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Abstract 
 

This paper examines features, achievements and open issues of Italy’s fiscal consolidation, focusing on 
expenditure control. Deficit reduction over 1985-2007 mostly came from a rising tax ratio, even though the 
composition of the fiscal adjustment appears more balanced when assessed by comparing outcomes to trends. 
Expenditure control is complex: its effectiveness often depends on the behaviour and decision-making 
mechanisms of administrations. In fields where new legislation was in a position to directly affect expenditure 
levels, structural reforms were enacted (e.g. for pensions); in other fields, the control of outlays was not 
necessarily achieved through changes in the mechanisms determining expenditure. The effectiveness of 
expenditure restraint by Government and Parliament was also influenced by the availability of tools for direct 
control: wider for Central Government programs than for Local Government ones. After a long period of steady 
reduction, Local Government expenditure returned to grow over the last decade. The effective control of Local 
Government spending requires the reconciliation of coordination and autonomy of different levels of government 
as well as stronger monitoring tools, overcoming the fragmentation of accounting standards and reducing delays 
in the acquisition of information. Control of State’s direct spending was sounder, but there are margins for 
improving  efficiency. The structure of the budget was revised repeatedly to make it more target and result 
oriented, but  planning is still based on traditional line items budgeting. A tight correspondence between 
expenditure programmes and accountable managers (with a budget and measurable targets) is still lacking.  
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Introduction 
 

In the mid-1960s the Italian public finances went onto an unsustainable path, which continued 
into the early 1990s (Figure 1.1). General government net borrowing rose from under 1 percent of 
GDP to nearly 12½ percent in 1985. From 1989 through 1991 it was around 11½ percent, more than 
9 points higher than the average for the rest of the EU-15. The public debt, which had been less than 
30 percent of GDP in the mid-1960s, rose rapidly, hitting 80 percent in the mid-1980s and rising 
another 40 points by 1994 to over 120 percent of GDP, more than twice the figure for the rest of the 
EU-15. Expenditure trends are set to worsen: in 1992 Italy’s implicit pension liabilities amounted to 
nearly 400 percent of GDP, more than 50 percent higher than comparable estimates for France, 
Germany or the United Kingdom.1 
 

Fig. 1.1 – General Government Net Borrowing and Gross Debt (% GDP) 
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Source: Istat and Banca d’Italia 
 

The deterioration of the public accounts and the mounting debt reflected rapidly rising 
expenditure (Figure 1.2). Primary public spending rose from 29 percent of GDP in 1964 to 36 
percent in 1979, owing mainly to social benefits, while the ratio of revenue to GDP rose by just 2 
percentage points to 31 percent. A tax reform enacted in 1973 laid the groundwork for an increase 
in revenues that became effective some years later. From 1979 to 1985 primary expenditure and 
overall revenue grew at about the same pace, to 42 and 38 percent of GDP respectively. 
Expenditure continued to rise after that date as well, albeit more slowly than revenue. 
 
Adjusting the public accounts became a priority in the mid-1980s. The process, still under 
way today, can be divided into three phases (Figure 1.3): 
1) The first, between 1985 and 1991, laid the basis for fiscal recovery with the elimination of the 

primary deficit.2 Only a quarter of the improvement, which amounted to 4 points of GDP, was 
actually reflected in the overall deficit, as interest outlays continued to rise, reaching 11½ 
percent of GDP in 1991. The public debt continued to grow. 

2) The second phase, from 1992 to 1997, saw decisive steps towards equilibrium. The fiscal crisis 
of 1992 and the objective of membership in Economic and Monetary Union in the first wave 
spurred the passage of especially large budget adjustments at the beginning and end of the 
period.3 There was a steadily increasing primary surplus, which exceeded 6½ percent of GDP in 

                                                 
1 Van den Noord and Herd (1993). 
2  See the papers in Sartor (1998). 
3  According to official estimates the budget adjustment amounted to almost 6 percent of GDP in 1992 and to about 3 

percent in 1997. Both adjustments heavily relied on one-off measures and other extraordinary provisions: for 
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1997. Interest expenditure began to diminish in 1994, and in 1997 was below 10 percent of 
GDP. In 1995 the debt ratio also moved onto a downward path. The pension reform of 1992 
cancelled about a fourth of the country’s implicit pension liabilities.4 

3) The third phase, from 1998 to the present, put greater emphasis on sustaining the economy. The 
deficit has averaged below 3 percent of GDP. The primary surplus was gradually reduced; 
nearly eliminated entirely in 2005, it returned to 3 percent of GDP in 2007. The worsening of 
the primary balance was offset by the fall in interest expenditure. With the reduction of the 
interest rate differential with the rest of Europe thanks to participation in the monetary union 
and with the downturn in the debt to GDP ratio, interest outlays fell to 4½ percent of GDP in 
2005 before rising to 5 percent in the next two years. In 2003-2004 the incidence of the debt fell 
to about 104 percent of GDP, rose slightly over the next two years in connection among other 
things with a sharp economic slowdown, and came back down to 104 percent in 2007. 

 
Fig. 1.2 – General Government Revenue and Expenditure (% GDP)  

 
Source: National Statistical Office (Istat). 

 
Fig. 1.3 – General Government Primary Balance (% GDP) 

 
Source: Istat 

 
Revenue contributed significantly to the reduction of net borrowing between 1985 and 2007 
(Figure 1.4). Net borrowing was reduced by 10.5 percentage points between 1985 and 2007 to 1.9 

                                                                                                                                                                  
instance, in 1992 an extraordinary real estate tax and a one-off levy on bank deposits were used, while in 1997 the so 
called Eurotax was introduced (a temporary progressive surcharge on the personal income tax).       

4  The subsequent reform in 1995 changed the structure of the system (see Section 2) while retaining the savings 
achieved in1992.  
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percent of GDP. Of this improvement, 9.3 points reflects the rising incidence of revenue (which 
rose to 47.2 percent of GDP in 2007) and 1.2 points a decline in  spending (to 49.1 percent in 2007). 
The ratio of revenue to GDP rose by approximately 5 points both in 1985-1991 and in 1991-1997; 
between 1997 and 2007 it fell by about half a point. The fall of 3½ points between 1997 and 2005 
was followed by a 3-point rise over the next two years. 
 

Fig. 1.4 – Contributions to the Reduction of General Government Deficit (% GDP) 

 
Source: based on data from Istat 

 
The reduction in interest payments was largely offset by the rise in primary current spending.  
Interest outlays were reduced by 3.4 points between 1985 and 2007, to 5.0 percent of GDP. In 1993 
interest payments were more than 12.5 percent of GDP; later the decline in the debt ratio and above 
all the fall in rates reduced this expenditure item to a low of 4½ percent in 2005 (it then rose by 
about half a point in the next two years due to the rise in interest rates). Primary expenditure rose by 
2.3 points between 1985 and 2007 to 44.1 percent. This rise reflected the increase in current outlays 
(by more than 3 points to 39.5 percent), partly offset by a fall in capital expenditure of nearly a 
point.5 
 
By comparison with the trend lines, the composition of the adjustment was more balanced.6 
The spending programmes of the 1970s and 1980s had produced a tendency for outlays, especially 
social benefits, to rise in proportion to GDP (not least because of population ageing and the 
introduction of more advanced and expensive technology in the health sector). Pension spending 
rose from 5.0 percent in 1960 to 14.9 percent in 1992. The projections produced at that time 
suggested a possible further rise to above 23 percent of GDP by 2040. At present, thanks to the 
reforms enacted over 1992-2007, pension expenditure is projected to be around 15 percent of GDP 
in 2030 (see Section 2). 
 
The adjustment involved recourse to temporary measures. The overall impact of the corrective 
measures taken in the course of the 1990s amounted to 22 points of GDP, more than twice the 
reduction in net borrowing over that period. The difference reflected not only the need to counter 
the increase in the deficit on a current programmes basis but also the one-off nature of many of the 
provisions, which necessitated repeated intervention, and the lower than expected impact of some 
measures. The transitory measures adopted between 1997 and 2006 – the phase, as noted, in which 

                                                 
5  The reduction in capital outlays was larger over 1985-1995 (from 5.4 to 3.5 percent oif GDP), owing in part to the 

judicial events of the early 1990s, when the prosecution of corruption crimes indirectly led to a slow down in the 
process regulating the assignment and execution of public works. Later capital spending grew again, to about 4½ 
percent in 2007. 

6  See, for instance, Spaventa and Chiorazzo (2000).  
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the objective of support to the economy flanked that of budget adjustment – amounted to about 10 
percentage points of GDP.7 
 
Other measures, though not temporary according to the EU definition,8 had effects that were 
limited in time because they did not alter the mechanisms that determine expenditure. Such 
measures included the controls on local government cash flows in 1997 and 1998, some of the 
measures that reduced health care expenditure between 1992 and 1995 and, in part, the provisions 
for containing staff costs through a series of limits on replacement of retiring personnel (Figure 
1.5). 

 
Fig. 1.5 – General Government Compensation of Employees 

 and Local Government Expenditure (% GDP) 

 
Source: Istat 

 
The interventions on local government cash flow comprised both controls on their withdrawals 
from Treasury accounts, designed to cut disbursements in the short term, and reductions in spending 
authorizations and the consequent transfers from the central government, whose purpose was to 
tighten the linkage between initial appropriations and final expenditure and thereby facilitate the 
planning of the latter. Despite the containment of budget appropriations, however, the reduction in 
the resources available on Treasury accounts  was accompanied by a marked increase in budget 
carry-overs, which shows that without reform of the spending mechanism, the restriction on outlays 
would prove unsustainable in the medium term. 
Between 1992 and 1995 health care spending fell by 1½ points with respect to GDP, to 5.2 percent. 
A reform enacted in 1992 sought to contain costs by instituting, among other things, greater local 
operational autonomy. But a good part of the savings stemmed from administrative measures 
affecting expenditure on pharmaceuticals and on the impact on the health service of general rules 
limiting hiring. After 1995 health care spending began growing again and has returned to the levels 
of the early 1990s. Signs of a slow down emerged in 2007. 
Public staff expenditure was reduced from 12.3 percent of GDP in 1991 to 10.4 percent in 2000, 
reflecting both a contraction of staff in connection with the growing efficacy of hiring curbs and 

                                                 
7  Momigliano and Rizza (2007). The estimate excludes revenues form the sale of UMTS licences in 2000. The authors 

note that, besides temporary measures affecting net borrowing (extraordinary levies, prepayment of taxes, tax 
amnesties, etc.), other transactions were carried out which impacted directly on general government gross debt (sale 
of financial assets, debt restructuring, etc.) which totalled to a similar amount.  

