 2004.

Notwithstanding the substantial increase in the profits of non-financial
corporations as defined by the national accounts, by an average of 22.1 per
cent in 2005, the growth in business investment slowed from 9.4 to 8.6 per
cent. The robust upswing under way since early 2003 in ICT investment
continued, with an increase of 13 per cent in 2005, but investment in
traditional capital goods, which accounts for just over 50 per cent of
non-residential fixed investment, was slack. In particular, investment in
industrial machinery returned to faster growth only in the second half of
2005, while non-residential construction, after declining between 2001 and
2003, has continued to stagnate.

Although gains in labour productivity in the non-farm business sector
were lower in 2005 than the average for the previous two years (2.7 as against
3.7 per cent), they were enough to hold the increase in unit labour costs
to 2.5 per cent, thus sustaining corporate profit margins. Wage pressures
were generally moderate, even though virtually full employment was
attained during the year. The share of profits in value added rose by almost
6 percentage points between 2001 and 2005 to its highest level since 1997.

The rate of consumer price inflation rose to 3.4 per cent on average
in 2005, compared with 2.7 per cent in 2004, partly owing to the rise in
energy prices. This was not passed on to core inflation or expected inflation,
however, both of which remained stable and moderate. During 2005 the
deflator of personal consumption expenditure, excluding energy and food
products — which the Federal Reserve considers to be the most reliable
indicator of the underlying trend in inflation — remained close to 2 per cent.



However, the increase in inflation expectations in the first four months of
2006 as indicated by the yields on indexed government securities points to
a heightened risk that the continuing rise in energy prices will be passed
on to core inflation, in view of the growing tensions on the labour market.
And in April the twelve-month rise in the consumer price index, excluding
energy and food products, increased to 2.3 per cent.

Table 1

GROSS DOMESTIC PRODUCT AND COMPONENTS OF DEMAND
IN THE LEADING INDUSTRIAL COUNTRIES
(at constant prices; except as indicated,
annualized percentage changes on previous period)

2005 2006
2004 2005
Q1 Q2 Q3 Q4 Qt

United States
GDP s 4.2 3.5 3.8 3.3 4.1 1.7 5.3
Household consumption (1) ... 3.9 3.5 3.5 3.4 41 0.9 5.2
General government

expenditure (2) .....cccoeeeeenen. 2.2 1.8 1.9 2.5 2.9 -0.8 4.3
Gross fixed private

investment ..........cccoceiiinenn. 9.7 8.1 7.0 9.5 8.0 3.9 9.3
Change in stocks (3) .............. 0.4 -0.3 0.3 2.1 -0.4 1.9 -0.1
Net exports (3) .....c.ccovvveeeinnne -0.7 -0.3 -0.4 1.1 -0.1 -1.4 -0.6
Japan
GDP .. 2.3 2.6 5.9 5.3 0.6 4.3 1.9
Household consumption (1) ... 1.9 2.1 5.8 3.1 1.8 2.5 1.6
General government

expenditure ..........cccceveeenn. 2.0 1.7 3.8 0.4 2.0 0.4 0.6
Gross fixed private

investment .........ccccccceeeeienn. 1.1 3.3 7.9 4.7 4.5 -1.6 15
Change in stocks (3) .............. -0.2 0.1 0.2 1.5 -2.0 0.7 0.5
Net exports (3) ..occcevvveeneennnnn. 0.8 0.3 -0.1 0.9 0.3 2.4 0.2
Euro area
GDP .o 2.0 1.3 1.3 1.7 2.8 1.3 2.4
Household consumption (1) ... 15 1.3 0.4 1.2 2.2 0.5
General government

expenditure ........ccccceeeeeennns 1.1 1.4 1.0 2.7 3.7 0.1
Gross fixed private

investment ..., 2.3 2.3 0.9 4.9 41 1.1
Change in stocks (3) (4) ......... 0.4 . -0.7 . . 1.7
Net exports (3) ..cccovevcvrvieennnnn. 0.1 -0.2 1.4 -0.5 -0.1 -0.9
United Kingdom
GDP ..o 3.1 1.8 0.8 2.1 2.1 2.3 2.3
Household consumption (1) ... 3.5 1.7 0.1 0.8 2.1 3.2 1.2
General government

expenditure ..........cceeeveeennen. 3.1 2.9 1.6 5.1 5.8 4.8 2.6
Gross fixed private

investment ..........cccoceiiiinenn. 5.1 3.2 3.5 -0.1 11.4 -2.1 6.2
Change in stocks (3) (4) ......... 0.1 -0.3 -2.3 . -0.3 -1.7 1.7
Net exports (3) ....cccoververevernne. -0.8 -0.1 2.0 0.6 -1.9 1.2 -1.8
Sources: Eurostat and national statistics.
(1) Comprises spending on consumption of resident households and that of non-profit institutions serving households. — (2) Includes
public investment. — (3) Contribution to GDP growth in percentage points. — (4) Includes net acquisitions of valuables.
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Throughout 2005 and in the early months of 2006 the Federal Reserve
continued the action begun in the middle of 2004 to make monetary policy
less expansionary. The target for the federal funds rate was raised by 0.25
percentage points at each Federal Open Market Committee meeting to 5
per cent on 10 May this year, and the Committee has warned that further
increases may be needed to counter potential inflationary pressures due
to the rise in the prices of energy and other raw materials and to the tight
labour market. Futures contracts on federal funds indicate that operators
expect a further 0.25 percentage point increase in the reference rate before
the end of autumn.

Short-term interest rates, adjusted for the twelve-month change in the
core personal consumption expenditure deflator, rose to 2.9 per cent in
March of this year, in line with the average for the past thirty years.

The public finances improved in 2005 for the first time in four years,
reflecting the partly temporary increase in revenues from taxes on corporate
profits. While tax revenues rose by 14.6 per cent, federal expenditure,
notably on defence and health, increased by 7.8 per cent, continuing the
rapid rise of recent years. In fiscal 2005 ending in September, the gross
federal deficit amounted to $318 billion, down from 3.6 to 2.6 per cent of
GDP; the deficit for general government as a whole, which includes state
and local governments, declined from 4.8 to 4.4 per cent. At the end of
fiscal 2005 the total federal debt stood at 64.3 per cent of GDP, compared
with 63.7 per cent in 2004, and the amount held by the public had risen
from 37.2 to 37.4 per cent. According to the budget proposal presented
by the Administration in February of this year the federal deficit should
increase to 3.2 per cent of GDP in fiscal 2006.

After slowing towards the end of 2005, economic activity grew at an
annualized rate of 5.3 per cent in the first quarter of 2006. Consumption
picked up sharply (5.2 per cent) under the impetus of a marked recovery
in demand for durables and rising employment. Fixed investment growth
picked up to 9.3 per cent and the contribution to growth of the foreign
sector improved thanks to the strong performance of exports, up 14.7 per
cent. Against a 2.1 per cent rise in real disposable income, households’
saving rate fell to —1.3 per cent.

Japan

GDP growth in Japan accelerated to 2.6 per cent in 2005, compared
with 2.3 per cent in 2004, thanks to the considerable strengthening of
domestic demand. In the spring of 2005 exports began once more to expand
rapidly, driven by the worldwide cyclical upturn in demand for high-tech



goods and the gains in competitiveness following the depreciation of the
yen.

Household expenditure increased by 2.1 per cent, benefiting from the
improvement in the labour market. The move to replace full-time with
part-time workers ended in 2005 and the improved terms and conditions of
contracts fostered a rise of 0.6 per cent in nominal wages, after four years
of uninterrupted decline.

The strengthening of demand and rise in energy prices brought the
decline in prices to a halt, and in the final months of 2005 the consumer
price index finally turned upwards. In March 2006 the Bank of Japan,
faced with evidence that the economy had overcome the deflationary phase
of recent years, adopted a new operating target for monetary policy. The
strategy maintained since 2001 of increasing liquidity on the basis of a
reference level for the balance of financial institutions’ current accounts
with the central bank was abandoned in favour of a target for the overnight
interest rate, which was fixed close to zero.

The monetary base grew by slightly less than 1 per cent in 2005,
decelerating with respect to the 4.2 per cent recorded in 2004. The rate
of growth in the broad monetary aggregate (M2+CDs) was close to 2 per
cent throughout 2005. Bank lending to the private sector picked up in the
summer of 2005, reaching a twelve-month rate of increase of 1.1 per cent
in December and accelerating to 1.5 per cent at the beginning of 2006. No
other positive changes in this indicator had been recorded since 1998, when
it was first published.

The volume of excess liquidity, which is far more than needed to keep
short-term interest rates close to zero, will be absorbed in the months to
come. After the new monetary policy strategy was announced, the balance
on financial institutions’ current accounts with the central bank was almost
halved, falling to ¥17,000 billion in May. The central bank’s forecasts
published at the end of April put the rate of consumer price inflation,
excluding fresh food products, at 0.6 per cent for the new fiscal year. The
three-month interest rates implicit in futures contracts on Euro-deposits in
yen point to market expectations of a rise in reference rates of a total of 50
basis points by the end of 2006.

Budgetary policy in 2005 acquired a slightly less expansionary stance
compared with the previous year. According to recent OECD estimates
the public sector deficit was reduced from 6.3 per cent of GDP in 2004 to
5.2 per cent, although adjusting for cyclical effects virtually wipes out the
improvement. The budget for fiscal 2006 makes provision for a further
reduction in expenditure, partly from additional cuts in public investment,
and for an increase in revenues as several tax concessions for households
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and firms expire. The government estimates that in fiscal 2006 the primary
deficit will contract to 2.8 per cent of GDP, half a percentage point less than
in 2005 but not enough to stabilize the large public debt, which stands at
158.9 per cent of GDP.

After a sharp acceleration in the last quarter of 2005, output slowed
to an annualized rate of increase of 1.9 per cent in the first quarter of 2006.
According to the Tankan survey in March, firms intend to increase their
investment moderately during the current fiscal year, which ends in March
2007. They also believe that the excess labour supply and idle capacity
have been virtually reabsorbed.

The EU and the economic convergence of the new members

Economic performances within the European Union continued to
diverge. Overall, GDP growth slowed from 2.4 per cent in 2004 to 1.6 per
cent last year. In the euro area, the deceleration from 2 to 1.3 per cent was
due to the slackening of domestic demand and exports in the first half of the
year; consumer price inflation held steady at just over 2 per cent.

In the United Kingdom output growth declined from 3.1 to 1.8 per
cent, mainly owing to the slowdown in private consumption caused by the
stagnation of house prices and the lagged effects of the monetary tightening
in 2004. The Bank of England reduced the base rate by 25 basis points in
August 2005 to 4.5 per cent and then kept monetary conditions unchanged.
In the fiscal year ending in March 2006 there was only a small contraction
in overall public sector net borrowing, to 3.2 per cent of GDP, despite
increased revenue from the corporate income tax. The public debt, defined
as in the Treaty of Maastricht, amounted to 42.6 per cent of GDP at the end
of March, compared with 40.8 per cent a year earlier. GDP growth slowed
in Sweden as well, from 3.7 to 2.7 per cent. This was due to the ebbing
of the external sector’s contribution, which had been particularly large in
2004, while private-sector consumption and investment strengthened in
response to the favourable financial conditions. The substantial budget
surplus rose from 1.8 to 2.9 per cent of GDP, owing partly to a temporary
raising of taxation on corporate profits.

In the ten countries that joined the European Union in May 2004
economic growth remained generally robust in 2005, at 4.6 per cent overall
(5.1 per cent in 2004), more than 3 percentage points above the euro-area
average.

Over the past two years the convergence of macroeconomic aggregates
towards the values necessary for eligibility for the single currency has



proceeded unevenly. While some countries have achieved significant
progress in curbing inflation, in the Baltic states the rapid reduction of
interest rates fostered, among other things, by expectations of entry into
the euro area did not allow upward pressures on prices to be satisfactorily
contained. In the three largest countries (Poland, the Czech Republic and
Hungary) convergence has been slower owing to the presence of large
public sector deficits, especially in Hungary.

While consumer prices in the ten countries tended to accelerate in the
first half of 2004, owing in part to the increase in regulated prices and
energy costs, action to curb inflation was subsequently resumed by all
except the Baltic states.

In most of the new EU members short and long-term interest rates
have converged rapidly in the past two years towards the levels prevailing
in the euro area, a process that has been assisted by expectations of joining
the single currency and persistently relaxed world financial conditions.
Only Hungary experienced financial market tensions in 2005 caused by the
current and prospective deterioration in the public finances.

Between June 2004 and April 2005, six countries (Estonia, Lithuania
and Slovenia, followed by Cyprus, Latvia and Malta) signed ERM II, and
were joined by Slovakia in November of last year. The currencies of the
first six, which were already virtually pegged to the euro, came under
upward pressures in 2005, which were countered through the accumulation
of foreign exchange reserves. The currencies of the other countries
appreciated against the euro, helping to contain inflationary pressures.
The only exception was Hungary, whose currency was weakened by the
consequences of the large budget and current account deficits.

The main emerging countries

China. — In 2005 economic activity continued to expand at a rapid
pace. According to the new national accounts system, GDP increased by
9.9 per cent, which is close to the average of 10.1 per cent recorded in
the previous two years and slightly higher than the figure for the period
running from 1993 to 2002 (9.8 per cent).

High as this long-term rate of economic growth is, it is not exceptionally
so with respect to the past experience of other Asian countries. The rapid
increase in labour productivity in China in the past twenty years has been
due in almost equal parts to the formation of physical capital and to gains in
technical efficiency, resulting to only a small extent from the reallocation
of resources from agriculture to industry.
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Economic activity drew further impetus from the surge in investment,
which increased in 2005 by 25.7 per cent in nominal terms, after growth of
26 per cent in 2004. The deceleration in some branches of industry slowed
the growth in imports of raw materials and intermediate goods, particularly
in the first half of the year. However, investment began to grow rapidly
once more from the summer of 2005 onwards, despite the credit restrictions
introduced by the authorities in the spring of the previous year.

The external sector increased its contribution to growth thanks to the
persistently strong performance of exports, which rose by 28.5 per cent in
nominal terms, and the deceleration in import growth to 17.6 per cent. The
merchandise trade surplus exceeded $130 billion in 2005, equal to 6 per
cent of GDP, compared with around $60 billion in 2004.

Despite the rapid expansion in credit and the money supply, consumer
price inflation remained extremely low — in April the twelve-month rate
stood at 1.2 per cent — principally due to the slowing of food prices.

Investment, which represents a large and growing proportion of output
(from 36 per cent in 2000 to 43 per cent in 2004), was increasingly financed
out of corporate saving, with firms’ own funds covering 54 per cent. The
International Monetary Fund estimates that in 2005 gross national saving
rose to 47 per cent of GDP.

Households account for over a third of national saving and their saving
rate is extremely high even compared with countries with a similar level of
economic development and a large rural proportion (some 60 per cent of
the total in China). With the launch of a series of reforms at the end of the
1970s, private consumption gradually declined from 50 per cent of GDP at
the beginning of the 1980s to around 40 per cent in more recent years.

In 2005, although inflows of foreign portfolio investment slackened,
inflows of direct investment remained substantial. They amounted to $60
billion, the same as in 2004, and, together with the widening of the current
account surplus, brought upward pressure to bear on the renminbi, which
the authorities countered by further building up their foreign currency
reserves.

Output continued to expand strongly in China in the first quarter of
2006, growing by 10.2 per cent on the same period of 2005, while the
merchandise trade surplus widened from $17 billion to $23 billion.

In April of this year the authorities raised the interest rate on twelve-
month bank loans by 27 basis points to 5.85 per cent, still not high enough
to counter the substantial increase in domestic credit, and announced new
measures to liberalize international capital movements for some national



operators, such as banks, financial intermediaries and insurance companies.
They also increased the maximum permissible amount of residents’ foreign
currency holdings from $8,000 to $20,000 per head.

India. — Output continued to grow at a rapid pace in 2005, increasing
by 8.3 per cent compared with 8.1 per cent in 2004, mainly thanks to the
10 per cent expansion in the service sector, notably the ITC branch, which
is highly competitive internationally. The rapid growth in manufacturing
output (over 9 per cent) was driven partly by the acceleration in exports of
textile products and clothing, following the liberalization of imports by the
EU and the United States at the beginning of 2005. After stagnating in 2004
agricultural output increased moderately.

India’s productive structure reflects the contrasts that characterize
its society. Farming and the rural economy are still very important, with
agricultural output constituting 20 per cent of GDP and some 70 per cent
of the population residing in rural areas, often in extreme poverty and
without basic public services. Although there have been improvements in
the past ten years, 25 per cent of India’s population, i.e. some 270 million
people, live below the poverty line, compared with 36 per cent or around
320 million people in 1994; illiteracy is still very widespread, particularly
in the countryside and among adult women, who have one of the lowest
schooling rates in the world. By contrast, the availability of large numbers
of highly qualified workers, trained in a system based on the British model,
has fostered a rapid expansion of some innovative branches of the service
sector. The share of services in GDP reached 60 per cent in 2005, a figure
comparable with that of the advanced economies. In manufacturing,
which accounts for barely 14 per cent of GDP, alongside the traditional
branches of food processing and textiles an important role is played by
capital-intensive and medium-tech industries, such as petrochemicals and
engineering, which continue to be heavily subsidized by the State and
sheltered from foreign competition.

The measures to liberalize the economy first introduced in the 1980s
and extended in the 1990s spurred labour productivity growth from an
average annual rate of 2.3 per cent in 1960-80 to 3.8 per cent between
1980 and 2000, mainly thanks to faster gains in technical efficiency. After
slowing briefly in the early years of this decade, from 2003 per capita output
grew at a steady rate of 6.2 per cent. The level of prosperity is very low,
however: at $2,400 per annum, India’s per capita income on a PPP basis is
about half that of China.

Over the past decade the government has gradually abolished the
barriers to trade and international financial flows that prevented India’s
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integration with the world economy. By comparison with other countries,
however, the openness of the Indian economy is still quite limited.

In 2005 exports of goods and services surged to a rate of growth of
24 per cent in volume, driven chiefly by the service sector, whose exports
represent about half the total and grew by 48 per cent in volume. Because
of the continuing restrictions on the activity of foreign investors and the
lack of infrastructure, inflows of foreign direct investment amounted to just
$5.6 billion in 2005, equal to barely a tenth of China’s. On the other hand,
the partial relaxation of controls on capital movements and the favourable
financial conditions in the rest of the world boosted inflows of portfolio
investment.



THE INTERNATIONAL FOREIGN EXCHANGE
AND FINANCIAL MARKETS

Bond markets

In the United States, while official interest rates rose gradually during
2005, yields on ten-year Treasury bonds remained below the values recorded
prior to the monetary tightening in June 2004, fluctuating between 4 and
4.5 per cent. From the middle of 2004 to the end of 2005 yields on ten-year
index-linked government bonds and those adjusted for long-term inflation
expectations based on Consensus Economics data ranged from 1.5 to 2 per
cent.

Yields on US government securities began to pick up at the end of 2005,
almost in parallel with short-term interest rates, rising overall by 0.7 points
to 5.1 per cent. The slope of the yield curve in the United States, measured
by the spread between ten-year and three-month spot interest rates, turned
slightly negative in December 2005 and then remained close to zero.

The yield spread between ten-year US Treasury notes and the
corresponding euro-area securities widened from almost nil in the autumn
of 2004 to 1.2 percentage points a year later, before settling at around 1.1
points. On 18 May 2006 long-term interest rates in the euro area stood at 4
per cent. The spread between yields on US and UK securities, which had
been —0.8 percentage points in the autumn of 2004, progressively narrowed,
turning positive in September 2005 and settling at 0.5 points in April 2006.
In Japan the yield on ten-year government securities, which had been less
than 1.5 per cent since the end of 2004, began to rise in the summer of
2005 and reached 2 per cent in April of this year; this was the highest level
since 1998 and reflected expectations of an imminent shift to a restrictive
monetary policy and a rise in long-term interest rates in the United States.

The risk premium for US corporate bonds, after rising briefly in the
spring of 2005 with the deepening of the crisis in the motor-vehicle industry,
remained moderate throughout the rest of the year. This was partly due to
the strengthening of firms’ profitability and balance sheets, evidenced also
by the decline in defaults and the improvement in the balance between rating
agencies’ upgrades and downgrades. The yield spread between bonds issued
by firms with a high credit rating and ten-year Treasuries settled at about 1.2
percentage points in the summer, while the spread on high-yield bonds was 3.9
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points. However, the latter narrowed at the beginning of this year as investors
sought higher yields, reaching 3.3 percentage points on 18 May despite the
concomitant increase in the interest rates on government securities.

The stock markets

After the small gains recorded in the previous year, in 2005 share prices
rose moderately in the United States and more steeply in the euro area,
the United Kingdom and Japan. The substantial improvement in corporate
profitability following the sweeping reorganizations of recent years, the
growth in the world economy and the abundance of international liquidity
contributed.

US share prices were virtually stationary in the first ten months of
2005. Since the end of October, the Standard and Poor’s 500 index has
risen by 5 per cent, while there has been no overall change in the Nasdaq
100 despite wide fluctuations. Firms used the large profits achieved in 2005
to buy back their own shares and to pay out large dividends.

Thanks to the growth in profits in recent years, the average price/
earnings ratio, which had been fluctuating downwards since 2002, decreased
even further from the beginning of 2005 onwards. Between 10 and 20 May
it was around 19, close to the thirty-year average of 18.

Since early 2005 the European stock markets have recorded substantial
gains: the Dow Jones Euro Stoxx has risen by 27 per cent and the UK’s
FTSE All Share index by 20 per cent. In Japan the 40 per cent gain in the
Nikkei 225 was driven by the performance of bank shares, which rose 53
per cent in response to the improvement in the balance sheets of the leading
banks.

In the financial markets of both the advanced and the emerging countries,
share, bond and foreign exchange prices displayed low volatility in 2004 and
2005. Although it is not the first time this has happened in the past five to ten
years, what makes this situation unique is the fact that it arose simultaneously
on a large number of markets in different geographical areas.

The derivatives markets

The volume of derivatives traded on organized markets continued
to expand in 2005 at a pace similar to the previous year’s despite less
uncertainty about the Federal Reserve’s decisions and the low volatility



of financial market prices. The notional value of futures contracts and
options increased by 24 per cent, compared with 27 per cent in 2004.
The amount outstanding of these contracts, nearly all of them relating to
interest rates (the others concerned exchange rates and share indices) thus
reached $57,800 billion, more than twice the GDP of the leading industrial
economies. The increase in notional values mainly reflected the demand for
short-term interest rate derivatives, which accounted for almost all of these
instruments. Dollar-denominated futures and options, representing close to
two-thirds of the market, increased more rapidly than those in euros (nearly
a third of the market), with growth of 33 and 10 per cent respectively.

Investors also had significantly more recourse to instruments for
transferring credit risk in 2005. Credit derivatives, consisting almost
exclusively of credit default swaps, are the contracts that are spreading
most rapidly in over-the-counter markets. According to estimates by the
International Swaps and Derivatives Association, use of credit default
swaps grew substantially last year: the amount outstanding rose to $17,000
billion, up by 103 per cent, compared with 123 per cent in 2004. Although
the spread of credit derivatives has helped to strengthen the financial
markets in recent years, supervisory authorities are concerned about the
lack of infrastructure for trading in these contracts, including incomplete
documentation and backlogs of unconfirmed transactions.

The gold and foreign exchange markets

Despite the further increase in the US current account deficit, the
dollar appreciated against the other main currencies during 2005, benefiting
from the widening of short-term interest rate spreads in favour of dollar-
denominated assets; it gained 15.5 per cent against the euro and 14.8 per
cent against the yen. The appreciation against the yen was partly due
to the increase in flows of bank capital from Japan to America and the
continuation of carry trades involving short-term borrowing in yen for
reinvestment in public and private-sector securities denominated in dollars,
which were encouraged by the still large short and long-term interest rate
spreads between the two currencies. The dollar also gained 8 per cent
against sterling. In nominal effective terms it appreciated by 3.5 per cent,
reflecting its basic stability against the currencies of the emerging Asian
economies, which are among the United States’ main trade partners.

In the first ten months of 2005 the dollar held steady or rose slightly
against the currencies of the main emerging economies of Asia; it later
depreciated, even considerably against some currencies. From November
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2005 the dollar lost 9 and 7 per cent respectively against the currencies
of South Korea and Thailand and 5 and 4 per cent again those of Taiwan
and the Philippines. It also depreciated by 4 per cent against the Malayan
ringgit, which was pegged to a basket of currencies in July 2005.

On 21 July 2005 the Chinese central bank raised the central exchange
rate parity with the dollar by 2.1 per cent to RMB 8.11 and announced
the adoption of a more flexible mechanism to calculate the value of the
currency. Subsequently the exchange rate vis-a-vis the dollar rose slightly,
gaining 1.3 per cent by 20 May.

In order to counter the upward pressure on the renminbi, the Chinese
authorities accumulated additional foreign reserves, which increased by a
similar amount to the previous year ($207 billion). By the end of February of
this year China had the world’s largest foreign reserves, amounting to $854
billion. By contrast, the other Asian economies accumulated just over $30
billion, much less than in 2004 ($120 billion). The oil-exporting countries
increased their foreign reserves by more than $115 billion, compared with
$93 billion in 2004.

This build-up of reserves countered the appreciation of the currencies
of the countries with large trade surpluses, thus delaying the re-absorption
of international payments imbalances. On 22 April of this year the finance
ministers and central bank governors of the G7 countries reaffirmed that
exchange rates should reflect economic fundamentals and that excessive
volatility and disorderly movements of currencies do not foster economic
growth. In addition, they called for greater exchange rate flexibility on
the part of the emerging countries with large trade surpluses, such as
China.

The dollar, which had stabilized against the other main currencies
at the beginning of 2006, depreciated during May and by the 20th of the
month had fallen by 4 per cent against the euro to $1.28, and 5 per cent
against sterling and the yen, to $1.88 and ¥112.

The price of gold, which had been rising since the beginning of 2001,
accelerated sharply in the summer of 2005 to reach $644 per ounce at the
end of April 2006, up by 50 per cent on the end-2004 price.

House prices

House prices continued to rise in 2005 in the United States and most of
the euro-area countries. Adjusted for consumer price inflation, they rose at
a similar rate to that recorded in 2004 in France (13.1 per cent), Spain (10.2



per cent), the United States (9.5 per cent) and Italy (7.4 per cent). In the
United Kingdom, property prices remained basically unchanged from the
middle of 2004 onwards, only picking up again in the last quarter of 2005.

In Germany house prices continued to stagnate in real terms. In Japan,
although falling by 1.5 per cent on average in 2005, they stabilized in the
second half of the year, halting the downward trend under way for more
than a decade.

In the United States the rise in house prices led to an increase in
households’ real-estate wealth from 199 per cent of disposable income at the
end of 2004 to 219 per cent a year later. In the same period households’ debt
rose from 112 to 120 per cent of disposable income, while their net wealth,
including financial assets, rose by 20 percentage points to 576 per cent.

Mortgage refinancing slowed: in 2005 operations amounted to $1,290
billion, compared with $1,460 billion in 2004 and an average of $2,150
in the previous two years. By contrast, there was a rise in new mortgages,
which totalled $1,486 billion, more than the average of $1,230 billion
recorded between 2002 and 2004. Despite continuously rising short-
term interest rates, almost one third of mortgages granted in 2005 carried
variable rates. Although they account for only about one fifth of the total
outstanding amount (a small proportion compared with other countries),
these mortgages are a source of vulnerability for American households as
they are usually based on innovative repayment plans that reduce the cost
of borrowing in the early years but increase interest payments in the future;
they are also granted to households in lower income brackets and with a
poor credit-rating.

Financial markets in the emerging economies

Conditions on the financial markets of the emerging countries
remained relaxed in 2005. Risk premiums, measured in terms of the yield
spread between long-term sovereign securities and US Treasury bonds
continued to diminish in the emerging economies as a whole, falling
from 3.5 to 2.4 percentage points at the end of the year. All regions were
affected: in Latin America risk premiums fell from 4.2 to 2.7 percentage
points, in Asia from 2.7 to 2.2 points and in Central and Eastern Europe
from 2.2 to 1.5 points.

The narrowing of yield spreads reflected not only the stronger economic
performance of these countries’ economies but also international investors’
search for higher returns in a situation of low interest rates and limited
financial market volatility.
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In recent years many of these countries have grown rapidly and
achieved considerable progress, particularly in combating inflation,
improving budget deficits and current account balances, reducing the
cost of foreign debt and increasing their ability to generate the currency
needed to service it. The result has been less likelihood of insolvency and
a higher assessment of their creditworthiness, leading to better ratings by
the main agencies. Many sovereign borrowers have restructured their debt
and strengthened their balance sheets: Brazil, Colombia, Venezuela and
Turkey have announced plans to retire short-term securities denominated
in foreign currencies and exchange-rate-linked securities; in 2005 Brazil
and Colombia made their first issues of international bonds denominated in
domestic currencies.

With the decrease in foreign debt and consequent reduction in the
volume of emerging countries’ bonds coming onto international markets,
investors have extended their search for high yields to these countries’
domestic bond markets. According to the Bank for International Settlements,
the latter’s capitalization amounted to more than $3,000 billion in mid-
2005, compared with around $630 billion for the international markets.
The Asian markets account for over 60 per cent of all the securities in
circulation, while the Latin American markets recorded the fastest rate of
growth in the first six months of 2005 (20 per cent).



WORLD TRADE AND THE BALANCE OF PAYMENTS

World trade

World trade in goods and services at constant prices grew by 7.3 per
centin 2005, compared with 10.4 per cent the previous year. The slowdown,
which was more pronounced than thatin world GDP, was attributable mainly
to the performance of the information and communications technology
sector, which is highly integrated internationally and where production was
weak throughout the first half of the year.

In the United States the rate of growth in imports of goods and
services fell by almost half, from 10.7 to 6.3 per cent, and was slower than
export growth for the first time in ten years; there was a particularly sharp
deceleration in imports of intermediate industrial goods, which include oil
products, and in those of capital goods. In Japan and the newly industrialized
Asian economies, which are relatively specialized in the manufacture of
high-technology products, import growth slowed down to 6.2 and 7.2 per
cent respectively (from 8.5 and 16.8 per cent in 2004), owing partly to the
need to reduce excessive stocks of electronic products. In the euro area
the slowdown in imports, from 6.7 to 4.6 per cent, was in line with that in
domestic demand.

The imports of developing countries did not behave uniformly; in
energy-exporting countries the rate of growth accelerated from 13.9 to
18.3 per cent, while in the other countries it slowed from 16.2 to 11.1
per cent.

Overall, the growth in world exports was more evenly distributed
between countries and areas than it had been in 2004. The exception was
China; its exports, which now account for almost 7 per cent of the world
total, rose by 23.6 per cent last year, more than three times the rate of growth
in world trade. In Japan and the newly industrialized Asian economies the
rate of export growth almost halved by comparison with 2004, to 6.9 and
9.3 per cent respectively, owing to the weakness of world demand in the
electronics sector.

Driven by the capital goods sector, US exports increased by 7 per cent,
in line with the growth in world trade; those of Latin America rose by 8.4
per cent (compared with 10.9 per cent in 2004), thanks to world demand
for raw materials.
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Exports from the European Union grew by 4.5 per cent, well below
the rate of growth in world demand, and there were marked differences
between countries: those of the euro area increased by 3.8 per cent, while
the United Kingdom and the new member states recorded growth rates of
5.6 and 9.4 per cent respectively.

The continued hiatus in the current Doha Round of multilateral trade
negotiations, which was launched more than four years ago, is generating
pressure for the adoption of protectionist policies in the leading advanced
economies and threatens to undermine the role of the World Trade
Organization (WTO), the institution responsible for overseeing international
trade and promoting further trade liberalization. For various reasons, not
least the difficulty of reaching agreement among 150 member countries
differing widely in terms of economic development, product market
liberalization and efficiency of production, proposals for the conclusion
of bilateral or regional trade agreements have proliferated, at the cost of
serious economic inefficiency and the risk of further marginalizing the
poorest countries.

Raw materials prices

Tensions in the oil market intensified in 2005. The price of crude oil
(expressed by the average of the prices for the three main grades) rose from
$37.80 a barrel in 2004 to an annual average of $53.40 last year, a rise of 41
per cent; it peaked at a monthly average of more than $65 in September but
fell back below $60 towards the end of the year. Pressure built up again in the
first few months of 2006; spot prices reached a record high of $72.60 a barrel
on 2 May. Futures contracts for WTI grade traded on NYMEX on 18 May
indicated that prices are likely to increase from $69.60 on that date to $73.40
a barrel in December 2006. However, it should be borne in mind that the six-
month forecasts that can be deduced from oil futures prices underestimated
spot prices by an average of around $4 between 1996 and 2004.

Whereas in 2004 the rise in oil prices had been due mainly to the strong
and largely unexpected growth of 3.9 per cent in world demand for oil, in
2005 and this year, when the rise in oil demand has been more moderate
(1.3 per cent), price pressure has stemmed mainly from the extreme short-
term rigidity of supply. This can be attributed to the low investment and
rationalization strategies of oil companies during the 1990s, partly in
response to low oil prices, which had fallen to $10 a barrel after the Asian
crisis of 1997. Since the beginning of this decade the revival in investment
in the oil sector as a whole has been more hesitant than might have been
expected, given the large and almost continuous rise in the price of crude.



The rise in the world market prices of other raw materials, which had
been very large in 2004 (18.5 per cent), remained substantial in 2005 (10.3
per cent) and in the first few months of 2006, reflecting the sharp increase
in metals prices (26.4 per cent on average in 2005).

The increase in raw materials prices led to a marked improvement in
the terms of trade of the large producers and exporters of primary products,
most of which are developing countries. The ratio of oil prices to the dollar
prices of manufactures exported by the G7 countries showed an increase of
38.2 per cent last year, compared with one of 20 per cent in 2004; the rise in
the relative price of metals, calculated in the same way, was 23.3 per cent,
compared with 25.5 per cent in 2004. By contrast, the prices of non-food
farm products declined by 1 per cent and those of food products by 3 per
cent relative to those of manufactures.

Global imbalances

The balance-of-payments disequilibria of the major countries and
areas have increased significantly since the beginning of this decade, both
in absolute terms and in relation to world output; they constitute one of
the greatest threats to the future development of the world economy. This
situation is the result of a number of factors, among which the following
are worth mentioning: the strong growth in domestic demand in the United
States, accompanied by a steady fall in households’ propensity to save,
which turned negative in 2005; the high saving rates in China and other
emerging Asian countries, especially by comparison with the relatively low
level of investment in the latter countries; and the rise in oil prices, which
from 2003 onwards caused a massive transfer of resources from consumer
to producer countries.

The present pattern of balance-of-payments disequilibria differs from
that of the mid-1990s mainly on account of the exceptional increase in the
current account deficit of the United States, equivalent to 1.8 per cent of
world GDP in 2005, and the corresponding steady increase in the number
of countries with substantial surpluses.

The current account surplus of the Asian economies as a whole
increased from $356 billion in 2004 to $405 billion in 2005 (Table 2) owing
to a rise in China’s surplus, which more than doubled to $161 billion; those
of Japan and the other Asian countries remained large ($166 billion and
$80 billion respectively). Improvements in their terms of trade caused the
surpluses of countries in Latin America and the Middle East to rise; the
current account surplus of the oil-exporting countries as a whole, which
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invested a large proportion of their higher oil revenues in financial assets in
international markets, rose from $189 billion to $347 billion.

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

2002 2003 2004 2005 2002 2003 2004 2005

Advanced countries

United States .......cccceeevrvenne -475.2| -519.7 | -668.1 | -804.9 -4.5 -4.7 -5.7 -6.4
JapaN ..o 112.8| 136.4| 172.1| 165.8 2.9 3.2 3.8 3.6
European Union ........... 0.5 -8.0| -23.0|-109.5 . -0.1 -0.2 -0.8
of which: euro area.............. 51.7| 37.5| 63.0| -28.0 0.7 0.4 0.6 -0.3
United Kingdom .. | -24.6| -26.2| -43.0| -57.6 -1.6 -1.4 -2.0 -2.6
Newly industrialized Asian
economies (NIEs) (1).......... 55.3| 80.0| 88.8| 855 5.1 6.9 7.0 6.0
of which: South Korea .... 5.4 11.9| 282| 16.6 1.0 2.0 4.1 2.1
Developing and emerging
countries
Latin America .......ccocevvrvenne -16.0 71 17.7| 29.6 -0.9 0.4 0.9 1.2
of which: Argentina ............ 8.6 7.7 3.3 54 8.9 6.3 22 1.8
Brazil ................... -7.6 4.2\ 11.7| 14.2 -1.7 0.8 1.9 1.8
Mexico .| -135 -8.6 -7.2 -5.7 -2.1 -1.3 -1.1 -0.7
Venezuela ........... 76| 114 13.8| 254 82| 137| 125 19.1
ASIAieieieee e 722 86.3| 94.7| 1554 2.7 2.9 2.7 3.9
of which: ASEAN-4 (2) ....... 272\ 30.7| 27.1| 225 55 54 4.4 3.3
China .......c..c....... 354 459| 68.7| 160.8 24 2.8 3.6 7.2
India .......ccooveue 7.1 8.8 14| -12.9 1.4 1.5 0.2 -1.7
Middle East ........ccceevevrneenenn. 29.5| 59.0| 103.4| 196.0 4.6 8.1 124 191
Russia ... 29.1 354 | 58.6| 84.2 8.4 8.2 9.9 11.0
Memorandum items:
Oil-exporting emerging and
developing countries .......... 63.8| 109.2| 188.8| 347.4 5.5 8.1 1.4 16.1
Japan, NIEs and Asian
developing countries .......... 240.3 | 302.7| 355.6| 404.8 3.1 3.6 3.8 4.1

Sources: IMF, ECB, European Commission and national statistics.
(1) Hong Kong, Singapore, South Korea and Taiwan. — (2) Indonesia, Malaysia, the Philippines and Thailand.

As regards current account deficits, that of the EU rose from 0.2 to 0.8
per cent of GDP, but it is the expansion in the US deficit to $800 billion (6.4
per cent of GDP) that stands out. In 2005 the current account of the euro
area swung into a deficit of $28 billion, thereby contributing to a reduction
in global imbalances.

Since the beginning of this decade the underlying causes of the current
account imbalance of the United States have been different from those that
prevailed in the 1990s. As a counterpart to slower growth in investment,
the national saving rate declined sharply; first, budgetary policy was made



distinctly expansionary in order to counter the risk of recession after the
bursting of the stock market bubble and the attacks of 11 September,
and secondly the large increases in property values boosted household
consumption, which rose by more than disposable income.

In the last three years the rise in the cost of imported oil products,
which in 2005 accounted for over 10 per cent of total merchandise imports,
caused the deficit to increase by the equivalent of more than one percentage
point of GDP; despite having substantial domestic resources, the United
States is highly dependent on imported energy, partly because over the last
thirty years the US economy has made smaller gains in the efficient use of
energy than the other leading industrial countries: the oil requirement per
unit of output remains the highest, despite having halved since 1973.

In 2005 net inflows of private capital rose to $1,072 billion, compared
with $1,045 billion in 2004, while according to data collected by the Bureau
of Economic Analysis net inflows from foreign official bodies declined
from $395 billion to $221 billion; only China continued to accumulate
official reserves at the same pace as in 2004. Foreign financial investment
was concentrated in bonds.

The net debtor position of the United States is likely to have increased
to nearly 30 per cent of GDP in 2005, compared with 21.7 per cent at the
end of 2004; the increase reflects not only the rise in the current account
deficit but also the appreciation of the dollar, which reduces the dollar value
of assets held abroad by residents.

Despite the rapid accumulation of net foreign debt, net investment
income remained positive over the last ten years, albeit steadily declining
to 0.1 per cent of GDP in 2005. This reflects the yield differential between
the United States’ foreign assets and liabilities, which can be put at about
1.5 percentage points in 2004. The differential is ascribable mainly to direct
investment, as the ex post yield on US direct investment abroad, often in
the more dynamic emerging economies, was four percentage points higher
than that on non-residents’ investments in the United States.

Net capital flows to emerging countries

Net inflows of private capital to emerging countries increased further,
from $231 billion in 2004 to $254 billion last year, thus exceeding the levels
reached before the Asian crisis in the second half of the 1990s (Table 3).
The greatest beneficiaries were the countries of Central and Eastern Europe,
which saw net inflows increase from $71 billion to $108 billion.
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NET CAPITAL FLOWS TO EMERGING COUNTRIES (1)

Table 3

(billions of dollars)
1998 1999 2000 2001 2002 2003 2004 2005
ALL EMERGING COUNTRIES (2)

Net private flows .................. 66.2 80.8 74.3 75.6 97.3| 160.4| 230.6| 254.0
Direct investment ............. 159.0| 177.6| 167.5| 180.3| 149.5| 157.5| 184.3| 212.3
Portfolio investment........... 42.9 72.7 17.6| -70.6| -78.6 -3.7 34.5 38.5
Other investment .............. -135.7| -169.5| -110.8| -34.1 26.5 6.6 11.8 32

Net official flows ................. 52.3 26.41 -46.0 -0.1 9.0/ -61.51 -81.5| -138.6

Asia (2)

Net private flows .................. -53.8 3.1 6.5 19.6 20.8 63.5| 120.3 53.8
Direct investment ............. 56.8 71.6 59.0 51.6 50.7 67.9 60.0 71.8
Portfolio investment........... 8.8 56.9 20.2| -51.2| -59.9 4.4 38| -31.1
Other investment .............. -119.4| -125.4| -72.8 19.1 30.0 -8.8 56.4 13.1

Net official flows .................. 19.6 181 -11.71 -11.7 461 -17.6 1.8 5.0

Latin America

Net private flows .................. 71.2 447 49.9 23.1 -2.1 15.5 6.0 25.2
Direct investment ............. 61.5 65.9 69.6 66.8 45.0 35.1 48.1 51.2
Portfolio investment ........... 25.6 1.3 2.6 -7.6| -14.9 -8.4| -13.9 27.6
Other investment .............. -15.9| -22.5| -223| -36.1| -322| -11.2| -28.1| -53.6

Net official flows .................. 14.2 6.4 -5.2 26.3 18.5 6.1 711 -252

Africa

Net private flows .................. 7.6 9.0 . 5.7 4.9 4.6 13.0 30.4
Direct investment ............. 6.3 8.6 7.6 23.0 13.3 14.9 15.1 23.2
Portfolio investment... 4.3 9.1 -1.8 -7.6 -0.9 0.1 55 4.5
Other investment .............. -3.0 -8.7 -5.8 -9.6 -7.5| -104 -7.7 2.7

Net official flows .................. 5.3 3.8 2.7 -0.5 4.3 3.7 1.8 -6.6

Middle East (3)

Net private flows .................. 15.6 0.2 5.5 9.2 41 7.9 12.2 11.4
Direct investment ............. 9.5 4.1 4.7 9.6 9.8 17.6 13.3 19.6
Portfolio investment........... -2.3 0.7 3.3 -3.5 -5.1 -5.4 6.0 7.6
Other investment .. 8.4 -4.6 2.6 3.1 -0.6 -4.3 -7.1| -15.8

Net official flows .................. 10.5 19.01 -2741 -149 -39.71 -63.61 -87.9

Central and Eastern Europe (4)

Net private flows .................. 27.2 37.0 39.7 11.6 53.5 52.3 71.0| 108.2
Direct investment . 19.3 22.8 24.2 24.2 25.6 16.6 34.0 41.3
Portfolio investment........... -1.3 57 3.2 0.5 1.8 6.1 274 28.8
Other investment .............. 9.1 8.6 12.3| -13.1 26.1 29.5 9.7 38.1

Net official flows .................. 1.0 -2.6 1.8 59 -7.7 -5.3 -6.8 -8.5

Countries of the former Soviet Union (5)

Net private flows .................. -1.5| -13.1| -27.3 6.3 16.1 16.7 8.0 24.9
Direct investment ............. 5.6 4.7 2.3 5.0 52 54 13.7 52
Portfolio investment........... 7.8 -0.9| -10.0 -1.2 0.4 -0.5 57 1.0
Other investment .............. -14.9| -16.9| -19.7 2.4 10.6 11.8| -11.4 18.7

Net official flows .................. 1.7 -2.1 -6.3 -5.2| -10.7 -8.6 -7.7| -155

Memorandum item:

Change in reserves (6)

All emerging countries ......... -29.5| -101.3| -128.3| -127.1 | -194.7 | -351.6 | -515.4 | -580.2
of which: Asia ................... -53.1| -88.2| -53.7| -90.2| -148.8| -226.5| -340.1| -281.9

Source: IMF.

(1) Capital inflows less outflows. Other investment comprises bank loans and trade credit, foreign currency deposits and other
assets and liabilities; it may also include some official flows. Rounding may cause discrepancies in totals. — (2) Including the newly
industrialized economies (Hong Kong, Singapore, South Korea and Taiwan). — (3) Including Israel. — (4) Including Malta and Turkey. —

(5) Including Mongolia. — (6) A minus sign indicates an increase in reserves.




Net flows of direct investment increased substantially, from $184
billion to $212 billion, reflecting increased confidence in the economic
policies and growth prospects of emerging economies and the high level of
corporate profits in the industrialized countries.

There were net inflows of portfolio investment for the second year in
succession ($38 billion, compared with $34 billion in 2004). Gross bond
issues amounted to $182 billion, compared with $135 billion in 2004, and
were equally divided between sovereign and private issues. They increased
significantly in all regions, particularly in Latin America (78 per cent) as a
result of Argentina’s return to the international markets following the debt
restructuring carried out at the beginning of 2005. By the end of January
2006 the emerging countries as a whole had already made sovereign issues
amounting to half the volume planned for the entire year. New issues of
shares increased from $45 billion in 2004 to $78 billion.

In Asian countries net inflows of private capital decreased from $120
billion to $54 billion in 2005. Net inflows of direct investment rose from $60
billion to $72 billion, but there were net outflows of portfolio investment,
owing mainly to diminished expectations that currencies in the area would
appreciate following the revaluation of the renminbi in the summer.

The improved ratio of risk to return on emerging countries’ bonds and
the low correlation with yields on other classes of financial assets made
such investments attractive. It is estimated that pension funds and insurance
companies in industrialized countries purchased around $14 billion of
foreign debt securities of emerging countries, 40 per cent more than in
2004; investment funds contributed a further $10.2 billion, compared with
$3.2 billion in 2004.
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INTERNATIONAL COOPERATION

International Monetary Fund financial assistance

In 2005 the International Monetary Fund approved fourteen financial
assistance programmes for a total of 8.9 billion SDRs, or $13.1 billion, of
which the main recipients were Turkey and Uruguay, which obtained
6.6 billion SDRs and 0.8 billion SDRs respectively. The IMF also granted
0.1 billion SDRs for emergency measures connected with natural disasters
in the Maldives and Sri Lanka and for post-war reconstruction in Haiti.

The stock of IMF loans declined considerably with respect to the peak
of 2002-03 and fell to the lowest level of the last twenty years. At the end of
April 2006 the stock amounted to 23.1 billion SDRs, 39 billion SDRs less
than at the end of 2004. The reduction was partly due to the early repayment
of loans by some major borrowers, such as Brazil and Argentina, which paid
off 10.8 billion SDRs and 6.7 billion SDRs respectively. More generally, it
reflected the extremely favourable economic conditions in emerging market
economies in the past two years, which reduced the demand for loans while
making the IMF’s terms appear less advantageous.

The geographical distribution of IMF financing remained highly
concentrated. At the end of March 2006 the five largest borrowers (in
order, Turkey, Indonesia, Uruguay, Ukraine and Serbia and Montenegro)
accounted for 86.8 per cent of outstanding loans.

The IMF’s revenues. — Under the present system, the IMF’s revenues
are strictly related to the amount of loans granted to member countries,
which fell sharply in 2005, and to the level of interest rates on SDRs. In
fact, the rate of charge on loans is set as a margin above the SDR interest
rate; the margin, which is set on a yearly basis, is intended to cover the
Fund’s operating expenses and ensure a profit for allocation to loan loss
provisions. The decline in the stock of loans made it necessary for the Fund
to raise its rate of interest, which stood at 4.85 per cent in the first quarter of
2006, 1.7 points higher than in 2004. Nonetheless, the IMF estimates that
its net revenue for the 2006 financial year, which it computes by deducting
operating costs from gross income, will be well below target and that losses
will be incurred in the years to come.



Faced with the decline in revenue, the Executive Board called on the
Fund’s departments to submit proposals for the 2007 budget hinging mainly
on a suspension of allocations to reserves and, to a smaller extent, on an
increase in the lending rate — even though this might encourage members
to repay more loans early — while temporarily reducing the interest paid on
members’ reserve positions. In the medium term, if the decline in the stock
of loans turns out to be structural, solving the IMF’s revenue problems will
require more drastic measures to reduce operating expenses. The Board
has not yet drawn up a strategy for the medium term, given its implications
not only for the present distribution of membership quotas, but also for the
amount of funds destined to the low-income countries. These questions
will be discussed at the Singapore meetings in September.

Structure and functions of the IMF

There has been a growing international debate in recent years
concerning the need for areform of the institutions created at Bretton Woods,
particularly the IMF, to adapt them to the newly globalized economy and
financial markets and to ensure better representation of the developing
countries whose growth and transformation have been most rapid. At the
meetings in Washington in September 2005 the Fund initiated a review of
its strategic priorities, intending to submit, by September of this year, a set
of reform proposals regarding its role in the international monetary system,
changes in the assistance mechanisms, financial and otherwise, member
countries’ quotas and voting rights.

The IMF and the international monetary system. — The basic task of
the Fund is to monitor the monetary, fiscal, financial and exchange rate
policies of its members and the international financial system as a whole.
At the meetings in April this year agreement was reached on the need for
a thorough review of its surveillance activity. The objective should be to
accord greater importance to multilateral and regional aspects and focus on
exchange rate regimes, policies and performance, while basing surveillance
of individual countries on principles of greater selectivity and simplification
with emphasis on major issues, such as better coverage of financial sector
problems and simplified procedures for countries whose economies are
more stable and not of systemic importance.

New mechanisms of assistance for member countries. — In response to
calls from several emerging countries the IMF has suggested introducing a
new insurance-type instrument with which to prevent capital account crises
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and encourage suitable economic reforms. The instrument would provide
a credit line, possibly for a substantial amount, to be drawn on in the event
of a crisis by emerging countries with sound institutions and underlying
economic conditions but vulnerable to sudden changes in expectations and
thus in the direction of financial flows.

The International Monetary and Financial Committee has asked the Fund
to examine the proposal in greater depth, not least in view of the difficulties
encountered in the past by a similar instrument, the Contingent Credit Line,
which was introduced in 1999 and abolished in 2003 for lack of use.

Urgent measures are also needed to adapt the Fund’s role in sovereign
debt restructuring by making the granting of loans conditional upon the
definition of a clear medium-term macroeconomic framework and reviewing
the Fund’s policy of lending into arrears.

In October 2005 the Policy Support Instrument was introduced for low-
income countries not in need of financial assistance but wishing to continue
to collaborate with the Fund on a regular basis. This instrument involves a
procedure similar to that of a normal financial assistance programme, but
without disbursement of a loan. Its purpose is to signal the Fund’s positive
assessment of the economic policies pursued by the country concerned to donor
countries, multilateral development banks and international financial markets.

In November 2005 the Exogenous Shocks Facility was introduced,
aimed at low-income countries affected by events outside the authorities’
control that impact negatively on the economy, such as a decline in the
prices of exported raw materials, natural disasters, or war in neighbouring
countries with serious repercussions for trade. The loan has a maximum
duration of two years and preferential conditions. The ESF places less
emphasis on programmes of broad structural reform, focusing instead on
specific actions to tackle the effects of the shock.

Reform of governance. — This issue was the subject of broad interna-
tional debate in 2005, it being widely recognized that if the Fund is to
retain legitimacy its governance structure must reflect the changes that
have occurred in the international context and ensure that all member
countries have proper representation. At the meetings in Washington in
April 2006 agreement was reached to increase the quotas of the countries
most under-represented in relation to their positions in the world economy
(China, Mexico, South Korea and Turkey). The Fund was asked to submit
proposals before the meetings in Singapore in September 2006. As regards
the Fund’s governing bodies, there is consensus on the need to extend
the Executive Board’s powers of strategic direction and oversight, and to
delegate certain non-essential operational functions to the management.



Poverty reduction initiatives and development finance

Poverty reduction. — The poor countries are still a considerable way
from achieving the Millennium Development Goals. According to recent
estimates the only goal that can realistically be achieved within the allotted
time is the reduction of poverty measured in terms of income.

The prospects of achieving the human development goals are not
encouraging, however. All the regions are behind with initiatives to reduce
infant mortality and with at least one other goal. Two regions, southern
Asia and, in particular, sub-Saharan Africa, are behind schedule on all the
Millennium Development Goals.

In view of the unsatisfactory results to date the international community
has reasserted its commitment to development. First, the advanced countries
confirmed their intent to increase the current volume of official aid so that
the target of 0.7 per cent of GNI can be reached by the end of 2015. The
developing countries, for their part, are called upon to take advantage of
the favourable cyclical phase to pursue economic policies more specifically
aimed at reducing poverty and to improve the quality of their institutions
and step up investment in infrastructure.

Close attention has been focused recently on governance in developing
countries, which is crucial for achievement of the Millennium Development
Goals. The additional financial commitments entered into by the donor
countries over the next years must go hand in hand with the adoption by
the beneficiary countries of principles of good governance and rigorous
administration.

Increased aid and debt cancellation. — In purely quantitative terms and
only insofar as the loans are current, debt cancellation constitutes a transfer
of resources to a poor country, similar to aid as an instrument of development
finance. The difference between debt cancellation and other forms of aid
resides in the implications in terms of incentives for the beneficiaries.

Excessive borrowing can jeopardize a country’s prospects of growth;
the burden of the debt can swallow all the expected benefits of investment
projects, discouraging them even when they do produce returns. At the
same time, one should not underestimate the attendant moral hazard,
which eventually could encourage excessive borrowing to the detriment
of countries whose debtor position is more balanced as a result of their
pursuing virtuous policies.

The international community has decreed that efforts should be
intensified on both fronts, taking steps to ensure the efficiency of both aid
and debt cancellation.
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Official aid granted by the OECD members to developing countries
amounted to $80 billion in 2004, equal to 0.26 per cent of the donor
countries’ GNI. This represented an increase on 2001 of 18 per cent in
real terms, while in relation to GNI the amount remained basically the
same. Early estimates for 2005 set aid at $106 billion, or 0.33 per cent of
donors’ GNI. Most of this increase was due to the cancellation of Iraq’s and
Nigeria’s debt, amounting respectively to $14 billion and $5 billion.

On the basis of the donor countries’ commitments, the OECD estimates
that the annual flow of aid in 2010 will amount to $130 billion. This
represents a $50 billion increase with respect to 2004, at least half of which
will go to Africa. The ultimate goal of each donor country is to raise its aid
to 0.7 per cent of GNI by 2015. All will need to make an exceptional effort
to keep faith with their commitments, especially countries with very tight
budget constraints or where official aid still represents a small proportion of
GNI. Italy is one such country, having disbursed $2.5 billion of aid in 2004,
equal to 0.15 per cent of its GNI. Estimates for 2005 point to a doubling
of development finance, to $5 billion and 0.29 per cent of GNI. Italy has
undertaken to raise this to 0.33 per cent in 2006.

In the area of debt cancellation the Heavily Indebted Poor Countries
initiative has been flanked by the Multilateral Debt Relief Initiative. The
latter involves the cancellation of some $50 billion of debt maturing over
the next 40 years that the poorest and most heavily indebted countries owe
to the International Development Association ($37 billion), the African
Development Fund ($9 billion) and the IMF ($3.4 billion).

The initiative hinges on two elements: first, the donor countries
undertake to repay the IDA and the ADF as the cancelled debts reach
maturity in order to preserve those institutions’ financing capacity; second,
the donor countries must guarantee that the resources are genuinely
additional, not funds raised to the detriment of amounts allocated during
the IDA’s and ADF’s periodical replenishments.



INCOME, PRICES AND THE BALANCE OF PAYMENTS

The gross domestic product of the euro area grew by 1.3 per cent in
2005, compared with 2 per cent in 2004. The growth gap with the other
main economies widened. The expansion in national demand was slower
than in 2004 (1.6 per cent as against 2 per cent). Curbed by the appreciation
of the euro in the first half of the year, export expansion also slowed, from
6.5 to 3.8 per cent; which was again well below the rate of increase in
world trade (7.3 per cent).

Output growth was higher than the area average in Spain (3.4 per cent),
about the same in France (1.2 per cent), lower in Germany (0.9 per cent)
and nil in Italy. The differences depended on trends in national demand,
which was lively in the first two countries, stagnant in the other two.

Given broad wage moderation, the expansion of economic activity
sustained employment, which rose by 0.7 per cent on average despite a
contraction of 0.2 per cent in Germany. In France and Italy employment
increased by 0.4 and 0.2 per cent respectively. The area-wide unemployment
rate came down to 8.6 per cent, reversing the upward trend that had started
in 2001. The employment rate for the population of working age rose to
63.4 per cent, still far below the target of 70 per cent that the Lisbon Agenda
set for the entire EU.

Consumer price inflation remained virtually unchanged in 2005 at 2.2
per cent. Excluding the most volatile items, it declined by 0.6 points to 1.5
per cent. The rise in energy prices was offset by slowdowns in administered
prices and in the prices of services.

After slowing in late 2005, euro-area GDP accelerated again in the
first three months of 2006, to grow by 0.6 per cent according to Eurostat’s
preliminary estimate. Qualitative indicators suggest that the pace will be
maintained in the second quarter. The leading international institutions
have revised their growth forecasts for the year upwards to about 2 per
cent. There is still uncertainty about the transmission of the external
cyclical impulse to national demand, especially household consumption.
The absence of domestic cost pressures is the basis for forecasts of stable
inflation, despite the risks connected with possible further rises in oil prices
and the appreciation of the euro.
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The Italian economy stagnated in 2005, falling further behind the rest
of the euro area and the world economy. In the five years from 2001 to
2005 the average rate of GDP growth was 0.6 per cent, nearly one point
a year below the area average. In per capita terms growth was practically
nil, as a result of a statistical increase in population in connection with the
regularization of immigrants.

The only sector in which value added grew in 2005 was services; in
industry it contracted again. The index of industrial production fell by 1.7
per cent. Between 2000 and 2005 it fell by more than 4 per cent overall and
by 8 per cent for industries that generate at least 40 per cent of their sales
abroad.

In terms of aggregate demand, as in the preceding years the stagnation
of economic activity was the result of weak domestic demand and persistent
difficulty in increasing export sales.

Household consumption was almost unchanged. The share of
disposable income saved, which is high by international standards, again
increased slightly, to 14 per cent.

Investment in houses increased by 6.2 per cent. As a ratio to GDP, it
was near the peak of the previous real-estate cycle. Contributory factors
included rising house prices and the protracted expansion of demand,
sustained by advantageous mortgage terms. Net of housing investment,
gross fixed investment diminished by 2.3 per cent. The low degree of
capacity utilization and the uncertainty about the course of demand worked
to counter the impulse imparted by favourable financial conditions, in terms
of both interest rates and self-financing.

Firms’ caution reflects the difficulties they faced in domestic and
export markets. Imports increased by 1.4 per cent in real terms in 2005
while exports stagnated, remaining more than three per cent below their
level in 2001. Measured at constant prices, Italy’s share of world trade
continued to decline, falling to 2.7 per cent, compared with 3.5 per cent
at the beginning of the decade. At current prices it remained essentially
unchanged at just under 4 per cent.

The difference in export performance by volume and by value may
signal a gradual shift in the composition of exports towards higher quality
and higher unit prices and the abandonment of standard products for which
the competition of the emerging economies is sharper. In some cases it
presumably reflects a renunciation of the defence of market shares in order
to widen short-term profit margins.

Between the end of 2000 and the end of 2005, Italy’s cumulative loss
of competitiveness came to 9 per cent on the basis of producer prices of
manufactures and to 30 per cent on the basis of unit labour costs, which were



affected above all by stagnant productivity. In 2005 value added per full-
time equivalent worker increased by 0.4 per cent but remained lower than in
2001. In the last five years labour productivity was curbed by a fall in total
factor productivity of about half a percentage point a year that reflected the
structural weakening of the economy: small firm size, insufficient use of
information and communication technology and inadequate improvement
in human capital. There remain substantial obstacles to competition that
decrease the opportunities for the growth of employment and productivity
and increase the costs of the firms most exposed to competition.

With the common European currency, the Italian productive system’s
difficulties in coping with the intense competitive pressures on domestic
and export markets translate more quickly into a worsening of the balance
of payments. In 2005 Italy’s trade surplus was eliminated, and the balance
on current account, which has been negative since 2000, worsened to 1.6 per
cent of GDP. In 1996 there had been a surplus of more than three points.

Consumer price inflation measured by the harmonized index eased
marginally to 2.2 per cent. The differential with the other euro-area countries
was eliminated, thanks in part to the decreased impact of rising oil prices.
Core inflation fell by 0.3 points, which was less than the area average, to 2
per cent. The gap widened owing to more unfavourable trends in domestic
Ccosts.

At the beginning of 2006 the Italian cyclical rebound appeared to be
in line with European trends. GDP growth accelerated in Italy as well in
the first quarter (to 0.6 per cent according to Istat’s preliminary estimate).
The modest rise in the index of industrial production estimated for April
and May suggests that the pace will be slower in the second quarter. The
latest assessments of international organizations and the leading private
forecasters put Italian growth in 2006 at almost 1.5 per cent, even after
discounting the restrictive effects of the expected budget adjustment
measures.

The latest indicators point to a modest recovery in consumption. There
appears to be only a slight improvement in the outlook for investment
according to ISAE’s cyclical surveys and the annual survey performed in
February by the branches of the Bank of Italy of industrial and service
firms’ investment plans for the year.
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ECONOMIC CONDITIONS

The euro area

In the first five years of this decade average annual GDP growth in the
euro area was 1.3 per cent per year, less than half the rate recorded in the
second half of the 1990s, while in the rest of the world it remained above 4
per cent. The gap reveals the euro-area countries’ delay in taking advantage of
the rapid progress of technologies and international integration, with adverse
effects on the growth of productivity. In 2005 GDP growth slowed to 1.3 per
cent, from 2 per cent in 2004, primarily because of less stimulus from foreign
demand. The shortfall with respect to estimated potential output widened.

The annual increase in euro-area exports of goods and services,
including intra-area flows, declined from 6.5 to 3.8 per cent in 2005. The
deceleration was pronounced in all the main countries, though somewhat
less so in France, and was due in part to the slight slowdown in world
trade and the lagged effects of the loss of competitiveness suffered in 2004
(Figure 1). The area’s overall share of world exports at constant prices
continued to diminish, falling to 17.6 per cent, compared with 20 per cent
in 2001.

Euro-area imports of goods and services, including flows between
member countries, slowed from growth of 6.7 per cent in 2004 to 4.6 per
centin 2005. There was a sharp acceleration in the second and third quarters,
coinciding with the recovery in the demand components, such as exports
and investment, that involve a higher proportion of imported inputs. In
France the marked expansion in imports caused net exports again to have
a strong negative impact on GDP growth. As in Italy, in the euro area as a
whole the negative effect was more limited; in Germany, by contrast, net
exports helped to sustain growth, although their contribution was smaller
than in 2004.

Euro-area household consumption increased by 1.3 per cent, breaking
off the gradual acceleration that had begun two years earlier. The average
annual increase in the first five years of this decade (1.3 per cent) was less
than half the rate recorded in the second half of the 1990s; in the previous
cyclical downturn, between 1988 and 1993, it was one percentage point
higher. The differences between the leading countries widened last year,
reflecting markedly disparate trends in disposable income.



Figure 1

INDICATORS OF COMPETITIVENESS
OF THE MAIN EURO-AREA COUNTRIES
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(1) Real effective exchange rate; an increase indicates a loss of competitiveness. — (2) Vis-a-vis 61 competitor countries. — (3) Vis-a-vis
24 competitor countries.

After accelerating in the second half of the year, euro-area gross fixed
investment grew again at an average annual rate of just over 2 per cent in
2005. The increase was again larger for investment in machinery, equipment
and transport equipment (3.2 per cent); the recovery of investment in
construction was dampened by a new, acute contraction in Germany. The
propensity to invest, measured by the ratio of total gross fixed investment
to GDP, rose slightly in the area as a whole, reaching 21 per cent for the
first time since 2001 (Figure 2). Together with the persistence of favourable
financing conditions and profitability, there was a sharp improvement in the
outlook for demand during the year. The ebbing of confidence that began
in the autumn of 2004, largely because of uncertainty about the intensity
of world economic growth, was overcome last summer as industrial firms
offered increasingly positive assessments of the short-term performance of
demand, especially foreign demand. The indicators of confidence continued
to improve in the first few months of 2006, reaching the highest levels of
the last five years.
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Figure 2

RATIO OF GROSS FIXED INVESTMENT TO GDP
IN THE MAIN EURO-AREA COUNTRIES AND THE UNITED STATES

(chain-linked volumes, annual data; percentages)
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GDP growth in the euro area gradually strengthened during 2005,
reaching an annualized rate of 2.8 per cent in the third quarter, higher than
the estimated potential rate. It slackened once more towards the end of the
year as a result of the stagnation in Germany and Italy and the slowdown
in France.

More recent data point to a strengthening of cyclical conditions.
According to preliminary estimates, in the first quarter of 2006 GDP grew
by 0.6 per cent compared with the previous quarter both in the euro area
as a whole and in Italy, with a more moderate increase in France and
Germany. The recovery in the confidence of firms and, to a lesser extent,
households has intensified everywhere since the start of the year. In the
first four months the EuroCOIN coincident indicator of the euro-area
business cycle, which provides an estimate of GDP growth adjusted for
short-term fluctuations, remained broadly in line with long-term levels
(Figure 3).



Figure 3

EUROCOIN INDICATORS
OF THE EURO-AREA BUSINESS CYCLE AND GDP
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Italy

Economic activity

Output stagnated in 2005, as in 2003 (in 2004 GDP had grown by
1.1 per cent; Table 4). In the five years 2001-2005 average annual GDP
growth fell to 0.6 per cent (0.1 per cent in per capita terms), just over one
third of the rate in the rest of the area and scarcely half the rate during
the previous cyclical downturn between the peak of 1988 and the trough
of 1993. Growth is impaired by the fact that Italian exporters find it
increasingly difficult to benefit from the rapid expansion in world trade,
owing to structural factors that hinder both the reorientation of supply
towards technologically more advanced sectors and the improvement
of the productive system’s organizational and innovative capacities.
The uncertain outlook made households and firms more cautious about
increasing their spending plans, which were flat as a whole in 2005. As
in the rest of the area, cyclical conditions improved during the year; GDP
growth, which had been negative in the first half, turned positive in the
second (1.2 per cent on an annualized basis) as exports and domestic final
demand picked up.

After faltering again in the final months of 2005, industrial production
rose by 1.5 per cent in the first quarter with respect to the previous quarter,
coming into line with the trend in the rest of the area; this stimulated GDP
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Table 4
ITALY: RESOURCES AND USES OF INCOME

Asa 2004 2005
percentage
of GDP Percentage Contibution Percentage Contibution
(\I/Zi(r)ggs changes to GDP changes to GDP
at growth growth
previous- | Chain- (chain- | Chain- (chain-
year linked | Deflators | linked linked | Deflators |  linked
prices) | volumes volumes) | volumes volumes)
Resources
GDP e - 1.1 2.9 - 2.1 -
Imports of goods fob and services (1) ... 25.0 25 4.2 -0.6 1.4 7.7 -0.3
of which: goods ..........cccccceveeiieeinnans 19.9 3.3 5.0 -0.6 -0.1 8.7
Uses
National demand ..........cccccceeriivennnnen. 99.6 0.9 2.9 0.9 0.2 2.6 0.2
Consumption of resident households ... 58.3 0.6 2.6 0.3 0.1 2.3
Consumption of general government
and non-profit institutions
serving households ...........ccccoeeeens 20.4 0.6 4.2 0.1 1.2 3.2 0.2
Gross fixed capital formation.............. 20.5 2.2 3.2 0.4 -0.6 25 -0.1
machinery, equipment and
transport equipment .................... 10.1 3.5 22 0.4 -1.5 1.1 -0.2
intangible assets ........................ 0.9 0.9 0.1 . 2.5 2.7 .
CONSHUCHON ... 9.6 0.9 4.6 0.1 0.5 3.9 0.1
Change in stocks and valuables (2) .... 0.3 0.1 0.1
Exports of goods fob and services (3) .... 254 3.0 4.2 0.7 0.3 5.7 0.1
of which: goods ..........cccccceeencieiencnnns 20.3 2.8 4.5 0.6 -0.8 6.6 -0.2
Net exports ......oooveeiiieeeeen 0.4 0.1 -0.3

Source: Istat, national accounts.
(1) Includes residents’ expenditure abroad. — (2) Includes statistical discrepancies. — (3) Includes non-residents’ expenditure in Italy.

growth, which, according to preliminary data released by Istat, rose to
0.6 per cent after stalling in the fourth quarter of 2005. Industrial activity
has continued to strengthen in the most recent months, albeit moderately
by comparison with the sharp recovery in confidence displayed by firms
(Figure 4).

Household consumption

After slowing in 2004, the growth in household consumption basically
ceased in 2005 (Table 5). Its average annual growth from the start of the
decade was 0.5 per cent, nearly one percentage point lower than in the
previous cyclical downturn.



Figure 4

INDUSTRIAL PRODUCTION, DEMAND AND STOCKS
(moving averages for the three-month period ending in the reference month)
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The fresh deceleration in consumer households’ disposable income
played a part. Istat has not yet released accounts of the institutional sectors
consistent with the new national accounts. According to Bank of Italy
estimates, in 2005 the growth in disposable income declined from 0.9 to
0.2 per cent in real terms and from 3.5 to 2.5 per cent at current prices.
Taking into account the monetary erosion of net financial assets caused by
expected inflation, households’ purchasing power diminished by 0.2 per
cent; in the last five years it expanded by 0.8 per cent per year, in line with
its markedly low rate during the previous cyclical downturn.
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Table 5
ITALIAN HOUSEHOLD CONSUMPTION

(chain-linked volumes, except as indicated; percentage changes)

% share % share
in 2000 in 2005
(volumes at | (volumes at| 2002 2003 2004 2005
previous- previous-
year prices) | year prices)
Non-durable goods ...........ccccceviiiiiiiicienen. 31.0 30.6 0.6 1.6 -0.5 0.7
of which: food and beverages ...... 15.3 15.1 -0.1 1.0 -0.5 1.8
Semi-durable goods ...........cccceeeee. 12.4 11.0 -1.1 -1.5 -1.5| -37
of which: clothing and footwear 9.0 7.8 -1.3 -1.5 22| -4.9
Durable goods ........ccocceeiiiiiiiiiieeeeece e 11.3 10.2 -0.9 0.1 5.2 0.6
of which: furniture and furnishings .............. 3.4 3.0 -1.0 -2.0 08| -3.0
electrical household appliances
and repairs............cceceeeveeeenenns 1.2 1.1 -2.1 3.9 34| -1.9
audio-visual, photographic,
computer and telephony
EQUIPMENT .......oveeeeeeaiieeeaenenns 1.9 1.8 1.4 5.9 19.1| 10.3
transport equipment .................... 4.3 3.9 -1.4 -0.2 4.1 -0.7
SEIVICES it 45.2 48.2 -0.1 0.6 1.0 0.2
of which: hotel and restaurant .................... 9.4 9.7 -1.7 -0.8 -0.2 0.5
communication ...........cceeeeeevvenn. 2.1 2.2 7.3 54 3.3 2.6
recreational and cultural .............. 26 2.6 0.3 -0.4 9.3| -1.3
healthcare .........cccovvueveeeveeccnenn. 1.8 1.6 -0.4 -1.2 -04| -1.7
Total domestic consumption ... 100.0 100.0 -0.1 0.6 0.7| -0.1
Residents’ consumption abroad .................... (1) 1) 55| 103 -6.0 6.8
Non-residents’ consumption in ltaly .............. (1) (1) -4.5 -4.7 12| -0.8
Total national consumption ... - - 0.2 1.0 0.5 0.1
Memorandum item:
Deflator of national consumption ................ - - 2.9 2.8 2.6 2.3
Source: Istat, national accounts.
(1) Residents’ consumption abroad and non-residents’ consumption in Italy amounted in 2000 to 1.6 and 4.2 per cent, respectively, of
total domestic consumption; in 2005 the corresponding figures were 1.7 and 3.5 per cent.

Households’ propensity to save rose for the fifth successive year, from
13.9 to 14 per cent (it had been 12.5 per cent in 2000). Measured on the
basis of income adjusted for the expected monetary erosion of net financial
assets, the propensity to save declined slightly to 11.6 per cent (compared
with 10 per cent in 2000). Net new saving of €134 billion, together with the
revaluation of financial assets and, to a greater extent, real estate, buoyed
household wealth. On the basis of the revisions to the national accounts, at
the end of last year household wealth was nine times the gross disposable
income of consumer households.

In 2005 private-sector gross disposable income slowed from 3.5 to
1.9 per cent growth at current prices and contracted by 0.4 per cent in real
terms. The growth at current prices for the household sector alone was
smaller, reflecting the decrease in undistributed profits of enterprises,
above all sole proprietorships. The propensity to save of the private sector



as a whole declined slightly for the first time since the end of the 1990s.
The national saving rate fell by 0.6 percentage points, returning to its 2003
level (Table 6).

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

Table 6

Average | Average | Average

1981-1990 | 1991-2000 | 1996-2005| 2002 | 2003 | 2004 | 2005

General government saving ................. -6.2 -3.3 -0.1 0.3 -0.9 -0.4 -0.5
Private sector saving ...........cccceeeeenne 28.3 245 212 20.8| 210 21.0| 205

of which: consumer households ........ 21.8 14.4 10.3 9.1 9.4 9.5 9.6
Gross national saving .........cccccceeevveniene 221 21.2 211 21.1| 20.1| 20.6| 20.0
Gross investment ........ccccoeiiiiniinnnns 23.0 20.3 205 21.4| 210 21.1| 211

Memorandum item:

Balance of current account transactions
with the rest of the world .................... -0.9 0.9 0.6 -0.3 -0.9 -0.5 -1.1

Sources: Based on Istat and Bank of Italy data.

The persistence of consumer caution also emerges from households’
opinions regarding their personal prospects and the national outlook.
According to the ISAE surveys, the climate of confidence fluctuated during
2005: a steady weakening in the first part of the year was followed by a
rapid recovery until the autumn, when a fresh deterioration ensued. The
signs of uncertainty continued into the first few months of 2006, with the
index fluctuating upwards but remaining well below the values recorded in
previous cyclical expansions (Figure 5).

Demand for semi-durable goods declined more sharply than in 2004,
falling by 3.7 per cent. The contraction was especially large in the clothing
and footwear sectors, which continue to account for a significant share of
domestic supply. In five years semi-durable goods fell from 12.4 to 11 per
cent of total household consumption, the largest decrease among the main
expenditure items. The stimulus deriving from durable goods, which had
been particularly strong in 2004, faded abruptly: the further increase in
the high-tech-goods component was countered by a drop in spending on
furniture and transport equipment. Consumption of services, whose share
of the total in the new national accounts was revised up by 4 percentage
points to 48.2 per cent, also slowed, growing by 0.2 per cent, compared
with 1 per cent in 2004. It was curbed by the modest size of the increase
in the transport and communications sector and the fall in spending on
recreation and culture. In contrast with the trend, there was a moderate
recovery in consumption of non-durable goods, especially food products;
their contribution to total household consumption was positive by 0.2
percentage points.
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Figure 5

CONSUMPTION, REAL INCOME
AND CONSUMER CONFIDENCE IN ITALY
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(1) Chain-linked volumes; percentage changes on previous year. — (2) Percentage changes 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.

Investment

After turning upwards in 2004, gross fixed investment declined by 0.6
per cent in 2005 (Table 7). Excluding residential building, it fell by 2.3 per
cent. The contraction in investment was especially sharp for the machinery,
equipment and transport equipment component, which fell by 1.6 per cent
after showing an increase of 3.3 per cent in 2004.

Despite the persistence of low financing costs in the credit market,
investment plans were held in check by the deterioration in profitability
and, above all, by the existence of substantial spare capacity. The average
capacity utilization rate was the lowest in the last six years (Figure 6),
marking a new historic low in industries in which exports account for a
substantial share of turnover. Net of depreciation, fixed investment fell
by 7.2 per cent, after the slight increase of the previous year, but still
remained close to the level recorded at the peak of the previous cyclical
expansion.



Table 7
FIXED INVESTMENT IN ITALY
(chain-linked volumes, except as indicated; percentage changes and percentages)

% composition
in 2005
(volumes at
previous-year
prices)

As a percentage of GDP (1)

Percentage change (volumes at previous-year prices)

2003 2004 2005 2000 2003 2005

Construction 46.6 1.4 0.9 0.5 8.5 9.3 9.6
residential 208 22| 28 6.2 3.7 3.9 4.3
OtNEI oo 25.8 08| -04| -36 4.8 5.4 5.3

Machinery and equipment .................. 40.2| -2.3 44, -0.8 8.6 8.3 8.2

Transport equipment .........ccccceeeenenn. 9.0| -11.4| -03| -4.6 21 2.0 1.9

Intangible assets ..........cccccciiiiiinnn. 42| -3.0 09| -25 0.9 0.9 0.9

Total gross fixed investment .......... 100.0| -1.7 22| -0.6 20.2 20.6 20.5

Total excluding residential buildings ... - -25 20| -23 16.4 16.7 16.2

Total excluding construction................ - -441 33| -16 11.6 11.2 11.0

Total net fixed investment (2) ......... - -10.4 1.2 -7.2 6.6 6.2 5.8

Source: Istat, national accounts.
(1) Rounding may cause discrepancies in totals. — (2) Net of depreciation.

The steep decline in investment between mid-2004 and the start of
2005 was followed by a recovery in the middle months of the year and
then a fresh decline in the last quarter —1.7 per cent compared with the
third quarter). According to the ISAE surveys, after deteriorating sharply
during the winter the climate of confidence among firms stabilized and
then showed a marked improvement. However, businesses’ assessments of
demand were more cautious, reflecting a new onset of uncertainty towards
the end of 2005. In the spring of this year both the current and the expected
level of orders became more favourable.

In the first half of the decade non-construction investment grew at a very
modest rate (0.4 per cent per year). The abrupt slowdown by comparison with
the second half of the 1990s (4.9 per cent) was consistent with the weakening
of demand. In 2005, however, the ratio to GDP of such investment remained
unchanged with respect to five years earlier (11.6 per cent), while that of
total investment rose slightly (20.9 per cent; Figure 2).

Investment in construction slowed again, from annual growth of 1 per
cent to 0.6 per cent, owing entirely to the large drop in non-residential
construction. This was due in part to the sharp reduction in civil engineering
projects (primarily public works), after two years of expansion. According
to the semi-annual survey of about 480 construction firms conducted by
Bank of Italy branches in February and March of this year, in 2005 output
of public works fell by an average of nearly 2 per cent in real terms, after
growing by 3.5 per cent per year between 2002 and 2004.
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Figure 6

CAPACITY UTILIZATION RATE, TREND OF INDUSTRIAL PRODUCTION

AND ECONOMY-WIDE INVESTMENT IN ITALY
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(1) Chain-linked volumes. Indices, 2000=100. — (2) Average of seasonally adjusted differences between the percentage of positive
replies (“increasing”) and negative replies (“decreasing”) to ISAE business opinion surveys regarding the 3-month trend of production.
Indices, 2000=100. — (3) Average of Bank of Italy’s indicators (Wharton) and ISAE indicators for industrial sectors. Indices, 2000=100.
Right-hand scale.

Investment in residential building expanded by 6.2 per cent, almost
twice as fast as in 2004, and rose to 4.2 per cent of GDP, just below its level
at the peak of the previous real-estate cycle in the early 1990s. This was
partly a consequence of the rapid growth in demand, which has persisted
for a decade, although there are recent signs of its easing. With mortgage
loan conditions remaining advantageous, in 2005 the number of housing
units sold reached a six-year high, growing by 3.6 per cent, compared with
5.5 per cent in 2004. Property prices increased by 7.6 per cent in real terms,
compared with 6.3 per cent in 2004.

Exports and imports

Exports. — After recouping some ground in 2004, last year exports
of goods and services grew by a mere 0.3 per cent, by far the smallest
increase among the main European countries (Table 8). From 2000 Italian
exports have fallen by an average of 0.6 per cent per year, compared
with an average annual increase of 5.3 per cent in world trade and of 3.7
per cent in the exports of the other euro-area countries. During 2005 the
performance of Italian exports fluctuated: the rise in April-June, the first in
three quarters, was followed by a fall in the third quarter and a recovery in
the fourth. According to the latest indicators, the recovery appears to have
strengthened in the early part of this year.



Table 8
ITALY’S EXPORTS AND IMPORTS OF GOODS AND SERVICES

(percentage changes on previous year, except as indicated)

2003 2004 2005

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

Exports (1)

At current prices ........cccceeiieenne -16| 14| 16| 74| 69| 73| 57| 71 6.0

Chain-linked volumes .... 23| 29| 24 2.8 3.9 3.0 -0.8 4.6 0.3

Deflators .......cccocveviiiiiiiiiieinne 07| 15| 09| 45| 28| 42| 66| 24| 57
Imports (2)

At current prices ........cccceeviueeenne 01| -09| -01 84| 0.5 6.8 8.6| 11.7 9.2

Chain-linked volumes ............... 0.5 19| 08| 83| -04| 25| -01 7.5 14

Deflators .......cccocvveviiiiiiiieinne -04| -28| -09| 50| 09| 42| 87| 38| 77

Exports/imports
At current prices (% ratio) ......... 103.7| 96.8(102.3(102.8|102.9102.8 {100.1| 98.7| 99.8
Chain-linked volumes (% ratio) ..| 98.8| 91.6| 97.3| 98.4| 95.6| 97.8| 97.7| 93.0| 96.7
Term of trade (indices,

2000=100) ...cevvvrereerreeaeens 105.0 [105.6 |105.1 |104.5|107.7 | 105.1 | 102.4 | 106.2 | 103.2
Contribution of net exports to
real GDP growth (3) ............ -0.6| -02| -08| -0.1|\ 02| 01| -0.1| -0.1| -0.3

Source: Istat, national accounts.

(1) Includes non-residents’ consumption in Italy. — (2) Includes residents’ consumption abroad. — (3) Percentage points.

The weakness of Italian exports reflects the structural factors
underlying the unsatisfactory trend in productivity and the model of
product specialization, which is still tilted towards low-tech sectors
where the competition of emerging countries is greatest and the growth in
world demand slowest. As a consequence, Italian exporters are finding it
increasingly difficult to satisfy the robust demand originating from Italy’s
main outlet markets (Table 9).

Between the end of 2000 and the end of 2005 the price competitiveness
of Italian goods, measured on the basis of the unit labour costs of
manufactures, declined by 30 per cent, of which less than a third is
attributable to the nominal effective appreciation of the euro. In the same
period the competitiveness of French goods worsened by only 10 per cent
and that of German goods actually improved by almost 3 per cent (Figure 1).
The more unfavourable trend for Italy prevalently reflects the long-term
deterioration in Italian industry’s efficiency and ability to adapt to new
technologies. A symptom of this is the structural decline in total factor
productivity in nearly all sectors of Italian industry since the mid-1990s.

The widening gap in costs was not offset by Italian firms’ export
pricing policies. Prices applied in foreign markets increased more than
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Table 9

EXPORTS AND IMPORTS OF GOODS AND SERVICES
OF THE MAJOR EURO-AREA COUNTRIES AND INDICATORS
OF DEMAND AND COMPETITIVENESS
(chain-linked volumes, percentage changes on previous year)

2001 2002 2003 2004 2005
Germany
Imports of goods and services ............. 1.2 -1.4 5.1 7.0 5.3
Exports of goods and services ............ 6.4 4.2 2.4 9.3 6.3
Outlet markets (1) ..ccovveeiieiiiiiiieeee 1.0 1.9 2.9 7.5 5.3
Indicators of competitiveness (2)..........
overall ... 2.7 1.5 6.7 0.2 -0.4
EXPOIT e 2.7 1.9 71 0.3 -0.7
[110] oo SRR 2.6 1.1 6.2 . -0.2
France
Imports of goods and services ............. 2.2 1.7 1.1 6.6 6.1
Exports of goods and services ............ 2.5 1.5 -1.2 3.9 3.1
Outlet markets (1) ..ocoevveeiieeeiiiiieeeee 1.0 1.4 3.5 7.5 5.2
Indicators of competitiveness (2)..........
overall ......cocoeviiiiiiii e 0.7 1.8 4.9 0.6 -1.7
EXPOIt oot 0.8 2.2 5.6 0.7 -2.0
IMPOME et 0.6 1.4 4.2 0.4 -1.4
Italy
Imports of goods and services ............. -0.2 -0.5 0.8 2.5 1.4
Exports of goods and services ............ 0.5 -4.0 -2.4 3.0 0.3
Outlet markets (1) ..oooevevieeienieee 1.1 1.5 3.5 7.9 5.6
Indicators of competitiveness (2)..........
overall ... 1.3 2.2 5.3 1.2 -1.0
EXPOIT oot 1.3 2.7 6.3 1.4 -1.3
IMPOIT L 1.2 1.7 4.3 0.9 -0.8
Spain
Imports of goods and services ............. 4.2 3.9 6.0 9.3 71
Exports of goods and services ............ 4.0 1.8 3.6 3.3 1.0
Outlet markets (1) ..ccoveeeiieeiiciicieene 1.1 1.0 2.6 7.0 4.9
Indicators of competitiveness (2)..........
overall ..., 1.2 24 4.3 1.8 0.4
EXPOIT et 1.1 2.8 4.9 1.9 .
[110] 0o S USRRR 1.2 21 3.8 1.7 0.7

Source: Based on national statistics.

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




those of goods sold on the domestic market, indicating that firms sought to
defend profit margins in connection with improved demand conditions but
also made greater efforts to ameliorate product quality, especially in non-
traditional sectors.

Italy’s share of world merchandise exports at constant prices has fallen
from 4.6 to 2.7 per cent since 1995. The export performance is less negative
when measured at current prices, the share having fallen from 4.6 per cent
in 1995 to 3.7 per cent in 2005.

In 2005 the volume of exports of machinery and equipment declined
and there was a further contraction, as in the four previous years, in that of
both textile products and clothing and leather products and footwear. Foreign
sales of furniture also decreased. By contrast, positive contributions to
exports in volume terms came from refined petroleum products, chemicals,
and basic metals and metal products.

Table 10

ITALIAN EXPORTS AND IMPORTS CIF-FOB
BY MAIN COUNTRIES AND AREAS: VALUES AND INDICES

OF AVERAGE UNIT VALUES (AUV) AND VOLUMES (1)
(percentage composition and percentage changes on previous year; indices, 2000=100)

Exports Imports

2004 2005 2004 2005

% com-| % |%com-| ch;/; o | %com-| o % |%com-| ch;/; o
position | °y change | position | °9 ing position | °g change | position | °g ing

of values|> 5 190| in  |of values|~ & 97 of values|- a1 95| in [of values| " &9
in 2004 | AYV volumes| in 2005 | AVY "°'t‘2";es in 2004 | AUV \olumes| in 2005 | AVY "°'t‘2";es
EU countries ....... 600 45| 17| 59.2| 55| -1.2| 60.4| 40| 24| 57.8| 52| -13
EU-15 countries ...| 54.2| 44| 23| 53.4| 52| -1.1| 56.5| 4.1 18| 535| 53| -25
France .............. 124| 4.7 21| 124| 57| -0.3| 11.0| 4.7| 0.2| 10.0| 48| -52
Germany ........... 13.6| 3.6| 07| 13.3| 32| -0.5| 18.0| 36| 4.3| 17.3| 3.7 0.9
United Kingdom . 71| 53| 29 6.5| 4.0| -6.9 4.3 0.7| -4.1 4.0| 58| -4.8
Spain ................ 73| 57| 37 7.5| 64 2.1 4.7 4.1 0.1 42| 69| -83

New EU countries.| 58| 52| -40| 58| 83| -23| 39| 26|13.0| 44| 56| 142

Non-EU countries | 40.0| 3.9| 49| 40.8| 83| -0.8| 39.6| 6.1| 53| 42.2|14.6 0.9

China ................ 1.6| 25| 125 1.5|10.2| -58| 4.1| 1.4|220| 4.6| 1.9| 175
Japan ............... 1.5| 62| -5.7| 15| 79| -3.0 1.9| 05| 4.2 1.6| 1.1| -10.8
DAEs (3) ........... 32| 16| 25| 30| 75| -6.0| 26| 44|11.2| 27| 4.0 6.5
Russia .............. 1.7| 3.1124.8| 20| 59| 153| 34| 68| 11.2| 38|29.7| -6.2
United States ... 79|-0.7| 29| 8.0|10.1| -33| 35| 25| -50| 35| 9.0| -1.7

Total ....[{100.0| 4.2| 3.0(100.0| 6.6| -1.0/100.0| 4.8| 3.6/100.0 9.0| -0.5

Source: Based on Istat data.

(1) The change in values for EU countries and the total is calculated on the basis of data corrected for the estimated of transactions
measured annually and taking account, in view of past experience, of delays in submitting tax declarations. — (2) For EU countries,
changes in volumes for 2005 are calculated on the basis of deflated AUV data. — (3) Dynamic Asian economies: Hong Kong, Malaysia,
Singapore, South Korea, Taiwan and Thailand.
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Italian exports to other EU countries fell more steeply than those to
the rest of the world (Table 10). They declined in Germany and France
by 0.5 and 0.3 per cent respectively, and more sharply still in the United
Kingdom (6.9 per cent). The volume of sales also diminished in the ten
new members of the EU (-2.3 per cent), owing to a fall both in electrical
equipment and precision instruments and in transport equipment. Exports
to non-EU countries contracted in 2005 in all the main markets except
Russia, where they grew by 15.3 per cent.

Imports. — The annual increase in imports of goods and services eased
from 2.5 to 1.4 per cent in 2005, primarily reflecting the smaller stimulus
deriving from domestic demand and from exports. The contribution of net
exports to the change in GDP was negative by 0.3 percentage points in
2005; in the first half of the decade it was negative by an average of 0.4
points each year.

While Italian imports from the rest of the EU declined, those from
non-EU countries rose slightly, mainly as a consequence of purchases
from China, which increased by 17.5 per cent, and, to a lesser extent, from
the other emerging economies of Asia. Imports from China rose from 4.1
per cent of the total value of Italian imports in 2004 to 4.6 per cent in
2005. China confirmed its place as Italy’s leading supplier of manufactures
outside the EU, while for Germany and France the leading non-EU supplier
remains the United States.



THE STRUCTURE OF ITALIAN DOMESTIC SUPPLY

Economic sectors and value added

Total value added at factor cost was held down by the 2.3 per cent
reduction in that of industry excluding construction, recording zero growth
in real terms in 2005 (Table 11). During the long period of economic
weakness beginning in 2001, industrial value added declined by 1 per cent
per year. In manufacturing the fall was sharper, 1.3 per cent per year (2.2
per cent in 2005). The very poor performance of traditional manufacturing
industries was confirmed with contractions of 8.9 per cent in textiles and
clothing and 11.7 per cent in hides and leather products. Value added
growth in construction slowed significantly to 0.7 per cent, compared with
2.8 per cent in 2003 and 2004.

In the service sector value added rose by 0.8 per cent, as in 2004. In
transport and communications it increased by 3.7 per cent, confirming the
positive trend of previous years. In monetary and financial intermediation
it increased by 2 per cent, which was slightly more than in the past. In
wholesale and retail trade it grew at the modest pace of the previous
year; in business services it declined for the third consecutive year.

The gross primary energy requirement increased by 1 per cent, down
from 1.5 per cent in 2004. Domestic energy production contracted by 4.2
per cent while net imports rose by 0.7 per cent. The energy intensity of
GDP rose by 1 percentage point, continuing the upward trend that began
in 2003.

The balance between new entries and deletions in the Chamber of
Commerce register of non-farm companies was positive by nearly 90,000,
about the same as in 2004. By the end of the year the number of businesses
registered had risen by 1.3 per cent. Net new business creation was positive
in all geographical areas. As in recent years, it was faster in the South (1.6
per cent). About one quarter of businesses are owned by women, slightly
less than in 2000.
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Table 11
VALUE ADDED AT FACTOR COST IN ITALY

2004 2005 Percentage changes
Current prices ?halr € | Current prices ?halr e Czﬁgl:_rl:;k:d Deflators
(millions Oa(\j’:el:f (millions Oa(\j’:elée
of euros) (%) of euros) (%) 2004 | 2005 | 2004 | 2005
Industry ..o 329,316 27.3| 328,654 26.7| 16| -1.7| 3.2| 1.5
Industry excluding
construction ....................... 258,197 21.4 254,162 20.7| 13| -23| 25| 0.8

Mining and quarrying ........ 4,814 0.4 4,877 04| 14| -1.7| 32| 3.0

Manufacturing ..........c.c...... 229,112 19.0| 224,687 18.3| 0.8| -22| 3.0 0.2

Production and distribution

of electricity, gas, steam
and water .........c...cc..... 24,271 2.0 24,598 20| 65| 41| 14| 57
Construction ..................... 71,119 5.9 74,492 6.0 28| 0.7| 53| 4.1
Services .......cocceeiiiieiieeeen, 847,525 70.0| 870,635 70.8| 0.8| 0.8| 2.8| 1.9
Wholesale and retail trade,

FEPAIMS .eeveeeeerierieieeeniene 141,805 11.7| 141,997 115 04| 03| 05| -0.2
Hotels and restaurants ......... 45,794 3.8 47,832 39| 16| 28| 41| 16
Transport, storage and

communication services ... 93,346 7.7 96,957 79| 18| 37| 25| 01
Financial intermediation

Services (1) wooeeveeriveieennns 55,386 4.6 55,200 45| 17| 20| -04| -2.3
Services to businesses and

households (2) .................. 264,164 21.8| 273,375 222| -06| -0.3| 54| 3.7
Public administration (3)........ 76,722 6.4 78,758 6.4| -0.3| -0.3| 6.4 3.0
Education .......cccceeecveeviieene 58,191 4.8 61,120 50(-11| 17| -0.7| 3.3
Health and other social

SEIVICES oiveeieiiieeeiieeeais 66,334 5.5 69,138 56| 24| 19| 46| 23
Other community, social and

personal services .............. 34,377 2.8 34,337 28| 86| -3.1| -6.5| 3.1
Private households with

employed persons ............ 11,406 0.9 11,921 1.0| 45| 2.0| 2.0| 25

Agriculture (4) .....cccocvvieennenne 32,504 2.7 30,995 25(13.6| -2.3| 95| -24
Total ..... 1,209,345 | 100.0| 1,230,284 | 100.0| 1.3| 0.0| 2.5| 1.7

Source: Istat.

(1) Includes insurance and pension funds. — (2) Real estate, rentals, computers, research and other professional and business
services. — (3) Includes defence and compulsory social security services. — (4) Includes forestry and fishing.

The productivity decline

The growth in Italian labour productivity, which had averaged more
than one per cent a year in the second half of the 1990s, came to a halt in
the first five years of the new decade, compared with gains of 1.1 per cent
in France and 1.2 per cent in Germany. The decline affected most branches
of the Italian economy (Figure 7). Productivity fell by 0.8 per cent per
year in manufacturing industry, 1.8 per cent in business services, 1.9 per
cent in distribution and hotels and 0.1 per cent in monetary and financial



intermediation. In France and Germany, meanwhile, it rose by 2.4 per cent
and 3.7 per cent respectively in industry excluding construction and by 0.9

and 0.3 per cent in the service sector.
Figure 7

GROWTH OF LABOUR PRODUCTIVITY BY ECONOMIC SECTOR

(annual averages, percentages)
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Source: Istat, Contabilita nazionale.

Innovation is decisive for the growth of productivity. Italian spending
on R&D was 1.1 per cent of GDP in 2003, slightly less than in 2002 and
significantly less than in France (2.2 per cent), Germany (2.5 per cent) and
the European average (1.8 per cent). The gap is especially wide in business
R&D spending.

