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EXITO $24,640 $5,765.2 m 16.03
ISA $11,600 $6,706.1m 19.22
AGENDA
Monday 21 November; DANE realeses the report of licences for constructions MINEROS $5,390 $736.1m 16.02
EEB $1,200 $130.5m 22.48
Wenesday 30 November; DANE realeses the unemployment report for Octo- TABLEMAC $9,58 130,5m 22.48
ber. FABRICATO $74.5 $356.7m 21.41
Friday 2 December; DANE realeases the inflation report for November. ENKA $10 $61.4m 48.83
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The lItalian external debt until September of 2011 was nearly 1.841 tril-

lion of Euros, but one of the major economic problems in Italy according

to the International Monetary Fund IMF is its lack of productivity in the

industrial sector.

In this section we will discuss the major economic problems in Italy ex-

posed by the IMF in its selected issue of June 2011.

The last decade, Italy has suffered of low economic growth, weak pro-

ductivity, and declining competitiveness. The Total factor productivity

has declined and the labor cost increased. According to the IMF, this

declining has been attributed to a number of structural factors:

e Low level and poor attendance in tertiary education: only more than

10 percent of the working age population has a tertiary degree com-
pared with the OECD countries. According to the OECD PISA study,

even though high education expenditure per student is high, the aver-

age educational outcomes of typical 15-year old Italian student are

among the poorest in the euro zone.

e In many areas, Italy's regulatory policies left behind best practices in

Europe, and the private sector must deal with the inefficiencies in

public administration.
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Graph 1: Italian external debt quaterly in trillions of euros REUTERS B
since January 2003. Source Thomson Reuters EIKON ' |

« A predominance of small and medium-sized enterprises, which are unable to exploit economies of scales. Those enterprises grow

until certain point, where family and close personal connec-
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ture has limited the use of non-bank SME financing as a re-
sult, the stock market is not well developed as in other euro
zone countries.

e The tax burden is one of the largest in OECD countries.
e Research and development in Italian universities or re-
search institutions are underdeveloped compared with OECD
countries.

« Weak judicial system, lawyers tend to encourage longer
trials: lawyers are paid for each judicial act, so they tend to
multiply the number of acts they perform.

« ltaly is characterized by large regional disparities espe-
cially in the North and the lagging South. Per capita GDP in
the South is almost half of that in the North, reflecting lower

productivity and, more important, substantially lower employ-

Graph 2: Italian production index annually since 1990. 2005= 100
Source Thomson Reuters EIKON

REUTERS 9

ment. ltaly's coefficient of variation for the regional long-term

unemployment rate is the highest among OECD countries:

REGIONS Unemployment PIB PER CAPI- |POBLACION
Rate TA (millones)
(percentage)

NORTE 5,3 23,831 27,4

SUR 12,6 13,838 14,1

CENTRO 7,2 22,440 11,8

Chart 1:

Regional Comparision by Selected Indicators, 2009
Sources: Istat, Haver, and IMF staff calculations.

Sources: International Monetary Fund, Selected Issues June 20 2011; Economic Bulletin Banca D" Italia; Thomson Reuters Eikon.

REUTERS )
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Another issues mentioned by the IMF are:
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« The high level of product market regulation hinders productivity growth and incentives for innovation. Compared to the other euro

area countries (including France, Germany Netherlands, and Spain ) improvements were achieved, but Italy is still more heavily

regulated than other countries in Europe.

« The level of public ownership is high, especially at the local level, regulatory barrier to competition, administrative burdens to start-

ups, and constraining regulations for professional services.