8  European Commission (2006).  
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wage moderation, which narrowed the gap between per capita earnings in the public and private 
sectors. Expenditure turned back upwards after 2000.  
 
The adjustment of the public finances has some problematic features. The substantial rise in 
revenue and the slow down in capital expenditure may negatively the prospects of economic 
growth, especially given the increasing degree of international economic integration.9 The resort to 
temporary measures may have created uncertainty over the effectiveness of the adjustment, with 
adverse effects on agents’ expectations. 
 
The deterioration of the accounts after 2000 shows that the adjustment is not complete (Figure 
1.6). Net borrowing increased by over 2 percentage points between 2000 and 2005, to 4.2 percent of 
GDP. The primary surplus fell by 4 points to 0.3 percent, owing to a 1.2-point fall in revenue and a 
2.8-point rise in expenditure. The deterioration reflected an economic downswing but also tax cuts 
starting in 2000 and the fact that economic growth was outpaced by that of expenditure. The 
improvement in the last two years reflected very sharp increases in revenue, partly offset by the 
increasing ratio of interest expenditure to GDP. The GDP ratio of primary expenditure has held 
basically stable. 
 

Fig. 1.6 – General Government: Revenue, Primary Expenditure  
and Interest Payments (% GDP) 

 
Source: Istat 

 
Italy’s difficulty in righting the public finances depends on several factors: (a) the rigidity of 
public spending, which is largely predetermined by law, only a minimal part being adjustable by 
operating decisions on the part of the authorities that are formally responsible for outlays; (b) lack 
of coordination between central and local governments in planning and managing the public 
finances; (c) the complicated transition from an accounting system based on indicators and rules 
established in Italy to the European system based on the system of national accounts. 
 

                                                 
9   See, for instance, Alesina and Perotti  (1997). About 80 percent of the increase in revenue was due to a rise in the 

tax and social contribution burden. The latter  amounted to 36½ percent in 1998, about 5 points lower than the 
average for the other EU15 countries. In 1997 the tax burden rose to 43¾ percent in Italy, 2¾ points above the 
European average. In 2006 and 2007 the tax burden in Italy amounted to 42¼ and 43¼ percent, respectively, as 
against a European average of 41 percent in 2006. Given the large black economy (about 15 percent of GDP; see 
Istat, 2008), in Italy the burden for honest taxpayers is significantly higher than the ratio of taxes and social 
contributions to GDP suggests.  



 

 7

The repeated interventions on these issues and the various instruments used are discussed in 
the following Sections of this report. In order to curb spending, structural pensions reform were 
implemented, limits were set on public hiring and on operating expenditures of the State budget 
(Section 2). To involve local authorities in the adjustment effort, limits were set on the financial 
resources available to them as well as to State transfers, budget rules were adopted requiring 
improvement in balances and/or spending cuts, and bilateral agreements made central government 
funds conditional on the enactment of spending limits in some sectors (Section 3). To improve the 
monitoring of the public finances, procedures for reconciling different indicators were developed 
and gradually refined, the frequency of reconciliation was increased, and collaboration between the 
institutions involved was strengthened (Section 4). The budget constraints required by the 
adjustment focused greater attention on the efficient use of resources; the structure of the State 
budget was revised repeatedly in the effort to induce greater attention to the results of public action; 
the budget was reclassified last year according to mission and programme, and the definition of the 
relevant performance indicators is under way; a procedure for reviewing outlays, initially involving 
five ministries, has been instituted (Section 5). 
 
 
 
2.  Controlling expenditure 
 
The need to reduce public financial imbalances and bring the expansion of the debt back 
under control produced a progressive but profound reform of the legislative framework for 
budget policy. 
 
At first, action was not directly aimed at limiting spending but at making the budget 
constraint more binding and increases in budget size less “automatic”. The first step was the 
comprehensive reform of the public accounting system (Law 468/1978). The law lengthened the 
time period covered by budget documents; it introduced the instrument of the annual “Financial 
Law,” setting a limit for the year on the budget balance as the core of fiscal planning; and it flanked 
the accounts on an accrual basis with those on a cash basis, thus making it possible to measure, by 
calculating the “borrowing requirement,” the actual funding needs of the public sector (see Section 
4). 
In 1988, under a second reform of public accounting enacted with Law 362, it was made obligatory 
for the Financial Law to be self-financing; that is, the budget for the year was not allowed to worsen 
the balance of the current account of the State budget compared to current legislation. In this period, 
further, it became standard practice for the maximum borrowing requirement of the State budget to 
be set in the first article of the Financial Law, and once that article is voted, Parliament and 
Government are under the obligation to find offsetting savings for any successive amendments that 
involve additional spending.10 
In 1997 and 1998 action was taken on the procedures for budgeting expenditure. Law 468 was 
amended to forsake the forecasting criteria based on the “mere calculation of past increments to 
spending” (Law 94/1997 and Legislative Decree 279, which implemented it). And the projection 
standard of “unchanged policies” was replaced by that of “current programmes,” which meant 
abandoning the assumption of the constancy of governments’ and Parliament’s past behaviour (Law 
208/1999).11  
 

                                                 
10   With the Treaty of Maastricht and monetary union the same was procedure applied to the State sector and Public 

sector borrowing requirement and to the General Government net borrowing. 
11    Expenditure forecasts on a current programmes basis only take into account the financial implication of legislation 

already enacted. 
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The instruments for implementing spending controls differed from sector to sector. In 1992, 
37 percent of general government spending consisted of social benefits in cash (mainly pensions); 
28 percent was staff compensation (37 percent of this in local government). The remaining 35 
percent consisted mostly in purchases of goods and services and capital and investment grants; 
nearly 60 percent of these outlays were made by local authorities, and over 40 percent of it went for 
health care (Figure 2.1). On pensions, a series of structural reforms were enacted; for public 
employment, hiring limits were introduced (and the collective bargaining system reformed); for the 
direct expenditure of the State, “budget rules” were instituted to slow its growth; for local 
government spending, action was initiated with limits set by the State, moving on to other 
instruments as decentralization and federalism progressively advanced. 
 

Fig. 2.1 – General Government Primary Expenditure Composition (1992 – percentages) 

 
Source: Istat 

 
 
2.1 Pensions Reforms 
 
Pension reform was a key premise to controlling general government expenditure. Since 1992 
all action on pension spending has consisted in structural reforms. The effects have been significant: 
public pension outlay has been stabilized at about 14 percent of GDP, and the repercussions of 
demographic factors have been substantially attenuated for the next thirty years. Without these 
reforms enacted, Italian pension expenditure would have risen to a peak of more than 23 percent of 
GDP in 2038; the current projection for that year is 15.3 percent (fig. 2.2).12 
In 1992, under the lash of a deep financial crisis, the pension eligibility requirements and the award 
formula were changed. The measures cancelled about one fourth of the country’s net implicit 
pension liability. Most of the savings stemmed from the switch from wages to prices as the 
benchmark for pension revaluation and the switch to average earnings over the entire career as the 
basis for the award. 
In 1995 a second reform radically altered the system, going over from the “defined-benefit” to a 
“defined-contribution” award formula. Now, every worker has a “notional” account for his revalued 
contributions through the entire career, the amount of which is converted into an annual pension by 
a conversion coefficient set by actuarial standards and varying with age at retirement. These 
conversion coefficients are subject to periodic revisions (every ten years) to ensure their consistency 
with the evolution of demographics. The new “contribution-based” system applies immediately to 
all new workers and “pro-rata” for those who had already paid contributions for up to 18 years in 
1995 ( “mixed system”). The old “compensation-based” system continued to apply to older 

                                                 
12   See Ministero dell’economia e delle finanze (2008), Ministero dell’economia e delle finanze - Ragioneria Generale 

dello Stato (2007) and  Ministero dell’economia e delle finanze - Ragioneria Generale dello Stato (2006). 
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workers. The reform also provided for a gradual stiffening over 1995-2008 of eligibility 
requirements for the compensation-based and the mixed systems. 

Subsequent legislation revised the legislative framework. Law 243/2004 tightens the eligibility 
requirements for pensions awarded before the age of 65 for men and 60 for women (regulation is 
harmonized across the three systems – contribution-based, mixed and compensation-based). The 
reform reduces projected expenditures by 0.6-0.7 percent of GDP up to 2030 (fig. 2.3). 

 
Fig. 2.2 – Pension expenditure forecasts before and after the reforms of the 1990s (% GDP) 

 

 
 
 

Fig. 2.3 – Pension expenditure forecasts before and after law 243/2004 (% GDP) 

 
 

Law 247/2007 amended law 243/2004 to make the transition to tighter eligibility requirements 
smoother13. This implied an increase in projected expenditure in the early years, with a maximum of 
0.1-0.15 percent of GDP in 2011 (fig. 2.4). 

Current forecasts for pension expenditure are depicted in fig. 2.5. The ratio of outlays to GDP is 
expected to remain broadly stable over 2010-2023 due to the tightening of eligibility requirements 
                                                 
13  Law 247/2007 also provided for the first revision of conversion coefficients to be operational form 2010. It also 

increased the frequency of such revisions (once every three years) and made it somewhat more difficult to postpone 
them. 
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by law 243/2004 as amended by law 247/2007 and the kicking in of the “mixed system”. The ratio 
then grows as the demographic conditions worsens and peaks at about 15.3 percent around 2038. 
After that it gradually decreases as demographic pressure eases. 

