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Abstract Using both macro and firm-level data, we provide an in-depth analysis of
Italy’s goods exports relative to its three main trading partners (Germany, France
and Spain) in order to gauge the causes of its relative underperformance prior to the
2008–2009 crisis and to assess whether the improvement observed since 2010 reflects
cyclical or structural factors. We argue that Italy’s relatively unsatisfactory perfor-
mance in the 2000s was the result of the interplay between the appreciation of its real
effective exchange rate, its specialization in products that were particularly exposed to
increasing competition from China, and the size distribution of its exporters, skewed
towards small firms. In recent years signs of structural improvement have emerged,
alongside cyclical factors, in connection with a shift in the specialization of exports
towards sectors that are less exposed to competitive pressures; moreover, the selec-
tion process triggered by the exceptional difficulties encountered by micro and small
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firms both before and during the global financial crisis have plausibly strengthened the
population of Italian exporters, making it structurally more resilient to exchange rate
appreciations and more capable of keeping pace with external demand developments.

Keywords Exports · Competitiveness · Specialization · Firm size

JEL Classifications F14 · F60 · L11 · L60

1 Introduction

After the large swings of European currencies between 1992 and 1995 and the subse-
quent adjustments until the inception of the euro, the performance of Italy’s exports
was disappointing compared to that of itsmain euro-area competitors. Indeed, between
1999 and 2016 the volume of goods exports in Italy grew at a lower pace compared to
France, Spain and especially Germany. As a result, the market share in world imports,
an indicator commonly used to appraise a country’s capability to compete on inter-
national markets, recorded a more pronounced decline in Italy than in France and in
Spain; in Germany, on the contrary, it increased slightly.

Signs of improvement have however emerged in recent years, both in absolute and
in relative terms: since 2010 Italian exports have significantly supported aggregate
growth, albeit in a context of weak internal demand, and exporting firms have proved
capable of adjusting to the shifting external environment more effectively than before
and to brave the recent recessionary phase. These firms have also succeeded inmarking
a significant, though still incomplete, reduction in their export growth differential with
respect to their main competitors, namely German enterprises.

In this light, the analysis of Italy’s export performance over the last 20 years requires
addressing two sides of the same coin. On the one hand, one needs to understand why
Italy recorded the smallest expansion of exports among the main euro-area countries
after 1999. This amounts to singling out the structural factors limiting the ability of
Italian firms to compete on international markets in those years. On the other hand,
gauging the drivers underlying the partial recovery observed in the post-2010 period
is warranted, in order to understand whether this is the result of a (potentially ongo-
ing) successful structural adjustment process or rather simply of favourable cyclical
developments.

In this paper we focus on goods exports and employ an extensive set of alterna-
tive indicators, based on multiple macro and micro datasets, to provide an in-depth
descriptive analysis of the dynamics of Italian exports in a comparative perspective.We
provide a unified framework to evaluate the relative importance of the main determi-
nants of export performance, combiningmacro factors, such as real exchange rates and
foreign demand, with micro factors related to the productive structure of the country.
In order to achieve this aim, we run two sets of regressions: the first is a cross-country
cross-sector framework which we enrich with some variables that reflect micro fea-
tures; the second one mimics the same specification on firm-level data on the universe
of Italian exporters to better highlight the role of micro factors, both per se and as
interactions with macro determinants.
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Back on Track? A Macro–Micro Narrative of Italian Exports 3

We analyse both the overall performance since 1999, and that in two different sub-
periods: the pre-financial crisis years (1999–2007) and the recovery after the “Great
Trade Collapse” (2010–2016). Given that 2008 and 2009 were affected by exception-
ally unfavourable cyclical developments world-wide, only partially compensated by
the rebound in 2010, this period is generally discarded from our overall assessment.

Our main findings are that the relatively unsatisfactory performance of Italy’s
exports in the pre-crisis period is the result of the interplay between three factors: (1)
the appreciation of the Italian real effective exchange rate, also due to unfavourable
relative price dynamics; (2) the initial specialization in goods that were highly exposed
to the increasing competition from low-wage countries (China); and (3) the disadvan-
tageous size distribution of Italian firms and, in particular, the large number of small
exporters. In line with recent developments in the international trade literature with
heterogeneous firms, we find that small firmswere less able tomatch the developments
of external demand and to face Chinese competitive pressures; their exports were also
more sensitive to exchange-rate movements.

On the nature of the improvement observed over the recent 6-year period our evi-
dence is instead more mixed. On the one hand, cyclical or temporary factors may have
been at play: price competitiveness was helped by the nominal depreciation of the
euro, although some relative-price adjustment vis-à-vis Germany was also in place,
while favourable, possibly short-run, developments ofworld demand in specific sectors
led to a positive contribution of Italy’s sectoral specialization. These positive effects
were, however, partly counteracted by the cyclical weakness of domestic demand and
tight financial constraints, especially in 2012–2013, which exerted a drag on exports.
On the other hand, the specialization of Italy’s exports shifted towards sectors that
are less exposed to competitive pressures stemming from low-wage producers, and
towards productions that are effective in activating domestic value added. Moreover,
the selection process triggered by the exceptional difficulties encountered by micro
and small firms both before and during the global financial crisis might have struc-
turally strengthened the population of Italian exporters, making it more resilient to
negative shocks.

The paper is organised as follows. Section 2 provides the facts on Italy’s goods
exports, also digging into the geographical, sectoral and firm-level dimensions.
Section 3 focuses on the “standard” determinants of exports, namely external demand
and price competitiveness, whereas Sect. 4 considers additional determinants, in par-
ticular competition from China, product quality and domestic demand. Section 5
evaluates the relative importance of all the aforementioned factors, making an attempt
at bridging the micro and the macro perspectives through two sets of empirical exer-
cises. The first is based on country-sector regressions for the four main euro-area
countries, while the second uses detailed firm-level data on the universe of Italian
exporters. Section 6 summarises the main findings and their implications.
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2 Goods Exports Since 1999: The Facts

2.1 Aggregate Developments Based on National Accounts…

Italy’s volumes of goods exports fared significantly worse than those of Germany and
Spain between 1999 and 2016 and in each of the three sub-periods considered here
(Table 1; upper panel); relative to France, they mildly underperformed over the entire
time span, only due to their much sharper decrease during the “Great Trade Collapse”.
However, since 2010 Italy’s relative performance has shown signs of improvement;
in particular, the negative growth gap vis-à-vis Germany has decreased significantly
with respect to the pre-crisis period (from − 5.6 to − 1 percentage points) and, after
the larger drop in 2008–2009, Italian exports have resumed growing slightly faster
than France’s.

These developments are mirrored by the evolution of export market shares,
appraised at constant prices and exchange rates: over the whole period Italy and France
lost over a percentage point in absolute terms (1.4 and 1.5 points, from 4.4 and 5.3
per cent, respectively), against a negligible loss in Spain (whose share was, however,
the lowest amongst the four countries, standing at 2.2 per cent in 1999) and a slight
gain (0.4 points, from 9.1 per cent) in Germany. Italy’s loss was anyhow concentrated
in the pre-2010 period; thereafter its market share remained roughly stable, moving
broadly in line with that of the other three countries.

Italy’s relative performance appears less gloomy if appraised at current prices:
the overall development of goods exports is significantly more favourable than that
observed in France and the negative growth differential with respect to Germany
narrows down considerably (Table 1; lower panel). The comparative assessment based
on market shares also improves: the decrease recorded by Italy’s share over the whole
period (− 1.2 p.p.) appears less substantial than in the case of France (− 2.1 p.p.) and
only slightly more pronounced than Germany’s (− 0.7 p.p.).

