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|. - THE INTERNATIONAL ECONOMY
The International Economy
Production, the structure of demand, employment and prices

1977 closed with a Frowth rate for the %ross product of the OEcD
area (3.5 per cent) that was lower than that of the previous year (5.2

per centl), than the projections made by international organizafions and
ahove all, than the minimum rate (sround 4.5 per cent) consigered
necessary to avoid a further increase In the unemployment rate. After a
marked Slowdown in 1975 and 1976, the average increase in prices was
sllghtly over that of the previous year, even though some countries
added to their successes in curbing inflation. The  difficulties facmg
Bohcz-maker_s seeking to reconcile conflicting targets were sharpene
y the persistence, alongside the global deficit vis-a-vis the OPEC
countries, of balance-of-payments disequilibria within the OECD itself.

~ The sup,oqrt to the growth of aggregate demand provided by
inventory building, which was substantial In 1976, practically dried
up as expected. The national budgets maintained, chiefly through an
increase In taxation net of transfers, the esse_ntlafly restrictive course
initiated after the acute Rhase of the recession had been overcome,
most of the effects of which were already apparent in 1976. The
growth of world trade was weak and lower than forecast. More
Importantly, there was no recovery of private investment such as to
compensate the curb on that by the public sector and promote a sustained
and regular expansion of demand.

One of the ne?,ative results of the %/ear was the slack performance
of capital accumulation, partlg due to the delay in adjusting the stock
of capital to the structural changes which relafive prices of goods and
factors have undergone in the seventies and which represent one of the
determinants of the present crisis. In addition to the persistence, in
an oligopolistic framework, of mar?lns_ of unutilized Productlve capacity
that are probably still fairly substantial, investment also seems to be
handicapped by expectations of only a small growth of demand and
by risk factors. Pessimistic expectations do not depend only on the
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Table 1
ECONOMIC INDICATORS IN THE EEC AND IN OTHER INDUSTRIAL COUNTRIES
(percentage changes)
Demand (1) Supply(l Manufacturing industry
Domestic Foreign Implicit unem-
Countries  Years 00%

IMports - Gross GNP Eamings  Whole- plo%ryn
rivate dpublic s & 8rﬁ‘s 0%8‘555 national  geflator PE?éjnuc- et i e the Jabeur

consump- consump- fixed in- oG, proauct of output prices  force
tion jon " vestment &1

Western Germany 1976 3.6 24 5.0 111 10.6 51 32 18 14 39 46
1917 30 15 28 43 43 25 3 27 29 2.6 45
France....... 1976 4.9 47 45 94 195 52 96 96 37 74 43
1977 25 40  -0.6 6.3 10 29 94 10 15 5.5 49
United Kingdom . 1976 0.4 24 34 1.3 38 20 152 10 122 164 53
97 10 02 75 6.5 45  -0.1 144 19 108 202 5.8
(1) F— 1976 34 18 19 137 149 51 183 124 106 216
1977 2.1 2.3 01 58  -1.0 17 183 09 174 181 7.2
Netherlands .... 1976 21 43 -1.9 105 109 44 86 54 25 15 44
1977 35 24 99  -24 19 2.3 68 27 6.0 54 43
Belgium............. 1976 33 33 -0l 8.0 107 3.0 81 92 2.8 38 6.8
1977 30 26 -1.0 39 3l 24 72 14 5.0 32 18
Denmark... 1976 6.3 30 16.3 2.6 16.8 48 91 118 48 8.0 4.7
1917 0.2 23 3.7 39 -13 0.9 95 09 6.5 7.6 59
Ireland —............ 1976 2.8 2.0 44 84 154 3.2 180 104 107 147 9.8
1977 45 2.0 9.0 137 114 5.6 134 61 80 171 9.7
Luxembourg ... 1976 30 22 -4.2 32 0.2 2.8 61 63 58 03
1977 25 21 32 16 24 11 45 10 15 0.6
TOTAL FOREEC 1976 35 2.8 2.9 9.7 116 4.8 91 75 7.6 9.6 5.0
191 19 17 09 43 18 19 93 23 8.8 8.8 54
United States . .. 1976 6.0 17 5.6 6.6 184 6.0 53 119 16 6.4 .1
1977 47 25 103 2.3 94 49 56 56 7.0 6.9 7.0
Japan s 1976 44 38 3.6 168 8.0 6.0 64 136 -3l 5.1 2.1
1977 32 3.6 43 104 2.0 51 55 471 38 09 2.0
Canada ...vovven 1976 6.1 0.9 0.8 8.9 8.2 49 95 50 8.4 5.1 11
1977 32 3.2 0.1 1.6 3.6 28 68 39 5.6 15 8.1
Switzerland . ... 1976 05 40 -10.7 10.2 27 13 23 32 -80  -13 0.7
1977 25 10 30 100 94 43 05 42 25  -25 0.5

Source: National bulletins and EEC Commission. Figures for 1977 are provisional and partly estimated.
(1) Changes are calculated on values at constant prices.
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extrapolation of the recent performance of economic activity; in fact,
persistently high rates of inflation, or fears that they will reappear,
Induce governments to tg)1|ve priority to the objective of price stability,
to be pursued in part by containing aggzregate demand. Risk factors
of a financial nature a?pe_ar to have lost importance since, already in
1976, the structure of firms' balance sheets had returned to more
healthy positions as regards liquidity, the term structure of debts and
gearing ratios; by contrast, there are still ?rave uncertainties concerning
costs, the composition of demand, and the relative prices of goods'

~ Private consumption also recorded a slowdown of growth in 1977,
which reflects the weaker performance of households' real incomes,
both gross and, more especially, net of taxation. Although the average
propensity to consume with respect to disposable income recorded an
Increase, 1t was held in check by continuing uncertainty as to the future
behaviour of employment and " prices.

~ The performance of economic activity was particularly unsat-
isfactory in the second and third quarters when industrial production
stagnated or declined in many countries, with the GNP of the OECD
area increasing at annual ratés of under 3 per cent in the absence of
exogenous stimuli to demand. The system's inability to achieve self-
8en_erat|ng growth became fully evident at that point and some countries
ecided to adopt expansionary fiscal measures. Part of their positive
effects were already apparent by the end of the year, in the form of a
slight acceleration of growth. However, growth forecasts for the whole
of 1978 are no higher than 3.5 per cent.

On the other hand, even these forecasts aPpear unlikely to
materialize because the internal and external targets Pursued by the
major economies continue to be contradictory, which is the main reason
wh}/ economic policies did not give adequate support to production in
1977. Whereas the United States achieved its objectives for the growth
of domestic demand in real terms. Western Germany and Japan fell
below their targets by respectively 2.5 and 2 percentage points. Con-
sequently, in the last two countries, which have a structural halance-
of-payments surplus, the change in the external balance on goods and
services had a positive influence on demand, notwithstanding the loss
of price competitiveness; this testifies to the difficulty of achieving the
necessary complementarity between different instruments when pursu-
ing independent or contrasting economic policy objectives.
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~ Due to the slack in the growth of demand the employment sit-
uation deteriorated in the EEC and this produced, in turn, a sllght rise
in the global unemployment rate for the OECD area (from 4 Der
cent in 1976 to 5.5 per cent) in spite of the progress made by the
United States (Table 1).

~ The slowdown in the growth of demand helps to explain the
slight increase in the average rate of inflation after it had decreased
b¥ 2 points in 1975 and 3 Pomts in 1976, With the rate of increase
of wages stable or only slightly decreasing the modest growth of produc-
tivity resulted in a higher growth rate of unit labour costs particularly
in manufacturing industry (Table 1).

On the other hand, the growth of prices was not high enough to
Eermlt a further recovery of profits beyond that achieved in 1976
hanks to heav¥ productivity gains, The distribution of income remained
practically unchanged except in the United Kingdom, where the share
of employee income, adjusted for changes in the percentage of the
total [abour force accounted for by this income group, decreased con-
Siderably.

~ Despite high levels of unemployment, the fiscal and monetary
policies of the OECD countries continued to be cautious, particularly
In the first half of 1977, because of the persistence of Inflation and
balance-of-payments  disequilibria.  In the United Kingdom, France,
Canada and a certain number of small European countries experiments
in incomes policies were undertaken and almost all countries launched
job-creating schemes to alleviate unemployment, especially among young
people, and its social consequences, hut not always in a systematic
manner and with limited results on the whole.

Trade restrictions were introduced, and even more frequently
threatened by a growing number of countries, with the aim of improving
their external positions and supi)ortmg em_ploy{ment._ Finally, only
slight progress was made in formulating and implementing strategies to
overcome sectoral imbalances, mainly In the energy sector.

Economic policy coordination within the EEC

The performance of the EEC's economy in 1977 does not reflect
any great progress towards implementing a coordinated economic policy



to restore sustained and halanced qrowth which will allow the economic
system to move towards full employment.

_ Durln% the first half of the year in France, Italy and the United
Kingdom the restrictive slant of monetary and budget policies caused
a Weakening of the impulses generated by the domestic components of
demand which was not matched by an adequate expansion of the ex-
ternal components, imports bK Germany and the Benelux countries
bemgi.slow_to increase. In these economies the pr|0r|t¥ assigned to
stability objectives, which were_largel]y achieved, was reflected in the
cautious posture of demand policy.  The outcome was a drop in the
production levels of the EEC which spurred the EEC Council, from
the London meeting of March 30-31 on, to request new measures for
economic expansion in the nations still enjoying ample room for
manoeuvre.  Only at the end of the third quarter were new public
spending programmes and extensive tax concessions decided in Germany
and the Netherlands, and an acceleration of the growth of monetarY
aggregates accepted. However, these measures proved of limited effect,
and were |m?Iemented too late to bring about significant changes in
economic performance during 1977.

~ Overall, the recent experience of coordination within the EEC
highlights the difficulties of following up the definition of a common
economic programme, with differentiated objectives according to na-
tional situations, with truly complementary policies which, by mutuall
remforcmgz each other, will allow all the chosen objectives to be attained.
The effects of insufficiently complementary policies show up in the
results achieved by the EEC economy: these reveal that in 1977 no
substantial Rrogress was made in accomplishing the objectives of con-
solidating the economic recovery and reducing unemployment levels
whereas current account deficits and inflation rates were reduced.

Community bodies contributed towards more extensive economic
and monetary cooperation with substantial intervention to channel the
action of individual nations and promote new progress in economic in-
tegration and in expanding the financial mechanisms called upon to
support this process. 'Of special importance is the Commission's initiative
to relaunch the process of economic and monetary union by means
of a composite and articulated programme.

The Commission's proposals appear to be dictated by the justifiable
need to preserve, in the present cyclical phase, a close Cohesion of the
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economies: they invite, however, certain remarks, Recent experience
has clearly shown that any coordination of economic policy instruments
Is a sterile achievement unless there is a firm agreement on final targets
and, more especlal_lr, on the priority to be given to different objectives
and their compatibility within the EEc. On these indispensable premises
it would be possible to make headway in improving present coordination
procedures by means of an ex ante assessment both of the functional
relationships “between final goals and quantitative guidelines for in-
termediate targets and of the compatibility of these guidelines at EEC
level.  Since these targets are indispensable for the achievement of
macro-economic goals, 1t would be advisable to review them during
the year when they appear unsuited to their task.

Fixing intermediate tar(T]ets in monetary management has so far
proved an effective means of | %/lng some foundations for greater ex-
change rate stabllltg. Rates of economic growth and performances
of prices, costs and balances of payments are not, at present, sufficiently
convergent to permit the introduction of an exchange rate structure
that is binding for all the Community currencies. However, in this
perspective it would already be possible to implement some measures
directed at broadening the role of the EMCF, in line with the Com-
mission's proposals, and extending the use of the EUA to denominate
reserve assets and financial instruments.

‘While the importance of .pro%ress in the monetary sector cannot
be disregarded, the basic condition for ad\(ancmg the integration process
remains the implementation of an effective EEC policy for economic
development, urm% the pre-integration phase, this policy would be
expected to narrow the differences of development amon% areas of the
EEC and, subsequently, to mltagate_ the effects of the changes in the
geographical distribution of production and investment which economic
unification implies.

Obviously a return to high growth rates would make it possible
to speed up the process of economic integration while reducing the costs.

International trade, current account balances and direct investment

The rise in the volume of world trade in 1977 (under 4 per cent)
was clearly beneath that of the previous year (11 per cent) and lower



than the forecasts prepared by the major international organizations
at the start of the year (7-8 per centR, but close to the average for the
previous four years. 1t seems, therefore, that there is a strengthen[ng
of the downward trend of the growth rate of international trade, whic

averaged around 8 per cent per annum over the period 1960-1972.

The growth of unit values of international trade, expressed in
dollars, was very much higher (9 per cent) than in 1976 (2 per cent),
chiefly owing to the changed performance of the dollar exchange rate.
The increase in these same unit values expressed in domestic currency
Was onI{ slightly hlﬁher, evidence that in many countries export prices
tended fo rise at a lower rate than domestic ones.

The sta%nation of trade volumes involved all economic areas.
Specifically, the growth of imports by the developed countries dropped
from 14 per cent in 1976 to barely 5 per cent in 1977,

The income elasticity of international trade has been decreasing
for some years now under the influence of structural factors, such as
the slackening of trade creation which followed liberalization and the
%rowth of the services sector in the more developed economies encouraged
y the crisis of the seventies. Finally it aPpears that the unsatisfactory
development of international trade s not unrelated to the effects of
what can be termed protectionist measures.

The performance of international merchandise flows, coupled with
aworsenmg of terms of trade, were reflected in a 6 billion dollar increase
in the trade deficit of the OECD area. By contrast, there was a
decrease in the trade deficit of the %roug of non-oil developing countries
and of the socialist area, while the OpEC surplus remained almost
unchanged. The balances on current account recorded similar perfor-
mances. The picture for 1977 closely resembles that for 1974 the
OPEC current surplus is still very high and is matched by heavy deficits
in all other areas, despite an incomplete utilization of resources in
the industrial countries (Table 2); however, once inflation over the
Ifastt three”years has been taken into account, the disequilibria are in
act smaller.

Although there may appear to have been some improvement in
the current positions of the Industrial countries, in the sense that the
United States is better able to cope with the internal and external
consequences of a heavy deficit than the other countries which have
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recorded a deficit in past years, if the present structure persists over
the long run it cannot but have negative effects on the growth of
trade and on international financial stability.

Global international flows of direct investment have been affected
by the general slowdown of world demand. However, these flows have
received stimulus from exchange rate changes and the influence of the
Erote_ctlonl_st climate. Since the latter has raised fears of a reversal of
he liberalization process, over recent years many industrial countries,
and especially those with a current balance-of-payments surplus, have
increased their productive capacity (as well as their distribution network)
in the outlet markets where there is the risk that export flows will be
hampered by trade restrictions.

The balance of payments by major economic area

The unsatisfactory rate of growth of the world economy and
the cyclical phase difference between the United States and the other
industrial countries had a profound effect on the balance of payments
by major economic area in 1977, The most important elements were
the huge deficit of the United States and the reduction in the surplus
of the OPEC countries (37 billion dollars compared with 42.5 hillion
in 1976). This fall, besides being the result of the slackening of
world F(y]lgowth, was also due to the exploitation of new oil fields outside
the OPEC area.

~In addition to a current account deficit the United States also
registered a net capital outflow_%lS billion dollars) which was distrib-
uted uneve.nlly over the year with a sharp increase in the last quarter
caused mainly by outflows of bank funds. The _?_reater part of the
total deficit was Tinanced by an increase in the liabilities of the United
Statets authorities towards the central banks of the other major industrial
countries.

The total outflow of long-term capital from Western Germany
and Japan amounted to 10 billion dollars compared with approximately
1 billion in 1976. These outflows, though they made a valid contribution
towards restoring equilibrium in the external positions of these countries,
were not sufficient to counterbalance their current account surpluses
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and net inflows of short-term capital, so that hoth their reserves and
their exchange rates rose over the year.

The largest increase in reserves (15 hillion dollars) occurred,
however, in the United Kingdom as a result of heavy inflows of both
short and long-term capital.” Here again the increase in reserves was
accompanied by strong upward pressure on the exchange rate.

The external disequilibria of the industrial countries other _than
the Group of Ten and Switzerland remained large (Table 2). These
countries are still suffering heawl?; from the effects of the ‘oil crisis,
as can be seen from the fact that their aggregate current account deficit
in 1977 (22 hillion dollars) was not substantially better than the
maximum value registered in 1974 and that it continued to be financed
mainly through borrowing on international markets.

The external position of the non-oil developing countries showed
a_further improvement.  Their current account deficit fell from 26
billion dollars in 1976 to 22.5 hillion. Nonetheless a considerable
worsening of their position is to be expected in 1978 and this i
indicative of the precariousness of equilibria which depend to no small
extent on the reduction in their rate of growth since 1973,

International financial markets

In 1977 credit markets, favoured by a high level of bank liquidity
and by an inadequate creation of financial instruments by official
International institutions, continued to intermediate a verg large flow
of financing on more favourable terms to horrowers. Table 2" allows
an assessment of the role these markets have played in fmqncm%current
account disequilibria over the last few years, during which there has
been a shift in emphasis away from reserve financing of international
payments imbalances towards  debt financing.

~ The Iar_?est flows were towards the smaller OECD countries
which, despite large current account deficits, registered only small
reductions in_their ag%regat_e reserves in 1975 and 1976, and even
managed to increase them in 1977. Italy, France and the United
Kingdom taken together more than offset the effects of current account
deficits on their reserves over the period 1975-1977 by having recourse

2
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Table 2

BALANCE ON CURRENT ACCOUNT, RECOURSE TO INTERNATIONAL FINANCIAL
MARKETS AND CHANGE IN OFFICIAL RESERVES

(billions of dollars)

Balance (Cross). Féa%g ;)f Flows ij Change Change

. on current infeénaid'onal cre t%fS o de O8I [0 B?Ss_'t_'\ﬁ” ol

Countries account onas enobanks  xenobanks X 0@%5 Teserves

A D) B cQ) D) F F3)
1975-76 1977 1975-76 1977 1975-76 1977 197576 1077 1975-76 1977 1975-76 1977
Group of Ten + Switzerland .. 2,08 -11.90 30.25 14.69 8151 1305 11508 1885 -33.57 -5.80 10.67 36.95
United SEtes .ovvvvesvvsennrienns 10.22 -20.20 089 141 354 725 2869 1008 -25.15 -2.83 226 107

Western G Japan, Swit-

Zorrand Nemerandee " 9016 1796 592 264 2490 378 2843 555 -353 -9.33 990 1313
Italy, France, United Kingdom -15.33 -0.o7 657 414 3592 162 4494 091 -9.02 071 -2.12 2225
Relgjum, Carada, Sweden . . -12.07 -8.60 1687 650 1115 795 1300 231 413 565 063 050

Other OECD countries ... -34.60 -22.25 763 611 1909 926 351 253 1558 673 -252 13
Total for OECD .. -32.52 -34.15 37.88 20.08 100.60 2231 11859 21.38 -17.99 093  8.15 38.29
73.00 37.00 025 052 9.80 7.80 1240 8.90 -2.60 -1.10 1824  9.48

NODC...... .. -66.25 -22.50 2.32 2.44  17.90 5.60 12.80 8.20 5.10 -2.60 10.39 9.72
Centrally-pl.
and other countries.......... -31.25 -11.25 0.20 021 21.87 -5.53 3.60 -1.48 1827 -4.05 0.90 0.06

Sources: OECD, BIS, IMF and Euromoney.

1) Figures for 1977 are estimated. —;2) Figures for flows of credits and deposits with xenobanks by OPEC countries and NODC
have been calculated only for 1976 and 1977 since the appropriate statistics for 1975 are not available. For all countries data for 1977
,re&e,r%nlyl to thte first 9 months of the year. —(3) The figures under this item reflect the different valuations given to gold reserves by the
individual countries.

to international financial markets (the data for the United Kingdom
should be interpreted taking account of London's role as a centre of
international financial intermediationy. For the developing countries,
instead, the main sources of financing were aid, official bilateral transfers
and direct investment,

The lower rate of growth of international financial flows in 1977
compared with 1976 can be explained mainly in terms of demand. In
the first place, the growth of world economic activity and trade slowed
down; in the second place, the smaller surplus of the OPEC countries
and the larger deficit of the United States caused a reduction in the
current account disequilibria of the other countries.

The OPEC countries partly shifted the distribution of their financial
surpluses towards the pound sterling and the stronﬁ currencies while
reducing new investment in the United States. Furthermore, the high-
absorbing OPEC countries considerably increased their medium-term
borrowing on international financial markets.

More generally, one of the main features of 1977 was the notable
contribution of financial flows which, despite some signs of tension
enalbled texternal objectives to be achieved without excessive internal
real costs.



Exchange rates

The progressive deterioration of the United States current account
and the further improvement of those of Japan and Western Germany
in 1977 set the stage for large changes in exchange rates. in fact, after
a period of relative calm during the first nine months of the year, the
exchange rates of the major currencies came under pressure during the
last quarter of 1977 and the early part of 1978 with speculative capital
movements fuelling the process.

The Swiss franc, the _JaPanese ren and the deutschemark all
appreciated considerably against the doflar (by 31, 26 and 18 per cent
respectively), while the effective exchange rate of the dollar fell by
nearly 8 ﬁer cent between January 1977 and March 1978. The greater
part of these changes took place in the last six months of the above
period. Also worthy of note is the sharp recoverr of sterling, which
rose over the same g)erlod both against the dollar and in effective
exchange rate terms (5 per cent), thereby offsetting a part of the 1975-
1976 depreciation.

A more meaningful indication of the changes in competitiveness of
the various countries is provided by their real exchange rates which
take account of changes In both effective exchange rates and relative
rates of inflation. From this point of view the largest change was that
of sterling, the real exchange rate of which rose by 14 per cent, with
a correspondm? loss of competitiveness, since inflation continued at a
higher rate in the United Kingdom than the average for all industrial
countries. The 1977 avera%e real rate of exchange thus returned to the
level of 1975 and above that of 1974, The Japanese yen also appreciated
considerably in real terms 810 per cent%, and this increase together with
that of 1976 g5 per cent) brought the yen hack to its level at the
beginning of 1974. The appreciation of ‘the deutschemark was more
modest (7 per cent), but when added to the 1976 aﬁpreC[atlon brought
the real exchange rate close to the record level of the third quarter of
1973. Among the currencies considered, the one to decling the most
in real terms was the U.S. dollar which fell by 6 per cent to a level
close to the 1974 average. These changes in real exchange rates were
in line with the current account balances of the various countries.
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For the whole of 1977 the relative stability of the first nine
months outweighed the disturbances of the last quarter and the
changes in exchange rates took place in less turbulent conditions than
in 1976. The average monthly v.arlablllt?/_ of the exchange rates of
the eleven major industrial countries declined, thereby confirming a
trend which has been almost constantly present since 1973 and to
which attention was drawn in the last two Reports. The great in-
stability of the first years of floating rates may, therefore, have been
mainly caused by the need to correct the disequilibria accumulated over
the preceding years, the novelty of the regime to which operators had
to become accustomed, and the marked varlablllt?/ of underlying economic
trends, rather than by features inherent in the floating rate regime itself.
The reduction in the averaﬁe variability since 1973 does, nonetheless,
hide large fluctuations at the level of ‘individual countries.

Monetary authorities have made massive interventions in the highly
turbulent conditions obtaining in exchange markets since September
1977, both so as to halt the decline of the dollar and so as to reduce
its short-term fluctuations. 1t should also be noted that at the end
of October 1977 the U.K. authorities renounced their efforts to contain
the appreciation of sterling so as not to compromise the achievement
of monetay targets. Japan and Western Germany intervened heawlg,
especially during the last quarter of 1977 and the first quarter of 1978.

Changes in international reserves

Official international liquidity — defined as the total of gold, special
drawing rights (SDRs), reserve _Bosmons in the IMF, and monetarg
authorities” holdings of convertible currencies — amounted to 31
billion dollars at the end of 1977. The increase over the year was
equal to 23 per cent compared with an increase in the value of world
trade of 13 per cent (Chart 1).

The evolution of gross international liquidity continues to be in-
fluenced by the pattern of deficit countries” financing of international
payments imbalances. In fact they have preferred borrowing to reduc-
!n? their official reserves which are increasingly taken as a measure of
international creditworthiness.
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Official _in.ternatiOnal liquidity
(billions of dollars)

Source: IMF

1t is often arqued that such a system of international |Igl_lldlty
creation, _whereb?é t e_squIy of reserves, through the intermediation
of financial markets, is largely determined by demand, contains the
seeds of instability. Countries can, in fact, be led to ppstpon_e_necessarK
adjustment measures and maintain levels of economic activity whic
are incompatible with price stability. In this connection it should be
remembered that the IMF has played an important role in granting loans
conditional upon the pursuit of specific economic_policies demg_ned to
eliminate the causes of external payments disequilibria. In this way
the IMF has influenced the allocation of commercial banks" financing
since, on more than one occasion, the actual dishursement of such funds
has been made dependent upon the IMF's favourable evaluation of
national economic policies.

From a more ?er]era_l point of view, concern about the existence of
excess international liquidity does not take into account that the in-
flationary effects it might produce depend not only on the total amount
of reserves but also on their distribution. 1f, as has happened recently,
international liquidity tends to flow hack towards a limited number
of countries which are able to prevent the increase in reserves from
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being translated into an increase in aggregate demand (in 1977 three
countries — Western Germany, Japan and Saudi Arabia — absorbed
more than a quarter of newly created _|IqUIdIt)Q,_ the creation of in-
ternational liquidity does not produce all its feared inflationary potential.
Furthermore, if one considers the traditional indicators of the adequacy
of international reserves one finds — despite their analytical shortcom-
ings — that there is a shortfall rather than an excess of liquidity. In
fact, the ratios of official liquid reserves to the value of imports in
1977 were lower — with the exception of oil-exporting countries —
than those registered in the early seventies. Further proof of the
relative inadequacy of official reserves is provided, albeit indirectly, by
the increasing recourse of many countries to protectionist measures.



Il. - THE ITALIAN ECoNOMY

FORMATION OF INcOME AND THE PERFORMANCE OF THE ECONOMY

The economic stabilization programme

The performance of the Italian econom¥ in 1977 _Iargelﬁ reflected
the policy of stabilization which has been followed since the end of
1976, but the course of the world economy was widely different from
that forecast when the measures of economic policy were prepared.

At the beginning of the year the need to bring the rate of inflation
down closer to that of the major industrial countries and to reduce
foreign indebtedness limited the possibility of exPandln the economy
because of the high income elasticity of imports and” the rigidities
present in the labour market.

A start had already heen made on implementing the economic
policy package at the end of 1976 with fiscal and tariff measures which
were intended to raise the receipts of the public sector and ENEL by
5,000 billion and, through increases in requlated prices, to correct the
ﬁhlftshtallémg place in the distribution of income from enterprises to

ouseholds.

These measures were flanked by monetary and foreign exchange
Mmeasures !ncludm%: the ceiling on bank lending in lire, which was rein-
troduced in October with the aim of curbing the expansion of credit
and of increasing the flow of forel(%n currency towards the banks; the
increase in the discount rate from 12 to 15 per cent; and the temporary
tax on purchases of foreign currency which was in addition to the
compulsory deposit on foreign payments.

~ The economic_policy packag}e, with further details and undertak-
ings, was included in the letter of Intent which the Italian Government
sent to the IMF in the middle of April in connection with a 500
million SoR stand-by credit, and in the recommendations of the EEC
Council in connection with the medium-term financial support granted
in December 1974 and the subsequent loans giranted in March 1976
and May 1977 for a total of 1,500 million dollars.



‘The estimation of the principal ag?regates of the national accounts
considered in the agreements with the IMF and the EEC was based on
a model of the behaviour of the Italian economy, in which it was
assumed that world demand and the dollar export prices of the leading
industrial countries would increase by respectively 8 and 7 per cent,
and that the effective exchange rate of the lira would remain stable
for a considerable period at the level of the first quarter of 1977.
Finally, it was supposed that the increase in wages in 1977 would
be caused mainly by the sliding scale mechanism (27 points). The
following targets were set within the framework of the reference model:
substantial equilibrium of the current account of the balance-of-payments
in 1977, a surplus of 500 billion lire for the year March 1977-
March 1978, and a reduction in the annual rate of Inflation, measured
i accordance with the changes in the trade-union index used for the
sliding wage scale, from 22 per cent in December 1976 to 16 per
cent In December 1977 and to 13 per cent in March 1978.

This implied that the volume of exports would increase by 9 per
cent and that of imports by 3.5 per cent, while domestic demand would
grow by between 1 and Z per cent in real terms and gross product by
Detween 2 and 3 per cent.  The terms of trade were expected to
improve by 1 percentage point and services to provide a balance-of-
payments surplus similar to that of the year before.

To achieve these ends the fQ||(_)Wi_n(% intermediate tar?ets were
set for economic policy: an annual limit, in egrated_by quarterly targets,
on total domestic cradit expansion of 30,600 hillion lire for 1977
SEEC) and of 30,000 billion for the twelve months ending in March
978 (IMF); a limit on the deficit of the enlarged public sector of
16,450 hillion for the calendar year 1977; maximum increases in the
sliding wage scale (7 points in"May 1977, 6 in August 1977, 5 in
November 1977, 4 in February 1978 and. 4 in May 19]82. The
fiscalization of employers' social security contributions, already introduced
by the Government ‘and financed out of new revenues, was Judrqed to
be a suitable means of keepm% down the increase in the cost of fabour.
The EEC also recommended that central bank financing of the Treasury
should not exceed 4,000 hillion lire.

The trade results achieved with world demand increasing by only
4 per cent were: a 5.8 per cent increase in exports, a 1 per cent fall
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in imports, and a 2 percentaqe point improvement in the terms of

trade (Table 3). These results caused the current account of the

balance of paYme_nts to show a surplus of 2,014 hillion lire in 1977,

R/rl]d t}r]ns1 598” rise to 2,800 billion for the twelve months ending in
arc .

Table 3

EVoLUTIoON Or AGGREGATE DEMAND AND SUPPLY
(percentage changes)

a‘pCHéggm 'g] .é'e%" at 1970 prices

tems St qtr, 76.(1) 4th gtr. 77, (L
W W f gAY Y
Demand:
CONSUMPLION v v 21.3 18.7 2.2 1.0 -0.4
private consumption........... 205 180 21 12 -0.6
gross investment. ... 6.4 By 1.9 7.0 -3.7
grossfixed investment . . . . 190 189 01 2.2 -3.1
domestic demand . . 178 i 01 2.2 -1.0
exports of goods and services . 26.0 191 58 6.6 38
total demand......... 194 18.0 12 31
Supply:
gross domestic&)roduct 20.3 183 17 2.1 -1.0
imports of goods and services. 16.4 s -10 7.6 48
B 5P P TS Gl e e gonic 6 s, For sy
(1) Figures for the fourth quarter are on an annual basis, i.e. they are multiplied by 4.

In real terms domestic demand increased by only 0.1 per cent
(1.8 per cent excluding the change in inventories) and gross domestic
product by 1.7 per cent. The price index used for the sliding wage
scale rose 17.7 per cent in 1977 with respect to 1976, while between
December 1976 and December 1977 it rose by 13.1 per cent, and
between March 1977 and March 1978 by 12.5 per cent. The sliding
Wage Scale rose 24 points during 1977.

~Until the third quarter total domestic credit expansion remained
in line with the objectives set. It exceeded the limit by 3,650 billion
lire in the fourth quarter and by an even larger amount in the first



3ufa;rter of 1978, mainly as a result of the course of the public sector
eficit.

The fact that the intermediate objectives for domestic credit ex-
Pansmn and the public sector deficit were not respected at the end of
he year while the final objectives for prices and, above all, the balance
of payments were considerably improved upon can be explalned in the
light 'of two fundamental considerations.

The first is based on the performance of total domestic credit
and in particular on that of the public sector deficit. In view of the
usual lags with which credit instruments Rroduce effects on real
a%gregates and prices, one can consider that the total demand for the
whole of 1977 was determined by the performance of credit until the
third quarter which, as already pointed out, was as forecast. The excess
ex_inan_sm_n of the last quarter of 1977 and the first quarter of 1978
will, in its turn, probably affect the results of this year.

The second is rooted in the causes of the Iar%er than forecast
balance-of-payments surplus, one fifth of which was due to the larger
than expected improvement in the terms of trade, about three_fifths
to an exceptionally Iar?e contribution from services and, .in particular,
tourism, and_ the Test o a slowing down of imports which was more
than proportional with respect to exports and domestic demand.

A decline of three percentage points in the growth rate of exports
corresgonds to a decline of approximately one percentage point in the
growtn rate of gross domestic product. “Given the already downward
course of domestic demand and the restrictions placed on credit, the
outcome was a sharP deceleration in the formation of inventories (par-
ticularly of raw materials) so that imports of goods and services con-
tracted by 1 per cent in real terms despite an increase, albeit small
in final domestic demand and income. This contraction accentuate
the positive balance-of-payments results in 1977, but there will inev-
itably be a fluctuation of the opposite sign in 1978 or 1979 in view
of the relative stability over the medium term of the income elasticity
of imports. As for the rise of the $|Idln% wage scale, the slightly
better than expected performance, besides being due to the changes
made to the basket of goods upon which it is based, was also caused
by the weakness of domestic demand. However this did not improve
unit labour costs since the rise in productivity slowed down as a
result of the larger than forecast slowdown of “industrial output.



The indebtedness of the Treasury vis-a-vis the Banca d'ltalia fell
by 4,300 billion lire. In fact the ceiling on bank lending made it
Fosmble to place a large quantity of Treasury bills as a counterpart
0 the inflw of funds from “abroad which was mainly in the
form of bank borrowing.  This, in its turn, was connected with
the hl(t;hly |I8_UId situation of the international banking system and
interest rate differentials. However, the total change in the monetarY
base over the whole year was close to that which had been forecast.

The exchan%e rate remained at the level of the first quarter until
September as had been expected while it suffered a 4 per cent depre-
ciation during the last quarter in connection with changes in market
expectations and the diverging courses of the dollar and the main
European currencies.

The |mﬁrove_ments the process of stabilization brought must be
set against the high costs it involved: a reduction in the degree of
Plant utilization and an increase in unemployment which mainly affected
he young. This last phenomenon, which is'common to other industrial
countries, was more marked in 1taly because of the sharper fall in
output and because it is a country characterized by emigration.

Overall results and intermediate performance

~ The overall use of resources was only partly in the direction of the
desired structural changes. The proportion of total domestic uses
accounted for by exports increased, thus continuing to compensate for
the worsening of the terms of trade in the wake of the energy crisis,
With respect to domestic demand, instead, the shift in the use of
resources from consumption to investment needed to improve the effi-
ciency of the economy and to provide scope for absorblng unemplt()jyment
did riot take place. “As a result of the Slowdown of domestic demand
%hedratll_o of imports to gross domestic product in real terms continued
0 decline.

_ The average increase in implicit ﬁrice deflators over the year was
still very large despite the fact that the rate of increase slowed down
quite considerably. That for GDP at market prices was 18.3 per cent,
which was the same as the year before. Since GDP grew by 1.7 per
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cent in real terms, the total increase at current prices was 20.3 per
cent, which falls to 19.1 per cent on passing to net national product
at factor cost,

Domestic income from employment increased by 21.8 per cent
22.0 per cent in 1976) as a result of a larger increase in gross eamings
(25.7 ‘per cent compared with 21.1 per cent in 1976% and a rise
in employers' social security contributions which, however, was almost
halved thanks to the Government taking over a part during the year.

~ The modest growth of _productivitY resulted in unit labour costs
increasing by 18.9 per cent in the whole of the private sector and by
17.4 per cent in the industrial sector excluding construction.

~The distribution of income shifted 1.7 percentage points in favour
of income from employment leaving investment, enterprise and self-
employment income with 28.4 per cent of the total, as against 30.1
per cent in 1976.

~The momentum the economy had acquired at the end of 1976
carried over into the first quarter of 1977. The high levels of consump-
tion and more especially investment demand at the end of 1976 caused
output to %o on expanding throu?h January and it remained huoyant
for the whole of the quarter. Investment, which was mainly in machinery
and means of transport with housebuilding continuing to stagnate, peaked
during the first quarter while prices continued to rise at a rate which
proved to be the hI?h_ESt for the whole year, in part because of the
Increases in public utility charges introduced at the end of 1976.

~ The first quarter also saw the introduction of important economic
policy measures regarding taxes, Ieggs_lahon to curb labour costs, and
monétary controls. These were in addition to the October 1976 increases
in indirect taxes, regulated prices and public utility tariffs.

~ These measures included: changes in the wage indexation scheme
designed to reduce its effects on severance and retirement bonuses, and
to bring the systems of total indexation present in a number of sectors
into line with that of the industrial sector; the fiscalization of a part
of employers' social security contributions in the industrial sector so
as to contain the increase In costs induced by the record nine-point
rise of the sliding wa?e scale in February, when the process of brlangi
the various values of the sliding scale point up to the highest leve
was also completed; and, finally, the introduction of advance payments
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of personal income tax and company tax to be made under the self-
taxation system.

I order to regulate credit flows, compulsory investment in secu-
rities of a proportion of the increase in bank deposits was renewed
for a further six months in January. At the end of March the ceiling
on hank lending was extended for a year in line with the targets for
total domestic credit expansion agreed with the IMF and the EEC.
In fact bank lending grew particularly slowly until September, after
which it accelerated.

~The effect of the announcement of these fiscal measures, together
with the initial impact of the payment of sliding scale wage increases
for higher income groups in the form of special Treasu(rjy_ bonds,
caused a fall in consumer demand which took both trade and industry
by surprise.  Despite the fact that industry had already started to
adjust its production plans in February there was still an exceptionally
large increase in inventories.

~This excess supply in the first quarter influenced the level of output
in the second. Notwithstanding a certain recovery of consumption —
due mainly to the presence of foreign tourists — which went some
way towards compensating the earlier negative impact, the downturn
of “investment, to?ether with the need to run down the sudden and
massive accumulation of inventories, caused a sharp fall in the level
of productive activity. The need to reduce inventories was influgnced
by the limits imposed on bank credit as well as by the pre-existent
problem of its cost. In addition, the prospect of a Weakemn? of inter-
national raw material prices tended to result in purchases of imported
goods being put off.

The fall in Rrodugtion was immediately reflected in the labour
market and, though it did not |mmed|atel¥ affect the number of persons
in employ_ment the average number of hours worked declined for
the first time for more than a year. Since wages continued to rise
despite the fact that the May increase in the sliding scale was relatively
small, unit costs rose very sharply.

_However, this did not prevent the combination of exchange rate
stability and falling international prices from ﬁroducmg the first su%ns
of @ moderation in the rate of inflation which was more marked for
wholesale prices than for consumer prices.



~ The second quarter saw further increases in public utility tariffs
which had already been considerably increased in March. [n addi-
tion, the first effects of the restructuring of the price index used
for the sliding wage scale made themselves felt. These changes had
been made in February and consisted in the elimination from the
basket of a number of items whose influence on the index did not
correspond to their real importance.

The restriction on lending caused a further large flow of foreign
currency towards the banks which made it easier to maintain the ex-
change rate stable. There were also signs of a turnaround in the trend
of the balance of payments to which both the aforementioned fall in
raw material imports and the expansion of tourism contributed.

This tendency was reinforced in the third quarter when the
dependence of imports on the level of production caused them to fall
further. In consequence, the trade balance moved into surplus even
though exports were falling off a a consequence of the progressive
slowdown ‘in world demand.

The only component of demand to expand during the third quarter
was the domestic consumption generated by forelgn tourism, Residents'
consumer demand remained virtually unchan?e at the level of the
previous quarter, while the fall in investment and the adjustment of
Inventories to current levels of production both continued.

With demand following this course there was a further fall in the
level of production with the index of industrial output falling to more
than 7 per cent below the peak reached in the first quarter. Employment
and working hours hoth contracted with the unemi)loyment Tate rising
to the hllghest value of the year, in part as a result of the increase in
the supply of labour. There was also an increase in the payments of
the Wage Equalization Fund after a period during which they had
progressively declined.

~In this situation economic policy, while continuing along the lines
designed to produce a change in the structure of the economy and a
slowdown in inflation, attempted to stimulate productive activity which
appeared to have sunk to a worryingly low level. Greater awareness
of the problems of supporting economic growth at the international
IeveI,_esPemaII?/ in the form of proposals for more widespread and
coordinated inferventions, also contributed to this orientation.



