The Crisis in Public Finance in Italy

1. Introduction

At the beginning of the ’seventies, the state of public finance
in Ttaly were already causing considerable concern. The two white
papers presented by the Minister of the Treasury to Patliament in
January 1971 and May 1973 showed that the size of public expend-
iture, its breakdown and the deficit were not consistent with the
objectives of a non-inflationary growth of the economy.

The need to attenuate the effects of the crisis following the
increase in oil prices made it vital to regulate public finance. How-
ever, the constraints imposed by the IME — and later confirmed by
the EEC — on the Treasury deficit revealed large gaps in informa-
tion as well as a lack of effective powers of control by the financial
authorities on the several agencies of the sector and the limited size
of the aggregate under consideration.

Despite the increase in the ratio of tax revenue alone to GDP
from 16.7 per cent in 1973 to 20.1 per cent in 1975 — partly made
possible by the only partial correction in 1975 of fiscal drag due to
inflation — tax receipts in recent years have covered only transfers
by the state. The deficit has thus continued to rise, becoming even
gteater, to the extent that the “hidden deficits” are gradually being
recognized and the need to regulate them realized.

The deterioration will be obvious looking at the evolution of
the General Government’s accounts, which however do not exhaust
the public sector and exclude operations of a financial nature (see
Table 1).

If we look at the enlarged public sector, as defined in section 2,
which includes about a quarter of the whole of employed employees,
the real extent of the crisis in public finance becomes even more
clear. The ratio of the deficit to GDP thus rises to 13 per cent in
1976, to 12 per cent in 1977 and to 16 per cent in 1978.
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TaBLE 1
1973 \ 1974 \ 1975 1976 1977
(in thousand billions of lite) (2)
Total expenditure . . . 33~ 40.6 56.6 67~ 83.-
(40-) | (40.-) | (49.2) | (466) (48.-)
Total receipts . . . « - 2717 34.6 399 52.8 639 .
{33.6) (34.1) (34.7) {36.7} (38.1)
Net indebtedness . . . - 52 6— 16,6 14.1 17~
(6.4) (5.9) (14.3) {9.9) (9.9}
Current receipts/current €x-
penditures . e 0.92 0.94 082 0.88 0.89

() The ratio to GDT' is shown in brackets.

In the following pages, we examine the sitaation of the main
components of the public sector, with special reference to the causes
which have determined it. :

2. The Public Sector in ltaly

In recent yeats, the state budget has absorbed a constantly
declining proportion of total public expenditure, —Direct activity,
moreover, by now forms barely two fifths of total expenditure.

An aggregate to which particular importance has been attached
is the “Treasury”, the financial balance of which is reflected, through
recoutse to credit from the Central Bank, in the creation of the mone-
tary base. In addition to the state budget, this aggregate comprises
other operations which include the accounts kept with the Treasuty
by the Post Office Savings and Loan Tund (Cassa Depositi e Pre-
stiti), the autonomous agencies, the Regions, the Fund for the South
(Cassa per il Mezzogiorno} and the National Provident Fund (INPS).

1 we add to the data of the state budget those of other bodies
such as the Post Office Savings and Loan Fund, the Fund for the
South, the Central Seatistical Office (ISTAT), the National Research
Council (CNR) and so on, we obtain the position of what is called
the Central Government. If we add in the budgets of the local
authorities (regions, provinces, town councils, chambers of com-
merce, univetsities, etc.) and social secarity and welfare agencies,
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* The form of the sch i
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we have the General Government account. The functions of this
latter aggregate are essentially the production of non-tradable set-
vices and the redistribution of income and wealth.

Until a few years ago, the General Government constituted the
widest term of reference for public finance in Italy. Considerable
progress towards a more complete understanding of the financial
phenomenon has been realized by moving on, to the traditional public
sector, including the autonomous agencies and later by defining
“the enlarged public sector” extended to the hospitals, the muni-
cipal enterprises, the harbour authorities and the electricity board

(ENEL).

3. The Accounts of the State Budget

From 1965 to 1977, state expenditure in Ttaly increased from
7.8 to 56.3 billion lire, that is, from 21.3 to 32.5 per cent of GDP
at market prices. The increase in expenditure was coupled with a
substantial shift in its structure which has led to the state budget
being defined as a * transfer budget”. 'The state’s direct activity, in
the form of public consumption and investment, has fallen from
45 per cent of total expenditure to 28.3 per cent, while redistribu-
tive activities (such as interest and transfers) and financial operations
have increased.