The evidence that Italy’s export patterns are somewhat less distant from those of the
other euro-area partners if appraised at current, rather than at constant, prices points

Table 1 Exports of goods (percentage changes)

Italy France Germany Spain

Annual growth rate at constant prices

1999–2007 5.3 4.9 10.9 6.3

2007–2010 − 3.4 − 1.3 − 0.6 − 0.5

2010–2016 3.4 3.3 4.4 4.9

1999–2016 3.2 3.5 7.8 5.4

Annual growth rate at current prices

1999–2007 8.2 5.4 11.6 9.6

2007–2010 − 2.6 − 1.2 − 0.3 0.1

2010–2016 4.1 3.5 5.1 5.5

1999–2016 5.3 3.9 8.8 8.0

Source: Authors’ calculations on Eurostat (National Accounts) and IMF data. The base year for the series
at constant prices is 2005
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Back on Track? A Macro–Micro Narrative of Italian Exports 5

to higher relative dynamics of Italian export deflators. While this might reflect a loss
of price competitiveness—an issue we will come back to in Sect. 3—it is noteworthy
that methodological issues related to the construction of deflators may significantly
affect cross-country comparisons of real exports. In Bugamelli et al. (2017), to which
we refer, we assess that if export values were deflated using producer prices of goods
sold in foreign markets instead of national account deflators for all countries, Italy’s
relative export performance (in volume terms) would noticeably improve, narrowing
the growth gap with respect to Germany and Spain over the 1999–2016 period by
about 20 and 30 per cent, respectively.

2.2 … and in Value Added Terms

Gross export data may not actually reflect the ability of countries to compete on
international markets, owing to the diffusion of global value chains. More refined
indicators, referring to the domestic value added embodied in a country’s foreign
sales, thereby also need to be assessed in order to fully gauge a country’s international
performance.

Relying on the latest release of the World Input–Output Database,1 we follow
the strategy proposed by Koopman et al. (2014) and decompose gross exports into:
domestic value added, foreign value added and a residual double-counting term. The
first component reflects the use of domestic inputs in the production of exports and thus
captures the contribution of gross exports to GDP (GDPX); this is, in principle, what
one should examine when assessing a country’s external performance. The second
component reflects the use of foreign inputs in the production of exports. The third
refers to intermediate goods that cross the national border back and forth as they are
processed in subsequent stages of production and thus are recorded multiple times in
trade statistics. The ratio between GDPX and gross exports is an indicator of “GDPX-
intensity” and represents the amount of GDP embodied in one unit of exports.

When measured on the basis of GDPX, Italy’s position relative to its main com-
petitors improves: between 2000 and 2014 (last year for which data are available) the
average underperformance with respect to Spain and Germany shrinks by 20 and 5
per cent, respectively.2 Importantly, the impact of using GDPX for the assessment of
export performance depends on the changes in the GDPX-intensity of each economy.
For instance, in the 2010–2014 period Italy recorded a lower growth rate (by 1.7 per-
centage points on average) than Spain in terms of gross exports, but amarginally higher
growth rate in terms of value added, due to a larger decline in the GDPX-intensity of
Spanish exports.

The main issues with employing international input–output tables are that they are
updated with a significant lag (and therefore are unavailable for the most recent years)
and that they are only available at a fairly aggregated level by sector and market. From

1 The database, illustrated in Timmer et al. (2016), covers 43 countries over the period 2000–2014.
2 Felettigh and Oddo (2016) find that market shares based on gross exports are generally consistent with
market shares based on value added, especially for advanced economies, although the export performance
of Germany relative to France and Italy is less outstanding in value-added terms.
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hereon we thus focus our analysis on international merchandise trade statistics (IMTS)
data at current prices, which offer a timely and extensive set of detailed information
on sectors, destination markets and exporting firms and are largely consistent with
national account data at current prices.

2.3 Destination Markets

From the pre-crisis to the post-2010 period, Italy’s export growth differentials relative
to its main competitors did not change sign, but their magnitude shifted significantly.
Figure 1 shows, for each of the two sub-periods, the contribution of themain geograph-
ical destinations to such differentials (hence also taking into account the weights, and
their variation over time, that destination markets have for each country’s exports).

Italy’s large negative gap relative to Germany and Spain between 1999 and 2007
was generated, almost entirely in the first case and solely in the second case, within
the EU and in particular within the euro-area (Fig. 1a). Relative to French exporters,
Italian exporting firms proved to be more successful across all markets.

In the post-2010 period the narrowing of the gap with respect to Germany was
largely due to euro-areamarkets: the growth differential of exports to these destinations
became slightly positive, due to the larger slowdown of German exports (Fig. 1b).
However, Germany continued to out-perform Italy in its sales to Central and Eastern
Europe, presumably reflecting the strong trade linkages and supply chains in this region
(Muir and Elekdag 2013). A significant contribution to the reduction of the growth
differential also came from extra-EU destinations, where the negative gap observed
before 2007 practically evaporated in the recent 6-year period, mostly owing to the
marked recovery of trade between Italy and the US. The deepening of the overall
negative growth gap vis-à-vis Spain continued to be mainly driven by intra-euro area
trade, although the differential turned negative also for exports to non-euro area EU
countries and extra-EU countries.

Fig. 1 Contribution of destination markets to the annual export growth differential between Italy and the
other main euro-area countries (percentage points). Source: Authors’ calculations on Eurostat and national
sources’ (IMTS) data. Percentage contributions to the annual export growth differential between Italy and
the other main euro-area countries. (1) “other 3” is the difference between the contribution to the growth
rate of Italian exports of sales in the remaining three countries on the one hand, and the contribution to the
growth rate of country j’s exports (j representing France, Germany or Spain) of sales in the remaining three
countries on the other hand
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Back on Track? A Macro–Micro Narrative of Italian Exports 7

Fig. 2 Italy’s export market shares by geographical area (1) (percentage shares). Source: Authors’ calcula-
tions on Istat, Eurostat and IMF-WEO data. (1) Share of Italian goods’ exports on total goods’ imports (at
current prices) by reference area (excluding Italy, when applicable)

The protracted loss of Italy’s export market share on world imports in the pre-
crisis period was almost entirely a “within-euro area” phenomenon (Fig. 2a), driven
in particular by the large loss recorded on German and French markets. Conversely,
the stability observed after 2010 derived from the resilience of Italy’s export share in
both extra-EU markets and within the EU (Fig. 2b).

2.4 Sectors

Until 2007 Italian exports grewmore slowly thanGermany’s in almost allmain sectors;
given the respective sectoral composition of trade, the largest contribution to the overall
negative growth gap stemmed from sales of electrical equipment and, in particular,
of motor vehicles (Fig. 3a), which in Germany recorded a solid expansion (10.8 per
cent per year).3 The motor vehicles sector also explains a large part of the pre-2007
negative growth gap with respect to Spain, followed by the agriculture and food sector,
in contrast with the marked over-performance of Italy’s exports in machinery and
equipment. In comparison with France, Italy performed better in all sectors, except
for wearing apparel and leather.

The developments in the post-crisis period were more heterogeneous. Average
growth rates were higher in Italy than in Germany in a number of key sectors, such
as pharmaceutical and chemical products, machinery, electronics, wearing apparel,
food and beverages. The main industry behind the narrowing of the overall nega-
tive growth gap vis-à-vis German exports was machinery and equipment (Fig. 3b);
a boost also came from the significant lessening of Italy’s under-performance in
motor vehicles and electrical equipment, pharmaceutical, chemical and plastic prod-
ucts. On the contrary, Spain’s exports continued to grow faster than Italy’s in all
main sectors, with the exception of pharmaceutical products; the negative growth gap
widened mostly due to the reduction of Italy’s advantage in machinery and to the

3 Exports of motor vehicles account for almost 20 per cent of German exports, against less than 10 per cent
in Italy.
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8 M. Bugamelli et al.

