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TWO YEARS AGO yields on sovereign debt issued by countries in the euro zone suddenly became interesting for people other than bond traders. As spreads on Irish, Portuguese and Greek treasuries over German bunds soared, handing those countries a choice between sovereign default and accepting a bail-out, Italy seemed next in line. Its gross debt-to-GDP ratio reached 119% in 2010, and its poor economic performance suggested it might find it hard to pay all those bondholders back.

But it had built up enough credibility to get away with it. From 1992 until the crisis hit, the government had run a primary budget surplus (before taking debt servicing into account), and Italy’s public finances deteriorated less than those of most other euro-zone countries, thanks to big reductions in the budget deficit. Eventually Ireland swapped places with Italy to provide the vowel in the unflattering acronym originally drawn up for Portugal, Italy, Greece and Spain. No Italian banks went bust, and rather than having to prostrate itself before the IMF or the EU, Italy became one of the biggest contributors to rescue funds for troubled European economies. All of which, says the Italian government, demonstrates the robustness of its economic model.

This picture is a little too comforting. “It is a bit like saying that in a storm you are better off in a big heavy flat-bottomed boat, like a barge, than in a racing yacht,” says Bill Emmott, a former editor of this newspaper and author of “Forza, Italia: Come Ripartire Dopo Berlusconi” (“Courage, Italy: How to Start Again After Berlusconi”; currently available only in Italian). “This still doesn’t make you win races when there isn’t a storm, which thankfully is the normal economic weather.” Italy did indeed avoid disaster during the recent storm. But its economy also continued along the path of underperformance that it has trodden for the past few decades. In 2008, the year of Lehman Brothers’ failure, Italy’s growth rate fell farther and faster than the euro-zone average. In 2010, when the euro zone began to recover, Italy grew more slowly. “In bad times we usually avoid collapse,” says Domenico Siniscalco, a former finance minister who now works for Morgan Stanley. “Unfortunately in good times we do not grow.”
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A rosy view of Italy’s economy relies on two assumptions that are only half right. The first of these is that Italy is an export-led economy like Germany. There are indeed lots of successful Italian exporters. Some of them have famous names such as Benetton, Prada and Ferrari. Others are less well known even if, like Luxottica, they make products that sit on many people’s noses, such as Ray-Ban and Oakley sunglasses. Yet that does not make Italy a champion exporter. Unlike Germany, it has run a current-account deficit every year since 1999 and a trade deficit since 2005. Italy may still have the world’s sixth-largest industrial base, but Britain, often portrayed as an industrial weakling, makes and exports more cars than Italy does.

The second assumption is that a high level of domestic savings, which tend to be conservatively invested in government debt or simply parked in bank accounts, insulates the economy from trouble. Italy is sometimes thought of as an outlier within the euro zone—a kind of European Japan—where only a small part of the public debt is in the hands of jumpy foreigners. In fact the IMF reckons that 47% of Italian government debt is currently held abroad—less than in most European countries but hardly negligible. The figure for Japan is 6.9%.

A better argument for Italy’s robustness is that its public debt is so vast that investors cannot afford to abandon it: Italian treasuries make up the third-biggest bond market in the world. For investors who want exposure to bonds denominated in euros there are not enough other places to go. This apparent strength comes with its own hazards, however, namely vulnerability to a sustained rise in interest rates. Each percentage-point rise in interest rates costs Italy an additional 1% of GDP in debt servicing, a scary prospect for a country that does not grow.

An economy in a small cup of coffee
Italy’s lack of growth over the past 20 years—a period that until recently has been notably benign—has been its most persistent economic failing. Put simply, Italian firms have a problem with productivity and competitiveness. To understand this better, picture the Italian economy as a café, one of those places selling cappuccinos, espressos, sandwiches and freshly squeezed orange juice that are a cornerstone of contemporary Italian civilisation. Many Italians believe their economy to be powered by manufacturing and industry. But since 70% of the labour force actually works in the service sector, this café is more representative of Italy’s economy than firms like Fiat or Zanussi.

The making and drinking of delicious coffee took a leap forward in the period after the second world war when Italy rebuilt itself. Through the 1950s and 1960s Italy grew like a developing country rather than a rich-world one. Among countries now considered developed, only Japan and South Korea performed better. Growth just shy of 10% a year became the norm. 

