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OUTLOOK FOR 2008-09 

 

* The Economist Intelligence Unit now expects Silvio Berlusconi to be Italy's next prime 
minister. His coalition is still largely intact, which means he is likely to win the bonus seats 
under the existing electoral laws. 

* His government is likely to be at least as unstable and ineffective as his previous one 
(2001-06), which did little to reform the economy. He will still have to rely on a wide range 
of parties to form a majority. 

* Referendums on the electoral laws were to take place in May, but have been delayed 
until 2009. If they are approved, the next government might have to stand down so that an 
election can be held under the new system. 

* Under Mr Berlusconi a shift in emphasis is expected on foreign policy. His preferred 
approach of bilateral relations with some EU member states and his lack of tact will make 
agreeing common positions more difficult. 

* The fiscal deficit is estimated to have fallen from 4.4% of GDP in 2006 to 2% in 2007, but 
will edge up towards the Stability and Growth Pact's ceiling of 3% in 2008 and 2009 

* GDP growth is forecast to slow from an estimated 1.8% in 2007 to 0.8% in 2008, before 
picking up in 2009. Inflation (EU harmonised measure) will rise from 2% in 2007 to 2.5% in 
2008. In 2009 we expect it ease again, to 1.7%. 

 

DOMESTIC POLITICS: The collapse of Romano Prodi's government on January 24th 
came as no surprise, given the deep divisions within his now defunct left-of-centre Unione 
coalition and the slump in popular support that followed the tax hikes introduced in 2007. 
However, following an unsuccessful attempt to put in place an interim government with a 
limited mandate to reform the electoral laws, the president, Giorgio Napolitano, has 
dissolved parliament and called a snap election that will be held on April 13th-14th under 
the existing voting rules. The demise of the Prodi government about a year earlier than we 
had anticipated and the failure to change the electoral system requires us to change our 
election forecast. With a substantial lead in all opinion polls and a large part of his coalition 
still intact, which means he is likely to win the bonus seats allocated to the largest party or 
coalition under the existing electoral laws, we now expect the 71-year-old Mr Berlusconi to 



be Italy's next prime minister. However, his government is likely to be at least as unstable 
and ineffective as his previous one (2001-06). During his previous five-year spell as prime 
minister his government did little to reform the economy, the public finances deteriorated 
sharply and he introduced laws intended to protect his own interests or those of his close 
allies. In the next parliament he will still have to rely on a wide range of parties to form a 
majority and there are still deep divisions between them on aspects of fiscal policy and 
institutional reform. Only a few months before the fall of the Prodi government, he 
effectively dissolved his fractured coalition when he announced that he was preparing to 
form a single party that would take votes from his coalition partners. Mr Berlusconi will be 
without the support of the small centrist Unione dei Democratici Cristiani e Democratici di 
Centro (UDC) and a splinter group of the same party calling itself La Cosa Bianca. As a 
result, his multi-party coalition could end up with a smaller than hoped for majority 

 

INTERNATIONAL RELATIONS: We do not expect any major change in the foreign-policy 
sphere after the April election, although under Mr Berlusconi there is likely to be a shift in 
emphasis. Mr Prodi's government adopted a traditional stance on European integration, 
favouring co-operation with Italy's partners via the EU institutions. Mr Berlusconi's 
preferred approach in 2001-06 was through bilateral relations with some of the EU 
member states. This approach combined with his frequent lack of tact is likely to make 
agreeing common positions in the EU more difficult. Establishing good relations with the 
next US president will be a priority, but this should be easier than it would have been 
under Mr Prodi given that the anti-US hard-left parties in his coalition will be in opposition 
after the election. Mr Berlusconi was more openly supportive of the US's policy in the 
Middle East than the Prodi government. He may seek to nuance Italy's position on Iran, 
which has been in line with that of its EU partners, that is, firm opposition to Iran 
developing a nuclear military capability, but not to a nuclear programme for civilian 
purposes. On the Israeli-Palestinian issue Italy has supported the resumption of the peace 
process. The Prodi government warned against isolating Hamas, the Islamist group that 
won the Palestinian legislative election in 2006. A government led by Mr Berlusconi is 
likely to be more openly supportive of Israel's position. 