Fig. 3 The contribution of sectors to the annual export growth differential between Italy and the other main
euro-area countries (percentage points). Source: Authors’ calculations on Eurostat and national sources’
(IMTS) data. Data at the 2-digit level of the Harmonized System classification have been re-arranged so
as to mimic the CPA classification. Data for France in 1999 are estimated. (1) For France this category
includes goods that are not allocated to any other sector

larger negative differential in refined oil products, wearing apparel and food. With
respect to France, Italian exports continued to be more dynamic in almost all main
industries.

2.5 Firms

The number of Italian firms exporting goods has systematically increased since 1999,
with the sole exception of the “Great Trade Collapse” period. According to the most
updated data from ICE-Istat, in 2015 exporters were almost 195,000; more than 80
per cent of them had less than 20 employees, whereas large firms (with more than 250
employees) were about 2000, just 1 per cent of the total.

With respect to the other main euro-area countries the distribution of Italy’s goods
exports by firm size is less skewed to the right: while in all four countries the largest
share of total exports is accounted for by firms with more than 250 employees (the
“happy few” stylized fact advocated by Mayer and Ottaviano 2011; Berthou et al.
2015), Italy stands out for a relatively larger contribution of medium-sized exporters,
coupled with a sizable population of small—especially micro—firms characterized
by relatively low average exports.

The increasing number of Italian exporters reflects different trends: a persistent
increase of micro enterprises (with the exception of 2008–2009), a protracted fall
in the number of firms in the 20-49 employee category, a rising trend until 2007 for
mediumand large firms and a decline thereafter (Fig. 4a). Average exports per firm rose
until the crisis at broadly similar rates for all size classes, yet the recovery afterwards
was widely heterogeneous: very weak for micro-enterprises, faster for small firms,
significantly stronger for large and medium-sized exporters.

As a result of these patterns the contribution of individual size classes to the
dynamics of Italy’s exports changed significantly over time, with small firms, and
in particular micro-firms, growing in number but decreasing in importance for over-
all export growth (Fig. 4b). Before the crisis, the contribution from the two smallest
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Fig. 4 Size of exporting firms. Source: Authors’ calculations on ICE-Istat IMTS data. Exports for which
the exporters’ size was not available are omitted. In panel b) on the horizontal axis percentage changes are
reported

categories accounted for less than one quarter of overall export growth, although their
share in total exports was above 30 per cent in 1999. On the other hand, large com-
panies, whose initial share in total exports was slightly above 42 per cent, accounted
for almost half of the cumulated increase in exports until 2007. While affecting all
firms, the international downturn weighed more heavily on those with less than 50
employees. The subsequent recovery, although widespread, broadened the divergence
between micro and small firms, on the one hand, and medium-sized firms, on the
other hand: while the former, which generated a quarter of total exports in 2010,
contributed only to 16 per cent of aggregate growth in the period 2010–2015, the
latter gained increasingly more relevance, accounting for 34 per cent of the aggregate
export growth (against an initial share below 30 per cent). The contribution of large
firms was confirmed at just below 50 per cent, slightly higher than in the pre-crisis
period.4

3 The Standard Determinants

3.1 External Demand

The ability of a country to keep pace with foreign demand is typically evalu-
ated on the basis of export market shares, namely by assessing the development
of exports against that of world trade. Considering the latter as the main indi-
cator of external demand for a euro-area country’s exports has, however, several
drawbacks. The most relevant one is the bias induced by the dynamics of trade
flows within geographical areas that are very integrated among themselves while
not as integrated with Europe. This is the case of Asian imports, which contribute
highly to world trade developments but are not equivalently relevant for European
countries’ exports, since they are often driven by the endemic production network
that goes under the name of “factory Asia”. More generally, gravity equations (for

4 On the changes in the population of exporters based on firm-level data see Bugamelli et al. (2018).
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Fig. 5 Italy’s goods exports, world imports and potential demand (constant prices and exchange rates).
Source: Authors’ calculations on Istat and IMF-WEO data

instance, Anderson and van Wincoop 2003) teach us that a country’s exports are
not likely to benefit from demand independently from where it originates: exports
are more reactive to demand in close, than in distant markets; the concept of
distance at stake is not only geographical, but also cultural, institutional and linguis-
tic.

In our view the performance on external markets is thus better assessed against a
weighted measure of demand that takes into account the geographical and possibly the
sectorial composition of exports. These are structural characteristics that, togetherwith
commercial presence abroad and international distribution networks, indeed evolve
and adapt over time, albeit slowly.

We build this measure of demand by weighing the growth rates of part-
ner countries’ imports with the percentage composition of exports by des-
tination country.5 Figure 5a shows developments in such measure of “po-
tential demand” against those of world import volumes: whereas before the
“Great Trade Collapse” the two indicators grew at broadly the same pace,
they started diverging thereafter, with potential demand increasing at a lower
rate especially in 2010–2013, reflecting the weak imports of euro-area part-
ners. Overall, between 1999–2007 and 2010–2016 potential demand for Ital-
ian exports decelerated drastically, from an average growth rate of about 9
per cent per year to barely 3 per cent (Fig. 5b). The slowdown was slightly
stronger than the slump registered by world trade and was common to both the
intra and the extra-euro area component, although particularly intense for the
latter.

Against these broad patterns of external demand, the relative performance of Ital-
ian exports was very different across the two periods. Until 2007 exports lagged
significantly behind: their volumes grew on average at a 5.3 per cent yearly rate,

5 The measure considers 80 destination countries, whose import volumes are taken from the IMF-WEO
database, and whose weight for year t is based on the corresponding weight on Italian exports at current
prices in the triennium t − 3, t − 2, t − 1 (rolling base). Rolling 3-year periods, in the place of more
volatile previous-period weights, are a good compromise for capturing the stickiness of a country’s export
specialization. Moreover, they also help capturing more gradually the “transition between steady states”
that began, for example, after China joined the WTO.
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Fig. 6 Potential demand for Italy, France, Germany and Spain (1) (constant prices and exchange rates;
indices 1999=100). Source: Authors’ calculations on national sources, Eurostat and IMF-WEO data. (1)
The indicator considers the import volumes of the main 80 trading partners of each country (covering about
98–99 per cent of its exports and sourced from national accounts data at constant prices from the IMF
WEO) and weights them with their average share in the country’s exports in 1999–2000 (for the indicator
from 1999 to 2007) and in 2006–2007 (for the indicator from 2008 onwards)

almost half that of potential demand, accumulating a negative gap of almost 30 per-
centage points in the 8 years since 1999. The underperformance before the crisis
occurred both within and outside the euro area, although the gap was particularly
large within. On the contrary, from 2010 onwards exports almost systematically out-
paced potential demand, owing to a very positive performance on non-euro area
markets.6

How has the potential demand for Italian exports evolved as compared to that for
German, French and Spanish products? To investigate this aspect we implement a
simplified weighting scheme in order to compute a measure of potential demand at
constant prices that is comparable across countries (Fig. 6); its pattern turns out to be
broadly similar in the four countries between 1999 and 2016. The demand for German
and French exports was only marginally less dynamic than that for Italian products
and the gap vanished after 2010; for Spain it was the weakest, cumulating a negative
growth gap against Italy of about 15 percentage points, also in this case concentrated
in the 1999–2007 period.