This_quarter also saw the approval of Law no. 675 regardmg*
the creation of a “fund for the restructuring and conversion 0
industry ”. The discount rate, which had already been lowered by
two_points in June, was lowered a further one and a half Pomts to
115 CJoger cent at the end of August. The re(%ulrer_nen_t that the hanks
should invest in securities was renewed and the fiscalization of employers'
social security contributions was extended to include several types of
commercial company.

Under these recessionary conditions inflation slowed down consid-
erably with the lowest values being recorded between June and August.
This 'had a beneficial effect on the increases in the index of the sliding
wage scale which remained below the limits foreseen in the a%lreement.s
with the IMF and the EEC. Until September total domestic credit
also remained exactly in line with the undertakings in these agreements
while the State sector's financing requirement, which had" remained
within the agreed limits until June, began to go beyond them.

~ By the begi_nnin([; of the fourth quarter it was obvious that the
pbgec_nves regardm% the balance of payments and the slowdown in
inflation were on their way to being achieved, the former faster than
had been expected. The counterPart of these results was, however,
a particularly low level of productive activity.

In order to create conditions favourable to the start of a recovery,
advance self-taxation payments were put off until November and thelr
exe_m_Ptlon thresholds raised. As previously mentioned, the public sector
deficit rose way above the forecast value in the fourth ?uarter, thereby
also causing total domestic credit to exceed its target for the quarter.

~ Furthermaore, it appeared likely that there would be a large increase
in the enlarged public sector deficit in 1978. Preliminary corrective
measures were taken at the end of the year in the form of increases
in public utility charges, the extension of self-taxation to the local tax
on incomes, an increase in the withholding tax on interest payments,
and an additional road tax on diesel motor vehicles.

~ Even though there was some improvement in the international
situation, the results of the fourth quarter did not show the recovery
which had been expected. Investment remained virtually staﬂonar%/
and residents' consumption fell substantially, a phenomenon to whic
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the slowdown in the rate of wage increases, the contraction of hours
worked and the prospect of a decline in employment all contributed.

~ Only inventories started to rise again, albeit moderately. This
inversion probably came about because enterprises considered that
they were close to equilibrium with respect to finished products, and
because world raw material prices started to rise again. The greater
availability of credit and enterprises' increased liquidity also acted in
the same’ direction, despite the fact that the reduction in nominal
|r}te_refslttyates was offset by an even sharper fall in the expected rate
of inflation.

According to the latest available figures, the build-up of inventories
seems to have continued in the first quarter of 1978, especially in the
case of intermediate and semi-finished products.

In fact the first quarter of 1978 saw industrial output expand
by nearly 3 per cent compared with the last quarter of 1977, while
provisional figures for imports indicate that these fell by approximately
4 per cent over the same period.

The seasonall adg)ust_ed current account balance showed a surplus
of approximately 600 billion lire (whereas there had been a deficit of
400 billion in the first quarter of 1977) desPne the fact that exports
also declined at nearly the same rate as imports. This reduction in the
volume of trade must, however, be seen bearing in mind that the level
of the fourth quarter of 1977 was particularly high.

~ There also seem to be signs of an acceleration in the rate of price
increases, especially in the case of consumer prices. The sliding wage
scale rose 5 points in May instead of the 4 which had been expected
and thus annulled one of the three points gained between May 1977
and February 1978.

Prospects for 1978

~ Despite some signs of recover>{, economic performance in 1978
will be influenced by the low level of economic activity at the end
of 1977, the still uncertain prospects for world demand, the lack of
large new investments in the private sector, the financial crisis afflicting
the State enterprises and some of the major private groups, and the



apparently slow recovery of consumption and inventory demand which,
however, is conducive to the maintenance of external equilibrium,

Basically the recovery will be triggered b{ the Pubhc sector deficit,
although its” size for the whole year is i eIY_ 0 gompromlse the
objectives of bringing the rate of inflation into line with that forecast
for other countries and achieving balance-of-payments surpluses that
will permit the repayment of previously contracted loans. At the same
time the quality of public spending shows no sign of an improvement
?Ilowmg changes to be made in the economic structure over the medium
erm.

‘Assuming that the measures to reduce and postpone public spending
and increase receipts which the Government hoRes t0 introduce produce
their effects in the second half of the year, the growth of income in
1978 will be in the region of 2-2.5 per cent, with a rate of increase
during the year equal to about double that figure. The rise in consumer
prices may be kept below 13 per cent for the year and it may be
possible to achieve a balance-of-payments surplus of 2,000 billion"lire,

In view of the wide margins of unutilized productive ca,oacny
and a distribution of income which only a??ravates firms* already
serious financial difficulties, investment is Insufficient and the employ-
ment situation is deteriorating further. In fact, while employment in
industry remains statlpnarY, a possible increase in the services sector
does not appear sufficient to absorb the rise in the working population.

~In last year's Report it was stated that only by means of policies
aimed at chan_(t]mg some of the structural feafures of the economic
system would it be possible to avoid recurrent adjustments, particularly
N the area of domestic demand.

In this context, in addition to the_Pas_sin% of the law on industrial
conversion and to the gzmde,lmes for its implementation subsequently
issued by the CIPI (Interministerial Committee for the Coordination
of Industrial Policy), recent decisions include measures in the agri-
cultural sector to bring about a substantial reduction in the food deficit
— which is second In size onlﬁ to the oil deficit — and to bring
productivity up to the levels of the other EEC countries.

The reduction of the public deficit and the reallocation of public
spending are the first necessarY condition for the success of economic
policy action to alter structural features. A smaller deficit will make

3



more funds available to expand and improve the productive sector,
while the channelling of a larger share of public spending towards
investment is necessary if the costs of inefficient social services are
to be prevented from obstructing the process of reallocating resources.

However, structural interventions take time to affect the basic
characteristics of the productive system. 1978, then, is a crucial year
for ensuring that the stabilization programme now under way produces
lasting effects.

~ With world demand likely to _?row only slowly, the chief danger
IS that destablllzmgf expectations will develop within Italy as a result
of exchange rate fluctuations in an international context in which
currencies are far from having settled down, the size of the deficit
of the enlarged public sector and, finally, an increase in labour costs
in the sectors most vulnerable to international competition Iar?er than
Is justified by the growth of international lira prices for manufactures.

The containment of labour costs, not only on average for 1978
but especially during the “season" of contract renewals at the close
of the year, 1s the second condition for the success of the stabilization
programme.  And it is on this success that we depend for a further
slowdown in the rate of inflation, increased investment — by restorln%
profit margins so as to leave room for financing new projects — an
a gain in International competitiveness. In view of the considerable
openness of the economy and the existence of almost fully indexed
Wwages in industry, it is impossible to maintain competitiveness in the
long run by resorting to exchange rate changes. According to our
estimates, within a year 50 per cent of a devaluation is transferred
onto consumer prices and 80 per cent onto export Prlces, thus cancellllngi
out the gains in competitiveness and setting off the inflationary spira
again.

Domestic demand

Consumption

The growth in consumer expenditure by resident households in
1977 was modest (1.3 per cent) and helow the average for the pre-
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vious three years, which includes the decline recorded in 1975. In
monetary terms the increase was 19.5 per cent and in fact, on average
for 1977, the ﬁrowth rate of implicit prices showed no decrease from
the already high rates of the two previous years (18 per cent compared
with 17.8 in 1975 and 17.9 in 1976)." Since personal disposable
income grew at a rate of little over 20 per cent, the average progensﬂy
to consume dropped to 74.6 per cent, the lowest level since 1970 and
one of the worst since the last war (Table 4).

Table 4
CONSUMPTION, DISPOSABLE INCoME AND AVERAGE PROPENSITY TO
CONSUME OF HOUSEHOLDS
1971 1972 1973 1974 1975 1976 1977
Items B0 jg0 1911 1972 1973 1974 1975 1976
@{'Hg@s (percentage chimges)
Final consumption:
at current Prices .. 366% 90 102 191 243 158 217 195
at 1970 prices ...evvrne 29 34 61 26 -17 32 13
Gross disposable income:
at CUITENt Prices . 46512 113 106 193 214 210 223 2.1
at 1970 prices (1) v 51 39 62 02 28 38 17

.................................... 789 7712 70 769 787 153 749 746

Source: Relazione generate sulla situazione economica del paese and Banca d’ltalia estimates.
(1) Gross disposablé income has been deflated using the implicit deflator for consumption.

The evolution of consumption during the year was fitful: the
small decline of the first quarter giave way 1o a recovery in the_second
and stagnation in the third, while towards the close of 1977 there
was a marked decrease,

~ Consumer spending tended to reflect the trend of real personal
disposable income with™a lag of about six months, even though the
economic (Follcy measures introduced during the year had a more direct
and immediate Impact by altering households' expectations and behaviour.
Hence the freeze on sliding scale increases for those with annual incomes
above 6 million lire and” the abolition of some systems of 100 per
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PUBLIC AND PRIVATE GROSS FIXED DOMESTIC INVESTMENT
BY BRANCH OF ECONOMIC ACTIVITY

o?lllllrlg %t

. current

Type of investment prices

1977
AGRICULTURE ..ccoovvrmmvnsrsenrns 2,662
Private enterprises ......eomnne 2,485
Public enterprises (1) .wuwwwerrnn 177
INDUSTRY  rvsirssnsssnsssnssn 10,208
Private enterprises ... 1,294
PUbliC eNtErprises....wwrmwcriven 2914
SERVICES . 9,147
Private enterprises ... 6,313
PUblic enterprises. .. 2,834
HOUSEBUILDING  ....oconuvrrvrrrirrnn 9,468
Private enterprises .....ovummmrmirns 8,618
PUDIIC ENLErPTISES...vmvvirvrvrren (2) 850
TOTAL s 31,485
Private enterprises .....mmmmmunns 24,710
Public eNterpriSes....mmmmwmenen 6,775
GENERAL GOVERNMENT........ 2,108
GROSS FIXED INVESTMENT . .. 34,193
PUDIIC SECHOT v 9,483

Source: Relazionegenerate sulla situazione economica del faese.
(1) Payments by the State for investment expenditure. —(2)

Perce

S

prices)

1976

8.1

14
0.7

28.5

18.6
9.9

217

188
8.9

213

249
24

916

69.7
219

8.4

1977

8.1

16
0.5

28.1

201
8.0

28.9

199
9.0

26.8

24.4
24

91.0

719
20.0

8.1

1000  100.0

30.3

28.1

1974
1973

311
318

-12.5

31.3

50.1
145

28.9

33.5
20.0

36.3

34.4
82.6

343
39.2

19.0
179

3.1
188

Estimated.

at current prices

1975
1974

25.4

339
-61.0

-5.2

-13.8
15.0

5.3

1.0
146

55

3.2
449

2.8
-0.6

151
213

40
16.7

Percentage changes

1976
1975

29.9

225
285.5

169

199
118

30.0

35.2
20.3

147

131
3.7

20.7
21.0

19.7
244

21.0
20.9

1977
1976

170

191
-6.1

16.7

211
-3.9

235

258
18.7

189

185
23.2

193

23.0
76

156

19.0
9.8

Table 5

at 1970 prices

1976
1975

8.9

28
220.0

-1.6

0.9
-6.0

10.2

146
20

-3.4

-4.7
128

2.0

2.2
13

0.7

19
11

1977
1976

L7
-18.7

-11

8.1
-18.6

43

6.3
0.2

-1.8

-2.1
18

0.4
3.3

-8.7
-3.3

0.1
-1.2
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cent wage indexation probably made households more careful about
their spending and kept consumption down in the first half of the
Year. Subsequently the self-taxation system and the prepayment of
axes partly determined the downward trend of the last two quarters.

Investment

Inadequate investment activity undermined the development of
aggregate demand in 1977 as in the previous two years. Fixed in-
vestment held to practically the same level as the year before (0.1 per
cent increase in volume) whereas, net of depreciation, the flow was
the smallest since 1970." In monetary terms, fixed investment showed
a sizeable increase (19 per _centg since implicit prices (up by 18.9 per
cent in 1977 against 19.5 in 1975 and 18.7 in 1976) continued, for
the fifth year running, to grow at higher rates than the GDP implicit
price deflator.

Fixed investment remained largely stationary because of the differ-
ence in Performance between private and public enterFrlses: an increase
for the former (up 3.3 per cent) agiamst a heavy fall-off for the latter
(down 8.7 per cent; Table 5%. n the private sector the rise in
Investment In industry and the services sector contrasted, for the
third year, with a decrease in housebuilding. Meanwhile, in the public
sector, the standstill in social investment caused by the gradual drying

Table 6
INVESTMENT AND SAVING
(as a percentage of the gross domestic product at current prices)

Items 1970 1971 1972 1973 1974 1975 1976 1977

Gross iNVeStMeNt......vwvvvervenn 21 210 204 244 269 202 29 21

Net INVeSIMENt.....cvvvvrrvsrnn 44 124 118 155 172 93 130 101
Balance on current foreign trans-

ACHIONS  oovvevvvserrsvrre 3 19 17 -19 -50 -02 -17 11

GrOSS SAVING  voovvvsvrsenessisns 44 229 21 25 219 200 22 22

VIR (0] g— 233 243 255 255 241 213 213 211

NEt SAVING.cvvrrvrvrirvssenrssinren 157 143 135 136 122 91 113 112

Source: Relazione generate sulla situazione economica del paese.



up of funds allocated under the laws passed in 1975 and 1976 was
accompanied bY a sudden fall in industrial investment (down 18.6
per cent in volume and 3.9 per cent in value) owing to the limited
nature of earlier programmes and to the financial difficulties aff|ICtIn(i
many State holding companies. Finally, direct investment by Genera
Government decreased by 3.3 per cent.

~ For the first time since 1972, domestic saving was sufficient to
finance gross investment (Table 6). Between 1976 and 1977 the gap
between the increase in private Sector saving and that in investment
was so wide as to allow the massive General Government current
deficit to be financed entirely from domestic resources. As a result
the balance on foreign tranSactions turned around from deficit to

surplus.

Domestic supply

Agriculture

For the second year running total agricultural production in volume
terms actually decreased, albeit less sharply than in the previous year
(down 0.2 per cent a?alnst 1.9 per cent in 1976; Table 7), after
having experienced a slowdown in its growth rate over the first half
of the decade. The structural weakness of Italy's agriculture was
a g]ravated b partlcularIY bad weather at critical moments (rain in autumn
1976 and frost the following sgrmg) with the result that its value
added at factor cost was harely above that of ten gears ago_at constant
grlces. Employment continued to fall (from 3,020,000 in 1976 to

950,000 In 1977_] despite the fact that for the first time there was
an increase in available manpower for agricultural activities.

It is worth noting also that there were considerable differences
in production performances hetween the various branches and hetween
the first and second halves of the year. Field and fodder crops — most
of which are harvested in late spring — showed the worst results
(down 8.7 per cent), but these were partly offset by the increase
g4.7 per cent) in tree crops — mostly picked in late autumn — so that
t edsectond half of the year saw a reversal of the trend for agricultural
production.
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Table 7

MARKETABLE PRODUCTION AND vALUE ADDED IN AGRICULTURE

Vallg%s.7 at  Percentage changes over the previous year

ltems cur.Egr;t value volume price

I
(Oplgges 1976 1977 1976 1977 1976 1977

Marketable production ... 18293 187 172 -19 -0.2 210 174
Field and fodder Crops. ... 5729 2711 31 -16 -87 292 129
TIEE CIOPS  vovvvvvvsvmssrsssrsssssssnnns 4424 -39 365 -11.3 47 83 304
[T Vo] 7546 261 196 34 43 220 147
Forestry and fisheries. ... 504 237 198 52 -3.6 176 243

Intermediate consumption (- ) ... 5237 263 181 46 40 198 136

Contributions to production (+) .. .. 642 -49 324 -228 309 22 1l

Value added at factor €0 St ...vvne 13698 152 175 -54 218 175

Source: Relazionegenerate sulla situazione economica del paese.

Only in livestock breeding did all sectors obtain good results,
confirming the favourable trend of recent years. Pl%]-breedmg in partic-
ular, under the stimulus of consumer demand which then declined
later in the year, recorded the largest expansion (11 per cent) but
cattle-raising also continued on an upward course (4.3 per cent) since
premiums were awarded to increase Italy's stock of breeding animals.

In line with the general slackening of inflationary tension, the
average level of agricultural prices, i.e. the implicit price of marketable
production, rose less rapidly than in 1976 (17.4 versus 21 per cent),
a change that_ should be viewed in relation to a smaller devaluation
of the green lira (6.5 per cent at April 1977 against 11 per cent during
1976) and almost stationary food consumption (0.7 per cent rise).
Nevertheless, it proved necessary to devalue again the green lira by
6 per cent in February 1978,

For many years now the inadequacies of Italy's agricultural and food
production system have placed a consicerable constraint on the expansion
of the economy, where the size of the external deficit is the most
concise and immediate indicator of its present structural crisis. 1977
saw a further worsening of the negative balance for agirlculture and
food, considering that the deficit on agricultural produce (food and non-
food) reached 3,443 billion compared with 3,154 the previous year and
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that, if the lo_roducts_ of the food industry are included, the total rises
to 5,708 billion against 5,176 in 1976.

Industry

After little over a year of rapid growth, production in industry
excluding construction began, from the very start of 1977, to decline.
This trend continued over the year and brought production levels in
the last months of 1977 close to those of early 1976; the year-on-year
decrease in the fourth quarter of 1977 was 7.6 per cent. On average,
however, Broductlon volumes were slightly higher than in 1976, havin
increased by 1.4 per cent in value added terms at 1970 prices (Table 8%
and by 0.9 per cent according to the index of industrial production.

Table 8
VALUE ADDED BVIINDUSTRY AT MARKET PRICES

Values at 197Q prices  Percent-
[tems i billions 09 Ire b Percentage changes

975 1976 1977 10N 197574 197675 1977076

VALUE ADDED:
including construction . 26,301 28879 29187 1000  -8.8 9.8 11
excluding construction . 21,702 24313 24648 844 0.1 12.0 14
Products:
of industrial processing . 17,938 20,167 20,557 704 -95 124 19
{11 . 3764 4146 4091 140 -68 101 -1.3
Construction......mnes 4599 4566 4539 156 -74 -0.7 -0.6

Source: Relazione generate sulla situazione economica del paese.

Again on average, value added in the entire industrial sector recorded
an even smaller increase (1.1 per cent? owing to a fall in output (0.6
per cent) in the construction industry for the third year running.

~ Production in industry excluding construction was influenced prin-

cipally by the trend of domestic demand. The measures relating to
taxation and public utility charges introduced in order to improve the
external deficit caused arapid decrease in actual production volumes
by reducing demand.



Furthermore, inventory building provided less support to production
than in 1976 since enterprises were deterred from increasing stocks
by the slowing of both actual and expected inflation rates and by the
?rowmg impact of monetary policy on the cost and availability of finance
or working capital.

Consequently exports again acted to offset the fall in a?lgregate
domestic demand. Their growth rate, however, was only slightly over
half that of the previous year with the result that sales abroad were
insufficient to help sustain production levels (Chart 2).

Chart 2

Value added, d0mestic demand and ex[0rts in industry excluding construction
(annual percentage changes at 1963 prices until 1970;
at 1970 prices thereafter)

Source: Calculated from Istat data

The increase in production of final capital %oods Was in?htIy larger
than in 1976 (5.3 against 4.6 per cent), _mostg owing to the growth
of plant and machinery (up 5.8 per cent in 1977 versus 4.1 the year
before). By contrast,” levels of activity of firms manufacturm? inter-
mediate and final consumer goods were statlon_ar){. The reason for this
was the fall-off in production of non-durable final goods and the rise in
that of durables in response to identical demand trends.

~ The large rise in prices that accompanied the growth of production
in 1976 and the external deficit that grew at a pace with development
made it progressively less likely that the upward phase of the cycle
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could continue for long. It seemed, therefore, that although the
growth of production in the fourth quarter of that year was strong
It was destined to peter out fairly soon. And in fact it turned out
to be concentrated entirely in the last two months of 1976, ta|I|nﬁ
off in January 1977. By February there was aIread%/ a sharp fa
(down 3.9 per cent from the previous month), the beginning of a
continuous downward trend that lasted until June.

Nevertheless, on average for the first quarter of 1977 the ?en-
eral index of industrial ﬁfO uction, corrected and seasonally adjusted,
was still 1.7 per cent higher than the previous quarter (Table 9)

Table 9

INDEX OF INDUSTRIAL PRODUCTION (1)
(1970=100)

By sector of destination ivi
General y By branches of activity

Index Inéer- capitFaiFSE)ods
; mediate Final  Mini Ga
Period includ- exclud- ang includ-lexclud- o> ang Mgreu id s%rounc-
ro- sumer  quar- elec-
ing- g Pre g g joods rying UG gricfy, tion
construction 99005 construction

1975 -average 1065 1085 1078 985 1066 1103 947 1075 1260 937

| qtr. 1071 1097 1094 1028 1131 1086 980 1087 1268 96.7
I 1050 1076 1070 989 1064 1089 932 1066 1242 945
1n” 1024 1048 1032 958 1010 1089 901 1038 1218 927
v " 1076 1118 1117 9.4 1058 1148 975 1107 1312 908

1976 -average 1162 1220 1222 998 1114 1264 989 1211 1406 93.0

| qtr. 1112 1161 1167 962 1036 1210 1002 1149 1365 918
1" 1167 1223 1227 998 1090 1277 1022 1214 1399 944
1> 1156 1213 1224 1005 1131 1237 983 1203 1423 930
v 1211 1282 1271 1029 1201 1334 949 1278 1436 928

1977 -average 1169 1231 1222 1007 1173 1271 939 1223 1430 925

| qtr. 1230 1304 1290 1054 1255 1345 945 1303 1428 935
" 1164 1223 1223 1020 1172 1246 908 1215 1420 931
ln-” 1163 1213 1188 997 1135 1284 924 1204 1418 916
v 1131 1185 1187 996 1131 1206 980 1169 1453 916

1978 - Lqtr. (2) 1216 1227 1179 1213 981 1198 1504

Source: The indices of industrial production excluding construction are calculated from Ista
8aa£aslé hna vte eg%seu s%?j construction, dataprom the Reﬁamoneggenerate su(fpa situazione economica ée}

ol SR 1 e 1 e o vt S sl i o
each sector, of the increase in"the numuer of working days compared wit :
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and 6.9 per cent over the average for 1976. During the same period
aggre?ate demand decreased owing to the drop in exports and con-
sumption: these trends produced a substantial rise in inventory building.

In the second quarter industrial ?.roductlon showed a marked
decrease (down 6.2 per cent from the first quarter) which coincided
with the recovery of aggregate demand brought about by the uBturn
in sales abroad and consumption, so that it was possible to reabsorh
the rise in inventory levels.

Plant c_?facity_ utilization peaked in the first quarter and then
began a rapid decline that continued throughout the year (Chart 3).

Chart 3

Capacity utilizatiOn in manufacturing ind ustry

In the three months after June, which had seen a further large
drop in production, activity levels rose moderately. Nonetheless, on
average for the third (iuarter, the seasonally adjusted index was 0.8
per cent lower than in the previous quarter.

Although the mild recovery of production during the summer did
not endure, In the second half-year the amount of goods invoiced and
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orders received and expected by large firms began to stabilize. However,
production continued to decline in October and November and in De-
cember again recorded a net decrease (2.8 per cent) which brought
down the average for the fourth quarter considerably (down 2.4 per
cent from the previous quarter). The pecember decrease, after five
months of relative stab|llt¥, roved more or less isolated in view of
production trends in early 1978: in January the corrected and seasonally
adjusted index recorded a 4.7 per cent increase followed by a further,
though smaller, rise in February (0.5 per cent).

According to provisional figures, the March index of industrial
P_roductmn has not changed from"February, so that on average for the
irst quarter of 1978 there was a 2.6 per cent increase in production
from ‘the previous quarter,

Services

The Iarg/est contribution to the formation of gross domestic pro-
duct in 197/ came from marketable services which increased from
the previous Year at over twice the rate of the other branches (3.4
per cent; Table 10), As regards the value added of this sector, the

Table 10

VALUE ADDED AT MARKET PRICES OF MARKETABLE SERVICES
(billions of lire)

1977 Percentage changes

Percentage

Absolute values breakdown

Quantity Prices

prices 1976 1977 1976 1977
current 1970 current 1970 1975 1976 1975 1976

Branches

(Tlommercte anéi catering . 24643 10895 355 373 41 25 184 172
on ol oMM ggs3 4749 140 163 62 53 01 174
Creditand insurance . . . 10,351 3,168 149 109 57 53 117 158
Others_erwces — 14241 5929 205 203 27 37 135 153
Hnge OO I soes 2avar 849 848 43 37 163 166

LettingS.mmmmmmrrmsrnsrns 10481 4449 15.1 152 18 18 150 152
TOTAI___ 69,449 29190 1000 1000 39 34 161 163

Source: Relazione generale sulla situazione economica del paese.
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cgcllcal increase was as usual less marked than in industry, while
the growth rate was close to that for the previous year, even though
the trend of aggregate demand had reversed during the period 1976-1977.
One of the reasons why the value added of marketable services has
broken away from the ‘trend of aggregate demand is that some im-
portant changes have been made in the contents of the various de-
mand |tems,__pr|nC|‘paI_Iy owing to the extremely large increase in
tourist activities. It is in fact due to the considerable rise in the
number of foreign customers that the change in value added of catering
and commerce, though lower than the previous year, was similar to
the medium run figure.

The other major branch favourablx affected by the expansion
of tourism was transport and communications, where value added rose
by 5.3 per cent at 1970 prices, after a sizeable increase in 1976.

The energy balance

~ The poor growth rate recorded on the whole for 1977 did not
fail to show up in domestic demand for primary sources of energy
which, accordln% to the available estimates, decréased by 1 per cent
in volume from the previous year (Table 11). With industry's demand
for energy stationary, this decline was due to reduced energy con-
sumption "in other Sectors, except transport where the increase was
caused by the rise, durln? 1977, in diesel oil for vehicles (16.1 per
cen(?. AS regards power for domestic and commercial uses, there was
a 102 per cent decrease in sales of fuel oil and diesel il for heating,

partly in response to price rises (27 per cent for diesel oil).

~On the supply side, since the weather was particularly favourable
in 1977 production of hydro-electric power equalled 52.8 billion kWh,
or 31.7 per cent of total production.

The joint effect of lower domestic demand for energ% and greater
Productlon of hydro-electric power made it possible, on the one hand,
0 cut down on domestic uses of oil by 3.4 million TOE, with a saving
of foreign exchange of around 300 billion lire, and on the other to
limit domestic production of natural gas.

Current trends seem to point to the beginning of a process of
energy saving and substitution among sources set in motion by the rise



Table 11
ENERGY BALANCE
(millions of TOE)
1976 1977
: Elec- . Elec-
Natu- Natu-
Sourees and uses sl A o ptor\}\?ér Total 301 A o pcwvcer Total
gas 1 gas (1)
Production .. 11 129 10 104 254 09 113 11 129 262
T o] g —— 95 98 1109 09 1311 98 107 1140 12 1357
EXPOMS () oovrvrrvnen 06 - 1563 07 166 05 - 186 0.6 197
Changes in inventories () (2) . -0.3 05 -15 - -13 - 03 18 - 21
Domestic _uses 0f primar)
sources (3) v 103 222 981 106 1412 102 217 947 135 1401
Percentage hreakdown 73 157 695 751000 73 155 676 9.6 1000
Tranformation into  electric
POWEE v =21 32202 255 =22 -25-187 234

Consumption and losses ( .. 22 01 68 58 144 15 01 71 53 140

DOmestic uses of final sources

() J— 65 189 711 30.3 1268 65 191 689 31.6 126.1
Percentage breakdown 51 149 5.1 239 1000 s2 151 546 25.1 1000
(T (g — 47 96 173 186 502 48 97 167 190 502
Transportation (3) 01 03 254 09 267 01 03 257 10 211
Other energy uses 14 71 221 108 414 13 74 203 116 406
Non-gnergy uses 03 19 63 - 85 03 17 62 - 82

.Sourtie: For. 1976 fiequres are caIcEJIated faom Ministry for Industry, Trade and Handicrafts

prowsilong (ljatia;tf(()jr 19'[7h7 kgtlmat$s have eg[n usle < consant i ectric inout of 2.200

kwh;(t%e fence betieen conventgnal g il ot EE,T%B“‘)FEeNﬁg%%'% WAL ’f&?‘zfﬁé
orfset _under “c nsum.[ftlon ag 0SSES —Z ncti ing’cha qes | b vanéorles of fuel oi
%@?Hpnqen utr?kersj million TOE in 1976 and 0.9 million” TOE Tn 1977, — flncu ing international

in oil ?rices which, because of its size and suddeness, had originally
been almost entirely met with price adjustments in the user sectors.

The recovery of domestic demand for pnmam{ sources during the
year to levels recorded before the advent of the oil crisis has therefore
conformed with the tendency to limit the use of oil. In fact, whereas
in 1963-1972 the income elasticity of oil consumption was over 2, in
1973-1977, against an average annual rate of increase of income of
2 per cent, primary uses of oil decreased on average by 2.6 per cent,



However, it seems unlikely that the slowdown in domestic demand
for oil will continue in the near future considering the moderate overall
growth rate of the last five .years and, more .|mPortantIy, the stag-
nation or even decrease, albeit reversable, in high dy oil-intensive pro-
duction industries (metalworking, chemicals, building materials).

Employment, wages, prices and the distribution of income

Employment

In 1977 total emglo ment rose by 0.4 per cent (Table 12), s0
that during the 1975-1977 cycle the increase was LI per cent against
2.5 per cent in the previous one (1972-1974).

During recent years the economic system has had difficulty in
keeping the rate of job-creation at a pace with the rise in the supply

Table 12
EMPLOYMENT IN ITALY
(yearly percentage changes)
Employed labour force Employees in employment

Sectors and branches ofacvity o "yo7 1 o7 1076 1077 1973 1074 1975 1976 1977

AQrICUIUTE . ovvervrersrvrrssiren -32 -25 <47 -09 -23 -12 -1.9 5.0 15 -11
INAUSIY o 05 15 -03 -01 01 06 17 -05 -0.3 -02
Energy products ... 05 36 42 27 -02 -05 36 42 27 -0.2
Product of industrial process-

111 R w1623 -02 03 01 22 25 -04 02 01
Total industry excluding

(0T 10110 10 16 24 01 03 01 21 26 -02 03 01
Construction ...cvevvsvesenen -28 -11 -11 -1.7 -0.8 -3.7 -1.3 -1.5 -25 -13
Marketable Srvices ............ 21 31 18 23 20 35 40 25 26 22
Commerce, catering & enter-

TAINMENE o 20 25 08 11 16 42 22 09 11 22
Transport and communica-

L[ 18 28 16 26 11 24 43 13 23 09
Creditand insurance........ 54 77 76 59 45 53 17 76 58 45
Miscellaneous services ... 21 41 34 39 29 28 54 43 40 26
Marketable goods and services . 03 14 -0.3 06 03 13 20 - 08 05
Non-marketable services .. .. 33 031 31 L7 07 33 31 31 17 07

TOTAL... 07 1'.6 01 08 04 17 22 06 10 05
Source: Istat.



of labour, a situation which shows up even more cIearI)é if one looks
at the sectoral development of labour demand. After the brief standstill
of 1976, agricultural employment continued to decline at rates close
to the Ion?-run trend: total employment decreased by 2.3 per cent,
but the fall in the number of workers in employment was smaller
(down 1.1 per cent against a 1.5 per cent increase the previous year).

In industry total employment fell slightly (0.1 per cent) owing
to the continued decrease in construction (0.8 Fer cent). Employment
in the rest of the sector, however, was more or less stationary (0.1 per
cent higher than in 19762, I line with a very small increase In value
added %1A per cent), after the moderate growth of the two previous
years.

The principal features of labour demand during the last cyclical
phase thus appear to have been industry's inability to absorh more
manpower — between 1974 and 1977 the number of employed persons
in fact decreased by 42 thousand — and a marked immunity to albeit
massive cyclical fluctuations in output.

QOver the last three years the Wage Equalization Fund has played
a decisive role in maintaining this stability. 1t has carried out far
more extensive intervention in the seventies than in the second half
of the sixties, mostly because cyclical fluctuations in productive activity
have been wider, but also because recourse has been of more than a
purely short-run nature.

Chanfges in productivity per man-hour in industry excluding con-
struction followed the variations of production also in 1977. During
the recession between the second quarter of 1974 and third quarter
of 1975 production decreased by a total of 13.3 per cent and pro-
ductmgy by 8.4 per cent. In the %JOSI'[G cyclical phase between
the end of 1975 and the start of 1977, output and productivity in-
creased respectively by 22.8 and 13.9 per cent.

As a consequence the output elasticity of total hours worked
was well below the average for the previous years. This result can
only in part be ascribed to the effect of short-term economies of scale
its ‘main cause being the tendency of firms to keep the avera(%e level
of manpower well above what is strictly required by current levels
of production.



Once again employment in large industries (with over 500
employees) recorded the worst ﬁerformance with a decrease of 1.1
per cent, having continued on the downward trend which began at
the end of 1974, The employment policy Fursued by these firms
during the last cycle was in no way affected by fluctuations in production
and the number of employees continued fo decline in all branches.
The smallest decrease during 1977 occurred in the industries producing
capital goods &0.6 per cent%J and the largest, as in the past two years,
in those manuracturing consumer goods (1.5 per cent).

Employment in the services sector rose less than in previous
years (up 1.6 per cent). In marketable services the increase was
similar to the previous _}/ear (2 per cenq while in non-marketable
services at 0.7 per cent it was very much lower than the average for
1970-1976 (3 per cent).

Since January 1977 some alterations have been made in the
quarterly surveys on the labour force in order to %lve fuller information
on a wider range of phenomena. 1t has thus been possible to give
a more accurate picture of the true labour market situation in response
to the many requests for such data, although some problems of com-
parability have been created.

By broadening the definition of employed and unemployed persons
the size of the labour force has been increased, and thus averaged
21,607,000 for the Kear. The participation rate (38.9 per cent) was
therefore closer to that of the major industrial countries.

The unemployment rate, calculated as the ratio of total unemployed
persons (including students, housewives, pensioners etc. looking for
work) to the labour force, was 7.2 per cent (12.6 per cent for women),
yarKlmg W|del?/ from one part of the countr)( to another; 5.1 per cent
in Northern tally1 7.6 per cent in Central ltaly and 10.1 per cent in

sla

the South and [slands.

~ The number of unemployed (according to the old definition)
increased by a record 23.5 per cent, but if the effect of the changes
in the sample surveys is excluded, the increase from 1976 drops to
around 14.5 per cent. This increase was almost entirely due to the
massive rise in the number of people in search of their first job, from
619 thousand in January 1977 to 754 thousand in January this year.

4



~ The unemployment rate, calculated on data that can be compared
with those used in the old survey, shows an increase from 3.7 per cent
in 1976 to 4.2 per cent in 1977, having risen uninterruptedly since the
third quarter of 1976,

Wages

One of the main features of trade union activity in 1977. was
the drop in the number of labour dlsP]utes. Around 75 million hours
were lost in disputes over contracts, the lowest figure since 1969, and
even if hours lost in conflicts over other issues are included (Itotallmg
35 million, of which 29 in industry) the level remains well below that
of recent years. Since the major national contracts had been renewed in
1976, the few disputes which did take place in 1977, though important,
only concerned a small number of workers.

~The fact that disputes on issues other than labour contracts, though
limited, still accounted for almost a third of total hours lost (40 per
cent in industry) shows that the conflict between unions and Gov-
ernment on the _more important aspects of economic policy continued
throughout 1977. Once agreement on the cost of labour had been
reached first with the Confindustria (General Confederation of Italian
Industry) and then with the Government (as discussed in last year's
Reporti the unions turned their attention, particularly towards the
close of the year and in early 1978, to the problems of safeguarding
and increasing employment (espeuall}/ among the young and in Southern
ItaIY) and chan_?mg the structure of labour costs and to the question
of labour mobility. Apart from the various statements of principle,
some differences ‘of opinion arose between the major unions on the
content of the .proE)osed reforms and innovations, as well as on the
phases of their implementation.

Some of the chan%es and innovations proposed during the debate
on the structure of labour costs were extremely Premse and detailed
and all were certainly far-reaching, although their effects at the aggregate
and the sectoral and' company level have not yet been examined. They
will undoubtedly form one of the basic points at issue during the
renewal of the major national contracts expiring between the end of
this year and mid-1979.
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The growth of minimum contractual wages in 1977 was higher
than the previous Kear in all sectors except credit and insurance (Table
13).  However, the Per(_:entage changes in wages 8radua|ly decreased
during the year as_inflationary pressures let up and produced smaller
sliding scale1 g%a}g/ rises. In industry and agriculture in particular the

December to December 1977 increase was much lower than
Table 13
GROSS MINIMUM CONTRACTUAL WAGES (1)
(percentage changes)
Sectors WM kR RN
WAGES
AGEICUITUT v 25.1 37 33.6 231
INAUSEEY v 20.4 26.7 28.0 22.8
Mining and qUarTYing......emersmnnn 217 21.6 29.5 23.7
Manufacturing 20.9 216 28.9 23.3
L[ YT 15.2 21.3 20.6 284
textiles ... e 224 30.9 34.0 238
metals and engineering ... 22.3 25.8 30.2 21.2
CHEMICAIS. .o 224 21.6 28.8 24.7
CONSEIUCTION ovrvvvsrvvrrevsssresssrssssrssssrinens 19.6 24.7 26.1 21.6
Electricity and g as......ummmermmmmnnssnn 16.3 23.9 20.8 20.7
COMMENCE ™ oo 16.3 32.5 18.8 310
Catering and entertainment............ues 239 28.2 24.9 21.2
1L L1 S 211 26.1 24.4 238
070]1114) 101102 UL 04 OO 13.6 22.2 16.9 19.7
SALARIES
INAUSEIY v 16.8 215 217 189
COMMEITE  ooveveveesrrsersssvessesssesssssssssens 144 211 16.2 25.9
Catering and entertainment...............u. 218 26.6 2.1 25.4
TrANSPOIT ..o 16.6 20.2 178 194
COMMUNICALION  .ovvvvvevvvssvrssersssessssnnsen 139 194 115 215
Credit and iNSUFANCE.....vvvvvmsvvrsrvrsrvssrsrsrens 16.1 15.0 198 10.2

Source: Istat.
(1) Excluding family allowances.

the year-on-year increase. Instead, in the services sector the average
Increases were moderate but large rises occurred during the year owing
to the 1976 contract renewals 2wh|ch only became effective in 1977)
and to wage rises linked to staff reorganization in certain sectors.

Once again the highest increase was recorded in the agricultural
sector (31.7 per cent), owing to rises in minimum contractual wages
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in the second half of 1976 and to relatively larger sliding scale increases
because wages in this sector are lower than in others.

The increases in minimum contractual wages in industry (26.7 per
cent for blue-collar and 21.5 per cent for white-collar workers) were tied
not only to the sliding scale (a total increase of 24 points in 1977 com-
pared with 20 the year before) and to the renewal of most national
contracts in 1976, but also to the agreements reached during 1977 in
the rubber, plastics and printing industries.

The largest increases in the services sector were recorded in com-
merce 3132.5 per cent for workers and 20.2 per cent for employees)
where the agreement reached in 1976 hecame effective on January 1st
1977, The smallest rise was in credit and insurance where the year-on-
year increase in wages was 15 per cent, and that between December
1976 and December 1977 even smaller (10.2 per cent).

~ Wage differentials narrowed even further in 1977.  The uni-
fication of the sliding scale systems obtaining in the different sectors
and the contract renewals of the last two years — both of which gave
equal increases to all employees — did much to iron out wage dif-
ferences, as one can see from the changes in real earnings. ~ This
tendency towards wage equalization has greatly altered the distribution
of incomes from employment in recent yearS and reduced wage dif-
ferentials between sectors, hetween branches of production within these
sectors, and also between employees in the same branches and firms
with different qualifications and professional status.

~Actual hourly earnings of employees in industry excluding construc-
tion are estimated to have increased, in money terms, by around 25
per cent between 1976 and 1977 (23 per cent between the last quarters
of the two years?, of which two thirds was due to the sliding scale
system. It should also be noted that since the second phase of the
programme to unify the value of the sliding scale point began (February
1976), automatic wage increases linked to point increases in the trade
union” cost-of-living index have begun to prevail over other types of
increase, even though 1976 was a year of large contractual rises. This
phenomenon was entirely absent ‘in the first half of the seventies
with the sliding scale mechanism providing less and less coverage unti
it reached a low of around 40 per cent in 1974. The January 1975
agreement between the Confindustria and the unions, which sanctioned



the_gradual unification of the sh_dmlg_; scale point at the highest level
(this” programme was_completed in Februar 19772, gave a degree of
coverage which in 1977 was almost equivalent to fully indexed” wages
for employees in industry excluding construction.