The lack of innovative capacity does not depend chiefly on product
specialization but on the small size of Italian firms. Small firms have less
propensity to innovate, and this is reflected in lower productivity growth.
According to Istat’s company accounts system, between 1998 and 2003
productivity growth in firms with fewer than 20 workers was considerably
less, in all branches, than in larger firms. In manufacturing, moreover,
there was an increase in the share of total employment accounted for by
those smaller firms, where productivity is structurally lower. In the private
non-financial service sector, larger firms succeeded in increasing both the
total number of man-hours worked and, albeit marginally, their level of
productivity, but not enough to offset the decline among small firms.

Productivity and competition in the service sector

Substantial barriers to competition keep the European economies
from making the most of the opportunities that the service sector offers for
employment and productivity growth. According to the OECD, the share
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of persons employed in services rose appreciably in all European countries
between 1980 and 2002, when it reached 66.2 per cent in Italy, 74.9 per
cent in France, 69.7 per cent in Germany, and 69.2 per cent in the euro area.
The share is nonetheless still significantly lower than in the United States
(78.8 per cent; Figure 8). The gap is especially wide in public and personal
services (27.5 per cent in Italy, 29.4 per cent in the euro area, 32.3 per cent
in the United States) and in financial intermediation (2.7 per cent in Italy,
3 per cent in the euro area and 4.4 per cent in the United States).

Figure 8
SHARE OF EMPLOYMENT IN THE SERVICE SECTOR, 1980-2002 (1)
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Sources: OECD, Stan database; ECB, Competition, productivity and prices in the euro area service sector, 2006.
(1) For the United States, data are for 1980 and 2001.

The smaller incidence of the service sector is accompanied by a
productivity growth gap. Since the mid-1990s the gains in productivity in
services have been especially rapid in the United States and modestin Europe
(Table 12). The difference is greatest in the sectors where information and
communications technology has radically changed production processes,
such as retail and wholesale trade and financial intermediation. The gap is
particularly wide for Italy, where the growth in productivity since the mid-
1990s has been practically nil.

Sharper competition in Europe would help to improve efficiency
in the service sector, speeding up the introduction of new technologies,
the resulting reorganization of production and the entry of more efficient
competitors. Despite the progress made in the 1990s, there is still ample
scope for increasing competition in many service industries.

Resistance to liberalization was manifest during the drafting of the EU
directive on services, whose innovative content was progressively diluted



in the course of its legislative passage. Liberalization policies remain
primarily under the discretionary powers of national governments.
Table 12
GROWTH OF LABOUR PRODUCTIVITY
IN THE SERVICE SECTOR (1996-2003) (1)
(annual averages, percentages)

German Spain France Ital United | Euro area gg&zg
v P 4 Kingdom (2 @)
Market services ...........c.ccccevvnnenn 1.24| -0.17 0.70 0.00 0.67 0.68 3.23
Wholesale and retail trade, hotels
and restaurants .........cccoeeeereeeeennn. -0.28| -0.37 0.80| -0.50 2.19 0.21 5.18
Transport and storage ...................... 1.51 0.83 0.96 0.05| -0.84 0.72
Post and telecommunications .......... 14.75 5.00 7.67| 10.95| -4.96 417
Monetary and financial
intermediation ..........cccociiiiiiiiiens 3.53 1.56 1.81 0.76| -1.54 2.50 5.16
Real estate, rentals, other professional
and business activities .................... -2.01 -290| -0.89| -2.26 0.39| -2.06| -0.13
Other service activities .................... -0.02 0.50 0.23 0.71 2.70| -0.01| -0.02
Total services ............ccccocvvrciineenen. 0.94 0.14 0.66 0.38 1.38 0.59 2.33
Sources: OECD, Stan database; ECB, Competition, productivity and prices in the euro area service sector, 2006; the figures for Italy
are calculated on the basis of the national accounts data released in 2006.
(1) Productivity is defined as sectoral value added divided by the total number of persons employed in the sector. — (2) Includes Ireland
only from 2002 onwards. — (3) For the period 1996-2001.

The effects of retail trade reform in Italy. — Legislative Decree
114/1998 (the Bersani law) reformed the regulation of retailing, delegating
to the regions the power to authorize the opening of large retail outlets. The
regions have used this power in highly disparate fashion. The empirical
evidence shows that where regions have enacted stricter entry barriers for
new outlets, this has worked to the advantage of existing enterprises at
the expense of efficiency, the spread of new technology, consumers and
employment.

Privatization and public utilities

Privatizations. — The privatization of publicly controlled companies
resumed in 2005. The total proceeds of the sale of shares held directly
or indirectly by the Ministry for the Economy and Finance and by local
authorities, including purchases by Cassa Depositi e Prestiti S.p.A.,
amounted to more than €18 billion, an increase of €5 billion on 2004.

The main privatizations involved Enel and its subsidiaries. In July the
fourth tranche of Enel equity was auctioned and the Ministry sold 9.3 per
cent of the company’s shares for €4.07 billion (Table 13). Enel, in turn,
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made a public offering of 13.9 per cent of the equity of Terna, the owner
of the Italian electricity grid, which raised €568 million, and sold another
30 per cent to Cassa Depositi e Prestiti. Enel also sold 62.8 per cent of the
equity of its Wind mobile telephone subsidiary to Weather Investment for
€12.1 billion, including €2.9 billion in cash (Table 14). The remainder was
sold in February 2006.

Table 13
MAIN PRIVATIZATIONS IN ITALY IN 2005
Number of % of share Date of com- prCc:(r:c;ZZs
Company Sector erlnplz%)se‘tes Seller Method of sale cap:zjal pletion of sale| (millions of
n so euros)
Terna v Energy | 2920| Enel |Publicoffering| 13.9| Mareh 568.0
Direct sale to Ma
Terna ....cccccceee. Energy 2,929 Enel an institutional 30.0 200),:'-) 1,315.0
investor
Ministry
for the . : July
Enel occooevnnnes Energy 61,898 Economy Public offering 9.3 2005 4,070.5
and Finance
Direct sale to
. Telecom- At August
Wind ..o iyl 8,188 Enel an institutional 62.8 12,100.0
munications investor 2005
Sources: Mediobanca, R&S, 2005; Fondazione ENI Enrico Mattei and Fondazione IRI, Privatization Barometer, www.
privatizationbarometer.net; company financial reports; financial press.

Following Alitalia’s capital increase, the Ministry for the Economy and
Finance reduced its holding to under 50 per cent (49.9 per cent) as the European
Commission had requested in order to authorize the carrier’s refinancing in the
course of 2005. The Ministry currently holds 21.8 per cent of Enel, 20.3 per cent
of ENI and 34 per cent of Finmeccanica (Table 14). Other significant equity
holdings are in the portfolio of Cassa Depositi e Prestiti S.p.A., which is 70 per
cent owned by the Ministry but is not within the general government sector.
The company holds 30 per cent of Terna, 10.2 per cent of Enel, 10 per cent of
ENI, 35 per cent of Poste Italiane and 10.1 per cent of STMicroelectronics.

Table 14
MAIN PUBLIC SHAREHOLDINGS AT 31 DECEMBER 2005
Residual % interest
Turnover Number held by the Ministry
Company Sector (millions of euros) of employees for the Economy
and Finance
ENI o Energy 58,382 71,497 20.3
Enel woooeeeeeieee e Energy 34,312 61,898 21.8
Finmeccanica .......cc.......... Defence
and aerospace 8,975 51,026 34.0
Poste ltaliane ................... Postal services 8,970 154,113 65.0
Ferrovie dello Stato . Transport 5,151 99,305 100.0
Alitalia ......cocceeeriiieiineeee Transport 4,071 20,575 49.9
RAL Television 2,965 11,480 99.6
and multimedia
Sources: Mediobanca, R&S 2005; company financial reports; Ministry for the Economy and Finance.




Utilities regulation. — At the end of the 1990s, partly in response to
Community directives, Italy initiated a process of liberalization in the utility
sector, accompanied by the introduction of mechanisms for regulating natural
monopolies in some product chains. Liberalization did not come until after
the partial privatization of the vertically integrated former public monopolies,
and this delay did not help to produce fully competitive markets.

In the energy sector, liberalization is still incomplete. Supply
remains quite concentrated and vertical integration between regulated and
competitive phases remains substantial. In the electrical power industry,
following the prime minister’s decree of 11 May 2004, in 2005 Terna
purchased the national grid operator’s dispatching and network planning
and development division. Putting the ownership and the operation of the
national power grid in the same hands, which corresponds to the prevalent
European model, is intended to make investment in the grid more attractive.
To guarantee equal access to all operators, the decree also provides for the
reduction of Enel’s stake in Terna to below 20 per cent by 1 July 2007. At
the end of 2005 the ex-monopolist held about 5 per cent.

There remain numerous obstacles to completion of the transition to
fully competitive arrangements in the electricity market. The configuration
continues to be that of an oligopoly in which the former monopolist is
dominant, as the anti-trust authority and the electricity and gas authority noted
in a joint inquiry completed in 2005. There are also significant entry barriers
both to electricity imports and to the construction of new generating stations
and the modernization and conversion of existing ones. The import barriers
depend in part on the congestion of the cross-border power transmission
lines, while entry barriers are posed by the complexity of the authorization
procedures, despite the simplifications introduced by Law 55/2002 (the so-
called “power plant unblocking law”), and by widespread local opposition.

The data available from Eurostat indicate that in January 2006 the
final pre-tax price of electricity for household use in Italy was 46.2 per
cent higher than the European average, and for industrial users 33 per cent
(compared with a differential of 4.4 per cent nine years earlier). There are
significant disparities even with respect to countries that, like Italy, have no
nuclear power plants.

The structure of the natural gas market is still less conducive to
competition. Here a vertically integrated incumbent retains great market
power in all stages of the product chain, in part because it has not been
required to dispose of capacity. The conditions for access to essential
infrastructure are still relatively opaque. Moreover, substantial import
dependency and the concentration of the sources of supply expose Italy to
possible exogenous supply shocks.
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Regional economic developments and regional policy

Svimez (the Association for Industrial Development in Southern Italy)
estimates that GDP growth in the Centre and North was nil, compared
with 1.4 per cent in 2004, and that in the South there was a contraction
of 0.3 per cent, following modest growth of 0.7 per cent in 2004. Final
consumption expanded slightly in both parts of the country (0.2 and 0.1
per cent respectively), thanks to general government spending. Household
consumption fell by 0.3 per cent in the South while holding stable in the
rest of the country. Gross fixed investment contracted in both areas, but
more sharply in the South, by 0.8 per cent, as against 0.6 per cent in the
Centre and North.

The value of merchandise exports rose in all parts of the country
except the Centre, where it remained unchanged (Table 15). The sharpest
rise was recorded in the South (11.3 per cent) and its share of national
exports increased by nearly one percentage point.

Table 15
EXPORTS BY GEOGRAPHICAL AREA
(at current prices)
Percentage Percentage changes on previous year

shares

2005 (1) 2002 2003 2004 2005
North-West .......cccocvveiiieeeeees 40.9 -3.5 0.6 4.0 5.6
North-East ..o 31.0 0.8 -2.6 7.8 2.3
Centre ...occeveeeiieiieee e 15.1 0.6 -4.7 5.0 0.0
SoUth .o 11.4 -3.0 -2.6 7.8 11.3
BALY ©.ooooeeeeeeeeeeeee s 100.0 1.4 -1.6 7.5 4.0
Source: Istat, Le esportazioni delle regioni italiane.
(1) The total for Italy includes the share of exports (1.6 per cent) not attributed to any region.

Regional policy. — Regional development policy, whose objective
is to lessen territorial disparities, draws on the European structural funds
for social cohesion, with national co-financing, and on national resources
appropriated in the budget over a four-year time frame drawing on the Fund
for Underutilized Areas and distributed by the Interministerial Committee
for Economic Planning. According to the annual report for 2005 of the
Department for Development Policy, a division of the Ministry for the
Economy and Finance, the total resources assigned to the regions of the
South for regional policy between 2000 and 2008, which corresponds to
the current Community planning cycle, exceeds €100 billion, or 20 per cent
of Italy’s total public expenditure on capital account.



The resources available for European structural fund programmes
for the period 2000-06, through which Community funds and national co-
financing are allocated, amount to more than €64 billion, 71 per cent of
which is to go to the South (Community Support Frameworks, Objective
1). According to the State Accounting Office, through December 2005
payments amounting to €33 billion had been made, equal to 51 per cent of
the funds allocated. Spending in the South came to €22.7 billion (49.2 per
cent of allocations), which was slightly short of the target for that date.

For 2005, the Interministerial Committee assigned nearly €12 billion in
national funds to the underutilized areas, equally divided between support
to firms and infrastructure projects. Actual spending during the year was
less than planned. Preliminary estimates indicate that disbursements fell
from €5.4 billion in 2004 to €4.8 billion last year, including €4 billion for
the South (down from €4.6 billion). Factors in the decline were the cyclical
weakness of the economy, which reduced utilization of incentives even
when they had been applied for, the slowdown in infrastructure investment
and difficulties due to the recent legislative reform of some of the main
incentive programmes.

Regional policy instruments have been extensively revised. The
reform of the main spending item for the Fund for Underutilized Areas,
namely the investment tax credit, which was begun in 2002, has resulted
in a sharp drop in disbursements. The resources utilized came to less than
€2.7 billion in the three years from 2003 to 2005, or 45.8 per cent of the
amount available, compared with €1.8 billion in 2002 alone.

Protracted negotiations following the enlargement of the EU were
concluded in December 2005, when the twenty-five member states agreed
on the budget guidelines for the Union from 2007 to 2013, which will be
the basis for negotiations between the Council, the Commission and the
Parliament. The agreement calls for expenditure commitments over the
planning period for a total of €860 billion, or just over 1 per cent of the
EU’s gross national income. Italy is the third-largest contributor, behind
Germany and France, with net contributions equal to 0.35 per cent of
national income.

The legal framework for business

The benefits of an adequate legal framework for the economy are
widely recognized. Last year Italy enacted significant reforms of bankruptcy
and company law. However, there remain legislative and regulatory
shortcomings that impose costs on firms and adversely affect growth.
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Bankruptcy law. — In January 2006 a legislative decree completed
the reform of Italy’s bankruptcy law. The new rules and procedures are
designed to encourage companies to signal impending crises in advance,
thereby increasing the chances for the recovery and rapid restructuring of
firms; they provide for less costly reallocation of resources. This should
produce beneficial effects in terms of incentives to take entrepreneurial
risk.

The new rules give greater scope for the restructuring of firms in
temporary difficulty by offering them a series of options. They also
streamline and modernize the proceedings for liquidation of firms that
cannot remain in business. Finally, the old punitive concept of bankruptcy
has been abandoned. All in all, the reform brings Italian rules closer to
international standards. To make the new procedures more effective, further
adjustments may be needed to modify criminal provisions (not affected by
the reform), create instruments for early detection of critical situations, and
broaden the scope of the legislation.

Company law. — Company law reform over nearly a decade has
radically revised the safeguards for minority shareholders and small
investors generally, bringing Italian rules progressively up to international
standards. The shortcomings in investor protection in Italy now seem to
consist not so much in inadequate rules as in ineffective enforcement. The
problem lies partly with the slowness and inefficiency of the civil justice
system, but it also reflects the lack of specific mechanisms of corporate law
enforcement that enhance investor protection in other countries. Unlisted
companies in Italy tend to have a highly concentrated ownership and little
aptitude for change. Stock exchange listing continues to be very infrequent,
especially for non-financial companies, and the total capitalization of listed
firms is equal to no more than 47.7 per cent of GDP.

Thus the degree of separation between ownership and control is still
limited, which is an impediment to the growth of firms. By international
standards, Italian law lacks instruments permitting entrepreneurs to exercise
control with limited, if not nil, ownership stakes. The concentration and
inertia of ownership structures make transposition of the EU directive
on takeover bids (Directive 2004/25/EC) problematical. Enactment of
additional rules to impose contestability might simply reinforce the tendency
of firms to keep ownership concentrated. On the other hand, too onerous a
law on takeovers could further impede Italy’s already scant dynamism in
corporate ownership.

A number of options are available to Italian legislators. As to
contestability, the directive allows for stricter measures than those currently



envisaged by Italian law. Their transposition by member states is optional,
however. As to mandatory takeover bids, Community legislation leaves
member states narrower scope for choice. By comparison with Italian law,
the European regulation is more onerous, on the whole, for those seeking
to acquire control. But it does not set a threshold at which the bid becomes
mandatory and the consequent costs to the purchaser set in. The main
European countries do not intend to enact the more stringent measures on
contestability, while their positions on the threshold differ considerably.

Bureaucratic simplification and regulatory quality. — Of the OECD
countries, Italy has among the most restrictive and costly regulations on
economic activity. In the 1990s legislation laying the basis for regulatory
reform was enacted and the first steps in its implementation were taken (such
as the one-stop office for business start-ups and regulatory impact analysis).
After a lull in the reform process in the first few years of the new decade,
major legislation was enacted last year, reordering administrative law and
providing for greater application of tacit consent. There is still a great deal
of room for progress in the rapid and effective implementation of these
measures, as well as in stepped-up use of ICT (so-called e-government).

The civil justice system. — The inefficiencies of Italian civil justice by
comparison with other countries are well known. Economic growth and
competitiveness are both adversely affected. An intensive process of reform
over the past fifteen years has sought to shorten the duration of proceedings.
However, the reforms have not sufficed to streamline trials, owing to their
unsystematic nature and to the persistence of possible distortions on the
demand side for justice and low productivity of resources on the supply
side. The latter depend on the technologically obsolete organization of
courts, the lack of incentives for those involved (judges and administrative
staff) to pursue efficiency, and an excessive jurisdictional dispersion that
hinders the exploitation of economies of scale and scope.
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THE LABOUR MARKET

Italy

The composition of employment

The number of persons employed in Italy was 24,281,000 in 2005,
including unreported and non-resident workers, an increase of 49,000
or 0.2 per cent compared with 2004 (Figure 9). The total labour input
of the economy, in standard labour units, diminished by 0.4 per cent, or
by the equivalent of 102,000 full-time workers. Though insignificant for
purposes of tracking the economic cycle, the growth differential between
these two gauges of employment has marked the last decade and is due
mainly to the spread of part-time work and the reduction in the number
of second jobs. Another factor last year was increased recourse to Wage
Supplementation.

Figure 9
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Source: Istat, national accounts and labour force survey and quarterly labour force survey.

(1) Full-time equivalent workers, resident and non-resident, official and unreported. — (2) Number of persons employed — residents
and non-residents, official and unreported — in resident firms (Source: Istat, national accounts). — (3) Source: Istat, national accounts. —
(4) The household is defined as cohabiting persons with ties of marriage, relation, adoption, guardianship or affection (Source: Istat,
labour force survey).

The growth in the demand for labour has slackened steadily over the
past three years, reflecting the sluggishness of economic activity and an
increase in private-sector labour costs that outstripped the value added
deflator, partly because of the termination of employment incentives.



The component consisting of resident workers, which had remained
more or less constant until 2001, has risen perceptibly since 2002 as a result
of the Bossi-Fini law on immigration (Law 189/2002), which regularized
some 650,000 immigrants already present in the country, increasing the
observed number of legally resident persons employed by about the same
amount. This led to a statistical increase in the number of residents employed
between 2002 and 2005 that was 430,000 greater than the increase in total
employment. The estimate of unreported employment included in the latter
already allows for irregular immigrants; the number of unreported non-
resident workers fell by 400,000 between 2002 and 2004.

As estimated by the labour force survey, which counts labour market
participation by all members of the respondent household, employment
averaged 22,563,000 in 2005, an increase of 159,000 (0.7 per cent) on the
previous year (Table 16). The employment rate for persons of working age
(15-64) rose marginally to 57.5 per cent.

The labour force survey excludes persons living in barracks, hospitals,
prisons, convents and institutions in general. Its estimates too were affected
by the immigrant regularization of 2002. The number of persons aged 15-64
in work increased by 675,000 between the fourth quarter of 2002 and the
fourth quarter of 2005; of this figure, 387,000 represented the increase
in the resident population due to regularizations and 288,000 the rise
in the employment rate, which in turn was affected by the immigrants’
greater propensity to work (see the box “The impact of regularizing
immigrant workers on employment growth in the labour force survey”,
Economic Bulletin No. 41, November 2005). In this survey the effect of the
regularization provision was nearly 270,000 less than in the national accounts
estimate of resident workers, because some of the regularized immigrants
have taken up residence in the household where they are in service and are
thus not covered by the labour force survey, which counts labour market
participation only by members of the respondent household (defined as
cohabiting persons with ties of marriage, relation, adoption, guardianship
or affection). The survey put the average number of employed foreigners
at 1,170,000 in 2005, or 5.2 per cent of total employment. Most of these
foreigners are men (63.1 per cent, compared with 60.9 per cent overall),
work in the Centre and North (88.7 per cent), and by comparison with
Italians are more often employed in industry, particularly construction.

Regional disparities widened further in 2005. Since 2003 the number
of persons employed in the South has been declining (by a total of 69,000
or 0.4 per cent per year), while in the rest of the country it has increased
(by 719,000, or 1.5 per cent per year). The geographical divergence has
been accompanied by falling employment rates in the South, especially for
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Table 16

STRUCTURE OF EMPLOYMENT IN ITALY, 2005
(thousands of persons and percentages)

Centre and North South Italy
Thousands | Percentage | Thousands | Percentage | Thousands | Percentage
of persons change of persons change of persons change
(1) 2005-04 (2) (1) 2005-04 (2) (1) 2005-04 (2)
Employees .......cccoiiiiiiiiiicceee 11,828 3.1 4,706 1.2| 16,534 2.6
Permanent ........cccccoeieiiiiiiiiiee e 10,602 2.7 3,906 0.5| 14,508 2.1
FUI-EIME .o 9,223 1.7| 3561 02| 12,784 1.3
PArt-tME .....coovveiiiiiiiieiee e 1,379 9.7 345 3.7 1,724 8.4
Fixed-term and temporary ................ 1,226 71 800 4.8 2,026 6.1
FUII-HIME ... 962 7.1 636 7.3 1,598 7.2
Part-time ........ccccoevieveeniieiicieeen 264 7.1 164 -4.1 428 24
Self-employed ........cccceeiiiiiiiiiiieee, 4,324 -4.0 1,706 -4.3 6,029 -4.1
Entrepreneurs, professional,

self-employed workers ........c.ccc..... 3,612 -1.0 1,496 -1.3 5,108 -1.1
Family workers ............. 313 -23.5 109 -31.3 421 -25.7
Cooperative members .. 33 -26.2 10 -34.0 43 -28.3
Regular collaborators ...........ccccceeee 305 -5.8 72 6.8 377 -3.6
Occasional workers.........c..ccceeuveeeene 61 -22.9 19 -28.3 80 -24.3
full-time ..o, 3,778 -3.2 1,507 -2.9 5,285 -3.1
part-time 546 -9.4 199 -13.8 744 -10.7
Total employment ........ccceeveirieiinennn. 16,152 1.1 6,411 -0.3| 22,563 0.7
women .. 6,712 1.2 2,113 -1.9 8,825 0.5
IMEMN ettt 9,440 1.0 4,298 0.5| 13,738 0.9
Unemployed 821 -0.5 1,067 -6.0 1,889 -3.7
women 471 -1.9 515 -7.2 986 -4.8
men ....... 350 1.6 552 -4.8 902 -2.4
Labour force .......ccooevviieieieiiiieee e 16,973 1.0 7,479 -1.2| 24,451 0.4
women .. 7,183 1.0 2,628 -3.0 9,811 -0.1
IMEN it 9,790 1.1 4,850 -0.2| 14,640 0.6
Participation rate (ages 15-64) 67.3 0.2 53.6 -0.7 62.4 -0.1
women 57.6 0.2 37.5 -1.2 50.4 -0.2
IMEN it 76.8 69.9 -0.4 74.4 -0.1
Employment rate (ages 15-64) ............. 64.0 0.2 45.8 -0.3 57.5 0.1
WOMEN .ottt 53.8 0.3 30.1 -0.6 45.3 0.1

IMEN Lo 74.0 -0.1 61.9 0.1 69.7
Unemployment rate.........cccoeevvveeannnnen. 4.8 -0.1 14.3 -0.7 7.7 -0.3
WOMEN .ttt 6.6 -0.2 19.6 -0.9 10.1 -0.4
IMEN Lot 3.6 11.4 -0.5 6.2 -0.2
Youth unemployment rate (ages 15-24) 15.3 0.3 38.6 1.0 24.0 0.5
WOMEN .t 18.5 0.8 44.6 . 27.4 0.2
1T o PR RPN 12.8 0.1 34.8 2.0 215 0.9

Source: Based on data from Istat, labour force survey.

(1) Participation, employment and unemployment rates are percentages. The unemployment rate is the number of persons unemployed
aged 15-74 as a percentage of the population aged 15 and over. The youth unemployment rate is for the labour force in the 15-24
age-group. Rounding may cause discrepancies in the totals. — (2) For participation, employment and unemployment rates, change

in percentage points.




women, reflecting slower output growth and the resumption of emigration
by the better educated and more employable southerners.

For Italy as a whole, only payroll employment grew in 2005, gaining
2.6 per cent. Self-employment contracted sharply, by 4.1 per cent or 258,000
persons, to 26.7 per cent of the total. The fall in self-employment was the
largest in the past thirty years. It came almost entirely among family workers
(whose number fell by 25.7 per cent), members of cooperatives (28.3 per
cent), regular collaborators (3.6 per cent) and occasional workers (24.3 per
cent), positions generally held by young women. Between 2004 and 2005
a fifth of these workers left the labour force, 14.9 per cent found permanent
payroll jobs and another 4.3 per cent took fixed-term jobs. The rest did not
change their occupational status. These shifts towards payroll employment
may be due in part to firms’ utilization of the new contractual forms
instituted by Law 30/2003, but they also reflect the full phasing in of the
revised labour force survey, which has refined its capability for accurately
determining workers’ occupational positions. For 2005 as a whole, self-
employed workers on regular collaboration or occasional employment
contracts numbered 457,000 or 2 per cent of total employment.

Among payroll employees, there was an increase in those with open-
ended, full-time jobs (1.3 per cent), but above all in those with flexible
employment relationships. The number of part-time employees rose by
7.2 per cent to 2,152,000 or 13 per cent of total payroll employment (still
significantly lower than the euro-area average). Four fifths of them (82.9
per cent) are women; and one quarter of women employees work part-time.
Fixed-term contracts increased by 6.1 per cent and now account for 12.3
per cent of payroll jobs, half a percentage point more than in 2004. Here too
the incidence among women was greater (14.7 per cent).

The spread of fixed-term contracts, which is one of the main modes
of taking on new staff (see Economic Bulletin No. 42, March 2006),
furthers the segmentation of the labour market. Based on the labour force
survey, it is estimated that of all the workers on fixed-term contracts in
2004 (1,909,000), after 12 months 51.4 per cent had not changed type
of contract, 25.4 per cent had found open-ended jobs, 3.5 per cent were
self-employed and the remaining 19.7 per cent had left the labour market
(Table 17). Getting permanent jobs was easier for men than for women, for
workers aged 15-34 than for older workers and for those in the Centre and
North than those in the South. The type of fixed-term contract had a very
strong impact on the likelihood of conversion into a stable job. Those who
had had mixed contracts (trainee or apprenticeship, which in 2004 had an
average duration of 26 months) had a 35.5 per cent probability of having
a permanent job a year later and a 12.9 per cent probability of having lost
their job. For seasonal workers and workers with other types of fixed-term
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Table 17
OCCUPATIONAL STATUS IN 2005 OF PERSONS WITH FIXED-TERM

PAYROLL JOBS IN 2004
(percentages)
Memorandum item:
Occupational status in 2005 percentage of fixed-term
contracts in total payroll
Type of contract in 2004 employment
F;‘f:;i;ggt ';';e;;fg;‘ Self-employed|Not employed| 2004 2005
Raly .o 25.4 51.4 3.5 19.7 11.8 123
Mixed-purpose contracts ......... 35.5 48.9 2.7 12.9 1.9 2.0
Trial o 40.6 40.1 25 16.8 0.9 0.9
Seasonal ......cccoevveeieiieienenns 15.0 54.1 2.7 28.2 2.4 2.7
Other fixed-term and temporary 241 52.7 4.3 18.9 6.6 6.7
Men ..o 29.2 48.9 4.4 17.4 9.9 10.5
Mixed-purpose contracts ... 36.0 49.3 2.7 11.9 1.9 1.9
Trial o . 44.2 36.5 3.1 16.2 0.9 0.9
Seasonal .......cccoeeeiiieniiiiiienn. 15.8 57.2 3.8 23.2 2.0 2.4
Other fixed-term and temporary 29.2 47.6 5.5 17.7 5.1 5.3
Women ........ccoeeeiiiienieeen 21.8 53.7 2.7 21.8 145 14.7
Mixed-purpose contracts ......... 34.7 48.1 2.6 14.5 1.9 2.0
Trial e . 36.3 44.5 1.7 17.5 0.9 0.9
Seasonal 14.3 51.2 1.7 32.9 29 3.1
Other fixed-term and temporary 20.0 56.9 3.2 19.9 8.7 8.7
Aged 15-24 ..........cocceiiiis 26.2 49.7 3.0 21.1 34.6 37.0
Mixed-purpose contracts ......... 31.8 54.0 1.9 12.2 14.2 17.3
Trial o 25.2 54.1 1.5 19.2 3.8 35
Seasonal ......cccoovveeeiiiinienenns 18.7 45.6 4.0 31.7 4.3 4.6
Other fixed-term and temporary 22.1 44 .4 4.5 28.9 12.3 11.5
Aged 25-34 .........ccoccoiiii, 28.7 47.2 4.5 19.6 14.2 15.0
Mixed-purpose contracts . 42.2 38.2 4.5 15.1 22 1.8
Trial o . 50.9 30.4 3.3 15.4 1.3 1.4
Seasonal ......ccceeveeenieiinnienienns 15.3 54.5 2.5 27.7 24 2.8
Other fixed-term and temporary 257 50.0 5.2 19.0 8.4 9.1
North ... 315 49.5 3.2 15.8 9.4 9.8
Mixed-purpose contracts ......... 39.9 48.1 1.5 10.6 21 2.2
Tral oo 45.7 40.2 3.0 111 1.1 1.1
Seasonal .......cccoceveieiiiiiiiennen, 19.5 55.5 2.1 23.0 1.3 1.3
Other fixed-term and temporary 27.5 50.7 4.4 17.5 4.9 5.2
Centre .......ccooveeevieeees 25.1 52.5 4.7 17.8 11.6 11.9
Mixed-purpose contracts ......... 30.1 51.7 5.5 12.7 2.2 2.3
Trial o 42.7 38.8 0.6 17.8 0.9 0.9
Seasonal .......ccooceeeiieeniiiiiiennnns 19.2 55.5 3.6 21.8 1.7 2.0
Other fixed-term and temporary 225 53.8 5.1 18.6 6.7 6.8
South ..o, 19.6 52.7 3.3 24.4 16.4 17.0
Mixed-purpose contracts ......... 30.0 47.5 2.7 19.8 1.4 1.4
Trial oo . 23.1 40.9 2.5 33.6 0.6 0.7
Seasonal 12.1 53.2 2.7 32.0 4.9 5.6
Other fixed-term and temporary 21.8 54.0 3.7 20.4 9.5 9.3

Source: Based on data from Istat, labour force survey.
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employment, the outlook was much more precarious, partly because their
contracts were so short.

Unemployment and the labour supply

The average unemployment rate in Italy fell from 8.0 per cent in 2004
to 7.7 per cent in 2005. Both men and women and all age groups except
those under 25 were involved. The unemployment rate in the South fell
by 0.7 points to 14.3 per cent; since 1999, when the reduction began, it
has fallen by more than five percentage points, or 430,000 persons. From
2000 to 2002 the decline in the number of unemployed workers in the
South corresponded to a rise in employment; in the last three years, both
aggregates have contracted.

The supply of labour expanded again in 2005 at about the same pace
as the previous year (0.4 per cent). The rise can be attributed entirely to the
increase in the resident population of working age, while the participation
rate (for ages 15-64) declined for the second year (by 0.1 points to 62.4 per
cent) after a steady expansion from 1996 to 2003.

The increase in the number of residents was the effect of the Bossi-
Fini law. On 1 January 2005 resident foreigners numbered 2,402,000 (an
increase of 412,000 or 20.7 per cent in twelve months) and accounted for
4.1 per cent of the total population. About half these new residents were
between 18 and 39 years old. The rise in the number of foreign citizens
legally present in Italy, which includes those not entered in the civic
registers, was much less pronounced (6.6 per cent, or 170,000 persons). The
increase in the resident foreign population was concentrated in the Centre
and North (367,000 persons) and this also helped produce a marginal rise
in the participation rate. In the South the increase (45,000 persons) was less
substantial, not enough to offset the fall in the participation rate; the labour
supply declined for the third consecutive year (by 1.2 per cent).

In the long run this low participation rate, 7.4 points below that of
the euro area, is not sustainable in a rapidly ageing society such as Italy’s.
Greater use must be made of the human resources available, which requires
that full access to the labour market be guaranteed for groups that are
relatively less involved at present, such as women, young people and those
over 55. The female participation rate fell for the second year, by 0.2 points
to 50.4 per cent, after rising 6.7 points between 1995 and 2003. As this was
not offset by an expansion of the population, it resulted in the first decline
in the female labour supply since 1994 (0.1 per cent).
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The period of expansion in the female labour supply coincided with the
first signs of progress in gradually righting a number of disequilibria in the
economy, such as the low fertility rate and the earnings differential between
men and women. The correlation between the inter-regional variation in the
fertility rate (average number of children per woman aged 15-49) and that
in the female employment rate is positive and significant (Figure 10). Both
rose more in the regions of the Centre and North, where the endowment of
day-care facilities in proportion to the number of children is greater. For
Italy as a whole, between 1995 and 2003 the average number of children
per woman (aged 15-49) rose from 1.18 to 1.29 and the employment rate
for women aged 15-44 rose from 40.4 to 47.2 per cent. The difference in
actual earnings between men and women also appears to have narrowed
in the past decade. According to the Bank of Italy’s survey of household
income and wealth, the earnings of female employees rose from 78.1 per
cent of those of their male colleagues in 1995 to 81.0 per cent in 2004. The
indications are similar also considering only full-time workers or adjusting
for age and education. Even so, the differentials remain substantial, if less
than in some other European countries; in part, they depend on women’s
more frequent absence for reasons exclusively involving care of children
and the elderly.

Figure 10
NUMBER OF CHILDREN PER WOMAN
AND UNEMPLOYMENT RATES BY REGION (1)
(absolute change, 1995-2003)
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Source: Istat.

(1) The change in the average number of children for women aged 15-49, vertical axis. Absolute change in the unemployment rate, in
percentage points, for women aged 15-44, horizontal axis.

The labour supply constituted by young people under 25 diminished
again, by 6.4 per cent: not only did the population decrease but the
participation rate also declined, by 2.1 percentage points overall and by 3
points among young women. In part this decline is normal, reflecting not
only the smaller size of the new cohorts but also increasing education. The
upper secondary school attendance rate for the 15-18 age-group rose from



76.7 per cent in the 1999-2000 school year to 82.5 per cent in 2003-04.
Over the same period the proportion of 19-year-olds holding secondary-
school diplomas rose from 70 to 76 per cent, and university attendance
rose equally rapidly, favoured by the introduction of first-level, three-year
degree courses. The proportion of 19-year-olds registering for university
instruction rose from 43 to 56 per cent; in 1996-97 it had been 40 per
cent.

The supply of labour from persons aged 55 to 64 increased by 2.9 per
cent, reflecting a 0.6 per cent increase in that population group and a 0.7
per cent rise in their participation rate to 32.6 per cent. Over the next few
years the rate will continue to benefit from the effects of the succession of
pension rule changes enacted since 1995.

Wages and the cost of labour

Actual earnings per standard employee labour unit for the entire
economy, as measured in the national accounts, rose by 3.1 per cent in
2005 (3.3 per cent in 2004). The rise was sharper in the public than in the
private sector (4.3 and 2.5 per cent respectively; Table 18). In real terms
the increase came to 1.1 per cent, which was faster than the rise in labour
productivity. Between 2000 and 2005 real earnings for the entire economy
gained 3.5 per cent: 0.9 per cent in the private sector and more than 9 per
cent in the public sector, where they recouped the reduction registered in
the first half of the 1990s.

Contractual earnings rose at the same rate as actual earnings in 2005
(3.1 per cent). The new contracts signed during the year mostly involved the
private service sector and some parts of the public sector, where there still
remain many expired contracts. In the first part of 2006 contract renewals
for construction, energy, clothing and textiles and metal workers, the last
signed more than thirteen months late, introduced a number of innovations
in industrial relations. In determining wage increases these contracts,
like most of the others renewed since the end of 2002, take as reference
parameter the inflation forecasts of experts rather than the Government’s
inflation target.

The new contracts also introduce significant rules changes. The
metalworkers’ contract calls for a one-off payment to workers not covered
by company-level wage agreements, as an implicit share in productivity
gains. Like that for the energy sector, this agreement increases the
flexibility of working hours, reducing overtime during demand peaks and
underutilization of manpower in slack periods. The duration of the economic
clauses was lengthened to 30 months for metalworkers and 27 for clothing
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Table 18

LABOUR COSTS AND PRODUCTIVITY IN ITALY
(annual percentage changes, except as indicated)

Value Labour Labour's Real Real
added Total | Output per | Compensation | costs per . share cost of earnings per
base Unit labour labour per
. standard standard_ per standard | standard ts of value standard standard
hpru_:ﬁ SR d labour | labour unit employee employee %OS n added at | employee
chain-inke units ) labour unit labour unit © @ base prices EMPIOYee | 1 hour unit
volumes @) 3) (5) labour unit T
(M (6)
Industry excluding construction
1992-1995 2.7 -1.5 4.3 4.2 4.6 0.3 66.3 1.1 -0.4
1996-2000 06| -0.3 0.8 3.5 2.5 1.7 62.6 -0.1 1.0
2001-2005 -1.0| -0.6 -0.4 2.8 3.0 3.4 62.9 0.8 0.4
2001 ........ -0.7 -0.6 -0.1 3.1 3.2 3.4 60.8 -0.4 0.3
2002 ........ -0.8 0.7 -1.4 2.7 25 4.0 61.7 0.1 0.2
2008 ........ -2.3 . -2.2 2.6 2.8 52 64.1 15 -0.1
2004 ........ 1.3 -1.2 25 3.5 4.0 1.5 63.5 1.6 1.2
2005 ........ -2.3 -1.6 -0.7 25 2.4 3.2 64.6 1.0 0.5
Construction
1992-1995 -3.4 -2.5 -0.9 3.3 3.3 4.2 71.4 -0.2 -1.3
1996-2000 0.9 1.0 -0.2 3.3 2.1 2.3 71.8 -0.2 0.9
2001-2005 3.2 3.0 0.2 2.7 3.1 2.9 67.8 -1.1 0.3
2001 ........ 7.6 6.2 1.3 2.7 1.8 0.5 69.4 -1.3 -0.1
2002 ........ 2.4 2.1 0.3 2.0 3.0 2.7 68.4 -1.2 -0.5
2003 ........ 2.8 2.7 . 2.5 3.9 3.8 67.9 -0.7 -0.2
2004 ........ 2.8 1.6 1.2 3.7 4.4 3.2 66.7 -0.5 15
2005 ........ 0.6 2.3 -1.6 2.8 2.7 4.4 66.8 -1.5 0.8
Private services (8) (9)
1992-1995 2.7 -1.3 4.0 4.5 4.4 0.4 73.4 1.2 -0.1
1996-2000 3.2 2.2 1.0 3.2 21 1.1 69.7 . 0.7
2001-2005 1.0 1.6 -0.6 2.4 2.5 3.1 68.3 -0.1 .
2001 ........ 3.1 2.4 0.6 3.0 2.7 2.0 67.0 -0.5 0.2
2002 ........ 0.5 2.6 -2.0 1.7 1.8 3.9 67.7 -0.9 -0.8
2003 ........ -0.3 1.8 -2.1 2.0 2.3 4.5 68.1 -1.5 -0.7
2004 ........ 0.6 0.3 0.3 2.9 3.3 3.0 69.1 1.7 0.7
2005 ........ 1.0 0.9 0.1 2.3 2.2 21 69.7 1.0 0.3
Private sector (9)
1992-1995 21| -1.8 4.0 4.4 4.6 0.5 73.2 1.2 -0.2
1996-2000 2.1 0.9 1.2 3.4 2.4 1.2 69.5 0.2 0.9
2001-2005 0.5 0.7 -0.3 2.6 2.7 3.0 68.4 0.3 0.2
2001 ........ 1.9 1.8 0.1 2.9 2.7 2.6 67.2 -0.7 0.1
2002 ........ 0.1 1.5 -1.4 2.1 2.2 3.6 67.7 -0.5 -0.3
2008 ........ -0.9 0.9 -1.7 2.5 2.9 4.7 68.7 -0.3 -0.2
2004 ........ 15 -0.1 1.6 3.1 3.6 1.9 68.9 1.8 0.9
2005 ........ -0.2 -0.3 0.1 25 2.3 2.2 69.5 1.1 0.5
Total economy (9)
1992-1995 16| -1.4 3.0 37 4.1 10| 756 0.8 -0.9
1996-2000 20| 08 1.1 35 27 16| 725 0.3 1.0
2001-2005 06| 07 . 3.1 3.2 32| 718 0.5 0.7
2001 ........ 1.9 1.8 0.1 35 3.2 30| 705 0.3 0.7
2002 ... 03| 13 -1.0 2.6 27 37| 714 . 0.1
2003 ........ 06| 0.6 -1.2 32 3.7 50| 722 0.2 0.5
2004 ....... 1.5 . 1.5 3.3 35 1.9 72.3 1.6 1.1
2005 ........ . -0.4 0.4 3.1 2.9 2.5 72.9 1.2 1.1

Source: Based on data from Istat, national accounts.

(1) Reference year, 2000. — (2) Output is value added at base prices, chain-linked volumes, reference year 2000. — (3) 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. — (4) Compensation per standard employee labour unit as percentage of output per standard labour unit; output is
value added at base prices, chain-linked volumes, reference year 2000. — (5) Percentages. — (6) Labour income per standard employee
labour unit deflated by the value added deflator at base prices. — (7) Compensation per standard employee labour unit deflated by the
consumer price index. — (8) Includes wholesale and retail trade, hotel and restaurant services, transport and communications, financial
intermediation services and sundry services to businesses and households. — (9) Net of rental of buildings.




and textile workers. Most recent agreements also introduced rules for the
new ‘“‘job-oriented” apprenticeship contract introduced by Law 30/2003.
By offering training for the worker and lower costs for employers, this type
of contract is designed to favour job market entry for young people.

The cost of labour per standard labour unit, including employer social
security contributions, rose by 2.9 per cent in 2005.

In the private sector, excluding building rentals, labour productivity
increased by 0.1 per cent and labour incomes by 2.3 per cent. The consequent
2.2 per cent increase in unit labour costs (compared with 1.9 per cent in
2004) exceeded the rise in the value added deflator (1.2 per cent), and
labour’s share in value added accordingly rose.

Again last year productivity and labour cost trends in industry excluding
construction were incompatible with preserving competitiveness vis-a-vis
Italy’s main rivals. The cost of labour per employee rose by 2.4 per cent
while per capita output fell by 0.7 per cent; unit labour costs increased by
3.2 per cent, significantly more than in 2004. Since the mid-1990s unit
labour costs in industry excluding construction have risen at an average
annual rate of 2.5 per cent in Italy, compared with reductions of 0.7 per
cent in France and 1.0 per cent in Germany. Most of the disparity is due to
divergent trends in labour productivity, which rose by scarcely 0.2 per cent
per year in Italy over the decade, compared with 3.3 per cent in France and
3.2 per cent in Germany. Trends in the cost of labour have been much more
uniform, with annual average rises of 2.8 per cent in Italy, 2.6 per cent in
France and 2.1 per cent in Germany.

The distribution of earnings and household income

According to the Bank of Italy’s biennial survey of Italian households’
income and wealth, average real net monthly payroll earnings rose by
1.0 per cent per year between 2002 and 2004, the same as from 2000 to
2002 (Table 19). The increase was about the same for men as for women.
Earnings rose more in the Centre and North than in the South (1.1 and 0.1
per cent respectively), whereas in the previous two years the opposite was
true.

In 2003 and 2004 households’ real equivalent per capita disposable
income rose by 2.2 per cent per year (Table 20). As in the previous two
years, the rise is more moderate (1.6 per cent) when household income is
calculated net of imputed rental income from home ownership, which was
increased by the sharp rise in house prices.
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Table 19
REAL MONTHLY TAKE-HOME PAY IN ITALY, 1993-2004 (1)

(in euros at 2004 prices, values and percentages)

1993 1995 1998 2000 2002 2004

All employees

Average compensation ...........ccceceeeeenuneen. 1,322 1,270 1,242 1,260 1,287 1,312
MEN .o 1,442 1,391 1,348| 1,375| 1,396| 1,423
Women ......cccooveiiiiiiiie 1,131 1,086| 1,089| 1,090 1,131 1,153
Centre and North ... 1,338 1,297| 1,291 1,310 1,335| 1,365
SOUN e 1,280 1,204| 1,125 1,132 1,166| 1,168

Gini iNAEX (2) .oovveeieeeiieeieeee e 0,241 0,234| 0,241 0,240| 0,251 0,242

Interdecile ratio (3) ...cccceeveveviieeeriieeeeieenn 2.8 2.8 3.1 3.1 2.9 3.0

Low-income workers (4) 15.7 13.7 18.3 16.9 17.8 15.4
MEN .o 9.7 8.2 13.0 11.2 10.6 9.7
Women ... 25.1 22.0 25.9 25.4 28.0 23.4
Centre and NOrth ..........ccccoeeiceeeeienenn. 13.7 11.4 14.4 13.3 14.9 13.2
SOUN e 20.6 19.2 27.6 26.5 24.9 21.2

Full-time employees

Average compensation ...........ccccceceeeiennne 1,362 1,308| 1,306| 1,325| 1,356| 1,368
MEN .o 1,454 1,400 1,384| 1,402| 1,424| 1,441
WOMeN ......cooviiiiiiieeeee 1,198 | 1,151 1,177 1,189| 1,242| 1,245
Centre and NOrth ..........ccccceveeivcvncnennn. 1,383 1,340 1,349| 1,368| 1,402| 1,426
SOUN .o 1,307 1,233| 1,200\ 1,207| 1239 1213

Gini iNAeX (2) .ooveevereeiieiiieeeee e 0.227| 0.220| 0.216| 0.217| 0.228| 0.225

Interdecile ratio (3) ....cccceeveerrerieririiireene 2.5 24 2.6 24 2.6 25

Proportion of low-income workers (4) ...... 11.9 9.7 12.2 10.6 11.3 10.0

8.8 7.5 9.8 9.0 8.0 8.2
17.3 13.5 16.1 13.4 16.9 13.0
9.4 7.0 8.6 7.4 8.6 7.5
18.1 16.3 20.9 19.3 18.4 16.7

Source: Banca d'ltalia, Indagine sui bilanci delle famiglie italiane, Archivio storico (Version 4.0 January 2006).

(1) Main jobs (i.e. excluding second jobs). Compensation is net of income and social security tax and is deflated by the cost-of-living
index. The values in lire up to 1998 are converted into euros at the changeover rate of 1,936.27 lire per euro. — (2) The Gini index of
concentration ranges from 0 (perfect equality) to 1 (maximum inequality). — (3) Ratio of the compensation of the 9th to the 1st 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.

The Gini concentration index for equivalent household incomes rose
from 33.0 per cent in 2002 to 34.3 per cent in 2004. Though statistically not
significant, the change is in the direction of greater inequality, especially
in the regions of the Centre and North. The degree of income inequality in
Italy is one of the highest in the advanced countries, on a par with the other
countries of southern Europe and with Ireland and the United Kingdom.
The index is higher in the South (33.4 per cent) than in the rest of Italy
(30.6 per cent). This gap narrowed slightly between 2000 and 2004 owing



to the reduction in inequality in the South and its marginal increase in the
Centre and North. Government-induced income redistribution via taxation
and transfer payments has a much weaker equalizing effect in Italy than in
the other EU countries.

Table 20
HOUSEHOLDS’ REAL EQUIVALENT DISPOSABLE
INCOME IN ITALY, 1993-2004 (1)
(in euros at 2004 prices)
1993 1995 1998 2000 2002 2004
Average equivalent income ...........ccccee..ee. 15,420 | 15,090 | 16,125| 16,319 | 16,702 | 17,429
Centre and North ..........cccoeeeiniencnnn. 17,836 17,526 19,006 | 19,030| 19,674| 20,600
SOULN oo 11,1770 10,831 11,065| 11,538 11,412| 11,711
Production worker, apprentice, clerk ..... 11,928 | 11,986 12,038| 12,170| 12,318| 12,247
Clerical worker, technician, teacher ....... 18,159 | 17,878 17,414| 18,053| 18,290| 18,742
Manager ... 32,208 | 30,415| 31,784 | 31,316| 36,496 | 34,324
Self-employed worker .. ..| 18253\ 17,751| 21,748 | 20,080| 20,908 | 24,381
PenNSIoNer ........ccccoveeicieeeiie e 13,388 | 13,635| 14,904 | 15,540| 15,489| 15,700
Non-employed non-pensioner ............... 5732 4,734 6,421 6,555| 5,977 8935
1 MEMDEI ... 14,295| 14,260 16,623| 16,642 16,274| 19,960
2 MEMDEIS ..o 17,046 | 16,931| 18,640| 18,682| 18,982| 19,886
3 MEMDEIS ... 17,476 | 16,974 17,657| 17,852| 19,198| 18,174
4 members ................ .| 15,365| 14,398| 15,034| 15,260| 15553| 16,610
5 members or more ..........c.cccoceeveeinenn 11,947 | 12,309| 12,499| 12,686 12,205| 11,824
HOME-OWNEY ..o 16,993 | 16,741\ 17,857| 17,973| 18,328 | 19,277
TENANE ..o 12,360 11,631 12,364| 12,445| 12,699| 13,179
GiniiNAEX (3) weeverveeeereeeeeeeeee e 0.336| 0.337| 0.348| 0.335| 0.330| 0.343
Centre and North .........cccccoeevceiiennene. 0.300| 0.299| 0.314| 0.293| 0292 0.306
SOULN ..o 0.350| 0.356| 0.350| 0.357| 0329 0.334
Interdecile ratio (4) ......cccocveviiiiiiiiiiiees 4.7 4.7 4.8 4.6 4.4 4.5
Source: Banca d'ltalia, Indagine sui bilanci delle famiglie italiane, Archivio storico (Version 4.0 January 2006).
(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
(assigning a weight of 1 to the first adult member of the household, 0.7 to every other member aged 13 and above, and 0.5 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. Up to 1998, lira values are converted into euros at the
changeover rate of 1936.27 lire per euro. — (2) The employment status of the household is that of the head, defined as the person with
the largest labour or pension income. — (3) The Gini index of concentration ranges from 0 (perfect equality) to 1 (maximum inequality). —
(4) Ratio of the equivalent disposable income of the 9th to the 1st decile.

The proportion of low-income households — those with less than half
the median equivalent disposable income — remained broadly unchanged at
12 per cent, while the population share of their members rose from 14.0 to
15.0 per cent, indicating that economic problems were concentrated among
larger families (Table 21).

The trend of past years of income redistribution in favour of self-
employed households and away from the households of wage and salary
earners continued. Between 1996 and 2004 real equivalent disposable
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Table 21
LOW-INCOME HOUSEHOLDS AND INDIVIDUALS (1)

(percentages)
1993 1995 1998 2000 2002 2004
Low-income households (3) ........cccceeveene 12.4 12.5 13.0 12.4 12.2 12.0
Centre and North .........ccccoevviiiiiinennnn. 6.4 5.2 5.9 4.4 4.5 4.7
SOUN .o 25.1 27.1 274 28.4 27.5 27.7
Production worker, apprentice, clerk ..... 14.2 14.1 16.0 16.0 17.3 18.2
Clerical worker, technician, teacher ....... 29 3.1 3.3 29 4.5 4.8
Manager .........cocoueeeeiiiieeieaeen . . . 12 . 0.3
Self-employed worker .. 16.5 14.4 10.5 10.0 9.4 10.1
Pensioner ..........cccueeeeneniennnn. 13.0 12.6 13.0 12.5 12.0 11.8
Non-employed non-pensioner ..... 58.0 73.4 62.8 65.1 59.5 43.2
1 member .... 14.4 14.2 13.0 13.0 11.6 9.1
2 members ... 7.3 7.1 9.4 8.2 8.8 7.4
3 members ... 10.3 10.3 11.2 10.4 8.6 10.7
4 MEMDENS ... 11.4 13.6 14.1 13.3 14.9 15.5
5 members or more .........cccccceeneeenenn. 27.7 25.6 26.5 29.9 29.3 38.4
Home-owner ... 8.2 7.9 8.6 8.6 8.0 7.4
TENANT ..o 19.6 21.3 21.7 21.3 21.8 21.9
Individuals in low-income households (4) 141 14.1 14.4 141 14.0 15.0
Centre and North ..........cccccoeveeveicennennn. 55 4.8 5.3 4.4 4.7 5.4
SOUN .o 29.3 30.4 30.4 31.2 30.6 32.3
Production worker, apprentice, clerk ..... 17.3 16.9 19.3 19.8 21.3 24.4
Clerical worker, technician, teacher ....... 3.7 4.0 4.0 3.9 6.0 6.5
Manager ... . . . 1.3 . 0.4
Self-employed worker ..............cccoceceeue 18.7 15.5 12.1 12.6 11.5 12.4
PENSIoNer .........cccceevevieceiiieieeeee 14.9 13.8 14.3 13.5 12.6 13.4
Non-employed non-pensioner ............... 67.2 81.2 71.1 73.6 68.5 58.2
HOME-0WNEr ... 9.7 8.9 9.6 9.7 9.1 9.2
TeNANT ......ooveceeiieeeeeeeee e 22.8 25.0 25.0 24.4 26.0 28.4

Source: Banca d'ltalia, Indagine sui bilanci delle famiglie italiane, Archivio storico (Version 4.0 January 2006).

(1) “Low-income” is defined as an equivalent income less than 50 per cent of the median equivalent disposable income, as defined in
Table 20. — (2) The employment status of the household is that of the head, defined as the person with the largest labour or pension
income. (3) Percentage of all households. — (4) Percentage of all individuals living in households.

income (counting all incomes, not just wages and pensions) rose 0.2 per
cent annually for the households of production workers and 0.5 per cent for
those of non-production workers and teachers, against 3.6 per cent for the
households of self-employed workers. For pensioner households the gain
amounted to 1.6 per cent per year.



PRICES AND COSTS

The euro area

Consumer prices

Although the inflationary impact of higher oil prices was no longer
offset by a stronger euro, as in 2004, consumer price inflation in 2005
measured by the harmonized index (2.2 per cent) was moderated by below-
potential growth in economic activity, a small increase in domestic costs
(Figure 11) and stable long-term inflation expectations.

Figure 11

INFLATION INDICATORS IN THE EURO AREA AND ITALY
(quarterly data; percentage changes on year-earlier period)
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Source: Based on Eurostat data.

(1) Left-hand scale. — (2) For ltaly, the percentage changes for 2001 are calculated with reference to the harmonized indices that
exclude price reductions for special offers. Left-hand scale. — (3) For the entire economy. The changes are calculated from the moving
average of the four quarters ending in the reference period. For the euro area, the changes are calculated on the basis of the figures
for France, Germany, ltaly and Spain; for ltaly, unit labour costs are based on standard labour units. Left-hand scale. — (4) Right-hand
scale.
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The rate of increase in consumer prices rose slightly during the year
from an average of 2 per cent in the first half to 2.3 per cent in the second,
reflecting the acceleration in the twelve-month growth in the prices of
energy products from 8.2 to 11.9 per cent. In 2005 as a whole the energy
component contributed about 0.9 points to euro-area consumer price
inflation.

Core inflation — measured by the overall index net of unprocessed
food and energy products — fell from 2.1 per cent in 2004 to an average of
1.6 per cent in the first half of 2005 and subsequently held steady at around
1.4 per cent.

The goods component of core inflation declined from 0.8 per cent in
2004 to 0.3 per cent on average in 2005, largely as a result of the non-
recurrence of the sharp increases in some regulated prices, particularly for
medical products in Germany. In Germany and France the prices of non-
food and non-energy goods diminished slightly (Table 22); in Italy their
rate of increase eased but was still about 1 percentage point higher than the
euro-area average.

Table 22
HARMONIZED INDICES OF CONSUMER PRICES
(percentage changes on year-earlier period)
Italy Germany France Spain Euro area
2006 2006 2006 2006 2006
2004 [ 2005 i 2004 [ 2005 al 2004 | 2005 Q1 2004 | 2005 fe)] 2004 [ 2005 ol
Overall index ................ 23| 222218 19| 21| 23| 19| 2.0| 3.1| 3.4/ 41| 21| 22| 2.3
Core inflation (1) ......... 2.3 2.0/ 1.7/ 1.6| 1.0] 0.7| 2.4| 1.2| 1.2| 2.8| 2.7| 3.1| 21| 1.5/ 1.4
Processed food ...... 3.6| 2.2| 2.2| 2.8| 3.6/ 2.2| 5.6(-0.4| 0.6| 4.2| 3.5| 4.3| 3.4| 2.0| 2.0
Non-food and non-
energy products... | 1.6| 1.4| 1.1| 0.9/-0.4|-0.1| 0.4|-0.2| ..| 1.0| 1.0| 1.5| 0.8| 0.3| 0.3
Services .....cccweenne 25( 24| 20| 19| 1.3] 09| 2.8| 2.8| 2.4| 3.7| 3.8| 3.8| 2.6| 2.3| 1.9
Unprocessed food ...... 2.0(-0.7| 0.5/-0.9| 0.8] 1.3|-0.1| 1.0| 1.2| 3.7| 3.3| 3.8/ 0.6| 0.8| 1.4
Energy products ......... 2.4| 8.7(10.3| 4.110.3[13.9| 4.7| 9.8(10.2| 4.8| 9.7|13.3| 4.5|10.112.2
Source: Based on Eurostat data.
(1) Overall index excluding unprocessed food and energy products.

Service price inflation slowed gradually during 2005, from 2.4 per cent
in the first quarter to 2.1 per cent in the fourth. Its difference with respect to
the inflation rate for non-energy goods held at around 2 percentage points
on average for the year, reflecting the differential increase in unit labour
costs in the two sectors.

The dispersion of inflation rates within the area, measured by the
standard deviation, increased slightly in 2005, owing to the geographically
uneven impact of the rise in energy prices.



Producer and export prices

Producer prices in the euro area rose by an average of 4.1 per cent in
2005. They were driven up primarily by the acceleration in the prices of
energy products (from annual growth of 3.9 per cent in 2004 to 13.4 per
cent), which affected all the countries. Unlike consumer prices, producer
price inflation net of the energy and food components increased, from 1.7
per cent in 2004 to 2.1 per cent.

The producer prices of non-food, non-energy final consumption goods,
which had fallen in 2004, rose by 1.6 per cent as a consequence of the
acceleration in the costs of imported inputs and the recovery of demand in
the second half of 2005. The inflationary impulses were curbed only in part
by the fall in the inflation rate for non-energy intermediate goods, which
reflected the slowdown in international commodity prices, particularly of
metals, in 2004 and the early months of 2005.

Euro-area firms’ export prices rose more in 2005 than in the three
previous years, reflecting the expansion of world demand and the slight
weakening of the nominal effective exchange rate of the euro. According
to national accounts data, the implicit deflator of goods exports rose by an
average of 2.5 per cent, compared with 1.2 per cent in 2004. The pricing
policies of national exporters diverged. Moderate increases for German and
French exports (0.7 and 0.9 per cent respectively) contrasted with a much
larger increase for Italian exports (6.6 per cent); the differences are greater
than those for domestic costs.

Costs and profit margins

The pressures exerted by imported inflation intensified in 2005. The
deflator of imported goods and services rose by an average of 3.7 per cent,
more than twice as much as in 2004. The increase was due to the progressive
rise in world non-energy commodity prices and the disappearance of the
curbing effect that the strengthening of the nominal effective exchange rate
of the euro had exercised in the two previous years. The jump in the dollar
prices of oil, which rose by 42 per cent on average for Brent grade (on top of
the increase of 33 per cent in 2004), was accompanied in the second half of
the year by an upturn in the prices of non-oil commodities on international
markets. In the first few months of 2006 oil prices surged further.

The increase in the prices of imported goods and services was moderate
in Germany and France (2.2 and 3 per cent respectively), but particularly
large in Italy (7.7 per cent) owing to the greater share of commodities in
total imports.
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The persistence of moderate growth in domestic costs attenuated
the imported inflationary pressures. Set against a basically stable rate of
increase in labour costs per employee (1.6 per cent), the annual growth
in unit labour costs in the four largest countries rose from 0.5 per cent in
2004 to 1 per cent owing to the slowdown in labour productivity (Table 23).
Unit labour costs grew by an average of 1.4 per cent in services, while in
industry excluding construction they fell for the second successive year,
benefiting from a sharp improvement in productivity.

Table 23
LABOUR COSTS PER EMPLOYEE, PRODUCTIVITY
AND ITS COMPONENTS, AND UNIT LABOUR COSTS
IN THE MAJOR EURO-AREA COUNTRIES
(percentage changes on previous year)

Labour productivity

Labour costs

per employee of which:
(1)

Unit labour
costs

Value added (2) Employment (1)

2004 2005 2004 2005 2004 2005 2004 2005 2004 2005

Industry excluding construction (3)

Germany ................. 21 1.2 6.0 4.4 4.4 26| -15| -17| -3.7| -3.1
France ......c.cccooennen. 3.6 2.6 3.5 3.1 0.4 08| -29| -22 0.2 -0.5
faly oo 4.0 24 25| -07 13| 28| -12| -16 1.5 3.2
Spain .o 3.9 2.8 1.5 0.8 0.6 11| -0.9 0.3 24 2.0
Euro 4 (4) .oooeeennen. 2.9 1.7 4.0 2.3 2.4 091 -161 -131 -11 -0.6

Services (5)

Germany ......cceene -0.3| -0.1 0.1 0.2 1.3 0.9 1.3 06| -03| -0.3
France ......ccccovnnne 2.8 3.4 1.3 1.3 1.9 1.9 0.6 0.6 1.5 2.0
1221V 3.3 3.2 0.4 0.5 0.8 0.8 0.4 0.3 2.9 2.6
Spain ..o 3.3 2.7 0.5 0.8 3.6 3.9 3.1 3.1 2.8 1.9
Euro 4 (4) .cooeevevnene. 1.7 1.8 0.4 0.5 1.7 1.5 1.2 1.1 1.2 1.4
Total economy
Germany .......ccceeenees 0.3 0.2 1.7 1.3 21 1.0 04| -02| -14| -11
France 2.9 3.2 1.9 1.3 1.9 1.5 0.1 0.2 1.0 1.9
Raly .ooeeeiieeeee 3.5 2.9 1.3 0.5 1.3 " .| -04 2.2 2.4
Spain ..o, 3.3 25 0.4 0.2 3.0 3.4 2.6 3.1 2.9 2.3
Euro 4 (4) .oovvenne 1.8 1.6 1.3 0.6 2.0 1.3 0.7 0.6 0.5 1.0

Source: Based on Eurostat data.

(1) For France, Italy and Spain, refers to standard labour units. — (2) Chain-linked volumes. — (3) Manufacturing, mining and quarrying,
and energy generation and distribution. — (4) Changes calculated on the basis of the sum of the figures for France, Germany, Italy
and Spain. — (5) Comprises “wholesale and retail trade, repairs, hotels and restaurants, transport and communications”, “financial,
real-estate, renting and business services”, and “public administration, education, health and social work, and other community, social
and personal services”.




Italy

Consumer prices

Average consumer price inflation in Italy, measured by the index of
consumer prices for the entire resident population, fell from 2.2 per cent
in 2004 to 1.9 per cent, its lowest level since the beginning of the decade.
During the year the twelve-month rate of increase rose from 1.9 per cent
in the first quarter to 2.1 per cent in the fourth, reflecting the increase in
energy prices; in the opening months of 2006 it remained virtually stable at
around 2.1 per cent (Figure 12).

Figure 12
ITALY: INDEX OF CONSUMER PRICES
FOR THE ENTIRE RESIDENT POPULATION
(monthly data; percentage changes)
5 . 5
4 * 4
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® on previous month (1)  ------ on 3 months earlier (1) ——on 12 months earlier

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

The decline in average annual inflation was due to the slowdown in
the prices of unregulated goods and services (Table 24), except for the
energy component. The acceleration imparted to the overall index by the
increase in petrol and fuels (11 per cent, compared with 5.8 per cent in
2004) was offset by the reduction in the prices of unprocessed food and the
deceleration in the prices of processed foods, partly a consequence of the
behaviour of food commodity prices on the international markets. Overall
food price inflation fell virtually to zero, from 2.2 per cent in 2004. The
increase in energy charges (up by an average of 6.1 per cent) caused a
modest acceleration in the regulated price component of the index (to 2.1
per cent, from 1.9 per cent in 2004).
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Table 24
CONSUMER PRICES IN ITALY (1)

Percentage changes Percentage C:)n.trif?u:.ions
on year-earlier period weights ° |n(2z;1 ion
2004 2005 2005 2005
OVERALL INDEX .....ccoiiiiiiniiiineereneeee e 2.2 1.9 100
Unregulated goods and services .................ccccee.. 2.3 1.9 81.8 1.58
Unprocessed food .........ccoiiiiiiiiiiiiiieee e 2.0 -0.8 6.6 -0.05
Of WRICh: frUit ........cceeeeeieee e 3.7 -6.1 0.9 -0.05
Processed food ........cccoiiiiiiiiiiiie e 2.3 0.7 10.0 0.07
Non-food and non-energy products ............cccceeeueene 0.8 0.9 30.0 0.27
of which: COMPULEIS ........c.cccoeeveiecieeiieiee -9.4 -10.6 0.2 -0.02
telephones ............ccoeevceeeeciieeiicieens -23.3 -20.4 0.6 -0.12
SEIVICES ..ottt 3.4 3.0 31.9 0.96
of which: air transport ............cccceceeveeesieeseenne. 11.6 18.1 0.8 0.14
banking Services ...........coceweceeeeseenenn. 6.6 8.3 0.7 0.06
hotels and restaurants ........................ 3.2 2.3 10.6 0.24
ENEIQY oo 5.8 11.0 3.3 0.36
Regulated goods and services ...............cccceevieene 1.9 2.1 18.2 0.38
Medical products .........ccccceeiiiiiiiiieeeeeeee e -1.0 -5.1 2.8 -0.14
Tobacco Products .......cceveeveeeeiiiiiieee e 9.8 8.9 21 0.19
RENTS .o 2.8 2.4 3.0 0.07
Public services and utilities ......... 0.9 2.6 10.2 0.27
of which: electricity and gas ... -1.2 6.1 2.8 0.17
refuse collection .............ccccccceeceeenennen. 3.9 4.4 0.6 0.03

Source: Based on Istat data.
(1) Index of consumer prices for the entire resident population. — (2) Percentage points.

Unregulated service prices rose by 3 per cent, 0.4 percentage points
less than in 2004, benefiting from the slight slowdown in unit labour costs
in the sector. Especially marked increases were recorded for air transport
(18.1 per cent, compared with 11.6 per cent in 2004), owing to the rise
in fuel prices, and banking services (8.3 per cent, up from 6.6 per cent in
2004).

The inflation rate for unregulated non-food and non-energy goods
remained about the same as in 2004 (0.9 per cent), despite the acceleration
in domestic and imported costs. This reflected the weakness of demand,
the growing pressure of international competition and the reduction in the
prices of high-technology goods, whose contribution to curbing overall
inflation was about one tenth of a percentage point, as in 2004.

The gap between official inflation and perceived inflation as found
by household surveys, which had begun to narrow in 2004, continued to
diminish in 2005 and in the most recent months disappeared; the gap had
reached historically high levels in the two years 2002-03, in concomitance
with the changeover to the euro. A similar pattern was also seen in the other
major euro-area countries.



Producer prices, costs and profit margins

Producer prices of industrial goods in Italy rose by an average of 4
per cent in 2005, accelerating from 2.7 per cent in 2004. The effects of the
surge in the energy component (15.5 per cent, compared with 2.4 per cent
in 2004) were attenuated by slower growth in the prices of non-energy and
non-food intermediate goods.

According to Istat’s indicators of input and output prices, which are only
available for the first nine months of 2005, output prices of manufactures
sold on the domestic market grew significantly less than unit variable
costs, indicating a substantial narrowing of manufacturing firms’ unit profit
margins. The costs of non-labour domestic inputs accelerated appreciably.
According to the national accounts, for the year as a whole unit labour costs
in manufacturing rose by 1.8 per cent, compared with 2 per cent in 2004,
benefiting from a sharper deceleration in per capita compensation (from 4.2
to 2.5 per cent) than in productivity (from 2.2 to 0.7 per cent).

Unit labour costs in industry excluding construction rose by 3.2 per
cent, in contrast with the reduction recorded in the other leading countries.
In Germany and France they fell by 3.1 and 0.5 per cent respectively, driven
down by productivity gains of 4.4 and 3.1 per cent (Table 23).

In order to compensate for at least some of the contraction in profit
margins in the domestic market, Italian firms applied markedly higher price
increases in foreign markets. The average unit values in euros of exported
manufactures rose by 6.6 per cent in 2005. The prices of exports to other
EU countries increased by 5.2 per cent, more than the increase applied by
domestic producers in these markets; the increase on exports to non-EU
countries was even larger (8.2 per cent).

In market services, the difference between the growth in output prices
and that in unit variable costs was smaller than in manufacturing, so that
that reduction in unit profit margins was more limited. The average annual
increase in unit labour costs declined from 2.9 to 2.6 per cent.

Inflation persistence and expectations

The Inflation Persistence Network, the Eurosystem research project
on the time it takes for inflation to return to its long-run level following a
shock and on the price adjustment mechanisms in the euro area, completed
its work in 2005. The study found that inflation persistence in the euro area
is relatively limited at present, similar to that observed in the United States.
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By contrast, the degree of price rigidity, i.e. the average length of time
between two changes in the price of a good, is greater than in the United
States; it varies considerably from sector to sector and is especially great in
services, where it is associated with asymmetric downward stickiness.

The role of competitive pressures in pricing policies was examined
on the basis of surveys of industrial and service firms in the individual
countries (except Ireland, Greece and Finland). The findings suggest that
in the area as a whole firms more exposed to competition (i.e. those whose
strategies are strongly influenced by their competitors’ pricing) are more
flexible in their price-setting behaviour than those that operate in less
competitive markets. Firms exposed to competition tend to review and
change their selling prices more frequently: their prices remain unchanged
for an average of 9 months, compared with about 14 months for the others.
The rapidity of price adjustments is greater following a shock, especially
on the demand side.

The positive correlation between price flexibility and competitiveness
of the markets is confirmed by an analysis of a broad set of the elementary
price quotes used by the national statistical institutes to calculate consumer
price inflation in the various countries. In the euro area as a whole, only
about 6 per cent of quotes are modified each month in the service sector,
compared with about 9 per cent for industrial goods, whose market tends to
be more exposed to competition.

Table 25

PROFESSIONAL FORECASTERS’ INFLATION EXPECTATIONS
FOR 2006 AND 2007 IN THE EURO AREA
(percentage changes on previous year)

Forecasts for 2007

Forecasts for 2006 made in the period indicated made in the period indicated

January 2005 | June2005 | January2006 | May2006 | January2006 | May 2006
aly oo 1.9 1.9 21 21 1.8 1.9
France ... 1.7 1.6 1.8 1.7 1.6 1.5
Germany ......coeeeee 1.2 1.3 1.7 1.7 2.3 23
Spain .o 2.6 2.7 3.1 3.5 2.8 3.0
Euro area ................. 1.7 1.7 2.0 2.1 2.0 2.1

Source: Consensus Forecasts.

In the second half of 2005 the inflation expectations for 2006 of the
professional forecasters surveyed by Consensus Economics were revised
upwards from 1.7 per cent in August to 2 per cent in December, taking
account of strains in international oil markets. Expected inflation for Italy
was slightly higher and was likewise revised upwards at the end of 2005.



According to the forecasts made in May 2006, inflation in Italy will average
2.1 this year and then fall to 1.9 per cent in 2007, while in the euro area it
is expected to remain stable at 2.1 per cent in both years (Table 25). The
professional forecasters’ longer-term expectations are that inflation will
basically hold steady at around 2 per cent, the same level implied by prices
on the financial markets.
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THE BALANCE OF PAYMENTS
AND THE NET INTERNATIONAL INVESTMENT POSITION

Italy’s current account deficit in 2005 amounted to €22.1 billion (1.6
per cent of GDP), up from €12.5 billion (0.9 per cent of GDP) in 2004
(Table 26). The deterioration was almost entirely due to the swing into
deficit of the balance on goods and services, in turn largely caused by the
disappearance of the surplus on merchandise trade. The swing into deficit
of the balance on services was mainly due to the reduction in the surplus
on travel. The decrease in the deficit on income was slightly larger than the
increase in that on transfers.

The overall deficit of €20.3 billion on current and capital account was
accompanied by €19 billion of net inflows on financial account. The surplus
on direct and portfolio investment and financial derivatives increased from
€26.3 billion to €28.2 billion. The deficit on other investment decreased
slightly as a consequence of the net inflows received by banks. The official
reserves decreased by €0.8 billion, compared with €2.3 billion in 2004.

Between the end of 2004 and the end of 2005 Italy’s net external debt
position improved from €90.3 billion to €77.9 billion (from 6.5 to 5.5 per
cent of GDP), thanks to exchange rate and other valuation adjustments,
which offset the increase in the debtor position caused by the net outflows
recorded on the financial account.

The current and capital accounts

Goods. — After being in surplus for twelve consecutive years, the
balance on goods fell to zero. Compared with 2004 the balance fell by
€8.8 billion, with the growth in imports (9.1 per cent) exceeding that in
exports (5.7 per cent) almost entirely as a result of price increases. Imports
were affected by the large increases in the prices of metals and energy
products, especially petroleum products, which accounted for almost the
entire deterioration in the overall balance in 2005.

The deficit on energy products rose from €29.4 billion to €38.6
billion, whereas on a cif-fob basis the surplus on manufactures excluding
refined petroleum products grew by €1.1 billion, to €37.6 billion or 2.7



per cent of GDP. The machinery and mechanical equipment sector,
which contributes the largest surplus to the balance on merchandise
trade, recorded an improvement of €1.4 billion, with the growth in
exports exceeding that in imports. The deficit on electrical machinery
contracted thanks to the good performance of exports of electrical motors
and transmission equipment. The overall surplus of the main branches
of Italy’s traditional manufacturing industry (textiles, furniture, leather
and leather products) contracted for the fourth consecutive year as a
consequence of a fall in exports and a rise in imports.

Table 26
ITALY’S BALANCE OF PAYMENTS
(billions of euros)
2001 2002 2003 2004 2005
Current account ....................ccee.. -0.7 -10.0 -17.4 -12.5 -22.1
GOOGS ..ot 174 14.0 9.9 8.9 0.1
EXPOItS ..o 273.6 267.6 263.6 283.3 299.6
IMPOIS ... 256.2 253.5 2538.7 274.5 299.5
SEIVICES ..vvviiiiiec et . -3.0 -2.4 1.2 -0.4
EXPOItS ..o 64.6 63.8 63.4 68.2 72.5
IMPOItS ..o 64.6 66.8 65.8 67.0 72.9
Income ....... -11.6 -15.4 -17.8 -14.8 -13.6
Transfers ... -6.5 -5.6 -7.1 -7.7 -8.2
of which: EU institutions ................. -5.6 -5.7 -6.3 -6.5 -8.0
Capital account .............ccceeceiieenn 0.9 -0.1 23 1.8 1.8
Intangible assets ... -0.3 -0.2 -0.1 . 0.1
Transfers ... 1.2 0.1 2.3 1.9 1.7
of which: EU institutions ................. 1.7 1.6 3.6 2.8 3.2
Financial account ............................ -3.3 8.5 17.3 8.2 19.0
Direct investment .... -7.4 2.7 6.5 -2.0 -17.6
Outward ..... -24.0 -18.2 -8.0 -15.5 -33.6
INWAID ... 16.6 15.5 14.5 13.5 16.0
Portfolio investment ...........cccccceeeeenn. -7.6 16.1 3.4 26.4 43.4
Equities ...... -11.5 -13.2 -16.0 0.5 -16.0
Assets -11.2 -6.0 -13.8 -12.9 -20.0
Liabilities -0.4 -7.2 2.2 134 4.1
Debt securities 3.9 29.3 19.4 25.9 59.3
Assets -28.9 -10.9 -37.3 -8.2 -67.0
Liabilities 32.8 40.2 56.6 34.1 126.4
Financial derivatives ...........c.ccccccccee. -0.5 2.7 -4.8 1.8 2.3
Other investment ..........cccceeveeeeineen, 11.7 1.0 13.7 -20.3 -9.9
of which: banks (1) ....cccoeevivviiienns 27.6 -41.7 40.6 -10.8 27.0
Change in official reserves ................. 0.5 -3.1 -1.4 2.3 0.8
Errors and omissions ...................... 3.1 1.5 -2.2 2.4 1.2
(1) MFls, excluding the Bank of Italy.
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The surplus with the other EU countries increased slightly, from
€0.7 billion to €0.9 billion. The growth in both exports and imports
was the result of a reduction in volumes and an increase in average
unit values. The deficit on merchandise trade with the euro-area
countries decreased from €12.2 billion to €10.4 billion. The growth
in the surpluses with France and Spain more than offset that in the
deficit with Germany and the remaining euro-area countries. Exports
to Germany, which is the most important market for Italian products,
grew by only 2.9 per cent; once again they were held back by the fall
in sales of textiles and clothing, leather products and footwear, and
mechanical machinery.

There was a further reduction in the surplus with the new EU member
states in 2005, as a result of a worsening in the balance for transport
equipment and electrical machinery. The surplus with the United Kingdom
contracted as a consequence of a fall of 2.7 per cent in exports (the only
main sectors to show increased sales were electrical machinery and metal
products) and a rise of 3 per cent in imports.

The surplus with the United States, the largest of all, increased slightly
again in 2005; exports grew only thanks to the rise in average unit values.
At least at current prices, the large increases in the value of exports of
transport equipment, chemical products and machinery more than offset
the further falls recorded by the traditional sectors.

The deficit with China increased further, to €8.7 billion. According
to the foreign trade statistics, the limited growth in exports was due to
the large fall in those of transport equipment, which stemmed in part
from the anomalous level reached in 2004 as a result of the repair of
aircraft. Exports of mechanical machinery also fell, while those of metal
products rose as a result of higher prices. The main increases in imports
were recorded by low-tech goods and electrical machinery.

The deficit with the OPEC countries increased by €6.6 billion to
€13.8 billion. The growth in imports of oil was partially offset by that
in exports of basic metals and mechanical and electrical machinery.
The deficit with Russia, concentrated in the energy and basic metals
sectors, rose by €0.9 billion; the growth in imports was partly offset by
an increase of 22.2 per cent in exports (traditional consumer goods and
machinery).

Services. — After improving for two years, the balance on services
deteriorated last year, swinging from a surplus of €1.2 billion in 2004
to a deficit of €0.4 billion. The largest contributions to the deterioration
came from travel, followed by “other business services” (professional



and technical services, merchanting and other trade-related services,
and operational leasing), the deficit on which had declined in 2003 and
2004, and IT and information services. The structural deficit on transport
increased by €0.2 billion as a consequence of the rise in fuel prices, which
brought a substantial increase in the deficit on the transport of goods;
the latter was partially offset by the annulment of the overall deficit on
auxiliary logistic services.

The decrease in the surplus on travel from €12.2 billion to €10.5 billion
was due to the sharp recovery in Italians’ spending abroad (up by 9 per
cent, compared with a fall of 9.4 per cent in 2004) and the slight reduction
of 0.7 per cent in foreign travelers’ spending in Italy. The reduction in total
inflows from travel was due to the fall in the spending of EU citizens (4.2
per cent) and especially the cut-back by euro-area citizens (6.7 per cent).
The spending by non-EU citizens, which accounts for just over one third of
the total, increased by 6 per cent.

After falling in 2004, Italians’ spending on holidays abroad rose by
10.1 per cent, while spending on business travel rose by 6.3 per cent. The
recovery regarded both EU and non-EU destinations.

Income. — In 2005 the deficit on the income account fell from €14.8
billion to €13.6 billion, a smaller reduction than in 2004. The deficit
on compensation of employees rose from €0.2 billion to €0.6 billion as
the increase in debits outpaced that in credits. By contrast the deficit on
investment income fell from €14.6 billion to €13 billion, thanks above all
to the contraction in the deficit on the portfolio investment component from
€10.8 billion to €9.1 billion. The deficit on income from direct investment
rose from €0.4 billion to €0.7 billion, while that on other investment income
declined slightly.

Current account transfers. — Continuing the trend of the three previous
years, Italy’s deficit on this item rose slightly, from €7.7 billion to €8.2
billion. The deterioration was largely due to the increase in the deficit
vis-a-vis EU institutions, which rose from €6.5 billion to €8 billion.
As regards private-sector transfers, the increase in net outflows due to
emigrants’ remittances was more than offset by the swing into surplus of
“indemnity payments, fines and penalties”, mainly as a result of the penalty
received by a large Italian industrial group.

The capital account. — Italy’s capital account surplus remained
unchanged last year at €1.8 billion and consisted almost entirely of the
surplus on public transfers. The surplus on EU transfers increased by
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€0.4 billion as a result of the larger amounts received from the Regional
Development Fund.

Investment

Direct investment. — The sharp rise in net outflows of direct investment
reflected the growth in gross outflows from €15.5 billion to €33.6 billion
and was largely due to an Italian bank’s acquisitions abroad. Foreign
investment in Italy rose much less than outward investment but returned
close to its level in 2001.

Direct investment abroad other than by the banking sector remained
at the very low level of 2004 (€14.5 billion or 1 per cent of GDP).
Investment in the energy sector declined, while there was an increase
of €1.9 billion in investment in the service sector, especially insurance
and banking services. Investment in manufacturing industry remained
unchanged at €6.1 billion.

Excluding the banking sector, foreign direct investment in Italy rose
from €13.2 billion to €15 billion. There were increases in investment in
the energy and manufacturing sectors of respectively €4.5 billion and €4
billion; the chemical sector recorded a net inflow, compared with a net
outflow of €2.8 billion in 2004. Investment in services fell sharply as a
consequence of the reduction recorded by banking and insurance and the
substantial disinvestment in transport and communications.

Portfolio investment and derivatives. — Net inflows of portfolio
investment and derivatives rose from €28.3 billion in 2004 to €45.7
billion. The €16 billion of net outflows of investment in equity securities
was more than offset by the large net inflows of investment in non-equity
securities (€59.3 billion) and derivatives (€2.3 billion).

Whereas in 2004 inflows and outflows of investment in equity securities
were of much the same size, in 2005 outflows rose from €12.9 billion to
€20 billion and inflows fell from €13.4 billion to €4.1 billion. A large part
of these inflows were in relation to the exchange of shares involved in the
above-mentioned direct investment in the banking sector.

After contracting slightly in 2004, the flows of investment in non-
equity securities grew significantly in 2005. Outflows jumped from €8.2
billion to €67 billion and inflows from €34.1 billion to €126.4 billion; in
both cases the value for 2005 was higher than the previous peak for the last
15 years, recorded in 1999.



Foreigninvestmentin Italian non-equity securities was concentrated
in the first half of 2005 and consisted mainly of purchases of government
securities. Although net issues were comparable to those in 2004, these
purchases rose from €9.9 billion to €90.7 billion on an annual basis,
with a clear preference for BTPs. The result may have been influenced
by the widening of the spreads between Italian government securities
and those of the other leading euro-area countries in the first half of the
year.

The upturn in Italians’ investment in foreign non-equity securities in
2005 can be interpreted as the first clear sign of a recovery in international
portfolio investment after the stagnation that began in 2001. Not only
were investment flows at their highest level in the period 2001-05 but
indicators of the internationalization of portfolio choices also appear to
point in the same direction.

“Other investment”. — In 2005 net outflows of €9.9 billion were
recorded under “other investment”, less than half the €20.3 billion
recorded in 2004. The decrease in the deficit was largely due to Italian
banks, which recorded net inflows of €27 billion, compared with net
outflows of €10.8 billion in 2004.

The net international investment position and the official reserves

At the end of 2005 Italy’s net external debt amounted to €77.9 billion
(5.5 per cent of GDP), down from €90.3 billion (6.5 per cent of GDP) at the
end of 2004 (Table 27). The improvement was entirely due to exchange
rate and other valuation adjustments, which exceeded the net inflow of
capital recorded on the financial account. The exchange rate adjustments
were relatively small and contributed above all to an increase in the non-
banking sectors’ assets (especially as regards direct investment and equity
portfolio investment) and in those of the central bank. Other valuation
adjustments made the largest contribution and primarily concerned the
non-banking sectors and the central bank.

The rise in share prices was the main cause of revaluations and
mainly affected the non-banking sectors’ direct and portfolio investment
holdings of equity assets and liabilities. In the case of the central bank’s
assets, most of the increase was due to the revaluation of the gold reserves.
In fact the official reserves rose from €45.8 billion to €55.9 billion and
the gold component from €25.3 billion to €34.3 billion.
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ITALY’S NET INTERNATIONAL INVESTMENT POSITION
(millions of euros)

Table 27

January-December 2005

Stocks at Value adjustments Stocks at
end-2004 (1) A Change in |end-2005 (1)
(@) 0‘(,:)5) @ Exchange stocks (a)+(d)
(c) rate Other (d)=(b)+(c)
3)
Resident non-banks

Assets .........coooceiiiiiiieinen. 961,674| 164,195 | 49,978 | 17,317 | 32,661 | 214,173 |1,175,847

Direct investment .............. 191,478 15,590| 10,078 | 5,339 4,739 | 25,668 | 217,146

Portfolio investment .......... 594,690 89,399 | 39,363 | 11,539 | 27,824 (128,762 | 723,452

of which: equities........... 265,374\ 21,075| 38,775| 7,905| 30,870| 59,850| 325,224

Other investment .............. 164,363 57,768 534 439 95| 58,302 | 222,665

Derivatives .........cccocveennns 11,143 1,438 3 . 3 1,441 12,584

Liabilities ............c.cccocceeniis 1,045,351| 125,289 | 15,234 | 6,858 8,376 | 140,523 |1,185,874

Direct investment .............. 154,496| 15,893 | 6,022 49 5,973 | 21,915| 176,411

Portfolio investment .......... 760,566 79,278 | 8,252 | 6,136 2,116 | 87,530 | 848,096

of which: equities........... 41,792| -19,119| 4,465 4,465 | -14,654 27,138

Other investment .............. 118,254 20,820 964 673 291 | 21,784 | 140,038

Derivatives .........cccocveenins 12,035| 9,298 -4 . -4 9,294 21,329

Net position ......... -83,677| 38,906 | 34,7441 10,459 | 24,285 73,650 -10,027

Resident banks

ASSEtS ..o 300,389 | 40,936 | 2,021| 4,293 -2,272| 42,957 | 343,346

Liabilities ......ccoeevieiieiiieeees 372,801 | 98,873 | 17,073 | 8,714 8,359 | 115,946 | 488,747

Net position ......... -72,412| -57,937 |-15,052 | -4,421| -10,631 | -72,989 | -145,401

Central bank

ASSEtS ..o 66,528 928 | 11,918 | 2,717 9,201 | 12,846 79,374

Liabilities ......cccoevveeiiiieeis 767 938 123 123 1,061 1,828

Net position ......... 65,761 -10| 11,795 | 2,594 9,201 | 11,785 77,546

OVERALL NET

INTERNATIONAL

INVESTMENT POSITION | -90,328 | -19,041 | 31,487 | 8,632 | 22,855| 12,446 | -77,882

(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.




THE PUBLIC FINANCES

General government net borrowing in the euro area declined for the
second successive year. The reduction, from 2.8 per cent of GDP in 2004 to
2.4 per cent in 2005, was slightly smaller than that indicated in the stability
programmes submitted between the last part of 2004 and the first half of
2005. The ratio of debt to GDP rose further, from 69.8 to 70.8 per cent.

Net borrowing remained above the 3 per cent limit in Portugal, Greece,
Italy and Germany; in France it was 2.9 per cent of GDP. In 2005 excessive
deficit procedures were launched against Italy and Portugal; the procedures
launched against Germany, France and Greece in respectively 2002, 2003
and 2004 are still under way.

On the basis of the most recent stability programmes, net borrowing in
the euro area should decline to 2.3 per cent of GDP in 2006 and to 1.4 per cent
in 2008. The forecasts published by the European Commission in April show
the figure unchanged at 2.4 per cent in 2006; in 2007, on the assumption of no
change in policies, it is seen as falling by 0.1 percentage points.

In Italy general government net borrowing in 2005 was 4.1 per cent
of GDP, compared with 3.4 per cent in 2004; the deficit has been above
the 3 per cent limit since 2003. The primary surplus fell to 0.4 per cent of
GDP; in 1997 it had been equal to 6.6 per cent, in 2001 to 3.2 per cent and
in 2004 to 1.3 per cent. In 2005 the ratio of primary current expenditure to
GDP rose by 0.6 percentage points; the ratio of taxes and social security
contributions declined by 0.1 percentage points to 40.6 per cent. Public
investment contracted by 4 per cent in nominal terms.

Recourse to one-off deficit-reduction measures fell from 1.5 per cent of
GDP in 2004 to about 0.5 per cent. Excluding the effects of these measures,
the primary surplus has been virtually nil since 2003.

When Istat released the budget outturn for 2005 in March 2006, it
announced statistical and accounting revisions that increased net borrowing
by 0.2 percentage points in 2002, 2003 and 2004.

The objective for net borrowing in 2005, set at 2.7 per cent of GDP
in July 2004, was raised in several steps to 4.3 per cent in July 2005. The
revision reflected the deterioration in the trends on a current programmes
basis, due in part to the worse-than-expected economic conditions, and
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shortfalls in the effects of the budget measures. The improvement ultimately
achieved on the July 2005 objective was due to the postponement to 2006
of part of the cost of labour contract renewals in the public sector and the
increase in the estimate of GDP.

In 2005 the general government borrowing requirement net of
privatization receipts rose by 1 percentage point to 5.1 per cent of GDP.
The increase reflects the reduction in the effects of one-off measures, from
approximately 2 percentage points of GDP in 2004 to approximately 1 point
in 2005. Excluding the effects of these measures, the borrowing requirement
has been close to 6 per cent of GDP since 2003; the corresponding primary
balance, in deficit since 2003, has been equal to more than 1 percentage
point.

At 1 percentage point of GDP, the gap between the borrowing
requirement and net borrowing was nearly twice the average of the
preceding three years. The increase reflects the change in the balance on
financial transactions and the fact that interest payments on a cash basis
exceeded those on an accrual basis for the first time.

In 2005 the ratio of debt to GDP rose from 103.9 to 106.4 per cent,
interrupting the downward trend under way for the previous ten years. The
result was influenced by the smallness of the primary surplus, the stagnation
of the economy and the decrease in privatization receipts (0.7 percentage
points of GDP, compared with an average of 1 point in the five preceding
years).

The Economic and Financial Planning Document published in July
2005 set an objective for net borrowing in 2006 of 3.8 per cent of GDP
(with a primary surplus of 0.9 per cent). The debt ratio was expected to fall
by 0.8 percentage points. GDP growth was forecast at 1.5 per cent.

In December a budget adjustment officially estimated at 1.4 percentage
points of GDP was approved. This was 0.6 percentage points more than
had been announced in September; the bolstering of the adjustment offset
the parallel decrease in the receipts expected from the sale of buildings
compared with those on a current programmes basis and allowed the
objective for net borrowing in the Stability Programme to be set at 3.5 per
cent of GDP.

In March 2006 the EU Council considered that, if fully implemented,
the budget measures for 2006 would allow the excessive deficit situation
to be overcome in 2007. The Council stressed that substantial additional
corrective measures would be necessary for 2007.

The Quarterly Report on the Borrowing Requirement published in
April 2006 revised the economic growth expected in 2006 down to 1.3
per cent; it also reduced the estimate of the primary surplus to 0.6 per cent



of GDP and raised the objective for net borrowing to 3.8 per cent. Public
investment was expected to contract further. The figures published in the
Report assume that the budget measures are fully effective and that there is
complete compliance with the restrictions on the growth of expenditure by
government bodies at every level.

On the basis of the scenario depicted in the Report and assuming that
the change in the debt coincides with the borrowing requirement, the debt
ratio will rise by 1.6 percentage points in 2006.

According to the recent estimates published by the EU Commission,
in the absence of additional corrective measures net borrowing in 2006 will
be 4.1 per cent of GDP and the debt ratio will rise to 107.4 per cent.

It appears essential to revive the debt-reduction process as soon as
possible. Achieving the Stability Programme’s objective for net borrowing
in 2007 (2.8 per cent of GDP) should bring a reduction in the debt ratio.

In the light of present trends and without considering the cost of
possible measures to reduce the tax and contributions burden or give
renewed impetus to public investment, the 2007 adjustment would need to
be of the order of 2 percentage points of GDP.

Primary current expenditure grew in real terms at an average annual
rate of 2.2 per cent in 1998-2001 and of 2.4 per cent in 2002-05. In order to
eliminate the excessive deficit in 2007 and gradually reduce the debt in the
following years, without increasing the tax burden, there will need to be a
sharp reduction in this rate of growth.

The ratio of old people to those of working age is set to rise in Italy.
The increase will be especially pronounced in the period after 2010,
with a major impact on the demand for services and government transfer
payments.

A significant reduction in the debt ratio over the next ten years would
make management of the public finances easier when the demographic
imbalances will be most severe and would make it possible, by reducing
interest payments, to offset part of the expected increase in expenditure on
pensions, health care and social assistance. To this end it is necessary to
achieve an adequate primary surplus. For 2009 the Stability Programme
indicates an objective for this aggregate of 3.2 per cent of GDP, which it
considers to be compatible with the long-term sustainability of the public
finances. This assessment is based on a simulation in which demographic
developments do not have major effects on public expenditure until
2030. The impact of the changes in the country’s demographics may be
significantly greater. It therefore appears desirable to curb expenditure
trends with structural reforms and achieve a larger primary surplus in the
coming years.

99



100

BUDGETARY POLICY IN 2005

The euro area

General government net borrowing decreased for the second
consecutive year, falling from 2.8 to 2.4 per cent of GDP (Table 28). The
improvement involved most of the euro-area countries; it was slightly less
than indicated in the national stability programme updates submitted in late
2004 and the first half of 2005 (0.5 percentage points of GDP). The area’s
economic growth was approximately one point less than indicated in the
national programmes.

Table 28
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO-AREA COUNTRIES
(as a percentage of GDP)
Net borrowing (1) Debt
2002 2003 2004 2005 2002 2003 2004 2005

Germany .............. 3.7 4.0 3.7 3.3 60.3 63.8 65.5 67.7
France ........c........ 3.2 4.2 3.7 2.9 58.2 62.4 64.4 66.8
ltaly ..o 2.9 3.4 3.4 41 105.5 104.3 103.9 106.4
Spain ..o 0.3 0.0 0.1 -1.1 52.5 48.9 46.4 43.2
Netherlands .......... 2.0 3.1 1.9 0.3 50.5 51.9 52.6 52.9
Belgium ................ 0.0 -0.1 0.0 -0.1 103.2 98.5 94.7 93.3
Austria ... 0.5 15 1.1 1.5 66.0 64.4 63.6 62.9
Greece ... 4.9 5.8 6.9 4.5 110.7 107.8 108.5 107.5
Finland ... -4.1 -2.5 -2.3 -2.6 41.3 44.3 44.3 411
Ireland .... 0.4 -0.2 -1.5 -1.0 32.1 31.1 29.4 27.6
Portugal ................ 2.9 29 3.2 6.0 55.5 57.0 58.7 63.9
Luxembourg.......... -2.0 -0.2 1.1 1.9 6.5 6.3 6.6 6.2
Euro area ............. 2.5 3.0 2.8 2.4 68.1 69.3 69.8 70.8
Sources: For the euro-area countries apart from ltaly, based on European Commission data (May 2006); for Italy’s net borrowing,
Istat (March 2006).