6 A similar indicator of external demand for Italian exports, constructed on the basis of trade flows at current
prices at the country-product level sourced from CEPII-BACI—a dataset that provides symmetrized trade
flows among around 220 countries for more than 5000 products (HS 6-digit classification), for a total
of about 1.1 million potential destination markets—indicates that whereas before the crisis Italy’s exports
lagged behind demand in all sectors except for electronics, after 2010 they succeeded in increasing at similar
rates in the machinery, food and leather sectors and even outpaced potential demand in the pharmaceutical
and motor vehicles industries.
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Fig. 7 Price-competitiveness indicators (1999=100).Source: Banca d’Italia. (1) The real effective exchange
rate is deflated by producer prices of manufactures sold domestically (see Felettigh et al. 2016 for details on
the methodology). An increase in the indicator signals a loss in price competitiveness. (2) Ratio of country’s
producer prices to partners’ prices

3.2 Price competitiveness

Price competitiveness is another key driver of export developments; a standard indi-
cator to measure it is the real effective exchange rate (REER), i.e. a weighted average
of nominal exchange rates of a country’s main trading partners, deflated by relative
prices or costs.

According to the REER based on relative producer prices constructed by Banca
d’Italia,7 between 1999 and 2007 Italy’s competitiveness deteriorated by more than
4 percentage points, against a smaller loss in France and a significantly larger one in
Spain; in the same period Germany stood out as an outlier, recording a moderate
gain (Fig. 7a).8 Italy’s loss compounded a nominal appreciation of the exchange
rate (which was stronger than that of the other large euro-area countries owing to
the different composition of Italy’s trading partners) and unfavourable relative price
dynamics (Fig. 7b).

Since 2008–2009 a general recovery in price competitiveness has occurred. The
adjustment has been particularly significant in France and in Italy, where, in particular,
it counterbalanced the loss experienced in the pre-crisis period thanks to both a nominal
depreciation of the euro and a very subdued pattern of relative prices.

The decomposition of the dynamics of the REER into the developments vis-à-
vis euro-area and non-euro area trading partners on all markets (here not shown)
indicates that Italy’s gain over the last few years was due to an improvement in price
competitiveness relative to partners outside the euro area, in turn owing for roughly
two-thirds to the nominal depreciation of the euro and for one-third to more contained
PPI dynamics relative to its non-euro area competitors.

7 Banca d’Italia produces monthly price-competitiveness indicators, deflated by producer prices of manu-
factures sold domestically, for 62 countries (see Felettigh et al. 2016).
8 Although theoretically and empirically no deflator proves to be optimal, it is noteworthy that different
trends emerge when considering indicators based on alternative deflators, such as consumer prices, GDP
deflators and unit labour costs (Turner and Van’t Dack 1993; Chinn 2006; Giordano and Zollino 2016).
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3.3 The contribution of standard determinants to exports: a constant market
share decomposition

A constant market share (CMS) approach provides the relative contribution of geo-
graphical and sectoral specialization—which ultimately determines the evolution of
its potential demand—and competitiveness to a country’s performance on export mar-
kets. In particular, it decomposes the change in a country’s market share on world
trade into three terms. The first (“structural” component) measures whether, due
to their composition by sector and geographical destination, exports are exposed
to markets that grow faster or slower than world trade.9 The second (“competi-
tiveness” component) reflects price and non-price factors which determine gains
or losses of competitive positions on each specific market; it is computed as the
weighted average of the changes in the country’s market share on individual product-
country markets. Finally, the “dynamic adaptation” component assesses whether a
country gains (loses) shares in markets that grow faster (more slowly) than the
average: it depends on the correlation between the change in the country’s market
share on individual product-country pairs and the change in their weight on world
trade.

CMS results, described in greater detail in Bugamelli et al. (2017), show that the
decline in Italy’s share on world trade over the last two decades was largely driven
by the negative contribution of the “competitiveness” and “adaptation” components
(Fig. 8). Sectoral and geographical specialization accounted for only one-tenth of the
observed decrease in Italy’s market share. The resilience of the market share since
2010 mainly reflected the positive contribution of product specialization (especially
in 2014–2015), which was offset by the “adaptation” component, while the curbing
effect of competitiveness factors almost disappeared.

4 Broadening the Spectrum of Potential Drivers

Moving away from “standard” determinants of exports, we turn to investigate the
relevance of additional potential drivers, put forward by themost recent trade literature,
in explaining Italy’s relative export performance.

4.1 Competition from China

The increasing role of China as a global player in world markets has undoubtedly been
the main feature of international trade in the last two decades: from its entry in the
WTO in 2001 the country’s share of world goods exports has almost tripled, reaching

9 This component can be further decomposed into three items, which separately capture the sectoral and
the geographical specialization as well as their interaction.
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Fig. 8 CMS decomposition: changes in Italy’s export market share (1) (exports at current prices; percentage
points). Source: Authors’ calculations on CEPII-BACI data

about 15 per cent in 2015.10 This protracted shock affected the external performance of
advanced economies through a variety of channels, including its impact on countries’
market shares, on the development of the potential demand for their exports, on their
(price and non-price) competitiveness, in terms of both dynamics and levels, and on
the quality composition of exported goods.11 A synthetic way to assess the strength
of these adverse shocks for Italy’s sales abroad, in comparison with the other three
euro-area partners, is to compare the evolution of exports according to their different
exposure toChinese competitive pressures. Using theCEPII-BACI dataset, we classify
products on the basis of the intensity of competition exerted byChina onworldmarkets,
measured by China’s world market share for each product in 2007 (the midpoint of
the period under consideration).12 We distinguish three groups of products based on
the terciles of the distribution: “high” (China’s share above 15 per cent), “medium”
(between 4 and 15 per cent) and “low competition” (below 4 per cent).

The degree of exposure to Chinese competition appears indeed to be
associated with a less favourable performance of exports in all main euro-
area countries: the overall decrease in their market share between 1999 and

10 Another significant development was the trade integration of Central and Eastern European (CEE)
countries, which led to “regional supply chains” and which might have displaced Italian exports, especially
those to the German market. The magnitude of this shock was however considerably smaller: while China’s
market share on world trade increased by 10 percentage points between 1999 and 2015, the combined
market share of the main five CEE countries (the Czech Republic, Hungary, Poland, the Slovak Republic
and Slovenia) increased by just 1.6 percentage points in the same period. We therefore choose to focus only
on competition from China in this part of our analysis, although we are aware that competition from CEE
countries might have been a factor behind Italy’s less favourable performance on euro-area markets.
11 Several studies confirm the impact of increasing competition from low-wage countries on advanced
economies (see Autor et al. 2016 and, for Italy, Bugamelli and Rosolia 2006; Bugamelli et al. 2009, 2015a;
Federico 2014; Giovannetti et al. 2011; Giovannetti and Sanfilippo 2016).
12 We consider more than 4500 products at the HS 6-digit level, excluding mineral products to avoid that
results be influenced by commodity price cycles, as exports are measured at current prices. Similar results
emerge if we measure intensity of competition from China using its market share in 2015.
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Fig. 9 Market shares and intensity of competition from China (1). Source: Authors’ calculations on CEPII-
BACI data. (1) Exports at current prices. Mineral and energy products are excluded

2015 was larger for products characterized by high competition from China and, on
the contrary, very small (except for France) for those facing less intense competition
(Fig. 9a). The picture for Spain and that for Germany are strikingly similar. Italy’s pro-
ductive specialization has been relatively more exposed to the global shock induced
by China: in 1999 the products characterized by a high degree of Chinese competition
amounted to 31 per cent of its total exports, compared to around 20 per cent for the
other countries (Fig. 9b). As a consequence of the weaker export performance and
higher ex ante exposure, exports in the segment characterized by high exposure to
pressures from China accounted for more than half of the decline in Italy’s share on
world markets between 1999 and 2015.