In 1977 unit labour costs in the private sector grew at a much
faster pace than the previous year (18.9 against 14.9 per cent). The
increase in the labour cost per employee (20.7 per cent) was more or
less the same as in 1976, whereas™ the rise In productivity was 4
points lower,

The increase in the cost of labour in fact was less than it should
have been because of the measure introduced at the beginning of the
year to take up part of the social security contributions of employers
in industry excludm% construction (later” extended to some branches
of commerce and ca erm%) and hecause of the abolition of increases
in severance and retirement bonuses linked to the sliding scale. However,
it should be recalled that since the latter are accounting entries it is
only when the emplcg}/er-employee relationship ends that the firm's outlays
for” severance pay decrease.

There was a considerable drop in the growth rate of output ;Z)er
man in industry (from 10 per cent in 1976 to 1.2 per cent in 1977)
which was largely due to the moderate trend of production combined
with a slight fall in employment. Although the measure to reduce part
of the social security contributions paid by industry meant a smaller
growth of the labour cost per employee than in the previous year d(20
P_er cent) it did not offset the slowdown in the growth rate of produc-

vity.  Unit costs thus grew by 18.6 per cent in 1977 against 12.1
per cent in 1976.

The growth of labour costs was higher in agriculture, where the
cost per unit of output increased less than the cost per emizloyee (27.9
and 28.6 P_er_ cent respectively). This result was due to a slight increase
in produc IVI'[Y which, however, was caused by employment decreasing
more than value added (2.3 per cent and 1.7 per cent respectively).

In the services sector instead the 3.6 per cent increase in value
added and 1.5 per cent rise in employment were matched by a glrowth
of the labour cost per emflogee of over 20 per cent and a Slightly
smaller rise in unit costs (17.9 per cent) than in industry.



Prices

~Inflation, which has been under way in Italy since the end of the
sixties, continued at high rates during 1977. ~Upward pressure on
prices, however, slackened considerably during the year, even thou%h
In all sectors unit labour costs rose more than the previous year. The
price trend, therefore, was determined to a large extent by the fall in
international prices for raw materials, the stability of the lira exchange
rate and the slowdown in the domestic and international cycle, which
together dampened the growth of domestic prices.

The general index of wholesale prices grew by 16.6 per cent
on average for 1977, but this large increase conceals a marked sIackenln({
of inflation from 315 per cent at the start of the year to 9.5 per cen
in December. The slowdown occurred in two distinct phases which
more or less coincided with the two halves of the year, Until May
the general index rose at an a_vera?e monthly rate of 1.1 per cent in
response to the sharp rise in prices for industrial raw materials: in fact,
despite @ more or less stable exchange rate, these prices were affected
by the strong ﬁerfprma_nce of quotations on supply markets. From
June on, when the first signs of a sIowmq of productive activity appeared
and the fall in Erlces of raw materials and semi-finished” goods on
international markets became established, the average monthly growth
{ﬁtes of the general index dropped to half those of the first part of

e year.

Data on the first quarter of 1978 confirm this slowdown in the
growth of wholesale prices. In March the general index was 7.8 per
cent higher than the year before and 2.3 Ber.cent above the value for
the end of 1977 (9.2 per cent on a yearly basis; Table 14).

The general index of consumer prices recorded on average for
1977 an increase almost equal to that of the previous year (17 against
16.8 per cent). During the gear, however, there was a gradual slowdown
from 22 per cent in 1976 to 14.1 per cent in 1977 (Table 15).
Nonetheless these results were not enough to prevent Italy from
recording the highest rate of inflation of the major industrial countries.

~Although monthly increases were larger durin% the year consumer
prices followed much the same pattern as wholesale prices. The two
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peaks of inflation in the early months of the year and in autumn were
matched by a considerable slowdown during the summer. Qver the
first five months retail prices rose on average by 1.4 per cent il.l per
cent for wholesale prices) and by 0.9 per cent during the rest of the
}/_ear (0.5 for wholesale%. Two of the reasons for the increases of the
irst six months were the rise in many public utility charges and the
chan?e in some indirect taxation rates decided as part of the economic

stabilization programme begun at the end of the previous year.
Table 15
RETAIL PRICES AND COST oF LIVING
(percentage changes of indices, 1976=100)
Indices {68 1875 Bk 78Bek: FEWae Fh R 71 bt
[yearly basi
RETAIL PRICES (ondyearlybass
€1 1110 168 170 220 141 157 115 126
Food products............ 171 169 225 152 164 129 107
bread and cereals 135 155 169 147 173 11 271
11T SRR 201 123 29 94 18 106 106
V1, 158 165 190 129 57 195 03
COTFRR s 402 898 737 493 1079 -6.0 -18.6
Non-food products and services....... 165 171 215 134 155 104 140
clothing and fOOtW AT .....vvervrvne 160 26 218 202 197 189 114
]t]yglene and he.ahl_th ........... S | 88 95 102 110 73 142 159
Upitare g Supmentand o s n0 w7 95 91 107
VY LY LT T —— 128 284 313 127 192 56 208
heatingfuel ... 216 349 407 1154 236  6A 280
NOUSING oo 120 60 142 56 48 61 88
transport and communication.......... 269 204 344 109 152 61 135
CAIS .+ psrnsrmsmsssssssssssssnssnsnn 22 207 387 129 129 122 182
StatetRantayts.: .......... e 48 289 103 215 430 :
G CUUrAl ServIces ot 127 143 119 133 116 83 17
Non-f00d ProductS....mmmmmmmsrmmmsnn 4 196 265 132 157 100 124
SEIVICES ovmrvrrrvrserssssmsrsssssssrsssrssnn 153 142 167 134 149 111 160
COST OF LIVING
General index 165 181 218 149 175 114 122
L[0T 166 176 214 154 169 128 106
Clothin: 163 24 25 206 26 1.7 114
Electrici 129 295 309 130 27 49 189
Housing . 104 58 125 64 51 74 110
Miscellaneous expenditure. ... 179 183 228 143 184 94 135

Source: Istat.



Consumer Pnce_s continued to slow down in the first quarter of

1978, notwithstanding the 1.3 per cent increase in March from the

previous month.  The annual rate of change was 12.6 per cent at the

%?deOf 1l\gz)alrch, compared with 14.1 per cent at the close of 1977
able 15).

The distribution of income

~Income from employment (/lncludllng social security contributions)
increased by 22 per cent in 1977 while net national income at factor
cost grew by 19.1 per cent. Hence the share of income from employment
began to increase once a%am after the slight decrease of 1976, reachmg
716 per cent gagamst 9.9 per cent in the previous year and 64,
er cent in 1973, the year when inflation began to accelerate in I.taIY).
his increase — which is still observable even if the changes in the
breakdown of employment are taken into account (Chart 4) — was

Chart 4

ShareS 0f incc_)me from emplOyment in valle added corrected
for changes In the ratio of empI0yee$ to total employment

(indices, 1970=100)
Calculated from Istat data
N.B. TQF services sectﬁr Jincludes not only marketatile slervices, net of I%tgi s, but also

non-marketafle sepvices; In the inaustrial, services’and agricultural sectors imputed bank’ Services are
mcriu ed; In the value ad’dea ot the economy they are ex&% ed. P



limited thanks to the measure for the Government to take up part of
emPoners' social security contributions and to the abolition of sliding
scale Increases in severance and retirement bonuses mentioned earlier.

The shift in income distribution was particularly marked in agricul-
ture where, alongside a 16.9 per cent increase in value added at
market prices, income from employment rose by 27.2 per cent. In
industry the improvement in income distribution in favour of capital
and entrepreneurial and self-employment incomes which was a major
feature of 1976 did not continue ‘into 1977 and the share of these
incomes in value added was slightly lower. Income distribution also
shifted slightly in favour of employment in the services sector.

THE BALANCE OF PAYMENTS

oo closed with a balance-of-payments surplus of 2,129 hillion
lire, which was mainly due to that of 2,014 billion recorded in the
current account. The capital account gave rise to a net inflow of 48
billion Tire, or 591 hillion when 543 billion worth of compensatory
loan repayments are excluded. The balancm% item, “errors and omis-
sions”, amounted to 67 billion lire. The 4,197 hillion increase in
foreign currency reserves was not only due to the aforementioned
balance-of-payments surplus but also to the large inflow of short-term
banking funds (3,094 billion; Table 16).

The expansionary stimulus provided by world trade proved to
be weaker than had originally been expected as a result of the unsat-
isfactory course of domestic demand in several major countries. The
increase in the volume of exPorts nonetheless enabled Italy to increase
its share of the main markets for its manufactures for the third ){_ear
running. This result stemmed both from the competitiveness of Italian
Products, which benefited from exchange rate depreciations, and from
he extent to which resources have been transferred from internal to
external uses since the oil crisis.

The invisible surplus was substantially Iar?er than in previous
years thanks to the exceptional expansion of ‘structurally surplus sectors
(tourism, worker earings and emigrants’ remittances).



Table 16
BALANCE OF PAYMENTS ON A TRANSACTIONS BASIS (1)
(billions of lire)
ltems Credit Debit Balance
1976 1977 1976 1977 1976 1977

CURRENT ACCOUNT ..., 41,197.5 53,017.2 43,540.6 51,0028 -2,343.1 20144
Goods(fob) .................................. 30,7819 39,290.3 34,308.6 39,167.6 -3,526.7 122.7
Oiland oil denvates....... 16848 21819 77619 87717 -6,077.1 -6,589.8
SBIVICES  ovvveeeeceresesssssesssssensens 9.032.3 11,9569 8,080.0 10,266.6 952.3  1,690.3
Transfer payments ... 1.383.3 1,7700 1,152.0 1568.6 2313 2014
CAPITAL MOVEMENTS............... 18,023.0 21,486.4 16,538.9 21,4385  1,484.1 47.9
Compensatory [0ans ..., - - 2830 5430 -283.0  -543.0
011176 T 18,023.0 21,486.4 16,255.9 20,8955  1,767.1 590.9
ERRORS AND OMISSIONS .. .. -168.8 66.7
TOTAL s -1,027.8  2,129.0

TOTAL (excluding compensatory
(17111 I -744.8  2,672.0

MONETARY MOVEMENTS (2) .. 114636 7,964.8 10,4358 10,0938  1,027.8 -2,129.0

Banca d'ltalia-UIC ..........ocenes 8,330.7 22387 85253 713003 -1946 -5061.6
BANKS v 31329 57261 9985 26317 21344  3,0944
Exchange rate adjustments . . . - 9120 1618 -9120 -16138

, For, some_item
diff r(]f)ram those pu%hsﬁ
are based on more recent

the figures in this table, approyed by the balance-of-payments Committee
N eér in t%g ﬁelazmne ge r%%pSl?lYa S|P%a2|one econom a&g] aese since tﬁe
or decrease mrﬂagllmes.

ata and estimates. — alance with minus sign Inaicates Increase IN assets

Autonomous capital movements together with an inflow of bank
funds resulted in a surplus of 3,685 billion lire. If the funds connected
with the Fiat-Libya deal are excluded, most of the capital inflow
consisted of loans and foreign currency financing in connection with
imports and exports. 1977 saw the outflow of capital via the unofficial
market dry up almost completely. In fact, since April the so-called
parallel rate has been the same as the official rate, testifying to the
thinness of this market.

Net euro-currency borrowing during the first half of the year and
substantial balance-of-payments surpluses in the second made it possible



to increase the foreign currency reserves by nearly 4,200 billion lire,
thereby enlarging the scope for more flexible management of the exchange
rate.

Goods

‘One of the main features of the trade balance in 1977 was the
fall in the growth rates of both imports and exports — the first from
45.8 per cent in 1976 to 14.2 per cent (on a c.i.f. basis), the second
from 36.3 to 27.5 per cent. As a result the trade deficit (2,221
billion lire) was less than half that of 1976. This improvement was
mainly due to changes in the volumes of imports and exports — the
first Contracting by 1.9 Per cent with respect to 1976 and the second
expanding by 7.0 per cent. As for the terms of trade, they also improved
with import unit values rising 16.4 per cent and export unit values
19.1 per cent,

The seasonally adjusted trade balance |m[>roved [)rogresswely over
the year and moved into surplus in the fourth quarter as a result of
afbtettgr performance of real flows and an improvement in the terms
of trade.

For the whole year the link between imports and domestic demand
was amplified by the ?reater recourse made to inventories. The overall
effect of price ‘variables on imports was not substantial. The ratio
of domestic wholesale prices to |m{)ort prices did not change markedly
during the first three quarters, but at the end of the year the former
increased while the latter declined.

Since the volume of Italy's exports expanded by 7 per cent with
respect to 1976 while world trade only increased by 4 per cent, Italy's
share of the total rose from 6.5 per cent in 1976 to"6.7 per cent.

“The improvement in the terms of trade occurred despite the further,
albeit small, depreciation of the lira and increases in the dollar prices
of raw materials (including oil) which, according to OECD estimates,
were close to those of manufactures. The improvement in Italy's terms
of trade can, therefore, be attributed to the relatively large rise in the
country's export prices which partially offset the increase in compet-
itiveness recorded in 1976.
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Services

The 1977 transport deficit of 603 billion lire was virtually
unchanged compared with 1976 since the increase in the air transport
surplus offset the larger deficits of shipping and overland transport,

~In the shipPing sector Italy's total expenditure on the transport
of imports rose trom 2,002 billion lire in 1976 to 2,305 billion.  Of
this increase 224 billion can be attributed to dry cargo and 79 billion
t0 |I(}Uld cargo.  Compared with 1976 Italy’s expenditure per ton
rose for drY cargo and, to a lesser extent, for liquid cargo, with the
average cost rising by 15 per cent to 13,000 lire. The earnings of the
Italian merchant navy for the transport of exports and thir countrg
traffic grew only slowly from 1,072 billion lire in 1976 to 1,20
billion.” The overall shipping deficit taking into account passenger
earnings and expenditure Incurred by fleets abroad, is estimated to
havelg%rgounted to 615 billion lire in 1977 compared with 528 billion
in .

~The figures for tourism in the balance of 8aym_en_ts on a cash
basis were excegtmnally_ good. Earnings at 4,202" billion lire were
twice those of 1976, while expenditure at 789 billion only rose 34 per
cent.  The outcome was that the surplus on tourism increased from
1,512 to 3,414 hillion lire.

The increase in earnings can only be accounted for in part by
the changes in the normal variables affecting tourism: in fact the
number of anhts spent by forelgin visitors and the cost of tourist
services In Italy rose by respectively 8 and 22 per cent. To arrive at
a fuller explanation of this development one must examine the inter-
mingling of earnings on tourism and capital movements, a phenomenon
which has distorted the figures for tourism on a cash basis since 1970
and which has been amply illustrated in previous Reports.

~In 1977 the discount on Italian bank-notes with respect to the
official quotation of the lira in Switzerland, a variable with which the
distortions of eamings on tourism have heen found to be correlated,
fell to zero. This was not so much the result of an increase in the
demand for hank-notes as of a contraction in their supply.



The shrinking of the market for bank-notes was almost entirely
due to two factors: firstly, the improvement in the balance of payments
during 1977 which weakened expeqtatlons of a further depreciation
of the lira and, secondly, the stiffening of the penalties for violation
of exchange regulations introduced by Law no. 159 and subsequent
amendments.  These two factors seem to have substantially reduced
the propensity to smuggle capital out of the country, at least through
the channels of tourism and emigrants' remittances.  As a result it has
been possible to enter the tourist earnings on a cash basis into the
balance of payments on a transactions basis without making any
adjustment.

In the case of Italian tourist expenditure abroad the correction
of the data for the share of capital movements they contained was
considered to be no longer necessary in 1976. In fact the exchange
controls adopted in recent %ears limiting the sums Italian travellers
may spend on trllos abroad have proved effective in reducing foreign
cgrrer&cy outlays close to the amount necessary to finance Italian tourism
abroad.

“According to the balance of payments on a cash basis emigrants'
remittances increased b?/_ nearly 68 per cent with respect to 1976 and
totalled 1,246 billion lire.

Capital movements

~ Capital movements recorded a surplus of 48 billion lire compared
with 1,484 billion in 1976. The greater part of the net inflow of
foreign capital was accounted for by direct investment which increased
from 77 to 1,001 bhillion, whereas foreign short-term trade credits
Bassed from a net inflow of 3,173 billion to a net outflow of 418
illion. The total net outflow of Italian capital fell from 1,824 to
676 billion. The improvement was mainly the result of a reduction
in short-term export credits from 1,983 to 445 hillion, and of the
apparent disappearance of illegal capital outflows recorded under “other
capital ” (Table 17).
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Table 17
CAPITAL MOVEMENTS
(billions of lire)
ltems Credit Debit Balance
1976 1977 1976 1977 1976 1977
FOREIGN CAPITAL oo, 94628 10,4270 6,155.0 9,703.4 3,307.8 7236
Investment:
11T 3937 11307 2763 1292 774 1,001,
S10T 41 0] R 371 3534 4718 3389 047 195
)11 (R 478 54.6 36.9 58.6 10.9 -4.0
Loans:
V1171 7512 8552 7977 11321  -46.5 -276.9
granted or guaranteed by the
GOvernment ... 2907 3966 1535 1666 1372 2300
Trade credits:
medium and long-term . . 365.7 2732 2588 2469 1069 26.3
short-term oo 71174 70870 39448 75048 31726 -4178
Other capital......umrmmrnn 1692 2763 2152 1313 460 1450
ITALIAN CAPITAL....cceeevvvrrnnnnn. 8,715.8 11,172.5 10,539.5 11,848.2 -1,823.7 -675.7
Investment:
11T 3138 3078 4464 7941 -132.6 -486.3
POFtFOlio oo 5789 7293 3516 4491 2213 2802
Other .. . s 15 33 15 137 -10.4
sales under Law no. 159 . 500.4 539 500.4 539
Loans:
1 G171 1877 2343 4885 4694 3008 -235.1
granted or quaranteed by the
Government (1) .......... 39.0 31.0 54 502 -164 -132
Trade credits:
medium and long-term . . 1,766.6 19954 12781 17670 4885 2284
ShOrt-term oo 53279 78115 73111 8256.7 -1,983.2 -445.2
Other capital (2 ) .vvvvvervssrvenn - . 6069 480 -6069 -48.0
BALANCE .., - - - - 1,484.1 47.9

1) Including. participations in internatipnal grganizations which amounted .to .16.8 billion in
1976.( l(2) (!fjonsgtsp mafn?/ ofo the estllmates o? caplota? movementswmlcdderm In service items.

Examination of the credit and debit figures confirms the dominant
role which the financing of trade, especially in the form of short-term
trade credits, has come to play in capital movements.

Italy's most important medium and long-term assets and liabilities
cexcluding, therefore, both official reserves and the hanks’ net foreign
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liabilities) amounted to respectivelg 13,347 and 18,163 hillion at the
end of 1977 (Table 18). If 1978 (during which the monetary
authorities must make large loan repayments) is excluded, present
commitments will result in an average” imbalance between maturing
assets and liabilities of 800 hillion per year over the period 1979-1981.

Table 18
ITALY’S EXTERNAL FINANCIAL POSITION (1)

(billions of lire)

[tems F;(tJSeIHgn Matrity (2)

1977 1978 1979 1980 1981 beyond

ASSELES ..t 13,347 2,173 1,962 1,571 1,415 6,226

Goods (3) and services (4) . 6,634 1509 1,185 789 590 2,561

(IVETIE () I 6,713 664 177 182 825 3,665

LiAD 1@ S v 18,163 4,361 2,692 2,483 2,151 6,476

GO0AS (3) covvrvvrrsvmssmsssssssssssrssnnes 358 135 115 58 29 21

IOEUIT () R 12273 1417 1856 1928 1657 5415
Indebtedness of the official mone-

tary inStitutions .ovevvvrsvnsnes 5532 2,809 721 497 465 1,040

gl) Excluswelg loans and trade credits wjth a maturity of more than_one year. ‘&22 Foreign
currency amounts are ,caIcF ated at th Ilrg exchan%e_rat s ruling at ?nd-l 17. —{3 C0P1 |mentﬁ in
connection v su&BIAesaread comg eted or authorize Pha ment o] wh|? I1s deferred for more t %n
one ¥ear._4 Excllding trans célon in connection with the execution of contracts not mvolvmgtg
su%)y 0f gao f — (9) Bisbursed or to be disbursed, including UIC commitments (partly estinmate
data). —(6) Including compensatory loans.

Monetary movements

‘The net foreign position of the Banca d'ltalia and the Italian
Foreign Exchange Office (UIC) improved by 5,061 billion lire in
1977 ‘e_xcludmg the revaluation of gold holdl_nPs) as a result of a
substantial external account surplus (2,129 hillion) and an inflow
of foreign exchange via the banking system (3,094 hillion).

Italy's external accounts recorded another surplus in the first
quarter of 2978 and this made it possible to repay maturing debts
with only limited recourse to reserve assets. In addition to a 502
million dollar reduction in the banking system's net external liabilities,
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Tdole 19
ITALY’S FOREIGN DEBT AND OFFICIAL RESERVES
(millions of dollars)
ltems 1973 1914 1975 156 8T g7
Dec. ~ Dec. Dec. Dec.  gyne pec. Marc

LIABILITIES
Monetary InSttUtIONS....vvvvvsvrsrsinins 1016 6,957 7,035 10,117 15279 13,136 11,725
Banca d’ltalia-UlC ......mrrrsvnrnns 389 5638 6303 7,106 8056 6563 5653
Short-term [abilities. ... 389 70 4 108 117 206 227
Medium and long-term liabilities . . - 5568 6262 6,998 7,879 6,347 5426
S - 1885 1885 2409 2909 2930 2,588
IMF: stand-by . 857 1171 1162 12711 170 11
oil facility - 826 1,706 1691 1699 1,747 1727
BUNAESDANK oo - 2000 1500 1,736 2,000 1,500 1,000
Banks (net foreign liabilities)............ 627 1319 732 3011 7223 6573 6,072

Non-monetary institutions

Medium-term liabilities (compensatory
[1F: 111 I 6,063 8120 7146 6811 6567 6,171 6,107
TOTAL LIABILITIES .. 71079 15077 14,181 16,928 21,846 19,307 17,832
OFFICIAL RESERVES

Gold_(l(? ...... g 7,869 13,073 9,832 9,320 10,035 11,260 12,868
Special drawing rights 414 221 97 91 132 144 260
IMF reserve POSItioN ......cevvvcsvsvssenen 359 - - . - - 198
FOTEIgN CUITENCY vovvvsvvvrvvsvssvsssssvsnnsn 2,181 3187 1209 3132 6,134 7,960 6,741
TOTAL RESERVES ... 10,823 16481 11,138 12,543 16,301 19,364 20,067

The price ysed

quotations has been used for the offic

1 sed for the valuation of gol
the m(o21th In |categ, less a 15% saFet%/ margl%.,g
al valtation o

uotation on the L.ondon market at the end of
emger 1976 a rll'cenbased on London market

s thB
mc? ece
[taly’s gold reserves.

The strengthening of the country's external position in 1977 was
reflected in an increase in official reserves (6.8 billion doIIarsg which

was considerably more than the rise in foreign debt (2.4
This last increased to 19.3 billion dollars at the end of the
as a result of the growth in the external liabilities of the banki
In fact, liabilities vis-a-vis international institu-

system (Table 19).
5

iIIi_on?.
Year entirely
he banking



— 06 —

tions and central banks together with comg_en.satog loans contracted in
private international markets fell by 1.2 billion dollars over the year.

The year-on-year dePr_eciation of the lira on a trade-weighted basis
amounted 0 6.9 ﬁer cent in 1977, while between December 1976 and
December 1977 the lira fell by 4.6 per cent (Table 20).

TRADE-WEIGHTED LIRA DEPRECIATION RATE 51)
VIS-A-VIS QUOTATIONS ON 9th FEBRUARY 1973

(monthly averages of the daily rate)

Weighting: meagraphical distribution
J oplt%ngt%eefgn tractie
Months in 1972 in 1974
1973 1974 1975 1975 1976 1977 1978

Table 20

January..... -12.9 218 -20.4 -22.7 -37.1 -39.9
February -1.9 -15.8 219 -20.4 -29.4 371 -39.2
March....... -5.6 -15.4 216 -20.1 -33.5 -37.4 -39.4
YV —— 1.7 -16.4 =210 -19.6 -37.3 -37.7
VI — -8.7 -17.0 —0.8 -19.2 -35.2 -37.7
NITT (L I— -13.4 -18.3 0.7 -19.1 —34.2 -37.7
JUTY s e 147 -17.9 —20.8 -19.4 -33.1 -38.0
August v -11.4 -18.3 -21.0 -19.8 -33.3 -37.7
September -9.8 -18.5 -21.2 -20.0 -34.0 -37.5
October......... -10.5 -20.2 217 -20.5 -34.6 -38.0
November . ... -11.2 -21.3 =217 -20.5 -35.5 -38.3
December . ... -115 217 215 -20.4 -36.1 -39.3

YEAR.. . -8.9 -17.8 -21.3 -20.0 -33.2 -37.8

) (tle) Arithmetic. m%an of the ura depreciation rates vis-a-vis the 15 main commercial currencies
weighted on the basis of 1) import shares and 11) export shares.

During the year the management of the exchange rate had to
reconcile two objectives. that the cost of imports should be held down
thereby reducing the rate of inflation, and that the competitiveness of
expo_rtlng sectors should be preserved. Pr|or|t¥, Was given to maintaining
the lira-dollar rate stable which implied acce? ing a gradual depreciation
of the lira with respect to the currencies that  rose most against the
dollar (the Swiss franc, the deutschemark, the pound sterling and the
%/en). Stability of the lira with respect to the dollar appeared” desirable

oth because of the large volume of goods invoiced In dollars and so

as to avoid large fluctuations of the lira-dollar exchange rate from
havm% destabilizing effects on the foreign currency financing of Italian
importers and exporters.
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PUBLIC FINANCE

The net indebtedness of the public sector (General Government
and autonomous 9overnment agencies) increased from 14,870 hillion
lire in 1976 to 17,290 in 1977 even though receipts grew at a faster
rate than expenditure, but remained almost Stationary as a ratio of GDP
(around 10 per cent; Table 21).

The increase in receipts, from 53,830 to 67,100 billion or almost
25 per cent, was In 6part due to the stabilization programme implemented
at the end of 1976, which is estimated to have provided over 4,000
billion worth of extra yields. Once these additional receipts are excluded
the growth rate of fisCal revenues appears rather low, this being due to
the fall-off in productive activity, the Introduction of a system of Separate
taxation for famllg(1 Incomes, the decreasing Yields from some " taxes
abolished d.urlng e 1974 fiscal reform and, finally, to the changes
introduced in 1976 in collection schedules for the tax on interest.

The fiscal burden (measured as the ratio of taxes and social securltg
contributions to GDP) continued to increase, rising from 32.5 to 33.
Rer cent. Direct taxation increased by 32.7 per cent, with a considerably
eavier burden for households (up”41 per cent) owm? to the fiscal
drag of personal income tax, the prepayment of part of this tax, and
the collection of income taxes for previous gears. megz t0 increases
in rates, the growth of indirect taxation (29.5 per cent) was much
higher than that of the tax base. By contrast, social security contributions
grew at a slower pace (16.8 per cént) because of the reduction of health
Insurance contributions paid by companies.

The sector's total expenditure rose from 68,700 to 84,390 billion,
at a rate of 23 per cent which is in line with that recorded over the
Prevmus two years: as a result its share of GDP went up from 48
0 49 per cent. The largest increase occurred in current spending,
esgeual_ly for interest payments and wages. Instead, social expenditure
which IS the higgest item and also, over the last decade, the fastest
growing, decreased very sll?htly as a share of national income and still
stands at around 20 per cent. In fact, the adjustment of INPS (National
Social Security Institute) fg(tenswns to rises In the cost-of-living and to
wage trends, granted on 1st January 1977, was referred to the period
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PUBLIC SECTOR: CASH OPERATIONS (1)

(General Government and autonomous government agencies - calendar years; billions of lire)

Items

Revenues

FISCAl FRVENUEBS v secsvessssees s

IrECE LAXATTON vt
INGITECE tAXATTON o
social security CONLFIBULIONS (2 ) wovvvvvvsvsvmssssssssssssn

Sales 0f g00dS aNA SEIVICES .umvvvmmrmrmrsrmsrmmsemsrsssmssrssssssnns
TRANSTEIS oo
Capital INCOM € vvvvvvvvvrvssvssrssssssssssssrssssssssssssssssssssssnes

Capital CCOUNT FEVENUES ..vvvvvvvmsvrsrssssssmssssssssssssssssssssens

Disbursements

Staff wages and PENSIONS. ..
Purchases of goods and SErVICES  ......owevvmrmsrmsemsessnssnsnns
INTETESE PAYMENTS  oovovvevevessernssressssesssssssssesssssessssssssssssssnes
TIANSTENS (2 ) voovvvrvrsvmsssssmssssssssrsssmssssssssssssssssssssssssssssnnes

Total, current account. ..
Capital account eXpPenditUure ...

QITECE INVESIMENE oo s
LU T ) TR

Deficit:

ON CUIreNt aCCOUNT i
on capital aCCOUNT..i

Net indebtedness (4) ......................................................................

Net indebtedness, excluding repayment of debts (5) e

Taken from tf]e Relazione geperate sulla sityazione economica del paese. — 2 RGS
%nbutlons and 0 Stt te pe i

D ESIOQ;‘S

net o(flﬂ Jtigus social securit
oth er blic_bodies to mtegraté ensmr&s? their sta
msur mstl utlons debts; to |asari clinics amoun

specmed in fooZnote

—(3) In
E'“P
anéa)es in the inanclal situation, i.e. borro

1976

17,062
6,117
7,915

29,856

60,950
8,147

6,216
1,931

69,097

0 CIV

|

wings

1977

58,441

16,053
19,227
23,161

4251
1,464
2,339

66,495

606
67.101

21,283

7,651
10,887
35,231

75,052
10,655

7,489
3,166

85,707

8,557
10,049

18,606

17,287

Table 21

%of GDP
1976 1977
325 338
8.4 9.3
10.3 111
13.8 13.4
25 25
1.0 08
13 14
372 38.4
02 0.3
374 388
119 12.3
4.3 44
55 6.3
208 20.4
42.4 434
5.7 6.2
43 4.3
13 18
48.0 495
52 4.9
5.5 5.8
10.6 10.8
10.3 10.0

servants

i

t o publi

and 1,

ings. —(5)

?ctig/ I
I

t

1fion

perations
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1st August 1975 - 3lst Julg 1976, when the rise in prices and wages
was much lower than in 1977,

The effect of budget operations was to redistribute resources awa
from households and “towards firms, The company sector, in fact,
received considerable squort not only from the shift in fiscal burden
mentioned earlier, but also on the side of expenditure since production
and investment subsidies rose at a much faster pace than national income.

~ Owing to the performance of receipts described above and to the
failure to reduce expenditure, the overall deficit of the enlarged public
sector, as defined in the Letter of Intent to the IMF (to include not onl
public sector operations but also those of ENEL, purchases of goods
and services financed with commercial credit and, finally, loans %ranted
to public_enterprises not _be_Ionglng in the sectog widely overshot the
agreed ceiling of 16,450 billion and totalled 21,000 billion (net of bank
deposits). However, it should be remembered that the economic Situation
during the year proved very different from expectations.

~ The cash requirement of the State sector (Treasury, Central Post
Office Savmgls, Fund and autonomous government agericies) amounted
to 17,080 billion in 1977, against 14,330 in 1976, while according to
the definition agreed with the 1MF and EEC they amounted to 16,100
billion, that is 3,000 billion over the 13,100 billion ceiling; this
overshooting, however, appeared almost entirely in the fourth quarter
of the year. By contrast, bud?et disbursements were well within the
limit sét, as were net outlays for extra-budgetary operations if certain
special transactions are taken into account.  InClu mg in the sector's
cash requirement the payment by Central Government of debts previ-
ously contracted b;; public hodies, the figures for 1976 and 1977 rise
to 22,460 and 14,740 billion respectively (Table 22).

Over recent years, and more esloecially in 1977, steps have been
taken to charge gradually to Central Government the debts of local
authorities, public’ health"institutions and hospitals; in 1977 the debts
of Frovmmal and municipal authorities were funded to the tune of 4,320
billion and 1,060 billion worth of the debts of health insurance
institutions and hospitals were repaid. Although this programme is
helping to restore these bodies to a healthy financial situation, which is
necessary before any reforms can be undertaken, it has also made it
more difficult to control the economic system's liquidity because of the



need to increase issues of Treasury bills and the conversion of frozen
credits b){ banks and suppliers to public bodies into securities. However,
It was also accompanied by intervention to increase control over the
development of expenditure: in addition to the financing of local
authorities' debts being charged to the budget, ceilings were placed on
the ixpansmn of some of their current expenditure and on staff recruit-
ment.

Most of the increase in the public debt in 1977 can be ascribed to
Treasury bills, which were taken up by banks fairly promptly owing to the

Table 22
STATE SECTOR CASH REQUIREMENTS AND THEIR COVERAGE (1)

(calendar years; on a cash basis; billions of lire)

1977

Items 1975 1976
Istqtr.  Year stafr

overRALL cAsH REQUIREMENTS
(—equals net disbursements)

BUAGEL AEFICI ooy s -10,282 - 10406 -2,698 -12,443 -9,219
Minor Treasury operations -4,103  -1721 632 -422 319
Extra-budgetary operations -2,135 -2,610 -1,253 -9,596 -1,695

Ol e - 16,520 -14,737 -3,319 -22,461 -10,595

Settlement of debts of provincial and my-

Dot B Bl e s o
Total, net of settlement of debts................... -14,127 -14,330 -3,041 -17,082 -8,104
COVERAGE OF OVERALL CASH RE-

QUIREMENTS

Medj long- luding B
eind fong-term bonds excuding Banca -y o0 ;g uis g0y a7u
Treasury hills, excluding Banca d’ltalia........... 1627 1531 2717 15235 1978
POSt OFFICE SAVINGS..ovvvrvivsvrrsrmsrsennsvssnrsnnns 2,309 2,633 671 3,198 (3)1,895
Borrowing from BI-UIC ... 8823 9936  -515 -4043 3,092
CCUMTENtACCOUNT . .+ e 560 1,694 693  -420 2,696
Foreign iNdeDtedness ... 8 2 13 21 16
Other indebtedness  ..oevvevcens covvsersenenesesnsns 144 -144 17 13 -130
Total e 16,520 14,737 3,319 22,461 10,595

domestic financing:

short-tterm ..................... gy 12960 13591 20860 14362 6,837

onetary pase creation, throu
(mopetary,, ese _ creation,  throu Mmooz a3 -840 49%
medium and fong-term ... 3,552 784 446 8,072 3,742
Net indebtedness (2) s 13,689 10514 1,500 11,808 7,846

gctgg&%t}gﬁog tggrr%)%in usarlteesrs ?gn |?17g% o F3)fl%{e\?vha|rc eslt,l%tegillﬁn(zﬁrec %%n%egstlnog?i%eflggpr%gl
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ceiling on bank loans and the large inflow of funds from abroad. Their
purchases of Treasury bills for free investment totalled 10,690 hillion,
against 160 billion worth of reimbursements the previous year. Though
much lower than market placements of Treasury bills, those of medium
and long-term securities were considerably highér than the previous year
f3,300_ against 600 hillion, net of securities to fund debts) thanks to
arge issues of two-year Treasury credit certificates. These were well
accepted by the market because of their maturity and yield and at 3lst
December only 1,910 billion worth of the total issue (5,500 billion) were
held bx the Banca d'ltalia. As a result the Treasury's indebtedness
with the central bank decreased by 4,040 billion (4,700 billion net
of finance to repay debts of public bodies, compared with the 4,000
billion increase agreed with the EEC) and its share in total public debt
therefore dropped from 48 per cent in 1976 to 34 per cent in 1977,

Funds raised from Post Office savings accounts decreased from
1,530 to 1,190 hillion gexclu_dl_ng the capitalization of interest which
amounted to 710 and 1,250 billion respectively in 1976 and 1977, and
Post Office current accounts), This result was due to the performance
of the differential between interest rates on hank deposits and those
on Post Office savings, as well as to the lower growth rate of income.

MONEY AND FINANCIAL MAaRKETs

As _Part of the economic policy embarked upon at the end of
1976 with the aim of improving the country's external position and
slowing down inflation monetary measures brought about a considerable
reduction in the rate of total ‘domestic credit expansion through the
combined effect of the secur_ltK Investment requirement and the ceilin
on hank lending, both of which were maintained for the whole of 1977.
However, since April, when the balance of payments moved back into
gqumkl)rlum dand the rate of inflation moderated, interest rates have
een lowered.

The _mqr]etar% authorities, thoug}h well aware of the harmful
effects of limiting the banking system's treedom of action for a prolonged
period, acted as they did because of the need to guarantee an orderly
adjustment of the country's external accounts, especially in view of the
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commitment with international organizations to remove both the special
tax and the deﬁosn.or] purchases of foreign currency at the be mmm};
of the year. The elimination of the deposit resulted”in a large flow 0
monetary base into the economy, and if this had been absorbed with
the normal instruments of intervention there would inevitably have
been exceptional increases in interest rates. Direct control of hank
lending through the imposition of a ceiling made it possible to limit
the effect on interest rates of the measures to regulate the liquidity
of the economy.

Total domestic credit expansion, after slowing down in the fourth
quarter of 1976 with the reintroduction of ceilings on bank lending,
accelerated in the early months of 1977 in the presence of sustained
levels of_Productlon and investment, and then ﬁrogresswely declined
after April. The annual rate of expansion, which had been 23.9 and
16.5 per cent in the first two quarters of 1976, was equal to respectively
19.7,19.2 and 13.4 per cent In the first three quarters of 197/. Total
domestic credit expansion in the twelve_months to September 1977
thus amounted to 33,000 hillion lire.  The ceilings on bank lending
contributed to the running down of inventories in the second tguar_ter
and, together with the large differentials between domestic and foreign
interest rates, caused a further sharp rise in foreign currency lending
which rapidly replenished the c_oun_tr¥'s foreign currency reserves. The
intermediate” targets agreed with international organizations in April
were largely respected in the second and third quarters:  domestic
credit expansion amounted, in fact, to respectively 8,210 and 6,520
billion lire compared with targets of 8,200 and 6,300 bhillion.

‘The last quarter saw a substantial increase in the rate of domestic
credit expansion which exceeded the target of 10,000 billion by 3,660
hillion, mainly as a result of the unpredicted Increase in the State
sector borrowing requirement,

For the whole of 1977 total domestic credit expansion amounted
to 35,850 billion or 17.8 per cent (compared with 33,280 hillion or
19.8 per cent in 197% The limit agreed with the EEC was thus exceeded
by 5,250 billion. The funds flowing to the private sector, mcIudmg
the repayment of the deposit on purchases of _forelgn currency, amounte
to 18,700 billion Ecompare_d with 14,400 in 1976). The _flﬁure for
1977 ‘also reflects the considerable increase in the commercial credits
suppliers extended to hospitals.
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The balance of payments improved much faster and much more
than had been expected so that the financing supplied permitted a
sizeable increase in the liquidity of the private sector as can be seen
from the course of the ratio of financial assets to gross domestic product.
This ratio, after declining to the lowest value recorded in the last ten
years in the first quarter, Progresswely rose, most notably towards the
end of the year. On the other hand the funds provided to the company
sector increased less and more slowly.

~ The curhing of credit expansion during the year did not lead to
rationing of medium and long-term credit. The special credit institutions,
in part as a result of the security mvestment_regmrement, were able
to satisfy demand which, in any case, remained at the rather low
level to "which it had already sunk in 1976, The subsidized credit
sector suffered somewhat from the delay with which the new laws
providing incentives for industry came nto effect.

There was a very large fall in Treasury hill interest rates over the
year, partly as a result'of the ceilings rplaced on bank Iendm%. Equivalent
annual rafes for three-month hills fell from 18.23 to 11.80 per cent
between March and November. Despite the reductions made in the official
discount rate, the fall in interest rates was transmitted to the banking
sector only partially and with a certain delay.