According to the EU Economic Policy Committee’s high-level Working Group on Ageing, today 
Italy is one of the member states in which the impact of population ageing on pension expenditure 
will be least pronounced (Table 2.1).14 
 
 

Fig. 2.4 – Pension expenditure forecasts before and after law 247/2007 (% GDP) 

 
 

Fig. 2.5 – Pension expenditure forecasts - current legislation - (% GDP) 

 

                                                 
14   Economic Policy Committee and European Commission (2006). The difference between estimates in table 2.1 and 

those in Ministero dell’economia e delle finanze (2008) reflect the use of more updated information on exogenous 
variables in the latter.  
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Table 2.1 – Forecast increase in pension expenditure in European countries 

 
Source: Economic Policy Committee and the European Commission (2006) 
(1)  Excluding Greece 

 
 
2.2 Public Sector Employment 
 
As for public employees’ compensation, outlays were limited by action both on staff size and 
on per capita earnings trends. It should be noticed, however, that  the type of intervention was 
affected by the especially rigid and obligatory nature of staff costs. 
 
The scope for intervention on per capita earnings was more limited, since in the later 1980s 
and early 1990s many reforms had already been carried out. That is, with the first 
“privatization” of public employment relations, in 1993, public sector wage developments were 
subjected to the same benchmarks as those of the private sector.15 Already at the end of 1986 
automatic seniority increases for public employees had been frozen (with a few exceptions). 
Legislative action was impossible on a number of wage items that were the exclusive preserve of 
collective bargaining. The containment of increases in per capita earnings bore mainly on variable 
salary items. Nevertheless, per capita earnings in general government kept rising and in recent years 
outpaced private sector gains.  
 
From the early 1990s until 1997, public staff size was controlled by attrition, i.e. limits to new 
hiring in replacement of retiring workers. For 1992 and 1993 a limit of 10 percent replacement 

                                                 
15    Legislative decrees 29, 470 and 456/1993. 
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was set for central government, while higher limits applied to other government units. From 1994 
through 1996, the 10 percent replacement ceiling was extended to most General Government units. 
Some exceptions were allowed: schools, for instance, were subject to dedicated legislation.16 At the 
same time, the matter was further regulated by subjecting the possibility of hiring to reorganization. 
In 1997, for a limited part of the general government, a total hiring freeze was imposed, including 
temporary positions, so that government units could acquire new staff only via the mobility 
procedure.17 Though they did reduce the number of public employees, these measures proved not to 
be effective enough,18 so other methods for limiting turnover were tried. 
 
Since 1997 hiring controls have been implemented in two different ways. 
(a) The first, applied from 1998 through 2001,19 consisted in hiring plans; it concerned only 
ministries, autonomous State agencies, non-economic public agencies and the security forces. It 
involved a modulation of hiring to permanent positions according to specific staff reduction 
targets.20 The results were unsatisfactory,21 and a different system of hiring control was introduced. 
(b) The second procedure, introduced in 2002 and still in effect, consists in an outright ban on new 
hiring, mitigated by the possibility of “derogations” using predetermined resources allocated to a 
special fund.22 This method too has failed to deliver the staff reductions hoped for. 
 
The difficulty in controlling hiring depends on two main factors: (a) the hiring freeze has only 
been applied to limited parts of the public sector; (b) for the most part, hiring controls applied 
to permanent positions only. 
(a)  The special strategic importance of some sectors (schools, security) and the transfer of powers 
to local authorities have kept the provisions from being applied to them. The school system, for 
instance, which accounts for more than a third of all public employees, was exempted from the 
general hiring limits because it was subject to specific reform measures. For the security sector, a 
series of special derogations were enacted, allowing a significant volume of hiring. For local 
authorities and the health service, in view of their constitutionally recognized independence, the 
specific hiring limits previously in force were dropped in 2007; staff costs thus became one of the 
elements in the broader spending targets. In any case, national health service nursing staff had 
always been exempted from the hiring freezes (Figure 2.6); 
(b) focusing on permanent positions allowed government units greater latitude for temporary and 
other “atypical” hiring. Over 2001-2006 the number of general government employees on a 
temporary position grew by 36 percent, from about 83,000 in 2001 to over 112,000 in 2006. 
Starting in 2003, however, special limits to hiring other than on open-ended contracts were also 
instituted. 
 
 

                                                 
16   Further exceptions were introduced later concerning the health sector, local governments, universities and police 

forces. 
17  Exclusions this time concerned: the health sector, universities, local governments, defence, foreign affairs, police 

forces and schools.  
18   Over 1990-1997 the number of working units in general government declined by 0.2 percent  per year on average. 
19  Art. 39 of law 449/1997. 
20  The targets were set at -1 percent for 1998, -1.5 percent for 1999 and -1 percent for 2000 and 2001.   
21  Over 1998-2001 the number of working units in general govenrment increased by 0.5 percent per year on average 

(the increase averaged 1.3 percent over 2000-2001). For a discussion of these results, see Presidenza del consiglio 
dei Ministri (2002)  

22  For 2008, in addition to derogations, there was the possibility of hiring for an amount up to 20 percent of 
retirements in 2007. The limit was higher if new hiring included the transformation of temporary into permanent 
positions.  
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  Fig. 2.6 – Public Sector Employment 

(working units in General Government – thousands) 
 

 
 
 
For the interval 2009-2011, the law decree 112/2008 continues to implement, while 
strengthening, the main corrective measures on public employment as adopted in recent 
years. Limits on hiring and controls on the decentralized level of wage bargaining still 
represent the main guidelines for intervention. As regards the school sector, the decree plans a 
further permanent personnel cut as of 2009, regarding both teachers and the administrative staff; for 
the central government the replacement rate is further reduced from 20 percent of 2008 to 10 
percent; the special fund for derogations is abolished for the years 2009-2010. With the aim to 
control the dynamics of the variable component of public wages, the decree cuts the resources for 
the second level of wage bargaining of ministries, tax agencies and other public entities. 
       
 
2.3 Direct State Expenditure23 
 
In the second half of the 1990s the decision to qualify for adoption of the euro in the first wave 
led the Italian government to take emergency measures to control the spending commitments, 
liquidity and payments of all general government bodies. In a later phase, decentralized entities  
were made co-responsible with the central government for attaining general government net 
borrowing targets through a “domestic stability pact” plus agreements with the single regions on 
plans for economic and operational balance in the health care system and the reduction of deficits 
(Section 3). 
 
As regards the direct expenditure of the central government, the main measures of the 
Finance Act for 1997 and its accompanying legislation were for:24 a freeze on spending 
commitments at the annual budget appropriation; the reduction (down to 60 percent) of 

                                                 
23     In this Section we label “direct State expenditure” intermediate consumption, gross fixed capital formation and 

transfers (current and capital) to the private sector. 
24     Laws 662 and 663 and decree law 669/1996; decree law 79/1997. 
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expenditures that were not “obligatory”; strict limits on State deposits of additional liquidity with 
the Treasury and on its use. The Treasury measures were kept in place until 2000. The spending 
curbs and cuts were supplemented by a procedure for containing (below a ceiling of 40 percent of 
the amounts theoretically retainable) of residual capital appropriations and equivalent current 
expenditures, for purposes of keeping them in the budget. The principles laid down applied not only 
to 1998 but also to the subsequent fiscal years. Direct State expenditure declined from 4 percent of 
GDP in 1996 to 3.6 percent in 1998.   
 
After 1998, direct spending by the central government began to grow again (Figure 2.7). 
Again, there was intervention on appropriations. A significant development in the effort to 
find a new method for controlling spending was the so-called “spending-cut” decree.25 On the 
one hand this was an emergency measure, enacted in the course of a fiscal year in order to achieve 
the net borrowing targets. On the other hand, it identified instruments and procedures for limiting 
the adverse impact on the public finances of individual legislative measures. Specifically: 
(a) The decree institutes a procedure, to be adopted at the initiative of the Minister of the Economy, 
in the case of significant deviation of the public financial aggregates from the government’s 
objectives as specified in order to comply with the Stability and Growth Pact. The procedure, to be 
activated during the fiscal year in the administration of the budget, consists of a uniform percentage 
limit on spending commitments and payments for all budget expenditures that are not obligatory in 
nature.  
(b) The decree amended the law on the public accounting system (Law 468/1978), introducing a 
distinction between two categories of expenditure: those that by nature cannot be subjected to a 
financial limit (essentially, obligatory spending, in particular outlays in connection with individual 
rights and entitlements) and those that can be so subjected, for which a maximum amount is set. For 
the first category, all that can be done is to make forecasts of expenditure, overshooting of which 
triggers a mechanism of offsetting funding. The mechanism is determined case by case by means of 
a “safeguard clause” in the law. For the second expenditure category, instead, spending laws are to 
have effect only up to the financial limit set. Along with the limit there is a procedure for 
monitoring and correction, in course of the implementation of each spending law, of any deviation 
of outturn from forecast (with information requirements upon the individual ministers and the 
provision that the Minister of the Economy is to undertake an initiative in Parliament). 
The intra-year intervention envisaged by the “spending cut decree” was only applied during the 
2002 fiscal year. In 2003 measures were enacted – and applied in a few relatively unimportant cases 
– for the verification of compliance with the spending ceilings. What is more, the curbing of 
spending growth for intermediate consumption by central government departments, which was 
effectively achieved in 2002, was followed by a leap of 12 percent the next year. 
 
The problems encountered in implementing the spending-cut decree then led to the decision to 
act by means of primary legislation, enacting across-the-board cuts in budget appropriations.26 
One provision of the decree mandated a 50 percent cut in any residual appropriations on capital 
account.  
 
