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Italy: Public debt sustainability seems feasible 
 

• Italy has come to the bond markets’ spotlight due to high level of debt combined 

with weak growth prospects.  

 

• Successful execution of the fiscal consolidation program is required to lower 

borrowing costs and put debt dynamics on a sustainable path.  

 

• Successful implementation of structural reforms would boost the country’s long 

term potential economic output and allow public debt to decline faster. 

 

• On the positive side, healthy private sector balance sheets imply that there is 

potential to fund the public sector.  

 

• Italian banks are vulnerable to sovereign risk due high exposure to government 

bonds.  However, the banking sector fundamentals remain solid.  

 

Growth prospects of the Italian economy remain 

downbeat. Both industrial production and 

construction activity (Figure 2) has failed to 

recover, remaining at levels well below those 

recorded before the financial crisis. In addition, 

the rebound in exports has been rather muted 

so far, contributing to pressures on the debt to 

GDP ratio. The Bank of Italy predicts that the 

economy will grow by 1% and 1.1% in 2011 and 

2012, slightly below the government forecasts at 

1.1% and 1.3% respectively. 

Figure 2 
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Public debt excesses and anemic recovery 

have put Italy on the spotlight  

Italy has recently been suffering from contagion 

due to the Greek sovereign debt tensions. 

Bondholders are worried about the country’s 

debt sustainability as general government debt 

has soared to about 120% of GDP, the second 

largest in the euro area, after Greek debt. In 

addition, a sharp decline of economic activity 

during the financial crisis (1.3% in 2008 and 

5.2% in 2009) was followed by a weak recovery 

(Figure 1), fueling concerns about the country’s 

ability to bring its public finances back in order. 

Figure 1 
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Italy reduced its debt to GDP ratio and the public budget deficit 

during the years before the introduction of the euro. However, 

public debt remained at elevated levels and began expanding 

again during the financial crisis, climbing to 119% in 2010 from 

103.6% in 2007. Italian debt standing at about €1.9tn is the 

largest in the euro zone and way larger than the rescue capacity 

of the EFSF. Such a high level of debt renders the economy 

vulnerable to bond market stress. Debt servicing interest 

expenses place a heavy burden on the economy, as they account 

for almost all of the budget deficit increase (Figure 3). Interest 

payments of the general government as percent of GDP are 

among the highest in Europe standing at 4.4 in 2010 (compared 

to 2.7% in EU-27 and to 5.3% in Greece in 2009, when the Greek 

crisis erupted). 

Figure 3 
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A structural weakness of the Italian economy that has caused it to 

underperform is low productivity (Figure 4). Whereas nominal 

unit labor costs (Figure 5) increased sharply since 2000, 

productivity declined, affecting adversely the competitiveness of 

Italian exports. Productivity declined even further since the onset 

of the financial crisis, while unit labor costs have increased 

sharply. Loss of competitiveness is reflected on the widening 

current account deficit, mainly due to a deterioration in the good 

and services balance. Wider current account deficits call for wider 

external financing at a time of increasing borrowing costs. 

Figure 4 
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In light of the aforementioned weaknesses, Standard & Poor’s 

downgraded their outlook for the Italian economy to negative in 

May. Moody’s has also revised its outlook to negative in June. 

While agreement on a second Greek bail-out package is expected 

to tame bondholders’ concerns, tensions on Italian debt may 

linger as no permanent solution to the sovereign debt crisis is in 

place, yet. In addition, the Italian government is facing a wall of 

debt redemptions in the third quarter (Figure 6) which is likely to 

exert pressures on spreads as it will test markets appetite for 

Italian debt. In our view, upsizing of the EFSF along with 

enhancing its flexibility to intervene on a precautionary basis 

would increase its anti-contagion firing power, assisting Italy to 

face tensions in its borrowing costs.  

 

Figure 6 
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Austerity is indispensable to keep debt on a sustainable path. 

In view of mounting pressures on public borrowing costs, Italian 

policymakers responded very fast (within one week while the 

maximum response time was 60 days) by passing additional 

measures of austerity worth about €48bn in an attempt to 

eliminate the budget deficit by 2014. Such a rapid response 

signals Italy’s decisiveness to tackle market concerns. The 

government plans for debt reduction in the next three years 

broadly follow the 1/20 rule. On the negative side, the package is 

back-loaded, as more than €40bn of the additional measures is 

planned for 2013 and 2014.  

Our debt sustainability analysis (Figure 7) shows that under our 

baseline scenario in which borrowing costs remain at the current 

levels, the debt as percent of GDP stabilizes at the current level 

(119%). In this scenario, we have assumed real GDP growth at 

1.2% per annum, which is the average growth between 1995 and 

2007 (with the exception of 2000, which is an outlier). We have 

also assumed that the government succeeds in achieving primary 

surpluses of 2.5% each year, which is the 2000-2008 average 

value. In a more optimistic scenario, the borrowing cost falls to 

4.5%, which is the 2000-2008 average value, the economy grows 

at 1.2%, while primary surpluses are sustained at 3%. In our 

pessimistic scenario, bondholders’ concerns intensify, leading to 

nominal borrowing costs at about 6%, 50bps higher than the 

recently observed interest rates on 10 year government bonds. 

We assume that the economy grows by an anemic 1% per year, 

while primary surpluses are 2%. We find that the debt rises to 

136% by 2020. In all cases we take headline inflation equal to 2%, 

the ECB’s target. One should keep in mind that these results are 

heavily dependent on the assumption made, thus they should be 

treated with caution.  

Overall, our assessment is that debt sustainability seems feasible. 

Given the weak growth prospects, markets will most likely 

continue testing Italy, which needs to adhere strictly to its 

austerity plan in order to tame bondholders’ fears, achieve 

primary surpluses and sustain pressures on debt servicing interest 

rates. Despite past reforms, Italy remains a rapidly aging, heavily 

regulated economy, burdened with low productivity, red tape 

and corruption. Pension spending is the highest in Europe, (at 

about 15% of 2008 GDP), while Italy has the second smallest old-

age support ratio after Japan among the OECD countries. Italian 

policy makers should move fast with structural reforms, such as 

liberalization of labor and product markets, privatizations and 

higher expenses on R&D, in order to increase long term potential 

growth that would allow the country to grow faster out of its debt 

woes.  

Solid private and banking sector fundamentals 

Healthy financial stance of the households (Figure 8) is one of the 

strengths of the Italian economy. Financial assets as percent of 

GDP held by households are high, implying that households have 

a large ability to finance public debt. In addition, the leverage of 

the household sector is among the lowest in the euro area, 

suggesting that households could partially accommodate 

austerity measures. Debt of non-financial corporations does not 

generate any concerns either, as it stands at a manageable 77.3% 

of GDP (2009 data). 

Figure 7 
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Italian banks are prone to sovereign debt jitters as they hold 

about 30% of government bonds. However, the banking sector 

has weathered well the financial crisis. Rich households in terms 

of financial assets and the lack of excesses in the real estate sector 

are beneficial for banks’ portfolios. Total loans to total deposits 

ratio stands at 114%, providing evidence that the banking sector 

is largely self-funded. Bad loans (loans of which the collection is 

considered highly questionable and improbable) to the private 

sector have been rising (Figure 9), but at reasonable levels (the 

jump in early 2011 is due to a series break and it does not 

represent a sharp increase in non performing loans). Five Italian 

banks took part in the European stress tests, representing more 
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than 60% of the whole national banking system assets. They all 

passed the stress scenario, with the post-stress Core tier 1 ratio 

weighted average for the five intermediaries at 7.3%.  

Figure 9 
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