The decrease in medium and long-term rates was very small, but
these had risen relatively less during the quard_ phase as a Tesult of the
support Bprowded by the security investment requirement and intervention
Py tﬂe aglc,a d'ltalia, and because there were no large offers of securities
0 the public.

At the same time as interest rates fell Iar?e quantities of State
securities, and especially short-term ones, were placed, with the public
making substantial purchases of Treasury hills. ~ This made it possible
to offset the large amount of monetary base created by the State sector
borrowing requirement, the refunding of the deposit on purchases of
foreign currency, the increase in the banks' external indebtedness, and
the balance-of-payments surplus.

The changes made to the term structure of interest rates and the
slowing down of inflation made it possible to start a gradual fundin
of the security portfolios of the banks and, especially in the second ha
of the year, of those of the public. The average ‘residual life of the



Treasury bonds in circulation increased and, with the yield curve sloping
upwards once more, spontaneous demand for medium-term securities
became reqular again, especially after the offer of variable coupon secu-
rities by the Treasury (two-year Treasury credit certificates) and ENEL.
In September the Banca d'ltalia switched from buying to selling medium
and long-term securities in the secondary market, and has continued
to sell since then so as to Slow down the fall in interest rates in this
sector which is still dominated by the security investment requirement
and the rationing of issues.

The fall in six and twelve-month Treasury bill rates slowed down
at the end of the year and came to a compléte stop for threg-month
Treasury bills. During October and November an u_nexpectedl¥ large
Treasury cash requirement, together with a growing inflow of Toreign
currency from the balance-of-payments surplus, caused a certain amount
of concern with respect to the ‘control of liquidity. As a result of the
fall ‘i production, the ceilings previously set on bank lending were
no longer as effective in controlling the level of liquid assets so that an
even more careful and continuous control of the monetary base in the
hands of the banks became necessary.

Prospects for 1978

During the first quarter of 1978 total domestic credit expansion
speeded up even further as a result of the expansion of the public
sector borrowing requirement.  Over the year to March 1978 total
domestic credit expansion amounted to 39,200 billion lire or 18.8 fer
tc)eﬁt, so that the farget agreed with the IMF was exceeded by 9,200

illion.

~ The renewal of the cellln? on hank Iendl_nﬂ at the end of March
is intended to keep liquid assets at a level which will make it possible
to prevent an excessive build-up of inventories of imported goods
and’ foreign financial assets in the presence of hoth a recovery of
production and a substantial increase in the liquidity of the economy
at the end of 1977 and the, begmn_m% of 1978. The ceiling has been
renewed for four months, i.e. “until July, while waiting for a clearer
picture to emerge regarding the effects of the planned measures to
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reduce the enlarged public sector's expenditure and increase its receipts
as well as of any other economic policy measures which may be taken,

At present it is estimated that the enIarﬂ]ed public sector's bor-
rowing requirement, taking into account hofh the renewal of the
fiscalization of emplogers_’ social security contributions and the partial
rep%ment of public bodies' previously contracted debts, will amount
to 35,000 billion lire in the absence of corrective measures.

A horrowing requirement of this order of maﬁnltude would ingvi-
tably lead to domestic credit expansion rising well above the 40,000
billion indicated in the Government programme and thus incur the
risk of compromising, the results achieved with respect to the balance
of ?ayments and the internal and external pu,rchasmg power of the lira,
in fact, even if a large and increasing proportion of the cash requirement
stems from the repayment of previously contracted loans, transfer
Payments, and the diréct financing of enterprises, it cannot be assumed
hat these dishursements will result in an e%ually large reduction in
the private sector's total demand for credit. Furthermore, these funds
are not uniformly distributed over the entire productive system but
coné;entt_rated in a number of large firms and particular branches of
production.

It will only be possible to ,Brepar,e new quidelines for monetary
and financial a?gregates compatiole” with economic policy objectives
after the definifion "of the announced measures to reducé the public
sector deficit and control other important economic variables.

The central bank’s operations and the regulation of the monetary base

During 1977 control of the monetary base was managed _b?/ means
of a series of interventions in the monetary and credit fields that
differed in several respects from those undertaken in the P_rewous
year.  On the one hand, the administrative measures affecting the
monetary base were lifted, as were the special compulsory reserve
requirements and the deposits on purchases of foreign exchange, while
on the other direct controls on bank credit, such as the ceiling on
bank loans and the security investment requirement, were renewed.
The last two measures helped to keep the expansion of the monetary
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base within limits that were consistent with the intermediate targets
of credit policy and with the final ?oals of restoring external accounts
to a balanced position and slowing the pace of inflation. Intervention
affecting total bank reserves was used to regulate the overall volume
of hank intermediation, and more especially the amount of Treasury
bills purchased by banks and interest rates on the money market.

Total monetary base net of Post Office deposits increased by
6,413 billion or 189 per cent (4,773 billion and 16.4 per cent in
19762. For the second year running the percentage growth of this ag-
gregate was lower than ‘that of GDP, causing a further drop in the
monetary base/GDe ratio. Although the control of total bank reserves
produced a stronger impact during certain 3uarters_, over the year as
a whole it did not add anythlnlg to the already restrictive effects of the
other instruments of credit policy, and especially of the ceiling on the
expansion of bank loans, ~Herice the stable conditions attained on
the foreign exchange and credit markets at the end of the previous
year were in part consolidated and short-term interest rates were
reduced at a pace with inflation, i.e. S0 as not to jeopardize the laborious
P_rocess of rebmldmgI currency reserves and the return to a halanced
ime structure of yields. The aim was also to attract the public back
t0 btlhe éeggrltles market and to lengthen the average maturity of the
public debt.

After the succession of restrictive measures ad_oPted in 1976 at
the start of the year it appeared that the most difficult period for
monetary base control was over. Money market rates had begun to
fall sligntly, with the average weighted yield on Treasura/ bills ‘placed
at auction down from 18.1 in October 1976 to 17.2 in January 1977
and the interbank rate down from 17.3 to 15.7.

At the beginning of 1977 the control of total bank reserves was
facilitated by the still moderate ex?ansu)n of the autonomous components
of monetary base creation. In the first quarter, with the Treasury's
net cash réquirement amquntm? to no more than 2,500 billion lire,
there was asllght destruction of liquidity by the foreign sector, owing
to the fact that the almost 1,500 hillion atonomous, balance-of-parme.nts
deficit was partly offset by a 1,181 billion increase in banks' net foreign
indebtedness. “Moreover, the monthly refunds of the deposit on
purchases of foreign exchange had not Yet reached their highest levels.
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1975 1976 Vear Quarters
] 1l
s3URCES
—1,700.3 10027 52000 -318.2 23512 18597
-7132.2 -144.8 26720 -1,498.7 -36.2 26378
-968.1 18375 25370 1,1805  2,3874 -178.1
77196 11,7434  -840.4 213.0 -3,647.6 202.1
54708  9,137.9 -3,976.9 -454.6 -3,595.4 -288.2
16,5198 147371 224609 33192 57722 39102
-8,140.2 -2993.7 -23,301.3 -3,106.2 -94198 -3,708.1
389.0 -1,4770 -209.4 469.9  -266.0  -279.5
1,018 -3,981,1 49715 13227 23039 286.6
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45733 47725 64130 10198 7937  1578.6
USES
41235 40796 49217  -156.4 743.9 899.6
1,814.7 1,474.1 1,785.2 -824.0 796.1 409.3
21586 32984 46278 18438 2.4 1,169.3
16337 44148 36638 17818 691.0 508.1
11249 -11164 964.0 62.0 -693.4 661.2
COMPONENTS OF TOTAL MONETARY BASE (4)
56737 43298 5046 12778 -1,7325  -402.9
-1,100.4 4427 58484  -258.0 25262 19815
FACTORS QF CHANGE: IN BANKS' MONETA\RY BASE
13,3671 125579 23,387.8 31450 43059 71604
- 10,6085 -9,2595 -18,760.0 -1,301.2 -4,308.3 -5991.1
27586 32984 46278 18438 2.4 11693
1,343.0
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To comgensate.the effect of these factors the central bank placed
around 2,300 hillion worth of Treasury bills on the open market thus
absorbing the excess liquidity; it was assisted in this operatlon,b?/ the
existence of the ceiling on bank loans and by a h|t‘;h(ljy cautious interest
rate policy, as well as by the new criteria adopted for open market
operations which are discussed in the Report for 1976.

~ The increase in banks' liquid assets brought about a reduction
in money market rates: the yield on Treasury bills dropped from
17.9 in March to 155 in June and the interbank rate from 16.5 to
14.3. The two-point reduction in the discount rate decided on 1lth
June underlined the central bank's willingness to accomodate this
tendency and help it spread to bank lending and deposit rates. The
decling “of short-term yields had, in fact, not yet been matched by a
reduction in the Frlme rate, which was falling more slowly as a result
of the usual frictional delays and the ceiling on bank credit.

The massive amount of Treasury hills that were placed durlnq
the year, the shortness of their average life — in the early months 0
the Year 95 Rer cent of intervention™in securities concerried Treasury
bills— and the fact that an extremely large share was taken up by the
banks as final holders, encouraged “two tendencies that the banking
s¥st_em had displayed for some while: to increase the average liquidity
of its assets and to expand the share of credit to the Treasury over
total intermediation. The primary objective of the monetary authorities
became to change, at least to some degree, this situation by’ lengthening
the average life of the public debt as far as possible and by pIacmg
more Treasur}/ stocks with the public. The method principally use
was to offer fonger term Treasur?/ bills both at issue and on the open
market, intervening simultaneously on the volume available at auction
and on the prices asked on the secondarY market. As a result the
avera?e maturity of the bills sold from the central bank's portfolio
rose from 3.7 months in the first quarter to 4.5 in the second and 9.7
in the third, only to decling again slightly (to 7.3 months) in the last
three months of the year when the banks were less willing to forego
their liquidity, partly” for reasons of a seasonal nature, ~The second
solution was"to offer to the banks and public 1,000 billion worth of
two-year Treasury credit certificates, newly created securities with a
maturity falling Somewhere between that of Treasury hills and four-
year Treasury bonds — the medium-term security” most frequently
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issued by the Treasury — and a yield that was highly competitive with
that of other securities. Since they carry a minimum coupon rate and
are indexed to the interest rates on Treasury bills, these two-year certif-
icates were suitable as a replacement and accompaniment for Treasury
bills, so that the banks were able to restore a balanced maturity structure
t0 thelr_ portfolios without having to take the excessive risks that
expectations of continuing high rates of inflation made inadvisable.

In the second half of the Year the growth rate of total monetary
base and total bank reserves seftled at 17.6 and 22.4 per cent respec-
tively. Although the money and foreign exchange markets continued
to display the same tendencies that were present until June, specifically
a_stron? growth of the autonomous components, monetary hase contral
did not present any particular difficulty.

The central hank’s assets and the creation of monetary base

Durinﬁ_ 1977 monetary base creation by the foreign sector was
extremely high (5,209 b||||0ng. Unlike the previous year it was the
outcome™ of an autonomous balance of payments in Surplus for the
first time since 1971 &aroun_d 2,700 billion) and a 3,094 hillion
increase in the banks” net foreign debtor position (Table 24)

Table 24
MONETARY BASE: FOREIGN SECTOR
(changes in billions of lire)
1977

ltems 1975 1976 Vear Quarters
I Il I v
Balance of payments (1) .. -732.2 -744.8 2672.0 -1,498.7  -36.2 26378 1569.1
Net foreign position ofbanks ~ -356.3 2,134.4 13,0943 12329 25228 -650.1 - 113
Compensatory 10ans......... -609.5 -283.0 -543.0 -44.0 -147.0 -127.0 -225.0
TOTAL (2) ... —1,700.3 11,0927 5,209.0 -318.2 2,351.2 1859.7 1,316.3

~ (1) Autonomous balance. —(2) Including accounting discrepancies between BI-UIC balance-sheet
items and the balance of payments.



“For the first time over the last ten gears_ total Banca d'ltalia
credit to the Treasury decreased (—4,043 hillion). Since direct
creation of liquidity by this channel (Post Office Savings, Treasury
notes and coin and other minor operatlonsz)_amounted to 3,203 billion,
total monetary base creation was — 840 billion, despite the fact that
Treasury cash requirements net of security issues to fund debts, which are
not important for the purpose of monetary base control, amounted to
17,740 billion, 21.8 per cent higher than the previous year.

Although the Treasury deficit continued to grow at a sustained
pace, the methods of coverage differed considerably from previous
years and seem likely to Broduce substantial changes in the structure
of public debt. From a breakdown of public sector indebtedness by
type and maturity of securities issued and by categories of holders
at the end of 1977 compared with the previous four years, one can
see that there has been a reduction in the share of the deficit that is
financed with monetary base creation, a lengthening of the averaﬁe
life of the debt, a radical change in the distribution of Treasury bills
and long-term securities between the Banca d’ltalia and banks and
that the public is present in large numbers on the market for short-
term securities.

The changed methods of coverage of the cash requirement have
not, however, reduced monetary financing of the Treasury, the counter-
E)arts of which are the central bank's liabilities and the banks' deposits.
n fact the monetary base was principally reabsorbed by increasing
the amount of Treasury securities in the banks' portfolios.

Against a cash requirement net of Post Office savinﬁs that rose
to 14,604 billion, intervention by the central bank totalled 18,581
billion (Table 2_52\, 15,235 hillion of which in Treasury bills. These
placements, which exceeded the cash requirement and thus caused a
destruction of monetary base, were spread fairly evenly over the first
three months of the k/ear and thus made a decisive contribution to the
stability of the growth rate of total monetary base. The relative ease
with which they were effected was mostly due to the existence of the
ceiling on bank"lending, although other reasons also emerged at various
moments of the period under consideration and helped to make the
quantity of placements exceptionally high.



Chart 5

MONETARY BASE CREATION

(cumulative monthly changes, seasonally adjusted data in billions of lire)
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Table 25
TREASURY MONETARY BASE
(changes in billions of lire)
1977
Items 1975 1976 Vear Quarters
Il Il v

Treasury cash requirements
1) o 12,3555 11956.0 14,6039 23787 55353 33184 33715

Interventions (2 ) ... -6,884.7 -2,818.1 -18,580.8 -2,833.3 -9,130.7 -3,606.6 -3,010.2
TOTAL (3) ... b5,470.8 9,137.9 -3,976.9 -454.6 -3,595.4 -288.2 361.3

et of deposits with the Central Post Office. and securities jssues to. fund loans. —(2) Net of
securl(tll)es’\ljssues to ?un loans. —?3)Net of deposits wﬂ% %19 entra? Post O[f%ce. )

Apart from Post Office savm?s, which increased by 3,137 hillion,
the Treasury's direct creation of IqUIdItK over the year was virtually
nil (66 billion). This was so because the reimbursement of the last
Treasury bills for compulsory reserves was completed during the year
leaving the Treasury with no other direct channels for the creation of
monetary base except Treasury notes and coin and other quantitatively
unimportant  items.

Table 26
TREASURY BILLS FOR FREE INVESTMENT

banks and other purchasers

in

Date drovla- o0 by by other g1
tion  auction mgreket bartks c?ﬁrs
Amounts at Dec. 1973 . . . 2,349.3 880.9 756.6 124.3 1,468.4
Changes: 1974 2 23607 16285 14838 1447 48215
1975 4 72512 50358 43624 6734 53639
1976 6 28022 21826 -155.9 23385 6,374.0
1977 6 17,4004 152348 10,6859 45489 -10,439.4
1977- 1 qtr.. .. 3955 4519 22660 2,7179 1655 2,552.4 -2.322.4
... 36005 14143 75141 89284 68763 20521 -5327.9
m = ... 549.1 -1,830.4 13,3812 15508 5327 10181 -1,001.7
v " ... 250.3 -2,201.4 42391 20377 31114 -1073.7 -1,787.4
Amounts at Dec. 1977 . . . 32,551.0 24,962.6 17,132.8 7,829.8 7,588.4

(1) Including special credit institutions.



Table 27

FIXED-TERM ADVANCES AND DISCOUNTS

1977

Items 1975 1976 Quarters
Year

| I Il 1%
Changes .v.vevvrvssvsrmsnvsens —1,225.4 06 2853 4763 -555 -419.3 2838
AVErages (1)  evvmmrsnnnn 23713 2859 1553 3417 272 7.3 1810

(1) Averages of daily figures.

~ The expansionary trend of the monetary base described earlier,
which provided banks with a large volume “of liquid funds, rea_tI%/
reduced recourse to central' bank refinancing facilities compared wit
1976. Credit granted under ordinary advance accounts did not register
anY significant” variation, while fixed-term advances and, to a small
extent, discount operations were only used during March &the daily
average for indebtedness was then around 862 hillion) when the mong-
tary authorities' squeeze on liquidity proved too severe for some banks,
and later in December, when demand for refinancing experienced the
usual seasonal increase.

Table 28
OTHER SECTORS” MONETARY BASE
(changes in billions of lire)
1977
Items 1975 1976 Quarters
Year
Il Il v
TOTAL ................................ 1,191.8 -3,981.1 4,971.5 1,322.7 2,303.9 286.6 1,058.3
of which:
deposits on imports and
purchases of foreign ex-
change (1) oo 1237.3 -3544.6 35446 13473 20523 1449 0.1
compensatory loans ... 5999 -650.0  639.4 602 1750 1218 2824
special_credit institutions’
BPOSIES v -649.2 2526 1048 4698 -721.1 7327 -376.6

(1) Deposit on imgorts from Maa/ 1974 to October 1975, and deposit on purchases of foreign
exchange from May 1976 to October 1977



The inflow of monetary base from other sectors amounted to
4,972 hillion lire, almost entirely due to refunds of the deposit on
purchases of foreign exchange (for 3,545 hillion) introduced in May
1976.  Liquidity creation was concentrated in the first half of the year
and more especially in the second quarter when the deposit, which
had already been reduced from 40 to 25 per cent on 15th January, was
cut to 10 per cent and then on 15th April abolished. The manner in
which the" expansionary effect of this inflow of moneta[?/ hase was
Iaré;ely neutralized by o%en market operations in Treasury bills is discus-
sed edrlier on in this chapter.

The central bank’s liabilities and the uses of the monetary base

N Durmg 1977 notes and coin in circulation increased by 1,850
billion (Table 29) and 13 per cent, which is similar to the previous
¥ear's rate (13.5 per cent). The public's demand for notes and coin
ollowed two distinct trends during the year. On the one hand, the
ratio of notes and coin to income contintied to follow the downward

Table 29
PUBLIC'S MONETARY BASE
(amounts and changes in billions of lire)
1977
items Amgtunts 1975 1976 Quarters
end-1977 Year
Il 1] v
TOTAL oo 35,105.4 41235 4,079.6 4,921.7 -156.4 7439 899.6 3,434.6
of which:
notes and coin in circu-
110 16,075.4 1,771.3 1,687.0 1,849.9 -854.7 709.0 120.3 1,875.3
deposits with the Central
POSt OFfiCe oo 19,055.8 2,308.8 2,605.5 3,136.5 667.6 -52.2 490.3 2,030.8

tendency which had first appeared at the beginning of the seventies,
a sign that the public is makmE Increasing use of checiues owing to
the |%h interest rates on ban deﬁosns and especially on current
accounts. On the other, the more marked variability of this ratio during



the year, which closely reflects the trends of interest rates on bank
deposits (Chart 8), seems to indicate that households are taking more
care over the management of their liquid assets.

Chart 8

Trend of notes and coin in Circuldtion

Unlike the performance of notes and coin, the growth rate of
Post Office deposits held to the same level as the previous year (19.7
per cent in 1977 and 19.6 per cent in 1976% even though the yield
on these financial assets did not Rresent any change dur[n? 1977, with
the result that on average for the year thie negative dif erential with
the interest rate on deposits wideried compared with 1976, whereas
that with Treasury hills was still very high (6.9 percentage points).
This can be put down to the fact that the flow of Post Office saving,
although over 531 hillion higher than the year before, turns out to
be 8 Dillion lower if calculated net of interest credited in December,
which on average was greater in 1977 than the previous year.

. The public's growinP preference for bank money was reflected
in a higher growth Tate of banks' monetary base (23.6" per cent) than
total monetary base (18.9 per cent). If the end-December figure for
liquidity is adjusted for random growth dpro,duced by disinvestments
of Treasury hills, estimated at arotnd 400 hillion, the annual percen-
tage increase in total reserves appears almost equal to that of com-



?ulsory reserves (respectively 215 and 21.4 per cent) as well as to
hat of bank deposits between November 1976 and November 1977
(21 per cent). The similarity of these figures indicates that no impulses
of either an" expansionary Or a restricfive nature were Produced, by
intervention affecting compulsory reserves — unlike the two previous
Years when these impulses were stronq in both directions — and that
he growth of liquidity tended to be close to zero.

Table 30
TOTAL BANK RESERVES
(amounts and changes in billions of lire)
Amounts BT
[tems iend§£977 1975 1976 Vear Quarters
I Il 11 v
Compulsory reserves . ... 20,8040 16337 44148 3,663.8 1,781.8 691.0 5081 682.9
EXCESS F8SEIVES . mmmmmmrrrnen 34566 11249 -1116.4 9640 620 -693.4 6612 9342
of which:
depositwith BI-UIC .. 8498 -174.4 -1443 5569 -86.3 -53.9 990 5%8.1
disposable margin .... 15738 2675 331 2347 2634 -705.4 6469 29.8
TOTAL. .. 24,260.6 2,758.6 3,298.4 4,627.8 1,843.8 -2.4 1,169.3 1,617.1
Excess reserves averages (1) 2,348.8 24974 2,406.7 2,203.1 2,671.3 2,281.5 2471.C

(1) Averages of daily figures.

The absence of any intervention of a special nature affecting
compulsory reserves also had the effet of reducing random movements
and delays in depositing the reserves which had marked earlier years
and hence of raising the actual compulsory reserve coefficient (gqual
to the ratio of paid-up reserves to the increase in deposits in the
previous period) to a value close to the theoretical rate (15.19 and
15.75 per cent).

Also less fitful was the trend of Ilqrwdlty, its average level during
the single quarters being close to that for the year as a whole. The
increased  stability %Chart 9) was partly due fo the fact that inter-
ventions affecting the monetary base were carried out under orderly
and less tense conditions and “partly to the central bank's ability to
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exert closer control over liquid reserves by means of daily interventions
on the short-term securities market andrefinancing operations in the
form of fixed-term advances.

Chart 9

Excess reserveS and interbank rate

1) Monthly at\i]errag‘e ofweekla/ data. _52) Movin%#a erage of three datfa: deﬂgj/-glonth Val(ﬁes%o%ﬁg

Movirg average of thre€. dafa; monthly yalues obtained from’ an average of daily data; the
margu?comp nent |swe|éihted P(}r aco%f}[ment%eﬁow e unit. :

Banking
Performance during 1977

~ During the year bank intermediation was confined within the
limits imposed by the coexistence of the ceiling on bank loans and the
securl%y Investment requirement. By preventln? banks from aIIocatlng
their funds in response to demand, these constraints caused profoun

alterations in the composition of their balance sheets and in the structure
of interest rates. The considerable _exPanswn of deposits in fact con-
trasted with a very moderate growth in loans, despite a heavy demand by
the company sector especially in the first half of the year; this caused
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a Very _Iar?e increase in the share of assets invested in Treasury hills,
the main form of free investment left to banks (Table 31).

Table 31
THE ACTIVITY OF THE BANKS: INDICATORS

1977
Items 1973 1974 1975 1976 Vear Quarters (3)
(1) (2) I I Il v

FINANC IAL RAN0S (4)

Bank credit

sncrers® 52 85 56 57 ss 58 57 59 59

Excess, reserves
(6)

Deposits

Bank credit
Total domestic credit 534 566 590 577 evo 584 597 606 6Ll

26 21 25 18 18 L7 19 18 20

PERCENTAGE INCREASES (7)

Bank reserves (5) .... 185 194 255 105 232 367 53 250 280

DEPOSIES vvvvvrrvrrrrrne 241 168 250 220 232 262 164 184 324

CreditS s 254 186 242 188 248 2564 377 123 261

Lending (8) .vuvere 2.1 10 117 227 154 297 91 108 135

Treasury bills ... -12.9 2062 1998 -52 1ess 107 16317 168 1229
Long-term  securities

) S 377 154 218 167 189 203 172 138 236

RATIO TO GROSS DOMESTIC PRoDUCT (4) (9)
Bank credit (6) ... 69.3 701 763 734 750 701 743 767 784
Lending (6) .ovvrvrrsens 488 474 489 478 464 451 468 471 467

(1) Excess reseryes, de ?sits and Iendin?,are adjusted fo {andom ovements at end-197%. —(2
Lendin ,,Treasurg/ ills_and long-term securities are adguste or gaps due to the reform of banki
?tatlﬁlcs m,J&mu ry 1974, —(3) Quarterly data are sea onalg adjusted. _84 Ratio of average valug
or the perjod. —(5) Total b?_n_ eserves (excess and com[t),ul ory Teserves) ar a#uste or chianges in
the compulsory resérve coefficient. — (6) Percentage ratios, — (7) Qu rterlé/ ates of Increase are
calc%lat as year dpe centage changes. —@3 The fur\dlng of hospital’ and loca alﬁhorltles’(iebts t0
the banks are included undey lendinig and hot under long-term securities. —(9) The quarterly gross
omestic product Is on a yearly basis.

The chan_ged_composmon of credit supply was also reflected in
a smaller decling in interest rates on bank deposits than in those on
Treasury bills r(Ch.art 10).  As regards lending, the only aim of the
intervention affecting Treasury bill yields in 1977 was to keep in ling
with the downward trend of demand for short-term credit so that it



Table 32
BANKS’ ASSETS AND LIABILITIES (*)

(amounts and changes in billions of lire)

Changes
Amounts 1975 1976 1977
Items end of Half-year Half
- alf-year
1917 Year y Year y Year
I Il [ I
ASSETS
Bank reserves (1) ..ooooooooioivvvvceneeeesese 23,7112  2,758.6 972.3 23261  3,298.4 1,841.4 2,786.4 4,627.8
(El)écngssu[g%srer¥eessé'r'\7é's'"'éﬁd"'ﬁéblk'ih ..... s 34464 11249 -1578.2 4618 -1,116.4 -631.4 15954  964.0
IerS’ CNEQUES oovvvvvvvvvrs ovsrns g ................... 202648  1,633.7 25505 18643 44148 24728 11910 3,663.8
Credit e 146,501.5 19,951.5 4,732.2 14,521.3 19,253.5 15,204.7 14,539.5 29,744.2
Lending....esnisons . 7,351, 815. 4804 132954 3629,
# r%|9|n t&r ency ! 073, - 71 45&? zég% %ﬁgé g%gg 28;% ,’ ﬂ
Treas Is 5 % 1372, 3624 -3.7h3. 997, -155, Z g 36 } ,
e I R R
StoCks and SHArES  ..ovveeeeeeeeeeeeee e 1,600.5 219.9 87.5 210.2 297.7 225.5 , 45.8 ,2713
Interbdnk alcounts —..........ccocooveeveeiiieeecieeeae 29,446.2 5574.0 -4,499.1 9,607.9 5,108.8 -1,705.8 6,359.9 4,654.1
G ﬂantee deposits on behalf of third parties
tj ........................................................................... 58.2 13.7 55.7 2,046.8 2,102.5 -1,998.1 -106.2 -2,104.3
TOTAL____ 201,317.6 28,517.7 1,348.6 28,712.3 30,060.9 13,567.7 23,625.4 37,193.1
LIABILITIES
DEPOSIES. ..ottt e 152,026.6 20,241.5 5,658.6 16,578.4 22,237.0 7,866.5 20,755.6 28,622.1
SAVINGS AEPOSIES  vvvrvvsesrsssssssssmsssssssssssssssens 146.8 14,998, 2,924, 249, 114, 8817.4 10,005. 892.
T Y T ——— Ikl Sad oMY BT fE 8D 9% 1353
Other depoSitS. ... 1,231.0 -145.9 135.7 369.9 505.6 -168.6 -58.2 -226.8
oreign currency accounts o reS|dents - . -108. . 117.2 99 -71. 82. .
Thlrrdgpartles [}u)rl](?sw [T R T S %% 9% 1%6 252.1 %85.7 5178 -14&8 -231/1.8
Interbank alcounts .....oooveeeeeeeeeeeeeeeees 28,994 .4 5,281.2 -4,945.6 10,209.4 5,263.8 -1,772.0 14,4985 2,726.5
Special credit institutions' deposits (5) . . . 4.941.7 702.0 6423  -119.4 5229 1075 -535.0 -4275
Lending by BI-UIC (1) .ioooveieviivieveeeeieeeee, 2,552.5 -389.0 -202.0 —1,275.0 -1,477.0 203.9 55 209.4
Equity capital  .....ccoooiiee e 6,375.9 1,416.0 731.7 300.7 1,032.4 824.0 405.4 1,229.4
Net foreign position (6 ) v.wumsemmmmsmmmmmmmsmsnnnens 52754  -356.3  1,121.2  1,0132  2,1344 37557 -661.4 3,094.3
Other ItEM S, 4,861.8 2,470.2 -1,151.0 1,515.7 364.7 2,858.2 -1,320.0 1,538.2

% tﬁ 8ontam%d in this tabl are Iculate in der to sbetween hanks and other sect rs andb de to
oincld ata In eco&respﬁ)r}%ﬁ es n ot erc a t s ﬁ 5 es in t‘pg%tr]ersta stical t es on ban s 0 not
Saﬁ{e eoreaways correspond wi given here becaus he are akeri irectly ro eban alance s eesor rom ahomogeneous

) The fi d f d I d lending by BI-UIC are taken from_th lidated bal heet of th
. m@ |echlié"t e Sattal o s Jo ¢ %°E¥atﬁ%5§r%“ j”netea”%'%%sey_gd;i At Fece vl - ;eéPe%%%s'?r??}cu e porols o

ca cul ﬂ on the basis ? market RTICGS UI‘A 8y t?e anks ; OW g S%Hd gnglll J ﬁ%ﬁ IS 1tem IZ Deastatta enﬁ#)u SO%

depas urchases .of foreign exc eIr customers. —g
P 82 pﬂw neé OLEIH OSItIOH 0 he ba 0€s not com e Wit % %aslanc %t\ﬂieen reign assets
erl sterlng re atIOHS Wlt ‘non-residents” in banking and balance- ofp yments

to an
l II credit institutions’ accoynts. _E
a% iabilities owmgd to_the ditrerent cri ?
[utles the foreign exchange forming part of e eXCESS reserves.

statistics. Also inc



Chart 10
BANKS: BALANCE SHEET ITEMS AND INTEREST RATES

CREDITS AND DEPOSITS
(percentage changes, seasonally adjusted data)

1975 1976 1977
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hree data: — (2)” Month| X Bercentage ch (F on a Yea ds calculated from movin
averages of three data, — (3) Funds include not on]y egposns by re5| ents’ foreign currency ac-
counts, third parties’ funds held in trust, dep05|ts 0 speual credlt mstltutlons BI-UIC “credits and the

net foreign smon — (4) Average yield "on bonds issued industrial credit instifutions on the
secondar zfr et. — Welghted a%era)ée of the yields on 3, 6 a%d 12 month Treasury bllllJ

T\
~—

1 Percencage changes in the 12 manths endm in the reference month, calculated from. movin
averaéegIt (gptg ;g P TBm Pc (H ving



would be to the banks' advantage to lend right up to the ceiling;
intervention therefore affected principally the interest rates on ban
deposits and the public's choice between deposits and Treasury hills.

The tendency for banks’ total assets to grow more rapidly than
total finance, which had been present for several years, became even
more marked in 1977 to the point where 81.6 per cént of total domestic
credit expansion was intermediated, in one form or another, by the
bankln% system. Bank deE03|ts increased by 23.2 per cent and loans
by 24.8 per cent, a gap that is due to the considerable expansion of
_bra%lfs' 3f20)re|gn debtor position (over 3,000 billion during the year;

able 32).

Domestic credit

At the end of 1977 bank loans equalled 52.1 per cent of deposits
%58.9 per cent at the end of 1976) and were 8.9 per cent higher than
the figure for the end of the previous year. This increase was much
smaller than the 18.9 per cent averagé annual growth during 1973-
1976 owmgi to the funding of a vast amount of loans previously
granted to local authorities, to which were added the effects of the
cellln?_ on bank lending and the all but total disappearance of direct
bank finance to minor local bodies. These funding operations converted
mto_lonq-term government securities 4,315 hillion worth of loans to
municipal and provincial hodies and 406 billion to hosgltals; without
ttheile operau?ns lending would have increased by 11,181 hillion and

4 per cent,

The two ceilings on lending introduced in October 1976 and March
1977 differed from"those in force between 1973 and 1975 in that they
incorporated frequent controls. (each month or two months) and S0
dictated more rigorously the time profile of lending. Both exerted a
stronger restrictive effect in the first months of application owing to
the need for firmer support of the foreign exchange market (Chart 11).
However, leaving aside this period, it is true to say that the ceilings did
help to make the growth of bank lending more stable than in previous
years (chart 10) and than the spontaneous tendency that would have
developed given the same amount of available reserves, even though
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Chart 11

Bank loans and indUstrial activity
(the shaded areas indicate the periods of stagnation or recession in production)
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the volume of loans was not determined entirely without regard for
market forces since foreign currency loans were exempt.

~Under the stimulus of the ceiling on loans in lire, towards the
middle of 1977 forelgn currency loans to Italian importers and exporters
rose to much higher Tevels than in the past; the cause was not so much
the faster growth rate of funds raised abroad, which rather continued
along the trend begun in mid-1975, as the fact that a larger share was
invested within the country. Since these funds were unfettered by
compulsory reserve or security investment requirements they could
be invested in Ital¥ at interest Tates which were not only advantageous
for firms but also for banks, being higher than those obtainable abroad.
The largest increases in foreign currencY loans occurred on two separate
occasions, at the start and in the middle of the year, comuqu respec-
tively with the peak demand for funds, partly linked to the balance-of-
payments deficit, and the Pen_od when the ceiling was tightest. Although
they could only be used to finance forelgn trade, these loans played an
important role” in keeping the supply of credit to firms flexible.

~ The other direct control on credit, the security investment re-
uirement, had less effect on the structure of hanks' assets in 1977, Of
the 11,937 billion net increase in banks’ portfolio of long-term securities,

Table 33
BANKS' SECURITY INVESTMENT REQUIREMENT
(percentages ratios between yearly changes)

Ratios to deposits 1974 1975 1976 1977
Required investments:

At face Value ..o 28,35 31.29 33.19 25.53

at purchase Price (1) ..emmrvmsvmsensnnn 22.74 26.32 21.42 23.12
Actual investments (2):

At face VAUE oo 25.78 33.26 32.30 30.53

at purchase price (1) .eemeemessesnsnn 20.68 27.98 26.69 27.64

Excess investments (i) -9.04 6.29 -2.65 19.58

Required investments

Estimated prices of securities .issued by industrial credit institutions. —(2) Purchases of
secur{%)es efltg%?e E)r%eemvestment requirement. X(S) t %ace vaelue. @)



4,092 consisted of securities issued to fund bank loans to public

sector bodies, 4,445 other purchases of securities in compliance with

the investment requirement and 3,400 free investment. ~Considering

the spread between face value and purchase price of the securities, the

ratio of compulsory investments to deposits in 1977 reached one of

EQe tI)?wegs’;)levels since the security investment requirement was introduced
able 33).

~During the last four months of the year there was a certain increase
in free investment (not in complianceé with the security investment
reﬂul_rement), notably in such securities as the two-year Treasurr credit
certificates and ENEL'S indexed bonds which are comparable with
Treasury bills as re(‘;ards yields and degree of liquidity. This recovery
was_due to the fact that” during that period the .averzége Interest rate
on Treasury bills dropped below that on bonds issued by the special
credit instifutions; the spread between the two rates, which in March
was positive for Treasury bills at 3.04 points, gradually narrowed until
Seé)temb_er when the sign changed, and by December was negative for
1.39 points (Chart 10).

As in 1975 and 1976, Treasury bills were the main resicual item
of banks' balance sheets which acted as a cushion hetween the monetary
base creation policy and the growth of loans. However, in 1977 the
banks' policy of investment in Treasury bills was profoundly different
from that Bursued during those Years: “on the one hand, owing to the
ceiling on bank loans these inveStments were no longer only used as a
temporary home for liquid resources but as a real income-earning
Investment, as the increase in the avera?e life of banks' portfolios
shows, while on the other, the competition between hank deposits
and Treasury ills was not of secondary importance as it had been in
previous Years, but affected a large share of financial Saving.

During 1977 the banks hoosted their intermediation activity on the market
for Treasury Dills, thus_making a decisive ?ontrl ution tow%rﬂs enapling  t g
public to ncrease tﬁy 4,549 "bilion its portfolio of Treasury nills, which stog
at 3,281 bI||IOH at tre end of 1976, AI}hou% on the demand’sige, this substantial
[ncrease was due fo Je %rowmg realization that an alterpative Investment to
pank degosat? xisted, 0 % should not underrate on the SUP ly aie the
Importance of. the 'OHCrY cange_mad? (Y some ag §, Which In “addition to
ex anddnﬂ their traditioal activities of collecting a mvestlng ePosns egan
}o undertake ﬁ ure” form o wterm lation that . consisteq .In aq%u n

9e ots of hills a,atict on to seil t erﬂ Off se ar?te¥ 0 the public an |F]m.
This trend was particularly evident in the first nalf of the year, when the hig



yields on Treasury pills made it extremely onerous for banks to offer competitive
'nﬁerest rates qn”deposits. At that time % e éaubllcs mv;estments in Treas
bills were_equivalen ﬁ) over a quarter of the growth of deposits, seasonall
adjusted, and' to half the Treasury’s cash requiremient, S

H%\ivever, tpe number o[),qanks involved in Ieir_%?_-sc le iﬂ%GI'mGd:?tIO_ with
th ﬁu ic_on the Treasury Dil g]arket w%s still Timiteg. _ 1t the ]ftrl UOH
of this act|V|tIy 15 assessed according  to te,am?,unt of Treasury bills, whic
the banks dcal'(ed ney held on behalf of their clients,, it appear? that In June
1977 three banks alone %ccounte for 63.8 ?er cent of the ‘total, that IS four
mes the value of their share of th$ market for bank deposits ?]t the ‘same date

.2 per cent). _These banks [?re erred Intermediating with the PUb[IC rather
fhan ,;t)urchasml Treasury bills Tor their own portfolios _and inc

osits.  Dur
o?pTreas I } ss_than those .of 0 I
Treasury bills for conagnment fo their cllentel(f was greater. The improvement
in the \’,Oflt an I%ss counts of these bﬁnks ue to this type of m nagfemen%
IS underlined by tne fact that whereas the gross ma_rgm of" Intermediation 0
the entire banking system decreased by 0.30 points during the year, in their case
It increased by 0712,

easing tneir

g the tY\e/ere months en?m% In June 1977 their own hol mgs

S grew her banks, whereas the Increase

Clients’ deposits

During 1977 bank deposits increased by 28,622 billion and 23.2
er cent, against 22,237 billion and 22 |per cent the previous year.
he growth rate, which in the first half of the year was moderate” and

lower than at the end of 1976, subsequently accelerated and peaked
in December EChart 10).  This trend reflects not only the preferences
of the public, but also the course of monetary policy and the performance
of the balance of payments which was in“surplus from June on.

The ratio of deposits to national income ((jChart 12) which had
narrowed in 1976 and dropped below the trend ling, began to move
upward again in 1977. Deposits also recorded a stronger growth than
the public's total financial assets, espeC|aI!Y_ liquid_ones.” The only
obstacle to this expansion was the competition of Treasury bills, bt
this was limited since the public still only held a very smiall amount,

After the profound changes that had occurred in the early part
of the seventies, there was no appreciable shift in the composition_of
bank deposits between savings deposits and current accounts during
1977, just as there had been none the previous Kear. Instead, there
was a Very slight increase in time deposits, which rose from 23,028
billion in December 1976 to 23,950 a year later, though the yield
differential between sight and time deposits remained constant. ~The
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Chart 12

g]fg ratio of average total bank deposits to gross domestic ro?uct for the 12 months centered on
the reference. quarter. > (2) Percentage ,r%e of Increase In the 12 montp en m(? In the reference
uarter. - (3) End-quarter data net of withhol dln tax. - Average yield on jn ustrl%l hon sleff
verage interest rate on deposits net of withholding tax. —(5) Average annual yield on Treasury bills

sold at auction less the maximum, interest rate on bank deposits net of withholding tax, —(6) Yield on
Interest-bearing Post Office certrl?lcates less average Interest rate on deposits net onfgwnﬁhola(n?g tax.

stability of this t{pe of deposit was due to a sustained increase in time
deposits of less than six months and a decrease in those with longer
maturities, which tog3 ther brought the average life of time deposits
down from 15.5 to 13.5 months. An explanation for this deveIoPment
can be found not only in the ﬁUth'S reater preference for short-term
financial assets, but also in the fact that the competition offered by
Treasury hills and, since 1977, also by the two-year Treasury credit
certificates mostly affected time deposits with longer maturities. This
interpretation is” confirmed by the observation that the decrease in
the average life of time deposits was more marked for the three banks
that expanded most their placements of Treasury bills with the public.