The Finance Act for 2005 included another attempt at intervention in the budgeting phase, 
the so-called “2-per-cent” rule. This rule continued – in the more consistent form of action on 
initial budgetary appropriations – the logic of across-the-board ceilings, equal for all categories of 
outlay, on the increase in spending. The nominal yearly increase in non-obligatory expenditures was 
not to exceed 2 percent, with a corresponding reduction in the State budget appropriations – both on 
a cash and on an accrual basis – that showed a higher rate of increase. 
                                                 
25  Decree law 194/2002, converted with modifications by law 246/2002. 
26    Decree law 168/2004,  converted by  law 191/2004.  
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The Finance Act for 2006, along the same lines, enacted across-the-board cuts in discretional 
appropriations for intermediate consumption and capital investment, current transfers to 
firms and spending authorizations governed directly by law. In the budget administration phase, 
the law provides for monitoring the spending commitments of central government for non-
obligatory expenditures. The law also empowered individual ministers to suspend spending 
commitments or orders during the year (a new, modified version of the procedure established by the 
first spending-cut decree). 
 

Fig. 2.7 – Direct State Expenditure  
(% of GDP) 

 
Direct State Expenditure includes intermediate consumption, gross fixed capital formation 
and transfers (current and capital) to the private sector 

   
 
As regards the problem of budget planning and control, the Finance Act for 2007 represented 
a significant innovation. It mandated the Ministry of the Economy to conduct an analysis and 
assessment of public expenditure as a tool for rationalizing outlays. This activity was to be 
launched, on an experimental basis, for the spending plans of the ministries of justice, 
infrastructures, interior, transport, and education. One of the best-established experiences with this 
approach is that of the British budget process. In the United Kingdom there is a three-year plan for 
nominal spending limits (and appropriations)27. This review of spending trends, together with 
objectives of efficiency and effectiveness set for individual programmes, results in the setting of 
nominal spending ceilings that are differentiated both by ministry and by year. The fundamental 
characteristic of this approach is accordingly the setting of priorities together with the explicit 
assessment of the allocational efficiency of the budget. These characteristics are lacking in a non-
selective approach like that of uniform, across-the-board cuts or ceilings, and also when the limits 
are differentiated according to contingent, occasional considerations. 
Furthermore, the Financial Law for 2007 introduces a significant incentive for rationalizing outlays. 
Rather than cutting appropriations, the law enacts their partial freezing (in the same proportion for 
all the budget basis units) , allowing departments to  propose a redistribution of the freeze across 
budget units; the consequent variations are adopted during the year by a decree of the Minister of 
the Economy. By comparison with the 2-per-cent rule, this setting-aside mechanism enables 

                                                 
27   See Mazzotta e Mocavini (2007) for a review.  
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departments to remodulate the amounts held back according to their judgment of spending 
priorities. 
 
The decree law 112/2008 again aims at reducing expenditure in the State budget. The decree 
affects all spending which is not linked to factors independent on the actions of the Administration 
(interest payments, international agreements, repayment of loans, etc.). Spending reduction are 
linear and amount to about 22 percent in 2009. The novelty compared to past legislation lays in the 
greater flexibility granted to the Ministries as they can propose a different allocation of their 
(reduced) budget among the various programmes and missions they are responsible for (switches 
from capital to current expenditure are ruled out). 

 
It should be pointed out that the normative effort to control outlays recounted above relates 
only to a marginal portion of total public spending. The “direct” central government spending 
components most affected by the interventions of recent years – intermediate consumption, 
production and investment subsidies and gross fixed investment – currently amounts to just  about 7 
percent of total general government spending and 32 percent of the corresponding items in general 
government accounts.  
 
 
 
 
 
3. Decentralization 
 
At the end of the 1980s public financial management in Italy was highly centralized. The 
ordinary-statute regions, to which the 1948 Constitution assigned a major role, had not actually 
been created until the 1970s,28 and through the 1980s they had still not been given major spending 
responsibilities or significant autonomous powers of taxation. Their main expenditure item was 
health care, for which yearly ceilings were set by the central government, the State retained 
responsibility for labour contracts and for setting the size of patients’ co-payments. The tax reform 
of the early 1970s elected central government transfers as the prime form of local government 
funding. In 1984 the single treasury account system was introduced, requiring local governments 
that received State transfers to keep their liquid assets on accounts with the State Treasury. In 1988 
about 80 percent of local government revenue consisted of public agency transfers (Figure 3.1). 
 
The decision in favour of “transfer” finance came under criticism in the early 1990s for the 
lack of accountability for spending, in that local and regional governments administered 
resources but had no responsibility for funding.29 During the 1980s the GDP ratio of local 
authority expenditure rose by about 1¾ percentage points. The local authorities used credit from 
suppliers and banks, applying for periodic repayment, ex-post, by the central government. This was 
especially significant in the health care system. Settlements of past debts amounted to an average of 
0.3 percent of GDP each year. 
 

                                                 
28 Historical reasons and the will to protect minorities suggested the adoption of a diversity of administrative 

arrangements. Besides 15 “ordinary statute” Regions another 5 with a “special statute” were created, enjoying a 
greater degree of autonomy. Special statutes were approved in 1948, together with Italy’s Constitution (with the 
exception of the statute of Friuli-Venezia Giulia, approved in 1963. 

29   See for instance Boldrin and Rustichini (1998) and Reviglio (2000 and 2001). 
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Fig. 3.1 – State Transfers as a Share of Local Government Revenue 

 
Source: Istat 

 
The fiscal autonomy of local authorities began to be gradually increased in the 1990s. The 
main acts were the assignment of health contributions to the Regions in 1992, the institution of the 
municipal real estate tax (ICI) in 1993, and the assignment to the Provinces of a tax on the 
occupation of public soil to fund environmental protection in 1992. By 1997 the share of transfers 
in total local authority receipts had been reduced to 60 percent. 
 
The contribution of local government to the public financial adjustment between 1991 and 
1997 was produced essentially by the use of typically national instruments. Local government 
expenditure diminished by about 1½ percentage points of GDP (Figure 3.2), over half of it 
involving health care. The fall reflected cuts in state transfers (more than 2½ points), not entirely 
offset by the rise in other revenue (nearly 1½ points).  
The national Finance Laws from 1992 to 1994 included a series of measures affecting health 
expenditure. Outlays were lowered from 6½ percent of GDP in 1990 to 5¼ percent in 1995, then 
steadying at 5½ percent for the next three years. This achievement was the result of “pro-
competition” measures (though these were less drastic, hence less effective, than similar actions in 
other countries)30, measures on pharmaceuticals (which accounted for nearly half of the overall 
reduction in the GDP incidence of Italian health care spending between 1991 and 1995)31, and to 
broader actions to curb the cost of employment in the public sector as a whole.  
In 1996 and 1997 limits were set on local authorities’ drawings on their treasury accounts. At the 
same time, central government transfers were reduced in an effort to bring appropriations and final 
expenditure more closely in line and set the preconditions for more effective planning of 
expenditure in the future. Between 1995 and 1998 local government expenditure, net of health care, 
held basically stable at 7¾ percent of GDP. 
 

                                                 
30   The “De Lorenzo reform”, named after the Ministry of Health of that time, was enacted in 1992 (d.lgs. 502) and 

was inspired by the reforms introduced in the UK during the 1980s. 
31  In 1992 provision of free pharmaceuticals and diagnostics was restricted to citizens with incomes below 

predetermined thresholds and subject to a maximum expenditure limit in any case (law 438). In 1993 an overall 
ceiling was set to public expenditure on pharmaceuticals and the maximum price of individual items was set not to 
exceed the European average for similar products (law 537). In 1994 the age requirements to gain exemption from 
copayments was increased, a cap on prices paid by the State was introduced and the overall ceiling to public 
spending on pharmaceuticals was lowered (law 724). 
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Fig. 3.2 – Local Government Expenditure and Revenue (% GDP) 

 
Source: Istat 

 
Administrative controls cannot be the definitive solution. Unless the rules that determine 
spending needs are changed, the curbing of outlays is not sustainable. As noted in Section 1, in 
the years when controls on local government cash flows were applied, the reduction in the resources 
on their treasury accounts was accompanied, despite the containment of budget appropriations, by a 
sharp rise in budget carry-overs. In 1999 local government expenditure began to rise again, and by 
the middle of the present decade it had again exceeded 15 percent of GDP.  
With the easing of administrative controls, health care expenditure began to rise again, and by 2004 
it was above 6½ percent of GDP, as in the early 1990s. The reforms of the 1990s, though going in 
the right direction, did not make the budget constraint upon individual local health units or Regions 
any more stringent. The problem would appear to lie mainly in the ambiguous division of tasks and 
powers, which makes precise accountability for fiscal outcomes impossible. The risks inherent in 
this ambiguity increase as local authorities become more autonomous. 
 
In the second half of the 1990s the political pressure for decentralization increased and the 
substitution of tax revenue for State transfers accelerated. The Regions were assigned new own 
resources. In 1998, in addition to the income tax surcharge, the Regional Tax on Productive 
Activities (IRAP) was instituted, replacing health contributions and a series of local and national 
taxes and producing about the same total yield. There was a significant redistribution of tax revenue 
from the central to local governments. At the end of the decade the Provinces were assigned the 
revenue of the tax on automobile insurance and that of the newly instituted public automobile 
registry tax. Municipalities were assigned resources correlated with the personal income tax with 
the introduction of a surcharge in 1997 and revenue-sharing in 2001.32 The share of local authority 
revenue consisting of central government transfers fell to about 40 percent. 
The shift from transfers to taxes significantly reduces the portion of resources subject to yearly 
negotiations and with mandatory destination. For the Regions, for instance, after a transitional 
period IRAP receipts are not subject to any constraint on how they are spent. 
 
The substitution of taxes for transfers has not always corresponded to greater local fiscal 
autonomy. Local authorities cannot always set tax rates or decide on the tax base. Sometimes, this 
power is frozen by law. There is significant scope for independent action: (a) for the Regions, on 
IRAP, whose rate can be varied with a range set nationally, and with the possibility of 

                                                 
32 The process goes on into the early 2000s. In 2002 Provinces get revenue-sharing of the personal income tax. In 

2003 Municipalities are assigned a surcharge on airport taxes. 
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differentiating it by sector and enacting deductions; (b) for the Provinces, on the public automobile 
registry tax, whose amount they can set (within predetermined limits); and (c) for Municipalities, on 
the municipal real estate tax and the income tax surcharge, whose rates they can vary (again, within 
centrally set limits). 
 
