
GDP and inflation
The first quarter of 2016 was the fifth consecutive 
quarter of growth (+0.3 per cent). However, the recovery 
remains weak; output has expanded by just 1.3 per cent 
since end-2014. Against this background, the slackening 
of Italy’s domestic and external demand is expected 
to weigh on growth in the remaining three quarters of 
the year. Going forward, the increase in political and 
financial market uncertainty (including Brexit) will 
continue to hold back household and firm decisions in 
2017. We are thus revising downward our forecast for 
Italy’s growth for both 2016 (from 1.0 to 0.8 per cent) 
and 2017 (from 1.1 to 0.9 per cent).

Italy’s recovery is proceeding at half the growth rate of 
the euro area average. Domestic demand continued to 
support growth, although its contribution diminished 
from 0.4pp in 2015q4 to 0.2pp in 2016q1. Private 
consumption continued to grow (+0.3 per cent), benefiting 
from low inflation and an increase in employment and 
wages. However, household confidence indicators 
declined during the second quarter, pointing to a 
slackening in the recovery of consumption (we expect 
+1.1 per cent growth for 2016 as a whole). The uncertainty 
raised by Brexit is likely to weigh as well. 

Investment has been benefiting from the improved 
access to credit experienced from late 2014 onwards 
(see InFocus). Although still wavering, the investment 
recovery continued in 2016q1 (+0.2 per cent), sustained 
by machinery and equipment (+0.8 per cent, offsetting 
the 0.5 per cent fall in construction investment). Non-
construction investment is forecast to grow moderately 
in the rest of the year (+2.4 per cent in 2016 as a whole), 
although investment in vehicles lost momentum in 2016q1.

Italian exports have continued to reflect the weak 
demand in the emerging markets. Although part of the 
problem can be attributed to the euro’s appreciation in 
effective terms, from spring 2015 Italy’s exports in real 
terms have been shrinking while exports in the other 
main euro area countries have increased. However, after 
a decline in 2016q1 (-1.5 per cent), the most recent data 
suggest a recovery in 2016q2 (we expect +1.5 per cent). 

Table 1    GDP growth quarterly profile 

2016q1 2016q2 2016q3 2016q4

GDP (% change qoq) 0.3 0.1 0.2 0.1

in bold historical data.
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Executive summary

 ▶  After five quarters of recovery, GDP will expand also in 2016q2, although at a slower pace 

 ▶  Italy is not particularly exposed to the UK (see first InFocus), still we have revised GDP growth in 2016 and 2017 down by 0.2pp after 
the UK’s vote

 ▶  The Italian banking sector remains under close scrutiny

 ▶ Second InFocus: how credit conditions are supporting the recovery in investment
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In 2016, for the third year in a row, consumer inflation is 
expected to remain around zero, as oil price fluctuations 
continue to weigh on it. The rise of the Brent price from 
the lows reached in January is slowly affecting the energy 
component which, after having experienced strong 
reductions in the first months of 2016 (-10.5 per cent y-o-y 
for energy producer prices until May and -7.5 per cent 

y-o-y for energy consumer prices until June), will continue 
to have a negative impact on headline inflation until next 
spring. Not only oil, but second-round effects of lower 
energy prices, the slowdown in labour cost dynamics, and 
lower mark-ups due to competitive pressure are pushing 
core inflation well below 1 per cent                                                      ▪

Public finances
The European Commission has approved the flexibility 
clauses requested by the Italian government for 2016. 
Public finances should be only marginally affected by 
Brexit. 

On 18th May the European Commission approved the 
flexibility clauses of the Stability Pact invoked by the 
Italian government for 2016 to push back the timetable 
for fiscal consolidation, postponing the balanced budget 
target until after 2019. The EC’s decision will be reviewed 
based on its 2016 autumn forecast, taking into account 
the government’s progress in implementing structural 
reforms and investment expenditures. 

Based on our projection, the deficit to GDP ratio will 
drop marginally in the next two years. The debt to GDP 
ratio is expected to start declining in 2018, partly due to 

low nominal GDP growth. The tax burden is expected to 
decline from 43.3 per cent in 2015 to 43.0 per cent in 2016. 
This is mostly related to a lower tax wedge on labour 
cost (regional tax and new job creation incentives) and 
property tax exemptions (for primary dwellings and other 
properties), which together account for a tax decrease of 
0.5pp of GDP, partly compensated by a 0.2pp (€3.4 billion) 
increase in the revenues from the voluntary disclosure 
programme (which enables Italian taxpayers to legalise 
capital held offshore paying taxes but with a reduced fine). 