Profit and loss accounts

From the point of view of their profit and loss accounts, although
the activity of banks during 1977 was still influenced to a large degree



Table 34
PROFIT AND LOSS ACCOUNTS OF THE BANKS
Items 1971 1972 1973 1974 1975 1976 1977
billions of lire
Proceeds (w.r.t. capital assets) (1) .oeveorrvsnn 43671 48581 6,429.6 11,6245 139754 19,098.8 24,548.0
Costs (w.r.t. capital @Sets) (2 ) wuveevmeersersvmessnsen 2,7441 30700 40448 78444 88994 134426 18,052.1
Other PrOCERAS...vvvrersvsrsresrssssessesssnssnsns 630.6 7766 11104 18597 22227 25257 32664
PEISONNEI COSES vvvrmsrnrmmsrmsmsersmsessmmsssssesnes 1,3005 14682 19561 26829 33196 41352  4,652.6
GENETAl COSES covnmvrmmvmmssmssssssssssssssssssssssssssssssnin 8438 9742 14025 12,7855 13,7654 37530 4,728.8
O 0 1093 1223 1366 1714 2137 293.7 380.9
formation of profit as a percentage ratio of deposits
Gross intermediation margin (3 ) ....eevererenn 3719 3.52 391 513 511 5.16 4.86
Other PrOCERAS....vvvvsrmrrsersrsmssssssssessesnses 147 153 1.82 2.52 2.50 231 244
PEISONNEI COSES wovvvrvvrvsrvmsens ervssmsnsssrssrsssssennes 3.04 2.88 3.2 3.64 3713 378 3.48
GENEIAl COSES:  ovvrvvrressvessssssssssssssesssssssssssenes 197 1.93 2.30 378 4.24 3.42 354
- depreciation and allowances.................. 0n 066 116 158 197 173 1.63
of which: devaluation of creditS.......u.. 0.44 0.60 0.37 0.59
devaluation of securities......... 081 0.80 0.79 0.35
- 10SSES 0N SECUITLIES  ovovvvvevsvsrsressrsssrns 0.01 0.01 0.06 0.59 0.64 0.07 0.08
Net profit s 025 024 022 0.23 0.24 0.27 0.28
other data
DEPOSITS (billions 0f lirg) (4)  woveeveemsrsrecsn 42,800.8 50,895.6 61,0002 73,719.4 88,9255 109,494.7 133,752.7
NUMBER OF EMPLOYEES ......cconmsrmrsiinnn 158,348 165,825 177,648 204,159 217,051 228,159 240,751
DEPOSITS PER EMPLO YEE (millions of lire) . 270.30  306.92 34338 361.09 409.70  479.90  555.56
COSTPER EMPLOYEE (millions of lire) .. .. 8.21 885 1101 1364 1529 18.12 19.33

NETPROFIT! TOTAL ASSETS (asapercentage) 845 864 818 786 6.27 6.35 6.58

(1), Proceeds from interest-payments, and fees and commissions on domestic and foreign loans, on deposits with the
Banca d'ltalia_and UIC, on securities and investments in ]partnershlps and on interbank accounts and accounts with special
credit Institutions. — (2) Costs of Interest-payments, and fees and QommISSlOTS on domestic and foreg degosns, fldvances,
rediscounts and swaps and on interbank accounts and accounts with special credit institutions. — (3) Proceeds less costs
(regarding only capital assets). —(4) Moving average centered on 5 quarterly data.



by balance sheet structures in disequilibrium after }/ears of inflation
and financial difficulties for firms and the public sector, under certain
aspects it was less rlgbld than over the previous two years. The share
of staff costs in the balance sheet decreased, the spread between the
yield on security investments and the cost of deposits widened, and
the difference between the yield from loans and that from securities
decreased, albeit slightly.

~The %ross margin of intermediation, caiculated as the ratio of the
difference between interest received and interest paid out to the balance-
sheet total, narrowed for the second year running, decreasing from
5.2 t0 4.9 per cent of deposits (Table 34).

Against a decling in the profit from intermediation activities in
the narrow sense, there was an increase, albeit slight, in other revenues
which rose, as a percentage of deposits, from 2.31 to 2.44 per cent,
The item which contributed most to shaping this trend was transactions
I securities, which durln%[ 1977 increased principally in response to
the rise in placements of Treasury hills with' the public.

The structure of bank intermediation in 1973-1977

_Durm% this five-year period bank intermediation took place under
conditions that were profoundly different from those obtalnlnP in the
Prevmus twenty years, on the one hand because of the evolution of
the money and financial markets, on the other because of the changes
in the general economic situation which led to various administrative
measures to regulate banking activities.

~The markets on which the banks operate evolved on the whole
In_the direction of greater competition and more flexible methods of
price formation. High interest rates led to more cautious financial
management on the part of all operators, the banking system ?reatly
reduced It excess reserves by Investing any temporary surplus in
Treasury hills, there evolved a money market where changes in interest
rates — which are highly sensitive™to liquidity_ conditions — tended
to be transferred more rapidly onto hank Iendln[q and deposit rates,
and finally these rates behaved increasingly less like requlated prices,
as evidenced by their greater velocity of adjustment (Chart 10). This



evolution was more marked on the liabilities side of banks' balance
sheets, where the institutional dissimilarities and the difference in size
between the various banks do not appear to have a strong effect and
the competition of alternative investments to deposits increased with
the public's preference for Treasury bills (Table 35).

Table 35
THE BANKING SYSTEM'S SHARE OF THE SECURITIES MARKET

Share of securities in circulation held by the banking system (1)

. Loy
WF 7 o2 1973 97 1975 1976 1977
Treasury Dills (2) ..oewevevcne 100.0 85.9 89.3 815 66.3 68.6
Government securities (3) . 53.0 503 62.6 578 55.4 56.6
BONAS v 412 49.2 58.5 63.1 69.0 734

(13 The total of securities in cir u(!ation does not i Flude those qeld by the central? nk. Figélres
refer 10 3lst. %ec?m fr. — (2) EXI Bn% Treasur bIrLS n\ com usorg reserves. — (3) Including
securities 1ssued by local authorities and bonds issued on behalf of the Treasury.

However, this tendency towards a more market-oriented activity
contrasted during the same period with the greater rigidity imposed
by administrative credit restrictions.  The Security Investment re-
quirement, in its fifth year in 1977, served to keep the channel of
long-term finance qpen & a time when inflation had driven the Publlc
away from hond investment but, b\f making the banks almost sole
Eurc aser of bonds STabIe 35), 1t dllowed the special credit institu-
jons to become totally deFendent on them for funds and created a
r];|_g|d, though still mediated, link between banks and long-term investment
Inance.

Together the security investment requirement and the ceilings
on bank lending gradually reduced the share of commercial loans
banks' assets, drawing the banking system away from its traditional
and specific activity and towards the financing” of a growing public
sector deficit (Table 36). One of the results of this was to weaken
the link hetween the trend of loans to firms and that of deposits and
hence of the monetary base, o that in the end it became even more
necessary to place direct controls on bank credit.

The ceilings on lending enabled the monetary authorities to control
bank loans also over the short run, although under present conditions

7



Table 36
BANKS: FINANCIAL RATIOS
(Percentage ratios) (1)
Banks and. Savings Total
Items centr.zh cregn barﬂ<s gnd banking
Institutions ICCRI system
RATIOS TO DEPOSITS

Cash and Treasury bills for reserves (2) . . 1972 19.2 138
1977 175 6.4 144

Tied SECUITtIES (3)  vvervvrrrsrmsrrmsrssrsssrssnn 1972 43 171 19
1977 213 313 25.1

Total Dlocked @SSetS....mmmmmmmmmrnnns 1972 235 171 217
1977 38.8 437 40.1

EXCESS FESBIVES..ovvvrvvsrvrsrrssssssrsssnessinn . 1972 3.8 4.6 41
1977 . 18 19 19

composiTION OF CREDITS

07T 1972 719 53.1 69.8
1977 62.6 515 59.2

Treasury Dills (4 ) eveveevemensenserrsnsnn 1972 08 19 12
1977 9.1 5.4 8.0

Long-term SeCUrities (4 ) ..ouvmmmsmmssmmsrnns . 1972 21.3 449 29.0
1977 28.3 431 327

Calculated from the average amounts at end-March and.end-September. —(2) Including cash
to baglg caslmuer’s cheques., —@ ) cﬁmin tfsor 1972 SGCUPI'[IaS in comppuf 2 ?org1977
?ecurmes In compliance with t1

ory reserves and for’
investment requirement. —(4) Data orioa%s In 19?2 are adjusted
0r gaps In series due to the reform of Bank(ﬁng st tlsﬁcs attter D?egem%er 1973. )

this could have been obtained indirectly simply by %roducmg ve

large and undesirable increases in interest rates. ~ On the other hand,
these ceilings had the disadvantage of freezing the market shares of the
Individual banks, by weakening competition and reducing the possibility
for firms to choose”among banks the most convenient source of finance,

~ Radical changes also occurred in the last five years in the distri-
bution of intermediation between banks. The most salient develoi)ment
was the loss of market shares by the largest banks which was a read%/
apparent in the previous five-year period but between 1972 and 197
took on considerable dimensions, Calculated according to the volume
of deposits, the share of the five largest banks dropped from 39.4
to 33 per cent and that of the major and largest savings banks from
28.8 10 27 per cent.



Among the reasons for the difference in the performance of deposits
from one bank to another it seems incorrect to assign much importance
to the interest rates ?ald to depositors. For instance, the largest banks
where the growth of deposits was decidedly slower than the averaﬁe
for the entire banking system, were also those offering on average the
highest interest rates.

An important explanation of the different rates of growth of
the hanks would instead seem to be the location of their branches,
particularly from the point of view of deposits since these are very
rarely transferred from one place to another. Not even the largest banks
located their branches sufficiently evenly throughout_ the country to he
|_nd|ffe|rent to the geographical distribution of deposits which is highly
irreqular.

The structure of the banking system by branch location and by
area of oBeratlon I certain to change in the near future when the new
national bank branch scheme to open 375 new branches and transfer
50 existing ones is put into effect. Among the criteria behind the
scheme, formulated by the CiCR (Interministerial Committee for
Credit and Saving) in"January 1978, was the desire to ensure more
even competition In the various areas of the bank market. Consequently
permission has been given to open new branches where there is a
request and where competition is poor and there is room for development.
Authorizations relating to large cities were governed by different criteria,
the aim being to adjust the branch network to the Volume of activity
which, in relation to the number of eX|st|n% branches, i much hlglher
in these areas than the national average and than the optimum value.
The new criteria, which have overridden the principle that several
savings or co-operative banks could not coexist in the Same town, have
also made it possible to approve the ,recluests_ of some hanks wishing
to move into new markets outside their traditional area.

The capital market

The outstanding features of the capital market in 1977 were the
moderate recovery in the public's demand for bonds in the second part
of the year and the large volume of government issues, serving principally
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to fund the short-term debts of the communes vis-a-vis the banks
or taken up dlrectl%/b the Banca d'ltalia. Total net issues were more
than twice those of 1976 22,218 billion compared with 9,422 billion,
Net issues of government and other Eubllc sector bonds amounted to
15,081 hillion"(2,570 billion in 1976), the net issues of the special
credit institutions to 4,413 billion (compared with 4,163 hillion), and
those of enterprises and gubllc agencies to 1,286 billion (compared

with 992 hillion; Table 37).
Table 37
NET ISSUES OF BONDS
(billions of lire)
AU Nt e
Items Decear%ber 1976 1
1975 ] 3
Vear half-year Vear half-year Vear
1976 1977 I Il I Il
ISSUERS
Public sector .... 29466 46546 5101 1985 585 2570 3877 11,204 15,081
Special credit insti-
tutions v 38,750 44221 5410 2548 1615 4163 2465 1948 4413
Enterprises and pub-
lic agencies .... 10,694 12,090 139% 611 381 992 639 647 1286
ToTAL... 78910 102,85/ 11,907 5144 2581 7,725 6,981 13,799 20,780
PURCHASERS
Banca d’ltalia and
UIC oo, 14607 23,274 2421 887 447 1334 3208 4386 7,594
Banks.. . . 42,613 56,753 6558 3563 2,610 6,173 4,248 8200 12,448
Other financial in-
termediaries ... 3829 3831 819 92 31 61 -125 122 -3

Enterprises, house-
holds and foreign
(LT (] T— 17861 18999 2109 602 -445 157 350 1,091 741

Shares........ 185500 20,000 1,357 860 837 1697 849 589 1438

When these issues are calculated net of the ﬁart taken up by
the Banca d'ltalia and of that used to fund the debts of the
communes vis-a-vis the banks, one arrives at a value of 9,228 hillion
which, compared with the correspondmg value in 1976 (6,045 bI||I(_)r]2,
enables a more correct assessment to De made of the market’s ability
to intermediate.
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The net issues of the public sector amounted to 15,081 billion
(2,570 billion in 1976). ~Subtracting the Rart used to fund the
communes short-term liabilities vis-a-vis the banks, net issues
amounted to 11,123 hillion compared with 2,224 hillion in 1976,
The proportion of total net issues accounted for by the 9Ub|IC sector
rose from 33 Rer cent in 1976 to 73 per cent in 1977, a figure
which is much higher than any recorded even in the more distant past,

Both cost and debt stability considerations underlay this Iarlge
volume of issues. The public sector issues taken up by the Banca d'italia
(7,630 hillion) were more than counterbalance b_Y_the simultaneous
Sale of_Treasunf, bills for an amount of 10,439 billion. This EO“CY,
while it neutralized the effect on the monetary base of the Bank's
purchases, enabled the Treasury to obtain long-term finance in accor-
dance with enabling laws withiout b_urdem_n% e capital market with
an excessive demand for funds which might have crushed the first
signs of recovery.

At the beginning of the year the Treasury issued four-year bonds
for a net amount of 810 billion. In order to effect a partial fundln%
of the public debt, it subsequently issued two-Year reasury credi
certificates with variable coupons for a total of 5500 " hillion.
The other main 8ubllc sector issues consisted of Post Office Savings
Fund bonds (3,958 billion),  long-term Treasu&v_credlt certificates
\tgv_lltlh fI)XGd coupons (4,925 b|II|on% and State Railway bonds (150

illion).

The net funds raised by the special credit institutions recorded
a_moderate increase, passing from 4,163 billion in 1976 to 4,413
billion.  The issues were concentrated In the months when the security
investment requirement was checked and especially in March and
December. For the whole year the moderate issuing activity of the
special credit institutions mdwe,ctltl reflected the decline in the” demand
for funds by enterprises which, in turn, was due to the limited expansion
of investment and the increased cost of financing.

The large volume of issues at the beginning of the year was linked
to the purchase of bonds to satisfy the securlt)ﬁmvestment requirement
corresponding to the increase in ‘deposits in December 1976.  Subse-
quently, the decline in issues was offset by the increase in medium and
long-term deposits.  In December the special credit institutions came
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back to the market with a large number of issues in view of the rise
in lending recorded in the second half of the year and the willingness
of banks to make purchases in excess of their compulsory security
investment requirements.

Enterprises and public agencies were able to benefit from the
more favourable attitude of investors: their net issues amounted to
1,286 hillion %compared with 992 hillion in 1976) and were concen-
trated in March, thoug%_h ENEL also offered two variable coupon loans
du(rjmilyg%e year, adopting the same indexation mechanism as in 1974
an .

Over the year the capital market made a positive contribution to
the consolidation of the debt structure of the State enterprises. In
fact, while their borrowing from banks expanded m_oderate_ly,_ there
Was a greater increase in their horrowing from the special credit institu-
tions, a larger net issue of bonds, and a larger increase in their endowment
fundks twhlch the Treasury financed with money raised on the capital
market.

Table 38
NET PURCHASES OF BONDS BY TYPE OF INVESTOR
(percentage breakdown)
Investor 1961 :}(/eearg% 1974 1975 1976 1977
1964-73

Banca d’ltalia and UIC ..c.ovvvve e 38 19.7 46.5 20.3 173 36.5
BaANKS .o cvnsevnmsismsssssnsssssssssssseinns 245 478 89.5 55.1 799 59.9

Other financial intermediaries ............ 9.9 3.6 -3.7 6.9 0.8

Enterprises, households and foreign in-

1L (0] 61.8 289  -32.3 17.7 2.0 3.6
Total ... 1000 1000 1000  100.0  100.0  100.0
Total in billions of lire . . . 931 3,930 3,473 11,907 7,725 20,780

Private enterprises also confirmed their renewed interest in the
market — linked to the more favourable tax treatment accorded to their
bonds, especially when convertible — with net issues rising to 175
billion &compared with 77 Dillion in 1976 and 17 billion in 1975);
140 of these 175 billion were convertible.
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The public (enterPrlses, households and foreign investors) continued
to sell medium and long-term securities in the first few months of
1977 and limited its purchases to Treasury hills since there continued
to he widespread uncertainty as to the “future course of long-term
interest rates and monetary policy remained restrictive. Subsequently,
improved yields and expectations together with the issue of the
new two-year Treasury credit certificates revived interest in the medium-
term sector. The net purchases of the public were larger than in 1976
(741 billion as against 157 billion) so that honds accounted for a larger
proportion of the total flow of financial assets. Nonetheless, in relative
terms the public's contribution to the market was still well below the
levels of the past (Table 38 and Chart 13).

Bond yields and net issues by ty pe of investor

In January the Treasury issued four-year Treasury bonds for
1,500 billion while redemptions amounted to 532 billion.” At the end
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of the operation the purchases of the public and the banks amounted
to 607 billion. In the first quarter the public’s net disinvestment of
medjum-term securities amounted to 434 billion. In June, instead, the
reinforcement of more optimistic expectations regarding Inflation and
the downward movement of ylelds_(sharF In the short-term sector, but
still moderate for long-term Securities) slowed down the disinvestment
of the public which made net purchases amounting to 84 hillion in the
second quarter. The issues of two-year Treasury credit certificates were
well received by the public both bécause of théir intermediate maturity
with r_esh)ect to Treasury hills and long-term bonds, and hecause of their
very hlg current yield and, finally, in view of the indexation mechanism
adopted whereby @ minimum cotpon is g_uarante_ed which, if necessary,
will be increased in line with Treasury bill auction rates.

In the third and fourth quarters the public purchased medium and
long-term securities amounting to respectlv_eIY 581 and 510 hillion
thereby showing renewed interest in the capital market after a year and
a half of almost uninterrupted disinvestment. Starting in September, in
fact, the Publlc ran_down its Treasury bill holdings and switched its
Investments to medium-term securities as well as to bank deposits.
The same month saw the second issue of two-year Treasury credit
certificates and the public, with a better understanding of the charac-
teristics of these new securities, bou%ht substantial amounts, though
Ehese purchfl_ses were partially offset Dy sales of other types of long-
erm  Securities.

~ The purchases of the banks were mainly determined by the security
investment requirement. The increase in théir portfolios over and above
this was related to there be_m% a ceiling on hank lending at the same time
as the term structure of yields improved.

~Unlike the public, the banks did not modify the term structure of
their holdings to any great extent and continued to make large invest-
ments in Treasury bills in the second half of the year. In the first part
of the year theif purchases of medium and long-term securities were
concentrated in the months when the security investment requirement
was checked, while the other months saw the banks disinvest, mainl
by not renewing honds as ther came up for redemption. In August,
with the term Structure of inferest rates improving progressively, the
banks returned to the long-term sector, and though their purchases
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were only moderate this represented a turnaround with respect to the

trend of the first half-year. The level of purchases recorded in November

and December was due in part to the aforementioned funding of

Publlc debt which resulted in the share of total investment accounted

102r4b8 Q\lllernr;]ent bonds rising to nearly 50 per cent (6,183 out of
448 Dillion).

The increase in the purchases made by the Banca d'ltalia and the
UIC was substantial in both absolute terms (7,594 billion compared
with 1,334 billion in 1976) and relative terms (365 per cent of total
net issues compared with 17.3 per cent; Table 38). The monetary
authorities underwrote large amounts in January when a four-year
Treasury bond issue was made, and even larger amounts in June ‘and
December when Treasury credit certificates were issued. In fact, even
under the more favourdble conditions prevailing on the market, the
change in the maturity preferences of the public and the banks could
not result in a large enough increase in the demand for bonds to satisfy
the considerable expansion of supply.

~ The Bank's purchases on the secondary market, which_consisted
malnl¥ of long-term Treasury bonds and Crediop bonds issued on
behalf of the Treasury, were”much smaller than in 1976 (16 billion
compared_with 138 Dillion) and were concentrated in the first two
quarters. The gradual movement of the market towards a more balanced
Posmon made 1t possible to limit interventions in support of prices. In
he last quarter the monetary authorities switched to selling so as to
check the decling in Jle|d8. For the whole year, sales amounted to
66 billion and exceeded purchases, a fact which reflects the aim of
encouraging a return to a more halanced interest-rate structure.

Until April medium and long-term security yields continued to
follow the upward trend which had started in"January 1976. Sub-
sequently, the graduaIIYy declined almost without interruption until
the early months of 1973. Between December 1975 and April 1977
the average ?]/Ie|d_ on honds rose from 11.24 to 14.94 per cent. In
April 1978 the yield was 13.78 per cent (Table 39).

The yield curve sloped upwards in the second half of the year,
reflecting expectations of substantially stable yields. The continued
presence of a “hump ” for maturities up to four years was due both to
the curbing of longer term interest rates brought about by the security
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Table 39
AVERAGE ACTUAL YIELD ON FIXED-INTEREST BONDS (1)
Decem- Decem- Decem- Changes between

Assets e her Cher Marh : ,

W s w0 pe e B g P
GovernfMent bondS —........coooooccccee 9.92 1439 1354 1337 447 -Q85 -0.17
Consolidated ..ovvvvrvrsrrrrren 529 580 706 7.1 051 1.26 0.05
Redeemable . ..o 1088 1431 1529 1455 343 098 -0.74
Treasury Donds. ..o 958 1446 1335 1320 488 -1.11  -0.15
Other bondS ... 1124 1416 1424 1378 292 -002 -0.36
On behalf of Treasury .......... 1157 1395 1433 1405 238 038 -0.28
Industrial credit institutions . .. 11.31 1418 13.98 13.60 287 -0.20 -0.38
Real estate credit institutions .. 9.81 1431 14.25 1358 450 -0.06 -0.67
ENEL-ENHRI e 1136 1412 1381 1362 276 -0.31  -0.19
Other COMPANIES ..o.vvvvevvsvrsvrn 1183 1514 1475 1432 331 -0.39 -0.43

107 6(1) The data have been adjusted to take account of changes made in the series between 1975 and

investment requirement and to the sale of bonds with averagge maturities
of 2-3 years together with issues of two-year Treasur)( credit certificates.
This particular form of the yield curve’ makes it clearly advantageous
to invest in securities with ‘maturities of 2-4 years and reflects the
action of the monetary authorities _deswzned to switch the preference of
Investors from the short to the medium term (Chart 14).

Over the last few years the large demand for medium and |°”P'
term funds coml_n? from enterprises and the public sector &_elther directly
or through the intermediation of the special credit institutions) has not
found a ready supply of the same order of ma%nlt_ude. The ‘action of
the authoritiés has consisted In |mPosmg a constraint on the behaviour
of the hanks hoth so as to enlarge the market, and in order to moderate
the pressure on interest rates and curb the related additional costs.
The “secondary effects of the measures taken have been an expansion
of the role of financial intermediaries, a narrowing of the direct channel
IElgnkmgd'lsta%ers and borrowers, and an increasing involvement of the

anca d'ltalia.

1977 saw the capital market once more unequal to the growing role
which the well-known dissociation between saving and investment has
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imposed upon it. Nonetheless, in the second part of the year the founda-
tions were laid for a return to more efficient working of market mecha-
nisms in the medium and Ion?-term sector, above all through the return to
a more balanced term structure of interest rates.

Chart 14

Net share issues shrank from 1,697 bhillion in 1976 to 1,438
billion, thus confirming the inadequacy of the share market as a means
to improve enterprises' financial ‘structures which also suffered from
the decline in share prices resulting from the worsening of profit prospects.
In fact the process of substituting share capital with debt capital continued
since the rate of increase of enterprises’ indebtedness vis-a-vis the bankin
system, though it fell to 15.9 ﬁer cent_from 20.5 per cent in 1976,
remained higher than that of share capital financing (7.2 per cent in
1977 compared with 8.6 per cent in 1976).
~ The mpreasmg difficulty listed companies had in maklnlg_new ISSUES
is reflected in the downward course of rights and in the fall'in the ratio
of share capital at market value to share capital at Par value. At the end
of the 1977 stock exchangie year this ratio for the shares quoted on
the Milan bourse was equal to 1.22 (L46 in 1976) and to 1.01 if the
shares of insurance companies are excluded (Chart '15).
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Prices, yields and other share market indicators

(logarithmic scale)

Mention must, however, be made of the action which has been
taken to improve the equity market: the completion of the Parliamentary
enquiry into Italian bourses, the introduction of a tax credit for
those receiving dividends and the regulation of over-the-counter
markets. These are the first elements of the reform discussed in previous
Reports, which is intended to enable the Italian share market to better
evaluate companies' situations — in part by making their balance sheets
more transparent — and to increase the scope it offers for intermediation.
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The annual survey of the distribution of shares revealed small
chan%es among the various categories of shareholders: the proportion
held by the public declined slightly (to 25.3 per cent compared with
26.3 per cent in 1976) with companies makln(_i g]ood the difference
(52.9 per cent compared with 51.8 per cent in 19/6) as ther had to
underwrite most of the increases in capital owing to the pub
of interest (Table 40).

Ic's lack

Table 40
SHARE CAPITAL BY TYPE OF INVESTOR
(amounts at end-year; percentage breakdown; total in billions of lire)
Investor g(/%arglgve 1974 1975 1976 1977
1964-73
THE PUDLC v 318 211 204 26.3 253
COMPANIES oo 453 511 50.0 518 529
FOrEIgN SECLOT  vovvvvvsvvsrvsmssmsssssmssssrmsnssnssssssssen 204 20.7 23.2 15.2 15.2
Banking SYStEM oo 09 4.4 38 4.0 37
other financial intermediaries ... 16 21 2.6 2.1 2.9
Total... 1000 1000 1000  100.0  100.0
1 42.6 326 30.6 289 24.1
UN TSR ovvvrvsrvsrrrsssssssnssmsnsssssssrsssrssesne 574 67.4 69.4 71 75.9
Total share capital at market value ............ 18,193 25,500 20,979 20,720 18,600

The results of the survey of ten unit trusts showed a substantial
decrease in their net assets from 412 billion at the end of 1976 to 348
billion, a decline of 15 per cent. Most of this was due to the fall in the
value of their_shareholdings from 312 billion at the end of 1976 to
243 hillion.  The value of their other securities also decreased slightly
while their liguid holdings rose.

~ The reduction in the value of their portfolios mainly concerned

their foreign assets and, with the exchange rate essentially stable over the

t/Je%r, reflekcted both large sales of shares and the poor performance of the
S. market.

Italian share prices continued the downward trend of the last few
years and recorded a further sharp fall over the year with the share index
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}1972 = 100) faIIin9 from an avera%e of 65.2 in December 1976 to
6.8 in December 1977. This fall of 28.2 per cent (compared with 8.8
per cent in 1976 and 15.5 ‘per cent in 1975) contributed for 67 per
cent to the rise in share yields from 3.25 to 5.57 per cent, while the
remaining 37 per cent stemmed from the increase in dividends. Turnover
on the Milan bourse fell by 28.6 per cent mainly as a result of the decline
in share prices but also, though to a lesser extent, hecause of the
contraction in the number of shares traded (Chart 15).

During the first six months of 1977 share prices reflected the
weakening of productive activity as well as negative expectations r_e%ardlng
company profits and followed a linear downward trend with $|Iﬁ t very
short-term fluctuations. The overall level of dividends was higher than
the year hefore thou%h many companies continued to disappoint and
this result failed to halt the downward trend in share prices, partly
because of the higher dividend tax. In fact, the dividends paid on
the same amount of par capital as in previous surve)és rose by 23.1 per
cent (compared with a fall of 45.2 per cent in 1976) but the withholding
_taxl%r} 6d|V|dends was at the rate of 50 per cent as against 30 per cent
in 1976,

Towards the end of June there was a turnaround in the trend of
share Fnce_s but the upward movement soon petered out. The subsequent
consolidation durmiJuIy and the first half of August was followed by
a sharp upturn sparked off by expectations regarding the measures to be
introduced by the Government on 26th August. The strong upward
movement continued after they had been officially announced by the
Council of Ministers, and in August alone share prices rose 20 per cent.
On 5th September the Consob (the National Commission for Com-
panies and the Stock Exchange) revoked decree no. 32 issued on
14th April 1976 to discourage selling short by requiring sellers to
deposit with the Banca d'ltalia the securities sold or 90 per cent of
their value within three days of the contract.

In the second half of September there was a new turnaround
and share prices declined sharply during the last quarter. ~Since the
begzlnnmg of 1978, instead, there has been a slight upward movement
Wi hththe general share index rising 3.4 per cent over the first four
months.



The activity of the special credit institutions

~In 1977 the special credit institutions were not hampered in their
intermediation activities by problems concerning the availability of
funds as theX had been the previous Year. The interest rate policy
which brought short-term rates below long-term ones during the year
and the constraints still affe_ctln% the activities of banks meant that
the supply of credit by special institutions was sufficient to meet demand.
However; as in 1976 demand was slack owing to the fall-off in investment
and the high cost of borrowing.

Qutlays totalled 10,616 billion compared with 8,513 in 1976.
The increase regarded principally finance for industrial investment and
exports, while credit to housing remained stationary (Chart 16).

The increase in credit granted by the special institutions was
consistent with the forecasts formulatéd within the context of total
domestic credit expansion: net of repayments, the increase in domestic
lending (5,888 billion and 14 per cent, against a forecast of 6,000
b||||0r§ was slightly above the moderate growth recorded in 1976
](5,02 billion and” 135 per cent). Operations on behalf of the

reasury decreased by 249 billion, ‘which indicates that the_tendency
already “present in 1976 to use direct finance to cover the Treasury's
cash requirement continued during 1977 (Table 41).

_ Lending increased moderately in the first half of the year and then
picked up more sharply in the second (11.9 per cent on a,rearIY basis,
against 16.1 per cent).” The time profile of outlays was similar, although
the quarterly performance was more varied with a low in the first
quarter and a peak in the last. The decline at the beginning of the
%/ear can be ascribed to the considerable amount of actlvgy undertaken

y the special credit institutions in the cIosmE months of 1976 encouragled
by the Introduction of the ceilings on bank credit: since it was in the
interest of both banks and borrowers to fund outstanding prefinancing
operations in order to leave room for short-term credit, funding opera-
tions were brought forward, with a negative effect on outlays by the
special institutions in early 1977, 1t is unlikely that the ceiling had
any effect on outlays later in the year, since the demand for bank
lodns grew only moderately, while the particularly large increase during
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the last quarter was due not only to seasonal factors but also to the
?rowth operations at market rates, probably in response to ex%ec
ations that the cost of long-term credit would remain relatively stable

Table 41

ASSETS AND LIABILITIES OF THE SPECIAL CREDIT INSTITUTIONS
(billions of lire)

Changes
Amounts 1976 1977
Items at end-
1977 1975 half-year half-year
Year Year
I Il I Il
ASSETS
Loans: domestic (1) .. 48,484 6,072 2,091 2929 5020 2410 3478 5,888
for glﬂ P 2022 220 270 212 482 217 34 251
on ehalf of the Trea-
SUFY  covrsrvsrsmsnsssnssnns 12,959 2117 -35 -366 -401 -161  -88 -249
Securities portfolio: ... 2,067 7% -91 -2 -143 311 296 607
Treasury bills —.......... 1193 665 -86 -134 -220 422 01 713
CaSht?]ndB“IqUIr? %?Sﬂns'e'mr"réﬁ 8,038 856 408 -374 3 181 -1,249 -1,068
wi I Ign curren-
(2] (3 5n currem 3316 507 26 -175 200 173 -356 529
Lndie2) ... 21 650 -195 -56 -251 251 -355 -104
hanks .o 4158 702 642 -119 523 107 -535 -428
Others. .. 143 n -13 -24 -37 -4 -3 -7
Others (4) s 3239 -1,683 3714 -251 123 46 249 295
Total . .. 76,809 8,337 3,017 2,098 5,115 3,004 2,720 5,724
LIABILITIES
Bonds (5): ordmary ................ 44225 5410 2548 1615 4163 2465 1,948 4413
0[} behalf of the
reasury . 13367 1776  -60 -209 -269 -303 8l -222
Deposits And 'r.‘.tfff.s..t..?f?.r..'.r.‘..g 5103 934 22 167 189 484 440 9%
Financing by banks ..o 1,562 20 -186 184 -2 <147 330 183
Public funds (6) ..oververvirnn 3057 266 243 190 433 44 53 97
Foreign 10ans (3 ) .ovevveovcrnen 5406 -400 gr -2 8 -16 -260 -276
Equity capital (7) ovvvrsrnen 3475 322 348 140 488 458 128 586
RediSCOUNT..covvrvrreeererrseseneren *4 9 15 13 28 19 19
luding financing of tock-pili 2) The total for these.d hich
calch 1) (Jnfcr(gjmlr{ﬂem%ﬂcm% ?ta?o Par%ggysﬁe%% dp Lflenr frongl {h tere0 6EtedO[) tﬁ%emsep toustl|I(SJn\chr|1(iefIIs
a& . 76t e changes area ust dd Orrr?())(tehsan er ;e varl tlﬁns

|n1ghto ac ountlng time z?

IS balance I1t8m . is d b dlf rnces t e |te
ecttotosecntlne m e|n5|tu0 ces in this tabl rt anes
ustd reads between face.value and rce Also inc es ssues by the Mediocre
ce trale me um-term credit Ipstitutign A50| cu unds from the regions, the Cassa per

Mezzoglo no (own funds) an t e Medio redlt centrale. —(7) Paid up capital and resrves.
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QOutlays of credit at subsidized interest rates increased less than
that at market rates owing to the administrative difficulties encountered
in mplementh the new system of credit incentives to industry, and
in fact it is un |keIY that these will have any apPremabIe effect before
the second half of 1978. By contrast hoth export credit and subsidized
loans for investment in housing recorded a satisfactory performance,
which in the case of the latter partly offset the depressive effects of
high market rates on demand for mortgages.

Funds raised on the bond market ﬁ4,413 billion compared with
4,163, net of repayments and placement losses) were provided entirely
by bank purchases in compliance with the security investment regulre-
ment, since the moderate upturn in spontaneous demand for medium-
term securities onIP/ concerned those issued by the Treasury and ENEL.
In order to_stimulate the public's demand for securities issued by the
special institutions the current yield was raised by increasing the
coupon rate to 12 per cent, and in the first quarter of 1978 permission
was given to issue partially indexed mortgage bonds.

The return to a structure of interest rates increasing according to
maturl(tjy and the weakening of inflation expectations caused an increase
in medium-term deposits from 189 billion in 1976 to 924 hillion in
1977. This phenomenon was not reserved exclusively to bank purchases
in compliance with the security investment requifement as was the
case in 1976, but also involved the public who once again found this
form of medium-term investment more profitable than bank deposits.

Fund-raising sources

~Of the total funds raised by the sReuaI credit institutions (7,529
billion against 6,797 in 1976, net of that on behalf of the Treasury)
73.8 per cent (79.4 in 1976) were obtained through hond isstes
(Table 42). The decline of this source was matched by a considerable
Increase In deposits and interest-bearing certificates, while the shares
of the other fund-raising sources remained more or less stationary.
Even among the various categories of institutions Placements of secu-
rities did not vary much: around 200 billion more than the 1976 flow

8
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for those granting credit to public works and 100 billion less for
industrial credit Institutions.

Table 42

FUND-RAISING SOURCES OF THE SPECIAL CREDIT INSTITUTIONS
(percentage breakdown of changes)

1976 1977

Types of liabiliti
ypes of liabilities 1975 halfyear half-year
Year

Sectors of origin | I | I Year

TYPES OF LIABILITIES
BONAS (1) ..o S 785 839 742 794 758 715 738
Deposits and interest-bearing certificates 114 06 52 28 119 127 123
Mediocredito funds ... 14 24 18 -01 -01 -0.1
FOrign 10aNS (2) ocvvvvvsvscrvsvssvsrsrs 13 32 54 42 39 28 33
E(1U|ty 1:10] 1 -, 39 97 44 72 112 37 18
001111 £ S 34 12 84 46 27 94 29
Total... iooo 100.0 100.0 100.0 100.0 100.0 100.0

SECTORS OF ORIGIN

The public and companies 136 -102 =24 -66 21 89 52
Banca dTtaliaand UIC ... - =0l 09 21 5 05 -05 01
S L — 743 914 851 885 844 858 850
Other credit institutions (3 we 5784 49 67 69 21 47
010 TOY-ToR ) 54 62 49 56 1109 10
FOrign SECLOr (2 ) vvvvvmvssssssssssssssins Sl 33 54 43 50 28 40
Total... 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Total (in billions 0f lirg) — vvvvvvvervsvrrns 8,176 3,602 3,195 6,797 4071 3458 7529

i&cred' 0 centrale, the Yalue
gt o comgensator oaHs
207 In 1976. For.1976 the

i Tl R
Enel t 29
I Insurance companies.

he Banca dTtalia, which droppe |I\| n.in 1977 and
gure excfugge exchange rate changes.pR )%(pemal credit institutions an

Of ?ross issues of securities (7,700 billion) four-fifths were
concentrated during the months when controls were carried out on the
banks' investment requirement, providing further evidence of a tendenc
already present in previous years (two-thirds of the total in 1976).
The phenomenon was most ‘marked in March, when securities were
placed for a total value of around 2,200 hillion owing to the Iarge
Increase in bank deposits in December 1976. Funds supplied by banks
again accounted for most of total funds raised (85 per cent) and were
higher than total lending (109 per cent)-
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Lending

_The growth of lending by the special credit institutions (5,872
billion aPalnst 5,006, net of loans to finance stock-piling) referred
principally to credit to industry owing to the increase in operations at
market rates. The share of nét lending to Southerm Italy, which had
gradually_decreased over the previous four years, amounted to 20.8
Der cent in 1977 (34.8 per cent in 1974), partly as a result of the
delays in puttln% into effect the new credit incentives under the law
for refinancing the Cassa per il Mezzogiorno (Southern italy Develop-
ment Fund).

Table 43

DOMESTIC LENDING BY THE SPECIAL CREDIT INSTITUTIONS
BY BORROWER

Subsidized  ~on-subsidized Total

Borrower
1976 1977 1976 1977 1976 1977 1976 1977
absolute changes in billioris of lire pecrﬁsriirg:é;e
General Government  ........cccoveeene 135 87 458 1,030 593 1,117 128 21.4
local authorities ... 12 21 400 592 412 613 108 149
other public bodies (1) v 123 66 58 438 181 504 229 454
Finance and insurance companies . 19 33 177 272 196 305 34.2 39.8
Non-finance companies.................. 1,914 1,867 1,977 2,101 3,891 3,968 156 13.7
PUDIIC: s 266 325 484 892 750 1217 9.7 144
nationalized ..o, 7 9 36 62 43 71 67 10.6
state-controlled ... 259 316 448 830 707 1,146 100 147
(AT UL 1648 1542 1493 1209 3141 2751 182 135
Households........ccoooeivviiiiiiniiecnns 150 191 176 291 326 482 4.7 6.7
TOTAL... 2,218 2,178 2,788 3,694 5,006 5,872 135 140
public enterprises and bodies . . 400 412 948 1,923 1,348 2,335 109 171
brase/Cld® and private ™" 1818 1766 1840 1771 3658 3537 148 125

(1) Including social security institutions.