At the same time the expenditure functions attributed to local governments increased. Law 
59/1997 (the “Bassanini” administrative reform) empowers the central Government to issue 
provisions conferring administrative functions on local authorities. The consequent legislative 
decrees transferred to local governments wide-ranging functions concerning agriculture and 
fisheries, local public transport, the labour market, economic development and productive activity, 
territorial management, environmental protection and infrastructure, personal and community 
services. 
 
Decentralization was given a new boost with the Constitutional amendment of 2001.33 The 
reform of the Constitution is based upon the principle of subsidiarity. The State becomes the 
ultimate guarantor of the general interest, intervening directly only when the community and social 
groups are incapable of acting effectively. The reform specifies the matters that fall under the 
exclusive legislative power of the State34 and those in which State and regions have concurrent 
powers (the former establishing the fundamental principles); all other matters are placed under the 
power of the regions. Administrative functions are assigned to the lowest level of government 
compatible with the nature of the function (Article 118). The fiscal autonomy of Regions, Provinces 
and Municipalities is recognized (Article 119). These authorities are to institute and apply taxes and 
own revenue and be entitled to share in the proceeds of central government taxes levied in their 
territory. An equalization fund is to be instituted, with no mandatory uses specified, in favour of the 
areas with less fiscal capacity. Own revenue, revenue-sharing and the equalization fund must fully 
finance the functions assigned to the local authorities. They may contract debt only for investment 
expenditure, and no form of central government guarantee of their debt is allowed. The magnitude 
of the coordination effort required by the reform in terms of legislation, policy and administration is 
very substantial. The amended text of the Constitution has yet to be fully applied. 
 
Wherever public financial management is not centralized, there is the problem of 
coordinating the policies adopted at different levels of government and the rules governing 
their conduct.35 The need for rules and for coordination follows from two considerations. First, in a 
decentralized system financial stability is a public good that is produced by prudent budgetary 
policies of all authorities, at every level of government. But every authority has an incentive to 
exploit the advantages of the others’ fiscal discipline without shouldering its own share of the 
burden. The temptation of free-riding can drive the system to a non-cooperative equilibrium and 
thus jeopardize stability. Second, support for decentralization in the economic literature rests on the 
argument of efficient allocation. That is, the theory is that bringing the power to manage a given 
service to the level of government closest to the territory or community to which the service is 
directed will result in significantly more efficient public services. Providing, of course, that 
responsibility for the allocation of resources corresponds to that for funding, under an effective 
budget constraint precluding support or salvage action, after the fact, by other members of the 
“federation”. 
                                                 
33  Constitutional Law 3/2001 reforming Section V of Part II of the Constitution. Detailed descriptions can be found in 

Giarda (2002) and Petretto (2003).     
34  Mainly: foreign affairs and defense; immigration; monetary and financial affairs; competition and tax system; 

interregional equalization schemes; law and order; voting rules; determination of basic levels of public services; 
social protection; general principles for education and environmental protection (art. 117).   

35  Comprehensive reviews of international experiences are provided by Ter-Minassian (1997) and Ahmad and Brosio 
(2006).  
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The stronger drive for decentralization in Italy coincided with the launch of Monetary Union 
in Europe. The interaction between the two process had some problematic aspects. The 
European rules on budget deficits and public debt are applied to the national member states. 
Compliance is assessed for a country’s general government, which includes central and local 
government plus social security institutions. Official European Union documents on budget rules 
refer only to national governments.36 This creates a complex interweaving of the responsibilities 
assigned to central and local governments. The deficit limits are set in the European framework by 
central governments, but compliance depends on the behaviour of all levels of government. And in 
practice it is the central government alone that is held accountable for any infraction and against 
which any sanctions are levied. This situation could alter the relative strength of central and local 
governments, inducing the latter to run policies inconsistent with budgetary targets set for the 
General Government in the awareness that the central government will act to offset the resulting 
deficits in order to avoid European sanctions. How damaging this can be to proper resource 
allocation is evident. 
 
Italy sought to respond by including a “Domestic Stability Pact” in the Finance Act for 1999.37 
The Pact consists in a budget rule that makes it obligatory for local governments to improve their 
balance. The express purpose of this provision was to involve the local authorities in pursuit of 
Italy’s European budget objectives.38 However, the reference aggregate for the Pact was not net 
borrowing as defined in the European System of Accounts (see Section 4), which has made it hard 
to grasp the relation between the results for purpose of the Domestic Stability Pact and those 
relevant to the EU budget rules.39 
 
Recent developments in the rules have been affected by the lag in implementing the 
Constitutional reform. And the GDP ratios of local government expenditure and debt has 
risen (Figures 3.2 and 3.3).40 From 2003 to 2006, the power of local authorities to vary their income 
tax surcharge and IRAP rates was suspended. From 2002 to 2006 the Pact consisted increasingly in 
a rule to control expenditure, not deficits.41  
For the health care sector, a series of bilateral agreements between central and regional 
governments began with a view to joint determination of the responsibility for funding any 
expenditure overshoots. The accords aimed at greater regional accountability and at joint 
management of the process of expenditure forecasting and monitoring to tighten control over outlay 
trends.  
Nevertheless, the increase in expenditure and the build-up of deficits did not cease. Between 2000 
and 2007 the ratio to GDP of local government primary current expenditure rises by 1¼ percentage 
points. Of these, 1 point is due to the health sector. Expenditure grow fast for health services 

                                                 
36   In fact the European Council, a body responsible for coordinating member states’ economic policies, is made up of 

states’ representatives from economic ministries in the central government (artt. 145 and  146 of Maastricht 
Treaty). 

37  Description and assessment of the Domestic Pact is provided by, among others, Balassone and Franco (1999), 
Ferro and Salvemini (1999) and Giarda and Goretti (2001).    

38  Law 448/1998. 
39  Main differences concerned the exclusion of some budget items (investment and interest expenditure) and 

computation on a cash basis. The definition of the budget balance was revised several times, with more budget 
items being excluded. In some instances the changes had a retroactive effect, thus weakening the credibility of the 
rule. The evolution of the Domestic Pact is examined in Patrizii, Rapallini and Zito (2005).   

40  The transformation of the Deposit and Loans Fund into a financial corporation in 2003 and its consequent 
exclusion from the general government sector determined an increase in local government debt by 1½ percentage 
points of GDP. 

41  A trend halted by the financial law for the year 2007.  
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provided by both public and private producers (growing respectively at an average annual rate of 
6.2 and 5.8 percent). The most dynamic items are: (a) for services by public providers, intermediate 
consumption (growing at an average annual rate of 9 percent), whose ratio to GDP increases by 0.6 
percentage points over the period; (b) for services by private providers, hospital treatments 
(growing at 7.4 percent per year), whose ratio to GDP increases by 0.3 points. 
 
The finance acts for 2005 and the years following introduced and then reinforced a procedure 
envisaging the issue of central government advisories, the appointment of a special commissioner, 
and automatic increases in regional income tax surcharges and IRAP rates where there is a health 
system deficit. 
 

Fig. 3.3 – Local Government Debt (% GDP) 

 
 

Source: Banca d’Italia 
 
 
 
 
4. The reference indicators 
 
Since the late 1970s the problem of defining the indicators on which budget policy is to be 
based has grown steadily more pressing. The increasing size of the public budget and the 
mounting deficit brought out the need to improve budget planning and tighten the monitoring of the 
accounts. Public financial data and indicators suitable for these functions were required. 
 
The first step was Law 468/1978, which enacted a comprehensive reform of public accounting. 
Like in other countries, the new procedure introduced the financial law which determines annually 
the maximum level of the budget deficit as the linchpin of fiscal planning and is the instrument to 
modify current legislation so as to make its financial effects consistent with the budget target.42 The 
reform extended the time covered by budgetary  documents (a multiyear budget was introduced) 
and flanked the accounts on an accrual basis – until then the sole standard for budget management – 
with accounts on a cash basis. While accrual accounting, in the forecast phase, identifies the 
resources available to execute the spending programmes and sets a limit on new spending 
commitments by government departments and agencies in the course of the year – in this way it 
regulates the potential spending capacity of government bodies – cash expenditure authorizations 
limit the amount of payments that can be effectively executed during the year. Cash accounting 
quantifies the total borrowing requirement generated by government bodies as a result of 
expenditure in excess of revenue. That is, it measures the need to resort to the market to procure the 
                                                 
42  Given the deficit target and the revenue forecast, the budgeted expenditures are in the nature of spending limits. 

See, among others, Bucci (2001) and references therein.  
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financial resources needed to cover the shortfall. Therefore, accrual accounting is essentially a 
planning instrument; cash accounting reconciles budget policy with monetary policy and public 
debt management. In the high-inflation era of the 1970s and 1980s, this aspect was crucial. In a 
situation in which the central bank was the residual purchaser of unsubscribed government bond 
issues, deficit financing was a significant channel of monetary base creation. 
 
The accounting system was changed again by Law 362/1988 to improve on some provisions of 
the earlier reform and strengthen the planning phase. The law required the Government to 
prepare an “Economic and Financial Planning Document” (EFPD) every year. The Document is 
still the linchpin of budgetary policy. The EFPD sets out a medium-term macroeconomic planning 
framework on which estimates of the current-programmes projections for budget figures are based; 
it sets the medium-term budget objectives – implicitly determining (in terms of difference from the 
current-programmes forecast) the size of the necessary adjustment – and it outlines the measures to 
be implemented within the financial law. 
 