INTERNAL CONSUMPTION
Quarterly QaITGPC 3/31/1991 - 9/30/2011 (UTC)
I\E/La’:.e The Internal Consumption Expenditure of household fell severely
5 during 2008 and 2009. During 2011 grew at a modest pace
mostly due to the incentives and policies taken by the European
B Central Bank, like decreases in the ECB rate and purchases in
1 the secondary bond market. But this indicator is restrained by
U ‘ 0  the weakness of households's gross disposable income, which
..y according to data released by Istat grew by only 0.2 per cent in
- real terms in the first half of 2011. Another affecting issue is the
. negative outlook for the unemployment rate and the uncertainty
1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 o " the economic situation.
1990 2000 |2010
Gra.ph 3 Internal consumption quaterly as a percentage same HEUTERE a
period since 1993. Source Thomson Reuters EIKON
Quarterly QaITEXP 3/31/1991 - 6/30/2011 (UTC)
FOREIGN DEMAND AND BALANCE OF PAYMENTS  Frice
According to the Banca D' ltalia Economic Bulletin October 2011,
the expansion of exports was due largely to trade with EU coun- -80B
tries, in particular France and Germany, while sales to markets out- _70B
side the EU grew only by 0.3 per cent in the third quarter of the M
year. Accordint to the IMF selected issue, Italy doesn’t have prod- B
ucts with value added and its market share in world trade has de- -50B
cline significantly more than the euro-zone countries. During the .
second quarter of 2011 Italian exports of goods and services ex-
panded only by 0.9 per cent in volume terms and the sector that e
contributed most to volume export was engineering products, 1992 1994 19;%96 1998 2000 2002 20'0;00(2)0'06 2008 2010 ¢

which accounted for nearly half of the overall growth. Lesser contri-

butions came from basic metals and transport equipment.

Sources: International Monetary Fund, Selected Issues June 20 2011; Economic Bulletin Banca D" Italia; Thomson Reuters Eikon.

Graph 3: Total exports in euros quarterly since January 1992 until September

o REUTERS

Source: Thomson Reuters EIKON
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While the imports of goods and services decreased by 2.3 per cent in volume terms. This decrease involved only imports from outside

the European Union except for the imports from China. The increase was more pronounced for the goods component (2.5 per cent )

especially in the electronic products.

According to Banca D'ltalia, the deficit on current account increased to €35.5 billions in the first seven months of the year compared

with €29.6 billions in the same period of 2010 except for the energy products. The foreign direct investment grows during the first seven

months of the year to €27.1 billions, compared with €4.3 billions during the same period of 2010. ltalian residents reduced their pur-

chases of foreign equity from €31.7 billions in 2010 to €15.4 billion in 2011. While non-residents reduced their purchase of Italian secu-

rities, especially government securities, in fact there was a net inflow of €14.1 billion from January through July in 2011.

Quarterly QaITIMP 6/30/1991 - 9/30/2013 (UTC)
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Graph 4: Total imports in euros quarterly since January 1992 HEUTERE B
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Graph 5: Gross Domestic Product as a percentage change HEUTERE a

quarterly since January 1992 until September 2011.

Source: Thomson Reuters EIKON
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Current Account -30.1
Goods 0.8
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(2) Based on Istat foreign data.

Source Economic Bulletin October 2011
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Quarterly IT, Unemployment, Rate, SA, Tot 3/31/2004 - 11/30/2011 (UTC)
THE EMPLOYMENT MARKET
The employment rate has declined from 9.1 in March of 2010 to 7.6 -9.2
in September 2011. In its October Economic Bulletin the central 8.8
bank of Italy explained that the major contraction was in the con-
struction sector, a loss of 56,000 jobs, while the services sector "84
added 133,000 jobs. But the negative environment in the EU -8
economies is affecting the expectations of the industries. According 6
to the business surveys conducted in September by Istat and the
Central Bank of Italy, companies expect a large decrease in staffing 7.2
levels over the next few months, therefore firms continue to opt for -6.8
flexible contract forms. But they increased their demand for skilled
-6.4
staff and decreased demand for manual workers.
According with the IMF there are large regional disparities in terms 3004 2005 2006 2007 2008 2009 2010 2011 ) ®
of labor market performance. lItaly's coefficient of variation for the 2000 | 2010
regional employment rate is the highest in the E.U. The Gini index .
) L Graph 6: Unemployment rate quarterly since January 2004 HEUTERE :EB
for regional labor participation in Italy shows one of the largest re-
Source: Thomson Reuters EIKON
gional disparities among OECD countries. This is mainly by differ-

ences across region in educational attainment and the student’s

performance varies among regions.

The south region employment is concentrated in public administration, education, construction, and agriculture and in the Center North,
in manufacturing and financial services.

Finally, a rising share of workers faces high employment risk but little income insurance.

BANKS AND FINANCIAL MARKETS

In accordance with the IMF, Italian bank’s liquidity remained adequate during 2007 and 2008 crisis, herby they used limited government
support.