(1) The data do not include the proceeds of sales of UMTS licences but include the effects of swaps and forward rate agreements.

The primary surplus of the euro area increased from 0.3 per cent of
GDP in 2004 to 0.6 per cent in 2005. Interest payments were basically
unchanged at 3 per cent. Primary expenditure amounted to 44.5 per cent of
GDP, compared with 44.4 per cent in 2004. Total revenue rose from 44.7
to 45.1 per cent of GDP.



Net borrowing was above the threshold of 3 per cent of GDP in Portugal
(6 per cent), Greece (4.5 per cent), Italy (4.1 per cent) and Germany (3.3
per cent). After exceeding the threshold for three consecutive years, France
brought its deficit down to 2.9 per cent.

The European Commission has estimated that the deficit on a cyclically
adjusted basis and excluding the effects of one-off measures was 2.2 per
cent of GDP, a reduction of 0.8 percentage points compared with 2004.

Euro-area debt grew in relation to GDP for the third consecutive
year, rising from 69.8 to 70.8 per cent. There were significant increases
in Portugal (5.2 percentage points), Italy (2.5 points), France (2.4 points)
and Germany (2.2 points). Among the countries with large debts, Greece
lowered its ratio by 1 percentage point.

The excessive deficit procedures against France, Germany and Greece
are still in place. In 2005 procedures were launched against Italy and
Portugal.

Italy

Budgetary policy. — The budgetary policy for 2005, laid down in the
Economic and Financial Planning Document published in July 2004, set
an objective of 2.7 per cent of GDP for net borrowing. This was confirmed
in the November update of the stability programme (Table 29), which
indicated a primary surplus of 2.4 per cent of GDP and a reduction of 1.9
percentage points in the debt ratio. The economy was expected to grow by
2.1 per cent.

In order to achieve the objective for net borrowing, the Government
presented budget measures officially estimated at €24 billion (1.7 per cent
of GDP). During the bill’s passage through Parliament the Government
introduced €4.3 billion of fiscal relief (0.3 per cent of GDP) and €1.8
billion of additional expenditure (0.1 per cent of GDP); the financing of
these measures was provided for with €3.9 billion of additional revenue and
€2.2 billion of expenditure cuts; the overall effect of the adjustment was
left basically unchanged. The one-off measures in the budget amounted to
approximately 0.6 per cent of GDP. Provision was made for disposals of
buildings amounting to €7.1 billion or 0.5 per cent of GDP, a net reduction
in primary expenditure of €8.7 billion or 0.6 per cent and a net increase in
revenue of €5.2 billion or 0.4 per cent; in addition, an increase in interest
receipts was expected amounting to€1.5 billion or 0.1 per cent. The remaining
part of the adjustment was to come from amendments to the tables attached
to the Finance Bill and the budget on a current legislation basis.
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Table 29
PUBLIC FINANCE OBJECTIVES, ESTIMATES
AND OUTTURNS FOR THE YEAR 2005

(billions of euros)

State sector General government Memorandum items
r:g&:?:r’:;gm Net Primary | Interest Debt Real v\(iﬁp Nominal
1) borrowing| surplus |payments © rg;g (%) GDP
Objectives (2)
EFPD (July 2004) .....cccooveiiiieeieeee 2.1|1,409.0
as a percentage of GDP .............. 4.2 2.7 2.6 53| 104.1
EFPD update (September 2004) ......... 61.0| 38.7| 338| 725 2.1(1,413.9
as a percentage of GDP ............. 4.3 2.7 2.4 51| 104.1
Stability programme update
(November 2004) .......cccoevevreeiieennns 21
as a percentage of GDP .............. 2.7 24 51| 104.1
Estimates released during the year (2)
QRBR and FPR update (April 2005) ... 440 41.0| 29.3| 703 1.21,394.5
as a percentage of GDP .............. 2.9 2.1 5.0 1053
EFPD (July 2005) .....ccoovveiierieieiienens 65.2| 59.6 8.7| 68.3 0.0(1,382.2
as a percentage of GDP .............. 4.7 4.3 0.6 4.9 108.2
FPR and EFPD update
(September 2005) ................ 65.2| 59.6 8.7| 68.3 0.0|1,384.0
as a percentage of GDP 4.7 4.3 0.6 4.9 108.2
Stability programme update
(December 2005) ................. 0.0
as a percentage of GDP 4.3 0.6 5.0 108.5
Outturns (3) 59.6| 58.2 6.4| 64.5|1,508.2 0.0(1,417.2
as a percentage of GDP .............. 4.2 4.1 0.4 4.6| 106.4
Legend: EFPD = Economic and Financial Planning Document; QRBR = Quarterly Report on the Borrowing Requirement; FPR =
Forecasting and Planning Report.
(1) Net of settlements of past debts and privatization receipts. The figure for the outturn is taken from the Quarterly Report on the
Borrowing Requirement published in April 2006; compared with the earlier estimates, it takes account of the statistical revisions in
connection with the PO current accounts held by the private sector and the inclusion among liabilities of the Treasury account held by
the EU. - (2) Figures released before the adoption of the new methods for calculating national accounting data on 1 March 2006. -
(3) Figures released after the adoption of the new methods for calculating national accounting data on 1 March 2006 and, for net
borrowing and the primary surplus, with account taken of the change in the treatment of SACE dividends in April 2006.

The European Commission forecasts published in April 2005 indicated
a deficit of 3.6 per cent of GDP for Italy. In the same month the Quarterly
Report on the Borrowing Requirement lowered the forecast of economic
growth by approximately one percentage point and raised the estimate of
net borrowing to 2.9 per cent, while indicating the existence of some risk
factors that could increase the deficit up to 3.5 per cent. The Government
nonetheless indicated that it would monitor the need for measures to keep
the deficit within the limit established by the European budgetary rules.

On 1 March 2005 Istat published new data on the general government
consolidated accounts. The statistical and accounting revisions for the
years 2001-03 resulted in higher deficits. In May Istat further revised the
data to comply with Eurostat’s rulings on the accounting treatment of some
transactions. The combined effect of these revisions was to increase net
borrowing above the 3 per cent threshold in 2001, 2003 and 2004.



In July the European Council took note of the existence of an excessive
deficit situation and gave Italy six months to adopt measures to bring the
borrowing requirement below the 3 per cent threshold in 2007. The Council
called for an adjustment amounting to 1.6 percentage points of GDP, to be
made in the two years 2006-07; at least half of the adjustment was to be
enacted in the first year and without recourse to one-off measures.

The Economic and Financial Planning Document for 2006-09 approved
at the end of July 2005 took note of the overshoots of the previous years
and revised the estimates for those to come. The figure for net borrowing
in 2005 was raised to 4.3 per cent of GDP and the primary surplus reduced
to 0.6 per cent; account was taken of the smaller-than-expected effects of
some budget measures and real GDP growth was assumed to be nil. This
scenario was confirmed in the subsequent budgetary documents, up to the
update of the stability programme in December 2005.

The results.— According to the outturn published by Istat, net borrowing
amounted to 4.1 per cent of GDP in 2005, an increase of 0.7 percentage
points on 2004. The factors that contributed to the achievement of a better
result than had been indicated in the Economic and Financial Planning
Document included the postponement to 2006 of part of the costs arising
from the renewal of labour contracts in the public sector and the upward
revision of GDP following changes to the methods used in compiling
the national accounts. The primary surplus continued to contract, falling
from 1.3 to 0.4 per cent of GDP (Figure 13), owing largely to the growth
in primary current expenditure (0.6 percentage points of GDP). Interest
payments fell by one tenth of a point to 4.6 per cent of GDP, thanks in part
to the use of swaps.

Figure 13
GENERAL GOVERNMENT REVENUE AND EXPENDITURE
(as a percentage of GDP)
60 60
— — expenditure (1)
- - - -expenditure excluding interest payments (1)
PN NN ——revenue
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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 deducted from expenditure in the national accounts.
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One factor in the increase in the deficit was the reduced recourse to
one-off measures, which in 2005 had lowered the deficit by about 0.5
percentage points, compared with some 1.5 points in each of the three
preceding years. Excluding the effects of such measures, the primary
surplus has been basically nil since 2003.

The performance of the economy is estimated to have accounted for
approximately 0.1 percentage points of the contraction in the primary
surplus between 2004 and 2005.

The methods used to prepare cyclically adjusted figures for the public
finances permit uniform comparison of data over only a small number of
years. In Italy’s case the methods do not consider the fall in the rate of
GDP growth since the early 1990s as cyclical. The cyclical component
thus consists only of the relatively small fluctuations that occurred around
a trend or potential growth rate that has fallen close to 1 per cent in the last
few years.

Different methods can lead to slight divergences for some years.
According to the Commission’s latest estimates, the performance of the
economy increased the budget deficit by 0.1 per cent of GDP in 2004 and
0.7 per cent in 2005. On the basis of the methodology used by the Bank
of Italy, which takes account not only of the level of GDP but also of its
composition, the cyclical impact was not significant in 2004 but increased
the budget deficit by 0.1 per cent of GDP in 2005. The difference with
respect to the Commission’s estimate for 2005 mainly reflects the growth
in the private-sector wage bill (4.5 per cent in nominal terms) and the fall
in the unemployment rate.

In March 2006, together with the outturn for 2005, Istat published
revisions that increased net borrowing for the years 2001-04 by an average
of €2.7 billion per year. It also revised GDP upward by an average of €34.2
billion per year in the same period. The combined effect was to reduce the
ratio of net borrowing to GDP compared with the earlier estimates by 0.1
percentage points to 3.1 per cent in 2001 and to increase it by 0.2 points to
2.9, 3.4 and 3.4 per cent respectively in 2002, 2003 and 2004.

In April 2006, in response to objections made by Eurostat, Istat revised
net borrowing in 2005 marginally upwards. In particular, the receipts of
SACE dividends included in general government revenue were reduced by
€0.26 billion. The primary surplus was reduced accordingly, from 0.5 per
cent of GDP as announced in March to 0.4 per cent.

In the last few years the general government consolidated accounts
have undergone a series of significant revisions that have progressively
increased net borrowing. The most important changes were made between



2002 and 2005 and concerned the accounting treatment of securitizations
(in accordance with the rules laid down by Eurostat), health expenditure,
transfers to the State Railways Group, the payments made in advance by
tax collection agents in 2003 and 2004 and transactions with the European
Union.

According to the latest Istat data, net borrowing in 2001 is 1.6
percentage points of GDP higher than the first estimate. For 2002, 2003
and 2004 the increase on the initial estimate is 0.6 points, 1 point and 0.4
points respectively.

Financial balances. — In 2005 the total general government borrowing
requirement amounted to €68.5 billion, compared with €49.1 billion in
2004; as a ratio to GDP, it rose by 1.3 percentage points to 4.8 per cent
(Tables 30 and 31). Settlements of past debts were virtually nil, as in 2004.
Privatization receipts fell further, from 0.6 to 0.3 per cent of GDP.

Table 30
MAIN INDICATORS
OF THE GENERAL GOVERNMENT FINANCES IN ITALY (1)
(as a percentage of GDP)

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Revenue .........cccceene 453 | 45.7 | 47.7| 46.2| 46.4| 45.4| 45.0| 445| 45.1| 44.6| 44.4

Expenditure (2) (3) ....... 52.7| 52.6 | 50.3| 49.0| 48.1| 47.4| 48.1| 47.4| 48.5| 48.0| 48.5

of which: interest
payments ... | 11.6| 11.5| 9.3| 79| 6.6| 63| 63| 55| 51| 47| 46

Primary surplus ............ 42| 46| 66| 51| 49| 43| 32| 27| 17| 13| 04
Net borrowing ............... 74| 70| 27| 28| 17| 20| 31| 29| 34| 34| 41
Total borrowing

requirement ................ 71| 73| 18| 26| 13| 23| 46| 29| 30| 35| 438

Borrowing requirement
net of privatization
receipts ....oceevrvenienns 76| 76| 29| 33| 34| 36| 49| 30| 43| 41| 51

Borrowing requirement
net of settlements
of past debts and
privatization receipts .. | 7.4| 69| 29| 31| 28| 32| 42| 26| 36| 40| 5.1

Debt ..o 121.2|120.6 |118.1|114.9|113.7 (109.2 (108.7 [105.5 [104.3 [103.9 [106.4

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 deducted from expenditure in the
national accounts.

Asregards the financing of the borrowing requirement, net redemptions
of short-term securities amounting to €0.9 billion (€1 billion in 2004) were
accompanied by net issues of medium and long-term securities amounting
to €40.3 billion (€41.6 billion in 2004). There was a further slight
lengthening of the average residual maturity of government securities,
from 6.5 to 6.6 years. Whereas €1.4 billion of bank loans had been repaid
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in 2004, the value of such loans increased by €5.6 billion in 2005. The
proceeds of securitizations classified as loans and the loans disbursed
by Cassa Depositi e Prestiti S.p.A grew overall by €0.7 billion (in 2004
they had contracted by €3.8 billion). Currency and deposits again made a
significantly increased contribution (€21.6 billion, compared with €16.4
billion in 2004). More specifically, a contraction of €4.2 billion in post
office deposits included among general government liabilities (€1.2 billion
in 2004) was accompanied by an increase of €30.5 billion in the balance
on current accounts held with the Treasury by entities outside general
government (€14.9 billion in 2004). A contribution also came from the
substantial increase of €22.9 billion in the balances on the accounts held by
Cassa Depositi e Prestiti S.p.A. (€19.3 billion in 2004). The assets held by
the Treasury with the Bank of Italy decreased by €1.2 billion (after growing
by €2.6 billion in 2004).

Table 31
GENERAL GOVERNMENT BALANCES AND DEBT
(millions of euros)
2001 2002 2003 2004 2005
Net borrowing.........cccoeeveveeiiiiieenicenne. 38,501 37,085 46,036 47,652 58,174
Total borrowing requirement .............. 56,854 37,556 40,185 49,075 68,473
Borrowing requirement net of
privatization receipts (1) .......cccceeeee. 61,457 39,485 57,040 56,748 72,791

Debt ..o 1,357,376 | 1,367,001 | 1,392,112 | 1,442,392 | 1,508,176
Memorandum items:
Settlements of past debts (1) ............. 9,310 5,328 8,537 533 403
Privatization receipts (—) (1) ...cccceveenne -4,603 -1,929 -16,855 -7,673 -4,318
Source: For net borrowing, Istat.
(1) The figures for settlements of past debts and privatization receipts refer to central government.

The statistics on the borrowing requirement were also revised in
March 2006, to take account of new data concerning PO current accounts
held by the private sector and the inclusion among the liabilities of the
Treasury account held by the EU. Taken together, these revisions led to
an increase in the borrowing requirement of €4.4 billion and €0.9 billion
respectively in 2001 and 2003 and to a decrease of €3.5 billion and €0.7
billion respectively in 2002 and 2004.

Excluding privatization receipts, the borrowing requirement rose by 1
percentage point to 5.1 per cent of GDP, reflecting the reduction in one-off
measures, which amounted to approximately 1 percentage point of GDP
in 2005, compared with 2 points in 2004. Excluding the effects of these
measures, the general government borrowing requirement has been about 6
per cent of GDP every year since 2003; the corresponding primary balance,
which has been negative since 2003, was equal to more than 1 percentage
point.



In 2005 the borrowing requirement was curbed not only by one-off
measures that influenced net borrowing, but also by the receipts from the
sixth securitization of INPS credits, equal to nearly 0.4 per cent of GDP.

The breakdown of the borrowing requirement in 2005 shows that,
excluding privatization receipts, central government accounted for €63.1
billion, up by more than €10 billion on 2004, and local government for €11.1
billion, up by €6.1 billion. The surplus of the social security institutions
(€1.4 billion) was virtually unchanged.

The discrepancy between the balances. — In 2005 the difference
between the general government borrowing requirement net of privatization
receipts and net borrowing amounted to 1 percentage point of GDP. In the
period 1999-2001 it had been more than 1.5 points; in the period 2002-04
it had averaged 0.6 points (Figure 14a). Calculated with reference to the
primary balances, up to 2004 the gap was larger: 1.9 points on average
between 1999 and 2001 and 0.8 points in the period 2002-04. In 2005 it
was 0.9 points.

The gap can be divided into three main components: a) the difference
between the general government borrowing requirement net of privatization
receipts (calculated by the Bank of Italy on the financing side) and the
public sector borrowing requirement (calculated by the Ministry for the
Economy and Finance on the formation side), which primarily reflects
statistical discrepancies; b) the balance of transactions in financial assets
(calculated by the Ministry), which corresponds to the difference between
the public sector borrowing requirement and deficit; and c) a residual
component equal to the difference between the deficit of the public sector
and net borrowing. The latter component mainly reflects the different
accounting principles applied in calculating the two indicators (cash basis
for the borrowing requirement, accrual basis for net borrowing).

In 2005 the first component was virtually nil, as in the previous three
years, whereas in the period 1999-2001 it had averaged 0.6 percentage
points of GDP. The gap last year was caused primarily by the balance of
transactions in financial assets (1.5 points), which was significantly larger
than previously (0.9 points on average in 1999-2001 and 0.8 points in
2002-04). By contrast, the residual component narrowed the gap by 0.6
points (compared with an average of 0.2 points in 2002-04 and a marginal
widening effect in 1999-2001): the difference between interest payments
on a cash and an accrual basis was positive for the first time (0.1 points),
partly owing to the very large redemptions of PO savings certificates, the
interest on which is paid at maturity (Figure 14b). The contribution of the
difference between the primary balances had a negative value of 0.7 points,
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after being nil on average in 2002-04 and having a positive value of 0.4
points on average in 1999-2001.

Figure 14
DISCREPANCY BETWEEN THE BORROWING REQUIREMENT
AND NET BORROWING (1)
(as a percentage of GDP)
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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 ltaly; 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.

The estimate of the gap in the period 2001-04 was reduced by the
successive revisions of net borrowing and, to a lesser extent, the borrowing
requirement.

Insome cases the upward adjustments to net borrowing were substantial.
The borrowing requirement was also revised upward, above all as a result
of new information on the size of PO current accounts and Eurostat’s
decisions with regard to the accounting treatment of securitizations, loans



raised by Infrastrutture S.p.A. to finance high-speed railway lines and the
payments in advance made by tax collection agencies in 2003 and 2004
(for the latest revisions, see the section on “Financial balances™).

For the years 2001-03, those most affected by the revisions referred
to above, the difference between the gap based on the initial estimates of
the balances and that based on the latest data is substantial. The former
averaged 1.6 points of GDP and the latter about 1 point. The reduction was
due to net borrowing increasing on average by 1.1 percentage points and
the borrowing requirement by 0.5 points.

On the basis of the data published in March 2005, the gap for 2004
was equal to 0.6 percentage points of GDP. Following the revisions in
connection with Eurostat’s decisions with regard to the debts incurred to
finance high-speed railways and the payments in advance made by tax
collection agencies, it widened to 1 point. As a result of the subsequent
revisions of the borrowing requirement and Istat’s further upward revisions
of net borrowing, the gap now stands at 0.7 points.

The public debt. — In 2005 the ratio of general government debt to
GDP rose for the first time since 1994. The increase, equal to 2.5 percentage
points of GDP, occurred despite the disposal of assets worth 0.8 per cent.
At the end of the year the debt amounted to 106.4 per cent of GDP, which
was above the level recorded in 2002.

Compared with the data published in March in Economic Bulletin
No. 42, the figures for the debt in 2004 and 2005 have been revised upward
by respectively €0.5 billion and €0.6 billion as a consequence of corrections
to reports on bank lending.

The debt increased by €65.8 billion, as against €50.3 billion in 2004,
primarily owing to the increase in the borrowing requirement from €49.1
billion to €68.5 billion. The variation in the exchange rate of the euro
contributed €1 billion to the increase, whereas in 2004 it had led to a
reduction of the same size. The growth in the nominal value of the debt was
curbed by the reduction of €1.2 billion in the assets held by the Treasury
with the Bank of Italy (as against an increase of €2.6 billion in 2004) and
issue premiums amounting to €2.5 billion (€0.4 billion in 2004).

The nominal value of the PO savings certificates included in general
government debt (those issued up to April 2001 and assigned to the Ministry
for the Economy and Finance when Cassa Depositi e Prestiti was turned
into a limited company) was €46 billion at the end of 2005 (compared with
€53.1 billion at the end of 2004). The redemption value of these securities,
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interest on which is paid at maturity, was much higher: €115.1 billion
(compared with €126 billion at the end of 2004).

The rise in the ratio of the debt to GDP is the result of three factors:
the reduction of 0.4 points deriving from the primary surplus; the increase
of 2.5 points attributable to the difference between the average cost of the
debt and the GDP growth rate; and the increase of 0.5 points attributable to
the residual component — the difference between the change in the debt and
net borrowing (Figure 15).

Figure 15
COMPOSITION OF THE CHANGE IN THE RATIO
OF THE PUBLIC DEBT TO GDP IN ITALY (1)
(as a percentage of GDP)
12 12
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[ change in the ratio of general government debt to GDP
— ratio of primary net borrowing to GDP (surplus: -)

- - - -effect of the difference between the average cost of the debt (ratio of interest payments to the
size of the debt at the end of the previous year) and the GDP growth rate
— —residual component

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

In 2005 the residual component was affected by one-off measures
amounting to 0.7 per cent of GDP that were in addition to those that reduced
net borrowing. In the preceding years such measures had made a significant
contribution to curbing the growth in the debt (nearly 1.5 percentage points
of GDP on average in the years 2001-04).

In total, including privatizations, the one-off measures that curbed the
rise in the ratio of the debt to GDP amounted to about 1.3 percentage points
of GDP in 2005; in the four previous years they had amounted to more than
2.5 points on average. In the absence of asset sales and the conversion of
bonds held by the Bank of Italy in 2002, the ratio of debt to GDP would
already have started to rise again in 2001.



REVENUE AND EXPENDITURE IN ITALY

General government revenue

General government revenue grew by 1.6 per cent in 2005, rising to
€629.1 billion; in relation to GDP it fell by 0.2 percentage points to 44.4
per cent (Table al5).

Tax revenue and social security contributions remained virtually
unchanged in relation to GDP, declining from 40.7 to 40.6 per cent
(Table 32). The fall in capital taxes of approximately 0.5 percentage points
of GDP was almost entirely offset by the rise in indirect taxes and social
security contributions. Excluding the effects of one-off measures, which
are estimated to have boosted revenue by approximately 0.25 percentage
points of GDP (more than 1 point in 2004), tax revenue and social security
contributions rose by nearly 1 point, interrupting the downward trend of
recent years and taking the ratio back to its level in 2002.

Table 32

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

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Direct taxes ......c.cccccevveeene 145| 15.1| 15.8| 14.3| 14.9| 14.4| 14.7| 13.9| 13.4| 13.3| 13.3
Indirect taxes .........cccceee. 11.8| 11.6| 12.2| 15.1| 14.9| 14.7| 14.2| 14.3| 14.0| 14.1| 14.2
Current tax revenue ....... 26.2| 26.7| 28.0| 29.3| 29.8| 29.1| 28.9| 28.2| 27.4| 27.4| 27.6
Actual social security

contributions ................. 12.7| 14.3| 14.6| 12.2| 12.2| 12.1| 12.0| 12.2| 12.4| 12.5| 12.6
Imputed social security

contributions ................. 17| 04| 04| 04| 03| 03| 03| 03| 03] 02| 02

Current fiscal revenue ...| 40.6| 41.4| 43.0| 42.0| 42.3| 41.5| 41.2| 40.6| 40.0| 40.1| 40.5

Capital taxes ........ccccceeeene 0.6| 03| 0.7 04| 01| 0.1 01| 02| 13| 0.6 0.1
Tax revenue and social
security contributions ...| 41.2| 41.6| 43.7| 42.3| 42.4| 41.6| 41.3| 40.8| 41.4| 40.7| 40.6

Other current revenue ...... 39| 39| 37| 36| 36| 34| 35| 35| 34| 36| 35
Other capital revenue ....... 03| 0.1 03| 03| 04| 03| 02| 0.2 03| 03| 03

Total revenue....| 45.3| 45.7| 47.7| 46.2| 46.4| 45.4| 45.0| 44.5| 45.1| 44.6| 444

Source: Based on Istat data.
(1) Rounding may cause discrepancies.
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Capital taxes fell from €7.9 billion to €1.8 billion because of the drying
up of the revenue produced by the tax regularization schemes introduced
by the Finance Law for 2003 and extended by that for 2004, which had
amounted to €5.4 billion in 2004. They were also affected by the decrease
of €0.6 billion in revenue from the regularization of building offences.

Direct taxes grew by 2 per cent, the result of increased receipts of
corporate and personal income tax and the disappearance of one-off
revenue from some flat-rate withholding taxes. Indirect taxes grew by 3.3
per cent and rose by 0.2 percentage points of GDP, thanks mainly to the
good performances of VAT and the regional tax on productive activities.
Actual social security contributions grew by 3.5 per cent.

The contributions paid by private-sector employers rose by 4 per cent,
while gross earnings grew by 4.5 per cent; general government imputed
social security contributions also rose by 4 per cent, compared with an
increase of 4.2 per cent in gross earnings. The social security contributions
paid by all payroll workers increased by 3.7 per cent, while those paid by
the self-employed declined by 0.1 per cent after rising by 10.7 per cent in
2004; the downturn was partly due to the decrease of 4.1 per cent in the
number of such workers (see the box “The second step of the reform of
personal income tax” in Economic Bulletin, No. 40).

The main taxes. — Since the breakdown of tax revenue in the 2005
general government consolidated accounts is not yet available, the
following analysis of individual taxes is based on receipts allocated to the
State budget on a cash basis.

Personal income tax receipts grew by €4.9 billion or 3.9 per cent.
Withholding tax on the incomes of employees and the like increased by
€2.4 billion or 2.5 per cent, compared with increases in gross earnings
and pensions of 4.4 and 3.1 per cent respectively. The growth in receipts
was curbed by the effects of the entry into force of the second step of the
personal income tax reform, officially estimated at just under €4 billion.

The main changes introduced by the second step of the reform,
effective from 1 January 2005, were: the raising of the threshold of the first
income bracket from €15,000 to €26,000; the reduction of the number of
tax rates from 5 to 4; the lowering of the top rate from 45 to 43 per cent;
and the replacement of tax credits for dependents with a deduction from
taxable income that is inversely proportional to income, similar to the basic
deduction introduced in 2003.

Self-assessed personal income tax receipts increased by €1.5 billion or
7.6 per cent. The result was influenced by the larger balances paid following
the relatively low payments on account made in 2004. The tax accruing in



2004, the sum of the balances and payments on account referred to above,
remained basically stable in nominal terms, despite the measures to enhance
the effectiveness of sector studies contained in the budget for 2005.

The Finance Bill for 2005 envisaged more than €1 billion of additional
self-assessed personal income tax following the revision of the rules on
sector studies. In particular, provision was made for: the strengthening of the
studies for assessment purposes, the introduction of a mechanism for their
automatic annual updating on the basis of national accounts indicators, and
periodic revisions, as in fact already envisaged in the original legislation. In
December 2004 an amendment passed by the Senate eliminated the automatic
updating and subsequently the other provisions were amended; the changes
led to only a marginal decrease in the additional revenue expected.

Corporate income tax receipts increased by €5.6 billion or 20 per cent.
The factors contributing to this result included: the raising of the payment
on account from 99 to 102.5 per cent; the increase in the levy on firms in the
energy sector introduced by the Finance Law for 2006; the more stringent
taxation of cooperative societies; and the strengthening of sector studies
provided for in the budget for 2005 (officially forecast to bring in more than
€1 billion of additional revenue). Receipts were also affected by the effects of
the reform of corporate income tax that entered into force in January 2004.

Receipts of the taxes on capital income grew by €1 billion or 12.1 per
cent. More specifically, there was renewed growth in receipts of the tax
on managed assets (€0.4 billion) and of that on interest income and capital
gains in respect of assets held for administration (€0.5 billion). Receipts of
the tax on bank interest income remained virtually unchanged.

Other direct taxes fell significantly, from €18.6 billion to €4.4 billion.
The fall reflected: the drying up of receipts from regularization schemes
(—€7.1 billion); the abolition of the tax on capital gains arising from the
sale of businesses (—€3 billion), which reduced the related revenue to zero
from the high level reached in 2004 in connection with the extraordinary
corporate actions carried out by some large companies; the reduction in
receipts of the tax on the revaluation of corporate assets (—€3 billion); the
fall in receipts of the tax on insurance companies’ mathematical provisions
(—€1.2 billion) owing to the increase in the payment on account in 2004,
which brought forward to that year most of the revenue for 2005; the fall
in receipts of the tax on the revaluation of natural persons’ equity holdings
and of that on the revaluation of buildable land (together —€0.5 billion).

Among indirect taxes, VAT receipts grew by €5.5 billion, excise duties
on mineral oils by €1.1 billion and those on methane by €0.4 billion. The
receipts that decreased included those from regularization schemes (—€1.2
billion) and other business taxes (—€0.2 billion).
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VAT receipts grew significantly faster than domestic consumption
(5.5 per cent, as against 2.9 per cent).

Receipts of other business taxes fell by €0.2 billion or 1.2 per cent,
despite the increases introduced during the year in the main unit taxes. The
fall was related to the recovery by tax collection agents in February 2005
of the advance payments they had made in December 2004 (receipts not
included as revenue in the general government consolidated accounts).

Excise duties on mineral oils grew by €1.1 billion or 5.2 per cent. The
growth was in relation to the lower receipts in 2004 caused by the non-
renewal of the payment on account required in December 2003. Excluding
this factor, receipts would have been basically unchanged despite the
increase in excise duties introduced during 2005. The excise duties on
methane grew by €0.4 billion or 11.4 per cent.

Revenue from lotto and lotteries decreased by €2.3 billion or 15.8 per
cent. The figure for 2004 had included prior-year items.

Receipts of sales taxes on tobacco products were unchanged. In 2005
they benefited from the raising of the basic rate at the end of 2004 and from
the price increases introduced by the producers of many brands, especially
during the summer.

General government expenditure

General government expenditure amounted to €687.3 billion, an
increase of 3.1 per cent on 2004; in relation to GDP it increased from 48 to
48.5 per cent (Table 33). Interest payments declined from 4.7 to 4.6 per cent
of GDP. Primary current expenditure increased by 3.5 per cent and rose by
0.6 percentage points to 39.9 per cent of GDP. Excluding the proceeds of
sales of public-sector real estate, which are deducted from investment in
the accounts, capital expenditure increased by 1.4 per cent, but in relation
to GDP it was unchanged at 4.2 per cent.

Interest payments. —This item decreased by €1.2 billion or 1.8 per cent.
Net receipts on swaps increased from €1 billion to €2.1 billion; excluding
these transactions, the effect of the increase in the average stock of liabilities
over the year (which was significantly larger than the year-end stock) was
offset by the fall in the average cost of the debt from 4.6 to 4.4 per cent. As
in the preceding years, the fall mainly reflected the redemption of relatively
high-yielding securities issued in the first half of the 1990s.



Table 33
GENERAL GOVERNMENT EXPENDITURE (1)
(as a percentage of GDP)

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Compensation of employees......... 11.0(11.3|11.5|10.6 |10.6 (10.4|10.5|10.6 (10.8 ({10.8 |11.0
48| 49| 48| 49| 5.0| 50| 51| 52| 53| 54| 55

Intermediate consumption ...

Market purchases of social

benefits in kind 19| 19| 20| 20| 21| 23| 25| 26| 26| 2.7| 2.8

Social benefits in cash .................. 16.3|16.5(17.0|16.7 (16.9|16.4 (16.2|16.5(16.8|16.9 |17.1
Interest payments..........ccocceeereen. 116(11.5| 93| 79| 66| 6.3| 6.3| 55| 51| 4.7| 4.6
Other current expenditure ............. 27| 28| 25| 32| 31| 3.1| 32| 3.3| 36| 3.6| 3.6
Total current expenditure............ 48.3 |48.9 |47.0 (45.2 |44.2 |43.6 |43.9 |43.8 (44.2 |44.1 |445
Gross fixed investment (2) ............ 21| 22| 22| 23| 24| 23| 24| 1.7| 25| 24| 24
Other capital expenditure (3)......... 241 15| 12| 14| 15| 14| 18| 19| 18| 15| 1.7

Total capital expenditure (2)(3)..| 4.5| 3.7| 3.4| 3.8| 39| 3.7| 42| 3.6| 43| 3.9| 4.0

Total expenditure (2)(3) .. |52.7 |52.6 |50.3 |49.0 [48.1 (47.4 |48.1 |47.4 |48.5 |48.0 |48.5

of which: expenditure excluding
interest payments (2)(3). |41.2(41.1[41.1[41.1(41.5|41.0|41.8|41.9|43.4|43.3|43.9

Source: Based on Istat data.

(1) Rounding may cause discrepancies. — (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 percentage points of GDP). In the national
accounts these receipts are entered as a deduction from the item “Other capital expenditure”.

The ten-year BTPs with coupons between 8.5 and 10.5 per cent that
matured in 2004 and 2005 amounted to €20.9 billion and €17.3 billion
respectively. Between January and August 2004 the gross yield at issue
on ten-year BTPs was stable at close to 4.4 per cent; it then declined
gradually to stand at 3.5 per cent at the end of 2005 (Figure 16). In
the two years 2004-05 the gross yields on new three-year BTPs were
between 2.2 and 3 per cent and those on five-year BTPs between 2.6 and
3.8 per cent. In the first ten months of 2005 the average gross interest
rate for the three main BOT maturities remained basically stable at the
average level recorded in 2004 (2.1 per cent); it then rose to 2.5 per
cent at the end of the year. At present the average gross interest rate on
BOTs is 3.1 per cent and the yield on ten-year BTPs is 4.2 per cent.

At the end of 2005 short-term securities were 7.8 per cent of the
total debt and variable rate securities 13.1 per cent. Assuming the
maturity composition of the debt remains unchanged, it is estimated
that an increase of one percentage point in issue rates at the beginning
of a year increases expenditure by 0.2 percentage points of GDP in that
year, another 0.3 points in the second year and another 0.1 points in the
third.
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Figure 16

GROSS YIELD ON 10-YEAR BTPs, AVERAGE GROSS RATE ON BOTs
AND AVERAGE COST OF THE PUBLIC DEBT
(percentages)

16 - 16
—=gross yield on 10-year benchmark BTPs

average gross rate on BOTs

- - - - average cost of the public debt (1)
12 /\/\/\\ 12
. %\ e .

0 : : ‘ 0
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(1) The average cost of the debt is calculated as the ratio of interest payments to the average size of the debt during the year.

Social benefits in cash. — This item increased by 3 per cent, compared
with 4.5 per cent in 2004, and rose to 17.1 per cent of GDP; the result
reflected the growth in expenditure on pensions.

The automatic revaluation of pensions in line with consumer price
inflation was equal to 1.9 per cent in 2005, compared with 2.5 per cent in
2004. The number of new pensions paid to former private-sector employees
fell sharply, especially for long-service pensions. The latter were influenced
by the tightening of the eligibility requirement based exclusively on the
length of the contribution period (which occurred in 2004 but, owing to the
so-called “windows” mechanism, also exerted an influence in 2005) and by
the monetary incentives for delaying retirement. Subsidized pensions, social
pensions and other old-age allowances, which account for approximately 8
per cent of total pension expenditure, grew by 2.2 per cent.

Other social benefits in cash grew by 2.3 per cent, compared with 9.6
per cent in 2004, but remained unchanged in relation to GDP at 1.7 per
cent. Expenditure on unemployment benefits and wage supplementation
rose by 5.9 per cent, compared with 12.8 per cent in 2004; as a ratio to GDP
it remained unchanged at 0.4 per cent. Expenditure on family allowances
grew by 0.6 per cent, compared with 7.2 per cent in 2004. Outlays for
sickness, accident and maternity benefits grew by 2.9 per cent and those for
public employees’ severance pay by 3.4 per cent.

Compensation of employees. — Staff costs increased by 4 per cent,
compared with 3.4 per cent in 2004; in relation to GDP, they rose from
10.8 to 11 per cent. The result was affected by the renewal of some labour
contracts, while the number of employees remained close to the levels of
the two preceding years.



With the signing of the labour contracts for doctors, health service managers
and local authority managers the renewals for the two years 2002-03 were
virtually completed. In the second half of the year contracts were signed for
the two years 2004-05 covering about 40 per cent of public-sector employees;
the most important renewals were for school staff and ministry employees. The
increases in wages and salaries amounted to 5 per cent, 0.7 percentage points
more than envisaged in the Finance Laws for 2004 and 2005. The necessary
additional resources were appropriated in the Finance Law for 2006.

On the basis of national accounts data gross earnings per labour unit in
the public sector grew by 4.4 per cent, compared with 4.3 per cent in 2004.
There continues to be a large gap between the rates of increase in earnings
in the public and private sectors; in 2005 the figure for the private sector
was 2.5 per cent.

Other primary current expenditure items. — Taken together, these
increased by 3.9 per cent, compared with 6 per cent in 2004; in relation to
GDP they rose from 11.7 to 11.9 per cent.

Intermediate consumption grew by 3.6 per cent, compared with 5.4
per cent in 2004, and rose by 0.1 percentage points to 5.5 per cent of GDP.
Expenditure in 2005 was affected by spending on the development of the
Eurofighter programme.

Market purchases of social benefits in kind, which consist mainly of
expenditure under agreements with health-care operators in the private
sector, rose by 4.9 per cent, compared with 9 per cent in 2004; in relation to
GDP the item increased by 0.1 percentage points to 2.8 per cent. The increase
was due in part to that in the spending on general health care as a result of the
renewal of the national health service agreements with general practitioners
and pediatricians. Spending on hospital care and pharmaceuticals decreased
slightly; the latter item was curbed by the discount of 4.12 per cent on
prescription drugs paid for by the health service, which was imposed on the
pharmaceutical industry in June 2004 and remained in force until October
2005, and by the revision of the formulary, with reductions in the prices of
the pharmaceuticals that had recorded the largest increases in 2004.

Capital expenditure.—Excluding the proceeds from the disposal of public
real estate (€2.7 billion compared with €4.4 billion in 2004), investment fell
by 4 per cent; investment grants rose by 6.7 per cent and returned to their
level in 2002 after the sharp fall of 8.9 per cent recorded in 2004.

Local government

Local government expenditure and revenue other than transfers
remained basically unchanged in relation to GDP in 2005; by contrast central

117



118

government transfers increased by 0.2 percentage points. Consequently, local
government net borrowing decreased from 0.9 to 0.7 per cent of GDP.

Local governmentexpenditure and revenue other than transfers amounted
to respectively 31.8 and 19 per cent of the corresponding figures for general
government. In particular, local authorities accounted for more than 40 per
cent of employee compensation and almost all the benefits in kind; they were
also responsible for nearly 80 per cent of public investment.

Total revenue rose by 3.1 per cent to €208.1 billion; current revenue
rose by €7.3 billion or 3.9 per cent, while capital revenue fell by €1 billion
or 6.7 per cent. The latter result reflects the drying up of receipts from
regularization schemes and the decrease in central government contributions
to investment.

The tax component of current revenue grew by €2.2 billion or 2.5 per cent.
Receipts of indirect taxes rose by 4.2 per cent, while those of direct taxes fell
by 2 per cent. The regional tax on productive activities contributed to the rise
in the former, while the reduction in receipts of the regional personal income
surtax paid by the public sector contributed to the fall in the latter (Table 34).

Receipts of the regional tax on productive activities grew by 7.8
per cent to €36 billion. The part paid by the private sector grew by 10.5
per cent to €26.3 billion; it was affected only marginally by legislative
measures: the effects of the increase in the taxation of firms operating in
the energy sector were estimated to amount to about €0.1 billion, whereas
the increase in the taxation of banks and financial companies and the relief
granted in the Finance Law for 2005 for increases in employment did not
make themselves felt in 2005. Moreover, no regions appear to have taken
advantage of the power granted in the Finance Law for 2005 to increase
the rate of the regional tax on productive activities or the regional personal
income surtax to finance their health care deficits.

Regional personal income surtax receipts fell by 4.6 per cent to €6.4
billion, of which €3.9 billion came from the private sector. The fall was
entirely due to the public-sector component, which contracted by 13.8 per
cent, while the private-sector component grew by 2.4 per cent. Seven regions
(Calabria, Lombardy, Marche, Molise, Piedmont, Umbria and Veneto)
applied a supplement to the minimum rate of the surtax (0.9 per cent); some
regions applied rates that varied according to the income bracket.

Central government current transfers grew by €5.5 billion or 7.5 per
cent; the regions’ share of VAT increased by 2.8 per cent.

In 2005 an agreement was reached in the Conference of the Presidents
of the Regions and Autonomous Provinces on the mechanism for allocating



the regions’ share of VAT, which had been regulated by Legislative Decree
56/2000 but suspended since 2002. The agreement, incorporated in the
Finance Law for 2006, will remain in force until the implementing provisions
of Article 119 of the Constitution are enacted and assigns greater weight to
past expenditure than provided for by the original decree and less weight to
revenue-raising capacity.

Table 34
LOCAL GOVERNMENT CURRENT REVENUE (1)
(millions of euros)
2002 2003 2004 2005

DireCt taxes ........cccoiiiiiiiiiieie e 21,058 | 23,370 | 24,558 | 24,078
REGIONS (2) .eeiiiieiie e 18,559 | 20,356 | 21,329 | 20,946
of which: personal income surtax ..............cccceeccuvenn. 4,975 6,166 6,741 6,430
motor-vehicle taxes (households) .............. 3,621 3,528 3,478
MUNICIPANIEIES ... 2,499 3,014 3,229 3,132
of which: personal income surtax ...........c..coceceeu... 1,096 1,571 1,615 1,555

ICI (buildable land) .............ccccevoeevireinans 1,044 1,084 1,147
Indirect taxes ...........ccooeeiiiiiiiie 59,706 | 62,086 | 62,347 | 64,989
REGIONS (2) .veiiiiiiee it 42,571 44,018 | 43,357 | 46,171
Of WHICh: IRAP ... 32,072 | 33,593 | 33,384 | 35,995
share of excise duty on petrol ................... 2,885 2,911 2,727 2,334

motor-vehicle taxes (companies) ............... 846 852 799

surtax on methane .............ccceecveeeeeceeencn. 438 583 576
special tax for waste disposal in tips 248 264 258
PrOVINCES ..ottt 3,719 3,922 4,143 4,046

of which: tax on third-party motor-vehicle insurance .... 1,827 1,942 2,022
transcription tax .. 1,066 1,150 1,184
MUNICIPAIHIES .. 13,416 | 14,146 | 14,847 | 14,772

of which: ICI (excluding buildable land) .................... 9,581 9,951 10,534

tax on advertising and bill posting rights ........ 347 382 405
Transfers from public entities (consolidated)............... 54,298 | 51,137 | 64,414 | 69,808
REQIONS ... 43,026 | 39,357 | 50,886 | 55,542
of which: share Of VAT .........ccceeeeeeieeieeeeeseeenee 28,370 | 30,328 | 34,492 | 35,447
PIOVINCES ...t 2,712 3,030 3,190 3,649
Municipalities 15,408 | 16,600 | 17,993 | 18,400
Other current revenue ...........cccccceeeeeeeeicveeeeeeeeeeceeenn. 17,524 19,012 21,431 20,890
REGIONS ... 4,038 4,708 5,844 5,361
PrOVINCES ...veeeiieeeeeeeee et 1,182 1,337 1,466 1,584
Municipalities .. 12,304 | 12,967 | 14,121 13,945
Total current revenue .................ccevvvvvnnnee 152,586 | 155,605 | 172,750 | 179,765

Sources: Istat, the Ministry for the Economy and Finance, Rendiconto generale dell'amministrazione dello Stato and Provincial Offices
of the Treasury.

(1) The other regional taxes, not detailed in the table, include: the taxes on regional licences and central government licences (under
“indirect taxes”) and taxes for university attendance and professional certification (under “other current revenue”). The other provincial
taxes include: the environmental protection tax and the surtax on the consumption of electricity (under “indirect taxes”) and the tax
on the occupation of public spaces and areas (under “other current revenue”). The other municipal taxes include: the surtax on the
consumption of electricity (under “indirect taxes”), the tax on the disposal of solid waste and the tax on the occupation of public spaces
and areas (under “other current revenue”). — (2) A quantitatively significant part of this item consists of the central government taxes

accruing to the special statute regions.
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Local government expenditure grew by 2.1 per cent to €218.4 billion;
in 2004 it had grown by 7.8 per cent. Current expenditure increased by €6.2
billion or 3.5 per cent, while capital spending decreased by €1.7 billion
or 4.3 per cent, as a consequence of the fall of 7.1 per cent in gross fixed
investment. Intermediate consumption grew by 4.4 per cent and social
benefits in kind, primarily in relation to health care, rose by 4.9 per cent.
Compensation of employees increased by 1.6 per cent after rising sharply

in 2004 as a result of the renewal of labour contracts for the two years
2002-03.

In 2005, for the second consecutive year, the growth in local government
primary current expenditure (3.6 per cent, compared with 7.7 per cent in
2004) was less than that recorded by central government (4.1 per cent,
compared with 9.9 per cent in 2004).

The slowdown in the growth of local government expenditure in 2005
is confirmed by the consolidated accounts on a cash basis published in
the Quarterly Report on the Borrowing Requirement, which gives separate
totals for the regions and for the provinces and municipalities. The result was
influenced by the fall in fixed investment in 2005, both among the regions
(€0.3 billion or 5.8 per cent) and among the provinces and municipalities
(€2 billion or 9.9 per cent). On the basis of preliminary data disaggregated
at the level of individual entities, the reduction in fixed investment appears
to have been widespread.

The domestic stability pact for 2005 capped the nominal growth of total
expenditure (except for some items, including health care) for ordinary-
statute regions (as in the past) and for provinces and municipalities, which
had previously had a cap imposed on their financial balances. These
constraints derived from the application at local level of the more general
cap of 2 per cent placed on the nominal growth of general government
expenditure. The cap was set at 4.8 per cent in comparison with 2003 for
the regions and at 10 per cent with respect to the average for 2001-03 for
the provinces and municipalities (11.5 per cent for “virtuous” authorities).
For the first time the cap applied to expenditure on investment, which had
previously been exempt from the domestic stability pact.

In 2005 local government debt rose to 6.1 per cent of GDP, an increase
of 0.7 percentage points on the previous year (Table al9). The debt of the
regions rose from 2.1 to 2.2 per cent of GDP, while that of the provinces and
municipalities rose from 3 to 3.4 per cent and that of other local government
entities from 0.4 to 0.6 per cent.

In relation to the GDP of the corresponding macro-regions, there was a
significantincrease in the debt of them all. Assuming that the methodological
changes in the calculation of GDP do not affect its geographical distribution,



the ratio rose from 4.3 to 5 per cent in the North-West, from 4.1 to 4.6 per
cent in the North-East, from 8.2 to 8.7 per cent in the Centre and from 5.9
to 6.7 per cent in the South.

Securitizations of private entities’ trade receivables from bodies in the
health sector rose from €0.5 billion to €2.1 billion in 2005 and were carried
out in Lazio, Campania and Abruzzo. Transactions of this kind are not
included in general government debt. Under the agreements governing the
assignment of the claims, a part of the regions’ future transfers to bodies in
the health sector will have to be used to redeem the securities issued.
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BUDGETARY POLICY
PROGRAMMES AND PROSPECTS

The euro area

According to the latest stability programme updates, euro-area general
government net borrowing will fall from an estimated 2.5 per cent of GDP
in 2005 to 2.3 per cent in 2006 (Table 35). A budgetary position close to
balance or in surplus will not be achieved within the programmes’ forecasting
horizon; in 2008 the deficit will still be equal to 1.4 per cent of GDP.

The stability programmes indicate that the euro-area ratio of debt to
GDP will come down by 0.2 percentage points in 2006 and then more
sharply, by a total of 2.6 points, in the two following years, to stand at 68.3
per cent in 2008.

According to the European Commission forecasts released in May,
euro-area net borrowing will fall to 2.4 per cent of GDP in 2006 and, on an
unchanged policies basis, to 2.3 per cent in 2007. The debt ratio is forecast
to decline by 0.3 percentage points in 2006 and by 0.4 points in 2007.

In December 2005 the EU Council approved a regulation on the quality
of the statistics provided for purposes of the excessive deficit procedure.

Table 35
GENERAL GOVERNMENT NET BORROWING
AND DEBT IN THE EURO AREA
(as a percentage of GDP)
2005 2006 2007 2008

Net borrowing
National stability programme objectives ............ 25 23 1.8 1.4
Outturn and forecasts:

European Commission..........c.ccccvveeieeneeeenne. 24 24 2.3 -

IMF s 23 2.3 2.1 -
Debt
National stability programme objectives ............ 711 70.9 69.6 68.3
Outturn and forecasts:

European Commission ........c.ccccceeeeiveneeneenne. 70.8 70.5 70.1 -

IMF s 71.2 70.8 70.1 -

Sources: Based on data published by the European Commission (Spring Forecasts, May 2006) and the IMF (World Economic Outlook,
April 2006) and the updates to national stability programmes submitted between November 2005 and February 2006.




In February 2006 the European Commission and the Economic Policy
Committee of the European Union published a report on the possible effects of
population aging on public expenditure in the EU countries. Estimates of these
effects are of key importance in the analysis of the long-term sustainability of
budgetary policies. Within the framework of the European rules on the public
finances, these estimates will eventually be taken into account in determining the
individual countries’ medium-term objectives. The report examines five sectors of
expenditure: pensions, health, long-term care, education and income support for
the unemployed. The estimates, based on relatively favourable hypotheses in some
cases, point to a substantial increase in expenditure in the coming decades.

Italy

Budgetary policy in 2006. — The current programmes projections of the
July 2005 Economic and Financial Planning Document indicated that general
government net borrowing in 2006 would amount to 4.7 per cent of GDP and
the primary surplus to 0.1 per cent (Table 36; Figure 17). The estimates included
proceeds of property sales totaling €6 billion (0.4 per cent of GDP).

Table 36

OBJECTIVES AND ESTIMATES FOR THE PUBLIC FINANCES IN 2006
(billions of euros and percentages)

General government Memorandum items:
State sector
borrowing Net Interest
requirement Primary Real GDP | Nominal
(1) boirrl;ow- surplus pay- Debt growthrate|  GDP
g ments
Estimates on a current
programmes basis
Planning Document (July 2005) ...... 67.9| 67.3 0.7 68.0 1.5 1,436.1
as a percentage of GDP ......... 4.7 4.7 0.1 4.7
Quarterly Report on the Borrowing
Requirement (April 2008) ............ 66.5| 56.0 9.4 65.4 1.3] 1,463.9
as a percentage of GDP ......... 4.5 3.8 0.6 4.5
Objectives
Planning Document (July 2005) ...... 1.5
as a percentage of GDP ......... 3.8 0.9 4.7| 107.4
Forecasting and Planning Report
(September-November 2005)....... 55.8| 54.7 13.1 67.8 1.5(1,435.4
as a percentage of GDP ......... 3.9 3.8 0.9 4.7
Stability programme update
(December 2005) ......c.cccoereeinenne 1.5
as a percentage of GDP ......... 3.5 1.3 4.8| 108.0
(1) Net of settlements of past debts and privatization receipts.
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Figure 17

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

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

—¥%— Planning Document for 2002-06 (July 2001
- -e - Planning Document for 2003-06 (July 2002
—e— Planning Document for 2004-07 (July 2003
— - - Planning Document for 2005-08 (July 2004

—— Planning Document for 2006-09 (July 2005)
- - - Stability programme update (December 2005)
-0---Quarterly Report on the Borrowing Requirement (April 2006)
Outturn (May 2006)

The Document set an objective for general government net borrowing
of 3.8 per cent and for the primary surplus of 0.9 per cent. The ratio of debt
to GDP was to fall by 0.8 percentage points. A correction, with permanent
effects, of 0.8 per cent of GDP was envisaged, in line with the request made
by the EU Council at the beginning of July after the existence of an excessive
deficit had been ascertained. The growth in GDP was forecast at 1.5 per cent.

The Forecasting and Planning Report, submitted to Parliament at
the end of September at the same time as the budget for 2006, confirmed
the GDP growth forecast and public finance objectives indicated in the
Planning Document.

The budget the Government submitted was officially expected to
bring an adjustment of €11.5 billion (0.8 per cent of GDP). During its
passage through Parliament the size of the correction was increased twice:
in November, by about €5 billion, to compensate for the reduction in the
estimate of proceeds of property sales under the baseline scenario; and in
December, by €4 billion, when the objective for net borrowing was reduced
to 3.5 per cent of GDP.

According to official estimates, the budget approved by Parliament
at the end of the year amounted to €20.5 billion (1.4 per cent of GDP). It
was to make available €27.6 billion of additional resources, comprising



€17 billion of expenditure cuts and €10.6 billion of revenue increases. As
well as serving to reduce the budget deficit, these resources were to be
used to finance €3.7 billion of tax reliefs and €3.5 billion of additional
expenditure.

The budgetary measures expected to produce expenditure savings
included curbs on consumption by central government departments (€1.6
billion), reductions in current and capital transfers to firms (€3.7 billion)
and retrenchment in gross fixed investment (€0.7 billion). Savings of €3.1
billion were projected to come from the provisions regarding the Domestic
Stability Pact and of €2.5 billion from those concerning the health sector.
Lastly, reductions in budget allocations and in the allocations established
in the tables attached to the Finance Law were expected to decrease
expenditure by about €2.5 billion.

The expected increase in expenditure regarded disbursements in
favour of families (€0.8 billion) and for labour contract renewals (€0.7
billion), increases in outlays under existing legislation (€0.6 billion) and
other minor measures (€0.9 billion).

The measures to increase revenue included: changes to the method
of calculating entrepreneurial income (€4.8 billion); the introduction of an
agreed assessment scheme and the possibility for taxpayers who take up the
option to regularize their positions for the years 2003 and 2004 (€2 billion
overall); the reintroduction for the fiscal year ended 31 December 2005
of the substitute tax on revaluation gains on corporate shareholdings and
fixed assets (€0.9 billion); measures concerning betting and gaming (€0.7
billion); the introduction of a substitute tax on capital gains from the sale of
buildings (€0.5 billion); and a series of minor measures, in part designed to
recoup taxes and fight tax evasion.

The bulk of the tax reliefs included in the budget was to come from a
permanent reduction of 1 percentage pointin the social security contributions
rate for family benefits (€2 billion); where this rate was lower than 1 per
cent, the reduction was to be extended to contributions for maternity and
unemployment benefits. The other minor items are connected mainly with
the extension to 2006 of temporary reliefs granted in previous years to
the agricultural sector, for some uses of energy products and for building
renovation work.

One-off measures were expected to reduce the deficit in 2006 by about
0.3 percentage points of GDP. This largely involved receipts from some
substitute taxes, from the regularization of tax positions for 2003 and 2004,
and from property sales, still amounting to €1 billion under the baseline
scenario. The impact of one-off measures had been approximately 1.5
points in 2004 and 0.5 points in 2005.
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The stability programme update presented in December 2005
confirmed the macroeconomic forecasts contained in the Forecasting and
Planning Report and, taking account of the strengthening of the budgetary
correction, revised the net borrowing objective for 2006 to 3.5 per cent.
The primary surplus was estimated at 1.3 per cent of GDP.

In March 2006 the EU Council found that the budget for 2006, if fully
implemented, would ensure adequate progress towards eliminating the
excessive deficit in 2007. However, the Council stressed that substantial
additional measures would be necessary next year. The Council and the
Commission will continue to monitor Italy’s public finances carefully.

In the Quarterly Report on the Borrowing Requirement published at the
beginning of April, the Government lowered the forecast for GDP growth
in 2006 to 1.3 per cent and increased the estimate of net borrowing from 3.5
to 3.8 per cent, bringing it back to that indicated in the Planning Document.
The expected primary balance in 2006 was revised downward, from 1.3 to
0.6 per cent of GDP; an estimated 0.2 percentage points of the change was
due to the new criteria adopted by Istat for classifying imputed financial
services. The estimates in the Quarterly Report assumed that the budgetary
measures would be fully effective, particularly as regards compliance by all
general government entities with the limits on the growth in expenditure.

The Quarterly Report attributed the worsening in net borrowing
forecast for 2006 compared with the estimate contained in the stability
programme update of December 2005 mainly to the statistical revisions
and accounting reclassifications made by Istat to the national accounts. The
effects of the downward revision of economic growth were estimated at
0.05 percentage points of GDP.

The Quarterly Report’s projections for some items of the general
government consolidated accounts differed significantly from those
contained in the stability programme: primary expenditure was now set
to grow by 2.8 per cent (against 1.8 per cent), interest payments by 1.4
per cent (against 3.7 per cent) and revenue by 3.3 per cent (against 3.9 per
cent).

According to the Quarterly Report’s forecasts, the ratio to GDP of the
general government primary surplus will be 0.2 percentage points higher
than in 2005. While revenue was expected to remain stable at 44.4 per cent
of GDP, primary expenditure and interest payments were forecast to decline
respectively from 43.9 to 43.7 per cent and from 4.6 to 4.5 per cent.

The forecast for primary expenditure assumed substantial savings with
regard above all to social benefits in kind and intermediate consumption,
which together were expected to fall from 8.3 to 8 per cent of GDP,



and capital expenditure, set to decline from 4.2 to 3.9 per cent (net of
the proceeds of property sales, which are included in the accounts as a
reduction in capital expenditure). These savings were expected to be more
than sufficient to offset the significant increase in social benefits in cash
(forecast to increase by 4.8 per cent and to rise from 17.1 to 17.3 per cent
of GDP) and the fall in proceeds of property sales from 0.2 to less than 0.1
per cent of GDP. On the assumption that the round of wage agreements for
2004-05 is completed, staff costs were expected to rise by 3.8 per cent; they
would remain basically unchanged in relation to GDP, after increasing in
2005.

Achieving the expenditure savings written into the budget for 2006
will require a major improvement in operational efficiency in the health
sector and, more generally, in the activity of general government and
publicly owned corporations. In the absence of progress on this front or of
additional measures, there is the risk that net borrowing will exceed 4 per
cent of GDP.

The Quarterly Report on the Borrowing Requirement estimated that
total expenditure for social benefits in kind (almost entirely attributable to
the health sector) and intermediate consumption would fall by 0.1 per cent
in nominal terms. These items rose by 4 per cent in 2005 (compared with
a forecast of 1.9 per cent in the Forecasting and Planning Report for 2005)
and by an average of 5.5 per cent in the three previous years.

Capital expenditure, excluding the proceeds of real-estate sales, were
forecast to decline in nominal terms by 5.6 per cent. In particular, the
Quarterly Report estimated that public investment would diminish by 0.8
per cent in 2006, after contracting by 4 per cent in 2005; and fall from 2.7
to 2.5 per cent of GDP. Other capital expenditure, consisting mainly of
investment grants, was projected to fall by 13.2 per cent, owing in part to
the sharp contraction in funds assigned to the State Railways Group.

In the past few years the outturns for net borrowing and the primary
balance have frequently been worse than the forecasts, both those made
in the previous year — with the publication of the Economic and Financial
Planning Document in July and the Forecasting and Planning Report in
September — and those contained in the Quarterly Report on the Borrowing
Requirement in the spring. Substantial divergences remain even after
adjusting for errors in forecasting GDP growth.

Compared with the forecasts contained in the Quarterly Report on
the Borrowing Requirement, in the period 2000-05 the outturns for net
borrowing and the primary balance (in the preliminary estimates made
by Istat in the subsequent year) were worse by an average of 0.6 and 0.7
percentage points of GDP respectively, even though additional corrective
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measures were introduced in some years following the presentation of the
Quarterly Report; on average, about 0.3 points of the difference was due
to the deviation of actual GDP growth from that forecast. Moreover, it is
necessary to consider that the estimates of the fiscal balances currently
available are significantly worse than the preliminary estimated outturns
— by an average of 0.7 points of GDP for net borrowing and 0.9 points for
the primary balance.

According to the Quarterly Report, the public sector borrowing
requirement in 2006, net of privatization receipts, would be equal to 5 per
cent of GDP, compared with 5.1 per cent in 2005. In the first quarter of the
year the borrowing requirement, net of privatization receipts, amounted to
€33 billion, €5.7 billion more than in the first quarter of 2005.

In the December 2005 update of the stability programme, which
assumed privatizations amounting to €10 billion (0.7 per cent of GDP), the
ratio of debt to GDP was forecast to fall by 0.5 percentage points in 2006.
The Quarterly Report, published in April, did not contain estimates of the
debt or privatization receipts. According to its forecasting framework,
the debt ratio will rise in 2006 by 1.6 percentage points in the absence of
privatizations (assuming a nil overall impact of the factors that affect the
debt but not the borrowing requirement).

At the beginning of May the European Commission forecast that net
borrowing would amount to approximately 4.1 per cent of GDP unless
additional corrective measures were taken. This projection assumed GDP
growth of 1.3 per cent and was based on a prudent evaluation of the effects
of the spending control measures included in the budget. On a cyclically
adjusted basis and net of the effects of one off-measures, net borrowing
was expected to fall by just under a quarter of a percentage point of GDP, a
significantly smaller improvement than the 0.8 points requested by the EU
Council in July 2005. The ratio of public debt to GDP was forecast to rise
for the second consecutive year, from 106.4 to 107.4 per cent.

Programmes and prospects for the medium term. — The Economic
and Financial Planning Document of July 2005 envisaged eliminating the
excessive deficit in 2007, with net borrowing to equal 2.8 per cent of GDP.
The stability programme update of December confirmed that objective,
which required a correction amounting to 1.3 per cent of GDP with respect
to the current legislation scenario.

In the light of current trends, achieving the stability programme’s
objective of net borrowing equal to 2.8 per cent of GDP in 2007 requires
a correction of the order of two percentage points of GDP. Any measure



to reduce the burden of tax and social security contributions or to revive
public investment would necessitate finding additional resources.

On the hypothesis that the factors that affect the gap between net
borrowing and the change in the debt remain constant at approximately the
values observed in the two years 2004-05, achieving the objective for the
deficit would make it possible to reduce the debt ratio in 2007.

For the two subsequent years the stability programme update indicates
further reductions in the deficit, to 2.1 per cent of GDP in 2008 and 1.5 per
cent in 2009. The primary surplus is projected to rise gradually and reach
3.2 per cent of GDP in 2009. A cumulative correction of about 3 percentage
points of GDP in the three years 2007-09 will be necessary if this objective
is to be achieved.

The correction should aim at curbing primary current expenditure,
which has risen significantly in the last eight years in relation to GDP,
from 37.7 per cent in 1997 to 39.9 per cent in 2005. The bulk of this
increase occurred in the four years 2002-05, marked by relatively low
average annual GDP growth (0.4 per cent, compared with 2.2 per cent in
the years 1998-2001). The average rate of increase in expenditure in real
terms was comparable in the two four-year periods (2.2 and 2.4 per cent
respectively).

The medium-term objective for the primary surplus will have to take
account of the need to reduce public debt in view of the significant growth
expected in the coming decades in the expenditure items most closely
linked to the demographic structure. As indicated by the EU Council, an
appropriate strategy to cope with this trend should work along three lines:
a) structural reforms to attenuate the growth in expenditure; b) measures to
increase labour force participation rates and reduce unemployment; and c)
achievement of a substantial reduction in the debt ratio in the coming years,
when the demographics will still be relatively favourable. An appreciably
lower level of debt than the current one would facilitate the management
of the public finances when the imbalances in the demographic structure
become more pronounced. In particular, the resulting decrease in interest
payments would make it possible to offset part of the increase in spending
on pensions, health and social assistance.

The latest Istat estimates indicate that the ratio of persons aged 65 and
over to the population of working age in Italy is set to rise from its current
level of about 32 per cent to 39.4 per cent in 2020 and 48 per cent in 2030,
and to increase further in the subsequent years.

According to the stability programme update, achieving the objective
for the primary surplus in 2009 (3.2 per cent of GDP) will be sufficient to
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ensure the sustainability of Italy’s public finances in the long run. This view
is based on long-term projections of primary net borrowing that assume
that the changes in its ratio to GDP from 2010 onwards will only reflect
the trend in expenditure linked to demographic developments (education,
unemployment benefits, social security, health and long-term care).
According to the State Accounting Office estimates used in the stability
programme update, such expenditure will remain basically unchanged as
a percentage of GDP until the end of the next decade, at around 25.5 per
cent. Thereafter it is projected to rise to 28 per cent by 2040, owing to the
increase in spending for pensions (from 14.2 per cent of GDP in 2010 to
15.9 per cent in 2040) and for health and long-term care (from 6.8 to 7.8
per cent of GDP).

It 1s possible that the expenditure items in question will increase
sooner and more than the above-mentioned estimates indicate. It is
therefore advisable to achieve higher structural primary balances than
those established in the latest stability programme update, close to those
indicated in the previous ones.

The forecasts for health care spending only consider the implications
of the assumed changes in the demographic structure; they do no take into
account other factors that, in all countries, have led to sharp increases in
expenditure in recent years. The forecasts concerning pensions assume
a sharp reduction in the ratio of the average benefit to per capita GDP,
which could prove socially unsustainable. With regard to long-term care,
the trend in life expectancy and the changes in family structure could
require more ample forms of public support than those now provided. The
macroeconomic framework, which assumes substantially higher growth in
labour productivity than that seen in the past few years, could also turn
out to be less favourable. Lastly, as in the recent past, the demographic
projections could again underestimate the increase in life expectancy.



MONETARY POLICY,
FINANCIAL INTERMEDIARIES
AND THE MONEY AND FINANCIAL MARKETS

Monetary policy and the financial markets in the euro area. — Against
a background of uncertainty as to the strength of the economic upturn in
the euro area and with inflation expectations holding stable, the Governing
Council of the European Central Bank kept official interest rates unchanged
for most of 2005. In the autumn positive signs emerged for the prospects
of growth, while the rise in oil prices, recorded during the summer, was
reflected in a pick-up in inflation and higher medium-term inflation
expectations. Faced with the change in cyclical conditions, the Governing
Council raised official rates by 0.25 percentage points in December and
again in March 2006.

Real short-term interest rates were virtually nil in 2005, turning slightly
positive only in the first few months of 2006. The markets expect them to
return in the months ahead to levels in line with those recorded in similar
cyclical phases in recent decades.

The nominal effective exchange rate of the euro weakened by 7.1
per cent in 2005, thereby helping to keep monetary conditions more
expansionary. The decline was partially reversed in the spring of 2006,
when the prospect of a further widening of the US current account deficit
led to a weakening of the dollar.

Yields in euros held stable for long-term maturities as well. This
reflected both the area’s modest growth and the conditions prevailing in
the main international markets, marked by limited inflation and large-
scale purchases of securities on the part of the authorities of countries
running wide current account surpluses and by institutional investors.
After diminishing slightly in the early part of the year, long-term yields
rose gradually from October onwards in response to the improvement in
the economic outlook.

Monetary conditions in the area favoured an expansion in the monetary
and credit aggregates. M3 continued to grow rapidly, partly as a consequence
of the demand for liquidity by non-bank financial intermediaries. There
was a further increase in credit to households. Lending to firms accelerated
significantly, owing both to the resumption of investment and to the growing
demand for loans in support of mergers and acquisitions.
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On the international bond market, the expansionary phase of the
credit cycle persisted. Yield spreads with respect to government securities
remained at the previous year’s low levels, due to the abundance of liquidity,
the appetite for risk and the decline in corporate bankruptcies.

The stock exchange indices of the main euro-area countries registered
substantial gains. The low level of long-term yields and the improvement in
profits contributed. The real cost of equity capital (calculated on the basis
of expected earnings and stock market prices) remained slightly below
its long-term average, despite equity premiums still being relatively high.
Share prices continued to rise in 2006; a reversal took place in May.

The financing of households and firms and financial conditions in
Italy. — In a prolonged phase of weak economic activity, the financial
conditions of Italian households, firms and banks remained solid as a
whole. The availability of funds continued to be abundant.

The flow of Italian households’ financial saving was smaller than in
the previous year, reflecting an increase in investment in houses. Their
net financial wealth expanded significantly, by 7.1 per cent, largely
as a consequence of the rise in share prices; it is currently about three
times disposable income, a higher ratio than in the other main euro-area
countries.

In their portfolio choices, households resumed purchasing instruments
with higher levels of risk and expected returns, such as shares, investment
fund units and corporate bonds, which they had shied away from after the
fall in share prices in 2000-03 and the defaults of some bond issuers.

Low interest rates fostered a further increase in households’ debt,
mainly in the form of home mortgage loans. Despite the sharp rise in recent
years, households’ total debt remains low in relation to their wealth and
income; the ratio of debt service to disposable income is still about half
the euro-area average. However, the share of debt at variable rates is high,
making the budgets of the borrowers more sensitive to rising yields.

The weakness of economic activity caused a decline in Italian firms’
operating profitability. The low level of interest rates helped to limit the
burden of debt service. Notwithstanding an increase in debt, firms’ leverage
remained stable overall, thanks to the effect of the rise in share prices on
the value of their equity; for large listed firms it fell, though remaining at
relatively high levels.

Bank lending rates held stable in 2005; in the first few months of
2006 they adjusted to the increases in official rates, but they are still low
in both nominal and real terms. The strong demand for loans was fueled
above all by households and sectors connected with the property market.



By contrast, despite a slight acceleration manufacturing firms’ demand for
credit remained modest, owing to their sluggish investment. The growth in
bank lending to large firms largely reflected the appreciable expansion in
loans made in connection with mergers and acquisitions.

Italian firms’ sharply reduced their net bond issues, which had been
substantial in 2004; issues by unrated or low-rated companies were
negligible. By contrast, banks made considerable recourse to the bond
market, especially through asset securitizations.

On the government securities market, the yield spread between ten-
year BTPs and German Bunds of the same maturity, though small, widened
by around 0.1 percentage points in the spring of 2005. It widened again in
the early months of 2006 and is currently fluctuating around 0.30 points.

In Italy the rise in the stock market was smaller than that for the euro
area and due mainly to the increases recorded in the banking sector, whose
weight in the overall index is greater than in the rest of the euro area; the
sector’s performance reflected expectations of changes in the ownership
structure of some leading Italian banks. The number of newly listed Italian
companies grew in 2005.
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MONETARY POLICY

Interest rates and the exchange rate

Short-term interest rates. — Forecasts of economic growth in the euro
area were revised downwards in early 2005 as activity in the world economy
slowed. The weakness of economic conditions helped limit the inflationary
impact of the rise in oil prices that occurred in the first few months of the
year. During this period the Governing Council of the European Central
Bank (ECB) kept monetary conditions expansionary, leaving the minimum
bid rate on its main refinancing operations unchanged at 2 per cent.

The economic climate gradually improved from the summer onwards,
benefiting from the depreciation of the euro, the level of interest rates and
the pick-up in economic activity worldwide. The further rise in the cost
of energy was reflected in an acceleration in prices and a slight rise in
medium-term inflation expectations to just over 2 per cent in the latter
part of 2005. The rates of growth in credit and the money supply rose to
levels just below the peaks recorded at the beginning of the third stage of
Economic and Monetary Union (EMU). In order to adjust the monetary
policy stance to the changed economic situation, the Governing Council of
the ECB raised official interest rates by a quarter of one percentage point in
December (Figure 18).

Economic indicators and surveys of economic conditions published in
early 2006 point to a further strengthening of growth. The rise in oil prices
fueled the acceleration in consumer prices and inflation expectations. Credit
growth continued to pick up. In view of the improvement in the economic
climate and the risks for price stability, at the beginning of March the
Governing Council of the ECB raised the minimum bid rate on its main
refinancing operations by a further quarter point to 2.5 per cent.

Expectations about monetary policy decisions, as deduced from the
forward three-month yield curve, moved in line with the changes in the
economic situation (Figure 19). In the first half of the year the yield curve
gradually shifted downwards and became negatively sloped for the shortest
maturities; it then shifted upwards again, reflecting an improvement in
growth prospects and a slight rise in inflation expectations. At the end of
December the curve indicated expectations of a rise of 50 basis points in
official interest rates by the end of this year.



Figure 18
OFFICIAL INTEREST RATES AND
MONEY AND FINANCIAL MARKET RATES IN THE EURO AREA
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The forward yield curve has continued to shift upwards since the
beginning of January 2006, in anticipation of a more rapid return to less
accommodating monetary conditions. Short-term rates have risen, reaching
2.9 per cent at the beginning of May.

Adjusted for expected inflation, short-term interest rates were virtually
nil in 2005. They rose slightly at the beginning of 2006, to 0.7 per cent in
March, but are still low by comparison with similar phases of past cycles.
According to market expectations, they are likely to continue to edge
upwards during the year.

Long-term yields. — Long-term interest rates were affected both by
conditions in international markets and by the uncertain prospects for
growth in the euro area. Long-term euro rates declined in the first half of
2005, continuing a trend that had begun the preceding year; during the
summer they fell to their lowest levels since the beginning of the third stage
of EMU. In the first nine months of the year yields on ten-year interest rate
swaps in euros declined by 0.6 percentage points to 3.2 per cent (Figure
18); they rose slightly to 3.5 per cent in the final quarter as signs of an
improvement in economic conditions began to emerge.
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Figure 19
RATES OF FUTURES CONTRACTS
ON 3-MONTH EUROMARKET DEPOSITS (1)

(percentages)
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(1) Each curve relates to the trading session indicated in the legend. The horizontal axis shows the settlement dates (around the 15th of
each month) for the futures contracts to which the yields refer.

Real rates moved broadly in parallel with the corresponding nominal
rates. The rate of return on ten-year Italian government bonds indexed to
consumer prices in the euro area declined from about 1.5 per cent at the
beginning of 2005 to 1.1 per cent in September and rose again to 1.4 per
cent at the end of the year. Long-term inflation expectations, calculated
from the difference between the nominal yield on ten-year BTPs and that on
corresponding bonds indexed to euro-area inflation (break-even inflation),
fluctuated over a narrower range (Figure 20).

Figure 20

BREAK-EVEN INFLATION AND THE REAL INTEREST RATE
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(1) Difference between the nominal yield on BTPs maturing in 2014 and that on BTPs of the same maturity indexed to inflation in the
euro area. — (2) Yield on index-linked BTPs maturing in 2014.




In the first four months of 2006 the improvement in economic
conditions in the euro area and strengthening expectations of a more
rapid return to less accommodating monetary conditions pushed up both
nominal and real rates. Nominal yields on ten-year interest rate swaps
rose by 0.7 points to 4.2 per cent, while real rates on government bonds
indexed to consumer prices in the euro area increased by 0.5 points to
1.9 per cent. The yield differential between BTPs and German Bunds
exceeded 30 basis points, about 10 basis points more than the average for
2005.

The launch of EMU fostered anarrowing of long-term yield differentials
between euro-area countries by eliminating exchange rate risk, but the
differentials did not disappear entirely, reflecting continued disparities
in the state of the public finances and in the liquidity of the securities in
question. Between 1992 and 1998 differentials between benchmark ten-
year bonds in each euro-area country and the German Bund averaged about
2.2 percentage points; the average differential between BTPs and Bunds
was 3.4 points. From 1999 onwards they came down to about 0.2 and 0.3
percentage points respectively.

Econometric studies show that there is a significant correlation
between yield differentials on government bonds and various indicators
of the public finances. In the euro-area countries between 1992 and 1998
an increase of three percentage points in the ratio of the budget deficit to
GDP would, other things being equal, cause the yield differential vis-a-vis
Germany to widen by an average of about one percentage point. After the
introduction of the single currency this effect was reduced to about one
tenth. However, analysis for the United States shows that during periods of
pronounced deterioration in the public finances changes in debt indicators
can have significantly greater effects on market yields than in normal
circumstances.

The exchange rate. — In 2005 the euro depreciated by 7.1 per cent in
nominal effective terms and by 6.6 per cent in real terms on the basis of
producer prices, thus helping to make monetary conditions in the area more
expansionary. The depreciation occurred mainly in the first half of the year
and primarily reflected the appreciation of the dollar, which was fueled by
the widening of the interest rate differential in favour of the US currency,
and that of the currencies of Asian countries with better growth prospects
than the euro area.

The trend was reversed in 2006. Between January and the beginning of
May the euro strengthened by 3 per cent in nominal effective terms, aided
by the improvement in economic conditions in the area. The appreciation
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was greatest in relation to the dollar (8.1 per cent), owing partly to fears of
a further increase in the US current account deficit.

The money supply and credit

The euro area. — The expansion in the monetary aggregates continued
apace in 2005. The rate of growth in the M3 money supply accelerated
until the end of the summer, driven by the low level of interest rates, which
reduces the opportunity cost of holding liquid assets, but it eased thereafter
as households’ investments in equities recovered. At the end of the year the
twelve-month rate of growth in M3 was 7.4 per cent.

The accommodating lending conditions boosted credit. The rate of
growth in bank lending to the private sector in the euro area rose significantly
to a twelve-month rate of 9.2 per cent in December. Loans to households
for house purchases increased rapidly, by 11.5 per cent. Corporate lending
rose by 8.3 per cent, reflecting both the recovery in investment and strong
demand for loans in support of special financial operations, in particular
mergers and acquisitions.

Italy. — In 2005 the Italian component of M3, excluding currency in
circulation, increased more slowly than the euro-area aggregate, rising by
6.1 per cent. Households began to show renewed interest in longer-term
and less liquid assets.

Currency in circulation continued to grow rapidly. The demand
for cash, measured on the basis of cumulative flows of euro banknotes
distributed by the branches of the Bank of Italy less note withdrawals,
increased by 14.1 per cent, compared with the euro-area average of
12.8 per cent. The sharp increase in issues of €500 notes (27 per cent,
contributing 3.8 percentage points to the overall growth) lends credence
to the supposition that in Italy, as in the euro area as a whole, a significant
part of the increase in cash is unconnected with normal demand for
currency for transaction purposes.

Lending to the private sector grew rapidly, rising by 11 per cent
in the twelve months to December, compared with 7.9 per cent a year
earlier. The acceleration can be attributed mainly to credit demand from
households and financial companies; by contrast, borrowing by firms was
subdued. Bank lending expanded strongly, by 8.7 per cent, with lending
to households showing particularly vigorous growth. The increase in bond
issues accelerated to 22.1 per cent, so that bonds now represent about 8 per
cent of total finance to the private sector.



Monetary policy operations in the euro area

The average daily volume of liquidity provided by the Eurosystem
via main refinancing operations rose from €242 billion in 2004 to €290
billion in 2005 in response to strong demand for banknotes and coin. The
average number of banks participating in the auctions remained more or
less unchanged (rising from 339 to 351 in the euro area and from 17 to 18
in Italy), as did the ratio between bid amounts and allotments (on average
1.27, compared with 1.26 in 2004). Italian banks were allotted a larger
proportion of the total funds on offer than in the previous year (6.7 per cent,
compared with 5.9 per cent). The daily average of excess bank reserves was
very low, amounting to 0.52 per cent of minimum reserve requirements in
the euro area and 0.33 per cent in Italy, thanks to the efficient operation of
the screen-based interbank market.

The daily average volume of funds allotted by means of longer-term
refinancing operations rose to €88 billion. An average of 151 euro-area
banks participated at each auction.

The EONIA interest rate remained close to the minimum bid rate in
the main refinancing operations in 2005, contributing to the transmission
of appropriate signals about monetary policy. The differential between
the two rates was very small (8 basis points) and stable, especially in the
last few days of the compulsory reserve maintenance period, owing to the
frequent use of fine-tuning operations.
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THE HOUSEHOLD AND CORPORATE SECTORS

Households’ financial saving and debt

In 2005 the financial surplus of the household sector (comprising
consumer households, sole proprietorships with up to five workers and
non-profit institutions serving households) declined by 14.6 per cent to €71
billion (Table 37). The decrease reflected an acceleration in investment in
housing, as well as the smallness of the rise in disposable income. The
surplus was equivalent to 5 per cent of GDP, or 2.6 per cent net of the
loss of purchasing power due to the impact of inflation on the stock of
households’ net financial assets.

Table 37
ITALY: FINANCIAL BALANCES (1)
(millions of euros and percentages)
2002 2003 2004 2005
Households ........ccoocviiiiiieiieiiiieeeeeeee 95,015 68,676 83,191 71,066
of which: external balance .................. -9,613 2,098 1,323 41,971
Non-financial corporations .................... -39,042 -27,408 -9,570 -27,555
of which: external balance .................. 5,621 21,534 13,607 49,161
General government ........ccccoceevercvenienne -40,298 -46,032 -48,175 -55,576
of which: external balance .................. -27,338 -63,988 -17,975 -88,182
Monetary financial institutions................ 10,521 37,206 17,938 10,143
of which: external balance .................. 39,176 -25,137 28,787 -48,227
Other financial intermediaries (2) .......... -40,099 -39,690 -27,127 244
of which: external balance .................. -29,169 25,112 -44,691 5,783
Insurance companies (3) ......ccccceeeeevenen. -1,379 -19,789 -22,905 -15,060
of which: external balance .. 6,142 13,345 12,302 22,757
Rest of the world account ...................... 15,282 27,037 6,647 16,737
As a percentage of GDP
Households ........ccooviiiiiiiieiiiiiieeeeeee 7.3 5.1 6.0 51
Non-financial corporations ..........c......... -3.0 -2.1 -0.7 -1.9
General government .......cccceceeveeeienn. -8.1 -3.4 -3.5 -3.9
Financial corporations (4) ........ccccceveeeene -2.4 -1.7 -2.3 -0.3
Rest of the world account ...................... 1.2 2.0 0.5 1.2
As a percentage of GDP, adjusted for inflation (5)
Households ........cooovviiiiieiiiiiiiieeeeeee 51 2.9 3.7 2.6
Non-financial corporations ..........c......... -2.0 -1.0 0.4 -0.7
General government .......ccccooceereveienn. -1.0 -1.5 -1.5 -1.7
(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
currency with a fixed monetary value at maturity are taken into account in calculating the adjustment for inflation.




Financial assets. — The financial assets of Italian households rose to 3.3
times disposable income at the end of last year. Almost half of the increase of
7.1 per cent in relation to 2004 was due to a rise in the value of shares, and the
remainder to the flow of saving. In relation to disposable income, the gross
financial assets of Italian households are higher than the average for the euro
area, where the ratio was 2.8 in 2004.

With short-term interest rates low and share prices high in 2005, households
began to invest again in more risky financial assets offering higher expected
returns. Their purchases of corporate bonds (which in 2004 had been affected by,
among other things, the impact of major bankruptcies on investor confidence),
investment funds units, shares and other equity increased by €49 billion,
following net disposals of €18 billion in 2004. On the other hand, households
sold short and long-term government securities worth €45 billion (Table 38).

Financial liabilities. — Between 1996 and 2005 households’ financial
debt grew from 25 to 43 per cent of disposable income (Figure 21), a
proportion that is still very small by comparison with the situation in the euro
area as a whole, where it is in excess of 80 per cent.

Figure 21
THE FINANCIAL DEBT OF ITALIAN HOUSEHOLDS
AND NON-FINANCIAL FIRMS (1)
(annual data; percentages)
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————— Firms: debt/GDP (2) - - - - Firms: debt/(debt+equity) (2)

— Firms: net interest expense/value added (3) - Households: debt/disposable income (2)(4)
—— Households: debt servicing/disposable income (5)

Sources: Bank of ltaly, Istat.

(1) From 1995 onwards the data refer to the new definitions of instruments and sectors of economic activity introduced by ESA95. —
(2) Left-hand scale. — (3) Right-hand scale. The figures for net interest expense are internal Bank of Italy estimates. Value added
for 2005 is estimated from national accounting data.— (4) The figure for disposable income in 2005 is a Bank of Italy estimate. —
(5) Right-hand scale. The ratio of debt servicing (total payments of interest and principal) to disposable income relates only to
consumer households and is an internal Bank of Italy estimate.

The debt consists largely of medium and long-term liabilities, especially
bank mortgage loans for house purchases, which have increased rapidly in
the recent past owing to the reduction in interest rates and improvements in
the supply of targeted financial products.
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Table 38

FINANCIAL ASSETS AND LIABILITIES OF ITALIAN HOUSEHOLDS (1)
(millions of euros and percentage composition)

End-of-period stocks Flows
Percentage composition
December
2005 December December 2004 2005
2004 2005
ASSETS
Cash and sight deposits ...........cceceeneene 552,660 16.9 16.9 32,961 36,670
of which: deposits .........cccceceeeeeacenenn. 476,552 14.7 14.6 23,544 27,300
Other deposits .......cccoeerieeiieiiic e 318,200 10.1 9.7 16,441 10,039
bank ............... 80,952 2.7 25 -1,960 -2,574
post office 237,247 7.4 7.3 18,401 12,613
Short-term securities ........cccccceeeevveeenn... 2,003 0.6 0.1 8,819 -15,324
Medium and long-term securities ..........| 540,931 19.0 16.5 42,890 | -25,895
of which: government.................. 180,376 6.6 5.5 12,115 -29,717
corporate ..... 45,505 1.3 1.4 -3,128 7,111
bank ......... ...| 315,051 11.0 9.6 33,902 -3,289
Investment fund units ..........cccooceeieene. 270,248 9.3 8.3 -14,964 -4,072
Shares and other equity ..........cccceeeneee. 712,610 19.6 21.8 -8,631 33,207
External assets ............... ...| 278,459 6.8 8.5 1,323 41,971
of which: deposits.............c.c....... 2,774 0.1 0.1 -5,329 807
short-term securities .......... 708 0.0 0.0 50 294
medium and long-term
SECUNHES .....eveeeveeveeeeaeaaenns 118,853 2.9 3.6 -1,911 27,728
shares and other equity ..... 91,185 2.5 2.8 534 -656
investment fund units.......... 64,939 1.3 2.0 7,979 13,797
Insurance and pension fund reserves (2)| 571,879 171 17.5 54,973 49,277
of which: life insurance reserves ....... 347,172 10.2 10.6 40,806 36,377
Other financial assets (3) .......cccceevveeene 21,611 0.6 0.7 1,614 3,594
Total assets ... | 3,268,601 100.0 100.0 | 135,426 | 129,467
LIABILITIES
Short-term debt (4) .....ccoeeeeiieiiiiiiieiee 53,173 10.8 9.7 -357 -10
of which: bank ...........ccccoceveeeenninnenn. 51,303 10.5 9.4 -944 -222
Medium and long-term debt (5).............. 380,192 67.2 69.6 49,399 54,116
of which: bank ..........ccccccce... .| 340,932 60.9 62.4 43,777 46,030
Other financial liabilities (6) ........c...c...... 112,593 22.0 20.6 3,193 4,295
Total liabilities ...| 545,958 100.0 100.0 52,235 58,401
BALANCE ....coovoeeeeeeeeeeseeeeeeeeees e 2,722,643 83,191 71,066
(1) Consumer households, non-profit institutions serving households, and sole proprietorships with up to 5 workers. Rounding may
cause discrepancies in totals. — (2) 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 corporations and other minor items. — (6) Staff pension provisions and
other minor items.

Onaverage, the cost of servicing household debt remains low. Payments
of interest and principal amounted to 6.5 per cent of gross disposable income
in 2005, compared with about 5 per cent in 1996 (see the box ‘“Households’
financial debt”, Economic Bulletin No. 42, March 2006). The fact that the
increase in debt servicing was relatively small, despite the rise in overall
debt, was due partly to the decline in interest rates over the last ten years
and to a reduction in the size of repayments as a result of a lengthening of
the contractual maturity of mortgages.



The composition of households’ financial assets and debt

Savers have increased their holdings of longer-term financial assets over
the last ten years. According to the Survey of Household Income and Wealth,
the proportion of families owning bonds, investment fund units or shares
almost doubled, from under 9 per cent to 16 per cent. Differences in the
composition of their financial portfolios according to income bracket and
geographic area have become more pronounced over time. The 25 per cent of
households with the highest incomes, who live predominantly in the Centre
and North, hold a large proportion of their assets — around 36 per cent —
in bonds, investment fund units and shares and a smaller part in the form of

Table 39
COMPOSITION OF HOUSEHOLDS’ FINANCIAL ASSETS (1)
(percentages)
1995 2004
Deposits Invest- Deposits Invest-
o govetrn— Bonds | ment | Shares Ot;er o govetrn- Bonds | ment | Shares Ot;er
sercnuerﬂies fund units @ ser;ui::ies fund units @

Proportion of holding households
Geographic area
Centre and North ..| 91.3 3.6 5.9 5.5 45| 91.6 8.1| 11.3] 10.0 6.6
South and Islands .| 68.3 0.7 0.8 0.7 0.3| 636 1.0 2.2 1.6 0.7

Annual disposable

income
1st quartile (3) ....... 59.7 0.5 0.2 0.4 0.3| 584 0.5 1.0 0.4 0.5
2nd quartile (4) ..... 85.5 0.4 1.5 1.5 15| 8438 2.8 4.2 2.2 2.1
3rd quartile (5) ...... 94.4 2.3 3.8 3.0 30| 917 7.0 8.4 7.2 5.4
4th quartile (6) ..... 97.9 7.7 11.8| 11.3 8.1 95.7 12.8| 19.8| 19.5 10.7
Total ...... 83.7 2.6 4.2 3.9 3.1 82.7 5.8 8.4 7.4 4.7

Composition of financial assets
Geographic area
Centre and North ..| 79.5 2.6 6.0 5.2 6.6| 60.8 77| 122| 102 9.3
South and Islands .| 89.6 5.7 1.2 1.9 1.6| 825 1.6 8.8 4.1 3.0

Annual disposable

income
1st quartile (3) ....... 95.7 1.5 0.5 1.9 05| 932 1.3 3.1 1.6 0.8
2nd quartile (4) ..... 93.6 0.5 2.3 1.6 2.0| 83.1 4.0 7.5 3.1 2.4
3rd quartile (5) ...... 90.7 1.6 3.3 1.6 28| 731 5.8 8.0 6.2 6.8
4th quartile (6) ..... 74.5 41 6.9 6.5 79| 53.4 8.3| 14.8| 126 11.0
Total ...... 81.1 3.1 5.3 4.7 5.8 64.1 6.7| 11.6 9.2 8.3

Source: Bank of Italy, Survey of Household Income and Wealth.

(1) Related to the population as a whole. — (2) Includes equity in limited liability companies and partnerships, securities issued by
non-residents and loans to cooperative societies. — (3) Up to €11,900 in 1995 and up to €15,800 in 2004. — (4) Between €11,900 and
€18,500 in 1995 and between €15,800 and €24,200 in 2004. — (5) Between €18,500 and €28,800 in 1995 and between €24,200 and

€37,200 in 2004. — (6) More than €28,800 in 1995 and more than €37,200 in 2004.
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deposits (Table 39), while the 25 per cent with the lowest incomes invest
more than 90 per cent of their financial wealth in deposits and government

securities and the remainder mainly in investment fund units.

Table 40
HOUSEHOLDS’ DEBT (1)
(percentages)
1995 2004
Total debt Total debt
of which: of which: of which: of which:
for house consumer for house consumer
purchases credit purchases credit
Proportion of indebted households
Geographic area
Centre and North .. 21.9 15.1 8.7 23.3 13.3 13.0
South and Islands . 17.6 8.8 10.5 18.5 8.7 11.8
Annual disposable
income
1st quartile (2) ....... 10.5 4.7 6.4 9.6 3.5 6.6
2nd quartile (3) ..... 17.5 10.5 7.9 18.1 8.8 11.1
3rd quartile (4) ...... 25.9 16.4 12.7 26.9 14.0 16.7
4th quartile (5) ..... 29.2 21.6 10.6 32.5 20.9 16.2
Total ..... 20.5 13.0 9.3 21.8 11.8 12.6
For indebted households: ratio of debt to assets (6)
Geographic area
Centre and North .. 8.0 8.7 40.4 10.9 13.7‘ 39.0
South and Islands . 8.6 9.8 53.2 9.7 14.4 40.0
Annual disposable
income
1st quartile (2) ....... 10.4 15.4 60.4 25.3 32.4 102.0
2nd quartile (3) ..... 12.8 13.4 101.1 16.7 21.0 63.4
3rd quartile (4) ...... 10.1 11.2 53.8 13.7 19.9 49.5
4th quartile (5) ..... 6.0 6.5 27.6 7.8 10.0 25.3
Total ..... 8.1 8.9 43.5 10.6 13.8 39.3

Geographic area

Centre and North .. 52.6 63.3 18.3 80.7 113.8
South and Islands . 50.7 72.3 17.9 68.3 99.8
Annual disposable

income

1st quartile (2) ....... 125.1 249.5 31.2 165.2 393.7

2nd quatrtile (3) ..... 80.4 112.4 27.1 104.5 168.1

3rd quartile (4) ...... 57.7 76.0 19.4 96.7 159.4

4th quartile (5) ..... 38.9 45.7 13.4 60.0 79.0
Total ..... 52.2 65.0 18.2 77.9 111.0

For indebted households: ratio of debt to annual disposable income

19.9
24.6

36.3
36.8
22.7
14.8

21.1

Source: Bank of Italy, Survey of Household Income and Wealth.

(1) Related to the population as a whole. Figures below the 1st percentile and above the 99th percentile are set to those of the
percentiles mentioned. — (2) Up to €11,900 in 1995 and up to €15,800 in 2004. — (3) Between €11,900 and €18,500 in 1995 and
between €15,800 and €24,200 in 2004. — (4) Between €18,500 and €28,800 in 1995 and between €24,200 and €37,200 in 2004. —
(5) More than €28,800 in 1995 and more than €37,200 in 2004. — (6) Total debt and debt for house purchases are set in relation to

total real and financial assets; consumer credit is set in relation only to financial assets.




The rapid rise in the value of households’ real estate assets and their
greatly increased activity in the property market were mirrored in an
increase in average debt per household, which, including mortgage loans
and consumer credit, rose from €14,000 in 1995 to €27,000 in 2004. The
proportion of indebted households increased by little over one percentage
point, however, to 22 per cent (Table 40); the increase in borrowing was
especially marked among households in the quartile with the highest
income, which accounts for around 40 per cent of total debt.

The financing of firms and their financial assets

Profitability and self-financing. — In 2005 the weakness of economic
activity was reflected in a fall in the profitability of non-financial enterprises.
Gross operating profit declined to 34 per cent of value added, about one
percentage point less than in 2004 and below the average for the last ten
years. Thanks partly to low interest rates, net interest expense remained
virtually unchanged, at 4.5 per cent of value added (Figure 21). The
proportion of investment financed internally fell from 68 to 62 per cent
(Figure 22) and the financial deficit of firms increased from €10 billion to
about €28 billion (Table 41).

Figure 22
THE EXTERNAL FUNDING REQUIREMENT
OF ITALIAN NON-FINANCIAL FIRMS (1)

(annual data)
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Sources: Bank of ltaly, Istat.