On 26th June Italy was given the go-ahead by the 
European Commission to supply as much as €150 billion 
in government liquidity guarantees for its banks until 
the end of the year.  These are likely to be considered as 
“contingent liabilities”, not included in the public debt.  ▪

Credit and banks
The credit market continues to disappoint. The growth 
rate of loans to households is getting closer to the euro 
area average, but that to firms is worsening. Bad loans 
increased in April, although the annual rate of growth is 
declining.

Since February the credit market has gradually improved. 

In May, credit to households1 increased by 1.5 per cent 
y-o-y, accelerating from 0.7 per cent in December 2015. 
Growth has been supported by consumer credit and 
mortgages, while other credits are slowing down. The 

1 ECB statistics, adjusted for statistical discontinuities and se-
curitisation

 Table 2    Italy: macroeconomic scenario (% change)

2015 2016 2017 2015 2016 2017

GDP 0.6 0.8 0.9 Consumer prices 0.0 -0.1 1.3
   Imports 5.8 2.3 3.6 Household disposable income 0.8 1.9 0.8
   Household consumption 0.9 1.1 0.8 Total employment 0.8 0.6 0.6

  Government expenditure -0.7 0.5 -0.3
  Gross fixed capital formation: General government fiscal balance* -2.6 -2.4 -2.3

           - machinery and equipment 2.1 2.4 2.0 Structural balance* -0.9 -1.3 -1.4

           - constructions -0.9 1.5 1.6 General government debt* 132.7 133.0 133.1

   Exports 4.1 1.3 3.5 10 year government bond yield 1.71 1.49 1.56

* % of GDP
National Accounts Aggregates are ESA 2010.
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loan growth rate to firms increased by 0.3 per cent 
(versus the euro area average of +1.4 per cent). 

The Bank Lending Survey suggests an increase in 
corporate credit demand in the first quarter of the 
year that is expected to continue in the second quarter. 
Moreover, supply conditions have continued to ease on 
average, and specifically for healthier firms in order to 
prevent a further deterioration in the quality of the bank 

credit portfolio. 

In May the stock of bad loans increased by €1.6 billion, 
reaching €200 billion, but the annual rate of growth 
decreased from 9.4 per cent in December to 3.2 per cent. 
In the first five months of 2016, the stock decreased 
by €0.9 billion thanks to securitisations (see February 
2016 Brief) and to a slowdown of new bad loans in the 
corporate sector.  ▪

Risks to the projection
 ▶ The main short-term risk remains linked to financial market 

turbulence in the European banking sector, and Italy’s in particular

 ▶ The implementation of Brexit may increase the pre-existing 
conflicts in euro area governance, adding to uncertainty 

 ▶ In Italy, the constitutional referendum planned for October-
November may increase political instability, with potentially non-
negligible negative economic consequences 

Figure 1 Prometeia forecast of annual GDP growth 
(central projection and confidence levels) 
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Prometeia calculations (see December 2015 Brief for 
methodology).

Brexit: some quantitative assessments
The range of possibilities that Brexit opened up for Europe involves a variety of events, ranging from very short-
term financial market reactions to how and when new agreements will be reached. In effect, Article 50 of the EU 
Treaty will govern the Brexit process but the grey area is large: even the point in time at which all treaties cease to 
apply is still unknown. In this context, quantitative evaluation can only be tentative. 

Before describing the hypothesis included in our forecasts, we present a number of simulations that provide a 
grid of possible outcomes, without a precise reference to the time horizon in which they will manifest. In effect, 
Prometeia’s macro-econometric models allow us to explore the effects related to trade, both through changes in 
exchange rates and relative prices, and through the quantities traded between countries. Application of customs 
charges at the time the UK effectively exits the single market is another possible channel. More difficult is 
quantifying the impact on households’ and firms’ response to normative uncertainty and financial market volatility.

The first two exercises simulate a 10 per cent depreciation in the effective exchange rate of sterling, and a 1pp 
reduction in the UK’s GDP via a reduction in investment due to negative confidence effects. The effects on euro area 
countries’ GDP range between 0.1pp and 0.2pp respectively, with effects on individual countries differing according 
to the relative importance of the UK market (Tab. 3). For instance, Germany and Spain, among the largest countries, 
would be exposed the most; Italy would be relatively less affected.

The third exercise is based on the application of customs charges. At present, it is impossible to know which regime 
will be applied. As an example, we considered the structure of duties now in force among the EU countries and the 

InFocus
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US. As Fig. 2 clearly shows, rates are far from being homogeneous (close 
to 15 per cent on food products and almost zero on pharmaceuticals, for 
example), so their application will have very different sectoral effects. 
Taking into account the composition of Italy’s exports to the UK, we 
estimate that the average duty will amount to some 5 per cent. Applying 
this to Italian trade vis-à-vis the UK, we estimate that the effect would 
be to reduce exports by 0.3pp and imports by 0.1pp, which means an 
overall drop of less than 0.1pp in terms of GDP.