Although according to the IMF ltaly selected issue, Italian banks CDS spreads have moved closely with Italy’s sovereign CDS and bond
spreads since the beginning of the global financial crisis.

The correlation between banks™ CDS and sovereign spreads movements could be due to different reasons. The IMF explains three of
them: first, following the start of the economic crisis (that is when almost all the financial prices and quotations get a sequential col-
lapse )1 many institutions from the financial sector became weak and many governments committed large public resources to support
and guarantee those financial institutions. This could be one of the reasons why the investors’ appreciation of the market changed
negatively and massively in the EU sovereign debt driving spreads with German bunds.

Second, the shocks to sovereign bond yields and spreads could have an impact on bank’s risk profile through different channels. When
the rating agencies downgrade the risk of one country sovereign debt its government bond prices decreases cutting down its value in
the bank’s trading book, and even in the banking book if the bank needs to sell part of the papers before maturity to obtain liquidity.

Even, the cost of funding in the market rises when the government bond price decreases.

. 1 Monroy Julian Colombian Stock Market bubble (2007): risk management and behavioral finance.
Fuente: Reuters EIKON REUTERS
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A third possible explanation is that risk repricing may Daily QITGVSYUSAC=R, QBCINSYEUAM=R 12/14/2007 - 11/8/2011 (GMT)
have contributed to the widening of both bank's and PErLC: Line, QITGVSYUSAC=R, 8/10/2012, 438.730, +6.545, (+1.49%), Line, QBCINSYEUAM=R 48 Sglge
sovereign risk premium differentials at the same time, in 400 - ~500

a sign of discrimination among different classes of de- 350
fault risk. S - 400
According to the Bank of Italy, fund - raising by Italian ) ~350
banks, excluding domestic interbank deposits and liabili- 250 - -300
ties towards the Eurosystem and central counterparties, 500 -250
grew by 0.6 percent over the twelve months ending in -200
August. Bond issues, excluding those on the interbank L 150
market, recorded twelve — month growth of 4.2 per cent 100 - Lo

in August, in July and August issues on the wholesale 50 -
markets dried up almost completely. As a consequence GL G2 O3 O4 OL Q2 Q3 04 Ol Q2 O3 O4 QL 02 03 O4 ®
of the difficulties encountered in raising funds on the | 2008 | 2009 | 2010 | 201

wholesale markets, Italian banks™ recourse to Eurosys- |Graph7:

tem refinancing increased to about €89 billion at the end I Five years Credit Default Swap on Italian sovereign debt.

of August, from €34 billion at the end of May. | Five years Credit Default Swap on Intensa San Paolo Bank.

The changed monetary conditions and the recent tensions on the sovereign debt market have pushed up the cost of bank’s funds. Get-

ting into the details, a negative consequence of this rise cost of funding is reflected in the worsening conditions which banks supply

credit to the public. In ltaly, according with the Central Bank of Italy, excluding repos and bad debts, the growth of lending to the entire
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Graph 8: Italian Stock Exchange Index daily since January 2007. REUTERS :ga

Source: Thomson Reuters EIKON

and Fitch Ratings ) downgraded Italy’s debt, with a negative outlook.

economy slowed, reflecting the decline in the growth of
lending by the five largest banking groups.

As well the increase in the cost of funding has begun to
push up lending rates. If the yields on government secu-
rities remain at their present levels, there is the risk that

a further increase in the cost of bank loans will follow.

In the government bond market, from 8 August, the
European Central Bank’s purchases under the Securi-
ties Market Programme helped to bring the yield of the
Italian Government bonds BTP to around five per cent
and greatly improved the liquidity of their markets, as in-
dicated by the pronounced narrowing of the bid/ask
spread. But at the beginning of September the yield on
ten-year BTP rose back to around 5.5. Between mid-
September and the first ten days in October the three

leading rating agencies (Standard and Poor’s Moody's

The ltalian stock market was also affected by the downgrade and the negative outlook given by the rating agencies. The general fell 19

percent in July. The banking sector was strongly affected as well as the automotive and commodity sectors.

Sources: International Monetary Fund, Selected Issues June 20 2011; Economic Bulletin Banca D" Italia; Thomson Reuters Eikon.