(1) Estimate based on national accounts data for the sector “non-financial corporations”, 1980-2004. The data for 2005 are estimated on
the basis of the national accounts for the year. Investment includes inventories. — (2) Indices, 1990=100. — (3) Bank of Italy estimate.
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Table 41
FINANCIAL ASSETS AND LIABILITIES OF ITALIAN FIRMS (1)
(millions of euros and percentage composition)

End-of-period stocks Flows

Percentage composition

December

2005 December December 2004 2005
2004 2005

ASSETS
Cash and sight deposits ...........cccceeuee. 151,936 10.5 10.5 14,950 15,790
Other deposits ...... 10,680 0.8 0.7 1,928 235
of which: bank 10,680 0.8 0.7 2,080 100
Short-term securities ..........ccceevveeernnen. 27 0.0 0.0 235 -302
Medium and long-term securities .......... 44,165 3.1 3.1 11,631 2,061
of which: government ........................ 10,746 0.9 0.7 1,023 -2,979
COMPOIate....ccccceveiiiieaaeaaans 21,259 1.2 1.5 9,148 5,508
Shares and other equity ......c.ccccceeveniene 534,206 37.0 37.0 -8,342 1,415
Investment fund units ..........cccceeeeveeenns 3,764 0.3 0.3 -207 -56
Trade credit receivable .........c..cccccuveennen 283,321 22.4 19.6 15,798 -6,251
Other financial assets (2) .......ccccocveeene 60,979 4.3 4.2 4,752 5,867
External assets .......cccovevveeeieiiiiieneeee, 353,435 21.6 24.5 29,030 50,524
of which: deposits 20,956 0.5 1.5 183 14,212
trade credit receivable......... 60,317 4.6 4.2 2,371 1,334
short-term loans 77,841 3.7 54 23,824 28,441
SECUNHIES ...evvveeeeeieeaaaaannns 21,034 1.4 1.5 -902 2,638
shares and other equity ..... 162,657 10.6 11.3 3,206 3,093

Total assets ... | 1,442,513 100.0 100.0 69,774 | 69,283

LIABILITIES

Domestic liabilities .................c.cco... 2,388,589 89.2 89.4 63,921 95,475
Short-term debt (3).....c.coceeiviiiiiriiiee 316,380 12,5 11.8 -5,249 3,577
of which: bank .........cccccooevveiveeiennne 284,004 11.2 10.6 -6,920 3,227
Medium and long-term debt (4).............. 450,082 16.4 16.8 45,389 | 46,003
of Which: bank ...........ccccocveeicenncnnne 356,178 13.1 13.3 35,644 | 35,088
SECUNMHIES .. 47,371 1.7 1.8 10,340 5,082
of which: medium and long-term ....... 35,721 1.3 1.3 6,701 2,791
Shares and other equity .........ccccceeeneen. 1,164,299 421 43.6 -8,386 40,736
Trade credit payable ...........ccccccoeeenee. 289,103 11.8 10.8 16,120 -6,378
Other financial liabilities (5) .......c.cccevee.. 121,354 4.7 4.5 5,707 6,456
External liabilities ............................... 283,404 10.8 10.6 15,423 1,363
of which: trade credit payable .......... 28,197 1.0 1.1 808 2,056
financial debt ..................... 93,5667 3.2 3.5 3,084 14,085

of which: medium and long-
term securities ... 13,789 0.6 0.5 2,423 -2,361
shares and other equity .... 155,161 6.4 5.8 12,892 -15,314
Total liabilities ... | 2,671,993 100.0 100.0 79,344 | 96,838
BALANCE ... -1,229,480 -9,570 | -27,555

Source: Financial accounts.

(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, domestic derivatives and other minor items.
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Large companies fared better on the profitability front: on the basis
of the consolidated accounts of the leading quoted industrial groups, both
operating profit and ROE were higher than in the preceding year.

Debt. — The financial situation of firms remained broadly stable in 2005,
despite weak economic conditions. Their financial debt rose by €69 billion to
the equivalent of 64 per cent of GDP, an increase of around three percentage
points. By contrast, leverage (calculated as the ratio of financial debt to the
sum of financial debt and shareholders’ equity at market prices) remained
at around 41 per cent, more or less the same as the previous year, benefiting
mainly from an increase in equity due to the rise in the stock market.

The financial situation of large quoted companies improved considerably;
the debt of the majority of the leading Italian industrial groups declined in
relation to turnover, although it remained high in absolute terms.

A more accurate picture of changes in the financial situation of firms
that takes account both of the level of debt and firms’ ability to service it
can be obtained by considering several balance-sheet ratios together, in
particular leverage, financial debt to turnover, cash flow to interest expense
and current assets to current liabilities. In the three years from 2002 to 2004
the number of firms in which at least two of these four indicators were
below a reference level (for the methodology employed, see the box “The
financial situation of Italian firms from 1990 to 2003, Economic Bulletin
No. 40, March 2005) increased slightly by comparison with the preceding
three years, to 14 per cent of the sample. However, their weight in terms
of turnover declined by 1.5 percentage points to 13 per cent, reflecting
the improvement in the financial situation of the largest firms, which was
evident in all branches of activity but especially marked among firms in
high-technology sectors.

In general, Italian firms are less indebted than those in the other leading
industrialized countries; in 2004 the ratio of their financial debt to GDP
was twelve percentage points lower than in the euro area and five less than
in the United States.

The maturity of Italian firms’ debt continued to lengthen in 2005,
with medium and long-term financial debt rising to 56 per cent of the total.
In 2000 medium and long-term debt had still accounted for only 43 per
cent of the total, compared with 65 per cent in the euro area. Econometric
analysis of a sample of more than 35,000 firms on the files of the Company
Accounts Data Service and the Central Credit Register shows that around
one tenth of the large increase in the proportion of medium and long-term
borrowing can be attributed to debt restructuring by firms in difficulties;
the renegotiation of debt appears to be associated with strong customer
relations with banks.
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Trade credit payable. — In 2005 domestic and foreign trade credit
payable declined in Italy by about €4 billion; at the end of the year it
amounted to 12 per cent of firms’ total financial liabilities.

Project financing. — In recent years the central and local authorities
of many countries have adopted arrangements involving the private
sector in the financing of infrastructure projects (so-called public-private
partnerships, the most common form of which is project financing). In
the United Kingdom, where infrastructure development policies have
encouraged extensive recourse to project financing for more than a decade,
operations of this kind have brought significant reductions in the cost and
time of executing public works projects. In Italy over the three years from
2002 to 2004 project financing procedures were used for around 7 per cent
of the total value of public works put out to tender, involving an average of
€2.3 billion a year; in 2005 the proportion rose to 13 per cent.

The distribution of the risks of such operations among the various parties
involved (general government, financiers, construction and management
companies) is a distinctive element of project finance and varies from one
project to another. If the distribution does not give contracting firms an
incentive to be efficient, for example if a large part of the operational risk
falls on the public sector, the benefits of using project financing decrease
significantly. In the case of Italy, analysis of a number of specific projects
appears to indicate that the operations are often financed conventionally
(for example, by means of bank loans secured on the assets of the company
carrying out the project) and that a high proportion of the risk is borne by
general government.

Share issues, venture capital and private equity. —In 2005 the increase
in the net worth of firms due to retained profits and capital increases
amounted to about €25 billion, compared with €4.5 billion in 2004. A large
part of the increase was due to share issues amounting to about €8 billion by
quoted companies (€1 billion in 2004), of which €3 billion was attributable
to the conversion of Fiat’s bank loans and €1 billion to the recapitalization
of Alitalia.

According to the Italian Private Equity and Venture Capital Association,
investment by private equity and venture capital companies in Italy more or
less doubled last year to €3 billion. More than two thirds of these resources
were invested in firms with more than 500 employees as part of operations
involving changes of ownership. Venture capital to finance start-ups, by
contrast, continues to account for only 1 per cent of total investment by such
companies. Last year disinvestment by private equity and venture capital



companies also increased, from €600 million to €1 billion, while their fund-
raising declined to about €1.3 billion, the lowest level since 1999.

Financial assets and mergers and acquisitions. — With productive
investment stagnating and the cost of capital low, firms’ holdings of financial
assets increased by €69 billion in 2005; much of the growth was in liquid assets
(currency in circulation, deposits and government securities), which accounted
for 13 per cent of the total stock. Their holdings of shares and other equity
rose by around €5 billion, partly in connection with an increase in mergers and
acquisitions, and contrasted with disposals of €5 billion in 2004.

The number and value of mergers and acquisitions were higher than in
previous years; more than 120 transactions by Italian acquirers worth around
€7 billion were announced, compared with an average of 80 operations
worth €6 billion a year between 2002 and 2004. The greatest increase was
in mergers between public utilities, which accounted for 15 per cent of
operations by number and more than 60 per cent by value. Settlement of 95
per cent of the value of operations was in cash, often using borrowed funds,
compared with around 80 per cent between 2002 and 2004.

Acquisitions of foreign companies accounted for 25 per cent of total
transactions by Italian firms, the same as previously. The bulk of these were
in euro-area countries; the proportion involving counterparties in Eastern
Europe was negligible, whereas it had been 5 per cent in the preceding three
years. Mergers and acquisitions involving Asian firms rose from 1 to 3 per
cent. On the other side of the coin, around 50 Italian non-financial firms were
acquired by foreign companies at a cost of more than €15 billion, two thirds
of which related to a single operation in the telecommunications sector; in
the three preceding years there had been an average of 35 operations a year
worth about €3 billion.
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BANKS AND OTHER CREDIT INSTITUTIONS

Lending

The expansion in lending by Italian banks in 2005 was extremely
rapid, 8.7 per cent, a rate of growth that was in line with developments in
the euro area (Table 42 and Figure 23). In Italy the ratio of total lending
to GDP rose by almost five percentage points to 88 per cent (Figure 24).

Table 42
MAIN ASSETS AND LIABILITIES OF ITALIAN BANKS (1)
(end-of-period data)
Percentage changes Stocks
(millions
On 12 months earlier On previous quarter, annualized (2) of euros)
Dec. Dec. Mar. 2005 2008 December
2004 | 2005 | 2006 a1 Q2 Qs Q4 a1 2005
Assets
Securities ....oovevveriieeeeen. -2.8| 19.4| 131 6.9 20.8| 20.5| 28.8| -12.6| 207,060
of which: government
securities .......... -12.4| 14.5| 4.5 4.3| 14.0| 14.2| 24.3| -26.5| 106,433
Loans ....ccoccviiiieeeeeeee 6.7 8.7 9.1| 109 8.7 6.5 9.1| 12.2 (1,250,201
of which (3):
short-term (@) ......cc........ -4.4 20| 24 6.1 2.7 0.1 0.1 6.7| 443,493
medium and long-term (b) | 14.2| 13.0| 13.2| 14.2| 11.7| 124| 13.6| 153| 749,171
(@)+(D) e 6.0 8.6 9.0 11.0 8.1 7.6 84| 12.1(1,192,664
FEPOS ... 88.5| 48.5| 21.3|222.0| 28.1| -68.4|273.4| 43.4 7,788
bad debts (4) ......cccceen. 6.0| -16.5| -13.9| -1.6 2.6 6.3| -54.6| 10.9 45,412
External assets ................. 11.3| 11.0| 18.3| -3.0| 253 6.1 17.5| 25.3| 275,868
Liabilities
Domestic funding (5) .......... 7.3 7.8 8.6 9.3 9.8 51 74| 12.4 (1,268,615
Deposits 52 6.9 7.7 7.5 9.0 55 6.1| 10.5| 784,199
of which (6):
current accounts .......... 62| 80| 80 9.2 8.8 7.1 7.4 8.8| 590,517
with agreed maturity .... | -4.0| 2.7 5.0 1.8| -15.0| -34| 33.1| 114 42,883
redeemable at notice ... 4.7 2.5 0.3 4.8 4.4 1.3| -0.5| -3.8 69,596
repos 57| 49| 155 1.1 29.1 29| -9.5| 482 72,990
Bonds (5) 10.8 93| 10.1| 122| 111 4.5 9.6| 15.5| 484,416
External liabilities ................ 40| 11.8| 15.7| 25.6| 24.6 76| -7.1| 43.7| 341,000

(1) The figures for March 2006 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 seasonally adjusted data where
appropriate. — (3) Some minor items are not shown in the breakdown. Short-term loans are those with a maturity of up to 18 months. —
(4) The percentage changes are not adjusted for debt cancellations and assignments. — (5) Includes bonds held by non-residents. —
(6) Excludes those of central government.




Figure 23
LENDING BY MONETARY FINANCIAL INSTITUTIONS

IN THE EURO AREA
(monthly data; 12-month percentage changes)
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Source: Based on ECB data.

(1) Lending of monetary financial institutions (MFls) of the euro-area countries, excluding the Eurosystem, to non-MFI resident
customers.

Low interest rates fueled loan demand from the corporate sector, partly
to finance special financial operations (mainly mergers and acquisitions),
and from households, primarily for house purchases. The expansion was
strongest in lending by banks in the smaller size categories, continuing a
trend that has been under way since the mid-nineties.

Figure 24

BANKING INTERMEDIATION IN ITALY
(vear-end data; percentages)
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Source: Bank Lending Survey in the euro area.

(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 are deflated using the GDP deflator.

151



152

Lending to firms. — In Italy the growth in corporate credit accelerated to
6.5 per cent. On the basis of harmonized statistics, which include bad debts
and repos, the increase in lending to non-financial companies was about
two percentage points lower than the euro-area average. Lending increased
more rapidly in Spain owing to the stronger expansion in investment but
continued to contract in Germany, where slow economic growth has been
accompanied by a sustained increase in self-financing.

After falling slightly in 2004, lending to Italian manufacturing firms
increased by a modest 2.2 per cent. The growth was primarily in industries
where signs of recovery have begun to appear (food processing and
agricultural and industrial machinery); by contrast, there was a decrease in
lending to branches of activity where capacity utilization rates have fallen
(transport equipment and rubber and plastic products).

Credit to construction firms, especially those engaged in house
building, accelerated rapidly. In the services sector, the rate of growth in
loans to the telecommunications, transport and hotel branches picked up
but that in lending to real-estate service companies eased.

Bank lending to medium-sized and large firms increased by 6.6 per cent,
compared with 4.5 per cent in 2004. A good part of the acceleration was
attributable to syndicated loans granted to a number of groups undergoing
reorganization.

Lending to small enterprises (sole proprietorships and partnerships
with fewer than 20 workers) rose by 6 per cent, similar to the rate recorded
in 2004. The proportion of such loans backed by loan guarantee consortia
has increased considerably in the last few years, and stood at 12 per cent at
the end of 2005.

Short-term lending, which had been in decline since 2002, began
to grow again in early 2005, albeit only modestly; in December it was
1.2 per cent higher than twelve months earlier. The rise involved all the
main branches of economic activity but was more pronounced for firms in
construction and in the branches of manufacturing where performance was
strongest.

Bank lending to firms in the South and Islands increased by 11.2 per
cent, far higher than the rate of growth of 5.8 per cent in lending in the
Centre and North. A contributory factor was the reduction in self-financing
due to the weakness of economic activity (see the box “Lending to firms in
the South and Islands”, Economic Bulletin No. 41, November 2005).

The stagnation in corporate activity was reflected in a sharp reduction
in claims sold to banks for factoring and very modest growth in those



sold to financial companies (Table 43). Leasing credit, on the other hand,
increased strongly, thanks to the growth of the real-estate sector, which
accounted for about half of the total; the expansion was greatest in the
South and Islands.

Table 43
LEASING AND FACTORING IN ITALY
(end-of-period data; millions of euros and percentages)
Percentage change on previous year Outstanding Percentage
2003 2004 2005 (1) 2005 (1) of total
Leasing
Total credit .........occcvvveeeeeeeecieee. 2.2 4.1 9.5 70,310 100.0
Financial companies ................... 2.8 1.6 9.5 54,490 77.5
of which: real estate credit ....... 13.8 4.6 14.0 31,098 44.2
Banks .....coeeiiiiiieeeeeee e -0.2 18.7 9.4 15,820 22.5
Factoring
Total credit .......cooeeiiieeieeeeeiee. -0.2 -2.6 -0.6 38,096 100.0
Financial companies ................... -2.4 -3.0 1.2 34,021 89.3
BankKs ....ooooiiiiiiee e 19.8 0.2 -13.6 4,075 10.7
Source: Supervisory reports.
(1) Provisional.

Lending to households. — Bank lending to households continued to
grow at a sustained rate of 13.2 per cent in 2005, almost four percentage
points higher than the euro-area average. Its share of total bank lending also
increased substantially but remains small by international standards (31 per
cent, compared with 46 per cent in the euro area, 43 per cent in the United
Kingdom and 48 per cent in the United States).

Credit to consumer households increased by 15.1 per cent; the growth
was faster in the South and Islands (16.9 per cent) than in the Centre and
North (14.6 per cent).

The rate of growth in lending for house purchases remained very high
(18 per cent; Table 44). New loans amounted to €62 billion, 85 per cent of
which was granted at indexed rates or rates renegotiable within one year,
compared with 54 per cent in the euro area.

Consumer credit granted by banks and financial companies also
continued to grow rapidly, especially credit secured against salary. Credit
card debt accelerated further, to account for 14.1 per cent of total consumer
credit at the end of 2005, compared with 9.9 per cent in 2000.
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Table 44
LENDING TO CONSUMER HOUSEHOLDS

(end-of-period data; millions of euros and percentages)

Percentage changes on previous year
9 9 P v Outstanding Percentage

2005 (1) of total

2003 2004 2005 (1)

Loans for house purchases

Total credit ..o 15.9 20.7 18.0 198,859 100.0
Up 10 5 Years ......cccoveeeceeenineanne -16.9 -4.0 -0.7 1,550 0.8
OVEr 5 YAIS ..o 16.5 21.0 18.2 197,309 99.2

Consumer credit

Total credit ......occeeeiiiiiiiieceee 12.2 18.1 19.4 72,320 100.0

of which: credit cards ................. 15.7 18.0 21.8 10,173 14.1
for purchases of motor

vehicles .............c....... 10.2 17.5 15.3 25,763 35.6

Banks 9.9 16.3 17.2 41,726 57.7

of which: credit cards ................. 26.2 24.5 28.9 4,178 5.8
for purchases of motor

vehicles ..................... 12.3 224 19.5 11,910 16.5

Financial companies ............c........ 15.9 20.8 22.5 30,594 42.3

of which: credit cards 10.3 14.3 17.3 5,995 8.3
for purchases of motor

vehicles .................... 8.8 13.9 11.9 13,853 19.2

Other lending
Total credit ......occeeeiiiiiiiieeeee -0.1 2.3 4.2 54,847 100.0

Source: Supervisory reports.
(1) Provisional.

Lending according to size of bank. — Smaller banks throughout the
country continued to record higher rates of growth in lending to firms and
households than did other intermediaries. In 2005 “small” and “minor”
banks accounted for about half of the growth in lending to the private
sector.

Bad debts. — New bad debts equal to 0.85 per cent of total lending
were recorded in 2005, compared with 0.86 per cent the previous year.
The default rate continued to be higher for customers in the South and
Islands (1.29 per cent) than for those in the Centre and North (0.78 per
cent). The ratio of the stock of bad debts to total lending fell from 4.7 to
3.7 per cent, owing mainly to massive securitization operations. The stock
of substandard loans declined slightly in relation to total lending, to 1.6 per
cent in the Centre and North and to 2.7 per cent in the South and Islands.



Lending conditions and interest rates

Credit supply. — Credit remained in abundant supply last year.
According toinformation from the seven Italian banking groups participating
in the Eurosystem’s quarterly survey of bank lending in the euro area,
the improvement in economic prospects and competitive pressure led to
ever more favourable lending conditions for firms (Figure 25). The index
measuring the tightness of lending conditions, calculated by aggregating
the qualitative data provided by the banks, declined in December to its
lowest point since the survey began.

Figure 25
INDICES OF LENDING CONDITIONS
AND THEIR MAIN DETERMINANTS IN ITALY (1)
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Source: Bank Lending Survey in the euro area.

(1) The indices are constructed by aggregating the qualitative replies from the 7 Italian groups participating in the quarterly Bank Lending
Survey, weighted as follows: 1 = tightened considerably, 0.5 = tightened somewhat, 0 = basically unchanged, —0.5 =eased somewhat,
—1 = eased considerably. The range of variation of the index is from —1 to 1. — (2) In the quarter in which the survey was conducted. —
(3) Forecasts for the subsequent quarter.

The survey shows that the conditions applied to loans to households
also improved, with the loan-to-value ratio increasing and the average term
to maturity lengthening. Towards the end of the year, however, as in the
euro area as a whole, some intermediaries indicated that they had increased
the margins they required for riskier classes of customer.
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Interest rates. — Lending rates in Italy remained very low (Figure 26).
At the end of December the average cost of outstanding bank credit was 4.3
per cent for firms and 5.3 per cent for households, compared with 4.2 and

5.1 per cent respectively in the euro area.
Figure 26

BANK INTEREST RATES AND DIFFERENTIALS IN RELATION TO
YIELDS ON GOVERNMENT SECURITIES IN ITALY
(quarterly data; percentages and percentage points)
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Sources: Statistical supervisory reports and Istat.

(1) The rate on short-term loans to firms relates to loans outstanding. — (2) The rate on medium and long-term loans to firms relates to
new loans and that on bonds to new issues. — (3) The yield on BTPs relates to Treasury bonds traded on the stock exchange with a
residual maturity of more than one year.




Figure 27

HARMONIZED INTEREST RATES ON LOANS IN THE
MAJOR EURO-AREA COUNTRIES: NEW BUSINESS (1)

(monthly data; percentages)
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Source: Based on ECB data.

(1) Contracts concluded during the reference period or which constitute a renegotiation of previous terms and conditions. — (2) Average
lending rate for non-financial firms across all maturities, weighted by loan amounts. The latter refer to the amount of each individual
transaction. Excluding overdrafts. — (3) The annual percentage rate of charge (APRC) includes ancillary expenses (administrative
expenses, loan examination fees and insurance). It is calculated as the average rate across all maturities, weighted by loan amounts.
Includes rates charged to producer households and non-profit institutions serving households.
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The interest rate on new fixed-term loans of up to €1 million, which
can be taken as an indicator of credit conditions for small firms, was 4.1 per
cent, and that on loans of more than €1 million was 3.3 per cent. Both rates
were broadly in line with the euro-area averages (Figure 27).

The differential between the rates on short-term loans to firms in
the South and Islands and those charged to firms in the Centre and North
remained unchanged at 1.9 percentage points.

In Italy and the euro area the annual percentage rate of charge (APRC)
on new lending to households for house purchases stood at 4 per cent in
December.

In 2005 the APRC on consumer credit from banks in Italy fell by 0.5
percentage points to 9.1 per cent, but there was still a large differential by
comparison with the euro-area average of 7.4 per cent. Part of the disparity
(0.6 percentage points) was due to intermediaries specializing in lending
through retailers with which they have agreements, which usually charge
additional fees; these intermediaries hold about one third of the banking
market. The remainder of the differential can probably be ascribed to
structural factors: the relatively small size of the market, which prevents
economies of scale from being fully exploited; agreements with large
distribution firms, which may restrict the entry of new competitors to the
market in targeted credit; the smaller proportion of personal loans, which
are cheaper than targeted credit as they involve a more direct relationship
between the intermediary and the customer.

In December bank interest rates began to adjust to the rise in official
rates. The adjustment was comparable in extent and speed to those observed
in the past. Between November 2005, when rates were at their lowest, and
the end of March 2006 the average lending rate on short-term loans to firms
and households in Italy rose by 25 basis points, which was broadly in line
with the average increase in the euro area.

Funding

Banks’ domestic funding rose by 7.8 per cent in 2005 (Table 42),
reflecting the sustained expansion in current account deposits and bonds
(Figure 28).

The acceleration in the growth of current account deposits to 8 per
cent was largely attributable to a more rapid increase in deposits held by
financial and insurance companies. Issues of bank bonds rose by 9.3 per
cent; one third of new issues was placed on the Euromarket and around
three quarters was at indexed rates.



Figure 28
BANK FUNDING IN ITALY (1)
(vear-end data; billions of euros)
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Source: Supervisory reports.
(1) Excludes deposits of central government. — (2) Total debt securities, including bonds held by non-residents.

The interest rate paid on current accounts rose by one tenth of a point
to 0.8 per cent, thus moving into line with the euro-area average (Figure
29). The average rate on all deposits rose to 1 per cent in Italy, whereas it
declined slightly in the euro area to 1.6 per cent; the contrasting movements
reflected mainly differences in the deposit mix.

Bank deposit rates throughout the euro area were less responsive than
lending rates to changes in monetary conditions. Between the low point
recorded in November 2005 and the end of March 2006 the average rate on
firms’ and households’ current accounts rose by 12 basis points in Italy and
Germany, 9 in Spain and only 5 in France.

The banks’ securities portfolio and net external position

The securities portfolio. — On the basis of data that are not consolidated
at group level and excluding the effects of price changes, the value of banks’
holdings of securities increased by 19.4 per cent in 2005 (Table 42). The
growth occurred entirely in securities issued by private sector companies,
and especially bank bonds, whose share of the securities portfolio rose
from 34 to 36 per cent.

The ratio of liquid assets (cash and securities other than shares) to
the sum of lending and liquid assets rose by almost one percentage point
to 16.3 per cent in 2005, thus reversing a trend that had begun in the mid-
nineties; a small number of large Italian banking groups and branches of
foreign banks accounted for most of the increase.
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Figure 29
HARMONIZED INTEREST RATES ON DEPOSITS

IN THE MAJOR EURO-AREA COUNTRIES
(monthly data; percentages)
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Source: Based on ECB data.

On the basis of harmonized statistics, at the end of 2005 Italian banks’
holdings of shares and other equity in euro-area non-banking companies
amounted to €64.1 billion at market value, equal to 2.9 per cent of their total
assets excluding interbank claims. The corresponding proportions were 5.2
per cent in Germany, 3.4 per cent in France and 4 per cent in Spain.

The net external position. — Excluding the effects of exchange rate and
price changes, the net external debtor position of the Italian banking system
rose by €9 billion in 2005 to stand at €65 billion at the end of December,
equal to 2.6 per cent of the balance-sheet total. The increase was mainly
due to positions in dollars, predominantly vis-a-vis counterparties from
outside the euro area.

Profit and loss accounts

The operating profits of Italian banks rose in 2005, benefiting from the
growth in total assets, the good performance of the financial markets and the



smallness of the rise in costs. Return on equity (ROE), based on financial
statements not consolidated at group level, was 9.6 per cent, compared with
9.5 per cent in 2004 (Table 45); this was in line with the average for euro-
area banking systems and lower than in the major Anglo-Saxon countries.

Net interest income rose by 4 per cent, compared with 1.3 per cent
in 2004; the acceleration was due to the large growth in the volume of
business and a fall in the cost of hedging interest rate risk. However, the
spread between the average lending rate and the average cost of funds
narrowed by 0.2 percentage points to 3.3 points.

Income from services increased by 11.2 per cent, compared with 6.5 per
cent in 2004. Two thirds of the growth was due to higher revenue from the
distribution of third parties’ insurance and portfolio management services.
Income from asset management rose by 9.1 per cent, while commissions
from collection and payment services increased by a modest 2.7 per cent.
Net income from trading in securities and other assets declined by 48.6 per
cent owing to losses on derivatives, especially those on interest rates. Gross
income, excluding dividends on shares and other equity in banks (around
half of total dividends), rose by 6.1 per cent.

Staff costs increased by 3.2 per cent, whereas in 2004 they had fallen
by 1.3 per cent; net of the cost of early retirement schemes, the increase
was 3.5 per cent. The number of bank employees fell by an annual average
of 0.2 per cent. Staff costs per employee rose by 3.8 per cent to €68,100,
reflecting wage increases under the national labour contract for the banking
industry and the implementation of the new international accounting
standards (IAS/IFRS), which provide for directors’ remuneration and the
value of stock options to be recorded among staff expenses. Net of the
impact of the IAS/IFRS, staff costs per employee would have risen by 3.2
per cent.

Legislative Decree 38 of 28 February 2005 required the new
international accounting standards to be applied to consolidated accounts as
from the 2005 financial year. Although the requirement is not due to come
into effect for unconsolidated accounts until 2006, the decree included a
provision to bring the application of the IAS forward to the 2005 accounts.
Only 52 of the 774 reporting banks, holding around one third of the
total assets of the Italian banking system, have produced unconsolidated
supervisory data based on the new accounting rules.

Operating costs other than staff expenses rose by 6.6 per cent, partly
because of the increase in indirect taxes. Total operating expenses, which
had remained virtually unchanged in 2004, rose by 4.8 per cent last year.
Operating profit increased by 8.4 per cent, compared with 1.3 per cent in
2004.
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Table 45
PROFIT AND LOSS ACCOUNTS OF ITALIAN BANKS (1)

2002 2003 2004 2005 2002 2003 2004 2005
As a percentage of total assets Percentage changes (3)

Net interest income (@) .......c.cceevueenene. 1.91 1.77 1.67 1.58 4.9 0.8 1.3 4.0

Other net income (b) (2) ...coovevvvreeinens 1.46 1.42 1.33 1.32 -12.0 5.7 -0.7 8.7

(-8.2) (8.9) (-0.8) (9.1)

of which: trading ...........cccccoeeeeeenene. 0.07 0.13 0.08 0.04 -42.9 95.4 -39.4 -48.6

SEIVICES ..o 0.59 0.55 0.54 0.55 -7.7 1.0 6.5 11.2

other financial operations (2) 0.51 0.43 0.39 0.41 -19.0 -7.7 -3.6 13.5

(-10.1) (-4.4) (-6.2)| (19.5)
Gross income (c=a+b) (2)

(C=a+b) (2) e 3.37 3.19 2.99 2.90 -3.1 2.9 0.4 6.1
(-0.6) (4.0) (0.4) (6.1)

Operating expenses (d) ........ccceveenne 2.02 1.95 1.81 1.74 4.5 4.9 -0.1 4.8
of which: banking staff costs (3) ...... 1.10 1.07 0.98 0.93 4.9 5.2 -1.3 3.2
Operating profit (e=c-d) (2) ....ccccoveunee 1.36 1.25 1.18 1.17 -12.5 -0.1 1.1 8.1

86| 23| (13| (84
Value adjustments, readjustments and

allocations to provisions (f) .............. 0.56 0.52 0.29 0.28 -10.2 0.8 -39.4 4.2
of which: in respect of loans ............ 0.38 0.42 0.31 0.23 7.5 21.1 -20.0 -18.4
Profit before tax (g=e-f) (2) 0.80 0.73 0.89 0.89 -14.1 -0.7 29.9 9.4
(-7.0) (3.8) (40.2) (10.2)

. 0.30 0.22 0.24 0.24 -18.8 -21.5 18.1 9.7

Net profit (g-h) ..ocooeveiieiieee 0.50 0.51 0.65 0.65 -11.0 12.1 34.9 9.2
Dividends distributed ...........cccccoeeene. 0.33 0.34 0.38 0.48 -11.5 11.5 22.1 37.1

Other indicators

Profit before tax Net profit
Profit as a percentage of capital and | | | | | | |
reserves (ROE) (4) ..oovvvevvvenennene. 10.5 10.4 13.0 13.2 6.2 7.2 9.5 9.6
Amounts Percentage changes
Total assets (millions of euros) .......... 1,998,624 | 2,170,483 | 2,330,992 | 2,548,784 5.7 8.5 7.3 9.4
Average number of employees .......... 342,555| 339,381 | 338,017 | 337,306 -0.7 -1.1 -0.4 -0.2
of which: banking staff .................... 340,560| 338,292| 337,023| 336,410 -0.4 -0.8 -0.4 -0.2
Total assets per employee
(thousands of euros)
at current prices .......ccccociiiiiiiienns 5,835 6,395 6,896 7,556 6.5 9.7 7.7 9.6
at constant prices (5) .....ccceevreeiienne 4,911 5,242 5,530 5,945 3.9 6.8 5.4 7.5
Staff costs per employee
(thousands of euros)
at current prices (6) ......cccoevveeiieennne 62.4 64.2 65.6 68.1 2.0 3.0 2.2 3.8
at constant prices (5) (6) ....cooovereeenne 52.5 52.6 52.6 53.6 -0.6 0.4 0.0 1.9
Memorandum items: (7)
Total assets (millions of euros) .......... 2,006,179 2,174,905 | 2,334,273 | 2,552,370 6.0 8.4 7.3 9.3
Total number of employees (8) .......... 341,615| 337,696 | 337,311 | 336,783 -0.6 -1.1 -0.1 -0.2
of which: banking staff (8) ................ 340,440| 336,661| 336,354| 335,910 -0.3 -1.1 -0.1 -0.1

(1) Rounding may cause discrepancies. The data for 2005 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) Profit includes the net income of foreign branches and the change in the fund for general banking risks. — (5) Deflated using the general consumer price index
(1995=100). — (6) Excludes the extraordinary costs incurred in connection with early severance incentives. — (7) Data for the entire banking system. including banks that
have not reported information on their profit and loss accounts. — (8) End-of-period data.
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Value adjustments to assets and allocations to provisions rose by 4.2
per cent and absorbed about one quarter of operating profit. The renewed
increase, following a sharp fall of 39.4 per cent in 2004, was due largely
to the waning of the effects of Legislative Decree 37/2004 on the balance
between extraordinary income and expenses relating to earlier years. On the
other hand, value adjustments to loans decreased further to a historically
low level of 0.23 per cent of total assets.

Profit after direct taxes rose by 9.2 per cent. The application of the
new [AS/IFRS affected not only staff costs but also other items in the profit
and loss account (income from trading, extraordinary income and expenses
relating to earlier years), especially as regards the fair market value of items
that had previously been recorded at historic cost. If the direct effects of the
application of the IAS/IFRS are eliminated, net profit would have increased
by 10.2 per cent.
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INSTITUTIONAL INVESTORS

Consolidated net fund-raising by Italian institutional investors rose by
64 per cent to €69 billion in 2005 (Table 46). Their consolidated net assets
increased by 10 per cent to €1,119 billion, thanks partly to the rise in share
prices; as a percentage of GDP, they rose by 6 percentage points to 79 per
cent.
Table 46
ITALTAN INSTITUTIONAL INVESTORS:

NET FUND-RAISING AND ASSETS UNDER MANAGEMENT
(millions of euros and percentages)

Net flows End-of-period stocks
Percentage composition
2004 2005 (1) 2004 2005 (1)
2004 2005 (1)
Investment funds (2) .......... -15,166 -3,739| 399,882 | 417,425 31.9 30.2
Insurance companies (3) .... 43,587 43,951 373,827 | 417,778 29.8 30.2
Pension funds (4) ............... 1,366 3,563 30,481 34,045 2.4 25
Individually managed
portfolios .......coevcveeeiienenne 14,669 35,410 | 448,738 | 512,714 35.8 37.1
Total ... 44,456 79,185 | 1,252,928 | 1,381,962 100.0 100.0
Consolidated total (5)... 41,997 68,957 | 1,014,264 | 1,119,125 - -
as a percentage of GDP ..... 3.0 4.9 738.0 79.0 - -
Sources: Based on Bank of Italy, Isvap, ANIA and COVIP data.
(1) Provisional. — (2) ltalian investment funds and SICAVs. — (3) Technical reserves. — (4) Total balance sheet assets. — (5) Net
of investments in ltalian collective investment undertakings (ClUs) and SICAVs by the other categories of intermediary and net of
investments by insurance companies and pension funds in portfolios individually managed by asset management companies.

The institutional investor sector as a whole is still smaller in Italy than
in the other major countries (Table 47). At the end of 2004, the last year
for which comparable data are available, the products offered by these
intermediaries accounted for 24 per cent of households’ financial assets in
Italy (taking both Italian and foreign funds into consideration), compared
with 36 per cent in the euro area, 42 per cent in the United States and 57 per
cent in the United Kingdom. This reflects the underdevelopment of pension
funds and the lower use made of insurance policies.

In 2005 Italian investment funds continued to record net redemptions,
to the benefit of funds established abroad by Italian intermediaries. Italian
management companies increased the range of hedge funds, closed-end
real estate funds and other types of non-harmonized funds they offer, a
trend that has been under way for several years. Exchange-traded funds
(ETFs) continued to grow. There was a substantial increase in net inflows
to individually managed portfolios.



Table 47

INSTITUTIONAL INVESTORS: NET ASSETS AS A PROPORTION
OF HOUSEHOLDS’ FINANCIAL ASSETS IN THE MAIN EUROPEAN
COUNTRIES AND THE UNITED STATES
(end-of-period data; percentages)

1995 2000 2002 2004 2005 (1)
Italy
Investment funds (2) .......cccoceveriieiiniiiiens 4.1 16.6 11.9 10.4 10.3
Insurance companies and pension funds ... 5.5 7.7 10.1 11.9 12.7
of which: pension funds .......................... 12 0.9 1.0 0.9 0.9
Other institutions (3) .....ccccovveeiieiieeiieiee 1.7 1.9 2.4 2.6 2.7
Total ... 11.3 26.2 24.4 24.9 25.9
as a percentage of GDP ............... 19.6 61.0 52.5 56.1 59.6
France
Investment funds (2) ......ccoceeeviveeeviiieeeee. 13.4 11.3 10.5 9.8 9.6
Insurance companies and pension funds .... 24.0 29.8 32.9 33.7 33.4
Total ... 374 41.1 43.4 43.5 43.0
as a percentage of GDP ............... 53.1 71.9 71.2 76.5 81.0
Germany

Investment funds (2) .......cccoeeeviiiiiiiieeen. 71 11.3 11.5 11.4

Insurance companies and pension funds ... 26.2 27.9 30.2 29.9

Total ... 33.3 39.2 41.7 41.3

as a percentage of GDP ............... 50.3 69.0 71.8 75.8

Spain
Investment funds (2) .....ccceveeriiiiiiiieeen, 10.1 13.7 124 13.2 135
Insurance companies and pension funds .... 10.0 13.9 16.1 15.2 14.9
of which: pension funds .............cccc....... 4.5 5.8 6.4 6.3 6.3
Total ... 20.1 27.6 28.5 28.4 28.4
as a percentage of GDP ............... 28.5 45.8 42.4 46.1 47.6
Euro area (4)

Investment funds (2) (5) ..cooeevvveeerieieeeieenn. 7.7 12.1 10.7 10.1

Insurance companies and pension funds .... 21.1 23.4 25.8 26.3

Total ... 28.8 35.5 36.5 36.4

as a percentage of GDP ............... 45.1 69.2 66.0 70.1

United Kingdom

Investment funds (2) .......cccoeeeriiiiiiiiieeen. 3.7 4.9 41 4.5

Insurance companies and pension funds ... 50.8 52.4 52.9 52.5

Total ... 54.5 57.3 57.0 57.0

as a percentage of GDP ............... 148.7 187.4 145.8 155.5

United States

Investment funds (2) .....cccoeveeriiininiieen, 8.5 12.1 12.2 12.7 134
Insurance companies and pension funds (6) ... 28.1 28.3 28.2 29.3 291
of which: pension funds (6) ...........c....... 19.9 20.3 18.2 19.6 19.3
Total ... 36.6 40.4 40.4 42.0 42,5
as a percentage of GDP ............... 106.2 136.4 113.0 130.4 131.1

Sources: Based on data from Bank of Italy, Banque de France, Deutsche Bundesbank, Banco de Espana, Federal Reserve and
Eurostat.

(1) Provisional. The figures for France and Spain refer to the third quarter. — (2) Includes foreign funds. — (3) Households’ individually
managed portfolios net of investments in investment fund units. Partly estimated. — (4) Not including Ireland and Luxembourg. — (5) The
2004 figure does not include the Netherlands. — (6) The figure for pension funds relates to private, state and local pension funds; excludes
federal government pension systems.
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Italian investment funds and portfolio managers invested mainly in
foreign corporate and government bonds; at the end of the year foreign
assets made up 55 per cent of investment funds’ portfolios and 51 per cent
of individually managed portfolios.

The premium income of insurance companies increased considerably,
after growing more slowly in the previous two years. Growth continued to
be concentrated in traditional revaluable life policies, which generally offer
a guaranteed minimum return, but sales of policies indexed to financial
variables also recovered. The proportion of foreign bonds in the companies’
portfolios increased substantially.

Pension funds continued to grow, but they remain very small,
managing resources equivalent to 2.4 per cent of GDP. In the sectors in
which occupational pension funds have been established, only one in
eight employees has joined a supplementary pension scheme. The recent
legislation, which will come into effect in 2008, is likely to lead to a very
gradual increase in uptake.

Investment funds

Fund-raising and net assets. — In 2005 harmonized Italian investment
funds suffered substantial net redemptions, although on a smaller scale than
in the preceding year (€18.3 billion, compared with €30.6 billion in 2004;
Table 48); by contrast, net subscriptions of foreign funds established by
Italian intermediaries increased by €18.2 billion, compared with €14 billion
in 2004. Overall, harmonized funds controlled by Italian intermediaries
recorded a marginal net outflow of $0.1 billion, an improvement over the
previous year, when redemptions had far outweighed subscriptions.

Italian intermediaries themselves encouraged domestic sales of foreign
fund units; as part of that strategy, portfolio managers redeemed units in
Italian funds and subscribed units in foreign funds, largely those controlled
by their own group (see the section Individual portfolio management). For
intermediaries, the main benefit of selling to their customers units in the
investment funds of management companies established in other European
countries lies in the low corporate tax rates in some foreign financial centres.

In the euro area, net fund-raising by investment funds almost doubled,
with the strongest growth being in balanced and equity funds.

Italian subscribers redeemed units in short-term money-market and
bond funds and in equity funds, switching their interest to funds specializing
in medium and long-term bonds and those investing in both bonds and
shares (flexible funds, mixed bond funds and balanced funds).



Table 48

SECURITIES INVESTMENT FUNDS: NET FUND-RAISING AND NET ASSETS

IN THE MAIN EUROPEAN COUNTRIES AND THE UNITED STATES (1)
(annual data)

Luxembourg and
Ireland (2)
Italy Germany | France :;Xgﬁ:d ari:r?a) K%:]r;;i:iidm ggizg
by Italian
inter-
mediaries
Net fund-raising
Total (millions of euros)
2004 ..., -30,632| -5,964| 54,920 113,731| 13,952| 174,180 9,015| 42,813
2005 ..o -18,344| 10,148| 58,800| 236,278| 18,209| 319,520 21,516| 204,990
Equity funds ........
2004 ....ccooeieene -6,627| -2,238| 20,800( 47,769| 3,502| 74,125 3,091| 143,082
2005 ..o -8,084 -900| 32,900\ 77,675| 4,286(109,299| 5,785| 109,077
Bond funds
2004 ....ceeeeee -13,499| 2,371 17,260| 40,061 9,414| 59,869| 3,202| -8,665
2005 ....cceeiienne -2,774| 6,626| -14,500| 69,842| 12,871| 75,601 8,002| 25,235
Balanced funds (4)
2004 .....cooeiiene -1,299 577 120 27,070| -1,656| 38,577| 3,449| 34,363
2005 ...ccceeeeieene 3,925| 5,052| 10,700| 85,683 -126] 123,278 7,015| 20,291
Money-market funds|
2004 .....ccooeeeee -9,207| -6,674| 16,740 -1,169| 2,691 1,609 -727| -125,967
2005 ...ccceeeiienne -11,411 -6301 29,7001 3,078 1,1771 11,343 7131 50,387
Year-end net assets
illi f
Total (billions of euros)
2004 ......ccoeeeeene 358 217 1,007| 1,368 145| 3,521 362 5,952
2005 .......ccoeeeeiene 353 248 1,168| 1,731 179| 4,146 443 7,133
as a % of GDP
2004 ..o 25.8 9.8 61.1 - - 45.5 21.6 65.7
2005 ......ccceueeenn 24.9 11.1 68.2 - - 52.0 24.9 67.9

Sources: Based on Bank of Italy, EFAMA, ICI and Assogestioni data.

(1) The data refer to open-end investment funds that invest mostly in listed securities and are offered to the public (for EU countries,
harmonized funds). Funds of funds are included for some countries. — (2) For net fund-raising, refers only to Luxembourg, except for
funds controlled by Italian intermediaries, where Irish funds are also included. — (3) For net fund-raising, does not include Belgium,
Ireland and, in 2004, the Netherlands. — (4) Also includes other types of fund (flexible funds in the case of Italian funds and foreign

funds controlled by Italian intermediaries).

In Italy, as in the United States, subscriptions of units in the various
types of investment fund tend to be positively correlated with yields over
the preceding months. The net outflow of resources from short-term money-
market and bond funds, which has continued with scarcely a pause since
the end of 2003, is a consequence of the fall in yields on such funds, which
have been consistently below 2 per cent since that time and fell to 0.7
per cent in April 2006. Net subscriptions of bond and balanced funds also
continued to show a strong correlation with average yields, but in the case
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of equity funds, which have also benefited from the substantial rise in stock
market indices, the correlation between yields and net subscriptions was
relatively weak, indicating caution on the part of savers towards investment
in more risky funds.

At the end of 2005 the net assets of Italian harmonized investment
funds amounted to €350 billion, slightly less than in the previous
year. Including funds based abroad, the resources managed by Italian
intermediaries totalled €530 billion; their share of the total net assets of
investment funds in the euro area declined by more than one percentage
point to 13 per cent.

Supply. — The development of the new types of investment funds
continued in 2005. The number of open-end hedge funds and closed-end
securities and real-estate funds increased significantly, but there was a
small decline in that of non-hedge funds of funds (Table 49). The assets of
closed-end real-estate funds showed further sustained growth.

Table 49

ITALIAN INVESTMENT FUNDS: MARKET STRUCTURE (1)
(amounts in millions of euros)

Number of funds (2) Net assets Net fund-raising
2004 2005 2004 2005 2004 2005
Harmonized open-end funds ........ 958 869 | 358,292 | 352,775| -30,632| -18,344
Open-end hedge funds ................ 137 164 | 11,728 | 16,957 5,500 4,494
of which: funds of funds ........ 126 152| 11,284 16,308 5,411 4,267
Other types of open-end funds ..... 199 194 19,996 | 33,301 6,219 6,812
of which: funds of funds ........ 157 143 12,544 19,043 4,535 5,643
Total open-end funds ..... 1,294 1,227 | 390,016 | 403,033 | -18,913 -7,038
Closed-end securities funds ......... 47 62 1,781 2,385 340 58
of which: reserved to qualified
iNVeStOrs ......cccceeveecuvveenn... 34 46 951 1,614 336 59
Closed-end real estate funds ....... 30 63 8,085 12,007 3,407 3,241
of which: reserved to qualified
INVESIOrS ....vveveeeeeaireann 11 38 2,977 5,898 2,150 2,611
Total closed-end funds..... 77 125 9,866 | 14,392 3,747 3,299
Total ..... 1,371 1,352 | 399,882 | 417,425| -15,166 -3,739
(1) Includes SICAVs. — (2) Funds in operation at the end of the year indicated.

Exchange-traded funds continued to expand. These instruments, which
replicate financial indices and are traded on regulated markets, have low
management costs and are highly liquid. The number of ETFs traded on



the Italian stock exchange rose from 20 to 28 and average daily turnover
more than doubled; five of the new funds are benchmarked to euro-area
share indices, two are linked to Chinese and Japanese share indices and one
replicates an index of inflation-linked government securities. The number
of ETFs also increased on the German stock exchange (from 54 to 77) and
on Euronext (from 53 to 95).

Asset allocation. — Despite large net redemptions, Italian harmonized
investment funds made only small net sales of securities, primarily because
of the reinvestment of coupons and dividends. The net disposals related
to Italian government securities and Italian and foreign equities, while net
purchases were concentrated in foreign corporate bonds and government
securities. At the end of the year more than half of the portfolio of Italian
funds consisted of foreign securities; the proportion of Italian shares was
very small (6 per cent).

Yields and fees. — In 2005 the average yield on Italian harmonized
investment funds was 6.6 per cent, the highest return since the end of the
1990s. The good performance of the stock markets boosted the value of
units in equity, balanced and flexible funds, which yielded 17.1, 9.9 and 9.1
per cent respectively. By contrast, the average returns on bond and money-
market funds remained low, at 2.2 and 1.2 per cent respectively.

There was a marked positive correlation between the level and
variability of yields on individual funds; on average, variability remained at
the low levels reached in 2004, reflecting the low volatility of the financial
markets.

In 2005 the total fees paid by harmonized investment funds
(management fees, incentive fees, fees paid to depositary banks, securities
brokerage fees and other minor items) amounted to €4.9 billion, of which
€4.3 billion was paid to management companies. The ratio of total fees to
annual average net assets increased by 0.1 percentage point to 2.0 per cent
(Figure 30) owing to a rise in incentive fees to 0.2 per cent caused by the
increase in stock market prices.

The average total fees of equity, flexible and balanced funds amounted
to respectively 2.72, 2.16 and 1.96 per cent of annual average net assets,
compared with 2.49, 2 and 1.94 per cent in 2004. Incentive fees increased by
0.18 percentage points for equity and flexible funds and by 0.10 points for
balanced funds; other fees rose by 0.05 percentage points for equity funds,
remained virtually unchanged for flexible funds and declined by about 0.07
points for balanced funds. The total fees of bond and money-market funds
were more or less unchanged, at 1.23 and 0.64 per cent respectively.

169



170

Figure 30
ITALIAN SECURITIES INVESTMENT FUNDS: TOTAL FEES (1)

(percentages)
25 25

2.0 2.0
N — N

B —
1.5 15
1.0 1.0
0.5 —— —— 0.5
0.0 0.0
2000 2001 2002 2003 2004 2005
[ Total fees net of incentive fees Il Incentive fees

(1) Simple average of total fees paid by the individual funds, calculated as the percentage ratio of total annual fees to annual average
net assets. The data relate to harmonized investment funds and SICAVs. The data for the last two years are provisional.

The dispersion of funds’ fee expenses within each fund category
remained high: 90 per cent of money-market funds paid total fees (net of
incentive fees) of between 0.2 and 1 per cent, while the same percentage
of bond funds paid between 0.7 and 1.7 per cent and that of equity funds
between 1.3 and 3.6 per cent. Funds established by management companies
belonging to Italian banking groups tend to be less costly than funds
controlled by Italian non-banking groups or by foreign groups, either
banking or non-banking (Figure 31).

Figure 31
ITALIAN SECURITIES INVESTMENT FUNDS:
TOTAL FEES ACCORDING TO TYPE OF GROUP IN 2005 (1)

(percentages)
3.0 3.0
25 - 25
20 - 2.0
15 15
1.0 1.0
05 - 0.5
0.0 0.0
Equity funds Balanced funds Bond funds Money-market funds  Flexible funds (2)
Type of asset management company:
M Italian banking O Italian non-banking M Foreign banking O Foreign non-banking

(1) For each fund category and type of parent company, simple average of fees paid by the individual funds, calculated as the
percentage ratio of total annual fees (net of incentive fees) to annual average net assets. Provisional data for harmonized investment
funds and SICAVs. — (2) No figure is shown for asset management companies belonging to foreign banking groups as there are no
flexible funds managed by companies of that kind.




According to the Italian stock exchange, in 2005 the total annual
fees of ETFs listed in Italy averaged 0.42 per cent in the case of funds
tracking share indices and 0.18 per cent in that of funds based on indices of
bonds or government securities; figures for the other major European stock

exchanges are similar.

Individual portfolio management

In 2005 the net flow of savings into individually managed portfolios
more than doubled to €35.4 billion (Table 50). Total assets under
management rose by 14.3 per cent to €513 billion.

Table 50
ITALIAN INDIVIDUALLY MANAGED PORTFOLIOS:
SECURITIES PORTFOLIO
(millions of euros and percentages)
2004 2005 (1) 2004 2005 (1)
Net flows End-of-period stogl_(s

(percentage composition)

Italian government securities and
corporate bonds ... 10,412 -1,375 38.0 33.2
Short-term and indexed ............ccccceeeenennne 732 -9,485 11.7 8.3
BOTS e 1,461 147 2.1 1.8
CCTs -729 -9,632 9.7 6.5
Medium and long-term ..........ccccciiiiiiins 9,680 8,110 26.2 24.9
CTZs 791 337 1.3 1.2
BTPs 5,416 3,784 18.5 17.1
Other government securities................... -201 2,162 0.9 1.2
Corporate bonds .........ccceveveiieiieiiieenne. 3,674 1,864 5.6 5.4

Italian equities ...........c.cccococeeviieecee e, 2,680 1,970 3.4 3.7

Italian investment fund units .................. -13,151 -6,678 14.3 11.8

Foreign securities ...............cccccoiiinnn. 24,637 51,160 44.0 51.1
Government securities ..... 6,287 15,271 5.8 8.1

of which: in euros...... 6,155 14,582 55 7.8
Corporate bonds ....... 2,025 5,719 10.8 11.0
of which: in euros.. 2,180 5715 9.5 9.6
Equities ........ccceeeees -106 924 1.9 21
of WRICh: iN @UIOS..........ccccccuueeieaeeeeianas -50 1,028 1.2 1.5
Investment fund units ..........ccccveveeeeiiiinnnn, 16,431 29,246 25.6 29.8
Other financial assets ..............cccccccveeenne -397 -127 0.3 0.2
Total portfolio .... 24,181 44,950 100.0 100.0

Memorandum items:

Net fund-raising ............cccccooiiiiiiiinien. 14,669 35,410 _ _
BaANKS ..oeiieeeee e -17,916 3,203 _ _
Investment firms ........cccoeeeeeeeiiiiiieeec e, 303 -1,539 _ _
Asset management companies ................. 32,283 33,747 _ _

Portfolio ........ccooeeiiiee e _ _ 437,089 500,207

Total assets under management .... _ _ 448,738 512,714

(1) Provisional.
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Portfolio managers made considerable net purchases of foreign assets
(government securities, corporate bonds and investment fund units) and
net sales of Treasury credit certificates and Italian investment fund units.
By the end of the year foreign securities accounted for 51.1 per cent of
total portfolios. The proportion of Italian and foreign equities held directly
remained small, at 5.8 per cent.

In the last three years the share of investment fund units in individually
managed portfolios has remained at around 40 per cent. However, the split
between Italian and foreign funds has changed radically, with the proportion
of foreign funds rising from 20 to 30 per cent of total portfolios. Data on
portfolios managed by asset management companies alone show that 85
per cent of the investment funds in which they held units were controlled
by companies belonging to the same group as the manager; for units in
foreign funds, the proportion was 83 per cent.

In 2005 the financial return of the portfolio management sector
(measured in terms of the percentage increase in net assets excluding the
inflow of funds) was 6.2 per cent, compared with 3.8 per cent in 2004.

Insurance companies and pension funds

Insurance companies. — In 2005 the premium income of insurance
companies increased by 8.7 per cent, twice the rate of the preceding
year (Table 51). The acceleration was attributable almost entirely to the
life sector, where premium income from revaluable policies increased
substantially and that from unit-linked and index-linked policies recovered.
There was continued growth in the volume of insurance policies linked to
personal pension plans, which had been established in 2001.

Insurance companies’ technical reserves rose by 11.8 per cent to €417.8
billion. Both their securities portfolios and real-estate holdings increased.
The share of Italian government securities suffered a further large reduction,
from 35 to 31 per cent (Table 52), matched by a corresponding increase in
the proportion of foreign euro-denominated corporate bonds from 24 to 28
per cent.

The Italian life insurance sector is smaller than the euro-area average,
although it has grown very rapidly over the last ten years; at the end of 2004
its technical reserves were equivalent to 24 per cent of GDP, compared
with 33 per cent in the area as a whole. Furthermore, the Italian market is
relatively concentrated: in 2004 the five largest operators accounted for 63
per cent of total premium income in Italy, compared with 56, 42 and 32



Table 51
ITALIAN INSURANCE COMPANIES:
MAIN ASSETS AND LIABILITIES (1)

(balance sheet values, end-of-period data in millions of euros)

Assets Liabilities Memoran-
dum item:

D it . L & Technical premium

a:dpgzlsi Secuzrmes ar?:l;]ifies Real estate Other net r:gepvlgz Net worth income

@ (2) @) assets (@) )
Life sector

2002 ....... 5,070 | 231,984 1,133 903 | 9,308 | 248,398 | 228,214 | 20,184 | 55,294
2003 ....... 5,177 | 278,803 1,137 823 | 8,763 | 294,702 | 272,096 | 22,606 | 62,780
2004 ....... 5,458 | 317,388 1,048 808 | 12,226 | 336,928 | 312,783 | 24,145| 65,627
2005 (6)...| 5,737 | 360,036 1,515 1,034 1 13,4151 381,737 | 354,960 | 26,7771 73,470

Non-life sector (7)

2002 ....... 2,965| 58,746| -2,814| 4,581 9,095| 72,573| 55,355| 17,217 | 32,415
2003 ....... 2,571| 63,418| -2,569| 3,711 9,748 | 76,879 | 58,144 | 18,736 | 34,212
2004 ....... 2,398 | 67,427| -3,192| 4,034| 11,012| 81,679| 61,044 | 20,635| 35,411
2005 (6)...| 2,8321 69,9211 -1,7991 4,776 11,5321 87,2621 62,8181 24,444 36,308
Total
2002 ....... 8,035| 290,730 | -1,681 5,484 | 18,403 | 320,971 | 283,569 | 37,401 | 87,709
2003 ....... 7,748 | 342,221 | -1,432| 4,534| 18,511 | 371,581 | 330,240 | 41,342 | 96,992
2004 ....... 7,856 | 384,815 | -2,144| 4,842| 23,238 | 418,607 | 373,827 | 44,780|101,038

2005 (6)...| 8,569 | 429,957 -284 | 5,810 | 24,947 | 468,999 | 417,778 | 51,221 (109,778

Sources: Based on Isvap and ANIA data.

(1) Excluding Italian branches of companies based in other EU countries but including those of companies based in non-EU countries. —
(2) Including assets entrusted to portfolio managers. — (3) Net of corresponding liabilities. — (4) Net of technical reserves of reinsurers. —
(5) Italian direct insurance; includes premium income of branches in other EU countries. — (6) Partly estimated. — (7) Includes
companies engaging solely in reinsurance.

per cent respectively in France, Spain and Germany. Finally, the range of
products in which the financial management risk is borne mainly by the
assured is highly developed in Italy: in that same year the percentage of
technical reserves held in respect of unit-linked or index-linked policies
was 40 per cent for Italian insurance companies, against an average of 22
per cent in the euro area.

In 2005 and the first four months of 2006 the share prices of Italian
insurance companies rose by 20 per cent, a substantial increase but slightly
less than the rise in the general index of the Italian stock exchange. They
began to take off in the second half of last year, buoyed by good earnings
results generated by income on their securities portfolios and the growth in
the life sector’s premium income. Nevertheless, the rise was less than that
in insurance shares in the euro area as a whole (33 per cent); at a time of
strongly rising stock exchange indices, this can be attributed to the smaller
holdings of equities in the portfolios of Italian companies and the higher
proportion of index-linked life policies, which reduce the exposure of their
net assets to the risk of share price fluctuations.
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Table 52
ITALIAN INSURANCE COMPANIES: SECURITIES PORTFOLIO (1)

(balance sheet values; end-of-period data in millions of euros)

Securities denominated in euros " .
Securities denominated
Government securities in other surrencies
and corporate bonds " Investment Total
\alian . quizﬂ)les o fund units
orporate of which:
QS;SLTirt?s;t bonds equities (2)
Life sector
2002 ....... 94,294 | 74919 169,214 | 17,648 | 186,862 | 5,079 1,031 | 40,043 (231,984
2008 ....... 100,278 | 101,770 | 202,048 | 20,132 | 222,181 4,875 964 | 51,747 (278,803
2004 ....... 109,671 | 121,846 | 231,517 | 23,440 | 254,957 4,221 831 | 58,210 (317,388
2005 (3)...[109,785 | 151,724 | 261,509 | 28,1551 289,663 | 4,711 968 | 65,661 1360,036

Non-life sector (4)

2002 ....... 25,170 8,880 | 34,049| 22,057| 56,106| 1,280 673| 1,360 58,746
2003 ....... 25,047 | 12,345| 37,393 | 23,665| 61,058 846 365| 1,514 63,418
2004 ....... 25,631 | 13,297 | 38,928 | 25,875| 64,804 665 373| 1,959 | 67,427
2005 (3)...| 22,8371 16,8491 39,686 26,858 66,544 696 3771 2,682 69,921
Total
2002 ....... 119,464 | 83,799 | 203,263 | 39,705| 242,968 | 6,359| 1,704 | 41,403 290,730
2003 ....... 125,325 | 114,115 | 239,441 | 43,797 | 283,239 | 5,721 1,329 | 53,261 |342,221
2004 ....... 135,302 | 135,143 | 270,445 | 49,315| 319,761 4,886| 1,204 | 60,169 |384,815

2005 (3)...{132,622 | 168,573 | 301,195| 55,013 | 356,207 | 5,407 | 1,345| 68,343 |429,957

Sources: Based on Isvap and ANIA data.

(1) Including assets entrusted to portfolio managers. The portfolio of assets in respect of pension funds, unit-linked and index-linked
products and companies engaging solely in reinsurance is partly estimated. Excluding ltalian branches of companies based in other
EU countries but including those of companies based in non-EU countries. — (2) Shares and other equity. — (3) Partly estimated. —
(4) Includes companies engaging solely in reinsurance.

Pension funds and non-INPS social security institutions. — In 2005
the assets managed by pension funds exceeded €34 billion, thanks to the
substantial increase in the resources administered by funds established after
the reform of 1993 (30.3 per cent; Table 53). The assets of non-INPS social
security institutions rose by 6.9 per cent.

On the basis of data from the Pension Fund Supervisory Commission
(COVIP), the growth in the number of subscribers to the new-style
occupational and open pension funds accelerated from 2.7 to 7.5 per cent,
but the total number of subscribers (1,554,000) is still modest in relation
to the pool of potential members; for the occupational funds aimed at
employees, the proportion was 12.5 per cent at the end of 2005.

The development of pension funds in Italy has been hampered primarily
by the high replacement rate (the ratio of pension to salary at the time of
retirement) under the compulsory public pension system. Membership of
pension funds has also been held back by the reluctance of new employees to
forgo severance payments, which perform an insurance function as well as
providing a pension. The slow and uncertain progress of legislative reform



has been a further factor; the perception that the legislative framework is
still fluid has probably encouraged workers to defer decisions that would
necessarily bind them for a long period of time.
Table 53
PENSION FUNDS AND NON-INPS SOCIAL SECURITY INSTITUTIONS

INITALY: MAIN ASSETS (1)
(balance sheet values; end-of-period data in millions of euros)

2004 2005 (2)
Pension funds Non-INPS Pension funds Non-INPS
Setup [Set up after sse?:ilreiltly Setup [Set up after Szzzﬁtly

before the | the reform institutions before the | the reform institutions

reform of | of 1993 ) reformof | of 1993 @)

1993 (3) 1993 ®)

Liquidity ..................... 2,416 | 1,716 700| 3,380 2,151 1,466 684 | 1,842
Securities portfolio ... | 22,003 | 14,514 | 7,488 | 8,984 | 25,719 | 15,691 | 10,028 | 12,540
Corporate bonds ...... 14,7441 9,913| 4,832| 6,158 | 16,300 9,969 | 6,331 9,507
Equities .......ccceeieen. 3,122 1,336| 1,786 940| 3,992| 1,566| 2,426| 1,034

Investment fund units 4,137 | 3,266 871 1,886 | 5,427| 4,156| 1,271 1,999

Mortgage loans and

other financial assets | 2,549 | 2,571 -22| 2,880 2,597 | 2,671 -74| 3,177
Real estate ................. 3,514| 3,514 - 9,686| 3,578 | 3,578 -1 9,102
Total assets .............. 30,481 | 22,315| 8,166 | 24,930 | 34,045 | 23,406 | 10,639 | 26,661

Sources: Based on data from Bank of Italy, COVIP, UIC and social security institutions.
(1) The composition is partly estimated. — (2) Provisional. — (3) Includes the Bank of Italy and UIC staff pension funds. The item
“Mortgage loans and other financial assets” is net of liabilities. — (4) Data for 13 institutions.

Legislative Decree 252 of 5 December 2005 introduced provisions
that should encourage the development of Italian pension funds. The main
innovations are: 1) greater competition between the different types of
supplementary pension: workers are now free to choose the one they prefer;
they can change their decision after two years, although the portability of
any employer contributions may be restricted under collective agreements,
including ones at company level; 2) the principle of tacit assent to the
transfer of severance pay entitlements to pension funds (from 1 January
2008 or the date of hiring in the case of new employees); 3) tax incentives,
mainly relating to the pension benefits that will be paid in the form of an
annuity.

The growth potential of pension funds depends heavily on there
being an increase in the uptake of supplementary pensions by employees.
According to simulations by COVIP, if half of workers joined pension
funds over the next ten years, the assets of Italian funds would still amount
to less than 20 per cent of GDP in 2030, a third of the current level in the
United States; the ratio would rise to more than 25 per cent if uptake rose to
75 per cent and to over 30 per cent if there were 100 per cent coverage.
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The percentage of pension funds’ assets in the form of securities
increased further, from 72 to 76 per cent, offset by a decline in the shares
of liquidity, real estate and mortgage loans. Within the securities portfolio,
the proportions of shares and fund units rose, at the expense of that of
bonds, which declined from 67 to 63 per cent. By contrast, the proportion
of bonds in the securities portfolios of non-INPS social security institutions
increased considerably, from 69 to 76 per cent.

According to COVIP estimates, the average net return of the new-style
pension funds was 8.5 per cent in 2005; occupational pension funds yielded
on average 7.4 per cent and open pension funds 11.5 per cent.



THE SECURITIES MARKETS

Public-sector securities

Supply and demand. — In 2005 net issues of Italian public-sector
securities totalled €38.2 billion, the same as in 2004 (Table 54), and the
volume of outstanding securities rose from 87.3 to 88.2 per cent of GDP.

Issuance policy favoured the lengthening of the maturity of the public
debt. The average residual maturity of outstanding government securities
increased by one month compared with 2004 to 6 years and 6 months and
their average duration by 6 months to 4 years and 10 months. There was
a substantial rise in outstanding BTPs linked to the euro-area consumer
price index, from €28.6 billion to €48 billion, while net redemptions were
made of short and medium-term securities (BOTs and CTZs). There was a
further increase in net issues of thirty-year BTPs, although at a slower pace
than in the previous year; at the end of December stocks amounted to 12
per cent of outstanding government securities, as in the previous year.

Net local government bond issues rose again, from €5.1 billion in
2004 to €6.4 billion. At the end of the year the amount outstanding was
€29.4 billion, equal to 2.4 per cent of total public-sector securities. In 2005
variable rate securities fell to just 30 per cent of total new local government
issues, compared with 53 per cent in 2004, and their average duration
rose from 20.8 to 21.4 years. As in the previous year all new issues were
denominated in euros and rated from AA+ to A. Municipal issues recorded
the largest increase, from 38 to 63 per cent of total local government issues,
while the share of regional issues declined from 45 to 17 per cent and
provincial government issues were stationary at around 18 per cent.

While net purchases of public-sector securities by non-resident
investors increased further, there were net disposals on the part of Italian
investment funds and households. Banks, which had made net disposals
for several years, made net purchases in 2005. The share of the outstanding
stock of public-sector securities held by non-resident investors rose to 55
per cent, while that of households and firms declined.

Interest rates. — In the first nine months of 2005 interest rates on long-
term government securities continued the decline that had begun in 2004,
before turning upwards in the autumn (Figure 32); year-on-year, the yield on
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BONDS AND PUBLIC-SECTOR SECURITIES:
ISSUES AND STOCKS IN ITALY (1)
(millions of euros and percentages)

Table 54

Gross issues Net issues Stocks
December December
2004 2005 2004 2005 2004 2005
Public sector ........ 444,125 415,460 38,228 38,231 | 1,212,769 | 1,249,897
BOTS .cocoevieee 221,300 212,666 -895 -944 118,750 117,806
CTZs oo 27,128 23,206 -8,198 -3,338 45,603 43,184
CCTs (2) wevevnee. 34,527 26,011 325 1,515 197,435 198,664
BTPS ..cccveviiene 134,803 131,064 33,558 29,947 734,713 761,780
Republic of Italy
iSSUES ...couvvennne 14,000 12,264 2,469 1,620 85,263 87,801
Other (3) ............ 12,367 10,249 10,968 9,432 31,005 40,662
Banks ................... 120,462 125,280 42,575 40,944 442,994 484,415
Firms .................. 51,154 56,798 24,213 36,704 171,819 208,756
Total ..... 615,742 597,538 105,017 115,880 | 1,827,581 1,943,068
Percentage composition (4)
Public sector ........ 72.1 69.5 36.4 33.0 66.4 64.3
BOTS .ccceeviienne 49.8 51.2 -2.3 -2.5 9.8 9.4
CTZs .ccccvvveenen. 6.1 5.6 -21.4 -8.7 3.8 3.5
CCTs (2) wcoevnee. 7.8 6.3 0.9 4.0 16.3 15.9
BTPS ..cocveevviene 30.4 31.5 87.8 78.3 60.6 60.9
Republic of Italy
iISSUES ..cccuveennnee 3.2 3.0 6.5 4.2 7.0 7.0
Other (3) ...ccc..... 2.8 2.5 28.7 247 2.6 3.3
Banks ................... 19.6 21.0 40.5 35.3 24.2 24.9
Firms .................... 8.3 9.5 23.1 31.7 9.4 10.7
Total ..... 100.0 100.0 100.0 100.0 100.0 100.0

As a percentage
of GDP ............ 44.3 422 7.6 8.2 131.6 137.1

(1) Rounding may cause discrepancies. — (2) Comprises only variable-coupon Treasury credit certificates. — (3) Comprises securities
issued in 2004 by Infrastrutture S.p.A. to finance the infrastructure for the high-speed/high-capacity rail network. — (4) The figures for
the various types of public-sector securities are percentage ratios of total public-sector securities.




ten-year securities fell slightly from 3.8 to 3.6 per cent. By contrast, yields
on shorter maturities increased, with that on the three-year benchmark BTP
rising by 0.4 percentage points to 2.9 per cent. These movements resulted in
a pronounced flattening of the yield curve. In the first four months of 2006
long-term interest rates rose by 0.5 percentage points, mainly as a result of the
increase in real yields as the monetary stance became less accommodating.

Figure 32
GROSS YIELDS ON TEN-YEAR ITALIAN
AND GERMAN GOVERNMENT BONDS

AND MAIN INTEREST RATE DIFFERENTIALS (1)

(weekly averages; percentages and percentage points)
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Source: Based on Bloomberg data.

(1) Yields on benchmark ten-year bonds. — (2) Differential between BTPs and Bunds, adjusted to take account of differences in
the residual life of the two securities. — (3) Differential between the yield on ten-year BTPs and the simple average of yields on
corresponding government securities of the countries that recorded a budget surplus in 2005 (Belgium, Finland and Spain). —
(4) Differential between ten-year Bunds and ten-year euro swaps.

The expected volatility of long-term interest rates implied by the prices
of futures options on ten-year Bunds was extremely limited throughout the
year, remaining close to the levels recorded in the second half of 2004,
the lowest for five years (Figure 33). One of the salient characteristics of
the financial markets in the last two years has been the low volatility of
interest rates in both the industrial countries and the emerging economies,
despite the uncertainties caused by the rise in oil prices, the US monetary
tightening, natural disasters and geopolitical tensions. The phenomenon,
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which has been observed in a broad range of financial assets, can be ascribed
to macroeconomic as well as microeconomic and financial factors. The
cyclical economic expansion has made the fundamentals of the prices of
financial assets (output growth, inflation and interest rates) less volatile,
while another major contribution has come from the greater predictability
of monetary policy decisions in all the major countries and more stable
inflation expectations. The considerable improvement in the profitability
and balance sheet situation of listed companies has also reduced uncertainty
on the bond and share markets. Among the financial factors, the spread
of derivatives has had an appreciable effect, as has the growing role of
institutional investors, who have apparently increased market liquidity;
developments in the US mortgage-backed securities market have helped
to reduce the volatility of bond prices associated with interest-rate hedges.
Finally, the volatility implicit in the prices of options has diminished in
the last two years, probably in part because of the greater supply of these
instruments, which investors use as a safeguard against market risks.

Figure 33
EXPECTED VOLATILITY OF TEN-YEAR BUNDS (1)

(20-day moving average ending on the date indicated; yearly percentage changes)
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Source: Bloomberg.
(1) Volatility implied by futures options listed on Eurex.

The yield spread between ten-year benchmark BTP and the
corresponding Bund widened in 2005. After falling from 14 to 10 basis
points at the beginning of the year, it rose back to 22 points between mid-
March and early June. The widening began on the eve of the European
Council of 22-23 March at which the guidelines for amending the Stability
and Growth Pact were approved; at this time the spread also increased with
respect to the securities of other EU countries with a similar rating to Italy.
In April and early May the spread on ten-year benchmark BTPs continued
to grow in response to the downward revision of Italian GDP growth and
negative results for the first quarter of 2005. In the first four months of 2006
the spread widened further to 30 basis points.



Real yields on ten-year BTPs linked to the euro-area consumer price
index fell to an exceptional low of 0.6 per cent for most of 2005 before
rising to 1.1 per cent towards the end of the year.

According to the findings of a recent study on the determinants of the
term structure of interest rates, the level of long-term interest rates in the
euro area may be due not only to the substantial decline in expected yields
but also to the reduction in the risk premium investors demand for bonds;
a similar phenomenon can be observed in the US. The risk premium is the
difference between the observed yield and the yield required by a risk-
neutral investor; the latter is calculated using a model of the financial and
macroeconomic determinants of the term structure of Bunds from 1975
to 2005. The results of the study show that the risk premium increases
with the duration of the bond; for the last six years the premium on ten-
year securities has stood at 1.5 percentage points, one point less than the
average for the previous twenty-five years. The consistently low level of
risk premiums could be due to greater demand for longer-term fixed-interest
securities on international markets by institutional investors and countries
with a large trade surplus. The study also found that risk premiums tend to
decrease during an economic expansion and to increase during a recession;
accordingly, the cyclical recovery in the euro area brought premiums down
in the second half of 2005 to the lowest value recorded in the estimation
period (less than one percentage point).

Bank bonds and corporate bonds

Issuance. — Total net bond issues by Italian firms increased by 17
per cent in 2005 (Table 55). While net issues by non-financial corporations
contracted sharply, issues by banks were again very substantial and those
by other financial companies more than doubled. Also in the euro-area as a
whole there was a marked increase in net issues by banks and firms; heavy
recourse to the bond market by banks reflected not only the low cost of
borrowing but also a policy of keeping the duration of assets and liabilities
matched. Mortgage-backed securities and collateralized debt obligations
expanded especially fast, above all in Italy, Spain and the Netherlands.

In Italy, where investment remains slack, the decline in net issues
by non-financial corporations reflected the end of fund-raising by large
telecommunications and motorway companies, which had made substantial
issues in the previous year when the cost of borrowed funds was low;
placements by unrated or low-rated private borrowers were negligible.
In the euro area, net issues by non-financial corporations remained at
historically low levels (€21 billion), reflecting the easy availability of bank
credit and the good cash flow of large European corporations.
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Table 55
MEDIUM AND LONG-TERM BONDS OF BANKS
AND FIRMS IN ITALY AND THE EURO AREA (1)

(at face value; millions of euros)

Net issues (2) Stocks Asa%
of GDP
2003 2004 2005 2003 2004 2005 2005
Italy

Banks ......cccccoiiiiiiiiiien, 32,036 | 43,048| 41,502 | 399,820 | 442,868| 484,370 34
Other financial corporations | 25,156 | 14,796 | 35,314| 111,914| 126,685| 162,077 | 11
Non-financial corporations .. -987 8,940 1,433 36,340 45,134 46,646 3
Total ... | 56,205 | 66,784 | 78,249 | 548,074| 614,687 | 693,093| 49

Memorandum item:
International market (3) .... | 40,4321 50,1791 48,7521 331,367 379,9701 431,625 30

Euro area (4)
Banks ......ccocoiiiiiiiiniin, 202,445 297,798 | 293,122 | 2,952,848 | 3,266,100 | 3,627,270 | 45
Other financial corporations |119,082 | 73,822 | 177,487 | 640,626 | 729,524 | 919,732 12
Non-financial corporations.. | 51,285 | 11,754 | 20,996 | 490,287 | 504,775| 523,150 7

Total ... (372,813 | 383,374 | 491,606 | 4,083,761 | 4,500,399 | 5,070,152 | 64

Memorandum item:
International market (3) .... |532,913 | 529,994 | 658,061 | 3,266,106 | 3,757,374 | 4,498,203 | 56

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) Source: BIS. 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 by Italian companies in connection with securitization
transactions more than doubled (from €15 billion to €31 billion) compared
with the previous year, when they had contracted as a result of large-scale
redemptions. As in previous years, the majority of securitizations were
originated by banks, mainly in connection with mortgage loans. Issues
by public-sector entities remained substantial; the largest operations were
guaranteed by the proceeds of property sales or by INPS credits, amounting
to €4.4 billion and €5 billion respectively.

According to data released by the Bond Market Association, gross
issues of asset-backed securities in Europe reached a record high of €524
billion in 2005. Securitizations, which account for around 61 per cent of
the total, increased by 32.5 per cent and issues of covered bonds resumed
growth. Gross securitization issues in Italy fell from 14 to 10 per cent of
the European market, while the shares of the Netherlands and Germany
rose (from 8 to 11 per cent and from 3 to 7 per cent respectively) and those
of Britain (45 per cent), Spain (13 per cent) and France (3 per cent) were
virtually stationary.



Yields. — Yields on euro-denominated private-sector bonds remained
low in 2005. Yields on issues by Italian companies on the primary and
secondary markets were in line with those of securities of comparable
characteristics issued by borrowers from other countries. The yield
spread of bonds issued by the FIAT automobile company over those of
its main European competitors narrowed when news of its good results
was released; that of Telecom Italia bonds also decreased as its leverage
diminished.

Yields on corporate Eurobond issues were low for all categories of
firms. The yield on bonds of non-financial corporations rated at least BBB-
or Baa3 wasunchanged at 3.6 per cent, despite rising briefly in the first half of
the year as an indirect result of the downgrading of the issues of two leading
US automobile companies. The yield spread over government securities
of comparable maturity was also stationary at around 0.5 percentage
points (Figure 34). The spreads on lower-rated issues increased slightly
above the historical low recorded in February 2005.

Figure 34

YIELD DIFFERENTIALS BETWEEN EURO-DENOMINATED CORPORATE
BONDS AND 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).

Towards the end of 2005 there was an increase in the yields on
bonds issued by telecommunication companies owing to the sector’s high
leverage. Other factors may have been the downgrading of a large Spanish
corporation engaged in a major leveraged buy-out, as well as the growing
competition from operators specializing in new technologies.
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Yield spreads were not affected by the slight deterioration in credit
ratings in the second half of 2005, even though the default rate remained low.
Downgrades were partly due to higher leverage with the rise in corporate
mergers and takeovers; bond issues may also have become riskier as more
funds were allocated to shareholders in the form of share buy-backs and
increases in dividends. Moreover, the less expansionary stance of monetary
policy in the euro area may have had an effect on more heavily indebted or
lower-rated issuers.

In the first four months of 2006 the yield spread on high-rated bonds
remained stationary while that on riskier securities declined substantially
as the financial situation of the leading automobile companies improved.

The credit derivatives market. — The international credit derivatives
market continued to expand rapidly in 2005. According to an estimate by
the International Swap and Derivatives Association, notional value more
than doubled for the second year running, topping $17 trillion. The share
of credit default swaps rose to more than 50 per cent.

The premiums on CDSs for euro-area banks and insurance companies
held steady in 2005, while part of the large increase recorded for
automobile manufacturers in the second quarter of the year was absorbed
in the second half. CDS premiums for telecommunications companies
rose towards the end of 2005 when the sector was engaged in financial
consolidation operations and earning prospects were adjusted downwards
(Figure 35).

Figure 35
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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.




In Italy CDS premiums for the leading banks rose briefly in the second
quarter of 2005 but otherwise remained at the low levels of end-2004. They
decreased for the leading automobile, telecommunications and insurance
companies.

The equity market

Share prices and trading. — Share prices rose rapidly in Italy in 2005
(14 per cent) although more slowly than in the euro area, where the Dow
Jones Euro Stoxx index of the shares of the largest companies in terms of
market capitalization gained 23 per cent for the year (Figure 36). Italy’s
TechSTAR index of innovative companies in high-tech sectors rose by 47
per cent, compared with 20 per cent for the UK Techmark index and 1 per
cent for the US Nasdaq.
Figure 36
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Source: Based on Bloomberg data.
(1) Indices: MIB for Italy, Dow Jones Euro Stoxx for the euro area, Standard & Poor’s 500 for the United States.

Share prices continued to gain in the first four months of 2006 in both
Italy and the euro area before falling brusquely in May. The sharp rise was
due to the improvement in expected profits, boosted by good operating
results and prospects of a recovery in economic activity. The further decline
in real long-term interest rates, albeit partly reversed in the last quarter
of the year, and the small decrease in the risk premium on equities also
contributed. The volatility of share prices remained low (Figure 37).

Despite the substantial increase in current profits, the earnings/price
ratio declined further owing to the sharp rise in equity prices; at the end of
April 2006 it was 6 per cent in Italy, 6.2 per cent in the euro area, and 5.4
per cent in the United States (Figure 38). These values are in line with the
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Figure 37
EXPECTED VOLATILITY OF SHARE PRICES

ON THE MAIN INTERNATIONAL STOCK MARKETS (1)
(end-of-week data; percentages)
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Source: Based on Bloomberg data.
(1) Volatility implied by stock index options.

averages for the period 1990-2005. According to the Institutional Brokers
Estimate System, the expected short and long-term growth in the profits of
listed companies remained high at 11 per cent in Italy and 9 per cent in the

euro area (Figure 39).
Figure 38
CURRENT EARNINGS/PRICE RATIOS
IN SELECTED INDUSTRIAL COUNTRIES
(end-of month data; percentages)
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The premium demanded by investors in equities declined during 2005,
although at the end of December it was higher than the average for the period
1990-2005 (Figure 40). Based on the prices of options, equity investors’
attitude to risk remained extremely conservative (Figure 41). The equity
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Figure 39

ACTUAL AND EXPECTED EARNINGS OF LISTED COMPANIES (1)

(end-of-month data; percentage changes; indices, January 2005=100)
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(1) From January 2005 data comply with the new IAS/IFRS. — (2) Earnings per share of companies listed in the Dow Jones Euro Stoxx
index. — (3) Earnings per share of companies listed in the BCI 30 index.

risk premium is measured by the difference between the expected real rate
of return demanded by investors in order to hold equities (the cost of funds
on the equity market), estimated on the basis of professional forecasts of
corporate profit growth, and real long-term rates of interest. Despite the
very low level of the latter, the cost of equity issues remained virtually
stationary, indicating that the equity risk premium was still high.

Within the euro area, the gain in equities was associated with an
increase in share buy-backs and a rise in the profit pay-out ratio from 30 per
cent in 1997-2001 to 37 per cent in 2003-05. This can probably be ascribed
to the reduction in investment opportunities for listed companies, as well as
to efforts to bolster shareholders’ confidence.

Mergers and acquisitions picked up in the euro area in the second half
of 2005 and first quarter of 2006, rising from €750 billion in 2004 to €947
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Figure 40
EXPECTED REAL YIELDS ON EURO-AREA SHARES
AND GOVERNMENT BONDS

(monthly data; percentages)
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Sources: Based on IBES data, Consensus Forecasts and Bloomberg.

(1) The expected real yield is estimated as the spread between the rate of return implicitly used by investors to discount expected
future dividends and long-term inflation expectations according to Consensus Economics. Stock market variables refer to a weighted
average of the MSCI indices for Germany, France and Italy. — (2) Spread between the interest rate on ten-year government bonds
and long-term inflation expectations.

billion last year. Both listed firms and private equity funds had substantial
recourse to leveraged buy-outs. Although the average premium paid over
the stock market price increased, it was still fairly low. The upsurge in
mergers and acquisitions, together with the increase in share buy-backs
and in the profit pay-out ratio, could raise the credit risk attached to
investment in corporate bonds.

Figure 41
INDICATORS OF RISK AVERSION
(monthly data; indices, January 2000=100;
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Within the euro area, the largest rises in share prices were posted by
firms in the oil industry (37 per cent), insurance (33 per cent), banking and
electronics (26 per cent) and the automobile and pharmaceutical industries
(23 per cent). Smaller rises were registered in the media sector (13 per cent)
while the share prices of telecommunication companies fell by 8 per cent.

On the Italian stock exchange the largest gains were recorded by oil
companies (33 per cent), banks (30 per cent) and automobile manufacturers
(28 per cent). The sharp fall in the prices of shares of electricity and
telecommunication companies, down by 5 and 20 per cent respectively,
brought them back into line with those in the euro area. The performance of
bank shares was influenced by expectations of mergers among some leading
Italian banks. Telecommunication shares, which had performed well in the
previous two years, were adversely affected by potential competition from
operators specializing in new technologies. The STAR segment performed
particularly well, rising by 31 per cent. The STAR segment of the equity
market was set up in 2001 for small and medium-cap firms that meet higher
standards in terms of transparency for investors and corporate governance
than those currently in force in Italy. Better legal protection of shareholders
tends to encourage the growth of equity markets and helps to reduce the
risk premium requested by investors, thus lowering the cost of capital for
the companies. Between 2001 and 2005, the prices of shares quoted on
the STAR segment rose faster than those of firms listed on the general
market. Econometric estimates indicate that the good performance of these
shares is not due to a different risk profile or to other individual features but
apparently to that greater transparency and the better governance rules. For
the companies in this segment the average cost of raising capital is lower
than for firms of comparable size and earning capacity listed on the general
stock market.

Average daily turnover of Italian shares increased in 2005, reflecting
the rise in share prices, but as a ratio to average market capitalization it
remained unchanged at 0.5 per cent. The proportion of trading accounted
for by shares in the new S&P/MIB blue-chips index fell from 89 to 85 per
cent, pointing to a growing interest of investors in lower-cap companies.

Supply and demand. — In Italy new listings continued to increase,
fostered by the rise in share prices. Sixteen new companies made initial
public offerings last year, compared with 8 in 2004, including 6 on the
Expandi market (2 in 2004); the STAR segment had 4 new entries (2
in 2004), while for the second year there were no new listings on the
TechSTAR (Table 56). Total fund-raising by new and already listed
companies was three times the figure for 2004. The exchange-traded funds
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segment continued to grow. The euro area also registered substantial new
listings, 95 in 2005 compared with 72 in 2004. In the United States 203
companies went public in 2005, compared with 194 in 2004.

Table 56

MAIN INDICATORS OF THE ITALIAN STOCK EXCHANGE
(millions of euros, except as indicated)

2000 2001 2002 2003 2004 2005
Annual change in prices (1) ......cccceveenen. 5.4 -25.1 -23.7 14.9 17.5 13.9
Listed Italian companies
(number at end of year) .......c.cccceeveennn. 291 288 288 271 269 275
of which: on the STAR segment ............. . 37| 41 40 46 71
Total market capitalization (2) ................... 818,384 |592,319|457,992| 487,446| 568,901 | 676,606
as a percentage of GDP .............cccccoeeuee.. 70.2 48.6 36.3 37.5 43.1 49.3
percentage breakdown: (3)
INAUSHIAlS ..o 21 23 25 23 23 26
INSUFANCE ..., 14 13 11 12 12 12
banking .... 25 23 22 26 25 32
financials .. . 3 3 3 4 3 4
SEIVICES ... 37 39 39 35 37 26
Total .... 100 100 100 100 100 100
Gross share issues (4) ....cccoceeeevevecrieeeninen. 9,148| 6,171 3,894| 8,710 3,197 12,599
of which: on the STAR segment ............. . 86 264 26 89 279
Market value of newly-listed companies (5)| 29,764| 10,554| 5,142| 1,412 5,999 6,405
of which: foreign companies ................... . .| 2067 .
of which: on the STAR segment .. . . . . . 797
Dividends distributed (6) .... 15,711| 15,889| 18,650 17,030| 22,517| 23,708
Earnings/price ratio (7) ... 4.5 6.0 5.9 6.4 6.0 5.2
Dividend yield (7) ..occoevverneneereeceee 2.1 2.8 3.8 3.4 3.4 3.0
Turnover:
SPOt MArket (8) .....cceevueeeerieeieniieieeieeee 845,193| 620,004| 572,940| 580,703| 641,376| 893,853
S&P/MIB30 index futures (9) .... 984,392| 829,416| 673,836| 527,024 467,122| 585,445
S&P/MIB30 index options (9) .... 323,166| 246,555| 176,513| 153,998| 152,839| 209,526
Turnover ratio (10) ...ccocvveeieneeiereeieieee 109 88 109 123 121 144

Source: Thomson Financial Datastream.

(1) Percentage change in the MIB index during the year. — (2) ltalian companies; at end of period. — (3) Excludes the Expandi Market. —
(4) The value of share issues is obtained by multiplying the number of shares issued by the issue price. Italian companies. — (5) Sum of
the market values of each company at the IPO price. — (6) Source: up to 2003, Mediobanca. As of 2004, based on Borsa Italiana data. —
(7) End-of-period data. Percentages. Current earnings and dividends. — (8). Italian companies. — (9) As of September 2004 replaces
previous contract on MIB30 index. — (10) Turnover as a percentage of average market capitalization for the year. Italian companies.

At the end of the year the Italian Stock Exchange listed 275 companies,
up from 269 twelve months earlier. Owing above all to the rise in prices, total
market capitalization increased from €581 billion to €677 billion and from
43 to 49 per cent of GDP. The ratio to GDP was 46 per cent in Germany, 88
per cent in the four Euronext countries (Belgium, France, the Netherlands
and Portugal), 147 per cent in the United Kingdom and 136 per cent in the
United States. The relative level of stock market capitalization in the main
countries has remained basically stable over the past fifteen years.



SUPERVISION OF BANKS
AND OTHER INTERMEDIARIES

This section of the Report fulfils the Bank of Italy’s obligation to publish
an annual report on its supervision of banks and other intermediaries
pursuant to Article 4 of Legislative Decree 385 of 1 September 1993;
in particular, it sets out the criteria and methods followed in the Bank’s
supervisory activities and describes the actions taken in 2005.

Identifying the potential threats to financial stability and drawing up
common standards and rules for international banks were the main issues
dealt with by the organizations for international cooperation in which the
Bank of Italy participates. The Financial Stability Forum focused on the
rapid spread of transactions involving complex financial products and the
nature and magnitude of exposures to hedge funds. The Basel Committee
and the Committee of European Banking Supervisors worked assiduously
on the problems of implementing the new capital adequacy requirements
and defining the methods of cooperation between the authorities responsible
for supervising cross-border banking groups.

A “side letter” to the Memorandum of Understanding of August 1993
was signed by the Bank of Italy and the German authorities regarding
supervision of the group resulting from last October’s merger of UniCredito
Italiano with Bayerische Hypo- und Vereinsbank (HBV).

On the domestic level, the Bank of Italy, Isvap and Consob signed an
undertaking on the procedures for identifying financial conglomerates and
the methods of calculating their capital adequacy, with a view to further
agreements on other aspects of supplementary supervision. Seven financial
conglomerates were identified, two operating mainly in insurance and five
in banking.

Law 262 of 28 December 2005 on the protection of savings and
the regulation of the financial markets contains provisions that will have
a substantial impact on the structure and functions of the supervisory
authorities. The antitrust powers of the Bank of Italy for the banking
industry are transferred to the Antitrust Authority itself; other provisions
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are designed for greater transparency of decisions and more systematic
coordination among the various authorities.

The most important aspects of secondary legislation concerned the
coordination of banking and financial regulations under the new company
law; the amendment of capital adequacy rules following the adoption of the
new international accounting standards; and the opening of consultations on
the new prudential legislation. Measures were taken to simplify prudential
regulations according to principles of aggregate risk control agreed at the
international level.

Operations conducted in 2005 and the early months of 2006 to transfer
the control of some leading banks greatly accelerated the integration of
Italy’s banking system with the rest of Europe.

The salient events of 2005 were the competing takeover bids of Italian
and foreign companies for two domestic banking groups. The irregularities
that came to light led to civil, administrative and penal action by the
supervisory authorities and the judiciary. The cases are now closed as
regards ownership of the banks, but the legitimacy of the actions is still
under investigation.

Allowing for the mergers and acquisitions completed in 2006, the
market shares of branches and subsidiaries of foreign intermediaries in Italy
increased respectively from 6.1 to 6.8 per cent and from 3.1 to 10.0 per cent
of the total assets of banks operating in Italy. The foreign subsidiaries’
assets of the five leading Italian groups increased from 11 to 41 per cent of
total assets.

Competition from the leading foreign banking groups also intensified
in the field of asset management. The presence of foreign intermediaries
stepped up considerably with Crédit Agricole’s acquisition of control of
Nextra SGR, previously part of the Banca Intesa group.

The quality of loans continued to improve in 2005 thanks to further
refinements to banks’ risk selection and management techniques and to
the stability of firms’ financial conditions. The profitability of a broadly
representative sample of banking groups also improved, partly owing to
increased revenues from the sharp rise in the volume of business and partly
to the reduction in net write-downs. The ROE was 12 per cent, 2 percentage
points higher than in the previous year. The capital of the banking system,
excluding the UniCredito-HVB group, was generally stable, as increased
cash-flow from higher operating profits and capital increases offset the
effects of the first-time adoption of the international accounting standards
and new rules for banks’ shareholdings in insurance companies. The rise in



risk-weighted assets caused the solvency ratio to fall by 1 percentage point
to 10.6 per cent.

Off-site analyses conducted by the Bank of Italy in 2005 found a decline
in the number of banks that were in an anomalous situation. Unfavourable
assessments were given to 82 banks, which accounted for 9.2 per cent of
the banking system’s total assets. In general, the overall assessments given
to non-bank intermediaries showed an improvement, with those rated
unsatisfactory accounting for only a small proportion of total business.
In accordance with the results of off-site analysis, inspections focused on
the problems of risk measurement and management and on organizational
aspects.

With a view to the entry into force of the new capital adequacy rules,
eight Italian banking groups, accounting for 50 per cent of the banking
system’s total assets, were subjected to checks, including on-site controls,
to assess their progress in bringing internal rating systems into line with
the standards. The findings indicated a generally acceptable level of
governance of the projects by senior management and sufficiently reliable
statistical methods. However, improvements are needed in the areas of
data quality and IT procedures for supplying data to the models. After the
criteria for recording doubtful debts had been amended to comply with the
new regulations, the reporting of overdue loans or breaches of overdraft
ceilings began in June 2005. In the area of risk mitigation, banks were
called on to run constant checks on the compliance of their operating and
management systems with the requirements for the eligibility of guarantees
and the control of the other risks (legal, operational, liquidity, market) their
use might entail. A survey was carried out among a group of banks to assess
the state of advancement of operational risk management procedures; the
findings indicated that progress had been made in collecting and checking
the information needed to create internal models for the calculation of the
capital adequacy requirements.
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THE REGULATORY FRAMEWORK

International cooperation

Cooperation for financial stability. — At its meetings in September 2005
and March 2006, the Financial Stability Forum gave a positive judgment on
financial institutions’ progress in risk management and the strengthening
of market infrastructures. Considering that the favourable macroeconomic
conditions could induce financial institutions to take excessive risks, the
Forum called for a lengthening of the time horizon of the risk assessment
and control procedures in order to capture the impact of potential factors
of vulnerability.

The Forum reaffirmed that financial institutions should carefully
assess the operational and counterparty risks connected with the rapid
growth in transactions in complex financial products and the nature and
size of exposures to hedge funds. To this end the Forum vigorously
advocated implementation of the recommendations of the Counterparty
Risk Management Policy Group, consisting of experts from the leading
private international financial institutions. Among other things, the Group
suggests considering the possibility of periodically gathering information
on the activities of hedge funds, on an informal basis.

Asregards offshore financial centres, the Forum stressed the importance
of cooperation between authorities, the exchange of information and the
upgrading of supervisory authorities’ staffs.

The Basel Committee on Banking Supervision supplemented its
new capital adequacy rules in 2005, establishing more precise criteria
for assigning assets to the trading or the banking book; new rules on
counterparty risk; and reduced capital charges on certain assets backed by
guarantees when there is a low risk of joint default by the principal debtor
and the guarantor. The Committee issued clarifications on the method to be
used in estimating loss in the event of default during cyclical downturns.

Greater attention was devoted to the problems of applying the rules in
national law, especially as regards cooperation between national authorities
in the supervision of groups operating in more than one country. In April



2006 the Committee released a consultation paper on Core Principles for
Effective Banking Supervision and their adaptation to developments in
banking and financial business and supervisory practices.

The IMF assessment of the Italian financial industry. — In March 2006
the International Monetary Fund issued its Financial System Stability
Assessment for Italy. The Fund found that Italian regulations were almost
all in compliance with international regulatory and supervisory standards
and that the standards of transparency in the supervision of banks and
securities firms were met.

Overall the financial system is sound. The banking system has
remained stable through a long period of slow economic growth. For the
future the flow of earnings and the capital resources of banks in excess of
the minimum requirements appear to be capable of absorbing the impact of
even exceptionally unfavourable economic scenarios.

The IMF assessment also offered indications on specific issues. It
suggested stricter criteria for the classification of loans and the regulation
of connected lending; the Bank of Italy had already acted on the matters
under its jurisdiction. Closer correspondence of Italy’s rules with the new
recommendations of the Financial Action Task Force for the fight against
money laundering and the financing of international terrorism was called
for. The IMF also reaffirmed the need for rules like those in the other leading
countries to relieve supervisory employees of liability for acts done in good
faith in the performance of their duties.