As the control of public finances proved difficult, great attention was put on the monitoring of 
budget flows within the current year, hence on cash flows. New indicators were devised, 
including the borrowing requirement. Between the late 1970s and the mid-1980s the State 
Treasury’s role in controlling public financial flows was strengthened. The 1978 reform had 
required public bodies to keep the financial resources transferred from the State budget on their 
State Treasury accounts, where withdrawals from these accounts had to be authorized. Over the 
years these constraints were toughened. Law 119/1981 set a ceiling on liquid assets that public 
bodies could hold with banks and required that the excess be deposited with the Treasury; in 1984 
the Single Treasury system was introduced, distinguishing between two categories of public bodies 
and requiring one of them to hold all of their funds on special accounts with the provincial 
treasuries while retaining the bank-deposit limit on the other.  
 
In this way the Treasury could monitor the cash flows of a very large proportion of public 
entities. The consolidation of the State budget with the accounts of some government agencies with 
independent accounting and with movements on Treasury accounts resulted in the cash-basis 
accounts of the so-called “State sector”. The balance on these accounts – the borrowing requirement 
– offered a new indicator summarizing the financial relations between the central government and 
all those subsidiary public entities holding accounts at the State Treasury. The State sector accounts 
are flanked by the Public sector accounts, in which the borrowing requirement is derived from the 
revenue and expenditure of all the public bodies taken directly from their own cash-basis accounts 
rather than through their financial relations with the State as recorded in the Treasury flows. This 
account made it possible to analyze the economic nature of each body’s transactions as well as to 
consider the portion of cash flows reflecting the use of own resources or market borrowing. 
 
Until 1997 targets were set and accounts monitored on the basis of borrowing requirement 
indicators. One important difference between the centralized system for observing the State sector 
borrowing requirement and the decentralized one for the Public sector is that the former is much 
more timely, available immediately after the end of the reference period, while the Public sector 
borrowing requirement is reported with a lag of two or three months. Further, as noted, the 
progressive centralization of the funds of public entities at the Treasury makes the State sector 
borrowing requirement representative of the financial impact of the whole government activity. 
This indicator thus became central to budgetary policy, a role that it has maintained up to the 
present, at least for monitoring purposes. The role of the State sector borrowing requirement as a 
reference indicator began to wane in importance in the 1990s, with the process of decentralization 
in favour of sub-national levels of government, which opened a widening gap between the State and 
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the Public sector borrowing requirements (Figure 4.1), and above all with the advance of EU 
monetary integration, which shifted the attention on a different deficit indicator. 
 

Figure 4.1 – State sector and Public sector borrowing requirement 
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Source: Quarterly Report on the Borrowing Requirement. Situation at the IV Quarter, various years. – 
(1) In period 1977-1988 a larger definition of Public sector was adopted. – (2) Data expressed in 
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In February 1992 the heads of state and government of the 12 EU member states signed the 
Treaty on European Union at Maastricht. The Treaty provided for creating a common monetary 
area. Participation in the Monetary Union from the launch of the single currency was made 
conditional upon fulfilment of a number of specific requirements by the 1997 fiscal year, to be 
verified in the spring of 1998. For the public accounts, the Treaty laid down ceiling parameters 
below which any imbalances had to be kept. The deficit could not exceed 3 percent of GDP and the 
public debt had to be below 60 percent or had to be diminishing at a satisfactory pace. The Treaty 
introduced the framework for multilateral surveillance on public finance developments, including 
the “excessive deficit procedure” (EDP). It was further extended with the Regulations issued in July 
1997, known as the “Stability and Growth Pact”. 
 
Multilateral surveillance required homogeneous treatment and comparability of the results 
achieved by the different countries. National accounts aggregates were chosen as the reference 
indicators, as the only ones based on commonly agreed international rules. The “Maastricht 
deficit” was thus defined as the net borrowing in the  General Government account, according to the 
rules of the European System of Accounts (ESA). Public debt was defined as the General 
Government total gross consolidated financial liabilities outstanding at 31 December of each year, 
at face issue value43. In 1995, during the run-up to EMU whose launch was planned in 1998, in 
order to improve the quality of statistics and their international comparability, the third edition of 
the ESA (ESA95) was completed. ESA95 made the accrual method the main accounting standard, 

                                                 
43  The indicator is not directly defined by ESA. However the list of financial instruments to be considered is based on 

ESA. See EU Treaty and, for the methodological criteria, the European Council Regulation 3605/93.  
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which required a complicated revision of national statistical systems. The new system took legal 
effect with Regulation 2223/1996/EC. Considering the difficulties that the new system would entail 
its implementation was deferred to 1999 and the requirements for membership in the Monetary 
Union were thus evaluated using public finance data produced according to ESA79.  
 
The new reference indicators opened a reconciliation problem with the fiscal indicators used 
up to then for budgetary policy. In Italy, the application of ESA79 was essentially on a cash basis, 
though with several adjustments mainly for time lags. The national accounts reference aggregate, 
the general government, was quite similar to that used in the public accounting framework, the 
public sector; both the public sector borrowing requirement and the general government net 
borrowing were constructed on the basis of the accounts of the entities belonging to the sector to 
which they referred. The main difference between general government net borrowing (ESA79 
version) and the public sector borrowing requirement was the exclusion from the former of the 
balance of transactions in financial assets, the net acquisition of financial assets (Figure 4.2). The 
reconciliation between the two balances grew more complex and articulated in the years that 
followed, with the transition to the accrual standard under ESA9544. 
 
In the critical period spanning the check on qualifications for membership in the single 
currency area, Italy continued to refer to its standard indicators of borrowing requirement, 
though completing them with the national accounts net borrowing. In the EFPD for 1997-1999, 
drafted in June 1996, the planning framework and current-programmes scenario still refers to the 
State sector.45 The EFPD for 1998-2000, presented in May 1997, for the first time set targets for the 
general government net borrowing. However, in the presentation of the current-programmes 
scenario it retained both projections.  
 
Since 1998, the national accounts public finance data have taken on the central role in budget 
planning and public financial monitoring, owing to their importance in the excessive deficit 
procedure. It was immediately clear that the process would not be problem-free. The introduction 
of the revised European System of Accounts (ESA95) faced Eurostat with a period of transition 
during which a host of questions over  the statistical treatment of specific transactions had to be 
settled and the necessary indications to be provided to each member state. In many cases the 
revisions made, especially at first, were quite substantial, in some instances radically altering the 
evaluation of a country’s public finance conditions.46  
 
 

                                                 
44  On the main public finance deficit indicators in Italy and their reconciliation see Balassone, Mazzotta and 

Monacelli (2008).  
45  Nevertheless, the Document observed that “Estimates on a current-programmes refer to the budget balance of the 

public sector, the definition of which is now quite close to that of general government in the national accounts, 
which is used to verify compliance with the Maastricht criteria. In the rest of this Document, however, we shall 
refer to the State sector, which is the centre of expenditure and deficit financing, and for which monthly revenue 
and expenditure data are available promptly. To allow an evaluation of the distance still separating us from the 
Maastricht criteria and the progress that we intend to achieve, we also present the accounts of general government 
and an estimate of that sector’s debt.”  The March 1998 Quarterly Report on the Borrowing Requirement recalled 
that “The imminent (end-March) date for the European Commission’s assessment of member states’ progress in 
1997 towards qualification for participating in  the Monetary Union in the first wave on 1 January 1999 makes an 
examination of the public finance results as measured by the general government accounts specially important.” 
The Report estimated net borrowing with the qualification that “The estimates for 1998 are based on the public 
finance model of the State Accounting Office.” 

46  On the main deficit revisions occurred in late 1990s and beginning 2000s see European Commission (2003). On the 
links between deficit and debt parameters see, for instance, Balassone and Monacelli (2000), von Hagen and Wolff 
(2005), Buti, Nogueira-Martins and Turrini (2007).  
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Figure 4.2 – Borrowing requirement and net borrowing 
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- …….. - …….. balance: borrowing requirement

NET ISSUE OF FINANCIAL 
LIABILITIES

Revenue Expenditure

current account

capital account

net acquisition of 
financial assets

net issue of 
financial 
liabilities  

Source: Balassone, Mazzotta and Monacelli (2008). 
 
 
From the start, the use of national accounts statistics for multilateral surveillance raised two 
problems that are still unresolved today: 1) the trade-off between stability and timeliness of 
the data and 2) the possibility of adequate monitoring of public accounts within the year.  
(1) The processing of national accounts data on the basis of information drawn from the yearly 
accounts of the entities within the general government perimeter requires relatively long acquisition 
time. Hence there is an unavoidable trade-off between the timeliness of the data and their 
stability/reliability. The accounts are produced only at the end of the fiscal year, and for subcentral 
bodies in particular their availability may be subject to very significant lags. Thus the prompt 
availability of data necessarily requires at least partial resort to estimates, which are typically drawn 
from the cash flow figures. The national accounts figure is thus by nature subject to an “ordinary” 
process of statistical revision that is protracted in time, quite apart from any exceptional revisions, 
such as those required by interpretative rulings on the part of Eurostat. To take this into account, the 
transmission of deficit and debt data in the Notification to the European Commission includes not 
only the end-year results but also the data for the four preceding years.47 The size of the revisions 
generally diminishes with the successive transmissions (for an analysis of this, see Table 4.1). 
(2) Monitoring public accounts during the year based on the general government net borrowing is 
not easy. The need for infra-annual figures on net borrowing and its main components has been 
served by the calculation of quarterly general government accounts, which have been issued for 
most countries since 2005;48 as for the annual account, general government transactions are 
assigned to each quarter on the ESA95 accrual basis. Even so, there is considerable uncertainty over 
the feasibility of using these data for timely indications of how the accounts are performing in the 
course of a year, given the ample scope of the revisions to which they are subject – broader than 
those for the definitive, end-year figures.49 In Italy’s experience, net borrowing is monitored on a 
quarterly basis. At first estimates were used, constructed from cash data; since 2004 data from the 