However, the steep decline of the Italian export market share in the “high competi-
tion” product group has significantly flattened since 2010, hence pointing to a possible
unwinding of the negative effects of the “China shock” on Italy’s export performance.

Still, Italy’s exposure to “high-competition” products continues to be relatively large
(24 per cent of exports in 2015, as against 13–17 per cent for the other main euro-area
countries). Furthermore, even the segment of “medium-competition” products, which
is also disproportionately represented in Italian exports, might be increasingly exposed
to competitive pressures, as Chinese companies expand their production capabilities.

Can the “China shock” explain the underperformance of Italy’s exports with respect
to those of Germany and Spain? It does so only partly, as Italy’s loss of market shares
was more intense not just in the segment of high-competition products but across all
product “groups”. For a simple “back-of-the-envelope” quantitative assessment, we
consider a rather conservative counterfactual scenario in which Italy’s ex ante export
composition in terms of intensity of competition from China is set equal to the other
three countries’ average13: the overall percentage loss of Italy’s share on world trade
between 1999 and 2015 would have been about 1.5 points smaller than the decrease

13 In other words, we assume that the share of high-competition products in Italian exports in 1999 was
not 31 but 21 per cent, that those of the medium and low-competition product groups were proportionately
larger (41 and 38 per cent, respectively, instead of 36 and 33), and that the percentage decline in each
segment’s share on world trade was the same as that observed.
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actually observed (28.1 per cent, excluding energy goods), reducing the growth gap
between Italian and German (or Spanish) exports by approximately one-tenth.14

Clearly, this exercise relies on several assumptions, some of which are admittedly
arbitrary (for example, the measurement of the intensity of competition according
to the terciles of the distribution, the dynamics of market shares in the hypothetical
scenario), while it disregards potentially relevant features, such as the market power
of Italian firms on destination markets. It provides however a rough intuition of what
is probably a lower bound for the magnitude of the impact of China’s expansion on
world markets on Italy’ trade performance.

4.2 Quality and Other Demand Shifters

In the last decades, and especially following the massive entry into world trade of
emerging economies, price-based competitive pressures have increased. Given the
wide and unbridgeable gaps in terms of production costs, firms located in advanced
countries are often reported to have increasingly focused on non-price competitiveness
factors such as brand, product quality and attractiveness of after-sale services.

We apply a methodology put forward in the trade literature to measure the “qual-
ity” of a country’s exports. Using the CEPII-BACI dataset at the HS-6 digit product
classification level (excluding mineral products), we follow Khandelwal et al. (2013)
and estimate, within a CES demand function, a demand shifter that can be interpreted
as an export quality parameter:

qpodt � λ
σp−1
podt p

−σp
podt

P
1−σp
pdt

E pdt , (1)

where indices refer to product (p), origin (o) and destination country (d) and year
(t); P is the aggregate price level and E is nominal expenditure; σ p is the constant
elasticity of substitution among varieties of product p. The intuition behind the demand
shifter (λ) is that it explains differences in prices holding sold quantities constant; these
differences might clearly reflect not only the true quality of the product but also all
the features—other than the price level—that make a given product relatively more
attractive to consumers.15

14 In a less conservative counterfactual scenario, where we assume that Italy’s shares of medium and high-
competition products are also in line with the average of the other three euro-area countries (27 and 52 per
cent of total exports, respectively, in 1999), the loss of Italy’s share on world trade would have been about
3.5 percentage points smaller. The growth gap with respect to Germany and Spain would now be reduced
by almost 25 per cent.
15 A second word of caution is that this methodology infers quality only from the demand side; that is,
differences in the cost structure across exporting countries are not considered. However, since higher prices
due to higher costs negatively affect quantities, by focusing on demand shifters our methodology does not
misattribute those differences to (higher) quality. Finally, the methodology rests on a constant-elasticity-of-
substitution demand system, and hence disregards potential price variation across firms due to differences
in mark-ups.
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Since the elasticity of substitution (σ p), the quantity exported (q) and price (p) are
observed (see below), Eq. (1) can be rearranged in the following way:

ln qpodt + σp ln ppodt � (σp − 1) ln Ppdt + ln E pdt + (σp − 1) ln λpodt .

To retrieve an estimate of the demand shifter (λ), we proxy the aggregate price index
(Ppdt) and the expenditure (Epdt) with product-destination-year fixed effects (δpdt) and
estimate the following equation using standard OLS:

ln qpodt + σp ln ppodt � δpdt + εpodt . (2)

The estimated residuals from (2) are then combined with the elasticity of substi-
tution to derive the quality of a single product sold in year t by a given country in a
given destination market:

ln ̂λpodt � ε̂podt

σp − 1
.

We take advantage of the estimated elasticities of substitution (σ p) from Soderbery
(2015) and estimate Eq. (2) using the CEPII-BACI data for quantities and prices.
The quality parameters are then aggregated by country of origin, using the share of
each product in US imports as exogenous weight, to prevent that our estimates reflect
compositional effects (within each product category) rather than actual quality.16

Figure 10 shows that in all four countries the average quality level of exports
increases with GDP per capita of the destination market, in line with the idea that
richer markets demand higher-quality goods (Linder 1961).17 German exports have
the highest average quality in all destination markets, followed by Italy, France and
lastly Spain. The ranking among the four countries is stable across destinations, while
differences increase with their GDP per capita.

In all four countries the average quality of exports increased between 1999 and
2007 (Table 2)18: Italy recorded the largest growth (3.4 per cent) followed by Spain,
Germany andFrance.After the general decline during the 2008–2009 crisis, the quality
of exports has recorded since 2010 small increases in Italy and Spain, even smaller in
Germany, and a reduction in France.19

16 Results of robustness exercises based on alternative weighting schemes, rather than US imports, are
qualitatively similar.
17 When the export quality indicator is regressed on GDP per capita, controlling for different sets of fixed
effects, the R2 is around 0.4, the coefficient of GDP per capita is positive and statistically significant and
its magnitude is significantly higher for Germany and Italy than for France and Spain.
18 We compute for each product-origin–destination the yearly percentage change in our estimated quality
parameter. For each country we then exclude observations below the 5th and above the 95th percentile to
reduce the influence of outliers.
19 The average level of qualitymasks significant heterogeneity across sectors. In comparisonwithGermany,
Italian products are characterized by a relatively high quality in footwear, textiles and other non-metallic
mineral products. Relative quality in these sectors also shows an upward trend, supporting the hypothesis
that Italian exporters of “traditional” products, exposed to price-based competitive pressures from low-wage
economies, have reacted by raising the quality of their exports.
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Fig. 10 Export quality andGDP per capita of destinationmarkets (averages by origin, destination and year).
Source: Authors’ calculations on CEPII-BACI data. The graph aggregates quality estimates at the product
level up to the origin–destination-year level using fixed products weights

Table 2 Changes in quality
(average percentage changes)

� Quality France Germany Italy Spain

1999–2007 2.3 3.1 3.4 3.2

2007–2010 −3.2 −0.9 −2.7 −2.5

2010–2015 −1.4 0.3 0.6 0.7
Source: Authors’ calculations on
CEPII-BACI data

4.3 Domestic Demand

In addition to foreign demand, domestic demand may also affect a country’s export
performance, especially in periods of sharp downturns such as the double recessionary
phase recorded by Italy since 2008. Exporting can indeed be considered as a form
of risk diversification through the distribution of sales across various markets with
different business cycle conditions, thereby providing an opportunity to substitute
sales at home by sales abroad when a negative demand shock hits the home market.
On the other hand, foreign and domestic sales may be driven by similar factors (for
instance, credit availability, which allows firms to expand production, regardless of its
subsequent destination) and therefore be complementary.