European cooperation and regulations

Within the European Union, a memorandum of understanding
between central banks, supervisory authorities and finance ministries for
coordination and exchange of information in managing systemic financial
crises with effects in more than one member state went into force on 1 July
2005.

During the year the Banking Supervision Committee of the European
System of Central Banks published its annual reports on the structural
evolution and stability of the EU countries’ banking systems. The findings
were made available in the ECB’s twice-yearly Financial Stability
Review.

The European Commission published its white paper on financial
services strategy for 2005-2010, setting the following priority objectives:
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consolidation and full implementation of Community legislation, further
convergence in supervisory practices, and more competition, especially in
the supply of retail financial products and services. During the year the
Commission also issued green papers on mortgage credit and UCITS. In
addition, it began revising the rules on the acquisition of qualifying holdings
in credit institutions (Directive 2000/12/EC, Article 16) and presented a
proposal for a directive on consumer credit.

The European Parliament and the Council approved Directive 60 of
26 October 2005 on the prevention of the use of the financial system for
the purpose of money laundering and terrorist financing. The Directive
incorporates the new wording of the FATF recommendations and extends
the rules for the prevention of the financing of international terrorism.

In September and October the Parliament and the Council approved
amendments reshaping Directive 2000/12/EC on banking and 1993/6/EEC
on the capital adequacy requirements for banks and investment firms so as
to incorporate the new Basel capital adequacy accord. Entry into force is
scheduled for 1 January 2007 or, for intermediaries opting for advanced
methods of calculating credit and operational risk, a year later.

The Lamfalussy Procedure Committees. — Last year the Committee of
European Banking Supervisors assigned priority to implementation of the
directive on banks’ capital adequacy. Numerous guidelines for supervisory
authorities and banks were approved.

The guidelines on cooperation in supervising international groups
define the respective responsibilities of home- and host-country authorities
and the machinery for effective collaboration. The degree of involvement of
the host-country authority depends in part on the relative importance of the
foreign branch or subsidiary in the local market. The rules on information
exchange distinguish between essential and relevant information. The
former (such as that concerning changes to the structure of the group, the
calculation of capital requirements and reporting format) must always be
communicated, the latter only at the request of the authority involved.

The guidelines on common frameworks for prudential and statistical
reporting are designed to reduce the costs for banks that are subject to more
than one supervisory authority. Both frameworks provide for essential
data and supplementary data. Using the taxonomy of the Committee of
European Banking Supervisors, member states can vary both the range of
data required and the frequency of reports.

The guidelines on procedures for validating internal models (approval,
off-site and on-site controls) for advanced methods of assessing credit and



operational risk reflect a shared approach to determining the elements
subject to verification. They seek to reduce intermediaries’ cost burden by
simplifying the validation procedure as much as possible.

The guidelines on the accreditation of external credit assessment
institutions for use of their ratings in the risk weighting of assets are designed
to achieve consistency in the handling of applications in different member
states, providing for joint recognition by the national authorities involved.
The single authorities retain the power to conduct further evaluations and
full independence in making the ultimate decision.

The guidelines on prudential controls (the “second pillar”) specify: (1)
the responsibilities of corporate bodies in determining the capital necessary
to face all the risks of business, including those not covered in computing
minimum capital requirements (the “first pillar”) and in determining
strategic objectives, propensity for risk, organizational arrangements
and internal control systems; (ii) the duties of the authorities, which are
responsible for reviewing the banks’ processes and evaluations; (iii) the
procedures for dialogue between banks and supervisory authorities; and
(iv) the instruments to be used to correct any anomalies detected in the
course of verifications, such as the setting of business limits and higher
capital requirements.

Finally, the Committee of European Banking Supervisors prepared
a uniform framework for implementing Article 144 of the capital
adequacy directive, which requires supervisory authorities to report on the
implementation of Community regulations using procedures that make it
possible to compare the approaches taken in various member states.

In the securities sector, the committees envisaged by the Lamfalussy
procedure continued to work for the implementation of Directive 2004/39/
EC on markets in financial instruments and of Directive 1985/611/EEC on
UCITS.

Bilateral cooperation. — Memorandums of understanding lay
down the operating procedures for cooperation between authorities in
different countries, covering in particular the exchange of information
and inspections of establishments abroad. The capital adequacy directive
provides for memorandums as a means of strengthening cooperation in the
consolidated supervision of institutions with establishments in more than
one EU country.

Between 1993 and 1999 the Bank of Italy signed memorandums of
understanding with supervisory authorities in all the main EU countries.
Between 2001 and 2004 there followed agreements with the Czech Republic,
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Slovenia, Slovakia and Hungary, all of which became EU members in May
2004, and with Bulgaria and Romania. In 2005 and early 2006 cooperation
agreements were concluded with Croatia, China and Switzerland, and the
negotiations with Poland entered the final phase.

In 2005 the Bank of Italy, the Bundesanstalt fiir Finanzdienstleitsungs-
aufsicht and the Bundesbank signed a specific agreement to arrange
for supervision over the group resulting from the merger of UniCredito
Italiano and Bayerische Hypo- und Vereinsbank (HVB). As the institution
responsible for consolidated supervision, the Bank of Italy coordinates
the exchange of information, plans supervisory activities and assesses the
overall risk of the new group. The Bundesanstalt, which has jurisdiction
over the HVB sub-group, provides the Bank of Italy with the assistance
and information required for consolidated supervision, working in close
cooperation with the Bundesbank.

Italian legislation

Introduction of the new international accounting standards. —
Legislative Decree 38 of 28 February 2005 on the application of the IAS/
IFRS international accounting standards required banks and other supervised
intermediaries to draw up their consolidated accounts in compliance with
those standards starting with the 2005 financial year. For unconsolidated
accounts, the requirement goes into effect with the 2006 financial year, but
institutions wishing to do so could apply the new rules as of 2005.

The Decree provides that the Bank of Italy’s regulatory powers over
the technical forms of the accounts of banks and other financial institutions
(envisaged in Legislative Decree 87/1992) are to be exercised in conformity
with the international standards. It also governs the distribution of profits
and reserves deriving directly from the fair value measurement of some
types of assets and lays down criteria to strengthen the safeguards for
shareholders’ equity and creditor protection.

Transposition of the directive on the supplementary supervision
of financial conglomerates. — Legislative Decree 142/2005 introduces
supplementary supervision, over and above that in place for all sectors, for
banks, insurance companies and investment firms belonging to financial
conglomerates. It subjects the conglomerates to specific prudential rules
on capital adequacy, risk concentration, intragroup transactions, internal
controls and risk management procedures.



Transposition of the directive on distance selling of financial
services. — Legislative Decree 190/2005 strengthens protection for
consumers who acquire banking, investment, insurance or individual
retirement saving services by means of distance selling techniques (Internet,
fax, telephone, etc.). Consumers must be given detailed pre-contract
information and have the right of withdrawal for up to 14 days. There are
also measures concerning the supervisory authorities’ powers of control
and sanction (including the Bank of Italy for services that are governed by
the Consolidated Law on Banking and provided by intermediaries referred
to in Article 107 of that Law).

The law on the protection of saving. — Law 262/2005 on the protection
of saving and on financial markets will have a substantial impact on the
structures and powers of the control authorities (Bank of Italy, Consob,
Isvap, the pension fund supervisory authority, Covip, and the Antitrust
Authority) as well as on intermediaries’ conduct of business.

The law responded to the need to improve market transparency and
strengthen investor protection. It modifies the rules on securities issuers
(governance mechanisms, disclosure) and on intermediaries (contract
transparency, code of conduct, conflicts of interest, dispute settlement
machinery); it toughens sanctions; and it introduces specific rules to protect
investors (indemnity mechanisms, a guarantee fund, a savers’ charter,
a code of conduct for financial institutions). The law also enhances the
transparency of the decision-making and regulatory processes of authorities
and strengthens coordination among them, instituting such forms of liaison
as regular meetings, agreements, committees and information exchange).

The competition function for the credit industry is transferred from the
Bank of Italy to the Antitrust Authority. The law provides for acquisitions
of significant holdings in banks, pursuant to Article 19 of the Consolidated
Law on Banking, and of concentrations involving banks, pursuant to Article
6 of Law 287/1990, to be authorized by the two institutions in a single act.
In this context, the evaluation of sound and prudent management remains
the province of the Bank of Italy, while the Antitrust Authority examines
the effects on the degree of competition in the market.

With specific regard to the Bank of Italy, the law provides that the
Directorate must act collegially on measures with external effects, that
minutes must be kept of the meetings of governing bodies, and that the
Bank must report twice a year on its activities to the Parliament and the
Government. In addition, all the control authorities must comply with
new procedures for the adoption of measures, both those bearing on single
institutions and those of a general or regulatory nature.

199



200

The law thus makes a valuable contribution on a number of matters,
but it is not without its problematic aspects. As to the single joint act of the
Bank of Italy and the Antitrust Authority, although there are some doubts
concerning the interpretation of the legislation, on grounds of consistency it
is reasonable to hold that the dual authorization applies only to acquisitions
that constitute concentrations, as transfers of non-controlling stakes do not
fall within the scope of antitrust legislation.

On conflicts of interest, the use of primary legislation to regulate a
matter previously governed, for technical matters, by the supervisory
authorities reduces the adaptability of the rules to the evolution of markets
and products. Furthermore, the means for preventing conflicts of interest in
portfolio management consist mainly of quantitative limits rather than the
sort of organizational and transparency requirements increasingly relied on
by international and Community law.

A number of enabling acts are envisaged to implement the law, notably
to align the consolidated laws on banking and on finance and the other
special laws with the changes introduced by the reform; this legislation can
also be used to eliminate several interpretative doubts.

The reform of bankruptcy law. — Legislative Decree 5/2006 concluded
the reform of Italian bankruptcy rules initiated by Decree Law 35/2005,
ratified by Law 80/2005. Some of the changes, involving the management
and recovery of credits, are of special importance to the banking and financial
system. These include changes to the rules on voidable acts, shortening
the “suspect period” and reducing the scope of voidability for ordinary
acts; the revision of “minor procedures” with the abrogation of controlled
administration and a restructuring of the procedure for composition with
creditors; recognition of out-of-court settlements to deal with debts, a
common practice among banks to facilitate the financial restructuring of
debtor firms in difficulty.

Supervision of mutual banks. — On 22 December 2005 the Ministry for
Productive Activities issued a regulation on the contents and procedures
for the supervision of mutual banks (banche di credito cooperativo), to
check that they satisfy the requirements of mutualism. The regulation
seeks to avoid duplication between banking supervision and supervision of
cooperatives and relies on the specialization of professional associations in
carrying out the controls.



Secondary legislation

Financial intermediaries in the special register. — A regulation issued
in May 2005 clarified the rules on risk concentration for institutions in the
special register that do factoring business.

Risk exposures of banks with related parties. Alignment with the
new company law. — The authorization and information requirements vis-
a-vis the Bank of Italy for allowable shareholdings of banks and other
intermediaries (investment firms, asset management companies, electronic
money institutions, and intermediaries in the special register under Article
107 of the Consolidated Law on Banking) were adapted to the reformed
company law.

A Credit Committee resolution of 19 July 2005 supplemented the
authorization and notification requirements for shareholdings in banks
(above 5 per cent) with the notion of significant holding, which it defines
as: i) the possession, on whatever basis, of shares, including non-voting
shares, representing at least 10 per cent of the bank’s paid-up share capital;
ii) the possession of more than 5 per cent of shares giving the right to vote,
including on a conditional basis, on matters of special importance for the
management of the bank; or iii) the possession of financial instruments
representing participation in the capital that enable their holder to appoint
directors or equivalent officers or to influence strategic choices on
organization or management. The Bank of Italy extended the reporting
requirements on the acquisition of significant holdings in non-bank
intermediaries under its supervision to new instruments of participation
carrying rights of direction.

The rules on fund-raising by non-bank intermediaries were also
aligned with the new company law, which significantly extends the
possibility for private and public companies to raise funds by issuing bonds
and other financial instruments. The measures implementing Article 11 of
the Consolidated Law on Banking were revised by a Credit Committee
resolution adopted on 19 July 2005 and amended on 22 February 2006 to
take account of the changes introduced by Law 262/2005.

In order to take account of Law 262/2005, a second Credit Committee
resolution of 22 February 2006 required the Bank of Italy to set specific
quantitative limits on banks’ exposures to persons with significant
holdings of their capital or other related parties as defined in Article 53 of
the Consolidated Law on Banking. The rules govern unconsolidated and
consolidated exposures to related parties individually and in the aggregate.

201



202

The Bank of Italy may define categories of related parties in addition to
those envisaged in the law and modulate the exposure ceiling, depending
on the type of relation with the bank, up to a maximum of 20 per cent of the
bank’s supervisory capital. The implementing instructions will also cover
decision-making procedures, internal controls, any derogations for mutual
banks and intragroup transactions, and transitional provisions.

Application of IAS/IFRS to the accounts of banks and financial
companies. — On 22 December 2005 the Bank of Italy issued the new
regulations on the annual accounts of banks, completing the rules laid
down by Regulation (EC) 1606/2002. The new regulations take account of
the results of consultation with intermediaries and all interested parties.

In February 2006 the Bank of Italy published the required formats for
the annual accounts of supervised non-banking intermediaries that prepare
their accounts according to IAS/IFRS. The rules are consistent with those
for the accounts of banks and ensure comparability between intermediaries
that conduct the same types of business.

In April 2006 the instructions for compiling reports on supervisory
capital and capital ratios were adapted to the new accounting rules.
Corrections to the data in the financial statements (so-called prudential
filters) were introduced to safeguard the quality of banks’ supervisory
capital and reduce its potential volatility. The general principles of the new
rules had been made known to the banking industry in November 2005. The
measure also provides for the deduction of holdings of insurance companies’
capital, pursuant to Directive 2002/87/EC on financial conglomerates, and
holdings of the Bank of Italy’s capital.

The new rules apply to banking groups as of December 2005 and
to single banks starting in June 2006. In order to attenuate the impact on
supervisory capital and the capital adequacy ratios, transitional rules are
laid down on the treatment of forward purchase commitments involving
own equity instruments, the deduction of holdings of the Bank of Italy’s
capital, and value readjustments of equity securities available for sale.

Incorporation of the new capital adequacy rules. — The Bank of Italy
initiated a public consultation for the transposition into Italian law of the
European rules on capital adequacy of banks and investment firms.

A first consultation paper released in December concerns techniques
of credit risk mitigation and securitizations. In March 2006 the Bank
released consultation papers on the scope of the rules, the standard method



of calculating the capital requirement for credit risk, and the basic and
standardized methods for calculating operational risk.

Regulatory simplification. — To facilitate adaptation to the new rules
on asset management companies introduced in April 2005 — permitting
greater flexibility in fund management — the Bank of Italy specified the
changes to investment fund rules that the management companies can make
independently, without specific authorization by the Bank.

In October 2005 the thresholds for exemption from mandatory prior
notification and eligibility for simplified notification procedures under
Article 129 of the Consolidated Law on Banking were raised substantially
for securities with standardized features. At the same time, the category
of “standard” securities was redefined to include new types of financial
instruments that have come into common use in the market.

In December the regulations on the door-to-door selling of
banking products and services were simplified. For the promotion and
sale of banking and financial products and services not covered by the
Consolidated Law on Finance, in addition to the agents previously
contemplated — employees, tied agents, other banks and investment firms,
insurance undertakings, insurance agents, the financial intermediaries
referred to in Articles 106 and 107 of the Consolidated Law on Banking
and financial business agents — banks are now allowed to use, under an
agreement, other persons primarily engaged in professional or commercial
activity to which the distribution of banking products is functional.

In February 2006 it was decided that the notification to the Bank of
Italy of the acquisition of equity holdings for purposes of credit recovery
and in firms in temporary financial difficulty no longer had to take the form
of a special report but could be made in the framework of intermediaries’
regular reporting of their equity holdings.

In March 2006, implementing the Credit Committee resolution of
22 February, the Bank of Italy abrogated its supervisory instructions on
maturity transformation and medium and long-term lending to firms. It
maintained the prudential limit on equity interests, under which the value
of holdings of property and equity must not exceed supervisory capital.
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THE STRUCTURE OF THE FINANCIAL SYSTEM

At the end of 2005 the Italian financial system comprised 784 banks,
108 investment firms, 179 asset management companies, 3 SICAVs and 409
other financial companies entered in the register established by Article 107
of the Consolidated Law on Banking, as well as the Bancoposta division
of Poste Italiane S.p.A. and Cassa Depositi e Prestiti (Table 57). Compared
with the end of 2004, the number of foreign banks with branches in Italy,
asset management companies and “Article 107 intermediaries” rose while
that of investment firms fell.

Table 57
THE STRUCTURE OF THE ITALIAN FINANCIAL SYSTEM
31 December 2004 31 December 2005
Number of intermediaries Number of intermediaries
mg::ggrs Non-group| Total m(iz:r?kl;grs Non-group| Total

Banking groups ............ccccociiiiiiiin, 83 85
Banks .........coocoiiiiii 227 551 778 230 554 784
limited company banks ............ccccccevveeeenenne 198 44 242 201 42 243
cooperative banks (banche popolari) .......... 18 19 37 18 18 36
mutual banks (banche di credito cooperativo) 11 428 439 11 428 439
branches of foreign banks ..............cccccc..... - 60 60 - 66 66
Investment firms ... 25 90 115 23 85 108

Asset management companies and SICAVs 69 93 162 61 121 182

Financial companies entered in the register
referred to in Article 106 of the

Consolidated Law on Banking ............... 213 | 1,306 | 1,519 215| 1,362 | 1,577

of which: entered in the special register
referred to in Article 107 ............. 98 278 376 101 308 409
Other intermediaries (1) .........cccccoveninienene - 2 2 - 2 2

(1) Bancoposta and Cassa Depositi e Prestiti.

At the end of the year banks and other supervised intermediaries
administered respectively €1,780 billion and €760 billion of financial assets
in Italy belonging to non-financial customers (including €920 billion and
€720 billion of assets held for safekeeping or under management) and held
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€1,600 billion of claims on the private sector in the form of loans and €430
billion in the form of securities. Banks had total staff of 337,000 and other
supervised intermediaries, 22,000.

Bancoposta’s funding at the end of 2004 consisted of €34 billion of
current accounts and €238 billion of savings books and savings certificates.
Cassa Depositi e Prestiti used €123 billion of these resources, together with
€4 billion raised on the market, within the separate fund for the financing
of public bodies and other eligible entities. A total of €53 billion of such
financing was provided. In 2005 the ordinary fund for the financing of
infrastructures began operations, with disbursements amounting to €400
million.

Banking groups numbered 85 at the end of 2005, compared with 83 a
year earlier. Their domestic members comprised 230 banks, 23 investment
firms, 61 asset management companies, 27 financial holding companies (5
of them parent companies) and 215 other financial companies. The foreign
component consisted of 278 intermediaries, 68 of which were banks.

Banks and banking groups

Ownership of banking groups and banks. — In June 2005 UniCredito
Italiano launched an exchange tender offer worth approximately €20
billion for all of the capital of the German group Bayerische Hypo- und
Vereinsbank A.G. (HVB). The offer, which ended in October 2005 with
the acquisition of 93.93 per cent of HVB’s capital, created a group with
a market value of about €60 billion and total consolidated assets of more
than €700 billion. The capital increase carried out in connection with
the acquisition strengthened the presence among UniCredito Italiano’s
shareholders of foreign insurance companies, which now hold about 10 per
cent of its capital. Banking foundations hold a total of about 14 per cent of
the ordinary shares.

At the end of 2005 control of Banca Antoniana Popolare Veneta S.p.A.
was acquired by the Dutch banking group ABN AMRO, which already held
12.7 per cent; the transfer of the shares was completed at the beginning of
2006. On 31 March 2006, at the conclusion of the subsequent mandatory
tender offer, ABN AMRO held 98.9 per cent of the Italian bank’s capital.

In March 2006 the French banking group BNP Paribas was authorized
to acquire control of Banca Nazionale del Lavoro S.p.A. At the beginning of
April, following disposals of equity interests by some major shareholders,
BNP Paribas held 50.4 per cent of the capital. On 16 May, at the conclusion
of the mandatory tender offer, its equity interest stood at 97 per cent.
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According to data from the Consob archive, following the above-
mentioned transactions an average of 20 per cent of the capital of the top
ten Italian banking groups, weighted by the value of the consolidated assets
of the units operating in Italy, was held by non-residents (16 per cent held
by banks, 2 per cent by financial companies and 2 per cent by insurance
companies). An average of 16 per cent was owned by banking foundations
and the market held 56 per cent.

In the last ten years mergers and acquisitions have involved 439 Italian
banks (Table 58). Compared with 1996-2000, in the period 2001-2005 the
importance of the transactions carried out on the domestic market declined:
the share of the Italian banking system’s assets attributable to Italian banks
merged into or acquired by other Italian banks decreased from 37 per cent
in 1996-2000 to 8 per cent. By contrast, the importance of cross-border
acquisitions increased: the assets of Italian banks acquired by foreign entities
and of foreign banks acquired by Italian intermediaries rose from 3 per cent
of the system’s total assets in 1996-2000 to 27 per cent in 2001-05.

Table 58
MERGERS AND ACQUISITIONS OF BANKS (1)
Acquisitions
) Acquisitions of foreign banks
Mergers between ltalian banks of Italian banks by Italian banking
groups
No. of transactions Assets (2)
No. of Assets No. of Assets
of which: of which: | transac- @ transac- @
mutual mutual tions tions
banks banks

Total 1996-2000 (3) ..... 159 102 5.99 0.33 113 | 32.12 20 1.88
2007 i 31 21 0.08 0.06 10 1.87 4 0.33
2002 .. 18 16 0.06 0.05 12 5.03 3 0.41
2003 .o 20 14 0.18 0.05 9 1.55 4 0.19
2004 .. 10 7 0.04 0.02 7 0.34 4 0.06
2005 .o 4 3 0.02 0.00 7 2.39 4| 22.94

Total 2001-2005 (3) ..... 83 61 0.39 0.18 45| 10.66 19| 23.92
(1) The table refers to concentrations between ltalian banks and between ltalian and foreign banks. If the merger is subsequent to the
acquisition it is not counted unless it comes in the same year, in which case the acquisition is not counted. Intra-group transactions
are excluded. Transfers of assets and liabilities are treated as mergers. For acquisitions of control, the relevant date is that of official
registration as member of the group; for mergers, the date on which the deed takes effect. - (2) Non-consolidated assets of the target
banks as a percentage of the total assets of banks operating in Italy at December of the year preceding the transaction or at the date
of the first available supervisory report for foreign target banks. The figure for foreign target banks with total balance sheet assets of
less than €50 million is not available. - (3) For banks acquired more than once during the period, only the first transaction is counted.
Acquisitions by foreign banks accounted for 1.2 per cent of the total assets of the Italian banks acquired in the period 1996-2000 and
2.6 per cent in the period 2001-2005.

At the end of 2005 there were 34 listed Italian banks, one more than a
year earlier. Twenty-eight of them headed banking groups and 5 belonged
to groups; altogether, they accounted for 74 per cent of total system assets.
Only 3 of the top 20 groups by consolidated assets are not listed on the
stock exchange.



Structural evolution and internationalization of the system. — Both
the international penetration of Italian banks and the presence of foreign
intermediaries in Italian markets grew during the year. At the end of 2005
there were 25 Italian groups established abroad, the same as a year earlier.
Including the effects of the acquisition of the HVB group by UniCredito
Italiano, the Italian banking system operated abroad with 71 branch structures
and 115 subsidiaries. The share of external assets in total system assets was 25
per cent, approximately 90 per cent of which was attributable to subsidiaries.

The main outlet markets for Italian groups remain those of Eastern
Europe, a target of their business development strategies in recent years,
to which the German and Austrian markets have now been added as a
consequence of the UniCredito transaction. In Croatia Italian-owned banks
account for about half of the banking system’s total assets, while in other
countries (Slovakia, Bulgaria, Poland and Austria) their market share is about
20 per cent. By contrast, Italian banks still have only a limited presence in
the main countries of Western Europe (Table 59).

Table 59
PRESENCE OF FOREIGN BANKS IN
SELECTED EUROPEAN COUNTRIES (1)
(31 December 2005)
Number of banks Assets
of which: Total % share held | % share held
. ] L by foreign- by Italian-
Total foreign- Italian- (billions owned banks | owned banks
controlled controlled of euros) (2) 3 3
AuStria ..o 844 50 15 723.9 19.9 18.0
Belgium ......ccoccveenen. 105 79 1 1,123.4 19.7 0.1
Bulgaria .... . 28 3 13.7 24.4
Croatia .....cccceveriueennnnn. 38 17 6 36.2 91.4 54.9
Czech Republic .......... 36 27 3 103.4 94.4 8.0
France .....ccccocoevvinenn. 418 161 10 4,646.1 10.8 0.1
Germany .......cccceeeeeee. 2,089 130 16 6,903.2 10.5 5.0
Hungary .......... . 208 33 4 74.5 83.0 14.2
Luxembourg ............... 155 150 17 792.4 94.5 5.3
Netherlands ................ 401 32 1 1,749.6 14.2 .
Poland .......cccoeeviieenn. 649 43 4 152.1 70.0 20.1
Romania 41 30 13 35.0 62.2 10.7
Russia 1,205 51 3 285.2 8.3 1.7
Slovakia 23 21 3 38.6 97.3 247
Slovenia .....ccccceeeeneeen. 25 9 1 29.3 22.6 7.2
Spain oo 268 86 5 2,073.3 10.9 0.1
Sources: Preliminary calculations based on data provided by national central banks and supervisory authorities and Bureau Van Dick-
Bankscope archive; individual supervisory reports; the data for the banks acquired by UniCredito Italiano through HVB are estimated
on UniCredito Italiano data.
(1) Austria: includes building savings banks; excludes special banks (Banken mit Sonderaufgaben) having the nature of real estate
funds, investment companies and severance funds. Belgium, Netherlands and Luxembourg: includes commercial banks, savings
banks, mortage banks and building societies. Croatia: includes commercial banks and housing savings banks. France: includes
établissements de crédit & vocation générale, among which are cooperative banks; excludes établissements de crédit. Germany:
includes Landesbanken, cooperative banks, cooperative banks’ central credit institutions and banks with special tasks. Hungary:
includes savings cooperatives. Poland; includes cooperative banks. Romania: includes commercial banks and cooperative
organizations. Slovakia: includes commercial banks and building societies. Slovenia: includes commercial banks and savings banks.
Spain: includes deposit institutions only. - (2) Total assets shown in company accounts.
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Including transactions completed in 2006, 66 foreign banks and
20 subsidiaries of foreign banks are active in Italy, with 108 and 2,113
branches respectively; at the end of 2004 the foreign banks numbered 60
and the subsidiaries of foreign banks 15 (with 366 branches). Branches and
subsidiaries of foreign banks account for respectively 6.8 and 10.0 per cent
of the total assets of units operating in Italy, up from 6.1 and 3.1 per cent at
the end of 2004. The share of total assets attributable to the equity interests
exceeding 2 per cent held by foreign intermediaries in the largest Italian
groups is equal to 5.9 per cent.

Distribution channels. — At the end of 2005 banks operated through
31,501 branches and 31,225 tied agents. The network of branches and
automated channels (ATMs and POS units) grew by about 3 per cent during
the year. Door-to-door sales networks, including financial shops, underwent
further rationalization: the total number of tied agents either employed
by or acting for banks and banking groups (including those working for
banks’ subsidiary investment firms) fell by more than 5 per cent and that
of financial shops by 11 per cent. Use of telephone and Internet banking
services continued to grow.

Relations between banks and insurance companies. — Banks are the
most important channel of distribution of life insurance products. In 2005
they accounted for 74 per cent of the value of new business and €39 billion
of premium income, compared with 72 per cent and €47 billion in 2004;
68 per cent of these policies, almost exclusively of a financial nature, were
distributed by the six main banking groups.

At the beginning of 2006, 10 insurance companies, including 4 foreign
companies, held equity interests in 35 Italian banks. Ten banks were
controlled by insurance groups; they accounted for 1 per cent of the total
assets of units operating in Italy, 7 per cent of the insurance products and
services sold and 6 per cent of premium income.

At the end of last year 177 banks held equity interests in 130 insurance
and brokerage companies, of which 91 Italian. Among the interests in Italian
companies, those at least equal to 20 per cent numbered 62, including 26 in
the life sector; there were 31 controlling interests (11 in the life sector).

Under the Coordination Agreement between the Bank of Italy, ISVAP
and Consob, with reference to data for the 2004 financial year the three
supervisory authorities identified two financial conglomerates prevalently
engaged in insurance (Mediolanum and Unipol) and five prevalently
engaged in banking (Banca Intesa, UniCredito Italiano, Sanpaolo IMI,
Monte dei Paschi di Siena and Carige). At the end of 2004 the five bank-



based conglomerates held 45 per cent of the assets of the banking system;
their insurance components accounted for an average of 8.9 per cent of
their estimated balance sheet assets.

Asset management companies

Intermediaries. — There were 179 registered asset management
companies and 3 registered SICAVs at the end of 2005 (Table 60). The
companies established during the year tended again to be specialized in
managing innovative funds: 8 of the 24 new companies authorized during
the year specialize in hedge funds, 5 in private equity funds and 7 in real
estate funds, while only 4 engage in managing traditional open-end funds.
The number of companies that have introduced innovative products (106)
has overtaken that of companies specialized prevalently in managing open-
end funds (76). The rationalization of group organizational structures led
to 4 asset management companies being merged into other intermediaries.
Eleven foreign harmonized management companies notified the start of the
provision of services in Italy; 4 of them operate through branches.

Table 60
ASSET MANAGEMENT COMPANIES AND SICAVs
31 December 2004 31 December 2005
of which: of which:
Total bank investee Total bank investee
companies (1) companies (1)
Asset management companies and SICAVs ........ 162 92 182 90
of which specializing in:
0pen-end funds (2) .......ccocveeeeeeeeeeieesiesie e 76 47 76 43
closed-end securities funds............c.c.cccoeevenenee. 40 19 44 17
closed-end real estate funds... 17 8 24 9
hedge funds ..o 29 18 38 21
Memorandum items:
Companies offering individual portfolio management 68 43 63 55
Companies managing funds instituted by others ...... 16 12 17 8
Companies that have instituted open pension funds 15 13 15 12
Foreign asset management companies
and SICAVS (3) ....cceiiiiiiiiiieeee e 254 263
Of WhiCh: SICAVS ..o 187 194

(1) Companies at least 50 per cent of whose equity is held by Italian or foreign banks. - (2) Eleven companies (ten in 2004) also
manage closed-end funds. - (3) Companies that market their units/shares to the general public in Italy pursuant to Legislative Decree
58/1998, Article 42.

The main trends. — Italian companies confirmed their central role in
the asset management industry. At the end of 2005 they had more than
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€607 billion of assets under management, 6.8 per cent more than a year
earlier (Table 61). With the assets of traditional open-end investment funds
remaining basically stable, the largest contribution to growth came from
individually managed portfolios, which increased by 15.8 per cent net of
the portions invested in collective investment undertakings.

Table 61

PORTFOLIOS MANAGED BY BANKS,
ASSET MANAGEMENT COMPANIES AND INVESTMENT FIRMS

(end-of-period data in millions of euros; percentages)

Open-end Individually Open pension Total by tvoe Market share
and closed-end managed pfuncg)s ) of interme):jigg @) by type
funds (1) portfolios (1) of intermediary
2004
Banks ....cccceviiiiiiieeeeeen - 77,171 297 77,468 9.2
Investment firms ................... - 16,664 566 17,230 2.0
Asset management
COMPANIES ...vvveeevieeerieeens 387,370 180,582 844 568,796 67.4
Foreign collective investment
undertakings ........cccceeeenis 180,084 - - 180,084 21.3
Total ... 567,454 274,417 1,707 843,578 100.0
2005
- 80,082 397 80,479 8.4
- 16,428 715 17,143 1.8
Asset management
COMPANIES ..coveveiiiriieiene 397,229 209,096 1,128 607,453 63.6
Foreign collective investment
undertakings .......cccccoeeeiiies 250,139 - - 250,139 26.2
Total ... 647,368 305,606 2,240 955,214 100.0
(1) Total assets net of the portion invested in investment funds. — (2) Net assets earmarked for benefits. — (3) Includes net individually
managed portfolios.

Italian management companies’ share of total assets under management
by the different categories of intermediary declined from 67.4 to 63.6 per
cent as a consequence of the significant rise in the share managed by foreign
undertakings for collective investment in transferable securities (UCITS)
marketed in Italy, which rose from 21.3 to 26.2 per cent and amounted to
more than €250 billion.

The decrease in Italian management companies’ share is a result of
the supply strategies of the largest banking groups, which in recent years
have steered customers towards products alternative to investment funds,
such as insurance policies and bank bonds. They have also stepped up the
transfer of fund management abroad by increasing their supply of funds run
by their own foreign subsidiaries, sold to Italian customers largely through
individually managed portfolios of funds. The increase in net subscriptions



of the funds managed by these companies has more than offset the decrease
in the assets of traditional open-end funds. The combined assets of Italian
open-end funds (€366 billion at the end of 2005) and of the products of
foreign companies controlled by Italian intermediaries (€179 billion) grew
by more than more 8 per cent during the year.

Last year saw intensifying competition exerted by major foreign groups
either directly in Italy, through Italian asset management subsidiaries or joint
ventures with Italian intermediaries, or through distribution agreements with
small and medium-sized Italian networks that market third parties’ funds
alongside their own products. Recently the networks of large Italian groups
have also begun to market funds of foreign intermediaries, primarily within
the context of individually managed portfolios of funds. The presence of
foreign intermediaries in the sector was boosted by the Crédit Agricole group’s
acquisition of 65 per cent of the capital of Nextra, an asset management
company previously wholly owned by the Banca Intesa group. Partly owing
to this transaction, the total assets of funds managed by foreign-owned Italian
companies or sold in Italy by foreign intermediaries grew from about €54
billion in 2000 to €158 billion at the end of 2005 and their share of the total
assets of funds marketed in Italy rose from 9.6 to about 25 per cent.

Independent asset management companies, which are of limited size,
increased their supply of specialized funds. At the end of 2005 their market
share was equal to 4.6 per cent, compared with 4.2 per cent a year earlier.

Italian hedge funds continued to expand in 2005. Intermediaries and
institutional investors hold approximately 54 per cent of the investment in
these funds. Asset management companies not belonging to Italian banking
groups play a very significant role in this sector, with a market share of
nearly 49 per cent. Products that invest in units of other funds, especially
foreign funds, account for almost the totality of the assets of Italian hedge
funds (96 per cent); 35 of the 40 new funds established during the year
were funds of funds.

Closed-end real estate funds, particularly those reserved to institutional
investors, continued to grow. Their net asset value rose from €8.1 billion to
nearly €12 billion, of which 53 per cent attributable to intermediaries not
belonging to Italian banking groups, while their year-end property holdings
were valued at €14.6 billion. Transactions in sectors other than residential
property, which accounts for the bulk of Italian real estate funds’ activity,
made up about 25 per cent of their volume of business in 2005.

Closed-end securities funds had assets worth €2.4 billion at the end
of 2005, 33 per cent more than a year earlier; the share attributable to
intermediaries not belonging to Italian banking groups was equal to 65 per
cent. At the end of the year participants’ uncalled subscriptions available
for additional investments could be estimated at €2 billion.
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Investment firms

At 31 December 2005 there were 108 registered investment firms
(including 7 trust companies), down from 115 a year earlier as a result of
the deletion from the register of 11 firms (5 of them foreign-controlled)
and the addition of 4. Five of the deleted firms had ceased carrying
on business owing to losses and operating imbalances, 3 were merged
or transformed into banks, and 3 were merged with other investment
firms. The deletions of bank-controlled investment firms are mainly the
consequence of the tendency of banking groups to centralize investment
services in banks and asset management companies.

Financial companies

At 31 December 2005 there were 409 financial companies in the
special register referred to in Article 107 of the Consolidated Law on
Banking following 49 additions and 16 deletions during the year (Table
62). Securitization special purpose vehicles accounted for the bulk of the
new entries (35) and for more than half of the financial companies in the
register at the end of the year. The entry of new intermediaries other than
special purpose vehicles (14) was spurred by the rationalization carried
out within banking groups, which led to the creation of specialized
product companies.

At the end of 2005 financial companies belonging to banking
groups had 66 per cent of the leasing market, independent financial
companies 12 per cent and banks 22 per cent. In the factoring market the
corresponding shares were 63, 25 and 12 per cent; the market share of
companies notbelonging to banking groups, for the most part subsidiaries
of industrial groups, declined further, bringing the cumulative loss in
the three years 2003-05 to 10 percentage points. In the consumer credit
sector, which includes personal loans as defined in Article 121 of the
Consolidated Law on Banking, banks made 58 per cent of the loans; in
contrast with its contraction in the previous years, the market share of
financial companies expanded from 15 to 21 per cent.

There was a sizeable further increase in the presence of foreign
intermediaries, which at the end of the year directly or indirectly
controlled 38 financial companies entered in the special register. Foreign
intermediaries are particularly active in the consumer credit and leasing
markets, where their financial companies hold market shares of 19 and
15 per cent respectively.



SPECIAL REGISTER OF FINANCIAL COMPANIES

Table 62

Number of companies

31 December 2004

31 December 2005

of which: bank Re:\[i%iztsra- of which: bank
investee investee
companies companies

Principal activity: (1)

Financing 139 68 8 137 64
Leasing.......ccccouveviiieiiiiieeeen 54 36 2 54 37
Factoring........ccccccoevoeeveiincciiicine 35 13 2 34 13
Other lending...........ccccccooevvvvincennnne 23 6 2 20 1
Consumer credit ...........ccccoeeceeeeeenne 27 13 2 29 13

of which: secured by salary............. 7 2 1 8 2

Issue and management of credit cards 11 2 2 13 2

Equity investment...........cccoeiiiienninn. 9 3 2 9 3

Securitization servicing ..........c.cceceeueen. 9 2 2 12 5

Foreign exchange intermediation 2 0 0 1 0

Total intermediaries ... 170 75 14 172 74

Special purpose vehicles under

Law 130/99 (2) ..cevvvveereeeeneeeeeene 206 43 35 237 42
Total special register ... 376 118 49 409 116

(1) Determined by statistical reports and inquiries conducted during the year; companies may thus move from one category to
another during the reference period. — (2) Special purpose vehicles as defined by the Bank of Italy’s regulation of 16 December 2002

are entered in a special section of the special register.

Banks’ company pension funds

Pursuant to Legislative Decree 124/1993 the Bank of Italy supervised
the pension funds set up atbanks and banking groups. Legislative Decree 252
of 5 December 2005 transferred this task to the Pension Fund Supervisory
Authority. At that date there were 117 bank pension funds with a total of
115 defined-benefit sections and 40 defined-contribution sections, set up by

82 banks and five companies belonging to banking groups.
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PROFITABILITY, RISKS AND CAPITAL
ADEQUACY OF INTERMEDIARIES

Banks and banking groups

Credit risk. — The improvement in the quality of bank lending continued
throughout 2005, benefiting from refinements to banks’ risk selection and
management techniques and the financial conditions of firms.

At the end of the year bad debts amounted to €45.4 billion (Table 63), a
16.4 per cent reduction with respect to the previous year that was partly due
to the resumption of securitizations, up from €300 million to €8.6 billion. If
those securitizations are included among bad debts, the reduction was 0.6
per cent, compared with an increase of 6 per cent in 2004. The ratio of bad
debts to total loans fell by 1 percentage point to 3.7 per cent (Table a31).
Net of write-downs, bad debts of units operating in Italy amounted to €19.1
billion, equal to about 12 per cent of their supervisory capital, compared
with 15.8 per cent in 2004.

Table 63
BANKS: LENDING AND RISK INDICATORS (1)
(end-of-period data; millions of euros and percentages)
Loans Securitizations (5)
Performing loans Siiiz?:;gz Adjusted new
bad debts (4) Performing
Substandard Bad debts (2) |of total loans (3) loans Bad debts
loans
2002 ........ 980,440 20,486 46,326 4.5 1.0 12,461 2,426
2003 ........ 1,038,673 21,335 51,252 4.7 1.2 12,244 80
2004 ........ 1,096,052 21,280 54,347 4.7 0.9 12,602 335
2005 ........ 1,192,544 20,780 45,411 3.7 0.8 16,948 8,585
Sources: Central Credit Register and prudential reports.
(1) Lending to resident customers by units operating in ltaly. — (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 amount.

The ratio of loans newly classified as adjusted bad debts to outstanding
performing loans at the start of the year was 0.8 per cent, slightly less than
in 2004. The figure was higher for loans to residents in the South (1.3 per
cent) and to agricultural and manufacturing firms (respectively 1.4 and 1.3
per cent). The banks with the lowest values of the ratio were also those with
the fastest growth in lending and highest level of capital adequacy.



Non-performing loans, consisting of bad and doubtful debts, amounted
to €66.2 billion, or 5.3 per cent of outstanding lending, compared with 6.6
per cent in 2004. The cover ratio, i.e. the ratio of write-downs to gross non-
performing loans, rose from 46.7 to 47.4 per cent.

Loan concentration. — The banking system’s large exposures (those
which, on a risk-weighted basis, exceed 10 per cent of a bank’s supervisory
capital) increased from €58.9 billion to €66.9 billion, although they declined
from 4.5 to 4 per cent of risk-weighted assets. The number of banks and
groups with loans exceeding the limit of 25 per cent of capital increased
from 27 to 39; the overshoots, which were small on average and mainly
concerned small banks, rose from €492 million to €660 million.

The quarterly reports of the leading groups on their ten largest
borrowers indicated a risk-weighted exposure of €106.7 billion in 2005, 18
per cent higher than in the previous year. This result reflects the increase
in large loans of the UniCredito Italiano group following its takeover of
Bayerische Hypo- und Vereinsbank A.G. (HVB). Leaving UniCredito
aside, the aggregate amount of exposures rose by 2.4 per cent, compared
with 0.6 per cent in 2004. Large exposures decreased slightly in relation to
supervisory capital.

Country risk.— Atthe end of 2005 Italian banks’ exposure to developing
countries and offshore centres amounted to €91.5 billion, equal to 4.5 per
cent of the total assets of the units operating in Italy and 27 per cent of total
foreign exposure. A large part of the 19.6 per cent increase with respect to
2004 was due to the appreciation of the dollar against the euro. Exposure to
industrialized countries increased by just 3.4 per cent.

Italian banks’ market share of total lending to non-industrial countries
declined from 2.9 to 2.5 per cent, which was slightly less than Italy’s share
of world GDP at constant prices and exchange rates.

Exposures adjusted in accordance with supervisory rules on country
risk amounted to €13.2 billion. Value adjustments were lower than in
previous years, amounting to €800 million and 0.5 per cent of supervisory
capital.

Market risk. — At the end of 2005 the capital requirements for market
risk, calculated on a consolidated basis, amounted to 5.6 per cent of total
supervisory capital. This was in line with the figure for 2004 and substantially
less than the capital requirements for credit risks, which exceeded 70 per
cent.
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In order to assess the interest rate risk for the balance sheet as a whole,
a simulation was carried out on the capital and reserves of banking groups
in 2004 and 2005. The findings indicated that a rise in interest rates would
entail a loss overall because the decline in the present value of assets would
be larger, owing to their longer duration, than that of liabilities. The average
loss would be 6.3 per cent of supervisory capital, compared with 8.6 per
cent at the end of 2004, and would vary considerably from one banking
group to another. At the end of 2005 the average loss incurred by banks in
the riskiest quintile would be 17 per cent.

Profitability. — In 2005 it became compulsory for banking groups to
adopt the new international accounting standards (IAS/IFRS) in drawing up
their consolidated accounts.

The profitability of banking groups improved with respect to the previous
year, partly owing to the increase in revenues and partly as a result of the
decrease in net value adjustments to loans. Profits grew by 45 per cent, while
return on equity rose by 2 percentage points to 12 per cent. The main banking
groups’ ROE increased by 5 points to 16.2 per cent (Table 64).

Table 64

PROFIT AND LOSS ACCOUNT OF ITALIAN BANKING GROUPS
(millions of euros; growth rates and percentage indicators)

Banking system Main banking groups (1)

2004 2005 Change 2004 2005 Change

Net interest income (@) ......ccoceevveiieeniinniinene 30,199 | 31,842 5.4| 19,758 | 20,895 5.8

Non-interest income (b) .. ....| 28,851 | 32,360 12.2 | 19,458 | 22,044 13.3
of which: commissions.. .| 20,840 | 22,969 10.2| 14,583 | 16,197 11.1

Gross income (C=a+b) ......ccevvervrivinencecninne 59,050 | 64,202 8.7 39,216 | 42,939 9.5
Operating expenses (d) .......ccceeerveereriecneennn 37,218 | 38,252 2.8 | 25,020 | 25,405 1.5
of which: staff costs ..... ...| 22,408 | 22,375 -0.1| 15,388 14,965 2.7

Operating profit (e=c-d)
Allocations to provisions and net value

21,833 | 25,950 18.9| 14,196 | 17,534 23.5

adjustments (f) ...ccoovvieiiie 8,392 | 6,784 | -19.2| 5,749 | 3,652 -36.5

of which: in respect of loans ... ....| 6,010 4,979| -17.1| 3,961| 2,553 -35.5
Ordinary profit (g=e-f) ............... ...| 13,441 19,166 | 42.6| 8,447 13,882 64.3
Extraordinary profit (h) .... 919 890 -3.2 757 826 9.1
Gross profit (i-g+h) ........ ....| 14,360 | 20,056 39.7| 9,204 | 14,708 59.8
TaAXES (1) cverreeeerieeie e 4,628 | 6,357 37.4| 2,857 | 4,386 53.5
Profit from categories of assets undergoing

disposal (after tax ) (M).....ccccevveveiriienneennn. 163 127| -22.2 122 39 -68.0
Profit of minority interests (n) .............. 974 894 -8.2 614 445 -27.5
Profit of parent company (o=i-l+m-n) ............ 8,921 | 12,932 45.0| 5,855| 9,916 69.4
Indicators
Ratio of non-interest income to gross income 48.9 50.4 49.6 51.3
CoSt-INCOME ratIo .....ccevevveeeeieiiieiieeee 63.0 59.6 63.8 59.2
Value adjustments in respect of loans

as a percentage of operating profit ............. 27.5 19.2 27.9 14.6
ROE . o 10.0 12.0 11.0 16.2

Source: Ad hoc survey of consolidated profits for 2005 of Italian banking groups.
(1) Six largest groups by total assets.




Gross income rose by 8.7 per cent as a result of the increase of 5.4 per
cent in interest income and 12.2 per cent in other income. Given the small
rise in operating expenses, operating profit grew by 18.9 per cent. Provisions
and value adjustments declined by almost one fifth. In particular, among the
latter, those for loans absorbed 19 per cent of operating profit, compared
with 28 per cent in 2004, and benefited from write-backs connected with
the discounting to present value of the recoverable amount of impaired
loans with the first-time adoption of IAS/IFRS.

Gross profit grew by 39.7 per cent. At 32 per cent the incidence of
taxes was virtually unchanged from 2004.

Capital adequacy. — In December 2005 the banking system’s
consolidated supervisory capital amounted to €174.7 billion, compared
with €148.7 billion at the end of the previous year (Table 65).

Table 65

CAPITAL ADEQUACY OF ITALIAN BANKS AND BANKING GROUPS (1)
(millions of euros)

Banking system

Main banking groups (2)

2004

2005

2004

2005

Allocations to supervisory

capital ..oooooveiieeeieeeee 7,047 7,471 3,093 3,707
Capital increases (3) ............. 2,863 4,031 1,302 339
Supervisory capital 148,650 174,651 78,198 97,752
Solvency ratio (%) ....cccceeennee. 11,6 10,6 114 10,0
Capital excesses ........cc........ 46,929 44,012 23,781 19,763
Capital shortfalls .................... 145 15 - -

(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 for cash net of redemptions.

The data on supervisory capital were heavily affected by the
UniCredito Italiano group’s acquisition of the German group HVB and
the consequences of adopting the new international accounting standards.
Excluding the UniCredito group, supervisory capital rose by about €800
million, equal to 0.6 per cent.

Leaving UniCredito aside, the banking system’s tier-one capital
increased by €2.3 billion. This was attributable both to self-financing
and, to a smaller extent, to capital increases. The effect of the first-time
application of IAS/IFRS was negative, mainly owing to larger write-
downs of impaired loans. Supplementary capital increased by €1.1 billion.
There was a substantial rise in deductions, mainly ascribable to the new
implementing rules on shareholdings in insurance companies adopted

217



218

after transposition of the financial conglomerates directive, which led to
deductions rising by €4.1 billion.

The 8.8 per cent increase in risk-weighted assets led to a decline in
the overall solvency ratio of 1 percentage point to 10.6 per cent, while that
of the six main banking groups fell by 1.4 points to 10 per cent. Capital in
excess of the minimum requirements amounted to €44 billion, €2.9 billion
less than in 2004 (Table 65). The banking system’s solvency ratio for tier-
one capital alone fell from 8.6 to 7.9 per cent.

At the end of 2005 free capital was estimated to be €56.9 billion,
compared with €40 billion in the previous year. The increase can be ascribed
to the decline in net bad debts as a result of securitizations and the increase
in the amount of capital associated with the UniCredito-HVB transaction.
The rise in real estate assets was due in part to value adjustments made with
the first-time adoption of the new accounting standards.

A comparison with European banks. — The findings of the annual
Report on EU banking sector stability prepared by the Banking Supervision
Committee of the European System of Central Banks indicate that in 2004,
the last year for which comparable consolidated data are available, non-
performing loans averaged 3.1 per cent of total lending in the euro-area
countries. In Italy the ratio was 6.6 per cent, almost halved since the second
half of the 1990s; in 2005 it declined further to 5.3 per cent.

As to profitability, the Italian banking system’s cost/income ratio and
return on equity amounted respectively to 57.9 and 10.6 per cent in 2004,
compared with averages of 63.7 and 10.5 per cent for euro-area banks.
The contribution of non-interest income to gross income was below the
average; in 2004 it was equal to 38.8 per cent, compared with an average of
47.2 per cent for the area as a whole.

The capital adequacy of Italian banks and banking groups was slightly
above the area average. At the end of 2004 the overall solvency ratio was
11.6 per cent and the solvency ratio for tier-one capital was 8.6 per cent,
against euro-area averages of 11.5 and 8.4 per cent.

Results of the fifth Quantitative Impact Study of the new Capital
Accord. — Towards the end of 2005 the Basel Committee on Banking
Supervision conducted its fifth Quantitative Impact Study of the new
Capital Accord on the balance sheets of banks in the leading countries. In
all, some 380 banks took part in the exercise, over 200 of which from G10
countries.



The results for the 10 Italian banking groups that took part in the study
were similar to the average data for the leading countries and in line with
objectives. The minimum capital requirements under the new rules are
much the same as those imposed by current regulations for banks opting
for the new standard method and less strict for those adopting the advanced
techniques.

Financial Sector Assessment Programme and stress tests.—Simulations
were carried out by the Bank of Italy (for the entire banking system) and
by the nine largest banking groups, accounting for 62 per cent of total
assets, as part of the FSAP for Italy. Stress tests were conducted for the
main risks (credit, liquidity and interest rate risk, the risk of a fall in equity
prices, and exchange rate and country risk), together with simulations of
sudden, major changes in the macroeconomic scenario (rise in the price of
oil, drop in world equity prices, depreciation of the dollar against the euro)
that do not take account of potential feedback effects and give only limited
consideration to possible interrelationships between the macroeconomic
variables.

The results of the tests, based on data for June 2005, indicated that
on average the banking system’s profits were sufficient to cover the losses
caused by very severe tensions. In a few cases there might be a reduction
in capital in excess of the minimum requirements, although coverage of the
latter would nonetheless be assured.

Asset management companies

Profitability. — Asset management companies made net profits of €699
million in 2005, compared with €427 million in the previous year (Table
66), and return on equity rose from 25.5 to 39.3 per cent. The improvement
came from the 10.3 per cent increase in commissions receivable for the
management of own products and a smaller rise in fees payable (6.3 per
cent).

Staff costs went up by 12.8 per cent in 2005. There was a similar
increase in other operating expenses owing to higher IT costs (15.1 per
cent) and larger outlays for other administrative services (9.8 per cent). The
cost of outsourcing rose by 20 per cent compared with 2004.

The final outturn for 2005 reflected the reduction in extraordinary
expenses, which had been particularly high in 2004 owing to the settlement
reached by one of the leading asset management companies in connection
with the Parmalat crisis.
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Table 66
PROFIT AND LOSS ACCOUNT OF ASSET MANAGEMENT COMPANIES

(millions of euros and percentages)

2004 2005
Percentage
Amount Perc((—.;r;tage Amount Perczr;tage change
Revenue from management of own products ......... 5723| 337.8| 6,310 3122 10.3
of which: from open-end funds..............cccccceeue. 4,764| 281.2| 5,014 248.1 5.2
Revenue from management of others’ products ..... 263 15.5 273 13.5 3.8
of which: from open-end funds ... 94 5.5 133 6.6 41.5
Fees payable ... 4292 | 253.4| 4,562| 225.7 6.3
of which: maintenance fees .............ccccoceuvenencnn. 3,113 183.8| 3,404 168.4 9.3
Gross operating profit .........cccceveeererienenieeneseeee 1,694 100.0| 2,021 100.0 19.3
Administrative eXpenses (—) ......ccoceereeriieenienieeennn. 965 57.0| 1,087 53.8 12.6
of which: staff COStS () ...oovvviiiiiiiiiiieiieieeee 405 23.9 457 22.6 12.8
Value adjustments to tangible and intangible fixed
B LT S G IS 100 5.9 70 3.5 -30.0
Other operating expenses (=) ......cccceveercverneencneens 17 1.0 30 15 76.5
Total operating CoStS (=) «.vevvererreriirienieriese e 1,082 63.9| 1,187 58.7 9.7
Other operating iNCOME .......cccceeviiiriiiiiiiieeeee 91 5.4 123 6.1 35.2
Net operating profit .........oceeviiiiiiiiieee 703 41.5 957 47.4 36.1
Result on financial operations ............cccoceveviieinennne 129 7.6 171 8.5 32.6
Result on ordinary activities ..........cccocceeiiiniiiiienns 832 49.1 1,128 55.8 35.6
Extraordinary income/expense.........c.cccoovrevenereennens -131 -7.7 -7 -0.3 -94.7
Net change in provision for general financial risks .. 12 0.7 2 0.1 -83.3
TAXES (7) coveeeeieiiei e 286 16.9 424 21.0 48.3
Net profit (loss) for the year..........ccccceevieiiiiienenne 427 25.2 699 34.6 63.7
(1) Amount as a percentage of gross operating profit.

The net profits of asset management companies belonging to Italian
banking groups grew by just 9.1 per cent as a consequence of their
specialization in less profitable traditional sectors. Overall, banks’ asset
management companies contributed net revenues to their groups amounting
to more than €4.2 billion.

Supervisory capital and minimum requirements. — At the end of
2005 the supervisory capital of asset management companies amounted to
€1,390 million, compared with €1,337 million in 2004. Tier-one elements
amounted to €1,504 million, while supplementary capital and deductions
amounted respectively to €9 million and €123 million.

Minimum capital requirements stood at around €344 million (€511
million in 2004), almost entirely in respect of “other risks”, equal to 25 per



cent of fixed operating costs. The decline was due to the implementation
of the new rules, which cut the capital requirement based on the net asset
value of open-end funds under management from 0.5 to 0.02 per cent of
the total, bringing them into line with EC regulations. At the end of 2005
only two companies did not comply with the requirements, for a total of
less than €1 million.

Investment firms

Profitability. — Italian investment firms made profits of €205 million

in 2005, more than twice the figure for the previous year (Table 67).

The improvement came mainly from an increase of 22.2 per cent in total

revenues from investment services, over half of which from dealing for

customer account and placement, which increased in volume by 28.6 and
44.2 per cent respectively.

Table 67

PROFIT AND LOSS ACCOUNT OF INVESTMENT FIRMS (1)
(millions of euros and percentages)

2004 2005

Percentage
Amount Percgr;tage Amount Percgr;tage change

Revenue from dealing for own account (2) ........ 62 10.7 58 8.2 -6.5
of which: interest and dividends ..................... 85 14.7 167 23.7 96.5

Revenue from execution of orders on behalf

of cusStomers (3) ....cccceverieriniicreeeeee 266 46.1 332 471 24.8
Revenue from individual portfolio management.. 113 19.6 124 17.6 9.7
Revenue from door-to-door selling ..................... 90 15.6 120 17.0 33.3
Revenue from other business (4) .......ccccccceevenee. 33 5.7 57 8.1 72.7
Revenue from securities management (5) ......... 13 2.3 14 2.0 7.7
Total revenue .........ccocceiciiiiiiiiecec e 577 100.0 705 100.0 22.2
Operating CoStS (=) weeouveerrrriiieiiieieesieesee e 463 80.2 465 66.0 0.4
Net operating profit .........ccceiiiiiiiiiiiiiee 114 19.8 240 34.0 110.5
Other income/expense (8) .........ccceerveereerieeenee. 31 5.4 32 4.5 3.2
Gross profit (loss) for the year .........cccccovvvenne 145 25.1 272 38.6 87.6
TAXES (—) woueeeeeeaieeeiee ettt e 50 8.7 67 9.5 34.0
Net profit (loss) for the year ..........cccceeciiiieniene 95 16.5 205 29.1 115.8

(1) Based on prudential returns. — (2) Includes net interest. — (3) Securities and foreign exchange trading, placement and collection
of orders. — (4) Revenues from additional services (consulting, safekeeping and administration of securities, etc.). — (5) Result of
securities management by investment firms not authorized to deal for own account. — (6) Includes allocations to provisions and
extraordinary items. — (7) Amount as a percentage of total revenue.

The increase from around €10 billion to €16 billion in door-to-door
sales of products boosted the related revenues by 33.3 per cent, while
management of individual portfolios contributed an increase of only 9.7
per cent. The reduction of 20.3 per cent in the volume of trading for own
account caused revenues to fall by 6.5 per cent. Operating expenses were
basically unchanged from the previous year.
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Capital and risks. — At the end of 2005 the supervisory capital of
investment firms amounted to €689 million, compared with €706 million
a year earlier. The decline was due to the closure of firms during the year:
taking a constant sample, supervisory capital increased by around 3 per
cent. The total capital requirements of investment firms amounted to about
€161 million, compared with €183 million in 2004.

Financial companies

Credit risk. — There was a decrease in the mostly severely impaired
loans: the ratio of new positions classified as bad debts to total outstanding
loans declined from 2.5 to 1.5 per cent. There was a small increase in total
new positions overdue by more than 120 days, from 6.1 to 6.2 per cent of
loans outstanding at the beginning of the year.

The concentration of loan portfolios diminished further. The measures
taken by the supervisory authorities helped to achieve a substantial reduction
in the number of intermediaries with individual positions in excess of the
current limit of 60 per cent of capital.

Profitability. — 2005 saw an improvement in the performance of
financial companies. Net profits rose by 9.6 per cent to €1.1 billion.

Net interest income increased by 12 per cent to €3.7 billion, thanks
to the rise in interest income as a result of the growth in the volume of
business. A further contribution came from services, commissions on
which boosted gross income by 11.5 per cent. Operating costs rose by 10.6
per cent; consumer credit companies recorded particularly large increases
in their administrative expenses and distribution costs and also took on
significant numbers of new staff (6.8 per cent).

Capital adequacy. — The supervisory capital of financial companies
amounted to €10.8 billion at the end of the 2005, an increase of 7.7 per
cent that was mainly due to self-financing. The ratio of leasing, factoring
and consumer credit companies’ supervisory capital to their risk-weighted
assets was 7.9 per cent at the end of the year, close to the 7.7 per cent
recorded in 2004. For leasing and consumer credit companies the ratios
were respectively 6.3 and 5.1 per cent, mainly owing to large positions
in junior notes from the securitization of their own claims. For factoring
companies the ratio was 11 per cent.



SUPERVISORY ACTIVITY

Developments in supervisory action

Supervision of intermediaries with establishments abroad. — The
growing internationalization of the Italian banking system requires greater
coordination with supervisory authorities abroad, making it necessary
to extend the sphere of cooperation, make the exchange of information
systematic and increase the convergence of supervisory practices. For
banking groups with substantial establishments abroad for which it is
responsible for consolidated supervision, the Bank of Italy is consulting
with the authorities of the main host countries to specify the functions
and tasks of each authority, decide the procedures for the transmission
of information and coordinate and plan the carrying out of controls. The
main issues addressed concern the sharing of information necessary for the
performance of the authorities’ respective functions, including the exchange
of evaluations of the situation of the group’s various components and the
performance of joint inspections at foreign subsidiaries; discussion of
analytical methods; and cooperation in the validation of internal models.

Cooperation with other financial supervisory authorities. — The Bank
of Italy began cooperation with Isvap, the supervisory authority for the
insurance industry, for the performance of supplementary supervision on
financial conglomerates. In November 2005 the two authorities concluded
an agreement on the procedures for identifying financial conglomerates
and the methods of calculating capital adequacy and stated their intention
to reach additional agreements with the other institutions responsible for
supplementary supervision. In March 2006 the agreement was signed
jointly by the Bank of Italy, Isvap and Consob; Consob thereby formalized
its adherence, which it had already agreed to in November 2005.

In the field of securities intermediation, the Bank of Italy and Consob,
implementing Articles4 and 5 of Legislative Decree 58/1998 (the Consolidated
Law on Finance), had signed a protocol in July 1999 governing the procedures
for the exchange of information and the granting of opinions required by
the authorization procedures within the scope of their respective authority,
with a view to rationalizing and coordinating the examination of applications
for authorization and minimizing the costs incurred by intermediaries. In
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December 2005 the two authorities began a revision of the protocol, which
had been made public in the meantime, in order to adapt it to the Bank of Italy
regulation of April 2005 concerning collective investment undertakings and
asset management companies and to the Consob regulations implementing
the European directive on investment funds.

Application of the new rules on capital adequacy. — The new directive
on the capital adequacy of banks and investment firms (2006/49/EC),
which incorporates the rules drafted by the Basel Committee, accompanies
minimum capital requirements (first pillar) with controls by banks and the
supervisory authority on the capital adequacy and overall functioning of
the intermediary’s procedures (second pillar) and strengthened disclosure
requirements designed to favour discipline by the market (third pillar).

With regard to the first pillar, checks were run at eight banking groups,
accounting for 50 per cent of the total assets of units operating in Italy, on
the state of progress of the projects to bring internal rating systems into line
with the standards established by the directive. The review was designed to
obtain a picture of the management of the projects, the characteristics of the
internal rating systems being created, and the time frame for implementing
the planned measures.

The assessment, which involved corporate portfolios, found disparate
situations. While project governance by top management was generally
adequate and the statistical methods used were in most cases sufficiently
reliable, weaknesses were discovered with regard to the quality of data,
IT input procedures, the estimation of parameters for measuring losses in
the event of default and the exposure at the time of default. Improvements
were also found to be needed in the actual use of rating systems in the main
phases of the lending process. The supervisory checks will be extended to
other portfolios.

Following adaptation of the criteria for measuring doubtful debts to
the new rules, reporting of past due and overdrawn positions began in June
2005.

In December 2005 the banks operating in Italy reported past due and
overdrawn positions for a total of €15.8 billion, of which €5.8 billion
between 90 and 180 days overdue and €10 billion more than 180 days
overdue. The total amount was equal to 1.28 per cent of loans to non-
bank customers (0.81 per cent the amount overdue by more than 180
days) and to 19 per cent of impaired loans, which also included bad debts
and substandard and restructured loans. Past due and overdrawn positions
exceeded 5 per cent of loans to non-bank customers at 39 banks, of which
29 were mutual banks.



The new prudential rules give all intermediaries greater scope to
use credit-risk mitigation techniques in order to reduce the minimum
capital requirements. The Bank of Italy invited all intermediaries to verify
constantly the compliance of their organizational and management systems
with the requirements for the eligibility of collateral and for the control
of the other risks that its use may give rise to (legal, operational, liquidity
and market risks). The Bank emphasized again that adaptation to the rules
constitutes an opportunity to make collateral management more efficient
and improve the prospects of credit recovery.

In the first quarter of 2005 a survey of the banking system was
conducted to ascertain the method (basic, standardized or advanced) that
banks intend to use to calculate the capital requirement against operational
risks and determine the stage of development of the management of those
risks in accordance with the type of method chosen. The survey covered 10
banks and 21 banking groups that participate in the collection of structured
data on operational losses organized by the DIPO consortium promoted
by the Italian Banking Association (ABI). One third of the intermediaries
interviewed planned to use advanced methods.

The survey found more widespread awareness concerning the
management of operational risks. Data sharing has assisted a structured
process of data collection and verification, with the use of homogeneous
criteria foridentifying and classifying losses. It was found that intermediaries
intending to use more sophisticated methods of calculation needed to
increase the resources allocated to the project.

Supervision of banks and banking groups

Methods of analysis and inquiry. — For larger banking groups and
those with a complex structure, an analytical procedure was designed that
will produce a summary evaluation similar to that for individual banks. In
addition, a method was devised that integrates numerous data sources and
thereby makes it possible to classify the group’s entire loan portfolio by
homogeneous types of risk, starting from the individual reports sent to the
Central Credit Register by the group’s banking and financial components.
Analysis can promptly pick up signs of deterioration in loan quality and
detect discrepant valuations within the group.

In the field of securities intermediation, it is increasingly advisable
to differentiate surveys in relation to the supervised entity’s type and
operational complexity. During 2005 an analytical method targeted to
banks and groups with significant securities intermediation operations was
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developed. It uses information additional to that offered by the current
reporting format and, through stress-testing, checks whether capital is
adequate to face particularly unfavourable market situations. The method
is also used for periodic checks on the three banks whose internal models
were validated for purposes of calculating the capital requirement against
market risks.

With regard to business continuity, a new survey was made of the
progress of the projects begun by intermediaries in order to adapt their
emergency plans to the regulatory requirements. Disaster recovery plans
for information systems had reached an advanced stage, whereas delays
were found in the implementation of the projects designed to ensure the
continuity of other critical processes. In addition, a draft regulation was
prepared that would establish more stringent technical and organizational
requirements for the largest operators in the field of payment services and
access to the financial markets. A consultation on the draft regulation is
being held with the main banking groups.

Evaluations of banks’ situations. — The supervisory analyses performed
during 2005, based on data for the 2004 financial year and available
information for the first half of 2005, showed a reduction in banks with
an anomalous overall situation. Favourable evaluations were made of 294
banks. The number of banks awarded partially favourable evaluations rose
to 335. Unfavourable evaluations were assigned to 82 banks accounting for
9.2 per cent of the banking system’s total assets; 28 of these belonged to
banking groups.

The number of banks showing technical and operational anomalies has
fallen significantly in the last ten years. In 1995 unfavourable evaluations
were assigned to 158 banks accounting for 21 per cent of the system’s total
assets; 22 of them displayed acute problems.

The Bank of Italy continued the action it began in 2001 to promote
the strengthening of the banking system’s capital base by recommending
capital ratios above the minimum for the first 13 banking groups: 6 per cent
of risk-weighted assets for tier 1 capital and 10 per cent for total capital.
At the end of last year 11 groups satisfied the target ratio for tier 1 capital,
compared with 4 in December 2000, and 4 that for total capital, compared
with none in December 2000. For the 13 groups as a whole, the average
core capital ratio was 6.9 per cent and the average total capital ratio 9.8 per
cent.

Supervisory interventions. — In 2005 supervisory interventions were
carried out at 372 banks through action letters or meetings called with



banks’ corporate officers. A total of 477 such meetings were held, half of
them at the Head Office and half at the Bank’s branches. Ample recourse
was made to meetings for the further investigation of specific matters
concerning, above all, banks’ organizational structure and lending.

Reflecting the results of analysis of prudential reports, interventions
in the form of action letters focused on the problems of risk limitation and
on the improvement of risk measurement and management procedures. A
significant proportion of the points raised regarded organizational issues,
in particular the necessity of formulating strategic guidelines and preparing
reorganization plans. During the year large-scale interventions were carried
out at 23 banks (compared with 53 in the two years 2003-04), where on-site
controls had revealed a significant deterioration in the company’s situation.

At the end of last year 88 banks were required to satisfy a solvency
ratio higher than the minimum. During the year the ordinary ratio was
reinstated for two banks, while for seven other institutions the Bank of
Italy reduced the specific ratio in the light of the progress made following
reorganization.

The comprehensive revision of banks’ bylaws in connection with
the reform of company law gave rise to significant supervisory activity.
Amendments to the bylaws of more than 500 banks were examined, most
of them having to do with the required revision of the bylaws of banks
formed as cooperatives to conform with the new provisions of civil law
applicable to such intermediaries pursuant to Legislative Decree 310/2004.
Banks showed little interest in using the newly introduced governance
models or issuing special classes of shares.

The Bank of Italy examined 244 geographical expansion plans for the
opening of a total of 880 branches; it denied authorization in 15 cases,
on the grounds that the plan was incompatible with the applicant bank’s
situation. Virtually all the additions to branch networks were made in the
domestic market; for expansion abroad banks availed themselves of the
freedom to provide services without a permanent establishment, in non-EU
as well as EU countries, or acquired local banks.

Controls on access. — Ten authorizations to engage in banking were
issued in 2005. Most of the authorizations were for banks with traditional
operations and a simplified organizational structure characterized by
outsourcing of functions and business segments. Two were for specialized
intermediaries. There were frequent cases of shareholding or marketing
agreements with larger intermediaries, providing the newly formed banks
with the necessary support during the start-up of business. Two applications
were rejected during the year.
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Mergers, acquisitions and spin-offs. — The Bank of Italy authorized
43 mergers, acquisitions and spin-offs during the year. Eighteen of the
authorizations were for mergers and acquisitions of control of banks for
the purpose of growth in size or penetration of new markets. Most of the
remaining proposed operations were intra-group transactions set in the
framework of plans for the rationalization of the business and simplification
of corporate structures.

The complex affair that ended with the acquisition of control of Banca
Antoniana Popolare Veneta (Banca Antonveneta) by the Dutch group ABN
AMRO unfolded during the year. The Dutch group was long challenged for
control of Banca Antonveneta by Banca Popolare di Lodi, which at the end of
June was renamed Banca Popolare Italiana — Banca Popolare di Lodi (BPI).

The change of ownership originated with the termination of the
shareholders’ agreement in December 2004, with effect from 15 April 2005.
The agreement covered 30.8 per cent of the capital of Banca Antonveneta,
with ABN AMRO the largest single participant (12.7 per cent).

On 14 February 2005 the Bank of Italy authorized BPI to acquire up to
14.9 per cent of the capital of Banca Antonveneta.

On 30 March the ABN AMRO group asked the Bank of Italy for
authorization to acquire control of Banca Antonveneta by means of a tender offer
for all its shares and, simultaneously, for permission to exceed the shareholding
thresholds of 15 and 20 per cent independently of the tender offer.

In early April BPI asked for authorization to increase its equity
interest in Banca Antonveneta up to 29.9 per cent. On 7 April the Bank
of Italy granted this authorization, on the basis of a capital strengthening
plan submitted by BPI and with the proviso, already stated in the previous
authorization measure, that the shares would be acquired in a gradual
manner to ensure constant compliance with the capital requirements.

On 22 April BPI filed prior notification of a plan for the acquisition
of control of Banca Antonveneta by means of an exchange tender offer. A
preliminary evaluation dated 28 April found that the plan was very ambitious
and not easy to execute but had business merits. In the final analysis, on the
basis of the information available it was considered compatible with sound
and prudent management. However, some important aspects remained to
be clarified.

Since an exchange tender offer launched by a bank for control of
another bank does not involve outlays of money, it generally does not have
significant effects on the capital adequacy of the banks in question or on the
financial sustainability of the transaction.



The authorizations to cross the 15 and 20 per cent thresholds were
issued to ABN AMRO on 19 and 27 April and to acquire control on 6
May. The Dutch group’s appeal to the Lazio Administrative Court against
the authorizations granted by the Bank of Italy to BPI was rejected both in
the ruling on the applicant’s request for suspension of the authorizations
(28 April) and in the decision on the merits of the case (13-19 July).

On 5 May BPI, after reaching 29.5 per cent of Banca Antonveneta’s
capital and obtaining the election of the candidates it had put forward for
Banca Antonveneta’s governing bodies by the shareholders’ meeting of 30
April, applied for authorization to acquire control of the bank through an
exchange tender offer.

On 10 May Consob found that an undeclared shareholders’ agreement
existed for the concerted acquisition of Banca Antonveneta shares and the
exercise, individually or jointly, of a dominant influence over the bank.
This made it mandatory for the parties to the shareholders’ agreement to
launch a cash tender offer.

Consob identified the following natural and legal persons as acting in
concert: Banca Popolare di Lodi, Emilio Gnutti, Fingruppo Holding S.p.A.,
G.P. Finanziaria S.p.A., Tiberio Lonati, Fausto Lonati, Ettore Lonati and
Danilo Coppola (through Finpaco Project S.p.A. and Tikal Plaza S.A.).
Together they held 38.6 per cent of Banca Antonveneta’s capital.

According to Consob’s reconstruction of the events, the parties to the
agreement made most of their acquisitions between December 2004 and
February 2005 by buying shares from persons who had benefited from
loans granted by Banca Popolare di Lodi with anomalous procedures. As
a consequence, the voting rights attaching to the shares acquired by the
persons acting in concert were suspended in May and June, the Bank of
Italy opened sanction procedures against the parties to the undisclosed
agreement and against BPI, and the Court of Padua annulled the resolution
appointing Banca Antonveneta’s governing bodies. In addition, the criminal
justice authorities launched investigations.

On 17 May BPI, following the conclusion of a shareholders’ agreement,
requested the Bank of Italy for authorization to acquire control of Banca
Antonveneta through a new operation, which included a cash tender offer
for all of the bank’s shares, as prescribed by law.

On 8 June the Bank of Italy suspended the time limits for the issue of
authorization in order to acquire additional information on the ability of
BPI’s capital base to sustain the operation. On the 20th of the same month
an inspection of BPI was initiated.

During May and June, upon examining the documentation transmitted
by BPI the Bank of Italy found serious inconsistencies in the information
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provided by BPI concerning its capital. In particular, discrepancies were
found between the notifications to the Bank of Italy and what was done
in executing the different purchases and transactions to strengthen own
funds, with the consequent emergence of a temporary, significant shortfall
of BPI's capital ratio between the last ten days of April and the end of June.
Accordingly, a sanction procedure was initiated in early July against the
members of the bank’s board of directors and board of auditors.

Against this background, on 8 July the competent supervisory
departments of the Bank of Italy concluded their examination of BPI's
application for authorization to acquire control of Banca Antonveneta with a
negative opinion. The irregularities that Consob had ascertained to have been
committed by BPI and its corporate officers were considered to vitiate BPI's
ability to ensure the sound and prudent management of Banca Antonveneta in
the capacity of controlling shareholder. In addition to possible adjustments as
a result of the inspections being conducted, emphasis was laid on the serious
uncertainty regarding the outlook for BPI’s capital, notably with reference to
the effects that would have emerged at the end of 2005 with the application
of the new international accounting standards (IAS/IFRS) to the put options
that BPI had issued to third parties on shares of group companies and to
BPI's commitment to purchase the Banca Antonveneta shares held by the
other members of the shareholders’ agreement.

On 11 July, taking into account the documentation submitted by BPI,
the report on the authorization application and the opinions of outside
consultants who considered that the irregularities found at BPI were not
an impediment to the issue of authorization, the Bank of Italy authorized
BPI to acquire control of Banca Antonveneta through a cash and exchange
tender offer. The authorization required BPI to take some steps in order to
avert uncertainty regarding its prospective capital adequacy.

Nevertheless, further irregularities for which BPI was held accountable
emerged after the authorization was issued.

On 22 July Consob ascertained the existence of another undeclared
agreement between BPI and Magiste International S.A. and found that BPI
had made repeated purchases of Banca Antonveneta shares through two
foreign funds before 30 April 2005.

In connection with the penal proceedings under way, on 25 July the
judicial authorities ordered the sequestration of the Banca Antonveneta
shares belonging to the parties to the shareholders’ agreement and on
1 August issued injunctions against the corporate officers of the bank who
were involved in the case. On 27 July Consob ordered the precautionary
suspension of the cash tender offer and the cash and exchange tender offer
made by BPI. Subsequently, on 12 October, Consob declared them null
and void.



At the end of July the supervisory inspection found credit derivative
agreements, neither approved by the competent bodies nor reported to
the Bank of Italy, entered into with the London branch of Deutsche Bank
whose amounts, maturities and contract dates basically coincided with the
disposals of minority shareholdings in group companies carried out by BPI
during the months of May and June in order to have adequate capital to cover
its investment in Banca Antonveneta. Subsequent reports by the inspectors
clarified that the complex transaction actually annulled the contribution
of the sales of the minority shareholders to the bank’s capital base. In
addition, repeated omissions in accounting records, supervisory reports
and notifications to the Bank of Italy were found, as well as operational
opacity and unreliability of the organizational structure, inadequacies of
the internal control systems and significant shortcomings of the governing
bodies.

Accordingly, the Bank of Italy suspended its authorization on 30 July
and revoked it on 15 October.

The Governor of the Bank of Italy reported on the matter to the
Interministerial Committee for Credit and Savings in two meetings held on
19 July and 26 August.

In early October ABN AMRO, whose previous tender offer had ended
on 22 July with minimum acceptances, announced that it had concluded
an accord with BPI and other parties to the shareholders’ agreement
for the purchase of shares that would bring its overall equity interest
in Banca Antonveneta to above 50 per cent and filed a new application
for the acquisition of control. Authorized on 18 October by the Bank
of Italy, the Dutch bank acquired the shares held by BPI at the end of
October; subsequently, the holdings of the other parties to the agreement
were purchased and the further, mandatory tender offer was successfully
completed. ABN AMRO currently holds approximately 99 per cent of the
capital of Banca Antonveneta.

Following the resignation of BPI’s managing director on 16 September
2005, new top executives were appointed and a major operational,
organizational and accounting restructuring was begun. On 28 January
2006 the shareholders’ meeting changed virtually all the members of the
governing bodies and approved new financial statements for year ended 31
December 2004.

In support of the business plan for relaunching the bank approved
by the new governing bodies, BPI recently decided a capital increase
of approximately €720 million, over and above the increase of €1.5
billion carried out in July 2005 to finance the tender offer for Banca
Antonveneta.
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The other important transfer of control concerned Banca Nazionale
del Lavoro (BNL). At the beginning of 2005 the ownership of BNL was
marked by the existence of two opposing shareholders’ agreements: the
parties to the first included Banco Bilbao Vizcaya Argentaria (BBVA),
Assicurazioni Generali and Dorint Holding S.p.A.; those to the second
included Caltagirone, Statuto, Coppola, the Lonati brothers, Bonsignore,
Grazioli and Ricucci. Both agreements covered holdings amounting to
approximately 28 per cent of the bank’s capital. The parties to a third
shareholders’ agreement were Monte dei Paschi di Siena (4.5 per cent) and
Banca Popolare Vicentina (3.5 per cent).

On 29 March BBV A applied to the Bank of Italy for clearance to acquire
control of BNL by means of an exchange tender offer; authorization was
granted on 13 May for the acquisition of a holding of more than 50 per cent
of the bank’s capital. In response to a request for clarifications from the
European Commission, the Bank of Italy specified that the authorization
was to be understood as extending to dominant influence as defined in
Article 23 of the Consolidated Law on Banking. On 14 July BBVA, which
had submitted a request to this effect, was authorized to acquire up to 30
per cent of BNL’s capital.

On 18 July the UNIPOL insurance group — which had already been
authorized by the Bank of Italy to acquire up to 15 per cent of BNL’s
capital — entered into shareholders’ agreements with other shareholders
that, taken together, covered approximately 41 per cent of the bank’s
capital and thus triggered the obligation to make a cash tender offer for all
the remaining shares.

On 29 July BBVA - whose exchange tender offer had closed
unsuccessfully on 22 July — lodged an appeal with the Lazio Regional
Administrative Court requesting the annulment of the authorizations
granted by the Bank of Italy to UNIPOL to acquire up to respectively 10
and 15 per cent of BNL’s capital.

On 4 August UNIPOL applied to the Bank of Italy for clearance
to acquire control of BNL by means of a mandatory cash tender offer.
Subsequently some essential parts of the application were corrected.

If successful, such a tender offer would have created a financial
conglomerate in which the banking component would have been prevalent,
so that the Bank of Italy would have been the supervisory authority
responsible for coordinating supplementary supervision. In that capacity
the Bank’s duties would have included evaluating the conglomerate’s
compliance with the capital requirements laid down by Legislative Decree
142/2005, which called expressly for the continuous monitoring of such
compliance.



As part of the assessments required under Article 19 of the Consolidated
Law on Banking, the Bank of Italy accordingly checked UNIPOL’s
ability to guarantee compliance with the capital requirements introduced
in the above-mentioned legislation to safeguard the stability of financial
conglomerates.

The investigations carried out by the Bank of Italy required complex
technical and legal analyses, since this was the first application of the new
rules on supplementary supervision. Account also had to be taken of the
imminent entry into force of the new international accounting standards
(IAS/IFRS).

Close cooperation with Isvap, the supervisory authority for the
insurance industry, led to the definition of procedures for the exercise of
supplementary supervision on financial conglomerates; on 16 November a
coordination agreement was signed regarding the measurement of capital
and its adequacy.

In connection with the application of the new rules on supplementary
supervision and annual accounts, the insurance company took several
steps to raise additional capital. In particular, the final estimates of the
conglomerate’s capital adequacy were submitted to the Bank of Italy on
2 December.

In addition to legal matters, the cooperation with the supervisory
authority for the insurance industry also concerned the requested
authorization, in the form of arequest by the Bank of Italy for Isvap’s opinion
on the aspects of the capital and financial soundness of the UNIPOL group
falling within the scope of its authority. There was also an intense exchange
of information with Consob, since UNIPOL was to acquire control of BNL
by means of a mandatory cash tender offer.

The available documentation and data on the insurance and banking
groups were examined by the Bank of Italy and Isvap to determine the
capital adequacy of the proposed conglomerate. On 30 December Isvap
sent its final opinion to the Bank of Italy.

The checks that the Bank of Italy made using IAS/IFRS revealed a
significant shortfall in capital resources in the case of the maximum possible
disbursement consequent on the tender offer, even after considering the
UNIPOL group’s proposed capital strengthening measures. In evaluating
the capital items of the insurance component, the Bank of Italy took account
of Isvap’s observations.

Following the prescribed preliminary notification of the grounds for
refusing the application on 10 January and the examination of the insurance
company’s submissions, on 3 February the Bank of Italy informed the
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UNIPOL group that the conditions did not exist for granting the requested
authorization.

On the same date BNP Paribas notified the Bank of Italy that it had
concluded an agreement with UNIPOL and other BNL shareholders to buy
approximately 48 per cent of the bank’s capital; on 20 February it applied
for clearance to acquire control.

On 20 March 2006, upon completion of its examination of the
application, the Bank of Italy authorized BNP to acquire control of BNL.
After it had acquired an interest of more than 50 per cent, on 21 April BNP
made its mandatory cash tender offer for the remaining BNL shares. The
tender offer closed on 16 May, with the French group owning 97 per cent
of BNL’s capital.

Supervision of asset management companies and investment firms

Methods of analysis. — The Bank of Italy has developed a method
for analyzing the systems used by intermediaries to measure and control
financial and operational risks.

A start has also been made on a project to devise instruments with
which to analyze the organizational arrangements of asset management
companies specialized in hedge funds. A series of meetings were held with
management companies to examine their manner of selecting investments,
relations with consultants and methods of measuring financial risks; in
view of the prevalence on the Italian market of funds of hedge funds, the
checks focused mainly on the process of selecting the funds in which to
mvest.

Last year saw the asset management companies belonging to the
leading Italian banking groups submit plans for entrusting — pursuant to
Article 38, paragraph 1, subparagraph a-bis) of the Consolidated Law
on Finance — their depositary bank (which normally belongs to the same
group) with the task of calculating the value of fund units.

Analysis of intermediaries’ situations. — The supervisory evaluations
of intermediaries for 2004 and the first half of 2005 show an improvement
in the average overall scores. For investment firms, in particular, the
improvement reflects the upturn in profitability and the deletion from the
register of firms with major technical and organizational weaknesses.

The number of intermediaries found to have anomalous situations fell
from 37 to 30 (23 investment firms and 7 asset management companies);



in 24 cases the unfavourable assessment confirmed that of the previous
year. The 23 investment firms whose situations were anomalous accounted
for 16.7 per cent of the sector’s gross revenues, down from 18.5 per cent
in 2004. The share of total assets under management accounted for by
asset management companies whose situations were anomalous was again
marginal (0.13 per cent). Among the intermediaries with intermediate
scores, the Bank of Italy identified 20 as needing action to prevent the
situation from deteriorating; in 2004 it had identified 18 such cases.

Supervisory interventions. — In 2005 the Bank of Italy sent 199 action
letters to intermediaries and held 129 meetings with corporate officers; these
measures involved a total of 190 intermediaries (115 asset management
companies and 75 investment firms). Thanks in part to the increasing
participation of the Bank’s branches, between 2001 and 2005 the number
of interventions rose from 130 to 328, while the number of intermediaries
subject to supervision remained basically unchanged.

A total of 42 requests for change of ownership were examined, 20
for asset management companies and 22 for investment firms. The most
important of these transactions concerned the top-ranking fund manager
in the Italian market (Nextra Investment Management SGR, subsequently
renamed CAAM SGR), control of which was transferred from Banca Intesa
to the French Crédit Agricole banking group.

Access to the market. — In 2005 the Bank of Italy issued 443 clearances
for intermediaries and products, up from 377 in 2004. A total of 115
meetings were held to examine the technical and legal aspects of the more
complex initiatives.

The Bank examined 24 applications for inclusion in the register of
asset management companies; most of these initiatives were in the more
innovative sectors. In view of the high level of outsourcing of management
companies’ functions, the checks carried out mainly concerned the
adequacy of the human and technical resources serving to ensure the
effective management of organizational risks.

A total of 126 notifications were received regarding the distribution
in Italy of new funds and sub-funds of harmonized foreign funds pursuant
to Directive 85/611/EEC. In each case the Bank of Italy evaluated the
adequacy of the organizational arrangements intended to ensure investors
resident in Italy would be able to exercise their administrative and property
rights.
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Supervision of financial companies

Analysis of companies’ situations. — In 2005 there were 26 financial
companies whose situations showed anomalies, down from 30in 2004. Their
share of the total assets of the financial companies subject to supervision
nonetheless rose, from 9.8 to 11.6 per cent, owing to the worsening of
the situations of three large companies. The number of companies with
intermediate scores decreased from 26 to 22 and their share of total assets
declined from 19.8 to 17.8 per cent.

Supervisory interventions. — A total of 185 supervisory interventions
were carried out; the majority (127) consisted of meetings with corporate
officers at the Bank of Italy’s Head Office or one of its branches.

Inspections

On-site activity. — In 2005 normal on-site activity was supplemented
by that deriving from the new rules on capital adequacy, which involved
visits to some banking groups to check on the preparations for the adoption
of methods of credit risk measurement based on the use of banks’ own
internal rating systems.

The Bank of Italy initiated 195 inspections in 2005 (compared with 209
in 2004), with those performed by branches numbering 136. Inspections
lasted 49 days on average, up from 47 in 2004.

Inspections of a comprehensive nature or restricted to specific sectors
— excluding those concerned with rating systems — involved 162 banks
accounting for 19.8 per cent of the banking system’s total assets (14 per cent
in 2004). The inspections carried out in the three years 2003-05 involved
a total of 526 banks (518 in the three years 2000-02) accounting for 56.1
per cent of the banking system’s total assets (47.9 per cent in the preceding
three years).

In accordance with procedures that have now been well tested,
inspections at larger and more complex banks were on a sectoral basis,
while those at other banks covered the whole range of their operations.

Inspections at six of the leading banking groups focused on banks
specialized in distribution, product companies or specific areas of risk;
in some cases the investigations covered important components of the
group’s international networks. In response to requests made by Consob
pursuant to Article 10.2 of the Consolidated Law on Finance, in two cases



the investigations also concerned the distribution of OTC derivatives to
non-financial clients.

In addition, 30 reports were sent to Consob on irregularities that
inspections revealed in banks’ performance of investment services or in
the conduct of agents.

The distribution of the results of inspections shows that favourable
and partially favourable assessments were equally divided and together
accounted for 87 per cent of the total. The unfavourable assessments
referred to 21 banks (13 per cent) that accounted for 2.36 per cent of the
banking system’s total assets (0.25 per cent in 2004).

The unfavourable assessments reflected anomalous situations with
regard to banks’ operating results and financial condition caused by
inconsistent growth strategies, shortcomings in the activity of the governing
bodies and weaknesses in internal control systems.

As for mutual banks, 16 of the 126 inspected received unfavourable
assessments (13 per cent, as in 2004). Over the last five years the percentage
of unfavourable assessments has halved.

Ten inspections were carried out pursuant to the Consolidated Law
on Finance, as against 14 in 2004; they involved 6 investment firms and
4 asset management companies. Twelve inspections were carried out at
financial companies entered in the special register referred to in Article
107 of the Consolidated Law on Banking, as against 15 in 2004. Of these
inspections 3 were carried out by branches.

Three inspections were carried out in the depositary bank sector in
relation to the changes in the rules, including that allowing more tasks and
responsibilities to be assigned in connection with the valuation of clients’
investment fund units.

Crisis procedures

Special administration and compulsory administrative liquidation
of banks. — In 2005 four special administration procedures were initiated
involving mutual banks. Three of these (Cassa Raiffeisen di Rifiano
— Caines, BCC Adriatico Teramano and BCC del Nord Barese) had
recorded large deteriorations in their operating results and capital ratios as
a result of serious organizational shortcomings and numerous operational
irregularities, primarily in their lending business. In the case of BCC Sofige
Gela serious administrative irregularities were found as well as serious
violations of rules and regulations.
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Two special administrative procedures initiated in 2004 were concluded
in 2005. At the end of the year there were 4 such procedures under way.

At 31 December 2005 there were 22 compulsory administrative
liquidation procedures under way. Five of these (involving Banca Popolare
di Catanzaro, BCC del Baianese, BCC di Volturara Irpina, BCC del Tirreno
— San Ferdinando and BCC Valle dell’Irno) had basically been completed,
since the final liquidation accounts were filed, with the Bank of Italy’s
approval, early in 2006.

The compulsory administrative liquidation of Sicilcassa continued
with the recovery of claims, as in the past primarily through out-of-court
settlements, which permitted faster results than legal proceedings.

Other proceedings. — The collection company Societa per la gestione
di attivita (SGA) continued to recover the impaired assets it had acquired
from Banco di Napoli and Isveimer. Its annual accounts for 2005 closed
with a profit of €15 million.

Last year saw further progress in the realization of Isveimer’s assets
and the extinction of its liabilities.

Special administration and compulsory administrative liquidation
of investment firms. — Last year saw Bregliano SIM placed under special
administration for serious irregularities, violations of the law on the
provision of investment services and a large loss. The special administration
of Financial Consultants Brokers SIM was concluded during the year
with the resolution of the shareholders’ meeting to put the company into
voluntary liquidation.

At 31 December 2005 there were 11 investment firms in compulsory
administrative liquidation; the statement of assets had been drawn up for all
these procedures and in all but two cases partial allotments or restitutions
of clients” monies had been made. The duration and outcome of procedures
of this kind depend mainly on the settlement of the related legal disputes,
which in some cases prevent allotments and restitutions.

The protection of transparency in banking and financial transactions

Action continued to verify compliance with the legislation on the
transparency of contractual conditions. Bank of Italy branches made
checks at 1,046 branches of 150 banks, compared with 844 branches of 158



banks in 2004. They also examined about 300 banks’ information sheets on
products and services.

Last year also saw checks carried out at 101 branches of Poste Italiane
S.p.A., which is required to comply with the rules on transparency in the
performance of its bancoposta banking activity pursuant to Presidential
Decree 194/2001.

Upon completion of the transparency checks and information sheet
examinations appropriate supervisory interventions were decided,
depending on the seriousness and nature of the infractions. In particular,
administrative sanction procedures were initiated against 7 banks (16 in
2004), while another 118 banks were invited to improve their compliance
with the rules (62 in 2004).

The Bank of Italy continued to make checks on the notices announcing
changes in contractual conditions to the detriment of customers that banks
publish in the Gazzetta Ufficiale. A total of 22 banks were invited to comply
with the law because they had made changes with retroactive effect with
respect to the date of publication of the notice; the number of such banks
in 2004 was 25. Where banks were found to have actually applied the new
conditions retroactively, they were invited to return the amounts in question
to their customers. More generally, the Bank of Italy called on the various
trade organizations to increase the banking system’s awareness of the need
to comply with the relevant legislation.

The transparency checks carried out as part of ordinary on-site
inspections found irregularities at 54 mainly small banks and 3 financial
companies entered in the special register. Sanction procedures were
initiated in 13 cases.

Access to the securities markets

More than 1,600 notifications of issues and offerings of securities were
examined last year, as in 2004. Notifications concerning the placement of
foreign securities rose from 48 to 58 per cent of the total.

A total of 125 transactions were blocked (110 in 2004). Most of these
cases involved structured securities with complex derivative components
that made it hard to understand the relationship between risk and return or
to compare the securities with others already present on the market. In some
cases the proposed transactions contained features that did not comply with
the rules on the solicitation of investors.
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According to the results reported to the Bank of Italy pursuant to Article
129 of the Consolidated Law on Banking, Italian banks’ bond issues on the
domestic market amounted to €102.8 billion in 2005, down by 9 per cent
on 2004. Issues of securities by non-banks declined from €5.6 billion to
€5 billion, of which 68.4 per cent consisted of issues by local authorities.

The foreign securities placed in Italy amounted to €235.5 billion, a
substantial increase on the €73.7 billion recorded in 2004. Of the securities
placed, 75.6 per cent were bonds — almost all of which paid a fixed rate or
coupons indexed to the most commonly used market parameters — and 19.4
per cent were certificates, derivatives whose underlyings are mostly shares
and stock market indices. Banks and other financial companies were the
main issuers of foreign securities, while residents of emerging countries
played only a marginal role.

A total of 44 securitizations under Italian law were notified to the Bank
of Italy pursuant to Article 129 of the Consolidated Law on Banking and
cleared. The corresponding issues of asset-backed securities amounted to
€38.4 billion, a substantial increase on the €29.1 billion recorded in 2004
that reflected the growth in the average size of the transactions. The most
important involved public-sector credits and leasing instalments originated
by banks and financial companies entered in the special register referred to
in Article 107 of the Consolidated Law on Banking.

As regards structured finance transactions, Cassa Depositi e Prestiti
S.p-A. and Infrastrutture S.p.A. issued covered bonds for a total of €6.9
billion.

In 2005 the Bank of Italy, together with the European Central Bank
and other national central banks belonging to the ESCB, cooperated with
market players on the Short-Term European Paper (STEP) initiative,
which is shortly to be launched. The aim of the initiative, promoted by the
Financial Markets Association (ACI), is to create a Europe-wide market for
short-term paper issued by financial intermediaries and firms.

Sanctions

The proposals submitted by the Bank of Italy to the Minister for
the Economy and Finance for the imposition of administrative fines for
irregularities discovered in the course of supervision rose from 63 to 80.
The decrees imposing fines issued by the Minister for the Economy and
Finance fell from 85 to 71. A total of 17 decrees were appealed to the Court
of Appeal, unsuccessfully in almost every case.



The procedures for the imposition of administrative fines referred to
in Article 145 of the Consolidated Law on Banking and Article 195 of the
Consolidated Law on Finance were modified during the year, by Article 26
of Law 262/2005 and Article 9 of Law 62/2005 respectively.

Cooperation with the judicial authorities and other governmental bodies.
The prevention of financial crime

Last year saw the Bank of Italy cooperate intensely with the judicial
authorities and the investigative bodies responsible for preventing and
repressing criminal activity in the financial sector. To some extent this
cooperation reflected the complexity of the cases before the courts involving
intermediaries subject to supervision.

A total of 582 requests for data, information and documents were
received, down from 715 in 2004. In some cases the requests were for the
reports prepared at the end of inspections.