                                                 
47  For a brief description of the process see Gordo-Mora e Nogueira-Martins (2007). 
48  EU Member countries agreed on supplying Quarterly General Government Income accounts within 2005 according 

to the Council Regulations 264/2000 and 1221/2002. 
49  “Infra-annual budgetary statistics should also help to better understand the interaction between fiscal development 

and economic activity. However, quarterly statistics require a specifically careful interpretation, as they are less 
reliable – i.e. they are subject to larger revisions – than annual data, and are more volatile from period to the 
next.” European Commission (2006), p. 126. 
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quarterly accounts of the General Government produced by Istat and available with a time lag of 1 
quarter.50 
 
 
Table 4.1 – Revisions in Government deficit in EDP Notification 

 
REVISIONS X<-O,5%  -0,5%<X<-0,2%  -0,2%<X<0,2% of which: 0,2%<X<0,5%  0,5%<X TOTAL

0<X<0,2%  -0,05%<X<0,05%

1st 7 16 123 62 58 25 11 182
2nd 4 20 125 55 59 15 4 168
3rd 6 13 147 55 85 13 3 182
4th 6 17 131 53 82 11 3 168
5th 2 7 160 51 110 11 2 182
6th 2 16 144 54 104 2 4 168
7th 2 5 167 48 129 6 2 182

TOTAL 29 94 997 378 627 83 29 2,237  
 
Source: Gordo-Mora and Nogueira-Martins (2007). The available sample consists of government deficit data reported 
to the Commission between March 1994 and October 2006 (twice a year, i.e. 8 releases for each country). The analysis 
concerns 14 Member countries: Belgium, Denmark, Germany, Spain France, Ireland, Italy, Luxemburg, Netherlands, 
Austria, Portugal, Finland, Sweden and the United Kingdom. Revisions are classified according to the their number 
(lines) and their size as a percentage of GDP (column). A 1st revision corresponds to the difference between the first and 
the second data transmission, a 2nd revision to the difference between the second and the third transmission and so on.  
Positive revisions (+) mean increases in deficits or reductions in surpluses; negative revisions (–) mean reductions in 
deficits or increases in surpluses. 
 
 
Both issues depend somehow on timely acquisition of data from decentralized entities and on 
the use of uniform accounting instruments. To improve the quantity and timeliness of data 
acquisition from decentralized bodies, since 2003 the State Accounting Office, in cooperation with 
the Bank of Italy and Istat, has been implementing the General Government Payments Information 
System (SIOPE) for the automated recording of payments and collections made by the treasurers of 
all general government bodies. The Information System uses the interbank computer network, 
collecting data that each entity’s treasurer must transmit. It has codes for individual items that are 
uniform for each type of entity, automatically making available aggregate receipt and expenditure 
items that are homogeneous between the various levels of the general government. The Information 
System provides daily data, thus allowing calculation of the borrowing requirement of the 
participating bodies in real time. When fully phased in, the System will cover all the entities 
included in Istat’s general government aggregate.51 The more timely and more detailed cash flow 

                                                 
50  In 1997 and 1998, the estimate for net borrowing involved the construction of an intermediate indicator, “Net 

borrowing of the State sector,” obtained by subtracting from that sector’s borrowing requirement the  balance of 
transactions in financial assets. From 1999 to 2004, the quarterly performance of net borrowing was monitored 
using a special reconciliation procedure developed in cooperation with Istat, beginning with the public sector 
borrowing requirement. The adjustment distinguished between the component consisting of the balance of 
transactions in financial assets (subtracting which gives an intermediate indicator called “public sector deficit”) and 
that consisting in national accounts corrections. As late as the quarterly report on the borrowing requirement for the 
second quarter of 2000 Italy was still using a reconciliation method not perfectly aligned with ESA95. The first 
monitoring exercise conducted directly on quarterly net borrowing was that for the report on the borrowing 
requirement for September 2004, albeit with the necessary caution in interpreting the data. Since then, the report 
has been based on the quarterly income statement released by Istat. 

51  A first, experimental phase is completed, and the project is now operational for regions, provinces, municipalities 
with population larger than 20,000, and universities. Automatic data collection began in 2007 for municipalities 
smaller than 20,000, mountain communities, unions of municipalities, consortia of local entities, and research 
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data provided by the Payments Information System will also facilitate the preparation of the 
quarterly national accounts statistics. 
More homogeneous information on the operations of public bodies should also be pursued by 
harmonized balance sheets. This will require that all public bodies – upstream, and not just when 
their treasurers transmit the cash flow data – be more aware of the importance of their contribution 
to determining the final balance of the general government indicators on which Italy’s policy 
commitment bears. Such harmonization, which will affect accounting practices, would make it 
easier to design the measures needed to attain the objectives assigned to each level of government 
consistent with the overall targets. 
 
Clear and transparent reconciliation schemes between the different indicators are necessary 
from a planning perspective as well. Targets are set in terms of general government net 
borrowing, while monitoring is carried out on the borrowing requirement on a cash basis (State 
sector and public sector). The reconciliation between general government net borrowing and the 
public sector borrowing requirement, though it can be tracked in great analytical details ex-post,52 
appears to be very hard to forecast ex-ante or in the course of the year.53 In Italy, the development 
of the reconciliation method involved thorough study by the competent statistical authorities. Today 
the discrepancies between the two indicators are relatively modest and their causes well known. 
Such result has been achieved by the joint work of the institutions responsible for calculating the 
various indicators, which systematically compare the results generated by the respective sources, 
using the data of one to validate those of the other. This is an ongoing and constantly evolving 
process. 
 
 
 
 
5. The State budget 
 
Since the mid-1990s public accounting law and the structure of the budget have been 
reformed for efficiency in the use of public resources.  In particular, the need to redefine the link 
between policy choices and the administrative behaviour of the ministries resulted in a review and 
modification of the relationship between planning and budget and between budget and organization. 
This in turn required a revision of the accounting standards and rules for drawing up the budgets of 
the ministries themselves. 
 
In 1997 the new framework for public administration was outlined clearly: separation of 
powers and responsibilities between government bodies and administrators, administrators’ 
accountability, reform of controls and verification of results. Within the span of just three 
months the first two “Bassanini acts” (Laws 59 and 127/1997) and the “Ciampi act” (Law 94/1997) 
were passed. As for top administrators and managers, innovative formulas were introduced with a 
view to a private sector-style public employment relationship and increased scope for independent 
decision-making by top administrators, and consequently their accountability for results. The new 
structure of the State budget, hinging on centres of administrative responsibility (the organizational 
aspect), on basic budget planning units (the accounting aspect), and on the classification of 
expenditure by objective functions (the functional aspect) becomes the instrument to overcome 

                                                                                                                                                                  
entities. This year experimentation is under way for units of the health care sector, one of the most important 
spending sectors. 

52  Cfr. Istat (2007). 
53  The State General Accounting Department monitors the General Government net borrowing by means of a public 

finance model built on cash data. 
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budgeting based on “past spending increments” that until then had been used, and to replace it with 
“the examination of functional needs and attainable objectives”. 

In addition a system of cost accounting was introduced.54 In spite of difficulties in its 
implementation – mostly due to the fact that managers tend to be more interested in monitoring the 
cash flow rather than the costs generating it – the system introduced two main innovation in Italy’s 
public accounting:   

(a) the chart of accounts for Central government units; offering a tridimensional perspective of 
management, based on the link between the economic nature of resources, organization  and 
functions;   

(b) the system of controls, flanking prior checks on legitimacy with a more highly articulated set of 
controls: strategic control, internal management control and evaluation of managers’ actions 
(Legislative Decree 286/1999). 

However, eight years on, government units are not yet using cost accounting as a tool for managing 
and programming the use of resources. 
 
In 2007 measures were taken to strengthen the results orientation and the allocational 
efficiency of the budget system. Though retaining the traditional structure of budget “chapters,” 
the State budget was reordered to highlight “missions” (the main functions and strategic objectives 
pursued by public spending) and “programmes” (homogeneous groups of activities performed 
within each ministry to carry out its missions). The aim is to emphasize the functional content of 
expenditure, to bring the purposes and objectives to light, linking this with the accounting and 
organizational aspects, where one finds “accountability” for the use of the resources assigned and 
the consequent measurement and verification of results. Consistent with this approach, each 
department was required to draft “preliminary notes” for the budget expenditure forecast, 
accompanied by “programme/objective sheets” setting out the criteria used in making their budget 
forecasts, the objectives it intends to pursue in terms of service levels and actions, any hiring 
planned in the course of the year, and what indicators of effectiveness and efficiency it will use to 
evaluate results and performance. The preliminary notes should form an integral part of a broader 
process of annual planning starting with the setting of the government’s general objectives, 
continuing with a check of compatibility of the initial forecasts with the public finance constraints 
and targets, and concluding, after parliamentary passage of the Budget Act, with the drafting of the 
Minister’s annual directive. 
 
This new approach requires, first of all, greater attention to the General Statement of 
Account as the key document setting out budget management outcomes (in its two traditional 
constituent parts: the budget account and the general balance-sheet statement). There is now a 
greater need for a structural revisiting of the document – along the same lines as the introduction of 
missions and programs in the State budget – to make it more readable and more useful for spending 
review and analysis and for resource use planning. The budget account, in spite of the 1997 reform, 
is still seen as a report of receipts and outlays during the fiscal year just concluded. The general 
balance-sheet statement, for its part, was seen in the past in purely static fashion, the simple 
statement of State assets and liabilities at the end of the fiscal year. The 1997 reform took a new 
point of view, stressing its dynamic side through the specification of the assets susceptible to 
economic use and their valuation by economic standards, themselves specially defined. The purpose 
of the new structure adopted in 199755 is to make the budget more meaningful, more representative, 
                                                 
54 Decree Law 279/ 1997. 
55  The new structure, introduced by art. 14 of Legislative Decree. 279/1997, was implemented by Ministerial decree 

18/04/2002 which defined: assets and liabilities belonging to the General Statement Account (art. 1), the 
composition of each item (art. 2) and the definition of evaluation criteria (art. 3). 
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both for the economic management of public assets and for compliance with the national accounting 
standards, by adopting a new asset classification consistent with the ESA95 standards. 