~ The growth in lending Iargely went in favour of public sector
firms and bodies which obtained 2,335 billion worth of credit compared
with 1348 in 1976. The growth rate in this Sector rose from 109
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to 17.1 per cent, while that of the private sector declined (from 14.8
to 12.5 per cent). SpeuflcallY, State enterprises, which during 1977
were unable to use the funds allocated under Law no. 675 regarding an
increase in their endowment funds, increased their debts to the special
credit institutions by 1,146 billion (Table 43).

After a marked shift towards the private sector during the previous
year, the flow of credit moved hack aggaln towards the “public_sector
(40 per cent against 27 per cent in 1 762, a sign that its share is
aIwaXS hﬂ?ly variable (51 and 36 per cent respectively in 1975 and
1972). The drop in the private sector's share of credit during the year
did not however affect households which profited from the increase

In subsidized mortgages to housebuilding.

Subsidized credit and the cost of medium and long-term finance

~Qutlays of domestic credit at subsidized rates rose from 3,551
hillion in 1976 to 4,107 billion in 1977, although the share of subsidized
credit in total lending fell from 42 to 30 Per cent owing to the moderate
rise in subsidized credit to the agricultural sector and for industrial
investment. By contrast export credits increased considerably and the
housing sector “received almost double the amount of credit” subsidies
with respect to 1976 (Chart 16 and Table 44).

~Industrial investment finance, which decreased from 1,763 billion
in 1976 to 1,617 billion in 1977, was badly affected by uncertainties
linked to the change-over from the old to thé new legislation. In view
of the delay in providing the credit incentives granted under Law no.
183 (on subsidized credit to industry) and in implementing Law no.
675 (Subsidies for restructuring industry), in the short run the financial
support which firms can obtain promptly will basically be confined to
the remainder of funds still available under the laws that were abolished
and under the * stopgz(if) " measures introduced to overcome adminis-
trative difficulties, and which differ from the gquidelines originally
formulated for the reorganization of the system.

The share of subsidized credit allocated to Southern Italy and
the Islands was almost equivalent to the previous year's amount in
absolute value but decreased as a ratio to total outlays throughout the
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country (from 33.7 to 27.8 per cent; Chart 16). This deterioration
was larger in the case of finance granted by the Industrial credit insti-
tutions “(from 32.7 to 24.4 per cent) owing to the period of transition

before the new laws requlating the “activities of the Cassa per il Mez-
zogiomo hecome fully etfective.

Table 44

DOMESTIC LENDING BY THE S(Fk’)_E"CIAL fCl_RI;DIT INSTITUTIONS BY SECTOR
illions of lire

, i Transport,
. Agriculture  HOUSEDUld-nqustry  commerce dnd  Total
Type of credit g MIsC. services

1976 1977 1976 1977 1976 1977 1976 1977 1976 1977

(Dutlay:
Subsidized ...ovvnsrinn 728 820 224 413 2196 2473 403 401 3551 4107
Non-subsidized........... 252 444 1370 1,252 1,615 2567 1,725 2246 4,962 6,509

TOTAL... 980 1,264 1,594 1,665 3,811 5040 2,128 2,647 8513 10,616

Net increases in lending

(absolute values)

Subsidized ..o 354 350 194 434 1364 1167 306 227 2218 2,178
Non-subsidized.............. 76 169 909 726 648 1,727 1,155 1072 2,788 3,694

TOTAL... 430 519 1,103 1,160 2,012 2,894 1461 1299 5006 5872

: (percentage breakdown)

Wreglon:
OFtREIM oo 529 515 487 394 529 499 637 718 550 528
CENtral o 218 235 301 B1 117 293 161 106 204 264
Southern and islands .. 253 250 212 225 294 208 202 176 246 208

Unlike private enterf)rises, public firms_and partiqulargl State-
controlled ones enjoyed a larger flow of subsidized credit in 1977 than
in_the previous year, Subsidized loans to households also increased
with respect to 1976 (191 against 150 bl|||0ng owmg to the growth
of credit to the housing sector (Table 43 and Chart 16).

The weighted average interest rate on subsidized credit granted
by special credit institutions in 1977 was 6.76 per cent. The major
reason for the increase with respect to the average for the previous
year (5.90 per ce.ntz was the rise in credit to exporters which carried
relatively higher interest rates and to the drop In the share of new
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credit allocated to Southern Italy, where many sectors enjoy particularly
advantageous conditions.

Average interest rates applied by industrial credit institutiOns

The average market cost also rose slightly in 1977 (from 14.72
to 15.42 per cent) although there was a decling in the fourth quarter
mainly OWIH? to ‘the fact that the interest rate offered bﬁ industrial
credit”institutions decreased in response to the fall during the previous

quarter in the yield on securities issued to finance the loans (Chart 17).

Credit to industry

Finance granted 1o industry, net of loans to exporting firms,
amounted to 4,184 billion compared with 3,378 billion in 1976, or
41 and 38.6 per cent respectively of industrial investment at current
B_rlc_es. Net of repayments, investment finance increased by 2,428
illion, against 1,862"in” 1976.

Investment in industry was Predominantly financed at market rates
(61.4 per cent of the total against 47.8 per cent in 1976). The decrease
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in outlays at subsidized interest rates, which continued in the early
months 'of 1978, was particularly marked towards the close of 197
when the effects of the failure t implement the new credit facilities
were added to those produced by the cautious attitude of the main
credit institutions in respanse to ‘the increased financial difficulties of
the large chemical companies.

Credit to housebuilding

‘The share of investment in housebuilding financed with long-term
credit decreased further in 1977, with the special credit institutions
granting loans worth 1,665 hillion, or 17.6 per cent of investment
expenditure against 1,594 billion and 20 Ber cent in 1976. This down-
ward tendency had heen underway since 1974 when the real-estate credit
institutions encountered difficulties in raising funds, although over the
last three years it was basically due to the gradual decline In demand.
Outlays to housebuilding at market interest rates were modest and
amounted to 1,252 billion or 13 per cent of investment, compared with
an average of 23.3 per cent in the previous decade (Chart 18).

Despite the policy to keep long-term interest rates down, which
was pursued partly by means of the the securl(tjy Investment requirement,
they remained high and hence curbed demand for mortgages to finance
home purchases.  Apart from _expectatlons concerning Inflation and
income over the long run, the first payments of a mortage at market
Interest rates have become too heavy for families in the middle-income
groups, since over the last ten years they have increased by two-thirds
With respect to income. Moreover, it is still difficult for these families
to reduce the size of their mortgages because high rates of inflation
make it impossible to preserve the real value of their savings for the
down-payment.

As regards forms of investment finance, private saving invested in
housing remained practically stable in relation to the gross saving of the
economy. At the same time the composition of credit between households
and firms chan%ed, with the flow of bank loans to firms decreasing
as a result of the ceiling on bank lending.
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‘Finance for ho_usebundln? was stimulated by the increase in
subsidized credit, which amounted to one-quarter of ‘total outlays (one-
seventh in 1976), owing to the effects of the measures adopted in the
second half of 1975, onsequentlr subsidized building accounted for
a fairly important share of Investment in the Sector: taklng into
account the increase in direct investment by the State, partly and fully
subsidized housebuilding represented 15 per cent of total investment
in housing (Chart 18).

Chart 18

Financial lpport to hollseblilding

1) Trend of the share of income absorbed by the. repayment of a 25-year mortgage on a
house( t)ne pr?ce o{ wﬂ?ch IS a muIthIe of tEhe%orrowglr’shmitlrap?%come. Y %
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~In addition to subsidized and Government-financed .housm?., build-
ing undertaken without any State financial support will confinue to
Blay a major role. Indexed loans and bonds, eventually accompained
¥ “home-saving ” plans, offer a means of channellmg a larger share
of saving towards investment in this sector.

Credit to agriculture

~ Finance to the agricultural sector from the whole credit system
increased considerably during 1911. Net of stock-pile flnancmgo credit

to agriculture increased by 812 hillion, at a growth rate of 20.5 per
cent (702 hillion and 21.3 per cent in 1976; Table 45).
Table 45
LENDING BY THE AGRICULTURAL CREDIT SYSTEM
(changes in hillions of lire)
tems Agriguliural special - other institutions TOTAL
1976 1977 1976 1977 1976 1977
WOrKING Credit. i 109 148 206 218 315 426
IMprovement Credit. .. e il 282 76 104 387 386

Total . .. 420 430 282 382 702 812

Financing of stock-piling system op- 15 T 9 1 5 %

COMPUISOTY oo 16 19 3 30 47 49
vquFr)uary V -1 -3 1 -1 10 -20

Other T0ANS eveeeeeveeseersseeesesssesssssenes -2 - - . -2 -
General Total .. . 433 446 324 395 757 841

_Working credit in Bartlcula_r showed a ver%/ strong increase (426
billion against 315 in 1976), with the result that more financial sup-
i)ort was provided to production in this sector: in fact, the ratio_of
oans outstanding at the end of the year to marketable production
(12.9 per cent) was higher than that for the Prevmus year (124 per
cent). The increase in this type of credit chiefly concerned agricultural
bodies and associations and was linked to the extremely large rise in
the number of operations at market rates.
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Outlaé/s of improvement credit were little over the flgure for
1976 (49 a?ajnst 472 hillion) and consequently the ratio of outlays
to the value of investment declined further ?18.7 per cent against 20.7
E)er cent in 1976) even though investment did not change in real
erms. This type of credit was badly affected by the small number of
operations undertaken at subsidized rates. The increase in lending at
market rates did little to compensate this situation because borrowers
were unwilling to take out I.onP-term loans at market rates in a sector
where the return on capital is low.

Credit to exports

Medium-term export credits increased considerably during 1977
QOutlays, which benefit from interest-reducing subsidies, totalled
1,554 illion, 50 per cent higher than the Prewous year's flow T(1,0_47
billion; Table 46). Taking Into account the Performance of orel?n
trade, this credit provided greater support to deferred payment exports
re7present|ng 4.4 'per cent of the tofal value of goods exported and
177 ger cent of exports of final capital ?oods alone (respectively 3.8
and 15.5 per cent in 1976). The share of exports receiving subsidized
credit therefore returned to the Ion?-t_erm value after a decline in
recent years caused by the paucity of interest-subsidies allocated and
the failure to coordiriate these grants with the insurance ceiling.

Table 46
EXPORT CREDITS (1)
(billions of lire)
, Outlays Repayments  Net inc:reases Financing Applica-
Typeoferedit oo g 106 1m 196 1 O CmE eti%ﬁn?iﬁ%
oiitstanding
at end-December 1977

EXPOrters .. 4325 8555 2732 3600 159.3 4955 17397 19842 13328
Financial..... 6143 698.2 2254 4209 3889 2773 17028 2,6639 3973
TTTX: P 5714 6760 1545 3704 4169 305.6 15847 26065 3625
untied s 429 222 709 505 -28.0 -28.3 1181 574 34.8

TOTAL... 1,046.8 1,553.7 498.6 780.9 548.2 772.8 3,4425 4,648.1 1,730.1

1) Excluding refinancing and funding by UIC and compensation payments by INA totalling, at
end-1(9}7, 1,082 bglllion (713 gtend-l976).g y P pay y 9
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_Finance to Italian exporters (supplier credits) totalled 856
billjon 4433_|n 1976) and, unlike the previous year, were higher than
outlays for financial credits to foreign countries {698 billion Compared
with 614 in 1976).

Net of repayments (781 billion) export credits increased b
773 hillion (548 hillion in 1976), at'a growth rate of 29 per cent.
If refinancing by the Italian Foreign Exchange Office (UIC) and com-
pensation paynients b)( the National Insurance Institute (INA) are
taken into ‘account, net resources transferred abroad to finance exports
totalled 1,142 billion.

_About half the increase in export credits was used to expand trade
with the developing nations, which were final beneficiaries of around
three quarters of Supplier credits (37 per cent to Algeria alone?,
which were granted predominantly to Italian_engineering and vehicle
building firms and construction companies.  The increase in financial
credits instead went almost entirely to'the socialist countries, particularly
the Soviet Union and Poland.

Total financing and the formation of financial assets

The more restrictive posture of monetary policy in 1977 was
reflected in the fact that total domestic credit expansion (35,850, b|II|ong
was at a lower rate than in 1976 (17.8 Per,cent co_mFared with 19.
Per cent). The rate of expansion was faster in the first few months of
he year, slowed down progressively in the middle and then speeded up
again in the last quarter (Table 4%.

Total domestic credit expansion in 1977 was 5,250 billion above
the 30,600 billion target agreed with the EEC in connection with its
medium-term supi)ort. 1,400 billion of this excess stemmed from the non-
State sector and 3,850 billion (3,100 hillion net of changes in Post Office
current accounts) from the State sector. The overshooting of the target for
the non-State sector occurred because the flow of bank lending In the
first quarter was underestimated when the figure was agreed with the
EEC in April. The overshooting of the State sector target was, instead,
concentrated in the fourth quarter and was mainly due to a smaller than
forecast increase in tax revenues. In the twelve months to March 1978
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TOTAL DOMESTIC CREDIT

(changes in billions of lire and percentage growth rates)
Twelve
1977
1978 Mmontns
Items ik ?\ﬂmﬁ
lgtr.  llqtr.  Nlgtr. IVagtr.  Year 135%

(changes in billiom of lire)

Cash requirement of the State Sector (1) .rvmuvmenen 2,999.9 54034 37636 47614 169283 7,750.0 21,678.4
Financing to the non-State SeCtor (2 ) wovvevrmmmsvssnnn 44519 28094 2,761.4 8,899.5 18,922.2 3,100.0 17570.3
L T (T X L 74518 82128 6,525.0 13,6609 35850.5 10,850.0 39,248.7
of which: the enlarged public sector (3) v 21,000.0
Limits agreed with the EEC:
Total dOMESLIC Cred it s 6,100 8200 6300 10,000 30,600
of which: the State SECTOT . 8,700 3,000 1,400 13,200
the enlarged public SECtOr.....vmovin 16,450
Limits agreed with the IMF:
Total dOMESHIC Cred it 8200 6,300 10,000 5500 30,000
of which: the State SECLOT i 8,700 2500 1,900 13,100
the enlarged public SECtOT ..vovvvvivcne ' 16,450

(percentage growth rates)

Cash requirement of the State sector

N N8 QUATTET v e o 4.1 71 46 56 8.7

in the 12 months ending at end-quarter............... 21 26.3 239 233 28.7
Financing to the non-State sector

N the QUAIEN (4) oo 49 3.0 24 37 34

in the 12 months ending at end-quarter................ 16.7 16.4 136 14.7 132
Total domestic credit

in the QUArEr (4) oo 4.6 45 32 4.4 54

in the 12 months ending at end-quarter.............. 18.9 19.9 173 17.8 18.8

(1), The State sector includes the Treasury, Central Post Office ,Savin([J,s Fund and Autonomous Age cies. The cgsh require-
ment qf the sgctor Iﬂ net of Tre%su({?/ financi g to the, special credit ins |tut|on% and o ogera%lonst L#nd the debts of local
authorltl(ejs and health insurance bodies. The cash requirement of the sector, calculated net of Post Office current accounts,

amounted to:
25807 | 5,609.4| 35387 | 4,440.3 | 16,169.1 |6,530.0 [20,118.4.

(2g The non-State sector comprises dLhe EC?HOW households agd enterprises) and tneéptiblic odig not includ?d in tne
gtate sector. Fm?nm to the sector includes. the funding er.at||0ns gn er note (1 3) The enlarged pu fic sect(ir Inc deSt e
tate sectO{ local aut orltlehs, %p%a sefcurw_ instifutions, hospitals an EhNI%L, The ‘cash réquirement o the sector also, includes Tn
gs lerﬂgetg 8atta?e Increase In the debts of pubfic bodies vis-a-vis suppliers which is not available on a quarterly basis. —(4) Seasonally
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— the reference period for the targets agreed with the IMF — total
domestic credit expansion rose to 39,250 hillion, 9,250 hillion above
the 30,000 hillion target. With the volume of credit available to the
Prlvate sector limited by the ceiling on bank Iendln% the overshooting of
the target can be attributed to the State sector which, having exceeded
its limit in the last guarter for the reason given above, continued to
cause credit to expand at a very high rate in"the first quarter of 1978.

_ The performance of total domestic credit in 1977 was considerably
influenced by that of foreign currency bank lending which increased
by nearly 3,450 billion between Janudry and June, and then remained
virtually“unchanged in the second part of the year.

The_definition of total domestic credit agreed with international
organizations includes bank fma_ncmF in foreign currencY so that the
expansion of this last is |mPI|C|tIy Imited by the targets set for the
increase in the broader credi a%gregate: Were forel%n currency financ-
ing not included in total domestic credit, the authorities would control
the level of the official reserves but not the overall results of the
balance of payments nor, therefore, the total supply of funds to the
economy.  Furthermore, a smaller than expected increase in foreign
currency lending could lead to tighter monetary conditions.

~ The share of total domestic credit that went to the private sector
in 1977 amounted to 18,700 hillion (14,400 hillion in 1976)
when account s taken of the f,lnan_cmgi gProwded by the Rubllc sector
(700 billion as against 300 billion in 1976) and of the change in im-
porters' compulsory deposits with the Banca d'ltalia (1,430 billion
reimbursed in 1977 compared with deposits of an equal amount in
1976). The cash requirement of the enlarged public sector as defined
with “international organizations (including, therefore, the increase in
the debts of public bodies vis-a-vis suppliers, examined elsewhere in this
ReFort) amounted to 21,000 billion compared with a target of 16,450
hillion. The difference is mainly attributable to the performance of the
State sector described above.

Total financing provided to domestic sectors (the Economy —
households and enterprises — and the public sector), which is obtained
by adding share issues, direct foreign financing and a number of minor
items to total domestic credit expansion, amounted to 37,272 hillion,
an increase of 16.5 per cent (34,748 billion and 18.1 per cent in
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1976). The ratio of total financing to GDp fell below the already low
level recorded in 1976 (728.3 er cent in 1975, 24.2 per cent in 1976
and 21.6 per cent in 1977). When account is taken of the deposit on
Furchases of foreign currency, the ratio fell from 29.4 per cent in 1975
0 23.2 per cent in 1976 and to 22.4 per cent in 1977 FTabIe 48).

Table 48
THE ECONOMY’S FINANCIAL ASSETS AND TOTAL FINANCING (1)

(percentages of GDP and rates of increase)

, (%hange, Percentage rates of increase
Year Al a finTa%tcalIn Financial Liguid Total
éDP GDPg assets assets (M2)  financing
174 13.7 118 12.8 9.7
17.0 141 17 11.6 10.2
16.6 16.4 111 14.0 1
20.4 20.5 138 16.1 145
25.2 23.3 16.8 184 16.3
26.2 28.3 17 19.9 20.6
16.4 22.0 115 16.7 16.3
15.2 20.7 10.6 154
244 28.3 18.1 23.6 204
25.5 29.4 19.0 212
21.6 24.2 17.2 21.2 18.1
20.6 23.2 o 16.3 174
22.5 21.6 184 219 16.5
23.3 224 191 171

s T g e, A e B U FOAL, e O 0 S0

This ratio — calculated using seasonally adjusted data — dropped
from 24 per cent in the fourth quarter of 1976 to agprommate_ly 23
Pe_r cent in the first two quarters of 1977 and then to 1/ per cent in the
hird as a result of the tax measures introduced at the end of 1976 and
of the ceiling on bank lending in lire. In the fourth quarter it rose
to 20 per cent on account of the spurt in the public sector's cash require-
ment and the less restrictive effect of the ceiling on bank lending.

The Economy — whose share of total financing, fell from 58.4 per
cent in 1976 to 54.8 per cent — received 20,443 billion of new funds
so that the rate _of expansion declined from 16.9 per cent in 1976 to
14.6 per cent. The composition of the financing provided to this sector
mainly reflects the limited growth in the amount of short-term funds
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dishursed by the banks. In fact short-term funds only accounted for
42.2 per cent of the total flow of financial liabilities in"1977 compared
with 50.5 per cent in 1976. The bonds issued by enterprises and the loans
the}/ contracted with the sPemaI credit institutions and the banks resulted
In their share of the total flow of funds increasing from 31.3 per cent
to 37.1 per cent. Of the other forms of financing, the grants made to
the State enterprises by the Treasury passed from 4.1 to 5.7 per cent
of the total flow. However, the improvement in the term structure
of the new financing was_not accompanied by an increase in the pro-
‘portlon of the sector's liabilities accounted for by enterprises’ own
lunds because of the limited ?rowth of profits and the continuing
inadequacy of the share marke

rebuild thieir capital bases.

The course of total financing described above and the current
account surplus of 2,014 billion (in 1976 there had been a deficit of
2,343 Dillion) resulted in the Economy's formation of financial assets
amounting to 38,847 hillion, an incréase of 18.4 per cent (31,092
billion and 17.2 per cent in 1976). The faster growth rate is more
marked if the formation of financial assets is considered net of the
chan%es in the _comgulsory deposit on purchases of foreign currency
(19. ;f)er cent in 1977 compared with 16.3 per cent in 1976). The
ratio of the increase in financial assets to gross domestic product also
ose S“Phﬂfy from 21.6 per cent in 1976 to 22.5 Rer cent in 1977 as
a result of a fairly limited increase in the first three quarters and a
sharp acceleration In the last quarter (Table 49).

When the ratio of the total amount of assets to gross domestic
Froduct Is considered, the value for the first quarter Rroved, to be the
owest for the whole year, indicating that this was the period during
which the Economy's spending Power was most limited.  Subsequently;
the relationship befween the sector's available funds and. its cash require-
ment progressively improved. In the second and third quarters the
improvement was linked to the fall in production and the better perfor-
mance of the country's external accounts, while in the last quarter
it stemmed from the recovery in the flnancm? provided to domestic
sectors (Chart 19). It should, however, be noted that the adjustment
in enterprises’ liquidity which resulted from this improvement was
much slower, and there were still signs of tightness in the second quarter.
The slowness of the adjustment was due to the ceiling placed on bank

with respect to enterprises’ need to
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Table 49
THE ECONOMY'S FINANCIAL ASSETS AND THEIR COUNTER-ITEMS
(amounts and flows in billions of lire)
Flows
Amounts 1977
Items enda1976 1976 Quarters
Year
Il M 1Y
FINANCIAL ASSETS
DOMESTIC . evvvvorrooerreooeeresoers oo 197,487 32,925 37,932 4279 5632 6,288 21,733
CUITENCY ovvvrvsrnensrssnessessessesssssssssens 13954 1649 1827  -789 658 89 1869
Deposits: Post Office & with Treasury ... 15,924 2606 3137 668 -52 490 2031
17111 117872 21583 27411 2692 3302 4157 17,260
TrEasury Dills —.o.vvvvesvsvvsrsssessssnssvsrisnnn 2,611 2371 3635 2214 1870 410  -859
Other deposits and savings certificates . . . 3,702 -51 661 -12 201 26 356
Fixed-interest SECUNIEIES .v.vvvvvrvsrvsensnnine 17,620 169 669  -382 -15 598 468
SETCE T IV TTLT: o] ;] — 12,220 1,508 415 95 -41 133 228
Compulsory deposits with B.l. (1 ) . 1421 1421 -1427  -603  -784 -39 -0.1
Other financial ASSEtS....mmmmmmmrrsersersirnn 12,157 1663 1,604 396 403 424 381
FOMGIGN  .ooooooeeeee oo 13,816 -1,833 915 808 845 -208  -530
TOTAL___ 211,303 31,092 38,847 5,087 6,477 6,080 21,203
AGAINST FINANCING OF
=000 (0] A 140,218 20,289 20,443 509 3059 3,009 9279
DOMESHC  vvvvvvrevoeersooeeeesoees oo 128,771 20,228 19182 4857 2,569 2,658 9,098
Indebtedness to: Banks .. S 61,765 11,437 10224 2,633 1090 625 5,876
Special credit institutions 36,047 4,110 4790 1071 1,008 1502 1209
BONGS .o 10220 1027 1,209 332 223 226 428
Shares and e?un 1%:10] 1 - I 11,790 1,788 751 173 150 179 249
Endowment TUNAS ..oooeevvesecvsniiesssiiiens 4,520 832 1167 547 1 4 615
Financing by local authorities................. 2,048 367 40 10 10 10 10
Other financial liabilities (2 ) .wevmmrrrmrrsenns 2,381 667 1,001 91 87 112 711
FOr@IgN. oo 11,447 61 1,261 239 490 351 181
FOREIGN SECTOR (3)  oermsensvnsinn -1,024 2343 2,014 -905 299 2,028 592
PUBLICSECTOR (consolidated) (4 ) .. 86,409 14459 16829 1016 6,828 2,382 6,603
UNCLASSIFIED (5)  rvsrmsrmsrmsssssssrnnnn —14300 -1,313  -439  -120 -3,709 -1,339 4729
TOTAL. .. 211,303 31,092 38,847 5,087 6,477 6,080 21,203
ECONOMY'S FINANCIAL SURPLUS
OR DEFICIT s 71,085 10,803 18,404 —9 3,418 3,071 11,924
) T f fingn he_pank Th |u
ebts a?rewhoeuSe i 2%'r§ct%[:ebnet L?bl}ChE(P(? rets th Ce(éﬁqussct@q% t e ?anS”IOn(zf? 19766sear|1 d6e58qk{ﬁrlll%?1tsinm15 2
ance 0 %ayments on cu rent account on a transactio a5|s —(4) net of the payments spec |ed In note
5 IncIudes discrépancies.
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lending which had the effect of introducing a diaphragm between the
total supply of financial assets, which depends on the creation of
monetary base, and the availability of funds for enterprises which, in
the short term, depends on the supply of bank credit.

Total financing provided to domestic sectors and the financial assets of the Economy

(in relation to GDP)

1) Average quarterly total amounts; seasonally adjusted data. — (2) Quarterly changes;
seasorga%ly ag)used tata, " ohally - ac (2) Quarterly chang

The growth pattern of the Economy's financial assets over the last
two years was similar to that of the two years 1974-1975, though the
fluctuations which occurred were less marked. During the exi)answn
Phase of the economic cycle the increase in expenditure on real goods
ogether with faster inflation held down the formation of financial
saving in both periods while, after a phase of monetary restriction, the
cKcllcaI. turnaround and the slowing down of inflation contributed to
the adjustment of the financial component of the Economy's portfolio,
Furthermore, both towards the end of 1975 and at the turn of 1978
the size of the fluctuation was amplified by swollen Treasury cash
requirements. In 1975 the creation of an excess supply of financial
instruments helped set the stage for the start of the subsequent infla-
tionary cycle.

9
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As in previous years Ilcimd aSSets ](I\/I_Z) increased at a faster rate
(21.9 per cent) than total assets, This expansion was, however,
accompanied by ,?rovv_lng interest in forms of financial saving other
than bank d_elposw with substantial purchases of short-term securities
(Treasury bills) and, though to a lesser extent, of longer term securities
which were made attractive by the introduction of variable coupons
g reasury credit certificates and ENEL bonds). The component of
the Economy’s financial portfolio to grow the fastest was that gonsmtmg
of Treasury Dills which increased by 3,635 hillion compared with 2,37,
billion in "1976. Apart from their high yields, the preference for this
form of asset was rooted in the high deg[ree of uncertainty reigning in
the first part of the year with regard to the future course of both
inflation and the quofations of longer term securities. purchases of

Treasury bills were also encouraged by the promotional activity of a
number” of banks.

_ The greater accumulation of financial assets was accounted for
mainly by"households which, faced with continuing economic uncer-
tainty, further increased thelr propensity to save above the already
high"level recorded in 1976, as well as the share of this saving invested
in“financial assets. As for enterprises, the more limited increase in their
financial assets reflects the restrictive stance of monetary policy for
most of the year. Only towards the end of 1977 did the liquidity of
the sector improve andits rate of formation of financial assets incréase.



I1l. - THE GOVERNOR'S CONCLUDING REMARKS

A commentarY on the administrative actions, the balance sheet
and the profit and loss account of the Bank will be found in the apé)ro-
priate chapter of the Report that has been distributed to you and to
which | refer you, as in previous years, for reasons of time. As
shareholders of the central hank and” as credit intermediaries you are
concerned in a dual capacity with problems affecting the public interest,
and the leading exponents of an activity whose direction and scope are
determined by that same interest. Hence, whereas the soundness of
the operating accounts Serves, for us and for you, to test whether
the human, material and financial resources have been combined pro-
fitably in our institutions, it is legitimate that my address to this assembly
should focus greater attention on the problems of managing Italy.

Before broaching this subject, however, | should like to express
to the staff of the Bank as a whole the recognition that is their due for
having diligently borne a work load that has continued to increase in
various ways owing to the economic development of the country, new
legislation ‘and the exchange and credit situation at a time when the
transfer of authority within the Bank from one generation to the next
has accelerated and the number of staff has decreased by sixty-four
comEared with the Rrewous_year. Although the number Ieavmt]q the
Bank's employment has declined after havm? reached very mgtr; evels
in the last few years, it has been necessary to institute a notable pro-
gramme of recruitment, which is still in progress and has entailed the
selection of entrants in a very short space of time from among an
immense number of candidates.

Requests to the Bank for co-operation and consultation with
?overnment bodies have increased in step with the tendency for more
reguent public intervention to ?wde the actions of the financial inter-
mediaries. The Bank played a large part in the drafting of Ie%lslatlon
concerning various banking problems. In the supervision of credit
activities, Increased attention was paid to the large institutions; that

?f IIoreign exchange operations involved more numerous and detailed
asks.
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~ There was substantial tgrowth in the work load on account of an
increase in the movement of funds, measures to improve the protection
of valuables and Persons, and_legislative requirements with regard to
the reimbursement of tax credits n the form of bank drafts issued by
the Bank and the payment to the Treasury Operations Divisions of
salary increases resulting from variations in"the cost of living.

~ The mechanization of the accounting operations at the Head
Office of the Bank has been completed; transactions in securities via
the clearing houses can now he performed automatically and in a
centralized manner, so that the technical conditions now éxist for the
centralized management of securities.

The staff of the Bank has been called upon to fulfil these difficult
tasks against the background of a reduction in the wage differentials
between various groups of workers, which has meant not just a stand-
still in their incomes (Posmon but a serious backward step in real terms.
in view of this trend towards g?reater equality in remuneration, which
has been accelerated inordinately by the madequaCY, of controls over
inflation, it is imperative that the procedures for selection and promotion
continue to be based on the accurate assessment of merit.

The international economy

_ During the recent phase of the cycle the industrial economies have
failed to achieve their aim of transforming the recovery into a steady,
sustained expansion of national income and trade.

In the OECD countries & a 8roup growth slowed down during
the second and third quarters of 1977 to an annual rate of less than
3 per cent. It was possible to record a real %rowth rate of 3.6 per cent
for the year as a whole only as a result of the temporary expansionary
effect of fiscal measures introduced during the summer; nonetheless,
this was still below the rate recorded the |prec,edlng year (5.2 per
cen(? and insufficient to permit adequate utilization of ‘the factors' of
Rro uction. The number of unemployed rose above 16 million, almost
half of whom were under 25 years of age. The increase in fixed
investment remained below that recorded in previous post-war upswings.
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The rate of inflation, measured in terms of retail prices, exceeded
by about one-half of a Fercentage point the rate of 8.7 per cent registered
N 1976. Although slight in ftself, this acceleration thus came on tog
of a rate that was already too hlﬂ]h, albeit well below the peak of 13.
?er cent reached in 1974. With the rise in wai]es slowing down slightly,
rom an average of 11 per cent in 1976 to 10 per cent last year, the
smallness of the growth in outﬂut hindered a further reduction in the
rate of inflation by holding back gains in productivity and exacerbating
the increase in unit labour costs,” which rose by an average of 6 per
cent in the manufacturing industry of the major countries, compared
with 3 per cent in 1976. The italian economy was a factor in the
calculation of this avera%e, but a widely divergent one; in Italy the
Increase in unit costs was three times <hat recorded in the other countries
as a whole, in spite of the assumption of social Security contributions
by the State. o _

The sluggishness of the expansion is largely attributable to those
countries whose favourable balance-of-payments position would have
allowed a more rapid increase in production. Domestic demand eannded
according to plan in the United States but at a slower rate in the Federal
Republic of Germany and Japan. The current-account surplus was
{Ramtameg in the first of these latter two countries and increased in

e second.,

In view of the rise of only 4 per cent in world trade, the deficit
countries were able to improve their external accounts only by holding
growth down to half the rate they had recorded in 1976." The slower

evelopment of world trade was also partly due to the weakness of the
expansion in the economies of the socialist Countries and to the insidious
resurgence of protectionist tendencies which, in turn, have their origins
In the low rate of growth. As a result of the ﬁlgh Jevel of un_emploYment,
the restructuring of the economy entails economic and social costs that
are considered excessive; the change in the relationship between the
prices of industrial products and those of raw materials and the successful
development of new centres of industrial production may, however,
render such restructuring unavoidable.

At the international level the attempt to set the world economy
In motion a%aln first took the form of assigning to the United States,
the Federal Republic of Germany and Japan the role of “locomotives ”
of the expansion; in the case of the last two countries named this
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entailed achwva a more rapid rate of growth than those responsible
for economic policy could attain or felt able to pursue. Towards the
end of the year a Second phase began; a less marked contrast of roles
was sought by proposing concerted action to sustain demand in which
a large number of countries would participate but to differing degrees.

~The need for better co-ordination among the major economies
derives not on(IX from cyclical factors, Although the current-account
surplus of the OPEC is showing a tendency to decline quite_apart from
the fluctuations to which it is subject as a result of variations in economic
activity in the industrial countries, it continues to be the determining
factor.” Against the background of worsening terms of trade and diffi-
culties in"the reallocation of resources that is common to all the indus-
trial economies, the major countries remain confronted with the prob-
lem of defining econgmic ?ollmes whereby the current-account deficit
can be distributed within the OEcD ared in a way that ensures the
?ptlmtj_m utilization of resources and encourages the process of capital
ormation.

The fall in investment in 1974-75 reflected the depth of the
recession; monetary _stabilization policies and households increased
preference for liquidity heightened the financial risks facing firms and
contributed to the decline n the rate of capacity utilization. Subse-
quently the recovery in capital formation was hampered by the per-
sistence of poor profit expectations and general uncertainty concernmg
the stability of both the volume and the composition of ‘demand an
the relativé prices of manufactured goods and factors of ‘product[on.
The structure of financial liabilities had a less marked erfect; since
1975 companies in many countries_have been able to bring the ratio
of liabilities to assets closer to equilibrium. in this respect, too, Italy
constitutes an exception.

It would appear that action should be undertaken at several levels
simultaneously to escape from this situation and give fresh impetus to
private Investment; measures should be adopted to promote more
sustained and steadier growth in overall demand, to reduce_uncertalntx
concerning the trend of labour costs by exercising restraint throug
incomes policy, to determine some of the hroad lines of the composition
of demand b}/ modifying the structure of Bubllc expenditure_and to gear
fiscal policy o a recovery in investment by expressing the incidence of
taxation o gross profits in real terms.
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~The differences that have existed hitherto in the criteria applied
in the management of domestic demand have led to disequilibria, the
most striking expression of which last year was the current-account
balance-of-payments deficit of the United States, estimated at 20 billion
dollars, mare than the total deficit accumulated in the five-year period
from 1970 to 1974, The impact of the cyclical disparity between the
United States and the other major economiles was compounded by the
effect of structural factors, the”most important being the increase in
the energy deficit, which was reflected in the g{rowth in the value of
US oil imports from 3 billion dollars in 1971 to 41 hillion in 1977.

The dollar consequently came under strong pressure, which was
accentuated b}/ very large capital flows, particularly in the final quarter
of 1977 and the first quarter of this year. The weakness of the dollar
had various effects on interventions in the forel_%n exchange market, the
cost of oil supplies and the international credit markets.

On the foreign exchange market the decline was cushioned by
large-scale support “operations carried out by the central banks of the
surPIus countries — notably the Bank of England, which financed about
half the official deficit of the United States — and, in the opening
months of 1978, by the US authorities.

The appreciation of a number of currencies, including the gen,
the Swiss franc and the deutschemark — which was partly Induced by
capital inflows — was far larger than was warranted by the lower
rate of inflation in the countries in question and thus led to a decline
in their competitivity, causing contractionary pressures and checking
the impetus of their endogenous recovery.

~The decline in the US dollar did not provoke parallel increases
in the dollar price of oil, as the sluggishness of the world economy
together with  the exploitation of new deposits had resulted in a
temporary excess of supply over demand.

Owing to the exceptional expansion of the international financial
markets, the US dollar not only maintained but actually increased the
role it plays in credit operations: in these markets four-fifths of the
present volume of bank loans outstanding and three-fifths of the securities
Issued in the last four years are denominated in dollars. The fall of
the dollar led to an appreciable redistribution of wealth at the world
level. The real value of deficit countries' debt declined; the problem
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of international indebtedness was thus mitigated to some extent during
1977, partly because, with a decline in the OPEC surplus, the Iar(ﬁ;e
US deficit allowed a reduction in those of other countries, notably the
non-oil developing countries.

The precariousness of the equilibria achieved last year was inherent,
moreover, in the fact that the reduction in the oil burden and the fall
of the dollar were associated with the unsatisfactory rate of growth in
the world economy. A further devaluation, if it were expected by the
market, might lead to a gradual reduction in the role of the US currency
as an international unit of account; on the other hand, in their desire
to_avoid losses the holders of financial assets denominated in dollars
might diversify on a large scale, as they have recently shown signs of
doing. Substantial shifs in the currency distribution of the existing
volume of international liquidity would Iead to serious, perhaps unman-
ageable market instability. In expanding their international interme-
diation of funds, the banks have channelled vast sums through financial
mechanisms which are highly elastic with regard to the expected yield
not subject to standardized quantitative of qualitative controls and
Iacklln? a clearly defined, responsible lender of last resort. Furthermore,
the international system of banking intermediation has undertaken con-
sicerable maturity transformation in order to meet both the depositors'
marked preference for |I(%_Uldl'[y and the actual requirement of many
countries for long-term financing.

~The argument that the growth in official liquidity has fed world-
wide inflation does not appear to be well founded. Flexible exchange
rates have meant that monetary expansion and inflation are a?aln
determined at the national level, so that it has been the surplus industrial
countries that have recorded the most marked slowdown in price and
cost increases. Moreover, the jump in the Prlce of oil forced the
monetary authorities of many countries to offset the deflationary effects
of their emer?m? deficits b resortmé] to official borrowing. Whereas
prewoule deficits were seftled by drawing upon reserves, now they
are to a large extent financed by Incurring debt.

In the absence of co-ordinated policies with r_e%ard to the re_cycll_ngi
of funds, the banks' indebtedness vis-a-vis the international financia
market has had a counter-deflationary_rather than inflationary effect.
Fears that private credit, inasmuch as it is unconditional, would delay
the process of domestic adjustment in the deficit countries also proved
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to have been exaggerated, as the banks avoided granting loans to those
(t:)oluntrles that showed little sign of returning to internal and external
alance.

While thus assessing the situation favourably, it is not our intention
to minimize the problem of the intermediation of funds or that of the
creation and utilization of international liquidity. In last year's Re?_ort
emphasis was laid on the need to expand the role of the official portion
of ‘international credit flows and to restrain the process of maturity
transformation. Attention was drawn to the need for agreements estab-
lishing a sound relationship between financing mechanisms and the
aims and methods of domestic adjustment. In"these circumstances an
agreed Frogramme of action should be adopted with regard to the
distribution and use of international liquidity aimed at requlating the
volume and nature of official reserves reinvestéd in private credit markets
in view of the “high-powered ” liquidity that continues to flow from
the official US deficit.

Recent experience would seem to prove that movements in exchange
rates cannot resolve the problems of liquidity and structural adjustment
at one and the same time, as the advocates of floating rates had claimed.
The evidence available does, however, appear to e consistent with
the arguments of those who maintain that flexible exchange rates can
contribute to the process of adjustment but are not capable of inducing
stabilizing capital’ flows of sufficient size to eliminate the need for
official liquidity. In these circumstances it is understandable that
efforts should be made to establish the conditions which allow progress
towards arrangements for limited flexibility linked with changes in
the mechanisms whereby international Ilqmdltg is created and dis-
tributed.  In view of the ur%ency of these problems, they have been
studied in greater depth both at’ the world level under the auspices
of the International Monetary Fund and at the European level within
the Community.