This transformation has made the budget figures less and less
suited as a means of assessing the contribution of the state’s activity
to the formation of the domestic product. Tt has thus become neces-
sary to supplement the data of the state budget with those of the
beneficiaries of its fund transfets.

From the point of view of economic policy, this should have
led to a closer coordination of the activities by the various agencies
of expenditure in order to ensure that they wete consistent with
the mactoeconomic objectives.

The changes in the breakdown of expenditure (sec Table 2)
show that its rapid increase was determined by the enormous expan-
sion in indirect activity. Between 1965 and 1971, expenditure had
grown by barely 3.6 percentage points in terms of GDP; in the six
subsequent years, the increase was more +than double (7.6 points).

1 This year is significant for Ttaly, both statistically and econommically. It
marks the return of the state budget to the calendar year and the end of the longest
postwar economic cycle during which the “economic miracle * took place.
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BREAKDOWN OF STATE EXPENDITURE Tamin 2

(as per cent)

1965 1568 1971 1974 1977
Public consumption
é‘nvestments e 4;; 3§é 3;9 gy o
e . K 2 2.0 1
S f
E‘)u:mqal Operations . . . 4.6 423 4;;; g e
ol Operat . . . 5.7

e 36 4.9 4.5 22 Sz
Total 100.0 100.0 100.0 100.0 100.0
Expenditure/GDP |

o 213 228 249 ;
. 234 325

O . * - Vl
1977 vIeIL; thomts_m th1:? increase were in the years from 1975 to
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ince i y t e former and 19, i ) an
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TasLE 3

Hund for regional
Commen fund development programmes

(in billlons of lire)

1972 363 20
2113;2' 487 E33837»
1976 915 ]

1977 1,132 737

st completely eliminated
d concentrated them
ressed, the state
(sec Table 4}’

ution of

The income tax reform in 1973-74 almo
the local authorities’ powers to imposc taxes an
in the hands of the state, To rsi:glace the taxes supp
had to allocate to local authotities other resour§e§ oo
A “derivative” system of finance was thus created 1n s

a self-contained one.

TaBLE 4
Su.bstitute amounts (@) ol
Direct taxes Indirect taxes
(in killions of lire)
1973 — 1,035 ;lg’ggg
L 1,456 )
o 2(2); 1,703 2,505
e 820 2,030 2,920
]i(;;g . 1,010 2,187 3,197

riati t the time lags in
(2} Tn addition to the percentage increases, the annual variations also reflec

the payments,

The items representing financial intermediat
include — from 1973 — the advances to cover t

autonomous agencies — such as t

3 The transfers have been adjuste
ptrovinces in 1972 (for indirect taxation)
percentage increase,

ion by the state
he deficits of the
he Railways and the General Post

Y qies 4
collected from mun1c1_pa11t1es an
dantc? fg%s (for ditect taxation) with a yearly
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Office — which had previously been effected by the agencies them-
selves through rccoutse to the market.* These advances have risen
from 1,062 billions of lire in 1973 to 1,542 billions in 1977,

The state has also intervened in the financing of the “social
fund * of the National Provident Fund — INPS — (which is respon-
sible for a very modest part of each pension and of the “social
— le. non-contributoty — pensions” paid from 1969 to those over
65 who have no other income) and of the pension systems of self-
employed workers. From 1975, too, it has borne the burden of
funding the debts of the health insurance institutions towards hospi-
tals. During the period 1975-77, these interventions amounted to
just under 10 thousand billion lire, or 2,3 per cent of the GDP at
the time, '

From 1975, too, the budget has taken over the appropriation
needed for the National Hospital Fund, which was supposed to be
basically financed from an increase in the social charges paid into the
budget,

In 1977, the approval of the first stage of the programme for
putting the finances of the local authorities on a sounder basis led
to the funding of the short term debis to the banks. The needs for
1977 (about 2,800 billion lire) were covered by the Postal Savings
and Loan Fund. From 1978, the needs (about 6,800 billion lire for
the year) were included in the state budget.