 
The new structure of the 2008 budget is the end-product of a long series of legislative acts, going 
to the 1960s, in a continuing process of simplification. The purpose has been to facilitate and 
rationalize the executive-legislative decision-making process. This evolution eased the work of the 
Parliament in the annual budget sessions. It shifted the focus of attention and decision from the 6,500 
“chapters” of the budget, which until the early 1990s were discussed and voted on one-by-one, first to 
some 1,500 basic budget planning units instituted by the 1997 reform and now to 700 basic budget 
planning units in the restructured budget, classed by mission and programme. Concerning budget 
management, the traditional system of line items is still the reference standard. While line items were 
streamlined in definition and content, they still have some shortcomings. 

 
Despite these changes, administrative action and resource management are still influenced, in 
practice, by the budget’s nature as a source of authorization and the fact that the budget 
retains the control of spending flows as one of its functions. After the 1997 reform, controls for 
accounting legitimacy and regularity remained central, still outweighing management and strategic 
controls. The approach to programme design, the setting of objectives and the construction of 
indicators was more formal than substantive. The restructuring of the budget by programme and 
mission was begun; it needs to be carried further. The correct, effective allocation of resources 
according to the purposes of the single departments – which requires sufficient discretionary powers 
to manage the resources assigned to each programme – is very frequently impeded by the rigidity of 
some procedures. 

A possible development, in this sphere, is the adoption, alongside the financial accounts, of a plan 
for the income statement and balance-sheet financial account that can be an effective management 
tool. It will also be necessary to strengthen strategic and management controls. The experience of 
other European countries56 could help in designing additional improvements to the architecture of 
controls, to place greater emphasis on the assessment of efficiency and effectiveness. Appreciable 
gains could be achieved from revision of the guidelines for compiling the “programme/objective 
sheets” and from closer interaction between internal audit bodies57  and the Ministry of the 
Economy and Finance in setting objectives and defining performance indicators, as in many 
European countries.58 

 
However, the results obtainable by using the budget as a means of controlling expenditure 
flows (Section 4) are limited by certain of its structural characteristics: 
(a) the presence of reserve funds – whose prime purpose is to allow some flexibility in resource 
management based on specific legislation -  and of “ear-marked” revenue allocated to fund services 
performed by government units for third parties introduces differences between initial budget 
provisions and the resources eventually available, with the latter systematically larger than the 
former (fig. 5.1). Differences are larger at the level of individual Ministries than in the aggregate. 
The size of resources included in reserve funds and of “ear-marked” revenue negatively affects the 
effectiveness of expenditure control as it does not provide the right incentive for managers to plan 
in advance as they can always rely on subsequent additions to the original budget;  

                                                 
56   For instance, with respect to the adoption of a Public Internal Financial Control System in France, Belgium, 

Austria, the Netherlands, Sweden and the UK (see De Koning, 2007). 
57  Internal control bodies directly depend on the Minister. They should evaluate the adequacy of choices made in 

running programs in terms of consistency between targets and outcomes  
58    In many European countries this already is the task of the Ministry of Finance. 
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(b) The resources appropriated in the annual budget for the year, excluding the items representing 
repayment of financial liabilities, consist mainly (60 percent) in transfers to other public bodies; 
another 20 percent represents debt servicing and the remaining 20 percent funding of central 
government departments (Figure 5.2). The State budget is thus largely a mere instrument for 
transferring financial resources, and this carries the evident implication of its limited effectiveness 
as a tool for controlling expenditure or measuring efficiency. From this point of view the accounting 
harmonization of the budgets of the various public bodies becomes absolutely crucial; from these 
budgets one can reconstruct the assignment and final use of the resources directed to public bodies. 
This is all the more urgent in light of Italy’s ongoing federal reform, initiated with the constitutional 
amendment of 2001 (see Section 3); 
(c) most expenditure are by their own nature difficult to reduce (itis the so-called “Oneri Inderogabili” 
and “Fattori Legislativi”59). On these outlays managers think they have little control, though ythis also 
reflects some inertia and lack of initiative. The possibility to reduce expenditure is therefore limited to 
more discretional outlays (the so-called “spese di Fabbisogno”6; fig. 5.3). In this respect it is worth 
mentioning again the novelties introduced by Decree law 112/2008 concerning budget flexibility (see 
Section 2). 

 
 
 

Fig. 5.1 – Initial and final expenditure provisions in the State budget 
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59  Fattore Legislativo: includes expenditure which were predetermined by pre-existing law (or laws coming into 

existence after the budget is compiled. The budget law cannot affect such expenditure. 
 Oneri Inderogabili: though not quantified by any specific law, these expenditure are determined by the actual 

realization of some specific indexes. 
 Fabbisogno: truly discretionary spending (though it includes resources destined to finance wage contracts).  
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Fig. 5.2 – Composition of the State budget (final expenditure provisions, 2007) 
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Fig. 5.3 – 2007 final appropriations in the State budget  
(billion euros) 
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6. Conclusions 
 
Reforms and corrective measures implemented over the last two decades drastically reduced 
the deficit. General government deficit declined by 10½ percentage points of GDP over 1985-
2007. The reduction reflects almost entirely an increase in revenue-to-GDP ratio (9¼ percentage 
points). Interest payments decreased by 3½ percentage points of GDP, while primary expenditure 
increased by 2¼ percentage points.     
 
The composition of the fiscal adjustment is more balanced when assessed by comparing 
outcomes to trends. Expenditure programmes introduced during the ‘70s and the ‘80s, especially 
those related to social security, determined a fast increase of outlays as a share of GDP. The 
expansion of expenditure was also affected by population ageing and, in the health care sector, by 
the introduction of  more sophisticated and costly technologies.  
 
Expenditure control is more complex: its effectiveness mostly depends on the behaviour and 
decision-making mechanisms of administrations. In fields where new legislation was in a 
position to directly affect expenditure levels, structural reforms were enacted. This is the case of 
public pensions, where eligibility requirements and the award formula were changed. The reforms 
implemented during the ‘90s reduced the expenditure increase projected by 2040 by more than 6 
percentage points of GDP. In other fields, the control of outlays was not always achieved by 
changing the mechanisms determining expenditure. For instance, over 1991-2000 compensation of 
employees was reduced by attrition (i.e. limits to new hiring in replacement of retiring workers).   
In many circumstances the reduction in the number of civil servants was not accompanied by a 
reorganization of public Administrations, thus preparing the ground for a comeback. After 2000, 
compensation of employees increased again mainly reflecting the rise of employment, until 2004, 
and a more dynamic wage increase thereafter. 
 
The effectiveness of expenditure restraint by Government and Parliament is influenced by 
the availability of tools for direct control: wider for Central Government programmes than for 
Local Government ones, for which the decentralization process points to a further narrowing.  
 
Local Government expenditures as a share of GDP decreased by 1½ percentage points over 
1991-1997; thereafter they increased again to the initial levels. Spending reduction in the first 
period was achieved mainly through instruments typical of centralized systems (cuts in State 
transfers, limits to drawing from treasury accounts and other administrative measures). Some of 
these interventions did not affect the mechanisms determining expenditure, thus producing a drop 
hardly sustainable in the medium-term. Controls from the Central Government loose efficacy with 
the decentralization process; since the end of ‘90s budget rules were introduced imposing an 
improvement of budget balance and/or a reduction of local public expenditure;  incentives coming 
from higher financial autonomy were increasingly relied upon. More recently, State and Regions 
made use of bilateral agreements that make the transfer of public funds conditional on the adoption 
of measures to contain expenditure in some sectors. 
   
The effective control of Local Government spending requires: on the one hand, reconciling 
coordination and autonomy, especially in the context of an evolving devolution of responsibilities; 
on the other hand, strengthening monitoring devices, by overcoming the fragmentation of 
accounting standards and reducing delays in the acquisition of information. This process relies on 
the implementation of an adequate information system for public accounting. In Italy, in 2003 a 
project for a General Government Payments Information System (SIOPE) was started. Its 
implementation will allow the automated recording of payments and collections made by all general 
government units. The system may provide the opportunity to introduce an integrated accounting 
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framework based on harmonized balance sheets and common accounting practices, fully consistent 
with the general government indicators on which Italy’s fiscal policy commitment bears. Such a 
system is necessary to ensure coordination between the different levels of government and to allow 
timely monitoring of decentralized spending. 
 
Control of State’s direct spending (intermediate consumption, investment and transfers to the 
private sector) has been sound; it required continuous intervention; there are still margins for 
improving efficiency. Central Government direct expenditures, which were over 6 percent of GDP 
in the mid ‘80s, fell to 3½ percent in 1997 and kept constant over the next decade. This reduction 
(partially influenced by the devolution of functions to lower levels of government) is the result of 
major cuts on budget appropriations. Such measures were not fully effective. Some accounting 
procedures, justified by the excessive rigidity of the budget, allowed within-year increases in 
appropriation thus weakening the incentives for effective planning by government units. Measures 
aiming at reducing budget rigidity have been introduced recently. 
 
The structure of the budget was revised repeatedly to make it more target and result oriented. 
Despite the restructuring of the budget by missions and programmes, planning is still based on 
traditional line items budgeting. A tight correspondence between expenditure programmes and 
accountable managers (with a budget to run and measurable targets to attain) is still lacking. Further 
reforms should include the improvement of performance indicators to measure the outcomes of 
each administration. Cost accounting, as introduced with the 1997 reform, has been mainly used for 
informative purposes. In the future, it should be integrated with financial accounting to become a 
planning tool allowing better allocation of resources. 
 
In this context, the main guidelines for future work should rely on: supporting the Parliamentary 
decision process as regards the allocation of resources through efficiency analysis of spending 
programmes; supporting the administrations in defining and managing their spending plans, targets 
and performance indicators; reforming the system of controls. In this process, the State General 
Accounting Department should play a key role. 
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