One reason for this startling pace was the application of new technologies to the workplace—something that was as noticeable in cafés as in the factories of Milan and Turin. Before the war espressos had often been ruined by machines that squirted steam through the ground coffee, burning it on the way and producing a dark, bitter liquid. In the late 1940s a company founded by Achille Gaggia produced an espresso-maker that used a lever to force boiling water through the coffee at high pressure. The result was a shot of coffee with a sweet, tan-coloured froth on top that came out perfect every time. There were many thousands of such innovations, and they made Italy hum.

A second source of growth was large-scale internal migration, mainly from south to north. This increased the productive labour force, since many people moved from something close to subsistence agriculture into making things that others wanted to buy. Statistics on this are hard to come by, but the best guess is that between 1955 and 1971 some 9m Italians migrated within their own country. Though many of them put up with great hardship to establish a toehold in this new Italy, eventually they earned enough to join a new consumer society. 

Italy’s lack of growth over the past 20 years—a period that until recently has been notably benign—has been its most persistent economic failing

Fast-forward 40 years and our café with its zinc bar top, food laid out under glass and white paper napkins is looking distinctly tired. The basic formula may not be so different from a Starbucks or one of its imitators, but customers usually have to wait twice: once to buy a ticket and then again to order a coffee—a system that has long been out of favour in most rich countries. 

The inputs and outputs of the café business have hardly changed, and the productivity gains of the post-war period are now a distant memory. Between 2001 and 2005 labour productivity grew at a measly 0.1% a year, and between 2006 and 2009 it shrank by 0.8% a year. Official statisticians think that the reality may have been slightly better than these numbers suggest, but not so much as to alter the overall picture significantly. The drinks for sale are substantially the same as they have been for half a century (no frappuccinos here). And the staff, who have worked in this café for decades, are getting on a bit. Italy has aged faster than most other rich countries. Current projections suggest that by 2030 there will be only about two Italians aged 20-64 for every pensioner. 

Like many businesses still owned by the founder, this café has never expanded: about half of all Italians work in businesses with fewer than 20 employees. Indeed, even in Italy’s large companies mergers and acquisitions are relatively rare. Family ownership, which is still widespread, tends to push against giving up control. The country has lots of fine family-owned companies run by dynamic managers, but on average family firms perform worse than others: a study of successions in 229 firms by the Bank of Italy found that returns diminished in companies where the owner’s heir took charge and increased under new bosses unrelated to the founder.

Like too many other businesses, the café operates largely in cash. UniCredit, a bank, says it spends about three times as much per customer handling cash in its Italian branches as it does in its German ones because Italians have a preference for avoiding electronic payment systems. These two features of business in Italy—small firms and cash in hand—make tax evasion easier. The boss of one Italian bank who is currently renovating a house in the north of the country says that 48 out of the 50 small contractors he has used have been reluctant to provide a receipt. Istat, the national statistics office, estimates that underground economic activity amounts to 16% of GDP. This in turn places an extra load on the companies and individuals who do obey the law. At 45.6% of GDP Italy has a high tax burden, but the number understates the costs shouldered by those who actually pay.

Made in Italy
Italy does have its share of world-class companies, but too many Italians work in places that resemble ageing cafés and have been slow to adapt to changes in the world around them. Gaggia, the company that made the brilliant espresso machines, failed to take advantage of its position to dominate the growing market for coffee-makers in homes and is now majority-owned by Philips, a Dutch electronics company.

Tax avoidance, low productivity, family ownership, shallow capital markets, a lack of competitiveness: these problems are well documented for anyone who cares to take a look. But the government has been quick to find other culprits: China for hollowing out Italian manufacturing; the European Union for heaping meddlesome regulations on Italian companies and farmers; the south of Italy for dragging the rest of the country down.

These monsters are not as terrifying as they seem. Chinese manufacturing may have taken its toll on some Italian manufacturers in the early part of this decade, but this special report will argue that the worst of this is now over. As for the European Union, plenty of successful economies have learned to live with its single-market directives, and Italy benefits greatly from the absence of tariffs on exports to its biggest market. Nor is the south, Italy’s customary punchbag, entirely at fault. If anything, over the past few years it has been dragged down by the north: in the recent crisis the south’s economy, which is dominated by the public sector, shrank by less than the rest of Italy. Ultimately the country’s economic failings express the preferences of a plurality of Italians. And like so many other things in this very old new country, these have deep roots. 