One item of the budget which has undergone an exceptional
increase is that of interest payments. Between 1974 and 1977, this
expenditure almost tripled, rising to about 6,000 billion lire.’ This
increase was due to the sharp expansion in the annual deficits which
in barely four years led to the doubling of the indebtedness (almost
80,000 billion lire) and to the rise in interest rates, sustained by the
high rate of inflation. The cost of financing has also been affected
by the change in the composition of the forms of cover, with a clear
switch towards short-term financing, especially Treasury bonds. In
particular, the average rate for total indebtedness rose from 5 per cent
to 8 per cent between 1975 and 1977, with a cost for the new debt
which was over 16 per cent in 1976,

4 Even before this, the cover was ensured by the state subsidies in the form
of outright grants,
7 Taking account of intetest on Treasury honds advanced by the Treasury

operations outside the budget and of the repayment by the Bank of Italy on secu-
rities subscribed,
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wage movements. A more remote cause of this explosion — which
has probably still not exhausted its effects - goes back to 2 quarter
of a century ago when the National Provident Fund’s coverage was
extended to all employed wotkers, The social security charges have
thus increased both because of the large number of those drawing
pensions and of the higher average amount received in wages. In
1976, the number of beneficiaries was just under 15.5 million, more
than six million mote than in 1965. In the same period, the average
anhual amount received in pensions was more than tripled, rising to
1.1 million lire, especially because of the switch from the contribu-
tory basis to that based on carnings (1968), and of the indexing of
pensions to prices (1969) and wages (1975), With the earnings basis
in particular, the pension was calculated as a percentage — which
from 1976 is 2 points for every year of seniority — of the average
carnings at their highest three years rate in the last ten years. This
new formula, which has operated in favour of those who in their
last working years have had sharp rises in wages, has replaced the
previous basis of the whole of the working life as reflected in the
amounts of the contributions paid.

Two distorting factors which have had an impact on social sec-
urity expenditure are the anomalous numbers of invalidity pensions
and the spread of the practice of drawing several pensions. The
former phenomenon will be seen from the breakdown of pensions.
At the beginning of 1977, disability pensions formed the main com-
ponent (42.5 per cent) of pensions paid by category of pension,
followed by old age pensions (40.5 per cent) and by reversible pen-
sions {17 per cent).??

For lack of a general pension registry, the phenomenon of
adding various pensions has been brought out by the marked excess
in the number of pensions granted both over the number of actual
pensioners and of the potential number of pensionets as calculated

9 At present, thete are three different relationships between pension contribu-
tions and the amounts drawn. There is first the “capitalization system” then that of
“distribution™ and lastly that based on “performance”, Under the first system, which
up to 1963 was the main one and is now confined to local authorities, contributions
are invested to finance future payments to beneficiaties. With the second ZybIent,
which is now the most common one, the contributions received are used immediately
to-meet demands, With the third system, which is applied to civil servants, the
Treasury, instead of putting aside the proportion of the contributions chargeable
to 1t pays the pensions directly.

However it should be remembered that those pensions too, which, when

the old age limits arc reached, rezlly become “age pensions ”, continue to be classed
as disability pensions.
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per cent, with an elasticity of 1.57. The number of heneficiaries in
this sector — which constitutes a veritable transfer ig kind to fami-
lies, that is, a type of collective consumption in the terminology of
national accountants —— has constantly increased, and now affects
neatly 99 per cent of the population, as compared with barely 50 per
cent twenty five years ago.

A structural cause of the growth of health costs relative to other
forms of expenditure and to GDP is the low increase in productivity
in the sector which is charactetized by high Iabour intensity, From
the institutional point of view, the line of division between centres
which provide the services and those which finance them deserves
to be stressed. _

Under the heading of health expenditure, one of the items
which has shown the sharpest increase is that of hospital costs which
have been influehced in the main by the frequency and average duta-
tion of hospitalization and the average remuneration of the per-
sonnel. In 1977, expenditure on hospitals rose to the point at which
they represented about half of the total expenditute on health as
compared with 30 per cent in 1952,

The root cause of this marked expansion may- be found in the
“ hospital reform” of 1968, By allowing the hospital boards to fix
the amount of the daily hospitalization charges in terms of the costs
botne, the reform practically abolished any constraint on expenditure,
and deprived the national health institutions of any possibility of
controlling the expenditure by influencing its formation. In addi-
tion, the introduction of a minimum ratio of the number of staff to
the beds available had the effect of expanding the administrative
personnel, thus leading to an increase in the staff costs per day of
hospitalization.