 

POLICY TRENDS: The Prodi government achieved some notable economic policy 
successes: Italy's public finances have improved; labour taxes have begun to be reduced, 
the corporation tax rate has been lowered from 33% to 27.5% (offset by widening the 
taxable base) and a start has been made on the liberalisation of some protected services 
sectors. However, the government failed to adopt measures to improve public-sector 
efficiency and reduce public spending. Italy's low minimum retirement age (58 at present) 
will also be raised more gradually than envisaged in the 2004 reform and long-overdue 
downward revisions to pension levels were postponed. Some restrictions were introduced 
on the use of flexible short-term employment contracts. 

 

INTERNATIONAL ASSUMPTIONS: World GDP growth measured at market exchange 
rates was an estimated 3.7% in 2007. We forecast that it will fall to 2.7% in 2008, before 
moving back up to 3% in 2009. The slowdown at purchasing power parities (PPP) will be 
slightly less marked because of the greater relative weight that PPPs give to developing 



countries, where growth will remain strong. The slowdown reflects a sharp decline in US 
growth from an estimated 2% in 2007 to 0.8% in 2008 (with the US economy in recession 
in the first two quarters of this year) before partially recovering to 1.4% in 2009, and a 
more moderate slowdown in the euro area from an estimated 2.6% in 2007 to 1.7% in 
2008, picking up to 1.9% in 2009 

 

ECONOMIC GROWTH: Italian economic growth held up in the first three quarters of 2007 
(+2% year on year), but GDP is estimated to have been flat or to have contracted quarter 
on quarter in the final three months of last year as industrial output declined and consumer 
spending slowed more rapidly than previously expected. As a result, we estimate that GDP 
expanded by 1.8%, only marginally below the rate of expansion recorded in 2006, but still 
well below the EU average of 2.6%. The slowdown is forecast to continue into 2008 when 
GDP is expected to expand by just 0.8% (revised down from 1.3% in our previous 
forecast). A moderate pick-up in domestic demand is expected to push GDP growth up to 
1.4% in 2009. 

 

INFLATION: Although the annual average rate of consumer price inflation eased slightly in 
2007 compared with 2006, food price rises and higher oil prices pushed up inflation at the 
end of 2007, to 2.8% (according to the EU harmonised measure) and 3.1% in January 
2008. As a result, we expect inflation to average 2.5% in 2008, up from 2% in 2007, but 
the annual rate should decelerate later in 2008 and in 2009, reflecting weaker domestic 
demand growth this year, the impact of a stronger euro on imported inflation, and a 
positive impact from liberalisation in some services sectors. Some upward pressure may 
come from higher wage growth, as the labour market continues to tighten and as a result 
of more generous sectoral agreements in 2008-09, although we expect that increases in 
the private sector will be more moderate than those in the public sector. 

 

EXCHANGE RATES: The euro appreciated markedly against the US dollar during 2006 
and continued to do so gradually during the first eight months of 2007, before appreciating 
more sharply, after US growth prospects for 2008 weakened and the US Federal Reserve 
(the central bank) cut official interest rates. Given recent turmoil in the financial markets, 
the euro's exchange rate against the US dollar is expected to remain volatile. The annual 
average rate appreciated from US$1.26:€1 in 2006 to US$1.37:€1 in 2007 and we forecast 
that it will appreciate further to US$1.46:€1 in 2008. We expect that as a result of 
confidence in the US economy recovering, the US dollar will then bounce back, leading the 
euro to depreciate to US$1.33:€1 on average in 2009. There is, however, a risk of a much 
sharper and more lasting fall in the US dollar against the euro. 

 

EXTERNAL SECTOR: Despite a marked improvement in Italy's trade balance in 2007, the 
deficit on the current account is estimated to have been 2.2% of GDP in 2007, only 
marginally below the deficit recorded in 2006, reflecting mainly a sharp deterioration in the 
income balance. In 2008 the deficit is forecast to be slightly higher at 2.4% of GDP, as a 
result of high oil prices and the negative impact of a stronger euro on exports. In 2009 a 



pick-up in import growth as domestic demand recovers will offset a gradual improvement 
in export performance as a result of a softening of the euro, and softer commodity prices. 
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