The Bank transmitted 22 reports to the judicial authorities on suspected
penal offences discovered in the course of supervisory controls. In addition,
four inspection reports were turned over to the Direzione Investigativa
Antimafia under special cooperation agreements.

The analysis of the financing of international terrorism continued,
together with the exchange of information among the members of the
Financial Security Committee. In the latter respect the Bank of Italy both
provided technical support and liaised for the banking and financial system.

During 2005 the Bank of Italy received 157 requests for information in
connection with the preparation of responses to parliamentary questions.
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COMPETITION POLICY IN THE BANKING SECTOR

Throughout 2005 the Bank of Italy continued to promote competition,
analyze its dynamics and study its effects on the markets for banking
products.

Two investigations were completed during the year, one involving
the payment system and the other the standardized contract covering third-
party guarantees for bank transactions drawn up by ABI (see “The activity
of safeguarding competition” section in this chapter of last year’s Report).

Article 19 (11) of Law 262/2005 abrogated paragraphs 2, 3 and 6 of
Article 20 of Law 287/1990 assigning the Bank of Italy antitrust powers
for the banking industry. On 12 January 2006 these powers passed to the
Antitrust Authority, with which arrangements were made to hand over the
ongoing investigations.

The development of competition

At the beginning of the 1990s banks controlled by the Treasury or by
banking foundations held almost 70 per cent of total assets. The system
was split into a multitude of banks, all small by international standards,
many of which engaged in traditional banking business within a restricted
geographical area.

Privatization reduced the assets of banks whose foundations held over
50 per cent of their capital to 9 per cent of the total. It also led to a far-
reaching transformation that encouraged the banking system to improve its
operational efficiency. Once the ownership of banks became contestable,
the financial market’s discipline over their management increased.

In parallel with the privatization of banks, domestic markets began to
open up in response to provisions eliminating the administrative restrictions
on entry and geographical expansion. Competition was further promoted
by the creation of the single European market for banking services and the
liberalization of capital movements.

Banks reacted to the increased competition in a number of ways: by
enlarging their scale of operations and broadening their range of services,



especially in the field of professional asset management; by honing their
risk management techniques; and by investing in technology to improve
productivity.

The consolidation of the banking system was not prejudicial to
competition. The entry of new operators in local markets and the increasing
overlap of banks’ distribution networks have been beneficial to the
development of competition.

Although the total number of banks has fallen from 1,064 to 784
since 1990, the average number per province has risen from 29 to 36;
there are 31,501 bank branches in Italy, over 14,000 more than in 1990.
This is equivalent to more than 5 branches per 10,000 inhabitants, which
is in line with the figures for the other main European countries. The
Herfindahl-Hirschman index of concentration for regional loan markets on
a consolidated basis has declined by more than 22 per cent from its peak
at the end of the 1990s; that for provincial deposit markets has dropped by
14 per cent.

The effects of competition are apparent in the narrowing of the spread
between lending and deposit rates and in the redistribution of market
shares. In the deposit-taking and lending sector, product standardization
(now well-established) and legal transparency requirements make it easier
to compare terms and conditions and help customers reach well-informed
decisions. In some areas associated with asset management, where it is
harder to compare terms, the effects on charges have been less marked.

In December 2005 the interest rate on new loans to firms was 3.6 per
cent in Italy, while the annual percentage rate of charge (APRC) on new
loans to households for home purchases was 4 per cent. Both were in line
with the averages for the euro area.

Since the middle of the 1990s, the average annual rate of change in
market shares, excluding the effects of mergers and acquisitions, has been
3.5 per cent for deposits and over 5 per cent for loans; it is 5.5 per cent for
households’ mortgage loans.

In the field of professional asset management, the last decade has seen
a substantial reduction in investment funds’ entry and exit fees. By contrast,
the management and performance fees that asset management companies
charge directly to the funds have fluctuated, tending to rise slightly in more
recent years. Some 70 per cent of the fees collected by asset management
companies are used to pay their group’s distribution network.

Foreign banks are a potential source of increased competition;
they have progressively enlarged their operations in Italy. In addition to
wholesale banking (assistance in bond and share issues, syndicated loans,
consultancy on mergers, acquisitions and corporate restructuring), they
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have expanded their retail services, notably as regards mortgage loans and
consumer credit.

In the retail market, banks are facing growing competition from
Poste Italiane. In December 2005 current accounts held by customers with
BancoPosta accounted for around 13 per cent of the total for the banking
system. Moreover, with more than 5 million cards outstanding, BancoPosta
is the largest issuer of debit cards in Italy.

The profound structural changes in Italy’s banking system were
highlighted in the International Monetary Fund’s annual report for 2005,
prepared in compliance with Article IV of its Statute, and in its financial
system stability assessment. According to the Fund, the competition and
performance indicators for Italy’s banking system are basically in line with
those of the other main European countries.

Enquiry into banking and financial services

In December 2004 the Bank of Italy, working in close cooperation
with the Antitrust Authority, opened an enquiry pursuant to Law 287/1990.
Its purpose was to verify the charges and procedures involved in closing
the main retail banking and financial services, with special reference to
current accounts and the safekeeping and administration of securities.

In order to gather information on the economic and other contractual
terms and conditions applied to closures, in 2005 the Bank of Italy’s branches
carried out on-site inspections at 300 branches belonging to 88 banks. The
terms and conditions applied to more than 2,500 current accounts closed in
the year prior to the inspection were examined. The findings were submitted
to the Antitrust Authority, which issued an order on 18 January 2006 opening
an investigation into the charges for banking services.

The inspections, which were conducted among a small but statistically
significant sample of bank branches, represented only the preliminary stage
of the enquiry and follow-ups are envisaged. The findings therefore must
not be regarded as conclusive.

The results indicated that the average charge for closing a current
account was €34. For 75 per cent of the accounts closed the charges did not
exceed €50; for 30 per cent no charge was made. Charges in excess of €75
were found for 6 per cent of the closures.

The survey showed a very wide variation in tariffs for keeping and
handling accounts. In 46 per cent of the cases examined transactions were



made free of charge against payment of a yearly tariff, which, after tax and
deduction of expenses for compliance with transparency rules, amounted
to about €76, inclusive of Bancomat debit card costs.

The rest of the accounts were charged a fixed yearly tariff that
averaged €66 and included a limited number of free transactions; these
amounted on average to 70. The accounts were also subject to an additional
yearly management charge depending on the number of transactions made.
Assuming (probably as an overestimate) an average of 125 transactions,
which is the figure for the whole banking system derived from prudential
reports, on the basis of the terms and conditions applying to each account
(free transactions and tariff) the additional charge averaged about €100 a
year.

In addition, both types of current account were subject to extra charges
for specific services, such as credit transfers, cash advances from other
banks’ ATMs and direct debts. Assuming average use of these services, the
extra cost came to around €38 a year.

Contracts for the safekeeping and administration of securities were
examined to assess the amounts charged to customers to transfer positions.
In only 190 out of some 1,500 securities accounts closed (approximately
13 per cent) were the positions transferred to another bank. The average
amount charged for transferring customers’ securities was €101, rising to
€136 when inter-group transfers are excluded. The average charge found
for purchases of securities belonging to a single issue was €39; it was over
€50 in 25 per cent of the cases examined.

The safeguarding of competition

Since 1990 the Bank of Italy has examined a total of around 780
concentrations and several agreements between banks. This activity, which
involved the analysis of the product markets and geographical areas covered
by the banks in question, led to 57 investigations, a considerable number
not only by international standards but also compared with other sectors of
the national economy. The investigations looked into 23 concentrations, 29
agreements and 5 alleged abuses of a dominant position.

Concentrations. — In 2005 a total of 28 concentrations were examined
by the Bank of Italy pursuant to Law 287/1990. It was found that nine did
not fall within the scope of the provisions and the remaining 19 did not
restrict competition in the relevant markets. The Antitrust Authority agreed
with these findings.
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Agreements between banks. — Many of the 29 investigations conducted
found the agreements to be detrimental to competition and resulted in their
amendment. Particular focus was placed on the standard format of contracts
for customer transactions and services drawn up by trade associations. The
Bank ordered the elimination of all the clauses designed to fix prices or
make consumers’ choices difficult.

More than half of the enquiries into agreements concerned the
payment system, a sector in which cooperation within the context of trade
associations may be essential to guarantee links between operators and
widespread availability of the services. Authorization was granted for
interbank agreements considered necessary to ensure the operation of the
sector and allow consumers access to widely-used products, such as credit
and debit cards.

The review of the interchange fee for the PagoBancomat debit
card service. — In 2005 the method of calculation of the PagoBancomat
interchange fee presented by Cogeban in compliance with the Bank of
Italy’s Decision no. 49 of 1 July 2004 was examined. Cogeban’s Board
of Directors passed a resolution introducing, as of 1 January 2006,
an interchange fee of €0.18 plus 0.1190 per cent of the amount of the
transaction, to remain in force for the period 2006-07.

Proceedings for breach of “multi-bank” principles. — The Bank of
Italy’s Decision no. 54 of 30 March 2005 ordered Cogeban to set up, by 1
October of last year, anew system for managing PagoBancomat transactions
based on multi-bank principles. According to these, retailers that have
arrangements with PagoBancomat should be allowed to send information
on transactions made at a given POS to several banks instead of dealing with
just one. In this way, payments made with PagoBancomat could be directed
to the bank that had issued the card, possibly reducing the processing costs.
Cogeban pointed to the operational difficulties encountered in attempting
to comply with the requirements but did not offer any clear indication of
the preparation of a suitable plan.

In Decision no. 283/A of 22 October 2005 the Bank of Italy charged
Cogeban with violation of Article 15 (2) of Law 287/1990 for failure to
comply with Decision no. 54 of 2005. The records of the proceeding were
transferred to the Antitrust Authority, which on 15 February 2006 issued an
order setting 28 April 2006 as the deadline for completion of the enquiries.
This was postponed to 7 July 2006 by a decision of 4 April.

The renewal of exemptions for Bancomat debit cards, automated bank
receipts (Riba) and direct debits (RID). — In July 2005 ABI and Cogeban



applied for renewal of the exemptions granted under Article 4 of Law
287/1990 for multilateral interchange fees on collection and payment
services: Bancomat debit cards, automated bank receipts (collection
order, collection order via agent, advice of non-payment) and direct debits
(commercial payment, utilities payment, express payment).

In order to evaluate whether the agreements notified to the Bank of
Italy could have serious repercussions on trade between member states,
in September 2005 the deadline for opening an investigation established
by Law 287/1990 was suspended and the parties were asked to report on
the development since 1993 of cross-border supply of and demand for the
services concerned and of the participation of branches and subsidiaries
of foreign banks in the associated interbank agreements. The parties were
also asked to indicate whether the services were designed to be available
only in Italy, their importance in the decision of foreign banks or financial
institutions to enter Italy, and the likelihood of a debit card network being
set up in Italy in competition with the Bancomat system.

The documents relating to ABI’s and Cogeban’s application were
transferred to the Antitrust Authority, which issued a Decision on 29 March
2006 opening an investigation under the terms of Article 81 of the EU
Treaty that is to terminate on 31 March 2007.
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MARKET SUPERVISION

In 2005 further mergers were carried out and cross-border cooperation
agreements made between trading systems for financial instruments. In the
field of settlement and guarantee services, the corporate and technological
integration projects initiated in the preceding years proceeded. Competition
between system operators increased. The trend towards the demutualization
of market infrastructures and their operation by profit-making corporations
was confirmed.

At Community level, the definition of the legal framework for the
creation of the single market in financial services is proceeding. A White
Paper has been published on the strategies to be implemented in the next five
years. At the beginning of May a study by the EU Commission underscored
the boost to economic growth that would derive from greater integration of
European clearing and settlement systems.

In Italy the law on the protection of savings confirmed the Bank of
Italy’s supervisory powers with respect to markets in financial instruments
and central securities depositories under Part III of the Consolidated Law
on Finance.

Italian market and market-infrastructure operating companies have
developed strategies for growth in size, process innovation and expansion
of their range of services. A recent European Commission study shows
that the cost of trading, clearing and settlement services in the Italian share
market is the lowest among the Union’s financial marketplaces.

International cooperation

In February 2005 the Joint Forum of international financial supervisory
organizations published Outsourcing in financial services, a report
examining the implications and risks for supervised entities of entrusting
third parties on an ongoing basis with the performance of activities of major
importance for their own operations.

The Financial Stability Forum began a consultation on a document
titled High-level principles for business continuity, which will eventually



provide guidelines for national legislation and practices to ensure the
operational continuity of systems in the event of disasters.

As part of the Financial Sector Assessment Programme, in March 2006
the IMF published its report on the Italian financial system. The Fund found
a high degree of conformity of the Italian structures with the international
standards for the sector (IOSCO, Principles for Securities Regulation, and
CPSS-10SCO, Recommendations for Securities Settlement Systems).

The Bank of Italy will periodically check the compliance of the
financial markets’ infrastructures with the standards agreed in the fora for
international cooperation.

European legislation

In December 2005 the European Commission published a White
Paper on the strategies it proposes to implement in the next five years in the
financial services sector.

In June the Commission published a report describing the configuration
of market infrastructures and, in particular, the links and agreements
existing between trading systems and settlement and guarantee systems. The
Commission is conducting further analysis on the basis of a fact-finding survey
of European operating companies. In Italy the Antitrust Authority began
examining competitive aspects of Italian trading and post-trading services.

No decision has yet been made regarding the issue of a directive
governing the freedom to provide guarantee and settlement services on the
basis of common requirements.

Following the publication in October 2004 of the preliminary report
on European standards for securities clearing and settlement, the joint
working group set up by the European System of Central Banks and the
Committee of European Securities Regulators completed the adaptation to
the European context of the CPSS-IOSCO Recommendations for Central
Counterparties (published in November 2004 by the BIS and IOSCO).

Italian legislation

Law 62/2005 transposed Directive 2003/6/EC (the Market Abuse
Directive) into Italian legislation; it amended the Consolidated Law on
Finance as regards insider trading, market manipulation and sanction
procedures. On a general basis, the Bank of Italy and Consob took over the
powers of sanction previously assigned to the Minister for the Economy
and Finance with regard to regulated markets, organized trading, central
securities depositories, and guarantee and settlement systems.
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In line with the regulatory practices of the main countries and in
conformity with international standards, the Bank of Italy, in agreement
with Consob, issued guidelines for the management of outsourcing of
activities of major importance for the operation of markets and settlement
and guarantee systems.

The wholesale market in government securities

The cash market. — The volume of trading on the MTS cash market
fell further in 2005, reflecting a contraction in inter-dealer transactions due
to the thin margins on market-making and low price volatility. The decline,
which concerned all categories of government securities except BOTs, was
accompanied for the first time by a modest widening of the bid-ask spread.
The number of market participants fell again in 2005; participation in the
market is tending to be reduced to larger specialized intermediaries. The
concentration of activity among dealers diminished. There was a sharp
increase in trades settled via central counterparties.

Despite expectations of rising interest rates, the prices of CCTs
weakened owing to large-scale selling by institutional investors. This
problematic situation was reflected in the quantities quoted and bid-ask
spreads. The uncertainties affecting this segment were probably due to the
competition of other indexed or structured products.

A significant increase in the supply of index-linked securities was
recorded in the euro area and in other countries, such as the United
Kingdom and the United States, which took advantage of the demand from
institutional investors especially as regards longer maturities.

The repo market. — After the large increases recorded in the previous
years, turnover on the MTS repo market declined slightly in 2005. Despite
the greater utilization of central counterparties, which ought to favour the
lengthening of maturities for hedging counterparty risk, there is a persistent
tendency to use the Italian platform for transactions of limited duration
(almost exclusively one day).

In 2005 MTS S.p.A. introduced a new electronic platform in the repo
market that allows more flexible trading procedures.

BondVision. — Transactions on this wholesale market for trades with
institutional customers, operated by MTS S.p.A., rose appreciably, with
average daily turnover surpassing the high levels reached in the preceding



years. A contribution came from the greater number and increased trading
of foreign participants. The largest increases in trading involved European
government securities (French and Belgian issues in particular). The
internationalization of BondVision was enhanced by the expanded supply of
tradable products.

The interbank deposit market (e-MID)

In January 2005 e-MID S.p.A. introduced a new electronic platform
permitting more flexible trading procedures and easier access to the different
segments of the money market.

Turnover in euro funds grew by 5 per cent, most markedly for very-
short-term maturities other than the overnight maturity, thanks to the larger
contribution of foreign intermediaries and the large-deal segment. The
degree of concentration of market volume declined slightly. Turnover in
dollar funds was in line with that of the previous year.

In 2005 the market again reflected the monetary conditions in the euro
area effectively and promptly. Moments of tension — marked by a slight
widening of bid-ask spreads — occurred only towards the end of November,
when the ECB decided to raise reference rates.

Post-trading systems

European post-trading systems increased their business and expanded
the range of services offered to participants. The adaptation of settlement
procedures to TARGET? is continuing. The development of links and the
interoperability between European guarantee and settlement structures are
not keeping pace with the growth in cross-border transactions; the handling
of such transactions increasingly tends to be concentrated at specialized
international intermediaries.

Monte Titoli S.p.A. and Cassa di Compensazione e Garanzia S.p.A.
strengthened their ability to interact with foreign markets and clearing and
settlement systems.

Central securities depositories

Like the other main European central securities depositories, Monte
Titoli recorded significant growth in business in 2005. The company was
again the third-largest depository in Europe by value of securities held. The
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number of participating intermediaries decreased again in 2005, reflecting the
continuing trend among both foreign and Italian operators to use specialized
intermediaries for access to central depository and settlement services.

Settlement of securities transactions

Net settlement. — Last year saw further growth in the activity of Express
II, the system for the settlement of transactions in financial instruments
operated by Monte Titoli.

The daily average of transactions settled on the due date was in line
with the levels of the previous year. The system ensured the completion of
all the operational phases even on the days when there was a significant
shortage of the securities and cash due by participants. However, there was
a gradual shift of the actual time of settlement from the overnight to the
daytime cycle. This development, which appears to be attributable mainly
to an increase in cross-border transactions by participants, tends to shorten
the time available for the completion of the phases of the settlement process.
Accordingly it requires that timely adjustments be made to the system’s
technology and organization and, if necessary, its architecture.

Some operational anomalies have revealed the need for improvements
to the settlement system, most notably with regard to the technological
component.

On 31 January 2006, in particular, a significant shortfall of securities
precluded full activation of the arrangement for automatic collateralization
in Express II’s overnight cycle, leading to a spike in the amount of fails.
The backlog of transactions pending settlement affected the operations of the
following days. A revision of some procedures is now under way with a view
to strengthening the system’s operational capacity at moments of tension.

The number of participants in the settlement system continued to
diminish in 2005, paralleling the trend for central depository services. In
the net settlement component it decreased from 143 at launch (end of March
2004) to 126 at the end of 2004 and 121 at the end of 2005.

Gross settlement. — The results of gross settlement improved in 2005.
While both the value and the number of transactions handled by the systemrose
considerably, the queuing time for settlement shortened and the proportion of
transactions pending settlement at the end of the day decreased.

As with the net component, the concentration of transactions per
participant rose further. The proportion of transactions settled directly on
the cash accounts of agent banks remained about the same.



The number of participants in the gross settlement service fell from
131 at the end of 2004 to 129 at the end of last year. This was a direct
consequence of the decline in the number of participants registered by the
gross component of Express I1.

Clearing and guarantee services

Cassa di Compensazione e Garanzia (CC&G) recorded growth in
business on both the equity market and the bond market. The amount of
average daily margins collected rose by 71 per cent. The good performance
of the markets guaranteed by CC&G and the increase in the number of
intermediaries using a central counterparty on MTS contributed to the
expansion in activity.

CC&G handled 47.9 million contracts on the spot share market (34.6
million in 2004) with a daily average value of €3.7 billion (€2.9 billion in
2004). The notional value of the derivative contracts guaranteed rose by
31 per cent to €925,736 million. On MTS, CC&G guaranteed transactions
worth an average of €7 billion per day (€3 billion in 2004).

At the end of 2005 CC&G had 87 members in the derivatives segment
(unchanged from 2004), of which 27 general, 21 individual and 39 non-
clearing, and 110 members in the MTA share market (109 in 2004 ), of which
19 general, 41 individual and 50 non-clearing. There were 11 members on
MTS (7 general, 1 individual and 3 non-clearing). At the end of the first
quarter of 2006 there were 26 members in the central counterparty service
on MTS, equally divided between CC&G and LCH.Clearnet.

CC&G maintained a prudent stance in managing counterparty risk; the
procedure for the deposit of intraday margins was activated on 154 days
(94 1n 2004) for an average amount of approximately €100 million.

Supervisory action

Supervision of trading and post-trading systems is based on close
monitoring of their operations throughout the day, with a view to verifying
their orderly functioning from the standpoint of continuity and efficiency.

By contrast, supervision of operating companies focuses on compliance
with the relevant rules and regulations, the adequacy of their organizational
arrangements and the proper management of risks. The execution of major
corporate projects and the introduction of new trading platforms made
continual contacts with the operating companies necessary.
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Analysis of the management and technological aspects and of the
quality of internal controls drew on the reports that the companies are
required to file each year on their organizational and IT structure and on
their risk management.

Checks were made on the action taken by operating companies and
providers of post-trading services to bring their business continuity plans
into conformity with the guidelines issued by the Bank of Italy in October
2004. The disaster recovery tests that the companies ran during the year
were examined, inter alia in the light of the recommendations received from
the IMF. The tests produced satisfactory results as to the degree to which
individual supervised entities were prepared for an emergency.

In November 2005 MTS S.p.A. imposed a sanction — consisting in a one-
month suspension from the activity of market maker — on Citigroup Global
Capital Markets Ltd. for having carried out anomalous trades in government
securities in August 2004. The operating company’s decision came after that
of the UK Financial Services Authority, which fined the British intermediary
£14 million for failing to show due diligence in the conduct of business and
for shortcomings in its internal controls. The Bank of Italy followed the
procedural developments of the affair through exchanges of information with
the other supervisory authorities and with the judicial authority.

Ad hoc supervisory interventions were carried out on the occasion of
some critical situations that developed in the settlement system on three
working days between October 2005 and February 2006. The Bank of Italy
asked Monte Titoli to take steps to avert the repetition of similar events in
the future. The Bank also began discussions with the intermediaries most
active in Express 1I; together with Consob, it called the attention of all the
participants to the need for cooperative behaviour.

CC&G was admitted to the intraday advance facility of the Bank of
Italy. The procedure requiring authorization by the European Central Bank
was adopted, since clearing companies are not counterparties of monetary
policy operations.

Supervisory activity in 2005 continued to verify the compliance of
amendments to markets’ operating rules with national legislation. The
Bank of Italy provided its opinion to the Ministry for the Economy and
Finance and Consob on the changes to the bylaws and rules of the markets
operated by MTS S.p.A. The reorganization of ownership, decided in order
to find a strategic partner with which to diversify the range of products
offered, involved amendments to the bylaws aimed at safeguarding the role
played by the market in government securities for public debt management
and the Italian financial system.



The acquisition of MTS S.p.A. caused a change in the composition
of shareholders: 60.4 per cent of the share capital is now held by MBE
Holding and the rest by market participants (34.3 per cent foreign and 5.3
per cent Italian).

Additional changes to the bylaws regarded the adoption of the two-
tier governance system, which MTS S.p.A. considers will reduce potential
conflicts of interest and permit more effective control of the company’s
operations.

The Bank, in agreement with Consob, approved some changes to
the operating rules of clearing and settlement services and the central
counterparty and guarantee system.

The rules of Express II were amended to permit the extension of the
splitting mechanism to all trades not settled, including those not guaranteed
by a central counterparty; the deadline for the settlement of transactions
entered into the gross settlement procedure was unified with that for
transactions handled by the net settlement cycle in order to simplify the
structure of the working day.

The new rules enabled CC&G to extend the scope of its activity beyond
regulated markets.
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PAYMENT SYSTEM OVERSIGHT AND SERVICES

Last year European central banks’ action to strengthen infrastructures
and improve the efficiency of payment execution rested on two key projects
for the integration of European payment services: the new TARGET2
large-value settlement system and the Single Euro Payments Area (SEPA),
conceived as a fully integrated, competitive market with no difference
between the processing of domestic and cross-border payments. The SEPA
is consistent with the Council’s Lisbon Agenda for growth and innovation.

In the large-value payments segment, TARGET2 is now well on the
way towards completion. The main technical and operational problems
have been solved, and the system’s framework for contracts and pricing is
now being defined. In view of TARGET?2’s greater complexity, which is
partly due to the introduction of new functions at participants’ request, the
launch of the new system has been postponed from January to November
2007. The migration of national financial marketplaces to TARGET?2 has
been rescheduled accordingly.

With a view to the new system, market participants expressed the
need to extend rationalization and reinforcement to the management of
collateral for the credit operations of the Eurosystem, so as to fully realize
the potential for operational and functional integration with TARGET?2.
The proposed revision of the present correspondent central banking model
(CCBM) is for a shared technical platform used by all the national central
banks to manage both domestic and foreign collateral, with the possibility
of including bank loans.

On retail payments, the SEPA projet affects institutional and
organizational arrangements profoundly, inducing significant changes in
the methods of carrying out transactions, in technical standards and in
the rules for transfers of funds. The authorities will have to reconcile the
various interests involved in a context in which the needs of end users are
ever more extensive and pressing.

In March 2006, after extensive consultation with national banking
industries, the European Payments Council, which is the decision-making
body of the banks responsible for the SEPA, approved the rulebooks for the
three main payment instruments (credit transfers, direct debits and payment
cards) and the regulatory framework for the development of SEPA - compliant
infrastructures that correspond to the SEPA’s requirements.



The adoption of the rulebooks opens a critical phase in the adaptation
of domestic payment instruments and infrastructures to European
standards. Now the Eurosystem is moving to strengthen organization and
cooperation between the various stakeholders. As in the changeover to
the euro, effectiveness once again depends on adequate communication to
the market, in the interests of transparency, of the objectives set and the
strategies followed. A key step in this direction was the joint statement on
the project issued by the Eurosystem and the Commission on 4 May 2006.

The Bank of Italy’s objective is to bring the Italian system into line
with the European scenario by adapting the systems that it operates and
refining its control procedures; reinforcing the business continuity of
infrastructures; and spurring the diffusion of innovative payment service
technology in response to the needs of households, firms and government.
In the field of public payments, on 1 January 2006 the information system
on transactions of public sector entities was successfully launched, and
some 3,000 entities now transmit detailed data on their cash receipts and
disbursements. The work on the Computerized Public Administration
Payment System proceeded.

The Bank continued to contribute to the work of international
organizations in designing policies for financial stability by strengthening
payment infrastructures and enhancing the reliability and efficiency of
cross-border payments. Financial stability was reinforced, among other
things, by the activities of the Financial Stability Forum and the Bank for
International Settlements directed at identifying standards for business
continuity even in situations of extreme risk and at cooperative oversight
of SWIFT by the G10 central banks.

In the field of cross-border retail payments, in March 2006 the G10
central bank governors approved, for consultation, a report laying down
general principles for international payment services relating to migrants’
remittances. The OECD’s Financial Action Task Force completed its note
on the interpretation of Special Recommendation VII on payers’ information
to be included in payment messages, in order to combat the financing of
terrorism. As part of the reciprocal assessment of FATF members, the IMF
assessed the Italian system’s compliance with the recommendations.

In 2005 the IMF completed its examination of the Bank of Italy’s
activities in the payment system as part of the Financial Sector Assessment
Program. The Bank demonstrated the degree of transparency in oversight
and in the measures taken in response to the IMF’s recommendations for
full compliance of the BI-REL real-time gross settlement system with the
core principles laid down by the BIS. The IMF’s judgment on both aspects
was strongly positive.
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Oversight activities

The legal framework. — European regulatory action is designed to
overcome the remaining legal barriers to the creation of a single European
market in payment services and thus to the SEPA. A key measure in this
regard is the Payment Services Directive, which is now at the stage of
negotiation with the EU Council. It aims to harmonize the rules on payment
services within the EU, both those concerning persons authorized to provide
services and those on the conditions at which they are provided.

Other regulatory actions are sectoral in focus. The main seat of
reconciliation and coordination is the Commission. The principal initiatives
include: 1) impact assessment — on prices and competition — of EC regulation
2560/2001 requiring equal prices for domestic and correspondent cross-
border payments; ii) activities towards issuing a Community regulation
for the harmonized application of FATF Special Recommendation VII
throughout the EU, considered as a single area.

Italian regulatory activity is consistent with the policies of the
Eurosystem and with the general provisions on the exercise of payment
system oversight issued by the Bank of Italy pursuant to Article 146 of
the Consolidated Law on Banking. On 11 November 2005 the Bank of
Italy issued oversight provisions instituting a new framework for the
operation of its BI-COMP retail clearing system. The provisions abrogated
the Treasury Minister’s decree of 7 May 1991 governing the operation of
the retail clearing system. It limits the activity of the Bank of Italy to the
final phases of clearing, in line with the most common arrangements in the
main European countries for central banks’ provision of retail clearing and
settlement services. It is also intended to make BI-COMP consistent with
the initiatives of the European banking industry and the EU authorities
for the institution of the SEPA. To this end it extends the range of eligible
participants, in keeping with the principle of non-discrimination within the
European Economic Area; it requires the payment infrastructures to favour
technical and procedural standards that permit fully automated handling of
transactions and that are consistent with the solutions adopted by the SEPA
project; and it provides that the Bank of Italy as system operator may enter
into relationships with entities that provide clearing and settlement services
outside of Italy. It endorses the principle of cost recovery, in compliance
with the undertaking of European central banks that directly provide retail
payment services in competition with the market.

On 16 March 2005 the Bank of Italy issued a regulation modifying
that of 29 January 2002 on the interbank database of irregular cheques and
payment cards. The regulation supplements the existing legal framework,



in response to operational necessities that have arisen since the database
came into being.

The Bank continued to cooperate with the national authorities with
legal responsibilities in fields relevant to the payment sector. In particular,
it works with the various ministries with jurisdiction over matters treated by
the Oversight function and with the Privacy Authority for those connected
with the treatment of the data acquired by the Bank.

Traditional payment instruments. — The number of transactions settled
using non-cash bank and postal instruments increased by 2.4 per cent last
year. Among bank instruments, the use of cheques again declined, by 5.1
per cent, while that of credit transfers and direct debits rose by 3.0 and 2.2
per cent respectively and POS debit card payments increased by 7.9 per
cent. The number of such cards rose by 1 million to 26.6 million at the end
of the year. The number of credit cards rose to nearly 29 million and were
used for 460 million transactions, an increase of 6.9 per cent.

Poste Italiane S.p.A. further strengthened its presence in the payment
services industry, with some 400,000 new post office current accounts,
representing growth of 10 per cent by comparison with the end of 2004.
The number of post office debit and credit cards also increased by about 10
per cent to nearly 5.5 million.

Overall the use of non-cash instruments in Italy is still far below the
European average, with an average of 60 transactions per capita in 2004,
compared with an average of 142 in the EU-25 and 150 in the euro area.

As in the previous years, the Bank of Italy conducted surveys of banks
concerning the procedures and charges for the most common payment
instruments. The findings can be usefully integrated with the data supplied
by ABI’s “PattiChiari” project. While the handling time for payments by
cheque has been perceptibly shortened, the process is still too slow. The
implementation of structural measures that have been under study for some
time should result in significant progress. In the framework of the PattiChiari
project, ABI had originally set the maximum time limit for the availability
of funds to the beneficiary at 8 working days, shortened to 7 in October
2004. Designed especially for merchants and small businesses who issue
and receive a large number of cheques, the initiative is intended to shorten
the waiting period before fund availability by facilitating comparison
between the various offers. In March 2006, the 87 participating banks
(up from 84 a year earlier) held nearly 75 per cent of all customer current
accounts. Sixteen of these banks (up from 13) claimed time to availability
of 6 days in their publicity materials, and ten (up from 5) claimed 5 days
(Table 68).
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A project is currently under study to transfer digital images of cheques,
which should cut handling times even further, reducing the present interbank
settlement cycle and thus the current period of 3 working days for sums to
become irrevocable from the payer.

Table 68
PROCESSING TIME FOR CHEQUES AND CREDIT TRANSFERS
(number of working days)
Average Minimum Maximum

2003 2004 2005 2003 2004 2005 2003 2004 2005

Cheques
Value date ............... 4.0 3.9 4.0 21 2.0 21 6.1 6.1 6.1
Availability of funds ... 6.4 6.4 6.3 5.4 5.3 5.2 7.5 7.5 7.4
Finality .....ccccoeiiinns 9.3 9.1 9.0 7.9 7.5 7.7 10.5 10.4 10.5

Credit transfers
Value date ............... 2.0 2.0 1.9 1.8 1.6 15 2.8 3.3 3.2

Availability of funds ... 2.4 2.3 2.3 1.9 1.6 1.6 3.7 3.7 3.6

Source: Surveys conducted in March 2004, 2005 and 2006.

For credit transfers, handling time and prices improved overall. ABI
took steps to introduce rules and mechanisms for certainty consistent
with the solutions adopted by the SEPA project. The average handling
time stabilized at two days, and even less for the larger banks. The
reduction in charges was due in part to greater use of more economical
procedures, such as Internet transactions and automated credit transfers,
which accounted for a full 62 per cent of all credit transfers in 2005
(Table 69). A new agreement shortened the maximum execution time for
credit transfers to 3 working days from the date of acceptance of the order by
the payer’s bank to the availability of funds to the beneficiary. In June 2005
ABI and Confindustria signed a protocol to realize a project concerning the
maximum handling time for domestic credit transfers and to increase the
transparency and comparability of the charges by means of Internet access
to standard information sheets prepared by the participating banks.

Value dates continue to be a significant factor in banks’ implicit
charges for payment services. Not only for cheques and credit transfers but
also for the collection of banker’s drafts, direct debits and bank receipts
the number of days remains high, and this cost is in addition to ordinary
charges to customers.

The Oversight Office is taking part in the ongoing project to introduce
the “multibank system” into the PagoBancomat POS circuit, in particular



as regards matters of security and reliability under the Office’s jurisdiction.
The institution of the multibank system can be combined with the migration
to smart card technology. The two projects can merge into a virtuous circle
favouring quicker adaptation to more advanced, SEPA-compliant security
technology.

Table 69
CHARGES FOR DOMESTIC CREDIT TRANSFERS
(in euros)
Ordered via Ordered via }”:aymgms via Standing lg;iifevslg Ordered at

Internet telephone reccia bank payment current branch

form orders account debit for cash
Average value ............. 0.83 1.26 1.43 1.94 3.32 517
Maximum value ........... 2.80 5.00 2.60 5.00 5.50 8.50

Source: ABI - PattiChiari (March 2006).

The problem of payment card fraud has long been a focus of attention
for the European and national authorities. The central office against
payment instrument falsification at the Ministry for the Economy and
Finance continued its work last year on a fraud-prevention system, with the
participation of the Oversight Office. The statistical reports of banks and
other intermediaries indicate that credit card fraud represented just over
1 per mille of the value of transactions last year. For debit cards the level
was lower but increased nearly threefold between 2004 and 2005, from an
estimated value of 0.1 per mille to 0.3 per mille. In both the debit and credit
card circuits, the cross-border component of fraud — due to cloning — was
much greater than the domestic component and increased considerably in
the course of 2005. The incidence of cross-border fraud is estimated at over
two-thirds of the total value of frauds in 2005.

The migration to smart card technology should sharply reduce
fraud. Under the project the entire security system will hinge on smart
cards, which increase reliability in identifying the cardholder and
in authorizing transactions, thanks to new terminals that can read the
cards even without a remote link to the issuer. The migration, which is
subject to observation as part of the SEPA project, is further behind in
Italy than in many other European countries. The Oversight Office is
following the process closely and has initiated monitoring of ABI aimed
at stepping up incentives to intermediaries and counterparties. The study
of the migration to smart cards is also related to the current trends in
Europe towards the possible merging of existing infrastructures within
and between member states.
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Innovative payment instruments. — The use of electronic money and
pre-paid bank and post-office payment cards increased very substantially. At
the end of the year there were 3.3 million pre-paid instruments in circulation
(11.4 per cent of all credit cards), and more than 4 million counting those
issued by institutions doing business in Italy under the freedom to provide
services. The diffusion of these instruments was accompanied by an even
sharper increase in their use (from 9 million transactions in 2004 to 20
million in 2005) and in the average value of transactions (from €61 to
€79).

In March 2006 a total of 32 schemes were in operation, roughly the
same as a year earlier. After the issue of the supervisory instructions on e-
money institutions in March 2004, four applications for authorization had
been submitted, and the e-money company register included one company,
not yet operational, sponsoring four schemes, plus an EU company operating
one scheme under the freedom to provide services.

Internet payments again increased more than those via other channels.
The trend was led by the 52 per cent increase in credit transfers ordered
on-line to 35 million, or 8.5 per cent of all credit transfers. Next came
Internet payments via credit card, which gained 27 per cent. Though less
substantial in absolute terms, on-line payments using pre-paid cards and
e-money increased threefold to over 5 million, almost entirely owing to
pre-paid post office debit cards.

The shift in households’ and firms’ preferences among ICT instruments
towards on-line credit transfers is consistent with the relative costs of the
various payment channels and instruments (Table 69) and the progressive
spread of e-banking. These trends are confirmed by the Bank of Italy’s
survey on the use of electronic payment instruments by households and
firms, described in the forthcoming report I progressi nella diffusione
delle tecnologie dell’informazione e della comunicazione nel sistema dei
pagamenti.

More generally, the survey confirms the appreciable progress of firms
in the use of new technology but also the persistent delay in integrating
financial and trade flows, which is fundamental to the efficient use of payment
services. In this context, and with a view to optimizing Italian payment
services within the SEPA, actions to adapt the interbank corporate banking
(CBI) infrastructure were scheduled for completion by the end of 2006.
This will enable firms not just to have access to the usual information and
transaction services but also to exchange electronic invoices in integrated
mode with CBI services (payments, collection, advances on bills).

Given firms’ increasing tendency to centre cash management on
payment procedures, it has become necessary to foster intersectoral



standards as these are indispensable for the integration of operational
processes.

Within the euro area, following a comprehensive discussion among
countries whose positions were quite distant, the adoption of innovative
solutions (electronic invoicing, digital signatures) for the design of
SEPA instruments is explicitly mentioned in the documents issued by
the ECB (including the Fourth Progress Report in February 2006) and
by the Commission. The aim is to improve the supply of services with
the close involvement of users (firms in particular) in setting intersectoral
standards.

In this context the banking industry has taken steps to adapt Italian
procedures to open standards with a view to accreditation with international
organizations. One of the most important of these standards is the definition
of the “invoice header”, which combines all the commercial and financial
datain asingle electronic document; this facilitates transaction reconciliation
and offers an automated support for the management of advances, in a
natural technical evolution of the current automated bank receipt procedure.
In April 2006 the CBI successfully completed its registration within the
UNIFI - ISO 20022 international standard; it is thus in the vanguard as
the European standard for the realization of optional services within the
SEPA.

Payment infrastructures and systems. — Checks were begun last year
on the adaptation of systemically important infrastructures (Interbank
Company for Automation (SIA) and standardized applications centres)
to the “guidelines for business continuity” issued by the Bank of Italy
in November 2004. Significant progress was observed in operators’ risk
assessments and in the technological adaptation of infrastructures. More
generally, there was increased sensitivity on the part of senior officials to
the management and operational aspects of business continuity.

The guidelines are consistent with the principles now being set both
by the Financial Stability Forum and within the ESCB for the operation of
systemically important infrastructures. Together with those issued in close
coordination by the Banking and Financial Supervision Department and
the Market Oversight Office, the guidelines provide a frame of reference
for the main domestic payment system operators.

Checks are based on twice-yearly reports by operators and joint
evaluation with them in bilateral meetings. The checks have highlighted
significant gains in the adaptation of technological infrastructures (dual
sites, duplication of data, network redundancy, etc.) and in the drafting of
operational documents, and in system testing and fine-tuning. Attention is
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now focused on the performance of integrated tests, with the involvement of
infrastructures and operators, to check the adequacy of business continuity
in links even in extreme emergencies.

At European level, consolidation is under way between payment
industry infrastructures designed for the objectives of integration
set within the SEPA for the pan-European payment card schemes
and clearing systems. In this context the Eurosystem reaffirmed the
importance of defining common open standards accessible to all service
providers and infrastructure operators for euro payments within the EU
as a prerequisite for interoperability and effective competition between
service providers.

Significant action concerning the projects for the creation of a pan-
European clearing house (PEACH) includes not only the rules, mentioned
above, on clearing of items, but also the Office’s oversight on the initiative
of seven Italian banks (shareholders in EBA) to migrate payments between
them to the STEP2 system through SIA, which operates the STEP2
infrastructure.

The Office’s analysis of the seven banks’ projectinvolves governance,
rules and conditions for access, and operational links between the
different parts and levels of the service, to determine the impact on the
national payment system. Oversight of the activity of SIA focuses on the
operational management of the infrastructure and the procedural links
with other systems. The latter activity is conducted as part of shared tasks
with the Eurosystem to assess compliance with the standards for retail
payment systems.

In the field of so-called quasi-private systems, in accord with the
Supervision Department a plan was approved for the reform of correspondent
current accounts of the central credit institution of Alto Adige, in order to
make the legal framework clearer and more transparent and to enhance the
effectiveness of risk control.

Direct provision of payment services

Cash settlement. — The flow of funds processed through the Bank of
Italy’s clearing and settlement systems amounted to nearly €43.3 trillion in
2005, or 30.6 times Italy’s GDP, an increase of 17.7 per cent. The BI-REL
gross settlement system (the Italian component of TARGET) handled 86.8
per cent of all payments, by value, processing over 49,000 transactions a
day worth €168 billion (Table 70). Payments channelled through the BI-



COMP retail clearing system accounted for 7.3 per cent of total payments
and the multilateral cash balances of the securities settlement system for
5.9 per cent.

Table 70
LARGE-VALUE GROSS AND NET SETTLEMENT
SYSTEM IN THE EU
(average daily flows in billions of euros)
2004 2005
Total
TARGET TARGET percen-
System and country rt]age
. - - . - - change
) outgoing | incoming (U] ) outgoing | incoming )
Gross settlement
(TARGET)
ltaly (2) .ooooeeiieens 76.2 32.2 32.2| 140.6 87.4 40.3| 40.3| 168.0| 19.5
Germany ........cc...... 344.7| 143.1| 143.2| 631.0| 378.2| 160.7| 160.7| 699.6| 10.9
France .......ccceeeenn. 337.9 80.7 80.6| 499.2| 380.4 94.0 94.0|/ 568.4| 13.9
Spain ..., 265.0 22.6| 22.6| 310.2| 268.5 22.7| 22.7| 313.9 1.2
Netherlands ............ 41.4 49.7| 49.7| 140.8 38.1 57.5 57.5| 153.1 8.7
Other EMU ............. 58.9| 115.4| 115.4| 289.7| 73.3| 131.3| 131.3| 335.9| 15.9
Total EMU .................. 1,124.1| 443.7| 443.7(2,011.5|1,225.9| 506.5| 506.5|2,238.9| 11.3
Non-EMU countries 259 120.4| 120.4| 266.7| 35.0|{ 134.8| 134.8| 304.6| 14.2
Total EU ..................... 1,150.01 564.11 564.1(2,278.2|1,260.9/ 641.3| 641.312,543.5| 11.6

Net settlement

Paris Net Settlement

(PNS) oo 67.5 60.9| -9.8
EBA Euro Clearing

System (Eurof) .... 170.4 167.1 -1.9

Total other systems . 237.9 228.0) -4.2

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. — (2) Includes the Polish system Sorbnet
(€0.3 billion for domestic flows and €0.007 billion for cross-border flows).

TARGET is by far the biggest of the large-value euro payment
systems and has consolidated its position in this regard over the years.
The central banks of the countries that joined the EU in May 2004 can
access TARGET either through their own settlement systems or by other
arrangements, including correspondent accounts with a Eurosystem central
bank. Taking the latter option, in March 2005 the Polish central bank’s link
to TARGET via BI-REL went operational, after two years of preparatory
activity that required constant cooperation between the two NCBs and the
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ECB. Estonia’s access to TARGET by the same procedure will be effected
by the end of 2006.

On 31 March 2006 participation in BI-REL was virtually identical to
twelve months earlier: direct participants numbered 118 rather than 119,
indirect participants 646 rather than 645.

Transactions settled in BI-REL via the optimization of queued domestic
payments averaged 900 per day for a value of €4.6 billion. The potential
savings of liquidity for participants thanks to this mechanism amounted
to 33 per cent of the value of the payments optimized. The average use of
intraday liquidity came to €4.6 billion in 2005, an increase of 30 per cent.
The increase stemmed from the sizeable growth of interbank payments,
which led banks to have greater recourse to central bank credit. The use of
intraday liquidity remained practically unchanged in proportion to the flow
of payments (4 per cent) but increased by comparison with the value of the
securities deposited as collateral (from 23 to 29 per cent).

Most of the payments entered for settlement into BI-REL come from
ancillary systems (BI-COMP and EXPRESS II), from the screen-based
interbank deposit market (e-MID) and from international payment systems
(CLS and Euro 1). The clearing balances of BI-COMP came to more than
€370 billion, an increase of 16 per cent for the year. The value of the clearing
balances settled by intermediaries through BI-REL in the two EXPRESS II
clearing cycles averaged €9.9 billion a day (€7 billion of which was settled
in the overnight cycle), an increase over the average of €8.2 billion for the
first 11 months of full operation ending in December 2004.

The gross component of EXPRESS II generated more than 1,000
payment orders a day in BI-REL for transactions other than monetary
policy repos (compared with 760 in 2004), for a value of €14.3 billion
(€9.9 billion in 2004).

Transactions on e-MID between domestic counterparties settled
automatically through BI-REL remained broadly unchanged at €5,714
billion.

The two Italian banks participating directly in the CLS multicurrency
foreign exchange settlement system settled payments worth over €250
million a day in BI-REL, about the same as in 2004. The volume of business
handled by CLS soared by nearly 40 per cent for the year.

The Italian banks participating in the Eurol system recorded a slight
worsening of their net credit positions. The debit balances settled through
BI-REL increased by 10 per cent to a daily average of €550 million, while
the average value of credit balances was unchanged at about €1 billion.



Analysis and monitoring of BI-REL and BI-COMP. — Oversight
activities concerning BI-REL have been described in a manual drafted in
accordance with the guidelines of the ESCB’s TARGET Oversight Guide,
which provides national central banks with a minimum common framework
for the oversight function.

The manual calls for analysis of BI-REL’s risk and efficiency using
a set of qualitative information and quantitative indicators broader than
those recommended by the ESCB. There was no change in the established
patterns of type of participation, payment turnover, levels of efficiency,
financial risk and operational risk.

The assessment of BI-REL’s technical and operational reliability
focused on malfunctions and the adequacy of subsequent intervention.
There were seven malfunctions with consequences of some significance
last year. However, none caused participants to lose payments, and none
had systemic effects. The business continuity of BI-REL continued to
be at a higher level (99.87 per cent) than the ESCB’s mandated level for
TARGET as a whole (99.5 per cent).

The quantitative indicators for simulating the liquidity impact on
the entire Italian payment system of the shutdown of a system linked to
BI-REL were determined.

In August 2005 the ECB released its report on retail payment systems’
compliance with the ESCB’s standards of stability and efficiency. All
the systems examined were judged to be up to the relevant oversight
standards, albeit some at higher levels than others. BI-COMP was broadly
compliant.

Correspondent banking services. — Within the framework of the
Eurosystem Reserve Management Services, available to the institutions
of new EU member states and non-EU countries since 2004 under
harmonized rules and prices, user demand was directed mainly at the
investment of end-day liquidity.

Payments. — The collection and payment transactions for foreign
correspondents via straight through processing numbered more than 6,500
in 2005 for a total value of over €7.5 billion. More than 4,600 of these
transactions, worth €2.3 million, involved the payment of pensions from
euro-area countries. About 28,700 transactions were processed manually,
mostly on behalf of public sector entities and foreign correspondents. The
Bank of Italy began the process of joining the European STEP2 system
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for cross-border retail payments, which includes not only a number of
commercial banks but also several Eurosystem central banks.

Foreign securities posted as collateral for Eurosystem credit operations
continued to follow a rising trend. The average daily value went up by 22.7
per cent to €400 billion. More than four fifths of the collateral consists of
securities transferred via the CCBM. As a correspondent institution the Bank
of Italy handled about 15 per cent, by value, of the collateral posted in favour
of other ESCB central banks, compared with 20 per cent in 2004. The decline
of about €10 billion was due entirely to a decrease in demand from British
counterparties (which fell by 48 per cent, in value terms). Correspondent
business continues to be highly concentrated with just a few NCBs; German
and British banks continue to hold three quarters of the collateral posted with
the Bank of Italy in favour of their respective central banks.

Payment infrastructures in the European scenario

TARGET?2 will be launched on 19 November 2007, ten months
behind the original schedule. The new date was set by the ECB Governing
Council in October 2005 in acknowledgment of the greater complexity
of the system owing, among other things, to the development of the new
functions requested by the market in the course of public consultations.

The general strategy for the migration to TARGET?2 had already
been approved in December 2004. It calls for a gradual transition to the
new system by groups of countries in such a way as to minimize risks and
ensure adequate operational and functional flexibility. In October 2005
the ECB Governing Council published its second “Progress Report on
TARGET?2” clarifying the aspects of the project that had been pending
until then.

The realization of the single shared platform within TARGET?2 is at an
advanced stage. In December 2005 operators were given the final detailed
functional specifications; in January the three central banks assigned to
set up and operate the platform (Bank of Italy, Deutsche Bundesbank and
Banque de France) began functional integration testing. At the start of 2007
tests with the other central banks will be initiated, and in May trials will
be held with the first group of intermediaries that will migrate to the new
system.

For the Italian financial marketplace, trials will begin in September
2007 with the pilot group of banks and in November with the rest of the
system.



The project for a single euro payments area (SEPA) calls for the creation
of area-wide infrastructures for the clearing and settlement of retail payments
(PEACH). Each PEACH must meet a number of basic requirements: it
must be able to process pan-European payment instruments; it must be
technically and functionally integrated with the European infrastructures
that will handle retail payments; and it must guarantee that every institution
can receive the payments directed to it.

Measures involving the Bank of Italy’s BI-COMP clearing system
move in this direction. The provision issued by the Governor on 11
November 2005 concerning the oversight of retail payment systems was a
first, significant step in defining the characteristics of the system from this
standpoint.

Additional measures will be taken in 2006, with the adoption of
communication standards in use internationally and performance by the
Bank of Italy of activities preparatory to the determination of the clearing
balances of the retail sub-system. For this latter purpose the Bank will set
up its own service centre that will operate on a market-based philosophy.
The Bank of Italy is scheduled to join STEP2 to settle its cross-border retail
payments as well as those of the Italian banks that elect to take advantage
of the Bank of Italy’s intermediation.

In response to the requests of banks for more efficient management of
collateral against Eurosystem credit operations, a study was begun on ways
of improving the current arrangements, based on national infrastructures
for domestic collateral and the CCBM for cross-border collateral. The
CCBM2 project aims to implement, in the medium term, a technical
platform — shared by the NCBs — for the management of domestic and
foreign collateral. Consideration will also be given to the possibility of
extending the service to bank loans.

Cashier’s cheques and deposits against banker’s drafts. — The issue
of cashier’s cheques and banker’s drafts diminished again. The Bank of
Italy’s issues of ordinary and special cashier’s cheques fell in number from
413,055 to 377,292 and in value from €8 billion to €7 billion.

The interbank database on irregular cheques and payment cards. —
This register of persons whose authorization to write cheques has been
revoked listed 60,425 persons and 241,175 cheques at the end of 2005 for
a total amount of €968.5 million. The number of persons and the number
of cheques were practically stable, while the total amount decreased by 5.3
per cent, as the average amount of the bad cheques declined from €4,230
to €4,016.
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Most of the bad cheques were drawn on just a few banks. More than
half the value and 59 per cent of the number of the cheques entered in the
register were drawn on just 9 banks, or 1.6 per cent of the 565 banks that
reported bad cheques to the database during the year.

The database registered 62,956 persons for improper use of payment
cards in 2005, a decrease of 12.8 per cent. At the end of the year a total of
4,397,900 cards were registered, an increase of 4.2 per cent by comparison
with a year earlier.

Government payment services. — The Bank of Italy took steps last
year to fully realize the electronic state treasury services within the
Computerized Public Administration Payment System. In this context the
finalization of a flexible IT architecture will permit the swift adaptation
of payment and collection procedures to SEPA standards. For the full
implementation of the computerized treasury service, a number of
initiatives are under way to computerize the spending of state agencies
and departments. The procedure enabling treasuries to use credit transfers
in order to credit paper-based spending instruments to creditors’ accounts
went operational. This will eliminate the manual processing of banks’
administration accounts. With the introduction of the procedure the
integration of the state treasury into the payment system is virtually
complete. In 2005 the interbank channel was used for 98 per cent of the
44 million state treasury payments (Figure 42).

Figure 42
SETTLEMENT CHANNELS OF TREASURY PAYMENTS
(numbers in millions)
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Credit transfers for tax and social contribution payments using the
unified tax payment form amounted to €373 billion in 2005. In accord
with the Ministry for the Economy and Finance, technical and regulatory
measures were prepared to permit the use of credit transfers for payments



directly to the state treasury. The computerization of the state treasury
service required major regulatory simplification. The revision of the
“General Instructions on Treasury Services” was completed in cooperation
with the State Accounting Office.

Work on the information system on transactions of public sector
entities intensified. After final testing of transmissions between the Bank of
Italy and the treasurers, the procedure went operational on 1 October 2005
and was used to experiment the total abrogation of the single state treasury
payment system pursuant to the ministerial decree of 8 July 2005. As of 1
January of this year some 3,000 entities transmit information to the system.
The Ministry, as recipient, has tested the reliability and rapidity of the data
required to prepare the quarterly report on the borrowing requirement.

Since March the Bank of Italy has made the data breakdowns prepared
in concert with the Ministry available to the public sector entities; as of
November the latter will be able to obtain further data from a website set
up by the Bank, either by entering a user ID and password or by using the
national public service card. The coming months will see the start of trials
with the banks acting as treasurers for towns with up to 20,000 inhabitants
and for local authorities required to transmit data to the system as of 1
January 2007.

The Bank and the Ministry for the Economy and Finance reached
an agreement on a procedure for exchanging information on trends in the
state treasury account with a view to improving their predictability and
facilitating the conduct of Eurosystem monetary policy; the procedure was
tested in the course of 2005. A convention was stipulated in accordance with
the ministerial decree of 30 December 2005 containing “instructions on the
management of the state treasury account for cashier services” to regulate
the timing and methods of exchanging data. By Decree of 19 September
2005 the Ministry, exercising a right granted under the law instituting the
account, reduced the minimum end-month balance from €15.5 billion to
€10 billion.

Last year saw an increase in activity connected with payment services
for public entities. Some 5.8 million payments were made in 2005, an
increase of 22 per cent compared with the previous year.
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THE GOVERNOR’S CONCLUDING REMARKS

As I take the floor for the first time before this annual meeting, allow
me to begin by conveying my best wishes to the President of the Republic,
Giorgio Napolitano, to whom I confirm the continuing institutional
commitment of the Bank of Italy to serving the nation. In the same spirit
of invaluable institutional continuity, I pay my respects to the Government
that led Italy for the duration of a legislature and wish the Government that
has just taken its place success in its endeavours.

In December of last year Antonio Fazio resigned as Governor of the
Bank of Italy. He had joined the Bank in 1965, become Head of the Research
Department and then Central Manager for Economic Research. As Governor
since May 1993, he directed the monetary policy that accompanied Italy’s
entry to Economic and Monetary Union.

His actions towards the end of his tenure are still open to judgement.
To him I wish to express recognition that is not merely formal for having
dedicated his entire professional life to the service of this institution.

The end of last year brought with it the conclusion of a convulsive
period of scandal and speculation, during which it had seemed that the
market, the savings of Italians, and the destiny of companies in key sectors
of the national economy were prey to the caprice, self-interest and schemes
of a few individuals.

The action of the judiciary prevented these schemes from succeeding.
The outcome of the judicial proceedings now under way is awaited.
Although the institutional integrity of its supervisory structure was
unscathed, the Bank of Italy has been wounded. As President Carlo Azeglio
Ciampi did me the honour of appointing me Governor, on the proposal
of Prime Minister Silvio Berlusconi, it was and it is my responsibility
to lead the Bank in the restoration of the prestige it has always enjoyed,
and to guide its evolution in a national and international environment
radically different from the one that has shaped its history.
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The field of action is vast: contributing substantively to the formulation
and implementation of monetary policy in the euro area; expanding and
strengthening banking supervision while adapting it to the new international
rules; making the Bank once again the trusted, independent advisor to
Parliament, the Government and the general public; and, internally,
reconfiguring the central administration and branches, with a rethinking of
their tasks and structure, and reconsidering the role of the Italian Foreign
Exchange Office. These are the lines of action to be undertaken. In tackling
the evolution of the Bank in these new circumstances, the contribution of
the staff and of the trade union representatives is essential. In a few days’
time I shall set out these strategy guidelines to them in practical terms,
confident that they will share my belief in their necessity.

At its next meeting the Board of Directors will discuss the proposed
amendments to the Statute of the Bank, in compliance with the new
legislation. This begins the mandated procedure, which will culminate in
examination by the Government and the issue of a decree by the President
of the Republic.

I know, to borrow an expression from Guido Carli, that my strength
is not equal to the objectives. I would doubt ever being able to attain them
if I could not count on the integrity, professional competence and sense of
institutional responsibility of the entire staff of the Bank. But there is also
something else on which I am certain I can rely: the rightful pride of this
institution, which has always transformed difficulties into a spur to growth.
In the Bank of Italy, which from Einaudi to Ciampi has provided the nation
with Presidents of the Republic, Prime Ministers and cabinet Ministers, |
have found an institution of excellence, where the nobility of public service
is deeply felt.

It is to that service that I, like other Governors before me, intend to dedicate
my efforts. It is from this collective sentiment that I shall draw my strength.

Returning to growth

The cyclical recovery that is now beginning in Italy cannot by itself
solve the growth problem that has afflicted the country for more than a
decade, but it will facilitate the necessary structural changes.

If slow growth persists for long, it stifles an economy’s ability to
innovate, saps the aspirations of the young and portends regression. It is



especially worrying in a country such as ours, with its adverse demographic
trend and high public debt.

Financial stability is a necessary condition for economic growth, but
in Italy growth is in turn a prerequisite for financial stability. It is essential,
while preserving the one, to rekindle the other.

The international context

In the last two years the world economy has grown at an average rate
of 5 per cent, the euro-area economy at an average of 1.7 per cent. World
trade has increased by just under 9 per cent. Increasing demand, supply
bottlenecks and geopolitical tensions have driven up the prices of raw
materials and energy. The latter have more than doubled in real terms in
the last three years.

Monetary policies are becoming less accommodating everywhere,
though differences in the timing and intensity of the change reflect different
cyclical conditions and inflationary risks. Fiscal policies have not yet taken
advantage of global growth to make the adjustments to the public finances that
are necessary to reduce imbalances and cope with the ageing of the population.
A rise in interest rates tends to increase the cost of servicing the public debt.
The higher the debt, the greater the effect; Italy is particularly exposed.

Balance-of-payments disequilibria have become more pronounced.
While current account surpluses are widely distributed, the deficit is
concentrated in the United States, where it has reached nearly 2 per cent
of world GDP, a record high. A rise in the US domestic saving rate, a
recovery in growth in Europe and Japan and an acceleration in domestic
demand in China and the oil-producing countries may lessen the danger
that the inevitable correction of the disequilibria will come about by means
of disorderly changes in exchange rates.

The expansion in world liquidity and low interest rates contributed to
the rise in the prices of financial assets and housing. Interest rate differentials
and the volatility of the financial variables fell to historically low levels.
The possibility that investors will underestimate risk is a potential source
of instability. The volatility of exchange rates and securities prices has
increased in recent weeks, triggering a rapid unwinding of carry trade
positions that in its turn has affected exchange rates.

These factors of fragility are counterbalanced by the credibility of
monetary policies, which has subdued inflation expectations. The recent rise
in energy prices has not affected core inflation, which has been contained
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partly by international competition. The talent, capital and technology now
available in the financial markets have increased their ability to reallocate
risk and strengthened their resilience to shocks. However, the rapid spread
of derivatives may amplify the transmission of shocks, with systemic
implications that have still not been fully quantified.

Persistent disequilibria, high oil prices and the protracted, rapid
growth in liquidity are a cause of concern to monetary authorities in view
of their potential repercussions on inflation, the prices of financial assets
and exchange rates.

The distinctive features of the international scene today are the
development and spread of new information technology and the rapid
growth of the large emerging economies.

The digital revolution that took place at the end of the last century
has triggered an efficiency competition between national economies. It is
essential to rise to the challenge.

The emerging economies’ share of world exports of manufactures has
risen to 30 per cent, and the proportion of their products with a medium or
high intensity of capital and technology is increasing. Consumers in the
advanced countries have derived large and immediate benefits. Producers
can meet the fierce challenge from competitors with low labour costs if they
seize the opportunities offered by the internationalization of production and
the emergence of new markets.

In a situation of continuing rapid growth in the world economy and
world trade, we must be guided by the optimism of initiative, not by
melancholy regret for a protectionism that has had its day.

Italy’s productivity crisis

Since the middle of the 1990s output per hour worked has risen much
less in Italy than elsewhere: on average, by over one percentage point
less each year than in the OECD countries. The delay in adapting the
technological and organizational capacities of firms and the economy in
general has caused total factor productivity to decline, making Italy unique
among industrialized countries.

Improvements in efficiency are being impeded by the skewed
size distribution of firms, which is scarcely compatible with the new
paradigms of technology and competition. This is accompanied by sectoral



specialization that is still excessively geared towards traditional products.
Removing the obstacles to the expansion of firms is a prerequisite for
seizing the opportunities offered by market globalization and for stimulating
the widespread and systematic application of innovations in corporate
organization, production processes and product ranges. This is the way to
regain international competitiveness and to stimulate renewed growth.

Defending competitiveness by devaluing the currency, which in any
case gave only temporary relief from the effects of a productivity gap,
is now impossible. The only options are increasing output per man-hour
and containing nominal incomes. In the long run, only rising productivity
generates economic well-being.

This year the growth in gross domestic product could be close to 1.5
per cent, thanks to a recovery in exports and investment. The cyclical upturn
may facilitate measures to encourage adjustment in the economy.

Stability: a necessary condition for growth

Macroeconomic policies contribute to stimulating renewed growth by
ensuring a framework of stability.

The common monetary policy has given the euro area price stability
and protection from the volatility of the financial markets. Between 1999
and today, actual and expected consumer price inflation in the area has
been barely above 2 per cent, albeit with significant rises in the prices of
some items, in particular in sectors less exposed to competition. The price
stability objective established by the Eurosystem anchors the expectations
of producers, consumers and the social partners. Testifying to the credibility
that the European Central Bank has acquired, short-term interest rates in
the euro area reached their lowest level in fifty years.

The convergence towards price stability has served the interests of all
the participants in the monetary union, and continues to do so. The benefits
of the euro are especially valuable in Italy. The decline in interest rates
enabled firms to keep their financial costs low in relation to value added,
even during a downturn in which corporate debt increased. The interest rate
differential between Italian and German long-term government bonds had
averaged 340 basis points between 1992 and 1998; between 1999 and 2005
it fell to just 25 basis points. Interest expenditure on new issues of public
debt was drastically reduced.

The benefits of the single currency for the public finances have been
largely dissipated, however. The upward trend in rates now calls for urgent
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action on the structural determinants of public spending. The burden of the
public debt must begin to diminish again. Its ratio to GDP increased by 2.5
percentage points last year to 106.4 per cent, despite asset disposals worth
about one point. General government net borrowing rose to 4.1 per cent
of GDP; it exceeded the limit set by the Treaty of Maastricht for the third
consecutive year. The primary surplus has steadily declined, from 6.6 per
cent of GDP in 1997 to 0.4 per cent last year. Net of privatization receipts
and excluding the effect of one-off measures, the borrowing requirement
— on which the trend in the public debt depends — came close to 6 per cent
of GDP.

Net borrowing may again exceed 4 per cent of GDP in 2006; the debt
ratio would rise further.

To bring the public finance balances back to levels that permit
a predictable, continuous and permanent reduction in the debt ratio,
structural adjustments affecting the main expenditure items and all levels
of government are necessary. In the light of current trends, a correction of
around two percentage points of GDP is needed to achieve the net borrowing
objective of 2.8 per cent of GDP set out in government programmes for
2007 and to begin to reduce the ratio of debt to GDP again. Additional
resources would have to be found to fund any measures to ease the burden
of taxation or boost public investment.

Primary current expenditure, which has risen in real terms by 2.5
per cent per year over the past decade, has to be curbed. In addition to
containment of the operating cost of government, there are two unavoidable
priorities: tackling the problem of the average age at which people retire and
making regional and local governments fully responsible for controlling
their expenditure.

Pension outlays amount to 15.4 per cent of gross domestic product.
Almost one quarter of this consists of old-age and seniority pensions paid
to persons under 65 years of age. The greatest number of workers retire
when they meet the minimum pension requirements. In recent years, as
a result of the reforms that tightened the eligibility requirements, the
average age at retirement has been about 60 in Italy; it is 61 in Germany,
62 in the United Kingdom and over 65 in the United States. At age 60,
women can expect to live another 25 years and men another 21. In the
future, together with the development of supplementary pension schemes,
only a significant rise in the average age at retirement can square the
payment of adequate pensions with the financial sustainability of the
contributions-based pension system. A lengthening of the working life
will also help raise the labour force participation rate.



Regional and local governments account for more than 40 per cent of
total general government expenditure on labour costs; they make nearly
80 per cent of total public investment. Health care, which is a regional
responsibility, constitutes more than 13 per cent of general government
spending. The decentralization of government functions can improve the
overall efficiency of the system only if a close link is created between
spending and responsibility for its financing. The decentralization of
spending has not yet been accompanied by sufficiently broad powers of
taxation, transparent and systematic criteria for revenue equalization and
effective constraints on borrowing.

In order to contribute to stimulating renewed economic growth, not
only must budget balance be restored but the composition of expenditure
must also be modified. Savings on other items would release resources with
which to improve infrastructure, strengthen social security, thus facilitating
the operation of the labour market, and reduce the tax burden to enhance
competitiveness. A lasting impact on the budget requires a decisive change
in the laws and rules on expenditure. Otherwise, as experience has shown,
even dramatic budget adjustments produce only short-lived results.

Measures to stimulate renewed growth

Heightened competition and a broadening of the scope for market
mechanisms to operate are necessary for a revival in production and
complementary to decisions regarding equity. Competition is the best
agent of social justice in an economy, and in a society such as Italy’s in
whose history the privileges of the few have commonly been rooted in the
protection of the State.

In recent years numerous areas of action have come to the attention
of observers and economic policy-makers as crucial for restoring the
growth of the economy: employment, education, services and the legal
and administrative environment are issues of particular importance.

Labour costs are affected directly or indirectly by the level of
wages, by taxation and social security charges and by the rigidity of
regulations.

The coordinationof wage bargaining atnationallevelnotonly safeguards
equity but also helps to ensure that wage trends in sectors where there is
little competition and areas of the country with low unemployment do not
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become incompatible with price stability. The 1993 agreements between
employers and trade unions assigned the distribution of productivity gains
to decentralized bargaining. The adoption of employee-compensation
schemes explicitly linked to the firm’s productivity is still very limited,
however, and remains concentrated among large industrial enterprises.

In2005 State levies, in the form of taxes and social security contributions
but not counting the regional tax on productive activities, amounted to 45.4
per cent of the cost of employing a typical worker in industry. The average
in the OECD countries is 37.3 per cent. Too large a tax and contribution
wedge distorts resource allocation and hampers growth.

The budget constraints leave little room for financing a reduction.
Shifting taxation from labour to consumption offers benefits in terms of
resource allocation and certainty of coverage, but it has macroeconomic
and distributive effects that need careful assessment, in conjunction with
the social partners.

Rigidity in the utilization of labour has implicit costs for business. It may
be rooted in hiring procedures, in the deployment of human resources within
the firm, or in termination procedures; the latter are made onerous, above
all, by the length and cost of possible legal proceedings, which are uncertain
and frequently very high. Some flexibility has been recovered during recent
years with the spread of atypical employment contracts. If the labour market
is well-regulated and typical contracts not overly rigid, atypical contracts
will offer a useful range of options to firms and workers. However, if they
become a surrogate for ordinarily flexible employment, they prevent many
young people from planning for the future, reduce the incentives for firms to
invest in training and curb macroeconomic productivity.

Efficiency and equity require that market segmentation be lessened
by establishing more uniform rules under which employment becomes
more stable with the passage of time. In an age in which the economy must
rapidly reallocate resources in the changed competitive environment, it is
the worker rather than the job that must be protected by ensuring — subject
to budget constraints — a decent and non-distorting level of unemployment
benefits and real opportunities for training and career change.

This is not enough, however. A return to productivity growth calls
for innovation and investment in research and technology, and entrepreneurs
with the courage and far-sightedness not to remain passive in the face of
difficulties but to seize the opportunity to change the way their businesses
operate.



The stagnation in productivity is partly due to the shortage of human
capital. The low level of employment among members of the most vital and
promising segment of the working population is a serious waste: in Italy
the employment rate for people in their twenties is 10 points lower than the
average for the European Union.

In the past ten years Italy has narrowed the gap with the other
advanced countries as regards young people’s educational attainment, but
the cumulative deficiencies will be reflected in the average educational
level of Italians for a long time to come. In 2003 secondary-school and
university graduates made up 34 and 10 per cent respectively of the age
group from 25 to 64, compared with averages of 41 and 24 per cent in the
OECD countries.

The quality of academic results is also unsatisfactory in several
respects. By the age of 15, Italian students are the equivalent of one school
year behind in mathematics: according to an OECD survey, Italy ranks 26th
out of 29 countries. This lack of educational effectiveness is compounded
by a lack of equity: in terms of the variability of achievement levels
among 15-year-olds, Italy is in 23rd position among the OECD countries;
success in secondary school and at university is closely correlated with the
socio-economic status of the student’s family.

The seriousness of the problem is a compelling reason to examine the
experience of other European countries, such as Sweden, Finland and the
United Kingdom, which have experimented with ways of improving the
performance of the education and research system by increasing competition
among schools and universities; even more than additional expenditure,
what is needed are new rules to reward teachers and researchers on merit.

The productivity of the service sector is essential for economic
growth. Services account for over 70 per cent of value added in the OECD
countries; they are used in production by all the other branches of activity.
Monopoly rents that keep prices high, impede innovation and productivity,
and depress the economy’s competitiveness are more prevalent in the
service sector.

Utility companies in Italy were still entirely publicly owned until the
middle of the 1990s. The large-scale privatization programme involving
them helped to reduce the public debt in relation to GDP. The liberalization
of these markets has not progressed to the same extent. The problems of
network operation and expansion of the number of suppliers remain largely
unresolved. Where local public services are concerned, even privatization
has made little progress, and liberalization is practically non-existent;
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contracts can be let to public or mixed companies without a call for tenders.
Local authorities still control many enterprises supplying public services.
Sometimes they attempt to increase the range of services offered, triggering
a return to public control.

Obstacles to competition also stem from restrictive regulations,
which in several branches of activity harm the majority of consumers and
workers.

In the retail sector the average number of employees is about half the
euro-area average. The degree of fragmentation impinges on efficiency; it
slows the adoption of new technologies, which are an important source of
productivity growth in the sector in other countries. The reform law of
1998 liberalizing the establishment of small shops empowered the regional
authorities to regulate the opening of larger outlets. Not all of the regions
took this opportunity to liberalize. In the regions that applied the most
restrictive standards this hindered productive efficiency and the spread of
new technologies, to the detriment of consumers and even of employment
growth in the sector.

The European services directive currently in the process of being
adopted can offer only modest stimulus to competition. The undertaking
of more resolute liberalization policies is still left mainly to the discretion
of national governments. Italy has everything to gain by moving resolutely
in this direction.

The legal and administrative system significantly affects the costs
and competitiveness of businesses. In Italy it has long been indifferent
to market considerations. In a World Bank classification of the bureaucratic
and administrative formalities affecting businesses, Italy comes 70th, last
but one among the OECD countries.

From the middle of the 1990s onwards, steps were taken to simplify
administrative procedures and improve the system of regulation. They
have been only partially successful. The discrepancy between measures as
formally drafted and their practical application continues to be a general
problem of the Italian system.

The recent reform of bankruptcy law has introduced instruments to
promote earlier detection of critical situations and the rapid reorganization of
firms in temporary difficulty; it has streamlined and modernized liquidation
procedures. However, the new legislation only applies to about half
of all businesses; in particular, a large set of firms are not eligible for



the cancellation of residual debts at the end of the procedure. The penal
provisions, based on a punitive view of bankruptcy, remain unchanged.

Much remains to be done in the general area of the application of
the law, although this is not the place to suggest remedies, which can be
sought in the experience of other countries. The reforms passed in the last
fifteen years to speed up civil proceedings have not yielded the desired
results. Civil actions still last far longer than in other European countries;
debt recovery proceedings in Italy take five times the OECD average.
International studies show that, in relation to the size of the population, the
number of judges and officials in Italy and the amount of public spending
on the justice system are comparable to the figures for other countries of
similar size and legal tradition.

In the tax field, action to improve the clarity of the rules and regulations
and the way they are applied reduces litigation and guarantees firms a more
certain framework in which to operate. Compliance with tax and social
security obligations is discouraged by frequent recourse to amnesties and
immunity from prosecution; between 1970 and 2004 only two fiscal years
were not covered by provisions of this kind.

The revival of domestic economic growth and the reduction of
geographical disparities are complementary objectives. Measures that will
have an impact on the structure of the economy, particularly on the growth
in the size of firms and changes in their product specialization, serve both
purposes. In fact, they bring greater benefits to the economy of the South,
which suffers more acutely from the national ills, notably in public services
and infrastructure but also in the enforcement of law and order.

Specific policies offering incentives to firms may be helpful, but
their usefulness must not be overrated. They involve administrative costs,
possible distortions in the allocation of resources, and the risk that they
will be abused, especially if they rely on discretionary mechanisms. Even
the benefit of stimulating investment, despite being greater for firms in the
South, is modest in relation to the resources employed. According to Bank
of Italy surveys, one fifth of industrial firms in the South received public
incentives in 2005, compared with nearly one quarter of those in the rest of
Italy. In the case of firms in the South, the additional investment generated
is less than 30 per cent of the funds distributed; in the Centre and North the
corresponding figure is about 10 per cent.

A scaling-down of the system of transfers to firms would release
resources for other spending priorities and for reducing the tax burden and
social security contributions. By contrast, an attempt to force the growth
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of the South financially by assigning inappropriate tasks to banks could
once again lead to situations that have already proved harmful in the past
both for the economy of the South and for the stability and efficiency of the
banking system.

The financial system in the South has made important strides in the
last ten years, especially in the quality and efficiency of banking, thanks
in part to the involvement of banks based in the Centre and North. On a
risk-adjusted basis, the difference between the cost of credit in the South
compared with that in the Centre and North has almost vanished. However,
there is still a lag in the spread of more advanced financial instruments
among households in the South, and even in the use of banking services.
Banks and financial institutions have considerable growth potential in the
South.

A financial system serving development

The capital markets

Funds raised directly in the market by firms in the form of listed shares
and bonds represent only 17 per cent of their financing in Italy, about a
quarter less than in France and Germany; the figure is higher than 40 per
cent in the United States and close to 50 per cent in the United Kingdom. In
relation to the size of the economy, Italy’s stock exchange is much smaller
than the average for the advanced countries.

Development of the capital markets is necessary for the growth of
firms, and vice versa. The markets play a crucial role in mobilizing
financial resources. The total financial wealth of Italian households is large
in relation to GDP and also by comparison with the other major European
countries. Although the behaviour of savers has changed in the last few
years, the diversification of households’ portfolios is still limited, to the
detriment of the balance between returns on savings and protection from
risk. Broader, efficient and well-regulated financial markets will make
it possible to encourage current trends, benefiting households, firms and
intermediaries themselves.

In the life of a firm, admission to stock exchange listing is the first
step towards a more solid financial structure, possibly paving the way
for a leap in size, with a higher proportion of bond debt and often with
a lower cost of bank credit. But fear of losing control of the firm and the
costs connected with the transparency requirements for listed companies,



including their tax implications, deter many entrepreneurs from seeking
a listing. Regulation must seek to strike a balance between safeguarding
investors and minimizing the costs for firms. It is up to the entrepreneur to
assess the opportunities offered by stock exchange listing, which detracts
nothing from his passion or creativity; on the contrary, in difficult moments
of transition, it can represent a compromise between keeping all the capital
in his own hands, thereby sacrificing the opportunities for growth, and
relinquishing control entirely.

Development of the markets requires rapid and effective protection
of minority shareholders from opportunistic or non-transparent behaviour.
Prevention must be able to rely notonly on primary and secondary legislation
and its application by the supervisory authorities, but also on the autonomous
initiative of operators in the market: banks, rating agencies, investors. There
is ample scope for self-regulation and shareholder activism.

If this is not fully exploited in Italy, it is partly because institutional
investors carry little weight. Their voice, which is strong and insistent
elsewhere, is faint in Italy. Their presence contributes to the assessment
of the quality of corporate management, the protection of minority
shareholders and the correct handling of conflicts of interest; it deepens the
market and increases its allocative efficiency; it facilitates the placement
of equity capital and the spread of long-term financial liabilities. Where
institutional investors play a more prominent role, the average size of the
companies that seek a listing is smaller.

Pension funds in particular have great potential for growth in Italy.
In the most advanced financial systems they are among the main investors
in listed shares. In the United States they hold about one fifth of the market
capitalization, corresponding to roughly one third of GDP; in Italy the
proportion is close to zero. The financial assets managed by Italian pension
funds amount to 2.1 per cent of GDP, those of funds created after 1993 to
0.8 per cent.

More rapid expansion is necessary. The income replacement delivered
by the public pension system will decline in the decades ahead as a
consequence of the reforms introduced in recent years. The rapid growth of
supplementary pension schemes is essential to provide adequate incomes
for future generations of retirees.

In addition to workers’ contributions, it will be necessary to use the flow
of resources now set aside for severance pay, which for the private sector
amounts to approximately 1.5 per cent of GDP per year. The advantages
for workers are likely to be considerable. Greater investment in equities
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would increase the return on retirement savings. Over the long run the rate
of return on equities has been substantially higher than that on bonds and
well above the nominal rate of growth in GDP; it has been far higher on
average than that on accumulated severance pay.

Hitherto, the accumulation of severance pay has represented a form
of precautionary saving for workers, offering a modest but certain return,
which in the event of loss of employment supplemented the often scant
protection provided by the welfare system. Ways must be found to guarantee
workers adequate flexibility in the use of the accumulated resources and an
appropriate limitation of risk.

As for firms, contributions relief such as that which has been announced
would amply compensate for the loss of a source of finance at less than
market rates.

The development of supplementary pension schemes requires that full
competition be promoted between all financial institutions and that workers
be guaranteed full freedom of choice. Suitable fund size and greater
transparency of terms and conditions must contribute to containing costs.

At the same time, it is necessary to give workers clear information about
the public pension that they will receive in the future. According to the Bank
of Italy’s Survey of Household Income and Wealth, one third of the persons
in employment are unable to judge whether their pension will be adequate.

The experience of other countries suggests that the expansion
of pension funds is also crucial for the development of intermediaries
specialized in fostering the growth of small, innovative firms. Between
2000 and 2003 pension funds in the United States accounted for 42 per
cent of the financial flows of venture capital firms, compared with 20 per
cent in the euro area and 3 per cent in Italy.

A deep and efficient stock market enables private-equity investors
to dispose of their shareholdings by means of stock exchange listings, a
method of disinvestment that makes the valuation process transparent while
also offering entrepreneurs greater protection against the risk of losing
control. The growth of specialized intermediaries, the greater involvement
of institutional investors and the strengthening of the stock market are
mutually reinforcing.

More widespread use of investment funds would permit greater
diversification of the risks in households’ portfolios and improve the



functioning of the financial markets. The competitiveness of Italian funds
is affected by tax disadvantages by comparison with foreign operators; it is
in the interest of the development of the Italian financial industry that they
be eliminated.

The Bank of Italy will simplify the supervisory rules. The timetable
for the launch of funds will be shortened by broadening the range of cases
in which the approval of fund rules is rapid or automatic. Hedge funds and
funds reserved to qualified investors, which have high minimum investment
requirements, will be allowed the greatest possible operational autonomy.

The growth of investment funds could also benefit from changes
in the sector’s structure. The current governance arrangements for asset
management companies are based on the integration of the production and
distribution of financial products and on the central role of banking and
insurance groups. Initially this model enabled the sector to grow rapidly,
but today it threatens to segment the market, reduces its efficiency and
restrains its further growth in quality and size, preventing full exploitation
of the large economies of scale in asset management.

In the past few years the Italian financial marketplace has achieved
great progress in terms of trading volumes and transaction costs. The
market’s liquidity and depth can increase further if implementation of the
plans for federation with other European exchanges is accelerated, while
safeguarding the informational advantages of the national market.

The European directive on financial markets has created the conditions
in which integration can strengthen competition between regulated markets
and systems operated by intermediaries. However, the benefits may not
materialize if barriers to access to clearing and settlement services persist
and legislative and technical disparities remain. Further common rules
could be formulated with the aim of preventing discrimination in access
and creating a harmonized regulatory and supervisory framework that will
ensure competition on an equal footing, investor protection and systemic
stability.

The banks

The Italian banking system is sound. In the last few years loan quality
has remained high, despite the weakness of the real economy; it has
benefited not only from improvements in borrower selection techniques but
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also from the transfer of part of the credit risk away from banks’ balance
sheets. The profitability of banking groups has improved: the return on
equity has reached 12 per cent, two points higher than in 2004; for the
leading groups it has risen by five points to 16.2 per cent.

Further development of the banking sector, including in terms of banks’
size, can improve the financial system’s competitiveness and strengthen
the economy. Small banks continue to play an indispensable role in
financing local economies; the presence of sufficiently large intermediaries
is necessary to ensure that more advanced services are widely available at
low cost. The growth and internationalization of firms are facilitated by the
growth and internationalization of banks.

As well as engaging in traditional activities, banks now increasingly
distribute a wide range of financial products. This alters the composition
of the risks they face. Their good name, which depends on proper conduct
and the quality of the products they sell, including those of third parties,
becomes crucially important for their competitiveness and even for their
stability. In addition to traditional credit and market risks, which have now
been partly transferred to other intermediaries, banks now face reputational,
legal and operational risks.

In this context strict compliance with regulations, with appropriate
operating standards and with deontological and ethical principles is a
prerequisite for the sound and prudent management of intermediaries.
The measures to foster corporate cultures based on rigorous observance
of the rules, the correct handling of conflicts of interest and maintenance
of customers’ trust must be strengthened. The Bank of Italy will issue
instructions requiring banks to establish a compliance function to monitor
observance of legal and self-regulatory rules.

The code of ethics that the Board of Directors of the Bank of
Italy approved this morning contains a provision to that effect for this
institution.

Effective governance arrangements are equally important. Especially
where ownership is fragmented, self-referential forms of governance
must be prevented from taking hold. The clear allocation of roles, the
effective exercise of their powers by governing bodies, the existence of
adequate checks and balances, and transparent conduct will ensure proper
management with the well-informed assumption of business risks.



Banks’ greater efficiency and the increase in competition are not yet
sufficiently reflected in the prices or quality of some banking services.

Bank charges for closing accounts are especially significant, because
they may restrict customer mobility and thereby hinder competition. At
the end of 2004, in consultation with the Antitrust Authority, the Bank of
Italy initiated an enquiry into the procedures and charges for terminating
the main retail banking and financial services. In the last two years some
banks have eliminated their charges for closing accounts. In most European
countries banks are not allowed to charge for this; in some, such as the
United Kingdom and France, self-regulatory codes also lay down standards
to ensure that accounts and the related services can actually be transferred
within a given time. The extensive data collected in the course of the enquiry
are described in the body of the Annual Report; the follow-up is now the
responsibility of the Antitrust Authority.

The new Basel Capital Accord introduces some highly innovative
principles into the regulation of banking. Its transposition requires a
far-reaching revision of supervisory rules. It will simplify prudential
regulations, increase intermediaries’ freedom of action and enhance the
flexibility of the banking system.

The key criterion is the evaluation of the different forms of risk using
common quantitative methods, together with a more accurate correlation
between capital requirements and the size of the risks faced. The new rules
for assessing the capital and organizational adequacy of banks are based on
their own methodologies. The Bank of Italy’s task is to verify the reliability
and rigour of the methods used and, if necessary, to require corrections
and improvements. There will be a more intense interaction between the
supervisory authority and the banks, but the regulatory formalities will be
reduced.

The widespread dissemination of the methods for calculating
capital requirements developed by each of the leading banks has made
adequate techniques available to a wide range of intermediaries, in some
cases through participation in consortiums. However, the most advanced
calculation methods will initially be used only by some of the major
groups. The market will comprise banks applying credit assessment
methodologies of varying complexity. The Bank of Italy is committed
to checking that the use of different methods of customer selection does not
lead to regulatory arbitrage or adverse selection.
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The risk-weighting system and the special treatment reserved for small
loans mean that the new rules will not result in credit rationing or higher costs
for smaller firms.

By increasing the role of flexible and market-oriented supervisory
instruments and reducing that of detailed administrative prescriptions, the
new regulatory system enhances the role and effectiveness of on-site and
prudential supervision.

Again with the aim of directing finance toward stimulating renewed
economic growth, the Bank of Italy intends to submit a proposal for revising
the regulation of banks’ equity interests in non-financial corporations to
the Interministerial Committee for Credit and Savings. The rules would
be fully aligned with Community law by easing the present stringent
constraints while introducing rigorous codes of corporate governance
in order to safeguard intermediaries’ stability and ensure the transparent
and correct handling of conflicts of interest.

As regards the authorization of acquisitions of controlling interests in
banks, the obligation to notify plans to the Bank of Italy before they have
been submitted to the board of directors will be abolished.

Driven by the single currency and progressive regulatory
harmonization, the integration of European banking markets derives
additional momentum from developments in the competitive environment.
The growth of consumer credit and, more generally, of financial products
for households contributes in this respect. Such products are becoming
increasingly standardized in design and in the technology used, which
encourages their large-scale distribution and enhances the value of existing
distribution networks. Italy, where households have a low level of debt and
still relatively undiversified financial assets, is an attractive market.

In the last ten years the main European banking groups have become
highly profitable, partly owing to the restructuring carried out in national
markets. They now have the resources to extend their activity abroad
significantly. The growth of the main Italian banks has narrowed the
gap between them and their leading European counterparts, but has not
eliminated it; the process must continue.

It is well known that last year saw important acquisitions of two Italian
banks by foreign banking groups and of foreign banks by an Italian group.
This greatly increased the degree of internationalization of Italy’s banking



system, bringing it into line with that of the other leading euro-area countries.
Foreign-owned banks’ share of the assets of banks established in Italy rose
from 8 to 14 per cent; in France, Germany and Spain the corresponding
figure is between 10 and 11 per cent, and in the Netherlands it is 14 per
cent. The foreign assets of the largest five Italian banking groups rose from
11 to 41 per cent of their combined assets, a figure comparable to that in
the other countries I have just mentioned. The increase was entirely due to
a single acquisition.

The spread of multinational banking groups in Europe requires
supervision performed jointly by authorities from different countries, in
accordance with principles established at European level, under which the
supervisory authority of the parent company is responsible for coordination.
Permanent structures, known as supervisory colleges, have been established
to coordinate the supervision of multinational groups. The Bank of Italy has
signed agreements with the German authorities and made contact with those
of many other European countries with a view to establishing cooperation
arrangements for Italian groups with a presence of systemic significance in
other countries and vice versa. Cooperation also relates to the convergence
of supervisory practices, to ensure that units of groups located in different
countries receive uniform treatment.

The law on the protection of savings passed in December 2005 is
intended to strengthen the safeguards for savers and increase market
transparency, with provisions that affect the regulation of market
participants, relations between intermediaries and their customers and the
arrangements for supervisory authorities.

As regards the latter aspect, the reform is based on the principle of
the purpose-based allocation of responsibilities. In accordance with this
approach, antitrust activity in the banking sector has been transferred to the
Antitrust Authority and new duties concerning the regulation and control
of the supply of financial products by banks and insurance companies
have been entrusted to Consob. The purpose-based model of supervision
offers advantages in terms of the specialization of controls, the speed of
decision-making and the transparent identification of the authorities’
responsibilities in relation to the purposes they are assigned and the exercise
of the powers they are granted.

The Bank of Italy had already concluded agreements with Isvap and
Consob on the supervision of financial conglomerates and is now ready for
any additional agreements that the new legal framework may require. For
matters that fall under the jurisdiction of more than one authority, it is to
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be hoped that some of the technical solutions envisaged by the law will be
simplified, especially as regards the artificial combination of the various
authorizations involved in banking mergers into a single act. Cooperation
among the authorities is essential for the more effective exercise of
administrative discretion and to curb the costs borne by the entities subject
to supervision.

I began my remarks with the words “returning to growth”. This is
Italy’s absolute priority for economic policy today, as was entering the
monetary union ten years ago. While preserving the stability we acquired at
so great a cost, we must find our way back to the path of growth. The actions
to be undertaken, including the measures to redress the public finances that
have now become imperative, must be evaluated first and foremost from
this point of view.

Such an objective can only be achieved if there is consensus on the
goals for the future and agreement on action in the present. Let us draw
encouragement from the knowledge that in the course of its history this
country has successfully overcome far more dramatic challenges.
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Foreign exchange reserves. — In managing its foreign exchange
reserves, the Bank continued with the policy aimed at diversifying the
potential sources of income and reducing the volatility of yields.

At 31 December 2005 Italy’s foreign exchange reserves amounted to
€24.4 billion, an increase of 12 per cent on the year-earlier figure of €21.8
billion. At the same date the foreign reserves managed on behalf of the
ECB amounted to approximately €6 billion, with an increase of 17 per
cent. In both cases the increase was primarily due to the appreciation of the
dollar against the euro.

Monetary policy operations and operations on behalf of the
Treasury. — The implementation of monetary policy required 74 open-
market transactions, of which 52 were main refinancing operations, 13
were longer-term refinancing operations and 9 were fine-tuning operations.
The latter were carried out on the last day of a maintenance period and
included 6 cases of deposit-taking and 3 of refinancing.

Turning to the public debt, as the Treasury’s agent, the Bank carried
out the placement of issues on the primary market, the settlement of special
transactions undertaken directly by the Ministry for the Economy and Finance,
and transactions on the secondary market. The agreement whereby the Bank
acts as agent for the Ministry for the Economy and Finance for Republic of
Italy foreign currency loans was renewed for the period 2005-06.

Management of the Bank’s investment portfolio. — The investment
activity of the Bank is based on the principle of long-term prudence, with
account taken of the need for appropriate combinations of risk and return
in relation to its institutional functions.

At the end of 2005 investments of the Bank’s own funds in securities
amounted to approximately €76 billion at market prices. The part invested

@ 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 PriceWaterhouseCoopers.
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in listed securities amounted to approximately €74 billion and was divided
between bonds (91 per cent) and equities (9 per cent).

The total net assets of the supplementary pension fund for employees
hired from 28 April 1993 onwards amounted to €67 million.

Human, organizational and IT resources. — At 31 December 2005
the Bank’s staff numbered 7,957, down by 139 on 31 December 2004;
compared with the end of 1995 the reduction was 1,466 or 15.6 per cent.

The Bank participated actively in the numerous working groups set up
at European level to analyze problems of special interest.

On 27 April 2006 the Bank signed agreements with the trade unions on
the economic and other conditions of employment, bringing to an end the
negotiations for the four-year period 2002-05. The agreements also covered
workplace access to the Internet (pursuant to Article 4 of Law 300/1970).

The organizational measures have been completed for the unification
of the “Cashier” and “Accounting and Control” functions throughout the
branch network, where the new units called “Inpayments, Outpayments
and Control” have been set up. In addition, the Milan and Naples local
branches, charged with payment services and accounting for the Treasury,
have been merged with their respective main branches.

The project for the concentration atregional level of branches’ contracts
for some services is nearing completion. The possibility of acquiring
certain goods and services using on-line catalogues was extended to all the
Bank’s units (the e-procurement project). Other initiatives continue aimed
at streamlining administrative procedures.

As regards IT resources, work continued on several projects for the
development of applications of national and international importance
concerning the payment system, payment services and accounting for the
Treasury, and book-keeping.

In particular, work continued on the preparation of the single European
platform of the new TARGET?2 payment system and for the adoption of the
single list of securities eligible as collateral for ESCB credit operations.

The Bank’s computing infrastructure was strengthened: the capacity
of the central systems grew by about 19 per cent; the scope of the use of
intermediate systems was broadened; and a substantial proportion of work
stations was renewed.

The technological upgrading of the local networks of the branches was
completed; the renewal of the networks of the Head Office is under way.



The Bank adopted additional measures to ensure business continuity
in the event of an emergency, whether within the Bank, the Italian financial
system or the Eurosystem.

Accounting aspects. — Work continued in 2005 on preparing the
Bank’s accounting system and procedures for the application, as of 2007
in accordance with the decision of the Governing Council of the ECB, of
the so-called economic approach. This method provides for transactions
in financial instruments to be entered in the books at the trade date of the
contract instead of at the settlement date; provision is also made for accruals
on foreign exchange transactions to be recorded daily.

As regards taxation, the Bank’s tax return for 2004, the first year of
application of the new corporate income tax (Ires), was prepared taking
account of the reform of corporate taxation, with special reference to the
part concerning equity interests.

An analysis was made of the effects of Decree Law 203/2005, ratified
by Law 248/2005, which provided for the tax losses accumulated by the
Bank in the period 2002-04 to be carried forward indefinitely and used to
offset up to a maximum of 50 per cent of taxable income in each year.

The Bank provided tax assistance directly to 6,835 employees and
pensioners, while 3,386 used the services of tax assistance centres.

Expenditure procedures have been simplified at the branches and the
related control systems improved, partly by introducing new sampling
methods.

New cost accounting tools have been prepared that promote the process
of harmonization under way within the Eurosystem.

Farticipation in the Eurosystem. — The Bank continued to be actively
involved in carrying out activities within the Eurosystem and implementing
initiatives that originated there.

Summary of the results for 2005. — The Bank’s results for the year
reflected the appreciation of the US dollar against the euro (by approximately
13 per cent, from $1.3621 to $1.1797) and the gradual rise in the interest rates
on dollar-denominated assets. In the euro area money market rates remained
relatively low, showing an upward trend in the last few months of 2005.

The year-end balance sheet total rose by €25,443 million (from€159,586
million to €185,029 million), largely as a result of the rise in the value of
gold and net foreign currency assets and of the revaluation of “instrumental”
buildings under Law 266/2005. On the assets side refinancing operations
and the portfolio of securities denominated in euros also increased; on the
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liabilities side banknotes in circulation showed significant growth (rising
on average over the year by 15 per cent, in line with the Eurosystem as a
whole).

Profit before tax and allocations to provisions for risks benefited from
the virtual absence of foreign exchange writedowns, which in 2004 had
amounted to €1,699 million and from the €717 million improvement in
net interest income. The latter result was due to the higher rate of return on
assets denominated in foreign currency and the above-mentioned growth in
banknotes in circulation.

An allocation of €703 million was made to the provision for general
risks, from which withdrawals had been made in the three previous years
to cover unrealized losses.

The tax on income for the year and that on productive activities
amounted to €935 million. In accordance with Law 248/2005 — which
amended Article 65 of Law 289/2002 — the Bank is required to pay tax on
€404 million of income (in addition to its payments on account) since tax
losses can now be used to offset only 50 per cent of the taxable income for
the year.

Net income for the year consequently amounted to €50 million (€25
million in 2004).

On 28 April 2006 the exchange rate of the dollar against the euro was 1.2537, a
decline of approximately 6 per cent compared with the end of 2005.