In 1974 a new measure was adopted which was intended to
improve the hospitals’ financial situation by the wiping out (referred
to above) of the debts of the national healih institutions. In addi-
tion, a National Hospital Fund was set up, to be shared among the
Regions for the financing of hospital expenditure.? From 1975 to
1977, the Fund received 8,500 billion lire, which, however, was not

i2 The arrangements for its distribution amon
have taken account of the real needs of each of thes
of the total costs baorne by the state.
half of the Regions received resources
200 hillion lire. To the extent that
deposited with: the ba

g the Regions do not appear to
e, and this led to an aggravation
According to an analysis cartied out for 1975,
in excess of their needs to the extent of over
the sums obtained from this amount were
nks, the financial requirements of the state were increased.
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enough to cover the real needs and led to a “hidden debt” of over
3,000 billion Iire.

Along with the expenditure on hospitals, there was an increase
in expenditure on medicines, partly as a result of the rise in the
average number of per capita prescriptions which has become one
of the highest in Furope.

The proportion of GDP absotbed by public expenditure on
health services is more than one point higher than the average of
industrialized countries. To ascertain the reasons at the root of the
differences between the various countries, OECD has isolated the
main explicative variables * for the three majot areas of expenditure
_— hospital care, medical services and medical supplies.* In 1974
— the last year coveted by the survey — these three ateas of expend-
iture accounted for 93.8 of health costs in Ttaly, compared with
an average of 83.3 per cent for QECD.V

The finding was that:

pHE THE  PHE U C N

—_——

GDP U  THE C N GDP

that is, the public expenditure on health as a proportion of GDP is
determined by the product of the cost of any service (THE/U) for
the public share of total health expenditure (PHE/THE), for the
number of pet capita services (U/C) for the share of insurance cover
of the population (C/N) and for the reciprocal of per capita income
(N/GDP).

TFrom a comparison (see Table 5) of the values of the explicative
variables reconstructed for Italy and the average ones for the OECD
countries — shown in brackets — certain general considerations
emerge, In Italy, insurance cover is wider; therapeutic services pet
capita are double the OECD average; the public share of health
expenditure is much higher, especially as regards non-hospital ex-
penditure, and the cost of any service in relation to per capita income
is much higher, The breakdown of the expenditure, moteover, gives

13 The age distribution of the population which undoubtedly influences the
total expenditure is not explicitly considered, but is reflected in the value of the
variables specified.

14 QF.CD., Public Bxpenditure on Health, 1977. i

15 The balance is mainly formed of expenditure on research and on administrat-

ive costs.

2l
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TABLE 5
Hospital Medi
cate serv?(céga(la) suﬁfﬁi‘;ﬂ(] b)
Cost ratio () , . . . , 1.21 0.29 0.61
) | (0.94) (0.27) (0.09)
ransfer ratio ., . . . 0.95 090 0.90
o (0.88) (0.73) (0.67)
se ratio . . , . . . 23 49 1715
o (3.07) (5.1) (8.59)
Eligibility ratio , . . . 0.986 0.986 0.986
(0.921) (0.91) (0.98)
Percentage of total , . 50.8 24.8 18.2
(54.4) (229) (11-)
Shate on GDP . . ., . 2.62 1.28 0,93
(2.33) (0:92) (0.54)

{ag Ambulatory services,

b) Pharmaceutical products and therapeutic appliances.

(¢} Ratio of cost of any service to per capita income,

an abnormally high ratio for the th i
| ) erapeutic costs, whi
tion of hospital costs is relatively low. » while the propor

6. The Public Enterprises

' The system of public enterptises {autonomous agencies, muni
ipal concetns, the Electricity Board) has in recent years und pone
a gradual financial deterioration, running up a deﬁé?t which conati
tutes roughly a fifth of the total deficit of the enlarged public :011:'31'
In general, it can be affirmed that this situation has been caus:({i: CIJ)I‘-
En agymmgtry in the re.lation of charges policy costs. While therz
as been a continuous rise in administrative costs, the proportion of

receipts from the sale of goods and services produced has fallen i
relation to that part stemming from transfers of resour ben lin
state and by the local authorities. e
o i(S)ft }tlEe Ra;;onomzus ag;'encies, th.e one in the most difficult posi-
on s b'Wa'YS' '\X.hthc')ut going into the question of the re-
utive objectives which it planned to achieve, the freezing of