Results on the linkbetweendomestic demandand export dynamics, however, appear
to be country-specific, time-specific and data-dependent. In particular, Bugamelli
Gaiotti and Viviano (2015) argue that the correlation may change over the cycle.
Using firm-level data from Banca d’Italia’s survey on industrial firms, they find a neg-
ative correlation between domestic demand and exports in the 2001–2007 period for
Italy, yet a positive link during both the “Great Trade Collapse” and the subsequent
sovereign debt crisis (2011–2012). They show that this result depends on the evolu-
tion of the share of firms with binding constraints to production capacity, liquidity and
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credit.20 In particular, before 2008 diffused capacity constraints, on the one side, and
the large availability of credit, on the other, turned domestic and foreign sales into
substitutes. Thereafter, when credit constraints and liquidity problems became more
intense and widespread, domestic and foreign sales started to co-move, turning the
overall correlation to a positive value.

5 Putting the Pieces Together

To test the relative importance of the factors discussed so far in a unified framework,we
undertake two alternative empirical strategies. On the basis of countries’ sectoral data
we explore the role of both standard and “additional” determinants, in an attempt also to
assess structural differences in the elasticities of exports across the four countries under
analysis. We then explore the role of firm characteristics in explaining different export
elasticities and outcomes using firm-level data on the universe of Italian exporters.

The role of micro heterogeneity in explaining aggregate outcomes has gained
increasing attention in the economic literature. In the trade literature in particular,
the empirical works of the late 1990s were followed by the seminal theoretical con-
tributions of Melitz (2003) and Bernard et al. (2003). More recently, among many
other empirical papers, Barba Navaretti et al. (2017) show a direct link between micro
heterogeneity and macro trade performance, while Mayer and Ottaviano (2011) pro-
pose the “happy few” narrative, arguing that a country’s export competitiveness is
crucially affected by its most efficient firms. Accounting for firm heterogeneity also
helps explain why prices and therefore quantities do not fully adjust to exchange-rate
movements (Campa and Goldberg 2005): recent papers using firm-level data con-
nect the relatively low sensitivity of aggregate exported volumes to exchange rates to
the role of firms with some form of market power (Amiti et al. 2014; Berman et al.
2012; Berthou and Dyhne 2018). Also the impact of competitive pressures stemming
from low-wage countries is different across firms, being greater for low productive,
less capital-intensive and less innovative firms (Bernard et al. 2006a, b; Bloom et al.
2015).

5.1 Country-Sector Panel Regressions

We start by estimating dynamic country-sector export equations à la Goldstein and
Kahn (1985) in which we include only the two standard drivers of exports, REERs and
potential demand. Then, we augment the regressions with additional determinants,
namely competition from China, product quality, size composition of firms across
sectors and proxies to capture the effects of domestic demand developments.

The baseline equation we estimate is the following:

� expi, j,t � a0 + a1�RE E Ri, j,t + a2�potdemi, j,t + ci + εi,t (3)

20 Several studies investigate the role of financial constraints on firms’ external performance (for Italy see
Del Prete and Federico 2014; De Bonis et al. 2015).
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where all variables are expressed in logs and � indicates first differences, expi,j refers
to current-value exports of goods of country i in sector j, REERi,j is the real effective
exchange rate of country i and sector j, potdemi,j is the potential demand of goods that
country i-sector j faces and ci are country fixed effects, which capture differences in
export growth rates due to time-invariant country characteristics. In a set of alternative
specifications we also include time (yt) and sector (sj) fixed effects. The countries are
Italy, France, Germany and Spain, while the sectors included are 12 manufacturing
branches and the period considered is 2003–2015. Details on the construction of the
variables and the data used are provided in the “Appendix”.

Equation (3) is estimated using standard OLS and robust standard errors, the
lag structure being selected so as to maximise the fit of the model in terms of
adjusted R-squared and guarantee statistical significance of the corresponding vari-
able.21

Results are displayed in Table 3. Column (1) depicts results when only country
dummies are included: export growth is negatively associated with an apprecia-
tion of the REER with a 1-year lag and positively correlated with contemporaneous
changes in potential demand. The coefficient of the latter is generally around unity,
whereas the coefficient of the REER is slightly smaller than that in most of the
existing literature, since it is well below unity. Country fixed effects are expressed
relative to Germany: over the whole period and controlling for standard determi-
nants, average export growth rates were lower in Italy and, even more so, in France
than in Germany, whereas the Spain dummy, although not significant, has a positive
sign.

By including sector fixed effects (col. 2) results are practically unchanged. The
additional inclusion of year dummies (col. 3), however, decreases the magnitude of
both coefficients and theREERalso loses significance, possibly due to the lowvariance
in our panel. Structural differences across countries are investigated by including
the interaction of the two covariates with country dummies (col. 4): Spain’s exports
appear to be more reactive to price competitiveness than the average, whereas Italy’s
display a greater elasticity to potential demand.22 Finally, the country fixed effects are
interacted with a “post-2010” dummy (col. 5): relative to Germany, after 2010 Spain’s
growth rates were higher, Italy’s were broadly comparable and France continued to
underperform.

These resultsmay suffer fromanomitted variable bias. Indeedvarious cross-country
empirical analyses have shown how, over recent years, standard determinants have a
low and decreasing explanatory power for export dynamics of advanced economies
(Di Mauro and Forster 2008; Bayoumi et al. 2011; Bricogne et al. 2012).

This issue also has a bearing for the interpretation of the link between exports and
the REER: given that exports are expressed at current prices, the negative relationship
found in the data could be due either to a “quantity effect” related to competitiveness
(a REER depreciation boosts the volume of exports), or to a “price effect” due to

21 All results reported in this section are broadly robust to clustering standard errors by country-sector. The
results and the robustness tests not reported here are available upon request.
22 Italy’s exports also turn out to be more sensitive to price-competitiveness developments than in the other
countries when alternatively deflated REERs are employed (see Bugamelli et al. 2017).
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incomplete pass-through and pricing-to-market by exporters. In this second case,
pricesmay rise as a result of the increase inmarket power, for example due to improved
product quality, without jeopardizing firms’ competitiveness and export performance;
vice versa, price declines that drive profit margins to unsustainably low levels may
endanger firm survival and not be linked to improvements in price competitiveness.
Indeed, Amici et al. (2017) show that profit margins are significantly and positively
related to a country’s export growth, even when traditional REERs (and potential
demand) are controlled for.

We thus augment Eq. (3) with additional potential drivers of exports: competition
from China (compChina), a measure of quality change (�quality), which can be
considered as an indirect measure of market power, and the share of small firms in
each sector (share 0–49). We also include capacity utilization (caputil) and financial
constraints (finconstr) to capture the channels throughwhichdevelopments in domestic
demand may affect exports. The resulting full specification is the following:

� expi, j,t � a0 + a1�RE E Ri, j,t + a2�potdemi, j,t + a3compChina j,t + a4�quali t yi, j,t

+ a5share 0 − 49i, j,2005 + a6caputili, j,t + a7 f inconstri, j,t + ci + εi,t . (4)

Columns (1)–(4) of Table 4 depict results in which each additional variable is
added incrementally to the baseline specification, yet only with country fixed effects;
columns (5)–(8) report results with the full set of fixed effects.