BALANCE SHEET
AND INCOME STATEMENT
for the year ended 31 December 2005



BALANCE

amounts in euros

ASSETS

2005 2004
1 GOLD AND GOLD RECEIVABLES .........cocoouiiiiiiieireteieiestee sttt 34,279,174,572 25,348,345,047
2 CLAIMS ON NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY........... 21,626,458,133 20,449,732,089
2.1 Receivables from the IMF ...t eeesbee s 2,510,117,195 3,633,965,360
2.2 Securities (0ther than Shares) .........ccccciiieiiiiiii s 14,920,468,682 13,482,833,103
2.3 Current accounts and AEPOSILS .........ccerueuiriiiiiiiiieiiieie ettt 4,191,899,816 3,330,872,380
2.4 REVEISE OPEIAtIONS ....cueiiiitiiiiiieitieie ettt ettt r et b et b e b e e e re e nenre e e nnenne e - -
2.5 OFNEI CIAIMS ...ttt b et bbbt b e e e s bt eae e bt bt e e b e 3,972,440 2,061,246
3 CLAIMS ON EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY .................. 6,929,534,590 5,595,383,242
3.1 Financial CouNterparties ..........cccoiuiiiiiiiiii e 6,929,534,590 5,595,383,242
3.1.1 Securities (Other than SNAIES) ...........cccuueiiiiiei ittt 3,244,517,458 2,704,043,645
3.1.2 REVEISE OPEIALIONS ........ccoiiuiieeiiiieeeeeee ettt s - -
B.1.8 OthEr CIAIMS ...t 3,685,017,132 2,891,339,597
I € 110 T=Y =T o o1V =T T4 T=Y o OSSR - -
3.3 Other COUNLEIPAITIES ......ccooiiiiiiieiieeee e e s - -
4 CLAIMS ON NON-EURO-AREA RESIDENTS ........coccooiiiiiiiiiieeeceeieee et - -
4.1 Claims on non-euro-area EU central DANKS .........cc.ccoieiiiiiieieieeeee e . - -
4.2 Securities (0ther than Shares) ..o e - -
e R @ =Y el =1 o OSSPSR - -
5 LENDING TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS .......... 21,276,759,750 14,632,036,365
5.1 Main refinancing operations .............cccoeiiiiiriiiciiic 21,072,514,723 14,218,340,951
5.2  Longer-term refinancing operations .. 204,185,386 411,676,704
5.3  Fine-tuning reverse operations ... - -
5.4  Structural reverse operations .. - -
5.5 Marginal lending facility ........... - -
5.6 Credits related to margin calls . 59,641 2,018,710
6 OTHER CLAIMS ON EURO-AREA BANKS ........c.ccoiiiiiit e 115,111,983 308,848
7 SECURITIES ISSUED BY EURO-AREA RESIDENTS (other than shares) ............c.ccccccvceiinne 1,939,412,655 1,978,377,877
8 GENERAL GOVERNMENT DEBT .......cociiiiiiiiiii ettt 18,405,970,514 18,560,774,548
9 INTRA-EUROSYSTEM CLAIMS ......oooiiiiiiiitiiitiieieitete ettt 15,541,738,332 15,246,998,970
9.1 Participating interest in the ECB ..........cciiiiiiiiieeieee e s 726,278,371 726,278,371
9.2  Claims deriving from the transfer of foreign reserves to the ECB . 7,262,783,715 7,262,783,715
9.3 Net claims related to the allocation of euro banknotes within the Eurosystem - -
9.4  Other claims within the EUrosystem (Net) ...........ccooiiiiiiiiiie e 7,552,676,246 7,257,936,884
10 ITEMS TO BE SETTLED .....ooiiiiiiiiiitee ettt bttt 1,137,334 1,916,202
11 OTHER ASSETS ...t ettt bbb 64,914,149,535 57,771,627,737
11.1  Euro-area coins ...... 36,418,012 26,161,148
11.2  UIC endowment fund .........cccoeeerieirininineienceceseee 258,228,450 258,228,450
11.3  Investments of reserves and provisions (including shares) 29,531,670,162 29,112,651,560
11.4  Intangible fixed @SSets .........ccoviiririiiiiieiee e 23,349,329 25,170,761
11.5 Deferred charges ...........ccccoeeeue. 4,516,450 5,729,126
11.6 Tangible fixed assets (net of depreciation) .. 3,989,568,125 2,452,221,341
11.7  Accrued income and prepaid expenses . 758,581,472 714,539,423
11,8 SUNAIY cooeeieiitieiet ettt 30,311,817,535 25,176,925,928
TOTAL ..ottt 185,029,447,398 159,585,500,925
13 MEMORANDUNM ACCOUNTS ..ottt bttt 267,831,272,348 254,009,182,041

Audited and found correct - 27 April 2006

THE AUDITORS: Giuserpe BRuni, ENRICO Nuzzo, ANGELO ProvAsoLl, MAssiMO STiPo, GIANFRANCO ZANDA
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SHEET

amounts in euros

LIABILITIES
2005 2004
1 BANKNOTES IN CIRCULATION ......ocoiiiiiiiiiiiii ettt st eesne e ennesneeneenne e 94.933.679.360 84.191,125.720
2 LIABILITIES TO EURO-AREA BANKS RELATED TO MONETARY POLICY OPERATIONS ......... 11,452,935,348 12,971,530,076
2.1 Current accounts (covering the minimum reserve SyStem) ...........ccccevireerenenieeneneeiee e 11,451,124,748 12,970,082,463
2.2 Deposit facility 1,810,600 1,447,613
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 .......c.ooiiiiiiiii et - -
4 LIABILITIES TO OTHER EURO-AREA RESIDENTS DENOMINATED IN EUROS ...........c.cccoceeee. 14,707,403,877 15,968,221,526
41  General government 14,662,533,655 15,859,340,512
4.1.1 Treasury payments account ... 14,405,375,705 15,770,902,538
4.1.2 Sinking fund for the redemption of government SECUIHIES .............cccuvuueeeeiiiinceeiiiieninens 166,396,749 3,585,994
4.1.3 ONEI lIADINEIES ........eeueeeiieeeeeee ettt sttt sttt et e b e eesaeeneenee e 90,761,201 84,851,980
4.2 Other COUNTEIPAITIES ...c..eiitieeiiiiitie ettt ettt eae et e et e et e e e ae e e b e e eneeesbeeenneenaeas 44,870,222 108,881,014
5 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN EUROS ...........cccccoecininnenne 91,029,853 30,501,268
5.1 Liabilities to non-euro-area EU central Danks ...........cccceoviviiieiiiieiciiee e 49,667,292 150,659
5.2 Other ADINHES ...o.eitiieieieiteeee ettt sttt ae e nne s 41,362,561 30,350,609
6 LIABILITIES TO EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY ............... - -
6.1  Financial sector counterparties - -
6.2  General government - -
6.3 Other ADINHIES ...c.eiiviieiiies e - -
7 LIABILITIES TO NON-EURO-AREA RESIDENTS DENOMINATED IN FOREIGN CURRENCY ...... 1,627,000,102 648,188,775
7.1  Deposits and balances 11,248,769 9,609,089
7.2 Other liabilities 1,615,751,333 638,579,686
8 COUNTERPART OF SDRs ALLOCATED BY THE IMF .........ccooiiiiiiniceeeeeee e 849,833,760 800,455,040
9 INTRA-EUROSYSTEM LIABILITIES ..ottt eesee e e seesneenee e s 8,100,701,800 6,077,311,530
9.1  Promissory notes covering debt certificates issued by the ECB ...........ccceciiiiieiiniiccniieeee - -
9.2 Net liabilities related to the allocation of euro banknotes within the Eurosystem..............c.ccce.. 8,100,701,800 6,077,311,530
9.3  Other liabilities within the EUrosystem (NEt) .........cocooeeiiiiiieie e - -
10 ITEMS TO BE SETTLED ......ooiiiiiiiii ettt ettt e e et e e e see s ae e e e sbeeneeneeseeeneeneeenan 29,975,193 23,640,110
11 OTHER LIABILITIES ...ttt ettt e e b e e e et sae e e e bt ere e e e abeeneeneesaeeneeneeenan 2,062,697,836 2,290,976,932
11,1 Bank Of HalY draftS ...cc.eeoieiieieiie ettt . 614,082,157 524,323,203
11.2 Cashier's department services - 2,382
11.3 Accrued expenses and deferred income ... 36,653,594 27,161,553
11.4 Sundry 1,411,962,085 1,739,489,794
P 2 10 =] [0 TSP 6,753,370,840 6,259,616,599
12.1 Provisions for specific risks 1,088,394,839 619,813,508
12.2 Sundry staff-related provisions 5,664,976,001 5,639,803,091
13 REVALUATION ACCOUNTS ...ttt sttt ettt sa et b et st ene e nnas 20,600,378,145 9,549,667,970
14 PROVISION FOR GENERAL RISKS ..ottt 7,535,281,997 6,832,281,998
15 CAPITAL AND RESERVES 16,234,874,914 13,916,528,881
15.1 Capital 156,000 156,000
15.2 Ordinary and extraordinary reserves 10,693,306,382 9,893,879,958
15.3 Other reserves 5,541,412,532 4,022,492,923
16 NET PROFITS FOR DISTRIBUTION 50,284,373 25,454,500
LI LI - Y USSR 185,029,447,398 159,585,500,925
18 MEMORANDUM ACCOUNTS ...ttt ee et e e see e e e e te e e e neesaeeneesaesaeeneessesneeneeseeeneensennan 267,831,272,348 254,009,182,041
THE ACCOUNTANT GENERAL THE GOVERNOR

ANNA MARIA TARANTOLA

MARIO DRAGHI
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INCOME STATEMENT

amounts in euros

2005 2004
a) Net income from institutional operations
Interest income 3,386,258,870 2,492,644,809
Interest expense -1,424,121,629 -1,248,021,911
Net iNtereSt INCOME. ... 1,962,137,241 1,244,622,898
Profits and losses on financial OPErations ...............c.coccoiiiieiiiee i 471,821,309 177,471,731
Writedowns of financial assets and positions -118,681,241 -1,720,953,526
Transfers to/from provisions for exchange rate and price risks -702,995,593 755,264,050
Net result of financial operations, writedowns and risk prowsmns -349,855,525 -788,217,745
Fee and commission income 19,371,992 18,240,714
Fee and commission expense .. . -24,024,245 -19,919,206
Net income from fees and COMMISSIONS ...........c.cooiiiiiiiiiiiiii e -4,652,253 -1,678,492
Income from equity shares and participating interests. ... 798,161 27,063,147
Net result of the pooling of monetary iNCOMe ............coooiiiiii s 6,350,235 -238,819,062

b) Other income

— income from the investment of reserves and provisions

1,743,093,860

— prior-year income 59,280,441
U SUNGAIY et h e a et a et h e e bt ettt e e e e be e e e eeean 85,516,749
Total Net INCOME (D) .......coiiieiii et e e saeenee e 3,502,668,909
Sundry expenses and charges
Staff wages and salaries and related costs (1) -604,835,746
Emoluments paid to head and branch office collegial bodies ... -2,635,975
Transfers to provisions for accrued expenses and staff severance pay and pensions ............ -97,295,981
Other staff costs -42,604,292
Pensions and severance payments . -264,102,724
Administrative costs -378,148,321
Depreciation of tangible and intangible fixed assets -254,242,306
Banknote produCtion SEIVICES ...........cccoiiiiiiiieieie e e e -
Other costs:
— losses on investments of reserves and provisions.. -13,181,336
— other transfers to provisions -
— prior-year expense -3,767,677
— appropriation of investment income to reserves (2) -836,722,624
— other taxes and duties. -14,249,761
-6,094,821
-934,502,972
50,284,373

1,296,057,125
181,517,089
94,789,113

1,815,334,073

-612,415,741
-2,697,194
-94,568,046
-41,341,203
-280,769,310
-374,045,629
-186,390,736

-9,638,221
-2,709,017
422,324,280
-14,997,525
-6,044,347
258,061,676

25,454,500

(1) The Bank’s staff averaged 8,027 in 2005, against 8,166 in 2004. — (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 ...........cc.oooiiiitiiiie ittt e e ettt e e e et e e e et e e e e aaa e e e s baeeeeasteeeeaasee e e asseeaassaeeesabaseeasaaeenaseeesennseeesnnneesn 10,056,875
TO THE EXTRAORDINARY RESERVE 10,056,875
TO SHAREHOLDERS: 6% OF THE CAPITAL .. . 9,360
AN ADDITIONAL 4% OF THE CAPITAL......oootiiieitie ettt ettt et e e te e ebe e e beeebaeeebeesbaeenaesanes 6,240

TO THE STATE ...ttt ettt e et e et e e e at e e teesaaeeeaeeeaseeeseesase e s seeaseeesseeaseeenseeaseeeaseeabeeeaseesseeabeeasseesbe e sseenbeeesseenbeeesseebeessneenseas 30,155,023
50,284,373

Audited and found correct
27 April 2006.
THE AUDITORS THE ACCOUNTANT GENERAL THE GOVERNOR

GiuserPPE BRUNI
Enrico Nuzzo

ANNA MARIA TARANTOLA

ANGELO PROVASOLI

Massivo STiPo

GIANFRANCO ZANDA
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NOTES TO THE ACCOUNTS

1. Legal basis, methods of preparation and layout of the annual
accounts

1.1 Legal basis of the annual accounts. — In drawing up its annual
accounts, the Bank of Italy is subject to special statutory provisions and, if
they do not provide any guidance, applies the rules laid down in the Civil
Code, taking generally accepted accounting principles into account where
necessary.

The main statutory provisions referred to above are:

— Article 8.1 of Legislative Decree 43/1998 (“Adaptation of Italian law
to the provisions of the treaty establishing the European Community
for matters concerning monetary policy and the European System
of Central Banks”). The Decree states that “in drawing up its annual
accounts, the Bank of Italy may adapt, inter alia by way of derogation
from the provisions in force, the methods it uses in recognizing
amounts and preparing its annual accounts to comply with the rules
laid down by the ECB in accordance with Article 26.4 of the ESCB
Statute and the recommendations issued by the ECB in this field. The
annual accounts drawn up in accordance with this paragraph, with
regard in particular to the methods used in their preparation, are also
valid for tax purposes”.

In a guideline approved by the Governing Council of the ECB in 1998,
replaced most recently by Guideline no. 10 of 5 December 2002, the
ECB laid down rules for items of central banks’ annual accounts with
reference mainly to the institutional activities of the ESCB and non-
binding recommendations for the other items of their annual accounts.
In addition, on 8 April 1999 the Governing Council of the ECB issued
Recommendation no. 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 is the same as that used for the monthly statement approved,
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pursuant to Article 8.2 of Legislative 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:

Legislative 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”), as amended;

Legislative Decree 87/1992 (“Implementation of Directive 86/635/
EEC on the annual accounts and consolidated accounts of banks
and other financial institutions and 89/117/EEC on the obligations
of branches established in a Member State of credit institutions and
financial institutions having their head offices outside that Member
State regarding the publication of annual accounting documents™) , as
amended;

Article 65 (transactions involving government bonds) of Law 289/2002,
as amended by Decree Law 203/2005, ratified by Law 248/2005.

1.2 Accounting policies. — The accounting policies applied in

preparing the annual accounts for 2005 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 2000 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, including those consisting of securities denominated in foreign
currency, 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;

the International 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 part in national currency and at the euro/SDR exchange rate
communicated by the ECB for the remaining part.

SECURITIES

the cost (clean price) of bonds is adjusted by the amount of the amortization of the
premium/discount (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);

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
vear, 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;

c)  unlisted shares and equity interests not represented by shares: at cost,
reduced where the losses shown in the last approved annual accounts
or special situations of the issuing company are such as to cause the
security’s value to fall below cost;
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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 interests in subsidiary and associated companies classified
as fixed assets are stated at cost, with account taken of any losses that reduce the Bank’s
interest in the shareholders’ equity below cost.

The UIC endowment fund and the participating interest in the ECB are stated at cost.
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 Legislative Decree

127/1991.

The annual accounts of the UIC are attached to those of the Bank pursuant to Article
4 of Legislative Decree 319/1998.

TANGIBLE FIXED ASSETS

Depreciation begins in the quarter subsequent to that of acquisition both for
buildings and for plant and equipment.
Buildings

—  are stated at cost, including improvement expenditure, plus revaluations effected
pursuant to specific laws. The depreciation of “instrumental” buildings used in the
Bank’s institutional activities and those that are “objectively instrumental”, in that
they cannot be used for other purposes without radical restructuring, included among
the investments of the provision for staff severance pay and pensions is on a straight
line basis using the annual allowance of 4 per cent established by the ECB.

Plant and equipment

—  are stated at cost, including improvement expenditure. They are depreciated on a
straight line basis using the allowances established by the ECB (plant, furniture and
equipment, 10 per cent; computers and related hardware and basic software and
motor vehicles, 25 per cent).

INTANGIBLE FIXED ASSETS
Procedures, studies and designs under way and advances
—  valued at purchase or directly allocable production cost.
Procedures, studies and designs completed

—  valued at purchase or directly allocable 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;



—  costs incurred 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;

—  costs incurred 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.

STOCKS OF THE TECHNICAL DEPARTMENTS

The valuation of stocks, with reference exclusively to the EDP Department, is made
using the LIFO method.

ACCRUALS AND DEFERRALS

Include accrued income and prepaid expenses and accrued expenses and deferred
income.

BANKNOTES IN CIRCULATION

The ECB and the twelve participating NCBs, which together comprise the Eurosystem,
have issued euro banknotes since 1 January 2002 (ECB Decision no. 15 of 6 December
2001 on the issue of euro banknotes, in OJ L337 of 20 December 2001, pp. 52-54, as
amended). The total value of euro banknotes in circulation is allocated on the last working
day of each month on the basis of the criteria set out hereinafter.

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 its weighting 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 banknotes allocated
to each NCB in accordance with the banknote allocation key and that of the 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 no. 16 of 6 December 2001 on the allocation of monetary
income of the national central banks of participating Member States from the financial
year 2002, in OJ L337 of 20 December 2001, pp. 55-61, as amended).

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 banknotes allocated to the ECB shall be recognized
separately to the NCBs on the second working day of the year following the reference year in
the form of an interim distribution of profit (ECB Decision no. 11 of 17 November 2005, in
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OJ L311 of 26 November 2005, pp. 41-42). It shall be so distributed in full unless the ECB’s
net profit for the year is less than its income earned on euro banknotes in circulation and
subject to any decision by the Governing Council to reduce this income in respect of costs
incurred by the ECB in connection with the issue and handling of banknotes. The Governing
Council of the ECB may also decide to transfer part or all of the ECB’s seigniorage income
to a provision for foreign exchange rate, interest rate and gold price risks. The interim
distribution 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 basis in 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 2005 the Governing Council decided that the full amount of the seigniorage
income should be retained by the ECB.

INTRA-EUROSYSTEM ASSETS AND LIABILITIES

For each NCB the intra-Eurosystem balance arising from the allocation of euro
banknotes within the Eurosystem is included under “Net claim/liability related to the
allocation of euro banknotes within the Eurosystem”.

TRANSFERS

To the provisions for risks

—  the provisions for risks 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 risks is also for risks in 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.

To the tax provision

—  theprovision 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.

To 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
mathematical reserves for the disbursements to pensioners and those corresponding
to the situation of staff having entitlement. The provisions for pensions show a small
excess for 2005, which has been left allocated to the account in preparation for the
effects on such benefits of the renewal of labour contracts,

—  the provision for staff costs includes 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. The provision also includes a



prudential allocation to the account in preparation for the effects on staff costs of the
renewal of labour contracts;

—  transfers to the provision for grants to Bl pensioners and their surviving dependents
are made in accordance with Article 24 of the Rules governing staff severance pay
and pensions;

—  transfers to 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).

OTHER ASSETS AND LIABILITIES ITEMS

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, as amended by Decree Law 203/2005,
ratified by Law 248/2005, the amount stated is determined on the basis of the
presumable 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, net of the payments on account made to the tax authorities under
Article 87 of Law 289/2002.

INTEREST RATE FUTURES DENOMINATED IN FOREIGN EXCHANGE
Initial margins are recorded in the balance sheet; positive and negative daily

variation margins are communicated by the clearer and taken to the profit and loss
account, converted at the exchange rate of the day.

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.
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2. Comment on the accounts

2.1. Balance sheet. — The balance sheet total at 31 December 2005 was
equal to €185,029 million, an increase of €25,443 million compared with
the figure of €159,586 million at the end of 2004.

Assets:

Gold and gold receivables (Item 1) increased by €8,931 million
(from €25,348 million to €34,279 million) exclusively as a result of their
valuation at the year-end market price communicated by the ECB; the
positive difference was recorded in the corresponding revaluation account.
The quantity of gold remained unchanged at 79 million ounces or 2,452
tons.

Claims on non-euro-area residents denominated in foreign currency
(Item 2) rose by €1,176 million (from €20,450 million to €21,626 million)
as a result both of the valuations at year-end exchange rates and market
prices and of the larger holdings of securities and deposits, offset only in
part by the decrease in net assets in SDRs vis-a-vis the IMF.

Within this item:
—  receivables from the IMF (Subitem 2.1) comprised (Table 1):

a) Italy’s reserve tranche position, which fell as a result of
reimbursements by debtor countries, offset only in part by the
valuation at the year-end exchange rate;

Table 1
ACCOUNTS WITH THE IMF
(thousands of euros)
Amounts at end
Changes
2005 2004
ASSETS
2.1 Receivables fromthe IMF .................ccooooiiiiinn. 2,510,117 | 3,633,965 | -1,123,848
a) ltaly’s reserve tranche position ............................. 1,489,391 | 2,716,103 | -1,226,712
Quota inthe IMF: ..., 8,525,187 | 8,029,735 495,452
—gOold QUOLA ..o 266,212 250,744 15,468
— SDR QUOLA ..t 1,795,285 | 1,690,971 104,314
— national currency quOta ........ccccervieeiieniiniieenee 6,463,690 | 6,088,020 375,670
IMF holdingS ...coveeeiieiiieie e -7,035,796 | -5,313,632 | -1,722,164
b) Italy’s share of the loans to support debt-

reduction initiatives for the poorest countries
(PRGF) ..ot 827,287 811,720 15,567
C) SDRS ..o e 193,439 106,142 87,297

LIABILITIES

8. Counterpart of SDRs allocated by the IMF ................. 849,834 800,455 49,379




b) Italy’s share of the loans to support debt-reduction initiatives for
the poorest countries (PRGF), which increased as a result of the
valuation at the year-end exchange rate, although repayments
caused the amount outstanding to decline from SDR712 million
to SDR684 million;

c) the Bank’s SDRs, which rose as a consequence of the larger
foreign currency amounts (from 93 to 160 million SDRs) and to
a lesser extent owing to the valuation at the year-end exchange
rate.

securities (other than shares) (Subitem 2.2) increased by €1,437 million
and included €10,548 million of securities denominated in US dollars
(71 per cent of the total) and €3,625 million of securities denominated
in pounds sterling (24 per cent); the remaining securities were
denominated in yen and Swiss francs. For the most part the securities
were issued by the US Treasury and international organizations (the
BIS and the EIB);

current accounts and deposits (Subitem 2.3) showed an increase of
€861 million; denominated mostly in US dollars and yen, they were
held at the BIS and with residents of the United Kingdom and Japan.
Time deposits increased from €1,314 million to €1,601 million) and
sight deposits from €952 million to €2,201 million), while overnight
deposits fell from €1,065 million to €390 million;

other claims (Subitem 2.5) consisted almost exclusively of foreign
banknotes.

Claims on euro-area residents denominated in foreign currency (Item

3) increased by €1,334 million (from €5,595 million to €6,929 million)
as a result both of the growth in the amounts denominated in foreign
exchange and of the valuation gains deriving from the application of year-
end exchange rates, offset only in part by the writedowns deriving from the
application of year-end prices to investments in securities.

Within Subitem 3.1, which consists exclusively of positions with

financial counterparties:

securities (other than shares) increased by €540 million; denominated
in US dollars and pounds sterling, they amounted respectively to
€2,308 million (71 per cent of the total) and €840 million (26 per
cent); the remainder, consisting of securities denominated in Swiss
francs, amounted to €96 million. Most of the securities were issued by
counterparties resident in Germany, France and the Netherlands.

other claims rose from €2,891 million to €3,685 million and consisted
of deposits with correspondents, mostly in the form of time deposits in
US dollars and pounds sterling.
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Lending to euro-area banks related to monetary policy operations
(Item 5) increased by €6,645 million (from €14,632 million to €21,277
million) and showed the following movements:

— an increase in main refinancing operations, which also rose on an
annual average basis (from €14,175 million to €19,527 million);

— areduction in longer-term refinancing operations despite a rise in their
annual average value (from €470 million to €844 million);

— afall to almost zero in credits related to margin calls, although their
annual average value remained stable (€1 million).

Other claims on euro-area banks (Item 6) increased by €115 million
(from €0.3 million to €115 million). They included:

— €109 million of claims on financial counterparties in respect of repos
involving securities denominated in euros unrelated to monetary
policy, recorded for the first time in 2005;

— €5 million of overnight deposits in connection with the Eurosystem
Reserve Management Services (ERMS), also recorded for the first
time in 2005.

Securities issued by euro-area residents (other than shares) (Item 7)
decreased slightly, from €1,978 million to €1,939 million) as a consequence
of net disposals and writedowns deriving from the application of year-end
prices.

General government debt (Item 8) declined slightly. In particular:

—  the securities received following the bond conversion provided for by
Law 289/2002 decreased from €17,515 million to €17,410 million; the
reduction of €105 million corresponded to the annual accrued amount
of the related discounts;

— the overall position in respect of the past management of stockpiling
bills decreased by €50 million (from €1,046 million to €996 million)
as a result of the repayment of part of the securitized credits.

The increase of €295 million (from €15,247 million to €15,542 million)
in Intra-Eurosystem claims (Item 9) was due to that in the credit position
vis-a-vis the Eurosystem, primarily in connection with the operation of the
TARGET system. The item included:

—  the participating interest in the ECB (Subitem 9.1), equal to €726
million;

Pursuant to Article 28 of the Statute of the ESCB, the ESCB national
central banks are the sole subscribers to the capital of the ECB. Subscriptions
depend on the shares which are determined on the basis of the key for the
subscription of the ECB’s capital established in Article 29 of the Statute and



adjusted every five years. The first five-year change since the establishment
of the ECB took effect on 1 January 2004; a second change was made on
1 May 2004, pursuant to Article 49.3 of the Statute of the ESCB, in response
to the accession of 10 new EU member states and the participation of their
central banks in the ESCB.

The Bank of Italy’s share of the ECB’s capital is equal to 13.0516 per
cent; if only the Eurosystem countries are considered, its share is equal to
18.2563 per cent.

—  the claims deriving from the transfer of foreign reserves to the ECB
(Subitem 9.2), equal to €7,263 million;

At the start of the third stage of EMU gold, foreign securities and
foreign exchange were transferred to the ECB in proportion to the share of
the ECB’s capital subscribed for by each central bank; in exchange each
NCB recorded a claim denominated in euros and earning interest at a rate
based on the latest available marginal rate applied to the Eurosystem’s
main refinancing operations reduced by 15 per cent to take account of the
non-earning component consisting of gold.

—  the other claims within the Eurosystem (net) (Subitem 9.4) amounted
to €7,553 million, with a small increase of €295 million on 2004,
arose mainly in connection with the operation of the TARGET
system, in respect of which the credit position increased overall by
€316 million (from €7,347 million to €7,663 million), including €50
million for Narodowy Bank Polski which accessed TARGET via the
BI-Rel gross settlement system as of March 2005. The subitem also
included: a) a debt of €116 million towards the ECB for the repayment
of seignorage; and b) a claim of €6 million in relation to the net result
of the redistribution of the monetary income for 2005.

Other assets (Item 11) included:

—  euro-area coins (Subitem 11.1), which comprises lira and euro coins,
rose by €10 million (from €26 million to €36 million);

— the UIC endowment fund (Subitem 11.2), provided entirely by the
Bank of Italy and unchanged at €258 million;

—  tangible fixed assets (net of depreciation) (Subitem 11.6), which
increased, primarily as a consequence of the revaluation of
“instrumental” buildings under Law 266/2005; in total the revaluation
amounted to €1,726 million as detailed below:

a) €1,595 million in respect of buildings used by the Bank for its
institutional activities;

b) €131 million in respect of buildings in which part of the staff
severance pay and pension provisions are invested;
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—  other assets - sundry (Subitem 11.8) rose in total by €5,135 million
(from €25,177 million to €30,312 million) and also included:

a) euro-denominated Italian government securities held as fixed
assets, which increased from €14,937 million to €20,362 million
as the result of net purchases;

b) €7,961 million of deferred tax assets (€8,333 million at the end of
2004), as the algebraic sum of the following:

—  €7,937 million of deferred corporate income tax assets deriving
from the carry forward of the tax losses for 2002, 2003 and
2004, a decrease of €405 million compared with the previous
year;

Law 248/2005 ratifying Decree Law 203/2005 amended Article 65 of
Law 289/2002, the legal basis for the conversion of the bonds issued under Law
483/1993 into other government securities at market conditions; the consequent
tax loss, offsettable up to 2022, led to the recording of deferred tax assets.

The legislative amendment introduced in 2005 altered the rules on the
carryforward of Bank of Italy tax losses by restricting the taxable income
that can be offset to 50 per cent of the total, both for the 2002 tax loss
referred to above and for the tax losses incurred in the two following years
as a result of unrealized losses. At the same time the 20-year limit granted
— by way of derogation from the ordinary 5-year limit — for the tax loss
deriving from the bond conversion was removed, thereby allowing the
Bank to use that loss sine die. The removal of the time limit also applied
to the tax losses for the years 2003 and 2004, which had previously been
subject to the ordinary regime.

Accordingly, only 50 per cent of the taxable income for the year was
offset, with a reduction of €404 million in the related deferred tax asset; on
the other 50 per cent the Bank will have to pay income tax (the related tax
provision is included on the liabilities side under Subitem 12.1 — provisions
for specific risks).

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 the full amount of the above-mentioned tax losses. This reasonable
expectation was reinforced both by the confirmation of the expected
improvement in the profitability of the Bank’s ordinary operations and by the
change in the law referred to above, which, while it lengthened the recovery
period, eliminated the earlier limits on the time the tax losses can be carried
forward.

— €68 million of deferred tax assets (in relation to both income
tax and the tax on productive activities) deriving from other



items; in particular the allocations to the provision for staff
costs (€32 million) and the depreciation not yet deducted
for tax purposes (€35 million, of which €26 million with
reference to the depreciation for the year of the revaluation
of “instrumental” buildings under Law 266/2005);

— €44 million of deferred tax liabilities in relation almost
exclusively to accelerated depreciation;

c) the balance-sheet total of the supplementary pension fund, which
is matched on the liabilities side by an equal amount included
on the liabilities side under Subitem 11.4 — other liabilities —
sundry).

Liabilities:

Banknotes in circulation (Item 1), which represent the Bank of Italy’s

share of the total Eurosystem note issue (see the section on Banknotes in
circulation under Accounting policies), increased by €10,743 million (from
€84,191 million to €94,934 million).

Within Liabilities to euro-area banks related to monetary policy

operations (Item 2), which contracted by €1,519 million (from €12,972
million to €11,453 millions):

there was a decrease of €1,519 million in current accounts (covering
the minimum reserve system) (Subitem 2.1), which consisted entirely
of banks’ deposits under the minimum reserve system; by contrast the
annual average value rose, from €15,095 million to €15,902 million;

there was a small increase in the deposit facility (Subitem 2.2), which
consisted of overnight deposits on the initiative of banks, while the
annual average value declined from €7 million to €6 million.

Within liabilities to general government (Subitem 4.1):

there was a decrease (from €15,771 million to €14,405 million) in the
year-end balance on the Treasury payments account, while the average
balance on the account rose from €28,559 million to €32,277 million;

the sinking fund for the redemption of government securities showed
an increase at the end of the year (from €4 million to €166 million) and
the annual average value rose from €2,654 million to €3,788 million
as a result of the deposit of the proceeds of the sale of Enel shares,
which were subsequently used in the manner provided for in the law
establishing the fund.

The fall in liabilities to other counterparties (Subitem 4.2) was mainly

due to that in the balance on the UIC’s current account (from €109 million
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to €34 million); the annual average value of this account also declined
(from €104 million to €88 million).

Liabilities to non-euro-area residents denominated in euros (Item 5)
comprised:

— liabilities to non-euro-area EU central banks (Subitem 5.1) increased
by €50 million, primarily as a result of the opening (in March 2005)
of a correspondent account in the name of Narodowy Bank Polski for
its participation in the TARGET system (the year-end balance on the
account was €50 million);

—  other liabilities (Subitem 5.2) increased by €11 million and referred
mainly to the accounts held by international organizations and central
banks of non-euro-area countries that use the Eurosystem Reserve
Management Services (ERMS) (see Item 6 on the assets side).

Liabilities to non-euro-area residents denominated in foreign currency
(Item 7) amounted to €1,627 million; they were denominated exclusively
in US dollars and consisted mainly of repos involving dollar-denominated
securities shown under other liabilities (Subitem 7.2).

The Counterpart of SDRs allocated by the IMF (Item 8) rose by €49
million (from €801 million to €850 million), owing to the valuation at the
year-end SDR exchange rate (see Table 1).

Intra-Eurosystem liabilities (Item 9) rose from €6,077 million to
€8,101 million and referred entirely to the subitem Net liabilities related to
the allocation of euro banknotes within the Eurosystem (Subitem 9.2; see
the section on Banknotes in circulation under Accounting policies).

Among Other liabilities, Subitem 11.4 — sundry amounted to €1,412
million and consisted mainly of:

— €874 million (€1,201 million at the end of 2004) of lira banknotes not
yet presented for conversion, excluding the two payments on account,
for a total of €758 million, 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;

— €69 million, the balance-sheet total of the defined-contribution
supplementary pension fund for staff hired since 28 April 1993. This
liability is matched on the assets side by an equal amount entered
under Other assets — sundry.

Provisions (Item 12) increased from €6,260 million to €6,753
million.

More specifically, among the provisions for specific risks (Subitem
12.1):



a) the provision created last year to cover the Bank of Italy’s share of the
loss incurred by the ECB in 2004 was used in full (€248 million);

b) the tax provision increased by €717 million as a result of the allocation
of €770 million (of which €563 million in respect of income tax and
tax on productive activities for the year and €207 million in respect of
the tax on the revaluation of buildings) and the taking of €53 million
to profit and loss account following the reduction in the risk inherent
in tax disputes.

Sundry staff-related provisions (Subitem 12.2) amounted to €5,665
million. In particular:

a) theprovisions for staff severance pay and pensions remained unchanged
at €5,541 million (the provision for severance pay rose from €1,045
million to €1,053 million, while that for pensions fell from €4,496
million to €4,477 million). The small difference of €11 million was
prudentially left allocated to the account in preparation for the effects
on pension entitlements of the renewal of labour contracts;

b) the provision for staff costs rose by €25 million as a result of a
precautionary allocation in connection with the revision of wages
and salaries for 2005 following the renewal of labour contracts; the
provision for amounts accrued but not paid at the end of the year was
virtually unchanged.

The revaluation accounts (Item 13), which comprised the differences
arising from the valuation of gold, foreign exchange and securities at year-
end market prices, rose from €9,550 million to €20,600 million.

Overall, the valuation at year-end exchange rates of the net foreign
exchange positions (in respect of the following items: gold and gold
receivables, claims on non-euro-area residents denominated in foreign
currency, claims on euro-area residents denominated in foreign currency,
liabilities to non-euro-area residents denominated in foreign currency,
and counterpart of SDRs allocated by the IMF) led, in addition to the
writedowns taken to profit and loss account for a total of €57 million (of
which €55 million in respect of pounds sterling and €2 million in respect
of Swiss francs), to:

— unrealized gains included in the revaluation accounts amounting to
€11,061 million, of which €8,931 on gold, €1,990 on dollars, €127
million on SDRs, €13 million on yen and negligible amounts on other
currencies;

— unrealized losses amounting to €4 million on Swiss francs; these were
covered by prior-year unrealized gains included in the corresponding
revaluation account.
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Following the allocation of €703 million by the Board of Directors, the
provision for general risks (Item 14) rose from €6,832 million to €7,535
million.

2.2. Income statement. — The net profit for the year amounted to €50
million, compared with €25 million in 2004.

Among the items included under net income from institutional
operations, net interest income rose by €717 million (from €1,245 million
to €1,962 million).

Interest income rose as a result of both a larger average stock of
interest-bearing assets denominated in euros and a higher average rate of
return on foreign currency securities; interest expense also rose, but to a
lesser extent; the rise was primarily due to the growth in the average stock
of liabilities.

Interest income (included in Net income from institutional operations)
(thousands of euros)

2005 2004 Changes
on positions in euros 2,563,769 2,042,930 520,839
securities (including premiums and discounts) 1,470,370 1,302,817 167,553
refinancing operations 429,950 300,213 129,737
intra-Eurosystem balances 662,195 439,897 222,298
other 1,254 3 1,251
on positions in foreign currency 822,490 449,715 372,775
on securities and other assets denominated in foreign
currency (including premiums and discounts) 746,308 381,451 364,857
accounts with the IMF 76,182 68,264 7,918

Total 3,386,259 2,492,645 893,614

In particular, interest income on positions in euros showed:

— an increase in that earned on securities (including premiums and
discounts), as detailed below:

a) €824 million from the government securities received in the
conversion under Law 289/2002;

b) €646 million (€479 million in 2004) from other government
securities (excluding those in which the reserves and provisions
are invested), partly held as fixed assets and partly not held as

fixed assets); the increase was due to the expansion in the average
size of the portfolio (from €14,565 million to €20,244 million);

— an increase in income from refinancing operations, with special
reference to main refinancing operations (from €290 million to €412
million) and longer-term refinancing operations (from €10 million to
€18 million) owing to the growth in the average amount of the reference
aggregates (see Item 5 on the assets side, Lending to euro-area banks



related to monetary policy operations) and marginally to the higher
average level of the applicable interest rates;

an increase in income from intra-Eurosystem claims as a result of the
rise in interest income on the Bank’s positive TARGET balances (from
€313 million to €532 million) and a marginal rise in interest income
earned on the claims deriving from the transfer of foreign reserves
to the ECB (from €127 million to €130 million); the average amount
of the TARGET balances in relation to the Bank’s transactions was
€25,409 million;

sundry interest income comprised €1 million of income on repos
denominated in euros, first used in June 2005.

The following items of interest income on foreign currency assets

increased:

income earned on foreign currency securities (including premiums
and discounts) and other foreign currency assets; the increase was
primarily due to the higher rates of return on dollar securities, which
more than offset the effects of the reduction in the average amount of
the reference aggregate (from €25,686 million to €23,819 million);

income from the position with the IMF, primarily as a result of the
increase in interest payments on Italy’s share of the loans to support
debt-reduction initiatives for the poorest countries (PRGF) and on
SDR balances.

All the components of interest expense increased, as shown below:

Interest expense (included in Net income from institutional operations)
(thousands of euros)

2005 2004 Changes

on positions in euros 1,382,137 1,225,042 157,095
Treasury payments account 895,384 803,574 91,810
sinking fund for the redemption of government securities 79,194 53,941 25,253
current accounts (covering the minimum reserve system) 333,181 308,236 24,945
intra-Eurosystem balances 72,670 57,652 15,018
other 1,708 1,639 69
on positions in foreign currency 41,985 22,980 19,005
counterpart of SDRs allocated by the IMF 21,813 15,332 6,481
other 20,172 7,648 12,524

Total 1,424,122 1,248,022 176,100

In particular, interest expense increased for the following positions

denominated in euros:

the Treasury payment account, owing to the increase in the annual
average balance (from €28,559 million to €32,277 million); the
average rate of return declined slightly;
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— the sinking fund for the redemption of government securities, owing to
the increase in the average amount outstanding (from €2,654 million
to €3,788 million) and the small rise in the average rate of return;

— current accounts (covering the minimum reserve system), owing to
the increase in the annual average amount of required reserves (from
€15,095 million to €15,902 million) and the rise in the average rate of
return (from 2.04 to 2.10 per cent);

— intra-Eurosystem balances, exclusively in connection with the balances
related to the allocation of euro banknotes within the Eurosystem.

Among the interest paid on positions denominated in foreign currency
there were increases in respect of the counterpart of SDRs allocated
by the IMF and other, which was mainly for repos involving securities
denominated in dollars; in both cases the increase was primarily due to the
higher average rate of return.

Net result of financial operations, writedowns and risk provision transfers
(thousands of euros)

2005 2004 Changes
Profits and losses on financial operations 471,821 177,472 294,349
profits/losses on securities trading -4,838 25,079 -29.917
profits/losses on foreign exchange trading 481,210 159,446 321,764
profits/losses on derivatives contracts
denominated in foreign currency -4,551 -7,053 2,502
Writedowns of financial assets and positions -118,681 -1,720,954 1,602,273
foreign securities -56,751 -21,867 -34,884
Jforeign currencies -57,288 -1,698,989 1,641,701
euro securities -4,642 -98 -4,544
Transfers to/from provisions for losses of
foreign exchange and securities -702,996 755,264 -1,458,260
transfers from the pre-system revaluation accounts 4 764 -760
transfers to/from provision for general risks -703,000 754,500 -1,457,500

Total -349,856 -788,218 438,362

The net result of financial operations, writedowns and risk provision
transfers, which in 2004 had reflected substantial unrealized losses and
withdrawals transfers from the provision for general risks, is detailed
below:

— net profits on financial transactions, comprising:

a) a profit on foreign exchange trading, primarily sales of dollars,
which benefited from the strengthening of the US currency during
the year;

b) aloss on securities trading — with reference almost exclusively to
sales of dollar-denominated securities — and losses on interest rate
futures denominated in foreign exchange;



— writedowns of financial assets and positions, as a result of:

a) the valuation at year-end exchange rates of assets denominated in
pounds sterling (€55 million) and Swiss francs (€2 million);

b) the valuation at market prices of foreign currency securities
denominated primarily in dollars (€57 million) and of securities
denominated in euros (€5 million);

— the transfer of €703 million to the provision for general risks.

Netincome fromfees and commissions continued negative, deteriorating
from minus €2 million to minus €5 million as a result of the increase in the
commissions paid to the UIC for the management of the foreign exchange
reserves (from €13 million to €16 million). Overall, fee and commission
income rose from €18 million to €19 million and the corresponding expense
from €20 million to €24 million.

Income from equity shares and participating interests referred in 2005
exclusively to the profits allocated to the Bank in respect of its interest
in the UIC’s endowment fund; these profits fell from €23 million to €0.8
million, in line with the fall in the UIC’s net income for the year. As in the
previous year the ECB did not pay a dividend.

In 2005 the ECB’s income on euro banknotes in circulation amounting
to €868 million, of which the Bank of Italy’s share was €158 million (€134
million in 2004), was fully retained by the ECB in accordance with a
decision of the Governing Council with respect to the establishment of a
provision for foreign exchange rate, interest rate and gold price risks (see
the item Banknotes in circulation in Section 1: Legal basis, methods of
preparation and layout of the annual accounts).

The net result of the pooling of monetary income amounted to €6
million, compared with minus €239 million in 2004.

The above-mentioned result was the difference between the monetary
income pooled, €1,783 million, and that redistributed, €1,789 million. The
monetary income 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.
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The earmarkable assets of each NCB consist of: lending to euro-area
credit institutions related to monetary policy operations; intra-Eurosystem
claims equivalent to the transfer of foreign reserve assets to 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 its liability 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.

Among the components of other income:

—  income from the investment of reserves and provisions rose as a result
of the increased profits on disposals of equity securities not held as fixed
assets and higher dividends; income from interest-bearing securities,
including premiums and discounts, fell, primarily owing to the lower
rates of return;

Other income: income from the investment of reserves and provisions
(thousands of euros)

2005 2004 Changes
interest income (including premiums and discounts) 757,309 826,939 -69,630
dividends 309,165 263,665 45,500
profits from trading and disposals 676,620 205,453 471,167

Total 1,743,094 1,296,057 447,037

—  prior-year income fell by €123 million (from €182 million to €59
million); the amount for the year referred mainly to the decrease in the
tax provision (€53 million) following the reduction in the risk inherent
in tax disputes;

—  sundry income is detailed below:

Other income: sundry
(thousands of euros)

2005 2004 Changes

rental income from buildings 20,901 20,385 516
interest on tax credits 27,760 21,093 6,667
other interest income 1,738 1,994 -256
procedures, studies and designs completed during the year 9,856 10,170 -314
other 25,262 41,147 -15,885
Total 85,517 94,789 -9,272




Among sundry expenses and charges:

—  staffwages and salaries and related costs declined by €8 million (from
€613 million to €605 million); pensions and severance payments fell
from €281 million to €264 million), primarily as a result of the decrease
in severance payments;

—  transfers to provisions for accrued expenses and staff severance pay
and pensions amounted overall to €97 million (€94 million in 2004
and referred to staff costs that had accrued but not been paid at the
end of the year and the provision for staff costs arising from the wage
agreement for 2005 in the latest labour contract renewal.

—  other staff costs and emoluments paid to head and branch office
collegial bodies amounted respectively to €43 million and €3 million.

The breakdown of the Bank’s staff by type of employment is shown
in Table 2.

Table 2
THE BANK’S STAFF
Average pumber Percentage composition
of persons In service
2005 2004 2005 2004
Managerial ..o 1,980 1,994 24.8 24.5
[ 1=Y 4o | USSR 4,810 4,874 60.2 60.0
General services and SECUNtY .........ccocceeieeiiieenieiiieennns 706 750 8.8 9.2
BIUE-COIIar ... 497 514 6.2 6.3
TOTAL PAYROLL WORKERS ..... 7,993 8,132 100.0 100.0
CONtract WOrKEIS ......ccccuvvveieeeeeeirieee e 34 34

Administrative costs remained basically stable (up from €374 million
to €378 million).

Depreciation of tangible and intangible fixed assets increased from
€186 million to €254 million, owing to the higher value of its portfolio of
“instrumental” buildings following their revaluation under Law 266/2005.

Other costs comprised:

—  losses on investments of reserves and provisions, which amounted to
€13 million (€10 million in 2004) and referred to writedowns of equity
investments denominated in euros;

—  prior-year expense, which rose from €3 million to €4 million;
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—  appropriation of investment income to reserves, which amounted to
€837 million, up by €414 million on 2004, primarily owing to larger
profits on equities.

—  other taxes and duties (i.e. excluding income tax for the year and the
regional tax on productive activities), which amounted to €14 million
(€15 million in 2004) and consisted primarily of the municipal tax on
buildings (€10 million);

—  other costs — sundry, which amounted to €6 million.

Taxes on income for the year and productive activities amounted to
€935 million. More specifically, corporate income tax for the year amounted
to €779 million (compared with a €258 million positive result in 2004) and
comprised €404 million of taxes for the current year, recorded in the tax
provision and to be paid, and €404 million of deferred tax assets in respect
of the part of the tax losses offset against 50 per cent of the taxable income
for the year; the effect of the net change in the remaining deferred tax
components was positive (€29 million).

The regional tax on productive activities (Irap) amounted to €156
million, the result of €159 million of tax for the year, recorded in the tax
provision and to be paid, and a positive net change of €3 million in the
deferred component.

3. Proposals of the Board of Directors

Pursuant to Articles 54 and 57 of the Statute and after hearing the
favourable opinion of the Board of Auditors, the Board of Directors proposes
the following allocation of the net profit for 2005 of €50,284,373:

— 20 per cent to the ordinary reserve .........c.ccoeeveeerveernnnen. € 10,056,875
— an amount equal to 6 per cent of the share capital

t0 SHATENOLAETLS ..eeiieieeeeeeee e € 9,360
— 20 per cent to the extraordinary reserve..........ccoocueeenee. € 10,056,875
— an additional amount equal to 4 per cent of the share

capital to shareholders ..........ccccooviiiiiniiniiniiee € 6,240
— the remaining amount to the State ............ccccceevrveennnnen. € 30.155.023

ToraL ..... € 50,284,373



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 €49,470,000,

equal to 0.50 per cent (as in 2004) of the total reserves at 31 December
2004.

If these proposals are approved, the total dividend will be equal to
€49,485,600 corresponding to €164,952 per share.

THE GOVERNOR
Mario DraGHI
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REPORT OF THE BOARD OF AUDITORS
ON THE 112th FINANCIAL YEAR OF
THE BANK OF ITALY
AND THE ACCOUNTS FOR THE
YEAR ENDED 31 DECEMBER 2005
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To the shareholders,

The accounts for the year ended 31 December 2005 submitted for your
approval show the following results:

ASSEES ettt ettt € 185,029,447,398
LAabIlItIeS .eveevieeieiiesiieieeieeee e € 168,744,288,111
Capital and reSETVES ......ccvveeerureeriieeniieerieeerieesieeenns € 16,234.874.914
Net profit for the year

(as shown in the vertical income statement) .............. € 50,284,373

The memorandum accounts, shown on both sides of the balance sheet
for an amount of €267,831,272,348, 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 external auditors, were compared with the
accounting records and found to conform with them.

The accounting policies have been updated compared with the previous
year as a consequence of the decision taken by the Governing Council of
the ECB on 17 November 2005 concerning the possibility to transfer part
or all of the ECB’s income on euro banknotes in circulation, due to the
NCBs, to a provision for foreign exchange rate, interest rate and gold price
risks. For 2005 the Governing Council decided that the full amount of such
income should be retained by the ECB.

The criteria for preparing the annual accounts for 2005 and the valuation
methods used, with whose adoption we agree, were found to conform with
those approved by the Board of Directors and with the law in force. They
are described in detail in the notes to the accounts and comply with the
harmonized accounting rules laid down by the Governing Council of the
ECB and transposed for the purposes of the annual accounts by Article 8 of
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Legislative 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.

The results for the year, which closed with a net profit of €50,284,373,
were affected by two legislative measures enacted in December 2005.
Pursuant to Law 248/2005, which amended Article 65 of Law 289/2002,
the Bank is required to pay €404 million of corporate income tax (in
addition to its payments on account) since only 50 per cent of its taxable
income for the year may now be used to offset previous tax losses, which
are the source of the deferred tax assets shown in the accounts. In 2005
this item decreased by €404 million, used to offset income tax for the
year.

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 the full amount of the above-mentioned tax losses.
This reasonable expectation was reinforced both by the confirmation
of the expected improvement in the profitability of the Bank’s ordinary
operations and by the change in the law referred to above, which, although
it lengthened the recovery period, eliminated the earlier limits on the time
the tax losses can be carried forward.

Law 266/2005 reset the time limits for revaluing certain types of
buildings; the Bank decided to take the opportunity for its “instrumental”
buildings as defined in the first and second sentences of the second
paragraph of Article 43 of the Income Tax Code. The amount of the
revaluation (€1,726 million), net of the related tax (€207 million), was
included in the Revaluation reserve under Law 266/2005 (€1,519 million).
The transaction was carried out with reference to the buildings’ current
market value, after establishing that a market existed capable of providing
meaningful indications. The new values were determined taking account
of professional appraisals made using the summary comparative method
with a prudential reduction of 5 per cent, as for earlier revaluations,
compared with the net book value of each building. The value adjustment
was made by increasing exclusively the historical cost of the buildings.
We can therefore declare that the net book value of the revalued assets,
with the depreciation charge relative to the increase in value added back
in, did not exceed the current market value of the buildings in question at
31 December 2005.



The Board of Directors approved the transfer of €703 million to the
provision for general risks, which had been used on a major scale in the
three previous years. The allocation is intended to strengthen the Bank’s
financial buffers against the risks involved in its activity as a whole.

In our opinion the total amount of the Bank’s general and specific
risk provisions is prudent. In particular, the provision for severance pay
and pensions comprises both the actuarial reserves corresponding to the
situation of staff having entitlement and that of pensioners and the severance
pay accrued by all the members of the staff in service at the end of the year
having entitlement. The above-mentioned provision shows an excess of
€11 million, left allocated to the account in preparation for the effects on
such benefits of the renewal of labour contracts.

Pursuant to Article 54 of the Statute, the Board of Directors proposes
the following allocation of the net profit for 2005:

— 20 per cent to the ordinary reserve .......ccoccceevveernveennnee. € 10,056,875
— an amount equal to 6 per cent of the share capital

to shareholders ............ccccco ” 9,360
— 20 per cent to the extraordinary reserve...........ccoouueenneee. » 10,056,875
— an additional amount equal to 4 per cent of the share

capital to shareholders ............ccooveeiiiiiniiiniiiie ” 6,240
— the remaining amount to the State ...........cccoeecveervveenee. » 30.155.023

Total ..... € 50.284.373

Pursuant to Article 56 of the Statute, the Board of Directors also
proposes the distribution to shareholders — drawing on the income earned
on the ordinary and extraordinary reserves — of an additional €49,470,000,
equal to 0.50 per cent of such reserves at 31 December 2004 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, including checks on the quantities of cash and valuables
belonging to the Bank and third parties, verifying at all times compliance
with the law and the Bank’s Statute and General Regulations.

We monitored the activity of the Bank’s peripheral units in close
contact, in accordance with Articles 23 and 24 of the Bank’s Statute, with
the examiners at the main and local branches, whom we thank warmly.
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We recommend that you approve the accounts for 2005 that have been
submitted to you (the balance sheet, the income statement and the notes to
the accounts) and the proposed allocation of the net profit for the year and
distribution to shareholders of an additional amount pursuant to Article 56
of the Statute.

THE AUDITORS
GIUSEPPE BRUNI
Enrico Nuzzo
ANGELO PROVASOLI
MASSIMO STIPO
GIANFRANCO ZANDA
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SOURCES AND USES OF INCOME IN FRANCE (1)
(chain-linked volumes, billions of euros; reference year 2000)

Table al

Sources Uses
Domestic demand
d Sr;l‘)esssti c gggggzgg Total Gross fixed investment National consumption I;’ég%.n:n%f
product services oth H hold a | Total (4) services
Construction (tz)er Total ous(g) olds govgpr?r:?ent

2001 e 1,468.1 407.4 1,875.5 130.7 156.7 287.3 823.8 333.9 1,453.4 4221
2002 ..o 1,483.2 414.4 1,897.5 128.7 153.8 282.5 843.2 340.1 1,469.2 428.3
2003 ..o 1,499.3 4191 1,918.3 131.6 157.3 288.9 860.2 346.9 1,494.6 423.2
2004 ... 1,5634.1 446.9 1,979.2 135.7 161.9 297.7 879.9 354.8 1,639.2 439.7
2005 .. 1,552.3 474.0 2,022.2 139.0 169.5 308.2 897.4 358.6 1,569.1 453.2
2002 -1 s 369.0 103.0 472.0 71.0 208.6 84.3 366.5 105.4
| I 371.3 103.6 474.9 70.5 210.2 84.9 366.9 108.0

1| R 3725 104.2 476.8 70.6 212.3 85.3 368.8 108.0

IV s 372.2 103.9 476.2 70.7 212.9 85.8 368.5 107.6

2008 -1 s 373.6 104.2 477.9 71.3 213.7 85.9 372.0 105.7
|| 373.3 104.5 477.8 71.9 214.7 86.5 372.9 104.8

| I, 376.8 105.3 482.1 72.8 216.6 87.0 376.1 105.8

| AV 378.1 106.9 485.0 731 217.5 87.6 376.9 108.0

2004 -1 s 380.1 107.8 487.8 73.0 219.0 88.1 379.5 108.1
|| 383.1 111.2 493.9 74.2 220.7 88.7 384.4 109.4

| I, 383.4 113.0 496.0 74.2 220.8 88.9 386.1 109.7

| AV 385.7 1141 499.2 75.0 223.3 89.1 388.0 11141

2005 -1 e 386.0 115.5 500.8 75.6 224.5 89.3 390.1 110.6
|| I 386.2 1171 502.5 76.2 224.5 89.3 391.0 1114

| I 388.7 120.0 507.5 77.4 226.2 89.9 393.0 114.6

| AV 389.8 122.6 511.0 78.2 2271 90.0 395.4 115.7

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by

resident households and non-profit institutions serving households. — (4) Includes changes in stocks and valuables.
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SOURCES AND USES OF INCOME IN GERMANY (1)
(chain-linked volumes, billions of euros; reference year 2000)

Table a2

Sources Uses
Domestic demand
dc?nrw%ss?ic é@ggg:ﬁé Total Gross fixed investment National consumption Eé%gﬂasn%f
product services ; Other Households General Total (4) services
Construction @) Total ) government

2001 e 2,088.1 689.5 2,777.6 230.7 195.6 426.3 1,236.9 394.0 2,044.9 732.7
2002 ... 2,089.3 680.2 2,769.5 217.2 183.1 400.4 1,230.4 399.6 2,006.0 763.8
2003 ..o 2,085.4 714.6 2,798.9 213.7 183.7 397.3 1,231.9 400.0 2,017.1 782.3
2004 ... 2,119.4 764.6 2,880.7 208.7 188.3 396.6 1,238.7 393.7 2,028.2 855.0
2005 ....cooiiiies 2,138.2 805.4 2,938.0 201.6 195.3 395.9 1,238.6 394.1 2,033.8 908.7
2002 =1 oo 521.4 166.4 687.8 56.8 46.2 1083.1 306.3 99.3 501.2 186.7
| 522.1 169.7 691.8 54.1 46.1 100.2 307.2 99.8 502.4 189.5

1] I 524.8 1721 696.9 53.9 45.5 99.5 309.5 99.8 502.9 1941

IV o 524.2 174.2 698.4 53.3 46.0 99.4 308.2 100.7 502.0 196.6

2003 -1 e 5211 179.9 700.6 53.5 46.3 99.8 307.8 99.8 506.3 194.4
| 520.3 177.3 697.4 53.9 46.0 99.9 309.3 100.0 507.4 190.0

| O 522.0 177.4 699.2 53.6 45.8 99.5 308.5 100.2 500.3 199.0

IV o 525.2 182.0 706.7 53.9 46.2 100.1 307.2 100.0 505.9 201.0

2004 -1 e 527.5 184.9 711.9 52.8 45.4 98.2 308.7 99.0 504.7 207.7
| 528.4 188.5 716.2 51.8 46.1 97.9 308.0 98.6 502.5 214.4

| 528.0 193.0 720.0 51.0 47.9 98.8 308.1 99.0 507.3 213.3

IV o 527.5 194.0 720.4 51.1 47.4 98.4 310.5 97.1 506.8 214.3

2005 -1 e 530.6 191.8 721.6 49.5 48.0 97.2 309.2 97.6 503.6 218.9
| 532.9 196.0 727.7 49.5 48.3 97.6 309.3 99.1 507.5 221.2

| 536.2 206.2 740.8 50.6 49.0 99.3 310.3 99.5 509.9 232.1

IV o 536.3 208.5 743.0 51.2 49.0 100.1 308.4 97.9 511.1 233.2

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by

resident households and non-profit institutions serving households. — (4) Includes changes in stocks and valuables.
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SOURCES AND USES OF INCOME IN SPAIN (1)

(chain-linked volumes, billions of euros; reference year 2000)

Table a3

Sources Uses
Domestic demand
dc?nl;%ss?ic é@ggg;’ﬁé Total Gross fixed investment National consumption gﬁg‘éﬁ:ﬂ%‘(
product services Construstion O(tg)er ot Hous(g;mlds go(\algp:;%m Total (4) services
20071 .o 652.6 2111 863.7 89.6 80.6 170.2 388.1 112.6 673.3 190.4
2002 ..o 670.1 219.3 889.3 95.2 80.6 175.9 399.2 117.7 695.5 193.7
2003 ..o 690.2 232.4 922.0 101.2 84.3 185.7 409.5 123.3 721.2 200.8
2004 ... 711.5 254.0 963.3 106.8 87.6 194.7 427.4 130.8 755.6 207.4
2005 ... 735.9 2721 1,004.4 113.3 95.3 208.6 446.1 136.6 7941 209.5
2002 -1 e 165.9 53.0 218.9 231 20.0 43.1 99.2 28,5 171.4 47.5
I, 166.7 54.3 2211 23.8 19.8 43.6 99.1 29.3 172.7 48.4
|| IR 168.0 54.9 222.8 23.8 20.2 44.0 99.8 29.7 174.3 48.5
IV o 169.5 57.1 226.5 245 20.6 451 101.0 30.1 1771 49.4
2003 =1 .o 170.7 57.1 227.7 247 21.0 45.7 101.6 30.1 178.1 49.6
I, 172.0 56.9 228.8 25.3 20.9 46.2 101.1 30.6 178.7 50.1
| 173.0 58.4 231.3 25.2 211 46.4 102.6 31.0 180.7 50.5
IV o 174.5 60.0 234.2 25.9 21.3 47.3 104.1 31.6 183.7 50.5
2004 -1 ... 175.8 61.4 236.8 26.2 214 47.6 105.0 31.8 185.1 51.6
I 1771 62.4 239.0 26.7 214 48.2 106.0 325 187.4 51.6
I, 178.5 64.5 2423 26.5 223 48.8 107.4 33.0 189.9 52.4
Vo 180.1 65.8 245.2 27.3 22.7 50.1 109.0 33.5 193.2 51.8
2005 -1 e 181.6 65.1 246.1 27.8 23.2 51.0 109.8 33.4 195.0 50.9
I 183.1 67.3 249.6 28.3 234 51.8 110.8 33.8 1971 52.3
I 184.7 69.5 253.2 28.2 242 52.4 1121 34.4 199.6 53.4
IV o 186.5 70.1 255.5 28.8 24.6 53.5 113.4 35.0 202.5 52.8

Source: National statistics.

(1) The quarterly data are adjusted for seasonal factors and the number of working days. — (2) Machinery, equipment, transport equipment and intangible assets. — (3) Consumption by

resident households and non-profit institutions serving households. — (4) Includes changes in stocks and valuables.
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ITALY: VALUE ADDED PER STANDARD LABOUR UNIT
AND UNIT LABOUR COSTS, BY BRANCH

Table a4

1998 1999 2000 2001 2002 2003 2004 2005
Value added at factor cost per standard labour unit (1)
(chain-linked volumes, euros, reference year 2000)
Agriculture, forestry and fishing .......................... 19,084 21,192 20,917 20,205 20,236 20,190 23,209 24,662
Industry excluding construction ..............cccccocevvniene 45,696 46,247 47,394 47,300 46,598 45,530 46,691 46,329
of which: manufacturing ...............cccovveviceninceneeeene 42,444 42,613 44,080 43,811 42,973 41,872 42,685 42,454
CoNStrUCHION ........ooeiiiiiiiie e 32,574 31,888 32,122 32,588 32,684 32,705 33,102 32,563
SEIVICES (2) ...iieiiiiieiiiicieiieee e 38,501 38,805 39,134 39,305 38,859 38,387 38,622 38,830
Wholesale and retail trade, repair of household goods ..... 37,521 37,002 38411 38599 37,479 36,013 36,336 36,631
Hotels and restaurants ..............ccccooeoeeeiieeesiiieeesieee s 31,365 31,5614 31,647 30,778 28,363 26,704 26,466 26,844
Transport, storage and communication ..................c....... 45,702 46,258 48,760 51,035 52,416 52,890 54,220 55,649
Financial intermediation ...............cccccoceiveoenienieieneens 89,870 92,441 80,942 80,938 77,591 78422 79,961 80,541
Sundry business and household services (2) (3) ............ 40,126 41,052 41,354 41,081 40,900 40,279 39,529 38,106
Public administration (4) 39,886 40,716 41,420 42,413 43286 45313 45423 45935
EQUCALION ... 32,666 32,534 32,552 32,383 33,101 33,169 33269 34,637
Health and social Work Services ...........cccuccuucervencvnceenenns 36,876 37,166 38326 39,213 39,306 39,015 39,490 40,079
Other public, social and personal services ...................... 35,030 35366 33,724 32,072 30,573 29,228 31,500 30,597
Private households with employed persons .................... 12,676 12,684 12,695 12,731 12,723 12,719 12,729 12,799
Total excluding renting of buildings ... 38,390 38,837 39,286 39,313 38,920 38,426 39,013 39,157
Total (2)... 43,072 43,566 43,964 43,956 43,611 43,199 43,761 43,964

Agriculture, forestry and fishing ................

Industry excluding construction ................
of which: manufacturing .............ccccccceeennnee.

Construction ...........ccccooeeeviieiiie e,

SerVICeS (2)...ccceviiiiiiiiiieeiesieniesie e

Wholesale and retail trade, repair of household goods .....

Hotels and restaurants .........cccccocceveeevenennne
Transport, storage and communication .......
Financial intermediation .............cc.cc.ccccccuu..

Sundry business and household services (2) (3) ....

Public administration (4) .........ccccceevvereneenne.
EdUCALION ..o
Health and social work services ..................
Other public, social and personal services ..
Private households with employed persons

Total excluding renting of

buildings ...

Total (2)...

Unit labour costs based on value added at factor cost (1) (5)
(current euros for chain-linked volumes expressed in euros, reference year 2000)

0.811

0.625
0.659

0.692

0.723
0.648
0.626
0.673
0.598
0.657
0.762
0.924
0.831
0.666
0.954

0.712

0.635

0.751

0.632
0.673

0.727

0.736
0.685
0.657
0.671
0.589
0.678
0.765
0.963
0.833
0.652
0.975

0.723

0.644

0.768

0.630
0.668

0.733

0.748
0.680
0.672
0.635
0.686
0.703
0.774
0.984
0.860
0.695
1.000

0.731

0.653

0.805

0.652
0.693

0.736

0.771
0.698
0.718
0.616
0.691
0.740
0.810
1.025
0.878
0.738
1.008

0.753

0.674

0.816

0.678
0.724

0.755

0.801

0.738
0.785
0.608
0.726
0.770
0.833
1.047
0.898
0.796
1.058

0.782

0.698

0.868

0.714
0.764

0.784

0.842
0.789
0.849
0.621
0.738
0.797
0.885
1.087
0.916
0.864
1.094

0.821

0.731

0.763

0.724
0.782

0.808

0.864
0.813
0.890
0.624
0.744
0.842
0.939
1.066
0.966
0.829
1.115

0.837

0.746

0.750

0.747
0.805

0.844

0.886
0.832
0.897
0.620
0.746
0.900
0.958
1.108
0.983
0.871
1.143

0.858

0.764

Source: Istat, national accounts.

(1) Includes indirectly measured financial intermediation services. — (2) Excludes renting of buildings. — (3) Real estate services, renting services, computer and related services, research
and other business services. — (4) Includes defence and compulsory social security services. — (5) Compensation of employees at current prices per standard labour unit divided by value

added at factor cost at 1995 prices per standard labour unit.
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SOURCES AND USES OF INCOME AND HOUSEHOLD CONSUMPTION IN ITALY

(chain-linked volumes; millions of euros; reference year 2000)

SOURCES AND USES
Uses
imports TOTAL
Agriculture, ) Other VAT and Gross SOURCES/
fo?estry and '”%‘?W Sar;n&is services indirect taxes domestic g;r%?geis(?gg USES
fishing (1) (1) (3) on imports product 4)
1999 i, 27,680 336,570 498,307 215,619 76,743 1,149,870 294,035 1,444,498
2000 .. 27,049 343,463 521,959 219,402 79,183 1,191,057 311,107 1,502,164
20071 s 26,381 346,261 536,693 223,482 79,627 1,212,442 310,617 1,523,060
2002 ... 25,552 344,100 541,285 225,614 80,038 1,216,589 309,145 1,525,726
2003 .o 24,314 342,290 543,404 226,366 80,665 1,217,041 311,589 1,528,574
2004 . 27,642 346,033 545,008 230,334 80,883 1,230,006 319,426 1,549,148
2005 i 27,037 340,830 549,596 231,131 80,626 1,229,568 323,776 1,552,877
2003 — | e, 6,422 85,877 135,549 56,467 20,157 304,469 78,239 382,689
I, 5,909 85,081 136,102 56,603 20,115 303,817 77,533 381,342
Mo, 5,841 85,814 136,462 56,288 20,230 304,639 77,588 382,221
Vo 6,141 86,348 135,347 57,007 20,163 304,999 78,985 383,953
2004 — | i 6,652 86,755 135,588 57,198 20,308 306,494 78,744 385,215
| 6,814 86,567 135,993 57,590 20,287 307,264 79,292 386,514
1| R 6,881 86,214 137,040 57,743 20,147 308,077 79,467 387,505
Vo 7,296 85,261 136,295 57,803 20,142 306,867 80,722 387,470
2005 — | i 6,715 84,728 136,215 57,807 20,006 305,560 79,817 385,294
I 6,616 85,545 137,454 57,629 20,179 307,517 81,218 388,615
1| 6,862 85,587 137,836 57,828 20,259 308,449 81,301 389,637
Vo 6,845 85,394 138,111 57,866 20,182 308,492 81,754 390,113

Sources: Istat, national accounts.
(1) Value added at producer prices. — (2) Wholesale and retail trade, repair services, hotel and restaurant services, transport and communication services; monetary and financial institutions; real estate
expenditure abroad. — (5) Expenditure of general government and non-profit institutions serving households. — (6) Includes non-residents’ expenditure in Italy.
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Table a5

OF INCOME HOUSEHOLD DOMESTIC CONSUMPTION
Uses By type of consumption By type of good
Investment Domestic consumption Food
Investment in in machinery, Export of ' ood

o ) . ds and - - . Products, | Non-food
building and ef'r:'rfsrgggt’ Domestic Public sgr?/(i)c;sa(rf]ob) Nogé&rgble Senéloc(i)lérsable Durable goods| Services | beverages p?(? du%?s

public works | equipment and household | expenditure 6) and tobacco

; ; i roducts
intangible assets | €xpenditure (5) P

96,517 131,047 693,447 218,686 295,663 224,177 87,983 75,778 320,083 124,059 583,942
102,726 139,303 709,830 223,597 322,248 226,089 89,375 79,971 331,770 127,777 599,427
106,933 141,149 714,701 231,710 323,816 225,295 89,289 79,431 336,803 126,570 604,249
112,048 145,921 715,871 236,795 310,783 226,568 88,334 78,685 336,449 126,941 603,092
113,632 139,944 722,865 241,662 303,219 230,176 87,044 78,800 338,490 127,706 606,783
114,636 144,493 726,805 243,100 312,373 229,104 85,703 82,877 341,911 126,640 612,874
115,260 142,165 727,228 245,988 313,178 230,698 82,493 83,387 342,438 128,145 610,746
28,847 35,370 180,232 59,983 75,744 57,255 21,794 20,029 84,229 32,087 151,198
28,415 34,556 180,681 60,304 74,756 57,833 21,674 19,306 84,517 32,031 151,300
28,291 35,052 181,264 60,697 76,297 57,717 21,898 19,786 84,764 31,940 152,220
28,221 35,186 180,947 60,678 77,092 57,576 21,657 19,806 84,959 31,809 152,191
28,600 36,024 182,119 60,849 76,486 57,697 21,670 20,494 85,428 31,789 153,482
28,464 36,720 181,704 60,713 78,547 57,115 21,762 20,885 85,471 31,681 153,526
28,797 35,852 181,301 60,652 78,521 56,965 21,268 20,743 85,462 31,579 152,847
28,620 35,641 181,795 60,885 77,871 57,455 21,019 20,628 85,597 31,764 152,925
28,325 35,148 180,818 61,284 77,086 57,595 20,526 20,292 85,306 31,853 151,881
28,986 35,718 181,913 61,419 78,912 58,216 20,489 20,728 85,290 32,281 152,396
29,052 36,244 182,574 61,567 78,559 57,846 20,648 21,293 85,781 32,127 153,373
28,983 35,164 182,102 61,718 78,917 57,279 20,797 21,138 85,995 32,087 153,086

services and business activities. — (3) Public administration and defence services; compulsory social security services; other community, social and personal service activities. — (4) Includes residents’
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Table a6

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)

Consumer goods Investment Intermediate ’ Aggregate
Durable Non-durable Total goods goods Eneroy Mantacturing index

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
99.2 100.7 100.4 99.8 98.2 99.6 99.3 99.4
96.1 99.1 98.5 97.3 95.6 103.8 97.0 97.8
91.9 99.1 97.6 93.7 94.4 108.3 95.3 96.8
92.7 99.3 97.9 93.4 95.3 111.0 95.6 97.4
89.1 96.0 94.6 91.1 93.3 114.9 93.1 95.7
1999 — | s 88.9 99.0 97.1 96.0 93.1 97.7 94.8 95.2
| 90.4 97.5 96.1 95.6 93.3 95.2 94.8 94.8
M 94.3 101.1 99.4 96.5 94.4 97.5 96.7 96.8
IV o 97.9 99.6 99.3 98.0 97.0 98.3 98.1 98.2
2000 = | s 98.4 97.5 97.9 99.5 98.4 99.5 98.4 98.6
| RO 101.0 100.4 100.6 101.1 100.2 100.5 100.5 100.3
M 99.8 100.8 100.2 100.7 100.2 100.4 100.3 100.4

IV o 103.5 103.6 103.6 101.2 102.7 99.4 102.6 102.2

2001 = | 102.9 103.9 104.1 103.3 100.9 97.7 102.5 101.9
| TSRS 100.1 100.9 100.7 100.6 99.6 98.4 100.3 100.2

M 96.5 100.2 99.1 98.5 98.0 99.1 98.6 98.6

IV o 96.9 98.4 98.1 96.6 94.9 103.3 96.4 97.2
2002 = | e 96.7 99.5 99.3 96.9 95.0 103.0 96.7 97.4
96.5 99.2 98.6 97.1 95.8 104.3 97.1 98.0

95.3 98.7 97.7 97.5 96.2 105.2 97.2 98.1
95.3 99.5 98.6 97.7 95.6 103.0 97.3 98.0
2008 = | e 90.8 99.7 98.1 94.4 96.4 108.1 96.3 97.6
| 89.4 99.0 96.9 92.8 94.4 107.8 94.8 96.3
M 93.7 100.0 98.6 94.7 94.6 109.3 95.9 97.5
IV o 95.5 100.1 99.2 95.7 94.4 108.9 96.2 97.7
2004 = | 96.5 100.4 99.6 94.2 94.0 109.0 95.8 97.3
93.0 98.9 97.6 94.0 94.9 110.1 95.5 97.2

90.5 98.0 96.4 91.8 94.8 1121 94.7 96.8

88.7 97.0 95.3 90.4 94.8 1111 93.8 95.8

2005 =1 e 87.1 95.2 93.6 89.5 93.6 113.6 92.4 94.8
| TR 89.8 98.0 96.3 90.9 93.2 113.7 93.5 95.9
] 90.7 971 95.8 92.7 94.0 114.9 94.3 96.7

IV o 89.7 95.2 94.0 92.7 93.4 118.1 93.3 96.2

Source: Based on Istat data.
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Table a7
ITALY: CAPACITY UTILIZATION RATES, BY MAIN INDUSTRIAL GROUPINGS
(data adjusted for seasonal factors and the number of working days; percentages)

Consumer goods Investment Intermediate E ; Aggregate
Durable Non-durable Total goods goods e Manfacturing index

95.4 96.5 95.8 95.1 92.8 96.0 95.6 95.9
93.6 98.7 97.3 97.3 96.0 97.9 98.1 98.0
94.3 98.1 96.9 95.6 96.5 98.0 97.8 97.8

95.1 97.8 96.8 94.9 93.2 97.4 95.7 96.1
99.3 97.6 97.6 97.9 98.1 97.9 98.5 98.7
96.3 97.1 96.5 96.6 95.6 95.4 97.0 97.3
93.2 95.5 94.6 94.3 93.1 97.3 94.6 95.7
89.8 96.0 94.3 91.4 92.4 99.7 93.4 95.2
89.5 94.9 93.3 89.8 92.0 99.9 92.6 94.7
86.8 92.8 91.1 88.4 91.1 100.0 91.0 93.8
92.2 97.9 96.6 94.7 92.3 98.8 94.9 95.5
92.9 96.2 95.1 941 92.3 95.7 94.6 94.8
M s 96.2 99.4 98.0 94.8 93.0 97.5 96.0 96.4
IV o 99.1 97.6 97.5 96.1 95.4 97.7 97.1 97.5
2000 = | e 98.7 95.1 95.6 97.0 96.5 98.3 97.1 97.5
100.0 97.7 97.8 98.5 98.1 98.7 98.7 98.8
98.5 97.7 97.0 97.9 97.7 98.1 98.2 98.6
100.0 100.0 99.9 98.2 100.0 96.6 100.0 100.0
2001 - 100.0 100.0 100.0 100.0 98.1 94.3 99.9 99.7
97.2 97.1 96.7 97.5 96.8 94.5 97.8 98.0
s 93.8 96.5 95.1 95.5 95.2 94.6 96.1 96.5

IV e 94.2 94.8 94.2 93.5 92.4 98.1 94.0 95.1
2002 - 94.0 95.8 95.3 93.8 92.5 97.3 94.3 95.2
93.7 95.5 94.6 941 93.0 98.0 94.7 95.8
92.6 95.0 93.8 94.4 93.7 98.3 94.7 96.0
92.5 95.8 94.7 94.7 92.9 95.8 94.8 95.8
2003 - 88.2 95.9 94.2 91.7 93.8 100.0 93.9 95.5
86.9 95.3 93.0 90.0 91.7 99.2 92.4 94.2
HE e 91.1 96.3 94.7 91.6 92.1 100.0 93.5 95.4
IV e 92.8 96.4 95.2 92.4 91.8 99.6 93.8 95.6

2004 - 93.8 96.7 95.6 91.3 91.4 99.7 93.4 95.1
90.3 95.2 93.7 91.0 92.4 100.0 93.1 95.1
87.9 94.3 92.5 89.2 92.1 100.0 92.3 94.7
86.1 93.4 91.5 87.7 92.1 100.0 91.4 93.7
2005 - 84.6 91.6 89.8 86.7 90.9 100.0 90.1 92.7
87.3 94.3 92.4 88.0 90.7 100.0 91.1 93.8
HE s 88.1 93.5 92.0 89.5 91.6 100.0 91.9 94.6

IV s 87.0 91.7 90.3 89.5 90.9 100.0 90.9 94.1

Source: Based on Istat data.
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ITALY: CONSUMER PRICE INDICES
(percentage changes on corresponding period)

Table a8

WEH
CPI (1) @
Goods and services with unregulated prices (4) wiﬁwor%cgi)sulaart]g dssmgzs( 4) T%sldr:r: dOf
Overall energy Overall
Non-food and Food products Non- Rents| index |productsand| index
non-energy S,er- U Energy Total Energy energy Total (6) those with (6)
products vices | processed n- Total products products | products regL_JIated
processed (5) prices

Weights (3) 30.0 31.9 10.0 6.6 16.6 3.3 81.8 28 12.3 152 | 30 100.0 61.9 100.0
2002 ........... 2.2 3.9 2.4 53 3.6 -1.9 29 -3.4 183 03 23 25 3.0 2.4
2003 ........... 1.9 3.5 2.4 42 32 23 28 4.1 16 241 2.8 2.7 2.7 2.5
2004 ........... 0.8 3.4 2.3 20 22 58 23 -1.2 2.4 1.7 28 2.2 2.1 2.0
2005 ........... 0.9 3.0 0.7 -0.8 0.1 11.0 1.9 6.1 1.1 20 24 1.9 2.0 1.7
2003 - Jan. 2.2 3.8 2.1 3.1 2.5 72 3.0 1.5 1.3 1.3 27 2.8 3.0 2.7
Feb. 2.0 3.6 2.2 26 24 84 29 2.0 05 08 27 2.6 2.8 25
Mar. 2.0 3.7 2.3 28 25 95 3.0 3.2 0.5 1.0 27 2.7 2.8 2.6
Apr. 21 3.7 2.3 2.1 2.2 32 27 6.0 1.7 25 28 2.7 2.8 25
May 2.0 3.6 2.3 24 24 -04 26 6.3 26 33 28 2.7 2.8 2.4
June 2.0 3.6 2.4 39 3.0 -1.3 27 6.4 21 29 28 2.7 2.8 2.3
July 1.9 3.6 2.4 46 3.3 -02 27 45 19 24 29 2.7 2.7 25
Aug. 1.9 3.7 2.4 52 36 1.3 29 45 18 23 29 2.8 2.7 25
Sept. 1.8 3.4 2.4 6.0 39 1.8 28 4.4 18 23 29 2.8 2.6 25
Oct. 1.6 3.4 2.6 6.3 4.2 -1.1 2.7 3.7 1.7 241 2.7 2.6 2.5 2.4
Nov. 1.4 3.3 2.7 6.1 41 -0.3 26 3.7 19 22 27 25 2.3 2.4
Dec. 1.4 3.2 2.8 54 3.9 03 25 3.7 1.9 23 27 2.5 2.3 2.3
2004 — Jan. 1.3 3.2 2.8 55 39 1.7 24 1.6 1.6 1.6 27 2.2 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 5.1 3.7 3.2 22 0.2 36 29 27 2.3 21 1.9
Apr. 0.8 3.5 2.6 45 3.4 07 23 2.4 2.4 1.5 3.0 2.3 21 2.0
May 0.7 3.3 2.6 3.8 31 64 24 -2.8 2.4 14 3.0 2.3 2.0 21
June 0.6 3.6 2.4 32 28 96 25 -2.9 2.7 1.6 3.0 2.4 2.1 2.2
July 0.6 3.6 2.4 22 23 9.0 24 -2.3 2.7 1.8 28 2.3 2.1 2.1
Aug. 0.6 3.7 2.3 14 1.9 9.0 24 -2.3 2.7 1.8 28 2.3 2.2 2.1
Sept. 0.6 3.8 2.1 02 11 79 22 -2.3 2.5 1.6 28 2.1 2.2 1.8
Oct. 0.8 3.3 1.8 -1.6 04 12.1 21 -0.9 1.9 14 27 2.0 21 1.7
Nov. 0.8 3.4 15 2.3 0.0 122 20 -0.5 12 09 27 1.9 2.1 1.7
Dec. 0.8 3.6 1.3 2.3 -0.2 111 2.1 -0.3 21 1.7 27 2.0 2.2 1.7
2005 - Jan. 0.8 3.5 1.2 2.6 -04 83 19 1.7 1.5 1.6 25 1.9 2.2 1.6
Feb. 0.8 3.3 1.0 22 -0.3 92 1.8 2.4 1.5 1.7 25 1.9 21 1.6
Mar. 0.9 3.4 0.9 -1.4 -0.1 10.7 2.0 2.7 04 08 25 1.9 2.2 1.6
Apr. 0.9 3.1 0.8 -1.3 -01 134 20 5.1 0.4 12 22 1.9 2.0 1.7
May 1.0 3.2 0.6 -1.0 -0.1 104 20 55 0.5 14 22 1.9 2.1 1.7
June 1.0 3.1 0.5 -1.1 -0.1 82 1.8 5.6 0.4 14 22 1.8 2.0 1.6
July 0.9 3.1 0.5 -0.8 0.0 119 20 7.4 09 21 2.4 21 21 1.8
Aug. 1.0 2.8 0.4 -0.7 0.0 11.8 1.9 7.4 09 21 2.4 2.0 1.9 1.8
Sept. 0.9 2.7 0.4 -0.3 0.1 147 20 7.4 08 20 24 2.0 1.8 1.9
Oct. 0.8 2.7 0.5 02 04 148 20 9.4 16 3.0 24 2.2 1.8 2.0
Nov. 1.0 2.6 0.7 05 0.6 96 1.9 9.6 25 39 24 2.2 1.8 1.8
Dec. 1.1 2.3 0.9 08 0.8 89 1.8 9.4 14 29 24 2.0 1.7 1.9
2006 — Jan. 1.1 2.4 1.1 09 1.0 126 2.0 8.8 15 29 26 2.2 1.7 2.2
Feb. 1.2 2.4 1.3 05 1.0 120 241 9.5 1.9 34 26 21 1.8 2.1
Mar. 1.2 2.3 15 0.1 1.0 93 19 9.9 18 34 26 21 1.8 2.1

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 2006. —
(4) The sub-indices are based on the 205-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) Changes communicated by Istat, calculated on the basis of the index rounded to the first decimal place.
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ITALY: HARMONIZED INDEX OF CONSUMER PRICES (1)

(percentage changes on corresponding period) (2)

Table a9

dNon'fOOd Senvi Tgft%gg ' Food products Energy u-lr-w?)tr‘ilalcrgsgfd Overall
and non-ener ervices f
products v ag?ozzggy Processed | Unprocessed products enefrg‘;,dpfggucts index
Weights 34.0 40.3 74.3 11.3 7.8 19.1 6.6 85.6 100.0
2002 ..o 2.4 3.4 2.9 2.2 4.9 3.4 -2.6 2.8 2.6
2003 ..o 1.8 3.2 2.6 3.4 3.9 3.6 3.2 2.7 2.8
2004 ....cooiiiieee 1.6 2.6 21 3.6 2.0 2.9 2.4 2.3 2.3
2005 ..o 1.4 2.4 1.9 2.2 -0.7 1.0 8.7 2.0 2.2
1.8 3.5 2.7 2.3 2.8 2.5 4.3 2.6 2.8
1.1 3.4 2.3 2.3 2.4 25 5.4 2.4 2.6
2.0 3.5 2.8 2.5 2.7 2.6 6.4 2.7 29
2.1 3.5 2.7 3.9 2.0 3.0 4.5 2.9 3.0
2.3 3.4 2.9 3.9 2.3 3.1 2.8 2.9 29
2.2 3.3 2.8 3.6 3.7 3.6 2.3 2.9 29
1.9 3.2 2.6 3.6 4.3 3.9 2.1 2.7 29
1.4 3.3 2.5 3.5 4.9 41 29 2.6 2.7
1.7 3.1 2.4 3.5 5.6 4.5 3.1 2.6 29
2.0 2.8 2.4 3.6 5.9 4.6 1.1 2.7 2.8
2.0 2.7 2.4 3.9 5.8 4.7 1.7 2.5 2.8
1.8 2.6 2.2 4.0 5.1 4.5 1.8 2.4 2.5
2004 — 1.1 25 1.8 3.9 52 4.5 0.0 21 21
2.0 2.3 2.3 4.0 5.3 4.5 -1.0 25 25
1.5 2.3 2.0 51 4.7 4.9 -1.5 2.4 2.3
1.7 2.4 2.2 3.6 4.2 3.9 -0.8 2.4 2.3
1.5 2.3 2.0 3.7 3.7 3.7 1.9 2.3 2.3
1.6 2.6 2.2 3.6 2.9 3.3 3.5 2.4 2.4
1.3 25 21 3.7 21 3.0 3.5 2.3 2.3
1.5 2.7 2.2 3.4 1.4 2.6 3.5 2.3 2.4
1.6 2.8 2.3 3.3 -0.1 1.8 3.0 2.4 2.2
1.7 2.6 2.2 3.0 -1.5 1.0 5.8 2.3 21
1.6 2.6 2.2 25 -2.1 0.6 6.1 2.2 21
1.7 2.8 2.3 3.5 -1.9 1.2 55 25 2.4
2005 — 1.2 2.7 2.0 3.4 -2.3 1.0 5.0 2.2 2.0
1.2 2.6 1.9 3.2 -1.9 1.1 5.9 21 2.0
1.4 2.8 21 2.0 -1.4 0.6 6.9 21 2.2
1.7 2.5 21 1.8 -1.2 0.6 9.5 2.0 2.2
1.8 2.6 2.2 1.8 -1.0 0.6 8.1 21 2.4
1.6 2.4 2.0 1.7 -0.8 0.7 71 2.0 2.1
1.1 2.6 1.8 1.9 -0.8 0.8 9.8 1.8 2.1
1.1 2.3 1.8 2.2 -0.7 1.0 9.8 1.9 2.2
1.0 2.2 1.7 2.1 -0.2 1.1 114 1.8 2.2
1.3 2.2 1.8 2.1 0.3 1.4 12.3 1.8 2.6
1.4 2.1 1.7 2.4 0.4 1.5 9.6 1.9 2.4
1.4 1.9 1.7 1.3 0.7 1.0 9.1 1.6 2.1
2006 — 1.2 1.9 1.6 1.6 0.8 1.2 10.9 1.6 2.2
0.8 2.0 15 2.3 0.6 1.6 10.6 1.6 2.2
1.2 1.9 1.6 2.6 0.2 1.6 9.6 1.8 2.2

Source: Eurostat.