16 i
Of the other autonomous agencies only the General Post Office has shown

a structural defici i i
oy eficit because of the setvices provided and the policy followed as tegards
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the charges for over ten years (from 1963 to 1974) — while the
Jevel of prices had almost doubled -— formed one of 'fh_e reaso}tllls
which led to the worsening of the Railways’ ﬁn_anc:l.al position. 1'}' is
factor has thus been added to marked productive inefficiencies, a%-
though due to factors of a social nature — and to 1E}he een competi-
tio from the growth of traffic on the motorways.

Between 1965 and 1974, the railway deficit rose from 150
billion lite to 750 billion despite the reimbursement by thf: state of
the sums foregone by losses in receipts due to thg apphca}noi.l of
reduced rates to certain categoties of users and the normahzatmp
of the accounts determined by FEC which landed the Treasury with
the. costs normally borne by the other transport firms '(for examp.le,
the expenditure for pensions in excess of funds put aside). The in-
creases in rates in 1976 and 1977 did not keep down the deﬁc.11t
which had gone up to 1,200 billion lire, with an increase of 150 bil-

ion over the previous year. . -

fon Similar fonsiderat?ons might provide an expla}natlon of the
causes of the deficits of the General Post Office, which were about
400 to 500 billion lite in the period from 1974 to 1977, ar{d of th::1
numetous municipalized enterprises, Separate treatment 1S call'e

for in the case of ENEL, the Electricity Board (which deals v,f?th
energy as a whole). This was set up in 1962, and forms the first
example of nationalization in Jtaly. .

When it was established, ENEL did not reccive an endowment
fund from the state, as it was felt that it was poss}ble to compensate
the nationalized enterprises (over 1,500 billion lire} 'from recelp;s,
partly in view of the fact that the rates were at that time among the

ighest in Burope. .
hlgheUp till 19'?4, despite increases in the cost of production, raie;s
were kept unchanged and even actually red.uced. In 1973, ENE E
budget got into the red, even if the insuﬁ%fc:lent budget amortizations
had also had some influence on the positive results of the previous

yealrs;I'he revision of rates in 1974, with an average incrfease of 65
per cent, was caused by the quadrupling of oil prices {0il and ;oal
generated energy accounted for about 60 per cent of total produc-

i i i bate 3 petr cent
17 Tust under a third of the whole railway netwqu carries a er ¢
of the tot{;\lisgogds and passenger traffic, with a cost ten times highet than the 1egfxptss.
18 Between 1950 and 1976, the shate of total transport carried by thg rail w:ﬁt
in Italy fell from 46.2 per cent to 9,7 per cent for passengers, and from 41.6 pet ¢
to 19.5 per cent for goods.
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tion). Income, however, did not even cover the variable running
costs, and the result was increasing indebtedness, While the average
cost per Kwh rose between 1964 and 1975 from 14.4 to 30.5 lire,
average rates went up only from 14.4 to 25 lire.

In addition to the expenditure of personnel, financial costs
showed the most rapid rise, The labour cost per person employed
went up between 1963 and 1976 by 260 per cent. In the same
period, the impact of financial costs almost tripled, partly because
of the huge indebtedness, which stemmed from the need to compen-

" sate the nationalized firms.

Since the gross outcome (net of financial charges, amottization
and taxes) has always been positive, ENEL’s losses have really been
due to financial charges. To obviate this basic flaw, as well as to
finance a substantial investment programme, it was decided to allo-
cate to ENEL over 5,000 billion lire as an endowment fund of which
3,000 billion were provided at the end of 1977 as part of the na-
tional enetgy plan. A fundamental principle introduced into the plan
was the annual revision of the rates to bring ENEL’s budget into
balance by 1981.

7. Local Authorities Finance

In Ttaly the local authorities sector is one of the most delicate
in the whole of public finance,  The extremely high number of deci-
sion-making centres for expenditure in this sector has constituted
a formidable obstacle to the conttol of its activity. The bodies
in deficit have gradually increased over time, rising from less than
800 (around 10 per cent) in 1951 to over 2,000 in 1961, 3,700 in
1970 and almost 5,000 in 1976.