Competitive pressures stemming from China exert a significant drag on export
growth (col. 1); the inclusion of sector and year fixed effects (col. 5), however, erodes
the statistical significance of this variable.

Higher growth in product quality is found to be significantly associated with faster
exports (col. 2); all other previous findings hold although competition from China
becomes onlymarginally significant—possibly because quality upgrading is generally
associated with less fierce competition from China.

The statistical significance of the quality variable is retained even when sector and
time fixed effects are included (col. 6). The share of small firms in each country-sector
(col. 3 and 7) appears not to be significant per se on average for the four countries;
however it presents the expected negative sign.23 Moreover, it is noteworthy that the
Italian country dummy (and only this country’s dummy) loses statistical significance
when the share of small firms is introduced, confirming the distinctive relevance of
this feature for Italy’s external performance.

Results reported in columns (4) and (8) show that, all other things equal, lower
capacity utilization is associated with higher export dynamics, suggesting that on
average a weaker domestic cycle encourages firms to sell abroad; on the other hand,
financial constraints, by limiting firms’ productive activity, significantly hinder foreign
sales.

23 When the share of small firms is included in the baseline regression with only the two standard deter-
minants and no sector and year fixed effects, it is marginally significant and with the expected negative
sign.
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5.2 Firm-Level Panel Regressions for Italy

To bridge the macro–micro evidence we next estimate export growth equations at
the firm level using detailed data on the universe of Italian exporters for the period
2000-2014 made available by Istat (again, see the “Appendix” for further details on
the data). In particular we start from the following equation:

(5)

� expi,t � a0 + a1�Potdemi,t + a2�reeri,t−1

+ a3Chinasharei,t−1 + Xi,t−1 + δ j t + εi,t

where � indicates log differences, �expi is the rate of growth of firm i’s nominal
exports,�Potdemi the rate of growth of the potential demand for its exports,�reeri the
dynamics of its real effective exchange rate andChinasharei measures firm i’s exposure
to Chinese competition. This specification is enriched with industry-time fixed effects
(δjt) and avector of time-varyingfirmcontrols (Xit) to account for structural differences
among exporters. We estimate Eq. (5) weighting each observation by the firm’s export
level in the previous period; this is aimed at estimating elasticities that reflect the
impact of each determinant on aggregate export flows rather than on average firm
responses.

Results are reported in Table 5. The first column includes only the three export
determinants and industry-time fixed effects. The estimated coefficients of potential
demand and competition from China are highly significant and have the expected
sign: firms’ exports grow with potential demand (with an elasticity of 0.2), while they
decrease with a larger exposure to competitive pressures from China (a 10-percentage
point increase in Chinese market shares reduces export growth by 0.6 percentage
points); the correlation with the real exchange rate is statistically not different from
zero. When firm-level controls are included (col. 2), the results barely change: the
coefficient of the Chinese export share is slightly smaller and the elasticity of exports
to the real exchange rate remains not significant, yet turns negative.

How sensitive are these results to the business cycle? Is the post-2010 period any
different from earlier years? To answer this question, we add the interaction between
the export determinants and dummies for each sub-period (2001–2007, 2008–2010,
and 2011–2014). Results are shown in columns (3)–(5), where each column reports
the interaction referred to a specific period. The coefficients of potential demand and
of the Chinese share have the same sign as before but different magnitudes over time;
in particular, the elasticity to potential demand is very high between 2008 and 2010,
while the negative effect of Chinese pressures is strong and significant only in the
2001–2007 period. Importantly, the elasticity to real exchange rate fluctuations is
negative and statistically significant only when interacted with the pre-2007 dummy,
hence confirming the evidence—discussed in the previous sections—that the loss in
price competitiveness before 2007 contributed to slow down export dynamics.

As a final exercise we augment Eq. (5) with interaction terms aiming at capturing
firm heterogeneity in response to macro shocks: we interact potential demand, the real
exchange rate and China’s share with four size-class dummies (0–19, 20–49, 50–249
and more than 250 employees). A clear pattern emerges (cols. 6–9): the elasticity
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of exports to potential demand increases monotonically with firm size, whereas the
effect of the exposure to competition from China and the reactivity to real exchange
rate changes decrease with firm size, as suggested in the literature.

Overall, the results support the claim that Italy’s productive structure, centred
around a large number of micro and small firms, exerted a drag on aggregate export
performance: smaller firms were less capable of defending their market shares and
suffered more from exchange-rate appreciations and stronger competitive pressures
by low-wage competitors.

6 Conclusions

This paper addresses the following two closely related questions. What are the main
factors that explain Italy’s broadly less favourable export performance relative to the
other main euro-area countries observed in the period 1999–2007? And how should
we interpret the signs of recovery since 2010: are they the result of a successful
structural adjustment of Italian firms or rather simply due to more favourable, cyclical
and therefore temporary factors?

We argue that the unsatisfactory performance of Italian exports in the pre-crisis
period is the result of the interplay between three factors. The first is the signifi-
cant appreciation of the real effective exchange rate for Italy, which compounded
unfavourable developments of relative prices and a nominal appreciation that was
stronger than that of its three main competitors, owing to the different composition of
trading partners. The second factor is the specialization in productions that were partic-
ularly exposed to the increasing weight of low-wage countries, China in particular, on
world exports. The third factor is the relatively large number of small exporters, which
compounded the previous two. Indeed, micro and small firms struggled in defending
their exports in the face of the exchange-rate appreciation, in keeping pace with poten-
tial demand and, finally, in successfully facing competition from low-wage countries.

As regards the second question, the evidence is fairly mixed. Among the positive
signals, the resilience of Italy’s market share on world trade since 2010 stands out
in sharp contrast with the steep decline experienced since the late Nineties. Italian
exports have been growing at a slightly faster pace than the demand stemming from
destinationmarkets, and havemanaged to reduce the negative growth differential vis-à-
vis German exports significantly. In contrast to the past, when the under performance
of Italy’s exports was rather widespread across industries, the recent developments
point to a more heterogeneous picture, with particularly positive dynamics in some
sectors (machinery, motor vehicles, pharmaceutical products, food and beverages).
This may indicate that the sectoral specialization has shifted towards sectors that are
less exposed to competitive pressures stemming from Chinese products, as well as
towards productions that are particularly effective in activating domestic value added.

However, recent patterns were sustained by the recovery in price competitiveness
and by the positive contribution of sectoral specialization, with cyclical or temporary
factors playing a role in both cases: the former was mainly helped by the nominal
depreciation of the euro, although some relative-price adjustment vis-à-vis Germany
was also at play, while the latter reflected favourable, possibly short-run, developments
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of world demand in some of Italy’s specialization sectors. These positive effects were
partly counteracted by the cyclical weakness of domestic demand, also in connection
with tight financial constraints.

On the back of these overall findings, what is to be expected in the near future?
Forecasting the path of export determinants clearly goes beyond the scope of this
paper. We nonetheless provide a few thoughts that may be relevant for the outlook of
Italy’s external performance.

As far as price competitiveness is concerned, our work points to the role not just of
the nominal exchange rate but also of relative prices within the euro area, thus referring
to the ongoing debate on the adjustment of area-widemacroeconomic imbalances. The
dynamics of relative prices reflect not only changes in the cost of labour and of the other
production factors, but also productivity growth and quality improvements. Whereas
the quality of Italy’s exports has encouragingly grown over time according to our
proxy, although no differently to that in the other main euro-area countries, sluggish
productivity appears to be a long-run trait of the Italian economy (Giordano et al.
2017; Bugamelli and Lotti 2018). In this light, price competitiveness gains and the
resulting boost to foreign sales would be larger if Italy’s productivity growth returned
to rates comparable to those observed in its main competitor countries.