All in all, as for the euro area as a whole, Brexit’s effects on Italy’s GDP 
growth would not be dramatic in terms of the value of commercial trade, 
but they would still not be negligible. 

In addition, the perceived greater fragility of the Italian banking system 
could represent a specific transmission channel for the negative effects 
of Brexit to Italy’s economy, as the first reactions of financial markets 
have clearly signalled. Notwithstanding the fact that levels of bank 
capital are much higher than those set by ECB rules, 
financial markets have immediately incorporated the 
major uncertainties linked to expected profitability 
post Brexit. The debate on possible systemic solutions 
to the problem of NPLs has not yet come to a 
conclusion, but testifies that this remains a crucial issue 
for the Italian economy. 

Our forecasts, as presented in Tab. 2, take into account 
the negative impact of Brexit on Italian GDP growth, 
which is estimated at some 0.4pp over 2016-17. 
Export growth will be weakened, but not substantially 
compromised. Likewise, public finances will only be 
marginally affected, mainly through the higher interest 
rate paid to service the debt.  

Firm investment in a time of deleveraging   
Before the bursting of the subprime bubble the wide availability of bank loans provided a positive contribution to 
investment and global growth. At the same time, it increased firms’ financial liabilities, although there were limited 
concerns about corporate debt sustainability. The investment collapse during the Great Recession showed the 
fragility of those euro area economies more dependent on bank credit.  

Among the EU economies, Italy and Spain experienced the largest drop in investment by non-financial corporations 
during 2008 and 2009 (-19 per cent for Italy, -30 per cent for Spain; Fig. 3, solid lines). In Italy, after a short rebound 
in 2010-11 investment started declining again during the sovereign debt crisis, and at the end of 2014 was down by 
28 per cent on its pre-crisis level. In Spain, by contrast, corporate investment has rebounded strongly since 2012, 
recovering around 13pp (out of more than 30pp lost from 2007).       

On the financing side, firm leverage (calculated as the ratio of financial debt to the sum of the latter and equity) in 
the first years of the crisis showed different dynamics in Italy and Spain (Fig. 3, dotted lines). In the former, leverage 
continued to grow (+10pp between 2007 and 2011). In the latter it surged in 2007 and then remained stable up to 

Figure 2 Average duty (%) for Italy/EU outside the free trade 
area
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Source:  Prometeia calculations based on FIPICE and Trademap data.

Table 3   Exports to the UK 
   (% of country’s GDP)

goods services

Austria 1.2 0.4

Belgium 6.4 1.1

Finland 1.4 0.4

France 1.4 0.8

Germany 2.5 0.5

Greece 0.5 1.5

Ireland 7.7 3.5

Italy 1.3 0.4

Luxemburg 1.1 3.9

Nedherlands 0.6 0.7

Portugal 1.6 1.4

Spain 1.6 1.5

UE 2.3 0.8

Source: IMF.
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2011. From 2012, both economies started a process of 
deleveraging, more intense in Spain, where leverage has 
now reached pre-crisis levels. The EBITDA (Earnings 
Before Interest, Taxes, Depreciation and Amortisation) 
to financial debt ratio is another indicator of firm 
indebtedness, but more related to short-term solvency 
than leverage. During the crisis this ratio worsened 
for Italian firms, while it improved for Spanish firms, 
especially from 2012 (Fig. 3, dashed lines). Since access 
to credit is strictly linked to corporate indebtedness, to 
what extent did firm indebtedness affect investment 
during the crisis? And will the recent improvement in 
solvency indicators bring a recovery in investment?    

Using balance sheet data for a panel of manufacturing 
firms (source: Orbis, Bureau Van Dijk) we estimated the 

effect of financial indebtedness on the investment decisions of Italian and Spanish firms.1 First we distinguished 
between long-run (leverage) and short-run “solvency indicators” (EBITDA to financial debt ratio and interest burdens 
to EBITDA ratio). Then we plugged these indicators into a dynamic equation for investment (error correction model). 
Our results show that an increase in financial debt affects investment positively through the leverage channel, and 
negatively through short-term solvency indicators. In other words, an increase in financial debt can contribute to an 
investment recovery, but only if it does not compromise firms’ ability to service debt in the short run.      

Although an increase in firm sales remains the prerequisite to stimulate investment, the most recent signs of 
improvement in corporate cash flows and interest burden, together with the easing in access to credit, are helping 
to create a more favourable scenario for investment uptake.

1 See “The effect of debt overhang on the investment decisions of Italian and Spanish firms” (preliminary version among the pa-
pers presented at the 2016 Euroframe Conference).
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Figure 3 Non-financial corporations: investment 
(2007=100, volumes) and indebtedness indicators 
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