From 1974 to 1977, the net indebtedness of local authorities
{including hospitals) rose from 1,100 to 6,200 billion lire, and total
indebtedness from 16,100 billion to about 30,000 billion.

There are various reasons for this deterioration, ranging from
the size, functions, and type of financing to inflation. Over three
quarters of the roughly 8,100 town and village councils have a
population of less than 5,000. This wide dispersion is reflected in
the impact of running costs. This undereconomic scale of the unit
has been rendered even more serious by the costs stemming from a
hazy division of spheres of responsibility between the various govern-
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ment levels (state, regions, provinces and municipalities) which has
led to costly duplications of activities without any compensating
increase in efficiency,

The introduction of the system of mortgages to balance the
deficits by the Postal Savings and Loan Fund and the substantial
supptession (by the tax reform) of the authority of the local author-
itics to levy taxes have destroyed the patural incentive to control
expenditure which flows from the difficulties (including the political
ones) of malsing the administered population pay higher taxes. There
has thus been installed a system of full price reimbursments, which
i1 the end has acted as a sort of Please effect” and has encouraged
the expansion of expenditure.

In mote general terms, we may recognize that even the gradual
switch — connected with a greater formal recognition of local auton-
omy — from specific and conditioned state contributions to genetic
and non-conditioned contributions has constituted a_reason for the
structural weakening of the financial equilibrium of the local author-
ities, 'The unconditioned contributions bave proved a powerful
disincentive, even before the tax reform, to the raising of taxes,
reducing, in almost equal measure, the fiscal effort.

The intense inflation in tecent yeats has helped to bring about
a further deterioration in the accounts of the local authorities. The
fixed percentages in the increase in state transfets to replace the
taxes suppressed have not been sufwient 7o meet the rate of in-
crease in prices. In addition, the high rates of interest have made
recourse to bank credit particularly onerous. This recourse to bor-
rowing has been greater than was needed because the failure to
approve the local budgets within the prescribed times delayed the
grant of the less onerous mortgages by the Postal Savings and Loan
Fund., The substantial absence of control over local finances has
also had the effect of accelerating the deterioration.

Another cause of the expansion of the local authoritics’ deficits,
even if it is only partially reflected in them,” was their patt in covet-
ing the deficits of the municipalized enterprises. In 1977, these
deficits rose to 1,100 billion lire, of which 95 per cent was imput-
able to urban transport bodies owing to the failure to raise fares
in order to meet curtent costs.

19 Half of the additional amounts granted does not appear in the net indebted-

ness of the local authorities since it is accounted for as loans.

)
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8. Conclusions

Among the causes of the crisis i
. e crisis in the Italian economy in
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actors which indicate that expenditure is continuing to increase

. The system is not yet running smoothly. Local finance is still sub-
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Taking account of the increase in fiscal burden in recent years, it is
fairly unlikely that such a petformance can still be repeated. Even
if we consider the effect of measures already approved, such as the
obligation to pay part of the cost of medicines (ticket), and of others,
such as the unified collection of social contributions, linked to an
increase in contributions for certain categories of persons insured
(such as self-employed wotkers), as well as the increases in public
fares, the share of the public deficit would still be too high.

The reform of the law governing state accounting approved
Jast August and the threeyear Plan were two important precon-
ditions for a “new deal” in the public finance in Italy. The recogni-
tion of the interdependence of financial phenomena, with the result-
ing need to present the whole of the relevant proposals to parlia-
mentary scrutiny is the most significant point in the reform of the
accounting system. The extension of the frame of reference on a
mmaltianmual basis (3 to 5 years) represents an indispensable condition
for conferring on parliamentary decisions regarding public finance a
more precisc awareness of the effects (and not only the immediate
ones) of the measures passed. The decision to add a cash budget as
well as an appropriation one and the finance law become the instru-
ments for formulating an effective short term policy and for carrying
out the necessaty adjustments within an overall vision of the role
of finance in the economy.

Rome
SERGIO (GAMBALE

for local finance (from 4.1 per cent to 5.6 per cent). As against this, the increases of
an institutional nature would be kept down (rising only from 7.7 per cent to 8.6 per
cent). See S. GaMBALE-G.P. Scorro DI CaRLo, © Spesa statale: previsioni per il
1980 ", in Moneta e Credito, December 1977,
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