The geography mix could continue to exert a mildly negative impact on Italy’s
exports, although there are reasons to believe that it will be more attenuated than in the
past: the recent slowdown in world trade has affected all the main regions in the world,
and smaller divergences are expected between trade growth in emerging markets – in
which Italian exporters are relatively less active – and in advanced markets. In terms of
product mix, Italy still appears significantlymore exposed to the competitive pressures
of low-wage countries’ producers: should these competitors manage to penetrate a
wider set of products, leaving only the very high-technology sectors sheltered from
competition, Italian exports would most likely continue to suffer more than those of
the other main euro-area countries. On the other hand, the worst phase of the “China
shock” is likely over.

The positive selection of firms might have structurally strengthened the population
of Italian exporters. Since the eruption of the global financial crisis, but to some extent
even before, small and micro Italian exporters have lost ground; the resulting change
in the composition of the exporting population is plausibly going to positively affect
aggregate exports given the higher ability of medium-large firms to keep pace with
external demand, to face global competitive pressures and to maintain market shares
when the exchange rate appreciates.

Appendix: Details on the Datasets Underlying the Empirical Analysis

Country-Sector Regressions

Exports (exp) Exports of goods at current prices are taken from the CEPII-BACI
database.24 We use the 1996 version of the 6-digit HS classification, which we

24 See Gaulier and Zignago (2010) for the methodological details of the CEPII-BACI dataset.
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aggregate up into 12 manufacturing branches defined by the 2002 Nace Rev.1.1 clas-
sification.25 Exports of goods data are converted from US dollars into euros using the
average annual nominal bilateral exchange rate.

Real Effective Exchange Rate (REER) It is the sector-level REER produced by
Sato et al. (2015).26 Similarly to the Bank of Italy’s total manufacturing REER, this
indicator is deflated using PPIs; however, it is constructed vis-à-vis 28 trading partners
(against 61 for the Banca d’Italia indicator).

Potential Demand (potdem) It is constructed using CEPII-BACI data for each
country-sector-year cell and is based on three different sets of import weights: (a)
average 1998–2000 weights; (b) average 2005–2007 weights and (c) a series obtained
by splicing the previous two.We chose to fix the weights at the beginning of the period
considered (case a) or at itsmidpoint (case b), as opposed to rolling-base alternatives, in
order to reduce a potential reverse causality bias between export and potential demand
developments. Results shown in the paper are based on series (c), although findings
are confirmed (and available upon request) when (a) or (b) are used.

Competition From China (comp China) It is proxied by the share of Chinese exports
to all destinations in world trade for each sector-year constructed on CEPII-BACI data;
it is the same across all four main euro-area countries.

Product Quality (quality) It is based on the measure discussed in Sect. 4.2, employ-
ing the elasticities of substitution estimated by Soderbery (2015) and aggregating up to
the NACE Rev.1.1 sectoral level using country-specific weights (given by the country
average over the entire period). Alternative indicators use the elasticities of substi-
tution taken from Broda and Weinstein (2006) and different sets of weights; results,
available upon request, are robust to these alternative indicators.

Firm Size (share 0–49) We exploit Eurostat’s Structural Business Statistics
database, which provides information on the number of total manufacturing firms
in different size classes by country, and assume that the size composition of all firms
is similar to that of exporters. Owing to the patchiness of the data, we select a year for
which missing values are few and which represents a mid-point in the period under
analysis, namely 2005. We define “small” firms as those with 0–49 employees, but
results, available upon request, are robust also to 0–9 and 0–19 size classes.

Capacity Utilization (caputil) This indicator is based on the monthly European
Commission Business Survey of manufacturing firms. It is the average current level of
capacity utilization in percentage points reported by firms within each country-sector.

Financial Constraints (finconstr)We extract the share ofmanufacturingfirmswhich
report that financial factors are an obstacle to their economic activity from the above-
mentioned European Commission Business Survey. We then define a dummy taking

25 TheNACERev.1.1 classification disaggregatesmanufacturing into 14 branches.We drop “Coke, Refined
Petroleum and Nuclear Fuel” due to the fact that it is a clear outlier at current prices and “Manufacturing,
Nec; Recycling”, for which REER data are unavailable.
26 Data are available at: http://www.rieti.go.jp/users/eeri/en/. This variable is available for the 2007 NACE
Rev.2 classification: similarly to other variables broken down according to this classification, in order
to obtain the Nace Rev.1.1 disaggregation, which is less disaggregated, weighted averages of the sectoral
variables were taken, where theweights were given by the country-specific time-varying value added shares,
computed on Eurostat data, of each NACE Rev.2 sector in the more aggregated NACE Rev.1.1 sector.
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value 1 if the share is above the 90th percentile of the distribution of this variable
across the four main euro-area countries, 0 otherwise.

Firm-Level Regressions

Exports (exp) Based on Istat data on the universe of Italian exporters, the dataset on
firm-level exports of goods at current prices refers to the firms that provide informa-
tion on the breakdown of foreign sales by product; these are, according to statistical
reporting requirements, all firms that annually export more than 250,000 euros to EU
markets and more than 1000 euros to extra-EU countries.

Potential Demand (�potdem) Potential demand growth rates at the firm-level are
constructed as follows. First, we define the firm-specific mix of exported products (p)
at the HS 6-digit level to destination market (d), as that observed in the first year (t=0)
the firm enters the sample. Second, for any product-destination mix (p,d) we compute
the growth rate of country d’s imports of product p (�IMPpdt), excluding those from
Italy. Finally, we aggregate these growth rates across all the product-destination pairs
reached by the firm in the initial year (t=0), using as weights their share in the firm’s
exports at the beginning of the period (ωipd0):

�Potdemit �
∑

p,d

ωi pd0(�I M Ppdt ),

where the choice of keeping the product-destination mix constant should assure that
the potential demand shock is exogenous to the firm, namely that it does not reflect
product-mix adjustment over time.

Real Effective Exchange Rate (reer) This firm-specific variable is constructed as fol-
lows. First, for any destination country (d) we compute the bilateral real exchange rate
as the product between the nominal exchange rate and the relative producer price index:

rerd,t � ed,t × P P I I T A
t

P P I d
t

,

where an increase signals an appreciation of the real exchange rate. Second, we define
the set of countries (d) served by firm i in the first year it enters the sample (t=0).
Finally, we aggregate the destination-specific real exchange rate across all the desti-
nations reached by the firm in the initial year, using as weights their share in the firm’s
exports at the beginning of the period (ωid0):

reeri,t �
∑

d

ωid0 × rerd,t .

Competition From China (Chinashare) This firm-specific measure is constructed
combining information on the firm’s product-mix and China’s global market share in
the following way. First, for each product and year we use the CEPII-BACI dataset to
compute China’s world market share, namely the value of China’s exports as a fraction
of world exports, for that product (Chinasharep,t). Second, we observe the firm-level
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product-mix (Pi0) in the first year the firm enters the sample (t =0), irrespective of
the destination of its exports. Finally, we aggregate the values of China’s market
share across all the products included in Pi0, using as weights the composition across
products of the firm’s exports observed at the beginning of the period (ωp0):

Chinashareit �
∑

p∈Pi0

ωp0(Chinasharept )
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