The arrangements for the provision of liquidity and finance within
the Community have already been extended. Proposals are now under
examination for further mcreasm(}]_ the funds available under both the
short and medium-to-long-term  financing arrangements embodied in
agreements that will be developed further regarding economic and
monetary co-ordination and exchange relationships both within the Com-
munity and vis-a-vis the other principal currencies. Recent experience
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and discussion of the lessons learnt have demonstrated clearly that if
there is to be a European option each country must follow ‘incomes
budgetary and monetary policies that are compatible with a graduai
stabilizafion of exchange rates. The European policy of integration
thus entails choices, responsibilities and prospects that™ directly Involve
not only the monetary authorities but all sections of society, so that an
overall framework of consistent policies can be determined and main-
tained over a period of time. The new arrangements Rroposed for
encouraqmq the convergence of exchange rates at both the European
and world levels must take account of underlying economic realities, as
trlme liate of proposals made in the recent past demonstrates only too
clearly.

In the f}Fear that will see the election of the European Parliament
by direct suffrage tangible results should be achieved in the process of
monetary mtegiratlon;_ In this way the foundation would be Taid for a
polycentric system which seems to be more m_keeplng with developments
In international financial rela_tlonshllps, in which the ability of individual
countries to assume a leading ro

( e has proved to be “short-lived or
inadequate.

The exchange rate

In the aftermath of the serious foreign exchange disorders that
had occurred in 1976, last year opened with the prospect of an adjust-
ment in the Italian balance of payments. The expectation of a more
orderly exchange rate performance was also based on the restraining
influence that the measures brought into effect in the closing months
of 1976 would have on demand and credit.

~ Some uncertainty remained con_cernm?_ the way in which the market
mI%Elt behave during the gradual dismantling, in the first few months
of the year, of the emergency measures that had in various ways brought
about a temporary increase in the cost of foreign exchange.

Experience during the period immediately preceding the year
under review had confirmed that in the conditions prevailing_ in, Ttaly
the effectiveness of exchangz_e rate changes as a halancing force’Is limited
in both degree and duration; after a small initial ‘gain, the rapid
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adjustment of domestic prices to the new exchange rate tends to cause
a shift to a higher rate of inflation.

In view of this close relationship between prices and exchange
rates, the overall stability in the external value of the lira achieved
last year played an important part in the control of inflation. The
use of direct Instruments of monetary management and the maintenance
of relatively high interest rates helped to increase the supply of foreign
currency stemming from borrowing abroad.

Moreover, the strengthening of the forelﬁn exchange reserves
played a part in klndlm(]} and sustaining favourable expectations re(};ard-
Ing exchange rate developments. The same effect also derived from
the considerable degree of stahility in the external value of the lira
implied in the macro-economic framework agreed in the spring with
the International Monetary Fund and the European Economic Com-
]rcnunhlt)r In the course of negotiations that resulted in the granting of
resh Toans.

At the beginning of the ¥ear the termination of the emergency
system of foreign exchange safequards was still %IVIH? rise to some
tension; in February and March intervention sales totalled 550 million
dollars, although a_Iar?e part of this amount was offset by substantial
foreign investment in talf¥. The net demand for foreign currency was
met without significant effects on the exchange rate. In April an May
the first appreciable inflows of currency were recorded as a result
of the increase in net fund-raising abroad by the banking system. In
June the improvement in the foreign exchange position, the approach
of the favourable season of the year and concern at the large foreign
debts accumulated by the banks made it advisable to relax the require-
ment for exporters o obtain financing in foreign currency.

From then until November the exchange rate remained practically
stable and the notable additions to the official holdings of foreign cur-
rencies resulted from the emergence of a surplus on the current account
of the halance of payments. The resilience of the lira was confirmed
by the virtual disappearance of the parallel market and the reduction
in the forward discount. In these circumstances other exchange controls
affecting tourism and the circulation of Italian bank-notes abroad could
also be Telaxed.
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i December the current account continued to show a surplus
but the advent of uncertath about the political and social situation
cast a shadow that affected the exchange rate in spite of the control
exercised over the market. Hence, whereas the weighted rate of
depreciation since February 1973 increased from 37 to 38.4 per cent
in the first eleven months of the year, in December alone it deteriorated
b¥ one and a half further points. ‘A contributory factor was the W|den_|n8
of the divergence between the halance of payments of the Unite
States and those of the strong countries, which caused the currencies
of the latter to appreciate rapidly.

,Throug[hout last year the lira remained more or less stable in
relation to the dollar. ~ The decline in the exchange rate weighted in
terms of imports was smaller than that on the basis of export weightings
because of the greater importance of the dollar in the former.” This
brouqht about some improvement in the comf)e_tltlvny of export sectors
at only a small cost in terms of domestic inflation.

At the end of 1976 the liquid foreign exchange reserves had
amounted to 2.8 billion dollars, which was 200 million less than the
banks' net external liabilities; a year later the reserves totalled 7.9
billion and exceeded net bank Indebtedness by 1.2 hillion. The halance-
(sjhflelet value of gold holdings at the same date stood at 11.3 billion
olfars.

This outcome was due to the current-account surplus of 2.3 billion
dollars that accrued during the year and, to an even larger extent, to
inflows of short-term capital through the banking system induced partly
by the differential between domestic and forelgln interest rates and
partly by the restrictions placed on the growth of lending in lire, which
shifted some of the demand to loans in foreign currency.

This demand turned to the international market, where the Iarﬁe
US deficit had created an abundance of available liquidity and at the
same time had weakened the dollar so that borrowers were wﬂlmg
to incur short-term debt in that currency; indeed, by taking up suc
loans Italian importers felt able to dispense with forward cover in many
CaSes.

With inflation still running at too high a rate, the only alternative
that could reasonably have been (Propose, to the exchange “stabilization
policy pursued last year was a reduction in intervention purchases, thus
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allowing the lira to aBpreqate and giving priority to the control of
inflation over other objectives. While not neglecting this aim, the
ling of policy adopted combined its attainment with that of two others
that were considered essential.

~The first of these was to increase the reserves to a level in keelogng
with the scale of Italy's foreign trade, now approaching 100 billion
dollars per annum, the requirements in connection with the imminent
maturlnq of large foreign debts and the need to counteract sudden
large-scale shifts” of capital caused by unpredictable factors, some of
them outside the economic field. The dimensions of the international
foreign exchange market are such that a relatively small movement
concentrated on one or a small number of countries is sufficient, parti-
cularly if their currencies are weak, to cause disturbances that can be
controlled only by expending a considerable amount of foreign exchange.

The second aim is to maintain the competitivity of an economy
that exports around one-half of its industrial output.~ An intervention
Pollcy tying the lira to the currencies of countries with rates of inflation
ar lower than that prevailing in Italy could not possibly have exerted
a sufficiently moderating influence on prices to validate ex post the
resulting exchange rate trend.  The less ambitious policy tﬁat Was
pursued” consisted in maintaining the lira rate close to those of the
other two major European currencies that have broken away from the
currency “snake ", thus dissociating themselves primarily” from the
deutschemark.

In the first four months of this year intervention purchases, at
1,300 million dollars, have continued to"be far greater than Sales. The
banks' net indebtedness fell during the same period from 6.6 to 6.4
billion dollars.  Liquid foreign exchanﬁe reserves declined from 7.9
to 7.4 billion dollars as a result of the repzéyment of foreign debt.
At the end of April official holdings of gold and foreign exchange
totalled 20.7 hillion dollars and exceeded liabilities (official liabilities,
net bank indebtedness and com ensator;; loans) by 2.6 hillion; this
contrasts with the period from June 1975 to Novémber 1977, when
liabilities had exceeded assets.

Contrary to the assertions made in some quarters, the massive debt
repayments are not symptomatic of a policy that pays scant regzard
to the need to channel funds from abroad towards financing productive
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activity. In the present circumstances residents have been able to take
up foreign loans on their own initiative without opposition from the
authorities and subject to control only to ensure that the conditions
of the loans correspond to those of the market. In this manner new
loans totalling 700° million dollars have been raised in the last eight
months.  If after having returned to a satisfactory foreign exchange
position Italy h_ad.regu.ested postponement of its debt repayments, it
would have prejudiced its chances of resorting at a later date to official
and private sources of short and long-term foreign finance and of keep-
ing the funds that had already flowed into the country.

The outlook for foreign exchange management this Y_ear depends
essentially on two factors, one certain and one that can be estimated. The
former relates to the concentration this year of maturing loans totalllln%
4 billion_dollars, of which 3.5 billion (more than one-third of whic
was repaid in March) are owed to central banks or international insti-
tutions. The second concerns the current-account surplus which, accordm?
to the economic programmes for this )rear, should amount to at leas
2-2.5 hillion dollars, a figure which in all r_obabllltty will be achieved in
view of the good performance registered in the first quarter and the
favourable seasonal nature of the coming summer months, Nevertheless,
it 15 possible that the trend of the relative rate of inflation in Italy and the
present recovery in output will have a negative effect on the balance of
payments as thé year proceeds.

The loan repayments that are not covered by the current-account
surplus could be' financed by drawing upon reserves or by incurring
fresh indebtedness in the form of short-term trade and bank credits
or medium and long-term loans,

The proceeds from the two sources of short-term finance depend
upon a large number of variable factors that can only partly be controlled
internally.” In some circumstances changes in bank indebtedness in
particuldr may become a cause of instability in the exchange market and
In the level of reserves; indeed, in recent months the proportions and
direction of interventions by the Italian authorities have been strongly
influenced by movements of funds induced by frequent changes in
expectations “concerning the dollar and by domestic and international
events in the political arena. _

With regard to medium and long-term loans, foreign markets appear
to be willing to provide Italy with refinancing, albeit with some degree
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of caution, Their attitude is influenced, however, by the assessments
made by the international institutions to which Italy"has applied or is
apPIylng for loans. There is therefore no distinction, except in theory,
between conditional and unconditional Iendlnq. For this reason, too, it
I5 necessary to act in a way that leaves open the possibility of recourse
to the IMF and the EEC.

The need to pursue an economic policy that takes account of the
balance-of-payments constraint assumes added importance in conditions
in which external disequilibria cannot be corrected by exchange rate
manipulation without giving fresh impetus to inflation, which would
c]gfndtemn the exercise to failure and, indeed, cause it 0 have a perverse
effect.

The economic Situation

The performance of output and prices during 1977 was shaped
by the fiscal and credit measures and changes in public utility charges
adoRted from the autumn of 1976 onwards in order to regain control
of the serious situation that had arisen owing to the magnitude of the
accumulated internal and external disequilibria and, more particularly,
to the danger of a further deterioration.

~ Once the fall in the exchange rate had been halted the rate of
inflation slowed down. In view of the large volume of imports of energy
products and raw materials, the prices of which were stabilizing on
world markets, the dampenlng effect was most evident in wholesale
Brlces; the rate of increase moderated from 315 per cent in the period
etween December 1975 and December 1976 to 9.5 per cent In the
following twelve months, A smaller but still substantial slowdown
occurred” in- consumer é)rlces, where the rate of increase came down
from 22 per cent in 1976 to 14 per cent in 1977 despite the rise in
public utility charges and regulated prices.

The fiscal measures and changes in public utility charges introduced
under the stabilization rogramme,. which were designed to produce
additional net revenue of 5,000 billion lire in a full year, made inroads
into households' disposable incomes and caused a slowdown in con-
sumption from the first quarter of the year onwards. Domestic demand
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first lost the impetus that had been evident in the c_Iosmtq months of
1976 and then weakened rapidly owing to the cyclical turnround in
inventories. Producers looked to exports to offset the fall in domestic
sales, but although they succeeded in increasing their market shares
their expectations were not fulfilled because the expansion in world
demand was weaker than had been forecast. The decline in the rate
of capacity utilization and the worsening of financial difficulties at a
time of dwindling opportunities_for sel -fmancm? brought investment
to an abruP_t halt.” In February industrial production began to decline,
and it continued to fall during the months that followed, reachmg a
low point in June, when it was 12 per cent below the level recorded
in January. In the autumn the contractionary pressures subsided, ,fadmg
away completely towards the end of the year; the rate of registere
unemployment Tose to 7.4 per cent.

_Although the trend of industrial production in 1977 contrasted
with that of 1976, the annual average for 1977 was still sljghtly.hlgher
than that for the previous year. However, its effect on national income
was almost neutralized b¥_another_bad year for agriculture, with the
result that the 1.7 per cent increase in gross national product was mostly
attributable to the services sector.

~_In addition to the immediate goals, the objective of the stabi-
lization programme was to launch a poljcx which would again give the
economy scope for faster growth, which had been impeded by the
worsening of the terms of trade as a result of the ol crisis.

~Assessed in this light, last year's results are unsatisfactory and
disturbing.  We have not succeéded, nor are we anywhere near to
succeeding, in shifting domestic demand from consumption to in-
vestment;” this is the “necessary condition for setting in' motion the
virtuous circle which will increase productivity, produce a lasting im-
provement in formgn trade and allow a larger and steadier expansion
of domestic demand.

The truth is that in the short run the anti-inflationary policy was
bound to have an adverse effect on private investment; moreover, ex
Rorts have not increased plant utilization by a much a had been
oped. However, it is also true that there has been no increase in
expenditure on public works nor have, the measures been introduced
that might have improved the propensity of firms and households to
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invest, State enterprises further reduced their investment in manu-
facturing industry and kept it unchanged in the services sector. The
decling In house-building that began in 1974 continued.  Only in the
electrlmt% supply industry did investment increase appremabIP/. On the
whole, the ratio of gross fixed investment to gross domestic product

declined further, to 17 per cent from 21.3 per cent in 1970.

Even the reversal of the sign of our external accounts seems to
be largely due to cyclical factors. Agproxmately one-quarter of the
improvernent in the ‘trade balance can be ascribed to a 2 per cent gain
in the terms of trade, after the deterioration of 25 percentage points
that occurred between the end of 1972 and mid-1974; in addition, the
containment of imports was to a large extent due to the considerable
reduction in stock-building.

~ The success recorded in the fight against inflation, though con-
siderable, also seems to have been attributable to nothing more than
a_combination of cg{chcal or chance factors, such as the sluggmhness
of domestic demand, the absence of major labour contracts due for
renewal and the disappearance of the external causes. This is con-
firmed by the fact that in recent months the continuous rise in consumer
prices has slowed down to a rate very much below that recorded twelve
months ago, but still well out of lire with those of Italy's major com-
petitors, he forecasts all indicate a rise in consumer prices of around
13 per cent in 1978, that is to say only slightly below last year's rate,
even taking into account the lack of further exogenous pressures stem-
ming from International prices. In the other EEC countries price increases
are expected to averzége 5.8 per cent, with a peak of 10 per cent in the

United Kingdom and” Ireland.

_The fact that the slowdown in price increases has petered out
while inflation is still in double figures again calls for reflection on
the forces of inertia which sustain the upward trend when its original
causes have disappeared.

~ The concentration of contractual Pay increases within a brief period
of time and, more generally, the drive towards a redistribution of income
and wealth at the domestic and international levels lead to increases
in the general price index, which are directly proportional in size and
duration to the two parameters of indexation: the degree of coverage
against inflation and the frequency of the cost-of-living wage increases.

10
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Under the present system the adjustment of wages for price rises affords
about 85 per cent coverage, and when no increases are made in contrac-
tual pay — which in the present economic situation would be difficult
to reconcile with monetary equilibrium — it tends in time to approach
100 per cent. Moreover, the adjustment is made within the space of
one quarter.

Statistical analysis shows that an autonomous inflationary push is
Prolonged by the inertial forces inherent in the sliding scale to the extent
hat over a two-year period it raises the price index bY about a third
more than it would if the adjustments were made annually. This calcu-
lation, which probably underestimates the slowdown in inflation caused
by the induced effects of a reduction in interest rates, presupposes that
the transfer of cost increases onto prices is slow and incomplete, as has
been the case in recent years. However, fresh exogenous cost pressures
are unlikely to be absorbed by profits to the same extent, and when they
are deflected onto prices at the same speed and intensity as those emanatln%
from the sliding scale the initial push will continue to reverberate until i
has produced, In the space of two years, induced inflation at almost twice
the rate that would be caused by annual adjustments. If domestic or
international competition were to prevent such a transfer, the impact
ﬁn trr]]e ahility of firms to survive and on employment would be all'the
arsher.

When the incomes of all employees are adjusted by the same
amount for each point increase in the cost-of-living ndex, as is the case
in ltaly, a large part of the process of reducing wage differentials
depends not on rational decisions reached by the bodies representing
the community but on the speed of inflation, which these mechanisms
themselves promote but which may also be triggered off by chance
factors, such as a bad harvest, a deterioration in the terms of trade
or a fall in the exchange rate due to unfavourable expectations.

However, if for various reasons — which no amount of analysis
can show Us to have any justification on the grounds of protecting the
interests of the yvorklnP_popuIatlon and to which we cannot therefore
give even a modicum of intellectual support — the present wage index-
ation system were to be retained, it would be necessary at least to
take steps to avoid, as far as we were able, giving any extraneous stimulus
to prices. Inconsistent with this need was the fact that in 1977 gross
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per capita wages rose by 25 per cent, which represents a 6 per cent
Improvement In terms of real earnings, whereas gross outﬁut er worker
increased by 1.3 per cent. A comparison restricted to the EEC shows
that in the same year wages in the Federal Republic of Germany
increased by 6.9 per cent at current prices and 2.9 per cent at constanit
Prlces; in the United Kln(_}dom they rose by 10.1 per cent in nominal
erms and decreased by 3.7 per cent in real terms.

The impending renewal of major labour contracts again raises the
problem of whether wage changes can be made without regard to price
stability, the growth in investment and the scope for increasing work
opportunities.

In recent years income redistribution in ltaly has been too _raﬁld
for production and investment to remain profitable, particulary as it has
coincided with a serious deterioration in the terms of trade which has
weighed most heavily on firms.

~ As a consequence, a rowlng percentage of the population has been
in various ways either deprived of the chance to work or excluded
from the official labour market. The industrial sectors where recourse
to the Wage Equalization Fund is proportionally highest — now
equivalent to the work of 200,000 full-time employees — and where
“orey " or unregulated employment is most prevalent are the ve
ones where the rise in wages has been fastest owing to the wage equal-
ization policy, which consists in granting equal increases to all workers
both under the sliding scale system and under wage agreements. In
fact, too fast an increase in labour costs produces effects which frustrate
or distort egalitarian intentions: the economy hecomes incapable of
creating sufficient opportunities of work for young people and tends
to overcome the rigidities embodied in agreements between management
and the unions by splitting up the production cycle, paying wages
below contractual rates and evading the social security contributions
and obligations arising from the statutory requirement to provide for
the welfare of the working population, thus reverting to pre-industrial
methods of production.

Far from be_in(i an independent variable, average wages are de-
termined, in the final analysis, by these diverse reactions on the part of
the economy.
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On]v at the cost of large sacrifices can the restriction of agﬁregate
demand or of the money supply slow down the rise in prices when no
help is forthcoming from action to regulate unit labour costs in one of
the forms possible: an incomes policy in the narrow sense, a “social
contract ™ or agreements on productivity and labour mobility.

It will not be possible to maintain the already Siow i)rogre_ss
towards greater price stability if the labour contracts to be concluded in
1978 and 1979 contain economic and legai provisions that will produce
further increases in real wages or lead to an expansion in the public
sector's current-account deficit by transferring costs to the community.
Furthermore, changes in the wage structure and in the mechanisms
for adjusting them automatically should strengthen, at national, sectoral
and company level, the link between remuneration and the economic
and professional value of the work performed, thus reversing the
tendencies which have taken hold in recent FXears and which might still
prevail if insufficient attention is paid to the gravity of the resultant
disequilibrium.

Both the average cost of labour and the spread of costs for differ-
ent groups of workers, firms and sectors can be altered; the timing
and the extent of the changes are limited, however, by the composition
of the 1abour force, its geographical distribution, the quantity and
quality of industrial equipment, the institutions and the very system of
cultural and professional values. None of these conditions is immutable
but none can be modified rapidly and without cost; when the room
for manoeuvre that they allow is exceeded — even in order to achieve
greater equality or a faster improvement in the standard of living —
Inflation and unemployment appear as the pathological manifestations
of an unresolved conflict over distribution.

In the conditions currently prevailing in_ItaI%_ social transfer
payments constitute another factor of monetary instability. They are
the main cause of the increase in current expenditure by the public
sector, which totalled 434 per cent of g;oss domestic “product last
year compared with 37.7 per cent in 1973. Since revenues have in-
Creased proportionately less despite the succession of fiscal measures,
thedcurtrent deficit has risen from 3.8 to 4.9 per cent of gross domestic
product.
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~ Demographic factors and re%ulatlons deriving from current legis-
lation concerning the eligibility for benefits and™ their indexation to
prices and wages will lead to a further rise in expenditure on pensions
In the years t0 come. The share of GDP allocated for this purpose is
expected to increase from 11 per cent in 1977 to 13-1a per cent in
1979 and then to 18-20 per cent in 1990; since the price elasticity of
pensions will be above unity until the early eighties, the higher the
rate of inflation during this Perlod the 8reater will be the Increase.
The cost will tend to rise most hetween 1978 and the beginning of the
eighties owing to the planned increase in the cost-of-living adjustment
for certain Fensmn funds, a rise in the number of pensioners and earlier
Institutional changes.

Expenditure on health services will also place a considerable added
burden on the budget, especially if the reform bill at present before
Parliament is approved in its present form. In fact, this bill displays
no evidence of a clear desire to control the demand for Services, im-
prove the quality of the services offered and hold down running costs.

Some adjustments in expenditure procedures proposed in recent
weeks tend in the right direction. Others are necessary, both in the
area of social security and in that of health services, to limit the col-
lection of several pensions, restrict indexation to restorlnﬂ purchasm%
power and prevent the wastaﬁe of medicaments and the abuse o
services. This undertaking, which should proceed in parallel with a
more_determined fight against the evasion of taxes and social security
contributions, could” lead to a reduction of the deficit while bringing
about a more *ust distribution of incomes and allow the gradual im-
plementation of a public expenditure policy that reflects more directly
the demand for social goods and services and to which a planning effort
could profitably be applied.

~The shortage of hospital, social security and educational facilities
IS compounded by the damage caused by the crisis that has IonP affected
the building industry owing to sometimes inappropriate [egislative
changes and” uncertainties regarding their a(%)llcatlon: the number of
houses completed, which had averaged 343,000 a year during the sixties,
dropped to 148,000 in 1977. Consequently an important component
of demand that has a low import content has been constricted.
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The straitjacket of inflation

A summary of the economic trends we have been describing could
open with the observation that the decline in output last year was
less pronounced than that in the preceding recession. Between the
third quarter of 1974 and the same quarter of 1975 — the twelve-
month period during which the downswmg occurred — the fall in
industrial production had amounted to 13.6 per cent and that in
national product to 4.5 per cent; figures relating to the period from
the final quarter of 1976 to the same quarter of 1977 show a decline
of 7.6 per cent in industrial production and ong of 14 per cent in
national P_roduct. The increase in unit labour costs in industry (excluding
construction) came to 41 and 215 Rer cent in the two periods respec-
tively; the latter figure represents the actual cost, including the social
security contributions taken over by the State.

“This still high rate of increase in labour costs during a downturn
confirms that in"Italy measures to combat inflation consisting solely
of monetary and fiscal restrictions also cause a sharp reduction in the
flow of real resources, thereby increasing the potential for inflation
stemmln% from unit costs. If 1t is not corrected promptly, the rise in
costs will quickly upset the internal and external mongtary balance
re-established aftér the traumas of 1976.

The difficulty in holding down unit costs even outside periods of
recession has been exacerbated b}/ the universal slowdown in the rate
of growth in the seventies. In the twenty years from 1950 to 1969
the national product of the group of OECD countries grew at an average
rate of 4.7 per cent per annum in volume terms, whereas in the following
eight years the rate of growth averaged 3.4 per cent. The average rate
of inflation rose from 3.3 to 7.9 per cent between the two periods.
In the case of Italy the change for the worse was, unfortunately, more
pronounced — real growth in pational income fell from an annual rate
of 5.7 per cent in the first period to one of 3.1 per cent in the second
and the rise in prices leaped from 3.6 to 13.0 per cent.

. Italy is thus more tightly constrained hy the straitiacket of
inflation"and the country has not only lost all of the growth advan-
tage it previously enjoyed, but has fallén behind. In a context different
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from that of today it was possible to argue that inflation encouraged
?rowth on the grounds that the fall in the value of the currency would
ead to an increase in the share of national income accounted for by
profits at the expense of wages and to a transfer of wealth from creditors
to debtors — both of which processes would stimulate investment —
and would create a fiscal Instrument capable of financing public
expenditure and, in particular, public investment that would not other-

wise be possible for governments that lacked an efficient system of
taxation.

The first kind of redistribution could occur in an economic envi-
ronment in which wage bargaining was relatively unco-ordinated and
money illusion was prevalent.” In the present situation of Italy, however,
wheré the indexation arranqements have a degree of coverage and a
frequency of adjustment that are among the highest in the world, the
existence of money illusion is absolutely implausible: in fact, in times
of inflation there s a tendency to overestimate the future increase in
prices and thus to make disproportionately large adjustments when
renewing wage contracts.

~With regard to the second form of redistribution, it is true that
disorderly wa?e Increases, which have been inconsistent with the real
growth potential of the economy, have ﬁenerated rising financial sur-
pluses in the hands of households and that their holdings of financial
assets have fallen dramatically in real terms as a result of the increase
I prices, which has not beén offset by an adequate rise in nominal
interest rates: the bite of inflation has been such that the real value of
households' financial wealth declined from 98,000 billion lire at the
end of 1973 to 92,000 billion at the end of 1977, in spite of the
capitalization of interest and the flows of new savings. It would
however, be a grave mistake to assume that the experience of the period
1973-76 could be repeated. The outbreaks of inflation during the war
and in the immediate post-war period were followed by more than
twenty years of relative monetary stability; coming in the wake of this,
the recent burst of inflation was to some extent unexpected and it
serl_ousIY undermined the climate of confidence that had been created,
8 illustrated by the drying-up of voluntary investment on the stock
market and the ‘growing preterence for liquid assets, the yield on which

reflects market conditions in that it includes allowance for the average
rate of inflation.
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Finally, it is also true that the tax levied by inflation on the
holders of public-sector debt and on the monetary hase has constituted a
rich source of %overnment revenue in recent years; however, this surrepti-
tious and profoundly unjust tax has not”promoted the _fmancmgi of
soclally rewarding public Investment programmes; instead, it has helped
lo compensate for shortcomings in the management of public affairs
caused by inefficiency, waste and misguided welfare policies.  In
order to draw up serious economic policy programmes and define the
boundary between the aspirations of the community and the public
sector's “eventual ability to satisfy them, however, it is necessary to
introduce fiscal instruments that will allow a return to democratic control
of receipts and expenditure and to a direct comparison between the two,
thus making it immediately possible to verify that the chosen budget-
ary criteria have been observed and determing the costs and obligations
that the community must accept as a counterpart to public expenditure.

~ Aclose examination of the relationship that exists today between
inflation and %rowth reveals the hollowness and hypocrisy of proposing
to overcome the present difficulties by means of inflation. In addition,
both theoretical arguments and the “fact that domestic raw materials
and sources of energy are in short .supgly demonstrate the folly of
Ehos_e who urge the adoption of policies based on autarky and protec-
jonism.

In an index-linked economy that is h|ghly dependent on foreign
trade, in which price exPe_ctatlons tend to De ‘excessive and in which
the stock of financial assets is declining, the areas available for absorhing
Inflation shrink to practically nothing and every stimulus to recovery
falters if it is not accompanied by a strategy for re-gstablishing monetary
stability, encouraging capital formation and developing human resources.

The problems of financial reorganization in the corporate sector

~The formulation and implementation of budgetar%/ and labour
policies consistent with the objectives of steady %rowt in national
Income and emplo?/ment I5 a general prerequisite It new schemes for
intervention to help re-establish equilibrium’ in individual sectors and
companies are to have any sense.
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Last year's Report dwelt at some length on the financial difficulties
of the corporate sector. Since then the Government and Parliament
have taken steps in their respective spheres to resolve a number of
problems, such as those arising from the double taxation of dividends.
In other areas there has been delay in moving from discussion to
legislative action, the need for which hecomes more pressing with each
day that passes. Nonetheless, the debate has served to identify a number
of points on which there is a broad consensus of opinion.

One of these is the recognition of the indispensable function
performed by economic agents outside the credit system, be they indivi-
duals or corporate hodies, as ultimate subscribers of equity” capital.
Another, however, is the definition of the temporary role credit
institutions can play when the funds from these sourceS prove to be
Inadequate and a more_far-rea_ch!n? adjustment is required: the credit
Institutions should confine their intervention to the financial sphere and
assume no direct responsibility for company mana%ement, they should
not acquire interests in excess of their uncommitted net assets and
the precise form of corrective action should be decided case by case
within a general framework of rules, with all the parties involved
accepting full responsibility.

Fiscal policy is generally recognized to be the most suitable means
of providing support comménsurate with the operations the authorities
wish to promote. On the other hand, the proposal that joint-stock
consortia should be established to intervene on hehalf of the credit
institutions has attracted criticism based on the concern, which the
Bank shares, that the size of interventions should be limited and their
private nature safequarded. The Bank nonetheless considers that direct
subscription of equity capital would make the necessary co-operation
among creditors more ditficult to achieve, cloud the transparency of
interventions, negate all distinction between the management of credit
intermediaries and that of companies and, since there is no provision
for general controls, increase the likelihood of unco-ordinated and
Interested interference In individual cases.

The proposal to set up consortia is designed to provide an instrument
and not a solution that is universally applicable; whether it is used
effectively will depend on the initiative, Jud([]emen_t and ability of the
managers of the credit institutions and industrial firms involved. It is
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not the task of the hanks to solve industrial problems, just as it is not
the task of the Banca d’ltalia to implement an industrial policy, but
the banks do have a duty to encourage the solution of these problems
and help defing their financial aspects, just as the central hank i under
an obligation to promote such action and, while leaving individuai
bankers to answer for their own decisions, ensure that the extra burden
it v(\jnll place on the banks does not exceed the necessary bounds of
prudence.

~During the last twelve months the persistence and W|den|n|g of the
crisis in a number of sectors, the failure to revise investment plans and
introduce measures that have long been recognized as necessary to reduce
the _H%Idlty_ of the labour force, ‘as well as delay in drafting directives
for industrial conversion have so aggravated the crises in a number of
large companies and industrial groups that corrective measures of a
general nature can no longer be usefully applied.

In_the absence of more apProprlate legislation, the employees of
companies in difficulty are protected in the only way current regulations
permit — by injecting credit to keep the comipanies alive even thou%h
In their present state they are incapable of showing a profit. The
deterioration in the industrial sector has now clearly ‘shown, however,
that the objective of social welfare cannot be pursued indefinitely at
the expense of efficiency and that the economy must regain its capacity
for renewal, leaving the economic organization of human and material
resources to companies and defending the sources of workers’ incomes
by other means.

For this purpose it would be useful if institutions were also introdu-
ced in Italy that allowed a distinction to be made between the status
of workers as wage earners and as company employees.  Suitably
managed and controlled, such institutions could engage workers whose
contract with their original employer had been terminated, undertake
their retraining and even guarantée them a large proportion of their
wages until they were offered a new job.

Interventions by the community which ensure the survival of
companies and aim at restoring the health of the country’s enterprises
are Justified if the losses were orlglnallx caused by an excessive burden
of Social charges or if the cost to the community in terms of the
destruction of material and intangible assets in the event of bankruptcy
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is considered to be greater than that of a rescue operation. While
‘workers who were ot re-engaged by the rehabilitated comlyaanles
should be protected by the means described above, on the financial front
there might be a needfor exceptional measures affecting oustanding debt.
If it were decided, because of a public interest in the survival of such
firms, to transfer to the community anrt of the losses which would
otherwise be borne entirely by the creditors, the measures could consist
in a revision of the terms Under which recent investments were financed,
such as eligibility for some of the facilities provided under the law on
industrial conversion, reschedullng of loan redemptions and reductions
in the interest on outstanding bank credit. As these interventions
are true industrial rescue operations, they will need to be rigorously
assessed and supervised by the authorities case by case.

Last year we outlined possible procedures for financial restructuring
and ex&ressed concern about the consequences of the compulsory funding
of bank loans, mentioning in particular a deterioration In the” relations
between banks and firms, a weakening of the banks themselves and a
reduction in the sense of _mana?erlal resPonS|b|I|t}/_ on hoth sides. Recent
experience with the funding of the debts of public bodies has confirmed
this view and strengthened our conviction that, despite the difference
In_circumstances, the damage which would result from a funding of
private debts can only be limited bY observing the principles which we
said last year should Underlie normal measures of financial restructuring;
restoration of firms to genuine financial and productive health, a fair
sharing of costs among the parties involved, transparency of operations
and a clear assignment of responsibilities.

Monetary and credit developments

Whereas in 1976 the forelf)n exchange crisis had developed at
such a harrowing pace that systematic, W|de-ranc};|ng measures were
impossible on the monetary front, in 1977 the trend was generally
more even; although the market’s freedom of action and responsibility
were not fully restored, the system of controls was reduced in number
and, in the second half of the year, in severity and was also redefined
in clearer terms.
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_The abolition of the deposit and special tax on purchases oi
foreign currency was shielded by the double line of defence afforded
by more active and flexible open market intervention to control the
monetary base and an extension of the ceiling on bank lending until
March 1978, which exerted its greatest restrictive effect in the second
quarter of 1977. During that period, when developments on the
foreign exchange front were taking a more favourable turn and the
first s!(fms of a slowdown in output and prices were appearln%, the
authorities” interventions were already encouraging a fall in short-term
interest rates; this tendency received confirmation and fresh impetus
in the first half of June from the two point reduction in the official
discount rate, which was decided as soon as statistics on the latest
trends of production and prices became available.

Hence the monetary authorities could su_bsequentl¥ concern them-
selves not onIY with careful control of immediate monetary and foreign
exchange developments, but also with easing the restrictions and adjusting
financial flows. “Also in June, the first issue was made of 2-year Treasury
credit certificates and the security investment requirement was renewed
at a level that would absorb, in"the second half of the year, a smaller
percentage of new deposits than the banking system had on average
Invested 'in securities before it had been introduced. More important
a policy of intervention on the mone%/ and bond markets was,pursu_ed
that would hasten the return to a structure of yields mcreasmﬂ with
the maturity of the securities. This process was completed at the end
of the summer by adjusting the discount rate a second time and further
reducing Treasury bill rates, while intervention sales were made on
the bond market to help maintain the new yield structure.

~ Until September the main aggregates reIath to credit and public
finance grew at rates that were more or less in line with those agreed
with international organizations. In the fourth quarter, however, the
Treasury horrowing requirement exceeded the agreed limits by a Iarﬁe
amount, drawing total domestic credit with it. “At the same time the
disequilibrium which would afflict the public finances in 1978 was
begmnm% to take clearer shape. In November, therefore, it seemed
Prudent 0 halt the fall in money market rates, although the decreases
hat had already occurred still had enough force to induce the banks to
lower their prime rates further in December.
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The overall picture for the year that ended in March 1978 is
therefore that of an economy that has pro%ressed further than expected
towards the desired result of restoring external balance and the bitter
one of a decline in output, in spite of the fact that the public sector
failed to fulfil its commitment to reduce its financial imbalance. When
in the autumn the economy began to veer to either side of the set
course in this way, it seemed wise to do nothing that would strengthen
this tendency, as'would have occurred had action been taken to reduce
total domestic credit to the agreed limit. Economic policy is formulated
within a framework of instruments, intermediate targets and final goals,
the quantitative relations between which are not accuratelg known.
If in the course of the cycle fresh occurrences or unexpectedly strong
reactions cause these relations to deviate from the magnitudes observe
in the past, it must be possible to revise the intermediate targets, while
taking care not to induce violent disturbances in the market.

Within this set of functional relationships, the flow of total
domestic_credit during the year to the end of March rose to 39,000
billion lire, exceeding by 9000 billion the figure agreed with the
International Monetary Fund. The excess was ent_lrel}/ due to the
Increase in the Treasury deficit and appears, on the basis of the quarterly
targets, to have occurred mostly in the second half of the period. Loans
(Hranted_to the economy by the"credit system increased by 14,500 billion
lire during the twelve months, almost the same as the amount implied
in the flgure for total domestic credit given in the Letter of Intent.
This result was due in part to the conversion into lire of forelgzn currency
bank loans for which the ce|I|n7% on lending left room at the end of
1977 and the begmnm? of 1978. If the expansion in total domestic
credit was to be prevented from exceeding the limit on account of the
Increase in the Treasury deficit, the growth in loans would have had
to be held down to Iéss than half that amount. Apart from being
technically difficult, this adjustment would have had to be made within
the span of a few months and it would have had a disastrous effect on
the equilibrium of both the financial intermediaries and their clients.

The authorities had entered into a commitment vis-a-vis the
European Economic Communlt% not to increase central-hank Iendln%
to the Treasury by more than 4,000 billion lire. Owing to large marke
sales of Treasury bills, credit of this kind, which had increased by
9,000 billion lire in 1976, actually decreased by nearly 5,000 billion
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lire in 1977, even though the Treasury’s borrowing requirement was
larger than the year before. This reversal of a ten-year trend could be
achieved because of the liquidity created by the inflow of foreign cur-
rencr and the abolition of the deposit on purchases of foreign exchange.
|t also indicates, however, that the creation of monetary hase via the
Treasury does not express the full inflationary potential of the imbalance
in the public finances, e_sPeuaIIy over the Short term and when bank
lending is subject to a ceiling.

Although for most of 1977 the measures taken neutralized the
effects on money creation denva first from the increase in fund-
raising abroad by the banks and later from the Iarger Publlc deficit,
the authorities again seem to be confronted with developments that
may be beyond their control. Provisional data indicate that in the six
months to the end of March 1978 the T.reasur}/ cash requirement
(mcludlng security issues worth 5,000 billion lire for the funding of debts)
totalled 20,000 billion lire and bank deposits grew at an annual rate
of over 25 per cent. Unless Parliament Places a firm check on expen-
diture, unless the State pays a sufficiently high return on savings to
enable it to place its securities with the public and unless the banks
themselves stop encouragilnt% monetary expansion by offering higher
yields on marginal deposits than they can earn by investing them, one
cannot but view with alarm the time when the hoped-for “recovery in
production will gain strength and unleash these liquid balances.

~The reasons for which interest rates must be kept relatllveIP/ h|%h
in Italy were described on this occasion last Year. Accordingly, t
encouragement_given to the fall in interest rates has been geared to
the pace of inflation and the need to maintain an adequate drtferential
between domestic rates and those abroad.  Similarly, in its reqular
contacts with the banking profession and the hanking_associations, the
Bank was able to use exchanges of information, analysis and persuasion
to supplement the action it took with re?ard to official and money
market rates in order to encourage bank rates to follow the decline in
money market rates in spite of considerable difficulties.

_ The fall in output and a weakening of inflationary expectations,
which subsequently proved to be short-lived, gave weight to the calls
made in various quarters for a larger and faster decrease in the cost of
funds. The advocates of such a policy point to the banks' published
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interest rates on loans to their clients. However, ordinary bank interest
rates, which are e(zual to or higher than prime rates, are charged on
only a fraction of total Iendln%._ Besides new bank loans in domestic
currency amounting to 7,700 Dillion lire at an average interest rate. of
195 per cent, forel%n_ currency loans to the value™ of 3,500 hillion
lire were granted outside the celllngn last year at an average rate of
under 9 per cent. The interest on the total outstanding loans of the
entire credit system may be estimated to have averaged 14.8 per cent
last year, which is lower than the increase in all the price indices. As
long” as this difference remains, interest payments will in practice be
repayments of principal.

This comparison suggests that the roots of the malaise affllctln%
the productive sector should be sought elsewhere, but this does no
alter the fact that those lamenting the shortage and cost of credit
available for production and investment are giving voice to their
refusal, which we share, to accept a situation Where the_productive
sector of the economy is permanently hemmed in by restrictions which
in the interests of each and everyone, should be used only in brief
economic and foreign exchange emergencies.

Not until the pace of inflation has been reduced appreciably by
means of effective action against the root causes can monetary policy
be oriented towards encoura(]]mg the growth of the productive sectors
and interest rates settle at levels even nominally in line with those
prevailing in other industrial countries.