(1) Chain indices, 2005=100. Istat updates 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 2006. — (2) From January 2002, calculated with reference to the indices compiled using the new treatment of price reductions introduced in that month by Istat in accordance
with Commission Regulation (EC) no. 2602/2000.
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EURO AREA: HARMONIZED INDEX OF CONSUMER PRICES (1)
(percentage changes on corresponding period) (2)

Table al0

Food products

Nr?grigggrag;d Services Total net of food and i Energy u-rr%rzgcrt]a?stsgfd Overall

products energy products Processed | Unprocessed products foodp?ggui?:rgy index

Weights 30.7 40.8 71.5 11.9 7.4 19.3 9.2 83.4 100.0
2002 .. 1.5 3.1 2.4 3.1 3.1 3.1 -0.6 25 2.2
20083 ... 0.8 2.5 1.8 3.3 21 2.8 3.0 2.0 2.1
2004 ... 0.8 2.6 1.8 3.4 0.6 2.3 4.5 21 2.1
2005 oo 0.3 2.3 1.4 2.0 0.8 1.6 10.1 1.5 2.2
2008 - Jan. ......... 0.6 2.8 1.9 2.8 -0.7 1.4 6.0 2.0 2.1
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 0.8 2.2 7.5 2.0 2.5
Apr. ..., 0.8 2.9 2.0 3.3 0.9 2.3 2.2 21 21
May ......... 0.9 2.5 1.8 3.3 1.1 2.4 0.6 2.0 1.8
June ........ 0.8 2.5 1.8 3.2 2.5 2.9 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 2.5 1.7 3.1 3.3 3.1 2.7 1.9 21
Sept. ....... 0.8 25 1.8 3.1 4.2 3.6 1.6 2.0 2.2
Oct. ......... 0.8 2.5 1.7 3.5 3.8 3.6 0.7 2.0 2.0
Nowv. ........ 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 25 1.7 3.3 2.9 3.2 -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. ........ 0.7 25 1.8 41 1.7 3.1 -2.0 21 1.7
Apr. ..ot 1.0 2.5 1.8 3.9 1.6 2.9 2.0 21 2.0
May ......... 0.9 2.6 1.8 3.9 1.7 3.1 6.7 2.1 2.5
June ........ 0.9 2.6 1.9 3.8 1.2 2.8 5.9 2.2 24
July ... 0.7 2.7 1.9 3.8 0.7 2.6 6.0 21 2.3
Aug. ........ 0.9 2.7 1.9 3.6 -0.2 2.1 6.5 2.2 2.3
Sept. ....... 0.8 2.6 1.8 3.3 -1.5 1.4 6.4 2.0 21
Oct. ......... 0.8 2.6 1.8 2.8 -1.2 1.2 9.8 2.0 2.4
Nov. ........ 0.8 2.7 1.9 2.3 -1.0 1.0 8.7 1.9 2.2
Dec. ........ 0.8 2.7 1.9 3.2 0.0 2.0 6.9 21 24
2005 — Jan. ......... 0.5 2.4 1.6 2.8 -0.6 1.5 6.2 1.8 1.9
Feb. ......... 0.2 2.4 1.4 2.7 0.7 1.9 7.7 1.6 2.1
Mar. ........ 0.4 2.5 1.6 1.6 1.3 1.5 8.8 1.6 2.1
Apr. ... 0.3 2.2 1.4 1.7 0.8 1.3 10.1 1.4 2.1
May ......... 0.3 2.5 1.6 1.5 1.0 1.3 6.8 1.6 2.0
June ........ 0.2 2.2 1.4 1.5 0.5 1.1 9.4 1.4 21
July ......... 0.0 2.3 1.3 1.6 0.3 1.1 11.7 1.3 2.2
Aug. ........ 0.0 2.2 1.3 1.7 1.0 1.4 11.5 1.3 2.2
Sept. ....... 0.2 2.2 1.3 2.3 1.0 1.8 15.0 1.4 2.6
Oct. ......... 0.3 2.2 1.4 2.4 1.1 1.9 12.1 15 25
Nov. ........ 0.4 2.1 1.4 2.6 1.5 2.2 10.0 1.5 23
Dec. ........ 0.4 21 1.4 1.8 15 1.7 11.2 1.4 2.2
2006 — Jan. ......... 0.2 2.0 1.2 1.9 2.0 1.9 13.6 1.3 2.4
Feb. ......... 0.3 2.0 1.2 1.9 1.7 1.8 12.5 1.3 2.3
Mar. ........ 0.5 1.9 1.3 2.3 0.6 1.6 10.5 1.4 2.2

Source: Eurostat.
(1) Weighted average of the indices of the euro-area countries. The weights shown in the table are those for January 2006. — (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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INDEX OF INDUSTRIAL PRODUCER PRICES: ITALY (1)
(percentage changes on corresponding period)

Table all

Consumer goods (2)

Intermediate goods

Overall index net

Investment goods of food and energy | Overall index
Non-food products Food products Non-energy products| Energy products products
Weights 17.2 13.1 17.9 34.3 17.5 69.4 100

2002 ...oiiieeeeen 2.5 1.0 1.0 0.4 -4.0 1.1 0.2
2003 . 1.1 2.7 0.7 1.5 25 1.2 1.6
2004 ..., 0.6 1.4 1.7 4.9 2.4 3.0 2.7
2005 ..o, 1.8 -0.9 1.7 2.5 15.5 241 4.0
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

1.5 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 15

1.1 2.6 0.9 0.8 2.0 0.9 1.3

0.8 2.9 0.9 0.4 2.9 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 -1.4 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 -1.4 0.8 0.8

0.2 2.7 1.1 1.2 -3.6 0.9 0.4

0.1 2.6 1.2 15 -5.9 1.1 0.1

0.0 3.1 1.3 2.8 -5.6 1.7 0.7

0.0 2.6 1.6 3.9 -1.2 2.3 1.7

-0.2 2.8 1.7 4.5 4.3 2.6 29

-0.1 2.9 2.0 5.2 3.8 3.1 3.2

0.3 2.1 1.7 5.9 3.8 3.4 3.3

0.8 1.1 1.9 6.6 4.2 3.9 3.5

1.0 -0.3 1.9 6.7 5.8 4.1 3.8

1.4 -0.7 2.0 6.9 9.2 4.3 4.4

1.7 -1.1 2.1 7.0 8.0 4.4 4.3

1.8 -0.7 2.2 7.0 7.6 4.4 4.2

1.8 -1.3 2.2 6.9 9.9 4.4 4.5

2.0 -0.8 2.2 6.2 11.9 41 4.7

2.3 -1.0 21 4.8 14.7 3.5 4.8

2.3 -1.5 1.8 3.5 15.6 2.8 4.4

2.3 -1.5 1.6 2.7 10.4 2.3 3.2

21 -1.5 1.5 1.8 15.3 1.8 3.7

1.9 -1.2 15 1.4 16.0 1.5 3.6

1.7 -0.7 1.5 0.9 171 1.3 3.7

15 -0.5 1.6 0.7 18.2 1.1 3.8

1.3 -0.4 15 0.5 19.6 0.9 4.0

1.6 -0.1 1.4 0.6 171 1.1 3.6

1.3 0.2 1.3 0.7 19.8 1.0 4.2

2006 — 1.3 0.9 1.3 0.9 221 1.1 4.8
1.3 1.1 1.4 1.7 20.9 15 4.9

1.5 1.0 15 2.2 17.5 1.9 4.5

Source: Based on Istat data.
(1) Classification of goods by main industrial groupings, 2000=100. — (2) The item does not include motor vehicles, which are included under investment goods.
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INDEX OF INDUSTRIAL PRODUCER PRICES: MAJOR EURO-AREA COUNTRIES
(percentage changes on corresponding period)

Table al2

GERMANY FRANCE
Consumer Intermediate goods Overall index Consumer Intermediate goods Overall index
net of food . net of food )
goods net of | Non-energy | Energy and energy Overall index | goods net of | Non-energy |  Energy and energy Overall index
food products|  products | products |~ products food 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
-0.2 0.4 71 0.2 1.7 0.4 0.4 2.6 0.3 0.9
-0.6 2.8 2.5 1.2 1.6 -0.8 2.7 5.1 1.1 2.0
1.0 3.2 14.0 2.0 4.6 1.0 25 11.5 1.8 3.0
2004 - June .... -0.9 2.2 2.9 0.8 1.5 -1.6 2.3 6.3 0.7 2.2
July ... -0.9 3.3 2.7 1.4 1.9 -1.1 3.3 6.7 1.4 2.6
Aug. ..... -0.6 4.0 3.1 1.8 2.2 -0.8 3.8 7.3 1.7 2.8
Sept. .... -0.6 4.2 3.4 1.9 2.3 -0.4 4.0 9.0 1.8 3.0
Oct. ..... -0.4 5.2 6.4 2.4 3.3 0.0 4.3 12.0 2.0 3.5
Nov. ..... -0.1 5.2 4.5 25 2.8 0.4 4.3 10.7 2.2 3.2
Dec. ..... 0.4 5.1 3.3 2.6 2.9 0.5 4.1 9.2 2.3 3.0
2005 —Jan. ..... 0.5 5.5 7.3 3.0 3.9 1.3 4.1 8.4 2.5 2.9
Feb. ..... 0.5 5.6 8.2 3.0 4.2 1.6 3.9 10.2 2.5 3.1
Mar. ..... 1.3 5.0 10.0 3.0 4.2 1.2 3.7 11.2 2.5 3.2
Apr. ... 1.2 4.2 13.2 2.5 4.6 1.6 3.3 115 2.5 3.3
May ..... 1.4 3.5 11.0 2.2 4.1 1.6 2.9 7.6 2.3 2.5
June 1.3 3.4 14.4 2.1 4.6 1.5 2.3 11.5 1.8 2.9
July ... 1.0 2.3 16.4 1.5 4.6 0.8 1.7 13.2 1.4 3.0
Aug. ..... 1.0 2.0 16.5 1.4 4.6 0.8 1.3 12.7 1.1 2.8
Sept. .... 1.0 1.9 171 1.3 4.9 0.6 1.3 15.0 1.1 3.3
Oct. ..... 1.2 1.6 16.0 1.3 4.6 0.7 1.7 12.3 1.3 3.0
Nov. ..... 1.1 1.8 17.5 1.2 5.0 0.5 2.0 11.0 1.3 2.9
Dec. ..... 0.9 1.9 19.5 1.3 5.2 0.6 2.1 12.6 1.3 3.2
2006 —Jan. ..... 0.9 1.7 21.4 1.1 5.6 0.2 2.5 14.9 1.4 3.8
Feb. ..... 1.0 1.7 22.8 1.1 5.9 -0.5 2.4 13.7 1.3 3.6
Mar. ..... 0.6 1.9 22.0 1.1 5.9 -0.5 2.3 11.2 1.3 3.3
SPAIN EURO (2)
Weights (1) 16.8 31.6 18.0 66.7 100.0 14.0 31.7 16.8 66.8 100.0
2003 ... 2.3 0.8 1.3 1.3 1.4 0.4 0.8 3.8 0.5 1.4
2004 ... 1.3 4.5 5.3 2.9 3.4 -0.6 3.5 3.9 1.7 2.3
2005 ... 3.2 3.8 14.0 3.1 4.9 1.6 2.9 13.4 2.1 4.1
2004 —June .... 1.0 4.8 71 2.9 4.0 -1.2 3.3 4.5 1.5 2.4
July ...... 1.0 5.3 7.2 3.2 4.1 -0.9 4.3 5.3 2.1 2.9
Aug. ..... 1.0 5.7 9.0 3.4 4.4 -0.7 4.8 5.6 2.4 3.1
Sept. .... 1.2 5.9 11.0 3.5 4.6 -0.5 5.0 7.3 2.5 3.3
Oct. ..... 1.8 6.2 14.2 3.8 5.4 0.1 5.5 10.1 2.9 4.1
Nov. ..... 1.9 6.3 12.6 3.9 5.2 0.7 5.5 8.3 3.1 3.7
Dec. ..... 2.6 6.2 10.7 4.0 5.0 1.0 5.4 7.0 3.1 3.6
2005 —Jan. ... 3.1 6.2 8.8 4.2 4.8 1.5 5.5 8.4 3.4 3.9
Feb. ..... 3.5 5.5 11.0 4.0 4.9 1.6 5.2 10.0 3.3 4.2
Mar. ..... 3.5 4.9 13.1 3.8 5.1 1.8 4.5 11.7 3.1 4.2
Apr. ... 3.7 3.7 14.5 3.2 5.0 1.9 3.7 13.2 2.6 4.3
May ..... 3.8 3.3 11.0 3.1 4.2 2.0 3.0 9.7 2.3 3.5
June ... 3.6 3.1 13.5 3.0 4.4 1.9 2.6 13.4 2.1 4.0
July ... 3.2 3.0 15.7 2.7 4.6 1.6 1.9 151 1.6 4.1
Aug. ..... 3.2 2.9 16.4 2.7 4.9 1.5 1.7 15.2 1.5 4.0
Sept. .... 2.9 3.2 17.9 2.8 5.4 1.3 1.6 16.6 1.4 4.4
Oct. ..... 3.0 3.1 15.2 2.7 5.0 1.3 1.6 15.3 1.4 4.2
Nov. ..... 2.8 3.2 14.7 2.8 4.9 1.3 1.8 14.7 1.4 4.2
Dec. ..... 2.7 3.2 15.6 2.8 5.2 1.2 1.9 17.0 1.5 4.7
2006 —Jan. ..... 2.8 3.6 20.6 3.0 6.3 1.1 2.0 19.8 1.5 5.3
Feb. ..... 2.8 3.9 20.1 3.2 6.3 1.0 2.2 19.7 1.6 5.4
Mar. ..... 2.6 4.5 16.4 3.4 5.8 1.0 2.5 17.4 1.7 5.1

Source: Based on Eurostat data.
(1) 1995=100 for Germany; 2000=100 for France, Spain and euro area. — (2) GDP-weighted average for the 12 euro-area countries.
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ITALY: BALANCE OF PAYMENTS
(millions of euros)

Table al3

2000 2001 2002 2003 2004 2005
Current account ..............cccccecveeenns -6,305 -740 -10,014 -17,352 -12,471 -22,056
(€ ToTo o LR 10,368 17,405 14,049 9,922 8,850 72
Credits ... 260,906 273,596 267,582 263,599 283,345 299,580
Debits 250,538 256,191 253,533 253,677 274,495 299,508
SErVICES ..ccovieeeieeeeeeeee e 1,167 18 -3,043 -2,362 1,179 -359
(O] ¢=To 11 = SRR 61,479 64,614 63,760 63,420 68,204 72,500
Debits ..ocveeeeeeeeeeeee e, 60,312 64,596 66,803 65,781 67,025 72,859
INCOME ... -13,099 -11,635 -15,396 -17,811 -14,817 -18,595
Credits ...ccveeeceeeceeeee e 41,894 43,111 45,782 43,097 42,748 49,544
DebitS .o 54,993 54,746 61,178 60,908 57,564 63,140
Transfers ....eveeeeeccciiieeeeeeeceeee e -4,742 -6,527 -5,624 -7,101 -7,683 -8,173
(7 (=T 11 £ RS 16,996 17,962 22,183 18,418 17,527 19,388
EU institutions ...........cccceueene.. 6,275 6,121 6,183 6,531 6,917 6,599
DebitS ..o 21,738 24,489 27,807 25,519 25,210 27,561
EU institutions ...........cccoueeeune. 11,180 11,755 11,910 12,820 13,454 14,578
Capital account .............cc.cccceeinnne 3,195 936 -67 2,251 1,822 1,779
Intangible assets .........cccccoiiiiiiineenne -72 -312 -206 -86 -38 69
Transfers ..o 3,267 1,248 139 2,337 1,859 1,710
EU institutions ............ccceveeuu. 3,625 1,748 1,626 3,635 2,816 3,236
Financial account ............................. 4,287 -3,294 8,532 17,319 8,228 19,041
Direct investment .........cccccceveveiinnes 1,149 -7,377 -2,739 6,507 -1,971 -17,556
ADroad ......cccceeeiiiieiiee e -13,368 -23,995 -18,194 -8,037 -15,513 -38,575
INHalY oo 14,517 16,618 15,455 14,544 13,542 16,019
Portfolio investment -26,255 -7,640 16,107 3,369 26,447 43,398
Assets ......ccceenne -86,340 -40,070 -16,968 -51,068 -21,065 -87,028
Shares -82,894 -11,153 -6,039 -13,806 -12,863 -20,014
Debt securities .......cccceeveveennne -3,446 -28,917 -10,929 -37,262 -8,202 -67,014
boNds ......ccoeeeeeeeieee -1,698 -27,017 -10,301 -40,133 -8,903 -65,217
Liabilities .....ccoeveiiieiieeee e 60,085 32,430 33,075 54,437 47,512 130,426
Shares .....cocoeeeeceeeeeeeeceeeea, -1,714 -354 -7,155 -2,191 13,381 4,063
Debt securities .........cccccuvveenen. 61,799 32,784 40,230 56,628 34,131 126,363
bONAS ......ovveeeeeeiea e, 75,160 43,171 32,064 48,276 47,979 102,299
Financial derivatives ..............c......... 2,501 -477 -2,710 -4,827 1,833 2,332
Other investment ...........ccccceeeeiieenes 29,950 11,716 985 13,676 -20,343 -9,943
ASSES ..oeiiiiiee e, 987 3,007 8,296 -19,390 -38,667 -77,983
Liabilities .....ccoveeeieeecieeeeee e 28,963 8,709 -7,311 33,066 18,324 68,040
Change in official reserves ............. -3,058 484 -3,111 -1,406 2,262 810
Errors and omissions ..................... -1,177 3,098 1,549 -2,218 2,421 1,236
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ITALY: NET INTERNATIONAL INVESTMENT POSITION

(millions of euros)

Table al4

2000 2001 2002 2003 2004 2005
ASSETS ..o 1,220,570 1,223,523 1,147,737 1,241,481 1,328,591 1,598,567
Non-bank sectors ..............ccceoiiiiiiinnnn. 955,517 958,264 851,961 911,935 961,674 1,175,847
Direct investment ........ccccccoeeviieeiiiineennen. 178,948 191,630 170,155 174,767 191,478 217,146
Real estate .......cccoeveeiviieieiiieeeeee, 6,682 7,490 7,609 8,067 9,148 10,493
Other ..o 172,266 184,140 162,546 166,700 182,330 206,653
Portfolio investment ...........cccccoveeiineenen. 597,869 588,912 526,659 563,108 594,690 723,452
Other investment ..........ccoveeiieiiiniiiciens 176,296 174,347 146,977 162,912 164,363 222,665
Financial derivatives ...........cccocoeiieiinnen. 2,404 3,375 8,170 11,148 11,143 12,584
Banks ........ocoooiiii 203,420 188,498 229,356 265,380 300,389 343,346
Direct investment ... 14,791 15,305 15,306 14,371 14,435 31,623
Portfolio investment 36,298 36,553 38,920 64,964 73,099 74,064
Other investment .........ccccooviiiiiii e 150,938 135,106 172,762 179,216 203,082 224,619
Financial derivatives ............cccceeiveeennnen. 1,393 1,534 2,368 6,829 9,773 13,040
Central bank.............ccccooooiiiiiiiieee 61,633 76,761 66,420 64,166 66,528 79,374
Direct investment .........ccocceeveeieineenieene. 4 5 5 5 5 6
Portfolio investment ..........ccccceeeeeeeiivnenen.. 715 912 2,673 2,436 3,313 4,840
Other investment 10,548 23,407 10,702 11,637 17,409 18,621
RESEIVeS ..o 50,366 52,437 53,040 50,088 45,801 55,907
of which: gold ...........cccccevvevoveieiiee 23,098 24,732 25,764 26,042 25,348 34,279
LIABILITIES .......coooiiiieiieeeeeee e 1,178,412 1,197,590 1,216,343 1,310,705 1,418,919 1,676,449
Non-bank sectors ...............ccocoiiiiiiennn. 845,666 869,566 901,365 964,514 1,045,351 1,185,874
Direct investment ..........ccccoeeiiiiiiiiiieenn. 120,967 121,701 119,706 136,522 154,496 176,411
Real estate .......ccoooeeiiiiiiieeee, 2,961 3,249 3,566 4,835 5,013 5,894
Other ..o 118,006 118,452 116,140 131,687 149,483 170,517
Portfolio investment ...........cccccceiiinennnen. 599,693 621,083 656,944 707,165 760,566 848,096
Government securities (1) ......cccce.n... 470,349 485,224 515,343 568,043 590,940 688,636
BOTS oot 61,369 55,799 43,533 57,682 42,842 67,335
BTPS e 257,994 283,700 326,404 371,266 407,624 476,482
ORES ..ot 82,749 65,333 62,596 54,045 64,047 69,758
Republic of ltaly .........cccccuveeeveevennee. 68,237 80,392 82,810 85,150 76,427 75,061
Other investment .........cccooioiiiiiiiiiiieeene 123,108 123,191 119,185 113,289 118,254 140,038
Financial derivatives ..........cccococveeveneennen. 1,898 3,591 5,530 7,538 12,035 21,329
Banks ..o 314,728 325,531 309,870 343,747 372,801 488,747
Direct investment ........ccccccceevieeiiieeeen. 9,253 7,012 5,038 6,701 7,547 9,965
Portfolio investment ............cccoooiiiieninenne. 19,697 21,005 18,957 25,601 33,316 89,927
Other investment ..........cccocoeeriiiiiiiiiiiiens 284,838 295,942 282,900 306,396 324,631 378,198
Financial derivatives ...........cccococeiinennn. 940 1,572 2,975 5,048 7,307 10,657
Central bank............ccocooiiiiiiiiiiie 18,018 2,493 5,108 2,444 767 1,828
Direct investment .........cccooeiniiiiiniiiecnn.
Portfolio investment ...........cccceeiiinennen.
Other investment ........c.ccoeveeiieiiecniciiees 18,018 2,493 5,108 2,444 767 1,828
OVERALL NET POSITION ..........cccoeiiene. 42,158 25,933 -68,606 -69,224 -90,328 -77,882

(1) The breakdown by instrument is estimated and subject to revision.

352



Table al5

CONSOLIDATED ACCOUNTS OF GENERAL GOVERNMENT (1)
(millions of euros)

2000 2001 2002 2003 2004 2005
Revenue
171,833 183,998 179,554 178,745 185,400 189,052
175,037 176,952 185,174 186,770 195,398 201,859
144,093 149,841 157,530 164,965 173,082 179,059
3,892 3,982 3,745 3,811 3,468 3,357
6,884 8,142 8,249 8,087 7,477 8,118
33,638 35,957 36,979 37,184 42,476 41,708
Total current revenue .............cccccoeceeeiiieecieeeceee 535,377 558,872 571,231 579,562 607,301 623,153
Capital taXeS ...c.eoiciiiiiiiieeree e 1,117 1,065 2,986 17,932 7,912 1,808
(O3 =T PR OSPRPTITN 3,927 2,404 2,681 4,358 3,811 4,156
Total capital revenue ...............cccoooiiiiiiiniineee 5,044 3,469 5,667 22,290 11,723 5,964
Total revenue. ...........ccoocveeviieiieeeeeee e 540,421 562,341 576,898 601,852 619,024 629,117
AS A % OF GDP ..o ase e 45.4 45.0 44.5 45.1 44.6 44.4
Expenditure
Compensation of emplOYEEes.........cccccevrerreeeririeeneeseseens 124,306 131,647 137,621 144,749 149,609 155,533
Intermediate cCoNSUMPLION .......ooevvviieiiiieeeee e 59,853 64,289 67,154 70,809 74,660 77,317
Social assistance benefits in kind (market purchases) ... 27,541 31,757 33,681 34,824 37,975 39,819
Social assistance benefits in cash ........ccccceevcvveeieenns 195,422 202,332 214,078 224,485 234,627 241,692
Subsidies t0 firms .......cocee i 14,097 15,156 14,450 14,213 14,533 13,201
Interest PaymMents.........cooovviiiiei i 75,561 78,764 71,519 68,514 65,753 64,549
(O =T USSP 22,789 24,820 28,548 33,234 35,023 38,130
Total current expenditure ...............ccoccceiiiiiiiiinnne 519,569 548,765 567,051 590,828 612,180 630,241
Gross iNVeStMENt (2) ..ooveveeiiiieeeie e 27,720 29,630 22,468 32,778 33,276 33,499
Investment grants ...........cccooiieiiiieic e 14,548 16,891 18,440 19,463 17,728 18,909
(O (T g ) TSRS -11,454 5,556 6,024 4,819 3,492 4,642
Total capital account expenditure (2) (3) ................ 30,814 52,077 46,932 57,060 54,496 57,050
Total expenditure (2) (3) ....ccooeeiiieeeiiiieeriee e 550,383 600,842 613,983 647,888 666,676 687,291
ASa % Of GDP ..o 46.2 48.1 47.4 48.5 48.0 48.5
Deficit on current account (surplus =) ...........c..cco....... -15,808 -10,107 -4,180 11,266 4,879 7,088
Net borrowing (4) ..o 9,962 38,501 37,085 46,036 47,652 58,174
ASa % Of GDP ...t 0.8 3.1 29 3.4 34 4.1

Source: Based on Istat data.
(1) Rounding 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.

353



Table al6

FINANCING OF THE GENERAL GOVERNMENT BORROWING REQUIREMENT (1)
(millions of euros)

2000 2001 2002 2003 2004 2005
Currency and deposits ............ccccceeeiiiniiiiieniceneeee 5,063 22,351 11,043 -37,658 16,364 21,574
of which: PO fuNdS......cccceveeiiieeeeee e 4,753 18,735 8,675 -62,686 -1,187 -4,177
savings certificates ..........cccccoeveeenieeenicnnenn. 2,375 4,132 3,863 -19,725 -4,430 -7,144
savings books 2,285 6,788 3,424 -48,917 - -
current accounts 92 7,816 1,387 5,956 3,243 2,967
Short-terms securities ...............cccccceeeiiiieiiin e, -17,830 11,775 =372 6,057 -998 -924
of which: issued abroad ............ccccceeiiieiiiiiiieee e, -237 202 -333 - - -
Medium and long-term securities .............................. 35,630 23,147 31,702 23,068 41,622 40,254
of which: variable rate ...........ccccoviiiiiiieiiieee e, -7,598 -9,812 -13,476 -15,111 860 1,575
issued abroad ..........cccceeeeieiiiiiee e, 16,003 10,199 8,970 8,006 4,916 4,231
Other liabilities ...............ccccooeeiieiiceeeeee s -6,474 1,604 -5,101 40,697 -5,334 6,371
of which: MF110anS (2)......coooieiiiaiieiieeieeeeeeeeeee e -6,363 -3,790 -2,469 -5,580 -1,409 5,594
resident banks .........cccocceeeeiieeisiieee e -2,799 -2,442 -1,450 -4,391 -1,305 5,605
non-resident banks ...........ccccccceveeeeeeinennen.. -3,564 -1,349 -1,019 -1,189 -104 -12
towards the central bank ..............ccc............ -1,403 -52 39 127 -88 -23
Treasury assets held with the Bank of ltaly .............. 9,590 -2,024 284 8,022 -2,578 1,197
TOTAL BORROWING REQUIREMENT ............ccccccconnnene 25,980 56,854 37,556 40,185 49,075 68,473
AS A % OF GDP ... 22 4.6 2.9 3.0 3.5 4.8
Settlements of past debts (3) ........ccceeeiiiiiiiiiins 4,601 9,310 5,328 8,537 533 403
Privatization receipts (3) .........cccoooiiiiiiiiiien -15,450 -4,603 -1,929 -16,855 -7,673 -4,318
Borrowing requirement net of debt settlements
and privatization receipts .............cccocoiiiiiiien 36,828 52,147 34,158 48,504 56,215 72,388
Memorandum item:
change in bank deposits ..........cccocceivieiiiniiciiees 737 -42 1,836 552 664 4,262
Central government borrowing requirement ............. 18,489 52,670 35,221 18,097 45,409 58,767
SECUIMHIES .oiiuriieeeiiieete e 15,199 33,082 26,662 25,946 35,916 33,076
MFEL10@NS (2) oo -9,969 -3,723 -2,613 -4,709 -2,025 3,913
(o)1 7<) SRS 13,259 23,310 11,172 -3,140 11,518 21,778
Local government borrowing requirement ................ 6,223 2,272 4,826 24,825 4,971 11,109
SECUIMHIES .oeieveieeeeee et et e e e eee e eaeee e 2,601 1,840 4,668 3,179 4,708 6,254
MFL10@NS (2) ©ooiivieiieei et 3,605 -108 179 -793 653 1,653
(o]0 1= SRS 16 540 -21 22,440 -390 3,201
Borrowing requirement of social
security institutions ... 1,268 1,912 -2,491 -2,737 -1,305 -1,403

(1) Rounding 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).
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GENERAL GOVERNMENT DEBT BY INSTRUMENT AND SUBSECTOR (1)

(millions of euros)

Table al7

2000 2001 2002 2003 2004 2005

Currency and deposits ...........c.cceceeriiiiieiiiene e, 115,463 137,814 148,857 111,198 127,562 149,137

of which: PO funds ......ccceeeiiieeeiee e 111,218 129,954 138,628 75,942 74,755 70,578

5avings Certificates ...........cccouwveeceesveencnnne 69,255 73,387 77,250 57,525 53,094 45,950

memorandum item: redemption value (2) ...... 120,108 129,644 138,367 127,301 126,037 115,075

5aViNgs BOOKS .......ccoeeeeeeiieiieiieeieea 38,705 45,493 48,917 - — —

current accounts ............cccccceeiiieiiiiiiiiiiiaan, 3,258 11,074 12,461 18,417 21,661 24,628

Short-term securities ..............cccceevveeiiiieccee e 101,923 113,699 113,325 119,382 118,384 117,460

of which: in foreign currencies .............cccccoeveiienne. - - - - - -

issued abroad ...........ccooiiiiiiie s 132 335 - - - -

Medium and long-term securities ...............c.cccccceeeee 1,008,816 1,030,050 1,034,158 1,050,249 1,090,501 1,129,288

of which: in foreign currencies .............cccceeeiiiiinnnen. 43,954 36,904 37,046 26,710 26,363 27,070

variable rate ... 235,515 225,491 211,588 195,976 196,406 197,694

issued abroad ........cccccoeeiiiiiiie e 77,150 87,561 93,180 98,081 101,979 107,270

Other liabilities ..............ccoccoiiiies 73,903 75,813 70,661 111,283 105,945 112,292

of which: MF1'10ans (3) ....coooervoieiieeieeeeeeeie e 67,569 64,084 61,564 55,909 54,496 60,066

in foreign currencies ............c.ccccccoeveeeunnn. 1,891 1,408 1,064 569 267 153

reSIdeNt MFIS .......ccccveeeeeeeeeeeeeeae e, 59,863 57,422 55,972 51,580 50,276 55,881

non-resident MFIS ..........ccccoecvveeeecveeeeiieaenns 7,706 6,662 5,592 4,329 4,220 4,185

towards the central bank ..........ccccccevviiiiinnens 95 42 82 209 120 98

GENERAL GOVERNMENT DEBT (4) .... 1,300,106 1,357,376 1,367,001 1,392,112 1,442,392 1,508,176

AS A % Of GDP ... 109.2 108.7 105.5 104.3 103.9 106.4

Central government debt ..., 1,254,797 1,307,869 1,315,192 1,318,237 1,364,909 1,421,037

SECUMHIES ittt 1,103,614 1,134,777 1,133,876 1,152,867 1,187,472 1,219,129

MFL10@NS (3) 1.uviiiiiieiie et 35,605 32,180 29,517 24,733 22,704 26,593

OtNBT s 115,578 140,911 151,799 140,637 154,733 175,315

Local governmentdebt ...............ccccooiiiiniiinn, 39,229 41,515 46,309 71,112 76,025 87,084

SECUNMEIES ..eieeiieiieiie ettt 7,125 8,972 13,608 16,764 21,413 27,618

MFT10@NS (3) 1.uvieiiiieiiie et 31,828 31,728 31,906 31,113 31,766 33,420

ONET e 276 815 795 23,235 22,845 26,046

Debt of social security institutions ............................. 6,079 7,992 5,500 2,763 1,458 55

Treasury assets held with the Bank of ltaly ............... 19,535 21,559 21,275 13,253 15,831 14,634
DEBT NET OF THE TREASURY ASSETS HELD

WITH THE BANK OF ITALY ..o 1,280,570 1,335,817 1,345,727 1,378,859 1,426,561 1,493,542

of which: in foreign CUrrencies ..........ccocceeveerceeneennnne 45,845 38,312 38,110 27,279 26,630 27,222

Memorandum item:
bank depOSItS.......ccuveiiiiiiiiiie e 22,053 22,012 23,847 24,399 25,063 29,326

(1) Rounding may cause discrepancies. — (2) Calculated including accrued interest. — (3) 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). — (4) Calculated according to the criteria laid down in Council Regulation (EC) No. 3605/93.
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GENERAL GOVERNMENT DEBT BY HOLDING SECTOR (1)

(millions of euros)

Table al8

2000 2001 2002 2003 2004 2005
Currency and deposits .............ccccccecririneneiniiiennns 115,463 137,814 148,857 111,198 127,562 149,137
Short-term securities ..............cccooceviiiniine 101,923 113,699 113,325 119,382 118,384 117,460
held by:
Bank of [taly .....cocveiiiiiiie e 78 - 180 - - -
MFIS e s 9,312 21,172 26,930 44,647 46,564 37,768
other financial institutions .............ccccocooiiiinie 3,097 5,271 6,197 6,037 6,311 12,371
other residents ........ccocverereieiiniieseeeeeee e 26,847 30,489 36,090 10,692 22,343 -619
NON-TESIAENES ....eeeiieeiicee e 62,590 56,767 43,928 58,006 43,165 67,940
Medium and long-term securities ...............cccccceeie. 1,008,816 1,030,050 1,034,158 1,050,249 1,090,501 1,129,288
held by:
Bank of laly ....ccooveoeeiieeeeeeeeee e 62,320 64,283 40,920 49,072 53,937 59,012
IS s 126,709 117,426 100,774 116,258 108,862 121,215
other financial institutions .........c.cccoovveeeiiiciinenn.n. 142,554 173,566 158,476 135,744 150,735 149,317
other residents ........cccoeveveiiniiiencseeeeee e 274,375 255,332 284,913 259,961 262,990 223,389
NON-TESIAENTS ...oiiiiiiiiiii e 402,858 419,443 449,076 489,213 513,978 576,354
Other liabilities .............ccocooeiiniie 73,903 75,813 70,661 111,283 105,945 112,292
of which: MFI10aNS (2) ..cc.ccveoveeienieneieeieieesenne 67,569 64,084 61,564 55,909 54,496 60,066
resident MFIS ...........ccccccoccveinciiviicanceees 59,863 57,422 55,972 51,580 50,276 55,881
non-resident MFIS .........cccccceeeccveeeeeeeasnnns 7,706 6,662 5,692 4,329 4,220 4,185
towards the central bank .......................... 95 42 82 209 120 98
GENERAL GOVERNMENT DEBT (3) 1,300,106 1,357,376 1,367,001 1,392,112 1,442,392 1,508,176
S @ % Of GDP ...t 109.2 108.7 105.5 104.3 103.9 106.4
held by:
Bank of faly .....ccceoiriiiiiice 62,493 64,326 41,181 49,281 54,058 59,110
MFIS s 195,885 196,020 183,676 212,485 205,702 214,864
other financial institutions ..........cccccceiiiiiiiiinis 151,772 190,404 173,688 216,475 247,155 275,531
other residents .......ccooverereeninieesee e 416,803 423,753 469,860 362,323 374,115 310,193
NON-TESIAENTS .....ociiiiiiiiiiee e 473,154 482,873 498,597 551,548 561,363 648,479
Memorandum item:
Debt issued abroad ..........ccccoviiiiiiiiiiicne 84,987 94,558 98,772 102,409 106,199 111,454

(1) Rounding 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) Calculated according to the criteria laid down in Council Regulation (EC) No. 3605/93.
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Table al9

LOCAL GOVERNMENT DEBT BY INSTRUMENT AND SUBSECTOR (1)
(millions of euros)

2000 2001 2002 2003 2004 2005

SECUNIES ..o 7,125 8,972 13,608 16,764 21,413 27,618
issued in ltaly ..., 2,106 2,599 3,228 3,961 6,174 9,695
issued abroad .........ccccoeeieiiiiiee e 5,019 6,373 10,380 12,803 15,239 17,924
MFI10@NS (2) ..ooiiiiiiiiee e 31,828 31,728 31,906 31,113 31,766 33,420
resident MFIS ... 30,822 30,716 30,764 29,737 30,384 32,049
non-resident MFIS ..., 1,006 1,012 1,142 1,376 1,383 1,371
OthEr (3) oo 276 815 795 23,235 22,845 26,046
LOCAL GOVERNMENT DEBT .........ccccoeiiiieeieeeeee. 39,229 41,515 46,309 71,112 76,025 87,084
aSa % Of GDP ... 3.3 3.3 3.6 5.3 55 6.1
Debt of the regions ..., 17,703 19,212 21,915 27,161 29,149 30,697
SECUNMEIES .eeieeiie e et 4,763 6,072 9,831 11,610 13,337 13,836
issued in ltaly ........cccccemoeeciesiieiiiiese e 84 99 314 442 826 937
issued abroad .............c.ccoceieiieiiieiieeee 4,679 5,974 9,517 11,167 12,511 12,899

MFI and Cassa Depositi e Prestiti S.p.A. loans (2) ... 12,815 12,493 11,703 13,273 13,730 14,974
FESIAONT ... 11,908 11,687 10,991 12,475 12,949 14,123
NON-TESIAENT ... 906 807 713 798 782 851

Debt of provinces and municipalities (4) .................... 16,999 17,432 18,834 38,280 41,245 48,550

SECUNMLES .oeeeviie et 2,334 2,866 3,736 5,106 8,021 13,631
issued in ltaly .........ccoeeiooiieieeee e 1,994 2,466 2,874 3,470 5,293 8,606
issued abroad .............cccoeeieiieiiiie e 340 400 863 1,635 2,728 5,024

MF1 and 10aNns (2) ...cveeeeeieeeeiiee e eeee e 14,546 14,434 14,985 32,483 32,586 34,212
FESIAENT ... 14,447 14,229 14,556 31,905 31,985 33,692
NON-TESIAENT ... 100 205 429 578 601 520

Debt of other entities ................ooooviiiiiiiii 4,527 4,871 5,560 5,671 5,631 7,837
(1) Rounding 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) Mostly loans disbursed by Cassa Depositi e Prestiti S.p.A., the proceeds of securitizations classified as loans in accordance with the rules laid down by Eurostat,

and some minor items. — (4) Including metropolitan areas and municipal unions.
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BANKS AND MONEY MARKET FUNDS RESIDENT 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
ws | Genera | omer | gy | Cenera | omer TN | cenera | oter
2002 - Dec......... 9,566 285,834 56,763 979,517 72,827 110 13,544 71,406 48,040 145,094 13,127
2003 — 7 ... 9,488 325,056 52,867 1,048,297 74,876 110 16,016 69,670 56,924 167,108 19,075
2004 — 7 ... 9,083 339,741 52,506 1,107,883 93,689 89 13,440 65,046 62,335 162,810 25,076
2005 - Jan. ....... 7,508 327,624 53,414 1,124,432 86,065 89 12,836 60,824 62,023 164,729 24,687
Feb. ....... 7,465 322,950 54,210 1,120,156 88,373 89 13,791 58,058 63,218 170,139 24,418
Mar. ....... 8,045 331,823 53,325 1,128,154 89,422 89 12,622 61,964 63,590 169,638 25,430
Apr. ........ 7,414 336,348 54,748 1,128,031 94,798 84 12,774 65,638 63,874 168,983 26,748
May ....... 7,601 354,851 55,048 1,135,881 100,200 84 11,620 68,484 65,075 167,430 26,820
June ...... 7,593 359,233 55,403 1,155,789 98,918 84 12,231 70,097 69,476 172,312 27,700
July ........ 7,657 348,936 54,864 1,159,100 97,367 84 12,654 70,157 70,624 168,329 27,344
Aug. ....... 7,602 356,978 53,665 1,153,772 99,912 84 15,957 64,635 70,152 167,694 26,928
Sept. ...... 7,410 362,820 55,530 1,159,964 96,332 84 16,081 74,400 73,258 168,594 27,631
Oct. ........ 7,912 372,284 55,846 1,168,447 95,777 84 15,899 71,420 72,347 173,304 27,883
Nov. ....... 8,279 363,869 54,788 1,185,415 99,939 84 16,573 72,190 73,550 174,458 28,014
Dec. ....... 9,291 366,406 57,069 1,193,141 103,559 84 16,553 66,858 78,053 163,300 28,184
2006 — Jan.(2)... 7,871 371,653 57,137 1,202,804 104,256 84 17,385 70,275 78,642 167,979 28,008
Feb.(2)... 8,003 353,608 57,474 1,207,038 96,032 84 19,160 61,830 80,008 165,009 28,268
Mar (2) ... 7,726 363,011 58,288 1,218,081 114,492 84 18,875 67,168 80,666 154,937 27,324

(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
Feddents o i res | Fescenisoriay | Feddensotoer || Fued |remainingl ol
of the of the

MFIs |ogremmen| seaers | | MPs | Sfer | owes | O |

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 ...... Dec. — 2002
7,438 17,475 9,492 15,730 51,004 43,420 5232 12,052 7,631 46,545 190,587 2,246,094 ....... ” —2003
9,665 25,996 8,752 16,332 52,573 45,944 5,442 12,399 8,368 47,076 214,821 2,379,067 ....... ” —2004
10,217 26,741 8,838 20,086 52,955 48,482 5236 12,222 10,009 46,544 227,233 2,392,794 ... Jan. — 2005
11,436 27,179 8,711 19,855 53,083 49,947 5272 12,830 10,111 46,981 225,286 2,393,558 ... Feb.
12,511 25,878 9,204 20,973 55,456 52,587 5,086 12,881 10,273 46,990 233,660 2,429,602 ....... Mar.
12,888 25,695 9,451 20,288 59,795 57,564 5125 12,896 10,336 46,668 235,523 2,455,669 ....... Apr.
12,762 26,555 9,321 20,561 60,915 63,169 5,252 13,614 10,736 46,786 252,119 2,514,884 ..... May
13,204 24,942 9,285 20,995 57,126 58,853 5374 13,870 9,037 46,643 253,096 2,541,261 ... June
13,635 23,410 9,294 22,915 60,824 48,626 5134 12,536 9,335 47,278 243,552 2,513,554 ....... July
13,731 22,287 8,741 22,867 60,551 48,603 5304 12,317 9,324 47,330 237,591 2,506,025 ....... Aug.
13,681 21,584 8,910 22,351 60,537 53,030 5,101 12,987 9,302 47,267 245,493 2,542,348 ... Sept.
13,244 21,246 9,449 22,212 60,101 62,929 5,347 13,146 9,505 47,991 244,026 2,570,398 ....... Oct.
12,963 24,203 9,242 22,088 61,131 56,669 21,432 13,904 9,604 48,337 254,923 2,611,552 ....... Nov.
12,561 21,595 9,918 16,781 58,908 50,204 21,417 13,876 9,521 48,463 253,402 2,599,139 ...... Dec.
12,866 23,609 10,165 20,602 60,141 50,528 21,540 14,106 9,663 48,635 248,650 2,626,499 ...(2)Jan.— 2006
13,070 22,204 10,456 20,490 60,760 52,490 21,546 14,891 9,676 48,664 249,314 2,600,073 ...(2) Feb.
12,000 20,639 11,026 18,989 62,481 55,168 21,657 15,494 9,275 48,902 240,959 2,627,241 ...(2) Mar.
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BANKS AND MONEY MARKET FUNDS RESIDENT 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
2002 — Dec. ....cocevuevnnnne 285,275 7,109 689,068 111,654 8 9,279
2003 — 7 e 313,742 7,730 691,960 118,928 17 9,268
2004 — 7 343,492 7,218 724,848 126,294 13 13,214
2005 — Jan. ..o 335,004 7,588 716,222 137,623 19 10,978
Feb. .o 332,067 7,293 711,462 147,243 99 11,364
Mar. ..o 344,496 7,437 716,441 143,892 94 11,551
ApPr. 344,284 7,655 729,069 146,361 93 12,277
May ..o 368,025 7,931 736,160 153,120 89 12,489
June ... 367,579 8,591 744,750 153,908 367 14,428
July 354,979 7,678 750,374 154,345 101 13,400
AUg. .o 362,130 7,819 733,540 154,610 90 13,383
Sept. oo 370,251 8,380 740,524 158,153 577 13,841
OCt. e 374,061 8,199 752,570 161,490 1,008 15,684
NOV. oo 373,555 8,069 743,395 156,307 940 13,311
Dec. oo 378,792 8,214 775,985 146,229 921 14,279
2006 — Jan. (2) ....ccceeeene 378,933 7,593 766,052 165,081 2,563 14,461
Feb.(2) .cooeennn. 361,331 7,667 763,673 163,772 344 14,215
Mar.(2) ..o 367,882 7,607 772,438 169,976 110 15,713

(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;ﬁ;:g:/r&sitt;und Debt securities issued| Capital and reserves | Remaining liabilities Total liabilities
146,026 41,966 367,969 146,172 261,595 2,066,123 ................ Dec. — 2002
159,227 107,031 399,958 156,726 281,508 2,246,095 ................ ” - 2003
157,033 101,079 442,994 163,181 299,700 2,379,067  ....cceeeene ” - 2004
163,627 99,645 442,682 165,154 314,254 2,392,794 ... Jan. — 2005
157,396 99,086 451,423 165,142 310,983 2,393,558 ... Feb.
161,458 98,125 458,198 166,903 321,007 2,429,602 ................ Mar
170,619 97,430 460,337 168,749 318,793 2,455,667  .....ccceceeene Apr.
171,619 95,827 464,569 170,436 334,618 2,514,883 ................ May
169,951 94,087 471,047 171,244 345,307 2,541,259 ... June
163,577 92,787 470,169 175,412 330,732 2,513,554 ... July
172,628 92,483 467,899 174,943 326,502 2,506,026 .......ccee... Aug.
178,354 91,083 470,644 175,071 340,469 2,542,347 ..o Sept.
182,721 89,481 474,025 175,699 335,461 2,570,398 .....cccceeene Oct.
185,113 88,535 476,526 190,921 374,880 2,611,552 ... Nov.
179,641 88,548 484,416 191,407 330,708 2,599,139 ... Dec.
185,810 85,489 483,651 193,765 343,101 2,626,499 (2) Jan. — 2006
181,783 83,011 495,698 193,851 334,729 2,600,073 (2) Feb.
184,168 77,644 504,489 195,905 331,311 2,627,241 (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 — Dec. .....cceeuee. 5.90 4.68 4.76 4.67 8.05 7.87 5.42 8.44
5.57 4.37 4.49 4.37 8.04 7.66 5.22 8.39

5.58 4.35 4.47 4.35 8.22 7.66 5.21 8.64

5.54 4.34 4.46 4.33 8.14 7.63 5.20 8.55

5.50 4.31 4.48 4.30 7.99 7.58 5.19 8.38

5.48 4.29 4.46 4.29 8.11 7.53 5.21 8.53

5.44 4.27 4.44 4.26 8.05 7.52 5.20 8.48

5.40 4.24 4.38 4.24 7.89 7.46 5.19 8.40

5.34 419 4.37 418 7.85 7.43 5.16 8.36

5.32 418 4.35 418 7.85 7.42 5.16 8.35

5.31 417 4.34 417 7.80 7.39 5.15 8.28

5.29 4.16 4.33 4.16 7.82 7.37 5.15 8.25

5.28 417 4.33 417 7.78 7.33 5.15 8.19

5.29 4.21 4.39 4.21 7.75 7.42 5.17 8.16

2006 — Jan. (3) ........... 5.39 4.31 4.52 4.31 7.93 7.42 5.28 8.34
Feb. (3).......... 5.38 4.33 4.51 4.33 7.87 7.38 5.30 8.27

Mar. (3)........... 5.40 4.36 4.54 4.36 7.94 7.39 5.33 8.35

(1) ESCB harmonized statistics. — (2) Includes 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 :‘lfevxg;:g;
up to 1 year (2) from 1 to 5 years more than 5 years
4.44 4.98 3.92 4.05 5.62 5.45 6.12
4.31 4.91 3.83 3.89 5.49 5.38 6.00
4.36 5.08 3.74 3.88 5.73 5.55 6.23
4.33 5.00 3.77 3.88 5.62 5.47 6.13
4.29 4.91 3.80 3.87 5.51 5.38 6.01
4.30 4.95 3.80 3.86 5.54 5.42 6.05
4.27 4.90 3.80 3.86 5.46 5.37 5.97
4.21 4.78 3.75 3.84 5.36 5.24 5.88
4.18 4.75 3.75 3.80 5.33 5.21 5.84
4.20 4.78 3.76 3.83 5.36 5.24 5.88
4.18 4.76 3.74 3.80 5.34 5.22 5.86
417 4.75 3.73 3.81 5.31 5.21 5.82
418 4.73 3.76 3.82 5.25 5.19 5.75
4.26 4.83 3.84 3.89 5.35 5.26 5.82
4.38 4.96 3.91 4.00 5.48 5.39 5.96
4.39 4.96 3.95 4.03 5.48 5.38 5.95
4.44 5.01 4.01 4.08 5.54 5.44 6.01
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BANK INTEREST RATES ON EURO DEPOSITS: OUTSTANDING AMOUNTS AND NEW BUSINESS (1)

Table a22

(percentages)
Outstanding amounts New business
Dot o e
Overigdoposts | Depests ffousencde | pepost o | e
redeemable Repos of which:
of which: up to 2 years more than at notice up up to 1 year
households 2 years to 3 months
2003 — Dec. ............. 0.88 0.71 0.61 1.62 3.67 0.89 1.95 1.49 1.47 1.96
2004 — Dec. ............. 0.89 0.71 0.59 1.47 3.54 1.01 1.97 1.49 1.48 1.97
2005 — Jan. .............. 0.87 0.70 0.59 1.47 3.52 0.96 1.97 1.51 1.50 1.95
0.87 0.68 0.58 1.46 3.51 0.98 1.97 1.52 1.51 1.93
0.89 0.70 0.59 1.46 3.49 1.05 1.96 1.51 1.50 1.93
0.88 0.70 0.59 1.46 3.47 1.06 1.96 1.49 1.47 1.93
0.89 0.71 0.59 1.45 3.45 1.07 1.97 1.51 1.49 1.92
0.89 0.70 0.59 1.44 3.45 1.1 1.97 1.51 1.50 1.92
0.88 0.69 0.59 1.44 3.43 1.07 1.97 1.52 1.51 1.95
0.90 0.71 0.59 1.45 3.43 1.06 1.99 1.50 1.48 1.97
0.90 0.72 0.60 1.45 3.41 1.07 1.99 1.52 1.51 1.96
0.90 0.72 0.61 1.44 3.39 1.04 2.01 1.51 1.50 2.01
0.92 0.74 0.62 1.45 3.38 1.05 2.05 1.53 1.52 2.06
0.95 0.77 0.64 1.46 3.36 1.09 2.14 1.58 1.57 2.19
0.98 0.79 0.67 1.48 3.33 1.08 2.21 1.63 1.61 2.23
0.99 0.80 0.68 1.49 3.31 1.10 2.27 1.63 1.62 2.27
1.05 0.86 0.71 1.52 3.26 1.19 2.35 1.69 1.66 2.38

(1) ESCB harmonized statistics. — (2) Provisional.
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Table a23

EURO-AREA BANKING SYSTEM’S LIQUIDITY POSITION: ITALIAN CONTRIBUTION
(maintenance period average amounts in millions of euros)

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
2008 ....coceiiieene 23 53,520 12,524 10,895 . 1
2004 .o, 7 48,076 16,942 19,574 1,255 15 1
2005 - Jan. ... 18 46,552 15,188 17,455 686 5 2
Feb. .... 7 45,237 28,446 17,572 634 . 33
Mar. ..... 8 45,058 30,400 18,944 908 1
Apr. ...... 12 45,308 30,043 18,434 1,143 . 1
May ...... 10 45,968 32,180 15,094 1,227 1 1
June 7 45,773 21,859 15,950 1,108 1
July ...... 12 47,043 32,024 20,177 983 1
Aug. ..... 9 49,744 35,932 21,676 844 1
Sept. .... 6 49,532 32,302 22,667 896 . 5
Oct. ...... 11 50,166 17,530 20,064 904 1 1
Nov. ..... 8 52,020 17,899 20,354 747 1
Dec. ..... 5 52,750 15,302 22,330 498 1
2006 — Jan. ..... 17 52,405 19,769 21,662 248 10 .
Feb. ..... 7 54,532 29,263 20,422 555 19
Mar. ..... 7 54,834 20,641 20,743 903 . .
Apr. ...... 11 55,314 22,308 18,911 1,756 . 9
May ...... 9 57,352 23,120 16,157 2,645
Maintenance Liquidity-absorbing factors insi,:jt?(i:ns,
pe.md. . Monetary policy operations current ttalian contribution
ending in: . to base money
) accounts with the b+0)
liaui lOther ) Deposit facility Cyrrency n Central Other factors central bank @
|qu1d|ty-at?sorb|ng @ circulation govemrr_1ent (net) (©
month day operations (b) deposits
2003 ..o 23 2 80,669 33,368 -51,706 14,606 95,277
2004 ... 7 91 12 89,930 35,735 -55,036 15,131 105,073
2005 — Jan. ..... 18 2 94,716 25,200 -55,149 15,119 109,838
Feb. ..... 7 . 7 91,154 41,914 -56,159 15,006 106,167
Mar. ..... 8 56 5 92,247 44,762 -57,480 15,721 107,973
Apr. ...... 12 4 94,049 42,906 -57,696 15,666 109,719
May ...... 10 . 3 95,138 41,187 -57,268 15,412 110,553
June ... 7 21 6 96,309 30,791 -568,022 15,585 111,900
July ...... 12 7 98,246 43,479 -57,571 16,067 114,319
Aug. ..... 9 13 100,616 47,253 -55,801 16,117 116,746
Sept. ... 6 3 100,308 44,503 -55,686 16,275 116,585
Oct. ...... 11 2 12 100,466 27,836 -55,806 16,157 116,635
Nowv. ..... 8 . 5 101,084 28,140 -54,115 15,905 116,995
Dec. ..... 5 39 5 102,158 25,986 -53,631 16,323 118,485
2006 — Jan. ..... 17 1 106,907 22,899 -562,409 16,695 123,603
Feb. ..... 7 13 102,730 34,581 -48,857 16,325 119,067
Mar. ..... 7 4 103,676 26,705 -50,319 17,055 120,735
Apr. ...... 11 . 3 105,061 26,674 -50,362 16,922 121,986
May ...... 9 91 2 107,290 25,999 -50,825 16,718 124,010
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ITALTAN COMPONENTS OF THE MONETARY AGGREGATES OF THE EURO AREA:
RESIDENTS OF THE AREA (1)
(end-of-period amounts in millions of euros)

priict bl I s s R R il
2003 ... 616,242 43,955 165,920 826,117 68,468
2004 ... 663,072 45,664 184,358 893,094 71,318
2005 - Jan. ....... 658,927 44,256 186,054 889,237 65,853
Feb. ....... 655,659 43,027 188,268 886,954 67,383
Mar. ....... 658,569 45,496 189,757 893,822 67,025
Apr. ........ 678,907 43,082 191,649 913,638 64,125
May ....... 681,155 42,406 192,448 916,009 70,941
June ...... 689,714 45,278 193,494 928,486 73,106
July ... 692,094 45,095 194,971 932,160 78,564
Aug. ....... 671,951 44,630 197,348 913,929 79,813
Sept. ...... 685,577 45,542 198,356 929,475 73,763
Oct. ........ 696,561 44,899 199,049 940,509 77,937
Nov. ....... 689,071 44,849 200,510 934,430 78,562
Dec. ....... 722,617 48,860 203,883 975,360 75,190
2006 - Jan. ....... 710,221 46,501 205,811 962,533 78,780
Feb. ....... 707,939 47,675 207,537 963,151 78,961
Mar. ....... 715,571 50,721 208,170 974,462 79,990

(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 MFls 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”.

366



Table a24

Contribution to euro-area monetary aggregates

Money-market fund Deb} oszc;g:'rzs up m::;’;‘;ry (excluding currency held by the public)
shares/units (3) land money-market paper (3), liabilities
M1 M2 M3

105,463 7,195 1,007,243 542,936 752,811 933,937 e, 2003
98,789 3,480 1,066,681 577,763 807,785 981,372 e 2004
97,521 3,024 1,055,635 574,734 805,044 971,442 ... Jan. — 2005
96,794 3,079 1,054,210 570,928 802,223 969,479 ........ Feb.
95,941 3,093 1,059,881 572,318 807,571 973,630 ........ Mar
95,295 3,058 1,076,116 590,748 825,479 987,957 ........ Apr
93,766 2,883 1,083,599 592,104 826,958 994,548 ........ May
92,001 2,873 1,096,466 598,490 837,262 1,005,242 ........ June
90,704 3,269 1,104,697 599,131 839,197 1,011,734 ... July
90,517 2,688 1,086,947 580,100 822,078 995,096 ........ Aug
89,106 2,956 1,095,300 592,437 836,335 1,002,160 ........ Sept.
87,605 3,337 1,109,388 603,105 847,053 1,015,932 ....... Oct.
86,615 3,877 1,103,484 595,199 840,558 1,009,612 ........ Nov.
86,638 3,495 1,140,683 625,422 878,165 1,043,488 ........ Dec.
83,736 5,023 1,130,072 614,948 867,260 1,034,799 ........ Jan. — 2006
81,295 5,217 1,128,623 612,010 867,222 1,032,694 ........ Feb.
76,123 5,654 1,136,230 618,252 877,143 1,038,911 ........ 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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ITALTAN COUNTERPARTS OF MONEY OF THE EURO AREA:
RESIDENTS OF THE AREA
(end-of-period amounts in millions of euros)

OTHER LIABILITIES OF MFls
Medium and long-term liabilities to the money-holding sector
Total Deposits R Finance
monetary Deposits with agreed Liabilities to
liabilities of central ma;urity Debt szecurities Capital non-or?tsrgents
over 2 years over 2 years’
government and degosits agreed r¥1aturity and ras)erves Total euro area
redeemable 1) Loans
at notice
over 3 months
2003 ... 1,007,243 21,042 4,320 327,525 123,938 455,783 160,065 53,011
2004 ..o 1,066,681 23,090 3,714 366,318 131,088 501,120 158,369 52,629
2005 — Jan. ... 1,055,635 54,705 3,715 365,645 135,514 504,874 165,475 53,537
Feb. ....... 1,054,210 67,871 3,708 371,857 135,175 510,740 158,744 54,333
Mar. ....... 1,059,881 57,680 3,453 377,003 135,233 515,689 162,874 53,448
Apr. ........ 1,076,116 56,141 4,401 378,362 133,669 516,432 172,219 54,866
May ....... 1,083,599 43,568 4,346 381,500 136,416 522,262 173,417 55,166
June ...... 1,096,466 73,980 4,328 383,150 143,651 531,129 171,559 55,521
July ........ 1,104,697 65,401 4,341 380,876 143,913 529,130 164,716 54,982
Aug. ....... 1,086,947 54,233 4,200 379,024 144,101 527,325 174,333 53,783
Sept. ...... 1,095,300 45,140 4,271 378,486 147,982 530,739 179,523 55,648
Oct. ........ 1,109,387 46,023 4,283 382,985 147,294 534,562 183,921 55,964
Nowv. ....... 1,103,484 42,121 4,127 384,609 148,700 537,436 186,560 54,906
Dec. ....... 1,140,683 23,797 4,596 388,132 152,604 545,332 182,041 57,187
2006 — Jan. ....... 1,130,072 56,772 5,502 385,402 155,256 546,160 188,180 57,255
Feb. ....... 1,128,623 51,684 5,682 396,061 155,611 557,254 184,235 57,592
Mar. ....... 1,136,230 38,627 5,631 404,897 155,257 565,785 186,555 52,932

(1) Calculated by subtracting from the total of such liabilities of Italian MFls the amount held by Italian MFIs themselves. Since the returns to the ECB do not contain the amounts held by the
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Table a25

ASSETS OF MFls

Claims on residents of Italy and the rest of the euro area

to general government

Finance to the other residents

Claims on Other
non-residents | counterparts
Holdings of Total eucl)'gtg(raea
Bonds Total Loans Bonds shares/other Total
equity

238,272 291,283 1,064,313 28,631 61,162 1,154,106 1,445,389 113,459 85,285 ... 2003
249,296 301,925 1,121,323 33,924 65,184 1,220,431 1,522,356 107,124 119,780 oo 2004
253,526 307,063 1,137,268 33,623 67,092 1,237,983 1,545,046 109,224 126,419 ... Jan. — 2005
259,526 313,859 1,133,947 33,225 69,219 1,236,391 1,550,250 105,734 135,581 ... Feb.
257,933 311,381 1,140,776 34,730 71,963 1,247,469 1,558,850 111,358 125,916  ......... Mar.
258,112 312,978 1,140,805 36,254 76,676 1,253,735 1,566,713 114,427 139,768 ......... Apr.
258,383 313,549 1,147,501 36,196 83,203 1,266,900 1,580,449 118,831 123,566 .......... May
262,277 317,798 1,168,020 37,033 79,290 1,284,343 1,602,141 119,151 151,842 ... June
257,075 312,057 1,171,754 36,689 68,133 1,276,576 1,588,633 121,560 153,751 ... July
256,248 310,031 1,169,729 35,718 67,900 1,273,347 1,583,378 116,407 143,053 ......... Aug.
256,722 312,370 1,176,045 36,594 73,448 1,286,087 1,598,457 125,143 127,102  ........ Sept.
260,785 316,749 1,184,346 37,380 82,941 1,304,667 1,621,416 122,273 130,204 ......... Oct.
265,265 320,171 1,201,988 37,304 77,512 1,316,804 1,636,975 124,491 108,135 ......... Nov.
252,212 309,399 1,209,694 38,150 71,361 1,319,205 1,628,604 113,287 149,962 ........ Dec.
258,714 315,969 1,120,189 38,221 72,039 1,330,449 1,646,418 121,138 153,628 ......... Jan. — 2006
254,951 312,542 1,226,198 38,773 74,952 1,339,923 1,652,465 113,098 156,234 .......... Feb.
242,455 300,860 1,236,956 38,397 78,356 1,353,708 1,654,569 115,590 157,088 ......... Mar.

MFls 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 LOSS ACCOUNTS OF RESIDENT ITALIAN BANKS BY CATEGORY OF BANK (1)

(millions of euros)

INTEREST RECEIVABLE

INTEREST PAYABLE

Balance of|  Net
derivative | interest
hedging | income
Deposits Interbank | Claims on BILUIC 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)
2002 ......... 620 47,457 5,504 6,467 4,162 8,881 183 6,231 12,093 5910 -1,032 29,881
2003 ......... 471 44,528 4,646 6,440 3,513 6,310 126 6,261 10,789 4,554 -1,415 30,143
2004 ......... 397 43,951 4,141 6,162 4,514 5,309 254 6,097 11,219 4,534 -1,101 30,651
2005 (3) 419 45,804 4,217 7,007 6,387 5,885 314 7,116 12,092 5,672 -796 32,058
Cooperative banks (banche popolari)
2002 ......... 88 6,555 892 573 509 1,375 18 645 1,489 427 -132 4,531
2003 ......... 48 5,814 779 580 525 906 13 685 1,543 310 -196 4,094
2004 ......... 44 5,270 637 647 489 728 10 803 1,338 281 -142 3,786
2005 (3) 46 5,719 670 561 277 854 10 656 1,542 477 156 3,891
Mutual banks (banche di credito cooperativo)
2002 ......... 45 3,503 848 223 36 937 31 778 3 24 2,931
2008 ......... 38 3,722 678 163 45 747 22 773 2 57 3,157
2004 ......... 34 3,968 604 146 38 681 21 794 2 84 3,377
2005 (3) 36 4,280 615 146 41 723 24 892 2 93 3,570
Branches of foreign banks
2002 ......... 121 1,975 467 467 594 402 60 529 1,713 -157 765
2003 ......... 114 2,140 229 301 681 478 148 481 1,233 -101 1,025
2004 ......... 86 2,439 174 399 768 463 162 834 2 1,064 -312 1,029
2005 (3) 97 2,839 183 541 877 558 153 852 1 1,765 -350 858
Total banks

2002 ......... 874 59,491 7,712 7,731 5,301 11,595 261 7,434 14,361 8,063 -1,296 38,108
2008 ......... 672 56,203 6,332 7,484 4,764 8,440 287 7,450 13,105 6,099 -1,655 38,419
2004 ......... 562 55,628 5,556 7,355 5,810 7,181 427 7,754 13,353 5,881 -1,472 38,843
2005 (3) 598 58,642 5,685 8,255 7,582 8,020 477 8,649 14,526 7,816 -897 40,377

(1) Rounding may cause discrepancies in totals. — (2) Includes central credit institutions. — (3) Provisional.
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Table a26

Value adjustments

Non-interest income Operating expenses an;in:je:}ldgg:ttgﬁgts

Gross Operating {o provisions Tax Net profit Total Capital 01[\l gg?(?;g
income profit © (©)-(h-(0) assets and staff

(c)=(a)+(b) of which: | (€)=(c)-(d) of which- reserves | (,verage)

(b) of which: | of which: ) banking ® for loan’

trading | services ‘;sézg Josses
Limited company banks (2)
24,720 1,183 9,721 54,601 32,086 17,646 22,515 9,610 6,451 4,944 7,961 1,605,476 111,392 273,369
25,845 2,367 9,965 55,989 33,888 18,743 22,100 9,273 7,604 3,757 9,071 1,774,397 121,131 274,799
25,608 1,248 10,749 56,259 33,610 18,373 22,649 5,310 5,977 4,762 12,577 1,880,152 126,935 269,236
27,627 317 12,064 59,686 35,051 18,789 24,635 5,437 4,497 5,386 13,812 2,038,881 135,660 267,247
Cooperative banks (banche popolari)
3,203 134 1,439 7,734 4,716 2,573 3,018 1,086 651 762 1,170 213,991 17,134 39,717
3,513 279 1,248 7,607 4,647 2,562 2,960 1,061 759 625 1,274 195,664 17,219 35,057
3,445 92 1,211 7,232 4,594 2,513 2,637 906 675 374 1,357 223,195 20,684 38,125
3,685 177 1,265 7,576 4,889 2,666 2,687 1,530 1,134 255 902 246,394 22,508 38,472
Mutual banks (banche di credito cooperativo)
803 52 347 3,734 2,584 1,363 1,150 356 269 164 630 96,274 10,480 23,637
917 93 379 4,075 2,737 1,447 1,338 427 326 183 729 109,637 11,209 24,798
969 79 400 4,346 2,910 1,541 1,436 292 291 246 898 121,078 11,970 25,743
1,066 65 425 4,636 3,137 1,624 1,498 10 204 266 1,222 132,459 12,784 26,424
Branches of foreign banks
553 30 321 1,319 917 428 401 115 138 153 133 82,883 1,273 3,837
648 -6 337 1,673 1,004 414 669 474 402 173 21 90,785 1,351 3,638
868 405 294 1,897 1,136 453 760 298 314 249 213 106,567 1,565 3,919
1,209 377 322 2,067 1,183 540 884 92 74 278 515 131,050 1,698 4,267
Total banks

29,279 1,399 11,827 67,388 40,304 22,012 27,084 11,167 7,509 6,022 9,895 1,998,624 140,279 340,560
30,924 2,734 11,928 69,343 42,275 23,166 27,067 11,235 9,091 4,737 11,095 2,170,483 150,909 338,292
30,890 1,824 12,655 69,734 42,251 22,879 27,482 6,805 7,257 5,631 15,046 2,330,992 161,154 337,023
33,587 937 14,076 73,965 44,261 23,620 29,704 7,069 5,909 6,184 16,451 2,548,784 172,649 336,410
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ITALY’S FINANCIAL ASSETS AND LIABILITIES IN 2005 (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 ................ - - 34,473 - - - - - - -
Currency and transferable
deposits, With .........ccccoerrernennnne, 172,892 - 121,041 890,986 92,757 - 31,450 - 30,988 -
MFls ... 149,602 - 94,035 890,986 18,150 - 15,557 - 13,716 -
other residents .. 2,334 - 307 - 74,606 - - - 87 -
rest of the world ... 20,956 - 26,699 - - 15,893 - 17,185 -
Other deposits, with ..........ccceeeenene 10,680 - 356,521 608,170 11,166 123,422 9,653 - 4,941 -
MFIS e 10,680 - 298,467 608,170 11,166 - 9,653 - 4,873 -
other residents .. - 1,250 - - 123,422 - - - -
rest of the world ........cccccovvevernennes - 56,804 — - - 68 -
Short-term securities, issued by ..... 2,718 11,649 59,988 29 9,493 134 1 - 5,835 -
general government ..........c.cceueeuee 26 - 37,465 - 4,215 - 1 - 5,684 -
other residents 1 11,649 11,567 29 167 134 - - - -
rest of the world ... 2,691 - 10,956 - 5,110 - - - 151 -
Bonds, issued by .........cccccvnrricenne 62,509 49,510 312,877 492,987 253,363 158,164 14,223 - 252,821 4,325
MFIS e 12,160 - 68,041 492,987 13,027 - 288 - 32,495 -
central government: CCTs .. 1,314 - 76,706 - 17,665 - 1,362 - 32,553 -
central government: other ............. 6,203 - 92,171 - 43,268 - 6,666 - 100,012 -
local government .........ccccoveeenne. 3,229 - 9,839 — 3,137 - 1,662 - 1,721 -
other residents .. 21,259 49,510 19,126 - 23,913 158,164 4,346 - 19,036 4,325
rest of the world 18,344 - 46,995 - 152,354 - - - 67,004 -
Derivatives ............cccocoeiiinnnccenn 3,050 4,168 111,985 108,158 1,967 2,149 - - 3,050 4,168
Short-term loans, of ............cccccoceee. 77,841 388,513 579,692 89,755 48,206 123,954 10,289 11,274 2,124
MFIS oo - 284,004 579,692 16,395 - 99,096 - 10,289 - 2,124
other financial corporations - 32,376 - 294 48,206 — - 11,274
general government ..........ccceeeeee. - - - - - - - - - -
other residents .........cccccceeeeveiienens 77,841 - - - - - - - - -
rest of the world .........cocvveuveueneeee. - 72,133 - 73,067 - 24,858 - - - -
Medium and long-term loans, of .... - 457,727 818,944 58,977 137,419 44,909 2,402 9,669 13,672
MFIS oo - 356,178 818,944 5,222 - 36,376 - 2,376 - 10,540
other financial corporations ........... - 48,007 - 733 137,419 - - 9,669 27
general government - 45,897 - 3,202 - - - 25 - 956
other residents ........cccevevieennne, - - - - - - - - - -
rest of the world .........ccccoovvireninn - 7,645 - 49,820 - 8,533 - - - 2,149
Shares and other equity, issued by 696,863 1,319,460 198,158 424,562 225,933 34,969 2,465 107,239 144,186
reSIdeNts .....coovvveeeereeeeeer e 534,206 1,319,460 162,633 424,562 72,223 34,969 2,465 71,425 144,186
of which: listed shares .. 252,368 371,986 39,848 219,972 51,827 1,783 - - 32,495 82,865
rest of the world .... 162,657 - 35,525 - 153,710 - - - 35,813 -
Mutual fund shares, issued by . 14,186 - 14,978 88,548 27,569 264,227 339 - 72,330 -
residents .......coeeeeeveeenieens 3,764 - 6,623 88,548 - 264,227 339 - 66,476 -
rest of the world 10,422 - 8,356 - 27,569 - - - 5,854 -
Insurance technical reserves ......... 19,564 103,687 1,112 17,552 - - - - - 457,928
net equity of households ............... - 103,687 - 17,552 - - - - - 391,206
prepayments and other claims ...... 19,564 - 1,112 — - - - - — 66,722
Other accounts receivable/payable 382,210 337,277 820 531 777 - - 78 844
Trade credits .......ccceeevveeieeeieenen. 343,637 317,300 - — - - - - — -
Other oo 38,573 19,977 820 531 777 - - 78 844
Total ... 1,442,514 2,671,992 2,610,590 2,780,256 808,651 751,928 55,677 15,156 498,224 627,246

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a27

General government Households and Institutional sectors
. non-profit institutions Rest of the world Total
Central Local Social -
) serving households
government government security funds
Assets | Liabilities | Assets | Liabilities | Assets |Liabilites| Assets |Liabilities| Assets Liabilities Assets Liabilities Financial instruments
- - - - - - - - - 34,473 34,473 34,473 Monetary gold and SDRs
Currency and transferable
24,557 112,209 27,927 - 11,830 - 555,196 - 30,933 96,376 1,099,572 1,099,572 deposits, with
14,739 - 16,109 - 11,401 - 526,841 - 30,834 - 890,986 890,986  MFIs
- 112,209 8,957 - . - 25,819 - 99 - 112,209 112,209  other residents
9,817 - 2,861 - 429 - 2,536 - - 96,376 96,376 96,376  rest of the world
248 115,075 1,216 - 1,197 - 318,438 - 189,919 57,311 903,978 903,978 Other deposits, with
248 - 1,015 - 1,197 - 80,952 - 189,919 - 608,170 608,170  MFlIs
- 115,075 - - - - 237,247 - - — 238,498 238,498  other residents
- 201 - - 238 - - 57,311 57,311 57,311 rest of the world
1 116,757 27 65 - 2,711 - 67,335 19,616 148,185 148,185 Short-term securities, issued by
1 116,757 27 65 - 1,926 - 67,335 - 116,757 116,757  general government
- - - - - - 77 - - - 11,813 11,813  other residents
- - - - - - 708 - - 19,616 19,616 19,616  rest of the world
780 1,194,367 5,751 27,701 10,727 - 659,785 - 761,529 407,312 2,334,365 2,334,365 Bonds, issued by
215 - 613 - 1,078 — 315,051 - 50,018 — 492,987 492,987 MFls
44 202,392 215 - 3,120 - 10,313 - 59,102 - 202,392 202,392 central government: CCTs
271 991,975 702 - 3,256 - 166,894 - 572,532 - 991,975 991,975  central government: other
50 - 1,608 27,701 . — 3,169 — 3,387 — 27,701 27,701 local government
201 - 199 - 1,926 - 45,505 - 76,489 - 211,999 211,999  other residents
- - 2415 - 1,347 - 118,853 - - 407,312 407,312 407,312  rest of the world
- 6,866 - - - - - - 71,568 66,111 191,620 191,620 Derivatives
2,527 - 5,195 - 36 53,173 170,057 211,506 887,071 887,071 Short-term loans, of
- 2,527 - 5,195 - 36 - 51,303 - 108,724 579,692 579,692 MFls
- - - - - - 1,870 - 24,940 59,480 59,480  other financial corporations
- - - - - - - . . .. general government
- - - - - - - - 77841 77,841 77,841  other residents
- - - - - - - - 170,057 - 170,057 170,057  rest of the world
72,217 56,141 7,022 73,988 5,953 20 - 380,192 72,373 35,570 1,123,598 1,123,598 Medium and long-term loans, of
- 21,284 - 26,854 - 17 — 340,932 - 19,164 818,944 818,944  MFIs
- 26,080 — 26,045 - 3 — 33,291 - 12,903 147,089 147,089 other financial corporations
72,217 5963 7,022 19,677 5,953 - - 5,969 - 3,503 85,192 85,192  general government
- - - - - - - - - - - —  other residents
- 2,814 - 1,413 - - - - 72,373 - 72,373 72,373  rest of the world
109,532 - 11,975 711 - 803,795 - 259,578 488,141 2,413,783 2,413,783 Shares and other equity, issued by
102,497 - 10,168 . 301 - 712,610 - 259,578 - 1,925,642 1,925,642  residents
30,819 - 5524 - 269 - 175,787 - 87,670 - 676,606 676,606 of which: listed shares
7,035 - 1,807 - 410 - 91,185 - — 488,141 488,141 488,141 rest of the world
62 - 2,860 - 1,121 - 335,187 - 4,118 119,975 472,750 472,750 Mutual fund shares, issued by
58 - 54 - 1,095 - 270,248 - 4,118 - 352,775 352,775  residents
4 - 2,806 - 25 - 64,939 - - 119,975 119,975 119,975  rest of the world
141 - 1,402 - 32 - 571,879 32,414 17,450 - 611,581 611,581 Insurance technical reserves
- - - - - - 537,130 32,414 7,729 — 544,859 544,859  net equity of households
141 - 1,402 - 32 — 34,749 - 9,721 - 66,722 66,722 prepayments and other claims
55,359 28,272 22,832 34,837 29,942 3,757 21,611 80,179 32,592 60,525 546,222 546,222 Other accounts receivable/payable
- - - - - - 5,782 - 28,197 60,317 377,617 377,617  Trade credits
55,359 28,272 22,832 34,837 29,942 3,757 15,829 80,179 4,395 208 168,605 168,605  Other
262,898 1,632,214 81,011 141,721 61,579 3,813 3,268,602 545,959 1,677,454 1,596,914 10,767,199 10,767,198 Total
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ITALY’S FINANCIAL ASSETS AND LIABILITIES IN 2005 (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 ................ - - 79 - - - - - - -
Currency and transferable
deposits, With ... 30,002 - -1,299 57,835 32,924 - 3,183 - 3,862 -
MFls ..... 15,464 - 1,503 57,835 2,421 - 2,512 - 4,033 -
other residents ... 326 - -5,219 - 30,503 - - - -13 -
rest of the world ........cccoevvivirecncnenes 14,211 - 2,417 - . - 671 - -158 -
Other deposits, with .............ccccceeee 235 - 46,265 79,112 -133 23,625 1,252 - 1,988 -
MFIS v 100 - 35,474 79,112 -133 - 1,252 - 1,988 -
other residents ... 135 — 50 - - 23,625 - — - -
rest of the world . - 10,740 - - - -
Short-term securities, issued by ..... 1,110 2,291 -7,247 24 2,313 81 -210 - -947 -
general government -299 - -9,282 - 700 - -210 - 46 -
other residents ........cccceeveveecreeennn. -3 2,291 2,408 24 102 81 - - - -
rest of the world ........cccooovvvviinnnnes 1,412 - -373 - 1,510 - - - -993 -
Bonds, issued by ........ccccoveiiriiinenns 3,288 430 39,383 41,277 16,771 35,322 1,911 - 19,162 10
MFIS oo -468 - 15,505 41,277 806 - -137 - 428 -
central government: CCTs.............. -410 - 6,531 - 857 - 259 - -9,054 -
central government: other -3,098 - 7,401 - -9,943 - -72 - 3,059 -
local government ..........ccccccoveinenns 529 - 3,639 - 589 - 223 - 267 -
other residents ........cccoeeireieneienns 5,508 430 2,089 - 7,762 35,322 1,638 - 4,218 10
rest of the world ........cccceevieeennene 1,227 - 4,218 - 16,699 - - - 20,244 -
Derivatives ............cccccccevvveieeeennen. — -399 6,692 - - 8,954 — - - 468
Short-term loans, of ............cccccceee 28,441 18,311 -2,350 126 13,480 2,375 1,538 4,819 281
MFIS i - 3,227 -2,350 -4,036 - 456 - 1,538 - 281
other financial corporations . - 350 - -107 13,480 - — 4,819
general government ..........ccoveeeee - - - - - - - - - -
other residents .......cccccoecevvvereennnne 28,441 - - - — - — - - -
rest of the world ........ccocovvevvinenns - 14,734 — 4,269 - 1,919 - - - -
Medium and long-term loans, of .... — 47,7114 103,526 -1,679 9,907 9,009 703 162 2,562
MFIS i - 35,088 103,526 198 - 8,208 - 703 - 2,345
other financial corporations . - 3,828 - -12 9,907 - - 162 10
general government ...........ccoeeueee - 7,087 - -107 - - - .
other residents .......cccccoceevveereenns - - - - - - - - - -
rest of the world .........cccccoevrnennnee. - 1,712 - -1,759 - 801 - - - 207
Shares and other equity, issued by 4,508 25,422 7,321 12,035 -88 431 -166 7,745 7,476
residents .......cocoveevvenennineee 1,415 25,422 -8,371 12,035 4,062 431 -166 6,367 7,476
of which: listed shares - -
rest of the world ........cccccvveveenenns 3,093 - 15,691 - -4,150 - - - 1,379 -
Mutual fund shares, issued by ........ 750 - 1,754 -4,848 624 -187 -5 - 396 -
residents .......ccoeeveveeeceeeceeeee s -56 - -98 -4,848 - -187 -5 - -808 -
rest of the world ........cccevvvevvenennnee. 806 — 1,851 - 624 - - - 1,205 -
Insurance technical reserves ......... 920 6,596 5 155 — - — - - 41,449
net equity of households ............... - 6,596 - 155 - - - - - 40,713
prepayments and other claims ...... 90 - 5 - - - - - - 738
Other accounts receivable/payable 860 -3,526 228 175 - -
Trade credits -4,916 -4,322 - - - - - - - -
Other .o 5,777 795 228 175 - -
Total 69,283 96,839 194,357 184,214 75,799 79,610 6,130 2,075 37,189 52,248

(1) Provisional. Rounding may cause discrepancies in totals.
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Table a28

General government

Institutional sectors

Households and
. non-profit institutions Rest of the world Total
Central Local Social ;
) serving households
government government security funds
Assets | Liabilities | Assets | Liabilities | Assets |Liabilities| Assets |Liabilities| Assets Liabilities Assets Liabilities Financial instruments
- - - - - - - - - 79 79 79 Monetary gold and SDRs
Currency and transferable
4,259 28,780 3,585 - -936 - 37,469 - -4,866 21,567 108,183 108,183  deposits, with
339 - 3,736 - -868 - 33,574 - -4,879 - 57,835 57,835 MFls
- 28,780 75 - . - 3,096 - 13 - 28,780 28,780 other residents
3,920 - -226 - -67 - 799 - - 21,567 21,567 21,567 rest of the world
-544  -10,826 224 - 181 - 10,047 - 43,147 10,748 102,661 102,661 Other deposits, with
-544 - 224 - 181 - -2,574 - 43,147 - 79,112 79,112 MFls
- -10,826 - - - - 12,613 - - - 12,798 12,798  other residents
- - - 8 - - 10,748 10,748 10,748  rest of the world
-27 -962 - -15,029 - 23,322 1,850 3,285 3,285 Short-term securities, issued by
-27 -962 - -15212 - 23,322 - -962 -962 general government
- — — - - — -112 - — - 2,396 2,396 other residents
- - - - - - 294 - - 1,850 1,850 1,850  rest of the world
-45 33,662 296 6,223 2,538 - 1,833 - 101,902 70,115 187,039 187,039 Bonds, issued by
. - - . - -3,289 - 28,432 - 41,277 41,277 MFls
24 1,211 .. - 663 - -6,447 - 8,787 - 1,211 1,211 central government: CCTs
-65 32,451 . - — -23,767 — 58,936 — 32,451 32,451 central government: other
. - 267 6,223 . - 497 - 211 - 6,223 6,223 local government
-4 - 29 - 1,875 - 7,111 - 5,635 - 35,763 35,763 other residents
- - . - - 27,728 - - 70,115 70,115 70,115 rest of the world
- 117 - - - - - - 2,449 - 9,141 9,141 Derivatives
847 - 964 - 17 -10 20,922 40,865 65,313 65,313 Short-term loans, of
- 847 - 964 - 17 - -222 - -5,421 -2,350 -2,350 MFls
- — — — — - 212 — 17,844 18,299 18,299 other financial corporations
- - - - - - - . . . general government
- - - - - - - - 28,441 28,441 28,441 other residents
- — — - - — - - 20,922 - 20,922 20,922 rest of the world
3,260 1,178 1,671 2,851 2,520 -1,420 — 54,116 991 7,002 122,036 122,036 Medium and long-term loans, of
- 3,043 - 607 - 10 — 46,030 - 7,295 103,526 103,526 MFls
- -1,194 - 3,200 - -1,430 - 5,566 - 100 10,069 10,069 other financial corporations
3,260 -671 1,671 986 2,520 — — 2,520 — -393 7,451 7,451 general government
- - - - - - - - - - - - other residents
- - 29 - - - - 991 - 991 991 rest of the world
-3,899 - 977 - 32,550 - 11,440 15,357 60,556 60,556 Shares and other equity, issued by
-3,899 - 977 - 33,206 - 11,440 - 45,199 45,199 residents
- . - - - - of which: listed shares
— .. - - -656 - - 15,357 15,357 15,357 rest of the world
- . - - 9,726 - 4 18,283 13,248 13,248 Mutual fund shares, issued by
- . - - -4,072 - 4 - -5,035 -5,035 residents
— . - — 13,797 - - 18,283 18,283 18,283 rest of the world
1 - 6 - - 49,277 2,402 1,224 — 50,604 50,604 Insurance technical reserves
- - - - - - 48,687 2,402 1,179 - 49,866 49,866 net equity of households
1 - 6 - - 590 - 45 - 738 738 prepayments and other claims
2,048 5,272 -288 5,354 1,103 449 3,594 1,893 3,404 1,334 10,949 10,949 Other accounts receivable/payable
- - - - - - -128 - 2,056 1,334 -2,988 -2,988 Trade credits
2,048 5,272 -288 5,354 1,103 449 3,722 1,893 1,348 13,938 13,938 Other
5,052 58,069 6,472 15,392 5,406 -954 129,468 58,402 203,938 187,201 733,094 733,096 Total

375




FINANCIAL MARKET: GROSS AND NET ISSUES OF SECURITIES BY ITALIAN RESIDENTS

(millions of euros)

BONDS AND PUBLIC

Public sector

Government securities

BOTs CTzs CCTs (1) BTPs (1) €iBTPs (2) | Republic ofitaly Other (3) Total
Gross issues
2001 .. 188,677 35,528 28,330 119,929 - 22,529 55 395,047
2002 ... 208,761 32,556 44,535 133,646 - 16,186 - 435,684
20101 214,093 31,185 38,313 134,732 10,150 21,998 450,471
2004 ... 221,300 27,128 34,527 117,053 17,750 14,000 - 431,758
2005 ....coeeeeen. 212,666 23,206 26,011 112,866 18,199 12,264 - 405,211
Redemptions
2001 .. 176,960 49,367 38,357 83,562 - 14,025 1,547 363,818
2002 .....coceee. 208,831 21,940 57,279 93,797 - 11,520 39,406 432,773
Z{0[0XC 208,188 37,742 56,245 114,843 - 15,771 49 432,838
2004 ............... 222,195 34,161 34,632 100,745 - 10,808 50 402,591
2005 .....ccceeen. 213,610 25,625 24,782 103,997 - 9,976 50 378,040
Issue discounts
2001 .. - 2,637 -213 -1,670 - -59 474 1,170
2002 .....coceeee. - 2,282 -447 -2,387 - 71 -22,213 -22,693
2003 .....coceen. - 1,349 -484 -1,688 17 51 -730 -1,484
2004 ... - 1,164 -430 569 -69 35 -2,973 -1,703
2005 ... - 919 -286 -2,322 -557 27 -367 -2,586
Net issues (7)
2001 .. 11,717 -16,476 -9,814 38,037 - 9,049 -1,494 31,019
2002 ... -70 8,335 -12,296 42,236 - 4,388 -17,570 25,023
20101 5,905 -7,907 -17,448 21,577 10,133 5,589 -50 17,800
2004 ... -895 -8,198 325 15,739 17,819 2,469 -50 27,210
2005 ....coeeeeen. -944 -3,338 1,515 11,191 18,756 1,620 -50 28,750
Coupons (8)
2001 .. 4,817 3,111 12,677 38,027 - 5,201 -7,439 56,393
2002 ....ccoceeee. 4,256 1,906 9,209 37,324 - 5,435 -5,768 52,361
0[O 2,990 2,855 7,084 37,921 - 3,693 -5,845 48,699
2004 ... 2,921 2,383 4,836 37,049 361 3,460 -5,304 45,706
2005 ... 2,891 1,225 5,040 36,441 728 3,321 -4,116 45,530

(1) The 1993 issues include 10,000 billion lire of CCTs and 21,000 billion of BTPs placed with the Bank of ltaly in December to finance the new treasury payments account. —
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. — (4) Includes
of the individual components by the amount of the bonds issued by Crediop on behalf of the Treasury. — (6) Issues for cash. Redemptions refer to the market value of shares bought back and cancelled.
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Table a29

SECTOR SECURITIES

Other sectors

Listed shares

Autonomous 'Igglgfg}%sl o r(r)lfpgﬁlii:sn ©)
aemete | govermments Total (5) Banks Firms Total sector securities
Railways etc. (4)

Gross issues

- 2,408 397,454 95,777 53,048 148,825 546,279 6,171 s 2001

- 5,995 441,679 92,346 44,528 136,874 578,553 3,894 ... 2002

- 4,033 454,504 116,815 42,809 159,624 614,128 8,710 i 2003

6,500 5,867 444,125 120,462 51,154 171,617 615,742 3,197 s 2004

2,950 7,299 415,460 125,280 56,798 182,078 597,538 12,600 ..coooerinnne 2005
Redemptions

1,937 412 366,167 63,586 6,687 70,273 436,440 767 oo 2001

1,653 523 434,948 59,049 11,623 70,672 505,620 40 e 2002

- 622 433,460 84,826 18,640 103,466 536,926 983 .. 2003

516 793 403,900 77,426 26,902 104,328 508,228 17 2004

- 939 378,979 83,858 20,020 103,878 482,857 444 ... 2005

Issue discounts

- 209 357 655 1,011 1,220 = e 2001

- -8 -22,119 356 82 438 -21,681 = e 2002

- -167 429 -9 421 253 = e 2003

- -2 1,997 461 39 501 2,497 = e 2004

- -78 -1,750 478 74 551 -1,199 = 2005
Net issues (7)

-1,937 1,996 31,078 31,834 45,706 77,541 108,619 6,171 s 2001

-1,653 5,481 28,850 32,941 32,823 65,764 94,614 3,894 ... 2002

- 3,412 21,211 31,560 24,178 55,737 76,949 8,710 .iiiiis 2003

5,942 5,076 38,228 42,575 24,213 66,788 105,017 3,197 s 2004

3,043 6,438 38,231 40,944 36,704 77,649 115,880 12,600 ..cooovreinne 2005

Coupons (8)

46 389 56,828 13,274 13,274 70,102 15,889 ..coieeen. 2001

46 481 52,888 12,178 12,178 65,066 18,650 ..o 2002

46 633 49,378 11,020 11,020 60,398 17,030 ....cceeeee. 2003

148 742 46,595 11,226 11,226 57,821 22517 e 2004

157 881 46,568 12,400 12,400 58,968 23,708 ... 2005

(2) The redemptions of €i BTPs (BTPs indexed to the euro-area inflation rate) are calculated on the basis of the unrevalued nominal capital. — (3) Includes the 76,206 billion lire of
the securities issued in 2004 by Infrastrutture S.p.A. to finance the construction of high-speed railway infrastructure. — (5) The total for the public sector differs from the sum
Share cancellations following mergers are not included. — (7) The net issues of Republic of Italy loans include accounting lags. — (8) The figures refer only to fixed rate securities, except for CCTs.
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INTEREST RATES ON SECURITIES LISTED ON THE ITALIAN STOCK EXCHANGE

(average values before tax)

Table a30

CCTs CTEs CTOs € BTPs CTzs Fixed-rate
bank bonds
1996 oveeeeeeeeeeeeeeeeeeeeeeee e 9.01 6.33 - 9.06 8.49 9.20
ST <7 R 6.81 5.42 - 6.76 6.45 7.41
ST <) SR 4.89 4.87 - 4.92 4.58 5.45
1999 oovooeeeeeeeeeeeeeeee e 3.13 4.35 - 4.71 3.21 4.80
1010 | QN 4.58 5.94 - 5.59 4.70 5.80
3010} E N 4.34 6.02 - 5.17 4.04 5.13
1010 2N 3.37 - - 4.95 3.49 4.90
1010 < SRS 2.30 - 1.67 4.28 2.30 3.87
010 Y R 2.14 - 1.64 4.28 2.25 3.59
010 - 2.26 - 1.44 3.65 227 -
2.13 - 1.44 4.38 2.18 3.80
2.08 - 153 4.34 2.11 3.69
2.04 - 1.57 4.18 1.99 3.48
1.93 - 1.67 4.35 2.15 3.65
2.10 - 1.81 4.49 2.32 3.73
2.19 . 1.82 4.54 2.43 3.90
202 - 1.79 4.45 237 3.74
223 - 1.68 4.31 2.30 3.60
2.18 - 1.62 4.27 2.38 3.53
222 - 1.53 4.16 2.29 3.45
2.19 . 1.70 4.05 2.27 3.33
2.20 - 1.54 3.87 2.21 3.16
2005 — JAN. wevooeeeeeoeeeeeeeeeeeeenn 202 - 1.49 3.80 2.23 -
2.20 - 1.46 3.74 2.23 -
2.22 - 1.62 3.90 2.26 -
2.24 - 1.49 3.76 2.20 -
2.18 - 1.42 3.62 2.13 -
2.18 . 1.38 3.48 2.03 -
217 - 1.42 3.54 2.11 -
2.21 - 1.37 3.54 217 -
2.21 - 1.20 3.40 2.15 -
227 - 1.31 3.55 2.36 -
2.41 . 1.56 3.74 2.60 -
2.64 - 1.50 3.67 2.71 -
2006 — JAN. weeooeeeeeoeeeeeeeeeeeeeenn 2.72 - 1.45 3.64 2.76 -
2.78 - 1.58 3.80 2.85 -
2.87 - 1.72 3.96 3.04 -
3.04 - 1.99 4.25 3.17 -
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CREDIT RISK INDICATORS (1)
(end-of-period data; amounts in millions of euros and percentages)

Table a31

Loans (2)

As a ratio to loans (2)

Non-performing loans

Adjusted bad debts

Adjusted New adjusted Accounting bad debts
of which: bad debts bad debts (3)
bad debts
Banking system
1,090,940 6.7 4.7 5.1 1.2 108.5
1,151,173 6.6 4.7 5.0 0.9 106.8
1,238,401 5.3 3.7 4.0 0.8 107.7
Limited company banks (societa per azioni)
2003 .o 922,570 6.8 4.9 5.4 1.2 108.4
2004 .. 962,712 6.8 5.0 5.4 0.9 106.5
2005 ..o 1,029,499 5.4 3.8 41 0.8 108.0
Cooperative banks (banche popolari)
2003 .o 101,653 5.4 3.7 4.0 1.2 109.0
2004 .. 112,294 4.9 3.3 3.6 0.7 109.1
2005 124,371 4.9 3.4 3.5 1.1 104.7
Mutual banks (banche di credito cooperativo)
2003 66,717 6.5 29 3.2 0.9 109.9
2004 ... 76,167 6.4 2.9 3.1 0.9 109.4
2005 84,531 6.0 2.8 3.1 0.9 108.6
Major, large and medium-sized banks (banche maggiori, grandi e medie)
2003 767,605 6.6 4.7 5.1 1.3 108.0
2004 789,306 6.7 4.9 5.2 0.9 106.2
2005 ..o 841,245 5.7 41 4.4 0.8 106.6
Other banks
2003 .o 323,335 6.7 4.7 5.1 1.1 109.6
2004 .. 361,867 6.3 4.3 4.7 0.8 108.4
2005 .o 397,156 45 2.7 3.0 0.9 111.6
Banks based in the Centre or North
1,030,414 6.3 4.4 4.8 1.2 109.1
1,085,261 6.2 4.4 4.7 0.8 107.4
1,166,046 5.0 3.4 3.6 0.8 108.4
Banks based in the South
2003 .o 60,526 13.1 10.2 10.6 1.3 103.8
2004 .. 65,912 121 9.7 10.0 1.1 102.6
2005 ..o 72,355 111 8.8 9.1 1.0 103.5

(1) Based on the classifications in force at the end of 2005. For unifornity, merged banks have been assigned to the category of the assorbing banks. — (2) Gross of bad debts and unpaid and
protested bills. The figures refer to business with resident customers of units operating in Italy and abroad. — (3) Percentage ratio of loans newly classed as adjusted bad debts to performing

loans in the previous year net of repo assets, net interest to be debited to customers and adjusted bad debts.
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CONSOLIDATED INCOME STATEMENT (1)
(percentages of total assets)

Table a32

Banking system

of which: Classification by geographical area
Ilmltega%olgpany cooperative banks mutual banks Centre and North South

Net interest income

2.06 2.45 3.18 2.19 217 3.05

2.02 2.44 3.06 2.15 2.13 3.07

1.84 2.24 2.96 1.97 1.95 3.04
Non-interest income

1.46 1.33 0.91 1.41 1.42 1.08

1.40 1.38 0.86 1.36 1.37 1.15

1.82 1.95 0.89 1.79 1.80 1.38

Gross income

3.53 3.78 4.08 3.60 3.59 413

3.42 3.82 3.92 3.51 3.50 4.21

3.66 419 3.86 3.76 3.75 4.42
Operating expenses

2.17 2.39 2.90 2.25 2.23 2.95

2.08 2.33 2.77 2.16 2.15 2.97

2.19 2.60 2.74 2.29 2.27 3.15

Operating profit

1.36 1.39 1.18 1.35 1.36 1.18

1.34 1.49 1.15 1.35 1.35 1.24

1.48 1.59 1.12 1.48 1.48 1.27

Non-recurring items (net) and allocations to provisions

0.15 0.19 -0.10 0.15 0.15 0.01

-0.03 0.17 -0.16 -0.01 -0.01 -0.04

0.14 0.14 -0.17 0.12 0.12 -0.03

Loan losses

0.55 0.51 0.23 0.52 0.53 0.39

0.43 0.40 0.31 0.42 0.42 0.32

0.24 0.52 0.34 0.29 0.29 0.25

Tax

0.28 0.32 0.20 0.28 0.28 0.27

0.32 0.36 0.23 0.32 0.32 0.34

0.38 0.41 0.25 0.38 0.38 0.39

Dividends

0.22 0.27 0.04 0.22 0.22 0.06

0.26 0.23 0.04 0.24 0.25 0.07

0.42 0.32 0.05 0.38 0.39 0.20

Allocations to supervisory capital

0.15 0.11 0.83 0.18 0.17 0.46

0.36 0.32 0.72 0.38 0.37 0.56

0.33 0.42 0.65 0.36 0.36 0.46

Share of non-interest income in gross income (percentages)

414 35.2 22.3 39.2 39.5 26.2

40.9 36.1 22.0 38.7 39.0 27.2

49.8 46.5 23.2 47.6 48.0 31.3

Cost-income ratio (percentages) (2)

61.6 63.2 70.9 62.5 62.3 71.5

60.8 61.1 70.6 61.5 61.3 70.4

59.7 61.9 711 60.8 60.6 71.4

ROE (percentages)

6.9 5.8 6.7 6.7 6.7 5.1
11.4 8.6 7.4 10.5 10.6 6.4
15.4 8.1 8.1 13.3 13.5 6.9

Memorandum item: Total assets (average values in millions of euros) (3)
1,424,061 303,623 99,111 1,826,795 1,793,132 33,663
1,448,788 317,106 110,110 1,876,004 1,840,789 35,216
1,600,285 340,827 120,221 2,061,333 2,023,266 38,067

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group. The figures for 2005 are not comparable with those of the previous
years owing to the application of IAS/IFRS in preparing the 2005 consolidated accounts. — (2) The cost-income ratio is the ratio of operating expenses to gross income. —

(3) Refers only to the banks that submitted reports with income statement data.
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SUPERVISORY CAPITAL AND SOLVENCY RATIO (1)
(end-of-period data; amounts in millions of euros)

Table a33

Tier 2 capital Capital shortfalls
. Capital
Tier 1 capital of which: Sug;l;\i/tlslory ratio Excess capital | =
subordinated (percentages) ubn;nﬁg o Amount
liabilities (2)
Banking system
2003 ..o 104,356 41,558 37,151 139,829 11.4 42,454 - -
2004 ..o 112,490 42,270 38,397 148,650 11.6 46,929 3 145
2005 ..o 132,871 54,181 46,023 174,651 10.6 44,012 3 16
Main banking groups (3)
2003 ..o 50,894 25,779 24,338 72,825 10.8 19,876 - -
2004 ..o 55,495 26,402 25,157 78,198 11.4 23,781 - -
2005 ..o 71,145 35,301 32,288 97,752 10.0 19,763 - -
Banks and banking groups based in the Centre or North
2003 ..o 101,211 41,217 36,916 136,344 11.3 40,513 - -
2004 ..o 109,087 41,918 38,119 144,896 11.5 44,899 3 145
2005 ..o 129,112 53,694 45,691 170,408 10.5 41,699 3 16
Banks and banking groups based in the South
2003 ..o 3,145 341 235 3,485 18.1 1,941 - -
2004 ..o 3,403 352 278 3,754 17.4 2,030 - -
2005 ..o 3,759 487 332 4,243 17.6 2,313 - -
Limited company banks (societa per azioni)
2003 ..o 75,239 33,314 30,002 103,813 11.2 30,789 - -
2004 ..o 80,631 34,431 31,376 110,418 11.6 34,887 2 14
2005 ..o 98,213 44,081 37,958 132,117 10.3 30,397 1 1
Cooperative banks (banche popolari)
2008 ..o 17,133 7,476 6,965 23,298 10.0 4,679 - -
2004 ..o 19,001 7,100 6,796 24,678 9.9 4,918 1 131
2005 ..o 20,815 9,421 7,825 28,087 10.3 6,330 1 14
Mutual banks (banche di credito cooperativo)
2003 ..o 11,984 768 184 12,718 17.8 6,986 - -
2004 ..o 12,858 739 225 13,554 16.9 7,124 - -
2005 ..o 13,843 679 240 14,447 16.1 7,285 1 1

(1) Consolidated data for banking groups and data on a solo basis for banks not belonging to a group. Excludes the lItalian 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 Banking Association

BI-COMP - Banca d’Italia Compensazione
Bank of Italy Clearing System

BI-REL — Banca d’Italia Regolamento Lordo
Bank of Italy real-time gross settlement system
BOTs — Buoni ordinari del Tesoro
Treasury bills
BTPs — Buoni del Tesoro poliennali
Treasury bonds
CCTs — Certificati di credito del Tesoro

Treasury credit certificates

CIPA — Convenzione interbancaria per i problemi dell’ automazione
Interbank Convention on Automation

Confindustria — Confederazione generale dell’industria italiana
Confederation of Italian Industry

Consob — Commissione nazionale per le societa e la borsa
Companies and Stock Exchange Commission

Covip — Commissione di vigilanza sui fondi pensione
Pension fund supervisory authority

CTOs — Certificati del Tesoro con opzione
Treasury option certificates

CTZs — Certificati del Tesoro zero-coupon
Zero-coupon Treasury certificates

EFPD — Economic and Financial Planning Document

FPR — Forecasting and Planning Report

HICP — Harmonized index of consumer prices

ICT — Imposta comunale sugli immobili

Municipal real estate tax

Iciap — Imposta comunale per ’esercizio di imprese e di arti e professioni
Municipal tax on businesses and the self-employed

Tlor — Imposta locale sui redditi
Local income tax

INAIL — Istituto nazionale per ’assicurazione contro gli infortuni sul lavoro
National Industrial Accidents Insurance Institute

INPS — Istituto nazionale per la previdenza sociale
National Social Security Institute



Irap — Imposta regionale sulle attivita produttive
Regional tax on productive activities

Irpef — Imposta sul reddito delle persone fisiche
Personal income tax

Ires — Imposta sul reddito delle societa
Corporate income tax

ISAE — Istituto di studi e analisi economica
Institute for Economic Research and Analysis

Istat — Istituto nazionale di statistica
National Institute of Statistics

Isvap — Istituto per la vigilanza sulle assicurazioni private e di interesse collettivo
Supervisory authority for the insurance industry

MTS — Mercato telematico dei titoli di Stato

Screen-based secondary market in government securities
QRBR — Quarterly Report on the Borrowing Requirement
SACE — Istituto per i servizi assicurativi per il commercio estero

Foreign Trade Insurance Services Agency

SIM — Societa di intermediazione mobiliare
Italian investment firm

TARGET — Trans-European Automated Real-Time Gross Settlement Express
Transfer System

UIC — Ufficio italiano dei cambi
Italian Foreign Exchange Office
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