_Estimates given in the TreasurY Minister's quarterly report to
Parliament in March of this year put total domestic credit expansion
in 1978 at 38,000 billion lire {with a margin of error of 2,000 hillion),
which is compatible with growth of hetween 2 and 2.5 per cent in
gross: domestic product; this corresponds to a 4-5 per cent increase in
Industrial production coupled with a current-account balance-of-payments
surplus equal to 1 per cent of gross domestic i)roduct and an 11-12 Rer
cent rise In prices d_urlng{ the year. It was already apparent then that
it would be impossible to hold the rate of inflation below the 8 per
cent limit originally established in the Letter of Intent to the IMF.

The Government programme presented to Parliament on 16th
March set a target of 24,000 billion lire for the deficit of the enlar%ed
public sector and allocated 16,000 billion lire to the productive sector.
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The figure for the deficit does not include the increases in the endow-
ment funds of public corporations and special credit institutions or allo-
cations for the settlement of outstanding debt. I these amounts are
taken into account, the borrowing requirement of the enlarged public
sector comes to 28,000 billion lire.

More recent estimates, based on data contained in the latest quar-
terly report of the Treasury Minister and including the cost of continuing
to fransfer part of the employers' social Security contributions to the
State, put the BUbJIC sector'S_foreseeable horrowing requirement at
around 35,000 billion lire,  This figure makes no allowance for the
effects, small though they be, that the measures approved at the most
recent meeting of the Council of Ministers will have on the deficit.

The relation between the performance of the external accounts
and prices on the one hand and the liquidity of the economy on the
other is erratic and difficult to predict; “when liquidity exceeds equili-
brium values, its effects may inttially be minor but they may suddenly
gather momentum as a resulf of either domestic or external diSturbances,

~If the realignment of our rate of inflation with those of the major
industrial countries, and espeC|aII¥ the countries of the Community, is not
to be ost,aoned to the distant Tuture, action must be taken from the
second half of this year onwards to reduce the public-sector deficit
to the limit of 24,000 billion lire mentioned earlier, which has been
widely accepted as the target for 1978.

The management of credit and interest rates will be directed
towards J)revent_lng a further expansion in the liquidity of the economy,
In accordance with'the objectives of the budgetary policy outlined above.

The financial markets

Control of the monetary base is now exercised mainly through
the Treasury bill market, which has expanded partly as a result of
the more flexible criteria for intervention described in [ast year's Report.
The Banca d'ltalia was active in the market as a seller but dealt only
in Iar?e amounts; the resale of Treasury hills to the general public was
undertaken by other operators in the market, as illustrated by the fact
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that the banks, and especially the large ones, reduced their hoIdin[qs
as a proportion of the total outstanding and accounted for a smaller
share of the volume of sales than in the" past.

The development of the money market is, however, far from
complete and requires, in addition to"action by the Bank, a lead to be
given by the operators and institutions that participate or are otherwise
Involved in its operation. An essential prerequisite is that an increasing
number of entities, not only credit institutions but also firms, households
and public bodies, pracfice careful financial management, showing
themselves loath to leave liquid assets idle and quick to grasp profitable
new investment opportunities, AIth_ougg_h the money market inter-
mediaries are making a valuable contribution towards the achievement
of this end by providing information and stimulus, this Rrerequmte also
depends on, and in turn determines, other factors: the transparency
of the market, the transferability of securities and their variety.

~ First of all, therefore, the system of trading must evolve to the
point where prices and yields representative of the deals concluded are
quoted daily and communicated to the general public. This will lead
to that market unity which can only be"achieved if there is a limited
number of specialized intermediarie$ competing among themselves but
united in their common concern for the smooth operation of the market.
Physical transfers, which in the case of bearer securities involve con-
siderable risk and high costs, will become unnec,essarﬁ when the pro-
cedure that the Bank is developing for transferring the ownership of
bills by means of book entries is implemented: moreover, this procedure
will not involve the circulation of representative certificates less acceFt-
able to both investors and the authorities. Variety of instruments, finally,
means allowing issues to be made by operators other than the Treasury.
such as leading enterprises and banks. The Bank has urged that the
fiscal impediments to such a development be removed, and it is to be
hoped that this will be done in the near future.

It is doubtful, on the other hand, whether trading would be more
efficient if it were centralized in the stock exchanges. These were
established to create market unity and transFarenc In an era of slow
and difficult communications, and they continue fo perform a useful
function with regard to the cluotatlon and trading of stocks and shares.
However, in the case of short-term paper, which s often traded in very

1



— 162 —

large quantities and at prices which vary from hour to hour, the financial
managers of banks and Iar([;e companieS must be able to take immediate
decisions even after the clearing houses have closed. Thus in practice
the unity of this market will continue to be much better served — in
Italy as in other countries with more highly developed money markets —
by telephone networks between the o_peratlnﬁ] departments so that
decisions may be put into effect immediately; the Banca d'ltalia itself
has to operate in accordance with these pracfices.

Even if the growth in the volume of bills in circulation is less
worrying than an efiu!valent increase in bank money, it would be a
mistake to reﬁmce at this development since it also comﬁnses an element
of hypertrophy. Even when it is considered that both bank and non-
bank ‘balance “sheets have been undergoing restructuring, the limits of
balanced expansion were exceeded last year owing to deep-rooted causes
such as inflation, the disorder in public finances and the intrinsic
weakness of the economy.

~Inorder to limit the cash component of total financial assets, the
yield on Treasury bills was maintained for most of 1977, when interest
rates were declining, at a level which forced hanks to choose between
the reduction in profit margins they would sustain 'bY' linking their
deposit rates to Treasury bill yields and the disintermediation that would
occur if they accepted “a larger spread between the two rates. Since
o_nl¥ a small proportion of deposits are invested in Treasun{ bills, the
first course exposed them to losses. The banks therefore felt the com-
petition for funds offered b Treasur?{ bills; some acc_ePted It and made
profits on the sale of bills fo their clients, others resisted and probably
Increased their share of the deposit market while reducing their gross
profit margins, and yet others tried in various ways to keep the two
markets separate.

~ The system of credit restrictions makes it possible to achieve more
objectives than exclusive reliance on management of the monetarryl base
would permit. Nonetheless, it would be unwise to claim that the use
of restrictions has led to a more sophisticated and precise policy than
would have been Possmle with indirect controls alone without also
mentioning the costs they entail in the form of a reduction in market
efficiency and an increase in the constraints under which the monetary
authorities operate, costs which should not be considered less onerous
because they are difficult to measure.
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~ One such cost can be identified in the reduced efficiency of the
financial intermediaries' allocation of resources caused by the abrupt
changes of course made necessary by restrictions, Others stem from
the forced transfer of incomes resulting from the level of interest rates.
In particular, the flnancmg.of the State at reduced interest rates, to which
the ceiling on bank lending has contributed, represents nothing less
than a form of reverse subsidized credit which does not have the merit
of being founded either on an established bOdY of economic doctrine or
on the expressed will of the people: in 1977 the Treasury hill rate was
on average 3.7 percentage points below 8r|me rate, compared with
a difference of 1.4 percentage points in 1976,

~Nor should it be overlooked that the longer restrictions remain
in force, the less we know about their effects. ~At the time they are
introduced, restrictions can be considered as a deviation from a pattern
of spontaneous behaviour known to the authorities and documented
by statistics and economic theory, but as time passes the pattern becomes
Indecipherable.  The latest observations of the original pattern date
back to an increasingly distant and different past, so that the repercus-
sions of a sudden removal of restrictions become unpredictable. In
these circumstances renewal may therefore apf)ear,to be the safest
course, and a return to spontaneous behaviour a leap into the unknown.

The greatest cost, however, stems from the creation and mainte-
nance of a situation in which an increasingly large proportion of savings
is allocated for uses and granted on terms over which the public has no
say, either directly or. indirectly, as it would if the financial institutions
to which it entrusts its money were free to take their own decisions.
I-_Iavmq ceased to generate savings itself, the State has become progres-
sively Tless able to attract those of others directly through the issue of
securities that households feel provide sufficient protection of their
future spending power and has eventually preferred to bring pressure
to hear on the banks, debasing their role to that of mere money gatherers
on behalf of others.

“Years of intensive anti-cyclical monetary management and the use of
credit policy to pursue industrial, sectoral and regional policies, which
in many cases have not even generated as large a volume of resources
as they absorbed, have made the credit system cumbersome and in-
flexible. While the instability of the financial markets at a time of
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inflation has increasingly led households to seek protection in the
certain value of bank deposits, the banks have been slow to appreciate
that the OFubllc has been passing them not only its savings but also the
evils and risks inherent in the distorted allocation thereof, and have
often failed to see the snare hidden in emponmF a growing proRortlon
of their borrowed funds to grant loans that are clearly illiquid, whatever
their formal title.

~ Should the road ahead continue to lead in this direction, the
financial intermediaries will join the list of loss-making industries in
need of support and assistance. If, on the other hand, an attempt is
made to achieve full employment, regional halance and price stability
b¥ means of more fundamental measures directed against the true causes
of the present situation, as there are grounds for hoping, then attention
can be turned to the credit system, not in order to despoil it of hidden
treasures, which it does not Eossess, but to restore the balance of its
asset structure and give it back responsibility for its operations, without
which it would be of little service to a rehabilitated economy. The
Government has proposed a three-year programme of such fundamental
measures; the return to a more balanced financial structure will also take
a few years. Many opinions have been heard in the debate on this
question in recent months, and the contribution made by the members
of the banking community has been most valuable.

The objectives for which there is now a broad consensus and which
the Bank alSo believes must be pursued can be summarized as follows:
both the qualitative transformation of savings by the credit institutions
and the multiplicity of credit instruments” springing from every lira
saved must be reduced to more acceptable levels than have prevailed
in the last few years.

If an industrial plant with a Ionq working life producm?. oodis
from raw materials with highly volatile prices is ultimately financed
by a bank sight deposit or b{ a short-term foreign currency loan, the
thread linking the savings to the investment is too taut and tenuous to
withstand the snatch exerted by a financial, commercial or fOfEIHn ex-
change disturbance. On the other hand, it Is true that the Iengt ening
of the credit chain has caused an expansion in the role of the banks in
the financial sector, but as far as the medium-term segment of the
market is concerned their activity has been in addition o rather than
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in place of that of the special credit institutions, since the banks have
invested in the bonds that the public no Ion%er wants. At present the
system is introverted, o to speak, and could rapidly provide a con-
siderable quantity of funds without the need for additional monetarﬁ
creation if the public resumed large-scale purchases of bonds, whic
would be desirable.

The credit restrictions at present in force cannot all be removed
suddenly, but will have to be adjusted to facilitate the return to a
situation in which Ihe_Publlc's financial assets are less liquid, the State,
the special credit institutions and enterprises are better able to draw
directly on savings and the characteristics of financial instruments more
closely reflect those of real investments.

In view of these considerations it does not appear that an overhaul
of the restrictions in force can begin with removal of the ceiling on
bank Iendln%. This and the power to authorize bond issues constitute
the means of curbing the potential creation of credit inherent in double
intermediation and the Ia_rﬁe volume of Treasury hills held by the bank-
ing system. The celllnq will thus have to be renewed, but it could become
less onerous and would discriminate less against the private sector if
the public sector's demands on savings were to moderate.

It is, instead, in the bond market that controls could be changed
or_relaxed.  On the supply side loans with increasing repayments of
principal and yields linked" directly or indirectly to prices could make
It easler for Some issuers to raise funds. The Bank has frequently
pointed out the advantage of greater recourse to such loans b}/ operators
who by their very nature are influenced by the real cost of horrowed
funds ‘In reaching their expenditure_decisions, and has made specific
?_roposals of its own in this connection. Such loans could be used to
inance not only house-huilding but also public utilities and large indus-
trial companies”that raise funds directly in the market. The importance
that a Iar(b]er volume of bond investment by the public has for sound
financial balance might lead the Bank to “orient issue authorizations
towards encouraging the supply of securities of this type. On the
demand side the return to a more normal yield curve may make it pos-
sible to reIY less exclusively on bank investment and, therefore, to
mitigate at least some of the distortions induced in recent years by the
glﬁﬁnng strength of the links between special credit institutions and
anks.
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On the other hand, the Bank is concerned at the increase in the
taxation of interest on bank deposits and the rising tide of tax Proposals
aimed against them, heedless of the true economic nature of the tax
base and of the fact that interest i already more heavily taxed in Italy
than in the other major EEC countries. As long as the average %leld
on financial assets is below the rate of increase In prices, as has been
the case practically throughout the seventies, the interest received by
savers cannot properly be called income since it is rather a contribution,
albeit inadequate, towards restoring the value of the principal. Those
who regard such interest payments as an easy source of fiscal revenue
or an obstacle to the reduction in the cost of credit for companies
should consider that every increase in the rate of withholding tax has
the effect of raising bank” lending rates.

It has also been proposed that reserve requirements be amended
] that,theY could be used to achieve specific objectives, for example
by making the interest paid on compulsory reserves the channel whereb
the Treasury would assume part of the burden of rescheduling ban
loans. Thrée years ago this Instrument \"as freed of the many encum-
brances that hiad been added with the intention of pursuing”selective
aims but had gradually impeded its primary function o re%u_latl_ng liquid-
ity. It is advisable that it continue to be reserved for this its proper
task and that any changes made should be to tpromote general objectives
in the search for better halance in financial flows.

The Bank is also unwilling to use the system of restrictions In
order to requlate the shares of individual hanks’ in the various financial
markets. The Bank continues to consider, as it has stated previously,
that the freezing of assets as a result of the ceiling on bank IendlnP
i5 one of the most serious distortions produced by this instrument
Similarly, on the liabilities side stability of market shares cannot be
ﬁursued as an objective in itself, Partlcularly at a time when inflation
as doubled the Vvalue of bank balance sheets in only a few years and
when the geographical and sectoral redistribution of income is So rapid
a?dthon t?uck a large scale that in its turn it alters the relative positions
of the hanks.

The greater part of the adjustment needed to achieve a more
balanced financial structure will, however, depend on actions and events
which lie outside the Bank's own field of operations. First among these
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Is the banking community's ability to requlate itself. A correct perception
of the boundary between the “area of common interest and that of
competition is an indispensable condition for more stable equilibrium
in the credit sector. A reduction in the transformation of savings and
in the number of bank balance sheets through which it passes are both
objectives' in which all credit institutions have a common interest. No
external authority can heIP them to achieve these aims with the gradual-
ness and respect for the tundamental requirements of the sector which
they tthemselves can determine through behaviour based on mutual co-
operation.

Problems facing the credit system and guidelines for supervision

Tn response to the need to modify the geographical structure of
the hanking system to meet the demand for banking services, a pro-
gramme for the opening of new bank branches, based on 8U|dell_nes
approved by the Interministerial Committee for Credit and Saving,
has been drawn up and recently put into effect.

A more sustained effort has been re(iuwed to formulate, review
and apply criteria that would reconcile the task of supervision with the
demands” of the present economic situation, which is still being influ-
enced by unsolved structural problems.

~In order to avoid the risk that supervision of the banking system
will degenerate into a Eurely bureaucratic formality, we must continue
by trial and error to seek ways that will lead to economic growth throu%h
the encouragement and financial support afforded to business b% the
credit institutions. The way is beset with difficulties and we should
not underrate the danger thaf the failure of some projects will undermine
the credibility of the Credit institutions that have promoted and financed
them. However, some risks must be run, not only to help the South
emer?_e from underdevelopment and our entire economy from the present
situation of inflation, staﬂ?atlon and unemployment, but also to avoid
an excessive erosion of the bankers' role as entrepreneurs of credit.

~ With these goals in mind the $upervisogfauthorities have taken
e

action on various fronts, reinterpreting old definitions, making more
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flexible use of the criteria for granting authorizations and pressing for
measures to strengthen the capital base of credit intermediaries.

~ The need to reduce double intermediation and at the same time
maintain the ability to make technical assessments of the projects to be
financed has led to a functional interpretation of the principle of spe-
cialization.  Under the new approach, the provision of investment
finance will remain the preserve of medium and long-term credit
institutions — thus maintaining some selectivity in the direction of
credit flows — while it will be the duty of the banks to meet the
requirement for working capital. 1t was therefore considered that an
extension of the hanks' field of operations beyond the short term,
especially in the area of export ﬁromothn, would not conflict with the
principles underlyln%_lt_allan banking legislation, This new policy stance
will improve the efficiency of the entire credit system, that is to say
it will enhance its ability to satisfy the needs of “borrowers.

When situations arose which made it difficult for horrowers to
repaY outstanding debts on time, the banks' reaction was to convert
short-term loans Into longer-term ones or, in the more Serious cases,
to take over real estate in"lieu of payment. In responding to calls to
remove the statutory impediments or Testrictions imposed by the Super-
visory authorities on these oPeratmn_s, the Banca d'ltalia has paid regard
to theeir probable effect on the position of the bank intermediary.

In granting credit to their clients, the banks and most of the
special credit institutions are obliged to observe limits that are directly
related to their capital base. n many eases these ceilings have heen
exceeded, sometimes by a very large mar?m; the supervisory authorities
granted the necessary advance autnorization for all those projects that
Were considered a priori to be creditworthy. These decisions raised the
dilemma_whether to allow exceptions to the CEI|IHH and watch the
intermediary’s risk concentration grow, or refuse authorization despite
the serious “consequences that this would have.

From the Bomt of view of the credit intermediaries, these conse-
quences would be negllﬂmle in the case of the large banks on account
of their ability to switch from one investment to another and possibly
channel any funds theY could not lend into the interbank and money
markets. By contrast, the effects on the small special credit institutions
serving the developing areas would be extremely serious. They are only
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authorized to raise funds to the extent necessary to meet applications
for finance; since these come from the infant local industry, which is
structurally weak and highly concentrated, many would have had to
be rejected by the institutions or possibly bK the Supervisory authorities.
Not only would this have meant running the risk of condémning many
medium-term credit institutions to a low level of activity, but it would
also have ultimately betrayed the spirit of the legislation which estab-
lished subsidized credit as'the main tool for the economic development
of Italy's deprived areas. While not wishing to Audge the indiscriminate
and sweeping use that has been made of credit subsidies, there can
be no doubt that the strongest justification for this policy is the desire
to compensate businessmen’ for"the greater risk involved in setting up
new plant in areas where industry is not a traditional feature and
infrastructures are poorly developed.

Hence, the objectives laid down by legislation can be pursued
through financial intermediaries of this “type only if we accept that
their Tisk concentration will he higher than is technically considered
normal. This realization inevitably” makes the supe_rws.orY_ authorities
reluctant to see new regional medium-term credit institutions set up
in southern mainland Italy, where they would take over part of the
role of the institutions aIrea%y granting medium and long-term credit to
small firms in the area, lead a fairly"languid existence and jeopardize
the stability of the system. The older Special credit institutions, in
contrast, which have & long tradition behind them and repose on solid
foundations, can spread risks over the entire country — and hence
among several branches of industry and different secfors of the econ-
omy — even thou?h they may be"less able to do so than commercial
banks of comparable size.

The decllnln? quality of loans and the concentration of risks
make it necessary to strengthen the capital hase of the credit institutions
so that it will perform adequately as a buffer against losses. In spite
of the urging of the credit authorities, who have also taken concrete
action by modifying some of the supervisory provisions linking the
scope of banks' operations to the size of their capital hase, proglress_ IS
slow and most of the increase in capital has been due to valuation
adjustments permitted by fiscal legislation.

1t would seem easier for hanks established as joint-stock com-
panies, and especially for the co-operative banks, to raise external capital
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in view of their basis in the _communlt?/; aware of their responsibilities
at the domestic and international levels, the banks of national impor-
tance decided to increase their capital in 1978 in spite of the financial
difficulties besetting their ma*onty shareholder. Raising external capital
Is a far more difficult task for the public-law banks — indeed, It is
prohibited in the case of savings banks. The latter have shown remark-
able concern for the protection of depositors by allocating funds from
their gross profits for 1977 to increase their bad-debt reserves and in
?omﬁ catses even by distributing a smaller proportion of their net profits
0 Charity.

The purpose of the Government bill to increase the endowment
and special reserve funds of the three public-law banks in the South
I5 to help them overcome the adverse consequences of the measures
concerning the funding of local authorities' debts and carry out their
development tasks.

If supervision is to be effective it must not become set in a pattern
of procedures that is impervious to changes in cyclical behaviour,
market structures and the ‘situation of intermediaries. 1t follows that
the subject matter under the jurisdiction of the Banca d'ltalia is essen-
tially variable and technical in nature; the experience gained from past
cases and the use of modern techniques of decision-making may reduce
but not eliminate the area of jud(.zement._ Often the action proposed
does not fall exclusively under the jurisdiction of the supervisory
authorities, as the law requires them t0 call in other bodies exercising
other powers. In this case it is the Banca d'ltalia's duty to stimulate
gctl_on and sometimes to propose suitable measures, but not to take
ecisions.

It would be alien to the tradition of the Bank to disclaim resRQn-
sibility for this extensive system of interventions, a res_BonsmlIlty which
the law has laid upon us and which the law circumscribes. It is worth
recaII_lngI that the subject on which we have to deliberate is so highly
technical and is so closely dependent upon the domestic and international
situation that it seems very difficult indeed, short of introducing poli-
tical considerations or a historical perspective, to claim that when' the
decision was taken a different choice was clearly preferable. 1t would
be a simple matter to show that such a posteriori judgements often
underrate the real difficulties which shaped the decision at the time.
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EaluaII%, an over-assiduous approach to foreign ex,chan%e controls
eventually breeds the _conviction amon([l_ bank executives that every
expression of their activity will systematically be regarded as_suspect;
instinctively they hold back, and gradually reduce the sphere in which
they will fake Independent decisions, This causes credit-granting to
degenerate into a bureaucratic procedure and conflicts with the wide-
spread desire to stimulate the professional initiative and skills of bank
staff, the suRposed lack of which is often taken as the justification for
passing harsh judgements on the banking system.

For their part, the supervisory authorities reaffirm their funda-
mental decision to regard the credit System as a network of firms, This
decision reflects favourably on the possibility of using the discretionary
powers mentioned above correctly and incisively in order to direct the
full range of activities of the credit institutions towards achieving the
objectives established by the competent representative bodies.

Gentlemen,

~ltaly is facing a great challenge, and the various groups within
society now appear to be aware of the danger threatening the positions
won in the far from smooth process of economic and social advance.
The number of persons registered as unemployed now stands at one and
a half million, a figure which rises to one million seven hundred thousand
if those keP_t on company payrolls in excess of the labour actually required
by production are included: Compared with the %oal of providing the
oPportun_lty_of permanent work for this army of unemployed, every
other objective Is but a means.

~The c%/cllcal recovery that has been signalled by various economic
indicators has the same marks of impermanence dlspIaYed by similar
Phases of Italian economic development in the recent past. If we allow
he recovery to proceed ann? Its present course, the contribution it
will be able to make to emp oYment will be small. Before an}/w_sub-
stantial additional demand for labour has been created by the higher
level of economic activity, which must first absorb the slack of under-
employment, constraints will have emerged that will make it necessary
to slow down the expansion. More careful demand management could
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help, as in the past, to reduce the amglltude of cyclical fluctuations, but
it will not free us from aIternatln? etween peaks, when the rate of
growth will fleetingly reach a satisfactory level, and trou?h_s, when
recession will contine to be accompanied by a high rate of inflation.

In order to loosen the grip of inflation and stagnation, concrete
measures will have to be taken to reduce the public sector's deficit both
on current account and overall. When this exceeds the level compatible
with the economy's natural ability to provide finance, it exerts irresistible
pressure on the Creation of monetary base, an occurrence that is all the
more distressing for the authorities concerned, who are well aware
that financing with high-powered money is bound to lead to the tax
levied by inflation providing the means for making good the shortfall
in fiscal revenue.

There is an equally pressing need to curb the rise in wage costs
by attacking the problém from both sides simultaneously — on the
one hand increasing efficiency and productivity and on the other slowing
down the rise in nominal wages — o as to Create the conditions for a
sustained process of capital accumulation.

In the short term a recovery in investment will tend to exert
pressure on the current account of the balance of payments; it may
even o into the red, but if at the same time real and monetary equi-
librium is restored we shall be able to count on large and steady in-
flows of capital and prevent the external constraint from jeopardizing the
lasting nature of the recovery.

The exPerl_ence of the last few difficult years has increased our
knowled%e of this state of affairs and its causes, but knowledge is futile
without the will to translate it into action; “lest it turn to iour] con-
dgmnatlé)n — the word heard and not fulfilled, ...believed and not
observe

~If we are convinced that current public expenditure has risen to
an intolerable level, that it does not correspond fo the needs of society
and, moreover, that it ma¥ further increase in volume and deteriorate
in quality, action must be taken without further delay and without half
measures. A number of distortions which were nof corrected in time
have already compromised the public sector bud%_et for 1978: it would
be blame\{\é%hy not to prevent the deterioration that threatens to
occur in 1979,
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If we are convinced that the stimulation of a lasting, extensive
reCovery re(iuwes a policy of autonomous_investment, the necessary
choices” must be made, the impediments arlsm(% from the slowness of
administrative procedures removed and prompt action undertaken, at
least in the areas where the need Is most evident: ener%, agriculture,
the environment, public sector building, and housing.  There' must be
no shortage of credit for such projects.

If we are convinced that the rehabilitation and expansion of the
country's productive base ‘oresuppos_e not only the availability of re-
sources for investment but also a clear indication of the general framework
and detailed regulations governing the contribution of the public sector
the public administration’ must offer businessmen certainty, support and
quidance through active and co-ordinated use of the instruments at
Its disposal: authorizations, prices, public utility charges, supply con-
tracts and incentives.

If we are convinced that an increase in employment in a sound
monet,ar%/ environment can be achieved only if conditions are created
in which the use of resources is profitable and the expected rate of
return stable, a Follcy regardln? the cost and mobility of labour linked
to precise objectives for investment and employmerit must be formu-
lated through' negotiation of a social contract. “Moreover, if we have
succeeded in demonstrating the harm done to labour itself by wage
schemes which fuel the wage/price spiral, then they must be modified.

1t would be atraglc_mlstake if the representatives of labour
did not do everythm? in their power to break this spiral. Indexation
gives the transitory ilfusion that the real value of wa?es can be defended
without regard for the chan%e in their nominal value. In fact, wage
indexation ot only weakens the already thin ling of defenders guarding
the currency but, bg gjvm% a further tum to the spiral, reduces workers
purchasing power during the quarter at a rate which increases with the
rate of monetary depreciation. It takes -from them, as holders of
monetary assets,”a part of the purchasing power which they have not
immediately spent. When the exchange rate falls in advance of expected
price increases, it causes domestic assets to be sold at bargain prices,
which has an effect on national income similar to that of higher import
prices

By assenting to changes in the schemes that they have adopted
as a means for their own defence but which turn against them even in
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the short term and more stro_ng(l;/ in the medium term,  workers, who
JustIY aspire to a greater say in deciding the country's economic destiny,
would be actlng In the general interest which, in the final analysis,
coincides with their own with regard to the purchasing power of wages,
employment and the distribution of national income ",

These considerations are not new; they are taken from a letter
addressed to the SecretarY General of the Iarﬁest trade union confedera-
Pon9 105? I5th May 1976, the day on which the price of the dollar rose
0 ire.

During the four hectic months leading up to that day Aldo Moro,
then Prime Minister, had followed and Supported the action of the
Bank with attention, sympathy and conficence.

Meeting at Villa Madama in the evening of the 5th, the Govern-
ment decided to introduce various measures limiting the freedom to
effect foreign payments in order to halt the fall in the exchange rate.
These included & deposit on imports, a reduction in the length of time
foreign currency could be held on account and the requirement to
finance export credit in foreign currency.

Sig. Moro, who was Bresiding over the meeting, remarked during
the discussion that to embark upon foreign trade restrictions, as the
emergency demanded, was “ tantamount to withdrawing from Europe

The analysis presented in this Relo_ort i intended as a contribution
to the formulation of an economic ﬁo icy which, by bringing us closer
to achieving the objectives of growth and monetary’ stability, will serve
to maintain our country, & one among equals, in the community of
civilized nations.

To reflect more deeloly qPon what this requires of us and to make
up our minds accordingly will be neither the least effective nor the
least appropriate manner of reviving within ourselves the voice that
has heen silenced, of redeeming the wrong that has been committed.



IV. - THE BANK'S CAPITAL AND RESERVES

capital— There were no changes during the year in the amount of
the Bank's capital or in the distribution of its shares, which, on De-
cember 31st, was as follows:

Shareholders with voting rights:

Savings banks and loan offices 76 with 177,898 shares and 471 votes
Public-law credit institutions 8 » 54500 » » 141
Banks of national interest . 3 » 21000 » » 54
Social insurance funds . . .1 » 15000 » » 34
Insurance companies . . . 8 » 31500 » » %

96 with 299,898 shares and 795 votes

Shareholders without voting rights:
Savings banks and loan offices 13 with 102 shares

Total: 109 with 300,000 shares

~ Reserves. — DUring 1977 the reserve funds underwent the follow-
ing changes:

Ordinary reserve fund Eréggz;%d}ﬂ%r
Amount on December 31, _
1976 Lit. 60,088,939,718 Lit. 59,967,934,326
incrlelase:t_ f i
- allocation Trom _Rrofits
or the year 1076~ . 0057267598 » 9,057.267508

- ilng%mfe rec,eivetd ir{
rom investmen
and reserves . . . . » 5176451352 »  6,611,979,079

Lit. 74,322,658,668 Lit. 75,637,181,003
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Ordinary reserve fund Extraordjnar
reserve fun
decrease:
- distribution to sh
hoSI ers o? art o R
Income ?ccr Ing.in t
cours 1976§ rtic _ .
h6 of the Statu . Lit. 82,370,157 Llit. 79,629,843
Amaount on December 31,

u
D77 e Lit. 74,240,288,511  Lit. 75,557,551,160



V.- BALANCE SHEET
AND PROFIT AND LOSS ACCOUNT



— 118 —

ASSETS
Domestic bills of exchange:
discounting for the DaANKS....ccvvvrrvmsmssmmesssssss L.
discount on Treasury bills and coupons . . . . . . »
Advances:
CUMTENE CCO U N burvrrvvvvsrvvvmsssssmssmssssssssssssrsssssssssssssssrssnn L.
under Treasury decree of September 27, 1974 . . . . »
fIXEO-EIM s »
Deferred payment at the clearing SYSteM ..
Foreign currency external asSets ...
Ufficio italiano dei cambi:
Ordinary CUTENt @CCOUN Luvvvvvversrvnrvrserserssvssvrsersensnee L
AT U T T (N »
Extraordinary advances to the Treasury ...
Discounting for financing StOCK-PIliNgG.....cc.cuvvvesvvsvesssssssssssnssnnn
Treasury CUMTENt @CCOUNT....vuvvevnivsvvsvsssirssisssessssssssssssssssssnsnes

Miscellaneous services on behalf of the Government - debit balance .
Investment in government or government-quaranteed securities . .
Treasury credit certificates under Law no. 386 of August 17, 1974 .

Investment of reserve funds and other funds set asice:
government or government-guaranteed securities . . . L.
OtNEE @SS B S i »
Office DUTIAINGS v
OthBE @ SSEES cimruviuivivrrrrsssssssssssssssssssssssssss s

Commitments:
“unused part of credits on advance accoUNtS...inins
Deposits:
— QUATANTER v
— others
Securities and other valuables on deposit
[tems written Off I PaSt YEATS.....mmrrmmrrsmsmssmsssssssssssssns

—

Audited and found correct. - Rome, April 27, 1978
THE AUDITORS

Domenico Amodeo
Michele Benedetti
Alberto Campolongo
Antonio Confalonieri
Giuseppe Guarino

BALANCE
.......................... L
,,,,,,,,,,,,,,,,,,,,,,,,,, »

23,183,260,885
494,750,458 515
214,487536,210
218,579,129,600
.......................... L
,,,,,,,,,,,,,,,,,,,,,,,,,, »

5,289,778,256 646

7,932,102,748,548
.......................... L
.......................... »
,,,,,,,,,,,,,,,,,,,,,,,,,, »
,,,,,,,,,,,,,,,,,,,,,,,,,, »
,,,,,,,,,,,,,,,,,,,,,,,,,, »
.......................... »

109.477,210638
215,070,337 316
.......................... L
L
.......................... L
4,029,236523 418
27,353,011,154,378
.......................... L
,,,,,,,,,,,,,,,,,,,,,,,,,, »
TOTAL L

THE ACCOUNTANT GENERAL

Pietro Salonico

SHEET AS

1,696,885,019,271
332,100,581,121

23,183,260,885

087 817,124,365
12.925742.971

13,222,481,005,194

1,309,368,068,280
4,795,932,938,676
70,863,458,209
25,434,635,696 421
432,149,407 890

984,547,607,954
1
3,500,333,916,412

58,803,823,827,670

1,595,587,919,576

31,382,241,677,1%
351,160,139
3,152,126,708

91,785,162,711,889



— 119 —

EIGHTY - FOURTH YEAR
DF DECEMBER 31 1977

LIABILITIES

NOES IN CIFCUIRLION oo L. 16,507,726,401,000
Bank drafts and other Sight 1iahilities......ecmsssnscssesinnne » 105,984,627 591
Free deposits On CUTENE BCCOUNT....uvvvvvvsrvsrmsensesmssssssessessssssessessissssnns » 875,685,656,430
Tied time deposits 0N CUMTENE ACCOUNT...ouvvvvvvvrsrersrrssesssrsssssesssssesssesssesne » 1,000,020,000
Special accounts under Law no. 386 of August 17, 1974 .....scsrsnnsnn » 866,521,222,899
Compulsory deposits on current account:

compUISOry bank FeSerVeS i L. 20,411,086,025,285

R N Sy 28,640,164 20,411,114,665,449
Foreign currency deposits:

on behalf of U 1C v L 4,900,241,455,568

L RN » 12,517,368,501 4,912,758,824,069
Foreign lira accounts:

o behalf of U 1C oo e L 2,741,049,510,565

R UL » 83,694,323,846 2,824,743 834 411
Ufficio italiano dei cambi - ordinary CUrrent aCCOUN ... mewrmmremmmmsrersmrrsrennes L
Miscellaneous services on behalf of the Government - credit balance . . . . » 610,790,786,620
Treasu? services for various agencie s 411,956,344 830
Other funds Set aSid e ....mvrrrsrrsirninn .Y 7,895,137,686,882
Other 1TADTIITIES oot 3,180,353,372,027
CAPIAl oo 300,000,000
001 0 » 74,240,288 511
EXEraordinary FESEIVES....mmmmmmmmmsmssssssssssssssssssssnns » 75,557,551,160 150,097,839,671
Net profit for diStFIDULION .o L. 49,952 545,791

L 58,803,823,827,670

COM M LM BNES oo vvvvvvveseeeeeeeseessseesseesessssssssssssssesssssssssssessssssssssssssssssesssssssessssssssmsssssssssesmensnsnnes L. 1,595,587,919,576
Depositors 31,382,247,671,7%
Securities and other valuables . 351,160,139
Items written off in past years 3,152,126,708

TOTAL . L 91,785,162,711,889

THE GOVERNOR

Paolo Baffi
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EXPENDITURE

AUMINISEEALON oo
Emoluments of Directors, etC.........vwwenes
Transport of notes, coin and other valuables
Note-printing and note-destruction

Computerized data processing...........
Expenditure on premises .

Circulation tax on notes and demand drafts
Income and company taxes ...
SUNAIY EAX S ovvrvrsrvrsremsressssssressssssesssesnes

Interest paid out {
Charity and social and cultural aid contributions

Depreciation and allow ances.......mmmmmmmvmsnnns

Net profit for distribution

To ordinary reserves
To extraordinary reserves
To shareholders
To the Treasury

A on the compulsory bank reserve . . . .
| Other e

Audited and found correct. - Rome, April 21, 1918

THE AUDITORS

Domenico Amodeo
Michele Benedetti
A lberto Campolongo
Antonio Confalonieri
Giuseppe Guarino

GENERAL PROFIT

243,176,391,501
489,495,642
1,574,793,015
18,734,296,369
19,879,267,126
6,752,428,459

56,611,159,600
2,000,000,000
3,971,530,640

L. 1,093,039,728,083

» 3,423 593,707

»

Total L.

FOR THE

290,606,672,112

62,588,690,240

1,096,463,321,790
639,052,597
552,590,853,968

2,002,888,590,707
49,952,545,791

2,052,841,136,498

PROFIT

THE ACCOUNTANT GENERAL

Pietro Salonico
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AND LOSS STATEMENT

YEAR 1977
RECEIPTS
DISCOUNES . ceccvssvssssessssssssssssssssssssssssssssssssssssnssssssseens L 14,587,209,264
INEErest 0N @AVANCES..vvvrvrsrvrsrvnsrmsrmsssssesssesssessssssssssnes 116,300,051,591
Interest on accounts with the Treasury........ : 68,080,714,020
INterest On Other ASSELS . 39,017,880,570
Commissions and Other T8 € S ..o 11,344,333,480
Other TEVENUES ...vvvvvvvnsssssssssissssssnisssssssssssssssssssssssssssnes 212,312,419 552
461,642,608,477
Interest on Government securities gat the rate for compul-
and Crediop bonds issued on sory reserves . . . 1,093,039,728,083
behalf of the Treasury fother s 320,401,566,401
Interest and premiums on other SECUTILIES.....vvmrvrmrmrssrvnens 175,229,005,609
Revenue from real 8STATE cvmssmsisnssisssssissnnns 2,528,221,928
1,591,198,528,021

Total . . . L 2052841,136,498

DISTRIBUTION

.............................................................................. L. 9,990,509,158
................................................................ » 9,990,509,158
................................................................ » 30,000,000
................................................................ » 29941527475

.............................................................................. L. 49,952,545,791

THE GOVERNOR

Paolo Baffi



ADMINISTRATION OF THE BANK OF ITALY
AS OF DECEMBER 31, 1977

BOARD OF DIRECTORS

Pa0|0 BAFF' - Governor and chairman of the Board

Marlo ERCOLANl - Director General

Carlo ClAMPl - Deputy Director General

MaI’IO SARC'NELL' - Deputy Director General and Secretary to the Board

pIRECTORS

Alessandro BARNABO' Luigi FANTOLA
Gaetano CARBONE * Giuseppe GIOIA
Carlo D’AMELIO Lucio MORODER
Giovanni Battista DEL BALZO _ ~_Remo MORONE
Danilo de MICHELI Giovanni Battista PARODI *
Dario DORIA * Giovanni POGGI

Luigi FALAGUERRA *

*Member of the Executive Committee.

BOARD OF AUDITORS
Domenico AMODEO Antonio CONFALONIERI
Michele BENEDETTI Giuseppe GUARINO

Alberto CAMPOLONGO

ALTERNATE AUDITORS
Luigi GUATRI

CENTRAL ADMINISTRATION

MANAGERS
Tinuccio ROVIDA * - Accountant General
Giuliano MONTERASTELLI - Central Operations Manager
Giovanni MAGNIFICO - Economic AdViser
PletI’O SALON'CO ** = CeNtral MaNhager for Technical Departments
A|fl’ed0 PERSIANIACERBO - Gelleral Secretary
ROCCO QUATTRONE = Central Manager (Milan Branch)
Carmelo OTERI - Central Mana(er for Supervision of Banks

* Retired  1.12.1977
* Until  31.12.1977 - Accountant General from 1.12.1977



Bl
BIS
CICR

CIPI
Crediop

EEC
EMCF
ENEL

EUA
GDP
GNP
IMF
INA

INPS
1SCO

|stat

NODC
OECD
OPEC
SDR
TOE
uIC

list of abbreviations

Banca d’ltalia
Bank foi International Settlements

Comitato interministeriale per il credito_ed il risparmio
—Interministerial  Committee for Credit and Saving —

Comitato_ interministeriale per il coordinamento della politica industriale
—Interministerial Committee for the Co-ordination of Industrial Policy

Consorzio di credito per le oizere ubbliche
—Credit Consortium for Public Works —

European Economic Community
European Monetary Co-operation Fund

Ente nazionale en_er%ia elettrica
— National Electricity Agency —

European wnit of account
Gross domestic product
Gross national product
International Monetary Fund

Istituto nazionale delle assicurazioni
- National Insurance Institute -

Istituto nazionale della previdenza sociale
- National Social Security Institute -

Istituto nazionale Per lo studio della congiuntura
- National Institute for Studies of the Economic Situation —

Istituto centrale di statistica
— Central Institute for Statistics —

Non-oil developing countries

Organization for Economic Co-operation and Development
Organization of Petroleum Exporting Countries

Special drawing rights

Tonnes of oil equivalent

Ufficio italiano dei_cambi _
— Italian Foreign Exchange Office —





